% MERGENCE
Macro and Multi-Asset

July has seen a continued reversal of the reflation trade as US bond yields fell and concerns were felt over slowing growth
rates, Fed tapering and the spread of the COVID-19 Delta variant.

In this note we present our asset allocation views, an update of our key forecasts and macro indicators. Please see under
“Current views” below. In our research piece for July, Multi-Asset analyst Unathi Hewana discusses some of the macro
factors impacting the SA property sector.
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Asset Class Underweight Neutral Overweight
SA Equity Neutral
SA Property Overweight
SA Fixed Bonds Overweight
SA Inflation Linked Bonds Overweight
Emerging Market Equity Underweight
Developed Market Equity Underweight
US Large Cap Underweight
US Mid Cap Value Neutral
UK Equity Overweight
European Equity Neutral
Japanese Equity Overweight
Global Bonds Underweight
USD Cash Underweight

Source: Mergence Calculation. All forecasts in ZAR
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Macro factors affecting property

The South African Property Sector, as measured by the JSE’s JSAPY index, suffered a significant decline in value in 2020,
driven largely by the Covid-19 impact on the local and international economies to which the different property names are
exposed. However, the sector has had a protracted decline in value over the past three years. A large contributor to this
has been the overall poor state of the South African economy which has resulted in negative growth in GDP in that period.

The graphs below show how the property sector as a whole, and in particular, rental income growth from South African
properties, has performed relative to the SA economy. The sector experienced positive growth in the years preceding
2017, despite the decline in the SA economy, until performance and rental income growth also started to decline in 2017.
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With a correlation of 0.87 between total rental income growth from SA properties in the JSAPY, and SA’s economic growth,
the property sector’s performance can be partly attributed to its large exposure to South Africa, despite overall exposure
to international markets increasing over the long term, as shown in the graph below.
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With the SA economy forecasted to grow by less than 2% year-on-year over the longer term, the correlation between SA
economic growth and the property sector’s growth begs the question whether SA property might be worth investing in, as
the relationship between the two suggests that the property sector may also have poor growth prospects going forward.
We believe that although the property sector as a whole might not provide as an attractive return over the longer term as
it has done in the past, there are some counters, based on some of the macro factors they are exposed to, that screen
better than others and could generate attractive returns still.

More specifically, our view is that companies with exposure to value retailers or retail space predominantly located in non-
metropolitan areas stand to benefit from the trends seen in real disposable income growth and consumer confidence,
whether increasing or decreasing, whilst companies with exposure to logistics, warehousing and/or multi-purpose space
stand to benefit from trends seen in industrial and manufacturing activity, as well as overall business confidence, whether
increasing or decreasing, in the case of the latter.

The South African consumer has seen real disposable income decline year-on-year due to lackluster growth in earnings,
largely driven by the negative growth in the economy, and high living costs. This has led to a large consumer base changing
its spending habits, downtrading to more affordable retail points and opting to visit more local shopping centers and smaller
regional malls, instead of the larger regional and super regional malls where travel to and from, combined with spend can
be more costly. Companies with exposure to value retailers or retail space in non-metropolitan areas could benefit from
this change as consumers will most likely continue to spend more prudently as economic growth remains low and
unemployment remains high. Companies with such exposure have already shown resilience compared to their
counterparts with greater exposure to regional and super regional malls as their trading densities have increased in the
past three years, as opposed to declining or remaining stagnant like their counterparts’, with the exception of 2020, whilst
their vacancy rates have been less volatile.

The graph below shows how trading densities in neighbourhood and community retail properties have grown, despite
overall rental income in SA properties and the SA economy in general decreasing over the past three years. In contrast,
as mentioned, trading densities in super-regional, regional, and small regional retail properties have largely remained

unchanged.
Trading Density growth by Retail Property Sub-Sectors
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Increases in real disposable income and consumer confidence would however also benefit such companies as that would
encourage an increase in spend overall, enabling all retailers and their landlords to achieve an improvement in
performance.

Companies exposed to logistics, warehousing and/or multi-purpose spaces have benefited from businesses wanting to cut
costs by either moving some operations online and renting space for inventory, moving some equipment and infrastructure
off their own premises so they can reduce the space occupied and thus paid for, or renting operating space instead of
owning it and being solely responsible for the associated property operating costs. These decisions have largely been
driven by those businesses’ view of the economy going forward i.e., business confidence. With the economy forecasted to
have relatively low growth over the longer term, business confidence will likely remain low and persuade these customers
to continue looking at such measures to cut costs further.

Improvement in business confidence however would help drive manufacturing activity and industrial capacity utilisation,
which would then lead to those customers once again, requiring logistics, warehousing, or other multi-purpose space to
help facilitate or accommodate that increase in activity.

While quality and value remain important factors to consider when determining whether to invest in a particular property
stock or not, it is worth making note that some macro factors are large contributors to overall performance as well. This
past year has made that very evident. We therefore believe that once these macro factors have been identified and their
impact on property has been established, it can help filter out which stocks on which to conduct a deeper, more fundamental
analysis, in order to get more conviction on their potential to generate attractive returns over the longer term.
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Mergence Multi-Asset Team

Bradley Preston
Joint Managing Director

BSc Hons, MSc (Financial
Mathematics)

Fazila Manjoo

Portfolio Manager

BSc (Actuarial Science), Postgraduate
Diploma in Management in Actuarial

Unathi Hewana
Investment Analyst
BCom Hons (Fin Analysis &

Portfolio Management)
Science

Mohamed Ismail

Head: Fixed Income Deputy Managing Director

BSc (Actuarial Science), BSc Hons B Com (Accounting & Economics),
(Applied Mathematics), EMFin H.Dip.Ed Ed

(Finance), CFA, FRM

Fabian De Beer

This profile was prepared exclusively for the benefit and internal use of Mergence Investment Managers (Pty) Ltd’s (“Mergence”) clients and prospective clients for
informational purposes only and does not carry any right of publication or disclosure to any other party. Neither this document nor any of its contents may be used for
any other purpose without the prior written consent of Mergence.

Mergence does not guarantee the suitability, accuracy or potential value of any information found in this communication. The user of this communication should consult
with a qualified financial advisor before relying on any information found herein and before any decision taking action in reliance thereon. The user of any information
should be aware that the market fluctuates and the value of investments and that changes in rates of exchange may have an effect on the value, price, or income
investments. Therefore, it is possible that an investor may not retain the full amount invested. Past performance is not necessarily a guide to future investment
performance. Fund performance figures are gross of management fees, net of all applicable withholding & gross of SA capital gains taxes.
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