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Opening Perspectives

Who can believe that we have reached the half way mark of 2021? Time really
flies when you're in the midst of a global pandemic; shifting to different
lockdown levels; bracing for the COVID-19 third wave and trying to manage
vaccinations, preventing infections and managing expectations. This week the
pandemic was de-escalated on our radars as our country and specifically
Kwazulu Natal experienced devastating riots and looting which brought us all
to a standstill either literally or emotionally as South African citizens. It is a
reminder of the fragility of certainty but also the power of community.

As we reflect and cast our view to markets over the past quarter, the global
equity markets returned a positive 7.5% for the MSCI ACWI (USD), largely
driven by energy and financials in the second quarter of 2021. On the
domestic front, SA Equities posted flat total returns in the second quarter.
While SA Financials produced strong performance, SA Industrials
performance was fairly muted.

In the Winter Edition of Perpetua Perspectives, given the events this week,
Patrick Ntshalintshali offers an opinion for how our political leadership
should use this crisis decisively and with urgency for a much needed reset on
social, economic and political fronts. Our macroeconomic piece discusses the
notion of whether we are entering a new commodity super cycle and
elaborates on the fundamentals of the key commodities for clues about the
sustainability of the current rally.

Impala’s share price has returned |2x its 2018 lows, however, there is much
cause for concern regarding the preservation its earnings. In this domestic
equity stock piece we unpack our views on the share and address concerns
about the future of this South African mining company.

From a R2 billion rights issue in 2019 to the March 2021 financial results,
Omnia showed a strong turnaround in the operational performance of the
company and the balance sheet. In this edition we discuss the journey of this
cyclical business and why we maintain a significant holding in our client
portfolios.

Massmart is a share in which we hold a meaningful position in our clients’
portfolio but also one that really exemplifies Perpetua’s investment style and
the type of investment opportunities we seek as contrarian value investors.
In our domestic stock article we discuss why we see the business as a good
long-term investment opportunity.

In our global equity article, we present the unique and specific theses for our
investments in the following four global banks, Bank of Ireland, Tinkoff
Credit Systems Bank, Wells Fargo and Itad Unibanco. While financials
represent a significant position within our global equity portfolio, these ideas
have particular idiosyncrasies which make each of them appealing investments
for different reasons.




In the third edition of our Responsible Investing in focus or “Rl in focus”, we
recap the background, development and evolution of our proprietary ESG
scorecard and how it’s progressed to being a time-tested value add to our
investment process.

On 24 June 2021, The Financial Mail published an abridged version of the
article David vs Goliath: The asymmetrical battle between institutional
investors and Naspers/Prosus boards. In this edition, Perpetua’s CIO,
Delphine Govender, explores this in greater detail.

Our Winter Edition of our Explained feature focuses on e-commerce
businesses locally and globally, how they operate, key financial metrics as well
as the key drivers of growth in these businesses.

The Perpetua Global Equity UCITS Fund has generated an impressive
71.3% in USD over the past |12 months to 30 June 2021. In the final piece of
this Edition we discuss key elements of our global equity strategy, fund
positioning and global market outlook.

We hope that you value these insights by our Perpetua team. As always we
value any feedback.

By Kevin Dantu

Kevin is Perpetua’s Head of Clients. Kevin has over 20 years’
experience in investment management and holds a B Com.

Perpetua
Perspectives

Winter Edition 2021




0 Perpetua

Opinion: Time to unite

The devastating politically charged events of the past week in parts of South
Africa have highlighted the time is now for President Ramaphosa and his
administration to unite the whole nation and drive structural reforms.

The recent violent protests which subsequently turned into large scale
looting and destruction of property in the KwaZulu-Natal and parts of
Gauteng are evidently a serious test to our still relatively young democracy
and stability. They are a reminder that our country remains too fragile to the
remnants of the apartheid legacy past. Although a lot of progress has been
made since the emergence of our democracy, it has not been sufficient to
address the deep structural imbalances that could and do threaten our gains.

These worrying recent events have warranted us, once again, to reiterate
Perpetua’s longstanding deep concerns about the potential social and
economic instabilities in the country. Amongst others they include the
following:

I. Poor performing economy that is delivering GDP growth rates below
population growth and true potential.

2. Policies that seem to perpetuate income inequality. The rich are getting
wealthier whilst poor are trapped in low and often reducing incomes.

3. Rising unemployment, with more than half the nation’s youth condemned
to lack of employment opportunities. We also run a risk of foregoing a
demographic dividend.

4. Although providing social grants to the poor has helped to
alleviate poverty, the weak economy cannot sustainably support the
programmes into the future.

5. The lack of an inclusive economy. The industries are still highly
concentrated and small businesses are not effectively supported, struggle
to compete and capital starved.

6. Woeak, ailing and structurally weakened state-owned enterprises (SOFE’s)
are not advancing the massive economic development programme we so
desperately require as an emerging economy.

7. Poor business confidence, lack of sufficient private and public investment
are deep concerns for the long-term prosperity of the economy and
livelihoods.

8. Programmes and policies to grow and support rural and townships
economies have been very slow to roll out. We need these to promote
inclusiveness plus prosperity on a massive scale.

These are just to name a few, but they are the most material. There are
numerous other major issues that the country should deal with swiftly and
with a strong sense of urgency if we are to emerge stronger going forward.
These include building a capable state, strongly curbing of corruption,
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executing rule of law, lowering the cost of doing business in the country,
development and advancing of skills and technology across the economy, etc.

It goes without a doubt that to execute and address most of these challenges
and programmes, an unequivocally strong focused leadership at political,
social and economic levels is required. Under President Cyril Ramaphosa’s
leadership we need to unite and rally the nation together, combine our
efforts and execute. By now we all know what exactly needs to be done.
Many policy papers and research reports have put the right spotlight on what
needs to happen.

The extreme instability in our country this week was a serious reminder that
we need urgent and decisive action and leadership. That should happen faster
than we might have anticipated a few months ago. In responding to the outcry
by the nation, interest groups have positively and constructively responded.
They have clearly demonstrated their commitment and urge to defend our
hard-earned democracy. Let us use this opportunity to unite the country,
implement the necessary reforms and provide effective decisive leadership.

The ball is in our court.

By Patrick Ntshalintshali -

Patrick is one of Perpetua’s equity and balanced portfolio
managers. He has over 25 years’ investment management
experience, holds a B Com (Hons), and EDP.
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Commodity prices: Is it different this
time?

Commodities are back in vogue

Headlines are alight with speculation that we are entering a new commodity
super cycle. This is of particular interest for South African investors for two
reasons:

I. The resources sector now accounts for 30% of the Capped SWIX index
2. As highlighted by South Africa’s 2020/2021 tax take, current prices can
add more than R100 billion p.a. to our government’s depleted coffers

There are many reasons for the market’s current keen interest. Some of
these are related to macro-economic issues emanating from the USA’s loose
monetary policy (cheap money), fiscal stimulus and prospects for a weaker
dollar. All these are good for commodities. Without disregarding the macro-
economic context, to assess the sustainability of current commodity prices,
as bottom-up investors, we look at the fundamentals of the key commodities
to derive insights into the sustainability of the current rally. We have
identified the following as key factors going forward.

I. Are mining company management teams behaving
differently from previous cycles?
Key to whether commodity prices can remain elevated is whether the
mining companies will behave rationally and not increase supply? We find
iron ore to be an interesting case study in this regard. Iron ore is a critical
element - it contributed 80% and 55% respectively to BHP’s and Anglo
American’s latest financial results. We believe that current shortages are
a result of supply shocks rather than supplier discipline. In recent years,
two of the large global players, Vale and BHP both had tailings dam
failures that resulted in nearly 9% (90 million tons) of seaborne supply
being out of the market in 2020. COVID-19 related restrictions further
reduced supply.

We expect that on a 2 year time horizon this supply will return to the
market. Higher prices are also incentivizing new short-term brownfields
projects. Some of the large iron ore miners such as BHP are in the
process of expanding their production, at marginal capital expenditure
and in short time frames. We appreciate that since the 2015 downturn,
producers reduced capital expenditure. However, prior to that, they
created a lot of latent capacity so they could do future expansions in a
capital efficient manner. Therefore, in our opinion the relationship
between capital expenditure and future supply will not be linear.

Why would management teams increase supply and strangle the golden
goose! This is the old conundrum in commodities. Each producer acting
in their own best interest increases supply marginally but underestimates
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the impact of other producers acting in a similar manner in finely balanced
markets.

In platinum group metals (PGM), the PGM miners have announced
projects that will add some 1.2 million PGM ounces in a |5 million ounces
market. Again, these would be sufficient to reduce the deficits in these
markets and are not long-dated projects.

. The role of recycled metal

Copper and palladium are some of the key markets that are in deficit.
However, we think that the market should not underestimate the fact
that high prices will encourage scrapped metal supply. For example, we
expect thatin a couple of years, an additional | — 2 million ounces
of recycled palladium could come to market. This will be enough to
materially shift the deficit in this market. In the case of copper, recycled
metal would be enough to balance the market in the short-term.
Admittedly recycled metal needs higher prices, however we are of the
view that this recycled metal should have the effect of preventing prices
from going further into stratospheric levels.

