INVESTMENT NOTE

MINDING THE GAPS

In summary:

- When gaps open between variables that
typically move together, we need to ask why.

+ Despite uncertainty, the broader global
macroeconomic backdrop remains supportive
of markets.

+  The most critical gap for most investors is the
one between expectations and reality.

[tis often said that nature abhors a vacuum. Meanwhile,
financialand economic commentators distrust a gap.
Whenever two variables that normally run together
diverge, some explaining is required. Why did this
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happen, and what will cause convergence? Does one
catch up, or the other catch down? Or are we witnessing

a permanent misalignment?

Ifthe latter, we are confronted with a case of “thistime
is different, " four words no investment professional
utters lightly. Historically, many financial and economic
data series show strong mean-reverting tendencies
or persistent underlying trends. There are cycles, but
these do turn eventually. That is the basis of using
valuation as a framewaork for portfolio management,
forinstance, that cheap and expensive assets eventually

drift back to fair value.

The divergence between US economic and employment
growth is a recent example of such a gap, and also
one that matters greatly to investors everywhere. The
US economic and interest rate outlook remains the
main driver of global market cycles. A US recession
will pull global markets down, while an overheating
economy can have a similar effect by leading to higher
interest rates.
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Growth in real GDP, the broadest measure of economic
activity, was solid for most of 2025, though the fourth
quarter was softer than expected due to the government
shutdown. The economy grew 2.2% in 2025, but only
added 181,000 new jobs on net, the slowest pace of
job creation outside a recession this century. In contrast,
2024 saw 1.4 million jobs added. The first employment
report of 2026 showed some improvement, but not
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strong enough to resolve the apparent contradiction between
solid economic growth and weak jobs growth. Nor did the
fourth quarter’'s disappointing 1.4% annualised increase in
real GDP.

In normal times, one would expect the gap to be closed by
employment growth accelerating or GDP growth slowing

CHART 1: US ECONOMIC GROWTH AND JOB CREATION

further. Without job creation, it becomes difficult to sustain
the aggregate growth in worker incomes needed to fuel
broad-based consumption spending. However, these are
not normal times.
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The labour market has also suffered years of distortion.
There were mass layoffs during Covid, but not long after
companies were struggling to find workers in the wake of
the “Great Resignation” even as the economy rebounded
strongly. Many responded to disruptive labour shortages
by clinging on to workers, preferring the risk of having too
many rather than too few. Fast forward a few quarters,
however, and this labour hoarding has left some firms
overstaffed again, contributing to the weak hiring we saw
last year.

Last year's tariff uncertainty probably caused increased caution
on the part of firms. This hasn't resulted in layoffs, but rather
in reduced labour demand. Meanwhile, the immigration
crackdown has restricted the supply of workers. Since demand
and supply are both lower, the unemployment rate has not

moved much and remains historically low at 4.3%.

Finally, while data on the impact of artificial intelligence
(Al)is stillinconclusive, it is reasonable to assume that some

companies are holding off on adding new staff while
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experimenting with automation. Thiswould imply that the
gap between employment growth and economic growth
is a productivity miracle (more output with fewer inputs),

rather than an anomaly.

Al is already used daily by hundreds of millions of people
around the world, the fastest adoption of a new technology
ever. However, daily use is not the same thing as becoming
more productive in your job. In some roles and companies,
that will be case, but it would be remarkable if economy-

wide productivity gains materialised so quickly.

There is a very real possibility, however, that Al could weigh
on employment growth in the years ahead. Over time,
entirely new categories of jobs will emerge allowing overall
unemployment to stabilise. However, the transition could
be difficult. For young people entering the labour force,
bewildering. The careers they prepared for could be vanishing
before their eyes, and with it, the ability to build invaluable,

life-long skills in junior roles.
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VALUATION GAPS

This brings usto a second prominent gap in equity valuations.
Until recently, technology shares traded at a significant
premium, partly driven by the excitement around Al, though
it predates Al by some years. In essence, investors were
prepared to pay up for businesses that were able to scale
up without encountering diminishing returns, grow earnings
rapidly and do so while remaining relatively asset light.
Once software is written, it can be replicated infinitely and
cheaply, unlike traditional “asset heavy” businesses where

each unit produced requires significant capital investment.

Now, however, with the unprecedent levels of capex needed
to sustain Al, this distinction starts to fade. If Al datacentres
are not too different from the factories that produce cars,
mobile phones, or potato chips, it is fair to ask if tech
companies should not be valued somewhat closer to more
traditional capital-intensive businesses. Especially since
competitionis likely to be fierce, including Chinese Al firms.

