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In our previous edition of the newsletter, we got right into the heart of your investment portfolio, discussing how the 
core of the portfolio works together in generating a return – not all shares doing well together but rather by ensuring 
that those that outperform, outperform by more than the underperformers underperform. In this edition, we delve 
into the recent reporting period, highlighting some of the more notable results updates as well as the strong growth 
prospects in investing in these companies. We start with a follow-up on an earlier newsletter where we discussed 
whether politics or markets play a greater role in emerging market (EM) currency moves.   
 
January 2016 saw a sharp sell-off in Chinese equities driven by fears of overpriced assets and the clamp-down by 
regulators on those speculating in stocks and commodities – this was the culmination of what was a very difficult 2015 
for EM’s, their currencies and overall commodity prices. The graph below depicts the severity of the withdrawal of 
investment funds from EM’s over the course of 2015, in particular the period from June 2015 and the impact this had 
on currencies in those regions highlighted.     

 
While a fair share of political headwinds may have been involved in the above movement in currencies, when we look 
at 2016, which also had its share of political hurdles in all markets mentioned, the proof is in the pudding that investment 
fund flows seem to play a significant part in driving currencies in EM’s and therefore the search for a better return and 
higher yields (especially when much of the developed world has negative yielding government bonds) seems to be a 
bigger consideration when investing in EM’s.  

 
On a side note – Henkel and Sanofi recently became the first public companies to sell new Euro bonds to investors 
for more than what the buyers will get back – imagine investing your money knowing very well that when you withdraw 
that investment in a few years’ time, you’ll get back less than what you put in….?? And we wonder why investors would 
“risk” buying RSA government bonds that yield between 8% and 10%.  
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We’ve spoken at length about Aspen, including the 
prospects for this business over the long term, how 
we think management are key in driving the business 
forward as well as expansion opportunities on the 
horizon. While recently announced results for the 
year ended June the 30th 2016 disappointed the 
market somewhat, what is becoming clear is 
managements’ focus on key therapeutic areas, 
including thrombolytics, anaesthetics and nutritionals 
(baby formula). Thrombolytics (anticoagulants), or 
better known as ‘clot busters’, are effectively used to 
dissolve blood clots in major arteries or veins that 
pose potentially life threatening implications. 
Although already a large contributor to Group 
profits, the one potential ‘game changer’ for Aspen is 
a particular type of anticoagulant called Orgaran, and the market that management has identified for this particular 
product is the US. What has prohibited others in the past is the limitations on supply of the input needed to make this 
particular drug (not for the faint hearted) – the stomach lining of a pig – where one million pigs are needed for the 
treatment of only 1 600 patients. A potentially long story but an old connection of Aspen’s CEO now runs a large 
global pork related business, the result of which has meant that roughly 60% of all pigs slaughtered in the USA now 
pass through an Aspen facility where this much needed ingredient is collected – small world! In the anaesthetics 
portfolio, as a result of two recently completed deals, Aspen now holds the #1 position globally (Ex. USA) in total 
anaesthesia, local anesthesia as well as #2 in general anesthesia. These #1 markets include China, Japan, Brazil, SA, Aus 
and the Nordics. The past two years have seen management clean up the business, selling non-core operations and 
focusing on those above. Outside of the baby formula business, which already has high barriers to entry due to the 
complex nature of the production process, Aspen now has the product pipeline to support patients around the world 
in its area of expertise – it’s got the medication for those suffering from blood clots, and in case you need to ‘go under’ 
it has the anaesthetic portfolio for that – and just to make sure it doesn’t sound too boring, it has the numbing creams 
(anaesthesia’s) for those who opt for botox and tattoo’s too.  
 
