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SUMMARY OF VIEWS

Fed disappointment and Trump trade war fuels risk-off

A Policymakers from the Fed to the ECB believe that a key risk to the global economy is the uncertain trade conditions being stoked by the US and China. The Fed has come under increasing criticism
from President Trump to ease policy as fast as his DM peers, while the ECB is grappling with a weak inflation outlook, fuelling calls for further QE. The BoE remains stuck in limbo as it forecasts
higher policy rates over the medium term but hasdea@aln® el rexatdaliyt e ¢ ¢ menay need to reduce interes

A SA GDP posted a recovery in Q2, with real GDP growth rising to 3.1% g/q in Q2, from -3.1% in Q2 (revised from -3.2%), ahead of consensus of +2.5%. On an annualised basis, GDP rose 0.9% yly,
from no growth in Q1, better than consensus of +0.7%. The main reason for the surge in growth is due to the low base effect in Q1, and not necessarily any significant improvement in the economy.
Whil e the Q2 recovery is welcome, confidence | evel s r e meadonaryraaskywouldmale renfaindd in thevdolsrandstas welb We hdve n g e r
seen sales of minerals and manufactured items start to slow down recently, and so the inventory rebuild comes at a time when both domestic and international demand is under pressure. This
implies that growth in the last two quarters of the year will need to be driven by services, utilities and agriculture because output from the secondary industry may falter i we have already seen this in
the PMI slump in August. Hence the potential for a disappointment is high, given recent downsizing taking place in the tertiary sector.

A sAé6s CPI fell sharply to 4.0% y/y in July, from 4. 5% i sto3upporethe U economylinghe event & detelioration ie econonfic ddta, 3 %.
warranting further reductions to the US Fed funds rate. The fact that central banks are currently dovish globally has resulted in the SA FRA curve pricing in a 39% probability of a 25bps reduction in
the repo rate at the SARBO6s MPC meeting |l ater this mont h.attThhee SFARR 6nsa rNkoevte mbse ra IMsPoC pnreiectiinngg .i nW
room for a further repo rate cut if inflation and inflation expectations remain anchored, if growth surprises to the downside and the Fed eases the Fed funds rate further this year.

A The USDZAR weakened 7.2% in August, with the bulk of this dma®nesral and strengtgeneal the doltar. ltotakheaBvéndsdalso i nt er e
added pressure on the currency, as political infighting persisted, policy uncertainty remained high, after a NT white paper on growth did not garner much support from politicians, and the fiscal
outlook continued to worsen. Against the crosses, the rand depreciated 6.7% against the GBP and 5.8% against the EUR in August i here again, the bulk of the weakness came shortly after the

Fedds policy meeting, with the crosses eff ect-vesightedyrand veeakanech5.5% i1 Augnst hanged since early August . T
Current pricelyield Core views Target levels
. . . . 3-month 15.10
We maintain the view that the rand trading between 14.00 and 14.50 reflects better loacal
USDZAR 5.17 external risks. However, current period of rand weakness could be sustained until MTBP 6-month 4.50
Moody's review -month ©uHn
R t 650 We believe that the repo rate will remain unchanged at the next meeting, but that the door i
€po rate ' open for a further 25bps cut, possibly in November 2019
3-month 6.7
6.57 (R208) hdzNJ FI ANJ @ £ dz§ SadAYIF S 2F {! Q& Mné& wHAMoO Venrend s
value of 2.50%. If we reduce the US 10y fair value to 2.00% instead (due to benign US infla '
SAGBs S pressure and falling real yields),.our SA 10y R2030 fair value falls to 9_.05‘_%. We see our fa 3-month 8.9
estimate as a 6-to 12-month view. We expect further curve steepening in the absence o Year-end 86
increase inrisk appetite, as higher credit risk raises yields in the long end portion of the ¢ . -
9.79 (R2048) while the front end continues to marginally price in a SARB cut. :
Year-end 10.2
Source: Nedbank CIB M arkets Research

