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The Hidden Low Base – Upward from Here?
“It’s not about timing the market, but about time in the market.”
Much of what makes investing in the stock market so attractive is the chance of earning returns far greater than one
could attain elsewhere. History has rewarded patient investors handsomely, but recent market returns have been trying,
to say the least. Not only does one have to contend with politicians affecting our investments, and we’ve had our fair
share, but the ease with which businesses can expand offshore has meant currencies and local market nuances need to
be considered too. Our market has the pick of some excellent businesses, run by enterprising managers that are
respected the world over, but why have we not seen this come through in our share prices?
We’ve done some in-depth analysis of our market and what stands out is the low base from which we may be lifting.
While the Rand has strengthened quite substantially from the depths of the Zuma years, this has meant that our rand
hedge counters have given back much of their gains of the past and are now trading at levels that are very attractive,
compared both to their own histories as well as global peers. On the opposite side of the coin, we have a domestic
economy that is poised for a prolonged period of growth, should the positive moves out of the Presidency continue.
Remember that in only four months we have seen completely new Boards at Transnet, Eskom, Denel and SAA, a new
(and globally respected) Finance Minister, a new head of SARS, and of course our ‘World Champ’ Chairman of the
Reserve Bank (Mr Kganyago won the Central Bank Governor of the Year 2018 award recently).
In the bar chart below, we ‘segment’ the market returns over the past three years into a domestic grouping, rand hedge
grouping, Naspers, and the overall market. We also include the domestic and rand hedge grouping returns since
December 2017 to illustrate the impact on the respective groups since the election (or slightly prior to as the market
began ‘warming up’ to a Ramaphosa Presidency) of a new ANC President. What is quite clear is the low return
environment we have experienced over the past three years, with one exception. Dare we say it, outside of this
exception, the market is negative over this period.

And this is exactly why we see so much opportunity from here!

* Domestic composite includes Bidvest, RMB Hlds, Standard Bank, RMI Hlds, Sanlam, Growthpoint Properties, Redefine Properties, Foschini Group and Spar
Group; Rand Hedge composite includes Richemont, BATS, SAB / ABInbev and Bidcorp;

When looking at international returns and market valuations, the S&P 500 and Dow Jones Industrial Average, in the US,
have returned 32% and 42%, respectively, in Rand terms over the same period. With valuations at almost all-time highs
in those markets, the prospects of a foreign investor looking for an emerging market with strong governance, respected
banking and financial institutions, and importantly, a liquid currency and market, are good. South Africa is now in the
position to stand out head and shoulders above the rest of its emerging market peers.

Again, we think we are positioned not only for domestic equity upside, but our rand hedges look increasingly
attractive when measured against their international peers.
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The Hidden Low Base – Upward from Here? (Continued)
The opportunity we see is depicted in the graph below where all three groupings of the domestic, rand hedges and JSE,
respectively, have come together at around the 5% return mark over the period. So where does this leave us? We would
argue that, compared to global equities, our underlying domestic counters as well as our rand hedges are relatively well
priced and looking increasingly attractive. One could argue that the strength of the Rand may continue to hinder our
rand hedge counters, but as pointed out in the currency graphs below, the ‘catch-up’ of the Rand post Zuma’s exit has
occurred and we now trade in line with our other emerging market peers.

Run-up to and election of Cyril Ramaphosa as
ANC President and later, South African President

Without getting carried away too much on currency moves, the US is in the process of raising interest rates, which
inevitably results in the flow of funds into higher yielding US securities. The difference then between a higher yielding US
security and lower yielding (currency and inflation relative) South African security, means that funds would naturally flow
to the US Dollar, strengthening that currency against ours. We may find ourselves in the unusual situation of a stable
currency, although depreciating slightly, but an environment in which both domestic and rand hedge businesses can plan
their work, but more importantly, work their plans accordingly, without the ‘noise’ or risk of reckless government
changes.
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Recent Company Updates
The global nature of investing means we need to remain updated with happenings of global businesses. As a result we have
included some of the more interesting global blue chip stocks’ highlights below, as we have recently just come out of international
quarterly reporting season while local newsflow has been somewhat quiter.


