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ON BONDS AND
BANANAS

OLD MUTUAL MULTI-MANAGERS

In 1978, a time of globally high inflation, an American economics professor Alfred Kahn annoyed his boss by
noting that a failure to get inflation under control would lead to a deep depression. Kahn's boss at the time
happened to be US President Jimmy Carter. Carter was not amused, and instructed Kahn never to use that
word, or ‘recession’ ever again. Kahn, however, was a stickler for plain speaking and was not amused either.
At the next press briefing, he used the word ‘banana’ instead of ‘recession’, saying that the US was “in danger
of having the worst banana in 45 years”. When the banana industry objected to this terminology, he started
using the word ‘kumquat’.

OUT OF THE BLUE

The pointis not that politicians like to put a fig leaf on bad news —we all know they do — but rather that recessions

scare people, and understandably as people lose their jobs and businesses go bankrupt. Economies recover in
aggregate, but for individuals, these blows can cause lasting damage. But another key reason why recessions are
scary issimply that they usually seem to arrive out of the blue. Despite protestations to the contrary, the economics
profession has a bad track record of forecasting recessions.

In fact, it can be difficult to even know that a recession is underway. It is usually only with the benefit of hindsight
that we know a recession started here and ended there. For instance, the widely-used definition of two consecutive
negative quarters of real gross domestic product is problematic for several reasons, but one of them is that the
data is released with a long lag.

Inthe US, the official definition of a recession is set by a committee of experts at the National Bureau for Economic
Research and pithily summarised as “a significant decline in economic activity that is spread across the economy
and lasts more than a few months”. Sometimes this is called the three Ps — a profound, pervasive and persistent
decline in activity. But the NBER Business Cycle Dating Committee only designates recessions long after they

have ended, never mind started.
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SHOCKS AND SEEDS

Recessions can be caused by outside shocks, as we saw in
early 2020. But usually, the seeds of the recession are sown
during the expansion. Households and businesses project
the good times deep into the future. They gradually
overextend themselves, debt levels rise, sometimes imports
rise too much, inflation picks up speed, and the central
bank hikes rates in response. One unpredictable day, it is
just all too much, and things go pear-shaped.

Companies see pressures on margins, and start cutting
back on inventories, staff and expansion plans in order to
protect the bottom line. What is rational for one company
to do, causes a recession when many companies do it.

As households start seeing job losses around them, they
reduce unnecessary purchases, pay off debt and save more.
What is a perfectly sensible decision for an individual

US MATTERS MORE

household to make, cascades into a slump when many

households do it.

The cherry on the top is that banks often compound this
situation. When times are good, they open the credit taps.
When conditions turn, they tighten lending standards and
reduce the flow of credit just when the economy requires
the opposite.

This process then usually ends through some combination
of policy intervention such as interest rate cuts, things
becoming cheap enough for bargain hunters to step in,
write-downs and write-offs that are painful but free up
space on balance sheets, and simply the passage of time
that allows for excess inventories to be worked through.
Recessions do not last forever, and equity markets usually
turn before the economy does.

US recessions matter more than any, not just because the
US is still the world's biggest economy, but because of its
outsized impact on global financial markets. There is a clear
pattern that past global equity bear markets coincide with
US recessions (1987 was the notable exception). In recessions,
share prices fall because company profits fall. This is

CHART 1: BEAR MARKETS AND RECESSIONS
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compounded by the fact that many investors scramble for
cash to make ends meet, and they end up selling what they
can-liquid listed equities — not necessarily what they would
like to. And of course, the fact that it is all unexpected is
what really upsets the apple cart.
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Outside the US, the financial shock of a US recession is
usually intensified by the fact that capital flees towards safe
havens, with America at the top of the list. That thisis ironic
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does not make it less true. Therefore, a US recession is
associated with falling currencies and other financial
dislocations in other countries.
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JUST PEACHY

The good news, then, is that the consensus view among
economists that US is on the cusp of a recession is fading.
At the start of the year, it was widely believed that the US
would go into recession following the Federal Reserve's
rapid rate hikes. Instead, things have been peachy and US
growth surprisingly resilient. The most anticipated recession
in recent US history might not happen after all, perhaps
because it was so widely expected. Its economy has so far

shrugged off the impact of higher rates, partly because so
many borrowers fixed rates before they went up, while the
decline in inflation boosted real incomes. The current
comparison with China is apples and oranges. China was
expected to have the strong post-Covid rebound, but instead
its economy is sputtering. While the American central bank
has been hiking rates, its Chinese counterpart has been
cutting.

