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REALITY CHECK
INVESTING DURING HEIGHTENED UNCERTAINTY

SUPPLY CRISIS, INFLATION, THE GREAT RESIGNATION AND CONFLICT

Executive Summary
Global equity investors have been hit with a reality check as companies and nations deal with the effects
of (1) the supply chain crisis, (2) inflation, (3) the great resignation impact on labour wages and more
recently, (4) conflict in Eastern Europe. The MSCI World Index saw its worst start since the financial crisis in
2008, with many growth companies haven initially benefitted from the pandemic decline by over -30% in
market capitalisation.
Investors today now have to rethink allocation strategies and selection due to the impact of global
inflation. For example, the heightened inflation data across energy, food, and shelter acts as additional tax
on consumers and will significantly test the 'pricing power' and 'volume growth power'. Even industries
like luxury goods viewed as inflation hedges see a diverging impact across companies.
We take a top-down macro assessment of how countries are coping with the ripple effects of the four
significant themes above. Germany, for example, now has to rethink its energy strategy and may build
new LNG terminals at ports and storage facilities, which will impact the fundamentals of various listed
LNG equipment companies like Gaztransport and Technigaz.
The UK faces a structural Heavy Goods Vehicle (HGV) driver shortage and now has to rethink training and
immigration policies to boost its driver capacity. Industries heavily dependent on HGV drivers like
supermarkets are already experiencing the costs of this shortage.
The United States faces its worst inflationary period since the 1980s, and its clear interest rate hikes alone
would not be enough to deal with the cost-push inflation, and we point to new investments in ports and
supply chain capacity as longer-term solutions.
To aid our analysis of the current global situation, we share some case studies with insights gained from
our interviews of employees from the Port of Los Angeles, Tesco, a UK supermarket, Nutrien, a global
leader in potassium-based nitrogen and others.
Although our emerging markets strategy has so far coped well with the market volatility due to our
exposure to companies in industrials, materials and oil-producing countries, our Global Strategy's bias
towards growth companies was hit with its worst drawdown. In the last section of this briefing, we explore
how we utilise our reality check tools to ensure our portfolios are not exposed to permanent loss of capital
from rethinking what we consider as investment risk to the benefits of cash-as-a-call-option.
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Supply Chain

company, recently said warehouses in Shenzhen would
be closed for the next week.

As early as Q3 2020, we noticed supply chain
complaints across our portfolio and shortlisted
companies. At first, it seemed isolated within the
automotive sector given that semiconductor
companies had prioritised their electronics
customers as the new work from home rules meant
demand for devices like laptops and headphones
increased. The automotive industry’s reliance on a
fragmented just-in-time model for parts and labour
shortages as Covid-19 cases increased among plant
staff further impacted supply chains.
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However, it became clear that the supply chain
issues was a global problem when Tim Cook, Apple’s
CEO, admitted to some headwinds in iPad and Mac
sales due to the supply crisis. By mid-2021, 64% of US
and European companies reported having lost some
revenue to supply chain issues, a total value of $4
trillion.
Even for the more resilient online economy, problems
from the supply chain crisis began showing. According
to Adobe Digital Insights, online shoppers were met
with 2 billion out-of-stock messages. For many ecommerce companies, the supply chain crisis impact
on sourcing parts and materials like garments,
transport costs of inventory and final goods, and access
to sufficient labour workers were quite clear. Amazon’s
retail segment posted one of its worst years since
splitting its cloud division in 2013.
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Chart 1: Germany Industrial Index

In Germany, one in four jobs depends on exports, and
recent data shows an ongoing slowdown in German
manufacturing activity. The automotive industry has
been hit the hardest with producers like Opel, recently
announcing it will be forced to shut its factory in
Eisenach, furloughing 1,300 workers.
Similarly, Volkswagen announced they would idle two
more plants in Germany due to struggles with its
supply chain for auto parts.
UK

Today, as we look globally, we still see fundamental
issues while the supply constraints may have decreased
relative to early 2021.
China
As the largest exporter of goods, and the first to go
into a total lockdown, it was expected that China
would suffer from the supply chain crisis. At Qingdao,
an eastern Chinese port city, there are currently, on
average, 30 vessels waiting to dock compared to an
average of 7 in 2020. With renewed lockdowns in
Shenzhen earlier this week, we expect a slowdown in
activity in the city ports like Yantian, the third-largest
port in the world. Maersk, an integrated logistics
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Image 1: HGD Drivers Wanted Sign

