
 

 

 

 

 

 

 

 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

KÖRNER PERSPECTIVE 
GLOBAL ECONOMY AND 
MARKET REVIEW 

Körner Perspective (FSP number 42387) -www.kornerperspective.co.za- Telephone 27 11 706 3977 / 27 11 706 3974 

 

 

VOLUME 2 
MAR 2013 

VOLUME 7 
JUN 2014 

-2.5

-0.5

1.5

3.5

5.5

7.5

9.5

11.5

Housing Price Index 

GLOBAL REVIEW 

Any reader of our 6 previous newsletters would probably testify 

that the one common theme/ golden thread running throughout 

has been our view that monetary policy alone cannot fix the 

world’s problems and how it is principally monetary policy that is 

boosting asset markets. This quarter was no exception with a 

number of the world’s key bourses reaching record levels.  

The global economy still seems to be in a fragile state, evident in 

the continued anaemic GDP growth from economic powerhouses 

(US and Europe) with China also battling with historically low 

GDP growth. Markets we feel remain dependant on low loose 

monetary policy. 

UNITED STATES 

US markets had a good quarter (Q2) with the S&P500 gaining 

5.2% and the NASDAQ up 2.3%. Q1 saw very disappointing GDP 

figures, with GDP contracting 2.9% on an annualised basis (much 

of this however this was attributable to severe weather that 

impacted output). Subsequent economic data (e.g. housing and 

unemployment data) flowing out of the US has however 

subsequently improved, adding further upward pressure on 

markets. 

The US Fed continues on a path of tapering QE, but this hasn’t 

really dented the mood on markets, pro. The latest tool of 

forward guidance (where Janet Yellen provides guidance to the 

market of when interest rate will be increased) shows the Fed 

only anticipating an increase in interest rates in the first quarter 

of 2015; however this is dependent on prevailing economic data 

at the time. 

Growth forecasts have also been cut by various parties, notably 

GDP growth for 2014 has been cut to 2% from 2.8% by the IMF. A 

firm recovery thus in our view still seems to be far off. 

UNITED KINGDOM AND THE EURO ZONE 

Europe is set to finally emerge from the recession, with UK and 

German economies showing some momentum, both recording 

0.8% Q1 GDP growth. Not all of Europe is however as strong, 

with both Italy and France delivering disappointing GDP figures, 

and poor performances from their respective markets (Italy -

1.9% and France +0.7%). 

Euro Zone equities were generally supported by additional 

stimulus from the ECB in the form of rate cuts, negative deposit 

rates and cheap long maturity loans. This was done in part for 

further economic growth, but also to ward off deflation.  

 

 

 

The United Kingdom has seen stronger economic data, 

pointing to a sustained and measured return to growth. We 

have seen positive data in the form of unemployment figures 

(6.6%), business investment and positive household spending. 

This culminated in a strong second quarter performance of 

2.2% returned by the FTSE 100. 

The Bank of England (BOE) have however expressed concerns 

about the UK housing market, as property prices are rising 

rapidly on easier credit. The BOE have put in place stricter 

criteria to ensure that lenders are able to afford these loans. 

As interest rates starts to increase, this will become an ever 

increasing problem of affordability and could destabilise the 

UK’s return to growth. 

 

Source: Office for National Statistics (UK) 

Source: http://www.claybennet.com 

http://www.kornerperspective.co.za/
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CHINA 

The Chinese market produced a positive, albeit dull return in the 

second quarter (+0.9%), given stronger economic data (PMI 

reaching a four month high of 49.4) and a mini stimulus package 

that included a cut in the reserve requirement and additional 

infrastructure spend. Our fears around the disconnect between 

economic data and market performance has not dissipated, 

especially given that China is the fastest growing economy. The 

lower growth scenario still remains, which undoubtedly will have 

a global effect, particularly on resources. 

