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It was a tough week for England. A narrow defeat against arch enemy Australia in the first Ashes test was
followed by a gloomy inflation report which showed UK price pressures remaining uncomfortably high. In
response, the Bank of England announced a bigger-than-expected interest rate hike with the warning that
more was possibly to come. Rounding off the bad news, the latest data on government borrowing puts the
country’s debt-to-GDP ratio at 100% for the first time since 1961, when it was still paying off World War Il debt.

We'll leave cricket commmentary to the relevant experts, but when it comes to inflation and rates, there are several

important points to highlight.

LONDON, WE HAVE A PROBLEM

The UK has a serious inflation problem. With the great
energy and food price shock of 2022 starting to roll
out of the year-on-year numbers, one cannot blame
Russia anymore. Headline inflation was unchanged
at 8.7% year-on-year in May. To avoid 2022 confusing
things, we can look at the three-month-on-three-
month annualised rate of change. This was 11%!

Even worse, we can completely exclude the impact
of volatile food and fuel prices, a measure known as
core inflation. This increased to 7% year-on-year and

t012% on a three-month annualised basis. While core
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inflation has been gradually declining in other developed
economies, it is still going the wrong direction in the
UK.

As in other parts of the developed world, the UK has
a labour shortage and unemployment is low despite
tough economic conditions. This isone of the reasons
why so many South Africans seem to be moving there
recently. However, immigration from the European
Union continues to decline because of Brexit,and this
isadding to the lack of workers. It is notable that Brexit
regret— Bregret —isalso running high as the decision




to leave the European Union starts to impact daily life. A

recent YouGov poll showed that 62% of voters felt leaving
the EU had been “more of a failure than a success”, with
just 9% saying it had been a “success”. While South Africa

CHART 1: UNEMPLOYMENT RATES IN DEVELOPED COUNTRIES
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remains a world champion at scoring own goals, the country

where football originated has given us a run for our money
in recent years.
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As a result, wage growth is running at 7.5% in Britain,
compared to around 5% to 6% in the US and 4% to 5% in
the Eurozone. While the average worker is not being
adequately compensated for inflation — they are getting
poorer in real terms—theirincomes are rising at a pace that
can sustain inflation well above the Bank of England’s 2%
target. There is a real risk of a wage-price spiral developing
where wages rise to catch up with inflation, while firms
push up prices to compensate for wage costs to maintain
profit margins. This is particularly for service industries,
where wages make up a larger portion of total costs.

You can't blame workers for wanting to maintain real wages
and you cannot blame companies for wanting to grow
profits. Market forces normally keep these pressures in
check. If there is sufficient competition between firms, and

CHART 2: BANK OF ENGLAND POLICY INTEREST RATE
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if consumers refuse to pay up, companies will moderate
price increases. They might even cut prices. Sometimes,
however, external events give companies cover to raise
prices aggressively because they can blame a war or a weak
currency or loadshedding, knowing that other firms are
likely to do the same and unlikely to undercut them.

Consumers focus on the external shock and don't push
back too much.

Inthe end, then, the only way to short circuit this behaviour
isto slow demand in the economy such that workers don't
bid up wages for fear of job losses and firms don't raise
prices for fear of losing customers. That is where central
banks come in, using what is admittedly a very blunt
instrument, namely interest rate increases.

10

— ACTUAL —— ADJUSTED FOR INFLATION

5\4;\\—M/m

=i .

X

AT TN,

: _/
. \qu/M// \\ffﬁm\m/

Jun 1990
Aug 1991
Oct 1992
Dec 1993
Feb 1995
Apr 1996
Jun 1997
Aug 1998
Oct 1999
Dec 2000
Feb 2002
Apr 2003
Jun 2004

Aug 2005

Oct 2006

Dec 2007
Feb 2009
Apr 2010
Jun 2011
Aug 2012
Oct 2013
Dec 2014
Feb 2016
Apr 2017
Jun 2018
Aug 2019
Oct 2020
Dec 2021
Feb 2023

Source: Refinitiv Datastream



INVESTMENT NOTE

The Bank of England hiked its policy rate by 50 basis points
to 5%, the 12th consecutive increase since starting at 0.1%
in December 2022. It is now the highest it has been since
2008 but is clearly still deeply negative in real terms (after
inflation). As a crude rule of thumb, it is only when interest
rates are positive in real terms that you really start squeezing
the economy. One person's inflation is another's income,
so high inflation makes servicing debt easier if rates are

FIRST FIXED, THEN FLOATING

negative in real terms when looking at the economy as a
whole.

Nonetheless, there are always parts of the economy that
are squeezed by even modest rate increases. This usually
includes the housing sector, which in the UK is a national
obsession on par with football and celebrity culture.

