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Market and economic outlook: July 2023 
 

Highlights _________________________________________________________________________________ 
 

Markets 
• In our view, the potential for a United States (US) recession and the evolution of the US policy rate cycle will be the 

main global themes driving the outlook for financial markets in the next year and are paramount for portfolio 
positioning. 

• We think the outcome of the recession theme will determine whether there is substantial downside risk for global 
equities from here. The US equity market seems to currently not expect a recession. 

• We don’t only think it makes sense to favour an allocation to US bonds as a portfolio hedge against recession risk, 
but also because US bonds look attractive from both a rate cycle perspective and a relative valuation angle. 

• Our preference to take a more defensive stance in our portfolios, makes us cautious about exposure to the global 
property asset class in the interim. 

• South African (SA) equities still trade at huge valuation discounts to the rest of the world and its history. Although 
the SA equity market will likely also suffer during any global equity drawdowns in risk-off periods, it could perform 
relatively better in subsequent risk-on recoveries due to its positive valuation underpin. 

• SA real bond yields are attractive against their history, as well as relative to those in global markets, with part of the 
high real yield differential due to a fiscal and country risk premium. We expect falling inflation in the coming year to 
become less supportive of inflation-linked bonds (ILBs). The prospective SA real cash yield has been rising from a 
low level in line with policy rate increases and now expected falling inflation and is currently cheap versus history. 

• Although SA listed property companies are experiencing improving operational performance (in terms of vacancy 
rates, net operating income and property values), financial conditions have deteriorated (e.g. loan-to value, interest 
cover and the cost of debt). 

• There is always a strategic rationale for gold as a portfolio risk diversifier, because it is expected to hold its value 
through turbulent times and has limited correlation with other asset classes. Historically, the rand gold price has 
been a strong relative asset class performer for a SA investor. 

Economics 
 

• With central banks stating their hesitancy to lower interest rates until clear signs of inflation decline and a 
sustainable improvement in underlying inflation are evident, a tighter monetary policy stance could worsen growth 
challenges in the global economy and heighten the risks of a more severe downturn.  

• While financial strains have historically followed periods of rapid interest rate hikes, the recent turmoil in the smaller, 
regional banking sector in the US does not necessarily indicate a precursor to systemic stress. In our view, it instead 
reflects isolated challenges arising from tighter financial conditions. 
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• Prospects for more robust Chinese growth have once again weakened. Factors such as declining global export 
activity, subdued consumer sentiment, an uneven housing market recovery and elevated youth unemployment 
suggest that China's growth outperformance compared to the government's official target of 5% may be more 
limited than initially thought. 

• The global circumstances present a significant challenge for SA's economic growth, especially when combined with 
local obstacles such as subdued business and consumer confidence, severe constraints in network industries and 
ongoing political uncertainty. 

• The primary risk to SA's growth is the prevailing power predicament, which is expected to keep growth flat this year. 
However, an improvement in energy supply is anticipated to boost growth to 1% in 2024 and 1.6% in 2025.  

• The feasibility of reducing the budget deficit to 3.9% during the fiscal year 2023/24, as anticipated by Treasury, is 
cast into doubt due to mounting social obligations, an overrun in civil servant wages and burdensome debt-servicing 
obligations. 

• Despite expectations for headline inflation to dip below 6% in the latter half of this year, we expect another 25-basis 
point interest rate hike at the upcoming July rate-setting meeting, to a peak of 8.5%. Looser fiscal policy adds to the 
burden of SA’s monetary policy authorities and as such, interest rates could be kept tighter for longer. 
 

First half equity market rally defies interest rate increases and risk of recession __________________ 
 

A potential debt default in the US captured headlines in 
the first two months of the quarter. A bipartisan 
agreement was reached just a few days into June 2023. 
The agreement did not impose a major tightening in 
fiscal policy which financial markets deemed positive 
for growth. The outcome removed a significant amount 
of uncertainty from markets resulting in Wall Street’s 
fear gauge (the CBOE Volatility Index or VIX) falling to 
its lowest level since pre-pandemic levels. The VIX 
ended the quarter at 13.5 points, significantly off the 
highs of 33.6 experienced in October last year.  
 
With major central banks still tightening monetary 
policy leading to higher levels of macroeconomic and 
policy uncertainty, the Merrill Lynch Option Volatility 
Estimate (MOVE), which captures a yield curve-
weighted index of the normalised implied volatility on 
one-month Treasury options, remained historically high 
ending the quarter at 111 points, after hitting a peak of 
198 in March 2023. Despite this retreat, the MOVE 
index is still 11 points up since the end of last year. 
 
According to News24, there have been 90 interest rate 
hikes so far this year, relative to only 17 cuts. Interest 
rates have been hiked by a cumulative 500 basis points 
in the US and 400 basis points in the Eurozone since 
the start of 2022, while interest rates have climbed 

nearly 500 basis points in the United Kingdom since the 
start of the interest rate hiking cycle in December 2021.  
 
After falling from an earlier peak of US$30 470 in mid-
April to US$24 928 in mid-June, the Bitcoin price 
recovered to its highest level in a year. CNBC attributes 
the jump in price to BlackRock’s application for the first-
ever spot bitcoin exchange-traded fund in the US.  
Weak high-frequency data highlighting a faltering 
economic recovery in China led global commodity 
prices lower. The Bloomberg Commodity Price Index 
(the four largest weights in this index include gold at 
15%, WTI Crude oil at 8%, natural gas at 8% and Brent 
Crude oil at 7%) sank 3.4% in the second quarter and 
tracked 7.7% weaker on a year-to-date basis.  
 
