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Market overview

In Japan, the Bank of Japan (BOJ) continued to be the only major
central bank to maintain an ultra-easy monetary policy during the
quarter, as it left its policy rate unchanged at -0.1%. The market
continues to forecast no interest rate hikes through 2023. Japan’s
Q1 2022 GDP growth was reported at -0.5%, slower than the 1.0%
expected, and the equity market also lost ground with the Nikkei
returning -15.1% in US dollars for the quarter.

Investor concerns over a major slowdown in global growth, and
therefore corporate earnings, escalated during the second quarter
(Q2) of 2022, especially in June. This came as steep interest rate
hikes in the US and strict Chinese Covid-19 lockdowns, as well
as the ongoing destructive Russia-Ukraine war, led to downward
revisions in economic growth expectations for the world’s biggest
economies. Further rises in energy and food prices also led
to more speculation over extended inflationary pressures and
stagflation and/or recession, even as other commodity prices lost
ground. This combination of factors resulted in losses across most
financial markets – equities, nominal bonds and inflation-linked
bonds. For the quarter ended 30 June 2022, the MSCI All Country
World Index returned -15.7%, the MSCI Emerging Markets Index
produced -11.4%, and the Bloomberg Global Aggregate Bond
Index delivered -8.3% (all in US$).

Chinese investors became more upbeat towards the end of the
quarter as Covid infection rates started to slow, allowing the
government to ease some of its ultra-strict lockdown conditions
in Shanghai and certain other areas. The country recorded betterthan-expected GDP growth of 4.8% y/y in Q1, up from 4.0%
y/y the previous quarter, and the latest data showed a surge in
manufacturing and non-manufacturing PMI in June, accelerating
to 51.7 (up from 48.1) and 54.7 (up from 47.8) respectively. The
People’s Bank of China (PBOC) left interest rates unchanged at
its June meeting, in line with expectations. The central bank is
concerned not only about growth, but also about the widening
divergence between local and US interest rates, which has put
Chinese bonds and the yuan under selling pressure. For the quarter,
Hong Kong’s Hang Seng produced 0.7%, while the MSCI China
returned 3.5%, both in US dollars.

In the US, inflation hit 8.6% y/y in May, the highest since 1981
and above market forecasts of 8.3% y/y. At the same time, US
economic growth shrank by 1.6% y/y in Q1 2022 as consumer
incomes and corporate profits were hit by higher prices for food
and energy and the end of Covid-related stimulus payments. The
US Federal Reserve’s 75bp rate hike in June was an aggressive
response to this accelerating inflation, a move which prompted
more market-watchers to predict a recession ahead. Many noted
that, given that inflation has largely stemmed from supply-side
factors, higher interest rates were not likely to be as effective in
curbing inflation as with demand-driven factors. Fed policymakers
now see rates reaching 3.4% in 2022, well above the 1.9% forecast
in March, as well as increased chances of recession.

Other large emerging equity markets were in the red for the quarter,
all in US$ terms, with Brazil’s Bovespa the worst performer at
-25.4%. The MSCI South Africa was close behind with -22.9%,
while South Korea’s KOSPI was down 20.8%, the MSCI India fell
13.5% and the MSCI Turkey recorded a -10.9% return.
Energy prices continued their rise, but at a moderated pace: Brent
crude oil gained 6.4% during the quarter after experiencing some
softness in June. Year-to-date the price is up some 47% in US
dollars. Looking at precious metals, gold fell 6.0% for the quarter,
while platinum lost 7.7% and palladium was down 13.2%. Other
industrial metals prices lost between 20-30% amid heightened
worries of a global growth slowdown.

US Treasury bonds sold off sharply as a consequence of the
deteriorating inflation and interest rate outlook, resulting in an
unusually volatile market: the Bloomberg Aggregate US Treasuries
Index returned -9.2% in US$, after the -6.2% recorded in Q1.
Meanwhile, US equity markets were deeply in the red for the
quarter: in US dollars, the Nasdaq delivered – 22.3%, the Dow
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-10.8% and the S&P 500 returned -16.1%. The
S&P 500, the broadest benchmark for the US equity market,
produced its worst performance for the first six months of any
year since 1970, down 20.0%.

