INVESTMENT NOTE

BONDS BEHAVING

BADLY

As the three-month mark of the Gulf War approaches,
abarrel of oil is still close to triple digits and the pressure
on the global economy continues to build. Business
profit margins are squeezed, and household real
incomes are slipping. Reported inflation is already
higher due to the direct weight of fuel prices in
consumer price indices. Companies will pass on some

of their cost increases to consumers, making a
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broadening of inflation pressures likely in the months
ahead. However, that will largely depend on how long

energy prices remain high.

Equity markets have largely ignored these concerns,
focusing instead on strong earnings growth and
enthusiasm around the artificial intelligence (Al) capex
boom and anticipated blockbuster listings of SpaceX,

Anthropic and OpenAl.

Bond markets, in contrast, have been much more
worried. In one sense, this is to be expected. Bond
investors are always a bit nervous. Their preoccupation
tends to be to preserve money, whether in nominal
or real (after-inflation) terms. Equity investors have
more of a blue-sky view of the world, focusing on
potential upside. Stereotypically, they fear missing out
more than almost anything else. And the Al rally seems
to be FOMO on steroids.

I WEALTH

The prices of government bonds have slumped since
the start of the war, pushing up yields. The proximate
cause isthe inflationary impact of higher oil prices. In
many developed countries, inflation had only just
returned to target after the 2021/22 surge. In the case
of the US, inflation was still in the process of hitting
the Federal Reserve's 2% target. The last time the Fed's
preferred inflation measure was close to target was
March 2021, and it isonce again moving in the wrong
direction.




INVESTMENT NOTE

CHART 1: HEADLINE CONSUMER INFLATION RATES IN SELECTED COUNTRIES
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Bond valuations are particularly allergic to unexpected
inflation, since it erodes the fixed income bonds provide.
The unexpected bit is key, because markets adjust quickly
to what is expected and the war upended the narrative of
gentle global disinflation in force at the start of the year.
There is a category of bonds whose values are protected
against inflation, but these inflation-linked bonds are a
smallslice of the overall pie. Most bonds issued by governments
leave investors at the mercy of shifts in the inflation outlook.
That wasn't always a problem, since inflation across the
developed world tended to be well behaved over the past
few decades. Not anymore, it seems, with the post-Covid
global surge in inflation potentially signalling a regime shift.

Inflation’s negative impact on bond valuations is compounded
if central banks hike interest rates. Higher short-term interest
rates offer competition to longer-term bond yields and
money can flow from bond markets into cash.

It is at times like these when central bank credibility is
important. If investors sense that central banks are willing
to tolerate higher inflation than in the past, they will want
higher bond yields to compensate for thisrisk. It is notable,
for instance, that in the emerging markets where central
banks have adopted inflation targeting and shown a
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willingness to tackle inflation, bond markets have been
more stable. In the past, a similar risk-off event would have
seen an indiscriminate sell-off of bonds and currencies of
emerging markets, including South Africa (more on that

below).

Nonetheless, central banks have different sensitivities to
the oil price. Expectations for European Central Bank rate
hikes jumped as soon as the bombs started falling. However,
until very recently, the US Federal Reserve, the world’s most
important central bank, was still expected to cut rates. No
longer.

Minutes from its April policy meeting, released with the
customary three-week lag, showed officials growing more
concerned about inflation. A “majority” indicated they could
support “some policy firming” if inflation remains above
the 2% target, though “most” participants continued to see
downside risks to the labour market. While Fed rate hikes
are still unlikely, so are rate cuts. Incoming Chairman Kevin
Warsh is widely believed to be dovish (i.e. in favour of lower
rates and less concerned with inflation) but he will have a
hard time convincing his colleagues that rate cuts are
appropriate when inflation is rising, even temporarily, and
the latest labour market date points to some stabilisation.
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CHART 2: DEVELOPED MARKET 10-YEAR GOVERNMENT BOND YIELDS
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In the background, beyond Hormuz, is the high level of
government debt (accumulated past borrowing) and large
budget deficits (ongoing current borrowing). Rising
government debt can weigh on bond valuations in two
broad ways. Firstly, mechanically, more government borrowing
means more issuance of bonds. Supply increases relative
todemand. All else equal, this should lower prices and push
up yields. Markets are always forward-looking, so it is not
just about today's supply and demand picture, but also a
view of what it will look like in the future. The second reason

is the feedback loop. As governments borrow more, they

must pay more in interest every year. This squeezes out
other areas of spending, inviting political pushback. As the
interest burden rises, so does the political risk - however
small - that bondholders won't be paid back in full. Or that
politicians will just take the easy route of borrowing more
to ensure that spending on salaries and so on is unaffected.
This perceived deterioration in creditworthiness can also
reduce prices and raise yields. This is where the vicious cycle
starts: any new borrowing or rolling over of maturing bonds
is done at these higher yields, further raising the interest
burden and lowering creditworthiness.

