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In this issue

Our Global Equity Performance

Looking back

We take a look at the history of a featured 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 Sun International.

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 Value / Growth vs.
Bond Yields.

Chart Focus
*Benchmark: 80% MSCI World Index, 20% USD Libor
Inception: September 2014

Source: MoneyMate,
Bloomberg

Investment Objective

Recommended Read

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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BlueAlpha Return*

This piece presents the most interesting
or noteworthy chart that we've encountered over the quarter, exploring the
Why's and Wherefores’ of how that picture emerged. This time, we're assessing
the impact COVID-19 has had on US
High Yield Bonds.
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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 wellbeing. The latest addition to our bookshelf is Jack D Schwager's "Unknown
Market Wizard".

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: Sun International
This quarter, we look back at the hotel and casino empire famously known for the
Sun City Resort - Sun International.

“It's hard to walk away from a
winning streak, even harder to
leave the table when you're on
a losing one.”
Sun International’s beginning can
be traced back to 1969, when the
Southern Sun Hotel Group was
created in a collaboration between
South African Breweries (SAB)
and South African Businessman,
Sol Kerzner. In 1983, SAB split its
hotel interests into two - Southern
Sun; and Sun International, which
would be headed up by Sol Kerzner.
Kerzner organised the holdings of
Sun International as a subsidiary of
Kersaf Investments Ltd. – his new
investment holding company. By
1984, Sun International listed on the
Johannesburg Stock Exchange.

FIGURE 1: Debt overtakes Market Cap

In 2004, Kersaf Investments Limited
merged with Sun International to
form Sun International Limited,
the company that exists today.
Sun International now operates in
six countries - South Africa, Chile,
Panama, Colombia, Swaziland and
Nigeria; and boasts 42.5% market
share of the South African casino
Industry.
Sun International was also the
pioneer of gaming, having brought
casinos to this part of the world in the
late 1970s. This strategy slotted into
the company’s vision – specifically:
"We have a pretty basic strategy
that is in no danger of making its
way into business-school textbooks.
Quite simply, we develop unusual
destinations where people have
fun and where we make money.
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Source: Bloomberg

We like to operate in markets that
enjoy barriers to entry or where
we can truly distinguish ourselves
from the competition." – Solomon
Kerzner, Chairman/CEO

Lingering problems long
before COVID-19
However, while 2020 has certainly
proven to be challenging for the
company, it was by no means the

beginning of their troubles. Debt
has been rising for years, while their
ability to pay it off was declining.

FIGURE 2: Sun International Return on Investment

In fact, Sun International hasn’t
managed to cover its cost of capital
since 2009. Essentially, they have
been increasing leverage while
profits have been falling, leaving
them in a difficult position in the
midst of a pandemic.

A global pandemic blocks
out the Sun
When a company already has a weak
balance sheet it will be seriously
caught out during a financial crisis.
Company’s such as Sun International
can only really make money when
the economy is booming, and an
economic contraction, such as the
current one will pull the carpet out
from under their feet.
The company reported a 56.2%
year-on-year decline in revenue
for the first half of the year. The
difficult trading environment has
seen the company’s share price
drop a staggering 86% from the
end of December 2016 to endDecember 2020. Over the course of
2020 alone, while Sun International
wasn’t the most affected in its
peer group, it underperformed the
broad market by just over 60%.

Source: Credit Suisse Holt

**CFROI – Cash flow return on Investment. To learn more:
https://www.linkedin.com/feed/update/urn:li:activity:6754308816080269312

FIGURE 3: Share Price Decline in the Entertainment
and Leisure Industry

In August 2020, in order to improve
the company’s liquidity and strengthen its balance sheet, the company
announced a rights issue worth
R1.2 billion, almost doubling the
number of shares in issue.
Sun International’s alternative gaming operations have provided a small
lifeboat. Sun Slots which includes
limited pay-out machines in bars
and restaurants; and Sunbet, which
focusses on online betting, collectively generated about a fifth of the
group’s revenue at the start of the
fourth quarter of 2020.
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Owning companies that don’t
meet their cost of capital is
risky business because when
problems in the economy
arise, they tend to come
undone.

Investment Focus: Value / Growth &
Bond Yields
This quarter we look at the performance of Value vs. Growth in Europe, comparing
that to the German 10 year Bund yield in trying to understand why this underperformance has been so persistent.

A company’s performance is
linked to 3 things – 1.) earnings
growth; 2.) rerating / de-rating;
and 3.) dividends. For those
interested in what drives rerating and de-rating, see our
articles on Cash Flow & Quality.
The focus of this article is on
relative earnings growth, and
what the drivers are between
Value & Growth.
Figure 1 charts the relative performance of Value vs. Growth in Europe
– which over the past 10 years looks
much the same as in the US – i.e.
consistent under-performance of
Value relative to Growth.
European bond yields explain this
consistent under-performance of
Value because lower yields imply a
weak economy. It follows that companies with vulnerable business
models will do badly in this environment. So what we find is that in
an industry that has three strong
players, one mediocre one and a
weak player, when the economy
turns down, that weak player can
easily get eliminated.
The banking industry in Europe
is a good example of a weak business model. In addition, European
banks have been under even more
pressure because the EU economy
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FIGURE 1: MSCI Europe Value vs. Growth and the
German Bund Yield

Source: Bloomberg

FIGURE 2: Banco Santander’s Earnings through Time

Source: Bloomberg

never really recovered from the
Global Financial Crisis. As seen in
figure 2, Santander’s earnings have
been in decline for a decade.