The UK supply chain struggles seem to be impacting
the last mile logistics segment the most. The UK has
historically depended on migrants for Heavy Goods
Vehicle (HGV) drivers. Before Covid-19, there was
already a shortage of 60,000 drivers in the UK, and
according to the Office for National Statistics, there are
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about 16,000 fewer EU nationals working as HGV
drivers. Although the age of HGV drivers is 55 years
old, 60% blame the UK leaving the EU and IR35 payroll
tax changes as reasons for the driver shortage.
While we see a relaxation of visa rules for HGV workers
and increased support such as free intensive boot
camps to train 5,000 HGV drivers in the next year,
companies will bear some costs. Tesco, the largest
supermarket chain in the UK, is increasing HGV drivers'
pay by an additional £50 per week (pro-rata) and nonfinancial benefits like extra time for breaks to lure more
drivers.
Spotlight - Port of Los Angeles

toward moving to a 24/7 working model at the Port of
Los Angeles to boost activity.
Furthermore, we notice Port fluidity to be improving. In
January, the port processed 865,000 20-foot equivalent
units (TEUs), a 3.6% increase compared to last year,
which was the busiest in its 115-year history.
The port also identified empty containers to be a
constraining factor on productivity. There will now be
additional charges to carriers that allow empty
containers to linger on the port's marine terminals for
more than nine days. This should help reduce import
containers on docks, enhance efficiency and accelerate
the much-needed velocity to address congestion
impacts.

Inflation
The word ‘inflation’ was used 20 times in Walmart’s
most recent Q4 2021 earnings call, contrasting to the
only single-use in its quarterly call three years ago.
As a consumer and business, we feel the effects of
inflation. Even subscriptions for company software
applications saw faster pricing hikes in 2021 than in

Image 2: Port of Los Angeles

CPI (Y-o-Y %)

The Port of Los Angeles, also known as "America's
port", is the busiest container port in North America,
representing 20% of all cargo coming into the United
States and facilitating $259 billion in trade during 2020.
We see increased investments directed towards ports
to deal with the structural port issues. The new
infrastructure bill allots $17 billion for US ports. The
Port of Los Angeles recently unveiled new features to
its Port Optimizer, the nation's only port community
system that allows shippers, cargo owners and terminal
operators to improve predictability and cargo planning
at the busiest gateway in North America.
At the ports customer level, Home Depot, one of the
largest importers of goods in the country, purchased its
own ship for the first time and expected to be 100%
dedicated to Home Depot's trade needs. UPS, one of
the three largest goods carriers, recently committed
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Chart 2: USA Inflation Data

previous years. Over the past 12 months, the US CPI
index increased by 7.9% before seasonal adjustments,
with gasoline, shelter, and food the largest contributors
(chart 2). This is currently the most significant increase
since January 1982.
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During the first half of the pandemic, early signs
showed more of demand-pull inflation with the
unexpected rebound in retail sales mainly driven by
stimulus checks and various consumer support
packages. However, the structural issues in supply
chains and other Covid-19 induced factors on labour
transitioned inflation into a cost-push scenario.
Central Banks and governments now need to deal
with the current inflation type differently from
previous playbooks, given that supply constraints
require more long-term structural fixes than simple
rates or tax changes.
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Chart 3: Shoprite Holdings EBIT margin versus Sainsbury’s

Food producers - Beyond national competitiveness
Although we have no view on the precise value interest
rates may settle in the mid-term across the world,
central banks are now under pressure to raise rates. For
companies, inflation and rising rates threaten them
from worse unit economics, higher borrowing costs to
lower future valuations of projects and investments. We
look to the food sector to examine how inflation is
impacting companies.
Spotlight - Food producers, restaurants and
supermarket chains
The steepest increase within the food segment is within
the meats, poultry, fish and eggs segment, rising 13%
versus last year. Food away from home, with
restaurants representing the bulk, rose 6.8%.
When we assess supermarkets worldwide, there’s a
wide gap in their capacity to cope with food inflation.
In Western Europe, many supermarkets are under
pressure due to their inability to expand volume and
pass prices to consumers. For example, Sainsbury’s lack
of volume growth competitiveness has forced the chain
into committing to more discounts and locked-in prices
in essential food items to compete with the discount
retailers like Aldi. This pressure is evident in its
operating margins recent decline (chart 3 below).
Across emerging markets, we see some supermarket
chains dealing with inflationary pressures relatively well.
For example, Shoprite Holdings, the largest
supermarket chain in Africa’s pre-pandemic
investments in digital channels, warehouses and
distribution channels, have boosted operating margins
by 0.9% y-o-y in its most recent annual result.

