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How to create a pension plan and why
the SA Government is intent on
thwarting investors
by Richard Cluver
That is the longest headline I have ever written but I make no apologies because someone
needs to speak out against a government which appears determined to punish honest folk
who have diligently put aside a portion of their income so that in their retirement years
they should not be a burden on either the State or their families. And that attitude is
driving away foreign investors upon whose goodwill millions of poor South Africa will
ultimately depend…..for without them there will be no future job creation.
One of the most unwise taxes our Ministry of Finance has laid upon us is Capital Gains.
Wherever it has been applied in the world it has usually cost more to administer than the revenue
it has yielded for the Fiscus, so its sole justification has been to allow politicians to claim they are
doing their bit towards redistributing the assets of the wealthy.
In Jacob Zuma’s South Africa, where the gap between rich and poor has grown to the unenviable
position of the world’s worst, wealth redistribution has probably never been a greater priority, so it
is obviously unlikely that Minister Pravin Gordhan would even dream of revising Capital Gains
Tax. But the sombre fact is that it is one tax too many…one that is driving local investors to
emigrate, discouraging foreign investors, blocking our elderly from making prudent investment
decisions and unnecessarily complicating the process of individual retirement planning.
The reality of the situation is that the wealthy usually have the resources to ensure that they pay
as little tax as possible while ordinary folk, people who have saved diligently throughout their
lives so as not to be a burden upon the State or their relatives in their retirement years, often find
it so burdensome that they are prevented from prudently managing their investments.
To completely understand the problem, you need to go through the process of planning a
retirement income portfolio. So lets start with the observation that in an ideal situation one would
aim at providing for one’s entire income needs from a capital sum invested in a portfolio of Blue
Chip shares, noting that one of the primary features of a Blue Chip share is its longdemonstrated ability to deliver a constant stream of inflation-beating dividends. Only when forced
to do so because of inadequate capital should one need to enhance income delivery by blending
in money market instruments which by their nature are not usually inflation-proofed but which in
the short-term yield higher income streams.
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The first step in creating such a retirement income is to
calculate the annual sum of money you will require to live
on when you are no longer working. Usually this takes the
assumption that you will have a fully-paid-for home and that
the children will no longer be on your hands. For example,
someone wishing to retire in comfort this year in a gated
community or one of our desirable leafy suburbs would
need to aim for something between R20 000 and R30 000 a
month in income.
However, the big problem besetting all retired folk is
monetary inflation, a phenomenon that essentially derives
from the fact that central banks customarily print more
money each year than the rate of expansion of the
productive capacity of the country. Thus, for example,
South Africa’s economic growth rate is currently 2.5 percent
and falling while our inflation rate is 6.3 percent and rising.
So, simply stated, by the present measure the Reserve
Bank is printing 3.8 percent more money each year than is
required to ensure the continued liquidity of the
economy….and that is what gives rise to inflation.
Since the Reserve Bank, as an effective agent of
Government, is thus effectively accountable for inflation one
might naively argue that Mr Zuma’s government has a
responsibility to accordingly recompense retired folk.
Instead, whenever they are obliged to sell an asset, there is
Mr Gordhan with his hand outstretched claiming a
percentage…as many would claim; his “pound of flesh”.
Thus if you are only intending to retire in 20 years time it is
vital that you plan for inflation. So assuming that after
setting aside bond repayments and child maintenance
costs, you calculate that you currently need R25 000 to live
on, you need to perform an inflation exercise which is quite
easy to do if you are able to use a spread-sheet.
Inflation is of course a monthly variable which over the past
20 years in South Africa has been as high as 9.55 percent a
year in 1993 and as low as -1.35 percent in 2003 which
suggests that if you worked on an average rate of 6 percent
a year you would not be far wrong. Personally, however, I
would prefer to err on the conservative side and assume an
average rate of 8 percent. Do the calculation and you might
be shocked to realise that if you need R25 000 to live on
today, then in 20 years time you will need a monthly income
of R107 892.53. Furthermore if you live in retirement for
another 20 years you will by then require R502 882.44 a
month to live on.
How can you hope to provide such massive sums? Well, were you retiring today and noting that
the average blue chip share currently stands at a dividend yield of 2.7 percent, you can easily
work out for yourself that you would need R11-million invested in a spread of quality Blue Chips
to provide you with the income you require. Assuming an average inflation rate of 8 percent you
would thus need to achieve a capital sum of R51.3-million on the day you retire.
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The good news, as I have already mentioned, is that quality blue chip shares tend to deliver
inflation-beating dividend increases. Thus, at the time of writing the average blue chip has
delivered a dividend increase of 32.64 percent compound over the past decade. So let us
assume that you are currently earning R25 000 a month and hope to retire with the same
monthly buying power in 20 years time. Then, if you are able to invest a tenth of your income
annually in a systematic share buying plan, you would achieve the following calculation. Note, I
have assumed that there was an annual salary increment of 10 percent throughout, but most
importantly note how the incredible power of compound interest turns a saved tenth of a monthly
income of R25 000 into an investment nest egg of nearly R47-million over 20 years.
ASSUMED AV
INFLATION RATE
%

