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How much will higher interest rates hurt? Higher rates usually impact economic activity with a lag, so it is
probably too soon to tell. In the developed economies where rates have increased dramatically from ultra-low
levels, the answer so far is not much. We have seen banking turmoil, or at least in some parts of the banking
sector, but little impact on employment or consumer spending. At any rate, the banking panic seems to have
eased, thankfully, and casualties have been limited. At least, the acute phase appears to be over, though we
might still enter a chronic phase of uncertain timing, breadth, and severity as banks cut back lending, which in
turn causes some borrowers to default, inflicting losses on the banks. Consumers and corporates are also still
switching deposits from smaller to larger banks and money market funds.

Big questions remain on what the ultimate impact of the rate hikes to date will be on economic growth, inflation
and ultimately, financial markets. Today we'll focus on South Africa.

TAKE A HIKE

The Reserve Bank’'s Monetary Policy Committee (MPC)
increased the repo rate by 50 basis points to 7.75%.
This was more than expected, supported by three
members against two who preferred 25 basis points.
The MPC is concerned over the upside risks to inflation
and downside risks to the rand. It is also particularly
worried that consumer, worker and company expectations
of future inflation could rise further, becoming self-
fulfilling and feeding into sustained inflation above
the 4.5% mid-point of the target range.
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The Bank expects inflation to average 6% this year,
4.9% next year and 4.5% in 2025. Consumer inflation
rose to 7% year-on-year in February, with elevated food
inflation largely to blame. However, there was also a
jump in core inflation, excluding food, fuel and energy
prices. It rose to 5.2% year-on-year. Headline inflation
should subside during the year, helped along by an
8% decline in the rand oil price in March.
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The MPC hiked despite a bleak economic growth forecast.
While central banks in the developed world ploughed ahead
despite financial stability risks, the Reserve Bank went ahead
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despite the possibility of economic stagnation. Real economic
growth of only 0.2% is expected this year, with 1% forecast
for next year and 1.1% in 2025.
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The repo rate is now the highest it's been since July 2009.
Back then the MPC was cutting rates from a peak of 12% in
response to the global recession. The previous peak was
13.5% in 2003, and before that 21.5% in 1998. Assuming we
are at the peak in the current cycle - though the MPC gave
no such signal - interest rate cycles have clearly become
much milder in South Africa over the past two decades. The
Reserve Bank would attribute this to the success of inflation
targeting (introduced in 2000). It probably played a role,
but so did an increase in global integration, lower global
goods prices and greater competition domestically. Despite
how much people complain about government economic
policies today, it is easy to forget how tightly the economy
was regulated before the 1990s, with high tariff barriers
limiting global competition and strict rules about who could
do what and when domestically plus price controls. For
instance, until 1988, there were restrictions on what could
be transported by road instead of by rail (today the pendulum
has swung too far the other way, and too little is moved by
rail). Similarly, agricultural food prices were controlled (on a
cost-plus basis protecting margins), and production subsidised
and managed by agricultural marketing boards until the
early 1990s. This process of deregulation continues to this
day. For instance, supermarkets can sell wine, even on Sundays

now, but not beer. The Competition Act was passed in 1998
to foster greater competition between firms and penalise
anti-competitive behaviour.

Having milder interest rate cycles creates more certainty for
borrowers and allows them to make better long-term
decisions. The risk of an interest rate shock -a massive jump
in borrowing costs that renders an affordable loan suddenly
unaffordable -is much less likely. Although South Africa has
a deep and liquid bond market, it is dominated by the
government and a few large corporates. Most private borrowing
is done through banks, with a large portion of variable rate
loans. Most mortgage rates, for instance, follow the Reserve
Bank’s repo rate adjustments.

In contrast, in the US, most mortgage rates are fixed for the
duration of the loan. This partly explains why the rapid rate
increases in the US have not had much of an impact on
consumer finances. Homeowners who took out a mortgage
before 2022 have locked in low rates for the duration of the
loan. The problem now sits with the banks, who made those
long-term loans at low rates but who increasingly must pay
depositors and other funders much higher rates.
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BORRO W, LEND HIGH

For South African banks, the basic economics have not
changed, and Governor Kganyago reiterated that there is
no sign of stress in the domestic banking system. Despite
repo rate hikes, the yield curve still slopes upward, which is
a jargony way of saying that longer-term rates are higher
than shorter-term rates. If a bank funds itself (including
deposits) at a rate close to the repo rate and makes longer-
term loans near the prime rate or higher-yielding longer-
maturity government bond rates, there is still a decent spread
to be earned.

LENDING UNTO CAESAR

The problem is that in the tough economic environment,
the demand for long-term loans like mortgages has not
been all that strong, while banks have also generally been
on the conservative side in approving loans. Mortgage
advances grew by 7% in February from a year ago, in line
with inflation. In real terms, there has been very little growth
in mortgage lending over the past decade. Indeed, adjusted
for inflation, the total outstanding amount of mortgage debt
is 10% below 2008 levels.