FIGURE 3: Banco Santander’s Price to Book Ratio through Time

It’s rare that the market gets a company’s rating completely wrong,
especially when they’ve been around
for a long time. Therefore, cheap
companies tend to be cheap for a
reason. As in the case of Santander,
investors buying the stock in 2011
at a P/B ratio of 1x may have been
justified at the time, but its continuously declining earnings have
meant that the company has derated even more – currently sitting
at a P/B of 0.6x.

Santander’s weak earnings profile is at the root of its de-rating.
However, if German Bund yields started rising, that would bode well
for Santander’s future prospects. Why? Rising bond yields suggest
either improved growth or increased inflation expectations (or both).
Therefore, Santander (and the banking industry in general) would
be able to grow their books and pass on prices to consumers. This
would result in improved earnings expectations for the industry, and
ultimately drive re-rating. The time to start thinking about the Value
bucket is therefore when there’s a change in German bond yields.
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Source: Bloomberg

Chart Focus: USD High Yield in COVID-19 –
Why the Complacency?
Corporate bonds are a good reflection of economic stress because people demand
a higher yield in times of economic stress. Saying that, over the course of the COVID-19 pandemic – arguably the largest market shock since the Great Depression,
and certainly since 2008/09, market risk in certain assets has been relatively subdued in comparison to previous crises.

Figure 1 plots the spread of the US
Domestic High Yield Bond Index.
By ‘high yield’ we are talking about
companies that are rated just outside of investment grade. So, using
Moody’s ratings, it would typically
be companies rated Ba3, B1 and
B2. Currently the Index comprises
about 2,100 companies with an
average maturity of 6 years. Given
the length of the chart – with data
going back to 2000 – you can see
the effects of all three of the most
recent US recessions: a small recession in 2001; the large recession of
2008/09 triggered by the US housing market collapse, and of course
2020 which was set off by COVID-19.
What is most noticeable in the data
is that according to the corporate
bond market, the 2020 recession
is mild compared to both previous
recessions in 2008/09 and 2001.
Even default rates are subdued.
So, despite all the chaos created by
COVID-19, US companies are supposedly doing just fine.
Can this be right? Well, there are
three things at play to explain
this seeming anomaly. Firstly, we
are looking at high yield and not
C-rated bonds (the picture looks
very different in very risky company debt). Secondly and most
importantly, governments have
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FIGURE 1: US Domestic High Yield Bond Index Spread

Source: Bloomberg

FIGURE 2: US Domestic High Yield Bond Index Characteristics
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22.9
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Source: Bloomberg

provided an enormous amount of
both monetary and fiscal support
– through liquidity (lower rates) and
government loans and guarantees
respectively. This support has been
massive relative to prior recessions.
Figure 3 details government responses across 6 countries, including South Africa during 2020.
We did not get this fiscal response
in 2008 /09, it was mainly liquidity.
Also, what the loans and guarantees
have done is encourage banks to
reschedule existing loans with corporate customers, as well as encourage equity investors to inject more
capital into businesses that would
otherwise have been on the brink.
Good examples include both Singapore Airlines and Carnival Cruises.
As seen in figure 4, Carnival Cruises’
perceived risk – despite being exceptionally hard hit by the pandemic –
has decreased significantly.

FIGURE 3: Fiscal Response to COVID-19

Source: : JP Morgan Research

FIGURE 4: Carnival Cruises Yield to Maturity

The third difference is that households entered this recession with
very little debt. In fact, measured
as a percentage of disposable
personal income, it was the lowest
in 40 years. Of course, some of this
has to do with the persistently low
interest rates of the past decade.
Government assistance during
COVID-19 has helped this number
temporarily fall further.
We are left with a situation where we
know that at some point, fiscal support will be withdrawn, which could
turn into a head wind. So far, we
have yet to see a major economy do
this but it suggests that we should
not be complacent about 2021.

A lot will depend on how quickly the world can get back on its
feet. Although Carnival Cruises got a big injection of capital in
2020, they might not be as successful if they have to ask for more
money in 6 months’ time. That fact holds for many businesses in
similar circumstances.
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Source: : : Bloomberg

Recommended Read:
Unknown Market Wizards by Jack D Schwager
Unknown Market Wizards is Jack Schwager’s 5th contribution to the series featuring
conversations with traders and money managers that have seen remarkable success.
The book moves away from the typical subject of institutional operators - focusing
instead on traders that manage their own private books.

The traders interviewed have varied backgrounds, from careers
starting out as garage sale bargain hunters, to bookies for football
games. Their strategies are similarly unconventional, and some so
niche they are almost humorous, such as taking a position opposite
to whatever consensus is reached between the guests and the hosts
on Bloomberg.
Readers familiar with the previous instalments of this growing
collection will not necessarily find too much new in the way of
managing their risk. The axioms for managing the downside are
the same for all market players, big or small. What is unique however, is the emphasis on managing one’s psychological state, or the
importance of “mental capital” as one trader puts it. Without the
structured environment offered by a large institution behind them,
the psychological cost of drawdowns borne by sub-par trades are
one’s to bear alone, and therefore are not worth the upside they
appear to offer.

One thing that is wholly apparent in the interviews is
that the path that each trader has taken in evolving their
style is one of trial and error. In the majority of cases, the
approach that they initially adopted is vastly different to
the approach that brought about their outsized returns
much later, and sometimes the exact opposite. This just
may be the best lesson to come from this disparate set of
interviews, that having a strategy uniquely one’s own
may be an edge on its own.
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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
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Out-Performance to Benchmark

* 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

Source: MoneyMate, Bloomberg

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.

BlueAlpha BCI All Seasons Fund: our longest run-

For our institutional investors we currently manage
South African focused equity and balanced mandates
as well as a global equity product.

BlueAlpha BCI Global Equity Fund: our global

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.

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.

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 addition 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 retirement products. The fund has a medium risk profile.

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

