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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 Woolworths, specifically the food division.

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. In this
edition we explore S&P Valuations – a
year on from COVID-19.

Chart Focus
*Benchmark: 20% USD Libor, 80% MSCI World Index ZAR
until 30/09/2020 and MSCI World TR index
(in ZAR) from 01/10/2020
Inception: September 2014

Source: Fund Focus (Iress),
Bloomberg

Recommended Read

Investment Objective
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 Carbon Rally.

(annualised) (annualised)

*BlueAlpha BCI Global Equity A Class net of fees
Benchmark: 20% USD Libor, 80% MSCI World Index ZAR
until 30/09/2020 and MSCI World TR index
(in ZAR) from 01/10/2020

Since Incept.
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Source: Fund Focus (Iress),
Bloomberg
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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 James Grants "The Trouble with
Prosperity".

Live Prosperously.

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: Woolworths Food
This Quarter, we will look back on the company South Africans fondly refer to as
Woolies, specifically the food division.

Where it all began
In 1931, in the midst of one of the
world’s worst financial crises,
Woolworths’s founder Max Sonnenberg opened the first store
in Plein Street Cape Town, in the
dining room of the recently closed
down Royal Hotel. Three years later,
a second branch opened in Durban,
with another two in Port Elizabeth
and Johannesburg a year later.
The first Woolworths store sold a
wide range of products such as
haberdashery, jewellery and tools.
Customers couldn’t walk around
the shop and browse but were
rather assisted from behind the
counters. Sonnenberg believed that
success lay in providing a quality
product at reasonable prices, this
initial strategy has led Woolworths
to be the company it is today.

Figure 1: Woolworths Plein Street Cape Town
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Woolworths Holdings Limited
listed on the JSE in 1997 and
is now one of the top 40 JSElisted companies.
Today, the Woolworths Group has
3 main divisions: Woolworths SA,
David Jones and Country Road. The

South African Woolworths business
consists of full-line fashion, home
and beauty stores, many of which
also incorporate a premium food
retail offering. Stand-alone food
stores and "Food Stops" attached
to Engen petrol stations are also
located in urban areas.

Figure 2: A look inside Woolworths Plein Street Cape Town

Woolworths operates 218 full line
stores and 430 stand-alone food
stores in South Africa, with an
additional 64 stores throughout
the rest of Africa.

Food Business –
A cut above the rest
Differentiators such as health, wellbeing, innovation, and sustainable
sourcing make Woolworths’s food
products superior to that of other
food retailers. Their ability to ensure
the freshness and quality of their
products through excellent supply
chain management is a clear and
sustainable competitive advantage.
Innovation started early, in 1974
Woolworths became the first South
African retailer to introduce “sell
by” dates on food packaging. They
were also the first retailer to offer
pre-washed lettuce and machine
washable wool. If you took a visit to
their head office in Cape Town, you
would find their innovation kitchen
where chefs explore different recipes and come up with new ideas
whilst at the same time making
sure the quality of the food is at the
highest standard. Innovation is on
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a different level to its competitors,
inspiring to be a supermarket with
the soul of a deli.
Another one of Woolies key values
is to be ‘customer obsessed’ and
this shows in their customer service
and the meticulous detail given
to each store layout. The stores
are designed with the purpose of
giving the customer a truly firstrate shopping experience.
Woolworths then took convenience
to a new level, being the first major
South African retailer to make its products available in the 24-hour convenience retail market. By 2009, there

were over 40 Woolworths Food Stops
in Engen garages around the country.

Leading the way in the ESG
With a vision to be one of the
worlds most responsible retailers, Woolworths launched the
Good Business Journey
in 2007. A sustainability roadmap without equal. It consists
of eight focus areas: people
and transformation, social
development, health and
wellness, ethical sourcing,
sustainable farming, waste,
water, as well as energy and
climate change. These are all
key drivers in value creation.

Some health and wellness initiatives
that really stand out is that they
were one of the first retailers to
remove artificial additives and
preservatives as far as possible from
their food. Tartrazine and MSG are
no longer used in Woolies branded
food products and in 2009 Woolworths became the first South
African retailer to remove artificial
sweeteners such as aspartame.
Ayrshire dairy products is guaranteed free of added rBST growth
hormones. In 2008 Woolworths
became the first South African
retailer to sign the Southern African Sustainable Seafood Initiative’s
Retail Charter.

FIGURE 3: Woolies Food Sales by market share

The Groups Cash Cow

FIGURE 4: Group Revenue Contribution

Source: Morgan Stanley

A decision in 2014 to purchase
businesses in Australia, predominately David Jones has disrupted the
investment case. The Woolworths
food division has held the fort
while resources have been bleeding
into David Jones. The South Africa
business far exceeds its cost of
capital and the food division continues to gain market share.
Competitors, such as Checkers are
starting to dip their toes into the
premium food retail space, however
Woolies competitive advantage will
be very tough to replicate.

