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FUND RETURNS

Quarter 2 2017

Year to Date

Since
Measurement*
(Annualised)

Perpetua Institutional Equity

-2.9%

-3.5%

7.6%

SWIX (J403) Weighted All Share

0.0%

3.3%

11.4%

Sector Name

Code

Q2 2017

All Share

J203

-0.4%

SWIX

J403

0.0%

Value

J330

-5.3%

SA Industrials

J257

2.2%

Resources

J258

-7.0%

Financials

J580

0.0%

Gold Mining

J150

-12.3%

Platinum & Precious Mining

J153

-14.7%

Top 40

J200

0.9%

Mid Cap

J201

-8.4%

Small Cap

J202

-7.7%

Code

Spot Price

Q2 2017

Cash

STEFI

-

1.9%

All Bond Index

ALBTR

-

1.5%

SA Listed Property

J253

-

0.9%

USDZAR

Spot

13.07

2.6%

Oil Price

US$/bbl

47.92

-9.3%

Gold

US$/oz

1241.61

-0.6%

Platinum

US$/oz

925.87

-2.6%

*Measurement date: 01/11/2012

SECTOR RETURNS

ASSET CLASS RETURNS & KEY INDICATORS
Sector Name
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CONTRIBUTORS TO AND DETRACTORS FROM PERFORMANCE
Q2 2017

SECTOR ATTRIBUTION EFFECT
1.0%
0.5%
0.0%
-0.5%
-1.0%
-1.5%

Media

Travel & Leisure

Financial Services

Mobile Telecommunications

General Retailers

Construction & Materials

Mining

Food & Drug Retailers

Chemicals

Automobiles & Parts

Fixed Line Telecommunications

Beverages

Pharmaceuticals & Biotechnology

Real Estate Investment Trusts

Life Insurance

Food Producers

Health Care Equipment & Services

Banks

General Industrials

Software & Computer Services

-2.0%

SHARE ATTRIBUTION EFFECT

Absolute Return
Top contributors
DTC

0.5%

NPK

0.4%

WHL

-0.6%

0.3%
0.2%

SUI

-0.6%

0.4%

BGA
0.0%

Top detractors

BAT

-0.6%
0.6%

0.8%

1.0%

1.2%

-0.8%

-0.6%

-0.4%

-0.2%

0.0%

Relative Return vs Benchmark
Top contributors
DTC
(O/W)
NPK
(O/W)
BGA
(O/W)
0.0%
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Top detractors
0.4%

-1.9%

0.4%

-0.6%

0.3%
0.2%

-0.5%
0.4%

0.6%

-2.5%

-2.0%

-1.5%

-1.0%

-0.5%

NPN
(U/W)
SUI
(O/W)
BAT
(O/W)
0.0%
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SECTOR POSITIONING

TOP 10 HOLDINGS

Fund

RESOURCES

SWIX
(J403)

7.3%

2.7%

Diversified Mining

6.4%

4.4%

7.2%

FINANCIALS

27.1% 28.3%

Banks

13.0% 10.3%

Life Insurance

8.8%
2.3%

8.1%

General Financial*

3.0%

4.6%

*General Financial includes: Equity Investment Trusts,
Speciality Finance, ST Insurers

51.9% 58.1%

Telecommunications

7.8%

5.8%

Retailers

10.2%

8.9%

Consumer Goods

7.6%

8.4%

Health Care

9.6%

4.2%

General Industrial†

16.7% 30.8%

†General Industrial includes: Construction, Containers
and Packaging, Diversified Industrials, Transportation,
Gambling, Business Support Services, Leisure, Tech
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7.8%

Sasol

6.8%

BAT

6.1%

Standard Bank

5.2%

Old Mutual

4.9%

Barclays Africa

4.8%

Woolies

4.5%

Netcare

4.0%

Nampak

3.7%

BHPBilliton

3.4%

5.3%

Property

Total

MTN

6.4%

⁰General Resource includes: Integrated Oil & Gas,
Speciality Chemicals, Forestry, Paper

INDUSTRIALS

% of Fund

20.9% 13.5%

Precious Metals

General Resource⁰

Name

100%

100%
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QUARTER 2 2017
BUSINESS AND OPERATIONAL UPDATE

