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Opening Perspectives
Who can grasp that the end of the 2021 is here? Christmas promotions are
on display. Year-end functions are in the works and the long-awaited
December leave is being planned. However, as we move towards the end of
the year, we’re still very much mindful of the possibility of a 4th wave of
COVID-19 cases, and stricter lockdown rules over the festive period. We
hope that the vaccination rate increases over the coming weeks in order to
stave this off or reduce its impact.
Being custodians of client assets and managing them in a prudent manner can
be challenging in navigating the risks while pursuing the growth objectives
sought by asset owners. Against the political, economic and social backdrop
in South Africa at present, this is even more so. However, there are
opportunities to engage with political and business leadership to create a
brighter outcome, and in the meantime find great investment which present
themselves which are less dependent on the macro environment for success.
We discuss this in our opinion article, Investing at a Tipping Point.
In this edition of Perpetua Perspectives, our macro-economic piece discusses
the topical and pressing issue of inflation. We address the global economic
concerns around the possibility of elevated inflation and the feared
phenomenon of stagflation. We touch on our investment assumptions and
positioning in anticipation of this scenario.
Our global equity article explores the very topical discussion of the
regulatory reforms in China. We discuss the context for them, what the
objectives might be, and how it might affect the appetite of investors. We
believe that the recent sell-off as a result of investor fear has created an
opportunity to invest in quality businesses with sound fundamentals and
which offer significant return potential.
As energy prices reach decade level highs, our global thematic article dives
deeper into the factors driving the current global energy shortage and what
we believe should be considered when assessing the volatility of energy
supply from a long-term perspective and its impact on energy costs.
The growth of private food labels is becoming an important feature in the
product mix of retailers in South Africa. In our domestic equity sector
segment, we look at this phenomenon, globally and with a specific focus on
South African private food labels. We consider how the maturing retail
sector is offering consumers more choice at value for money prices, and how
this is affecting various household names in South Africa.
This edition of Perpetua Perspectives also features two Responsible
Investing in focus or “RI in focus” pieces. In the first article we discuss
the despairing reality of climate change, the current risks affecting various
stakeholders in the value chain as well as opportunities identified within
various sectors.
2

In the second RI on focus article, we undress the term fast fashion and
elaborate on the rise of fast fashion retailers, with specific focus on the
important fundamental environmental and social issues that face the industry
as the emphasis increases on responsible clothing production methods.
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Our Explained feature expounds on the importance of portfolio risk
management within an asset management firm with a detailed guide to
common portfolio risk measures employed in measuring absolute and
relative portfolio risk, and what the implications of each of them are.
We hope that you find this edition interesting and useful, and we look
forward to engaging with you with regards to any of the contents. Mindful of
the fact that we’re heading towards the end of the year, we wish you and
your loved ones all the very best for what remains of 2021, and that you’ll
enjoy a safe, joyful festive season and holiday period.

By Kevin Dantu
Kevin is Perpetua’s Head of Clients. Kevin has over 20 years’
experience in investment management and holds a B Comm.
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Investing at a tipping point
We are at a crossroads
It feels like when we consider the reality of life in South Africa right now, we
could say we are at a crossroads: an economic, social, political, environmental
and technological crossroad. There is risk from which direction we take on
each of these fronts separately but also how they intersect and then how
they all add up.
Most of us face these crossroads in multiple ways: as citizens, as parents, as
business owners, business leaders, employees and of course, as investors.
Crossroads present risk of the unknown but they can also present
opportunity.

“Crossroads present risk…and
opportunity.”

We got here slowly
In order to try to work out which direction we are going in, we also have to
work out where we have been; where we are now; and how we got here.
No matter the starting point we choose given South Africa’s fraught past, in
truth we got here slowly. Whether we measure from the dawn of the new
democracy or assess the contribution of how the accumulated effects of
inequality and skewed investments from several preceding generations have
contributed to this state, this current state was long in the making.
We have written in many previous commentaries about the long-standing,
well-understood, deeply structural issues faced by our country, which
include:
•

•

•

•

Fiscal cliff: government’s ballooning debt has resulted in debt service
costs, together with a massive public sector wage bill and social grant
expenditure eating significantly into government revenues. COVID-19
related social grant spending accelerated this expenditure burden while
a sharp increase in commodity prices have ameliorated some of the
burden.
Inequality: this is deep-rooted and virtually intractable, as the wealthiest
10% own 85% of all household wealth; 0.1% own 25%; and even more
sobering that the wealthiest 3500 people own more than the poorest 32
million among us.
Unemployment: an endemic reality that four out of ten South Africans
are unemployed; and for those under the age of 24 this statistic is even
worse at six out of ten.
Gross fixed capital formation (GFCF): Capital investment has been
poor with South Africa having amongst the lowest GFCF in the world.

These are just some of the most important issues, but there are many more.
These factors create a tinderbox environment that could quite easily explode.

4

The Durban riots were a marker for the direction we could
be heading in
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When we consider the desperation and frustration of many South African
citizens combined with the divided status of the ruling part of the country,
one can soon understand how the distressing riots and rampant looting in
KwaZulu-Natal in July 2021, while shocking – should not have been
altogether surprising. The signal this situation sent to the world at large was
best captured by a New York Times article from July which was entitled
“South Africa is Falling Apart”. It painted a very sobering outlook for what
the outlook for South Africa could truly look like without the political will
and leadership to address the severe socio-economic problems which we
continue to face.

Some trends will persist no matter the macro state of the
country
When we consider the day-to-day reality of business and enterprise all over
the world, what is apparent is that irrespective of the way South Africa goes
politically, socially or economically – technology and its use is going to
continue to grow exponentially from this point. The United Nations believe
frontier technologies will grow ten-fold over the next five years, taking
advantage of digitisation and widespread connectivity. This creates a great
opportunity for those companies and countries who are readying themselves
to catch this powerful technological wave [Figure 1].

“Technology is going to
continue to grow
exponentially.”

Figure 1: 2020 brought technology demand forward by a few years
Blockchain; 0,7
Nanotechnology; 1

3D Printing; 10

Gene editing; 3,7

IoT; 130

5G; 0,6
AI; 16
Robotics; 32

2018
$350 billion

Big data; 32

Solar PV; 54
Drones; 69

Blockchain; 61
Nanotechnology;
2,2
Gene editing; 9,7

IoT; 1500

3D Printing; 44
5G; 277
AI; 191

2025
$3.2 trillion

Robotics; 499
Big data; 157

Drones; 141

Solar PV; 344

Source: UNCTAD
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South Africa could potentially be underprepared to truly adapt to and adopt
these fast-growing technologies, but this won’t stop the technologies from
ramping up. The composition of the companies listed on the South African
stock market is still however very heavily exposed to resources and financial
companies with a complex look-through to rapidly increased technology
spend.
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Investors need to make their own luck
In this environment of uncertainty, fear and poor fundamentals, it feels hard
to be excited about the opportunities that being at a crossroads could
represent. As an investor one might even start to lose all hope or interest in
even bothering to invest in domestic equities, and perhaps this is why global
equities offer an important diversification option. See our previously
published, Living local, Investing global article. However, there are several
investors who have large sums of capital that must be invested in South
Africa.
Instead of throwing up our hands helplessly and accepting the fate for where
the road ahead might lead us, this inflection point presents a critical juncture
in compelling investors, especially active investors, to really focus on starting
to make their own luck and make their own destiny. In this scenario, I believe
active investors need to start leaning on and deploying the aspects which give
us our differentiation as investors – which is our ability to choose; to use our
insights; our judgement and our position to engage; collaborate and influence
company management; policy makers and government at large.
Even if we are at a tipping point in South Africa’s growing pains journey, we
as investors are uniquely positioned to mitigate the risk that this tipping point
presents, by researching our scenarios keenly but also having an ability to
influence which direction could unfold.
At Perpetua we take this ability very seriously and we have been spending a
meaningful about of time engaging with public and private company leaders
to both understand and even influence their decision-making to improve the
odds of achieving of a positive long-term outlook not just for those
companies but also for our investment portfolio, the country, and we the
citizens at large.
“To say that our country is in deep trouble is to echo the voices across the entire
society; but in truth some of us can do more, and indeed do more.”
Branko Brkic, Daily Maverick Editor-in-chief

By Delphine Govender
Delphine is Perpetua’s Chief Investment Officer. Delphine is cofounder of the firm and has been CIO since it started in 2012.
She has over 23 year’s direct investment management
experience and is a CA (SA) and CFA charterholder.
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Macro-economic overview: The inflation
debate is building
Inflation is currently one of the most topical and debated key economic
indicators in global financial markets.

