3rd Quarter 2021 House View
Mid-Year Outlook: Returning to “Normal”
Hewett Wealth (Pty) Ltd is an Authorised Financial Services Provider (FSP No: 46645)

Talking Points

Q2 MARKET RECAP

THEMES SHAPING MARKETS

ASSET ALLOCATION VIEWS

2

Agenda
Historic
Asset Class Returns
Total Returns (ZAR) – As of 30 June 2021

Source: Morningstar

Agenda
Historic
Asset Class Returns
Total Returns (USD) – As of 30 June 2021

Source: Morningstar

2021Agenda
Year-to-Date Returns: Offshore Markets
MSCI World Index Sector Returns – 2 July 2021

US Fixed Income Maturity and Quality Returns

MSCI World Index Style Returns – 2 July 2021

European Fixed Income Maturity and Quality Returns

Source: Goldman Sachs, Bloomberg

2021Agenda
Year-to-date Review: Local Markets
FTSE/JSE Sector Returns
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Macroeconomics

Stimulus Far Outstrips 2009, Supporting Recovery
Fiscal Support by G20 Members as % of GDP

Monetary Policy Remains a Powerful Driver

Sources: IMF Policy Tracker, IMF GDP Data, Atlantic Council, DE Data Wrapper, Invesco.

Sources: Federal Reserve, European Central Bank, Bank of England, Bank of Japan (BoJ), Invesco, as of May 24, 2021

•

A substantial factor in the current macro environment is the outsized
policy response by governments over the past 15 months.

•

Major central banks are also undertaking a range of policies to
support economies.

•

Countries across the globe have enacted large fiscal spending
programs to carry economies through the virus, far surpassing the
actions undertaken in the global financial crisis.

•

As part of this, central banks have continued to grow their balance
sheets via large-scale asset purchases.
8

Twin deficits will continue to weigh on the US dollar
US fiscal deficit and trade balance

Sources: Bloomberg, Fairtree Asset Management
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Not out of the woods yet
COVID-19 Infections Still Continue Across the Globe

Employment, difference from pre-COVID Levels

Sources: Federal Reserve, European Central Bank, Bank of England, Bank of Japan (BoJ), Invesco, as of May 24, 2021

Sources: Invesco and JHU CSSE COVID-19 Data, as of May 31, 2021.

•

A resurgence of the pandemic remains a key risk to the outlook.

•

Where effective vaccination is limited, stricter lockdowns may be
required. These risks may prevent full reopening of these
economies.

•

Jobs lost as a result of the pandemic remain high globally.
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But conditions do look a whole lot better
Global Manufacturing Activity

With some central banks starting to raise rates

Sources: Federal Reserve, European Central Bank, Bank of England, Bank of Japan (BoJ), Invesco, as of May 24, 2021

Sources: JPMorgan, Bloomberg L.P., and Invesco, as of May 31, 2021.

Source: Bloomberg
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The million-dollar question

Three scenarios for 10-year bond yields

Sources: Historical government bond yield data sourced from Bloomberg. Vanguard forecasts, as of May 13, 2021, generated from Vanguard’s proprietary vector error correction model.
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Inflation Fears

Source: Bloomberg and Goldman Sachs Asset Management. As of June 25, 2021.

•

Over the past three decades, US core inflation has remained low and relatively
stable.

•

Recent price pressure stemming from economic reopening and recovery has
increased the latest May US core PCE print to 3.4% YoY.

•

Transitory versus permanent inflation is a significant risk for markets.

Transitory or Permanent Inflation
COVID-19 is no longer the biggest
‘tail risk’

Do you think inflation is transitory?

What do investors consider the biggest ‘tail risk’?
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•

Investors now perceive (1) higher than expected inflation and (2) a bond
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Source: BofA Global Fund Manger Survey, June 2021

•

72% of investors think inflation is transitory.

market “tantrum” to be the two most significant risks in markets right
now
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Fed’s more Hawkish Tilt
The Fed’s Dot Plot
• Faced with a couple of high inflation prints, the FOMC threw in
the towel on their average inflation targeting framework.
• The median dot shifted up to show two hikes in 2023 (from 0 in
March) and the wider dot plot saw 7 participants expecting the
first hike in 2022.
• At the same time, the median 2021 inflation forecast went from
2.1-2.2% in March to 2.9-3.0% in June. The 2022 inflation
forecast also moved up, but 2023 was left unchanged.

