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Uncertainty and confusion!
This is what the world looks
like at the moment.
Under cover of darkness
on Thursday 30 March,
President Jacob Zuma
announced the long-awaited
cabinet reshuffle that has
been on the cards since his
disastrous appointment of
Des van Rooyen as finance
minister in December of 2015.
While a number of the new
appointments were rather
contentious, the appointment
of Malusi Gigaba as new
finance minister was the
most alarming. Business Day
reports that at a Saturday
morning media conference,
called less than 36 hours
after his appointment, Gigaba
made it quite clear that things
would be very different at
the Treasury from now on.
He set out an agenda that is
“unapologetically” focused
on using the state’s R500bn
procurement bill and public
infrastructure spend to drive
business to black-owned
enterprises and professionals.
Gigaba reportedly went
out of his way on Saturday
to emphasise that he was
committed to continued fiscal
prudence and to maintain the
country’s investment grade
rating, and that “everything
we do will be done within
fiscal constraints”. But he

signalled the Treasury could
no longer “belong to orthodox
economists, big business,
powerful interests and
international investors” as it
was perceived to do. Gigaba
apparently had “good and
cordial, but robust” discussions
with all three ratings agencies
at the weekend.
On the evening of Monday
3 April Standard & Poor’s
Global Ratings (S&P)
downgraded SA’s foreign
currency rating to subinvestment grade, at BB+.
New Finance Minister Gigaba
not only stumbled at his very
first hurdle, but it seems that
he never even saw it. The
ratings agency, whose next
ratings review had been due
only in June, departed from its
schedule to do the downgrade,
saying the executive changes
initiated by President Jacob
Zuma has put at risk the
country’s fiscal and growth
outcomes, increasing the risk
of policy shifts that could be
negative for economic growth
and fiscal discipline. What was
even more worrying about the
downgrade announcement, is
that it came with a negative
outlook attached (as opposed
to positive or stable),

suggesting that a further downgrade could be on the
cards if it sees deterioration in SA’s economic and
fiscal performance. The downgrade will make it more
expensive for the government, state-owned enterprises
and the private sector to borrow on international
markets and is likely to dent confidence and growth
prospects.
However, even more disturbing than the downgrade
itself was the speed at which it happened.
S&P said its action also reflected its view that
contingent liabilities to the state, particularly in the
energy sector, were on the rise and previous plans
to improve Eskom’s financial position might not be
implemented in a comprehensive and timely manner.
Guarantees utilised by public enterprises are expected
to reach R500 billion in 2020, or 10% of GDP in 2017.
These are the loans guaranteed by the government
taken out by state-owned enterprises. The main issue
is Eskom, which currently has a R350 billion guarantee
framework. S&P estimates that Eskom will have to fund
a revenue gap of R75 billion.

“In our view, higher risks of budgetary slippage
will also put pressure on SA’s cost of capital,
further dampening already modest growth”.
Internal government and party divisions could erode the
trust that has been established between business and
labour. However, S&P said it could revise the outlook
to stable if it saw political risks reduce and economic
growth and/or fiscal outcomes strengthened.
Stanlib points out that four and a half years ago,
SA’s government bonds were included in the highly
influential Citigroup World Government Bond Index
(WGBI), leading to large inflows as investors assumed