 
    ------------------------------------------------------------------------------  
 
 
RMI has been a stalwart in many portfolios over the years and quietly goes about delivering year in and year out. The 
share price has grown four-fold in just over five years and with OUTsurance and Discovery forming the core of the 
business, looks set to continue its stellar performance. Following on from the acquisition of a 30% stake in Sentio 
Capital announced in March 2016, two further acquisitions have been made as well as the finalisation of terms to 
acquire the 22% stake in Truffle from RMB Short Term Insurance – a business that RMI recently sold to Santam. Truffle 
manages close on R20bn in client assets. In September 2016, RMI Investment Managers (IM), a business set up to 
acquire small stakes in boutique finance businesses, acquired a 25% stake in Polar Star Management, a commodity 
arbitrage hedge fund managing R4bn in assets - bringing RMI IM’s affiliates to six active managers, one passive and one 
alternative manager. These include Coreshares, Northstar Asset Management, Perpetua Investment Managers, 
Tantalum Capital and RMI Specialist Managers and total assets under management (AUM) of R55bn for the business as 
a whole. Added to this is the partnership with Royal Bafokeng which is in the process of acquiring a 25% stake in 
Sesfikile Capital, the listed property manager with R16bn in AUM.     
 
The standout performance for the Group from recently announced results was the 43% increase in earnings from 
OUTsurance, where RMI is an 84% shareholder, although this was on the back of a slower prior period due to weather-
related claims in Aus. That aside, gross written premiums grew 18% to almost R15bn (compared to Discovery’s SA 
Life, UK Life and Insure businesses of R11bn, R3.8bn and R1.6bn, respectively), while claims decreased from 55.5% to 
54.4%. Discovery continues to grow favourably too, and with the process under way to acquire a banking licence we 
are sure to see some movement in the banking sector.  
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The table below breaks down a rough estimate of the net asset value (NAV) of RMI, clearly indicating the growing 
prominence of OUTsurance and Discovery. Watch this space as there seem to be some positive developments in this 
business…. 

 
 

------------------------------------------------------------------------------ 
 
 
Steinhoff released a mixed set of results for the year ended June 2016, with stronger than expected top-line growth 
partially offset by lower than expected adjusted earnings per share (EPS), down 3%. Adjusted EPS was adversely 
impacted by 25% higher average shares in issue, as operating profit increased by 32% to €1.5bn. Given the incredible 
global expansion that Steinhoff have undertaken in recent years, including the roughly R70bn paid for Pepkor, we 
thought we’d go into a little more detail on two of their more recent acquisitions, to give you a sense of the scale that 
is being achieved in the business. Steinhoff has now received the requisite endorsements from the court and scheme 
meetings in the UK to acquire Poundland, expected to be completed on 16 September 2016 and The Mattress Firm 
shareholder vote is scheduled for 30 September 2016. 
 
Poundland is a price-driven, volume-led business, offering an extensive and varied range of products across 17 
categories, and all for £1. Single-price retailing was invented in the US in the late 19th century, while Poundland’s 
founders, Dave Dodd and Stephen Smith claim to have introduced the concept in Europe when they opened the first 
store in Burton-on-Trent in 1990.  
 
Poundland, following the acquisition of 99p Stores, operates nearly 900 stores in the UK and Republic of Ireland, 
serving approx. 7 million customers and processing 5.5 million transactions per week. A typical Poundland store carries 
around 3 500 stock-keeping units (SKUs), of which 1 000 are branded products, an important aspect of the Group’s 
sales strategy, creating a “halo effect” for the private label products stocked within its stores. The product line-up is 
continuously refreshed, with around 10 000 new products introduced each year. Poundland believes that the single-
price point that it offers provides them with a competitive advantage against its multi-price peers, as it sets a clear and 
consistent base for consumers to compare prices from other retailers – knowing that at Poundland it costs £1. 
 
The UK value general merchandise market has been one of the fastest growing sectors of UK retail, having grown at a 
compound annual growth rate (CAGR) of ~15% since 2007, predominantly driven by rapid store roll-out. The sector 
has continued to benefit from a structural shift in consumer behaviour towards value retailing, and while the market 
has traditionally appealed primarily to the less affluent customer group, there is increasing penetration within the more 
affluent. Based on a survey conducted by Poundland in 2013, it found that roughly 22% of its customers were from the 
affluent socio-demographic group. The stronger relative growth outlook for the sector has been informed by the 
significant growth of the sector in the more mature US market. 
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Intuitively, a single-price retailer’s primary concern is inflation, owing to its inability to pass costs on to customers and 
keeping the £1 price-point. However, inflation over the years has also resulted in products that previously sold for less 
than £1 in traditional retailers, now being able to be priced at £1 at Poundland. One of the most common strategies 
to offset inflation in the Group’s product lines is through “shrinkflation”, where packs containing multiple items (e.g. 
pens), are reduced to offset price increases (E.g. Pack of three reduced to pack of two), while maintaining or even 
growing margins on the product line. The branded products are a key source of repeat business for the Group, which 
help stimulate more impulse buying from consumers in the store. This strategy is centred around luring customers 
away from the larger supermarket chains through the inclusion of reputable household brands, which are sold at prices 
that undercut competitors. Poundland’s model hopes to lure significant volumes of customers through the low-price, 
branded strategy, at which point they try to entice these customers to impulse buy other products on offer, generally 
own-brand products and thereby uplifting the margin.  
 
