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“The future is no more uncertain than the present.” Walt Whitman, 19th century American poet

A year in, and much has changed, some change temporary, others less so. What started out as a novelty of
lockdowns, work from home, and a changing social dynamic has seemingly become the norm, for now. None of
us can know for sure how the next few years play out - indeed, as Walt Whitman points out, the world has always
been filled with uncertainty. Having stared down the economic abyss during the second quarter of 2020, we are
relieved that it does appear that there is some light at the end of what has been a dark tunnel.

We have decided to focus this quarterly on a number of investment ideas that have occupied our mind of late.
It may be heavy reading for some, but we hope that the majority of you will find it of interest.

Commodities & the South African Economy

In our view, the nearer term prospects for South African economic growth are tied to three key drivers. Firstly,
the much vaunted infrastructure drive by the government is a key catalyst to stimulate activity. The
acknowledgement by Treasury that this cannot be funded without embracing private sector capital is important,
and anecdotal evidence suggests that progress is being made. Secondly, interest rates have been reduced
dramatically - traditionally low interest rates have been a welcome stimulus to the consumer economy, and
early indications are that demand is steadily recovering. Thirdly, following years of a sustained lack of
investment, there are early indications that mining sector Capex is set to pick up notably over the next few years.
Private sector fixed capital investment has historically been the major component of total national investment,
and given the importance of the mining sector in this economy, it is often a good lead indicator of further
investment spend.

There has always been an undeniable link between the performance of the South African economy and the
global commodity cycle - notwithstanding the fact that the economy has morphed and developed away from
commodities considerably over the decades, all evidence suggests that in periods of a strong global economic
backdrop and the resultant rising commodity prices, the South African economy has experienced stronger
growth, with all the spin off benefits that growth provides.

The performance of the resources sector over the last few years has been spectacular. The share prices of
resource companies has for many years largely mirrored their expected earnings profile - periods of rising
earnings normally coincide with rising share prices, as is the case with most companies and sectors. It is the
cyclicality of the resource sector earnings that has typically set it apart from others, and whilst the global
backdrop appears supportive of commodity demand, we believe investors need to be mindful of the risks -
cyclicality can, and does, work both ways. The below chart is particularly instructive - using data from the last 25
years, the gap between prevailing and consensus 12 month forecast iron ore prices has never been wider. The
lower forecasts need to be seen in the context of a robust global economy, yet risks of an iron ore supply
response suggest caution that spot prices can remain at current elevated levels. Whilst the large locally listed
iron ore companies will still be extremely profitable at the lower forecast prices, if these lower forecasts are
correct we are getting very close to peak resource earnings, and with that potentially nearing the peak in their
share prices.
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The investment industry is full of clichés and one that currently resonates in the mining sector, is that “the cure
for high prices is, high prices." Implicitly high prices can have a dampening effect on demand, but equally higher
prices incentivise increased Capex, which ultimately leads to an increase in supply. Following a protracted period
of limited capex spend by South African miners, we are now seeing signs of increasing planned investment.

SA Miners look like they are returning to investment
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Source: Company data, RMB Morgan Stanley Research, March 2021

We don't believe this level of investment by South African miners alone would be enough to derail the
commodity cycle, but it is indicative of the stage of the cycle we are in. Returns on capital are nearing cyclical
peaks, and mining companies are currently producing extraordinary levels of free cash flow. The investment
case using spot commodity prices remains compelling - less so were commodity prices to revert to forecast
long term prices.

In January the ClucasGray Equity Prescient Fund had four resources companies in the top ten holdings, but given
the extraordinary performance, and potential risks alluded to above, we have reduced some of the exposure.
The Fund still has a material weighting in the broader sector, but way below the Capped Swix benchmark of
over 30%.

Holding Companies & Their Discounts

There have been many superb investment books written over the decades, but one of our favorites has always
been Peter Lynch's “One up on Wall Street” — a timeless classic written in the 1980's, and a book we recommend
to any student interested in pursuing a career in asset management.
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Amongst the many mysteries of the last few years has been the ever widening discount at which the locally
listed holding companies are trading relative to their underlying net asset value (NAV). Peter Lynch makes the
following point on asset plays: “Asset opportunities are everywhere - they require an understanding of the
company that owns the assets, and a lot of patience.”

