
  

 

 

by Richard Cluver 

Subscriers to my ñProspectsò newsletter who have used its buy and sell 
recommendations to maintain their own share portfolios have once again 
beaten all comers. The 32.7% a year average growth rate of the portfolio over 
the past three years has been without equal anywhere that we have been able 
to determine. 
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The graph composite above traces the performance over the past three years of the 
Prospects Investment Portfolio. Established in January 2011 during which time it has 
grown from a virtual investment of R1-million, the portfolio is now worth R2.43-million 
representing a compound annual average growth rate of 32.7 percent which is nearly 
exactly twice the growth rate of the JSE average and 40% better than the growth 
rate of the average Blue Chip share. 

An extensive search of growth funds internationally has once again failed to reveal 
any that have equalled the performance of the Prospects Portfolio. 
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Compared with the average South African unit trust which achieved 8.8% compound 
over the same period, only three got anywhere near: the Mazi Capital MET Equity 
fund which achieved 25.19 percent compound, the Alan Gray Orbis Global Equity 
Fund which achieved 24.8% compound and the Sanlam Industrial Fund which 
achieved 24.6% compound. The graphs of the latter are depicted below. 
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If it continues its current growth rate, the Prospects Portfolio will be worth R8.26-
million in five years time at which stage it will be delivering an annual aggregate 
dividend of R229 549 compared with a current annual dividend income of R47 799. 

Currently it consists of approximately equal holdings of Coronation Holdings, Mr 
Price, Naspers and Famous Brands and somewhat lesser holdings in Shoprit , 
Capitec, EOH, Howden and MTN with the best performance having been delivered 
by Coronation which has grown by 331 percent since it was bought. Mr Price has 
grown by 296 percent and Naspers by 267 percent since we bought it. 

The investment process is simple. If any share in the portfolio is underperforming the 
Blue Chip growth average and I do not expect it to recover in the medium-term, I set 
a disposal price and a probable time horizon and, should those numbers be 
achieved, the share is considered sold. Similarly, if there is free cash in the portfolio 
and I am looking to buy, I will name one or two likely contenders and state what I 
would be willing to pay for them within the next three months. Thus readers who are 
keen to mirror the portfolio simply have to log into their stock brokers and place 
similar selling and buying orders. 

Feedback from readers who have opted 
to follow this process regularly contact 
me to say that they have never done as 
well. I would be interested to hear from 
any readers of The Investor who have 
beaten this four-year growth average. 
Last year there was one who managed 
it and he did so using my own 
ShareFinder system to guide him. 

 

 

 

 

 

 



Why Beijingôs Troubles 
Could Get a Lot Worse 

by Anne Stevenson-Yang 

Few foreigners know China as intimately as Anne Stevenson-Yang does. She has spent the bulk of 
her professional life there since first arriving in 1985, working as a journalist, magazine publisher, 
and software executive, with stints in between heading up the U.S. Information Technology office 
and the China operations of the U.S.-China BusƛƴŜǎǎ /ƻǳƴŎƛƭΦ {ƘŜΩǎ ƴƻǿ ǊŜǎŜŀǊŎƘ ŘƛǊŜŎǘƻǊ ƻŦ W 
Capital, an outfit that works for foreign investors in China doing fundamental research on local 
companies and tracking macroeconomic developments.  

Among other things, J Capital conducts trips for hedge fund managers, U.S. corporate executives, 
and bankers all over the Middle Kingdom, relying on Stevenson-¸ŀƴƎΩǎ ǊƻǎǘŜǊ ƻŦ ƎƻǾŜǊƴƳŜƴǘ 
officials, Communist Party leaders, financiers, small- business operators, and ordinary citizens to 
take the pulse of economic and political developments.  