SOUTH AFRICA 

South Africa is, in our view, at a critical point, where 

strike/industrial action (the resolution of the platinum strike 

acting as a precursor for the NUMSA strike) is starting to have a 

monumental effect on real economics, evident in a contraction 

of first quarter GDP. We anticipate second quarter GDP to look 

quite similar, pushing the economy into a technical recession.  

The poor economic and political landscape keeps the Rand in a 

very tight and vulnerable range, especially as inflation fears 

become more and more important. We have already seen the 

reserve bank increase the repo rate (to 5.75%) in an effort to 

curb inflation pressures, but as inflation increases to 6.6% the 

risks remain to the upside and places further pressure on Gill 

Marcus to act accordingly. In an already fragile economic 

environment, tighter monetary policy will have a multiplier effect 

on already disappointing growth. 

We do not however see the above fundamentals rooting itself in 

our equity market performance. The JSE All Share delivered 6.6% 

hitting fresh highs along the way. We remain concerned that the 

market performance is not driven by fundamental factors but 

rather by low monetary policy (both local and from economic 

giants) and the alternatives being lousy (due to the low returns 

generated by cash, bonds and property). 

Source: http://www.jerm.co.za 

ASSET MARKET REVIEW 

EQUITIES 

The JSE generally had a strong showing across different 

sectors, with the All Share delivering 6.6% in the second 

quarter. The Rand weakened slightly (-1.1%) in the second 

quarter which bolstered the local market performance. Stand 

out performances in the second quarter include Astral (+42%), 

Zeder (+37%), Netcare (23%), Tongaat (31%), and Brait (+23%) 

to name a few. On the other end of the curve, the biggest 

notable losers in the second quarter were African Bank (-37%), 

Ellies (-14%), Lonmin (-14%), Clover (-13%), and Rolfes (-11%). 

 

Index 
End Q1 
2014 

End Q2 
2014 Return 

ALSI 47771 50945 6.6% 

TOP 40 42997 45970 6.9% 

Resources 55568 56968 2.5% 

Industrials 54571 59613 9.2% 

Financials 13529 14501 7.2% 

Mid-Caps 60596 63774 5.2% 

Small Caps 51736 54287 4.9% 

SA Property 500 515 3.1% 

BONDS AND LISTED PROPERTY 

South African listed property under-performed the broad 

market delivering capital gains of 3.1% vs. the ALSI’s 6.6%. 

Listed property started the year off on the back foot, but has 

subsequently recovered. This modest return was impacted by 

the SARB entering a phase of interest rate hikes. 

This quarter saw SA receive downgrades from S&P to BBB- 

(one notch away from junk bond status), as well as other 

agencies placing us on a negative watch. Bond yields have 

been relatively volatile over the period; however Q2 only saw 

a 0.1% change in yield on the R186. The downgrade has largely 

been priced in with international investors gaining appetite for 

our bonds over the quarter. 

COMMODITIES 

Precious metal had good second quarter returns (Gold +3.4% 

and Platinum +5%). Copper and Brent Crude Oil both saw gains 

in the period, with an increase of 6% and 4.2% respectively. 

Not all resources however saw good returns, as Iron Ore (as 

was our view presented in the last issue) dropped 17% on the 

back of oversupply and lower demand. 

 

http://www.kornerperspective.co.za/
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While our universe (watch list) produced a fairly wide range of  1 
year returns, it was gratifying to see the majority of our widely 
held shares (e.g. BAT, Standard Bank, MTN, BHP Billiton, Zeder 
and Reinet) delivering capital gains similar to the JSE Top 40  (up 
27.2%) index, but generally with much less volatility. 
 

THE WINNERS AND LOSERS 
Our best performer by a long way was Steinhoff, with a 1 year 
capital gain (to 18 July 2014) of 108%. While we are delighted 
with the performance of one of our more recent portfolio 
acquisitions, we do sense that it has somewhat overshot the 
mark, driven by the prospect of the Frankfurt listing. 
 
Other big winners included Peregrine (+83%), Brait (+77%), 
Naspers (+62%), Astral (+49%), FirstRand (+49%), Zeder (+44%) 
and Sasol (+39%). 
 
