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AN
EVENTFUL
QUARTER

time, we have found our fundamentally based, valueoriented investment approach being tested on
repeated occasions and while 2017 was again such a
testing year, we remain resolute and convicted in our
role first and foremost as stewards over your capital.

Delphine
Govender

In this quarterly commentary we thought it
appropriate therefore to recap some of the key
factors of the past five years which portfolio
manager, Lonwabo Maqubela does in the first article,
Lonwabo was one of the first joiners into the firm
and therefore well placed to provide the overview.
When we started Perpetua in 2012, we accepted and
believed that it is important for boutique investment
firms to deliver a differentiated and specialised
offering into an already well established, somewhat
homogenous market and we believe over this time
we have established a clear, unequivocal and unique
investment identity. While thoughtful differentiation
ensures we retain the ability to deliver differentiated
returns for clients, we also concede that sometimes
in the short-term these returns can detract versus
peers or benchmarks who might be more clustered
in their approach. In the second article this quarter,
Mahesh Cooper, our Deputy COO, highlights
therefore the “risk of being different”.

Chief Investment
Officer

When the final quarter of 2017 commenced, we
knew that - given the much awaited December
election within the leadership of the South Africa’s
ruling party - the year end would be a busy and
eventful one. What we didn’t know, however, was
that the final month of the year would also include
the biggest corporate collapse in South Africa’s
history, namely that of Steinhoff International
Holdings amidst serious accounting irregularities and
the resignation of CEO. When the year started we
expected it would be year of reasonable returns for
South African equities but we didn’t expect that just
one share, Naspers, would account for over 50% of
the market’s return for 2017. These two realities
impacted the returns we generated in polar opposite
ways. Our very low exposure to Steinhoff and
Naspers in our portfolios respectively helped and
hurt our 2017 returns.
The election of current Deputy President, Cyril
Ramaphosa as the new leader of the ANC and
therefore the next President of South Africa was
welcomed by the market and this outcome assisted
in removing the major political overhang we have
become unwittingly used to over the past few years.
In his first weeks, Ramaphosa has already made some
swift positive changes in terms of a sweeping new
(credible) board at beleagured state owned entity,
Eskom and we have also seen legal charges being
brought against some of the alleged perpetrators of
widescale corruption and state capture.
During the last quarter, Perpetua reached it’s five
year anniversary since we commenced managing
client’s assets. While it is still early days, it was
nevertheless a gratifying milestone in what we are
committed to as a lifelong endeavour. During this

In our thematic investment pieces this quarter,
analysts Phomolo Rabana and Glen Heinrich
respectively discuss the global luxury goods
sector and the domestic food producers. Both
sectors have contributed positively to client returns
since inception and both articles also highlight stocks
in these sectors where we continue to find value and
hold in client portfolios.
Finally in our two special interest pieces we opted for
something that proved to be quite topical by the time
2017 ended. The first is an article by one of our
trainee investment analysts, Megna Makan providing
an interesting summary of the several senior
management changes we noticed at many South
African listed companies in the year, with a view to
establishing some common theme or factor in these
changes.
Finally COO, Logan Govender, felt
compelled to discuss the topic of auditor
independence – an issue which has become
worryingly highlighted given the less than exemplary
role some audit firms appear to have played in
corporate and other failings which emerged in 2017.
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We understand that in an era of information
overload, it becomes trickier and trickier to work
out how to allocate time to perusing information.
We hope we have chosen topics smartly and that this
commentary proves to be a good use of your limited
time, and we hope you enjoy the read.

On behalf of the team at Perpetua, we thank you for
the trust you have afforded us and appreciate the
opportunity to serve as your investment manager.

___________________________________________________

FIVE FACTORS
FOR FIVE YEARS

Figure 1: Value style underperforms for a decade

Lonwabo Maqubela
Portfolio Manager

Five factors that influenced markets over
the past five years
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In October 2017, we celebrated Perpetua’s fifth
anniversary. We thought that this a good time to
review our first five years. In an ideal world, in our
first five years, we would have wished for our
investment style to have been in favour and it would
have been a stock- picker’s market, which is typically
an environment when there is generally a wide
dispersion in the way stocks perform. However, not
only has it been the exact opposite but it has also
been the most protracted underperformance by the
value style in over 30 years. The value index has now
underperformed the world index over the last
decade.

Figure 2: SWIX vs. an equally weighted index

Mar-13

The value style has most protracted
underperformance in a generation

Source: Thomson Reuters DataStream
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The last five years were most anomalous. Central
bank action distorted asset prices. Domestically a few
large mostly rand-hedge shares drove index returns.
The value style got left behind. The easy call to make
is that more of the same continues. We think that the
pendulum has now swung too far. These conditions
have sowed the seeds for a market regime change.

SWIX

In the local context, the median returns of an equally
weighted index have underperformed the SWIX by a
cumulative 73% over the past five years! Whilst an
equally weighted index is not perfect, this does
indicate the extent to which the index headliners
(such as Naspers and BTI) have out-performed the
median share. We have identified five factors that
contributed to these outcomes:
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1. The everything bubble favoured bond
proxies and growth stocks

3. Though shalt not steal but though can
devalue thine currency

Investors have coined this cycle as "The bull market
in everything." This is attributable to the rise of the
value agnostic buyer. When the US Federal Reserve
(FED), Japan Central Bank (JCB) and the European
Central Bank started their collective quantitative
easing policy, it had the effect of reducing cost of
capital globally. The yield chasers had to find low risk
returns elsewhere. They went to the equity of quality
defensive staple and high growth companies. As we
speak, the FED will start to unwind the extraordinary monetary policy. This could lead to higher
bond yields and the possible correction in asset
prices.