Notably, banks can now make almost as much lending to
the government instead of households or businesses. If we
assume a typical mortgage rate to be prime plus 0.5% over
20 years, that currently equates to 11.75%. A 20-year South
African government bond yield is not far off at 11.5%.

Now this is not an entirely fair comparison since mortgage
rates are variable while government bonds are mostly fixed,
and mortgages are secured (banks can repossess a property
at some cost).

But it illustrates the incredible situation that a typical
household can be considered about as creditworthy as the
South African government, despite all the resources at its
disposal, including the powers of coercion and ability to
create currency. But that is the price the South African
government is paying for its squandered fiscal credibility.

DOOM LOOPS

The market demands a massive premium, over and above
what it needs to compensate for interest rate and inflation
risk in lending to the government, plus some currency risk
to attract foreign buyers. Until such time as there is genuine
progress in putting state finances on a sound footing, this
premium is likely to remain.

From the point of view of banks, it is a very profitable trade.
Lending money to the government also carries a low risk-
weighting in terms of capital rules and no surprises that
government securities have doubled as a share of bank
assets over the past decade to 7%.

For the broader economy, it is not necessarily an optimal
state of affairs if banks are lending more to the government
instead of the private sector. But then again, the demand
for credit from the private sector has not always been there.

It also raises the spectre of a “doom loop” where a government
default can decimate the banking system, while bank fragility
can undermine the government's ability to borrow. This was
a big fear during the Eurozone fiscal crisis of 2010 to 2012,
particularly in Italy where the government debt to GDP ratio
was 130% (now 150%) and 10% of this debt sat on domestic
banks’ balance sheets, exposed to big losses, including last
year. South Africa is not in such extreme territory, but it is

something to keep an eye on. This is one of the reasons why
the credit ratings of banks always follow changes to the
government’s rating. Even though our big banks are solid,
well-run, and very profitable entities, they too carry “junk
status” credit ratings. Importantly, South Africa’s bond returns
have mostly been positive over the past decade apart from
two big but brief drawdowns in 2015 (Nenegate) and 2020
(Covid).
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CHART 2: SA AND ITALIAN ROLLING 3-YEAR BOND INDEX RETURNS %
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Nonetheless, the bigger interest rate risk to the local economy
therefore does not come from monetary policy (the actions
of the Reserve Bank), but rather fiscal policy.

If the government cannot stabilise its debt levels, it can one
day cause damage across the economy and the financial
system. Moreover, the lack of any fiscal buffers leaves the
country vulnerable to external shocks, such as the pandemic
of 2020 and global energy crisis of 2022.

Unlike the government, South African households have not
increased borrowing faster than income growth and they
can absorb the Reserve Bank's rate hikes to an extent,

CHART 3: SOUTH AFRICAN HOUSEHOLD DEBT RATIOS

Source: Refinitiv Datastream

especially if we are at or near the peak. The ratio of household
debt to after-tax income of 62% in the fourth quarter is well
below the 2008 peak of 78% and suggests that households
have mostly deleveraged since then.

Households spent on average 8% of after-tax income on debt
servicing in the fourth quarter. This number will rise when
the latest rate hikes are taken into account. A simple calculation
shows that the monthly repayment of a R1 million home loan
at prime plus 0.5% increased from R8 000 to R10 800 over
the past two years. This is a big squeeze on household finances
at a time when wage growth has generally lagged inflation,
though it is not at historically extreme levels yet.
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RATES AND RETURNS

From an investment point of view, higher interest rates make
cash more attractive. Money market yields will follow the
repo rate higher and is starting to offer positive real returns.
These are also more than double what a US 10-year government
bond offers. One of the silver linings of the current situation
is that it gives conservative investors more options.

Taking on more duration risk offers even higher yields and
long bonds remain an attractive asset class considering that
the Reserve Bank is determined to keep inflation in check.

Inflation, after all, is a bond investor's most common enemy.
Fiscal risk, as explained above, is also an enemy, but sovereign
defaults on local currency debt are extremely rare. Again,
local bonds are likely to continue trading at a discount to
most international peers until there is evidence of fiscal
consolidation. High bond yields in turn also weigh on equity
valuations, as local companies face a high cost of capital.
The difference between cheap bonds and cheap equities is
that bonds pay handsome interest while one often needs
to wait a long time for the value in equities to be unlocked.



