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SATTERED AND
SRUISED, BUT NOT

IZAK ODENDAAL

3 RO K E N OLD MUTUAL MULTI-MANAGERS

The battered and bruised South African economy contracted by more than expected in the fourth quarter of
2022, the latest in a bleak landscape of bad news stories.

According to Stats SA, gross domestic product, the broadest measure of economic activity, declined by 1.3% from
the third to the fourth quarter, adjusted for inflation and seasonality. This was much worse than expected and is
a big number in absolute terms.

ESKOMPLICITY

It does not take a trained economist to realise that loadshedding carries much of the blame, with big declines in
the energy-sensitive manufacturing, mining and agricultural sectors. Electricity production itselfis a meaningful
contributor to overall economic activity in its own right, responsible for R100 billion a year in real value added. No
surprises that it contracted 1.9% in the quarter.

However, there was also an unusually large 3.2% decline in the financial sector that is generally less affected by
loadshedding. Given that it is the biggest sector in the economy — it was responsible for the fact that the overall
growth number was so much worse than anticipated. On the plus side, its poor performance is unlikely to repeat.
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FEEL THE BASE

Part of the reason for the big decline in the fourth quarter
was the strong 1.8% growth in the third quarter, which
creates a high base for the quarter-on-quarter comparison.
Base effects are one of the reasons why economic data
should always be analysed from multiple angles. Another
reason is simply that data is often updated, as was indeed
the case with third quarter data. Stats SA doesn't physically
countevery single transaction or follow every worker, farmer
or delivery van in the economy — maybe one day central
bank digital currencies will make this possible - and so CDP
isan estimate and gets revised, usually upwards, when new
information is available. In understanding where we are
and where we are headed, it is important to corroborate
various data items with one another, and sometimes, with
what you can see with the naked eye.

CHART 1: RMB/BER BUSINESS CONFIDENCE INDEX
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Forinstance, listed companies report regular sales numbers
from different sectors, and we can compare that with the
official data. We also have survey data from the likes of the
Bureau for Economic Research. Its RMB Business Confidence
Index has been measuring swings in sentiment in key
cyclical industries since 1970. It fell further from 38 in the
fourth quarter of 2022 to 36 in the first quarter. Any reading
below 50 suggests respondents are on balance negative
about business conditions. Strikingly, the index has been
stuck below 50 for most of the past decade. In contrast to
the boom-bust cycles that are clearly evident before 2010,
the period since can only be described as treading water.
Many businesses chose to expand offshore in this time, and
few had success.
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THE LOW GROWTH TRAP
The economy is considered to be in a technical recession recession is fairly meaningless in a slow-growing economy.
when it experiences two consecutive negative quarters, and Though the long-term average growth rate of the economy
this might very well happen (first quarter growth data will is3% (since 1960 when GDP was first estimated), the average
only be available in June). But the concept of a technical over the past decade is 1%.
CHART 2: SOUTH AFRICAN GROWTH HISTORY, %
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A low-flying airplane is at greater risk of crashing if it hits
an air pocket compared to one at cruising altitude. Similarly,
an economy with trend growth of 1% is going to experience
negative quarters quite often, whereas if the economy is
chugging along at 3%, two negative quarters will be unusual
and noteworthy.

Unfortunately, South Africa is stuck in such a low-growth
environment (some would say trap), but this is not necessarily

INVEST FOR SUCCESS

arecession. Household spending was positive in the fourth
quarter, and this is the largest component of economic
activity when viewed from the expenditure side (as opposed
to the production side). A recession is best thought of as a
deep, long-lasting decline in production, employment, and
income across a broad range of sectors.

What gets you out of the low-growth trap? Investment.
When the public and private sector invests in the country’s
capital stock, it raises productivity and supports faster
growth. Pumping more money from the fiscal side or
slashing rates won't do the trick. We don't have a shortage
of workers. The South African labour force continues to
grow steadily, and therefore is not a constraint on long-run
growth as is the case in developed economies and China
where the labour force growth has ground to a halt or even
goneinto reverse, pulling down long-run potential growth
rates. The lack of skilled workers is a constraint, however,
and therefore investment in education and training is also
important. This doesn't necessarily mean university degrees.
Many of the skills in short supply are technical and hands-
on in nature, such as electricians.

When an economy invests more, it gets a double whammy
of short-term and long-term growth. In the short term, the

CHART 3: FIXED INVESTMENT SPENDING, % OF GDP

act building the factory or upgrading the software adds to
gross domestic product, but it also facilitates future economic
activity.

