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Market backdrop

The speed and magnitude that broad-based inflation pressures have emerged over the last 12 months
has surprised many, especially central banks. After viewing the initial rise in inflation as largely the result
of “transitory” factors, that interpretation became far more difficult as inflation pressures strengthened
and broadened, and labour markets tightened rapidly. Inflation is proving far more troublesome and
persistent than first thought.

Due to this inflation miscalculation, central banks are turning even more aggressive in their monetary
policy tightening plans. And it is becoming increasingly apparent that to get on top of inflation,
policymakers appear willing to accept an even larger demand and employment trade-off. This in turn is
leading to increased economic growth fears and further weakness in financial markets. There have been
few places for investors to hide so far this year, with both equity and fixed interest asset classes suffering
under this ‘stagflationary’ type backdrop.

So what could be in store for the second half of this year?

Whether or not markets are able stabilise and post a better performance from here or instead face
ongoing weakness and volatility, ultimately comes down to whether the challenging macroeconomic
headwinds faced this year are going to start to wane or instead intensify further. To us, there are three
broad conditions required for markets to stabilise, especially equity markets: 1) inflation peaks and
begins to moderate; 2) pricing for central bank tightening stabilises or even reverses; and 3) the
economic growth picture holds together, at least relative to expectations.

We believe there is some, admittedly tentative, evidence to support the first two conditions. Measures
of global supply chain stress have begun to improve and there are signs that the extreme tightness in
the labour market, especially in the US, has started to ease. Durable goods price inflation, which surged
in the aftermath of the pandemic, is falling as households shift their spending back to services. With
some evidence that the inflation outlook is improving (or is at least looking less bad), markets have
started to pare back expectations for future tightening from central banks like the Federal Reserve and
the Reserve Bank of New Zealand.

Where there are perhaps more questions right now is in relation to the economic growth outlook. Tighter
financial conditions, geopolitical conflicts, ongoing COVID disruptions, cost of living strains, etc all leave
the risks for the global economy skewed to the downside, which then brings the sustainability of
corporate earnings into focus. Some regions and countries face greater threats than others.

We still believe there are plausible ways a recession (at least in the US) can be avoided. However, we
acknowledge that the path for this ‘soft-landing’ type outcome is quickly narrowing. What we would add
though is that while recessions come in all shapes and sizes (and are a natural part of the business
cycle), what typically makes them more painful is when they coincide with the build-up of large economic
and financial imbalances, like strained private sector balance sheets or credit misallocation for example.
The Global Financial Crisis is a case in point. Neither we, nor our research partners, detect the degree
of imbalances in the US that would usually require a more lengthy and painful economic adjustment to
purge them, which suggests that if a recession was to eventuate, it is likely to be relatively shallow and
mild. In fact, we’'d argue that such an outcome is now already priced into some key markets.
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MAS Fund Implications

Given market moves this year, we believe a reasonable amount of negativity is now priced in. Still, it is
this tango between inflation, central banks and economic growth that will determine how financial
markets fare over the months ahead. It is fair to say that the outlook is delicately poised, and we expect
volatility to persist, reinforcing the requirement to maintain highly diversified portfolios, which is a
hallmark of JBWere’s investment approach.

At the broad asset class level, the MAS Funds continue to sit at broadly neutral levels relative to strategic
asset allocation targets. That feels appropriate to us, especially in the context of the moves already seen
in financial markets this year. We can see both plausible upside and downside scenarios from here.
That said, in a landscape where risks to economic growth (and hence corporate earnings) have risen,
across the equity asset classes, JBWere now has a modest tactical preference to the relatively defensive
New Zealand equity market as opposed to the more cyclical Australian and international equity markets,
and where appropriate are looking to selectively increase the relative exposure to New Zealand equities
within the funds.

