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'For myself, I am an optimist – it does not seem to be much use being anything else.'

Sir Winston Churchill

'All in a hot and copper sky, 

the bloody Sun, at noon,

Right up above the mast did stand, 

no bigger than the Moon.

Day after day, day after day, 

we stuck, nor breath nor motion;

As idle as a painted ship, 

Upon a painted ocean.'

Samuel Taylor Coleridge, Rime of the Ancient Mariner

'I always lay it down as a safe proposition that the man who has to break open the baby’s bank toward 

the last of the week for car fare isn’t going to be any Russell Sage when it comes to dealing with the old 

man’s money.'

John Graham

Exploring the European Doldrums

Our investment philosophy acknowledges that 

panic and fear can lead to the mispricing of assets. 

Panic and fear is currently more apparent in Europe 

than anywhere else, speci!cally in Portugal, Ireland, 

Italy, Greece and Spain (collectively and lovingly 

known as the PIIGS). The price-to-book (P/B) ratios 

for Greece and Italy, illustrated in Chart 1, highlight 

this quite clearly. These economies are in the 

doldrums and they may stay there for a long time. 

As a result we decided to ‘take a good look’ at the 

European Market. 

Being away from the noise gives us useful insight

We decided to screen for quality businesses within 

the European markets that appear cheap enough 

to warrant further attention. Ireland appears to 

be the most distressed market, and there are 

not that many quality businesses there. Portugal 

also lacked quality listed businesses, but we 

identi!ed numerous potential quality businesses 

in Italy, Spain and Greece. Detailed valuation work 

suggested that many of these could be cheap 

enough to successfully compete for fund capital.

With these prospects in mind, we arranged a trip 

for three of our analysts to travel to seven European 

cities in early November. This was our chance to 

experience for ourselves what is happening on the 

ground in these countries. We do most of our work 

far from the noise and dust that often obscures 

the perceptions of close observers, which is an 

advantage that we exploit. We therefore used the 

opportunity to get up close and personal before 

stepping away again and applying a forced cool-

down period to wash the noise and dust away 

before we formed our views. 

The investment landscape differs substantially 

between Greece, Italy and Spain

Greek retail investor equity participation is down 

from 60% to 10%. In addition, few foreign investors 

are still interested in these markets, especially in 

the smaller capitalisation stocks outside the main 

indices, which is a good contrarian indicator. 

Because of investors selling out of the Greek market 

at all costs, Coca-Cola Hellenic Bottling is now the 

largest company in Greece by market capitalisation, 

and forms 25% of the index. We have completed our 

detailed follow-up analysis and it appears to be a 

decent business. 

The Italian and Greek economies are fairly 

closed with limited competition. The competition 

commission entities are weak and the legal system 

is dif!cult to navigate, which lowers one’s ability 

to enforce contracts through the courts. This led 

to a decline in foreign direct investment (FDI) in 

these two countries, strengthening the positions 

of domestic oligopolies (when a few companies 

dominate a market or industry). On the other hand, 
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Spain received a lot of FDI as their economy is 

open to competition and competition law is well 

enforced. As a result, there are a disproportionately 

large number of family-owned and controlled 

businesses in Italy and Greece, while Spain has a 

low proportion of such businesses by European 

standards. 

The European banking sector remains under 

intense pressure

Greece, Italy and Spain all have a strong culture of 

home ownership, with over 80% home ownership 

rates. In Spain 110% mortgage !nancing was 

common until recently, and developers and 

residential investors showed a predictable supply 

response. We understand that there are now 

approximately one million newly built homes 

standing empty in Spain. The mortgage situation 

gave us a keen sense of the continuing disaster 

unfolding for the European banking sector. It 

appears that many of the mortgage-associated 

bad debts have not yet been fully accounted for 

in their books. In addition, retail bank deposit 

bases are shrinking as people use their savings 

to survive, banks’ exposure to regional sovereign 

credits remains signi!cant and regulatory capital 

requirements are tightening. These factors all put 

increasing pressure on the banks’ funding positions.

