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Testing the Yield Curve Inversion - Market Commentary

September was very strong for South Africa. The month started off with negative returns
for both international and local markets, only for these to reverse into positive territory
into month-end. The local market returned +7.2% in USD terms, higher than the MSCI
Emerging Markets ("EM"”) Index at +6.7%, itself buoyed by China’s stimulus program and
+25% overnight rally.

While Developed Markets ("DM") also dipped at the start of the month, the recovery was
more muted with the MSCI World ending the month up +1.8%. The US led once again
with +2.1% for S&P 500 and +2.6% for the Nasdaq.

Growth and Value were more less even at +2.0% vs +1.7%.

We note that SA now has a year-to-date USD return of +23.0%, higher than the MSCI EM
Index at +16.9%, the MSCI World (Developed Markets) at +18.9%, and the S&P 500 at
+21.7%.

We summarise these global market returns in Table 1 below.

Table 1. South African and global equity returns (USD) for September 2024*

Sep-24 YTD 2024

FTSE/ISE ALSI (ZAR) 4.0% 15.9%
FTSE/JSE ALSI (USD) 7.2% 23.0%
MSCI World 1.8% 18.9%
MSCI EM 6.7% 16.9%
MSCI Value 1.7% 16.4%
MSCI Growth 2.0% 21.3%
S&P 500 2.1% 21.7%
Nasdaqg 100 2.6% 20.0%

*Total return indices, Source: Factset

Talk of the yield curve inversion has dissipated lately, no doubt as recession worries have
subsided. A fund manager survey by a large US bank, presented below, suggests 89% of
surveyed asset managers do not expect a recession.
Fund managers’ most likely outcome for the global economy in the next 12 months
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Source: Bank of America Global Fund Manager Survey — Sep 2024
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We are not macro specialists but remain keen observers and while the popular perceptions
are of a benign environment we continue to think we are in a peak danger period.
Remember that an event needs to be a surprise for the market to decline sharply.

Chart 1 below sets out the 10-year US Treasury yield less the 2-year i.e. the yield curve
inversion indicator.

Chart 1. US 10-year Treasury yield less the 2-year Treasury yield
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While the sample size is small we observe from Chart 1 above that the three previous
recessions with inversions preceding, all had the same inversions reverse prior to the onset
of recession i.e. after the Fed lowers rates (and the market has signalled its approval). Per
Chart 1 above, the current yield curve inversion has been exited.

In addition we assume that should a recession arrive, this occurs 12-18 months after the
peak in the Fed rate. The current peak was reached at the end of July 2023, therefore at
the time of writing in October 2024 we are now at 15 months post-peak.

Indicators for a negative surprise seem to be accumulating. We list several of these

- The Conference Board Leading Economic Index (“LEI”), a composite leading
indicator presented in Chart 2 below, has turned up, though still in negative
territory and still indicating recession. One commentator suggests the LEI has
not been wrong, just early, for an economy overheated through Covid.
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Chart 2. Conference Board LEI
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- The Conference Board Labour Market Differential - jobs plentiful vs jobs hard
to get - in Chart 3 below - there are more sample points here and this indicator
appears to have a 100% track record when the Jobs Plentiful percentage
respondents begins to decline.

Chart 3. Labour Market Differential
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The Sahm Rule in Chart 4 below has gained prominence recently. It identifies
signals related to the start of a recession when the three-month moving average
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of the national unemployment rate rises by 0.5% or more relative to its low
during the previous 12 months. This is currently precisely at 0.5%

Chart 4. Sahm Rule recession indicator
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Meanwhile down South ...

South Africa ("SA") has just posted +7.2% in USD for September, exceeding the MSCI EM
Index at +6.7% itself inclusive of its +25% China stimulus return. SA is registering
+23.0% in USD for the year-to-date, higher than both Emerging and Developed Markets.

Our view is one of caution here too. Just this week we noted a market commentator opining
that the share price of CMH, a local car distributor, up +24% in ZAR for the year-to-date,
is “devoid of reality”. Indeed. Our perception is that local (dubbed “SA Inc”) prices have
risen indiscriminately in a general sense of optimism following local political developments.
Prices of hitherto poor and/or relatively unexciting companies are up +30% (therefore
benefitting Value funds heavily exposed to these assets and/or funds with no offshore
exposure).

We have noted several times in previous commentaries, that in our humble opinion,
government mismanagement, while a definite contributor, is not the major problem in
economic underperformance. We think far stronger macroeconomic forces are at play and
point to leverage in the run up to the financial crisis and an extended post-crisis multi-
year period of deleveraging as primary drivers of poor economic growth.

We briefly review these here again.

Chart 5 below presents credit extension - a mostly demand-driven key indicator of
economic activity. Note the strong cyclicality prior to 2008, and the recession-level
consistency post-2008.
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Chart 5. Credit extension in South Africa
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We suggest the subdued credit extension over a period of 16 years post-2008 is a function
of excessive household leverage, presented as a percentage of income in Chart 6 below.

Chart 6. Debt to household income
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Per Chart 6 above, the extended period of deleveraging post-2008 is evident. We suspect
the level of debt is still too high and as this continues to be paid down so the level of
spending in the economy is likely to remain subdued.

There are additional risks

- deleveraging may be stunted temporarily, much like through Covid, should a
US recession materialise

- the Government of National Unity, the source of much hope, may yet prove
unsustainable
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The investment implications are that while sentiment has driven share prices up strongly
this may yet prove unjustified. Investment cycles sometimes develop over years and we
suspect while 2024 has proven strong for SA assets, this may not necessarily persist going
forward as stronger macro forces continue to play out.