JENGA IP

During inflationary periods, national competitiveness is
not enough for food producers and companies also
need to assess their global competitiveness.
Inflationary pressure on food producers forces
companies into seeking new export opportunities in
new geographies. Brazilian and South African food
producers present a good case study. While both meat
producers benefit from increased cattle and poultry
prices, the profitability of meat producers shows a
contrasting result.
For example, in Brazil, JBS, the largest meat processing
company globally, achieved double-digit EBITDA
margins for the first time since 2006 and shrugged off
the impact of higher input prices such as Fertilisers and
foodstuffs like wheat and corn. Whereas, South African
meat producers and processors like Astral Foods and
RCL Foods struggle with margins and volume growth
for exports and internal consumption. Astral Foods in
South Africa recently flagged the dumping of poultry
products like eggs and meat from Brazilian peers for its
declining business margins.
Are brands with loyal customers enough?
Building a food brand with loyal customers and unique
value-add experiences and tastes sometimes creates
an opportunity for food producers to survive during
inflationary periods - an example is restaurants. One of
our shortlisted restaurants, Chipotle, a fast-casual chain
specialising in tacos and burritos, has navigated the
inflationary food pressures reasonably well despite its
capital-heavy model of owning all of its chains rather
than the franchise model. Chipotle recently announced
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it would pass on an additional 4% increase in menu
price to cope with the elevated beef and avocado
prices and maintain margins (chart 4 below).

The great resignation?

EBIT Margin %
11%

The great resignation, also known as the ‘Big Quit’, was
coined by Anthony Klotz. While the term does not
paint the complete picture given the strength of
America’s most recent payroll employment data last
month, the shift in hybrid work has impacted demands
in working conditions and flexibility, compensation
benefits and other non-financial benefits.
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In a later section in this briefing, we explore how Home
Depot dealt with inflation in the 1970s and 80s relative
to its peers.
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Chart 4: Chipotle’s EBIT Margin

There’s also an emerging class of food brands in the
meal-kits segment. One is Medifast, one of the biggest
weight-loss kits companies by revenue, which provides
weight management solutions via its OPTAVIA brand.
Similarly, Medifast announced it would raise prices by
3.5% in December and expects further hikes to its
customers.
However, not all food brands are equal. While
alternative meat companies like Beyond Meat and
Impossible Foods provide consumers with healthier
options for meat, their indisciplined cost control,
inadequate supply chain investments and diminishing
competitive advantages have exposed them to more
losses. Beyond Meat has now missed earnings
estimates every quarter and ended 2021 with a loss
margin of -34%.
Alternative milk providers see a similar problem. New
Zealand, the largest milk exporter globally, is reeling
from disruptions in the dairy industry. Inflationary
pressure coupled with the crackdown in Chinese
Diagou ‘Personal Shoppers’ laws has dented the
earnings power of various milk producers like a2 Milk
Company Limited. Its return on capital has fallen from
pre-pandemic highs of 35% to just 2% in its recent
quarter.
As we have explored, inflation hurts the food industry
and building a brand like Beyond Meat is not enough.
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Employees around the world now have to rethink
policies with regards to holidays, paid paternal leave,
sick leave and the general employment-at-willdoctrine. Microsoft’s second Annual Worker Trend
Index surveyed 31,000 people and found that 53% of
respondents indicated they are more likely to prioritise
health and well-being overwork. In November 2021,
4.5 million employees resigned from their role, the
highest monthly record in more than 20 years, with the
accommodation and food services industry seeing the
most significant per cent change.
What truly makes the great resignation unique is that
we see similar strong hiring rates across all industries.
Workers appear more confident to leave their job
searching for an alternative role. An immediate impact
of the great resignation is the shifting employment
power from employees to workers. Multinational
companies are seeing a renewed push for unionisation
across large companies like Starbucks, HelloFresh,
Amazon, Apple and Tesla. According to Bloomberg
Law Database of Work Stoppages, nearly 40

Image 3: Strike action at one of Kellogg’s plants
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workplaces went on strike in the second half of 2021 as
activity picked up from Deere & Co, Kellogg’s (image
3), to distillery workers in Kentucky.

Fargo’s salary as a proportion of expenses is at a record
high. (chart 5 below)

Strikes and unionisation directly impact labour costs,
production efficiency, and employee morale. It’s no
surprise why governments around the world are now
introducing new laws to enhance working
conditions. Australia’s Government of New South
Wales recently passed new laws to improve paid
parental leave policy to protect public sector
employees.

Total Salary and Empl. Benefits / Non-Interest Total Expenses%

62.5%
55%
47.5%
40%

Spotlight - Software and professional services
One of the most attractive sectors for us at Jenga is
software and professional services. Both historically
have high margins recurring revenues which makes
forecasting future economics easier. However, we
currently believe market participants might be
underestimating the impact of wage inflation.
A survey by North Ridge Partners showed that 88% of
employers indicated the difficulty of retaining and
attracting talent as a severe issue, while 55% also claim
they are paying 25% more in higher wages than 2020.
With technology role salaries rising and the battle for
top talent increasing due to the emergence of new
industries like cryptocurrency, we believe traditional
software and professional services companies are likely
to see margins eroded by higher wages.
Revolut Limited, one of Europe’s largest startups, saw
operating losses double in the first half of 2021, with
staff costs being the most significant contributor. While
startups like Revolut may attribute this higher wage bill
to “Investing for the growth”, these companies are
actually under pressure from rivals for technology
talents.
We see similar pressures in the professional and
financial services industries too. Banks like Goldman
Sachs and JP Morgan also flagged unexpected bonus
hikes to lure junior front-office staff as they grapple with
talent shortages. In 2021, Goldman handed out a
record 66% - 226% of salary as bonuses, while Wells
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Chart 5: Wells Fargo & Company salary increase

