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At a glance:

e Our offshore allocation is higher than at any other period over the last four years. It acts as a
buffer against local interest rate-sensitive risks and helps to offset any inflation risks from rand
weakness.

e We favour shorter-dated bonds that are tethered to the South African Reserve Bank (SARB) and
less dependent on the fiscus.

e With cash rates already lower than 4%, our combination of bond duration and asset allocation
maintains yields substantially above that.

e Our balance of exposures should provide some protection against the multitude of risks locally
and globally.

Not even the Global Financial Crisis dished up the market turmoil we faced in the

first three months of the year. The impact of the coronavirus (COVID-19) pandemic on the global
economy and financial markets has been unprecedented. We saw a scramble for liquidity as a result of
this exogenous shock; there was nowhere to hide with massive price impacts across all markets. In the
first quarter, our bond market suffered one of its worst ever performances (-8.7%), with foreign
investors selling more than R50 billion worth of bonds. Moody's finally downgraded South Africa’s credit
rating to below investment grade, which means that from 1 May, South Africa no longer forms part of
the FTSE World Government Bond Index.

Investors also saw ten-year bonds spike to 13.25% in late March (from below 8.75% at the time of the
February budget). In an attempt to maintain effective monetary policy transmission, the South African
Reserve Bank (SARB) restored market functioning by buying bonds in the secondary market - an
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unprecedented but justifiable move. Ten-year bonds are now back to trading at yields of around 9%. But
even after a quarter of extreme market stress, the relentless flow of bad news has left investors
uncertain how to digest all the changes. The SA government announced a R500 billion stimulus package
to help our economy to recover from the fallout from COVID-19. The SARB has also come to the party
with unprecedented market intervention and liquidity provision, as well as aggressive interest rate cuts.
Where to from here for fixed income assets? In this article, we unpack some of the main drivers of our
fixed income market.

Low inflation and declining interest rates are positive for bonds

Amid all the bad news and uncertainty, there are still solid reasons for liking bonds. Inflation and interest
rates are the two key factors that drive bond markets. Both are declining in South Africa, which is very
supportive. With inflation being under control for some time already, and now threatening the lower end
of the SARB's target band, the Bank has had plenty of room to ease monetary policy. The repo rate was
6.5% coming into the year, but after a series of cuts is down to 3.75%. We believe that the SARB still has
leeway to drive rates even lower, potentially cutting the repo rate by an additional 50 basis points. When
you take a step back and think about that quantum of easing - for those individuals and businesses who
are paying interest on debt - their monthly payments will have decreased by more than a third. Thatis a
significant boost to an economy struggling in intensive care.

It seems strange to think that the SARB has had so much room to cut rates, considering the depreciation
in the rand this year. However, given the halt to economic activity and the resulting lack of demand, on
top of the spectacular collapse in the oil price, upside inflation is not a worry. Of course, the rand is
always a very important determinant of inflation, and its recent weakness remains a concern. However,
we believe the rand scenarios that result in high inflationary outcomes are a long way off. As South
Africa is an oil importer, the extent of the oil price decline has helped to contain inflation. Figure 1 shows
our inflation forecasts for this year under different rand and oil scenarios. This illustrates how much
further the currency needs to depreciate and oil needs to move higher, before the SARB needs to worry
about inflation.

Figure 1: The SARB has more room to cut rates: 2020 inflation scenarios
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The table captures a range of outcomes for oil and the rand because markets are so fluid, and both have
seen sharp movements in a very short space of time. We have assumed $34 a barrel for Brent crude oil
and a dollar-rand exchange rate of R18.20 for the remainder of 2020. That gives us an inflation rate of
3.2%. The SARB is targeting inflation of 3% to 6%, which means 3.2% is close to the lower end of the
band. Inflation would only start to threaten the upper limit of the SARB's target band, if our currency
weakened to R21 against the dollar and the oil price moved close to $60 a barrel. So, we believe inflation
is well contained, leaving the SARB room to cut rates further.

Our economy needs all the help it can get

The economic fallout from COVID-19 and the necessary lockdown measures, have been immense. South
Africa had already entered a recession before the virus crisis hit. We estimate that just less than half of
the economy was able to operate under the strict nationwide lockdown (level five). As these measures
are gradually relaxed over the coming months, we expect 85% to 90% of the economy to be back on
stream by September. We estimate that economic growth will contract by a staggering 13% over the
second quarter (not annualised), with some bounce back in activity towards the end of the year. This
should give us an overall decline in GDP of 8% for 2020 with a high level of uncertainty (and downside
risks). The government's stimulus package of R500 billion aims to alleviate the financial stress of
consumers and businesses, bolster healthcare services and ultimately, help our fragile economy to
recover. Lower interest rates are also a key relief measure. We are hoping for some recovery next year
but remain concerned about the economy’s health beyond 2020 - given how weak the economy was
going into the crisis.

