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

LOOKING BACK: Facebook – 
from a Harvard dorm room to two 
billion mobile phones every month. 
We take a look at the exceptional 
growth story of the world’s most 
“liked” social media giant.

INVESTMENT FOCUS: We look 
at PPC’s track record in creating 
value, or rather, their history of 
destroying it, and what this means 
for investors.

CHART FOCUS: A looming US 
debt crisis? – Having reached a 
new all-time high in US debt levels, 
could this be a precursor to another 
crisis? We look at why this isn’t the 
full picture and what that implies for 
the economy going forward.

RECOMMENDED READ: Beat 
the Dealer by Edward O Thorpe 
– is regarded as the pioneering 
work on card counting. However 
this book is not just for card 
players - investors stand to learn 
just as much.
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LOOKING BACK: FACEBOOK

THIS QUARTER, WE LOOK AT FACEBOOK – FROM ITS START IN A HARVARD DORM 
ROOM TO THE SOCIAL MEDIA GIANT WE ALL KNOW TODAY.

Stumbling into opportunity
While in his second year at Harvard, 
Mark Zuckerberg wrote a program 
called “Facemash”. It used photos 
from nine Harvard Houses, placing 
two photos alongside each other and 
asking users to choose the more 
attractive person. In its first four 
hours, the site attracted 450 visitors 
and 22 000 photo-views. Facemash 
was shut down by Harvard after 
a few days and Zuckerberg faced 
expulsion. While Harvard had a “face 
book” – a student directory featuring 
photos and basic information – these 
were limited to paper form and 
private online directories. Following 
the events of Facemash, it become 
widely agreed that there was both 
the technology and the need to 
create a centralized website. 

In January 2004, Zuckerberg 
began writing the code for a new 
website to connect the online 
directories. Less than a month later 
“TheFacebook” was launched. Initially, 
membership was limited to Harvard. 
Within a month, more than half the 
undergraduates had registered. 

Public Access – the start of a 
Social Media Revolution
After colleges, Facebook expanded 
membership on an invitation basis to 
schools and several large companies 
including Microsoft and Apple. In 
September 2006, Facebook was 
open to anyone who was at least 
13 years of age with a valid email 
address. In 2009 the company 
ranked as the most-used social 
networking service worldwide. In 
2010 the company announced 500 
million users, with half of its members 
using the service daily. 

Skepticism
The belief in the Facebook 
story did not go unchallenged. 
Notwithstanding the interest of high 
profile investors such as Microsoft, 
who invested at a valuation of 
US$15bn in 2007, and Goldman 
Sachs and others, who invested 
in 2011 at an implied valuation of 
US$50bn, there were serious doubts 

that these valuations made any 
sense at all. The major concern 
was how Facebook intended to 
sustainably monetize its business. 
Although the network scale was 
proving irresistible to advertisers, 
the valuation implied a 25x multiple 
on revenue! In addition, it appeared 
that the advertising model for 
Facebook was nowhere near as 
robust as Google - whose search-
related ads are served to users 
when they’re typically about to 
make a purchase decision.

From failed IPO to 
Accelerated Growth
Facebook filed for listing in early 
2012, but its bungled initial 
public offering added fuel to 
the speculation that Facebook 
embodied a new tech bubble 
that would eventually burst. 
With a public offer price of $38, 
the company was valued at an 
incredible US$104bn – a record 

Through 2004, Facebook 
expanded to most 
universities in the USA 
and Canada. Before the 
year was out, the company 
took on its first investors 
and by 2005, was known 
simply as Facebook.