Disclaimeri Not e t hat the above and ensuing analyses represent t hankiag(dedbark CI8 8Marletw Researchg and netinecassanly thee d b a r
Nedbank Group House view.
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GLOBAL DEVELOPMENTS

Global CPI lull prompted by lower factory costs (ex. UK)

wrable 1, Summary of gepngmic,and, financial indicators

A Global inflation rates remain |o
the UK6és CPI in July. The US is Economicﬁscal
the world, with US export prices contracting by 0.9% y/y in July. and monetary ~R€tail sales Consumer GDP growth Manufact. Budget bal. Central bank
Low CPlI is being driven by depressed factory gate prices, with the indicators yly % confidence g/q ann. prod. y/ly % (% of GDP, rate %
OECD G7 PPI falling to deflation in June, for the first time since Available data
October 2016 EEERGEESERCl | AST PREVLAST PREYLAST PREMLAST PRELAST PREVJLAST PREVLAST PREV
A us 3.4 3.3] 135 136 2 3.1] 51.2 51.7] -0.22 0.17| -4.51 -4.36 2.25 2.25
. A 0,
Chinao6s CPlI rose by 10bps to 2.8% y/ O 33 38 -14 -11] -02 o5 474 48 -06 05[-1.27 -1.1 075 0.75
consensus of 2.7%. Food, tobacco, medical care and other costs
surged, causing the uptick in July. Eurozone 2.6 1] -7.1 -6.6| 0.2 0.4 47 46.5( -2.6 -0.8] -0.65 -0.53 (6] (6]
July, at -0.3% yly, worse than consensus of -0.1%. This is the first Japar -2 0.5| 37.1 37.8 1.8 2.8] 49.3 49.4 0.7 -3.8/-2.54 -2.9¢6/ -0.1 -0.1
time since September 2016 that producer costs are in deflation. PPI Turkey 2.35 0.54] 585 56.7 0.3 0.66 48 46.7| -3.85 -1.3| -2.63 -2.29 19.8 19.8]
ighed d by a fall i dit; d terial prices. .
was weigned down by a fall In commodity and raw material prices oyl 7.6 9.8 126 123 6.2 6.4 495 497 48 63 83 -53 435 435
Since China is the biggest exporter in the world, it will likely export
this deflation to the rest of the world and weigh on global ekl -0.3 1] 89.2 88.1] 0.4 -0.1f 525 49.9] -5.9 7.4/-6.84 -6.99 6 6
inflationary pressures. Russie 1 1.4 68.3 71.3] 0.9 0.5] 49.1 49.3 2.8 3.3] 2.69 255 7.25 7.25
A The UK6s CPI also rose by 10bps in J lalelE} 4575 4673 47.8 46.1 5] 5.8 51.4 52.5 2 4.6| -3.35 -3.39 5.4 5.75
better than consensus of 1.9%. Core inflation saw a similar rise to Mexico iL 2.8] 105 106/ 0.02 -0.2¢6/ 47.4 48.9( -2.91 -3.29 -1.7 -1.79 8 8.25
1.9% y/y, while the UK&s PPl surged KiiaWNiflesf 24 2.3 5 2| 3.1 -3.1] 457 521 -3.2 0.4/-5.28 -4.73] 6.5 6.75
June. The UK remains an outlier relative to peers, as the weak
GBP has kept import costs elevated, propping up headline CPI
since the Brexit referendum. . . . . .
Chart 1; Global inflation trend subdued Chart 2: G7 input costs are in deflation
A The Eurozoneds core CPI fell to 0—9% vy /vy in Jyl vy from 1 10 in June
in line with consensus. Its headline CPI fell to 1% y/y, from 1.1% 4 Global nfla W
R ) . . . obal inflation rates ¢ - ;
previously. The main reason for the fall in both headline and core is 35 B [ mus Export prices yry &) 0942
the drop in services inflation to 1.2% y/y in July, from 1.6% in June. N i 'W“-?g;?é
A slump in energy costs also weighed on headline CPI. s \/_\ /-/ "
A Inthe US, headline CPI jumped to 1.8% y/y in July, from 1.6% 2 \/
previously, better than consensus of 1.7%. Core inflation also g‘
surged to 2.2% yly, from 2.1% in June. The main reason for the B
uptick was higher services, energy, transportation and commodity 05
prices. On the other hand, the US PCE deflator remained subdued 0 TR TIY
at 1.4% yly in July, while the core deflator benefited from the uptick 05
in service costs, but remained below target at 1.6% y/y. A aa oo [,
A EMinflation rates have been contained, with CPI falling in recent § § § § % % % % % % % \\\\\\\\\\\\ % g % % % % % g
months as a result of lower energy costs. Most regions, apart from SERESSSRAESS SESSERESS
Turkey, have maintained inflation rates within the targeted levels. us Eurozone Japan China UK Promn sl bt Ak b i b Al S A R RS, BB RS b G R R b - S
Source: Bloomberg, Nedbank CIB Markets Research
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GLOBAL DEVELOPMENTS