So, how will the ailing economy and the stimulus package impact the fiscus?

Prior to the COVID-19 crisis, the government’s deficit for this year was budgeted to be 6.8% of GDP. But
GDP is now expected to contract sharply, with tax collections suffering. On top of that, government faces
additional spending pressures under the fiscal package. So, we expect the budget deficit to increase to
approximately 13% of GDP, taking into account the stimulus measures. The good news is that
government has been smart about financing the R500 billion stimulus package:

e Alarge portion will be funded by using banks’ balance sheets (the R200 billion loan guarantee
scheme). It will only be a contingent liability to the state and, therefore, doesn't require extra
bond issuance.

e A further R130 billion will come from reprioritising spending in the existing budget.

e The Unemployment Insurance Fund, which has a surplus of R150 billion, will be another source
of funding.

e The government has access to R100 billion in funding from multilateral agencies such as the
International Monetary Fund (IMF) and the World Bank, so it could easily fund the balance of the
stimulus package.

Given the way it has been funded, the additional expenditure does not present a cash-flow problem for
the National Treasury and as a result, is less of a near-term concern for the bond market. However,



government’s ballooning debt, with an economy unable to grow, is a solvency problem. With debt to
GDP now climbing to an estimated 80%, implementing structural reform to unshackle growth and
confidence is crucial. The bond market's fate (along with South Africa’s) will ebb and flow with the
perceived ‘political willingness to reform’ - a somewhat tedious game that'’s all too familiar.

SA bond market valuations remain attractive

The COVID-19 crisis sparked a wave of global market risk reduction, with investors seeking refuge in
‘safe-haven’ and liquid assets, such as developed market (DM) government bonds. While bond yields are
low to negative in DMs, yields in emerging markets (EMs) have generally risen to compensate investors
for the higher levels of risk (bond prices fall when yields rise). South African government bonds, which
were already trading at a discount to EM peers, are now substantially cheaper in price. As can be seen in
Figure 2, pre-2015, the yield spread of nine-year SA government bonds over their comparable EM peers
was approximately 1% to 1.5%. This has steadily widened to a rate of 5.3% above EM peers. The discount
(in price), while arguably excessive due to current market conditions, is to an extent justified - given the
deterioration in our country’'s debt metrics mentioned earlier. But it is important to understand what this

discount could mean for us as a country when the South African government competes for capital
globally.

Figure 2: SA nine-year bond yield versus EM spread
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Source: Bloomberg, March 2020.

The borrowing needs of governments across the world are increasing at unprecedented rates due to
fiscal stimulus measures to bolster their economies. So, there will be stiff competition for capital over
the next few years. Developing markets will be at the front of the queue, given their central banks’ ability
to monetise those borrowings in a non-inflationary way. But South Africa’s higher yields (and deeper
discount) mean it is further up the queue to attract foreign capital than a lot of its emerging market (EM)
peers. SA bonds look cheap not only versus inflation, but also relative to EM peers.



How are we positioned?

The Discovery Diversified Income Fund aims to ‘participate and protect’ - and given the terrible first
quarter for all South African fixed income assets, it was certainly a period where we aimed to ‘protect’.
While the All Bond Index lost 8.7% over the quarter, the Discovery Diversified Income Fund avoided a
quarterly drawdown and posted a small, yet positive return. Our active offshore allocation and bond
downside protection were a significant help.

When thinking about approaching the opportunities going forward, it is important to remember that risk
and return rank equally in the portfolio. So, we don't seek return at the expense of risk and vice versa.
This means that when markets are volatile, we are very measured in seeking opportunities. As a result,
position sizing is important to us.

We have painted a picture where:

Interest rates have headed lower, because inflation has allowed it.

Local fiscal and economic risks are large; they are being managed but cannot be ignored.
SA bonds are at a significant price discount to their EM peers.

There will be a global queue for capital which introduces currency risk and volatility.
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Point 1 and 2 mean that we favour shorter-dated bonds that are tethered to the SARB and less
dependent on the fiscus. As an example, the R186 bond (5.5-year maturity) ranged between 9% and 11%
in April. Given that the repo rate is 3.75% (and may be heading even lower) and the SARB is supporting
the secondary market, these shorter-dated bonds seem like good value to us.

