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At Morningstar, we follow a valuation-driven investment approach, which means we invest in
assets we find attractively priced and avoid those areas we believe are overvalued. We are
positioned to take advantage of opportunities within our investment universe with an eye
towards the more probable paths. With that backdrop, let's delve into what opportunities we
are currently identifying in global markets.

There is no denying that within the developed world, U.S. equity has stood out above the rest
as the best region to be invested in. Follow the global financial crisis of 2008, U.S. stocks
achieved its greatest return period on record — rising, on average, 14.5% per year. As illustrated
by the below graph, this is 6.7% higher than the MSCI EAFE (developed market equity index
excluding U.S. and Canada), which has grown by 7.8% on average (from 1 April 2009 to 30 June
2020). But we're no longer in 2009 and the global investment landscape today is very different.
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Source: Marningstar index data, Marningstar Investment Management calculation, to 30 June 2020. Past performance is not a guide
to future returns.

Let's first consider the backdrop against which the above returns were achieved. Following the
‘08 global financial crisis, interest rates sank across the developed world and stocks launched a
10-year bull-market run. Markets praised rising earnings, creating ‘the longest bull market in
history’ - but how long will it last?

Historically, economies and markets tend to be cyclical, so we expect the next 10 years of returns
to look very different from those of the last 10 years. In 2009 after the Financial crisis, the U.S
was at the bottom of their earnings cycle, compared to today where they are at the top.



Page 2 of 5

Investing globally — what can we expect from the next decade? | July 2020

The chart below plots the cyclical adjusted P/E (CAPE) ratios of the S&P 500 against the
subsequent 10-year annualised returns. (The CAPE ratio refers to the Cyclically-Adjusted Price-
to-Earnings Ratio and is calculated by dividing a company's stock price by the average of the
company's earnings for the last ten years, adjusted for inflation.) Historically, when the CAPE
ratio was at these levels, around 27 times earnings, subsequent 10-year returns generated were
in the region of about 6%
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Source: Morningstar index data, Maorningstar Investment Management calculation, to 30 June 2020. Past performance is not a guide
to future returns.

Where to from here?

Inthe U.S., a large majority of stock prices are far above what we would consider ‘normal’. When
assets are that overvalued, we would argue that there could be potentially an asymmetrical pay-
off profile. In ather words, the asset has more room to fall than to increase from its current levels.
That is dangerous territory. As long-term investors, we believe holding undervalued or unloved
assets instead of overvalued ones lowers the potential drawdown of our portfolios and improves
the chances for a better risk-return outcome for our clients over the long haul. This even applies
to the mighty U.S. market.

As per the below graph, we have low future return expectations for the U.S. market as a whole,
however, that doesn't mean there are no opportunities. There are pockets that look attractive
on a valuation basis (for example, Energy and Financials) as well as on a portfolio construction
basis (such as Consumer Staples and Healthcare). We are, therefore, selective about the U.S.
equity we own in our portfolios.
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10-Year valuation implied return (in USD)
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Source: Morningstar Investment Management. For illustrative purposes only. Valuation-implied returns estimate annual
performance over the next 10 years. Data as of 6/2020. For illustrative purposes only.

Taking a look at U.K. equity

We continue to view U.K. equities to be among the most attractive investment opportunities.
Investor sentiment has encountered a one-two punch, with a long-winded Brexit transition
flowing straight into COVID-19 lockdowns. This has meant sellers have outnumbered buyers for
an extended period of time, which we believe represents a contrarian opportunity supported by
attractive valuations.

If we get into the detail, one interesting point surrounds profit cyclicality. Using the U.S. as an
example, we have observed a noteworthy upturn in profit margins across many listed stocks over
the past 10 years, some of which may prove structural but a lot of it looks cyclical.

When companies in a particular sector are making excessive profits (high margins), the sector
tends to attract new players which, in turn, leads to increased competition between companies.
As the companies compete against each other to keep or gain market share, they tend to drop
their prices causing margins to reduce and profits to decrease. The opposite is also true when
margins become too low, whereas companies tend to exit the sector giving the surviving
companies the opportunity to increase prices (and expand their margins).

Looking on a like-for-like basis, the U.S. now has an aggregated profit margin that is 2.3% higher
than the U.K. market (9.6% versus 7.3%, according to our research). Of note, this is a data series
that has historically seen the U.K. sit higher, with an extended stretch of higher profit margins
from 1995 to 2010. Hence, as U.K. margins revert to a normalised level over the coming years
this will be a tailwind for company profits and revenue.

We believe that investors are being well compensated for the risk of investing in U.K. stocks.
Cumulatively, U.K. corporates remain high-quality businesses with diverse revenue sources.

©2020 Morningstar. All Rights Reserved. The Morningstar name and logo are registered trademarks of Morningstar, Inc. This document includes proprietary materials of Morningstar. Reproduction, M “Hl” AH
transcription, or other use, by any means, in whole or in part, without the prior written consent of Morningstar is prohibited. Morningstar Investment Management South Africa is a subsidiary of Morningstar, |: :| EEI
Inc. All data sourced from Morningstar Direct as at July 2020 unless stated otherwise.



Page 4 of 5

Investing globally — what can we expect from the next decade? | July 2020

Opportunities outside of developed markets

Emerging markets stocks were hit hard in the first quarter of 2020 especially on an unhedged
basis as emerging currencies weakened against the U.S. dollar. This has meant that the
investment environment (from a valuation point of view) has improved materially, following one
of the most rapid changes in prices we have ever seen.

Similar to developed markets, more will be the same than different in emerging markets when
it comes to consumer behaviour and corporate spending patterns. Interestingly, markets appear
to be pricing in something different for emerging markets. We capitalised on this mispricing and
increased our exposure to emerging markets in our portfolios during the past quarter.

We must remember, however, that emerging markets are heterogeneous. Investors tend to
bucket emerging markets as one, but often the real opportunities present themselves at a
country, sector, or regional level. Mexico and South Korea are two such countries our investment
team have done research on and started including in our portfolios.

What can we expect from the next decade?

It can be tempting to predict where the economy or earnings cycle is heading. That is, in theory,
we could pick when (or which part of) the market is about to weaken and seek shelter until it
reaches a cyclical low. The challenge, of course, is that this approach is notoriously difficult to
follow because you need to predict the future twice —once to get out of risky assets at the right
time and again to re-enter them at the bottom of the cycle. Even the market has difficulty pricing
in such signals.

As always, we view these opportunities as patient, long-term investors. We don't think anyone
can call the bottom of markets or predict short-term outcomes. But we do believe in mean-
reversion, or the fact that investments that are overpriced tend to move back toward fair value
while underpriced investments tend to do the same. This is simplified, but at a basic level it's
what underpins our valuation-driven investment philosophy. Il
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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.
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This document may contain certain forward-looking statements. We use words such as “expects”, “anticipates”, “believes”,
“gstimates”, “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.
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