• Put simply, the Fed now expects much higher inflation this year,
hence the cumulative inflation pathway allows them to hike
sooner.
• The only dovish element of the meeting was - and Powell
referenced this - the fact that the dots are a forecast as opposed
to an actual policy pathway.

• In reality, the Fed is simply shifting back towards a discretionary
framework – meaning that it will be more reactive to incoming
data, particularly with respect to the taper timeline.
Source: FOMC Summary of Economic Projections - June 16, 2021
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Inflation: Putting it all together
The Fed's recent hawkish pivot drove a sizable repricing of macro assets
• Putting this all together: the Fed’s revealed reaction suggests less
inflation tolerance than the market expected.
• However, if inflation does prove transitory like the Fed has been
arguing, then there’s a decent chance that they revert to a more
dovish outlook once inflation fears subside.
• On the other hand, if we do get a bit more inflation than forecasted,
then the Fed’s more hawkish reaction function should cap inflation
expectations.
• The Fed’s move arguably truncated the risk of a sharp Dollar
depreciation

Blue bars indicate average returns since 1998.
Source: Datastream, Haver Analytics, Goldman Sachs Global Investment Research, 23 June 2021
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Market Stimulus
US “excess” monetary & fiscal stimulus and consumer price inflation, deviation from trend

Source: Refinitiv Datastream, CBO, Pictet Asset Management

•

Given the Fed’s shift in inflation concerns, the Fed may begin tapering its current
$120bn bond buying program earlier than expected

•

In terms of pace, -$15bn/meeting would mean that the taper brings purchases down
to 0bn after a year
President Joe Biden’s U.S. infrastructure bill was approved by the House on the 1st
of July 2021. The House agreed on a plan for $715 billion in infrastructure spending targeting roads, bridges, highway safety, electric vehicle charging stations, rail and
transit.

The Story for the US Dollar

Source: Bloomberg

•

The story for the U.S. Dollar is clear, a quicker rise in rates = a stronger USD.

•

This is because of the Fed turning hawkish while other Central Banks are sticking to
a more dovish tone (for now).

•

We have witnessed a dramatic swing in recent weeks from net dollar selling.

Rising Taxes

Source: Bloomberg

• The G7 advanced economies struck what they have termed a “historic agreement”
on taxing multinationals in a bid to create momentum for a global deal.
• The G7 agreed to back a new global minimum tax rate of at least 15 percent that
companies would have to pay regardless of where they locate their headquarters.
• 130 countries and jurisdictions endorsed setting a minimum rate for corporations.

Market Valuations
Equities Can Gain Even if PE Multiples Retreat
Decomposition of Global Equity Returns – 12m % changes

Source: ASR Ltd / Refinitiv Datastream,

•

Even if price-earnings ratios look extremely high (which they do, particularly in the
U.S.), it is possible for share prices to rise even as multiples fall, if profits keep
expanding.

•

This chart decomposes growth due to dividends, earnings growth, and multiple
expansion. Over the last 12 months, widening P/E ratios have accounted for most of
the gain.

Global Vaccination Race

Source: The New York Times, 2021

• The global push to achieve a fully vaccinated population continues, albeit at a
substantially disproportionate level.
• As can be seen in the above graph, Africa has the slowest vaccination rate of any
continent.
• 85 percent of shots that have gone into arms worldwide have been administered in
high- and upper-middle-income countries. Only 0.3 percent of doses have been
administered in low-income countries.

Vaccine efficacy?
Covid deaths have declined in vaccine frontrunners

Covid-19 has staged a U.K. comeback, despite
widespread vaccination

Source: Bloomberg

•

•

The U.K. were the first developed country to execute a successful mass
vaccination program and is now one of the first developed countries to
experience an outbreak of the delta variant.

However, their large vaccination campaign has failed to stop another wave of
infections and hospitalisations,

Source: Bloomberg

•

Yet so far, the level of death rates hasn’t risen significantly in highly
vaccinated countries.