These firms are not at the leading-edge of Al, but for most

CHART 2: FORWARD PRICE: EARNINGS RATIOS
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people and in many situations, they probably don't need
the best models.

In the broader tech universe beyond the big Al producers
(several of whom are unlisted anyway, such as OpenAl and
Anthropic), there has been a big sell-off as the lucrative
business models of some software companies appear under
threat from Al. The panic may well be overdone. Not all
customers will build their own software, and these companies
provide important services beyond software. They will also
be able to utilise Al internally to enhance their own productivity.
Even so, it still raises questions as to whether these businesses

should trade at a premium.

Many investors have therefore rotated out of the tech sector
towards consumer staples, industrials and other sectors
usually derided as boring or old economy. These sectors
have outperformed, and because the US has such a large
weight, its benchmark S&P 500 index has lagged other
markets.
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Such rotations are normal, but can be quite turbulent. With
overalleconomic growth in the US and the global economy
likely to remain steady, there is no reason to fear that a
rotation will lead to a collapse in share prices. The valuation
gap between sectors has closed somewhat, as chart 2 shows,
but leaves the overall global equity benchmark trading at
19 times forward earnings. This is well above the long-term
average. There are many attractive shares in a global universe

Source: LSEG Datastream

of more than 3000 listed companies. However, at the index
level, valuations point to more subdued returns over the

next decade than in the past.

Meanwhile, there are good reasons why South African
equities should trade at a discount to global equities, but
the gap remains in the 80th percentile over the past 40

years. It hasonly been larger 20% of the time, in other words.
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CHART 3: DOLLAR-EURO EXCHANGE RATE AND INTEREST RATE DIFFERENTIALS
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A gap between the US dollar and implied interest rate
differences has also been striking and significant. Striking,
because the difference between what investors can earn
in one currency versus another is typically a key driver of
the exchange rate between the two. Significant, because
a weaker dollar over the past year has been a boon for
emerging markets who tend to struggle when the greenback
is strong.

In the case of the US, the timing of the wider gap unmistakenly
coincides with the start of the Trump administration. Not
only does the administration have a widely perceived
preference for a weaker dollar since it could reduce the
massive US trade deficit, but its approach to policymaking
has spooked investors. In particular, the roll-out of steep
trade tariffs on “Liberation Day" in April last year and the
claims to Greenland this year have seen the dollar weaken
as international investors, long used to a strong dollar
boosting the returns on their US bond and equity holdings,

rushed to hedge currency risk.

This doesn't mean, however, that interest rate differences
don't matter anymore. If the US economy reaccelerates and
the Federal Reserve's stance on rates changes relative to

expectations, the dollar could regain some lost ground.

Minutes from the January FOMC meeting, released with
the customary three-week lag, show that there is disagreement

on how officials view the central bank’s next steps. If inflation
continues moderating, most members are happy to cut
rates further. But most officials also indicated that they are
less worried about the state of the labour market, suggesting
little need for immediate stimulus in the form of lower rates.
Data released on Friday showed the Fed's preferred inflation
measure, the personal consumption expenditure deflator
(always a mouthful), rising to 2.9% year-on-year in December,
while it was 3% excluding fuel and energy. This is above the
Fed's 2% target, but now that the Supreme Court has ruled
much of Trump’s tariff regime unlawful, some of the upward
price pressures should dissipate.

The ruling introduces fresh uncertainty, as Trump will try
to reimpose tariffs through other legal mechanisms, but
should still restore some of the trust international investors
lost in the rule of law and separation of powers in America.
At the same time, it raises renewed questions about the
US government's debt levels, especially given the roughly
$30 billion a month in additional tax revenue form tariffs.
When viewed from a long-term perspective, the dollar
remains elevated, having only been stronger 17% of the
time over the past 55 years on a real trade-weighted basis.
From this lofty level, it should continue weakening over

time, though this will not happen in a straight line.
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Finally, with Budget week underway in South Africa, the
most important fiscal gap comes into focus. Itisan old rule
of thumb that bond yields should move in line with nominal
GDP growth (real growth with inflation). This was the case
in South Africa too, until around 2013, when the economic
performance deteriorated sharply, and with it, government's
creditworthiness. The latter put upward pressure on bond

yields, kicking off a vicious cycle since weaker growth meant
lower tax revenues, further losses in creditworthiness, and
higher borrowing which further depressed growth. We are
in the early stages of closing the gap and reversing the
vicious cycle. But to do so requires the Budget to stick to
fiscal discipline while accelerating growth-enhancing
reforms.

CHART 4: SOUTH AFRICAN ECONOMIC GROWTH AND BOND YIELDS
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BEHAVIOUR GAP

Source: LSEG Datastream

For the typical investor, the gap between expectations and
reality also matters. When expectations are low, there is
room for upside surprises. However, when expectations are
too high, disappointment can set in.

