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How does Sanlam Lifestage work?
Sanlam Lifestage aims to meet a member’s retirement savings requirement in a single seamless investment solution,
designed to adapt to the member’s time remaining to retirement and income needs after retirement.
In terms of the Lifestage approach, a member’s savings are initially invested in a portfolio that places emphasis on
long-term capital growth with some tolerance for short-term market volatility. As retirement approaches, a member’s
savings are automatically switched to a preservation portfolio. A preservation portfolio protects a member against
the specific risks inherent in the purchase of the particular annuity the member is targeting to obtain an income in
retirement.
As members may employ a range of different income strategies at retirement, 3 Sanlam Lifestage Preservation
Portfolios are available, each designed to align capital to an income strategy for an almost seamless transition into
retirement.
Transition from the accumulation phase to the preservation phase takes place by means of 50 monthly switches,
starting 6 years prior to retirement, to reduce market timing risk. The transitioning switches that shift exposure from
the Sanlam Lifestage Accumulation Portfolio to the Sanlam Lifestage preservation portfolios are calculated and
implemented monthly based on members’ actual ages. Members may plan to retire earlier than the normal retirement
age determined by their employer, if this is allowed by their retirement fund. In such cases, planned retirement dates
instead of normal retirement ages can be used to determine the timing of the transitioning process. This is done at
no additional cost to the member.

The Capital Protection Preservation Portfolio is appropriate for a member wishing to purchase a guaranteed annuity
at retirement, or who is uncertain on which annuitisation strategy they wish to employ at retirement. The Inflationlinked Preservation Portfolio is appropriate for a member wanting to purchase an inflation-linked annuity at retirement,
and the ILLA Preservation Portfolio for a member who plans to manage their income in retirement through an
Investment-linked Living Annuity (ILLA).

Investment Portfolios offered in Sanlam Lifestage
Accumulation Portfolio
The Sanlam Lifestage Accumulation Portfolio aims to provide market-related capital growth to members who are
more than six years from retirement and who need to grow their retirement savings.
The portfolio is a multi-managed portfolio which allocates its assets across equity, bond, property and cash subportfolios. In the case of each domestic sub-portfolio a core-satellite investment strategy is employed. The core is a
low-cost index-tracking strategy, around which the satellite managers aim for active returns through the outperformance of their respective benchmarks.
The fund is an aggressive portfolio displaying high levels of volatility over the short term and is aiming to provide
market related growth.

Preservation Portfolios
Capital Protection Preservation Portfolio
The Sanlam Lifestage Capital Protection Preservation Portfolio invests in the Sanlam Stable Bonus Portfolio. The
portfolio aims to protect the invested capital. The Stable Bonus Portfolio provides investors with exposure to the
financial markets, while protecting them against adverse market movements.
This is achieved by smoothing the returns over time and offering capital protection on the net contributions invested
together with the vested bonuses in case of resignation, retirement, death, retrenchment or disability. A bonus is
declared monthly in advance, which consists of a vesting and non-vesting component. Bonuses cannot be negative.
The portfolio has a conservative risk profile.

Inflation-linked Preservation Portfolio
The Sanlam Lifestage Inflation-linked Preservation Portfolio aims to provide members nearing retirement with the
ability to buy a post-retirement income that will grow in line with inflation after retirement. As such, the investment
portfolio may fluctuate when interest rates rise or fall, as it aims to match the movement in purchasing prices of
inflation-linked annuities rather than protect or maximise growth of capital in the short term.
The Sanlam Lifestage Inflation-linked Preservation Portfolio invests in a long-duration bond portfolio, the Sanlam
Employee Benefit Inflation Annuity Tracker portfolio, where the benchmark for this portfolio is the SALI Real. The
SALI Real has been developed by Sanlam to track the cost of purchasing an inflation-linked annuity.
The portfolio has a conservative risk profile.

