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I N TH IS ISSU E
INTRODUCING: The BlueAlpha BCI
Balanced Fund – we welcome our latest
unit trust. Turn the page to find out more.

OUR GLOBAL EQUITY PERFORMANCE

LOOKING BACK: This quarter we assess
Vodafone’s progression from a military
radio equipment manufacturer to the
largest telecoms producer globally. We also
investigate whether global industry trends
could impact SA players going forward.
INVESTMENT FOCUS: We take a look
at the relative attractiveness of investing
in Emerging vs. Developed Markets. We
discover that despite ‘cheap’ valuations,
Emerging Markets underperform US
earnings, cash conversion and growth –
implying that they’re ultimately ‘cheap’
for a reason.
*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
Since Incept.

(annualised)

4
Years

(annualised)

21.4%

16.5%

17.6%

18.3%

MSCI World Index

16.5%

14.4%

14.9%

15.3%

Out-Performance

4.9%

2.1%

2.7%

3.0%

Performance
reported in ZAR

1
Year

BlueAlpha Return*

3
Years

*BlueAlpha BCI Global Equity A Class net of fees

(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

CHART FOCUS: September 2018 saw
the 10-year anniversary of the Global
Financial Crisis – we reflect on the causes
of the crisis as well as the remedies used
to recover from it. We also note some of
the unintended consequences of these
remedies and who’s been affected.
RECOMMENDED READ: The Little Book
of Behavioural Finance: How Not to Be
Your Own Worst Enemy by James Montier
– this is an entertaining “how-to” manual
on avoiding behavioral biases that can
affect your choices and resultant investment returns. The book provides useful
anecdotal solutions to everyday behavioral
pitfalls, with a focus on constructing a
strong process. This is a must-read for
any investor looking to improve their
investment prospects (i.e. all of us).

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

INTRODUCING:
THE BLUEALPHA BCI BALANCED FUND
IN SEPTEMBER 2018, WE WERE PLEASED TO ANNOUNCE THE LAUNCH OUR NEWEST
UNIT TRUST – THE BLUEALPHA BCI BALANCED FUND.

What makes this fund unique? Strategic positioning.
While still a Regulation 28 compliant portfolio, the fund
aims to achieve high capital growth through maximising
exposure to both local and global equity, as well as through
sizable exposure to property. We believe this positioning
will provide investors with the best opportunity to beat
inflation, thereby achieving real wealth creation in the
medium to long term.

What does this mean for Asset Allocation?
As the fund is Regulation 28 compliant, the strategic asset
allocation is as follows:

Why equity?
Various studies have shown equity and property to be
the best performing asset classes over the long run.

Returns in ZAR

3
Years

(annualised)

5
Years

(annualised)

10
Years

(annualised)

SA All Share Index

6.7%

8.0%

12.1%

SA Listed Property

-1.4%

6.8%

13.5%

SA All Bond Index

7.6%

7.1%

18.5%

Inflation

5.3%

5.4%

5.7%

BlueAlpha Equity
(SA only)

7.2%

11.5%

17.2%

Source: SBG Securities

Why global equity?
South African stock market returns, when viewed in USD,
have under-performed global markets. By utilising the full
allocation available for offshore equity, this will maximise
potential returns through time.

Returns in USD

3
Years

5
Years

10
Years

(annualised)

(annualised)

MSCI All Country
World Index

12.5%

10.3%

7.3%

MSCI South Africa
Index

2.8%

2.5%

4.1%

(annualised)

Source: SBG Securities

I N V E S T M E N T

Why BlueAlpha?
All of our funds are underpinned by a common
investment philosophy. We invest in companies that
have demonstrated the ability to create value over time,
are growing and have favourable stock market
dynamics.
We believe that our differentiated investment philosophy
and stock selection skills, combined with a disciplined
portfolio construction and risk-management process,
should deliver superior risk-adjusted returns over time.
Our impressive 10 year track record has confirmed this
belief, producing market beating investment performance
whatever the season.

