by Richard Cluver

Figures published in the Financi al
fund managers for 2014 in descending order with the top performer
Investec at 13.3 percent, Oasis at 12.9 percent, Old Mutual and
Coronation at 12.1 percent, Prudential at 11.7, Absa at 11.6, Sanlam at
11.3, Momentum at 10.5, Allan Gray at 10.3 and Stanlib at 9.7.

Now pension fund managers are limited by prudential rules which require
that investment capital be spread between property, shares and the money
market, a rule which helps to guarantee that the money will not be lost in
the event of a severe share market crash or, as many money market
investors learned to their cost this past year, lost in the event of something
like the African Bank debacle. So it is unfair to compare their performance
with a pure equity portfolio like, for example, the portfolio that | maintain for
readers of my Prospects newsletter which over the same period achieved
17.7 percent growth between January 1 and December 31 2014 together
with 2.4 percent in dividends making a total return of 20.1 percent.

The winning Investec portfolio is, however, comparable with a pension
portfolio which | administer which in the same period achieved growth of
23.6 percent and paid an aggregate dividend of 2.5 percent making a total
return of 26.1 percent. That was nearly twice as good as the top performing
Investec portfolio. Its daily performance graph is depicted below for
readerso information.
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What interested me about the dramatic difference in performance between

my own and I nvestecb6s pension portfolio
that | do not give it the attention | should. To illustrate this point, the last

time | traded within the portfolio was in January 2012 when | sold Pikwik

and Standard Bank and bought Clicks. So clearly it pays not to make too

frequent changes which often only benefit the stock brokers.

The portfolio is displayed below together with its performance statistics
which show that it owes its superior growth to the inclusion of four shares
that have performed exceptionally well over the years: Hyprop which has
grown 4 767 percent since | bought it, Mr Price which has grown 854
percent, Growthpoint that has grown 509 percent and Sasol that has grown
362 percent.

Name Price | % Ch... | Quant... Cost | Per Share Value % Gain | % Portfolio Risk| DY | DivGro | DivGroL Return
-2.0% 2 870 250.... 15218 -4.82... 1.3 15.00 16.14 23.97%
102 698.00 3.6% 1.00%
185.51 +0.3% 1220 118 327.22 96.99 226 322.20 +91.3% 7.9% -36.1... 4.0 12.08 7.97%
88.45 -2.0% 1900 83087.67 43.73 168 055.00 +102.3% 5.9% 8.40% 1.8 32.95 23.61 23.40%
29.08 -1.9% 20165 96 295.21 4.78 586 398.20 +509.0% 20.4% -23.6... 8.19 8.45 11.18%
104.90 -1.8% 5950 12 825.00 2.16 624 155.00 +4 766.7% 21.7% -31.3... 1.39 14.07%
256.15 -3.0% 3 800 101 987.84 26.84 973 370.00 +854.4% 33.9% 31.80% 1.7 26.10 33.33 43.17%
473.13 -0.6% 400 41 003.36 102.51 189 252.00 +361.6% 6.6% -24.7... 3.9 11.51 17.43 17.08%

| should also add that the the inclusion of the two property shares,
Growthpoint and Hyprop representing together 42 percent of the current
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portfolio value satisfies the prudential requirement and, unusually offered
superior share price growth which helped boost the portfolio performance.
Hyprop achieved 27.2 percent in calendar 2014 while Growthpoint
managed 13.5%.

Whenever | have written about this portfolio in the past it has inevitably
attracted queries from readers who would wish to emulate it. So to save
you contacting me, Multilect is the company which satisfies the legal
requirement that the portfolio be accountable to the SA authorities while |
perform the duties of the portfolio manager. Multilect, of 79 Oxford Rd,
Saxonwold, Johnnesburg, can be contacted on 011 486 4607.
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Designing a portfolio for
an elderly investor

by Richard Cluver

| was asked how one would design an investment portfolio for an elderly

woman who lives with her children, has a pension that is more than adequate

for her needs and has approximately R500 00O
account doing nothing. o

Traditional investment theory argues that the safest possible home for the savings of
the elderly is in Government bonds. But in my opinion they are a very poor choice
due to the fact that there is no growth element to such an investment. Furthermore
the Receiver of Revenue taxes the interest they pay which means that once inflation
is taken into account, people who invest in them long-term face a steady erosion of
their money. Consider the graph below of the most widely traded South African
bond, the
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Bonds are quoted in terms of their daily interest rate yield which, if you consider the
graph above you will see that at the current price they are yielding 7.6 percent. Now,
considering the fact that our elderly lady enjoys a comfortable pension, the
probability is that were she to buy the R186 she would pay something of the order of
40% income tax on the interest she would receive. So she would be left with an
effective 4.56 percent return on her money. The problem is, however, that over the
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past 12 months inflation in South Africa averaged 6.13 percent, so even if she re-
invested the entire after-tax income her capital would shrink by 1.57 percent a year.
Effectively then for the average person an investment in bonds means you will lose
money.

