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We start with an article from Christine Fourie who
discusses the causes of the recent emerging market selloff and the impact on South Africa. Following on from
this, Lonwabo Maqubela shows what this sell-off has
meant for our stock market and identifies some of the
opportunities we are finding attractive in the market.
Next, Patrick Ntshalintshali and Janet Muzenda unpack
the mobile telecommunication sector in more detail and
discuss the reasons why we think this sector is attractive
from a bottom-up basis. Graeme Ronné then outlines
some of the global trends shaping the asset management
industry. Vuyolwethu Nzube presents an interesting
article relevant to all of us as social media users regarding
the rise of habit-forming technologies. Lastly, we have a
Q&A with Delphine Govender about the launch of our
Perpetua Global Equity UCITS Fund.

INTRODUCTION
Mahesh Cooper
Chief Operating Officer

It has been a disappointing 5 years for South African
equity markets with the All Share index failing to beat
cash returns. Our market remains skewed by Naspers
which has crowded out other large companies in the
benchmark. If you strip out Naspers, the ALSI is trading
at a similar level it did in 2014.

On a personal note, this will be my last Perpetua
Perspectives as I will be leaving Perpetua early in the new
year. This decision has been driven by personal reasons,
with a desire for more flexibility to explore
entrepreneurial opportunities in the fintech space as well
as to devote more of my time and energy to NGO work.
I would like to take this opportunity to thank you for
your support and wish the Perpetua team every success
going forward.

2018 has been a particularly volatile year for South
African investors. From the highs it experienced in the
first quarter, the All Share Index is down over 12% year
to date. Whilst the sell-off has been broad-based (only
the resource sector showing positive returns for the
year), there have also been many stocks that have fallen
by over 30%. Some of these are large, substantial
companies who either through own goals, regulation
and/or deteriorating trading environments, have
disappointed investors and fallen out of favour with the
market.

I hope you enjoy this edition of Perpetua Perspectives.

The recent sharp sell-off has happened across different
sectors and company sizes. Our opportunity set from
the market is now broad and diverse, as well as across
our True Value Continuum. Whilst it is always
disappointing delivering short-term negative returns, we
are excited about the prospective absolute returns from
the stocks in our portfolio – now the highest 4 year
projected return since we have commenced managing
client funds in 2012.
In this edition, we have tried to give you more insight
into the investment environment and to link this to some
of the opportunities we are currently finding in the
market.
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Looking at oil, a lack of global production combined with
sanctions on Iran has caused significant increases in the
price of oil, further increasing inflationary pressure.

SOUTH AFRICA
HAS SUFFERED
FROM EMERGING
MARKET PANIC,
BUT IS IT
OVERDONE?

Several emerging markets are net importers of oil and
the combination of depreciation in their currencies
relative to a much stronger dollar and much higher oil
prices will result in higher inflation, a reduction of GDP
and poorer current accounts for these countries.

Christine Fourie
Portfolio Manager

Increased emerging market debt has
compounded the issue

What has caused this emerging market
panic?

Emerging markets have also borrowed significantly in US
dollars in recent years (see figures 1 and 2). This
behaviour is clearly bad for economic fundamentals and
the creditworthiness of those countries when one
considers a significantly stronger dollar. These factors
have resulted in a deterioration in sentiment towards
emerging markets which prompted an emerging market
sell-off. Many of the emerging markets that have been
affected by this sell-off have exacerbated this effect with
idiosyncratic own-goals.

There has been considerable uncertainty around
emerging markets and their assets (including their
currencies) over the last year. The manifestation of this
uncertainty is the result of the confluence of several
factors, going all the way back to the Great Financial
Crisis (GFC) of 2008.
The GFC caused substantial excess capacity as demand
contracted resulting in a surplus supply of labour. This
labour surplus depressed wage growth resulting in very
little inflationary pressure.

Turkey, for instance, unexpectedly did not raise interest
rates which put pressure on an already pressured
Turkish lira. The economic situation declined further
due to a political disagreement with the US which
resulted in the US implementing sanctions and doubling
steel and aluminium imports tariffs which put further
strain on an already struggling economy. As a
consequence, the Turkish lira has declined by 28% year
to date against the US dollar.

A decade later, developed economies now find
themselves with low levels of unemployment, in most
instances below pre-financial crisis levels. This has
resulted in tighter labour markets for these economies.
This labour scarcity has started to cause wage pressure.
Recent data releases have continued to show
improvements in employment numbers. Thus, we have
seen the re-emergence of inflation, which prompted
hawkish rhetoric from the Fed along with rate hikes in
the US and synchronised central bank policy
normalisation. This has led to significant dollar strength.

Argentina requested that the IMF expedite payments
under a $50 billion bailout program, which naturally
added concern to Argentina’s funding ability. This
caused a rapid depreciation in the Argentinian peso. In
response, the central bank hiked rates by 20% to leave
rates at 60%, but the Argentinian peso is still trading at
relative lows ending September with a 52% depreciation
relative to the dollar from the beginning of the year.

Against this back drop, Trump embarked on a full-scale
trade war, with the imposition of trade tariffs on $250
billion of imports from China. The US has also
implemented tariffs on cars imported from Europe and
Japan. These tariffs will add to inflationary pressure.

