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Executive Summary


Integrity is priceless – ask KPMG, Eskom and Steinhoff International boards. 2017
was clouded by bad governance in both public and private sectors;



State-owned enterprise (SOE) or public enterprise, Eskom continues to struggle
maintain stable executive leadership with 12 CEOs in permanent and acting
capacity in 23 years, each lasting less than 2 years on the hot seat. Same for
SABC and other SOEs;



Global retailer Steinhoff International (SNH) destroyed 93% of shareholder value
due to bad governance – where standard King IV Governance principles are a nice
th
to have. Share price has plummeted 65% on 6 December 2017 on the news;



Recently, bad governance destroyed value at PPC and African Bank (went in
administration);



On the positive side, the Rand/US$ (ZAR/US$) exchange rate strengthened on
dollar weakness, and not on ANC leadership election results;



Equity market ended the year 17.47% up with the banking sector contributing
about 22.00% of that during the month of December 2017 only;



Bond yields and money market rates were driven lower by the ZAR/US$ movement
and not fundamentals;



The economy is projected to grow by 1.1% for 2018, and hopefully the drought in
Western Cape and dry spell in December 2017 / January 2018 will not negatively
and significantly affect agricultural production – otherwise any food price rise will
worsen the economic outlook; and



The negative politics and politics of South Africa continue. It appears late President
Mandela left a huge leadership vacuum that was further left wide-open by Mr.
Mbeki. It‟s free for all as more than 6 presidential candidates stood for the position
of ANC president.
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Good Governance Matters
Only when the tide goes out do you discover who's been swimming naked. – Warren
Buffett

Introduction
Integrity is priceless, and both public and corporate events in 2017 give credence to that –
from America to Africa. Integrity is at the epicenter of good governance and is the bedrock
of positional and moral authority.
In South Africa, the socio-political economy was dogged by bad governance both in public
and private sectors and is evidenced by performance of the country‟s economy. Two
examples stand out – leadership questions at Eskom, a state owned entity (SOEs), and
private global retailer Steinhoff International (SNH).
Eskom, the power utility that directly affects the production of goods and services in South
Africa, and other SOEs such as South African Airways (SAA), South African Broadcasting
Corporation (SABC) have had more changes in Chief Executive Officers (CEOs) and board
leadership than Lady Gaga‟s shoe changes in a year.
Since 2008, Eskom has had 12 CEOs (permanent and in acting positions altogether), each
CEO averaging 1.8 years and all leaving with dark clouds hanging over their heads. This
has led to its credit-rating downgrade and its ES42 bond yields spread over companion
government R214 bond increasing to 0.403% (40.30 basis points).
The table below shows the number of CEOs and average tenor for SA SOEs since 1994.
SOE

# CEOs

Ave Tenor

List of CEOS

1

ESKOM

12

1.8

Morgan, Gcabashe, Maroga, Makwana,
Dames, Matjila, Matona, Koko, Dladla,
Molefe, Maritz, Hadebe

2

SABC

16

1.5

Sisulu, Mbatha, Khuzwayo, Matlare,
Mpofu, Mampone, Nicholson, Molefe,
Mokoetle, Mokhobo, Olivier, Heunis,
Matlala, Matthews, Aguma, Philiso

3

SAA

12

1.9

Andrews, Viljoen, Mabandla, Ngqula,
Smyth, Mzimela, Kona, Bezuidenhout,
Kawake, Mpshe, Zwane, Jarana

