
Investment InsIghts
volume 12: APRIl 2010

1

Re·vIeW
Investment Insights - volume 12
April 2010



Investment InsIghts
volume 12: APRIl 2010

2

tABLe OF COntents

INtRoDuctIoN 2

the mARket DoesN’t lIke uNceRtAINty 4

the vAlue of PeRmANeNce 8

mANAgINg INvestmeNt RIsk IN PRActIce 10

comPetItIve ADvANtAge: busINess As usuAl oRe NARRoWINg the moAt? 15

WozA 2010! 20

the PoWeR of DeDuctIoN  25



Investment InsIghts
volume 12: APRIl 2010

3

IntRODUCtIOn

Dear fellow Investor

As you might know, Re·cm has just celebrated its 7th anniversary. It has been an exciting seven years for us, and we hope 
you are satisfied with the returns we have been able to generate for you over this period. It is perhaps appropriate at this 
time to have a look at the returns of our global flexible fund, which was launched at inception. 

c.a.g.r. since Inception

Re·cm global flexible fund 18.0% (after fees)

Jse All share Index 24.2% (inc. dividends)

All bond Index 9.7%

Property Index 17.0%

cash 8.5%

sA Inflation 5.8%

mscI World (Rand) 8.6% (inc. dividends)

source: bloomberg

In our opinion, the fund has done its job as it has provided investors with a satisfactory real return in excess of 12%. this 
is better than most competing assets, and approaching the returns of the best asset class. It is a fund that encompasses 
everything we do as investors: it is diversified, it buys (and holds) cheap assets and it is managed according to a strong 
risk management process. We will continue to manage your money on these principles, and hope the next seven years 
can approach these levels of returns. 

We are also very proud that our global fund recently won the Personal finance Raging bull award for the best performing 
global equity fund. this fund, managed by Re·cm out of guernsey, has been going for just over three years now, but 
uses the same management principles as we do in our south African funds. We do not place undue emphasis on winning 
investment awards - after all, with investments there is no finishing line. We do however think it proves that our investment 
process and philosophy is transferrable outside the borders of south Africa. And it proves we can compete on equal terms 
with the best in the world, and in so doing, deliver satisfactory returns to our clients. for those of you who have supported 
this fund over time, a big thank you. for those of you who haven’t (yet), take a look, it might be well worth your while. 

over the past few months, we have had some exciting developments, which bode well for the future. one of the main 
developments, which you hopefully have not noticed, is that we have changed the administrators of our funds to maitland 
fund services. to achieve this, our operations team, under the leadership of lynn campbell, has performed heroically. 
It is in the nature of administration that one only notices it when something goes wrong. the fact that this large change 
over happened almost surreptitiously, is a tremendous feather in lynn’s and her team’s cap. thank you, lynn! We think 
the change over to maitland will enable us to make significant changes to the ease with which you are able to interact 
with us in future.  

secondly, we have expanded our offshore presence to sydney, Australia where we have set up a fully fledged office and 
are shortly due to launch an Australian equity fund. many thanks to chris boehmke who has bravely ventured forth and 
established our foothold there, along with one of our founding shareholders, Werner stals. We look forward to chris’s 
continued input into our global process, as well as the stock selection process for our local Australian fund. he has 
contributed the first article in this quarters review, which deals with a very undervalued Australian company, as well as 
an interesting twist on dividends in that market. 

the third exciting development is our intention to list an investment company on the Johannesburg stock exchange, 
probably some time during may. It will be managed by theunis de bruyn, a founding shareholder of Re·cm – and principle 
of calibre capital – as well as Wilhelm hertzog, one of our leading fund managers here at Re·cm. Wilhelm has come a 
long way since joining Re·cm three years ago, and his management appointment is recognition of this fact. In the second 
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article, we explain the rationale behind the listing. Wilhelm has managed a similar pilot fund internally over the past 
two years, and we have all been very impressed with the significantly positive returns he generated over a very volatile 
period. once we have final approval from the regulatory authorities, we will be communicating in more detail with you. 

In the third article, we (again) try to explain our investment process and philosophy, and how we use them to manage risk 
in your portfolios. for long-standing clients, this might seem like repetition, but we think it can never be repeated often 
enough. In our view, there is too much false science behind industry standards of risk management – which inevitably 
lead to unsatisfactory results. In this article, we explain what we do and how we do it, and how it differs from what is 
accepted as standard practice. for new and prospective clients, it is very useful to understand these basic principles. As 
usual, we welcome any feedback, questions and criticism. We aim to improve our processes continuously, and feedback 
is one of the tools that enable us to do so. 

In the fourth article, we look at an important element of investing in the common stocks of companies, the existence 
and duration of a competitive edge, or a barrier to entry. We find that many companies have very low barriers to entry, 
or barriers that decline over time. We also discuss a couple of recent examples which highlight this issue, as well as the 
importance of taking cognizance of this when performing valuation work. 

In the final two articles, we look at two industries which have been in the news over the past while. one, the global fertilizer 
industry, has been the source of massive corporate action over the past year or two. your exposure to this industry in the 
form of omnia holdings is also discussed. We also take a look at the global construction industry, specifically at one of the 
darlings, murray and Roberts (to which you had, and continue to have, no exposure). the article discusses how the market 
can get carried away with a theme or a story, and how company management reacts to these situations.

As always, good investing!

Piet viljoen
executive chairman, Re·cm
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the mARket DOesn’t LIke UnCeRtAInty
 

Lady: you go for a swim this morning?
Old man: nah.
Lady: I normally go at five but not today because of the rain.
Old man: Ah…
Lady: I went to the races yesterday.
Old man: you win anything?
Lady: nah, no luck.
Old man: Ah…
Lady: What do you think is going to happen to telstra?
Old man: to what?
Lady: to telstra. everybody’s jumping ship, nobody needs copper anymore, they’ve got wireless, it’s going the way of the 
dinosaur.
Old man: Ah.

Overheard at a bus stop on new south head Rd, Double Bay, sydney.

A newcomer to the Australian market soon observes that most Australians are hell bent on watching their wealth 
increase, one way or another. Accumulation and investing for retirement have become second-nature which is certainly 
commendable. While the government has encouraged this attitude with their compulsory savings rules, can this alone 
account for widespread interest in the stock market, term deposits, residential property and, indeed, gambling?

As property and gambling are big enough subjects here for several articles each, let us turn our attention rather to a 
business that has defied its owners’ expectations of growing capital, and given them grey hairs instead. the company 
in question is telstra, and in evaluating the uncertainties currently plaguing its share price, we’ll use the opportunity to 
discuss a curious tax rule known as dividend imputation and its bearing on realized dividend yields. Regular readers 
of this publication will recall our preference for dividends and so we will take note of the tax implications for local and 
foreign investors in telstra alike.

Chart 1: telstra share price since listing

source: thomson Reuters Datastream
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Albeit tongue-in-cheek, the opening dialogue illustrates the dilemma faced by the many mom and pop type shareholders 
that participated in the privatization of the incumbent Australian telephone company. here is a brief overview of events 
which have construed to ensure telstra is one the most unpopular stocks in this market. After years of debate, in late 1997, 
the government sold 33% of telstra to the public at A$3.20 per share, netting A$14bn. In late 1999 with the tech boom 
taking hold, a second smaller tranche of 16% was divested at A$7.40, netting A$16bn. After peaking near A$9, the share 
price declined to between A$4 and A$5 until 2005 when it declined rapidly to multi-year lows. In 2006, the government 
again sold 34% of telstra at A$3.60. Note that at the time, a persuasive argument given by the government to the public 
was telstra’s guided fully franked (more on this later) dividend of 28c, which put the share on an attractive yield. 

Presently we have a share price flirting with A$3.00. bottom line: the government is sitting pretty having exited at a 
grossed up 20% premium to the current market value, and many seriously disillusioned shareholders have all but given 
up on capital returns on their investment. 

