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My word there’s nothing like beating a man when he’s down. One has to 
feel a measure of sympathy for the likes of value investor RECM. They are 
taking the heat for sticking to their guns through the current investment 
cycle – which means through good and bad. We have discussed elsewhere 
on Moneyweb how certain asset consultants are encouraging their 
retirement fund members to switch out of RECM at the moment. This is 
contrary to the sell high, buy low investment advice mantra, and seems 
irresponsible in the extreme.

The value investment model only works if you stick through the cycle, 
as companies like Allan Gray and Berkshire Hathaway have ably 
demonstrated. We are not going to debate the merits of value investing - 
that has been done to death. Instead, in this issue of Investor, columnist 
Stuart Theobald suggests that the best strategy for retail investors – if they 
want to beat Buffett - is not to follow a value strategy, but to follow a small 
cap, high growth strategy.

Fund manager Brendon Hubbard from Clucas Gray definitely believes small 
caps are the way to go at the moment. “The valuations within the small 
cap universe are becoming particularly cheap relative to the larger cap 
stocks,” he says. Read our article on up and coming small cap Interwaste, 
which is using science and technology to perform an essential service 
more effectively.

But please let me know your thoughts on small caps as an investment 
strategy - I’m not sure that everyone will agree with Stuart on this.

What is true in these days of over stretched valuations, is that finding value 
stocks is difficult. The FTSE/JSE All Share Index is trading on a PE multiple 
of 18, well over its historical average of 15. So what to do? Patrick Cairns 
tackles this issue in his article on the irrationality of paying a high PE. Just 
because equities are expensive, does not mean that the alternatives are 
better, he argues.

The one sector that has run incredibly hard is the listed property sector. 
The sector has delivered compound annual growth of just under 21% 
since 2005. This has ensured that property unit trusts are an important 
consideration when building a balanced portfolio.

In our regular feature on top performing unit trusts we examine the 
property sector and look at the best-listed property funds over the last 
five years.

But the property sector isn’t looking as rosy as it has over the last decade 
and questions are being asked about its future. It lost 10% of its value in 
May as bond yields began their ascent. In our ‘talking to the fund managers’ 
feature we ask what this means for the sector as a whole. Has it hit the wall?

The one company that has definitely not hit the wall is Brait. It sold Pepkor 
on a 30x ebitda multiple and in the process generated a fabulous 69% IRR 
over four years. The question is, can it repeat this success in its second 
phase of growth?

Take time to enjoy this issue of Investor. Let's face it, thinking about how 
and where to invest our savings is more pleasurable than digesting the 
horrors of Sudanese President al-Bashir and his ilk.

Sasha Planting
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By Stuart Theobald

How retail investors can  
beat Warren Buffett
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IT’S NOT BY 
DOING WHAT THE 
INSTITUTIONS DO.
Is everyone a value investor now? 
And if so, how is it possible to 
outperform the market? A value 
investing strategy involves selecting 
companies with certain metrics that 
indicate they offer value. The most 
common are a high dividend yield, 
low price:earnings ratio and high 
book value relative to the price.

The strategy received a lot of great 
PR when the dot.com bubble burst 
in 2001, and all those investors who 
avoided sexy IT stocks with sky high 
valuations were left looking like the 
smartest investors around. One 
of those was Warren Buffett, who 
steadfastly avoided IT stocks even 
when his own client called him mad 
for doing so. One of his quotes from 
the time, just as the bubble was 
bursting, summed up his attitude: 
“The fact is that a bubble market 
has allowed the creation of bubble 
companies, entities designed more 
with an eye to making money off 
investors rather than for them.”

In SA, most fund managers follow 
the value mantra. Market giant Allan 
Gray has long pursued a deep value 
strategy and it’s the clear focus of 
up-and-coming institutions like 
RECM. But, as Buffett would know, 
a craze can never last. If everyone 
is pursuing the same strategy, a 
genuine market advantage would 
be priced out.

But what is the alternative to value 
investing? At the time of the dot.
com bubble, the story was all about 
growth. Growth investing aims 
to invest in companies that are 
going to grow faster than the rest 
of the market. Locally, stocks such 
as Aspen and Naspers are good 
examples. They are expensive, but 
investors are expecting them to 
grow profits fast enough to justify 
the current price.

One misconception is that growth 
investing involves buying stocks 
that are expensive. That is not the 
case. Growth investors want stocks 
that are cheap, relative to others. 
Their style, though, is to figure out 
what the growth prospects are. 
The best known global growth 
investor is Peter Lynch who has 
built Fidelity’s Magellan fund into 
a giant by focusing on growth. He 

likes to “get in at the bottom floor” 
– in other words, young companies 
with good prospects. Unlike the 
dot.com stars, he wants companies 
that are already profitable and 
have good balance sheets and the 
businesses need to be simple. A 
lot of that sounds like something 

One misconception is that growth 
investing involves buying stocks 
that are expensive. That is not 
the case.

Warren Buffett would say, except 
that Lynch is interested in much 
smaller companies than Buffett, 
who focuses on mature firms.

Research gives good support to 
strategies like Lynch’s. One way 
to test it is to look at how small 
companies perform relative to large 
companies. That reveals the “small 

cap effect”. In the US, the evidence 
is clear that small caps outperform 
– one study showed that small 
caps have averaged a return of 
20% since the great depression, 
compared with 11% for large stocks. 
That outperformance holds even if 
you look at risk-weighted returns, 
which adjusts returns based on 
the market beta of stocks (relative 
volatility of share prices). The 
research shows, though, that there 
can be long periods when small  
 

caps don’t outperform, so it holds 
only in the long run.
 
The small cap effect holds in South 
Africa too. On a 20-year view (it’s 
much harder to get data for longer), 
small caps have outperformed the 
top 40 index by about 28% 

(see figure 1), so the premium 
averages out at about 1.5% per 
year, which is considerably smaller 
than the US. However, there 
were considerable periods of 
underperformance, particularly 
around the time of the dot.com 
bubble and then again around the 
2008 financial crisis related crash.

Figure 1: Top 40 index vs small cap index

The lesson is clear: you don’t want 
to be in small cap stocks during 
periods of crisis, but otherwise 
they outperform. Apart from South 
Africa, the small cap effect has 
also been shown in studies of the 
UK (7%), France (8.8%) and Japan 
(5.1%). Another study looked at 20 
different markets and detected a 
small cap effect in 19 of them  
(See: Figure 1.)

Research on the US market by 
Aswath Damodaran at the Stern 

http://dot.com
http://dot.com
http://dot.com
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School of Business shows that 
the small cap effect is greatest 
among microcaps – so the smaller 
the company, the better. Such 
companies tend to be ignored by 
research analysts at the institutional 
brokers and also by large fund 
managers. They have additional 
risks to them like liquidity risk – the 
chance that you won’t be able to 
sell them when you need to – and 
governance risk because of the 
lack of scrutiny by the investment 
analyst community. It may be that 
these additional risks are the reason 
for the premium. Transaction 
costs are also higher, because 

the spread between bid and offer 
prices is always higher on small cap 
stocks compared with large, highly 
liquid stocks.

These considerations mean that 
small cap investing is really best 
left to individual investors who are 
going to be making smaller bets 
and can be patient in waiting to 
get good entry and exit prices. The 
research suggests that these are 
good elements to an effective small 
cap growth strategy:
A long time horizon (decades, 
preferably). The US research shows 
that portfolios held for five years 

In the US, the evidence is clear that small caps 
outperform – one study showed that small caps 
have averaged a return of 20% since 
the great depression, compared with 11% 
for large stocks.

or less do better in large caps than 
small caps. Over five years, small 
caps tend to win.

Discipline and diversification 
become even more important. You 
need a large portfolio of different 
stocks to spread the risks.
You need to do the research 
yourself, including assessing how 
trustworthy management are 
to report the real picture of the 
business to you. You need to follow 
the news media and even attend 
results presentations.

Other growth investing strategies 
include backing initial public 
offerings of stocks and large 
cap strategies that depend on 
estimating growth rates. These 
are all more difficult for smaller 
investors to pursue.

Despite all the hype around value 
investing, a small cap strategy could 
well be wise for retail investors. ■ By Sasha Planting

Brait begins the next chapter

09

COMPANIES
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WILL IT BE 
AS GOOD AS 
CHAPTER ONE?
Almost exactly four years ago, on 
the 4th July 2011, Brait changed 
its investment model and raised 
R5.9 billion from shareholders, 
as it transitioned from a private 
equity manager into an investment 
holding company.

It used the proceeds to acquire 
34% of Pepkor and 49.9% of 
Premier Foods.

This change in strategy has 
delivered handsome rewards 
for the investment team and 
shareholders. Reported NAV per 
share has grown from R16.50 
on 1 April 2011 to R77.12 at 31 
March 2015, reflecting a four year 
CAGR of 47%.

In the same period the share price 
rose from R18.61 to R83.50. The 
company also entered the MSCI 
Emerging Markets Index in August 
last year and the JSE’s Top 40 Index 
in June this year.

The sale of Pepkor for R30 billion 
in March this year draws to a close 
Brait’s first chapter since changing 
its business model, writes company 
chairman, Jabu Moleketi in the 
latest annual report. At the same 

time the proposed acquisitions of 
majority stakes in Virgin Active and 
UK retailer New Look signal the 
start of second chapter, he says.

The question many shareholders 
will be asking is: will the second 
chapter be as profitable as the first?

For Brait executive director John 
Gnodde, speaking to Moneyweb 
from London, the answer is a 
definitive yes. "Chapter one has 
been good. But from a Brait 
perspective we are excited 
about chapter two. What created 

the potential was investing in 
businesses with good growth and 
high cash conversion potential. We 
bought our assets well in chapter 1 
and believe we have bought even 
better assets now."

Brait bought Pepkor for R4bn and 
sold it for R30bn, effectively a 20x 
enterprise multiple (enterprise 
value/ebitda). To put that in 
perspective, other SA retailers trade 
on 12x enterprise multiple, which 
investors believe is rich relative to 
the market.

“Brait sold Pepkor on a rich 
valuation and used the proceeds 
to buy good businesses with better 
than average growth profiles for 
half the valuation,” says Lonwabo 
Maqubela, head of research at 
Perpetua Investment Managers. 
“This was, I believe, an example of 
good capital allocation.”

Further through these transactions 
Brait has diversified its net asset 
value (NAV) both geographically and 
by business line. Pepkor accounted 
for 60% of Brait’s valuation. Now 
the NAV comprises Steinhoff at 
20%, New Look 35%, Virgin Active 
25%, Premier Food 10%, and the 
others at 10%.

Brait acquired 90% of New Look for 
£1.9bn (£780m + about £1bn debt) 
at an EV/EBITDA multiple of 9x – a 
significant discount to SA retailers.

New Look EBITDA grew at 13.8% 
between 2012 and 2015 and is 
better than all the South African 
retailers with the exception of Mr 
Price (18%) and Pepkor (ebitda 
growth of 20% pa over the past five 

Figure 1: Source: Datastream
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years). Bear in mind that EBITDA 
growth is also driven by inflation 
and relative inflation levels in SA 
have been significantly higher than 
in the UK.

New Look has a number of 
additional features in its favour, 
says Maqubela. Among these is 
the fact that retail growth in the UK 
is firming after a few years of low 
growth (See: Figure 1.)

New Look is also well positioned in 
the higher growth, value segment 
of the UK’s apparel and accessories 
market. Brait believes the retailer 
has strong growth prospects, 
in particular in China where it 
has opened 31 stores in the 
past 14 months. Figure 2: Source: Datastream

“New Look generates attractive 
gross margins relative to the South 
African peer group. The implication 
here is that a small change in 
sales will have a levered effect on 
earnings, Maqubela says.

In April Brait announced it would 
pay £682m to acquire an 80% 
stake of Virgin Active, which also 
translates into an enterprise 
multiple of 9.3x. The gym group’s 
EBITDA growth has averaged 11% p/
year over the past three years, with 
growth in Q1 2015 of 16%. “This is a 
high fixed cost business, with good 
retention rates, predictable EBITDA 
and cash flow generation given its 
subscription based model,” he says.

