FROM THE ANALYSTS

Are SA equities just cheap
or is there more to it?

Marco Barbieri
Director SA Equities

Over the past decade, SA equities have significantly underperformed its global peers, as macro factors have
significantly deteriorated in South Africa. The investment case for SA equities, as a result, has centred around a
valuation argument rather than that of an improving structural story. In the article, we unpack such dynamics but
propose four drivers of return, which we think are likely fuel a strong cyclical rebound for this asset class.

South African equities have fared particularly poorly over the past decade having underperformed the MSCI
World Index, in US dollars, by 7% per annum over this period.

While this performance is broadly explained by deteriorating SA macro-economic factors, particularly in the
post-Covid era, many South African investors appear to be turning positive despite no obvious improvement in
medium-term expectations. At face value, the most common reasons for this center around technical factors
(such as de-listings and corporate actions), cheap valuations and the concept of “how low can the market really
go?”

On a three-year time horizon, empirical data shows that attractive valuations are generally a good entry point
for JSE investors. At present, although there are significant opportunities because of this, we believe that the SA
equity investment case has more to it than just valuation support.

The elephant in the room: SA’s growth and fiscal position

South Africa’s weak growth track record over the past decade highlights its deep structural constraints and the
urgent need for significant reform. A good way of assessing the impact of this, and the deteriorating South African
fiscal position on asset prices is to regress monetary and fiscal variables. These include the likes of debt-to-GDP
and budget balances, thus evaluating their impact on the cost of capital, or as a proxy the South African 10-year
bond.

Chart 12: South Africa 10 Year Bond - Regression Model
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As expected, it is evident from Chart 12 that both monetary and fiscal factors have pushed yields higher since
the “GFC”, and more recently following the Covid pandemic. But while the impact caused by monetary effects
tends to be more cyclical in nature, and has arguably peaked in this cycle, the impact caused by weak growth and
higher sovereign debt levels is more structural and persistent. Based on national treasury’s latest debt and budget
balance forecasts, however, with debt-to-GDP now expected to peak in 2026 at 75.3%, and with debt service costs
forecast to decline thereafter, we think the pressure on yields caused by fiscal dynamics could subside somewhat
from current levels, and support asset prices.

The State, SA Consumers and Corporates
In a relatively stable fiscal environment, as modelled by national treasury, various cyclical tailwinds should provide
significant impetus for SA sensitive assets.

Arguably the fiscal and monetary support provided during the Covid pandemic was not enough to help local
consumers recover to the extent seen in other economies. The subsequent tighter monetary conditions (475bp of
interest hikes), high inflation and load-shedding have further impinged upon consumer health, and expenditure.
The lethargic post-Covid rebound in corporate earnings has reflected this slow recovery in consumption, and
unsurprisingly sectors that benefit from global drivers have fared much better. In particular, precious and industrial
metal miners have experienced a powerful profit rebound, whilst SA sensitive sectors such as retail, healthcare,
property and general industrials have been weak as evidenced in Chart 13 below.

Chart 13: Average Profit Before Tax (indexed to 100 - Dec 2019 to Dec 2023)
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Four drivers of a potential cyclical rebound
There are four main bull case drivers for local equities, which are likely to have a strong positive effect on consumer
health, corporate earnings and ultimately stock price returns.

Firstly, it is estimated that loadshedding alone shaved 1.5% from 2023 GDP growth numbers, and the SARB
forecasts a 0.6% impact this year. Improvements over the past six months, with the return online of Kusile units,
together with better-than-expected private sector investment in solar generation has seen various economist
revise growth estimates higher.
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Secondly, expected interest rate cuts later this year will significantly buoy both consumption and corporate health,
and as previously noted the cost of capital. Whilst this cycle is expected to be rather “shallow”, with only a 1.0% to
1.5% cumulative cut forecast, we believe its effect, as inflation further moderates, to be meaningful.

Thirdly, the outcome of the SA national elections has had a far-reaching impact on local assets. There is no doubt
that in the last year leading up to the elections, local asset prices suffered from abnormally high-risk premia.
While we noted that there were binary risks to the election outcome, particularly in the event of an ANC/EFF/MK
tie-up, the recent formation of a coalition government has added a new dimension of political stability and policy
direction.

And finally, while not necessarily an economic driver, it is hard to disregard extremely depressed equity valuations,

against, in our opinion, improving corporate fundamental prospects. In particular, this asymmetric return profile
for “SA Inc.” equities presents an excellent medium term entry point for investors.
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CIS DISCLOSURES

Boutique Collective Investments (RF) (Pty) Ltd (“BCI”) is a registered Manager of
the Boutique Collective Investments Scheme, approved in terms of the Collective
Investments Schemes Control Act, No 45 of 2002 and is a full member of the
Association for Savings and Investment SA.

Collective Investment Schemes in securities are generally medium to long term
investments. The value of participatory interests may go up or down and past
performance is not necessarily an indication of future performance. The Manager
does not guarantee the capital or the return of a portfolio. Collective Investments are
traded at ruling prices and can engage in borrowing and scrip lending. A schedule of
fees, charges and maximum commissions is available on request. BCI reserves the
right to close the portfolio to new investors and reopen certain portfolios from time
to time in order to manage them more efficiently. Additional information, including
application forms, annual or quarterly reports can be obtained from BCI, free of
charge. Performance fees will be calculated and accrued on a daily basis based upon
the daily outperformance, in excess of the benchmark, multiplied by the share rate
and paid over to the manager monthly.

Performance figures quoted for the portfolio is from Morningstar, as at the date of
this document for a lump sum investment, using NAV-NAV with income reinvested
and do not take any upfront manager’s charge into account. Income distributions
are declared on the ex-dividend date. Actual investment performance will differ
based on the initial fees charge applicable, the actual investment date, the date of
reinvestment and dividend withholding tax.

Boutique Collective Investments (RF) Pty Ltd retains full legal responsibility for the
third party named portfolio.

Although reasonable steps have been taken to ensure the validity and accuracy of
the information in this document, BCl does not accept any responsibility for any
claim, damages, loss or expense, however it arises, out of or in connection with the
information in this document, whether by a client, investor or intermediary. This
document should not be seen as an offer to purchase any specific product and is
not to be construed as advice or guidance in any form whatsoever. Investors are
encouraged to obtain independent professional investment and taxation advice

before investing with or in any of BCl/the Manager’s products.

Income funds derive their income from interest-bearing instruments in accordance

with Section 100(2) of the Act. The yield is a current yield and is calculated daily.

A feeder fund is a portfolio that invests in a single portfolio of collective investment
schemes, which levies its own charges and which could result in a higher fee structure

for the feeder fund.

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

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/



