72 is the investors best
friend
Since it is arguably the most important number every investor needs to take to
heart, I am constantly surprised by how few of my readers seem to be aware of
the significance of the number 72. So if you have never paid attention to
anything I have written, please do take the time to understand this short
message.
Attributed to the great physisicist Albert Einstein for its discovery, it is known as The
Rule of 72 which allows investors to make quick mental calculations about either the
halving time of a monetary value due to the erosion of inflation or the doubling time
of an investment.
Thus, for example, the average inflation rate for South Africa over the past 50 years
has been 9.44% which ( if you divide 72 by 9.44) implies that the buying power of our
currency has halved every 7.6 years. That means if you are 76 years old today you
would need R512 to buy what one Rand could have bought on the day of your birth.
Frightening hey!
It means that if you expect to live for just eight years after you retire, you will need
double the money to live on. If you expect to live for 16 years after retirement you will
need four times the amount you could live on at retirement. Given that the average
life span of the average reader of this column, you can expect to live for at least 20
years after retirement...that is assuming you retire at 65....you will thus in you final
years need five times what you could get bye on at the time of retirement. And that
assumes that inflation remains in its average range of the past half century. Given
the rate that central banks are printing money, galloping inflation is a racing certainty
in the not too distant future. So you really need to do some careful planning.
Happily the rule of 72 works the other way as well. So, for example, readers of my
Prospects newsletter have access to the details of my model portfolio which, with
dividends reinvested since its inception in January 2011 has grown at a compound
annual average rate of 44.47 percent annually which means that by the Rule of 72 it
is doubling in value every 19.4 months(72/44.47=1.62 years) . So, for example, if you
had a child born this month and you were to invest R1 000 in equal value portions in
the ten shares that currently make up the portfolio, then when he or she reached the
age of 76 they would be worth R70 368 744 177 664 000. Your child would, in other
words, be by far the richest person on the planet.

Now if you find it hard to get your head around such a number, let me restate it
assuming that you invested R1 000 in an average South African unit trust which has
yielded 9.71% compound over the past decade. Divide 72 by 9.71 and you will see
that your R1 000 will double every 7.4 years or every 89 months. In 76 years our
child will have lived 912 months and so your money would have doubled ten times
increasing the value of your investment to R512 000.
The enormous difference between the two end sums serves as my final lesson, to
illustrate the critical importance of seeking out the highest possible interest rate
whenever you invest money. Note that the Prospects Portfolio growth rate of 44.47%
is just 4.6 times greater than 9.71% but over an extended period like 76 years it
leads to a 137-billion times greater increase.
You can easily work it out for yourself now you know the Rule of 72.
Meanwhile there is more to the number 72 than you might have imagined. It also
represents:
In science







The atomic number of hafnium
In degrees Fahrenheit considered to be room temperature.
The average number of heartbeats per minute for a resting adult.
Percentage of water of which the human body is composed.
The life duration of the ovule is 72 hours.
The axis of the earth moves one degree every 72 years compared to stars
and to the vault of heaven.

In astronomy









There are 72 Paranatellons, extra-zodiacal constellations that rise and set
simultaneously with zodiacal constellations.
The Messier object M72, a magnitude 10.0 globular cluster in the constellation
Aquarius.
The New General Catalogue object NGC 72, a magnitude 13.5 barred spiral
galaxy in the constellation Andromeda.
The Saros number of the solar eclipse series which began on -727 August 16
and ended on 752 January. The duration of Saros series 72 was 1478.1
years, and it contained 83 solar eclipses.
The Saros number of the lunar eclipse series which began on -407 June 5
and ended on 891 July. The duration of Saros series 72 was 1298.1 years,
and it contained 73 lunar eclipses.
The precession of equinoxes traces out a pair of cones joined at their apices
in a cycle of approximately 26,000 years, that is 1 degree every 72 years.

In religion


The number of languages spoken at the Tower of Babylon, according to later
tradition.
 The conventional number of scholars translating the Septuagint, according to
the legendary account in the "Letter of Aristeas".







The conventional number of disciples sent forth by Jesus in Luke 10 in some
manuscripts (seventy in others).
The number of names of God, according to Kabbalah.
The Shemhamphorasch related to the number of the names of God.
The total number of books in the Holy Bible in the Catholic version if the Book
of Lamentations is considered part of the Book of Jeremiah.
The current distribution of the Book of Revelation is 22 chapters, adopted
since the 13th century, but the oldest known division of the text is that of the
Greek commentator Andrew of Cesary (6th century) in 72 chapters.

