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I N TH IS ISSU E
LOOKING BACK: This quarter we look
at Capitec’s journey from small-time
lender to the largest bank in the country.

OUR GLOBAL EQUITY PERFORMANCE

INVESTMENT FOCUS: : This quarter
we assess some dangers of focussing on
share price, instead looking to Enterprise
Value as a measure of company value,
using both Textainer and PPC Cement as
our case studies.

*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)

27.6%

13.0%

13.0%

16.3%

MSCI World Index

26.9%

9.3%

11.4%

13.3%

Out-Performance

0.7%

3.7%

1.6%

3.0%

Performance
reported in ZAR

1
Year

BlueAlpha Return*

*BlueAlpha BCI Global Equity A Class net of fees

3
Years

(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
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CHART FOCUS: Free Cash Flow is
an important part in understanding any
prospective investment. This quarter, we
compare Mr. Price and Foschini and focus
on how much of their reported earnings is
converted into cash in the bank.
RECOMMENDED READ: Principles
for Navigating Big Debt Crises by Ray
Dalio – presents a unique way to understand debt crises by walking you through
how they happen and what the policy
responses have been. Written in simple
language, it offers an account of each of
these extraordinary times, free from the
dry technicalities without losing of the
nuances of each of the cases.

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: CAPITEC
AT ITS RECENT RESULTS ANNOUNCEMENT AT THE END OF MARCH 2019 CAPITEC
SAID THAT IT GREW CUSTOMERS AT THE FASTEST PACE IN ITS HISTORY, ADDING
500,00 NEW CUSTOMERS IN JANUARY AND FEBRUARY ALONE. IT HAS COME A LONG
WAY SINCE OPENING ITS DOORS IN 2001. THIS QUARTER, WE DIVE INTO CAPITEC’S
HISTORY, FROM SMALL-TIME LENDER, TO THE LARGEST BANK IN THE COUNTRY.

Capitec was established in 2001
and listed 12 months later on the
JSE in February of 2002. Nine days
before its listing, Saambou Bank hit
the wall, and a banking crisis ensued
for small banks.

By its first-year anniversary
as a listed company, the
strain was starting to
show. In the 2003 Annual
results earnings declined
by 38%, dividend was
cut by 33% to 19.0 cents
per share, number of
branches declined 16% to
266 and the company now
employed 1 180 personnel
form 1 267 the year before.

FIGURE 1: NUMBER OF REGISTERED BANKS –
SOUTH AFRICA (2002 – 2009)

Source: Banking Association South Africa

Not many companies would have
survived such a shock so shortly
after listing, and indeed, the number
of registered banks in South Africa
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dropped from 30 in 2002 to 20 a
mere two year later. Today we have 18
registered banks, 12 locally-controlled
banks, and 6 foreign-controlled.
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Although the Capitec business model
was sound, it did create challenges
for them. Importantly, they needed to
adjust their ambitions by focussing
on granting smaller shorter dated
loans (it had ambitions to grow the
longer dated loan book) and reduce
its dividend pay-out ratio (although it
kept to its promised dividend at the
first set of results in 2002).

FIGURE 2: CONSUMER SURVEY – REASONS FOR
CHOOSING A BANK (% OF CLIENTS)

What has made Capitec so
successful?
Capitec Bank is now the largest
bank in South Africa – by far - when
considering the number of clients
who use it as their main bank, about
9.17 million people. But why?
A recent study by McKinsey &
Company unsurprisingly indicates
that price convenience and service
is the most important reason for
choosing a bank.
The Capitec business model has
always focussed on simplicity and
affordability. What started off as a
micro-lender focussing on short
dated loans to the lower LSM
market, has transformed into a fullyfledged bank, offering transactional
banking services to individuals
across the income spectrum. The
product offering and pricing has
remained simple and transparent.
Leader in Affordability
In 2005 Capitec reportedly had the
lowest cash withdrawal fee of R1.80
at its ATM’s, while one of the big four
banks were charging a fee of R9.65
for withdrawing R500. But it was not
just about fees - in 2005, Capitec
was paying an interest rate of 10%
on deposits of up to R25 000 - well
in excess of what the larger banks
were offering at the time. The
Solidarity Research Institute found
that Capitec has the lowest bank
charges of all South African banks in
2010, 2011 and 2012.

