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South Africans are long used to bad news, but recently the news has been better. Inflation is much lower,
and the Reserve Bank cut interest rates again last week. In fact, viewed in isolation, the latest South African
inflation numbers call for an even bigger interest rate cut than what was delivered. However, South Africa

is not an island, physically or metaphorically. It is interconnected with a complex global environment.

THROUGH THE FLOOR

Consumer inflation fell through the bottom end of
the 3% to 6% target range in October for the first time
since February 2021, when the pandemic played havoc
with global prices. That disruption would soon push
pricesin the opposite direction, with inflation surging
globally and locally in 2022 and 2023.

Prior to that, inflation also briefly dipped below 3% in
2010, again in the wake of a global dislocation, this
time due to the financial crisis and the wild swings in
the oil price. Inflation also fell through the floor in
2004, hitting 0%, after the rand appreciated from
R11 per dollar to R6 between 2002 and late 2004.

This time round, the main driver has been the sharp

decline in goods inflation, particularly food and fuel
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prices. Goods inflation fell to 1.4% year-on-year in
October. On the flipside, goods inflation was also
mostly responsible for the spike in headline inflation
above the target band in 2022.

Goods prices make up 49% of the SA consumer price
index, and services the rest. Service inflation is stickier
and moves more slowly. Arguably it is also more closely
linked to domestic demand, while goods prices are
largely setin international markets. The good news is
that service inflation has been trending lower, dipping
to 4.3% in October, but we also know that hefty
electricity tariff and medical aid increases still need
to be reflected.

In other words, October’s sub-3% inflation number is
likely to be temporary.
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CHART 1: SA REPO RATE AND CONSUMER INFLATION
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UNANIMOUS

The members of the Reserve Bank's Monetary Policy
Committee (MPC) unanimously decided to lower the repo rate
from 8% to 7.75%, maintaining the gradual pace of rate cuts.

The Reserve Bank's forecast expects inflation to average 4%
next year, before hovering around the 4.5% target in 2026
and 2027. The Bank's economic growth forecasts are broadly
unchanged, with growth rising to 2% by 2027. This remains
a conservative outlook compared to many private sector
forecasters. The MPC statement describes the risks to its
growth outlook as “balanced” meaning if the forecast is
wrong, it can be wrong in both directions. If the risks are

viewed as being to the “upside”, it means the forecast is
more likely to underestimate than overestimate.

The statement also views the risks to its inflation outlook
as balanced. Despite this, the statement and Governor
Kganyago's post-announcement comments placed a lot
of emphasis on factors that could place upward pressure
on inflation, including electricity tariff increases locally, but
more importantly, increased global uncertainty following
the US election. The statement noted that “new inflation
pressures and heightened uncertainty” suggest diminished
policy space for central banks internationally.

CHART 2: RESERVE BANK GROWTH AND INFLATION FORECASTS
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What this means in simple English is that if the gap between
interest rates in the US and elsewhere widens due to the
Federal Reserve cutting less than other major central banks,
capital will tend to flow to the US and the dollar will gain.
A stronger dollar means weaker currencies elsewhere and
potentially higher inflation. Therefore, central banks in those
other currencies may decide to scale back planned rate
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cuts to avoid excessive currency moves. The South African
Reserve Bank in particular is always nervous about the
possibility of a disorderly decline in the rand, which could
lead to higher inflation. The current level of the exchange
rate around R18 per dollar is not a concern, but the rapid
decline following the US election will have raised some
eyebrows.



INVESTMENT NOTE

Before we blame everything on Donald Trump, it is worth
pointing out that the US interest rate outlook started shifting
before the US election due to resilient economic growth
and inflation proving to be somewhat sticky on the way down.

Another persistent inflation risk—a jump in global oil prices
- reemerged after Russia fired intercontinental ballistic
missiles at Ukraine. However, at $75 per barrel, the price of

Brent oil remains towards the lower end of its broad trading
range of the past two years. In rand terms, the oil price is
still lower than a year ago, and therefore still detracting
from headline inflation. But this also creates a low base
from which inflation will be measured a year from now.
These are all factors that are included the MPC's conservative
approach.

The question of whether South Africa should move to a
lower inflation target remains up in the air. Officially,
nothing has been decided, and the MPC will set policy
based on the target as its stands today, namely 3% to 6%.
National Treasury sets the inflation target, but the MPC

has operational discretion in implementing the target.

