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GLOBAL MACROECONOMICS
Good news across the board
The announcement of positive trial results for a highly effective
COVID-19 vaccine triggered a sharp rally in risky assets around the
globe. The good news was compounded by the bullishness deriving
from the favourable US election outcome. Volatility declined even faster
than we anticipated before the elections.
After an exponential surge in recorded SARS-CoV-2 infections since
early October across Europe, the first signs of a potential turnaround
are now appearing in some of the most heavily affected countries. If
confirmed, the decline in new infections in Belgium and the Netherlands,
as well as the stabilisation in the UK and Spain, could pave the way
for some easing of restrictions in December. While it’s too early to tell
whether these countries have turned a corner in the long run, risky
assets could once again be prone to move a tad higher.
Confirmed new SARS-CoV-2 infections, per day, per 100,000 people*
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In line with the breakthrough in the development of an effective vaccine,
markets also benefitted from a step towards more political certainty
when Joe Biden won the US election. Whether Republicans will defend
their majority in the Senate depends on the outcome of two run-off
votes in Georgia on 5 January next year. It’s possible, yet somewhat
unlikely, that the Democrats will add both of Georgia’s Senate seats to
their current tally of 48 seats, and then Vice President-elect Kamala
Harris’ tie-breaking vote would afford them a narrow majority.
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In his victory speech on Saturday, Biden struck a conciliatory tone. One
of his most significant challenges will be to address the deep rifts in
American society. Narrowing income inequality at the bottom end of
the family income scale, as well as a modest recovery in labour’s share of
national incomes (which started about five years ago and may continue
once labour shortages re-emerge after the pandemic), may help.

Source: telegraph.co.uk

“

We believe it’s more
important than ever
to look through the
noise and build a
consistent view
of where global
markets stand

“
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There’s still significant uncertainty about the future in terms of the
pandemic, but the black swan is now in plain sight and in the process
of being tamed. The US is also heading towards a more stable political
environment.
In light of all of this, we believe it’s more important than ever to look
through the noise and build a consistent view of where global markets
currently stand – and could go, in the not-too-distant future.

Our systematic view on global markets
In October, our systematic indicator set moved to a more optimistic
position. Our positive view on equities as a whole represents a major
change from last month. While we remain neutral on South Africa and
other emerging markets, our position on European equities has moved
from a moderate underweight to a moderate overweight. In the US,
we moved from a neutral to a moderate overweight. Valuations remain
stretched, but the macroeconomic backdrop has improved significantly
over the last few weeks and tail risks have receded.
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“

We see the most
value in South
African real assets,
as well as in
global property

We continue to favour emerging market bonds in local and hard
currency. We are also positive on South African bonds, where we see
a deep value case. We are however concerned about the fact that
business and consumer sentiment locally remains poor, as well as its
implications for South Africa’s ability to escape the economic recession
and ultimately halt its deepening fiscal crisis. Safe-haven assets like US
bonds and European bonds are now strong underweights. There’s less
of a need for tail hedges, and given the significantly negative real yields,
the asset class becomes expensive to hold.
We see the most value in South African real assets, as well as in global
property. For the latter, we’ve implemented a strong overweight
position. Despite the initial recovery, property yields in South
Africa remain very attractive at above 12%. It’s a similar story for SA
preference shares and inflation-linked bonds, where the deep value
case overcompensates for the elevated risks of a poor macroeconomic
backdrop. The price of these assets already factors in a lot of negative
news.
We remain negative on the US dollar, and therefore have a materially
positive position on the Euro – and also a relative overweight on the
Rand. Even after its steep recovery, the Rand remains undervalued, and
the real interest rate differential at the backend of the curve is strongly
supportive of the currency. Financial conditions around the globe have
never favoured a carry currency, like the Rand, more than in the current
environment.