Demand does not grow in a straight line

In 2020, and in response to COVID-19, the Chinese government
loosened monetary conditions and stimulated fixed capital formation. In
addition to this, and as they have done in recent commodity price
downturns, Chinese consumers added to inventory levels in a counter-
cyclical manner. This had the impact of bringing forward commodity
imports to 2020. Monetary conditions in China are now tightening.
Changes to credit conditions in China historically led commodity prices.
In addition to this, the Chinese authorities are of the view current
commodity prices are a function of excessive speculation/hoarding and
are taking regulatory steps to reduce this in key commaodities.

We believe that the combination of slowing stimulus and de-stocking will
likely weigh on prices. News of the US’s Infrastructure bill will be
received positively by the market. However, we do caution against
excessive exuberance as China’s metal consumption in key base metals
such as copper is 8x the USA’s demand.

Of relevance to PGMs, is that we expect the internal combustion engine
to lose market share to electric vehicles (EVs). BMW, Land Rover,
VOLVO, Toyota, AUDI are some of the car brands that have announced
targets to have most of their vehicle sales electric/hybrid by 2030. The
pace of electric vehicle adoption is accelerating. Mercedes Benz’s EV sales
trebled in 2020 and now account for 7% of vehicle sales! Automotive
accounts for 85% and 95% of palladium and rhodium demand,
respectively. Shifts in the drive chain will materially impact the market
balance for these PGMs. It is not all doom and gloom because what is
lost to PGMs will be gained by base metals such as copper and nickel. As
a result, we see good long-term prospects for those metals.
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We are not convinced that it is different this time

In our analysis we make room for the fact that we are dealing with opaque
markets that are for the short to medium-term finely balanced. In such
markets, minor changes to supply can result in wild price swings.

To factor this into our analysis, we assume three years of favourable spot
prices for the diversified mining companies and two years of super-profits for
the PGM miners. Even after increasing our valuation by the super-profits, we
mostly find that at best the current share prices already discount higher
prices and at worst, specific stocks could decline by 25% - 45% if higher prices
do not persist.

Explanation of Figure | below:

We have based our fair values to 100 and compared that to current share
prices and our fair values adjusted for super profits, rebased to that 100. In
most cases there is downside to the current share prices based on our fair values
and there is little upside if prices stay elevated for 2 - 3 years. For example,
counters such as Kumba Iron Ore (KIO) have 4% downside (from 176 - 169)
if prices stay elevated for three years but have 43% downside (from 176 - 100)
should prices correct sooner.

Figure I: Current share price vs. fair value and valuations adjusted for super-profits
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Figure 2: Current share price vs. fair value and valuations adjusted for super-profits
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We do question the sustainability of the current rally in commodity prices.
We have another reason for our conservatism: if prices are higher for longer,
then we envisage that cost, project, and capital expenditure inflation will
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reduce the quantum of the super-profits. In the main, current share prices
are already discounting a longer cycle, and there is downside if current prices
are transitory. Given this asymmetry, we believe that at this point in the cycle,
a cautious view is the right one for the sector.

We are however able to find relative value opportunities in the sector that
are attractive even at lower long-run prices. For example, much like the
market we think metals such as copper have attractive fundaments and we
can express our conviction by maintaining exposure to Glencore. There are
other relative value opportunities (such as Royal Bafokeng Platinum) that we
have maintained exposure to, however our client funds are meaningfully
underweight the sector.

Commodity super cycles do not announce their arrival and departure, but
we can look at the clues provided by the underlying markets and those paint
a mixed picture, rather than the beginning of a super cycle.

By Lonwabo Maqubela

Lonwabo is co-head of Perpetua’s domestic equity research
process. Lonwabo is also one of Perpetua’s equity and balanced
portfolio managers. He has over 14 years’ investment
management experience; is a CA (SA) and CFA charterholder.
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Impala: Shareholders cannot have their
cake and eat it too

Cause for concern despite Impala’s attractive valuation

Impala Platinum (IMP) is at a critical juncture in its life. The share price has
returned |2x its 2018 lows but still trades on a forward price to earnings
ratio (P/E) of 5x, a free cash flow yield (CFY) of 25% and a dividend yield
(DY) of 20%. What gives? The market is rightly concerned about

the sustainability of the current rally in the platinum group metals (PGM)
basket price. This is not the only reason why investors should pay low
multiples for IMP.

The Impala mine is running out of time
A read through IMP’s Mineral Resource and Resource statement reveals that

its flagship mine, the Impala Lease mine (Rustenburg, South Africa) has “The Impala Lease mine
approximately 7 - 8 years of remaining mining life. This may seem a long time has 7 - 8 years of remaining
however it will start to impact on IMP’s production on a 3-4year time mining life.”

horizon. The mine currently accounts for 40% of IMP’'s PGM production
[Figure | & 2].

Figure I: Forecast of IMP’s platinum production
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Figure 2: Forecast of palladium production
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as at 30 June 2020 (100%)
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This is not new information since the Impala mine’s platinum production
peaked at circa | million ounces vs circa 700 thousand ounces currently. This
decline has contributed to a loss of the mine’s competitiveness. The Impala
mine went from being one of the lowest cost producers in the industry to
being one of the highest. To stem this decline, management invested R16



http://www.perpetuaim.co.za/wp-content/uploads/2021/07/Impala_Shareholders-cannot-have-their-cake-and-eat-it-too.pdf

billion (over the past decade,) building two new shafts. These shafts are
expected to produce 310 thousand platinum ounces. Based on these
projects’ capex intensity, we estimate that it would cost close to R50 billion
in today’s money to replenish reserves at the Impala mine! It would take at
least a decade to complete if construction started today. This is not a viable
alternative.

What does the future hold for the Impala mine?

In 2018, prior to the boom in the PGM basket, IMP management announced
a strategic review of the Impala mine. This was aimed at reducing the
headcount (13,000 employees) and the PGM production by a third. To date
none of this restructure is implemented. Maximizing shareholder value during
this current cycle has proved to be right strategy. However, it does mean
that the operations still need to be rightsized. The socio-economic issues in
South Africa, do mean that restructurings are typically very difficult to affect.
Given the high fixed cost nature of the industry, reducing production by
nearly a third, will result in a further loss of competitiveness. IMP
management have stated that they have no intention of replenishing deep
level mining reserves in South Africa. All indications currently are that the
Impala mine will be a shadow of its current state within the next decade.

What are the alternatives available to Impala management?
Management recently announced RI0 billion worth projects that will add
approximately 15% to IMP’s production on a 2 - 3 year time horizon. Zimplats
accounts for half of expected growth in production. However, most of this
growth is to offset declining production within Zimplats. Given Zimplats’ low
costs and long life, management could expand further in Zimbabwe.
However, the market would not like this due to the regulatory uncertainty
in Zimbabwe. Zimplats is also more exposed to palladium, whose long-term
fundamentals are not as attractive as rhodium.

Another option was to increase IMP’s shareholding in the RI3 billion
Northern Limb located Waterberg project (to 51%). The sponsor of the
project is Canadian-listed Platinum Group Metals. This project would have
added 150 thousand pgm ounces to IMP’s production, albeit only in circa
2027. The IMP board elected not to pursue this option.

In 2019, IMP acquired North American Palladium for RII billion. This
operation is essentially solely exposed to palladium. Furthermore, its own
resources are quite limited, unless there is significant exploratory success. It
would be speculative for investors to pay for that optionality given the
uncertainty related to exploration.

In 2008, immediately after its listing, IMP made a R20 billion offer to purchase
Royal Bafokeng Platinum (RBP), however this was rejected by one of its key
shareholders, Anglo American Platinum ("Amplats"). Amplats is no longer a
shareholder in RBP. The market often speculates that this is still a credible
alternative given the synergies that could exist between the adjacent
properties. The two parties also share a common significant shareholder,
being the Royal Bafokeng Nation.
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Choices have to be made

Many current investors in IMP like the cash generation and the attractive
yields that the counter offers. However, the company has a significant
decision to make regarding its future. Shareholders should not expect to have
and eat their cake. A meaningful part of the super-profits should be re-
invested to improve the longevity of the business.

Given the cyclical nature of the industry, and the fact that management has
net cash of R20 billion now, they should decide sooner rather than later.
Until this issue is resolved, we believe that IMP should continue to trade at a
low rating and that offers no upside to shareholders at the current price.

By Lonwabo Maqubela

Lonwabo is co-head of Perpetua’s domestic equity research
process. Lonwabo is also one of Perpetua’s equity and balanced
portfolio managers. He has over |4 years’ investment
management experience; is a CA (SA) and CFA charterholder.
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Omnia: From feast to famine and back
again

RIbn returned to shareholders after 2019 R2bn rights issue
Omnia shareholders have been duly rewarded for the courage of their
convictions after the company had required a rights issues in mid-2019 after
being caught up in debt in an overeager bid to expend. Since August 2019
Seelan Gobalsamy, the company’s newly appointed CEO, and his
management team have implemented a remarkable turnaround in the
operational performance of the business, and they oversaw the sale of Oro
Agri for a healthy profit. This has enabled Omnia to move from having
required a rights issue to having net cash on the balance sheet, resulting in a
healthy dividend distribution being paid to shareholders.

Events leading up to the rights issue

Omnia was started in 1953 as a family run chemicals business and it listed on
the JSE in 1980. It has since grown into a global agricultural chemicals and
mining explosives business, operating in 25 countries with revenues of over
R17 billion last year-.