4

LANDBANK

9

2.5

Mamela, Dolny, Fandeso, Mukoki,
Zamxaka, Mohlahlane, Hadebe,
Mdlalose, Nchocho

5

TRANSNET

6

3

Macozoma, Mkwanazi, Ramos, Wells,
Mofele, Gama
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The worst case of bad governance to hit the SA headlines in 2017 was at global retailer
Steinhoff International whose share price plummeted 93% after accounting scandals
emerged. Then CEO, Mr. Markus Jooste resigned after 17 years at the helm followed by
Mr. Christo Wiese (chairman). These two men had served the company for long periods of
time and were possibly too comfortably controlling that other board members never
questioned much any or most decisions made by them.
Longevity has its place, but too long a stay has its advantages and disadvantages and
requires unquestionable integrity all the times. Ask SA President Zuma, and former
Zimbabwean president, Mr. Robert Gabriel Mugabe. Had Mr. Zuma served one term as he
had promised journalist Alistar Sparks in a television interview, some of the “temptations”
that grabbed him hostage and challenges that followed many of his executive decisions
would have been countable. And Mr. Mugabe‟s quest for a last term as president of
Zimbabwe to take his total stay in office to 43 years ended in shame for the 94-year old,
being removed from office with a “guns and army tanks”.
The lesson learnt from the above examples of bad governance is that only the majority
stakeholders’ (country’s) interests are permanent and not a single individual’s or
organization’s interests. They are classic living characters of the emperor in a short story
“The Emperor‟s New Clothes” authored by Hans Christian Andersen and first published in
1837.
Some people cannot wait to see Mr. Zuma leave office as some celebrated Mr. Mugabe‟s
unceremonious removal from the high office. In the public sector, the cost of bad
governance is reflected in the country‟s poor economic performance and mood of the
people (social returns). In the private sector – the sure indicator is the fall in enterprise
values or share prices.
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Investment Markets – 2017 Review

The past year was very difficult to extract value with no major changes in economic
fundamentals as GDP numbers continue to be revised downwards, and state capture
stories were dominant headlines in 2017.
Fixed Income market
Government bond yields remained flat

Yield Spreads (%)

in 2017 with key bond R214 that

2.30
2.10
1.90
1.70
1.50
1.30
1.10
0.90
0.70

matures in 2041 moving a mere 1.0
basis point or 0.01% up.

On the other hand, key SOE bonds for
rail operator Transnet (TN40) and

01-Dec-2017

01-Jan-2018

01-Oct-2017

TN40-R214

01-Nov-2017

01-Sep-2017

01-Jul-2017

01-Aug-2017

01-May-2017

01-Jun-2017

01-Mar-2017

01-Apr-2017

points respectively.

01-Feb-2017

increase by 23.40 and 40.30 basis

01-Jan-2017

power utility Eskom (ES42) saw yields

ES42-R214

The yield spread between government
bond R214 and TN40, ES42 are
Chart 1. Spread between R214 and TN40, ES42

depicted on Chart 1.

Equities market
The last 10 years have seen equities underperform cash (money market) portfolios on
average. Until August 2017, equities were lagging but produced stellar performance over
the last six months.
The table below shows historical annualized returns for the period to 31 December 2017,
and changes in earnings yields. Average earnings have decreased from ten years ago.
Average earnings yield

Annualised returns
Years All Share Financial Industrial Resources

Years All Share Financial Industrial Resources

1

17.47%

11.94%

15.02%

14.11%

1

4.87

6.31

7.11

6.00

3

6.14%

4.97%

5.01%

-3.39%

3

4.99

6.74

7.51

4.97

5

8.68%

7.47%

10.05%

-6.08%

5

5.31

6.65

7.44

5.64

10

7.47%

6.12%

7.67%

-3.79%

10

6.35

7.55

8.21

6.75

Change -23.34% -16.37%

-13.44%

-11.18%
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Investment Outlook – 2018 Forecast
Economic growth – GDP for SA has been averaging below 1% for the last few years and
now revised upwards to analysts‟ consensus of 1.5% (IMF: 0.90%, World Bank 1.1%).
There is new optimism given that SA general elections in 2019 will usher a new president.
What would that mean for the investment markets – interest rates, equity market and the
economy in general?
Equity sectors performance
We look at moving average prices and
earnings momentum for the entire
equity market and sectors, and use the
internal models to obtain fair values.

Price vs earnings momentum
20%
15%

All Share

10%

Earnings

5%

All Share

J203

0%

Index Level

59 505

-5%

Target Level
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Premium
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Period

3m

6m

12m

Price
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3.32%

8.10%

Earnings
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The equity market is trading at 19%
Chart 2. All Share (JSE Equity) momentum

premium. Earnings are falling faster
than price.