8

ASSUMED SAL
INC RATE %

10

RETURN ON
SAVINGS

32.64

YEAR

SALARY

SAVED

3% DIVIDEND

ANNUAL

INCREMTD

ANNUALLY

SAVED

CAP TOTAL

1

300 000

30 000

900

30 900

2

330 000

33 000

20 857

84 757

3

363 000

36 300

39 513

160 570

4

399 300

39 930

65 443

265 943

5

439 230

43 923

101 140

411 006

6

483 153

48 315

149 923

609 244

7

531 468

53 147

216 204

878 596

8

584 615

58 462

305 855

1 242 913
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9

643 077

64 308

426 677

1 733 897

10

707 384

70 738

589 033

2 393 668

11

778 123

77 812

806 691

3 278 172

12

855 935

85 594

1 097 933

4 461 699

13

941 529

94 153

1 487 030

6 042 881

14

1 035 681

103 568

2 006 201

8 152 651

15

1 139 250

113 925

2 698 210

10 964 786

16

1 253 174

125 317

3 619 810

14 709 913

17

1 378 492

137 849

4 846 310

19 694 072

18

1 516 341

151 634

6 477 638

26 323 344

19

1 667 975

166 798

8 646 382

35 136 524

20

1 834 773

183 477

11 528 449

46 848 450

Now, calculating on a current Blue Chip dividend yield of 2.7 percent you can quickly establish
that if you were the owner of such a portfolio you would enter retirement on a dividend income of
R1 264 908.
Next remembering my original calculation which suggested that to be able to buy the same
amount of goods and services that R25 000 would buy today then, at an inflation rate average of
8 percent you will need R R107 892.53, the good news is that at a dividend yield of 2.7% a
capital sum of R 46 848 450 will produce R105 409 a month. So the investment plan I have
outlined would provide almost exactly what you would need and, given its exceptional growth
rate, would soon thereafter comfortably exceed your requirements.
I must stress here, however, that only a portfolio of Blue Chip shares is capable of delivering
such a return. The average unit trust has delivered just 9.53 percent compound growth over the
past decade so, just as a caution to those of you who are currently planning to rely upon a
commercial retirement annuity or a defined contribution pension scheme, that inflation at 8
percent will destroy any hope you might have of a comfortable retirement. Let’s run the 10
percent savings plan again at 9.53 percent:
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ASSUMED AV
INFLATION RATE
%