Given the low global growth, one of the easiest way
to “capture” growth was to devalue domestic
currencies in order to drive exports. Our
government has certainly done it’s very utmost to
devalue the rand. As a consequence, one of the
winning trades over this period was exposure to noncommodity rand hedges. Many of these companies
were also allocating capital offshore into the weak
rand environment. This further accelerated the
outperformance. Current day politics contribute to
the trade. Since 1994, the rand has weakened by
more than what the inflation differential implies.
Exposure to foreign assets is a good hedge for South
African investors. The caveat however is that
investors should be weary not to over-pay for this
hedge. This can happen if they over-pay for
companies with offshore earnings and/or the rand has
a strengthening cycle. Most investors won’t have the
discipline to sit on their hands if they time the cycle
incorrectly. Investors should be weary to make longterm investment decisions based on near term
currency outlook. Currencies are known to be highly
volatile and the rand particularly so.

Passive funds were the other value agnostic buyer.
Benchmark size is the trigger for passive funds. This
is a function of recent performance. Active managers
have lost market share to passives. Assets managed
by ETFs have quadrupled since 2008! Passives now
account for a third of US equity funds under
management. In order to facilitate ownership of the
more benchmark cognisant funds, these money flows
mean that active managers had to sell their positions.
This is akin to selling value and buying momentum.

2. High debt and policy uncertainty result
in structurally lower global growth
High debt levels and policy uncertainty contributed to
structurally lower global growth. Even China’s
meteoric rise was debt fuelled. This lower growth
affected cyclical companies, (which currently have a
value bias). In the South African economic
environment, the lack of policy certainty has
contributed to a loss of consumer and business
confidence. Consequently, demand is tepid.
Companies with debt have had to strengthen their
balance sheets through equity raises. We often are
asked whether the cyclical shares need a strong
macro in order to outperform. Not necessarily in
our view, other factors (management action) do add
value relative to the macroeconomic environment.
When shares are priced for extinction, things not
getting worse can act as a catalyst.

4. Tech bubble 2.0?
The Nasdaq (a tech heavy index) recently touched
record highs and has clawed back its 2001 Tech
Bubble high. Tech companies are also significant in
their respective indices. Perhaps as a sign of the times,
the technology sector now dominates the top ten list
of the world’s largest companies.
Table 1: Top 10 companies ranked by market
capitalisation

1
2
3
4
5
6
7
8
9
10

Identifier
AAPL.OQ
GOOGL.OQ
MSFT.OQ
FB.OQ
AMZN.OQ
BRKa.N
BABA.N
0700.HK
JNJ.N
XOM.N

Company Name
Apple Inc
Alphabet Inc
Microsoft Corp
Facebook Inc
Amazon.com Inc
Berkshire Hathaway Inc
Alibaba Group Holding Ltd
Tencent Holdings Ltd
Johnson & Johnson
Exxon Mobil Corp

Company Market Cap
(USD'm)
802,625
677,322
585,139
497,315
471,180
461,370
458,165
428,135
357,482
347,527

Forward P/E
14.15
26.37
23.22
27.66
145.13
23.94
31.16
37.96
17.56
22.17

Forecast profits
(USD'm)
56,709
25,687
25,198
17,980
3,247
19,270
14,703
11,278
20,360
15,674

Source: Thomson Reuters DataStream
In bold, seven of the ten are in the technology sector.

Relevant for South African investors in particular is
Tencent. Tencent’s share price is up 7x since 2012.
Tencent’s earnings growth have exceeded market
expectations as they have moved to monetise the
3
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user base. The difficulty in valuing a growth stock of
this nature boils down to how long this superior
growth rate will persist.
In our assessment, as Tencent’s share price is trading
on 15x 2023 earnings (which have to treble from
current levels). We are of the opinion that it already
discounts the prospective earnings growth.
Figure 3: Tencent Consensus Forecasts
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support the bull move.... The super-stocks that lead a
bull market inevitably become priced for perfection.
And in many cases the companies’ perfection turns
out eventually to either be illusory or ephemeral……
I’m not saying the FAANG’s aren’t great, or that
they’ll suffer such fate. Just that their elevated status
today is a sign of the kind of investor optimism for
which we must be on the lookout.”

5. If tech shares were the market swans
over the last five years, then group
below represents the "ugly ducklings:
•

Cyclical companies and in particular South
Africa domestic ones.

Figure 4: Cyclical companies that have underperformed

Source: Thomson Reuters DataStream

With respect to tech shares generally, the long-term
earnings growth assumption is more important than
near term earnings surprises that drive the share
prices higher. Factors such as the following influence
the long-term growth rate:
• Will new competition emerge and drive
profitability levels lower?
• How might consumer preferences evolve?
• How might technology evolve and result in
obsolescence (think Blackberry, Netflix,
Kodak)?
• How will the regulatory environment evolve
and reduce profitability or the competitive
advantage?
One of our observations, even amongst the shares
listed in Table 1 is that they are disrupting each
other’s business models. However, sentiment
towards tech stocks is very favourable and is not
discounting any uncertainty. We are of the opinion
that in some cases (not all); the share prices are
discounting maximum optimism. The following
excerpts from a recent letter written by Oaktree
Capital’s Howard Marks, best encapsulates our
thoughts about the tech sector “Bull markets are
often marked by the anointment of a single group of
stocks as the greatest and the attractive legend
surrounding this group is among the factors that

Source: Thomson Reuters DataStream

These companies share prices have declined as the
combination of weak balance sheets, unsustainable
dividends and difficult macro-economic environment
took effect. These company market capitalisation are
nearly flat for over a decade! With hindsight, the
management teams would concede that they did
compound the situation due to unforced errors.
Forecast returns from this group of shares is now
very attractive. We are cognisant that some stocks
with similar attributes may well be value traps. Our
job is to work out which of the declines in profitability
are structural versus which are cyclical.
•

Companies that were previously popular and
have subsequently disappointed the market.