“It’s true that New Look and Virgin 
have a slower growth profile than 
Pepkor, but these are businesses 
that have brand strength. Also 
investors can accept a lower return 
from these assets as they are based 
in regions that have a lower cost of 
capital,” he says.

Both businesses carry some debt. In 
the case of Virgin it’s about £360m.  

In the case of New Look it is £1.2 
billion. “Brait is adept at refinancing 
debt at cheaper levels and this 
will be one of the first steps they 
will take," says Neelash Hansjee, 
banking sector analyst at Old 
Mutual Equities. "Strong cash flow 
characteristics of the companies 
means they can pay down the debt 
to create value.”

Gnodde confirms that New Look's 
debt  was refinanced 2 weeks ago 
and the interest rate reduced from 
9.42% to 6.25% which results in 
an interest saving to New Look 
of £32m/year.

Much of Brait’s portfolio is focused 
on the mass market or value sector, 
which is growing faster than other 
sectors. “Don’t forget existing assets 
like Premier Foods which is an 
exciting story,” says Hanjee.

Along with peers like Rainbow 
Foods and Pioneer, Premier – in 
which Brait now has an 86% stake 
- is shifting from basics to higher 
value foods and has diversified 
its portfolio. In the last year the 

What created the potential was investing in businesses 
with good growth and high cash conversion potential. 
We bought our assets well in chapter 1 and believe we 
have bought even better assets now,  
John Gnodde, Brait managing executive 

"
company has invested R2.2 billion 
on eight acquisitions (at an average 
multiple of 7x) including Star 
Bakeries , Lil-lets Group and most 
recently, 68% of CIM, the leading 
food producer in Mozambique.

Premier’s revenue for the nine 
months ending 31 March 2015 
increased 31% on the comparative 
period. Group EBITDA margin 
improved to 9.1%, generating 
an increase in EBITDA of 70% 
for the period.

“It is early days as Premier 
transforms, but these are good 
numbers,” Hansjee says.

Steinhoff is the other asset that 
investors are watching closely. 
Brait has indicated it will sell this 
stake, which it has valued at R15.2 
billion in time. “Many believe that 
the plan to list Steinhoff in Europe 
will drive the price higher. This is 
probably feeding through to the 
Brait value,” says Reuben Beelders 
portfolio manager at Gryphon 
Asset Management.
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The question many shareholders 
will be asking is: will the second 
chapter be as profitable as the first?

For Brait executive director John 
Gnodde, speaking to Moneyweb 
from London, the answer is a 
definitive yes. "Chapter one has 
been good. But from a Brait 
perspective we are excited 
about chapter two. What created 

the potential was investing in 
businesses with good growth and 
high cash conversion potential. We 
bought our assets well in chapter 1 
and believe we have bought even 
better assets now."

Brait bought Pepkor for R4bn and 
sold it for R30bn, effectively a 20x 
enterprise multiple (enterprise 
value/ebitda). To put that in 
perspective, other SA retailers trade 
on 12x enterprise multiple, which 
investors believe is rich relative to 
the market.

“Brait sold Pepkor on a rich 
valuation and used the proceeds 
to buy good businesses with better 
than average growth profiles for 
half the valuation,” says Lonwabo 
Maqubela, head of research at 
Perpetua Investment Managers. 
“This was, I believe, an example of 
good capital allocation.”

Further through these transactions 
Brait has diversified its net asset 
value (NAV) both geographically and 
by business line. Pepkor accounted 
for 60% of Brait’s valuation. Now 
the NAV comprises Steinhoff at 
20%, New Look 35%, Virgin Active 
25%, Premier Food 10%, and the 
others at 10%.

Brait acquired 90% of New Look for 
£1.9bn (£780m + about £1bn debt) 
at an EV/EBITDA multiple of 9x – a 
significant discount to SA retailers.

New Look EBITDA grew at 13.8% 
between 2012 and 2015 and is 
better than all the South African 
retailers with the exception of Mr 
Price (18%) and Pepkor (ebitda 
growth of 20% pa over the past five 

Figure 1: Source: Datastream
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years). Bear in mind that EBITDA 
growth is also driven by inflation 
and relative inflation levels in SA 
have been significantly higher than 
in the UK.

New Look has a number of 
additional features in its favour, 
says Maqubela. Among these is 
the fact that retail growth in the UK 
is firming after a few years of low 
growth (See: Figure 1.)

New Look is also well positioned in 
the higher growth, value segment 
of the UK’s apparel and accessories 
market. Brait believes the retailer 
has strong growth prospects, 
in particular in China where it 
has opened 31 stores in the 
past 14 months. Figure 2: Source: Datastream

“New Look generates attractive 
gross margins relative to the South 
African peer group. The implication 
here is that a small change in 
sales will have a levered effect on 
earnings, Maqubela says.
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year over the past three years, with 
growth in Q1 2015 of 16%. “This is a 
high fixed cost business, with good 
retention rates, predictable EBITDA 
and cash flow generation given its 
subscription based model,” he says.

“It’s true that New Look and Virgin 
have a slower growth profile than 
Pepkor, but these are businesses 
that have brand strength. Also 
investors can accept a lower return 
from these assets as they are based 
in regions that have a lower cost of 
capital,” he says.

Both businesses carry some debt. In 
the case of Virgin it’s about £360m.  

In the case of New Look it is £1.2 
billion. “Brait is adept at refinancing 
debt at cheaper levels and this 
will be one of the first steps they 
will take," says Neelash Hansjee, 
banking sector analyst at Old 
Mutual Equities. "Strong cash flow 
characteristics of the companies 
means they can pay down the debt 
to create value.”

Gnodde confirms that New Look's 
debt  was refinanced 2 weeks ago 
and the interest rate reduced from 
9.42% to 6.25% which results in 
an interest saving to New Look 
of £32m/year.

Much of Brait’s portfolio is focused 
on the mass market or value sector, 
which is growing faster than other 
sectors. “Don’t forget existing assets 
like Premier Foods which is an 
exciting story,” says Hanjee.

Along with peers like Rainbow 
Foods and Pioneer, Premier – in 
which Brait now has an 86% stake 
- is shifting from basics to higher 
value foods and has diversified 
its portfolio. In the last year the 

What created the potential was investing in businesses 
with good growth and high cash conversion potential. 
We bought our assets well in chapter 1 and believe we 
have bought even better assets now,  
John Gnodde, Brait managing executive 

"
company has invested R2.2 billion 
on eight acquisitions (at an average 
multiple of 7x) including Star 
Bakeries , Lil-lets Group and most 
recently, 68% of CIM, the leading 
food producer in Mozambique.

Premier’s revenue for the nine 
months ending 31 March 2015 
increased 31% on the comparative 
period. Group EBITDA margin 
improved to 9.1%, generating 
an increase in EBITDA of 70% 
for the period.

“It is early days as Premier 
transforms, but these are good 
numbers,” Hansjee says.

Steinhoff is the other asset that 
investors are watching closely. 
Brait has indicated it will sell this 
stake, which it has valued at R15.2 
billion in time. “Many believe that 
the plan to list Steinhoff in Europe 
will drive the price higher. This is 
probably feeding through to the 
Brait value,” says Reuben Beelders 
portfolio manager at Gryphon 
Asset Management.
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While it would seem that investors 
are not questioning the quality of 
Brait’s assets, there are questions 
around its current valuation.

The chart below shows Brait’s 
price to book value, which is 
management’s valuation of 
underlying assets. It shows that the 
current share price is rich, relative 
to history (See: Figure 2.)

The share was trading at R116.95 
on Monday June 28th, a significant 
premium to the R77.12 NAV 
that Brait calculated as of March 
31st 2015.

“Investment holding companies of 
this nature have seldom traded at 
a premium. If one considers the 
classic example in the SA market, 
Remgro, it generally trades around 
a 15% discount,” says Beelders.

Some investors believe that Brait 
trades at a premium to its NAV, 
because management is too 
conservative in arriving at this NAV, 
he says.

This may be true, as the sale of 
Pepkor demonstrated (it was valued 
by Brait at 8.5x ebitda and sold to 
Steinhoff on 20x ebitda). However 
one could argue that a fair portion 
of the valuation is now made up 
of New Look and Virgin, which are 
valued at market value (as these 
just traded).

The market is clearly willing to pay 
over the odds for Brait.

“This could be for one of three 
reasons,” says Maqubela. “Investors 
are willing to pay a premium for 
management’s deal making abilities. 
Or they believe Brait management 
under-paid for these acquisitions. 
Or the market is betting that 
management will extract more 
value from these businesses.”

Whatever your views on the 
valuation, the second chapter will 
undoubtedly be interesting. ■

John Gnodde, Brait managing executive 
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Thank heavens for land

As world sugar prices continue to 
sink, Tongaat’s sale of vast tracts 
of land along the KwaZulu-Natal 
coastline is coming to the rescue.

After racking in close to R2bn 
(42% of group operating profits) 
from land sales over the past two 
years, management says it plans 
to dispose of a further 3,801ha of 
the identified 8,091 developable 
hectares in prime locations in the 
next five years.

This, alongside the smaller starch 
operations which are gaining 
momentum, will provide much-

needed cover in the short to 
medium term as the outlook 

for its core sugar operations 
remains constrained.

Based on our discounted cash-flow 
model and outlook, Tongaat has a 
valuation of R132.50 per share (8% 
higher than its current market price) 
which places it in the hold region. 
While the core sugar operations 
will likely remain under pressure, 
the real estate pipeline provides 
a reassuring value underpin for 
its shares.

During the year to end-March, land 
conversion and developments 
realised R1.1bn (2014: R1.5bn) 

in revenue at an eye-watering 
operating margin of 74%. Group 

revenue grew a pedestrian 2.7% to 
R16.2bn (2014: R15.7bn) largely due 
to lower sugar sales in Swaziland 
and SA. Operating profit crumbled 
12% to R2.1bn (2014: R2.4bn) on 
the back of price reductions in the 
European Union, the knock-on 
effect of lower world prices as well 
as lower production levels.

The board, probably comforted by 
the highest ever cash generated 
from operations of R2.5bn (2014: 
R2.1bn), increased the dividend 
payout to 380c/share (2014: 360c). 
Headline earnings fell 17% to 826c/
share (2014: 991c/share).

Despite having substantial non-
sugar operations which now 
contribute more than half of its 
bottom line, the supply-demand 
mechanics in the sugar industry 
will continue weighing heavily on 
Tongaat’s share price movement. 
In the medium to long term, the 
fundamentals support an increase 
in the world sugar price. Current 
prices limit new investments 
into the industry and may also 
push higher-cost producers out 
of business. This, together with 
gradually increasing consumption 
and the emergence of alternative 
uses for sugar, should see the world 
market closing the gap, which will 
be positive for the industry and 
for Tongaat.

The long-term viability of the local 
industry is also boosted by the 
progress made towards finalising 
the legislative framework which will 
enable the use of sugar in ethanol 
and electricity generation. If such 
initiatives are implemented they 
could take up most of the surplus 
local sugar production , which is 
currently exported at lower prices. 
This will not only provide margin 
enhancement but also add a new 
operational dimension.

However, reforms in the EU will 
end caps on how much its domestic 
producers can sell, dampening 
prospects of a long-term supply 
demand balance. It’s estimated that 
the EU will become a net exporter 
once the reforms becomes fully 
effective, which will be a sour pill 
to swallow for local producers who 
up to recently have been receiving 
favorable prices from the EU.
On a forward PE of 13, Tongaat 
looks like a good add for the long-
term value investor. In the short to 
medium term though the company 
seems to have a number of hurdles 
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Risks mount for Cullinan IS SA TOURISM AT 
ITS LOW POINT?
The sharp drop in international 
tourist arrivals has hit Cullinan, 
which owns tour operators like 
Thompsons Holidays, Hylton Ross 
Tours and Pentravel, particularly 
hard. The Southern Africa Tourism 
Services Association (Satsa) 
reported that the last four months 
of 2014 registered a sharp decline 
in international arrivals largely 
attributed to the Ebola virus scare. 
That was the during the peak of 
Cullinan’s key booking season, and 
tourism numbers have remained 
low as a result of SA’s new 
draconian visa requirements.