The ideal number for investment is often stated as 30% of
GDP, butin truth,any improvement from current depressed
levels will do wonders. As chart three shows, private fixed
investment has been improving over the past few quarters
- encouragingly - but remains below the pre-pandemic
peak, which is itself still below the pre-2008 peak. Public
investment (general government and state-owned enterprises)
has declined sharply over the past eight years due to
increasing financial constraints. Since these constraints are
not going to ease, the importance of public-private
partnershipsisincreasing. In total, fixed investment spending
was only14% of GDP in the fourth quarter. This stillamounts
to R90O0 billion ayear, so the notion that there is no investment
that takes place is false. But clearly it is not enough.

14
— Private Sector ~ —— Public Sector ,_/../\

12 / W"w}\
10 Wad

a Nl

o g A A

o

[T

e 6

=)

2

0

O N 4 VW g ML ® O o ¥ > Q5 MmO ® O o W= ¢ O ® 9
= o Mmoo s N MmN s N ™ g s oo R s o — 5 o ™
oo o 909000009090 90090y3 3o B oo o P

To raise investment levels, businesses need confidence
about the future. This means regulatory certainty, but also
the knowledge that the rule of law will hold. This requires
tackling the various extortion mafias that have mushroomed
recently. But on a more mundane level, it also means making
it easier toget permitsand approvalsand the like. Importantly,
the government and state-owned enterprises should not

Source: Stats SA

hoard investment opportunities, such as in railways and
ports, and then fail to invest themselves. Fortunately, on
the energy side, the crisis of stage six loadshedding has
been so severe that the government has thrown the doors
wide open to let the private sector invest as much as it
wants. This, and not the work of the new Electricity Minister,
will ultimately ease the pain of loadshedding.
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INVESTING IN A LOW GROWTH ENVIRONMENT

Aslow-growing economy has several investment implications.
Globally, low potential growth rates associated with ageing
populations and excess savings, resulted in low interest
rates for much of the past two decades, not just central
bank policy rates, but long bond yields too. It is an open
guestion whether the post-pandemic inflation surge has
resulted in a permanent break from this era, or whether
we will return to it in two or three years.

Investment will play a big part in this story too. If there is
going to be a global capex boom to ride the waves of
automation, Al, reshoring and the green transition, it might
well soak up the savings glut and permanently raise rates.

In South Africa, unfortunately, a slow-growing economy
has the opposite effect on interest rates. This is because it
worsens the government’s fiscal position. A sluggish economy
does not deliver the tax revenues needed to service
government debt and its perceived creditworthiness
deteriorates. Itis not a huge surprise that S&P Clobal lowered
its outlook on government debt from positive to stable last
week, citing the negative impact of sustained loadshedding
and declining commmodity prices. Investors demand higher
yields to compensate for this increased credit risk. South
African government long bond yields are above 10%, meaning
debt compounds at a faster rate than the ability to service
that debt (nominal GDP growth). This results in interest
payments rising relative to tax revenues, squeezing out
other areas of spending. In the end there is no choice but
to turn to austerity to slow the growth in government debt
and reduce the risk premium in the bond market.

This is not easy or costless. Spending cutbacks impact
frontline service delivery, indirectly in the case of the violent
public nurses strike underway. It also puts pressure on capex
as noted above, which can further hurt long-term growth
rates. Breaking this vicious cycle is crucial, and the solution
is to crowd in private sector expertise, capital, and risk
appetite.

Faster growth would mean more money for nurses and
infrastructure, but also lower borrowing costs, freeing up
money for long-term investments that support long-term
growth. A virtuous cycle in other words.

But we are not there yet. South African bond yields do not
move in isolation and will rise and fall with global yields.

Butin a slow-growing economy bond investors should not
expect major capital gains that stem from a rerating relative
to peers as the risk premium declines (bond yields and
prices move in opposite directions). However, they can
continue to earn generous interest rates. And importantly,
the risk of inflation eroding that interest income declines
when growth is tepid and the Reserve Bank remains
committed to price stability.

In fact, despite the downside GDP surprise, the Monetary
Policy Committee could still raise the repo rate later this
month since the global interest rate cycle — particularly the
US rate cycle — is still going strong.

For JSE-listed equities, the picture is more complicated.
Some companies are heavily exposed to the domestic
economy and its challenges, but others aren't. Most of the
real giants on the JSE (Naspers/Prosus, Richemont, Anglo
American and BHP) are global. Therefore, the link between
the local economy and local stock market is weaker than
most imagine. Nonetheless, the same pessimism that stalks
the bond market applies to SA equities and the JSE trades
at a wide discount to global markets and its own history.