Industrial sector (J520)
Price momentum is way ahead on
earnings and this indicates if earnings
expectations are not met, prices will fall
in line with earnings.

Price vs earnings momentum
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Chart 3. Industrial shares momentum

24%.

Authorised Financial Services Provider. Unauthorised reproduction of this document in any form without JM BUSHA’s
consent is prohibited and may lead to prosecution.

Lesotho ● Namibia ● South Africa ● Swaziland ● Zambia● Zimbabwe

7

Annual Investment Handbook 2018

Financial sector (J580)

Price vs earnings momentum

The financial sector shares prices spiked
in December 2017 producing an average
of 22.00% for the month after the ANC
elective conference. Most of the shares
are looking relatively expensive now.

Earnings
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Chart 4. Financial shares momentum

Resources sector (J258)
Resources had a good run in 2015-16
recovering from the losses in 2014. On

Price vs earnings momentum
150%

average the share prices were catching

100%

up with earnings, which are now on

50%

negative momentum.
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Chart 5. Resource shares momentum

The resource sector is showing a discount of 29% although stock valuation and picking will
be critical.

Conclusion
Generally earnings momentum is slowing in all sectors and therefore the equity market
might struggle to repeat the performance of 2017 this year. Bonds will likely return close to
money market portfolio returns.
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Financial Sector
Banks
The banking sector Index movement was mainly influenced by the removal of finance
minister, Pravin Gordhan and Mr Cyril Ramaphosa‟s victory at the ANC elective
conference. Despite languid economic growth, banks reported resilient mid-single digit
earnings growth.
Banks Index
0.25
Ramaphosa

0.2
0.15

Gordhan

0.1
0.05
0
-0.05
-0.1
-0.15

Source: Bloomberg, JM BUSHA

Governance matters for financial and social returns
Governance and policy uncertainty remains the bane of the banking sectors performance.
The 2 key events that shocked the banking index in 2017 were governance related. The
market lost confidence with the dismissal of Gordhan and introduction of Malusi Gigaba as
finance minister. On the other hand, Mr Ramaphosa‟s victory at the ANC elective
conference was acknowledged as a victory by the business community. Some may argue
that the sharp movements of the financial index following both events may have been
exaggerated but in essence it is the premium investment markets put on public and
corporate governance.

There are many governance issues at some private and state owned entities
(SOE‟s).Examples of SOE‟s include Eskom, SABC , SAA and private corporates include
African Bank , Steinhoff and PPC. We have created a scorecard on governance looking at
some of the key governance metrics and applying them to SA banks.
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Board of Directors
Barclays Capitec
Tenure
Chairperson
4.8
1.6
CEO
8.8
4
CFO
1.3
15.7
Average
4.5
5.2
Diversity
Average Age
55
58
Age Gap
29
34
Board Size
17
12
% Women
24%
17%
Independence
% Non-Executive
75%
70%
% Independent
56%
50%
Chairperson
YES
NO
Overboarding
% Exec Directors on 2+ Boards 0%
0%

Firstrand Investec Standard RMH

Nedbank Average Recommendation

9.2
2.3
4
7

3.50
15.7
15.5
9.7

2.7
9.6
1.7
4.1

20
3.8
3.8
12.4

2.7
7.8
8.3
5

6.4
7.4
7.2
6.8

<= 10
<=10
<=10
<=10

58
32
18
28%

60
26
15
20%

57
29
19
26%

58
25
14
14%

53
29
18
28%

57
29
16
22%

<=55
>25
>3<=15
>25%

85%
45%
NO

73%
67%
YES

85%
70%
YES

93%
43%
NO

82%
59%
NO

80%
56%
NO

>50%
>50%
YES

33%

25%

33%

100%

0%

27%

0%

Source: Company Financials

Source: Company Financials
The snapshot above shows some current key governance metrics and is not exhaustive.
The recommendations are guidelines on corporate governance from a local and global
perspective.

