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Just as we thought Covid-19 was behind us, 2022 bombarded us with an array of new curve
balls. From the war in Ukraine, inflation last seen in the 70s, rising interest rates and global
markets experiencing drawdowns that rank as one of the worst on record, investors had very
little (if any) place to hide.

It almost feels like there’s a new headline about a new disaster happening somewhere around
the world every day and quite frankly, it's rather depressing.

In the words of Peter Lynch, “You can't see the future through a rearview mirror.” Imagine
having to drive your car up a steep hill, with numerous bends and turns, not looking through
your windshield and only being guided by the view in your rearview mirror — it's a pretty
terrifying thought. Given that we drive by looking out the windscreen and not by looking in the
rearview mirror, | want to change how we are looking at this crisis.

Yes, things are bad and there is a range of factors to support this. Market returns year to date
are terrible and | don't think anyone is looking at their statement with a smile on their face.
However, these performance figures are what is currently visible through our rearview mirror,
and not our windshield. What is important is what lies ahead and how we as investors are
positioned to recoup losses and generate wealth.

Is there anything to look forward to?

Predicting the future is not a skill possessed by investment professionals. We thus pay very little
attention to market predictions. We honestly have no idea what will happen with regard to
politics, economics and short-term currency and market movements. So, what do we know....

1)  For the first time in over a decade, investors are being rewarded for owning bonds.
The reaction of central banks to raise interest rates on the back of inflation is painful but it
is the medicine the market needed - a reset to an environment where asset classes are
fairly priced. Medicine is rarely easy to swallow but it is a necessary remedy.
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Exhibit 1 | Traditional sources of bond yield — yield to worst average since 2009
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Source: Clearnomics, Bloomberg. Data as at 1 November 2022. Past performance is not a reliable guide to future
performance. For illustrative purposes only and not indicative of any investment.

In terms of drawdowns, global bonds have behaved similarly to equities this year. With
that said, bonds tend to recover losses and generate positive returns before equities when
we are at the top of the interest rate cycle. Most people are trying to figure out when that
cycle ends. We don't believe anybody knows, however, what we do know is that long-
dated bonds typically generate solid positive returns at the end of the cycle.

The below graph shows the return of bonds three months before and after a rate hiking
cycle ends. As can be seen in this graph, returns on both short-duration and long-duration
bonds are negative. However, in the three months after a rate hiking cycle ends, returns
for long-duration bonds are especially sizeable.

Exhibit 2 | The end of a hiking cycle can mean a quick reversal in underperformance for
longer duration periods
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Source: Columbia Threadneedle, Bloomberg. Data as at 31 August 2022. Past performance is not a reliable guide to future
performance. For illustrative purposes only and not indicative of any investment.
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2)

3)

In this graph,

» Short-term bonds are represented by two-year U.S. treasury notes.

» Long-term bonds are represented by 30-year U.S. treasury bonds.

» Performance is calculated using month-end returns for the three months before and
after the Fed reaches the peak of its hiking cycle.

Central banks are doing their job — slowly but surely

Maybe some have been a bit slow and some are not moving as quickly as we would like to
see but they are moving. Credit must be given to the South African Reserve Bank in
particular for its discipline and prudence when it comes to inflation targeting. Their strict
adherence to their mandate often places short-term strain on South Africans however over
the long term it ensures correct asset pricing and controlled inflation.

As a South African you can get a real yield of almost 4% despite inflation being at these
levels. Compare that to the US, where bonds are offering a negative real yield of -6%
despite the rise in interest rates.

Exhibit 3 | South Africa 10-Year Government Bond Yield — since 2005

12%

Latest
1189

11%

10% & F’I Ajvj
|
9% f{ lﬂI vﬂ\w Mm‘l \‘M«w’k le
Aol W

“"’f“vmﬁ " A W /

AT m |
7% ‘mﬁ \

\'s
6%
2006 2008 2010 2012 014 016 018 2020 02 2024

Source: Clearnomics, MSCI, Barclays. Data as at 31 October 2022. Past performance is not a reliable guide to future
performance. For illustrative purposes only and not indicative of any investment.

