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We catch up on the events currently shaping the globaeconomy.

Where is the global economy heading?

That is a question aptly asked recently by high stock prices and exports will boost

the United Nations Conference on Trade
and Development (UNCTAD) in it2018
Trade and Development ReportThe
publ i cat Power Platforms and
the Free Trade Delusioa
answer this question by concluding that
little has changed since the 2008 global
financial crisis. In fact UNCTAD laments
that although over the course of the past

decade the global economy has recoveredstruggle to effectively reverse its

from the crisis, in the absence of steady
wage growth and productive investments

at t emptteantewen larger danger: a loss of trust in

While policymakers tell themselves that

average incomes, for UNCTAD the fact is
that most of the gains have already been
captured by those at the very top of the
pyramid. It warns that these trends point

the system.

It is within this global conundrum that a
struggling economy like ours continues to

omi sfortunes©é. Wi t h
fallen into a technical recession, President

in the real economy, the only direction left Cyril Ramaphosa recently launched an

to go is down.

Thanks to the trillions of dollars of
liquidity that major central banks have
pumped in to the global economy over
the past decade, asset markets have
rebounded, company mergers have gone
into overdrive, and stock buybacks have
become a benchmark of managerial
acumen. Yet by contrast, the real
economy according to UNCTAD has
spluttered along through ephemeral
bouts of optimism and intermittent talk of
downside risks.

economic stimulus and recovery plan to
boost economic productivity. In one of
our features this month we explore the
ways in which this initiative plans to prop
up the ailing domestic economy. Also
make sure not to miss our monthly
HouseviewReportas well as the latest
trends shaping the world of wealth and
philanthropy.

Winston Monale
Managing Executive, Wealth
Management: Africa

Al'l of this and
edition of The Benchmark Enjoy.

more in this

mont hos



House View

Local Economic Outlook

GDP Outlook

The economy of South Africa slipped into
a technical recession after recording two
consecutive quarteron-quarter (g/q)
contractions in real gross domestic
product (GDP). The 2018 second quarter
(Q2) GDP figure came in below market
consensus to register a print 0£0.7%

g/q. After contracting by 33.6% qg/q in

the first quarter (Q1) of 2018, agriculture
continued its trajectory by contracting a
further 29.2% q/q in Q2 & contributing -
0.8 percentage points to the Q2 print.
This is largely driven by drought effects
and the lag between planting and harvest
d having an impact on the base. Going
forward we expect these drought effects
to subside over time.

With high levels of fuel price inflation,
transport shrunk by 4.9% q/q,
contributing -0.4 percentage points to the
GDP print.

A stubbornly elevated unemployment rate
and an above 70% debtto-disposable
income ratio have led to a debt

remained flatd low corporate profitability,
reduced global liquidity and heightened
emerging market riskoff sentiments have
led to negative inventories with a GDP
contribution of -2.9 percentage points.

Exports, and in particular mining, have
benefited from a weakening South African
rand (ZAR) against the United States
dollar (USD) over the period which led to
a more competitive pricing of our
exported commodities in the global
markets. The rand has continued to
weaken in the third quarter, however
global trade tensions threaten to provide
headwinds to this component, with
already depressed metal prices in USD
denominated terms.

President Cyril Ramaphosa announced a
fiscal stimulus package that is centred on
reprioritising ZAR50 billion in the existing
budget to initiatives that will increase
economic growth and reduce
unemployment. The stimulus package
also includes reduced regulation to
encourage and promote economic activity

consolidation phase for consumers, where from the private sector by minimising

private credit extensions have remained
flat in real terms. Resulting in household
final consumption expenditure shrinking
by 1.3% qg/q, contributing -0.8
percentage points to GDP.

Although gross fixedcapital formation

barriers to participation. We look to an
increased composite lead cycle business
indicator and the
stimulus package in maintaining our 2019
GDP forecast of 1.5%, but have revised
our 2018 forecast downward to 0.6%.

Figure 1: 2018Q2 GDP Contribution by Industry

Ricardo Smith
Investment Strategist, GI&S

Exports, and in particular
mining, have benefited
from a weakening South
African rand (ZAR)
against the United States
dollar (USD) over the
period which led to a
more competitive pricing
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commodities in the
global markets.
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Local Economic Outlook

Figure 2: 2018Q2 GDP Contribution by Expenditure
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Source: Bloomberg, August 2018
Inflation Outlook
On the 20" of September 2018, in stubbornly elevated above 70 USD/barrel
accordance with the Forward Rate over the next 2 to 3 years. On currency,
Agreement (FRA) market, the South we are pricing in a moderate ZAR
African Reser ve Ba n depreciationagainstthe USD thatis ary

Policy Committee (MPC) decided to leave broadly in-line with the interest rate

interest rates unchanged. This is after the differentials of the respective government

August consumer price inflation print bond yields.
came in below market expectation at

