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2017 has started with somewhat of a bang in markets with many companies reporting Christmas trading results. For 
some, these represented a great start to the new year while others not so great. Richemont, an important part of your 
portfolios, has had a difficult two years, with what can only be described as the perfect storm – we dig a little deeper 
into their most recent trading update, which were comfortably ahead of market expectations and saw one of the 
biggest positive share price moves in close on a decade. 
 
Two other stocks that we take a more detailed look at are British American Tobacco, who recently announced the 
acquisition of the remaining 58% of Reynolds American that they did not already own – this is a big deal for tobacco 
markets as BATS and Marlboro (owned by the US listed Altria), now own around 80% of the US tobacco market, the 
largest and most profitable outside of China, a closed market closely controlled by the Chinese government. To put 
China’s market size into perspective, in terms of volumes, it comes close to the same size as the entire market outside 
of China (yes, you read that correctly), estimated at 2.49 trillion cigarettes compared to the 1.47 trillion of the next 
nine combined, while in terms of value, at $228 billion, this is same size as the next seven largest combined – and we 
wonder why there is a scramble to get into that market!  
 
The last business that we take a look at is KAP Industrial, one that we have been looking at for some time and was 
brought together in its current form through a combination of assets with Steinhoff. Well-known brands housed within 
the business include Unitrans, which incorporates Greyhound and Citiliner as well as the Gautrain bus feeder. The 
Group is also the only manufacturer of PET resin in the country, used in the making of what we know as the ‘buddy’ 
bottle, one of its many uses.    
 
Before we get stuck into the individual companies, and as we head into a year of what looks set to be dominated by 
nationalist politics and ‘big-men’ politicians, have a look at the history of world economic dominance. You’ll read later 
how quickly Japan’s plans for dominance were derailed by debt and how China’s aim of pushing the envelope on their 
growth targets could be setting them up for some interesting years ahead….  
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Richemont, the maker of global luxury brands such Cartier and Mont Blanc, reported earlier this month that third 
quarter sales were well ahead of market expectations. The stellar results were driven primarily by a stronger demand 
for its luxury jewelry pieces and a recovery in watch sales, boosted too by the weaker comparative period in 2016. 
The result of the announcement was an intra-day rise of 9% in the share price, the biggest one day positive move in 
eight years. What is pleasing is the fact that Richemont looks to have weathered what can only be described as the 
perfect storm – unfavourable currency moves since the unpegging of the Swiss Franc against the Euro, the former being 
the currency in which a fair chunk of its costs are incurred; slowing tourism to Europe as a result of terrorism concerns 
– tourism spending being a major driver of sales; and weak Hong Kong and Macau regions, primarily the result of the 
clamp down in luxury spending by the Chinese government.  
 
Mainland China is an interesting region for Richemont. Most sales aimed at for this region would have previously been 
made in Europe, the US and Japan. Chinese personal choppers or daigou have been arbitraging price differences 
between what they would pay in China and Europe, making a commission on each purchase – a thriving business and 
clearly why roughly 80% of Chinese luxury shopping is done abroad. This price difference, which reached a peak of 
around 70% in 2015, has fallen to between 25% and 35% currently, still a major difference when considering the price 
point at which some of these items are purchased. We should however, continue to see this gap close as new tax 
measures in China and stronger border controls mean that locals wanting to spoil themselves are having to purchase 
these luxury items at home – a positive development for the Group and one of the reasons why we are seeing such 
strong growth from Mainland China.     

 

 
In terms of the trading update, sales grew 5% compared to market consensus estimates of a 0.5% fall, a substantial 
difference and showing quite clearly the improvement in trading conditions. Across the board, the fourth quarter of 
2016, being the period January to March of last year, saw substantial declines in most markets, which will mean a 
significant uplift to come should the Group continue to trade favourably going into 2017.   
 
Looking at the different regions, Europe saw a material improvement in trading conditions, growing sales 3% compared 
to the 17% decline during the first half of the year. This was mimicked by the 10% and 8% jump in sales in the Asia 
Pacific and Americas regions, compared to 8% and 5% declines in the first half of the year in those regions, respectively. 
Europe in particular benefitted from strong tourist purchases in the UK while the Americas region was supported by 
the reopening of the Cartier Mansion in New York City.   
 
