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First warning of eventual US policy normalisation

Global monetary conditions still stimulatory

Confirmation from the US Federal Reserve (Fed) in June
that its policy of quantitative easing (QE) indeed had a finite
time horizon, as first intimated in May, put global financial
assets under pressure in recent months. Those asset
classes that benefited most from global capital's ‘hunt for
yield’ caused by the Fed's QE and zero interest rate policies
since the global financial crisis – inter alia emerging market
(EM) equities, fixed-income assets and gold – experienced
the largest sell-offs during May and June 2013. The resulting
recalibration of global risk/return perceptions, on the back of
a higher global risk-free rate (US Treasuries), has caused
investors to reassess the relative investment attraction of the
EM asset class in general. Furthermore, worries about the
extent of the growth slowdown in China have put an
additional burden on commodity prices and hence the
currencies and financial assets in commodity-producing
countries. Chart 1 shows that cash and equities were the
only South African (SA) asset classes that were able to eke
out positive returns during 2Q13.

A relatively mild recovery continues to gain traction in the UK
and Japan, while the pace of economic contraction slowed
somewhat in the Eurozone. Global conditions, however,
remain fragile as concerns have shifted to a slowdown in
China and a change in the US monetary policy stance.

Chart 1: SA asset class performance over 2Q13

Notwithstanding the Fed’s consistent message that monetary
policy would be set in accordance with economic data,
market speculation has escalated around the eventual exit
strategy.
The Fed signalled that a slower rate of
accumulation of mortgage-backed securities and Treasuries
- from the current monthly pace of USD85.0 billion per month
- was likely before year end, given positive revisions to its
unemployment outlook, with purchases ultimately coming to
a halt by mid-2014, when the unemployment rate is expected
to have fallen to around 7.0%.
In our view, the relatively tepid nature of the US economic
recovery in the near term, as the impact of the sequester
cuts takes effect, will delay tapering to the final quarter of
2013. While conditions in the housing and labour markets
are improving at a reasonable pace, house prices and
activity levels linger below pre-crisis levels and labour force
participation remains relatively low (see chart 2).
Chart 2: Modest recovery in US labour market
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Our base-case long-term strategic macro scenario (termed
‘Muddle Through’) assumes that global policy actions will be
at least partly effective in negating the deleveraging forces
present in the global economy, but acknowledges that
growth, inflation and interest rates are likely to remain below
historical norms in the coming years. As a result, we expect
global asset class returns to be below trend over the period.
However, partial normalisation of growth, inflation and
interest rates in the medium to longer term should benefit
equities as an asset class over fixed interest.
In the interim, the inevitability of QE tapering should put
further pressure on returns from SA fixed-income assets,
listed property and gold, with the capital preservation
properties of cash attractive during this period. Meanwhile,
relative valuations, a weak rand bias and better
fundamentals favour global equities over SA equities.

