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Logan Govender 

Executive Director 

INTRODUCTION 

2019 has started the year on a more positive note for 

markets, but a more sobering note for the economy and the 

political environment. During the past quarter, the Minister 

of Finance revealed in the 2019 annual budget speech the 

real constraints within the domestic economy and the 

structural challenges we need to collectively face and 

overcome.  

Businesses, however, need to find a way to continue forging 

ahead irrespective of the vicissitudes of the economy or the 

market.   In this vein we are pleased to provide some updates 

on our own business that emanated this past quarter. 

Business Update 

RMI IM exercises its option to acquire a 

shareholding in Perpetua 

We are pleased to announce that RMI Investment 

Managers (RMIIM), a subsidiary of JSE-listed Rand 

Merchant Investment Holdings Limited, has exercised 

the first tranche (15%) of an option agreement 

pertaining to a 25% interest in our firm.  Alida de Swardt, 

CEO of RMIIM, joined the board of Perpetua effective 1 

March 2019, with Lisa Chiume as her alternate director. 

The balance of the option (10%) may be exercised by 

RMIIM within the next 2 years.  

This transaction co-indices with Perpetua’s growth 

phase in our firm’s development where we can continue 

with our focus on significantly entrenching Perpetua’s 

value proposition in the industry; growing our 

institutional and retail market share meaningfully 

through our existing product range which now includes 

domestic equities, domestic and global multi-asset class 

and global equities.   

With RMIIM now just over three years old, it has been 

able to develop and refine its value-add framework for 

its affiliates.  Perpetua and RMIIM have operated as 

partners since entering into the option agreement in 

December 2015 and will continue to constructively 

engage on how RMIIM can continue to add value to 

Perpetua, now through the direct shareholding.  While 

the entire team at Perpetua is naturally excited by the 

formalization of the association with long-term, patient 

and steady shareholders in RMIIM, in truth for all of us 

nothing changes in terms of our ongoing day-to-day 

focus and the earnestness with which we view the 

responsibility you have entrusted us with, in managing 

your capital. We remain solely committed to this 

endeavor, now underpinned alongside a partner who is 

equally committed to attaining the same objective as 

ourselves. 

Perpetua Global Equity UCITS Fund 

Perpetua launched the Perpetua Global Equity UCITS 

Fund on 1 February 2019.  This capability has been built 

up since 2015, and fund has a global investment team of 

5 investment professionals (3 co-portfolio managers 

with oversight by our Chief Investment Officer).  The 

fund is currently invested in both developed and 

emerging markets across 15 countries and 8 sectors. 

Alternative Investments 

Perpetua has entered into a joint venture with Mike 

Brooks to launch an Infrastructure Fund.  I will be 

working with Mike to launch this capability within 

Perpetua, together with my oversight responsibilities 

over the business.   

Mike was founding partner and CEO at Inspired 

Evolution Investment Management, which raised and 

managed Africa’s first dedicated renewable energy and 

cleantech private equity fund, the Evolution One Fund. 

The fund was successful in bidding on and financing a 

material portion of South Africa’s renewable energy 

rollout programme.  Mike has over 25 years’ experience 

in many aspects of the financial markets, structured risk 

management products and integrated financial solutions 
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and structures. Mike was an executive director, co-

founder and shareholder of Coronation Capital Limited, 

whose core operations included structured finance, 

equity arbitrage, private equity, treasury and risk 

management and property finance.  He holds a B Com, 

CTA, CA(SA), and Masters in Finance (cum laude) from 

Manchester University. 

This edition of Perpetua Perspectives 

As we conceived the contents for this edition of 

Perpetua Perspectives we wanted to focus on what we 

thought would be the topics that would be of most 

current interest, while remaining thoughtful, enduring 

and differentiated in our views. 

Topics this quarter 

We start with Perpetua’s CIO, Delphine Govender 

providing a high-level update on the continued relevance 

of value investing as a key investment approach despite 

the approach having delivered disappointing returns 

over the past decade.  Eskom has probably been the 

most mentioned word in South Africa this past year (all 

for negative reasons!).  In the second article, fixed 

income specialist, Christine Fourie outlines the core 

issues and plans at Eskom in the hope of setting a clear 

scene for the considerable work that must be 

accomplished to right the organisation and its impact on 

our country and economy. 

In our stock-specific corner, we cover two of the larger 

holdings in our domestic and global funds respectively. 

Our largest holding in the domestic equity fund, British 

American Tobacco, was a notable underperformer in 

2018 and Johannes Visser provides a comprehensive 

explanation for what has contributed to this 

performance and why we believe the share price 

weakness creates even further opportunity for 

meaningful returns.  In our newly launched Global Equity 

fund, a top 5 holding is Franklins Resources, one of the 

largest active investment managers in the USA. 

Franklins along with many other listed active investment 

managers has underperformed the US market 

significantly this past decade, after having materially 

outperformed in the decade prior to that.  As an 

extension from his article last quarter, Graeme Ronne 

unpacks the Franklins investment case, revealing the 

compelling value this stock offers. 

Finally we are excited to announce the launch of a 

“teach-in” series within this quarterly client 

communication called “Explained”.  Borrowing this 

name from a popular Netflix docuseries, the purpose 

behind these articles each quarter (or more frequently 

where appropriate) will be to provide more fundamental 

and explanatory insight into a topic that is directly 

pertinent to investing and/or investment markets.  In so 

doing we also will outline how this topic is applied within 

the Perpetua investment approach.  We hope these 

prove to be of interest. 

Disciplined value investors, no matter the season 

You would have noticed a slight description change of 

our commentary this quarter, as we title it the “Autumn 

Edition”.  In a world of constant change; an era of 

endless dynamic and nothing more certain than the 

changing of seasons, one of the central commitments of 

Perpetua is the steadfastness with which we apply our 

investment approach.  

