INVESTMENT NOTE

YET MORE SURPRISES

Picture New Years' Eve 2015. As you wait for the
countdown to midnight, you hear the following
prediction for the years ahead:

Within six months, the UK will vote to leave the
European Union, causing economic chaos and
resulting in a game of musical chairs with five
Prime Ministers in the next seven years. The US
will then elect reality TV star Donald Trump as
president. Trump will spend most of his time in
office playing golf and upending the economic
relationship with China. In China itself, President
Xi Jinping will abolish term limits and tighten his
grip on politics, society and economic activity. A
global pandemic will break out, resulting in millions
of deaths and a disruption to the daily lives of
billions. Even asthe outbreak fades, offices remain
half empty as large numbers of people work
remotely. China, where the virus initially emerged,
isthe last country to exit lockdowns. Markets initially
crash, butthen goon a tear with the most speculative
investments you can imagine exploding in value
before crashing. Russia will invade Ukraine, but its
smaller neighbour will fight back bravely against
all expectations. Despite claims of neutrality by
the South African government, the US ambassador
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accuses it of selling arms to Russia. Stage six
loadshedding will become a regular feature locally
asan Eskom CEO survives an assassination attempt.
It will also transpire that a billionaire president
keeps large amounts of cash in a couch on his
game farm.

Would you have believed any of this? Highly unlikely.

The pointis the future is very unpredictable and even
unimaginable. Fact can be stranger than fiction.
Echoing Donald Rumsfeld's known and unknown
knowns and unknowns, there are also shades of
unpredictability. There are events that we know precisely
when they will occur, such as an election or a World
Cup final, but we don't know the outcome. There are
events that we know will happen at some pointin the
future, like the next hurricane to hit the southern US,
but we don't know when or where, or how things will
turn out. There are events that are considered possible
but unlikely, such that when they do occur, we are
surprised and the few Cassandras that warned against
it look like geniuses. The Russian invasion falls in this
category. But also remember that for each such genius
there are many doomsday predictions that never
happen - this is particularly true for market crashes.




There are events considered high probably that never occur.
Some things are the result of complex processes that are
difficult to predict at each step. The recent global inflation
surge falls in this category. Some things are predictable but
take longer or shorter than expected to materialise. And
thenthere are things that come completely out of the blue,
such as the Covid pandemic or the 9/11 attacks.

TO RUSSIA WITH LOVE?
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All of this applies directly to investing. Financial markets
are very efficient in pricing in the known but struggle with
uncertainty. As new information comes in, markets quickly
discount it. For instance, as it became clear since late last
year that loadshedding would be both more severe and
last longer than previously expected, the rand hasincreasingly
decoupled from its peer currencies as chart 1 below shows.
While other emerging market currencies have gained
against the dollar this year, the rand has steadily lost ground.

However, the news about the alleged arms sales was a
shock (and is shocking). Big surprises like these lead to big
market moves, both up and down. Nenegate in 2015 was
another example. The rand had been on a weakening trend

for some time, but the shock axing of then Finance Minister
Nene, perceived to be a bulwark against corruption and

fiscal profligacy, saw the rand lose 4% on the day and another
5% the following day.

CHART 1: RAND AND OTHER EMERGING MARKETS COMMODITY PRODUCERS AGAINST THE DOLLAR.
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What the chart also shows, however, is that such divergence
tends not to last and that similar blow-out episodes (2007,
2008, 2015, 2020) were reversed. This episode is unlikely to
be any different so be careful of a knee-jerk reaction.

We don't know when, of course, but the rand is very likely
to recoup some of these losses in the future. For that to
happen, we'd probably need to see some better news on
loadshedding and some repair in the US-SA diplomatic
relationship. The risk of sanctions being applied on South
Africaisvery low, but the bigger danger islosing preferential
access for exporting into the US under the African Growth
and Opportunities Act (AGOA) when it is up for renewal in
2025. South Africa exported some $3 billion under ACOA
last year according to JP Morgan, about a fifth of total
exports into the US. To state the obvious, South Africa’s
current exports to Russia do not remotely match this, nor
can any reasonable expectation of future trade.

Most importantly, a rand recovery requires a retreat in the
USdollar. Thisinturn will require that the US Federal Reserve

Source: Refinitiv Datastream

stop hiking rates. Last week's US inflation data supports
the view that they will, but also suggests that rate cuts are
still some ways away. A hawkish change to expected ECB
rate hikes currently priced into markets could also result in
further US dollar weakness. Always remember that an
exchange rate is not a price but the swap ratio between
two currencies and two sets of considerations always needs
to be considered.

Meanwhile, the weaker rand will put some further upward
pressure on domestic inflation, but fortunately the dollar
oil price has also been under pressure. The extent to which
rand weakness results in higher inflation depends on how
businesses pass on higher import prices. This in turn depends
onwhether these businesses feel domestic consumers can
absorb higher the costs.