Internally, we refer to this group as Fallen Angels.
When this group was favoured and share prices
4
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were high, we did not own any of these companies
in client portfolios. We have now taken advantage
of recent share price weakness and added to these
companies. This group comprises better quality
businesses. They have better earnings visibility than
the average deep value share on the True Value
continuum however have faced near term
challenges. Examples of these would be Mediclinic
and Life Healthcare, whose decline was catalysed by
weaker than expected revenue growth. Longer
term, we think that demand for medical services will
grow as populations age. In Aspen’s case, an
entrepreneurial management team with a history of
delivery gave us the confidence about the quality of
the business, even though it was trading on optically
high multiples.
Figure 5: Fallen angels

Conclusion
The True Value Continuum served us well during our
first five years, allowing us to own some of the
Growth at a Reasonable Price (GARP) shares that
contributed to returns (e.g. SAB-Miller, British
American Tobacco & Tiger Brands). Our philosophy
and process it also allowed us to have an aggressive
(but not excessive) position in the deep value
segment of the continuum (resources companies)
when it was extremely difficult to do so. This allowed
our funds to enjoy a meaningful recovery in 2016.
Importantly, we have shifted our portfolios towards
the “fallen angels" as they have moved down the
continuum.
We also used the period to strengthen our risk
management process, in order to ensure that there
are no unintended outcomes from our positioning.
As depicted by the pendulum of investor sentiment,
we now think that the investor sentiment is more
likely to swing in favour of the value style over the
next five years. Most investors think that they will
have time to change positions when this starts to
happen, however what we have learnt from
experience is that when things turn they do so
exceptionally quickly. We are encouraged by the
relevance of the True Value Continuum in the South
African market. Importantly, in keeping with the
name, ours is to continue to remain true to it in its
application.

Source: Thomson Reuters DataStream

______________________________________________________

True Value Investing is the starting point

THE RISK OF
BEING
DIFFERENT
MAHESH COOPER
DEPUTY CHIEF
OPERATING OFFICER

Our all-encompassing, value-oriented investment
philosophy, which we call “True Value Investing”,
means that we invest based on the attractiveness of
the opportunities we find through our bottom-up
fundamental research. This is depicted on what we
call the PERPETUA TRUE VALUE CONTINUUM
graph (Figure 1).
The purple (bold) line indicates the area we believe
our competencies best equip us to uncover value, as
we are mindful that there are multiple theses for why
we can uncover shares which offer value as they are
trading below our determination of their intrinsic
value.
5
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Building portfolios from the bottom-up
Investing along this continuum can result in portfolios
that look very different to the benchmark. At
Perpetua, it is not our intention to be different for the
sake of being different. Our portfolio construction
approach can result in this difference as our portfolio
managers start with a clean sheet when building
portfolios. We do this as we seek to invest clients’
funds only in the investment opportunities that we
deem are attractive and which offer value, instead of
building a portfolio relative to the benchmark.
Being benchmark agnostic means that we do not take
into account a share’s weight in the benchmark when
we include it in the portfolio. Rather, we determine
an absolute limit that a client can be exposed to in a
share based on weighted outcome of several key risk
criteria. This gives our portfolio managers the
freedom (within the constraints of our investment
process guidelines) to establish meaningful positions
in shares that they believe will deliver long-term
outperformance. We do, however, understand that
whilst this investment approach implies we are
innately contrarian, there are rare occasions when
the South African market will reward you for being
contrarian in the extreme.

Meaningful exposure to attractive
opportunities
Given the current opportunity in South Africa, our
fundamental research and bottom-up process has
resulted in meaningful exposure to stocks which
would typically represent a very small exposure in a
typical equity benchmark. To illustrate this, we
contrasted our holdings in the Perpetua SCI Equity
Fund (“Perpetua Equity Fund”) with the constituents
of the FTSE/JSE Shareholders Weighted Index
(SWIX). We could have used any other reasonable
listed equity index – our portfolio holdings would
have remained unchanged given that our portfolios
are built agnostic of any benchmark.
We split the SWIX constituents into three
categories, namely:
•
•
•

Stocks that are smaller than 0.5% of the SWIX;
Stocks that represent between 0.5% and 1% of
the SWIX; and
Stocks that represent more than 1% of the
SWIX.

Figure 1:
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We then contrasted, in Figure 2, the Perpetua Equity
Fund’s exposure and holdings to that of the SWIX’s
for each of the above categories. The blue bars show
the number of stocks in the SWIX in each of these
categories (on the left-hand scale) with the blue dot
showing what exposure these stocks represent in the
SWIX (as a percentage on the right-hand scale). The
purple bars show the number of the stocks in each of
these SWIX categories that are held in our Perpetua
Equity Fund (left hand scale) and the purple dot the
exposure that these stocks represent in the Perpetua
Equity Fund (right hand scale).
At an aggregate level, the Perpetua Equity Fund is
more concentrated; we hold only 54 stocks versus
167 stocks in the SWIX. Within each of the
categories, the number of stocks and the exposure to
these stocks are significantly different to the SWIX
benchmark.

Stocks less than 0.5% of the SWIX
We own 35 of the 123 stocks that are smaller than
0.5% of the benchmark. These 35 stocks represent
38% of the Perpetua Equity Fund whereas the 123
stocks represent only 18% of the SWIX. We are able
to establish meaningful positions in these companies
despite them being small in the index. Examples
include Liberty Holdings (Perpetua: 2.8% versus

SWIX 0.2%), Brait (Perpetua: 2.5% versus SWIX:
0.2%) and Nampak (Perpetua: 2.5% versus SWIX:
0.2%).

Stocks between 0.5% and 1% of the SWIX
Likewise, the Perpetua Equity Fund owns just 7 of the
22 stocks that are between 0.5% and 1% of the SWIX.
These 7 stocks represent 20% of the Perpetua Equity
Fund versus the 22 stocks representing 16% of the
benchmark. Some of the stocks in this category which
we are finding attractive include Woolworths
(Perpetua: 5.6 % versus SWIX: 1%), Netcare
(Perpetua: 4.1% versus SWIX: 0.6%) and Mediclinic
(Perpetua: 2.8% versus SWIX: 0.6%).