8

ASSUMED SAL
INC RATE %

10

RETURN ON
SAVINGS

9.53

YEAR

SALARY

SAVED

3% DIVIDEND

ANNUAL

INCREMTD

ANNUALLY

SAVED

CAP TOTAL

1

300 000

30 000

900

30 900

2

330 000

33 000

6 090

69 990

3

363 000

36 300

10 129

116 419

4

399 300

39 930

14 900

171 249

5

439 230

43 923

20 506

235 678

6

483 153

48 315

27 065

311 058

7

531 468

53 147

34 709

398 913

8

584 615

58 462

43 588

500 963

9

643 077

64 308

53 870

619 141

10

707 384

70 738

65 745

755 625

11

778 123

77 812

79 427

912 863

12

855 935

85 594

95 153

1 093 610
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13

941 529

94 153

113 194

1 300 957

14

1 035 681

103 568

133 851

1 538 376

15

1 139 250

113 925

157 464

1 809 765

16

1 253 174

125 317

184 413

2 119 496

17

1 378 492

137 849

215 125

2 472 470

18

1 516 341

151 634

250 077

2 874 181

19

1 667 975

166 798

289 805

3 330 784

20

1 834 773

183 477

334 909

3 849 171

Now we see that the accumulated lump sum falls to a miserable R3.85 million which, invested at
a dividend yield of 2.7 percent would provide a monthly income of R8 661 against a required R85
648.57. I guess that if you are currently expecting some random pension plan to take care of you
in your old age, then you should be aware that you will be lucky if you have enough to pay the
monthly electricity bill, let alone feed yourself. If you doubt these figures, ask any pensioner you
know who has been retired for a decade or so how real they are. I speak frequently to this group
whom I have named the “Genteel Poor”; proud folk who have been used to far better, reduced
now to scraping out a living, usually assisted by their children.
Now let me return to the problem of capital gains tax, assuming that over the past 20 years you
had invested in a carefully-selected blue chip share portfolio. Listening to the authorities you had
spread your money over 12 different companies, all of which conformed to the ideal of having a
constant record of rising dividends over a period of not less than the previous ten years, then to
simplify this next calculation we might assume that your portfolio would now consist of 12
shareholdings each worth + - R3.9-million.
It is very likely that one of those 12 shares would have been Sasol which has long been an
analysts’ favourite blue chip. However, as the graph below well illustrates, over the past 20 years
Sasol shares have grown annually in value at just 18.3 percent compound.
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Now that figure more would more than adequately compensate one for inflation going forward,
but it is nevertheless somewhat pedestrian relative to the blue chip average dividend growth rate
of 32.64 percent. Thus the wise investor would obviously want to sell his Sasols and buy
something like the MTN Group which has delivered 45.28 percent dividend growth with an
annual share price gain of 30.8 percent.

So let us do the capital gains arithmetic. If our investor holds Sasol shares worth R3.9-million at a
current share price of R490 a share, then we can conclude that he has 7 967 shares which, had
he bought them exactly 20 years ago, would have then cost him R19.50 each in September
1993. That means, excluding brokerage costs, he paid R155 365 to buy his Sasols and
accordingly, if he were to sell them today he would incur a capital gain of R3 744 635. At an
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effective tax rate of 13.3 percent it would attract a pay-out into Mr Gordhan’s hands of R498 036.
That would be nearly 40 percent of his annual dividend income of R1.265-million.
Worse, many investment-savvy South Africans long ago elected to set up family trusts to take
advantage of the fact that, like limited liability companies, trusts do not die when their founders
pass on. Thus their heirs can inherit their assets without incurring the burden of death duties. So
Mr Gordhan recently elected to punish such investors by imposing even higher capital gains
taxes upon trusts which now attract capital gains tax at an effective rate of 26.6%. So in this
instance the Sasol sale example would have cost our investor R996 073 nearly wiping out the
entire dividend income of the portfolio for a whole year.
Since on average one share a year in a 12-share blue chip portfolio is likely to enter a phase of
underperformance which in other circumstances would lead an efficient portfolio manager to
swap it for another better performer, it is easy to envisage a situation in which the Government
rather than the pensioner investor gets all, or at least most, of the benefit of the years of effort
and self sacrifice that many elderly South Africans put into creating a hoped-for self-sufficiency.
Not surprisingly, most pensioners faced with such a potential tax burden would elect not to make
the recommended portfolio switch. They simply could not afford to do so! Ominously, more and
more of the wealthiest in our country are, in the face of this situation, electing to emigrate. They
believe they have little alternative!
For the purists, I should of course point out that Capital Gains Tax is calculated on the actual
gain in an asset since the tax was introduced on October 1 2001 so to be strictly accurate I
should not have measured the gain over 20 years but rather over the past 12. However, as
October 2001 recedes into the past that date will become increasingly irrelevant and so, unless
Mr Gordhan elects to change his capital gains tax policy, the full penalty will soon apply to longterm investors…..and I have here been seeking to illustrate how capital gains tax is increasingly
inhibiting investors.
What would make all the difference would be if Mr Gordhan were to apply the approach of most
Western governments allowing for the tax to fall away if the capital sum is re-invested within a
reasonable period. Such a provision would allow investors to “manage” their portfolios in the
interests of capital preservation. So far, however, the Minister has not seen fit to so assist South
Africa’s investors.
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The Ten Minute
Millionaire