All that is water under the bridge, but nevertheless a grim prelude to the current state of affairs. the government has 
unveiled an ambitious new plan to install the National broadband Network (NbN), a (for now) government owned 
enterprise that will deliver nationwide fibre connectivity to 90% of Australian homes. the estimated cost of this project 
is a very uncertain, but nonetheless massive, A$43bn. unknown is whether it would be able to earn an economic return 
on this cost. that it likely cannot is supported by the fact that the government is locked in negotiations with telstra to split 
off its copper access network and sell it to NbN. this is logically beneficial to NbN as it would be substantially cheaper 
to utilize telstra’s existing infrastructure to lay its fibre rather than dig up every street. more importantly, without telstra’s 
ADsl and voice customer base, there would be little market for NbN’s product. 

hence, there is much hype around putting a value on telstra’s copper network, with the prevailing belief being that telstra 
will get a raw deal regardless. Again this is supported by the aggressive power play employed by the regulator, which 
is trying two tactics to get its way. firstly, it is pushing for legislation that will force telstra to separate its wholesale and 
retail operations, effectively a forced sale to NbN. secondly, it is threatening to deny telstra from competing in upcoming 
4g mobile spectrum bidding rounds, should it refuse to comply. Another potential condition is that telstra must divest its 
fifty percent stake in Australia’s dominant pay-tv operator, foxtel.

to make things worse, the December interim results showed a decline in usage and revenues from the PstN (copper) 
network. It is widely understood that telstra’s management is not in a strong position when it comes to selling its fixed 
line business. you would be right to be feeling ill at ease right now. effectively, the government has offloaded telstra 
to the public, only to use its legislative powers to coerce the firm into delivering its most profitable assets back into 
government’s hands – in other words to NbN.

Now that you have the general idea, let us look at the numbers, and gauge just how concerned one needs to be about 
all this uncertainty. And, for interest’s sake, see how telstra compares to its equally unpopular counterpart and Re·cm 
holding in south Africa, telkom.

the following metrics in table 1 make use of enterprise value (ev) which, by summing market capitalization and net debt, 
allows us to compare two companies with grossly different capital structures. As you can see, telkom is far less geared 
than telstra, having recently used the proceeds of its sale of vodacom to reduce its debt. the only major difference in 
business structure is that telstra is also the dominant mobile operator in Australia, having completed several years of 
capital investment in its 3g network. stripped of its mobile partner vodacom, telkom is only now starting to build its own 
mobile capability from scratch. so while telstra has minimal reinvestment requirements, telkom’s free cash will be tied 
up for several years. It is perhaps the market’s little faith in the reinvestment decisions of telkom’s management that is 
reflected in the low rating currently assigned to its shares, which are trading on substantially lower multiples than telstra’s. 
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table 1: Comparison of metrics – telstra and telkom

telstra telkom

capital structure Net Debt / equity 1.3 0.3

Net Debt / ebitda 1.5 0.9

market Rating Price / book value 3.1 0.5

ev / ebit 8.5 5.0

ev / sales 2.2 0.7

A$m Rm

Quantifying uncertainty enterprise value 55,996 27,290

free cash to holders of Debt & equity 5,042 4,275

cash yield 9.0% 15.7%

growth implied in market price 0% -3%

In the lower half of the table you can see from the cash yield that either telkom is substantially cheaper, or that its future 
growth is likely to be much lower than telstra’s. using an estimate of the cost of capital, one can get an idea of the 
growth being priced into these companies’ futures by the market. bear in mind these are nominal rates, so the market 
is effectively discounting significant real declines in both these businesses. It is common knowledge that traditional 
fixed line voice telephony is a dying business; the question is really the pace of this decline. either way, on these yields, 
it would appear that shareholders receive adequate compensation for the inherent risks in both companies, even if the 
market’s low expectations materialize. telstra is currently paying out nearly all its free cash flow as dividends, and hence 
its dividend yield is very close to the above cash yield. 

the interim results presentation by telstra management included a passing comment about the company’s franking 
account running low. this would impede their ability to pay fully franked dividends in the future. this received some 
negative attention in the media and to understand why, we must briefly explore this practice. Dividend imputation or 
‘franking’ is a method of taxing distributions from corporate profits at the shareholder’s marginal tax rate, rather than at 
a flat rate at company level. the mechanism by which this is achieved makes for additional considerations for investors. 

essentially, corporate entities keep track of a separate franking account, which tallies up franking debits and credits. should 
a company with 100 shares in issue earn A$100 and pay tax to the Australian government at the statutory company tax 
rate of 30%, it would simultaneously record a credit of A$30 in its franking account. this is not real money, just a record. 
With A$70 free for distribution, it could choose to distribute some or all of its A$30 of franking credits as well, which would 
be recorded as a franking debit. 30c in franking credits distributed with a 70c dividend is an example of a fully franked 
dividend. 

having in the past paid more or less tax than the statutory 30% will have a large bearing on the ability of companies to 
attach franking credits. In particular, the retained earnings of offshore operations which pay tax to foreign governments 
(where there is no double tax treaty) will not be attributed franking credits from the Australian tax office. In other words, 
companies cannot always attach franking credits to foreign earnings distributed in Australia. In the case of telstra, which 
has largely domestic operations, its reason for skirting close to a zero balance on its franking account is due to its paying 
out most or all of its earnings as dividends. Reducing one’s payout ratio is the surest way to boost one’s franking account.

to continue with our example, a holder of 1 share would receive and record as income, A$0.70 in dividends plus A$0.30 in 
franking credits, so A$1.00 in total taxable income. Now, assuming the shareholder in question has the highest marginal 
tax rate of 45%, he will owe A$0.45 in tax. however, as the company has already paid A$30 on all shareholders’ behalf, he 
is now allowed to deduct his A$0.30 per share franking credit from his tax payable, so that now his remaining liability is 
only A$0.15. this means his dividend income is taxed at an effective 21.4% (A$0.15/A$0.70). 
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the same logic applies to a shareholder whose marginal tax rate is lower than the company tax rate of 30%. A person 
paying tax at 25% would owe an initial A$0.25, but deduct credits of A$0.30 so they would end up with a (refundable!) 
tax receivable of A$0.05. this lower marginal tax payer actually receives a post tax dividend of 80c per share! It should 
be easy to see from this that after tax dividend yields can be either more or less than stated pretax yields, depending on 
one’s circumstances. 

In considering the investment merits of telstra stock for global clients, note that these franking credits would flow straight 
through a trust to the unit holder. As a foreign investor, however, you are essentially taxed at 30%, which means that fully 
franked dividends are not taxed, and less than fully franked dividends subject to withholding tax.

table 2: effects of changes in franking level on after tax dividend yield for different marginal tax rates

telstra share Price 3.10 Dividend yield 9.0%

Dividend 0.28 term Deposit 6.0%

unfranked  fully franked

% of franking 0% 50% 100%

Dividend (A$) 0.28 0.28 0.28

franking credits (A$) - 0.06 0.12

total taxable Income (A$) 0.28 0.34 0.40

Post tax Dividend yield 

- marginal Rate 45% 5.0% 6.0% 7.1%

- marginal Rate 30% 6.3% 7.7% 9.0%

- marginal Rate 20% 7.2% 8.8% 10.3%

equivalent term deposit (pretax) 9.0% 11.0% 12.9%

table 2 shows the after tax dividend yield on telstra to three brackets of tax payer. you can see the extent of the benefits 
accruing to a lower marginal tax payer and how these benefits erode as the level of franking reduces. telstra shareholders 
have long been used to fully franked dividends and hence the prospect of a decline in future franking credits has 
implications for the yields they will receive.

however, even a substantial decline in franking levels will give, for all tax payers, a realized yield greater than that 
available after tax from term deposits. of course the prospect of permanent capital loss on a term deposit is all but absent, 
but from the metrics shown earlier it appears that this is not a major risk in telstra stock either. 

certainly the prospect of government intervention is cause for alarm, but it is that very alarm which is necessary for the 
market to misprice assets. both telstra and telkom may well be correctly priced given the level of prevailing uncertainty, 
but that is a dire outlook indeed. only a few things need go right to be more than adequately rewarded as a shareholder. 
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the vALUe OF peRmAnenCe

“…being understated, cost-cautious and competent are not such terrible ideas in a sometimes over-hyped financial world.”
John newlands, head of Investment trust Research at Brewin Dolphin, quoted in Financial times fund management, 8 march 2010

We are in the process of establishing a Jse-listed, closed-end investment vehicle1, by the name of Re·cm calibre. Re·cm 
calibre is a joint venture between Re·cm and calibre capital. calibre capital was established at about the same time as 
Re·cm. It is headed by theunis de bruyn, one of the founding shareholders of Re·cm. Whereas Re·cm has always focused 
on value investing in the context of listed assets, calibre has been practising value investing in the realm of unlisted 
assets, directing its attention specifically towards buying fairly small, owner-managed firms.

