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Logan Govender 
Executive Director 

Opening perspectives 
The third quarter remained a challenging environment 

in South Africa.  In markets, domestic equities continued 

to deliver poor returns this past quarter.  This was 

reflective of the poor state of the local economy and 

investors running out of patience.  The threat of 

“prescribed assets” remains a topical issue in the South 

African investment landscape. Together with most 

South African citizens, we believe there is an urgent and 

necessary development & growth imperative for 

investment in infrastructure in South Africa. We 

understand why “prescribed assets” could provide such 

a mechanism but ultimately believe an industry without 

prescription is a far better environment for savers.  

Globally, climate change continued to gain more 

traction as it moves higher on the investment risk 

spectrum, while in global equity markets we finally see 

the steam running out of the IPO frenzy in US markets. 

Corporate initiatives during the quarter 

Perpetua is strongly committed to contributing directly 

to transforming the investment management industry, 

particularly in terms of the representation of women. 

On 17th August, Perpetua hosted our second annual 

investment career workshop in Cape Town (pictures 

below). The event was aimed solely at young women 

currently at university with the purpose of driving 

awareness of the various roles within the investment 

industry.  In addition, we wanted to ensure we shared 

first-hand stories to debunk misperceptions about the 

industry’s suitability for women.  Our objective and aim 

remains to ultimately increase the appeal of the industry 

for women to enter and importantly remain in this 

industry. 

The entire day’s workshop was presented by women, 

for women, and included technical insights; inspiring 

stories and personal journeys shared by Perpetua 

investment and operations staff as well as special guest 

speakers, Linda Eedes (RE:CM), Kirshni Totaram 

(Coronation), Anet Ahern (PSG) and Cora Fernandez 

(formerly from Sanlam Investment Management).  From 

all accounts the event was a great success and it was 

most pleasing to see the level of interest from the young 

women who attended.   We hope initiatives like these 

will contribute towards meaningfully increasing diversity 

and promoting inclusivity in the South African 

investment industry. 
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In this edition of Perpetua Perspectives 

During July 2019, portfolio manager, Lonwabo 

Maqubela attended the CFA 2019 Global Investors 

Workshop in Chicago, USA.  At this workshop he 

listened to various industry experts and one speaker 

was Chris Meredith, Co-CIO from O’Shaughnessy 

Asset Management.  Meredith recently published a 

report (Value is Dead, Long Live Value.) and in our 

opening article Lonwabo reviews this article and 

summarises some of the key insights he gleaned from it. 

In our macro-economic piece, portfolio managers, 

Patrick Ntshalintshali and Christine Fourie share an 

open letter to South African President Cyril Ramaphosa 

in which they provide concrete suggestions (from an 

investor’s point of view) on what should be done to 

resolve the chronic lack of growth in the South African 

economy. 

In our stock-specific section this quarter analyst, Janet 

Muzenda, discusses some of the less successful offshore 

investments made by South African companies in the 

name of diversification, and the lessons we as investors 

can learn from these experiences. 

On the global front, Graeme Ronné, co-portfolio 

manager calls attention to the global opportunity in 

cyclicals for contrarians as opposed to the popular trade 

in quality and growth stocks. 

From an ESG perspective, analysts Vuyolwethu Nzube 

and Brittany Shapiro, elaborate on climate change and 

the impact it has on investment decision-making.  

We conclude the edition once again with the third 

article in our “Explained” series, a ‘teach-in’ series that 

we launched in the first quarter of 2019.  This time 

analyst, Museja Makhaga explains what components 

comprise the sources of returns from equities; bonds 

and property.  

We hope you will enjoy this edition of Perpetua 

Perspectives and as always appreciate any feedback you 
might have. 
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Lonwabo Maqubela 

Portfolio Manager

Value Is Dead, Long Live Value1 

Technological shifts have contributed to the current 

underperformance cycle of the “value” investment style. 

This is similar to 1926-1941, the last time that the value 

style underperformed to this extent.  We review what 

lessons we can learn from that period. 

Ten-year rolling returns from the value 

investing style have not been worse than 

present. 

Globally, the value style has underperformed since 

2007. This is now the longest underperformance by the 

style since 1926-1941. That latter period coincided with 

the Great Depression. Figure 1 shows that by 

magnitude this current period is the largest 

underperformance by the value style on a 10-year 

rolling basis. 

Figure 1: Ten year rolling alpha between Value and Growth 

Source: Kenneth French data, Dartmouth College 

In July 2019 I attended the CFA 2019 Global Investors 

Workshop in Chicago, USA.  Among the many 

interesting speakers was Chris Meredith, Co-CIO at 

O’Shaughnessy Asset Management.  He presented on a 

comprehensive report he published earlier that month 

1 Title c/o O’Shaughnessy Asset Management article with same title, July 
2019 by Chris Meredith, CFA  

entitled “Value is Dead, Long Live Value”. The report 

sets the scene for some of the factors that led to the 

underperformance of the value investment style. In this 

article, I have summarised these key factors and 

learnings from Meredith’s report. I also conclude on the 

likely investment implications for the current day 

market environment. 

How technology adoption has impacted the 

two cycles of the value style’s greatest 

underperformance over the past century: 

1. During the period 1926-1941, there were

significant improvements in the development of

automobile, and thanks to Henry Ford, its

manufacturing process.  The T-model was

introduced at a cost of $850 in 1908 and by

1916 was retailing at $360, close to 60% lower!

That resulted not only in its mass adoption, but

it also improved the assembly line for the

manufacturing of many products.  Many

manufactured products, such as refrigerators,

gained wide acceptance.

2. Automobiles (representing the “growth” sector

and style of the day) had a very direct and

disruptive impact on utilities (synonymous with

the “value” style), particularly railroads. Up to

that point, steam-powered railroads were the

primary mode of transport. However, they

soon became uncompetitive relative to diesel

trucks.

3. The stock market indices during that period

were very concentrated. Utilities (“old world”)

had a weighting as high as 75% in the value style

index. While in contrast, manufacturing and

retail (new world) had an average allocation of

75% in the growth style index.

4. Today, many investors worry about the

existential risk to the business models of some

value shares (such as retail, energy and financial

sectors). As evident in Figure 2 below, these

sectors are well represented in the MSCI Value

index. The implication of points 2&3 is that the

existential business risk for companies

dominating the value style index was far greater

in previous periods than is the case currently.
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Figure 2: MSCI Value and Growth sectoral exposure as at 30 June 
2019

Source: MSCI indices as at 30 June 2019 

Consumer discretionary in the growth index includes Amazon at a 3.6% weight 

How financial leverage/engineering 

impacted the underperformance of the 

value style 

Whilst the indices are not as skewed in terms of 

concentration today as they were in the 20’s & 30’s, the 

sectors that are considered "old world" today that also 

have a high weighting in the Value index are Financials & 

Energy (oil & gas). Some of my observations in terms of 

these sectors: 

 In the 1926-1941 period, utility providers in the oil

and electric sectors went on a debt binge. The

common thinking back then was that demand for

electricity/rail only went up.

This was not unlike the period preceding the 2008

global financial crisis (GFC). Then financial

companies had too little equity during the housing

bubble of the 2000’s. As a result, they spent the

best part of the past decade (post GFC) raising

equity; writing off bad debts; getting out of

products that were no longer attractive; mired in

regulatory investigations and paying sizeable

penalties. This has depressed their share prices. US

financial companies, as an example, have now

largely absorbed the losses/ penalties and are now

better positioned to grow their restructured

business models.

 With respect to energy companies, shale

production in the US was also debt fueled.  This

has depressed gas prices as well as oil prices. The

saving grace for the sector is that insufficient capital

has been spent on deep-water oil projects, which

have a long lead time. Oil well production declines

at approximately 4-5% p.a. so this will ultimately

impact global oil production and the oil price. Shale

oil producers are also now being more circumspect

on capital allocation.

Technological innovation has created new 

sources of energy supply, however oil 

consumption is key and large emerging 

markets are still growing. Increased discipline 

on the supply side is likely to improve the 

fundamentals for energy producers. 

 Investment implications:     

What investment implications can we learn from the 

1926-1941 cycle?  

1. The incumbents can (and many do) adapt.

 Before pronouncing the death of any sector

due to technological advancements,

remember the reality that unfolded when

railroads switched from steam-engine to

diesel engines! As locomotives switched from

steam engines to diesel engines, the old-world

counters (e.g. railroads) were able to adopt

the technology and apply it to their business

models and cost structures in order to remain

competitive.  This was one of the major

catalysts to the subsequent outperformance

by the value style.  This in my view is one of

the most underestimated factors.

