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In the early years of managing 
foreign discretionary portfolios, 
our client base was very small. 
We intentionally launched a 
publication known as Acuity, a 
quarterly document in addition to 
our monthly publication Intuition, 
to educate clients on our thinking 
in global markets. However, over 
the last number of years many of 
our clients have elected to have us 
manage foreign portfolios for them 
and more recently, we launched 

our Harvard House BCI Worldwide Flexible Fund, a rand-
denominated foreign unit trust, that will be available to a 
much wider range of Harvard House clients. 

We think this is now the right time to merge Acuity 
into Intuition.  Going forward, we will only produce one 
monthly newsletter which will cover our views on both 
local and global markets and companies plus other 
interesting articles of a financial nature we think may be 
relevant to clients. 

We also believe that the recent events related to 
Covid-19 may also drive a whole new world of connection 
with clients that may be less tangible. If you have not 
subscribed to our Facebook, Instagram or Twitter pages 
we recommend doing so to be ready for this future 
informative method of information flow which may feel a 
lot more personal.  

COmment	
frOm	the	editOr

Intuition
Editor

The art and science of asset 
management is the matching 
of economic outlook (art) to the 
business model and financial status 
(science) of companies in order 
to project a possible future. What 
makes it so difficult is how people 
read an outlook. By way of example, 
I attended a meeting late last year 
where two very prominent asset 
managers almost came to blows 
over their differing perspective on 
Sasol as an investment. The one 

was adamant that management had been deceitful, had 
over-capitalized on the US chemical Complex and held 
too much debt, thereby making it completely un-investible. 
The other felt that everything was ‘in the price’ (in other 
words, the current price reflected all the bad news that 
was already known) and that most of the troubles were 
now historical. Looking ahead, the company was likely to 
trade better, making it an attractive investment.

The horrible part about being an asset manager is that 
no matter who you are, your outlook will prove to be 
wrong at some point in time. This will generally result in a 
rather uncomfortable set of numbers on a piece of paper 

to forever mark the event. 

To be fair to both parties, neither of them could ever have 
projected at that point that a deadly virus, originating in 
China during December 2019, would ultimately lead to 
a massive disagreement between OPEC members on 
oil output with a resultant 30% drop in the oil price. This 
has caused Sasol’s share price to decline from R160 per 
share in early March 2020 to a current level of around 
R30 per share - and this after a decline from over R550 
per share in late 2018! I can assure you that the asset 
manager who avoided Sasol is not feeling smug at this 
point – simply because he knows his next wrong call is 
around the corner. 

This is the very reason that asset managers diversify 
across companies and sectors. It is also why profits are 
taken on overweight positions in portfolios. While most 
people believe it is easy because it is just ‘science’, most 
forget the ‘art’ part. This is mostly because they look 
back with full knowledge, while asset managers must act 
looking forward without full knowledge.

Covid-19	–	A	Black	Swan	event

The Corona Virus, or to quote its official title Covid-19, 

ASSet	mAnAgement:	
A	COmBinAtiOn	Of	“Art”	And	“SCienCe”

Robin
Gibson
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is what we would call a “Black Swan” event. This is 
an unexpected event of epic proportions in which it 
is impossible to model the outcome. The last time 
something similar occurred was just over a decade ago 
during the Global Financial Crisis (2008/9). At that time, 
markets collapsed as the world’s financial system was 
rocked by the sudden revelation that sub-prime loans 
had eroded the bedrock of the global financial system. 
Some large names went to the wall and disappeared 
from the investment landscape and a deep, sharp, global 
recession followed. Markets fell substantially as the 
‘art’ portion of asset management became impossibly 
murky and uncertain, which in turn makes the ‘science’ 
impossible. The market has only one way of dealing with 
this conundrum: it immediately discounts a company’s 
true value to a worst-case scenario, likely to the point 
that the ‘art’ becomes Armageddon-like and ‘science’ 
confirms the devaluation.