With wages going up and the battle for talent getting
fiercer, it is no surprise that markets have repriced
software valuations given the recent share price
declines.

Conflict
The escalation in tensions within Eastern Europe came
as a surprise to many and has already had ripple effects
on the global economy. We will not pretend to be
political or military analysts or experts here, but we can
observe what’s happening today, assess the ripple
effects of current actions, and use the insights from
history and past conflicts to understand how it may
affect our global capital allocation.
Before the invasion in late February, we had Fix Price
and HeadHunter Group on our shortlist of over 300
global companies. Fix Price provided investors
exposure to one of the fastest-growing supermarket
chains globally while HeadHunter was benefiting from
the renewed labour recruitment activity explained
above. Our first lesson here was the importance of
non-fundamental factors in capital allocation. Both
companies, like all Russian companies, are now virtually
uninvestable.
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Ripple effects

The Great Exodus

Today, we continue to see physical military action
across Ukrainian cities, which directly impacts the
Ukrainian economy. Similarly, we also highlight the
economic war. EU and US economic sanctions on
Russia is not new. Starting with the annexation of
Crimea in 2014, the US and EU imposed sanctions
such as the ban on two Russian banks, Gazprombank
and Vnesheconombank and several energy firms.
These accelerated Russia’s descent into the 2015
Russian economic recession.

With companies forced to respond to the sanctions, we
now see a great exodus. Shipping giants like Maersk
and Asia’s Ocean Network Express have temporarily
halted bookings from Russia of everything from food to
electronic goods. Online sales in Russia fell by 53% in
February, with retail giants like Apple, Nike and IKEA
announcing they are halting sales in the country. While
we have no exposure to Russian companies, the
exodus of portfolio companies like Meta Platforms,
L’Oréal, LVMH and Kering will undoubtedly impact
their revenues from Eastern Europe.

Today, the sanctions are more aggressive given the
invasion of Ukraine. Bans have been placed on
transactions with the Russian Central Bank, exports of
Euro banknotes to Russia and the exclusion of 7 major
Russian banks from SWIFT, a secure messaging system
for banks that facilitates rapid cross-border payments.
Alternative options like the CIPS network, created by
the People’s Bank of China, exist for cross-border
payments in renminbi and may be utilised depending
on China’s position in the conflict. Another alternative is
cryptocurrency. While voices from major cryptocurrency
network operators are mixed, a key takeaway is that
the global cryptocurrency liquidity alone is not enough
to support Russia’s needs. It is estimated that Russia
conducts $50 billion in FX exchanges per day, equal to
the entire value of all Bitcoin transactions worldwide.
The ripple effects of the economic and physical war in
Eastern Europe is growing, one being the great
exodus.

The ripple effects will expand beyond geography. For
example, the escalation is already spurring increased
cyber warfare. Cyber insurance policy providers like
Chubb INA Group see increased threats worldwide.
Ransomware attacks already doubled in frequency in
2021, with the average rumination cost of $1.85
million, ten times the ransom payment.
“Online hackers have been more active since Russian
forces invaded neighbouring Ukraine in late February.”

- George Kurtz, CEO of CrowdStrike.
Food and energy security are also under renewed
threats. With almost 30% of the world’s wheat
exports coming from the Black Sea region,
exporters in other areas like North America and
France will be under more pressure to release
inventory and add to the capacity of soon to be
Wheat (CBOT) $ per bushel
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Image 4: Russian shoppers at IKEA
on its last day before closure
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planted spring wheat. At the moment, the
consensus from farmers is that they are unlikely to
add to capacity given increased prices in costs such
as fertilisers, fuel, seeds, chemical sprays and
equipment (chart 6). These add to the pain
supermarkets, restaurants, and meal kit producers
already see.