 As an example, in response to Netflix, Walt

Disney management disclosed at their

investor day in March 2019, more details on

their Direct to Consumer segment. Disney’s

streaming and video on demand options

includes Hulu, ESPN+, and soon to be

launched DisneyPlus.   Disney’s existing

library and franchises allow it to offer this

service at $7/month.  Nearly 1 billion people

purchased tickets to watch Disney’s movies in

2018! Given the popularity of Disney’s

content, it is probable that their affordable

streaming offering will be successful. In

contrast, Netflix is currently spending $15

billion p.a. in order to create fresh

content.   After trading in a range for five

years, Figure 3 shows how Disney’s share

price re-rated in March 2019 post the

disclosure of its plans.
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Figure 3: Walt Disney share price reaction to new distribution 
technology 

Source: Refinitiv Datastream 

 If one considers bank apps and their ability to

automate their back offices, financial counters

are other example of businesses that are able

to use technology to materially reduce

operating costs, improve product offering to

and to deploy innovation at speed. Retailers

are now also reporting strong double-digit

growth in online revenues, highlighting that

they are evolving to new consumer

preferences.

2. There will be an inflection point.

Meredith’s report highlights that technology

deployment reaches a state of maturity. At this

point, the growth shares (which are pricing in

continued high growth rates), de-rate and become

value.

Are we there yet? Meredith highlights that we must

be close as this cycle is 12 years in the making.

There are some indicators that we are approaching

a tipping point:

 Adoption rates for the internet and

smartphones are already at mature

levels.  Internetworldstats.com discloses that at

March 2019 there were close to 4.3 billion

internet users worldwide (57% of the world’s

population) versus 248 million users in

December 1999 (near the peak of the Internet

bubble) representing 4% of the world’s

population back then.

Internet and smartphone penetration in the

US are already 90% and 70% respectively as

depicted in Figure 4.

Households now already spend more time on 

their mobile devices than televisions!  The 

upside from current levels is low. 

Figure 4: Mobile penetration is already high 

Source:  O’Shaughnessy Asset Management 

 Size attracts attention.   In the US, the

Department of Justice recently opened a

monopoly investigation into whether the

large tech companies have stifled

competition. In China, the newly established

gaming authority, the State Administration of

Press and Publication, now approves every

game prior to its release.  This has certainly

slowed Tencent’s game releases.  Regulatory

risks are looming whereas over the past

decade, Big Tech operated unchecked.  This

is likely to slow the rate of further innovation

and deployment.

 Tech stocks already account for seven of the

top ten largest stocks in the S&P 500.

Historically an industry concentration for the

largest companies was a reliable sell indicator.

It signals a sector that is popular amongst

investors. This is typically accompanied by

bubble level valuations for that sector.

Whilst the large technology companies are

not trading at eye-watering multiples, their

profit margins are very high relative to the

average company. The risk is that over time

their super profits get competed away.

Ironically large tech companies are not only

disrupting old economy counters but are also

disrupting each other. For example:

 Microsoft Cloud and Amazon AWS are

competitors in cloud computing.

 Twitter and Snapchat are disrupting

Facebook and Google in the advertising

market. Google and Facebook are

Walt Disney over the past 5 years 
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competing for the online advertising 

market. 

 Amazon Prime, AppleTV, (Google

through YouTube) and Netflix are

competing for subscribers in their

streaming/ video on demand services.

 In China, Tencent and Alibaba are

competing for the payments and

advertising market. New entrant

ByteDance is stealing eyeballs with its

video sharing app, Tiktok.

 Paypal and Square are disrupting Visa and

Mastercard in the payments business.

• Like the tech sector peak in 2000, there is

currently a listings boom in the US for loss

making tech and biotech stocks. Many of

these companies have been around for 10 +

years and are still loss-making! Refer to

Graeme Ronné’s article in this commentary

which discusses this phenomenon. In fact, in

many cases the losses are getting bigger.

Investor patience will run out.  Listings

booms are an ominous sign for stock markets

as they imply businessmen and venture

capitalists perceive valuations are rich relative

to the fundamentals, and seek to capitalise on

this.  At the very least, new listings imply that

more ideas have to compete for capital,

making some losers in the process.

• From a valuation perspective, the gap

between value and growth sectors’ valuation

(on most valuation metrics) is as wide as it

was at the extremes of the tech bubble in

2000. Put differently, growth relative to value

is as expensive as it was at the peak of the

tech bubble. However, the expected earnings

growth for the tech sector is similar to the

rest of the market. This implies that extra

growth that investors are prepared to pay for

is not expected to materialise, at least not in

the short to medium term.

3. What does this all mean for you and your portfolio?

Technology shifts have contributed directly to the

value style’s underperformance over the past

decade. From current levels we think that the

following factors need to be considered for future

returns:

 As the auto industry consolidated itself in the

past century, there were scaled winners.

Similarly there will be winners and losers in the

current tech trade. Current activity in the IPO 

market seems not to take this into account. As 

expectations calibrate for the sector, better 

quality tech stocks will likely be swept up in the 

correction, especially in the world of passive 

investing. 

 Today’s growth stocks will become value as

their earnings growth slows and/or competition

intensifies. As disappointment sets in, value

investors such as ourselves, will be ready to

take advantage when the share prices of scaled

players with sustainable competitive advantages

de-rate.

 Old economy companies are able to re-invent

themselves; reduce the disruption risk; grow

earnings and re-rate. Select old economy

counters will be able to replicate the Disney

experience and should not be written off.

 The technology sector has crowded out good,

sustainable businesses in many of the common

indices. Given the extent of underperformance

by the value style, we are of the view that an

allocation to the style potentially offers a once- 

in-a-generation investment opportunity.

Whilst we are not able to pinpoint the inflection

point, we think that there are signs that the tech

star is waning.  Investors should bank their

handsome gains and diversify their

concentration risk away from the winning trade

over the past decade.

We believe that patience will be sufficiently rewarded 

when (not if) the correction comes.  

“History Does 

Not Repeat Itself, 

But It Rhymes.”

Attributed to Mark Twain
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Open letter to President Ramaphosa 

Dear Mr President 

Reflecting on the tremendous animal spirit 

that arose from the “Thuma Mina” message 

In February 2018, your “Thuma Mina” speech in 

Parliament resonated well with many South Africans 

(and perhaps especially as at the time a great deal of us 

were disillusioned; fatigued with frustration and feeling 

quite hopeless). The message felt so real, authentically 

natural and inspired us immensely. For weeks and 

months after your address the nation seemed re-

energised and believed the positive winds of change 

would come. We were celebrating a new regime that 

would lift us to better prospects. We envisaged a better 

space in terms of potentially higher economic growth; 

better social stability; improving political maturity; 

strengthening of state institutions; sharply curbing 

corruption; better policy clarity and cohesion; marked 

lifting of our governance and morality standards – to 

name a few. All of these, the ingredients of a winning 

and prospering country. 

We would have been naive to think that bringing about 

all these changes would be an easy task considering the 

challenges we faced and still face.  Understandably, 

some are very difficult and deeply structural in nature. 

We also were under no illusion that many of the issues 

could be quick fixes. It is indeed a significant duty that 

requires not only government and you, but all South 

Africans to roll up their sleeves and help the country in 

a true “Thuma Mina” spirit. 

We believe a lot has been done (and written) to reflect 

on our deeply undesirable current economic position in 

the last eighteen months. We as a team have 

workshopped the potential solutions and have 

concluded that some critical decisions needed to be 

made urgently. Important resolutions were reached 

from the summits, conferences, consultations, etc. held 

so far under your leadership. The executive was 

recently streamlined and restructured to be more 

effective and to prioritise delivery.  

It is only human to lose patience while 

retaining long-term national pride 

As much as our citizenry can sometimes come across 

as impatient and too demanding, a lot of it is justified 

considering the lost decade and turbulence that we 

have indulged since 2009. Without a doubt, South 

Africans are a proud nation. We are a country with so 

much potential yet haven’t achieved enough to 

demonstrate progress. We are almost certain you 

share some of these frustrations. 

Lately, we’ve been observing increasing frustrations and 

waning spirits by the populace mainly due to slow 

progress and the lack of effective communication 

regarding progress made since you assumed the 

Presidency.   