Absolutely no-one can tell where Covid-19 is going, but 
equally pertinent, and just like the Financial Crisis or 9/11 
before it, nobody knows the true impact on the business 
world, global economics and ultimately company profits. 
Consequently, the declines in share prices that we are 
experiencing are reflecting this uncertainty. You would be 
foolish to think that anybody out there sees these events 
with anything less than concern, dismay and in some 
cases outright panic.

the	reaction	of	the	markets

Markets have melted. While the amplitude of the fall has 
largely matched previous crashes, the rate of decline has 
certainly been faster than most of those previous crises. 
We would attribute this to three main factors:

1. Social Media has never been as prevalent in previous 
crises as it has been this time. While Facebook 
certainly did exist in 2008/2009, its use, along with 
Twitter, Instagram and WhatsApp were by no means 
as mainstream as they are today. This leads to 
far faster dissemination of information, and sadly 
disinformation, than at any time in history. Actions 
and reactions have been far quicker. It is also true 
that false and inflammatory information has also 
been a result of these platforms. As we all know, fake 
news is the bane of our lives!

2. Exchange Traded Funds (ETFs) and Machine Trading 
have exploded in the last decade. Passive investing 
is the idea that just buying an index and tracking the 
market is better than Active investing which requires 
human decision-making based on both subjective 
and objective data. While active investing tries to 

produce a return in excess of inflation, or cash or some 
market benchmark, passive investing has a different 
goal. The goal of a passive fund is to replicate, as 
closely as possible, the index upon which it is based 
- regardless of whether that index is returning a 
positive or negative return. The quality of an ETF 
is measured by how closely it can track that index. 
Humans generally are not as good as computers in 
minimizing the tracking error. This means that trading 
is in the hands of computer algorithms. In addition, 
because humans have generated this ability to 
machine trade, there are numerous funds that now 
operate as active funds, but are really just machine-
traded funds whose mandate is not to follow and 
index but to trade against a defined set of factors. 
These machines are not emotion driven, and merely 
act unilaterally. Sadly, they have initiated wholesale 
selling in the markets.

3. Hedge Fund and derivative markets operate with 
different strategies to a buy and hold asset manager 
such as Harvard House. Very often they are taking 
short positions (buying an instrument that makes 
money when a share declines – a subject in itself) 
or borrowing shares to position trades. Often such 
traders have leveraged their position and are required 
to maintain margin accounts on their positions. Major 
market moves can require the brokerage houses to 
request large sums of money to top up losses on 
margin accounts. This then forces the client to close 
out their position and they become a forced seller. 

The important part to note with all three of these 
situations is that in none of the cases is the sale made 
on a fundamental evaluation of the value of the company. 
In fact, those who do fundamental analysis are hard 
pressed to accurately evaluate the company concerned. 
Consequently, there is a wall of forced sellers and hardly 
any intentional buyers. One hardly needs a degree in 
economics to know what this does to prices.

implications	for	investors	and	Companies

Harvard House cannot indicate where this might go. We 
are no different to many who are watching events unfold 
with a high degree of concern. This is going to impact 
everyone from school children, to general workers to 
executives and retirees. Absolutely nobody will avoid 
a financial impact of some sort. The only question that 
really lingers is how deep and how long is the impact 
going to be? However, we do think there are some time-
honoured facts that remain true that have been learnt 
from prior crises:
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•	 Global events do change company dynamics. 
Fear generally leads to a withdrawal of consumer 
spending, infrastructure investment and general risk 
appetite. These are the characteristic components 
of company profits, so it is highly likely that many 
company profits will fall.

•	 The extent of the fall of company profits will be 
determined by the depth and duration of the events 
in question. How long and how severe the self-
quarantining or social distancing continues or 
becomes will drive behaviour and company profits. 
These drops are leading directly to concern about 
company valuations, which directly impacts share 
prices.

•	 Dividends are likely to be under pressure as a result 
of loss of revenue for the various reasons described 
above. Companies with strong balance sheets will 
likely pull through well. Companies with excessive 
debt may be forced to cut dividends to shore up their 
balance sheet, although perversely this will likely 
be rewarded by the market with an increased share 
price. 

•	 Central banks have slashed interest rates, and 
the South African Reserve Bank followed suit. Our 
interest rates have been cut by 1.25% already this 
year. The return on cash is likely to sink to historic 
low levels. In many cases, this will more than offset 
dividend declines on portfolios making cash even 
less attractive.

While it seems impossible that we will ever feel positive 
again, what history demonstrates is that the implications 
will become clearer over time. Life will return to normal, 
even if the new normal is slightly different to what it 
was before, and asset managers will be able to begin 
to formulate some ‘art’ to which they can apply their 
‘science’. Companies will become easier to value and 
the buyers will return. For the same reasons that we 
considered above, it is possible that the recovery may be 
as violent as it was destructive although it may be a little 
delayed. Calm will return.

the	appropriate	response		

While the impact on your portfolio value may be 
breathtaking, we would recommend a measured 
response. Consider the following thoughts related to 
your investments:

1. Current share prices do not necessarily reflect the 
true value of the underlying companies. They reflect 
abundant sellers and no buyers. In other words, 
panic selling. To give your assets away at this price 
would be foolhardy. Stay calm and patient.