Source: Morgan Stanley

It is back to the races for Woolworths Holdings Limited.
Management is actively correcting past weaknesses. The
Australia investment was as disaster and there are now
strong indicators that the problem is being addressed. The
group has elected a new CEO, Roy Bagattini, who is taking
action by essentially ring fencing the Australia businesses.
With more focus on fixing the Australian component, we
expect Group returns will improve meaningfully.
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Investment Focus: S&P Valuation A year on from Covid-19
It has certainly been a wild 12 months, so where are we now from a valuation
perspective 12 months on, with vaccines been rolled out through the world.

Just over 12 months ago the
S&P on trailing PE was certainly expensive and earnings
had reached new highs. Now
of course trailing earnings are
much lower, but the trailing
multiple is the 2nd highest
on record.
Of course trailing PE has a very poor
record of predicating 12-month
returns and that is putting it too
kindly. Compared to other techniques it is probably the last indicator
one should look at for a 12-month
prediction. The simple explanation
is that by using trailing PE one is
saying the last 12 months explains
the future trajectory of earnings.
Stated in that way, the flaw of using
trailing PE becomes apparent.

FIGURE 1: US trailing PE

Source: BofA Global Research

FIGURE 2: S&P 12-month forward EPS vs. P/E

The next valuation chart that is
a bit more common is the one
showing 12-month forward PE. The
graph below shows the 12-month
EPS line vs. 12-month PE.
As the world entered the Covid-19
pandemic the 12-month forward PE
was 18 (the highest since the 1999 –
2000 Nasdaq bubble) and EPS had
reached a new high. In some ways
12-month forward PE is like using
a bad torch vs. a candle. It’s better
than trailing PE but not by much.
Back tests show that 12-month
forward PE has very low predictive
powers over a one year period.
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Source: Bloomberg

The same problem affects 12-month
forward PE, namely we are using one
discreet 12-month period of earnings
to predict the future of earnings. In
June of 2020, the forecasts were for

the next 12 months of earnings to be
12% lower than where it had been
in February 2020. Of course, now
forward earnings are at an all-time
high again.

So what does have predictive power
for the index? Well, it turns out that
the best over a 12-month period
happens to be sentiment indicators.
But what if we wanted to use a
valuation technique? Unfortunately,
no valuation technique works over
a 12 month period. However, certain
valuation methodologies are very
good at predicting future returns
over a longer period. The best in
that category is to normalize the
earnings by using a trend line to fit
the history. This takes out the cyclicality and shocks such as COVID-19.

FIGURE 3: S&P 500 Operating and Normalised Earnings

Source: : BofA Global Research

If we then put a multiple on that then we get a more useful graph.
This technique is using a trend line
to smooth out the historical cyclicality and then assuming that the
future earnings delivered grow at
historical trend.

FIGURE 4: S&P 500 Normalised P/E Ratio

Do we suggest using this for a
12-month view? Actually no, but it
does explain 60 % of the S&P return
8 years out and 75% of 10 year
returns. Currently this measure is
forecasting very low returns for the
next 10 years. In the order of 3% to
4% per annum.
So all of them do say that the S&P
is expensive, just don’t expect that
to matter in the short term. And if
you are looking for a good valuation
technique then stay away from trailing and 12 month forward based
techniques and use a trend-based
valuation.

Source: : BofA Global Research

FIGURE 5: S&P 500 Normalised P/E vs. subsequent
annualised returns (since 1987)

One final caution is that the
USA trend earnings have
been in the 7% p.a. region.
Other countries haven’t done
that. Noticeably Europe has
struggled since the GFC and
at some point, the USA will too
start to grow below trend on
a permanent basis. Of course
trying to forecast that is the
million dollar question.
Source: : BofA Global Research
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Chart Focus: The Carbon Rally
The last year has seen some good returns in stocks and certain asset classes but
maybe a less well-known rally is the one in carbon credits. Since the start of 2018
there has been a 433% spike in the price of carbon credits, and they have performed
better than the hugely speculative Bitcoin! Ultimately companies that have been
polluting the earth are going to have to start addressing it or paying up.

