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FEARING HURRICANE POWELL

Dave Mohr and Izak Odendaal, Old Mutual Mult-Managers

Hurricane Michael smashed into the US Gulf Coast last week, leaving a
frail of destruction in its wake. It unexpectedly and rapidly developed from
a fropical sform into one of the most powerful Category 4 hurricanes in
decades. Similarly, it seemed like a storm tore through global markets over
the past two weeks, also with litle warning.

In very simple terms, the market is worried about rising US interest rates.
Even President Trump asked if the Federal Reserve [the Fed) had gone
crazy. In fact, the Fed has been very clear for a while that rates would be
rising, but at o gradual pace, as it has been since 2015. What has
changed is that investors increasingly believe the Fed, having until recently
doubted it. The Fed's so-called dot plot — a summary of the forecasts of its
various policymakers — points to ifs policy rate hitting 3.4% by the end of
2020 from 2.25% currently. The 2-year government bond yield, which
should closely reflect these expected rate increases, was only 1.9% af the
start of the year. It is now a full percentage point higher. However, five
years ago, it was only 0.6%, so much of the adjusiment is already behind
us. The benchmark 10-year bond yield spent most of the year hovering
around 3%, but shot up to 3.2% recently, before pulling back somewhat.

STRONG, BUT NOT OVERHEATING

Fed Chair Jerome Powell has vowed fo follow a pragmatic approach of
considering the incoming data, rather than being guided by the largely
theoretical constructs of “natural” unemployment and interest rates. But the
incoming data has been particularly strong for the US, with the unemployment
rate declining to 3.9%, a level last seen when Neil Armstrong set foof on
the moon. Therefore higher interest rates are warranted.

Importantly, despite the strong economy, there is no sign of overheating
in the US, with inflation sfill well-behaved and wage growth sfill below
3%. In fact, the latest consumer price reading showed inflation coming in
below expectations at 2.3%, the lowest inflation rate in seven months.
Therefore, there is sfill no reason to expect that Powell and company will
have to, or will want fo, hike rates aggressively.

Markets are re-pricing inferest rate expectations, rather than questioning
the strength underlying economic growth and profit-generating ability
of US companies.

For the world economy as a whole, the outlook is still good, but somewhat
less rosy. The latest World Economic Outlook by the International Monetary
Fund (IMF) shows that global growth in 2018 and 2019 is likely to be
slightly below the April prediction. But the 3.8% real growth expected in
both years is still solid compared to the preceding years. Europe and
several non-oil producing emerging markets have seen their forecasts cut.
While the IMF warned about high global debt levels, interest rates remain
historically low (even in the US) and borrowers are generally sfill in a
position fo service debts, outside isolated cases like Turkey.

TECH WRECKED

The consensus view of Donald Trump’s frade wars is also shifting. Having
seffled with Europe and his North American neighbours, he has focused
his aftention on China. And while he has railed against China’s trade
surplus with the US and intellectual property theft, there is a camp in the
White House that clearly wants to limit China’s rise as a superpower,
especially in the arena of technology and given growing cybersecurity
concerns. Currently however, most US technology companies rely heavily
on China for manufacturing computer chips and other components. Apart
from the prospect of higher interest rates, which should lower the price-
earnings mulfiples shares trade on, tensions with China have weighed on
the highlying tech sector particularly heavily. The NYSE FANG+ shares
(including many market-darlings like Apple, Amazon and Google) have
fallen 9% in October alone, versus 5% for the broader US market. China's
biggest fech sfock, Tencent — and also South Africa’s, due fo the Naspers
shareholding — has declined by 30% this year.

COLLATERAL DAMAGE

We thankfully don't have hurricanes in South Africa, but our markets almost
never escape global financial storms. The JSE has therefore taken blows
from all sides. Local economic growth has been disappointing this year
and political uncertainty refurned affer a brief spell of “Ramaphoria”. The
negative sentiment towards emerging markets has seen capital oufflows
from many of these markets. And of course, when the American market
stumbles, other markets fend to fall over. Finally, there have also been a
number of stock-specific issues that have litlle o do with the macroeconomic
environment but relate to governance (MTN, Steinhoff and Resilient),
industry disruption (British American Tobacco) and offshore acquisitions
that have not worked out (Mediclinic, Woolworths and Aspen). Literally
only a handful of shares have not seen losses this year, and some share
prices have fallen as if it is a repeat of the 2008 crash.