Retailers produced some of the best and worst performances, 
with Truworths and Shoprite producing negative 1 year returns 
(Truworths down 18% and Shoprite 7% lower), whereas Pick ‘n 
Pay and Mr Price produced great returns, with Pick ‘n Pay up 
almost 60% and Mr Price up just over 50%. 
 
While the diversified miners (BHP Billiton and Anglos) produced 
solid capital gains (34% and 30% respectively), other single 
commodity producers had a much tougher time, with Kumba 
down 28% and Goldfields down 20%. Platinum shares generally 
had a tough time (Implats down 15% and Lonmin down 11%), 
with Amplats bucking the trend, gaining almost 50%. 
 
 

Company PE Ratio 

CURRO HOL 213 

NASPERS-N- 92 

PICKNPAY 48 

ASPEN 38 

PNR FOODS 32 

MR PRICE 28 

SA BREWS 28 

CAPEVINH 26.6 

ASTRAL 25.3 

FAMBRANDS 25.2 

WOOLIES 24.8 

MASMART 24.6 

SHOPRIT 24.2 

CITYLDG 20.9 

TIGBRANDS 20.8 
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The biggest loser was clearly AbIl (down 44%), followed 
by Kumba (-27%), Adcock (-20%), and Massmart (down 
17%). Construction companies also had a tough year, 
with the bellwether WBHO down 12% and Basil Read 
and Murray & Roberts both shedding 5%.  
 
We also saw fairly dull performances by a number of 
historic darlings, such as Famous Brands (+5%), City 
Lodge (+3%) and Distell/ Capevin as the markets 
appeared to unravel demanding PE multiples. 
 
All in all, we are very pleased with the performance of 
our core holdings, but recognise the need to focus more 
on mid and small caps in order to drive performance 
into the future. A good example of this, and a recent 
acquisition is Grand Parade investments (discussed in 
detail later). 
 

 

http://www.kornerperspective.co.za/
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THE GENERAL TONE OF RECENT RESULTS RELEASES 
 
The results produced by JSE listed companies (mainly March year 
ends/half year’s) in the last quarter are best described as ‘mixed’.  
 
While a very mixed bag, the results (EPS growth) were probably 
on average slightly better than expected. We feel though that the 
really good EPS growth results (e.g. Astral or Pick and Pay) were 
largely as a result of the very low earnings bases, and that quite a 
few widely held shares (e.g. PPC, Tiger Brands, SAB Miller and 
Vodacom) actually delivered fairly disappointing results, and one 
is forced to question the long term prospects for EPS growth.  
 

THE GOOD 
ASTRAL (INTERIM) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

25.3 +11% +260% +308% 

 
The poultry industry has been through a very difficult time. 
Dumping from international markets has placed massive pressure 
on the poultry producers, as these ‘import’ prices were lower 
than what local companies could produce at. Recent anti-
dumping taxes/duties will, in our view, go a long way to restoring 
a competitive environment for local producers. Astral (in our 
view) remains the best placed poultry producer, both 
operationally and given their expansion into Africa.  
 
Astral produced a decent set of results albeit off a low base. The 
poultry division saw better volumes and a return to profitability. 
We see this as a sign of (to a degree) of industry normalisation. 
We maintain that earnings will be subdued in the short term but 
feel that the headwinds are abating, and see a favourable 
outlook in the medium term. 
 
PIONEER FOODS (INTERIM) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

32.1 +9% +60% +41% 

 
Pioneer Foods produced a very good set of interim results. All 
operating segments Essential Foods (+50% EBIT), Quantum Foods 
(+80% EBIT), Bokomo Foods (+40% EBIT) and Ceres Juices (+27% 
EBIT) delivered very  positive results indicative that management 
have a very good grip on operations and are able to manage 
costs. 
 
With a strong brand portfolio and value agitating management, 
we feel that Pioneer Foods will outperform their competitors 
(esp. Tiger Brands). We retain our Pioneer exposure through 
Zeder.  
 