Regular readers may well be wondering what Re·cm is doing launching what is essentially a new fund, as we have decried 
the product proliferation so prevalent in the investment management industry in the past. After all, with a balanced, sA 
equity and global equity fund, we have been quite happy that we can cater for most long-term investors’ needs. there are 
two primary reasons why we believe Re·cm calibre makes sense:

1. Long-term value investing is best practised within the most flexible vehicle. Re·cm calibre is that vehicle. even 
in a flexible collective investment scheme like the Re·cm global flexible fund, there are numerous regulations 
prohibiting or limiting investments in certain assets, or preventing the exploitation of certain types of opportunities. 
In Re·cm calibre there are almost no constraints on the type of investments we may access for our clients.

2. A closed-end fund provides an investment manager with permanent capital to invest. Permanent capital is a huge 
advantage when it comes to investing, because it allows us to extract premiums for illiquid investments. because 
clients in an open-ended investment fund like a collective investment scheme can withdraw their capital at any point, 
the manager of the fund must ensure that there is always sufficient cash or liquid securities (like large, more liquid 
stocks) in the fund to be able to meet sudden withdrawals from clients. the manager of the fund guarantees liquidity 
of the units. because most investors value the ability to access their money at short notice, they are willing to pay a 
premium for this liquidity, thereby driving the prices of more liquid investments up. this provides higher potential 
returns for those investors who are willing to invest in more illiquid assets.

the permanent capital and flexibility of Re·cm calibre will allow us to pursue the most attractive investment opportunities 
we can find for clients, regardless of the liquidity or legal structure of those investments. 

calibre capital has over the last seven years typically bought control of, or significant shareholding in, small businesses 
at very attractive prices, and has achieved exceptional investment returns as a result. these are opportunities that we 
cannot currently pursue for clients, but which we will be able to pursue in Re·cm calibre.

similar “unexploitable” opportunities have arisen in the public markets over time but in a different guise. A good example 
of this was the bubble in government bonds that occurred late in 2008 and early in 2009, when yields plummeted as 
investors around the globe fled to the ‘safety’ of what were then still considered to be risk free assets. exploiting the 
mispricing in such a bubble requires the ability to sell short – something that very few institutional investors may do. by 
selling government debt short, one was effectively able to borrow money at (very depressed) risk free rates of interest. 
Access to such cheap funding is a source of competitive advantage when it comes to investing. short selling goes hand 
in hand with substantial risk, but when conducted in an appropriately conservative fashion, with the requisite belts and 
braces, it is another tool giving an investor scope to pursue a wider set of opportunities.

Within Re·cm, we have also had the experience of investing in one or two small deep value situations, where we subsequently 
saw lenders stepping in ahead of equity investors to provide relatively small amounts of finance for significant collateral. 
these lenders then walked away with assets worth multiples of the loans they made when the business subsequently 
went under due to short-term liquidity problems. extending these types of loans is not something one can readily do in a 
collective investment scheme or other regulated fund. In Re·cm calibre we will face no such constraints.

1. A closed-end fund is a fund with a fixed number of units in issue, like a company with a fixed number of shares in issue. Investors who want to cash in 

their investment have to sell to another investor, the management company does not redeem units for cash.
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this type of “asset class arbitrage” – between listed and unlisted assets, or between debt and equity – is something that 
buyers of control of listed businesses (management, private equity investors, etc.) can often exploit. most institutional 
investors are easily placated into selling an asset at low prices by offering a modest premium to prevailing market 
prices. knowing this and knowing that most investors cannot follow them into ownership of an unlisted asset, these 
buyers of control are in a strong bargaining position when it comes to negotiating ownership of an asset with minority 
shareholders who see much greater value in the asset than the price on offer. If one has the ability to convert from owning 
an asset in its listed form to its unlisted form at will (or from for example debt ownership to equity ownership, and visa 
versa), a completely new world of opportunities opens up relative to that faced by most regulated or mandated investors. 

In the article from which the opening quote was taken, the author was writing about the u.k.’s investment trusts, which 
are listed, closed end investment funds similar to Re·cm calibre. the author makes the point that the ability to invest in 
illiquid assets (like the North sea oilfields when they were first discovered), coupled with low management fees, have 
allowed them to perform better for their investors than open-ended funds over long periods. 

the only management fee Re·cm calibre will incur is a flat fee of 1% of total assets. similar listed vehicles tend to 
charge a fixed fee of between 1% and 2% of net assets, plus a performance fee (often without any performance hurdle). 
clearly, Re·cm calibre’s management fee is very low in the context of both similar listed vehicles and other actively 
managed investment funds. however, we believe that is how it should be: because clients cannot withdraw their money 
in aggregate (they can of course sell their interest in the fund to another investor), the manager of a closed-end fund is 
basically assured of earning his or her fee in perpetuity. As a quid pro quo, the fee should be low.

so in summary, Re·cm calibre is a low cost vehicle in which we will be looking to exploit opportunities in those areas of 
the capital markets that are less accessible to mainstream investors. 

We will only ever launch a new fund if it is something that we believe makes sense to invest our own capital in. Re·cm 
and its directors and employees will be investing a substantial amount of money into Re·cm calibre. As usual, our goal 
is to grow our own capital alongside that of our clients.
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mAnAgIng Investment RIsk In pRACtICe

In this article, we aim to explain how we manage investment risk at Re·cm. We will not use any complicated mathematical 
models, or greek letters, but we will hopefully leave you with a risk management framework that is actually useful.

Defining investment and defining risk
before we can even start to delve into how one manages investment risk, we need to answer two questions. 
1. What is investment?
2. What is risk?

Investment is the long-term ownership of businesses
We define investment as the long-term ownership of businesses that gradually grow their intrinsic value by producing 
goods and services that consumers need. In doing so, business adds value to our society, and increases investor wealth. 
It is perhaps easier to understand investment if we contrast it with its opposite, speculation. speculation is all about 
short-term trading of financial instruments as opposed to holding instruments for the long-term. When you speculate, 
you focus on pieces of paper, not real businesses. When you speculate, you believe that prices, as distinct from intrinsic 
or business value, will rise. speculation is based on the expectation that the prices of the stocks you select will rise faster 
than those you don’t, as the expectations of other market participants rise to match your own. It is the classic keynesian 
beauty contest, where the judges have to decide who all the other judges will think is the prettiest girl instead of focusing 
on who they think is the prettiest girl. In fact, keynes defined investment – he called it enterprise – as “forecasting 
the prospective yield of an asset over its entire life”. he defined speculation as “the activity of forecasting the market”. 
speculation, by its very nature, is a zero sum game. After costs, it is a negative sum game, i.e. society is worse off. the 
recent tax payer funded bail out of the casinos masquerading as investment banks has made this very clear, despite the 
rapid onset of memory loss, when bonus time came around again!

Risk is a permanent loss of capital
When trying to identify an object or process, such as risk, a process of elimination is sometimes useful. Risk in the 
investment world is not: 

•	 Periodic underperformance of a benchmark or a peer group. It is not guessing the wrong winner at a beauty contest. 
What is perceived as risk actually just boils down to envy, one of the seven deadly sins. (And as an aside, the only one 
with no possible upside for the sinner!)

•	 so-called volatility, or the rate and extent at which market prices move up or down. When people talk about volatility 
or underperformance, they are not talking about risk; they are talking about how other people’s perception of reality is 
changing. It is impossible to manage the risks posed by these ever-changing perceptions. 

Don’t lose money; it is very hard to make up losses
compounding is one of the wonders of the world. to understand the effect of a loss of capital, one needs a firm grasp 
of the power of compounding. below are three outcomes that three different investors have achieved. If you add up 
their nominal annual returns, it appears that although the one has had a bumpier ride than the other, the outcome has 
eventually been the same. but nothing could be further from the truth. If one works out the compound returns earned 
by each investor they are amazingly different. If each fund starts with a million Rand, and the same three year cycle is 
repeated three times, over a nine year period, fund 3 ends up with almost a million rand more than fund 2! the lesson is: 
don’t lose money; it is very hard to make it back. Risk can thus be defined as the permanent loss of capital. 

year 1 year 2 year3 C.a.g.r. money terms, 9 yrs

fund 1 0% 30% 0% 9.1% R2,190,000

fund 2 30% -30% 30% 5.8% R1,661,000

fund 3 10% 10% 10% 10.0% R2,358,000
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the risk equation
Now that we have defined risk, we can set up an equation to help us manage it. 

