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GLOBAL ECONOMIC CRISIS: CAN SA ESCAPE THE WORST OF IT
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How low can we go?
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By David Williams
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Our banks, mercifully, were quarantined, but there's no question SA will take pain from the global economic crisis. How bad will it get? We asked a range of experts and businessmen whose job it is to answer that question. What emerged is a shifting portrait of uncertainty and opportunity 
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	"We in SA just don't understand how bad it is." That's what we keep hearing from executives and analysts on the subject of the global financial crisis (is there any other subject?) when they return from London, Paris, Beijing or New York. 

These remarks are seized on by local pessimists who believe that the pain for the SA economy is only beginning, and that finance minister Trevor Manuel's recent projection of a 1,2% growth rate for SA in 2009 is recklessly optimistic. 

But it's never clear whether the "bad" in the opening sentence refers to how things actually are in the global economy, or just how people are feeling. 

Optimists think SA will escape the worst (whatever that may turn out to be), even though jobs are being lost and some sectors are already taking strain. 

So who's right? And how "bad" is it? There's no single SA perspective. It depends on who you talk to. Bankers have a different view from CEOs in other sectors, and they in turn see things differently to economists or fund managers. 

[image: image1.png]


One thing - perhaps the only thing - everyone agrees on is that SA's banking system was largely sheltered from the subprime crisis. Our bankers like to give the impression that they were more prudent than their peers in the US and Europe - but privately, many admit they were largely saved from themselves by foreign exchange restrictions. 

There is less agreement on how exposed SA is economically. The "decoupling" theory, which argued that emerging economies would not necessarily be contaminated by a First-World slowdown, is now discredited. Once again it is accepted that when the US, the world's most powerful economy, sneezes, the world catches a cold. But when the US gets pneumonia, what happens then? 

The risk for the SA banking system is summed up by Citigroup economist Jean-Francois Mercier: "It's not systemic instability, but the knock-on effect from a world recession. If the SA economy slows further, then you will have problems in the form of greater defaults and greater bankruptcies, and therefore a greater number of bad loans that would have to be provisioned." 
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That would obviously be a problem of a more traditional nature, he adds. "But this is not the situation of a credit crunch we are facing in SA. This is not a situation of an unconventional crisis justifying unconventional measures, as we are seeing in the G7 economies." 

Cas Coovadia, chairman of the SA Banking Council, agrees that banks will be hit by a lower growth rate, "and by the fact that liquidity is difficult to come by, particularly internationally, and it's expensive". But fundamentally, says Coovadia, the SA banking system is sound. "We don't have any significant exposure to the catalyst for the crisis overseas." 
Leon Campher, head of the Association for Savings & Investments (which represents the huge unit trust industry and the life offices), agrees "we are not immune" to what's happened internationally. But he points out that SA is "in good shape" compared with many of the big international economies. "Our financial system is sound - we've had good monetary and fiscal policy, we've run a budget surplus and our interest rates are quite high - so there is room for monetary stimulus." 

Though this is indeed the worst global financial crisis since the 1930s, says Sanlam CEO Johan van Zyl, SA is faring a little better. "But the current business environment is the most challenging since the emerging market crisis of 1997-1998, with the difference that the current crisis will take longer to resolve because of its global and systemic nature." 

"There is no comparison to the Great Depression and where we are now. The Great Depression was more severe. Back then, there was no money. Millions were laid off" - JIMMY CARTER
But how long will it take to resolve? Efficient Group economist Doret Els says SA is "more faced with a cyclical downturn", with monetary tightening and exposure through exports and imports. "We can now see the turning point in SA around the third quarter of this year," says Els. "In the developed world it's totally different, where we expect a turnaround only in 2010 if we're lucky." 

Stanlib macro strategist Kevin Lings expects a global recovery that's "gradual, and fairly muted into 2010. I don't think we are going to end up with a huge or quick recovery." 
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Kevin Lings 

Such projections reflect a broad consensus among SA's economists. And, though they speak with the customary caution of their profession, their estimates sound unexpectedly optimistic in the context of depressing headlines and the mood of gloom and doom. 
When the global recovery actually happens, of course, is less important than the expectation of when it will happen. The one partly depends on the other. Recovery follows from confidence, which will lead to restored lending and investment - but confidence depends on expectation of recovery. It's a virtuous circle, but one that is not yet operating. 

When will the market start believing? Nobody knows - perhaps that is what people really mean when they say how "bad" it is in the developed world. 

Last week Paul Volcker, adviser to President Barack Obama and a former chairman of the US Federal Reserve, said the world economy might be deteriorating faster than it did during the Great Depression. He noted that global industrial production was declining even more rapidly than in the US. 

