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Looking back 
We take a look at the history of a fea-
tured company to get a feel for where 
they started and how they got to where 
they are now. In this feature, we're diving 
into the story of Facebook.

Investment Focus 
In this series, we tackle a new investment 
concept every quarter - from which 
valuation metrics to use for different 
types of businesses, to how companies 
can create value for shareholders. Today 
we explore what is CFROI and how is it 
different to ROE?

Chart Focus 
This piece presents the most interesting 
or noteworthy chart that we've encoun-
tered over the quarter, exploring the 
Why's and Wherefores’ of how that pic-
ture emerged. This time, we're assessing 
the dark side of ROE.

Recommended Read 
Each quarter, we give you access to our 
reading list. We recommend each book 
for a different reason, but the common 
thread is how the book's concepts 
can be applied to your investment 
well-being. The latest addition to our 
bookshelf is James Grant’s "Mr Market 
Miscalculates".

The primary objective of the BlueAlpha BCI Global Equity Fund is to offer 
investors a high long term total return by investing across global equity 
markets.
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What originally started out as a  
directory exclusively for Harvard  
students (called ‘The Facebook)’,  
the site’s popularity grew exponen-
tially and branched off to Stanford, 
Yale, Colombia, and other colleges. 
As of the 2nd quarter of 2020 the 
social network has over 2.7 billion 
active users and has a current mar-
ket cap of $805 billion.

Advertising empire
Facebook's success doesn’t just 
come from its massive user base.  
Its primary source of revenue 
comes from pay-per-click advertis-
ing. Ads are directed at users based 
on their profiles and preferences. 
The level of detail that Facebook 
knows about its customers, their 
behaviour and their preferences 
makes it an excellent platform 
for digital marketing. All this data 
allows marketers to deliver their 
message to a highly focused audi-
ence and in turn making efficient 
use of their advertising spend. The 
ability to reach a specific audience 
gives businesses the capability to 
generate quality leads, build brand 
awareness, and close sales. There 
are over 60 million active business 
pages on Facebook. 

Facebook’s digital advertise-
ment market share has room 
to grow and is a threat to 
Google’s Ad revenue throne. 
Although it is number 2 in 
digital ad revenue, clearly 
digital advertising is going to 
keep growing at the expense  
of traditional advertising.

Master of Acquisitions 
In April 2012 Facebook acquired 
Instagram for $1 billion in a de- 
fensive move, which later that  
year, enabled them to fend off  
Snapchat’s growing influence.

Instagram has become popular, 
especially amongst Millennials and 
Gen Z who deem Facebook as a 
platform for “older people”. While 
this demographic has a very short 
concentration span when it comes 

Source: Statista

FIGURE 1: Top 5 companies estimated share of U.S digital 
advertising revenue

Post, Like, Share, Facebook me… terminology that has completely changed the 
way we communicate and connect. It’s hard to remember what the world was like  
before Zuckerberg and Co. created Facebook in 2004.

Looking Back: Facebook
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to words, pictures are much more 
appealing - a picture really does 
speak a thousand words. Insta-
gram is one of Facebook’s biggest 
areas of potential growth - not just 
in the advertisement market share 
space, but also in the untapped 
prospect of monetizing business 
platforms. Instagram is alive with 
“Insta” stars and bloggers, and 
some businesses run almost solely 
off Instagram accounts. 200 million 
Instagram users visit at least one 
business profile per day. 
 

In their next major acquisition, 
Facebook bought WhatsApp for a 
staggering $19 billion ($14.2 billion 
in shares and $4.7 billion in cash)  
in February 2014. WhatsApp has 
the customers but is not yet gene-
rating revenue.  

The numbers speak for 
themselves
Rapid growth has come with its 
ups and downs, sometimes at the 
expense of user privacy - there have 
been calls for increased regulations  
around personal data. However, 

Source: Bloomberg

FIGURE 2: Facebook’s Cash Flow 

So, what does the future 
look like for this tech giant? 
Human behaviour doesn’t 
change easily; we as a  
species are inquisitive and 
“nosey” and the need for 
more information is almost 
addictive. The instantaneous 
communication and access 
to world information on our 
news feed is not something 
that will easily be eliminated 
from our lives. Facebook 
isn’t going anywhere  
anytime soon.

these privacy issues have not neg-
atively impacted the company. 
Facebook is a fantastic business 
based on the metrics and unless 
laws change around data privacy 
regulations, the profitability of 
Facebook remains unscathed. A 
further test of strength has come  
in the form of COVID - 2020 has  
been a year of unprecedented 
turmoil for the stock market, but  
the FAAMG (Facebook represent-
ing the F) stocks have held strong. 
Earnings have held up well and 
Facebook has outpaced the S&P.