Stocks more than 1% of the SWIX
Interestingly, only 22 stocks are larger than 1% in the
SWIX. In terms of these stocks, the Perpetua Equity
Fund holds just 12 of the 22. These 12 stocks
represent 42% of the Perpetua Equity Fund versus the
22 stocks in the SWIX representing over 65% of the
benchmark. The largest exposure in the portfolio is
to Old Mutual (Perpetua: 6.5% versus SWIX: 1.8%),
British American Tobacco (Perpetua: 6.3% versus
SWIX: 3.2%) and Barclays Group Africa (Perpetua:
5.9% versus SWIX: 1.9%).

Figure 2:
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Naspers represents over 23% of the SWIX,
substantially more than the combined exposure of
the 22 stocks which are between 0.5% and 1% of the
SWIX! We do not hold any Naspers in the portfolio
as we believe investors are currently pricing in
unrealistic growth expectations particularly around
the Chinese internet stock, Tencent in which Naspers
owns a stake. In addition, we are concerned that the
rest of the businesses in Naspers are cash hungry
rather than being cash generative and we don’t see
this turning in the near future. We would rather
invest in other stocks our investment process is
uncovering along the True Value Continuum in which
we have greater conviction and we are not being
asked to pay for future optionality.

Meaningful differences = meaningful longterm outperformance
As genuinely active managers, our bottom-up
investment process may result in our portfolios being
different to the benchmark. This may result in a high
tracking error (or relative risk) which means that
there will be periods of time when we will deliver
returns that are different to the benchmark.
However, we believe, it is these differences that will
lead to meaningful outperformance over the longterm for our clients.

______________________________________________________

LUXURY STOCKS
START TO
REGAIN SOME OF
THEIR SHINE

Figure 1: Luxury share price ($) performance, best vs
worst (Base = 100)

PHOMOLO RABANA
ANALYST
As the saying goes, “a rising tide lifts all boats”. The
luxury sector has for many years been no different
with the companies all being exposed to similar
structural tailwinds (i.e. growing Chinese upper
middle-class, growth in ultra-high net worth
individuals, increasing female earnings power), and
typically have strong brand equity.
However, the dislocation in the share price
movements between the best and worst performers
in the industry is the widest it has ever been (Figure
1). As the luxury tide retreated over the past few
years, share specific factors have played a
disproportionately greater impact on a company’s
share price performance.
The events which have led to this outcome make for
an interesting tale.

Source: Thomson Reuters DataStream

The Golden Years in Luxury: The Asian
Expansion
The expansion of luxury firms into Asia-Pacific started
to accelerate around 2008/9 as new growth levers
were sought amid dwindling growth prospects in
developed markets. Given the Chinese consumer’s
insatiable demand for luxury products, the eyes of
many luxury players lit up, and they hastily moved to
seize the opportunity.
The space race moved into full swing and the luxury
companies aggressively expanded their retail
footprint in the region. However, they also did
8
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something else, which is less talked about. In many
instances, they grossly overcharged Chinese
consumers for the same product that could be
bought in a different region.
Consequently, above normal profits were earned by
luxury companies as the proportion of total sales
generated
in
Asia-Pacific
increased.
Thus
understandably, as the proportion of sales generated
in Asia-Pacific declined over the next several years,
the overall profitability for many luxury companies
also contracted concomitantly.
Richemont (CFR), Burberry (BRB), Prada (PRA),
Moët Hennessy Louis Vuitton (MC), and Hugo Boss
(BOSS) help illustrate this point (Figure 2a and 2b).
Figure 2a: Percentage of Group sales generated in Asia
60%

The winds that cooled the Golden Years
The slowing sales growth experienced by the luxury
sector in Asia-Pacific has been driven by several
factors. Initially, the continued slowdown in the
Chinese economy sparked some concern that the
luxury sector would follow suit. Added to this,
Chinese consumers started experiencing some
fashion fatigue, coupled with an increasing desire for
understated luxury items (i.e. less conspicuous
branding and monograms).
Nonetheless, it was the Chinese government’s
decision to clampdown on conspicuous consumption
by civil servants in October 2012, that cooled the
demand for luxury products. This had a more
immediate negative impact on the luxury sector,
particularly, those products that made for ‘good gifts’
(i.e. expensive watches, handbags, cognac, whisky,
wine).
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Figure 2b: Operating profit margin by luxury company
30%

European security concerns following terrorist
attacks in France, UK, Sweden, Germany and Spain,
have also impacted luxury sales. However, it was
really technology, particularly smart phones, which
blew a frosty breeze across the entire luxury sector,
and left their flawed pricing architecture completely
exposed.

The rise in online shopping/browsing and
the subsequent fall in regional price
differentials
Although online sales remain a very small percentage
of luxury sales, online has in many, if not most, cases
become the first reference point for consumers
before purchasing a luxury item in-store.
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The internet and online shopping have made it a lot
easier for consumers to easily compare prices across
brands and regions. As it became apparent to more
Asian consumers that they were being significantly
overcharged for luxury products, the grey market
grew, which in turn meant that luxury companies
were losing control over how a consumer received
their products. This posed a risk to their brand
equity. Accordingly, the sector was forced to respond
and stem the growth in the grey market.
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•

The grey/daigou market
The grey/daigou market refers to the purchasing of
products through unofficial channels.
Given the large discrepancy in the price of the same
luxury product depending on where it was bought,
individuals would ship products from the lower priced
jurisdiction (i.e. Europe) to the higher priced jurisdiction
(i.e. Hong Kong/Macau/China) and charge a
commission.

As a result, over the past several years luxury
companies engaged in double-digit price cuts in AsiaPacific, coupled with flat to slightly higher prices in
other regions in order to harmonise regional pricing.
Although this was the right thing to do from a
consumer and brand perspective, financially this
meant less sales generated in Asia-Pacific. However,
the costs that resulted from the retail network
expansion remained, putting pressure on profitability
and margins.
Bearing this in mind, those companies that have fared
better over this transition period managed to grow
organic sales (i.e. Gucci, Louis Vuitton), and quickly
cut costs/close stores. Table 1, helps highlight how
the different luxury shares have performed over time.

“The biggest challenge is to balance
commerciality and creativity.”