I could go on but I think you get the point that this number is important!

The sixth in a new series in The Investor
by Richard Cluver

Point and Figure Charting
…and how to look for chart patterns
When a series of chart formations appear together in combination, a very high
degree of accuracy is possible. Statistically, bullish combinations can be up to
79,5 per cent accurate and signal a price gain of 36 per cent.
Bearish combinations can signal price falls of up to 22,9 per cent in 83,3 per cent of
cases. In illustration A I have combined a bullish signal formation a triple top, with
higher bottoms and a penetration of a triple top. The buy signal, which is shown at 36
cents, is both a bullish signal buy point and a triple top buy point.

In illustration B, the bearish signal formation and the triple bottom formation are
combined into one. It has both lower tops and the penetration of three bottoms. The
sell signal occurring at 37 cents, would have been signalled by both of the formations
which are here combined.
In the line graph illustration below( again found in the behaviour of Mr Price shares
between February 2011 and September 2012) we start with a rising wedge formation
which telegraphed a brief upward breakout before the Bears gained ascendancy for
three months of a falling wedge before another Bullish break-out occurred.

Then in August, September and October a broadening formation occurred when the
Bears were firmly in control and were driving prices steadily down. We might have
expected this to result in a downward price break. However the converse occurred.
Finally, note my last pair of trend lines which occurred between January 2012 and
the end of March of that year when the Bulls were definitely gaining control. This
example of rising parallel lines is known as a channel and it almost always signals
the probability of an upward break-out. When Mr Price did break out at R94.34 it
went on in a nearly continuous climb to peak at R134.45 on September 28 2012.
That represented a 42.5% subsequent gain.

Eskom’s rising debt…a
solution!
By Brian Kantor
National Treasury’s package of measures for dealing with Eskom is another case of
the curate’s egg – it is only good in parts.
The Treasury has come up with a package of measures to sustain Eskom. Some of
these measures will be welcome, others less so. Unfortunately the government, the
sole shareholder of this failing corporation, is not willing to fully recapitalise Eskom
so that it can complete its current programme without further damage to the
hardpressed users of electricity - firms and households.
According to the announcement by SA Treasury (media statement, 14 September):
“Firstly, government will support Eskom’s application to NERSA for tariff adjustments
in line with the Regulatory process. Tariff adjustments remain the key mechanism
that will provide the electricity supply industry with a sustainable solution, meaning
that it will provide Eskom with the revenue and cash flows the utility needs to
complete the current programme of building power stations, repay debt and interest
thereon. NERSA will still apply its regulatory oversight, and prudency tests to ensure
that costs across the industry have been efficiently incurred.”
Thus the user is the one who mostly has to cover the higher costs Eskom has
incurred in producing electricity in recent years – with the blessing of government,
Nersa and Eskom. This worryingly raises the issue of Nersa’s independence to
pursue a broad public interest, which is its remit. The justification for recovering
these much higher costs by way of a 16% annual increase over five years, was
partially rejected by Nersa as an unjustified burden on electricity consumers in 2013.
Nersa conceded Eskom an 8% annual increase over the five year tariff adjudication
period.
The difference between eight and sixteen per cent has become Eskom’s cash flow
problem, which higher tariffs unfortunately will now largely resolve.
After the Nersa ruling was announced in February 2013, which allowed a 3% real
return on the additional capital to be invested by Eskom in Medupi and elsewhere,
we wrote:
“We have pointed out before that the less Eskom charges, the more debt it or the SA
State will have to issue to fund its heavy and essential expansion programme,
absent a willingness to sell off some of its generating capacity to private owners.
“It would be a very good idea to have other managers running power stations so that
useful comparative benchmarks on operational costs could be established for
Eskom. Such partial privatisation might be judged essential should extra debt have
to be issued.
“In Eskom’s case for 16% annual increases it had estimated that some R350bn of
debt would have to be issued by 2018. We have calculated that this debt would rise

