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Goodwill
The Economist, September 1st 2018: “When it comes to concepts with inappropriate names, goodwill is near the top of the list.  Instead of benevolence and big-heartedness, it provokes irritation and theological feuds among financial types.  Goodwill is an intangible asset that sits on firms’ balance sheets and represents the difference between the price they paid to buy another firm and their target’s original book value.”  Spot the errors?  Goodwill is not an intangible asset and “original book value” should read “fair values of net identifiable assets”.

Goodwill is defined by IFRS as an asset representing the future economic benefits arising from other assets acquired in a business combination that are not individually identified and separately recognised.  An asset is identifiable if it either capable of being separated or divided from the entity and sold, transferred, licensed, rented or exchanged, either individually or together with a related regardless of whether or not the entity intends to do so.

An intangible asset is defined as an identifiable non-monetary asset without physical substance.  Examples are brand names, mastheads, publishing titles, computer software, licenses, franchises, copyrights, patents, industrial property rights, service and operating rights, recipes, formulae, models, designs and prototypes.

Steinhoff’s Goodwill and Intangibles

Extracts from the balance sheet of Steinhoff:

	Rbn
	30 June 15
	30 Sep 16

	Goodwill
	81
	141

	Intangible assets
	53
	111

	Borrowings
	64
	124


If these amounts did not cause you to be concerned, you were not focusing!  I get the distinct impression that the asset managers in SA do not devote enough attention to companies’ balance sheets.

The annualised return on equity for the period ended 30 September 2016 was a mere 7.5% (if you can believe it).  This should have indicated to you that the goodwill/intangibles were over-stated.  This was one of many red flags I picked up before the company went pear-shaped.
Evidence Based Decision Making
After my heart procedure my right leg turned black and I experienced excruciating pain. My GP treated it with penicillin.  It got worse so I was hospitalised.   The admitting doctor said I had blood clots in the leg, which was confirmed by a scan.  I was put onto a powerful blood thinner and treated with penicillin.  While in hospital, the resident physician said that I had liver cancer and wanted me to start chemotherapy immediately, which I refused.  So I was sent home.  Two weeks later I made an appointment with him to determine the stage of my “liver cancer”.  He admitted to me that he never had enough evidence to conclude that I had this condition as, to get it, he would need to take a biopsy which, due to the thinness of my blood, would kill me so he recommended that I continue with my life as if I did not have cancer!  My leg did not improve so I changed my GP who took a swab and identified the bacteria that was causing the problem.  There are only two antibiotics that will kill this type of bacteria and neither of them is penicillin!  And I thought that it was only investors who took decisions without evidence.
Who said our market is efficient?
This week I spent some time analysing Astral and BATS.  They have one thing in common: a wildly fluctuating share price.

Astral
Growth in revenue over the past 3 years has averaged 4.8% p.a. Growth in earnings was -52% in 2016, +102% in 2017 and +90% in 2018.  Margins were affected by costs of sales (feed costs) improving from 84% in 2016 to 72% in 2018.  However, velocity offset the improvement in margins by reducing from 4.35 to 3.44 over this period.  Return on equity improved from 16% to 38% over this three year period.

The share price hit a high of R335 in May 2018 and a low of R143 in January 2019, a fall of 56% due to an announcement by the company that profits would fall materially due to an increase in feed costs caused by adverse weather conditions.  Surely the market should have built this risk into the market value of the share?
BATS
The share price hit a high of R947 in November of 2017 and then tanked to a low of R420 in January 2019, a fall of 56%.  For a company of this size this is massive.  I could not understand what was going on, and being a believer (at the time) of the efficient market hypothesis, I dumped the share.  In March 2019, after the publication of BTI’s December 2018 financials, the share price soared to over R600, a jump of 43% from its low.  For the 2018 year revenue was up by 21%, earnings by 30%, EPS by 17%, HEPS by 16% and DPS by 4% (in £).  So, why the wild swing in the price of the share??  At a price of R600 a share, the imputed growth rate is 5.7%.  A 4% growth in dividends and a long-term deterioration in the rand to the pound of, say, 6% p.a. can justify the imputed growth rate of 5.7%.  I was scammed.
Kind regards, Charles Hattingh, March 2019
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