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LOOKING BACK: This quarter we take
a look at Mondi’s progression from a
mining house spin-off, to a methodical
diversified paper producer. We focus on
their disciplined approach to expansion
and their focus on only pursuing valuecreating projects.

OUR GLOBAL EQUITY PERFORMANCE

*Benchmark: 80% MSCI World Index, 20% USD Libor

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 GLOBAL EQUITY TRACK RECORD
6
Months

1
Year

3
Years

Since Incept.

(annualised)

BlueAlpha Return*

16.5%

29.1%

15.7%

17.9%

MSCI World Index

11.5%

17.0%

13.1%

14.3%

Out-Performance

5.0%

12.1%

2.6%

3.6%

Performance reported in ZAR

*BlueAlpha BCI Global Equity A Class net of fees

I N TH IS ISSU E

(Sept 2014 annualised)

Source: MoneyMate, Bloomberg

Fund fact sheets (MDD’s) available on www.bluealphafunds.com
BlueAlpha Investment Management (Pty) Limited is an authorised financial services provider
11th Floor Convention Tower, Cnr. Heerengracht St and Walter Sisulu Ave, Cape Town 8001
Tel: +27 (0)21 409 7100 • www.bluealphafunds.com

INVESTMENT FOCUS: We have
spoken before on the importance of
focussing on the right metrics to assess
company value. Here, we uncover the
differences between accounting earnings and a company’s free cash flow,
with a particular focus on how accounting numbers can paint a different picture from a company’s economic reality.
What we find is that cash really is king.
CHART FOCUS: We dive into the three
sources of stock returns and discover
that sustainable earnings growth is the
main driver of returns. This begs the
question – why aren’t investors willing
to pay up for growth?
RECOMMENDED READ: Thinking
in Bets by Annie Duke – highlights
the uncertainty in the world and how
we often fail to plan for bad outcomes.
While aimed at a general audience, her
insights can easily be applied to investments, providing investors with a fuller
and more realistic picture of the world
around them and the choices they make.

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:
MONDI - ADDITION BY SUBTRACTION
MUCH IS SAID OF MERGERS AND ACQUISITIONS. COMMON MOTIVES COULD
INCLUDE: EXPANSION INTO NEW MARKETS, ACQUIRING A COMPETITOR TO
FORM A STRONGER PLAYER, OR ENJOYING ECONOMIES OF SCALE. BIGGER IS
GENERALLY THOUGHT TO BE BETTER. THESE STRATEGIES HAVE A COMPELLING
NARRATIVE FOR SHAREHOLDERS, AND THEREFORE OFTEN GAIN APPROVAL.
HOWEVER, MUCH LESS IS SAID OF UNBUNDLING.

Unbundling tends to involve a large
company spinning out a business unit
not considered “core” to its current
operations. This provides shareholders
with the choice to either own that unit
as a stand-alone stock, or not. This is
what happened with Mondi Ltd.
Mondi was spun out of Anglo
American in 2007, and since then,
the return attributable to Mondi
shareholders has been exceptional
– returning just short of 21%
annualised over the 11-year period
(outperforming the All share’s return
of 9.2%). These returns may paint a
rosy picture, but the paper sector has
not been a kind place to be in the last
two decades.
Mondi’s history starts in 1967, in
Merebank just outside of Durban.
It was housed within the Anglo
American stable, where in addition to
their mining assets, the conglomerate
held a host of companies in unrelated
industries; from paper production, to
merchant banking.
In the years leading up to 2007, the
paper markets were going through a
difficult period. Globally, the industry
was slowing. Paper firms had become
debt-heavy, over-investing in capacity
which applied further pressure to their

markets. It was with this global backdrop that Anglo’s decided Mondi was
no longer a core asset, and as they
had been doing since the mid-1990s,
decided to unbundle the business.

The timing for the
unbundling was
unfortunate. The global
financial crisis a year
later, saw demand growth
collapse. Combined with
the overhang of supply
that had been built up
over the years, the paper
markets bottomed.

