INVESTMENT NOTE

NEW FISCAL
FRONTIERS

Every year, the Budget Speech commands wall-to-
wall media coverage. Most of this coverage asks
something along the lines of “What does the Budget
mean for the taxpayers, the economy and markets?”
Increasingly, this question should also be asked in
reverse. How does the state of the economy and the
bond market influence the Budget?

That is not to suggest that the Budget has no impact
on the bond market. It clearly does since it determines
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the size of government borrowing, which is to say the
supply of bonds.

The Budget also has an impact on the economy. After
all, the governmentwill spend R2.3 trillion in the coming
fiscal year. Spending levels have grown strongly over
the past 12 years. However, while all this spending
should in theory support economic activity, real GDP
growth only averaged 0.8% since 2012, as the Budget
pointed out.

National Treasury's internal estimates show that the
so-called fiscal multiplier is below one, meaning each
rand of government spending results in less than one
rand's worth of additional national income (GDP). There
are two broad reasons for this. Firstly, while spending
has increased in quantity, it has decreased in quality.
It has often been wasteful or misallocated. Education
gets the biggest allocation in the Budget for instance,
but clearly the country is not producing the skills it
needs. Another example is the hundreds of billions
that have been poured into Kusile and Medupi, neither
of which function properly despite being brand new

power stations. Secondly, much of the increase in
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spending has been funded through borrowing. As the
bond market's assessment of government's
creditworthiness has deteriorated, borrowing costs
have risen, not just for the government, but also for
the private sector, acting as a drag on economic activity.
In turn, the higher borrowing costs mean the
government's debt service burden has risen sharply,
crowding out spending on other areas like infrastructure.
Already, interest payments exceed social grants. The
latter boosts consumption in the economy, the former
does by much less, since 25% percent of bondholders
are foreigners, while the rest are mostly domestic
financial institutions.
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It is the rising interest burden — brought about by higher
yields on government bonds-that is forcing the government
into fiscal consolidation in an election year. It recalls the
famous quote of James Carville, President Clinton’s adviser:
‘| used to think that if there was reincarnation, | wanted to

come back as the President or the Pope or asa .400 baseball
hitter. But now | would want to come back as the bond
market. You can intimidate everybody.” The poor state of
the economy and the sceptical bond market are now in
the driving seats.

CHART 1: GLOBAL GOVERNMENT DEBT-TO-GDP RATIOS WITH PROJECTIONS
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Let's put this in a global context. Government debt levels
rose sharply after the Global Financial Crisis as the public
sector stepped in when the private sector stepped back.
However, in many cases, the fiscal response was insufficient,
and austerity was imposed too quickly. When Covid hit,
governments again stepped in. The combination of collapse
in tax revenues and massive stimulus packages, notably in
the US, saw government debt-to-GDP ratios rise further.
The 2022 inflation surge reduced these ratios somewhat (if
there is one thing inflation is good for, it is reducing debt
burdens), but debt levels are still higher today than in 2019,
as chart1shows.

Are these debt levels sustainable, especially with the increase
ininterest rates over the past two years? Very simplistically,
if nominal national income growth is higher than the
government'’s cost of borrowing (the yield on its bonds), it
should be broadly sustainable. There are other factors at
play of course, but fundamentally it is this simple relationship
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Source: International Monetary Fund

between the growth of income (nominal GDP) and bond
yields that determines whether a given level of debt is going
to be stable or continue rising. Chart 2 summarises the
difference between year-on-year nominal growth rates (for
the last available quarter), and the latest 10-year government
bond yield for a selection of large economies. We focus on
nominal growth because most debt is a nominal number,
as is tax revenues.

By the way, this does not mean that countries can “inflate
away debt” as is often suggested. The experience of the
post-2008 period shows that inflation is not something
policymakers can conjure out of thin air, nor is it something
they can easily control once it arrives. What they can dois
keep interest rates artificially low, also known as financial
repression. But remember that while central banks set
short-term interest rates, they have little direct control over
long bond yields.

