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BLUEALPHA BCI GLOBAL EQUITY

I N TH IS ISSU E
LOOKING BACK: This quarter we look
at Clicks’ journey from small-time store
chain to the largest pharmacy group in
the country.

OUR GLOBAL EQUITY PERFORMANCE

INVESTMENT FOCUS: This quarter
we ask the question – what makes a
stock cheap? We compare accountingbased valuations with cash flow-based
metrics. To illustrate the difference, we
investigate whether Sun International is
cheaper than Clicks – and importantly,
which is more attractive as an
investment opportunity.
*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)

7.0%

14.2%

13.5%

15.5%

MSCI World Index

9.1%

10.3%

12.1%

13.0%

Out-Performance

-2.1%

3.9%

1.4%

2.5%

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: The US Yield Curve
– often a gauge of economic strength,
we ask what the yield curve is currently
telling the market and what this could
mean going forward.
RECOMMENDED READ: Hedge Fund
Market Wizards – How Winning Traders
Win by Jack D. Schwager – presents the
views of successful traders on how they
consistently beat the market.

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: CLICKS
CLICKS IS ONE OF THE MOST RECOGNISED RETAIL COMPANIES IN SOUTH AFRICA.
THEY OPERATE 837 STORES, COMPRISING APPROXIMATELY 325 000M2 OF RETAIL
TRADING AREA. OVER THE LAST DECADE, CLICKS HAS GROWN DIVIDENDS PER
SHARE BY A COMPOUND ANNUAL GROWTH RATE OF 20.1% AND DELIVERED A
TOTAL SHAREHOLDER RETURN OF 32.5% PER ANNUM.

These returns make Clicks one
of the best investments on the
Johannesburg Stock Exchange
over that period. However, prior to
2006, Clicks’ financial returns had
stagnated, requiring a turnaround
strategy from management. This
quarter, we assess how their
strategy was implemented and how
it has paid off over the long run.
Clicks was founded by Jack Goldin
and the first store opened its doors
51 years ago in St Georges Street,
Cape Taown. From the outset, the
company positioned itself as a
value retailer, promising that “you
pay less” at Clicks. This proposition
hasn’t changed – in fact, it’s still
their tagline. The company listed
on the JSE in 1979 at a market
capitalisation of R10 billion.

Looking at Clicks financial
returns over the last 20
years, there are two distinct
periods: pre-2007 when
its return on capital as
measured by CFROI was
on average 11.5% - an
acceptable but stagnant
level; and post-2007
when CFROI expanded to
between 15% and 20% - a
world class performance.
But how did returns improve by this magnitude?

FIGURE 1: CLICKS’ CASH FLOW RETURN ON INVESTMENT

Source: Credit Suisse HOLT
1
2

Total Shareholder return = share price appreciation + dividends assuming reinvestment of dividends
CFROI = cash flow return on investment as reported by Credit Suisse HOLT
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By 2004, management understood
that in order to improve returns,
a turnaround strategy was
required. This focussed on 3 main
components – expanding their
offering in South Africa, both via
pharmacies and pharmaceutical
wholesale; removing distractions and
capital drains – this meant selling
from their Australian business;
and finally, adopting return metrics
that would drive the business
forward and create real value for
shareholders. Corporate turnarounds
take a long time to bear fruit, and
in many (if not most) cases, they
don’t work. In Clicks’ case, tangible
change only materialised post-2007,
as seen in the sharp increase in
returns compared to previous years.
Pharmacies
Interestingly, while many people
associate Clicks with pharmacies,
in fact, they didn’t operate any
until 2004. Legislation had always
prevented them from owning
or operating pharmacies, which
changed in 2003.

Source: Clicks Annual Report 2018

acquisition of UPD, which became
South Africa’s leading full-line
pharmaceutical wholesaler.