Large year-to-date price declines were observed in 
energy-related commodities, including natural gas and 
crude oil. The international price of Brent crude oil is 
nearly 13% lower since the end of 2022, with natural 
gas prices between 40% and 50% lower over the same 
period. Within metals, prices of iron ore and gold were 
higher year to date, while the prices of nickel, steel and 
aluminium dropped the most. The dollar price of gold 
tracked 2.8% weaker during the second quarter in line 
with a pause in interest rates by the US Federal Reserve 
(Fed) but was still up 4.9% on a year-to-date basis.  
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Meanwhile, the dollar price of platinum and palladium 
dropped by 16.4% and 30.2% (respectively) year to 
date and 9.7% and 14.5% (respectively) during the 
second quarter. Within agricultural commodities, the 
biggest gainers were cattle and sugar in the second 
quarter, while the biggest price declines were evident 
for wheat and corn, driving expectations for a further 
decline in global inflation.  
 
It was a quarter of two halves for global equities. The 
MSCI All Country World Index tracked broadly 
sideways until June, rising in the last weeks of the 
quarter. Global equities ended the quarter a firm 5.1% in 
the black (12.8% year to date) and were mainly driven 
by the performance in developed markets (DM). Big 
gains were seen in technology-driven stocks in 
particular.   
 
The MSCI DM Index advanced 5.6% in the second 
quarter, supported by robust gains in the Japanese 
equity market. Within the DM composite, US equities 
increased by 7.4% over the quarter and 15.5% year to 
date, primarily on the back of strong year-to-date gains 
in information technology, telecommunications and 
consumer discretionary stocks, while energy, utilities, 
healthcare and financial stocks dipped since the start of 
the year.  
 
The Eurostoxx 50 Index lagged the performance in US 
and Japanese markets but still managed to end the 
quarter 4.2% higher (8.4% higher for the first half of the 
year) despite bank failures and the European Central 
Bank (ECB) continuing to tighten monetary policy.  
 
During May, the Japanese Nikkei 225 Index hit a 33-
year high following foreign equity inflows after a three-
year hiatus. The New York Times attributes this stellar 
performance to a return in inflation, a rise in consumer 
spending, a return of foreign tourists and a change in 
boardroom attitudes for Japanese corporates. The 
Nikkei 225 Index jumped 18.5% in the second quarter 
and 28.7% in the first half of the year. 
 
The performance in emerging market (EM) stocks was 
more muted. The MSCI EM Index edged up 0.6% in the 
second quarter, with divergent performance across the 
contributing indices. Equity markets in Latin America 

shot up 13.7% in the second quarter, while Asian stocks 
shed 1.1% in light of deteriorating economic data out of 
China. With officials failing to unveil major stimulus 
measures outside of small interest rate cuts, the 
performance of equities has remained muted. 
Meanwhile, equity markets in Europe, Middle East and 
Africa (EMEA) inched up 2.5% in the quarter.  
 
Government bond yields rose further into the second 
quarter of the year. The yield on the US 10-year 
government bond picked up 36 basis points to 3.8% 
over this period, while the German 10-year government 
bond yield climbed 12 basis points to end June at 2.4%. 
While the Fed’s dot plot - a chart that records each Fed 
official's projection for the central bank's key short-term 
interest rate – suggests two more interest rate hikes in 
the US, markets are pricing in one more increase of 25 
basis points in July, with a 30% chance of another 
before November. Markets have also reduced the 
number of interest rate cuts they are expecting next 
year. Meanwhile, in the Eurozone, markets are pricing in 
two more hikes by the ECB.  
 
As the yields on shorter maturities have risen, yield 
curve inversion has deepened, signalling the risk of a 
recession as previous interest rate tightening starts to 
bite.  
 
Mimicking lower risk aversion in equity markets, the JP 
Morgan EM Bond Index (EMBI) spread dipped nine 
points and ended the quarter at 364 points. Chile and 
Peru experienced the largest quarterly narrowing in 
credit default swap (CDS) spreads of 31 points and 29 
points, respectively, in the second quarter of the year, 
while spreads widened the most for Thailand (6 points). 
 
The local equity market lagged its global counterparts 
and shifted 0.7% higher in the quarter and ended the 
first half of the year 4.3% firmer. Gains in financial and 
industrial shares in the quarter were wiped out by 
losses in resource shares. The FTSE/JSE Resources 
Index sank 6.1% in the second quarter in line with 
weaker commodity prices. In contrast, the FTSE/JSE 
Financials Index gained 5.3% and the FTSE/JSE 
Industrials Index eked out an increase of 3.4% in the 
quarter.  
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The FTSE/JSE Mid-cap index ended the quarter 0.2% 
lower while small-cap equities experienced mild gains 
of 0.5%. 
 