Importantly too was the improvement in its distribution channels, with retail growing 12% and wholesale declining 2% 
- this compares to the 20% decline in the wholesale channel for the first half of the year.   
 
The latest trading update certainly indicates that the tide may have turned in the Group’s favour and while the luxury 
market remains relatively subdued and somewhat clouded by negative sentiment, with a net cash balance of €5.25 
billion (~R75 billion), we think Richemont is well positioned to continue growing its current base, but also capitalize 
on competitors that have not practiced the same restraint that they have in weathering the storm. 
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British American Tobacco (BATS) announced last week that Reynolds American had agreed to the terms of the 
recommended offer that BATS acquire the remaining 57.8% of Reynolds that it does not already own. Getting the nitty 
gritty out of the way before we get into the business of the deal, Reynolds shareholders will receive $29.44 in cash and 
0.526 BATS shares, which will be represented by American Depository Receipts (ADR’s) and listed in New York. 
Based on these numbers, it implies a value of $59.64 per Reynolds share, or $49.4 billion for the 57.8% stake. The 
transaction is expected to close in the third quarter of 2017, subject to a number of shareholder and anti-trust 
approvals, financing not being one of the conditions.  
 
What this combination does do for you as a BATS 
shareholder is give you the opportunity to participate in 
a truly global tobacco business with a world class pipeline 
of vapour and tobacco heating products, called NGP’s 
(Next Generation Products). This is over and above the 
basket of dominant global brands housed within the 
enlarged Group. Management estimate that at least $400 
million in cost savings can be achieved by the end of the 
third year post the coming together of the businesses, in 
addition to it being earnings and dividend accretive to 
BATS shareholders from year one. Secondly, this 
transaction gives BATS significant scale in the US market, 
the largest tobacco profit pool (ex-China). To put the 
profitability of the US market into perspective, to make the equivalent amount of net revenue, BATS needs to sell 13 
packs of cigarette’s in developing markets, 6 packs in developed markets, while in the US, only 2 packs need to be sold 
to achieve the equivalent revenue – clearly why management state that developed markets are the source of current 
profits (where it seems almost ‘super profits’ are being made), while developing markets, where 60% of volume will 
come from, will be the source of future profits.    
 
Reynolds, with a 34% cigarette market share in the US, is well positioned as the #2 player in that market, with three 
out of the four top selling cigarette brands. Newport is the second largest brand in the US and the leading menthol 
brand, Pall Mall holds the top spot in the value category, while the Natural American Spirit brand is the fastest growing 
in the premium segment. Reynolds also has a 33% share in the growing moist snuff segment, led by its Grizzly brand. 
Bringing all the brands under one roof means there are further synergies to be had, in addition to the global 
management of brands, there’s agency costs and product development.  
 
Touching on the potential in the NGP market and based on management estimates of the global vapour market outside 
of the US, BATS is the largest international company in the category and has leading positions in the UK and Poland. 
The speed at which this market is growing is evident in the launch of the Glo brand, an innovative heating product, in 
Japan in December 2016, where after five weeks, the product has a 3.3% share of the leading retail convenience chain 
in the test market. The combined business will benefit tremendously from the coming together of the two research 
and development (R&D) teams, technology sharing, and now direct access for BATS products into the US and visa 
versa for Reynolds products into Europe. Reynolds brings VUSE, which is the leading brand in the US and BATS has 
Vype, which has the leading position in Europe – seems a good place to start the relationship! 
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KAP is a highly-diversified industrial company 
operating predominantly in South Africa, which 
was formed as a conglomeration of businesses 
spun out of Steinhoff and JD Group several 
years ago. The Group has since been refocused 
to deliver niche products and services operating 
primarily out of two divisions – Diversified 
Logistics, under the Unitrans brand, and 
Diversified Industrial. What interests us and is 
a common thread throughout its business, is 
that each unit is either the number one or two 
player in the respective industry sector, and the 
business sectors in which they operate all have 

high barriers to entry – this ensure that margins are sustainable. KAP has also invested in its respective products’ value 
chains, leading to vertical integration of its businesses, enabling it to protect margins and ensure security of supply for 
its end product.  
 
Below we take a closer look at each business unit, which clearly indicates the attractive brands that are housed within the Group 
and the dominant positions that it holds in some of its markets.  
 