Carbon pricing is a mechanism
used to address climate change
by creating financial incentives for
companies and counties to lower
their emissions, either by switching
to more efficient processes or using
cleaner fuels. Carbon pricing can
be imposed through taxes, fossil
fuel extraction fees or emissions
trading systems. The main purpose
is to encourage a global shift
towards a low carbon economy
and essentially play a vital role in
fighting climate change.
EU accounts for less than 10% of
the world’s emissions and an
astounding three quarters of the
planets total carbon emissions
aren’t priced at all. This means that
global average prices are sitting
at only a few dollars, which is not
incentive enough for companies to
change their behaviour. Countries
where emissions are priced e.g.
Canada and South Korea, look to
be following Europe’s price rally
which is a positive sign for a global
carbon market.
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FIGURE 1: Daily EU ETS carbon market price

Source: Ember Climate Org

So how do markets for carbon emissions work? The
government sets a cap on the total amount of emissions
allowed and CO2 emitters must be granted permits/
allowances to emit CO2. Companies whose total
emissions fall under the cap may choose to sell their
unused credits to those who have surpassed their carbon
allowance. As carbon prices grow there is a move towards
clean energy such as solar, wind and nuclear.

Let us take a deeper look at European carbon credits. Europe uses
an ETS (Emissions Trading System)
for carbon pricing. Set up in 2005,
the EU ETS is the world's first international emissions trading system.
It works on the 'cap and trade' principle. A cap is set on the total amount
of certain greenhouse gases that
can be emitted. The cap is reduced
over time so that total emissions fall.

financial crisis resulted in carbon
allowances trading at a very low
price. Thus, not making much
difference to carbon emissions. In
response to this the EU created
the Market Stability Reserve (MSR)
in 2018 which gives the European
Commission the ability to tighten
or loosen the supply of carbon units.
As a result, the price of carbon
started to rise rapidly.

Europe’s ETS seemed ineffective for
many years as originally too many
permits were granted, and the 2008

One EUA (EU Allowance) gives the
holder the right to emit one ton of
carbon dioxide, or the equivalent

FIGURE 2: Since 2018 EU carbon credits have done better than
Bitcoin, Palladium, Lumber, and Iron Ore.

Source: Bloomberg
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amount of two more powerful
greenhouse gases, nitrous oxide
(N2O) and perfluorocarbons (PFCs).

Investors must now consider
carbon risk which is now less
of a corporate responsibility
measure and more of a
performance measure. The
burden of reducing emissions
is now the responsibility of
those emitting it. So, in the
future, you can continue
polluting, but you will have
to pay for it.

Recommended Read:
The Trouble with Prosperity by James Grant
In the 1920s a wave of optimism saw bankers and property owners alike keenly
expand their reach in commercial real estate. Espousing the idea that the financial
health of the firms wishing to occupy a Wall Street address and the broader rental
market would only move from strength to strength.

In this book the author walks the reader through roughly 50 years of
market cycles, specifically a property, being 40 Wall Street. Detailing
how the sentiment moves from euphoria to despair and makes
the sobering point that bear markets do not merely follow bull
markets, but they are caused by them. The one chapter speaking
to the history of that Wall Street sky-scraper may well be the perfect
embodiment of the excessive optimism at the top of the cycle, and
the economic despair faced by those acting on such seemingly
evergreen bullish views.
In the case of 40 Wall Street this involved taking some bold steps;
developers bought up entire blocks using almost exclusively debt,
raising the sky-scraper’s plans by another 30 storeys, and presenting
their tenants with nearly century-long contracts locking-in higher
than market rentals. All these actions were appropriate if the
prevailing sentiments at the time would stay true. They did not,
the building’s opening coincided with a stock market crash and
would-be tenants went bankrupt. The building would not have full
occupancy until 14 years later and the rental levels required to make
the building economically feasible would not be earned for decades.
Within 10 years of opening, the company that owned the building
was defaulting on interest payments, and the value of the building
was deemed less than the cost of the elevators in it.
The owners were at the mercy of deflation – prices were sinking lower
each year, and the building opened its doors at very unfortunate
time. This may all be seen to be bad luck, but as James Grant writes,
these events are not unrelated.

Reading Grant’s writing on the history of markets teaches
the audience to keep humility close at hand. When
examining bankers’ decisions that went right or wrong,
or very wrong, the audience would in most cases find it
difficult to say they would have done it any different. This
thoroughly researched and often humorous book is a must
read for all who could use a reminder about the markets
most human quality – to get things wrong.
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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
3 Years

5 Years

Since Incept.

1 Year

(annualised)

(annualised)

(July 2014 annualised)

BlueAlpha Return

25.3%

6.7%

6.7%

8.4%

SA Equity – General Sector Average

49.7%

6.1%

5.2%

4.9%

Benchmark**

45.3%

9.8%

7.5%

7.4%

-20.0%

-3.1%

-0.8%

1.0%

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: Fund Focus (Iress),
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