The Russian rouble fell against the dollar when the US
announced fresh sanctions over the alleged poisoning of
a former Russian spy in the UK. The rouble finished the
2
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quarter with a 15% decline against the dollar for the year
to date.

In addition, some of the fragility of other emerging
market economies to external USD denominated debt
is not as big a problem for South Africa as the bulk of
South Africa’s borrowing is in local currency. South
Africa is therefore relatively insulated against this
concern.

The Brazilian real has been under pressure because of
political uncertainty around the elections in October
and has resulted in a 14% fall against the dollar for the
year to date.

On the positive side

South Africa has not been spared

Looking forward, the depreciation in the rand will
support competitiveness and stimulate some of the
economic sectors that have been under pressure such
as manufacturing, agriculture and mining. This in turn
should support investment and growth.

Turning our attention to South Africa, it has not been
immune to the emerging market sell-off. This has added
significant pressure to the rand, which has declined by
just short of 15% against the dollar from the beginning
of the year.

Whilst the sell-off in emerging markets has been painful
for South Africa, in the near term, the currency will
work well as the final pressure valve that allows the
country to emerge better off and with better growth
prospects than before.

Persistent rand weakness threatens a relatively benign
inflation outlook as well as further weakens already poor
expected GDP growth. However, the SARB has
continually stated it would look through the inflationary
shocks and wait until second round effects are observed.
The SARB has also consistently pointed to inflation being
held within the mid-point of the range, with most
concern focused on inflation expectations and hence we
expect the continuation of very gradual tightening by
SARB to continue.

Figure 1 and 2: Foreign currency credit to non-banks in EMEs

Source: Datastream; Dealogic; Euroclear; Thomson Reuters; Xtrakter Ltd; national data; BIS locational banking statistics; BIS calculations.
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Whilst as Christine’s article discusses, it is difficult to
ascribe a single reason for this underperformance, it
seems fair to say that the market is concerned that rising
US interest rates have typically spelt bad news for
emerging markets. However, this has not necessarily
always been the case, as evident in shaded areas in the
chart in Figure 2 below.

BUY THE ONE
STANDARD
DEVIATION SOUTH
AFRICAN EQUITY
MARKET

Figure 2: Rising US interest rates do not necessarily lead to
Emerging Market corrections

Lonwabo Maqubela
Portfolio Manager

Emerging market equities have underperformed over the
last few years. South African equities have fared even
worse, however, and have underperformed the
underperforming emerging markets! South African
equities are now trading at one standard deviation from
their long-term price to earnings ratios. Many shares are
trading below our worst-case valuation scenarios. We
think this presents a good buying opportunity for patient
investors.
Source: BCA Research

Emerging markets have underperformed in
recent years

It seems the key distinguishing factor as to whether rising
rates resulted in a crisis was the state of underlying
fundamentals in the various countries. Currently, based
on fundamentals, the overall picture is mixed, with clear
fiscal detractors being Turkey and Argentina. South
Africa is quite average in terms of its fundamentals, with
the principal weakness being the high level of debt.
However, South Africa is also better positioned to fund
the repayment of such debt as exports are relatively
high.

The MSCI Emerging market index is down 15.4% YTD
and has underperformed the MSCI World index (See
Figure 1).
Figure 1: MSCI EM index underperforms

South African equities have underperformed
the underperforming emerging markets
South Africa has managed to underperform the
underperforming emerging markets index and has done
so since 2014 (Refer to figure 4). This is despite the
outperformance by index heavy-weight Naspers and the
wide-reaching political changes that 2018 has brought to
South Africa.

Source: Thomson Reuters Datastream
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Figure 3: Emerging Market vulnerability index: Emerging Market fundamentals are mixed

Source: BCA Research

"theme" in this list of ex-market darlings, are acquisitive
and/or property companies.

Figure 4: South Africa has underperformed EMs since 2014

Table 1: Fallen angels over past 6 years

Name

Source: Bloomberg

Perhaps the most notable observation about this
correction is that it has been the “previously loved”
stocks that have sold off more recently. The list in Table
1 comprises companies that fell into the top
performance quartile for the 3 years to end October
2015, and then they made it to the list of the bottom
quartile for the following 3 years! The most common

% Total return

% Total Return

November 2012 -

November 2015 -

Oct 2015

Nov 2018

Fortress B

391

-57

Brait

376

-79

EOH

314

-79

Pioneer Foods

274

-57

Tradehold

236

-55

Net1 UEPS Technologies

198

-71

Resilient

171

-45

Steinhoff

204

-98

Capital & Counties

199

-52

Zeder Investments

172

-40

Mpact

160

-55

Curro

173

-26

Netcare

119

-35

Aspen

97

-53

Intu Properties

76

-73

Source: Bloomberg
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Now what?
Many South African companies are now trading at one
standard deviation valuation levels or, put differently,
levels they typically trade during financial crises.
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We acknowledge many of these businesses have
exposure to the beleaguered South African consumer.
While the domestic economy remains anaemic and job
creation low, South African consumers have used the
past decade to de-gear. This means they have capacity
to start spending. We believe this potential is being
overlooked.
In addition, our own bottom-up work is providing
further support: when we value companies, as part of
our scenario analysis, we also estimate what we think
the company would be worth in a worst-case scenario.
At present a staggering 45% of the companies in our
client portfolios are already trading at discounts to these
worst-case scenarios.