2. Dividends are likely to be cut. In most portfolios 

however, and especially those with large proportions 
of property, the yield at current market value is 
already far in excess of the yield on cash. A move 
to cash is likely to be very destructive, even if the 
markets decline further from here.

3. A recovery will come. It may not be this month or 
next month, but it certainly will come as certainty 
and normality returns. You cannot predict or time the 
recovery perfectly. It will happen swiftly and severely.

4. Financial planning is key. Those still working are 
going to have to adjust lifestyles as prices adjust, 
salaries and jobs are cut and bonuses disappear. 
It is an unreasonable expectation for a retiree to 
expect isolation from this impact. We recommend 
an engagement with your financial consultant to 
evaluate the margin of safety in your portfolio.

5. Consider moving safe assets to risk assets. This may 
seem counter intuitive, but what is happening may 
present the best buying opportunity in the next 10 to 
15 years. If you have assets that are sitting in safe 
havens now is the time to secure a dripping yield that 
is likely to reward you with exceptional capital growth 
in the next decade. Now is a great time to invest!

Harvard House remains convinced that living on income 
produced by assets rather than expected capital growth 
remains the only sensible approach to retirement 
planning. This is reinforced by these events. Clients whose 
income planning required capital growth are severely 
compromised at present and we would recommend 
urgent action. There is no panacea. You need to reassess 
your asset base, your income requirement and maybe in 
some cases, you need to engage with family to plan a 
sensible way forward.

Harvard House has been in business for over 48 years. 
We have experienced events similar to this on multiple 
occasions. We have also experienced almost every 
response that clients can possibly make. We are not 
insensitive to the immense fear such events create in 
the minds of investors. However, we do see our role, as 
their investment partner, to use our experience to help 
you make good decisions for the future. The key decision 
(and it is a decision) is not to panic. 

At this time, our thoughts are with you all. There is a high 
degree of certainty that many of us will contract Covid-19 
- most with benign symptoms and outcomes. There are 
others for whom the probability of severe illness or death 
is much higher. May you and your families be safe, and 
may we all see out this storm with the minimum of lives 
lost and a future brighter than the concerns that now litter 
our thoughts.



5WE UNDERSTAND YOUR NEED FOR FINANCIAL INTEGRITY | WWW.HHGROUP.CO.ZA | THE HARVARD HOUSE GROUP

Arguably the sector that has been 
hardest hit by events over the past 
few weeks is the listed property 
sector. The sector has been under 
pressure since January 2018, when 
rumours first started circulating 
of corporate governance issues 
within the Resilient, Fortress 
and NEPI Rockcastle group of 
companies. Those allegations have 
all been investigated thoroughly, 
and subsequently dismissed, by 
regulators in multiple jurisdictions, 

but the damage had been done. Ever since, the sector 
has drifted, as concerns shifted away from corporate 
governance and onto the weak operating environment 
in SA. However, the pace of declines has accelerated 
during the current Covid-19 Crisis. As a whole, the sector 
is now trading back at levels it last traded at in 2006 when 
considered on price alone. But when income earned is 
included, the sector is back at to levels last seen in 2012. 
As an aside, this chart highlights the importance of income 
to total shareholder returns.

We ascribe the recent trends to the following issues:

1.		Weak	SA	operating	environment

It is no secret that business conditions in South Africa 
have been, and remain, tough. For the listed property 

sector, they have faced pressure from all sides: weak 
GDP growth which has dampened rental escalations 
and resulted in rising vacancies; higher municipal 
costs of property rates and tariffs for water and 
electricity, which is forcing landlords to self-provide 
key infrastructure. This is a cost in the near term, but 
it does improve revenues into the future as tenants 
can trade despite load-shedding. 

The weak SA economy has forced most property 
companies to diversify offshore, most frequently 
but not exclusively, into Europe. The chart below 
shows the geographic spread of the key locally-listed 
property companies.