Understanding the need for
diversification and the role of cyclic
profit companies
by Richard Cluver
So far I have detailed a selection process that allows the risk-averse long-term investor to
search out categories of shares which combine the least amount of risk of a price reversal
with the highest potential gain. I have explained how to measure the price reversal risk
inherent in individual shares and how to measure how much risk individual investors can,
relative to their age, assets and responsibility for others, afford to take.
Finally, I have shown how to balance risk against capital and income-growth potential by the
simple process of portfolio diversification, illustrating that at the time of writing a nine-share
portfolio should offer the best compromise between risk and growth.
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Now it is time to recognise that the diversification of a long-term share portfolio should NEVER
be purely an issue of spreading your risk over just any set of high growth shares. Up to now we
have been selecting shares purely on a basis of their earnings and share price performance,
completely ignoring the fact that in some instances we have allowed an excessive weighting in
businesses that are subject to the same external influences.
One of the most obvious inclusions have been banking shares which, while always enjoying a
better than average risk profile had, when I started writing this latest series, been enjoying a
better than average trading environment. Thus, of the nine most highly-rated companies on the
ShareFinder Royals grading system, three were banks; ABSA, Standard Bank and FirstRand.
So let us consider the composite below which includes the top five Grand Old Favourites plus
FirstRand, as well as, at the top the Rand/Dollar exchange rate and the JSE Overall Index.

Note that the three banking shares moved in fairly close harmony, ignoring for the most part both
the gyrations of the Rand at the end of 2001 and the JSE Overall Index until a major bull market
got under way in April 2003 when virtually all were carried upwards together.
Remgro and Barworld, on the other hand, virtually ignored all outside influences with the
exception of the bear market from May 2002 to April 2003 while Woolies kept climbing
throughout as if there were no problems anywhere.
Of course this category of share is not the best to examine when one is seeking to compare
cyclic risk. By the very nature of their size, accepted excellence of management and product
position, these then Grand Old Favourites tended to ride out most storms fairly easily.
Nevertheless I have, I hope, made my point about the folly of allowing too great a weighting of
any one business within a diversified portfolio.
One should as a general rule exclude all companies that are subject to cyclic pressures that are
beyond their own power to control. The selection processes I have outlined throughout this study
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have been such as would steer the long-term investor away from the truly cyclic businesses,
those like the mineral extractors whose fortunes are perpetually held to ransom by factors that
are largely beyond their control such as the value of the Rand and the health or otherwise of the
world economy. Nevertheless it is important that readers fully understand the risk that this
category of companies pose to a long-term portfolio.
The point becomes much more evident when one turns to obvious cyclic situations as in the
following graph composite:

Here I have compared one of the more stable growth Grand Old Favourites, Woolies, with the
JSE Platinum index, Transhex as a proxy for the diamond industry and Sasol as a proxy for the
energy industry. I have placed long-term least squares fit trend lines over all four which highlights
the fact that while Woolies was growing at 33.3% with practically no volatility, the Platinum Index
was growing throughout the same period at a much more modest compound annual rate of
12.6%, Transhex at 19.8% and Sasol at 27.3%.
Sasol is, of course, one of those exceptions that tends, as they say, to prove the rule. While
qualifying to be regarded as a Grand Old Favourite on the basis of market capitalisation and
length of steady compound growth, it is also quite susceptible to both the value of the Rand and
the international fuel price. However its long-term growth performance has led most investors to
disregard its cyclicality. Such investors tend to hold onto the shares as they rise to a peak,
holding on also as they slide downwards towards their cyclic lows which are viewed merely as
buying opportunities rather than as cause for concern.
A markedly different attitude applies to shares like the platinum miners. While with hindsight it
looks as if one can regularly buy at the bottom and sell at the top in a classic trading sequence,
judging such markets is a much more complex business, requiring considerable experience and
a good understanding of international economics. But the key to the understanding of these
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shares is that the market perceives them to be cyclic trading counters and this mind set probably
contributes as much to their price cyclic nature as do the external factors that bear upon them.
They are certainly worthy of detailed study and pose an attractive challenge to the professional
portfolio manager, but it is important to understand that as a general rule they have no place in a
conservative long-term investment portfolio.