So much publicity has been given to the statements - from legendary investor George Soros, among others - that this crisis is the worst since the 1930s Great Depression, that it has become a complacent, self-evident truth. 

But there are other views. And, in an environment where nobody knows anything for sure, they have to be taken seriously. The Great Depression, as global financial services firm Morgan Stanley pointed out recently in US News & World Report, lasted almost four years, with US real GDP and price levels falling by almost 30% and unemployment rising to 25% (it's 7% now, though that may rise). 

And former US president Jimmy Carter said last week: "There is no comparison with the Great Depression and where we are now. The Great Depression was more severe. Back then, there was no money. There was practically no way to control unemployment. Millions were laid off." 

Carter thinks the lessons learnt in the Great Depression will help the world get out of the present mess. Morgan Stanley says: "The 1930s depression was due to a series of policy mistakes. Monetary and fiscal policy were passive, and governments started a trade war. Now, monetary and fiscal policies are hyperactive, and a trade war will probably be avoided." 

The Fed allowed the US money supply to contract by 40% during the Great Depression, because "it didn't rein in bank failures and was restrained by the gold standard and ideology", says Morgan Stanley. "Now, central banks are pumping large amounts of money into the banking system and the economy. This, together with the coming fiscal stimulus, is the main argument against a repeat of the Great Depression." 

Holger Scheiding, an economist at Bank of America Securities-Merrill Lynch, writes in the latest Newsweek that three major mistakes turned the 1929 Wall Street crash into the Great Depression: "A tight monetary policy; a restrictive fiscal stance; and a wave of protectionism... This time, central bankers and politicians are deftly avoiding the first two mistakes." 

Scheiding goes on to warn against restrictions on cross-border financial flows, and argues for a global code of conduct against financial protectionism (see "World trade crisis alert"). 

And there is always the problem of the self-fulfilling prophecy. "This Great Depression narrative," Yale economics professor Robert Shiller argued in last Saturday's New York Times, "is not merely a story about the past. It has started to inform our current expectations. The attention paid to the Depression story may seem a logical consequence of our economic situation. But the retelling, in fact, is a cause of the current situation." 

The Great Depression, says Shiller, serves as a model for our expectations, damping what John Maynard Keynes called our "animal spirits", reducing consumers' willingness to spend and businesses' willingness to hire and expand. 

Much of the lingering uncertainty seems based on fear that more shocks are to come from the US banking system. 

FNB economist Cees Bruggemans says there have been two overlapping global recessions. The first, with its origins in 2006/2007, was caused by "China's out-performance (boosting oil and food demand), Opec's resource nationalism (limiting oil supply) and global financial speculation. Between them, these forces also co-opted global agriculture, creating huge oil and food price inflation surges." 

In SA, this prompted the SA Reserve Bank to raise interest rates, and "the resulting loss of real buying power and substantially increased debt-servicing costs quietly killed off the SA consumer boom", says Bruggemans. 

Then a "bigger rogue heaved into view - the global housing, banking and credit crisis, also dating from 2006/2007, finally went critical and broke the commodity fever, also in mid-2008". 

Bruggemans notes that recession conditions in SA became formal in the third quarter of 2008, as mining output, motor trade and residential building rapidly fell off, with some decline in retail. 

Will there be a global depression? Stanlib's Lings says the substantial policy response in the US and elsewhere - low interest rates, fiscal stimulus, bank bailouts, a lot of liquidity - "should yield the appropriate results". 

SA already has its own stimulus package in place. As the finance minister pointed out in his budget address, big government spending in SA is allocated to infrastructure, not bank bailouts. 

"What you want to avoid in this type of downturn," says Nedbank chief economist Dennis Dykes, "is increasing recurrent expenditure that down the line you can't actually reverse." It's this thinking that made Manuel cautious about extending welfare spending, which cannot be reversed down the line without huge political and social risk. 

In this context, there's a growing view that the SA economy will experience the working-out of a cycle that is longer than usual, rather than needing to be rescued from a crisis. 

"What typically happens is interest rates start coming down, people consolidate their finances, confidence gradually starts seeping back," says Dykes. 

"Obviously people are worried about job security, there's all sorts of concerns about the terrible headlines in the global economy - so I seriously doubt the consumer is going to rush out and start spending vigorously." 

There has been good news, though, for South Africans (see graphs "Good news"). Suddenly, inflation no longer seems an ogre but a tame elf. There were fears that interest rates were heading for the crippling highs of 25% of a decade ago; now they're expected to fall faster than they were rising. When oil was around US$150/barrel in June 2008, it seemed only a matter of months before it would be $200; now it's down to about $40/bbl. 

