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MiNrety A more resilient than
expected SA consumer
presents select
equity opportunities

The fast view

— Despite formal job losses of 1.4 million in 2020, the Temporary
Employer/Employee Relief Scheme (TERS) and COVID-19 special
grant played key roles in sustaining SA consumers and retail sales.

— This benefited food and value-oriented retailers.

Rehana KHa — The cumulative 3.5% cut in interest rates benefited those who had
Portfolio Manager kept their jobs, as debt servicing costs decreased, and drastically
4Factor improved consumer credit health.

— The decline in fuel prices and controlled food inflation also
contributed to the SA consumer faring better than expected.

— There are further potential tailwinds for the SA consumer into 2021,
with economists estimating the labour market to add 400 00O jobs
and interest rates likely to remain supportive.

— Real household consumption is expected to rise by 3.2% for the year,
which will benefit retail sales.

Achumile Mashalaba . o )
Analyst — The apparel retailers and hospitality industry are set to benefit from

4Factor the reopening of the economy at the expense of the food retailers,
furniture and home improvement retailers, which were the big
beneficiaries in 2020.

— We have been actively increasing our exposure to apparel retailers
since the second half of 2020. In particular, we found a compelling
investment case to be made for the credit retailers, The Foschini
Group (TFG) and Truworths.
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South Africais
estimated to have
seen formal job
losses of 1.4 million'

in 2020.

The COVID-19 pandemic made for an extremely tough 2020 globally,

as the trauma manifested itself through the loss of loved ones, loss of
jobs, and increased uncertainty about the present and the future. The
pandemic further exacerbated the poor state of the South African
consumer, who was already in a tough position at the outset of 2020.
The unemployment rate was unsustainably high after a decade of anemic
real GDP growth and even worse so at a real GDP per capita level. This
forced the South African government to step in swiftly in an attempt

to minimise the negative impact of the pandemic on South Africans,
through measures such as the Temporary Employer/Employee Relief
Scheme (TERS), and the increase in social grants, including the COVID-19
special grant of R350 per month, which has supported 6 million

South Africans.

South Africa is estimated to have seen formal job losses of 1.4 million'
in 2020. Unfortunately, these job losses impacted the lower paid
employees without tertiary education. This is where TERS and the
COVID-19 special grant played key roles in sustaining South Africans
and subsequently supporting retail sales. Social grants as a proportion
of total retail sales increased to a record 22.6% for 2020, versus an
average of 18% in the prior 5 years® This support benefited the lower
end of the market, with food and value-oriented retailers being the
biggest beneficiaries. After realising the importance of the R350 top-
up grant, the government agreed to extend the period of the grant until
the end of April 2021.

1. SARB, RMB Morgan Stanley Research.

2. National Treasury, RMB Morgan Stanley Research.
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The South African Reserve Bank also played a key role in supporting the consumer with the
cumulative 300 basis points (bps) cut in the repo rate to 3.5%. The interest rate cuts benefited
those who had kept their jobs, as debt servicing costs decreased. As Figure 1demonstrates,
debt servicing costs as a percentage of household disposable income declined to
approximately 7.7%3 by the end of 2020, from as high as 9.5% in 2019. In addition, the interest
rate cuts drastically improved consumer credit health, with the Transunion SA Consumer Credit
Index rising to a 10-year high of 58 in the last quarter of 2020 (See Figure 2).

Figure 1: Debt servicing costs to household disposable income (%)
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Source: Stats SA, HSBC Research.
Several other factors also contributed to the South African consumer doing better than
expected, including the decline in fuel prices throughout 2020 and controlled food inflation.

10.0%

9.5%

9.0%

8.5%

8.0%

7.5%

7.0%
(e e o A A
= oM

<t = N M
oo o0

Q
Q417
Q118
Q419 I
Q120
0220 |

Q320 m—
Q420 ——

Q416

Q117
Q217
Q317
0418
Q119
0219
Q319

o O

All the above points to the conclusion that if you were a South African that fell into a Socio-
Economic Measure (SEM) range of 6 - 10 and had kept your employment, your financial
position would have remained in reasonable shape; if you were a low income consumer, you
would have had government support. As a result, consumer spend was more resilient than the
market had expected.

Figure 2: Transunion SA Consumer Credit Index rises to 10-year high
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Source: Transunion, 31 December 2020.

3. RMB Morgan Stanley Research estimates.
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Potential tailwinds for the SA
consumer into 2021, but we're
not out of the woods

There are still some potential tailwinds for the SA consumer into 2021. Economists
are currently estimating the labour market to add 400 000 jobs®* in 2021, which will
assist in driving real disposable income growth for the consumer. The government,
combined with the private sector, needs to do more to drive job creation in the
country and get more South Africans back into the labour force. President Cyril
Ramaphosa’s Economic Reconstruction and Recovery Plan that looks to create 800
000 public sector jobs over the next three years is a good example of government’s
commitment to do its part.

It appears likely that interest rates, while not declining further, will remain supportive
for the consumer. This will continue to keep debt servicing costs down, and with rising
household disposable income, debt servicing costs as a proportion of household
disposable income will continue to fall. This should lead to continued improvement

in consumer credit health and we would expect the Transunion SA Consumer Credit
Index (Figure 2) to continue to rise, which bodes well for credit retailers.

However, the removal of the COVID-19 special grant will be negative for several low-
income households. There is a big plea to government to continue these support
measures at present, but no commitment on further extension has been made.
Furthermore, fuel increases are becoming a headwind into 2021.

