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LOOKING BACK: We take a look at the 
history of a featured company to get a feel 
for where they started and how they got to 
where they are now. In this feature, we’re 
diving into the story of Tongaat Hulett.

INVESTMENT FOCUS: In this series, we 
tackle a new investment concept every 
quarter - from which valuation metrics 
to use for different types of businesses, 
to how companies can create value for 
shareholders. Today we explore why Cash 
Flow outperforms both Price-to-Earnings 
and Price-to-Book.

CHART FOCUS: This piece presents 
the most interesting or noteworthy chart 
that we’ve encountered over the quarter, 
exploring the Why’s and Wherefores’ of 
how that picture emerged. This time, we’re 
assessing how declining global birth rates 
will likely affect the future economy.

RECOMMENDED READ: Each quarter, 
we give you access to our reading list. 
We recommend each book for a different 
reason, but the common thread is how the 
book’s concepts can be applied to your 
investment well-being. The latest addition 
to our bookshelf is Gregory Zuckerman’s 
“The Man Who Solved the Market”.

The primary objective of the BlueAlpha BCI Global Equity Fund is to offer in-
vestors a high long term total return by investing across global equity markets.
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LOOKING BACK: TONGAAT HULETT

THIS QUARTER, WE LOOK AT THE HISTORY OF THE TONGAAT HULETT AND HIGHLIGHT 
SOME OF THE RED FLAGS WHICH MIGHT HAVE INDICATED THE BUSINESS WAS HAVING 
PROBLEMS. MUCH HAS BEEN WRITTEN IN THE MEDIA REGARDING IRREGULARITIES IN 
THE AUDITED FINANCIALS. BESIDES THE ACTUAL ACCOUNTING ISSUES AND WILFUL 
MISSTATEMENTS NOW KNOWN, NUMEROUS QUESTIONABLE ACCOUNTING PRACTICES 
HAVE ALLOWED THE COMPANY TO PUSH THEORETICAL BALANCE SHEET MOVEMENTS 
THROUGH THE INCOME STATEMENT. THESE PRACTICES MIGHT FULLY COMPLY WITH 
ACCOUNTING STANDARDS BUT ARE REMOVED FROM ECONOMIC REALITY – MAKING IT 
DIFFICULT FOR INVESTORS TO UNDERSTAND THE BUSINESS.

History
Tongaat Hulett has a long and 
rich history, dating back to the 
19th Century. Part of the company 
name comes from James Liege 
Hulett, who at the age of 19 and 
with meagre savings, departed 
from England in 1857 aboard the 
“Lady Shelbourne” heading for 
Durban. Sir Hulett (as he was later 
known) was to join a friend of his 
father as a chemist. However, only 
a couple of years after his arrival, 
the entrepreneurial Hulett leased 
a farm and named it Kearsney. 
Initial farming efforts were focused 
on maize, coffee and tea. In time, 
Hulett was able to expand farming 
operations and purchase additional 
farms to grow his empire.

These farming operations grew 
over the next two decades and 
in 1892, Tongaat Sugar and the 
Hulett corporation would merge. The 
business grew over the following 
decades, with ever expanding 
hectares and an increased focus on 
sugar production. Four sugar mills 
and a refinery were built during 
1903-1911. 

Over the following decades, the 
company grew through various 
acquisitions, most notably in 1962 

The group currently 
focusses on general 
agricultural and associated 
processing businesses. 
These span from sugar, 
starch, and animal feed, to 
property development. The 
company owns more than 
12,000 hectares of land, 
with annual revenues of 
almost R13 billion.

with the acquisition of Natal 
Estates. The group also expanded 
into many other industries, notably 
aluminium in 1973. 

Questionable Reporting
As mentioned, the recent media 
coverage has focussed on recently 
uncovered accounting misstatements 
– which centre on Tongaat Hulett’s 
revenue recognition for both 
land and sugar sales. In order to 
recognise revenue, a transaction 
must have occurred (and been 
finalised) in the reporting year.