In this vein while we acknowledge the way time and the 

seasonal cycle interweave, we hope you will continue to 

experience the consistency of ideology in our insights, 

while we remain mindful of the importance of speaking 

with relevance during any current time. 

We hope you will enjoy this edition of Perpetua 

Perspectives and as always value any feedback you might 

have. 
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IS THERE STILL VALUE IN VALUE 

INVESTING FOR SOUTH AFRICAN 

INVESTORS? 

Perpetua is a specialised and disciplined value 

manager 

In the 6 and half years since our inception, Perpetua has 

steadfastly and consistently pursued a value-oriented 

investment philosophy.  According to a 2017 Glacier 

manager research survey, more than 50% of the 

investment managers surveyed (representing the vast 

majority of equity managers in South Africa) described 

their investment style as “value” while only 7% described 

their approach as “growth”.  These numbers, however, 

tell a somewhat confusing story as most of the funds of 

the same self-described “value” managers did not 

actually perform the way one would have expected a 

value-oriented fund to have performed, especially over 

the past 7 years. 

 

“Value” as an investment style has sharply 

underperformed over the past several years 

As shown in Graph 1 following a period of strong 

outperformance following the internet bubble bursting 

in 2000, the “value” investment style outperformed most 

other styles until 2007.  During this time, we saw many 

previous “growth” managers drifting to “value” as a style.  

However, in the aftermath of the global financial crisis in 

2008, the subsequent era of globally co-ordinated 

quantitative easing saw equity risk premiums 

compressing globally and along with that price-earnings 

(PE) multiples expanding and asset prices increasing 

tremendously.  During this time the “value” style began 

to underperform sharply while quality, growth and 

momentum styles performed well.  During the period 

2012-2017, the greatest contribution to equity returns 

came from price-earnings multiple expansion and not 

earnings and dividends growth (refer to our article on page 

16) which explains the three sources of equity returns).  This 

contrasts to the period 2003-2007 where most of the 

returns from equities was sourced from earnings 

growth. This prolonged underperformance from “value” 

as an investment style over this time resulted in many 

investors and clients losing faith in the approach. 

 
 

 

There are certain factors that need to exist to be 

considered a true value investor 

Value investing is much more about the process or act 

of computing a fair value for an investment or the 

valuation of an asset.  It is also much more than simply 

purchasing stocks which exhibit value attributes such as 

low PE or price-to-book ratios.  

 

More than that, to be a true value investor, assets should 

only be purchased when they trade at prices that are at 

a discount to their fundamentally determined fair value or 

worth.  At the very heart of it, true value investors 

acknowledge that the price of a company and its value 

are often not the same and it is this mispricing that offers 

the opportunity to invest.   

 

 

Source: Bloomberg – MSCI Value and MSCI growth indices used; Perpetua Research  

Graph 1: Quarterly performance of SA Growth index vs 

SA Value index 
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The pendulum of investor behaviour provides the 

opportunity to invest 

There are often multiple reasons for why a share would 

trade at a price that is at a discount to the fundamental 

value or worth of a company but one reason that is 

typically in place which creates the mispricing: investor 

sentiment.  Value investors are often offered up the 

opportunity to invest in stocks when their prices are well 

below their respective true value, because investor 

sentiment is unjustifiably pessimistic in respect of the 

fundamentals of the company, usually due to poor near-

term news flow.  To take advantage of this opportunity 

(when the majority of market participants are behaving 

in an opposite fashion) requires specific behavioural 

traits on the part of the value investor.  These include 

conviction, a sense of patient confidence, discipline, 

courage and a long-term outlook. 

 

The South African equity market is currently 

offering up several fundamentally undervalued 

investment opportunities 

As reflected in the poor returns in 2018, the South 

African equity market experienced a year of 

recalibration in terms of asset prices.  Weak earnings 

prints; a constrained economic environment; very poor 

earnings visibility; extraction of liquidity in the market 

and heightened geopolitical uncertainty have all been 

contributing factors to 2018’s poor equity returns, when 

the stockmarket experienced a meaningful de-rating in 

PE multiples. 

 

From current levels, however, prospective medium to 

longer-term returns are looking particularly attractive.  

Perpetua’s value-oriented equity portfolio has a 

thoughtfully differentiated positioning, with over two-

thirds of the portfolio invested in stocks outside of the 

largest 20 in the market.   We are particularly confident 

about the long-term attractiveness of several large 

businesses whom due to share price declines are trading 

as mid or small cap companies in terms of size. The 

projected four-year return from our equity portfolio is 

now the highest it has been since inception of our True 

Value portfolio.  In addition, we can source this return 

from a wide and varied range of good quality, defensive 

and unindebted businesses, many of which are 

fundamentally undervalued, trading at some of their 

widest discounts over the past 7 years.   

 

Given this opportunity in the SA market, the prospect 

for compounding and differentiated returns from a true 

value-oriented portfolio is particularly compelling.   

 

At Perpetua, we feel confident that there is considerable 

value in disciplined value investing and that patience and 

discipline will be handsomely rewarded in time. 
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ESKOM: THE THREAT TO THE 

SOUTH AFRICAN ECONOMY  

Eskom supplies 95% of the country’s electricity and is 

therefore systemically important to the South African 

economy. As we experienced in mid-March, with 

debilitating Stage 4 “loadshedding” across the country, 

Eskom is facing serious operational constraints.   It is 

also facing extremely critical financial viability concerns. 

Eskom’s debt represents 8% of South Africa’s GDP. In 

addition, the utility has been provided with R350 billion 

in government guarantees, which equates to 7% of GDP.  

Eskom represents a significant (some argue the single 

greatest) threat to the South African economy and 

requires urgent and decisive intervention. We believe 

any attempts to resolve Eskom’s financial stability will 

require a combination of several measures and will not 

be a simple task. 

