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In the mid-1990s, if you were to type “university” into the 

leading search engine of the time, you were just as likely 

to get a link to a book store or a bike shop as you were to 

get one for an actual university. Two Stanford students, 

Larry Page and Sergey Brin, saw this and contacted the 

search company, which blamed them for not using the 

correct query. Larry and Sergey went on to start their own 

search engine as a thesis project to make search more user 

focused and that project was the genesis of Google. 

 

Google’s user focus was shown by i) having links to 

competitors at the end of search results during its early 

days in case users weren’t satisfied, ii) keeping the 

integrity of search results intact by not allowing results to 

be bought and iii) not bombarding users with irrelevant 

ads. This user focus combined with engineering prowess 

and a unique culture has allowed Google to become the 

most dominant search engine on the planet1. However, 

with fast growth comes size, and with size comes 

bureaucracy. The founders saw the potential for Google’s 

entrepreneurial, non-hierarchical culture to erode and to 

bring back the early days of thinking big but acting small, 

they restructured Google into Alphabet. 

 

Alphabet: A Venture Capitalist’s Berkshire Hathaway? 

Alphabet is essentially a holding company that is 

comprised of its Google segment (which includes 

Android, Youtube, Maps, Gmail and others) and its Other 

Bets segment, which is a collection of smaller businesses 

that operate in very different fields such as thermostats 

and home security (Nest), self-driving cars (Waymo), 

healthcare (Calico), internet access (Access) and more. 

The Alphabet structure enables these different businesses 

to have their own CEOs, compensation structures, hiring 

practices, offices, cultures and capital allocation 

processes. Alphabet allows leaders and businesses that 

were previously encumbered by the large Google 

umbrella to operate more like start-ups.  

 

Larry has studied Warren Buffett and Alphabet does 

remind me of a technology focused/venture capital 

version of Berkshire Hathaway (“BRK”) in the following 

ways: a) both have large cash cows, advertising being 

Alphabet’s and insurance being BRK’s; b) they make 

investments that can be completely unrelated to their 

primary business (robotic surgery in Alphabet’s case, 

chocolates in BRK’s case); c) they are very decentralized; 

d) they do not give earnings guidance and this can avoid 

short-sighted decision making; and e) they are run by 

founders who take very little from the company (Buffett 

takes $100K in salary and Larry and Sergey take $1 each). 

 

The reason for the question mark in the header of this 

section is that contrary to BRK, Alphabet is fine with 

investing in high risk/return opportunities, which it calls 

“Moonshots”. Another difference is that BRK has been 

able to successfully operate in different industries, which 

allows it to take share in different markets and diversify 

its revenue streams, while Alphabet still relies on 

Google’s advertising for 88% of its revenue. 

 

Risk of Digital Advertising Market Share Loss 

Google’s advertising revenue is generated from ads 

placed on its owned sites (71% of 2016 sales) such as 

Google.com, Youtube, and Gmail and from ads placed on 

Network Members’ sites (17% of sales), which are not 

owned by Google, but have signed up to post ads. 

Altogether, Google is the biggest recipient of the 

~$180B/year spent globally on digital advertising. 

 

The digital ad market grew ~17%2 in 2016 vs. ~6% for 

the overall ad market (~$530B2 in 2016), and this growth 

has been propelling Google. Facebook (“FB”) is the 

second largest recipient of ad dollars and has expanded its 

share of the digital ad market from 7.5% in 2013 to 15% 

in 2016; during that same period, Google’s share dropped 

from 48.5% to 44%. Google’s Network Members’ 

business is to blame as its market share declined from 

13% in 2013 to 8.6% in 2016, whereas Google’s owned 

sites’ share stayed flat at 35%. Network Members’ share 

decline is due to traditional paid click ads, while display3 

(video and images rather than purely text) and mobile ads 

contributed to growth. Display and mobile also seem to 

be where FB is strongest4. 

