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The Global Investment Strategy Group (GISG)
maintains its neutral risk budget score
(O on a scale of +3 to -3)

By Chris Holdsworth, chief investment strategist, Investec Wealth & Investment
and member of the Global Investment Strategy Group

The global stimulus programmes
launched over the past year have
been wildly successful. Global GDP

is likely to return to pre-Covid levels
within a few months. Analysts and
economists have, to a large degree,
been caught off guard by material
beats across the globe. However, ‘risk
assets’ (equity, credit etc.) currently
screen as the most expensive since
2001. The global quantitative easing
impulse is slowing, suggesting growth
has likely peaked. We are probably
also past peak inflation and, while

we expect inflation will continue to
surprise on the upside, we do not

see it staying high enough to cause
developed market central banks to
call an early end to this cycle. The net
result is that we continue to have a
neutral allocation to risk with strong
economic momentum offsetting
elevated valuations.

Key highlights of our positioning:

Covid-19 - the investment and
economic case remains closed.

The global Covid-19 news flow
continues to be incrementally
positive. The global number of new
cases has consistently declined since
the end of April, and the vaccine
rollout continues apace. Therapeutic
treatments are improving too. While
there may well be another wave
before year end, we do not expect
that it will be economically damaging.

Economies continue to track an
encouraging path.

The global economy is set to expand
by 6% this year and is expected

to grow by 4.5% next year. The US
economy is due to have returned to

Investec Wealth & Investment : Global Investment View Q3

pre-Covid levels of production, after
adjusting for inflation, by the end

of Q2 this year. The rapid recovery
in global GDP has not been fully
anticipated by analysts — growth
forecasts have been consistently
revised upwards over the past six
months.

The risk is to underestimate the
extent of the bounce-back.

The resilience of manufacturing and
retail sales supports the optimistic
assertion that the damage to
employment and growth is largely
limited to capital-light industries

that sell “time” (the social economy).
These industries can gear up (re-hire)
quickly when demand re-appears. As
the service sector is released in the
second half of the year, 2021 will see
a geographically widespread, closely
synchronous (almost simultaneous)
release of pent-up spending power.

Incomes in the US are already
materially above pre-Covid levels and
excess savings are high across the
globe (approximately 6% of global
GDP) suggesting further support for
consumer spending over the years
ahead.

About 90% of S&P 500 earnings
releases for the first quarter beat
consensus forecasts, the highest
on record, and in aggregate S&P
500 earnings releases have been
over 20% above the consensus
forecast. Over the past three
quarters, consensus forecasts
have been consistently too low —
underestimating both top-line growth
and the ability of US corporates to
maintain or increase margins.

The concern is valuation.

The S&P 500 is trading at 25% above
our estimate of fair value (our model
uses dividends and the prevailing
10-year bond yield as inputs). That
would not be an issue if dividends
were expected to grow by 25% over
the next year but that is not the case
- the consensus forecast is for 5%
growth in S&P 500 dividends over the
coming 12 months. 25% above fair
value is the highest we have seen in
analysis of the last 20 years. Even if
dividends were to grow by 15% over
the next year, well above consensus,
there is a material risk that discount
rates will increase too.

There are other signs of elevated
prices for risk assets — as an example,
sub-investment grade bond spreads
are at 13-year lows. Valuation is

less of a concern outside of the

US however, and even within the

US, there are sectors that screen

as cheap, but the broad US market
offers little margin of safety at this
point.

While the large increase
in US money supply
and continuing supply
chain issues point to
higher than expected
inflation, the longer-
term drivers of lower
inflation (technology,
demographics etc.)
remain firmly in place.

02



The inflation trajectory is uncertain.

Inflation is notoriously difficult to
forecast over anything longer than
the shortest time horizons. While
the large increase in US money
supply and continuing supply chain
issues point to higher than expected
inflation, the longer-term drivers

of lower inflation (technology,
demographics etc.) remain firmly in
place. While we continue to expect
inflation to surprise on the upside,
we also expect it to decline from this
point and to not cause developed
markets central banks to hike any
time soon. Material changes in the
US deficit trajectory, rent increases
or wages, would be triggers for us to
reconsider our view of the inflation
trajectory.

Fed to hang fire.