ά9ǾŜǊȅ ǎǇŀǎƳ ƻŦ ƴŜǿ ǎǘƛƳǳƭǳǎ ǎŜŜƳǎ ƭŜǎǎ ŀƴŘ ƭŜǎǎ ŜŦŦŜŎǘƛǾŜ ƛƴ ōƻƻǎǘƛƴƎ ǘƘŜ ŜŎƻƴƻƳȅΦέ τAnne 
Stevenson-¸ŀƴƎ tƘƻǘƻΥ WŀƳŜǎ ²ŀǎǎŜǊƳŀƴ ŦƻǊ .ŀǊǊƻƴΩǎ  

An American, Stevenson-Yang, 56, is fluent in Mandarin, although her husband, a formeǊ tŜƻǇƭŜΩǎ 
Liberation Army intelligence officer, and their two adult children sometimes mock her accent. For 
Stevenson-¸ŀƴƎΣ ǿƘƻ ǘƻǘŜŘ /ƘŀƛǊƳŀƴ aŀƻ ½ŜŘƻƴƎΩǎ [ƛǘǘƭŜ wŜŘ .ƻƻƪ ƛƴ ƘƛƎƘ ǎŎƘƻƻƭΣ ƘŜǊ ȅŜŀǊǎ ƛƴ 
/Ƙƛƴŀ ƘŀǾŜ ƎƛǾŜƴ ƘŜǊ ŀ ǎƪŜǇǘƛŎŀƭ ǾƛŜǿ ƻŦ ǘƘŜ ƴŀǘƛƻƴΩǎ miraculous growth. Her disenchantment arises 
from the stark inequality of wealth and opportunity, the thuggishness of the Communist elite, and 
the amount of chicanery and accounting fraud engaged in by Chinese companies and government 
organs. Read on to find out why she thinks that China has entered the early stages of slowing 
expansion, severe credit problems, and potential instability.  

.ŀǊǊƻƴΩǎΥ LƴǾŜǎǘƻǊǎ ǎŜŜƳ ŦŀǊ ƳƻǊŜ ŎƻƴŎŜǊƴŜŘ ŀōƻǳǘ 9ǳǊƻǇŜΩǎ ǎƛƴƪƛƴƎ ƛƴǘƻ ŜŎƻƴƻƳƛŎ ŘŜǎǇƻƴŘ ǘƘŀƴ 
slowing growth in China. Are they whistling past the graveyard?  

Stevenson-Yang: I think so. China, for all its talk about economic reform, is in big trouble. The old 
ƳƻŘŜƭ ƻŦ ǊŜƭȅƛƴƎ ƻƴ ŜȄǇƻǊǘ ƎǊƻǿǘƘ ŀƴŘ ƘŜŀǾȅ ƛƴǾŜǎǘƳŜƴǘ ǘƻ ǇƻǿŜǊ ǘƘŜ ŜŎƻƴƻƳȅ ƛǎƴΩǘ ǿƻǊƪƛƴƎ 
anymore.  

Sure, the nation has been hugely successful over recent decades in providing its people with literacy, 
a decent life, basic health care, shelter, and safe cities. But starting in 2008, China sought to counter 
global recession with huge amounts of ill-advised investment in redundant industrial capacity and 
vanity infrastructure projectsτyou know, airports with no commercial flights, highways to nowhere, 
and stadiums with no teams. The country is now submerged by the tsunami of bad debt that begets 
further unhealthy credit growth to service this debt. The recent lowering of benchmark deposit rates 
ōȅ ǘƘŜ tŜƻǇƭŜΩǎ .ŀƴƪ ƻŦ /Ƙƛƴŀ ǿƻƴΩǘ ŀŎŎƻƳǇƭƛǎƘ ƳǳŎƘ ōŜŎŀǳǎŜ ƛǘ ǿƻƴΩǘ ƻŦŦŜǊ ƳƻǊŜ ƛƴŎƻƳŜ ǘƻ 
ƘƻǳǎŜƘƻƭŘǎΦ Lǘ ŀƭǎƻ ƎŀǾŜ /ƘƛƴŀΩǎ ōƛƎƎŜǎǘ ōŀƴƪǎ ǘƘŜ ŘƛǎŎǊŜǘƛƻƴ ǘƻ ǊŀƛǎŜ ǘƘŜƛr deposit rates back up to 
old levels, which would give them a competitive advantage  

How bad can the situation be when the Chinese economy grew by 7.3% in the latest quarter?  