 

What does all this mean? My take is that Google’s own 

sites are doing well and Google is giving Network 

Members the tools to compete more effectively with FB, 

and this is backed up by Google’s overall share slightly 

increasing in 2016. But I, or the market share data, could 

be wrong, so a 1.3%/year market share loss (the average 

loss since 2014) was modelled for the next five years.  

1. According to netmarketshare.com, Google’s share of search was 78% as of May 2017 (68% May 2015) vs. Microsoft Bing’s 8% (10%). 

2. https://www.recode.net/2017/5/2/15516674/global-ad-spending-charts 

3. Alphabet’s Annual Report says that programmatic advertising contributed to growth and programmatic includes display based on my research  

4. https://www.emarketer.com/Article/Google-Facebook-Increase-Their-Grip-on-Digital-Ad-Market/1015417 

 

https://www.recode.net/2017/5/2/15516674/global-ad-spending-charts
https://www.emarketer.com/Article/Google-Facebook-Increase-Their-Grip-on-Digital-Ad-Market/1015417


Burgeoning Growth in Non-Advertising Revenues 

Advertising revenue grew at a very strong 18% in 2016 

vs. 13% in 2015, but Alphabet’s other revenue streams 

put advertising to shame with a 2016 growth rate of 43%, 

accelerating from 19% in 2015. These other streams come 

from Google’s non-advertising revenues and from the 

Other Bets segment. Specifically, they come from sales 

made on the Google Play store app, sales of hardware 

such as Pixel phones, licensing fees, sales of Google 

Cloud’s offerings and sales from other businesses that are 

not individually material.   

 

Google’s non-ad revenues make up 11% of Alphabet’s 

total revenue, and the Other Bets segment makes up <1%. 

Within Other Bets’ sliver of revenue lies the Moonshots 

discussed on the previous page. Other Bets’ 2016 revenue 

was $809M and its growth of 82%, over double 2015’s 

rate, is living up to the ambition of its projects, but it had 

a 2016 operating loss of $3.5B. Should we be worried 

about Other Bets’ losses? I don’t think so because 1) to 

account for the potential rising costs associated with 

Other Bets, certain expenses are modelled to increase as 

a % of revenue over the next 5 years, 2) the loss is small 

compared to Alphabet’s total operating income of $23.7B 

and 3) Other Bets’ losses are the price of innovation, 

which is necessary for Alphabet to thrive in the long run. 

 

Competition and Dependence on Innovation 

Disruption risk makes it tough to assess the long-term 

competitive advantage of many tech firms but I believe 

Alphabet is exposed more to this risk than FB. FB is a 

network effect business; it has a layer of protection 

against disruption because its large user base attracts 

more users. If you want to stay connected with your 

friends or target market, you will stick with FB even if it 

loses its user experience edge (of course there is only so 

much of a user experience gap that a network effect can 

overcome, think of Myspace). 

 

In the case of Google, user stickiness is more based on 

user experience; if another search engine offers more 

attractive features, there is no downside to switch. 

Google’s Network Members’ operation is somewhat a 

network effect business because it matches third-party 

sites looking to sell ad space on one side and companies 

looking to buy ad space on the other side. However, it 

makes up only 17% of Alphabet’s revenues, has been 

losing market share and has a much higher traffic 

acquisition cost (cost to support the platform and pay sites 

selling ad space) of 70 cents per dollar of revenue vs. 9 

cents per dollar of revenue made from Google’s owned 

sites. Given Google’s expertise and dedication to search 

(Alphabet’s structure allows Other Bets to flourish, but it 

also allows Google to focus more on search), it is unlikely 

that it will be displaced any time soon, but I just wanted 

to highlight that Alphabet’s competitive advantage is not 

as rock solid as FB’s.  

 

Amazon (“AMZN”) is also emerging as a competitor in 

search and advertising due to its strength in retail5. Jeff 

Bezos, AMZN’s CEO, cannot be underestimated as he 

may be the “most remarkable business person of our age” 

according to Buffett. So, if AMZN and FB are so great, 

why not invest in them? It comes down to valuation. 

