-

by Richard Cluver
Just out is the latest Wealth Report which claims that there 46 800
high net worth individuals currently living in South Africa, made up of
34 100 Whites, 4 900 Blacks and 9 800 Indian, Asian and Coloured
people.
It is a surprisingly low number which has often caused me to wonder how
accurate it is! Just to explain, the Wealth Report is produced on behalf of
global estate agency Frank Knight which is headquartered in London with
offices on five continents. The company defines a high net worth individual
as someone who owns investible assets in excess of one million US
Dollars which equates, at our current exchange rate, to R12 297 400 and it
believes there are a total of 12-million people living worldwide who qualify
for inclusion in this exclusive grouping and who collectively own assets
totalling $20.8-trillion which represents an increase of $700-billion during
2014.
The problem with this report is that other analyses produce somewhat
different figures. Take New World Wealth which estimates that there are 46
522 dollar millionaires in South Africa. Then London’s Daily Telegraph puts
the total investible assets of the world’s dollar millionaires at $46.2 trillion.
Then there is Stastista, a database which calculates that there are 128,220
ultra high net worth individuals in the world. Then there is our own BOE
which just a few years ago defined South African high net worth individuals
as folk possessing investible assets excluding their primary residence of
over R5-million or an annual income of exceeding R1,5-million. Then there
is our own SA Revenue Service which in a recent court case defined high
net worth people as those with an annual income of R7 million or more
and/or gross wealth of R75 million or more. SARS says there are 2 300
such individuals on its register.
The most respected of all is the Forbes Magazine list which has been
available every year since March 1987 and which does not bother with

mere dollar millionaires. By its sampling, which is arguably the most
rigorous of all the reports, there are 1 645 dollar billionaires living today and
their total net worth adds up to $7.05-trillion. The average worth of this
group is currently $3.86-billion.
Given that it is currently estimated there are 7 324 782 000 people living in
the world, by the Wealth Report’s calculation of 12-million high net worth
individuals worldwide, even this comparatively modest grouping represent
a mere 0.16 percent of the world's population and not surprisingly, the
greatest concentration of dollar millionaires is to be found in the tax haven
of Monaco where 574 people out of every 100 000 qualify compared with
just 12 in the United States. Given our population of 54-million, we trail far
behind such wealth densities with less than one individual per 100 000
South Africans....the actual local number is 0.86 people per 100 000 and 69
percent of their total wealth is in White hands.
Not surprising also is the fact that many white high net worth people have
left the country because they are being forced to bear the major burden of
taxation in this country with a mere eleven percent of our taxpayers
currently contributing 61 percent of all personal taxes to the fiscus. And that
burden has risen with the latest tax increases which, after allowing for
inflation, represents at least a three percent increase. Furthermore there is
little doubt that there is more to come with probable increases in capital
gains tax, dividend tax and in the individual tax marginal rate for unless
Finance Minister Nhlanhla Nene’s Cabinet colleagues stand firm on a
coming set of civil service wage demands later this year’, it will prove utterly
impossible to balance the nation’s books.
The latter has prompted many local observers to question how soon some
form of tax revolt might begin if, indeed it has not already done do as
evidenced by the draining away of wealthy people to homes in more taxfriendly climes. Of the high net worth individuals who remain here, 50
percent live in Johannesburg, 19 percent in Cape Town and six percent in
Durban. So, for example, Durban is a city with a population currently
estimated to 3.01-million which implies that for every 100 000 people living
in Durban, less than one is a high net worth individual.
So, notwithstanding whatever means test you care to apply, high net worth
individuals are rare birds indeed. And there is an even rarer category of
dollar billionaires yet, according to the latest Wealth Report 53 more people
became dollar billionaires last year taking that total to 1 844. The greatest
number of these live in Europe with Asia second and North America third.
So if you are reading this and you qualify for any of these categories, it is
time to recognise just who you are. And I know that a large number of
South African high net worth people are readers of this publication. We
found that in a survey we conducted a few years ago and I have no reason
to think our readership demographics have changed much.