The weak SA environment has been in place for 
some time, and we ascribe the weak performance 
of the property sector over the course of 2019 to 
this reason. Offshore diversification was essential 
to reduce reliance on SA – shareholders were 
demanding it. But that diversification has now turned 
into something of a poisoned chalice. 

2.		Covid-19

I am sure most clients are very well versed in all 
issues relating to Covid-19 – given that it’s the only 
talking point across the entire globe at present. The 
issue for landlords is the rapid move towards “social 
distancing” – in other words, encouraging employees 

LiSted	prOperty:	
under	SignifiCAnt	preSSure

Michael
Porter
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The sector has borne the brunt of panic selling during the 
recent Crisis.
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Most companies have diversified offshore to reduce their 
dependence on a weak SA economy.
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to work from home, the closure of shopping malls and 
other shops, and the avoidance of restaurants, pubs, 
conference venues and hotels. Altogether, people are 
being encouraged to stay at home. The consequence 
is that office blocks and shopping malls are empty, 
which in turn has an impact on tenants and their 
ability to stay solvent and pay rent. In SA and Europe, 
national lockdowns are the extreme implementation 
of this trend. Due to the global diversification referred 
to above, this is hurting all companies, but especially 
those with offshore and retail exposure.

3.		the	impact	on	debt

Taken together, the above two issues are causing 
increasing concern about debt levels, and whether 
landlords will be able to meet their debt obligations. 
Normally, property performs admirably under 
recessionary conditions, as rentals are slow to 
change. But the concern is that this is no ordinary 
recession. The recession is being induced by the 
instruction to stay home, which is further undermining 
an already weak operating environment. 

Whether it’s a company or individual, everyone 
knows the problem of having excessive debt at a 
time when revenue (or your salary) is under pressure. 
That debt becomes harder and harder to service. So, 
are local companies excessively geared? The chart 
below shows the Loan-To-Value Ratio across various 
companies on the sector. On average, LTV ratios 
are at 35%, well within historic norms and certainly 
well within the internal guidelines from almost all 
management teams. Certainly, a ratio below 40% 
provides comfort that properties can be revalued 
downwards, and LTV ratios will still remain below 
50%. 

There are instances where LTV ratios are higher than 
40%. In all cases, management teams have been 
working for the past eighteen months to reduce debt 
by selling off non-core properties and refinancing 
existing debt facilities. Generally speaking, across 
the universe of listed companies, balance sheets 
have improved over the past two years.

4.	 the	impact	on	distribution	growth

As I demonstrate in the chart later in this article, the 
entire listed property sector is trading at a discount 
to their respective net worth. In other words, the 
properties can be sold off, the debt repaid, and 
shareholders will get substantially more than what the 
current share price is reflecting. This hasn’t always 
been the case. In periods where companies trade 
at a premium to net asset value, it is easy to issue 
new shares to raise capital when required. However, 
when shares trade at a discount, issuing new shares 
is dilutive to existing shareholders, and companies 
are therefore very reluctant to follow this path. 

If they cannot raise new equity, what options do real 
estate investment trusts (REITS) have to repay debt?

1. They can sell existing properties. Provided the 
sales price achieved is close to the valuation in 
the last set of financial results, this will have little 
impact on the net asset value of the company.

2. It can retain earnings. 

As alluded to earlier, most companies have been actively 
selling non-core properties for the past two years, and 
generally speaking, sales prices achieved have reflected 
the valuations at which these properties are reflected in 
the financial statements. That is comforting. It implies 
that valuations are in line with market trends. 

However, recently attention has shifted to the second 
point – retained earnings. REITS are governed by 
Section 25BB of the Income Tax Act, which amongst 
other things, requires that REITS must distribute at least 
75% of their net rental income to shareholders each year. 
Failure to do so will force REITS to pay corporate tax at 
28%. It is common for property companies overseas to 
retain a portion of their income, but that has not been 
the case in South Africa. For the past twenty years, local 
REITS have tended to distribute 100% of their net rental 
income as distributions to their shareholders. This has 
made the income yield on REITS very attractive over 
the years. 

As the options to reduce debt and fund the development 
of new projects have become more limited, more 
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LTV ratios are generally well within comfortable guidelines. 
Where they exceed 40%, management have, and still are 
taking active measures to reduce them.”
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and more local REITS are being forced to consider a 
reduction in their payout ratios to provide capital. Some 
companies have already reduced their payout ratio from 
100% to 90%. It is likely that more will follow suit. This 
is occurring within the constraints of a tough operating 
environment – net rental income is barely growing 
anyway. So, shareholders will be faced with lower 
income distributions in the future.