Jackson Hole outlines the incapacity of monetary policy to deal with geopolitical shocks

A The major global financial event in August was the Jackson Hole conference.
There was general consensus among policymakers and academics that the
global economy cannot be cushioned against geopolitical shocks by using
monetary policy. Instead, infrastructure investment and structural reform would
remain the major catalysts for economic prosperity. The IMF has also voiced
concern over the single biggest risk we currently face, which is the trade war
between the US and China. The IMF estimates that an escalation in the trade
war would subtract 50bps from global growth in 2020. However, a full-blown
recession may be far off, according to IMF research. While the inversion of the
US yield curve (the spread between 10y and 2y yields) does signal greater
demand for safer assets, the IMF argues that asset prices are still elevated and
that the market is not switching away from equities and into bonds. The
inversion is merely a reflection of low inflation expectations, and ultra-low policy
rates. Consumer spending is still very upbeat in the US, while in developed
economies labour markets are still strong, supporting consumer spending.

A The UK economy contracted by 0.2% g/q in 2Q, from growth of 0.5% in 1Q,
worse than expectations for no growth. Household demand weakened and gross
fixed capital formation contracted sharply, while net exports also contributed
negatively towards growth. The uncertainty over Brexit is causing businesses to
hold back investment in the economy. This has also led to limited long-term
planning by businesses.

A Japanso6 GDP growth eased to 0.4% q/gq
consensus of 0.1%. Domestic demand picked up in 2Q, driven by household
consumption. Government consumption was also higher, with both factors
offsetting weakness in private and public investment growth, while net exports
declined. The economy is being buoyed by local consumption, whereas global
demand has weakened i this has hampered exports from Japan, even while
import growth has risen on the back of strong domestic demand.

A The Eurozoneos
with consensus. Growth slowed to a five-year low of 1.1% yly, weighed down by
sluggish growth in Germany. The German economy contracted by 0.2% q/q in
2Q, from 0.5% in 1Q, the weakest pace of growth since 1Q 2009. The slump in
German exports, driven by weak global demand, has been the key reason for

Germanyds contraction and the sl owdown

A US GDP growth eased to 2% q/q in 2Q, from 2.1% in the first estimate, down
from 3.1% growth achieved in 1Q. While personal consumption surged in 2Q,
gross private investment contracted sharply, along with net exports. Exports
declined as the trade uncertainty intensified and global growth eased. The US
consumer drives economic activity, and we believe the fact that consumer
spending rebounded sharply in 2Q bodes well for full-year growth. There are still
downside risks emanating from global trade, geopolitical tensions and weak
global demand that may weigh on US growth over the medium term.

