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At a glance

Market sectors

or “clusters”

Description

Share examples

Global cyclical
commodities

Companies that are positively geared to the
global economic cycle and commodity prices
(China)

Anglo American, BHP Group and
platinum-group metal miners
(PGMs)

Gold Gold price and rand weakness Gold equities
Infrastructure Companies with earnings that are sensitive to Murray & Roberts,

the South African infrastructure cycle PPC and WBHO
Property South Africa-listed property companies that Growthpoint Properties,

are typically sensitive to the domestic interest

Redefine Properties and

rate cycle, especially long-term interest rates Resilient REIT
Rand-hedge cyclical Global industries, aside from commodity Mondi, Sappi and
companies, that are positively geared to the Richemont

global economic cycle

Rand-hedge
defensive

Global industries that are contra- cyclical in
nature

Naspers/Prosus, Anheuser-
Busch InBev and British
American Tobacco

Small/mid-cap
universe

Smaller companies that are sensitive to
the South African equity market cycle

Afrimat, City Lodge
Hotels and
Curro Holdings

South African
domestic
economy

Companies with earnings that are sensitive to
the domestic consumer, economy and interest
rate cycle

Banks, retailers, food
producers, Insurers

Views expressed are those of the management team of the Discovery Balanced Fund range. Earnings revisions at reasonable valuations are the

primary determinants for stock selection from a bottom-up perspective. All views are as at 28.02.21.

Discovery Life Investment Services Pty (Ltd): Registration number 2007/005969/07, branded as Discovery Invest, is an authorised financial services provider.



The equity portion of the Discovery Balanced Fund range
invests in companies where prospective earnings are being
upgraded and valuations are reasonable. When assessing
the sustainability of any revisions, we believe it is crucial to
have a clear perspective on the earnings prospects for the
company, as well as the sector it operates in. This assists us

In terms of positioning, the PGM miners remain a
large holding. Recovering international consumer
vehicle purchases and more stringent emission
standards (particularly from the euro area and
China) have forced manufacturers to adopt greater
use of PGMs in vehicle engines, thus creating a

in identifying any potential adjustments to earnings ahead of strong demand environment. This rise in demand

the market. Our back- testing has revealed that the South
African stock market can be grouped into eight ‘clusters’ or

‘super-sectors’.

Global cyclical commodities

Positive

The economic recovery from 2020's coronavirus pandemic is

underway, further supported by fiscal and monetary

stimulus across the globe. Vaccines have been successfully
developed and distribution has commenced, albeit with

logistical challenges and squabbles in some regions. Global
purchasing managers’ indices (PMIs) have staged a sharp V-
shaped recovery into expansionary territory and consumer

confidence and mobility data has also improved

considerably. These developments continue to underscore
strong demand for commodities, lifting prices. We maintain

has, however, been met by structurally limited new
supply which has underpinned the strong
commodity prices seen by the miners.

Impala Platinum, Sibanye-Stillwater and Northam
Platinum are all active overweight positions and we
expect positive earnings revisions to continue from
here.

Gold

Negative

We have actively reduced our exposure to gold
equities over recent months. Our large allocation to
this sector provided protection for the portfolio
during the first half of 2020 as the sector once
again demonstrated its status as both a ‘safe haven’
and diversifier within portfolios. However, as global

our significant overweight allocation to the diversified mining macroeconomic conditions started to improve and

sector as well as the Platinum Group Miners (PGMs).

To this end, we have material positions in African Rainbow
Minerals, Anglo American and BHP Group. The latter two
companies have significant exposure to countries where
there has been limited operational disruptions despite the
lockdown regulations being enforced globally, thus limiting
delivery risk. These select companies should also benefit
from a faster China recovery compared to the rest of the
world as their commodity baskets (predominantly copper
and iron ore) are geared to demand in China, which has
signalled its intention in pushing through infrastructure- led
economic stimulus. Additionally, these miners entered the
demand crisis with austere balance sheets, limited growth

capital commitments and disciplined supply, and the

resultant high cash flow generation and dividends should

provide support for investors.

yield expectations began to rise, our outlook for
gold and gold shares became less favourable. We
used our exposure to the gold sector to fund our
increased allocation to more cyclical sectors.