Why Poland?
In 2018, Poland became the first nation from the
former Soviet bloc to gain the Developed Nation
status on the FTSE and MSCI.
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With recent sanctions on Russian energy producers,
countries heavily dependent on Russian gas, like
Germany, will negatively impact their economic and
manufacturing output. In 2020, Russian gas
accounted for 65% of Germany’s gas imports for
2020. With nuclear, coal and the lack of renewable
energy capacity, Germany will likely be forced to
diversify gas supply via Liquefied Natural Gas
(LNG).
These will have implications on LNG price and
volumes, LNG equipment and storage systems, and
solutions. Gaztransport & Technigaz, a French
engineering company in containment systems for
transport and storage of LNG, is one of the
companies we believe may benefit from this and
has already announced new projects as clients seek
to expand capacity. So, where do investors with a
mandate to allocate to Eastern Europe head to?
Spotlight- Polish equities
In terms of Eastern European exposure, we currently
have just under a 15% allocation to Polish equities in
our global strategy.
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We were impressed with Poland’s economic
development in its human capital, infrastructure and
technological capabilities since joining the EU in 2004.
Poland was the only European economy to have
avoided the recession of 2008 thanks to its wellmanaged banking sector and currency market and its
transition into an innovation-driven economy. Today,
Poland is one of the top 10 outsourcing destinations in
the world for software developers.
At the micro and entrepreneurial level, there was an
increased privatisation push under the 1990s
Balcerowicz Plan, which further moved Poland into a
capitalist market. The PARPs proposal for new
entrepreneurs, further investments in easing the cost of
doing business (40th in the world) and R&D relief for
companies continue to support the thriving private
sector in Poland.
Conflict impact
The Ukraine-Russia conflict caused the WIG 20 Index to
plummet by 13% on the 24th of February. In response
to the drawdown, the Jenga team performed a stresstest analysis across our Polish investments: (1) Livechat,
a customer service SaaS tool (2) Mo-Bruk, a national
leader in industrial waste processing and management
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and (3) PlayWay, one of the largest video gaming
companies in Poland.
All three founder-led companies maintain a debt-free
balance sheet and have no significant exposure to the
Russian economy from a revenue generation view.
Livechat and PlayWay earn almost half of their revenue
and profits from North America, with American
businesses and gamers being their largest customer
type.
All three companies maintain one of the highest EBIT
margins in the world; Livechat (60%), Mo-Bruk (55.3%)
and PlayWay (65%) and we also expect all three
companies to average a revenue and earnings growth
EBIT Margin %

Mateusz Morawiecki, recently visited Kyiv with other
Eastern European leaders. While the recent intake of
migrants may cause a short term strain on Poland’s
fiscal budget, it’s likely that the youthful population of
migrants from Ukraine can add to Poland’s long-term
productive capacity.
For now, we believe our Polish optimism is backed by
facts, and we remain excited about the long-term
compounding opportunities available in selective
Polish listed companies. Beyond our current holdings,
we similarly find attractive cases in other polish gaming
companies, software, the auto parts industry and the
retail industry, and as we gain some clarity on the
direction of the conflict, we are likely to add to our
Polish exposure.

Total Debt/Capital

60%
45%
30%
15%
0%

2016

20017

2018

2019

2020

2021

Chart 9: Mo-Bruk, a National leader in
specialised waste management. Decreasing
debt level and increasing EBIT margin

Image 5: Campus organised by Playway, Polish
video gaming company for Ukrainian migrants

of around 20-25% CAGR over the next 3-5 years while
being priced at a median P/E ratio of 14x (2022
earnings estimate).
Beyond the fundamentals, it is clear where the Polish
government and businesses stand in the conflict too.
Livechat announced its support for Ukraine with
donations to NGOs operating in Ukraine and
suspending its tools in Russia and Belarus, accounting
for just 0.3% of total revenue. PlayWay, like other Polish
gaming studios, also publicly showed their support for
Ukraine. The PlayWay team organised rooms on behalf
of Ukrainian children refugees.

Impact on global stock selection
It is a difficult period of heightened uncertainty for
global economies as businesses and nations grapple
with supply chain issues, increased labour tensions,
food and energy inflation and the conflict within
Eastern Europe's impact on security. Global equities
commenced 2022 with its worst start to a new year
since the global financial crisis of 2008. Although
market participants may blame recent price actions on
market noise, the Jenga team believes there are three
fundamental issues across markets.