exposure to SA. Inclusion in the WGBI is based on a
country’s local currency rating, not its foreign currency
rating. South Africa’s local currency rating is rated
higher than that of its foreign currency rating. S&P’s
latest local currency rating for SA is at the lowest level
of investment grade, BBB-. Investors in South African
bonds who are benchmarked against the WGBI can
still hold these instruments as long as the local rating
remains one of investment grade. South Africa can only
be excluded from this index if both S&P and Moody’s
downgraded the country’s local debt to sub-investment
grade.
With President Jacob Zuma and his followers clearly
believing that they have the necessary political capital
to act in such a unilateral fashion, the ANC now
appears to be in crisis mode. The party has called in its
provincial chairmen and secretaries for a meeting today
(Tuesday). The ANC is clearly divided over the actions
of President Zuma and his followers, and the extension
of the national working committee (NWC) meeting,
to include provincial chairmen and their secretaries,
indicates the seriousness of the situation and suggests
a reinforcement of Zuma’s backers. Also on Monday,
the ANC’s top six officials met for the first time
since deputy president Cyril Ramaphosa, secretarygeneral Gwede Mantashe and treasurer-general Zweli
Mkhize openly disagreed with Zuma on the cabinet
reshuffle. Zuma removed Pravin Gordhan using a
bogus intelligence report to justify the move to ANC
officials. While Zuma’s opponents say his reasoning for
the reshuffle was flawed, his allies told Business Day
that the removal of Gordhan had “neutralised” both
Ramaphosa and the president’s opponents in the South
African Communist Party (SACP) ahead of the ANC’s
December elective conference.
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Uncertainty and confusion! This is what the world looks like at the moment.

This tragic political soap-opera will no
doubt dominate headlines for the rest of
2017. However, we must not allow the fog
of political gamesmanship to obscure the
improved fundamentals of investment
markets, local and offshore.
Since the election of Donald Trump as
president of the United State of America,
equity markets in the USA have performed
very well. Many have referred to the “Trump
trade” when describing the positive move
in US equities, but his election victory may
just have masked some very supportive
fundamentals that include an end to the
earnings recession that started at the end
of 2014, the ability of China to now export
inflation through a surging Producer Price
Index, the rise in bond yields as core inflation
hovers just above the target rate of 2%
and growth prospects improve, and the
decision by the Open Market Committee
of the US Federal Reserve to increase the
benchmark interest rate as the economy
approaches full employment. The end of the
earnings recession is also clear in Emerging
Market equities. Since the beginning of
2016 Emerging Markets have staged a
bit of a revival with equities in a recovery
phase, driven by a positive outlook for
future earnings, currencies in a stronger
trend in aggregate and bond yield spreads
much narrower than they were at the end
of December 2015. The only warning sign in
Developed Market economies is the rise in
bond yields, possibly signalling an end to the
30-year bull market.

The South African equity market has been
in the doldrums for the last three years as
the global earnings recession took its toll.
However, encouraging signs have recently
emerged as positive earnings growth starts
to appear once again. Local bond yields have
now priced in significant political risk and
have absorbed much of the downgrade and
subsequent fallout. Relative to inflation, our
local bond market now offers attractive real
yields. Longer term cash also offers good
yields as well as another risk management
tool in multi-asset portfolios.
On 11 December 2015, the 10-year South
African benchmark government bond yield
closed at 10.38% and the risk spread of this
bond to its US 10-year Treasury counterpart
was 8.25%. As we write this note, that
yield sits at 9.11% and the risk spread sits
at 6.70%, both considerably lower than 15
months ago. On 18 January 2016, the rand
peaked against the US dollar at R16.87/$.
The exchange rate is now at R13.74/$,
considerably stronger.

US:
Optimism about the scale and timing of
major economic policy initiatives from the
Trump Administration was always prone to
disappointment. Overhauling the U.S. health
care system, enacting corporate tax reform
and approving large-scale infrastructure
programs was almost certain to run into
hurdles given legislative and economic
realities. Increasingly, it appears that much

of the Trump economic agenda will be pushed
out or watered down, which could induce
some trimming of risk exposure. Beyond the
near run, however, the likelihood of at least
some fiscal stimulus by yearend or in 2018
should eventually help support investor
confidence about the cyclical U.S. growth
outlook. More positively, the administration
has not taken any formal steps to restrict
trade, despite sometimes aggressive rhetoric.

