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Is There a Bottom? - Market Commentary - April 2022

Depreciation of the local currency led to underperformance by the JSE of global markets
in USD terms in April. For the year-to-date, however, the local market continues to
outperform by a wide margin courtesy of flat or modestly rising performance in January
and February while the US market was already falling. More recently the local market has
been declining in tandem with global markets.

Internationally the US market continues to decline with the theme of Value indices
outperforming Growth indices. While there is some merit to the argument of interest rate
rises impacting greater duration assets more, we feel more in-depth examination is
merited with the true underlying trends being somewhat different. Oil stocks, for example,
lie in the Value index, thus supporting the Value Index.

The summary results for April and the year-to-date are set out in Table 1 below.
Table 1. South African and global equity returns (USD) for April 2022

Apr-22 YTD 2022

FTSE/JSE ALSI (ZAR) -3.7% 0.0%
FTSE/JSE ALSI (USD) -11.0% 1.0%
MSCI World -8.3% -13.0%
MSCI EM -5.6% -12.1%
MSCI Value -5.0% -5.6%
MSCI Growth -11.9% -20.4%
S&P 500 -8.7% -13.0%
Nasdag 100 -13.3% -21.1%

*Total return indices, Source: Factset

With the US market decline continuing into May we consider prospects for market
movements. The short answer to the headline of this article is clearly there is a bottom
(unless of course one considers the possibility of a nuclear war which seems a less remote
prospect these days), the question is when and at what levels might the market turn.

Has the Cycle Changed?

The downturn in markets since the beginning of the year heralded widespread commentary
of how the cycle has changed - the advent of higher inflation would cause interest rates
to rise, seemingly irreversibly so, driving down equity markets and ending the 40-year
bull market in bonds. Among other effects Value stocks would outperform Growth. A lot of
this narrative has indeed come to pass in a short space of time - the S&P 500 is down -
18% at the time of writing in May, while the Nasdaq is down -27%. Bond markets have
also lost value, causing commentators to lament the lack of “places to hide” — asset classes
which are not declining. Other commentary suggests “capitulation” - the selling of one’s
holdings and accepting the losses - as a requirement for markets to rise. These assertions
are somewhat broad and “media-friendly”. While it is possible for both to prove to be
correct, we find neither convincing and instead offer some thoughts on possible
developments based on more concrete factors.

What is Driving the Declines?

Chart 1 below compares the Nasdaq to the US 30-year Treasury yield — we believe this to
be the more appropriate yield instead of the more popular 10-year yield.
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Chart 1. US 30-year Treasury yield vs the Nasdaq
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Chart 1 suggests a near perfect negative correlation between the long Treasury yield and
the equity index. Certainly over the last 12 months the 30-year yield has appeared to be
the primary driver of the index. Incidentally, and as an aside, since we know the yield has
risen 1% from approximately 2% to 3% in 2022 causing a 27% Nasdaq decline, an
approximate calculation suggests the market is either discounting at a mean term close
to 27, which seems abnormally long even for internet stocks, or the decline is too high.
Anticipation of further yield increases and/or a decline in earnings from a prospective
recession might be other possibilities.

If one assumes the Treasury yield has been driving the market, then what is required for
the market to turn is a stabilisation or a decline in yields.

Where Do Yields Go from Here?

Prominent global fixed interest professionals are already suggesting bond yields offer
“value”. But how did we get here? Chart 2 below compares money supply growth in the
US to the inflation rate.

Chart 2. US money supply growth vs inflation
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Much like in Chart 1, while one could speculate about true cause and effect, the correlation
between money supply growth and inflation, certainly since 2020, but also frequently in
prior periods, is readily apparent. Specifically, inflation began to increase almost
immediately following the unprecedented money supply growth as a result of the monetary
stimulus in response to the virus crisis.

Again, inflation can have various causes, but it never occurs without an increase in money
supply. In this particular case, the inflation is monetary in nature i.e. caused directly by
the money supply itself.

Encouragingly, and further from Chart 2 above, the money supply growth has declined
almost as quickly as it has risen. This can be expected to decline yet further especially as
the US Fed reduces its balance sheet. We would therefore not be surprised to find inflation
declining in much the same way it arose. If this materialises we would expect to see a
decline in yields too, and with that positive returns for both bonds and equities.

Are There Risks to This View?

The obvious risks are the global supply chain constraints and the war in Ukraine.
Persistence of either or both suggests higher inflation for longer.

What About a Recession?

A recession is another uncertainty. While inflation and yields affect the discount rate in the
valuation calculation, a recession would affect profitability — declines in profits would
certainly imply lower valuations. Yet professionals are divided, on the prospects of
recession. Real incomes have certainly declined suggesting pressure on discretionary
spending. A recession would lead to lower yields too. Should a recession become a realistic
prospect, equity markets could decline yet further. The S&P 500 today is on a PE multiple
of 18. It bottomed out in 2008 below 10. This would depend on the severity of the
recession — one could say 2008 was somewhat unique.
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As mentioned above, it is not impossible the declines to date already incorporate some
probability of recession since the movements based purely on interest rates appear
overdone.

What about the “"Cycle”?

We don't have a crystal ball and don’t know, but the decline in yields over the last 40 years
certainly has a lot to do with ageing populations in the developed world and demand for
fixed interest securities by pension funds. This factor has not changed. US Treasury yields
have also not been particularly cognisant of inflation for many years - if they had been
they would surely have behaved differently — this has implications for today’s movements
too.

Summary

The discussion so far is for context. We don‘t particularly place weight on macroeconomic
forecasts and do not incorporate them in portfolio construction. The war in Ukraine is
unfortunately a good example of the difficulty of predictions of any nature — we are aware
of at least one institutional investor who decided prior to 24 February that there would be
no war in Ukraine only to hold on to their Russian assets and see them fall in value.

We prefer instead to spend time on long term views on the securities of resilient
businesses, in the expectation that through time, volatility and a persistent state of
uncertainty, these securities’ prices will provide superior performance.



