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Market background

Risk-on sentiment continued to dominate the markets in February as indices around the globe reached
new highs. Although the gradual return to normalcy on the back of vaccine rollouts and further
monetary and fiscal stimulus buoyed financial markets, this backdrop also caused angst around
inflation overshooting and authorities having to step in earlier than suggested to contain it. This drove
government bond yields higher in the final week of the month, leading investors to reassess whether

current equity valuations could still be justified in a higher yield environment.

Over the month, developed market stocks (MSCI Developed Markets Index, +2.6%) outperformed their
emerging market peers (MSCI Emerging Markets Index, +0.8%). Yield orientated assets had a much
more volatile start to the year as the 10-year US Treasury yield sell-off put pressure on bonds across
the globe, with the Bloomberg Barclays Global Aggregate Bond Index closing down 2% for the month.

The US economic outlook began to brighten following the recent surge in COVID infections, with
consumer spending rising to 2.4% in January, largely driven by fiscal stimulus delivered directly to the
low-income households in the form of pandemic relief. The manufacturing purchasing managers’ index
(PMI) printed ahead of consensus at 60.8 in February, fuelled by consumer demand, while jobless
claims also surprised as they fell more than anticipated.

In the euro zone, the latest PMI data continues to show the stark variation in performance between the
resilient manufacturing sector and the COVID-hit services industry. The area’'s PMI rose to 57.9 in
February from 54.8, on the back of as strong demand for exports from China. The UK showed one of

the more impressive vaccine rollout programmes, surpassing 20 million in vaccinations during the



month. Prime Minister Boris Johnson also announced a government target of getting adults fully
inoculated by the summer.

After a robust 2020, China showed some signs of slowing in February, as containment measures were
reintroduced following a COVID resurgence in the country. Demand also slowed as Beijing
implemented a clamp down on travel heading into the lunar New Year festival, while the seasonal
slowdown in manufacturing over this period also weighed on the economy.

In South Africa, manufacturing PMI bounced back to 53 in February as the country emerged from its
first full month post the relaxation of heightened restrictions. Headline inflation rose to 3.2% in January
from 3.1% in December, in line with consensus expectations. The much-anticipated budget speech
delivered by Finance Minister Tito Mboweni showed a revenue overrun in excess of R100 billion, driven
by prices of mining exports. The budget was generally well-received as government pointed towards
lower anticipated debt-to-GDP ratios over the forecast period.

Local equities continued their run of form, notching the fourth consecutive month of gains. The
FSTE/JSE All Share and Capped SWIX indices gained 5.9% and 5.3%, respectively over the month. At the
super-sector level; resources closed an impressive 11.6% higher, financials recovered off the January
decline to end the month 4.5% higher, while industrials gained 2.3% over the same period. Local bonds
managed to stay in positive territory, closing 0.1% higher in the face of rising global yields. Listed
property (FTSE/JSE All Property Index) reversed the prior month’s losses, gaining 9.7%. Cash as
measured by the STeFl Composite Index closed 0.27% higher. In currencies, the rand gained against the
euro and US dollar, but retreated against the pound sterling.

Performance review

For the quarter, the portfolio outperformed the benchmark.

Overweight positions in Redefine Properties and Hammerson contributed positively to performance,
benefitting from reopening trade and global risk-on sentiment. Recent results have also appeared
more positive than initial expectations, reflecting a sustained recovery in operating metrics.

An underweight position in Real Diversified Income REIT detracted from performance as the company
received a takeout offer from its cornerstone shareholder at a +30% premium to the prevailing share
price.

Portfolio activity

Over the quarter, the listed property sector has shown a recovery off an exceptionally depressed base.
As such, the portfolio continues to hold counters that show significant value upside over the medium
term, based on current sustainable earnings profiles and capital structures. The portfolio has, however,
taken the opportunity to rotate from certain strong performers such as Hyprop Investments, into those
names that have lagged the sector, including Emira Property Fund and SA Corporate Real Estate.
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We continue to support a selective group of large and mid-cap South Africa-focused companies with
attractive combinations of yield and sustainable growth, supported by solid fundamentals and track
records. These include Investec Property Fund and Attacq.

Outlook and strategy

The listed property sector has incurred various setbacks over the past few years, including
deteriorating fundamentals, governance and reporting-related concerns, rebasing of earnings, and the
introduction of pay-out ratios. Prior to COVID-19, the South African property sector was on a slow road
to recovery as many of the detractors appeared to be captured in valuations and reflected expectations
of more sustainable earnings profiles. The pandemic has created an unprecedented environment,
particularly for real estate markets where buildings were under enforced government shutdowns.
Although the obvious initial impact has been the retail and hospitality sectors given the inability of
many businesses to trade, we are now seeing the impact on other sectors and the economic
consequences coming to the fore, particularly in the office segment. As the lasting economic impacts of
the forced shutdown takes hold, demand will be subdued across most occupational markets and will
result in muted rental growth prospects. Vacancies are likely to increase as tenants are expected to fail
or seek to rationalise space, which in turn will also reduce pricing tension for rental space.

Dividends have been cut more than earnings over the near term; however, we have begun to see the
resumption of dividends, albeit in the form of lower payout ratios. We continue to believe that the
greatest self-help mechanism for REITS with stretched balance sheets is the retention of earnings, as
they return to higher levels of cash generation. While loan-to-value (LTV) ratios remain elevated relative
to history, they remain in most cases, manageable.

In our view, the challenging fundamentals are offset by depressed valuations. The sector trades on a
forward yield of +10% (accounting for reduced payouts and short-term income gaps) and a 50%
discount to net asset value (NAV). Dividend yields are likely to be lower due to reduced pay-out ratios in
favour of liquidity and balance sheet support. On a sustainable earnings basis, like-for-like rental
growth is forecast to be below inflation for the next two to three years, while deleveraging will further
dampen growth prospects. We believe the sector offers attractive value over a medium- to long-term
horizon, primarily underpinned by yield, together with the prospect of the sector re-rating as more
clarity on operational and financial metrics is ascertained. Although near-term volatility is likely to
persist given current macro conditions, over the medium term, we remain constructive of a return to
earnings and distribution growth off a sustainable income base, as the economy recovers.

While markets and economic conditions remain fluid, we continue to assess the portfolio risks and
actively screen for opportunities that market dynamics such as these are likely to offer. Ultimately, we
aim to provide our clients’ portfolios with the best risk-adjusted medium and long-term outcomes.
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