Independence
Independence, when it comes to boards, allows a director to be objective and evaluate the
performance and health of a company without any conflict of interest or the undue
influence of interested parties. It is best practice to have majority of the board Independent
and non-executive. RMH falls short with 43% Independence of the board, less than the
average of 56%.

Tenure

Source: Bloomberg
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Experience in any organisation is key but in this highly innovative era, one does not want
management that becomes too “frail and stale” to keep up with the pace of modernisation.
A healthy organisation should have robust succession processes in place and therefore
executive management‟s tenure should be less than 10 years. The figure above plots CEO
longevity to share performance, Investec‟s Stephen Koseff is the longest serving CEO in
the banking sector currently above the industry average and recommendation. Investec
has the weakest performance as shown in the graph and this is a sign that it‟s time for
someone with fresh ideas and new strategies to take the group forward.
Diversity
A board should not be dominated by people with similar characteristics; say if the majority
are of the same age or profession. It inhibits cross pollination of different ideas and
perspective. A bigger age gap and gender mix gives a more balanced board. Divergent
backgrounds mean tackling the same idea in different ways.

Over boarding
To ensure executive directors remain focused on the business, act in the best interest of
the business and avoid oversight, it is best practice for executive directors to avoid being
on 2 or more boards outside the company they serve on a full time basis.

Relative Performance

Source: Bloomberg
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For the second consecutive year, the banking index is the best performer up 23% ahead of
the Industrial Index which returned 22%. We take a look at the performance of the South
African banks and our expectations for the year.

Barclays Group Africa
The main highlight for Barclays Africa (BGA) in 2017 was the sell down by Barclays PLC.
Initially it had planned to sell 22% of its stake but increased the placement due to strong
investor demand and ended up selling 33.7% in what became SA‟s largest book build. The
bank now has complete authority to execute its pan African strategies.

In 2017, the bank improved its impairments, a reduction of 27% and reported a 7% rise in
its interim earnings. Retail banking remains a big problem and decisions have to be made
swiftly to turnaround this cluster. Despite the banking Index returning a robust 23%, BGA
had a modest return of just 7% in 2017.We expect the bank to continue to lose market
share in retail. Using the excess return valuation model, we arrive at a fair value of
R189.87 which represents a 4.33% upside to the current price of R181.99.

Price to earnings momentum

Source: Bloomberg, JM BUSHA
Looking at the 3 year price to earnings momentum graph above, earnings have been
moving ahead of the price. Since July 2015, the price momentum has been substantially
lagging earnings momentum until December 2017.The graph shows that there is still more
room for price to increase given that earnings momentum remains stable.
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Capitec
Capitec has been the darling in the banking sector returning a robust 58% in 2017.After
hitting the 9 million client mark, CPI became the 2

nd

largest from a retail clientele

perspective. CPI has also kicked Nedbank out of the big 4 from a market cap perspective.
Its simplified, unique business model has won it best global bank of the year by Lafferty for
the second year running. CPI also had its first sight of the ex-SA market buy acquiring 40%
stake in online financier, Cream finance for R280 million. Although the business is too
small to make a material difference at the moment, it will give CPI‟s management
experience in entering foreign markets.
We don‟t expect CPI to grow earnings north of 15% in perpetuity and we believe there will
be deceleration in earnings growth to between 12%-14% in 2018.Using the excess returns
valuation method , we arrive at a target price of R951.30 which represents a downside of
13.36% to the current price of R 1097.96

Price to earnings momentum

Source: Bloomberg, JM BUSHA
The graph above is indicative of an overpriced company. Price momentum has by far
outpaced earnings momentum and we do not expect earnings to accelerate fast enough to
catch up with the price. We believe the price momentum has to significantly decelerate and
correct to a level that reconciles it with the earnings momentum.
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FirstRand
FirstRand was a major beneficiary of the post ANC conference bank rally as shown in the
graph. Before the conference, the share had returned 0% year to date but ended the year
up 25% up. The most interesting news from FSR was its proposed acquisition of UK bank
Aldermore (ALD) for approximately R 20 billion .In December ALD shareholders accepted
the buyout proposal. Expectation is that in the short term, transaction costs will offset any
contribution from ALD.