Management Company:
Fund Managers:
		
Benchmark:
Inception:
Minimum Investment:
Management fee
(A Class ex. VAT):
Performance fee (ex. VAT):

Q U A R T E R L Y

Boutique Collective Investments
Walter Jacobs			
Richard Pitt
Average ASISA Multi-Asset High Equity
07/09/2018		
N /A
1.0% p.a.
None
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LOOKING BACK: VODAFONE – WHEN AN
INDUSTRY BECOMES EX-GROWTH
VODAFONE IS A HOUSEHOLD NAME AND ONE OF THE LARGEST MOBILE TELECOMMUNICATIONS PROVIDERS IN THE WORLD. THE COMPANY OPERATES IN 49
MARKETS AND SERVES 530 MILLION CUSTOMERS. THE SCALE AND MAGNITUDE
OF VODAFONE’S NUMBERS ARE TRULY IMPRESSIVE, ESPECIALLY CONSIDERING
THAT THE MOBILE PHONE INDUSTRY DID NOT EXIST 25 YEARS AGO. THIS QUARTER, WE LOOK AT VODAFONE’S PAST, PRESENT, AND POTENTIAL IMPLICATIONS
FOR LOCAL PLAYERS IN THE TELECOMS SPACE.

Vodafone has its roots in a company
called Rascal, that sought to commercialise military radio equipment in the
early 1980s. The international GSM
specifications were developed with
partners during the following years
and the first mobile calls were made
in the early 90’s, followed by SMS
services in the mid-1990s.

Within a decade the
consumer would have
access to data services.
Another decade would
bring with it access to 4G
services, and data speeds
that would have been
unimaginable when the
industry started.

FIGURE 1: VODAFONE’S SUBSCRIBERS & REVENUE

Vodafone had exceptional subscriber
and revenue growth until around 2002.
Mobile service providers such as Vodafone had pricing power, and customers
were willing to pay for the convenience
of not being tied to fixed lines.
In figure 1, we can see the total
worldwide growth of mobile
subscribers. Demand and subscriber
growth is strong, but Vodafone has
lost pricing power and in real terms,
the customer is continuously paying
less, while getting more.

Source: Bloomberg

I N V E S T M E N T
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In most regions there are multiple
mobile operators, and telecom
deregulation and competition
authorities prevent any player
from becoming too dominant. The
telecoms industry also has very high
capital expenditure requirements
and companies are continuously
forced to invest in newer technology
to satisfy customers’ demands, as
the need for data increases.

FIGURE 2: VODAFONE’S REVENUE & EBITDA

These big capital investments
necessitate that telco’s operate
at scale – and scale requires
customers. To retain and attract
customers, pricing needs to be
lowered, while at the same time
competitors are doing the same.

Source: Bloomberg

Telco’s (and therefore Vodafone) are
in the unfortunate position of having
exponentially growing demand for
their products, yet operational costs
are increasing, and large capital
investments are needed to remain
relevant. The customers are the
winners while industry profitability
and returns, are the apparent losers.
As in figure 2, we can see that with
stagnant revenues and profits for
almost 20 years, investors saw little
benefit in holding the stock. In fact,
since January 1999, investors would
have lost an annualised 4.7% in
USD. This resulted in a 17% under-

lack of growth on metrics such as
number of subscribers or the amount
of data sold, but rather a lack of
revenue and earnings growth.

performance vs. the MSCI World
Index. When taking dividends in
account, the company has only produced an annual 1.0% for investors.
Vodafone might provide some insight
into what future returns might look
like when an industry or company
becomes “ex-growth”. Ex-growth
does not necessarily need to imply

I N V E S T M E N T

It’s possible that Vodacom
has a similar problem
locally in South Africa to
Vodafone’s experiences
in other regions. Vodacom
has found it difficult to
grow earnings, resulting
in a possible permanent
derating due to lack of
growth opportunities.
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INVESTMENT FOCUS: EMERGING
MARKETS – VALUE OR VALUE TRAP?
THERE IS ALWAYS MUCH DEBATE AROUND THE TOPIC OF INVESTING IN
EMERGING MARKETS (EM) VS. DEVELOPED MARKETS (DM). AS SOUTH AFRICAN
INVESTORS, AND THEREFORE EM BASED, WE ASSESS WHETHER INCREASING
EXPOSURE TO EM’S WILL CREATE VALUE OR TURN OUT TO BE A VALUE TRAP.

Before assessing whether EM’s can
create value for investors in a general
sense, it is worthwhile remembering
that as SA investors, we are an
Emerging Market, which contributes
5.9% of the total MSCI Emerging
Market Index. Therefore, we are
already heavily exposed to the asset
class. EM is also actually only a small
proportion of the global universe of
potential investments – it makes up
only 11.3% of the MSCI All Country
World Index. To put this in context,
Info Tech alone makes up 15.5%.
Therefore, investors looking for value
creating investments have many other
options to choose from.
EM’s look cheap, right?
The argument for EM exposure is
often made based on low relative
valuations – implying that EM’s
have the potential to provide value
once ratings return “to fair value”.
However, as seen in figure 1, for
more than 10 years, EM’s have
always been relatively cheaper on a
Price to Earnings basis vs. the US
market. Without a major catalyst,
there is little to suggest that we
could see significant re-rating.
This begs the question – are EM’s
“cheap” for a reason? We think so,
but why?

