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I concluded last month’s Prospects roundup with the observation that, notwithstanding
the bleak world economic environment, our Prospects share portfolio was up R1 008 680
with the average share gain 111.3% and the portfolio “Total Return” a satisfactory 45.72%.
However, I warned that we were approaching a season of weakness which, our predictive
systems have for months forseen, would be marked by a Wall Street market correction likely to
start on or about October 21. And already the retreat has begun for our Blue Chips.
Now it is important to note that,
spectacular as that portfolio gain has
been, it has to some degree resulted
from the fact that the share prices of a
select few market darlings have been
driven up way above the gains in the
underlying profitability of the companies
themselves. I illustrated this fact last
week with the graph on the right
illustrating how the share price of SAB
Miller has grown over the past five
years at twice its corporate earnings
growth rate. But if you consider the
tabulation which is an extract from the
ShareFinder Quality List, you will note that on
average over the past five years the share price
growth of Blue Chips has almost exactly
equaled their dividend growth rates while that of
the Rising Stars has actually been less than half
their average dividend growth rates.
Now if you drill down into the tabulation you will
note that, with a few exceptions, most of the
shares
listed
have
in
price
terms
UNDERPERFORMED their dividend growth
rates. Exceptions are SAB Miller, Sanlam, EOH,
Pinnacle, Famous Brands, Adaptit, Woolies, Mr
Price, Spurcorp, Naspers and Brimston.
Others not in the illustration that have
outperformed their earnings growth are Invicta,
Trnpacko, Shoprit, TFG, KG Media, Bowcalf,
Tiger Brands, Massmart, Hyprop, MMIHoldings,
Oceana, Assore, Afrimat, Putprop, Marshalls,
Discovery, Amecor, Vukile, John Daniels,
Coronation, Taste, Indequity, Cullinan, Trade
Holdings, Metrofile, Aspen, Ellies, Onelogix,
Medclinic, Mondi, Pan Af, Remgro, Trematon,
ISA, AME, Finbond, Verimaak, Afro-C, Kaydav,
Omnia, SABVest, Brait, CIL, Resilient and
Italtile.
By the same measure, shares that have
underperformed their dividends and earnings
growth rates are: Capitec, Clicks, MTN, WBHO,
FPT, Sycom, Hudaco, ELB Group, Cashbuild,
Truworths, Value, Trencor, Exxaro, JSE, Grand

Parade, Emira, Nedbank, JD Group,
ARM, Anglo Gold, Metair, Kumba,
CBH, and Spanjaard. So logic
suggests that the exceptional price
performers should correct downwards
to a greater extent than the price
underperformersn in the event of an
overall market correction. So let us
look at a few examples.
Cearly there are far too many shares
listed here for us to analyse all of
them, so let us look at the situation of
the highest-rated companies in the
ShareFinder Quality List whose price performance bears the greatest disparity with dividend and
earnings performance. Starting with MTN, its price has grown at 8.82% compound from dividends that
have been growing at compound 51.7% from earnings growing at 15.6%. Note ShareFinder’s cyclic
Fourier projection in the right of the graph that sees this share bottoming this week before beginning a
slow recovery cycling about its very modest 8.82% (red) trend line for the foreseeable future. Note,
however, the pale blue trend line about which the price should be orbiting were this share to follow the
standard rule of tracking its dividend trend. How different is this compared with the SAB situation where
the share price well exceeds the upper
(green) trend line.
Conclusion; this share represents real
value and it is greatly underpriced by
most tests. ShareFinder’s system
suggests that were MTN to regain favour
with portfolio managers and start
tracking its appropriate share growth
trend, then it should rise 80% in the next
12 months. In the long term one must
expect MTN to at least recover to its
earnings growth trend, but in the short
term there is considerable unfounded
prejudice to be overcome before the
shares start moving.
Share with the next greatest disparity of
figures is WBHO, but a glance at the
graph makes it clear why one cannot
always just compare dividend and share
price growth rates. This company has
been through nearly three price cycles in
the past five years without gaining
anything in value during that time. But in
the process it has seen its dividend
effectively double along with corporate
earnings.
Hudaco has been similarly volatile but
the mean increase in price of the shares
has been just compound 3.9% while the
dividend has been growing apace at
33% compound and earnings at 15%
compound. While looking to the graph,
technical analysts will identify a nearly
perfect head and shoulders formation
which they argue inevitably leads to a
price breakdown very similar to the red
Fourier projection on the right.
Howden has been soaring in recent