Living Annuity (ILLA) Preservation Portfolio
The Sanlam Lifestage Living Annuity Preservation Portfolio aims to provide moderate market growth. This portfolio
is suitable for members who want to invest in an investment-linked living annuity at retirement. The Sanlam Lifestage
Living Annuity Preservation Portfolio allocates its assets across equity, bond, property and cash sub-portfolios.
In the case of each domestic sub-portfolio a core-satellite investment strategy is employed. The core-satellite is a
low-cost index-tracking strategy, around which the satellite managers aim for active returns through the
outperformance of their respective benchmarks.
This portfolio has a moderate risk profile.
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Product Commentary – Quarter ending September 2018
A thawing in trade relations between the US and its key trading partners, better-than-expected corporate earnings,
and solid US economic growth underpinned gains in developed market risk assets during the quarter. Global growth
remains relatively resilient, but inflation risk is clearly on the rise. Although US growth is diverging somewhat from
the rest of the world, leading indicators of economic activity suggest that global growth has peaked, and with it
earnings growth. As such, some risk mitigation in 2019 is warranted as the late-cycle recovery wanes. Trade war
concerns, while ever present in investors’ minds, were largely shrugged off. The Fed unanimously agreed to raise
interest rates by 25bps, in line with market expectations. Also, the Italian bond yields reached a five-year high after
the government unveiled plans for a sharp increase in public spending. Also, emerging market contagion was a key
theme in the third quarter of this year. Locally, President Ramaphosa announced measures – both financial and nonfinancial – which is intended to revitalise the economy.

The MSCI World index delivered some 8.39% in rands, largely underpinned by the strong performance of the US
equity markets reaching record highs. As such, the S&P 500 delivered some 7.71% in dollars, while its developed
counterparts across the Atlantic struggled during Q3. Global bonds underperformed their risky counterparts,
delivering 2.39% in rands, as the US 10-year bond yield weakened above the psychological 3% level. Emerging
market bonds came under selling pressure in the first half of the quarter as capital flight resulted in bond spreads
widening. The capitulation of emerging market central banks to raise rates did, however, place a floor under
currencies and bonds. As such, emerging market bonds outperformed their developed counterparts, delivering some
4.78% in rands. Global listed property was muted during Q3, delivering some 0.10% in dollars and 3.35% in rands.

SA equities underperformed their developed and emerging market counterparts in Q3, delivering some -2.17%% in
rands. The local market was largely driven lower by the Indi-25 index, which delivered some -8.25% in rands. Also,
the Resi-20 and Fin-15 indices delivered 4.60% and 4.20% respectively in rands. Bond yields pushed higher during
the course of the quarter, and eased somewhat in September. As such, the ALBI delivered some 0.81% in rands.
Inflation-linked bonds underperformed their sovereign counterparts, delivering some 0.56% in rands. Also, local cash
delivered some 1.76% in rands for the same period. SA listed property came under further selling pressure in Q3
and a derating of property relative to bonds accounted for the sector’s -1.01% return in rands. The derating was in
all likelihood due to ongoing uncertainty about the FCSA and JSE investigation of insider trading against the Resilient
Group.
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Portfolio Commentary – Quarter ending September 2018
Sanlam Lifestage Accumulation and ILLA Preservation Portfolios
The Lifestage Accumulation fund and Lifestage ILLA Preservation fund has outperformed its benchmark over the
quarter by 0.56% and 0.65% respectively. That is as a result of good manager selection in the SA Equity as the
equity market was down -3.34% due to an EM self-off. While headwinds for markets include a backup in bond yields
as global financial conditions tighten and liquidity dries up, we do not believe that the inflection point has been
reached yet. Rather, our base case view is that volatility will increase in this late phase of the economic expansion
cycle.
Within manager selection other than the SA Equity managers who added value the SA property and Offshore Africa
managers added positive contributions to the portfolio as the sectors in which they operate in didn’t fare well over
the quarter. In the equity blend all four blends combined managed to outperform the SWIX over the quarter with the
Value blend doing the best by returning a positive number.
The portfolio is currently positioned with an overweight to foreign assets, in particular to foreign equity, whilst being
underweight foreign bonds and domestic equity.