People are crazy if they believe any government statistics, which, of course, are largely fabricated. In 
China, the Heisenberg uncertainty principle of physics holds sway, whereby the mere observation of 
economic numbers changes their behavior. For a time we started to look at numbers like electric-



power production and freight traffic to get a line on actual economic growth because no one 
believed the gross- domestic-ǇǊƻŘǳŎǘ ŦƛƎǳǊŜǎΦ Lǘ ŘƛŘƴΩǘ ǘŀƪŜ ƭƻƴƎ ŦƻǊ .ŜƛƧƛƴƎ ǘƻ ŦƛƎǳǊŜ ǘƘƛǎ ƻǳǘ ŀƴŘ 
start doctoring those numbers, too.  

I put much stock in estimates by various economists, including some at the Conference Board, that 
actual Chinese GDP is probably a third lower than is officially reported. And as for the recent 
LƴǘŜǊƴŀǘƛƻƴŀƭ aƻƴŜǘŀǊȅ CǳƴŘ ǊŜǇƻǊǘ ŎŀƭƭƛƴƎ /Ƙƛƴŀ ǘƘŜ ǿƻǊƭŘΩǎ ōƛƎƎŜǎǘ ŜŎƻƴƻƳȅ ƻƴ ŀ ǇǳǊŎƘŀǎƛƴƎ-
power-parity basis, how silly was that? China is a cheap place to live if one is willing to eat rice, 
ŎŀōōŀƎŜΣ ŀƴŘ ǇƻǊƪΣ ōǳǘ ƛǘΩǎ ŜȄǇŜƴǎƛǾŜ ŀǎ ŀƭƭ ƎŜǘ ƻǳǘ ƻƴŎŜ ȅƻǳ ŦŀŎǘƻǊ ƛƴ ǘƘŜ Ŏƻǎǘ ƻŦ ŘŜŎŜƴǘ ƘƻǳǎƛƴƎΣ ŀ 
car, and health care.  

LΩŘ ōŜ ǎƘƻŎƪŜŘ ƛŦ /Ƙƛƴŀ ƛǎ ŎǳǊǊŜƴǘƭȅ ƎǊƻǿƛƴƎ ŀǘ ŀ ǊŀǘŜ ŀōƻǾe, say, 4%, and any growth at all is coming 
from financial services, which ultimately depend on sustained growth in the rest of the economy. 
Think about it: Property sales are in decline, steel production is falling, commercial long-and short-
haul vehicle sales are continuing to implode, and much of the growth in GDP is coming from huge 
rises in inventories across the economy. We track the 400 Chinese consumer companies listed on 
the Shanghai and Shenzhen stock markets, and in the third quarter, their gross revenues fell 4% from 
a year ago. This is hardly a vibrant economy.  

How bad do you see things getting?  

I hate to wear sackcloth, since in late 2011 I became quite bearish and yet a sharp dose of 
government stimulus managed to steady the economy. By our calculations, since June the central 
government directly and indirectly has added more than $400 billion of stimulus and relaxed lending 
terms for housing purchases. Yet, every spasm of new stimulus seems less and less effective in 
boosting the economy.  

Sƻ Ƴƻǎǘ ƭƛƪŜƭȅΣ /Ƙƛƴŀ ƛǎ ǎƛƴƪƛƴƎ ƛƴǘƻ ŀ ŘŜŦƭŀǘƛƻƴŀǊȅ ǊŜŎŜǎǎƛƻƴ ǘƘŀǘΩǎ ƛƴŎǊŜŀǎƛƴƎ ƛƴ ǎǇŜŜŘ ŀƴŘ Ƴŀȅ ǘŀƪŜ 
some time to run its course. Investors have lost faith in the property market, which alone comprises 
about 20% of GDP, when taking into account the entire supply chain, from iron-ore production to 
construction to related financial services and appliance sales. Employment and wage compensation 
ǿƛƭƭ ǎǳŦŦŜǊΦ /ƻƴǎǳƳǇǘƛƻƴ ǿƛƭƭ ŎƻƴǘƛƴǳŜ ǘƻ ǎǳŦŦŜǊΦ ¢ƘŜǊŜΩǎ ŜǾŜƴ ŀƴ ƻǳǘǎƛŘŜ Ǉƻǎǎƛōƛƭƛǘȅ ǘƘŀǘ /ƘƛƴŀΩǎ 
economic miracle could end up in a fiery crash landing, if a surge in banking-system loan defaults 
ƻǳǘǊǳƴǎ ƎƻǾŜǊƴƳŜƴǘ ǊŜƎǳƭŀǘƻǊǎΩ ŀǘǘŜƳǇǘ ǘƻ Ŏƻƴǘŀƛƴ ǎǳŎƘ ŀ ŎǊŜŘƛǘ ŎǊƛǎƛǎ ŀƴŘ ǊŜǎǘƻǊŜ ŦƛƴŀƴŎƛŀƭ 
confidence.  