In combination, the above factors should support real disposable income growth for
2021, albeit at a low rate. More importantly, real household consumption is expected
to rise by 3.2%° for the year, which will benefit retail sales. The biggest losers of 2020
are expected to be the winners in 2021. The apparel retailers and the hospitality
industry are set to benefit from the reopening of the economy at the expense of

the food retailers, furniture and home improvement retailers, which were the big
beneficiaries in 2020.

Finding opportunity in apparel retailers

We have been actively increasing our exposure to apparel retailers since the second
half of 2020. In particular, we found a compelling investment case to be made for the
credit retailers, The Foschini Group (TFG) and Truworths. After a muted credit growth
trajectory over the last five years, with the consumer deleveraging and retailers
becoming more stringent in rolling out credit, it appears that the cycle will start to
support the credit retailers. Furthermore, 2020 was a year dominated by strong

cash sales growth and weak credit sales growth due to two major reasons. Firstly,

in times of crisis, consumers generally look to deleverage by actively paying down
existing debt, and 2020 was no different, as consumers avoided taking on new debt.
Secondly, due to the uncertainty of the period, credit retailers were less willing to
open new accounts.

4. Stats SA,HSBC Research.
5. HSBC Research estimates.
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Even though the retailers chose to hold back on new account openings, demand
for their clothing accounts remained strong. Both TFG and Truworths reported a
record number of applications in 2020. As both retailers made their acceptance
criteria stricter, less applicants were risk approved, which led to a reduced
number of new account openings. As the environment becomes less uncertain,
we believe the credit retailers are very well placed to start slowly increasing the
approval rate for new applications. This will support topline growth, as credit
sales have the potential to grow faster than cash sales.

Another supportive factor is that both TFG and Truworths have credit books that are
well provided for. The doubtful debt provision for Truworths at the end of December
2020 was 24%, while the provision for TFG at the end of September 2020 was

25%. Since the adoption of the accounting standard, IFRS 9, provision levels have
averaged 20%. Both retailers increased the provision at the start of the crisis, with
the expectation that consumer credit health would deteriorate and lead to a higher
number of defaults. These expectations have proved to be too conservative, as
collection rates have been much better than feared. As a result, a reductionin the
provision levels going forward should also support earnings growth.

Within the 4Factor investment process, we construct portfolios using intensive
fundamental research and bottom-up stock selection. We allocate capital to stocks
where expected future earnings are being revised upwards, and we like to buy these at
reasonable valuations. We believe what moves the share price for a particular stock from
its current level is the market’s change in earnings expectations - if these are revised
upwards, it drives the share price higher, and similarly, if these are revised downwards,
the share is likely to underperform. Both TFG and Truworths have positive earnings
revisions profiles with reasonable valuations and are active holdings in our funds.

Figure 3: Doubtful debt provision on credit books (%)
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Source: Company Financial Reports.

Conclusion

The South African consumer proved to be much stronger than expected in 2020 post the initial
shock from the pandemic. Early signs in 2021 suggest that consumer health is most likely to
continue to improve and we currently see more tailwinds than headwinds for 2021. We believe job
creation will play an important role in driving consumption growth and offsetting the reduction
inincome for the lower end of the market due to the temporary grants falling away. In summary,
improving consumer health supports our positive view on apparel retailers.
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Important information

Allinformation provided is product related and is not intended to address the circumstances of any particular individual

or entity. We are not acting and do not purport to act in any way as an advisor or in a fiduciary capacity. No one should

act upon such information without appropriate professional advice after a thorough examination of a particular situation.
This is not a recommendation to buy, sell or hold any particular security. Collective investment scheme funds are generally
medium to long term investments and the manager, Ninety One Fund Managers SA (RF) (Pty) Ltd, gives no guarantee with
respect to the capital or the return of the fund. Past performance is not necessarily a guide to future performance. The
value of participatory interests (units) may go down as well as up. Funds are traded at ruling prices and can engage in
borrowing and scrip lending. The fund may borrow up to 10% of its market value to bridge insufficient liquidity. A schedule of
charges, fees and advisor fees is available on request from the manager which is registered under the Collective Investment

Schemes Control Act. Additional advisor fees may be paid and if so, are subject to the relevant FAIS disclosure requirements.

Performance shown is that of the fund and individual investor performance may differ as a result of initial fees, actual
investment date, date of any subsequent reinvestment and any dividend withholding tax. There are different fee classes of
units on the fund and the information presented is for the most expensive class. Fluctuations or movements in exchange
rates may cause the value of underlying international investments to go up or down. Where the fund invests in the units of
foreign collective investment schemes, these may levy additional charges which are included in the relevant Total Expense
Ratio (TER). A higher TER does not necessarily imply a poor return, nor does a low TER imply a good return. The ratio does not
include transaction costs. The current TER cannot be regarded as an indication of the future TERs. Additional information on
the funds may be obtained, free of charge, at www.ninetyone.com. The Manager, PO Box 1655, Cape Town, 8000,

Tel: 0860 500 100. The scheme trustee is FirstRand Bank Limited, RMB, 3 Merchant Place, Ground Floor, Cnr. Fredman and
Gwen Streets, Sandton, 2196, tel. (011) 3016335.

This document is the copyright of Ninety One and its contents may not be re-used without Ninety One’s prior permission.
Ninety One Investment Platform (Pty) Ltd and Ninety One SA (Pty) Ltd are authorised financial services providers.
Issued, May 2021.
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