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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 Richemont.

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 gambling and beta.

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

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 Labour Force Participation rate.

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.

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
Moneyball by Michael Lewis.
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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: Richemont
Luxury never goes out of fashion.

Richemont emerged out of the
2008 financial crisis unscathed, and
it has been the same for the Covid-19
pandemic. Revenue has already surpassed that of 2019 (up 28% from
pre-covid levels) and recovery is
broad-based across all regions.
Richemont has had a fantastic 12
months and is one of the top drivers
of performance for the JSE Capped
Swix returning 88% for 2021. Once
again, just like in the financial crisis,
luxury has proved to be resilient.

FIGURE 3: Richemont Revenue (USD)

Starting out
Richemont’s beginning dates back
to 1988, when Rupert spun out the
luxury assets of the old Rembrandt
Group (founded by his father, Anton)
and listed them as Richemont on the
Zurich Stock Exchange and the JSE.
The Compagnie Financière Richemont, more commonly known as
Richemont, is today the world’s second-largest luxury group in terms of
turnover, just behind the giant LVMH.

Source: Richemont Annual Presentation

A luxury portfolio was made
Richemont owns a portfolio of
leading international businesses
known as ‘Maison’s’ which are
recognised for their distinctive
heritage, craftsmanship and creativity. The Group operates in three

FIGURE 3: Richemont Revenue (USD)
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segments: Jewelry Maison’s, Specialist Watchmakers; and Other.
The Company is dominated by
hard luxury businesses like Cartier
and Panerai and has less exposure
to soft luxury such as Mont Blanc
and Dunhill.

FIGURE 3: Household net worth share of Disposable Personal Income

Source: Haver Analytics, Rosenberg Research

Success amidst an
Economic Crisis

FIGURE 4: Worldwide footwear sales 2020

A logical thought might be that
when the world is going through an
economic crisis, luxury sales would
be the first to plunge into darkness.
So why have luxury good sales gone
up during a time of economic contraction? Well what benefits companies like Richemont is that luxury
purchasing is associated with asset
values, and for the last 20 years asset
values (fixed income, property) have
been going up.
During a financial crisis, many people do lose their jobs or get salary
cuts, and this would affect companies such as Grocery stores who
need people to earn a monthly income in order to buy products. But
for a large part of the population
salaries don’t mean much, these
people rely on their assets, which
have continued to go up. Richemont
is geared towards asset prices, and
this has been in their favour.
As the world emerges from the
pandemic, consumers are showing
an even greater appetite for jewellery. Richemont’s sales growth
has been outstanding. Outstripping
pre-pandemic levels: sales in the
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Source: Bloomberg

division were up 20% in Q3 2021 compared with Q3 2019.
Richemont Jewellery Maison’s is
the largest jewellery conglomerate
globally. It is by far the dominant
contributor, Richemont’s money
maker, making up 57% of revenue.
This represents 20% of the global
luxury jewellery market share. The
luxury jewellery market is very concentrated, with the top 2 players,

Richemont and LVMH, controlling
more than 40%. Richemont has
shown with its stellar performance
this past year that it is primed to keep
growing and gaining market share.

Local investors, still somewhat restricted with their
limitations to invest offshore,
have been richly rewarded
by being able to invest in
this Luxury Empire.

Investment Focus: Gambling and Beta –
Why people pay for excitement
In a rational market, investors tend to expect higher potential returns to compensate for higher investments risks. As a result, we logically expect the safer assets to
provide lower returns and high-risk assets to yield high returns. Below we are going
to cast doubt on the long-held belief – or myth, as some might call it that higher-risk,
high-beta stocks produce higher returns.

Whether we like to admit it or not,
we all probably agree that we still
have investors who are dazzled
by what are typically classified
as “high beta” stocks. High beta
stocks are known for exhibiting
high price momentum and high
growth. These stocks are expected
to rally more than the market in
good times and fall more than
the market in bad times. However,
investors who own these stocks are
all too willing to take on added risk
in hopes of getting higher payoffs.
Let’s look at one of the behavioural
biasness behind investors love affair
with high beta stocks.
Looking at irrational gambling behaviour may shed some light on
why investors prefer high beta
stocks. Think about someone who
gambles online or loses significant
sums playing blackjack at a casino.
They very likely view gambling as a
low-risk, high-yield proposition. In
reality, it’s the opposite; a high-risk,
low-yield proposition. The pay-outs
of every casino game always favour
the casino which is called the
“house edge” or “house advantage.”
No matter what gambling game
you choose to play, the odds of the
casino winning your money are
greater than the odds of you win-

