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Highlights 

 The portfolio trailed the MSCI ACWI ex-USA Index for 

the quarter, outperforming in August amid trade and 

macro-economic driven weakness, but 

underperforming in July and particularly September as 

cyclicals rebounded sharply on hopes for a trade war 

truce and new global monetary accommodation 

 Stock selection was the primary detractor from 

relative performance, with selection in the Information 

Technology, Consumer Discretionary and Financials 

sector hurting most due primarily to positions in SAP, 

Ctrip.com and HDFC Bank 

 Sector selection in the Health Care and Materials 

sectors contributed positively to relative performance 

due to positions in M3, Shandong Weigao, and Asian 

Paints 

 New positions in Japanese health care product 

company Sysmex and Chinese K-12 after school 

tutoring provider TAL Education were initiated, while 

positions in Ctrip.com, Novozymes and New Oriental 

Education were sold 

 The portfolio’s position in Linde was trimmed on 

valuation, while the positions in adidas and 

MercadoLibre were added to on weakness 

Performance 

The portfolio trailed the MSCI All Country World ex-USA Index 
(ACWI ex-USA) slightly in Q3 as global markets swung from 
periods of relative optimism to periods of fear as some 
investors predicted global recession.  The portfolio 
returned -2.4% (gross) and -2.7% (net) for the quarter, while its 
benchmark, the ACWI ex-USA, returned -1.8%.  Volatility during 
the quarter rose, driven by weaker global economic data, a 
ratcheting up of the U.S.–China trade dispute, and expectations 
for more accommodative global monetary policies. 
 
Global Economic Slowing versus Increased Stimulus 
 
Slowing global growth ranging from Europe to the Pacific 
negatively impacted equity markets.  Economic growth in the 
Eurozone continued to show weakness with GDP expanding by 

only 0.8% in Q2, due to weakness particularly in Germany, 
which until recently had been the engine driving European 
growth.  Given the Eurozone’s significant trading relationship 
with China, slowing in that country has meaningfully reduced 
exports from Germany where the PMI has now shown eight 
consecutive months of contraction and business confidence hit 
levels last seen during the financial crisis in 2009.  Uncertainty 
over Brexit also negatively impacted European growth.  British 
manufacturing activity fell to a seven-year low as companies 
remained uncertain over what their new operating 
environments would look like and put off significant capex 
spending. The economic weakness caused bond yields in the 
region to decline with German Bund yields turning negative 
across all durations, and the ECB cutting its main rate to -0.5% 
and announcing it would restart its quantitative easing bond 
buying program.  Yields on 10-year government bonds in other 
parts of Europe including Austria, Denmark, France, the 
Netherlands, Sweden and Switzerland also went negative given 
economic weakness.  Meanwhile, Australia reported its slowest 
economic growth since the financial crisis as consumers reigned 
in their spending and China’s slowing impacted another major 
trading partner. Also in the Pacific, trade tensions between 
South Korea and Japan rose due to a decision by South Korean 
courts ordering Japanese firms to pay retribution for forced 
labor which took place during WWII.  This inflamed the 
relationship between the two countries further, with Japan 
subsequently limiting the export of rare materials that are 
crucial to Korea’s electronics industry on national security 
concerns. 
 
Slowing growth and uncertainty plagued many of the emerging 
markets during the quarter as well.  Chinese Q2 GDP growth 
was officially reported at 6.2%, the slowest rate in three 
decades, with independent analyses indicating an even slower 
growth rate.  Manufacturing in the country has been 
particularly hard hit by higher tariffs, on the back of already 
slowing global demand for Chinese products. In response to the 
ongoing weakness, and the additional strains resulting from the 
U.S.–China trade dispute, the Chinese government continued to 
apply significant monetary and fiscal stimulus to temper the 
slide in economic growth.   The Indian economy grew 5% on a 
year-over year basis in Q2, its slowest in the last six years, as 
unemployment hit its highest level in decades.  Tax cuts 
proposed by the government to buoy growth pushed Indian 
stocks higher in September.  Later in the quarter, global 
markets were strained by an attack on Saudi Arabia’s oil 
infrastructure which led to a reduction of 5.7 million barrels per 
day in output and a spike in Brent crude prices.  While the 
production outage was expected to be temporary in nature, it 
further inflamed geopolitical risks in the region and strained oil 
dependent economies globally. 
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Portfolio Attribution 
 
Returns by style, capitalization and business quality varied 
widely over the course of the quarter with September standing 
out as a period that strongly favored value and lesser quality 
business factors.  For the quarter, larger-cap companies with 
higher returns on equity performed best, but the reward to 
other business quality factors was quite mixed.  While growth 
outperformed value for the quarter, there were large 
fluctuations in leadership between growth and value during the 
period.  Developed markets outperformed emerging markets.  
More economically sensitive sectors of the market 
underperformed, while Information Technology and defensive 
areas performed better.  Along with Information Technology, 
Consumer Staples, Utilities and Health Care performed best 
while the Materials, Energy, Financials, and Real Estate sectors 
performed the worst.    
 