•

This theory, if it holds in the upcoming weeks, bodes well for the global
recovery movement as vaccination campaigns work and save the lives of the
most vulnerable.
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Global Vaccination Complications
Developed-world stocks are surging ahead in the
recovery from the pandemic

Willingness to get vaccinated against Covid-19
- May 31, 2021

Source: Our World in Data

Source: Bloomberg

•

Numerous developed economies are likely to outpace emerging markets in the
second quarter due to slow vaccine rollouts in the developing world.

•

Slow vaccine roll-outs threaten to derail developing countries’ economic
recoveries.

•

While the supply of vaccines starts to become less of a problem globally, the
demand for them becomes a greater one: A notable group of people are
refusing to be vaccinated.

•

The “Anti Vaxxers” movement has gained momentum globally, putting at risk
the goal of herd immunity.
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Business Activity
Manufacturing PMI
% Change over 1 Year

Source: Infront

• Global manufacturing PMI has surged over the past year as pent-up demand is
released, following the easing of lockdown restrictions. Figures point to improving
global business activity as manufacturing remains in the expansionary territory and
is gaining momentum.
• It is estimated that this momentum will continue into the third quarter, as
containment measures are lifted further.

Commodities Super cycle?

Source: FT

•

Commodity prices continue to rise amidst a global boom in demand for the
goods, despite a decline in supply-bottle necks. The global re-opening recovery
phase has also led investors to tilt towards shares tied to economic growth,
such as cyclical companies and commodities, further pushing prices higher.

•

A new super cycle may be taking place. The pandemic has given rise to a new
age of commodity intensive growth, as governments put greater emphasis on
job creation and environmental sustainability.

ESG Investing
Dramatic growth in the U.S. ESG market over the last 5 years

Source: Vanguard analysis of Morningstar data. Data as of December 31, 2020.

• There has been a decade of growth in U.S. ESG assets
• The current U.S. ESG addressable market is estimated to be about $251 billion
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Global Outlook
▪

Financial conditions globally, continue to improve, driven by a vaccine led normalisation.

▪

We have seen a strong recovery in both the services and manufacturing sectors.

▪

Whilst COVID-19 continues to reek havoc in select emerging markets, most developed market populations have been
inoculated.

▪

The consumer has proved to be more resilient than initially anticipated, with significant support limiting scarring –
pent-up savings and healthy balance sheets.

▪

As a result, the debate has shifted towards inflation - whether it is transitory or permanent.

▪

Whilst the FED continues to reassure the market that it is transitory, their most recent meeting revealed that they may
be less tolerant towards inflation than the market expected.

▪

The global inflation outlook significantly impacts asset class, geographical, sector and style portfolio considerations.

▪

At the same time, the market appears to be complacent towards certain market risks.

▪

To this end, we are advocating a measured approach across all our strategies whilst remaining constructive on risk
assets.

South African Landscape

SA’s Economic Rebound
Improving Sentiment: South African business confidence is almost
at ‘Ramaphoria’ levels

Source: Bloomberg
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Reform is clear and evident

Source: Fairtree Asset Management
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Inflation Targeting

Trading partner inflation has averaged 3% in the past 15 years

Source: SARB, BER, Goldman Sachs Global Investment Research

•

SARB Governor Kganyago argued in an interview that there is a "very strong case" for lowering South Africa's 3-6% inflation target, bringing it closer to in line with
trading partner inflation.

•

From a market perspective, reducing the inflation target, should support the Rand as well as a flattening of the yield curve.

35

SA in a 3rd Wave

SA in 3rd wave: Expecting peak end of July

Sources: John Hopkins University CSSE COVID-19 Data; Oxford University, Stats SA and SARB, Fairtree Asset Management
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SA’s Economic Rebound
SA Current Account Benefiting From the Global Commodity Cycle
Current account % of GDP

Source: Fairtree, Bloomberg
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The Rand(om)

The rand relative to the US Dollar over
25 Years

Source: Trading Economics, 23 June 2021

▪

After appreciating by 30% over the past 12 months, the Rand looks to remain in a range between USDZAR 14–15 over the next 12
months.

▪

Uncertainty over future commodity prices and a possible less speculative, risk-off global environment remain headwinds for the Rand
in the upcoming months.
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South African Outlook
▪

The South African narrative has improved in recent months, benefitting from a favourable commodity cycle upswing.