Furthermore, my usually very reliable ShareFinder computer programme projects
that the yield on the R186 will rise to 9.33 percent during this year and since a rising
yield signifies a declining price, our elderly lady would face a significant capital loss
in the year ahead if ShareFinder is correct. All in all then, bonds represent a very bad
option for an elderly investor.

Property Unit Trusts

Another popular choice for elderly investors is property unit trusts and here, for my

example | have chosen the biggest and most popular example in South Africa,

Growthpoint which is currently priced at a yield of 6.07 percent. Income from

investments like these consists of part dividend which is taxed at a flat 15 percent

and partinterest whi ch i s taxed at the investoros
have some of the disadvantages of bonds but the good news is that the dividend

portion usually enjoys an element of growth. In the case of Growthpoint the dividend

has risen at compound 8.45% annually over the past decade. As a consequence the

share price tends in average years to grow and in the case of Growthpoint the capital

value at an average of 16.9% annually since 2008. See graph:

GROWPNT
o Medium-Term Outlook (2015/02/18) : The market is in a rising trend. Distribution seling is accelerating. Price velocity is beginning to slow. Wait - pending sell. Close: 28.66
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For added safety she could team this with a similar property share like Hyprop which
has achieved compound 20.6% price growth over the past seven years. The current
dividend yield is 4.9%
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Her Safest Bet: A portfolio of ten blue chip shares as selected automatically by my
ShareFinder programme for someone who would not like to be exposed to too much
risk. but would simultaneously like to achieve the highest historical dividend growth
rate. The calculation assumes an invested sum of R500 000 which would yield a
current dividend of R13 878 rising to R314 280 in ten years. The capital would grow
from a current R500 000 to R4.2-million in the same period as detailed in the
projection highlighted in blue below.
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Comfortabhy Retived: Your portfolio should consiet exciusivaly of
Grand Old Favourtes with perhaps just ong Medium-Term: Market
Laader: s a partfolio sweetaner. Risk shiould: hel kapt below-0/28% 7|
Pleasa Hote: It'is desirable to b shares in foks of 100 or more.

Share | Quantity | Value | Risk] Return | Divero ||
* Cash 102084  1.00
MTH-GROUP 240 49080240 -24.85 1817 4750 |
CLICKS 573 4995987 840 2343 3295
RICHEMONT S07 4600020 1344 3339 3243
EOK 426 4006554 4972 6415 30.18
SABMILLER 83 4975186 -1549 2613 19.36

SPAR 277 AR B0 -31.23 1544 1092

SYCOM 1795 4000075 B0 672 590
TLTLE 4444 4999500 658 2187 99.30 |
MONBIFLE 242 4960116 2776 3459 5214
J5E 407 49 80006 -17.14 1226 28.41

500 000.00 097 25.61 36.62

— Projected Growth

Alternatively, assuming our elderly lady would like to have a bit of fun and is
prepared to face a little more risk in order to achieve maximum capital growth where
income growth is not the highest consideration, | would suggest the following.
Assuming that the trends of the past decade continue into the future, the current
dividend would be R24 870 which would grow to R1 163 100 in a decade and capital
value would grow from R500 000 to R17 453 000 in same period
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High Net Worth: Roughly half of your capital should be invested in
Grand Old Favourites. You can, however, afford the hueury of taking
on risk up 1o an aggregate total of -1.82% by making selections from
the Mid-Caps, Tighthy-held Mid-Caps and Medivm-Ternn Market
Leaders.