In the lead-up to regulatory change,
it became apparent that Clicks had
jumped the gun – focussing almost
entirely on their intended healthcare
strategy and largely ignoring their
core brands, which suffered as a
result. However, they acknowledged
this and instead worked on building
their lifestyle brands back up to
where they had previously been.
In the end, that singular focus paid
off, as today, the Clicks Group
operates the largest pharmacy chain
in South Africa, with over 500 instore pharmacies.
Pharmaceutical Wholesale
In 2003, Clicks further expanded
their offering, this time through an

FIGURE 2: UPD TURNOVER BY CHANNEL

UPD’s total managed
turnover, came in at
R17.9billion in 2018, from
R1.5 billion in 2003.
Focus on Local
Clicks first ventured into Australia in
1998. Like many companies before
them and since, they had looked
offshore to diversify risk and provide
growth outside from South Africa.
Instead, they found that Australia
was a tough place to do business.
In 2004, they sold their Australian
business, made up of of 141
company-owned stores (Priceline
and Priceline Pharmacy) and 201
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FIGURE 3: CLICKS’ LONG RUN GROWTH IN

franchise stores (Price Attack and
House). Management argued that
they were too thinly spread across
geographies, and that the amount of
attention and capital required by the
Australian business could no longer
be justified. Instead, they opted to
apply the proceeds of the Australian
sale to the South African operations.
This also allowed them to focus
solely on domestic growth strategies.

EARNINGS & DIVIDENDS

The importance of capital
management
Another development in their turnaround strategy was their increased
focus on capital management.
In 2004, the Group reported key
financial targets for the first time.
“The group measures its performance
against the achievement of the
following five-year financial targets:
• A return on equity of 30%
• A net gearing ratio of between
25% and 30%
• An operating profit margin of 5.5%
• Inventory turns in excess of 7
times” 3
This change in focus made a
significant contribution to the growth,
development and value creation in
the business. Besides achieving all
of the initial targets, by 2018, the
store base had more than doubled,
revenue had trebled, operating
profit had increased six-fold and the
market capitalisation on the JSE
had grown from R3.2 billion to close
to R50 billion. Clicks and UPD are
now established market leaders with
significant organic growth prospects.

Source: Clicks Annual Report 2018

Given their successful
turnaround story, Clicks’
future growth could
well have some runway
– unlike many of their
peers. We continue to
follow the company with
great interest.
3

Clicks Annual Report 2004
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INVESTMENT FOCUS:
HOW DO YOU MEASURE “CHEAP”?
WHEN EVALUATING A COMPANY’S ATTRACTIVENESS AS AN INVESTMENT, MANY
INVESTORS FOCUS ON A COMPANY’S PRICE TO EARNINGS RATIO (P/E). COMPANIES
WITH LOWER P/E RATIOS WILL GENERALLY BE CONSIDERED CHEAPER THAN THOSE
WITH HIGHER MULTIPLES. HOWEVER, THIS CAN BE A DANGEROUS ASSUMPTION.
THIS QUARTER, WE COMPARE P/E – AN ACCOUNTING-BASED METRIC, WITH
ENTERPRISE VALUE TO FREE CASH FLOW (EV / FCF) AS A RELATIVE VALUATION TOOL.

To illustrate the difference, we investigate whether Sun International is cheaper than
Clicks – and importantly, which is more attractive as an investment opportunity.
Before we get into the details, here are some definitions:

For the purpose of our illustration, we can ignore Minorities. Market Cap is calculated
as follows:

Accounting-based multiples, such as P/E and Price to Book Value (P/B), are the
most widely used valuation metrics among investors. This is largely because the
numbers used to calculate them are readily available. When comparing Clicks with Sun
International, accounting metrics unanimously agree – they imply that Clicks is roughly
3 times more expensive – as seen in Table 1 below:

TABLE 1: VALUATION COMPARISON – ACCOUNTING MULTIPLES

Source: Bloomberg

Focussing on accounting-based valuation can be misleading. In addition, price, which is
associated with market cap, is incomplete. That’s why Sun International appears cheap
when looking at only its share price, as in chart 1. When comparing share price with
Enterprise Value (EV), you see that total company value has actually remained relatively
flat over the period.
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FIGURE 1: SUN INTERNATIONAL’S SHARE PRICE VS.
ENTERPRISE VALUE

Source: Bloomberg

To understand how EV could remain flat while price declined, it’s useful to assess the
composition of EV, as in Figure 2 below. From this, you see that growth in EV has been
driven by taking on more debt.

