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ShareFinder 6 nearing
completion
Arguably the most daunting …and costly…task we have ever undertaken has
been the latest massive re-write of our ShareFinder share market analysis
software which is now nearing completion.
Actually, it has been re-written numerous times before but never on this scale. The
original ShareFinder and Gold Mine Finder programmes came out in 1988 and it
delights us that a substantial number of our original subscribers are still with us and
regularly make contact to inform us how their use of the service has created
considerable wealth for all of them.
Long experience has taught us never to set a final delivery deadline. Last minute
hiccups have a way of delaying things inordinately. However we are reasonably
confident that we will be ready by the end of February to at least release a final beta
for you, our clients, to road test for us.
It’s been an eventful history. Our first re-write took just a few months and was
released as ShareFinder 2 in 1989: a complete re-write of the original two spreadsheet-based versions, it was a world-wide first combining fundamental and technical
analysis and capable of being remotely updated via the old Telkom Beltel system.
Our trading package ShareFinder 3 came out a few months later. Both, however,
relied on mailed-out floppy discs sent out each quarter and containing all the
required supplementary data.
Then we went back to the drawing board in order to do another total re-write which
came out as ShareFinder 4 in 1995; a programme which had a very similar
appearance to ShareFinder 2 but with significantly enhanced predictive accuracy
rates and offering, for the first time ever, Fourier projection. Furthermore, for the first
time all data was delivered via the internet.
With ShareFinder 5 in 1996 came yet another re-write to take advantage of the then
new computer language C++ which was capable of making maximum use of the
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then very new dual core processors. To illustrate this point,
where the SF2 programme took around 30 minutes to download
daily price data and another hour to calculate its daily
predictions, both of these processes were now reduced to just a
few minutes.
Within SF5 we then began a protracted series of research and
development with new versions being released every few
months until in mid 2011 – each time becoming faster and more
accurate in its predictions until it reached the current form with
which thousands of users both here and overseas have become
familiar.
For those of you who understand such things, by the time we
realised that yet another re-write was required, the ShareFinder
5 programme had grown to over 21-million lines of programme
code and it represented 24 years of continuous research and
development.
Work on producing the new ShareFinder 6 began in mid 2011
with the construction of an SQL database which is remotely
hosted “in the cloud”. It links to client programmes written in C
Sharp. To produce these two components required that we
recruit a whole team of programmers who have worked for the
past two and a half years effectively taking apart every
programme sub-routine and re-constructing each of them in the
latest programming languages, simultaneously re-testing each
and enhancing the performance and accuracy of each module
within this complex system.
The resultant programme is without equal in the world and is
capable of delivering prediction accuracy at a level never before
imagined. For our opening offering to global long-term investors,
we are providing access to the New York, Nasdaq, London,
Sydney and Johannesburg stock exchanges and in the months
ahead will be rolling out all the other major world stock
exchanges.
Marketing of the new programme is to be handled by an
international organisation and service prices will necessarily be more in line with the
costs of competing software. Happily, for our South African users however, client
support will continue to be provided by our Durban office and, by special
arrangement, existing customers will be able to use the system at a lesser total cost
than hitherto. Where previously you had to pay an up-front price of R5 000 to buy the
ShareFinder Professional together with an annual R2 200 subscription to a share
market data provider plus R550 to RCIS for our weekly balance sheet statistical
service, all of this will now be available to you for a monthly fee of R200 plus R50 for
each additional market you care to add.
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For those who prefer to pay annually, there will be an even lower R2 200 charge
which will provide you with a year of price and fundamental data for any one market
of your choice. For those who want access to additional markets there will be an
additional annual charge of R500 per additional market. Programme-users who take
advantage of this offer will, furthermore, receive the additional benefit of being able
to in future subscribe to the Prospects Newsletter service at half price; that is at
R250 annually or R25 monthly instead of the current R500 a year.
These opportunity prices are available only to existing ShareFinder users and to
subscribers to The Investor who elect to take advantage of them before Friday
February 28 this year. If necessary we will extend that deadline so that everyone
interested in obtaining the programme will have an ample opportunity to both test
and order it. All readers will receive an E-Mail once we are ready to start deliveries of
the final software version.
Existing ShareFinder 5 users who elect to upgrade will be credited with whatever
sums are currently held in their name in respect of the old ShareFinder
Supplementary Data service.
In brief, the new ShareFinder 6 offers you:
● An automatic portfolio builder system tailored to your personal investment profile
● Automatic portfolio analysis that offers instant alerts whenever any share in your
portfolio is underperforming the Blue Chip average
● Instant placing of buy/sell orders on any of the world’s markets through our direct
link with Saxo Bank
● Instant access via your smart phone, tablet or laptop wherever there is a wi-fi
connection
● Ease of maintenance: No more daily database updates. ShareFinder 6 updates
itself automatically.
● No more lost or corrupt data
● No more reinstalling heavily outdated databases
● Analytical tools that sort out the Blue Chips from the Rising Stars tailoring
portfolios to the precise wealth-management requirements of every category of
investor.

Portability is the key to the new ShareFinder so let us for example assume you are
sitting at the airport with ten minutes waiting time. Via your smart phone or tablet you
will be able to call up a status report giving you an outlook analysis of the world’s
markets with a prediction accuracy rate of better than 80% and you will be able to
see a portfolio performance graph comparing the growth of your portfolio with a
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market leading indicator and forward-projecting it for the next 12 months. A
tabulation will show you what your annual dividend income is likely to grow to each
year for the next decade and what your portfolio is likely to be worth if current growth
rates continue.
Furthermore, you will be offered a performance analysis of every share in your
portfolio with suggested replacements for any shares that might be underperforming
the Blue Chip average. Thus, if the system is warning you of an impending
downward correction and you agree that it might be smart to sell off some of your
underperforming shares; just a few key strokes will initiate the transaction.

29th January 2014

How to go about buying a
Blue Chip portfolio
by Richard Cluver
Last issue I mused that if figures provided by Lotto are correct, then the average South
African spends R81 a month on lottery tickets. If that money were instead invested in a
portfolio of blue chip shares for the 30 years of an average working life, it would grow into
a capital sum of R 16 148 830.60 which would provide a monthly pension of R37 681.
Furthermore, if you retired after 30 years and started spending ALL your dividends, the income
growing at the same average rate would grow to R 118 485 a month in five years, R372 565 in
ten years and R 1 171 500 in 15 years.
Contrast that with the average Lotto win of R3-million which would provide a monthly income of
R7 000.
So Blue Chip share investment is the unquestionable winner and the only issue facing the
average person should be how does one go about buying them?
Let’s start by understanding why companies issue shares: The usual reason why companies
seek a stock exchange listing is that this is seen as a cost-effective way of raising development
capital. Often too, the founders of a company who have devoted a lifetime to building it up – and
who have often invested everything they have into this single company – recognize the need to
diversify their investments. Either way, when a listing is sought, the company’s total assets are
valued and shares are then issued to represent that value. The directors then offer a portion of
their holdings to the marketplace and these are bought by private investors who wish to
participate in the future profits of the company.
It follows that those who invest in shares are seeking a better return on than they would
otherwise get by simply leaving their money in the bank and so the most sought-after shares are
those of companies which have the best profits growth performance over time which is
exemplified by a strong dividend growth rate.
Thus, if you want to be assured of an investment that will both pay you a steadily increasing
annual dividend and, furthermore guarantee that the purchasing power of your invested capital
will remain intact over time, the smart thing is to buy shares in companies that have delivered
constantly-rising dividends over an extended period of time. In common parlance, such shares
are known as Blue Chips.
For practical purposes I have found that the best way to define a Blue Chip is as the share of a
company that has produced constantly-rising dividends over a minimum of ten consecutive
years. Furthermore, I find it convenient to categorise such companies into groupings such as the
group I name the Grand Old Favourites which regularly trade in very high volumes. The latter are
especially attractive to investors, particularly at times when markets have run long and hard and
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investor fears are growing that a price correction might be imminent. The ability to be able to sell
your investment quickly is accordingly highly prized and so such shares attract an additional
price premium which makes them doubly attractive.
The Mid-Caps are a further group of companies with a large number of issued shares which
trade nearly as frequently. Some of this group are, however, so highly-prized by investors that
they very seldom trade and this reduced tradability often introduces an additional element of
caution when you consider buying them.
Finally there is a fourth group of constant dividend growth companies which simply do not meet
the tradability criteria of the above three categories and so I simply label them the Blue Chips.
The table below lists all the JSE shares which conform to these four groupings . Note that I have
listed them in respect of their compound annual average dividend growth rates over ten, five and
the latest year. Clearly the most attractive are those which have achieved rising or at least
constant rates of growth over these periods