EQUITIES - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1YEAR
Global MSCI World uss 2760.0 2.49% 1.66% 6.03% -9.60%
United States S&P 500 uss 4109.0 3.48% 3.50% 7.01% -929%
Europe MSCI Europe uss 1898.0 4.69% 1.71% 9.58% -1.50%
Britain FTSE 100 uss 9 413.0 3.90% -0.60% 4.41% -4.71%
Germany DAX uss 1504.0 5.32% 3.80% 15.69% 2.66%
Japan Nikkei 225 uss 2093 -0.10% 3.89% 516% -8.45%
Emerging Markets MSCI Emerging Markets uss$ 986.0 1.44% 2.28% 314% -12.66%
Brazil MSCI Brazil uss 1406.0 7.33% -0.28% -3.63% -27.04%
China MSCI China uss 66.6 1.80% 3.98% 416% -7.24%
India MSCI India uss 7073 0.51% -0.66% -8.26% -14.37%
South Africa MSCI South Africa uss 418.0 4.24% 3.21% -0.71% -22.88%
EQUITIES - SOUTH AFRICA (TOTAL RETURN UNLESS INDICATED OTHERWISE)

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1YEAR
All Share (Capital Only) All Share (Capital Index) Rand 76100.0 1.88% -210% 418% 0.80%
All Share All Share (Total Return) Rand 13 045.0 215% -1.25% 517% 4.91%
JSE Capped SWIX Capped SWIX (Total Return) Rand 315135 1.92% -1.95% 2.44% 0.23%
TOP 40/Large Caps Top 40 Rand 11999.0 216% -0.81% 6.22% 6.81%
Mid Caps Mid Cap Rand 19 672.0 1.66% -4.37% -0.94% -5.89%
Small Companies Small Cap Rand 29 612.0 216% -2.24% 0.80% 4.22%
Resources Resource 20 Rand 54905 313% 2.85% -4.42% -14.10%
Industrials Industrial 25 Rand 21680.0 1.47% -0.65% 14.51% 28.50%
Financials Financial 15 Rand 10 645.0 2.73% -5.77% 0.43% -7.91%
Listed Property SA Listed Property Rand 1606.6 0.89% -3.39% -5.05% -3.34%
FIXED INTEREST - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE T1YEAR
IBOXX Global Government S&P uss 79.0 -0.65% 3.46% 2.61% -10.87%
Overall (USD Unhedged)

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1YEAR
All Bond Rand 886.9 0.89% 1.32% 3.42% 5.83%
Government Bonds Rand 874.2 0.89% 132% 339% 5.77%
Inflation Linked Bonds BESA CILI Rand 3293 0.22% 1.48% 0.96% 4.92%
Cash STEFI Composite Rand 5163 0.14% 0.61% 1.77% 5.96%
COMMODITIES

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1YEAR
Brent Crude Oil Brent Crude ICE uss$ 79.9 6.53% -3.75% -710% -23.91%
Gold Gold Spot uss 1970.0 -0.81% 8.78% 8.00% 1.97%
Platinum Platinum Spot uss 991.0 1.43% 3.88% -7.64% -0.20%
CURRENCIES

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
ZAR/Dollar ZAR/USD Rand 1814 0.15% 119% -6.13% -19.47%
ZAR/Pound ZAR/GBP Rand 21.94 1.32% 0.59% -6.15% -12.49%
ZAR/Euro ZAR/EUR Rand 19.29 1.34% 0.67% -5.55% -16.23%
Dollar/Euro USD/EUR uss 1.08 0.00% -2.04% -0.93% 278%
Dollar/Pound USD/GBP uss 123 -0.81% -2.71% -1.90% 6.21%
Dollar/Yen USD/IPY Uss 0.01 1.55% -2.56% 125% 9.08%

Source: I-Net, figures as at 31 March 2023

The Old Mutual Wealth Investment Note is published on a weekly basis to keep our clients and financial planners informed of what is happening in financial
markets and the economy and to share our insights. Markets are often very volatile in the short term and similarly, economic data releases or central bank actions
may cause concerns for investors. This does not mean that investors should take action based on the most recent events. It is better to be disciplined and remain
invested in well-diversified portfolios that are designed to achieve long-term objectives. Our Strategy Funds are actively managed, with asset allocation changes
based on valuations and in anticipation of future real returns, and not in response to the most recent market noise. The future is always uncertain and that is why
our Strategy Funds are diversified and managed with a long-term focus.
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Old Mutual Wealth is brought to you through several authorised Financial Services Providers in the Old Mutual Group who make up the elite service offering. This
document is for information purposes only and does not constitute financial advice in any way or form. It is important to consult a financial planner to receive financial
advice before acting on any information contained herein. Old Mutual Wealth and its directors, officers and employees shall not be responsible and disclaims all liability
for any loss, damage (whether direct, indirect, special or consequential) and/or expense of any nature whatsoever, which may be suffered as a result of or which may be
attributable, directly or indirectly, to the use of, or reliance upon any information contained in this document.