Source: Factset

While for the purposes of this article we have not
delved into the fundamentals of each of these
companies, it is important to note that this basket is
diversified, consisting of cyclicals and defensives; high
and low-quality business; financially leveraged and cash
flush; domestic and globally diverse. In order for them
to trade at significantly cheaper levels they would
probably need to trade at two standard deviations
below the mean. This is something that only happens 4.5
times in every 100 years! In other words, there would
have to be a global meltdown not dissimilar to the
financial crisis to constitute a “two standard deviation
event”. While, like all investors, we do not have a crystal
ball, however, on a balance of probabilities, we believe
such a meltdown is an unlikely scenario.

We estimate that over a four-year horizon, investors
should enjoy strong double digit annualised returns. We
are finding value across the value continuum, with the
majority (68%) of the counters being better-quality
businesses trading at discounts to their fair value such as
British American Tobacco (even when adjusting for
potential adverse regulatory changes to profits). Figure
5 shows our positioning along the True Value
Continuum.
While we understand domestic investors have been
disappointed over the last few years, we think that at
current valuations, long-term oriented investors will be
well served to buy a diversified basket of these now
unloved equities.

Figure 5
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Why has the sector underperformed?
At a broader sector level, the persistent structural
headwinds have been known for some time. These
include:
•

Patrick Ntshalintshali

Janet Muzenda

Portfolio Manager

Investment Analyst

•
•
•

IS THERE AN INVESTMENT
OPPORTUNITY IN MOBILE
TELECOMMUNICATION
OPERATORS?

Tighter
regulations
pushing
for
lower
telecommunication prices in general
Falling voice revenues and changing demand mix
High capital intensity and falling return on capital
invested
Intensifying competition amongst the players and
from the OTT (Over-The-Top) companies, e.g.
WhatsApp calls etc.

While these factors have been discounted into prices,
when coupled with more recent company-specific issues,
this has resulted in even more sharply falling share prices
– which in turn has brought the investment case for a
few players into question.

2018 has been a difficult year for the South African listed
telecom sector, with shares prices of the mobile
network operators falling sharply as valuation multiples
deteriorated (see Figure 1). Although a great deal of the
underperformance can be attributed to overarching
industry factors, we believe that ultimately companyspecific factors will matter more going forward. In this
vein we felt it opportune to revisit the fundamentals of
each company to determine who the relative winners
will be, notwithstanding the persistent structural
headwinds faced by the industry as a whole.

We are of the opinion that selected companies remain
attractive for investment, notably Blue Label, MTN and
Vodacom. While these shares have suffered considerably
this year, we see an opportunity as outlined below:

1. Vodacom – High capex, little or no
growth
Vodacom’s share price has fallen from R166 in February
2018 to the current level of R124, a 25% decline.

Figure 1: Performance – 10yr JSE Mobile Telecoms and JSE
SWIX Index

Despite heavy capital expenditure of R58 billion over the
past five years and the recent Safaricom acquisition
(which was sold to the market as a growth acquisition),
Vodacom has failed to grow earnings for the past three
years. The dilutionary impacts from issuing additional
shares to pay for Safaricom and fund the new
empowerment deal have added to investors’ discomfort.
Data revenue growth has been spectacular for the past
five years and now surpasses the falling voice revenue in
terms of the contribution to the group in 2018.
However, the rate of growth has been decelerating and
has not been a sufficient lift to overall group revenue. In

Source: Bloomberg
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addition, data prices continue to fall, and SA regulators
are calling for further reductions to increase affordability.

2. MTN – is Nigeria is a black swan event1
(again)?

The newer strategic growth initiatives – comprising
digital, enterprise and financial services - have also grown
phenomenally albeit from a low base. Their growth,
however, is currently not enough to mitigate falling voice
revenues which has a much bigger base.

MTN’s share price has fallen over 35% from R131 in
February 2018 to the current level of R84.
MTN is the leading mobile service provider in Africa with
a presence in key markets such as South Africa, Nigeria
and Ghana. It holds a number two position in South
Africa and number one in Nigeria and Ghana.
Collectively MTN has over 101 million subscribers in
these 3 regions. In recent years, however, the economies
of these countries have been under enormous pressure
largely due to weak commodity prices and poorly
performing currencies. This reality also contributed in
part to MTN underinvesting in modernising their
network infrastructure as compared to their
competitors, which proved to be a poor business
decision that contributed to market share losses.

The Rest of Africa operations have been facing tough
economic conditions and depreciating currencies,
including Safaricom in Kenya.
Our view is that most of factors mentioned above are in
the base namely, high capital intensity; share
issues/dilution; poor performance and declining revenue.
However, the medium-term outlook is not as bleak as
the share price seems to suggest. Based on our
determination of Vodacom’s fair value, the current share
price underappreciates:
•
•

However, in the last two years, there have been
substantial MTN group management changes (which we
have previously written about) resulting in the
installation of the current well-respected team of
executives with global telecommunications experience.
This team is in the process of implementing a “fix,
stabilise and invest” strategy that would put the group
back towards a growth path together with higher
profitability.

the data growth story, and
the African mobile penetration growth story

Both are important levers Vodacom could still pursue if
their expansion strategy is executed correctly. We do
concede that the structural headwinds facing the
industry make it difficult to see the form and timing of a
catalyst to unlock the value we see in the share.
Despite this opacity created through the regulatory
environment, we believe we can still attribute a positive
lens onto the following factors, namely:

In a surprise move, however, at the end of August 2018
the Central Bank of Nigeria (CBN) alleged that MTN,
with its bankers, used improperly issued certificates to
transfer funds out of Nigeria to the value of $8.1 billion
over the past several years. In a separate announcement
that same week, the Attorney General of the Federation
in Nigeria also claimed that MTN must pay $2 billion
back in taxes. These events caused MTN’s share price
to plummet from R110 to R84.