To ascertain Steinhoff’s primary motivation for acquiring a retailer like Poundland, that on the surface has no connection 
to the Group’s current businesses, it is worth looking at its failed acquisition attempt for Home Retail Group. Home 
Retail Group, like Poundland has approx. 900 stores in the UK, and are predominantly situated in High Street locations. 
In the announcement, Steinhoff indicated that Poundland will form an important part of the Group’s General 
Merchandise segment, and as such, synergies in the UK arising from the existing store estate of Poundland, Pep & Co, 
Harvey’s and Bensons for Beds, will be investigated, and where appropriate, initiatives in respect of reciprocal branding 
and multi-facia formats on the same sites may be undertaken. 
 
The Mattress Firm is the largest specialty retailer of mattress and bedding-related products in the US, operating more 
than 3 600 company and franchise operated stores in 48 states, under the Mattress Firm, Sleep Train and more recently, 
Sleepy’s brand names. Steinhoff announced that it had made an offer of $64/share for the entire share capital of the 
Nasdaq listed Mattress Firm, valuing the company at $2.4bn. The offer price represents a 114% premium to the closing 
share price immediately preceding the offer. 
 
The US wholesale bedding market is characterised by its relatively low volatility, with mattress sales holding up during 
three of the last four recessions and periods of slower / negative growth historically followed by quicker growth in 
subsequent periods. The durability of the industry is derived from the fact that approx. 80% of mattress purchases are 
replacements. The specialty mattress market in the US is large and fragmented, with The Mattress Firm, following the 
acquisition of Sleepy’s, holding approx. 25% of the market. The largest eight specialty mattress retailers make up 
approx. 38% of the industry, with the next closest competitor to Mattress Firm holding roughly 8% of the market. 
Specialty mattress retailers have grown their share of overall mattress sales in the US, which currently stand at ~47%, 
compared to 19% in 1993. During the same period, Furniture retailers saw their share drop to 34% from 56% and 
department stores’ share fell from 11% to 5%.  
 
Tempur Sealy and Serta Simmons (owners of Tempur-Pedic, Sealy, Serta and Simmons brands) are the Group’s primary 
suppliers of branded mattresses and accounted for 79% of mattress product costs in 2015. A key element of the 
Group’s strategy is the “Mattress Firm Red Carpet Delivery Service,” through which the Group offers a 3-hour 
guaranteed delivery window and same-day delivery. In addition to the differentiation offered through same-day delivery, 
the Group seeks to further distance themselves from their competition on price, through the Group’s low-price 
guarantee. This guarantee promises that Mattress Firm will beat the lowest-priced competitor-advertised price, on a 
comparable product, by 10% at any time up to 100 days after purchase, and will refund the customer the difference. 
The Group is able to do this as a result of their relative scale and the concomitant buying power that their scale brings.  
 
Integration of Mattress Firm into the Steinhoff Group has the potential to further reduce product costs through 
enhanced global buying power, which would benefit Steinhoff’s retail bedding businesses in the UK, Australia and 
Europe, as well as Mattress Firm in the US. On an integrated basis, Steinhoff will hold significant buying power against 
Tempur Sealy and Serta Simmons globally, following the acquisition. Conversely, growing the proportion of these 
brands in Steinhoff’s existing markets, coupled with the strong relationship through Mattress Firm, could provide 
Steinhoff with a material cost advantage for these brands, over its competitors in the UK, Europe and Australia. The 
acquisition will provide the Group with further diversification, growing the proportion of US revenue, as well as 
increasing its contribution from bedding and mattress products, historically a less cyclical sector of the broader 
furniture and appliance market.  
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And this is what they’re up against - IKEA 
Extract from NY Times article by Amanda Fortini 
 
