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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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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
Noise: A Flaw in Human Judgment.

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: Netflix
In 1997, Reed Hastings, Co-founder of Netflix suffered a major inconvenience, one
that would revolutionise how the world watches media content. He forgot to return
his video rental, Apollo 13 and had to pay a 40-dollar late fee. He was so embarrassed
he hid it from his wife. This got him thinking of a way to make late fees obsolete and
the idea for Netflix was born.

From DVDs to On Demand
Streaming
Netflix started out as a company
that would mail DVDs to paying
customers. After testing out over
200 different mailing packages (by
mailing them to himself), Hastings
found out that he could safely mail
a DVD for the same price as a first
class mail stamp.
When it first opened, Netflix was
purely a movie rental service. Users
ordered movies on the Netflix
website, and received DVDs in the
post. When they were finished with
them, they would simply post them
back to Netflix in the envelopes
provided. There were no late fees,
but you couldn’t rent more until
you returned the ones you had.
Not long after opening they signed
deals with Hewett Packard, Toshiba,
and Sony whereby they offered free
DVD rentals if you bought a new
DVD player. They also introduced,
something which is engrained into
our lives now, smart suggestion
algorithms. Once a customer had
rented enough titles Netflix could
automictically suggest new movies
that were likely to interest them.
Nowadays we are so accustomed to
Google and Facebook suggesting
content to us, but back then this
was practically unheard of.
Netflix first started offering Video
on Demand streaming services in
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2007. At first movie rights were
hard to come by so the movies you
could stream were pretty terrible,
but then they signed a deal with
premium cable outlet Starz which
bought in Sony and Disney movies.
Soon after that they signed deals
with Paramount, Lionsgate and
MGM and by 2020 more than 50%
of the worlds video streaming was
attributed to Netflix.

Netflix joins the stock
exchange
In 2000 they were receiving over
10 000 DVD rental orders a day
but were running at a loss. Part of
the reason being that Netflix was

taking the cash they were making
and reinvesting into the business
for growth. This is something that
they continue to do today, last year
alone research & development was
$1.83bn.

So, on the 23rd of May 2002
Netflix went public. Soon after
things started looking up and
they passed their one million
subscriber mark and had their
first profitable year.
True originality consists not
in a new manner but in a
new vision
Due to the increased cost of content streaming licenses Netflix
looked at making their own content. In 2011 Netflix announced the
production of their first piece of

original content – House of Cards,
which has been nominated for an
astounding 56 Emmy Awards to
date. The viewer algorithms helped
them spot gaps in the market giving Netflix an edge on developing
new shows as they can create original content based on what they
know their customers want.

FIGURE 1: Netflix Market Cap vs. Disney

The Future
With a low barrier to entry, Netflix
does have to deal with a growing
number of competitors, with companies such as HBO, Apple, Disney
& Hulu also creating original content. Many of these competitors
have profitable businesses that
can subsidize lower-cost streaming
offerings as well as having very deep
pockets (Disney current Revenue
$58.3bn and Amazon current revenue $419bn) who continue to invest
heavily in streaming.

Source: Bloomberg

FIGURE 2: Netflix Revenue over time

Despite having numerous
competitors on its tail, Netflix
continues to do remarkably
well. Its market cap has grown
from $5.6 billion in 2010 to
$239 billion in 2020. At one
point their market cap even
exceeded that of Disney.

Source: Bloomberg
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Netflix success been amplified by
the spread of coronavirus in 2020.
Lockdowns across the globe led
to a higher demand for streaming
services. This was reflected in the
FY 2020 financials. EBIT (Earnings
before Income and Tax) grew by an
impressive 33.2% (annualized) from
2010 to 2020 and revenue has increased from $2.1 million in 2010 to
$24.9 billion over the same period.

FIGURE 3: : Netflix Subscriber Growth

Subscriber growth has also been
on an upward trend. There are
currently more than 200 million
subscribers worldwide and is still
by far the most popular streaming
service globally.

Service
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Netflix
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Amazon Prime
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Source: Bloomberg, BusinessofApps

With extremely popular original content keeping viewers hooked
and new seasons due to return for hit shows like Stranger Things,
Money Heist and The Crown, Netflix is not going out of fashion.
Investors have noticed how well Netflix has done in the past and
are betting that their success will continue, by evidence of punchy
valuations such as current EV/Sales of 9.3 and EV/EBIT of 40.

