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‘These businesses have seldom been cheaper’

ClucasGray’s Andrew Vintcent reflects on his fund’s overweight position in South
African equity, and why they are maintaining it.
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For the year to the end of July, the ClucasGray Equilibrium Prescient fund returned 25.8%. That was
well ahead of the average return from funds in the ASISA South Africa multi-asset high equity

category of 16.9%.

What makes this performance particularly remarkable is that the fund showed a negative return for
the 2020 calendar year. Its recovery from the difficult first half of last year has therefore been

significant.

The fund is also comfortably top quartile over five years, having delivered an annualised 7.7% over

this period.

For co-manager Andrew Vintcent, the biggest contributor to this strong recent performance was the
decision to be overweight South African assets, and particularly local stocks.



Commodity cycle

‘We made a decision to be overweight South African equities in the second half of last year,” Vintcent
said. ‘It was controversial at the time. The first vaccine results hadn’t come through yet, and things
were still pretty dark.

‘But the point we made is that the commodity cycle will be the saviour of the South African economy
to an extent. We've seen this before.’

This was a historical pattern that he and co-manager Grant Morris felt would play out again.

‘Looking back over the past 40 years in South Africa, when we’ve been through a difficult period a
global commodity cycle has frequently pulled us through,’ Vintcent said. ‘In 2003 and 2004, for
example, the overall backdrop was constructive because of the commodity cycle. South Africa’s
terms of trade were good, the currency was stable and interest rates were cut. All of those were
stimulatory.’

Constructive backdrop

Last year, they believed that a similar backdrop was emerging, which would be supportive of the local
environment and therefore the stock market.

‘It wasn’t just about buying commodity shares,’ Vintcent said. ‘We felt that the backdrop would be
broadly constructive for South Africa, and in that context many domestic-facing companies were very
cheap and earnings were pretty bombed out.’

ClucasGray therefore moved overweight South African equity and has subsequently benefited from
the rerating that has taken place.

Even though there has been a good recovery in the share prices of many local stocks, the fund
retains this position.

Normalised earnings

‘If I look at where we sit now as a domestic economy, the infrastructure rollout is being spoken about
a lot. We think the solution there is the public-private partnership model, and there are early signs of
that. The extent to which resource companies are investing is a second positive factor. And the third
thing we believe is stimulatory is interest rates remaining so low. That comes through in the
performance of banks, in motor vehicle sales, in retail, where one is seeing the benefits of lower
interest rates.

‘For those reasons, we are reasonably sanguine about the South African economy,’ Vintcent added.
‘What we read in the news and what we see happening is clearly disturbing, but the economy is
holding up. Speaking with company management teams, the feeling is that we are largely through the
trough of 2020.’



As a result, he is comfortable valuing companies on a more normalised basis.

‘When you start normalising the earnings profiles of many of these companies — banks, domestic
industrials, and even some of the global companies listed in South Africa — you get very

undemanding valuations,” Vintcent said. ‘The prospective returns from current levels, we think, will
comfortably exceed what you can get from cash or bonds.’

The portfolio has therefore upped exposure to local equity to around 54%, which is close to the
highest level in its six-and-a-half-year history. At the same time, it reduced its weighting to bonds
from close to 30% in the first quarter of last year to nearly 20%.

As the graph below shows, the managers have also reduced exposure to global equity.
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‘We looked at the prospective three-year returns from global equity, and they were underwhelming,’
Vintcent said. ‘They were low single digits for many of the large indices.

‘We aim to deliver a rand return of inflation plus 5%. So to invest in an index that is going to give us
2% to 3% in dollars when inflation in South Africa is 5% doesn’t make sense to us. The wildcard
when investing offshore is of course the currency. But if we need a return of 10%, we would be on a

wing and a prayer hoping that the currency weakens. | don’t think that’s the way we should go about
managing this portfolio.’

Seldom cheaper



ClucasGray has therefore been much more comfortable finding value in local stocks, such as
banking counters like Absa and Standard Bank.

‘Most banks currently trade at generational low valuation multiples in an improving earnings
environment,” Vintcent said. ‘There’s no doubt that on any kind of normalised earnings these
businesses have seldom been cheaper.’

The managers also like companies such as Old Mutual, Exxaro, Long4Life, Ethos and Sabvest,
which Vintcent believes have the ability to pull different levers to extract value for shareholders.

‘They could do this through changing their dividend policy, like Exxaro did, or unbundling of key
assets as Old Mutual announced it will do with Nedbank. Or they could do share buybacks such
as Sabvest and Long4Life have successfully done.

‘They are just so inexpensive in whatever way you cut them,” Vintcent said. ‘We believe that in the
next three years the potential for outsized returns from these assets is meaningful.’



