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Letter from the editor

ISSUE 5 
Lion hunt highlights 
unsustainable wealth gap
Try as I might I cannot summon up the same level of outrage that we have 
seen displayed towards Walter Palmer, the American dentist who shot Cecil 
the Lion with a cross bow and left him, wounded, for more than 40 hours, 
before the lion was put out of his misery. 

Personally I reserve my outrage for Theo Bronkhorst, the farm-owner and 
other cohorts who organized the hunt and took the money. They are rotten 
to the core. It now turns out that Zimbabwean authorities are searching 
for another US citizen involved in an illegal hunt. The owner of that safari 
company has been arrested. 

I’m trying to understand what exactly it is that people were outraged by. Is it 
the gratuitous and illegal killing of an innocent animal? Or is it the fact that 
someone is able to spend $50 000, almost R750 000, in pursuit of a passion 
that many people find abhorrent?

Amid the media storm ordinary Zimbabweans go quietly about their daily 
lives, more intent on survival than such self-serving pursuits. Perhaps its 
less evident in Zimbabwe, but certainly around the world there is rising 
discontent about the ever-widening gap between rich and poor, and along 
with that, excessive displays of wealth.

Speaking at the Financial Times Business of Luxury Summit in Monaco 
recently, Johann Rupert, Swiss-based luxury-goods company Richemont, 
said that conflicts between social classes will make selling luxury goods 
more tricky as the rich will want to conceal their wealth. “We cannot have 
0.1 percent of 0.1 percent taking all the spoils,” he said, in this Bloomberg 
article. “It’s unfair and it is not sustainable.”

Adding, or perhaps fuelling the debate is French economist Thomas 
Piketty’s landmark book “Capital in the Twenty-First Century” which took the 
world by storm last year and was voted book of the year by the Financial 
Times.

Piketty used the historical evidence in his book to argue that a global tax 
of up to 2% a year on individual wealth should be introduced in order to 
prevent capital concentrating in the hands of the few.

While there are many arguments against aspects of Picketty’s work, 
including from South Africa’s favourite economist Joseph Stiglitz, one cannot 
argue that the gap between rich and poor is widening. Wealth taxes, in 
some shape or form, seem a likely consequence.

Certainly Matthew Lester, tax professor at Rhodes University and a member 
of the Davis Tax Commission believes this is so. “The wealth tax debate is 
not going away,” he told the audience at a recent Cape Town Press Club 
event. South Africa needs to find R15 billion next year to fund its deficit. 
Following Greece, its evident that any country that lets its sovereign 
debt get out of hand can expect no sympathy from international finance 
organisations. “We absolutely cannot allow our debt to increase along its 
current trajectory.” 



So where is the R15 billion 
coming from? Increasing the 
tax on consumption, VAT, is not 
on the table. Cosatu will not let 
that happen. And South Africa’s 
companies, many of them, have 
their backs against a wall. So it will 
fall to personal income tax and the 
equally stretched consumer. 

Income taxes are likely to increase 
for all but the lowest income 
earners, with the marginal tax rate 
for the highest income earners 

possibly increasing from 41% to 
42%. Other wealth taxes, such as 
estate duty, are in for an overhaul. 
Did anyone notice how transfer 
taxes were quietly raised from 8% to 
11.5% this year?

All that this means, if you are living 
in South Africa, earning rands and 
planning on staying put, is that 
you need to manage your money 
and your investments to the fullest 
extent possible. 

Many people put their faith in 
financial advisors; others prefer 
to manage their own investments. 
Whatever your preference, nothing 
beats doing your own reading.  The 
annual reports and the pages of 
investor relations’ presentations 
contain a wealth of information, and 
that is just for starters. Make it your 
hobby. As one portfolio manager 
said to me, people work so hard to 
make money, they should pay more 
attention to how they save it.

This month’s issue of the Investor 
will hopefully add to that reading 
pile. Our story on credit life 
insurance is a must read. Like the 
hunt of Cecil the Lion it highlights 
the worst excesses of capitalism. 
Credit life insurance has seen 
consumer abuse legitimised and 
sanitised. Now it’s having its wings 
trimmed. 

Our corporate coverage is wide 
ranging, from small cap Stellar 
Capital Partners to telecoms giants 

Telkom, Vodacom and MTN. Fiat-
Chrysler Automobiles, the company 
that owns Ferrari, is planning to list 
the 86-year old company. However 
investors may find it will be a bit rich 
for their blood.

Do you have money stashed in 
an offshore bank account? If Sars 
doesn’t know about, Ann Klein 
suggests it might just be time to 
come clean. 

On a positive note, we also meet 
the billionaire Indian industrialist, 
Analjit Singh, who explains why his 
love affair with Franschoek has seen 
him invest millions into the Cape 
winelands region.

Sasha Planting
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By Larry Claasen

Troubled telco’s can’t be dismissed

08

COMPANIES

Don’t confuse not growing 
with them not being  good investments, 
 Irnest Kaplan"

CHALLENGES 
ASIDE, THEY 
ARE WORTHY 
INVESTMENTS

The double blow of a maturing 
voice market and a sluggish local 
economy has not made life easy for 
local telecoms companies. 

Vodacom’s revenue was only 
up 2.1% to R77.33 billion and 
earnings before interest, tax and 
depreciation (Ebitda) dropped 1.5% 
to R26.9 billion for the year to end 
March. There is a similar story at 
MTN where its SA operations saw 
revenue drop 3.9% to R38.92 billion 
and Ebitda fall 11.1% to R12.5 billion 
for the year to December.

Even fixed line operator Telkom was 
not spared. Operating revenue only 
increased 1.2% to R31.67 billion 
and its profit for the year to March 
dropped 19.5% to R2.88 billion.

Though these companies have 
problems that are very specific to 
the telecoms sector, they are also 
feeling the impact of an economy 
that has not fully recovered from 
the 2008 financial crisis and the 
uncertainty arising from Eskom’s 
ability to provide a constant supply 
of electricity. “They are seeing the 
the impact of people trying to cut 
corners. If they can save R100 
or R200 a month by spending 
less on calls, they will do it,” says 
Irnest Kaplan, MD of Kaplan 
Equity Analysts.

The only upside is that all three 
have seen a significant rise in 

the demand for Internet access. 
Vodacom says for the quarter-
to-end June, data revenue data 
revenue accelerated 35.2% to 
R4.84bn and active data customers 
grew 10.8% to 28m.

For its part MTN South Africa’s data 
revenue for the quarter to-end 
March was up 21.8% year-on-year 

The growing demand 
for data is a good 
news for the sector.

and now contributes 27.7% to 
total revenue.

Telkom also saw significant 
growth in its data products with 
mobile data revenue rising over 
50% to R988 million and fixed 
data traffic volume rising 32% to 
32 804 terabytes. 

Though the growing demand for 
data is a good news for the sector 
it also means they have to make 
significant changes to their business 
models. Under the old voice 
business models the operators 
used to charge a premium rate 
for a service that did not require 
their customers to stay on the 
phone for long; average usage 
for prepaid users was only about 
30 minutes month.

The advantage of this model was 
that it meant their networks did 
not have to carry a lot traffic per 
user for them to make substantial 
profits. The days of this model are 
now on the wane as a saturated 
voice market and political pressure 
to bring down prices is taking 
its toll.

ADOPTING A 
DIFFERENT STRATEGY

In becoming data providers 
however, the mobile operators 
are in effect becoming utilities by 
adopting a strategy that sees them 
charging substantially lower rates 
and hoping their customers use 
their service as much as possible. 

This shift requires them to make 
substantial investments in their 
network and to get access to fixed-

line infrastructure to reduce the 
cost of providing the service.

This is what Vodacom is trying to do 
in its R7bn bid for Neotel, which has 
access to a national high speed fibre 
network. It also spent R1.72bn on 
capital expenditure, mostly related 
to expanding it 3G and LTE/4G sites.

Though MTN is also committed 
to expanding its 3G and LTE/4G 
network, in many ways it has more 
options than Vodacom. Its Nigerian 
operation remains a significant 
driver of growth and the lifting of 
sanctions in Iran means it is free 
to repatriate about $1bn (R12bn) it 
had trapped there.

If MTN gets its data model right in 
SA, it can use it as a template for its 
foreign operations when their voice 
markets start to mature.

But even if the telcos get their 
data models right, it will still take 
some time for data to become the 
dominant driver of earnings.

A RICH DIVIDEND YIELD

Kaplan says this is no reason to 
see the telecom companies and 
the mobile operators in particular 
as troubled investments. “Don’t 
confuse not growing with them not 
being  good investments.”

He argues that in an economy 
where most other large businesses 
are struggling, these are resilient 
companies which can still afford 
to pay out dividend yields of 5% 
to 6%. This is on par with a return 
an investor can get from a fixed 
deposit, and that excludes the 
possibility of capital growth.

Kaplan has a point. MTN’s dividend 
yield is 7.48% on a share price of 
R214 and Vodacom is 5.48% on 
a share price of R141.47. Even 
Telkom, which has not issued a 
dividend since 2011 declared an 
ordinary dividend of 215c/share 
and special dividend of 30c/share 
this year.

The businesses may face some 
challenges, but there is one other 
reason why they should not be 
dismissed as an investment. “What 
other large businesses collect 
their cash before they sell you the 
product?” he asks. ■
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By Sasha Planting

Stellar's lofty ambitions

10

COMPANIES

Obviously there is some operating 
business risk, or we wouldn’t have bought 
it at a discount to NAV, 
Peter van Zyl, CEO

"

MANAGEMENT 
AT INVESTMENT 
HOLDING 
COMPANY 
STELLAR HAS A 
TRACK RECORD. 
CAN THEY 
MAINTAIN IT?

When Blackstar Holdings assumed 
management control of troubled 
asset manager Cadiz Holdings, the 
team at Stellar Capital Partners 
thought they had missed the boat.

Fortunately for Stellar, Blackstar had 
other fish to fry and was prepared 
to sell its 16.5% stake to them at a 
nice premium to the purchase price.

That was in March. Stellar has 
since announced its intention to 
acquire 100% of Cadiz and delist 
the business.

Once the deal is concluded Cadiz 
will serve as a platform from which 
to grow other financial services 
offerings. “We don’t think we 
will move into banking, but we 
could expand into other financial 
services,” says Stellar Capital 
Partners CEO Peter van Zyl. 

While Cadiz declared 110 cents per 
share headline loss for the year 
to March 2015, the business is 
more attractive than it appears on 
the outside. “There were massive 
write offs on the income statement 
related to historic investments 
which were not cash flow losses. 
I think this sent the message that 
the underlying funds were making 
those losses, which was not the 
case,” he says. 

THE ATTRACTION OF CADIZ

The Cadiz group is in a strong 
position with various private equity 
interests, a solid restructured 
operating asset management 
business and R140 million of cash 
on the balance sheet. “Obviously 
there is some operating business 
risk, or we wouldn’t have bought it 
at a discount to NAV, but we believe 
that after the cost restructure 
and some hard work you will 
start seeing improvements in the 
operating numbers very quickly.” 

The other two legs of the newly 
reconfigured Stellar Capital Partners 
(SCP) are industrial holdings and 
technology.

“These are the areas we know and 
where opportunity exists,” says 

Charles Pettit, a non executive 
director of SCP and CEO of 
engineering and equipment 
company Torre Industries. “The 
industrial space is unloved at 
the moment and we think now 
is the time to invest – assets are 
relatively cheap.” 

In particular SCP will target mid-
sized businesses that are available 
at a discount to net asset value; and 
where management can acquire a 
big enough stake to gain a seat at 
the table.” 

With this in mind, this year saw SCP 
acquire a 34.5% stake in promising 
engineering and equipment 
business Torre Industries.

On the technology front, SCP’s 
assets are housed within unlisted 
electronics company Tellumat, in 
which it has a 30% stake.

“The initial plan for Stellar (when 
it was still ConvergeNet) was to 
focus it as a technology play,” says 

Source: Annual reports  
*Figure is either estimated or derived from other income & commissions

Van Zyl. But a closer look revealed 
that the holdings were disjointed 
technology assets with no common 
links or customers and a three-
year track record of declining 
share prices.

This was in 2012 after corporate 
finance specialist AfrAsia acted in 
concert with a group of disgruntled 
shareholders (including Christo 
Wiese) to trigger a mandatory offer 
at 26 cents per share to all minority 
shareholders and a change in 
control. 

CORE SHAREHOLDER 
SUPPORT
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Today the company has a core 
of significant shareholders being 
the Wiese Family interests, an 
international investor and a few 
well-known investment houses 
that had previously invested 
alongside management.

Stellar’s management team has 
earned their support through 
their successful intervention with 
SA French, now Torre Industries. 
“Initially our involvement was at 
an advisory level,” says Van Zyl 
who was involved with AfrAsia 

Corporate Finance at the time 
alongside colleague Charles Pettit. 
“I exited AfrAsia in 2012 to focus on 
private equity and Charles followed 
in 2013.” 