What, however, truly amazes me about these statistics is how few truly
wealthy folk there are in most societies. After all, I have spent the major
part of my working life illustrating how easy it is to accumulate wealth, even
in a society like ours were it is estimated that the Government is collecting
over two thirds of all the money we earn by way taxes, duties, levies and in
the double-taxation issues where we are forced to pay for our own medical
care, home security, children’s education and so forth despite bearing the
major burden of the state’s cost of providing these universally guaranteed
by sadly grossly inferior services.
How to do it? Some readers will recall the following calculation which I
published in The Investor a few years ago which began by measuring the
performance of South African Blue Chip shares as selected by my
ShareFinder computer programme; that is the shares of companies which
have delivered constantly-rising dividends for a minimum of the past ten
years.

Then I took the examples of two young university graduates just starting work on
average salaries of R200 000 a year. The one elects to marry his college sweetheart
and buy a house using mortgage finance. The other elects to defer such purchases
until he has some capital behind him, saving the same amount as the first graduate
is paying to redeem his bond:

Graduate one raises a R1-million mortgage which, with repayments, costs him half
his income: R100 000 a year for the next 50 years.
Graduate number Two decides he would rather save R100 000 a year until he can
pay cash for his home: Blue Chip Shares give him 22.8% plus 3.2% dividend = 26%
annual growth rate

After 50 years, Graduate Number One has finally paid off his bond. In the process he
actually paid five times the original purchase cost of the house. while Graduate
Number Two kept on saving half his income and is one of the richest men on the
planet; worth an incredible R16.2-billion.

Of course, you can do better than the Blue Chip average. This managed portfolio
which is featured as a core portion of my “Prospects” newsletter service has
averaged 34.7 percent compound annual average growth since its inception in
January 2011. With dividends re-invested it thus offers a “Total Return” of 41.33
percent.

At 41.33 percent compound his savings grow to 15.5-trilllion in 50 years making him
the richest man in the world!

But what about someone with far more modest expectations? You are middle aged
and seeking a retirement plan:
—You earn R30 000 a month and you have 15 years to go to retirement.
—Start saving a tenth of your income and invest in Blue Chip shares
—In 15 years you will have a capital sum of R14.33-million
—Which will provide you with a tax-free R430 000 a year
—Or you could invest half the capital in bonds at 8% yield to give you a taxable
R537 138 and half in growth shares to give you R214 927 = annual R752 065 = R62
672 monthly.
Here’s the proof:

Have I offended you all?
I'll spell it out
Both as a tribute to former Sunday Times editor Ken Owen and
because of its incisive insight into how South Africa is functioning
today I have published a speech he made at his 80th birthday last
month, just before his recent death. Ken and I worked together in
Washington.
I did not want to make this speech. I told Kate I had become an old fart in the wrong
century, and I had nothing to say, but Kate: said “Say something to offend everyone!”
That's not easy. How in heaven do you offend Hugh Corder when he forgives you
even before you have sinned?
But let me try. I'll start by saying that as I look back on my life I think I have always
tried to find and hold the middle ground — between Hitler and Stalin, between left
and right, between Afrikaans and English, between black and white. It started when I
was very young with two episodes that framed my life.
The first was at the end of the war when I was about 10. My mother used to give me
a sixpence for bus fare from where we lived, below the slag heaps of Iscor in
Pretoria West, to the public library just east of Church Square. But I preferred to walk
back and use half the fare, a tickey, to take out a second book.
Just west of Church Square was a row of shabby little shops, probably run by
refugee Jews from the thirties. One of them had pasted in his window the first
pictures of the Nazi death camps, whether Auschwitz, or Majdanek, or some other
camp, I do not know. I stared at the pictures in absolute horror. My idea of war was
Biggles and flying Spitfires. Nothing had prepared me for mass graves, or piles of
corpses, and emaciated people reaching through barbed wire. It was a horror I had
never imagined and I don't think I ever recovered. On my bookshelf you will still find
the Auschwitz chronicle, essentially a list of the names of Jews who went to
Auschwitz and the dates when they died.
I became obsessed with the camps and read everything I could on the subject,
starting with Lord Russell's early history of Nazi atrocities.
That episode was the first stake in the ground. I hated the Nazis, and all their spawn
The second episode came five years later when I was 15 . I took from the town
library in Lydenburg a book titled I Chose Freedom by Victor Kravchenko. It
described his incarceration in the slave camps of Kolyma, and his escape. Kolyma
lies just north of the Kamchatka Peninsula, mostly in the Arctic Circle, where the
temperature drops to -60 degrees centigrade, and the climate is too harsh even for
the Russians. The area is populated only by a few indigenous hunters — Eskimos or
Indians, I would call them, and by renegades. They saved Kravchenko's life, taking