There are now as many job openings
in the US as there are people looking
for employment. However, total
employment in the US is still 5% off
the pre-Covid peak and conditions
suitable to merger and acquisition
activity may see corporate action
slowing the recovery in employment.
The Fed’s focus on employment will
likely see it allow the US economy to
‘run hot’ before acting. This may lead
to an aggressive response from the
Fed once it decides to hike, but

we expect that is some way down
the line.

Global commodity
prices have ramped
up over the past year
on the back of rising
demand and continuing
supply discipline from
major producers.
However, the credit
impulse in China has
rolled over, suggesting
reduced tailwinds for
commodities over the
coming 12 months.
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Slowdown in credit extension
in China.

Global commodity prices have
ramped up over the past year on
the back of rising demand and
continuing supply discipline from
major producers. However, the
credit impulse in China has rolled
over, suggesting reduced tailwinds
for commodities over the coming
12 months. The global quantitative
easing impulse has slowed too,
implying we are past peak global
growth.

Risk of higher currency volatility.

The possibility of an uncoordinated
policy response across countries
raises the risk of increasing currency
volatility over the medium term.

A stock picker’'s market.

While the risk score of the committee
is neutral, we expect that there will be
a wide dispersion of stock and sector
performances over the coming 12 to
18 months as growth and inflation
slow, but remain high by recent
standards.

Incomes in the US are already materially above
pre-Covid levels and excess savings are high
across the globe (approximately 6% of global GDP)
suggesting further support for consumer spending

over the years ahead.

Geopolitical risks are on the rise.

Increasing diplomatic strain between
the US and China will likely spill over
into continuing trade tension and
further deglobalisation. While reduced
competition may benefit some

listed entities, broad equity markets
are unlikely to respond well to this
environment.

CONSENSUS GDP FORECASTS

The net result is that the world is still
awash with liquidity and earnings
and GDP continues to surprise on the
upside. Risk assets offer little margin
of safety though, and as a result, we
think a neutral risk stance is currently
appropriate.

20 21 22 23

USA 6.6 41 2.3
Japan 2.6 2.4 1.2
EU 4.3 4.2 2
Germany 3.4 4.2 1.9
France 5.7 4 21
Italy 46 41 1.9
Spain 59 5.6 2.5
UK 6.6 5.4 1.8
China 5.9 5.8
South Africa 4.25 215 215
DM 5.26 3.91 219
EM -0.62 5.26 5.2 4.88
World =8.7/8 6 4.5 335

Date sampled: 24/06/2021
Source: Bloomberg, Investec Wealth & Investment
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SA market view and asset allocation —

Maintaining our position as global recovery
lifts the SA outlook

Overview

The asset allocation committee has
retained its risk score at 1, with an
overweight score in SA assets in
particular.

Key themes for the quarter:

Commodities are facing short-term
headwinds, but longer-term
structural support.

Chinese total social finance growth
has turned materially negative,
pointing to weaker Chinese demand
for commodities over the coming nine
to 12 months. In addition, the Chinese
authorities are increasingly
attempting to cool commodity

YOY M2 money supply growth
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SA is benefiting from the global
recovery.

As of the end of the first quarter, the
12-month trade balance (surplus) in
SA was sitting around +8% of GDP,
the highest level since the late 1980s.
This has largely come about due to
the massive rally in commodity prices
over the past 12 months, rather than
an increase in the volume of exports
or a decrease in imports. The trade
balance is providing support for the
rand and is feeding through to the
broader economy. One of the ways it
is already passing through to the
broad economy is through tax
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receipts — miners are paying more tax
and, as a result, the SA government
fiscal position has improved materially
over the past six months, and
continues to improve.

The outlook for SA consumers is
improving.

Data from tax receipts, the GDP print
and SA retail sales all point to SA
consumer incomes having recovered
to pre-Covid levels by December last
year. Business confidence is above
pre-Covid levels, suggesting an
increase in employment over the
coming 12 months too.

markets after the sizable rally over
the past 12 months.

However, the electrification of the
drivetrain and roll out of renewable
energy generation is likely to be very
metal intensive, providing longer-term
support for metal prices in an
environment where commodity
producers are continuing to exhibit
supply discipline.

Mar-15 +
Mar-16 —
Mar-17 |-
Mar-18

Mar-19 -~
Mar-20 —

Typically, a recovery in consumer
income sees an outsized recovery in
durable goods spend, especially car
sales. We expect to see an uptick in
credit extension too, as the consumer
position further improves.

