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Find out more about 
BlueAlpha – who we are  
and how we invest – visit  
our home on the web:
www.bluealphafunds.com

LOOKING BACK: Steinhoff 
International – from the 2nd largest 
home goods retailer in Europe to 
Disgrace. We take a look at Steinhoff’s 
history and highlight why buying quality 
companies instead of popular ones can 
often guard against investment losses.

INVESTMENT FOCUS: Value investing 
is based on buying cheap companies 
and profiting from their return to fair 
value. We compare Price to Earnings 
and Price to Free Cash Flow as 
measures to determine how cheap 
stocks actually are – what we find can 
help investors better understand the 
kind companies they own.  

CHART FOCUS: We have spoken 
before on value-creating vs. value-
destructive companies. This quarter, we 
look at how Nampak’s capital allocation 
has affected shareholder value.

RECOMMENDED READ: How to 
Smell a Rat – the Five Signs of 
Financial Fraud  by Ken Fisher – 
written just after the Madoff Ponzi 
scheme came to light, provides 
investors with useful tips in assessing 
investment managers, and focusses on 
highlighting some red flags that should 
be investigated. 
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LOOKING BACK: STEINHOFF INTERNATIONAL

THIS QUARTER, WE LOOK AT STEINHOFF INTERNATIONAL – A COMPANY MOST 
OF US KNOW WELL, AS A (FORMALLY) LARGE PLAYER IN THE SOUTH AFRICAN 
MARKET. AT ITS PEAK, STEINHOFF TRADED AT R90 A SHARE IN 2016 – NOW, DUE 
TO ACCUSATIONS OF ACCOUNTING IRREGULARITIES, THE ENSUING SELL-OFF 
HAS LEFT IT AT AROUND R3.

The company was founded 50 
years ago by its namesake – 
Bruno Steinhoff, who ran the initial 
operations from a home office 
in Germany – these focussed 
on wholesale and distribution 
of furniture sourced and sold to 
Europe’s Eastern Bloc (despite Cold 
War tensions – Germany’s post-WWII 

economy was growing). He started out 
with a small warehouse of furniture 
and a trailer on the back of his car to 
transport it. By 1971, Steinhoff had 
expanded, having built offices and 
another factory with direct railway 
access. The business then diversified, 
by adding furniture production to its 
operating capabilities. In 1984, the 
company further expanded capacity 
though investments in infrastructure 
and technology – focussing on its 
supply chain. In 1989, when the Berlin 
Wall came down, this further improved 
investment prospects in the Eastern 
Bloc – Steinhoff’s predominant source 
of product. It was during this time that 
Steinhoff began what would become a 
long stream of acquisitions, becoming 
one of the largest upholsterers and 
bed manufacturers in Europe.

After 1994, South Africa’s political 
upheaval presented similar 
opportunities as were encountered 
in post- Cold War Germany. Steinhoff 
Europe developed a partnership 
with GommaGomma in South 
Africa - consolidated into Steinhoff 
International by 1996 and listed 
on the JSE in 1998. It was in fact 
Markus Jooste, who was Financial 
Director of GommaGomma at the 
time of the initial partnership, who 
convinced Steinhoff to consolidate 
and list its shares.

By 2000, the company had closed 
most of its German operations and 
relocated to Eastern Europe – to 
benefit from a lower cost base 
of production. The next decade 
was focussed predominantly on 

Issues such as these 
should be objectively 
assessed. Therefore, 
we study the company’s 
history and highlight 
our reasons for not 
having owned its stock 
in the run-up to these 
accounting revelations.



 I N V E S T M E N T  Q U A R T E R L Y  Q 1  2 0 1 8        3

expanding its distribution presence 
across Europe and its sourcing 
capacity in Asia – resulting in the 
entire supply chain under one roof. In 
2008, Bruno Steinhoff stepped down 
as executive chairman, marking the 
end of an era at the company.
From 2011 to 2017, multiple 
acquisitions were taken on, including 
Poundland in the UK and Mattress 
Firm in the US. It had become 
Europe’s second-largest home 
goods retailer after Ikea, and the 
15th largest company listed on the 
Johannesburg exchange. This brings 
us to recent memory.

In August 2017, a little-known 
German magazine published accu-
sations of fraud and forgery, levelled 
against them by a former partner. 