This defensive shift is also evident elsewhere within the Funds. Given heightened uncertainty and risks,
we retain a preference for companies and sectors that offer a greater degree of earnings and margin
stability at present. Within the International equities portfolio, we have increased our exposure to our
direct ‘quality’ theme, which accesses companies that have a consistent track record of dividend growth
through all types of economic cycles. We have also used this year’s price weakness to increase the
exposure to US Technology, which is a sector that has attractive attributes of strong balance sheets,
good free cash flow generation, pricing power and margin resilience. We believe the sector is now more
attractively valued.

Within the Australasian equities portfolio, the June quarter is one where we have again used share price
volatility as an opportunity to selectively add or reduce positions, but with again an overall focus on
earnings stability and quality. Through the quarter we reduced underweight positions in both Auckland
Airport, Fisher & Paykel Healthcare and Summerset Group, funded through a reduction in some
Australian positions. We also took the opportunity to exit a small position held in My Food Bag. Despite
their solid result, share price performance has been disappointing since being listed last year.

Across New Zealand fixed interest, we have been using rate increases as an opportunity to extend
duration and increase portfolio ‘carry’. This has mainly been achieved through targeting new quality
issuance and that remains a focus.

Ultimately, our investment philosophy continues to be to seek high quality, long-term investment ideas,
and we think this focus on quality will serve the MAS Funds well in what is likely to be a turbulent and
tricky investment backdrop for some time yet.
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General Disclaimer

This research has been prepared by JBWere (NZ) Pty Limited (“JBWere”) which holds a licence issued by the Financial Markets
Authority to provide a financial advice service.

Any advice provided in this document solely relates to the investment opportunities identified in it. In preparing this document,
JBWere’s Investment Strategy Group did not take into account the specific investment objectives, financial situation, goals or needs
("financial circumstances") of any particular person. Accordingly, before acting on any advice contained in this document, you should
assess whether the advice is appropriate in light of your own financial circumstances or contact your adviser.

The content of this document is of a general nature and is intended as a source of general information only. To the extent that any
views expressed in this document constitute financial advice, the scope of that financial advice is limited to JBWere’s views on the
identified investment opportunities based on our research and has not been personalised for any recipient.

This document is being furnished to you solely for your information and may not be copied or redistributed to any other person. It is
provided on the condition that you keep it confidential and do not copy or circulate it in whole or in part. In particular, the information
may not be redistributed outside of Australia and New Zealand via e-mail or otherwise.

JBWere and its respective related entities distributing this document and each of their respective directors, officers and agents (“the
JBWere Group”) believe that the information contained in this document is correct and that any estimates, opinions, conclusions or
recommendations contained in this document are reasonably held or made as at the time of compilation. However, no warranty is
made as to the accuracy or reliability of any estimates, opinions, conclusions, recommendations (which may change without notice)
or other information contained in this document. To the maximum extent permitted by law, (but, in respect of our clients, subject to the
applicable terms and conditions of our engagement with them), the JBWere Group disclaims all liability and responsibility for any direct
or indirect loss or damage which may be suffered by any recipient through relying on anything contained in or omitted from this
document.

No fees, expenses, or other amounts are payable for the provision of financial advice in this document. However, if you act on any
information or advice contained in this document, a brokerage or other fees may be payable.

For information about the financial advice services provided by JBWere, including an overview of our complaints and dispute resolution
process, and the statutory duties applicable to us and our advisers, please see our publicly available disclosure statement, which is
available at https://jbwere.co.nz/about-us/important-disclosures/.

Copyright JBWere (NZ) Pty Ltd ABN 13 138 488 418. All rights reserved. No part of this communication may be reproduced without
the permission of JBWere.

This article is of a general nature and is not a substitute for professional and individually tailored advice. Medical Funds Management,
JBWere (NZ) Pty Ltd and Bancorp Treasury Services Limited, their parent companies and associated entities do not guarantee the
return of capital or the performance of investment funds. Returns indicated may bear no relation to future performance. The value of
investments will fluctuate as the values of underlying assets rise or fall.

The Product Disclosure Statement for the MAS KiwiSaver Scheme is available here
The Product Disclosure Statement for the MAS Retirement Savings Scheme is available here

Medical Funds Management Limited is the issuer and manager of each of the Schemes
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