Europe:
Investor anxiety about the populist threat
in Europe will likely remain comparatively
high until the French Presidential elections
on May 7, assuming Marine Le Pen makes it
through to the second round. The spread of
French-to-German bond yields has narrowed
in recent weeks, but remains elevated,
highlighting that investors remain concerned
about political events and its influence on
markets. Even after the election, the markets
will have to deal with the subsequent French
parliamentary elections and the September
German federal election.

UK:
Economic, policy and sector composition
all point to continued underperformance of
UK equities, despite depressed earnings and
valuations. Growth is downshifting as inflation
erodes household purchasing power. Brexit
realities are beginning to hit home, with lots
of uncertainty, evident risk, little clear policy
strategy and downside risk for sterling.

The market’s heavy weights in resource
stocks provided support in the past year,
but will not do so in the year ahead given our
view on commodities. The drag from past
fines/misdeeds on financial sector earnings
is fading, but Brexit risk will continue to weigh
on valuations (there are better financial
sector options elsewhere). Moreover, the
remainder of the market is defensively
biased, thereby limiting its operating earnings
leverage as global economic conditions
improve. The world must get a lot better, or
there will need to be a major shift in domestic
policy, to signal a relative improvement in the
UK outlook.

Emerging markets:
The slowdown in Chinese growth remains
a concern: housing and heavy industry
are set to slow in the coming months, as
earlier stimulus and macro- prudential
tightening measures gradually bite. This
could rekindle investor concerns about overall
Chinese growth, with adverse implications
for commodity prices and related assets/
economies. On balance, investors will likely
react less negatively than in mid-2015
(following the formal mini-devaluation) and
late-2015 (amidst fears of a more pronounced
devaluation and growth weakness), but much
will depend on growth conditions in the U.S.
and Europe. The likelihood of a slowdown is
becoming more widely recognized, but still
represents a significant risk.
Source: MRB Partners, Analytics Consulting
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Celerity Houseview on South African asset classes
Positives
EQUITIES

Negatives

Under vs overweight

• Recent political events could herald the start of
• Global rand hedge shares are already expensive, and
renewed foreign direct investments in which case
could become more so if on continued Rand weakening
the part of the stock market exposed to the local
and global growth recovery
economy could recover and produce solid returns.

Neutral

PROPERTY • Offshore property to recover if SA Rand weakens

• Distribution growth still under pressure as local economy
stutters ahead
• Rising long-term rates on the back of higher global rates

Underweight

BONDS

• Potential cut in interest if US Dollar weakens

• Another credit downgrade looming in June 2017
• US and Global bonds yields rise further as economies
improve

Neutral

CASH

• Inflation has potentially peaked, and rates staying
stable, resulting in high real interest rates

• Potential cut in interest if US Dollar weakens

Overweight

(especially against GBP)

Celerity Houseview Global asset class views
Positives

Negatives

Under vs overweight

Equities

• Non-US equities attractively valued, with growth
outlook improving

• US equities are fairly valued, but rising wages could
potential start to impact earnings in the near future

Overweight

Property

• Improving global growth supports property sector • Long-term rates to rise more than anticipated

Neutral

Bonds

• Rising bond yields results in capital losses

Underweight

Cash

• Short-term interest rates still negative as inflation rises
faster than nominal interest rates

Underweight
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CELERITY PORTFOLIO RANGE
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These portfolios are
constructed by taking the
following key principles
into account:

MINIMISE THE CHANCE OF
LOSING MONEY OVER THE
SHORT TERM

MAXIMISE THE LIKELIHOOD
OF REACHING THE
INVESTMENT GOAL

This principle is vital for the
portfolios with shorter time
horizons (like Conservative and
Moderate). The aim is still to
deliver inflation beating returns,
but with much less risk than the
Growth and Global portfolios
for instance. The Conservative
portfolio in particular has a large
exposure to fixed income and
enhanced cash strategies in
order to reduce its volatility, with
a smaller portion of the assets
invested in equities, property and
offshore securities.