Fabio Zambernardi

Table 1: Luxury Sector Price performance

x
x
x
x
x
x

x
x
x

Stock
Kering†
Hermès
LVMH
Hugo Boss
Richemont
UHR
Burberry
RMS
Tiffany & Co
Coach
Michael Kors
Tod's
Prada

YTD 3YR 5YR 10YR
74% 104% 161% 111%
50% 116% 160% 176%
43%
89% 95% 151%
41% -28%
-1%
27%
37%
12% 48% 215%
34% -11%
2%
24%
29%
0% 45%
79%
21%
70% 85% 346%
20%
-2% 51%
70%
16%
17% -26% -14%
12% -33%
-9%
NL
4% -30% -39% -14%
3% -43% -53%
NL

Gucci, Louis Vuitton and Hermès have
led; others have recovered, while Tod’s
and Prada have languished
Over the past few years, the share price performance
for Kering, which houses Gucci, LVMH, and Hermès
has been extremely strong. Over this period LVMH
has navigated through the challenging trading
conditions incredibly well with many of its divisions
continuing to post record results.
LVMH’s ability to leverage the strength of the Louis
Vuitton brand across the price spectrum has resulted
in it more consistently striking the right balance
between commerciality and creativity. Added to this,
since LVMH has 100% control over the distribution
of Louis Vuitton products, it could restrict the
number of products sold to individuals and avoid its
products ending up on the grey market.
Nonetheless, the strong rise in LVMH’s share price
over the past 6 months has also been driven by the
acquisition of Christian Dior.
In terms of organic performance, it is Gucci which has
been the standout performer (Figure 3). Its organic
growth has been exceptionally strong over the past
several quarters, which has resulted in the share price
close to doubling over the past 12 months. While
other luxury players place a lot of emphasis on their
heritage, Gucci tends to reinvent itself every several
years when its head designer changes. Consequently,
Gucci’s artistic direction changed in 2015 when
Alessandro Michele became its new Creative
Director, and his collections were incredibly well
received.
Hermès has managed to steadily increase sales and
margins given sustained demand for its products,
primarily in leather goods.

†KER = proxy for Gucci; NL = Not listed
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Figure 3: Most brands have been losing share to
Gucci

Similarly, Tod’s, which specialises in the production of
luxury shoes (c.79% of sales) has continued to
struggle. Organic sales remain negative and
competition from other luxury shoe makers and
sports brands continues to increase.
Figure 4: Chinese upper middle class & high-income
consumers set to reach 35% of the population (480m)
by 2030 from 10% in 2015 (132m)

Corrective action taken in 2016 is starting
to bear fruit…for some
Given the subdued sales environment, the likes of
Burberry, Hugo Boss, Richemont, Michael Kors spent
2016 taking corrective action (i.e. reducing
operational costs, streamlining brand offering,
removing excess inventory, optimising channels) in
order to improve longer-term profitability. Their
efforts have started to bear fruit which has in turn
taken their share prices higher (Figure 1).

Despite corrective action, operations
remain under pressure for Prada and
Tod’s

Dislocations may present opportunities
For stock-pickers such as ourselves, some of these
dislocations have provided us with the opportunity to
own good quality companies at attractive valuations.
Over the past year clients in our global portfolios
have benefitted from our notable investment in
stocks like LVMH, Michael Kors, Hugo Boss and
Burberry.

Prada listed at the height of the luxury consumer
frenzy in China. Its profitability has more than halved
from its peak, and its share price has behaved
similarly. Its road to recovery has be a long drawn out
process, as organic sales have continued to decline.
___________________________________________________
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twice the money that they would have had, had they
invested in Tiger Brands.

Brand power, increasing benefits of scale
and a buoyant market have driven success
A combination of brand power, increasing benefits of
scale and a buoyant market has enabled these
businesses to deliver such stellar returns to
shareholders over the last decade. Their superior
cash generation ability has given them the opportunity
to reinvest capital in high return expansions of their
existing business lines without needing to come to
shareholders for capital. There have, however, also
been examples of poor capital allocation, such as
when Tigers invested in $200m in Dangote Flour mills
in Nigeria in 2012, only to sell it back for $1 in 2015.
This clearly contributed to its underperformance
relative to its peers.

CYCLICALITY IN HIGH QUALITY
DOMESTIC BUSINESSES
PROVIDE OPPORTUNITIES FOR
LONG TERM INVESTORS
GLEN HEINRICH
ANALYST
The South African listed food producers
have all delivered good returns to
investors over the last 10 years but some
have done better than others

2017 has seen divergent operating
performance between the food producers
While the food producers have generally managed to
improve margins over the last 10 years, there are
cyclical components in their businesses that cause
fluctuations in their profitability. These include
commodity inputs like maize and wheat affecting the
cost of goods sold; catch rates and pricing swings for
fishing; the impact of volatile exchange rates on
imported input costs; and finally, consumer health and
the demand for their products.

Despite being the poorest performing of the listed
domestic food producers over the past 10 years,
Tiger Brands has still compounded returns to
shareholders at almost 16% per annum effectively
being worth 4 times more today than it was 10 years
ago (after accounting for dividends). Not bad for
coming last! Refer to Figure 1.
AVI has performed the best of this group,
compounding returns at over 25% per annum and
rising 8-fold. This result also illustrates the power of
compounding that extra 9% over a period of 10 years,
effectively resulting in shareholders ending up with

As can be seen in Figure 2, 2017 was one of those
years where some of these cyclical factors caused

Figure 1: Total return (10 yr)
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significant swings in profitability for Pioneer Foods
and Oceana in particular.

Unfortunately, the same year saw their profit in their
export dried fruits business being eroded by low
international raisin prices and a small crop; increased
competition in long life juice and finally the surprising
and early retirement of their CEO.

After 4 years of margin expansion and
exceptional performance, 2017 saw
Pioneer Foods profitability fall and the
market did not digest it well.