Risk = (amount of loss) x (probability of loss)

As humans, we tend to frame our choices in terms of the probability of success
unfortunately, this formula leaves little for the quantitative analysts to get their teeth into. As you can see, it contains no 
higher maths, no correlations, no co-variance matrices, and definitely, no second order derivative functions. however, it 
helps us frame the problem of risk management in the right way. for example, if you frame the lottery in this way, you 
will quickly see that the risk is close to a 100% loss. I.e. the amount you will lose is 100% (the cost of your ticket), and the 
probability of losing is almost 100%. 

however, the lottery effect, as we call it, spurs many people on to do exactly the wrong thing with their money. they read 
about a lottery winner in the newspaper, and think – hey, I can do that too! but you never read in the newspaper that 30 
million people lost money on this week’s lottery. We do not naturally frame our situations in this negative way. zvi bodie, 
who is a professor of management at boston university, says: “everybody frames their choices in terms of the probability 
of success; this guides choices in the direction of the riskiest investments.”

When you consider risk, consider the axe, not the bowl of food
framing your risk management strategies correctly can be illustrated by the following story: A farmer selects a nice turkey 
in the spring to fatten up for christmas dinner. It gets put in a cage, and every day, the turkey gets a great bowl of food. 
the turkey comes to expect a nice bowl of food every morning when it wakes up. Instead of trying to escape from its 
cage, it just looks forward to feeding time every day. It has framed its problem in a positive way; not considering the risk 
that one morning, instead of walking in with a bowl of food, the farmer will come walking into the cage with an axe and 
chop its head off. to manage investment risk, we need to consider the possibility of the axe; and not the possibility of the 
bowl of food. 

maximize areas where you have control and minimize areas where you have no control 
the essence of risk management is about maximizing your efforts in areas where you have control, and minimizing your 
efforts in areas where you have no control. In the turkey example, the turkey has no control over whether it receives a 
bowl of food or an axe. It does control whether it is in the cage in the first place. If it had framed its problem in terms of 
the risk of loss (i.e. the axe), instead of the positive outcome (i.e. the bowl of food), it might have tried to escape. 

Pascal’s wager was the origin of probability theory in the early 17th century. he concluded that it was better to live your 
life as though god existed, even if there were no proof, because the downside to not doing so was so great. In this way, 
he helped us to frame the investment problem correctly! We have no control over whether god exists or doesn’t – but we 
can control the way we live. similarly, in investment, the focus of risk management should be on what we may control. 

We control:
•	 the price we pay for an asset, i.e. how high or low we set our expectations
•	 how often we transact 
•	 the cost of those transactions

As charlie munger says, “low expectations lead to a happy life, as one is often positively surprised.” Another way of 
saying this is that if you pay a low enough price when you invest, good things happen! this provides another clue to 
managing investment risk. 

experience vs. expectations 
A widely ignored rule of managing investment risk is that your risk is highest when you have had the best experience. 
Just like the turkey, which grew very comfortable with his morning bowl, and ignored the growing risk of decapitation, 
investors seem to take on more risk when it is increasingly dangerous to do so. As prices rise, investors tend to get more 
comfortable, and increase their exposure. this is irrational because, as keynes said, the value of an investment is its 
yield over its entire lifetime. stock prices are simply an attempt to forecast that yield. the higher prices go, the higher the 
expectations and therefore the expected yield. At some point, even a small disappointment in the actual yield will serve to 
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cause prices to come tumbling down, as investors reassess their forecast of future yields. Just like the turkey, what looked 
like a fantastic thing yesterday, suddenly looks like a disaster today. unfortunately quantitative analysts with models that 
incorporate lots of higher maths aid us in this irrational assessment of risk. they calculate all sorts of numbers based on 
very complicated formulas to describe risk in investment portfolios. 

the problem with all these so-called ‘risk metrics’ is they miss one very big thing: they are based on history and historical 
correlations and outcomes. We are lulled into a false sense of security because very smart people, who dress in power 
suits and have massive spreadsheets, tell us we don’t need to worry. We propose that you build a counterweight to one’s 
natural tendency, and the unquestioning market practice, of basing expectations of the future on recent experience. 

the feeding chain between investors and the increase in intrinsic value has lengthened 
the growing trend to falsely quantify the so-called risks faced by investors has lead to a massive feeding chain, which sits 
between you, the investor, and the increases in intrinsic value that your investments in business should deliver to you. 
these eat into your returns, and do not deliver much value. 30 years ago it was just the fund manager, now it stretches 
from the fund manager through various types of consultants and advisors to complex product factories and fund factories. 

this is a socially undesirable activity; an unintended consequence of dominance of ‘higher maths’ over common sense. 
the ‘feeding chain’ overly complicates matters, and in so doing, extracts excess economic rent. It is no accident that the 
global financial services industry has grown to its current size and influence. the gains to the industry are, taken together, 
a loss to society. What one should realize as an investor is that the returns generated by this complex of intermediaries 
are a net deduction from what is rightfully yours: the gradual increase in intrinsic value that business delivers. fund 
management is different to, say, the medical profession, where you pay a doctor to cure you, and after the transaction, 
both parties are better off – one has cash and one is healthy. 

zvi bodie again puts it very well: “It seems our idea of financial literacy is to transfer risk from the corporate sector – the 
investment industry and finance professionals – to the consumer. It’s a type of fraud.” 

to be sure, some parts of the chain are necessary, and even beneficial, like solid advice and sensible fund management. 
however, if you can cut out a large portion of the feeding chain, you will receive a direct commensurate increase in 
returns, without taking on additional risk. In fact, you might even reduce your risk, as the conventional metrics on which 
many in this chain base their advice is flawed. like the medical profession, financial services professionals should take 
a hippocratic oath: first, do no harm. Why don’t they all have this motto? faulty science leads them to believe they are 
doing no harm.

Focus on doing the right things and the right results will follow
Another very useful tool in risk management is to focus on process over outcome. If you have ever seen a rugby team 
train, you will have noticed that they never practice scoring tries. their practice sessions consist of set routines, which they 
drill repeatedly. Assuming that the drills are sensible, they are applying a process from which a positive outcome – tries 
- will eventually arise. If the team tried to practice scoring tries, they would not get very far in real matches. In financial 
markets, investors give too much attention to the outcome (short-term return numbers, nonsensical risk numbers, etc.) 
without gaining any insight as to the process that gave rise to the numbers. 

Repeatability is the cornerstone of risk management. 
If you see a surfer out in the ocean catching a great wave while there is a shark in the water, a single outcome (catching the 
wave) is good. this may not mean the process is good because the shark may eat the surfer the next time. because there 
are so many unknowns, outcomes can be diverse. If you follow a good process, you should be able to make repeated 
attempts and avoid a big loss. 

We can explain this important aspect of risk management with the example of the following thought experiment. 

A croupier offers you 100 to one odds on red coming up on the roulette wheel. In other words, on a fifty-fifty bet, he is 
prepared to pay you 100 times your money. this sounds like a fantastic bet, so you put all your money on it. unfortunately, 
black comes up (it has a 50% chance of doing so!), and you have to walk home. What did you do wrong? you controlled 
the price (i.e. the odds) but you did not control the size of your position. your process was not repeatable. 
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Our main risk management tool is our investment philosophy
An investment philosophy defines what you do and what is important to control; and the investment process defines how 
you apply the philosophy in practice or how you are going to control it. the important thing is that the philosophy has to 
make sense, and you need to apply the process consistently. 

At Re·cm, our philosophy is based on value investing. specifically, we believe our edge lies in buying – and holding - 
cheap, good quality companies.

It follows from our philosophy that we aim to control:

1. the price we pay for a business.   
We build a wide margin of safety into our valuation work, so that if we are wrong (a potential outcome) or if an arbitrary 
catastrophic event happens (a likely outcome, given enough time) our downside is limited. We aim to minimize losses. 

2. the type of business we acquire.   
We focus on good quality businesses – i.e. businesses that have moats around them, which protect their profitability. 
businesses with moats around them have less competition and thus have a superior ability to grow their intrinsic 
value. this is another protection against loss: for even if one pays too high a price, the intrinsic value of a good quality 
business has the opportunity to grow into its price. your returns will be low (because you paid too much) but the risk 
of catastrophic loss is contained.

We build our investment process around risk management
1. We use checklists to see whether a particular potential investment has what we are looking for. Just as an experienced 

pilot runs through a checklist prior to each take-off – even though he might know the process by heart – it helps 
seasoned investors to use a checklist. this avoids the many pitfalls that human emotions bring to the table. 

2. We take great care in our position sizing – we want to be able to apply our process repeatedly, and not be wiped out 
by the ‘big one’. the risk measures we use are:

•	 Quality 
the better the quality of the company, the bigger the position.

•	 popularity 
the less popular the company, the bigger the position. 