Share E Duantltyi 'I.n’aluﬂ HJ-&H Hehaml DivGro |
* Cash 1 143.57 1.00

HOWDEN 2272 S0 06800 2079 3206 9734
RICHEMOMT 1014 2093040 1342 33,39 3243
COROMNAT 951 9095961 32.19 60942 <4308
EOH 832 99 93108 4870 64.15  30.1B
MTH-GROUP 281 S0 B12.31 -24.85 18.17 <£7.50
SABMILLER 166 o0 503,72 -1549 26,13 1936
ITLTILE B 338 95 99,00 6.8 21.87 9930
MONDIFLC 485 40 gO&.15 277G 3450 52.14
JSE 315 S0 00270 -17.14 1226 2841
AFRIMAT o 246 9009846 24.31 40,21 14.04

1 000 000.00 1469 3523 46.89

—Projected Growth
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The scope for still lower
long term interest rates In

Prof. Brian Kantor
Chief Economist and Strategist

By Brian Kantor, chief strategist and economist, Investec Wealth & Investment

The JSE as a play aterest rates. The scope for still lower long term interest rates in SA

The importance of movements in interest rates for share prices over the past 12 months has never
been more obvious on the JSE. Interest rates turned out to be significantly loweexpanted early

in 2014 and a group of large cap interest rate sensitive stocks, banks, retailers and property
companies, have accordingly performed outstandingly well.

Since 1 February 2014 to 30 January 2015 our market cap weighted Index of largeresp iate
sensitive stocks generated a total return (including dividends) of 48.7%. The Global Consumer Play
Index, also market weighted and one that includes Naspers and Aspen, while also performing well
returned a lesser 42.9% while the JSE All Siedwerred 16.8%. The S&P 500, the best performer of

the developed equity markets provided a 12 month return in rands of 19.6%, a highly satisfactory
outcome, but less than half the return provided by the SA interest rate plays, as may be seen below.



Fig 1: Total index returns, 1 February 2014 to 30 January 2015.JSE Global Consumer Plays, JSE Interest
Rate Sensitive stocks, JSE All Share Index, S&P 500 Index (rands, February 2014=100)
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(Theindex of Interest Rate Plays is made up of the following 30 companies: BGA, FSR, GRT, INL, INP,

IPL, MSM, NED, RMH, SBK, TRU, CCO, CLS, CPI, FPT, HYP, NEP, PIK, RDF, RES, TFG, WBO, MPC, W|
CPF, ATT, PSG, RPL, AEG and FFA. The Global Consumer MR&sBire:@FR, MDC, MTN, NPN,

SAB, SHF, NTC and ITU)

These interest rate sensitive stocks on the JSE should be regarded as demandingly valued by the
standards of the recent past. They were priced at January month end at a well above average 16.9
times traling earnings. They surely have benefitted from unexpectedly lower interest rates.

Fig.2: JSE listed Interest Rate Sensitive stocks — Average price/earnings multiples (month end data,
2005-2015)
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Presumably these interest rate sensitive stocks will remain so, making the further direction of
interest rates in SA of great importance in stock selection and asseattln. Long term interest

rates in SA will moreover continue to take direction from interest rates in the US and Europe.
Furthermore the value of the rand is bound to be strongly influenced by the self same interest rate
trends.

Fig.3: US Treasury bonds vs German Bunds; 10 year yields and the yield spread
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Fig 4: RSA and US Treasury 10 year bond yields (daily data 2014 to 9 February 2015)
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When interest ratesn the developed financial markets decline, all things remaining the same,

especially country specific risk factors, funds will tend to flow towards less developed markets where
yields are higher. The search for yield in a low interest rate world willtieiedmpress yields and



yield spreads everywhere, so adding to the demand for emerging market currencies that supports
exchange rates, including the rand. And where the rand goes will influence the outlook for inflation
in SA and so the direction of shoerin rates. Over the past year lower euro yields have been very
strongly associated with a stronger rand vs the euro, as well as a weaker euro and rand vs the US
dollar. A weaker euro, both against the US dollar and the rand, has come with additional demand
&nbsp;for and lower yields on RSA long dated government bonds.

Figure 5: The rand/euro exchange rate and RSA yields (daily data 2014 to 9 February 2015)
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The wider spread between US and German yields shown in figure 1 has clearly helped to add to US
dollar strength and can be expected to continue to do so.

