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by Richard Cluver
Figures published in the Financial Mail list South Africa’s top pension
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 I 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 I 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
readers’ information.

What interested me about the dramatic difference in performance between
my own and Investec’s pension portfolio is the fact that I sometimes worry
that I do not give it the attention I should. To illustrate this point, the last
time I traded within the portfolio was in January 2012 when I 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 I bought it, Mr Price which has grown 854
percent, Growthpoint that has grown 509 percent and Sasol that has grown
362 percent.

I should also add that the the inclusion of the two property shares,
Growthpoint and Hyprop representing together 42 percent of the current

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 I 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 I
perform the duties of the portfolio manager. Multilect, of 79 Oxford Rd,
Saxonwold, Johnnesburg, can be contacted on 011 486 4607.

Designing a portfolio for
an elderly investor
by Richard Cluver
I 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 000 “just lying in her current
account doing nothing.”
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
R186

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

past 12 months inflation in South Africa averaged 6.13 percent, so even if she reinvested 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 I 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 part interest which is taxed at the investor’s marginal rate so these instruments
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:

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%

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.

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, I 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

The scope for still lower
long term interest rates in
SA

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

The JSE as a play on interest 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 lower than expected 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 large cap interest rate
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 Share returned 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.

(The index 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, WHL,
CPF, ATT, PSG, RPL, AEG and FFA. The Global Consumer Plays are: APN, BTI, CFR, 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 trailing earnings. They surely have benefitted from unexpectedly lower interest rates.

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 asset allocation. 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.

When interest rates in 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 will tend to compress 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 short term 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 demands
&nbsp;for and lower yields on RSA long dated government bonds.

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.

Given the freedom to move capital from one market to another, it is clear that interest rates in
Europe must influence rates in the US and vice versa – rates in the US must influence rates in Europe
as well as SA and elsewhere. It seems as clear that, were it not for the weakness of the Eurozone
economies and the threat of deflation there, as well as the promise of European Central Bank (ECB)
quantitative easing on a large scale (and so very low Eurozone interest rates), long term interest
rates in the US would have been a lot higher than they 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 the numbers 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 of long term US 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 money market. 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 term interest 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? The Reserve Bank 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 to rates 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 2008 – and 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 temporary low of 0.38% 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, nominal and real, may be regarded as compensation 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.a level, which is the upper end of the Reserve Bank’s target range for inflation. Headline inflation
in SA calculated monthly has not co-incidentally 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 return, summing up to
approximately 8.5% p.a yield on a long dated RSA bond.

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 to reduce the 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 development 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 circumstances and
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 7.38% - US Treasury at 1.94% = 5.44%, which
is very much in line with the trends in this spread since 2008).

The case for JSE listed interest rate sensitive stocks at current demanding
valuations could be based on the prospect of a further decline in SA
interest rates. In the first instance this is on US rates rising less than the
currently modest 20bps expected by the US Treasury bond market in a
year’s time. The market is expecting the 10 year US Treasury Yield to rise
from the current 2% p.a to approximately 2.2% p.a in a year. This
expected increase should not be regarded as a grave threat to the SA
bond market. It could take lower rates in Europe to deny such
expectations or any softer actions or words from the US Fed regarding its
Fed Funds rate.
The other hope for interest rate sensitive stocks on the JSE would be a
decline in the RSA real rate, which appears quite high, compared to real
rates elsewhere. A modest decline in the real rate would help depress
nominal rates. A more likely, but more and more potentially significant
decline in RSA bond yields could follow any decline in inflation expected.
This could occur if SA headline inflation stays well below the 6% mark for
an extended period of time. Clearly, with interest rates and the
valuations of interest rate sensitive stocks where they are, there are
upside as well as downside risks to interest rates in SA and to SA interest
rate sensitive JSE listed companies.