 I N V E S T M E N T  Q U A R T E R L Y  Q 3  2 0 1 7       3

valuation at that time for a new 
listing. In spite of this, the company 
still managed to raise US$16bn. 
A few days after a subdued listing 
on 18 May, reports surfaced that 
the lead underwriters had cut their 
earnings forecasts for the company 
in the middle of the IPO. It was 
believed that the underwriters had 
used this information to sell out 
their positions, leaving the public 
with overpriced shares. By the 
end of May, Facebook had lost 
over a quarter of its listing value, 
and was labeled a fiasco by the 
financial press - the shares would 
continue to slide before finally 
bottoming out at $20. By October 
2012, Zuckerberg announced 
that Facebook had passed one 
billion monthly active users. Data 
also revealed 600 million mobile 
users, 220 billion photo uploads 
and 140 billion friend connections. 
The network effect was well and 
truly on its way. The market was 
slow to respond, so it wasn’t until 
the end of 2013 that the company 
finally broke above its IPO price. 
In hindsight, investors had ample 
opportunity to buy into one of the 
great success stories of our time.

Unique monopolistic position 
Not since the gladiator days of the 
Roman Empire has the “thumbs-up” 
sign been such a forceful symbol 
of public power. Today, Facebook 
is a vast empire, with staggering 
reach and influence. It accounts 
for the largest share of social 
networking and its various apps 
account for 30% of mobile internet 
use in the Western World. With 
over 2bn monthly active users and 
1.3bn daily users, Facebook has 
unequivocally become a pervasive 
force in people’s on-line lives. 

While Facebook was not the first 
social network, it clearly learnt from 

the mistakes of its predecessors – 
leveraging human nature to engineer 
a highly addictive product that users 
would return to frequently - Americans 
spend double the amount of mobile 
internet time on Facebook compared 
to Google and YouTube combined. 
The company has prospered by 
building compelling services that 
attract large audiences, whose 
attention can be sold to advertisers. 

MOBILE DAILY ACTIVE USERS

PERCENTAGE OF ADVERTISING REVENUES 
FROM MOBILE

While Google has 
masses of data 
about the world, 
Facebook collects 
masses of specific 
information about 
users – friends, 
interests, location 
and preferences – 
allowing advertisers 
to reach users with 
great precision. 
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The transition from desktops to 
mobile – once considered a grave 
risk for firm’s dependent upon 
online advertising – has played 
to Facebook’s strengths, given its 
dominance of mobile internet time 
usage. Recently, this has resulted in a 
24% jump in ad pricing for Facebook 
versus the trend of declining ad 
prices experienced by peers. 

What lies ahead?
Facebook has so far been an 
insightful acquirer – buying the 
photo sharing site Instagram in 2012 
and messaging service WhatsApp 
in 2014. While both acquisitions 
raised skepticism – especially on 
price – they now seem inspired. 
Instagram has grown to over 700m 
users and is especially appealing to 
a younger demographic. Video ads 
have opened an entirely new revenue 
stream for the company. Messenger 
and WhatsApp will be key tools to try 
and monetize business to consumer 
platforms based on the expectation 
that services and transactions on 
smartphones may converge into 
messaging apps. 

The long-term task will be to harness 
data to offer new services and 

make money in new ways. In 2016, 
Zuckerberg revealed the 10-year 
plan – a vison centered on artificial 
intelligence, increased connectivity 
and virtual and augmented reality. 
The company recently launched Deep 
Text – a natural language processing 
AI which will learn user intent and 
context in 20 languages. With 
power comes responsibility – closed 
ecosystems make it hard for people 
to switch between services – and 
given the scale of Facebook there 
will no doubt be issues regarding 
concentration and monopoly. 

As the company 
becomes more 
entwined in 
billions of people’s 
lives – perhaps 
the real challenge 
will not be making 
huge profits – but 
to do so in a way 
that manages the 
risk of consumer 
backlash.    



  I N V E S T M E N T  Q U A R T E R L Y  Q 3  2 0 1 7      5

INVESTMENT FOCUS: 
PPC AND OUR VALUE CREATION 
FRAMEWORK

Backdrop
PPC has a long history and was 
originally established in 1892. The 
last couple of years, however, have 
been challenging for them. 
In South Africa they have faced 
stiff price competition from 
local competitors and cheap 
imported cement. In response, 
PPC embarked on a strategy of 
expanding operations in Africa - 
with big investments in Rwanda, 
DRC and Ethiopia

Let’s Recap on value creation
The value of a business is 
dependent on:

 The value of its operating 
assets (buildings, plant and 
working capital such as stock, 
accounts receivable less 
accounts payable etc.)