I N V E S T M E N T

Further structural changes were
also in play, such as the gradual but
steady decline in demand for the
paper products used in newspaper
and magazines publications. Chart 1
illustrates this downward trend.
Amidst this challenging environment,
Mondi successfully transformed
itself. The largest contributor to its
transformation was the purchase
of assets in Central and Eastern
Europe. These emerging economies
offered access to cheaper labour,
but more importantly timber, their
key input to making the intermediate
commodity of paper pulp. Proximity to
the source of this allowed Mondi to
remain a low-cost producer.

Q U A R T E R L Y

Q 2

2 0 1 8

2

CHART 1: PAID CIRCULATION OF DAILY NEWSPAPERS (USA IN THOUSANDS)

Source: Bloomberg, BlueAlpha Research

Mondi has expanded steadily across
products and geographies and this
has been pivotal to its success.
However, perhaps the most underappreciated part of Mondi’s actions
has been their methodical closure
of under-performing assets. These
assets can be disadvantaged by
outdated technology, located too far
from key suppliers or markets, or no
longer see enough demand for what
they produce.
Whatever the case has been, Mondi
has closed plants not meeting their
cost of capital, as they detract from
group returns. These assets begin
to take up more resources to keep
them open than good assets do.
While it is expected for demand to
contract for some periods, as is the
nature of cyclical industries, there is
always a point at which it no longer
makes sense to stick it out – Mondi’s
discipline in closing these underperforming assets has served them
well, by ensuring their remaining
assets create value for the group.

Looking back to the humble
beginnings at the Merebank Mill, it
is difficult to imagine that the firm’s
evolution would have followed the
same path had they still been a
business unit held within a mining
house. Capital intensive industries,
especially those threatened
by structural change, require
management’s dedicated attention
to continue to deliver strong returns.
In Mondi’s case, its unbundling
allowed the focus required to grow
the business effectively and trim
under-performing aspects.

I N V E S T M E N T
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INVESTMENT FOCUS:
CASH IS KING – BUT WHY?
WE’VE ALL HEARD THE ADAGE “CASH IS KING, AND PROFIT IS AN OPINION”,
BUT TO UNPACK WHAT THIS SIMPLE STATEMENT ACTUALLY MEANS, REQUIRES
SOME FURTHER EXAMINATION. IN INVESTMENTS, MUCH FOCUS IS PLACED ON
COMPANY EARNINGS (EARNINGS PER SHARE, OR EPS). THIS NUMBER CAN HAVE
DRASTIC EFFECTS ON A BUSINESS’S SHARE PRICE, PARTICULARLY IF EPS EITHER
OVER- OR UNDER-PERFORMS MARKET EXPECTATIONS. THE PROBLEM IS THAT
EPS IS THE “OPINION” PART OF OUR ADAGE, AS EPS IS BASED ON ACCOUNTING
NUMBERS, RATHER THAN CASH-IN-HAND.

What is EPS?
In a company’s financial statements, Net Income is equated with profit, to indicate
whether earnings are growing through time.
Net Income = Sales – Cost of Goods Sold – Operating Expenses – Tax
– Non Cash Charges (depreciation & amortization)
It sounds simple enough. However, all listed companies are obliged to report their
financials in compliance with either US GAAP or IFRS accounting standards.
According to iEduNote - GAAP is composed of a fusion of over 2,000 documents
that have been developed over the last 60 years or so. In South Africa, companies
have to comply with IFRS in preparing company financial statements. The way that
these standards have developed over time has resulted in numerous assumptions
having to be made in compiling results.

FIGURE 1: RCL NET INCOME VS. FREE CASH FLOW
(CUMULATIVE 5 YEARS)

Source: Credit Suisse HOLT, Thomson Reuters, BlueAlpha Research

I N V E S T M E N T

The net result is that
reported earnings
are more of an art,
rather than a science.
Ultimately, they are
no longer that useful
as a measure of
performance, or as a
basis of valuation.
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What is free cash flow?
This brings us back to the “cash” part of our assessment. Free Cash Flow (FCF)
is calculated from the same financial statements as EPS, but there are a few
extra steps required to derive it.
FCF = Net Income
– Working Capital

+ Non Cash Charges + Interest Expense – CapEx

While the derivation is slightly more involved, the benefit of looking at FCF is that
it can be reconciled back to actual cash in the bank (available for reinvestment /
dividends). Typically, EPS cannot be.
Let us unpack some of the key concepts and explain by way of an example the
importance of FCF relative to EPS.