Outlining the problem at Eskom 

Eskom’s revenue is not growing as fast as its 

employee and primary energy costs 

Eskom released its interim results for the 6 months to 

the end of September in November 2018. The results 

were abysmal. Revenue grew 3% year on year while 

employee and primary energy costs grew 12% year on 

year. Net gearing was shown to have increased to 52%. 

Table 1 below provides an excerpt of key elements of 

the income statement.  

  

 

Eskom’s debt has increased significantly 

The most worrying aspect of Eskom’s results was the 

sudden increase in debt. Total debt and borrowings rose 

by 8% from R389 billion to a staggering R419 billion (see 

Table 2). In addition, Eskom is not generating enough 

cash to cover its debt servicing requirements, meaning 

that Eskom must borrow to service its debts, which is 

clearly not a financially sustainable situation. 

 

 

Source: Eskom, Absa Research 

Source: Eskom, Absa Research 

Table 1: Excerpts from Eskom H1-2019 Income Statement 

 

 

Table 2: Excerpts from Eskom H1-2019 Balance Sheet 
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Possible solutions for Eskom 

Eskom have listed measures that could be used to 

improve their operational performance and financial 

state: 

1. Cost cutting 

2. Improving revenue security 

3. Debt reduction 

4. Addressing operational challenges 

 

We outline these measures below: 

 

Cost cutting 

Cost cutting by focusing on employee costs 

Eskom has started to reduce costs commencing with 

rationalisations at its highest executive structure. 

Headcount here has been reduced from 21 people to 9. 

In addition, Eskom plans to consolidate the next layer of 

management of 600 people by a significant amount.  

 

Eskom appears to be significantly overstaffed 

One of Eskom’s pressing issues is its 48 000 employees. 

A 2016 World Bank study estimated Eskom to be 66% 

overstaffed. This represents a significant opportunity to 

reduce costs provided Eskom is supported in initiating a 

significant overhaul of its employee numbers. In addition, 

this process is likely to take some time, so any benefits 

will not be immediately clear.  
 

Primary energy costs should also be examined 

Eskom’s new management have decided to renew the 

cheaper cost-plus supply contracts. This will likely allow 

them to manage their primary energy costs better. 

However, many of these cost-plus mines are mature and 

significant investment is needed to extend their lives.  
 

Attracting this investment will therefore require some 

clarity around how quickly Eskom will phase out coal 

generation with renewable energy. It will also require 

clarity around how much coal generation will remain in 

the longer term.  This clarity is urgent. 

Improving revenue security 

Revenue security not all about tariff hikes 

NERSA announced its decision on Eskom’s application 

for the MYPD4 on 7 March. NERSA has granted Eskom 

9.41% for FY2019 /2020. This is in addition to the 4.4% 

increase granted in terms of the regulatory clearing 

account. This means that the total revenue increase 

granted to Eskom for the next financial year is 13.8%, 

which is 7.6% less than Eskom’s application. In addition, 

Eskom faces an economy with declining power demand 

and greater substitution to other sources of energy. This 

means that Eskom will face pressure on revenue and its 

turnaround strategy is all the more important. 
 

Added to the revenue challenges of declining demand 

and inadequate tariff increases are the high levels of 

municipal and other arrears. Municipal and other arrears 

have risen to R30 billion. There is a high likelihood that 

these arrears will be written off. So, any plan to turn the 

struggling utility around must include measures aimed at 

preventing future arrears. This will require significant 

political support. 

 

Debt reduction 

Government’s balance sheet support of Eskom 

In the recent 2019 Budget Speech, the Finance Minister 

announced that the SA government would transfer R23 

billion to Eskom per year for 10 years. This support is 

conditional on Eskom achieving progress on its 

turnaround strategy.  It is also conditional on Eskom 

appointing a chief restructuring officer. Although this 

represents significant support for Eskom, it is not 

sufficient on its own to bail out Eskom. The SA 

government support will have to be implemented in 

combination with other measures, the latter remain 

sketchy at present.  
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Addressing operational challenges 

Recent “loadshedding” experienced in March has been a 

direct result of significant operational challenges that 

Eskom faces. Inadequate maintenance expenditure has 

meant that eight units have gone offline due to boiler 

tube leaks. In addition, the recent cyclone in 

Mozambique caused the loss of power that was 

previously imported from Cahora Bassa.  

Eskom has also been struggling to source diesel and this 

means that the usual use of the open cycle gas turbines 

is not possible.  

In the past week, Eskom has managed to procure more 

diesel.  In addition, Eskom has admitted that it needs to 

spend more on maintenance, along with invest in its cost 

plus coal mines.  

All of these issues are not insurmountable but require 

time and money. The poor state of the South African 

economy means that all of these actions must be done 

as fast as possible. 

Adding it all up 

As we all experienced first-hand during this past quarter, 

it is not an overstatement or sensational to say plainly 

that Eskom’s problems are monumental and dealing with 

them are a priority for the country. 

Government’s announced support may not 

result in a ratings downgrade 

The R23 billion transfer outlined above over 10 years 

may increase the fiscal deficit but may not result in an 

automatic downgrade by the ratings agencies. This is due 

to the fact that the rating agencies have indicated that 

any transfer done with the explicit understanding that 

further government support will not be given, will 

reduce government’s future contingent liabilities.  This 

in turn will support ratings.  

 

 

 

 

Eskom Sustainability Task Team 

recommendations still be to be made publicly 

available 

In December 2018, President Ramaphosa appointed a 

special task team to advise government on actions to 

resolve Eskom’s operational, structural and financial 

challenges. The task team would also review the 

turnaround strategy that was submitted by the Eskom 

board at the end of January 2018. The Finance Minister 

announced that Eskom will be split into 3 units of 

generation, distribution and transmission. This will 

structurally be achieved within 1 to 2 years and then be 

legally achieved within 5 years.  

