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I N TH IS ISSU E
LOOKING BACK: Sears – from
retail behemoth to obsolete. We take
a look at how a master of industry
can fall behind in a technologydriven world, at their peril.

OUR DOMESTIC EQUITY PERFORMANCE

INVESTMENT FOCUS: We look at
FAANG’s and explore the best way
to assess their growth potential –
through their ever-expanding cash
flows. We find that their expanding
cash piles will likely pave their road
to strong future growth.

*Benchmark: 75% JSE Swix, 25% MSCI All Country World Index

Source: MoneyMate

INVESTMENT OBJECTIVE
To deliver a high long-term total return for investors. The Fund aims to consistently outperform its benchmark and achieve a top quartile sector ranking.

OUR DOMESTIC EQUITY PERFORMANCE
3
Years

6
Months

1
Year

BlueAlpha Return

15.5%

20.5%

7.9%

11.8%

SA Equity – General
Sector Average

12.1%

12.6%

5.7%

5.0%

Benchmark**

13.7%

17.5%

8.1%

7.7%

1.8%

3.0%

-0.2%

4.1%

Out-Performance to
Benchmark

Since Incept.

(annualised)

* A Class, Net of Fees
** Benchmark: Composite of SWIX to 31/10/2017; 75%
JSE Swix & 25% MSCI All Country World Index from 01/11/2017

(July 2014 annualised)

Source: MoneyMate
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CHART FOCUS: European High
Yield – Quantitative Easing (QE) has
kept the European economy afloat,
but it has also distorted its bond
markets. We look at high yield bonds
relative to history to contemplate how
the end of QE might affect asset
markets – and find equity is still
attractive in comparison.
RECOMMENDED READ: The
World After GDP by Lorenzo
Fioramonti – opens a window to
a future where GDP may not be
the defining financial metric that
says “success”, and why that might
benefit us all as investors.

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

LOOKING BACK: SEARS
THE RETAIL LANDSCAPE IN THE USA IS ONE OF THE MOST OBVIOUS PLACES TO
WITNESS THE IMPORTANCE OF ADAPTABILITY AND EVOLUTION IN TECHNOLOGY
AND BUSINESS MODELS. THERE HAS BEEN A STARK CONTRAST BETWEEN WINNERS – AMAZON, WALMART AND COSTCO - AND LOSERS – SEARS, TOYS R US
AND RADIO SHACK.

The biggest challenge has been
for traditional retailers to adapt
to become hybrid online/offline
stores in the same way that their
customers’ world has evolved. Some,
like Walmart, Costco, Best Buy and
Nordstrom seem to be emerging as
new omnichannel versions that have
adapted to new expectations
of customer experience.
This quarter, we look at the Sears
story, operator of the Sears and
Kmart stores, and a company that has
gone from revenue of $51bn in 2008
to $22bn in 2017 and is forecast to
continue reducing from here.
Chart 1 begs the question:
Where did the customers go?

CHART 1: SEARS HOLDINGS REVENUE

Source: Bloomberg

The answer: Online. US retail sales
growth of 3-4% per year has been
driven entirely by online channels.
Traditional retailers are faced with flat
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or declining sales outside of their online
revenue growth. And even within those
there is a divide between best-in-class
retailers and market share donors.
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Many traditional retailers
viewed online as an
expensive storefront.
They underestimated
the role of online in
the education of the
customer and as a way of
advertising their brand.
While there are various stats quoted,
most suggest 80-90% of consumers
research purchases online even if
they do end up buying them instore.
The categories that Sears competes
in are a direct overlap with Amazon.
With little in the way of differentiated
product – you end up taking
on Amazon directly. There is no
doubt that Amazon has influenced
shopping behaviour dramatically.

