THE BIG PICTURE

Taking guessing out of the
"risk up' or "risk down"
decision

Adrian Clayton, CIO

The most consistent investment firms are not adept at pricing assets perfectly, this is impossible. What makes them
exceptional is having a framework for understanding when assets are cheap or expensive and making the right
directional bets over time. This is the focus of our latest Big Picture Article.

Good aviators will tell you that their recipe for survival is remarkably unsophisticated — aviate (fly the aircraft),
navigate (don’t hit any unintended objects ) and communicate (make a point of telling others where you are), in
that order of preference.

In contrast, many in the investment industry portray deep complexity and the need for more than a single
prescriptive recipe for success.

We believe otherwise, the best have one key distinguishing trait, being able to buy great assets when they are
cheap, and do the opposite when they are not!

What differs to aviation is that “being right” in investing is usually noticeable after the passing of some time,
whereas aviation decisions and their consequences are of course immediate!

It is time to moderate the throttle
We have been reducing exposure to increasingly expensive riskier assets, over the past number of weeks, for two
primary reasons.

1. Firstly, our own bottom up investment infrastructure designed to identify and own undervalued assets whilst
shunning those that are not, is guiding us towards caution.

2. Secondly, it is evident that certain idiosyncratic macroeconomic factors unique to this cycle could overide our
bottom up asset valuations.

The uniqueness of this cycle

During the onset of Covid, households (using US households as a strong proxy) started to save furiously. Initially
they hoarded and their savings rates rose to over 30% of their disposable incomes. However, midway through the
crisis, the excess savings, ballasted further by government grants, converted thrift into raging expenditure.
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Chart 1: US savings rate
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As we all know, this heightened consumption fuelled inflation and central banks were forced to raise interest
rates. The US Federal Reserve started raising rates from 0.25% in March 2022, to the current level of 4.75%. What
is unique about this cycle is that despite its (interest rate adjustments) speed and size, pooled savings have, so far,
largely neutered their impact.

Chart 2: US consumption expenditures
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The economic consequences being
Firstly, (see chart below) the global economy continues to power ahead with unemployment at historically low
levels.

Chart 3: US unemployment rate
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Of course, employees are hardly in a generous mood when they know that there are more job vacancies than
applicants and this fuels even more inflation.

Secondly, corporate profitability is unnaturally resilient considering how late we are into this economic cycle.
Both US and European corporate profit margins are at their highest levels seen since 2004. S&P 500 earnings are
down only 3% so far in this cycle, versus past cycles where the drop has averaged 25%.

Sticky profits and company ratings
Fortunately, the P/E multiple on the S&P has contracted by over 20% from its highs of 18 months ago, but has not
deflated to the same degree as previous investment cycles, which was circa 33%.

We struggle to buy the idea that this cycle should be vastly different from all those that preceded it. In fact, as the
Fed pushes ever higher interest rates to overcome a wall of money, the end result might be tumbling corporate
profits.

Northstar buy lists have been indicating diminished discounts

Our primary reason for caution on markets has its source in our own investment process, which guides our market
exposure. We operate three “buy lists”. These contain only those assets that we have understood deeply and in
turn believe to be high enough in the quality spectrum to invest in. In order to determine buy and sell points for
each security, we rigorously maintain a current price valuation (bear, base and bull) for each investment.
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1. Fixed income,
2. domestic, and
3. global equities.

We apply a deeply structured approach to and spend a lot of time understanding each company at a fundamental
level and this provides us insight as to the discount or premium that each stock trades at against its share price. In
other words, we know how “cheap” or “expensive” our entire buy list is against its true value at any point in time.
This we call the discount to intrinsic value, and we monitor and record the value daily.

Portfolio activity

With the benefit of many years of monitoring how cheap or expensive our buy lists are against their own histories,
we are confident in the efficacy of this work. This means that when our buy lists indicate that assets are cheap, the
subsequent returns are excellent for clients, and equally when the buy list warns that stock are expensive, future
returns tend to be poor.

In the past few months, after the significant run up in stocks, both our domestic and global equity buy lists spoke
to lower future stock returns. Consequently, we de-risked our Northstar funds. Since doing so, markets have
pulled back and are already offering slightly better returns, albeit not mouth wateringly so.

