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INVESTMENT OBJECTIVE:  To deliver a high long-term total return for 
investors. The Fund aims to consistently outperform the FTSE JSE Swix and 
achieve a top quartile sector ranking. 

Fund fact sheet available on www.bluealphafunds.com

BLUEALPHA  
BCI SELECT EQUITY

OUR LOCAL EQUITY PERFORMANCE

Source: MoneyMate

Find out more about 
BlueAlpha – who we are  
and how we invest – visit  
our home on the web:
www.bluealphafunds.com

LOOKING BACK:  
Microsoft – we look at the evolution 
of one of the most recognised brands 
in the world and how their ability to 
adapt has delivered 20% annual 
earnings growth for the last 30 years.   

INVESTMENT FOCUS:  
The Rule of 20 says that CPI +  
P/ E =20 - how does this work and 
is it useful for valuation?

THE LONGEST PICTURES: :  
SA Bond Yield – we look at where 
the yield is in relation to its long term 
history and whether the current yield 
is earning a long-term real return.

RECOMMENDED READ:  
The Undoing Project by Michael 
Lewis - a look into the lives and 
minds of two of the greatest 
psychologists in history – Amos 
Tversky and Daniel Kahneman – and 
how their theories of the mind altered 
our perception of reality. Plus, our 
take on applying their thinking to 
investment decision-making.

OUR LOCAL SELECT PERFORMANCE
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Microsoft developed 
several updates to 
their operating system. 
Some were applauded, 
others, such as Vista, 
were rejected – often 
alternating between 
great product releases 
and duds.
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LOOKING BACK: MICROSOFT

THE WORLD HAS CHANGED DRAMATICALLY IN THE LAST 40 YEARS. TODAY 
COMPUTERS ARE TAKEN FOR GRANTED IN BOTH OUR PERSONAL AND PROFES-
SIONAL LIVES. A WORLD WITHOUT EMAILS AND SPREADSHEETS IS ALMOST 
UNTHINKABLE. MICROSOFT HAS GONE THROUGH SOME CHALLENGING TIMES,  
BUT FEW TECHNOLOGY COMPANIES HAVE BEEN AS SUCCESSFUL AS MICROSOFT  
IN NAVIGATING CONTINUOUS CHANGES IN TECHNOLOGY AND THE MARKET.

Microsoft was founded in 1975 by 
Bill Gates and Paul Allen. Bill Gates 
was a mere 19 years old at the time. 
Microsoft’s first success came in 
1981 when IBM issued a request to 
the industry for an operating system 
for the newly launched “IBM PC”. 

Microsoft acquired the rights for 86-
DOS from Seattle Computer Products 
for $75 000, renamed it to MS-DOS 
and convinced IBM to bundle MS-
DOS with all IBM PC’s sold. Unique 
for the time Microsoft insisted on 
licensing MS-DOS to IBM on very 
favorable terms for IBM, with the 
condition that Microsoft could also 
license MS-DOS to other hardware 
manufactures. With the appearance 
of “IBM Clone” computers appearing 

on the market, Microsoft was to 
become the standard operating  
system for all personal computers.

Microsoft listed in an IPO in March 
1986 and by 1988, had with the 
highest revenues of any software 
vendor as PC’s were becoming more 
widely used in the office.

In 1990 Microsoft launched Windows 
3.0, the first widely used graphical 
interface. In the same year ‘Microsoft 
Office’ was launched with a mouse as 
the standard input method. This was a 
turning point for them. Office has since 
grown to become one of Microsoft’s 
most universally popular products and 
the go-to productivity suite for both 
enterprise and consumer use. 

By 1995 and the launch of Windows 
95, Microsoft was a household name. 
Windows 95 sold more than a million 
copies within the first hour. Windows 
95 was immensely successful and 
cemented Microsoft’s role in the  
PC market. 
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Figure 1 shows that Microsoft still 
accounts for 90% of operating 
systems and almost every personal 
computer utilized for work needs 
Microsoft Office. They have often 
been late in launching products 
outside of their area of expertise, 
but a well-managed strategy to 
be the backbone of personal 
computing has ensured that they 
remain relevant. 

Microsoft has also been 
quick to cut their losses 
and move on, should a 
product fail.

There is a willingness to cannibalize 
their own revenue to ensure the 
customers remain using products 
on the Microsoft ecosystem. The 
focus has shifted to providing fast 
and continuous improvements, 
rather than big multi-year products 
that risk being a let-down.

Microsoft’s current strategy of 
“mobile first, cloud first” resulted in 
pro-actively moving to cloud and 
subscription based models with 
Office 365. Previously, sales of 
the Windows Operating System 
were a big revenue driver for 
Microsoft, but since launching 
Windows 10 (2015), they have 
essentially decided to provide the 
system for free. The assumption 
is then that users of the operating 
system will be willing to spend on 
subscription services that are cloud 
based, such as Office 365. Users 
will also be more inclined to use 
other Microsoft services such as 
Bing (Search), Groove (Media) and 
Azure (Cloud). This strategy seems 
to be bearing fruit.