During the normal course of 
business, the company both 
develops and sells portions of their 
unused land. These sales formed a 
significant portion of revenues and 
reported profits. However, many of 
the transactions related to these 
properties were incorrectly reported.
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Simply speaking - if profit 
from revaluations are 
not eventually backed up 
by cash, it implies profit 
from revaluations are not 
real and of no value to 
shareholders. A company 
might fully comply with 
accounting standards, 
but economic reality can 
be significantly different 
from what the reported 
numbers might suggest.

It appears that despite sale agree-
ments and re-zoning approvals not 
having been finalised, revenues were 
reported without legal ownership of 
properties being transferred.

There also appear to be several 
irregularities in the profits reported 
from sugar sales. Sugar sales from 
Zimbabwe (which constitute a 
significant share of production) were 
misstated. Transactions in which the 
company had financed buyers and 
still held legal ownership of the sugar 
were booked as sales – thereby 
inflating revenues and reported profits. 
Sales of sugar in Mozambique and 
South Africa were similarly overstated.

The company misclassified general 
expenses as capital expenditures 
– which means these costs were 
capitalised (resulting in higher book 
value). This misstatement stemmed 
from sugar cane replanting costs. By 
classifying expenses as capital invest-
ments, not only was the book value 
of assets (the plantations) overstated, 
but profits were also inflated. 

The Bigger Problem:
Accounting Standards
Accounting standards allow for the 
revaluation of biological assets. 
Although the values of biological 
assets (such as the sugar cane) do 
indeed change from year to year, 
determining the “correct” value is not 
simple. The valuation is an estimate 
based on accounting rules and 
certain assumptions.

The change in the value of these 
biological assets are reported through 
the income statement for the current 
year. If the value of the biological 
assets are overestimated, both the 
assets on the Balance Sheet as well 
as the reported income for the year 
are higher than the economic reality.

It is important to note that this 
change in the value of the assets and 

reported income does not translate 
into cash flow for the company 
immediately. The profit on this 
revaluation might be reported, but 
the company’s bank balance does 
not increase.

It is possible that the value of the 
assets owned has indeed increased 
and will have a resulting cash 
inflow in the future, but if reported 
earnings continuously exceed cash 
flow, it might be an indication of 
questionable assumptions regarding 
the true value of assets. 

Tongaat has been scrutinised over 
accounting concerns and possible 
fraud by management. Previous 
financial years have subsequently 
been restated. However, the 
restated financials still apply the 
same accounting standards with 
the shortcomings mentioned above. 

Misstatement of biological assets 
for companies such as Tongaat are 
not necessarily a deliberate act of 
fraud.  It could simply be due to a 
lack of good sense and judgment 
by management and auditors. 

Investors can’t purely blame the 
accountants though as the danger 
signs are normally there to see. 
Many of these questionable 
numbers were not obvious when 
looking at the Income Statement 
and Balance sheet. However, had 
the Cash Flow statement been 
scrutinised, there were certainly 
some warning signs.
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Investors would 
be wise to always 
remember the 
shortcoming of 
accounting rules, rather 
focussing on cash 
earnings – and thereby 
avoid management 
teams that don’t.

Cash Flow statement hints  
at the warning signs
When we look at a simple cash 
flow graph, we can see a notable 
difference between the reported 
earnings and the actual cash 
Tongaat Hulett generated.  Although 
the company appeared profitable, 
this was not in fact the case. Since 
the business did not generate 
enough cash, they were dependant 
on debt to fund operations.