Source: Bloomberg

In spite of Fed Chairman, Ben Bernanke, reassuring markets
that the exit would be gradual and emphasising that the Fed
sees a considerable period of time between the end of QE
and the start of a rising interest rate cycle, investors brought
rate hike expectations forward by around six months. We
believe that fears of earlier Fed tightening are overblown and
continue to see rate hikes being implemented by 1H15, at
the earliest, given our relatively modest view on US
economic growth averaging 2.3% over the next five-year
period.
Easy monetary conditions are still largely warranted in the
developed world, with weak growth and persistent
disinflationary forces in the Eurozone placing pressure on
the European Central Bank (ECB) to ease policy further.
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The Eurozone is likely to enter its seventh consecutive
quarter of contraction, while unemployment for the region
has reached new highs.
Whereas the current ECB
measures to date have prevented tail risks from
materialising, the need for greater fiscal consolidation and
structural reforms to enhance competitiveness has simply
been delayed.
Meanwhile, Mark Carney, the new Bank of England (BoE)
governor, is likely to keep policy loose until the UK economic
recovery has gained further traction. Furthermore, monetary
policy has become increasingly accommodative in Japan,
under the new governor, Shinzo Abe. Should inflation
remain subdued, Japanese policymakers could increase
their stimulatory efforts to meet their 2.0% inflation target
over the next two-year horizon, hence improving their
competitiveness via a weaker currency.
Benign trends in global trade and manufacturing activity
have weighed negatively on China’s industrial sector. An
export-led and investment-driven growth model benefitted
Chinese economic expansion over the past decade. Going
forward, the rhetoric suggests that the Chinese leadership
has shifted its focus to promoting structural reforms, which
are likely to dampen near-term growth prospects in support
of sustainable medium-term expansion. However, we do not
completely dismiss the likelihood of another round of fiscal or
monetary stimulus should growth plummet significantly
below the guidance of the leadership’s five-year growth plan.
SA prospects deteriorate further
Over recent years, EMs have become dependent on easy
global monetary policy and buoyant commodity-intensive
Chinese growth. With EM growth models increasing their
reliance on external trade, domestic reforms fell by the
wayside. In addition, import-intensive domestic demand
growth was comfortably funded by an ongoing search for
yield by global capital. Now that the tide is turning for EM
flows, SA finds itself in a position where fundamentals have
deteriorated against those of our peer group. The impact of
a slowing Chinese economy is likely to see SA’s terms of
trade (ratio of exports to imports, see chart 3) deteriorate,
casting the spotlight on SA’s incoherent growth policies and
lack of commitment to implementing structural reforms.
Chart 3: SA’s terms of trade have weakened

Source: SARB, I-Net, MAM

Risks of stagflation have intensified in SA as currency
weakness threatens the inflation outlook amidst dimming
growth prospects, following a worse-than-expected outcome
for the first quarter of the year. While the manufacturing
sector acted as the major drag on first quarter growth,
continued labour strife in the mining sector and tight
electricity reserve margins remain a threat to the supply-side
sectors of the economy.
Furthermore, domestic demand growth is likely to come
under significant pressure as previous tailwinds to household
spend diminish. Real disposable income growth is likely to
be squeezed as higher inflation erodes wage gains. While
hefty increases in unsecured lending and government wages
have been major drivers for consumer spend in the past,
lenders have clamped down on loan growth, while
government committed to an average 1.3% real increase in
the wage bill for the next three fiscal years, considerably
lower than the prior three year average of 8.3%. Social grant
financing is also expected to slow in real terms over the
fiscal horizon, providing less of a boost to lower-end
household spend. Meanwhile, corporates are likely to defer
private fixed-investment spend and hiring as a result of
elevated policy uncertainty and concerns around insufficient
demand given the level of spare capacity in the domestic
economy. As a result, we expect SA’s growth to average
1.9% in 2013 and 2.9% in 2014.
Despite all EM and commodity-related currencies losing
ground against the US dollar since May, the rand has
depreciated to a greater extent, led weaker by continued
labour unrest, twin deficit woes and the potential for
electricity shortages, which may further dampen growth
prospects.
With labour instability likely to weigh negatively on the
market in the short term, the outlook for the rand remains
problematic. The negative impact on EM currencies, led by
Fed talks around earlier QE withdrawal, leaves our average
rand projection at c.9.50 to the US dollar for this year, with
renewed pressure possible in the run up to the April 2014
elections and the potential for a further sovereign ratings
downgrade thereafter by S&P's rating agency, in particular.
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While lower commodity prices, sluggish global economic
activity and continued spare capacity have led to subdued
inflation across the globe, the impact of a weaker domestic
currency is expected to feed through into higher SA inflation,
with increased pressure in 2014.
Despite a relatively muted outlook for domestic growth, the
unfavourable level and volatility of the local currency,
together with inflation topping the upper end of the target
band at a projected average of 6.4% next year, should force
the South African Reserve Bank’s hand and cause them to
hike rates by 100 bps in the second half of 2014.
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