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Global Macro
In the first quarter of 2018, global equity markets finally experienced the re-emergence of volatility. Coincident with this, markets, which for the last 18 months
have been able to withstand practically any political risk, have suddenly become far more attuned to both regulatory and political factors. After an explosive start to
the year, with the World Index peaking at 7% gains over January, the quarterly decline of 1.3%, shows a dramatic reversal of sentiment. Emerging markets and Asia
ex-Japan managed to eke out small gains for the quarter, while Japan, Europe and the US fared slightly worse than the World Index. The UK was a notable
underperformer, declining almost 5%.

The Federal Reserve raised the target range for the federal funds rate by a quarter point to 1.5-1.75 percent during its March 2018 meeting, in line with market
expectations, saying the economic outlook has strengthened in recent months. Also, the Fed raised its growth forecasts for 2018 and 2019 and projections pointed
to an extra rate increase in 2019. This is now the 6th increase since the bottom in 2016 and is linked to robust global macro data.

The apparent trigger to the sell-off in equities, and related spike in volatility, appeared to be linked to an increase in the average hourly wage rate of 2,8% - the
largest increase since 2009. With a tight labour market and unemployment at 45-year lows, this perceived risk of inflationary pressure sparked a rally in bond yields
and selloff in equities. Given the relatively new emergence of short volatility ETFs betting on low volatility persisting indefinitely, the sharp and sudden moves
largely wiped out these “investments” and further exaggerated the move as these funds liquidated. The irony in the labour stats is that the primary driver of the
bigger-than-expected increase was due to the managerial component increasing - quite probably linked to bonuses. This clearly reflects a robust economic and
earnings environment, rather than wage inflation. The index for US personal consumption expenditure deflators remains persistently below 2%. Trump tariffs also
rattled investor sentiment during the quarter. While the risk of trade wars seems muted, tariffs and protectionist policies have shown to benefit no one – these are
simply short term “solutions” that create long term problems. Quite simply, tariffs appear to be an antiquated approach to a problem that doesn’t exist, given that
the US economy is growing, and unemployment is near record lows. Macro data remains favourable for equities. Q1 earnings for the S&P500 are expected to grow
by 18% - the highest in 7 years. The low volatility environment has likely passed for now, but this hardly points to the end of the bull market. Encouragingly, a
negative quarter of returns with strong growth in earnings forecasts means the forward multiple of the World Index has fallen 10% over the quarter to a modest
estimate of 15.3x.

Portfolio
The portfolio returned 1.6% in USD over the quarter, ahead of the World Index, which declined by 1.2%. Rand appreciation through the quarter reduced the ZAR
return to -2.7%. Given the skew toward the US, and no EM or Asia ex-Japan exposure, the fund did well to exceed the return of the World Index by almost 3%.

At a sector level, Retailing (+8.9%), Software (+2.7%) and Tech Hardware (+1.4%) outperformed, while detractors were Media (-6.4%), Telecoms (-6.0%) and
Consumer Staples (-5.3%). At a stock level, top contributors to performance were SS&C Technologies (+28%), ServiceNow (+22%) and Fiat (+12%). These are long
standing investments. The worst detractors from performance were Facebook (-14%), Biogen (-15%) and the expiry of index put options in mid-March.

Revelations regarding breaches of data privacy within Facebook, and a sideswipe-tweet from Trump regarding Amazon, caused a robust sell-off in tech stocks
toward the end of the quarter. Problems with personal data security have potentially brought forward the prospect of more government intervention in the tech
sector – fundamentals still appear attractive and robust. Regarding Facebook, we don’t believe this is a financial issue, though clearly it is a substantial social trust
issue. Putting hysteria aside, fundamentals remain extremely attractive – last year, earnings grew 54%, with 1-year expectations for growth in excess of 30%. Over
the last 3 years, earnings have grown at 3x the rate of the market, while the stock has “only” outperformed by 50% - implying a steady de-rating. Following the
privacy revelations, the company is as cheap as it’s ever been, on a forward multiple of 18x – just slightly ahead of the market average. For a company with huge
network effects that keeps customer acquisition costs modest, and little in the way of direct costs (gross margins around 85%), this seems far too cheap. However,
the whole notion of social media and its rampant growth speaks to a desire quite contrary to one of privacy. While Facebook and other “FAANG’s” have suffered a
reversal, it is not at all clear that this implies a necessary re-think of their respective business cases. In fact, Amazon and Netflix were the 2 largest single positive
contributors to S&P500 performance last quarter.

The strong relative performance of the fund was directly attributable to stock selection, with the fund owning 4 of the top 10 contributors to performance of the
index. The portfolio remains focused on high quality businesses that have opportunities to grow and reinvest at high rates of return.
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Top 5 Holdings

Asset allocation

Cash 12%

Total Net Equity 88%

Consumer Goods 13%

Consumer Services 17%

Financials 8%

Industrials 12%

Health Care 10%

Technology 27%

Other 1%

BlueAlpha BCI Global Equity Fund Quarter ended 30 June 2017

Equity Holdings by Geography

USA 76%

Europe 18%

Asia 6%
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*Benchmark: 80% MSCI World Index, 20% USD Libor Rolling 1yr
**Performance is reported for A Class, net of fees in ZAR
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