UK mortgage rates are typically fixed for two to five years
before they float with prevailing interest rates. According
to the Institute for Fiscal Studies, around a quarter of UK
mortgages will reset to much higher rates this year, resulting
in average monthly payments rising by £280 from £670.
This near doubling of mortgage costs for a substantial
portion of homeowners will result in a large one-off hit to
income after tax mortgage payments of around 10%.

Thisiswhere countries with long-term fixed mortgage rates
have an advantage, notably the US. Thisis one of the reasons
why the US consumer has remained resilient in the face of
a doubling in mortgage rates since most are unaffected.
The surge in mortgage rates had the unexpected effect of
virtually freezing the market for existing homes, however.
Homeowners are extremely reluctant to give up a sub-3%

CHART 3: SOUTH AFRICAN INFLATION
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mortgage rate and take out a new mortgage at 7%. This is
forcing prospective buyers into the smaller market for new
homes, where there is more inventory and more flexibility
of supply. Developers are also pricing new homes more
realistically. As a result, there is a resurgence in building
activity, and the modest decline in house prices to date
might not last.

One implication is that the timing of a US recession, often
caused by the cyclical and interest-rate sensitive sectors
like housing, is pushed out. The other side of this coin is
that the Federal Reserve might be forced to raise rates
further and keep them at higher levels. In testimony to
Congress last week, Fed chair Jerome Powell said more rate
hikes are likely.
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LOCAL RATES SQUEEZE

Source: Stats SA

In South Africa, homeowners also face a squeeze. The
monthly repayment on a R1 million bond based on prime
plus 1% has jumped from around R8 300 to R11500. This is
almost 40% more. Unlike in the UK, thisincrease is gradual
since the prime rate rises automatically in line with the repo
rate. There is no one-off jump and homeowners have time

to adjust. The net result is very similar, however. There is
less money at the end of each month to spend on discretionary
items.

The silver lining is that inflation is subsiding, and this will

take pressure off interest rates. Consumer inflation dipped
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t0 6.3% year-on-year in May from 6.8% in April. Food inflation
has finally turned the corner, falling from 14% to 12% year-
on-year. Thisdoesn't mean consumer food prices are lower,
just that they increased at a slower pace. As an aside, UK
food inflation was18% in May, so it is not only a South African
issue. German food inflation was 14%.

Petrol inflation declined to 3.5% in May but will turn negative
on a year-on-year basis in June, pulling headline inflation
down lower. The rand oil price is currently 20% lower than
ayear ago,andtherecent firming in the rand meansthere
might be a petrol price cut early next month.

Core inflation is more relevant to the Reserve Bank, since
it reflects how companies are passing on input costs to
consumers, bearing in mind that these days fuel is not just

WHAT DOES IT MEAN?

used for transport but also for running generators. It was
slightly lower at 51% year-on-year in May, a comforting
decline. That core inflation is muted by current international
standards points to the lack of domestic demand.

When it comes to interest rates, the Monetary Policy
Committee will want to see further declines in June's inflation
data atits next meeting in July, as well as continued stability
inthe rand. At the May meeting, an exchange rate of R18.60
per dollar was assumed in its inflation forecasts. The rand
iscurrently a bit weaker than that. Finally, to the extent that
loadshedding results in higher prices, it will also want to
see the recent reprieve continue. Market expectations for
future rate hikes locally have fallen considerably, unlike in
the UK.

Finally, a few thoughts on investment implications. Firstly,
last year, inflation and interest rates moved in the same
direction in all developed countries except Japan. Now the
cycles of individual economies are starting to move in
different directions and at different speeds. One area where
thisisfelt directly is in foreign exchange markets. The pound
has gained 5% against the dollar in the past six months.

Secondly, investors simply cannot ignore higher interest
rates across the world. We are in a very different regime
compared to the pre-Covid zero interest rate environment
unlikely toreturn there any time soon if at all. Thirdly, much
like South Africa, the UK's economic near-term economic

CHART 4: FTSE 100 AND FTSE/JSE ALL SHARE IN POUNDS

outlook is gloomy. And much like South Africa, UK equities
have discounted this negativity, trading on 11 times forward
earnings (9 times for SA), and a dividend yield of 4%. The
similarities don't end there. The London Stock Exchange,
like the JSE, is home to global companies that are not
dependent on the UK economy. Therefore, drawing a straight
line from the UK economy to the FTSE is as problematic as
doing the same from the SAeconomy to the JSE. Interestingly,
the FTSE 100 and FTSE/JSE All Share Index have delivered
virtually the same return over the past ten years when
measured in the same currency. Both are ‘value’ markets,
while ‘growth’ has been the dominant performer of the
past decade, led by US tech.
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Thereisalsoareal concernin the UKthat leading companies
no longer want to list on the London Stock Exchange,
preferring to move their listings to America to access a
broader investor base and get a better rating, much like
AngloGold did when it moved its listing from the JSE to
New York.

