
BlueAlpha Investment Management (Pty) Limited is an authorised financial services provider
11th Floor Convention Tower, Cnr. Heerengracht St & Walter Sisulu Ave, Cape Town 8001 • 4th Floor 
Protea Place, 47 Dreyer St, Claremont 7708 • Tel: +27 (0)21 409 7100 • www.bluealphafunds.com

TAKE A LOOK

INVESTMENT
QUARTERLY
QUARTER 3 2016

IN THIS ISSUE

INVESTMENT OBJECTIVE: A flexible portfolio, having the primary objective 
of providing investors with reasonably high levels of long term capital growth. 
The portfolio is constructed on a bottom up stock selection basis employing a 
pragmatic investment style. 
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Growth of a R1000 investment

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

LOOKING BACK:  
Apple Inc. – Looking at the rise of 
the biggest company in the world. It 
hasn’t always been a smooth path, 
but there’s much to learn from a 
company that has been successful 
in navigating the technology world.

INVESTMENT FOCUS:  
Value creators vs value traps - we 
examine the fundamental difference 
between the two and show that 
it’s far more important to invest in 
a company that creates value than 
the price being “cheap”.

PICTURES OF INTEREST:  
Naspers & SAB have been two of 
the largest companies listed on the 
JSE over the past decade. How 
much have they contributed to 
returns and what would the index 
look like without them?

RECOMMENDED READ:  
A Wealth of Common Sense 
– a practical guide to personal 
investment management for non-
investment professionals.  This book 
provides more than anecdotal quotes 
– it gives you real tools to achieve 
your own investment success.
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However, the Apple fruit 
has not always been 
sweet. Following an 
internal power struggle, 
Jobs was ousted from 
Apple in the mid 80’s 
and the company 
embarked on a higher 
price-point strategy. 
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LOOKING BACK: APPLE INC.

IN THE LAST DECADE, THE IPHONE HAS BECOME ONE OF THE ICONIC AND 
UBIQUITOUS PRODUCTS OF OUR TIME; AND APPLE, THE WORLD’S MOST 
VALUABLE BRAND. ON THE 27TH OF JULY THIS YEAR, APPLE ANNOUNCED THAT IT 
HAD SOLD THE BILLIONTH IPHONE – CONFIRMING THAT IT HAD INDEED BECOME 
ONE OF THE MOST IMPORTANT AND SUCCESSFUL PRODUCTS IN HISTORY. FOR A 
PERIOD IN 2002 APPLE TRADED AT LESS THAN ITS CASH ON THE BALANCE SHEET 
– TODAY IT IS HAS THE LARGEST MARKET CAPITALISATION IN THE WORLD.

For many, the iPhone has become a 
constant companion – an essential 
part of daily life that enables much 
of what people do throughout the 
day. With that in mind, it is interesting 
to reflect on how far the company 
has come in 10 years. Think back 
to October 2006 – on recollection, 
the world doesn’t appear to be that 
different to today – now ask yourself 
how many iPhones do you think were 
in operation? Rather surprisingly 
the answer is “none” – the iPhone 
was in fact only announced in early 
2007 with the first product release in 
June of that year. Amazingly it took 
only 9 years (almost to the day) for 
the iPhone to sell 1 billion units. It 
is therefore undoubtedly one of the 
most incredible commercial success 
stories of our time.

A look back at Apple shows both 
a colourful and surprisingly volatile 
history pre the “iProduct” successes. 
Apple was founded by Steve Jobs, 
Steve Wozniak and Ron Wayne in 
1976. Despite building prototypes 
of the Apple I and Apple II, they 
began with little interest from either 
manufacturers or investors. In 1977 
Apple Computer was officially 
incorporated. The Apple II was 
released for public sale soon 
afterwards and would become a 

popular household computer for the 
next 10 years. The Apple III was a 
high-end machine with a price tag to 
match. Apple went public in 1980 and 
its share price instantly skyrocketed.

While Apple was particularly powerful 
in the desktop publishing market,  
this policy began to backfire towards 
the end of the 80’s as desktop 
publishing programs were being 
offered on PC clones at far lower 
prices than a Macintosh. This 
culminated with the first decline in 
the company’s sales in the Christmas 
season of 1989 and a 20% decline 
in the value of the company.