 

A combination of actions is the only way to solve 

the challenges facing Eskom 

The critical nature of the challenges facing Eskom 

requires urgent attention. Taken in isolation, each of the 

measures mentioned will make a difference. However, 

the scale of the issues facing Eskom means that any one 

action is not sufficient on its own to restore its financial 

viability or operational sustainability. A combination of 

actions would be best used to turn around the failing 

utility. The issue is not simple and will require support 

from all spectrums of society. 
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BRITISH AMERICAN TOBACCO 

(BAT) AND INVESTING DURING 

TIMES OF UNCERTAINTY 

‘High uncertainty is frequently accompanied by low prices. By 

the time the uncertainty is resolved, prices are likely to have 

risen. Investors frequently benefit from making investment 

decisions with less than perfect knowledge and are well 

rewarded for bearing the risk of uncertainty. The time other 

investors spend delving into the last unanswered detail may 

cost them the chance to buy in at prices so low that they offer 

a margin of safety despite the incomplete information.’  

                                                               Seth Klarman 

During the first quarter of 2019 BAT’s share price 

reached a low of R425 per share, less than half its peaks 

in 2016 and 2017. The decline in BAT’s share price, while 

precipitated by the Food and Drug Administration (FDA) 

announcement in November, reflects investors’ 

concerns about a variety of issues. 

This includes long-standing uncertainties about the 

tobacco industry such as product affordability and the 

demand outlook; BAT’s ability to compete with new 

players in the reduced risk products (RRP) category; and 

regulation, namely the impact of a nicotine standard and 

potential ban of menthol in cigarettes proposed by the 

FDA in the US. 

In this commentary, we provide an outline of the 

following: 

 Investor concerns about BAT’s business model 

 Enduring features of BAT’s business model 

 What is priced in and the likelihood of investment 

success or failure 

 

Investor concerns about BAT’s business 

model 

 

A fundamental concern about tobacco 

companies is that their customers quit smoking 

Graph 1 shows global cigarette volumes peaked just 

over a decade ago and have been falling at approximately 

2% per year since. In the US, the percentage of the adult 

population who smoke has fallen from around 50% in the 

1950’s to around 11% today. Emerging markets have 

grown but overall less people smoke and those that do 

have been

Graph 1: Global cigarette 

consumption from 1880 to 

2017 (in billion cigarettes) 

 

        Source: Statista 
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smoking less. At the same time the tobacco companies 

have raised prices above inflation for four decades or 

more. This pricing increase has been accelerated by 

governments raising excise taxes to discourage smoking, 

which the tobacco companies pass on to their customers 

as shown in Graph 2. As this happens some consumers 

trade down or choose illicit cigarettes, which sell for less 

than half the price. 

 

Graph 2: US cigarette net manufacturer price per pack 

compared to inflation 

 

 

Investors may therefore be right to worry about BAT’s 

capacity to continue raising prices above the rate of 

inflation to offset the impact of negative volume growth 

on revenue. Smokers will not let their entire incomes ‘go 

up in smoke’ so to speak and tobacco companies cannot 

increase prices above inflation forever. The fewer people 

that smoke, the more tobacco companies must raise 

prices to stay in the same place. Eventually an inflection 

point is reached where this again negatively affects 

demand and volumes and it becomes a self-perpetuating 

downward cycle. Ultimately the fact that tobacco 

companies have increased prices for so long and volumes 

have started to fall, indicates less pricing power in the 

future than in the past and therefore lowers the 

likelihood that and reduces the time frame in which firms 

can continue growing their revenue from cigarettes. 

Reduced Risk Products (RRP) could accelerate 

the decline in demand for cigarettes 

Today, however, we see a twist to this tale. What 

appeared to be a steady but manageable decline in the 

demand for BAT’s cigarettes now stands to accelerate if 

their customers switch to a new category of reduced risk 

products (RRPs) such as tobacco heating products (THP) 

and a host of vaping (e-vape) products. Although RRPs 

currently account for only approximately 6% of the 

tobacco market, they have grown by approximately 30% 

per year for the past few years.  

 

Although RRPs have been around for some time, the 

speed of nicotine delivery in these devices has improved 

considerably in recent times and this has changed their 

appeal. With the new suite of RRPs it means there are 

less detrimental nicotine delivery alternatives available 

that provide a comparable experience to cigarettes. The 

scientific evidence thus far supports their reduced-risk-

status and this is likely to be become more widely 

believed as more data points of evidence becomes 

available. What appears certain is that RRPs will be a 

significant portion of nicotine consumption in the future. 

The obvious conclusion by the market is that companies 

like BAT have the most to lose.  

 

The barriers to entry in the RRP category appear 

much lower than for traditional cigarettes 

Cigarette manufacturers have consolidated into one of 

the most concentrated industries in the world and due 

to limits placed on advertising it has been nearly 

impossible for new entrants to establish brands. With 

THP and e-vape, however, it appears that the playing 

field has been levelled.  
 

Juul, an entrepreneurial e-vape company, in the US has 

captured 70% of the US vape market or 7% of the US 

tobacco market in just a few years. This compounds the 

concern that new companies such as Juul will cause the 

earnings of tobacco incumbents such as BAT to shrink in 

the future. 

 

        Source: Statista Source: USDA, Euromonitor, WHO, Bernstein analysis 
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Regulators are determined to reduce the 

incidence of smoking  

The FDA in the US recently announced that they plan to 

formulate a new rule to ban menthol in cigarettes. The 

timing of the announcement was particularly bad for BAT 

as menthol accounts for approximately 50% of BAT’s 

operating profit in the US primarily through the 

Newport brand, and much of this exposure was recently 

acquired through BAT increasing their stake and buying 

control of Reynolds. With the knowledge now that BAT 

will likely earn less if this legislation comes to pass, it 

appears BAT overpaid for Reynolds and a corresponding 

permanent reduction to the fair value of BAT is justified.  