We expect earnings growth of between (5-7) percent excluding ALD. Most companies that
have sought the UK market for growth (e.g. Famous Brands) haven‟t fared well. FSR has
however done relatively well underpinned by the solid performance of vehicle finance
business (Motonovo).We expect ALD to be a consistent performer as well and will add
value to the FSR group in the medium to long term. Our valuation for FirstRand is R58.40,
which represents a downside of R13.16 to the current price of R 67.25.

Price to earnings momentum

Source: Bloomberg, JM BUSHA
At R 67.25, the graph indicates that FSR‟s price looks a bit stretched. Price momentum has
been lagging but gently tracking earnings momentum over the last 18 months. In the last
month of 2017, price momentum bucked the trend and went ahead of earnings for the first
time. We expect the price to come down a bit and continue its earnings momentum slightly
ahead of the price momentum.

Investec
Investec‟s underwhelming performance for 2017 remains a mystery to everyone. Looking
at its multiples and fundamentals, picking INP in your portfolio seems to be a no brainer.
The banks‟ earnings year on year growth has remained positive over the last 5 years. The
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wealth and Investment management unit remains a star performer. The bank also
launched its Life cover product aimed at the high end of the market. The other reason why
the share has failed to take off might be continued nervousness with regards to Brexit.
Investec however has contingency plans in place, i.e. applying for a new banking licence
for its Dublin office and the asset management office in Luxemburg.

We strongly believe Investec has been unfairly punished by the market. An excess return
valuation gives us a target price of R109.50, representing an upside of 22% to the current
price of R 89.76.

Price to earnings momentum

Source: Bloomberg, JM BUSHA
The graph above is consistent with our fundamental valuation showing that earnings have
outpaced price momentum - a clear indication that the stock is underpriced. Earnings
momentum has remained elevated from mid-2015 but the price has not reacted at all.
Although earnings momentum seems to de be decelerating, we don‟t expect it to get to the
same level as that price momentum. We believe upside to the share still remains and the
share price must pick up from these current levels.

Nedbank
Nedbank enjoyed a good start to the year, up 11% by mid-March. However, politics took
over (finance minister sacking) and confidence in the sector plummeted only to recover in
December and the bank ended the year 6% in the green. It was a tough and resilient 2017
for NED but we expect recovery in 2018, especially from ETI. Our target price for NED is R
241.51 which represents a downside of 7% to the current price of R 256.10.
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Price to earnings momentum

Source: Bloomberg, JM BUSHA
The 3 year price to earnings momentum graph above shows price momentum has
gradually caught up with earnings momentum. Earnings momentum seems to have peaked
and now levelling off implying the share might be currently trading at its fair value.
Standard Bank
“Leadership changes” those were the 2 most popular words coming from SBK over the
past year. First the bank appointed Sim Tshabalala as the sole CEO therefore ending a
dual role he shared with Ben Kruger. The head of CIB, David Munro was shifted to the role
of CEO at Liberty of which SBK owns 53%. SBK then appointed former director general,
Lungisa Fuzile to head SBSA and report to Sim. Hopefully these changes will revitalize the
business.
The share was also supported by changes in leadership from a political perspective ending
the year 28% up. We expect earnings to grow between (7-10) % and out target price is R
164.82 giving us a downside of 15.76%.
Price to earnings momentum

Source: Bloomberg, JM BUSHA
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Over the last 18 months, earnings momentum has been slowly decelerating and price
momentum has been slowly accelerating. SBK is looking very rich from a valuation
perspective. We don‟t see much upside coming through from a price to earnings
momentum perspective.

RandMerchant Holdings
As an investing holding company that has FirstRand as its largest holding, it‟s no surprise
that the performance charts look very similar. RMH has historically been seen as the
gateway to FSR. It has consistently traded below its NAV in the past.