Through much of the 90’s Apple 
was a business in stagnation and 
restructuring, with revenue falling 
45% from 1995 to 1998. While 
Microsoft continued to gain market 
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share - with Windows focusing 
on delivering software to cheap 
commodity personal computers 
- Apple was offering  richly 
engineered but expensive products. 
With a market share of less than 8% 
versus competitors using Microsoft 
Windows, the company’s position 
was so dire it elicited Michael Dell to 
suggest that if he ran the company 
he would “shut it down and return 
the cash to shareholders”. In a twist 
of irony, nine years later Apple’s 
value would exceed that of Dell’s. 

Jobs returned to Apple in 1997 and 
began with the restructuring of the 
firm’s product line - collaborating 
with the design talent of Jonathan 
Ive. This collaboration would result 
in a new range of Apple products, 
where design and the aesthetic 
experience became as important 
as the product functionality itself. 
Importantly, Jobs negotiated for 
Microsoft to become an investor 
in Apple and the companies jointly 
released Office for Macintosh. The 
iMac – the first of the Jobs/ Ive “i” 
products launched in 1998 with 
great success, selling 800 000 
units in the first 5 months. This was 
followed by the iPod digital audio 
player in October 2001 which would 
sell over 100 million units in the 
next 6 years.

By 2003, Apple introduced 
iTunes, offering online 
music downloads for 99c 
a song. The first signs 
of significant revenue 
growth became apparent 
in 2003 and by 2006 the 
share price had increased 
tenfold. Incredibly this 
turned out to be just the 
First Act.
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In 2007 Jobs introduced the much 
anticipated iPhone which was to be 
the Great Second Act. The iPhone 
was released in June 2007 and by 
the end of the year 3,7m units had 
been sold. The following year, the 
company sold 11m units; and a year 
after launch it was the third largest 
handset supplier in the world. 
Strong sales growth continued and 
unit sales approximately doubled 
every year for the next few years. In 
2008 Apple also launched the App 
Store to sell third party applications 
for the iPhone and IPod Touch. 
Within a month, the store had sold 
60 million apps and had an average 
daily revenue of $1m.  In the 
financial year to September 2015 
unit sales reached an all-time high 
of 231m handsets.

Apple launched the tablet-like 
media device, the iPad in April 
2010.  Given that it has the same 
touch based operating system 
as the iPhone, it meant many 
of the apps were compatible on 
both devices, giving a large app 
catalogue on launch despite 
very little development time. The 
consumer love-affair with Apple 
products was evidenced by the 
300 000 units sold on the first day. 
Shortly after the launch, Apple’s 
value exceeded that of Microsoft for 
the first time since 1989.

Apple’s success and Phoenix-like 
return from the ashes has first and 
foremost been achieved by creating 
fantastic products that people want. 
In so doing, it has become the most 
valuable consumer facing brand in 
the world. It has also increased its 

value a further eightfold on top of 
the tenfold gain between 2003  
and 2006. It is now the largest 
company in the world, measured  
by market capitalisation. 

The iPod initially, followed by the 
iPhone more dramatically, have aided 
Apple in building an ecosystem of 
loyal consumers who appear to get 
increasingly “locked in” to the Apple 
experience. Apple is surprisingly 
inexpensive and taking another bite 
of the fruit may still be good for your 
investment health.  

The key take away of 
the Apple story is how 
unknowable events can 
fundamentally change 
the path of a business for 
many years to come. More 
important than prediction 
– which is impossible – is 
to pay careful attention to 
new events and assess 
how these may aid or 
hinder a business. 
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INVESTMENT FOCUS:  
VALUE CREATORS VS. VALUE TRAPS

VALUE INVESTING HAS BECOME A POPULAR STRATEGY FOR MANY INVESTORS. 
THE GENERAL IDEA IS TO IDENTIFY COMPANIES THAT ARE UNDERVALUED 
RELATIVE TO THEIR TRUE WORTH. VALUE INVESTORS TRADITIONALLY FOCUS ON 
METRICS SUCH AS PE OR PB. 

However, these metrics do not deal 
with value creation. Although value 
creation sounds abstract, it is simply 
the ability to sufficiently increase the 
net Book Value of the business.

The value of a business depends  
on the 

  value of its assets (such as 
physical assets and cash)

  The earnings that these  
assets generate

When a company generates earnings, 
the earnings can be retained as cash 
or used to purchase additional assets. 
The asset (book) value of the  
business increases.