The trade balance

is providing support
for the rand and is
feeding through to
the broader economy.

04



Typically, a recovery in
consumer income sees
an outsized recovery in
durable goods spend,
especially car sales.

Expecting a mildly weaker rand.

The recent strong recovery in
commodity prices has improved SAs
terms of trade and has seen the
trade-weighted, inflation-adjusted
rand trade at near decade highs.
However, we expect that commodity
prices will face headwinds over the
short term and while some of the
structural impediments to growth in

SA (particularly debt-to-GDP and
electricity production) are being

addressed, they are far from resolved.

We believe there is currently little
margin of safety in the rand and
expect a gradual depreciation to
around 15 to the US dollar over the
coming 12 to 18 months.

Overview of the different asset
classes:

Equities: Screen cheap. We remain
overweight SA plays and SA resource
counters.

Bonds: Screen cheap but rising US
yields are likely to keep SA yields
elevated.

Cash: Cash rates are currently low in
both nominal and real terms in SA, so
we prefer to allocate to risk through
the domestic bond market.

Property: We prefer increased
exposure to SA yields through the
government bond market.

Gold: Overweight as a hedge against
SA-specific risks. In addition, rapid
money supply growth in developed
markets may lead to inflation down
the line.

We expect that commodity prices will face headwinds over the short term
and while some of the structural impediments to growth in SA (particularly
debt-to-GDP and electricity production) are being addressed, they are far

from resolved.
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Asset allocation positioning:

The metrics below show our asset allocation positioning for global, domestic and by theme.

- Underweight

- Moderately Underweight
N Neutral

+ Moderately Overweight

++ Overweight

GLOBAL ASSET

ALLOCATION Q2 2021 Q3 2021 COMMENTS

Developed market equities are trading at the highest premium to fair value
Offshore Equity + N since 2001 by our estimate. However global growth and earnings continue to
surprise on the upside.

Developed market bonds offer little value in our view. We see material upside

Offshore Fixed Income o o risk to global bond yields.

Offshore Cash N N Neutral to allow for greater risk allocation should it be required.

Offshore Property N N Valuations reasonable relative to long term averages.

Offers attractive risk-adjusted returns relative to traditional long only assets
Offshore Alternatives + + classes. Variations include return enhanced, capital protected and low
correlation products.

SA ASSET ALLOCATION Q2 2020 Q3 2021 COMMENTS

+ SA equity market is fair value to cheap with potential for both multiple

i +
SA Equity expansion and increased earnings growth.

Still significant margin of safety in SA debt in our view. Short-term

i + + ; A ) ) S ;
SA Fixed Income inflation-linked bonds look particularly attractive in our view.

We prefer to be exposed to the longer end of the curve and use gold as
SA Cash -= - an insurance asset. We prefer using an underweight in cash to allow for
overweights in our risk-on positions.

Less of a domestic interest rate play than historically - expect the sector
SA Listed Property - - to be driven by fundamentals. Prefer to express the view through the fixed
income market. Looking to narrow underweight though.

Very strong performance has moved valuations close to fair value. Still

+ +
Preference Shares attractive for investors looking for after-tax income.
$/R (+ for ZAR strength) + _ Rand_tradlng S|gn!f|cantly stronger than fair value by our estlmate._ Slowdown
in Chinese credit impulse suggests less support for commodity prices.
Physical Gold ot + Allocation to physical gold offers protection against SA and global risks,

particularly the risk of higher inflation down the line.

SECTORAL/THEMATIC

POSITIONING Q2 2020 Q3 2021 COMMENTS

Global Plays N N Neutral, preference for overweight in SA plays and commodity stocks.

Favoured sector to play a global recovery and hedge SA risk. Very cheap

Commodities + + ; S o -
relative to spot commodities in our view.

Precious metal producers offer a hedge against SA risk and leverage

Precious Metals - - to a global recovery and weak rand.

SA Plays + ++ SA consumer outlook is strongest in years, sector still cheap.

Small/Midcap Valuations still attractive and investor appetite starting to increase.
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No longer fragile — how the global recovery is
lifting the SA economy

By Chris Holdsworth

There’s an impressive global
recovery under way, and SA is
proving to be a major beneficiary.