 The earnings, but more 
importantly, cash flows that 
these assets generate LESS 
a capital charge (debt and 
equity) for the usage of the 
assets (the cost of capital)

When a company generates 
“cash earnings”, that earnings 
can be retained in the business 
or used to grow. In PPC’s case, 
they deployed cash earnings to 
purchase additional assets (build 
new cement plants). This should 

WE HAVE FREQUENTLY DISCUSSED THE IDEA OF VALUE CREATION – IT’S IMPACT 
ON THE FUNDAMENTAL VALUE OF A COMPANY AND INVESTMENT RETURNS. THIS 
QUARTER, WE’LL LOOK AT A REAL-LIFE EXAMPLE: PPC.

Source: Bloomberg

Source: Bloomberg

FIGURE 1: PPC INVESTED CAPITAL VS. SALES 
GROWTH INDEX 

FIGURE 2: RETURN ON INVESTED CAPITAL 
(ROIC) & SALES TO INVESTED CAPITAL
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return on invested capital (ROIC), as 
seen in Figure 2.

In other words, PPC’s expansionary 
projects have materially impacted the 
company’s ability to create value.

Valuation of a value 
destructive company
The faster PPC grows their asset 
base by allocating funds to value-
destructive projects (ROIC< 12% 
cost of capital), the more value is 
destroyed. The effects can be seen 
in Figure 3.

PPC’s share price has been 
under significant pressure the last 
couple of years as ROIC declined. 
PPC’s Price / Book Value is fast 
approaching 1 – which might 
suggest that it’s relatively cheap, 

typically result in an increase in the 
company’s asset (book) value.
For PPC to create value, it would 
need to generate returns (make 
money / generate earnings) for each 
new plant it builds. The earnings that 
PPC generates from these “new 
plants” would have to exceed its cost 
of capital (both debt and equity) of 
these new plants. We estimate the 
cost of capital to be in the region of 
12% for PPC.  

PPC – Throwing money at a 
problem (of stagnating  
earnings growth)?
When a company grows its asset 
base, it is crucial to understand 
whether invested capital will lead to 
increasing sales (revenue) and higher 
margins. In Figure 1, PPC has been 
increasing capital investment far more 
than their sales level.

PPC’s investments in Africa are 
not (yet) generating sufficient 
and sustainable revenue. This is 
highlighted by its deteriorating asset 
turnover and decreasing margins. 
This has resulted in a decline in their 

when considering these valuation 
measures in isolation.

In simplistic terms, building a  
cement plant that cost R3 billion 
does not necessarily mean that that 
cement plant is worth R3 billion. 
If the plant cannot make money, 
its asset value is impaired – i.e. 
worth less. By the same measure, 
a company might well be worth 
less than the value of its assets if it 
cannot generate adequate earnings 
from those assets. 

By that argument, the stock could in 
fact be expensive at a book value of 
more than 1. Whichever way you look 
at it, PPC has been throwing money 
at their problems, to the detriment of 
their shareholders, as is reflected by 
the collapse in their share price. 

Source: Bloomberg

FIGURE 3: PPC’S PRICE TO BOOK VALUE AND 
SHARE PRICE

The question is thus -  
will PPC generate returns 
in excess of the cost of 
capital on these “new 
investments” and what 
is the trend in returns 
/ value creation on the 
existing investments?
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CHART FOCUS:  
HEADED FOR ANOTHER DEBT CRISIS?

CONSUMER DEBT TENDS TO BE A STRONG INDICATOR OF FINANCIAL WELLNESS IN 
THE ECONOMY AT LARGE. IN THE PAST, RECORD LEVELS OF HOUSEHOLD DEBT HAVE 
FREQUENTLY PRECEDED FINANCIAL CRISES. AS PER THE FIGURE BELOW, US DEBT 
LEVELS HAVE NOW SURPASSED THE PREVIOUS HIGHS OF 2008. WITH THIS IN MIND, IT 
IS WORTH EXPLORING WHAT THIS IMPLIES FOR THE ECONOMY GOING FORWARD.