Ryan Wood-Collier took over the 
running of AfrAsia Corporate 
Finance and recently led the 
successful management buy-out of 
this. This business was combined 
with Stellar’s advisory business to 
create Stellar Investment Holdings, 
bringing Van Zyl and Pettit full circle. 
Stellar Investment Holdings now 
specializes in corporate advisory 
work, credit fund management and 
private equity management.

By January 2015 SCP had been 
completely reconfigured with the 
remaining technology businesses 
sold into Tellumat in exchange for 
shares. “Tellumat is currently in a 
rebuilding phase. We will use this 
business as a platform to grow a 
new African technology business – 
in the same way as we have done in 
Torre,” says Van Zyl.

The one business that would 
have complemented Tellumat is 
telematics company Digicore for 
which Stellar negotiated R4.40/
share from US-based Novatel, 
a 67% premium to the average 
trading price at the time. “The 
opportunity was too good to pass 
up,” he says.

Digicore was acquired in a portfolio 
of assets that SCP bought from 

various investors earlier this year 
as part of the initial conversion to 
an investment holding company. It 
included gold explorer Goliath Gold 
and mine rehabilitation company 
MRI and a successful R150 m 
capital raise.

These formed the base of the 
investment platform and helped to 
swell NAV to R550m from around 
R200m. This is expected to rise on 
the back of the latest investment 
into Torre and the buy-out of Cadiz 
to around R1.5 billion.

The industrial space is unloved at the 
moment and we think now is the time to 
invest – assets are relatively cheap, 
Charles Pettit, non executive director

"
The mining companies will not form 
part of the long term strategy. “We 
think we can make money out of 
them, but we don’t plan to hold 
them for long. We are not experts in 
this space,” says Van Zyl.
While Christo Wiese and his 
son Jacob Wiese are not on the 
executive team, they are strategic 
shareholders and as such provide 
regular input. In addition, Wiese’s 
daughters Claire and Christina 
are non-executive directors of the 
listed company.

At this point SCP is well capitalized. 
The company raised R150 million in 
January and the sale of Digicore will 
add another R200 million. “There 
is no need to raise capital unless 
we have access to the appropriate 
investment opportunities,” says 
Van Zyl.

For now the focus will be on 
bedding down the changes to 
the business and supporting 
Torre, Tellumat and Cadiz in their 
individual growth efforts.
The changes have attracted the 
attention of the small and mid 
cap analysts. 

“It is early days yet,” says Keith 
McLaghlan, small & midcap fund 
manager at AlphaWealth, “they 
have not created much deal flow 
and have not articulated a clear 
strategy.”  

THE ART OF PORTFOLIO 

CONSTRUCTION

He is not concerned about what 
appears to be a collection of 
mismatched assets in the holdings. 
“The art of portfolio construction 
is finding great assets that are 
uncorrelated. As an investor 
in a private equity holding 
company you are not buying the 
underlying, because it changes, 
you are investing in managements 
ability to smartly apply capital to 
create returns.”

In this regard management and 
shareholders have a good track 
record and have attracted a 
core following of high net worth 
individuals who tend to track their 
activities and back them financially.

“We like the fact that this is the 
same team that turned around 
SA French,” says an analyst who 
prefers not to be named. “This was 
a loss making crane company when 
they got involved in 2011 so the 
credentials for a Cadiz turnaround 
are there. We are watching the 
company with interest.” 

Financial results are due in August, 
however these will not have much 
bearing on the company going 
forward because so much has 
changed since the year-end 
in May. ■

Stellar is invested in electronics 
specialist Tellumat

Stellar is invested in electronics specialist Tellumat
Peter van Zyl in, CEO Stellar 
Capital Partners
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By Patrick Cairns

KAP open to acquisition opportunities

14

COMPANIES THE DIVERSIFIED 
INDUSTRIAL 
COMPANY IS ON 
THE LOOKOUT, 
BUT WILL BE 
SELECTIVE

The KAP Industrial of 2015 is a very 
different business to the one that 
entered into a deal with Steinhoff 
back in 2012. That transaction saw 
KAP take over Steinhoff's industrial 
assets – PG Bison, Unitrans and 
its raw materials subsidiaries – in 
exchange for KAP shares.

In the process Steinhoff become 
KAP's controlling shareholder, but 
it also turned the latter into a far 
more substantial company with a 
leading portfolio of local industrial 
assets. Management was also quick 
to understand that it shouldn't just 
sit on these acquisitions, but focus 
the company into a business with a 
clear strategy, directed at expansion 
opportunities into the rest of Africa.

“Post the Steinhoff deal, we 
spent three and a half years 
rationalising the business to take 
out low-performing and non-core 
operations,” says KAP CEO Gary 
Chaplin. “So the business we sit with 
today is fundamentally different to 
the one we had at the date of the 
Steinhoff deal.” 

KAP now has two primary divisions 
– its diversified logistics business 
and a diversified industrial 
segment. The former includes 

passenger transport as well as 
specialised logistics services in 
the petrochemical, agriculture, 
mining, infrastructure, foods, 
and specialised warehousing 
sectors, while the latter covers 
operations in timber, chemicals, 
automotive components and 
integrated bedding.

These are different businesses, 
with, arguably, very different 
prospects. However Chaplin says 
that they are highly complementary.

“The industrial businesses are cash 
generative, and the investments 
come in fairly big chunks, but quite 
far apart,”  he says. “For example 
upgrading a plant or building a new 
one is a large capital expense, but 
they run for 20 or 30 years. Logistics 
is the opposite in that by its nature 
you are replacing vehicles every five 
years, so it's quite cash hungry but 
with higher growth prospects.”

INTERNATIONAL EXPANSION

The company's plans to grow its 
operations into Africa have been 
primarily through its logistics arm. 
This has seen it partner with clients 
that it was already serving in South 
Africa, and taking that relationship 
across the border.

“Unitrans' growth into Africa has 
been on the back of expansion by 
existing clients and multinationals,” 
Chaplin says. “We have never gone 
out and bought businesses, and 
because of that it has been quite 
slow and steady.”

The company has now built a 
footprint across Southern Africa 
and into East Africa, and there is 
potential to leverage this further.

“By the nature of the past structure 
of our logistics business, we 
were fairly isolated in terms 
of specific services in specific 
countries,” Chaplin explains. “We 
have now restructured to be able 
to roll out broader services, but 
this will remain organic rather 
than acquisitive.”

THE CASE FOR 
INTEGRATED BEDDING

In KAP's diversified industrial arm, 
there has been a lot of interest 
in its acquisition of bedding 
manufacturer Restonic. This has 

created an integrated bedding 
business of high potential.

“Steinhoff years ago had its own 
bedding manufacturing business, 
but it sold this off to private equity 
while maintaining the raw materials 
businesses,” Chaplin explains. 
“These were sold to KAP as part 
of the Steinhoff deal in 2012. We 
then sat in a position where we 
either needed to get out of those 
businesses, or integrate forward to 
give meaning to them.”

The Restonic acquisition does 
exactly that, placing KAP at all points 
along the value chain. Chaplin 
believes that this represents a 
compelling business case.

“If we look internationally, the 
bedding sector is the most resilient 
in the furniture industry,” he says. 
“Through the cycle, it is the most 
consistent and it gives the best 
retail margins.”

KAP already has five sites where it 
manufactures foam, and it intends 
to roll out the manufacturing of 
mattresses at all of them. However, 
Chaplin says that they have no 
intention of taking this a step 
further and following Steinhoff into 
the retail space. “We are primarily in 
manufacturing and will stay in the 
manufacturing sector.”

While analysts have supported the 
deal and the rationale behind it, it is 
not necessarily a big game changer 
for KAP.

“Restonic is a great fit for the 
company, but integrated bedding 
contributes less than 5% to KAP's 

overall operating profit,” says 
Anchor Capital analyst Sarah 
Shaw. “So it's a fantastic business, 
and huge cost savings will come 
out of the super factory they 
are putting together, but in the 
overall picture of KAP's life this is 

The company 
(Unitrans) has now 
built a footprint 
across Southern 
Africa and into 
East Africa, and 
there is potential 
to leverage this 
further.

KAP made it clear 
that it remains 
on the lookout for 
acquisition 
opportunities
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“KAP’s five-year average return-on-
equity is about 11.5% per annum, 
which is unattractive in comparison 
to the JSE industrial index’s five-
year average of 19%. So our view is 
that it's just a bit expensive at the 
moment.” ■

not significant enough to make a 
major difference.”

FUTURE ACQUISITIONS

When releasing its most recent 
financials, KAP made it clear that 
it remains on the lookout for 
acquisition opportunities. Chaplin 
believes that there are a number 
of potential targets, but they are 
assessing their options carefully.

“Within each of our divisions there 
are bolt-on opportunities that we 
are exposed to almost every day,” 
he says. “They would fit within those 
segments in terms of products that 
we know, processes that we know 
and markets that we know. Those 
are attractive because they carry 
very low execution risk.”

He adds, however, that there are 
also larger possibilities that are on 
the company's radar. “We are also 
exposed to opportunities of bigger 
businesses that are more diverse, 
and being diversified ourselves they 
could fit into our strategy,” Chaplin 
says. “However these have to be 
very clearly assessed in terms of 

our strategic filters of being number 
one or two in their markets, cash 
generative, and Africa-focused. We 
are fairly open to opportunities, but 
we know what we're good at and 
will be quite selective in terms of 
what we do.”

CURRENT APPEAL 
TO INVESTORS

KAP has rewarded investors well 
since the Steinhoff deal, with the 
share price having more than 
doubled since 2012. It is around 
60% higher over the last year alone.

However, analysts suggest that it 
may now be quite fully priced.

“We believe that KAP’s restructuring 
and streamlining of operations 
has already been priced into the 
share,” says Anchor's Shaw. “It's a 
great company with an excellent 
management team and backed 
by Steinhoff, but it is trading at a 
forward price-to-earnings multiple 
of 17.8 times, and its dividend 
yield is not looking attractive at 
under 2.0%.

There has 
been a lot of 
interest in its 
acquisition 
of bedding 
manufacturer 
Restonic.
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By Stuart Theobald and Phibion Makuwerere

Trimming the wings of the vultures

18

COMPANIES NATIONAL CREDIT 
REGULATOR 
SET TO CURTAIL 
ABUSIVE PRACTICE

Lewis Group has landed itself in 
regulatory hot water over its credit 
life insurance sales. The National 
Credit Regulator (NCR) has referred 
it to the consumer tribunal to be 
fined over illegal practices including 
selling insurance to people who 
were ineligible to claim.

The share price has taken a major 
hit in response, down 31% this 
month alone. As a Moneyweb 
reader you would have anticipated 
the dive – we called Lewis a sell at 
the beginning of the month, citing 
exactly the regulatory risk that came 
to bite it.

Lewis is vulnerable to an attack on 
its credit life insurance practices. 
It earns 17% of its revenue from 
insurance, almost R1bn of its 
R5.7bn of total revenue. That makes 
it an outlier in the market. The next 
biggest is JD Group which makes 
5.7% of its revenue from insurance, 
followed by unlisted Edcon at 2.7%. 
Clothing retailers Truworths and 
Foschini each make less than 2% of 
their revenue from insurance while 
the groceries retailers make far less.

 Credit life insurance is usually 
tacked on to unsecured loans, 
commonly by durable goods 
retailers, banks and other lenders. 
It provides an extra source of yield 
on lending, on top of interest rates 
charged in terms of the National 
Credit Act. Those interest rates are 
capped, based on the repo interest 
rate set by the Reserve Bank. After 
this month’s increase in interest 
rates, the cap works out to 33.2%

.Credit life insurance has no pricing 
caps, though there is a move by 
government and the regulators to 
introduce one. Insurance premiums 
are set at a monthly premium 
specified as rands per R1 000 of 
loan exposure. So, for example, a 
credit life policy may be charged 

at R5/R1 000/month. A R5 000 
loan would then collect a monthly 
premium of R25, or R300 per year. 
That’s a handy extra 6% per year of 
yield. Lewis’s credit life is priced at 
R13.50/R1 000.

And credit life is not the end of it. 
Credit retailers can also tack on an 
extended warranty on the goods 
being bought, and often flog other 
add-ons such as funeral insurance. 
Fees, like delivery charges, can 
be slapped on too. The benefits 
in terms of the credit life policies 
vary massively in the market. Some 
include cover for retrenchments, 
some don’t. Some will cover three 
months of lost income only; others 
will cover the full capital amount of 
the loan. Consumers are unlikely to 
look at the small print.

Lewis’s income statement is 
revealing: it earns R1.3bn from 
finance charges and initiation fees, 
R981m from insurance and R804m 
from “ancillary services” which 
include extended warranties. So the 
revenue from insurance and other 
fees it is tacking on to its lending is 
actually more than the loan interest 
and charges. One mystery shopping 

exercise we’ve seen showed that 
Lewis’s total fees and interest for 
a 30-month repayment period 
on a R9 999 television was R26 
761. That’s a gross internal rate of 
return of 96.5% — an obviously 
unsustainable yield.