Sanlam Lifestage Capital Protection Preservation Portfolio
The Sanlam Capital Protection Preservation Portfolio continues to be a safe haven for our members during these
volatile markets. The smoothing and guarantees offered by this portfolio means that there is no need for Lifestage
members to panic. The stable and predictable monthly bonuses reduces the temptation to make emotional decisions
during uncertain times, such as switching to more conservative investment options and thereby locking in losses
when markets are down.

Sanlam Lifestage Inflation Linked Preservation Portfolio
The benchmark for the portfolio is the SALI index. The index is created by Sanlam to match the purchase price of an
inflation linked annuity. The portfolio closely matches the performance of the benchmark over the long term. This is
to ensure that clients will be able to purchase an annuity that is linked to inflation upon retirement.
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Fund Fact Sheets
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Performance vs Benchmark
Performance to end of September 2018
Sanlam Lifestage

1 Month

3 Months

1 Year

3 Year

5 Year

Accumulation Portfolio

-2.96%

0.71%

3.22%

6.56%

8.33%

Benchmark

-3.18%

0.14%

3.39%

6.82%

9.40%

Capital Protection Preservation*

0.66%

1.93%

8.35%

8.45%

11.53%

Inflation-Linked Preservation Portfolio

0.54%

0.78%

0.32%

2.87%

5.25%

Benchmark

0.42%

0.17%

-0.84%

2.10%

4.93%

ILLA Preservation Portfolio

-1.73%

1.17%

4.63%

7.36%

8.35%

Benchmark

-1.99%

0.51%

3.73%

6.43%

8.13%

* The Capital Protection Preservation Portfolio does not have an explicit benchmark.

Performance Attribution
Multi-Managed Portfolios:
Active Return

Tactical
Asset Allocation

Manager
Selection

Sanlam Lifestage Accumulation

0.56%

-0.02%

0.59%

Sanlam Lifestage ILLA Preservation

0.65%

-0.05%

0.71%

3 months ending September 2018
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Economics
October 2018

Executive summary
Domestic asset classes outperformed their foreign counterparts in September, courtesy of the 3.5%
appreciation in the rand/USD exchange rate. Domestic equities were the exception, underperforming both
developed and emerging market equities as industrials and financials came under selling pressure. While
domestic bonds yielded positive rand returns, SA cash was “king”, the best performing of all the broad asset
classes. Excluding currency effects, emerging market bonds yielded positive USD-returns as months of
currency depreciation and rising bond yields provided an attractive entry level for investors. The finalisation
of a new NAFTA trade agreement and the re-opening of trade talks on goods between the US and Japan
helped underpin developed market equities (in USDs), despite the ongoing tightening in financial conditions
led by the US Fed. While equities are at risk from a market correction triggered by rising bond yields, we do
not believe that critical inflection point has been reached yet.

Highlights
US FOMC raises rates 25 basis points but dot-plot unchanged
US imposes 10% tariffs on USD200bn of Chinese imports; China retaliates
USMCA to replace NAFTA
US and Japan to reopen trade talks on goods
China stimulus only to become visible in Q1 2019
Italy on collision course with EU over budget
SA Mining Charter gazetted
SA MPC leaves rates unchanged
Ramaphosa announces stimulus plan
Moody’s to release SA ratings assessment after MTBPS