Globally, the best long-term returns are usually generated
by buying investments at discount. When bad news is
already priced in, you don't need things to go exactly right,
you just need them to go somewhat less wrong. Thisis very
possible in South Africa. The economy is battered but not
broken, neither are the key institutions that govern and
sustain it. lt generated R6.6 trillion in income last year, R446
billion more than the prior year, and continues to offer
tremendous business prospects. Smarter policymaking
and more effective implementation will go a long way to
improving the business climate and unlock some of these
opportunities, and there is evidence of this happening,
electricity being the best example. Nonetheless, prudent
diversification means South African investors should continue
to maintain appropriate offshore exposure to hedge against
all the domestic risks we are so familiar with. Indeed, the
relaxation of offshore limits for retirement funds allows
investors to completely rethink what that appropriate
number is, and how best to execute on it.



EQUITIES - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE MONTH-TO-DATE YEAR-TO-DATE TYEAR
Clobal MSCI World uss$ 26570 -3.66% -214% 2.07% -7.49%
United States S&P 500 us$ 3862.0 -4.55% -2.72% 0.57% -9.34%
Europe MSCI Europe uUs$ 1853.0 -1.38% -0.70% 6.99% 3.40%
Britain FTSE 100 us$ 9323.0 -2.59% -1.55% 3.42% 0.38%
Germany DAX Us$ 1460.0 -1.22% 0.76% 12.30% 6.49%
Japan Nikkei 225 uUs$ 208.4 1.35% 3.44% 4.70% -5.80%
Emerging Markets MSCI Emerging Markets us$ 955.0 -3.34% -0.93% -0.10% -13.42%
Brazil MSCI Brazil uss$ 1406.0 0.43% -0.28% -3.63% -18.68%
China MSCI China us$ 62.4 -7.25% -2.58% -2.41% -11.00%
India MSCI India us$ 724.6 -0.69% 1.77% -6.02% -5.65%
South Africa MSCI South Africa us$ 403.0 -1.95% -0.49% -4.28% -2190%
EQUITIES - SOUTH AFRICA (TOTAL RETURN UNLESS INDICATED OTHERWISE)

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
All Share (Capital Only) All Share (Capital Index) Rand 76 454.0 -2.35% -1.65% 4.66% 3.47%
All Share All Share (Total Return) Rand 13 006.0 -2.25% -1.54% 4.85% 7.61%
JSE Capped SWIX Capped SWIX (Total Return) Rand 315133 -2.44% -1.95% 2.44% 3.80%
TOP 40/Large Caps Top 40 Rand 19410 -215% -1.29% 5.71% 8.54%
Mid Caps Mid Cap Rand 20 326.0 -1.33% -1.20% 2.35% 519%
Small Companies Small Cap Rand 293350 -3.05% -3.16% -0.15% 10.54%
Resources Resource 20 Rand 52945 -3.65% -0.82% -7.83% -18.66%
Industrials Industrial 25 Rand 21523.0 -1.57% -1.37% 13.68% 29.83%
Financials Financial 15 Rand 1 079.0 -1.89% -1.93% 4.53% 9.02%
Listed Property SA Listed Property Rand 16327 -1.09% -1.82% -3.50% 713%
FIXED INTEREST - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE MONTH-TO-DATE YEAR-TO-DATE 1YEAR

IBOXX Global Government S&P uss$ 774 1.59% 1.32% 0.49% -14.35%
Overall (USD Unhedged)

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION CURRENCY  INDEX VALUE MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
All Bond BESA ALBI Rand 8725 -0.48% -0.32% 1.75% 7.00%
Government Bonds BESA GOVI Rand 859.9 -0.48% -0.34% 1.70% 6.93%
Inflation Linked Bonds BESACILI Rand 3259 0.39% 0.44% -0.08% 297%
Cash STEFI Composite Rand 514.2 0.14% 0.20% 1.35% 5.78%
COMMODITIES

DESCRIPTION CURRENCY  INDEX VALUE MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
Brent Crude Ol Brent Crude ICE uss$ 82.8 -3.55% -0.27% -3.74% -24.06%
Gold Gold Spot uss$ 1867.0 114% 3.09% 236% -5.85%
Platinum Platinum Spot uss$ 960.0 11.84% 0.63% 11053% 119%
CURRENCIES

DESCRIPTION CURRENCY INDEXVALUE WEEK  MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
ZAR/Dollar ZAR/USD Rand 18.32 -0.79% 019% -7.07% 17.87%
ZAR/Pound ZAR/GBP Rand 22.05 -0.91% 0.09% -6.62% -10.70%
ZAR/Euro ZAR/EUR Rand 19.49 1.04% -0.37% -6.53% -1515%
Dollar/Euro USD/EUR uss$ 1.06 0.00% -019% 0.94% 377%
Dollar/Pound USD/CBP uss$ 1.20 0.09% -027% 0.57% 8.88%
Dollar/Yen UsD/apy us$ 0.01 -0.57% -0.86% 3.01% 16.30%

Source: I-Net, figures as at 10 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