 

Enduring features of BAT’s business model 

Below we discuss some features inherent in BAT’s 

business that are mitigating factors against the consensus 

view and we believe will assist BAT’s management in 

growing the value of the business: 

BAT has a strong competitive position  

BAT is the second largest tobacco company in the world 

with approximately 25% share of all cigarette sales. This 

excludes China where foreign players are not allowed to 

compete. Along with Altria and Phillip Morris 

International (PMI) (US and international owners of the 

Marlboro brand) these 3 players have more than 50% 

share in cigarettes globally. Add in Japan Tobacco and 

Imperial tobacco and 75% of the market is controlled by 

5 players as shown in Graph 3. 

This position has taken more than a century to achieve 

as these companies invested in their brands; set up 

growing and manufacturing operations in the most 

attractive agricultural regions in the world and 

consolidated the rest of the world’s brands and regions. 

They are adept at navigating regulation, innovation and 

indicatively have continued to grow their share and 

intrinsic value.  

 

 

Graph 3: Global (ex China) tobacco market share by value

 

 

Cigarette brands have pricing power 

Smokers are typically exceptionally brand loyal and the 

positive side of this is that BAT’s customers have shown 

they are willing to pay more every year for their 

favourite brand. Keep in mind that nicotine is extremely 

addictive, only behind heroin and crack cocaine on the 

addiction scale. The repeat sales and pricing power that 

BAT’s brands achieve, combined with their dominant 

market positions or scaled distribution and consequently 

lower unit costs, make it a remarkably stable and 

profitable businesses. We are of the view that investors 

significantly underestimate the pricing power that these 

companies still have in many regions. Reducing pack sizes 

may be another way of earning more for less while 

ensuring that consumers can still afford to smoke. It is 

evident that the industry can also do a great deal to 

further reduce costs, both fixed and variable. 

 

RRPs have the equivalent or even better 

economics than cigarettes 

THP and Vape products make more money per unit as 

they can be sold at a premium; attract less excise as they 

are lower risk; and at scale achieve the same or lower 

unit costs. They can also be sold at a discount to further 

encourage switching if this is justified by commensurately 

25%

28%15%

6%

5%

21%

BAT PMI

Japan Tobacco Imperial

Altria Others

        Source: Company reports, Perpetua estimates 
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lower excise. As a result, RRPs earn significantly more 

profit than the cigarette business. In addition to making 

more profit per unit, RRPs have resulted in nicotine 

volumes that would not otherwise exist as they offer 

smoking opportunities not normally accessible to 

smokers of cigarettes. Volume growth or not, given the 

highly profitable new category it appears that the 

tobacco industry profit pool stands to grow substantially.  

 

BAT is well placed in the RRP category 

Currently there are only a few Tobacco Heating 

Products (THP) notably PMI’s IQOS, BAT’s Glo and JTI’s 

Ploom. At present, THP is by far the largest subcategory 

within RRPs, accounting for approximately 70% of the 

category. The capital required to research and develop 

the technology; establish an engineering and 

manufacturing capability and then to launch a sales force 

and physical distribution is substantial. PMI for example 

invested more than $4bn into IQOS. PMI, BAT and JTI 

have the combined first mover advantage and this will 

make it difficult for a new player to overcome. The 

incumbents are the natural winners in THPs. 

E-vape is more fragmented than THP at present as the 

barriers to entry are low. However, the barriers to 

success are much higher and we expect e-vape to 

consolidate. The manufacturing and distribution are 

suited to scale and therefore favours fewer, larger 

businesses. In addition, as the technology and design 

improve the better devices and brands will emerge.  

More regulation is inevitable and as regulatory costs 

increase, a large tail of small players will disappear. There 

is still time for other large brands of the likes of Juul to 

emerge as preferences are still being formed and devices 

and distribution can still improve. Importantly e-vape is 

still prohibited in many countries and regulation in the 

US will limit consumer choice for the time being. BAT 

has new technology and there is no doubt they will keep 

improving their products. Having recently launched in 20 

markets, BAT is also learning fast about what consumers 

want and they are already the second largest e-vape 

company behind Juul.  

Barriers to entry and barriers to success are not 

quite the same 

BAT, Altria and PMI account for more than 70% of the 

industry’s profits. The reality is that they are best placed 

to persist in researching, developing or buying the 

technologies and products that consumers want and 

need; taking these products to market and navigating 

their inevitable regulation. If BAT wanted to, they could 

invest an extra $5-10bn in RRPs over the next 3 years 

over and above what they have already invested without 

reducing their dividend.  

It is true that new companies such as Juul have emerged, 

but Altria have already purchased a share in the 

company. Given all the above it appears highly likely that 

the larger players like BAT will ultimately maintain their 

share of the market and therefore grow their earnings.  

 

What is priced in and the likelihood of 

investment success or failure 
 

A key element of our investment thesis for BAT is that 

if the company is able to maintain its market share in 

tobacco through the combination of both cigarettes and 

RRPs, the company is worth substantially more than the 

current share price. 

The potential banning of menthol in cigarettes 

by the FDA is more than priced in 

While we have factored the potential FDA ban as our 

base case scenario, we have also assumed it will take 

years to implement. (There is also a small chance the ban 

does not happen at all).  

In the worst-case scenario, BAT will have to remove 

menthol cigarettes from the US market within 2-3 years, 

but it could easily take 6-7 years or more if the Supreme 

Court chooses to get involved. This leaves a reasonable 

amount of time for BAT to engage with their customers 

through their products. Logic and empirical evidence 

from other regions suggests that when menthol is 

banned, consumers don’t all quit smoking as a result but 

switch to other tobacco products. If we assume BAT 

retains half their menthol customers, the negative impact 

11



  

 

 

PERPETUA PERSPECTIVES 
AUTUMN EDITION 2019  

on group profit in 5 years may only be approximately 

10%.  