The best bet on how a company 
will behave tomorrow is how it is 
behaving today. Facebook’s return 
on capital is much higher than its 
cost of capital. Many businesses 
with rapid growth and continuous 
new ideas would not also be able 
to sustain growing revenues, but 

Facebook’s cash flow numbers 
are strong and have increased 
year after year. Looking at these 
numbers one would expect the 
valuation to be high - but apart 
from Google, Facebook is the 
cheapest of the big tech stocks.
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Before we get into the details:

Where:

ROE is widely used as a measure 
of quality, but much like PE and 
PB multiples, so ROE can be a bit 
simplistic. ROE uses numbers from 
both the Income Statement and 
the Balance Sheet, and provides 
a point-in-time estimate of the  
returns a business generates. Typi-
cally in South Africa, a company 
with an ROE of more than 18% is 
seen as a good business. 

We have spoken in the past about 
how accounting return metrics 
don’t necessarily reflect the reality of 
a company’s cash generation. In an 
attempt by the accounting bodies  
to try squeeze all companies through 
an increasingly  complex set of rules, 
the Income Statement and Balance 
Sheet are becoming more detached 
from reality. More and more Balance 
Sheet movements are being forced 
through the Income Statement, 
while at the same time, assets and  
liabilities not created through normal 
capex are arriving on the Balance 
Sheet. (The biological assets within 
Tongaat Hulett are a good example. 
A more long term example would 
be the long term insurance sector 
- where the accounting standards 
have allowed actuaries with Excel to 
wreak havoc.) 

𝑹𝑹𝑹𝑹𝑹𝑹 = 𝑵𝑵𝑵𝑵𝑵𝑵	𝑰𝑰𝑰𝑰𝑰𝑰𝑰𝑰𝑰𝑰𝑵𝑵
𝑩𝑩𝑰𝑰𝑰𝑰𝑩𝑩	𝑽𝑽𝑽𝑽𝑽𝑽𝑽𝑽𝑵𝑵

𝑩𝑩𝑰𝑰𝑰𝑰𝑩𝑩	𝑽𝑽𝑽𝑽𝑽𝑽𝑽𝑽𝑵𝑵	(𝑆𝑆ℎ𝑎𝑎𝑎𝑎𝑎𝑎ℎ𝑜𝑜𝑜𝑜𝑜𝑜𝑎𝑎𝑎𝑎=𝑠𝑠	𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸𝐸) = 𝑨𝑨𝑨𝑨𝑨𝑨𝑵𝑵𝑵𝑵𝑨𝑨 − 𝑳𝑳𝑳𝑳𝑽𝑽𝑳𝑳𝑳𝑳𝑽𝑽𝑳𝑳𝑵𝑵𝑳𝑳𝑵𝑵𝑨𝑨 

This quarter we look at the difference between Return on Equity (ROE) – a traditional  
proxy for Quality, and Cash Flow Return on Investment (CFROI) – a measure we  
believe provides greater understanding of a business’s true quality.  

Investment Focus: What is CFROI and  
how is it different to ROE?

Source: Bloomberg, Credit Suisse HOLT

FIGURE 1: Sun International’s ROE vs. CFROI

These distortions have started 
to make ROE less reliable 
than it was in the past. To 
address these shortcomings, 
we turn to cash flow based 
metrics instead.

Cash Flow Return on Investment 
(CFROI)  is a metric derived by Cre-
dit Suisse’s HOLT framework, which 
tries to remedy distortions in both 
Income Statement and Balance 
Sheet numbers, and present inves-
tors with a more complete picture 

of a company’s returns. CFROI is the 
annual real (not nominal, i.e. infla-
tion-adjusted) rate of return earned 
by a firm on its invested capital.

