
THIRD QUARTER 2018 | 5

Mikhail Motala

Mikhail joined PSG Asset Management in 2015 and serves as an Assistant Fund Manager. He conducts research on both 
local and global companies across various sectors. Before joining PSG, he worked in the assurance division at Ernst & Young. 
Mikhail is a qualified Chartered Accountant.

The opportunity in SA Inc.

The best investment returns are born in times of fear and 
uncertainty
The views of value investors currently assessing South Africa are 
likely to echo Charles Dickens’s description of the atmosphere 
ahead of the French Revolution in the late 1700s. On the one 
hand, there’s a prevailing negative narrative about the endless 
and seemingly unsolvable problems facing the country. On the 
other hand, these ‘worst of times’ politically and economically 
could be the ‘best of times’ for investors. 

Exploiting market cycles is key to investment success
Markets are inherently cyclical. There are ups and downs, good 
times and bad. Understanding and exploiting these cycles is a 
key determinant of investment success. In his book The Most 
Important Thing, Howard Marks, the esteemed American 
investor and writer, provides a framework to understand 
market cycles. He introduces the concept of taking the market’s 
temperature. The goal is to determine if markets are at either of 
two extremes: hot (where market participants are very optimistic, 

and valuations are high) or cold (where market participants are 
very pessimistic, and valuations are low). As counter-cyclical 
investors, we exercise caution by building cash in hot markets 
while aggressively deploying cash in cold markets.

South Africa is currently at the cold end of the market 
spectrum
Signs that point to this include:
• Newspaper headlines that consistently highlight the 

negatives: recession, political turmoil and fears around land 
expropriation. Any talk of the ‘Cyril Spring’ or ‘Ramaphoria’ 
is a distant memory.

• Business confidence (shown in Graph 1) that is close to  
40-year lows seen during the Rubicon speech in 1985, 
fears of a civil war following Chris Hani’s assassination in 
1993, the Asian financial crisis in 1997/1998, and the global 
financial crisis of 2008/2009. 

• Recent financial results commentary from JSE-listed 
companies that reveals just how tough the current economic 
environment is. Businesses exposed to South African GDP 
(SA Inc.) are experiencing some of their most testing times.

'It was the best of times, it was the worst of times…'

Charles Dickens, A Tale of Two Cities

Graph 1: The SACCI Business Confidence Index is close to 40-year lows

Sources: The South African Chamber of Commerce and Industry (SACCI), I-Net
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Mid-cap shares are trading at historically low valuations 
Looking at the JSE, the FTSE/JSE Mid Cap Index serves as a 
good proxy for SA Inc. companies. Many of the constituents 
of the FTSE/JSE Top 40 Index are global businesses, with only 
a small proportion of their earnings coming from South Africa. 
As Graph 2 shows, the valuation of the Mid Cap Index, based 
on its price-to-book ratio, is at historic lows last seen in 2002.

Valuations closely follow business confidence, as both 
are proxies for investor sentiment
Depressed valuations signal that the market has very low 
expectations for future earnings growth. It is therefore not 
despite of but because of the tough economic environment 
that local mid-cap shares present attractive opportunities. 
Many of the fears about South Africa’s economic woes appear 
to be priced in to these shares. So even if economic headwinds 
persist for longer than expected, shareholders can still expect to 
make decent returns. If, however, a ‘normal’ cycle unfolds and 
some of the headwinds abate, the resultant earnings recovery 
could be dramatic. In this scenario, shareholder returns could 
be highly attractive.

It’s not all doom and gloom
It’s very difficult to predict if or how an economic recovery 
may take shape, and market participants should by no means 
underestimate the challenges the local economy faces. However, 
we believe there are a few encouraging factors to consider:

• In various South African industries (such as infrastructure 
and energy), there is pent-up demand from the so-called 
‘lost decade’ – the economic stagnation experienced over 
the past 10 years.

• Growth follows investment. Investment into emerging 
markets generally is at cyclical lows. Within emerging 
markets, South Africa has taken a bigger knock than many 
of our peers.

• Generally, South African corporate balance sheets are strong.
• Key local institutions such as National Treasury and the 

South African Reserve Bank have been thoroughly tested 
over the past 12 months and have proved their mettle.

• Despite a recession and an inquiry into state capture, 
there has been a peaceful and democratic change in the 
leadership of the ruling party.