Logan Govender, Chief Operating Officer

Assets under management at R9.5 billion as at 30 June 2017 and significant new appointments
As Perpetua closes in on its fifth year of operation, the firm has evolved methodically from a start-up investment firm in
2012, to a fully-fledged business with R9,5 billion in assets under management and a staff complement of 22.
Perpetua has seen significant growth in assets under management in 2017. The growth in AUM has been the result on
new client mandates, additional flows from existing clients and market movements. Some of the flows has been the result
of us graduating out of the incubation programmes of the clients that had assets invested with us close to inception.
Perpetua has graduated into the mainstream managers for two such clients. This graduation was a vote of confidence,
particularly in Perpetua’s continued investment in human capital, business infrastructure and its brand. Perpetua has
identified our multi-asset class, global and alternative investment offerings as growth areas in the business and we
needed to continue our investment in additional resources in these areas.
The appointments, most notably Mahesh Cooper as Deputy Chief Operating Officer and Corwin Shropshire to strengthen
the team responsible for our global offering that Perpetua intends to launch, will contribute to this executing our strategy.
Mahesh is a qualified actuary with over 15 year’s investment experience. Most of Mahesh’s investment experience was
gained at Allan Gray (Pty) Limited where he was employed for close to 14 years and held the position of Head of
Institutional Clients for many years. During his time at Allan Gray, Mahesh served as a director across several boards
including as an executive director of Allan Gray (Pty) Limited for over 10 years, from 2006 until his departure earlier this
year.
Corwin has 15 years’ direct global investment experience in New York. Corwin will be primarily involved in global equity
coverage.
The current management committee of Perpetua comprising co-founders Delphine Govender, Logan Govender as well as
portfolio managers and shareholders, Lonwabo Maqubela and Patrick Ntshalintshali are all excited about these senior
additions to the firm and the wealth of client-centric and operational experience Mahesh will bring. As has been
communicated since the inception of Perpetua, the intention has been and is for the current Chief Operating Officer and
co-founder, Logan Govender to transition at an appropriate time in the firm’s development to the role of Executive
Director, retaining responsibility for selected business aspects of the firm while devoting considerably more time to
launching and managing Perpetua’s alternative investment offering. At that time, Mahesh will assume the role of Chief
Operating Officer of Perpetua.
These appointments are, therefore, an important step in the continuous evolution of the firm, and is expected to contribute
in positioning Perpetua to meet its objective of becoming a meaningful scaled boutique investment firm in South Africa.
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OVERVIEW OF MARKET AND SECTOR PERFORMANCE
Bongiwe Beja, Client Services Manager
Local equities delivered negative returns for the month of June
Local equities ended the month of June lower with the ALSI, Capped SWIX and SWIX
ending down 3.5%, 3.6% and 3.8% respectively. Similarly, mid cap shares shed 3.5%
ahead of the small cap shares which were down 2.8% for the month. Over the quarter,
official GDP data confirmed a technical recession in South Africa which reaffirms the
weak levels of consumer confidence. This has been directly evident in the poor top line
and earnings printed by domestic consumer companies, especially the general retailers
which ended the month 3.0% lower. SA Bonds also ended the month 0.9% lower whilst
cash maintained a return of 0.6%.
Bonds had a strong quarter whilst equities still posted negative returns
For the quarter, local equities have lagged bonds with the ALSI ending 0.4% lower vs
the ALBI which gained 1.5%.
The asset class and key sector returns for June and Quarter 2 2017 appear below:
JUNE 2017
0.6%

-0.9%
-2.1%
-2.8%

-3.1%

-3.3%

-3.5%

-3.5%

-3.6%

-3.6%

-3.6%

-3.8%
-4.2%

CASH

ALBI

SA
Small Cap
SA
JSE Value ALSI
Financials
Resources

Mid Cap

Capped
SWIX

JSE
Growth

Top 40

SWIX

SA
Industrials

QUARTER 2 2017
2.2%

2.2%

1.9%

1.5%

0.9%
0.0%

0.0%
-0.4%

-1.0%

-5.3%
-7.0%

SA
JSE
Industrials Growth
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SECTOR PERFORMANCE
Industrials were the worst performing sector for the month
Contrary to the months of April and May, SA Industrials struggled in June and ended the month 4.2% lower. This was
the sector’s worst monthly performance since August 2015. Negative returns came from the following sectors:
•
•
•

Consumer Services (down 5.2%), driven mainly by the Travel & Leisure (down 6.9%), Media (down 6.3%), General
Retailers (down 3.0%) and Food Retailers (down 2.2%) sub sectors;
Healthcare (down 4.9%), led by the Healthcare equipment (down 5.9%) and Pharmaceuticals (down 3.8%) sub
sectors and
Industrials (down 3.7%) attributable to the Construction (down 5.0%) and General Industrials (down 4.7%) sub
sectors.

The only sector which posted positive returns in this sector was the Technology stocks which gained 6.1%, driven by
the positive return from Datatec (up 15.4%) for the month.

Similar to the performance in May, SA Resources posted negative returns in June
SA Resources shed 3.1% mainly due to the negative performance from the Gold Mining (down 9.5%), Coal (down
8.9%), Chemicals (down 6.5%) and Forestry & Paper (down 3.4%) sectors. Sectors which were relatively flat included
General Mining (down 0.6%) and Industrial Metals (up 0.9%).

Whilst SA Financials remained negative in June, Real Estate Development and Services continued to
deliver positive returns for the sector
SA Financials ended the month 2.1% lower mainly driven by Equity Investments (down 6.5%), General Financials
(down 6.0%), Non-life Insurance (down 2.3%) and Banks (down 2.0%). For the third consecutive month, Real Estate
Development and Services were the best performing financials subsector, posting positive returns of 1.6%.

Mid cap, SA resources and value oriented shares have had a negative quarter
Despite the negative performance for the month of June, SA Industrials are the best performing sector along with
growth oriented shares over the quarter, having delivered a positive return of 2.2%. SA Financials were flat for the
quarter, higher than the sector’s first quarter performance (down 1.1%). The sectors which have delivered negative
returns over the second quarter include the Mid cap (down 8.4%), SA resources (down 7.0%) and value oriented shares
(5.3%) shares.