Keystone Pipeline Is DOA: Is
the Trans-Alaska Pipeline
Next?
By Tony Sagami
Both houses of Congress passed legislation approving the Keystone Pipeline last week, but it’s
headed for a certain Obama veto. “As we have made clear, the president will veto this bill,” said the
White House.
The Keystone Pipeline, however, isn’t the only pipeline that President Obama wants to kill. Obama
hasn’t vocalized his opposition, but his secret wish is to kill the Trans-Alaska pipeline.

“This administration is determined to shut down oil and gas production in Alaska’s federal areas,”
warned Senator Lisa Murkowski (R-AK).
The Trans-Alaska Pipeline was completed in 1977, stretches 800 miles from Prudhoe Bay in northern
Alaska to the Port of Valdez in southern Alaska, and has the capacity to transport over 2 million
barrels of oil a day.
To put that 2-million-barrels number in perspective, America consumes almost 19 million barrels of
oil a day, so the Trans-Alaska Pipeline has the capacity to deliver a not-insignificant 11% of our
country’s oil needs.

How can Obama shut down the Trans-Alaska Pipeline? Through a combination of his executive
power and existing environmental laws. Here’s the deal:
In late January, Obama announced that he will use his executive authority to designate 12 million
acres in Alaska’s Arctic National Wildlife Refuge (ANWR) as “wilderness.”
On the surface, that doesn’t sound so bad. After all, who doesn’t want to preserve our pristine
wilderness? However, “wilderness” also means NO DRILLING.
Northern Alaska is bursting-at-the-seams rich with oil. The Arctic Outer Continental Shelf is
estimated at 27 billion barrels, ANWR is thought to have at least 28 billion more, and the National
Petroleum Reserve-Alaska (designated in 1976 as a strategic petroleum stockpile) has 896 million
barrels of oil!
Yet not a drop of oil is flowing from these areas.
The wilderness designation for ANWR is Obama’s long-term strategy to starve the Trans-Alaska
Pipeline to death.
ANWR is the land east of the Trans-Alaska Pipeline, but Obama has already cut off the area west of
the pipeline for drilling. In 2010, the Interior Department closed roughly half of the 23.5-million-acre
National Petroleum Reserve-Alaska (NPRA); the area west of the pipeline.
Despite the White House taking credit for the increase in US oil production, the reality is that the
Obama administration has made it harder—not easier—to drill on federal land.
That’s why the volume of oil that flows through the pipeline has slowed to 500,000 barrels a day.
If ANWR receives “wilderness” designation, oil flows will fall even more—and that is Obama’s goal.
Why?