Considered in isolation, a new 
all-time high in debt levels would 
suggest that consumers might be 
financially over-extended. However, 
when assessed in conjunction with 
other factors, such as personal 
income, GDP and population 
growth, this may not be true. It is 
particularly important to consider 
the quality of debt outstanding – or 
rather, the probability of default. 
Figure 2 shows that despite 
debt levels having reached new 
highs, there are far fewer defaults 
occurring – suggesting that 
consumers are better positioned to 
service their debt than in 2008. 

Furthermore, it is essential to 
consider personal income levels 
when assessing the potential for 
financial distress. Most importantly, 
one must consider debt relative 
to income in order to understand 
the risk of that debt. In Figure 3, 
household debt as a percentage 
of personal income stands in stark 
contrast to the period between 
2007 and 2009.

FIGURE 1:  US CONSUMER DEBT & COMPOSITION

FIGURE 2:  US DEBT BY DELINQUENCY STATUS

Source: New York Fed Consumer Credit Panel, Equifax

Source: New York Fed Consumer Credit Panel, Equifax

The ability to service debt 
is central to understanding 
how and when borrowing 
becomes risky.
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FIGURE 3: HOUSEHOLD DEBT AS A % OF  
PERSONAL INCOME

Source: Bloomberg

Lastly, the US population has grown 
from just over 301 million people 
at the end of 2007, to roughly 325 
million today* – a 9.3% increase in 
just over 10 years.

Therefore, while we may 
be at new absolute highs, 
the ability of the average 
American to service 
their debt is far above 
what it was a decade 
ago, with increasing 
personal income, lower 
debt to income levels 
and distributed per 
capita over a much larger 
base. A new debt crisis? 
Perhaps not.



Originally published in 1962, ‘Beat the 
Dealer’ quickly became the authority on 
trying to beat casinos in Blackjack. Thorpe’s 
passion for always knowing the odds later 
lead him to financial markets. Thorpe has 
been regarded as one of the very first 
practitioners in the field of quantitative 
finance, earning him incredible success 
with his firm - Princeton Newport Partners.

Thorpe’s approach to blackjack is much the 
same as his investment philosophy – he 
tests thousands of card hands and applies 
his results to produce a comprehensive 
set of rules for players. Specifically, his 
method teaches you when the odds are in 
your favour, allowing you to capitalise on 
the opportunity. His systematic approach 
coaches you to remove any emotional 
bias from your decisions which could 
sabotage your game. It is easy to draw 
the comparison between this unemotional 
strategy in cards to making rational, 
systematic choices in your investment 
decisions - making this book particularly 
useful for investors and gamblers alike.

The method is straight-forward: place 
the minimum bet until it’s clear that the 
remaining cards in the deck should play 
in your favour. Then increase your bets, as 
the probability of success is at its highest. 
He shows that these larger wins more 
than offset any smaller losses made on 
minimum bets – the embodiment of the 
axiom “lose small, win big”.
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RECOMMENDED READ: 
BEAT THE DEALER - by Steven Drobny

‘Beat the Dealer’ might not be about 
investing but the wealth of parallels 
prove particularly useful to investors. 
Apart from the valuable lessons in 
portfolio management, the ultimate 
message is that investors that 
stay invested in the markets and 
pay attention to the “count” will be 
rewarded over the long term.

EDWARD THORPE’S BOOK ON THE GAME OF BLACKJACK IS REGARDED AS THE 
PIONEERING WORK ON CARD COUNTING. HOWEVER – THIS BOOK IS NOT JUST FOR 
CARD PLAYERS – INVESTORS STAND TO LEARN JUST AS MUCH.
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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 LONG RUN DOMESTIC EQUITY TRACK RECORD
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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