Our funds currently feature several SA Inc. opportunities
We’ve highlighted two examples below.

1. Hudaco Industries Limited (Hudaco)
Hudaco was founded in 1891 by Hubert Davies, as a 
company that supplied equipment to mines. More than 
100 years later – having successfully navigated many ups 
and downs – the company still bears its founder’s name 
(Hubert Davies and Company) and still supplies equipment 
to mines. 

Graph 2: The price-to-book (P/B) ratio of the FTSE/JSE Mid Cap Index is at historic lows

Source: Bloomberg
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Over the past 20 years (as shown in Table 1), Hudaco’s 
total shareholder return was 25.0% a year, compared to the  
FTSE/JSE Top 40 Index (Top 40), which delivered 15.8% 
a year. This 9.2% annual difference is noteworthy. An 
investment of R1 million in Hudaco in 1998 would be worth 
roughly R86.7 million today. The same investment in the Top 
40 would be worth R18.8 million.

Hudaco’s excess return is partly due to its return on equity 
(ROE), which has averaged 20.7% (compared to the Top 
40’s ROE of 15.6%). Its higher ROE is one indicator that 
Hudaco is a higher-quality business than the average Top 40 
company. Despite this, its shares are notably cheaper, trading 
at a price-earnings (P/E) ratio of 11.4 times, compared to 
the Top 40’s P/E ratio of 17.2 times. Given its depressed 
valuation, we believe there is sufficient upside in Hudaco 
even without a significant economic recovery. Under a 
scenario where growth recovers to the average long-term 
rate, however, the upside could be considerable.

Hudaco is a sizeable position in all our local funds.  
PSG Asset Management owns more than 10% of Hudaco. 

2. AECI Limited (AECI)
AECI was founded in 1924 and has positioned itself as 
a market leader in providing explosives and specialty 
chemicals to the industrial, mining, water and agricultural 
industries. Its business model is easy to understand: 
chemical applications are typically a small component of 
their customers’ production costs, but their precision is 
mission critical. This gives AECI the proverbial hook.

AECI experienced the perfect storm in early 2016, with 
all key areas in which they operate facing temporary 
headwinds: a mining commodity crisis, depressed local 
manufacturing volumes, and a nationwide drought. This 
was a meaningful stress test for the business and resulted 
in temporarily depressed earnings. Crucially, AECI entered 

the downturn with a strong balance sheet. This allowed the 
company to use the opportunity to buy back shares and buy 
complementary quality businesses at reasonable multiples. 
A business that has both cyclically depressed earnings and 
a management team that understands and exploits cycles 
appeals to us. We are therefore of the view that AECI 
holds the potential for an asymmetrical payoff if economic 
conditions improve, as earnings will normalise and the share 
will re-rate.

AECI is a sizeable position in all our local funds.  
PSG Asset Management owns more than 5% of AECI.

We believe that SA Inc. exposures will serve our clients 
well in future 
We have used our advantage over larger peers to exploit  
SA Inc. opportunities outside the Top 40. Companies such as 
Hudaco and AECI form part of a large cluster of mid-cap SA Inc. 
shares we hold in our portfolios. Others include Super Group,  
Sun International, Reunert and Raubex.

Most of our SA Inc. holdings trade at free cash flow yields of 
10% or above – very attractive entry points relative to both 
history and other opportunities globally. As free cash flow is a 
measure of the cash available to distribute to shareholders or 
expand the business, these companies could effectively return 
well over 15% a year, even if we assume that they only grow by 
inflation in the absence of any GDP growth. 

Our funds’ SA Inc. positions are therefore not based on an 
expected recovery in the South African economy. It must, 
however, be noted that current levels of free cash flow were 
generated in a recession, and any growth in the economy would 
provide considerable upside to prospective returns. While these 
companies may therefore be undergoing the ‘worst of times’ as 
businesses, their investors could, in time, be enjoying the best 
of times.

Source: Bloomberg (data from September 1998 to September 2018)

Hudaco FTSE/JSE Top 40 Index Difference

20-year total shareholder return 25.0% 15.8% 9.2%

Average return on equity 20.7% 15.6% 5.1%

Price-earnings ratio 11.4x 17.2x

R1 million invested in 1998  R86.7 million  R18.8 million  R67.9 million 

Table 1: Hudaco has outperformed the FTSE/JSE Top 40 Index over 20 years