The FTSE/JSE All Share Index is therefore down 7.5% yearto-date, and
longerterm returns have been dragged down. However, a lof of bad news
is now being priced info the market, and the current forward price-earnings
ratio is at a fiveyear low, suggesting decent real refurn prospects going
forward.

BONDS ALSO STRUGGLED

local bonds have also struggled in the face of ouflows from emerging
markets and rising US bond yields (bond prices and yields move in opposite
directions). The local 10-year government bond yield has increased from
8.6% at the start of the year to 9.26% at the end of last week. Unlike in
the US, the yield is high enough to offset the decline in bond prices this

year and the All Bond Index is still in positive territory yearfo-date.
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At current levels, bond yields are still very affractive, and appear to price
in Reserve Bank interest rate hikes. Though inflation is likely to rise in the
face of the higher oil price, it is unlikely to result in a sustained breach of
the inflation target range, and the medium-term inflation outlook is sfill
bondriendly. Meanwhile, the appointment of the highly regarded Tito
Mboweni as finance minister clears up a source of uncertainty ahead of
next week's Medium Term Budget Policy Statement. (MTBPS). The MTBPS
will be largely finalised already, and if Minister Mboweni intfroduces
changes fo fiscal policy it will only plausibly be felt in next year's Budget.
Longer term, he can be expected fo place an emphasis on continued fiscal
consolidation and steer the mix of spending fo better support economic
growth [more capifal spending relafive to wages).

As the economy has performed much worse than expected this year, the
MTBPS is likely o see the 3.6% of GDP deficit target missed for the current
fiscal year, and deficit projections for the following years also raised
slightly. This will largely be priced in already.

The final risk factor for bonds is credit ratings. Moody’s, the only agency
that rates South African local currency government debt (90% of the total)
as investment grade, postponed its expected ratings announcement, without
providing a new dafe. South Africa therefore remains a member of the
FTSE World Government Bond Index. Removal would have resulted in
indextracking funds pulling more capital from the bond market. Most
foreign investors, however, care more about returns than credit rafings,
and as sentiment towards emerging markets soured, they pulled out R50
billion from the local bond market this year, according to JSE data. This

money can easily refurn once the dust has seffled.

RIDERS OF THE STORM

Meteorologists are often teased for their forecasting record, but forecasting
markets is even more difficult. Storms are complex natural occurrences,
but are sfill the result of physical forces. Markets are shaped by human
psychology, the sentiment changes of millions of individual decision-makers.
In the short term, anything can happen. Over time though, market prices
do converge on underlying economic realifies. Our role is to assess which
asset classes have diverged too far from the economic reality, increase
exposure fo the cheap ones and avoid the over-priced ones, while ensuring

appropriate diversification.

At risk of stretching the hurricane mefaphor too far, unlike a real hurricane,
the damage from stormy market conditions is not permanent. It is only
when they sell out that investors lock in any losses. Sitting out a hurricane
in your house can be dangerous, but riding out market volatility is usually
the best approach.
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INDICATORS

EQUITIES - GLOBAL

DESCRIPTION INDEX CURRENCY | INDEX VALUE | WEEK MONTH-TO-DATE | YEAR-TO-DATE 1 YEAR
Global MSCI World Us$ 2045.0 -4.93% -6.36% 2.76% 1.04%
United States S&P 500 Us$ 2767.0 -4.12% -5.04% 3.48% 8.47%
Europe MSCI Europe Us$ 1599.0 -3.96% -6.44% -11.02% -10.02%
Britain FTSE 100 Us$ 9 203.0 -4.14% -5.97% -11.52% -8.17%
Germany DAX Us$ 1254.0 -4.86% -6.84% -10.66% -12.00%
Japan Nikkei 225 Us$ 202.2 -3.30% -4.68% 0.08% 8.43%
Emerging Markets MSCI Emerging Markets US$ 955.0 -4.60% -8.87% -17.53% -14.88%
Brazil MSCI Brazil Us$ 1917.0 3.90% 10.87% -5.24% -10.42%
China MSCI China Us$ 69.7 -6.75% -11.70% 21.25% -18.76%
India MSCI India us$ 496.0 -1.40% ©9.15% -18.82% -12.98%
South Africa MSCI South Africa Us$ 413.0 -3.28% -10.99% -31.74% 21.78%
EQUITIES - SOUTH AFRICA (TR UNLESS INDICATED OTHERWISE)