Portfolio stock selection detracted from performance for the 
full period, but contributed positively in the market weakness in 
August.  Selection in the Information Technology sector was the 
largest detractor from returns for the period, with a position in 
German enterprise software leader SAP detracting most.  
Selection in the Consumer Discretionary sector detracted due 
to positions in Chinese travel company Ctrip.com and Latin 
American e-commerce retailer MercadoLibre. Selection in the 
Financials sector was also weak due to underperforming 
positions in Indian financial services company HDFC Bank, Hong 
Kong-based insurer AIA Group, and South African insurer 
Sanlam.  Sector allocations contributed positively for the 
quarter due to the portfolio’s overweight in more defensive 
Consumer Staples, and a lack of exposure to Energy. An 
overweight in the more economically sensitive Materials sector 
and the absence of any exposure to the outperforming Utilities 
sector detracted from relative returns. 

Largest Contributors  
 
Global doctor network M3 was the largest contributor to 
portfolio results in Q3 as its medical platform business, which 
generates the largest proportion of sales, had shown weakness 
last year, but recovered nicely as new orders strengthened.  
The company’s career, emerging businesses and overseas 
operations also performed well.  We continue to see attractive 
opportunity for M3 as the company works to expand its 
geographic footprint and services, while protecting its 
proprietary edge with the medical community in Japan.  We 
maintained a below-average weight position in M3 during the 
quarter. 
 
India’s leading decorative paint producer Asian Paints was the 
portfolio’s second largest contributor after reporting attractive 
double-digit volume growth, 16% revenue growth and 30% 
profit growth.  A return to more standard repainting trends 
after the pause seen after the government’s implementation of 
a new GST tax, benefited results.  The recovery occurred 
despite a lull in new residential construction in Asian Paints’ 
markets, supporting the company’s contention that the 
majority of its sales are from repainting instead of new 
construction.  With the company’s industry leading network of 
52,000 dealers expanding by about 3000 per year, a 10% 
reduction in the GST tax for paint, an additional cut in the 
corporate tax rate, and with two new plants in Southern India 
beginning production later this year, reducing logistics costs 
and incrementally assisting the company to become more cost 
competitive, we see the potential for stronger growth looking 
forward.  We maintained the portfolio’s below-average weight 
position in the company. 
 
Chinese medical products company Shandong Weigao was the 
third largest contributor to portfolio performance.  The 
company posted solid results for the first half of 2019 with 
revenues growing 19% and earnings per share up by 23% led by 
strength in its consumables and orthopedics units, and 
expanding margins.  Sales in China, which constitute about 82% 
of its total sales, grew 20% while sales in the U.S., Europe and 
other geographies grew almost 17%.  With the circulation of H 
shares to management, we were pleased to see improvements 
in execution as the listing of shares continues to lead to better 
alignment between shareholders and management interests.  
While competition remains high, Shandong continues to 
upgrade its portfolio of higher margin products with higher 
barriers to entry.  Shandong Weigao should continue to benefit 
from favorable demographic trends and increased use of 
medical services in China. We maintained an average weight 
position in the company during the quarter. 
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Wal-Mart de Mexico and IHS Markit were the fourth and fifth 
largest contributors to portfolio performance during the 
quarter. 
 
Largest Detractors 
 
Global enterprise application software leader SAP was the 
largest detractor during the quarter. Its shares were negatively 
impacted by lower than expected growth in cloud bookings in 
its Q2 report, as they grew only 15%.  (In the company’s 
subsequent early release of Q3 results, it reported that cloud 
bookings were up about 38%, which led to a 10% rise in the 
stock that day.)   In contrast, its cloud revenues came in higher 
than expected, growing 40%, while also seeing margins 
expanding 400 bps from the previous quarter. Investors were 
also disappointed by lower operating margins which were 
negatively impacted by the company’s recent Qualtrics 
acquisition. Excluding the impact of this acquisition operating 
margins would have expanded moderately. We continue to 
view SAP’s growth opportunity favorably given its suite of ERP 
applications as well as its transition from a traditional 
license-based model to subscription-based model which should 
enhance the quality and predictability of its revenue streams.  
We maintained an above-average weight in the company 
during the quarter. 
 