What are some of the other signs of economic malaise?  

A big one is increasing capital flight from China on the part of wealthy Chinese, and corporations 
ǳǎƛƴƎ ǇƘƻƴȅ ǘǊŀŘŜ ƛƴǾƻƛŎƛƴƎ ŀƴŘ ƻǘƘŜǊ Ǉƭƻȅǎ ǘƻ ƎŜǘ ŀǊƻǳƴŘ ǘƘŜ ŎƻǳƴǘǊȅΩǎ ŎŀǇƛǘŀƭ ŎƻƴǘǊƻƭǎΦ ¢Ƙƛǎ ǘǊŜƴŘ 
so far has been masked by the influx of hot money into China to take advantage of its higher money-
ƳŀǊƪŜǘ ǊŀǘŜǎΣ ǎǘǊƻƴƎ ŦƻǊŜƛƎƴ ŘƛǊŜŎǘ ƛƴǾŜǎǘƳŜƴǘΣ ŀƴŘΣ ƻŦ ŎƻǳǊǎŜΣ /ƘƛƴŀΩǎ ǇƻǎƛǘƛǾŜ ǘǊŀŘŜ ōŀƭŀƴŎŜΦ  

.ǳǘ ǎƻƳŜǘƘƛƴƎ ŎǳǊƛƻǳǎ ƛǎ ƘŀǇǇŜƴƛƴƎΦ Lƴ ǘƘŜ ǘƘƛǊŘ ǉǳŀǊǘŜǊΣ /ƘƛƴŀΩǎ ǾŀǳƴǘŜŘ ŦƻǊŜƛƎƴ-currency reserve 
balance actually declined by $100 billion, to $3.89 trillion. Sales of luxury foreign brands are 
faltering. Clearly, a lot of wealthy Chinese are rushing to cut back on in-country assets and get 
money offshore. If one has the ability to own a house in Sydney over an apartment in suburban 
Shenzhen, the choice is obvious.  

Rampant capital flight could turn into a rout given the ridiculous concentration of wealth in China, 
cutting the seemingly impregnable foreign reserves dramatically.  

Any other worries?...  



Financially vulnerable consumers will 
meaningfully constrain South Africaôs 
economic growth outlook next year 

  

By Annabel Bishop, Investec chief economist  

   

Substantial rand weakness since May 2013, and concomitant higher inflation 
and interest rates, have quelled consumer spending growth in South Africa 
amid weak economic activity, as many households are over indebted. While 
these households need to deleverage further, and consumer spending and 
economic growth will consequently remain weak in 2015, SA also shares some 
of the positive attributes of the other emerging markets, namely a population 
that is becoming increasingly wealthier with notably rising living standards 
and an expanding consumer base.  

These positive long-term trends in South Africa are expected to persist, with the 
retail sector also benefitting from consumer spending in neighbouring African 
countries, which typically are experiencing faster economic growth than SA. 
Additionally, as the global economy strengthens out to 2018, SA should experience 
faster export growth and improving incomes, allowing consumer spending growth to 
lift towards 4.0% y/y. However, in the short to medium-term the consumer will be 
vulnerable to higher interest rates and potentially higher personal income taxes.  