1. We believe investors are overly pessimistic on past
developments, which are unlikely to recur.
2. Vodacom’s heavy capital expenditure that has been
aimed at maintaining, re-inventing and innovating the
business are still to produce returns. The key
question here is whether the capital expenditure
invested is sufficient to ensure that Vodacom is able
to replace lost revenue (voice, out of bundle, etc)
while growing its earnings. This is a question not
unique to Vodacom, however, Vodacom stands a fair
chance at capturing future growth.

MTN management has vociferously denied these
allegations and have been strongly disputing the claims.
We have spent time trying to obtain information from
various parties and process as much about these events

1 A black swan event is a metaphor that describes an event that comes as a surprise, has a major effect, and is often inappropriately rationalized after
the fact with the benefit of hindsight. Source Wikipedia
9

PERPETUA PERSPECTIVES
EDITION 3, DECEMBER 2018

as we can. We believe that the explanations given by
management are sensible and these claims do come
across as an unfair attack on the company. At present,
MTN and the Nigerian authorities appear to be seeking
an amicable solution to this claim.

commenced investing in the share around R9-R10, at a
30% discount to our estimate of its fair value.
Last year, BLU made two significant and transformative
acquisitions. It bought a 45% stake in Cell-C for
R5.5billion and it acquired 100% of 3G Mobile, one the
biggest mobile handsets distributors and financiers in
South Africa, for R1.9billion. It has been the Cell-C
acquisition that has been and is tormenting BLU in 2018
resulting in BLU’s share price falling even further to the
current R5 level. Investors are now worried that the
current load of Cell-C debt at R8 billion is overly
burdensome and will, if anything, keep rising. In addition,
Cell C continues to incur capital expenditure.
Furthermore, concerns exist that operational
performance won’t be strong enough to generate the
required cash in order to operate competitively and
service the debt. If these shortfalls materialise, this might
require BLU to inject fresh capital into Cell-C.

According to our calculation, the current MTN share
price places zero value on the MTN Nigeria business
which we think is excessively penal considering that this
region makes up about 40% of the group revenues and
35% of group’s valuation on a normalised basis.
Importantly too Nigeria, combined with other African
markets in the MTN portfolio, offers a massive structural
growth opportunity for the group. This is in the context
of Sub-Saharan Africa region’s smartphone penetration
levels being amongst the lowest in the world, at around
34%.
While we can see there is fundamental value in MTN, we
are also patently mindful that elements of a highly
unpredictable and apparently rash regulatory regime in
Nigeria has cast a “binary-type” shroud over MTN as an
investment. Accordingly, despite the value we see, we
have opted to adopt a “wait-and-see” approach before
committing further capital in MTN as we hope to obtain
more clarity on the Nigerian issues which will come in
the next few months.

Our view is that Cell-C is sufficiently capitalised and
current debt facilities would sustain them until they turn
cash positive in late 2019. The recently announced
network sharing/roaming deal between Cell C and MTN
gives the former an added advantage in that they will
invest in capital expenditure only in highly dense urban
areas which tend to be very profitable. This will also
improve Cell C’s national 4G coverage from 20% to 80%
which is a massive growth opportunity for them. We do
concede that until there is better visibility in Cell-C’s
cash generating abilities, BLU’s share price will continue
to be under pressure and remain range-bound. The
current share price, however, is not only implying a
significant negative value for both the Cell-C and 3G
acquisitions but is also implying a significant discount to
the value of core business, which we believe remains
fundamentally intact. While the performance of this
share has fallen significantly short of our expectations
when we initially invested, we are of the view that
current pricing is excessively pessimistic, driven more by
short term negative sentiment than the most likely
probabilistic outcome as determined by the
fundamentals.

3. Blue Label Telcoms (BLU) – tormented
by Cell-C acquisition
BLU shares traded above R14 in January 2018. They have
since fallen by over 60% to R5 currently, being one of
the worst performing shares in the All Share Index this
year.
BLU’s core business of distributing prepaid airtime/data
and electricity has built a defensive strong relationship
with merchants in the informal and rural sectors which
makes them very important to mobile network
operators. It is a proven, steady, stable business that has
demonstrated strong defensive qualities over the years.
BLU generates good cash flows and requires very little
capital expenditure. While the share has traded as high
as R21 in October 2016, we valued the core BLU
business at R13. Accordingly, as the share de-rated we
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Conclusion

Hopefully these can be priced for in the long-term, we
believe.

The mobile telecom sector has been under pressure
facing common structural challenges in South Africa.

Recently, our local shares have been dominated by
negative factors that tended to be company-specific in
nature. This has led to a significant collapse in share
prices that now renders them very attractive as most
these challenges are being resolved and to a large extent
in the base.