Expectations are not just about returns, but also volatility.
Anyone expecting a smooth ride from the markets will be
disappointed and might sell out as soon as they get spooked.
For most investors, this is the biggest risk to their long-term
financial health, and not any of the macro factors

commentators obsess about. Patience is therefore always
important, as is not making portfolio decisions based on
news headlines such as the current sabre rattling in the
Persian Gulf. Investment writer Carl Richards coined the
term “Behaviour Gap”" to refer to the well-documented
phenomenon that investor returnstend to lag fund returns
due to switching, market timing and chasing performance.
Unlike the gaps mentioned above, this is one that investors

can control.



EQUITIES - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
Clobal MSCI World uss$ 45550 1.00% 0.60% 2.82% 16.97%
United States S&P 500 uss$ 6910.0 1.08% -0.42% 0.93% 12.95%
Europe MSCI Europe us$ 28250 1.62% 2.39% 6.89% 2812%
Britain FTSE 100 us$ 14 407.0 1.00% 297% 7.66% 31.26%
Germany DAX us$ 25350 0.84% 2.55% 314% 26.88%
Japan Nikkei 225 Us$ 363.7 -2.48% 5.55% 13.18% 40.68%
Emerging Markets MSCI Emerging Markets us$ 15670 0.77% 2.55% 1.61% 38.43%
Brazil MSCI Brazil uss$ 20210 3.27% 526% 22.78% 48.71%
China MSCI China us$ 821 -0.95% -5.02% -0.61% 13.01%
India MSCI India us$ 10225 -0.18% 2.25% -3.08% 6.73%
South Africa MSCI South Africa us$ 825.0 1.85% 2.61% 11.04% 71.52%
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 1230220 2.02% 2.48% 6.21% 38.42%
All Share All Share (Total Return) Rand 23268.0 2.02% 2.48% 6.29% 43.07%
JSE Capped ALSI Capped ALSI Total Retu Rand 134 0439 2.03% 2.58% 6.53% 44.09%
TOP 40/Large Caps Top 40 Rand 21399.0 2.02% 2.32% 6.39% 45.46%
Mid Caps Mid Cap Rand 35005.0 2.22% 0.05% 6.31% 39.65%
Small Companies Small Cap Rand 56 073.0 1.53% 315% 4.25% 33.68%
Resources Resource 20 Rand 12689.4 1.86% 1.83% 15.23% 130.53%
Industrials Industrial 25 Rand 29756.0 1.45% -0.29% -413% 6.21%
Financials Financial 15 Rand 21748.0 2.51% 5.85% 8.92% 40.56%
Listed Property SA Listed Property Rand 33532 2.53% 5.81% 6.86% 42.81%
FIXED INTEREST - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE MONTH-TO-DATE YEAR-TO-DATE T1YEAR

IBOXX Global Government S&P uss$ 776 -0.22% 0.57% 119% 392%
Overall (USD Unhedged)

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1YEAR
All Bond BESA ALBI Rand 1416.4 0.08% 1.44% 3.40% 28.60%
Government Bonds BESA GOVI Rand 1390.4 0.08% 1.47% 3.42% 2817%
Inflation Linked Bonds BESA CILI Rand 4483 -0.88% 1.79% 313% 17.97%
Cash STEFI Composite Rand 6455 0.13% 0.38% 0.94% 7.38%
COMMODITIES

DESCRIPTION CURRENCY  INDEX VALUE MONTH-TO-DATE YEAR-TO-DATE 1YEAR
Brent Crude Oil Brent Crude ICE uss$ 71.8 592% 4.00% 17.64% -5.58%
Gold Gold Spot uss$ 5029.0 -0.30% 291% 16.74% 70.24%
Platinum Platinum Spot us$ 2130 1.73% -0.42% 518% 116.05%
CURRENCIES

DESCRIPTION CURRENCY  INDEXVALUE WEEK MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
ZAR/Dollar ZAR/USD Rand 16.04 -0.55% 0.64% 3.25% 14.29%
ZAR/Pound ZAR/GBP Rand 21.62 0.69% 217% 315% 7.45%
ZAR/Euro ZAR/EUR Rand 18.89 0.14% 1.20% 294% 1.88%
Dollar/Euro USD/EUR us$ 118 0.85% 0.42% -0.51% -11.02%
Dollar/Pound USD/GBP Us$ 1.35 1.29% 1.62% 0.14% -5.79%
Dollar/Yen USD/IPY us$ 0.01 2.33% 0.97% -0.27% 4.44%

Source: I-Net, figures as at 20 February 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