Source: Bloomberg, IIF, Nedbank CIB Markets Research
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Chart 3: Major PMIs are now
contractionary

Chart 4: Global manufacturing activity
falls sharply as a result of lower growth
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Chart 5: EM PMIs are mixed

% Manufacturing PMls
54
53
52
51

50

49

®8s—
ARSI RS IR AR SRR SRR AR R AR SRR g
O R A AR A
W AT W W o o o g S
S R U A S S S S S S S S S S S

O 5
—EMPMI ——Global PMI

Chart 6: IIF: Appetite for EM assets
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Exhibit 3. EM Net Capital Flows Tracker
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MONETARY POLICY DYNAMICS: GLOBAL

Policymakers in a quagmire over global geopolitical tensions

A Policymakers from the Fed to the ECB believe that a key risk to
the global economy is the uncertain trade conditions being
stoked by the US and China. The Fed has come under
increasing criticism from President Trump to ease policy as fast
as his DM peers, while the ECB is grappling with a weak inflation
outlook, fuelling calls for further QE. The BoE remains stuck in
limbo as it forecasts higher policy rates over the medium term
but has conceded that it may need to reduce interest rates if a
6nbeal 6 Brexit becomes a

A In all three cases, the market is poised for further interest rate
cuts. The Fed funds futures market is seeing an 81% probability
of a 25bps cut in September. The Eurozone OIS swap curve is
reflecting a 67% probability of
deposit rate to -0.60% in September, while the UK swap market
is pricing in a more muted 75% probability of a 25bps cut within
the next 12 months.

Probability of a

Next MPC meeting hike/  /hold

051 2019/09/18 20:00:00 100.009

9)14 2019/09/19 13:00:00 94.509
[=(0](erdelpl4 2019/09/12 13:45:00 100.009
NETET 2019/09/19 94.609

[ale[EY 2019/10/04 08:15:00 82.109
\Y/[Eq[efe] 2019/09/26 20:00:00 57.509
S{el81gWAYjgler2 2019/09/19 39.209

Updated 03-Sep-19

Source: Bloomberg, Nedbank CIB Markets Research
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Chart 7: US inflation expectations are
sticky above 2%

Chart 8: UK inflation remains elevated;
expectations rise
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Chart 9: Eurozone swap markets more in
tune with actual inflation
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Chart 10: Real rates are now restrictive in
the US
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MONETARY POLICY DYNAMICS: GLOBAL

Uncertainty is back as policymakers debate the merits of QE

A Policymakers within the ECB and Fed have differing views on Chart 11: Fed begins Ioosening monetary
QEit he ElLaBehxhlaeger has indicated that she does

Chart 12: Global bond yields supported by
weak global growth and trade uncertainty

not see deflation risk in the Eurozone, and hence does not see pO IICy
the need to restart QE. Dutch policymaker Klaas Knot reiterated 7

this view, explaining that the Eurozone economy is not weak
enough to warrant further QE. This sentiment has been echoed
by German policymaker Jens Weidmann. However, ECB
President Draghi indicated in July that the ECB was exploring all
options in order to prevent a deterioration in the economic
outl ook. Draghids successor
sentiment, explaining that the ECB has not reached the lower
bound on interest rates, keeping the door open for further cuts.

Major central banks interest rates

7

6

Chr =

{
[
N

Hence, we could see significant
policy meeting this month. o

A Inthe US, San Francisco Fed policymaker Mary Daly sees the A L L h d a e ad e d e e e
US economy as still strong and has voiced concern about overly B 5 3 3 D 5 9 50 53 B2 B 58 3D 5

. . - o o o o o o o (=] o o (=] o o o o o o o o

easy monetary policy in such an environment. In contrast, the S S g I8 8583395 393388839
Dall as Feddés Kaplan maintains |a S S R RS RLIL YL LIS IR LR
he believes the Fed needs to be forward-looking. The Richmond —— Fed funds rate - upper band ECB main refinancing rate

F e d 6 s Barks hmas acknowledged that any threats to the US
economic outlook could warrant further easing. For now,
however, the economy remains strong. At the Jackson Hole
conference, Fed Chair Jerome Powell said that the Fed will act
as appropriate to sustain the current expansion, leaving the door
open for further interest rate cuts should economic data
disappoint.