The appeal lies in buying assets at a material discount to what they are worth, and benefitting firstly from the
increase in the value of the underlying assets, and the narrowing of the discount - the maths is compelling, but
patience is clearly required.

Over the last year, we have seen two of these companies which we are invested in, Long4Life and Sabvest, use
excess cash and embark on material share buy backs. Sabvest has recently published an updated NAV, which
has grown through improved operating performance of its underlying companies, and boosted by buying back
shares at a 50% discount to NAV. The share price has reacted accordingly, gaining over 30% in the quarter. Both
Sabvest and Long4Life have a material percentage of their NAV either in cash, or listed assets that are easily
sold to raise cash, and whilst the discount remain in place, the opportunity for them to drive a material value
unlock exists.

Another holding company we are invested in, Ethos Capital, has recently released their results. Whilst one of
their businesses has experienced a more significant nearer term impact of the Covid crisis than most, the bulk of
their portfolio is performing well. We have been encouraged by the recent announcements of asset realizations,
and an intention to utilize impending excess liquidity to drive shareholder value, whether through NAV accretive
buy backs, distributions or both. It is a company where we believe patience will be rewarded with outsized
prospective returns.

Banking Sector

The most material impact of the Covid crisis was predictably felt by the large domestic banks, whose 2020
provisions for bad debts increased dramatically, resulting in a meaningful decline in their earnings. Impairment
provisions are by their nature cyclical, and accounting standards have for years strived to moderate the inherent
cyclicality of impairments, forcing banks to proactively build up sufficient provisions for potential impairments.
The net effect is that the Covid crisis has seen the 2020 balance sheet provisions for South African banks reach
unchartered levels, materially higher than at any point over the last 15 years, including global financial crisis
levels of 2009.

Average Balance Sheet Provisions as % of Advances for the
Big 4 SA Banks
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Source: ClucasGray Asset Management & Avior, March 2021

We concede there is a risk that the economy deteriorates from current levels, and that the accounting provisions
are appropriate. Our expectation is that the economy continues to incrementally improve, that activity levels
continue to increase, and that stresses in advances books dissipate. In this case, the current level of provisioning
is likely to prove extremely conservative.
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To account for the cyclicality of the impairment charges, we assume that there is a through the cycle impairment
charge for each of the banks. Some years, like 2020, the charge will be materially higher, and others materially
lower. Pre provision operating profits of banks have been a more stable and steadily growing series for many
years, with most variability in earnings a result of the cyclical impairment charge. We have created a normalised
earnings stream over the last 25 years, taking pre provision operating profits, and reducing them by a through
the cycle impairment charge. The chart below demonstrates how inexpensive the sector is - only once in 25
years has this particular bank been cheaper on this metric, in the aftermath of the 2001 emerging market crisis.
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It is a sector we continue to be exposed to, and one from which we would expect attractive prospective returns.
The Benefits of Balance

We have written extensively in previous quarterlies about the ability of balanced funds to deliver attractive real
returns over long periods of time. To illustrate the point, we used a strategic asset allocation to major asset
classes, and calculated the nominal and real returns over various periods to 31 March 2021. Over all periods, the
compound real returns have been extremely attractive, and evidence that patience would have been well
rewarded.

S&P, SAA
To 31 March 2021 JSE All Bond Cash Property Rands Balanced |Real Returns

CAGR since Dec-15 8.6% 9.5% 6.8% -6.8% 12.5% 9.1% 4.6%
CAGR since Dec-10 10.7% 7.8% 6.3% 41% 21.0% 12.5% 7.5%
CAGR since Dec-00 14.2% 9.7% 7.8% 13.1% 9.1% 12.4% 7.0%
CAGR since Dec-90 14.4% 12.3% 9.6% 1.3% 15.0% 14.6% 8.1%
CAGR since Dec-75 17.9% 12.1% 10.3% 12.1% 15.8% 16.5% 7.6%
Strategic Asset Allocation 45.0% 17.5% 7.5% 5.0% 25.0% 100.0%

The other key take away for us, is that asset class leadership in any particular period changes - some periods
are dominated by global equity, others property and the longer term by the JSE. However the ability to actively
allocate between the various asset classes, and position the portfolio appropriately does, we believe, enable
active managers like ClucasGray Asset Management to take advantage of opportunities as they present
themselves.
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With that in mind the asset allocation positioning of the ClucasGray Equilibrium Prescient Fund currently favors
South African equity over global equity. As we have previously articulated in some detail, we believe the
opportunity set in South African equities is as attractive as we can recall seeing. Against this backdrop, it was
pleasing to see the continuing relative recovery in South African equities over the MSCI World, over the last 3, 6
and 12 months. The Fund currently has 52% in South African equity, and 18% in global equity, having reduced
overall exposure to equities into the strong rally in both global and domestic equity over the last few months.