While Omnia is a notoriously cyclical business, the last few years have been
amongst the most turbulent for Omnia and its shareholders. In 2019 it was
forced into a R2 billion rights issue to rescue its balance sheet after it found
itself with too much debt at exactly the time when its operating earnings all
but disappeared.

This resulted from the volatile combination of operational gearing coupled
with financial leverage. The fertilizer business has always been cyclical
(mirroring the underlying feast and famine cycles of the farming industry) but
the mining business has been a more stable source of profits. Management
have historically run a conservative balance sheet to account for the large
working capital swings in the agricultural business as well as the cyclicality of
the industries they operate in. So what happened?

Omnia made two acquisitions for approximately 20% of its market-cap over
the 2017 - 2018 period and started building a new Nitro-Phosphate plant at
the same time. This took them from a net cash position in March 2017 to a
net debt position of R2 billion in March 2018. While this was a material
change, it was still a manageable 1.5x the R1.6 billion of EBITDA they made
in FY18.

e In our opinion, Oro Agri ($100 million) was a good strategic acquisition,
and the Nitro-Phosphate plant (R900 million) was a good strategic
investment into the supply chain.

e We were unsure about the value of Omnia’s acquisition of Umongo
Petroleum (R625 million).
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At a similar time, the agricultural cycle was turning against them, and the
profitability of the mining business was slowly declining as revenues slowed Winter Edition 2021
and costs did not. The final toxic ingredient was ballooning inventories on

the back of the weak agriculture market which saw working capital increase

by RI.6 billion. This took their peak net debt to R4.4 billion while their

EBITDA dropped to R1 billion in FY 19 which had a material impact on the

share price. [Figure I].

With net debt to earnings before interest depreciation and amortization (net “...profitability was slowly
EBITDA) sitting at 4.4x, shareholders were faced with supporting a R2 billion declining ...”
rights issue or liquidation of the business.
Figure I: Change in net debt to EBITDA
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Cut our losses or support the right issue?
As Omnia’s fortunes were changing, we realized that the probability of them
needing to raise capital was increasing. As such, we revaluated the investment
case, pricing in a high probability of a rights issue. This confirmed to us that
there was value in the share even in our bear case scenario. The rights issue
would also significantly reduce financial risk, allowing them to focus on fixing “...margin improvement
operational performance. We believed that margin improvement and and deleveraging would
deleveraging would realise the value in the investment case. realise value ...”

We communicated these views to our clients at the time and then we
subsequently followed our rights at R20 per share and subscribed for excess
rights (1,4 rights per share). This significantly lowered our average purchase
price.

Impressive improvement in operations and balance sheet

If we fast forward to the recently released financial results for the year ended
March 2021, we can see that the new management team has successfully
implemented a significant turnaround in the operational performance of the
company and the balance sheet.

Recently Omnia reported headline earnings per share of R3.91, just over 5x
the rights issue price and this was enabled by several factors:

e They sold Oro Agri for R2.2 billion, making a profit of R797 million on
the disposal and distributed over Rlbillion of cash to shareholders
through an ordinary dividend of R2.00 and special dividend of R4.00.
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e Impressively, they managed to generate over R9.00 per share of free cash
flow from the existing business, excluding the sale of Oro Agri.

e Their balance sheet had net cash of almost R1.8 billion from net debt of
R1.5 billion a year before.

e Although profitability improved considerably, we expect further
recovery in the mining business as well as a significant benefit from
reduced finance charges going forward.

Still room to grow

The share price has reflected this turnaround and is up 275% from the R20
rights issue price to R55 at the time of writing this article. This is dramatically
shown by Figure 2.

Figure 2: Omnia Market Capitalization has recovered to 2018 levels
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If you strip out the R6 worth of dividends we will receive in the next couple
of months, Omnia is trading at around R49 or | 1.6x the expected earnings
I2 months out. We still believe there is more management can do to improve

profitability and they are armed with a very strong balance sheet to help “...they are armed with a
them. We acknowledge the emotional bias to sell a share after it has very strong balance
recovered from a traumatic period of underperformance. In this case we sheet...”

believe that would be a mistake, and as such it remains a notable holding in
our client portfolios.

By Glen Heinrich

Glen is co-head of Perpetua’s domestic equity research process.
Glen is also one of Perpetua’s equity and balanced portfolio
managers. He has over [4 years’ direct investment
management experience, holds a PhD (Chem Eng.) and is a
CFA charterholder.
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South African equity: Does Massmart
finally have the winning formula?

Massmart becoming an attractive turnaround story

Massmart (MSM) has re-appeared on investors’ radars during 2021 reaching

new strides in the execution of its turnaround plan. Just over | | months ago

the share bottomed at R19.24 on the 7 August 2020, despite the fact that by

that time Massmart had clearly communicated its turnaround strategy and

had begun executing it. The market could not avoid being clouded by the

financial impact brought on by the COVID-19 pandemic and placed a low

multiple on low earnings suggesting it did not believe Massmart’s earnings “The market did not believe
recovery story. Massmart’s consistent disappointment in the recent past and Massmart’s earnings
poor South African macro expectations only added to the uncertainty. It was recovery story.”
important for investors to have the ability to see through the short-term fog,

overcome the past disappointments, and acknowledge the strategic steps

taken to turn the business around.

At this point, Massmart became very attractive to the Perpetua investment
team as the market was only valuing one of its four divisions, homebuilding
division, Massbuild, effectively placing no value on general merchandisers,
Makro, Game and wholesale division, Masscash. The undervaluation was
further expressed by its price to book multiple (P/B) bottoming at 0.78x (7
August 2020), as illustrated by the price to book chart below.

Figure I: Massmart’s Price to book over a |5-year period “...this looked like a

10.00 contrarian undervalued

9.00 mispriced opportunity.”
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To us this looked like a contrarian undervalued mispriced opportunity. Makro
is a profitable business while Masscash and Game, although currently not
profitable when taken together, have earned an average revenue of
approximately R48.8 billion in the last five years and are undergoing a
restructure to make the revenue profitable.




Where did Massmart go wrong?

Looking back to the early 2000s, Massmart was still growing and had acquired
Builders Warehouse in 2003. Given the growing South African middle-class
Massmart grew revenue at a CAGR of 11.8% from c.R30 billion in 2006 to
c.R91 billion in 2016. Over the same time period earnings grew at a CAGR
of 4.5%. Although Massmart was able to grow with the market and maintain
its market share, the deterioration of profitability was evident in declining
margins.

Post the global financial crisis, we began to experience a weakening in the
South African consumer environment which was coupled with deflation. We
also saw a structural shift in general merchandise as competition increased
with the entry of online players such as Takealot, the addition of durables
within large retailers’ product categories and cannibalisation of Game
through Makro expansion. During the same period, the group went on a
massive capex spend of 3 - 4 billion rand on systems and distribution centres,
however, supply chain inefficiencies were sadly not solved.

In November 2010 Walmart acquired 51% of Massmart. This deal was
expected to bring purchasing power synergies, however, this is only being
realised more recently. In actual fact the four divisions were still largely run
for some time in silos with poor leveraging of group scale for procurement.
Game had taken the strategic decision to move out of basic clothing wear
and into fresh food. Over time, the sales mix changed as food became a bigger
contributor which led to margin dilution. Coupled with a weakening in
general merchandise sales, the Game customer proposition became unclear
and was characterised by an over reliance on promotions and the
deterioration of its retail basics.

As for Masscash, Massmart had entered an extremely competitive space
where they lacked a moat, a competitive fresh offering and had to constantly
give up margin to compete with buying groups.

It is worth mentioning some of the positive steps taken by Massmart
management during that period. At the brink of the shift in general
merchandise, management responded by cutting product lines and closing
unprofitable stores.

From 2017, Massmart has continually disappointed the market on earnings
mainly due to the underperformance of its Game and Masscash stores. This
has led to the market’s continued, overdone pessimism ignoring Massmart’s
strong overall position in the market and the low point in the cycle.

Implementing a formula to improve the chances of winning
The Winning Formula =new team + revised plan + stronger balance sheet

On the | September 2020, at one of its lowest point as a company,
Massmart’s long-standing Group CEO and CFO as well as divisional CEOs
for Massdiscounters (Game) and Masscash resigned.

Massmart was in need of a CEO who was willing to take bold steps order to
improve returns and create shareholder value. Walmart came to the rescue
in September 2019 when they brought in their own veteran, Mitchell Slape,
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who has extensive retail experience from multiple markets including
Walmart Japan, Walmart de Mexico and Walmart International, and Bharti
Retail in India. This was possibly the change Massmart needed in an
increasingly competitive retail market where international learnings can be
applied. Mitchell Slape came in ‘hitting the ground running” with a plan to
build the strongest and healthiest, diversified retail group with the best long-
term prospects on the continent’. About four months after joining the group
he presented the turnaround plan to the market.