Many immigrants entered Spain and Greece in the 

boom years and these people are generally now 

the !rst to lose their jobs. This has resulted in an 

increase in crime and a reducing population as 

the unemployed immigrants relocate to countries 

with better job prospects. The Greek government 

also employed up to 25% of the population on 

in"ated compensation packages. These government 

employees are now being forced to accept salary 

cuts of over 50%, causing understandable economic 

and social disruption in Greece. 

We’ve uncovered new investment ideas but are 

mindful of currency devaluation risks

Although the information we collected in Europe 

paints a gloomy picture, we returned reasonably 

satis!ed as we found eight new investment ideas. 

We also af!rmed our investment thesis on three 

current fund holdings in the countries discussed 

above.

Paul Whitburn’s piece titled ‘Listed stock exchanges 

– bubbles & busts’ in RE:VIEW Volume 18 touched 

on the inherent risks of companies that operate in 

countries that face signi!cant currency devaluation. 

We follow a strategic process when it comes to 

allocating fund capital to investment opportunities 

in such countries. Allow us to refresh the memories 

Chart 1: Long-Term Price-to-Book (P/B) Ratio History for Greece and Italy

Source: Thomson Reuters Datastream
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of existing RE:CM investors and to enlighten future 

clients about how we perceive risk. 

We de!ne risk as losing money

In fact, we hate losing money so much that we built 

our RE:CM investment philosophy on this principle. 

We start our analysis by considering a worst-case 

outcome and its impact on the intrinsic value of 

an investee company. We de!ne intrinsic value as 

the net present value of all the future cash "ows, 

which are unknown, even and perhaps especially to 

company management. Taking this as the starting 

point forces our analysts and portfolio managers 

to think outside of the traditional optimism of 

risk-hungry equity investors who stand last in the 

payment queue when bad things happen. Bad 

things do happen, which is why we believe it’s 

ignorant to perform an analysis without considering 

a worst-case outcome. 

Based on this approach, our ideal investment is one 

that has:

1. the smallest possible chance of suffering a 

permanent loss of capital if things turn out 

badly, and

2. a good chance of delivering superior results if 

circumstances and events are average or turn 

out better than expected. 

In assessing risk, it is vital to consider the worst-

case scenario. 

Using our investment framework, our analysts 

work on a worst-case scenario when they consider 

investing in businesses listed in Greece, Spain 

and Italy. In this context, the worst case is the 

assumption that the European Union is disbanded. 

Three of our analysts have attended a 'Practical 

history of !nancial markets' course in Edinburgh 

over the past !ve years. This course features the duo 

of Andrew Smithers, author of several academic 

publications and Gordon Pepper, former advisor 

to Margeret Thatcher. It includes a case study of 

the record 209 billion percent hyperin"ation rate 

achieved in Weimar Germany in 1922-1923 – a black 

swan if there ever was one.

From these workshops and our own research, we 

know that currency devaluations and hyperin"ation 

events typically have one of two outcomes. 

The best outcome is when the ownership of a ‘hard’ 

asset (such as land, commodities or a business 

that generates its revenues and pro!ts outside that 

country) is combined with debts denominated in the 

local currency. The assets and cash "ows maintain 

their intrinsic value while the liabilities decline. 

The best thing a business can do to prepare for 

devaluation is to increase its offshore activities and 

to borrow from a local bank (while it can). 

The worst outcome is when a business generates 

all or most of its cash "ows from domestic activities 

and its debts are denominated in another currency. 

During massive devaluations, such a business 

would suffer a permanent impairment of its intrinsic 

value. In most cases, equity holders are wiped out. 

This does not conform to our approach of safety 

!rst. We do not wish to participate in these odds 

irrespective of the potential upside. 

As an aside, businesses that maintain high levels of 

!nancial leverage through the business cycle can 

!nd themselves in situations that call for 'breaking 

open the baby’s bank' at a time when even the 

baby’s bank has nothing in it, which equates to 

reaching the end of the road – if not for the business 

then certainly for its current equity owners.

It follows that the types of companies we are looking 

for in regions like Europe are ones with:

 · net cash on the balance sheet or low levels of 

gearing with true long-term domestic debts; and

 · assets and cash "ows that can maintain their 

intrinsic value in global terms.