The market reacted harshly to this poor performance
and the share price fell from over R180 per share to
below R115 per share. At this point we believed that
the share had moved well within the “Value” portion
of the Perpetua True Value Continuum and market
was giving us an opportunity to buy a high-quality
business at a discounted price.

Pioneer foods is best known for its Sasko bread,
Weet-Bix, Liqui Fruit and White Star Maize brands.
It went through a period of significant margin
expansion from 2013 to 2016 under the then new
leadership of Phil Roux as they rationalised their
business lines; improved their centralised buying and
marketing; and focussed on building their Groceries
division. Cyclical elements such as maize pricing and
global dried fruit prices also assisted them in achieving
record profitability in 2016. This operational
performance improvement saw their share price
outperform their peers significantly over this period.

In 2017 the tides turned on Oceana as fish
meal prices fell and the rand strengthened.
Oceana is probably most famous for its Lucky Star
brand of canned fish, but it actually makes more
money selling fish meal and fish oil than it does from
canned fish, especially after the purchase of the US
fishmeal producer Daybrook in 2015. Like Pioneer
Foods, Oceana had excellent results in 2016 but saw
a massive decline in 2017.

Unfortunately, cyclical elements swing
both ways…
The drought in South Africa in 2015-2016 resulted in
a miniscule white maize crop that saw SA becoming
net importers for the first time since 2008. The white
maize price climbed from around R2500 per ton to
over R5000 per ton, significantly driving up the cost
of producing maize meal (a staple for millions of South
Africans). As Pioneer Foods is the #1 maize producer
in SA, they took a decision to ensure the supply of
maize to the market and effectively locked in these
high input prices. This had significant detrimental
effects on their profitability in the 2017 fiscal year.

The key reasons for the poor performance was a
decline in the global fish meal and fish oil prices by
over 25% driven by the shock to market supply of
Peru normalising catch rates (Peru is about 20% of
the global market). Oceana profitability was further
reduced by the Rand strengthening against the US
Dollar and the Euro over the period reducing the
revenue earned on their local fish meal, Hake and
Horse Mackerel sales. They also scored an own goal

Figure 2: SA food producer operating margin (%)
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in their canned fish business by pricing too
aggressively, which they have since remedied.
Once again, the market reacted strongly, and the
share price lost 1/3rd of its value this year falling from
over R120 per share to below R80 per share. At this
price, the share fell squarely within the “Value”
portion of the Perpetua True Value Continuum. We
believe these cyclical factors provided us with an
opportunity to buy another high-quality, cash
generative business for our clients at a discounted
price.

Attractive opportunities for our clients
In both cases, cyclical factors within high-quality, cash
generative businesses resulted in a short-term
earnings disappointment. This, in turn, led to a
significant decline in the share price of both
companies to below what we considered to be their
fair values. As such the market provided us with an
opportunity to invest our client’s money in good
businesses with a reasonable margin of safety.

_______________________________

CHANGING OF
THE GUARD

These various management departures
have arisen due to a combination of
factors.

MEGNA MAKAN
TRAINEE ANALYST

In almost 65% of cases the relevant companies were,
in our estimation, underperforming at the time of
departure. This illustrates how performance pressure
can play a role in why CEO/CFO’s may decide to (or
be asked to) step down – a failure to meet
expectations (please refer to table 1 on next page).

2017 has been the bearer of many surprises for
South African market participants – and most
notable among these surprises was the
departure of several company leaders during the
course of the year.

Many industries have been under pressure
owing
to
the
tough
operating
environment.

The past year has been challenging on many fronts.
The deteriorating political environment that
transpired through the year significantly impacted
business and consumer confidence. This filtered
down into the economy evidenced by constrained
business performance and individual consumers who
exhibited considerable pressure. The pressure
created from various external influences has, in many
cases, emphasized internal weaknesses in certain
companies and industries. This in turn has
contributed to several departures of key management
of South African listed companies. Given the
relatively small size of our listed universe, the number
of departures in 2017 have been unusually high with
almost 20 departures this year (this includes mainly
CEO/CFO’s of listed companies).

In the financial sector, the insurance industry (more
so in life insurance) has been challenged by regulation
and market volatility. The industry has seen the
departure of the COO of MMI; the CEO of Liberty
and the CEO of Outsurance. In resources, both the
COO of Lonmin and CEO of ArcelorMittal SA left
for “personal reasons” but both companies were
facing operational challenges in light of low platinum
and steel prices. Departures in industrials involved
the conflict with various stakeholders and over 70%
involved poor performance with less defensive
companies being more affected.

Examples of conflicts in the industrials
sector included:
•
•

The CEO of PPC (Darryll Castle) had apparently
disagreed with company strategy and the
potential Afrisam deal;
There was an apparent fallout with the CEO of
Life Healthcare (André Meyer) and the main
shareholder (Brimstone);
14
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•

•

Tsogo Sun’s CEO (Marcel von Aulock) had a
difference in opinion with Tsogo’s parent
company Hosken Consolidated Investments
over an acquisition;
It was also thought that Pioneer Food’s CEO
(Phil Roux) had a difference in opinion the
company’s main shareholder, PSG (via Zeder),
over an international acquisition strategy

Looking at some of these examples it is
evident that departures involved both
external and internal pressures.
However, one could think of it a bit like a chickenand-egg scenario – which came first? Was it
embedded weaknesses (whether structural or
cyclical) in existing structures of the company that
surfaced within a challenging environment or was it
more that the challenging environment that created
weaknesses (even if only cyclical) in the company.
This is not easy to determine because of the generally
constrained amount of information that is shared with
the market regarding reasons for the departure.
However, if we look for example at Pioneer Foods,
the company had been under cyclical strain and was
in the process of a possible international acquisition
when the CEO Phil Roux announced his surprise
resignation. The challenging environment would have
emphasized the cyclical downturn and would have
placed additional pressure with the possible
acquisition which in turn fuelled conflict. Granted that
while the scenario still has unknowns to those of us
on the outside, it does demonstrate how the strained
environment can influence companies in more than
one way. Another example would be PPC. The
business has been under immense pressure over
concerns regarding the performance of their African
operations together with intensifying competition and
weak cement prices. There was also said to be
conflict between CEO Darryll Castle and the board
regarding strategy going forward which included the
Afrisam deal and other offers to buy the business.
All except two management departures this year
were unexpected as opposed to the usual
“retirement reasons” and almost half of them had
held their positions for more than five years.
The combination of these two criteria is another
indicator of the demands and consequences of
operating in a high-pressured environment. Examples