Clicks reported solid results for its interim 2018 period, with
Group turnover up 10%, underpinned by a 14% rise in
turnover in its Health and Beauty segment. Positively, Clicks
increased its share of the market in this sector, with margins
improving on a Group level. HEPS grew 15% to reach R2.86,
with the dividend growing 17% to R1.03 per share for the
period – Roughly 45% of the pharmacy market in SA remains in
independent hands, which speaks to the massive opportunity for
companies like Clicks to grow and consolidate in this fragmented
market;



Mediclinic released a positive update for its upcoming full year 2018 results, as it expects to beat market
expectations. The improvement was underpinned by a significant turnaround in its Middle Eastern division.
Management has guided for a 4% rise in revenue to £2.9bn, with earnings per share expected to be flat compared
to the prior year – It seems as though this counter is turning around, and the market is responding positively to the news
of significant improvements being made in its Middle Eastern operations;



Sasol released a production update for its Q3 2017 financial year, which was slightly lower than market
expectations. Having said that, Sasol stated that it remains on track to achieve the upper end of its market guidance
for gas production, while chemical sales volumes are expected to grow at low single-digits – Sasol still tracks the
Rand oil price, and with the ensuing political tensions surrounding Iran and the US, it is expected that the oil price will
strengthen to around $85 / barrel, with some even suggesting $100 is not out of reach;



Apple reported its strongest second quarter yet, with revenue up 16% to $61.1bn, as sales in iPhone, Services and
Wearables showed robust growth. China remained the highest growth region, with sales growing over 20%.
Earnings per share grew 30% to $2.73, along with a 16% increase in the quarterly dividend. Additionally, Apple
announced that it will be repurchasing $100bn worth of its own shares – This buy-back comes on the back of a $250bn
buy-back. Putting this into perspective, SA’s GDP is roughly $300bn. Noteworthy too, it was the first time in Apple’s history
that the new iPhone model (iPhone 10) was the biggest seller in the quarter;



Starbucks grew revenues 14% to $6.0bn for the second quarter of 2018, driven by incremental revenue growth
from the additional 2 103 (that’s 6 per day) net store openings over the past 12 months as well as steady growth
from existing stores. Earnings per share increased 18% to $0.53, along with the dividend increasing 20% to $0.30
per share – The average US person drinks approximately 350 cups of coffee a year, whereas in China, the average is
approximately half a cup (yes, 0.5 cups!) – how’s that for a potential growth market!



Nestle released an update for the
first quarter of 2018, with organic
sales growth of 2.8% despite flat
pricing in emerging markets. All
primary
categories
recorded
positive growth, led by pet care,
coffee and Nestle’s Health Science
division – Its recently announced
perpetual global license agreement to
sell
Starbucks’
consumer
and
foodservice products lines up a
potential coffee / consumer brands
behemoth down the road – watch this
space!

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).

INVESTMENT COMMENT

May 2018

Recent Company Updates (Continued)


Visa had another robust performance in the second quarter of 2018, with double-digit growth in payment volumes,
cross-border volumes as well as processed transactions. Net revenues increased 13% to $5.1bn, with adjusted
earnings per share growing 30% to $1.11 for the period – Although traditionally facilitating transactions through credit
and debit cards, the move to e-tailing enables consumers to conduct more transactions more often and online – with Visa
waiting to capitalize on this growing trend;



L’Oréal released a sales update for
its first quarter of 2018, which saw
growth of 7% like-for-like to €6.8bn
in a negative currency environment.
The main drivers of growth for the
period were L’Oréal Luxe as well as
Active Cosmetics, with Asia Pacific
showing robust double-digit sales
growth – It is well known that the sale
of lipstick during downturns makes this
one of the greatest defensive
investments to be in;



Mondi reported a solid update for the first quarter of 2018, with underlying operating profit growing 15% to
€295m. This was driven by higher selling prices for paper, as Group-wide volumes remained stable. – Packaging may
seem like a boring industry, but someone must meet the growing need for online sales and the packaging and recycling that
comes with that;