SA equities saw net outflows of more than R10 billion from foreigners over the quarter
In line with the negative skewness of equity returns over the quarter, foreigners were net sellers of South African equity
to the value of R10.5 billion. These outflows are even more pronounced at R29.8 billion when dual listed shares are
included. Whilst foreigners were marginal net sellers of the index’s heavy weight stock, Naspers in the month of June (R0.4 billion), the large buying of the stock in the preceding two months meant that foreigners were net buyers of
Naspers (+R4.7 billion) over the quarter. Foreigners have also bought FirstRand, Shoprite, BidCorp and Tigerbrands
significantly over the quarter. The major foreign sales for the quarter took place in Barclays, MTN, Anglogold, Aspen,
Sasol and Life Healthcare. The net foreign activity by sector in relation to performance for the quarter is shown in the
graph below.

Figure 1: Net foreign equity transactions vs sector performance: Q2 2017

Source: FactSet, SBG Securities analysis
Page 7

QUARTERLY COMMENTARY
PERPETUA INSTITUTIONAL EQUITY | JUNE 2017

PORTFOLIO PERFORMANCE FOR THE MONTH AND QUARTER
Over the quarter, domestic equities within Perpetua portfolios lagged the SWIX which ended the quarter flat and the
Capped SWIX which delivered return of -1%. Given Perpetua’s mid-cap value-oriented portfolio concentration, despite
negative returns, the fund outperformed the Value Index and the mid-cap index which had sharply negative returns in the
quarter..

The key positive contributors to absolute and relative equity returns over the quarter were:
•
•

The exposure to performing stocks such as Datatec (up 16.7%) and Nampak (up 11.9%)
The overweight exposure to Banks and Life Insurance. In particular, our holdings in Barclays Africa (up 7.1%) and
Liberty Holdings (up 7.8%)

The key detractors to absolute and relative equity returns over the quarter were:
•
•

The underweight exposure in Media, in particular our non-holding of Naspers (up 9.9%)
The exposure to underperforming stocks such as Sun International (down 27.4%) and Woolworths (down 11.8%)
where Sun International continued to fall given the subdued economic environment, which invariably impacted
consumer sentiment, and expected gaming revenues. This has heightened the market’s concern that the company
won’t generate sufficient revenue to pay down its debt, and may need to do a rights issue to shore up its balance
sheet. The main concern with Woolworths is around the poor retail sales stores, particularly in Australia.

Balanced fund performance
The domestic equities in the Perpetua Balanced Funds detracted from the performance for the quarter whereas the local
bonds in the portfolio outperformed the ALBI over the quarter. In the global balanced portfolios, our selection of global
equities in the Perpetua Balanced offering outperformed the MSCI World Index over the quarter. This was mainly due to
our exposure to Bayer, LVMH and Kone.

QUARTER 2 2017: PROXY VOTING SUMMARY

Phomolo Rabana, Analyst

Over the quarter, we voted against 6% of the 150 resolutions proposed.
Table 1: Perpetua Proxy Voting for Q1 2017
FOR

AGAINST

ABSTAIN

TOTAL

141

9

0

150

The kind of resolutions we voted against
•

Typical resolutions we voted against included granting general authority to allot and issue shares (i.e. Anglo American
Platinum, Royal Bafokeng Platinum, Capital & Counties Properties), as we prefer for specific reasons to be provided
before doing so.

•

We voted against Metair’s remuneration policy as we disagreed with the level of overall management pay relative to
the size of the company and its poor performance in 2016. We also view the Return On Invested Capital (ROIC)
target range of 90% of Weighted Average Cost of Capital (WACC) to WACC + 3% as too low.

•

In addition, we voted against Capital & Counties Properties’ resolution to dis-apply the pre-emption provisions of
Section 561(1) of the Companies Act 2006, because we do not believe they were in shareholders’ best interests as
they exposed shareholders to share dilution.