THE UNINSPIRING 
PPC (INTERIM) 
 
CURRENT PE REVENUE EBITDA NORMALISED EPS 

18.1 +9% 5% +3% 

 
PPC produced very average interim results, with cement 
volumes only increasing 2%. This ‘poor’ result is the result of 
tough economic conditions, added pressure from 
competitors and the lack of infrastructure project rollout.  
 
While management seem upbeat about the prospects of PPC 
(especially African ops) we do not share their optimism, 
given growing competition in cement (also in Africa). 
 
The dividend policy is set to change, as the company follows 
more of a growth path. We maintain our view that PPC’s 
fundamentals have changed and added competition will 
place pressure on volumes and margins. We remain 
convinced that the sale of PPC for clients was a good call. 
 
SABMILLER (ANNUAL) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
ADJ EARNINGS 

PER SHARE 

27.7 -4% (USD) +1% (USD) USD 2.42 

 
SAB Miller results were slightly better than the market 
expected (USD 2.42). While the market cheered the result, 
we frankly see the result (adjusted EPS up 1%) as 
disappointing.  
 
While the poor EPS growth is largely attributable to currency 
issues, the volume growth remains lacklustre. Realistic EPS 
growth will be subdued over the next few years (in spite of 
meaningful cost savings). 
  
There is little doubt that SAB Miller’s price reflects a 
corporate action premium. 
 
MEDI CLININC 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

20.9 +8.3% +8.2% +2.8% 

 
Mediclinic’s result looked worse than it actually was, as the 
company’s balance sheet re-engineering triggered some 
once offs and the increased shares in issue weighed on per 
share growth. 
 
The industry outlook is uncertain given the national health 
agenda and pending competition investigations. 

http://www.kornerperspective.co.za/
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THE TROUBLED 
AFRICAN BANK (INTERIM) 
 
CURRENT PE ADVANCES OPERATING 

PROFIT 
HEADLINE 
EARNINGS  

N/A +5% +1% LOSS R3.1 BN 

 
The embattled micro-lender posted a very significant loss as 
non-performing loans escalate and impairments hammer the 
income statement.  
 
Their operating environment also appears to be getting 
tougher, with disposable income under pressure, rising 
interest rates and prolonged industrial action.  
 
While these results may be seen to be ‘as bad as it gets’ (the 
large increase in impairments resets it to a realistic level), we 
feel that the African Bank is still in turbulent air, especially as 
given the tough task of rolling their maturing corporate debt. 
We see African Bank as a potential take-out target. 
 
VODACOM (ANNUAL) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

13.8 +8.3% +8.2% +2.8% 

 
Vodacom’s results suggest that our long term pessimism 
towards the telecoms industry (esp. in South Africa) appears 
well grounded. The results confirmed a saturated market in 
which prices are under significant pressure (data and voice).  
Lower interconnect fees will also hurt Vodacom’s revenues.  
 
We also question the store the market places on the dividend 
yield as we feel negative earnings growth and ongoing CAPEX 
requirements could hit dividends quite hard 
 
 Vodacom’s pending acquisition of Neotel will, in our view, 
bolster its prospects, but this is relatively small and fear the 
competition commission might try to block the deal. 
 
TIGER BRANDS (INTERIM) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

20.8 +11% -44% +6% 

 
Tiger Brands’ business model and its reliance on premium 
products in a market where disposable income is under 
pressure, still remains questionable and is evident in the low 
earnings growth. Dangote Flour Mill impairment has had a 
profound effect on the interim results. We also see pressure 
on margins as inflationary cost pressure increases and 
ultimately impacts earnings. 
 

THE OTHERS 
ALTRON (ANNUAL) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

14.8 +12% +16% 42% 

 
Good results off of a low base. Restructuring into TMT and 
Power will hopefully see synergies and efficiencies being 
extracted. Good performance from all components, showing 
some positive signs after a tough period. 
 
