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The fear of an impending recession, low interest rates, U.S. strength, South Africa’s weak economy,
and the negative implications of the ongoing trade war (to name but a few), have left quite a few
investors at an impasse. Many investors are battling with the question “is now really a good time
to invest?”. Despite all these concerns, we believe that now is a great time to invest – provided you
follow a tried and tested investment process.
At Morningstar Investment Management, we follow a valuation driven investment approach. This
investment philosophy aims to identify cheap asset classes to invest in and limits exposure to expensive
asset classes. Many factors are considered in understanding the valuation of asset classes. Evidence
points, such as longer-term valuation, is evaluated as a key determinant of future returns. To avoid value
traps, fundamental risk is also considered to ensure that we do not invest our client’s capital into asset
classes that are cheap for the wrong reasons (as these assets will likely remain cheap).
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If we consider the CAPE ratio (Cyclically Adjusted Price to Earnings ratio) think of it as an inflation-adjusted
measure of how much you are paying for each unit of future earnings. Therefore, the higher the value,
the more you are paying for further earnings. Currently, assets with a high CAPE value include US largecap tech stocks such as Apple, Alphabet and Amazon, to name but a few. In this instance, investors are
assuming that the growth achieved by these companies over the last couple of years will remain intact
for the foreseeable future. They are also therefore willing to pay more for the future earnings of the asset.
As illustrated in the graph below, and if history is anything to go by, expensive asset classes tend to
underperform their cheaper peers. If we were to rank all asset classes into expensive (Q5) and cheap (Q1)
and measure the returns over the next 10 years, we can see that cheaper asset classes tend to outperform
their more expensive peers.

By creating a portfolio of asset classes that have lower CAPE ratio’s, it creates the possibility of such a
portfolio to outperform in the foreseeable future. But what happens if there is a market sell-off and all
asset classes decline in value? If we consider what happens to these assets in the event of a significant
risk-off trade (in other words, the large sell-off of equities), the more expensive asset classes (Q5) sell-off
more than their cheaper peers (Q1). The cheaper asset classes will inevitably lose some value as well but
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a portfolio with a 10% drawdown will recover meaningfully faster than a portfolio that lost more than 50%
of its value.

So, where are we seeing opportunities and how are the Morningstar portfolios positioned currently? In
global markets, U.S. large caps are relatively expensive when compared to other asset classes (Q5). Areas
such as the UK, Japan and Emerging Markets (Q1) are presenting better opportunities.
Locally, we’re seeing opportunity in S.A. bonds and the S.A. industrial sector. Our analysis indicates that
S.A listed properties are still facing significant headwinds due to an oversupply of both retail and office
space.
What does this mean for clients and ultimately their investment goals? Thankfully, lower interest rates
have supported most asset classes in recent years. Going forward, it would be advisable to place more
focus on expected future returns and risk management. It is no secret that risk has increased of late, but
we remain confident that our investment approach will deliver positive outcomes for your clients irrespective of market outcomes. K
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Risk Warnings
This commentary does not constitute investment, legal, tax or other advice and is supplied for information purposes only. Past
performance is not a guide to future returns. The value of investments may go down as well as up and an investor may not get back
the amount invested. Reference to any specific security is not a recommendation to buy or sell that security. The information, data,
analyses, and opinions presented herein are provided as of the date written and are subject to change without notice. Every effort
has been made to ensure the accuracy of the information provided, but Morningstar Investment Management South Africa (Pty) Ltd
makes no warranty, express or implied regarding such information. The information presented herein will be deemed to be
superseded by any subsequent versions of this commentary. Except as otherwise required by law, Morningstar Investment
Management South Africa (Pty) Ltd shall not be responsible for any trading decisions, damages or losses resulting from, or related
to, the information, data, analyses or opinions or their use.
This document may contain certain forward-looking statements. We use words such as “expects”, “anticipates”, “believes”,
“estimates”, “forecasts”, and similar expressions to identify forward-looking statements. Such forward-looking statements involve
known and unknown risks, uncertainties and other factors which may cause the actual results to differ materially and/or substantially
from any future results, performance or achievements expressed or implied by those projected in the forward-looking statements for
any reason.
Morningstar Investment Management South Africa Disclosure
The Morningstar Investment Management group comprises Morningstar Inc.’s registered entities worldwide, including South Africa.
Morningstar Investment Management South Africa (Pty) Ltd is an authorised financial services provider (FSP 45679) regulated by
the Financial Sector Conduct Authority and is the entity providing the advisory/discretionary management services.
+ t: (0)21 201 4600 + e: MIMSouthAfrica@morningstar.com + 5th Floor, 20 Vineyard Road, Claremont, 7708.
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