•

Lastly, we voted against Sun International’s resolution to approve financial assistance to employee share scheme
beneficiaries and related or inter-related companies and corporations, primarily due to a lack of disclosure around the
structuring of the proposed transactions.
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INVESTMENT COMMENTARY
THE EXISTING MONOPOLIES AND
OLIGOPOLIES IN SOUTH AFRICAN INDUSTRIES
ARE PUTTING STRAIN ON ECONOMIC GROWTH
AND THE CONSUMER
Patrick Ntshalintshali, Portfolio Manager
Megna Makan, Analyst
Since the dawn of the new democratic political system in 1994, there have been various changes to the economic
structure in South Africa. However, not enough attention was placed on the largely entrenched (and far too many)
monopolistic and oligopolistic industries. This was to the detriment of the consumers and ultimately a material cost to our
economic growth.
Currently, we still believe that the current competitive landscape and economic policies have not shaped a favourable
economic-growth environment that has reached its full potential. Various companies have been allowed to dominate key
industries in our economy which has placed strain on the consumer and the broader economy. Economic challenges
relating to concentration in various markets have not been addressed with the deserved priority.
This is a major structural impediment to our economic growth and plenty of research has shown that this also
has massive costs to our consumption.
Consumer interest groups and economists have pointed to the various thorny issues:
• Poor access to markets – there are deliberate limits and exclusivity in the key essential industries: e.g. Pharma,
Private health, Telecoms. These goods and services are costly for the larger low-income populace and pricing models
are not progressive enough to address this challenge.
• Discriminatory practices – lower-income earners are perceived as high risk and are therefore charged more based
on their earnings. Prepaid customers are being charged more than post-paid customers who are relatively higher
income earning.
• Market abuses – collusive practices have led to smaller-scale players being pushed out of the marketplace and
higher consumer prices. This has become normal practice for some sectors, such as banking, as they follow each
other in terms of their pricing models.
• Funding challenges – small businesses and lower-income consumers don’t have access to cheap or customised
funding and this results in various kinds of exploitation. It also protects and gives an unfair advantage to the bigger
players who have multiple funding platforms.
• Information availability – it is easy for dominant companies to withhold or provide little information to various
stakeholders (e.g. detailed price information or information on various charges relating to various accounts, etc.).
We believe competition is one of the key sections of our economic system that needs a comprehensive deeper review
which should focus on the dominance of a few handful of players and most importantly – the resultant implications to the
economy and the consumer.
We think that there would be tangible benefits if competition were to open up in the key industries. For example:
1. Consumers would benefit immensely from lessened market abuses with potentially lower prices of products and
services and increased availability of viable options and information in the marketplace
2. Access for consumers of low and middle income-ranges would be promoted, with the development of these
markets, through less discriminatory practices
3. It is likely that more innovators and entrepreneurs would become stronger, formidable players in the marketplace
which would encourage economic growth
4. Economic growth could open up through increased business activity as a result of reduced anti-competitive
practices
5. It could create opportunity to improve country’s global competitiveness
These benefits could collectively lead to the increased consumption; growth in independent business activity; growth of
the middle class and therefore increased economic growth. These are desired outcomes, however, we recognise that the
attempt to reduce dominance will take some time.
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Which key industries should potentially allow for more competition?
For the past decade, consumers have increasingly experienced widespread frustration in the following key industries –
Banking; Private Healthcare (Private Hospitals and Pharmaceuticals); Telecommunications; Construction; Pay TV and
Furniture Retail (on credit).
Below are some examples of industries that have more of a concentrated structure (with little meaningful competition):
•
•
•
•
•
•
•
•

Banking – Four major players: Standard Bank, First National Bank, Nedbank and Barclays Africa
Private healthcare – Three major players: Mediclinic, Netcare and Life Healthcare
Telecommunications – Four major players: Vodacom, MTN, Telkom and Cell-C
Construction – Five major players: Murray and Roberts, Group Five, WBHO and Aveng (this is slowly changing after
they were found to have engaged in collusive activities)
Private education – Few major players: Curro, Advtech and a few small regional/local players
Pay-TV – One major player: Multi-choice (they have had this market to themselves for a long time)
Pharmaceutical – Three major players: Aspen, Adcock Ingram and Cipla (there are many multinationals involved but
they compete mostly in specialised areas)
Food retail – Five major players: Shoprite, Pick n Pay, Spar, Woolworths Food and Massmart

So, how important are these identified industries to the economy?
A common characteristic among these industries is that they hold a key to the direction of the economic performance of
the country. Banks play the vital role of collecting savings and granting credit which stimulates growth in the economy.
Most economic activities revolve around telecommunication platforms as they are powerful enablers for day-to-day
transactions; running businesses; promoting efficiencies; technology development support; the development of new
industries, etc. Again, it has been emphasized and scientifically proven that successful (more developed) countries
always boost quality healthcare and education systems. Unfortunately, in South Africa, the public sector in these two
industries have enormous challenges. However, we have seen that the private sector has provided meaningful
assistance – mostly with access, affordability and skills. These are just few examples that emphasize the importance of
these industries.
The abovementioned concentration is concerning (especially in these key industries). However, competition and various
other authorities are starting to pay attention. Currently, we have seen a few enquiries emerging in some of these
sectors: Grocer Market Inquiry; Healthcare Inquiry; Retail Club Fees investigation; Parliament Inquiry into
Transformation in Financial Services; Pending Telecom Data Inquiry and a plea for another Banking Inquiry. This
proves that there is an increasing call from the consumer group to the competition authorities and Parliament to take
more action. We are quite sure we will be seeing more in the years to come.
Our observation:
Perhaps it is not a coincidence that these sectors and individual companies in them are among the most profitable in the
world (even more so in emerging markets). This has created a lot value for shareholders but an unfavourable one for
needy consumers in the country at a potential opportunity cost to the economy.
Questions that we think need addressing:
1.
2.

3.
4.

Since most of these industries are regulated and strictly licensed - what could be the reasons for the authorities
allowing this kind of concentration and dominance in the markets?
Do competition regulators have mandates that are clear enough to address the various inquiries? Have they done a
comprehensive analysis to understand all the issues? Do they
have enough resources at their disposal and
capacity that allows them to be more proactive than responsive, in general?
Are our economic policies taking some of these challenges into account? (as they could be structural impediment to
the economy)
Lastly, where do we stand (compared to our global peers) in terms of pricing; quality of service; efficiencies;
productivity and competitiveness?