Sir Winston Churchill’s quip is aspirational and can 

be applied to most walks of life. But it is an extremely 

dangerous approach to follow when it comes to 

investment analysis. In the words of Warren Buffett: 

'You only !nd out who’s swimming naked when the 

tide goes out'.

The businesses in our Global Fund meet our 

investment criteria 

We will now take a look at three businesses we hold 

in the RE:CM Global Fund to see how they square 

up to the factors discussed above.

1. Titan Cement (listed in Greece)

Titan Cement has net debt but 80% of its operating 

cash "ows are produced outside of the troubled 

Eurozone economies. On depressed pro!tability, it 

still covers its interest payments by a tight margin, 

which is a valid concern. On the positive side, cement 

businesses have high variable costs. This implies 

that they can manage reduced unit volumes better 

than most in the event of an ongoing recession. For 
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example, currently their Greek cement business 

is operating at 35% capacity utilisation but they 

are close to breakeven. Under normal operating 

conditions their cement businesses will tend to 

operate at 80% capacity utilisation.

We ascribe intrinsic value to Titan Cement of €27 

and a worst case intrinsic value of €16 (explicitly 

assuming their Greek assets are worthless), against 

the current share price of €11.

2. Hellenic Exchanges (listed in Greece)

Hellenic Exchanges has substantial net cash on the 

balance sheet equating to €1.80 per share. This is a 

real downside risk to our estimate of intrinsic value 

as the cash is held entirely with Greek banks.

Hellenic Exchanges is a natural domestic monopoly 

that has pricing power. Their revenue streams are 

more diverse today than they were seven years 

ago and have a meaningful annuity component. 

The current market capitalisation of the entire 

stock exchange is made up of companies with 

signi!cant operations outside Greece. Even though 

all of Hellenic Exchanges’ cash "ows are produced 

in Greece we believe they have the ability to pass 

in"ation along and survive a lengthy trough in the 

business cycle by virtue of their strong balance 

sheet.

We ascribe intrinsic value to Hellenic Exchanges 

of €8 and a worst-case intrinsic value of €4.20 

(explicitly assuming all of the cash is worthless), 

against the current share price of €2.80.

3. Coca-Cola Hellenic Bottlers (listed in Greece)

Coca-Cola Hellenic Bottlers (CCH) has €1.71bn in 

net debt consisting of medium term bonds that are 

A-rated and therefore considered investment grade 

by a number of rating agencies. Approximately 69% 

of the groups revenue is generated outside the Euro 

region and Greece contributes only 4% of current 

operating pro!t. In fact, the majority of CCH revenue 

is from emerging markets such as Russia, Nigeria, 

Romania and Poland. CCH would be able to pass on 

price increases across the majority of its markets due 

to the dominant market share of Coca-Cola globally 

and the companies dominant share in its regional 

markets. Pro!tability is under pressure across all 

regions due to declining volumes in regions such as 

Greece and Italy. Margins are thus below long term 

averages as is the Company’s current valuation.

When considering the downside risk we assumed 

that the Euro denominated regions contribute 

nothing to revenue and pro!t while assuming that 

full amount of €1.71 billion outstanding Euro debt 

remains. The downside valuation would be €11.1 

versus an intrinsic value of €19.25, currently trading 

at €13. 

We face the same risks and rewards as our investors 

We conclude this article with an overview of the 

exposure of our Global Funds to put our arguments 

into perspective. The cumulative exposure to assets 

in Greece is currently 6.5% for investors in the 

RE:CM Global Fund, 2.4% for investors in the RE:CM 

Global Flexible Fund and 1.3% for investors in our 

Regulation 28 balanced funds with offshore (non-

South African) exposure. In addition, we continue to 

work hard to ensure that every existing investment 

and every new investment idea meets the criteria 

outlined above. 

We invest meaningfully alongside our investors, 

accepting the same risks and rewards and paying 

the same fees. Investors can therefore rest assured 

that we place a very high value on the safety of our 

personal savings, as well as their own. 

Daniel Malan and Razeen Dinath
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