Wall Street View
by John Mauldin
It is hard to imagine a more stupid or more dangerous way of making decisions than by putting
those decisions in the hands of people who pay no price for being wrong.
– Thomas Sowell
With a few exceptions here and there, crises in government funding don't simply arrive on the
doorstep unannounced. Their progress toward the eventual Bang! moment is there for all the
world to see. What final misdeed triggers the ultimate phase of the crisis is less predictable, but
the root cause is almost always the same: debt. And whether that debt is actually borrowed or is
merely promised to the populace, when the market becomes worried that the ability of the
government to fund its promises is suspect, then the end is near.
To talk about the situation using the word crisis can seem a little hyperbolic. The problems are
distributed throughout the country, yet not every city or state has significant unfunded pension
liabilities. And even those that do can muddle through for very long time before a smouldering
problem explodes into an actual crisis. Think Detroit. You could see the crisis building for years
and years in the media before it finally reached the breaking point. And Detroit was not the first
city to go bankrupt, though it has been the largest. But unless significant action is taken to
alleviate the problem of debt, we are going to see even larger cities and then whole states enter
a crisis period. And as we will see from the data, we are not talking insignificant states. This
week we continue our series on the unfunded liabilities of states and cities. Note: this letter will
print a little longer than most, as there are lots of charts and graphs.
Official estimates of accrued liabilities on state pensions understate funding shortfalls by
conveniently assuming unrealistic investment returns into perpetuity. While official estimates
report state-level unfunded liabilities across all 50 states at only $1 trillion today, the unfunded
liability burden jumps to over $4 trillion if we discount those liabilities at more reasonable
expected rates of return.
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In case you were wondering, the $4.1 trillion funding shortfall includes only state-run pensions,
meaning that funding gaps at local levels of government are not included. We went to great
lengths this past week to calculate the total pension gap at both state and local levels across all
fifty states, but we were told the data does not exist – at least not in one place.
Many cities and counties invest their funds with state pension plans rather than managing them
separately, but the best estimate I could get was that if you included all the separately managed
city and county pensions, it might increase the total amount by anywhere from 10 to 20%.
Even without another $500 billion to $1 trillion in unfunded pension liabilities, the implications of
this gaping hole in the available pension research are truly mind-blowing, considering that, in
extreme cases such as we are seeing in Detroit, local unfunded liabilities may become
obligations of the states for purely political reasons. So we are stuck looking at the problem from
a state-run-pension perspective, knowing that the actual shortfall could be even larger. If anyone
knows of better sources for this data, I would really appreciate hearing about them.
The Aggregate or the Particular?
It may be tempting to look at aggregate pension shortfalls at the national level, but these
shortfalls really amount to a state-by-state issue that will ultimately force troubled states to (1)
increase taxes, (2) cut public services, and/or (3) reduce retirement benefits for current and
already retired public employees. Cities and counties like Detroit (or Chicago?) that manage their
own pensions and are underfunded will confront the same set of choices.
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Making matters even more complicated, not all states can legally cut public employee retirement
benefits. Illinois, Alaska, Louisiana, Hawaii, Michigan, Arizona, and New York (shown in red
below) all have clauses in their state constitutions that protect public employee defined-benefit
pension plans. While most states can reduce pensions to address their budget deficits, these
seven must first amend their state constitutions. As you can see, several of these states are at
the bottom of the pack in terms of funding ratios, but Illinois is the most vulnerable. (Funding
ratios use the more conservative model suggested by Moody's and GASB.
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At only 24% funded, according to Moody's new methodology, Illinois is the single-most
underfunded state in the union – the worst of an entire basket of bad apples. The state of
Illinois's five state-level pensions (TRS, SERS, SURS, JRS, & GARS) report current accrued
liabilities at $146 billion, but the state has set aside only $63 billion to cover future benefits.
According to these official estimates (which are already a year old), the $83 billion shortfall in
unfunded liabilities leaves the state’s pensions only 43% funded, on average. Unfortunately, the
real numbers are far worse.
According to Moody's new methodology, which discounts future liabilities using the more
reasonable rate of return on high-grade corporate bonds (about 4% today), current accrued
liabilities tally to more like $272 billion. These figures drop the official 43% funding ratio to only
24%.