Source: McKinsey & Co.

FIGURE 3: HIGH POTENTIAL BRAND STOCKS

Source: Credit Suisse Research

While competition has increased significantly since the
early days of Capitec’s existence, the latest 2018 study
by Solidarity still finds Capitec to offer the customer
the best overall value in the low-income and middleincome banking markets, with the main differentiator
being that Capitec pays significant interest on balances
in your main transactional account.
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Great Brand
In 2010 the Credit Suisse Research
Institute published a report – ‘Great
Brands of Tomorrow’, in which Capitec
came out on top, versus 27 other
companies from around the world.

FIGURE 4: CAPITEC’S EARNINGS & ROE

Internationally, Capitec continues
to show the attributes that makes a
strong brand - product innovation,
connection with customers, service
quality, and continued investment
in brand, to name a few. Research
by Brand Finance into the global
banking sector rates Capitec as the
6th strongest brand, up from 11th
in 2018.

Source: Bloomberg

Investor Scoreboard
Capitec has proven to be a highgrowth business with returns far in
excess of both peers and the broader
market. Earnings went from R48m in
2002, to R5.2b estimated for 2019.

FIGURE 5: CAPITEC’S TOTAL RETURN RELATIVE TO THE JSE
SWIX & BANKS INDEX SINCE LISTING (LOGGED)

For investors, the ultimate scoreboard
is total shareholder return, and on that
front, Capitec has done exceptionally
well, delivering a total annualised
return since listing of 52.9% (vs. the
All Share’s 13.6% and the JSE Banks
Index’s 18.0% annualised returns
over the same period).

Source: Bloomberg

Despite critics like Viceroy in 2018, and other sceptics
over the years, Capitec has grown from strength
to strength. They have built a brand that stacks up
against even the best foreign peers and produced
unprecedented growth for shareholders. The company
has been in the BlueAlpha portfolios for the better part
of 4 years and we hope to see it there for many more.
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INVESTMENT FOCUS: THE DANGERS
OF FOCUSSING ON PRICE (PART 2)
OFTEN, THE FIRST THING AN INVESTOR WILL LOOK AT WHEN CONSIDERING THE
“VALUE” OF A COMPANY IS THE SHARE PRICE THROUGH TIME. BELOW ARE TWO
GRAPHS OF A COMPANY’S “VALUE” THROUGH TIME. BUT WHICH ONE IS THE
CORRECT ONE TO LOOK AT? THIS QUARTER, WE LOOK FIRST AT TEXTAINER – A US
BASED COMPANY OF WHICH SA’S TRENCOR OWNS 48%, AND THEN PPC.

Figure 1 shows the stock price of Textainer - this is the graph that everyone gets
excited about. You will often hear market commentators say that the share price and the
company’s value have fallen by a certain percentage over a certain period. You can see
from the graph that Textainer’s “value” has gone from just above 400 in 2014 to 100 in
2019 - supposedly a destruction of value of 75%. Although the stock price movements
get all the headlines, it is the wrong metric to look at. Just like PE is a sloppy short-cut to
valuation, so is stock price as a representation of performance or a signal of value.