For the 2018 financial year, 
Tongaat Hulett reported R29 
billion in Assets and R17 billion 
in Liabilities. The resultant Book 
Value of Tongaat was R12 billion, 
with a market capitalisation of 
R13.7 billion, implying a P/B 
ratio of 1.14. Subsequently, the 
investigation by PWC revealed that 
the reality was far removed from 
the reported numbers. In fact, due 
to multiple years of capitalising 
(rather than expensing) costs, and 
flawed valuations on biological 
assets, the total value of assets 
was only R18.7 billion – slightly 
more than half of the reported 
number.  Liabilities were also 
understated, resulting in a book 
value of a mere R62 million - 
basically zero. Earnings at R142m 
were a fraction of the initially 
reported R2 billion for 2018.

In the 2019 financial year, asset 
value further decreased to R15 
billion, resulting in a negative book 
value as debt has also increased.  

Although reported earnings increas-
ed signifi-cantly in 2019, a large 
portion of this was, once again, based 
on the revaluation of biological assets 
and therefore wasn’t backed up by 
cash flow. Accounting standards might 
now be followed more stringently than 
before, but the same problem persists.

Tongaat Hulett is in a precarious 
situation:
• Liabilities likely exceed assets
• Doesn’t generate cash 
    operationally
• High interest payments

Conclusion
Poor application of accounting rules 
are normally compounded by poor 

management. Mondi is a good 
example of a company with a 
strong management team that 
is able to depict the economic 
reality of their biological assets, 
despite having to apply the same 
accounting standards. 

Source: Bloomberg, BlueAlpha research

FIGURE 1: TONGAAT HULETT CASH FLOW VS. 
REPORTED EARNINGS
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INVESTMENT FOCUS: WHY DO CASH 
FLOW MULTIPLES OUTPERFORM PRICE / 
EARNINGS OR PRICE / BOOK?

THIS QUARTER WE ASSESS WHY CASH FLOW MULTIPLES OUTPERFORM WELL-
KNOWN VALUATION MULTIPLES LIKE PRICE-TO-BOOK AND PRICE-TO-EARNINGS 
RATIOS - EXAMINING SOME OF THE REASONS FOR THIS DIFFERENCE.

Given the nature of accounting and the application of standardised principles across industries and 
geographies, the way in which a company presents its financial results can differ.  Management choices 
can play a large part in the depiction of any company’s economic reality. To illustrate these differences, 
we start with an example – the generic ‘Company A’. As a reminder, the following formula’s will be used:

Assume that Company A generates $825 million in Net Income. It has a Book Value of $3.3 billion and 
a market cap of $10 billion. Therefore, it trades at a Price-to-Book (P/B) of 3, a Price-to-Earnings (P/E) 
of 12.1 and has ROE of 25%. Company B, a shell company with $10 billion in cash, is considering 
purchasing Company A – as seen in figure 1 below.

FIGURE 1: COMPANY A (A HIGH-RETURN BUSINESS) VS. COMPANY B (A SHELL COMPANY)
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Another example, which is regularly seen in practice, involves a low-return business which artificially 
improves its returns. To see this play out, we look to ‘Company C’. Assume Company C has Net Income 
of $1 billion, a Book Value of $10 billion and a market cap of $12 billion. Therefore, its P/B is 1.2, its 
P/E is 12, and has ROE of 10%. 

Assume further that due to its poor returns, new management comes in to turn Company C around. 
Management first decides to write-down 30% of Book Value, which declines to $7 billion. If they had 
depreciation of $300 million (a non-cash charge), the write-down would also decrease the depreciation 
expense – meaning Net Income would increase to $1.1 billion. Therefore, without having improved any 
operational performance, Company C now trades on a P/B of 1.7 with ROE of 15.7%. In fact, in this 
entire example, cash flow has stayed the same.

As a final example, Company C’s management decide to take on 20% debt and then pay this out as 
a special dividend. Therefore, as per Figure 3, Book Value is now $4.6 billion, with $2.4 billion in debt. 
Note that as the business has been leveraged, market cap has declined to $9.6 billion ($12b less the 
special dividend). With an interest charge of 3%, Net Income would decline slightly to $1,022 million 
($1.1b less the interest charge). Therefore, Company C would now trade at a P/B of 2.1 and have 
ROE of 22% - all for swapping some equity for debt. Therefore, once more, Company C has artificially 
inflated its returns without improving operational efficiency.

