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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:  
Telkom – Looking at the history  
of our national telecommunications 
provider, we assess a few of their 
more recent investment decisions. 
Can their evolution keep pace with 
the industry?

INVESTMENT FOCUS:  
A potential inflection point in the 
cycle – we assess the relative 
performance of cyclical vs. 
defensive stocks and look at the 
signs of a turning tide.

PICTURES OF INTEREST:  
US money market – is the  
30 year bull market for fixed 
income over? What does this  
mean for investors?

RECOMMENDED READ:  
Pre-Suasion by Robert Cialdini:  
if you think you’re making objective 
decisions – read this. It applies not 
only to your investment choices but 
virtually every decision you make.

RETURN TO UNIT HOLDERS (net of fees)

3
Years

(annualised)

1
Year

BlueAlpha Return

SA Multi Asset Flexible 
Sector Average

CPI + 5%

Out-Performance
to Sector

5.7% 14.3%-9.8%

5.7% 11.0%2.5%

10.5% 10.6%10.9%

0.0% 3.3%-12.2%

14.6%

10.8%

11.1%

3.7%

5
Years

(annualised)

Source: MoneyMate

Since Incept.
(Nov 2005)
(annualised)



In 2009 Telkom sold 15% 
of the original 50% stake 
in Vodacom for R22.5 
billion, and distributed the 
remaining 35% stake to 
shareholders. That 15% 
stake alone, including 
dividends, would have 
been worth more than 
Telkom’s current market 
capitalisation. 
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LOOKING BACK: TELKOM: MONOPOLY 
DINOSAUR OR MODERN RINGLEADER?

TELKOM HAS BEEN IN THE COLLECTIVE MEMORY FOR SOME TIME NOW. THE 
FIRST INKLING OF THE COMPANY WE KNOW TODAY CAME ABOUT ALL THE WAY 
BACK IN 1860, WHEN THE FIRST TELEGRAM WAS SENT. IN 1991, TELKOM AS A 
MODERN ENTITY WAS FORMED, HAVING SPLIT FROM THE DEPARTMENT OF POSTS 
AND TELECOMMUNICATIONS. BACK THEN, AS THE NATIONAL PROVIDER OF 
TELECOMMUNICATIONS, IT WAS A MONOPOLY WITH A LONG HISTORY AND LITTLE 
PROSPECT OF COMPETITION.

However, technology changes 
quickly and consumers inevitably 
want the latest, greatest things. 
In 1994, the first cellular network 
in South Africa went live. Telkom 
had entered into a joint venture as 
50% owner of the newly launched 
Vodacom, one of the only two 
cellular providers at the time. This 
would eventually turn out to be one 
of their best investments.

In their traditional business – fixed 
line services – they operated with 
the mind-set of a typical monopoly, 
in that they had little need to invest 
in next generation technology. This 
mind-set, and the proliferation 
of mobile services, which got 
more affordable with every new 
customer, saw a gradual but steady 
migration away from fixed-line. In 
the beginning, as they owned the 
infrastructure mobile providers 
operated on, there was little effect 
to their core business. However, 
as data costs declined and more 
mobile offerings became available, it 
became increasingly apparent that 
Telkom would not be able to rely on 
voice revenues alone.

Telkom listed on the JSE in 2003. 
The fixed line business was in struc-

tural decline but they were receiving 
generous dividends from their 
Vodacom investment. These, however, 
were utilised to invest in what turned 
out to be questionable investments. In 
2007, they acquired 75% of Multi-
Links, a Nigerian telecommunications 
provider which utilised - even at that 
time - outdated CDMA technology 
for its network. In 2008, Telkom 
then acquired the remaining 25%. 
During this time, a total of R9.8 billion 
was spent on acquisition costs and 
capital expenditure for Multi-Links. 
Telkom would eventually go on 
to sell these assets in 2011 for a 
negligible amount of the original value 
and write off R11 billion of assets, 

which was about half of their market 
capitalisation at the time - spectacular 
value destruction indeed. 
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Source: Bloomberg

Only time will tell 
whether Telkom will 
be able to evolve 
fast enough for data 
revenues to offset 
declining voice 
revenues.