Global Equities
Global equities gained a further 0.6% in USDs in September supported by still buoyant US growth and the
finalization of a new trade agreement between the US, Mexico and Canada. In rand terms, however, the
MSCI World Index declined by some 2.9%, following a 3.5% appreciation in the rand/USD exchange rate.
The US, Canada and Mexico agreement (USMCA), the replacement for the NAFTA agreement, helped ease
trade tensions at a time when the US-China trade war shows no signs of abating. The commitment to reopen trade talks between the US and Japan also aided sentiment after the US had withdrawn from the 11country Trans-Pacific Partnership earlier in Trump’s presidency. Further support for equities came from
buoyant PMI data, strong growth in non-farm payrolls and upward revisions to US economic growth. In
contrast, emerging market equities declined some 0.5% in USDs as the US Fed raised interest rates a further
25 basis points, and retained its projected path of future interest rate increases, the so-called dot-plot. A
higher oil price, up some 6.7% in USDs also weighed on emerging markets, with importers and countries
with high twin-deficits the most vulnerable. Despite the weaker equity market performance, the emerging
market composite currency index appreciated some 1.6% as high bond yields attracted investors back into
emerging market assets.

While the exact details of the USMCA are not yet known, there were generally wins for all parties concerned.
In terms of the rules of origin for car manufacturers, the required percentage of inputs sourced from within
the region increased from 62.5% to 75%, while the minimum wage for workers increased to USD16 per hour.
Unlike its predecessor NAFTA, which had an indefinite time horizon, the USMCA has a sunset clause of 16
years, much longer than the 5 years the US had initially demanded. The agreement will be formally reviewed
in 6 years’ time in order to determine whether to extend its lifespan beyond the initial 16 years. In a win for
the US, Canada increased US access to its dairy market with punitive tariffs to be imposed if the new quotas
were breached. In terms of the dispute resolution mechanism which allows companies to challenge
Sanlam Employee Benefits Investments
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emergency anti-dumping and anti-subsidy tariffs on their exports, chapter 19 was retained on Canada’s
insistence. The agreement also preserved the right of the US to impose emergency tariffs of up to 25% on
cars and car parts on the grounds of national security, duties that it has also threatened to impose on other
trading partners such as the EU. The US has however refrained from imposing import duties on EU cars,
for now, since the EU has agreed to allow greater access of US agricultural products to the region. Similarly,
since trade talks on goods between the US and Japan are to be re-opened, the US has also exempted Japan
from tariffs on its auto sector.

Even though trade tensions may be easing between the US, its neighbours, the EU and Japan, there appears
to be no break-through in trade relations between the US and China. In its World Economic Outlook report
released in October, the IMF revised lower its growth estimates for 2018 and 2019 to 3.7% from 3.9%
previously, citing trade wars as the biggest reason for its downward revisions. Signs that the US-China trade
impasse is already having an impact on businesses is borne out by a US-China Business Council survey
which showed that over 70% of US businesses operating in China were experiencing increased scrutiny from
Chinese regulators, delayed or cancelled investments and the delaying of customs inspections. Although
China responded to the US’s 10% duty on USD200 billion of Chinese imports by targeting USD60 billion of
US imports, China is making increased use of non-tariff barriers in its fight with the US.

China has also announced a fiscal stimulus package by way of tax cuts and increased infrastructure
expenditure, the benefits of which are only expected to become visible in the first quarter of 2019. The
provision of additional liquidity to the banking system by lowering the required reserve ratio and increased
loans via the Medium Term Lending Facility are additional measures China is taking to prevent a sharp
slowdown in the economy. China’s stimulus is, however, unlikely to be of the magnitude seen in 2008 since
it has been deleveraging the financial economy to reign in the sharp increase in total debt. Aggregate
financing has been contracting since the start of the year, highlighting the government’s earlier commitment
to financial deleveraging. Nonetheless, should signs emerge of a marked economic slowdown, additional
monetary and fiscal stimulus can be expected.