Value investing is focused on identi-
fying companies where the assets can 
be purchased at a discount.

Value creation rather is focused  
on identifying businesses that have 
the ability to sufficiently grow their 
book value.

A company’s ability to create value 
is far more important than it being 
“cheap”. This is because many “cheap” 
companies are value traps - they look 
cheap but they underperform cash.

FIGURE 2: BOOK VALUE GROWTH AND DIVIDEND 
RETURN OF WOOLWORTHS (WHL) & NAMPAK (NPK) 
(BASED 100)

FIGURE 1: HOW VALUE CREATION IS ACHIEVED –  
AND HOW IT ISN’T

Share Price
—— Earnings

(PE) =Price to 
Earnings

Share Price
—— Book Value

(PB) =Price to 
Book
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Measuring value creation
The returns a company generates, 
compared to the value of the assets 
the business owns (equity), can be 
expressed as:

Return on Equity is therefore a 
measure of the company’s ability 
and effectiveness in generating 
income for a given amount invested 
into the company by shareholders. 
A business creates value by  
having sufficient returns on the 
equity invested.

What qualifies as sufficient?
An investor has numerous opportu-
nities and options when investing. 
The investor can choose investment 
A over investment B, but there is 
an opportunity cost in choosing 
one over the other - the return the 
investor could reasonably have 
received by putting the same money 
into a different investment is the 
cost of capital.  A sufficient return 
is therefore a return in excess of 
the investors cost of capital.

The Cost of Capital is about 12% 
(for South Africa).

A company creates value 
when it grows the value of the 
assets owned by shareholders 
(shareholders equity) in excess of 
the Cost of Capital.

ROE is a good proxy for Value 
Creation

A low PE makes a business look 
cheap, but can signal some red flags. 
Specifically, it could indicate that a 
company could have low Return on 

Equity (ROE); could be highly lever-
aged; has a poor business model; or 
perhaps has poor accounting quality. 
Therefore, it is important to ensure 
that a company is able to sustainably 
create value for shareholder.

A reliable indicator of whether a 
company will be able to grow both  
its assets and its asset base  
is consistent and sustainable 
revenue growth.

To continue to create value a 
business ideally needs to:

   Generate returns on equity 
invested by greater than the cost 
of capital (ROE > 12%)

   Show growth in excess of inflation 
(e.g. Revenue growth > 8%)

Compounding effect
Another important aspect to con-
sider is that of compounding. If a 
company creates value by growing 
its assets (Book value) in excess of 
cost of capital, this effect is com-
pounded over time.

We can see this when looking 
at a practical example. Over the 
past 10 years, Woolworths and 
Nampak have both had stable PE 

and PB ratios. Woolworths’ ROE 
has however been double that of 
Nampak’s over the same timeframe.

We can see how Woolworths’ higher 
ROE and sustainable revenue 
growth i.e. the ability to grow assets 
(Book Value), compounds over 
time. While Nampak has grown, 
their performance cannot compare 
to Woolworths. The growth in the 
Book Value of assets translates to 
share price performance – resulting 
in Value Creators having higher 
returns in share price over time.

FIGURE 3: COMPARING SHARE PRICE PERFORMANCE 
OF WOOLWORTHS (WHL) & NAMPAK (NPK)

Earnings
—— Book Value

(ROE) =Return on
Equity

Conclusion
Having a low PE  
doesn’t make a com-
pany cheap. Instead, 
investors should focus 
more on whether a 
company will be able to 
create value going for-
ward. As a general rule, 
value-creating com-
panies will have ROE 
> 15% and Revenue 
Growth > 10%.

	   Woolworths out-grew 
Nampak by 5 times 



Most investors would expect to  
see Naspers and SAB topping the 
list, and correctly so. Exactly how 
much these two names have con-
tributed however, leaves some  
room for surprise.

If you plot the All Share’s monthly 
performance against what the All-
Share would look like if these two 
stocks were excluded, the impact 
of these two names becomes clear.