South Africa
South Africa’s fragile economic recovery came under increasing
pressure in Q2: growth prospects took a downturn due to the
renewal of national Stage 4-6 loadshedding, severe flooding in
KwaZulu-Natal, rising inflation and higher-than-expected interest
rate hikes, as well as the retreat in commodity prices. The South
African Reserve Bank (SARB) lowered its GDP growth forecast
for 2022 to 1.7% from 2.0% previously.
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In the UK, the Bank of England implemented another interest
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somewhat less severe than developed markets, and more in line
with those in other emerging markets. The FTSE/JSE All Share
Index (ALSI) returned -11.7% for the quarter and the Capped
SWIX -10.6%, dragged down by Resources with a -21.9% return,
-15.8% from Financials, -12.1% from Listed Property (All Property
Index) and -3.0% from Industrials. For the six months of 2022
so far, the ALSI has returned -8.3%, outperforming the -18.2%
recorded by global equities (the MSCI All Country World Index),
both in rand terms.
SA nominal bonds returned -3.7% over the quarter as bonds
across the curve sold off. Inflation-linked bonds outperformed
their nominal counterparts with a 2.9% return (FTSE/JSE InflationLinked Index). SA cash (as measured by the STeFI Composite
Index) posted a return of 1.2% in Q2 2022.

Performance

The fund returned -4.5% (after fees) for the second quarter of
2022, while for the 12-month period ending 30 June 2022 its return
was 6.9%. The fund has delivered a return of 12.6% per annum
since its inception in 1999 (after fees), compared to its benchmark
of 10.9% per annum over the same period.
Given the broad-based sell-off across most asset classes during
the quarter, the only asset classes that contributed positively to
performance were SA and foreign cash. The largest detractors from
performance were South African equities, followed by SA bonds
(excluding inflation-linked bonds), with international equity and SA
property also detracting to a lesser extent. The already poor USD
returns from international equities and bonds were improved by
the rand’s weakening against the dollar over the quarter.
In terms of specific equity exposure, among the strongest
contributors to absolute returns for the quarter were the fund’s
holdings in Prosus, Naspers and British American Tobacco. Top
detractors from absolute performance included MTN, ABSA and
Anglo American.

Strategy and positioning

How have our views and portfolio positioning changed in Q2 2022?
Starting with our view on offshore asset allocation, we maintained
our portfolio positioning favouring local assets over global assets,
which proved to be a detractor for portfolio returns as SA assets
underperformed their global counterparts in rands.
Within our global holdings, we continued to prefer global cash over
both global equities and bonds, this allows us to take advantage
of market mis-pricing episodes that might arise. This positioning
turned out to be favourable for our portfolios on a relative basis
for the quarter, based on the weakness in both global equity and
bond markets compared to global cash. Within our global equity
positioning, we kept our active weight the same through the quarter,
thus any changes in the total weight of equities reflect the drift
due to market falls. Our exposure to a broad mix of equity markets
with diversified return profiles has helped to partly cushion our
funds against the current market downturn.
Within global bonds, we took advantage of the sharp selloff and
reduced our underweight in developed market bonds, adding
some US Treasury and diversified global bond exposure. We
are still underweight global bonds and have a preference for
bond markets where the real yields are high and the currency is
trading at fair-to-cheap levels. We maintained our underweight
stance on investment-grade corporate credit, holding almost no
exposure despite improving valuations over the quarter as spreads
widened. We continue to believe that corporate yield spreads are
not sufficiently high for the risk involved.
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Our best investment view portfolios like the M&G Balanced Fund
still favoured SA equities at the end of Q2. During the quarter
we made very few adjustments in our holdings, and none with
a meaningful impact on our broad SA equity holdings. Given
the large price declines across most locally listed shares during
the period, SA equity valuations (as measured by the 12-month
forward Price/Earnings ratio of the FTSE/JSE Capped SWIX
Index) de-rated over the quarter, falling from around 9.6X at the
beginning of the quarter to around 8.0X at quarter-end. Corporate
earnings expectations have started to roll over, but not by as much
as share price losses, and are yet to reflect global recession risks.
At a stock level, the main holdings contributing to our House View
portfolios’ performance during the quarter were Naspers and
Prosus, given their sharp share price rebounds in June on the back
of their announcement of a new open-ended share-repurchase
programme financed by Prosus’ sale of Tencent shares. Along
with other investors we welcomed this move, as the company
signalled its willingness to exploit the valuation discounts the
market has placed on its underlying assets. Another meaningful
contribution came from our overweight in British American
Tobacco, a traditionally defensive company that again proved its
value, as well as Sasol.
Among our portfolio’s largest detractors for the quarter were
our active Resources and Financial holdings, as well as MTN and
Foschini, against the backdrop of non-energy commodity price
weakness and downgrades to economic growth expectations. As
a reminder, in the previous quarter we trimmed our Retail sector
exposure due to the deteriorating inflation and interest rate outlook,
which now present even more significant headwinds for retail sales.
We maintained our marginally underweight positioning in SA
listed property in Q2 2022, preferring to hold other shares that we
consider offer better value propositions for less risk. Conditions
in the local property sector remain uncertain given the rising local
interest rate cycle (many property companies are reliant on finance
to expand their portfolios) and relatively weak growth prospects,
among other fundamental factors.
On a relative basis, our portfolios benefitted from our ongoing
preference for SA nominal bonds in the second quarter thanks
to their outperformance of SA equities, as well as global equities
and global bonds. We did add modestly to our portfolios’ nominal
bond exposure out of SA cash holdings during the quarter amid
market weakness, increasing our overweight position in this asset
class. We still believe nominal bonds remain attractive relative to
both other income assets and their own longer-term history, and
will more than compensate investors for their associated risks.
Although we are not holding inflation-linked bonds (ILBs) in our
House View portfolios to a meaningful degree, we still believe that
ILB real yields remain relatively attractive compared to their own
history and our long-run fair value assumption, but compared to
nominal bonds, their valuations are less attractive and they have
lower return expectations.
Lastly, despite the SARB’s interest rate hikes during the quarter,
our House View portfolios remained tilted away from SA cash
as our least-preferred asset class, given the extremely low base
rate off which the SARB has hiked. During the quarter we reduced
our cash exposure in order to add more SA nominal bonds to the
portfolios to take advantage of the even more attractive valuations
on offer. In our view, other SA assets remain more attractive on
a relative basis.

