
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. 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.

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 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.

LOOKING BACK:

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 accusations of fraud and forgery, levelled
against them by a former partner.

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.

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

LOOKING BACK:

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 Chart 3 below. Equally
concerning is that the company was paying a dividend
from 2013 onwards without the cash flow to sustain it.

Chart 2: Steinhoff’s Declining ROE

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.

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.

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.

Source: Bloomberg, BlueAlpha Research

Chart 3: Steinhoff’s Cash Flow per Share
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