This year, the global economy is
expected to grow by 6%, the fastest
growth rate in nearly 50 years.
Importantly for SA, China is expected
to grow by over 8% and is expected

to grow at over 5% a year over the
next two years (China was the only
G20 country to have positive GDP

growth last year).

The rapid recovery in global GDP,
thanks to a combination of taming the
virus in developed markets and wildly
successful stimulus programmes,

has been broadly under appreciated
by analysts and economists. Both
earnings and growth forecasts across
the globe have been consistently
revised up over the past nine months.
90% of S&P earnings releases in the
first quarter surprised on the upside,
the highest percentage on record.

CONSENSUS GDP FORECASTS 20 21 22 23
USA 6.6 4.1 2.3
Japan 2.6 2.4 1.2
EU 4.3 4.2 2
Germany 3.4 4.2 1.9
France 5.7 4 2.1
Italy 4.6 4.1 1.9
Spain 59 5.6 2.5
UK 6.6 5.4 1.8
China 5.9 5.3
South Africa 4.25 215 215
DM 5.26 3.91 219
EM -0.62 5.26 5.2 4.88
World =879 6 4.5 835

Date sampled: 24/06/2021
Source: Bloomberg, Investec Wealth & Investment

As global growth has picked up, in
particular the demand for commodity
prices out of China, global mining
companies have displayed an unusual
level of supply discipline, looking to
repair balance sheets and return cash
to shareholders, instead of ramping
up capex. The net result has been a
rapid rise in global commodity prices.
In aggregate, global commodity
prices are now around 10% off their
record highs.
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SA has been a material beneficiary of
the rally in commodity prices. As of
the end of April, the 12-month trade
balance (surplus) in SA was around
+8% of GDP, the highest percentage
since the late 1980s. The rise in the
trade surplus has provided support
for the rand and also means that SA
is no longer considered one of the
‘fragile five!

As of the end of April,
the 12-month trade
balance (surplus) in
SA was around +8%
of GDP, the highest
percentage since the
late 1980s.

Improving commodity prices have
also provided a boon to the fiscus.
April tax receipts were well above
the level in April 2020. That's to

be expected of course, given the
shutdown from March onwards.
However, April tax receipts were up
an impressive 16% relative to April
2019, suggesting not only a recovery
to pre-Covid levels but a recovery to
the pre-Covid trend.

Last year, tax receipts came in nearly
R140bn above the Medium Term
Budget Policy Statement forecast.
So far, government has hinted that
further positive tax revenue surprises
will allow for tax reductions for
individuals but even if that is not

the case, at worst the debt to GDP
picture is improving relative to the
February budget forecast.

While Chinese stimulus has materially
slowed of late, suggesting that
commodities face headwinds over the
short term, there are still structural
tailwinds for commodities stemming
from the drive towards renewable
energy generation. The net result is
that SA may be about to enter a fairly
prolonged period of trade surpluses
and elevated profits for mining
companies.

Investec Wealth & Investment : Global Investment View Q3

12m trade balance as % of 12mm GDP

14%
12%

10% |
8%
6%
4%
2%
| | | I |
V

0% \/U\/

2% -
-4% -
6%

™ ©
¢ 9
[SENE}
v O
[apyal

Dec-60
Dec-69
Dec-72
Dec-75
Dec-78
Dec-81

Dec-84

Date sampled: 17/06/2021
Source: Investec Wealth & Investment, Bloomberg

It's been a long time since SA
economic data surprised on the
upside for a prolonged period. Should
global commodity prices remain
elevated for another few months a
large part of the gloom that has been
hanging over the SA economy over
the past 6 years will likely lift.

The strong rand is allowing for low
rates in SA, even as several other
emerging market central banks

are hiking rates. Low rates and

an effective tax cut in February

are seeing the benefit of higher
commodity prices already seep
through to consumers. While
electricity production remains a
binding constraint on growth, it is
important to recognise that, once
more, the global economy is coming
to the rescue of SA and it is not at all
unreasonable to expect SA economic
and earnings data to be strong over
the coming 12 months.
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While Chinese stimulus
has materially slowed
of late, suggesting that
commodities face
headwinds over the
short term, there are
still structural tailwinds
for commodities
stemming from

the drive towards
renewable energy
generation.
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