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Market background

The US economy has begun to heat up again after the resurgence of infections and subsequent
restrictive measures slowed down momentum in the final months of 2020. Consumer spending (which
accounts for two thirds of U.S economic activity) quickened 2.4% in January, the fastest pace in seven
months and a sign that the economy may well be gearing up for a sustained recovery from the
pandemic-induced recession. This boost to consumer spending largely came off rising personal
incomes as the US government provided low-income households with pandemic relief money. The
manufacturing purchasing managers' index (PMI) expanded at the fastest pace since early 2018 and
ahead of consensus expectations, rising to 60.8 in February from 58.7 the previous month on the back
of robust demand for goods, despite supply disruptions. On the monetary front, US Federal Reserve
(Fed) Chair Jerome Powell, reaffirmed the bank’s inclination to taking a more passive stance in the early
phase of this cycle when he testified before Congress in the final week of February. Powell reiterated
that the Fed remains nowhere near its inflation and employment targets, and as such is committed to

leaving interest rates near zero for longer.

Incoming GDP data in the euro area suggests Germany, France and Spain’s economies showed
resilience in the final quarter of 2020. The latest PMI data for the region reveals the divergent nature of
the area’s economy, with robust activity in manufacturing and weakness in services owing to COVID-
induced lockdowns. The eurozone manufacturing PMI rose to a three-year high at 57.9 in February, up
from an initial estimate of 57.7 and comfortably clear of January’s 54.8 reading - boosted by soaring
new export trade. Consumer confidence marginally improved in February, reflecting lingering concerns
on the outlook for the region’s economy. In the UK, PMIs reflected a divergence from the continent,
with the services PMI (49.7 in February from 39.5 in January) showing signs of stabilisation, despite still



trending below the expansionary 50 mark. Meanwhile, despite a growing manufacturing sector,
Britain's February PMI rose at its weakest pace (rising to 55.1 in February from 54.1 the previous
month), weighed down by continued supply chain disruptions and transportation delays at ports
caused by COVID-19 restrictions and Brexit-related frictions, respectively. The European Central Bank
(ECB) slowed down its bond-buying programme in the final week of February, despite policymakers
warning of the danger rising global yields presents to the economic recovery. The rise in bond yields
(and associated fall in bond prices) remains a concern for central bankers as they serve as a benchmark
for the cost of borrowing to households and companies, and as such policymakers at this stage of the
cycle are naturally adverse to any undue rise in yields that could derail the recovery.

In emerging markets, China's economy slowed down in February amid the resurgence in COVID-19
cases and reintroduction of containment measures, while demand also took a harder knock as Beijing
clamped down on travel ahead of the February Lunar New Year festival. As usually the case during the
Lunar New Year Festival, we witnessed a cooling off in manufacturing activity over the period as
workers take time off. The manufacturing PMI fell to 50.9 in February, marking the lowest reading since
May 2020 and also came in below consensus expectations of 51.5, but nonetheless, activity remains in
expansionary territory. With PMIs being lagging indicators by nature and subject to seasonal effects,
more frequent data reflects that the shutdowns this year were less severe than during the same period
in 2020, at the height of COVID. As such the weakness in PMI data is likely to be fleeting as reflected in
electricity usage data, alongside positive consumption and services sector readings seen thus far.
Meanwhile, muted inflation has baffled the People’s Bank of China (PBoC) given rising asset prices and
interest rate cuts throughout last year. The PBoC signalled during the month that it does not intend to
make any drastic changes to its current overall monetary policy stance.

Back in South Africa, Manufacturing activity in South Africa accelerated in February, which was the first
full month of a less restrictive environment following the relaxation of lockdown measures at the end
of February. The manufacturing PMI rose to 53 in February, marking the strongest expansion on the
factory floor since October the previous year, on the back of improved export sales and an uptick in
demand following the easing of restrictions. Headline inflation rose slightly to 3.2% year on year (YoY)
in January, from 3.1% in December, and in line with consensus expectations. Core inflation (which
excludes volatile items such as food, energy and fuel) remained steady at 3.3% YoY over the same
period. The South African Reserve Bank (SARB) had no scheduled meeting in February.

On the fiscal front, Finance Minister Tito Mboweni delivered the 2021 National Budget on 24 February.
Ahead of this budget, it was clear that the revenue overrun in the current fiscal year would be in excess
of R100 billion. This was primarily thanks to the increase in the prices of mining exports, particularly the
platinum-group metals (PGM) sector. However, other revenue items also came in better than expected.
What was less clear was whether the National Treasury would increase spending on the back of this,
given the pressures from state-owned enterprises (SOEs), unions and the social needs of the country. In
the main, the budget was broadly well-received and should offer some breathing space on the ratings
front, more so given the debt-to-GDP ratio is now forecast to be 6 percentage points lower than over
the medium term, than previously projected.



Performance review

For the month, the portfolio outperformed the benchmark.

Risk-on sentiment remained poised in February, fuelled largely by the so-called reflation trade in assets
linked to the economic recovery and price pressure on the back of forward momentum in vaccine
rollouts across regions and promise of a further tranche of fiscal stimulus pushed by the Biden
administration. The deluge of fiscal and monetary stimulus that kept markets afloat since the onset of
COVID, has, however, now become the source of angst, sparking a bond sell-off amid growing fears of
inflation and a boom that will ultimately force authorities to raise borrowing costs much sooner than
initially anticipated. Globally, government bonds have endured their worst start to a year as a wave of
volatility akin to the taper tantrum of 2013 sent the benchmark 10-year US Treasury yield to its highest
levels in more than a year. South African bonds traded mostly in lockstep with the firmer rand over the
period under review, although rising US Treasury yields saw some profit-taking midway through the
month, which sparked the biggest outflows from the domestic bond market by non-residents since the
first week of 2021. Our duration positioning over the period was a positive contributor to performance
over the month.