 

Valuation and Recommendation 

In AMZN’s case, it could crash harder if its revenue 

growth were to stall than would be the case for Alphabet 

or FB. The reason being that 56% of AMZN’s cash flows 

come from working capital items6, so if growth slows, its 

cash generating ability could drop significantly (an 

example of how this works is on the next page). 

 

In FB’s case, simply too much optimism is priced in for 

my taste. From what I gather, FB would have to double 

its 2016 digital advertising market share by 2030 to justify 

its valuation. Investors’ optimism may be warranted as 

FB has doubled its share since 2013, but going forward 

FB will have to compete for harder-to-get ad dollars 

(going from a 7.5% market share to 15% is one thing, 

going from 15% to 30% is another) with a Google that 

seems to be adapting (discussed earlier) and without 

access to China. Google is also restricted in China, but my 

model assumes Google loses share. In terms of the digital 

advertising market itself, my model assumes growth 

decelerates by 4% this year and by 1.4%2 for 4 years 

thereafter.  

 

In addition to a decelerating market and market share loss, 

it is assumed that traffic acquisition costs increase as a % 

of revenue and that every year a growing amount is spent 

on buying other companies. Given the assumptions used 

and its current price, Alphabet’s stock should compound 

at 8-9%/year. While this isn’t great, I believe Alphabet’s 

unique culture, its current dominance in an almost utility-

like service and the potential pay-off of its Moonshots 

give an extra kick to its risk/return profile.  

 

An initial allocation of 5-7.5% to Alphabet’s Class A 

shares is recommended. Class A shares cost 2% more 

than Class Cs, but they carry a vote each while Class Cs 

are non-voting. There are Class Bs and they carry 10 votes 

each, but they cannot be purchased. While their voting 

rights differ, all classes have the same economic rights. 

  

Disclosure: I, Ashvin Moorjani, will buy GOOGL within 

the next 5 days for my personal account.

5. https://medium.com/startup-grind/the-amazon-that-you-dont-see-that-google-and-facebook-are-watching-ff6060b60368 

6. For Alphabet the equivalent figure was 17% and for FB it was 9%. AMZN, Alphabet and FB’s figures are based on 2016’s results 

 

 

https://medium.com/startup-grind/the-amazon-that-you-dont-see-that-google-and-facebook-are-watching-ff6060b60368


Appendix: How Cash Flows Can Drop When Growth Slows 

 

Let’s go over a simplified example of how a slowdown in growth can decrease cash flows. Say you were to sell 1 item 

for $1 at the beginning of the year, and that the item cost $0.5, but you don’t have to pay your supplier until 11 months 

after the sale. Your cash flows would look like this: 

 

Year 1  

Jan 1st sale  +$1.00  

Dec 1st Payment  -$0.50  

Annual Cash Flow  +$0.50  

 

Now in year 2, say that you make the sale on January 1st again, but you also make a sale on June 30th and your supplier 

gives you the same payment terms. Your cash flows would look like this: 

 

Year 2  

Jan 1st sale  +$1.00  

June 30th sale  +$1.00  

Dec 1st Payment  -$0.50  

Annual Cash Flow  +$1.50  

 

You doubled your sales but tripled your cash flow! But let’s say in year 3 you also sell 2 units: 

 

 

 

Your sales stayed the same year-over-year but your cash flows declined 33%! If, at the beginning of year 3, someone 

valuing your company were to quickly glance at your financials, they may be inclined to project $1.50 as annual cash 

flows going forward in a flat sales growth scenario, but they would be sorely mistaken. 

 

In Amazon’s case, it has levers to mitigate a decline in cash flows when sales slow such as raising prices and pushing 

suppliers to further extend payables, so the real-life impact of slowing growth is difficult to model. In the case of 

Alphabet, my model ignores the benefits that are obtained from working capital items, so when growth slows, there is 

no need to model a decline in cash.  

Year 3    

Jan 1st sale  +$1.00    

May 30th payment  -$0.50   ←Payable due from last year’s June 30th sale   

June 30th sale  +$1.00    

Dec 1st Payment  -$0.50    

Annual Cash Flow  +$1.00    


