
HNW_NRG_C_Inset_Mask

Within our Global Equity investment process, research is 
conducted into companies that can provide insights into 
‘contingent assets’ and ‘contingent liabilities’.  Here we set 
out what we mean by this and use two recent examples for 
illustrative purposes.

A contingent liability is a potential liability. It is dependent 
upon a future event taking – or not taking - place. Where 
this potential liability cannot be estimated to any degree, 
then the liability cannot be recorded on an income 
statement or balance sheet. Contingent liabilities are not a 
new concept but we think that they, along with contingent 
assets, should be considered more closely when choosing 
companies in which to invest.

Extra-financial sources of capital
Although traditional financial accounting does a good job 
of listing a company’s assets and liabilities on its balance 
sheet, it is just one form of capital: financial capital. 
Other forms of capital exist: human, environmental, and 
regulatory, for example. Few of us would want to invest in 
a company with very poor human capital, yet traditional 
financial reporting does not give us that data.

In the same way a company can borrow against financial 
capital by taking out loans or selling bonds, it can also 
borrow against extra-financial capital. This can take many 
forms: borrowing from suppliers by not paying them on 
time; borrowing from employees by compromising on 
training, or borrowing from the environment by not tidying 
up after oneself. This does not appear in the accounts, 
but it creates a contingent liability which, when realised, 
impacts financial capital and the value of the business.

Conversely, companies that invest in these other forms of 
extra-financial capital can create contingent assets. These 
are assets that may not be visible, but they have the power 
to determine the path of a company’s long-term financial 
performance. For example, a culture of good client service 
is easier to deliver with engaged, motivated human capital. 
Similarly, for new product development and innovation, 
continued access to essential raw materials may rely upon 
strong environmental management capabilities.

Investors can benefit from considering the health of such 
extra-financial sources of capital because it provides 
them with a more complete understanding of the risks and 
opportunities of an investment.

A couple of case studies
Considering this in a real life example, we reviewed 
Facebook as a potential investment. We could see that 
Facebook was changing the way in which brands reached 
and communicated with their customers and it was 
disrupting the traditional advertising market. Consumer 
products companies confirmed that they were dedicating 
an increasing proportion of their marketing budgets 
to digital marketing and cited Facebook and Google 
(Alphabet) as the primary beneficiaries.

We could see powerful ‘network effects’ at play and 
positive returns to scale that benefited the user as well as 
the advertiser. There is only a modest need for ongoing 
capital investment meaning marginal returns appeared to 
be excellent.

At the same time, we also felt there were a number of extra-
financial ‘borrowings’:

§§  The business model, instead of enabling communication 
across communities, was arguably limiting exposure to 
diverse opinions through its targeting of posts. Online 
‘tribes’ were being created which were sowing the seeds 
of discord and polarising opinion. 

§§  Possible net cost to society. While Facebook has many 
positive effects for society, it has also created in our 
opinion several significant negative effects to society 
as a whole which could become liabilities in the future. 
These include:

§–  The echo chamber effect. As Facebook’s main 
objective is to create engagement, it has primarily 
presented to its end users the stories they are most 
likely to engage with. These are the stories with which 
the user is likely to agree, and often, stories presenting 
back his/her views but with more extreme views. This 
creation of online ‘tribes’ has sowed the seeds discord 
and polarising opinion. Facebook has started to 
address these issues.

§–  Easy dissemination of false news.  While this is not 
unique to Facebook, social media platforms had made 
it easier to disseminate false news. For example, 
a recent study1 indicated that false news travelled 
farther, faster, deeper and more broadly than the 
truth in every category of information, sometimes 
by an order of magnitude. The cost to society can be 
significant and solving the issue will be a significant 
cost to all social networks.
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§–  Addiction. Consumers like ‘likes’ and the Facebook 
platform encourages these; it effectively sells them 
to advertisers. There is concern that the model is 
appealing to human weakness and some academics 
have suggested that the physiological effect of a ‘like’ 
is akin to sugar or a drug; it is addictive. Most addictive 
business models end up being regulated so we feel 
that there is an under-appreciated risk of the same 
thing happening with Facebook.

Seen through this lens, we believe Facebook’s plans  
to introduce a Messenger app for children could be  
highly questionable. 

Our assessment led us to conclude that we would not 
invest.  The timing of the realisation of contingent liabilities 
is uncertain and we believe that the difficulties Facebook 
faced relate to these contingent liabilities. 

Similar analysis has identified contingent liabilities at other 
firms which have yet to be realised. A good example is 
Monster Beverage where the business has attractive margins 
and sales growth, but in our opinion the business model is 
based upon the sale of sugar-heavy, highly caffeinated drinks 
to predominately young customers. For some time there 

have been major concerns about the negative health effects 
of highly sugared drinks, and in early 2018 Monster’s main 
customers in the UK – the supermarkets – agreed to restrict 
sales to the over 16s. The shares have yet to price in these 
contingent liabilities and have been a rewarding investment 
for shareholders – so far. Nevertheless, we believe that the 
contingent liabilities remain even if traditional techniques of 
financial analysis are blind to them. 

In conclusion, while we would rather spend our time 
looking at companies with clear contingent assets, it pays 
to be aware of those that harbour contingent liabilities. As 
the timing of their crystallisation is uncertain contingent 
liabilities remain, in our view, an under-appreciated risk.
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