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In a sweet spot, for now
Global
Global equity markets have continued to drift
higher and in some cases, have reached new
record highs. Developed economies are in a
“sweet spot” of moderately above trend growth
accompanied by low inflation and easy monetary
policy with only the US likely to continue to
gradually hike key interest rates. As a result, we
expect global markets to continue drifting higher
given this supportive environment but will be
vulnerable to any news that upsets industry
consensus on moderate growth, low inflation and
low interest rates.

The US interest rate markets are pricing in less
than one FED rate hike until the end of 2018 but
given the rising inflation (albeit slow) backdrop
we expect at least two rate hikes over the next
twelve months. US treasuries could therefore be
vulnerable in the event of any inflationary
surprises. However, if inflation does surprise on
the upside, this could be supportive of the dollar
and US equities.

US core inflation – likely to rise

So far, US inflation has
surprised
on
the
downside, with core
inflation for August
reported at only 1.7%
but it’s likely that this will
start to pick up in
coming months as the
unemployment rate has
been below 4.5% since
March 2017 and the
economy is currently
near full capacity.
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In Europe, the strength of the Euro has been the
main theme in 2017 so far which has dampened
the economic recovery somewhat but is
nonetheless recovering. The ECB is the main
factor standing in the way of further currency
strength as it could start warning about the
deflationary impact of the strength in the euro
and potentially delay the tapering of quantitative
easing.

We are currently witnessing an unusual
convergence in the global economy. Global
industrial production currently stands at 3.7%
year on year, the highest it’s been in five years.
Also, emerging market and developed market
growth rates have not been this similar since
2001.

Global Industrial Production – the great convergence

Source: Yardeni Research October 2017

The rise in industrial production has been very supportive of industrial metal prices, up 20% year on year.
Expectations by most economists are for global GDP to continue to grow above 3.5% for the next two
years which implies an extension of industrial production and metal prices.

2|Page

IMF hikes global growth forecast
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While the global backdrop
remains
supportive
of
emerging markets in the near
term, there are three potential
catalysts for weakness in this
asset class.

impact on commodity prices
accompanied by a global
disinflationary impulse which
will likely lead to heightened
volatility in emerging markets
and currencies.

Firstly, Chinese economic
growth has beat expectations
year to date mainly due to
higher credit extension but
also due to synchronised
global growth. It is however
possible that growth in credit
extension and infrastructure
projects might slow after the
upcoming
Chinese
Communist Party conference
as growth initiatives were
more than likely “fast tracked”
to ensure impressive growth
around the Party conference.
This could have a negative

Secondly, higher inflation in
the US offers a potential
headwind
for
emerging
markets given higher recent
earnings growth. Despite
inflation in the US being low,
improving labour market
conditions and rising wages
could at some point reverse
this trend.
Thirdly, is rising debt levels in
China. According to the IMF,
China’s economy is reliant on
too much debt and the
enormous boom in credit

could lead to a new financial
crisis.
“International
experience suggests that
China’s
current
credit
trajectory is dangerous with
increasing
risks
of
a
disruptive adjustment and/or
a marked growth slowdown,”
the report said.
GDP in the world’s second
largest economy is set to
grow by 6.7% this year and
6.4% next year, better than
the 6.6% and 6.2% growth
rates the IMF forecast at the
beginning of the year.
Moreover,
synchronized
global growth and continued
government spending should
see
these
levels
be
maintained in the near term.

Chinese debt is ballooning

Source: UK Telegraph October 2017

“Sustainable growth - growth that can be achieved without excessive credit expansion - was likely much
lower than actual growth over the last five years,” the IMF said.
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Analysts at the organisation estimate that if
credit was growing at a sustainable rate, GDP
would have increased by an average of 5.3% per
year from 2012 to 2016 rather than the 7.3%
reported. A slowdown in this economy will have

a severe impact on emerging market economies
and markets.
However, despite the above risk, we expect
Chinese authorities to continue to “engineer”
growth of 6% to 6.5% to calm any fears.