4.9% yearon-year (y/y), which is 1.1 The South African government provided

percentage poi nts wsometemporal relief, by moderately

upper-bound target of 6%. cutting fuel levies in an attempt to absorb

Notwithstanding an
increased VAT rate, food
price inflation came in at
2.9% yly, with meat price
inflation stable at 5.6%;
down from the double
digit figures 18 months

some of the elevated fuel prices. ago.
Notwithstanding an increased VAT rate, However, the extent to which this is
food price inflation came in at 2.9% yly,  effective is only shortterm, as it is once
with meat price inflation stable at 5.6%;  off. Any further similar interventions will
down from the double digit figures 18 only put governmentos fiscal budget,
months ago. This is on the back of which is already in a deficit, under more

subsiding drought effects, and on retalil pressure. We therefore expect fuel price
outlets absorbing the bulk of inflation in  inflation to remain in doubledigit territory

an attempt to maintain market share. for the foreseeable future.
Administered prices like water and other

municipal services came in at 11.2% yly, The SARB continues to forecast range
while electricity prices increased 7.8% bound inflation, but sees it encroaching
yly. uncomfortably close to the upperbound
target in 2019. As a result their Quarterly
Fuel price inflation came in at 23% y/y on Projection Model is pricing in a rate hiking
the back of a weakening ZAR against the cycle with 5 rate hikes of 25 basis points
USD, elevated global oil prices in USD each over the next two years. Concerns

denominated terms and increased fuel remain around multiple supplyside

levies locally following the 2018 South factors including; elevated global oil

African National Budget. prices, global trade tensions, tightening

global financial conditions ultimately

Looking at the futures market, we expect leading to a more volatile ZAR, high wage

the price of Brent crude oil to remain growth, increased
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Local Economic and Market Outlook

Figure 3: Forward Rate Agreement (FRA) market implied cumulative interest rate change
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Source: Bloomberg, GI&S, September 2018

administered prices, and, although
currently muted, increased VAT.

Our inflation forecasts are 5.3% and 5.7%
in 2018 and 2019 respectively; with a flat
policy regime for 2018 and a rate hiking
cycle commencing as early as the start of
the first quarter of 2019.

Local Market Outlook

Listed Equities

According to our valuation models, the
South African listed equities market is
currently 11.6% undervalued at 56,743
points as at the 25" of September 2018.
For the bulk of 2018, the JSE ALSI has
been moving sideways, with no clear
trend, but rather displaying high levels of
volatility and cyclicality.

Oscillating between 56,000 points and
58,000 points, and hitting strong
resistance levels around the 60,000 point
mark; where the bulk of market
participants are looking to take profit and
sell their shares, dwindling traded
volumes, increasing volatility levels and
buyers ultimately overcome by sellers.
Support levels are currently sitting at
around 55,000 points where the bulk of
market participants are willing to enter
the market at high volumes.

0.319%0.34%

0.95%

0.59%0-62%

0.48%
0.39%

6x9 7x10 8x11 9x12 12x1515x18 18x21
Period (months)

Once market participants revalue the
market and re-parameterisetheir models,
and the 60,000 point mark is fully
overcome; this will become a new level of
support in accordance with the change in
polarity principle. However, market
participants will require an exogenous
earnings catalyst to propel valuations
higher.

Within the South African listed equities
market, we continue to favour large rand
hedged counters on the back of a
moderately depreciating ZAR, and a
strong global economy and earnings
momentum.

Our return forecasts are 1.1% and 10.4%
in 2018 and over the next three years
annualized respectively.

Fixed-income Securities

It has been a volatile period for emerging
market currencies and bond yields, as
flight to safety of assets ensued induced
by political noise stemming from
Argentina and Turkey. The South African
rand was amongst the hardest hit
currencies as it is one of the most liquidly
traded currencies within emerging
markets; as such, often used as a proxy
for emerging market risk.

1.03%

21x24

For the bulk of 2018, the
JSE ALSI has been moving
side-ways, with no clear
trend, but rather

displaying high levels of
volatility and cyclicality.
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Figure 4: JSE ABhare (JALSH) YTD Support Resistance AnalyRange Average
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Source: Bloomberg, September 2018

Furthermore, a disappointing Q2 GDP ZAR having retracted from levels in excess
print, resulting in the economy of South ~ 0f 15.50 USDZAR, correcting much of its
Africa slipping into a technical recession, under-valuation.

continued to push South African bond

yields higher. The R186 is currently From an asset allocation perspective, we
trading at 9.1% vyield-to-maturity as at continue to favour bonds as a defensive
the 26t of September 2018 from lows of ~asset class that has proven itself in

8% earlier in the year. Notwithstanding ~ protecting our portfolios from massive

short-term volatility and the risk of a drawdowns during periods of heightened
credit ratings do wn marketvolatiity. Our return forecast is

ratin gs agency Mo o d 7.4% and 6.2% for 2018 and over the
currently muted; we see room for yield next three years annualised respectively.
compression from current levels, with the

Figure 4: JSE ABhare (JALSH) YTD Support Resistance AnalysRange Average

Source: Bloomberg, September 2018
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Commodities

The price of Brent crude oil has increased
significantly over the past 18 months,
from around 45 USD/barrel in June 2017
to reaching levels in excess of 80
USD/barrel currently. Initially driven by
OPEC production cuts in a attempt to
drive oil price normalisation, but has
continued to rally post these production
cuts. This has been on the back of supply
side risks from Iran, with the US set to
impose sanctions in November 2018.
Furthermore, West Texas Intermediate
(WTI) oil production has failed to keep up
with demand, putting further upward
pressure on global oil prices.