As investors, these are the key statistics and 

developments in the economy that need 

your undivided attention 

 There are more capital investments that are

leaving the country than those coming in. Many

local companies that we engage with about this

seem unmotivated towards committing fresh

expansionary capital into the economy due to lack

of conviction and visibility in policy certainty and

growth initiatives.

 Corporate management are worried that the

business and consumer confidence gauges have

been too low for too long with too few convincing

signals of pending improvements.

 They believe that without effective urgent actions

to lift these indices, capital investments will

continue to dwindle or are unlikely to improve

meaningfully.

 If these views hold, we risk seeing more

employment lay-offs in the formal economy as

companies restructure to accommodate

stagnation.

Christine Fourie 
Portfolio Manager 

Patrick Ntshalintshali 
Portfolio Manager 
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These are a few key areas we believe should 

be focused on as a priority. 

Mr President, we urgently need the following 

 Public infrastructure investments to improve and

support economic activity.  Please seriously

consider the “PPP” models and partial privatisation

as potential delivery platforms.

We believe:

o Partnerships and corroboration in the social

investing areas that ensure sustainability and

stability in the country, e.g. healthcare and

education infrastructure.

o Jointly building, investing and management in

the mass transportation sector, which is

critical towards reducing cost of doing

business in the economy.

o Restructuring some of the SOEs to identify

areas where the private sector can get

involved through investment and actual

management of the assets.

o Breaking up of monopolies through

competition law in order to allow smaller

players to grow and improve healthy

competition. It needn’t be only a stick

approach but also a carrot that encourages big

players to sell parts of their sub-scale

operations to young aspiring entrepreneurs.

Tax incentives and other similar concessions

can be used for this initiative.

o Restructuring the government procurement

policies to support the township economies,

young entrepreneurs and small businesses.

 To prioritise a macro economic environment that

promotes and attracts material offshore capital

investments.

This should focus on:

o Partial privatisation of the non-core SOE

assets will likely attract foreign capital. For

example, PRASA, SAA, ACSA, etc. not to be

strictly run by government on the core.

o The areas of agriculture and infrastructure

investing would likely attract foreign investors

if attractively structured for them to

participate.

o A review of the government property

portfolio in the Department of Public Works

and other departments. I’m sure we might find 

some non-core assets that can be realised to 

private, community and foreign investors.  

o Consider releasing some the mining rights and

other licensed sectors primarily to the

communities that can potentially partner with

local and foreign investors to create long term

value with potential skills/technology transfers

as a condition.

We are willing to assist 

We are often told that South Africans are very good at 

formulating policies and workshopping solutions, but 

lack execution.  

In recent times, the NDP and a few other policies have 

been mentioned as classic cases of poor execution. We 

should guard against these kinds of unproductive 

perceptions and displace them through actions and our 

demonstration of success.  

Instead of joining the critics from afar, we want to work 

with you Mr President. In doing so, we need 

reassurance from your leadership. By that we are asking 

you to consider sharing with us and the nation the 

following: 

 A list of strategic and tactical priorities as

decided by your cabinet and executive.

 The action plans that are in place and the

required capacity to execute.

 Progress reports on the key interventions that

are currently happening in the country.  Your

recently launched weekly newsletter is a great

platform to keep us updated.

 Share the performance objectives and targets

that you’ve set for yourself and your Cabinet.

 Identify exactly where and how finance sector

professionals and investors can contribute to

collective outcomes.

We believe the time for doing is NOW. 

Thuma Thina… Send us Mr President! 
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Janet Muzenda 
Trainee Analyst 

“Diworsification”: how and why South 

African companies invested poorly 

offshore this past decade 

The age-old saying “don’t put all your eggs in one 

basket” is formally known in finance as diversification. 

The theory supporting diversification is that it is a risk 

management strategy where capital is allocated with the 

aim of reducing exposure to one asset, or risk, while 

maximising returns. It is not only investors who aim to 

apply this in the management of their portfolios but 

management of companies also believe they can reduce 

the risk of their businesses being too exposed to a 

certain region; currency or product vertical by 

diversifying revenue and earnings on behalf of 

shareholders. While in theory this should be sound and 

there have been some examples of successful 

diversification, we have found South African companies 

for the most part have had a pretty poor execution 

track record in terms of successful diversification. In the 

examples we outline in this article we explain how some 

large, well-known companies have actually “di-worse-

sified” their businesses in the pursuit of diversification. 

Diversification is not always the “free lunch” 

it is made out to be 

Companies employ various methods to diversify their 

earnings either by geography, customer base, business 

line (horizontal), value chain (vertical) and new product 

and/or service (conglomerate).  However, we will 

highlight that it is always the importance of the 

fundamentals of the basket(s) rather than spread of 

baskets (markets) to achieving enhanced returns. 

In each South African sector, there is at least one 

material company that has diversified offshore for 

further growth. However, the success rate is not good. 

In many instances shareholder capital has turned out to 

be poorly allocated which resulted in earnings being 

diluted and returns of the overall business being 

depressed. Ironically, some competing businesses that 

chose to remain in one basket (market) performed 

better than peers that expanded offshore for further 

growth. 

This reveals that the commonly held view that 

diversification is a “free lunch” is not true. Rather we 

find that diversification, particularly, into new markets 

comes with its own set of risks that in the examples we 

highlight have proven to be costly for shareholders, and 

capital has been misallocated in the interests of 

diversification. For this reason, investors must truly 

understand the rationale, viability and sustainability of 

management’s capital allocation decisions. 

To ensure we invest in companies that are more likely 

to reap the benefits of diversification there are certain 

factors to take into consideration. To highlight these 

considerations, we will look at five companies in 

different sectors that have invested poorly offshore; 

identifying the mistakes made and the key learnings 

which we can apply to future investments.  

Resources sector 

 Sasol - complex projects produce even

more complex outcomes

In 2012, Sasol announced the purchase of Lake

Charles Chemical Project (LCCP) in Louisiana.

Followed by the final investment approval in 2014

which timeously aligned to the second US shale gas

revolution that caused energy prices to fall. Sasol

saw an opportunity to reduce its risk exposure to

Brent crude oil by diversifying into shale and

increasing its chemicals exposure. The transaction

was not only timed correctly but was based on

strong fundamentals – low-cost ethane; robust

infrastructure with abundant storing capacity and

by tripling its chemical production capacity Sasol

would be favourably positioned in the global

chemicals market.

However, since gas is a commoditised resource,

Sasol’s aim was to differentiate itself by producing

more complex/ higher value chemicals through

various conversions of base products. This was the

beginning of a slippery slope of complexities as it

required Sasol to build a cracker plant with

bespoke design and complexity - one that was in

fact exceptional compared to its previous and

industry standard designs. In addition, Sasol

entered into a standalone turnkey EPC contract

(no partner) effectively assuming majority of the

project risk. The complexities in building the

cracker and the exposure to risk resulted in the
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Lake Charles costs rising from an initial estimate of 

R8.9 billion in 2014 to R12.6-R12.9 billion as per 

the revised cost budget. The financial health of 

Sasol has also deteriorated from a net cash of R10 

billion position to debt to equity of 49%. In 

response the Sasol share price fell significantly 

especially this past quarter reaching a five-year low 

of R233 on 16 August 2019. A project that was 

expected to be completed in 2018 has greatly 

disappointed with only initial LCCP units online and 

full completion of the cracker expected to 

commence in 1st quarter of 2020. 

Industrials sector 

 Truworths - falling behind changing

market trends

Local retail company Truworths expanded

offshore to gain access to the northern hemisphere

retail market. In 2015, Truworths acquired 88.9%

of Office UK, a high street fashion footwear

retailer, for R5.5 billion (or c.7x EV/EBITDA) with

a plan of expanding the Office brand further into

the UK and later into the South African retail

market. At the time a shift in global retail trends

was beginning to surface with the growth of online

retailers who brought convenience and variety at

similar or discounted prices. The consumer shift to

online was rapid, vast and at a time when most

brick and mortar retailers were only entering the

online market. This resulted in an oversupply of UK

store space. In addition, the Brexit woes and

weakening consumer environment further

impacted financial performance leading a number of

UK retailers into administration, including House

of Fraser, where Truworths (through Office) had

several concession stores. In response to declining

financial performance and a bleak outlook

Truworths forecasted lower annual core earnings

taking an impairment charge of £97 million this

year. Truworths has also announced further store

and concession closures, as well as a debt

restructure to save the retailer. In hindsight we ask

whether Truworths failed to conduct proper due

diligence (of both the business exposure risks and

industry fundamentals) or if the pace of retail

market trends was unpredictable.