Conclusion

Successful investing is never about pin-point accuracy. No investor has 20/20 vision as to what any asset is worth.
But our processes and systems must ensure that we make value adding directional calls —a richness of information
that creates clarity as to whether we are entering green (cheap), amber (no man’s land) or red (expensive) territory.
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CIS DISCLOSURES

Sanlam Collective Investments (RF) (Pty) Ltd is an approved Manager in terms of the
Collective Investment Schemes Control Act, 2002. Collective investment schemes in
securities are generally medium- to long-term investments. The value of participatory
interests or the investment may go down as well as up. Past performance is not
necessarily a guide to future performance. Sanlam Collective Investments (RF) (Pty)
Ltd (the manager) does not provide any guarantee, either with respect to the capital
or the return of a portfolio. The manager has the right to close certain portfolios
to new investors, in order to manage it more efficiently, in accordance with its
mandate. Collective investment schemes are traded at ruling prices and can engage
in borrowing and scrip lending. The collective investment scheme may borrow up to
10% of the market value of the portfolio to bridge insufficient liquidity. Annualised
returns are period returns re-scaled to a period of one year. This allows investors to
compare returns of different assets that they have owned for different lengths of time.
Actual annual figures are available to the investor on request. Performance is based
on NAV to NAV calculations with income reinvestments done on the ex-div date.
Performance is calculated for the portfolio and the individual investor performance
may differ as a result of initial fees, actual investment date, date of reinvestment
and dividend withholding tax. Investment performance calculations are available for
verification upon request by any person. Different classes of participatory interests
apply to these portfolios and are subject to different fees and charges. Forward
pricing is used. The portfolio valuation time is 08h00 for fund of funds and 15h00 for
all other portfolios and the transaction cut-off time is 14h00. The transaction cut-off
time should be 14h00, for portfolios except fund of funds, but execution is not always
guaranteed. If execution could not take place on the same day, it will take place the
next business day, or at the earliest possible opportunity. For fund of funds, the cut-
off time for the execution of trades is 14h00 on the day preceding the pricing date.
Foreign securities within portfolios may have additional material risks, depending on
the specific risks affecting that country, such as: potential constraints on liquidity
and the repatriation of funds; macroeconomic risks; political risks; foreign exchange
risks; tax risks; settlement risks; and potential limitations on the availability of market
information. Fluctuations or movements in exchange rates may cause the value of
underlying international investments to go up or down. Investors are reminded that
an investment in a currency other than their own may expose them to a foreign
exchange risk. The terms and conditions, a schedule of fees, charges and maximum
commissions, performance fee frequently asked questions as well as the minimum
disclosure document (MDD) and quarterly investor report (QIR) for each portfolio
are available on Sanlam Collective Investments’ website at www.sanlaminvestments.
com. Associates of the manager may be invested within certain portfolios and the

details thereof are available from the manager.

THE FINANCIAL ADVISORY AND INTERMEDIARY SERVICES ACT, 2002

Northstar Asset Management Proprietary Limited is an authorised financial services
provider in terms of the Financial Advisory and Intermediary Services Act 2002. All
information contained in this document should not be construed, or relied upon, as
advice. If you require financial and/or investment advice, please engage the services

of an independent financial adviser.

INFORMATION AND CONTENT

The information and content (collectively 'information') accessible in this document
are provided by Northstar as general information about the company and its
products and services. Northstar does not guarantee the suitability or potential value
of any information or particular investment source. Any information in this document
is not intended nor does it constitute financial, tax, legal, investment, or other advice.
Nothing contained in any service or any other content in this document constitutes a
solicitation, recommendation, endorsement or offer by Northstar. Nothing contained
in any service or any other content in this document constitutes a solicitation,
recommendation, endorsement or offer by Northstar. Illustrations, forecasts or
hypothetical data are not guaranteed and are provided for illustrative purposes
only; returns or benefits are dependent on the performance of underlying assets or
other variable market factors; there are risks involved in buying or selling a financial
product; past performances are not necessarily indicative of future performances;

and no guarantees are provided.

NORTHSTAR ASSET MANAGEMENT

Northstar Asset Management (Pty) Ltd

Registration No. 1996/001423/07 | FSP number 601

Suite 1A, Madison Place, Alphen Office Park, Constantia Road,
Constantia PostNet Suite #784, Private Bag X16, Constantia 7848
Tel +27 (0)21 810 8400 | Fax +27 (0)21 794 2885

info@northstar.co.za | www.northstar.co.za

SANLAM COLLECTIVE INVESTMENTS

Sanlam Collective Investments (RF) (Pty) Ltd

Registration No. 1967/002865/07

2 Strand Street Bellville, 7530 PO Box 30, Sanlamhof, Bellville, 7532
Tel +27 (0)21 916 1800 Fax +27 (0)21 947 8224
service@sci.sanlam.com, www.sanlaminvestments.com

Please refer to our website for directors & company secretary details

DISCLAIMER

The Management of portfolios is outsourced to Northstar Asset Management
(Pty) Ltd, (FSP) Licence No. 601, an Authorised Financial Services Provider under
the Financial Advisory and Intermediary Services Act, 2002. This information is not
advice, as defined in the Financial Advisory and Intermediary Services Act (No. 37 of
2002). Please be advised that there may be representatives acting under supervision.
The manager retains full legal responsibility for the co-named portfolios. Legal

Information http://northstar.co.za/page/legal-information/