Hong Kong-based insurer AIA Group was the second largest 
detractor from portfolio returns despite reporting solid 
operating results with continued attractive growth in the value 
of new business led by China and Hong Kong.  Its operating 
profits rose 12% while recurring premiums were up 22%.  While 
operating results continued to be strong, investor concerns 
over the impact of continued social unrest in Hong Kong as 
democracy protests spread negatively impacted the stock.  
Together with lower interest rates, this has provided a 
short-term headwind.  While we certainly acknowledge the 
impact of these factors in the short-term, we continue to see 
the key drivers of our investment thesis, namely the expanded 
sale of insurance products across many markets in Asia due to 
ongoing economic development, as being intact.  In particular, 
AIA is a key beneficiary of China opening up its insurance 
markets given its unique position of owning 100% of its life 
insurance operations in China.  We continued to maintain an 
above-average weight in the company during the quarter. 
 
Indian financial services company HDFC Bank was the third 
largest detractor from performance during the quarter after it 
reported earnings growth generally in line with expectations 
after raising provisions for non-performing loans, but otherwise 
controlling other expenses well. Given the weakness in the 
Indian economy, the size of their provisioning is consistent with 

their conservative nature.  We continue to see HDFC as an 
attractive beneficiary of ongoing growth in the Indian middle 
class and their demands for more efficient services than the 
country’s national banks are able to provide.  The conservative 
nature of the bank’s loan portfolio and its low cost of capital 
put it in an attractive position to capitalize on this long-term 
trend.  We continued to maintain an above-average weight 
position in the company during the quarter. 
 
Ctrip.com and Novozymes were the fourth and fifth largest 
detractors from portfolio performance for the quarter. 
 
Portfolio Changes 
 
Turnover in the portfolio was generally in line with the 
long-term average this quarter as new positions in Japanese 
health care business Sysmex and Chinese K-12 after-school 
tutoring provider TAL Education were initiated and positions in 
Ctrip.com, Novozymes and New Oriental Education were 
liquidated.  Additionally, we trimmed the portfolio’s position in 
Linde on strength, purchased additional shares of Adidas based 
on increased conviction in the investment thesis and attractive 
valuation, and added to MercadoLibre on weakness. 
 
Purchases 
 
Sysmex is a global leader in the equipment and consumables 
used for routine blood testing, which is used to check basic 
health status on a routine and recurring basis.  The industry has 
high barriers to entry due to the precision and reliability 
required in testing.  Given that Sysmex has a strong reputation 
among clients and a leading global installed base, its 
instruments are considered a very safe choice for customers 
that are highly risk averse.  Its strong service support network, 
and ability to deliver reliable results at a low cost serve as 
moats, and its ability to innovate incrementally with increased 
automation, higher throughput and better optimization of 
reagents enhances the value it can deliver to customers. 
 
Sysmex gains pricing power through its strong reputation for 
reliability and its ability to deliver accurate results in a cost 
effective manner.  Consumables required when using Sysmex’s 
equipment are high margin products.  These instruments have 
life spans of 7-10 years with high retention rates.  Likewise, the 
captive consumables that are tied to the company’s 
instruments provide strong recurring revenues.  Approximately 
two-thirds of the company’s sales are recurring reagents and 
services.  Sysmex’s market leadership position is global in 
nature and it serves customers across the Americas, EMEA, 
China, Japan and the rest of the Asia-Pacific region. 
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Among the key risks facing Sysmex are its ability to compete 
with Chinese provider Mindray which is benefiting from the 
Chinese government’s directive to purchase Chinese made 
products.  Approximately 26% of Sysmex’s sales come from 
China.  Sysmex also competes against larger companies 
including Abbott, Roche and Danaher.  Given the company’s 
Japanese domicile, it is subject to fluctuations in the Yen which 
can impact sales and exports. 
 
We initiated a below-average weight position in the company 
during the quarter and expect to build it opportunistically 
moving forward. 
 
TAL Education is the leading K-12 after-school tutoring services 
provider in China. It offers tutoring services to K-12 students 
covering various academic subjects, including mathematics, 
physics, English, and Chinese. The company provides services 
primarily through small classes, including brands Xueersi Peiyou, 
Firstleap, and Mobby, which typically have 15 - 30 students per 
class for different grades. The company also provides 
one-on-one premium tutoring services under the Lezhikang 
name. In addition, the company has been growing online K-12 
tutoring offerings under Peiyou online and Xuesi.com to 
penetrate into lower tier cities and to meet the increasing 
demand for online education in major cities.  TAL is also 
growing its capability in overseas education and consulting 
through acquisitions. In 2016, it acquired Firstleap, a company 
that provides all-subject tutoring services in English to students 
aged two to fifteen, and Shunshun Liuxue, which provides 
consulting services for overseas studies and test preparation 
courses. 
 