Chart 1: Quarterly asset class returns (%)  

 
Source: Iress, Momentum Investments 
Chart truncated for US and SA 10-year bond yields  
 

In SA’s fixed income markets, the 10-year government 
bond yield sold off 73 basis points in the quarter, after 
touching an intra-quarter high of 12.1%. The JSE Assa 
All Bond Index declined 1.5% for the quarter, with the 
JSE Assa Government ILB Index dropping by 0.7% in 
the corresponding period. The FTSE/JSE SA Listed 
Property Index crept 0.7% higher in the second quarter 
of the year. 
  
It was a mixed bag for EM currencies during the second 
quarter. Prior to the Turkish elections, the central bank 
intervened in the currency markets. However, with 
limited intervention since, the Turkish lira sold off 15.6% 
against the US dollar in the quarter. The Russian rouble 
plunged 9.2% over the same period driven weaker by 
domestic political concerns late in the quarter. The 
Argentine peso and Colombian peso had the best 
performance in the quarter from a basket of major EM 
currencies, strengthening by 17.6% and 14.7%, 
respectively.  
 
The rand weakened by 3.6% against the US dollar in the 
second quarter of the year, strengthening towards the 
end of the quarter as loadshedding lessened on a higher 
energy availability factor and reduced demand on 
Eskom supply. Year to date, the rand was the third 
weakest performing currency against the US dollar after 
the Russian rouble (8.6%) and Turkish lira (12%). 
 
During the second quarter, the rand weakened by 6.2% 
against the euro and 8.3% against the British pound.  
 
In line with a retracement in the SA 10-year government 
bond yield and the currency, SA’s ten-year CDS spread 
narrowed by seven points in the quarter to 360 but 
remained five points higher since the end of 2022.   
 

Possibility for US recession and the US policy rate cycle paramount for portfolio positioning ______ 

In our view, the outcome of the US recession theme will 
determine whether there is substantial downside risk 
for global equities from here. Although the debate about 
the probability for a US recession has been ongoing 
since the latter part of last year, the jury is still out on 
whether we’ll see a US recession in the coming 
quarters, or whether a recession can be avoided 

altogether. Although we think the balance of evidence 
currently points to a better-than-even chance that we 
will see a US recession either later this year or in the 
early part of next year, there is still a significant 
possibility that a recession might not happen. We think  
four main indicators currently point to a meaningful 
probability for a US recession. 
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The first is the monetary transmission lag. Since the US 
central bank started its hiking cycle in March last year, 
policy rates have increased more over the last 12 
months than at any time since 1981 (see chart 2). If 
policy works with a 12-18-month lag as it typically does, 
the full effect of all this tightening on the US economy is 
still very much to come, even if rates are now 
approaching their peaks. And since the starting point for 
interest rates was close to zero, one can argue that the 
rate hikes in the latter part of the hiking cycle could be 
disproportionally more detrimental for consumers and 
businesses than increases earlier in the cycle. The risk is 
that the mounting cumulative impact of the sequential 
rate increases later in the rising rate cycle could 
retrospectively turn out to have been the proverbial 
straw that broke the US economy’s back.  
 
Chart 2: Sharpest 12-month rise in US policy rates 
since 1981 

Source: Iress, Momentum Investments 
 
The US leading economic indicator (LEI) provides the 
second warning sign for possible US recession. 
Momentum in this composite indicator, which includes 
10 variables across the US manufacturing sector, labour 
market, housing sector, the equity, credit and rate 
markets, as well as consumer sentiment, has gone 
significantly negative (see chart 3). Never before across 
60 years of history has the LEI momentum been this 
negative without a recession following. 
 
 
 
 
 

Chart 3: Never before has US LEI momentum been 
this negative without recession following 

Source: Iress, Momentum Investments 
 
A third potential signal for an oncoming US recession is 
the significant tightening in lending standards 
undertaken by US banks since late 2022 (see chart 4). 
Banks’ lending criteria were loose in the aftermath of 
the pandemic of 2020, but as banks became worried 
towards the back end of 2022 that consumers and 
businesses were coming under strain from higher 
interest rates, they started tightening lending 
conditions. Limiting the availability of finance for the US 
corporate sector, increases the risk of a sharp slowdown 
in US economic activity, or even recession, in the 
quarters ahead, as lending criteria have typically led US 
GDP growth by around two quarters. 
 
Chart 4: Tighter US bank lending criteria increases 
the risk for recession 

Source: Federal Reserve Bank of St. Louis, Iress, Momentum 
Investments 
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Fourthly, a three-month/10-year US yield curve 
inversion has been an infallible recession indicator 
historically, never giving a false signal (see table 1). 
Whenever this part of the yield curve inverted in the 
past, we have always seen a US recession following 
somewhere between five months and 16 months after 
inversion. This time, the yield curve inverted in October 
last year. If history is any guide, one should thus expect 
a US recession anytime between March 2023 and 
February 2024. On average, the recession started 10 
months after curve inversion, which would imply the US 
recession to start in August of this year. 
 