Contractual Logistics (Unitrans Supply Chain Solutions) 
This division provides specialised transport, warehousing and supply chain services to the petrochemical, food, mining 
& infrastructure, agricultural and specialised warehousing sectors. The business is underpinned by long-term contracts, 
where 70% of its revenue is generated through 15 of its largest blue chip customers. This does pose somewhat of a 
risk but also ensures a stable revenue stream and operating margins. The unit generates operating margins more than 
double its peer group average, reaching 12.8% in 2016, 2.5 percentage points higher than its nearest competitor. The 
specialized nature of the business, particularly in the petrochemicals sector, poses a significant barrier to entry that 
enables it to maintain its profitability.  
 
Passenger Logistics 
Split into five subdivisions including Commuter & Personnel, Intercity, Gautrain Bus Feeder, Tourism and Rest of Africa, 
strong brands such as Megabus, Greyhound, Citiliner as well as the Gautrain underpin its dominance in the sector. 
Megabus Express operates and manages the Gautrain bus feeder and distribution service on a 15-year contract, of 
which 10-years remain, a period in which there is clearly major expansion to come.  
 
Integrated Timber (PG Bison) 
PG Bison manufactures and distributes sawn timber, poles, wood-based panel products, decorative laminates and solid 
surfacing material, and is the largest manufacturer of particleboard and medium density fibreboard in Southern Africa.  
The business is predominantly exposed to the retail, construction, furniture and residential development sectors and 
the most attractive aspect of the business is its backward integration, from ownership of the forest plantations to 
producing value-added final products.  
 
Automotive 
The automotive division comprises 12 businesses that supply components, directly and indirectly, to the seven vehicle-
manufacturing OEMs in South Africa. Feltex, the division’s primary operating business, is one of the largest automotive 
component manufacturers in South Africa, manufacturing 70% of the moulded seat foam used in car seats and 85% of 
the soft trim.   
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Chemical 
The Chemical division consists of two businesses, namely Hosaf, the only producer of polyethylene terephthalate (PET) 
resin in SA and by far the larger of the two divisions, and Woodchem, the largest producer of urea formaldehyde (UF) 
resin in Africa. Hosaf manufactures and distributes PET resin predominantly into the beverage bottling and food 
packaging industries while Woodchem supplies the manufacturers of wood panel products with UF resin, used to bind 
wood pulp when making particleboard and fibreboard. As a result of the relationship with PG Bison and the 
commissioning of their new paper line in 2015, Woodchem will sell roughly 45% of what is known as impregnated 
paper production to PG Bison. This allows PG Bison to add value to the end product that they would then sell on to 
outside parties – a method it seems the Group employs across its operations to not only ensure a better end product, 
but leverage off other businesses within the Group to better their products to end consumers. 
 
What makes Hosaf attractive as a business, not only that it is currently the sole producer of PET resin in the country, 
but that it is expanding production to be able to meet total local demand. In 2015, the total South African market 
consumed roughly 210 000 tonnes of PET, of which Hosaf produced 128 000 tonnes, with the difference having to be 
imported. The business is now in the process of increasing its PET production capacity to 240 000 tonnes / annum, 
which is expected to be commissioned in August 2017, with targeted peak capacity intersecting expected 2017 market 
demand of roughly 240 000 tonnes.   

 
Integrated Bedding 
This division is the only manufacturer of mattress fabric (Deslee Mattex), the largest manufacturer of flexible 
polyurethane foam (Vitafoam) and the second largest manufacturer of branded mattresses (Restonic), in Southern 
Africa. KAP’s strategy for its Integrated Bedding division is to manufacture key raw materials centrally, which provides 
economies of scale, and to combine the production of foam and the assembly of mattresses in key regional locations 
to facilitate regional distribution. In line with their vertically-integrated strategy, the division manufactures more than 
90% of its primary mattress components. 
 
