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If anyone needed reminding that financial markets and the 
economy can have very divergent fortunes in the short term, 
last week provided more evidence. The longstanding debate 
over the different fortunes of ‘Wall Street’ and ‘Main Street’ in 
the US has gone into overdrive in the past few weeks. Since 
March 23, the S&P 500 has bounced almost 30% from its slump, 
but a record 39 million Americans have applied for unemployment 
benefits. 

Locally, the rand broke below R18 to the dollar for the first time 
since late March despite the absence of any good news. Only 
on Sunday evening did we learn that the country will move to 
Level 3 lockdown on 1 June, even though the number of 
confirmed Covid-19 cases continues to rise alarmingly. 

This implies the lockdown is not working as well as hoped, 
perhaps because it is virtually impossible to observe social 
distancing in high density low income communities. There are 
many differing opinions on this, but one objective fact remains: 
governments are in unchartered territory and there is no 
playbook for managing this situation, here or anywhere else. 
It continues to be a delicate balancing act.

DEPRESSED OUTLOOK
The depressed state of the local economy can be simply 
explained by the following observation: South Africa was in 
recession even before the Covid-crisis and then implemented 
one of the strictest lockdowns in the world. 

Unfortunately, many of the restrictions seem to have been 
unnecessary and unrelated to public health reasons. Some of 
these have been relaxed (such as allowing e-commerce and 
takeaway deliveries) but a lot of damage has been done. Some 
purchases, such as buying a car or a fridge or flip-flops can 
easily be deferred. But it is unlikely that anyone will make up 
for the takeaway pizzas they couldn’t consume during Level 5 
lockdown. Similarly, there is bound to be a spike in purchases 
when alcohol sales are allowed, but not nearly enough to recover 
lost income for the industry. Each affected industry has a supply 
chain that reaches into often-forgotten corners, including 
packaging, logistics, marketing, finance and insurance. 

Useful official numbers on the state of the economy are hard 
to come by. It usually lags by a month or two, but also the work 
of gathering data has been severely disrupted. Mining, 
manufacturing and retail numbers for February released by 
Stats SA tell us nothing except that the economy was on the 
back foot going into the Covid crisis. It also makes forecasting 
very difficult.

The Reserve Bank now expects the local economy to contract 
by 7% this year, compared to the 6% contraction it forecast in 
April. If realised it would be the worst calendar in 75 years of 
modern growth accounting. Moreover, it will be the first time 
that nominal economic growth – real economic growth plus 
inflation – turns negative. Even during the severe recessions of 
the 1980s, nominal economic activity continued to grow – money 
was still circulating in the economy and incomes were still 
rising. It was just growing less than inflation. 
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Source: SA Reserve Bank

Inflation itself is expected to average 3.4% in 2020 and 4.4% in 
2021 and 2020, according to the Reserve Bank’s latest forecasts. 
That is close to the midpoint of its inflation target range, but it 
is more likely to undershoot than overshoot given the weakness 
of the domestic and global economies. The current Covid-shock 
is deeply deflationary, both here and abroad.

Faced with this outlook, the Reserve Bank’s Monetary Policy 
Committee (MPC) cut the repo rate to 3.75% last week. It is the 
first time it declined below 4% since its introduction in 1998 as 
the Bank’s main policy instrument. The prime overdraft rate, 
which is the benchmark rate used by banks for mortgage and 
other loans, fell to 7.25% for the first time since 1966. 

CHART 2: PRIME OVERDRAFT RATE SINCE 1960

Source: Refinitiv Datastream

Even so, the size of last week’s cut feels timid. The Reserve 
Bank’s model suggests a further two interest rate cuts of 25 
basis points each this year, but that is only a guideline. Given 
the size of the shock to the economy, more stimulus is warranted. 
Other central banks have adopted a ‘whatever it takes’ approach, 
while ours repeatedly stresses the limits of monetary policy 
and the need for structural reform. The latter is of crucial 
importance, but the Bank can assist by creating space for it to 
take place. 

CHART 1: SA ANNUAL REAL ECONOMIC GROWTH WITH 
FORECASTS FOR 2020 - 2022
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In the post-meeting press conference, Governor Kganyago was 
reluctant to elaborate on the Bank’s intervention in the bond 
market, except to emphasise that the objective was only to 
ensure its smooth functioning, for instance when foreign 
investors were selling in droves. Rightly or wrongly, the Bank 
does not want to even be seen to be getting mixed up in fiscal 
policy, the preserve of Treasury. The unsaid implication is also 
that it does not want to take pressure off government to 
implement reforms that will win back the confidence of investors 
the old- fashioned way. 