The performance of South African bonds has been disappointing of late, with the All Bond Index declining nearly
2% in the quarter. South African bond yields remain elevated relative to both domestic inflation and global yields,
and we continue to believe that the potential for attractive real returns from current levels outweigh the relative
risks. The fund continues to be well exposed to South African bonds.

Conclusion

“It aint what you don't know that gets you into trouble. It's what you know for sure that just aint so.”
Mark Twain

We are extremely mindful of the risks that still abound as the world continues to emerge from the crisis. Whilst
we are active managers, who have always expressed conviction in the way we manage portfolios, we are mindful
of Mark Twain's reference to knowledge and the implementation thereof, coupled with the risk of over
confidence. We believe our fundamental and research driven approach to investing helps mitigate this risk.

There have been many times over the years when our portfolios have looked different to both peers and the
indices - this is not by design, but by leveraging off our investment process, and by looking for underexplored
opportunities and mispriced assets across the market cap spectrum, a natural consequence could well be
differentiated portfolios. It is an approach that has served our clients well over time, but perhaps not all the time.
Pleasingly, both the ClucasGray Equity Prescient Fund and the ClucasGray Equilibrium Prescient Fund have
recovered strongly off the Covid crisis lows. As shown on the factsheets, over the last quarter they are up 16%
and 9% respectively, 34% and 19% respectively over the last 6 months, and 52% and 35% over the last year.

The ClucasGray Prescient Equilibrium Fund has been in existence for just over 6 years. The Fund has built a good
track record of performance relative to both peers and inflation over most periods since inception, with the fund
being in the top quartile over 1 and 5 years, and since its inception in January 2015. As illustrated earlier, we are
strong advocates of the ability of actively managed balanced funds to deliver attractive real returns over long
periods of time.

The ClucasGray Equity Prescient Fund was launched in October 2011. As highlighted on the fact sheets, the Fund
has outperformed the general equity peer group over most periods since inception. The Fund has delivered a
compound annual net return of 10.5% over 9% years, versus the peer group return of 9%. This is an ever evolving
and dynamic industry, and while we have been encouraged by the rebound in performance from the lows of
2020, we know that much work remains to be done.

Given the opportunity set that has currently been presented to South African investors, the current composition
of both funds and our view of prospective returns, we believe they are both well placed to continue to deliver
on their investment objectives.

If there is any interest to engage on a Zoom call or the like, please don't hesitate to get in touch with us.
Kind Regards

Andrew and Grant
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‘Disclaimer

‘ClucasGray Asset Management is an authorised financial services provider (FSP 50733). Collective Investment Schemes in Securities (CIS) should be
considered as medium to long-term investments. The value may go up as well as down and past performance is not necessarily a guide to future
performance. CIS's are traded at the ruling price and can engage in scrip lending and borrowing. A schedule of fees, charges and maximum commissions
is available on request from the Manager. There is no guarantee in respect of capital or returns in a portfolio. A CIS may be closed to new investors in
order for it to be managed more efficiently in accordance with its mandate. CIS prices are calculated on a net asset basis, which is the total value of all
the assets in the portfolio including any income accruals and less any permissible deductions (brokerage, STT, VAT, auditor's fees, bank charges, trustee
and custodian fees and the annual management fee) from the portfolio divided by the number of participatory interests (units) in issue. Forward pricing
is used. Prescient Management Company (RF) (Pty) Ltd is registered and approved under the Collective Investment Schemes Control Act (No.45 of 2002).

For any additional information such as fund prices, fees, brochures, minimum disclosure documents and application forms please go to

www.cgam.co.za


http://www.cgam.co.za/