Local
Minister Gigaba delivered a sobering mid-term
budget with plenty of reality checks. The fiscal
deficit increased to 4.3% of GDP from 3.1%
previously due to lower than expected tax
collections (lower GDP growth) and is now more
in line with IMF forecasts. The shortfall will partly
be addressed by selling a R4bn stake in Telkom.
Some of the proceeds will also be used to save
SAA and the Post Office from bankruptcy. A
case of throwing good money after bad money
then. Unfortunate.
A bit surprising was a rather sharp reduction in
economic growth expectations with the Ministry
cutting growth for 2017 to 0.7% from 1.3%
announced in February which again is spot-on
with the latest IMF forecast.
Following the budget, bond yields spiked to 9.2%
(8.5% at the beginning of October) accompanied

by the rand breaking through the key R14 to the
dollar level given the expected fiscal shortfall and
the funding thereof. The jump in the 10 year
bond yield obviously means that servicing of new
long term debt will be more expensive, further
worsening the deficit. A mitigating factor is that
most of government debt in the form of long term
bonds is owned by locals, with debt owed to
foreigners amounting to only 2% of GDP.
Post the mid-term speech, economists now
expect Moody’s as well as S&P to downgrade
local currency debt by at least one notch to BB+.
The declining GDP per capita, worsening debt to
GDP and deteriorating fiscal position have
heightened the risk of further downgrades
towards the end of November whereas previous
expectations were only for downgrades in March
next year.

SA gross debt to GDP – outlook worsened after budget

Source: JP Morgan October 2017
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The weakening currency could cause inflation to
rise again (after entering a declining trend) which
will make a further rate cut in the fourth quarter
unlikely putting more strain on very poor
consumer sentiment.
The political outcome after December will also
be a key consideration for prospects in 2018. A
potential outcome at this stage is too close to call
but a compromise outcome is however likely. As
things stand now, we are in a binary trade
situation with the rand and bonds moving either
way. If there is no change, expect further rand

weakness accompanied by spiking bond yields
and the inverse occurring if a positive change
occurs.
Despite some headwinds, we remain positive on
local equities, particularly rand hedges given the
potential downgrades. The SA equity market is
trading on a forward price earnings ratio of 15
and 13 if Naspers is removed which is not
onerous compared to historical standards.
Furthermore, nearly 40% of the market has
dividend yields that exceed 4%, the highest
proportion since 2011.

SA Equities price/earnings ratio - inexpensive ex Naspers

Source: Investec Bank October 2017

The post Nenegate period has seen consistent
large outflows from the local equity market
accompanied by large inflows into local bonds
due to the attractive yield differential between
local and foreign bonds.
We anticipate that foreign selling of local equities
could very well reverse as we expect earnings

upgrades to be forthcoming given the improved
global growth backdrop and large rand hedge
component of the local market. A positive result
at the ANC elective conference will lend further
support to local equities. We also expect
commodity prices to remain firm due to
improving global growth which will also support
local earnings.
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To conclude:
•

Developed economies are in a “sweet spot” of moderately above trend growth accompanied by low
inflation and easy monetary policy with only the US likely to continue to gradually hike key interest
rates

•

US inflation has surprised on the downside but is likely to pick up in coming months as the
unemployment rate has been below 4.5% since March and the economy is near full capacity

•

The ECB is the main factor standing in the way of further euro strength as it could start warning about
the deflationary impact of the strength in the euro and potentially delay the tapering of quantitative
easing

•

Global industrial production currently stands at 3.7% year on year, the highest it’s been in five years.
Also, emerging market and developed market growth rates have not been this similar since 2001

•

Despite Chinese debt concerns, we expect authorities to continue to “engineer” growth of 6% to 6.5%
to calm fears

•

Minister Gigaba delivered a sobering mid-term budget. The fiscal deficit increased to 4.3% of GDP
from 3.1% previously due to lower than expected tax collections

•

The shortfall will partly be addressed by selling a R4bn stake in Telkom

•

The political outcome after December will be a key consideration for prospects in 2018. A potential
outcome at this stage is too close to call but a compromise outcome is likely

•

We remain positive on local equities, particularly rand hedges given more potential downgrades

Sincerely

Chris Botha

This publication is issued by Imara Asset Management SA (Pty) Ltd, a Licensed Financial
Services Provider, 884. This article is provided for general information only and should not
be viewed as a recommendation or a solicitation of an offer to buy, sell or hold a security or
investment. The information may discuss general market activity or industry trends and is not
intended to be relied upon as a forecast, research or investment advice. Any statements
regarding future events or other similar statements constitute only subjective views, are
based upon expectations or beliefs, and are subject to change due to a variety of factors,
including fluctuating market conditions, and involve inherent risks and uncertainties. The
information contained herein has been obtained from sources which and persons whom we
believe to be reliable but is not guaranteed for accuracy, completeness or otherwise. The
information presented and views expressed are as at the date hereof and are subject to
change. Securities or financial instruments mentioned herein may not be suitable for all
investors. Securities of emerging and mid-size growth companies typically involve a higher
degree of risk and more volatility than the securities of more established companies. The
recipient of this article must make its own independent decisions regarding any securities or
financial instruments. Past performance is not indicative of future results, and investors may
get back less than they invested.
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