Let us assume a worst-case scenario where all 
companies move to a 75% payout policy – the minimum 
as allowed by the legislation. Given the extent of share 
price declines, the table below shows the current yield 
(based on current consensus estimates), and the 
potential yield should the payout ratio be cut to 75%.

What would be the reaction of share prices to a cut in 
income of this magnitude? Perversely, in our opinion, 
once sentiment settles down and panic subsides, share 
prices would rally. Why? Currently, investor concerns 
are centered around balance sheet strength, not around 
income. A reduction in the dividend will mean that 
companies retain income, which they can either use to 
repay debt or finance new development. In the current 
environment, it is likely to be used for the former. Any 
measures to further strengthen balance sheets without 
recourse to shareholders (for a rights issue) would be 
hugely positive.

Where	to	from	here?

As Robin has so eloquently explained, markets are 
in panic mode. No-one has any idea how long this 
pandemic will last and what further steps governments 
will take to limit its spread. 

With regard to property, we feel that the following points 
are very important.

1. Investors are rightly asking whether this event will 
change the way we live, work and play, and what 
impact that will have on property. After all, the world 
has embarked on the biggest “work-from-home” 
experiment ever. We are sure that habits will change, 
and things will be done differently in the future – in fact, 
trends were already changing. However, we believe 
that human behavior will change incrementally – and 
not to such an extent that property as an asset class 
has become redundant. Demand for office space 
may well reduce, but SA REITS have been reducing 
their office exposure for years. 

2. Valuation levels are at an absolute extreme level, 
whether one is considering income yield relative to 
other asset classes, or price relative to intrinsic value. 
Consider the two charts below. The chart on the left 
shows the collective Price: Tangible NAV Ratio for the 
entire property sector. Valuations are now lower than 
they were during the Financial Crisis when arguably 
debt was a far greater problem than it is today. The 
chart on the right shows the historic yield of the 
property sector relative to the yield on government 
bonds. Normally, property trades at a premium to 
government bonds to reflect the inherent growth of 
the sector. Currently, and despite government bonds 
also trading at their weakest yields since the GFC, 
the yield differential is extreme. 

Company Current Yield
Forecast Yield @ 75% 

Payout Ratio
Arrowhead B 38.4% 28.8%
Attacq 14.1% 12.8%
Echo Polska 26.0% 19.5%
Emira 19.3% 14.5%
Equites 10.2% 7.6%
Fairvest 16.4% 12.3%
Fortress A 12.2% 9.1%
Growthpoint 16.6% 12.5%
Hammerson 21.6% 17.5%
Hyprop 24.3% 20.4%
Inv Australia 7.8% 5.7%
Inv Property 19.1% 14.3%
MAS 17.0% 13.1%
NEPI 12.4% 9.3%
Redefine 45.9% 34.4%
Resilient 14.5% 10.9%
SA Corporate 25.9% 19.4%
Sirius 4.7% 4.9%
Storage 9.2% 6.9%
Vukile 24.1% 18.1%
Average 19.0% 14.6%

Listed Property has come under severe pressure but decent 
assets do exist.
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In my opinion, the tide (or sentiment) will turn when the 
following things happen:

1. Fiscal packages and government support are 
sufficiently large to remove the large-scale risk of 
insolvency amongst corporates. This is already very 
much underway, with both governments and central 
banks learning from actions taken during the GFC.

2. A selling climax, where the falls are too severe and 
selling dries up naturally.

3. The number of new Covid-19 cases drops rapidly 
across multiple jurisdictions.

4. A vaccine or treatment becomes available.

The last two are probably still some time away, but 
there are announcements daily. Never before has 

the pharmaceutical industry worked so hard and so 
collectively to find a solution. Therein lies a risk for 
investors. The news is changing so fast that it is hard 
to keep up. Just as one day can herald a spike in new 
cases, the next could bring a solution. It’s an extremely 
fluid situation. 

For those clients who rely on income from their portfolios, 
we have taken action to secure at least 12 months of 
income, before any distributions that will still be paid 
over the year ahead. Consequently, we have sufficient 
cash to ride out this storm, and also to possibly reinvest 
when the tide finally starts to turn.
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Share prices have never been so discounted relative to the 
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Bond yields have weakened substantially as foreigners have 
fled to the safety of US Treasuries. They now trade at their 
weakest level since the GFC. Yet despite this, the differential 
in income yield between bonds and property is at its widest 
level ever – highlighting the extreme undervaluation of the 
property sector.