Infrastructure

Negative

Overall, we remain negative on the outlook for the
domestic construction sector. The lack of
infrastructure spending from the government and
private sector has been disappointing, and we see
limited catalysts to spur earnings upgrades. In the
medium- to long-term, however, there is the
potential for a revival if the new government
leadership in place embarks on an infrastructure
spend programme, especially as a means to
stimulate a local economy that has been battered
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by strict lockdown restrictions. To this end, a memorandum :
of agreement has been signed to begin work on the National Ra N d_hedge CyC| ICa |

Infrastructure Fund — an allocation of R100 billion over 10  Positive

years has been earmarked for this. If and when this is The portfolios have a growing allocation to global
implemented, it should help finance projects which will likely cyclical stocks which are geared to the global

spur infrastructure activity off its lows and benefit economic cycle and are exhibiting favourable
construction plays. While we continue to monitor earnings revisions. Most of the holdings in this
developments closely, we believe that in line with our bucket are benefitting from the faster China
earnings revisions process it is still too soon to invest. recovery versus the rest of the world. In addition to

our high allocation to mining counters, we have
P o pe r_ty increased our exposure to shares such as Sappi. We
have also increased the allocation to luxury goods
Negative maker, Richemont, as we believe its earnings
Our allocation to this sector remains limited. Despite recent revisions have troughed.

price gains, the domestic property sector has suffered from

several setbacks over the last few years, including In our view, consumer expenditure will rise in home
deteriorating fundamentals, governance and reporting- markets to satisfy pent-up demand and given the
related concerns, the rebasing of earnings and the restrictions on international travel. Recent robust
introduction of pay-out ratios. Prior to the COVID-19 Chinese and US demand is pointing towards a
pandemic, the sector was on a slow road to recovery as strong recovery, and Richemont is well placed to
many items appeared to be captured in valuations and capitalise. The company's positioning in China

reflected expectations of more sustainable earnings profiles. should be beneficial as domestic consumers have

The current crisis is, however, unprecedented, particularly ~ grown to dominate luxury purchases and the rising

for real estate markets. In our view, the obvious near-term  wealth effect across the region is arguably in its

impact is on the retail and hospitality sectors given the early stages.

limited ability of many businesses to trade at full capacity,

but we have no doubt it will impact all sectors over time. Additionally, the luxury goods sector should benefit
from its typically resilient customer base, which is

Although valuations remain attractive, we believe there are less likely to be materially affected by job losses,

no obvious catalysts that will precipitate a sector re-rating in falling incomes etc. They have also had limited

the near term, hence our modest allocation to the asset opportunities for any discretionary spending due to

class. lockdown restrictions (resulting in lower
entertainment, recreational and travel expenses).

In the near term, dividend yields are likely to be lower given As a result, Chinese consumers potentially have

pay-out ratios, and, in some instances, dividends may be additional funds to redirect towards luxury goods.

withheld to retain cash. On a sustainable earnings basis, like-

for-like rental growth is forecast to be below inflation for the Ra N d _ h e dge d efe NS i\/e

next two to three years, while deleveraging will likely further

dampen growth prospects. Direct asset values are also likely Neutral

to come under some pressure, although it is too early to While we maintain a material allocation to both

estimate the magnitude thereof. We believe the valuations ~ Naspers and Prosus, we have cut the portfolio’s

are justified given the deteriorating growth profile of both ~ exposure to defensive counters such as British

distributions and net asset values (NAV).
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American Tobacco, where earnings revisions profiles are
falling short, especially in relative terms.

We believe that the performance of Tencent will remain the
primary driver of shares in Naspers and Prosus over the
medium term. Tencent's gaming division has regained
traction, while we also believe the long-term earning power
of its platform remains intact. Although we expect gaming
revenue to normalise as people return to work in China, we
believe the COVID-19 crisis (and shift to working from home,
even if that proves temporary) has expanded its long-term
gaming user base as more people have now been absorbed
into its ecosystem. Tencent's very strong game development
pipeline and the jump in deferred revenue supports an
improved growth outlook for the gaming division.

On the social advertising side, Tencent's market share in
advertising remains well below its share of time spent online,
which bodes well for future growth in this segment.

We also have exposure to Anheuser-Busch InBev. Although
we are cognisant of some of the trading headwinds the
global brewer faces, we believe it could deliver expectation-
beating results due to its ‘self-help’ potential through cost-
saving measures. Additionally, the company has been
gaining market share in the US, which is its largest profit
pool mostly via its Bud Light, Michelob Ultra and Stella Artois
brands, while its craft beer portfolio along with its Hard
Seltzer brands have enjoyed above-market demand, which
bodes well for its operational performance. In other big
markets such as Brazil and Mexico, Anheuser-Busch InBev is
taking market share, with constant currency profits expected
to be better than predicted. China is also now seeing
volumes normalise, with year-on-year volume growth
expected in this region.

Small/mid-cap universe

Negative

Our positioning here remains focused on several smaller
businesses with solid growth prospects. Given that a
significant number of companies in this sector are geared to
the domestic economy, we are less constructive on their

earnings revisions prospects given the negative
feedback loop of disappointing growth and a
dimmer economic outlook in the near term. Our
research is focused on identifying those
opportunities where valuations are attractive, and
we have a high degree of confidence that the
negative trend in earnings revisions have
bottomed. Considering the high level of uncertainty
about the pace of economic recovery South Africa
faces, we place a high degree of emphasis on
balance sheet quality. Examples include the likes of
Astral Foods, Motus and Transaction Capital.

