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“People never lie so much as after a hunt, during a war or before an election.”

Otto von Bismarck

ECONOMIC OUTLOOK

MARKET OUTLOOK

The US has moved a step closer to overhauling the country’s tax
system for the first time in decades. An integral part of President
Trump’s campaign promise, tax reform has been high on the
Republican Party’s agenda since November last year. Until recently,
lawmakers have failed to agree a way forward but Republicans are
hoping to have the new tax bill passed before Christmas. The
proposed tax reform has been met with widespread scepticism as
it appears to favour big business and the wealthy. The proposed
cut in the corporate tax rate to 20% will provide a significant boost
to the US and global economies in 2018. Against this positive
growth backdrop, the US Federal Reserve is expected to continue
raising official interest rates in 2018.

US equity markets surged during November (chart 3) on
expectations the Republican Party would drop the corporate tax
rate to 20% as part of a new tax bill. Other measures being
proposed include allowing US companies to repatriate hundreds of
billions of dollars of foreign profits at more attractive rates. This
could significantly boost growth in the US and would create a much
higher base for US corporate profitability in 2018. Assuming the
S&P 500 is a proxy for corporate America, analysts expect earnings
to grow by approximately 12% in 2018, although these forecasts
would not have included the benefit of lower corporate taxes.
Against a backdrop of continued low interest rates and strong profit
growth, investors have been aggressively buying US equities.

In Europe, “Brexit” talks between the UK and the European Union
resume early in December after reports that the UK had agreed to
increase the “divorce” bill to as much as €50 billion. It was also
reported that progress had been made in determining the rights of
EU citizens in the UK and vice versa. One issue that has not been
resolved is the state of the border between Ireland and Northern
Ireland. Donald Trusk, president of the European Council, has
stated that Ireland must be satisfied there will be no return to a
“hard border” before the next stage of negotiations can commence.

Global bond yields drifted sideways during November, as consumer
inflation remained low and central banks maintained their highly
accommodative stance. Higher global economic growth next year
might push bond yields higher as central banks start normalising
interest rates. Global listed property markets followed their equity
counterparts higher, in the absence of any direction from global
bond markets. A number of potential corporate actions helped
boost the share prices of the retail property companies, which also
benefitted from increased retailer activity on Black Friday.
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At the end of November, S&P Global Ratings downgraded both
South Africa’s local and foreign currency credit ratings a further
notch. The one-notch downgrade of the country’s local currency
rating takes it below investment grade, with the foreign currency
rating two notches below investment grade. Moody’s, who have yet
to downgrade either rating below investment grade, placed South
Africa on review for a downgrade. This will allow Moody’s the
opportunity to assess the impact of the outcome of the ANC’s
elective conference in December, as well as the 2018/19 Budget,
which will be presented in February.

A strong rand and weaker commodity prices took some of the shine
off South Africa’s equity market in November, but a strong showing
from the banks and retailers helped push the market 1.5% higher.
Naspers once again contributed to the equity market rally, gaining
7.0% during the month (chart 4). The price of Naspers did surge
as much as 18.7% during the month, before a global tech-stock
selloff at the end of the month knocked more than R400 off the
share price. Volumes on the JSE remain well below average as most
investors appear to be sitting on the sidelines ahead of the ANC’s
elective conference in December.

South Africa’s consumer inflation rate dipped to 4.8% in October
from 5.1% in September (chart 1), in line with economists’
expectations. Food inflation continued to moderate and will no
doubt bring welcome relief to many South Africans. Given the high
base created at the end of 2016 and the beginning of 2017, food
inflation is expected to fall to as low as 3.5% in the first quarter of
2018. The rand’s recent strength (chart 2), following Moody’s
decision not to downgrade South Africa in November, has taken
some of the pressure off the inflation outlook for 2018, but not
enough to suggest a reduction in official interest rates.

Despite the reprieve from Moody’s and a stronger rand, South
African bond yields continued to drift higher (chart 5). The market
is pricing in a high probability that Moody’s will downgrade South
Africa’s credit rating to “junk” in the first quarter of next year. South
Africa’s listed property sector advanced 1.9% in November (chart
6), despite the increase in bond yields and the stronger rand. The
domestically-focussed listed property companies remain unloved
and most are now trading on forward yields well in excess of the
yield on government’s benchmark R186 bond and are offering value
for long-term investors.
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