CAPITEC (ANNUAL) 
 
CURRENT PE ADVANCES OPERATING 

PROFIT 
HEPS 

13.2 +8% +24% 16% 

 
Good results continue to flow in spite of clear strain in the 
core market (unsecured lending). Capitec is clearly better 
run than its peers, but the environment is starting to have 
an impact (50% increase in impairments). EPS growth 
slowing and concerns around core market and their foray 
into new sectors. 
 
DATATECH (ANNUAL) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

18 +8% -6% -23% 

 
Hurt by Westcon (ERP roll out and operating costs) showing 
a decline of 22% operating profit. Logicalis is performing 
well delivering 23% increase in operating profit, with decent 
prospects. Consulting Services is still too small to make a 
meaningful contribution to earnings. 
 
FAMOUS BRANDS (ANNUAL) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

25.2 +12% +21% +20% 

 
The results showed solid growth from supply chain 
operations as well as from Franchising/Developments, with 
good growth from all regions. Expansion into new markets 
(Africa and Middle East) will help drive growth. 
 
Competition in the form of Burger King South Africa (and 
possibly Domino’s Pizza) will have an increasing effect on 
some Famous Brands QSR (quick service restaurants) as 
their restaurant footprint grows. 

http://www.kornerperspective.co.za/


 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

VOLUME 7 
JUNE 2014 

 

Körner Perspective (FSP number 42387) -www.kornerperspective.co.za- Telephone 27 11 706 3977 / 27 11 706 3974 

 

 

KÖRNER PERSPECTIVE 
CORPORATE EARNINGS 
APRIL – EARLY JULY 2014 
 

REUNERT (INTERIM) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

14.1 +16% +6% 3% 

 
Reunert have in the recent reporting period disclosed that they 

will be selling off its mobile telecom customer bases to 

Vodacom and MTN, which we welcome. This decision has 

boosted continued operation earnings. Nashua Mobile’s future 

prospects are not favourable as we see downward pressure on 

telephony costs. CBI-Electric (EBIT -8%) struggled due to higher 

input costs placing pressure on margins. Nashua (ex-Nashua 

Mobile) and Reutech produced favourable results. The outlook 

for Reutech remains subdued. 

TSOGO SUN (ANNUAL) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

15.8 +9% +10% 18% 

 
Strong performance from both Rooms Revenue (stable 

occupancy rate and higher average cost per room) as well as 

from Food and Beverages. There is a strong focus on current 

asset expansion and selected acquisitive growth.  

NASPERS (ANNUAL) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
CORE HEPS 

91.6 +26% -51% -2% 

 
Naspers delivered an average set of results; however this is 

attributable to the continued investment in ecommerce and 

internet businesses. With a new CEO (in Bob Van Dijk) at the 

helm, we see ecommerce and a drive towards mobile 

technology becoming more important in their lives. This will 

see more capital allocation to this segment in the future. 

Tencent, MailRu and Pay-tv saw good earnings growth with 

these segments delivering 24%, 31% and 13% operating profit 

growth respectively. We remain cautious on the future of 

Tencent and MailRu which in part is due to the continued 

changing environment of the internet and technology. 

Our concerns around earnings visibility remain firmly rooted 

and confirm our fears of a possible correction from this lofty 

valuation. 

 

RICHEMONT (ANNUAL) 
 
CURRENT PE REVENUE 

(EUROS) 
OPERATING 

PROFIT 
EPS 

20.3 +5% -0.3% 2% 

 
Very pedestrian set of results from Richemont as currency 
effects weighed on earnings. Better results from Europe (off 
the back of improving economic conditions) and the 
Americas, however China and Japan have failed to keep on 
their historic growth path. Jewellery Maisons and Specialist 
watchmakers performed relatively well, but Montblanc was 
affected by lower volumes and restructuring costs. 
 