Lewis’s days of making that sort 
of return are numbered. The 
consumer tribunal will take action 
and the NCR is unlikely to be 
finished with it. The Department 
of Trade and Industry (DTI) is 
furious with unsecured lenders 
of all descriptions. The Financial 
Services Board may also take action 
to cancel Lewis’s insurance licence 
altogether. Considering that Lewis 
makes just 45% of its revenue from 
selling merchandise, its top line 
could be in trouble. Apart from a 
cap on insurance premiums (R4.50/
R1 000 is the figure being floated), 
the DTI wants to cut the cap on 
interest rates too.

Lewis won’t be alone. JD Group 
has recently sold off its consumer 
finance division completely to 
French bank BNP Paribas, but 
it held on to its more profitable 
insurance operations. BNP Paribas 
has a contract to continue providing 
finance in JD branches for the next 
decade, but JD can continue selling 
insurance. While its insurance 
revenue of R1.7bn is bigger than 
Lewis’s, relative to its much larger 
merchandise sales insurance it 
is small. It offers two types of 

Group revenue Insurance 
revenue

% of group 
revenue

Steinhoff 117 364.0 1 737.0 1.48%

JD group 30 582.0 1 730.0* 5.66%

Truworths 11 642.0 174.0* 1.49%

Foschini 18 544.0 300.3 1.62%

Edcon 27 510.0 747.0 2.72%

Woolworths 39 707.0 104.0* 0.26%

Lewis 5 703.3 981.4 17.21%

Massmart 78 319.0 145.8* 0.19%

Pick n Pay 67 603.1 241.2* 0.36%

Shoprite 105 044.0 1 005.0* 0.96%

Source: Annual reports  
*Figure is either estimated or derived from other income & commissions

Lewis is 
exceptionally 
vulnerable to an 
attack on its credit 
life insurance 
practices
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insurance: short-term cover for the 
goods it sells and a life product to 
cover credit in the event of death, 
disability or retrenchment, as well 
as a separate funeral insurance 
product. JD doesn’t disclose what 
its claims ratios are, but they could 
be even more than Lewis’s. A study 
by Finmark Trust in 2013 found that 
JD was charging R22.30/R1 000 for 
credit life cover.

It looks to us like JD Group’s 
R1.7bn of insurance revenue is 
unsustainable, but it is now a fully 
held subsidiary of Steinhoff. In 
the context of Steinhoff’s annual 
revenues of R65bn, that’s not a 
huge hit. But it won’t be a pleasant 
experience for its new parent.

Outside of Lewis and JD, there’s less 
impact. Capitec has never made 
money out of credit life, which 
it provides for free and covers 
through a bulk policy with Sanlam. 
The large banks charge credit life 
premiums close to the proposed 
R4.50 cap – some slightly more and 
some slightly less – so have little 
revenue risk related to it. African 
Bank did make a significant amount 
from credit life, but that pain has 
already been absorbed by investors. 
The clothing retailers generally 
sell insurance only through joint 
ventures with other insurance 
companies, earning commission. 
The exposure to regulatory changes 
therefore is not significant.

Lewis shareholders would be 
wishing the same was true of their 
company. ■

Lewis’s days 
of making 
that sort of 
return are 
numbered.
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Security is good business

AMECOR 
DISPOSES OF 
NON-CORE ASSETS 
TO SPECIALISE 
IN SECURITY 
TECHNOLOGY.
A restructuring has shed 
underperforming businesses, 
leading to a much improved 
scenario for future earnings. 
Amecor is now focused on its core 
business, security technology, 
where it is the market leader 
and for which – sadly – demand 
is always high in SA. The current 
share price has not properly 
priced in management's efforts to 
restructure the business, which we 
think will be successful.

In the year to end-March it 
effectively slashed half of its top-
line base by disposing of its low-
margin alternative power assets 
– predominantly generators. What 
is particularly impressive is that 
the halving of revenue came at no 
sacrifice to profitability. Normalised 
Ebitda from continuing operations 
came in at R35.1 million compared 
with R31.7 million in FY14.

It now has two divisions with the 
potential for cross-selling and 
for growing its annuity revenue. 
Increasing annuity income has 
been management’s focus, and 
this grew 42%. Discontinuing the 
alternative power segment (mainly 
generators) was wise. The division 
only managed an Ebitda margin 
of 9% in the first half, lagging 
the networks division (65%) and 

transmission technology (18%). One 
reason was the flood of generators 
that hit the market since the early 
warning signs in 2008 of prolonged 
load shedding. In addition, the 
weakening rand also led to strong 
cost pressures on the division.

The group has established itself 
in the security technology market, 
which is a niche market with 
no direct competitors while its 
market reach is extended by its 
substantial African footprint, which 
it plans on increasing. Based on its 
normalised results – which exclude 
the discontinued operations and 
other related one-off impairments 
and provisions – the group Ebitda 
margin improved to 31% in FY15. 
That follows a deterioration to 18% 
in FY14 from around 50% about 
a decade ago. Amecor’s Ebitda 
margin now compares favourably 
with Altron (FY15: 6%) and Reunert 
(FY14: 15%), though those two 
companies cannot be said to be 
direct competitors.

Given the disposal of its alternative 
energy assets, it is important to 
demarcate between continuing 
and discontinued operations 
when analysing Amecor’s results. 
Continuing revenue grew 28% to 
R112.6m. Operating income – which 
included an impairment charge 
of R50m and a once-off R14m 
provision – plummeted 218% to a 
loss of R32.2m. As a result, headline 
earnings were negative at a loss of 
19.3c/share (FY14: Heps of 22.7c). 
Most of the non-continuing charges 
recorded on the income statement 
were non-cash, so the group’s cash 
flow was much stronger than the 
income statement implied. As a 
result Amecor declared a dividend 
of 14.5c/share (FY14: 12.5c).

The restructuring has already 
boosted its continuing results and 
freed up capital and will increase 
group free cash flow, thus driving 
up the group valuation. We believe 
the market should, over time, 
reprice the counter to a higher 
multiple reflecting its status as a 
growth company. The counter has 
been volatile in the past year and 
lost a bit of ground after it released 
a poor trading statement prior to 
the results announcement, mainly 
due to the losses from discontinued 
operations. We believe the share is 
now set to climb.

While there has been an upward 
swing in the share price since these 

results were announced we don’t 
believe it yet reflects the intrinsic 
value.

Bull Factors

• Cross-selling opportunities 
between Sabre and FSK

• High crime rate in SA
• Niche market proposition
• African expansion reduces 

exposure to SA

Invicta's African hope

GROWTH DIFFICULT TO COME BY 
AS ECONOMIC WOES TAKE TOLL
Invicta’s fortunes depend broadly on business capital expenditure and its 
performance has been tamed by suppressed global and local sentiment. 
The counter has fallen from a peak of around R120 about a year ago with 
its descent accelerating in January after a dilutory rights issue that added 
44% of scrip.

What is encouraging is that the company has a history of delivering solid 
results under a good management team.

Bear factors

• Subdued economy and low 
construction activity

• Weakening rand adds to margin 
pressures 

Disclosures: The is analyst is Phibion 
Makuwerere. He has no financial 
exposure to the instrument 
discussed. The opinion represents 
his true view.

Invicta is trading on a trailing PE of 
9.2 (normalised PE of 12.8 – after 
incorporating the effect of the rights 
issue), lower than both the sector’s 
PE (16.7) and the Alsi’s (16.9). But 
its five-year average valuation is 11 
times earnings. In that period it has 
maintained an ordinary dividend 
cover of three times (FY14: 3.7x) and 
interest cover of seven times (FY: 
5.7x). 

It has also managed annual 
compounded average growth of 
11% for headline earnings, 23% for 
turnover and 19% for operating 
income. It has a five-year average 
return-on-equity of 19% while its 
peers, Hudaco and Howden, have 
managed 15% and 49% respectively.

Management has done some nifty 
work in disbursing to shareholders 
R1.5 billion that it had on the 
balance sheet as a secondary tax on 
companies credit – then effectively 
getting it back in the rights issue. 
The STC credit had accumulated as 
a reserve on the balance sheet and 
would have expired on 1 April.

Invicta subsequently raised more 
than R2bn in the rights issue. The 
funds were earmarked for reducing 
the cost of funding, expanding the 
shareholder base, to fund potential 
acquisitions and offset short-term 
obligations.
In its annual results Invicta reported 
that it reduced the net debt-to-
equity ratio to 30% – management 
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says the ratio is based on operating 
assets and debt only excluding 
financial assets and financial debt 
instruments unrelated to the 
operations – but according to our 
assessment of its balance sheet 
the ratio is over 100%. This is on 
the high side which elevates its risk 
profile.

Its BMG division, which supplies 
engineering consumables and is 
more defensive, has offset the 
deterioration in the CEG segment, 
which is more susceptible to cyclical 
challenges. Rand weakness also 
exerts significant margin pressure 
as most of the merchandise is 
imported. 

A glimmer of hope comes from 
sizable business that the group 
generates in other African 
economies where growth is evident. 
These results came on the back of 
disruptive strikes in the mining and 
engineering sectors and overall 
weak activity in production sectors. 
Good performances from the BMG 
and BSG segments were offset by 
a poor performance from the CEG 
division. Group revenue was flat at 
R10.46bn.

Operating profit dropped 3% 
to 1.01bn. The good recovery 
registered in 2H15 reversed some of 
the 13% decline experienced 1H15. 
The operating margin decreased to 
9.7% from 10%. Attributable profit 
was unchanged at R579 million, 
but headline earnings decreased 
5% due to a 6% increase in the 
weighted average number of shares 
(which emanated from the rights 
issue towards the end of FY15).
The full impact of the rights issue 
on headline earnings will be more 
pronounced in the coming year as 
shares in issue increase by 44% in 
February. Management distributed 
2220.32c/share (FY14: 286.65c) 
including the special dividend of 
2024.33c/share.

Invicta’s performance is intricately 
tied to the production sectors of 
the economy which are all under 
pressure – mining, manufacturing, 
agriculture and construction. 
Although the BMG division is 
defensive, the other two are heavily 
reliant on capital expenditure.

Internally, management has 
maintained a good track record. 
It has also added Byron Nichles, 
who joined BMG as CE from ARB 
Holdings, where he had a good 

performance record. However, with 
the significant increase of shares in 
issue, our valuation model shows 
that headline earnings will be 
diluted in the interim and that the 
share is trading within its fair value 
range.

Bull factors

• Good management track record
• Encouraging growth in African 

business
• Possibility of a secondary 

listing coupled with a strategic 
acquisition

• Defensive nature of BMG 
division 

Bear factors

• Weak global commodity outlook
• Limited capital spend by 

businesses
• Drought in SA
 
The analyst has no financial 
exposure to the instrument 
discussed. The opinion represents 
his true view.

Disclosures: The analyst is Phibion 
Makuwerere. He has no financial 
exposure to the instrument 
discussed. The opinion represents 
his true view.

OMNIA FINDS 
STRENGTH IN 
ITS DIVERSE 
OPERATING 
MODEL.
Given the poor state of Omnia’s 
key mining market, it’s clearly 
going to be challenging for the 
group to repeat the impressive run 
we saw over the past five years 
before commodity prices collapsed. 
Nonetheless we expect it to draw 
strength from its diverse business 
model to pull off decent growth 
numbers.

Its shares have shed more than 20% 
in value over the past year, rerating 
to an undemanding forward price: 
earnings multiple of 12. After this 
decline we think its shares are 
worth holding on to.

Despite a tough financial year 
characterised by the general 
slowdown in the mining and 
manufacturing sectors, the group 
managed to post a respectable 
set of annual results thanks to its 
earnings diversity. Revenue grew 
4% to R16.84 billion (2014: R16.26 
bn) while headlines earnings 

It's not often that agriculture 
is the saviour

improved 3% to R14.65c/share 
(2014: R14.28bn).

The group’s star performance came 
from the agriculture division where 
revenue jumped 9.1% to R7.3billion 
(2014: R6.68b) on the back of a 6% 
volume increase and 3% selling 
price inflation. Operating profit for 
the division leaped 52% to R656m 
(2014: R431m), largely due to an 
improved operating margin.

Omnia and its peers sell a huge 
chunk of their products to the 
mining and manufacturing 
industries. This of course is a major 
drawback as that relationship 
exposes earnings to the cyclical 

nature of these markets. Omnia, 
however, has somewhat of a 
silver lining in its more diversified 
earnings base.

It generates a substantial 
proportion of its income from 
selling agricultural chemicals to 
farmers. With the agriculture 
and mining markets rarely 
underperforming at the same 
time, this provides a good hedge. 
Margins are lower in the agricultural 
business but given the better 
prospects for this sector we expect 
it to insulate the group in the 
meantime.