Table 1: Yield curve inversion was historically an 
infallible US recession indicator 

US 3-month/10-year 
yield curve inversion 

date 

US recession 
start date Lead (months) 

Dec-68 Dec-69 11 
Jun-73 Nov-73 5 
Nov-78 Jan-80 14 
Oct-80 Jul-81 8 
Jun-89 Jul-90 13 
Jun-00 Mar-01 7 
Aug-06 Dec-07 16 
Jul-19 Feb-20 7 

Average   10 

Median   10 
Source: Credit Suisse 
 
One indicator that has often given false signals about 
the US recession in the past has been the US 
manufacturing Purchasing Managers’ Index (ISM). As a 
diffusion index, whenever this falls below the 50 level, it 
is indicative of a looming contraction in US 
manufacturing activity. As this indicator has been below 
the 50 level since November last year, it is often 
referenced as pointing to a forthcoming US recession 
(see chart 5). However, since this indicator is only 
reflective of the shrinking US manufacturing sector that 
now constitutes just slightly more than 10% of the 
economy, it is unsurprising that it has given so many 
false recession signals in the past and as such is not a 
trustworthy recession indicator. 
 
 
 
 

Chart 5: US PMI an unreliable recession indicator 

Source: Iress, Momentum Investments 
 
It is possible that this time could be different and the 
seeming infallible recession indicators such as the US 
LEI and the inverted yield curve could be wrong for the 
first time, but one would be betting heavily against 
history if you make such an assumption. As responsible 
custodians of our clients’ money, we think it is more 
prudent to assume that there is a significant probability 
that there could be a US recession and that this should 
be reflected in portfolio positioning. History has shown 
that whenever there was a US recession, it was also 
associated with significant drawdowns in the US equity 
market. Indeed, as table 2 indicates, the US equity 
market has never bottomed before a recession started, 
but always only after it began. If we thus do get a 
recession this time, it seems likely that the US equity 
market hasn’t reached its bottom yet. 
 
Table 2: US equities always only bottom after the 
start of a recession 

US recession 
start date 

US equity market 
trough date 

Difference 
(months) 

Apr-60 Oct-60 6 
Dec-69 May-70 5 
Nov-73 Oct-74 10 
Jan-80 Aug-82 31 
Jul-90 Oct-90 2 
Mar-01 Oct-02 19 
Dec-07 Mar-09 14 
Feb-20 Mar-20 1 

Average   11 

Median   8 
Source: Credit Suisse 
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For future asset class performance it also matters 
whether markets are already discounting a recession or 
not. In our view, two factors seem to indicate that the 
US equity market is currently not expecting a recession. 
 
Firstly, from analysing the so-called fear gauges for the 
US equity and bond markets (see chart 6), it is 
surprising that the VIX is currently indicative of the 
lowest equity volatility since pre-COVID at a time that 
there are huge uncertainties about US growth, inflation 
and policy rates. Contrast that with the current MOVE 
Index that has settled at an elevated level versus the 
pre-COVID era. It thus seems that the US equity market 
is much more complacent than the bond market about 
the economic outlook.  
 
Chart 6: US equity market seems complacent about 
risks 
 

Source: Bloomberg, Momentum Investments 
 
Secondly, expectations for US corporate profits also 
don’t seem to be reflecting a recession scenario. Table 3 
shows that in the previous seven recessions, the 
average and median peak-to-trough declines in 
earnings were 24% and 18%, respectively.  
 
The consensus expectation is for a 5% peak-to-trough 
earnings decline this time, well short of the historical 
recession experience and pointing to likely sharp profit 
downgrades should a recession materialise. 
 
 
 
 

Table 3: US profit expectation not reflecting a 
recession scenario 

US 
recession 

US EPS 
peak 

US EPS 
trough %Δ EPS 

1974 9.4 7.7 -18% 
1983 15.3 12.5 -18% 
1986 16.9 14.4 -15% 
1990 26 15 -42% 
2001 56 41 -27% 
2008 94 62 -34% 
2020 167 140 -16% 

Average     -24% 

Median     -18% 
Source: Bank of America 
 
In our view, one thus has to be somewhat circumspect 
about equity markets and portfolio positioning when the 
balance of probabilities is pointing to a meaningful 
chance of a US recession at a time that the equity 
market doesn’t seem to attach a high probability to this. 
We therefore need to protect portfolios against the 
potential downside risk for the US and global equity 
markets in case of a US recession, as global equities 
could still go down significantly from current levels in 
such a scenario. In our view, it thus makes sense to 
favour exposure to US bonds, gold and alternative 
assets like infrastructure as portfolio hedges against 
potential downside global equity risk.  
 
Of course, if a recession is avoided, the downside 
momentum in the US economy would be contained and 
the equity market could chug along, even if returns 
could be unexciting at times. In the absence of 
recession, portfolios would not have to be positioned as 
defensively to limit downside risks and exposure to 
growth assets would feature more prominently in 
overall asset allocation.  
 
We don’t only think it makes sense to favour an 
allocation to US bonds as a portfolio hedge against 
recession risk, but also because US bonds look 
attractive from both a rate cycle perspective and a 
relative valuation angle. 
 
It currently looks likely that we will soon see the peak in 
US policy rates as inflation declines to levels the US 
central bank would be more comfortable with. How did 
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US equities perform around past rate peaks? Table 4 
shows that over the past half a century or so, it 
depended on whether inflation was high or low at the 
time of the rate peak. US equity returns were only high 
after past rate peaks when inflation was low. Whenever 
inflation was high, like now, the subsequent US equity 
performance after the rate peak was poor. This makes 
sense because when inflation is high, one doesn’t see a 
pivot to rate cuts very soon after the peak in interest 
rates. Therefore, if inflation remains at high levels for 
the next six to 12 months, we won’t see the Fed cutting 
rates and equities could perform poorly. However, if 
inflation drifts down closer to the Fed’s implicit target, 
then we might see the first cut early next year, with 
positive ramifications for equities leading up to this. 
Again, this calls for circumspection about US equity 
market returns around the rate peak this time in a high 
inflation environment. 
 