However, although suffering from poor performing
economies and weaker currencies, we are convinced
that Africa offers better growth opportunities. It has
been characterised by low penetration levels of
smartphones; poor network quality and infrastructure; a
younger population that tend to be tech savvy; and the
desire for solutions that involve telecommunications as
an enabler in the economy and lives.

We view the entire sector as attractive on a risk-return
reward basis, however we think that position size in each
stock in terms of balancing upside and variability to
returns.

Our South African mobile telecoms companies are well
placed to take advantage of these growth opportunities.
However, it won’t be plain sailing as operating in most of
these under-developed countries on the continent has
not been without challenges – mainly governancerelated, political issues, a lack of infrastructure, etc.

__________________________________
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Figure 2: Net flows as a share of opening AuM (%)

TRENDS SHAPING
THE GLOBAL
ASSET
MANAGEMENT
INDUSTRY
Graeme Ronné
Investment Analyst

The global asset management industry
entered 2018 in a healthy position
2017 proved to be an exceptional year for the global
asset management industry. Global assets under
management (AuM) rose 12% to $79 trillion, the
strongest growth rate in a decade (Refer to Figure 1).
Revenue and profits grew approximately 9% as a bull
market in equities drove AuM up and attracted record
net flows since the financial crisis (Refer to Figure 2).
The global asset management industry entered 2018 in
a seemingly healthy position. But this has just obscured
the adverse structural trends that have been well
entrenched for the past several years, and that are now
rising to the surface as equity markets falter and flows
reverse.

Source: The Boston Consulting Group (BCG)

equity funds (index mutual funds and ETFs) has more
than doubled in the developed world, reaching 47% in
Asia, 44% in the US and 33% in Europe (Refer to Figure
3). Active bond managers have not escaped unscathed
either, as the percentage of assets in passive bonds
funds reached 30% in the US, 18% in Europe and 10%
in Asia. This trend has been most prevalent in the
United States and Asia but still lagging in Europe. From
2008 through 2017, US passive equity funds received
$1.6 trillion in net inflows, while active equity funds
experienced net outflows of $1.3 trillion1.

Figure 1: Global AuM ($ trillion)
Figure 3: Percentage share of passive equity funds
6.9% p.a.

Source: The Boston Consulting Group (BCG)

Investors continue to shift out of active into
passive products
Investors continue to flock into passive products. Since
2007, the percentage of long-term assets in passive

1

Source: Morningstar

Investment Company Institute 2018 Factbook
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Clearly, these trends are not new but show no signs of
slowing down. Despite the broad trend from active to
passive, demand for active funds that can outperform
their benchmark remains strong. In both Europe and
the US, six of the top ten players by flows received
most of their new money from active strategies. Passive
equity funds have gained market share mostly from
traditional active funds that closely track the
benchmark but charge relatively high active fees.

their benchmark over the past 10 years3. Investors
appear to have lost faith in active management. In
addition, the market environment – low-yield, low
growth, low returns – has made investors and their
advisors more sensitive to performance and costs,
effectively lowering their willingness to pay active fees.
Secondly, technological advances and innovation have
reduced the cost of passive products resulting is
substantially lower fees. Thirdly, regulations such as
RDR, MiFID II and the US DOL Fiduciary Rule have
pushed down fees by increasing pricing transparency and
banning commission kickbacks, thereby accelerating the
shift toward passive investing.

Investors’ product preferences also continue to shift
from traditional products (large-cap equity) to
solutions (multi-asset class funds), alternative
investments (hedge funds, private equity) and
specialities (emerging market equity). Refer to Figure 4.
To compete against passive strategies, active managers
need to be ‘truly active’ and differentiated in their
approach.

Falling fees and rising costs pressure profit
margins
Fund fees continue to steadily decline, falling on average
3% a year for the last three years as a percentage of AuM
(Refer to Figure 5). Increased regulation, competition
from existing and new entrants, and investors’
unwillingness to pay active management fees for below
benchmark returns have pushed fees down. Regulations
have been introduced worldwide to prevent asset
managers from paying commissions to incentivise selling
products, thereby lowering fund costs. Large players
such as Vanguard, BlackRock and State Street that have
gained significant market share are benefitting from
economies of scale, allowing them to reduce fund fees
and lower costs further as competition increases.

Figure 4: Global AUM split by product type

Asset managers are competing more aggressively for
new business from large institutional investors and retail
distributors with greater bargaining power. These
trends are effectively commoditising large parts of the
asset management value chain. Meanwhile, traditional
asset manager costs are being pushed up by new
regulations, such as MiFID II, and the need to invest in
technology, people and distribution as investor
preferences and the asset management industry evolve.
Traditional active managers are being squeezed from all
sides.