Microsoft has been so strategically 
diversified that they have never 
been put in a position of relying on 
a single product for success. By 
following this strategy, Microsoft 
has been able to grow earnings 

by 20% per year for the last 
30 years – a feat unmatched 
by any of their competitors. The 
real question is - will they be able 
to maintain their unparalleled 
success?

FIGURE 1: MICROSOFT’S MARKET SHARE  
VS. COMPETITORS

FIGURE 2: MICROSOFT’S TOTAL RETURN 
SINCE LISTING 
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INVESTMENT FOCUS: THE RULE OF 20

WHAT CAN THE INFLATION RATE AND PE TELL US ABOUT A MARKET’S VALUATION? 
ORIGINALLY DEVELOPED AS QUICK METHOD TO ASSESS A MARKET’S VALUATION, 
THE RULE OF 20 STATES THAT MARKET IS FAIRLY VALUED WHEN THE SUM OF PRICE 
TO EARNINGS RATIO OF THE MARKET AND THE INFLATION RATE EQUALS 20 I.E.

RULE:   20  ≈   (PRICE / EPS)  +  CPI INFLATION (YOY)

Why does this work? 
During periods of lower inflation, 
a Rand of earnings maintains its 
purchasing power better than it 
would during higher inflation. It 
is for this reason that investors 
place a higher value on any Rand 
of earnings under low inflation, 
translating into a higher price and 
in turn, a higher P/E ratio.

Conversely, in periods of higher 
inflation, a Rand of earnings’ 
purchasing power is diminished, 
decreasing its perceived value 
to investors and driving the price 
lower. This in turn results in a 
lower P/E ratio. Following high 
inflation, the market may also price 
in the possibility of interest rate 
increases. This not only causes the 
value of any future cash flows to 
decrease, but the rate of earnings 
growth will also decrease. 

Source: Bloomberg

Source: Bank of America Merryll Lynch

FIGURE 1: SOUTH AFRICAN P/E + CPI OVER TIME

FIGURE 2: INFLATION VS. P/E

In addition, when 
bond yields increase 
enough, this can 
draw capital away 
from equities and 
into the fixed income 
market as investors 
are offered a better 
real yield. 
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There is no single metric when it 
comes to assessing how expensive 
or cheap a market is. Therefore, 
investors should use several tools 
and be sure to understand the 
differences between them. By 
combining two measures, the Rule 
of 20 does require the investor 
to think about the two inputs in 
relation to one another

With this in mind, is the South 
African market fairly priced?
As per Figure 1 on page 4, this 
measure is currently at 22, implying 
that the local market is currently 
trading above what would be 
considered fair value.   

As simple a concept as this may 
be, it allows for some interesting 
perspective. In a low (or no) 
inflation environment, with a P/E 
of at or near 20, the index could 
theoretically be deemed fairly 
priced, as each Rand of earnings 
would maintain its purchasing 
power. However, if inflation is 
high, say 6% (the top of our local 
target range), for the market to be 
considered fairly priced, the P/E 
would have to be closer to 14. This 
relationship is clearly illustrated in 
Figure 2 on page 4.

It is in this context 
that the Rule gives 
the investor a more 
comprehensive 
understanding of where 
a market is trading than 
what they would have 
had when looking at the 
market’s PE in isolation. 
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LONGEST PICTURES: 
SA GOVERNMENT BOND YIELD

SOUTH AFRICAN GOVERNMENT BONDS ARE CURRENTLY YIELDING MORE THAN 
8.5%. HOW DOES THIS YIELD COMPARE TO THE LONG TERM TREND AND DOES THIS 
TRANSLATE INTO WEALTH CREATION?

NOMINAL BOND YIELD  =  REAL BOND YIELD   +   INFLATION (CPI)

In assessing the long-run graph, it 
is evident that nominal bond yields 
have been much lower as a result 
of inflation targeting since the 
early 2000’s. In other words, there 
has been a decrease in the level 
of inflation, due to our monetary 
policy framework. However, when 
assessing the real bond yield – 
which is the return most pertinent 
to a long-term investor, you will 
realise that these have been less 
affected by the drop in inflation.

Excluding the 2008/9 
financial crisis, when 
inflation increased 
dramatically, real yields 
have remained positive 
over this period. This 
can be partly attributed 
to increasing country-
specific credit risk (this 
implies that investors 
demand higher returns 
to compensate them 
for the risk associated 
with holding SA 
national debt). 

FIGURE 1: SOUTH AFRICAN 10 YEAR GOVERNMENT 
BOND YIELD (NOMINAL) & INFLATION OVER TIME 

FIGURE 2: SOUTH AFRICAN 10 YEAR GOVERNMENT 
REAL BOND YIELD

Source: RMB Morgan Stanley

Source: RMB Morgan Stanley
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In context, it is worth knowing that 
inflation rose dramatically from 
single digits in the 1960s and 
early 1970s, to double-digits, which 
prevailed between 1974 and 1991 
as a result of the oil price shocks 
and SA policymakers’ response 
during this time. A “prescribed” 
investment was enforced in 
government and semi-government 
stock by pension funds and 
insurance companies from 1965 to 
1989 in order to ensure continued 
fiscal funding, thereby keeping real 
long-term interest rates at negative 
levels. At its peak, the prescribed 
investment requirement was 52% of 
pension fund portfolios (measured 
on a cost basis).