Nonetheless, it suggests that the SA Reserve Bank will raise
rates later this month. Unfortunately, this will further weaken
the economy, much as loadshedding does.
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CHART 2: BRENT CRUDE OIL PRICE, $/ BARREL
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While a currency slump generates attention and causes
greatanxiety, itis not all bad. South Africans have considerable
global investments, and these increase in value all else
being equal. For instance, over the past year, global equities
are up 7% in dollars and 23% in rand terms. Unfortunately,
not all South Africans have offshore investments, but those
who do are probably not poorer on balance. Exporters also

DANCING ON THE CEILING
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benefit greatly from being able to repatriate their earnings
at a more favourable exchange rate. And local businesses
that compete with imports are advantaged, provided they
don't rely too much on other imports for inputs. The rand
therefore acts as a shock-absorber for the overall economy,
rebalancing activity and income at times of stress.

South Africa is not the only country with political intrigue
causing financial market uncertainty. The most pressing
currentexample is the fight over raising the US debt ceiling.
It is a limit imposed by the US Congress on the total
outstanding amount of debt of the Federal Government.
It currently stands at $31.4 trillion and, as the famous debt
clock in Times Square, Manhattan will tell you, has already
been reached. The US Treasury now relies on temporary
“extraordinary measures” to pay all its bills, but once these
have been exhausted, it can only pay out what comes in
through tax revenues. It cannot legally issue any more debt
or roll over maturing bonds. Tax revenues are substantially
less than expenditure —in other words, the US runs a large
budget deficit — but tax revenues are also lumpy while
spending is constant. Therefore, unless the debt ceiling is
lifted, the US will skip paying some of its bills, with the
biggest concern being that it might miss interest or capital
payments on bonds, constituting a default.

Why is there a debt ceiling in the first place? Prior to its
introduction in 1917, Congress, which authorises spending
in the US, also had to approve individual bond issues. But
the massive financing needs of the war meant this was

impractical and the debt ceiling was introduced to give the
Treasury leeway to borrow money as needed. In other words,
it was meant to facilitate efficient borrowing, not constrain
it, and for several decades, it was routinely raised as the
economy grew and borrowing requirements changed. But
in recentyears it became a political football, especially when
one party controls Congress and another the White House.

The current moment is particularly uncertain not just
because of divisions between the Republicans who control
the House and Democrats who control the Senate and
White House, but also because of divisions between
Republicans. The Republican Speaker in the House has only
a loose grip on his caucus, and some of its members seem
perfectly happy with the idea of defaulting unless the
Democrats agree to big spending cuts even though they
were perfectly happy to raise the debt ceiling when Donald
Trump was in office. Trump, still the front-runner to be the
Republican nominee for President next year, encouraged
adefaultinaninterview last week. This adds further fuel to
the fire.
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NOW WHAT?

The most likely outcome is still a last-minute deal to lift the
debt ceiling, or at least to do so temporarily. The Winston
Churchill guote that the “United States can always be relied
upon to do the right thing — having first exhausted all
possible alternatives” is often used in this context hopefully
applies (his mother was American, by the way).

But the risk of this not happening is larger than previous
such episodes. While there is great uncertainty whether
the debt ceiling will be lifted, there is even greater uncertainty
as to what will happen if it doesn't.

Firstly, there is a chance that President Biden will simply
ignore it, forcing a constitutional showdown. The 14th
amendmentin the US Constitution that stipulates that “the
validity of the public debt” issued by the U.S. government
“shall not be questioned.” The alternative is to prioritise
interest payments ahead of paying salaries and pensions
to avoid a debt default. This will be a tough sell to the
recipients of those payments, but on net will probably cause
the least economic damage.

An outright default on US government bonds would cause
unimaginable chaos in global financial markets. These
bonds are the benchmark for global risk-free assets and
are widely used as collateral for trillions of dollars of loans
and other transactions.

CHART 3: MARKETS IN 2011
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However, there is also the question of whether the market
will view missed interest or capital payments as a default.
Strictly speaking they are, since bondholders are temporarily
left short. But typically, countries default when they run out
of funds, not for technical-legal reasons. Hence it will be a
different type of default but with extremely unpredictable
consequences.

Ifinvestors draw this distinction, a market catastrophe can
be avoided. But the uncertainty will still be large if investors
wait to see how others react.

Finally, there are various contingency plansin place, across
the US financial system, but none have been tested. The
last time the debt ceiling stand-off went down the wire,
was in mid-2011. Equities fell sharply, as investors were on
edge given the recent global financial crisis in 2008, a tepid
economic recovery and an unfolding debt crisis in the Euro
area. US long bonds rallied, despite S&P stripping the US
of its coveted AAA credit rating. A key difference with today,
however, isthat monetary policy was extremely accommodative

with interest rates near zero.

4.0

1350

M 35

o
T 1250 X
£ [_/'W
25
1200 v A U
1150 20
— S&P 500 —— US10 Year Government Bond Yield
1100 - T T T T T T T T T T T T 15
° = = = = T = = = = = 7 =
) c 0 = 5 > c S ) Q 3 > O
g S i > < s 3 g 2 8 o 2 a

Source: Refinitiv Datastream



INVESTMENT NOTE

COOL HEADS NEED

Coming back tothe introductory point on unpredictability,
the debt ceiling presents a very difficult set of potential
outcomes for markets to price in. We know that something
will happen in the next month or so, but what exactly will
happen is anyone’s guess. From the point of view of the
rand, for instance, you could make the case that the dollar
will strengthen because investors normally buy the greenback
at times of anxiety. You could equally argue that since the
debt ceiling is a uniquely American phenomenon (and a
really bad way to run a country's finances at that), the dollar
should weaken if there is no resolution, particularly if the
Fed responds by cutting rates.