Table 4: US stock market returns post past rate peaks 

US equity returns post peak front-end interest rates 
Peak rate 

year 
Elevated 
inflation? 

3-month 
return 

6-month 
return 

12-month 
return 

1969 Yes -4.6% -18.4% -7.0% 
1973 Yes -8.0% -7.7% -30.8% 
1981 Yes -7.4% -4.7% -15.6% 

1989 No 7.8% 18.4% 15.3% 
2000 No 6.8% -7.4% -11.6% 
2006 No 7.9% 12.7% 14.0% 
2018 No 0.9% -0.3% 13.8% 
Average: Inflation 

elevated -6.7% -10.3% -17.8% 

Average: Inflation not 
elevated 5.9% 5.9% 7.9% 

Source: Morgan Stanley 
 
Chart 7 shows that US bonds historically strongly 
outperformed DM equities in the year following the 
peak in US policy rates during cycles when the yield 
curve was inverted, as is now the case. The maximum 
outperformance was as much as 11.5% in the 
subsequent year. This implies that one would normally 
want to favour bonds over equities in the year after US 
rates peak when the yield curve is inverted. 
 
 
 

Chart 7: Bonds outperform equities post the last Fed 
hike if the yield curve is inverted 

Source: Morgan Stanley 
 
Furthermore, sharp global policy rate rises in 2022-23 
have caused the largest increase in US cash and bond 
yields in 40 years. As a result, US fixed-income assets 
have again become viable income-providing 
alternatives to equities (see chart 8). The last time this 
was the case was in 2007 before the onset of the global 
financial crisis (GFC). This means that investors can 
nowadays again get investment income from fixed 
income assets as it's normally supposed to be, whereas 
for more than a decade after the GFC, cash and bond 
yields were so close to zero that investors’ only income 
alternative was to explore the equity asset class for 
better income from dividends. 
 
Chart 8: US cash and bonds now provide attractive 
relative income 

Source: Iress, Momentum Investments 
 
Finally, after the sharp rise in bond yields and the strong 
equity performance in recent years, US bonds are now 
attractively valued relative to US equities (see chart 9). 
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Comparing the current US bond yield to the through-
the-cycle equity earnings yield, equities are now almost 
one standard deviation expensive relative to bonds 
against history. This was not the case for a long time 
since the GFC, when equities were consistently cheap 
versus bonds. 
 
Chart 9: US bonds now cheap versus equities 

Source: Iress, Momentum Investments 
 
US real estate investment trust (REIT) occupancy rates 
remain high outside the Office sector and US balance 
sheets have strengthened since the GFC with lower 
leverage and a longer maturity profile. However, 
elevated Office sector leverage could exacerbate near-
term operating challenges and lead to dividend cuts and 
asset sales.  
 

Although REIT sensitivity to interest rates has declined 
since the GFC with more fixed-rate debt at lower 
interest rates, there is a risk for more distressed sales 
due to higher debt levels associated with the rapid rise 
in interest rates and banks tightening lending standards. 
 
Global property currently looks expensive versus some 
fixed income asset classes like US Treasuries and global 
investment grade bonds, fair value against US Treasury 
inflation-protected securities (TIPS), but cheap against 
equities. 
 
In aggregate, our preference to take a more defensive 
stance in our portfolios against the backdrop of 
lingering US recession risks and uncertainties about the 
path for global inflation and policy rates, makes us 
cautious about exposure to the global property asset 
class in the interim. 
 
For SA investors, we prefer SA asset classes over global 
assets in the next year. Firstly, our expectation for some 
rand appreciation as global risk appetite improves later 
this year in anticipation of future policy rate declines, 
would erode the local currency returns from global 
assets. Furthermore, SA assets are supported by more 
attractive valuations than global assets and discount 
significant amounts of bad news.  
 

Valuation is the main support for future SA equity market returns_____________________________ 

SA equities continue to be attractively valued relative to 
global equities, as well as against its history. This should 
provide some support in case of potential global equity 
drawdowns, but more so during subsequent risk-on 
recoveries when global risk appetite increases. SA 
equity valuations remain cheap against EM (and even 
more so against DM), with SA a superior dividend payer 
within EM and at a large forward P/E discount to EM 
(see chart 10). Only in the period between the 1998 EM 
crisis and the 2000 dot-com collapse did SA equities 
trade at a larger forward P/E discount versus EM than 
the current more than one standard deviation discount. 
 
 
 

Chart 10: SA forward P/E relative to EM 

Source: SBG Securities 
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Furthermore, SA is the fourth most underowned market 
within global EM (GEM) equity funds (see chart 11) and 
as such should have meaningful rerating potential from 
current cheap valuations when global risk appetite 
improves. 
 