Fig 6: The euro and the US / Eurozone interest rate spreads (daily data 2014 to 9 February 2015)

1.7

1.6 - Spread

EuroUSD
1.4 1

1.3 1

WN\WWW

1.1 1

-

0.9

T

M2 M3 M4 MS M6 M7 ME MS M10 M11 M12 M1
2014 2015

— EURUSD
—— Yield Spread (US Treasury-Geman Bund 10 year)

Source: I-Net Bridge, investec Wealth & Investment




Given the freedom to move capitfrom one market to another, it is clear that interest rates in

Europe must influence rates in the US and vice versées in the US must influence rates in Europe
as well as SA and elsewhere. It seems as clear that, were it not for the weaknesgofdhene
economies and the threat of deflation there, as well as the promise of European Central Bank (ECB)
guantitative easing on a large scale (and so very low Eurozone interest rates), long term interest
rates in the US would have been a lot highenthiaey now are. The leading force in the longer end

of the global bond market may well be European deflation rather than US economic growth and the
reactions of the US Fed. The US economy seems firmly set on a good growth path. The impressive
growth in thenumbers of workers employed in the US is ample testimony to the strength of the US
economy. The latest employment numbers have been revised sharply higher for 2014, when an
extra 3.04 million employees were added to private payrolls. The response dklondJS interest

rates to these bullish developments has been quite muted.

These employment numbers may well encourage the US Fed in June to raise its own key short term
Fed Funds rate from its current zero level, as is now widely anticipated in the maar&gt. But

longer term rates may still take their cue from rates in Europe and stay where they are, with 10 year
Treasury yields staying closer to the current 2% level than the 3% level, which might be regarded as
more normal. In such a case, long temterest rates in SA will also not move sharply higher any

time soon. If however rates in Europe trend still lower under pressure from aggressive QE interest
rates in Europe, the US and SA can still surprise on the downside. A stronger dollar would press on
both US inflation and growth rates and weaken the case for higher short term rates.

While the level of RSA rates will respond to the directions of global markets it may be asked what
should be regarded as the normal level of interest rates in SA? TeevRdxank has spoken of the
normalisation of SA interest rates, implying higher rates should be expected, though in its latest
Monetary Policy Statement it referred to a likely pause in rates given the much improved inflation
outlook. Normal must refer toates after inflation or, when longer rates are interpreted, it would be
by reference to market rates after expected inflation, that is to say real rates.

In figure 7 below we compare RSA 10 year nominal bond yields with their inflation protected
alternative yield since 2005. Nominal RSA Yields have a daily average of 8.13% p.a since 2005 with a
high of 10.9 % p.a. in August 2098nd a low of 6.13 in May 2013. Inflation protected real yields
averaged 2.4% p.a with a high of 3.65% p.a and a temporargflov@8% p.a. in May 2013. The daily
volatility of both these yield series, measured by the Standard Deviation (SD) of the daily yields

about the average, was about the same, 0.69% p.a.

The difference in these yields, nhominal and real, may be regardednagensation for bearing the

inflation risk in vanilla bonds in the form of higher yields, has averaged 5.8% p.a with a SD of 0.61%
p.a. Inflation expectations revealed by the RSA bond market appear as highly stable about the 6%
p.alevel, whichistheugpbNJ SYR 2F (GKS wSASNBS .ly1Qa GFNBSI
in SA calculated monthly has notrwidentally averaged 6.1% since January 2005. Thus normal long
bond yields might be regarded as 6% for inflation plus 2.5% p.a as a real stomming up to
approximately 8.5% p.a yield on a long dated RSA bond.



Figure 7: RSA long term rates — Nominal and inflation linked 10 year yields and inflation compensation
(daily data 2014-2015)
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The evidence is that inflation compensation in the bond market follows the inflation trends with a

long lag. It will take a sustained period of well below average 6% inflation twedtie expected

inflation priced into nominal bond yields of about 6% p.a. It will take faster growth in SA and globally
to raise inflation linked 10 year real interest rates in SA meaningfully above their current 1.72% p.a.
This seems an unlikely devetopnt in the short term. The equivalent 10 year real inflation

protected (TIPS) yield in the US is only 0.28%, offering investors in inflation linked RSAs a real yield
spread of 1.5% p.a. This real spread appears rather attractive in current global canaessand

may well decline. This real spread can be compared to a nominal yield spread of 5.44% p.a. in favour
of 10 year RSAs on 9 February 2015 (that is the RSA at ABB%reasury at 1.94% = 5.44%, which

is very much in line with the trends in thigread since 2008).