FIGURE 2: RCL’S SHARE PRICE VS. ASTRAL FOODS
(INDEXED TO 100)

Source: Bloomberg

Over the period, RCL had cumulative Net Income of R1.3 billion, which sounds
great at first glance. Furthermore, when you add back Non Cash Charges, they
earned a collective R7.6 billion – even better. However, over the same period,
they spent a cumulative R13.6 billion on both Working Capital and CapEx, which
as per our equation, is deducted to arrive at FCF. This resulted in negative
FCF of R6 billion – which exposes the problem with only looking at EPS – a
company with what looks like great earnings, can actually have a large shortfall
of actual cash.
Why is it important?
In the long run, this shortfall is unsustainable, as the company must keep
borrowing to fill the void. In RCL’s case, they funded their shortfall with R2
billion in new debt and the balance in new equity issuance, diluting the existing
shareholding. The consequence of this has been that their share price has
basically gone nowhere in 5 years, while peers have performed very well - some
even doubling their share price over the same period.

I N V E S T M E N T

As you can see, RCL’s
share price has pretty
much gone nowhere
in 5 years, justified
mainly by unsustainable
capital raising. Had you
only looked at EPS,
the company would
have looked financially
strong and perhaps
at an attractive entry
point. By doing a little
digging, a very different
picture emerges. While
FCF is not the answer
to everything, it is
certainly a very useful
tool in gaining a better
understanding of a
company’s operating
environment. It
therefore pays off to
reconcile back to cash
in the bank – after all,
cash really is king.
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CHART FOCUS: VALUE’S GREAT BUT
EARNINGS GROWTH IS BETTER
THIS QUARTER, WE COMPARE CAPITEC TO ABSA BY ASSESSING THE THREE FACTORS
THAT CONTRIBUTE TO STOCK RETURNS – RE-RATING (RELATIVE CHEAPNESS),
DIVIDENDS, AND EARNINGS GROWTH. WE FIND THAT WHILE THE RE-RATING
COMPONENT CAN PLAY A SIZEABLE ROLE IN TOTAL RETURN, EARNINGS GROWTH IS
AN UNDER-APPRECIATED DRIVER.

A stock’s total return is made up of:
1. Re-rating
2. Dividends
3. Earnings Growth

FIGURE 1: CAPITEC VS. ABSA SHARE PRICE (TOTAL RETURN)

As in Figure 1, the total returns
of Capitec vs. Absa have been
drastically different. Capitec stock
has produced a cumulative total
return of 2627% vs. Absa’s 256%.

But what explains this
difference? They are
both banks operating
in South Africa, affected
by the same economic
conditions, such as
GDP growth and interest rates. We look to
the sources of return to
determine why Capitec
has outperformed
Absa by multiples.

Source: Bloomberg

FIGURE 2: CAPITEC VS. ABSA – 12 FWD. PE’S INDEXED

Re-Rating
In the case of both Capitec and
Absa, re-rating can explain a sizable
proportion of returns over the last
decade. As per figure 2, if you
invested R1,000 in each company
at the beginning of the period, the
investment in Capitec would have
grown 2.2 times vs. Absa’s 1.5 times.

I N V E S T M E N T

Source: Bloomberg
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Dividends
However, this doesn’t come close to
explaining Capitec’s outperformance.
Figure 3 shows both companies’
cumulative dividend yield over the
period. In this case, Capitec still
outperforms, but to a lesser extent.
Earnings Growth
The last component – earnings
growth, is the main driver of returns
for both companies. However, as
is Figure 4, as Capitec has grown
their earnings 11 times, vs. Absa’s 2
times. In this case, Capitec’s ability
to consistently grow their earnings
has proven to be the predominant
driver of their total return. An
investor that only looks at re-rating
would have far underestimated
Capitec’s ability to command higher
and higher valuations – likely calling
it expensive over most of this period.