Inflation-linked bonds (ILBs) rallied across most tenors over the period as yields edged lower across the
curve, barring two instruments on the front end. Our constructive allocation to the asset class
benefitted performance.

The yield-enhancing corporate bond allocation added value.

Outlook and strategy

Global

The recovery from coronavirus towards a semblance of normalcy continues to gather pace with
infection rates trending lower on the back of rapid vaccine rollouts. Global PMIs have staged a sharp V-
shaped recovery into expansionary territory and consumer confidence and mobility data has also
improved considerably. Turning to markets, risk-on sentiment appears intact, despite the wobble in
February as US Treasury yields began their rapid ascent. Amid the spike in volatility witnessed in recent
weeks, major central banks have quickly moved to quell market fears of an impending ‘taper tantrum'’
on the horizon, citing yield exuberance as a sign of market optimism on the outlook for growth. Indeed,
the Fed has reiterated it remains a long way off its inflation and employment targets, while in Europe,
there is no indication that the ECB is about to roll back its current monetary policy regime. As we
embark on post-recession recoveries, we believe this period of below-target inflation and low interest
rates still has some legs to go before policymakers begin to ‘normalize’ policy. Similarly, we do not
believe that governments are about to start lowering spending or raising taxes any time in the near- to
-immediate term.



Looking ahead, we expect loose monetary policy and a contained US dollar will remain supportive for
emerging market debt (EMD) and should provide cover for EM central bankers to keep rates elevated
due to price stability and foreign capital needs.

Local

This positive global backdrop is also supportive for South Africa’s economic recovery. The acquisition
and rollout of vaccines (albeit not at the pace in the global north) alongside a positive surprise in the
national budget announcement recently, have somewhat improved the rather gloomy picture we had
coming into 2021. Macroeconomic newsflow has undoubtedly been incrementally positive. Tax revenue
receipts exceeded National Treasury's forecasts, while we also recorded the largest trade surplus on
record for 2020, benefitting from favourable terms of trade (the relative price of exports to imports) on
account of robust export minerals and metals prices and the weakness in international oil prices.
Incoming data further suggests GDP is likely to continue to recover and we expect growth to realise
around 3.5% for the year. We have seen an improvement in mining and manufacturing production
data, while PMI readings have consistently trended in expansionary territory since August last year.

The budget delivered by Finance Minister Tito Mboweni was a positive and conservative budget, with a
level of commitment to fiscal prudence we have not seen for many years. Attention now turns to public
sector wage negotiations and implementation of growth-additive reforms. After all, the root of SA’s
problems is weak growth. Since 2009, South Africa has experienced slower growth than all major
emerging market countries that form part of key indices such as the JP Morgan GBI-EM and Citibank
WGBI indices. The solution is to dramatically boost investor expectations of future growth and to
reduce government spending. Our recent experience with COVID should be a lesson for South Africa,
that unlike other emerging economies (e.g. South Korea and Indonesia), our central bank was not able
to monetize our debt during the crisis, for the simple reason that we have not earned investor
confidence and credibility that official communications and policies will be followed by implementation.

Positioning

From a positioning standpoint, we remain constructive on EMD and are comfortable to hold SA bonds
given their attractive yields. While the fiscal risks remain elevated, the SA economy has proven to be
more resilient than we anticipated at the heights of COVID, government revenues have surprised
positively, as discussed above, the currency remains supported by our terms of trade and at the time of
writing, we do not see material strengthening of the US dollar on the horizon. That said, we have
slightly trimmed duration in recent weeks and locked in gains as yields moved lower. The SARB is now
on pause and we expect them to keep rates lower for longer, but do expect them to warn about upside
surprises as oil and food prices add some upward pressures. Inflation, however, remains muted and
thus higher-yielding government bonds are attractively valued.

We remain constructive on inflation-linked bonds (ILBs). We believe the lower trend in inflation has
bottomed out and the investment case for the asset class has improved. We are poised to see some
carry going forward as inflation ticks higher and real yields across the curve stand to be more attractive
relative to 2020. ILBs are still a good hedge against potential rand depreciation and we maintain our
short-dated exposure as a risk mitigator.



Investment-grade credit is a slightly underweight allocation on valuation grounds. The asset class
remains susceptible, in our view, to a sell-off should the pace of economic activity fail to reflate
sufficiently, and sovereign credit quality continues to deteriorate. Yields remain low in this space,
alongside a dearth of liquidity and so our allocation remains limited, preferring nominals instead.
Security selection remains paramount and we continue to look for yield-enhancing opportunities that
meet our investment criteria. We have minimal exposure to the cyclical sectors of the economy,
maintaining a preference for quality defensives; namely banks, insurers and especially government-
guaranteed debt, as well as large blue-chip corporates with strong balance sheets.

Investment-grade credit is a neutral-to-underweight allocation on valuation grounds. The asset class
remains susceptible, in our view, to a sell-off should the pace of economic activity fail to reflate
sufficiently, and sovereign credit quality continue to deteriorate. Security selection remains paramount
and we continue to look for yield-enhancing opportunities that meet our investment criteria. We have
minimal exposure to the cyclical sectors of the economy, maintaining a preference for quality
defensives; namely banks, insurers and especially government-guaranteed debt, as well as large blue-
chip corporates with strong balance sheets.
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