CHART 2: 10-YEAR LOCAL CURRENCY GOVERNMENT BOND YIELDS, %
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The divergent performance of the two superpower economies
— against expectations — is the big story of 2023. The big
story of the past few weeks is a further jump in US and other
developed market bond yields. As chart 2 shows, the
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benchmark 10-year US government bond yield rose from
3.7% mid-July to 4.2%, the highest level since 2007. China's
equivalentyield has gone the other direction, reflecting its
weaker economic outlook.

CHART 3: US REAL YIELDS AND MARKET-BASED INFLATION EXPECTATION, %
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The increase in US bond yields has been caused by
expectations of higher real interest rates, not fears of rising
inflation. As chart 3 shows, the real yield (the yield on
inflation-protected bonds or TIPS) has been grinding higher,
breakeven inflation rates remain broadly unchanged. This
makes sense, since inflation has been declining, not rising.
But the question remains whether it will decline far enough
and stay down. While the US economy keeps ticking along,
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creating jobs and generating real wage gains for workers,
the Federal Reserve is likely to err on the side of keeping
rates high to ensure inflation continues moving in the right
direction. They might even hike again, but that this not the
main point. The point is that there is unlikely to be a pivot
to lower rates any time soon. This was the message from
Fed Chair Jerome Powell in a much-anticipated speech at
the annual Jackson Hole central banking symposium, who
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welcomed the progress on lower inflation, but warned that
it was still too high, and that the Fed was “attentive to signs
that the economy may not be cooling as expected." The
Fed, he concluded, would “keep at it until the job is done".

All this is good news in so far as it reflects that ongoing
economic resilience. But ultimately, higher borrowing costs
must weigh on the economy. While many households and
companies have fixed rates, not all do. At the margin, any
new borrowing or rolling over of maturing debt is now done
at much higher rates. For instance, the average 30-year
mortgage rate is now 7.3%, the highest level since 2000.
Home affordability is at record lows.

The seeds of the next downturn have therefore been planted,
and higher interest rates are giving them plenty of water
and sunshine.

The rise in bond yield has inflicted capital losses on
bondholders, since yields and prices move in opposite
directions. However, at multi-year highs across the curve,
yields are increasingly attractive. It also hasimplications for
the stock market from three angles, and it's no surprise
that equities declined this month. Firstly, future profits
discounted to the present are smaller when interest rates
are higher. Secondly, profit growth is likely to slow as interest
rates increasingly weigh on economic activity and raise the
cost of borrowing for firms. Thirdly, there is the surprise
factor we alluded to upfront. The more the current resilience
leads to expectations of better growth, the more there is
room for disappointment. The more economists remove

MIXING IT TOGETHER

recession risk from their forecasts, the nastier the surprise
when it arrives.

We've seen something like thisin China, where the economy
has disappointed the lofty expectations of a reopening
boom at the start of the year. This episode might even
challenge the traditional definition of a recession. The
economy is unlikely to experience a broad-based contraction
inincome and spending, and indeed Chinese growth rates
are boomy compared to South Africa. But inside China it
will feel recessionary. Consumer confidence is already so
low that the government has stopped publishing the survey.
The assumption of rapid economic growth built into the
expectations of so many businesses and households —
particularly when it relates to the property sector —is being
shattered. Thisis a psychological shock as much as a financial
one and results in an increase in precautionary saving and
a focus on paying off debt. Once again, this is perfectly
sensible for individual households or firms to do, but if
everyone does it simultaneously, the economy fallsinto the
kumquat zone.

There is still a widespread expectation that a big stimulus
effort is coming, but so far, the intervention from Beijing
has been minimal. Rate cuts have been very small relative
tothe scale of the problem, presumably because authorities
prize a stable currency and lower rates would see capital flight
in search of higher returns elsewhere. It would also squeeze
bank profitability at a time when banks might need to absorb
some of the losses coming out of the property sector.

Clearly, thereis alot going on and much uncertainty. What
can we make of this from an investment point of view? It
is important to have a view on the state of the economy
and the trends that influence it. However, it is risky to base
an investment strategy on a forecast of the future when
the business cycle is so unpredictable. Things can and will
turn out differently than expected. When life gives you
lemons, you need to be able to make lemonade.

Instead, there are three tools we can deploy: valuation,
diversification, and patience.

On the valuation side, the key is to tilt away from things
that are expensive and towards things that are cheap.
Cheaper assets don't escape panicked sell-offs, but there
isless room for disappointment if bad news is already priced
in. And if things really get hazy and uncertain, valuation is
one thing to hold on to.