Official estimates of accrued liabilities understate funding shortfalls by assuming unrealistic
investment returns into perpetuity. Over the past five- and ten-year periods, the five Illinois state
pensions have discounted (underreported) their future liabilities by assuming rates of return
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between 7.0% and 8.5%. Every one of the state pension plans has significantly underperformed
its return goals; and the next decade may be even more difficult from a returns perspective.
Expecting more than an average of 4% nominal returns in the coming decade, given today's
starting point, requires a large dollop of optimism.
When you look at the plans' five-year returns, note that these funds had the benefit of a 140%
US bull market over the last four years, and their ten-year returns had the benefit of two bull
markets and just one bear market (though it was a savage one).

The Illinois Policy Institute estimates the state pensions would need to earn a compound annual
return of 19% from now through 2045 to make up the funding gap, while the markets may offer
no more than 4% through the mid-2020s. Not even David Swensen at Yale can generate that
kind of alpha. To reach their expected returns in a low-return environment, investment managers
of these pensions would need to deliver 300 to 450 basis points of alpha, which would place
them among the finest asset allocators in the world. Their recent track record suggests
otherwise.
I seem to remember that it was only a few years ago that I was writing that pension funding
shortfalls in Illinois were a mere $50 billion. The plans' continued lacklustre performance has now
made the problem much worse, and any additional underperformance will lead to even larger
funding shortfalls.
Nothing But Bad Choices
To ease their shortfall, Illinois is going to have to find an additional $82 billion over the next ten
years, if you believe their optimistic return projections. The more realistic projection suggests
they will need to find $210 billion. That works out to $8-$10 billion a year for the next ten years.
Of course, every year they continue to underfund and underperform makes that number bigger,
but let's be charitable and assume the problem won't get worse. Let's analyse what these
numbers mean.
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Illinois is projecting approximately $35 billion of revenue for fiscal year 2014. Of this, 74% comes
from individual income taxes (45%), sales taxes (21%), and corporate taxes (8%). The state of
Illinois increased individual and business income tax rates in January 2011 to their current levels.
These tax rates are set to roll back in January 2015 unless lawmakers vote to make them
permanent. (Source: http://watchdog.org/94230/in-il-pension-reform-may-mean-tax-increase/)
The first line below is individual, and the second line is business income tax rates.

Having to vote to make already high tax rates permanent will make it difficult to then vote for
even higher taxes (or at least one would think so). Let me quote directly from Gov. Pat Quinn's
speech when he delivered the 2014 fiscal year budget. (Emphasis mine.)
But this is also an honest budget that reflects our fiscal challenges … pays down the backlog
of bills … and addresses funds that have been under-appropriated for too long. There are no
gimmicks or fake numbers in this budget. This budget holds the line on discretionary
spending, while fully meeting our skyrocketing pension obligations.
Inaction on comprehensive pension reform has left our state with less revenue for our most
important priorities. Without pension reform, within two years, Illinois will be spending more on
public pensions than on education. As I said to you a year ago, our state cannot continue on this
path. Pension reform is hard. But we've done hard things before.
Maybe it's something in the water that makes Illinois politicians really good with rhetoric, but their
math is a little hard for this Texas country boy to get his head around. The governor talks about a
hard-fought agreement that saves $900 million over three years on pensions, but I look at this
budget and can't seem to find the part about fully funding skyrocketing pension obligations.
Pension contributions are planned to increase by $929 million, from $5.1 billion in FY2013 to
$6.0 billion in FY2014. This falls short of the annual pension payout by $2 billion, meaning that
unfunded liabilities will get worse every year until there is a fix. This shortfall could become a
massive problem over time if the state government cannot significantly increase revenues to
cover at least the growing annual payouts (or cut spending on public services or restructure
pension liabilities). The state of Illinois projects that annual pension payouts will increase from $8
billion today to around $15 billion by 2022, to $20 billion by 2030, and to $30 billion by 2045. That
is a total of $632 billion for pension benefits between now and 2045. For which the state of Illinois
has set aside something like 10% of that total. How could anything possibly go wrong? (Source:
http://illinoispolicy.org/uploads/files/Pension_debt_more_than_doubles.pdf)
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If the state were to increase individual income tax rates to cover these outlays, we would expect
to see individual income tax rates rise from the current 5% to 12.5% by 2045. The longer Illinois
waits to increase pension contributions, the bigger the unfunded liabilities will be and the higher
tax rates will need to climb to make up for the shortfall. It may be painful to face the funding
shortfall today, but the cost will balloon to enormous proportions in just a few years if lawmakers
delay.
Note again that the Illinois state constitution does not allow the state to reduce pension benefits. I
will grant the governor this: looking at the budget, there have been significant cuts in many areas
of spending. But the "easy" work has been done. While pension contributions made up roughly
6% of operating expenditures in 2008, they account for 19% today. That number will grow
dramatically if left unchecked. Looks like we are already starting to see the fallout from recent
education cuts: http://www.progressillinois.com/quick-hits/content/2013/06/26/cps-blames-deficitil-pension-crisis-protesters-blast-budget-cuts-boar.
Going back to the original proposition, the state of Illinois needs to find an additional $20 billion a
year to adequately fund its future pension obligations, or it is going to be digging an ever deeper
hole every year. But where do you find an extra $20 billion a year in a $35 billion budget? This is
the sort of situation that is typically described by politicians as "somebody else's problem," but to
our children it will be their problem.
Promises Made, Promises Broken
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There are other states besides Illinois that have significant unfunded pension liabilities. There
are several ways besides the absolute numbers that you can look at unfunded liabilities. You
could divide the total liabilities by the number of people in the state, giving you the debt on a per
capita basis. In a fascinating report, a group called State Budget Solutions did that work for us.
Quoting:
The states with the largest unfunded liability per person are Alaska ($32,425), Ohio ($24,893),
Illinois ($22,294), Connecticut ($21,378) and New Mexico ($20,530). On the other hand, the
states with the smallest unfunded liability per person are Tennessee ($5,676), Indiana ($6,581),
North Carolina ($6,874), Nebraska ($7,212) and Arizona ($7,688).
Another way to look at the debt problem is as a percentage of each state's gross state product,
similar to the national GDP. That breaks down as follows:

Yes, there are states worse than Illinois, depending on how you view the data. Unfunded
liabilities have the potential to become just as big a problem as subprime credit or European
sovereign debt. The problems are mounting, and while in most areas they can be dealt with
today, the longer the solutions are put off, the less possible they will be.
Either taxpayers will have to pay more, or benefits will have to be changed, or other services that
people expect from local governments will have to be severely curtailed. That is the range of
choices. None of them will sit well. One group in Illinois proposes, as a partial solution, to freeze
all cost-of-living adjustments for current retirees, to abandon defined-benefit plans for current
employees in favour of defined-contribution plans, to raise the retirement age, and to take other
drastic steps.
Last year a number of liberal cities in California, including San Jose and San Diego, voted to alter
their pension plans rather than increase taxes. There comes a time when taxpayers simply say
"No more!" On the other side of that equation are people who worked all their lives in expectation
of a specific pension pay-out when they retired. To them a deal is a deal.
There is no surer way to upset me personally than not to live up to a deal that has been agreed
upon. The anger of government employees when threatened with the loss of their benefits is
something I can readily understand. But I also get the plight of taxpayers who see political
favours bought and sold using their money. And I get more than merely frustrated with politicians
who pile financial commitments on the shoulders of our children so that they themselves don't
have to figure out how to pay for them. I think most people feel the same way about these
matters, but here are no good solutions.
Ask Detroit. They put off the hard decisions, and now they're in bankruptcy court. The bankruptcy
manager has threatened retirees with a far larger cut in their pensions than they might have
negotiated a few years ago. City services have been cut, roads go unrepaired, most of the
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streetlights don't work, and there is not nearly enough money to cover fire and police services.
That's what happens when you don't make the hard choices today. They become tomorrow's bad
choices and next year's disastrous choices.
Ask Greece.
The Bull's in Charge
Last week I participated in a great webinar, "How Long Can the Bull Run? A Discussion on
Long/Short Equity," with members of the investment team at Altegris. We engaged in a robust
discussion on the equity markets and provided a much-needed perspective on the role that a
long/short equity strategy can play in a well-diversified portfolio. We talked about some strategic
moves investors can make now, whether their long-term outlook is bullish or bearish. My old
friend Matt Osborne, one of the founding partners of Altegris, inserted a recent cover from
Barron's magazine into his PowerPoint presentation. I am sure I saw a little mischief in his eyes,
and I'm pretty sure he did it just to tweak me. I had just outlined a rather cautionary viewpoint,
laying out the case that hedging at this point might prove useful, and Matt thought he should
remind me that the consensus is still quite bullish. I thought a very interesting discussion ensued.
"The Bull's in Charge!" indeed.
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I was reminded of a recent graph from my friend John Hussman, which features three other
Barron's covers. Some would say a Barron's cover like these is an invitation to the gods of the
market to have a good laugh. I, however, am of the belief that these deities have no sense of
humour whatsoever. Be that as it may, here is John's graph. I'll let you note the dates.
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Point of view - Finding value in the SA
market
By Barry Shamley
The Industrial Index has been a major beneficiary of Rand weakness. This has however
led to stratospheric valuations with companies such as Naspers and Aspen trading on
42x and 33x historic PE's respectively, close to double their historic averages. Aspen,
according to our calculations, would need to grow at 36% a year for the next 10 years to
justify the current price. Higher than the 27% rate they have achieved for the past 9 years,
Naspers needs to grow at 38.4% a year for the next 10 years to justify the current price,
having grown at an average of 25% for the last 10 years.
It is always helpful looking at the past to gain perspective on current valuations. A simple tool I
use is looking at historical Price to Book and Price to Earnings ratios for key sectors of our
overall index.
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The first graph below shows the Price to Book ratio for these sectors, namely the Indi 25, the
Resi 20, the Banks index, General Retail and Construction/building.