Investment Focus: The Demise of EV/EBITDA

- How Accounting Standards are Messing with
Valuation Metrics

We have seen in the past how Price-to-earnings (PE) and Price-to-book (PB) valuation ratios, which are reliant on accounting data, have become less useful given the
many changes in accounting standards. Most notably the idea to push capital movements through the income statement results in reported earnings not reflecting the
operational earnings of the company. In addition, getting management to “guess”
the value of certain future assets (biological assets for example) and liabilities and
push their movements through the income statement has created a lot of non-operational line items.

The sugar companies, Tongaat
and Illovo, are required to revalue
the still growing sugarcane by estimating the remaining time until harvest, yield and sugar price.
Changes in value from year-to-year
in the unharvested sugarcane are
reflected in the company’s earnings, often forming the largest
part of earnings, and are unrelated
to cash flows or actual operations
during the year. Of course, we now
know that there were big accounting issues at Tongaat. (Mondi was
also affected by biological assets
accounting standards but gave
very good disclosure to separate
balance sheet movements in the
income statement from operational items).

EV/EBITDA became a popular
valuation metric because
EBITDA stripped out a lot of the
balance sheet items moving
through the income statement.
EBITDA is used to analyze and
compare profitability across
companies and industries
because it eliminates the
effects of financing and
capital expenditures.
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FIGURE 1: EV / EBITDA for Pick n Pay before and after IFRS 16

Source: Bloomberg, Company reports, BlueAlpha estimates

For this reason, it is favored by private equity who use it as a proxy
for cash flow without any capex
change associated. But of course,
EBITDA is not cashflow as capex
remains a cost along with working
capital. Buffett likened EBITDA to
“playing golf but not counting the
putting”. Now, with the new lease
accounting standard, IFRS 16 the
demise of EV/EBITDA is complete.
It might have been a good shortcut
20 years ago but today its increasingly just plain wrong.

For a tenant, the new lease accounting standard reflects the
transaction as if they had borrowed
to buy the property. In the income
statement there is an additional
interest and depreciation cost and
no rental expense.
So, EBITDA is completely missing
any rental occupancy cost, which
we believe to be an operating expense of the company. Enterprise
value, or EV, was previously the
combined value of equity and debt

stakeholder values, being market
cap plus outstanding borrowings.
Now the lessee has an additional
interest-bearing liability on its balance sheet which adds materially
to its EV. In the case of Pick n Pay
debt (in the eyes of auditors) went
from R2.3 billion 2018 to R 18.4 billion in 2019.

FIGURE 2: EV / EBITDA for Pick n Pay

Retailers are some of the most
affected by the change. Let’s look
further at how it impacts Pick n Pay.
Pick n Pay leases most of its store
footprint and the table shows the
impact on its EV/EBITDA before and
after the implementation of IFRS 16
(see figure 1).
As a result of the significant change,
evaluating Pick n Pay’s EV/EBITDA
trend over time is now meaningless. The dramatic fall in EV/EBITDA
in late 2019 aligns with when the
company adopted a new lease accounting policy in its results.

Source: Bloomberg, Company reports, BlueAlpha estimates

FIGURE 3: Pick n Pay Cash Flow Statement

It is not purely a change in classification, the bottom-line earnings of
the company are also impacted. We
estimate Pick n Pay’s fiscal 2021 EPS
to have been 4% lower as a result of
the new lease accounting standard.
Source: Bloomberg, Company Reports

In the cash flow statement, most
of the true cash rental paid is
no longer reflected in operating
cash flows, but rather in financing
cash flows, thereby boosting the
reported cash generated by operations (by 42% in 2021). Of course,
the tenant is physically paying
cash to operate its stores and so
we reassign the “leasing cost” from
the financing cash flows back into
operating cash flows to make it
more useful. The table shows how
this plays out in Pick n Pay’s 2021
results (see figure3).

flect differently in the financial
statements as the risks are different. Moreover, IFRS 16 removes
occupancy costs from operating
expenditure which does not make
sense or would have been better for
the accounting bodies to demand
better disclosure on leases. Then
analysts could do all the accounting
gymnastics they wanted without it
distorting the income, balance and
cash flow statements.