Governor Kganyago acknowledged that discussions with
the Treasury are ongoing on the matter and denied that
the MPC has "implicitly or informally” lowered its target.
As he correctly noted, there is “no point setting a target
that is a secret because the usefulness of the target is to
influence inflation expectations". In other words, people
need to know what the target is and believe that the central

bank is serious about achieving it.

The MPC has since 2017 explicitly aimed for the mid-point
of the target and commmunicated as such. The fact that
inflation is now expected to hover around that level over
the medium term suggests a measure of success. The
general public seems to have internalised the idea that

inflation should be around 4.5%.

NAVIGATING BY THE STARS

The MPC could, therefore, start emphasising the lower
end of the 3% to 6% target range in their communication,
and lay the groundwork for an eventual official lowering
of its objective without necessarily impacting the path of
interest rates over the short term.

Over the long term, lower inflation would benefit the
country, as it will result in lower interest rates over time,
less rand depreciation and a more stable business
environment. However, the adjustment phase could be
uncomfortable in the sense that interest rates might be
higherinthe short term than would be the case otherwise.
For instance, if the target is officially 3%, then next year’s
inflation forecast of 4% would be unacceptably high, and
there would be no room to cut rates further. That doesn’t
mean there would have to be rate increases, however. A
repo rate of 7.75% and inflation of 4% would still imply a
real repo rate of 3.75%, which the bank would consider as
“restrictive”. The Reserve Bank assumes a real repo rate of
around 2.75% is “neutral”. Anything above, is believed to
be a drag on domestic demand, while a level below is
stimulative.

This concept of a neutral interest rate — where supply and
demand in the economy can be nicely balanced and causes
no major upward or downward pressures on inflation —is
not without problems. Intuitively, it makes sense. But
practically, it cannot be directly measured. We can only
really know that interest rates are too high or too low by
observing the impact on economic activity, especially
interest rate and credit-sensitive parts of the economy like
housing and car sales. We can look back and say that rates
were “restrictive” or “accommodative” based on how the
economy performed, but it is difficult to project forward.

Arguably, the 2.75% neutral real repo rate estimate, also
called r* by economists (pronounced r-star), is on the high
side for the South African economy. Most South Africans

borrow at rates linked to prime, which is 3.5% higher. A real
neutral prime rate of 6.3% is steep when real economic
growth is less than 2%.

But the level of r* has been particularly puzzling in the US
context where real interest rates have been and continue
to be well above the estimated real neutral rate of around
0.5% to 1%. Despite this, the US economy has been resilient.
It could be that the neutral rate is much higher than
previously thought, or that there are special one-off factors
that have blunted the impact of a high r* notably loose

fiscal policy.

Despite being unobservable, the Federal Reserve must

explicitly or implicitly take a view on where r*is. As Fed Chair
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Jerome Powell once noted, policymakers “navigate by the
stars,” but they do so with cloudy skies.

Similarly, investors need to take a view of whether interest
rates are too high, too low or just right. If rates are too high,
economic pressure will build and ultimate company profits
will decline, hurting the stock market. If rates are too low,
the economy will heat up again, which will deliver a short-
term boost to earnings and potentially share prices, but

CHART 3: US BOND YIELDS, %
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inflation will also revive, leading ultimately to a new cycle

of rate increases.

For now, the market is still pricing in that short-term rates
will be falling, albeit not as much as a few weeks ago, as
evidenced by higher bond yields. However, as chart 3 shows,
these yields have not breached previous peaks. Further rate

hikes are not discounted.
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Back in South Africa, for the time being, we can count on
lower domestic interest rates to provide further relief to
consumers. While it is still likely to be a relatively shallow
cutting cycle, it coincides with lower inflation which boosts
households' real purchasing power. This has already showed
up in a decent rise in retail sales in third quarter, ahead of
the financial injection from two-pot pension withdrawals.
Business confidence, as measured by the Bureau for
Economic Research'’s longstanding survey, has also picked

CHART 4: SOUTH AFRICAN BUSINESS CONFIDENCE
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up strongly over the past three quarters, though the index
is not in positive territory. More businesses are optimistic,
but a small majority are still pessimistic. There are clearly
still a lot of challenges in the business environment, including
water supply problems in Gauteng and elsewhere. South
African businesses have proven themselves to be resilient
in tough conditions, but they ultimately do need their
customers to spend. This now seems to be happening.
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In other words, we are witnessing the green shoots of an
improved economic performance in South Africa, which

can be watered by declining interest rates. Despite an
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uncertain global backdrop, this bodes well for longer-term

returns from South African asset classes that remain

attractively valued.