DESCRIPTION INDEX CURRENCY | INDEX VALUE | WEEK | MONTH-TO-DATE | YEAR-TO-DATE 1 YEAR
All Share (Capital Only) All Share (Capital Index) Rand 53473.0 -1.72% -4.01% -10.14% -7.40%
All Share All Share (Total Return) Rand 7 814.0 -1.70% -3.84% -7.53% -4.49%
TOP 40/large Caps Top 40 Rand 6 892.0 2.05% -4.38% 7.47% -5.16%
Mid Caps Mid Cap Rand 14831.0 0.75% -0.62% -12.63% -5.98%
Small Companies Small Cap Rand 19 054.0 -0.62% -1.68% -9.36% -8.23%
Resources Resource 20 Rand 27574 -4.21% -2.70% 20.61% 22.60%
Industrials Industrial 25 Rand 12 706.0 -1.34% -4.65% -15.94% -16.18%
Financials Financial 15 Rand 8 879.0 0.13% -4.97% -8.53% 4.67%
Listed Property SA Listed Property Rand 1914.6 1.84% 0.18% 22.30% -18.18%
FIXED INTEREST - GLOBAL

DESCRIPTION INDEX CURRENCY | INDEX VALUE | WEEK MONTH-TO-DATE | YEAR-TO-DATE 1 YEAR
Global Government Bonds Citi Group WGBI US$ Q17.4 -0.62% -1.48% -3.24% 2.37%
FIXED INTEREST - SOUTH AFRICA

DESCRIPTION INDEX CURRENCY | INDEX VALUE | WEEK MONTH-TO-DATE | YEAR-TO-DATE 1 YEAR
All Bond BESA ALBI Rand 607.8 0.08% -1.33% 3.42% 6.31%
Government Bonds BESA GOVI Rand 601.5 0.04% -1.48% 2.59% 5.47%
Corporate Bonds SB JSE Credit Indices Rand 114.0 0.26% -1.82% 9.66% -14.86%
Inflation Linked Bonds BESA CllI Rand 253.9 0.29% 0.61% 0.53% 1.41%
Cash STEFI Composite Rand 404.6 0.13% 0.27% 5.65% 7.26%
COMMODITIES

DESCRIPTION INDEX CURRENCY | INDEX VALUE | WEEK MONTH-TO-DATE | YEAR-TO-DATE 1 YEAR
Brent Crude Oil Brent Crude ICE Us$ 80.6 -5.06% -2.93% 20.25% 41.35%
Gold Cold Spot Us$ 1218.0 1.25% 2.18% -6.09% -6.02%
Platinum Platinum Spot us$ 837.0 1.82% 2.95% -10.00% -10.77%
CURRENCIES

DESCRIPTION INDEX CURRENCY | INDEX VALUE | WEEK MONTH-TO-DATE | YEAR-TO-DATE 1 YEAR
ZAR/Dollar ZAR/USD Rand 14.52 1.82% -2.50% -14.71% -7.20%
ZAR/Pound ZAR/GBP Rand 19.11 1.41% -3.51% -12.40% -6.49%
ZAR/Euro ZAR/EUR Rand 16.79 1.42% -2.22% -11.51% -5.08%
Dollar/Euro USD/EUR Us$ 1.16 0.86% 0.09% 3.53% 1.72%
Dollar/Pound Usb/GBp us$ 1.32 0.29% -1.18% 2.62% 1.10%
Dollar/Yen usb/JpY us$ 0.01 -1.32% -1.29% -0.39% 0.12%

Source: Net, figures as at 12 October 2018
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ASSET MANAGER MOVEMENTS

There were no manager movements over the past week.

THE WEEK AHEAD

SOUTH AFRICA

® Retail sales

® Mining production

UsS

® Refail sales

® Job openings

¢ Industrial production

¢ Housing starts and building permits

¢ leading indicator

EUROPE

e Fuyrozone trade balance
e Eurozone inflation
e Germany ZEW Sentiment Index

CHINA

o Inflation

e Refail sales

¢ Industrial production
o Third quarter GDP

JAPAN

e Tankan survey

e Trade balance

Whilst every care has been taken in compiling the information in this document, the information is not advice and Old Mutual Multi-Managers and/or its
associates, do not give any warranty as to the accuracy or completeness of the information provided and disclaim all liability for any loss or expense, however
caused, arising from any use of or reliance upon the information. Please note that there are risks associated with investments in financial products and past

performances are not necessarily indicative of future performances.
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