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Macro- Economic Recovery and Equity Performance

Stock prices typically reflect investors’ expectations about future corporate
performances while corporate profits depend on the current state of economic
activities. Thus, equity price indices are described as a leading indicator of
future economic performance. For context, in the wake of the outbreak of the
COVID-19 pandemic, before economies began registering contractions and
eventually recessions, the stock markets gave pointers. Sell-offs overwhelmed
most markets as broad indices slumped to record-lows across different regions.
Economic data were later published to support the ‘predictions’ of the market.

The domestic economy is gradually recovering from last year’s recession, with
real GDP growth rate of 0.51% and 5.01% in Q1:2021 and Q2:2021, respectively.
Furthermore, the most recent PMI readings (in July) also show a marginal
improvement in the manufacturing activities (with manufacturing PMI at
46.6points, vs. 45.5points in June). In addition, headline inflation has also
recently begun moderating (being lower by 116.2bps since April). Overall, these
indicators suggest improving macroeconomic conditions. However, the
movement in equity prices seems to suggest that investors are not convinced
or impressed.

Chart 1: Monthly NGX All Share Index Return
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A market in disagreement?

The most obvious answer is that investors have priced these events into their
expectations. As economies reopened and the pace of vaccinations increased
across regions, equity investors’ optimism strengthened, and buying sentiment
resumed much before economic data was available to back it up.
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Another plausible explanation is that the domestic economic recovery remains
fragile, and risks to its growth outlook are tilted to the downside. Moreover, the
lingering insecurity challenges constitute a significant drag on production in the
agricultural sector, while infrastructural challenges hinder the pace of economic
activities in other sectors.

Will Cheap Valuation Spur Sentiment?

Relative to its 5-year PE of 12.84x, the market currently trades at a 23.46%
discount to its PE of 10.4x (and much steeper discounts to Emerging Markets PE
of 16.1x and Frontier Market PE of 18.2x). Since the mild correction between
February and March, the market has not breached the 40,000pt mark, setting a
resistance around the 39,000pt mark- it is currently about 3% below this point.

Chart 2: NGX Broad Index Chart 3: NGX Price to Earnings Ratio 2016-2021
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The likely triggers of a reversal in sentiment in our view include strong earnings
expectations, the performance of the fixed income market, a stronger appetite
for equities by domestic institutional investors, and portfolio rebalancing.
However, these catalysts are weak; Half-year financial results were impressive
(ex-financial services), but the reaction of investors has been rather muted.

In a similar vein, the allocation of pension assets to domestic public equities has
remained flat at an average of 6.87% in the past year, growing by 0.43% in naira
terms since the start of the year- reflecting their weak appetite for stocks. In
contrast, the allocation to fixed income assets has grown by 5.76% in naira
terms and by 1.59% as a proportion of total assets. Even with the recent
moderation in fixed income vyields, the current allocation to equities appears
consistent with the historical, and it is less likely to play a big part in prodding
prices.
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Chart 4: Foreign Portfolio Investments in Equities December 2020- July 2021 (%)
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Is there still value in value?

To compensate for periodic market jitters and to minimize losses in the second
half, we recommended a reallocation of funds to value and income strategy for
long-term and short-term investors, respectively. Since the start of the second
half, the weighted portfolio has returned 2.51%, outperforming the broad
market Index and the NGX30 index. Barring any significant economic
development (depressed fixed-income yields, and improvement in foreign
inflows), the fundamental case for a rally in equities is rather weak. However,
we reaffirm our confidence in stocks that meet the criteria outlined in our Half-
Year Equity Strategy. These are stocks of firms with strong brand equity,
competitive advantage in their respective industries, impressive ROEs, and
significant upside potentials for 2021FY- particularly in the industrials, energy
and consumer goods sectors.
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Analyst’s Certification and Disclaimer

This research report has been prepared by the research analyst(s), whose name(s) appear(s) on the cover of this report. Each
research analyst hereby certifies, with respect to each security or issuer covers in this research that:

(1) all of the views expressed in this report accurately reflect his or her personal views about any and all of the subject securities
or issuers (the Issuer); and

(2) no part of any of the research analyst’s compensation was, is, or will be directly or indirectly related to the specific
recommendations or views expressed by the research analyst(s) in this report. Research analysts’ compensation is determined
based upon activities and services intended to benefit the investor clients of Meristem Securities Limited (the Firm). Like all of
the Firm’s employees, research analysts receive compensation that is impacted by overall Firm profitability, which includes
revenues from other business units within the Firm.