Increased OPEC production could offset
potential supply losses from Iran, but the
extent to which this will hold true is
uncertain. The futures market is currently
in backwardation, with the future price of
oil lower than the currentd indicating that
these elevated levels are unsustainable in
the long run. However, the same futures
market also indicates that the price of
Brent crude could remain elevated above
70 USD/barrel over the next 2 to 3 years.

Looking at the overall commodities suite,
we continue to be bearish this asset class
due to its prices not having a sustainable
positive drift, high levels of volatility and
inherently heterogeneous nature.

Figure6: Brent crude oil futures price (USD/barrel)
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Source: Bloomberg, GI&S, September 2018
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Increased OPEC
production could offset
potential supply losses
from Iran, but the extent
to which this will hold
true is uncertain.
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Global Economic and Market Outlook

Global Economic Outlook

On the 26 of September 2018, the
Federal Open Market Committee (FOMC)
increased interest rates by 25 basis points
to 2.25%. This is after US inflation came
in slightly below market consensus in
August, but still registered a healthy 2.7%
yly; with core inflation 0.2 percentage
points above the
y/y. Schroder6s con
more interest rate hike this year and two
next year with the fed fund rate reaching
3% by the middle of 2019.

This is likely to be the peak of the rate
hiking cycle which implies that it is
possible that the FOMC will have finished
raising interest rates before the European
Central Bank (ECB) even starts. The ECB |
expected to end quantitative easing by
the end of the fourth quarter this year and
raise rates twice in 2019. Having
increased UK rates by 25 basis points to
0.75% on the 15t of August 2018, the
Bank of England (BoE) are also on hold
this year, although
further rises in 2019 as the path ofBrexit
becomes clearer.

A deeper and more prolonged trade war
between the US and China is expected to
persist and potentially result in tariffs on
all goods traded between the two nations,
with China also applying nortariff

barriers to US companies. Recent
comments from both sides suggest this
will be drawn out and both global trade
and capital investment spending will
suffer from the uncertainty created.

Schroder6s are revi
forecast for global growth for the second
quarter running, to 3.3% and 3.0% in
2018 and 2019 respectively.

Global Market Outlook
Notwithstanding, elevated valuations
historically and policy normalisation of
monetary policy by the FOMC, which is
likely to put a squeeze on corporate

margins and profitability, US equities are
expected to outperform global equities.
This is on the back of a strong earnings
momentum supported by the strength in
the economy and a fiscal stimulus
package.

Uncertainty over the Brexitnegotiations

F O and the impact on the economy has led t&
naetral on

Schroderd6s being
while European equities are expected to
perform in-line with the global market.
From a valuation perspective, the region
still offers reasonable value compared to
other developed markets.

Notwithstanding high levels of volatility; a
strong global economy and a weakening
South African rand against developed
economy currencies, points towards a
reasonable allocation towards this asset
class from a randoptimised perspective.

An investor looking to grow assets above
inflation will have to accept an investment
portfolio that will be reasonably correlated
to equity markets over timed which will
provide the bulk of longterm returns and
volatility to investment portfolios.

UK

This is likely to be the
peak of the rate hiking
cycle which implies that it
is possible that the FOMC
will have finished raising
interest rates before the
European Central Bank
(ECB) even starts.

equi tie:
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Economic Summaries

Local Global

Growth

Inflation

Exchange
rates

The economy of South Africa is likely to
expand at less than full potential over the
next two years. Subinvestment ratings, a
volatile currency and poor corporate
profitability levels, are expected to increase
the cost of servicing debt, where companies
will be forced to either cut capital spending,
undergo debt stress or reduce labour force.
We therefore expect unemployment rates to
remain stubbornly above 25% over the
foreseeable future

Although CPI registered its lowest figure in
seven years, challenges that threaten its
outlook remain. These challenges stem from
increased administered costs, strengthening
United States dollar (USD) and pass through
inflationary tailwinds from elevated global oil
prices. We therefore expect inflation to
remain uncomfortably range bound over the
medium term, with strong upside limitations
from benign consumption propensities.

Although the rand is still undervalued against
the dollar from a purchasing power parity
perspective, faltering growth and a high
inflation differential with our trading partners,
make it unlikely for the currency to

strengthen above the USDZAR10 level again.
We are currently pricing in a rand depreciatior
that is broadly in line with the interest rate
differentials of the respective government
bond yields.

Source: GI&S, September 2018

Prospects for the world economy seem a bit
brighter over the next two years, as evidencec
by a pickup in leading economic indicators
across major world economies. However,
fiscal policy uncertainties, global trade
tensions and monetary policy normalisation
threaten the medium term global economic
outlook. Global economic activity is how
forecast to expand by 3.3% and 3.0% over
the next two years respectively.