.
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Here I should mention that the best way of deciding whether a share is costly is to express the
price as a ratio of earnings per share: commonly known as its PE. The higher this ratio the more
highly prized is the share in the current marketplace. Another way of expressing this is in terms
of the dividend as a percentage of the share price and here, of course, the lower this figure the
costlier is the share. Thus, for example, the costliest share in the table is Naspers at a PE of 59.5
and SA Bereweries at 27.6.
That the valuations provided by Dividend Yield and PE are not absolute, however, is illustrated
by the example of Richemont which in terms of its PE is cheaper than either of the above
notwithstanding the fact that its dividend growth record is better. A clue here is the fact that
despite its far better dividend growth rates, Richemont stands at a lower Dividend Yield of 0.7%
than SA Breweries which at the time of writing was priced at a dividend yield of 1.6%. While this
is not always the case, it should be obvious to many that the relatively higher proportion of its
profits that are paid out as dividends makes Breweries more attractive than Richemont in the
eyes of investors.
To make it easier to spot the best performers, my ShareFinder computer analysis system lists
above average growth rate share data in green which highlights the fact that Growthpoint and
Richemont tick all the dividend boxes in this table. Note, however, that since Growthpoint
distributes its income as a combination of interest and dividends, the Johannesburg Stock
Exchange declares this a zero dividend company which is, of course, not strictly accurate. Where
the numbers are below average or where the five year growth rate is less than the ten year rate
or the one year rate less than the five year rate, the numbers are coloured red.
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The Ten Minute Millionaire
.

This is the last installment and now
you can order the book from
Amazon.com
Looking back over 20 past columns
by Richard Cluver
If you have studied diligently and taken to heart and understanding everything in the past
20 issues of The Investor you are now ready to start investing and looking forward to a life
of comparative wealth.
Of course, like everything else in life, a beginning is just that; the first footsteps in a lifetime of
honing your newly-acquired skills. I can, however, guarantee that it will be a fascinating journey
for you will not only be materially enriched but, as your skills grow, you will gain an unique insight
into the workings of the world’s markets and, as a consequence, the forces that shape world
events.
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So let’s summarise what these 20 chapters have been about:
1) You need to gain both an understanding and control over your personal spending in order to
facilitate a lifetime habit of saving and investing not less than one tenth of your income. In the
initial stages you might find it difficult to achieve the ten percent rule but you will soon learn that
as your investment income grows it gets easier to save ever-growing portions of income. So your
long-term objective should be to reach the stage where it becomes quite difficult to spend more
than half your income on everyday living expenses. When you reach this final stage you will fully
understand the reality of complete financial freedom.
2) If you do nothing more than accumulate a tenth of your income and invest it in inflation hedges
such as jewellery and precious metals, antiques and artworks, bonds and exchange traded
funds, you will be able to look forward to a life of comparative financial security. However if you
desire genuine wealth there is only one guaranteed investment route in the shape of a blue chip
share portfolio.
3) Investment grade shares are those of companies selling unique products or services whose
superior management skills have given them a consistent competitive edge over extended
periods. The management of such companies furthermore fully appreciate the pact that exists
between themselves and their shareholders which is most clearly exemplified by a commitment
to paying a sustainable annual dividend increase at least equal to the inflation rate.
There are exceptions to this rule where, for example, a company might have elected as a matter
of policy not to pay dividends but to instead devote surplus income to steady capital expansion
and, provided this policy is clearly understood in the marketplace and is the consequent cause of
steadily-rising share prices over an extended period, such companies may also be regarded as
“Investment Grade”.
Investment grade shares may be divided into a number of risk categories which, noting the most
fundamental rule of investment that the greater the risk of investment the greater the reward that
is demanded by the marketplace, they may be ranked in ascending order of risk/reward as
follows:
The Grand Old Favourites
This is the safest category of all for long-term investment. Within it are found the “big cap
companies” with, in South Africa, a market capitalisation exceeding R10-billion; companies which
have consistently delivered higher than average earnings, dividend and price growth rates over
extended periods of time
Mid-Cap Companies
These are companies with a market capitalisation greater than R1-billion that have also delivered
consistently high earnings, dividend and price growth rates over extended periods of time. Like
the Grand Old Favourites they normally enjoy both extremely low rates of price volatility and high
dividend and share price growth rates.
Tightly-Held Mid-Cap Companies
This category enjoys all the attributes of the Mid-Cap Companies with the exception, that
relatively small numbers of the shares are available to ordinary investors. This makes them
comparatively hard to obtain and in theory renders them liable to severe price volatility. In