Because the SARB's rand anchor (of keeping repo rates higher) is being lifted and global competition for
capital is fierce, we think the rand will remain vulnerable. Our offshore allocation is, therefore,
strategically higher than at any other period over the last four years. It acts as a buffer against local
interest rate-sensitive risks and helps to offset any inflation risks from rand weakness.

We have maintained an underweight position in listed property for some time and remain cautious. We
have gradually started to increase our allocation, focusing on the valuations of quality companies with
stronger balance sheets. The portfolio has maintained a defensive investment-grade credit positioning in
light of the weak local growth outlook in recent years.

We have built up a decent liquidity buffer to take advantage of the opportunities that will arise over the
near term. With cash rates already lower than 4%, our combination of bond duration and asset
allocation maintains yields substantially above that. As outlined earlier, we have a balance of exposures
to provide some protection against the multitude of risks locally and globally. This investment strategy
has worked well for us during periods where we have experienced bond market volatility or rand
weakness.
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Contact information

For more information and assistance with investing, call the Advisor Service Centre Tel: 0860 444 487

www.ninetyone.com

Alternatively, please contact your Ninety One investment consultant.
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CIS disclosures: Long only portfolios (CIS in
securities)

Risks (portfolio specific)

Derivatives: There is no assurance that a portfolio's
use of a derivative strategy will succeed. A portfolio’s
management may employ a sophisticated risk
management process, to oversee and manage
derivative exposures within a portfolio, but the use
of derivative instruments may involve risks different
from, and, in certain cases, greater than, the risks
presented by the securities from which they are
derived.

Exposure to foreign securities: Foreign securities
within portfolios may have additional material risks,
depending on the specific risks affecting that
country, such as: potential constraints on liquidity
and the repatriation of funds; macroeconomic risks;
political risks; foreign exchange risks; tax risks;
settlement risks; and potential limitations on the
availability of market information. Fluctuations or
movements in exchange rates may cause the value
of underlying international investments to go up or
down. Investors are reminded that an investment in
a currency other than their own may expose them to
a foreign exchange risk.

Money market portfolios: A money market portfolio
is not a bank deposit account. A constant price
(CNAV) is applied to a participatory interest. The total
return to the investor is made up of interest received
and any gain or loss made on any particular
instrument, and in most cases the return will merely
have the effect of increasing or decreasing the daily
yield, but in the case of abnormal losses, it can have
the effect of reducing the capital value of the
portfolio. Excessive withdrawals from the portfolio
may place the portfolio under liquidity pressures,
and in such circumstances a process of ring-fencing
of withdrawal instructions and managed pay-outs
over time may be followed.

Fund of funds: A fund of funds is a portfolio that
invests in portfolios of collective investment

General

Collective Investment Schemes (unit trusts) are
generally medium to long-term investments. The
value of participatory interests (units) or the
investment may go down as well as up. Past
performance is not necessarily a guide to future
performance. Collective investment schemes are
traded at ruling prices and can engage in borrowing
and scrip lending (i.e. borrowing and lending of
assets). The manager does not provide any
guarantee, either with respect to the capital or the
return of a portfolio. Any forecasts and/or
commentary in this document are not guaranteed to
occur. Different classes of participatory interests
apply to these portfolios and are subject to different
fees and charges. A schedule of all fees and charges,
inclusive of VAT and maximum commissions, is
available on request from us or from your financial
adviser. Forward pricing is used.

Redemptions

The collective investment scheme may borrow up to
10% of the market value of the portfolio to bridge
insufficient liquidity. The ability of the portfolio to
repurchase, is dependent upon the liquidity of the
securities and cash of the portfolio. A manager may
suspend repurchases for a period, subject to
regulatory approval, to await liquidity, and the
manager must keep the investors informed about
these circumstances.

Yields
The yield for bond, income and money market
portfolios is historic and is calculated quarterly.

Prices

The latest prices and TERs are published daily in the
Business Report (South Africa’s National Financial
Daily) and are made available on our website
www.discovery.co.za.

lllustrative investment performance is for illustrative
purposes only.

Valuations and transaction cut-off times

Pricing date is daily, except weekends and public holidays.
Valuation point is at 16h00 on each pricing date, except at
month-end, where it will be at 17h00. Offers to repurchase
participatory interests must be received by 16h00 on each
pricing date.

Additional information

For additional information on the portfolio, refer to the
following documents, available on our website, from your
financial adviser, or on request from the manager, free of

charge.

. Application forms

. Annual report

. Fee schedule

. Quarterly General Investor Report

Complaints and conflicts of interest

The complaints policy and procedure, as well as the conflicts
of interest management policy, are available on our website
www.discovery.co.za. Associates of the manager may be
invested within certain portfolios, and the details thereof are
available from the manager.