of these cases were with the CEO’s of Tsogo Sun,
Mediclinic, Grindrod and EOH (see table 1 below).
The biggest and most notable departure occurred
right at the end of the year with the resignation of
Steinhoff International Holding’s CEO, Markus Jooste.
Subsequently, Steinhoff Africa Retail CEO, Ben la
Grange also resigned (he was also simultaneously
CFO of Steinhoff International Holdings – a situation
that we at Perpetua could not fathom at the outset!)
Markus Jooste’s resignation was not owing to the
usual reasons of performance pressure; weak trading
environment; conflict with stakeholders or a mere
retirement. His departure occurred in light of alleged
accounting fraud and major reported accounting
irregularities, which are the subject of a current farreaching investigation. This departure and the
reasons belying it triggered a massive sell-off in
Steinhoff with the share closing 2017 approximately
90% lower.

Conclusion
Management changes are generally part and parcel of
the normal dynamic of business all around the world.
However, the incidence of senior management
departures in SA listed companies in 2017 appeared
more prevalent than usual, with almost one departure
every two weeks. In addition, quite a few of these
departures were unexpected and in certain instances
investors have been forced to rethink the risks
involved in being over-reliant on one or two
members of management teams. It has also made it
more important for investors to pay attention to
management agreements and succession planning. In
some cases, departures could be viewed as positive
as it could mean that fresh leadership drives better
strategy or innovation going forward.
It is possible that 2017 could herald a shift in how
South African investors form expectations over the
longevity of management teams going forward, with a
new-found acceptance that there are no guarantees
over tenure (especially where conditions driving
business success lie more out of the control of
management).
As Warren Buffett famously said, “When a
management with a reputation for brilliance
tackles a business with a reputation for bad
economics, it is the reputation of the business
that remains intact
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Table 1: List of key management departures in 2017
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Unexpected

FINANCIALS

Key:

MMI

Danie Botes - COO of MMI

RMI

Willem Roos – Group CEO of Outsurance

LBH

Thabo Dloti – CEO of Liberty

Yes
No

RESOURCES
KIO

Frikkie Kotzee – CFO of Kumba Iron Ore

MND

David Hathorn – CEO of Mondi

ACL

Wim De Klerk - CEO of ArcelorMittal SA

INDUSTRIALS
SNH

Markus Jooste – CEO of Steinhoff

SRR

Ben la Grange – CEO of Steinhoff Africa Retail (STAR)

PPC

Darryll Castle – CEO of PPC

LHC

André Meyer – CEO of Life Healthcare

TSH

Marcel von Aulock – CEO of Tsogo Sun

PFG

Phil Roux – CEO of Pioneer Food Group

MEI

Danie Meintjes – CEO of Mediclinic

TRE

Jimmy McQueen – CEO of Trencor

GND

Alan Olivier – CEO of Grindrod

EOH

Asher Bohbot - CEO of EOH

_____________________________

HOW
INDEPENDENT ARE
AUDITORS?
LOGAN GOVENDER
CHIEF OPERATING
OFFICER

underlying irregularities that the work was specifically
scoped to uncover. Secondly, KPMG’s report on the
supposed SARS rogue unit, which report was
subsequently withdrawn, but only after the report had
afflicted considerable but unjustified damage on various
individuals within SARS. More recently the auditing
regulator, the Independent Regulatory Board of
Auditors (IRBA)1, said it would investigate the auditing
work that Deloitte did on Steinhoff’s 2014, 2015 and
2016 financial statements, following a now highly
publicised revelation of potentially extensive
accounting irregularities and possible fraud at the large
multi-national conglomerate.

Over the last year, investors have had cause to
question the independence of work done by audit
firms in their capacity as auditors and consultants.

The need for independence so that reliance
can be placed on the audit

The actions of two of the “Big Four” in 2017
firms raises serious questions.

Public confidence in the capital markets depends on the
credibility of opinions and reports of independent
auditors. This credibility is derived from the auditor
acting with integrity, objectivity and independence in
the performance of their audit work2.

Firstly, we had the audit work done by KPMG on the
Gupta related companies, which failed to reveal the
1

IRBA is the statutory body controlling that part of the accountancy profession involved with public accountancy in South Africa with a focus to protect the
financial interests of the public by ensuring that only suitably qualified individuals are admitted to the auditing profession and that registered auditors deliver
services of the highest quality and adhere to the highest ethical standards.
2
ICAEW APB Ethical Standard 1 (Revised) Integrity, Objectivity and Independence
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IRBA requires a registered auditor who performs audit
functions to clients to be independent of mind and in
appearance, to enable the registered auditor to
express a conclusion and be seen to express a
conclusion, without bias, conflict of interest, or undue
influence of others.3
IRBA expands that Independence of Mind is the state
of mind that permits the expression of a conclusion
without being affected by influences that compromise
professional judgment, thereby allowing an individual to
act with integrity and exercise objectivity and
professional scepticism.
Independence in Appearance is the avoidance of facts
and circumstances that are so significant that a
reasonable and informed third party would be likely to
conclude, weighing all the specific facts and
circumstances, that the auditors’ integrity, objectivity
or professional scepticism has been compromised.