 Medi-clinic - when regulation weighs in

on profitability

South Africa’s poor public healthcare system and

lowly regulated healthcare industry provided an

opportunity for private hospital groups such as 

Medi-clinic to gain share and become dominant 

players locally. In search for the same kind of 

growth, Medi-Clinic entered the European and the 

Middle East markets. Unfortunately, the increased 

regulation eroded the growth expected at the time 

of acquisition and has effectively resulted in 

Mediclinic overpaying for limited growth. In 2007, 

Medi Clinic acquired the largest private hospital 

group in Switzerland, Hirslanden for R18 billion 

(17.5x EBITDA). The Swiss market is quite the 

opposite of the South African market in that it is 

highly saturated; has a good public healthcare 

system and high regulatory risk. This meant that 

growth in Switzerland was limited. Although 

occupancies grew, the structural shift of the Swiss 

patient mix from private or semi-private to basic 

insured coupled with poor cost and capital 

management (seen in lower paid patient days per 

employee and growing capex per paid patient) led 

to the steady decline of Swiss operations 

profitability over the last 10 years. It has taken 

Mediclinic a decade to pay the related debt and 

return on equity dropped to less than 5%. This gave 

rise to an impairment of R10.4 billion being 

recognised in 2018. 

Recently, regulation pertaining to outpatient rates 

and outmigration of care was implemented further 

impacting performance. This has resulted in a 

second impairment of R4.4 billion. Mediclinic’s key 

focus in the Swiss market now is to improve 

performance through increased operational 

efficiencies and cost saving initiatives. However, the 

risk of more stringent regulation eroding 

profitability remains. 

 Aspen - operating in unknown foreign

territories

Aspen started off as a local generic focused

pharmaceutical company. Then the company

expanded offshore with the aim of improving the

sustainability of its competitive advantage by

expanding into manufacturing and

commercialisation of specialised medicines.

Amongst its series of acquisitions was its two

largest purchases of its Anaesthetic and

Thrombosis assets which would allow it to capture

growth mainly in China and Europe. These

acquisitions were purchased with the aim of

improving the operational efficiencies within the

businesses through increased scale and supply
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security by consolidating the manufacturing 

processes (a strategy Aspen had previous 

employed with success).  

However, approximately four years later after 

investment to improve the business, the 

operational efficiencies within Thrombosis are still 

to be seen as the business continues to operate at 

a suboptimal level evident in the poor returns on 

invested capital. This seems to suggest that 

management overpaid for these businesses. Since 

no new market comes without a challenge, Aspen’s 

performance has also been impacted by short term 

supply challenges (Anaesthetics and Regional 

Brands) and pricing pressure (Thrombosis). 

Consequently, debt levels have risen to R54 billion 

and with a market cap of R37 billion Aspen faces 

the risk of a rights issue. Aspen now finds itself in a 

position of transitioning its business model focus 

from acquisitive growth to de-gearing through 

assets disposals. However, Aspen is yet to prove 

whether these acquisitions were good offshore 

investments.  For now they are not considered to 

be. 

Financials sector: 

 Old Mutual - failed globalisation strategy

In the early 2000’s Old Mutual went on a US

acquisition spree that amounted to c. R67.8 billion,

acquiring five businesses in the space of two years

and one more four years later. Old Mutual used

the cash it generated from its successful South

African business to fund its offshore investments.

However, five years later these businesses were

valued for less than R30 billion. What happened?

The rationale behind the aggressive global

expansion was not quite clear but seems to suggest

that Old Mutual fell prey to the “institutional

imperative”. This is a term coined by Warren

Buffett which he describes as “the tendency of

executives to mindlessly imitate the behaviour of

their peers, no matter how foolish it may be to do

so”. Old Mutual took cashflows of a well-run

established SA Life business with a clear market

preposition to acquire businesses in highly

competitive markets. In search for instant global

dominance, Old Mutual was found to be buying

business at the wrong point in the cycle and as a

consequence overpaying. Old Mutual became too

big and complex, operating across 35 jurisdictions

and owning 50 companies - to the point that it

lacked group integration and focus. It took the 

demise of one acquisition, the US life business, for 

management and the market to realise that Old 

Mutual didn’t have a clear growth strategy and was 

possibly destroying value. The life business was a 

relatively small acquisition but its failure to produce 

a 12% return on equity despite generating $4 billion 

of sales a year, followed by pending uncertainty at 

the time of Old Mutual standing in as guarantor in 

case of default, brought lots of fear to the market.  

Its saving grace was the appointment of Julian 

Roberts as CEO in 2008 post the GFC. Julian 

Roberts came with a new group strategy that 

resulted in Old Mutual exiting marginal, loss making 

and/or highly competitive territories such as 

America, Australia, Chile and Czech Republic. He 

even went on to annul the ABN Amro Teda 

acquisition done by predecessor Jim Sutcliffe’s by 

agreeing to pay a breakup fee of R540 million to 

exit the R1.5 billion deal. Through leadership 

change the business was realigned and market 

confidence was restored in the years that ensued. 

There are some key common learnings from 

all these examples: 

 The five stories above show that all sectors are

equally prone to “diworsification”. Therefore,

proper due diligence is imperative before investing

offshore and should always be done with caution

particularly in changing (i.e. retail) and highly

regulated markets.

 Management’s capital allocation decisions should

always be interrogated as the “institutional

imperative” is a real management pitfall that should

not be overlooked.

 Understanding the industry cycles is of great

importance when timing an acquisition. A good

acquisition that is overpaid for due to it being

acquired at the peak of cycle is almost always poor

investment.

 The price paid matters.  Justifying an acquisition on

the basis of synergies to be extracted has proven a

poor anchor time and time again.

 Always be mindful of the margin of safety required

and leverage taken on to expand into new

territories. Stress-tests and scenario analyses

should be performed to ensure that the business

can financially survive a downcycle without

becoming over-indebted.
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 Actively exiting investments when the

fundamentals no longer hold is just as important

and can limit further downside.

Offshore diversification succeeds the same 

way all successful expansion does. 

It’s not all doom and gloom for companies such as 

Aspen and Sasol as they are yet to prove whether these 

acquisitions were the right ones. Furthermore, it’s also 

important to understand that a company doesn’t have 

to get every offshore investment correct to benefit 

from diversification at a group level. In fact, there are a 

few who have reaped the benefits of diversification 
despite having made poor acquisitions.  

Take Naspers for example, with a strategy of building a 

portfolio of next generation internet, media and e-

commerce assets it acquired 33% of what was then just 

another tech start up for $32 million. Approximately 17 

years later that tech start-up has grown to become one 

of the most successful Chinese technology investments 

holding company valued at $404 billion making Naspers 

holding worth $125 billion today. Tencent’s 

phenomenal growth superseded and overcompensated 

for all Naspers poor investments decisions (e.g. 

Allegro). In addition, something else Naspers got right 

was its timeliness in restructuring and selling ex-growth 

assets before they weakened the financial health of the 
business.  

Therefore, as investors in companies with capital 

allocation mandates it’s imperative that we constantly 

assess the reasonability and viability of any offshore 
investment made on the basis of diversification. 
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Contrarians vs. Crowds: the current 

opportunity set being offered up in global 

markets vs. the IPO1 frenzy 

Caveat Emptor – Buyer Beware – investors 

are crowding into growth and defensive 

stocks despite their extremely high 

valuations 

March 9th, 2019 marked the 10th year of the bull 

market in equities that has favoured large-cap, growth 

and defensive stocks, and more recently a frenzy of tech 

IPOs, particularly software-as-a-service (SaaS) 

companies. The low growth, low interest rate 

environment, and shift from active to passive investing, 

are largely the cause of this decade long 

outperformance. We believe that investors may be 

adding excessive risk to their portfolios by crowding 

into growth and defensive shares at these extreme 

valuations. Ironically, these same investors believe they 

are reducing risk and adding downside protection to 

their portfolios. Paying up for the hope of growth and 

perceived safety of defensive business models exposes 

investors to significant price risk when this crowded 

trade unwinds. Market sentiment is fickle and growth 

narratives can change quickly should lofty expectations 

fail to be achieved.  