29th January 2014
practice, however, they are tightly-held precisely because they return such consistently high
dividend, earnings and price growth rates that the voting blocks which control them are unlikely
to sell.
Blue Chips
These are the companies that remain when the above three categories have been stripped out of
the list of companies that have consistently delivered rising dividends over at least the previous
ten years. As a rule these are also extremely safe investments but they tend to deliver relatively
lower total returns than the other three categories.
Medium-Term Market Leaders
Drawn from a list of companies whose primary fundamental quality is that they have paid
constantly rising dividends for a minimum of five but less than ten years, these are a category
which have in addition also experienced exponential rates of dividend growth. Usually this
category of companies will provide the highest share price increases, making them the market
darlings for a while. Few, however, have ever managed to maintain these very high growth rates
for extended periods. The best of them subsequently end up in the Grand Old Favourites, MidCap or Blue Chip categories if they are able to sustain their exponential dividend growth rates for
at least ten years, but usually by this latter stage the dividend growth rate will have slowed to a
more measured and sustainable rate. The majority, however, run out of steam and quite often fall
from grace. It would accordingly be unwise to weight too many of these into a long-term growth
portfolio.
Rising Stars
These are companies whose primary quality is that their dividends have remained unchanged or
have risen for a minimum of five years. Here it is important to note that many of these might have
been subject to a dividend growth-rate reversal in the latest year of reporting and this often
precedes an actual dividend decline the following year. In such circumstances, such shares will
normally experience a sharp share price reduction and will thus be dropped from this category,
not to be restored until they have rehabilitated themselves by achieving a minimum of five years
of steady or rising dividends.
Maverick Market Leaders
This is a category of companies with very few claims to fundamental quality, which for
inexplicable reasons have shown exceptional price growth. I like to display them in descending
order of compound annual average share price growth rate and those topping this list will,
despite their uncertain credentials, have achieved very high rates of share price growth. Some
might in time achieve the fundamentals that will elevate them to the above six quality categories.
Here, it is worth keeping an eye on those companies in this category which have achieved
exponential dividend and earnings growth rates. Often these are cyclic profit companies of good
reputation which are enjoying one of their periodic phases of profit growth which will often be
reflected by rapid speculative share price gains. Sometimes it will be a sign of improving
fundamentals which might in time lead to such companies being elevated in status to one of the
higher categories.
4) Next to understanding how to rank shares according to their inherent risk/reward
characteristics is the importance of understand how to assess your own capacity relative to your
age, assets and responsibility for others, to cope with risk in order to design a share portfolio that
is appropriate to your needs at each stage in life. So it is important at this point to recognise that
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some shares offer high price growth at the expense of dividend growth; a situation that might be
attractive to a youthful investor just beginning the process of growing his investment capital. For
those whose need is steady and reliable dividend growth, there exists another quite different
category of shares to consider.
5) You also need to understand the importance of portfolio diversification: why it is important for
everyone other than those who are able to handle a large degree of risk in the early stages of
their investment growth plan to spread your portfolio investment over a range of not less than ten
different shares. Furthermore you need to understand the concept of limiting sector and
geographic risk: why it is also unwise to confine your investments to just a few market sectors
and, at a later stage in the development of your investment portfolio to increase the geographic
spread of your share purchases in order to limit the danger of one country’s economy undergoing
stress.
6) When you have grasped all of these fundamentals, you are ready to begin building a portfolio
for yourself. At this stage you need to learn how to create a portfolio “Wish List”. For most
investors this involves the simple process of creating a list of all those companies that have paid
ever-increasing dividends for a minimum of a decade and then ranking these companies in
descending order of compound annual average dividend growth rates. Next, selecting
appropriate to your personal age/responsibility/risk absorbing capacity, you should select from
the various share risk categories those companies whose shares have shown the highest
compound annual average share price growth over the past five years. Assuming you intend to
build a diversified ten-share portfolio, I would always advise that you create a wish list of at least
15 shares.
7) Now you begin the watching and waiting game until, employing technical analysis to guide
you, your selected shares are involved in a cyclic price decline which offers you the ideal buying
opportunity. This latter stage can be termed the “honeymoon” or getting-to-know you phase for,
not only should you be watching for the ideal buying point, you should be reading everything you
can about your chosen 15 companies so that you are able to develop a good understanding of
the trading environments they operate within. In this way you will clearly come to recognise the
difference between a sudden aberrant share price dip that offers you a good buying opportunity
and a dip in response to some new troubling development that could materially affect the longterm sustainability of your chosen company.
8) Finally, by employing technical analysis and the market insights that come from regular
reading, you will need to develop the skill to highlight the times when share markets as a whole
are approaching a long-term cyclic highs; when it becomes appropriate to selectively sell the
underperformers in your portfolio in order to generate the cash that will allow you to buy in at the
bottom after one of the regularly-occurring market crashes.
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Emerging markets: Biter
gets bitten
By Brian Kantor

The flavour of financial markets for much of the past 12 months has been a strong preference for
equities over bonds and for developed equity markets over emerging markets (EMs). The
developed equity markets, led by the S&P 500, performed well, even as US long term interest
rates rose significantly and consistently between May and September 2013.
Higher interest rates in the US were a response to the first intimations that the US Fed would be
reducing the scale of its Quantitative Easing (QE): that is, the rate at which it would be adding to
its portfolio of government bonds and mortgage backed Paper and adding to the money base. In
December the Fed announced its intention to “taper” its injections of cash from US$85bn a
month to US$75bn. This action was well received by developed equity markets. It was
interpreted as confirming the good news about the state of the US economy, thus helping the
earnings outlook for US corporations and their market value.
By contrast EM equities did not react at all well to the news about tapering and higher US interest
rates. At best EM equities tended to move sideways or lower in 2013 as long term interest rates
on EM bonds followed US rates higher. Hence developed market equities significantly
outperformed EM equities.

29th January 2014

The outlook for EM economies was widely regarded as deteriorating in 2013, even as that of the
US was improving, making higher interest rates for EM borrowers distinctly unwelcome. Not only
did EM equity and bond markets weaken, but EM currencies came under pressure as funds
rotated away from emerging to developed markets. The performance of the JSE and the rand
proved no exception to the other EM markets and currencies.

Indeed the rand has been among the weaker of the EM currencies. Commodity based
currencies, including the Australian and Canadian dollars, also weakened significantly in
response to uncertainty and unease about the prospects for the Chinese economy, the leading
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EM economy that has such an important influence on demand for commodities like iron ore,
copper and coal.

The comfort zone in developed market equities however became significantly smaller on Friday
24 January. The risks in emerging economies on the day infected developed markets. EM
contagion became the order of the day. Long term interest rates fell sharply as investors sought
safety in US bonds and US equities fell away as risk appetite waned. EM currencies came under
particular pressure and while long term interest rates in the US fell those in EM currencies,
including the rand rose. Risk spreads across the board, including US corporate spreads, rose
rather than fell with lower US rates.
In this way EMs were
subject to a risk off threat
just as they had previously
been subject to a risk on
threat. All news has
appeared as bad news for
EMs. Both higher as well as
lower US long term rates
have proved unhelpful to
EM equities, bonds and
currencies.
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It may be some consolation to know that a risk off threat to emerging markets, or indeed a risk on
threat to emerging markets, should only be of limited duration. Should long term interest rates in
the US continue to move lower, the search for higher yields will extend to EMs and reverse the
flight of capital from EMs. If US economic growth is well sustained and interest rates rise to
reflect the increased demands for real capital that accompany economic growth, the good news
will eventually spread to the global economy, including emerging economies. Good news about
the US economy will sooner or later translate into good news for EM economies and their
markets.
Investors in EM markets, including those equity investors whose wealth is measured in rands,
should wish for higher rather than lower US long term interest rates, that is for US economic
strength rather than weakness. In the longer run what is good for US business will be good for
EMs and SA business.
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In the shorter run the challenge for EM economies, especially the SA economy, is to turn a much
more competitive currency into export and import replacement led growth. Constructive labour
relations and constructive government relations with SA business, in the form of encouraging tax
policies and infrastructure roll out, are essential to this purpose. It will also be helpful if the
Reserve Bank continues to leave interest rates on hold while leaving the exchange rate to help
the economy adjust to higher costs of capital. The mantra for monetary policy should be to float
with the tides rather than attempt, Canute like, to reverse them.
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Hard Number Index: A mildly
encouraging December
By Brian Kantor
The first indicators on the state of the SA economy at the end of December 2013 are now
available in the form of unit vehicle sales and the currency issued. These two hard
numbers provide a very accurate and up to date estimate of spending by households and
firms.
The news on spending in December is mildly encouraging when account is taken of seasonal
influences on the sales of vehicles and the demand for notes. December, for obvious holiday
reasons, is a very strong month for the notes held in wallets, purses and ATMs. It is also a weak
month for vehicle sales, as holiday makers do not typically visit motor show rooms.
Yet while actual new vehicle sales fell from 50 806 units in November 2013 to 46 501 units in
December, on a seasonally adjusted basis unit vehicle sales in December were well up on
November sales, by some 3 605 units, or a monthly gain of some 6.9%. If the latest trends in
new vehicle sales are extrapolated forward, using a time series forecast, the sector could be
looking for sales in 2014 of 626 000 units. This would represent a minimal annual decline in sales
volumes of some 2.36%, an outcome the industry would gladly settle for.
The manufacturing arm of the sector can hope to benefit further from much higher levels of
exported units in 2014, after the disruptions caused by strike action in 2013. The National
Association of Automobile Manufacturers in SA (Naamsa) indicated that exports of 275 822 units,
though a record number, were some 61 000 units fewer than expected.