Step I: Stabilisation through strong execution of the turnaround
plan
This plan included:

e creating a group operating model where customer focused business units
are supported by centres of excellence and, where possible, look to
leveraging off Walmart’s third-party support services to outsource
certain functions at lower cost with a better service (e.g. Walmart IT
SAP systems);

e this was followed by collapsing the four-division group structure into
Massmart retail and Massmart wholesale. This is strategically aligned to
the group’s efforts to increase wholesale integration by creating a single
team leveraging scale to reduce costs and enhance customer value;

e the supply chain to be optimised through a group integrated supply chain
and the consolidation of distribution centres;

e the group’s portfolio to be optimised through the closure of loss-making
stores specifically Dion Wired and Masscash wholesale stores;

e a Game reset which means revitalising the Game brand whilst bringing
back the core basics of a low-cost discounter through a focused range,
reliable stock availability, general store standards, customer service and
disciplined margin improvement. It also led to the phasing out of
unsuccessful categories such as fresh and frozen food, music and movies,
and replacing that with basic clothing, wellness, party supplies, basic DIY-
all to be sold under the Every Day Low Prices (EDLP) strategy.

e a cost reset by extracting R1.9 billion selling, general and administrative
expense (SG&A) savings.

Step 2: Focus by divesting from non-core assets to drive sustainable
profitable growth

The group is also currently reviewing its Africa portfolio with a view to
focusing management attention, capital and right-sizing group costs.

Step 3: Accelerated growth in e-commerce, key categories,
and geographies.

Given its scale and distribution network Massmart is well positioned to
become a scaled omnichannel player (see our article on e-commerce for

more information on this). With online sales participation of 1.8% Massmart

holds the second place in national share of retail website traffic. The group
has accelerated its e-commerce focus following significant growth across the
group during COVID-19 which has also highlighted its ability to adapt to
changing customers’ needs. In line with this, Massmart has brought in a
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Walmart executive with experience in e-commerce, specifically omnichannel
retail and last mile delivery, to lead the Massmart e-commerce team.

Why do we believe in the formula?

Despite the internal challenges faced, the stickiness of the revenue base
suggests that Massmart has earned the right to a certain portion of the
market. Massmart continues to maintain a strong market position in general
merchandise, home improvement, DIY and building materials. Massmart’s
competitive advantage lies in its group wide scale which is the foundation for
strong buying power and effective distribution, therefore allowing MSM to
compete on range, price and strengthens its ability to have a good
omnichannel offering. We believe that this turnaround plan will allow the
market to not only to see these positive attributes on a revenue level but
also on an earnings and returns level.

Beginning to bear fruit

The turnaround strategy has started bearing fruit. To mention a few
attainments so far, Massmart has closed 23 Dion Wired stores, sold eight
Masscash stores, exited fresh food in 51 stores, reintroduced apparel in 60
stores and extracted the first wave of Cost of Goods Sold (COGS) as well
as SG&A savings. As a result, there was not only a significant improvement in
trading profit in the second half of last year, following the loss generated in
the first six months, but more importantly it was an improvement on the
comparable half of the previous year (H2'19) which had a higher sales base.

We are taking a longer-term view which requires us to look past short-term
losses and assess the strength of its balance sheet to weather the storm and
support the turnaround plan. In addition, the determination of the
management team to not only stick to the plan but to execute despite
COVID-19 is telling.

Does Massmart finally have the winning formula? Based on our fundamental
bottom-up analysis and the attributes we look for in investment
opportunities, Massmart’s value-based thesis is compelling and we believe
there has been a temporary mispricing until it delivers on the turnaround
plan.

We are not in denial of the potential risks that may arise along the way and
so have investment markers in place to hedge any biases and reduce risk of
permanent loss, the biggest risk being execution. As Massmart delivers on
the turnaround plan, this will improve the sustainability of the business model
so that it is fairly reflected in its ability to compound and deliver attractive
returns over the long-term.

By Janet Muzenda ==

Janet is one of Perpetua’s equity analysts. She has over three
years’ direct investment management experience, holds a B. Bus
Science degree and is a CFA candidate.
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o Perpetua

Global equity: Our investments in banks

At the fund’s inception in February 2019, the Perpetua Global Equity
UCITS Fund had no investments in banks while today 20% of the Fund is
invested in banking shares. In this article we consider what these shares have

in common as well as the idiosyncrasies in their respective investment theses.

A favourable investment case for banks
Our interest in the sector was triggered by a few basic insights about banking

and the macro environment:

Following the 2008 global financial crisis, banks became more heavily
regulated and as a result they hold significantly more equity capital. This
led us to conclude that banks were a lower risk investment proposition.
During 2019, inflation and long-term interest rates expectations declined
and the spread between long-term rates (the expectation at which banks
lend) and the short-term rates (at which they borrow) compressed to
rock-bottom levels [Figure 1]. These inflation rates and spread
expectations were being priced into banking shares. We concluded that
the future direction of interest rates was more likely to be a tailwind to
future earnings than the headwind it had been.

Figure I: 10-year government bond yields and yield maturity spread (%)
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3.

The performance of banks’ loans fluctuates with the economic cycle. It is
often the most opportune time to invest in a bank following a period of
higher provisioning for bad loans when lower earnings and poor investor
sentiment are reflected in a low share price, and then stand to recover.
Investors that take a long-term view of a banks’ loan performance by
estimating through the cycle earnings when determining intrinsic value,
stand to benefit. The economic downturn caused by COVID-19 resulted
in such a scenario and provided a great buying opportunity.
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During the first half of 2020 we therefore meaningfully increased our banking
exposure by investing in Tinkoff Credit Systems (TCS), Bank of Ireland (BOI),
adding to our Wells Fargo (VWFC) position and more recently at the start of
2021 investing in Itad Unibanco. We briefly consider each investment below.

Tinkoff Credit Systems Bank
We consider TCS first as it is the largest position in the fund. Its parallels
with South African bank Capitec are striking. For example:

e Capitec was founded in 2001 and Tinkoff Credit Systems in 2006

e In both instances, the respective founders identified a gap in the banking
market - Capitec in the under penetration of personal lending to the mass
market and Tinkoff the under penetration of credit cards.

e Both companies brought a refreshing product simplicity and service that
appealed to customers and that have culminated into trusted brands.

e Through new IT systems both companies developed efficient operating
models and were able to keep operating costs low and earn higher net
interest margins. This allowed them to operate at a higher level of
profitability and therefore grow much faster than their traditional banking
peers.

e Both targeted the mass market first and then went after higher-end
customers seeing further opportunities to gain market share in broader
financial services.

e Both companies face weak competition in the form of state-owned or
legacy, bureaucratic banks from which they could gain share.

TCS is even earlier in its growth phase than Capitec with only a 2.5% share
of the consumer retail market in Russia and 0.5% of total lending. TCS utilizes
considerably more technology and as a result is even more capital light than
Capitec. TCS does not have any branches and operates entirely through a
super app, a call center and courier service. It develops all its technology in-
house, supported by the large pool of math and science talent in Russia. As a
result, TCS earned nearly double the ROE of even Capitec over the past five
years.

At the time of concluding our research at the beginning of 2020, we
determined that these attractive fundamentals were unrecognized by
investors with the company trading at half the price-to-book (PB) multiple of
Capitec and a third of the price-to-earnings (PE) multiple. [Figure 2 & 3]. We
assessed that TCS represented a rare investment opportunity — a business
with a wide moat and high returns, a long runway for profitable growth and
available at an exceptionally cheap price.

We invested in TCS at an average purchase price equivalent to 4.5x 2019
earnings, 3.3x our expected 2021 EPS and 1.4x book value.
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Figure 2: TCS share price and PE
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Figure 3: TCS and Capitec ROE and price-to-book
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If we have learned anything from the Capitec experience it is that we as
investors tend to underestimate the future value of sustained high return high
growth businesses. Capitec has continued to outperform the market despite
at times appearing expensive on traditional valuation measures. In the case of
TCS we did not have to pay up for future growth, but we will learn from
Capitec in our selling discipline and be careful not to sell too early. TCS share
price has increased 6x, marginally beyond our initial estimate of intrinsic
value. As we stand, management’s guidance for 2021-2023 exceeds our initial “ _human biases can
expectations, our estimate of intrinsic value has increased, and we still create mispriced investment
consider TCS attractively priced. opportunities.”

Bank of Ireland

BOl is the second largest position in the fund and as a traditional cyclical bank
its business fortunes are more closely linked to the macro discussed in the
introduction. BOI enjoyed 10 very good years before the 2008 financial crisis,
evidenced by a price-to-book (PB) multiple of 3.0x. For the past 10 years its
Return on Equity (ROE) averaged only single digits (and it was priced at a PB
multiple of 0.6x). With relentless regulation following the financial crisis, it is
fair to say that BOI had gone from boom and moral hazard to bust and
repentance. We also see it is as an example of how human biases can create
meaningfully mispriced investment opportunities. A decade-long depressed
share price is often associated with the risk and fundamentals of the company




itself even though the fundamental evidence may suggest otherwise. During

the

start of COVID-19, panic caused complete capitulation and extreme

levels of undervaluation in BOI's shares. In our view, BOI is an attractive

investment for the following reasons:

Strong market position: BOI with Allied Irish Banks (AIB) control 60%
share of banking in Ireland. Since the financial crisis many players have
exited, leaving the industry more concentrated and making higher future
returns more likely.

Significantly lower risk: after selling off its bad loans BOI has a higher
quality, lower-risk loan book. As a result, non-performing loans have
declined every year from a high of 21.4% in 2013 to 4.4% of total loans
in 2019. At the same time, the amount of equity capital it holds relative
to its loan book has more than doubled since 2008 from 8.1% to 16.3%,
now at 16.9%, the highest in its history [Figure 4].

