1st Quarter 2019 House View
Valuations more compelling

Volatility returned in 2018

▪

After a stable 2017 – volatility returned to
markets in 2018.

▪

Emerging markets were under pressure
for most of 2018.

▪

The U.S. and other developed markets
came under pressure late in the 4th
quarter of 2018.

▪

Despite the sell-off, U.S. corporate
earnings grew by over 20% in 2018.

▪

JSE All Share companies grew earnings by
8.5% in 2018.

Source: FactSet
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The U.S. Dollar Strengthened

▪

The trade-weighted dollar (top left graph)
compares the U.S. Dollar to a basket of
other global currencies.

▪

During 2018, the trade-weighted dollar
strengthened.

▪

Reasons for this include a U.S. economy
that was exceptionally strong throughout
the year whilst other developed market
economies cooled.

▪

The probability of U.S. rate hikes increased
as the year played out, increasing the
relative attractiveness of U.S.

▪

A strong U.S. dollar is counter-cyclical to
emerging markets.

Source: FactSet
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The Big Picture
ECONOMIC GROWTH: Global growth expected to slow moderately from 3.8% to 3.5%, led by deceleration in the U.S.
(due to tighter financial conditions, fading fiscal stimulus) and further softening in China. Softer growth, though, still
remains above trend. Neither overheating risks nor financial imbalances look worrisome. For now, a U.S. recession in
2019 or 2020 looks unlikely.
INFLATION: The labor market recovery should reinforce the recent uptick trend in global inflation, with U.S. core
inflation averaging 2¼ in 2019. In both Europe and Japan, inflation is firming, but remains far away from central-bank
goals, indicative of remaining slack in parts of Europe and still-depressed inflation expectations in Japan.
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MONETARY POLICY: Slowing growth (although above potential), and firming inflation (although at or below target)
should motivate most G10 central banks to gradually remove accommodation.
RATES: Yields should move modestly higher and curves grow flatter across all G10 markets. The 2-10 U.S. spread may
invert by late 2019, though very low term premia suggest caution in inferring macro forecasts exclusively from curve
shape.
CURRENCY: Dollar declines expected in 2019 as the U.S. growth boom “catches down” to the moderate pace of
expansion in the rest of the world. The euro should appreciate once Italian risk subsides.
VOLATILITY: 2019 will likely continue the trend established in 2018: relatively low average volatility, but episodic
super-spikes that reflect policy uncertainty and structural market fragility.
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Source: Vanguard and the International Monetary Fund (IMF).
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MACRO VIEWS

United States
After a modest slowdown in the third quarter, the economy appears to be maintaining a robust—even if likely slightly
softening—growth momentum in the fourth quarter, buttressed primarily by upbeat private spending thanks to the winter
holiday season. Indeed, consumer confidence remained elevated in November, while retail sales data in the same month
signaled private consumption growth will accelerate somewhat in Q4 compared to the previous quarter. On the trade front,
the meeting between Donald Trump and Xi Jinping in early December yielded a 90-day truce. This ensured no new tariffs
will be enacted during the period, which should limit disruptions in business activity for the time being. Indeed, despite
concerns about tariffs, the manufacturing sector gained steam in November thanks to solid domestic demand. The U.S. is
set to increase the rate on existing tariffs from 10% to 25% on 2 March, in the event that trade talks fail to produce a
substantive agreement.
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Europe
Notably, export growth contracted amid cooling global trade, while the industrial sector was also hurt as the automobile
sector was disrupted by new emissions tests. Available data for the fourth quarter points to mixed momentum. In October,
industrial production rebounded, and the unemployment rate was stable. In the political arena, European leaders agreed to
make a common-budget for the Eurozone on 14 December, accepting a slimmed-down version of an idea touted by French
President Emmanuel Macron. The budget would be used to spur investment and reduce economic disparity among
economies and is a sign of renewed life in Eurozone reforms. Most of the difficult decisions regarding the budget, including
its size, have yet to be agreed upon and a proper proposal is expected in June.
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Japan
The economy fared worse than initially reported in the third quarter as strong typhoons and a powerful earthquake
severely disrupted economic activity. The economy is, however, expected to return to growth in the fourth quarter as
supply chains recover from the natural disasters. The Tankan survey—an economic survey of Japanese businesses
conducted by the Bank of Japan (BoJ)—showed that large firms are planning to noticeably increase capital spending in the
fiscal year ending in March 2019. On 14 December, the government unveiled a tax reform package for FY 2019 aimed at
alleviating the negative consequences of a consumption tax hike scheduled for October 2019.
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China
A reprieve in trade tensions materialized at the G20 summit in early December, when the two economic superpowers
agreed to a 90-day truce on new tariffs. However, major discrepancies between the two sides’ positions on key trade issues
cast doubts over the armistice. Meanwhile, the economy continues to grapple with slower growth dynamics. Following a
softer Q3 GDP reading, data for Q4 tells a similar narrative. Nevertheless, stronger industrial production and a pick-up in
fixed-asset investment in October suggest some of the government’s stimulus measures have begun to feed through.
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South Africa
An inventory-driven recovery in the third quarter topped analysts’ estimates and ended the technical recession that
blighted the economy through the first half of the year. In annualized terms, household spending staged a comeback
following a value-added tax hike in the second quarter and appears to have also received a one-off boost from
government employees’ back pay. Despite a jump in exports, bolstered in part by greater automotive-related volumes, the
external sector dragged on headline growth. Meanwhile, a supply-side breakdown revealed an industry- and agriculturedriven rebound in the quarter. Looking ahead to the remainder of the year, improved private-sector metrics through
November could hint at a sorely-needed upturn in fixed investment.