In addition to the already diversified array of products and business segments, KAP recently announced the acquisition 
of Safripol for R4.1bn, a relatively large deal given the roughly R20bn market capitalization of the Group. Safripol, one 
of only two producers of polypropylene (PP) in South Africa, also produces high-density polyethylene (HDPE), where 
it has an approximately 70% market share in the country. PP is a plastic like product used in a variety of applications 
including packaging and labelling, stationery, plastic parts, loudspeakers, auto components and various types of 
containers. HDPE, on the other hand, with a far higher strength to density ratio, is used in the production of plastic 
bottles, corrosion resistant piping and plastic lumber. What is quite clear from this acquisition is that KAP operates in 
very niche areas, but in those that is does have a presence, it has a dominant position, from which it is able to compete 
very effectively.  
 
From an investment point of view, the share has performed very well in the past, which could also be attributed to the 
significant amount of corporate activity and shifting around that has happened between itself and Steinhoff, who remain 
a 40% and the largest shareholder in the business. With an eye to a turnaround in the fortunes of the local economy, 
and the potential for a pick up in growth over the next few years, this business may just fall right into the sweet spot 
of a growing local economy – we continue to keep an eye on it and are watching for attractive entry points into the 
stock! 
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While we wait for the reporting season to hit us in the next month or two, we’ve had some indication as to what the 
Christmas season has yielded for some of our local retailers.  
 
 Mr Price continues to see falling sales, reporting a 0.5% decline in total retail sales, while stores open for more 

than 12 months (like-for-like), saw sales falling 2.9% - it looks like South African clothing shoppers are enjoying the 
novelty of H&M, Cotton On and the like, but is this a trend that is here to stay? 

 Woolies released a trading statement for the half year to end December 2016, indicating that adjusted profits 
are likely to fall between 0.0% and 5.0%. This primarily as department store chains David Jones and Country Road 
were negatively impacted by the timing of the Boxing Day public holiday and the termination of some concession 
stores – local food continues to fly the flag, although, as we all know, increased pricing has offset falling volumes;   

 Foschini, in what seems to be the standout performer, reporting 14.5% growth in total sales for the nine months 
ended December 2016, driven primarily by the recently acquired business in the UK. Pleasingly, cash sales 
continues to drive growth, up 17.4%, while credit sales lagged at 2.7% growth – diversification of brands looks like 
the answer – Foschini, Total Sports, Sportscene, American Swiss, @Home, Markham and Donna Claire;   

 Shoprite also released a pleasing sales update for the half year ended December 2016, with total Group sales up 
14%, while like-for-like sales grew 8.6%. Importantly, and the focus of the Group for some time, has been the sales 
in Non-RSA supermarkets, up 32.3%, despite forex shortages in some countries and low commodity prices – still 
the stalwart of the African market which is starting to grow into a sizeable business relative to local operations; 

 After raising around R8 billion through a rights issue late last year which we thought Remgro would use to buy 
up the 26% stake in Distell that SABMiller was forced to sell as a result of the ABInbev transaction, and for which 
Remgro had the first option – It seems the PIC (Public Investment Corporation) has snapped up the stake in the 
liquor business – lucky public servants but Remgro now has some serious firepower and one wonders what’s next to come? 
 

 Late last year, Steinhoff and Shoprite announced jointly that they are in discussions regarding the creation of an 
African retail business, ‘Retail Africa,’ with the largest shareholders in both entities, being the PIC and Titan 
(Christo Wiese controlled entity) indicating their willingness to push ahead. This is what we know so far:  

- Shoprite will acquire Steinhoff’s African retail businesses, which include Pepkor Africa and SA, Ackermans, 
Shoe City, Steinbuild, Penny Pinchers, Timber City and Tekkie Town and the JD Group brands of Russells, 
Bradlows, Incredible Connection and hi-Fi Corp, to name but a few;  

- Shoprite will issue shares to Steinhoff for payment of these businesses, which will lead to Steinhoff 
becoming a significant shareholder in Shoprite;  

- On announcement of the deal, both share prices fell as the market digested what little detail has been 
given on the proposed deal – should this go ahead however, there is no doubt that a significant multi-
discipline African retailer is going to be formed with the size and scale that would enable it to completely 
dominate in its markets and create tremendous cross selling opportunities – let’s wait and see what detail 
comes out, but it should be interesting! In any event, this below is the opportunity!! 
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With social media completely taking over the way much of the world communicates – have you ever thought 
about the sheer volume of users on these platforms at any given time? 
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Talk about the efficiency of the US shale gas producers – with the oil price hovering around $60 per barrel, you 
can be sure that these guys will be firing up their oil wells and taking full advantage! 