Alphabet (Google) reported another strong set of results, with revenue growing 26% to $31.1bn underpinned
by robust growth in Google advertising revenues. While the underlying business performed well, a change in
accounting standards resulted in earnings per share almost doubling to $13.53. Paid clicks on Google adverts
increased 59%, accelerating from 48% in the prior quarter – With 90% of the global search engine market, it is almost
impossible to think that Google does not know what we are thinking about next and how to go about advertising directly to
what we want;



Tencent (in a flow through to Naspers) beat expectations significantly for their first quarter of 2018, with revenue
up 48% to 73.53bn yuan. Net profit rose 61% for the quarter along with a 3% expansion in the gross margin, driven
by a jump in mobile gaming and gains on other investments – WeChat (China’s WhatsApp) has reached 1.04 billion
users, making this platform one of the most valuable data collection spaces in the world and without a doubt a wonderful
place to launch new products into;
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Dis-Chem – More Local Opportunity
Having had a steller run-up in share price since listing, Dischem may be presenting opportunity as management come to terms
with being in the listed environment and the business starts to mature.
Dis-Chem’s market-darling status was dealt a blow following the release of its full-year results earlier this month, sending
its share down 14% on the day. Adjusted headline earnings per share (HEPS) growth of 14% for the year was well below
the first half’s 38% growth and the 32% expected by the market. The Group’s results were impacted in the second half
by a R140m earnings before interest, tax, depreciation and amortization (EBITDA) loss incurred by the wholesale
segment, compared to a R2m profit in the first half. The weakness from the wholesale division overshadowed another
strong performance from Dis-Chem’s retail pharmacies. In the retail segment, Dis-Chem grew total turnover 15% in
both halves, despite pricing inflation easing to 2.9% for the full year from 4% at the half year mark. Turnover growth was
maintained through continued expansion of trading space, up 15% following the opening of 21 new stores during the
year. Dis-Chem is planning to open another 20 stores in the current year, including three flagship stores – Sandton City,
Gateway and Eastgate. Adjusted operating profit from the segment increased by 22% to R1.3bn, with growth accelerating
in the second half of the year.

Of the 20 new stores to be opened, 10 will be opened in the traditional “Big Box” format (>1 000sqm) situated in superregional / regional malls; 8 will be opened in the “Alternative” format (650sqm – 1 000sqm) in open air / convenience
malls. The additional 8 alternative format stores will double the store base of this format to 16. In addition, Dis-Chem
will open 2 Dis-chem TLC (The Local Choice) stores (350sqm – 650sqm) in community / residential centres, adding to
the existing 2 in this format. Dis-Chem is currently in negotiations with seven large independent pharmacies to acquire
majority stakes and trade under the Dis-Chem TLC name, which will stock around 75% of the core range, compared to
95% in the alternative format stores. The Group, while maintaining a preference for its larger format stores, is increasingly
seeing the benefit of opening smaller stores, which has led to it bringing forward, by 18 months, its target of reaching
200 stores (129 currently). At the Group’s interim presentation in October 2017, Dis-Chem disclosed that it was trialing
a smaller format store (670sqm) which it opened in FY2017. The store was achieving sales densities (sales per squaremetre) over 20% higher than the average Group store, while average cost per square metre was 20% lower.
New stores have historically reached breakeven after 12 months and are considered mature after 4 years, by which time
the stores generate EBITDA margins of between 10% and 11%, compared to the current retail EBITDA margin of 8%.
As estimated 84 stores (65%) of the 129 total store base at the end of FY2018 will have been open for at least 4 years
by the end of this financial year. As new store openings growth begins to slow from FY2020, the EBITDA margin
expansion is expected to accelerate due to an increasingly mature store base. By FY2022, we expect stores open for at
least 4 years to account for roughly 75% of the total store base.
Wholesale turnover increased 20% to R13.1bn, with internal turnover up 24%, contributing 88% of the total, up from
85% in the prior year. Dis-Chem now sources 79% of its total pharmacy goods sold from its own wholesale operations,
up from 78% in 2017 and at the top end of its targeted optimal level of between 75% and 80%. The division generated
an EBITDA loss of R139m for the full year with a second half loss of R140m.
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Dis-Chem – More Local Opportunity (Continued)
The sharp deterioration in performance in the second half is attributable to the opening of the new Cape Town
distribution centre, which led to a substantial increase in occupancy and product costs. This delay in sales from the facility
resulted in a reduction in rebates received from pharmaceutical customers on inventory purchased. Dis-Chem has
invested ahead of projected demand and now have sufficient capacity in their distribution centres to cater for the
expected retail trading growth in the medium term. As a result, Dis-Chem expects the business to reach EBITDA
breakeven in the current year.