South African domestic
economy

Positive

The current positive global backdrop is supportive
for South Africa’s economic recovery, while the local
macroeconomic newsflow has been incrementally
positive. Domestic tax revenue receipts are
exceeding the National Treasury's forecasts, while
we also recorded the largest trade surplus on
record for 2020, benefitting from favourable terms
of trade (the relative price of exports to imports),
reflecting robust export minerals and metals prices
and the weakness in international oil prices.
Incoming data further suggests GDP could exceed
current (albeit weak) expectations. We remain
constructive on the local and international
economic outlook and we have a cyclical tilt across
the portfolios.

Within the ‘SA Inc’ universe of shares (domestically
focused companies), we have increased exposure
to discretionary retailers such as The Foschini
Group (TFG), Pepkor and Truworths International.
While all are set to benefit from the easing of
lockdown restrictions, increased mobility and the
economic recovery, these positions have been
informed by distinct, bottom-up fundamental
research alongside company-specific factors that
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should lead to positive earnings revisions. The most recent
trading updates from these three firms exceeded market
expectations, and earnings are already being upgraded. TFG
is set to benefit from the integration of Jet and enter into the
value retail segment, while Truworths' conservative credit
provisions and lending will differentiate itself in the credit
sales market, and Pepkor continues to take market share in
the value segment - a market which we believe will grow to
be a bigger portion of the overall South African consumer
wallet. Conversely, the defensive shares that had faired
(relatively) better at the onset of the crisis (food retailers,
pharmacies, telecommunications) have seen their earnings
revisions plateau and we see little investment opportunity in
this cohort. That said, we are bullish on Pick ‘n Pay Stores
and its ability to differentiate itself from peers in its cost and
restructuring strategy as the year progresses.
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DISCLAIMER:

Discovery Life is a registered long-term insurer registered under the South
African Long Term Insurance Act of 1998 and an authorised financial services
provider (registration number 1966/003901/06). Discovery Invest is an
authorised financial services provider (registration number 2007/005969/07). All
benefits are offered through the insurer. The insurer reserves the right to
review and change the qualifying requirements for benefits at any time. Product
rules, terms and conditions apply.

The views and opinions expressed in this article are for information purposes
only and should not be seen as advice as defined in the Financial Advisory and
Intermediary Services Act. Discovery shall not be liable for any actions taken by
any person based on the correctness of this information. For full details on the
products, benefits and any conditions, please refer to the relevant fact file. For
tailored financial advice, please contact your financial adviser.

For the full CIS disclosure and risk statement, go to:
CIS disclosure:
http://www.discovery.co.za/assets/discoverycoza/corporate/cis-disclosure.pdf

Risk disclosure:
http://www.discovery.co.za/assets/discoverycoza/corporate/risk-disclosure.pdf

DISCLAIMER:

Important information from Ninety One

All information and opinions provided are of a general nature and are 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 or opinion without
appropriate professional advice after a thorough examination of a particular
situation. We endeavour to provide accurate and timely information but we
make no representation or warranty, express or implied, with respect to the
correctness, accuracy or completeness of the information and opinions. We do
not undertake to update, modify or amend the information on a frequent basis
or to advise any person if such information subsequently becomes inaccurate.
Any representation or opinion is provided for information purposes only.

Collective investment schemes (CIS) 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 Ninety One Fund Managers SA (RF) (Pty) Ltd.
Additional advisor fees may be paid and if so, are subject to the relevant FAIS
disclosure requirements. CISs are generally medium to long term investments
and 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 the future. The value of participatory interests (units) may
go down as well as up. Fund valuations and transaction cut-off time are 16h00
SA time each business day. Fluctuations or movements in exchange rates may
cause the value of underlying international investments to go up or down. Fund
prices are published each business day in selected media.

Ninety One Fund Managers SA (RF) (Pty) Ltd, PO Box 1655, Cape Town, 8000, Tel:
0860 500 100 is registered under the Collective Investment Schemes Control
Act. Ninety One SA (Pty) Ltd is a member of the Association for Savings and
Investment SA (ASISA). The scheme trustee is FirstRand Bank Limited, PO Box
7713, Johannesburg, 2000, Tel: (011) 282 1808. In terms of the Financial Advisory
and Intermediary Services Act, FSPs should not provide advice to investors
without appropriate risk analysis and after a thorough examination of a
particular client’s financial situation. Ninety One SA (Pty) Ltd is an authorised
financial services provider.
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