CHART 2: GROWTH-INTEREST RATE DIFFERENTIALS FOR SELECTED COUNTRIES
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In this sample of large economies, most have positive
growth-interest rate differentials, despite bond yields being
higher than two years ago. Nominal growth rates in most
countries will probably slow in the quarters ahead. However,
Brazil, South Africa, and, to an extent, Mexico already have
concerning fiscal dynamics. (We need not worry about oil-
rich Norway.)

A MARKET-POSITIVE BUDGET

South Africa’s core fiscal challenge is therefore to get the
growth-interest rate gap back into positive territory. As long
as growth is low and borrowing costs high, the only way to
stabilise debt is to cut spending. This brings us to the 2024
Budget Speech.

It can be summarised as a market-positive budget given
the tough circumstances, remembering that a good budget
for the market is not necessarily the same as a good budget
for other segments of society.

To start with, the deterioration in the 2023/24 budget deficit
—the difference between spending and revenue - was not
as bad as widely feared. Though the consolidated deficit
for the current fiscal year is weaker than projected in February
2023, it looks set to end up in line with the November
Medium-Term Budget Policy Statement (MTBPS) adjustment
at 4.9% of GDP.

The deficit is then projected to decline steadily to 3.3% by
2026/27.

Thisisto be achieved by ongoing spending discipline. Non-
interest expenditure will grow by less than inflation over
the next three years though upward adjustments were
made to accommodate wage increases for front line workers.

GFECRA TO THE RESCUE

The additional annual R15 billion in tax revenues flagged in
the MTBPS will be achieved by not adjusting tax brackets
for inflation. This is a stealthy form of tax increase, but it is
an increase, nonetheless. Motorists get a bit of relief as the
fuel levy is not adjusted for inflation.

If interest payments are excluded, the so-called primary
balance is already in surplus. In other words, non-interest
spending is already less than revenues, and this surplus is
expected to continue growing in the years ahead. This will
contribute to stabilising the debt ratio, but it should also
be noted that a primary surplus of 1.8% projected for 2026/27
looks ambitious and is subject to several risks.

Fortunately, the pain of this consolidation is eased somewhat
by an unwieldy acronym. Until now, few people had heard
of GFECRA, the gold and foreign exchange contingency
reserve account at the Reserve Bank. But now it is the talk
of the town.

GFECRA is effectively the unrealised valuation gains or
losses on South Africa’s foreign exchange reserves. Though
held by the Reserve Bank, these gains or losses accrue to
the government. Unlike in other countries, there hasn't
been a regular transfer of gains from the central bank to
the government. The sharp depreciation of the rand from
R6/$ in 2010 to almost R19/$ today means that GFECRA has
ballooned to around R500 billion. Treasury will now tap
R150 billion rand of those gains to pay down debt and reduce
the government's annual gross borrowing requirement

from R553 billion in 2023/24 to R428 billion in 2026/27. It
also means the debt-to-GDP ratio is projected to stabilise
at 75.3% in 2025/26, a lower and earlier peak than projected
in last year's MTBPS.

A clear framework for GFECRA transfers will be formalised
through legislation, which is important, since the credibility
and financial stability of the Reserve Bank is at stake. Future
transfers are highly unlikely to be anywhere near as big as
R150 billion, however, so this should be seen as a one-off
boost, not an ongoing source of funding.
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CHART 3: GROSS GOVERNMENT DEBT-TO-GDP RATIO PROJECTIONS
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One can nit-pick the details of the Budget projectionsand
the assumptions they are based on. However, Treasury
cannot be faulted for sticking to its fiscal consolidation
commitment despite it being an election year. While other
developing countries often see populist budget policies
leading up to elections, there was no sign of it in South
Africa’'s 2024 Budget Speech. But all these projections
assume that there will be policy continuity over the three-
year period that the Budget framework encomypasses, and
that the 29 May election will not throw a spanner in the
works. This is another reason why investors will not be in a
great hurry to make firm conclusions about the fiscal
trajectory.