•	 Cyclicality 
the lower down in its particular business cycle a company, the bigger the position.

these ‘sizing’ tools have little to do with how cheap an investment actually is. they tell us how risky an investment is. 
for example, if a stock is very cheap but very popular, we will have a smaller position, because you never know when 
the collective consciousness of the market might decide to get out – or, it might even be cheap for a good reason that 
we have not been able to identify due to groupthink. these are both real risks in terms of losing money, which dictates 
a smaller position. so, we generally find ourselves in a position where the largest positions in our portfolios are not 
necessarily the cheapest, but the lowest risk among a set of cheap stocks. 

each time you trade, you introduce uncertainty 
We do a lot of waiting because active trading poses it own set of risks. each decision you make is loaded with uncertainty. 
the more decisions you make, the more uncertainty you introduce into the portfolio, and the bigger your risk of loss 
becomes. As Pascal said, “All man’s miseries stem from not being able to sit still in a quiet room.” 

In fact, we think our ability ‘to do nothing’ is a strong competitive advantage. to understand this, contrast the opposing 
fortunes of the large investment banks with their football field-sized trading rooms, filled with hundreds of traders 
screaming orders over multiple phones, and that of Warren buffet. he spends most of his time alone in his office waiting 
for the phone to ring, without even a computer screen telling him what the market is doing. to cut a long story short, one 
of these parties was recently bailed out; the other helped with the bailing out. 



Investment InsIghts
volume 12: APRIl 2010

15

In conclusion 
to manage investment risk you need to define what you mean by both investment and risk. At Re·cm we focus on 
controlling what we can with a sensible and repeatable investment philosophy and process. the science is simple; putting 
it into practice is hard. 
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COmpetItIve ADvAntAge: BUsIness As UsUAL ore nARROWIng the mOAt?

Buffett: “so we think in terms of that moat and the ability to keep its width and its impossibility of being crossed as 
the primary criterion of a great business. And we tell our managers we want the moat widened every year. that doesn’t 
necessarily mean the profit will be more this year than it was last year because it won’t be sometimes. however, if the 
moat is widened every year, the business will do very well. When we see a moat that’s tenuous in any way – it’s just 
too risky. We don’t know how to evaluate that. And, therefore, we leave it alone. We think that all of our businesses – or 
virtually all of our businesses – have pretty darned good moats. And we think the managers are widening them. Charlie?”
 
munger: “how could you say it better?”
 
Buffet: “sure. have some peanut brittle on that one.”

From the 2000 Berkshire hathaway annual meeting

“We suggest the margin of safety concept may be used to advantage as the touchstone to distinguish an investment 
operation from a speculative one.” 

Benjamin graham

every once in a while a news item comes along that makes one sit up and take notice such as the shock announcement 
that kumba Iron ore has decided to rescind its agreement to sell iron ore to mittal steel at cost plus 3%. Another example 
is that hulamin announced that bhP billiton is not only ending the very attractive (from hulamin’s perspective) pricing 
agreement for aluminium, but that they will completely stop supplying hulamin with aluminium.

the consequences of this news are important for the future of the sA economy. two very large and important businesses, 
namely kumba Iron ore and bhP billiton, have decided to end long-standing contracts. these contracts have effectively 
subsidised the competitiveness of a portion of south Africa’s exports, at the expense of the two businesses’ shareholders 
and taxpayers. the two events highlight the difference in time horizons between the capital investment decisions of 
business, which is often very long-term, and government’s efforts to attract investment to meet their own objectives, which 
is often quite short-term. this discrepancy in time horizons always carries the potential to permanently destroy significant 
economic value. Although we have our own views about how government should attract investment (and avoid rent 
seeking behaviour), these are largely irrelevant from an investment standpoint. No one knows how government will act. 

At Re·cm, we spend lots of time thinking about the various arrangements that businesses have, especially for quality 
businesses that generate superior returns because of an advantage. the key is to assess whether and to what degree such 
an advantage is sustainable. In this article we investigate the width of ‘moats’ for various sA businesses, beginning with 
hulamin and mittal. We also consider our approach to protect clients’ capital against negative events.



Investment InsIghts
volume 12: APRIl 2010

17

taking a closer look at hulamin’s competitive position

Chart 1: hulamin operating performance

source: hulamin and tongaat hulett annual reports, Re·cm estimates

chart 1 shows that over the past 17 years hulamin has earned less than 25% of the investment it has made over that 
period. based solely on these poor returns on capital, it is safe to conclude that it is a below average business. 

however, the company is still growing into its capacity and as a high fixed cost business, improved returns should follow. 
the two spikes in capital employed and corresponding down spikes in return on capital in the chart follows from their 
R2.4bn expansion to 200 000 tons in 1998-2000 and a R950m expansion in 2007-2009 to 250 000 tons. but to what degree 
will returns improve?

globally, aluminium rolling businesses have historically generated sub-economic returns on capital, meaning that they 
are worth less than the capital invested in them. they mostly sell commodity products, do not have pricing power, and 
there is excess global capacity. Plants running at only 70-80% of capacity is the norm. the variety of products they 
produce and the range of plant and equipment they require also make it difficult to fill capacity. the different parts cannot 
always be used at once. In addition, certain products are produced as a once-off only and it takes time to re-optimise the 
processes with the different equipment as products and orders change. the transport cost of importing aluminium and 
exporting to customers in far-away geographies is significant and therefore most of the rolling plants in the world sit close 
to an ample supply of aluminium raw material and a large customer base. 

When hulamin listed in June 2007 the investment case, as sold by management, went something like this: the company 
has a strong competitive position due to an agreement with bhP billion to buy aluminium slabs at close to export parity 
(which is the global market price for aluminium minus the transport cost to export it) as opposed to import parity (which 
is the global market price plus the transport cost to import), which is a significant cost saving. hulamin also has lower 
energy and labour costs. Due to these three advantages they are at the bottom end of the cost curve for most of their 
products and can afford the additional cost of exporting their product while still being competitive with global peers. this 
ability to export and their relatively small size compared to the global rolling product market would allow them to fill all 
of their capacity and to fill it with a higher proportion of high value, higher margin products. the reality that china, one 
of their major export markets, was investing in rolling capacity for the first time was not a major concern as it takes years 
to develop orders and to run a plant efficiently. A weaker rand would also enhance hulamin’s profitability. the fact that 
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their supply agreement with bhP billiton expires in 2010 was not a concern as there were other smelters like the one at 
coega (which was subsequently discontinued due to soaring electricity costs) that would be built and an abundance of 
raw material of aluminium in south Africa. At full capacity earnings were anticipated to grow exponentially because about 
70% of costs are fixed...

Wait a minute, stop it there. say that again? the supply agreement expires? the competitive advantage of the company 
expires in 2010?

hulamin may now actually have disadvantages compared to some of their peers.

A summary of their competitive position
•	 No cheap (taxpayer – funded) electricity and therefore no plentiful and cheap supply of local aluminium. In fact 

hulamin either has to import aluminium raw material at an additional cost or build more smelting capacity to make 
the aluminium slabs, which requires yet more capital and as with importing aluminium, increases the cost base.

•	 higher energy costs.
•	 No large customer base in close proximity.

hulamin is a below average business today. Indirectly they admit as much. by targeting a Return on capital employed 
(Roce) of 16%, calculated as operating profit (not net income) divided by capital employed they are effectively aiming to 
be an average company. the return is years away yet very questionable. this raises another interesting question. Was the 
unbundling and separate listing of hulamin a very good capital allocation decision by tongaat hulett? 

protecting against unknowns
how can an investor guard against unforeseen nasty surprises? firstly, thinking about and researching the company’s 
true competitive position, in other words the quality of the business and secondly demanding a margin of safety, is the 
only way to mitigate these risks. 

In addition, we would prefer the managers of the businesses we invest in to think about the company’s competitive 
position and try to protect and strengthen it. then try and allocate capital in a countercyclical, value enhancing way. 
similarly, when communicating with shareholders, managers should enable shareholders to determine the value of the 
company by describing the competitive position and explaining their capital allocation decisions. some managers argue 
that describing a competitive strength is equivalent to sharing a secret which, if it reaches the competition, may ultimately 
eliminate the advantage. We strongly disagree with this view. A competitive strength that can disappear that easily is not 
a genuine advantage.

how do mittal and hulamin stack up on these measures? 