The valuation divergence between shares is 

very wide 

More recently, fear and uncertainty in global markets 

created by the US-China trade war, Brexit and 

slowdown in the global economy has resulted in cyclical 

stocks being sold down to extremely attractive 

valuations, creating a significant opportunity for 

contrarian investors. On the other hand, investors have 

crowded into growth and defensive stocks at any price. 

This has driven the valuation divergence between 

growth and value stocks (see Figure 1) to multi-year 

1 An Initial Public Offering (IPO) refers to the process of offering shares of a private 

corporation to the public in a new share issuance, allowing the company to raise new 

capital. 

highs. In fact, they have only been wider during the tech 

bubble (of 1999/2000). The forward price to earnings 

(P/E) ratio for growth stocks is now trading at 8-10x 

(60%-80%) P/E premium to value stocks. A good 

example to illustrate this is PayPal which trades on a P/E 

ratio of 39x; Nestle SA on 26x; and BMW AG on 7x. 

Figure 1: Forward P/E for each MSCI Growth Index less that of the 
corresponding Value Index2 

Source: Bloomberg, MSCI data 

Since the global financial crisis, the market has gradually 

determined that the earnings of value stocks are worth 

far less than growth stocks, despite the former 

demonstrating greater earnings growth (see Figure 2). 

Figure 2: Change in earnings per share (EPS) and price to earnings 
ratio (P/E) since the GFC for MSCI Value and Growth Indices3 

Source: Bloomberg data, PIM analysis 

The reasons for such a wide divergence in valuations do 

not appear to be based on underlying fundamentals but 

rather investor fear and greed. Doing what feels 

comfortable and following the crowd might work in the 

2 The chart plots the monthly difference in the forward P/E between the corresponding 

MSCI Growth and Value Indices from 31 March 2009 to 31 August 2019
3 The chart plots the percentage change in the forward EPS and P/E for the 

corresponding MSCI Growth and Value Indices from 31 March 2009 to 31 August 2019. 

65%
50%

168%
152%

67%

31%

-7%

38%

11%

82%

-13%

61%

-40%

-20%

0%

20%

40%

60%

80%

100%

120%

140%

160%

180%

MSCI World

ex-US Value

MSCI World

ex-US

Growth

MSCI USA

Value

MSCI USA

Growth

MSCI EM

Value

MSCI EM

Growth

Change in EPS Change in P/E

-4.0x

-2.0x

0.0x

2.0x

4.0x

6.0x

8.0x

10.0x

12.0x

'09 '10 '11 '12 '13 '14 '15 '16 '17 '18 '19

MSCI World ex-US MSCI USA MSCI EM

13



PERPETUA PERSPECTIVES 
SPRING EDITION 2019 

short term but over the long term has seldom been a 

rewarding endeavour in the stock market. 

The rise of passive investing since the global 

financial crisis has perpetuated this crowded 

trade 

The decade long shift from active to passive investing 

(see Figure 3) has been a contributing factor in the 

outperformance of large-cap, growth and defensive 

stocks due to their higher weighting in market 

capitalisation indices. Investors chasing past 

performance have flocked to index funds and ETFs 

creating arguably a bubble in passive investing strategies 

and driving momentum in these stocks. 

Figure 3: Cumulative flows to US retail index funds and ETFs (US$ 

billions) 

Source: 2019 Investment Company Fact Book

In a recent Bloomberg interview with The Big Short’s 

Michael Burry, he said “The recent flood of money into 

index funds has parallels with the pre-2008 bubble in 

collateralized debt obligations, the complex securities that 

almost destroyed the global financial system.” Burry went 

on to say that index funds are distorting prices for 

stocks and bonds in much the same way that CDO 

purchases did for subprime mortgage more than a 

decade ago. We share Burry’s sentiments. 

Loss-making companies are going public like 

its 1999 all over again 

Anecdotally, we see growing evidence of a frothy IPO 

market reminiscent of the tech bubble. According to 

Professor Jay Ritter of the University of Florida, the 

number of loss-making companies going public in the US 

is at a 30-year high4, surpassing the peak of the tech 

bubble (see Figure 4). Perhaps not surprisingly, the 

valuations of these loss-making companies are 

extremely rich at a median price to sales ratio of 12x.  

4 Ritter, Jay R, Cordell Professor of Finance, University of Florida, Initial Public Offering: 

Update Statistics, April 09, 2019 

To put this into perspective, if these companies with no 

profits today grew sales at 25% p.a. for 10 years and 

were able to earn the long term net profit margin of 8% 

for the average listed US company, the forward price to 

earnings ratio in the year 2029 would be 12x. History 

tells us that only a handful of companies have been able 

to maintain that rate of growth for a decade, most 

notably Amazon and Microsoft. The odds of success are 

low, but the herding behaviour of the crowd, fear of 

missing out and convincing growth stories are often too 

hard to resist. This is despite the overwhelming 

evidence to the contrary based on the last 100 years of 

stock market history. 

Figure 4: Percentage of loss-making US IPOs and median price to 

sales ratio 

Source: Professor Jay R Ritter, University of Florida

The listing of Beyond Meat on 2 May 2019, a company 

that produces meat substitutes commonly known as 

“veggie-burgers”, is perhaps the poster child for this 

IPO frenzy. From its IPO price of $25, the stock 

increased 9-fold to $235 giving it a market value of $14 

billion. In global terms, Beyond Meat would be 

considered a large-cap stock despite only having $165 

million in sales and losing $32 million. After reporting 

second quarter earnings which showed the company 

lost more money than expected, Beyond Meat 

announced a secondary public offering of 3.25 million 

shares or 5% of total outstanding shares. Insiders, 

including CEO Ethan Brown, took the chance, 

unsurprisingly, to cash in on the stock’s 800% gain in less 

than 3 months. The stock price has since fallen 35% yet 

is still valued at 55 times sales. It appears profits are no 

longer required for success in today’s stock market 

environment. When asked what people would learn 

from the 2008 global financial crisis, GMO’s Jeremy 

Grantham said, “In the short term a lot, in the medium 
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term a little, in the long term, nothing at all. That would 

be the historical precedent.” We could not agree more! 

The rise and fall of WeWork 

The We Company, the parent of WeWork, filed its S-1 

with the SEC on August 14 as the company planned to 

go public in September, aiming to raise $1 billion with 

its IPO. WeWork is a real estate company that provides 

shared workspaces and office services for 

entrepreneurs and companies. It was considered the 

most valuable unicorn5 in the US after Uber went public 

in May 2019. WeWork was valued at $47 billion in 

January 2019, following a $2 billion investment from 

SoftBank’s Vision Fund, an increase of nearly 500x the 

$97 million value it achieved in 2012. This is a staggering 

valuation for a business that in 2018 lost $1.9 billion on 

revenue of $1.8 billion; has $47 billion in long term lease 

obligations (average 15 years) while its customers have 

only signed short term rentals worth $3.4 billion 

(average 15 months). 

In just six weeks the much anticipated WeWork IPO 

imploded faster than its phenomenal rise over recent 

years. Finally, public market investors have started to 

push back. The public listing has been pushed back as 

the expected market value has fallen below $20 billion. 

Co-founder and CEO Adam Neumann has stepped 

down, having reportedly voted for his own removal 

under pressure from Softbank. Two Co-CEO 

replacements have been named. Neumann will remain 

as non-executive chairman, but his super-voting shares 

have been reduced from 20 votes to 3 votes per share. 

In a stunning turnaround the company is planning layoffs 

and divestitures after pursuing a strategy of growth at 

any cost. They are even reportedly selling the 

company’s $60 million Gulfstream jet! 

Could this be the turning point in the cycle marking the 

end in the Unicorn IPO frenzy? In a recent CNBC TV6 

interview discussing WeWork with billionaire real 

estate veteran businessman Sam Zell, he said, “I’ve had 

the privilege of investing in this kind of company once before. 

As a matter of fact, this kind of company began in 1956. 

Every single company in this space has gone broke. They 

should just change the name of this company to Savings & 

Loan, that’s really what you are talking about. They are 

creating long-term liabilities and short-term assets. Every 

other time in history when they create that, the results are 

predictable. Why is this any different?”  