FIGURE 2: COMPANY C (A LOW RETURN BUSINESS) 

Company B swaps its cash for Company A. However, given the accounting treatment of acquisitions, 
while the initial Tangible Book Value of Company A of $3.3 billion is retained, the excess market cap of 
$6.7 billion (i.e. cash paid in excess of book) is recorded on Company B’s Balance Sheet as Goodwill, 
as seen in figure 1 (i.e. it becomes equity). Therefore, using the same simple formulas, and without 
any change in Company A’s business operations, besides the change in ownership, with the same Net 
Income of $825 million, it now has a P/B of 1 (tangible book value + goodwill = $10b) and ROE of 
8.3%.  Therefore, this is the same high-return business but with artificially low returns.
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What these examples highlight is how easily manipulated accounting 
metrics can be. Ultimately, reported accounting earnings, book value 
of assets, and accounting return metrics don’t necessarily reflect the 
economic reality of a company’s cash generation – and can therefore 
distort the “true” value, or replacement cost of assets. 

There are several other ways in which returns could be either inflated or deflated – frequent ex-
amples include the decision to either lease or buy office space, or whether to capitalise or expense 
certain costs. These decisions have a material impact on the Income Statement. For example, tech 
companies like Amazon or Microsoft very rarely write up the value of their brands. Rather, costs 
associated with building those brands are expensed through the Income Statement, but never really 
appear on the Balance Sheet, despite their obvious worth. As tech makes up a larger part of the 
overall index, more and more companies with big brands will have the same issues.

The accounting profession has tried to force Balance Sheet movements through the Income 
Statement, but we believe a better solution would be to require companies to segmentally disclose 
cash flows. This would make it harder to improve returns without actually improving operations. We 
doubt that Steinhoff would have gotten away with its accounting practices if this had been the case.

These decisions, among others, are in large part why traditional 
accounting-based metrics (like P/B and P/E) are less reliable than 
cash flow-based multiples in understanding the economic reality  
of companies.

FIGURE 3: COMPANY C WRITES DOWN ASSETS & TAKES ON LEVERAGE
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CHART FOCUS: HOW POPULATION 
GROWTH MIGHT AFFECT THE ECONOMY 

THIS QUARTER WE LOOK AT THE LONG-TERM DECLINE IN GLOBAL POPULATION 
GROWTH. WE ASK THE QUESTION – HOW WILL SUPPRESSED BIRTH RATES AND 
AN AGING POPULATION AFFECT ECONOMIC INDICATORS, LIKE INFLATION AND 
INTEREST RATES?

The total global population has grown significantly over the past hundred years – from just under 2 
billion in 1920 to around 7 billion today, with projections indicating a total population in 2030 to a 
staggering 8.5 billion people. However, the rate of this growth has been declining for roughly 60 years 
– having peaked in 1963 at 2.2% annually. The current growth is rate is just 1.15%. Therefore, it is 
important to interrogate how lower growth may affect the global economy in future.

With lower population growth across most of the world, it’s reasonable to assume that as populations 
age on aggregate, labour force growth will also likely decline. This has been the case in the US, which 
has seen civilian labour force growth come off from its peak in the early 1980’s of 2.7% to around 
0.4% today. Inflation has followed labour force growth in decline – if this continues, we could expect 
that inflation will stay at depressed levels in future.

FIGURE 1: ANNUAL GLOBAL POPULATION GROWTH RATE (1960-2018)

Source: World Bank (https://data.worldbank.org/indicator/SP.POP.GROW)
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As Central Banks grapple with lower inflation, and try to avoid deflation, they will likely keep interest 
rates lower for longer. As seen in the figure 3, interest rates are already at 5000-year lows. Therefore, 
it isn’t clear that continued easy monetary policy will achieve its aim of pushing up demand for money, 
and in turn, inflation – especially if there is further downward pressure on population growth.