Figure 4: Bank of Ireland risk vs return prospects
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Bottom-of-the-cycle macro with an earnings recovery tailwind:

* Loan growth fundamentals: lending in Ireland has halved post GFC
2009 as consumers and corporates de-geared. Household debt-to-
GDP have declined from 120% in 2010 to 40% and household
debt/disposable income reduced from 210% to 120%. Loans are now
growing for the first time in a decade and BOI is gaining share
targeting 20% loan growth over the next few years.

®  The direction of interest rates provides a future tailwind.

* Provisioning for credit loss peaked during 2020 and was more than
adequate relative to actual impairments. This has built in a cushion
for future years and BOI therefore expects low credit loss and higher
earnings ahead.

Attractively priced implying considerable upside to fair value. When we
first investigated BOI 18 months ago it was priced at 0.5x tangible net
asset value (TNAYV). Despite the improving risk and medium-term
return fundamentals, the share de-rated even further to €1.29 and 0.14x
TNAYV compared to our fair value estimate of 0.85x TNAV. [Figure 2].
At that point BOI was trading at less than 2x our conservative estimate
of normal earnings and less than half our extreme bear-case scenario
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that assumed an additional capital raise of 25% in which we assumed we
could not participate, and which we judged highly unlikely. With a
marginal improvement in interest rates our analysis shows that the
company can earn an ROE of 12.5%, implying it should trade at 1.25x
TNAV and a valuation €10.0 per share. This presented a low risk of loss
and meaningfully upside, justifying a large position.

Wells Fargo

When we first invested in WFC in 2019, the share was trading below book
value and was therefore pricing in lasting sub-economic returns. We felt this
was excessively pessimistic for what we determined to be a high-quality
business. Like many other banks post GFC, Wells Fargo is better capitalized
than it has ever been and pricing in low interest rates. Wells Fargo became
even more attractively priced early in 2020, evident in its PB ratio which
presented a valuation at 0.5x, even lower than during the bottom of the
financial crisis, and lower too than when it last presented a great buying
opportunity during 2012 (at 1.0x book value after much of the credit risks
following the fallout of the financial crisis had dissipated).

Figure 5: Wells Fargo Price-to-book relative to peers
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Some key observations in Figure 5:

e During 2000-2015, Wells Fargo has historically traded at a premium to
its peers (Bank of America and JP Morgan), reflecting its long history of
being the highest return large US banking franchise with the lowest
leverage, lowest cost funding and both lowest risk and most profitable
asset mix.

e Cross-selling has been fundamental to its success but in 2016 it emerged
that the company’s sales incentives went too far and caused unethical
behavior by its employees to meet targets. This was subsequently
followed by inaction of senior management to remedy the situation. As
a result, the Federal Reserve instituted a cap on Wells Fargo’s lending.
The reputational damage and financial impact caused the share to be
derated from |.75x book in 2016 (what was a large premium to JPMorgan
and Bank of America) to where it is now, at a significant discount.

While we do not have clarity over when exactly the lending cap will be lifted
by regulators, it does appear to be imminent as it has been more than four
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years since the scandal emerged and the company have taken material steps
to overhaul its risk management. This will be a further catalyst for the
investment thesis and will lead to a resurgence in the financial performance
of WFG more in line with its established economics. We are therefore of
the view that having purchased Wells Fargo at close to its lowest PB multiple
in 40 years, the investment will prove very satisfactory for clients.

Itad Unibanco

For those familiar with banking in South Africa, think of Itat Unibanco as the
FirstRand of Brazil. The business has the best quality banking clients; is very
well managed and has earned a ROE north of 20% over the past 25 years in
a comparable inflation environment to South Africa. Its worst operating
performance during this time was earning an ROE of 10.9%. Itau is therefore
a stable, high return banking franchise. Two of its largest competitors are
poorly managed state-owned banks and over time Itat has continued to take
share from these incumbents. The business has also been entrepreneurial and
innovative and has developed and then spun out several other financial
services businesses from its operations over the years. Ital is forecast to earn
an ROE of approximately 17.5% in 2021. However, the share is trading at a
35% discount to our estimate of intrinsic value in Brazilian Real as current
earnings are depressed by higher provisioning due to COVID-19. In addition,
we consider the Brazilian Real undervalued relative to the US$. This presents
us with an even better buying opportunity in US$.

Final thoughts

Inflation expectations have recently picked up and it appears that this is
starting to be priced into banking shares. We cannot be sure whether this
phenomenon will be the start of sustained higher inflation or a short-term
phenomenon that will reverse. Based on our estimates there is still value
within our banking holdings even if the interest rates set by central banks
remain low and do not increase as bond yields seem to suggest they will.
There is significant upside should interest rates increase. In addition,
dividends are broadly being reinstated in 2021, providing very favourable
yields on our purchases while we wait.

Accordingly, we remain contentedly invested in these banking shares.

By Johannes Visser

Johannes is one of Perpetua’s global equity -portfolio managers.
He has over 16 years’ direct investment management
experience, holds a B. Com (Hons) and is a CFA charterholder.
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Rl in focus: Developing our ESG scorecard

Background

At the outset of Perpetua, we intentionally sought to specifically incorporate
Environmental, Social, and Governance (ESG) in our investment approach.
As a start-up investment firm, managing third party assets from 2012, we
commenced incorporating ESG elements into our investment assessments
from the outset, completing our first ESG due diligence document in
November 2012 — in just our second month of operating.

ESG was then not only an important differentiator in how we positioned our
investment offering but more importantly, as long-term investors we believed
all fundamental factors which affect the long-term sustainability and intrinsic
value of a company would affect our assessment of its worth and therefore
its likely return —and ESG had become a specific focus area.

The challenge 9 years ago in implementing ESG was at that point there was a
lack of clear visibility and lack of disclosure in ascertaining the likely
quantitative impact of certain ESG elements. Being unable to quantify the
possible impact of certain issues meant it was more difficult to apply the
accurate markdowns (or markups) to the underlying intrinsic value of a
company in terms of directly attributable ESG factors.

During the period 2012 - 2014, in the absence then of a more quantitatively-
based ways to assess the impact of ESG factors, the approach we adopted
was one of a judgement-driven approach in terms of how we saw ESG factors
negatively impacting on the valuation of a company or an investment. We
would explicitly incorporate these assumptions into our valuation multiples.

Utilising the learnings from African Bank and Lonmin

By late 2014 and specifically following the high profile failure at African Bank
and the extreme challenges at Lonmin (through Marikana riots), disclosure
around potential ESG factors heightened. Specifically at Perpetua we reached
a point where we believed that ESG factors should be separately identified,

measured, tracked and then directly fed into our assessment of both the risk “An in-house, home-grown,
and return of a potential investment. Through this process and given the proprietary ESG scorecard
combined experience and exposure of the Chief Investment Officer and was developed.”

Head of Research at this point an in-house, home-grown, proprietary ESG
scorecard was developed.

We determined that while these were not the public reasons initially
attributed to the failure of African Bank and problems at Lonmin, ESG factors
were a critical contributor in both these companies’ material adverse issues.
We specifically used the analysis of the learnings on both these companies as
important case studies for why ESG factors need to be incorporated both in
risk and return assessments.




This realisation and decision on our part prompted 2 important bespoke
aspects of our first internally developed ESG scorecard:

I. We developed a high-medium-low ESG risk rating per industry (for
example an industry like Banks were determined to have high G risk,
while Gaming high S risks, and sectors like precious metal companies high
E and high S risk) — with actual industry weightings applied to the respect
E,S and G components.

2. We used some direct learnings from the failures to determine which
elements should be directly included within the scorecard such as CEO
dominance; board independence; social ills associated with a company’s
product etc.

Allied to the development of the scorecard was the manner in which the ESG
score itself would be used as a risk measure in capping positioning size of an
investment. Perpetua developed a system which directly fed the ESG score
into an overall risk measure which directly influenced the maximum holding
in a portfolio.

Perpetua’s proprietary ESG Scorecard
The notion and process of scoring in ESG is a widely deployed approach as
such. The proprietary angles and elements to any scorecard lies inter dlia:

I. Methodology utilised in formulating the scorecard: how the scorecard is
structured; way in which the scoring and weighting is developed and
determined.

2. The elements being scored. While individual elements may be generic
aspects, it is the way in which the various elements are combined within
the scorecard that develops it into a proprietary weighted outcome for
E,S,G elements separately and then ESG overall.

3. The weighing assigned to each element.

&

The impact that the outcome/score has on an investment decision.

5. Other actions that are triggered from a score being determined to be a
specific outcome (for example if it fails to meet a minimum criteria, what
the consequences could be).

In terms of the above factors

I. Perpetua developed a proprietary method of determining an ESG score
for a listed company in late 2014. We have also subsequently extended
the scorecard to scoring the credit for SOF’s (state owned enterprises).

2. This methodology is represented in the Perpetua ESG scorecard and was
developed in an iterative process and has been subjected to 3
refinements over the past 7 years until this point but its core framework
has remained intact throughout.