Hopefully, by addressing some of these questions we would derive solutions that would assist in promoting healthy
competition and better economic growth prosperity for all.
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RESERVE BANK MANDATE: A SEED PLANTED OUT OF
SEASON DOES NOT GROW

Lonwabo Maqubela, Portfolio Manager

Public Protector recommends amendment to the Constitution
As part of her report on the Absa loan and the Reserve Bank’s failure to recover misappropriated funds, the Public
Protector, Busiswe Mkhwebane instructed parliament to amend the Constitution and strip the Reserve Bank of its
primary function- to protect the value of the currency. The Public Protector instructed that the mandate of the Reserve
Bank should be amended to “promote balanced and sustainable economic growth, while ensuring that the socioeconomic well-being of the citizens are protected.” In response, the Governor of the Reserve Bank ; Lesetja Kganyago,
together with the Minister of Finance ; Malusi Gigaba applied to the Gauteng High Court to have the Public Prosecutor’s
recommendations set aside. The Public Protector has since rescinded her recommendation.
Timing for such a recommendation was not conducive
With the benefit of hindsight, the Public Protector’s timing was very unfortunate. The choice of words was also not
optimal. If nothing else, the Public Prosecutor’s actions should have forced us to think about this important debate. The
world over, Central Banks’ primary mandate is to promote price stability. The US is an example of a Central Bank that
also has growth as one of its primary objectives. The Swiss National Bank (“SNB") has all but abandoned inflation
targeting. Interest rates are currently negative and the SNB’s priority is maintaining the artificial currency peg. In the
UK, deviations from the formal inflation target are permitted, but they require that the Governor of the Bank of England
write a justification to the Chancellor of Exchequer.
A brief history on Inflation targeting
Inflation targeting is a reasonably young concept in finance as it took off after the collapse of the Bretton Woods system
in 1974. Faith in monetary policy was forever cemented in 1980 during Paul Volcker’s reign as US Fed Chairman. At
that, time interest rates peaked at 20% and successfully curbed inflation.
Figure 1: The Volcker Fed
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There is some evidence that the effect that inflation targeting has resulted in a lower level of inflation globally. Some
examples of previously high inflation regimes are depicted below:
Figure 2: Inflation targeting has resulted in more stable or lower inflation

Monetary policy has its limitations. Global central banks have become more unconventional:
More recently, Central Bank Policies have become more unconventional. Quantitative Easing (QE) was adopted in an
effort to stimulate economic growth. Japan and Switzerland even had negative interest rates. Contrary to popular belief,
these policies did not result in any inflation nor growth! Clearly an indicator that monetary policy has its limitations.
In times of crisis, central banks need flexibility
In his book, The End of Alchemy, Mervin King, former Governor of the Bank of England makes the following statement,
“In essence, the role of a central bank is extremely simple: to ensure that the right amount of money is created
in both good times and bad. The role is considered monetary policy in good times and financial policy in bad.”

In my opinion the Public Protector was trying to say that we should better establish the legal framework for the financial
policy in bad times. This should be done so as not to act in ways that may later be considered to be contrary to the
Constitution and the law. However, the low trust political environment, timing and wording of her recommendation were
not conducive to her getting a reception. This is still a discussion that needs to be concluded.
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REGULATORY UNCERTAINTY CREATES
OPPORTUNITY

Mahomed Ibrahim, Analyst
Lonwabo Maqubela, Portfolio Manager
Phomolo Rabana, Analyst

Increased regulation has made investors question the attractiveness of hospital groups
Our exposure to the 3 listed hospital groups is the highest it has been since our inception both in absolute terms and
relative to the benchmark. Together, Life Healthcare, Mediclinic and Netcare make up just over 7% of our portfolio.
As evidenced by the index below, the three hospital group share prices have on average declined by 40% from peak
levels reached in February 2015 companies.
Figure 1: SA Hospital Index down 40%
220
200
180

-40%

160
140
120
100

Jun-17

Feb-17

Oct-16

Jun-16

Feb-16

Oct-15

Jun-15

Feb-15

Oct-14

Jun-14

Feb-14

Oct-13

Jun-13

Feb-13

Oct-12

80

Source: Perpetua Research
Regulatory pressure has heightened over the last year in South Africa. This has come in the form of the Competition
Commission enquiry on the sector. Collectively the three groups have operations in South Africa, UK, Dubai, Switzerland,
Abu Dhabi, Dubai and Poland. Over the past year, nearly all these regions have faced some form of regulatory pressure.
We believe there are some mitigating factors to the regulatory scrutiny that regulators should bear in mind in order to
encourage investment in the sector.
1.

