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Sector Earnings Growth
An important part of Seed’s multi management process is performing monthly asset class valuations using our
in-house quantitative models. This process covers all the local and global asset classes that are suitable for
inclusion in our multi asset class funds and model portfolios. The output of these models guides our tactical
asset allocation decisions, where we under- or overweight certain asset classes in the short term, compared to
our longer-term target weights.
We spend considerable time looking at local equities, as this asset class is one of the main drivers of long-term
balanced portfolio returns. What has really concerned us of late is the very low return from local equities over the
last 5 years, which is a reasonable investment horizon for an equity investment.
The chart below illustrates that the latest long-term returns from the ALSI (blue line) indeed ranks very low
compared to historical numbers:
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In a previous article (Understanding Returns by Mike Browne) we illustrated how an equity index return can be
broken down into three component parts, namely dividend yield, earnings growth and re-rating (change in PE
ratio). In order to better understand the very low equity returns over the last 5 years, we will extend this analysis
to the three main sectors of the JSE.
The rolling 3-year price return for Industrials has come down from above 30% in 2015 to -0.4% today. Earnings
growth, measured on a rolling 3-year basis, has come down sharply and was flat or negative for most of 2017
and 2018. The sector had steady positive re-ratings over the last ten years, until the uncertainty in global markets
in Q4 last year caused a stumble. A share such as Naspers, which has a high weighting in the Index and had
positive price momentum over this period, has contributed significantly to this re-rating.
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The Financials sector has shown steady earnings growth up to mid-2018, and has de-rated for much of 2016 and
2017. Over the last 2 years however, earnings growth has slowed down completely. The sector is heavily weighted
towards banks and insurers, and as a result is mostly geared to local consumers. Given South Africa’s very low
economic growth rate over the last 4 years, it is understandable that these companies have been unable to grow
their underlying earnings.

40%

30%
20%
10%
0%
-10%

Financials- 3Y Earnings Growth

Financials - 3Y Rerating

Dec 18

Jun 18

Dec 17

Jun 17

Dec 16

Jun 16

Dec 15

Jun 15

Dec 14

Jun 14

Dec 13

Jun 13

Dec 12

Jun 12

Dec 11

Jun 11

Dec 10

Jun 10

Dec 09

Jun 09

-20%

Financials - 3Y Price Return

The Resources sector has always been the most volatile, with underlying company earnings driven by global
demand, spot commodity prices in US Dollar terms and unpredictable capital expenditures, amongst others.
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Earnings have plunged from 2015 to 2017, and the market has also punished the sector with a derating on top
of that. However, strong earnings growth has driven returns over the last 3 years to make Resources the top
performing sector (+15.4% pa) over this period.
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In conclusion, earnings growth has really disappointed across all three sectors over the last 5 years, and this has
translated into returns much lower than average. Given SA’s weak fundamentals and the fact that global growth
has been mostly concentrated in the US, local counters have really struggled to grow earnings both locally and
overseas. However, the Industrials and Resources sectors have seen some earnings growth over the 3 years, even
though it comes off a low base.
The local equity mandates in the Seed Balanced Fund has performed exceptionally well over the last year, and an
above-average exposure to the Resources sector has contributed to this outperformance.
Kind regards,

Cor van Deventer FASSA, CFA®
Portfolio Manager
Source (charts illustrated): Iress, Seed Investments (31 May 2019)
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DISCLAIMER
All illustrations, forecasts, information and opinions provided are of a general nature and are not intended to address the
circumstances of any particular individual or entity. We endeavour to provide accurate and timely information but we make
no representation or warranty, expressed or implied, with respect to the correctness, accuracy or completeness of the
illustrations, forecasts, information or opinions. No party should act upon such information or opinion without obtaining the
appropriate professional and specialised financial, legal and tax advice based upon a thorough examination of a particular
situation. Investors should at all times remain aware of the risks involved in the buying or selling of any financial product, and
hereby acknowledges the inherent risk associated with the selected investments and that there are no guarantees (Paragraph
6(2)(f) of BN92).
Seed Investment Consultants will not be held liable for any direct or consequential loss or damage suffered by any party as a
result of that party acting on or failing to act on the basis of information or opinion provided by or omitted from this document.
The Manager retains full legal responsibility for any third-party named portfolio (Paragraph 6(1)(g) of BN92).
Prescient Management Company and the Trustee are registered and approved under the Collective Investment Schemes
Control Act (No.45 of 2002). Collective Investment Schemes in Securities (CIS) should be considered as medium to long-term
investments. The value of financial products can increase as well as decrease over time depending on the value of the
underlying securities and market conditions and past performance is not necessarily a guide to future performance (no
guarantee is provided as to the values of any financial product mentioned in this document). The collective investment scheme
may borrow up to 10% of the market value of the portfolio to bridge insufficient liquidity. A schedule of fees, charges and
maximum commissions is available on request from the Manager. There is no guarantee in respect of capital or returns in a
portfolio. A CIS may be closed to new investors in order for it to be managed more efficiently in accordance with its mandate.
CIS prices are calculated on a net asset basis, which is the total value of all the assets in the portfolio including any income
accruals and less any permissible deductions (brokerage, STT, VAT, auditor’s fees, bank charges, trustee and custodian fees
and the annual management fee) from the portfolio divided by the number of participatory interests (units) in issue. Forward
pricing is used. In the event that specific collective investment schemes in securities (unit trusts) are mentioned please refer
to the relevant Minimum Disclosure Document in order to obtain all the necessary information in regard to that unit trust.
This document may not be amended, reproduced, distributed or published without the prior consent of Seed Investment
Consultants. The laws of the Republic of South Africa shall govern any claim relating to or arising from the contents of this
document. Seed Investment Consultants is an authorised financial services provider in terms of the Financial Advisory and
Intermediary Services Act (Act No. 37 of 2002).
ADDITIONAL INFORMATION (where applicable)
Performance has been calculated using net NAV to NAV numbers with income reinvested. Full performance calculations are
available from the manager on request.
DEFINITIONS (where applicable)
Annualised Return

Annualised return shows longer term performance rescaled to a 1-year period. Annualised return is
the average return per year over the period. Actual annual figures are available to the investor on
request.

Highest and Lowest
Annual Return

The highest and lowest returns, since launch, for any rolling 1-year period have been shown.
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