FIGURE 2: SUN INTERNATIONAL’S EV COMPOSITION

Source: Bloomberg

When assessing Sun International’s earnings, it is important to understand how much of their
reported earnings (Net Income) in converted into cash – this is a measure of earnings quality.
More cash means that a company is able to grow more easily, as they can fund that growth
from internally generated funds. For Sun International, as seen in Figure 3, over the past 5
years, they have generated a cumulative -64% of Free Cash Flow. What this implies is that
for every Rand of reported earnings, they have actually had a loss of 64 cents over the period.
This is largely because they have been spending an out-sized amount on capital expenditure.
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FIGURE 3: CONVERTING SUN INTERNATIONAL’S EARNINGS
INTO FREE CASH FLOW

Source: Bloomberg, BlueAlpha Research

When looking at Clicks’ EV, as shown in Figure 4, you see that it has steadily been
increasing through time. As Clicks has no debt, EV is solely made up of Market
Capitalisation (i.e. Share Price x shares outstanding).

FIGURE 4: CLICKS ENTERPRISE VALUE

Source: Bloomberg

Clicks has very high earnings quality, generating the same FCF for every Rand of
reported earnings.
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FIGURE 5: CLICKS’ FREE CASH FLOW CONVERSION

Source: Bloomberg

Putting this all together, you can now compare the EV / FCF multiples with the original
accounting-based metrics. As Sun International had negative FCF, it is more useful for
comparison if you adjust their capital expenditures to assume that they’re through the bulk
of their spending. Doing so would leave them FCF-positive, implying an EV / FCF multiple
of 23.8 vs. Clicks’ 28.6 – as seen in Table 2 below.

TABLE 2: VALUATION COMPARISON – ACCOUNTING VS.
CASH FLOW MULTIPLES

Source: Bloomberg

Therefore, while Sun International still appears relatively cheaper, it’s no longer 3 times
cheaper, as it was when comparing accounting multiples.

On an EV / FCF basis, Clicks is only trading at a 14% premium
to Sun International. Given Clicks’ steady growth and consistent
ability to generate cash, investors may start to wonder whether
Sun International is as cheap as it may have first appeared.
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CHART FOCUS: WHAT IS THE US YIELD
CURVE ACTUALLY TELLING US?
THE US YIELD CURVE IS FREQUENTLY USED AS A PREDICTOR OF RECESSIONS.
WHEN THE YIELD CURVE INVERTS, THIS TENDS TO SUGGEST THAT A RECESSION
IS ON THE HORIZON. HOWEVER, THIS ISN’T ALWAYS THE CASE. THIS QUARTER WE
TAKE A LOOK AT THE HISTORY OF YIELD CURVE INVERSIONS AND HOW FREQUENTLY
THEY HAVE CORRECTLY FOREWARNED OF RECESSIONS. IMPORTANTLY, WE ALSO
ASSESS THE CURRENT SHAPE OF THE CURVE AND WHAT THIS MIGHT MEAN FOR
THE GLOBAL ECONOMY.

The yield curve depicts the amount of compensation the US government will give investors for buying
treasury bonds of different maturities. Simply put, buying a $100 bond with a 1-year maturity is
that same as lending the US government $100 and receiving $101.92 back at the end of the year.
Likewise, if you bought a 30-year bond, you would receive 2.52% per year, plus your initial $100 after
30 years – the longer the “loan”, the more an investor should generally be compensated for it.
For normal curves, yields on shorter maturities are lower than yields on longer maturities. As per our example, the 1-year rate is less than the 30-year rate. However, when short-dated yields are higher than
at longer maturities, this is called curve inversion. Specifically, the curve is considered to be inverted if
the 2-year yield is higher than the 10-year yield. Inversion happens when investors at the long end of
the curve (10-year +) pre-empt Federal Reserve rate cuts (in anticipation of a weaker economy), buying
up bonds with higher yields than are expected in future. This then pushes long yields lower.