 

Individuals already shoulder the bulk (34%) of the tax burden in South Africa, while 
VAT brings in 26% of tax revenue and corporates 20%. The latest statistics from 
SARS estimates there are only 498 864 individuals earning over R500 000 in a 
population of 54million, with 111 590 earning over R1million per year. Such low 
numbers of tax payers mean little additional revenue will be garnered by hiking the 
marginal tax rate (40% above R673 100 per annum).  

The Davis Tax Committee is reviewing the tax system, and while it has not given any 
formal recommendations yet to government, it has highlighted a number of options 
and potential recommendations. With government revenues under pressure due to 
high expenditure and slow growth, and the risk of further credit rating downgrades a 
real threat, the Committee has been tasked to find the best way to raise tax 
revenues with the least dampening effect on growth.  

17million individuals receive social welfare grants, relying on direct monetary 
transfers from government for survival. With the three main collection methods being 
personal and corporate tax and VAT, the committee has considered the implications 
of raising taxes in each of these areas (but has not committed to any specific path 
yet).  

While the populist members of government would likely prefer higher personal taxes 
for the wealthy, the committee has indicated that an increase in the marginal tax rate 
from 40% to 45% would only garner in around R4bn (due to the tiny number of 



wealthy individuals which already pay the bulk of personal income tax), an amount 
insufficient to make much impact on the budget deficit of close to R170bn. Other 
areas the Davis Tax commission have looked at include raising the VAT rate, with a 
2% increase from 14% expected to bring in close to R40bn, a more meaningful 
change.  

The Davis Commission is also looking at wealth taxes (such as estate duty), profit 
shifting and base erosion and the mining and construction sector in a bid to lift 
revenues given the heavy spending commitments to social services and civil servant 
remuneration. Remuneration of civil servants accounts for 35% of total 
(consolidated) government expenditure, expenditure on social services accounts for 
59%. The Davis tax commission is likely to recommend a reduction in civil servants 
headcount and also in corruption.  

   

The World Bank says SA has been very successful in redistributing income from the 
wealthy to the poor and that ñSouth Africa now ranks at the top in terms of the scale 
of redistributionò compared to Armenia, Brazil, Bolivia, Costa Rica, El Salvador, 
Ethiopia, Guatemala, Indonesia, Mexico, Peru and Uruguay.ò  

The upward social mobility resulting from extensive provision of social services and 
direct monetary transfers has resulted in a significant reduction in inequality.  

   

Consumer spending growth has weakened on the downward trend in economic 
growth in SA following prolonged industrial strike action, electricity supply and 
transport infrastructure constraints and reduction in the ease of doing business as 
both the size of the state and state intervention continues to grow.  

Domestic demand has been constrained by a weakening in real consumer spending 
growth on high indebtedness, declining real disposable income growth, high inflation 
and weak employment prospect, which has led to low confidence. This will only 
gradually improve over the 2015 to2018 period.  

Rigid labour markets and poor employer-employee relations (strike action), 
insufficient electricity supply and logistic constraints all require reform to engender 
faster employment creation. We estimate GDP growth at 2.5% y/y for next year and 
at 2.8% y/y for 2016, as the lift in global economic activity feeds through locally. In 
particular, faster economic activity over the medium term should be driven by 
improved export growth on the back of the strengthening in global trade volumes. 
Economic growth has weakened considerably from 3.6% y/y in 2011, 2.5% y/y in 
2012 and 1.9% y/y in 2013, to likely 1.5% y/y in 2014.  

Real growth in consumer spending is only expected to recover gradually over the 
medium-term due to high consumer indebtedness and high cyclical unemployment. 
Household consumption expenditure should eventually strengthen out to 2018 as 
incomes lift following improving global demand that stimulates industrial production 
and lifts business and consumer confidence.  

Specifically, both real economic growth and consumer spending growth is likely to 
remain weak until 2016, but then rise slowly reaching 4.0% y/y by 2018 on the lift in 
global demand. This expected case does not foresee protracted strike action as 
occurred in 2014 (which is rather a function of the down case).  