29th January 2014
The money supply numbers at end December showed a somewhat similar improvement
compared to November when seasonal influences are factored in. In the figure below we adjust
the nominal note issue for the CPI and show that, on a seasonally adjusted basis, the real money
base (supply of cash) picked up momentum in December 2013. When the latest statistics are
used for a time series forecast, the real money base is predicted to have increased by 2.7% by
year end 2014 – equivalent to nominal growth in the note issue of some 8% and consistent with
an estimated inflation rate of about 6% in 2014. This is consistent with a predicted modest
aggregate spending growth of about the same magnitude, of less than 3%.
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What can be concluded from the latest economic news is that the SA economy has not, as may
have been feared by some, fallen on its face. Rather, it seems able to sustain a modest forward
momentum that, in the circumstances of disrupted production and a depreciated exchange rate
that helps sustain high rates of inflation, may perhaps be consoling.
We combine the two hard numbers, unit vehicle sales and the real supply of cash in equal
weights to form our Hard Number Index (HNI) of economic activity. We have previously shown
that the turning points in the HNI – pointing to a pick up or slow down in the mostly forward pace
of economic activity – track the Reserve Bank’s Coinciding Business Cycle Indicator Index very
well. The distinct advantage of the HNI is that it is available within a week of the end of the
previous month, rather than only three or more months later (as the Reserve Bank indicator is).
The updated HNI is shown below. It shows that the SA economy is still growing and can be
expected to continue to move forward at the current slow speed. The December data has helped
to keep the HNI on this modestly faster track.

The opportunity for the economy to pick up momentum in 2014 will have to be led by exports and
replacement of imported goods and services by domestic suppliers. The weaker rand can help
promote exports and discourage imports, provided that the mines and factories stay open as do
the restaurants, shops, hotels and B&Bs catering to foreign tourists.
A stronger pick up in the global economy, led by the US, will be helpful for exporters and the US
dollar prices they receive. The scope for a domestic demand led stimulus for the economy is
limited, given the state of global capital markets that are revealing a greater preference for
developed rather than emerging market assets. The danger to the economy is not that domestic
spending will pick up – but that it can slow down further under the pressures of higher prices and
higher interest rates.
We must hope that the Reserve Bank does not attempt to fight higher inflation, since it has no
influence whatsoever over inflation given the sources of higher prices: the exchange rate, a
possible drought in the maize producing areas, as well as relentlessly higher taxes in the form of
higher municipal charges for electricity and toll roads.
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Higher interest rates can only reduce domestic demand without influencing prices very much, so
slowing down growth and, by doing so, probably frightening away rather than attracting foreign
capital. Slower growth may well mean even more rand weakness and more inflation.
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The North American view
by John Mauldin
Unlike the more common trailing 12-month P/E ratio, Shiller's CAPE ratio smooths out the
earnings series and helps us avoid what could be false signals by dividing the market's current
price by the average inflation-adjusted earnings of the past 10 years. Historically, this range has
peaked and given way to major market declines at around 29x on average (26x excluding the
dot-com bubble), and it has usually bottomed in the mid-single digits. Except for relatively brief
windows during the late 1920s, the late 1990s, and the mid-2000s, Shiller's CAPE ratio has
never been as expensive as it is today (see chart below).

As you can see, the S&P 500's high and rising CAPE ratio signals that US stocks are
sailing into a well-proven danger zone. Also note that if we get a repeat of the stock
market prior to 2007, the market can stay at this elevated range long enough to make
investors complacent.
Not only does today's CAPE of 25.4x suggest a seriously overvalued market, but the rapid
multiple expansion of the last few years coupled with sluggish earnings growth suggests that this
market is also seriously overbought, as I pointed out last week and as we are seeing play out this
week. Today's CAPE is just slightly less expensive than the 27x level seen at the October 2007
market peak and modestly below the level seen before the stock market crash in 1929. Although
we are nowhere near the all-time "stupid" valuation peak of 43x in March 2000, a powerful
narrative drove the markets to clearly unsustainable levels 15 years ago and a powerful
narrative is driving markets today. Then it was the myth of dotcom and new tech, and now it is
the tale of QE and the Fed.
Unfortunately, the outlook for US stocks only looks more daunting when we examine CAPE
ratios for foreign equity markets. Mebane Faber, chief investment officer of Cambria Investments
and author of The Ivy Portfolio (2009) and Shareholder Yield (2013), regularly posts international
CAPE updates to his research blog, The Idea Farm (www.theideafarm.com). Meb was kind
enough to let me reprint his year-end 2013 update here.
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A quick look reveals that the S&P 500 is the second most expensive stock market in the
world today on both an absolute and a relative basis, second only to that of tiny Sri Lanka.
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Expanding on recent valuations, Meb's work highlights that the relationship between CAPE
valuation and subsequent returns is still very much intact. This next table compares the relative
returns of the most expensive and cheapest markets. Study it carefully.

On average, the cheapest 10 markets as 2013 opened returned over 21% last year, while the
most expensive 10 markets lost more than 5%. This is just one year, but we would expect to see
the same basic relationship over the course of the next decade, if history is a reliable guide. I
want to draw your attention to a fascinating observation: look at the outliers.
Russian stocks lost almost 1% in 2013, despite showing the fourth lowest CAPE at the beginning
of the year. That's not a huge surprise. Valuations tell us a lot about long-term potential returns
but not much about short-term timing. Momentum works until it doesn't.
US stocks tell quite a different story. They returned over 30% last year, despite starting 2013 with
the sixth highest CAPE valuation. Rather than reversing course in the face of sluggish earnings
growth, CAPE multiples expanded from 21.1x to 25.4x. By comparison, every market that started
2013 with more expensive CAPEs than the US's saw notable reversals of fortune, especially the
top three: Peru's CAPE fell from 33.7x to 19.7x; Columbia's fell from 33.5x to 23.9x; and
Indonesia's fell from 24.7x to 20.1x.
The impressive thing about US stocks is not simply that positive sentiment and Fed liquidity
continued to drive valuations higher, but that the market rallied as much as it did with very
modest earnings in the face of historically dangerous valuations. I have said it before, and I will
say it again: Sentiment, rather than fundamentals, is driving the US stock market, and
sentiment can quickly reverse.
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Since we have no idea when the inevitable correction will come, we must expect it at any time.
Shiller's CAPE can keep rising longer than any of us expect in the United States, but no one
should be surprised if it corrects next week, next month, or next year. My friend, all-star analyst,
and Business Insider Editor-In-Chief Henry Blodget makes a compelling point: "Anyone who
thinks we need a 'catalyst' for a market crash should brush up on their history… There
was no 'catalyst' in 1929. Or 1966. Or 1987. Or 2000. Or 2008…"
So let's take Henry's advice and brush up on our history…
Who's Got Your Risk?
Average 60/40-type investors unknowingly concentrate over 90% of their portfolio risk in stocks
and typically allocate over 80% of their stock portfolio to their home market. Consequently, most
US-based investors are incredibly exposed to US equities and could suffer life-altering losses in
the event of 1929- or 1987-style stock market crash. No one believed such an event was
possible back then or in 2000 or 2006.