The first adjustment is in the nu-
merator – instead of using net  
income, actual cash flow is used. 
Cash flow here is defined as Net 
Income plus depreciation minus 
investment in working Capital.  
Secondly, instead of using Share-
holders Equity as the dividor we 
use Long term assets valued at the 
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cost of replacement. (Long term 
assets plus accumulated deprecia-
tion is a close approximation). The 
benefit of this is that long term as-
sets are often incorrectly valued on 
the balance sheet. This of course 
affects the depreciation charge in 
the income statement.

As seen in Figure 1, Sun Internatio- 
nal’s ROE is far in excess of CFROI 
over the period between 2010 to 2015. 
This vast difference in return metrics 
highlights the importance of under- 
standing a business’s true ability to 
create value over time. Of course 
CFROI above is a real return as we are 
using replacement cost, so it’s not 
strictly comparable to ROE, which is 
nominal, but it’s the same idea.

By far the biggest issue 
with ROE is that it never 
references the cashflow 
statement. In the case of Sun 
International, capex running 
ahead of depreciation; and 
excessive leverage were  
the main reasons for ROE  
being overstated.

Typically, once you have a return –  
whether you use ROE or CFROI –  
you then compare that return to a  
company’s cost of Capital to de-
termine whether the business is  
creating value. If returns are lower 
than costs, the business is value  
destructive. 

Figure 2 illustrates Sun Internatio-
nal’s CFROI vs. it’s Cost of Capital. 
Over 10 years, Sun International has 
been unable to generate a cash re-
turn that meets its cost of Capital. 
This eventually caught up with them 
when it stopped paying a dividend 
in 2017 and embarked on  a rights  
issue in 2018 and now again in 2020.

Source: Credit Suisse HOLT

FIGURE 2: Sun International’s CFROI vs. Cost of Capital

Source: Bloomberg

FIGURE 3: Sun International’s Share Price

Over the same 10 year period, Sun 
International has lost more than 
80% of it’s value. This is a clear illus-
tration of how companies that are 
unable to generate returns destroy 
value over time. 

Sun International is a good example 
of how focussing on a simplistic met-
ric like ROE alone can distort your 
understanding of returns. Our advice 
is to be cautious of metrics that skip 
out the cash flow statement.
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US companies’ ROE has been con-
sistently higher than their European 
and Asian peers, as seen in figure 1. 
In fact, if we adjust for leverage, then 
American firms look even better. 

One of the predominant reasons for 
this difference is sector specific – as 
plant and manufacturing has fallen 
to below 10% of companies globally. 
That’s why it’s so easy to find plant 
companies on Price-to-Book ratios 
of 1 or less. In South Africa, examples 
like this include PPC, Nampak and 
Sasol. The US also has a lot of tech  
companies – which clearly differ in 
structure and therefore valuation, 
to plant- and manufacturing-based 
businesses. However, even when 
you adjust for sector differences 
between regions, US companies 
still consistently beat their global 
peers. Most of this is due to innova-
tion – large tech companies like 
Amazon, Apple, and Facebook are 
all home-grown ideas.

Innovation sounds like a good 
thing - so where does the dark 
side of ROE come in? Figure 2 
shows US productivity vs. wages 
through time.

US workers’ median hourly pay –  
which used to rise in tandem with  
productivity – has stagnated sig- 
nificantly since the 1970’s, while 
productivity has sky-rocketed. This  
phenomena has boosted US com- 
panies’ margins, as seen in figure 2 –  
leading to higher ROE’s in aggregate. 

The Return on Equity (ROE) of a business is often used as a proxy for ‘Quality’. 
This quarter, we take a look at what has driven US companies’ ROE over the past 
several decades.

Chart Focus: The Dark Side of ROE

Source: Bloomberg, Economic Policy Institute

Source: Bank of America Merrill Lynch

FIGURE 1: Aggregate ROE by Region

FIGURE 2: US Hourly Wages vs. Productivity



Source: Bank of America Merrill Lynch

FIGURE 3: Aggregate Profit Margins by RegionThe USA does have a minimum 
wage, but it’s completely out of step 
with realistic living costs. Since 1998 
the minimum wage has actually 
declined in real terms.