BAT’s competitive position and its current 

market valuation places the odds significantly in 

investors’ favour 

For the reasons stated above, we believe BAT is well 

positioned to approximately maintain its share of the 

tobacco market and as a result grow their earnings in the 

future. Despite this as shown in Graph 4 the share is 

currently priced at 9x earnings, implying that earnings is 

expected to decline to zero at a rate of 2% per year that 

is 4% below inflation (in GBP).  

If BAT maintains or grows its share of the market, BAT’s 

rating could almost double, moving it closer to the 

market multiple. After all, on all counts BAT is a better 

than average business, with high returns on capital. On 

higher future earnings this would mean significant 

upside.   

Although our knowledge of the future is far from perfect, 

we realize it is never clear and what is comfortable and 

known in investing is rarely meaningfully profitable. To 

us, from current prices, BAT appears to offer a small risk 

of loss and considerable upside potential and we 

therefore purchased more shares in BAT on behalf of 

our clients during the past quarter. Granted the share 

has risen by 40% from the lows in the quarter, but even 

at today’s price the pay-off profile appears substantially 

skewed to the upside.  

Uncertainty creates opportunity 

While BAT may be considered ‘dead money’ until the 

uncertainties discussed dissipate we are patient for the 

company to gain traction in RRPs while in the meantime 

earning a dividend yield of 7%+ in hard currency.  

We therefore believe the uncertainty that has developed 

around BAT is, as Seth Klarman suggests, our “friend” as 

investors.  

BAT is currently the largest holding in the Perpetua 

SCI Equity Fund and a top 10 holding in the Perpetua 

Global Equity UCITS fund.  

 

 

 

 

 

Graph 4: BAT price-to-earnings ratio and dividend yield 

 

 

        Source: Factset 
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FRANKLIN 

RESOURCES: 

THE TALE OF 

TWO HALVES 

Graeme Ronné 

Co-Portfolio Manager 
 

 

Investors ditch listed asset managers as 

sentiment collapses 

Looking back at the share price performance of the 

listed US and European asset managers over the past 

two decades reminds us of the famous opening sentence 

to Dickens’ 1859 historical novel, A Tale of Two Cities: 

‘It was the best of times, it was the worst of times…it was 

the spring of hope, it was the winter of despair…’  

 

The decade leading up to the global financial crisis of 

2008 was extremely favourable for shareholders of 

listed asset managers. Our composite of US traditional 

asset managers – Franklin Resources, Invesco, Legg 

Mason and Waddell & Reed - outperformed the S&P 500 

index (Graph 1) by more than 100% over this period. 

Assets under management (AuM) grew strongly, 

profitability exploded and with it the price-to-earnings 

(P/E) multiple investors were prepaid to pay for those 

earnings. It was truly the best of times. 

 

How times have changed! These same asset managers 

have underperformed the S&P 500 by more than 50% 

over the past 10 years and more than 60% over the past 

5 years. Despite a bull market over the past decade, 

traditional asset managers have experienced a significant 

reversal of fortunes. The rise of passive investing has led 

to a bleeding of assets under management at most active 

managers. Fees have come under pressure as investors 

are more cost conscious and look cheaper alternatives.  

Regulation has increased the cost of doing business and 

disrupted traditional distribution channels. These 

industry headwinds have pressured profitability driving a 

wave of consolidation to scale up. If this wasn’t enough, 

investors grappled with fears that central bank 

quantitative tightening; rising interest rates and trade 

tensions would signal the end of the long economic up-

cycle and bull market in equities. The share prices of 

traditional asset managers took a beating in 2018, 

enduring one of their worst years since the global 

financial crisis, as all this uncertainty and negative news 

flow proved too much for some investors. 

 

Franklin is a high quality business with good 

management and low financial risk 

Floods of negativity and large swings in sentiment often 

pique our interest. As value investors, we are naturally 

drawn to parts of the market that are out-of-favour,

Graph 1: Share price composite of US asset managers relative to the S&P 500 index 

 

 

        Source: FactSet  
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unpopular and where capital is fleeing. This is due to the 

fact that the scarcity of capital often leads to reduced 

competition for assets and potentially bargain prices for 

the patient investor willing to go against the crowd. 

Ideally, we want to find those shares where the baby has 

been thrown out with the bathwater, and then go rescue 

that baby.  

We think there is a lot to like about Franklins:  

 Investment-focused firm with a proven long-term 

performance track record.  

 Capital light, high margin business that generates 

above-average returns and generates lots of cash 

to its owners (Graph 2).  

 Highly experienced management that have shown 

themselves to be good stewards of capital over 

time, and strongly aligned with minority 

shareholder interests. 

 Strong balance sheet with $6.8 billion in cash and 

liquid investments, approximately 45% of the 

current market capitalisation.  

 The founding Johnson Family are shareholders of 

reference holding 42% of the company.  

These are signs of a high quality business with good 

management and low financial risk.

An attractive valuation and large margin-of-

safety provides downside protection 

Franklin’s share price has fallen more than 38% since 

2014, while the S&P 500 has gained 48%. There appears 

to be two mains reasons for the share price decline.  

 

Firstly, the flagship mutual funds have underperformed 

the market and competitors funds leading to outflows 

and falling profitability. Secondly, the rise of passive 

investing, and market fears around the ‘future of active 

management’ and where we are in the bull market cycle, 

has caused investor sentiment to sour.  
 

Franklin’s flagship US funds have a value style that up 

until the fourth quarter of 2018 (Graph 3) have been 

out-of-favour. As one of the biggest cross-border fund 

managers, some of Franklin’s larger bond and equity 

funds are exposed to emerging markets, that have been 

weak and underperformed developed markets.  