FIGURE 1: EM 12M FWD. PE RELATIVE TO THE S&P 500

Source: Bloomberg

There are three main
reasons why a company’s
PE is higher than another’s:
1.) earnings stability /
quality (as proxied by
ROE), 2.) strong cash flow
conversion (i.e. do earnings
closely represent cash
flow), and finally 3.) growth.
In all three areas, EM’s
score poorly relative to the
US. Therefore, their lower
rating is justified.

I N V E S T M E N T

Cheap, but why?
It is important to assess why EM
valuations appear persistently
undervalued. To answer this
question, we look first to earnings.
In figure 2, the chart shows that
EM earnings have been relatively
lower than US earnings since the
end of 2010. In fact, on an absolute
basis, EM earnings have also been
in decline. Given the make-up of
the EM industries, their capex &
working capital intensity is higher
than US, which implies that cash flow
conversion will also be worse.

Q U A R T E R L Y
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Next, we assess returns. In figure 3,
EM returns have been below those of
the US. We use ROE as a proxy, as it
speaks to reinvesting earnings (RE)
in order to grow (RE is the missing
6% of earnings yield after paying
out dividends). In this case, lower EM
growth drove lower relative returns.

FIGURE 2: EM CONSENSUS EPS RELATIVE TO THE S&P 500

The last factor to consider is leverage.
As in figure 4 below, EM’s have been
increasing leverage, whereas US
corporates de-leveraged in the wake
of the Global Financial Crisis. Since
then, leverage has remained roughly
neutral since 2011.
With the US continuing on a rate
hiking cycle and EM’s increasing
gearing, often denominated in USD,
that means that USD strength and
increasing rates will result in even
higher EM leverage. In other words,
risks for EM’s are to the downside.

Source: Bloomberg

FIGURE 3: EM PRICE TO BOOK VALUE & RETURN ON EQUITY
RELATIVE TO THE S&P 500

An imminent turnaround?
Probably not…
For EM to create value for
investors, there would have to be
a considerable re-rating relative to
the US and developed markets in
general. For that to happen, they
need improving earnings, with cash
flow a strong representation of
reported earnings; and increasing
returns, driven by growth.

Source: Bloomberg

FIGURE 4: EM VS. US LEVERAGE

However, as we have seen,
earnings are both declining
and of lower quality than
developed market peers,
in addition to having lower
growth, despite increasing
leverage. This combination
has driven valuations
lower – suggesting that
they are actually “cheap”
for a reason.
Source: JP Morgan

I N V E S T M E N T
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CHART FOCUS: 10 YEARS SINCE THE
GLOBAL FINANCIAL CRISIS
THIS PAST QUARTER SAW THE TEN-YEAR ANNIVERSARY OF THE GLOBAL FINANCIAL
CRISIS. FOR A MONUMENTAL ECONOMIC EVENT THAT HAD DEVASTING EFFECTS
GLOBALLY, THE STORY IS REMARKABLY OPAQUE. THE GENERALLY ACCEPTED TRUTHS
ABOUT HOW THE CRISIS DEVELOPED, AND WHO ULTIMATELY SUFFERED AS A RESULT
ARE NOT ENTIRELY TRUE.

Often blamed for the financial crisis is
the greed of the American consumer;
borrowing excessively to speculate
on a housing market that caused a
nationwide collapse. This is not the
full picture. Regardless of how eager
people are to take out loans, the
decision of whether a loan is advanced
sits with the banks - after assessing
the riskiness of the customer. This
otherwise self-governing dynamic
breaks down when banks can earn
income by advancing loans without
being exposed to the risk attached that the end customer may not pay
their instalments. In the lead-up to the
crisis, loans were advanced to groups
that would otherwise not be able to
get credit and did not have the ability
to pay back the loans. This debt was
ten repackaged to look as if it were of
much better quality than it was. They
were then sold on to pension funds
and other such institutional clients.
Such a system was reliant on more
loans been written than those that
were going bad – and when they
inevitably did go bad, it caused severe
losses for both homeowners and
pension funds. This is at odds with the
“Black Swan” narrative: “the crisis was
an unavoidable and unforeseeable
tail risk, a feature of financial markets
that’s bound to repeat itself”.

