3rd Quarter 2018 House View
Cautiously Optimistic

Global Backdrop
•

The global economy remains healthy – no economic signs of a global slowdown

•

Monetary policy tightening in the US but Fiscal stimulus is in play

•

Corporate earnings remain robust

•

“Equity bulls” don’t die of old age so don’t become overly bearish

GLOBAL
FINANCIAL
OUTLOOK

But risks have definitely intensified including:
•

2nd longest economic expansion in US history and yield curves have started to flatten

•

A recession usually has a catalyst – will trade wars be the self-fulfilling catalyst?

•

Recently, some early signs of tighter labour market in US leading to wage pressure = inflation

•

Oil prices are now less supportive

In addition, the global backdrop has turned less supportive for EM:
•

Global inflation ticking higher

•

Closer to DM monetary tightening

•

Trade Wars impacting EM’s largest economy (China)
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Push-Pull Factors Important for SA positioning at the moment
Pull Factors:

•

Stronger global commodity prices – good for our resources

•

Avoided a credit downgrade from Moody’s & SA under-weight in EM baskets (June-end rebalance) – Top 40 (liquid)
stocks and SA bonds likely beneficiaries of SA Inc. foreign buying

•

Worst 6 months for EM since 2010 – is EM sell-off overdone?

•

Ramaphoria – improved SA prospects from foreigners perspective
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Push Factors:
▪

SA still an emerging market and the tide is against EM as DM policy tightens

▪

US-China Trade Wars not good for SA

▪

The global expansion is 105 months long (2nd longest in history) – are we too late to the party?

▪

Ramaphoria fizzling – land expropriation, wage negotiations, soft Zuma stance
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MACRO VIEWS

Economic growth appears on track to record a stellar performance in Q2, fueled by strong business investment, tax cuts and
an ever-tightening labor market boosting consumer spending. In May, the unemployment rate hit a new low, and growth in
retail sales accelerated as consumer confidence remained near a historic high. Furthermore, housing starts picked up in the
same month, helped by rising wages and lower taxes boosting household incomes. Survey data for May indicates the private
sector has so far been unfazed by current tensions with trade partners, although President Trump’s rapidly escalating
rhetoric vis-à-vis China in past weeks could prove damaging to business confidence. The month ahead might represent a
critical junction, as new restrictions on investments between Chinese and American firms are set to be unveiled on 30 June,
while reciprocal tariffs with China and retaliatory measures from Canada will take effect in early July.

The strong long-term
trend persists

Comprehensive data confirmed that the Eurozone economy lost steam in Q1, growing at the weakest pace since Q2 2016.
The external sector was primarily behind the slowdown, with a strong euro and slowing global recovery fueling a decline in
overseas sales. Data for Q2 suggests that momentum has regained some lost ground, although growth is likely still below last
year’s highs. The unemployment rate hit a new multi-year low in April, and strong services sector growth pushed the
composite PMI up in June. That said, data for the manufacturing sector has been weak, with industrial production
contracting in May and the manufacturing PMI falling to an 18-month low the month after. Moreover, the outlook for the
sector has turned gloomier in recent weeks. On 22 June, U.S. President Donald Trump threatened to slap a 20% tariff on all
European Union manufactured automobiles if retaliatory tariffs on U.S. goods enacted by the EU were not lifted. While the
U.S.’s initial tariffs on steel and aluminum are expected to have a relatively small economic effect, the automobile industry is
a much larger sector and tariffs could dampen manufacturing activity.

The effect of
stimulus,
Q1 lost
Positive long-term
trend
some steam though

Although the economy appears to be recovering from the soft patch in Q1, recent data suggests that the rebound will be
weaker than expected. Despite remaining firmly entrenched in positive territory, the Q2 average for the manufacturing PMI
was lower than in Q1, likely due to rising global trade uncertainty. Moreover, consumer confidence remains constrained by
disappointing income growth. Export growth remained relatively robust in the first two months of Q2. However, rising
trade protectionism in the United States, which enacted tariffs on aluminium and steel imports from Japan, and evidence
that the global tech cycle likely peaked in Q1 pose downside risks to Japan’s external sector. Meanwhile, the Japanese
cabinet approved on 15 June a new mid-term fiscal plan that pushes back from 2020 to 2025 the goal of achieving a
primary budget balance and removes an important spending cap. While the plan was widely expected, it delays efforts to
reduce the country’s massive public imbalances.