At the government level, Poland has taken in almost 3
million Ukrainian refugees, bigger than the population
of its capital Warsaw. The Polish Prime Minister,
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1. The Growth stock problem
For many growth companies operating in industries
that initially benefitted from the pandemic, such as ecommerce, software, electronics, video gaming, health
care and life sciences, the market misunderstood the
short-term demand-pull forward for structural shifts in
growth potential. Haven now analysed 2021 earnings
and the revised 2022 estimates, it is clear that some
goods and services that may have been sold in 2022
and 2023 were pulled forward in 2020.
For example, some household sofas and other
homeware products initially planned to be purchased
in 2022 were purchased in 2020 during the lockdown.
As a result, purchases for the 2022 FY are much less
without pandemic effects. To explain this problem at
the company level, we explore the situation in the
luxury e-commerce industry.
E-commerce - luxury goes online?
With consumers facing lockdowns and stores
halting operations in 2020, the shift to the online
economy was initially accelerated. Before the
pandemic, e-commerce as a percentage of total
retail sales was already 14% by 2019.
However, like many growth industries, investors
(including us at Jenga) became too excited about
the prospects of online retail, with the INDX Global
E-commerce index rising by approximately 70% by
February 2021. FarFetch, one of the pandemic
winners, saw its share price increase by 525% in 14
months. Investors, however, ignored the poor unit
economics and increasing costs such as freight and
labour costs on margins.
Currently, the share prices of e-commerce
companies like Boohoo, ASOS, Redbuuble and
FarFetch are down by more than -70% over the
past 12 months. This is a steep contrast compared
to physical retailers like Watches of Switzerland,
LVMH and Richemont, which have all benefitted
from the return of consumers into stores and
invested in their store experiences and digital
channels.
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Image 6: FarFetch is one of the leaders in the
luxury e-commerce market

While we expect e-commerce to continue growing,
led by juggernauts like Amazon, Alibaba and
JD.com, it’s clear stores will remain relevant for
segments in retail like luxury goods.

“Our Marketplace growth accelerated as we
continue to see strong demand from new
customers and strong retention of existing
customers.” - José Ferreira Neves, Founder and
CEO of Chairman of FarFetch.
Regarding stock selection among online
marketplaces, the Jenga Global Strategy is only
invested in Betterware de Mexico, Mexico’s leading
homeware direct-to-consumer player. We
particularly admire Betterware due to its growth
track record and potential (20 years of 20%
earnings CAGR), an industry-leading operating
earnings margin (27%), its recent acquisition of
Latin America’s biggest cosmetics company JAFRA
Cosmetics and the relatively low valuations of 8x
2022 earnings.
Other e-commerce marketplaces like Amazon and
Etsy look relatively attractive, and we continue to
monitor them on our shortlist. We believe both
companies offer consumers contrasting but best in
class experiences- scale and segment optionality
with Amazon and creativity with a human feel with
Etsy.
Beyond e-commerce, industries like healthcare and
video gaming are facing similar patterns. The initial
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demand-pull forward for video games put pressure
on studios and employees to rush new releases.
With demand growth now normalised and studios
reeling from the labour disruptions, we see more
employee action and protests across studios.
Gaming companies like Activision Blizzard, CD
Projekt, Team17, and Ubisoft have seen their
employees publicly voice out working conditions,
displeasures and other non-financial culture issues.
These add to the problems growth companies face,
and it’s no surprise that company valuations have
now fallen.
2. The old economy problem
Investors who positioned equity portfolios for a
recovery in commodity prices and the broader
industrial cyclicals hurt by the pandemic have greatly
benefitted from the resurgence in the commodity
sector share prices. The MSCI World Energy Index has
appreciated by 44% in the past year, while the MSCI
Real Estate Index appreciated by 15% during the same
period.
Both sectors underperformed the broader MSCI World
Index over the past decade, the latter annualising 8%
in the last ten years versus the broader MSCI World
Index annualising 11%.
The Jenga strategies have painfully suffered from
being underweight both sectors with our only exposure
to energy prices via our emerging markets position MTN Group's correlation to oil prices given its
exposure to the Nigerian economy.
Do these sectors deserve their recent
outperformance?

Third, the high capital requirements for most subindustries within the energy, materials, and real estate
means most companies have relatively low-profit
margins during normal industry conditions. The median
S&P Energy company earned a net income margin of
8.2% versus the median S&P IT company net income
margin of 23%.
Fourth, the input costs for many commodity and old
economy companies are also commodities, hence, in
situations like current times where virtually every
commodity is seeing higher prices, their costs similarly
rise, and without operating leverage, the net impact on
earnings is 0%.
Natural gas > fertilisers > crops
For many agricultural crop producers, the pandemic
induced supply chain issues, inflationary pressure and
recent conflicts in Eastern Europe have created
favourable conditions for crop prices and, to some

extent, crop sales volume. BrasilAgro and SLC
Agrícola, two Brazilian agricultural land exploration and
EBIT Margin (BrasilAgro)
Loss Margin (Duxton Farms)

60%

Yes, definitely. However, we don't expect every year
to perform as well as 2021.
Commercial real estates like energy and the rest of
'old economy' companies face structural and
fundamental issues. First, while every business model
has some level of cyclicality, the energy and
commercial real estate cycles are more projected.
Second, these sectors tend to have homogenous
products (oil mainly differs by sulphur concentration).
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From a competitive moat view, companies primarily
rely on technical know-how or being the lowest-cost
producer.
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Chart 10: BrasilAgro EBIT margin versus
Duxton Farms listed in Australia. Not all
commodity companies are equal
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development companies, achieved their bestoperating margins since going public driven by high
cereal prices, increased land demand, and wellexecuted cost control programs.
“We see a net profit of 43%, above last year. The increase in
price of corn, soybean and sugarcane leveraged the result.” Gustavo Javier Lopez, Chief Administrator Officer of
BrasilAgro.