In mittal’s case it is clear that it is their supply arrangement that allows them to earn super profits. this is the main 
foundation for their competitive advantage. before doing anything else, this is what the managers and shareholders 
should be thinking about, all the time. the question stands: did mittal management not manage the contract according 
to the terms and thus gave kumba the chance to act opportunistically? In other words, was the single most important 
factor in the company’s existence not given attention? by not converting its mineral rights it certainly seems that way. or 
alternatively, is it simply a case of government or officials acting in their own self interest and in the process weakening 
the franchise of a strong sA business? Whatever the case may be, mittal’s loss will be kumba’s gain and the value transfer 
from mittal to kumba will be in the region of R20bn, if mittal has to buy iron ore at market prices. the value transfer will 
be permanent. mittal is not so advantaged that it would, like shoprite facing electricity cost increases, simply be able to 
pass it through to customers as mittal is already selling products at close to import parity. this potential weakening of 
their competitive advantage or moat may bring additional attacks on the company. other players will be able to compete 
more effectively if the playing field is levelled and may enter the market. 

It appears, from an article in the financial mail, that mittal knew early on that kumba did not consider the contract 
permanent if mineral rights were not converted by mittal. that the contract was not considered evergreen is undoubtedly 
the single most important piece of information that mittal management could have communicated to shareholders.
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the underlying catalyst in hulamin’s case was rising electricity cost, a major input into aluminium smelting. this type 
of cost increase makes a company like bhP think very hard about which products generate the best relative returns. 
hulamin’s supply agreement had no renewal guarantee and clearly wasn’t a sustainable advantage relative to global 
players. In addition, their history indicates that there was never an absolute advantage i.e. favourable industry economics 
to start with. management of companies with poor economics will almost always struggle to be honest when they 
communicate with the market. they have to promote the company in order to raise financing. to quote buffett: “When a 
management with a reputation for brilliance tackles a business with a reputation for bad economics, it is the reputation 
of the business that remains intact”. these management teams don’t have the luxury of being completely frank about 
the business’ economics. luckily for them they don’t have to be as frank as the market is more focused on next year’s 
earnings than the long-term competitive position of the company. hulamin, of course, presented the economics of the 
business in a positive light and downplayed the expiry of the supply agreement. 

Considering the non-durability of other south African moats
Another example of an agreement gone bad is the past association between sAbmiller and heineken. for decades sAb 
defended their domestic stronghold against foreign brands but distributed Amstel, a heineken brand, in south Africa. 
When heineken exercised their right to end the agreement and to distribute Amstel directly, sAbmiller immediately 
stopped importing and supplying the market with Amstel and launched hansa marzen gold as a direct substitute in an 
attempt to destroy the Amstel brand. since then heineken has built a brewery in south Africa that will supply both Amstel 
and heineken in sA. by distributing Amstel in south Africa and letting the agreement lapse, sAbmiller has unwittingly 
built a very strong brand for a foreign competitor which has given it the confidence to invest in local capacity and take on 
sAbmiller in its own backyard. 

this kind of review is especially important in the case of businesses that earn high returns on capital. the potential for 
significant permanent capital loss exists when such excess returns come to an end and the business is re-valued by the 
market. Why for example does an import distributor like secure Data earn a margin which is more than double that of its 
competitors? the company has the exclusive right of supplying the products of a market leader, trend micro, into Africa. 
Is this advantage sustainable? the risk seems significant. trend micro could easily decide to capture that nice margin for 
itself (as with cisco and Dimension Data) or tender the distribution at a more competitive rate. clearly the bargaining 
power is with trend micro and not with secure Data. management have never discussed this with their shareholders in 
public.

Notable examples of sA companies who have a dependency on key suppliers or customers include the following.

•	 cipla medpro which receives 90% of its product from cipla in India. cipla medpro’s distribution has very little advantage 
over their equivalent, namely the sales representatives of other pharmaceutical businesses who could just as easily 
distribute the products. In fact, Adcock Ingram exposed the vulnerability of the agreement when making an offer to 
buy cipla medpro. the ceo of cipla medpro threatened that the supply agreement will be cancelled in such a case. 

•	 barloworld and caterpillar. caterpillar, similarly to secure Data can decide to take over the distribution or use another 
distributor at a better price. even though the probability of such an event is low, it does not mean the risk is small as 
the negative consequences for barloworld would be highly significant. When assessing risk one should consider both 
odds and outcome. 

•	 many information technology companies that operate as distributors.
•	 An example of a company with a key customer relationship is Discovery, one of our clients’ largest holdings. Discovery 

oversees the administration of the Discovery medical scheme. having a large number of members, the medical 
scheme traditionally carries a large amount of bargaining power. strictly speaking they could also fire Discovery as 
administrator. however, Discovery’s innovative products add significant value. In addition, the switching cost is high 
as the medical scheme would have to sacrifice database capability as information generated by vitality, which belongs 
to Discovery, will be lost. currently there is no alternative for the Discovery medical scheme. once again management 
plays a role but in this case it seems that the business is very well run.

highly regulated companies often have some of the strongest moats to be found. the regulation (such as fixed licences) 
actually limits competition and enables regulated companies to earn positive economic returns. for these companies it is 
important to understand the terms and conditions of their licenses (whether they can be re-tendered to a different party 
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etc) and to what degree regulation can change. A moat based on regulation may be less permanent and therefore not as 
strong as an inherent self-made competitive advantage like coca cola’s. 

Categorize the quality of the business and adjust the margin of safety accordingly
high quality involves a competitive position that is based on more permanent arrangements. the higher the quality 
the more capital is protected. higher quality companies have the advantage of growing their intrinsic value over time, 
which provides protection for investors who in hindsight may have overpaid. A margin of safety, the discount required 
by the investor relative to his/her estimate of value, provides additional protection. With a poor quality business the only 
protection is the margin of safety and one should demand a larger margin of safety for such businesses. 

one doesn’t know the future, which is why we stress the margin of safety concept. According to benjamin graham, its 
function is to render a precise prediction of the future unnecessary, and to safeguard against unfavorable developments 
and worse than average luck. It also increases the upside potential which is implied by buying into a business when it is 
cheap. In conjunction with the margin of safety we recommend classifying a business with regards to quality, measured 
by its inherent competitive position, business model and management and varying the margin of safety requirement 
accordingly. this practice is integral to our process.

We don’t own mittal or hulamin, or any of the other businesses mentioned in this article (except for Discovery) not 
because we can see the future but because they do not offer an adequate margin of safety based on our judgment of their 
quality and risks. 
 
In conclusion: 
•	 there are very few businesses with true moats.
•	 moats are not absolute and vary in strength.
•	 “In the long run everything is toasters.” the historic return of a business is not necessarily an indication of the future as 

businesses seldom earn a positive economic return indefinitely. When assessing the strength of the moat, even more 
important than the level of excess returns is the time period over which it can be sustained.

•	 stick to what you know. Investors can reduce risk and improve returns by focusing their efforts on companies for 
which they can predict the future economics.

•	 A competitive advantage based on less permanent arrangements requires a higher margin of safety. 
•	 management plays a central role in investment outcomes.
•	 Rising electricity costs are a reality and will have a major negative impact on profitability and the feasibility of new 

and existing capital projects in south Africa (in the case of price taker industries like many resources companies) and 
inflation (in the case of quality businesses that are able to pass on such effects to customers).

•	 When government facilitates an advantage for business it should ensure that it is lasting. If it does not, the government’s 
own (legitimate) objectives will suffer. 

•	 In the long run the sA economy will most likely be better off if government focuses on bringing down the cost of doing 
business while the private sector decides on where to allocate capital.
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WOzA 2010!

“A vuvuzela is a blowing horn, approximately one metre in length, commonly blown by fans at football matches in south 
Africa. Critics point out that the instrument is blown haphazardly and noisily, which can be distracting to players and 
coaches who are trying to pay attention to the game.”

source: Wikipedia. 

“Cacofonix is the perfect scapegoat, the person who ensures the well-being of the village by drawing everyone’s anger 
and frustration like a magnet.”

source: www.asterix.com

“human capital becomes a critical factor in managing risk and maintaining a competitive advantage.”
extract from Chairman’s report, murray & Roberts’ Fy 2008 annual report

“murray & Roberts considers its people and leadership teams as a key source of competitive advantage.”
extract from Chairman’s report, murray & Roberts’ Fy 2009 annual report

“shareholders have been informed that performance in the current financial year is being impacted by a number of 
factors outside the control of the group, including: 

- reduced industrial and mining activity; 
- limited private sector commercial investment; 
- delays to the eskom power program; 
- delay and disruption to the gautrain project; 
- trading conditions in the steel reinforcing sector; 
- ongoing strength of the sA Rand; and 
- costs of financing increased working capital.”

extract from murray & Roberts’ Fy2010 interim results statement. 

this article is firstly about human nature, secondly about the dynamics of the global construction industry. We will 
conclude with a comment on our clients’ current (lack of) capital commitment to this sector.

to help set the stage, recall a childhood playschool if you are an only child, or sibling rivalries in your parent’s home or 
between your own children, where a typical response to a mistake is to blame someone or something else. through a 
totally understandable process of a reward system children learn very quickly that there will be a cookie or dessert after 
dinner if they’ve been ‘good’, maybe 10 extra minutes of a favourite tv programme or an extra bedtime story if they’ve 
been ‘really good’. however, life’s balance and parents wanting to be fair also yields the downside of a potential reward 
withheld. but, and this is the interesting bit, children don’t know a reward has been withheld unless they are informed 
accordingly, hence the typical statement by an exhausted and irritated parent intent on changing unfavourable behaviour: 
“If you don’t get in the bath right now you will not get a [insert your own words here] tonight!” 

