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The Inverted Yield Curve
If you have been following events in the US of A, there has been a bit of a panic that the yield curve has inverted.  In case you do not know what this means, I thought I would write something on this for you.

Imagine a graph where the Y axis (the vertical one) is the yield on a bond and the X axis (the horisontal one) is the redemption period of a bond.  The government bond yields at the end of May 2019 were:

Years

0 to 3
3 to 5
5 to 10
Over 10
Yield

6.7%
7.6%
8.4%
9.1%

If you can visualise your imaginary graph you would see that the yield curve is upward sloping – the longer the period, the higher the yield.  This is the norm – no need to panic.

At the end of November 2007 the picture was:
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3 to 5
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10.3%
9.1%
8.3%
8.2%

Can you visualise the graph now?  It is downward sloping.  This is called an inverted yield curve.  Remember what happened in 2008 – a negative GDP of 1.5%.

In the U.S. the curve has inverted before each recession in the past 50 years. It offered a false signal just once during that time.  A paper by the Federal Reserve Bank of San Francisco last year found that the inverted yield curve was an accurate predictor of a recession 12 months into the future.

A yield curve inverts when investors have little confidence in the near-future economy. They feel comfortable investing in the long term securities but not in short term ones so they dump short term bonds and opt for long term ones.  The demand for short term bonds reduces so their prices fall whereas the demand for long term bonds increases so their prices rise, hence the inversion of the yield curve.

To understand why the yield moves in the opposite direction to the market price, visualise a long term bond with a market price of R100 and a fixed interest of R9.  The yield will be approximately 9%.  What happens if the price of the bond increases to 120?  The yield will drop to about 9/120 = 7.5%. And what happens if the price drops to R80? 

Nedbank Clients Confused?

I received the following notification from Nedbank:

“Naspers Limited (NPN) has declared an elective Capitalisation Issue. Please be aware that, as a shareholder of NPN, you are required to elect to receive either new Prosus shares or retain a reduced number of Naspers shares. 
OPTION 1 – Accept 1 Prosus share for every 1 Naspers share held (DEFAULT)
 OPTION 2 – Retain 0.36986 Naspers shares for every 1 Naspers shares currently held”

In fact you are required to elect to receive 0.36986 NPN ordinary N capitalisation shares.  If you do not so elect, you will automatically receive 1 Prosus share for every 1 Naspers N ordinary share held.  If, for example, you presently hold 1 000 Naspers N ordinary shares and you make the election to receive the capitalisation shares you will hold, after the transaction, 1 369 Naspers N ordinary shares plus some petty cash for the rounding.  If you do not so elect you will hold 1 000 Naspers N ordinary shares and 1 000 N ordinary Prosus shares after the transaction.
If the top financiers at Nedbank do not understand this transaction, you can imagine our Hedgehog member “Sweet Pea”, housewife extraordinaire, trying to understand it.  A highly qualified CA wrote to me asking if he could sell the options.  There is confusion all around.  For example, do you know:
1. What the tax consequences of taking up more shares in NPN are?

2. What the tax consequences of receiving the Prosus shares are?

3. How to avoid the tax consequences of acquiring Prosus?
Risks over-hanging our market

You really have to be brave to invest in SA equities with what is going on at the moment.

1. National health insurance – forcing taxpayers to pay for the health costs of those who do not provide for this expense themselves.  This has already nailed Discovery and will probably nail hospitals going forward.

2. National Credit Amendment Bill, which could force banks and other financial institutions to write off personal loans made to those to those who cannot afford to repay them – is this why the share prices of banks are tanking?  The estimated cost to banks is between R15b and R20b.

3. The threat to use pension and retirement annuity funds to bail out state owned enterprises – how dare they steal from pensioners?

4. The ongoing BEE saga – why should commerce and industry pay for what politicians did a quarter of a century ago?  Do we have to wait for another quarter of a century before BEE is phased out?

5. Let’s not even go to expropriation without compensation.

6. And should we dare mention the damage AH Trump is doing to world-wide markets?
Kind regards,
Charles Hattingh,
August 2019
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