In assessing Steinhoff’s history, a 
few trends begin to stand out – 
predominantly relating to acquisitions 
and cash flow. 

The company had become a serial 
acquirer – their latest acquisition 
was Mattress Firm (as mentioned 
above), which was concluded at a 
115% premium. Besides the obvious 
question of why, frequent acquisitions 
required them to go to market for 
regular funding: through rights 

CHART 2: STEINHOFF’S DECLINING ROE

Source: Bloomberg, BlueAlpha Research

issues, convertible bonds, and further 
equity issuances. As the company 
“grew” through acquisitions, its ROE 
steadily declined, as seen in Chart 2.

As highlighted, there was concern 
regarding the company’s cash flow. 
Steinhoff’s cash flow had in fact 
been a persistent problem, as they 
had been zero to negative since 
2007, as seen in Chart3.  Equally 

concerning is that the company 
was paying a dividend from 2013 
onwards without the cash flow to 
sustain it.

There were several other red flags, 
that while not definitive, were cause 
for concern – such as their unusually 
low tax rate and the unexplained 
change in financial year-end from 
June to September 2016. 

CHART 1: STEINHOFF’S DECLINE

By December, Jooste 
– who was by now the 
CEO – had resigned. 
Steinhoff shares were 
on the brink of collapse, 
as management could 
not ascertain the 
magnitude of alleged 
accounting irregularities, 
or provide assurances 
concerning individual 
companies’ cash flows.
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As predominantly quality investors, we look for high-return companies that 
reinvest in their own businesses to create and grow economic value. While 
it is impossible to know with certainly when a company is misrepresenting 
their financial position, by focussing our efforts on identifying great 
companies with high returns and strong cash generation, we believe that 
avoiding them becomes much easier. 

CHART 3: STEINHOFF’S CASH FLOW PER SHARE

Source: Bloomberg, BlueAlpha Research

The accounting irregularities and the 
company’s inability to clarify them 
have certainly had a jarring effect on 
the company. Time will tell whether 
they are able to reclaim even some 
of their prior successes. 
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INVESTMENT FOCUS:  
VALUE METRICS - P/E OR P/FCF?

P/E is a shortcut used to determine, 
in a simplistic sense, the amount 
of cash that is generated per 
share. The lower this number, 
the less an investor is paying 
for these profits and therefore, 
the “cheaper” the stock is.  
P/E incorporates accounting 
earnings (EPS), which is easily 
understood and accessible, 
encouraging its usage. 

Unfortunately, accounting earnings 
are not “clean” numbers. For one, 
EPS doesn’t account for working 
capital - the resources required 
to run and grow the business. 
During times of expansion, there is 
more demand for working capital 
(inventory, credit) and this draws on 
cash. EPS doesn’t factor this in and 
can be an inaccurate measure of 
what is actually being experienced 
by the business. 

Instead, a better method for 
assessing the relative “cheapness” 
of a stock, is to use Free Cash Flow 
(FCF) in place of EPS, i.e Price-to-
Free Cash Flow (P/FCF). FCF is the 
cash being earned by the operations 
of the business, after accounting 
for the cash costs of maintaining 
and growing operations i.e working 
capital and capex requirements.

WE’VE ALL HEARD THE ADAGE “BUY THEM LOW, SELL THEM HIGH”. THIS IDEA 
REFERS TO THE “VALUE APPROACH”, WHERE INVESTORS AIM TO BUY CHEAP 
STOCKS AND PROFIT WHEN THEY RETURN TO “FAIR VALUE”.  TO MEASURE 
THE ATTRACTIVENESS (OR “CHEAPNESS”) OF A STOCK, ONE OF THE MOST 
FREQUENTLY USED METRICS IS PRICE-TO-EARNINGS (P/E).

Source: Bloomberg

FIGURE 1: P/FCF, P/E AND THE JSE ALL SHARE 
RETURNS

Over the last 10 
years, the P/FCF 
portfolio has beaten 
the P/E portfolio in 8 
of those years. P/FCF 
has outperformed 
the market by 
4.3% compounded 
annually over the last 
ten years, while P/E 
has underperformed 
at -1.3% a year on 
average.