Arrivals from China fell close to 
50% in the last four months of 
last year, India was down 15% 
and Brazil retreated 37%. Adding 
to the negative sentiment is the 
xenophobia that has rocked SA in 
recent times.

Cullinan group chairman Michael 
Tollman says China’s tourism 

to overcome. Its management says 
it expects total sugar production 
for the coming year to be 4% lower 
than that achieved in the current 
year. This, coupled with largely 
unfavorable market conditions, 
will continue suppressing 
earnings growth.

Bull Factors

• Increased focus on unlocking 
value from large mass of 
developable land

• Toughening of tariff regime 
by Zimbabwean and SA 
governments expected to 
deter imports

• Initiatives in biofuels and 
energy generation should help 
drive long-term earnings

Bear Factors

• Exchange rate volatility might 
erode gains from a tougher 
tariff system

• Earnings vulnerable to 
exogenous factors such as 
weather and volatile exchange 
rates

Nature of business: Tongaat Hulett 
is an agri-processing business which 
includes integrated components 

of land management, property 
development and agriculture. 
Through its sugar and starch 
operations in Southern Africa, 
the company produces a range of 
refined carbohydrate products from 
sugar cane and maize.

Disclosures: The analyst has 
no financial exposure to the 
instrument discussed. The opinion 
represents his true view. ■
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sugar cane and maize.

Disclosures: The analyst has 
no financial exposure to the 
instrument discussed. The opinion 
represents his true view. ■
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services. The group operates four 
major tourism segments: tour 
operating, retail travel, coach 
charter & touring and marine & 
boating. Brands include Thompsons 
Holidays, Hylton Ross Tours and 
Pentravel. Glacier Enterprises 
& Chester finance fall under 
Cullinan Financial Services which 
provides bridging, marine and 
project finance.

Disclosures: The analyst has 
no financial exposure to the 
instrument discussed. The opinion 
represents his true view.■

a subdued outlook coupled with 
Eskom blackouts and the promise 
of further electricity tariff hikes. It’s 
not looking good for both corporate 
and household discretionary 
income, which is responsible for 
feeding outbound tourism.

We have revised our growth 
forecast in light of these 
developments. Although our 
valuation suggests the stock is 
trading within its full valuation 
range, there is real downside risk. 
Investors should also note that the 
counter is characterised by thin 
trading as less than 1% is in the 
hands of retail investors, which 
limits price discovery.

industry has dropped SA from its 
marketing because of the unfriendly 
visa regulations. He added that 
Chinese tourists often travelled at 
short notice and it was important 
for them to get visas quickly. In 
addition, competitor countries 
such as Zimbabwe offered Chinese 
travellers visas on arrival. As a 
result, inbound tourism is expected 
to be subdued in the interim.

It’s not all doom and gloom for 
Cullinan which has diversified 
into financial services through 
acquisitions. Its financial services 
division registered sixfold growth 
and contributed 12% towards group 
operating income, up from just 
1.7% previously.

Group revenue growth though 
was below par, inching up 3% to 
R456m. Although financial services 
revenue more than doubled, overall 
group revenue was suppressed by 
the travel and tourism division – 
which provides the lion’s share of 
group revenue. It declined by more 
than 8%. Operating profit fell 6.3% 
to R51.1m, despite the financial 
services segment growing operating 
income more than 600% to R6.3m. 
Headline earnings fell 8.1% to 5.02c/
share and the dividend was halved 
to 1c/share.

The stock traded at lofty valuations 
for the better part of last year and 
only started coming down towards 
the end of the first quarter of 2015. 
We suspect the market rerated the 
share when it became apparent 
that the government was not going 
to back down from its harsh visa 
policy. The stock actually advanced 
after these results were released.

Apart from financial services, the 
boating division also impressed, 
benefiting from the weakening 
rand. And management is optimistic 
about outbound tourism, which has 
performed remarkably well in this 
poor economic environment. But 
some caution is needed here given 

Bull Factors

• Established brands and supply 
chain networks in the tour 
operator space

• Diversified business mix 
protects it from exchange 
rate swings

• Comfortable gearing profile 
reduces risk and supports 
balance sheet gearing

Bear Factors

• Visa regulations a threat to 
inbound tourism growth

• Uneven global economic 
recovery poses a threat to 
tourism & leisure sector

• Low barriers to entry

Nature of business: A holding 
company with operations in 
tourism, marine and financial 
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Poised to outperform

Mr Price continues to churn out 
fantastic numbers in a pressured 
consumer environment. Its trendy 
and budget-conscious offerings 
seem to have won the hearts of 
many south African shoppers who 
continue flocking to its stores.

Central to Mr Price’s growth story 
are the value offerings which 
enable it to capture market share 
from customer trade-downs 
during market downturns while 
positioning it to maintain or even 
grow in a market upswing. And 
unlike its peers who sell mainly on 
credit, its sales are largely for cash, 
insulating the company from the 
cyclical nature of the credit market. 

With many consumers still heavily 
indebted and struggling to repay 

credit retailers, Mr Price is poised to 
continue outperforming its peers.

Headline earnings jumped 20% to 
919.7c/share (2014:765c ) in the 
year to end-March, giving it an 
impressive average compounded 
growth rate of 27% a year since 
2010. We are confident that the 
group will continue producing such 
above-average returns despite a 
murky retail environment outlook. 
However, even after factoring in 
largely optimistic forecasts, our 
discounted cash-flow model shows 
that the group’s share price is fully 
valued. Based on our valuations 
we therefore maintain our hold 
decision on its stock.

Retail sales for the year of R17.3bn 
were 13.5% higher than the 

comparable period of R15bn. The 
growth was achieved from price 
inflation of 4.3%, 5.5% growth in 
unit sales and 3.4% from changes 
in the product mix. Total group 
revenue grew 13.9% to R18.1bn 
(2014: R15.9bn) while operating 
profit increased 21.3%, resulting 
in a higher operating margin 
of 18% (2014: 15.96%). A final 
dividend of 369c/share (2014: 314c) 
was declared.

We expect retail trading conditions 
to remain challenging. Consumers, 
particularly in the lower-income 
groups, are being financially 
stretched by rising costs of living, 
moderating wage increases and 
the possibility of higher debt costs, 
forcing them to postpone or avoid 
spending where possible.

The Reserve Bank’s Monetary 
Policy Committee’s decision on 
interest rates when it meets in July 
will also have a significant effect 
on disposable incomes. While 
there was an uptick in consumer 
disposable incomes over the past 
few months due to lower inflation 
and fuel prices, an interest rate 
hike will ratchet up the pressure on 
consumers. Unemployment, labour 
relations and Eskom’s load shedding 
are the other persistent threats to 
growth in consumer spending.

Notwithstanding these challenges, 
we believe Mr Price is capable of 
maintaining the current growth 
momentum. Its fashion-value 
formula, which has so far shown 
resilience, should continue driving 
growth. We expect it to continue 
benefiting from trade-downs by 
the middle- and upper-income 
groups. Its international operations, 
which account for close to a tenth 
of group sales, should also support 
earnings growth.

The group still has room to open 
more stores in its existing markets. 
Management is planning to spend 
R3.5bn on capital projects over the 
next five years which is likely to help 
sustain the group’s growth strategy. 
These ambitions are supported by 
a highly cash-generative business 
model which saw the company 
close the year with R2.8bn in 
cash, outstripping its interest-
bearing debt.

While we remain bullish on Mr 
Price’s prospects, we think the 
market has correctly priced its 
shares. After a strong run over 
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Poised to outperform
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the past few years it is now 
commanding a demanding forward 
price:earnings ratio of 28. At this 
level we feel there isn’t much upside 
left in the stock. We therefore 
maintain a hold recommendation.

Bull Factors

• Budget-conscious offerings 
targeting customers mainly 
in the mid- to upper-
income segments

• Less exposed to bad debts 
due to cash model and 
management's cautious 
approach to credit

• High cash-generating business 
model enables group to 
fund growth initiatives 
without gearing

Bear factors

• Slowdown in 
consumer spending

• Increasing competition, 
including presence of 
international retailers

• With most of its products being 
imported, its is exposed to 
currency volatility 

Nature of business: Background: 
Mr Price is a fashion, sport and 
household goods retailer selling 
predominantly for cash. It operates 
through Mr Price, Mr Price Sport, 
Mr Price Home, Miladys, Sheet 
Street and Mr Price Money, with 
a footprint in SA and 13 other 
African countries.

Disclosures: The analyst has 
no financial exposure to the 
instrument discussed. The opinion 
represents his true view. ■

Quantum fluffs its feathers Quantum’s unbundling from 
Pioneer Foods seem to have 
breathed life into the poultry 
producer as it bounces back to 
profitability on its debut half-
year results. Though much of 
the improvement in profitability 
came from the easing up of 
market conditions.

In our review six months ago we 
issued a sell recommendation on 
Quantum shares. Since then its 
management has put measures to 
change the product mix by revising 
its broiler business. This included 
the sale of Hartebeespoort abattoir 
and remodelling of the of the 
Western Cape broiler operations 
which curbed the contribution 
of broiler operations to just a 
third of revenue from 35% in the 
comparable period. This coupled 
with lower raw material input costs 
has seen the group exceeding 
market expectations.

In the light of these developments 
and other supply chain and cost 
savings initiatives in the pipeline, we 
revise our recommendation from 
sell to hold. We think the group is in 
a much better position but its  
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prospects will largely depend on the 
market conditions.
 
Results for the first semester to 
end-March show revenue fell 3.7% 
to R1.67bn (1H14P: R1.7bn) largely 
due to the 15% decrease in revenue 
from the broiler division following 

the business model change. 
Headline earnings leaped 182% 
to 26.3c(1H14P:9.3c) on the back 
of margin expansion to 4.9% from 
around 1% the previous half.

The results are promising 
enough but our valuations are 
affected by our forecasts on the 
market outlook.

The Safex futures curve implies that 
domestic prices are likely to move 
sideways to upwards in the short to 
medium term. This is likely due to 
an expected slump in the domestic 
summer crop. According to the 
Crop Estimates Committee’s third 
production forecast for summer 
crops for 2015, the combined 
output for yellow maize and 
soybeans (major inputs in poultry 
feeds) is likely to be 19% lower 
than the final crop for 2014. While 
this paints a gloomy picture for 
chicken producers, prices are more 
likely to be capped at import parity 
prices given that international corn 
prices are expected to continue 
trending down.

The pricing power for local 
producers will more likely remain 
constrained given the prevalence 
of imports in the market. While the 
anti-dumping and the new tariff 
system might have helped in trying 
to level the playing field , it hasn’t 
done much to reduce the level of 
imports. Figures from the South 
African Poultry Association shows  

that SA imports increased to 393 
000t (2013: 390 000t )

The sector is also bracing itself for 
an influx of duty free US chicken 
after the ending of the punitive 
duties on US chicken imports 
under the new agreement of the 

Africa Growth and Opportunity Act 
(AGOA). The deal will allow an initial 
65 000t a year into SA.

Another risk comes from 
government proposal to cap brine 

levels in chicken pieces at 15% and 
at 10% for whole chickens. Brine 
is a preservative salt solution but 
producers inject excess brine to add 
weight in order to get higher selling 
prices. Industry margins will come 
under more pressure if brine levels 
are capped.

Quantum has an additional 
advantage of diversified revenue 
streams from its animal feeds and 
African businesses, which are doing 
reasonably well. Its operations in 
Zambia and Uganda, which are 
not exposed to the broiler meat 
business, show more promise.