FIGURE 3: CAPITEC VS. ABSA –
CUMULATIVE DIVIDEND YIELD THROUGH TIME

Source: Bloomberg

FIGURE 4: CAPITEC VS. ABSA – EARNINGS PER SHARE
(INDEXED)

Therefore, while value
investors tend to focus
on valuation, it pays
to pay up for growth.
In the case of Capitec,
it paid off 10.3 times
more than Absa.

Source: Bloomberg
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RECOMMENDED READ:
THINKING IN BETS - By Annie Duke
“WHAT MAKES A DECISION GREAT IS NOT THAT IT HAS A GREAT OUTCOME. A GREAT
DECISION IS THE RESULT OF A GOOD PROCESS.”
THE WORLD IS AN UNCERTAIN PLACE, WHILE FINANCIAL MEDIA DO SENSATIONALISE
IT AS A MOMENTARY PHENOMENON; THE TRUTH IS THAT UNCERTAINTY IS CONSTANT,
ALL AROUND US, AND GOING NOWHERE.

This is one of the first concepts the author wants to
make clear, getting comfortable with uncertainty. A
professional poker player, Annie Duke, makes use of
her experience at the poker table to frame how we can
improve our learning and make better decisions. And
best of all, this is not a book about poker.
Our decisions are products of our beliefs and keeping
our beliefs realistic, requires constant work. One of the
proposals for improving decision quality is to consider
all outcomes and their accompanying probabilities. This
is not a novel way of approaching any set of choices.
However, the emphasis here is paying extra attention
to the unfavourable outcomes. While we would like to
imagine ourselves to be rational thinkers, the truth is our
mind is overpopulated with good outcomes, and the bad
outcomes are under-represented. Positive thinking is,
after all, considered an admirable trait.
If we do not spend enough energy seriously considering
the potential bad outcomes, we put ourselves at risk to
mis-attribute the good results to our own skill, and less
favourable results to “bad luck”. Left unchecked, this
becomes a habit. We continuously update our beliefs
with misrepresented ideas and so our beliefs become
less representative of the truth. It’s ultimately our
decision quality that suffers.
While aimed at a general audience, much holds true for
the investment process. Active effort has to be applied
to make sure our internal commentary lines up with
reality. Duke puts it best:

I N V E S T M E N T

“Improving decision quality
is about increasing our
chances of good outcomes,
not guaranteeing them. Even
when that effort makes a small
difference — more rational
thinking and fewer emotional
decisions, translates into an
increased probability of better
outcomes… Good results
compound.”
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BLUEALPHA INVESTMENT OFFERING
OUR LONG TERM TRACK RECORD DEMONSTRATES OUR ABILITY TO CREATE
WEALTH FOR OUR INVESTORS.

OUR DOMESTIC EQUITY PERFORMANCE – BA EQUITY
3 Years

Since Incept.

6 Months

1 Year

(annualised)

(July 2014 annualised)

BlueAlphaReturn

0.1%

15.6%

5.9%

10.3%

SA Equity –
General Sector Average

-3.6%

7.9%

3.0%

3.5%

Benchmark**

-1.1%

12.4%

5.4%

6.4%

1.2%

3.2%

0.5%

3.9%

Out-Performance to Benchmark

Source: MoneyMate

* 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

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.
Our retail and IFA investors have
the same access to the BlueAlpha
investment process via our BlueAlpha
managed unit trusts:
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 aims to provide long-run
market out-performance. It 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,
aims to provide investors with
consistent long term capital growth.

offshore equity exposure. The fund
invests in developed markets with a
focus on quality growth companies
with a large market cap. For further
details, see page 1.

BlueAlpha BCI Global
Equity Fund: our global equity
fund provides investors with

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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