5 A unicorn is a privately held start-up company valued at over $1 billion that is planning 

on going public, many of which are unprofitably but growing rapidly. 
6 CNBC TV interview published on 04 September 2019
7 Sir John Templeton 

Source: Kenneth French data, Dartmouth College 

There are two observations from Figure 5 worth 

highlighting. Firstly, betting against value (cyclicals today) 

over the long term has not been very profitable, 

especially after a long period of severe 

8 Based on daily returns of the US Fama/French HML (High minus Low) Value Factor. 

Data from o1 July 1926 to 30 June 2019. Source:  
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 “The four most expensive words in the 

English language are, ‘This time it’s 

different.”7 
According to Eugene Fama and Kenneth French, the 

two most notable academic authorities on value 

investing, the returns of value stocks has significantly 

outperformed growth stocks on average over time (see 

Figure 5). However, there has been three multi-year 

periods in which growth has outperformed value in the 

last 90 years: the Great Depression in the 1930s, the 

Tech Bubble in the late 1990s and the past 10 years 

since the Global Financial Crisis of 2007-2008. It is 

notable that the duration and depth of 

underperformance during this recent bear market for 

value is the most severe on record.  

The low growth and low interest rate environment have 

favoured growth and defensive stocks over cyclicals, but 

the valuation dispersion has now reached levels not 

seen since the peak of the tech bubble. (Refer 

to Lonwabo Maqubela’s article for more on this 

topic). Today, value mostly resides in cyclical sectors 

such as banks, autos, semiconductors, energy, 

metals and discretionary retail. Many stocks in 

these sectors are priced at multi-year low valuations 

typically only seen during recessionary periods. Buying 

cyclicals today is the contrarian call in the market. 

Figure 5: Rolling 10-year annualised return difference of Fama-

French HML8 
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underperformance as we’ve seen before and more 

recently.  

Secondly, the reason why value works and has endured 

over long periods of time is because of human behaviour 

and its tendency to change very slowly: investors tend 

to overreact to good or bad news resulting in extremely 

optimistic or pessimistic expectations being priced in 

growth or value stocks. This leads them to overpay for 

growth and underpay for value. Over time, this is 

corrected, as competitive forces often drive company 

profitability to their long-term average, causing the 

valuation dispersion to narrow. We believe this time 

will not be different.  

There is reason for optimism. 

Despite the unfavourable macro environment, and 

uncertainty created by the US-China trade war and 

Brexit, there are several reasons to be optimistic about 

the current opportunity among a wide range of cyclical 

stocks in global markets today. Firstly, the current 

environment has forced the valuation dispersion 

between growth and defensive stocks and value stocks 

to unsustainably high levels. Historically, such wide 

differences in valuations and returns (see Figure 6) has 

preceded a multi-year period of outperformance for 

contrarian stocks relative to popular stocks.  

Figure 6: Returns of S&P Value and Growth indices relative to the 
S&P 500 

Source: Bloomberg data

Secondly, market expectations for cyclical stocks are so 

pessimistic that they are simply too cheap to ignore and 

already priced for recessionary conditions, making it a 

moot point whether a global recession is imminent or 

not. This provides downside protection against 

permanent capital loss.  

Thirdly, while some growth stocks may justify the 

optimistic expectations priced into their high valuations, 

9
John Neff was the legendary manager of the Vanguard Windsor Fund for 31 years 

it’s unlikely all of them will. The forces of competition 

and the law of large numbers mean that high profitability 

and fast growth cannot be sustained forever, and often 

revert to their long-term average.  

With passive investing accounting for nearly two-thirds 

of the US stock market, essentially chasing past 

performance, there is risk that any market 

disappointments could cause a reversal of money flows 

and an unwind of the crowded trade in popular stocks.  

Similarly, the record number of unicorns going public 

today is further evidence of private market investors 

taking advantage of extremely high valuations as the exit 

window appears to be closing rapidly. 

In conclusion, markets go through cycles, and in the late 

stages of the bull market, it’s often emotionally difficult 

to be contrarian, and avoid the herding behaviour of the 

crowd. The best time to buy is when uncertainty and 

pessimism is high and reflected in low prices, but the 

sustainable earnings is not.  

“It is not always easy to do 

what’s not popular, but that’s 

where you make your money. 

Buy stocks that look less bad 

to less careful investors and 

hang on until their real value 

is recognized.”  

John Neff9 
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Understanding the impact of climate 

change on investment decisions 
South African investors have seen their fair share of 

governance-related failures that have led to significant 

share price falls in recent years. This has brought a 

much-needed spotlight on the topic of responsible 

investing (RI), which goes hand-in-hand with 

Environmental, Social and Governance (ESG) factors.  

We believe investors should focus their attention as 

much on Environmental and Social factors as they do on 

Governance ones.  Most notably the deep and pervasive 

long-term effect of climate change is not a far-distant 

future risk but a current risk to be understood, 
managed and mitigated. 

The “G” in ESG tends to get the most focus 

In the ESG assessment of a company, Governance (G) 

can often be a great deal more apparent a factor to 

observe than the other two factors, which makes it the 

obvious one to focus on. As investors, we believe there 

is more that could be done in addressing the other two 

factors and the RI risks that come along with them.  

Associated with the ‘E’ is climate change risk, which 

encompasses all the risks a company faces as a result of 

climate change. This is something that is becoming 

difficult to ignore and we believe is something that we 

as investors should be addressing with the same care 

and consideration that we approach governance risks. 

The top perceived risks by likelihood of the risk, as well 

as by the degree of negative impact occurring globally, 

within the next 10 years are outlined in Figure 1. The 

figure demonstrates how the global risk landscape is 

evolving: climate change risks have come to dominate 

perceived risks for the future. 

The issue is that, as asset managers, we are in the 

difficult position of not always knowing how to 

approach this risk.

Vuyolwethu Nzube 
Analyst 

Brittany Shapiro 
Business Analyst 

Figure 1: Environmental risks are becoming more and more important in terms of likelihood of occurrence as well as impact

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

1 Asset price collapse
Storms and 

cyclones
Income disparity Income disparity Income disparity Interstate conflict

Involuntary 

migration
Extreme weather Extreme weather Extreme weather

2
Slowing Chinese 

economy
Flooding Fiscal imbalances Fiscal imbalances Extreme weather Extreme weather Extreme weather

Involuntary 

migration

Natural 

catastrophes

Climate change 

mitigation and 

adaptation failure

3 Chronic disease Corruption
Greenhouse gas 

emissions

Greenhouse gas 

emissions

Unemployment/ 

under- 

employment

National 

governance 

failures

Weak climate 

change response

Natural 

catastrophes
Cyberattacks

Natural 

catastrophes

4 Fiscal  crises Biodiversity loss Cyberattacks
Water supply 

crises
Climate change State  collapse Interstate conflict Terrorist attacks Data fraud Data fraud

5
Global governance 

gaps
Climate change

Water supply 

crises
Aging population Cyberattacks

High 

unemployment

Natural 

catastrophes
Data fraud

Climate change 

adaptation failure
Cyberattacks

Top Five Global Risks in Terms of Likelihood
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The growing impact and risk of climate 
change on companies makes it an increasing 

risk to understand and manage. 

We have never lived in a warmer world – global 

warming is underway and climate change has become a 

systemic risk. Possibly the most visible effect of climate 

change is the increasing probability of natural disasters. 

Figure 2 depicts the number of natural disasters per 

region from 1980 - 1999, and from 2000 - 2018. 

Countries in South and East Asia, Latin America and the 

Caribbean, and Sub Saharan Africa are the most 

exposed. These natural disasters have both direct and 

indirect losses: directly, through the destruction of 

infrastructure; and indirectly through output and 

income foregone. 

Figure 2: Frequency of natural disasters rising globally

Source: “Climate change: Emerging markets to carry the burden”. J.P. Morgan, 2019

Despite the physical risks of climate change only being 

one type of risk out of many, the physical damage it 

creates calls for immediate action. 

The Paris climate agreement has signatories, such as the 

European Union and China, committed to acting to hold 

the increase in global temperatures to below 2°C. 

Warming beyond 2°C would have catastrophic 

consequences for our ecosystems and will require 

structural changes in how companies operate. Doing 

nothing cannot be an option anymore, because it will, 

amongst other things, have a long-term impact on 

company profits. In response to the Paris Agreement, 

regulatory policies are being put in place to force 

companies to manage their environmental impact. An 

example of such a policy is the Carbon Tax Act, which 

has been signed into law to ensure large polluters pay a 

price for not adopting greenhouse-gas reducing 

technologies. This act helps because it provides 

investors with an idea of the amount that a company 

could end up paying for being a heavy polluter.  