Source: PwC, Total Retail 2017; Base: 13,675

CHART 2: SEARS VS. WALMART 10-YEAR SHARE
PRICES INDEXED TO 100

But this is not a pure online vs.
bricks-and-mortar debate. The
Walmart share price chart tells a
distinctly different story to that of
Sears. So, there is more to Sears’
downfall.
The market cap of Sears over this
period has declined from $17bn to
$400m. While debt has grown from
$3bn to $4,1bn.
What were the warning signs that
Sears would not manage to navigate
this decade of retail?
Underinvestment in stores and
systems – during the late 2000’s
when they were still generating
operating cash flow, the company
was criticized for underinvesting in
the store experience – and instead,
choosing to expand into areas like
travel, auto repairs and financials.
Their stock system is way out-ofdate – it uses estimated gross

Source: Bloomberg

Looking at the financials there has
been no free cash flow since 2011.
That’s 2 years before the earnings
went negative
margins to back-out the cost of
stock on hand – implying they don’t
have a live view of stock holdings
on which to trade. Overlaying
ecommerce on top of this is like
building a bridge on beach sand.
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This cash flow has been boosted by
the sale and leaseback of properties
and sale of brands, all of which act to
reduce the company asset base. Debt
continues to build as it is needed to
fund ongoing operating losses.
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What Sears didn’t do is liquidate
unprofitable stores quickly enough.
They only started closing stores
in earnest in 2015, instead of
choosing to cut other costs - like
advertising, which has now reduced
to almost zero.

CHART 3: FREE CASH FLOW

Businesses are managed
differently when executives
acknowledge the declining top line.
The company has been overseen
by Edward Lampert over this entire
period, and it seems he lacks the
skills to avert the decline.
How long can it continue? There
is no avoiding consumer trends.
Sears have now impaired their own
brand name. Often, these declines
take longer than one would expect.
Locally, Stuttafords also took about
10 years to finally close its doors.

Source: Bloomberg

As an investor it’s important to remember
that just because a share price has gone
down doesn’t mean it now represents
value – it could be destroying value like
Sears has for so long.

I N V E S T M E N T
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INVESTMENT FOCUS: FAANG’S VALUATION
THIS QUARTER, WE TAKE A CLOSER LOOK AT THE FAANG’S - FACEBOOK (FB),
AMAZON (AMZN), APPLE (AAPL), NETFLIX (NFLX), AND ALPHABET (GOOG) – IN
PARTICULAR, GOOGLE (ALPHABET) AND AMAZON. WE FOCUS ON DIFFERENT
VALUATION METRICS AND SEE THAT PE RATIOS AND EARNING PER SHARE (EPS) –
PERHAPS THE MOST WIDELY RECOGNISED AND REPORTED OF METRICS – CAN
BE MISLEADING. RATHER, CASH FLOWS ARE THE BEST LENS THROUGH WHICH
TO VIEW THESE HIGH GROWTH COMPANIES.

A persistent concern regarding
tech stocks is their valuations. The
argument goes that without sufficient
EPS growth, their seemingly extreme
valuations cannot be justified –
they are simply too expensive. If
you consider that the P/E ratio of
the S&P 500 is around 22x, the
FAANG’s do look expensive:

FIGURE 1: AMAZON’S 12M TRAILING EPS & CASH
FLOW PER SHARE

P/E Ratio
Facebook Inc.

34 x

Apple Inc.

19 x

Amazon.com Inc.

295 x

Netflix Inc.

188 x

Google (Alphabet Inc.)

Source: Bloomberg

31 x

In Figure 1, Amazon has been
unable to grow their reported EPS
significantly. In fact, they had several
periods of negative EPS growth.
However, EPS growth refers to
accounting earnings - as shareholders,
we should be more focussed on how
much cash the business generates.
Amazon’s cash flow per share was
considerable – increasing by an
average 7.3% every quarter - possibly
explaining the 350% share price
increase over the period.

Google is an example of a similar
trend – while they have grown their
EPS consistently over the years,
more importantly, they have also
grown their cash flows far in excess
of reported earnings. To illustrate
what this means for valuation,
Figure 2 shows that Google
trades on a Price /Free Cash Flow
multiple of 20 - far ‘cheaper’ than
its P/E of 31.
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There are many ways investors can
view these companies in terms of
valuation. The bottom line is that the
FAANG’s have several important
characteristics that allow them to
carry these relatively expensive
valuations – they all exhibit a high
return on capital, they are all
growing strongly, and they all
produce a lot of cash.