Ultimately, by this stage, Telkom was 
a business that was cash generative, 
but in fast structural decline; 
having poured money into outdated 
technology in a market they weren’t 
familiar with; and axing their one 
great investment – Vodacom.

These issues could arguably be 
exclusively blamed on management. 
From 2007 to 2012, Telkom went 
through countless management 
changes – they had five different 
CEO’s in as many years which 
resulted in a leadership vacuum in 
their operations, strategy and the 
Board.

Thereafter, it was clear that Telkom 
had to innovate and streamline 
their business. They embarked on 
building their own mobile network 
in 2010 and implemented cost-
cutting measures; including an 
extensive voluntary retrenchment 
program from 2013-2016. By 
allocating capital in a smart way 
and with the benefit of their existing 
infrastructure, the mobile business 
finally became profitable in 2016. 
They spent capital in the right places 
– building the LTE infrastructure 
that will facilitate next generation 
development; and saved money by 
piggy-backing on other networks 
for voice services – their structurally 
declining service. They therefore 
enjoy a spectrum advantage 
and are actively strategizing to 
cannibalise their own fixed line 
customers before the competition 

can. Telkom is also rolling out a Fibre 
to the Home/Business and actively 
switching existing voice/ADSL 
customers to its Fibre & mobile 
networks. This is obviously in stark 
contrast to the very monopolistic 
Telkom that we all remember.

Old technology is made redundant 
at a faster pace than ever. At last, 
Telkom seems to have come around 
to the fact that they are not selling 
fixed lines and ADSL subscriptions 
anymore; but rather connectivity. 
Besides their operational turn-around, 
Telkom also has very strategic assets. 
It owns the largest fibre network 
in the country and the physical 
infrastructure gained from being the 
sole telecommunications provider for 
more than a century. It is this long 

history however, that no doubt 
resulted in Telkom’s refusal to 
change and adapt - until recently. 
Going forward, Telkom will have to 
stick to their new innovation path 
and use their superior assets to 
their advantage. 

CHART 1: TELKOM EBITDA CONTRIBUTION
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INVESTMENT FOCUS:  
IS IT THE TURNING POINT IN THE  
CYCLICALS VS DEFENSIVES TIDE?

SINCE THE FINANCIAL CRISIS IN 08/09 THERE HAS BEEN A CONSISTENT INVEST-
MENT THEME THAT HAS WORKED – HIGH QUALITY, PREDICTABLE, DEFENSIVE 
EQUITY INVESTMENTS HAVE OUTPERFORMED CYCLICAL INVESTMENTS. AND THE 
OUTPERFORMANCE HAS BEEN SIGNIFICANT, AS IS ILLUSTRATED IN THE CHART 
BELOW. A CUMULATIVE 70% OUTPERFORMANCE FROM DEFENSIVES OVER THE 
PERIOD WHICH EQUATES TO OVER 15% ANNUALLY.

There are signs that the 
tide is turning.

Why did defensives outperform  
for so long?
It’s all about growth. In periods of 
economic slowdown and recession, 
growth is scarce. As a result, 
investors are prepared to pay a 
premium for growth. 

By their nature, the earnings 
of defen-sive companies, like 
food retailers and producers and 
healthcare providers, are less 
impacted by economic slowdown 
than cyclical companies, like car 
and clothing retailers, which rely 
on discretionary spending. So they 
typically offered up a higher and 
more consistent earnings growth 
over this period.

Investors continued to follow the 
growth and as a result, defensives 
got really expensive. Ratings of 
defensives are always at a premium 
to cyclicals - and as the chart 
below indicates this has averaged 
a 30% premium since 2004 but 
dipped down to a low of over a 
50% discount.

What economic conditions do 
cyclicals need to outperform?
Cyclicals perform well in higher 
growth environments.
Almost 50% of the profits earned 
by SA listed companies are in fact 
earned outside the country, so they 
benefit significantly from global 
growth and aren’t just reliant on the 
domestic economy. In both the US 
and China, two powerhouse regions, 
growth is strong and is providing 
impetus to global economic growth.