Equally Weighted Composite of South African Economic Macro Data
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MARKET RISKS

Market Risks
Brexit
Euro Break-up risk
Geo-political risk
Trade wars & protectionism
Fed hawkish shift
Magnitude of dollar strength

Global inflation concerns
Quantitative tightening
Emerging market debt crisis
Instability of Chinese econony
SA Elections
Land expropriation
Republican-Democrat stalemate
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ASSET ALLOCATION

OFFSHORE MARKETS
Global Asset
Allocation

Expected
Return
(local)

Offshore Equity

9%

Offshore Property

5%

Offshore Fixed Income

-1% - 4%

Offshore Cash

1.8%

Q1
2019

N

N

Q4
2018

Comments

N

U.S. Earnings momentum remains strong & EUR weakness a catalyst for Euro companies.
The Fed's hawkish stance has also eased and post the late 2018 sell-off, valuations are
looking attractive.

N

Increased probability of rising DM bond yields likely to be a headwind for DM property. This
against, higher growth which should provide some support to property stocks as well as real
estate being a real asset against inflation.

N

Bonds in general face major headwinds. In DM, quantitative tightening is a major force. We
prefer the shorter duration bonds.

N

Short maturity bonds and cash preferred over long duration bonds.

N
Underweight

Moderately
underweight

Neutral

Moderately
overweight

Overweight

LOCAL MARKETS
SA Asset Classes

Expected
Return (ZAR)

Q1
2019

Q4
2018

Comments

SA Equity

14%

The SA Inc. theme needs to be measured against selective Rand Hedge opportunities.
Overall, local equity valuations are the most attractive they've been in 6 years. EM headwinds
seem to have eased for now, offering further support.

SA Fixed Income

10%

>400bps real yield can't be ignored if the carry trade remains relevant for SA Bonds. Rate
cuts however seems to be off the table for now and Moody's rating decision remains a risk.

SA Cash

6.5%

Bonds preferred over cash on a risk-adjusted basis.

SA Listed Property

12%

N

SA Property looking the cheapest it has since 1999. Weak SA economy not yet supportive
but this needs to be weighed up against attractive asset prices.

Preference Shares

10%

N

Attractive yield plus capital appreciation (grandfathering) provides potential upside. Recent
performance has however diminished some of this yield.

$/R (+ for ZAR
strength)

R12.50 R15.00

N

The Fed interest rate path and U.S.-China Trade War remains the two key battles for the
ZAR.

N
Underweight

Moderately
underweight

Neutral

Moderately
overweight

Overweight

SECTORAL POSITIONING
Sectoral Positioning

Expected
Return (ZAR)

Q1
2019

Q4
2018

Resources

15%

Late cycle global growth supportive of resource prices (and resource companies). A
weakening trade-weighted dollar from 2018 highs will offer further support.

Financials

15%

Valuations remain attractive and assuming that the SA economy improves in 2019, financials
should be net beneficiaries.

Industrials

10%

N

Comments

Stock picking important within the industrial sector with certain company valuations looking
attractive.

N
Underweight

Moderately
underweight

Neutral

Moderately
overweight

Overweight
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