FIGURE 2: GOOGLE’S PE RATIO VS. PRICE/FCF

While it is impossible to
predict their future growth
with absolute certainty,
their cash balances alone
put these companies
in a strong position to
invest in value-creating
opportunities, which
could drive their growth
well into the future.

I N V E S T M E N T

Source: Bloomberg
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CHART FOCUS: EUROPEAN HIGH YIELD
THE EUROPEAN CENTRAL BANK’S (ECB) DECADE-LONG QUANTITATIVE EASING (QE)
PROGRAM TO KEEP THE ECONOMY AFLOAT HAS HAD AN UNPRECEDENTED EFFECT
ON ASSET PRICES. THE 30BN EURO A MONTH PURCHASING PROGRAM OF PUBLIC
AND CORPORATE DEBT HAS DISTORTED CREDIT MARKETS AND PUSHED THE
RELATIONSHIP BETWEEN RISK AND REWARD FAR FROM RATIONAL BOUNDS.

Risk & Return
For us to understand the interaction
between asset classes, its useful
picturing it as a spectrum:

The least risky assets are the
Federal funds - short term
borrowing instruments guaranteed
by the Federal Reserve and used
mostly between banks. Moving
right along the spectrum (and
yield curve), brings more risk &
return – US 10 Year Treasuries
(UST’s) compensate investors for
their longer maturities but are still
guaranteed by the Fed. As they
have no counterparty risk, they are
regarded as the closest thing to
a true “risk free rate” in the global
markets, as the Fed can print
more currency to pay investors if
required. Thereafter, as investors
demand higher returns for taking
on higher risk, their investment
universe will expand to corporate
bonds. The bonds can be issued
by both investment grade (strong
corporates like Apple or Goldman
Sachs which pose little risk of
failing) or non-investment grade
(High Yield or HY– denoting the
higher yield investors demand for
taking on counterparty risk).

The Spectrum of Risk
Fed Funds _ US Treasury 10 Year _ Investment Grade _ High Yield _ Equity
Less Risk

More Risk

FIGURE 1: EURO HY CORPORATE PAPER YIELD THE
SAME AS 10 YEAR UST’S

Source: Bloomberg

QE’s effect on asset prices
Owing to QE’s large scale
purchases of both sovereign and
corporate debt, bonds prices have
been pushed considerably higher,
lowering the yield from these
instruments. There is approximately
$11trn worth of bonds now trading
at a negative yield. This forced
investors to buy higher yielding
instruments in order to meet their

I N V E S T M E N T

investment objectives (and take on
the higher associated risk).
If we compare 10 Year UST’s to
European HY, we see the extent
to which the ECB has distorted
markets. HY credit is now at a yield
level comparable with UST’s – as
seen in Figure 1. The implies that
an investor would be compensated
as much for owning a European
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non-investment grade company’s
bonds as they would for owning
10 Year UST’s guaranteed by
the Federal Reserve. European
corporate bonds are being priced
as if they are essentially riskless.
Recent developments surrounding
Steinhoff debt (also held by the
ECB) suggests that these bonds
are anything but riskless.
High Yield vs. Equities
HY Corporate paper’s real return,
or rather their nominal yield
adjusted for inflation (1.5% average
inflation rate in the Euro area), is
half that of European equity’s 3%
dividend yield (using the broad
Bloomberg European 500 Index as
a benchmark). We don’t adjust the
dividend yield for inflation as the
value of assets in a company will
increase with inflation – effectively
already being a real yield.