While there is no definitive answer to how lower population growth will affect the economy, we will 
likely see its effects across a broad range of factors, including average property prices and consumer 
demand. This will certainly spill over into the markets, likely affecting bond markets by keeping yields 
lower for longer, and equities via consumer demand. The other factor that will play a considerable 
role in the landscape of the global economy will continue to be the growth and spread of technology. 
However, we will only know in hindsight how all of these factors come together.

FIGURE 2: US LABOUR FORCE GROWTH VS. INFLATION

Source: Bank of America Merrill Lynch

FIGURE 3: INTEREST RATES SINCE 3000 BC

Source: Bank of America Merrill Lynch



Sourcing from first person accounts, Zuckerman 
offers an insider’s view on how Jim Simons formed 
Renaissance Technologies. The firm has always been 
a notoriously secretive entity, so readers should not 
expect a case by case disclosure of the methods and 
approaches used. 

The firm utilised novel mathematical approaches 
developed by a team of PhD’s, implemented on 
enormous sets of data, and traded using at-times as 
much as 20 times leverage. Knowing this, it wouldn’t be 
misguided to say that wealth accumulated by the firm 
was purely a function of knowing the right formulas and 
employing brut mental horsepower. Instead, one of the 
pillars on which modern finance’s most enviable trading 
model was built, was Simons’ understanding of how to 
build strong teams and retain talent. 

The people that Renaissance was interested in hiring, 
primarily came from academia. This had its own 
challenges. Throughout the book, it seems the typical 
Renaissance employee could not be lured on the 
potential financial gains alone. Staying in academia 
offered individual recognition - recognition that would 
surely be forfeited working alongside other researchers 
towards a trading model. 

Renaissance operated in a centralized structure, where 
models and algorithms were freely available to all em-
ployees, encouraging collaboration. All of these formed 
parts of the single trading model. This stood at odds with 
the traditional siloed structure that pervades across the 
sleepy departments in academia. This arrangement al-
lowed for a robust incentive scheme; any improvements 
made to the model would be to the benefit of all, with 
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RECOMMENDED READ:  
THE MAN WHO SOLVED THE MARKET: 
HOW JIM SIMONS LAUNCHED THE QUANT 
REVOLUTION - by Gregory Zuckerman

IF RENAISSANCE TECHNOLOGIES IS KNOWN BY ANYTHING OTHER THAN THEIR 
39% ANNUALIZED NET RETURNS OVER THE LAST 30 YEARS, THEN IT WILL BE HOW 
LITTLE IS KNOWN ABOUT HOW THEY GOT THERE. 

the contributor potentially earning a larger allocation of 
the fund’s profits. Any mistakes or shortcomings from 
changes to the model would be to the detriment of all, 
with the contributor being held accountable. 

Renaissance was not without 
competitors. Several of these firms 
managed to be wildly successful by 
all traditional money management 
standards. However, Renaissance’s 
performance is the most coveted. 
Suggesting that the formula for 
building great teams is worth as 
much as any mathematical proof. 
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BLUEALPHA INVESTMENT OFFERING

OUR LONG TERM TRACK RECORD DEMONSTRATES OUR ABILITY TO CREATE 

WEALTH FOR OUR INVESTORS. 

  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 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.

  BlueAlpha BCI Balanced Fund: 
the newest addition to the BlueAlpha 
stable, this fund aims to achieve high 

For our institutional investors we  
currently manage South African 
focused equity and balanced man-
dates 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 fund aims to provide long-run 
market out-performance. It has a 
high risk profile. 

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 – BLUEALPHA BCI 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
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-1.5%
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Source: MoneyMate

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

INVEST WITH US

capital growth through maximizing 
exposure to both local and global 
equity, as well as through sizable 
exposure to property. It is managed 
to comply with Regulation 28 and is 
therefore appropriate for retirement 
products. The fund has a medium 
risk profile.