NEED TO FLATTEN THE (YIELD) CURVE
The problem with this stance is that the impact of its rate cuts 
are blunted by the fact that long-term rates remain elevated. 
For example, a bank can borrow in the money market at around 
4% and buy a 20-year government bond yielding at 11%, potentially 
earning a better return than lending the money out as a home 
loan at a prime rate of 7.25%. It doesn’t exactly encourage the 
latter. 

Even though long-term yields have come down since the height 
of the financial panic in March, the gap between short- and 
long-term yields is as high as it’s ever been. Such a steep yield 
curve, to use the jargon, represents failed monetary policy 
implementation.

CHART 3: SPREAD BETWEEN 3-MONTH AND 10-YEAR SA 
GOVERNMENT BOND YIELDS %

Source: Refinitiv Datastream

However, it represents an opportunity for investors, one of the 
few that stand out at the moment. Clearly, as short-term interest 
rates decline, being in cash-like investments (such as money 
market funds) becomes less and less attractive. Moving up the 
yield curve implies taking on more risk, for sure, but it comes 
with the reward of higher yields. 

This is not the case in the UK, for instance, where short-term 
rates are basically zero, and long-term yields are not much 
more than 1%. Taking on duration risk (longer-dated bonds 
tend to have higher capital volatility in response to interest rate 
changes) is not worth it. 

There is a serious debate underway as to whether the longer-
term implications of the current global situation are deflationary 

or inflationary. The near term is clearly a deflationary environment, 
but over the longer term there is an argument that companies 
will focus less on efficiency and managing costs, and place a 
greater emphasis on resilience and managing risks. This would 
imply upward pressure on prices that may or may not be offset 
by technological improvement. Either way, it will not require a 
lot of inflation to wipe out returns from government bonds in 
the developed world. And it’s no longer just the US, Japan and 
Europe: Australia, New Zealand, Canada and Singapore have 
10-year yields below 1%, while South Korea’s is only marginally 
above. 

MANAGING RISK
There are two main risks associated with buying South African 
bonds. The most immediate is another episode of global risk 
aversion that leads to more foreign selling. Foreign ownership 
of local bonds has declined from 42% to 31%, but remains 
relatively high. The longer-term risk is that the jump in government 
borrowing will put upward pressure on yields. That is a risk, but 
the risk of the government defaulting on its obligations is small, 
and therefore there is a high degree of certainty that investors 
will receive the interest payments.

Is there a risk of the government trying to inflate away its debt 
burden? As a general point, in the aftermath of the 2008 financial 
crisis it was widely assumed that governments in developed 
countries would turn to inflation to erode their burgeoning 
debt burdens. However, policymakers failed spectacularly in 
raising inflation. It turns out that inflation cannot be turned on 
and off with a switch, unless you really start running the printing 
presses hard and putting the money directly in people’s hands 
(as opposed to keeping it inside the financial system, as in the 
case of quantitative easing). As discussed above, the Reserve 
Bank’s deep reluctance to steer away from orthodox policies 
means this is a non-starter. If anything, the same economic 
weakness that will give rise to rising government debt will also 
put downward pressure on inflation.

DIVERSIFICATION IS WHAT THE 
DOCTOR ORDERED
As with all risks, the trick is to balance them against potential 
upside, and also to maintain some sort of insurance. For instance, 
a healthy dose of global exposure offsets the fiscal risks, since 
the rand is always the first domino to fall, as we’ve seen again 
this year. But the rand could also continue appreciating from 
oversold levels, in which case local assets could outperform. 
Within fixed income portfolios, inflation-linked bonds protect 
against unexpected long-term inflation and also offer attractive 
yields. And just because the yield curve is steep, doesn’t mean 
it is necessary to climb all the way to the top. Although cash 
doesn’t offer much by way of real returns, it can be used to buy 
other assets when opportunities present themselves. Since we 
cannot predict what will happen in the next few months, much 
less the next few years, diversification is what the doctor ordered. 

And speaking of doctors, let’s salute all the brave and dedicated 
healthcare workers on the frontline of the battle against Covid-19.