Not long ago, during an interview with the BBC, Kanye West announced, in his trademark third-person idiom, that he 
hoped to design for Ikea: “Yo, Ikea, allow Kanye to create, allow him to make this thing because you know what? I 
want a bed that he makes, I want a chair that he makes.” This seemed strange at first; what did West care about 
budget-friendly particleboard furniture? But if your goal is a kind of worldwide saturation, then collaborating with Ikea, 
with its 387 stores in 48 countries, is an ingenious tack. Ikea is one of the world’s largest consumers of lumber. It sells 
a set of its Billy bookcases every 10 seconds, and it’s said that one in 10 Europeans is conceived in an Ikea bed. Last 
year, approximately 884 million people — more than twice the population of the U.S. — visited Ikea stores. There’s 
even a web series called “Hikea,” in which people take psychedelics and attempt to assemble, from a wordless 
instruction manual, the pile of planks and screws in front of them. Ikea, not unlike West himself, is part of the zeitgeist. 
 
“To whom does design address itself: to the greatest number, to the specialists or the enlightened amateur, to a 
privileged social class?” an interviewer once asked Charles Eames, who answered, “Design addresses itself to the need.” 
The reason Ikea furniture is so popular, one could argue, is that, with its combination of astonishingly low prices and 
streamlined Scandinavian design, it addresses the needs of almost everyone. Ikea does an enormous amount of research 
into these needs, sending employees, and sometimes even anthropologists, to study how people exist and interact with 
the objects in their homes. For the past three years, the company has published a “Life at Home” report, wherein they 
survey up to 12,000 people in 12 cities. Of course, Ikea is also a corporate behemoth that aims to turn a profit, but its 
appealing, affordable, flat-packed furniture and accessories really do make it possible to create a home for yourself 
when you are young, impecunious or without the time to scour thrift stores for castoff gems. 

 
 

   ------------------------------------------------------------------------------ 
 

 
Lastly, the SABMiller deal looks set to be approved by early October 2016, with one final shareholder vote to be 
cleared before the combined Group starts to make its impact on the global beer industry. As part of our 
correspondence with you, we highlighted that shareholders had the option to receive £45 in cash or the partial share 
alternative (PSA), which is a combination of stock and cash. The catch with this option is that these shares will be 
locked-in and not tradeable for a period of five years post the finalization of the deal. Although being long term 
investors, we still feel flexibility is a vital part of investing and important in being able to diversify – and therefore 
strongly favour the cash option – let’s not forget that Lehman Brothers was also a darling of its sector at one time! 
 
The final timetable is set out below after which your SABMiller shares will no longer reflect in your portfolio: 

 
 ABInbev General Meeting, UK Scheme Court Meeting,  

SAB General Meeting and Newbelco General Meeting   28 September 2016 
 Last day of dealing in SAB shares      4 October 2016 
 Last time for making election for cash offer or PSA    7 October 2016 
 Belgian Merger becomes effective and combination completes  10 October 2016 
 New listing of combined Group       11 October 2016 
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 RMH reported a 7% increase in normalized earnings for the year ended 30 June 2016, an impressive result given 

the local economic environment. Their 34% interest in the Firstrand Group comprises RMB, FNB, Wesbank and 
Ashburton. While their long held interest in Firstrand has been their sole investment for some time, this year saw 
their first foray outside of the banking space. RMH took a 27.5% stake in Atterbury Property Holdings and are 
currently in the process of finalizing a 34% investment in Propertuity, an urban renewal business in Johannesburg, 
Pretoria and Durban, mostly notable for the Mobaneng Precint in inner city Johannesburg – diversification a good 
thing but still too small to move the needle; 

 
 Discovery reported a pleasing 11% rise in normalised profit from operations, although spend on new initiatives 

is taking its toll on reported earnings. Despite this short term dampener on earnings, the future looks incredibly 
bright for the business, with the Vitality Shared-Value Insurance model now present in 14 markets around the 
world. Discovery is also in the process of securing a banking license which is sure to bring some life to that sector 
– Many moving parts but watch this space closely!; 