From a valuation perspective,  
we think the counter is trading 
closer to its intrinsic value. 
Using our enterprise value: 
operating profit model we revise 
our 12-month target price to 

378c/share with a forward  
PE of 7 times.

Bull factors

• Decrease in input costs of 
grains and other key inputs to 
improve margins

• New tariff regime eases pricing 
pressures from imports

• Continued rand weakness to 
increase landed price of imports

Bear factors

• Subdued consumer spending
• Regulatory uncertainty 

regarding brine levels
• The product mix with a bias 

towards broiler meat is 
vulnerable to the industry cycle

Nature of business: Quantum 
Foods is a primary agriculture 
business with three focus areas: 
animal feeds, eggs & layer livestock 
and broilers. It operates in SA, 
Zambia and Uganda.

Disclosures: The analyst has 
no financial exposure to the 
instrument discussed. The opinion 
represents his true view. ■
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INTERWASTE 
FINDS VALUE IN 
WHAT OTHERS 
DISCARD.
In 2008 consumer goods company 
Unilever SA sent 151 000 tons of 
waste to landfill. By 2013 it had 
reduced this to 50 000 tons and by 
January this year the multinational 
achieved its goal of sending 
absolutely no general waste to a 
landfill site.

July 2016 is the second target: zero 
hazardous waste to landfill.
Unilever is ahead of the curve 
in SA. Globally the disposal of 
waste to landfill is frowned 
upon and South Africa is actively 
tightening legislation in this regard. 
This is forcing companies and 
municipalities to pay more attention 
to their waste streams.

They have to. SA produced 108 
million tons of waste in 2011 and 
less than a tenth of that is recycled. 
Aside from the fact that landfills are 
unsightly and produce toxic gases 
and ‘teas’, South African towns and 
cities are running out of space to 
dump their waste.
(See: Pie graphs).

This is creating opportunities for 
waste management companies like 
JSE-listed Interwaste.

“This is a small company with lots of 
opportunity to grow,” says Brendon 
Hubbard, a fund manager at Clucas 
Gray, which owns 7.5% of the 
company. “They operate in a space 
in which demand for their type of 
essential service can only increase, 
where municipalities haven’t 
planned well.”

Over the past decade Interwaste 
has transformed itself from a 
“hump and dump” operator that 
simply collected waste and trucked 
it to third party facilities, into 
an end-to-end integrated waste 
management service provider.

This means investing in its own 
facilities – landfill sites, waste-to-
energy plants, waste sorting sites, 
and its own fleet of 400 trucks. 
“This is a capital intensive process,” 
says group financial director André 
Broodryk. “We could drive earnings 
up tomorrow if we stopped  
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investing in greenfield operations 
for the future.”

For instance it costs R80 million 
to develop a landfill site; and R20 
million to acquire the technology 
for a refuse derived fuel (RDF) 
facility. At any given moment 
Interwaste has about five greenfield 
projects underway.

“The man in the middle is the price 
taker, higher margins are earned 
if you own the landfill, RDF, or 
recovery facility because these are 
in short supply,” says Jason McNeil, 
sales director.

The company’s earnings have risen 
from a headline loss of 1.48cps in 
2011 to earnings of 11.3cps in the 
2014 financial year. Its share has 
moved in tandem with the earnings 
improvement from a low of 35c in 
2011 to 122c currently.

The recent dip in the share price 
reflects the lack of liquidity in the 
small cap sector and generally 
poor sentiment in South Africa, 
says Hubbard.

Over a longer period Interwaste has 
outperformed the Alsi as seen in 
the chart below. The current PE of 
the Alsi is 19.7x versus Interwaste 
at 11x. “The valuations within the 
small cap universe are becoming 
particularly cheap relative to the 
larger cap stocks,” he says.

In the case of Unilever, Interwaste 
worked with Unilever’s process 
engineers to reduce waste-to-
landfill as well as the actual amount 
of waste produced. “It sounds 
counter-intuitive, as if we are 
cannibalizing our own business,” 
says McNeil, but its part of the 
solution we offer.”

Unilever now separates out waste 
with commercial value – such as 
paper, glass, tin and plastic, and 
finds innovative alternative uses 
for some of the more challenging 
waste products. For instance tea 
dust, spices and soup powders 
are composted, margarine and 
vegetable oils are used as biofuels 
and petroleum jelly is used to 

produce candles and lubricants.
The less palatable waste streams 
will be diverted to Interwaste’s 
blending plant, which it operates in 
a joint venture with cement maker 
Lafarge. In a first for South Africa 
it will produce a coal substitute 
that will be used by Lafarge in its 
cement kilns.

“Finding alternative uses for waste 
will become increasingly common,” 
says McNeil. “In South Africa the 
market related price of waste 
disposal is increasing and this is 
making alternative technologies like 
waste-to-energy plants increasingly 
economically viable.”

Interwaste’s focus on higher margin 
operations is filtering through to 
the bottom line. In its results to 
December 2014, the company grew 
revenue by 21%, operating profit 
by 67%, profit after tax by 60% and 
headline earnings by 50%.

Source: Bloomberg
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At earnings per share level the 
growth figures were lower (11.2cps, 
up 31% from 8.5cps in the previous 
comparable period) as a result of 
the increased number of shares in 
issue following the capital raisings 
in 2013 and 2014. In 2013 the 
company raised R50 million and last 
November it raised a further R91 
million through share placements.

Hubbard expects earnings for 2015 
to increase by 13.6% to 12.5c. “This 
is slower growth than we would 
have expected, but manufacturing 
in SA has slowed down.”

This is not a major concern. “This 
is a different company to what 

Revenue
2014

Operating 
profit 2014

Revenue
2103

Operating 
profit 2013

Waste 
management 676   330 46 024 529   761 23 736

Compost 
manufacture 40   989 (1 215) 42   855 (6 553)

Landfill 
management 117   155 39 207 115   626 33 269

TOTAL 834   474 84 016 688   242 50 452

it was four to five years ago,” he 
says. “It was always innovative 
and entrepreneurial, but there 
were ongoing accounting issues – 
impairments and write-offs. These 
have been resolved.

“We have put in proper accounting 
systems, changed auditors and 
added some corporate governance,” 
adds Broodryk. “We don’t fight the 
numbers anymore.”

The management team has also 
turned its attention to geographic 
expansion and has established 
bases in Mozambique, Tanzania 

and Kenya. “There is so much 
opportunity – from the oil industry 
as well as other multinationals,” 
says McNeil. “None of those 
countries have hazardous waste 
facilities – yet all of them are 
producing it.”

The market is there, and is growing. 
With the right combination of 
scientific advancement, capital 
allocation and progressive sales 
Interwaste should continue to enjoy 
annual double-digit growth.

Not bad for a company on a PE 
of  10.8. ■

We could drive earnings up tomorrow if we stopped 
investing in greenfield operations for the future, 
André Broodryk, group financial director

"
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as well as other multinationals,” 
says McNeil. “None of those 
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facilities – yet all of them are 
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The market is there, and is growing. 
With the right combination of 
scientific advancement, capital 
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Not bad for a company on a PE 
of  10.8. ■

We could drive earnings up tomorrow if we stopped 
investing in greenfield operations for the future, 
André Broodryk, group financial director

"
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Top performing real estate funds to 31 May 2015

Fund 5 Year annualised 
total return

Absa Property Equity Fund A 24.50%

Plexus Wealth BCI Property Fund 22.29%

Coronation Property Equity Fund 21.06%

Ashburton Multi-Manager Property 
Fund B1 20.70%

Prudential Enhanced SA Property 
Tracker Fund 20.59%

Investec Property Equity Fund A 20.47%

Catalyst SA Property Equity PSG 
Fund A 20.44%

Stanlib Property Income Fund A 20.31%

Old Mutual SA Quoted Property Fund 20.04%

Stanlib Multi-Manager Property 
Fund A 19.91%

FTSE/JSE SA Listed Property Index 20.83%

South Africa real estate fund 
category average 19.22%

DEVELOPING 
THEMES FOR 
INVESTORS TO 
WATCH.
Returns from listed property in 
South Africa have been outstanding 
over the last ten years. The 
sector has delivered compound 
annual growth of just under 21% 
since 2005.

Most analysts are warning that 
investors should get used to the 
idea of more muted growth from 
here, but the diversification benefits 
of the asset class nevertheless 
make it an important consideration 
when building a balanced portfolio.

Traditionally it has been quite hard 
for fund managers to generate high 
levels of out-performance in this 
sector, as it is narrow and highly 
concentrated. The two biggest real 
estate investment trusts (REITs), 
Growthpoint and Redefine, have 
tended to dominate both the 
index and portfolios, and there 
has been little room for managers 
to differentiate themselves as the 
smaller counters have been too 
illiquid to use extensively.

As the sector has developed, 
however, some fund managers 
have also started to be more 
benchmark agnostic. Different 
portfolios have started to take on 
individual characteristics.

If one looks at the four top-
performing funds for the year-to-
date, as an example, not one of 
them includes Growthpoint in their 
top five holdings. Only one has 
Redefine among its top five.

These strategies have been able to 
generate significantly better returns 
for investors, although some 
question whether these managers 
are not taking on excessive 
levels of risk to achieve this. The 
proof will be in whether their 
performance is sustainable over the 
long term, particularly periods of 
market weakness.

Taking a more extended view of the 
category, then, the adjacent table 
lists the best listed property funds 
over the last five years: 

The Absa and Plexus funds that top 
this list are two of those that have 

begun to build portfolios that look 
very different to the index. In both 
cases, it has only been over the last 
18 months that they have really 
managed to do this successfully.

At the start of 2014, both funds 
were under-performing the index 
over a three year cycle. Over the 
last 12 months, however, they have 
generated returns of 53.38% and 
44.65% respectively, against the 
31.73% shown by the benchmark.

As these funds have started to look 
at the opportunity set differently 
they have therefore managed to 
produce some significantly higher 
returns. That has boosted their long 

term numbers even though the 
excess performance is actually a 
quite recent phenomenon.

The Coronation Property Equity 
Fund is the only other one to out-
perform the benchmark over this 
period, but its portfolio has a more 
recognisable bent. Growthpoint, 
Redefine and Hyprop are its three 
largest holdings.

Taking a longer term view, the 
below table shows the top 
performers over the last ten years.

Source: Morningstar
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Top performing real estate funds to 31 May 2015

Fund 10 Year annualised 
total return

Investec Property Equity Fund A 20.57%

Stanlib Property Income Fund A 20.40%

Catalyst SA Property Equity PSG 
Fund A 19.94%

Stanlib Multi-Manager Property 
Fund A 19.77%

Investment Solutions Property 
Equity Fund A 19.72%

FTSE/JSE SA Listed Property Index 20.71%

South Africa real estate fund 
category average 18.30%

Investec Property 
Equity Fund Top 5 

holdings
Stanlib Property Income 

Fund Top 5 holdings

Growthpoint 20.40% Growthpoint 22.29%

Redefine 15.00% Redefine 12.99%

NEPI 10.50% NEPI 10.12%

Hyprop 8.60% Hyprop 10.10%

Capital 7.70% Capital 6.40%

Top 5 
weighting 62.20% Top 5 

weighting 61.90%

Only five funds are included in this 
list, as only 15 of the funds in this 
category have track records that go 
back a decade.

Over this longer period it becomes 
even more apparent how difficult it 
has been for managers to generate 
out-performance in this sector. Not 
a single fund has beaten the index 
over this time.

Another illustration of how 
managers in this category struggle 
to differentiate themselves is the 
below comparison of the Investec 
and Stanlib portfolios according to 
their latest fact sheets:  
(See: Graph 2). 

There are differences in these 
portfolios in their smaller positions, 
but essentially the bulk of their 
holdings look very similar.

Over the next few years, it will be 
very interesting to watch whether 
those asset managers that have 
started to build very different 
looking portfolios will be able to 
build on their recent momentum, 
or whether the funds that stay close 
to the index repeat their long term 
performance. With the dynamics of 
the market changing, this will be a 
key theme for investors to watch in 
this category.