This implies some improvement in labour relations, and indeed a diminution of strike 
duration was evinced in the metalworkers strike, which lasted only a few weeks 
compared to the close to six month strike in the platinum belt. The avoidance of 
protracted strike action (limited to three weeks maximum) would limit the negative 
impact on the salaries and remuneration of these workers, improving their household 
finances and allowing them a better consumption pattern.  

   

Consumer spending this festive season is likely to be weaker than in prior years, and 
in the new year the retail sector is particularly likely to feel a slowdown in spending 
growth on non-durable goods (food, beverages, household consumer goods, 
tobacco, pharmaceutical products) and semi-durable goods (clothing, footwear, 
household textiles, recreational and entertainment goods) sectors.  

This year, the traditional festive season binge will leave already highly indebted 
households (57.8% of consumers are delinquent in debt repayments ï 30 days plus) 
particularly constrained in the new year and consumers are at particular risk of a 
debt overhang (too highly indebted to be able to access further credit) in the first 
quarter of 2015, with many already in this position. The consumer is clearly under 
financial pressure, with spend switching away from recreational and entertainment 
goods to fuel and food.  
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Reading the financial markets and 
allocating accordingly in a low interest rate 
world 

 

By Brian Kantor  

¶ Volatility up and share prices down, as usual  
¶ The tide turns once more but much more in favour of the developed markets  
¶ The rand behaves well in the more risky circumstances - implications for the SA economy  
¶ The surprise factor has been the trend in global interest rates  
¶ Interest rate surprises lead to dramatic de-leveraging  
¶ Bad economic news appears to be bad news for equity markets. But is this the right 

explanation for recent turbulence?  
¶ The recent equity market recovery suggests that the pressures were temporary ones  
¶ The case for staying risk on  
¶ The state of SA financial markets and prospects for them  
¶ A sector picking exercise  
¶ Growth stocks, in the form of the Global Consumer Plays, may be defensive and yet the 

more risky SA economy plays may offer better value, provided the rand holds up 

Volatility rose in September and October as new fears about the world economy emerged. The 
subsequent turnaround in equity markets suggests that the pressures felt were temporary. 
Meanwhile the persistence of low long term interest rates reveals weaknesses in economies like the 
Eurozone and Japan and the determination of central banks to combat deflation. Nonetheless, the 
global growth outlook, we would suggest, has not changed for the worse, despite the 
disappointments with European growth. The threat of deflation in Europe and lower commodity 
prices, including oil prices, should help hold interest rates below long term averages for longer, to 
the advantage of equities.  

Volatility up and share prices down, as usual  

A number of fears re-entered the markets in September and October. The volatility index, the so-
ŎŀƭƭŜŘ άŦŜŀǊ ƛƴŘŜȄέΣ ŦƻǊ ǘƘŜ {ϧt рллΣ ǘƘŜ ±L·Σ ǊƻǎŜ ǎƘŀǊǇƭȅ ƛƴ ŜŀǊƭȅ  
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With increased share market volatility (that is to say a much wider range of share index movements 
from day to day and intra-day), the cost of insuring against these index movements in the options 
market, as indicated by the VIX, naturally rose to reflect the greater uncertainty about the direction 
of the share market. When faced with higher risks, investors demand higher expected returns and 
this means lower share prices. This pattern in the markets remained as reliable as ever: volatility and 
share prices move in almost precisely the opposite direction.  



 

The tide turns once more but much more in favour of the developed markets  

It is noteworthy that the VIX has receded recently to something like its longer term averages, and 
the S&P 500 accordingly has moved higher. Emerging equity markets, including the JSE (priced in US 
dollars), typically suffer more damage in a riskier environment than the S&P 500, and this was no 
exception. Emerging markets have also not recovered to the same degree as the S&P 500, as the 
benchmark for emerging equity markets, the MSCI Emerging Market (EM) Index, shows (see below). 
No doubt the particular weakness in Brazil with 10.8% of the MSCI EM Index (related to its recent 
presidential elections) has played its part in dragging EM equity markets as well as EM currencies 
lower than otherwise might have been the case.  