How have wages been allowed 
to stagnate for so long? During 
the 1980’s, both Ronald Reagan in 
the US and Margaret Thatcher in the 
UK , with their conservative policies, 
were a boon for corporates - and 
this has continued in the US to this 
day. Labour in the USA is regulated 
by the National Labour Relations 
Act of 1935, which has resulted in 
labour disputes being decided at 
Board level, rather than through the 
courts (similar to Workmen’s Com-
pensation in SA). This has made it 
difficult for labour unions to garner 
sufficient support.  Because of this 
power dynamic, it’s very easy to fire 
US workers for no reason.

Another big driver that has helped 
companies vs. labour is the ease 
with which they can contract out 
large portions of their business. This 
leaves the company with a lot of 
flexibility. Classifying an employee 
as a contractor has big benefits. 
Firstly, the insecurity of the contrac-
tor keeps wages low; pension and 
medical obligations can be avoided; 

and in times of financial difficulty or 
change, contractors can generally 
just be let go. In essence, companies 
have increasingly passed on their 
business risk to their employees. 

Perhaps the best example of how 
far this is taken is Uber: all invest-
ment in the cars is borne by the 
driver; any wasted time during 
the day means less income for the 
driver; and drivers are also on their 
own when dealing with any reper-
cussions from accidents caused 
by a third party. Uber then takes a 
cut of the driver’s earnings without 
bearing any of the risk. Uber’s clas-
sification of drivers as contractors 

has been challenged in the courts 
to some success, but drivers are still 
a long way off being considered 
full-time employees (and receiving 
the associated benefits).

While contract work and 
weak labour protections 
are not the only reasons US 
companies have structurally 
higher ROEs when compared 
to global peers, they do go 
some way in explaining the 
persistent differences across 
regions. The question is –  
is this a fair system; and how 
long will American society 
(and their courts) allow it?
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‘Mr. Market Miscalculates’ is a collection of essays from James Grant, originally  
published in the Grant’s Interest Rate Observer. Grant has been writing on the inter-
action between market prices and market participants’ behaviour since 1983, with 
this book focusing on the dot-com and housing bubble years. 

Recommended Read:  
Mr. Market Miscalculates by James Grant

The author approaches this period with a uniquely dry and witty 
style that makes for easy reading, when the topics covered might be 
anything but. That said, the essays offer far more than just entertain-
ment value, rather they provide a fairly sobering view into the zeit-
geist of the markets right before their most violent turning points.

One particular essay sent to readers at the peak the dot-com mania 
feels applicable to some of today’s racier technology companies. 
Questioning the market’s willingness to pay up for unproven busi-
nesses and management teams.

“ They [brokers] advise the purchase of internet stocks, without re-
gard for price or valuation on the ground that, to them, the principal 
long-term financial risk associated with the worldwide web is not 
being invested in it … [Internet stocks] have purportedly conquered 
the future even though they haven’t seen it yet.”

Grant’s writing does tend to focus more on the risks, offering - more 
often than not - a bearish view. This should actually be appreciated, 
as most market participants, especially those with any incentive to 
sell instruments or products, can only serve a bullish story. 

This rich collection of financial history is highly recommen-
ded to investors who are after a wealth of common sense 
presented in an uncommonly clear way. 
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BlueAlpha BCI All Seasons Fund: our longest run- 
ning 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.

BlueAlpha BCI Balanced Fund: the newest addi-
tion to the BlueAlpha stable, this fund aims to achieve 
high 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 retire-
ment products. The fund has a medium risk profile.

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. 

With an experienced investment team which is  
recognised for outstanding investment perform-
ance in various fund classifications, we are able to 
offer both institutional and retail investors diverse 
products to meet their investment objectives. 

Our Domestic Equity Performance – BlueAlpha BCI Equity

* 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

1 Year 3 Years
(annualised)

5 Years
(annualised)

SA Equity – General Sector Average

Benchmark**

BlueAlpha Return

Out-Performance to Benchmark

3.8%

-0.9%

3.3%

0.5%

5.1%

2.1%

5.2%

-0.1%

7.0%

1.7%

4.9%

2.1%

3.0%

-2.8%

3.5%

-0.5%

Since Incept.
(July 2014 annualised)

Source: MoneyMate, Bloomberg

Our long term track record demonstrates our ability to create wealth for our investors. 

BlueAlpha Investment offering
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To find out more about our funds 
or invest with us please contact 
Kimberley on: 021 409 7100 or 
email: info@bluealphafunds.com

Invest with us

click here