Sources: M&G Investments, Morningstar & Deutsche Securities
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Disclaimer

MandG Investments Unit Trusts (South
Africa) (RF) Ltd (Registration number:
1999/0524/06) is an approved CISCA
management company (#29). Assets are
managed by MandG Investment Managers
(Pty) Ltd, which is an approved discretionary
Financial Services Provider (#45199). The
Trustee’s/Custodian details are: Standard
Bank of South Africa limited – Trustees
Services & investor Services. 20th Floor, Main
Tower, Standard Bank Centre, Heerengracht,
Cape Town.
Collective Investment Schemes (unit
trusts) are generally medium-to long-term
investments. Past performance is not
necessarily a guide to future investment
performance. Unit trust prices are calculated
on a net asset value basis. This means the
price is the total net market value of all
assets of the unit trust fund divided by
the total number of units of the fund. Any
market movements – for example in share
prices, bond prices, money market prices
or currency fluctuations - relevant to the
underlying assets of the fund may cause
the value of the underlying assets to go up
or down. As a result, the price of your units
may go up or down. Unit trusts are traded at
the ruling forward price of the day, meaning
that transactions are processed during the
day before you or the Manager know what
the price at the end of the day will be. The
price and therefore the number of units
involved in the transaction are only known
on the following day. The unit trust fund may
borrow up to 10% of the fund value, and it
may also lend any scrip (proof of ownership
of an investment instrument) that it holds to
earn additional income. A M&G unit trust fund
may consist of different fund classes that
are subject to different fees and charges.
Where applicable, the Manager will pay your
financial adviser an agreed standard ongoing
adviser fee, which is included in the overall
costs of the fund. A unit trust summary with
all fees and maximum initial and ongoing
adviser fees is available on our website.
One can also obtain additional information
on M&G products on the M&G website. The
Fund may hold foreign securities including
foreign CIS funds. As a result, the fund
may face material risks. The volatility of the
fund may be higher and the liquidity of the
underlying securities may be restricted due to
relative market sizes and market conditions.
The fund’s ability to settle securities and
to repatriate investment income, capital
or the proceeds of sales of securities may
be adversely affected for multiple reasons
including market conditions, macro-economic
and political circumstances. Further, the
return on the security may be affected
(positively or negatively) by the difference
in tax regimes between the domestic and
foreign tax jurisdictions. The availability of
market information and information on any
underlying sub-funds may be delayed. The
Manager may, at its discretion, close your
chosen unit trust fund to new investors
and additional investments by existing
investors to make sure that it is managed
in accordance with its mandate. It may also
stop your existing debit order investment.
The Manager makes no guarantees as to the
capital invested in the fund or the returns of
the fund. Excessive withdrawals from the fund
may place the fund under liquidity pressure
and, in certain circumstances; a process of
ring fencing withdrawal instructions may
be followed. Fund prices are published
daily on the M&G website. These are also
available upon request. The performance is
calculated for the portfolio. Individual investor
performance may differ as a result of initial
fees, the actual investment date, the date
of reinvestment and dividend withholding
tax. Purchase and repurchase requests
must be received by the Manager by 13h30
(11h30 for the Money Market Fund) SA time
each business day. All online purchase and
repurchase transactions must be received
by the Manager by 10h30 (for all Funds) SA
time each business day.

