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GLOBAL MACROECONOMICS

March 2021: More of the same – for now

For all the talk about bubbles, markets being disconnected from 
economic reality, exuberance and froth in all corners of financial 
markets, risk assets have done pretty well since our last monthly 
update. In particular, cyclical commodity prices have continued 
to power ahead. We see little reason to change our broad tactical 
outlook and continue to hold a moderately pro-risk stance. We 
don’t see this supportive growth backdrop deteriorating yet and 
if anything, there‘s a powerful combination of factors that are 
particularly supportive of risk assets:

• Vaccine roll-out likely to gain traction: Among the large DM
economies, the US is one of the leaders in the race to vaccinate
their population. To date, approximately 79 million vaccines
have been administered in America. Europe and large parts
of emerging markets are clearly trailing behind. South Africa’s
infection rates remain relatively low, at least by the official
statistics. The result is a much bigger push to reopen our
economy compared to the rest of the world. We are already
seeing increased air travel and restaurant visits – in stark
contrast to Europe in particular.

• More fiscal stimulus: With the Democrats controlling both
the US House and Senate, we could see further programmes
later – whether it’s infrastructure-led or induced by persistent
weakness in small businesses/low-income employment.

• Base effect-driven reflation: This doesn’t only affect the US,
but is perhaps primarily driven by market-based inflation
expectations in the US (i.e. the steepening US treasury curve).
This is likely going to peak in the coming two months, after
which we might face quite a steep fall. But until this comes,
we’re in for a couple of temporary high inflation prints.
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• Manufacturing recovery: The recovery in manufacturing has continued unabated in the past few
months. Not only has this been a V-shaped recovery, but the likes of PMIs could also remain elevated
at similar levels in the next few months. As such, the strong rebound in soft survey data has filtered
through to hard data prints. Our proprietary economic model – measuring nowcasted activity vs long-
term trend – has recovered to pre-pandemic levels across various jurisdictions (see chart Nowcasted
economic activity below).

Nowcasted economic activity

Source: Prescient Investment Management Research (as at end December 2020) 

It’s still early in the year, but our relatively more constructive view on risk assets for 2021, in particular 
growth assets such as SA equities and ZAR, have already been put to several tests; first by the ongoing 
COVID-19 headwinds, and more recently by the surge in US Treasury yields, buoyant US dollar and 
the associated rise in financial market volatility. The latter was largely driven by concerns about more 
persistent, stickier inflation, particularly in the US, on the back of the historical loosening of monetary and 
fiscal policies. 

In terms of the reflation theme though, it seems as if there are two different views with opposite 
implications for risk appetite: a benign version which argues that the expected global recovery will not 
generate inflationary concerns, and a more sinister one calling for the overheating of the US economy, 
stickier inflationary pressures and elevated core rates and their volatility. We side with the more benign 
version of reflation. As such, we don’t expect the synchronised global upturn to necessarily generate 
persistent demand-side inflationary pressures – beyond an imminent spike for reasons such as base 
effect, higher commodity prices and an initial spurt in activity as economies reopen – that would 
otherwise threaten the current dovish stance of the core central banks, led by the Fed. This would give a 
supportive backdrop for EM growth assets.
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OUR SYSTEMATIC VIEW ON GLOBAL MARKETS

Tactical positioning remains fairly unchanged since January, with the funds retaining much of risk-on 
posture from a month ago. However, our view on broader emerging markets fixed income has become 
less constructive, with Chinese economic recovery starting to show signs of waning momentum. EM local 
currency debt was downgraded a notch from moderate overweight to neutral, while some of the profits 
generated from the previously high conviction allocation to SA property were locked-in with the asset 
class view softening to moderate overweight.