Chart 11: GEM funds’ % allocations to EM countries 
versus benchmark 

Source: SBG Securities 
 
Even assuming a conservative 9% earnings growth in 
the next year, the SA equity market is now one and a 
half standard deviations cheap on a forward P/E basis 
against the average since 1999 (see chart 12). In our 
view, a lot of bad news is currently priced into SA 

equities, enhancing the future return potential from 
current levels. The SA economy will likely remain 
trapped in a low-growth quagmire until the country’s 
electricity and logistical deficiencies are rectified and 
structural policy reforms are successfully implemented 
to drive the country’s growth potential to a higher plain. 
However, the fortunate reality for investors in the SA 
equity market is that the local economy is only a 
secondary driver for the overall local stock market. We 
have relayed before that analysis done by RMB Morgan 
Stanley shows that only around 30% of the aggregated 
operating performance of the companies in the JSE Top 
40 index currently originates from SA. 
 
Chart 12: ALSI forward P/E 

Source: Iress, Momentum Investments 
 
 

 
SA bonds remain attractive in real terms and against global bonds_____________________________ 

Although DM government bond yields have risen 
meaningfully and inflation rates have come down from 
peak levels, DM real yields remain in significantly 
negative territory due to still-elevated inflation readings. 
Although there are rampant inflation outliers like 
Türkiye within EM, in general, inflation rates in the 
emerging world have lagged those in DM. As such, EM 
real bond yields based on current inflation rates remain 
positive in most EM countries, with SA’s real yields 
among the highest (see table 5).  
 
 
 

Table 5: Real ex-post 10-year government bond 
yields  

DM 
 

US -0.3% 

Japan -2.9% 

Europe -3.7% 

UK -4.4% 

EM 
 

Russia 8.5% 

Brazil  7.1% 

South Africa 5.2% 

Mexico 2.8% 

Türkiye -23.8% 
Source: Iress, Momentum Investments 
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Not only are SA real bond yields currently attractive 
versus DM and EM yields, but SA’s real yield premiums 
against DM are also high against historical averages. 
Furthermore, SA’s prospective real yield is around one 
and a half standard deviations higher than its historical 
average. In our view, SA’s high real bond yields already 
discount high fiscal and country risk premiums. 
 
In the ILB space, lower-than-average monthly inflation 
accruals are expected from the second half of 2023 into 
the first quarter of 2024. Together with expected break-
even tightening as inflation falls in the coming year (see 
chart 13), this should provide less fundamental support 
for ILBs going forward. The prospective SA real cash 
yield has been rising from a low level in line with policy 
rate increases and now expected falling inflation and is 
currently more than one standard deviation above its 
historical average (see chart 14). 
 
Chart 13: Breakeven tightening expected in line with 
falling inflation in the coming year 

 
Source: IRESS, Momentum Investments 
 
 

Chart 14: Prospective SA real cash yield 

Source: Iress, Momentum Investments 
 
Relative to SA equities and cash, SA nominal bonds 
have consistently been the cheapest asset class since 
2013 (see chart 15). Aggressive COVID-related SA 
Reserve Bank (SARB) interest rate cuts have made cash 
the most expensive asset class since 2020, but cash is 
now close to equity valuations after recent sharp rate 
rises. 
 
Chart 15: SA asset class valuations 

Source: Iress, Momentum Investments 
 

Better operational performance amid worse financial conditions for SA property companies ______ 

Although SA listed property companies are 
experiencing improving operational performance (in 
terms of vacancy rates, net operating income and 
property values), financial conditions have deteriorated 
(e.g. loan-to value, interest cover and the cost of debt). 
At least the increase in the cost of debt is somewhat 
mitigated by in-place interest rate hedges (see chart 
16). 
 

In the Retail subsector, the demand for Retail space 
continues to be firm, with vacancies falling and rental 
growth now positive. Escalations look like they are 
stabilising but remain lower than in other sectors. Better 
trading conditions are supporting a turnaround in 
negative reversions. 
 
Improved demand for offices is driven by return-to-
office corporate policies and loadshedding, but 
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fundamentals remain weak, with escalations still 
trending lower and reversions still significantly negative. 
In the Industrial sector, escalations are holding up and 
reversions are improving, albeit still negative. 
 
From a portfolio construction perspective, the potential 
for meaningful listed property return upside from 
attractive valuation levels must be weighed against the 
remaining negative fundamental factors. 
 
 
 
 
 

Chart 16: Increase in listed property companies’ cost 
of debt mitigated by in-place interest rate hedges  

Source: Company reports, Momentum Investments 

 
Strategic rationale for gold as a portfolio diversifier and perceived safe-haven asset ______________ 

US real rates have been the dominant driver for the US 
dollar gold price for a couple of decades, as the 
fundamental driver for gold is the opportunity cost of 
holding a non-interest-bearing asset. However, this 
relationship has broken down since the Russia/Ukraine 
war – we estimate that non-TIPS factors are adding 
more than $1,000/oz to the current gold price.  
 
This is likely due to the highest-ever gold buying from 
global central banks in 2022 (see chart 17), probably for 
geopolitical and diversification reasons. So far in 2023, 
the strong central bank buying trend has continued. 
Central banks have an affinity for gold reserves as it is 
deemed a safe haven in risk-off periods and does not 
rely on any issuer or government, unlike currencies and 
bonds. Gold also enables central banks to diversify their 
reserves away from assets like US Treasuries and the 
dollar, particularly for countries wary of future 
confiscation of their international US dollar reserves 
should the US decide to impose Russia-like sanctions 
on them. Banks including those of Türkiye, China, Egypt 
and Qatar said they bought gold last year. But around 
two-thirds of the gold bought by central banks last year 
was not reported publicly, according to the World Gold 
Council. 
 