3. While the notion of ESG scoring is not unique to Perpetua, the following
elements within the Perpetua ESG scorecard are unique:

a. The specific combination of qualitative and quantitative metrics that
are tracked and monitored that drive the E,S,G scores within the
ESG scorecard.
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b. The industry/sectors weightings applied to differentially weight E, S
or G scores within the scorecard depending on the underlying
perceived risks of the respective industry the company being scored
operates in.

c. The use of the ESG score specifically as a risk score, which
contributes directly to limiting portfolio exposure based on the ESG
score input.

d. The manner of utilising the specific scoring system in determining the
overall score at an ESG level, which feeds into the equivalent rating
at the overall investment risk rating level.

e. The “automatic fail” applied to the G score; the level at which it is
activated and including exclusionary screens on this basis. Note this
is a further example of a refinement that was added to version 2 of
the scorecard post the Steinhoff failure, which was deemed to be a
material governance failure that the version | scorecard had
accurately identified as being exceptionally high risk, but would have
still permitted purchase given there was no automatic fail criteria in
the earlier version.

f. Utilising the E,S,G score determination as a determination to trigger
engagement with a company

Our ESG scorecard is a competitive advantage

The current focus that the entire global investment value chain has allocated
to ESG is important and overdue. All user groups from asset owners,
consultants, database providers and most specifically investment managers all
have respective responsibilities to allocate due care and attention to how
ESG factors are directly incorporated into investment decision-making.

For investment managers it is broadly required as an industry standard that
the integration of ESG into investment approaches must be made known in
terms of the overall ideology and approach and the overall policies are
disclosed on most company websites. Specific details that underpin the
actually methodology that goes into an ESG process would only be disclosed
in part to clients or verification agencies, and not the public at large.

The way in which the ESG processes are developed within a firm is developed
and implemented are specifically applicable to that firm. At Perpetua the ESG
scorecard we have developed is a defining component of our ESG processes
and we have noted that Perpetua’s ESG processes, specifically the aspects
which affect the investment assessment (scorecard elements) have been
rated by clients and consultants as being of a high industry standard.

This is a reflection of the thought that has gone into it over the years since
the launch of the firm and specifically how its construct has been developed
from the actual experience of recorded ESG failures; the unique and practical
manner in which ESG developments are factored into the scorecard
refinements; the manner in which the scorecard is adapted to maintain
relevance to changing times; the integrated manner in how the ESG scorecard
forms part of the research process and how it directly affects positions sizes
at a portfolio level.
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We would fully expect that as time passes and as more relevant information,
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experiences and disclosure affecting ESG scoring becomes available, we will
continue to refine our ESG scorecard.

By Delphine Govender

Delphine is Perpetua’s Chief Investment Officer. Delphine is
co-founder of the firm and has been CIO since it started in
201 2. She has over 23 year’s direct investment management
experience and is a CA (SA) and CFA charterholder. Delphine
also serves as director of CFA Society South Africa where she
chairs the ESG Special Projects Team, and sits on the ASISA
Responsible Investing Standing Committee.
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David vs Goliath: The asymmetrical
battle between institutional investors
and Naspers/Prosus boards

The biblical story of David and Goliath tells of an intimidating, armoured and
armed giant of a man, Goliath who is surprisingly defeated by a young, slight
shepherd boy, David, who brings down the mighty warrior Goliath by simply
but accurately hurling a stone from his sling. This ancient story continues to
find ongoing relevance in several modern-day situations and especially in
business. At its centre it ostensibly deals with the unexpected ability of the
perceived underdog to gain advantage and score a highly improbable victory.
Bestselling author, Malcolm Gladwell explored this very topic deeper in his
same titled book (2013) and specifically discussed what he termed
“asymmetrical conflicts”.

Unprecedented collaborative engagement

One such asymmetrical conflict seems to be in full brew in the world of
business and investing at the moment. Corporate behemoth, South African
listed and domiciled, Naspers (NPN) and its 73.2% owned, 2019-created,
Dutch-listed internet assets division, Prosus appear to be commanding the
pound seats in a proposed transaction both companies have recently brought
to their respective shareholders [Figure I].

Figure I: Current structure vs Post transaction structure

Current structure Post transaction structure
Naspers Public Prosus Public Naspers Public Prosus Public
Shareholders Shareholders Shareholders Shareholders

\ \ \ \

96.3% 26.8% 50.5% 42.8% 59.7%
J J Effective
3.7% J 49.5% J economic
\I: Cross \I: Interest through interest

S\ shareholding - listed Naspers
%‘lﬁ\\é N e N Shares Q

2D

NASPERS prosus NASPERS prosus

AN

\— 73.2% 4\ ’ 57.2% ‘

(Listed Prosus shares N)

(Listed Prosus shares N)

40.3% effective economic interest

Naspers retains control of Prosus through
newly issued Prosus B shares
Source: Prosus Share Exchange Offer

The proposal which involves Prosus offering to buy up to 45.4% of Naspers
shares in exchange for newly |SE-listed Prosus shares has been met by
widespread scepticism by the majority of Naspers’ institutional shareholders,
who find themselves as the proverbial underdogs in this situation. In an
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unprecedented move of collaborative engagement in South African
investment markets, 36 investment managers recently co-signed a single
letter addressed to the Naspers and Prosus non-executive directors (whom
are identical - which in itself adds real complications for how independent
these directors can truly be) voicing their collective opposition to the
proposed transaction. At the same time, several other institutional investors
(both domestic and global) have directly engaged with the boards, both
publicly and privately, to express similar and related concerns. Rarely has
such an open, unified and vocal institutional investor reaction been witnessed.

Failure to unlock value

The institutional investor discontent goes deeper than simply this proposed
transaction. Rather it speaks to its purported root cause. In short, the
common and most significant jewel in the Naspers and Prosus crowns is
Chinese-listed technology company, Tencent. Tencent has been a remarkable
business over the past two decades delivering growth and value to Naspers
and Prosus on a staggering scale. However, for a variety of reasons, this value
has not reached Naspers and Prosus (but especially Naspers) shareholders,
manifested by the fact that the market value at which Naspers and Prosus
trades (as reflected by their share prices) trades at a massive discount to the
market value of the Tencent stake as well as the other assets in both
respective businesses termed net asset value (NAV). This discount currently
sits at greater than 50% for Naspers and greater than 35% for Prosus.

Corporate structure remains a key hurdle

Naspers and Prosus boards are of the view that this current proposed
transaction, whose “sole objective is to almost halve Naspers weighting on
the JSE SWIX index” will directly and sustainably address a key driver of the
Naspers discount to its NAV. The proposed transaction is, however,
complex; complicated and favours Naspers and Prosus shareholders quite
differently. It also introduces a cross-holding between the two companies:
currently Naspers owns a majority stake in Prosus but post this transaction
Prosus is also expected to own a large stake in Naspers. If existing complexity
and lack of transparency (not simply index weight) have indisputably played a
role in driving the discounts to NAV at which Naspers and Prosus trade at
wider and wider, there seems to be little prospect for how this complex
transaction can sustainably result in the opposite.

Voting structure favours a small group of investors

So a conflict of opinion between the company boards and the majority of
institutional investors evidently exists, but what of the asymmetry? Well
herein lies the rub. Prosus shareholders who must vote on approving this
proposal, are dominated by Naspers; and Naspers has an archaic entrenched
voting structure (called the Naspers A share) which endows Naspers and
Prosus board Chair, Koos Bekker and a select group of friendly investors
with shares that carry 1000 votes per share versus institutional shareholders
whose Naspers N shares carry only | vote per share. Therefore, the Naspers
A shares carry over 50% of the votes of Naspers despite commanding a
significantly lower economic interest. Naspers will naturally vote in favour of
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this proposed transaction and with Dutch company laws seemingly only
requiring a simple majority, the transaction will be inevitably be approved at
a Prosus level”. Prosus shareholders, outside of Naspers, who are opposed
to this transaction should vote against it, even if their ammunition seems to
result in this context to the equivalent of shooting blanks.

Contesting the exchange ratio

The only remaining right a Naspers institutional shareholder might have is to
not accept Prosus’ voluntary offer for the Naspers shares in exchange for
newly listed Prosus shares. As it stands, the 2.27x exchange ratio of Prosus
for Naspers share does not adequately consider the fact that the discount to
NAV at which Naspers trades is considerably higher than the discount to its
NAV that Prosus trades; thereby making the exchange ratio more favourable
to Prosus shareholders compared to Naspers shareholders. A decline of the
voluntary offer therefore seems in order for the institutional Naspers
shareholder. Institutional Naspers shareholders (especially South African
ones) should therefore collectively push back and fight for a better exchange
ratio. However, in the absence of such an action or a belief that such an
amendment would occur, each individual institutional investor will likely act
in their respective individual interests and accept the current ratio in order
to not be left with excessive Naspers shares vs other investors. The classic
prisoner’s dilemma it’s called.

It’s time for a common focus

Does this mean this David and Goliath story has no traditional victorious
underdog David ending? In truth the way we see it, it doesn’t. The more we
observe it, the real battle here should not be about institutional investors
(David) vs the Naspers and Prosus boards (Goliath). Rather the target should
be a joint, commonly focused one: to transparently and simply focus on value
unlock, mindful of the regulatory constraints of the day. If institutional
investors are acting in the name of stewardship on behalf of their clients (who
are the ultimate shareholders and owners) and company directors are
operating with the highest levels of governance in relation to these same
ultimate owners, these objectives are mutually achievable not exclusive.