Companies may go out of business but industries generally don’t

This year has seen broad-based equity price declines. Should these declines continue at
their current rate it will rank as one of the worst years on record for equity investors. While
there were definitely sectors and segments of the market that were overpriced coming into
2022, we do believe there has been contagion across all sectors and markets, leaving some
very attractive investment opportunities for investors that are patient and prepared to look
beyond the noise.

The baby has been thrown out with the bath water. There is no substitute for fundamental
analysis and understanding the price that you are paying for an asset and its future cash
flows. No matter the quality of the company, future returns are dependent on the price you

pay.
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4)

5-year annualised return

A good way to look at it is to look at the starting prices versus the price-to-earnings (PE)
ratio of the market over time and to look at the subsequent five-year returns. There is clear
evidence to show that your future return is heavily influenced by your starting price.

Based on where valuations are today, the future is looking bright. Currently, valuations are
a poor timing tool and when we say ‘future’, we are looking at three years plus. Over the
next week, month and/or year, there could be continued volatility, but the key is to
look across the valley.

Exhibit 4 | JSE All Share Index: Starting P/E versus five-year annualised return — S.A.
equities are currently cheap
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Source: Bloomberg, Morningstar Direct. Data as at 31 October 2022. Past performance is not a reliable guide to future
performance. For illustrative purposes only and not indicative of any investment.

A weak dollar is a curse if you are a South African travelling abroad but a blessing for
many other industries

Tourism, mining and agriculture benefit from a weaker rand. We often view the
Rand/Dollar exchange rate as a test for how we feel about South Africa — when the rand
is strong, we feel great about the prospect of the country, but when the rand is weak,
pessimism tends to sink in.

It's prudent to keep in mind that with every extreme move, someone benefits. The benefits
to South Africa include contributing to GDP growth and employment. For every eight
tourists, one permanent job is created. As we sell our resources in USD, the weaker rand
helps to boost the country’s current account through the increased profits made from
exports. While we do believe the dollar is overvalued and the rand is extraordinarily cheap,
these disconnects can exist for some time, but they are not always negative.
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With this being said, while it has benefitted domestic portfolios year to date, a weaker
dollar (and stronger rand) could have the reverse effect.

Exhibit 5 | South African rand since 1998
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Source: Clearnomics, Bloomberg. Data as at 31 October 2022. Past performance is not a reliable guide to future
performance. For illustrative purposes only and not indicative of any investment

So, what does this all mean?

This year is going to be a year filled with new records for markets, sadly not the good ones.
Perspective is important as well as our ability to remove emotion from our investments as we go
into 2023.

Statement values may be lower at this point in time but wealth is only destroyed and capital lost
if you exit and crystalize the paper losses. While it feels like doom and gloom are abundant, so
too are opportunities. Markets are forward-looking and the reality of the high inflation and
interest rates that we are all experiencing is already in the price of portfolios.

This is not the time to make changes. This is the time to ignore your statement(s) and trust your
long-term investment plan.

You don't have to outsmart the market if you can simply outperform it. Cut through the confusion
and noise and focus on what actually matters - a simple, consistent diversified approach over
the long term and remember:

. Returns don’t happen in straight lines and it seldom occurs when one expects them to.

. The long term is just a collection of short runs and having a long-term strategy does not
excuse you from the short-term setbacks in markets and funds.

o It's vital to separate emotion from an investment portfolio. Often the most beleaguered
investments turn out to be a great opportunity for future returns, as investors can access
these investments at a good price.

o Volatility creates opportunity and short-term underperformance can translate into a solid,
longer-term upside.

For those still investing, the outlook is improving as lower prices could potentially imply higher
future returns. Il

©2022 Morningstar. All Rights Reserved. The Morningstar name and logo are registered trademarks of Morningstar, Inc. This document includes proprietary materials of Morningstar. Reproduction, M HHlH 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, m ES]
Inc. All data sourced from Morningstar Direct as at November 2022 unless stated otherwise.



Page 6 of 6

Look across the valley | December 2022

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.

won won

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.

+1:(0)21 201 4645 + e: MIMSouthAfrica@morningstar.com + 5th Floor, 20 Vineyard Road, Claremont, 7708.
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