 



 

The rand behaves well in the more risky circumstances - implications for the SA economy  

Notwithstanding the strength of the US dollar since early September 2014, the rand has held up 
rather well. On a trade weighted basis it is now only marginally weaker than it was in early 
September. The rand on a trade weighted basis now trades at almost exactly its levels of January 
2014.  

These exchange rate trends portend much less pressure on SA producer and consumer prices, given 
also the deflation of global commodity prices and especially of the oil price in recent times. Lower 
petroleum prices will help relieve the budget constraints of the average SA household and lower 
inflation may well restrain the Reserve Bank from raising short rates ς especially in the light of the 
decline in global and SA interest rates along the yield curve.  



 

The surprise factor has been the trend in global interest rates  

It was these lower long term interest rates that surprised the markets. Investors were concerned 
that higher interest rates ς led by the US Fed, with the end of Quantitative Easing (QE) ς would 
weaken the case for equities. However global debt markets have come to be led by reactions to the 
weak European economy and to the ECB attempting to fight deflation. Long term interest rates, 
which had spiked higher in May 2013 on the initial talk of the tapering of Fed asset purchases and 
the coming end of QE, fell away rather than rose, led by the yields on German Bunds. Even more 
recently, a burst of aggressive QE by the Bank of Japan has added even more added more 
reflationary pressure on asset prices, as has the move by China to cut rates.  

In the figures below we show these interest rate trends in Germany and the US. The sharp decline in 
yields after June 2014 should be noted, as should the wider spread or interest rate carry in favour of 
US Treasuries. Trends that have been accompanied by dollar strength and euro and especially Yen 
weakness- a lower spread taking something off the US dollar cost of a euro as investors seek 
additional yield in a low yield world.  



 

 



 

Interest rate surprises lead to dramatic de-leveraging  

These dramatically lower interest rates in late September and early October were accompanied by 
some extreme movements in the equity markets. It would appear that the search for higher yields 
had been accompanied by increased levels of leverage. The cheapest form of debt for hedge fund 
and other managers would have been to sell or short government bonds, since these had been 
widely expected to lose value in the face of the expected rise in interest rates. That long term 
interest rates fell rather than rose put extreme liquidity pressures on short bond market positions.  

The liquidation (forced covering) of these positions not only led long bond yields even lower (at one 
point in a hectic trading day in New York on 16 October, 10 year US Treasury Bond yields had fallen 
to 1.85%) and other markets, including equity markets, could not escape the rush to liquidity. When 
these pressures abated, volatility declined and equity markets recovered. Bond yields then also 
edged higher but remain at abnormally lower levels. These developments have been accompanied 
by flatter yield curves, including in the RSA bond market, as forward interest rates were revised 
lower.  

Bad economic news appears to be bad news for equity markets. But is this the right explanation for 
recent turbulence?  

Until 19 September, higher interest rates (lower bond values) were accompanied by weaker equity 
markets and vice versa. In other words good news about the US economy, meaning higher interest 
rates, was considered to be bad news for equities. After 19 September, and until approximately the 
second week in October, the bond and equity markets began to run in opposite directions.  

Surprisingly lower interest rates (higher bond values) were then accompanied by lower equity values 
and vice versa. In other words, bad news about the economy (meaning lower interest rates) seemed 
to be bad news for equities. A consistent and conventional explanation given for the weaker equity 
markets was that the revealed weakness of the euro economy was responsible for this different 
perspective. A weaker global economy, including a weaker US economy, would mean weaker 
revenues and operating profits for listed companies, including those in the US, so justifying lower 
equity valuations. A downward revision of the IMF growth forecast in early October as well as a 
weak US retail number added some credence to this view.  



 

However in the midst of market turbulence, it became apparent that the US economy remained on 
its expansion path, as shown by good employment and industrial production numbers released later 
in October, so the S&P 500 began to reverse its losses and interest rates rose.  

Our alternative explanation of these extreme market moves in early October was that it had more to 
do with a liquidity squeeze emanating from the bond market, than with marginally weaker IMF 
growth forecasts, or weaker than expected US retail volumes, which is never the most reliable of 
high frequency data releases. In other words, the trigger for the severe equity market moves was 
not so much disappointingly slow growth in Europe, but its effect on interest rates that then drove 
something of a liquidity crisis.  