 

 

 

 

 

 

 

 

 

 

 

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

Before he head into the last bit of the newsletter, here’s an interesting map of the US by state, indicating the 
largest companies in each – based on the graph above, it’s quite clear why ExxonMobil dominates in texas… 

 

 

 

 
 
 
 
 
 
 

  

  
   

INVESTMENT COMMENT 
January 2017 

Pieces that Caught Our Attention (Continued) 



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). 

 

 
 
 
 
 

 
Below are some extracts from an article that was slightly more bearish (negative) than what we see for the world, but point out 
some very interesting facts and figures regarding global growth and debt – despite us believing that is it important to see the 
positive side of the coin, it’s just as important to be aware of the risks….   
 
Extracts from the Hoisington Investment Management Company Quarterly Review and Outlook 
Hoisington Investment Management Company 
 
The 2016 presidential election has brought about widely anticipated changes in fiscal policy actions. First, tax reductions 
for both the household and corporate sectors along with a major reform of the tax code have been proposed. In 
conjunction, a novel program of tax credits to the private sector has been discussed to finance increased outlays for 
infrastructure. Second, provisions have been suggested to incentivize domestic corporations to repatriate $2.6 trillion 
of liquid assets held overseas. Third, there is talk of regulatory reform along with measures to increase domestic 
production of energy. Finally, various measures related to international trade have been discussed in an effort to reduce 
the current account deficit. 

 
Tax Cuts and Credits  
Considering the current public and private debt overhang, tax reductions are not likely to be as successful as the much 
larger tax cuts were for Presidents Ronald Reagan and George W. Bush. Gross federal debt now stands at 105.5% of 
GDP (in the region of between $20 and $25 trillion!), compared with 31.7% and 57.0%, respectively, when the 1981 and 
2002 tax laws were implemented. Additionally, tax reductions work slowly, with only 50% of the impact registering 
within a year and a half after the tax changes are enacted. Thus, while the economy is waiting for increased revenues 
from faster growth from the tax cuts, surging federal debt is likely to continue to drive U.S. aggregate indebtedness 
higher, further restraining economic growth. 
  
The key variable to improve domestic economic conditions is to cut the marginal household (middle income) and 
corporate income tax rates. 
 
However, if the household and corporate tax reductions and infrastructure tax credits proposed are not financed by 
other budget offsets, history suggests they will be met with little or no success. The test case is Japan. In implementing 
tax cuts and massive infrastructure spending, Japanese government debt exploded from 68.9% of GDP in 1997 to 
198.0% in the third quarter of 2016. Over that period nominal GDP in Japan has remained roughly unchanged. 
Additionally, when Japan began these debt experiments, the global economy was far stronger than it is currently, thus 
Japan was supported by external conditions to a far greater degree than the U.S. would be in present circumstances.  
 
Tax Repatriation  
One of the tax proposals with wide support gives U.S. corporations a window to repatriate approximately $2.6 trillion 
of foreign held profits under the favorable tax terms of 10% or 15%. There is a catch, however. To ensure that all 
funds are brought home, the tax is due on all of the un-repatriated funds even if only a portion is brought back to the 
United States.  
 
Several considerations suggest there is no guarantee that these funds will actually be invested in plant and equipment 
in the United States. First, the fact that they are currently liquid suggests that physical investment opportunities are 
already lacking. Second, the bulk of the foreign assets are held by three already cash-rich sectors – high tech, 
pharmaceutical and energy. The concentrated and liquid nature of these assets suggests that after an estimated $260 
billion to $390 billion in taxes are paid, the repatriated funds will probably be shifted into share buybacks, mergers, 
dividends or debt repayments. Putting funds into financial engineering will improve earnings per share, further raising 
equity valuations for individual firms; however, such transactions will not grow the economy.  
 