The most feared reality is stagflation
The prevalence of the Delta COVID-19 variant during the past few months
fuelled concerns that inflation might be elevated at the same time as
economic growth might be slowing. This scenario would more likely lead to
some form of “stagflation”1. That is a scary word in the world of financial
economics.
We had a similar stagnation experience in 1973, when the Organization of
the Petroleum Exporting Countries (OPEC) oil embargo sent oil prices
skyrocketing and consumers suffered tremendously. The US and world
economy experienced a recession, while prices were soaring. Inflation hit
11% in 1974 and gross domestic product (GDP) fell for five consecutive
quarters, with unemployment hitting 9% in 1975. This was a major and tricky
problem for markets and policymakers alike. This kind of situation creates a
big headache for central banking authorities, and they therefore look to avoid
it at all costs. Their usual playbook for reducing inflation - which is to increase
interest rates - is only likely to further exacerbate the growth and
unemployment challenges.

“…world economy
experienced a recession, while
prices were soaring.”

For consumers, it is a dire and miserable development. Prices would be rising
but household incomes are not commensurately. Affordability becomes
negatively affected by this and demand collapses. Businesses then suffer and
unemployment increases. As a result, overall quality of life can be damaged.

Even if we avoid stagflation, elevated inflation is also a concern
We do not think we are facing as dramatic a situation as 1970’s stagflation
but certainly there are real risks of some form of elevated inflation. This could
likely affect economic growth. There are several factors contributing to this:
1.

2.
3.

4.

“…low interest rates
continuing to drive asset prices
higher.”

Rising commodity prices are inflationary. Energy prices especially are
contributing to upside inflation risks see Lonwabo Maqubela article on
Energy prices.
Global supply shortages and slow ramp-up of production after COVID19 related shutdowns are creating inflationary environment.
Unprecedentedly low interest rates in developed markets that have
remained low for a longest period are continuing to drive asset prices
higher.
Fiscal relief programmes in response to the COVID-19 pandemic are
fuelling demand and prices.

1

The “stag-” refers to economic to economic stagnation – low growth and high unemployment. The “flation” refers to inflation.
7

5.
6.

Deglobalisation trends that are emerging might lead to cost-push
inflation as regional production starts to increase.
Risk of the COVID-19 4th wave, especially in poor countries that have
low vaccination rates.

Perpetua
Perspectives
Spring Edition 2021

When we look at the Global Inflation Surprise index compiled by Citi in
Figure 1 below, it is worrying and prescient that the indicator reached an alltime high in September 2021.
Figure 1: Global Inflation Surprise at all-time high
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Central banks are digging into their toolkits
Despite re-openings and better-than-expected recovery in most global
economies, unemployment has remained stubbornly high for most countries.
It is sitting at approximately 5% in the US, way higher than the average of the
past five years. In the US, the largest and most followed market globally, there
are growing worries that inflation might remain high (well above the average
2.5% level) for a longer period than anticipated.

“In the US there are worries
that inflation might remain
high…”

A rising number of central banks in emerging economies have been
conducting sequential interest rate hikes this year. They are preparing for
possible inflation rise and other possible global shocks, while also creating
space to reduce rates down the line if needed.
In South Africa, our central bank modelling is suggesting the need for the
gradual lifting of interest rates to keep inflation close to the 4.5% midpoint of
the current target band while also keeping long-term interest rates low. So
far this year none of the Monetary Policy Committee (MPC) members voted
for further easing of monetary policy. Instead, they have been hinting that the
next move would most likely be a modest gradual increasing of rates, barring
a major unexpected shock to currency and inflation.

“In South Africa the next move
would be a modest gradual
increasing of rates…”

Our investment assumptions and positioning include upside
inflation risks and rising rates
In our analysis of domestic shares and bonds, we have also used this view as
our base case in our modelling and macro-economic projections. We have
placed a high probability on the scenario of inflation that is well within the
target range and gradual interest rates increases between now and end of
calendar year 2022.
8

In this base case scenario, our South African government bonds are
attractively priced in absolute terms and relative to our peers in emerging
countries on a risk adjusted basis. When it comes to domestic-oriented
shares, we prefer to be very selectively positioned depending on individual
company-specific strategies; level of business attractiveness; pricing power;
management plans/interventions in a challenged economy and margin of
safety in the valuations.
The macro-economic environment is very fluid right now and with these
kinds of uncertainties, the market is trying to formulate a firm view on where
the stagflation scenario might land, and therefore volatility tends to increase.
Uncertainty and volatility, however, also create opportunity. We are
therefore spending time assessing the various inflation scenarios and the
optimal portfolio management response depending on where things land –
this means that we are better prepared to seize opportunities and not
become a victim to uncertainty.
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“Uncertainty and volatility
however also create opportunity.”

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. Comm (Hons), and EDP.
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China’s Regulatory Reforms: Separating
fear from fundamentals
Fallen angels
The last several months have been extremely challenging for Hong Kong and
US-listed Chinese stocks. The KraneShares CSI China Internet EFT has lost
more than 30% of its market value over the past year and over 50% since
mid-February. In contrast, US technology stocks (Nasdaq 100 index) have
gained 37% over the past year, outperforming their Chinese rivals by more
than 69%. Chances are that you have seen the news headlines regarding Ant
Group’s suspended IPO (November 2020); Alibaba’s $2.8 billion anti-trust
fine (April 2021) and the sweeping changes taking place across the private
tutoring sector. China’s new “Private Education Law” prohibits foreign
ownership of private compulsory education and introduces several new
policies restricting these companies from earning profits, raising capital, or
listing abroad. Add in an economic slowdown and debt leverage problems in
the housing market, and it is easy to see why on the surface so many investors
appear to be fearful of a pronounced Chinese anti-business and anti-capitalist
shift [Figure 1].

“…investors appear to be fearful
of a pronounced anti-business
shift.”

Figure 1: China tech stocks have been hit by regulatory concerns
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A framework for understanding recent developments
China is widely regarded as a “state capitalist” economic system. It
encompasses elements of both entrepreneurship and capitalism while
acknowledging the guiding and powerful role of the state or Chinese
Communist Party (CCP). The Chinese government sets the political, social,
and economic objectives, which ultimately culminates in a series of Five-Year
Plans. At a high level, the Chinese government wants to align the private
sector behind these policy objectives, which it believes are crucial to
supporting the country’s long-term sustainable growth path.

“…government wants to align
the private sector behind policy
objectives…”

10

Some of these objectives are:
1. Financial stability – de-leverage the financial system and housing market

to remove systemic risk; make housing more affordable
2. Social equality – close the widening wealth gap; ensure parents can afford
to have more than one child.
3. Data security – ensure data doesn’t fall into foreign government hands,
especially the US given the rising conflict between the two countries.
4. Economic reforms – across healthcare, labour, property, and education
to promote fair competition, equality in labour markets, accordable
housing, and adequate healthcare.
5. National sovereignty – protect the country in this period of rising conflict
with the West.
This is just a sliver of the changes currently underway. In the Chinese system,
these policies and reforms are quickly implemented once signalled through
the Five-Year Plan. This is alien to most Western investors who are
accustomed to long institutional processes before similar policies are finally
implemented. In China, capitalism is the mechanism to achieve broader
societal objectives. Deng Xiaoping, the pragmatist Chinese leader who
opened the country to the world and backed the economic reforms that set
it on the path to economic superpower, said: “I don’t care if the cat is black
or white, so long as it catches mice.” The Chinese government has seen how
powerful that entrepreneurial spirit and drive is to foster economic
prosperity.