to over R500bn if price increases were confined to 8% and similar operational and
capital costs were incurred. Nersa is of the view that these costs, as estimated by
Eskom, should be better controlled. If Eskom achieves these cost controls, it would
improve cash flow and reduce the volume of debt finance.
“The SA Budget and borrowing plans have factored in about R330bn of Eskom debt.
This will have to be revised higher. And with the extra government borrowing
requirement now running at about R190bn a year, this additional debt of
approximately about R30bn a year for five years, will not be welcome to the Treasury
or the bond market.”
If Eskom were a private business it would be shareholders who would have to
recapitalise the business or allow it to go out of business and sell off the viable
assets to other operators. But a government owned and sanctioned monopoly has
price setting powers that make a mockery of shareholder responsibilities when
operations turn out badly. Prices (essentially higher taxes imposed on particular
consumers by the government providing an essential product or service for which
few immediate alternatives are available) can be set high enough to solve all
potential financing problems. Higher prices for these critical services have profoundly
important influences on both the capacity of households to spend on the capacity of
factories and mines to compete on local and foreign markets. But this takes second
place to the short term debt management concerns of Treasury.
Capitalising Eskom means either Treasury raising more debt (something the debt
rating agencies and the Treasury do not like since it could lead to higher costs of
borrowing) or selling off some of its underperforming assets. The latter option would
not only help avoid more debt (which would please the rating agencies) but, more
important, would lead to more effecient operations and lower electricity costs. This is
not by some kind of alchemy but because private owners have very different
incentives to the government as shareholder. They do not have the power to simply
pass on the costs of failure to a compliant consumer and so are more likely to avoid
them.
While the fiction that Eskom and the government somehow stand apart in debt
markets is maintained by the Treasury in its statement, there are some helpful
aspects to the Treasury plan for Eskom. In addition to the government guarantee for
R50bn of additional debt to be issued by Eskom, there will also be an injection of
equity capital to be funded by proceeds of privatisation (called “leveraging nonstrategic government assets”. There is also the prospect of much greater private
production of electricity to come, especially through foreign-owned and funded
nuclear power plants on a large scale.
There is now a growing recognition in policy circles of what private production and its
foreign funding of future electricity generation can provide for the SA economy.
Determining the right mix of privately owned additional generating capacity (coal, gas
or nuclear) and the degree to which the government (taxpayer) will have to stand as
guarantor of the revenues to be received from the providers of additional capacity,
will no doubt exercise all the negotiating capcity of our energy planners over the
years to come.
However for now, the issue is how to best manage Eskom. According to the media
statement:
"Equity injection: An allocation of funding will be given to Eskom to help relieve the

impact on electricity consumers, as well as add additional
support to Eskom’s balance sheet, which needs to be
strengthened. This will be funded from leveraging nonstrategic government assets. Details in this regard will be
provided by the Minister of Finance as part of budget
announcements."
The rating agencies have enquired about the assets that
might be sold to support the Eskom balance sheet. Let us
suggest just one of these: the Airports Company of South
Africa (ACSA). This is a highly profitable, wholly-owned
government business that is generating impressive amounts
of cash from a largely completed capital expenditure
programme. The cash being generated by this company is
being used to repay debt at a rapid rate, leaving the balance
sheet strong enough to support offshore expansion that can
hardly be regarded as strategically important for South Africa.
This company had a book value in March 2014 of R23.57bn
with net debt of R10.9bn – a net gearing ratio of 48%. Net
cash generated in operating activities grew from R1.17bn in
2010 to R4.12bn in 2014. After tax profits of R1.7bn were
recorded in 2014, and R97.52m was paid as dividends. That
is, a highly conservative pay out ratio of 17.5 times that no
activist investor would regard as satisfactory, particularly in
the light of the balance sheet strength.
What could ACSA be worth on privatisation? A comparison
with Ferrovial SA (FER) the Spanish company that owns
Heathrow, among other airports, might provide some ball park
indicators. According to Bloomberg, book assets of FER
amount to US$23.714bn with a similar debt ratio to that of
ACSA. The recent operating performance of FER,
represented by cash from operations, has however been
highly variable,. It could not be regarded as an obvious
growth company in the way that ACSA might be. By contrast
however, FER has been on a vast asset and debt reduction
programme since 2011. These actions, while limiting growth,
have been regarded as value adding for shareholders.
For the record, according to Bloomberg, this listed airport
company, of no doubt great strategic importance in the UK
and Spain, had a recent market value of US$11.52bn, trading on 1.81 times its book
value or 10.5 times its cash flow and 18.8 times its earnings at a dividend yield of
3.7%.
The same multiples applied to ACSA would make it worth about R50bn, depending
on assumptions about regulated revenue growth and operating costs and capex
plans.
Clearly it is an asset of considerable value to the republic. An initial public offering of
even a non-controlling share of the company would surely help to establish its value
to its shareholders. Until then, a demand from the shareholder for a much larger flow

of dividends – up to R2bn a year – would not strain the balance sheet and help
immediately to close any government revenue shortfalls. It is surely, given the
strained circumstances of RSA finances, more important for ACSA to pay up than it
is to expand abroad. And it may well be a similar story for some of the other assets
of the SA government.