A possible additional negative result of the repatriation is that those assets denominated in foreign currency, estimated 
to be 10% to 30%, will need to be converted into U.S. dollars. This will place upward pressure on the dollar, reinforcing 
the loss of market share of U.S. firms in domestic and foreign markets. Tax repatriation was tried on a smaller scale 
during the Bush 43 administration in 2005-2006 with limited success. A much smaller amount of funds were repatriated, 
and the dollar showed strength. 
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Impediments to Growth: Unproductive Debt  
At the end of the third quarter, domestic nonfinancial debt and total debt reached $47.0 and $69.4 trillion, respectively. 
Neither of these figures include a sizeable volume of vehicle and other leases that will come due in the next few years 
nor unfunded pension liabilities that will eventually be due. The total figure is much larger as it includes debt of financial 
institutions as well as foreign debt owed. The broader series points to the complexity of the debt overhang. Netting 
out the financial institutions and foreign debt is certainly appropriate for closed economies, but it is not appropriate 
for the current economy. Much of the foreign debt resides in countries that are more indebted than the U.S. with even 
weaker economic fundamentals and financial institutions that remain thinly capitalized. 
  
A surge in both of the debt aggregates in the latest four quarters indicates the drain on future economic growth. 
Domestic nonfinancial debt rose by $2.6 trillion in the past four quarters, or $5.00 for each $1.00 dollar of GDP 
generated. For comparison, from 1952 to 1999, $1.70 of domestic nonfinancial debt generated $1.00 of GDP, and from 
2000 to 2015, the figure was $3.30. Total debt gained $3.1 trillion in the past four quarters, or $5.70 dollars for each 
$1.00 of GDP growth. From 1870 to 2015, $1.90 of total debt generated $1.00 dollar of GDP.  
 
We estimate that approximately $20 trillion of debt in the U.S. will reset within the next two years. Interest rates 
across the curve are up approximately 100 basis points from the lows of last year. Unless rates reverse, the annual 
interest costs will jump $200 billion within two years and move steadily higher thereafter as more debt obligations 
mature. This sum is equivalent to almost two-fifths of the $533 billion in nominal GDP in the past four quarters. This 
situation is the same problem that has constantly dogged highly indebted economies like the U.S., Japan and the 
Eurozone. Numerous short-term growth spurts result in simultaneous increases in interest rates that boost interest 
costs for the heavily indebted economy that, in turn, serves to short circuit incipient gains in economic activity. 
 
Impediments to Growth: Record Global Debt  
The IMF calculated that the gross debt in the global non-financial sector was $217 trillion, or 325% of GDP, at the end 
of the third quarter of 2016. Total debt at the end of the third quarter 2016 was more than triple its level at the end 
of 1999. In addition to the U.S., global debt surged dramatically in China, the United Kingdom, the Eurozone and Japan. 
Debt in China surged by $3 trillion in just the first three quarters of 2016. This is staggering considering that the largest 
rise in nonfinancial U.S. debt over any three quarters is $2.3 trillion, and China accounts for 12.3% of world GDP 
compared with 22.3% for the U.S. (2016 World Bank estimates). Thus, the $3 trillion jump in Chinese debt is equivalent 
to an increase of $5.4 trillion of debt in the U.S. economy. Extrapolating this calculation, Chinese debt at the end of 
the third quarter soared to 390% of GDP, an estimated 20% higher than U.S. debt-to-GDP. This debt surge explains 
the shortfall in the Chinese growth target for 2016, a major capital flight, a precipitous fall of the Yuan against the dollar 
and a large hike in their overnight lending rate. 
 
Eroding Demographics  
Weak population growth, a baby bust, an aging population and an unprecedented percentage of 18- to 34-year olds 
living with parents and/or other family members characterize current U.S. demographics, and all constrain economic 
growth. Moreover, real disposable income per capita is so weak that these trends are more likely to worsen rather 
than improve (Chart 3). In the fiscal year ending July 1, 2016, U.S. population increased by 0.7%, the smallest increase 
on record since The Great Depression years of 1936-1937 (Census Bureau) (Chart 4). The fertility rate, defined as 
the number of live births per 1,000 for women ages 15-44, reached all time lows in 2013 and again in 2015 of 62.9 
(National Center for Health Statistics). The average age of the U.S. reached an estimated 37.9 years, another record 
(The CIA World Fact Book). Population experts expect further increases for many years into the future. For the 
decade ending in 2015, 39.5% of 18-to 34-year olds lived with parents and/or other family members, the highest 
percentage for a decade since 1900, with the exception of the one when new housing could not be constructed because 
the materials were needed for World War II. 
 
It might make for some somber reading but it’s well worth considering when assessing global risks and where to look for future 
opportunities….  
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