With geopolitical strife likely to remain high in coming 
years as deglobalisation continues and a multipolar 
world order establishes itself (between the West and 
China), gold is likely to maintain its strategic 

attractiveness in investment portfolios as a hedge 
against political volatility and uncertainty. 
 
Chart 17: Central bank gold buying highest ever in 
2022 

Source: Refinitiv, World Gold Council 
 
This will likely maintain the strategic rationale for gold 
as a portfolio risk diversifier, because it is expected to 
hold its value through turbulent times and has limited 
correlation with other asset classes (see chart 18). For a 
SA investor, the rand gold price has been a strong 
relative asset class performer historically, as perennial 
rand weakness has provided huge support over many 
years. 
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Chart 18: Gold has limited correlation with other 
asset classes 

Source: Iress, Bloomberg, Momentum Investments 

 
 

 
Disruption in a rising rate environment ______________________________________________________ 
 

The future holds inherent uncertainty, and currently, the 
global economy faces an unusually high number of 
unknown factors. As famously stated by former US 
Secretary of Defense, Donald Rumsfeld, there are 
‘known unknowns’ - things we know we don't know. In 
this age of ongoing crises, there is a lengthy list of these 
known unknowns. 
 
The first known unknown revolves around how the 
world will manage the sudden transition from extremely 
accommodative monetary policy to a more aggressive 
tightening stance. Following the GFC and the 
subsequent pandemic, the world's major central banks, 
such as the US Fed and the ECB, injected liquidity into 
the markets through bond purchasing programmes. 
However, recently, central banks have had to grapple 
with the highest inflation rates in decades, which led to 
a swift rise in short-term interest rates. With central 
banks stating their hesitancy to lower interest rates until 
clear signs of inflation decline and a sustainable 
improvement in underlying inflation are evident, a 
tighter monetary policy stance could worsen growth 
challenges in the global economy and heighten the risks 
of a more severe downturn (see chart 19). 
 
While indicators like consumer and labour market 
metrics remain relatively strong due to pandemic 
savings and stronger balance sheets, there are emerging 
concerns in areas such as global export volumes, 
sentiment surveys and leading indicators, all pointing to 

tougher growth conditions ahead. These challenging 
growth conditions follow the most significant pace of 
monetary policy tightening in nearly forty years. 
 
Chart 19: Rising risks of a US recession 

 
Source: MRB Partners, data up to May 2023 
 
In this context, global governments are not in a position 
to proactively ease their policies as they did during the 
pandemic due to elevated levels of debt. As such, this 
leads to the second known unknown, which is the 
potential impact of excessive global debt levels on the 
global economy. The Bank for International Settlements 
(BIS) warns that mounting debt poses yet another 
challenge for central bankers as they attempt to rein in 
rising inflation. The world's debt has now reached a 
staggering 250% of GDP, which is 20% higher than in 
2008. However, the risk to global economic growth 
goes beyond on-balance sheet debt. The BIS has 
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highlighted the risk of hidden off-balance sheet debt in 
the global economy, particularly in pension funds and 
other non-bank financial institutions, with more than 
US$80 trillion worth of debt in foreign exchange swaps. 
Policymakers may overlook this potential funding 
squeeze, as it represents a blind spot. 
 
This brings us to the third known unknown, which 
centres around concerns regarding the stability of 
financial markets. While financial strains have 
historically followed periods of rapid interest rate hikes, 
the recent turmoil in the smaller, regional banking 
sector in the US (with spillover effects in Europe) does 
not necessarily indicate a precursor to systemic stress. 
Instead, in our view, it reflects isolated challenges 
arising from tighter financial conditions. Nonetheless, 
banks have tightened lending standards, and consumers 
have become more cautious about borrowing, which 
will likely result in reduced growth in borrowing activity 
and consequently slower economic growth globally. 
 
Although the global economy initially showed surprising 
growth earlier this year due to factors like an atypically 
mild European winter reducing energy demand and a 
quicker reopening of the Chinese economy, prospects 
for more robust Chinese growth have once again 
weakened. Factors such as declining global export 
activity, subdued consumer sentiment due to prolonged 
COVID-19 policies affecting mobility, stress in the 
property sector and elevated youth unemployment, 
along with an uneven housing market recovery, suggest 
that China's growth outperformance compared to the 
government's official target of 5% may be more limited 
than initially thought. Nevertheless, there have been 
growth-supportive monetary policy measures, including 
interest rate cuts and an additional reduction in reserve 
requirements. Additionally, on the fiscal front, growth 

will be bolstered by tax deductions and spending from 
the proceeds of special local bonds issued. 
 
That said, the era of high single-digit growth in China 
appears to be largely over due to a shrinking population, 
slowing productivity growth, and the country's 
significant debt burden, primarily driven by credit 
provided to state-owned entities. China aims to shift 
toward a more domestically-focused economy that 
prioritises consumption spending and services over 
exports, manufacturing and fixed investment. As a 
result, growth is expected to decelerate compared to 
previous decades. This raises the fourth known 
unknown, which is the impact of slower growth in China 
on commodity prices and net commodity-exporting 
nations. Traditional net-exporting economies of base 
metals may not benefit as much from China's revised 
growth model. However, economies supplying raw 
materials for consumer-led rather than industrial-led 
activities could still find support for their exports from 
the Asian giant. 
 