Hospitals are capital intensive

Healthcare is a basic need. This opens it up to regulation. In the form of licences, this creates a competitive advantage.
However, regulation limits pricing power. This means that for hospitals to grow their revenues in line with their costs, they
have to continually expand their facilities.
The overall result is that hospitals’ capital expenditure is almost double their depreciation, making them poor generators
of cash. This is shown in the chart below for the South African operations of the 3 listed hospital groups.
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Figure 2: Cash generation is poor for hospital groups due to high capital expenditure
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Hospitals have high fixed costs and similar to hotels, their earnings are highly dependent on occupancy. In this respect
however, hospitals have been in a favourable position over the past decade.
A deteriorating public health system, an aging population, growing medical scheme membership and an alarming
increase in lifestyle diseases, has resulted in high demand for private healthcare. The average occupancies for their
South African operations have been increasing (see Figure 3 below).

Figure 3: Average occupancies for South African hospitals have been increasing
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Source: Perpetua Research
2.

Hospital Groups don’t have the bargaining power and hence are price-takers:

When we invested in the Hospital Groups, we were aware of both the regulatory risk that the industry faces. We also
were aware of the Competition Commission Inquiry investigation into the sector. The three listed hospital groups in South
Africa account for 88% of private hospital beds. Hence, they are prone to the perception of dominance.
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Our initial judgement was that it was unlikely that the Hospital Groups were able to abuse their dominance. This opinion
was based on:
•

The Medical Schemes to whom their clients belong are themselves dominant. One in particular (Discovery Health)
accounts for nearly 50% of volumes, and is a known to be a data analysing client and hence is in a position to monitor
price levels. Discovery Health Medical Scheme is incentivised to keep the scheme profitable so it can keep price
increases paid by members low.

•

There are not enough specialists in South Africa. Therefore, the doctors hold most of the bargaining power. A
breakdown of medical costs paid by medical schemes reveals that more than 40% of all medical schemes’ payments
are to medical professionals, while less than 40% is paid to hospitals. The Private Hospital’s share of medical costs
has remained constant over the years. Considering the relative capital requirements and investments of these two
parties, we would expect the ratio to favour hospitals.
Figure 4: High medical scheme payments are made to specialists

Total Industry benefits paid - 2015

Total out-of-hospital
managed care
arrangements
5%
Medicines
Dispensed
16%

Ex-gratia payments
0%
General Practitioner
6%

All Specialists
24%

Other Health
Services
2%

Dentists
2%
Dental Specialists
1%

Hospitals
37%

Supplementary and
Allied Health
Professionals
Medical Technology 7%
0%

Source: Council for Medical Schemes (CMS)
•

Level of profitability is acceptable

Using Netcare South Africa (NTC) as a proxy, the level of profitability (as measured by return on assets) averaged 15%
over the past 15 years (refer to Figure 5 on the next page).
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Figure 5: Netcare South Africa’s Return on Assets is acceptable
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Source: Perpetua Research
•

Hospital groups are actually property companies

In the UK, Netcare rents the properties from which it operates. As a result, margins before depreciation are 5% vs 23%
in SA. Adjusted for the rental, margins between the two regions are similar. Based on Netcare’s experience in the UK,
we are of the opinion that hospital groups are only able to earn the returns mentioned in Figure 5 because of the mature
nature of their hospitals and properties. This is advantageous as the properties were typically bought when they were still
relatively cheap and the hospitals now have good occupancies. To replicate the locations of the hospital groups at current
day property prices would be very punitive to a new entrant. The implications are:
1.

Profitability is even lower if adjusted for current property prices.

2.

Without the occupancies and expected higher property costs, new entrants are likely to find that the j-curve to
profitability is indeed very long.

Tailwinds to Hospital group’s revenue growth
Benefits paid by medical aid groups have grown faster than inflation (10.5% p.a.) over the past five years. The market
tends to focus on Medical scheme beneficiary growth as a leading indicator. This is important and the number of medical
aid beneficiaries has increased by 2m people (±30%) over the past decade. However, what is equally important for
Hospital groups is when the beneficiaries start claiming. On average, a person over the age of 60 claims nearly 3x the
average person in their 30s. So the pensioner ratio is an important leading indicator for hospital utilisation.
Figure 6: Pensioner ratio is increasing
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Improving fundamentals should continue to support margins:
However, we cannot ignore the risk of unfavourable action by the various regulators. What gives us confidence are the
fundamentals. The combination of an ageing population, medical complexity, innovation and medical inflation should
mean that revenue should be able to grow faster than the inflationary costs on fixed costs. Staff costs account for 40-50%
of operating costs. This would result in higher operating margins as evidenced by higher margins across the hospital
groups over the last few years. However, we are only assuming stable margins going forward. In effect, we have already
accounted for some of the regulatory risk by assuming price deflation. In the short term, margins could decline as
funders and regulators place pressure. However, we believe that volume growth in this highly operationally leveraged
business should result in margins recovering and improving.
Furthermore, for example, Life Healthcare Group (LHC) is managing to find incremental growth opportunities through
brownfield expansions and by increasing its mental-health patient mix. These are less capital invasive and both
initiatives are margin accretive, which bodes well for the Group’s ability to maintain and potentially increase its operating
margins over the next several years.
Figure 7: Fundamentals support Hospital group’s margins
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Source: Perpetua Research
Earnings Before Interest Depreciation and Amortisation