Management makes a choice whether to rent or borrow and buy an
asset and we think this should re-

Our best suggestion for accountants and auditors would be to improve on the cash flow statement.
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Providing segmental cash flows
would be a big improvement to usability and integrity. If Steinhoff had
been forced to disclose segmental
cash flows, the fraud would have
been evident a long time before it
actually came to light.

Ultimately, we as shareholders
need to ask: What is the
cash flow available to me
after capex, taxes, minority
payments, debtor costs etc.?
Equity investors are last in
the queue after all other
stakeholders.

Chart Focus: Jobs vs. Retail Sales in the US
As at the end of May this year, the number of workers employed in the US was 5%
fewer than February 2020. The monthly level of retail sales in the country was 18%
higher over the same period.

FIGURE 1: US Nonfarm payrolls verse retails sales

Source: Bloomberg

Over the last 18 months, spread over three tranches, the US Gov implemented
in excess of 4 trillion USD of relief in the form of business loans, unemployed
benefits, and most importantly stimulus checks to counter-act the
pandemic’s effects.
At first glance, without the apparent absolute job numbers to support retail sales, as well as
no new stimulus checks on the way – it may be fair to have concern that retail sales should
rightfully fall from here. However, some of the demand borne from fiscal support helps
spur on further demand, and even more simply with the more money being supplied into
the economy, the level of sales can be justifiably higher. This all shows a good case for retail
sales to stay elevated, and even move higher as the economy gets back to work.
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Recommended Read:
Noise: A Flaw in Human Judgment

by Daniel Kahneman, Olivier Sibony and Cass R. SunsteinGrant
Wherever there is judgment there is bias and noise. Our biases in decision-making
have received a lot of airtime in the last decade, and particularly in the financial
markets most of us are familiar with the human tendencies around seeking evidence
to confirm what we have already done; anchoring to things like previous share price
highs and lows; and even general tendencies to be either bullish or bearish.

However, very few people are aware of noise in their
decision-making, which is inconsistency in a decision
outcome without a specific tilt to it like a bias. Would
you definitely make the same decision about a stock or
change in portfolio weighting or employee hire today
and in a few weeks? Would the other members of your
team or organisation make the exact same decision as
you based on the same evidence? Probably difficult to
answer because the idea of noise is not even on our radar.
This book provides evidence that noise exists across multiple industries and is relevant even to experts in their
respective fields. From court judges to forecasters of all
types to forensic fingerprint experts, the contribution of
noise to errors in decision-making is not insignificant
and noise audits suggest that depending on the environmental circumstances it can contribute as much to
errors as bias – although it’s far harder to post-adjust for
because it doesn’t lean in a particular direction like bias.
However, the authors go on to provide preventative
measures to reduce noise which they term “decision
hygiene”, which, like washing your hands, protect you
against you-know-not-what. One of these is teaming,
but only if the experts in the team are truly independent, like sell-side analysts forming a consensus forecast. Within your organisation, anonymous voting and a
culture that encourages people to adapt their decision
as new information arrives, rather than doubling-down
on an initial call, can increase independent thinking and
thereby reduce noise.
In the financial industry, where rational assumptions
underlie so much of the theory, the book is a thought
provoking read that will have you re-evaluating how you
and your team iron out more of the human kinks and
resultant errors in your decisions.

8

|

INVESTMENT QUARTERLY Q2 2021

Listen to this great interview with Daniel Kahneman entitled Why We Contradict Ourselves and
Confound Each Other. It’s not a summary of the
book, but rather some insight into the person
behind the Nobel Prize winning work we have
come to associate him with.
https://onbeing.org/programs/daniel-kahneman-whywe-contradict-ourselves-and-confound-each-other/

If you’re in the mood for a good story, we’ve previously
reviewed and recommend The Undoing Project: A
Friendship That Changed Our Minds by Michael Lewis.
Lewis is a great storyteller and the partnership between
Kahneman and Amos Tversky, whom he worked alongside for decades, is fascinating. Together they created
the field of behavioural economics as we know it today
and introduced us to our biases and irrationality.

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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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: 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
Privacy Policy Statement
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click here

