
 

 

 

Oracle – Transitioning to the cloud  
Rory Spangenberg – offshore analyst responsible for our offshore buy list 

 

Legacy IT firms are faced with having to invest heavily in new infrastructure to ensure their businesses remain relevant 

in an environment where transition to the cloud is challenging traditional business models and enabling new 

competitors. 

 
The technology sector, and software in particular, has very attractive investment fundamentals. Companies that 

achieve scale benefit from high and increasing returns on capital, while the nature of the product and the licensing 

regime ensures customer loyalty. 

 
However, by its nature, technology requires constant innovation and investment. The cloud simply represents the 

latest demand in this respect. Essentially the cloud refers to a shift away from local PCs or servers, to a network of 

shared servers. Accessed on demand via the Internet, these servers store, manage and process data. The Internet has, 

in fact, enabled a new delivery mechanism. Where in the past we would have purchased a CD or cassette to listen to 

music, which we then owned, we now stream that music via the Internet. 

 

In much the same way, we can access software or IT services via the Internet. So, the cloud does not only represent a 

technological shift, it has required a change in the business or revenue model for IT companies. Just as the Internet 

has disrupted the music industry, allowing companies like Spotify and Apple to build significant businesses at the 

expense of the incumbents, Oracle’s very attractive legacy business is being challenged by these dynamics. 
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Figures 5a, 5b. Economics of the cloud compared to on premises software (source: BCG analysis) 



 

 

Under the traditional software license model, companies made most of their money upfront. They then earned 

incremental revenue via maintenance contracts and through the upgrade cycle, with the hope that customers would 

ultimately renew their licenses.  

 

The higher the cost of switching to a competing product, the stickier the customer relationship tended to be. 

 
Under a subscription arrangement, the revenue model has an annuity profile. Here less money is made upfront, but 

through increased usage and cross-selling of ancillary products, more money is made over time. 

 

The requirement to invest in expensive hardware also shifts to the provider. This means the client is not as tied to 

their initial purchase decision, reducing the stickiness of the relationship and inviting competition. 

 

Is Oracle’s moat under threat? 
The traditional source of Oracle’s competitive advantage lies in its dominance of the database market. Databases are 

generally extremely customised to run complex business processes. Changing database providers is a highly disruptive 

process. This complexity and the subsequent customer inertia clearly benefits the incumbent. It is also the reason the 

database market is one of the last to make the transition to the cloud. This process is now underway.  

 

However, despite a compound annual growth rate of 70% per annum over the past six years in its Software (SaaS) and 

Platform (PaaS) service offerings, these businesses are not yet at scale, and so are not yet compensating for the decline 

in its traditional license revenue stream. The market is very focused on this threat and the level of cannibalization of 

its on-premises license business. 

 

While we are excited by the growth in cloud revenues, we do not share the market's concerns. Given the nature of 

Oracle’s client base and their reliance on Oracle's databases to perform critical functions, it is unlikely that large 

corporations will make the move into the cloud completely. It seems more likely that they will adopt a hybrid model, 

ensuring continued demand for Oracle’s on-premises offering. 

 

Parallels with Microsoft’s cloud transition  

There are interesting parallels with Microsoft’s transition to a cloud-based model. We found that process quite 

instructive in evaluating Oracle’s current position.   

 

It is fair to say that the situation with Microsoft was complicated by the loss of confidence in its management team 

and CEO Steve Ballmer, in particular. Yet the volatile but ultimately successful execution of its cloud strategy has seen 

a meaningful re-rating of its shares. 
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Microsoft’s historic price earnings multiple discount to Oracle of c20% has evolved to a premium of c40% today, as 

the market has recognised and rewarded the success of this strategy over the past five years (Ballmer was replaced in 

2014). 

 
Today Microsoft trades on 30x reported earnings, making Oracle’s multiple of 18x look pretty modest. Our base case 

valuation of the business does not assume much, if any, re-rating of the shares which should continue to be supported 

by strong free cash flow generation, most of which is directed at the company’s capital management program. 

 
Despite being required to make organic and inorganic investments in its cloud strategy over the past few years, Oracle 

has been able to return, on average, around 5% of its market capitalisation per annum to shareholders via dividends 

and share buybacks. With this investment demand largely behind them, we expect most, if not all, of the company’s 

free cash flow – amounting to c7% of its market cap – to be put to increased dividends and share buybacks. 

 
 

 

Netcare – attractive pricing 
Marco Barbieri – head of research and co-manager of the Northstar Met Managed Fund  

The South African healthcare industry – pressure, pessimism and potential 

South African hospital groups have been under pressure, with the SA Healthcare index falling by more than 27% over 

the past two years against the JSE All Share Index, returning +0.2%. A number of factors are responsible for this 

severe underperformance:  

 

1. Low medical scheme growth in South Africa and consumer affordability concerns. 

2. Regulatory fears. 

3. Sector rotation into cyclical shares away from defensive shares. 

 

Our view is that the market is currently underestimating the resilience of the local hospital groups’ long-term earnings 

potential and their ability to defend and expand operations. Netcare is our preferred stock in the sector. 

 

Investment case - high quality company at a compelling valuation 

Netcare is a leading private healthcare provider in South Africa and the UK. The group has a dominant position in South 

Africa where it has been able to exert significant pricing power over customers (patients) due to its extensive network 

of hospitals, and the highly-consolidated nature of the industry. 

 

Figure 9.  Revenue growth (2008-2016); (source: Northstar, Bloomberg) 
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Figure 9.  Revenue growth (2008-2016); (source: Northstar, Bloomberg) 



 

 

The group’s operations in the UK, while impacted by National Health Service (NHS) structural issues and uncertainty 

over Brexit, offer a long-term upside as a result of positive long- term demographic dynamics. 

 

At this stage, the UK is not a large contributor to earnings (6% of group earnings in 2016) nor a large component of 

the share’s valuation, but we expect this to change in time. 

 

Industry - SA healthcare is highly consolidated 

In South Africa, the private hospital industry is an oligopoly dominated by three hospital groups, namely Mediclinic, 

Life Healthcare and Netcare, which share a combined market share of over 70% of insured lives. As a result, these 

companies have been able to exert strong pricing power over customers (patients) and bargaining power over 

suppliers (primarily private medical schemes).  

 

While the industry structure is supportive, growth has been constrained over the past few years by low private sector 

job creation and consumer affordability issues. 

 

Also, legislative headwinds, in particular the potential impact of the Competition Commission enquiry currently 

underway, have created much uncertainty regarding future pricing dynamics. 

 

Our view - that the enforcement of negative price dynamics is likely to be successfully resisted over the coming years, 

and that the weak public sector healthcare structure will require a degree of cooperation with the private sector - 

remains. 

 

Moat - scale and market position 

Netcare’s ability to consistently increase prices (revenue per patient day in Figure 9) over the past decade is indicative 

of a company with a strong moat. The group’s competitive advantage stems from its dominant position in the industry 

and the significant capital costs required to set up a hospital network of this size. 

 
Management - driving volume growth 

Netcare’s management team is well established. Its primary focus over the past few years has been to grow volumes 

(hospital beds) in South Africa and improve the profitability of its UK operations. We believe this is the correct strategy 

in the current market environment. 

 
Valuation - attractive opportunity 
Based on our valuation work, we believe Netcare is currently trading close to our bear case scenario, and offers 

significant upside potential for investors at these levels. 

  