There are differences in these 
portfolios in their smaller positions, 
but essentially the bulk of their 
holdings look very similar.

Over the next few years, it will be 
very interesting to watch whether 
those asset managers that have 
started to build very different 
looking portfolios will be able to 
build on their recent momentum, 
or whether the funds that stay close 
to the index repeat their long term 
performance. With the dynamics of 
the market changing, this will be a 
key theme for investors to watch in 
this category. ■ 27
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Coronation Balanced Plus Fund

In Out

Richemont Coronation Africa Fund

Northam Platinum Impala Platinum

Standard Bank Palladium 
ETF SABMiller

Steinhoff

Up Down

Capital & Counties MTN

Coronation Global Emerging 
Markets Fund

Coronation Global 
Opportunities Equity Fund

Intu Properties

Attacq

Redefine

CORONATION 
BALANCED PLUS 
FUND AND 
PRUDENTIAL 
BALANCED FUND.
Over the last decade balanced 
funds have become the preferred 
investment vehicle for investors 
in South Africa. Many people 
have opted to leave their asset 
allocation decisions to professional 
fund managers.

Multi-asset high equity funds have 
become so popular that this is now 
comfortably the largest unit trust 
category in the country. Over a fifth 
of all the money invested in local 
collective investment schemes is in 
these funds.

The Coronation Balanced Plus Fund 
and Prudential Balanced Fund are 
two of the established long-term 
performers in this category. And 
gauging how they are allocating 
their capital gives a good idea of 
how some of the country's top 
fund managers see the current 
investment environment.

(See: Table 1)

What is interesting is that a lot of 
activity in this fund has been in the 
listed property sector. Coronation 
has increased its exposure to 
locally-listed international real 
estate counters Capital & Counties 
and Intu, as well as South African 
companies Redefine and Attacq.

Overall, the weighting it gives to 
listed property increased from 
9.89% at the end of March last year 
to 12.06% this year. Looking over 
an even longer period, the fund has 
grown its property exposure from 
5.86% mid-way through 2013.

The fund has also re-jigged its 
international equity holdings 
somewhat by moving out of its 
in-house Africa fund in favour of 
increased exposure to emerging 
and developed markets. Overall, its 
foreign equity exposure increased 
over the 12 months, most notably 
through its Global Opportunities 
Equity Fund. Coronation has had its 
foreign equity exposure close to the 
25% limit for some time.

Locally, it is worth noting that 
the fund has sold out of Impala 

Table 1, Source: ProfileData

Platinum in favour of Northam 
Platinum. Northam has been one 
of the few resource counters to 
have avoided the slump in the local 
sector. It is around 65% up over 
the last three years. Impala, on the 
other hand, is over 55% down over 
the same period.

It is also interesting that Coronation 
has increased its local equity 
exposure notably since 2013. From 
33.85% of the fund in June 2013 it 
dropped to a low of 30.89% at the 
end of September 2014, but has 
since grown to 38.96%.
In terms of overall asset allocation, 
the most significant change in the 
portfolio since 2013 is that the 
fund's cash holding has reduced 
significantly from 22.85% to 5.93%. 
Largely that has been used to 
increase Coronation's exposure to 
local bonds (See: Graph 1).

The most notable thing about the 
Prudential Balanced Fund is how 
little it has changed over the year. 
Even in terms of overall asset 
allocation, there has been very 
little shift between March 2014 and 
March 2015.

On one level this might surprise 
investors who expect active 
managers to always be 'doing 
something'. If they aren't buying 
and selling, does that show 
that they don't have any good 
ideas? How are they creating 
excess returns if they don't 
change anything?

However, sometimes the most 
important decision in portfolio 
management is to do nothing. 
The nature of the market has not 
changed dramatically in the last 12 
months and a fund that was already 
optimally positioned wouldn't have 
really needed to alter its asset 
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Table 2, Source: ProfileData

Prudential Balanced Fund

In Out

Up Down

Naspers Anglo American

BHP Billiton

Lonmin

MTN

SABMiller

Sasol

allocation. So rather than a lack of 
ideas, this might rather show that 
the fund managers are comfortable 
with how they have allocated their 
capital and are confident that there 
are no better options.

Taking a slightly longer term view 
from June 2013, however, the 
fund has reduced its local equity 
exposure slightly from 44.60% 
to 40.04%. At the same time, the 
weighting it gives to local bonds has 
grown from 11.36% to 14.93%.

In terms of its specific holdings, 
there has been a noticeable 
reduction in its exposure to 
resource counters. The most 
significant move was however the 
increase in its position in Naspers, 
from 4.21% of the fund last year to 
6.47% (See: Tablez 2). ■

Graph 1 - The above chart illustrates asset allocation changes within the Coronation 
Balanced Plus Fund from 2015 back to 2013.

Graph 2 - The above chart illustrates Prudential's asset allocation changes from  
2015 back to 2013.

The most notable thing 
about the Prudential 
Balanced Fund is how
little it has changed 
over the year.
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WHAT THE FUND 
MANAGERS ARE 
SAYING.
The property sector, South Africa’s 
best performing asset class over the 
past 20-odd years, hit a wobble in 
May retreating, along with equities, 
from highs that saw the property 
index fall roughly 10% in a matter 
of weeks.

What does this mean? Is this the 
end of the listed property bull run? 
Have macro-factors turned against 
property? Or are there now buying 
opportunities for the brave?

Moneyweb spoke to a number of 
property fund managers to get their 
take on what is happening in the 
property market.

“This correction was not 
unexpected, we had been warning 
that the sector valuations were 
looking steamy the last few 
months,” says Mohamed Kalla, 
portfolio manager at property 
specialists, Sesfikile Capital.

Earlier this year bond yields started 
to move up from previously 
low levels, but property kept on 
going – this should have been a 
warning sign. “This may have had 
something to do with the inclusion 
of companies like Hyprop, Resilient, 
Attaq in global indices,” says Keillen 
Ndlovu and Head: Listed Property 
Funds, Stanlib. “This attracted index 
trackers into the market between 
February and May, and helped drive 
demand – even in an environment 
that was starting to look volatile.”

 
Volatility, they say, should be 
expected. Some investors have 

Figure 1: Source:  I-Net Bridge 30 June 2015

this notion that listed property 
is not volatile, says Evan Robins 
manager of the Old Mutual SA 
Quoted Property Fund. While SA 
Reits offer an attractive investment 
proposition, in the short term they 
are inherently volatile. “The primary 
driver in this latest sell-off was not 
property issues, but the macro-
economically determined increase 
in bond yields, off which property 
is valued. Property benefitted when 

these bond yields fell – at one point 
to extreme levels, but with bond 
yields now rising, investors are 
getting nervous.

Does that mean its time to get out 
of property?

“A 20% return is not the norm. 
Past returns were a result of all the 
stars being aligned. These included 
positive property fundamentals and 
supportive capital markets,” says 
Paul Duncan, investment manager 
with specialist real estate investor 
Catalyst. “The stars have come 
out of alignment and we may see 
further correction, but it does not 
mean the sector will not do well. I 
would say investors could expect 
returns of 10% to 12% a year on a 
five year view. But investors need 
to be comfortable with short term 
share price volatility”

Has the correction generated 
buying opportunities?

Prices are coming in at healthier 
levels, says Robins, but they are 
still not cheap. In the short term 
consensus is that bond yields could 
rise further, settling at 8.5% to 
9% at year-end, which will have a 
negative impact on capital returns 
for property.

The market could still pull back 
another 5% to 10% as a function of 
bond yields rising, but now is not 
the time to panic, says Kalla. Instead 
it is time to be rational and strategic 
in your investment approach. 
“The lower prices allow investors 
to pick up higher yields; there are 
good quality stocks offering 8% to 
9% distribution yields that are still 
growing ahead of inflation,” he says.

Evan Robins

Mohamed Kalla

Keillen Ndlovu

Paul Duncan
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to be comfortable with short term 
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In South Africa property 
fundamentals are tough and 
distribution growth is expected 
to slow, thus SA-based property 
companies like Vukile, Emira, SA 
Corporate and Redefine pulled back 
harder in the correction.

That said, difficult local conditions 
are encouraging investors 
to look at companies with 
offshore investments.

 

LOCAL VS 
OFFSHORE LISTED 
NET PROPERTY 
FLOWS YTD
(See: Figure 2 - Stanlib).

“We have seen more increased 
offshore appetite from our 
investors. Offshore property 
offers better opportunities,” says 
Ndlovu. “The valuations are more 
attractive and the fundamentals 
are strong (declining vacancies, 
good rental growth, and improving 
economic growth (US, UK).” He 
adds that offshore property 
offers more diversification, not 
only across regions but across 
sectors not typically found in South 
Africa like hospitals, storage, data 
centres, hotels, residential, timber 
plantations and prisons. Currency 
diversification is another factor.

Of course South African companies 
have a patchy track record when it 
comes to investing offshore, making 
local fund managers wary of the 
current enthusiasm for  
offshore expansion.

“I understand the drive,” says 
Duncan. “Companies are battling 
to get sustainable earnings growth 
from the SA core portfolios. The 
SA listed property index one year 
forward consensus distribution 
growth is about 9%. If you 
unpack this, SA centric portfolios 
are delivering mid-single digit 
distribution growth but what is 
driving the average closer to 9% are 
those funds with offshore assets 
benefitting from stronger offshore 
property fundamentals and  
rand weakness.”

Yet the Catalyst team is not a big 
fan of SA firms going offshore 
regardless. “You need an 
established platform; you need to 
know the market. Real estate is 
about understanding fundamentals 
and being on the ground. I fear that 

Figure 2: Source: Stanlib

in three to five years some of these 
companies may find they have 
bought a lemon.”

Ndlovu is inclined to agree. 
“Most SA property players have 
been prudent in their offshore 
acquisitions. But they are not the 
only ones with a cheque book. They 
need to be careful not to overpay 
or buy up the portfolios others 
are dumping.

Of the offshore plays, New Europe 
Property Investments, better 
known as Nepi, remains a favourite. 
““We think that Nepi has a strong 
investment case,” says Kalla. “It has 
a large development pipeline with 
access to cheap funding, which 
should see the fund continue to 
deliver double-digit distribution 
growth into the medium term. They 
have established themselves as the 
dominant retail player in Romania.”

Investec Australia with its low 
gearing and low cost of capital 
is another favourite, as is UK 
developer Capital and Counties.  
“We are optimistic about 
them,” Kalla says. “We like the 
fundamentals in the UK, particularly 
central London which bodes well 
for CapCo.”

Of the mid caps, Vukile and SA 
Corporate feature strongly. Their 
yields of 8.5% are very attractive 
in this environment. Hyprop, with 
its portfolio of dominant shopping 
centres is a defensive stock that 
will continue to show good growth, 
despite the fact that it looks a little 
expensive on a 5% yield

While most of the fund managers 
tend to hold investments through 
the cycle, the team at Sesfikile 
used the pull back to generate 
some alpha. “We were sitting on a 
bit more cash than usual because 
we had sold out of some stocks,” 
says Kalla. “For instance we bought 
Pivotal at R17 on listing, sold it at 
R25 and bought back in at R22. In 
this market you have to be active, 
property is a low alpha sector, 
so we are using the volatility to 
create alpha (returns ahead of 
a benchmark).

Whether you choose to trade, or 
stay invested through the cycle, 
property should be part of a 
diversified portfolio, says Robins. 
Listed property is for the long-term 
and in the short-term – certainly in 
a world of volatile global interest 
rates – the ride may be bumpy 
although the final destination 
should be worth it. ■
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WHICH FUNDS 
ARE ATTRACTING 
INVESTOR MONEY?
As South African investors grow 
more sophisticated, they are better 
understanding the benefits of 
looking offshore. The importance 
of diversification and the wider 
universe that international 
markets offer are something that 
many investors now see as a 
vital consideration.