If flows fall below 300,000 barrels a day, the pipeline simply can’t operate because of all types of
operational problems. Less oil means slower oil, and slower-moving oil means colder oil. And colder
oil causes problems.
In short, if output drops below 300,000 barrels a day, the Trans-Alaska Pipeline will have to shut
down due to flow requirements. And by congressional law, the Trans-Alaska Pipeline must be
dismantled if it ceases to operate. Yup… dismantled.
If you’d like to read a more detailed analysis of the Trans-Alaska Pipeline situation, check out the
detailed, free report that Gary Halbert, a longtime dear friend, wrote.
Is there an investment opportunity in this assault on Alaskan oil?
The long-term implications are disastrous, but the short-term impact (and opportunity) will be on
the companies that produce/provide oil-drilling equipment.
Schlumberger, Halliburton, Baker Hughes, Helmerich & Payne, Weatherford International, and other
oil-services companies will be headed for even more pain; betting against their stocks through either
short selling or oil-service sector put options should pay off in a big way.
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What Uber Could Teach
the American Economy
By Samuel Rines
America's employment picture has certainly improved — but major challenges related to wage
growth and part-time work remain. Yet, one company has an employment and pricing model that
might offer solutions.
The ride-sharing technology company Uber understands more about the U.S. economy than it is
given credit for. Consider Uber’s use of surge pricing. Sometimes you need surge pricing and surge
pay to balance supply and demand. Surge pricing gets more drivers on the road, and makes people
think twice before requesting a ride. It also allows the Uber driver to determine to a great extent
when, how long and where they work. Traditional businesses do not have surge pay to adapt to
increases in demand and attract workers—overtime and signing bonuses do not adjust supply in real
time.
Unfortunately, the United States as a whole is not as nimble an operator as Uber. The labour market
is an intriguing mix of good and bad news. On the positive side, the unemployment rate is 5.6
percent, employment is above the pre-Great Recession peak, and employment growth has been
steadily increasing for a couple years. Worryingly, the JOLTS report indicates the United States has 5
million job openings, the United States is facing stagnant wage growth, a plummeting labour-force
participation rate and part-time employment remains a stubbornly large portion of the labour force.
There seems to be phenomena at play not receiving attention—the interaction between the
contestability of jobs and the complacency of jobs.
The “complacency of jobs” refers to the lack of incentive to work for lower wages than a worker’s
perceived skill set deserves. Someone who lost a relatively high-paying job during the Great
Recession might be less likely to accept a low wage simply for the sake of having a job. A lack of
motivation, or holding out for a higher wage may begin to explain the declining unemployment rate
and the plummeting labour-force participation rate the United States has today. The lack of financial
incentive to take a job leaves both the person out of work (and either in the ranks of the
unemployed or out of the labour force) and the company with a job opening. A refusal to work for a
perceived low wage should eventually have the effect of pushing wages higher, but this has not been
the case so far.
There are other factors working against the numbers as well. In a “normal” economic recovery, there
is the expectation that as the labour market tightens, wages increase. This encourages people to
switch jobs or even re-enter the labour force. Theoretically, the job opening above would increase
the salary or hourly until it was filled. But wages do not seem to be moving even as the
unemployment rate falls. This is why contestability matters.
Jobs are lost en masse during recessions. Companies shed workers to remain profitable (or solvent)
in the downturn, and some get hired back. This may be changing, though. As a wide array of U.S. and
developed-world jobs come under attack from automation, global high-speed internet connectivity,

and the emerging cheap but highly educated labour force willing to perform skilled work for low
wages, many people are simply not going to be paid as much to do what they are doing. This is
exacerbated by a strengthening U.S. dollar that makes foreign labour appear more attractive. Labour
is being priced on the world market, not the local market. And this suppresses wages below where
they would be in a closed economy.
The global economy is setting a wage ceiling in many U.S. jobs, and recruiters and hiring managers
understand that many jobs can be filled abroad. The contestability of labour is keeping wages low,
even as unemployment falls, because many jobs can be automated or outsourced if wages rise too
much. Wages are pressured, even as fewer workers are chasing the same job in the United States,
because there is a global workforce chasing those jobs as well.
There is another factor at work in the United States—part-time employment—and its multi decade
rise as a proportion of the labour force. Typically, the U.S. economy could rely on increased
productivity to pick up the slack from fewer workers. The growth equation of more workers making
more and more stuff per hour appears to be slowing. The shifting composition of the labour force
with more part-time and fewer full-time employees could explain some of the slowdown in
productivity. Part-time employees may be less efficient and have lower levels of productivity. And
part-time employment increased during the Great Recession and remains high today.
In many ways, the United States is fertile ground for the kind of jobs created by Uber. Uber allows
for part-time and flexible hours, the jobs are non-contestable (at least until there are self-driving
cars), and the complacency factor is counteracted by surge pricing.
A recent Economist article suggested the world is divided “between people who have money but no
time and people who have time but no money.” Without an emphasis on creating low-contestability
jobs (like construction and those in the oil patch—you cannot replace an oil worker with a robot—
yet) that are low complacency (oil-field jobs also pay a lot relative to other jobs requiring a similar
skill set), it is difficult to see how this trend reverses. Instead, the U.S. labour market is reacting
rationally to a changing world—one where wages feel little pressure and people hold out for better
jobs. The equilibrium between wages, employment and participation will eventually be found. For
now, though, the United States is becoming increasingly idle.
Samuel Rines is an economist with Chilton Capital Management in Houston