Since this article was finalized, a few companies have announced that they will postpone their immediate 
cash distributions, and rather re-assess the situation at the next reporting date – when a decision will 
be taken to pay both the postponed and due distribution. Under the circumstances, this is prudent, and 
reinforces our strategy to ensure that we have more than 12 months of income on hand to cover cash 
flow for the remainder of this year. 



9WE UNDERSTAND YOUR NEED FOR FINANCIAL INTEGRITY | WWW.HHGROUP.CO.ZA | THE HARVARD HOUSE GROUP

Adidas
The world is still in the eye of the 
Covid-19 storm, yet pundits are 
already predicting that the World 
will be a changed place when we 
finally emerge on the other side of 
this pandemic. One trend that has 
already been evident for some time, 
but will likely benefit hugely, is the 
athleisure sector – i.e., casual and 
sporty clothing and accessories. 
Trends that may accelerate due to 
the Crisis include:

1. Working from home, or more “staycations” will 
increase demand for comfy and practical clothing.

2. A trend towards home gyms rather than communal 
gyms, as hygiene awareness intensifies.

3. A slower and more sustainable way of life, which 
promotes a shift away from fast fashion and beauty 
towards more comfy, practical and enduring clothing.

Athleisure was already a fast-growing category, evidenced 
by the fact that Adidas has grown revenues on average 
by almost 9% p.a over the past ten years. Thanks to good 
cost control and higher volumes, margins, and profits have 
expanded, which in turn has translated into earnings per 
share growth and dividend per share growth of 23% and 
27% respectively over the past ten years. All of this has 
translated into an impressive share price performance, as 
shown in the chart below. 

Without going into excessive detail. We find the following 
attractive:
1. Compound annual growth rate in the dividend of 27%. 

But even after such a performance, the dividend is still 
covered 2.55x by earnings, which implies a reasonable 
level of fat if earnings did come under pressure. 

2. The company is in a net cash position, with very little 
long-term debt. 

3. Free cash flow is robust (cash flows after capital 
expenditure). Cash flow is used for dividend payments, 
share buybacks, and repaying long term debt. In the 
last reporting period, dividend payments were 38% of 
free cash flow – further supporting the strength of the 
balance sheet. 

4. Whilst valuations are very fluid in the context of the 
current crisis, history does provide a guideline as to 
a reasonable level. Valuations are still higher than 
what prevailed during the GFC, but that was before 
athleisure entered its current growth phase. Currently 
valuations are back to levels last seen in 2013. 

Adidas has been on our radar for some time, but we have 
struggled with the relatively high valuation. The company 
has derated significantly over the Covid-19 Crisis, which 
now provides an opportunity to invest in a high-quality 
business with strong fundamentals and an exciting growth 
path. 

OffShOre	pOrtfOLiOS:	
4	ShAreS	tO	Buy	fOr	the	reCOvery
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Adidas has been a stellar performer, but has declined 
sharply during the current Crisis.

ADIDAS: FREE CASH FLOW
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Due to rising profitability, and steady capital expenditure, the 
company is generating high levels of free cash.
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SAp
Who and what is SAP? “Systems, Applications and Products 
in Data Processing” is their full name and they were founded 
in 1972 by five former IBM employees, headquartered in 
Germany. The company originally focused on being a 
mainframe program for accounting and payrolls but later 
expanded its offering into manufacturing, which included 
materials management and production planning. 

Looking forward they are now a leading provider of 
enterprise resource planning (ERP) software and customer 
relationship management (CRM) software. Their products 
and systems are deployed across the globe to regional and 
multinational businesses as they aim to integrate an end-
to-end suite of applications offering analytics and database 
technologies from a company’s customer-facing staff to 
that of the back office. SAP is the fourth largest software 
company in the world, after Microsoft, Oracle and IBM.

SAP currently report their revenue from four categories:

1. Licenses (19% of revenue) – charge a one-time license 
for the use of its on-premise software. Once a license 
has been acquired the customer can modify the 
software to suit their needs

2. Maintenance (44% of revenue) – charges annual 
maintenance for support and updates to licensed 
software, support revenue is recurring in nature and 
invoiced in advance.