Closely linked to valuation is patience, since whatever view
you take on the economy and the market, it will not necessarily
play out immediately. An unloved asset can stay unloved
for a long time before the market finally recognises its
worth. Moreover, any equity current exposure in your portfolio
is not there to perform today or tomorrow, but to do so over
several years.

Finally, diversification means including a broad range of
asset classes that perform differently at different points of
the business cycle. The exact mix will depend on the
investment goals and time horizon, but the principle remains
crucial. The future is unpredictable, so don't put all the fruit
in one bowl.

Please note that we will be taking a two-week break and

will return on 18 September.



EQUITIES - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
Clobal MSCI World uss$ 28980 0.76% -5.42% N.33% 4.70%
United States S&P 500 us$ 4 406.0 0.82% -3.99% 14.74% 4.93%
Europe MSCI Europe us$ 1861.0 -0.21% -6.29% 7.45% 12.52%
Britain FTSE 100 us$ 92330 -0.16% -6.57% 2.42% 4.32%
Germany DAX us$ 1487.0 -0.67% -7.00% 10.00% 25.38%
Japan Nikkei 225 us$ 216.0 -0.15% -7.37% 8.53% 3.52%
Emerging Markets MSCI Emerging Markets us$ 971.0 0.73% -7.26% 1.57% -3.19%
Brazil MSCI Brazil uss$ 1574.0 1.42% -817% 7.88% -1.32%
China MSCI China us$ 583 -0.19% -11.31% -8.85% -11.91%
India MSCI India us$ 810.4 0.85% -2.25% 510% 1.80%
South Africa MSCI South Africa us$ 391.0 317% -1.34% -713% -8.22%
EQUITIES - SOUTH AFRICA (TOTAL RETURN UNLESS INDICATED OTHERWISE)

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
All Share (Capital Only) All Share (Capital Index) Rand 73 836.0 1.03% -6.51% 1.08% 4.97%
All Share All Share (Total Return) Rand 12811.0 1.09% -6.20% 3.28% 9.21%
JSE Capped SWIX Capped SWIX (Total Return) Rand 312661 1.24% -5.81% 1.64% 5.02%
TOP 40/Large Caps Top 40 Rand Nn727.0 0.86% -7M% 3.82% 1.00%
Mid Caps Mid Cap Rand 20156.0 2.74% -2.91% 1.50% 3.67%
Small Companies Small Cap Rand 30 749.0 1.72% 1.92% 4.67% 513%
Resources Resource 20 Rand 46530 175% -12.66% -19.00% -8.99%
Industrials Industrial 25 Rand 215510 -116% -6.72% 13.83% 19.97%
Financials Financial 15 Rand 12.008.0 319% -1.38% 13.29% 15.81%
Listed Property SA Listed Property Rand 1694.1 212% 2.42% 0.12% 7.77%
FIXED INTEREST - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK

MONTH-TO-DATE YEAR-TO-DATE 1YEAR

IBOXX Global Government S&P uss$ 74.9 -0.21%
Overall (USD Unhedged)

2.71% -2.76% -5.34%

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1YEAR
All Bond BESA ALBI Rand 8937 1.71% 0.05% 4.22% 6.38%
Government Bonds BESA GOVI Rand 881.0 172% 0.06% 4.20% 6.35%
Inflation Linked Bonds BESA CILI Rand 332.6 0.02% 0.32% 1.98% 2.53%
Cash STEFI Composite Rand 532.8 0.16% 0.56% 5.01% 7.25%
COMMODITIES

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1YEAR
Brent Crude Oil Brent Crude ICE us$ 84.5 -0.38% -0.61% -1.77% -14.67%
Gold Gold Spot uss$ 1915.0 1.38% -2.05% 4.99% 8.68%
Platinum Platinum Spot us$ 945.0 3.85% -0.63% -11.93% 6.30%
CURRENCIES

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
ZAR/Dollar ZAR/USD Rand 18.63 1.96% -4.03% -857% -9.96%
ZAR/Pound ZAR/CBP Rand 23.43 3.20% -2.09% -1212% -15.32%
ZAR/Euro ZAR/EUR Rand 20.10 2.67% -2.25% -9.36% -16.83%
Dollar/Euro USD/EUR us$ 1.08 0.93% 1.85% -0.93% -7.41%
Dollar/Pound USD/GBP us$ 1.26 1.22% 1.74% -3.82% -6.21%
Dollar/Yen USD/IPY uss$ 0.01 0.70% 291% 1.67% 7.26%

Source: I-Net, figures as at 25 August 2023

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