 

 

 
Graph 2: Franklin Resources operating margin, return on equity and return on capital since 1998 

 

 

        Source: Company Data 
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Graph 3: Franklin’s P/E relative to the MSCI US Index and MSCI Value versus Growth performance 

 

However, the most recent quarterly result points to a 

significant improvement in investment performance as 

market conditions have started to favour Franklin’s 

value style. The flagship funds have experienced net 

inflows again and continue to gain traction. Emerging 

market valuations are also at very low levels relative to 

history which bodes well for future returns.  

Yet today the share still trades on a price to earnings 

ratio of 10x and closer to 6x if we exclude the cash and 

investments on the balance sheet. Historically the 

market has been prepared to pay 17x earnings for a 

business of this quality and cash generation. Free cash 

flow conversion is very high due to the capital light 

nature of the business model. As a result, we can 

purchase the entire business for less than 6 times free 

cash flow.  

The market appears to be discounting a very bleak 

future, something we think is unjustifiably pessimistic 

given the quality of the business; the depth and strength 

of management; and the long-term performance track 

record.  

The low valuation multiples on depressed earnings and 

strong balance provides a good margin-of-safety and 

accordingly have invested in this stock in our recently 

launched Perpetua Global Equity UCITS fund. 

 

 

 

        Source: Bloomberg 
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This quarter we launch “Explained’.   

The purpose of this series will be to provide a fundamental 

explanation for a key component in investing, as well as the 

way we treat it within our investment approach. 

EXPLAINED: THE FUNDAMENTAL 

BASIS FOR DETERMINING A PE 

MULTIPLE  

As fundamental value-oriented investors, we spend most 

of our time trying to understand how businesses make 

their profits and how those profits are likely to persist or 

grow in the future. This work is the foundation of our 

investment process at Perpetua, but that is where our 

work begins, not ends.  

 

Our primary output is our determination of what each 

business is truly worth such that, all things being equal, we 

are able to invest in that business when the market values 

them (as shown in the share price) below our 

determination of its worth.

  Equity returns are obtained from three sources: 

As a shareholder, the returns we earn from equities 

come from only three sources:  

1. the dividends we receive;  

2. the growth in earnings; 

3. the change in the value the market is willing to pay 

for that stream of dividends: valuation change 

This is represented in Figure 1. 

 

In this first issue of “Explained” we focus our 

attention the third source of return: 

Valuation change  

 

Dividends and earnings growth tend to be steady 

contributors to equity returns over long periods of time, 

but the value the market is willing to pay for future 

earnings tends to vary considerably in the shorter term. 

This value is most commonly represented by the price-

earnings (PE) ratio, which measures the value the market 

assigns to each unit of earnings.  

 

 

 

Vuyolwethu Nzube 
Analyst 

 

Glen Heinrich 

Portfolio Manager 

Figure 1: Equity returns come from only three sources 

 

 

        Source: Perpetua Investment Managers 

Dividends Growth
Valuation 

change
Return

Chart 1: Valuation changes over the long term  

 

 

        Source: Standard & Poor’s, Robert Shiller, BLS, Morgan Stanley Research. Note: *EPS is trailing 10y real average, PE is Graham-Dodd PE based on the trailing 10y EPS series  
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Over the long term (10 to 20 years) the change in PE 

ratio nets itself out, but over the short to medium term 

it can make up a significant portion of the returns you 

earn (or lose). This pattern can be seen in the following 

Chart 1 of the S&P 500 returns over the last 100 years. 

 

A valuation metric is not the value of a 

company 

Although the PE ratio is the most commonly used 

valuation metric in investing, the actual intrinsic value of 

any company is the present value of its’ future cashflows. 

While determining intrinsic value should theoretically be 

straightforward to compute, slightly more elusive is 

determining what a fair PE ratio for any given company 

should be. 

In order to determine what a fair PE ratio is for a 

company you need to determine three things: 

 How much of a company’s reported earnings results 

in actual cash over the long term (referred to as cash 

conversion)? 

 How much can those cash flows be reasonably 

expected to grow over time, and in excess over the 

company’s cost of capital? 

 How much compensation do you need as an equity 

investor for the risk you are taking in investing in this 

company? 

 

 Cash conversion 

The first point deserves some discussion as it is often 

where reported earnings and economic reality move 

out of sync. This is best illustrated by a simple example: 

 Imagine two identical businesses (Company A 

and Company B) 

 They produce the same amount of the same 

product every year and sell it for the same price.  

 They have identical factories with identical cost 

structures, so they generate the same cash 

profits every year.  

 

 

 The only difference between them is the 

management teams. The one management team 

(Company A) believes their factory can last for 

10 years before being rebuilt while the other 

(less conservative) management team (Company 

B) believes it can last for 15 years.  

 The result is that Company B will report higher 

earnings than Company A despite generating the 

same cashflows. This is due to the fact the 

Company B will have a lower depreciation charge 

per annum as it depreciates its factory over a 

longer period. 

If the market correctly assigns the same value to both 

companies on the basis of their identical cashflows, 

Company B will have a lower PE ratio justified by the 

facts that it reports higher earnings even though the 

cashflows are identical. This is illustrated in Table 1: 

 

 

 

 

 

 

 

A real life example of this we suggest would be Sanlam, 

whose reported earnings approximate its cashflow 

closely vs Discovery where reported earnings are 

consistently much higher than cashflows. 

 

 Growth expectations have a significant 

influence on the fair PE ratio  

The second factor driving the PE ratio determination is 

the expectation for the rate of growth of cash flows. 