Each of the portfolios have a
real return (or inflation linked)
investment goal that increases with
investment horizon. The second
principle is to construct portfolios
that have a high likelihood of
reaching this goal at the end of
the investment period. For the
longer term portfolios it implies
an increased exposure to risky
assets (equities and property)
with reduced protection against
short-term volatility in the form of
bonds and cash. The risk in longer
term portfolios is not so much daily
volatility, but the loss of purchasing
power over longer time periods.

KEEP THE CLIENT INVESTED
There are many studies that
have shown that investment
markets often outperform the
investors in that market, and that
it can be attributed to investors
making frequent changes to their
portfolios. The third principle that
we follow is to design portfolios
that increases the chance of clients
remaining invested to the end of
the term, as this is one of the most
important contributors to financial
peace of mind. The Celerity team
is mindful of what happens in
competing investment portfolios,
but will not hesitate to follow
a course of action against the
mainstream if it is likely to deliver
a better outcome for investors.
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CONCLUSION:
In hindsight it has become clear that huge risk was priced into our currency and bond markets after the
Van Rooyen debacle. Since then, bond yields have fallen and the rand has strengthened against the US
dollar. While these two trends have been very volatile over the last 2 years, we have used the volatility
and directional correlations to build political-risk-resilience into our portfolios. As an Emerging Market
economy, we have the luxury of a “shock absorber” currency that can be used to good effect to build
buffers into our portfolios that can shield investors against the kind of risks that we have been exposed
to as a country over the last few days.
While the South African political games may only just have begun to get serious, local and global
investment markets are not without opportunity.
Buckle up and prepare yourself for another bumpy ride to the end of the year.

MARKET INDICATORS
Indices
SA Equities (JSE All Share Index)

1 Month

3 Months

6 Months

1 Year

2 Years

3 Years

5 Years

10 Years

YTD

2.68%

3.78%

1.60%

2.53%

2.85%

5.98%

12.49%

9.82%

3.78%

Resources

2.91%

2.66%

1.43%

16.67%

-6.74%

-12.51%

-4.37%

-1.23%

2.66%

Financials

-0.66%

-1.08%

1.78%

-1.81%

-1.26%

9.16%

15.01%

9.93%

-1.08%

Industrials

4.19%

6.63%

1.63%

0.05%

4.31%

10.00%

18.20%

15.62%

6.63%

Large Cap

3.30%

3.90%

0.78%

0.72%

2.00%

4.66%

12.07%

9.29%

3.90%

Mid Cap

-0.13%

1.12%

2.15%

7.98%

5.02%

11.72%

13.43%

12.43%

1.12%

Small Cap

0.16%

4.54%

5.15%

13.47%

8.50%

11.88%

16.65%

11.71%

4.54%

SA Property

0.11%

1.37%

2.64%

1.46%

3.00%

14.48%

15.81%

14.24%

1.37%

SA Bonds (SA All Bond Index)

0.40%

2.46%

2.82%

11.02%

5.04%

7.45%

7.38%

8.06%

2.46%

SA Cash (STeFI)

0.63%

1.84%

3.75%

7.56%

7.09%

6.77%

6.19%

7.29%

1.84%

1.14%

6.53%

8.63%

15.43%

5.87%

6.12%

9.99%

4.81%

6.53%

Global Equities (MSCI, $)
Developed Market Equities

1.29%

7.05%

8.44%

15.69%

5.49%

5.65%

8.97%

4.56%

7.05%

Emerging Market Equities

2.55%

11.49%

6.93%

17.65%

1.93%

1.55%

1.17%

3.05%

11.49%

Global Bonds

2.24%

3.78%

-6.63%

-2.01%

0.86%

-0.99%

-0.36%

3.04%

3.78%

Rand/Dollar

2.14%

-2.03%

-2.22%

-8.48%

5.12%

8.38%

11.85%

6.31%

-2.03%

Rand/Sterling

2.32%

-0.41%

-5.47%

-21.15%

-3.79%

-1.80%

6.42%

1.49%

-0.41%
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