New York Viewpoint
Emerging Markets Are Set Up for a Crisis
By John Mauldin
We could do a whole letter just on emerging markets. The strengthening dollar is
creating a problem for many emerging markets, which have enough problems on
their own. My radar screen is full of flashing red lights from various emerging
markets. Brazil is getting ready to go through an election; their economy is in
recession; and inflation is over 6%. There was a time when we would call that
stagflation. Plus they lost the World Cup on their home turf to an efficient, well-oiled
machine from Germany. The real (the Brazilian currency) is at risk. Will their central
bank raise rates in spite of economic weakness if the US dollar rally continues?
Obviously, the bank won’t take that action before the election, but if it does so later in
the year, it could put a damper on not just Brazil but all of South America. Take a
look at this chart of Brazilian consumer price inflation vs. GDP:

Turkey is beginning to soften, with the lira down 6% over the last few months. The
South African rand is down 6% since May and down 25% since this time last year. I
noted some of the problems with South Africa when I was there early this year. The
situation has not improved. They have finally reached an agreement with the unions
in the platinum mining industry, which cost workers something like $1 billion in
unpaid wages, while the industry lost $2 billion. To add insult to injury, it now
appears that a Chinese slowdown may put further pressure on commodity-exporting
South Africa. And their trade deficit is just getting worse.
Who’s Competing with Whom?

We could also do a whole letter or two on global trade. The Boston Consulting Group
has done a comprehensive study on the top 25 export economies. I admit to being a
little surprised at a few of the data points. Let’s look at the chart and then a few
comments.

First, notice that Mexico is now cheaper than China. That might explain why Mexico
is booming, despite the negative impact of the drug wars going on down there.
Further, there is now not that much difference in manufacturing costs between China
and the US .
Why not bring that manufacturing home – which is what we are seeing? And
especially anything plastic-related, because the shale-gas revolution is giving us an
abundance of natural gas liquids such as ethane, propane, and butane, which are
changing the cost factors for plastic manufacturers. There is a tidal wave of capital
investment in new facilities close to natural gas fields or pipelines. This is also
changing the dynamic in Asia, as Asian companies switch to cheaper natural gas for
their feedstocks.
(What, you don’t get newsfeeds from the plastic industry? Realizing that I actually do
makes me consider whether I need a 12-step program. “Hello, my name is John, and
I’m an information addict.”)
Note that Japan is about 10% cheaper than Germany, and those costs are going to
drop more as the yen continues to fall. This will affect whether the European Central
Bank will finally turn on the monetary spigot to try to produce a little inflation (as
opposed to none). In any case, Germany would like to see the euro weakened. Note
that Spain, with its aggressive labour reforms, has brought its cost of manufacturing
down below that of Germany, to just about the lowest level in Europe. France is the
high-cost producer in Europe with the exception of Switzerland, but they don’t do
much head-to-head competing. Note, too, that China is no longer the low-cost Asian
manufacturer. That’s Indonesia, by far.

O Canada, Where Are You Headed?
My friend Jared Dillian, ex-Wall Street trader and now the editor of a great newsletter
humorously titled The Daily DirtNap, has been writing about the problems of Canada
for the last several months. Some of it is anecdotal, as in four of the top five major
bank CEOs have resigned in the last year, at relatively young ages. Just prior to the
Canadian banks getting downgraded by S&P last month. Go figure.
Writes young Jared:
My thoughts: McCaughey is the – not kidding – fourth Canadian bank CEO to retire
in the last year. RBC, TD, BNS, and now CIBC. And these guys are not that old. Late
fifties, maybe. So it is clear what is going on here – they are cashing out on the
highs. It is perfectly rational behavior. Come on – if you were a bank CEO, and you
thought that your industry had years of upside left, would you get out? If you were
57? You would not.
The Canadian economy is almost entirely dependent upon its housing market for
economic growth. Now, some of my Canadian readers will probably not want to
acknowledge that Canadians have an obsession with housing. Debt-to-income levels
in Canada are beginning to look a little
toppish: $2 million is the new $1 million
house. (And in Vancouver it is the halfmillion-dollar house.) But it has been
that way for years. I haven’t written
much about Canada lately, because I
quite frankly don’t get it. But the country
is on my radar screen. Because, I will
admit, I really like Canada. At least in
the summer.