Dischem’s forward PE (Price to Earnings) ratio has declined to 31x from 39x prior to the release of FY2018 results and
is at a 12% discount to its average multiple since listing in November 2016. The multiple is admittedly high relative to
the broader retail sector, however, growth runway and superior free cash flow generation, support this premium
valuation. The higher than average growth rates expected to be achieved by Dis-Chem in the medium to long term are
driven by the unique growth opportunities of large corporate-owned retail pharmacy groups in SA. Independent
pharmacies still hold over 45% retail pharmacy market share in SA, with Dis-Chem and Clicks holding a combined 45.7%
as of the end of February 2018. In our view, this retail pharmacy growth opportunity through further industry
consolidation remains unparalleled in the South African retail sector. The size and resultant buying power of the
corporate pharmacies remains a significant barrier to entry for smaller pharmacy groups looking to do the same,
particularly with regard to front shop branded products.
Regulated maximum medicine dispensing fees and the ability of Dis-Chem and Clicks to negotiate dispensing fees directly
with medical aids in exchange for preferred network status, continues to put significant pressure on independent
pharmacies. The pressure on dispensing fees is exacerbated by the size of the dispensary relative to the total pharmacy.
The front shop, on average, contributes around 20% of an independent pharmacy’s revenue compared to Dis-Chem’s
roughly 60%. While the pharmacy operation generates lower margins, it brings higher footfall into stores, which boosts
sales of higher margin front shop products. This business model and the inherent competitive advantage created over
independent pharmacies forms the base of our investment thesis on Dis-Chem and why we believe it offers sector leading
growth prospects.
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Long4Life…Another Local Story We Are Watching Closely
Brian Joffe’s having a second bite at the cherry… And it looks good so far!
If you thought building the Bidvest empire from the ground-up over nearly three decades would afford Brian Joffe a
leisurely retirement, think again. Within a year of stepping down as Bidvest’s CEO prior to the unbundling of Bidcorp,
he set about raising money for his new venture, aptly named Long4Life (L4L). The Group raised R2bn in its IPO (intial
public offering) in April 2017, including the R100m injection of Brian Joffe’s own money. In true Brian Joffe style, he went
against the prevailing investment tide in the country at the time (Pravin Gordhan & Mcebisi Jonas had just been fired),
announcing the Group’s intention to invest in local businesses with a focus on the beauty, outdoor, sport, retirement
village and restaurant sectors, amongst others.
Skip forward a year and Long4Life recently reported their first set of full-year results. In this time, the Group made four
acquisitions totaling R3.6bn, mostly paid through the issuance of shares to the owners of the businesses acquired. The
largest – Holdsport, owns Sportsman’s Warehouse, Outdoor Warehouse and Performance Brands (First Ascent, Cape
Storm, Second Skins and African Nature). Other acquisitions include Sorbet (75% of Sorbet Brands and 100% of Sorbet
Salons), Inhle Beverages and most recently, Chill Beverages. The acquisitions made to date generate annualized EBITDA
of R520m and were acquired at a combined EV / EBITDA (Enterprise Value / EBITDA) multiple of 6.9x. For the Group’s
first year, reduced to 11 months after moving the financial year end to February from March, Long4Life reported headline
earnings of R170m or 30cps (cents per share) and declared a maiden dividend of 5.4cps. A large chunk of the headline
earnings for the year was generated from interest received on the IPO proceeds, with three of the four businesses
acquired included for only 4 months and the Chill Beverages acquisition only becoming effective post year-end.
Brian Joffe signalled at the recent results presentation his intention on scaling “fairly quickly” to take the Group’s market
capitalization up to R10bn (from R5bn currently). Acquisitions (or one) of up to R5bn are likely. Long4Life will look to
acquire 100% of companies to obtain full control of the free cash flow generated by the business rather than be reliant
on dividend income. The PE and EV / EBITDA ratios assigned to the Group are an important aspect of the acquisitionled strategy, with either rights issues or share issuance to entrepreneurs a near certainty in the future. Long4Life, based
on the disclosed annualized EBITDA of the acquisitions made to-date, is currently trading on an EV / EBITDA multiple
of 7.4x, and at this level or higher, is well-positioned to make earnings accretive acquisitions.
---------------------------------------------------------------------------------Aspen – Potential Sale of Infant Milk Business
News out this week was that Aspen had been in discussion with Reckitt Benckiser Plc as well as Perrigo Co Plc, global
players in infant milk, to acquire Aspen’s infant milk formula (IMF) business. Aspen has the 15th largest IMF business
globally and is one of very few to have a strong presence in emerging markets, an attractive area for global players in this
space. The Group also recently obtained regulatory approval from Chinese Authorties, a market easily the largest in this
segment, to sell infant milk into that country. The global infant milk category is an exciting space at the moment, expected
to grow at up to 10% p.a. to 2020, as large mutlinationals look for areas in which to speed up growth outside of their
traditional businesses. Reckitt Benckiser set the pace in 2017 with the acquision of Mead Johnson for roughly $17bn,
amounting to 4.8x sales. Aspen acquired their IMF business from Nestle, in the form of rights to Pfizers products, in
2013, for around 1.5x sales. These brands include S-26, SMA and current brands in Alula and Infacare. Speculation is for
a potenatial sale in the region of $1.0bn - $1.5bn, respresenting a mutliple of between 4.0x and 4.8x sales. Should this
go ahead, it would allow Aspen to pay off a significant portion of its debt and look for further value enhancing acquisitions
in its niche areas – we watch this space closely.
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Insight Into Our Offshore Thinking – Walt Disney…Iconic Brands
We all know Walt Disney for the iconic characters in their traditional movies and cartoons, but behind this is a great business
centred around innovation, creativity and customer experience.
Disney is off to a strong start in FY2018, in addition to announcing the acquisition of 21st Century Fox. The Group, which
owns iconic entertainment household names such as ESPN, ABC, Disney Studios, Marvel Entertainment, Pixar and
LucasFilms, is set to expand its leading position through the acquisition of one of its larger rivals. The acquisition includes
Fox’s film and television studios, cable entertainment networks and international television businesses. The business is
home to film franchises Avatar, X-Men, Fantastic Four and Deadpool, television series’ Modern Family and the Simpsons
and television channels FX Networks and National Geographic. In addition, Fox owns 39% of Sky Plc in the UK.
Since Bob Iger became CEO in 2005, the Group has focused on growing content through the acquisitions of Pixar (2006),
Marvel Entertainment (2009), LucasFilm (2012) and the largest to date, the proposed acquisition of 21st Century Fox.
Almost 60 years after Walt Disney sketched his vision for the Group, Iger continues to follow the same playbook.