Despite what all the professional parenting books say, when the chips are down most people will revert to what they know 
from experience gets the quickest results out of their kids. 

the point is that people do not easily accept responsibility for their own mistakes. this is reinforced from an early age 
and unsurprisingly throughout most of life. on the other hand most people find it easy to accept rewards. If you do not 
believe us just try to ask: “Who did a great job with this?” link the answer to some kind of incentive and step aside so you 
aren’t flattened. many people accept rewards for successes happening over which they have no control, or worse still, for 
mistakes they’ve made that still resulted in a lucky short-term success. 
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Chart 1: murray & Roberts price to book multiple

source: thomson Reuters Datastream

David shapiro, the manager of the sasfin twenty ten fund, in an interview with equinox in November 2005 sums up the 
list of accolades and statements made about earnings visibility, soccer World cup and infrastructure spending, “If the 
infrastructural growth happens as it should, it will be the catalyst for growth for ten to fifteen years”. In the boom years of 
2006 and 2007 this statement became dogma for many as the construction industry became a one-decision investment 
during 2006 and 2007. We heard a cacophony of vuvuzelas in 2007/8 when murray & Roberts was repriced by public 
market participants at six times book value. Refer to the circle in chart 1.

this chorus of vuvuzelas certainly appeared to have distracted many market participants, in two ways: firstly, it brought 
uninformed buyers to the party. they were willing to part with their hard earned cash to own pieces of companies on offer 
at very unattractive odds. secondly, it brought in ready and highly informed sellers to the party who offloaded pieces 
of their companies to the listed market via the IPo mechanism at once-in-a-lifetime prices, far in excess of their private 
market values. It was a marriage made in heaven (or hell, depending on your stance as a buyer or seller at the time). It 
shouldn’t surprise you that many of these same companies, in most cases dependent on key individuals or key contracts, 
are now quite literally at death’s door.

In a recent results announcement by Jse listed Absolute holdings, the directors state: “the group has found the current 
market conditions rather challenging as the construction industry continues to contract. As at the date of this report, the 
group employs four employees, two of whom are in the mining division and the remainder in the corporate head office.” 
If this is what they describe as a ‘rather challenging’ business environment, we hate to think what would happen if things 
got tough.

If there is one lesson here, it is that when you are transacting with a highly informed counterparty you have to be highly 
circumspect. 

With that as background, we now focus on murray & Roberts as a south African example, for the simple reason that it 
is the largest and most investable listed company in the construction sector and became the market darling at the time.

murray & Roberts - Price to book vAl Average
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Chart 2: murray & Roberts operating margin 1980-2009

source: thomson Reuters Datastream

In chart 2 one can deduce that: a) Profit margins in this business have been exceptionally volatile over time; and b) What 
happened in 2008/9 was not new, but simply a repeat of south Africa’s mini construction boom that peaked in 1992/3 in 
the run up to the Rugby World cup when the hotel industry went overboard with its capacity expansion. 

table 1: Construction industry multiples

40 year multiples of the global heavy Construction Industry

Average low high

Price to book  1.5  0.5  4.5

operating profit  10.1  -  37.2

sales  0.5  0.1  1.6 

operating margin  3.9  -0.1  8.2 

30 year multiples of murray & Roberts

Average low high

Price to book  1.5  0.5  6.0

operating profit  10.0  -  30.0

sales  0.4  0.1  1.8

operating margin  4.0  1.0  7.5

source: Datastream, Re·cm analyst calculations

table 1 illustrates that both profit margins and historic multiples in the global and local construction industries are in fact 
very similar over time. We think this is due to the nature of the industry, where a combination of low barriers to entry and 
the ability to move resources around the world quickly results in a highly competitive business environment.

Averageoperating margin standard deviation
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Investors react to this in more or less the same way. our comparison extends to 146 companies over a period of 40 years, 
which is a relatively meaningful sample. table 1 also highlights the extraordinary extent of the valuation bubble in the 
south African market. A relatively small south African construction market was temporarily flooded with business when 
both the government and the private sector opened the taps wide for a while, supported by the aforementioned chorus. 
the combination of a great growth story, the numbers to back it up and a small listed investment opportunity set resulted 
in a flood of institutional investor capital. In turn this created the proverbial elephantine rush to get through the same very 
small door, with economics 101 resulting in very rapid price increases and ultimately a bubble of epic proportions. for you 
mathematicians out there, this easily represented three standard deviations. We refer you back to the article “the folly of 
forecasting”, in Re·vIeW volume 6, where we showed the significant future free cash flows being priced in by the market 
when murray & Roberts was trading at R104, far from the curren R40.

Chart 3: World heavy construction index operating profit margin

source: thomson Reuters Datastream

chart 3 shows that the south African experience was not unique. Profit margins globally were also extraordinarily high 
in 2007/8, as access to easy credit fuelled the building booms all over the world, putting pricing power in the hands of 
construction companies and their employees. of course now that industry conditions have deteriorated these same 
businesses are stuck with a much higher wage bill and lower volumes. this is not a good combination from a profit 
margin perspective. 

We were amazed to find the quoted management commentary in murray & Roberts latest interim results laying the blame 
for declining earnings squarely on seven factors “outside their control”. however, in reviewing their annual reports for 
the two boom years of 2008 and 2009, we cannot find a single reference suggesting that their quite obvious super-profits 
were partly due to the general upswing in the construction business cycle. We demonstrate this by comparing their 
results to all their domestic competitors over this timeframe – with no exceptions they all delivered great results. granted, 
one still needs to execute and that they did very well, as one should expect from any well-paid executive team. We did 
find a lot of references to the value of people in those two annual reports and one cannot help but to marvel at human 
nature – take responsibility for the upside but shift the blame on the downside.
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finally, our clients do not currently own any construction businesses in our domestic or global accounts. they are not 
great businesses to begin with due to low barriers to entry and they don’t yet offer an acceptable margin of safety. this is 
not a sensible combination for a long-term buy and hold investor.
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the pOWeR OF DeDUCtIOn 

In this article we will first consider some of the dynamics of the global fertiliser industry and then we will delve a bit 
deeper into one of your sizeable current capital commitments, the omnia group in south Africa, before we conclude with 
our views on both.

the catalyst for this article, besides the fact that we already own a stake in omnia, is the recently concluded purchase 
of terra Industries by cf Industries, both of the united states. Agrium of canada, who launched a hostile offer for cf 
Industries in 2008, was indirectly involved and likely the main instigator in the corporate action in this sector. Norwegian 
yara International launched a competing bid for terra against cf Industries during 2009 that ultimately failed as cf raised 
their price significantly.
 
A control block in a large established business, a leading share in North America’s lucrative fertiliser market and competing 
bidders using oPm (other people’s money) were involved, so one should expect the multiples being paid in this process 
to be on the high side. table 1 confirms this.

table 1: selected global fertiliser businesses

ev:eBItDA Operating margin price : Book ev : sales Return on equity Debt:

Current Lt Avg Current Lt Avg Current Lt Avg Current Lt Avg Current Lt Avg equity

cf 

Industries

 4.7  7.0  26.0  10.0  2.7  2.4  1.5  1.2  24.0  15.0 -50%

terra  12.5  8.0  20.0  4.0  9.0  1.5  3.1  0.7  20.0  4.0 20%

yara  16.8  8.0  1.5  7.0  2.6  2.2  1.5  1.1  13.0  28.0 58%

Agrium  13.6  10.0  6.0  12.0  2.4  2.2  1.2  1.2  8.0  16.0 39%

median  13.1  8.0  13.0  8.5  2.7  2.2  1.5  1.1  16.5  15.5 

omnia  3.6  4.5  8.0  8.0  1.3  1.4  0.3  0.5  26.0  21.0 40%

the implied multiples above suggest that cf Industries shareholders paid a steep price to gain the upper hand in North 
America. their final successful bid of $4.8bn was 26% above its first and hostile bid over a year ago, courtesy of an 
intervening bid by yara at $4.1bn. No doubt, there is no love lost there. 