4

|

INVESTMENT QUARTERLY Q4 2021

ning the casino’s money. For example, for each bet on the roulette
wheel, the casino keeps 5.26% of
winnings on average. Blackjack, the
most popular table game, returns a
bit more in winnings than roulette,
but it too is subject to what is called
the house edge. Why then is playing
Blackjack so attractive to so many
people? One reason is that people
tend to (optimistically) assign more
weight to the probability of winning
than is justified objectively. Second,
people like the idea of spending
a very small amount with the possibility (no matter how slight) of winning big. Similarly, with “High Beta”

Investing, tends to high-risk stocks
for the slight possibility of jackpot
size returns.

Quality stocks tend to
exhibit low Beta
So far, we have focused on why
investors are so attracted to high
beta stocks. Let’s now consider
whether they get rewarded for
selection of good quality stocks.
The practice of ranking stocks based
on a quality score is well-established and has been engrained in
the investment process of asset
managers, especially those follow-

ing a value and quality strategy.
Benjamin Graham also affirms the
importance of quality stocks on his
book “The Intelligent Investor”:

“The risk of paying too high
a price for good quality
stocks – while a real one – is
not the chief hazard…the chief
losses to investors come from
the purchase of low-quality
stocks at times of favourable
business conditions…”
Quality is a multi-faceted concept
and what makes a “high quality”
company to investors can be subjective even though there is still
little consensus on what constitutes
quality, and what sets it apart from
the other well-known risk factors
such as size and volatility. While the
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definitions of even these familiar
risk factors can vary, there is a general agreement on the basic traits
of these factors. A case in point is
the way value stocks are identified using financial ratios notably
price-to-book and price-to-sales
that are widely adopted measures
by lot of asset managers and to a
large extent, all aim to evaluate how
cheap a given stock is with respect
to its fundamental value. The same
cannot be said of quality, principally
because quality has multiple facets.
At the most basic level, some asset
managers restrict their definition
of quality to a single metric, and
we on the other hand at BlueAlpha
focus on quality business with high
returns and strong cash generation.
However High-quality companies
are less volatile than low-quality

companies because they are profitable and more stable entities,
which helps them ride the peaks
and troughs of business cycles.

Conclusion
The notion that high beta stocks
should earn higher average returns
than low beta stocks has been a
cornerstone of most asset managers. Portfolios of low-beta stocks
have produced higher risk-adjusted
returns than portfolios of high-beta
stocks. For investors, this is a sort
of “Holy Grail” - higher returns with
less risk. The fundamental question
now facing investors is whether
they are willing to forego the shortterm thrill of owning so-called
glamour stocks in exchange for the
ultimate reward of achieving their
long-term investment goals.

Chart Focus: Labour Force Participation
At the peak of the Covid crisis the US lost 25 million jobs due to lockdowns,
effectively shutting the economy. Since then, with a gradual reopening, these
jobs have been brought back and currently the US has 5 million fewer people
employed when compared to its pre-COVID peak.

This rapid gain has resulted in tight
labour markets, where employers
have had to be more competitive
with wages to maintain their workforce. This dynamic where workers are quickly switching to better
paying jobs is mostly taking place
with a younger cohort. The financial
media has picked up on this trend
titling it “The Great Resignation”.
At the same time the US Labour
force has been organically shrinking, as the Baby-Boomer generation moves into retirement, taking
the labour force participation lower
with it. The crisis of the last two
years has served as a catalyst for an
acceleration in this process – pointing to a Great Retirement taking
place too.

This migration to retirement
does imply that some portion
of the jobs lost in the crisis
will not return, however this
is not necessarily a bad sign
for the economy. These
relatively better prospects for
younger workers combined
with further reopening of
the economy ahead stand
to improve the health of
the US consumer.
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FIGURE 1: Labour force participation rate and demographics

Source: JP Morgan

FIGURE 2: Labour force participation

Source: Bloomberg

Recommended Read:
Moneyball by Michael Lewis
This book by Michael Lewis delves into the reasons behind the mysterious success of
Oakland Athletics, one of the poorest teams in US baseball league. In a game where
players are bought at unbelievable prices, where winning or losing is a matter of
who’s got the bigger financial muscle, Oakland A’s go on to make a baseball history
with rejected and rookie players.