FIGURE 1: US YIELD CURVE INVERSIONS & RECESSIONS

Source: JP Morgan Asset Management
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The chart 1 depicts the steepness of the yield curve. When the difference between 10-year and
2-year treasuries is lower than zero, the curve is inverted. The red dots on the curve depict inversions
without a recession, while the green dots show an inversion which was then followed by recession.
Evidently, since 1962, yield curve inversions are followed by recessions more frequently than they
aren’t – of the 9 inversions, 7 resulted in recession.
Therefore, many market commentators have highlighted how close the current yield curve is to
inversion – if the curve inverts, they say that recession is likely to follow.
Figure 2 shows the difference between the yield curve in 2013 and now.

FIGURE 2: YIELD CURVE CHANGES

Source: JP Morgan Asset Management

In 2013, the 2-year yield on treasuries was 0.38% and the 10-year yield was 3.04% – illustrating a
relatively steep curve. Since then, the curve has flattened, with 2-year yields currently at 1.75% and
10-year yields at only 2.00%. While the difference between the 10-year and the 2-year curve is now
only 0.25% vs. the 2.66% of 2013, the curve is not yet inverted.

Therefore, while a further flattening of the
yield curve could well imply an impending
recession, we aren’t there yet.

I N V E S T M E N T

Q U A R T E R L Y

Q 2

2 0 1 9

10

RECOMMENDED READ:
HEDGE FUND MARKET WIZARDS - by JD Schwager
HEDGE FUND MARKET WIZARDS IS THE FOURTH BOOK IN A SERIES AND FOLLOWS
A SIMILAR FORMAT TO SCHWAGER’S OTHER BOOKS ON MARKET PROFESSIONALS.
THE FORMAT FOLLOWS A QUESTION-AND-ANSWER INTERVIEW, WHICH FOCUSSES
ON HOW EACH INVESTOR GOT STARTED, WHAT THEIR STYLE IS I.E. MACRO, LONGSHORT, ARBITRAGE ETC. WHAT MAKES THIS BOOK A BIT DIFFERENT TO THE
OTHERS, ARE TWO MAIN ASPECTS.

Firstly, the interviews are all post- the Lehman bankruptcy
in 2008, so it gives a good insight into how professional
managers dealt with the crisis and how they were
positioned going in. Secondly, there is quite a lot of
emphasis on what the specific rules are that they have
for risk and for dealing with losses. Schwager’s first
books dealt with the first generation of fund managers
that were more ‘macro’ in nature when the world was a
lot less globalised. So, this book feels a lot more current.
The highlight of the book is the interview with Ed Thorp.
Thorpe is the author of ‘Beat the Dealer’ - a book about
blackjack strategy. He was also one of the first investors
to develop an option-pricing model. Also, of interest is
Ray Dalio’s interview from Bridgewater Associates, the
world’s largest hedge fund.
In all, there are 15 interviews, with 6 of them dedicated to
equity managers. What is interesting is how common a lot
of the manager’s approaches are - to dealing with riskcontrol and poor performance. One of the more helpful
questions asked by Schwager is how they knew their
idea was wrong, and what they did about it.

I N V E S T M E N T

For any investor looking for guidance
on how to put some structure into
their investment ideas, this book is
extremely helpful.
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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

3.6%

7.2%

5.3%

8.9%

SA Equity –
General Sector Average

1.5%

3.1%

2.8%

3.2%

Benchmark**

3.0%

5.1%

4.9%

5.8%

Out-Performance to Benchmark

0.6%

2.1%

0.4%

3.1%
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
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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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