Perpetua
Perspectives
Spring Edition 2021

“…capitalism is the mechanism
to achieve broader objectives.”

Avoid falling victim to the narrative fallacy
People love stories. They inspire us and often shape who we are. They
motivate us to realise our dreams and overcome adversity. Storytelling is an
essential part of what makes us human. It is crucial to how we make sense of
and interact with the world. The human brain is hard-wired through years of
evolution to look for cause and effect. It is our mechanism to make sense of
complexity and uncertainty. When something good or bad happens, our brain
instinctively seeks a cause. We do this by constructing stories to simplify and
explain a sequence of events. The problem with this ‘reason by analogy’
approach is that it increases the likelihood of making mistakes and reaching
incorrect conclusions. What’s more, the story that each person crafts is
shaped by their own beliefs, experiences and incentives.
In his fascinating book, The Black Swan, Nassim Taleb refers to this cognitive
bias as the ‘narrative fallacy’. It talks to our limited ability to look at a
sequence of facts without weaving an explanation into them or forcing a
logical link. According to Taleb, the biggest error with this line of thinking is
that it increases our feeling of true understanding. This often leads to a host
of other behavioural biases, most commonly overconfidence and
confirmation bias. For example, two people with opposing views can use the
same available evidence to support their conflicting positions, each implying
a different cause and effect. We have seen this play out over and over during
this Chinese tech stock sell-off.

There are many different views but only one reality
The rapidity and magnitude of the regulatory and economic reforms
announced have made many Western investors fearful.
11

Short-term market prices (the effect) are explained by the raft of regulatory
reforms (the cause) but because prices are falling, it is seen as bad. Share
price changes often influence people’s view of the fundamentals, making
things appear far worse or better than they actually are. Open any financial
news article and you’ll see the words ‘crackdown’ and ‘clampdown’ used to
describe the regulatory reforms. Would that still be the case if the share
prices were rising instead of falling? Beliefs, experience and incentives shape
the narrative while share prices influence investor’s perception of reality.
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Embracing first principles thinking and inversion
So, are the changes good or bad? The truth is that nobody knows. But this
does not stop people from reasoning by analogy and linking cause and effect
with narratives that often skew reality, and obscure true understanding. Is
there a better framework for decision-making? We think inverting the
problem and reasoning from first principles to establish foundational
objective truths is a far better way to approach complex problems.

“An investor who has all the
answers doesn’t even understand
all the questions”
Sir John Templeton

We think the real question is, which company is best placed to adapt to the
new rules of the game? This appears more knowable and important, from
our perspective. The only constant is change. Those companies that create
the right culture and environment are best placed to innovate, develop
solutions and adapt. They are playing the infinite game, measuring progress
against their own yardsticks and focused on playing the game as long as
possible. As the saying goes: The key to success is playing the hand you are
dealt like it’s the hand you wanted.

Strong opinions, weakly held
The Perpetua Global Equity Fund has recently taken a meaningful position in
Alibaba and Tencent, now both top 10 holdings. We think they have the
competitive position, people, culture and financial muscle to successfully
navigate the changing regulatory and increasing competitive landscape.
Valuations appear attractive enough to provide a sufficient margin of safety.
We see potential to earn compelling above-average returns for many years.
This is our working hypothesis. But our work has only just begun. Our
immediate focus is on continuously improving our understanding of this
complex situation and gathering information that refutes, rather than merely
confirms, our working hypothesis. If the facts change or we uncover
information that contradicts our hypothesis, we must be willing to change
our mind. At its core, investing is about making informed judgements about
the future, which is inherently uncertain and unpredictable. So, for now, we
have acted on strong opinions but remain vigilant to holding them weakly.

“Valuations provide a sufficient
margin of safety.”

By Graeme Ronné
Graeme is one of Perpetua’s portfolio managers, with
responsibility for global equity portfolios and research. He has
over 15 years’ direct investment management experience,
holds a B. Comm (Hons) and is a CFA charterholder.
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What’s up in global energy markets - or
rather what is not?
Supply shortages drive up energy prices
After a very subdued 2020, global energy commodity prices are either at or
are approaching record highs. Thermal coal and spot Asian Liquified Natural
Gas (which is the proxy for global spot ex-US natural gas prices) are trading
at record highs, whilst US natural gas prices are trading at multi-year highs.
Britain’s energy regulator has been forced to request energy suppliers to
confirm their solvency as some have been forced to close their doors as they
are unable to pass on the high gas prices to consumers. China has had to
implement rather familiar load-reduction "strategies" or put plainly, power
cuts to curb demand. The worst is probably not behind us as the colder
Northern Hemisphere enters its winter [Figure 1].

“…global energy is either at
or are approaching record
highs.”

Figure 1: Energy prices at decade highs

Source: Refinitiv Datastream

A concurrence of factors is driving this current global energy
shortage
The causes of the energy shortage can be best described as a perfect storm:
1. A drought in South China, a region that supplies hydroelectric power

(17% of electricity supply), has meant that this source of power is not as
available as it normally is. In response China has had to rely on spot coal
markets to meet demand. This happens at a time when the Chinese
government has banned imports from Australia due to COVID-19
related geopolitical tensions.

“The causes of the energy
shortage can be described as
a perfect storm.”

2. Demand for power in China remains elevated and above trend as

manufacturers aim to capitalize on post-COVID-19 recovery demand.
13

3. Following the collapse in oil and gas prices in 2020, North American gas

drillers have not returned to previous levels of activity. Investors of
North American oil and gas producers remain disappointed by the lack
of returns during the period of rapid shale gas growth. As a result, capital
is not as freely available, and producers have not commissioned more oil
rigs as prices improved. This is further exacerbated by shale gas’ short
life, as some of the earlier shale basins are running out of reserves [Figure
2].
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“North American gas drillers
have not returned to previous
levels of activity.”

Figure 2: US rig counts not in recovery mode

Source: Refinitiv Datastream

4. In addition to the weather-induced reduced availability of renewable

electricity, the European gas shortage is due to complex geo-political
reasons. Europe relies on Russia (Gazprom) for one-third of its gas
demand. Gazprom has continued to deliver on its long-term
commitments but is not delivering additional spot volumes that are
required to restock European storage facilities in advance of the winter.
Many energy commentators, including the International Energy Agency
(IEA) speculate that Russia is currently supplying less gas to Europe to
strong arm German legislators into approving the operation of a recently
constructed pipeline, Nord Stream 2. Russia and Germany spent the past
decade building the 1200km subsea pipeline which runs across the Baltic
Sea. The pipeline is complete and is due to be authorized for operation
by German legislators. However, German legislators are under pressure
from foreign counterparts (particularly the US) not to tacitly support
Russia’s foreign policy. Russia currently transits gas through Ukraine,
earning the East European country $2 to 3 billion p.a. or 3% of gross
domestic product (GDP). Many speculate that once Nord Stream 2 is in
operation, Russia will be able to bypass Ukraine. The main problem with
this is not the financial impact for Ukraine but rather the fact that Russia
will be better able to act with impunity in Eastern Europe. Afterall, Russia
did annex Crimea from Ukraine in 2014.

“…the European gas shortage
is due to complex geo-political
reasons.”

What’s comes next?
Given the rally in energy prices, it is not unreasonable to expect them to
moderate from current levels, however, it may only be after peak winter
demand.
14

From a longer-term perspective, we believe that the following factors need
to be considered:
•
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The degree of capital rationing that has taken place in the energy complex
will result in tightly supplied markets. For example, global oil and gas
capex peaked in 2014 at nearly $600 billion and has since halved. 2020
was the lowest spend in over a decade [Figure 3].

Figure 3: Global oil & gas capex

“…energy prices may
moderate but only after peak
winter demand.”