And despite the turmoil in the 
mining industry we also think that 
profitability for the group’s mining 
division will remain largely stable 
at current levels. Domestic demand 
for coal in the medium to long 
term is tipped to grow considerably 
as Eskom launches new power 
stations. With Omnia being a major 
supplier to this industry it will likely 
benefit from an increase in volumes 
mined. This, together with other 
internal organic opportunities, 
should see the division through the 
rough patch.

The weaker rand outlook is also 
going to play a fundamental role 
in supporting group profitability, 
outweighing inflating input costs. A 
weaker rand means higher revenue 
for the group’s exported products 
and higher spending power for its 
clients (farmers and miners) who 
sell their products in dollars. This 
allows Omnia to get better margins.

Overall, we think Omnia is 
a company with compelling 
fundamentals and a competent 
management team. It has a strong 
balance sheet with debt at just 
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Make a prescient investment

12.3% of equity, so we are not ruling 
out the possibility of an acquisition.

Nevertheless its main markets are 
under pressure. The chemicals 
segment, which has been 
challenged for quite some time, 
sells mainly to the SA industrial 
and manufacturing sectors whose 
growth estimates for the coming 
few years are not so comforting. 
A meaningful recovery for this 
division is therefore unlikely even 
though the consolidation of its 
subsidiaries into the business is 
now complete and might score 
slight margin gains.

The short- to medium-term outlook 
for commodity prices remains weak 
and will most likely lead to further 
contraction in the mining industry. 
This will put pressure on the mining 
division. Management has since 
slashed the operating margin 
target for this segment by 150 basis 
points.

Its hopes are pinned on the 
agriculture chemicals business 
which contributes around 44% to 
operating profit. Maize rand prices 
have climbed quite considerably 

following the drought last season. 
This is a strong planting signal 
for next season and with all of 
the group’s main plants in full 
operation, the division is likely to 
see further margin gains.

Assuming revenue grows steadily 
from a base of 3% in the current 
financial year while the operating 
margin is maintained between 8.5% 
and 9%, Intellidex’s discounted 
cash-flow model suggest a 
12-month target price of R191.06 
for Omnia shares. With the upside 
potential lower than 10%, we put its 
shares on hold.

Bull Factors

• Africa’s vast tracts of arable 
land present significant long-

term growth opportunities for 
fertiliser sales

• Strong balance sheet positions 
it well for acquisitions

Bear Factors

• High level of seasonality makes 
valuations difficult to perform

• Slow growth expected in the 
manufacturing and mining 
sectors

• Falling commodity prices hit 
mining and chemicals divisions

Disclosures: The analyst is Orin 
Tambo. He has no financial 
exposure to the instrument 
discussed. The opinion represents 
his true view.

MANAGEMENT 
HAS TURNED 
AROUND THE 
FORTUNES OF 
THE FINANCIAL 
SERVICES 
COMPANY.
It looks like an opportune time to 
grab Prescient’s shares as things 
start looking up following a bumpy 
ride since its reverse listing in 2012.

Key indicators support our view: 
a forward price: earnings multiple 
of 11 against a demanding 18 
for the market and a rather tasty 
historical dividend yield of 5.65%. 
Top-line growth has been strong 
and margins have stabilised at more 
sustainable levels.

Following its listing, Prescient 
terminated its distribution 
agreement with Nedbank to 
establish its own retail offerings, 
shedding about R11bn in assets 
under management (AUM) in the 
process. It also made a blunder in 

acquiring Irish asset manager AIB 
, which was disposed of within a 
year. These events dented earnings, 
which explains the low valuations 
on its shares.

The group has since turned a 
corner. Assets under management 
are bulking up, retail distribution 
is gaining traction and the bottom 
line is responding positively. The 
business structure is now more 
streamlined and simpler, putting it 
in line with its peers.

Total income for the year to 
end-March grew 26% to R837m 
(2014: R665m). This was due to 
a stronger performance coming 
through from both of its divisions – 
financial services and information 
management services – which 
benefited from higher performance 
fees, growth in assets under 
administration and high demand 
for consulting services. The group’s 
China balanced fund surged 96% 
in the past year, which contributed 
significantly to performance fees.

However, much of the growth in 
the top line didn’t filter through to 
headline earnings, which grew 12% 
to 7.78c per share (2014: 6.96c). 
This was partly due to finance costs 
which more than doubled to R9.2m 
(2014: R4.1m) and a bigger loss of 
equity on accounted investees. A 
dividend of 5.75c/share (5.10c) was 
declared.

Prescient’s drawback, which 
also applies to its peers, is that 
the business is geared to the 
performance of the overall 
market. Significant chunks of 
earnings come from the wealth 
management services where it 
earns performance-related fees. 
Any pull back in the market would 
make it difficult to maintain the 
current earnings.

Given the recent volatility in the 
Chinese market which has seen 
a 30% drop in equity values, we 
are expecting the group’s China 
balanced fund to take a hit. The 
JSE’s all share index also looks 
pricey, trading at a multiple of 18.

Nonetheless, we are comforted 
by Prescient’s diverse business 
model and unique product mix. 
Its information management 
services division, which contributes 
more than half of the group’s 
income, provides a good source 
of reliable and more predictable 

annuity-type revenue which is very 
handy during market downturns 
when performance fees from 
investment management dry 
up. It also has support from the 
stockbroking business which relies 
on trading volumes as well as the 
administration platform, which also 
has annuity-type revenue.

Performance of most of its funds 
has been strong so far, keeping 
clients loyal. The group’s third party 
assets under administration and 
AUM have grown impressively, 
setting a good base for the more 
stable management fees. The 
retail distribution process, which 
is gaining traction, is also geared 
to support earnings growth. 
Management reported R2.5bn in 
new capital flows from the retail 
offerings in the second half of the 
past financial year alone.

Overall, Prescient’s prospects 
looks stable with ample growth 
opportunities. It has been slightly 
wrong footed by a delay in 
retirement reforms which it is well 
positioned for given its low cost 
offerings, but that will come in time.

Our discounted cash-flow model 
shows that at current levels 
Prescient’s shares are heavily 
discounted. We assumed 13% 
growth in earnings and arrived at a 
fair value of 131c.

Bull Factors

• Unique market offerings 
supported by experienced 
investment professionals

• Restructured business geared 
for growth with a strong 
balance sheet, appropriate 
solutions and an established 
technology platform

Bear Factors

• Delays in pension fund reforms 
bring uncertainty to the 
industry

• Performance linked to the 
general movements on the 
equities market 

Disclosures: The analyst is Phibion 
Makuwerere. He has no financial 
exposure to the instrument 
discussed. The opinion represents 
his true view.
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Whats up in International markets
NIKKEI CONTINIES 
TO OUTPERFORM
The last two weeks of July have 
seen considerable value destruction 
across global equity markets, led by 
China’s Shanghai composite index 
which shed 8.5% on 27 July – its 
biggest one-day loss since 2007.

That spread to US markets, which 
have also been hit by below-par 
company earnings, particularly from 
the big technology companies. The 
S&P 500 index had been testing 
record levels for much of the 
year but fell away sharply on 20 
July, before the Shanghai index’s 
meltdown. That followed a dismal 
set of results from Microsoft, which 
reported a $3.2 billion quarterly net 
loss, and Apple, which surpassed 
market expectations in all areas 

but one: number of iPhones sold. 
Results from companies across 
other industries have also been 
below par.

Emerging economies have been 
particularly hard hit on two fronts 
– as their stock markets have 
buckled under the global equities 
sell-off, their currencies have been 
battered on expectations of an 
interest rate rise in the US. That is 
attracting foreign funds back to the 
US, where bond yields are looking 
more attractive and are in fact 
rallying on the back of the decline in 
equities markets. 

In the emerging markets indices 
chart, the Shanghai index is still 
far ahead in terms of relative 
performance over the past 
year, though the gap has been 
dramatically slashed. 

In developed markets, Japan’s 
Nikkei 225 has been holding up 
relatively well and has extended 
its outperformance over its peers. 
The index had gained 28% in 
three months, driven largely by a 
weaker yen.

By Colin Anthony

Whats up on the JSE
THE ROUT 
CONTINUES
Lonmin to cut 6 000 jobs, Anglo 
American Platinum to slash its 
workforce in the Rustenburg area 
from 24 000 to 16 500, Anglo 
American to cut its global workforce 
by a third. 

Those were just some of the 
depressing news items in the third 
week of July. Many other mining 
houses are retrenching staff while a 
plunge in commodity prices on the 
back of the Chinese stock market 
meltdown is removing any support 
for alternative solutions. Copper, 
gold, platinum and aluminium were 
all hard hit.

The upshot is an 18% fall in the 
resources index so far this year 
(to 24 July), and that’s coming off a 

low base – the index had lost 18% 
in 2014.

Things are also getting worse 
in another unloved sector, 
construction. Group Five’s share 
price took a hit of nearly 13% on 
the day it warned the market that 
it expected full-year earnings to fall 
54%. Aveng has already warned 
profits would halve.

The general retailers’ index has 
been holding up gamely but July’s 
interest rate hike and the new 
swathes of unemployed might yet 
end that sector’s impressive bull 
run in which it has gained 25% over 
the past 12 months. The signs are 
already there: year-on-year retail 
sales growth slowed sharply in June 
to 2.4% from 3.4% in May.

Are there any bright spots? The 
default option for South African 

investors during times of rand 
weakening is the big industrial 
companies that earn the bulk 
of their earnings offshore such 
as Naspers, MTN, SABMiller, 
Richemont and BAT. But they 
haven’t been shooting the lights 
out. The industrial index has lost 
nearly 10% since its record high in 
February this year. 

Results from that bunch have 
been generally lukewarm (apart 
from Naspers which grew headline 
earnings by 30% off revenue growth 
of 26%). But their stocks haven’t 
been severely punished and they’ve 
largely maintained their high 
price:earnings ratings. Perhaps that 
shows how desperate South African 
investors are becoming – they have 
nowhere else to put their money. 

By Colin Anthony
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Trigger events and other uncertainties 

HOW 
SUBORDINATED 
DEBT WILL BE 
TREATED IN 
FUTURE
Nedbank auctioned over R2bn in 
subordinated debt across fixed and 
floating rate notes, which priced 
at the upper end of guidance. The 
FRNs (floating rate notes) cleared 
at 350bp over the three-month 
interbank rate, 25bp wider than this 
year’s earlier issue, and the fixed 
rate notes at 355bp over the R207. 
The notes are callable after five 
years, with the final legal maturity 
being in 2025.

FirstRand raised R2.35bn in 
subordinated debt across two 
notes. The 2027 notes, callable 
in 2022, priced at a credit spread 
of 365bp over the three-month 
interbank rate. The 2025 notes – 
which were privately placed – are 
callable after five years, and cleared 
at a spread of 350bp. 

In May we wrote that key 
uncertainties remained around 
what constitutes a ‘trigger event’ 
that would allow regulators to 

intervene to save an ailing bank, 
and the treatment of subordinated 
debt in those situations. 
Nedbank and FirstRand’s bond 
documents go to some lengths 
to explain what would happen 
in such a situation. FirstRand’s 
pricing supplement states that 
subordination would apply on 
dissolution, wind-up, liquidation 
or curatorship of the issuer. The 
specific inclusion of curatorship 
means that subordinated 
debtholders would not be able 
to argue against subordination, 
as they did with African Bank. 
Subordinated debtholders are 
not entitled to any payout until all 
senior creditors have been paid, 
and any write-off is deemed to 
be full, final, unconditional and 
irrevocable. Whereas with African 
Bank, subordinated debtholders 
were allowed to salvage 37.5% 
while senior debtholders took a 
10% haircut. It appears that, based 
on the wording in FirstRand’s 
documentation, the 10% loss 
would have to be absorbed by 
subordinated debtholders instead.

Nedbank’s pricing supplement 
contains similar provisions about 
the finality of write-offs and the 
preferred status of senior creditors 
in the payment hierarchy. However, 

Nedbank refers only to wind-up and 
liquidation – thereby perpetuating 
the loophole on curatorship. 

Uncertainty remains due to the 
discretionary determination of 
a trigger event by the Registrar. 
Furthermore, regulations are still 
expected to come into play which 
will require issuers to elect whether 
a trigger event will result in their 
subordinated debt being written 
off or converted to equity – the 
latter option would raise further 
questions as to the nature of the 
ordinary shares into which the 
debt would be converted and their 
valuation.

-----------------------

A MEDLEY OF CORPORATE 
ISSUANCE

Steinhoff raised R1.5bn across 
three-year and five-year notes in a 
private placement. The three-year 
notes priced at 165bp over the 
interbank rate, 5bp wider than the 
last time the company issued at that 
term. The five-year notes, which 
consisted of fixed and floating rate 
notes, priced at a yield of 9.83% 
for the former and 195bp over the 
three-month interbank rate for the 

latter – this was 5bp narrower than 
Steinhoff’s five-year notes issued 
earlier this year.