Creating value for all stakeholders

Complex transactions; overly technical reasons; entrenching opacity has not
ever been proven to solve for sustainable value unlock and accretion in any
situation. Responding to rational, widespread shareholder views with
emotional opinions is also unconstructive. Giants need not present power in
a way that they believe they are expected or entitled to, especially when the
intended form of possible victory does little to actually guarantee lasting
success in substance. While there are various routes to bring this lasting
success into view, institutional investors want far simpler, more transparent
actions from management to unlock trapped value. If a full or partial
unbundling of Tencent (to Prosus shareholders) and/or Prosus (to Naspers
shareholders) are not available options to management (for reasons we don’t
know), then as a start this proposed voluntary share offer should be seriously
reconsidered and halted by the boards. Instead the focus should shift to:
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deploying significant excess cash into aggressive share buybacks; asset sales
at favourable prices and distribution of proceeds; a laser focus on regular
(even daily) NAV disclosure and a direct alignment of management’s
incentives with the extent of reduction in the NAV discount (institutional
investors ironically seem to be even willing to support such rewards to
management whose actions arguably resulted in the discount widening in the
first place!) - are all simple and effective measures.

If this common ground of value unlock is the one focused on, in this victory
it will be all of the 84000 Naspers shareholders and 74000 Prosus investors,
who will be the ultimate winners for reaping the full benefits of what their
respective investments should have been delivering all along.

By Delphine Govender

Delphine is Perpetua’s Chief Investment Officer. Delphine is
co-founder of the firm and has been CIO since it started in
201 2. She has over 23 year’s direct investment management
experience and is a CA (SA) and CFA charterholder.

An_abridged version of this article has been published by The
Financial Mail on 24 June 2021.

#Update: As an outcome of the Prosus Extraordinary General Meeting held on 9
July, the proposed transaction was supported with 0% of shareholders at the EGM
voting in favour. However, if you strip out the NPN votes, this drops to 53% of
shareholders at the EGM. If you include the absolute number of free float shares
available to vote, only 39% of shareholders “appeared” at the EGM and voted in
favour.
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EXPLAINED: E-commerce 101

What is e-commerce?

E-commerce (electronic commerce) is the buying and selling of goods and
services, over an electronic network like the internet. Other variations of e-
commerce include m-commerce and social commerce which merge
traditional e-commerce with mobile phones and social media.

Retailers will choose to employ one of the following three store formats;

I. brick-and-mortar: the traditional physical store setup as found and seen
in shopping centres, malls and standalone stores

2. pure play online: no physical store presence and will sell their products
or services over the internet. Depending on the model (in-house or
consignment), goods are delivered to the customer from owned or third
party distribution centres using in-house delivery logistics or an
outsourced courier company

3. omnichannel: blend of the above, where retailers have both an online and
physical presence. This also includes hybrid forms like Click-and-Collect!
as well as Buy-in-Store-Ship-to-Home (showrooming).

E-commerce business models

The format a retailer will employ is informed by inter alia the potential
customer's preferences which may be influenced by two factors - the
proximity of the customer to the store and the importance of the customer's
presence in the store [Figure 1].

Figure I: The Customer Preference Matrix

High Brick-and-Mortar

Proximity to

the store Buy-in-Store-and-Ship-to-

Home

Low

Low High
Importance of physical
presence

Source: Creating Synergy with a Clicks and Mortar Approach

Product qualities influence e-commerce adoption

The Customer Preference Matrix [Figure 1] illustrates a format a retailer
might employ depending on the customer's proximity to the store and the
importance of the customer's presence in-store when purchasing the item.

'This refers to a hybrid form of e-commerce whereby customers purchase the products online and
physically collect them in-store.
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Another factor that may impact the preferred purchase method, is the nature
of an item. The online penetration of a product can be used as a proxy for
the propensity of a customer to shop for that particular product online. This
is because a high online sales penetration rate is largely a function of a
customer's willingness to purchase a particular item online.

For example, high ticket, low purchase frequency items like TVs and laptops
sell well online. The relative delivery cost to the value of the item is low, but
often these items have established offline brands and are sold by reputable
retailers. In this case, the brand is critical to the sale; the branding of the
product and the retailer is an assurance of consistent quality. Contrastingly
with grocery items, consumers still value the in-store experience. This is
particularly true of fresh produce as consumers want to see and touch the
items before making the purchase.

The clothing and accessories category would present an amalgamation of the
abovementioned product qualities. Customers can rely on the in-store
experience or past purchase experience of the brand. However, due to the
nature of the products, a customer might want to fit the items before making
a purchase decision.

These qualities can be used to explain the differences in online penetration
rates for different product categories. Figure 2 illustrates that clothing,
electronics, and homeware products sell better online as compared to
grocery and home improvement products.

Figure 2: The grocery category could see a lasting jump in online sales, thanks in part to the
pandemic

Clothing and accessories
Consumer electronics

Home furnishings
Grocery

General merchandise

Sporting goods

i

Office supplies

Home improvement

i

Auto parts [ [ ' [

0% 10% 20% 30% 40% 50%

B Current e-commerce penetration ¥ Estimated e-commerce penetration in 2025

Source: UBS

For retailers whose store formats include an online presence, there are
various approaches that could be employed. The three most common
approaches are:

I. Marketplace model: this is a platform that connects sellers and buyers;
the products sold on the websites do not belong to the operator of the
marketplace, but often the marketplace will fulfil the orders i.e. provide
delivery services for the products bought on their platform. Examples of
marketplace online retailers are eBay and OneDayOnly. Figure 3 below
illustrates how marketplace platforms act as facilitators of the transaction
of goods from the owners of the brands to the customers.
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Figure 3: The marketplace model

Creates platform
Creates value from
platform

Finds and buys
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The vendor The marketplace The customer

Source: https://www.quora.com/What-is-the-difference-between-the-marketplace-model-and-the-warehousing-model-
related-to-e-commerce

2. Inventory-led model: this model differs to the marketplace model in that
the retailer sources the products from brands and other vendors, and
stocks the merchandise i.e. the products sold on the site belong to the
operator. These retailers will have control over all aspects of the
products including pricing, quality of the products, and customer
experience. Similarly, as with the marketplace model, the retailer may
have an in-house delivery service or source it to a third-party logistics
company. An example of this type of model is seen in brand.com sites
like UK-based fashion retailer Boohoo and luxury behemoth Richemont's
Net-a-Porter. Figure 4 below illustrates how the inventory-led model
operates.

Figure 4: The inventory-led model
Creates platform

and store’s

Receivgs orders and vento Finds and buys
supplies products 4 products/services
S—) @ 4————

Creates value from
brand.com The customer

platform

Retailer
Source: Perpetua research

3. Hybrid model: A retailer may also choose to employ a hybrid approach,
blending the two aforementioned approaches. An example of a hybrid
online retailer is Amazon or Takealot. The business sells own-branded
products; supplier/vendor branded/suppled products that they purchase
outright (stored in retailer warehouses) as well as products (that they
don't take stock of) from other vendors.

E-commerce sales
Online retail sales totaled $4.3 trillion in 2020 and are expected to grow at
c.10.5% CAGR over the next four years. Figure 5 below demonstrates that
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Figure 5: Retail e-commerce sales worldwide, 2019-2024 (tn)
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Source: eMarketer, Dec 2020

Factors supporting e-commerce growth:
Supply-driven:

I. Increasing internet penetration and proliferation of affordable
smartphones — these two trends have brought the store into the
customer's hands through m-commerce.

2. Digital payment solutions have made for friction- and contact-less online
purchasing experiences. Historically, this was the biggest pain point for
customers wanting to transact online. In 2020 alone, the global digital
payments market grew by c.24% to $4.9 trillion — undoubtedly catalyzed
by the spread of COVID-19. trillion....”

“...global digital payments
market grew to $4.9

Demand-induced:

I. Gen-Z and millennials account for almost half of the total world
population. These individuals spend on average six hours per week
shopping online, which is roughly 50% longer compared to older
counterparts.

2. The convenience factor — the online shopping experience presents some
benefits: lower search costs and shopping times (no longer having to
physically visit stores); as well as a greater variety which is only a click
away.

3. The sale of items online has led to greater price transparency, allowing
shoppers to cherry-pick deals.

China, the front runner in terms of e-commerce [Figure 6], is an interesting
case. It has the largest and fastest-growing e-commerce market in the
world.

This success can be attributed to three key trends:

I. The rapid growth in the internet userbase.

2. The early availability of affordable smartphones led to the ubiquity of
super apps3 like WeChat.

3. The proliferation of digital payment solutions like Alipay and WeChat
Pay.

2Online retail sales as a percentage of total retail sales
3Super apps are platforms that provide an all-in-one experience. Consumers can surf the internet, chat,
shop, transact, play games, and access entertainment.




Figure 6: Top 10 countries, ranked by retail e-commerce sales share, 2021 & 2022

% of total retail sales 2021 2022
I | China 52.1% 55.5%
2 | South Korea 28.9% 31.6%
3 | UK 28.3% 28.5%
4 | Denmark 19.1% 19.8%
5 | Norway 17.6% 17.7%
6 | US 15.0% 16.3%
7 | Finland 14.3% 14.4%
8 | Sweden 13.2% 13.8%
9 | France 11.2% 11.7%
10 | Spain 10.9% 11.2%

Source: eMarketer

E-commerce retailer economics

The income statement of an e-commerce retailer will be similar to that of

any brick-and-mortar business, however there a few line items that are

unique.