From our clients’ perspective, asset owners allocate 

capital over long time periods, and are greatly exposed 

to this risk because of the long-dated nature of climate 

change risk. Investing in a world of 2°C warming will be 

materially different to investing in a world of 3°C or 

even 4°C warming. Mercer Consulting performed a 

scenario analysis to see what the impact on returns for 

different sectors could be under different warming 

scenarios. As this is one scenario out of many possible 

Source: “Global Risks Report”, World Economic Forum, 2019
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scenarios, it is better to focus on the relative returns 

between scenarios rather than the absolute numbers. 

Figure 3 and 4 show the return impacts of global 

warming at a sector level to 2050, with all sectors being 

affected to varying degrees. Further, the study found 

that opportunities for positive returns declines the 

higher the warming that we experience. 

Figure 3: The higher the warming for most industries, the greater 
the loss of return expected 

Figure 4: The higher the warming for most industries, the greater 

the loss of return expected 

Source: “Investing in a Time of Climate Change”, Mercer, 2019 

As asset managers, this is a risk we can agree is an 

important one to manage, both because of the impact 

on the companies we invest in and the impact it will have 

on our clients’ investments through the returns they can 

achieve. The question then becomes how to manage 

this risk, and what that entails for our portfolios. 

Understanding that a risk is important is not the same 

as understanding how to mitigate and manage that risk. 

There are two conditions that are necessary for us to 

be able to adequately manage it:  

1. resources allocated to understanding and

measuring it;

2. the choice of how to implement the actions

necessary to manage the risk.

Understanding and measuring climate 

change risk is difficult. 

There is a lack of consistent, reliable data on what 

companies are doing to manage climate change which is 

further exacerbated by the fact that different companies 

have different approaches to measuring their 

environmental impact. This makes it difficult to compare 

both what companies should be doing in absolute terms; 

as well as what they should be doing relative to other 

companies in the same sector.  

As investors, we also do not know what an appropriate 

and specific level of reduction in emissions is for any 

particular company, which means it can be difficult to 

tell if a company is doing its part to get us collectively 

to a less than 2°C warming scenario. While companies 

have a range of climate risk analytics and tools at their 

disposal, they are also able to choose which ones to use, 

which does not allow for easy comparison on the part 

of investors.  

There are initiatives in place to try to ensure 

consistency of climate-related data that is reported by 

companies – such as efforts being made by the 

Sustainability Accounting Standards Board Foundation 

and Task Force on Climate-Related Financial 

Disclosure. While these efforts are still in the 

developmental phase and will require adoption by as 

many companies as possible, they should go a long way 

to being able to compare what companies are doing in 

terms of managing their climate change related risks.  

They will take time, however, to have a meaningful 

impact.   Unfortunately, that means that for now 

investors are left applying more subjective measures of 

climate risk; measures that are based on what 

companies are reporting and also based on the type of 

industries they are in, since certain industries by their 

nature are more exposed to climate change risks.   
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Currently the choices to manage climate 

change risks are either divestment or using 

a risk-based approach.  

In terms of managing climate change risk, there are two 

main approaches that an asset owner or an asset 

manager can use. Firstly, they can choose divestment: 

not investing in companies that have a high exposure to 

climate change risks. For example, Norway’s 

Government Pension Fund Global (one of the largest 

pension funds in the world) decided to divest from 

certain fossil fuel investments. Secondly, a risk-based 

approach to investing can be pursued.  This would 

involve having a higher exposure to those companies 

that have lower exposure to climate risk and vice versa. 

At Perpetua this latter option is our current approach 

to managing climate risk.  

Ultimately the approach adopted will have a material 

impact on the number of companies to which an 

investor can gain exposure. In the South African 

market, which is small in terms of the number of listed 

companies; and has an economy that is still partly driven 

by some of the largest polluters (like Sasol and the 

mining companies), it can be difficult to fully divest from 

the larger polluters while still being able to retain a 

sufficiently diversified portfolio. Depending on the 

mandate, clients might also have certain industry or ESG 

constraints they place on asset managers, which could 

be driven by responsible investing concerns.  

The long-dated nature and wide-ranging 

misperceptions of climate change risks can 

make them easier to ignore.   

There are several misconceptions that influence 

whether and how an asset manager approaches climate 

change risks. The first is the misconception that 

investing sustainably means sacrificing returns. There 

have been a number of contradictory studies on the link 

between sustainability and performance, with a lot of 

these being based on the performance of sustainability 

indices relative to other indices. However, these studies 

on average show that sustainability neither adds to nor 

detracts from performance (“Can Sustainable 

Investment Yield Better Financial Returns: A 

Comparative Study of ESG Indices and MSCI Indices”; 

Jain, Sharma and Srivastava, 2019). The reasoning behind 

the contradictions of these studies is twofold; the first 

being that the history of sustainable indices is 

considerably short; the second being that there is 

inconsistency in how high-performing ESG companies 

are defined, thus there are subjective views underlying 

the data. For this reason, not all ESG indices are created 

equal, and a company included in one ESG index may 

not be included in another.  

An important consideration is that those companies 

that are taking socially responsible measures, such as 

reducing greenhouse gas emissions, acquire large 

investments that may reduce short-term 

profitability/returns. However, these investments are 

non-recurring and should positively influence the future 

growth of the company. At its core, taking positive 

action towards slowing down global warming requires a 

long-term view.  

The second misconception is that, as custodians of our 

clients’ money, we should be acting in their interests and 

only consider this risk once they have asked us to 

consider it. This implies that by considering climate 

change risks, we are imposing our ideals onto our 

clients. That ignores the fact that it is our duty to 

consider all risks to a client’s portfolio, which includes 

climate change risks – risks that are already starting to 

have an impact on the companies in our investment 

universe through regulatory policies, and will continue 

to impact them in the future through the ecosystems 

their businesses exist in.  

At Perpetua, we firmly believe that 

companies should act now in order to 

achieve a less than 2°C warming scenario. 

While it is not possible to currently prescribe the 

specific and exact form of action companies must 

pursue to achieve less than than 2°C warming scenario 

(as this is not fully established), we do believe companies 

we are invested in should at least be considering their 

potential approaches.  

The uncertainty around the prescribed action means 

that as investors we need to ensure climate change is 

still an important consideration in the minds of the 

people running the businesses we’re invested in. We 

will achieve this by asking the right and focused, relevant 

questions; assessing the level of management’s 

approaches and actions and the communication of the 

long-term strategic approach in this regard. As asset 

managers, it is clear to us in discharging our duty of 

investing responsibly for and on behalf of our clients, 
climate change risk is an important factor to consider.  
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EXPLAINED: Sources of returns for 

equities, bonds and property 
In the third edition of our “teach-in” series, “Explained” 

we outline how returns are derived from three key 

asset classes: equities, bonds and property. 

We invest to earn returns 

The primary reason why we invest is to generate 

returns on our investment (wealth creation), whilst 

managing the risk that comes with investing. The total 

return of an investment, is a measure of an actual or 

estimated net gain or loss over a period, given an initial 

investment cost. 

Prior to making an investment it is important to assess 

the sources that contribute to its return. By doing so 

we can assess the return potential of different 

investments and their associated risks.  

Sources of returns for each respective asset class are as 

follows: 

 Equities: the growth in earnings + dividends

received + the change in the market value of the

business.

 Bonds: coupon payments received + the change

in the market value of the bond.

 Property: the growth in earnings + dividends

received + the change in the market value of the

business.

Over long periods of time, dividends, earnings and 

coupon payments tend to be the more stable 

contributors to returns. 

Risk-return profiles differ across each asset class: 

 Equities are high return and high-risk asset class.

This is the case given the higher volatility in

earnings growth and lower dividend payout

ratios relative to property.

 Bonds are a low return and low risk asset class.

There is a guaranteed return if held to maturity,

provided the issuer does not default (rare). 

There is no earnings growth component of 

returns. Bondholders get first right of 

preference over equity and property investors 

in a liquidity crisis. 

 Property is a hybrid asset class lying between

equities and bonds. Given a similar yield to

bonds, that yields a real return and expectation

for dividends to grow.

Sources of returns for equities: earnings 

growth, dividends and valuation changes 

An equity investment is a share of ownership in a 

business. For instance, this could arise from owning a 

share or shares in a financial, resource or industrial 

company. 