Our target price for RMH is R 69.04 offering a downside to the current price of R 79.17 of
12.8%.

Price to earnings momentum

Source: Bloomberg, JM BUSHA
The price to earnings momentum graph also imitates that of FSR. We don‟t see much
acceleration from an earnings momentum perspective. Just like FSR, RMH is also rich at
the current moment.
We don‟t expect to see much of upside coming through from the banking sector this year
and we will look at dividends to support little to no capital appreciation from a share
perspective. Below is a list of the banks and their indicated dividend yields.

Bank
Indicated Yield

BGA
5.56%

CPI
1.22%

FSR
3.69%

INP
4.30%

NED
4.57%

SBK
4.07%

RMH
4.14%

Average
3.94%

Source: Bloomberg
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Business Model and Strategy
In order to create a sizable and resilient business, the model and strategy adopted is
imperative to achieve this. The traditional function of banks is to give credit and charge
interest whist accepting deposits. In modern times banks have diversified from the
traditional role by introducing more products and cross-selling amongst their clients as a
measure to diversify risk and boost earnings. We prefer banks with more than 3 income
streams, more than 3 geographical exposures and earn at least half of their revenue
through non interest related methods. Below is a matrix of banks showing their
geographical and income exposures.

Bank
Income Streams
Geo Regions
% Non Interest Revenue

BGA
5
12
44%

CPI
2
1
33%

FSR
4
10
50%

INP
5
4
65%

NED
5
7
47%

SBK
5
20
48%

RMH
5
11
50%

Source: Company financials

Capitec, focused on SA only is fully exposed to the socio-political and economic difficulties
that the country might face unlike its peers with presence in other countries. Capitec over
the last 5 years has been a stellar performer in the banking sector despite their monoline
business model, however going forward in order to maintain their robust earnings growth,
they will have to introduce more products and enter more regions. From a business model
and strategy perspective, we believe Investec has the best business model and strategy as
it satisfies all 3 of our parameters for banks.

We have ranked the banks according to governance, valuation, business model and
strategy and have ranked them from the strongest to the weakest and the overall summary.
If we look across the board, Investec is the best placed stock in the banking sector.

Rank Governance
Valuation
Model&Strategy
Overall
1
Nedbank
Investec
RMH
Investec
2
Barclays
Barclays
Investec
Barclays
3
Capitec
Nedbank
Firstrand
Nedbank
4 Standard Bank Standard Bank Standard Bank Standard Bank
5
Investec
RMH
Barclays
RMH
6
Firstrand
Firstrand
Nedbank
Firstrand
7
RMH
Capitec
Capitec
Capitec
Source: JM BUSHA
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Retail Sector
Introduction
On a macroeconomic level retailers are largely affected by the consumer‟s position in the
economy. Consumer confidence in 2017 struggled, with its index increasing marginally
from the last quarter of 2016. General retailers were the most hit as seen in figure.2,
apparel and other retailers are the first to be disadvantaged with a pressured consumer
discretionary income and consumer spending, however as seen on the graph general
retailers closed the year higher, this was due to the reaction of retailers to the ANC
conference result, with Mr. Ramaphosa win as ANC president, which boosted investors‟
confidence in the economy. Chart.R1 depicts the movement of food retailers through the
year 2017, grocery retailers tend to be more resilient under unfavourable economic
conditions as the consumer prioritizes food over anything else.