While the retail sector has come off its peak, it is still trading at elevated levels despite serious
headwinds on the horizon, i.e. weaker currency and a heavily indebted consumer after the sharp
growth in unsecured lending over the past 5 years. The forward PE ratio of 13.88x is a premium
to its historic average of 11.7x. I suspect that the rate of earnings growth may slow down for
retailers and they may derate further, unless our currency strengthens materially which would
allow our Reserve Bank to cut interest rates.
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The Industrial Index has been a major beneficiary of
Rand weakness. Many of our large cap industrial
counters derive most of their revenue outside of
South Africa. Local demand for these counters has
sky rocketed as fund managers have sought to avoid
being impacted by the weaker ZAR (and
underperforming their peers). This has however led
to stratospheric valuations with companies such as
Naspers and Aspen trading on 42x and 33x historic
PE's respectively, close to double their historic
averages. I do not dispute these are high quality
companies with strong growth potential, but Aspen,
according to our intrinsic value calculation, would
need to grow at 36% a year for the next 10 years to
justify the current price. If they grew at their average
historic pace of 26% p/a the intrinsic value would be
R199, 24% below the current price. Naspers needs
to grow at 38.4% a year for the next 10 years to
justify the current price, having grown at an average
of 25% for the last 10 years. Assuming growth at the
past rate would give an intrinsic value of R572, 39%
below the current price.
This leaves us with the sectors that are showing
reasonable value. Banks are trading at a Price to
Book ratio of 1.75x and historic PE of 9.87x.
Earnings growth has been lacklustre. It has been far
more favourable for companies to issue debt than
borrow money from banks and mortgage lending has
been sluggish at best, with almost no real growth in
house prices over the past 5 years. In time, house
prices will grow and we should see improved
demand for loans from banks as yields rise and
make bank funding more attractive.
The resource sector is currently trading on a 1.7x
Price to book and historic PE of 11.8x. While I
expect the rate of demand growth for various
commodities to moderate, most diversified miners
have an increased focus on costs and are rightsizing
supply to appropriate levels. While resources are not
dripping roasts, their valuation is for more palatable than the retail and industrial sectors
mentioned above.
The Construction sector has derated significantly post the World Cup building boom. Their price
to book ratio has come down to 1.7x from close to 7x with some smaller construction firms such
as Esor trading at discounts to their tangible NAV. Their average PE is now 10.5x compared to
16x reached in 2006. Competition commission fines have been made public and this uncertainty
has been removed. Constructions CEO's have commented that tendering activity is less
aggressive and there is potential for margins to slowly start rising again. We also have the
potential for governments and municipalities to speed up the spend of their infrastructure budget
ahead of next year's elections. Based on the above analysis of the valuations below, I would
sleep better having exposure to banks, resources and construction companies and limited/if any
exposure to industrial hedges and retailers.
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