“

UNPACKING OUR SYSTEMATIC VIEW ON
EUROPEAN EQUITIES
Where we currently stand
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European equities experienced the strongest swing, upgrading from
a moderate underweight to a moderate overweight. The asset class
remains stretched from a valuation point of view. Despite the steep
devaluation and much slower recovery – compared to the US market
– price multiples remain elevated, given the sharp fall in revenue
and earnings. The economic picture is mixed, with strong economic
surprises and an initially steep rebound in economic output, but with
deteriorating profit margins and a labour market that’s still plagued by
a rising unemployment rate. Financial conditions are highly supportive,
and this hasn’t changed. The swing factor, however, has been the sharp
turn in consumer and business sentiment for the better.
Sentiment in Europe is notoriously volatile. Over the last decade,
businesses and consumers have had to deal with three major crises:
the great financial crisis, the European sovereign debt crisis, and
now COVID-19. Historically, turning points in sentiment have been
good indicators on future market direction. We therefore statistically
assess the indicators rate of change, not its level. Sentiment improved
significantly from the extremely low levels of sentiment present in early
April, when Europe entered the most stringent levels of lockdown. A
second wave of infections has taken hold, with cases rising steeply
again. Governments have however learnt a lot and are now able to deal
with the crisis more efficiently – and in a less harmful way economically.
We are simply better prepared this time around.
In the table below, we illustrate the sub-factors driving our views. An
orange box represents an indicator sending a negative signal and a
green box represents an indicator sending a positive signal.
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Taking a more detailed look at business confidence in Europe, it’s
important to note that we use the European Commission’s harmonised
business surveys as a proxy for business sentiment. The surveys capture
the sentiment of representatives of the manufacturing, services, retail
trade and construction sectors. They enable us to compare different
countries’ business cycles and have become indispensable to monitor
the evolution of EU and euro area economies. They also allow us to
monitor developments in the different countries represented in the
survey. Using the six-month rate of change as a signal, the chart below
shows how the indicator has performed through time.
Business sentiment - European commission Euro area
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manager, it’s
important to us that
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“
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EVIDENCE-BASED INVESTING
Our view over time and how it has changed
As a systematic manager, it’s important to us that the evidence backs
up our assumptions. So how do we sense-test the data? The chart
Prescient score: EU equities shows our model’s positioning in EU
equities over time. It’s updated daily and we use it to compute our
portfolio positioning. As a reminder, our portfolios implement long-term
strategic asset allocations when the models show a neutral signal and
tilt away from these allocations in accordance with the models and
depending on the portfolio mandate.
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EU equities do go through cycles when they look attractive. The most
evident cycle was the rally during the early 2000s and the devaluation
of EU equities leading up to the GFC. Since then, EU equities have been
signalling mostly neutral signals, with the model indicating occasional
moderate underweight and overweight exposure. During the COVID-19
crisis, our models moved to an underweight and they’ve now reverted
to an overweight.
In the chart Prescient score: EU equities below, a dark orange or dark
green area represents strong underweights or strong overweights
respectively. Light orange and light green indicate moderate positions,
while the grey area represents a neutral position.
Prescient score: EU equities
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Looking into the efficacy of the model, the return distribution – as
shown in the graph Distribution – strongly reinforces the signals
generated, with strong negative signals a precursor to substantial
underperformance and strong positive signals in the lead-up to
equity market rallies. This is a strong model in our toolbox and also an
important one, since it makes up a large share of our offshore equity
allocation in our portfolios.
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WHAT TO LOOK OUT FOR
Risks and fortifications to our views
Darker and colder = more restrictions
The progression of the second wave of the pandemic remains the
critical risk to watch in Europe. The near-term economic outlook
depends on one key issue: will restrictions need to be tightened further
– or can they be loosened instead in December? Two countervailing
factors are at work:
1) In line with experiences with other coronaviruses, infection rates for
the new SARS-CoV-2 virus seem to be strongly seasonal. For countries
on the verge of winter, this indicates a risk of further increases in
infection rates and severe medical complications, including deaths, in
coming months. Countries in the southern hemisphere, such as South
Africa, suffered from higher infection rates during our cold season,
whereafter infections ebbed, indicating a strong seasonal element.
2) However, the trajectory of infections could be curbed by European
countries re-imposing severe restrictions similar to the ones that helped
to contain the first wave. When you compare countries with similar
climates – like Denmark and Sweden in March-April and Germany and
the Czech Republic at present – it becomes clear that how they react
to the threat makes a difference. It supports the hope and belief that
irrespective of seasonal factors, countries can get – and keep – the
situation under control if they pursue appropriate measures to contain
the virus.
NOV 2020
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Waning effects of monetary stimulus