The shares of the 3 hospital groups are now trading on attractive valuation levels, and we have used the decline in their
share prices as an opportunity to increase exposure to the sector. All three of the SA hospital groups have meaningful
offshore operations that require some level of fixing. At current valuation levels, this potential improvement is not
reflected in the different share prices.
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DEALING WITH REGULATORY CHANGES

Lonwabo Maqubela, Portfolio Manager

“A ruler should make sure that there is enough food and weapons and that he had the trust of the
common people. If a ruler had to do without one of these he should give up the weapons. If he then
has to choose between enough food and trust of the common people, he should give up the food. A
government cannot stand once it has lost the people’s trust”
Confucius – Quoted from Confucius and Confucianism (Lee Dian Rainey)
Heightened regulatory risks emerge
It is common knowledge and empirically evident through the GINI coefficient that South Africa has amongst the highest
economic and income inequality in the world. Politicians and other self-interested parties have hijacked this as a platform
to catalyse policies that are more re-distributive in their nature. This coincides with the global trend towards increased
populism. The uncertain policy environment gives businesses no confidence to invest. This will further exacerbate the
economic divide. Justifiably there is deep division between the state, business and the public at large. Known regulatory
risks have emerged from remote dark corners of possibility into potential reality.
How do investors typically respond to increased regulatory risks? Fight or flight?
Flight. You would expect that being well informed, investors would not be overly re-active to known regulatory risks.
However, the initial reaction by investors is all too often too pessimistic. For example, the day that the mining charter was
announced the JSE Mining shares’ market capitalisation declined by R50bn, an over-reaction given our estimate of the
impact of the new charter. Investors tend to over-react, creating a buying opportunities relative to worst-case
assumptions. Furthermore, there also tends to be contagion, meaning that less affected companies also are swept up in
the negative sentiment.

Summary and Implication of Mining Charter III:
In June 2017, the Department of Mineral Resources promulgated Mining Charter III. The key tenets and implications are
listed below:

CHARTER REQUIREMENT

INVESTMENT IMPLICATION

Minimum 30% black shareholding.

More equity to be issued. It is unclear how historical
transactions that sold operating assets to Black
Persons will be recognised. Charter does not
recognise past BEE deals that did not achieve 26%
ownership.

1% of turnover to be paid to black shareholders.

Mining is capital intensive with low margins. Impact
on valuations consequently is disproportionate.

70% of mining goods spend on South African
Manufactured goods.

Loss of economies of scale in the supply chain and
consequently higher costs

80% of Services must be sourced from South
African based organisations

Loss of economies of scale in the supply chain and
consequently higher costs
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The Chamber of Mines has indicated that it will be contesting the charter based on:
•

A historic gentlemen’s agreement between the state and the Chamber that they would seek to resolve the dispute of
whether the DMR would recognise historic BEE deals. The new charter is ambiguous to this point. \

•

A lack of consultation by the DMR. The law in South Africa requires such consultation prior to the promulgation of a
new statute.

•

Practicality: Many aspects of the new Charter are not practical. For example, due to the onerously short transition
period, achieving the new BEE ownership requirements would not be possible.

Mining companies in South Africa are currently marginal. Post the announcement of the Charter, AngloGold announced
a Section 189 retrenchment process impacting over 8,500 employees, a third of its South African workforce. This is the
first of many rounds to come and arguably, they were coming anyway. It is commonly known that gold mines in particular
are reaching the end of their mining lives. However 20 years ago AngloGold had a 10 year life of mine, and yet here we
find ourselves, 20 years later and AngloGold has a 10 year life. The point I am trying to make is that whilst they have
short life, under the right conditions they also have the ability to extend it.
Table 1: Life of Mine of SA Resource companies

Anglogold (SA)
Sibanye Gold
Harmony
Impala Mine
Amplats

Resources
m oz.

Reserves
m oz.
(Probable)

81
214
58
53
801

68
58
8
48
548

Measured
Reserves
m oz.
(Proved)
7
12
7
17
258

Production
m oz.

1.5
1.6
1.0
0.6
3.6

Proved
Life of
Mine
(Years)
5
7
7
28
72

Probable
Life of
Mine
(Years)
46
36
8
77
152

Possible
Life of Mine
(Years)
55
134
58
85
222

Source: Perpetua Research

This requires that South African stakeholders roll out the red carpet (low cost electricity, capital expenditure related tax
cuts, royalty breaks (for marginal mines). However, the current environment is completely different to this. It takes on
average a decade to bring a new mine into operation. Due to market conditions, weak assets and now an uncertain
legislative environment, we should expect that South African mines will not attract sufficient capital to extend their life of
mines unless a new modus operandi is urgently established. As in any partnership, there are clearly concessions that
the mining companies will have to make in order to realise this value.
We do concede that regulatory risks can act as a medium term cap on the share prices of the affected entities until the
issue is resolved.
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How do we account for regulatory risk in our investing decisions?
If the impact is quantifiable:
• Where the impact of a regulatory change is quantifiable, we make our worst-case estimate and consider what is
priced into the share price. To continue with a mining example, the Government of Tanzania (GoT) recently
unilaterally changed the mining convention to its favour. AngloGold ("ANG"), which potentially now has to pay higher
taxes in Tanzania and give the Government a free equity participation of up to 16% of its Tanzanian mine, Geita. The
impact to ANG’s valuation is +-10%. After deducting this 10% from our valuation, we are currently finding that
notwithstanding the regulatory changes, ANG’s share price is still attractively priced compared with the risks.
If it is not possible to quantify the impact
• As part of our risk rating process, we limit fund exposure to higher risk companies. We do this even if the impact is
quantifiable. For example, with respect to the SA mining companies, we did appreciate the ESG risks prior to
investing. Therefore, our client funds were more exposed to companies that were attractively valued and were in a
relatively stronger position from an overall risk rating perspective. For example, Royal Bafokeng Platinum and African
Rainbow Minerals are positions in the fund. Both have already attained the 30% BEE equity ownership and have
relatively better risk rating scores. BHP is another active position in the fund is not at all exposed to South Africa and
other risky mining jurisdictions. These counters are lower risk as identified by our process.