The tightening in global financial conditions is a further headwind for global growth with emerging market
economies bearing the brunt of rising US interest rates at a time when emerging market USD-denominated
debt has surged. Countries particularly vulnerable include Argentina, Turkey and Brazil. The Fed’s dot-plot
remained unchanged following the September FOMC meeting with three increases of 25 basis points each
penciled in for 2019 and a further two increases projected for 2020. In contrast, the market is expecting three
increases in 2019 with no further increases expected in 2020 and beyond. The knock-on effects of slowing
Chinese growth and rising $-oil prices have been further catalysts for investor capital flight and emerging
market currency depreciation. Outside of the US, a weakening in business and consumer sentiment, as well
as softer global PMI indices suggest global growth may slow more sharply than that predicted by the IMF.
The latest NABE Survey, a survey of US business economists, reveals that two thirds of participants expect
a recession by the end of 2020, with fewer participants thinking a recession will emerge in 2019 as the
stimulus from tax cuts and fiscal spending begins to wane. Although US growth has been particularly strong
in the first half of 2018, growth may have already peaked given the slight slowdown in business sentiment.
A sharp slowdown is however not expected in the near term given still buoyant PMI’s, modest wage gains
and historically low unemployment. While inflation risks remain a concern for the Fed, especially in light of
supply chain cost pressures due to tariffs, USD-strength is expected to cap core inflation at around the Fed’s
2% target level. But real bond yields may still need to rise further, posing a risk to the equity market.

The bounce in 10-year US treasury yields to some 3.27% in early October, triggered a sharp sell-off across
global equity markets highlighting investor anxiety that an inflection point may be approaching where
investors switch out of equities into either cash or bonds. The trigger for the sell-off included hawkish
comments from the Fed’s Jerome Powell that the US was a long way away from normalizing interest rates,
as well as stretched US equity market valuations. While the consensus expectation is that the inflection point
may be between 3.5% and 3.75% on the 10-year US treasury, heightened volatility in risk assets can be
expected especially since growth in the non-US world is slowing. The earnings yield differential between
equities and bonds is also still supportive of equities, with the differential expected to absorb a further 50
basis point rise in yields.
Sanlam Employee Benefits Investments
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Given trade war risks, monetary tightening, slowing global growth and reduced liquidity (as the EU follows
the US in ending QE), does the equity market then still have legs? The short answer is ‘yes’, since MSCI
equity valuations are not excessive, particularly after the sharp sell-off in the first half of October, with
emerging market valuations looking particularly attractive. Even though consensus earnings estimates point
to a slowdown in developed market earnings growth to within single digits over the coming few years,
emerging market earnings are expected to bounce back into the low teens from low single digits, helped by
base effects and currency depreciation. As at the end of September 2018, 12-month total return estimates
for developed and emerging market equities were some 6.9% and 21.3% respectively in USDs. While the
return expectations have increased to 11.2% and 27.6% respectively following the sharp sell-off by midOctober, rand appreciation in excess of 7% is expected to dilute returns on foreign assets in the year ahead.
As a consequence, an underweight offshore position is recommended for South African investors, but that
within an offshore portfolio, a near-term overweight is retained in developed market equities and a neutral
weighting in emerging market equities. Over 12-months, however, developed market equities are
downweighted to neutral and emerging market equities are upweighted to overweight.

Global Bonds
Global bonds underperformed global equities in September, as yields on the JP Morgan Global Aggregate
Total Return Index pushed higher to 2.41% from 2.28% the month before. Global bonds returned some 0.8% in USDs and -4.2% in rands. The catalyst for the rise included an increase in break-even inflation and
a sharp rise in the $-oil price. While USD strength is expected to cap US inflation in the near term, the longer
term outlook for the USD is negative as an expected increase in the US’s fiscal and current account deficits
is likely to weigh on the USD. It is as a result of the Trump administration’s fiscal stimulus and failure to
reduce the current account deficit via protectionist tariffs, that the New York Fed’s 18-month forward looking
gauge of core inflation is still warning of the risks to the inflation outlook. Other risks include the associated
costs of import duties on consumer prices and a repricing of the real bond curve. Equally important is the
yield at which investors are likely to switch out of equities into bonds, signaling the end of the bull market in
equities. The global equity-to-bond yield ratio is already elevated, signaling the increased probability of an
equity market correction. The earnings yield differential between equities and bonds, however, suggests
that the inflection point may still be some quarters away as bonds themselves are expensive. The earnings
yield differential suggests that bond yields would need to increase further before triggering a switch into
defensive assets.