The recent equity market recovery suggests that the pressures were temporary ones  

We take some comfort for our view on equity markets from this interpretation of the forces that 
have been driving the equity markets. The recent comeback in the equity markets suggests that the 
weakness in the equity markets was liquidity specific rather than fundamental. We continue to be of 
the view that the global move to lower interest rates remains generally helpful to equity values, 
other things equal, including an unchanged earnings outlook for the S&P 500. The earnings outlook 
for the S&P 500 remains largely favourable in the light of the latest earnings announcements in the 
US for Q3 2014. Growth rates of 10% a year in S&P 500 Index earnings per share in 2014 with faster 
growth in 2015 continue to be forecast.  

The case for staying risk on  

Our valuation model of the S&P 500, which includes trailing earnings or dividends, along with long 
term interest rates, as predictors of the S&P 500, suggests that the S&P 500 is fundamentally 
undervalued. The same sense of undervaluation is not apparent from similar valuation models for 
EM markets or the JSE. By the standards of past performance these indices appear fully valued or 
even overvalued and the earnings outlook for EM markets is for earnings growth rates significantly 
below those estimated for the S&P 500.  

This interpretation of the current state of the markets encourages us to retain our preference for 
developed equity markets over emerging equity markets and for a risk on, overweight equity 



position for a balanced portfolio. On a risk scale of -3 to + 3 with each point representing 5% more or 
less equity exposure, our recommendation remains for +1, that is a 65% exposure to equities (when 
60% would be neutral).  

In June we regarded the then low share market volatilities as a possible threat to equity valuations 
should they have increased (which was very possible at the time). History told us that a mixture of 
rising volatilities and rising interest rates could be toxic for equities, even when there is good 
earnings growth. We had hoped then in June 2014 for good earnings growth from an improving 
global economy to help the markets to stay calm and for the Federal Reserve and European Central 
Bank (ECB) to continue to help hold down interest rates, that is enough to justify our modest +1 risk 
on equity exposures ς which we continue to recommend.  

Lower, rather than higher, interest rates thus remain a plus for equities as do the now somewhat 
higher volatilities compared to a few months ago that may well recede to something like lower 
average values. In June 2014, in the light of subdued volatilities the risk was that volatilities would 
rise rather than fall, bringing low equity values.  

The global growth outlook, we would suggest, has not changed for the worse, despite the 
disappointments with European growth. The threat of deflation in Europe and lower commodity 
prices, including oil prices, should help hold interest rates below long term averages for longer, thus 
making for still attractive comparisons of sustainable and higher dividend yields with low money 
market or bond yields. This would be to the advantage of equities. Lower oil and staple food prices 
will assist a recovery of household spending outside of the energy producers themselves. They will 
also mean lower energy costs for manufacturers and mines.  

The state of SA financial markets and prospects for them  

The reactions to these global events on the South African financial markets are shown below (to the 
week ending 24 October 2014). We have calculated total rand return indices for listed property and 
RSA bonds as well for the S&P 500, in rands. The outperformance since June 2014 of interest rate 
sensitive listed property and, to a lesser extent, bonds, is clearly illustrated. We also show year to 
date performance which shows that JSE property rand returns have overtaken the strongly 
performing S&P 500 Index returns, also measured in common currency rands.  



 

Our asset allocation advice in Q4 2014 for the balanced medium risk SA retirement portfolio was 
largely unchanged when compared to Q3, as shown below. Relative to our peers, we are overweight 
offshore, slightly overweight equities, overweight cash and property and underweight bonds.  

 

The domestic portfolio, accounting for 75% of the total, is positioned as shown below and has a 
similar bias compared to the benchmarks (BM) as has the combined, offshore and onshore 
recommended portfolio.  

 

A sector picking exercise  

We turn our attention now to the JSE-listed sectors and ask which of them offer the most appeal.  

The usual comparison might be between Industrials, Financials and Resources listed on the JSE. The 
problem with such a breakdown of the JSE is that industrial stocks come in two very different kinds. 