Source: I-Net, figures as at 22 May 2020
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EQUITIES - GLOBAL

DESCRIPTION INDEX CURRENCY INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1 YEAR

Global MSCI World US$  2 074.0 3.70% 1.02% -12.04% -2.08%

United States S&P 500 US$  2 949.0 3.36% 1.27% -8.73% 2.97%

Europe MSCI Europe US$  1 413.0 5.21% -0.28% -20.80% -13.31%

Britain FTSE 100 US$  7 352.0 4.68% -1.06% -26.49% -21.07%

Germany DAX US$  1 148.0 8.00% 1.54% -15.39% -9.46%

Japan Nikkei 225 US$  191.0 2.83% -13.47% -12.24% -0.78%

Emerging Markets MSCI Emerging Markets US$  930.0 3.22% 0.54% -16.59% -6.91%

Brazil MSCI Brazil US$  1 238.0 11.23% 0.32% -47.83% -36.87%

China MSCI China US$  82.6 2.05% 1.66% -3.01% 8.87%

India MSCI India US$  440.0 0.03% -6.58% -25.67% -25.04%

South Africa MSCI South Africa US$  335.0 8.77% 5.68% -29.92% -27.33%

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  51 023.0 3.89% 1.36% -10.62% -8.11%

All Share All Share (Total Return) Rand  7 867.0 3.88% 1.37% -9.17% -4.70%

TOP 40/Large Caps Top 40 Rand  7 250.0 3.93% 1.91% -5.56% -1.13%

Mid Caps Mid Cap Rand  12 311.0 5.63% -0.59% -30.49% -19.69%

Small Companies Small Cap Rand  11 846.0 -0.94% -6.22% -31.20% -34.03%

Resources Resource 20 Rand  3 239.1 7.80% 3.62% -4.00% 10.03%

Industrials Industrial 25 Rand  14 555.0 0.36% 2.60% 5.62% 8.64%

Financials Financial 15 Rand  6 001.0 8.64% -5.67% -36.12% -38.04%

Listed Property SA Listed Property Rand  1 043.6 7.92% 0.25% -44.40% -45.10%

FIXED INTEREST - GLOBAL

DESCRIPTION INDEX CURRENCY INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1 YEAR

US Aggregate Bond 
Index

Bloomberg Barclays US$  518.6 0.55% -0.27% 1.35% 6.07%

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION INDEX CURRENCY INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1 YEAR

All Bond BESA ALBI Rand  712.8 4.27% 7.58% 2.05% 6.98%

Government Bonds BESA GOVI Rand  704.9 4.27% 7.66% 2.04% 6.86%

Inflation Linked Bonds BESA CILI Rand  253.7 0.16% 0.00% -2.45% -2.99%

Cash STEFI Composite Rand  452.2 0.11% 0.34% 2.57% 7.06%

COMMODITIES

DESCRIPTION INDEX CURRENCY INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1 YEAR

Brent Crude Oil Brent Crude ICE US$  36.1 15.84% 38.69% -45.36% -49.92%

Gold Gold Spot US$  1 736.0 1.28% 1.11% 13.91% 36.05%

Platinum Platinum Spot US$  842.0 9.78% 8.37% -13.29% 3.57%

CURRENCIES

DESCRIPTION INDEX CURRENCY INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1 YEAR

ZAR/Dollar ZAR/USD Rand  17.60 4.83% 5.26% -20.45% -18.18%

ZAR/Pound ZAR/GBP Rand  21.50 4.98% 8.51% -13.67% -14.93%

ZAR/Euro ZAR/EUR Rand  19.27 3.50% 5.32% -18.56% -16.59%

Dollar/Euro USD/EUR US$  1.10 -1.82% -0.45% 1.91% 1.82%

Dollar/Pound USD/GBP US$  1.22 0.08% 3.09% 8.82% 3.91%

Dollar/Yen USD/JPY US$  0.01 0.36% 0.40% -1.00% -2.63%
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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.

THE WEEK AHEAD

SOUTH AFRICA
• Producer inflation

• Credit growth

• Trade balance

US
• House price index

• New and pending home sales

• Durable goods orders

• Personal income and spending

EUROPE
• Eurozone economic sentiment indices

• Eurozone credit growth

• Eurozone inflation
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Old Mutual Multi-Managers is a division of Old Mutual Life Assurance Company (South Africa) Limited. Registration number 1999/004643/06.
Old Mutual Life Assurance Company (South Africa) Limited is a licensed financial services provider, FSP 703, authorised in terms of the Financial Advisory
and Intermediary Services Act 37 of 2002 to furnish advice and render intermediary services with regard to long-term insurance and pension fund benefits
as well as providing intermediary services as a discretionary investment manager.