“

A red flag on the
horizon is the Fed’s
current monetary
policy – and the
impact it could have
on global markets if
investor perceptions
were to change

A red flag on the horizon is the Fed’s current monetary policy – and the
impact it could have on global markets if investor perceptions were to
change. In his speech on 6 October, Fed Chairman Jerome Powell said
that “…a prolonged slowing in the pace of improvement over time could
trigger typical recessionary dynamics, as weakness feeds on weakness.”
He reiterated that monetary stimulus is unlimited and here to stay,
but added that without powerful fiscal stimulus, the US economy will
struggle to return to its growth path. The Fed is essentially keeping the
ship afloat, but the US government is still needed to put some wind in
their economy’s sails.
The hard numbers that back up Powell’s concerns are best shown
in the relationship between broad money supply and the velocity of
money. The idea is that $1 injected into the economy should be passed
around multiple times and therefore multiply its ability to stimulate
growth. However, the problem is that the velocity of money is sitting at
just above 1x, implying that the wheel of the economy is turning at an
incredibly slow pace. An example would be receiving a stimulus check,
buying a stock with the proceeds and sitting on it for a few decades,
rather than spending the money at the local store. This reduces the
effectiveness of monetary policy and is a stark reminder that you can’t
just throw money at the problem.

“
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Politicking galore

“

While the
Democratic
Party’s candidate,
Joe Biden, was
elected as the
46th president of
the United States,
President Donald
Trump shows
no sign of
conceding defeat

While the Democratic Party’s candidate, Joe Biden, was elected as the
46th president of the United States, President Donald Trump shows no
sign of conceding defeat, repeating threats to go to court with “valid
and legitimate legal challenges” over the outcome of the election.
Despite TV networks declaring Biden the winner, Trump vowed that he
won’t rest until there was an “honest vote count”.
Moments after the winner was announced, Trump said: “We all know
why Joe Biden is rushing to falsely pose as the winner, and why his
media allies are trying so hard to help him. They don’t want the truth to
be exposed. The simple fact is this election is far from over. Legal votes
decide who is President, not the news media.”
Comments like these are deeply concerning. We’d like to end this
monthly commentary by reflecting on President George W Bush’s
handover letter to Bill Clinton in January 1993, as shown below.

“
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BRINGING IT ALL TOGETHER
Navigating through the uncertainty
While the positioning of the portfolios has shifted from a neutral
standpoint to a moderately positive view on risky assets, the overweight
theme remains focussed on real assets providing attractive yields –
many of which haven’t fully participated in the post-COVID-19 rally,
yet. There are two, possibly three, ways forward. The first is the rally
continues upwards, the second is that markets flatline for longer, and
the third is another wave of selloffs as the markets catch up to the
economic reality.
With the portfolios positioned as they are, we believe we’re prepared
for all three eventualities. We are well-positioned with inflationary
protection in place to counter the effects of SARB rate cuts that have
priced in higher inflation, while extracting the current attractive yield
profiles. The positioning is now cautiously optimistic, but should
financial conditions deteriorate via spread widening, funding pressure or
a broadening cross-currency basis - all of which tend to move quickly the portfolios would adopt a more cautious position again.
As always, we stick to our process and don’t get sidetracked by
the noise.
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DISCLAIMER
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)
under the Financial Advisory and Intermediary Services Act (No.37 of
2002), to act in the capacity as investment manager. This information
is not advice, as defined in the Financial Advisory and Intermediary
Services Act (No.37 of 2002). Please be advised that representatives are
acting under supervision.
Collective Investment Schemes in Securities (CIS) should be considered
as medium to long-term investments. The value may go up as well
as down and past performance is not necessarily a guide to future
performance. CISs are traded at the ruling price and can engage in scrip
lending and borrowing. A CIS may be closed to new investors in order
for it to be managed more efficiently in accordance with its mandate.
Performance has been calculated using net NAV to NAV numbers
with income reinvested. There is no guarantee in respect of capital or
returns in a portfolio. Prescient Management Company (RF) (Pty) Ltd
is registered and approved under the Collective Investment Schemes
Control Act (No.45 of 2002). For any additional information such
as fund prices, fees, brochures, minimum disclosure documents and
application forms, please visit www.prescient.co.za.
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