TOO SOON

Nonetheless, it is too soon to talk about a worldwide sovereign
debt crisis. Governments have many ways to kick the
proverbial can down the road, starting with forcing banks
and pension funds to buy more of their bonds. Central banks
can also be pressed into action to buy government debt,
but as noted above, it will erode their credibility. The interplay
between central bank independence and future debt
sustainability will likely become increasingly complicated

in the years ahead.

Another reason not to panic is that in many countries,
nominal economic growth rates are still above government
borrowing costs, as illustrated in table 1. This is only a rule
of thumb, but it does indicate that the largest economies
can still “grow out of debt” if they wanted to. However, the
likes of France and the UK cannot be complacent, while
South Africa still has a long road ahead, though it is at least
trying to stabilise its debt level and its efforts are being
recognised. Moody's changed the outlook on the South
African government’s debt from “neutral” to “positive” on
Friday evening. This is the first step towards a potential

ratings upgrade from Ba2 to Bal.
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TABLE 1: LATEST REPORTED NOMINAL ECONOMIC GROWTH RATE AND 10-YEAR BOND YIELD, %

] NOMINAL GDP GROWTH 10-YEAR GOVERNMENT BOND YIELD

us 6.0
UK 4.6
JAPAN 39
FRANCE 22
GERMANY 31
ITALY 30
SA 58
CHINA 49

Chart 3 places current bond yields in a longer historical
perspective, showing that they are by no means extreme.
After falling to historically low levels around 2020 — with

European and Japanese yields turning negative — the big

CHART 3: 10-YEAR GOVERNMENT BOND YIELD HISTORY
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reset happened in 2021 and 2022. The more recent moves
have been small and orderly by comparison, which should

provide some comfort.
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South African interest rate expectations have also shifted.
Government bond yields are higher, though the move has
been relatively small compared with past episodes as noted
above. Yields also remain well below the peaks reached in

2023, as Treasury's fiscal consolidation efforts continue and

supply-side reforms are implemented. However, the Reserve
Bank's credibility as an inflation fighter is also crucial, and
much of the decline over the past year can be attributed
to the shift to the 3% inflation target.
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CHART 4: SOUTH AFRICAN INTEREST RATES, %
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This week's Monetary Policy Committee meeting will be a
close call. Reported inflation rose to 4.0% in April, largely as
expected, duetothejumpinfuel prices, and will rise further
in the months ahead, pushing away from the target. With
more fuel inflation set to rise in the coming months, overall
CPI inflation will probably peak at around 5%, up from 3%
atthe start of the year. Apart from fuel prices, global fertilizer
shortages and an expected strong El Nino suggest there
is upside risk to food prices over the next 12 months. One
can also make a good argument for staying on hold, however.
The policy rate was already elevated at the start of the year,
and the rand has been relatively stable throughout. Either

way, the market is already pricing in at least two 25-basis
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pointsincreases in the South African Reserve Bank’s policy
rate over the next six months as chart 4 shows.

Rate hikes will contribute to somewhat weaker economic
growth than projected before the war. The silver lining is
thatincreases are likely to be modest. The aim will be more
about communicating the SARB's commitment to its 3%
target than cooling an overheated economy or trying to
catch up with sharply rising inflation as in 2021 and 2022.
This also implies that the rate cycle should turn quickly,
with the first cuts coming next year. More importantly,
getting inflation down and keeping it down will have
significant long-term benefits for the South African economy
and its financial markets.

Since the war was the trigger for the bond sell-off and rising
interest rates, a material de-escalation that allows the barrels
to start moving through the Strait of Hormuz Gulf again
will calm things down considerably. Central banks will be
able to take a more sanguine view on whether inflation will
be transitory. Bond yields can decline, although the long-
term fiscal picture across developed markets will not be

getting better, perhaps not until there is a big enough crisis

to force a change in direction. Therefore, the news on the
weekend that the US and Iran appear to be moving closer
to a peace deal is encouraging, though nothing has been
finalised yet and uncertainty remains high. As usual, markets
will price in a more positive scenario long before an agreement
isconcluded. This means trying to time the market is largely
a futile exercise, and a diversified investment approach

therefore remains as important as ever.