With historically low unemployment rates and
rising demand pressures, policy makers are
now less concerned by weak inflationary
tailwinds which are forecast to increase and
pull global core inflation rates within target.
Low US unemployment rates, a strengthening
US dollar, renewed growth optimism and
above target inflation rates currently point
towards a hawkish path to policy
normalisation by the FOMC over the short to
medium term.

A gradual removal of excess monetary supply
and resilient economic conditions are set to
benefit G10 currencies relative to their
emerging market counterparts. Restrictive
Fed policy is set to correct any shorterm
devaluation of the US dollar.
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House View Matrix

House view matrix

Asset Class

View

Rationale

SA Equities

SA Property

SA Bonds

SA Cash

Commodities

DM Equities

DM Bonds

DM Property

Neutral

Neutral

Bullish

Bullish

Bearish

Bullish

Bearish

Bearish

Source: GI&S, September 2018

The absence of a strong earnings catalyst and heightened market volatility
currently mutes short-term appetite. We favour rand hedged stocks on the
back of a correction in G10 currencies to improve the medium term return
outlook.

Interest rate geared earnings and currenchedged growth continues to
justify a cautious yet long SA REIT position within the asset allocation
portfolios. The recent dip in performance has led to the marginal reduction ir
exposure to this asset class.

There is room for yield compression at current levels with the potential of
ZAR correction in driving bond yield normalisation, however weak economic
activity, high budget deficits and currency volatility are conversely prone to
bid yields high in the shortterm.

The riskreward profile of cash and shorterm maturity bonds appears
fundamentally strong relative to other asset classes. We expect shetérm
yields to appreciate slower than long term yields in response to currency ant
macroeconomic risks.

US monetary policy normalisation and shifts fronmdustrialisation to
consumption led economic policies in China are set to keep the commodity
risk premium unattractive for extended time periods.

Notwithstanding global trade tensions and high levels of volatility; low
unemployment rates, rising demand putinflation, a fiscal stimulus package
in the US, a strong global economy and a moderately depreciating South
African rand against the G10 counters should bode well from a rand
optimized perspective.

Valuations indicate that these securities are currently trading at a significant
premium, where real returns appear to be particularly stretched on the back
of increasing inflation and interest rate expectations.

Due to low diversification benefits, this asset class remains a tactical call as
carries a high level of systematic risk relative to the DM equity index. Limitec
room for yield compression anchors yet another reason we remain reluctant
to hold offshore REITS over the medium term.

10
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Key Macroeconomic Projections

Currency Forecasts
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Market Forecasts

South Africad ZAR denominated

Equitiesd JSE All Share 5.1 2.6 21.0 -1.9 1.1 10.4
Property d JSE SA Listed Property 8.0 10.2 17.2 -21.9 -18.4 8.3
Bondsd BeassaALBI -3.9 15.4 10.2 3.6 7.4 6.2
Alternatives- ASISA SA MA Low Equity 7.6 3.6 8.4 3.8 6.5 6.2
Commodities d Bloomberg commodity 0.9 -1.4 -7.9 13.6 6.2 0.3
Casho STeFI Composite 6.5 7.4 7.6 5.3 6.3 6.9

Global marketé Base currency

Developed Equityd MSCI World -0.3 8.2 23.1 6.3 8.2 9.2
United States Equityd S&P 500 14 12.0 21.8 10.6 10.9 9.9
Developed Propertyd S&PDeveloped Property 0.9 5.4 13.2 -0.5 1.7 4.6

Source: Morningstar Direct, GI&S, September 2018
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Strategic Asset Allocation

HIGH B ocal Equities

B Offshare Equities
mlocal Property
mOffshore

Property
Mlocal Bonds

MEDIUM

®Offshore Bonds
Commodities

Alternatives

Cash

LOW

Strategic Asset Allocation

[ o [ weam | v

Local Equities 33.25% 26.25% 19.95%
Offshore Equities 23.75% 18.75% 14.25%
Local Property 8.69% 6.86% 5.21%
Offshore Property 0.00% 0.00% 0.00%
Local Bonds 11.49% 9.07% 6.89%
Offshore Bonds 0.00% 0.00% 0.00%
Commodities 0.00% 0.00% 0.00%
Alternatives 17.82% 14.07% 10.69%
Cash 5.00% 25.00% 43.00%

Source: GI&S, September 2018

In line with our advice process, we Here, we share our latest thinking on
manage a three risk profile Strategic Assetshifts in market and economic cycles that
Allocation. Our asset allocation can present both threats and

committee, made up of senior investment opportunities to your investment
strategists and portfolio managers, portfolio.

regularly assesses the need for strategic

and tactical adjustments to pre-existing

allocations, based on our shorto-

medium term risk and return

expectations.
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The poor state of the South African
economy continues to be a disincentive
to investment. As you will be aware, the
domestic economy is in a technical
recession- that is two consecutive
quarters of contractionary gross domestic
product (GDP) growth. Given that
businesses and consumers tend to act
cautiously during recessionary periods,
companies will slow down investment
drives and consumers will cut back on
spending. This then has the potential to
lead to low consumer and business
confidence levels and according to latest
available data (August 2018), domestic
business confidence is at the lowest level
this year. This comes after the South
African Chamber of Commerce and

I ndustryf6s Business
declined by 4.2 index points to measure
at 90.5 points in August compared to
94.7 a month earlier Figure 1.