FIGURE 1: TEXTAINER SHARE PRICE THROUGH TIME
(INDEXED TO 100)

Source: Bloomberg

Figure 2 shows the Enterprise Value (EV) of Textainer. EV is stock price times fully
diluted number of shares in issue, plus all forms of debt, plus minorities.
Another way to think about EV is to ask yourself - if you engineered a corporate
buyout of a company, and settled all stock and debt obligations, how much would you
pay? As you can see from figure 2, it makes for a very different picture to the share
price, even though it’s the same company.
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FIGURE 2: TEXTAINER’S ENTERPRISE VALUE (INDEXED TO 100)

Source: Bloomberg

Figure 3 below shows the decomposition of Textainer’s EV into market cap and debt. As a
word of caution, we prefer to use gross debt and not net off the cash balance. Cash is typically
needed to run the company and cannot practically be extracted. Another form of debt which
should be included is off-balance-sheet debt in a subsidiary, where the company effectively has
control. In general, it is very difficult for companies to walk away from off-balance-sheet debt or
so called “non-recourse” debt. A rare example where this did happen was Netcare.

FIGURE 3: DECOMPOSITION OF TEXTAINER’S EV

Source: Bloomberg

Another way in which EV can look materially different to the stock price is when companies
issue new shares. PPC is a good example of this, as they doubled their shares outstanding in
2016 to pay down debt from new expansionary projects that it had undertaken in Africa. This is
a good example where non-recourse debt became debt. Surprise, surprise.
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FIGURE 4: : PPC STOCK PRICE & EV (INDEXED TO 100)

Source: Bloomberg

Figure 5 shows how PPC’s EV composition has changed through time. First it added debt for the projects,
including some off-balance sheet debt, which most investors ignored. Then it lodged a rights issue. We have
split out the new shares. So yes, EV did decline, but not nearly to the extent of the stock price decline.

FIGURE 5: PPC EV DECOMPOSITION EX-NEW SHARE ISSUANCE

Source: Bloomberg

We noted that the EV composition includes minority interests. The minority adjustment is to reflect that
they have rights to a share of the underlying company and you as an ordinary shareholder don’t own the
business entirely. Most people would use the balance sheet book value to represent the value of the
minority’s interest, but it is far better to use the value you would need to pay to buy out the minority interest
which in most cases would be higher.
Stock price is a short-cut that’s tempting to use as an anchor of the relative “cheapness” of a stock through
time, but it’s far better to plot the enterprise value to see how the overall composition and value of the
business has changed.
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CHART FOCUS: NOT ALL EARNINGS
ARE CREATED EQUAL
WHEN INVESTING IN A COMPANY, IT’S IMPORTANT TO REMEMBER THAT YOU AREN’T
ONLY BUYING A STOCK – YOU’RE ULTIMATELY BUYING THAT COMPANY’S FUTURE
EARNINGS STREAM. IN TURN, HOW MUCH OF THAT COMPANY’S REPORTED EARNINGS
(NET INCOME) IS CONVERTED TO CASH, DETERMINES WHAT CAN BE REINVESTED TO
FUEL GROWTH. THIS IS WHAT WE CALL FREE CASH FLOW CONVERSION – WHICH IS
A MEASURE OF EARNINGS QUALITY. THIS QUARTER, WE COMPARE MR. PRICE WITH
FOSCHINI, TO HIGHLIGHT WHICH HAS HIGHER-QUALITY EARNINGS, AND IS THEREFORE
BETTER EQUIPPED TO GROW RETURNS AND COMPOUND INVESTOR WEALTH.

For any investor, it’s important to understand how much a company earns in their day-to-day operations.
However, it is equally important to understand how much of that reported earnings is collected as cash in
the bank – or Free Cash Flow (FCF). This is the cash available to either reinvest in the business (growth)
or distribute to shareholders (dividends / share buybacks). In calculating FCF, investors will better grasp
how companies allocate spending to both Working Capital (the cost of running the business) and Capital
Expenditures (investment in new projects and maintenance). This assists investors in understanding if a
company is performing in-line, better, or worse than its historical trend.
Figure 1 shows the breakdown of Mr. Price’s Net Income, and the charges and additions required to arrive at
FCF. For every Rand of reported earnings, Mr Price has generated an average of 82c over the past 5 years.