EQUITIES - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
Global MSCI World uss$ 48010 124% 3.00% 8.37% 25.71%
United States S&P 500 uss$ 7 473.0 0.86% 3.66% 916% 27.85%
Europe MSCI Europe us$ 2756.0 2.84% 1.29% 4.28% 16.63%
Britain FTSE 100 us$ 14 056.0 3.46% -0.45% 5.04% 19.86%
Germany DAX us$ 24820 3.68% 2.94% 2.02% 712%
Japan Nikkei 225 us$ 3978 0.66% 399% 23.81% 5490%
Emerging Markets MSCI Emerging Markets us$ 1686.0 1.08% 5.38% 20.09% 44.72%
Brazil MSCI Brazil uss$ 1870.0 0.43% -7.70% 13.61% 33.00%
China MSCI China us$ 76.3 -2.41% -2.00% -7.67% 2.69%
India MSCI India us$ 929.8 0.86% -119% -11.87% -10.51%
South Africa MSCI South Africa us$ 718.0 -0.42% -110% -3.36% 37.55%

EQUITIES - SOUTH AFRICA (TOTAL RETURN UNLESS INDICATED OTHERWISE)

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
All Share (Capital Only) All Share (Capital Index) Rand 13 216.0 -116% -1.71% -2.26% 21.56%
All Share All Share (Total Return) Rand 21763.0 -116% -1.60% -0.59% 25.80%
TOP 40/Large Caps Top 40 Rand 19 964.0 -1.37% -1.64% -0.74% 27.09%
Mid Caps Mid Cap Rand 320250 -0.76% -2.46% -2.74% 20.25%
Small Companies Small Cap Rand 54 613.0 0.87% 0.45% 1.54% 26.69%
Resources Resource 20 Rand 109772 -4.61% -4.50% -0.32% 73.80%
Industrials Industrial 25 Rand 28 904.0 -0.94% -0.99% -6.88% -1.77%
Financials Financial 15 Rand 20 805.0 1.77% 0.19% 4.20% 29.28%
Listed Property SA Listed Property Rand 31616 -0.50% 0.53% 0.75% 28.99%

FIXED INTEREST - GLOBAL

DESCRIPTION

CURRENCY

INDEX VALUE

MONTH-TO-DATE

YEAR-TO-DATE

T1YEAR

IBOXX Global Government S&P

Overall (USD Unhedged)

uss$

75.0

0.26%

-0.98%

-2.12%

-1.74%

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION CURRENCY  INDEX VALUE MONTH-TO-DATE YEAR-TO-DATE 1YEAR
All Bond BESA ALBI Rand 1378.8 0.84% 0.84% 0.65% 22.33%
Government Bonds BESA GOVI Rand 13522 0.87% 0.84% 0.58% 21.76%
Inflation Linked Bonds BESACILI Rand 450.4 0.22% 0.44% 3.60% 18.87%
Cash STEFI Composite Rand 656.2 0.13% 0.40% 2.62% 715%

COMMODITIES
DESCRIPTION

CURRENCY

INDEX VALUE

WEEK

MONTH-TO-DATE

YEAR-TO-DATE

Brent Crude Oil Brent Crude ICE us$ 1035 -5.24% -5.87% 69.74% 61.78%
Gold Gold Spot us$ 45170 1.07% 1.85% 4.85% 3577%
Platinum Platinum Spot us$ 19310 -3.74% -1.08% -3.88% 78.47%
CURRENCIES

DESCRIPTION CURRENCY INDEXVALUE  WEEK  MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
ZAR/Dollar ZAR/USD Rand 16.48 125% 114% 0.46% 9.20%
ZAR/Pound ZAR/GBP Rand 2214 0.45% 2.44% 0.72% 912%
ZAR/Euro ZAR/EUR Rand 1912 151% 229% 171% 6.21%
Dollar/Euro USD/EUR Us$ 116 0.00% 112% 121% -2.59%
Dollar/Pound USD/GBP us$ 134 -0.77% 1.27% 0.52% -0.22%
Dollar/Yen USD/IPY uss$ 0.01 0.29% 1.66% 162% 10.56%

Source: I-Net, figures as at 22 May 2026

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