Following acquisitions made during Iger’s tenure, Disney has a veritable treasure trove of content to mine for the
foreseeable future. The ecosystem of opportunities on offer to the Group extend to all divisions. Each division feeds off
the success of the other and all are beneficiaries of the Group’s rich library of content. The ongoing adaptation of
characters and themes across both its television and movie businesses, like that of Marvel’s over 7 000 character universe,
results in one of the richest set of creative opportunities across the entertainment industry.
The power of the Group’s movie franchises is evidenced by its studios’ success at the Box Office over the last decade.
Disney has released five of the top ten highest grossing films globally and nine of the top ten US domestic films. Recently,
Black Panther did over $1.3bn in global Box Office receipts and became the 9th largest grossing movie of all time. Hot
on the heels of Black Panther’s release, Avengers: Infinity War achieved the largest opening weekend in history and
exceeded $1bn in Box Office receipts quicker than any film ever released and is already the fifth highest gross film of all
time. This is despite opening only two weeks ago and only one week ago in China, where it did over $200m in Box
Office receipts. Disney has released 19 Marvel movies since acquiring the studio, generating $16bn in total Box Office
receipts, averaging $845m per movie. Pixar studios has averaged $665m per movie and the three Star Wars movies
released to date have raked in $4.5bn, averaging $1.5bn/movie.
Iconic brands have historically and will continue to underpin customer loyalty and the ability to cross sell among divisions makes
Disney not only a relatable investment, but a consistent profit generator over time.
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Pieces that Caught our Attention
The growth of the US economy is always a key
factor in determining global growth. The
illustration alongside depicts the relative size of
each state in America by replacing each one
with a country of comparable size – and this is
why America has such a considerable influence
on markets. We do not think China is too far
off this though!