TAL’s brand name, which is well recognized in China especially 
for its high-quality tutoring service and technological 
capabilities, provides the company with significant pricing 
power.  In cities like Beijing and Shanghai, parents often 
register their children in advance to secure a spot with TAL. Its 
strong brand allows the company to charge premium prices and 
pay their teachers better, which enables the company to attract 
top teaching talent and continuously improve teaching content. 
In addition, TAL’s leading position in online education has 
expanded the company’s addressable market and enables long 
runways of growth.  TAL’s business is more insulated from 
economic swings given the prioritization of education during 
downturns as well the intense competition for access to top 
universities in China. Secular tailwinds provide long runways of 
growth for TAL including the rising affluence of the Chinese 
population driving increasing demand for K-12 tutoring services, 
continued industry consolidation as larger players dominate in 
technology and teaching resources, and tightened education 
regulations increasing the barriers to entry.  TAL Education and 

its largest competitor New Oriental Education combine to make 
up just 5% of total market share, allowing significant room for 
further consolidation within the fragmented industry.  
 
A potential risk for the company is further regulation changes 
that may increase the costs of operation and discourage market 
demand.  To prevent this, TAL has been adjusting its curriculum 
and operations to meet government requirements, while 
improving its operational flexibility to balance growth and 
profitability.  We took advantage of a valuation opportunity to 
establish a below-average weight position in the company. 
 
Sales 
 
Chinese travel company Ctrip.com was sold due to rising 
concern over the businesses’ ability to generate the sustainable 
and recurring revenue stream we had expected given 
weakening macro-economic conditions in China, greater 
uncertainty over Hong Kong due to the ongoing protests and 
their impact on Chinese travel, and the government’s ban on 
solo travel by Chinese citizens to Hong Kong and Taiwan.  
Without the confidence to build the size of the position further 
at this time given uncertainty over the duration of the issues 
noted above and fading conviction in the long-term defensive 
moats around the business, we liquidated the position and 
reallocated the capital to other higher confidence opportunities 
in the portfolio. 
 
We also liquidated the portfolio’s position in Novozymes, a 
global leader in enzymes and microorganisms used in industrial 
applications after tempering our growth expectations for the 
business.  While we continue to view Novozymes positively and 
acknowledge its superior competitive positioning, as the 
industry continues to face low organic growth due to multiple 
external factors such as low raw material prices and 
unfavorable farm economics, we took advantage of the 
opportunity to reallocate the capital to other higher conviction 
investments with more attractive valuations.  
  
New Oriental Education was sold due to its higher valuation, 
and the opportunity to purchase competitor TAL Education, 
which has a leading position in online school tutoring services in 
China. 
 
Outlook  

There were numerous signs of slowing global economic growth 
that heightened uncertainty and raised investor fears during 
the quarter.  At the same time, significant steps by central 
banks around the world to reduce interest rates spiked investor 
risk appetites and supported the prices of risk assets, 
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contributing to volatility with the rebound of Value and cyclical 
stock prices in September.  As we have noted in prior quarters, 
we continue to see many key economic issues which we expect 
to contribute to rising volatility in global equity markets.  As 
such, we expect the more predictable, sustainable growth 
provided by our portfolio companies to resonate with investors. 
During this time, there will inevitably be brief periods of 
renewed optimism benefiting lesser quality and more cyclical 
businesses during which we may trail indices on a relative 
performance basis, but in our view these are likely to be 
short-term phenomenon’s until the stage is set for a strong 
global recovery in economic growth.  In the meantime, with an 
attractive cash flow based enterprise yield valuation of 3.1%, 
higher margins, less debt, greater cash generation with more 
stable double-digit growth, we are excited by the prospects for 
the portfolio in coming years. 

We thank you for your continued confidence in our investment 
approach and our team, and look forward to speaking with you 
in more detail about the quarter should you have any questions. 

____________________________________________________ 

The opinions expressed herein reflect the opinions of Sustainable Growth 
Advisers, LP and are subject to change without notice. Past performance is no 
guarantee for future results. This information is supplemental and 
complements a full disclosure presentation that can be found with composite 
performance. The securities referenced in the article are not a solicitation or 
recommendation to buy, sell or hold securities. This commentary is provided 
only for qualified and sophisticated institutional investors. 

SGA earnings growth forecasts are based upon portfolio companies’ 
non-GAAP operating earnings. Results are presented gross and net of 
management fees and include the reinvestment of all income.  The Net 
Returns are calculated based upon the highest published fees. The net 
performance has been reduced by the amount of the highest published fee 
that may be charged to SGA clients, 1.0%, employing the International 
Growth equity strategy during the period under consideration.  Actual fees 
charged to clients may vary depending on, among other things, the 
applicable fees schedule and portfolio size.  SGA’s fees are available upon 
request and also may be found in Part 2A of its Form ADV. Policies for valuing 
portfolios, calculating performance, and preparing compliant presentations 
are available upon request. Upon request, free of charge, SGA can provide a 
list of all portfolio holdings held in SGA’s International portfolio for the past 
twelve months. Past performance is not indicative of future results. 


