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INVESTMENT FOCUS: 5 SIGNS 
THE SHARE YOU OWN IS IN TROUBLE

ONE OF THE CHARACTERISTICS OF A SUCCESSFUL INVESTOR IS HAVING ENOUGH 
CONVICTION ABOUT YOUR INVESTMENT IDEA THAT YOU DON’T GET “SHAKEN OUT” OF 
THE MARKET BY NOISE AND YET REMAIN FLEXIBLE ENOUGH TO RECOGNISE WHEN 
YOUR INVESTMENT IDEA NO LONGER HOLDS AND HAVING AN EXIT STRATEGY.

2. Obscure sources of funding
Companies typically source funding 
from shareholders, banks and the 
bond market. A sign of distress is 
when these types of investors are no 
longer willing to fund the company 
and the company is then forced 
to find alternative funding. Some 
examples of the alternative funding 
we have seen in times of distress 
are convertible bonds or convertible 
preference shares and very high 
yielding debt. 

An example of this is ABIL – before 
their demise, ABIL was forced to 
issue high cost debt in Switzerland as 
funding from local providers dried up.

Also be on the lookout for rights 
issues in a company not related to 

an acquisition. It suggests that the 
existing capital base of the company 
is being eroded by operations and 
hence the need to raise additional 
funding.

3. Earning downgrades
Consensus earnings are produced 
by professional analysts as their best 
estimate of the next two years of 
earnings for a company. A downward 
trend in earnings revisions is a sign 
of bad news to come when the 
company reports.  Because share 
prices ultimately follow earnings, it is 
difficult for a share price to go up in 
the face of declining earnings. 

Again Sasol is an example, the chart 
below shows the price tracking the 
earnings downgrades.

The best way to keep your invest-
ment success on track in this 
volatile market is to formulate some 
rules. Rules are ideally built up from 
observing how share prices behave 
over the longer term.

Here are some of the indicators we 
look at to tell whether a share may 
be in trouble:

1. Cut in the dividend or raising  
of dividend cover
Tampering with the absolute 
dividend amount or dividend cover 
is negative for two reasons. Firstly, 
the value of a share is a stream 
of its future dividend stream 
discounted to today. Cutting its 
dividend suggests that in future 
we can expect to receive a lower 
stream of dividend flows and there 
is increased uncertainty about the 
future path of dividends.

Secondly, dividends contain a well-
documented “signaling effect”. How 
management treats the dividend is 
a sign to the market of their view 
on the prospects of the company. 
Cutting a dividend suggests “We 
need to batten down the hatches 
because we foresee tough times 
ahead.”

An example of this is Sasol, which 
recently announced that they would 
not be maintaining their progressive 
dividend policy. 
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4. Operational metrics deteriorating
A decline in key operational metrics, 
like market share, can be a sign that 
the share is likely to struggle. Refer 
to our Looking Back article in this 
edition which contrasts the relative 
performance of Capitec, which has 
been gaining market share, with Absa, 

5. Low PE and low dividend yield
If we convert the PE to an earnings 
yield – say the share we own is 
trading on a PE of 8, which is an 
earnings yield of 100/8 = 12.5% but 
the share only has a dividend yield of 
2%, it begs the question of what has 
happened to the other 10.5%?

which has lost market share.
Another example is Truworths, where 
the trading density decline indicated 
troubled times. Declines in trading 
density (sales/trading space) can 
indicate that you have reached 
saturation of your market.

A combination of low PE and low 
dividend yield can often suggest 
that there are issues with the cash 
flow of the company or earnings 
are misrepresented. A definite 
warning sign that the share you 
could be in trouble.

It is best to look at hard evidence on operational 
metrics rather than focus on management guidance.

TRUWORTHS TRADING DENSITY AND PRICE 
PERFORMANCE