years but comparing five-year rates suggests that the share price has a long way to go if it is to catch up
with its dividend compound annual growth rate of 89%.
Conclusion
So what can we conclude from this examination? Well both logic and observation have shown us that
share prices which outperform corporate profits eventually do correct back to the profit trend line so it
might be argued that, as we progress towards a likely overall market correction, it might be wise to take
some money off the table in respect
of
these “overpriced”
shares.
However, in the medium-term I must
stress that the fund managers who
are the major driving force in the
marketplace tend not to give up on
their favourites and prejudices until
there is some significant change in
their fundamentals. I believe Sasol
shares well illustrate this fact. Over
the past decade Sasol shares have
risen by a compound annual
average of 10% as illustrated by my
green trend line in the graph. Just
lately with the “Arab Spring” events
causing uncertainty about oil supplies, Sasol shares have responded by rising strongly with the result that
if you compute the average gain over the past decade you would conclude that the average gain has
been 20% (the red trend line). However, once the shakeout is over, as illustrated by the red Fourier
projection at the right of the graph, it seems highly probable that the price will revert to its long term
mean. So, regardless of its fundamentals—an average dividend gain of 15.5% and earnings average
gain of 17.5 - this share is prejudiced by the marketplace herd. The implication is that if you are looking
for reliable and above average income growth, then Sasol and Clicks, Capitec, MTN and other price
underperformers are a good buy because they are consistently cheap. If it is capital growth you seek then
SAB, Naspers, Famous Brands, Mr Price and the others which on average tend to outperform their
earnings average, are likely to give it to you…..until something quite drastic happens to shake up
prejudice. Sadly, in the likely coming market correction I think Sasol, Clicks and Capitec etc will be
punished worse that the market darlings regardless of their fundamentals.
The Prospects portfolio
Our Prospects portfolio has come off
modestly since August in keeping with
the rest of the market but at R1 977
130 it is comfortably maintaining its
41.1% growth mean. That said, one
needs to note that the majority of the
shares in this portfolio are drawn from
that group which have consistently
outperformed their profit fundamentals
and so I am troubled by ShareFinder’s
long-term Fourier projection. Note that
significant downward break scheduled
for April to August next year. If it
proves correct then navigating South Africa’s investment waters over the next year is likely to be a tricky
business.
The latest valuations of the portfolio are reproduced below. Massmart and Naspers are slightly
underperforming but I see nothing worthy of substitution so I will continue holding as is.

Underperformers
Listed overleaf as usual are all shares which have been underperforming the Blue Chip
averages in respect of price growth rates over the past five years. Note that all the shares
listed qualify for inclusion in the ShareFinder Quality list because of their consistent dividend
growth rates over many years and those listed in green under the Dividend Growth heading
have been consistently delivering above-average dividend growth rates over at least the past
five years. Being an underperformer is not necessarily an argument for disposing of any of
these shares, but readers should note that if a share has failed to deliver above average price
growth over as long a period as five years, then it is unlikely in the short to medium term to get
much better. Some shares which feature in this list are gladly included in many portfolios of
investors seeking dividend income rather than pure capital growth. So before you decide to
ditch any of these, do your research carefully. To help you in this regard, we include a “Total
Return” column which is the sum of the dividend yield and the annualised capital growth rate
average over five years.

Top Performers:

The following shares are offered as suggested replacements for any in your portfolio that are
achieving lesser growth rates than the ShareFinder Blue Chip average growth rates. The
shares listed in the first block below have been selected because of their investment grade
quality and their very high dividend growth rate and superior investment safety. The second
block of ten offer significantly higher dividend growth rates but at the price of a greater degree
of investment risk:
The shares listed in the third block below have been selected because of their investment
grade quality and their very high price growth rate. These offer superior investment safety. The
ten in the fourth block generally offer significantly higher price growth rates but at the price of a
greater degree of investment risk:

Unit Trusts
The topmost (green flagged) unit trusts listed below conform to the ideal that the latest annual price
growth rate is greater than the average of the past five years (Half) and the five-years average is
greater than that of the previous ten years (Full). In the groups that follow it should be noted that a
high ten-year growth average is seldom followed by similarly high interim growth rates which
underscores the fact that it is very difficult ever to select consistently high-performing funds.
Trusts with the lowest Risk number are the least price-volatile.