They also appreciate that you don't 
need to take money offshore to 
get international exposure. Many 
South African asset managers offer 
rand denominated funds with a 
global mandate that are as simple 
to invest in as any local unit trust or 
exchange-traded fund.

Although not all asset classes have 
been equally attractive, in general 
local investors are increasing their 
exposure to global funds. Overall 
there have been net inflows of over 
R3 billion into global unit trusts and 
exchange-traded funds over the 
last year. That is opposed to overall 
net outflows of more than R4 billion 
from domestic funds over the 
same period.

Fund flows to 31 May 2015

Sector Six month 
net flows

One year 
net flows

One 
year 

change

Global – Equity – 
General R1.6 billion R888 million 1.90%

Global – Multi 
Asset – Flexible R593 million R1.7 billion 15.01%

Global – Multi 
Asset – High 

Equity
-R902 
million R475 million 2.85%

Global – Multi 
Asset – Income -R17 million -R51 million -5.04%

Global – Multi 
Asset – Low 

Equity
-R1.3 billion -R1.5 billion -35.89%

Global – Multi 
Asset – Medium 

Equity
-R17 million -R46 million -5.78%

Global – Real 
Estate - General R743 million R1.6 billion 51.52%

The below table shows the flows into a selection of the main global fund 
categories between 1 June 2014 and 31 May 2015.

Source: ProfileData

Overall there 
have been net 
inflows of over 
R3 billion into 
global unit 
trusts and 
exchange-
traded funds 
over the 
last year.
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Fund flows to 31 May 2015

Sector Six month 
net flows

One year 
net flows

One 
year 

change

Old Mutual 
Global Equity 

Fund
R1.1 billion R1.7 billion 36.32%

BCI Best Blend 
Global Equity FoF R1.1 billion R1.0 billion 124.80%

Coronation 
Global 

Opportunities 
Equity [ZAR] FF

-R190 million R961 million 21.38%

Absa 
International 

Fund
R252 million R291 million 122.88%

DB x-trackers 
MSCI World Index 

ETF
R261 million 12.14%

Satrix MSCI 
World Equity 

Index FF
-R36 million R235 million 257.38%

Investec Global 
Opportunity 
Equity FoF

R228 million R222 million 26.36%

Investec Global 
Opportunity 
Equity FoF

R40 million R160 million 2.87%

Foord Global 
Equity FF R27 million R123 million 1566.09%

Source: ProfileData

THE GLOBAL EQUITY FUND PICTURE
Looking at the global equity general category specifically, the below table 
shows the funds that have enjoyed the highest net inflows over the 
last 12 months:

The Old Mutual Global Equity Fund 
has been the stellar performer in 
this category over the last five years 
and it's therefore not surprising that 
it is attracting the largest share of 
new assets. It has now overtaken 
the Nedgroup Investments offering 
as the second largest fund in this 
category, although it is still only 
a little more than half the size of 
the Allan Gray Orbis Global Equity 
Feeder Fund.

The funds flowing into the BCI Best 
Blend Global Equity FoF are less 
easy to explain on a performance 
basis, as it is delivered returns 
both below the benchmark and 
the category average. The inflows 
have all been over the last two 
months, which would indicate 
that it is a large tranche from an 
institutional client.

It is noteworthy 
that two index
trackers make 
this list...

…inflows are 
almost entirely 
from retail 
investors.

The Coronation Global 
Opportunities Equity [ZAR] Fund is 
another top performer over the last 
five years. It has grown its assets 
to now just behind the Nedgroup 
Investments Fund and may soon 
move ahead of it as the third largest 
fund in this category.

 It is noteworthy that two index 
trackers make this list. There is 
hardly any institutional money in 
either the DB x-trackers MSCI World 
Index ETF or the Satrix MSCI World 
Equity Index Feeder Fund, which 
means that these inflows are almost 
entirely from retail investors.
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Fund flows to 31 May 2015

Sector Six month 
net flows

One year 
net flows

One 
year 

change

Allan Gray Orbis 
Global Equity FF -R1.2 billion -R688 

million -5.01%

Old Mutual 
Global Emerging 

Markets Fund
-R241 
million

-R169 
million

-11.45%

Investec 
Worldwide Equity 

FF
-R332 
million -R123 million -3.65%

SIM Global Best 
Ideas FF -R40 million -R92 million -13.83%

Sanlam Global 
Equity Fund

-R100 
million -R88 million -8.70%

On the other end of the scale, the below table shows the funds that have 
experienced the largest net outflows over the last year:

Source: ProfileData

The Satrix product only launched in 
October 2013, but it has very quickly 
gained favour. The x-trackers 
product has been available for 
much longer and already has nearly 
R3 billion under management, 
making it the seventh biggest fund 
in this category.

Another point of interest is that the 
Foord Global Equity Feeder Fund 
only launched in May last year. The 
percentage growth is therefore 
irrelevant, but it's noteworthy that 
Foord's reputation has allowed 
them to grow this fund so quickly.

The Allan Gray Orbis Global Equity 
Feeder Fund stands out on this 
list. The fund performed poorly in 
2014 and investors clearly showed 
their dissatisfaction. However, it 
is worth noting that for the first 
five months of 2015, the fund has 
out-performed its benchmark and 
is one of the top performers in this 
category for the year-to-date.

While the outflows from the fund 
are significant in absolute terms, 
they are also only 5% of its assets. 
The fund therefore remains the 
largest in this category by quite 
some margin. ■
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ARE EXPENSIVE 
MARKETS 
NECESSARILY A 
BAD INVESTMENT?
The refrain every investor has been 
hearing for a long time now is that 
the equity market is expensive. The 
FTSE/JSE All Share Index is currently 
trading at a price-to-earnings (PE) 
multiple of close to 18, while it's 
long term average is 15.

This has made many investors wary 
of committing money to the stock 
market. Research clearly shows that 
from these levels the likelihood is 
that returns could be lower.

However, investors should also 
be wary of letting short term 
noise affect their long term asset 
allocation. Just because equities are 
expensive, does not mean that the 
alternatives are better.

Anthony Rocchi, portfolio manager 
at Rexsolom, makes this point and 
argues that it is not always irrational 
to pay a high PE. He has conducted 
an analysis on the performance of 
the S&P 500 from 1929 to 2014 that 
reveals some interesting data.

THE S&P 500 OVER 
THE LAST 85 YEARS
The long term average PE of the 
S&P 500 over that period was 
between 17 and 18. But that doesn't 
mean that anyone paying a PE 
above that made a bad decision.

“If an investor had invested a 
sum in the S&P 500 during any 
year with a PE higher than 18 and 
remained invested for 10 years 
their average compounded annual 
growth rate would be 6.5%,” he 
says. “This doesn't seem like a wise 
strategy, until you compare it to the 
alternative. Investing in US Treasury 
10 year bonds until maturity 
would have delivered an average 
achievable yield of 4.9% if the same 
starting point is taken.”

His point is that paying a PE can 
be a rational choice compared to 
the alternative if one accepts the 
higher risk.

“I don't want to demote considering 
the PE because its a very real thing,” 
Rocchi says. “But if it's all you are 

thinking about you are taking a very 
one dimensional  
view of value, which has many 
dimensions to it.”

His advice to investors is therefore 
to take a more holistic view of 
what it means to be in a period of 
expensive markets.

“You should be cautious because 
there is a limit to how expensive 
the market can get,” says Rocchi. 
“But the market can also stay 
expensive while generating 
acceptable returns.”

He points out that this is exactly 
what we have experienced over the 
last few years.

“For years now commentators have 
been saying that a crash is nigh, 
but it hasn't come to pass,” he says. 
“And if you've been a deep value 
investor only buying low PE stocks, 
chances are you've been sitting 
out one of the biggest bull runs in 
a century.”

Figure 1: Source:  Rexsolom

THE MISLEADING 
LONG-TERM 
AVERAGE
Rocchi makes the point that the 
long term average PE of a market 
should not be confused with 
'normal'. It is wrong to believe 
that markets trade at an average 
PE most of the time, only to 
deviate one way or another during 
exceptional periods.

“The long term average PE of the 
S&P 500 at 17 to 18 is misleading 

because it is simply a midway point 
between two extremes,” Rocchi 
explains. “As the market oscillates 
between highs and lows it moves 
through the midway point. It 
doesn't always hang around there.”
The below chart showing the trailing 
PE of the S&P 500 between 1939 
and 2014 illustrates this point.
(See: Figure 1 - S&P500 Trailing PE).

Rocchi argues that this also shows 
that buying the market at high a 
high PE or a low PE is not a one-
way bet.

“It might be intuitive to think that 
if you buy below average and sell 
above average you're doing the 
right thing,” says Rocchi, “But the 
average is just the midway point. It's 
not mean reverting.”

Importantly, there are long periods 
where the market has remained 
either cheap or expensive.

“For instance, if you had bought at 
average or just below in 1947 you 
would have had to wait until 1959 
before you got back to average 
again,” Rocchi says.

IS THERE AN 
'APPROPRIATE' PE?
A third important discovery of 
Rocchi's analysis was that an 
extended period of high PE can 
produce comparable returns to a 
low PE environment. This is because 
there are other factors in play – 
economic growth and interest rates 
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Figure 2: Source:  Rexsolom

 – as the table illustrates:
(See: Figure 2).

“Between 1961 and 1969 the 
economy in the US was on fire, 
but the returns during that period 
weren't stellar and PEs actually 
contracted,” says Rocchi. “The 
market actually delivered returns 
similar to those in the low growth 
environment between 2008 to 2014.

“So you would have made 
comparable returns off completely 
different PE levels and in vastly 
different growth environments,” he 
says. “That has to tell you that the 
market isn't one dimensional.”
Rocchi believes that the message 
for investors is buying an 
expensive market is not always an 
irrational choice.

This doesn't seem like a wise strategy, until you 
compare it to the alternative,
Anthony Rocchi, Rexsolom

"
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Figure 1: Source:  Rexsolom
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AVERAGE
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Figure 2: Source:  Rexsolom

 – as the table illustrates:
(See: Figure 2).

“Between 1961 and 1969 the 
economy in the US was on fire, 
but the returns during that period 
weren't stellar and PEs actually 
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market actually delivered returns 
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Rocchi believes that the message 
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This doesn't seem like a wise strategy, until you 
compare it to the alternative,
Anthony Rocchi, Rexsolom
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BEWARE OF TOO 
LITTLE, TOO LATE
When a company in which you’re 
invested has a rights issue, do 
you conduct your own analysis; 
take your lead from the large 
institutions; or simply ignore the 
event, unconcerned that your 
shareholding gets diluted to 
another infinitesimal decimal point?

A rights issue enables a company 
to raise capital from existing 
shareholders. They are awarded 
rights to acquire additional shares 
in a set ratio to their existing 
holding and at a set price. They 
can exercise those rights, let them 
lapse, onsell them, or go for a 
combination of these options.

Richard Court, analyst at RECM 
explains that rights issues can 
broadly be separated into two 
distinct camps. “The first type 
relates to capital raising that will 
grow or expand a healthy business, 
and these tend to be popular with 
the market. The second group is 
rights issues that recapitalise a 
distressed business that cannot 
further access funding from debt 
providers. It then has to look to 
shareholders as capital providers 
of last resort and the rights 
issue enables it to continue as a 
going concern.”

A frequently used and simple way 
for investors to assess a rights offer 
is to compare the price at which the 
new shares are issued to the ruling 
share price. One private investor 
explains his practice is to always 
follow the right – being already 

As a value investor, RECM’s 
evaluation of a rights offer goes 
far beyond a simple comparison 
of offer to market price. “Our 
methodology is to compare the 
price of the rights relative to the 
intrinsic value of the company after 
the new shares have been issued” 
says Court. “If the rights offer price 
is below this intrinsic value, post 
the issue, the next step would 
usually be to follow the rights. This 
approach builds in the likelihood 
of recapitalisation of the business 
into the intrinsic valuation, and also 
considers any negative impacts of 
the rights issue. The premise here 
is that a shareholder following his 
rights will be giving up less than 
what he receives back after the 
rights issue.”