And then there is the question of economic growth, which
isfundamental. The economic projections on which all the
other Budget numbers are based point to a steady increase
in growth, from an estimate of only 0.6% in real terms in
202310 1.3% this year and eventually 1.8% in 2026. This is an
improvement to be sure, but still shows an economy held
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back by several constraints. Nominal growth is forecast to
average 6% over the next three years, still below prevailing
market yields.

Since a primary surplus implies the government is taking
more out of the economy in tax revenues than it puts back
in the form of spending, fiscal policy is not going to support
economic growth over the medium term. Faster growth
will have to come from reforms that address the crippling
bottlenecksin energy, logistics and elsewhere. The Budget
placed great emphasis on these ongoing reforms, but also
noted that regulatory changes were being explored to
encourage and facilitate greater use of public-private
partnerships (PPPs). However, while Treasury is responsible
for macroeconomic policy and generally does a good job
of it, other, less efficient government departments are
responsible for implementing the microeconomic policies
that can enhance South Africa's economic growth
performance, for instance through faster issuing of mining
licences or work permits.

The initial market response was positive, given the surprisingly
good (from the market's point of view) outcome. However,
these moves were quickly offset by shifts in pricing of US
interest rate cycle, a reminder that South African investments

are and will always be subject to global developments.

The full Budget Review is a 277-page document and one
can easily get lost in the sea of numbers, ratios, projections
and assumptions. The bottom line is that South Africa needs
faster economic growth to ensure long-term fiscal
sustainability. Several reforms have been implemented to
address the big constraints on economic growth, but these
will take time to bear fruit. In the meantime, though, South

Africa cannot wait for faster growth to arrive, since the
government's interest bill would balloon to excessive levels.
Hence the focus on fiscal consolidation largely through
spending discipline (helped along by the GFECRA windfall).

A rerating in the bond market (a decline in yields relative
to our peer group) and an upgrade in sovereign credit
ratings from the likes of Moody's will probably have to wait
until there is evidence that these fiscal targets are actually
achieved and that the growth-enhancing reforms are
bearing fruit. Nonetheless, the combination of prudent
fiscal policy and monetary policy (a conservative central
bank committed toits inflation target) continues to provide
a strong anchor to bond market valuations.



EQUITIES - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
Global MSCI World uss$ 3334.0 1.49% 4.02% 5.21% 21.81%
United States S&P 500 uss$ 5089.0 1.66% 5.01% 6.69% 26.84%
Europe MSCI Europe us$ 2 056.0 1.58% 1.93% 1.78% 9.83%
Britain FTSE 100 us$ 9765.0 0.48% 0.87% -0.82% 2.79%
Germany DAX Us$ 1635.0 1.93% 2.96% 3.30% 11.60%
Japan Nikkei 225 Us$ 259.8 1.37% 522% 9.47% 29.05%
Emerging Markets MSCI Emerging Markets us$ 10280 118% 5.33% 0.39% 4.05%
Brazil MSCI Brazil uss$ 1698.0 -0.18% 0.30% -567% 15.35%
China MSCI China us$ 54.4 2.76% 9.80% -1.87% -18.25%
India MSCI India us$ 978.0 113% 3.60% 6.07% 35.46%
South Africa MSCI South Africa us$ 372.0 -211% -4.86% -10.36% -9.93%

EQUITIES - SOUTH AFRICA (TOTAL RETURN UNLESS INDICATED OTHERWISE)