FIGURE 1: US LABOUR MARKET PARTICIPATION & LARGE
BANK MARKET CAP

Source: Bloomberg

This idea is popular
partly because it portrays
the institutions as also
being a casualty of
the collapse. Rather, it
can be argued that the
crisis was the finality in
a system that rewarded
a fraudulent mortgage
industry, and incentivised
banks to misrepresent
the risks being taken.

I N V E S T M E N T
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The banks were bailed out. The bad
loans were taken off their books by
the state at full price, banks were
merged, and injected with cash.
All of this was done in the name
of protecting the financial system,
however it was really to protect the
banks from their own failures. An
unintended result of this bailout
was the effect this had on the
smaller, regional banks. Without the
same access to “free money” they
were not able to compete, further
increasing the reach of the ‘bulge
bracket’ banks.
The use of monetary policy as a
response to the crisis gave banks
a backstop and helped financial
markets recover. However, this
policy helped people in the real
economy considerably less. Ultralow interest rates make capital
cheaper than labour, accelerating
an already declining trend of labour
force participation.

The large banks were not solely
responsible however. Pension funds
were instrumental in the years leading
up to the crisis. The leveraged and
speculative purchases of these
repackaged loans from the banks
incentivised the advancement of subprime loans. Pension funds gambled
on the direction of the housing market
and lost. It may be a difficult to accept
truth, but the very institutions that
were entrusted with management of
a nation’s retirement funds, were the
same people that brought about a
generation’s greatest crisis.

I N V E S T M E N T
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RECOMMENDED READ: THE LITTLE BOOK
OF BEHAVIOURAL INVESTING HOW NOT TO BE YOUR OWN WORST ENEMY By James Montier
THIS ‘LITTLE BOOK’ IS ONE IN A SERIES OF SEVERAL TITLES THAT SEEK TO ADDRESS
INVESTMENT IDEAS IN AN EASILY DIGESTIBLE AND PRACTICAL WAY. AS THE TITLE
SUGGESTS, THE FOCUS OF THIS BOOK IS BEHAVIOURAL FINANCE. THE AUTHOR,
JAMES MONTIER, IS A RENOWNED US-BASED VALUE INVESTOR. HE ADDRESSES
SEVERAL MENTAL BLOCKS OR BIASES THAT AFFECT US IN ALL ASPECTS OF LIFE,
FROM FOOD CHOICES TO PHYSICAL ATTRACTION, THAT CAN HAVE PARTICULAR
INFLUENCE ON OUR INVESTMENT DECISIONS TOO. EACH BIAS IS ACCOMPANIED BY
AN EXAMPLE, AS WELL AS SUGGESTIONS ON HOW TO AVOID THEM.

Each chapter focusses on a separate bias, ranging
from peoples’ tendency to be overly-optimistic, to
blocking out information that contradicts one’s own
opinion (confirmatory bias), to our fear of losing (risk
aversion) and how that affects our decision-making.
Montier provides anecdotal examples of how wellknown investors have addressed these issues in their
own portfolios, such as a hedge fund manager who
periodically sells his entire portfolio to “start over
fresh”, or an equity investor who keeps an investment
journal that tracks his motivation for buying a stock.
Ultimately, the theme throughout the book is ‘Process’.

As long as you have a well-thoughtout and thoroughly researched
process, you should stick to it.
While we have recommended books related to
behavioural finance in previous quarters, this is by far
the most practical (and entertaining) of them. It’s a
must-read for any investor looking to learn and build
an effective process with which to strengthen their
investment returns.

I N V E S T M E N T
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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 – BLUEALPHA BCI EQUITY
1 Year

3 Years

(annualised)

4 Years

(annualised)

Since Incept.

(July 2014 annualised)

BlueAlpha Return

9.0%

7.7%

8.8%

9.8%

SA Equity –
General Sector Average

1.4%

4.3%

4.1%

3.2%

Benchmark**

4.2%

6.6%

6.5%

5.8%

Out-Performance to Benchmark

4.8%

1.1%

2.3%

4.0%
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.
BlueAlpha BCI Global
Equity Fund: our global 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. For further
details, see page 1.

capital growth through maximizing
exposure to both local and global
equity, as well as through sizable
exposure to property. It is managed
to comply with Regulation 28 and is
therefore appropriate for retirement
products. The fund has a medium
risk profile.

BlueAlpha BCI Balanced Fund:
the newest addition to the BlueAlpha
stable, this fund aims to achieve high

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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