Source: J.P. Morgan estimates, Company data

Dirty energy producers are under pressure from shareholders to
increase their dividend payouts and are under pressure from society to
transition to green energy. This leaves very little capital left-over to invest
in depleting dirty energy reserves. JP Morgan estimates that at the
current capex run rate, oil and gas producers will undershoot the capex
required to meet demand by $600 billion over the next decade.
•

Energy (gas and coal) are typically sold under long-term contracts.
However, efforts to increase renewable energy (and independent power
producers’ penetration) have meant that spot purchasing of energy has
grown in its significance. In addition to this, renewable power supply is
more intermittent, resulting in the outlook for the security of energy
supply being more sporadic. All this implies that we should continue to
expect energy prices to not only be volatile but to have higher highs and
lower lows than in the past.

•

Climate change may increase the frequency of disruptive events in key
supply regions. For example, in recent years we have noted the frequency
of how droughts in Brazil and China affected hydropower supply, whilst
floods in Australia impacted the supply of coal and the increasing
frequency of severe storms in the Gulf of Mexico. This will add to the
volatility of energy prices.

•

Geo-politics are always a threat to security of supply. China continues to
grow its insatiable energy demand. Europe is now more reliant on Russia
for baseload supply. The increased dependency and competition will fuel
more tensions. Saudi Arabia’s price war in 2020 is now serving as a
credible threat to Organization of the Petroleum Exporting Countries
(OPEC) and non-OPEC producers to maintain price discipline or risk a
re-occurrence of the price war.

“…expect energy prices to have
higher highs and lower lows”

15

•

•

Higher energy prices are inflationary. As an example, European
benchmark prices have trebled this year. This has pushed the Eurozone’s
headline inflation to +3%, a decade high. Whilst central bankers tend to
look at inflation excluding the volatile contributors, energy prices tend
to have a second-round impact on inflation gauges. Some of the surge in
energy inflation is unrelated to current prices but was due to policy
interventions (taxes) related to reducing carbon emissions. Even if the
central banks don’t respond to the higher inflation, consumer wallets will
be impacted. Energy accounts for 10% of consumer spending and a
trebling of that leaves less available for a post-pandemic party.
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“Energy prices tend to have a
second-round impact on
inflation.”

South Africa is the world’s fifth largest exporter of coal. Coal accounts
for 20% of South Africa’s mineral exports. To the extent that coal prices
remain elevated, the exporters stand to benefit. Recently listed Thungela
could earn its market capitalization next year if current prices persist.
However, South Africa is also an importer of oil and petroleum. If current
prices persist, oil prices will also drift higher. Eskom also purchases some
coal and diesel on near spot short-term contracts. The Transnetoperated coal railway line is currently capacity constrained for various
technical reasons. Banks and other financiers are unlikely to fund new
coal growth projects. As a result, the net benefit to the country from
higher coal prices is not as noteworthy as it might have been in the past.
Longer-term, as demand shifts to renewable energy, we should expect
the coal industry to shrink.

Supply to improve but outlook is more uncertain
The market is currently going through a supply shock, and we expect this to
improve. However, current prices will be inflationary, and may hasten central
bank action. The long-term supply outlook is likely to be more disrupted and
uncertain than consumers have grown accustomed to. In addition, money
must be found to fund the transition to green energy and the emissions
reducing technologies. The world will dig and drill less for coal and gas
respectively but consumers will now have to dig deep still.

“…current prices may hasten
central bank action…”

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 15 years’
investment management experience; is a CA (SA) and CFA
charterholder.
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The shift to private label in food retail
A private label product is a product manufactured or produced by a contract
or third-party manufacturer but sold under a retailer’s brand name.

Increasing consumer acceptance of private label items
Private label has been a key driver to growth in what is arguably a mature
food retail and fast-moving consumer goods (FMCG) market. The South
African packaged food industry grew c9% (+14% private label growth; +8%
national brands) over the last 10 years. During the same period, we saw
private label market share (private label sales as a proportion of total sales)
growing from c11% to c24%. Improvements in consumer perception around
private label quality combined with innovation within the private label market
are the main factors driving this progress.

Private label in South Africa still has runway for growth
In global retail, private labels accounted for c16% of FMCG in 2019. Modern
trade is a must for private label and sales are therefore naturally higher in
developed markets.

“…private label sales are higher
in developed markets…”

In Europe, discounters like Lidl and Aldi have created business models based
almost entirely on private label, which has shaped the now widespread
acceptance of this category. These discounters offer a diverse range of
economy, mid-range, and premium products at very competitive prices. This
has raised the bar on consumers’ quality versus value for money perceptions.
Premium products, such as organic ranges have therefore become affordable
to a broader consumer segment, through private label tiering [Figure 1].
Among leading global markets for private label, Switzerland takes top place
(with 45% market share), followed by Spain (41%) and the UK (41%) [Figure
2].
Globally, private label is well established in the meat and poultry category
with limited growth expected in this category, and similarly private label dairy
is regarded as mature in developed markets. Confectionary, snacks, and
ready-to-eat products have shown the lowest acceptance as consumers are
still hesitant to replace branded snacks due to perceived quality concerns.
Good growth, however, is expected within the health and wellness segment
by offering organic, natural alternatives or more ethical products.

“Good growth, is expected
within the health and wellness
segment…”

Figure 1: Dollar share by country
Switzerland
United Kingdom
Spain
Germany
Belgium
Austria
France

45%
41%
41%
34%
30%
29%
28%
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Europe
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North America

15%

20%

25%

30%

Source: Nielsen; 2013 for most countries1
Figure 2: Global penetration of private label by category - 2018

“As markets consolidate, privatelabel growth will follow…”

Source: Euromonitor International analysis from Passport

Private label growth drivers
•

Consolidation: Private label is a business of scale, and consolidation has
enabled companies to invest in product innovation, consumer research
and marketing to build strong private label brands. Among others, the

1

Selected countries shown
*Indicates 2014 YTD **Indicates 2014 MAT
Note: For consistent cross-country view, all categories are weighted equally to produce an average
private-label share. Individual country reporting may vary due to reporting differences
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top three (in Europe) to five (in the US) retailers account for less than
50% of total market share. As these markets consolidate, private-label
growth will follow.
Expansion of discounter formats: The discounter retailers devote
much of their assortment to private label and create pressure for other
retailers to provide or increase value offerings. These discounter formats
are expected to continue growing.
Continued economic weakness: Financial pressures forced many
consumers to trade down, and many found the quality gap between wellknown international brands and private label not as large as expected.
Innovation: Innovation is a differentiator for both private label and
international brands. This has typically been a core strength for
international brands, but retailers are increasingly stepping up their game
and delivering new products that fulfill evolving shopper needs. European
retailers have led the way, developing award-winning packaging, taking
products up-market, and appealing to consumers’ values (e.g., sustainable,
and fair-trade products).

•

•

•
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The South African perspective
The South African private label market doubled its share of total FMCG sales
in over the last decade. [Figure 3]. Ten years ago, there was a distinct gap in
the level of quality between private label and national/international brands.

“The South African private label
market doubled its share…”

Figure 3: South Africa private label % of total sales
30%
25%

25%
20%

20%
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24%
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SHP

SPP - house
brands

SPP private
label

Boxer

Pick n Pay (PIK), Shoprite (SHP), Spar (SPP)
Source: Company presentations, NielsenIQ, Company data is as of latest reported number

In South Africa, improved quality, and the improving perception regarding
trust in private label products are among the top purchase drivers of this
segment. According to the Nielsen’ Report, 79% of consumers in Africa and
the Middle East say their perceptions of private label quality has improved.

“…70% of all private label
sales are from perishables and
dry goods…”

Local consumers compare private label products with leading brands, with
the majority claiming that they buy the private label products because they
are cheaper. However, the relationship now runs much deeper than that,
with product quality and innovation increasingly coming into the mix.
Approximately, 70% of all private label sales are from perishables and dry
goods, with chicken and milk being the biggest contributors to incremental
growth in 2019, and a recovery in categories like chilled processed meats.
19

Although growth has slowed for prepared meals as COVID-related
lockdowns limited both supply and demand in this category, this category was
the star performer over 2 years to 2020.
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Recently, we have seen a big focus from retailers on their fresh and premium
offerings to attract more shoppers into their stores. In South Africa, the
premium price bracket contributes a quarter of private label sales, which is
set to grow driven by investment in the sector to create depth and sustain
the growth momentum.
Retailers may not necessarily be launching their ranges as private labels, or
house brands as it is also termed. Instead, they are launching private brands,
with niche offerings like Clicks’s Smartbite and Dischem Lifestyle Food.