Emerging market bonds benefitted from the risk-on environment rallying some 2.8% in USDs as investors
went in search of yield following months of capital flight. Although emerging market central banks responded
differently to the outflows in terms of their policy response, by raising interest rates or by allowing the currency
market to make the adjustment, investors were provided with a good entry point to benefit from currency
weakness and higher bond yields. Emerging market bond spreads narrowed from 436 basis points to 384
basis points and the composite currency index appreciated some 1.6% on investor demand.

Global inflation-linkers delivered returns in line with nominal bonds as real yields increased slightly from 0.58% to -0.51%. The Barclays Inflation-Linked Bond Index returned -0.8% in USDs and -4.2% in rands.
Given that most participants in the BoAML Fund Managers’ Survey expect inflation to increase further over
the coming 12 months, it is probably too early to upweight inflation-linkers. This view is also consistent with
the New York Fed’s inflation gauge which points to further upside inflationary pressures. This view could,
however, change if the slowdown in global growth accelerates.

Global listed property declined by 2.0% in USDs and 5.4% in rands as bond yields rose and the sector
derated. The sector’s price-to-book ratio declined from 1.42X to 1.38X accounting for the disappointing
returns. Given the associated risks of a further increases in bond yields over coming quarters, we retain a
neutral weighting in this asset class since its trades at a discount to its historical mean and offers an attractive
dividend yield in excess of 4%.
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SA Equities
SA equities underperformed their developed and emerging market counterparts in September, declining by
some 4.2% in rands and 0.8% in USDs. Foreigners were net sellers of domestic equities totalling some R15.1
billion, bringing outflows for the quarter to some R32.5 billion. Industrial counters bore the brunt of the selloff with the Indi-25 declining some 8.1%, followed by the Fini-15 that fell a more muted 2.0%. Higher $metals prices and the gazetting of the Mining Charter helped offset the effects of a stronger rand, propping
up the Resi-10 index by a pedestrain 0.3%. Expectations of subdued economic growth in the third quarter of
2018, coupled with weak readings on both the Barclays and Standard Bank PMI’s, further weighed on
sentiment. Even proxy estimates for gross fixed capital formation (commercial vehicle sales) and household
final consumption expenditure (car sales) suggested third-quarter growth would be weak. The President’s
recently announced R50 billion stimulus package, while welcome, failed to change the mood of investors
either since the stimulus is to be funded from existing budgetary allocations, rather than new sources of
funding. Even the decision by the MPC to leave rates unchanged, albeit by a small margin of 4 to 3 votes,
failed to support the market. This may be due to the more hawkish tone of the statement, which has set the
stage for a possible rate hike in November.

While the gazetting of the Mining Charter was seen to be more pro-business than earlier versions, the fear
is that it may have come too late as SA mining has already fallen off investor radars due to years of policy
uncertainty. In brief, the Charter retains the 30% minimum BEE shareholding requirement applicable to new
mining rights, while retaining the 26% limit for existing rights. The requirement that a “free carried interest” of
some 8% be awarded to communities and employees was lowered to 5% each, with a maximum of 20%
having to go to a BEE partner. The “carried interest” stake awarded to communities and employees was
however not transferable, suggesting that they can never be sold. Rather, the Minister appears to be banking
on dividends as a source of income for communities and employees. Also, the removal of the word “free” in
carried interest implies that while the stake must cost beneficiaries nothing and not be debt financed, costs
could be recovered from the development of the asset. The “carried interest” requirement only applies to new
mining rights and not to existing mining rights, while the maximum term of a mining right was set at 30 years.
The earlier provision that the 26% BEE shareholding for existing mining rights be increased to 30% within
five years was also scrapped, as was the requirement that miners pay a 1% of EDITDA trickle dividend to
BEE shareholders. More importantly, the principle of “once empowered, always empowered” remained in
place, suggesting miners would not have to top up their BEE shareholding if their empowerment partners
sold down their stakes. However, a BEE shareholder would only be able to sell down his/her stake after 1/3
of the mining right had lapsed. The Charter also made a concession on the requirement to procure 70% of
mining goods locally, by allowing a 30% offset by funding supplier development. As a means of encouraging
new exploration in mining, exploration has been exempted from the provisions of the Charter.