▪

Higher commodity prices has resulted in better-than-expected tax collections and SA currently running a current
account surplus.

▪

This has filtered through to the rand which has been the strongest emerging market currency in the world year-to-date.

▪

Green shoot political and policy reforms have also been encouraging, suggesting that change may be coming for the
struggling economy.

▪

The suspension of Ace Magashule, the sale of a majority stake in SAA and the reduction in Eskom’s debt, Zuma’s arrest,
and the raised cap to 100MW on self-generation power without a license all bode well for a positive South African
outlook.

▪

The South African economy however remains fragile and now finds itself in a Covid-19 3rd wave, which threatens to
derail its financial recovery.

▪

A stronger dollar as a result of the Fed and China’s attempts at controlling commodity costs may dampen future
commodity prices.

ASSET ALLOCATION

OFFSHORE MARKETS

Global Asset Allocation

Q3
2021

Q2
2021

We remain marginally over-weight equities. We expect a cyclical upswing in economic activity in 2021 which will be
supportive of company earnings. However, markets have already partially priced this in with valuation multiples looking
expensive. Importantly though, this view needs to be measured in relation to extremely accommodative conditions with
record amounts of stimulus in the global financial system, providing an underpin to equities. We acknowledge the
market’s view of higher future inflation and the rotation from growth orientated businesses towards value orientated
opportunities. We however prefer to own high quality growth stocks through an investment cycle and will be mindful of
this in our portfolio construction process.

Offshore Equity

Offshore Property

N

N

An anticipated cyclical upswing in economic activity in 2021 together with attractive valuation multiples are reasons to be
positive on the global property sector. However, structural changes to consumer behaviour caused by C-19 lockdowns
remain unclear and therefore we remain tactically neutral the sector in the third quarter of 2021.
With real yields declining amid rising inflation expectations, we remain underweight sovereign debt. We still prefer credit,
albeit credit spreads have compressed in recent months. In this globally low yield environment, we also favour emerging
market debt and inflation-linked bonds.

Offshore Fixed Income

Offshore Cash

Comments

N

N

Given the potential for inflation risk facing fixed income assets, cash currently provides multi-asset portfolios with a more
sensible hedge against market volatility associated with risk assets.

Underweight

Moderately
underweight

N

Neutral

Moderately
overweight

Overweight

LOCAL MARKETS
SA Asset Classes

Q3
2021

Q2
2021

Comments

SA Equity

We continue to remain moderately over-weight SA equity after SA Inc. has proved to be more resilient than initially
expected. Encouraging economic and sentiment trends further support this view. Overall, local equity valuations require
economic growth to further unlock value which we will be closely monitoring. We prefer resource shares that are likely
to benefit from a global upswing in 2021 with selective buying amongst the industrial and financial sectors.

SA Fixed Income

SA government bonds continue to offer good relative value with real yields in excess of >350bps in hard currency which
can't be ignored if the carry trade remains relevant for SA bonds. We are less constructive on SA credit.

SA Cash

With the South African Reserve Bank cutting interest rates by 350 bps last year to 63-year lows, the positive real return
opportunity in cash-like strategies has been eroded away. After costs, cash-like investments now carry a negative real
return.

SA Listed Property

The South African listed property market has recovered well in the first half of this year. However, the impacts of C-19
has had a devastating impact on the sector over the short-to-medium term, both from an occupancy and rental
escalation perspective. The attractive bottom-up long-term opportunity needs to be considered against the current 3rd
wave playing out in SA. Given the strong performance in Q2, we have tactically down-weighted our view to neutral.

N

Preference Shares

In a low yield environment, preference shares offer an attractive yield and favourable tax treatment. The majority of the
sector is also trading at meaningful discounts to their par values and the SARB has indicated that the rate cutting cycle
may have bottomed.

$/R (+ for ZAR strength)

The potential for rand strength, driven by a weakening U.S. trade-weighted dollar and favourable commodity cycle
benefiting SA needs to be measured against SA’s structurally vulnerable economy and poor vaccine roll-out leading to
extended lockdowns and delayed business activity. Fair value appears to be between USD14.00 – USD15.00.

N

Underweight

Moderately
underweight

N

Neutral

Moderately
overweight

Overweight
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