Toyota Financial Services (South 
Africa) issued R800m in senior 
unsecured paper across three-
year and five-year notes, at a 
credit spread of 131bp and 150bp 
respectively over the three-month 
interbank rate. The last time that 
TFS issued term paper was in March 
2014; back then, its three-year notes 
priced at 75bp over the interbank 
rate and its five-year notes at a 
spread of 110bp. The rather large 
expansion in credit spreads is a 
further indicator upward pressure 
on spreads in the credit markets.

Remgro raised R3.6bn in senior 
unsecured six-month commercial 
paper, both fixed and floating rate. 
Demand was skewed towards the 
fixed rate paper, at R2.9 billion, 
as investors looked for protection 
ahead of the July MPC meeting. The 
proceeds from the debt issue will 
be used to partially fund Remgro’s 
acquisition of a 29.9% stake in UK-
based Spire Healthcare Group for 
£431.7m, which will subsequently 
be sold to Mediclinic.

Rebosis issued R100 in 12-month 
senior unsecured paper at a credit 
spread of 140bp over the three-
month interbank rate. Rebosis has 
a national scale rating of A- from 
Global Credit Ratings Co. The credit 
spreads on this paper came out 
wider than similarly rated propcos.

-----------------------

ANYONE FANCY 
AUSTRALIAN BANKS?

Macquarie Securities South Africa 
raised R600m across three-year 
FRNs, as well as R51m in three-
month commercial paper. R300m 
of the FRNs were priced at 35.5bp 
over the six-month interbank rate, 
and the other R300m at 77.5bp 
over the three-month interbank 
rate. It’s interesting to note the 
42bp difference in the credit spread 
between the two notes, despite 
having the same maturity. The six-
month and three-month interbank 
rates are currently 6.825% and 
6.158% respectively – a 66.7bp 
differential. Taking this into account, 

the first note actually pays investors 
more on an absolute basis. The split 
was likely due to investor demand, 
as investors looked to position 
themselves ahead of the July MPC 
meeting.

-----------------------

AUCTIONS GONE AWRY

Investec managed to raise R130m of 
three-year senior secured debt on 
auction. The notes priced at 135bp 
over the three-month interbank 
rate. The bank had hoped to raise 
R500m across both fixed and 
floating rate notes and had given 
pricing guidance of 130bp to 140bp 
over the R203 on the fixed rate 
notes, and 125bp to 135bp over the 
interbank rate on the floating rate 
notes. However, the auction did 
not go as planned. Out of a total 
of R763m in bids, only the R130m 
accepted fell within the pricing 
guidance provided. No bids were 
submitted for the fixed rate notes.

By Londa Nxumalo 
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FUND FLOWS

Mazi Capital MET Equity Fund

In Out

Aspen Adcock Ingram

Mr Price Impala Platinum

PPC Imperial

PSG Group Standard Bank

Rhodes Food

Rockcastle

Up Down

British American Tobacco Anglo American

Cashbuild Richemont

Distell Mediclinic

FirstRand Mondi

Investec Old Mutual

Naspers Sasol

Telkom

Source: ProfileData

LOOKING MORE 
CLOSELY AT MAZI 
CAPITAL MET 
EQUITY FUND, 
36ONE MET 
EQUITY FUND, 
MERGENCE 
EQUITY 
PRESCIENT FUND

Cape Town – As South Africa's 
unit trust industry deepens, a 
number of smaller managers are 
making their mark. Funds run by 
a number of lesser-known houses 
are consistently featuring in 
performance tables and attracting 
investor interest.

In the year to date, three equity 
managers who have done 
particularly well are Mazi Capital, 
36ONE and Mergence. They are 
all within the top 15 performers, 
having produced double digit 
returns that are well ahead of the 
FTSE/JSE All Share Index.

By scrutinising changes to their 
portfolios over the last year, we 
can get an idea of how they have 
been positioning their holdings 
to achieve this performance. The 
below tables show which shares 
these funds bought into over the 
year to March, and which they sold 
out of. The share must have had a 
weighting of more than 1% for it to 
be considered.

The tables also show any 
substantial changes to positions 
within the fund.

Mazi elected to move out of its 
holding in Adcock Ingram over 
the period, while at the same time 
buying a healthy dose of Aspen. 
Over the last five years, the two 
pharmaceutical companies have 
enjoyed very different fortunes, 
with Aspen nearly quadrupling in 
value while Adcock has shed around 
20%. Mazi apparently still sees 
room for Aspen to climb, despite its 
full price-to-earning multiple of 33.

The fund has also taken positions 
in strong performers Mr Price and 
PSG. The shares in both are trading 
at prices around five times higher 
than they were at this time in 2010, 

but they remain market favourites.

Where Mazi appears to have taken 
some profits is in Standard Bank, 
Telkom and Mediclinic. All three 
have experienced a correction since 
the start of 2015 after some very 
positive growth over the last three 
years. 

It is worth noting that the fund has 
increased its exposure to Naspers, 

which now makes up more than 
13% of the fund. It has also bulked 
up on FirstRand, which is its third 
largest holding at a weighting of 
over 4%.

The interesting positions it 
has taken in smaller counters 
include newly listed Rhodes Food, 
and building materials retailer 
Cashbuild. The share price of the 
former has shown growth of nearly 
60% since coming to the market in 
October 2014, while the latter has 
surged 125% in the last year.

There are some interesting 
similarities between changes 
to 36ONE's portfolio and those 
made by Mazi Capital. Both funds 

have significantly increased their 
exposure to Naspers, while selling 
down Sasol, Mondi and Richemont.

36ONE has however been buying 
Standard Bank while Mazi was 
selling, and moving out of Distell 
while Mazi was increasing its 
weighting.

There is a fairly clear pattern in the 
stocks the fund has removed from 

its portfolio. Four of the six are 
mining counters.
Perhaps the most notable purchase 
36ONE has made is Shoprite, which 
has been out of favour for a couple 
of years after a sustained surge, and 
is still trading below its 2013 peak. It 
doesn't look very cheap either at a 
price-to-earnings of over 23 times.

The fund has also made some 
interesting buys in the small cap 
space – Peregrine, Sephaku, Novus 
and Hulamin. Peregrine has been 
the recent stand-out in this group, 
having nearly tripled in price since 
the middle of 2013, but Sephaku 
has also enjoyed a very strong run 
since mid-2012.
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Hulamin has been under a lot of 
pressure lately and is still well 
off prices it reached in 2010, but 
36ONE must be seeing value at a 
price-to-earnings of under six. For 
its part, Novus was only listed at the 
end of March after being unbundled 
from Naspers and has mostly 
traded below its listing price.

Although not shown above, 
36ONE also made some changes 
to its international holdings. It 
bought into Apple and Alibaba, 
while selling out of Volkswagen, 
McDonalds, Johnson & Johnson and 
GlaxoSmithKline. 

Like the other two managers, 
Mergence has also been taking a 
bigger position in Naspers while 
reducing its exposure to Sasol. It 
has joined them too in selling Anglo 
American.

Although Mergence sold out of 
FirstRand, it actually upped its 
exposure through the indirect 
holding it gained through RMB 
Holdings. This increased exposure 
to FirstRand was also a theme 
among all three funds.

These four positions alone probably 
account for a fair degree of the 
out-performance experienced by 
these funds. Naspers and FirstRand 
are up around 40% and 30% 

36ONE MET Equity Fund

In Out

Shoprite Adcock Ingram

Investec Impala Platinum

New Europe Property Investments Imperial

Standard Bank Standard Bank

Fortress Property 

Rockcastle

Peregrine

Novus

Hulamin

Sephaku

Up Down

SABMiller Omnia

Naspers Sasol

FirstRand Mondi

MTN

Netcare

Mergence Equity Prescient Fund

In Out

Alexander Forbes Barclays Africa

Ascendis Health British American Tobacco

Glencore FirstRand

Liberty Grindrod

Novus Impala Platinum

RMB Holdings Life Healthcare

Tiger Brands Omnia

Tradehold Bidvest

Up Down

Naspers Omnia

Netcare Sasol

Reinet Mondi

Steinhoff MTN

Transaction Capital Netcare

Woolworths

Source: ProfileData

respectively over the last year, while 
Sasol and Anglo American are down 
30% and 45%.

Mergence has also significantly 
reduced its exposure to BHP 
Billiton, which is another counter 
that has lost 30% in the last year. 
It hasn't however steered away 
from the big diversified miners 
completely, as it has added 
Glencore to its portfolio.

An interesting feature of the 
Mergence portfolio is the big 
increase in its Reinet holding, while 
it sold out entirely of BAT. Since 
Reinet's BAT stake still makes 
up around 70% of its value, it is 
predominantly an alternative 
entry point into the tobacco giant. 
However, it is progressively building 
its portfolio of other assets.  

The other notable positions 
taken by Mergence are in smaller 
counters Tradehold and Transaction 
Capital. Tradehold's share price has 
more than tripled since the start of 
2012, but may now be looking less 
than cheap at a price-to-earnings 
multiple of over 30. Transaction 
Capital is less dearly priced at 16.35 
times earnings, and is up over 30% 
for the year to date. ■
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fee for simply taking three or four 
other balanced funds and blending 
them together in equal proportions. 
That wouldn't appear to be adding 
a degree of sophistication that any 
semi-financially literate investor 
couldn't do themselves. 

A fund of funds manager who is 
really adding value is one who 
is both making asset allocation 
decisions, and identifying the best 
managers within those asset classes 
to produce the best risk-adjusted 
returns. 

That is expertise worth paying for 
and is something that 27Four has 
become very astute at doing, hence 
its position at the top of the list. At a 

A CATEGORY 
THAT IS UNFAIRLY 
OVERLOOKED

Cape Town – South African 
investors don't seem quite sure 
what to do with multi asset medium 
equity funds. This is apparent by the 
amount of money that currently sits 
in this unit trust category.

The latest statistics from the 
Association for Savings & 
Investment SA (ASISA) show that the 
total assets under management in 
the multi asset medium category at 
the end of March sat at just R48.0 
billion. In comparison, high equity 
funds managed R363.3 billion and 
there was R203.1 billion invested in 
the low equity category.

For many investors, medium equity 
funds sit in a place between being 
aggressive and conservative that 
makes them neither-here-nor-there. 
Their 60% equity limit puts them in 
a kind of investing middle ground.

However, there are some 
outstanding funds in this segment 
and they do offer a compelling 
proposition. They are able to 
produce returns not that far below 
high equity funds, but at much 
lower risk.

Take for instance, the best fund 
in the medium equity category 
over the last five years, the 27Four 
Balanced Prescient Fund. Over this 
period it has produced a higher 
return than 85% of funds in the high 
equity category and has performed 
well above that category's average.

Yet, it produced this return with 
much lower levels of volatility then 
even most of the funds it out-
performed.

This makes these funds ideal for 
investors who have shorter time 
horizons, but still want some capital 
growth. They are also a useful 
tool for people who are already 
in retirement looking for lower 
volatility due to needing consistency 
of income.

The below table shows the top-
performers in this category over the 
last five years:

Given the bull market experienced 
in equities over the last five years, 

it is not surprising to see these 
funds all easily outstrip a target of 
inflation plus 5%. Investors have 
enjoyed some very good risk-
adjusted returns over this period.

However, the good times may well 
be coming to an end, and some 

of the fat put on over the last 60 
months may be needed to carry 
investors through some leaner 
years ahead. One should expect the 
CPI + 5% target to be a lot harder to 
meet going forward.

The predominance of fund of funds 
in this category is also quite clear, 
with nine of the funds on this list 
using this approach. An important 
consideration for investors in this 
environment is to scrutinise the 
fees you pay, as the layering can 
potentially add a lot to the overall 
cost.

The total expense ratios (TERs) 
on these funds can differ quite 
significantly. One can pay anything 

from 1.14% on the MI-Plan fund to 
3.14% on the SBRO fund and 3.37% 
on the Montrose fund.

You also need to be aware of 
what you are paying for. It is 
questionable, for instance, whether 
a fund manager really deserves a 

Top performing multi asset medium equity funds to 30 June 2015

Fund
5 Year 

annualised 
total return

5 Year annualised 
total return 15.78%

SBRO BCI Balanced FoF A 15.64%

AS Forum BCI Moderate FoF 15.56%

MI-Plan IP Inflation Plus 7 Fund B5 15.43%

Montrose BCI Moderate FoF 15.22%

Southern Charter BCI Balanced FoF 14.78%

Indequity Balanced Value FoF 14.21%

Kruger Stanlib Balanced FoF A 13.97%

FG IP Saturn Flexible FoF A1 13.80%

Contego MET Wealth Accumlator FoF A 13.40%

FTSE/JSE All Share Index 18.04%

South African multi asset medium equity 
category average 12.19%

CPI + 5% 10.70%

Source: ProfileData



38 ISSUE 5 – AUGUEST 2015 39ISSUE 5 – AUGUST 2015

Top performing multi asset medium equity funds to 30 June 2015

Fund
10 Year 

annualised 
total return

Indequity Balanced Value FoF 12.68%

Coronation Capital Plus Fund 12.58%

Absa Balanced Fund R 12.57%

Stanlib Multi-Manager Medium Equity FoF A 11.79%

Contego MET Wealth Accumlator FoF A 11.30%

FTSE/JSE All Share Index 17.14%

South African multi asset medium equity category 
average 11.30%

TER of 1.31% the Balanced Prescient 
Fund is also one of the most well-
priced funds in this category.