3. Cloud (20% of revenue) – revenue it generates through 
applications provided through a cloud delivery model, 
the majority of this revenue is recurring in nature and 
invoiced in advance in annual installments.

4. Services (17% of revenue) – revenue from professional 
services, consulting and training services

 
SAP’s products are available either on-premises or in the 
cloud as mentioned earlier depending on the product, whilst 
each offering contains numerous modules and options 
which a business is able to access as and when necessary. 
SAP’s total revenue distribution is as follows: 39% from the 
Americas, 45% from the EMEA (Europe, Middle East and 
Africa) region, and 16% from the APAC (Asia Pacific) region. 
Pricing of its products is in the local currency of the market 
it is selling into, so given its global reach, it is exposed to a 
multitude of currencies.  

A few other metrics worth noting:
•	 It has been estimated that renewal rates on maintenance 

are approximately 95% with a portion of the loss being 
ascribed to customers moving to cloud versions of the 
on-premise products and thus not paying for support 
anymore (so effectively not lost but merely migrating 
to another platform). Pure cloud revenue has been 
estimated in achieving roughly 90% renewal rates. 

•	 This annuity income is thus a function of SAP being 
able to offer products ranging from marketing, sales 
and service to finance, human resource solutions to 
manufacturing and supply chain all being offered into 
a modular solution enabling the customer to manage 
their entire enterprise using SAP products or part of the 
SAP suite

SAP is in the early stages of a program of operating margin 
enhancement – with a goal of reaching 34% by 2023 (from 
29% in 2018.) Given the strong annuity revenues and high 
margins, SAP generates lots of cash, which it has applied to 
a steady dividend policy. The company has paid a dividend 
every year since 1988. With companies becoming more 
and more complex, software like SAP is essential, and we 
see a bright future for it. 

Schneider	electric
Schneider Electric has evolved over 180 years into a global 
leader in Power Management. The company believes that 
access to energy and digital technology is a basic human 
right with its motto “LIFE IS ON”. Over the past 30 years, $1 
put towards digital technology investment increased Global 
GDP by $20, whereas $1 put towards non-digital investment 
increased GDP by only $3 (World Economic Forum ’19). 
By 2025, nearly a quarter of global GDP will come from 
digital technologies - the heart of which is ensuring reliable, 
efficient and sustainable energy solutions. Schneider is 
extremely well positioned to capitalize on this trend. It is 
leading the digital transformation of energy management 
and automation with over 90% of its operations focused on 
managing energy demand from Homes/Buildings, Data-
Centers, Infrastructure and Industries. It operates across 
100 countries with a revenue split between N America 
(29%), Asia Pacific (29%), W Europe (26%) and Rest of 
World (16).

Given that 70% of the World’s electricity is still produced 
using fossil fuels, the move towards clean and efficient 
energy has become a top global initiative. For example, the 
EU’s new ‘Green Deal’ aims for zero net carbon emissions 
by 2050. This reduction relies heavily upon increased 
smart (interconnected digital) infrastructure. Buildings, for 
instance, account for 40% of EU energy consumption. If 
one actively controls building spaces, energy efficiency 
can be improved by 50% using Schneider’s cutting edge 
EcoStruxure technology, which implies a 30% reduction in 
energy costs - a win for both the environment and business. 
The global net zero energy housing market is expected to 
experience a 28% compound annual growth rate during 
the next decade. The fully integrated ‘Wiser Energy’ 
system from Schneider Electric, allows homeowners to 
identify inefficiencies and optimize their solar installation 
via 24/7 monitoring which reduces household energy costs 
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immediately, something all South Africans dream of! 

Another important global theme is the rapid growth in 
investments into companies with strong environmental, 
social and corporate governance goals (ESG). Global 
Investments in sustainable companies grew from $13.3 
trillion in 2012 to $30.7 trillion in 2018. Nine of the largest 
US ESG funds outperformed the S&P500 in 2019 which 
hit record highs.  As a result, a company that has a positive 
impact on its environment commands a premium now and 
Schneider Electric ticks all the boxes.

As the world becomes more ‘connected’ cloud service 
providers such as Google, Microsoft, Facebook and 
Amazon demand more storage for their data. The largest 
operating cost to store data is electricity. The move to 
5G alone could result in increased total network energy 
consumption of 150-170% by 2026. Schneider is ideally 
positioned to benefit from the trends towards rising energy 
consumption of data centres and networks. This sector has 
contributed up to 40% of the organic growth in the electrical 
equipment market over the past three years with Schneider 
the largest beneficiary.