It is on this backdrop, in part at least, that
the current administration of President
Cyril Ramaphosa continues to be on a
massive drive to rebuild investor
confidence, end corruption and restore
good governance at state owned

Figure 1:

Confidence Falls

enterprises. This of course is in a bid to
strengthen critical public institutions. At
the same time however, the president is
cognisantthat in recent months, the
structur al
economy have been made worse by
global factors such as a rising oil price,
weakening sentiment towards emerging
markets and deteriorating trade relations
between the US and other major
economies. It is in response to these
factors that the government has
undertaken to introduce an economic
stimulus and recovery plan.

The plan consists of a range of measures,
both financial and nonfinancial, that will
be implemented immediately to ignite
ec@honmid actiditg and restote imestor
confidence. The measures also aim to
prevent further job losses and create new
jobs whilst also addressing some urgent
challenges that affect the conditions
faced by vulnerable groups among our
people. The measures will give priority to
those areas of economic activity that will
have the greatest impact on youth,
women and small businesses.

South African business confidence dropped to the lowest in a year

M Business confidence index

Jun

Apr
2018

May

weaknesses

Zukelwa Solomon
Collateral Writer, GI&S

Aug

Source: Bloomberg - September 2018



Sout h
Recovery Plan

Afr

caos

New EcoO

The Presidency has outlined the stimulus The South Africa Infrastructure Fund

and recovery pl an 6 sCrdatioo:a d

the:

1. Implementation of growth enhancing The stimulus and recovery plarprioritises
infrastructure spending as a critical driver
of economic activity. This is as
infrastructure expansion and

maintenance has the potential to create
jobs on a large scale, attract investment
and lay a foundation for sustainable

economic expansion. To this end, the
South Africa Infrastructure Fund is being
set up to fundamentally transform the
approa

economic reforms.

2. Reprioritisationof public spending to
support job creation.

3. Establishment of an Infrastructure
Fund.

4. Addressing of urgent and pressing
matters in education and health and

5. Investing in municipal social
infrastructure improvement.

These reforms will include the
implementation of the following key
economic reforms aimed at unlocking
greater investment in important growth
sectors:

South African Visa Regime Changes:

Within the next few months,
amendments will be made to regulations
on the travel of minors, the list of
countries requiring visas to enter South
Africa will be reviewed, an evisas pilot
will be implemented, and the visa
requirements for highly skilled foreigners
will be revised. These measures are
viewed as having the potential to boost
tourism and make business travel a lot
more conducive.

Mining Charter Revision:

Following extensive consultation that
involved industry players, communities,
labour and government, Cabinet
approved the revised Mining Charter.

government ds
building and implementation of
infrastructure projects. The private sector
will be invited to enter into meaningful
partnerships with government in this fund
and the contribution from the fiscus
towards the fund over the mediumterm
expenditure framework period will be in
excess of R400 billion.

Administered Prices Review:

To reduce the cost of doing business, to
boost exports and to make South African
industry more competitive, government
has begun a review of various
administered prices, starting with
electricity, port and rail tariffs.

Procurement Expansion:

Other measures we will implement
include expanding procurement from
small business and cooperatives, as well
as using trade measures within WTO
rules & to protect poultry and other
sensitive sectors and a vigorous

Parliament will now be requested in termscrackdown on illegal imports.

of its Rules not to proceed with the
Mineral and Petroleum Resources
Development Act Amendment Bill, which
has contributed to a lot of uncertainty in
the sector. Further, separate legislation
for the regulation of the oil and gas
industry will be drafted through the

SpendingReprioritisation

The central element of the economic
stimulus and recovery plan is the
reprioritisation of spending towards
activities that have the greatest impact on
government &8s | egi s |exdnomicgrovl, domeste semand and

14

job creation. The president says particular

parts as b eiempghasiswil be placed on township and

rural economies, women as well as the
youth. However, with the government
having limited fiscal space to increase
spending or borrowing, it is evident that
the available resources will have to be
used sparingly. The state plans on setting
aside R50 billion of thigeprioritised
expenditure to boost growth.

Employment Tax Incentive Extension:

Astfor theoEmpldymentr Taxl Incemtive, that
will be extended for a further 10 years
with a review after five years.

Overall, for the government is certain that
these interventions will help to put the
economy on a far firmer footing as
current investors and potential investors
convene in Johannesburg for the
Investment Conference at the end of
October.

For international credit ratings agency,
Standard & Poords (S
some good initiatives, especially the
changes to the mining charter and does

not affect the stable outlook on the
countryds sovereign
and Fitch however, the plan is unlikely to
have much impact on growth. S&P
currently ratesterBilout

foreign-currency debtd B 6 in 0]
status and Moodyds i
threedé international

Sout h Af rtarnc faréign-currencyg
debt at investment grade.