How much more effective is  
P/FCF approach at identifying 
value? We compare two portfolios 
- both made up of the “cheapest” 
20% of stocks on the JSE All Share. 
The only difference between the 
portfolios is the way “cheapness” is 
measured. One portfolio is ranked 
by P/E, the other by P/FCF. In the 
interest of removing any bias, the 
stocks in both portfolios are equally 
weighted and rebalanced monthly.

While both strategies are considered 
‘Value’ approaches, the performance 
of each varies significantly, as seen 
in figure 1.
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FIGURE 2: P/FCF, P/E AND THE JSE ALL SHARE 
COMPARED BY ROE

P/E 
Portfolio

Return on Equity 12% 15% 21%

P/FCF 
Portfolio All-Share

Source: Bloomberg

In fact, the returns seen in our 
dummy portfolios are further 
supported when assessing their 
respective ROE’s, as in figure 2. 

Rational investors would 
never explicitly want low-
returning business in their 
portfolio – but by focusing on 
P/E the result is exactly that. 
When comparing ROE’s, we see 
that using P/E alone to determine 
“cheapness” can lead investors 
into buying stocks which may 
appear cheap but have low returns 
and poor operating metrics, and 
therefore are cheap for a reason. 

There is no golden ratio, or single 
metric that can be relied on through-
out the cycle. Different markets will 
demand different approaches, but  
by looking at other metrics - like  

P/FCF - in conjunction with  
P/E, investors are better 
equipped to avoid poor 
investments and ultimately 
earn superior returns.
 



 I N V E S T M E N T  Q U A R T E R L Y  Q 1  2 0 1 8       7

CHART FOCUS: NAMPAK’S STOCK HAS 
GONE NOWHERE IN 20 YEARS – HOW?

DISCERNING BETWEEN VALUE-CREATING COMPANIES AND VALUE-DESTRUCTIVE 
COMPANIES IS A FUNDAMENTAL PART OF OUR INVESTMENT THINKING. THIS QUARTER, 
WE TAKE A LOOK AT NAMPAK’S CAPITAL ALLOCATION DECISIONS AND HOW THESE 
HAVE AFFECTED ITS SHARE PRICE OVER TIME.

The market cap of a business 
depends on:
1. The value of its assets 
(whether they be physical assets, 
intangible assets or financial assets)

2. The earnings that these 
assets generate (to grow 
sustainably, earnings need to be > 
cost of the assets)

In 1998, Nampak’s market cap was 
R4b with net income of R657m 
(Enterprise Value or EV was R3.8b, 
implying that the company had cash 
and held very little debt). In 2017, 
it had a market cap of R10b with 
net income of only R234m. BUT 
its EV is now R17b – implying that 
debt has grown to fund capital 
spend. It’s share price however, 
has returned very little for 
shareholders.

Asset Expansion
Figure 2 illustrates how its assets 
have grown as the company has 
invested capital into new projects. 

Nampak’s acquisition of Malbak in 
2002 (a weak company for which 
they paid a large premium through 
share issuance), and their new plants 
in both Angola and Nigeria were 
notable contributors to asset growth. 

FIGURE 1: NAMPAK SHARE PRICE – 
20 YEAR HISTORY 

FIGURE 2: NAMPAK’S TOTAL ASSETS 
THROUGH TIME

Source: Bloomberg

Source: Bloomberg
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FIGURE 3: NAMPAK’S ECONOMIC PROFIT 

Source: Credit Suisse HOLT

(In)sufficient Earnings
Value creating companies invest 
in projects that generate annual 
earnings in excess of their cost 
of capital – for Nampak, this cost 
is about 13% (it used to be higher). 
Figure 3 shows how the company’s 
economic profit has declined, despite 
heavy investment. Economic profit 
is calculated by subtracting actual 
earnings from the earnings that 
would be earned if a company’s cost 
of capital is covered.

To illustrate, let us assume that 
Nampak invested in new projects that 
cost 13% annually. If each project 
then returned just 13% (covering 
their cost), 

Economic Profit would  
be ZERO

From 2008, Nampak’s economic 
profits have been increasingly 
negative, which means earnings 
from their projects are well below 
their cost. In other words, despite 
having positive accounting earnings, 
Nampak is making an economic loss. 
This is typical of companies stuck in 
a value trap.