“Retailers are launching private
brands, with niche offerings…”

Private label strategies from listed South African food
retailers
In South Africa, Woolworths Food (WHL) has been the most successful in
establishing a premium private label brand. Today the Woolworths brand is
synonymous with quality, with continued innovation growing its appeal in
food retail.
Pick ‘n Pay (PIK) initially offered private through their Pick ‘n Pay “No Name”
brand, which was viewed as a cheaper and inferior version of the branded
products. Since then, Private Label within Pick ‘n Pay is offered through
various brands including the launch of Finest brand (premium category) and
various private label brands within its hard discounter store Boxer. Recently,
PIK launched a 3-tier private label offering through differentiated Pick ‘n Pay
packaging and branding.

“…Private Label within Pick ‘n
Pay is offered through various
brands…”

Similarly, Shoprite (SHP) initially introduced private label as a cheaper version
of the branded product through their house brand “Ritebrand”. With
Checkers exposure to the mid-higher segment of the market, the Shoprite
group also initially introduced the Checkers house brand as a cheaper version
of common branded products. However, Shoprite introduced new private
label brands such as the “Oh My Goodness” range and “Simple Truth” to
appeal to the premium market. Shoprite has communicated that the majority
of private label innovations will be within this segment.
Figure 4: Examples of South African food retailer’s private labels

“Not all private label categories
perform similarly…”

Source: Google images
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Not all private label categories perform similarly
General characteristics for a winning private label category include:
•
•
•
•
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The product is not expensive and is a low-risk purchase for consumers.
It is simple to manufacture and comprises mainly commodity ingredients.
The product category sales are large and growing, giving private label
easy runway for growth and profitability.
The category is dominated by a few national-brand manufacturers.

Milk and haircare are two categories which have conversely and respectively
high and low success rates in private label penetration and provide
interesting insights.
•

Milk: national brands find it hard to compete within the milk
category
•

•

•

•

Low brand equity and minimal differentiation: Perceived
differences among milk products are low - there are many suppliers,
and it is relatively easy for retailers to create private label products
(at lower cost). In South Africa, milk is one of the leading private label
categories, unsurprising given all listed food retailers offer own
private label alternative of milk to national brands.
High purchase frequency and price sensitivity: Learnings from
developed countries suggest that milk is a low-risk purchase, making
consumers less brand loyal as they look for the best price.
Additionally, milk has a fast purchase cycle, making price changes
more noticeable to consumers.
Low innovation rate: In the past, national brands have done little
to innovate the milk category because generally, there is less
innovation in commodity categories.

“…consumers are less brand
loyal with low-risk purchases…”

Haircare: private label penetration harder in hair products
categories
•

•

•

•

High innovation rate: new products launched in one year are c5%
of same-year category sales, compared to 0.5% in milk. Launches in
this category are big and usually require significant investment in both
research and development (R&D) and marketing, making it difficult
for private label to compete.
High product differentiation: Manufacturers have developed
products to serve a wide array of needs, including anti-dandruff,
color, damage repair, etc. The difference between perceived vs real
differentiation is very high.
Strong brand equity: International brand manufacturers’
investments in innovation and marketing has created strong brand
preferences and loyalty among consumers. Globally, a third of
consumers say they would pay extra for quality shampoo as they
believe it’s worth it.
Longer purchase cycle and heavy promotional activity: Hair
care purchases are less frequent vs FMCG categories like food. The
higher price is less of a private label growth catalyst like other
categories. Additionally, hair care products are heavily promoted,
21

especially through social media reducing the price differential
between national and private label brands.
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Branded food producers still believe that consumers want to
buy their brands
The rise in market share of private label is undeniable, but branded food
producers still believe that people aspire to buy their brands. As the
economic cycle improves, they believe the consumer will switch back to
more aspirational products. While there may be some truth to consumers
always wanting to improve their lifestyle and shopping baskets, especially as
they get wealthier, the economic reality of South Africa makes this
challenging.

“…they believe the consumer
will switch back to more
aspirational products…”

Some of the food producers have tiered offerings within a category such that
they capture the consumer whether they trade up or down. Others have
also chosen to produce private label products for the retailers in certain
categories where they have excess capacity or little differentiation.

Private label is about offering the consumer more choice
In the increasingly strained South African trading context where limited topline growth and squeeze on margin is the norm, private label – a cornerstone
of most successful retailer strategies – is receiving focus and growing
exponentially in South Africa, across both corporate and independent retailer
portfolios. However, we should appreciate that international and national
brands continue to play a vital role in terms of providing a rich legacy of
quality and innovation, therefore it is certainly not a case of ‘either/or’ when
it comes to choosing between the private label and national brands, but
rather a maturing retail sector that is offering South African consumers
greater value for money and ultimately, more choice.

“…offering South African
consumers greater value for
money and choice…”

By Salome Maruma
Salome is an investment analyst at Perpetua. She has six years
investment management experience, holds a B. Comm (Hons)
and is a CFA candidate.
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RI in Focus: The reality of climate change
Urgent action is required
The hyper-focus on the COVID-19 pandemic over 2020 and into 2021 is just
one of the many pressing issues facing our world today. Climate change is
already a measurable global reality, and with the adoption of the Paris Climate
Agreement in 2015, the world has committed to curbing greenhouse gas
(GHG) emissions to contain the rising global average temperature to well
below 2°C above pre-industrial levels by the end of the century. A drastic
reduction in GHG emissions is required to limit the temperature increase to
2°C, which realistically needs to be limited to 1.5°C to substantially reduce
the risks and impacts of climate change.
In our 2019 climate change article, Understanding the impact of climate
change on investment decisions, we stated, “…the deep and pervasive longterm effect of climate change is not a far-distant future risk but a current risk
to be understood, managed and mitigated.” This fact is becoming increasingly
known around the world as climate change data, research and reporting
floods the internet every day – and for good reason. The past decade has
been the warmest on record. The extent of global warming since 1850 to
2020 can be seen in [Figure 1].

“…temperature increase needs
to be limited to 1.5°C...”

“The past decade has been the
warmest on record.”

Figure 1: The change in the average temperature since 1850

Source: University of California Berkeley

Science-based research informs the strategies and targets of
countries
This year, the Intergovernmental Panel on Climate Change (IPCC) released
their sixth assessment report, Climate Change 2021: The Physical Science
Basis1. Science-based studies like the ones released by the IPCC are used by
governments and organizations to adjust their targets and strategies to slow
down global warming. The report analyses the data available regarding climate
change in Southern Africa and does an adequate job at reinforcing the existing
1

https://www.ipcc.ch/report/ar6/wg1/downloads/report/IPCC_AR6_WGI_Full_Report.pdf
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evidence that the region is likely to become drier, and reductions in
precipitation can already be detected. Droughts are not uncommon but will
only become more frequent as global warming accelerates. In addition,
Southern Africa is warming at a rate twice as fast as the global rate and is
experiencing more maximum temperature records than expected and the
trend seems to be accelerating. We cannot think of climate change as a future
event but one that is an already-existing phenomenon. Figure 2 below
presents the evidence that since the 1970s, South Africa has been warming
at a rate faster than the globe.
Figure 2: South Africa has been warming faster than the globe since the 1970s
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“Southern Africa is warming at
a rate twice as fast as the
global rate.”

Source: Climate System Analysis Group https://www.csag.uct.ac.za/2019/09/25/twice-the-global-rate/

In September 2021, South Africa’s revised Nationally Determined
Contribution (NDC) climate change mitigation target range for 2030 was
approved. This target will be submitted to the United Nations Framework
Convention on Climate Change (UNFCCC). South Africa revised both the
target range for 2025 and for 2030 to between 398 - 510 Metric tons of
Carbon Dioxide equivalent (Mt Co2-eq) and 350 to 420 Mt Co2-eq,
respectively.
The last time (and the first time) South Africa submitted its NDC was five
years ago, targeting within a range from 398 - 614 Mt Co2-eq for both 2025
and 2030. Therefore, the upper limit of the 2025 target emissions has been
decreased, and the upper and lower limit of the 2030 target have both been
reduced. This was done to align targets to the latest science.