Thinking about Momentum
Every week I get at least one email from my friend Alexander Ineichen in Zürich. He
does this fabulous analysis of scores of momentum indicators all over the world. It’s
a good way to get a quick read (well, not that quick, at 90 pages) on what is
happening in the real world. Let me give you an example of one of his recent charts:

What I see when I glance through his PowerPoint is that leading indicators are
beginning to stall, Eurozone economic sentiment is collapsing, and momentum is not
in Germany’s favor. In general, Europe sucks (that is a technical economic term for
newbies).
Recently, I’ve become aware of a fabulous young macroeconomic writer from Dubai
by the name of Jawad Mian. Remember that name. I read a lot of macro letters, and
his is one of the best. Rather than spend the pages that he deserves on his analysis,
I just want to acknowledge that he brought to my attention a quote that I’d forgotten
from my friend George Friedman of Stratfor. Friedman was responding to a comment
by Louis Bacon, who had just returned $2 billion to his investors, complaining, “It is
hard to figure out how to invest when actions taken by politicians can affect financial
markets more than basic economic factors. The political involvement is so extreme –
we have not seen this since the postwar era. What they are doing is trying to thwart
natural market outcomes. It is amazing how important the decision-making of one
person, Angela Merkel, has become to world markets.”
Friedman objected on the grounds that political decisions are in fact subject to
analysis and constraints. He pointed out that Merkel was not acting on whims but on

the basis of very real circumstances. Jawad quoted at length from George, but let
me pull a few poignant paragraphs that we can all relate to:
The investors’ problem is that they mistake the period between 1991 and 2008 as
the norm and keep waiting for it to return. I saw it as a freakish period that could
survive only until the next major financial crisis – and there always is one. While the
unusual period was under way, political and trade issues subsided under the balm of
prosperity. During that time, the internal cycles and shifts of the European financial
system operated with minimal external turbulence, and for those schooled in profiting
from these financial eddies, it was a good time to trade.
Once the 2008 crisis hit external factors that were always there but quiescent
became more overt. The internal workings of the financial system became
dependent on external forces. We were in the world of political economy, and the
political became like a tidal wave, making the trading cycles and opportunities that
traders depended on since 1991 irrelevant. And so, having lost money in 2008, they
could never find their footing again. They now lived in a world where Merkel was
more important than a sharp trader. Actually, Merkel was not more important than
the trader. They were both trapped within constraints about which they could do
nothing. But if those constraints were understood, Merkel’s behavior could be
predicted.
The real problem for the hedge funds was not that they didn’t understand what they
were doing, but the manner in which they had traded in the past simply no longer
worked. Even understanding and predicting what political leaders will do is of no
value if you insist on a trading model built for a world that no longer exists. What is
called high velocity trading, constantly trading on the infinitesimal movements of a
calm but predictable environment, doesn’t work during a political tidal wave. And
investors of the last generation do not know how to trade in a tidal wave. When we
recall the two world wars and the Cold War, we see that this was the norm for the
century and that fortunes were made. But the latest generation of investors wants to
control risk rather than take advantage of new realities.
We have re-entered an era in which political factors will dominate economic
decisions. This has been the norm for a very long time, and traders who wait for the
old era to return will be disappointed. Politics can be predicted if you understand the
constraints under which a politician such as Merkel acts and don’t believe that it is
simply random decisions. But to do that, you have to return to Adam Smith and recall
the title of his greatest work, The Wealth of Nations. Note That Smith was writing
about nations, about politics and economics – about political economy.
It is getting close to time to hit the send button, and I must confess that this letter
became overly long. Simply looking around at what was on my radar screen took me
close to 15 pages, and I wasn’t even halfway through! Discretion being the better
part of valour, and wishing to take pity on my ever-faithful readers, I simply cut the
last half. Perhaps it will show up in some later missive.
But maybe this will give you a little understanding of the angst I go through each
week, trying to decide what to write about. In 2006 I was beginning to reach for
topics. Today there is literally no end of them.
In deleting half the letter, I left considerable notes on Japan and Europe on the
cutting-room floor, as well as concerns about the current brouhaha over secular

stagnation. Don’t even get me started on Fed policy and the cult that has developed
around central bankers. I would probably start ranting about how monetary policy is
about the fourth most important thing but has become an excuse for politicians to do
nothing about the more important things that are at least ostensibly under their
control.