Source: Bloomberg

Chart R1: Food and drug retailers’ index

Source: Bloomberg

Chart R2: General retailers’ index
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Governance matter for financial and social returns
Various organizations of all sizes, public or private are subject to fraud. The following made
headlines with respect to fraudulent activities: public sector corruption took centre stage in
the year 2017, the highlight was the president‟s and some cabinet minister‟s involvement
with the Guptas which called for multiple motion of no confidence against the president led
by opposition parties in parliament. Steinhoff shares plunged after allegations of financial
reporting fraud towards year end as investors await its 2017 financial statements. The
German authorities first probed into Steinhoff in 2015, a German magazine reported that
the prosecutors have been looking into Steinhoff on suspicion that it exaggerated its
revenue figures. In late 2015, tax investigators searched Steinhoff‟s German offices just
ahead of the group‟s listing on the German stock exchange. Steinhoff did not get to release
its 2017 financial year results due to the investigation; we saw the CEO Mr. Jooste and the
finance director resigning from the company. We get a closer look into corporate
governance, particularly within Steinhoff and Shoprite. The effects governance has on the
company‟s financial state and its share price as well as how it affects analysts‟ financial
modelling. Below is a diagram depicting the revenue growths of Steinhoff for the past 10
years until the year 2016.

Source: Bloomberg

Timeline of events
Steinhoff a global furniture company has its primary listing at Frankfurt Stock Exchange in
Germany and second listing in the JSE:


2012 - Steinhoff announced its intention to acquire JD Group;



2013 - Steinhoff incorporated Southern View Finance UK and Bermuda and listed
Southern View Finance UK in the JSE as Capfin;



2013 - Steinhoff Europe acquired Kika-Leiner;
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December of 2013 Steinhoff issues 120 million shares for €375m to facilitate KikaLeiner acquisition;



2014 - The group acquired Kika-Leiner‟s Austrian property for €452m and
Campion Capital is incorporated. The South African national credit regulator
investigates Capfin in 2015 and cancels its license due to reckless lending;



Steinhoff acquires the remainder of JD Group including JD consumer Finance. GT
Branding Holding and Fulcrum Financial services SA is incorporated.



Steinhoff takes over the UK South view finance„s loan facilities from FirstRand
Bank and Standard Bank and then sells all loan claims and operations to fulcrum,
loan claim distributed to Southern View Finance shareholders. The Southern View
Finance reached a settlement with the South African National Credit Regulator.
2016 Steinhoff sells JD finance to the Fulcrum financial services, which later
changed its name to century capital in which Southern View Finance sells its loan
book and operations too. Steinhoff later acquires Century Capital‟s loan
Administration and collection agencies through Pepkor.

Below are diagrams depicting the variations in earnings per share and Steinhoff‟s price
momentum over the past 10 years. We see in 2014 the share price went significantly high,
which is the year before the German authorities probed into Steinhoff.

Source: Bloomberg
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Source: Bloomberg

Governance
Governance is an important factor in a company. An analyst is required to look into
whether a company takes its governance with the seriousness it deserves, as an integral
part of financial modelling and ESG risks purposes. Due to the collapse of Steinhoff we
investigate whether there might have been an error in governance that led to the collapse,
we take a look into Steinhoff and Shoprite‟s governance. One of the factors which stood
out is the longevity of the board members tenure within the company which may often
result in a conflict of interest, especially with those considered independent, where one
begins to develop a relationship with the company that might compromise independence
and therefore negating objectivity in the company‟s financial activities. According to King III
principle 1.18 the chairperson of the board should be an independent non-executive
director and his/her independence should be closely monitored. In the below table we find
that the chairman for both Steinhoff and Shoprite are indeed non-executive however their
independence is questionable on the basis of their duration within the companies.

Christoffel Wiese who was appointed Chairman of the supervisory board in November of
2015, has been a part of the company since 1970, this is where the question of
independence is brought forth. Before Mr. Wiese‟s appointment as

Chairman,

Deenadayalen Konar, who is the current deputy Chairman, was the Chairman of the
Steinhoff for 30 years. Shoprite also chaired by Mr. Wiese for 27 years in which Mr. Wiese
was a part of since 1967. This needs to be looked at considering also that the percentage
of independent directors which is below 50%.
It is also important for the board to reflect diversity, looking into Steinhoff and Shoprite‟s
boards that is something largely missing, there is a significantly low percentage in women
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representation and therefore lacks gender balance. Another factor to take into
consideration is the interests and hobbies of the heads of the company, that isn‟t readily
available information, however important in understanding the personalities of those
heading a company, looking into Steinhoff Mr. Jooste has a history of interest in gambling,
which may give an idea of how risk taking he may be. We reckon this is an important
aspect to be considered when looking into a company‟s governance.