Figure 7: Comparing the income statement of an e-commerce retailer vs Brick-and-Mortar

Pure play Brick-

online Mor:;'d-

(brand.com)
Rm
ﬁ::::ﬁ:ustomers ® 000000
Gross merchandise 154
value (2)
Take rate (3) 65%
Revenue 100 100
Average revenue
per user (4) 100
COGS 70 70
‘Gross profit ‘ 30.1 30
Operating costs 26.5 24
e | o |
Rental 4
Staff 4 9
IT 1.5
Marketing 25 1.5
Other 5 5
EBITDA 3.6 6
EBITDA margin 3.6% 6.0%
D&A 3% 2%
EBIT margin 0.6% 4.0%

(1) The definition of an active
user may differ from company to
company. Generally, this refers
to any user or customer that
made a purchase within the last
[2-month period, irrespective of
cancellations or returns.

(2) Gross Merchandise Value
(GMV) is the total rand value of
orders processed by the business
over a period of time. This is,
however, not the total revenue
recognized as it does not
consider any discounts and
returns.

(3) The take rate is the
measurement of how much of the
gross merchandise value has been
converted into revenue after
discounts and returns.

@ Average revenue per user
measures the mean basket value
per customer. Companies will
seek to increase their userbase
but also the average basket size.

Source: Perpetua research

The operating cost structures of the two business models will differ.
Notable differences in Figure 7 and 8:
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e The e-commerce retailer will have larger fulfilment and distribution, IT,
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and marketing costs. This is due to a lack of a physical presence and thus
have to deliver goods to customers. Higher marketing costs (often
referred to as customer acquisition costs) are also a consequence of a
lack of a physical presence. Online companies have to work harder to
draw traffic onto their sites, whereas their physical counterparts would
have benefited from being located in a mall.

e Rental and staff costs, however, will be considerably less. This is a benefit
from not having to run physical stores that also require sales assistants
and cashiers.

The above scenario assumes the two businesses make the same gross profit,
but due to different cost bases, earnings before interest, tax, depreciation,
and amortization (EBITDA) will differ.

“...online retailer will have

Upon closer inspection, it can be seen that a pure play online retailer will : ‘
a predominantly variable

have a predominantly variable cost base i.e. the more products they sell, the
higher the costs incurred. This presents a dilemma for businesses that are cost base...”
looking to improve profitability.
Figure 8: Rental P&L breakdown

Globally, most pure play

n=14 online retailers are yet to be
100.0% 100.0% profitable. The most common
M 0.5% EBITDA factors cited as barriers to
profitability are:
20.0% I.Price transparency means
| |Gesuatigraiuet that consumers can cherry-
B shiping pick deals. This is one of the
13.0% B Marketing driving factors behind the
[l Technology intense price competition in
. Other SG&A e-commerce.
I scaa 2.Returns, like excessive
[ eBiTDA discounting, erode the take
rate ratio — leading to lower
revenue  recognition. In

addition to this, consumers
want to be able to return
items, free of charge. This
means the cost of the returns

(delivery) falls squarely on the
Source: Aswath Damodaran, NYU company.

B&M retailer Digitally native
typical paL’ retailer typical paL’

3. Logistics and shipping costs increase as revenue grows — this makes it hard
to grow profit margins.

In addition to the strenuous operating costs, online retailers have significant
initial capital expenditure requirements: building and maintaining IT
infrastructure; large-scale cold chains and developing a last-mile delivery
system to name a few.

This article has been produced by the Perpetua Investment Team
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Living local - Investing global

Global assets are an important source of diversified returns
With the recent history of moderate returns for investors in the South
African equity market, the debate often rages as to how much, rather than
whether, one should include offshore assets in one’s portfolio. This has
become more pronounced over the past decade in which the South African
economy has grown rather anaemically, feeding into slower growth in asset
prices and lower real returns.

However, as we were reminded in a recent article' by John Anderson and
Yuvern Dokie of Alexander Forbes Investments, it's most prudent for
investors to include all major asset classes in a well-diversified strategy in
order to have access to various sources of return and to manage overall
portfolio risk. In that article Anderson and Dokie point out that the average
multi-asset portfolio with offshore exposure has a better chance of achieving
a 5% real return in the long-term, with reduced volatility. The inclusion of
offshore assets for a South African investor is therefore imperative.

Strong support for global equities, reward for value investors
It’s no surprise therefore that the past four quarters have seen large net flows
into rand-denominated offshore Collective Investment Schemes as well as
Foreign Collective Investment Schemes (those with their primary registration
outside of South Africa) to the tune of some R45 billion between July 2020
and March 2021. Given the low level of global interest rates and possible
negative returns should they rise, it’s also little wonder that these flows have
predominantly been into global equities and multi-asset funds as opposed to
global fixed income strategies. Globally, there have also been record flows
into equity funds for this same reason [Figure 1].

Figure I: Annualised flows in global equities HI 2021 (in USD)
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Source: Source: BofA Global Investment Strategy

'"The optimal allocation for offshore vs local investing
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Within global equities, most of the first half of 2021 saw a continuation of the
rotation from previously dominant secular growth industries such as Winter Edition 2021
technology, which lead the market for several years, into cyclicals and other
value-type stocks. This was driven by the strong recovery from the economic
shutdowns of early 2020 due to the COVID-19 pandemic, the prospect of
rising inflation and therefore interest rates, and rising commodity prices. As
a result sectors such as Energy (+28.7%), Financials (+18.3%), Real Estate
(+14.9%) and Materials (+12.7%) delivered strong returns (in USD) based on
their respective MSCI indices. After a poor first quarter, Information
Technology had a better second quarter, managing a +12.5% return for the
first six months of 2021 [Figure 2].

Figure 2: MSCI Sector returns for HI 2021
Energy I —— )87
Financials I | 8.3
Communication Services IIEEEEEEEEEEE—————— | 5 2
Real Estate I —— | 4.9
Materials IEEEE————— |07
Information Technology IEEEEEEE—————— |25
Industrials T | 2.5
MSCI ACW| eessssss——— |23
Health Care mEEEE———— 9.9
MSCI ACWI Ex-US e 9.0
Consumer Discretionary HEEEE——————— 8.3
Consumer Staples H———u 4.8
Utilities | 0.1
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Source: MSCI

Perpetua Global Equity

The Perpetua Global Equity UCITS Fund is a Dublin-domiciled vehicle which
is managed according to Perpetua’s value-conscious approach and
philosophy, and commenced in February 2019. Over the past year, it has
delivered an impressive 71.3% in dollar terms, a significant 31.4% “The fund has benefitted
outperformance of the MSCI ACWI benchmark [Figure 3]. The Fund has from the rotation to value
benefited from the rotation to value over the past year but this over the past year.”
outperformance has mainly been due to superior stock selection as is
evidenced by the fact that the MSCI ACWI Value Index only delivered 39.3%
over the period. It also enabled the Fund to rank 3rd out of 70 global equity
funds registered for sale in South Africa — a list which includes several larger
global firms.

Figure 3: Perpetua Global Equity UCITS Fund vs MSCI ACWI and MSCI Value
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Ability to identify good businesses at discounted valuations
The Perpetua team’s process begins with filtering the large universe of global
stocks through metrics which include valuation factors, liquidity, and bespoke
metrics to obtain a more manageable list of companies on which fundamental
analysis can be conducted. The team recognizes that company valuations can
be discounted by the market for various reasons and seeks to understand
whether it’s actually mis-priced or not, based on this deeper analysis. The
preference is to invest in businesses with a ‘margin of safety’ and ability to
weather short term periods in which earnings are less visible and aren’t being
adequately rewarded by the market. This has enabled the Perpetua team to
invest good businesses in the more typical cyclical sectors such as financials
and energy, but also good quality consumer names such as Hugo Boss,
Molson Coors, Phillip Morris and AB InBev which have all risen sharply from
their lows during the past year [Figure 4]. In addition, investors in this Fund
have benefited from a 10-fold return from Bed, Bath and Beyond which is a
US-based retailer and the portfolio management team have crystallized that
gain in recent months.

Figure 4: Price return from 52 Week low
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Fund positioning and outlook

In recent weeks, the strength of the global recovery has been tested with
outbreaks of variants of the coronavirus, and the market has responded with
lower interest rates as doubts grow about the outlook for inflation. This has
led to the growth sectors picking up in performance once again. However,
the June Federal Open Market Committee (FOMC) meeting minutes which
were released on 7th July noted, “various participants mentioned that they
expected the conditions for beginning to reduce the pace of asset purchases
to be met somewhat earlier than they had anticipated at previous meetings”.
It also stated that “a substantial majority of participants judged that the risks
to their inflation projections were tilted to the upside”. This supports the
view that the recent rotation to value stocks has not yet run its course.

The Perpetua Global Equity UCITS Fund remains a concentrated, high
conviction portfolio of approximately 40 shares, with nearly 90% of the fund
invested in high quality business which currently trade at a discount of
between 25% and 30% and trades on a normalized price to earnings ratio
(P/E) of 10.7x vs the MSCI ACWI’s of 18x. In addition to the idiosyncratic
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bets included in the portfolio which have benefited investors thus far, its
overweight positions in sectors such as financials and consumer discretionary
names stand to benefit further from the broadly stronger global economic
outlook, aided by the on-going COVID-19 vaccine roll-out, especially as it
expands further in developing countries.

By Kevin Dantu

Kevin is Perpetua’s Head of Clients. Kevin has over 20 years’
experience in investment management and holds a B Com.
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