Despite China's shift towards inward-looking policies, 
its authorities' Sino-centrist worldview indicates a 
desire to regain centrality in the international system 
and exert dominance over global governance 
institutions. However, China's efforts in global 
governance have deepened divisions with other 
countries, particularly democracies committed to 
existing norms and institutions. Ultimately, this divide 
could impede collaborative efforts by states to address 
major international challenges and undermine 
multilateral cooperation. Consequently, the future of the 
global order and global influence becomes the fifth 
known unknown, especially in a world increasingly 
characterised by geoeconomic fragmentation. 

 
Power predicament poses the primary risk to local growth _____________________________________ 
 

The global circumstances present a significant 
challenge for SA's economic growth, especially when 
combined with local obstacles such as subdued 
business and consumer confidence, severe constraints 
in network industries and ongoing political uncertainty. 
In our assessment, the primary risk to SA's growth is 
the prevailing power predicament, which is expected to 

keep growth flat this year. However, an improvement in 
energy supply is anticipated to boost growth to 1% in 
2024 and 1.6% in 2025.  
 
According to energy utility Eskom, the recent increase 
in the energy availability factor to 56% has been 
attributed to factors such as warmer weather, increased 
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diesel deliveries, improved generation capacity and 
reduced electricity demand due to private sector 
investments in alternative energy sources. Nonetheless, 
the risk of higher levels of load shedding remains 
significant in the short term due to offline generating 
units and delays in connecting renewable energy 
projects.  
 
Nevertheless, a substantial improvement in energy 
supply is anticipated starting next year. Government 
expects that temporary repairs to three damaged units 
of the Kusile power plant due to a flue gas duct failure 
(around 2 100MW) will be completed by December 
this year, Koeberg's Unit 2 (around 920MW) will be 
back online by April next year and repairs to fix the 
damage by an explosion in Medupi's Unit 4 (800MW) 
will be finished by July next year. Additionally, Kusile's 
Unit 5 (around 720MW) is scheduled to come online 
by April 2024.  
 
In addition, Meridian Economics further anticipates that 
150MW, related to the risk mitigation independent 
power producers, will be connected from November 
this year, while c.784MW from Bid Window 5 should 
be operational by August next year, with an additional 
1759MW of additional renewable capacity available by 
early 2025. 
 
While inadequate energy supply and logistical 
bottlenecks have hindered growth prospects in SA, 
businesses continue to perceive high levels of political 
uncertainty as a major obstacle to investing in the 
country. The upcoming national elections in April/May 
next year are expected to be highly contentious, and the 
electoral outcome remains uncertain. The ruling party, 
the African National Congress (ANC), has experienced 
a decline in popularity due to economic failures and 
corruption. In our base case scenario, we anticipate the 
ANC forming a coalition government with smaller 
minority parties in Gauteng and KwaZulu-Natal, with a 
possibility of a coalition government at a national level.  
 
In a worst-case scenario, we envision the ANC's 
support dropping significantly below 45%, which would 
necessitate an alliance with a larger coalition partner 
like the Economic Freedom Fighters. In this low-road 

scenario, policies may take a more leftist direction, 
negatively impacting investment prospects for SA. 
 
Weaker economic growth, rising costs associated with 
alternative energy sources, disruptions to business 
operations and declining commodity prices are 
expected to exert downward pressure on government 
revenue growth. Furthermore, expenditure pressures 
and social demands pose challenges to fiscal discipline. 
The feasibility of reducing the budget deficit to 3.9% 
during the fiscal year 2023/24, as anticipated by 
Treasury, is cast into doubt due to mounting social 
obligations, an overrun in civil servant wages and 
burdensome debt-servicing obligations. Projected fiscal 
slippage, along with increased external financing needs 
stemming from global challenges and issues in local 
network industries affecting exports, further strain 
monetary policy and raise the risk of higher financing 
costs. 
 
Chart 20: A steep 3% gap in inflation faced between 
the lowest 30% and highest 30% of spenders in SA 

 
Source: Statistics SA, Momentum Investments 
 
Therefore, despite expectations for headline inflation to 
decrease in the latter half of this year, driven by 
disinflation in food and fuel prices, we anticipate the 
SARB to continue tightening monetary policy. The SARB 
has expressed concern about cost-of-living pressures 
affecting the most vulnerable segments of society, as 
the lowest 30% of spenders in SA have experienced 
inflation close to 10% in the past six months according 
to Statistics SA, almost 3% higher than the top 30% of 
spenders. Additionally, businesses' inflation 
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expectations (surveyed by the Bureau for Economic 
Research) have shifted unfavourably from the midpoint 
of the SARB's inflation target range of 3% to 6%. This 
development is worrisome to the SARB as businesses 
are considered influential in setting prices in the 
economy.  
 
We expect another 25-basis point interest rate hike at 
the upcoming July rate-setting meeting, bringing the SA 
repo rate to a peak of 8.5%. Looser fiscal policy adds to 
the burden of SA’s monetary policy authorities and as 
such, interest rates could be kept tighter for longer. This 
suggests that the first interest rate cut may be delayed 
to the middle of next year or beyond. 
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