 
 Distell continues to impress, delivering an almost 12% rise in headline earnings per share (HEPS) for the year 

ended 30 June 2016. There is sure to be some action to come in this stock due to the ABInbev / SAB tie-up, where 
ABInbev has agreed to sell SAB’s 26% stake in the business as a condition of the merger. With strong brands in 
Klipdrift, Amarula and Savanna, and a big daddy shareholder in Remgro, who also has first rights to acquire the 
26% stake, taking their brands abroad seems the logical next step – conservative management, strong 
shareholder backing, and great brands – a solid combination;   

 
 AVI reported another solid set of results for the year ended 30 June 2016, growing HEPS 10.6%. The weaker 

Rand negatively impacted its cost of imported goods, this was however offset by strong results in the creamer, 
Body Sprays and I&J units – Diversified brands across the customer spectrum, including Bakers Biscuits, Five 
Roses tea, Cremora creamer, I&J fish, Yardley body spray and Gant and Spitz clothing; 

 
 Shoprite surprised with an excellent result for the year ended June 2016, growing earnings 17%. This is a very 

positive result given the local consumer environment and even more so by being able to maintain the Group 
margin. Despite the local competition heating up, Shoprite has managed to maintain its market share above 30% 
and latest AMPS research indicated that 76% of adult South Africa shops at one of the Group’s supermarkets – up 
from 72% a year ago – This again proves the value in having an experienced and well regarded management 
team; 

 
 Sasol reported a solid set of annual results as higher-than-expected cost savings helped the Group weather a near 

45% decline in average oil prices. Sasol reported a 17% decline in HEPS while the total dividend for the year was 
down 20% to R14.60. The Group recently increased their expectation for the costs of the Lake Charles Cracker 
Project (LCCP) in the US by 25% to $11bn. The complex is now 50% complete and the first unit is expected to 
come on-line in the second half of 2018 with the last unit commissioned in early 2019. Higher-than-expected cash 
savings over the next three years are expected to partially mitigate the elevated LCCP spend – Still a play on 
the Rand Oil price and big spending in the US continues to pose a risk;  

 
 Richemont reported a weak operational update for the 5-months to end August 2016 with sales falling 13% in 

constant currencies and 14% on a reported basis. Much of the weakness was attributed to lower sales in France 
following the spate of terrorist attacks over the last year, as well as continued weakness in the wholesale channels 
in Hong Kong and Macau. It must be noted that the Group generated robust growth in the prior year period, with 
European sales having risen by 26% in the 5-months to August 2015. Underlying demand in Hong Kong and Macau 
was stronger than the headline figure suggests as a result of the Group’s efforts to clear old inventory from its 
wholesale partners. Excluding once-off restructuring charges, the Group expects operating profit for the interim 
period to decline by 26% – A tough cycle at the moment but with a war chest of R70bn, the balance sheet 
looks healthy; 
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 Bidvest produced a solid result for the year to June 2016, as muted organic growth was boosted by the acquisition 
of Plumblink at the beginning of the fiscal year. Group revenue increased by 4% to R68.2bn while HEPS increased 
by 2.5%. A dividend of R2.32 was declared, which, together with the R2.41 declared by BidCorp, equates to a full-
year combined increase of 5.1%. Bidvest recently announced the acquisition of Brandcorp, which is expected to 
become effective at the end of September 2016, and will add “a few hundred million” to group trading profit in 
2017 – Acquisitions remain a key part of Group strategy and we can be sure there is more to come…. 
 

 BidCorp, the spin-off from Bidvest, produced a strong set of maiden results for its 2016 financial year, growing 
revenue 21% to R140.5bn and HEPS by 33%, with favourable currency translation a material driver of growth. The 
purposeful exit of a number of large, very low-margin contracts in Australia, Belgium and the Netherlands, in 
particular, offset strong underlying revenue growth in the “independent trade” segments. The Group ended the 
year in a strong financial position with net debt of R1.7bn, down from R4.3bn at the half-year mark – A profitable 
business operating in a profitable but very competitive segment? 