The problem here, however, is that often the market 

can get too excited about high growth companies and 

extrapolate historic growth rates too far out into the 

future. When this happens, a small disappointment in  

 

Table 1: Illustrative example of Company A vs Company B 

 Company A Company B 

Sales 100 100 

Cash costs 50 50 

Cash flow 50 50 

Reported earnings 40 45 

Company Value 500 500 

Implied PE ratio 500/40 = 12.5x 500/45 = 11.1x 
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earnings growth can lead to a material downward 

change to the company’s PE ratio.  In addition growth 

rates in and of themselves are not all equal across 

companies, yet often the market can treat them equally.  

Growth only creates real value if the underlying 

investment that generated the growth is generating 

incremental returns to the company as a whole over 

time. 

At Perpetua we therefore do the following: 

 We assign value to future growth that we 

determine to be highly likely and do not want to 

pay for growth that is speculative; highly 

unpredictable or akin to optional growth.   

 We understand too that forecasting can bring with 

it its own issues.  Preferring to place more emphasis 

on value that is discernable without applying stretch 

assumptions on growth is an essential element that 

is embedded in our investment philosophy through 

our Perpetua True Value Investing Continuum. 

 We look to understand and establish whether 

capital allocated to achieve growth is indeed 

generating returns that exceed the company’s cost 

of capital over time. 

 

 Equity risk premiums shift over time 

The amount of compensation that investors demand for 

taking on the risk of owning equities (the cost of equity) 

changes over time and is influenced mainly by interest 

rates expectations as well as whether investors are 

nervous and trying to avoid risk; or confident and willing 

to take on additional risk without adequate 

compensation. 

As long-term investors we do not allow our risk 

appetite to move with market sentiment as the best 

opportunities usually present themselves when the 

market is trying to avoid risk; and conversely the risk of  

 

 

 

losing money is highest when prices are high because the 

market is not demanding to be compensated enough for 

risk. As such we base our cost of equity on longer-term 

assumptions about interest rates as well as longer term 

risk premiums required to own various companies. 

 

What to remember about a PE multiple 

PE multiples are without doubt the most widely and 

loosely used valuation metric within the investment 

market.  However, given the innate inefficiency in 

markets over the short term, we believe more thought 

should be applied in determining what the correct PE 

multiple should be than is typically the case.  Well 

known investor and investment expert Michael 

Mauboussin recently stated “You have to earn the right 

to use a PE multiple!”  What he meant by this is that a 

PE multiple can only be appropriately used if the 

underlying economic assumptions for determining that 

multiple can be clearly explained by the user. 

As value investors we work hard to understand the 

fundamental drivers of each company we look at and 

invest in. This is the process of determining its value.  

The market on the other hand uses a PE multiple to 

ascribe a value often based only on the short-term 

expectations about a company’s growth which results in 

the setting of a share price.  

When the market price offers us the opportunity to buy 

that company below its value, we are prepared to act. 

At Perpetua we take the old adage that “Price is what 

you pay, and value is what you get” to heart. It is at the 

root of our investment process and part of our 

investment DNA.   

 

18



 

 

 

 

 

INVEST WITH US 
      

  

TRUE VALUE 

DOMESTIC EQUITY 

RELATIVE VALUE 

DOMESTIC EQUITY 

MULTI ASSET-CLASS 

(Domestic & Global) 
GLOBAL EQUITY 

DESCRIPTION 

OF MANDATE 

 
This mandate is a general equity 
mandate that seeks to maximise 
long-term capital growth.  
 
The mandate’s broad objectives 
are to maximise long-term 
returns by investing in equities 
listed in the South African 
equity market, and to 
outperform the listed South 
African market over the long-
term.  
 
The mandate is focused on 
stock selection in line with 
Perpetua’s “True Value” 
investment approach, which is 
not benchmark cognisant in its 
construction and focused purely 
on investing in undervalued 
shares. 

 

 
This mandate is a general equity 
mandate that seeks to maximise 
long-term capital growth. The 
mandate’s broad objectives are 
to maximise long-term returns 
by investing in equities listed in 
the South African equity 
market, and to outperform the 
listed South African market 
over the long-term, but at a 
lower tracking error than 
Perpetua’s “True Value” 
investment approach. 
 
The mandate is focused on 
stock selection that seeks to 
ensure a directional alignment 
with Perpetua’s “True Value” 
investment approach, however, 
given its tracking error 
constraints has a benchmark-
constrained component in its 
portfolio construction. 

 
This mandate invests in a 
combination of South African 
listed equities, bonds, property, 
commodities and cash. Global 
multi-asset class mandates 
invests in foreign assets up to a 
maximum of 30% of fund. The 
fund’s objective is to maximise 
long-term returns within the 
constraints of a prudential 
retirement fund investment 
restrictions. 
 
This mandate aims to 
outperform its stated 
benchmark, without assuming 
greater risk. The equity 
component of the mandate is 
managed in pursuit of the 
mandate’s objective focused on 
stock selection as determined 
by Perpetua’s “True Value” 
investment approach and is not 
benchmark cognisant in its 
construction.  
 
This mandate does not pursue 
tactical asset allocation. Instead 
where the robust, proprietary 
equity selection process offers 
up fewer attractive shares, then 
the mandate seeks to increase 
exposure to the other asset 
classes, based on their absolute 
and relative attractiveness vs 
cash. The income component of 
the mandate is managed in line 
with Perpetua’s valuation-based 
approach. 

 
This mandate invests up to 100% 
of its assets primarily in a global 
range of equity securities of 
companies listed on stock 
exchanges all over the world that 
seeks to target capital growth 
over the long term.  
 
The mandate may invest up to 
50% of its assets in companies 
listed and traded in emerging or 
frontier markets. The fund may 
also invest in collective 
investment schemes which invest 
in companies described above. 
Additionally, the fund may use 
financial derivative instruments 
for efficient portfolio 
management and hedging 
purposes.   
 
 
The mandate is focused on stock 
selection in line with Perpetua’s 
“True Value” investment 
approach, which is not 
benchmark cognisant in its 
construction and focused purely 
on investing in undervalued 
shares. 
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