--------------------------------------------------------------------------------------------------------------------------------------------A little reminder of the size of the technology
companies that we have come to rely on for much
of what we do on a daily basis. Rockefeller was
once forced to split his oil empire in what we
know today as the bulk of the ‘oil majors’ and
there are already comparisons being made –
might we see some of these giants being split up
in the not too distant future?

--------------------------------------------------------------------------------------------------------------------------------------------And below a great illustration of the value of long term investing – note how the ‘major corrections’ at the time are a mere blip…
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Pieces that Caught our Attention (Continued)
This is a fitting example of the risk (and reward)
that technology can bring. In a matter of three
years, ride hailing (e.g. Uber) has surpassed a
decade old industry that is looking increasingly out
of date and out of touch.

--------------------------------------------------------------------------------------------------------------------------------------------These two graphs illustrate too the impact that
technology is having in each of the respective
industries.
Firstly, although still years away, the prediction to
2050 is for around 70% of the vehicle market to
be battery electric vehicles while the bulk of the
remaining 30% will be fuel cell electric vehicles.
The internal combustion engine is predicted to be
completely gone in a matter of 15 years –
imagine never worrying about that irritating
orange fuel light because you’ll have a recharger
in the boot in case of a flat battery!

In the music industry, streaming is an absolute
win for consumers and Apple Music (or Spotify)
allows one to get a whole host of music for a
fraction of the price of the old cd or record. But
how do the musicians actually make any money
out of this? Alongside a great depiction of the
‘flow’ of money in the music streaming industry.
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Article of the Month – Street Dogs (Gold Investing)
The gold bugs out there may completely disagree (as the article prior to this rightly points out), but when gold does well it generally
coincides with a severe downturn, something we hope is very far away, and generally only lasts a defined time period, after which
growth returns.
Street Dogs
By Michel Pireu
From Warren Buffett at the 2018 Berkshire Hathaway annual meeting: I’d like you to imagine that at that time (March
1942) you’d invested $10,000… in an index fund… that $10,000 would now be worth $51m. And you wouldn’t have had
to do anything, you wouldn’t have to understand accounting, you wouldn’t have to look at your quotations every day…all
you had to do was to figure out that America was going to do well over time and if America did well American business
would do well. You didn’t have to pick out winning stocks. You didn’t have to pick out a winning time or anything of that
sort. You basically just had to make one investment decision in your life. And that wasn’t the only time. I mean I could
go back and pick other times that would work out to even greater gains. [Whereas] let’s say you had taken that $10,000
and you’d listened to the prophets of doom and gloom around you (you’ll get that constantly throughout your life) and
instead you used it to buy gold; for your $10,000 you would have been able to buy about 300oz of gold. And while the
businesses were reinvesting in more plants and [while] new inventions came along you’re looking in your safe deposit
box and you’d have your 300oz of gold. And you could look at it and you could fondle it and you could do whatever you
wanted to do with it. But it didn’t produce anything. It was never going to produce anything. And it would now be worth
approximately $400,000. In other words, for every dollar you’d have made in American business you’d have made less
than a penny by buying in a store of value which people tell you to run to every time you get scared by headlines or
something.
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