Despite concerns about the slow pace of domestic economic growth and expectations of policy inertia until
after the 2019 elections, bottom-up consensus earnings estimates suggest the equity market will grow
earnings in excess of 20% over the coming 12 months, in line with implied earnings growth currently priced
into the market. Since the market is forward looking, however, the 12-month earnings outlook is already
priced into the market making it an unreliable predictor of future returns. A better valuation methodology is
to use longer term nomalised earnings (12 to 24 months out), since these are not necessarily priced into the
market at a point in time. On this basis, earnings growth slows to around the low teans, with a market derating
limiting total returns to high single digits. Following the sharp sell-off in the domestic equity market during the
first two weeks of October, however, a total return in the mid-teens is now expected over the coming year.

An alternative approach is to calculate the rolling multiple of the market using two and three- year consensus
earnings estimates. On this basis, the market is seen as cheap, trading on a forward multiple of some 12X
earnings, somewhat below the long-term mean. Longer term earnings growth slows rather sharply to some
6.8%, with a market rerating and an expected dividend yield raising returns into the mid-teens. Although the
two valuation approaches are different, they yield similar return expectations (see table and charts below).
With domestic equity market returns having been revised higher due to the October correction in markets, a
neutral weighting is retained in domestic equities given better risk-adjusted returns from domestic fixed
income asset classes.
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SA Bonds
SA bonds eked out a positive return of some 0.3% in rands in September, even as yields on the All Bond
Index increased from 9.58% to 9.65% and foreigners sold a net R4 billion in bonds. With domestic bonds
yielding a real return of some 4.6%, well ahead of our 3% fair value estimate, domestic investors were no
doubt attracted to the high real yields, despite the near-term risks to the bond market. These include Moody’s
sovereign ratings review, the tabling of the Medium Term Budget Policy Statement (MTBPS) and higher
inflation from a rising $-oil price. While the Monetary Policy Committee’s (MPC) base case view is that
inflation will not breach the upper end of the target range, the Reserve Bank has warned that inflation could
top 6% in the first half of 2019 if the oil price continues to rise. Our base case view is that inflation will breach
6% in the first quarter of 2019 due to base effects, higher oil prices and an increase in food prices. Despite
the higher inflation estimate, real bond yields are still expected to average between 3.5% and 4% in 2019,
even after adjusting for a rise in 10-year US treasury yields to some 3.6%. With Moody’s having decided to
delay its sovereign ratings review of South Africa until after the tabling of the MTBPS, all eyes with be on the
new Minister of Finance on 24 October.
Our base case view is that Moody’s will hold off on a decision until after the 2019 elections, the point in time
when it expects government to begin pushing through much needed structural economic reforms. The ratings
agency has also provided some guidance as to its tolerance levels for the country’s fiscal deficit and its debt
to GDP ratio. From its media statements, we believe these fiscal metrics to be 4% and 60% of GDP
respectively, allowing the Treasury and government some room to address funding requirements for SOEs
and revenue shortfalls in the current fiscal year. Of particular interest will be whether the Treasury imposes
a ceiling on the public sector wage bill and whether structural changes at SOE’s will be announced,
particularly with regards to Eskom. Following the outcome of the recent jobs summit where a moratorium on
job losses was agreed to, reforming the SOE sector could be a source of market disappointment. Also
closely watched will be any increase in the country’s contingent liabilities, which in total adds a further 10%
to the country’s debt burden.