As you can see in chart above, large losses are exponentially more damaging than small losses.
It takes only an 11% return to recover from a 10% drawdown and a 25% return to recover from a
20% drawdown. These kinds of losses are manageable for disciplined, long-term investors; but
recovery from larger losses is far more demanding. For example, it takes a 100% return just to
recover from a 50% drawdown and a 300% return to recover from a 75% loss. The numbers can
get out of hand in a hurry, and most investors have no idea how much of their future depends on
the health of just one market, within just one asset class.
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With the average investor's total lack of diversification in mind, I want to spend a few minutes
exploring a seeming contradiction in the markets. This week I was in Canada at three CFA
forecast dinners and heard my fellow speakers generally forecast much higher interest rates for
the US bond market in particular and the world in general. And everyone was bullish. (The
consensus forecast for the S&P 500 from the college student contingent at the CFA dinner in
Regina was 2300. You have to admire youthful exuberance!)
Look at the chart below. Note that even with the recent rise in 10-year bond yields, those yields
are still historically low, punishing savers and distorting comparable stock market valuations.

Yet, even as low interest rates drive a reach for yield in the US and other developed markets,
commodities and emerging markets may be signaling a global slowdown. In fact, most of the
predictions for global growth this year make heavy assumptions that the developed markets will
pick up the pace.

The question on everybody's mind is, how much of the rise in market valuations has been due to
the expansion of central bank balance sheets in the developed world? Rather than seeing
inflation in the prices of things we buy, are we seeing inflation in assets? (And more on inflation
in a minute.)
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Greg Weldon highlighted the problem extremely well in last week's Outside the Box. If you
haven't read it, you should. Among other things, he points out that the Federal Reserve's
holdings of US treasuries have been rising dramatically while foreign holdings have gone flat.
The central banks of the world are not aggressively selling US treasuries, but they are either
directly saying or clearly demonstrating that their appetite to increase their holdings of US
treasuries is sated.

Greg asked the question, "As the Federal Reserve begins to taper, who will buy the almost $4
trillion of US treasuries that will have to be sold this year?" Much of it will be simply rolled over, of
course, but there will still be $500 billion at a minimum (depending on the extra losses from
Obamacare, which are beginning to mount) of new money that will have to be found. Greg thinks
the natural direction for interest rates is up, and almost everyone seems to agree.
The problem is that interest rates generally have a very tight relationship with inflation. I get that
measuring inflation is subjective, but by almost any measure inflation is extraordinarily low given
the amount of money that central banks have injected into the economy. We are in a
deflationary, deleveraging world where the bias to inflation is down. From one perspective, it is
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only the massive amount of central bank printing that has been able to give us even the modest
inflation we have today. And by the Federal Reserve's preferred inflation model, inflation is
basically zero, as the chart below shows.