Source: The Boston Consulting Group (BCG)

Underperformance by active managers,
regulation and technology has driven the
shift into passive products
There are three key reasons for the shift to passive
products. Firstly, active equity funds have struggled to
beat their benchmarks. As of June 2018, only 14% of US
active equity funds outperformed their benchmark over
the past 10 years2. The scorecard in Europe is similarly
poor with 13% of active equity funds outperforming
2

Aye M. Soe and Berlinda Liu, SPIVA US Scorecard: Mid-year 2018

3
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The need for scale, differentiation and
innovation appears critical to survival in the
future

Figure 5: Expense ratios of active and index mutual funds (%)

The global asset management industry is undergoing
significant disruption driven by the poor track-record of
active management over the past decade, technological
innovation and regulation. Investors continue to flock
into passive products with no signs of slowing down.
Industry concentration continues to rise as the large
incumbent players attract the lion share of new money,
while rising regulatory costs and falling fees pressure
profit margins. Active asset managers are being
squeezed on all sides which is driving a wave of industry
consolidation, especially among mid-sized players.

Source: Investment Company Institute

Industry consolidation continues to gather
pace as the need for scale grows

Traditional active managers that closely track the
benchmark but charge relatively high active fees have
been the biggest losers to passive investing. The need
for scale, differentiation and innovation within active
asset management appears critical for survival in the
future.

The US mutual fund and ETF market has been
concentrating around the largest ten players, with 60%
market share at the end of 2017, and accounting for
more than 200% of the cumulative net flows over the
past four years4. The US is looking increasingly like a
winner-takes-all market as the large players reap the
benefits of scale economies. The need for scale in asset
management is already unleashing a wave of
consolidation in the industry, as firms try to fend off fee
and regulatory cost pressures while strengthening core
product offerings and access to distribution channels.
2017 marked the fourth consecutive year that global
mergers and acquisition transaction value exceeded $30
billion5. Year-to-date, the value of AuM transacted ($3.1
trillion) is nearly double that of 20176. Ongoing industry
consolidation is all but inevitable as the gap between
leading and lagging, and small and large asset
management firms are set to rise.

4
5

Active managers need to justify their existence and
demonstrate they can outperform by:
•

Thinking and acting like owners, not merely as
agents of client’s capital;
Being truly active, responsible, long-term investors
(read high active share, focused on ESG and low
portfolio turnover);
Understanding their edge in the market and area of
specialisation.
Being global (not only domestic), multi-asset (not
only single strategy) and absolute (not only
relative) return focused.

•
•
•

Boston Consulting Group, The Hidden Pressures on Asset Managers, May 2018
Winchester Capital, Global Asset Management M&A Insight, March 2018

6
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conditioned, but only one that specifically focuses on
technology companies.

THE RISE OF
HABIT-FORMING
TECHNOLOGIES

The Hook Model to building habit-forming
products

Vuyolwethu Nzube
Investment Analyst

Nir Eyal’s Hook Model helps to explain the behavioural
techniques used by Twitter, Instagram, Pinterest and
others to create habit-forming products. There are four
steps to this model:

It is hard to believe that Facebook and Twitter only
started in 2006. And yet social media platforms have
become entrenched in our daily lives. The average
internet user spends over 2 hours a day on social media,
up from 90 minutes in 20121.

Step 1: Trigger – this is what cues the user to take
action.
It might be in the form of:
•

The relevant question is how have these companies
been able to command an increasing portion of our time
and attention every day. Their success is the result of
understanding three important principles that govern
the design of products:
Principle 1:

People don’t buy a product because
they like the product – they buy it
because they like themselves and
what the product enables them to do

Principle 2:

There are deeper reasons behind why
consumers do what they do

Principle 3:

•

an external trigger which tells the user what to
do next by putting information in their
environment (e.g. an email), or
an internal trigger which tells the user what to
do next through associations in the user’s
memory (e.g. boredom)

Step 2: Action – once you’ve cued the user up to
take action, step 2 moves on to that action,
which will be the simplest behaviour in
anticipation of the reward. The Fogg
Behaviour model states that:
Behaviour (B) = Motivation (M) + Ability (A) + Trigger (T)

Product designers have the power to
change how consumers interact with
their product

Step 3: Variable reward – now that the user has
taken the action, he/she is rewarded for this action
through variable rewards.

In today’s increasingly information-rich world, it is
Principle 3 which has led to the proliferation of habitforming technologies. These technological products are
specifically designed to be habit forming, with
behavioural psychology playing an important role.

There are 3 types of rewards:
•

•

Behavioural psychology rests on the idea that behaviour
is acquired through conditioning, which occurs through
interaction with our environment – in this way, our
responses to environmental stimuli shape our actions.
There are a number of ways our behaviour can be

•

1

https://www.statista.com/statistics/433871/daily-social-media-usageworldwide/
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Rewards of the tribe: rewards that feel good
from other people that show you are part of
the tribe
Rewards of the hunt: material rewards like
money or information
Rewards of the self: intrinsic rewards like
mastery, competence and control
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Step 4: Investment – this is one of the most
important steps where you get the user to invest in
the product; this is about future rewards and loading
the next trigger.

the idea that when you’re looking for information, you
should “Google it”.
Once you’ve seen this model, you start to see how
other types of platforms or products could be using
similar methods to get you to spend more time on them.
In South Africa, Discovery also seems to use a similar
model for Discovery Vitality. While it is not the main
product that Discovery sells, it is the product that helps
Discovery better assess your risk profile and helps them
sell you more products. External triggers could be
getting an email from them reminding you about your
goal, seeing your points dashboard, or somehow being
reminded of the discount you earn because of those
points. Internal triggers could be fear of missing out on
getting even more rewards or discounts. The action
they want you to take is to do the health assessments
or complete some form of exercise to earn points. The
rewards you get are “rewards of the hunt” because you
get material items from the discounts, as well as
“rewards of the self” because you’ve managed to
complete a task that was set for you. The simple act of
earning points leads you to value the product more,
because of all the time and effort that went into earning
those points. This tees you up nicely for the next trigger.