Nampak operates in a difficult 
domestic industry, exacerbated 
by their outside operations. This 
has been compounded by their 
customers, like SAB, often forcing 
them to reinvest (generally in new 
plant), without providing sufficient 
returns. At BlueAlpha, we prefer 
to invest in companies that earn 
economic profits, not just accounting 
earnings. Nampak is a case of a 
very competent management team, 
unfortunately operating in a very 
difficult environment.



From the many real-life examples that Fischer mentions, 
a common theme seems to be that investors don’t 
ask the difficult questions. People are blinded by high 
returns, even – as it turns out – if those returns aren’t 
real. Although the scale and relative simplicity of the 
Madoff fraud now seems almost unthinkable, no amount 
of regulation will ever eliminate the risk of such schemes 
being set up – it is therefore up to investors to ask the 
right questions to avoid the risk.

Fischer provides some practical ways of “smelling these 
rats” when looking at investment performance and 
processes. His biggest focus is on custodianship (as 
was the problem with Madoff, investor’s assets were 
transferred into the company account, rather than being 
held in their own names).
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RECOMMENDED READ: 
HOW TO SMELL A RAT - THE FIVE SIGNS OF 
FINANCIAL FRAUD - Ken Fischer

KEN FISHER HAS PUBLISHED NUMEROUS BESTSELLERS AND IS WIDELY KNOWN 
FOR HIS PRACTICAL ADVICE COLUMNS ON FINANCE AND INVESTMENTS. THIS 
BOOK IS NO DIFFERENT - WRITTEN IN 2009, JUST AFTER BERNIE MADOFF’S PONZI 
SCHEME CAME TO LIGHT - FISCHER AIMS TO GIVE READERS A PRACTICAL GUIDE 
TO CHOOSING A MONEY MANAGER OR FINANCIAL PROVIDER. THE FRAMEWORK 
HE PROVIDES, ALTHOUGH BASED ON US EXAMPLES AND LEGISLATION, IS STILL 
APPLICABLE IN THE SOUTH AFRICAN CONTEXT.

Although a lot of time is spent reiterating the importance of 
custodianship as the biggest risk, “How to Smell a Rat” is an 
enjoyable read full of useful anecdotes and practical advice 
– a recommended read for anyone choosing an investment 
manager or advisor.
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BLUEALPHA INVESTMENT OFFERING

OUR LONG TERM TRACK RECORD DEMONSTRATES OUR ABILITY TO CREATE 

WEALTH FOR OUR INVESTORS. 

fund aims to provide long-run 
market out-performance. It has a 
high risk profile. 

    BlueAlpha BCI All  
Seasons Fund: our longest 
running unit trust, started in 2005 
and managed with a high equity 
exposure in the SA Flexible Sector, 
aims to provide investors with 
consistent long term capital growth. 

    BlueAlpha BCI Global 
Equity Fund: our global equity 
fund provides investors with 

For our institutional investors we 
currently manage South African 
focused equity and balanced mandates 
as well as a global equity product.

Our retail and IFA investors have 
the same access to the BlueAlpha 
investment process via our BlueAlpha 
managed unit trusts:

    BlueAlpha BCI Equity Fund: 
is our general equity fund, managed 
with exposure locally and globally. Its 
benchmark is 75% JSE Swix, 25% 
MSCI All Country World Index. The 

offshore equity exposure. The fund 
invests in developed markets with a 
focus on quality growth companies 
with a large market cap. For further 
details, see page 1.

With an experienced investment team which is recognised for outstanding investment 
performance in various fund classifications, we are able to offer both institutional and 
retail investors diverse products to meet their investment objectives. 

OUR DOMESTIC EQUITY PERFORMANCE’ – BA EQUITY

* A Class, Net of Fees
** Benchmark: Composite of SWIX to 31/10/2017; 75% JSE Swix & 
25% MSCI All Country World Index from 01/11/2017

6 Months 1 Year 3 Years
(annualised)

SA Equity – 
General Sector Average

Benchmark**

BlueAlphaReturn

Out-Performance to Benchmark

11.2%

4.6%

6.5%

4.7%

3.8%

2.2%

3.5%

0.3%

9.8%

3.1%

5.3%

4.5%

3.9%

0.7%

-0.5%

4.4%

Since Incept.
(July 2014 annualised)

Source: MoneyMate

To find out more about our 
funds or invest with us please 
contact Kirsty Wade on:
021 409 7100 or email: 
kirsty@bluealphafunds.com 

INVEST WITH US