Strong Underweight Moderate Underweight Neutral Moderate Overweight Strong Overweight

Equities

South Africa Overweight

United States Neutral

European Union Neutral

Emerging Markets Neutral

DM Small Caps Neutral

EM Small Caps Neutral

Bonds

South Africa Overweight

United States Neutral

European Union Underweight

EM (USD) Neutral

EM (Local) Neutral

Credit

South Africa Neutral

DM Investment Grade Neutral

DM High Yield Neutral

EM (USD) Underweight

Real Assets

SA Property Overweight

SA Preference Shares Overweight

SA ILBs Overweight

DM Property Neutral

FX

Euro Overweight

British Pound Overweight

Japanese Yen Overweight

SA Rand Overweight
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Furthermore, from an FX perspective, our models have been tentatively re-engaging high conviction 
bets against the USD vs some of the G10 currencies (the JPY specifically) on the back of upside economic 
surprises and improving consumer sentiment. Positioning in the EUR and GBP remains unchanged at 
moderate overweight.

UNPACKING OUR SYSTEMATIC VIEW ON THE ZAR

Where we currently stand

The COVID-19 shock has led to a 
sharp improvement in South Africa’s 
trade balance as exports recovered 
at a much faster pace than imports. 
South Africa’s trade balance climbed 
to almost USD 17bn in 2020, its largest 
ever. While we think the current level 
of the trade surplus is unsustainable 
and expect it to moderate as imports 
recover, recovering global demand 
and rising commodity prices – 
particularly for metals – bode well 
for South Africa’s commodity-reliant economy. As a result, the trade balance will likely remain in surplus 
through the first half of 2021, supported by higher commodity prices.

Debt sustainability remains a key concern for investors. The South African government is already among 
the most indebted of the large emerging market economies and gross government debt is projected to 
peak at even higher levels in the medium term, eventually stabilising at c.95% of GDP in FY26, according 
to the Treasury. We see some reasons to be more positive in the near term. Despite rising fiscal debt 
due to the pandemic, South Africa’s debt-service burden is likely to be contained in the near-term by 
flush global liquidity and low global interest rates. Over the medium term, debt stabilisation hinges on 
successful economic and fiscal reforms. Greater political support for a more reformist agenda – gauged 
through local elections in 2021 – may boost investor confidence. President Cyril Ramaphosa’s popularity 
has been boosted by his adept handling of the COVID crisis, and developments within the ruling party 
may also move more decisively in favour of reformists.
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Moreover, notwithstanding the recent uptick in US bond yields, the real interest rate differential between 
SA and the US remains elevated relative to where it has traded in the past. The US Fed’s commitment to 
keeping interest rates near zero over the foreseeable future should see the ZAR retain its carry appeal in 
the near term.

WHAT TO LOOK OUT FOR 

Risks to our views: inadvertent tightening of financial conditions

A significant rise in sovereign bond yields played a part in pushing equities lower, as bond market 
vigilantes began to question central bankers’ credibility with regards to keeping inflation in check, given 
the likelihood that we’ll see robust global growth coupled with a strong pickup in inflation in the year to 
come. Why does the bond market matter for investors? Quite simply, one of the key props supporting 
the current high valuations of assets, in particular equities, has been the exceptionally low level of 
sovereign and corporate bond yields. Not only do low bond yields create a low discount rate for future 
equity earnings (boosting present values via higher earnings multiples), but they also make equities 
more attractive on a relative basis. Take this prop away and equities (particularly the long-duration 
growth stocks) are suddenly vulnerable. The chart S&P 500 DY vs US 10-year yield illustrates the ongoing 
convergence between the US 10-year Treasury yield and the S&P 500 dividend yield – which threatens to 
pull the rug out from under lofty US equity valuations.
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S&P 500 DY vs 10-year yield

Source: Bloomberg (as at end February 2021) 

Elsewhere, fears about the sustainability of government deficits resurfaced, with the Biden administration 
putting together a fiscal package of $1.9trn, about 9% of US GDP. Increased spending will result in a 
record supply of US Treasuries, and going into the end of February, there were signs that the market’s 
ability to hold government debt at prevailing levels was beginning to weaken. However, this fiscal stance 
is sustainable if nominal growth comfortably exceeds the cost of borrowing. In the US, nominal growth 
could be around 8% this year, with 10-year Treasury yields still hovering around 1.6%.