SA inflation-linkers marginally outperformed their nominal sovereign counterparts in September despite a
small rise in real bond yields from 3.09% to 3.1%. The positive returns were due to the inflation carry, which
helped offset the drag on returns from the small rise in yields. Since real yields are trading in excess of our
2.5% fair value, inflation-linkers are upweighted to overweight over the investment horizon. Given the outside
chance that Moody’s could downgrade SA or change its outlook to negative from stable, the sizing of the
overweight position will be important, given the high duration risk of inflation-linkers. With break-even inflation
currently in excess of 6%, we continue to favour nominal bonds over their inflation-linked counterparts given
their shorter duration risk.

SA listed property bucked the positive trend in the domestic fixed income market, declining some 2.6% over
the month. A marked derating of the sector relative to bonds was the primarily cause of the negative returns.
The property-to-bond yield relative ratio increased from 0.82X to 0.92X amid ongoing investor concerns
about accounting practices in the sector and concerns about the sustainability of retail spend in an
environment where disposable incomes are being squeezed by the VAT rate hike, sharply higher petrol
prices, online retailers and rising unemployment. Since the sector is trading at a discount to its net asset
value of around 12% and with dividend yields having rising sharply to 8.5% from 7.5% the month before, the
sector is overweighted, despite the risks to consumer spending and the bond market.

SA Cash
SA cash yielded 0.6% in rands in September, outperforming all of the broad domestic and foreign asset
classes. Although the MPC left rates unchanged at the September meeting, the vote was a close one with
four members opting to leave rates unchanged, while three members voted to raise rates. This suggests
that the market is being primed for a November rate hike. While a 25 basis point increase seems the most
likely, the 1x4 FRAs are pricing in a 50 basis point increase. In the accompanying statement following the
MPC meeting, the committee adopted a more hawkish stance on the inflation outlook, raising its estimates
for headline and core inflation in both 2019 and 2020. Central to its view was the weaker exchange rate,
rising oil prices and above-inflation wage increases, particularly in the public sector. Administered prices
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that contributed to the more hawkish view included rates and taxes, and water and electricity tariffs, all of
which were expected to increase in excess of the upper limit of the inflation target.

Although the MPC was broadly positive on the global economic outlook, medium term risks were tilted to the
downside due to elevated policy uncertainty. This uncertainty arose from escalating trade tensions and a
tightening in global financial conditions. The tightening in global financial conditions and the change in
investor sentiment towards emerging markets was flagged as a key external risk to the rand. Although the
MPC revised lower its growth estimates for the domestic economy in 2018 (to 0.7% from 1.2% previously),
its forecasts for 2019 and 2020 remained unchanged at 1.9% and 2.0% respectively. In light of the above,
the implied path of future interest rate increases as generated by the Quarterly Projection Model pointed to
five interest rate increases of 25 basis points each between now and the end of 2020. In contrast, the longer
dated 21x24 Fra’s are pricing in rate hikes of a cumulative 150 basis points over the coming two years.
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Disclosure
Warnings and Disclaimer
Sanlam Life Insurance Ltd is an authorised financial services provider.
This survey is for the use of Sanlam and its clients only and may not be published externally without permission first
obtained from Sanlam. While all reasonable attempts are made to ensure the accuracy of the information, neither
Sanlam nor any of its subsidiaries makes any express or implied warranty as to the accuracy of the information. Past
performance is not necessarily a guide to future returns. Investment returns can be positive or negative. The material
is meant to provide general information only and not intended to constitute accounting, tax, investment, legal or other
professional advice or services. This information should not be acted on without first obtaining appropriate
professional advice. The use of this document and the information it contains is at your own risk and neither Sanlam
nor any of its subsidiaries shall be responsible or liable for any loss, damage (direct or indirect) or expense of any
nature whatsoever and howsoever arising.
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