As usual, the deal is being made to ‘work’ (aka sold to cf Industries shareholders) based on expected merger synergies. 
We all know how these generally turn out (Please see Re·vIeW volume 10 article titled: “corporate transactions and 
market efficiency” about the recent cadbury / kraft merger). A second point to consider is the huge discrepancy between 
the current and long-term multiples assigned to omnia and the rest of this group.

the fertiliser industry is more complicated than most people realise. the only economic way to mass produce food is 
to apply supplements to crops in the form of fertiliser, thereby improving the size of your delivered crop per hectare of 
land, also known as the ‘yield’. the next time you buy a bag of fertiliser for your lawn or pot plant, check the front of the 
bag; it should state something like 32-5-10. these numbers mean the fertiliser you bought consists of 32% Nitrogen, 5% 
Phosphates and 10% Potash. Depending on the plant you are growing and what you wish to achieve, these ratios will 
differ. you’re effectively giving the plant (healthy!) steroids. 

farmers will calculate how much the fertiliser costs compared to the additional size and quality of the crop they expect. 
unfortunately for farmers, and fortunately for fertiliser companies, farmers just don’t know what mother Nature will do. 
they also don’t know what their crops’ market prices will be in future, so they are investing significant amounts of capital 
and relying on highly unpredictable outcomes. farmers counter these uncertainties with crop insurance, futures contracts 
and perhaps more than a healthy dose of faith. 

In order to compare global companies in this industry sensibly one must understand that there are many different types 
of ‘fertiliser’ companies. some of them are only involved upstream where they might own the resource and produce 
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one or more of the different key raw materials. Downstream, some companies are only import distributors of finished 
products, with very little economic value add. there are a handful of very large international players like yara that operates 
across the entire fertiliser value chain, from raw material resources, production, blending and all the way through to retail 
distribution. 

We have found quite a few attractive businesses in this global industry – one such example is canadian listed Potash. 
Potash is the common name for potassium carbonate and is not widely found in the earth’s crust. In fact, the canadians, 
Russians and belarusians dominate the global market, together producing 65% of the world’s needs. 

the control of this vital resource is becoming more of an issue as populations increase and global food safety and 
security becomes more strategically important. People only tend to get jump started into taking more serious action 
once the roof over their heads or the food in their stomachs are at risk, hence politicians’ typical populist agenda. marie 
Antoinette’s infamous ‘let them eat cake’ comment comes to mind. 

Potash is a great business with advantaged economics, but unfortunately, this is well known and market prices reflect 
this. there has rarely been a sensible buying opportunity for Potash via the public markets. 

chart 1 shows returns on shareholders equity capital for Potash against omnia since 1991. 

Chart 1: Comparison of returns on shareholders capital

source: Datastream, Re·cm analyst

Now look at table 2. 
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table 2: Comparing Omnia with potash from 1991 to 2009 (a)

Financial statistics (Averages 1991-2009) Omnia potash

Revenue compound growth (real) 13% 13%

operating profit margin 10% 18%

Profit after tax compound growth (real) 9% 19%

earnings per share compound growth (real) 8% 17%

Dividend per share compound growth (real) 5% 11%

compound growth of fixed Assets (real) 6% 7%

capital Intensity (fixed Assets / shareholders’ capital) 94% 130%

Average Return on shareholders capital 23% 11%

Average Debt : equity 44% 51%

Asset turnover Ratio (sales / total operating Net Assets)  3.1  0.6

source: company reports, Datastream, Re·cm analyst calculations

these numbers suggest that both businesses have delivered excellent operational returns to their shareholders, even 
though there are big differences in operating profit margins and returns on shareholders equity capital. Potash also 
delivered a far superior rate of growth to omnia over the past 18 years. this is clear from the numbers that really matter, 
i.e. the part that shareholders ‘eat’ (excuse the pun). these are the real growth in per share earnings and dividends.
 
you can understand the difference in return on capital by comparing the two companies’ asset turnover. Potash’s greater 
pricing power with their customers is evidenced by higher margins, contrasted by omnia’s greater efficiencies in sweating 
their asset base. both generated attractive returns on the capital commitments of their shareholders over time. 

let us look at table 3 to see how the public markets have elected to price these two businesses over the same time period:

table 3: Comparing Omnia with potash from 1991 to 2009 (b)

market ratings (Averages 1991-2009) Omnia potash

Price to book multiple  1.6  1.7 

sales multiple  0.5  2.9 

operating profit multiple  5.9  16.2 

Price to earnings Ratio  7.9  14.8 

total real shareholders return (price and dividends, minus inflation) 1991-2009 11% 20%

total real shareholders return (price and dividends, minus inflation) 1995-2009 9% 15%

source: company reports, Datastream, Re·cm analyst calculations

table 3 shows clearly that, apart from the price to book multiple being very similar, the other three basic ratios are very 
different. It is likely that this reflects the much higher growth rates Potash delivered over time.

When we compare total shareholder returns over this period, even adjusting for the exceptionally low valuation multiples 
afforded Potash in 1991 by moving the starting point to 1995; it appears that once again the stock market fulfilled its long-
term function as a weighing machine and rewarded both companies with returns in line with their respective growth in 
delivered value. 
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once again the key conclusion we arrive at when we assess these numbers is that the market actually appears to be 
highly efficient in pricing businesses across borders over the long-term (see also the global construction industry article 
titled “Woza 2010!” in this Re·vIeW).

there is a further question to consider: Are we comparing apples with apples? many fertiliser businesses have a division 
that manufactures explosives, as both are made from some of the same basic raw materials. It is fairly well known that 
many fertiliser businesses are converted into explosives manufacturers in times of war. 

omnia is no exception - their explosives business, bme, contributed roughly 27% to their operating profits since 2001. 
their fertiliser division contributed 48% and they also have a third division called Prochem (break-bulk chemicals) that 
contributed 25%. omnia does not control or produce any of the basic raw materials into the fertiliser or explosives 
divisions. however, they do have significant investments in plant and equipment that convert these basic raw materials 
to finished fertiliser products. 

the high real returns to shareholders over time indicate we are dealing with two world-class businesses, each able to 
grow faster than their markets and reinvest retained earnings in capital expansion projects that earn attractive spreads 
over the cost of capital. surely both deserve decent market ratings?

A typical answer is that ‘the market’ doesn’t like the so-called volatility of omnia’s earnings over time and therefore 
applies a penalty. on closer inspection of chart 1, aside from a particularly poor year in 2001 at a trough in the business 
cycle, the evidence suggests that not only are omnia’s long-term average returns on capital high, it’s also not very volatile.

Another typical answer is that omnia’s short-term earnings forecasts are completely unpredictable. We could certainly 
understand that if investment analysts were to be rewarded on the basis of accurate short-term forecasts of earnings and 
dividends, a company like omnia would definitely not be on their christmas wish list. 

Again, inspecting the evidence suggests that the volatility in their numbers over one or two year periods is in fact high, 
but the volatility in rolling five year periods is much lower. this is nothing new, it would certainly be the case for most 
companies, but the key difference in this case is that omnia’s management has never engaged in bamboozling the market 
by providing ‘earnings guidance’ over an outcome they have no control over. they are managing a complex business with 
lots of moving parts and have, to date, not been afraid to admit it. 

Another answer, though less typical, is that omnia is effectively ‘not for sale’ to non-industry control participants like 
private equity houses, by virtue of a large founding shareholding, the presence of several large long-term oriented 
shareholders and a strong corporate culture of ownership reinforced by many years of tenure by key executives. We 
think that this may also have something to do with the fact that omnia management’s key financial incentives are linked 
to rolling five year bottom line outcomes linked to real growth rates. this is very different to the typical annual percentage 
change focus of virtually every other company and remuneration committee we have ever come across. besides being 
eminently fair, this also serves as a highly effective retention scheme for key people, the lifeblood of any company.

In conclusion, we remain of the opinion that your investment in omnia will continue to deliver attractive returns to long-
term shareholders through participating in the underlying growth in the business. In the global markets, we found a 
handful of excellent businesses in the industries in which omnia operates. from a research perspective, this presents a 
fantastic wish list that in time, we hope to turn into an investment benefit for our clients. currently, none of these global 
businesses warrant your capital commitment as significant corporate activity has served to boost prices to levels that do 
not provide a margin of safety. 
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