LIFE HEALTHCARE (INTERIM) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

26.5 +10% +90% 13% 

 
Results somewhat skewed by the profit on the sale of JMH. 
Operating performance was however very strong, driven by 
occupancy rate of 70%+. The international expansion drive 
(e.g. into Poland) and focus on adding acute beds is positive 
given the local landscape. 
 
NETCARE (INTERIM) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

8.2 +17% 17% +19% 

 
One is almost never able to fully compare Netcare's results 
from one year to the next given corporate action. 
Operational results were decent with SA EBITDA up 14%. 
The UK was better than last year, but still not great (GBP 1.9 
mil pre-tax loss). 
 
PICK N PAY (ANNUAL) 
 
CURRENT PE REVENUE OPERATING 

PROFIT 
HEPS 

41.5 +7% +18.5% +24% 

 
Things are looking better at Pick and Pay. The combination 
of deliberate management, doing the basics better, loyalty 
card and a very low earnings base saw HEPS up 24%. 
Turnover growth however was less spectacular with 
turnover up 6.5% (like for like t/o up 2.7%). Africa also 
seems to be very good for PNP with ex-SA revenue up 
27.9% and PBT up 55.6%. Questions remain on whether 
PNP is sacrificing margin for turnover (PBT was only up 3%). 
All in all, things are looking better at PNP. 
 
 

 

http://www.kornerperspective.co.za/
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Much of modern human existence requires us to have accurate 
readings (e.g. temperature, speed or distance) of our world.  
 
Effectively measuring variables not only requires accurate, 
correctly calibrated instruments (e.g. a thermometer) but also 
requires that the readings are consistently accurate (i.e. 
reliable). 
 
It is also critical however that the majority of the users of this 
information understand the relevance of the data. This requires 
us to properly understand the scale (e.g. how 5ᵒ Celsius relates 
to 80ᵒ Celsius), the levels that are considered ‘reasonable’ 
(reference points), and the levels that indicate that action/ 
caution is required (e.g. water at 80ᵒ Celsius will burn your skin 
and that a speed of 220 km/h is dangerous).  
 
Markets too need accurate measurement, calibration and 
agreement on a scale 

While many would argue that asset markets (e.g. equities or 
bonds) lend themselves to a wider interpretation of how to 
measure or when the readings are dangerous, we believe that 
asset markets too are ‘measureable’, generally have a scale 
(ways of expressing value) and most parties would broadly agree 
on the levels at which one should be cautious. 

There are however times when markets seem to get it very 
wrong. 
 

MISTAKE # 1 - IGNORING READINGS OR CHANGING 
THE TOOLS OF MEASUREMENT 

The first and potentially most dangerous mistake is when the 
market abandons the long held mode of measurement in favour 
of some new, untested metric, or when it downplays the 
importance of the accuracy of measurement. Examples include 
the price to turnover/clicks valuation approach of the dotcom 
era, or the failure of the market to correctly assess the risks 
involved in asset backed securities in 2007. 

 

MISTAKE # 2 – FAILING TO UNDERSTAND THE SCALE 
OR DANGER LEVELS 

The second mistake markets make is to lose perspective on the 
scale and levels at which caution is required. Good examples 
include the crazy valuations seen in Japan in the late 1990s and 
the unnaturally low yield picks ups investors were accepting on 
leveraged asset backed securities in 2006 and 2007. 
 

MISTAKE # 3 – WHEN WE LOSE SIGHT OF OUR 
REFERENCE POINT 

Probably the most common mistake the market makes is the 
loss of perspective. This simply means that the market 
essentially ‘forgets’ what a realistic return is, when compared 
with:  

 Realistic, sensible (historical) long run returns. 

 Other asset classes and sectors (on a risk adjusted 
basis), and 

 The realistic economic scenario (for example ignoring 
how rising inflation will affect interest rates). 