Source: “Hooked: how to build habit-forming products”, Nir Eyal with Ryan
Hoover, 2014

So how does this work in practice?
Let us use Google search as an example to help
contextualize how this could work. What is amazing
about Google is that we’ve been using it for so long and
it’s been so reliable in finding the information that we
need, that we don’t actually need an external trigger.

We can design changes in behavior, but
should we?

You don’t need an email reminding you that you haven’t
Googled anything in a long time and that you need to
return to it. Owing to this, the trigger is purely internal.
The emotion that drives you to use it is the need for
information about something. It’s pretty much automatic
that when you feel you need more information, you
reach for Google without even thinking about it. The
action is to search for the information, with the reward
being search results. This is either “reward of the hunt”
because you found the information you were “hunting
for”, or “reward of the self”, because this allowed you
to use the information.

Source: Dictionary.com

There are a lot of fascinating ways that companies can
change and manipulate user behaviour; but the more
important question is, should they? In some cases, we
don’t question the morality of that manipulation – like
in the case of Discovery Vitality and Weight-Watchers;
but in certain cases, we should feel incredibly
uncomfortable with the lengths that product designers

The investment you make is in actually using the
information you gained from Google - by doing this, you
demonstrate that you trust it, and that trust makes it
more likely that you’ll use it again because it reinforces
16
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will go to get us to stay on their platforms, particularly
when it might not be in our best interests.

•

There is a growing movement of people trying to get
technology companies to be more accountable for how
they use people’s information to get them to spend
more time on their platform. To that end, a number of
applications have been developed to help users track
and reduce their screen time. The rankings below show
data collected from a pool of 200,000 iPhone users who
use the application Moment, which is one of those apps
that helps people track their screen time.

•

•

There is a selection bias here, however, in that the type
of people who install that app are already worried about
the amount of time they are spending on these apps.
Ironically the trend, however, is that those apps that
require a lot more time to be spent in them, have more
unhappy users. So, it seems manipulating users works to
a certain extent, but it also has the potential to create
unhappy users.

Where could the future of technology be
going?
The current model of trying to manipulate user
behaviour, as well as to get people to spend as much
time on platforms as humanly possible doesn’t seem like
it is the right answer. Rather than time-sucking
innovation, companies should focus on time-giving
innovation that brings value to customers; and does not
unduly advantage the company over the people that use
their products. To shift to a more positive experience
for humanity, we hope this will be part of the future
solution.

With those increasing social risks from unhappy
customers come amplified ethical risks associated with
creating that habit-forming technology, such as:
•

Technological manipulation: the use of
behavioural ‘nudging’ to alter our beliefs,
desires, emotions, habits and values.
Tech monoculture: the homogenous group
of technology makers who are able to
rationalize certain decisions that might not
affect them.
Monetisation of human attention: with
the increasing competition among technology
companies to find ways to make money off the
number of customers they have on their sites
or platforms, they tend to do so in ways that
create risk of technological addiction and might
not be in the customers’ best interest.

Diminished data privacy/security: users
are increasingly finding that they don’t fully
control who is able to access their sensitive
information, and that information could be
used in ways they may not want or consent to.
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Q&A: Launch of the
Perpetua Global
Equity UCITS Fund

•
•
•
•

Delphine Govender
Chief Investment Officer

We remain value-oriented
We follow a valuation-based approach to investing
We buy companies whose share prices trades at a
margin of safety discount to its intrinsic value
We take a long-term approach to investing

Not surprisingly, the sheer size of global equity markets
means that there are considerably more opportunities
to consider in each category along the True Value
Continuum.

We are pleased to announce the launch of the Perpetua
Global Equity UCITS Fund. The Fund is domiciled in
Dublin, Ireland and seeks to be fully invested in global
stock markets. It aims to outperform the MSCI All
Country World Index over the long term.

Do you have a separate team analyzing
global companies?
We have one investment team with individuals having
differing levels of core research coverage responsibilities
in respect of domestic and global stocks. Specifically we
have a global investment cluster that comprises 5
individuals (out of a total investment team of 14) who
spend the majority of their time researching global
shares. Importantly at Perpetua we encourage all
investment analysts to research global stocks as we
believe this makes them better, more well-rounded
investors. It also allows for a wider understanding of the
global factors that affect many of our local companies.
This cross-pollination in turn benefits our local research
capabilities and significantly deepens the quality of our
investment research and debate.

Why a Global Fund?
For a South African investor, we believe that an
allocation to global equities is an important addition to
an overarching investment strategy; complementing
domestic investments and should therefore provide
better risk adjusted returns in the long term. We believe
that our investment capability at Perpetua is able to
robustly provide clients with a global equity fund on the
same rigorous, steadfast and differentiated investment
approach as our domestic capability has demonstrated
over the past six years.

How long have you been building your
global capability?

Is it not difficult to analyse global companies
from South Africa?

