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Market share: the next secular investment theme
It is well known that corporate profit margins are at record highs. US margins,
developed market margins, and even emerging market margins are generally either
at or close to record highs. Most bearish market observers cite the inevitability of
margins contracting as a prime reason for caution.
We don’t dispute that the probabilities favor margin contraction. It seems
reasonable to forecast margin contraction given the combination of a stable-tostronger US dollar and growing political pressures to better reward labor. However,
the expansion or contraction of profit margins has historically had a relatively weak
relationship with the direction of the stock market.
A myopic focus on profit margins may miss an important investment consideration.
Whereas most investors remain fearful of margin compression, we prefer to search
for an investment theme that could emerge if margins do indeed compress.
Market share
Basic economics states that profits are not solely a function of margins, but also of
the number of units sold. Companies often fight for market share (i.e., a greater
number of units sold) when margins contract. Accordingly, our investment focus has
shifted toward themes based on companies who might gain market share.
Our major secular positions are all market share stories: American Industrial
Renaissance, Japan, and small US banks are just three examples.
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American Industrial Renaissance
Small and mid-cap US-focused industrial and manufacturing companies are gaining
market share. There are many factors contributing to this shift:
1)

Wage compression – although the absolute level of wages in the
emerging markets remains less than that in the United States, the
difference has been closing (see Chart 1). For example, a recent
Bloomberg article highlighted that China’s wages are likely to rise by 1015% during 2014. US average hourly earnings are currently rising less
than 2%.

2)

Lower energy costs – according to Empirical Research Partners, energy
accounts for only about 5-7% of manufacturing input costs. However,
lower US energy prices are nonetheless helping to keep overall US
manufacturing costs competitive.

3)

Quality control – the December 2012 Atlantic Monthly has a case study
regarding on-shoring of US manufacturing. Quality control was cited as
one of the main reasons companies are bringing total manufacturing back
to the US rather than simply assembling foreign produced parts. The
article discussed the difficulties rectifying quality control problems with
distributed global manufacturing.

4)

Transportation costs and time to market – the cost of shipping parts
around the world and the associated time can be hidden costs that hurt
both profit margins and market share.

Chart 1:

China vs. US
Growth in Manufacturing Wages:
12/2007-12/2012

2.5
2.0
1.5
1.0
0.5
2007

2008

2009

2010

2011

2012

China: Growth in Manufacturing Wages indexed to 1 on 12/31/07
US: Growth in Manufacturing Wages indexed to 1 on 12/31/07

Richard Bernstein
Advisors LLC
120 West 45th Street
19th Floor
New York, NY 10036
212-692-4088
www.RBAdvisors.com

Source: U.S. Bureau of Labor Statistics, Nat'l Bureau of Statistics of China, Bloomberg
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Currency wars: emerging markets lose market share
In our recent year-ahead report “10 for ‘14”, we mentioned the increasing probability of
currency wars. The global credit bubble has left the global economy with significant
overcapacity, and production in many parts of the world is becoming a commodity.
Commodities tend to compete on price.
Productivity is critical to compete globally, and many emerging markets offered
manufacturers greater profitability through productivity. However, productivity growth is
now slowing meaningfully in most emerging markets, and the emerging markets now
have the highest inflation rates in the world (see Chart 2).
When productivity fails to be a competitive advantage, then countries have to compete
purely on price and devalue their currencies. Devaluing a currency often results in
higher inflation rates because the prices of imported goods, both input raw materials and
consumer goods, go up. Emerging markets’ current high inflation rates will likely limit
emerging market countries’ exchange rate flexibility. Some EM countries are already
starting to lose market share as a result.
We strongly doubt that the idea of market share has been factored into forecasts for
emerging market economic or profits growth. Despite that the emerging markets have
been leading the world in negative earnings surprises for nearly two years, growth
forecasts have been remarkably downward sticky.
Chart 2:
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Japan – “blessed” with deflation
Our interest in Japan is based on the country’s new-found competitive advantage versus
the emerging markets. Whereas the emerging markets have among the highest inflation
rates in the world, deflation has been the dominant theme within the Japanese economy.
Because the Japanese economy is in need of some inflation, Japan seems to have
plenty of flexibility to manage a lower exchange rate without risking abnormally high
inflation.
Japan’s productivity growth, like most of the world’s, has been slowing, and the
Japanese government has decided to depreciate the Yen as a result. We think the odds
are that Japanese manufacturing will gain market share because Japan has the flexibility
to manage a lower exchange rate and Japanese production will become more
competitive.
This competitive advantage is unlikely to occur quickly. Rather, we see Japan gaining
market share as a secular investment theme, and not one that is likely to occur quickly in
a matter of months.

Chart 3:

Japan CPI: Lots of room to devalue the Yen
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Small US banks
The history of bubbles shows that bubbles create capacity that is typically not needed
after the bubble deflates. For example, the California gold rush in the 1800s created
many towns that become ghost towns once the gold rush subsided. Some have
suggested that the recent increase in North Dakota’s population as a result of the shale
boom is oddly similar to that of the California gold rush.
Capacity expansion during a credit bubble is not physical capacity as it would be during
a bubble in the real economy. Rather, the expansion of capacity during a credit bubble is
represented by the expansion of bank balance sheets, i.e., banks’ increased ability to
lend. We have argued for many years that the history of post-bubble overcapacity meant
that bank balance sheets would inevitably shrink as the credit bubble subsided.
Larger banks around the world have tried to fight the rationalization of balance sheet
capacity. The arguments against increased regulation and against stricter capital
requirements are attempts by the banks to delay the inevitable downsizing of their
balance sheets.
Smaller US banks, however, have already re-sized their balance sheets and are gaining
market share as a result. Whereas large bank lending in the US is contracting, smaller
bank lending is accelerating (See Charts 4 & 5 below, courtesy of Cornerstone Macro).
Growth expectations for larger banks still seem overly optimistic, whereas those for
smaller banks may be too conservative.
Chart 4:

Chart 5:
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Market share is the story
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Concerns regarding profit margin contraction might be well founded. The key question
for us is not whether they will contract or not, but rather how should one invest if they do.
We think that market share, rather than profit margins, will be a major investment theme
over the next several years.
Our portfolios are positioned accordingly.
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