South Africa is using carbon pricing to force companies to
consider their activities in relation climate change
Many countries attempt to internalize the climate externality through carbon
tax, forcing individuals (or companies) to consider the future consequences
of global warming. In South Africa, the first phase of the carbon tax was
implemented on 1 June 2019 and will run to 31 December 2022. SA carbon
tax is R120 per ton of carbon dioxide (CO2) but there are massive tax-free
emission allowances of up to 95% in the first phase. The reason for this was
to provide current emitters time to transition their operations to cleaner
24

technologies, but this means that some companies only end up paying R6 per
ton of CO2.
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A review of the impact of the tax will be conducted before the second phase,
which will run from 2023 - 2030. Following this review, changes to the carbon
tax rates and tax-free thresholds will be made.

Companies cannot continue with a ‘business as usual’
approach
Companies play a large role in ensuring that actions are taken to reduce GHG
emissions. If society fails to limit global warming, the world – and therefore
industries – will be increasingly exposed to physical risks, and impact will
occur across the business value chain, from raw materials through to the end
users. Companies may face financial implications due to direct damage to
assets (e.g., property damage due to flooding or damage due to extreme heat)
and indirect impacts from supply chain disruption (e.g., reduced water
availability due to increased demand from others).

“Companies may face financial
implications due to direct
damage to assets.”

Highest GHG emitting companies face both physical risk and
transition risk
In addition to physical risk, another key consideration is transition risk, which
mostly applies to the industries that are the highest emitters like the oil and
gas, metals and mining, utilities, and selected industrial companies. This is the
risk that these companies are left with stranded assets and stranded
communities and workers in the move towards a lower carbon world. The
Just Transition framework seeks to ensure that those who stand to lose
economically from the green economy transition, are supported.
The Just Transition is part of implementing the Paris agreement and
acknowledges the social dimension of transitioning. It focuses on the
management of the social aspects of climate change so that rapid decarbonization is achieved in ways that contribute to inclusive and resilient
growth. Economic, Social and Governance (ESG) factors have often been
addressed in separate silos, but this addresses the social aspect of an
environmental risk.
The reason this is important is because of the concern that failing to consider
the social dimension could give rise to pressure to delay, dilute or abandon
climate policy. Another concern is that the transition could take place in a
manner that is achieved at a high social cost, potentially deepening inequality,
and harming sustainability of economic growth.

“…action to meet the Paris
goals would create 24 million
jobs…”

The International Labour Organisation (ILO), the United Nations’ agency for
the world of work, estimates that action to meet the Paris goals would create
24 million jobs in clean energy generation, electric vehicles and energy
efficiency and lead to job losses of around 6 million, a net gain of 18 million
jobs.

Climate change presents opportunities and risks
As noted above, putting actions in place to align with the Paris goals is
expected to create jobs on a net basis. Transitioning to a low carbon world
25

does not mean that on aggregate there is an economic loss. Opportunities
exist in the transition too. Below are some climate-related risks and
opportunities that we have identified within various sectors:
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• Mining and resources

Due to climate change, the sectors we have identified to be most at risk
of having stranded assets are the mining and resources sector. However,
there are a number of them that are working to position their business
well in the future, for example having higher exposure to copper or other
metals will see their demand grow due to increase in electronic vehicle
(EV) penetration.

“…climate change is not purely
negative but can also be
positive…”

While there were several climate-related risks identified, we also regard
hydrogen fuel cells as an opportunity, as well as mining companies invested
in metals that are beneficial to achieving our climate goals, those
companies invested in clean energy, those that produce electric vehicles,
those looking to de-carbonise aviation and shipping and any other key
solutions needed to reduce greenhouse gas emissions.
•

Financials
The financial services sector contributes significantly to achieving our
climate goals. While they are not heavy emitters of carbon, financial
services should be seen as enablers of achieving climate goals. The banks
are enablers through their lending practices, while the insurers could help
by making it more costly to get insurance for certain sectors to mitigate
increased future risks.

•

Healthcare
The impact of increased temperatures will make outdoor labour more
difficult, which will affect the tourism industry. The increased number of
dangerously hot days will impact health outcomes through higher allergen
levels, higher risk of mosquito-borne disease, as well as heat stress that
causes respiratory and heart problems - this will impact the healthcare
industry.

•

Telecommunications
The increase in physical damage due to weather-related incidents will
impact the more capital-intensive industries such as telecommunications,
which will need to replace their infrastructure more often.

•

Food
Food security will come under strain with the agricultural economies in
tropical regions being the most vulnerable, e.g., Brazil, Indonesia, and
Nigeria, which means those that are not in those areas should benefit
more. Lower crop yields should translate to higher prices, but it is unclear
the extent to which this can be passed on to consumers.

“…financial services should be
seen as enablers of achieving
climate goals…”

The future is now
Whilst climate change is undoubtedly an issue the world could do without, it
does in fact present opportunities. We need to adapt and grow as an
economy and as a society in ways that steer the environment towards a
sustainable equilibrium. This requires conscious efforts by all stakeholders in
the value chain. If we are to slow down the warming of the earth, it is no
26

longer a discussion of whose fault it is but how can we help fix this for future
generations, including our children and grandchildren.
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Brittany is an investment analyst at Perpetua and has
responsibility for co-ordinating general ESG research and
activities at the firm. She has three years industry experience,
holds a B. Comm (Hons) and is a CFA candidate.
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RI in Focus: Undressing fast fashion
The rise of fast fashion retailers
The term ‘fast fashion’ was coined in the early 2000s to describe the
extremely quick turnaround times of designs that move from the latest
fashion shows to retail stores. Today, many consumers desire the trendiest
garments but are not willing to pay exorbitant prices and retailers are
increasingly focused on improving manufacturing speed at a low price.

“…retailers are increasingly
focused on increasing
manufacturing speed…”

The high environmental cost of the production system
While the exponential growth in the volume of garments purchased seems
positive in terms of growth for many companies, the business comes with a
high environmental cost. The production system of fast fashion requires a
large amount of water and chemicals, whilst emitting significant amounts of
greenhouse gases.
Despite some fashion companies starting to prioritize sustainability, measures
taken thus far do not make a dent in the significant harm made to the
environment. For example, a recent report by a global environmental nonprofit organization, Carbon Disclosure Project, reported that less than 50%
of companies in the global fashion and textile industry disclose data on water
impact on their business, and only 10% of the 50% show awareness of water
pollution across the value chain.

“…less than 50% of companies
in the industry disclose data on
water impact …”

There are four stages in the fashion production cycle that can be unpacked
to uncover the extent of the environmental impact of fast fashion:
1. Over-consumption
2. High usage of raw materials
3. Water pollution
4. Garbage
1. Over-consumption
Since the 1990s, there has been massive growth in the number of clothing
items sold per person. This stems from the rise in the fast fashion
industry.
Fast fashion retailers such as Zara offers over 20 new clothing collections
each year, while H&M offers 12 to 16. Then there are the “ultra” fast
fashion retailers, who are even faster - a report by Coresight Research
found the site Missguided releases about 1,000 new products monthly;
Fashion Nova launches about 600 to 900 new styles every week. As
depicted in Figure 1 below, between 2000 and 2014 the production of
new clothes has doubled.

28

Figure 1: New clothing produced worldwide in (bn’s)
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Source: Greenpeace. (2017): “Konsumkollaps durch fast fashion”

Shoppers are now able to refresh their wardrobes almost immediately with
the latest fashion trends due to the compression of production cycles.
According to a report released in 2017, Boohoo.com, ASOS and Missguided
can produce merchandise in two to four weeks, compared to five weeks for
Zara and H&M and the six-to-nine-month cycle for traditional retailers.
The rapid rate at which new collections are launched, coupled with the
instantaneous online marketing and retail of these products, feeds into
consumers being enticed to purchase more. Consumers keep clothing items
for about half as long as they did 20 years ago. Some fashion today can even
be seen as disposable as there are consumers who discard garments after
just a handful of wears. More than half of our wardrobe ends up in a landfill
within three years. This brings up the topic of waste and leads to the broader
focus on climate change and environmental impact of the production system.