 
 Famous Brands recently announced the acquisition of Gourmet Burger Kitchen, “GBK”, for £120m. GBK was 

founded in 2001 and offers eat-in, take-away and delivery services, has 75 company-owned restaurants in the UK 
and recently re-acquired the rights to the Irish franchise network, adding an additional five stores. GBK also has a 
retail offering, whereby GBK-branded food products are sold through retail channels. The acquisition adds scale 
to Famous Brands’ UK business, which currently includes Wimpy UK, as well as increasing the Group’s premium 
brand offering – Another acquisition to boost its already strong basket of brands; 

 
 Mr Price The apparel and household goods retailer announced a weak update for the 18-weeks to end July 2016, 

with Group sales rising just 1% and comparable store sales down nearly 3%. Mr Price Apparel experienced most 
of the weakness for the period deciding to keep merchandise at full-price in expectation of stronger sales when 
colder weather did occur. Competitors, however, proactively reduced prices earlier in the season, which led to a 
deterioration in the Group’s relative pricing proposition. As a result, Mr Price expects its earnings for the first half 
of the year to be below that of the prior year – International retailers (H&M and Cotton On) now potentially 
starting to eat into Mr Price’s market in a big way; 

 
 
How times have changed – alongside a graph depicting 
the changing landscape of the world’s largest 
companies and how tech has become all encompassing. 
Difficult to see how Apple or Google (Alphabet) are 
going to be pushed off their purch with all the 
information they have on us – but I’m sure the same 
was said about ExxonMobil and General Electric when 
they were top of the pile.  
 
I wonder what this picture is going to look like in 
15 years’ time?? 
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It seems the UK hasn’t been their top pick for a while now – was it therefore all just hot air in the lead up to the Brexit 
vote? Extract from Bloomberg article by Barbara Sladkowska. 
 
The U.K. is losing its appeal for Poles seeking 
work abroad – While Britain is still home to 
more Polish expatriates than any other 
European country, Germany has become 
more of a lure, with about 41,000 moving 
there in 2015. That’s the fourth consecutive 
year that Europe’s biggest economy has 
been more attractive to them than the U.K. 
 
In some ways, Germany’s desirability should 
be obvious. It shares a border with Poland, 
and the capitals Warsaw and Berlin are linked 
by intercity trains. That’s much easier than a 
plane or bus ride to the U.K., especially for 
temporary employees who shuttle there and 
back frequently. 

But Britain has the advantage of language — 
Poles are much more likely to learn English at 
school than German — and wages that are 
generally about 30 percent higher. The so-
called snowball effect also pushes family and 
friends to follow the path of the pioneers 
who’ve succeeded abroad. 
 
Now the 720,000 Poles living and working in 
the U.K. face a new challenge: Britain’s 
decision to leave the European Union. The 
vote has also spurred incidents of 
aggression that sour the U.K.’s appeal. 

 
“It’s hard to precisely assess the impact of hostility toward Poles,” said Piotr Kalisz, chief economist at Citigroup Inc.’s 
Bank Handlowy SA in Warsaw. “But these events will definitely be taken into account by Poles considering U.K. as 
their destination.” 
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The Marlboro Man obviously made a lasting impact! 
 
FT Article by Philip Delves Broughton. 
 
The tobacco industry should be dead by now. Billions of dollars in lawsuits, public health campaigns, heavy restrictions 
on advertising, none have succeeded in killing it. Forty million Americans still smoke — 15 per cent of women and 
about 20 per cent of men. Chances are they’ll die a decade before non-smokers but they keep lighting up. 
 
Around the world, antismoking campaigns have succeeded in stabilising the rise in the number of smokers. In China, 
sales are falling. In Australia, cigarettes must be sold in drab green packages covered in pictures of tumours, diseased 
hearts and lungs, and dying smokers. The brand name can only appear in small font on the front. The logic is that 
“unbranded” cigarettes are less appealing to the young who might otherwise see them as a statement of fashion or 
rebellion. 
 
Yet, for all this, tobacco companies have proved crafty and resilient. This week John Boehner, the Republican former 
speaker of the House of Representatives, joined the board of Reynolds American, the makers of Camel and Newport. 
Mr Boehner is a Camel Ultra-Lights man and his job will be to speak for tobacco in Washington. 
 