Onwards and upwards at the Fed

In the last week of September 2018 the ~ 2.25% (upper). The graph bottom-right
Federal Reserve hiked the target of the reflects a much longerterm graph and
Fed Funds rate by 25 basis pointshp) as  highlights that the current Fed Funds rate
was widely expected. The decision was  as well as the expected longeterm rate
unanimous and well telegraphed ahead of are both still well below where the rate
time by the Federal Open Market was at the start of the Global Financial
Committee (FOMC). With no surprises Crisis. Despite this fact, the statement by
expected, the Fed meeting was goingto  the Fed last week excluded the term

be more important about what it said boaccommodatived from t
about the future path of monetary policy. the current monetary policy stance,
There were no real surprises here either indicating that US monetary policy is
astheFedi ssued o0Dot Pl cppboachinge morgneura level.

below) was little changed from the

previous version. The median The Fed Funds rate is the rate at which

expectations from the Fed members (the banks lend each other excess reserves Craig B Pheiffer

green line in the plot) is for one more rate overnight. The Fed influences the level of Chief Investment Strategist,
hike this year, three more next year and  that rate by changing the money supply. Absa Stockbrokers and Portfolio
one more in 2020. This follows one hike in To effect the new higher Fed Funds rate, Management

December 2015, one hike in December  the Fed reduced the money supply and
2016, three hikes in 2017 and three hikes that pushed the cost of money (the Fed
in 2018 to date (200 bp in total from a 0-  Funds rate) higher.

25bp range to the current 2.00-2.25bp

range).

The longer term expectation from the
FOMC is for a Fed Funds target rate of
3.00%. The graph bottomleft reflects the
hiking cycle from the time when the
lower-bound of the target range was at
zero and the upperbound was at 0.25%
to the latest rate of 2.00% (lower) to

Figure 1: Th éthé&yea-end pettatibht of éach of the 16 FOMC members

Implied Fed Funds Target Rate
Track Annotate

d Funds Target Rate

Projection Year End

Source: Bloomberg, August 2018



Onwards and upwards at the Fed

Figure 2: The Fed hiking cycle so far: 2018018
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So why should we care about what the
Fed does with US interest rates?

A Interest rates impact exchange rates.
Typically as interest rates trend higher
in a country, they provide a more
attractive investment option and
attract more capital flows from the rest
of the world. That creates more

the price of that currency (the
exchange rate) rises. As the Fed raises
official interest rates, that pushes up
short-term market interest rates and
supports a stronger dollar.

A With commodity prices (oil, gold,
platinum, iron ore, copper) generally
priced in US dollars, a stronger dollar
makes commodities more expensive
for all non-dollar-based economies.
Higher commaodity prices reduce
demand for those commodities and
drive their prices lower. For
commodity-exporting countries such

demand for the cou n@s_IS?,ug\éfrlce,_Lljoyve[r %OWFEO;‘?'Wa n d

prices translate into lower export
revenues. In the case of South Africa,
that has the effect of widening the
current account deficit and that in turn
adds additional pressure to the

currency.
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A A stronger dollar also makes South The Feder al Reserveds interest rate mo\
Africads i mipgseddosds odiearly dolhdve repercussions for our
more expensive and that drives up currency and our economy. The level of

domestic inflation. As forced importers  the exchange rate come the 22 )
of oil and capital.gehBeligmbriianFbity ¢
produce enough domestically qnd We  ~ommittee meeting will be a key
need these products) we are simply .
price-takers. Apart from the inflationary deter_mlnant 9f the outcome of that
impact of having to pay more for meeting and in the absence of a
things like petrol, higher import costs sustainable appreciation of the currency
also widen the current account deficit the committee may well be swayed to
with concomitant pressure on the rand. start the domestic policy tightening cycle
with modestly higher rates.

A Many emerging markets have
substantial dollardenominated debt.
This year we have witnessed the crises
in Argentina and Turkey as that dollar
debt has become more and more
expensive to service and repay as the
dollar has strengthened and their
domestic currencies have weakened.
South Africa only has about 10% of its This year we have

sovereign debt offshore and can witnessed the crises in

weather the storm of a stronger dollar. Argentina and Turkey as
However, South Africa constantly gets
that dollar-debt has

lumped into that basket of emerging

market countries and currencies that become more and more
rise and fall as emerging markets move expensive to service and
in and out of favour. With emerging repay as the dollar has

markets under pressure f_rom a strengthened and their
stronger dollar, South Africa has been q i ies h
tainted by association and the rand has omestic currencies have
borne the brunt of its emerging market weakened.

tag.