Schneider Electric estimates an opportunity of around €250 
billion over the next decade for fast charging Electric Car 
infrastructure. This includes charging points, associated 
installation and material costs, and upgrades to the 
distribution grid infrastructure in this exciting growth area. 
Schneider has joined the EV100 Initiative, to help accelerate 
the transition to Electric Vehicles and it will replace its own 
entire 14,000 fleet by 2030.

Despite possible near-term revenue pressure given that 
10% of revenues are from oil & gas, the above global 
themes are here to stay. Schneider has been the most 
efficient electrical company in restructuring to diversify 
away from its core European client base. It has a multi-year 
track record of rising profitability through impressive organic 
growth, solid dividends and a strong Balance Sheet, all vital 
when navigating uncertain times. The valuation has de-
rated from record highs in 2019 to levels we find attractive 
for a long-term view.

Stanley	Black	&	decker
You guessed right – you either have a Stanley set of 
screwdrivers and Black & Decker power tolls, or your friend 
has some which you constantly borrow. Frederick Stanley 
started a small shop in 1843 in Connecticut, manufacturing 
hardware from wrought iron. In 1910, Duncan Black and 
Alonzo Decker started their shop in Maryland. In 2010, 
they merged to become Stanley Black & Decker. Today 
the company is still known as a leading global diversified 
industrial company and based on revenue they are the 

leading global company in Tools and Storage, No. 2 in 
Security and a global leader in engineered fastening.

The company operates in 3 distinctive markets. The 
traditional Tools business contributes 32% to the profit 
line. The company states that its Industrial division keeps 
your world running smoothly and their fastening systems 
connect the world’s cars and electronics. Their infrastructure 
solutions build roads, pipelines and much more. Every 
year, STANLEY Healthcare touches millions of lives at 
over 17,000 hospitals, health systems and senior care 
organizations worldwide, offering leading safety, security, 
visibility and efficiency solutions that leverage real-time 
information and advanced analytics to advance the quality 
of care.

Sales still come mostly from the United States but through 
steady diversification, 41% of total sales now come from 
the rest of the world. It also is diversified across its various 
business segments. This makes it less reliant on any one 
industry to produce results in order to achieve earnings 
growth. Over the last financial year, the company saw 
growth in every division, with some producing stronger 
results than others. Over the past year, SBD has made 
a number of acquisitions (acquired Newell Brands tool 
business, consisting of the Irwin, Lenox, and Hilmor brands 
and Craftsman Tools) which will fuel growth over the years 
ahead. 

Stanley Black & Decker should be commended on their 
financial performance: 144 years of consecutive payments 
of dividends. Over the last 19 years, they have generated 
a total shareholder return of 806% - not to be sneezed 
at. Cash flows are strong, and even after their acquisition 
spree, they still have $300 million of cash in the bank. The 
company has increased its dividend for more than 51 years 
and should continue to do so. This should give investors 
with a long-term time horizon the confidence of a growing 
stream of income from their investment.

The shares have dropped an eye-watering 60% since mid-
January. Yet the company has branding power, which brings 
pricing power. Offering more than power tools should help 
it navigate the economic slowdown as it is now less reliant 
upon the housing category. Nonetheless, the company is 
still cyclical and relies upon strong industrial trends, although 
the company has reduced its cyclicality through its security 
operations (which account for 13% of revenues.) In good 
times and particularly bad, security is necessary to prevent 
theft. Monitoring and servicing generate a recurring stream 
of cash flow the company can count on.

Valuations on SBD are now cheaper than they were during 
the GFC. It is firmly on a radar as a great company to own 
when the panic subsides. 
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ContaCt Details:

Given the prevailing circumstances, the speed at 
which conditions are changing, and guidelines from 
Government on social distancing, our Insight seminars 
will be postponed until further notice. 

Please RSVP to Clare Mitchell on 033 3302164 or 
clarem@hhgroup.co.za.

topic: N/A

natal	midlands
Date: N/A
Venue: Fernhill Hotel

Midmar / Tweedie  Road
(almost opposite entrance to 
Midmar

Morning Time: 10am for 10.30am
Evening Time: 5.30pm for 6pm

Johannesburg
Date: N/A
Venue: Rosebank Union Church, Cnr 

William Nichol and St Andrews 
Road, Hurlingham

Time: 7am for 7.30am