North American agribusinesses like Bunge Limited
also achieved their best year since 2008 in terms of
earnings margin, beating market EPS estimates
each quarter in 2021. However, not every company
has seen similar success in margins. Duxton Farms,
one of Australia’s listed agribusinesses, has not
seen the same success as global peers. In 2021,
loss margins rose to -26%, with management
blaming the impact of sourcing fertilisers. We see
similar disappointing financial updates in European
agribusinesses too—one of the main reasons for
this European Natural Gas and fertiliser prices.
For Nitrogen-based fertilisers, natural gas is the
principal raw material used in the fertiliser

Image 7: The Haber Process used in making
Ammonia for fertilisers

production process. Most producers have natural
gas representing 70% of the total cost to produce
ammonia via the Haber Process (Image 7). While
gas prices vary across geographies, Europe has
seen more pressure on gas prices than other
geographies.
With fertiliser prices in Europe and India particularly
elevated, it is likely that crop producers who
haven’t locked in prices for the rest of 2022 and
early 2023 will suffer more than the US and Brasilian
producers. Both CF Industries and Nutrien, the
largest ammonia and potash producers
respectively, continue to signal even higher fertiliser
prices in the near term.
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Like other commodities, it’s crucial that investors
examine the entire supply chain as price hikes may
be countered by cost hikes, as in the case of
Australian and European crop producers. With
everything going up, we fear many investors in old
economy businesses may be exposed to this false
sense of higher commodity prices boosting all
profits.
3. Pricing power - Sometimes unequal
One way to hedge against inflation beyond
commodities is by having pricing power. However, a
company’s true long-term pricing power depends on
many factors from product uniqueness, brand strength,
and competitiveness relative to peers to macro factors
such as consumers' health and level of household debt,
among others.
These variables make classifying companies into just
two segments of pricing power capabilities complex.
Today, many companies have raised prices of essential
household products, from streaming services to
internet data bundles. While it may be reassuring for
investors to see these initial price hikes, the short-term
pricing power may not necessarily convert into longterm pricing power without adequate investments in
core product offerings and relative competitiveness to
peers.
Some industries like luxury goods naturally have pricing
power, but even within the luxury goods industry,
there’s a clear divergence between the leading French
houses like LVMH, Kering and Hermès with lower
quality rivals like Burberry, Michael Kors and others. To

Image 8: Birkin bags by Hermès. Not all
luxury goods have the pricing power for
tougher inflationary pressures
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further explain the importance of long-term pricing
power analysis, we look to the Home Furnishing
industry in the early 1980s.

average sale per transaction rising from $25 to $30
during the same period.

A trip to the 1980s - Home Furnishing

Image 10: Home Depot took the home
furnishing industry by storm in the 1980s

Image 9: 1980 time magazine of Jimmy
Carter, the then USA President

Since the second world, the US economy has dealt
with five periods of extreme inflation, one being the
early 1980s. Inflation without the appropriate wage
hikes hurts consumers and also increases the pressure
on central banks to raise rates, further impacting
disposable income and access to debt. Given the
strong correlation with consumer confidence and
spending with home furnishing spending, the
recessionary periods of the early 1980s caused a sharp
decline in new residential construction and home
furnishing sales, with stores seeing three consecutive
years of declining output. In 1980, the number of
existing homes fell by 33%, primarily driven by
skyrocketing inflation and housing costs, with the
northeast region seeing the worst drop.
Home Depot versus the industry
Unlike most rivals ranging from Lowe’s, Wickes, Sears,
and the bankrupt Payless Cashways, Home Depot
dealt with the inflationary period quite well, growing
revenue by 103% CAGR during the 5 years 1979-1983,
with one of the sector high EBIT margins of 7%, with
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Despite Lowe’s more established position in the home
furnishing industry, it saw its earnings margin compress
from 6% to 4.1% during the same period, with earnings
seeing no growth. Like many companies at the start of
the inflationary period, Lowe’s similarly flagged pricing
power derived from its scale of operations across the
country and years of operational expertise as its
method of dealing with inflation. However, this didn’t
materialise as the management were later forced to cut
prices and store growth, decrease marketing and
advertising budgets, and cut their exposure to lower
margin lumber-based products.
“Although the company cannot accurately determine the
precise effect of inflation, it has experienced higher costs of
merchandise and increased operating expenses. The
company attempts to offset these higher costs by increasing
selling prices in order to maintain desired profit margins.”
- Marcus Bernard , the then Chairman of Home Depot