The AS Forum BCI Moderate 
Fund also has a very good record 
with this approach, although at 
higher cost. It has an extremely 
well-diversified portfolio, giving 
investors exposure to a range of 
fund managers, asset classes and 
geographies.

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

Only five funds are included on 
this list, as there are only 16 in 
this category with ten year track 
records. Of the ten funds on the five 
year list, only two have been around 
for longer than ten years, and 
both of them appear above – the 
Indequity Balanced Value FoF and 
Contego MET Wealth Accumulator 
FoF.

Three of the larger asset 
managers – Coronation, Absa and 
Stanlib – appear here, after being 
conspicuously absent from the 
five year list. Given the dominance 

Source: ProfileData

of smaller funds over the shorter 
period, it will be worth watching 
whether they can out-perform over 
longer time frames as they grow 
their track records.

It is also worth noting that the levels 
of above average performance are 

smaller in the ten year table. This 
is due to having a much reduced 
sample, but also because this is 
a period that includes the market 
downturn of 2008, and does not 
just reflect a market bull run. ■

Brought to you by

2015 has been a 
tough year for many 
entrepreneurs. 
A global economic slowdown and a 
deluge of negative news are enough 
to knock the stu�  ng out of any 
entrepreneur trying to fi nd their way. 
Moneyweb and technology company 
Microsoft however have something to 
inject some new energy into the second 
half of your year. 

BUY YOUR TICKET 
FOR R250 
inspiration.moneyweb.co.za

12 August, 2015 
17H30, Bryanston

South Africa’s grittiest 
entrepreneurs 
telling their stories and 

some of the lessons they 

have learnt.

The August instalment of the 

Moneyweb Inspiration Factory event 

will see some of 
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Beware the seductively high 
dividend yield
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INVESTMENT DIVIDEND 
DISTRIBUTIONS 
MUST BE 
SUSTAINABLE, 
AND RECENT 
EXPERIENCE 
SHOWS THIS IS 
NOT ALWAYS THE 
CASE

“There is one thing more powerful 
than compound interest – and that 
is compound dividend growth” 
comments a successful private 
investor. “Take the dividends from 
high yielding stocks and reinvest 
them in the same, or where 
possible into even higher yielding 
companies. This way, the investor 
does not have to dig into capital or 
savings in order to grow his position 
in the markets.”

This sounds well and good, 
and while high dividend paying 
stocks will not usually generate 
exceptional capital growth, their 
combined return of capital and 
income should be very respectable 
over time.  Reinvesting dividends 
increases the capital base, which in 
turn generates more income as well 
as capital growth, and so on, and so 
on. 

The theory is that the emotionally 
devoid value strategy of investing 
in high dividend yield stocks, on low 
price to book ratios, should offer 
better returns over the long term. 

However the last couple of years on 
South African markets have shown 
how a dividend yield approach, 
based very much on the short-term 
mechanical metrics of a stock, has 
been a recipe for disaster. African 
Bank and Kumba Iron Ore are the 
most notable examples. Investors 
significantly underestimated to 
what degree – and at what speed 
- these stocks would correct in 
response to their respective 
troubles. There was not much 
time in which to readjust portfolio 
holdings.

Kumba used to be the darling of the 
dividend yield-seeking investor. In 
2009, its dividend yield was around 
14% but by 2010 it had fallen to 
nearer 4%. Daily yields oscillated 

in the 6% to 8% range between 
2011 and 2013, increasing through 
2014, up to 16% at the start of 
2015, tipping 20% in mid-2015. 
Warning bells were ringing yet 
many investors remained convinced 
by its huge dividend yield. It turned 
out that such a yield was completely 

unsustainable against a background 
of weakening iron ore demand and 
greatly enhanced global supply. 
In the third week of July, it was 
revealed why the yield was so 
high; the company had made a 
loss for the six months to end-June 
2015 and the dividend was passed 
entirely. Its historically volatile but 
high dividend yield has now ended 
in tears. 
 
And equally so, why was African 
Bank sitting on a 9% dividend yield 
when its loan book was about to 
collapse?

Exceptionally high dividend yields 
should alert investors to the 
possibility that something may 
be fundamentally flawed in a 
company. The caution is that every 
business goes through lifecycles, 
and investment decisions based 
purely on short term yield metrics 
have proven to be inadequate. 
Investors must analyse dividend 
history, balance sheet strength, and 
cash flow, and evaluate whether a 
company offers inherent growth 
in its dividends, at least in line with 
earnings growth, and that growth 
must be sustainable. It goes beyond 
simply looking at a couple of ratios.
 
For investors who do not want to 
do their own dividend stock picking, 
there are various dividend products 
on the market, but there are diverse 

styles within these offerings. For 
example, the Satrix Divi tracks the 
FTSE/JSE Dividend Plus Index, a yield 
weighted index focused on the top 
30 high yielding companies within 
the universe of the Top 40 Index 
and Mid Cap Index, excluding real 
estate. Not so long ago this fund 

was significantly exposed to both 
Abil and Kumba. 

The selection also includes more 
active funds such as the Marriott 
Dividend Growth Fund which seeks 
out fundamentally sound listed 
companies that currently pay 
dividends and possess the potential 
for consistent and sustainable 
dividend growth in the future. 
The key words in this philosophy 
are ‘fundamentally sound’ and 
‘consistent and sustainable’, 
and dividend growth prospects 
must be secure.  In Q2 2015 this 
fund offloaded Tiger Brands and 
Vodacom, citing uncertainties 
around their divided growth 

Source: Annual reports  
*Figure is either estimated or derived from other income & commissions

Kumba used 
to be the 
darling of 
the dividend 
yield-seeking 
investor.
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outlook. It is now diversifying 
into dividend stocks in developed 
offshore markets as local dividend 
opportunities are becoming 
challenging to find.
To hone in on some topical 
individual stocks, what about MTN, 
a high dividend paying stock with a 
high dividend yield, currently sitting 
in various income return focused 
portfolios. Until a few years ago, it 
was viewed as a growth stock and 
had derived much of its growth 
from a bold strategy of expanding 
rapidly into other parts of Africa and 
the Middle East. But eventually, the 
company was unable to find enough 
opportunity to justify its “growth” 
tag and its earnings growth rate 
became a lot more pedestrian. 
Since that time, MTN’s average 
dividend yield has increased 
substantially, from around 1.5% 
in 2010 to just under 6% before 
its recent and disappointing end-
of-July trading update. Even with 
relatively high capital expenditure, 
the company has been able 
to pay decent dividends to its 
shareholders. But as an investor 
looking for yield, you need to decide 
if this is sustainable. 

Another one to look at is Lewis, 
again sitting in some dividend 
funds. It seems cheap, offering 
a dividend yield north of 7%. On 
first glance, it should fit nicely into 
a dividend income portfolio. But 
it may have a cloudy outlook due 
to possible miss-selling of credit 
insurance, and potential regulatory 
pressure on its credit life insurance 
business. If credit life insurance 
charges are capped in the near 
future, what would that do to 
revenue, profits and ultimately 
dividend distributions? 
Besides picking the right 
companies, investors must also 
manage their concentrations of 
high paying dividend stocks. Some 
will inevitably blow out – others will 
certainly turn out well. Additional 
filters are required, especially for 
those offering extraordinary yields, 
and here the allocations should be 
modest. Why is a stock sitting at a 
particular yield, why is the price so 
depressed, and is it simply too good 
to be true? 

Dividend stocks require constant 
attention and maintenance, and 
while generally solid, have the 
potential to wreak havoc at a pace 
and to an extent that leaves the 
investor completely unnerved. ■

The ten numbers 
Investors need  
to know
HELPING YOU FILTER 
THE NOISE

By: Sasha Planting

TO KEEP THINGS SIMPLE, HERE IS A LIST OF THE 
TEN NUMBERS YOU REALLY OUGHT TO KNOW: 

Making investment decisions can be tricky. Aside from consuming the 
amazing amount of information that is available online, making sense of 
the numbers can be overwhelming. There are literally dozens of formulas 
and  hundreds of numbers to understand and digest. PE ratios, price to 
book ratios, return on equity ratios, bond yields... 

The number of years left to 
retirement: without this you 
cannot plan

The percentage of your 
monthly budget spent 
servicing debt: anything 
above 60% now could indicate 
a high probability of financial 
stress if interest rates were to 
increase 3-5% over the next 
18-24 months

Your average rate of tax: 
anything above 35% would 
suggest that you could benefit 
from tax planning. That 
hurdle rate would be lower 
for a retiree.

The inflation rate: that is the 
minimum return you need to 
earn on an investment

The percentage of your 
income going into investment 
and retirement savings. 
Anything below 15% is wholly 
inadequate

The TER (total expense ratio) 
of your investment portfolio 
including fund (including 
any performance fees), 
administration and advice 
fees. As an individual investor, 
you can’t control the market, 
but you can control the 
expenses. Too few investors 
know what they are paying 
for their investment portfolio 
and don’t understand the 
impact of higher costs on 
their return.

The prime rate: that is the 
base cost of debt against 
which you compare what you 
are currently paying for debt. 
Anything above prime + 2% is 
expensive  

The difference between your 
assets and liabilities. That 
is your current net worth 
(wealth) – it is important 
to understand the growth 
prospects of your assets and 
the cost and structure of your 
liabilities, and the resultant 
impact on ongoing wealth 
creation

The present value of your 
required retirement capital. 
That allows you to compare 
to how much you currently 
have saved in relation to your 
goal

1

4

7

2

5

8

3

6

9
Your wedding 
anniversary, your spouse 
and kids’ date of birth. 
These are the numbers 
that add meaning to the 
numbers above.

10

INVESTMENT
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Ferrari’s financials not so racy 
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INVESTMENTS ANALYSTS GET 
UNDER THE 
HOOD AHEAD 
OF PROPOSED 
LISTING
The plan to spin off Ferrari as 
a separate business is on the 
starting blocks after Fiat Chrysler 
Automobiles (FCA) formally filed for 
an initial public offering on the New 
York stock exchange late in June.

FCA, which owns 90% of the 
legendary carmaker, intends listing 
10% of Ferrari shares on the New 
York Stock exchange sometime later 
this year.

The public offering is part of a 
process designed to separate 
Ferrari from its holding company. 
FCA, which owns brands like 
Fiat, Alfa Romeo, Chrysler, Jeep 
and Maserati has considerable 
corporate debt and will use the 
funds from the listing to drive its 
plan to boost sales by 60% to 7 
million cars by 2018 and increase 
net profit five-fold.

The remaining 80% of the 
shares will be distributed to FCA 
shareholders while Piero Ferrari, 
son of founder Enzo Ferrari will 
retain his 10% stake. At this point 
there is no guidance on a possible 
listing price.

“We believe that as a standalone 
company with an iconic brand 
name, we will be better positioned 
to promote and extend the value of 
our brand, maintain our heritage, 
attract and reward technical and 
management talent and further 
enhance Ferrari’s position among 
the world’s premier luxury lifestyle 
companies,” the FCA subsidiary said 
in the filing. 

Ferrari chairman Sergio 
Marchionne, who engineered the 
operating and financial turnaround 
of Fiat and Chrysler such that it is 
now the seventh largest automaker 
in the world (based on 2014 vehicle 
sales), was quoted in Bloomberg 
saying he expected the listing to 
raise at least €10 billion.

“There are clear expectations 
from ourselves as Ferrari brand is 
unique,” Marchionne said in July. 
“There is also a scarcity value as we 
are just selling a 10 percent stake.”

Anthony Rocchi, a portfolio 
manager at Rexsolom Invest 
believes this valuation could be a bit 
rich. “My fair value estimate, based 
on an implied earnings multiple of 
17x value Ferrari at EU5.4 billion. I 
am able to get to a bullish valuation 

of EUR 7.5bn if I assume that their 
current volume growth rate lasts 
into perpetuity. That is still some 
way off the €10bn.”

The information released in the SEC 
filing lifts the bonnet on the Ferrari 
numbers for the first time. 

In the year ended December 31, 
2014, Ferrari recorded net revenues 
of €2.8 billion, earnings before 
interest and tax of €389 million and 
net profit of €265 million. The ebit 
margin is 14.1%. 

From 2005 to 2014 Ferrari achieved 
a compound annual growth rate in 
volumes of 5%. 