Rights offers for growth are 
well received, in contrast to the 
rescue type. Keith Mclachlan, fund 
manager at Alpha Wealth, highlights 
that rights issues in the small 
cap segment can be particularly 
challenging in this regard, and he 
points out Gijima as a small cap 
rights issue that did not go well, 
coming to the market twice in as 
many years.

As a general rule, if a small cap 
is doing a survival rights issue, 
I would not only consider not 
following it - but reconsider why 
I am still holding on to this 
stock at all?
Keith Mclachlan, AlphaWealth

"

invested in the company, and 
obviously liking it – as long as there 
is a discount to the market price. 
But something which often irks him 
is that by the time the rights offer 
closes, the market price has sunk 
down towards the rights offer price. 
“I see this quite frequently – even in 
deeply discounted offers – and this 
downward drift obviously makes 
the rights issue less attractive.”

“As a general rule, if a small cap is 
doing a survival rights issue, I would 
not only consider not following 
it - but reconsider why I am still 
holding on to this stock at all?” says 
Mclachlan. “These poor quality 
companies are doing rights issues 
because no one else is willing to 
lend to them, so why should you 
give them your money? In these 
instances your funds that follow 
a rights issue are comparable to 
buying duct tape to try and patch a 
sinking ship.”

The private investor interviewed 
gave comment that companies 
engaging in recovery or survival 
rights issues often come to the 
market way too late. “Management 
delays the capital raise until the 
company is in real trouble. This in 
turn affects the pricing and ratio of 
the rights offer, and shareholders 
are unfairly asked for a bigger 
relative contribution because of 
the delay.”

Quite offensive to shareholders is 
a second rights issue, also known 
as the ‘double tap’. “For distressed 
companies, there is a tendency 
to underestimate problems, and 
therefore to under-raise on the first 
offer, so a second one becomes 
inevitable” says the private investor.

Compounding this is that when the 
first offer is in the works, executives 
can be too focused on discussions 
with lenders and risk neglecting the 
operational side of the business. 
The private investor laments that 
as a shareholder you can clearly 
see another rights offer coming 
further down the line, and this will 
have to be aggressively discounted. 
“That first offer should be large 
enough to recapitalise and stabilise 
the business, and management 
should be competent and focused 
enough to ensure this funding 
does the job. A business cannot 
gain traction for recovery when 
inadequate funding is dribbled in 
overtime and management is not 
operationally focused. ”

The private investor cites Ellies, 
in his view, as an example of 
a company which should have 
conducted its first rights issue at 
an earlier stage, perhaps when the 
share was trading at around R6. 
“Now we have a second rights offer 
at a mere R1.10.”

Richard Court reflects on the 
well-publicised ABIL decline and 
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the consequential rights issues 
required by this business. “When 
the unsecured lending market 
started to turn down in 2013, we 
took an interest in ABIL which 
had been sold off dramatically. 
Our valuation metrics specifically 
factored in the November 2013 
rights offer, which we followed. But 
we underestimated two matters – 
the size of the rights issue that was 
required, as well as the large loan 
impairments in the business.”

With ABIL in mind, he cautions it’s 
important to determine whether the 
challenges the business faces have 
led to a permanent impairment to 
the future cash flows that underlie 
intrinsic value. “If this is the case, a 
further capital injection won't lead 
to a better outcome, and we'd be 
pouring good money after bad.”

When a company has specific 
funding problems or hits a 
particularly bad patch in its 
operating cycle, but remains an 
intrinsically good business that can 

recover, investors tend to have 
sympathy and follow their rights. 
Court highlights one such example. 
“In mid-2014, JD Group engaged in 
a rights issue in order to redeem 
outstanding convertible debentures 
and strengthen its balance sheet. 
The credit retail industry that JD is 
exposed to was (and still is) going 
through a tough time. The rights 
issue price of R25 was below our 
estimate of intrinsic value post the 
transaction, and accordingly we 
followed these rights. In May 2015 
the JD Group is in the process of 
being fully acquired at R34/share by 
controlling shareholder Steinhoff.”

Rights issues for growth are an 
entirely different animal. As a small 
cap specialist, Mclachlan often sees 
these corporate events in young 
companies. “These are emerging 
operations that are growing so fast 
they are straining their balance 
sheets and need to turn to the 
market for funding - hence the 
likely reason for their original public 
listing. The rights issue will allow 

them to manage the solvency and 
liquidity risk of their fast growing 
balance sheets. As a shareholder, 
your rights funding will go into 
assets that generate revenue 
and profitability.”

In this category, Mclachlan cites 
small cap Curro as a favourable 
example. RECM points out Invicta 
and Discovery as companies which 
have had rights issues leading to 
demonstrable growth and value 
creation, and Court points to 
the Mediclinic announcement of 
a rights issue that will fund the 
acquisition of Spire Healthcare.

In considering a rights offer, it’s 
also important to observe what 
company directors, management 
and large private shareholders 
are doing. “I want these guys to be 
following all of their rights” says the 
private investor. “It is very telling if 
they are not willing to commit their 
own funds – and in full.” ■
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GLOBAL FUND 
MANAGERS DIFFER 
ON RUSSIAN 
OPPORTUNITIES.
Despite the country’s dire economic 
situation, a crash in oil prices and 
sanctions, the Russian stock market 
outperformed many of its peers in 
the early part of this year – albeit off 
a relatively low base.

The MICEX Index has retreated 
quite significantly from the highs 
reached in February, but was still up 
roughly 17% over one year towards 
the end of June, notwithstanding 
the turmoil.

But while some global fund 
managers argue that the country 
offers stock specific opportunities 
that are too cheap to ignore, others 
have given Russia the cold shoulder.

Glenn Silverman, chief investment 
officer at Investment Solutions, says 
some managers do not want to buy 
Russian stocks at all, despite the 
fact that prices may be attractive. 
Others say they will only invest if 
appealing opportunities arise. There 
are also fund managers who have 
made the leap.

Where managers do invest, it is 
generally not because they argue 
that Russia is appealing, but rather 
because a specific stock or sector 
offers long-term potential.

Suhail Suleman, portfolio manager 
and analyst in Coronation Fund 
Managers’ Global Emerging 
Markets (GEM) team, says they are 
bottom-up stock pickers and don’t 
believe that investors have to have 
exposure to a specific country.

“We have zero exposure to Taiwan, 
for example, even though it is a 
big part of the GEM universe. Our 
argument is simply that there are 
a few really decent businesses 
in Russia that are so cheap they 
compensate for the significant risks 
involved with investing in Russia,” 
he says.

The exposure to a particular 
share is adjusted to reflect the 
risks involved.

Assuming two companies were 
identical in nature and the valuation 
was similar, a 5% position in Russian 
retailer Magnit could in theory be 
equal to an 8% position in a less 
risky country like India, he says.

The overriding motivation for 
investing is its belief that a company 
is worth significantly more than its 
current share price would suggest, 
using long-term assumptions on 
what the company will earn in 
five years (or longer) and taking 
company-specific risks into account.

“Remember that risk is different in 
different sectors – resources stocks 
can be effectively nationalised 
without recourse (this has 
happened in Russia before). But 
other sectors government has no 

there are a few really decent 
businesses in Russia that are so cheap 
they compensate for the significant 
risks involved with investing in Russia,
Suhail Suleman, Coronation 

Fund Managers

"

real interest in nationalising – think 
of the chaos that would ensue 
if government took over food 
distribution; a situation that could 
likely result in food shortages. 
Venezuela is trying this now, the 
result is hyperinflation and empty 
shelves in supermarkets,” he says.

The Global Emerging Markets 
funds have an overall exposure of 
10% to Russia, 85% of which is in 
food retail, which they believe is a 

lower risk sector in part due to its 
defensive nature and consolidation 
opportunities for the large players.

It also has a small exposure to 
technology (internet) and banking 
stocks in Russia.

Suleman says aside from the fact 
that their valuation models show 
that the shares are cheap – each is 
attractive for different reasons.

“One is the ‘Google’ of Russia. 
We like search engines because 
a dominant one tends to attract 
a disproportionate share of 
advertising, and advertising is 
increasingly moving online in 
Russia,” he says.

Another holding is a popular 
internet portal, e-mail provider 
and online games developer that 
also owns Russia’s preferred social 
networking sites.

It also has a small position in 
Russia’s largest bank, which should 
benefit from financial services 
penetration over time (people 
getting credit cards, mortgages etc.) 
and its status as a safe haven in a 
very fragmented domestic banking 
system. Like most of the emerging 
markets, individuals in Russia still 
operate very much in cash-oriented 
manner, he says.

Silverman says one of the managers 
in their portfolios, Pzena, also has a 
fairly sizeable exposure to Brazilian 
energy group Petrobras and its 
Russian equivalent Gazprom. The 
latter is trading on a very appealing 
price-earnings multiple and has 
some of the most attractive 
reserves in the world.

Another one of the managers in its 
portfolio, Orbis, had bought some 
stocks related to the oil sector. 
These shares had a tough time due 
to the Russian discount and the 
lower oil price and while it was part 
of the attraction the short-term 
experience had been quite painful, 
he says.

Some of its other managers don’t 
have any exposure at all.

Prudential M&G has taken a 
position not to invest because of 
the ability of the state to confiscate 
assets and to change the rules for 
political patronage,  
Silverman says. ■
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MOVEMENTS IN 
THE MONTH.
Gold mining stocks have been 
falling after a mini-bull run in 
the first two months of the year 
and their outlook remains bleak 
to terrible.

The gold price fell from $1 220/
oz on 15 May to $1185,50/oz on 
22 June, further depressing prices, 
and with gold miners and unions 
heading into traditionally damaging 
wage negotiations, investors have 
little to cheer about.

April mining production data 
released recently was generally 
positive, with output exceeding 
expectations, but gold and coal 
were excluded from the good news. 
Both commodities fell year on year, 
while overall production numbers 
were pulled up by platinum group 
metals and iron – with the PGM 
numbers looking a lot better due to 
the base effects of last year’s strike.

As a consequence, the JSE’s gold 
index now takes on laggard status, 
alongside the construction sector in 
terms of relative performance over 
the past 12 months (See: Figure 1 - 
minor JSE indices chart).

The retail sector, in contrast, keeps 
surprising to the upside. April retail 
sales grew 3.4% year on year from a 
revised 2.5% in March.

“We were expecting a much weaker 
number given the impact of a 
higher fuel levy and the imposition 
of a 1% tax hike in that month, 
although the tax increase will only 
likely be felt in May numbers as 
salaries are paid at month-end,” 
says Jason Muscat, senior industry 
analyst at FNB.

Given expectations of rising inflation 
and interest rates, he expects retail 
sales to weaken slightly in the 
months ahead and remain under 
pressure next year. “Retailers have 
managed to claw back some margin 
since the last downturn, but with 
the oil price windfall a thing of the 
past, margins are once again likely 
to come under pressure.”

The JSE’s general retailers index 
was climbing steadily until mid-April 
– when it began drifting sideways – 
and has widened the gap over gold 
mining and construction.

Figure 1

Figure 2
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Figure 3

For the major JSE indices, little has changed, with financial, industrial and 
resource stocks all shedding value over the past month (See: Figure 2 - 
major JSE indices chart).

The sell-off off JSE stocks since mid-April – while US stocks held steady 
– has seen the S&P 500 overtake the JSE all share index in terms of 
relative performance. ■

The JSE’s gold 
index now takes 
on laggard 
status, alongside 
the construction 
sector in terms 
of relative 
performance 
over the past 12 
months.
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LETTING AIR OUT 
OF THE CHINESE 
MARKET
Chinese stocks have been taking a 
battering of late, losing more than 
13% in just five trading days to June 
23. However, that follows a 35% 
gain in the Shanghai composite 
index in the year to date or a rise 
of 146% in the past year – more a 
stampede than a bull run.