By the end of the decade, it was clear that industry
players within the home furnishing industry had varying
degrees of pricing power. Home Depot’s operational
strengths, such as its big-box format, more accessible
account payable systems, deeper relationships with
housing contractors and more aggressive but
disciplined growth strategy, proved vital for its longerterm performance over the 1980s decade.
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Similar to today, many companies may claim to have
some pricing power. After all, this is what investors
want to hear!
In the long-term, as shown in the Home Furnishing
sector during the previous high inflationary period, it
takes more than just one year to see who really has
pricing power over the long-term. Investors must
extend the analysis into the operations relative to peers
and assess the true growth potential as companies that
can also gain ‘volume power’ like Home Depot have
additional capacity to fight inflation.
Jenga’s Global allocation strategy
Reality check during heightened uncertainty
The recent economic and political issues, the
drawdowns and market volatility have made us at
Jenga rethink some areas within our short-term
investment strategy. Although we haven’t sold off any
positions in our global strategy, we’ve added and
removed rules to adapt to investing during heightened
uncertainty.
We detail our 4-point reality check steps to avoid longterm catastrophe across our strategies and portfolios.

2. Investing near 52-week lows
While we do not actively seek to invest in solely
companies trading near their 52-week lows, we
gravitate towards areas in the market we see shortterm stress. During moments like today of heightened
volatility, capital allocators tend to flock to safe havens,
indexes and thematic ETFs rather than selective stocks.
As a result, the drawdowns in company share prices
become more elevated. By focusing on companies
near their 52 weeks low, investors create a reality check
against buying companies near the top of the cycle.
Today, this could be investing in oil producers when oil
is trading above $120 per barrel or buying shares in
wheat producers when wheat is above $10 per bushel.
If we did not like it when the price was low, we should
not like it more just because the share price has
appreciated higher.
In our Jenga Emerging markets strategy, we recently
sold out of commodity miners in Chrome and Platinum
and cut our exposure to companies correlated with oil
prices.
This 52-week soft rule serves as a reality check to avoid
the expensive mistakes of buying at the top of the
cycle.

1. For Growth stocks, limit the PEG ratio to < 1.5x
3. Cash-as-a-call-option
During periods of rising rates, the profitability and
ability to grow a business with the cash on the balance
sheet matter more. As the dot-com bubble taught us,
access to funding for many growth companies
diminishes during these periods, which is why for us at
Jenga, maintaining a healthy cash generation level has
never been more important. For these growth
companies, rising rates also impact future discount
rates, and as a reality check, we currently limit stock
purchases to a PEG ratio of less than 1.5x. (For
companies growing above 15% per year).
Our largest position, Evolution Gaming, is an example
of a company that meets what we look for from a
multiples reality check lens. Evolution Gaming currently
trades at 26x 2022 earnings, and we expect its organic
revenue and profits growth to compound at least by
28% CAGR over the next 3 years.
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Although the value of cash erodes during inflationary
periods, we believe some cash can play an important
role in any portfolio during periods like today. At
Jenga, we call this ‘cash-as-a-call-option’. At the start of
the year, we increased our cash position to around 20%
across our strategies.
This approach allows us to purchase companies that
we previously thought were expensive, like AfreecaTV,
South Korea’s leading P2P streaming site and
Medpeer, a Japanese medical platform bringing
innovation to how doctors and medical students in
Japan communicate. Another example is averaging
down in Polish stocks when Russia invaded Ukraine.
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4. Risks beyond beta
During all market conditions, we advocate for looking
at risk beyond volatility, but during these periods where
there may be hidden ripple effects like elevated natural
gas impact on poultry producers or Russian gas prices
on German manufacturing plants, it is even more
important for investors to examine risks beyond initial
metrics like beta and correlations. At Jenga, although
we didn’t purchase shares in HeadHunter and Fix Price,
the US military had long warned of a full-scale invasion,
and this hidden non-fundamental risk to both
companies had extreme impacts on their stock prices.
We have listed several potential scenarios and each
scenario's potential risks for portfolio companies as a
reality check on the non-obvious risks within our
portfolio.

The Briefings is prepared by, is the property of Jenga Investment Partners, and is circulated for informational
and educational purposes only. Additionally, Jenga’s actual investment positions often will, vary from its
conclusions discussed herein based on a number of factors, such as portfolio rebalancing and transactions
costs, among others. Recipients should consult their own advisors, including tax advisors, before making any
investment decision. This report is not an offer to sell or the solicitation of an offer to buy the securities or
other instruments mentioned.
Jenga research utilizes data and information from public and private sources.
The views expressed herein are solely those of Jenga as of the date of this report and are subject to
change without notice.
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