A with China exporting $500bn of goods
to the US and with the US exporting
just $130bn of goods to China, A
stronger US dollar against the Chinese
Yuan also serves to drive the US trade
deficit with China wider. The
substantial trade deficit that the US has
with China is what has been irksome
for President Trump and one of the
main drivers of trade tensions and
tariffs. The imposition of trade tariffs
on Chinese imports by the US and the
instantaneous tariff retaliation by the
Chinese has ratcheted up tensions and
market uncertainty worldwide and
developing markets have been caught
in the crossfire.
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The term O0bubbl ed r i@ihvestossentimentor asngjorsupplyn t i
and sustained mispricing of an asset, the increase could trigger a decline in house
existence of which cannot be proved prices.

unless it bursts and according to UBS,

price bubbles are a regularly recurring According to this -ye
phenomenon in property markets. The adjusted city prices increased by 3.5% on
Swiss multinational investment bank and average over the last four quarters,

financial services company says historical considerably less than in previous years
data reveals patterns of property market but still above the 10-year average. They

excesses Typical signs include a however remained on an explosive

decoupling of prices from local incomes  uptrend in the largestEurozoneeconomic

and rents, and imbalances in the real centers, as well as in Hong Kong or

economy such as excessive lending and Vancouver. But UBS warns that the first '
construction activity. cracks in the boomds foundation have

begun appearing with house prices
h lobal Real bbleindexd e c 1 i ning in half of 4<EWasSolomon oo bubbl
The UBS Glo a.Rea _Estate Bubble Index ! g dol%teral WXter,%;r&g
(a survey of 20 financial centers) gauges Ccities.
the risk of a property bubble on the basis
of such patterns. The index however does Two-Tier Valuation Changes:
not predict whether and when a

correction wil |l s et Cdansequentiyhdiscrepancies i hoasing han g e
in macroeconomic momentum, a shift market valuations widened despite
Figure 1:

UBS Global Real Estate Bubble Index

Latest index scores for the housing markets of select cities

-0.5 0.5 1.5
E3 Hong Kong I . 2.03
= Munich I B 1.99
I+l Toronto I . 1.95
§+0 Vancouver I . 1.92
= Amsterdam N 1.65
== London N 1.61
== Stockholm 1.45
B N Paris 1.44
BE= san Francisco 1.44
B rfrankfurt 1.43 B bubble risk (>1.5)
S sydney 1.29 o redoed 05 005
= Los Angeles 1.15 undervalued (—1.5 10 —0.5)
KX Zurich 1.10
® Tokyo 1.09
El Geneva 0.68
BE= New York* 0.68
E= Boston = 0.45
[ Singapore 0.44
B B Milan 0.03
BE= Chicago -0.62

Source: 2018 UBS Global Real Estate Bubble Index - September 2018
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roughly stable aggregate imbalances overcurrent housing market dynamics and
the last year. As mentioned earlier, bubbleconsequently determine the medium

risk soared in Munich, Amsterdam and
Hong Kong. In Vancouver, San Francisco
and Frankfurt, too, imbalances continued
to grow. More broadly, index scores fell in
no less than one third of the cities.
Stockholm and Sydney experienced the
steepest drop. Valuations went down

slightly in London, New York and Toronto,

among others (Figure 1).
Extraordinary Breadth of The Boom:

Over the course of the last five years,
house prices in major cities have
increased by 35% on average. In San
Francisco, Munich and Vancouver price
growth was double the average. Overall,
UBS says the price boom has not been
spectacular, but it has been broaebased.
Until recently nearly all the cities enjoyed

term outlook.
A Crisis of Affordability:

The growing imbalances stemmed
primarily from home prices in cities
decoupling from the respective national
averages and local incomes. Most
households can no longer afford to buy
property in the top financial centers
without a substantial inheritance. Rents
continue to consume a significant share
of income. These affordability issues will
trigger further policy responses.

The median priceto-income (PI) multiple
of the cities in the study increased from
5.5in 2008 to 7.5 today. That means
buying a 60 squaremetre (m2)
apartment in most world cities exceeds

rising house prices, something seen in thethe budget of most people who earn the

late 1980s and before the 2008 market
crash. This exceptional breadth of the
current house price boom has various
roots. Easy financing conditions boosted
demand almost everywhere. Major cities
profited from the growing importance of
the digital economy and the wider trend
toward urbanisation. Finally, the number
of wealthy households searching for safe
assets in the most attractive residential
areas surged.

Cling Together, Swing Together?

Despite the breadth of the boom, house
price growth rates in the top financial
centers did not exhibit patterns of
synchronisedacceleration or deceleration.
In general,synchronisationof house

average annual income paid in the highly
skilled service sector. In Hong Kong, even
those who earn
income would struggle to afford an
apartment of that size. House prices have
also decoupled from local incomes in
London, Paris, Singapore, New York and
Tokyo, where priceto-income multiples
exceed 10. Unaffordable housing is often
a sign of strong investment demand from
abroad, tight zoning and rental market
regulations. If investment demand
weakens, the risk of a price correction will
increase and the longterm appreciation
prospects will shrinkd warns UBS.