DESCRIPTION

CURRENCY

INDEX VALUE

WEEK

MONTH-TO-DATE

YEAR-TO-DATE

1YEAR

All Share (Capital Only) All Share (Capital Index) Rand 74 213.0 0.81% -0.46% -3.49% -6.07%
All Share All Share (Total Return) Rand 13 094.0 0.82% -0.46% -3.38% -2.48%
JSE Capped SWIX Capped SWIX (Total Return) Rand 320455 0.60% -0.60% -3.42% -1.52%
TOP 40/Large Caps Top 40 Rand 18370 0.92% -0.39% -3.84% -3.83%
Mid Caps Mid Cap Rand 20857.0 0.27% -1.51% -4.26% 0.33%
Small Companies Small Cap Rand 32 656.0 0.82% -1.72% -0.02% 7.51%
Resources Resource 20 Rand 43055 -0.02% -5.93% -M.44% -22.30%
Industrials Industrial 25 Rand 22 414.0 1.04% 2.31% 0.95% 1.59%
Financials Financial 15 Rand 126410 1.32% 0.83% -2.09% 10.62%
Listed Property SA Listed Property Rand 19586 321% 1.01% 5.08% 17.63%

FIXED INTEREST - GLOBAL

DESCRIPTION

INDEX

CURRENCY

INDEX VALUE

MONTH-TO-DATE

YEAR-TO-DATE

T1YEAR

IBOXX Global Government S&P

Overall (USD Unhedged)

us$

756

0.39%

-1.59%

-3.57%

-1.52%

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1YEAR
All Bond BESA ALBI Rand 938.9 -0.04% -0.92% -0.16% 7.76%
Government Bonds BESA GOVI Rand 9253 -0.04% -0.94% -0.18% 7.72%
Inflation Linked Bonds BESA CILI Rand 3470 0.12% -0.76% -0.63% 8.03%
Cash STEFI Composite Rand 555.0 0.16% 0.52% 1.27% 8.26%
COMMODITIES

DESCRIPTION CURRENCY  INDEX VALUE MONTH-TO-DATE YEAR-TO-DATE 1YEAR
Brent Crude Oil Brent Crude ICE uss$ 81.6 -2.22% 0.77% 6.00% -0.46%
Gold Gold Spot uss$ 2036.0 114% -0.15% -1.31% 11.50%
Platinum Platinum Spot us$ 902.0 -0.66% -3.22% -8.61% -4.85%
CURRENCIES

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
ZAR/Dollar ZAR/USD Rand 1924 -1.84% -2.90% -4.90% -5.32%
ZAR/Pound ZAR/GBP Rand 24.48 -2.78% -3.15% -4.82% -10.58%
ZAR/Euro ZAR/EUR Rand 2091 -2.66% -3.33% -3.37% -7.68%
Dollar/Euro USD/EUR us$ 1.08 0.00% 0.19% 2.22% -1.85%
Dollar/Pound USD/GBP Us$ 1.27 -0.55% 0.22% 0.22% -5.30%
Dollar/Yen USD/IPY uss$ 0.01 0.21% 2.41% 6.73% 1.79%

Source: I-Net, figures as at 23 February 2024

The Old Mutual Wealth Investment Note is published on a weekly basis to keep our clients and financial planners informed of what is happening in financial
markets and the economy and to share our insights. Markets are often very volatile in the short term and similarly, economic data releases or central bank actions
may cause concerns for investors. This does not mean that investors should take action based on the most recent events. It is better to be disciplined and remain
invested in well-diversified portfolios that are designed to achieve long-term objectives. Our Strategy Funds are actively managed, with asset allocation changes
based on valuations and in anticipation of future real returns, and not in response to the most recent market noise. The future is always uncertain and that is why

our Strategy Funds are diversified and managed with a long-term focus.
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Old Mutual Wealth is brought to you through several authorised Financial Services Providers in the Old Mutual Group who make up the elite service offering. This
document is for information purposes only and does not constitute financial advice in any way or form. It is important to consult a financial planner to receive financial
advice before acting on any information contained herein. Old Mutual Wealth and its directors, officers and employees shall not be responsible and disclaims all liability
for any loss, damage (whether direct, indirect, special or consequential) and/or expense of any nature whatsoever, which may be suffered as a result of or which may be
attributable, directly or indirectly, to the use of, or reliance upon any information contained in this document