Over the last 10 years, the index 
has returned a total return of 
206%. If you excluded both 
Naspers and SAB from the index, 
the total return over the same 
period would be 146%. This 
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PICTURES OF INTEREST:  
NASPERS & SAB

OVER THE PAST TEN YEARS THE ALL SHARE INDEX HAS ACHIEVED AN ANNUAL 
RETURN OF 12%, INCLUDING DIVIDENDS. WHAT HAVE BEEN THE BIGGEST 
CONTRIBUTORS OF THIS RETURN?

FIGURE 1: TOTAL RETURN OF THE ALL SHARE WITH & WITHOUT NASPERS & SAB 

translates to the market returning 
12% with these two stocks and 
9.5% without – a difference of 
2.5% compounded annually.

Any stock’s influence on return 
is dually influenced by its price 
performance as well as its weight 

in the index. While price 
performance is an absolute 
measure, the change over time 
in a stock’s weight in a market-
capitalisation weighted index 
is a factor of how the price 
performance compares relative 
to the rest of the market. 

Both Naspers and SAB being 
Rand hedge stocks - outper-
forming in Rand weakness 
- have benefited from the local 
currency’s depreciating trend 
over the period.  Both have 
also experienced significant 
re-rating, resulting in the duo 
representing roughly a quarter 
of the local index. 

This divergence is more 
pronounced over the last 
two years where the index 
has returned 9.7%, while 
excluding the two stocks, 
the index would have lost 
ground, returning -1.1%.
(See Figure 2 on page 8)
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At the beginning of this period the largest stocks in the index were Anglo American and BHP Billiton. 
Mining companies had their heyday until 2008. However, the Financial Crisis and declining demand 
from China put pressure on commodity prices. This has seen Naspers and SAB take the place of the 
once- index heavyweights, pulling the index up along with them. 

FIGURE 2: BUOYING THE MARKET OVER 2 YEARS 

FIGURE 3: ALL SHARE COMPOSITION CHANGE



It does more than give anecdotal quotes – it 
leads you through developing a practical 
investment plan that’s simple to implement. 
A Wealth of Common Sense takes “common 
sense”, like “buy low, sell high” or “think 
and act for the long-term” a step further by 
tackling the “how” to implement it.

The book answers questions about asset 
allocation, the use of ETFs and low cost 
index-tracking investments, understanding 
risk and market myths and how to monitor 
and maintain your portfolio.

Asset allocation is the most important 
investment decision – studies have shown 
that 90% of a portfolio’s long-term variation 
in return was explained by asset allocation 
as oppose to market timing or security 
selection. It does a good job of explaining 
the process to go through to get your asset 
allocation weights right because at some 
point you need to leave the theory and start 
actually investing.

Carlson contrasts how individual investors 
differ from institutional investors and 
interestingly concludes that if you can 
master patience the playing field becomes 
more level because you can’t arbitrage good 
long-term behavior.
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RECOMMENDED READ
A WEALTH OF COMMON SENSE BY BEN CARLSON

THE BYLINE OF THIS BOOK SAYS IT ALL – WHY SIMPLICITY TRUMPS 
COMPLEXITY IN ANY INVESTMENT PLAN. AND THAT’S TRUE!  WHILE MOST 
INVESTMENT BOOKS ARE AIMED AT AN AUDIENCE WHO INVEST FOR A 
LIVING, THIS BOOK IS THE BEST GUIDE WE’VE SEEN FOR NON-INVESTMENT 
PROFESSIONALS TO LOOK AFTER AND INVEST THEIR MONEY.

A highly 
recommended 
read for your 
own simple, 
effective money 
management.
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BLUEALPHA INVESTMENT OFFERING

OUR LONG TERM TRACK RECORD DEMONSTRATES OUR ABILITY TO CREATE 

WEALTH FOR OUR INVESTORS. 

exposure. The fund aims to 
provide long run equity market 
outperformance and is benchmarked 
against the SWIX. The fund has 
a high risk profile. It is in the top 
performance quartile of its sector 
over 12 months.

    BlueAlpha BCI Global Equity 
Fund: our global flexible equity fund 
provides investors with offshore 
equity exposure. The fund invests 
in developed markets with a focus 
on quality growth companies with 

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 

a large market cap.  It is in the top 
performance quartile of its sector 
over 12 months. 

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
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5
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8.8%

-2.4%

14.2%

10.8%

3.4%

23.3%

16.7%

6.6%

17.0%

10.9%

6.1%

2.5%

1.4%

1.4%

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