We have spent the last four years developing our global
equity capability and managing global equities within a
balanced mandate context for almost two years. Given
the progress achieved in the breadth of our global
research coverage, we now believe we are at the point
where we can launch a standalone global equity offering.

We haven’t found it so. Certainly, from an access to data
and information, the world is a lot smaller than it was
say even 10 years ago. Also, we have found that the
investor relations teams of many global companies are
equipped to respond to many of our requests and to
facilitate engagement with company management where
necessary.

Is the True Value Continuum relevant
globally?
We believe that the application of our True Value
Continuum is as applicable in the global context as it is
locally. In terms of our investment philosophy:
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Do you have the same investment research
process as you do for South African
equities?

structure which allows analysts to also function as coportfolio managers and to express their conviction in
their ideas through model portfolios, which are then
combined with the lead portfolio manager managing the
fund, using the combined model portfolios as the
starting point. This allows the lead portfolio manager to
risk manage the end client portfolio by taking into
consideration investment parameters of the fund, risk
limits as well as unintended outcomes.

Whilst we follow the same bottom-up investment
research process, we are cognisant that managing a
global portfolio of shares is somewhat different to
managing a local portfolio of shares.
Specifically we understand that while a “generalist”
approach is achievable and necessary in the domestic
market, we recognise the sheer scale of a global universe
is not conducive to easily mastering and sustaining a
generalist approach. Accordingly we have adopted a
sector specialist approach that enables us to more
effectively cover the global universe. In this vein, we
have the analysts split among global sector teams who
are responsible for the coverage and research of those
sectors.

How is the fund currently positioned in light
of your approach and prevailing market
conditions?
Substantially higher risk inversion and lower liquidity in
markets have improved the outlook for future returns
and we’re excited to be launching a fund at this time.
We prefer high quality businesses with defensible moats
when the price makes sense and are excited to find
several such investment opportunities today. These
core businesses include longer time holdings such as
Berkshire Hathaway, AIA, American Express, Proctor &
Gamble and Apple and recent additions such as Phillip
Morris International and Anheuser-Bush InBev. Most of
these companies are priced between high single digit to
13x our estimation of normal free cash flows.
Irrespective of the short-term negative sentiment
prevailing in market, we believe these are attractive
valuations, and meaningfully below a fair multiple for the
market for what we consider better than average
businesses.

Given the size of the universe, we start by using a
combination of quantitative and qualitative screens to
identify potential money-making ideas. Analysts then
perform a “one-pager” report as a first level research to
determine whether to proceed to a comprehensive
Research Group report. The one-pager report serves
to create greater research efficiency and pipeline
visibility focusing the research on impactful ideas.
Should the idea pass the first level one-pager report, the
analyst will then prepare a Research Group report
which will cover amongst other things a full valuation
model and ESG considerations.

Do you also follow a multiple portfolio
manager approach in the Global Equity
Fund?

On top of the very broad contraction in multiples there
are areas of the equity market where the news has been
particularly poor and where we believe the dislocation
between reality and sentiment has grown to the extent
that the downside risk appears very low and the upside
potential substantial.

We have adapted our multiple portfolio manager system
for the portfolio management of our global equity fund.
Running global equities through a typical multiple
portfolio manager system can result in unintended
concentration to particular themes, sectors or regions,
especially given the sector specialist approach we
pursue. For this reason, we run a portfolio construction

This includes particularly sectors at the receiving end of
the meteoric rise of FAANG and other online
“disruptors” (in some cases funded by unsustainable
cheap capital) or the” disrupted”. Sentiment has moved
past our estimation of their ability to survive. This has
been particularly pronounced in bricks and mortar retail
valuations, and in traditional media or content

The report is presented at a Research Group meeting
and is then voted on attractiveness as well as risk.
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businesses. At the same time the sentiment has turned
negative towards many of the FAANGs themselves
during 2018. We are not meaningfully invested but we
are considering them more. We hold a position in Apple
and have recently invested a small position in Tencent.

As the market grows more risk averse we are starting
to pay more attention to companies that are less
conservatively financed or cyclical which is most
discounted by a risk averse market. An example is Coty
which is now the third largest global beauty business
after they overpaid to acquire P&G’s beauty business.
DIA is a Spanish food retailer where we may have the
opportunity to invest at bargain basement prices
alongside a rational new owner that has purchased 30%
of the business.

Another particularly area creating concern and
opportunity is as a result of Brexit where exhaustion
appears to be setting in as politicians and investors alike
come to terms with the implications of a potential hard
Brexit.

All in all we see a great universe of potential investments
for bottom-up rigorous stock pickers, with multiple
opportunities available along the True Value Continuum.

We see opportunities shunned along these themes,
some with cyclical or idiosyncratic management self-help
efforts including US businesses Michaels, Dollar Tree
and Bed Bath and Beyond, UK businesses Tesco and
Hastings and Russian food retailers Magnit and X5.
The market has a short memory and little patience and
have also started discounting certain cyclicals where
earnings have started to turn down. At mid-to-high
single digit earnings multiples, the market is already
pricing in past previous bottoms that we estimate a
reasonable chance of not being as bad and the
companies intrinsically worth more. These include
companies where we have established positions such as
Samsung, Continental, BMW, Royal Dutch Shell, global
asset manager Franklin Resources as well as retailers
and luxury brands L Brands, Michael Kors and Hugo
Boss.
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