(3) each research analyst and/or persons connected with any research analyst may have interacted with sales and trading
personnel, or similar, for the purpose of gathering, synthesizing and interpreting non-material non-public or material public
market information.

As at the date of this report, any ratings, forecasts, estimates, opinions or views herein constitute a judgment, and are not
connected to research analysts’ compensations. In the case of non-currency of the date of this report, the views and contents may
not reflect the research analysts’ current thinking. This document has been produced independently of the Issuer. While all
reasonable care has been taken to ensure that the facts stated herein are accurate and that the ratings, forecasts, estimates,
opinions and views contained herein are fair and reasonable, neither the research analysts, the Issuer, nor any of its directors,
officers or employees, shall be in any way responsible for the contents hereof, and no reliance should be placed on the accuracy,
fairness or completeness of the information contained in this document. No person accepts any liability whatsoever for any loss
howsoever arising from any use of this document or its contents or otherwise arising in connection therewith.

Analysts’ Compensation: The equity research analysts responsible for the preparation of this report receive compensation based
upon various factors, including the quality and accuracy of research, client feedback, competitive factors, and overall firm
revenues, which include revenues from, among other business units, Investment Banking.

Conflict of Interest

It is the policy of Meristem Securities Limited and its subsidiaries and affiliates (Individually and collectively referred to as
“Meristem”) that research analysts may not be involved in activities that suggest that they are representing the interests of
Meristem in a way likely to appear to be inconsistent with providing independent investment research. In addition, research
analysts’ reporting lines are structured so as to avoid any conflict of interests.

For example, research analysts are not subject to the supervision or control of anyone in Meristem’s Investment Banking or Sales
and trading departments. However, such sales and trading departments may trade, as principal, on the basis of the research
analysts’ published research. Therefore, the proprietary interests of those Sales and Trading departments may conflict with your
interests.

Important Disclosure

For U.S. persons only: This research report is a product of Meristem Securities, which is the employer of the research analysts
who has prepared the research report. The research analysts preparing the research report are resident outside the United States
(U.S.) and are not associated persons of any U.S. regulated broker-dealer and therefore the analysts are not subject to supervision
by a U.S. broker-dealer, and are not required to satisfy the regulatory licensing requirements of FINRA or required to otherwise
comply with U.S. rules or regulations regarding, among other things, communications with a subject company, public
appearances and trading securities held by a research analyst account.

This report is intended for distribution by Meristem Securities only to "Major Institutional Investors" as defined by Rule 15a-
6(b)(4) of the U.S. Securities and Exchange Act, 1934 (the Exchange Act) and interpretations thereof by U.S. Securities and
Exchange Commission (SEC) in reliance on Rule 15a 6(a)(2). If the recipient of this report is not a Major Institutional Investor as
specified above, then it should not act upon this report and return the same to the sender. Further, this report may not be copied,
duplicated and/or transmitted onward to any U.S. person, which is not the Major Institutional Investor.

Legal entity disclosures

Meristem Securities Limited is a member of The Nigerian Stock Exchange and is authorized and regulated by the Securities and
Exchange Commission to conduct investment banking and financial advisory business in Nigeria. However, the company
through its subsidiaries carries out stock broking, wealth management, trustees and registrars’ businesses which are regulated by
the SEC and ICMR.
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IMPORTANT INFORMATION: DISCLAIMER

Meristem Securities Limited (‘’Meristem’’) equity reports and its attendant recommendations are prepared based on publicly
available information and are meant for general information purposes only and it may not be reproduced or distributed to any
other person. All reasonable care has been taken to ensure that the information contained herein is not misleading or untrue at the
time of publication; Meristem can neither guarantee its accuracy nor completeness as they are an expression of our analysts’
views and opinions.

Meristem and any of its associated or subsidiary companies or the employees thereof cannot be held responsible for any loss
suffered by relying on the said information as this information as earlier stated, is based on publicly available information,
analysts’ estimates and opinions and is meant for general information purposes and should not be construed as an offer to buy or
sell or a solicitation of an offer to buy or sell securities or any financial instruments. The value of any investment is subject to
fluctuations, i.e. may fall and rise. Past performance is no guide to the future. The rate of exchange between currencies may cause
the value of investment to increase or diminish. Hence investors may not get back the full value of their original investment.
Meristem Securities is registered with the Securities and Exchange (SEC) and is also a member of The Nigerian Stock Exchange
(The NSE). Meristem Securities’ registered office is at 124 Norman Williams Street, Southwest, Ikoyi, Lagos, Nigeria. Website:
www.meristemng.com; Email: research@meristemng.com. © Meristem Securities Limited 2021.
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