One of the key findings in the aftermath of the Great Financial Crisis was that the risk of doing too much 
is way smaller than the risk of doing too little. This mantra clearly made its way into most administrations 
during the COVID-19 crisis and even big institutions such as the OECD and IMF have slowly but surely 
accepted that a debt-financed fiscal response is the only feasible way to ensure a swift rebound from the 
effects of the pandemic.

Over the past month, two of the more profiled advocates of easier fiscal policy – Lawrence Summers and 
Olivier Blanchard – have started to warn against the risk of overheating the US economy as a result of 
the $1.9trn Biden-nomics plan. This goes to show that it’s easy to say that the risk of doing too much is 
low when nothing is done, but as soon as a big-spending package is actually being pondered, the same 
experts start to backpaddle.

We see a clear risk that the Fed Chair Jerome Powell will start to sound a bit like Summers and Blanchard 
as soon as inflation starts running above target, which could lead to an internal Fed debate on the 
appropriate balance sheet policy in the near term. It is, after all, much easier to talk about average 
inflation targeting, as long as you’re not tested on actual inflation that runs hotter than the target. The 
bigger picture though is that the macro case for believing in higher yields remains intact (the growth 
and inflation outlook), and there’s also the supply story (Biden’s budget) as well as a technical story with 
regards to the non-extension of Fed’s Supplementary Leverage Ratio (SLR) relief for banks, which also 
suggest headwinds for fixed income. 
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The Fed may have made one costly mistake in the last FOMC. Powell said that the FOMC members “have 
resisted the temptation to try and quantify what that means, but when we are above target… we can do 
that” – referring to the “moderate overshooting” on inflation, which means that Fixed-Income tensions 
should build up again ahead of the April inflation print. Powell and the FOMC risk building up a pent-
up tantrum scope by refusing to address inflation until it’s at a point that augurs a tightening of the 
policy rate. This still holds the potential to turn into Powell’s taper tantrum and usher in an unwind of the 
reflation trade.

BRINGING IT ALL TOGETHER

…just bumps along the way

Although the recent reflation-led volatility in the US bond markets has complicated the outlook for the 
duration, the risk markets’ outlook remains constructive given the expected rebound in earnings on the 
back of recovering economic activity. In fact, the signal from other markets such as the commodities is 
not incongruent with higher core rates and steeper curves as a harbinger of a healthier global economy. 
It is the rapid pace and volatility of this repricing that is clearly causing tensions for risk appetite. We 
turned positive on growth – particularly for SA-specific assets – at the beginning of the 4th quarter of 
2020, arguing that the improving global growth cycle led by China, ongoing vaccination efforts, and a 
favourable global liquidity backdrop are likely to be supportive of market sentiment and a preference for 
emerging markets over developed markets. For all intents and purposes, we stick to this view.

This document is for information purposes only and does not constitute or form part of any offer to issue or sell, or any solicitation of any 
offer to subscribe for, or purchase, any particular investments. Opinions expressed in this document may be changed without notice at any 
time after publication. We therefore disclaim any liability for any loss, liability, damage (whether direct or consequential) or expense of any 
nature whatsoever which may be suffered as a result of, or which may be attributable directly or indirectly to the use of or reliance upon 
the information. Please note that there are risks involved in buying or selling any financial product, and past performance of a financial 
product is not necessarily indicative of the future performance. The value of financial products can increase as well as decrease over time, 
depending on the value of the underlying securities and market conditions. While reasonable steps are taken to ensure the accuracy and 
integrity of the information contained herein, Prescient accepts no liability or responsibility whatsoever if any information is, for whatever 
reason, incorrect. Prescient further accepts no responsibility for any loss or damage that may arise from reliance on information  
contained herein.

Prescient Investment Management (Pty) Ltd, Registration number: 1998/023640/07 is an authorised financial services provider (FSP 612) 
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