During the summer, Newport engaged in its first direct-to-consumer marketing campaign in 15 years, promoting its 
menthol cigarettes at music festivals around the country using the Newport Pleasure Lounge, an air-conditioned trailer 
for smokers. Menthols, Newport reckons, have new potential among younger consumers who crave flavour. They 
provide all the hit of a traditional cigarette with a cool blast of mint. Anyone willing to drink Budweiser’s Lime-A-Rita 
beer margarita, goes the theory, will be willing to take up menthols. Whether these are the deranged ravings of product 
marketing or truth, only the market will tell. 
 
Japan Tobacco recently entered the US market with its inexpensive LD cigarettes. In North Carolina, the home of US 
tobacco, where prices are among the lowest, a pack of LD costs just over half the price of a pack of Marlboro. Japan 
Tobacco’s logic is that the antismoking movement in the US is waning. There are fewer lawsuits, prices keep rising and 
the decline in the number of smokers seems to have slowed. 
 
It feels as though, after years of hiding in plain sight, the tobacco industry is once again ready to strut. Yet, for investors, 
the product has never stopped churning out returns. A recent report from Credit Suisse covering industries with data 
going back to 1900 showed that tobacco had performed best, with an annualised return of 14.6 per cent compared 
with an average of 9.6 per cent. A dollar invested in tobacco companies in 1900 would have grown, with reinvested 
dividends, to $38,255 by the end of 2014. If you had invested the same dollar in shipbuilding and shipping, you would 
have a measly $1,225. 
 
The California Public Employees’ Retirement System sold its tobacco holdings 16 years ago, in the thick of the litigation 
against tobacco companies, but has said it may reconsider its decision. 
 
So what’s the secret? At one level, it’s simple. Cigarettes are cheap to make and highly addictive, which allows for fat 
margins. And customers are loyal to their brands. Snag them when they are young and chances are you’ll have them 
until they give up or die. 
 
But tobacco companies have also proved remarkably innovative in the face of apparently existential threats. Chewing 
tobacco sales have been creeping up. The market in e-cigarettes, which heat tobacco fluid rather than burning cured 
leaves, is rapidly growing as companies figure out how deliver more nicotine per puff and send it deep into a smoker’s 
lungs. Sixteen per cent of school pupils aged 17-18 had smoked e-cigarettes in the past year, according to US 
government estimates. 
 
Cigarette companies have even ridden the organic wave. Reynolds American makes Natural American Spirit cigarettes, 
which it describes as “natural”, “additive free” and made with organic tobacco. The packets show a figure of a native 
American smoking a long pipe. 
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http://money.cnn.com/2016/09/15/investing/john-boehner-smoking-joins-tobacco-company/index.html
http://www.ft.com/topics/themes/Consumer_trends
http://www.wsj.com/articles/newports-pleasure-lounge-aims-to-ignite-cigarettes-sales-1473801325
http://www.wsj.com/articles/japan-tobacco-brings-cheap-cigarettes-to-the-u-s-1468853133
http://publications.credit-suisse.com/tasks/render/file/index.cfm?fileid=AE924F44-E396-A4E5-11E63B09CFE37CCB
https://www.ft.com/content/e87a9b3c-0708-11e6-9b51-0fb5e65703ce
http://www.hhs.gov/ash/oah/adolescent-health-topics/substance-abuse/tobacco/trends.html


This report has been prepared for information purposes only, and should not be construed as investment advice or an indication of 
Odyssey Capital’s investment strategy. Odyssey Capital is an authorised Financial Services Provider (FSP775). 

 

 
 
 
 

 
 
Antismoking campaigners say, call them what you like, the cigarettes are just as bad for you as any other. But the 
marketing message — that somehow in smoking them you are tapping into some ancient, herbal ritual — goes down 
especially well with hipsters. A packet of Natural American Spirit is acceptable in environments where Marlboro is not. 
Tobacco companies also benefit from rising incomes in emerging economies. Even if the number of smokers is stagnant 
or falling in many places, you can keep pushing up the price of cigarettes as wages rise in emerging markets to 
compensate.  
 
If you put aside the health consequences, a pack of 20 remains a cheap thrill. 
For those who have rightly been banging on for years about the iniquity of tobacco companies, it must be maddening. 
For every blow they land, the industry feints into new areas of profitability. It seems quite possible that, 100 years from 
now, it will still be churning out cash at a rate to turn the rest of the Dow Jones green. 
 
The writer is author of ‘What They Teach You at Harvard Business School’ 
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