IRBA’s conceptual framework on
independence

Identify threats
to
independence

Evaluate
significance of
threats

Apply safeguards to
eliminate/reduce the
threats to acceptable
level

Threats to Auditor Objectivity and
Independence

IRBA has an extensive section in their rules on
independence, but the UK standard also provided a
useful note on threats to the auditors’ independence
which require closer examination. They identified the
following threats which are consistent with the IRBA
rules4 (See Table 1):

TABLE 1:
Self-interest threat

Self-review threat

Management threat

The advocacy threat
Familiarity threat
The trust threat
The intimidation threat
3
4

Where an auditor is financially dependent on the audit client or where an auditor or
someone closely associated with him has a financial or other interest in the audit client.
The auditor also depends on the management of the company to secure its reappointment as auditor.
A judgment is required of the auditor which demands that previous work of the firm
(whether audit or non-audit) be challenged or re-evaluated.
A management threat can arise when the audit firm undertakes an engagement to provide
non-audit services in relation to which management are required to make judgments and
take decisions based on that work (for example, the design, selection and implementation
of a financial information technology system). In such work, the audit firm may become
closely aligned with the views and interests of management and the auditor’s objectivity
and independence may be impaired, or may be perceived to be, impaired.
The auditor becomes involved in actively promoting or defending a position taken by
management in an adversarial context.
The relationship between the auditor and client is long-standing or otherwise is so familiar
that the auditor becomes involved in advising the client or acting in a management role
The auditor becomes too trusting of directors and management, thereby preventing a
proper testing of management information and representations.
The auditor is intimidated by actual or potential pressures from the client or other party.

Rules Regarding Improper Conduct and Code of Professional Conduct for Registered Auditors (Revised 2014)
ICAEW APB Ethical Standard 1 (Revised) Integrity, Objectivity and Independence
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If we examine the information that is publicly available,
it does appear that KPMG did not adequately follow
the procedures in IRBA’s conceptual framework on
independence. On the face of it, it appears that KPMG
succumbed to the self-review and advocacy threats on
their work done on the SARS rogue unit and likely to
the intimidation and self-interest threats on their audit
of Gupta company Linkway Trading. It is questionable
whether KPMG exercised independence of mind and
almost certainly not independence in appearance.

Steps taken in South Africa to strengthen
independence
While it is easy to be critical of the regulator, South
Africa has in fact kept up with the standards established
globally to strengthen independence of auditors. Listed
below are examples of such steps:
1. The Auditing Profession Act, 2005 and IRBA
Rules Regarding Improper Conduct and Code of
Professional Conduct for Registered Auditors
(Revised 2014).
2. Better disclosure.
3. Companies Act (Non-audit services). Section 90
of the Companies Act (the Act) prohibits an
auditor from being appointed where certain
specified services such as duties of an accountant,
bookkeeper or related secretarial work of a
company, were rendered to the same client.
4. Companies Act (Audit committee).
The Act,
identified the audit committee as a statutory board
committee that all public companies or stateowned companies shall have appointed by
shareholders, not the Board of Directors.
Previously the audit committee was a subcommittee of the Board. The Act states that the
audit committee must be appointed at each annual
general meeting and shall comprise of at least 3
independent
non-executive
directors.
Requirements for membership of the audit
committee have been set out in the Act, and
include members being directors who should not
be involved in day to day management of the

company currently or during the previous financial
year.
The audit committee members should also not be
prescribed officers or have been fulltime
employees during the past 3 years, or have been
a material supplier or customer of the company.
The audit committee member may also not be
related to any people who meet the criteria.
5. Mandatory Audit Firm Rotation with effect from
1 April 2013. IRBA issued a rule in June 2017
prescribing that auditors of public interest
entities5 can now only serve for a maximum of 10
years, after which they have to rotate off the
client for a cooling off period of 5 years, before
being eligible to be appointed as the auditor of the
client again.

With all of these steps and regulations why
do auditors still not appear to be
independent?
Despite the pre-existing regulatory framework in
South Africa we have still seen kinds of material auditor
oversights as set out in the introduction of this article.
It does seem that monitoring and oversight has not
operated as envisaged by the regulator. We believe
that the following needs to occur for confidence to be
restored:
Actions by audit firms
1. Introspection. An honest assessment of the
threats to their independence set out above,
especially the self-interest threat and intimidation
threat, and their failure to act when this has
impacted on their independence.
This
assessment especially in the context of the
fiduciary role that they play in ensuring that the
investment communities reliance on their audit
opinions.
2. Better focus on and monitoring of ethics within
their practices and compliance with the IRBA
rules.

5

Any public company, state-owned company and other company that voluntarily elects to have an audit committee must appoint its own audit committee unless
it is a subsidiary of another company that has an audit committee and that audit committee will be performing the functions on behalf of the subsidiary company.
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Actions by IRBA

Conclusion

1. Better monitoring and enforcement of breaches
of the code of conduct.
2. Increase the financial, professional and criminal
penalties for auditors who sign misleading
reports.

For a profession whose entire identity rests on the
perception of and belief in its prudence, reliability and
independence, specific events of 2017 revealed the
extent to which the actions of some of the most senior
individuals in the South African auditing profession have
fallen drastically short of the kind of principles that the
public expects them to espouse.

The Investment Community
1. Incorporation of Environmental, Social and
Governance (ESG) considerations, especially
governance, in their investment processes.
Ensure that greater care is taken when exercising
proxy votes in annual general meetings:
a. in the appointment of independent directors,
ensuring that these directors are independent
and meet the fit and proper requirements to
fulfil the oversight responsibilities;
b. ensuring that independent directors are
appointed on audit committee and ensure, if
possible, that the independent directors
represent the majority on the audit
committees;
c. ensuring that the auditors are appointed by
and report to the audit committee;
d. ensuring that auditors are rotated as per
IRBA guidelines or even earlier than 2023.

As custodians of client capital, we as investors rely
significantly on audited information in the research we
do on companies and our estimation of their worth.
The very essence and legality of third party investment
management is that we make our investment decisions
on publicly available, audited information. While our
analysis forces us to look for inconsistencies in
disclosed numbers as part of our work, as custodians
of client capital we have now realised we have real
obligations more broadly too to ensure actions are
pre-emptively taken to address potentially adverse
situations arising ultimately out of the lack or breach of
auditor independence.

2. Utilize their rights as shareholders to terminate
auditors that have failed to act independently.

___________________________
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