Closure of the portfolio

The manager has the right to close certain portfolios to new
investors, in order to manage them more efficiently, in
accordance with their mandates.

Contact details

CIS Manager

Discovery Life Collective Investments (Pty) Ltd, registration
number 2007/008998/07, 1 Discovery Place, Sandton, 2196,
www.discovery.co.za. The manager is registered as a
manager of collective investment schemes, in terms of the
Collective Investment Schemes Control Act. The manager,
through Discovery Holdings Limited, is a member of the
Association for Savings and Investment South Africa (ASISA).




schemes (unit trusts) that levy their own charges,
which could result in a higher fee structure for the
fund of funds.

Feeder funds: A feeder fund is a portfolio that
invests in a single portfolio of a collective investment
scheme, which levies its own charges and which
could result in a higher fee structure for the feeder
fund.

Drawdown: The potential magnitude of loss - the
largest peak-to-trough decline in returns over the
period, also known as the maximum drawdown.
Liquidity: The risk that a given security or asset
cannot be traded quickly enough in the market to
prevent a loss (or make the required profit).
Equities: The value of equities may vary according to
company profits and future prospects, as well as
more general market factors. In the event of a
company default, the owners of their equity rank last
in terms of any financial payment from that
company.

Bonds: The value of fixed income investments (e.g.
bonds) tends to decrease when interest rates and/or
inflation rises. Bonds issued by major governments
and companies, will be more stable than those
issued by emerging markets or smaller corporate
issuers. If an issuer experiences financial difficulty,
there may be a risk to some, or all, of the capital
invested. Any historical or current yields quoted
should not be considered reliable indicators of
future performance.

For a detailed description of these risks, and other
risks that are relevant to the portfolio, please refer
to the CIS risk disclosure document, available on the
website www.discovery.co.za.

Performance fees
Performance fees are not levied on the portfolios.

Performance returns

Lump-sum performance returns are being quoted.
Income distributions, prior to deduction of
applicable taxes, are included in the performance
calculations. NAV to NAV figures have been used for
the performance calculations, as calculated by the
Manager at the valuation point defined in the deed,
over all reporting periods. Investment performance
calculations are available for verification upon
request by any person. Reinvestment of income is
calculated on the actual amount distributed per
participatory interest, using the ex-dividend date
NAV price of the applicable class of the portfolio,
irrespective of the actual reinvestment date. The
performance is calculated for the fee class. The
individual investor performance may differ, as a
result of initial fees, the actual investment date, the
date of reinvestment and dividend withholding tax.
The rate of return is calculated on a total return
basis, and the following elements may involve a
reduction of the investor’s capital: interest rates,
economic outlook, inflation, deflation, economic and
political shocks or changes in economic policy.
Annualised returns are period returns re-scaled to a
period of one year. This allows investors to compare
returns of different assets that they have owned for
different lengths of time. All period returns greater
than one year have been annualised. Returns for
periods less than one year have not been
annualised. A cumulative return is the aggregate
amount an investment has gained or lost over time,
independent of the period of time involved. Actual
annual figures are available to the investor on
request.

Trustee

Standard Chartered Bank (Johannesburg Branch),
registration number 2003/020177/10, 2™ Floor,115 West
Street, Sandton, 2196, P O Box 782080, Sandton, 2146,
www.standardchartered.com/za. The trustee is registered as
a trustee of collective investment schemes, in terms of the
Collective Investment Schemes Control Act.

Investment Manager of the Discovery Aggressive
Dynamic Asset Optimiser Fund of Funds, Discovery
Conservative Dynamic Asset Optimiser Fund of Funds,
and the Discovery Moderate Dynamic Asset Optimiser
Fund of Funds

Riscura Invest (Pty) Ltd, registration Number
2009/015999/07, FSP number 40909, Monclare Place corner
Campground & Main Road, Claremont, Cape Town, P O Box
23983, Claremont, 7735, 021 6736999.

Investment Manager of all other portfolios

Investec Asset Management (Pty) Ltd, registration number
1984/011235/07, FSP number 587, 36 Hans Strijdom Avenue,
Foreshore, Cape Town, 8001,
www,investecassetmanagement.com, 0860 110 161.

The investment managers are authorised financial services
providers (FSP), as discretionary FSPs, in terms of Section 8
of the Financial Advisory and Intermediary Services Act
(FAIS). This information is not advice, as defined in FAIS.
Please be advised that there may be representatives acting
under supervision.