Even if you use the more standard CPI inflation, the year-over-year increase has fallen to 1.5%;
and given that the direction of gasoline prices is probably down, the bias for the future is even
lower.
For interest rates to rise much from here, either inflation needs to pick up, or there must be a
disconnect between the normal relationship between inflation and interest rates. This is just one
of the reasons that analysts like Lacy Hunt continue to believe that the longer-term bias for
interest rates is down.
So, an actual forecast? With the caveat that I don't have a real clue but am just trying to make an
educated guess? Unless there is something that spikes the price of energy, inflation will stay low,
and I think that's going to be an anchor on the rise in interest rates. Which means that yields will
stay down, and the reach for yield that has been so evident in the markets for the past few years
will continue to be a dominant factor. That means credit spreads will tighten even further, though
that still wouldn't take them outside historical boundaries.
And those factors give the longer-term direction of the market an upward bias – after we have a
correction sometime this year. Are we in the midst of that correction now? Possibly.
Thirty years ago one of my mentors gave me a rule: Mr. Market is a vicious sadist. He will do
whatever it takes to create the greatest amount of pain for the largest number of investors. The
way that might happen this time around is that we could see a few real corrections, with the
market climbing back to ever-new highs after each one, and finally luring in everyone who will be
fool enough to reach for that last bit of yield, before there is a really breathtaking correction. I
wrote 14 years ago, at the beginning of what I predicted would be a secular bear market, that
there are typically three major corrections before we get down to low valuations. We have had
two this time around, and I think Mr. Market is setting us up for a third somewhere down the line.
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At that point valuations all over the world will drop, and it will be time to start talking about a longterm secular bull market.
For now, if you want to play the markets, you might want to look outside of the United States for
some potential and pay attention to those markets that are already at low relative valuations.
Remember that all markets are going to go down in the next true bear market, but some will go
down less than others. Diversification and hedging are the order of the day.
We need to be paying attention to the European bank stress tests, how China deals with its
burgeoning bank debt crisis, how the market responds to the actions of the French government
to deal with its budget deficit.
But most of all, we need to stay laser-focused on whether tapering by the Fed will have an
effect on emerging markets or on US interest rates. This could be the trigger for some
very nasty market action. Ambrose Evans-Pritchard, reporting from the World Economic Forum
in Davos, had a piece on this topic just yesterday.
We have never been in a situation where the central bank that controls the world's reserve
currency has injected trillions of dollars into the system and then decided (and undecided and
then redecided) to reduce those injections. Has the world grown addicted to its QE fix? Or will
withdrawal be a nonevent, as many are predicting? I truly hope that the research which suggests
that quantitative easing had no real positive additive effect on the markets means that the oh-sogradual tapering of QE won't really be noticed.
The simple answer is that no one knows. We are in completely unknown territory, with the FOMC
conducting experimental surgery on our economic body without benefit of anesthesia. At the very
least, the Fed's new direction has the potential to increase volatility globally.
At the end of the day I agree with my friend Ben Hunt, who is quite concerned that the narrative
surrounding the Federal Reserve could change in the course of tapering. The Fed has been
given the lion's share of the credit for the positive economic results we've had coming out of the
Great Recession. What happens when that story – what Ben calls the Fed's narrative –
changes? He sent me this note yesterday:
For 20+ years there has been a coherent growth story around Emerging Markets (EM), where
the label "Emerging Market" had real meaning within a common knowledge perspective. Today
… not so much. Today the story is that it was easy money from the Fed that drove global growth,
EM or otherwise. Today the story is that Emerging Markets are just the levered beneficiaries or
victims of Fed monetary policy, no different than anyone else….
I'm not asking whether the growth rate in this Emerging Market country or that EM country will
meet expectations, or whether the currency in this EM country or that EM country will come
under more or less pressure. I'm asking if the WHY of EM growth and currency valuation
has changed. The WHY is the dominant Narrative of a market, the set of tectonic plates on
which investment terra firma rests. When any WHY is questioned and challenged – as it certainly
is in the case of EM markets today – you get a tremor. But if the WHY changes you get an
earthquake.
What are the investments that such an earthquake would challenge? You don't want to be short
the yen if this earthquake hits. You don't want to be long growth or anything that's geared to
global growth, like energy or commodities. You don't want to be overweight equities and
underweight bonds. You don't want to be overweight Europe. There ... did I cover one of your
favorite investment themes? Bet I did. You can run from EM's with US equities, but with S&P 500
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earnings driven by non-US revenues, you cannot hide. If you think that your dividend-paying
large-cap US equities are immune to what happens in China and Brazil and Turkey … well, good
luck with that. My point is not to sell everything and run for the hills. My point is that your risk
antennae should be quivering, too.
What Ben is describing is what will happen in the next major bear market. Almost no one thinks
that will happen this year. Do you worry when other people are worried? Is the fact that people
are seemingly not worried a reason to be concerned? As valuations around the world move up,
investors should become more cautious, not less.
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The United States: Are the Seeds Already Sown for
the Next Macro-Market Deflation Crisis?
We begin with a headline that caught my eye the other morning, culled from Bloomberg ...
… “India’s SENSEX rose 1.8 percent today, the most in three weeks, after an unexpected drop in
factory output spurred optimism that the central bank will not raise interest rates.”
We might call this the 'Breaking Bad Era'.
Bad is now good.
Good, because bad macro-data means ... a continued flow of monetary steroids from Central
Banks.
Indeed, whether it be India, the UK, Japan, the EU, or the US, bad economic data is celebrated,
as is so grossly evidenced by the reaction seen on television, amid stock market exuberance and
the resultant extension in net worth/wealth reflation.
Indeed, just like any addict, the global markets, not to mention the underlying global macroeconomy, have come to RELY ON a steady dose of monetary steroids, without which withdrawal
kicks in, muscle atrophy intensifies, and eventually organ failure ensues.
We see this already, within the US labour market ... atrophy without a steady, if not ever
increasing, dose of monetary "roids".
In my book "Gold Trading Boot Camp" (Nov-2006) I examined the then-intensifying trend towards
a blow-out in the massive credit bubble in US Housing facilitated by the Fed's response to the
1997-98 global crisis, and the 2000-01 tech-bubble-bursting crash. I laid out the scenarios in
which the Federal Reserve would need to ride their monetary white-horse to the rescue, to avert
a full-blown credit crash and debt deflation ...
... by conducting outright purchases of US Treasury securities.
Even as late as 2006, anyone opining such a blasphemous thought was considered a monetary
heretic.
Now the history books are being 're-written', while the un-written mandate of the US Federal
Reserve and other global Central Banks has subtly-yet-significantly shifted, exactly as we said it
would way back in the nineties, from preventing a repeat of the 1970's inflation, to circumventing
a full-blown debt deflation and macro-economic depression.
We said quite blatantly, two decades ago, that ... "someday the Fed will pursue inflation."
Blasphemy !!! Pure monetary heresy !!!
Now it's called the "new normal".
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But, as we laid-out in "Gold Trading Boot Camp", what we now call the 'Breaking Bad Era' began
decades ago.
We traced the history back to pre-WWII manipulation of the bullion market, the historic postWWII Bretton Woods agreement that gave the US currency 'seigniorage', thus setting it up to
become the 'world's reserve currency', right through to the closing of the Gold window by US
President Richard Nixon in August of 1971, the spark that truly started this 'fire'.
The US macro-market has been taking monetary steroids since 1971, with a brief stint spent
'drug free', while residing in the Paul Volcker rehab centre.
Each successive tightening brings greater pain during withdrawal, which then drives Central
Bankers to increase the monetary dosage, to the point where the once unthinkable has occurred,
and the Assets Held Outright by the Fed will balloon to more than $4 trillion, most of which is held
in US government debt.
Indeed, consider this ... who, even a short ten-years ago, would have ever thought that the most
popular shows on US television would be about hero-serial-killers and methamphetamine 'cooks'
?? We could extrapolate to suggest that this reflects the intensifying socio-economic impact of
the secular trend related to the polarization of wealth, the expanding production-output efficiency
generated by technology, the rise in the level of poverty in the US, and the increased social
unrest evidenced by evermore incidents of seemingly random, pre-meditated violence.
The story line in the award-winning US television show "Breaking Bad" is 'Milton-esque', in that it
explores the internal war between good and evil as manifest within the lead character, a high
school chemistry teacher who contracts brain cancer. In need of money to pay bills that his
health insurance will not cover, the teacher turns to the nefarious underworld of 'cooking' crystalmeth.
Greed leads to violence, which in turn leads to chaos and intensifying desperation. Ultimately,
things spin out of control, as the teacher-turned-meth-cook finds it impossible to maintain a
balance between family values, and the ruthlessness of his business.
Therein lies the analogy, as the global situation finally reached the desperation point, and
threatened to spiral out of control in 2008-09 ... when withdrawal from Fed monetary tightening
led to organ failure in the housing market, which nearly spilled over into the banking system,
putting the US economy perilously close to 'death'.
We are tempted to say that the US has been in and out of a coma ever since, in the sense that
"real" reflation remains flat-lined.
Yet, there have been some bright spots, some limb movements and facial expressions
emanating specifically from the US consumer, and from corporate America as it relates to
streamlined efficiency and increased competitiveness.
The Fed successfully 'saved' the banking system, for now.
The Fed successfully kept the US consumer afloat.
Moreover, the Fed has facilitated an unprecedented reflation in US Net Worth. But, this reflation
comes in PAPER wealth, NOT wage-income, which is still glaringly lacking.
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Witness the chart below plotting the path of US Household Net Worth, which has spiked to a new
all-time high, with a near-$22 trillion expansion from the 2009 secular crisis low.

But in so doing, we could argue that the Fed has already sown the seeds for the next macromarket deflationary wave.
We can directly connect the dots.
It all starts with Fed purchases of government debt ...
... which has led to the reflation in the US equity market ...
... almost single-handedly generating a huge expansion in US Net Worth.
From there we can continue to draw a straight-line to the fact that the strongest improvement
within the underlying macro-economy has been seen specifically in sentiment-derived numbers
...
... which leads us directly to the virtually unnoticed renewed blow-out in US consumer credit...
... which has 'funded' the robust recovery in retail sales and US final household demand.
And finally, it is an easy link to the upside outperformance and leadership exhibited in the stock
market since the advent of QE, by the Consumer Discretionary sector.
Note the exceptionally 'tight' positive-correlation between the Fed's Balance Sheet, the US S+P
500 stock index, and US Household Net Worth, as evidenced in the overlay chart below. Indeed,
since the advent of QE-III the movements of the US stock market and the Fed's Balance Sheet
have become almost identical.
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With US Households 'feeling' STRONG thanks to massive injections of monetary steroids, and a
renewed feeling of invincibility among stock market investors, consumers are flexing their
muscles by borrowing significant amounts of 'cash'.
We offer hard-core data as evidence. As seen in the chart below, we can identify more months of
double-digit (as in more than $10 billion) growth in the Fed's own measure of Consumer Credit
over the last three-years, than during ANY other period in the post-WWII timeline.
Note further, that the 5-Year Average of monthly borrowing has almost returned to the pre-2007
crisis highs.