EQUITIES - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
Global MSCI World uss$ 3766.0 1.48% 3.26% 18.84% 25.32%
United States S&P 500 uss$ 5969.0 1.67% 4.63% 2514% 30.99%
Europe MSCI Europe us$ 2018.0 -0.05% -3.58% -0.10% 6.27%
Britain FTSE 100 us$ 10 355.0 1.79% -1.00% 517% 10.96%
Germany DAX us$ 1734.0 -0.63% -3.07% 8.90% 14.08%
Japan Nikkei 225 Us$ 2474 -116% -3.74% 427% 10.61%
Emerging Markets MSCI Emerging Markets us$ 1087.0 0.18% -2.95% 6.15% 10.47%
Brazil MSCI Brazil uss$ 1389.0 0.58% -1.21% -22.83% -17.66%
China MSCI China us$ 62.4 -1.84% -514% 12.49% 7.85%
India MSCI India us$ 10389 1.29% -1.99% 12.68% 24.27%
South Africa MSCI South Africa us$ 465.0 2.88% -2.52% 12.05% 21.09%

EQUITIES - SOUTH AFRICA (TOTAL RETURN UNLESS INDICATED OTHERWISE)

CURRENCY  INDEX VALUE WEEK

DESCRIPTION

MONTH-TO-DATE

YEAR-TO-DATE

1YEAR

All Share (Capital Only) All Share (Capital Index) Rand 85608.0 2.07% 0.26% MN.33% 14.50%
All Share All Share (Total Return) Rand 15608.0 2.07% 0.28% 1517% 18.74%
JSE Capped SWIX Capped SWIX (Total Return) Rand 382213 210% 0.31% 1519% 20.00%
TOP 40/Large Caps Top 40 Rand 13915.0 1.82% -0.21% 13.04% 16.24%
Mid Caps Mid Cap Rand 26 073.0 3.42% 1.62% 19.68% 29.00%
Small Companies Small Cap Rand 42 669.0 3.56% 310% 30.64% 37.32%
Resources Resource 20 Rand 49728 5.34% -3.29% 2.29% 2.99%
Industrials Industrial 25 Rand 25 405.0 0.75% 0.07% 14.42% 16.00%
Financials Financial 15 Rand 16 235.0 197% 2.24% 25.75% 33.86%
Listed Property SA Listed Property Rand 23778 0.76% 0.97% 27.56% 4273%

FIXED INTEREST - GLOBAL

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK

MONTH-TO-DATE

YEAR-TO-DATE

TYEAR

IBOXX Global Government S&P uss$ 74.5 -017%

Overall (USD Unhedged)

-1.80%

-5.08%

-0.32%

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1YEAR
All Bond BESA ALBI Rand 11015 1.51% 2.59% 1713% 19.38%
Government Bonds BESA GOVI Rand 1084.3 1.49% 2.57% 16.98% 19.24%
Inflation Linked Bonds BESA CILI Rand 3721 0.99% 0.65% 6.55% 8.04%
Cash STEFI Composite Rand 589.8 0.15% 0.48% 7.61% 8.51%
COMMODITIES

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1YEAR
Brent Crude Oil Brent Crude ICE uss$ 752 5.81% 297% -2.38% -8.33%
Gold Gold Spot uss$ 2716.0 597% -2.41% 31.65% 35.80%
Platinum Platinum Spot us$ 961.0 2.67% -4.76% -2.63% 4.23%
CURRENCIES

DESCRIPTION CURRENCY  INDEXVALUE WEEK MONTH-TO-DATE  YEAR-TO-DATE 1YEAR
ZAR/Dollar ZAR/USD Rand 1812 0.45% -2.84% 1.00% 4.26%
ZAR/Pound ZAR/CBP Rand 22.71 110% -0.04% 2.60% 3.92%
ZAR/Euro ZAR/EUR Rand 18.88 1.53% 1.42% 6.98% 8.94%
Dollar/Euro USD/EUR us$ 1.04 0.96% 4.62% 6.15% 4.81%
Dollar/Pound USD/GBP us$ 1.25 0.66% 2.93% 1.33% -0.26%
Dollar/Yen USD/IPY us$ 0.01 0.23% 1.76% 9.72% 347%

Source: I-Net, figures as at 22 November 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