Fundamentally this is a solid 
company, Rocchi says. The 
profitability profile is a little cyclical, 
but stable. Notably, it generates 
free cash flow. For every euro that 
is invested the company generates 
€1.58 in operating cash. “This 
means Ferrari is not beholden to 
creditors and banks whose ideas 
on risk are usually different to 

shareholders.” 

Of concern however is Ferrari’s 
deliberate low volume strategy. 

While the number of cars shipped 
has increased by 8% in the last 
10 years, in May 2013 Ferrari 

Source: Rexsolom Invest

There are clear expectations from 
ourselves as Ferrari brand is unique, 
Sergio Marchionne, Ferrari chairman"

announced its decision to limit sales 
to about 7000 per year to maintain 
a reputation of exclusivity among 
customers. The strategic business 
plan reflects a continuation of the 
low volume strategy, which will see 
shipments gradually increased to 
about 9000 units per year by 2019.

“On the one hand you have to 
respect the fact that Ferrari has 
stayed true to its founding ethos 
which is to build the greatest cars 
possible,” Rocchi says. “Who else 
invests 20% of sales back into 
research & development? But as 
an investor how do you get excited 
about a company with such limited 
growth prospects?”

 Ferrari makes the bulk of its profits 
from the manufacture of eight 
models, including six sports cars 
(458 Italia, 488 GTB, 458 Spider, F12 
Berlinetta and its special series 458 
Speciale and 458 Speciale A), and 
two GT cars (California T and FF). 
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Its latest sports car, the 488 GTB, 
is replacing the 458 Italia. It also 
produces a limited edition supercar, 
LaFerrari, and very limited editions 
series (Fuoriserie) and one-off cars.

The company also builds V8 and V6 
engines for Maserati. It has a multi-
year arrangement to provide 160 
000 V6 engines up to 2020, which is 
expected to increase to up to 275 
000 engines in aggregate through 
2023 to cater to Maserati’s planned 
expanded model range and sales 
volumes.

Ferrari is, for obvious reasons, 
heavily invested in Formula 
1. Revenues are derived from 

sponsorship agreements and 
Ferrari’ share of revenues from 
broadcasting and other sources. 

“About 425 million people watch 
Formula 1 on a regular basis,” says 
Rocchi. “16-17% of net revenues is 
earned from Ferrari’s involvement 
in Formula 1 which is more than 
matched by the investment in 
research & development” 

He says that the company could 
transform its growth potential if it 
was prepared to develop a vehicle 
similar to the Porche Cayenne. 
Though purists scoffed when 
Porsche first released its mid-size 
SUV, it has become one the of the 

German automaker's best-selling 
(and most profitable) models. “It is 
a fabulous seller and although it is a 
more mainstream brand it has not 
diluted the sports car brand. 

“I don’t see the company achieving 
the valuation it has targeted. 
To fetch a €10 billion valuation 
on a listing means fundamental 
prospects would have to change. 
Either that, or Wall Street will 
have to hype this stock into the 
stratosphere.”

It’s probably not that difficult. ■

Ferrari has stayed true to its founding 
ethos which is to build the greatest 
cars possible,
Anthony Rocchi

"
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INVESTMENTS

What the fund managers are saying
The art of preserving capital
By: Sasha Planting
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The art of preserving capital
- What the fund managers say

South African investors appear 
hesitant to invest in multi asset 
medium equity funds, with just R48 
billion allocated to this category out 
of R614.4 billion allocated to multi 
asset funds in general, according 
to figures from the Association 
for Savings and Investment South 
Africa . 

Writing in a related story 
(HYPERLINK), journalist Patrick 
Cairns theorises that because 
medium equity funds sit in a place 
between being aggressive and 
conservative, this makes them 
neither-here-nor-there. Their 60% 

equity limit puts them in a kind 
of investing middle ground, he 
suggests.

However for investors who require 
a low risk investment that delivers a 
stable income, this may just be the 
perfect place to be.  

The objective with these funds is to 
protect capital in these uncertain 
times, says Charles de Kock who 
manages all of Coronation’s 
absolute return funds including 
the Capital Plus unit trust. “We 

have been warning investors that 
they should expect lower returns. 
The party cannot continue forever. 
Equities remain highly rated and 
cash and bond yields also offer 
only single-digit returns. No single 
asset class stands out as offering 
exceptional value.”  

The beauty of multi asset portfolios 
is that managers invest across the 
equity, bond, money and property 
markets, and have the discretion to 
adjust their portfolio allocations as 
economic circumstances change.

What is interesting is that none of 
the fund managers approached 
by the Investor are making major 
adjustments to their portfolios, 

rather it’s a tweak here and a tweak 
there. “Right now, with the market 
skittish and uncertain, the best 
bet is to have the courage of your 
convictions and let your investment 
thesis play out,” says Claire Rentzke 
head of manager research at multi 
manager firm 27four.

The decisions that will make the 
most difference relate to asset 
allocation, says Simon Peile, co-
head of investing at Sygnia Asset 
Management include: “Are you 
in equities, or fixed interest or 

something else? If you are in 
equities are you overweight or 
underweight and by how much? 
And within this, are you invested in 
domestic markets or international 
markets?”

Those decisions, he says, will 
dominate everything.”

The Sygnia fund managers, like 
many other medium equity 
multi asset fund managers have 
downweighted their domestic 
equity holdings from about 35% 
of the fund to about 28%. “We 
are being careful not to be more 
aggressive. We are conscious that 
any decision has a reasonable 
chance of being wrong. You can 

destroy performance quite easily,” 
says Peile. 

In the case of its multi asset 
medium equity funds, Sygnia, and 
the fund managers that invest on 
its behalf, is avoiding resource 
companies, consumer facing 
companies and other companies 
with a heavy SA bias. The fund 
does however have quite a chunky 
allocation to financials. “We are 
forced to,” says Van der Merwe, 
co-head at Sygnia with Peile. “It is 
the prettiest out of a bad selection.” 

That said, the whole section is not 
a buy. Instead it is a “stock pickers 
market”.  

27four also outsources stock 
selection to carefully selcted 
fund managers. “We are actively 
managing our exposure to the 
various styles of managers. You 
read that value is dead, but we have 
stuck with an allocation to the value 
managers, and been very specific 
as to the type of value though 
we didn’t carry value at its full 
allocation,” says Rentzke. “You never 
know when the market is going to 
turn.” 

As bottom-up stock pickers, 
Coronation seeks out specific stock 
opportunities and in its Capital 
Plus fund it holds Anglo American, 
British American Tobacco, Naspers, 
MTN, Standard Bank as well as 
platinum and other resource stakes. 
In some cases, where valuations 
were on the sharper end, certain 
holdings were sold down. “There is 
also a risk in the very high ratings. 
That is why our overall exposure is 
quite low in terms of our history,” 
says De Kock. We have been 
trimming back. We allow up to 60% 
in risky assets (local and global 
equities and property) and we are 
at 53% currently.”

Of this allocation, 25% is in 
domestic equities, and of that 
18% is in resources (4.5% of total 
portfolio). “Our positions have not 
worked out perfectly in the near 
term but we are not going to day 
trade and change the composition 
a lot. We like to own things that 
are cheaper, but sometimes cheap 
stays cheap for long,” says De Kock. 

Sygnia is a little more resource 
averse. “Resource stocks are now 
unbelievably cheap by any possible 
measure, but I think the negative 
sentiment will remain for as long as 
we don’t know where the floor in 
the Chinese economy is,” says Van 
der Merwe. “To what extent are they 
lying about their growth rate? We 
have invested with equity managers 
that are nimble and can keep close 

to this and have resource stocks 
that are less China-sensitive, such 
as Sasol, and paper.” 

Coronation has additional exposure 
to commodities through platinum, 
gold, and palladium ETFs. “These 
have lower risks but less upside 
than equity, says De Kock. “But 
these things are unpredictable. I’m 
happy to have some bets on the 
table but will not put the whole 
fund at risk.”

All of the fund managers are betting 
on offshore markets to the fullest 
extent possible, which is usually 
between 20% and 30% of the fund.
 
At Coronation for instance the past 
quarter has seen an increase in the 
fund's effective global exposure 
by 2.5%. It now has 25% invested 
offshore, which is the maximum 
allowed. “This was achieved via 
currency futures, where we bought 
back the long ZAR/USD positions as 
we became more concerned about 
the South African rand,” says De 
Kock.

In the case of 27four, global 
exposure is divided between 
international equities and property. 
“We think the US is looking a little 
full. Instead we have added a little 

more Europe and selected emerging 
markets – with the exception of 
China and Russia. That is more than 
our blood pressure can handle and 
more volatility than our investors in 
this product need,” says Rentzke.

Sygnia is also overweight on its 
international assets. “We have 
a heavy tilt towards the US and 
other developed markets and little 
exposure to emerging markets. In 

We have been warning investors that 
they should expect lower returns,
Charles de Kock"

the market is skittish and uncertain - the best bet right 
now is to have the courage of your convictions and let 
your investment thesis play out
Claire Rentzke"

terms of the global recovery the US 
is not strong but it is the strongest 
by some margin,” says Van de 
Merwe.  

For the most part the fund 
managers are steering clear of 
fixed-income marekts. That is 
understandable given that global 
bond yields have fallen to very 
low levels and locally they are not 
much better. “At one point global 
government bonds were trading at 
negative real rates, which means 
investors were guaranteeed a loss,” 
says Van der Merwe. “Fixed income 
has been in a 30 year bull market, 
so you have an entire generation of 
consultants with an ingrained idea 
that fixed income is a safe place to 
invest.” 

27four hasn’t had a meaningful, 
dedicated allocation to nominal 
bonds or inflation linked bonds 
in its medium equity fund for the 
last 18 months preferring more 
flexible fixed income mandates. 
“Our managers have found selected 
opportunities in the corporate bond 
market for instance,” says Rentzke. 
“But the big risk in this market is 
liquidity - if you need to get out in a 
hurry you might battle.”

When it comes to cash, yields are 
low or close to zero. Even locally 
where money market interest 
rates may move up a little, they are 
unlikely to beat inflation by more 
than 1% per annum over the next 
few years. This is not enough to 
interest any of the fund managers 
and they hold limited reserves.

The outlook for assets might be a 
little uncertain, says De Kock, but 
it is nothing that hasn’t been seen 
before. The bottom line is to protect 
the downside; buy assets that are 
trading below their intrinsic value, 
and then have patience. “That is 
the hardest part,” he says. “Human 
nature is to try to fiddle when 
the right thing to do is sit on your 
hands.” ■

Claire Rentzke, 27four

Willem Van der Merwe, Sygnia Asset Management

Charles de Kock, Coronation Fund Managers

Simon Peile, Sygnia Asset Management
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By: Sasha Planting

The Lion of Franschoek

50

FEATURES MEET THE MAN 
WHO IS INVESTING 
MILLIONS IN THE 
CAPE WINELANDS
The fiery political talk about 
laws preventing foreigners from 
owning land in South Africa has 
not dissuaded billionaire Indian 
industrialist Analjit Singh from 
making his sixth investment in the 
Franschoek valley.

Singh’s latest acquisition is Le 
Quartier Français, once dubbed the 
most romantic hotel in the world 
by media company Condé Nast and 
home to the Tasting Room, one of 
the world’s top 100 restaurants.

This latest acquisition forms part 
of his Leeu Collection, a property 
portfolio that includes Leeu Estates, 
a boutique hotel and winery in 
the Franschhoek valley, and Leeu 
House, a five-star hotel in the heart 
of the Franschhoek village. Both will 
be opened later this year. Heritage 
Square, a new culinary offering in 
Franschhoek, is also part of the 
Leeu Collection portfolio. 

The Afrikaans word leeu is a 
translation of Singh, the Sanskrit 
word for lion. 

he visited the country for the Fifa 
Soccer World Cup. A love affair 
began.

He does not play or even watch 
soccer, he says. “I came because of 
my cute heart daughter Piya. She 
is the football fiend in the family. 

When it comes to her wishes, I go 
where she wants to go.”

He recounts feeling “a deep sense 
of belonging, of energy, and a sense 
of place” in the valley of Franschoek. 
So began his search for a property. 
The intention was not to buy a 
farm, but the minute he set foot 
on a 40-hectare farm on the slopes 
of the Dassenberg it felt right. His 
company bought the property and, 
subsequently, as they became 
available, those on either side. 

The three farms, Klein Dassenberg, 
Dieu Donné and Von Ortloff have 
been amalgamated and now form 
Leeu Estates, on which about 
200 hectares of grape vines are 
cultivated.  He declines to put a 
figure to the sum of his investment 
to date, saying gently, “let’s just say 
for now that it is substantial”.

Singh has become fascinated with 
the art and science of winemaking, 
which was hitherto foreign. Even 
before he acquired the properties, 
he acquired a stake in multi-award 
winning winery Mullineux Family 
Wines to create Mullineux and Leeu 
Family Wines. The winery - which 
was awarded the 2014 platters SA 
winery of the year - was started by 
husband and wife team Chris and 
Andrea Mullineux.