Stimulus having a
positive effect

Economic growth moderated sharply in May, mostly due to tighter financial conditions as authorities continue to crack down
on shadow banking and support financial deleveraging. Infrastructure investment, which is highly sensitive to new credit, led
the fall in fixed asset investment growth. While manufacturing output slowed in May, activities related to the new
economy—mostly high-tech—continued to post solid growth. After showing resilience for most of this year, consumption
has now become a concern as retail sales growth fell to a multi-year low in May. While a drop in car sales represents the
bulk of the deceleration, a further deterioration in retail sales could seriously hit growth in H2. The escalation in the trade
war between China and the U.S. continued in June, with both countries targeting USD 50 billion in import tariffs. While the
impact is expected to be rather limited, it represents another step towards a full-blown trade conflict.

Is China showing signs
of slowing?

South Africa’s economy shrank from a quarter earlier in annualized terms at the outset of the year, highlighting the
economic hurdles facing Cyril Ramaphosa, who ascended to the country’s top post in February. Weaker mining and
manufacturing output, along with a sharp decline in agricultural output, contributed to the slowdown—the sharpest
contraction since the depths of the financial crisis. Moreover, the first-quarter reading left analysts speculating whether
“Ramaphoria”, the bounce in economic sentiment that followed the new president’s appointment earlier this year, had
worn off. As it stands, confidence remains high, but both consumers and firms are facing headwinds: Inflation rose in April
on the recent VAT hike, while the emerging-market selloff has bruised the rand and is set to swell the cost of imports.
Meanwhile, manufacturing has been shaky in recent months and business conditions stagnated in May as output suffered
from product shortages.

Early signs of a turnaround?

MARKET RISKS

Market Risks
UK Euro Exit
Geo-political risks

US-China Trade Wars
FED Hawkish Shift
Magnitude of Dollar Strength
Quantitative Tightening
China's over-leveraged consumer
Exodus from Emerging Markets
Expropriation of land without compensation
Trump Policy Uncertaincies
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ASSET ALLOCATION

OFFSHORE MARKETS
Global Asset
Allocation

Expected
Return
(local)

Offshore Equity

8%

Earnings momentum in DM remains strong. US corporate tax cuts to provide an extra leg up
for earnings, whilst EUR strength a drag on selective companies. Quantitative tightening a
headwind for EM, therefore DM preferred over EM.

Offshore Property

4%

Increased probability of rising DM bond yields likely to be a headwind for DM property. This
against, synchronized global growth which should provide some support to property stocks.
Rising cost of funding seems to be the dominate factor at present.

Offshore Fixed Income

-1% - 3%

Bonds in general face major headwinds. In DM, quantitative tightening is a force, whilst in
EM outflows is a risk. The caveat for bonds is that yields are starting to look relatively more
attractive compared to inflation for the first time in years.

Offshore Cash

1.5%

Q3
2018

N

Q2
2018

Comments

N

Prefer cash to bonds. Also offers optionality.

N
Underweight

Moderately
underweight

Neutral

Moderately
overweight

Overweight

LOCAL MARKETS
SA Asset Classes

Expected
Return (ZAR)

Q3
2018

Q2
2018

Comments

11%

The SA Inc. theme needs to be measured against selective Rand Hedge opportunities. The
tide seems to have shifted in favour of rand hedges as Ramaphoria has fizzled out and EM
headwinds increase.

SA Fixed Income

10%

More than 400bps real yield can't be ignored if the carry trade remains relevant for SA Bonds.
Removal of Moody’s SA downgrade provides a further underpin. Rate cuts however seems
to be off the table for now.

SA Cash

7%

N

SA Listed Property

12%

N

Preference Shares

11%

$/R (+ for ZAR
strength)

R12.00 R15.00

SA Equity

N

Bonds preferred over cash on a risk-adjusted basis.
Improvement to SA growth and consumer confidence are supportive. The possibility of a
rate cut has however disappeared and SA Inc. optimism fading. Prefer SA bonds over
property as a risk-return investment opportunity.
Attractive yield plus capital appreciation (grandfathering) provides potential upside.

N

N

The domestic turnaround vs. the macro EM outflow trend remains the key battle for the ZAR.

N
Underweight

Moderately
underweight

Neutral

Moderately
overweight

Overweight

SECTORAL POSITIONING
Sectoral Positioning

Expected
Return (ZAR)

Resources

12%

Synchronized global growth supportive of resource prices (and resource companies). Trade
wars and a sharp rise in USD a threat.

15%

Valuations have become attractive again as a result of a sharp sell-off in Q2. The SA
economic environment has however turned less favourable, therefore we are neutral
financials.

Financials

Industrials

Q3
2018

Q2
2018

N

Comments

Stock picking important within the industrial sector at the moment. Rand hedges preferred
over SA Inc. on the basis of quality and valuation. Select SA Inc. companies will also be
considered.

2%

N
Underweight

Moderately
underweight

Neutral

Moderately
overweight

Overweight
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