If you're an investor, the historic price:earnings (p:e) ratio of the JSE's all share index (Alsi) has been hovering around 9. The lower the p:e ratio, the less investors are prepared to pay for earnings - which means value opportunities are more likely. The last time the Alsi's p:e was that low was in 2002, at the start of a great bull run, and before that, in the early 1990s. 

Absa CEO Steve Booysen cautions that declining interest rates and inflation, welcome as they are, will not in themselves insulate the economy from stress. 

Booysen's gloomy tone is typical among his peers. SA's banks are certainly relieved to have escaped the subprime contagion (as Nedbank CEO Tom Boardman has said: "I am very glad to be an SA banker."). But our banks are still worried about increases in bad loans and have been pulling up the drawbridges against borrowers they welcomed so effusively not long ago. 

"I do have concerns specifically on impairments," says Booysen. "If individual consumers go through a tough time, the impact is first on your retail cluster, and thereafter it will affect businesses. The commercial bank is where we look after our relationship with our corporate and business customers, and there is no doubt that some of them will not see the year out because of the environment." 

Of course banks have a unique position in the economy. They have a dual responsibility: to offer the lending without which economic activity is impossible; and to make returns for their investors. At the moment there is concern about their ability to perform either role, and they are keeping their heads down. 

One of the problems facing the mining sector, traditionally a heavy borrower because of its long lead times, is precisely that the global crisis is financial, rather than one of cyclical supply and demand. Concern about access to credit was one of the reasons that mining giant Anglo American scrapped its dividend for the first time in 70 years. 

And, according to the latest Ernst & Young business risk report, the global regulatory response to the crisis "could affect the competitive environment" of the financial services industry. "The nationalisation of a number of banks would have been hard to imagine months previously," says Ernst & Young, "and the regulatory backlash may extend beyond banking into insurance and asset management." 

Even if SA institutions have been relatively immune, they cannot expect to escape similar regulation completely. 
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Johan van Zyl

Not only banks are affected. The broader financial services sector has been hit, concedes Sanlam's Van Zyl, "by the dual impact of the weak performance of financial markets, especially equities, and the extremely high level of volatility". 

Even so, while leaders in the sector are cautious, they are still able to identify opportunities. Booysen's pessimism does not necessarily extend to all Absa's prospects. "One positive that I take for this year," he says, "is that we have the Barclays mandate to look after the business on the sub-Saharan continent, and that will result in good business flows for this year." 
Other SA businesses, too, may see opportunities in the rest of Africa. Imara Asset Management has said that most African countries have quite a low degree of economic correlation with the West. As for a continental credit crunch, says Imara, "this is not possible where there is no credit to begin with. Africa's banking system is in its infancy, and debt levels are low." And the International Monetary Fund has said that if global growth drops to zero, Africa can still grow at 3%-4%. 

Van Zyl says though household finances are coming under further strain, resulting in a tougher business environment, "hopefully this will improve later this year, as the economy responds to stimulatory monetary and fiscal policies". Fortunately, he says, "Sanlam took timely action to protect our capital position, which remains sound. We're focusing on the operational side to protect new business volumes, while costs need to be watched in a lower-growth environment." 

If economists have to take a bird's-eye view, and bankers need to perform a delicate balancing act, a chief executive must take a specific view in a particular sector, and act. That's why there are almost as many CE views on the crisis as there are companies. 

But if there is such a thing as a representative CE view, it is probably reflected in the latest annual global survey by PricewaterhouseCoopers (PwC) of business confidence among CEs. Says PwC's Stanley Subramoney: "We were taken aback at the gloom that's come out from the CEs. They are all saying there will be delays in investment in capital and plant. Only 2,5% are optimistic about the future." 

But more than a third of African and Middle Eastern CEs are more optimistic than their North American and European counterparts. In SA, says Subramoney, "we have heard slowdown talk, and talk about cutbacks in expenditure. The CEs in SA see lower growth, but I have not picked up the dreaded R' [recession] word from them." 

So, it really depends on what sector you're in, or which niche sector, and on the condition of your company. Firms with cash are well-placed - like shipping company Grindrod, whose CE Alan Olivier is looking not at contraction but growth through acquisition. That kind of optimism is not reflected in general industry measures like the Baltic dry index. 

For a company like Sappi, which has battled for years with its paper pricing in tough markets, "it's very difficult to make any prediction at this time", says CE Ralph Boettger. "Certainly this quarter we expect demand, and therefore our results, to remain weak. We're managing the business as if things will be tough for the remainder of this financial year - but it could turn around quite quickly. One doesn't know. It's very difficult to make forecasts, so we are concentrating on cash generation." 