The Chinese market is a difficult one 
to understand, particularly as its 
movements are often driven more 
by government policy than normal 
market forces. We asked Standard 
Bank’s Beijing-based economist, 
Jeremy Stevens, what was going on. 
The answer is that government is 
letting some air out of the market, 
which it is wont to do from time 
to time.

“The authorities would naturally be 
quite uncomfortable with the speed 
in which equities have increased 
in value this year. While the rising 
market suits the overall policy 
agenda, the fact that valuations 
are so high and margin trading 
has surged so swiftly does not 
reflect the goldilocks scenario 
Beijing desires.”

A worst-case 
scenario 
would be if the 
asset price 
appreciation 
ends up 
limiting the 
policy agility 
here in China,
Jeremy Stevens, 
Standard Bank’s 
Beijing-based 
economist

"

He says the problem is if values 
continue to go higher, it will 
encourage excessive risk that 
has no economic foundations. “A 
worst-case scenario would be if 
the asset price appreciation ends 
up limiting the policy agility here 
in China. Should the state council 
and People’s Bank of China decide 
they need to more aggressively 
support the economy through 
cutting interest rates, they do not 
want that decision to be taken off 
the table because of the impact it 
would have on stock prices. That 
is why they have taken a number 
of administrative actions to let 
a little air out of the market in 
recent months.”

Stevens says the rally has very little 
justification based on economic 
data and the gains are being aided 
by the overall policy dynamic. 
“But from time to time it will be 
advisable for the authorities to 
let some air out. All the while, 
authorities do have considerable 
ability to maintain the rally for some 
time. So it's a correction on some 
scores, but not in the sense that 
economic softness is reflecting in 
market sentiment.”

Commodities, meanwhile, remain 
in the doldrums, with the copper 

price falling from $6 446/ tonne 
on 12 May to $5680/tonne on 
22 June, largely due to the weak 
economic picture in China – the 
largest consumer of the industrial 
metal. That means copper is on a 
par with gold in terms of relative 
performance over 12 months. ■
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The past month saw diverse 
issuances in the credit markets, with 
almost all major sectors making 
an appearance.

A LITTLE-LOVED 
SECTOR
Basil Read raised a cumulative 
R205m this month by privately 
placing numerous floating rate 
notes. While the construction 
company has a national scale rating 
of BBB+ from Global Credit Ratings, 
which is investment grade, the 

pricing on the company’s notes was 
closer to a speculative grade credit.

The company issued R60m in 
three-month senior unsecured 
commercial paper at a yield of 
8.633%. This compares to a three-
month interbank rate of 6.117%, 
implying a credit spread of 251.6bp.

Another R60m in six-month senior 
unsecured paper was issued at 
310bp over the interbank rate 
and R35m in 12-month senior 
unsecured paper was issued at 
385bp over the interbank rate. 
Finally, R50m in three-year senior 
unsecured paper priced at 450bp 
over the interbank rate.

The margins on Basil Read’s recent 
issuance are significantly higher 
than its similar maturity bonds 
issued in July last year, when the 
company priced 18-month paper at 
265bp and two-year paper at 290bp 
respectively over the interbank 
rate. This is unsurprising, given the 
company’s poor performance over 
the past year: a net loss of R821m 
in the year ended December 2014, 
tough economic conditions, project 
difficulties, contract losses, severe 
margin pressure and executive 
upheaval. What is surprising, 
however, is that Basil Read’s credit 

rating has only been downgraded 
once – and only by one notch – 
since its initial rating in 2008.

RETURN OF THE 
BANKS
The past month saw issuance 
from two banks, Standard Bank 
and Nedbank. Standard Bank 
braved a Dutch auction in a R2bn 
subordinated debt offering. The 
bank managed to raise R1bn of 
10-year floating rate notes callable 
in five years at a margin of 350bp 
over the three-month interbank 
rate. Another R1bn was issued 
in the form of 12-year fixed rate 
notes callable in seven years. The 

Overall there 
have been 
net inflows 
of over R3 
billion into 
global unit 
trusts and 
exchange-
traded funds 
over the 
last year.

fixed rate notes priced at a credit 
spread of 360bp above the R2023 
government bond. In both cases 
this was at the upper end of pre-
auction guidance. Although the 
auction was successful, the bid-to-
cover ratio was only 1.3.

Standard Bank is rated AA by 
Fitch on the national scale, and A1 
by Moody’s.

Nedbank raised a whopping R3.8bn 
of unsubordinated unsecured notes 
across various maturities. The 
bank raised R1.4bn in three-year 
floating rate notes at 130bp over 
the interbank rate. Similar maturity 
debt issued by the bank a year ago 
priced at a spread of 90bp. This 
illustrates the trend of widening 
credit spreads on bank debt due to 
market volatility and high volumes 
of bank issuance. The remaining 
R2.4bn was issued across fixed rate 
long-dated bonds with maturities in 
2020, 2022 and 2026.
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STEADY ISSUANCE 
FROM SOES
The Development Bank of South 
Africa (DBSA) issued R75m of 
seven-month senior unsecured CP 
at a credit spread of 74bp over the 
three month-interbank rate, and 
a cumulative R1.4bn of 12-month 
paper at an average spread 
of 94.5bp.

DBSA has a national scale rating of 
AA+ from Fitch. However, DBSA’s 
standalone credit profile does not 
warrant such a high rating for many 
reasons: the bank only returned to 
profitability in 2014, after two years 
of losses; the government had to 
pledge further capital commitments 
of R7.9bn in 2013 to stabilise it; it 
is ambitiously targeting 20% book 
growth (including outside SADC), 
which raises the spectre of future 
impairments; it has a concentrated 
credit portfolio as it is overweight 
government entities (municipalities 
and state-owned entities) and it’s 
overweight energy projects.

The high rating reflects strong 
implied government support 
owing to its 100% ownership 
and the bank’s importance 
in fulfilling the government’s 
development mandate.

In addition, Transnet returned 
to the market, raising a total of 
R1.5bn. On the short end, the 
SOE raised R115m in six-month 
senior unsecured CP and R385m in 

12-month paper, with both being 
zero coupon instruments. Transnet 
also raised R1bn by tapping its long-
dated 2025, 2030 and 2040 bonds.

WESBANK AUTO 
LOANS
Nitro Securitisation 5 raised R2.4bn 
across several notes classed A 
to G. The transaction securitises a 
pool of amortising motor vehicle 
loans originated by Wesbank, a 
division of FirstRand. This is the fifth 
securitisation of Wesbank loans.

It is interesting to note that only the 
Class A, Class B and Class C notes 
are rated investment grade, which 
means that many funds will be 
precluded from investing in the D, E, 
F and G notes – despite the fact that 
the risk of default is deemed low.

EKURHULENI 
ADDS MUNICIPAL 
FLAVOUR
The Ekurhuleni Metropolitan 
Municipality brought some life 
to a sluggish municipal sector, 
issuing R750m in senior unsecured 
fixed rate bonds. The bonds 
are amortising, with R37.5m 
repayable biannually until the 
final instalment in June 2025; this 
structure is a divergence from 
the bullet maturity profile that 
has previously been used by the 
municipalities. Debt instruments 
with bullet profiles required 

municipalities to continually put 
money into a sinking fund in 
order to reduce the refinancing 
risk, which was an inefficient use 
of cash. The amortising profile of 
Ekurhuleni’s latest bonds is a neater 
way for the metro to address its 
refinancing risk.

The funds will be used for the 
city’s infrastructure requirements. 
Borrowing requirements over the 
next three years are expected to 
increase as the metro attempts to 
provide adequate housing, roads, 
electricity, water and sanitation to 
a growing population. Maintenance 
is another important component of 
municipal expenditure.

Other metropolitan municipalities 
with outstanding listed bonds 
are the City of Cape Town, City of 
Johannesburg and City of Tshwane. 
Over the past few years Ekurhuleni 
has been the most consistent of all 
the metros with its term issuance, 
having raised debt every year since 
2010. It has raised a cumulative 
R4.6bn to date.

Ekurhuleni is rated A1 on Moody’s 
national scale. This is after Moody’s 
downgraded the rating from Aa3 
in November 2014, on the back 
of a sovereign rating downgrade. 
The outlook on Ekurhuleni’s credit 
rating is stable, but an uncertain 
macroeconomic outlook, together 
with the anticipated increase 
in borrowings, make it one for 
bondholders to keep a cautious 
eye on. ■ 53
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INFORMED 
LISTENERS PAY 
ATTENTION TO 
WHAT ANALYSTS 
ARE ASKING
It might well be impossible for 
management to avoid price 
sensitive information coming 
out in conference calls. The issue 
grabbed headlines last year when 
the leadership of Aspen learned 
that who you invite to join and what 
you say can have big consequences. 
The pharmaceutical giant faced a 
complaint to the JSE by a maligned 
minority shareholder who was not 
invited to join a conference call at 
which he claimed price sensitive 
information had been discussed. 
The share price fell by 6% on the 
day of the call.

The JSE didn’t find that Aspen had 
flouted the rules, but it can still 
learn from the experience. One 
lesson is to always disclose price 
senstitive information ahead of the 
call. The other is to ensure everyone 
is invited. But what if you can “read” 
the tone of managers to get signals 
on whether you should buy or sell 
the company’s shares? There seems 
to be no way that companies can 
disclose that sort of information 
in advance.

Two finance professors, Paul 
Brockman and Xu Li, delve into this 
question in a recent edition of the 
Financial Analysts Journal. The key 
issue is not so much the prepared 
part of announcements, but the 
question and answer sessions that 
are usually held. Prepared parts 
are usually kept to script based on 
whatever information is released 
in advance of the calls. Previous 
research revealed that managers 
manipulate the Q&A sessions by 
calling on investors to ask questions 
they know are friendly, while doing 
their best to avoid questions they 
know will be aggressive. But the 
researchers find that managers 
aren’t very successful in this. They 
analysed thousands of transcripts 
of calls and find that on average, in 
the Q&A sessions, managers were 
much less optimistic than in the 
prepared sections. They did that 
by classifying all the words in the 
transcripts as positive or negative. I 
don’t know quite how they classified 
words, but I imagine words like 
“great” or “bumper” have a positive 
tone, but words like “cautious” or 
“conservative” are negative.

But what effect does that have on 
stock prices? The tone of managers 
has a small effect. If they manage 
to stay positive during the Q&A 
sessions, prices tend to appreciate 
a bit. But what is interesting is that 
a far bigger effect was detected 
from the tone of the analysts, who 
are usually working for big broking 
firms, who are asking questions. 
Asking very aggressive negative 
questions tends to have a bigger 
impact on share prices. This isn’t 
down to the negative analysts 
themselves selling, but rather the 
institutional investors who are 
listening into the call selling. They 
place more weight on the tone of 
analysts’ questions than on the tone 
of managers’ answers.

The trouble for ordinary retail 
investors is that detecting the 
tone of the call is not that easy. 
Sophisticated institutional investors 
are much more in tune with 
the questions being asked. For 
example, an investor who has 
calculated projected margins down 
to a matter of basis points can 
detect tone in a question about 
margins more easily than someone 
who hasn’t. They also tend to have 
personal knowledge of the analysts 
they are listening to because they 
are often clients of those brokers, 
so they are even better at detecting 

tone. So, like so much else in 
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answers. That means a lot of the 
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managers can’t know what 
questions will be asked in advance 
so there is no way of ensuring full 
disclosure of those questions. Calls 
are usually recorded and made 
available some time after, but by 
the time anyone has got round to 
listening, prices will have moved.
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to the idea that active institutional 
investors serve a very important 
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keeping prices “efficient”. Their 
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faster than the rest of us. The rest 
of us can try and put in the research 
effort, or we can just ride on the 
back of that knowledge by investing 
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as exchange-traded funds.

It certainly seems a much better 
option than straining to  
hear every last word said on a  
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INFORMED 
LISTENERS PAY 
ATTENTION TO 
WHAT ANALYSTS 
ARE ASKING
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