In the first edition of “Explained” included in the first 

quarter 2019 edition of “Perpetua Perspectives”, we 

touched on the three sources of equity returns. As 

outlined in that article, 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. This is shown diagram 1. 

Diagram 1: Sources of investment returns for equity investments

Earnings growth 

This is the growth in the earnings base of a company in 

a given period. Companies that can generate higher 

returns on their invested capital base are able to grow 

their earnings base at a faster rate relative to companies 

that generate lower returns on invested capital. It is for 

this reason that aside from macro factors (i.e. GDP 

growth), capital allocation plays a key role in a 

company’s ability to grow earnings. 

Dividend 

The amount of dividends a company can pay is a 

function (i.e. percentage) of its earnings base. This gives 

rise to a company’s dividend yield. The dividend yield is 

the ratio of a current or expected dividend as a 

percentage of the current or estimated share price.  
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The dividend yield tends to be steady over time. 

Generally, firms that pay out a higher proportion of 

their earnings in the form of dividends have higher 

dividend yields.   

Valuation (PE) changes 

As mentioned, the PE ratio, measures the value the 

market assigns to each unit of earnings. This is the 

multiple investors are willing to pay for an anticipated 

stream of earnings. 

Over the long-term (10 to 20 years) the change 

(increase vs decrease) 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 don’t 

earn). The market is usually willing to pay a higher PE 

multiple for companies that grow at a faster rate than 

slower growing companies. 

Sources of returns for bonds: coupon 

payments and valuation changes 

Bonds are fixed income instruments that are in the form 

of a loan granted by a bondholder (investor) to a 

borrower (issuer). Bonds are issued by various 

institutions in the public and private sector. 

Bonds guarantee a ‘fixed return’ if held until maturity, 

provided the issuer does not default. At the outset, 

most bonds make regular coupon payments that are 

either fixed relative to a variable interest rate or at a 

specified interest rate. The principal is then either paid 

during the term of the loan (amortising loans) or on a 

pre-specified maturity date. As a result, bonds generate 

returns from two sources (diagram 2). 

Diagram 2: Sources of investment returns for bonds

Coupon payments 

A coupon is the payment an investor receives (i.e. 

quarterly, semi-annually, or annually) until the maturity 

of the bond.  For example, a bond with a par value (face 

value of a bond) of R100, and an annual coupon rate of 

8%, will make one coupon payments a year of R8 to the 

investor until the bond matures. A bond purchaser sets 

coupon payments based on market interest rates at the 

time of issuance, the credit quality of the issuer and the 

time to maturity of the bond.  

Valuation changes 

A bond’s price has an inverse relationship to market 

interest rates. If over time, market interest rates 

decrease, the value of the bond will increase and vice 

versa. Consequently, a bond sold before maturity will 

most likely be sold at a premium (discount) to its 

purchase price if rates fall (rise) after the bond is issued. 

However, as a bond moves closer to maturity, its price 

moves closer to its par value.  

For investors that hold a bond from the issuance date 

up until maturity, the return they will generate over the 

entire term of the loan is fixed (i.e.  = coupon payment 

+ repayment of principal). Under this scenario, there is

no opportunity for investors to generate additional

returns through valuation changes, as is the case with

equities.

In effect, bond investors forgo additional upside 

potential for increased downside protection. For 

instance, in circumstances where institutions face a 

liquidity crisis, fixed income investors will get first 

preference relative to equity and property investors 

(shown in diagram 3). 

Diagram 3: Repayment hierarchy in a liquidity crisis event 

Source: Begbies Traynor website

Given that bond investors generally only get repaid the 

principal at the end of the loan term, the credit quality 

of the issuer is extremely important. This is due the fact 

that a default on the principal by the borrower 

materially affects the bond investors return profile. As 

a result, bond investors are usually willing to accept 

lower coupon payments, if they view the issuer to be of 

“higher quality” (i.e. lower risk of default). 

Repayment
hierarchy

Secured 
bondholders with 

a fixed charge

Preferential bondholders

Secured bondholders with a floating 
charge

Unsecured bondholders

Equity and property investors
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Sources of returns from property: earnings 

dividend, and valuation changes 

Property investments represent a share of ownership in 

businesses that generate most of their income from 

receiving rent (rental income). Property investments 

have 3 sources of returns as shown in diagram 4. 

Diagram 4: Sources of investment returns for property

Rental income is earned by leasing property to 

commercial (i.e. retail, office, industrial) and residential 

(i.e. housing) tenants for a contractually agreed period. 

Earnings growth 

Unlike in equities, earnings growth (i.e. rental 

escalations) in property companies is usually a function 

of inflation. Consequently, the earnings growth 

potential in property companies is usually lower than in 

equites, but higher than bonds. 

A property company’s ability to increase rentals is a 

direct result of the supply and demand dynamics in the 

area where the property is located. It is for this reason 

that location is critical and why vacancy rates are closely 

tracked – they give an indication of the property 

demand fundamentals in the area.  

Dividend yield 

Listed property businesses typically payout 100% of 

their distributable earnings as dividends and hence, have 

a high dividend yield (income return) which tends to be 

steady over time. 

Valuation changes 
Property prices behave similarly to bond prices as 

interest rates change. In fact, over the long-term 

property returns have a strong positive correlation with 

bonds and a low correlation with equities. As a result, 

their returns are highly dependent on the view on bonds 

(estimated long-term fair bond levels). 

What we want you to remember about 

sources of returns 

The main sources of returns for equity and property 

companies are earnings growth, dividend, and valuation 

changes. However, property companies provide lower 

earnings growth potential than equites, but higher 

growth potential than bonds. This is because the 

sources of return for bonds which are held to maturity 

are fixed to the coupon payment and the repayment of 

the principal. 

Over the long-term period, we would expect equities 

to produce the highest returns, followed by property, 

then bonds. However, we would also expect equites to 

be ‘more volatile’ as the value the market assigns to 

each unit of earnings can vary widely in the short and 

medium-term. 
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DOMESTIC EQUITY 

MULTI-ASSET CLASS 

(Domestic & Global) 
GLOBAL EQUITY 

MANDATE 

DESCRIPTION 

Overview of the 

mandate 

These mandates are both general equity mandates that seek to maximise 
long-term capital growth. 

This mandate invests in a 
combination of South African listed 

equities, bonds, property, 
commodities and cash. The fund 
may invest up to a maximum of 

30% in foreign assets.  

Where the equity selection process 
offers up fewer attractive shares, 
the mandate will seek to increase 

exposure to the other asset classes, 
based on their absolute and relative 
attractiveness to cash. The income 
component is managed in line with 

Perpetua’s valuation-based 
approach. 

This mandate invests up to 100% of 
its assets in a global range of equity 
securities of companies listed on 

stock exchanges all over the world 
that seek to achieve long-term 

capital growth. Up to 50% of the 
fund’s assets may be listed and 
traded in emerging or frontier 

markets. The fund may also invest in 
collective investment schemes. 
Additionally, the fund may use 

financial derivative instruments for 
efficient portfolio management and 

hedging purposes.   

Broad investment 

objectives  Maximise long-term returns by

investing in equities listed in
the South African equity 

market. 

 Outperform the listed South

African market over the long

term. 

 Maximise long-term returns by
investing in equities listed in the

South African equity market. 

 Outperform the listed South
African market over the long
term, but at a lower tracking
error than Perpetua’s True
Value investment approach.

Maximise long-term returns within 
the investment restrictions of a 

prudential retirement fund. 

 Maximise long-term returns by
investing in equities listed in a

global range of equity securities.

 Outperform equity markets

throughout the world.

Stock selection 

focus 
The mandate focuses on stock 

selection that is in line with 
Perpetua’s True Value investment 

approach, which is not benchmark 
cognisant in its construction and 

focuses purely on investing in 
undervalued shares. 

The mandate focuses on stock 
selection that seeks alignment with 

Perpetua’s True Value investment 
approach. However, given its 

tracking error constraints, the fund 

has a benchmark-constrained 
component in its portfolio 

construction. 

The equity component is managed 
in pursuit of the mandate’s 

objective and focuses on stock 

selection as determined by 
Perpetua’s True Value investment 
approach, which is not benchmark 

cognisant in its construction. 

The mandate focuses on stock 
selection that is in line with 

Perpetua’s True Value investment 

approach, which is not benchmark 
cognisant in its construction and 

focuses purely on investing in 
undervalued shares. 
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Institutional 

mandate > 
R50m 

Perpetua SCI 
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