With no shortage of possible 
partners they selected Singh as 
their partner because his attention 
to detail and obsession with quality 
stood in sharp contrast to other 
suitors who were more interested 
in raising volumes than making 
acclaimed wines.

A trained chemist, Singh quickly 
understood the alchemy behind 
winemaking but decided to learn 
more by taking a trip to Napa Valley 
in the USA to see how things work 
and to taste wines. 

Today, he is a member of the 
prestigious Napa Valley Reserve 
Wine Club. He hopes, in a small way, 
to make a contribution to South 
Africa’s wine industry. This support 
is further reflected by the fact that 
he only serves South African wine at 
his home in Delhi, India.

It is the same obsession with being 
the best that saw him develop Max 
India, which he founded in 1985 
into a group with profits in 2014 
of $1.4 billion and interests in life 
insurance, health insurance, and 
health care. 

The company has several joint 
ventures, including with the JSE-
listed Life Healthcare. Singh stepped 
down as executive chairman last 
year to become non-executive 
chairman and to focus on strategy. 

The decision to spend part of each 
year (at least 90 days) in South 
Africa was quite impulsive, he 
says, but that wasn’t too unusual. 
Making impulsive decisions is part 
of my character, he says. In the end, 
impulsive decisions have almost 

Source: Annual reports  
*Figure is either estimated or derived from other income & commissions

Three farms, Klein 
Dassenberg, Dieu 
Donné and Von 
Ortloff have been 
amalgamated and 
now form Leeu 
Estates

His style is not to change a winning 
formula and the respected Le 
Quartier Français brand will be 
kept as is. Gourmands will also be 
relieved that executive chef Margot 
Janse will continue weaving her 
magic at The Tasting Room, which is 
adjacent to the hotel.

Five years ago Singh discovered 
South Africa and Franschoek when 
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the same probability of success 
or failure as calculated decisions. 
“That's what entrepreneurship is 
sometimes about. So far, and I don't 
know tomorrow, we have been 
successful twelve out of 14 times. 
The other two I count as learning. 
So for me the score is 14 out of 14.

He is an all or nothing individual – 
whether it’s buying South African 
art, or redeveloping the Leeu 
properties -  nothing is done in 
half measures. New friends are 
embraced and celebrated in the 
same way. For this reason he saw 
nothing unusual in inviting South 
African friends to his daughter 
Tara’s wedding in India for a taste 
of Indian hospitality. “I believe in 
one world, one people. Nationality, 
religion, colour, means zero to 
me. I think only of the quality 
of the human being and their 
understanding and treatment of life 
and me. The rest does not matter. 
My only regret is that I was not able 
to spend more time with them. 
Indian weddings are complex!”

He is overwhelmingly positive about 
South Africa and her people – even 
the politics around land do not 
concern him too much. “Coming 
from India I am familiar with this 
concept [foreigners shouldn’t own 
land]. Besides, I have no intention 
of making a ‘land grab'. The Max 
Group is very compliant in terms of 
a mind set.”

However there is just one 
negative, he says. “That is about 
[not] granting visa rights for His 
Holiness the Dalai Lama. You have 
no idea what energy, teachings 
and blessings he can bring to your 
country. You are being denied of 
this injection.”

He chooses not to dwell on this. 

For the time being, he says, his 
spending spree is over. “It is highly 
unlikely that other investments 
will follow. From hereon it is focus, 
focus, focus.” ■

His attention to detail and obsession 
with quality stood in sharp contrast to 
other suitors who were more interested 
in raising volumes than making 
acclaimed wines.
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By Anne Klein

SA taxpayers have nowhere to hide 

54

OPINIONS URGENT! ARE 
YOUR OFFSHORE 
AFFAIRS 
COMPLIANT?
South Africans with undisclosed 
offshore accounts may feel exposed 
after their offshore Swiss bank 
account information found its way 
into the public domain this year. 
The theft of information relating to 
some 30 000 HSBC accounts – the 
biggest banking leak in history - 
actually took place five years ago 
but was only recently published, 
amplifying calls for crackdowns on 
offshore tax havens. 

However with or without the 
leak, governments had already 
made significant strides towards 
enacting new laws that govern 
the exchange of tax information 
between countries. Tax authorities 
around the world are collaborating 
to expose those who go to great 
lengths to escape taxes and conceal 
millions of dollars of assets. 

The South African Revenue Service 
is one of the pioneers in this regard. 
SARS has now completed the initial 
phase of matching information 
obtained through international 
exchange of information 
procedures with the taxpayer 
database. 

The result is that individuals 
with HSBC accounts will have an 
opportunity until 12 August 2015 
to approach SARS via its voluntary 
disclosure programme (VDP) to 
regularise their tax affairs. For 
others there is no deadline as yet, 
but citizens would be advised to 
note what is coming up in terms of 
international tax disclsoure.

Under the auspices of the 
Organisation for Economic Co-
operation and Development, more 
than 90 countries including South 
Africa have committed to an inter-
governmental tax reporting system, 
known as the Common Reporting 
Standard (CRS), which is modelled 
on the US Foreign Account Tax 
Compliance Act (FATCA).  

WHAT IS CRS?

CRS requires information to be 
gathered and reported between 
signatory states on all persons 
involved in financial structures 
and the movement of funds. Any 
person who has bank or investment 
accounts in another jurisdiction 
(or has been declared as beneficial 

owner of such bank accounts) will 
need to consider the impact of 
CRS on those accounts, as will the 
settlor, protector and beneficiaries 
(discretionary and otherwise) of a 
trust. Thus, CRS is similar to FATCA 
but much more extensive in its 
geographical reach and the scope of 
its impact. 

THE IMPACT

Implementation of CRS will have 
two major implications for SA tax 
residents. Firstly, the South African 
Revenue Service (SARS) is likely to 
discover any undeclared offshore 
funds, which would normally 
result in criminal prosecution and 
understatement penalties of up 
to 200%. The exchange control 
implications would depend on the 
facts. 

The second implication is that 
SARS will gain access to an 
unprecedented volume and degree 
of information relating to SA tax 
residents’ offshore dealings and 
structures. Residents with such 
structures would be well advised to 
ensure they are compliant and seek 
legal advice where required. 

THE MAIN AIM OF A 
VOLUNTARY DISCLOSURE 

Application to SARS under its VDP, 
prior to the undeclared funds being 
discovered, would grant relief from 
criminal prosecution and reduce 
the understatement penalty to a 
maximum of 10%, depending on the 
circumstances. There will always be 
liability for interest. There are also 
certain administrative penalties, 
which cannot be waved. The main 
aim of a VDP is to encourage 
taxpayers to disclose, on a voluntary 
basis, previous non-compliance 
(undeclared information, 
transactions, income streams 
etc.) without the fear of severe 
penalties or criminal prosecution. 
This explains why the VDP unit 
strictly adheres to the policy that 
all information submitted to them 
remains ring-fenced. 

AUTOMATIC EXCHANGE OF 
TAXPAYER INFORMATION

The first big wave of automatic 
exchange of taxpayers’ information 
sharing will be between the so-
called “early adopters” of the CRS. 
The early adopters are about 
60 countries (including Europe, 
South Africa, and international 
financial centres like Cayman 

and British Virgin Islands). 
The first intergovernmental 
reporting deadline will be on 30 
September 2017, which would 
include information relating to 
“pre-existing” accounts as at 31 
December 2015. 
The existence of so-called financial 
accounts will in many cases give 
rise to CRS disclosure to the tax 

authorities in the country of 
residence of the account holder. 
In relation to discretionary trust 
beneficiaries, distributions made 
in the course of 2015 may already 
trigger some disclosure obligations.

INTERNATIONAL 
TRANSPARENCY IS FAR-
REACHING

International transparency 
has obvious consequences for 
those who are not compliant, 
but even compliant taxpayers 
should pay attention. Any sharing 
of financial data could lead to 
enquiries regarding unreported or 
mismatched taxpayer information. 
Data sharing could potentially 
result in piecing together offshore 
structures. Practices thought to 
be compliant which have not been 
subject to review, will now be 
subject to scrutiny. 
The extent of reporting will also be 
a surprise to some. A protector of 
a trust or a director of a company 
may have reports filed against their 
names in relation to structures 
where they assist but not qualify as 
such as beneficiaries.
Financial institutions and their 
clients must prepare for the first big 
CRS reporting wave and consider 
their options. If they are not ready 
to ride the wave they will face the 
consequences of being out in the 
tax ocean, faced by dangerous and 
potentially deadly challenges. ■
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By Stuart Theobald

The risk of reaching for the 
same umbrella

56

OPINIONS STANDARDISED 
RISK 
MANAGEMENT 
TOOLS HAVE 
MADE THE SYSTEM 
LESS SAFE, NOT 
MORE 
Is our financial system more 
vulnerable to crisis than before? 
Some interesting research by a 
group of academics at the London 
School of Economics (LSE) says yes. 
Their concern is focused on one 
of the perverse responses to the 
financial crisis: the standardisation 
of models of risk.

We want banks to be safe but 
we also want them to take risk in 
lending to people and businesses 
and otherwise backing risky 
assets. There is obviously a tension 
between those. One of the key 
functions of banks in any economy 
is to be experts at managing risk, 
so they can deliver the good while 
managing the bad. One of the risks 
is credit risk, but they also need 
to manage market risk, liquidity 
risk, exchange rate risk and many 
others.

We certainly don’t want banks to 
do a bad job of managing risk, 
and the financial crisis is, naturally 
enough, seen as evidence that they 
were doing a bad job of it. One of 
the things that central banks have 
done in an effort to change risk 
management standards is to dictate 
to banks the risk tools they must 
apply. Most of those tools come 
from the Basel III capital rules that 
regulators, including South Africa’s, 
have imposed on banks. These 
dictate which sorts of assets should 
be considered risky and which ones 

Standardising 
risk management 
tools means that 
every bank’s 
measurement of 
risk is wrong.

The question is how to 
make the financial system 
more resilient.

not. Banks have been given all sorts 
of ratios that they have to stick to.

Looking at each bank that is 
complying with these rules 
individually makes them appear to 
be low risk. But, the LSE academics 
argue, regulators are committing 
the “fallacy of composition” – the 
idea that because each part of 
a system on its own is safe, the 
whole of the system is safe. In fact, 
they argue, Basel III has made the 
system much less safe.

All measures of risk are wrong, just 
like all forecasts of the weather 
are wrong. But some of them are 
useful, helping us know whether it’s 
a good idea to take an umbrella out. 
The problem is that standardising 
risk management tools means 
that every bank’s measurement of 
risk is wrong in the same way. It is 
as if every one of us was looking 
at the same weather report and 
deciding not to take an umbrella 
out … if it rains every one of us will 
get wet. A particular shock – such 
as the surprise surge of the Swiss 
franc in January – will affect every 
institution in the same way. That 
means the system as a whole is 
much riskier than it would be if 
each institution had a different risk 
management system. That way, not 
all of the institutions will be wrong 
in the same way at the same time, 
the kind of feedback problem that 
easily spirals into crisis. When a 
shock hits, some will be prepared 
for it and some won’t.

The analogy with the weather 
doesn’t capture a much worse 
outcome when it comes to the 
financial system. If banks each 
have the same model, a shock will 
be responded to in the same way, 
with everyone selling or buying 
the same asset at the same time. 
That amplifies the damage, sending 
financial markets into free-fall 
because the behaviour of every 
investor is the same. A vicious cycle 
ensues.

The question is how to make the 
financial system more resilient. 
So far we’ve done a bad job. The 
LSE researchers reckon Basel III is 
actually worse than its predecessor, 
Basel II, at anticipating and 
managing risk, mainly because it 
has harmonised risk models. The 
solution, reckon the researchers, 
is in the development of 
macroprudential risk management 
– the practice of managing the risk 
of the system as a whole, rather 
than at the level of individual 
institutions. This changes the object 
of focus for regulators, but doesn’t 
give any clear answers. It also raises 
more questions: how legal systems 
deal with financial collapse and 
political systems and the feedback 
loops between them. As Greece 
recently illustrated, democratic 
backlash can make a financial crisis 
worse. 

There is one clear theme though: 
diversity is a strength. The more 
types of institutions and the more 
variety in their risk management 
strategies, the more resilient the 
system. This is only true to a point 
though – it does not imply there 
should be a regulatory free for all. 
Predatory practices by individual 
institutions can also cause systemic 
problems and confidence depends 
on public faith in regulatory 
standards. 

While the LSE researchers don’t 
say it, when it comes to risk 
management you want everyone 
to be trying hard to manage it, 
but doing it in their own individual 
way. The question then is how 
do we create the right incentives 
for financial institutions to try 
and manage risk optimally? The 
prospect of a government bailout 
if things go wrong is certainly not 
the answer. Figuring out the right 
answer is very much a work in 
progress. What’s worrying is that so 
far we’ve gone the wrong way. ■
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