Source: SBG Securities analysis, FactSet

CHART 1: CYCLICAL VS DEFENSIVES: 
RELATIVE PERFORMANCE

Real GDP growth in South 
Africa has been trending 
down since 2011, so 
domestically, the economic 
signs are more mixed. 
However, with inflation 
having peaked and interest 
rates also potentially having 
peaked, the economy is 
positioned for a cyclical 
recovery in 2017.
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Rather than growth being scarce, 
it will be valuation that is scarce, 
causing the lower valued cyclicals to 
be bid up and outperform.

In past periods of economic recovery 
and boom, such as in South Africa 
from 2005-2007, it paid to be 
overweight value-oriented stocks 
and underweight defensive growth 
investments. Referring back to 
Chart 1 - in this period, cyclicals 
outperformed defensives by over 
40%, around 12% annualised.

Delivering consistently 
good investment 
performance doesn’t 
require bold macro 
predictions, but rather to 
observe where we are in 
the economic cycle and 
position your portfolio 
accordingly. 

CHART 2: CYCLICALS VS DEFENSIVES: 
RELATIVE PE RATIO

Source: SBG Securities analysis, FactSet
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PICTURES OF INTEREST: CHART FOCUS:   
THE US MONEY MARKET RATE

FOR THE LAST 7 YEARS, THE US FEDERAL FUNDS RATE HAS BEEN STUCK JUST 
ABOVE 0%. THIS WAS THE LOWEST SUCH RATE IN 50 YEARS, HAVING PEAKED 
ABOVE 18% IN EARLY 1980. SINCE THEN, IT HAS GRADUALLY MOVED LOWER AND 
LOWER AS, FIRSTLY, INFLATION WAS BROUGHT UNDER CONTROL; AND THEN THE 
REAL RATES DEMANDED FELL TO ZERO, AND RECENTLY MOVED NEGATIVE. 

Do we have anything to fear 
from a reversal of this central 
rate which has caused one of 
the biggest bull markets in  
fixed income?
As dramatic as this chart looks, 
it is worth noting that the bulk of 
the collapse in yields was driven 
by a collapse in inflation. The 
average real yield over the period 
was 1.3% and in the last 20 
years was only 0.2%.  

How will this affect the 
economy and should we start 
worrying about a slowdown? 
Two points say that a slowdown 
is unlikely. Firstly, unless a central 
bank deliberately raises rates 
to cool the economy or fight 
inflation, then this is unlikely to be 
a source of slowdown. Secondly, 

a large part of the US economy 
is already experiencing higher 
rates. Indeed, a large part of the 
economy never got to appreciate 
these near-zero rates. The table 

below shows the cost of home 
mortgages, high yield debt (small 
and highly indebted companies)
and BBB debt (typically mid-size 
companies).

The 10 year average 
is even more dramatic 
at -0.8%. With inflation 
in the USA currently at 
1.7% we would need 
the Fed fund rate to 
get back to 2.0% to 
“normalise” i.e. get 
back to the 20 year 
average.

CHART 1: US FEDERAL FUNDS RATE OVER TIME

Source: Bloomberg

Current

30 year mortgage

US High Yield

BBB corporate yield

4.1% 3.9%

6.1% 6.5%

4.0% 3.9%

4.6%

8.3%

4.9%

5 Year 10 Year
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For homeowners, the cost of their 
mortgage, currently at 4.08%, 
is close to the 10 year average. 
What’s more, in the last 10 years, 
this rate only briefly touched 3.5%. 
In other words, for US homeowners, 
they were always paying a real rate. 
Although small, something similar 
happened for car loans.

So what about corporates? 
The table shows that once again 
the rate being experienced by the 
bulk of the economy is only slightly 
lower than the 10 year average. 