While there is generally not much asset price risk when the 
market loses its reference point/perspective on the short 
term (e.g. a few months), the continuation of this over an 
extended period (years) is probably the root cause of every 
asset bubble in history. 

http://www.kornerperspective.co.za/
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We believe that this is what is currently happening, given the 
concerted efforts of central banks around the world to keep 
interest rates low. This has not only caused ‘confusion’ and a 
dislocation in the fixed income markets, but in all asset markets, 
as: 

1. Long bond yields serve as the reference point of all asset 
markets. Artificially low bond yields encourage investors into 
other assets (in search of return). 

2. Interest rates directly affect asset prices (e.g. affecting 
discount rates or company borrowing costs).  

3. Interest rates directly affect borrowing rates. This has an 
effect on both the real economy (in promoting buying) and 
the M&A market, as very low interest rates make otherwise 
unworkable deals workable (as the low cost of debt requires 
lower returns from targeted companies). 

 

CONCLUSION 

While many players defend the action of central banks as 
appropriate, we are concerned that this is creating a very false 
reality of the economy and (more importantly) asset markets.   

We have three key concerns on the current false reality, namely: 

 It is ‘masking’ an otherwise anaemic global economy. 
 It cannot endure for much longer (see opposite), and 

 It is overstating asset prices and exposes investors to 
downside when markets normalise.  

Examples of this dislocation include: 

1. Returns on short dated paper. 2 year deposits in the US for 
example yield under 0.5% versus inflation of around 2%. 

2. Unnaturally low long bond yields. The current yield on 10 
year US treasuries is currently only 2.5%, which is less than 
half the long term average yield of almost 6%. This yield 
compression is in spite of historically elevated debt levels, 
and 

3. Equity markets are in record territory, in spite of many 
economies still below the aggregate GDP and jobs position 
before the crisis. 

In short therefore, we feel that unnatural monetary policy 
environment is causing many players lose lost sight of the real 
reference point (e.g. normalised long term interest rates), and 
that asset prices (bonds, equities and property) are vulnerable to 
meaningful corrections when interest rates inevitably rise. 
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British American Tobacco (BAT) has been one of our biggest 

holdings in client portfolios for many years, and one of the best 

(and most consistent) performers, both in capital appreciation 

and through the payment of very attractive dividends.  

We bought it years ago on the belief that: 

1. The company had a ‘defensive’ business model and that 

it offered high EPS visibility. 

2. Was the best placed tobacco company given their 

strong emerging market position. 

3. Is highly cash generative (and paid great dividends). 

4. Had the ability to offset negative volume growth by 

pricing power (given premium brands) and greater 

efficiency. 

We are however becoming increasingly concerned about BAT’s 

long term future given increasing headwinds from (amongst 

other things): 

1. Greater global awareness of the health risks related to 

smoking. 

2. Far stricter regulation on tobacco, most importantly 

smoking in public places. 

3. Bans on the advertising of tobacco products. This will 

make it increasingly difficult for producers of premium 

products to attract new customers. 

4. Ever increasing sin taxes. Australia for example is 

introducing onerous new taxes set to push the price of a 

packet of cigarettes to well over $ 20 (over R 200) by the 

end of 2014. Sin taxes also promote counterfeit 

cigarettes, to the detriment of global giants. 

5. The growing popularity of E cigarettes, given the cost 

benefits, and the more ‘acceptable’ nature of e 

cigarettes (e.g. for smoking in public places). E cigarettes 

are expected to grow by roughly 25% p.a. for the next 5 

years. 

6. Pressure on disposable income, especially in the lower 

income groups. 

All the pressures listed above for example saw tobacco sales 

(volumes) in the US decline by 29.7% from the 2004 levels. While 

the growth in volumes remains very strong in some emerging 

markets, and the producers have some pricing power (e.g. on 

premium brands), we fear that the era of using price to drive 

revenue growth (to offset declining sales) may be coming to an 

end, given the impact  of sin taxes and pressure on disposable 

income.  

We also cannot ignore research that suggests that volumes 

decline by 4% for every 10% increase in price. 

Overall, we expect the sticks (cigarettes) sold to fall by between 

2% and 3% per year for the next few years, with the longer 

term slide in volumes likely to be even more pronounced, and 

fear that the consensus EPS growth (in GBP) of around 7% is too 

optimistic. 