In essence, we can very comfortably argue that the Fed has facilitated another credit-fuelled
recovery, wherein the US consumer is, again, borrowing aggressively against a collateral base
that is 'defined' by paper wealth, rather than 'real' income growth.
The stock market has replaced the housing market as that collateral base against which the US
consumer is now borrowing hand-over-fist.
Yes, there are differences, the ''breadth' of this 'reflation' is not the same as it was with the
mortgage market debacle. Banks are (allegedly) not involved, with bank lending growth
remaining less than overtly reflationary.
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But the similarities are intriguing, if not somewhat frightening, as US households place massive
bets, again, that the stock market is in a Nirvana-like, perma-bull market, and that 'tapering' is not
a threat ...
... just like US households placed massive bets that housing prices were incapable of deflating.
Not only that, but tapering has a major impact on the US bond market, with buyers having
become increasingly scarce, against which the tide of supply does NOT recede for several years,
if even then.
A rise in interest rates that has a negative impact on the US stock market would require another
dose of monetary steroids, because the implications of a deflation in stocks would be too
significant for the underlying macro-economy to handle.
To simplify, the unwritten mandate of the Fed is now singular; to prevent the stock market from
failing.
The greater fear stems from thoughts that the macro-market dynamic has been internally
ravaged by years of steroid abuse, and anything less than an increase in 'roid' dosage from the
Fed may lose its effectiveness in fighting macro-muscle atrophy.
We could say we see evidence of this already, in the expanding and recently developed
divergences exhibited within the overlay chart on display below.
Notice how Gold led the charge into QE-II, peaked first, and rolled over first, breaking down, and
plunging amid disinvestment and a rotation out of safety, and into risk assets.
Next it was Home Prices, peaking, and most recently ... breaking down.
We could add Emerging Market stock indexes, Emerging Market Bond prices, Emerging Market
currencies ... and ... the CRB Index ... all of which have followed Gold to the downside, in a
GLARING example of the 'internal atrophy' taking place, as per the global market's narrowing
response to Fed QE.

29th January 2014
Subsequently, we theorize that there is significant risk associated with tapering, particularly when
tapering turns into 'tapping out', when the Fed reaches the point where they are no longer
buying-to-accumulate any assets. There is risk that 'extends' to the stock market, for its tight,
reliant relationship with the Fed's Balance Sheet (our detailed "Fourteen-For-Fourteen" digs
deeper into this dynamic, with specific 'predictions' for the path of the S+P 500 in 2014, based on
the pace of tapering).
But more pointedly the risk emanates from the potential impact on US Treasury Bond and Note
yields, as a result of an eventual 'tap out' by the Fed.
We find it most interesting to observe the overlay chart below in which we plot the Fed's Assets
Held Outright (black line) versus Custody Holdings (foreign official holdings of US Treasury
securities, red line). We first focus on the rise in the Fed's Balance sheet associated with QE-III,
during which time bond and note yields in the US have risen.
Secondly, and most importantly, we shine the spotlight on the peak in Custody Holdings, and the
DECLINE in 2013. For sure, it is NOT a coincidence that foreign officialdom turned NET
SELLERS of US Treasuries in May, precisely on the back of Fed Chair Ben Bernanke's first
mention of 'taper'.
Demand from foreign officialdom is flat, at best.
The US 'public' is not buying bonds.
The US 'public' has followed the lead of the Pied Piper Ben Bernanke, the monetary maestro,
who has carried the day on his back with some spectacular flute playing, calming the masses,
resurrecting confidence, and facilitating a rotation out of safety (bonds, gold) and back into risk
assets, stocks specifically.
So, from where will the marginal buyer of US Treasury bonds appear ??

No doubt, there is NO dearth of supply.
We examine the 'schedule' of 'Treasury Obligations' seen below.
Need we say more ??
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A tsunami of Treasury supply, no matter how you slice-and-dice it.

And the Fed is potentially, probably, pulling the plug on a half-trillion a year in 'support'??
Moreover, that 'support' which is to be removed represents pure monetization, actual evaporation
of debt (for all intents and purposes).
Tapering to a 'tap-out' also means more supply in 'perpetual roll-over'.
Over the next five-years, that is virtually $2.5 trillion.
When we add the new debt, needed to finance this year's (fiscal) deficit, well the numbers start to
add up very quickly. Yes, seeing the annual US deficit 'shrink' (laughter) by half, from $1 trillion,
to something closer to $500 billion, could be labeled 'improvement'. But, just five years ago the
current deficits would have been record breaking, and still represent a significant, on-going,
supply side issue.
So, who is the 'marginal' buyer of US debt ?? Who will help maintain 'equilibrium' to where
Treasury yields will not rise ??
From a simple supply-demand dynamic, the risk-reward skew is to the upside in bond yields.
Of course things are never simple.
Especially in the Breaking Bad Era, where BAD is GOOD !!!
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Evidence last week's US payroll data ... and the hundreds of thousands of chronically
unemployed who simply fell out of the 'equation'. This alone speaks volumes to the dysfunction in
the US labour market.
But still, even during any initial 'positive' reaction to the 'negative' news, we might offer a thought:
any macro-economic deflation that is deep enough to sway the Fed, will also have an impact on
the fiscal side of this dual-headed coin ... most probably towards increased bond supply.
Yet still, some might hypothesize that there is a major difference now, than during the housingcredit-deflation induced event of 2008-09, the banking system was saved, and is now solid.
As evidenced, of course, in this new era ... by rising bank share prices.
For sure, banks are more 'liquid'.
No debate.
Thanks to the Fed, and the Fed only, as is clear upon a survey of the overlay chart below
revealing the link in Bank Balance Sheets, a distinctively direct link ... to the Fed's Balance
Sheet.
And while bullish for the bank shares, this dynamic is not 'positive'.
Indeed, only in the 'Breaking Bad Era' could this be construed as 'positive'. But it is not positive,
not when it means banks sit on their own mountain of 'cash' (aka, US Treasury securities),
instead of lending that money.
Moreover, with huge holdings of US Treasuries, In the advent of another deflationary wave banks
could well turn net sellers of government debt.
In other words, do not look to US financial institutions to plug any hole that might develop in the
US bond market.

Another, less obvious reason that we say the rise in 'cash' held by banks is not 'positive', has to
do with what is happening in the background with Bank Balance Sheets. The level of cash-
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securities held by US Commercial Banks, about $2.7 trillion, is peanuts compared to the level of
risk banks are carrying in terms of 'Derivative Holdings'.
In fact, as we try to comprehend the figures shown in the chart below, extracted from the FDIC's
Quarterly Banking Profile's breakdown of Commercial Bank Balance Sheets ... we are continually
shocked.
Shocked to think that during this period of Fed largesse, during this period where the banks are
allegedly healing as they do dispose of some non-performing assets ... the risk is rising again,
and rising rapidly.
Most troubling is the fact that the vast majority of the rise in, and the total of, Derivative holdings,
roughly $225 trillion, yes trillion, are labelled as Derivatives Held for "Trading Purposes", as
opposed to being held for "Hedging Purposes'.
Indeed, it appears that risk and leverage in the banking system is still alive and well. No wonder
the biggest banks, who hold the lion's share of the derivative risk, now carry the moniker of 'too
big to fail.
They are called that because they are, literally ... "too big" ... specifically as it applies to their
holdings of Derivatives for Trading Purposes (again, pegged at $225 trillion).
The simple fact that in the twelve-months ending June-2013 (data release lagged by the FDIC,
one reason it goes largely unnoticed), Bank holdings of Derivative contracts linked to
'trading'(aka profit generation) rose by more than $11 trillion ...
... which dwarfs the expansion in Bank cash holdings ...
... dwarfs the expansion in Bank Deposits ...
... and, even more 'tellingly', dwarfs the expansion in the Fed's Balance Sheet, over that same
period, by about ten-to-one.