In Figure 3 above, average total 
returns for equity, bonds and cash 
are shown as an average of all 37 
of the 5-year rolling periods from 
1976 to date. In other words, when 
assessing any 5 year period over the 
past 37 years, equities on average 
would have produced a nominal 
return of 21.5% and real return of 
11.9%, bonds would have returned 
an average nominal return of 13.5% 
and real of 3.9%, and cash would 
have returned 11.1% on average 
with a real return of 1.5%.

From this, we can see that 
equities should have higher 
returns than bonds due to 
their riskier nature, and bonds 
should beat cash, on average. 
Importantly, one should expect 
bonds to produce a real return 
(returns adjusted for inflation) 
that is less than equity but more 
than cash. Positive real returns 
contribute to wealth creation 
over the long run.

FIGURE 3: ASSET CLASS PERFORMANCE –AVERAGE 
TOTAL RETURNS PER ASSET CLASS OVER 5-YEAR 
ROLLING PERIODS 

Source: SBG Securities



These were the types of questions that 
Daniel Kahneman and Amos Tversky 
decided to ask. They wanted to figure out 
if people’s decisions were rational, and if 
not, why not. What they found resulted in 
a Nobel Prize-winning theory of the mind 
that altered our perception of reality.

The Undoing Project is the story of these 
two men’s’ journey from Israel to the 
US and back again, and their pursuits in 
finding out how people thought – how 
they actually processed information 
which resulted in a decision.

Their findings became what many of 
us would recognise as Behavioural 
Economics and has impacted fields as 
diverse as military strategy to medical 
diagnoses to financial algorithms.

The book lays out their findings in the 
context of their life stories, providing you 
with an understanding of how your own 
decisions may be impacted by irrelevant 
and often misleading information. It is 
a compelling read which allows you 
to understand how data can inform 
decisions, rather than relying on your 
“gut-feel”. 

The concepts are applicable to any 
decision-making but when applied to 
investments, they provide a useful tool to 
check oneself.
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RECOMMENDED READ: 
THE UNDOING PROJECT -
A FRIENDSHIP THAT CHANGED OUR MINDS by Michael Lewis

BEEF OR CHICKEN? CHICKEN OR FISH? IF YOU PREFER BEEF TO CHICKEN, AND 
CHICKEN TO FISH, AND THE FLIGHT ATTENDANT ONLY HAS BEEF AND FISH LEFT, 
YOU’RE GOING TO CHOOSE BEEF, RIGHT? WHAT IF YOU DON’T? IS THAT RATIONAL?

How to apply these concepts to your 
investment decision-making? Instead 
of taking market sentiment as fact, 
it is always better to collect and 
objectively assess market or company 
data to drill down to the fundamentals. 
If those fundamentals tell you the 
same thing as the sentiment, you are 
already better placed to make a more 
objective and informed decision.
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BLUEALPHA INVESTMENT OFFERING

OUR LONG TERM TRACK RECORD DEMONSTRATES OUR ABILITY TO CREATE 

WEALTH FOR OUR INVESTORS. 

long run equity market outperfor-
mance and is benchmarked against 
the SWIX. The fund has a high risk 
profile. For details, see page 1.

    BlueAlpha BCI All  
Seasons Fund: our longest 
running unit trust, started in 2005 
and managed with a high equity 
exposure in the SA Flexible Sector, 
aims to provide investors with 
consistent long term capital growth. 

    BlueAlpha BCI Global 
Equity Fund: our global flexible 

For our institutional investors we 
currently manage South African 
focused equity and balanced mandates 
as well as a global equity product.

Our retail and IFA investors have 
the same access to the BlueAlpha 
investment process via our BlueAlpha 
managed unit trusts:

    BlueAlpha BCI Select  
Equity Fund: is our general equity 
fund that is managed with both a 
South African and global equity
exposure. The fund aims to provide 

equity fund provides investors with 
offshore equity exposure. The fund 
invests in developed markets with a 
focus on quality growth companies 
with a large market cap. 

With an experienced investment team which is recognised for outstanding 
investment performance in various fund classifications, we are able to 
offer both institutional and retail investors diverse products to meet their 
investment objectives. 

OUR DOMESTIC EQUITY TRACK RECORD 

* Gross of Fees

6
Months

1
Year

5
Years

(annualised)

3
Years

(annualised)

SWIX
Total Return

BlueAlpha
Return*

Out
Performance

4.5%

1.6%

2.9%

10.5%

7.1%

3.4%

18.0%

13.3%

4.7%

16.2%

10.7%

5.5%

2.0%

0.0%

2.0%

Since Incept.
(Aug 2007)
(annualised)

Source: MoneyMate

To find out more about our 
funds or invest with us please 
contact Kirsty Wade on:
021 409 7100 or email: 
kirsty@bluealphafunds.com 

INVEST WITH US