BOE bank rate BOJ policy rate

Chart 13: EM monetary policy stance
broadly loose, apart from Turkey
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Chart 14: EM bond yields follow those of
DMs

A The BoE has turned more dovish recently, with Governor Carney
indicating that it could ease monetary policy if the economy were
to experi-ckenaxled aBroexi t , but t hat
how demand, supply and the exchange rate are impacted by the
disruptive Brexit. The BoE kept its interest rate and asset
purchase programme unchanged in August, but its
communication has been very volatile i it still projects a 25bps

30
EM policy rates

hike within the next three years to get inflation to its 2% inflation "
target. This compares to the market expectation of a 25bps cut,
and for inflation to rise to 2.4%. 0 I[—\
——
A Of the 53 most-watched central banks, five have hiked interest 5 —J
rates in the past three months, while 23 have reduced rates. The
global monetary policy bias has clearly shifted towards further 0
easing. CF TS
9 3 T o G T T ST TS T o o oS o o o
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Source: Bloomberg, Nedbank CIB Markets Research
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25 EM 10y bond yields
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SA0s economy remains weak despite recovery

A SA GDP posted a recovery in Q2, with real GDP growth rising to 3.1% q/q in Chart 15: SA confidence leads investment &KDUW 6$5%9TV OHDGLQJ LQG

Q2, from -3.1% in Q2 (revised from -3.2%), ahead of consensus of +2.5%. On g rowth d ec| | nes
an annualised basis, GDP rose 0.9% yly, from no growth in Q1, better than
consensus of +0.7%. The main reason for the surge in growth is due to the low
base effect in Q1, and not necessarily any significant improvement in the
economy. An inventory rebuild process has resulted in a sharp increase in
secondary sector output in Q2, after inventories declined in previous two
quarters. As a result, the mining industry grew 14.4% q/q, contributing 1% to
headline growth, while trade, manufacturing, and utilities production also rose
and contributed a cumulative 0.9%. Marginal negative contributions were made
by agriculture and construction

A Onthe expenditure side, the surge in inventories meant that this was the main
driver of GDE growth of 3% g/q, with inventories rising by R26bn and
contributing 5.1% towards GDE growth. Household final consumption
expenditure rebounded as well, rising 2.8% q/q, and contributing 1.7% towards
GDE growth i spending in all product categories improved, apart from
spending at restaurants. Gross fixed capital formation rose after five
consecutive quarters of contraction i the 6.1% rise in GFCF was driven by
investment in machinery and equipment, transport equipment and residential
property.

A While the Q2 recovery is welcome, confidence levels remain weak, and if it
wasnodét for dangerously low inventory |l evels, the secondary industry would have
remained in the doldrums as well. We have seen sales of minerals and

manufactured items start to slow down recently, and so the inventory rebuild &KDUW 6% fv HFR Q RP\ Q H H GGhaw R3: l$|b'b@®(ri@|'rls a key driver of
comes at a time when both domestic and international demand is under dependence on govern ment eco nomiC aCtiVity

pressure. This implies that growth in the last two quarters of the year will need
to be driven by services, utilities and agriculture because output from the
secondary industry may falter i we have already seen this in the PMI slump in
August. Hence the potential for a disappointment is high, given recent
downsizing taking place in the tertiary sector.

A The National Treasury published a white paper on transformation, inclusive
growth and competitiveness in August that essentially outlines key structural
reform measures needed in SA6s economy, which, if implemented, could boost
SA6s real GDB% ghepapér heferenced the NDP and covered
aspects such as education, training, and skills development reforms, tackling
anti-competitive behaviour and promoting competitive markets, an
unconstrained IRP to explore all energy policy options, and modernizing the
transport, energy, water and communications industries, along with
communicating a stable macroeconomic policy. Rating agencies have been
assessing SA's inability to enact structural reform for at least five years now,
and this has been a key hindrance to potential growth. Businesses have
indicated that the problem stems from the lack of political will, and not the lack
of ability, to enact such reforms.

Source: Bloomberg, Stats SA, Nedbank CIB Markets Research
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