Retailer Massmart's Grant Pattison agrees with Van Zyl that SA will follow the trend of a typical interest rate-driven economic cycle, though the downside risks will be magnified by the global crisis. How is Massmart reacting? "There are two important dimensions - profitability and liquidity," says Pattison. "A well-run cash-based mass-merchant will perform relatively well, as customers seek out value and affordability. From a liquidity perspective, our ability to generate cash, as well as our conservative balance sheet, protects us. We continue to focus on organic growth - new stores - though we're well aware there is enormous forecast risk driven by uncertainty." 

If there is one thing that every CE is worried about, it is the effect of job losses on the SA economy. This, more than any other factor, could delay recovery and growth (see "Stress is showing"). 

Despite all the negatives, investors and fund managers are relatively bullish. SA investor confidence actually improved slightly in early February, says Frederick White of Sanlam Investment Management (SIM). Its latest survey says investors are "more upbeat". The average expectation is that the "12-month total return from equities, including dividends, will be over 15% nominal or 9% real", assuming inflation returns to the Reserve Bank's target range of 3%-6%. 

But White says: "Without an anchor for earnings, confidence in valuations cannot be high and investors are likely to be loath to act on the value they think the market might be offering." 

Gerda van der Linde, executive director of the Institute of Behavioural Finance in SA, believes the SIM survey demonstrates "a social mood of chronic uncertainty. Uncertainty about the relative value of investment options causes individuals to default to the herding option." The social mood is fluctuating between flashes of optimism and pessimism, she says. 

The uncertainty has had some important consequences that have not been as obvious as the debt crisis. Peter Brooke of Old Mutual Investment Group SA notes that short-dated cash - cash in the bank that you can access almost immediately - "is at very high levels". 

What this means, he says, is that "people are very scared. In a way it's a signal of extreme pessimism, a low-risk appetite, fear. So money is sitting there on the sidelines." In SA we have the same issue, says Brooke, because interest rates are going to fall steadily and sharply. 

WHAT IT MEANS
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Confidence is the key
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Investors are finding value
Efficient Group's Els notes that the US Federal Reserve is "basically printing money - not just the Fed, the European Central Bank and the Bank of England and many others". The banks are holding on to all this liquidity - but the question is, when will the confidence return? "When it does, the banks are going to start lending," says Els. As Grindrod's Olivier says: "The global economy needs the banks to start lending to create some stability." 

One of the problems, then, is that there are people with cash to invest and there's not a lot to do with it. In the US, there's actually an effective minus return rate for cash. 

Stanlib's Lings confirms that that's exactly where the dilemma is. "I think most fund managers locally and internationally find themselves in that situation. In the UK, the US and Europe, you're being paid to not have your money in the bank," he says. " That's telling you to take your money out and get it to work for you, which means a whole lot of things - buy goods, deploy the money into other markets. And you're going to find the same situation starts to evolve in SA." 

Once we seem to be getting past the worst of the banking crisis and we can see how the recovery takes place, says Lings, "you'll find money moving out of cash portfolios into riskier assets". 

In times of crisis, there's usually a gold lining, and this time it's no different. Says Brooke: "Gold is a classic hedge for the kind of scenario where we're seeing too much money created in the US, and inflation coming on the other side - therefore gold becomes a viable option." 

Clearly there are opportunities for investors, with dams full of cash waiting for confidence to return. Even the statistics that illustrate the extent of the global crisis (see "Bad News" graphs) are at the same time showing what upside there might be in the future. The bankers are understandably cautious, and the CEs have to stick to their knitting - but what should investors be doing? 

"All I would say," says Brooke, "is for those people who've been sitting on the sidelines in cash - long-term investors, who are actually thinking forward more than on what is going to happen tomorrow or next month - now is actually a good time to start buying equities." 

Lings says his general advice would be "not to take too extreme a bet while we are going through this extreme volatility". Rather be patient, he says: "Watch the data, watch the economic flow, watch the news flow, and try to get a sense of where things are going. Two years ago you could have bought literally anything, and it was going up. Now I think it's much more stock-specific." 

Leon Campher's advice is especially apposite for smaller investors: "I think the challenge is to make people understand if they're saving to take a longer view than five years. We're trying to get that message out more and more. We accept and acknowledge that when things really get tough, people tend to panic - the big secret is that the money you've got invested, unless there are dire circumstances, should not be money that you need. That's money to save." 

So it's by no means inevitable that SA will move into economic crisis. The joker in the pack will be the extent of job losses. Meanwhile, recovery and survival will depend as much on confidence and trust as on economic facts. 

As Massmart's Pattison says: "It is possible for us in SA to be one of the least-affected economies in the world, but it will require high-quality and courageous leadership from business, government and labour. The necessary conversations should commence now, and there is no room for mistakes." 