“…half of our wardrobe ends
up in a landfill within three
years…”

2. High usage of raw materials
The processes involved in producing fast fashion are damaging to the
planet, it’s not just the high consumption of the clothing that is harmful.
The materials need to be cultivated. These materials are either natural
fibres or chemical fibres.
Cotton is the most frequently used natural fiber and is grown in countries
all around the world. The issue with cultivating cotton is the extreme
water usage involved. Organic cotton, although grown without pesticides
and insecticides, also requires a lot of water. In addition, workers
harvesting the cotton work in questionable working conditions. This
raises the aspect of social issues linked to the clothing industry.

“…the fashion industry could
be responsible for
approximately 25% GHG
emissions by 2050…”

A higher proportion of clothing produced is made from chemical fibres
(synthetic materials), and the most used material is polyester. With this
material, water is not the concern, but the requirement of petroleum
(crude oil) in production process. If the fashion industry continues to
accelerate in the manner it has over the last couple of years, the industry
could be responsible for approximately one quarter of human GHG
emissions by 2050 (currently at 10% of GHG emissions). Figure 2 below
compares the GHG emissions released by the fashion industry versus the
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aviation and shipping industry, cementing just how harmful the fashion
industry is to the planet.
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Figure 2: CO2 consumption in comparison

Sources: Ellen Macarthur Foundation. (2017). A New Textiles Economy. & EEA Europa. (2016). “Luft und
schiffsverkehr im Fokus”.

3&4. Synthetic materials, water pollution and garbage
Synthetic materials don’t biodegrade easily, and often don’t biodegrade
at all, like micro plastics. Micro plastics in the oceans are largely a result
of the tiny fibres detached from polyester clothing when it is washed.
This is dangerous for animals, and increasingly problematic for humans
as these micro plastics can get into our bodies when we eat marine
animals.

“Micro plastics are harmful
for marine animals and
increasingly problematic for
humans…”

Considering the scale of production and consumption of clothing, it is
easy to conceive the notion that this will lead to immense amounts of
waste. Not all garments produced are sold, and these non-sold
garments need to land up somewhere. The aggregate amount of clothes
that do not get sold is generally unknown, but it is estimated to be
approximately 20% of the clothing produced. The practice of burning
non-sold clothes is common as manufacturers argue that this is the
most cost-effective way of maintaining their brand’s exclusivity. If 20%
of garments are burned, this would result in substantial GHG emissions.
Only 1% of all clothes are fully recycled.
Chemicals used in the production process also pollute fresh water,
which is often not filtered in developing countries.

Social issues regarding human capital
In additional to the harmful environmental factor, the clothing retail industry
is infamous for underpaying factory workers and exposing them to unsafe or
even harmful workplace conditions.

The Boohoo scandal
Online fashion retailer Boohoo.com was hit with allegations in 2020 regarding
claims of safety issues in certain factories that supply the brand. Workers at
the factories in Leicester (UK) reported “endemic” problems with suppliers
including minimum wage and poor standards of health and safety. The
company has since pledged a series of reforms including a move to publish a
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full list of companies in its supply chain, reducing the number of factories it
relies on, and using new ethical suppliers.
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Boohoo’s share price was inevitably impacted – dropping by around 23% the
day after the allegations were published on July 6th, 2020.
Figure 3: Boohoo Group - Price
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Source: Factset

The share price seemed to pick up in August 2020, but still did not recover
fully, with another significant drop in mid-October, soon after news was
published claiming Boohoo’s suppliers were being investigated on suspicion
of money laundering and VAT fraud.
The Boohoo scandal highlights the importance of labour practice
management in the supply chain, particularly for the fashion industry. In a
broader sense, the scandal reflects how important it is for companies to
ensure the social aspect of their business is high up on the priority list.

“…Boohoo scandal highlights
labour practice management
in the supply chain…”

The risk around Shein
Shein, a billion-dollar China-based fashion e-commerce platform, has recently
become the largest online-only fashion company in the world, according to
Euromonitor. Fitting the narrative of the fast-fashion industry, the company’s
central modus operandi is to produce as many trendy garments (approximately
700-1,000 new styles dropped daily) as cheaply as possible at a rapid rate.
Consumers buy more items more frequently, as a function of the low price
and the pace of new styles being pushed out, worsening the issue of textile
waste in addition to the sustainability issues mentioned above. With some
garments, the quality is so low that the items will land up in a landfill without
even being worn once.

“…the pace of new styles,
and worsens the issue of
textile waste…”

Another aspect contributing to the risk around Shein is the company’s lack
of transparency. For example, the webpages dedicated to social responsibility
on the company’s main website do not explicitly name any of the suppliers,
nor do they provide any statistics relating to their sourcing of recycled fabric
or insight into the production process. Without knowledge of who their
suppliers are, there is no way in which to back up Shein’s claims of providing
employees with adequate pay and industry-leading working conditions. We
do not even know where the Shein factories are. The dearth of information
is a clear signal that sustainability is probably not being managed properly.
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Conscious buying to be the next trend
While fast fashion has the positive aspect of allowing consumers to get their
hands on the latest fashion trends at low price points, there are massive
fundamental environmental and social issues that underly the industry. While
regulators have a role to play in limiting the negative impact the industry has,
it is also up to consumers to consider the facts when deciding to purchase
from fast fashion retailers; as well as investors to truly address these issues
holistically in terms of overall sustainability and societal impact.
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“…there are fundamental
environmental and social
issues that underly the
industry…”

By Brittany Shapiro
Brittany is an investment analyst at Perpetua and has specialist
responsibility for co-ordinating general ESG research and
activities at the firm. She has three years industry experience,
holds a B. Comm (Hons) and is a CFA candidate.
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EXPLAINED: A guide to common
portfolio risk measures
The importance of portfolio risk management
Risk measurement is a critical part of investing because it allows you to
formulate an estimation for how the level of uncertainty in your portfolio
could impact on outcomes. However, exactly how risk is measured
depends on which elements one is trying to manage or mitigate. What one
individual perceives as risky may not be perceived as risky by another.
Institutional asset managers are agents of their client’s hard-earned savings
therefore we cannot hope to have a personal view of risk. The risk
measures we become cognisant of are what an economist might call
measures of uncertainty in portfolio outcomes.

“…risk measures uncertainty in
portfolio outcomes”

Asset managers are often judged relative to a market benchmark (often a
stock market index) which is termed relative risk, or an asset manager
might be measured against an absolute objective such as managing downside
risk, or volatility relative to its own potential portfolio outcomes.
Portfolio managers rely on several risk measures when making asset
allocation decisions, with some of the more common measurements being
standard deviation, value-at-risk, tracking error (TE), and active share.
These and other measurements can be grouped into two categories:
•
•

Absolute risk measures
Relative risk measures

It is also important to note that risk measures quantify uncertainty of an
investment outcome over a specific time horizon. Generally speaking, over
shorter periods of time one can expect the range of outcomes will be
wider than over the long-term as outcomes will tend towards their longterm averages, e.g., the annualised standard deviation of rolling 5-year
returns has been merely 7% over the period shown below while that for
rolling 1-year returns has been 15% [Figure 1].