So who has benefited?  
The biggest beneficiaries have 
been the large and highest 
quality companies who financed 
acquisitions and bought back stock, 
often funding these purchases 
at close to 1%. Anheuser Busch 
is a good example of this, having 
debt-financed the acquisition of 
SABMiller at very low rates.

So, have the companies taken on 
too much extra debt, given these 
low rates? At the broad S&P index 
level, the answer is no. The Debt to 
EBITDA level is almost unchanged. 
However, that disguises two 
important features. Some sectors - 
like energy - are very indebted; and 
the small cap companies currently 
have a Debt to EBITDA of 3 times.

Asset allocators who have followed 
the traditional 60% equity, 40% 
fixed income are most at risk of 
missing this signal of change. By 
simply applying the regularly used 
metric of putting the 10 year bond 
back to nominal GDP = real GDP 
of 3% + sustained inflation of 2% 
= gives a yield of 5% vs. the current 
2.5%. With yields trending up toward 
5%, you see that investment returns 
from fixed income will come under 
pressure. This means that while the 
rise in short rates has little impact 
on the real economy, investors with 
too high a weighting in global fixed 
income are at risk. 

So, in a way, the 
biggest beneficiaries 
of this collapse in 
short rates have been 
the pension funds 
exposed to fixed 
income investments. 
The annualised return 
over the last 10 and 
30 years was 4% and 
6% respectively. Many 
fixed income investors 
have never witnessed 
a bear market in their 
asset class.



These are some of the concepts author 
Robert Cialdini, who has become one 
of the most recognisable names in the 
study of decision-making, assesses in 
his sequel to ‘Influence: Psychology 
of Persuasion’. This book focuses on a 
particular moment in the decision-making 
process - the moment before. From small, 
seemingly inconsequential choices in a 
grocery store; to larger transactions, such 
as buying a family home – the mechanism 
of pre-suasion is always at work. 

Presented in case-study fashion, 
‘Pre-suasion’ demonstrates how to 
communicate by making your recipient 
more agreeable to an idea - in the 
moment just before your message is 
delivered. The main focus is timing. For 
example – when shopping for a couch 
online, background imagery of soft white 
clouds tends to persuade shoppers to 
choose the more comfortable but costly 
couch, as opposed to the less comfortable 
but cheaper option.

In other words, when our minds are 
primed, we allow favourable aspects of an 
offering to override our recognition of less 
favourable aspects (like spending that 
little bit extra), temporarily creating bias, 
which affects our choices.
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RECOMMENDED READ: PRE-SUASION
A REVOLUTIONARY WAY TO INFLUENCE AND PERSUADE  by Robert Cialdini

HOW DO CLOUDS ON THE HOME PAGE ON AN ONLINE STORE INFLUENCE WHICH 
PRODUCT YOU BUY? WHY DOES THE SEATING ARRANGEMENT AT A MEETING 
IMPACT WHO WILL BE MORE LIKELY TO AGREE WITH US, AND WHO WON’T? 

The book is written with the goal of showing 
the reader how they can take advantage of 
this phenomenon to (ethically) influence 
others, but is dually useful in developing 
an awareness of how someone may have 
“pre-suaded” you. For the investor, this 
proves especially helpful in keeping biases 
in check, limiting impulsive reactions, and 
ultimately making better decisions.
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BLUEALPHA INVESTMENT OFFERING

OUR LONG TERM TRACK RECORD DEMONSTRATES OUR ABILITY TO CREATE 

WEALTH FOR OUR INVESTORS. 

to provide long run equity 
market outperformance and is 
benchmarked against the SWIX. 
The fund has a high risk profile. 

    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. For details, see page 1. 

    BlueAlpha BCI Global 
Equity Fund: our global flexible 
equity fund provides investors 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 exposure. The fund aims 

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
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1
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5
Years

(annualised)

3
Years

(annualised)

SWIX
Total Return

BlueAlpha
Return*

Out
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1.0%

3.8%

-2.8%

10.4%

7.5%

2.9%

20.3%

14.1%

6.2%

16.2%

10.2%

6.0%

-1.1%

-2.9%

1.8%

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