FIGURE 2: REAL RETURN ON HIGH YIELD RELATIVE TO
DIVIDEND YIELD OF EUROPEAN EQUITY

Source: Bloomberg

Credit markets have soared over the last decade because
of QE. Understandably, much focus is now on the ECB’s
inevitable exit from the program and the considerable
decrease in liquidity this will cause. For the time being,
this remains supportive of equities.
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RECOMMENDED READ:
THE WORLD AFTER GDP - by Lorenzo Fioramonti
THIS BOOK AIMS TO ASSESS HOW WE VIEW OUR SOCIETY AND ECONOMY, AND IN
TURN, THEIR SUCCESS – AND WHETHER THAT VIEW IS APPROPRIATE, GIVEN DRASTIC
TECHNOLOGICAL AND SOCIAL CHANGES. IT DOES THIS THROUGH THE LENS OF
GROSS DOMESTIC PRODUCT (GDP) – THAT EVER-PRESENT
NUMBER YOU ALWAYS HEAR ECONOMISTS TALK ABOUT.

The author starts by painting a traditional picture of how economists measure
success – the higher GDP growth, the better. He then explains how growth is
calculated - only ‘transactions’ count toward growth. In other words, time spent
teaching a child to read is only considered productive if it’s done by a teacher
getting paid to do so. If the person teaching that child is their parent, that time is
wasted, as it doesn’t earn any income. So says GDP.
Fioramonti then goes on to highlight how GDP has shaped our decisions, from
the way we design policy, to how we educate our children. With this in mind,
he questions whether this is still an appropriate way to calculate growth, given
numerous changes to our lives, predominantly from advances in technology.

This book proves an insightful tool for understanding the challenges of our modern
economy and how to make it work for everyone. Investors stand to gain by being able
to think about these challenges in context and identify opportunities for addressing
people’s needs and wants in an ever-changing world.

IN RECOGNITION: LISA & THE
TEAM MAKING CHRISTMAS A LITTLE
BETTER FOR A LOT OF PEOPLE
Lisa Leech has been with BlueAlpha since 2008 as our
Accounting Officer. She has also been involved in several
charity drives, for more than a decade. It is this work that
we wish to recognise.
Every year, Lisa relentlessly reminds us all to get involved, whether with
our time or through donations, with her numerous Christmas drives. It
was this effort on her part that lead to BlueAlpha supporting her causes
every year. December 2017 proved a particularly jam-packed season
– she organised six Christmas parties, mostly for homes and hospitals
dedicated to children in need and the elderly.
So many have come to look forward to that time of year, when Lisa
throws herself into making their Festive Season that much more festive.
For this, we thank her.

I N V E S T M E N T

Peace Home: http://peacehome.co.za/contact-us/
New Somerset Hospital: Portswood Road, Green Point
http://www.westerncape.gov.za/facility/new-somerset-hospital
Die Herberg Senior Service: Old Paarl Road, Bellville
Tel: 021-949-9585
Alexandra Hospital: Maitland, Cape Town
http://www.westerncape.gov.za/facility/alexandra-hospital
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BLUEALPHA INVESTMENT OFFERING
OUR LONG TERM TRACK RECORD DEMONSTRATES OUR ABILITY TO CREATE
WEALTH FOR OUR INVESTORS.

OUR GLOBAL EQUITY TRACK RECORD
3 Years

Since Incept.

6 Months

1 Year

(annualised)

(Sept 2014 annualised)

BlueAlphaReturn*

10.9%

18.4%

12.8%

15.3%

MSCI World Index

5.0%

10.4%

11.9%

12.2%

Out-Performance

5.9%

8.0%

0.9%

3.1%

Performance reported in ZAR

Source: MoneyMate, Bloomberg

*BlueAlpha BCI Global Equity A Class net of fees

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

fund aims to provide long-run
market out-performance. It has a
high risk profile. For further details,
see page 1.

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

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 Equity Fund:
is our general equity fund, managed
with exposure locally and globally. Its
benchmark is 75% JSE Swix, 25%
MSCI All Country World Index. The

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.

BlueAlpha BCI Global
Equity Fund: our global equity

I N V E S T M E N T
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I NVEST WITH US
To find out more about our
funds or invest with us please
contact Kirsty Wade on:
021 409 7100 or email:
kirsty@bluealphafunds.com
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