“…over shorter periods the range
of outcomes will be wider”

Figure 1: JSE All Share Returns over 15 years

JSE All Share returns for
periods ended December

1-year rolling

3-year rolling

5-year rolling

2006

38%

35%

24%

2007

16%

29%

26%

2008

-26%

5%

12%

2009

29%

4%

14%

2010

16%

4%

12%

2011

0%

13%

5%

2012

23%

13%

7%

2013

18%

14%

16%

2014

8%

15%

12%

2015

2%

8%

9%
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2016

0%

3%

9%

2017

17%

6%

9%

2018

-11%

1%

3%

2019

8%

4%

3%

2020

4%

0%

3%

Oct-21

14%

9%

6%

Annual standard deviation

15%

10%

7%
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Source: Bloomberg

Absolute Measures
Absolute risk measures assess the risk of a portfolio in absolute terms, i.e.,
not in relation to other assets or market returns. They include:
•

Portfolio standard deviation
Portfolio standard deviation is one of the most widely used measures
for evaluating risk and commonly referred to as volatility.
Mathematically, it refers to the spread of the distribution of returns
about its mean (or average). For example, if Fund X’s annual standard
deviation was 21.8% and its long-term average annual return was 19.2%,
it means that roughly two-thirds of the fund’s annual returns were in a
band from -2.6% to 41%. As standard deviation decreases the band
within which most returns will fall, become narrower and therefore
reduces the uncertainty of the returns.

“As standard deviation decreases
the uncertainty of returns reduces.”

If Fund A, B, and C all have an average annual return of 20% but their
respective standard deviations are 10%, 15%, and 9%, then it is clear
that while they generate the same mean return in the long-term, Fund
C provides greater return stability.
•

Value at Risk
Value at Risk (VaR) is perhaps one risk definition more closely related
to an intuitive conception of what risk is. It assesses the potential of
extreme loss (downside risk) in the value of a portfolio over a specific
time horizon and for a given level of confidence. Typically, levels of
confidence are set at either 95% probability or 99% probability. The
output is a single summary statistic of the order of magnitude of
potential losses due to market risk1. To see how the mechanics work,
consider a portfolio worth R1 000 000 that has a one-month 95% VaR
of R300 000. This means that there is a 95% probability that the
portfolio will not lose more than R300 000 over a given one-month
period. Losses that occur above the specified confidence level are often
very extreme and associated with Black Swan events 2 . Newer
techniques such as Expected Shortfall (ES) are used to model how much
a portfolio could lose under a Black Swan event scenario. This measure
is therefore very valuable for investors who are more concerned about
quantifying the risk of potential capital loss.

1

This is also known as systematic risk. Most assets correlate to some extent. The result is that a stock
market crash will result in most stocks falling. In fact, most financial assets will lose value during a bear
market.
2
Events that are characterised by their extreme rarity, severe impact, and the widespread insistence that
they were obvious in hindsight - a term established by Nassim Taleb in his book Black Swan.
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Relative Measures
Relative measures assess volatility and the comparable risk of potential
investments relative to the broader market. They include:
•

Tracking error
Standard deviation has been explained above as a measure of volatility
of the portfolio relative to its own mean or average. Tracking error
measures the volatility of the difference in the portfolio’s returns
relative to its defined benchmark. For example, a South African equity
portfolio might have its tracking error expressed relative to a market
benchmark such as the JSE Capped SWIX. A higher tracking error
would indicate that the variation of the portfolio’s return to its
benchmark is high and indicates that the portfolio manager is taking
more active bets versus the benchmark by holding shares which either
are not in the benchmark or at different weights to that contained in
the benchmark. Theoretically this is an expression of the portfolio
manager’s conviction in those stocks and could reflect their ability to
outperform the benchmark if those calls are mostly correct. The goal of
an active manager is not to track portfolio returns relative to
benchmarks, but rather to outperform them. Therefore, active
managers would want to take on risk along those dimensions where
they believe they can outperform.
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“…an expression of the portfolio
manager’s conviction…”

By nature, passive managers want minimum tracking error because their
mandate is to track a specific benchmark, and therefore the difference
in returns to that of the benchmark is intended to be kept to a
minimum. The tracking error of a passive manager would be expected
to trend towards zero.
•

Information ratio
The information ratio is the key to value-added active management.
Simply put, this is obtained by expressing the active return (portfolio
return minus benchmark return) relative to the tracking error. Another
way of saying this is active return over active risk (the unit of
performance gained for each unit of active risk taken vs the
benchmark). Larger information ratios are better than smaller ones. If
the information ratio is less than zero, it means the active manager
failed on the first objective of outperforming the benchmark. An
information ratio in the 0.40 to 0.75 range is considered to be very
good while information ratios above one for long periods of time are
very rare.

“…information ratio is the key to
value-added active management.”

To see how it works in action, let’s consider a portfolio with an average
3% alpha per year with a tracking error of 4.5%. That is an information
ratio of 3% divided by 4.5% = 0.67 implying that the portfolio manager is
reasonably skillful.
But where do you find large information ratios? What are sources of
investment opportunity? According to the fundamental law of active
management, there are two. The first is our ability to accurately
forecast each asset's residual risk, which is a measure of our level of
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skill. The second element is breadth, which is how many assets we can
accurately forecast in a year.
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Beta and alpha
While alpha is not a measure of risk, it is included in this discussion due to
its inter-connectedness with risk management/measurement. A portfolio
manager’s return is made of two components: beta and alpha. Alpha is the
extra (residual/unexplained) return generated through the manager’s skill
after considering the riskiness of the portfolio.

“Alpha is the extra return
generated …”

Beta is a risk ratio that measures volatility of a portfolio relative to its
benchmark. It is expressed as positive number, with one representing a
perfect match between the portfolio and its benchmark. Any number above
or below it indicates that the portfolio has greater or less volatility than its
benchmark respectively. For example, if Fund X’s portfolio has a beta of 0.9
then it means that if the benchmark returns 10%, Fund X will return 9%.
Therefore, its returns react more mildly than the benchmark’s returns on
the upside or downside. Passive managers tend to focus more on beta and
active managers tend to focus more on alpha.
Alpha-beta separation addresses the issues of the appropriate levels of beta
(index hugging) and expected alpha (outperformance) in a portfolio, the
portion of the portfolio that reflects value added and the use of such
information to manage costs. There is often general unhappiness when a
fund has high fees, but the bulk of the returns are attributed to beta.

Active share
The active share concept is a relatively new one in the world of finance.
Introduced in 2006, it was developed to quantify the degree of active
management. It does so by measuring the fraction of a portfolio (based on
position weights) that differs from the benchmark index. Mathematically,
active share is calculated by taking the sum of the absolute difference
between all the holdings and weights in the portfolio and those of the
benchmark holdings and weights and dividing the result by two. If a fund has
an active share of 20%, the remaining 80% is considered the passive share
representing the portfolio’s holdings and weights that directly mirror the
benchmark. The authors behind the active share posit that an active share
of 20% to 60% is considered closet indexing3 and an active share of less
than 20% is considered passive. This is mainly applicable to markets with a
large asset universe such as the US. In South Africa, where the market is
concentrated, what the authors classify as being closet indexing or outright
passive may be considered sufficiently active.

“The active share concept is
relatively new…”

The measure of itself is not a risk measure but it does provide additional
insights when used with other risk measures such as TE to get a more
complete picture of how a fund is managed by looking at both returns and
portfolio allocation relative to the benchmark.

3

Closet indexing is a strategy used to describe funds that claim to actively purchase investments but
wind up with a portfolio not much different from the benchmark.
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Sharpe ratio
The Sharpe ratio represents the risk-adjusted return of a portfolio. In other
words, it measures how much return is being earned for each unit of risk
assumed. This property allows you to compare investments and determine
the return for every unit of risk taken. If the ratio is negative, it means that
the portfolio underperforms risk-free assets, such the South Africa 10-year
Bond. The higher the Sharpe ratio, the better! The Sortino ratio is similar,
but only considers downside risk. These two ratios are often used in
combination when assessing a portfolio’s risk adjusted return.
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“The Sharpe ratio measures
return being earned for each unit
of risk.”

Conclusion
Understanding and managing portfolio risk is the most important role
within portfolio management. Asset allocation decisions will have the
greatest impact on the risk a portfolio will face. Being able to quantify risk
and interpret it correct allows investors to optimise potential returns.
By Shelton Muzanya
Shelton is one of Perpetua's investment analysts and is
responsible for analysing domestic and global companies. He
holds a B. Comm. (Hons) and is completing his M. Comm
Finance.
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