Insider shareholding gives us another view into what the executives and directors of the
company think of the company itself. High levels of insider ownerships sends out a
message that those intimate with the corporate finances of a company are most confident
at the company‟s growth and would also be most vigilant when operating the company‟s
finances as their wealth also depends on it. Looking into Steinhoff we see that the insider‟s
shareholding is less than 1% when Shoprite has its insider shareholding at 15%. This
brings us to the question of social and ethics committees, where Steinhoff holds no
committee on that at all, which is another important and relevant factor in corporate
governance, it is alarming when a company does not take its social and ethics factor
seriously. Another highlighting factor are the habits and interests of executives, which can
help to determine the risk appetite of individuals involved.
Column1
Is the chairman a non-executive director?
Is the chairman “independent” of the company?
Duration of Current Chairman with business?

Yes
No
48yrs

SNH
yes
no
27yrs

SHP

How many board of directors members are non-executive?
What percentage of the board of directors is “independent”?
What percentage of the board of directors are women ?
Duration of the current CEO ?

64%
47%
5.88%
16yrs

64%
42.80%
7%
1yrs

Duration of Current CEO with the business in different roles
CEO - interests and hobbies
Duration of Finance Director

29yrs
Gambling
3yrs

20yrs

Duration of the finance director with the business
Finance Director - Interests and hobbies
Duration of Current finance directors working with Current CEO
Duration of current CEO and Chairman working together
Average Duration of directors serving on the board – particularly duration of independent Directors
Directors avarage age
Board size
Auditors
Duration of current auditors
Insider’s shareholding interests
Insider’s shareholding value
Social and ethics committee
Audit and Risk committee - combined or separate

13yrs
3yrs
16yrs
10yrs
58.71yrs
17
Deloitte

25yrs
3yrs
20yrs
3yrs
63yrs
14
PWC

0.77%
R192.9M
No
combined

15.52%
R19.456M
yes
combined

3yrs

Source: Bloomberg
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What we see below is the complexity of Steinhoff‟s business model, Steinhoff has various
income streams across many geographic regions, while we recognize that diversification is
important in a business, the board must have capacity to manage as much of its business it
has. Steinhoff has 40 different store brands and operates in 32 countries.

We see the many acquisitions and disposals that happened since 2012 within Steinhoff.
Acquisitions and disposals makes it difficult to detect any misinformation in the financial
statements provided as the merge/acquisition has to be incorporated in the financial
statements, it is therefore the auditor‟s responsibility to conduct a thorough audit of the
company‟s financials. This then becomes part of the reason it is difficult for analyst to pick
up on the errors when building financial models, using the information given by the
company.

We can conclude that there is an importance of thoroughly looking into ESG when building
financial models; Steinhoff is a prime example of that.

Source: Bloomberg

Conclusion
With the cognizance that South African Food inflation appear to have declined for the first
half of 2018, the implications of a slightly higher inflation in the second half could underpin
increased top-line growth for retailers. There is an expected decrease in petrol price of
41cents/liter in February 2018 and a possible 25-50bps interest rate cut in CY 17e, this will
boost consumer disposable income and consumers tend to prioritize food retailers followed
by clothing retailers on income strength.

The retailer industry is also dependent on Investor sentiments, which is driven by political
th

and policy certainty, the country‟s credit rating and economic growth. The 54 ANC elective
conference outcome has provided some sort of political stability prospects however that
cannot be said about policy stability as yet. If the country can successfully tackle issues
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such as governance of SOEs, the country‟s credit rating and economic growth over and
above regaining political and policy stability then we could see the retail sector picking up
from what has been a tough 2-3 years for the sector.

stock
MRP
WHL
TRU
TFG
PIK
SHP
SNH
MSM

Closing price
R197.87
R52.78
R76.34
R159.46
R56.21
R178.74
R3.76
R112.76

Target prices
R290
R68
R92
R192
R65
R251
R9
R141
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