While many argue that the high levels of tax and duty 

generated by the global tobacco industry may protect it on the 

medium term, we sense that many governments are re-

evaluating these taxes earned against the medical costs related 

to smoking.  

 The right time to sell a share is a little while before everyone in 

the world agrees it is time to sell, but when there are clear 

indications that the story is changing or the storm clouds 

building. 

We expect therefore to start trimming our BAT positions in the 

not too distant future. 
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GRAND PARADE INVESTMENTS 
 
Assessing management has always played an integral part in our 
valuation process. Grand Parade Investments (GPL) is a very good 
example in this regard, where our belief in the jockeys of the 
business outweighs our views on current operations.  
 
Historically the bulk of GPL’s assets were minority stakes in 
gaming and leisure assets which included Sibaya Casino, 
Worcester Casino, Grand West Casino, to name a few. This made 
GPL largely unattractive in our eyes, as we did not see the merit in 
retaining minority shares (seeing these simply as passive holdings). 
GPL has subsequently sold off these assets (realising a fair amount 
of cash), and prompted our attention and investigation into the 
future of GPL. 
 
BURGER KING AND ASSOCIATED BUSINESSES 
GPL have secured the master franchise rights for Burger King 
South Africa, and are aggressively rolling out new branches 
(forecasting 100 operational stores by June 2015). South Africans 
have responded positively (with long queues that persist months 
after opening) to the new fast food brand. We feel that Burger 
King will be a success given its strong brand attraction, the ever 
present demand for fast food, and the sound operating model 
employed. Burger King will become increasingly earnings accretive 
as the store foot print grows. 
 
GPL’s investment in Excellent Meats was a logical one as this is the 
source of patty manufacturing for Burger King. The growth of this 
Halal compliant manufacturing plant will also be beneficial due its 
ability to supply into Arabic countries.  
 
Mac Brothers (catering business) also compliments the Burger 
King operations as new store catering equipment will be done 
internally (keeping new store costs down). 
 
SLOTS BUSINESS 
GPL operate a Limited Pay-out slots (LPM) business, of which they 
are in process to dispose 70% to Sun International. The sale 
transaction will be made in three tranches, which will 
progressively add to the already sizable cash pile. Management 
still see merit in the business but feel that it is not a core function, 
and thus will only retain 30% of the slots business. 
 
LOTTO PROSPECTS 
GPL are one of 4 companies that have applied for the Lotto license 
that will be granted in the near future. If the license is granted to 
GPL, we feel that it will be highly earnings generative, and suck a 
large portion of the cash. 
 
While we are all aware over the debates around Lotto operations, 
GPL (if successful) will simply be the operator and not the 
distributor. 

A LOOK AT MANAGEMENT 
 
GPL’s knitting has changed drastically and management are 
steering the company towards a more traditional investment 
company (i.e. a Remgro a few years ago). We feel that this 
change and the success thereof will ultimately depend on 
management’s ability to grow current operations as well as to 
make sensible deals when utilising the large cash position.  
 
We feel that management are measured, and have adequate 
structures in place (e.g. deal forums and investment 
committees) to ensure that capital is allocated effectively and 
successfully.  
 
CONCLUSION 
We feel that GPL is moving into a new dawn, and feel that 
management have the ability to allocate capital effectively 
which will see value being unlocked in the future. The large 
cash portion in the business makes up 70% of Net Asset Value 
which in our view mitigates the risk (on capital losses) in the 
short and medium. An investment in GPL could be seen as a 
swop of cash-for-cash, with upside potential.  
 
We believe in the Burger King story and feel that increasingly 
it will become more and more important in GPL’s life.  
 
Having met with management, we largely believe that GPL’s 
prospects seem favourable and that combined the NAV 
underpin, we feel that it makes a strong case to add to 
portfolios 

Source: http://www.burgerking.co.za 
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