Is the regulatory change practical?
• We also consider the likelihood that a regulatory change can be successfully implemented. For example, on the 28th
of June 2017, the Health Minister, Dr Aaron Mostoaledi gazetted the white paper for National Health Insurance Policy
("NHI"). The Department of Health ("DOH") has indicated that it expects the implementation to be completely by 2026.
The long gestation period is to allow the DOH time to improve the overall quality of the public healthcare system. The
white paper is very comprehensive and seeks to deal with inefficiency in a multi-faceted manner. However, the long
gestation also gives rise to uncertainty with respect to the DOH’s ability to implement the new policy. Some key
uncertainties:
•

South Africa has less than half the number of doctors per capita relative to its peers (e.g. Brazil & China have 16
doctors/10,000 people vs 6 in South Africa ). In order to correct this imbalance, and to take population growth over
the next decade, we need to treble the number of doctors from the current +-35,000. This assumes no attrition.

•

The White Paper uses a 2010 figure to estimate that in real terms it costs the SA Gov’t R110bn to provide public
healthcare. Today the correct number is R125bn. The bigger issue however is that the level of care that the State
currently provides is not reflective of the true costs. The cost to get the level of care to be half of what it currently costs
the private sector, an additional R300bn p.a. is required!

Table 2: Life of Mine of SA Resource companies

Public Health

Private Health

Total cost 1

Additional cost

Total spending (R’bn)

187.5

187

676.49

302.37

Number of covered lives (m)

46.2
4.1

8.8

55

21.2

12.30

55
5.50

Total costs per life (Rk/life)

Source: Perpetua Research and estimates
is what it would cost NHI if the current private healthcare spend is imputed onto NHI and public
spending equals half of private sector.
1This
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The DOH estimates the funding shortfall to be R100billion. Even if the wealthier private individual has to shoulder more of
the collective responsibility, the difference required is too high (5% of GDP). This tax base will be fatigued. As part of the
NHI implementation Phase, there is a period when costly improvements will be made to Public Health, whilst there will be
no additional revenue as NHI will not yet be collecting premiums. This is likely to exacerbate the funding shortfall. The
UK also have Universal Health Coverage (NHS) for its population. The NHS is thought to be precariously funded and as
the population ages, the shortfall will accelerate. The shortfall is estimated to reach £30bn in the next five years!
The NHS recently waived its long-standing self-imposed maximum waiting period of 18 weeks. Quality of healthcare is
deteriorating as the NHS reduces the 'menu' in an attempt to maintain funding levels. On a balance of probabilities, will it
very be difficult for South Africa to achieve the implementation of the NHI in its current format.
Will the regulator inadvertently entrench the larger incumbents?
New regulations may have the effect of entrenching the incumbents as regulatory changes make a
sector less
attractive. In the NHI example, it is unlikely that there will be any new medical schemes entering the market. In fact many
schemes are marginal and they may simply give up now. In Nigeria, the regulator (Nigerian Communications
Commission) fined MTN $1bn last year for non-compliance. Amongst others, the regulatory environment in Nigeria has
meant that the telco’s operating in the market are not well capitalised. The number 4 player, Etisalat, recently reneged on
a loan repayment and the banks had to take over the operations. In a recent spectrum bid, only MTN was in a position to
make a bid for crucial spectrum that will enhance its network. Ironically, in an attempt to weaken MTN’s position, the NCC
may have achieved the exact opposite. Ultimately, we think that pressure will build for the NCC to become more of a
benevolent regulator as Nigeria is lagging behind in its telecommunications infrastructure.
Regulatory uncertainty can hurt smaller, precarious competitors by more. This can create further scale and operational
benefits for the larger incumbents. This then would allow the incumbents to better adopt to the new environment, even
more entrenched and too big to fail.
Higher risk adjusted returns will be required
To conclude, dealing with regulatory pressure is an uncomfortable place for investors. What may be a rational outcome
may actually end up not being what happens. Whilst as investors we are able to take steps to be prepared, in the end
the impact of onerous regulatory changes is to reduce the levels of trust between regulators, industry and investors. This
can slow down economic growth in the short term. Investment opportunities may arise during the panic; however, these
are typically trading opportunities rather than strategic ones. In the long term, investors and businesspersons alike will
require higher prospective returns before even considering the affected sector.
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