FIGURE 1: MR. PRICE’S FREE CASH FLOW BREAK-DOWN

Source: Bloomberg, BlueAlpha Research

In comparison, Figure 2 shows the same breakdown for Foschini. Over the same period, for every Rand
reported, Foschini has generated zero FCF. This is largely due to two aspects – sizeable acquisition
costs, and a bigger Working Capital charge.
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FIGURE 2: FOSCHINI’S FREE CASH FLOW BREAK-DOWN

Source: Bloomberg, BlueAlpha Research

Cash flow conversion is a measure of earnings quality. In this case, Mr. Price’s earnings quality is higher than
that of Foschini’s. This is not to say that Foschini is a bad business. It simply highlights that between the two,
Mr. Price is better positioned to fund growth, walk through difficult trading environments, or pay dividends from
internally generated funds – in other words, they wouldn’t have to issue stock or take on additional debt to
finance new store openings or pay a dividend.
When comparing companies’ earnings quality, understanding the nature of an industry is also important. For
example, the mining industry typically has FCF conversion rates in the region of 40%. For retailers, this is higher,
as their Working and Fixed Capital requirements are typically lower. Figure 3 shows a ranking of retailing peers’
FCF conversion, with Foschini and Shoprite at lower conversion rates, and Clicks and Spar with the highest.

FIGURE 3: FREE CASH FLOW CONVERSION - PEERS RANKING

Source: Bloomberg, BlueAlpha Research

A company’s ability to convert its earnings into cash flow is an important consideration when determining its future
growth potential. However, FCF conversion doesn’t give investors any hard-and-fast rules on whether a company is
a good business or not. It simply allows you to assess the trend of how a company allocates its capital and in turn,
what they have left to either fuel growth or return capital to shareholders. In this case, Mr. Price proves to have higher
earnings quality than Foschini, leaving it better positioned to grow their business and compound investor returns.
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RECOMMENDED READ: PRINCIPLES FOR
NAVIGATING BIG DEBT CRISES - By Ray Dalio
RAY DALIO PRESENTS A UNIQUE WAY TO UNDERSTAND DEBT CRISES - WALKING
THE READER THOUGH THE CONDITIONS THAT ALLOW HAPPEN, THE CATALYSTS
THAT START THE PANIC, AND WHAT THE POLICY RESPONSE HAS BEEN. WRITTEN IN
SIMPLE LANGUAGE, IT OFFERS AN ACCOUNT OF EACH OF THESE EXTRAORDINARY
TIMES, FREE FROM THE DRY TECHNICALITIES WITHOUT LOSING OF THE NUANCES
OF EACH OF THE CASES.

The book first presents an overview of the nature of
national debt, making clear that debt on its own is not
bad. While being over indebted causes crises, having too
little can bring forward its own set of problems arising
from missed opportunities.
The crises are split into two groups, those that see lower
inflation during the periods of crises, and those that see
inflation rise (or even experience hyperinflation) during
periods of stress. This difference is mostly a result of
the extent to which a country issues debt in foreign
currencies – a common feature of developing nations.
A useful feature of the book is the aggregated data. The
author presents the average change in key economic
signals from all of the significant debt crises over the last
100 years. These are used as road maps, charting the
archetypal path that economies take during these periods
- from boom, through depression, to recovery.
The book is a balanced presentation between what
economic theory dictates central banks should do in
times of crises, and what practical experience would
suggest. When these two views differ, this is normally a
result of either the speed in which central banks act, the
message they portray to the market, or unique political
obstacles that present themselves.

I N V E S T M E N T

Each crisis will be different
from the last, but there are
features consistent in all. The
book not only offers a wealth of
information on past crises, but a
framework from which to think
clearly in times of panic.
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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

6.5%

6.6%

4.5%

9.1%

SA Equity –
General Sector Average

1.4%

2.8%

2.4%

3.0%

Benchmark**

6.2%

4.8%

4.3%

5.6%

Out-Performance to Benchmark

0.3%

1.8%

0.2%

3.5%
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:
nicola@bluealphafunds.com
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