And most acutely frightening is the fact that the expansion in derivative exposure is most focused
in Fixed-Income derivatives, by far, as seen below ($188.3 trillion, yes, trillion, in Fixed-Income
contracts alone).
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Clearly, the Fed is walking a tightrope.
Again, in our view, the risk-reward skew in the US Treasury market, for 2014, is tilted towards
rising yields, which points us in the direction of strategies that accept that premise.
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Nkandla Freeway Corruption
Potentially Exposed...
Much has been said, fought and argued over the funding of the R250m
Nkandla Compound, and rightly so. But what's received little attention is the
funding of the freeway set to run through Nkandla following the
development of the president's luxury compound.
This freeway is set to cost R1.5bn, so
this is no small chunk of change, so Mybroadband's amateur, volunteer,
investigative journalists gave it a crack and uncovered what appears to be a
case of corruption on an arms deal scale. Here's what we uncovered:
Claim #1
Public Works claim that the freeway is being constructed by a private
company called Korong Capital Partners who will, following the road
development's end, donate the entire road to the government at no cost to
them. Now that sounds incredible. So incredible that it sounds almost too
good to be true. That's because it is.
Debunking
Korong Capital Partners appears to have been a dormant shell company since
1999, and who's only director is Moeti Mpuru, who claims to have secured
the funding of R1.5bn for this project. The problem with this scenario is that
Korong Capital Partners have no history of this sort of work. In fact,
they have no history of any work whatsoever. So they certainly couldn't have
secured revenue of around R37bn to place them in a position to fund this
internally. This would have made them the most successful company in
history (to put this into perspective, this would equate to more than double
Vodacom's 2011/2012 revenue, and Korong would have achieved this in about
a year of operations). They couldn't have raised this finance in the capital
markets either because no financial institution would originate and secure
a bond for a company with zero balance sheet strength and zero cash flow. So
the only other option is that there was an angel investor involved, and
this is the next claim:
Claim #2
An angel investor is funding the entire project at no cost to government
whatsoever.
Debunking
Who was this angel investor? Well the claim is that the cash originated
from the USA, through an attorney who is set to make $100,000.00 for simply
arranging the transfer of the cash. Apparently Mpuru, after being turned
down for a R1m loan to fund a small portion of the project, managed in
just a few months to secure R1.5bn in funding for a project that will see
absolutely no return on investment. It is a straight R1.5bn loss to
whoever funds this project. And why is the donor not being made public? What has
he got to hide? And who in their right mind would philanthropically fund a
minor freeway in SA through the president's home town? It makes no
financial sense, nor logical sense.
So on to brass facts: Korong Capital Partners has its registered offices
at the following address:
UNIT 2 CHIANTI ESTATE
39 LEEUWKOP ROAD
SUNNINGHILL
2196
So this company that apparently has R1.5bn spare to flush down the toilet,
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or will be managing R1.5bn worth of angel investor cash, is situated at
unit 2, Chianti Estate in Sunninghill, a residential complex that does not have
business rights for its units. This is a tiny, 60sqm residential complex not an office park, or the premises you'd expect for a company with R1.5bn
to spend and manage. Yet Public Works feel happy for this company to
complete this project on their behalf. Ever wondered why?
So who owns Unit #2 at Chianti Estates? None other than MBANJWA NQOBILE
ZINHLE (Zinhle Mbanjwa). Who is Zinhle Mbanjwa? He is the manager of the
Housing Development Agency of South Africa. This is the governmental
department that oversees investments in housing related infrastructure on
behalf of the Human Settlements Department. They also manage
inter-departmental projects. Why is Korong Capital Partners' premises at
the HDA manager's personal premises? The answer to that is simple - he owned
the shelf CC from the outset. This means that the CC used to move the money
around to pay for the Zuma freeway is in fact located at the HDA manager's
house and directed by the man who supposedly secured the funding. This
makes no sense in terms of the government's official statements that this is a
private entity funding the project through angel investment. What this
actually means is that the HDA more than likely used the CC owned by their
manager to move Human Settlements money to Korong Capital Partners to fund
the Zuma Freeway. If this was angel investment, the investor would ensure
that he had board representation to ensure he had oversight over the use
of his funds.
What does this mean? Well it means that Zuma's compound is only the tip of
a very large iceberg. The real corruption is worth in the region of about
R1.5bn, as it indicates that the HDA facilitated government cash (which is
what they do) to be moved to Korong Capital Partners to fund the Zuma
Freeway, and the government knowingly lied to the public about how the
project was being funded. It indicates that behind the scenes, HDA, Public
Works and Human Settlements arranged a secretive transaction to spoof
legitimate business operations, when in fact they were simply trying to
hide their money-trail of corruption, knowing that using public money would
cause outrage among South African citizens.
None of this makes any sense in terms of the official story by the
government. It makes perfect sense when you add a corruption element to
the mix though. Public Works and Human Settlements found cash to fund this
project. In order to hide this from the public, they engaged with the
manager of the Housing Development Agency, who are the middle-man for
inter-governmental transactions. Together with a lawyer in the US, they
siphoned cash out of the country to make it appear as if the cash was from
an angel investor, and would not be subject to disclosure to the public.
They then moved the money to a CC owned by the HDA manager called Korong
Capital Partners who are now officially funding the Zuma Freeway.
On the surface it seems like an extraordinarily unlikely investment - that
some unknown source of billions of dollars donated all of the funding
capital to a private company that coincidentally happens to be owned by
the HDA manager, to build a freeway through Jacob Zuma's Nkandla hometown,
with no oversight of the spending, no recourse whatsoever to the cash, no
return on investment, while remaining completely anonymous, and then with the
intention to hand the entire road over to Public Works upon completion.
And that is because this is ridiculous. It reminds me of the SANIP arrangement
with SAAB and BAE, where Fana Hlongwane received the bribe payments for
the arms deal.
What has happened however is that government appears to have attempted to
pull the wool over the eyes of its citizens, in anticipation of backlash
for R1.5bn funding of the Zuma Freeway, by hiding cash in an entity they
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thought would be safe from public scrutiny. As it turns out, this wasn't quite as
private as they expected. The crucial oversight was using a private CC
owned by the HDA manager and forgetting to remove his personal address from the
company information records, which are public.
So government has a lot to answer for here and we the public should demand
answers. Not only does this appear to be corrupt to its very core, but the
spending at Nkandla is outrageous too. See here for more details relating
to how exorbitant the Nkandla spend is:
http://mybroadband.co.za/vb/showthre...projects/page2
Public Works is currently involved in hundreds of projects around the
country, with their mandate being to spend on infrastructure and social
development. With this in mind, their average allocation for each project
will be somewhere between 0.1% and 0.2% of budget (this is a very high
estimate in my opinion - they're probably spending less across more
projects). Zuma's non-revenue-generating, unnecessary development that has
nothing to do with infrastructure nor social development equates to a
0.32% allocation of the national public works budget. This means that they've
spent up to 224% more on Zuma's compound than on their average spend on
actual deliverable projects that meet their mandate.
If we include the freeway project, which I'm quite sure is just a dodgy
vehicle to protect Zuma from recourse, the figure jumps to 2172% more than
their average national infrastructure spend. So instead of money going to
the Gauteng Freeway Improvement Project, to mitigate the impact on the
country, Public Works chose instead to over-spend on Zuma's home by up to
2000-odd percent. What is clear is that Public Works consider Zuma's house
to be at least 224% more important than investment in infrastructure,
which is their actual mandate.