Finally, notwithstanding the above, the return outlook for
UK investors has improved. This is one of the ironies of

investing, namely that potential future returns tend to
increase as uncertainty rises and past returns fall. Equities
are attractively priced compared to history while bond yields
are at the highest levelsin 15 years. They are not yet positive
in real terms, however, unlike South Africa, where long bond
yields are twice the core inflation rate. The key factor will
therefore be whether the Bank of England gets inflation
under control without having to pummel the economy like
Usman Khawaja did to the English bowling line-up.



EQUITIES - GLOBAL

DESCRIPTION CURRENCY  INDEX VALUE MONTH-TO-DATE YEAR-TO-DATE TYEAR
Global MSCI World uss$ 29020 -2,16% 3,61% 1,49% 13,85%
United States S&P 500 us$ 4348,0 -1,76% 4,02% 13,23% 14,54%
Europe MSCI Europe us$ 18870 -2,58% 2,39% 8,95% 16,77%
Britain FTSE 100 us$ 94870 -2,73% 2,40% 524% 10,21%
Germany DAX Us$ 15220 -3,24% 2,84% 15,80% 2354%
Japan Nikkei 225 Us$ 2281 -4,47% 2,89% 14,59% 17,62%
Emerging Markets MSCI Emerging Markets us$ 992,0 -313% 3,44% 377% -0,30%
Brazil MSCI Brazil uss$ 16650 0,48% 16,68% 14.12% 18,51%
China MSCI China us$ 599 -5,84% 3,45% -6,27% -16,67%
India MSCI India us$ 7847 -0,45% 1,78% 1,78% 12,10%
South Africa MSCI South Africa uUs$ 386,0 -7.21% 7,82% -8,31% -8,75%

EQUITIES - SOUTH AFRICA (TOTAL RETURN UNLESS INDICATED OTHERWISE)

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
All Share (Capital Only) All Share (Capital Index) Rand 74 403,0 -5,26% -0,88% 1,85% 13,95%
All Share All Share (Total Return) Rand 12848,0 -522% -0,83% 3,58% 18,71%
JSE Capped SWIX Capped SWIX (Total Return) Rand 31185,7 -4.,72% 1,58% 1,38% 12,55%
TOP 40/Large Caps Top 40 Rand 18420 -5,31% -1,20% 4,83% 21,69%
Mid Caps Mid Cap Rand 19 386,0 -4,86% 2,87% -2,38% 4,62%
Small Companies Small Cap Rand 29 4320 -31% 2,68% 0,18% 853%
Resources Resource 20 Rand 5210, -9,32% -6,90% -9,30% 3,09%
Industrials Industrial 25 Rand 21465,0 -3,60% -1,04% 13,37% 3915%
Financials Financial 15 Rand 10130 -3,03% 8,75% 391% 8,15%
Listed Property SA Listed Property Rand 15953 -4,01% -0,48% -5,71% 6,07%

FIXED INTEREST - GLOBAL

DESCRIPTION

CURRENCY

INDEX VALUE

MONTH-TO-DATE

YEAR-TO-DATE

1YEAR

IBOXX Global Government S&P

Overall (USD Unhedged)

us$

770

-0,40%

-0M%

0,01%

-4,40%

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION INDEX CURRENCY  INDEX VALUE MONTH-TO-DATE  YEAR-TO-DATE TYEAR
All Bond BESA ALBI Rand 864,5 -0,07% 3,53% 0,82% 4,69%
Government Bonds BESA GOVI Rand 8521 -0,06% 3,56% 0,78% 4,62%
Inflation Linked Bonds BESA CILI Rand 3284 -0,23% 1,69% 0,69% 1,53%
Cash STEFI Composite Rand 5254 017% 0,49% 3,56% 6,70%
COMMODITIES

DESCRIPTION

CURRENCY

INDEX VALUE

MONTH-TO-DATE

YEAR-TO-DATE

1YEAR

Brent Crude Oll Brent Crude ICE uss$ 739 -2,41% 116% -14.13% -32,86%
Gold Gold Spot us$ 19210 -0,62% -1,79% 532% 4,52%
Platinum Platinum Spot uss$ 917,0 -7,09% -7,75% -14,54% -1,50%
CURRENCIES

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
ZAR/Dollar ZAR/USD Rand 18,75 -2,80% 5,24% -915% -14,80%
ZAR/Pound ZAR/GBP Rand 23,84 -2,31% 2,98% -13,63% -17,87%
ZAR/Euro ZAR/EUR Rand 20,43 -2,37% 3,26% -10,80% -17,75%
Dollar/Euro USD/EUR uss$ 1,09 0,00% -193% -1,83% -3,67%
Dollar/Pound USD/GBP uss$ 127 0,56% -247% -4,83% -3,26%
Dollar/Yen USD/IPY Us$ 0,01 2,47% 315% 9,63% 6,50%

Source: I-Net, figures as at 23 June 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