It was a story about building a professional baseball
team by taking a quantitative approach. All sports fans
around the world know that building a championship
sports roster requires a successful mix of many factors:
great scouting, superior management, and, arguably
the most important factor of all - MONEY. Star players
often command higher salary, meaning teams must
be willing to sign multi-million-dollar contracts to secure the best talent to put their team in a position to
win championships. A major critique within the sports
world revolves around how bigger and higher-revenue
teams have more money to spend on talented players,
allowing them to maintain a significant competitive
advantage over smaller teams with less money. But can
a team with less money still compete with higher-revenue teams? Is their winning streak a result of random
luck OR is there a secret behind their winning streak?
These are principal questions that Michael Lewis tries
to answer in the book. Like a sleuth, the author investigates the system and the person behind the system,
Oakland A’s manager Billy Beane.
The author traces the life of Billy Beane from his college days to the time when he becomes the manager
of Oakland A’s. Billy is one of the most promising guys
in his hey days and everyone believed that Billy was the
superstar in the making. However, Billy to everyone’s
surprise doesn’t make it. He quits his job and takes up
a desk job in the Oakland A’s team that is responsible to
pick the talent and manage the team. Scouts, as they are
called, are people who draft young and promising players into the team. We noticed right away in the book as
the seasons roaster discussion was to begun that scouts
at the time used very subjective measures to rate players. Some measures were really odd, like batting average,
how a player looked, or even how a player's girlfriend
looked (it might indicate the player's lack of confidence).
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And it isn't just one scout in the scene who used this
factor as customary measures to identify talent; they
all did! For decades, this was how the real-life baseball
league decided on players. But, as you see in the book,
the measures the scouts used were weak indicators of a
player's success.

As a result, many highly touted players didn't
work out, and many shunned players turned out
to be very good.
To build his team, Billy Beane countered the traditional
scouting practices of baseball organizations. He realises
that the methods followed by scouts are subjective,
more gut feel based, touchy feely kind of criteria. Even
some of the broad-based metrics used to rate players
appears vague to Billy. Instead, he sought undervalued

players by honing in on the metrics that his data indicated was more significant for scoring runs, including
most notably on-base percentage (OBP). With the help
of statistically advanced support staff, the A’s front office created entirely new metrics. Billy’s central goal
was to create an offensive line-up of players with a high
likelihood of getting on base, therefore possessing a
higher likelihood of scoring runs. For one thing, the
traditional scouts showed that human judgement is
flawed, as they relied on outdated rules of thumb and
instinct far more than they relied on statistics. And the
statistics that they did use were themselves outdated
and generally unreliable. It was the intangible qualities
of a player that the scouts were concerned with. Yet this
approach introduces an enormous amount of human
bias and emotion.
Interestingly, a similar premise can apply to investing.
When building a dividend-stock portfolio some investors seek stocks with a high yield, hoping the current
dividend will continue, but not necessarily focusing
on fundamentals that can foretell the likelihood of
future dividend growth. History shows that stocks
with consistent dividend growth have outperformed
stocks with stagnant dividends, and even more so for
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dividend cutters. By analyzing fundamentals and using
a disciplined, data-driven, objective approach, investors
can find undervalued investments and make better
investing choices. In the same way, the players belonging to the financially rich teams are overvalued. Billy
systematically chips away the broad metrics and tries
to find ways to replicate these overvalued players with
the help of new undervalued players, rookies who fit his
metric criteria.
So, if you think about the book from a finance perspective, Billy Bean is a classic arbitrage trader who shorts
overvalued players and longs undervalued players.
In fact, the way in which Billy operates by selling and
buying players is like any trading desk operation. He
starts off the season with average players and as the
season proceeds, he starts evaluating the various team
players available to trade, develops aggressive buy sell
strategies (of players) and creates a team which has
statistically a higher chance to win.

We encourage you to read the book
or watch the movie. You’ll learn a little
bit about how conventional wisdom
can be overturned.

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)
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SA Equity – General Sector Average
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Benchmark**
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BlueAlpha Return

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

(July 2014 annualised)

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: 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