As with the rand slump of the past few days, investors will
require cool heads. Responding after the fact, for instance

by rushing funds offshore now doesn't help much. In fact,
doing so typically does more harm than good. If your
investment horizon is measured over years, day-to-day
market moves are best ignored even if they generate big
headlines. And despite all the inherent uncertainty, people
still need to put their money to work to grow or preserve
wealth relative to the ongoing increase in the cost of living.
The keyisto have a portfolio that is diversified so that it can
withstand any number of outcomes. Because if there isone
thing that we've learnt over the past few years, it is that
unpredictable events happen almost with predictable
regularity. Usually, the worst doesn't happen, and the market
impact is short-lived.



EQUITIES - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE MONTH-TO-DATE YEAR-TO-DATE TYEAR
Clobal MSCI World uss$ 28090 -0.46% -0.95% 7.91% 6.40%
United States S&P 500 us$ 41240 -0.29% -1.08% 7.40% 4.94%
Europe MSCI Europe uUs$ 1936.0 -1.22% -1.83% 11.78% 14.96%
Britain FTSE 100 us$ 9653.0 -1.77% -2.41% 7.08% 9.37%
Germany DAX us$ 1530.0 -1.92% -1.54% 1297% 18.24%
Japan Nikkei 225 us$ 216.5 0% 2.27% 8.77% 7.88%
Emerging Markets MSCI Emerging Markets us$ 973.0 -0.92% -0.41% 1.78% -1.52%
Brazil MSCI Brazil uss$ 1494.0 3.97% 5.06% 2.40% -4.23%
China MSCI China us$ 625 -2.27% -1.59% -2.35% 0.79%
India MSCI India us$ 7631 1.02% 1.74% -1.03% 1.47%
South Africa MSCI South Africa us$ 381.0 -6.85% -8.63% -9.50% -11.60%
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 78 330.0 0.25% 0.14% 7.23% 16.47%
All Share All Share (Total Return) Rand 135150 0.29% 0.22% 8.96% 21.38%
JSE Capped SWIX Capped SWIX (Total Return) Rand 319169 -1.52% -2.08% 3.76% 12.56%
TOP 40/Large Caps Top 40 Rand 12 494.0 0.66% 0.60% 10.61% 25.00%
Mid Caps Mid Cap Rand 19 898.0 -2.89% -2.60% 0.20% 3.49%
Small Companies Small Cap Rand 29164.0 -3.01% -3.47% -0.73% 529%
Resources Resource 20 Rand 57892 -1.50% 1.21% 0.78% 8.82%
Industrials Industrial 25 Rand 22 801.0 267% 1.91% 20.43% 45.54%
Financials Financial 15 Rand 10 486.0 -2.77% -4.66% -1.07% 1.26%
Listed Property SA Listed Property Rand 1623.0 -312% -4.14% -4.08% 4.37%
FIXED INTEREST - GLOBAL

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

IBOXX Global Government S&P uss$ 78.7 -0.48% -0.28% 2.25% -519%
Overall (USD Unhedged)

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION CURRENCY  INDEX VALUE MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
All Bond BESA ALBI Rand 8495 313% -3.08% -0.94% 2.87%
Government Bonds BESA GOVI Rand 8372 -315% -3.10% -0.98% 2.80%
Inflation Linked Bonds BESACILI Rand 3228 -2.25% -2.35% 1.04% 0.84%
Cash STEFI Composite Rand 520.8 015% 0.29% 2.64% 6.33%
COMMODITIES

DESCRIPTION CURRENCY  INDEX VALUE MONTH-TO-DATE ~ YEAR-TO-DATE 1YEAR
Brent Crude Oil Brent Crude ICE uss$ 742 -150% -7.29% 13.76% -30.68%
Gold Gold Spot uss$ 201.0 -0.30% 1.06% 10.25% 870%
Platinum Platinum Spot uss$ 1050.0 -0.85% 2.23% 214% 638%
CURRENCIES

DESCRIPTION CURRENCY INDEXVALUE WEEK  MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
ZAR/Dollar ZAR/USD Rand 1933 -4.74% -537% 1.88% 16.74%
ZAR/Pound ZAR/GBP Rand 24.06 -3.33% -4.49% 14.42% 118.41%
ZAR/Euro ZAR/EUR Rand 2097 -3.24% 391% 3% -20.36%
Dollar/Euro USD/EUR uss$ 1.09 0.92% 110% -1.83% -4.59%
Dollar/Pound USD/GBP us$ 124 1.49% 1.22% -2.80% -1.99%
Dollar/Yen Usb/apy us$ 0.01 0.68% -0.42% 354% 5.80%

Source: I-Net, figures as at 12 May 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