In contrast, housing is affordable in
Chicago, Boston, Frankfurt or Milan,
which limits the risk of a price correction

prices is only high in times of crisis. This ign these cities. Due to relatively high

no surprise as most downdrafts in the
past 40 years have been preceded by
rising interest rates, which are correlated
across countries. Idiosyncratic factors
such as local affordability, tax policy and
supply-side restrictions clearly dominate

incomes, purchasing an apartment is also
relatively feasible for residents of San
Francisco, Zurich and Geneva. From the
perspective of a homebuyer, affordability
also depends on mortgage interest rates
and amortisation obligations.

twice tire

Ci ty0s average
Major cities profited from
the growing importance
of the digital economy
and the wider trend

toward urbanisation.
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With Chicago, UBS pins the housing
affordability on a declining population,
sluggish employment, lackluster
economic growth and a challenging fiscal
outlook. It says these factors hinder a
faster recovery of broadbased housing
demand and as such, the bank expects
price growth to continue to lag the
national average.

Boston House prices have risen roughly in
line with the national average despite the
better growth of the regional economy
and residentsd incomes, and are now up
20% since 2015. The city recorded the
highest rental growth (+15%) among the
US cities in this study over the same time
period. Overall, housing remains more
affordable than in other financial centers
but for UBS, slowing population growth
and rising mortgage rates could limit

price appreciation prospects.

In Milan, though prices have begun rising
moderately in and around the central
areas, with the time required to sell
properties shortening markedlyd inflation
adjusted prices remain some 30% below
their 2007 peak. Despite attractive
financing conditions and the best housing
affordability among European cities, the

Despite attractive
financing conditions and
the best housing
affordability among

housing market recovery is in a very early European cities, the
stage 8 adds UBS. Its study has found housing market recovery
that unless the political situation in Italy IS in a very early stage 1
turns more predictable and population adds UBS.

growth accelerates, demand is unlikely to
improve significantly.

In the aggregate, over the past five years,
UBS says it is owneoccupied homes that
have been a good investment with the
median total return of the most important
financial centers being 10% annually.
Nevertheless, how appealing the returns
of owner-occupied homes will be in the
next few years is questionable
concludesThe UBS Global Real Estate
Bubble Index.
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Fiduciary Focus

Section 13sex: How Can Investing In Property Decrease Your Annual Taxable

Income?

OWe contend that
tax itself into prosperity is like a man
standing in a bucket and trying to lift

hi mself wup by the
Churchill
Not withstanding,

hidden gems in respect of tax incentives
has been bestowed upon us in the form
of section 13sex of the Income Tax Act

58 of 1962. (0the

This section enables a qualifying investor
to claim up to 55% of the purchase price
of the property/apartment back from
SARS over 20 years if a unit is acquired

and 30% of the purchase price in the case

of the improvement being acquired.
Taxpayers are able to offset the cost of
the investment by depreciating the cost
of the property at an accelerated rate of
5% a year over a period of 20 yeafs

The following criteria must be met:

1. The unit or improvement must be
used by the taxpayer solely for the
purposes of a trade (i.e.: residential
letting) carried on by the taxpayer. A
residential unit refers to a building or
self-contained apartment, mainly
used for residential accommodation.
That units must be situated within
South Africa; and

The taxpayer must own at least five
residential units which are used by
the taxpayer for the purposes of a
trade carried on by the taxpayet;
The residential units must be new
and unused, in other words directly
from the developer and also not
previously tenanted by the developer.
This section applies only to units
bought or improved after 21 October
2008.

1Section 13sex(8) of Income Tax No. 58 of 1962

2Section 13sex(1)
3Section 13sex(1)

one

f o Ataxpayer mayideguct ah additiomaly  t

allowance of 5% (total of 10%)
of the cost of a low- cost residential unit

h of a tdXpayer for aWweamnosassegsment if

deductions are allowableo that taxpayer
in respect of that unit°.

of South Africafs
A potential grey area is that the Act is
unclear as to whether all 5 properties
must be new and unused, however, it has

A lseendsggested by the SA Institute of Tax

Professionals, that if 5 residential units are
owned and for example, if only 2 are new
and unused, then the deduction may only
be claimed against 2 properties if the
criteria are met.

The allowance is not apportioned for part
of a year either, so even if the units are
acquired and let on the last day of a tax
year, the full 5% may be claimed as a
deduction in that year. No deduction is
allowed under these provisions in respect
of the cost of a residential unit, or any
improvement thereto, if any of the cost
gualifies as a deduction under any other
section of the Acf. No deduction is
allowed in respect of the cost of (or any
improvement to) any residential unit that
has been disposed of by the taxpayer
during any previous year of assessment

Illustrative example 1: Acquisition of new
and unused units

In 2010, Tax Deduct (Pty) Ltd

constructed 20 sectional title
units/apartments. 5 new and unused

units were purchased by Mr Wealth Client
at a cost of R5 000 000 each. Mr Wealth
Client intends to lease each unit out for
R20 000/pm.

4Building not exceeding a cost of R300 000 or an apartment not exceeding a cost of R350 000.

5Section 13sex(2)
6Section 13sex(6)
"Section 13sex(5)

0

Ajanta Mayku

Team Leader: Advisory
Specialists Wealth and
Investment Management

Taxpayers are able to
off-set the cost of the
investment by
depreciating the cost of
the property at an
accelerated rate of 5% a
year over a period of 20
years.