him into their warm huts. I was fascinated by his account of having to fill his mouth
with snow before going indoors, lest his teeth crack.
Kravchenko convinced me that the Communists were an exact mirror image of the
Nazis, no less brutal, no less part of an inhumane system, no less evil. Morally and
politically, they were the same putrid thing. I hated them as I hated the Nazis.
That was the second stake in the ground. And between these stakes I have lived my
life.
For years I wandered around Anglo Saxon countries asking if anybody had read
Kravchenko. Nobody had. In France it was different. The book was a best seller, to
the outrage of the intellectual Left, led by Jean-Paul Sartre, who was then a
Communist. The Soviets were furious and fed scurrilous stories about Kravchenko to
its fellow travellers and French Communists in an attempt to discredit him and his
book.
Kravchenko sued for libel in what turned out to be a spectacular show trial. The
Soviet embassy sat behind the defence, feeding information to witnesses. They flew
Kravchenko's former wife from Moscow to testify that he was a drunk, a liar and a
wife beater. In the witness stand she was a drab figure, looking demoralised and
frightened.
Under cross-examination she disintegrated completely, the defence called for an
adjournment, and that night she was flown back to Moscow, never to be heard of
again. So Kravchenko won his case but such was the domination of Paris's
intellectual life by the left that he was awarded damages of one franc, or it may have
been 10 — a derisory amount. Kravchenko left France in disgust for the US, and
never returned.
In faraway Lydenburg I knew nothing of this but my views hardened as I read more
— This was a time when visitors to Russia were still crying out, “I have seen the
future and it works!”, while five million Ukranians were starving to death. But Arthur
Koestler's “Darkness at Noon” drew a different picture. Later Menachem Begin's
“White Nights” confirmed what Kravchenko had said. In the end, Solzhenitsyn put an
end to the argument with “The Gulag Archipelago”. And Khrushchev confirmed it all
in his denunciation of Stalin at the 20th Congress.
As you can imagine, my view that the Communists were no different from the Nazis
put me outside the intellectual mainstream of my time. Often I found myself standing
alone, but I had no other choice. All my life I played my hand as it was dealt.
I noted with some scorn that more passion was aroused by McCarthyism than by the
Soviet invasion of Hungary. Don't get me wrong. Margaret Chase Smith, Republican
senator for Maine, was one of my heroes because she stood up to McCarthy when
Bobby Kennedy was still grovelling. But I saw the whole affair as a display of
cowardice by folk in Hollywood, most of whom ratted on each other. In time, the
American system swung back into balance and McCarthy was destroyed.
The invasion of Hungary was different — the brutal military suppression of a people
to subject them to what I might call left wing Nazism. But few intellectuals were much
upset. A few left the Communist Party, Sartre shuffled right wards to democratic
socialism, and the issue faded away. The intellectual mainstream went back to
attacking western imperialism and American capitalism, and life went on undisturbed

until the invasion of Prague. Then back to attacking capitalism and imperialism. I
wanted no part of it.
Other things happened.
In 1964, the year of Mississippi Burning, I worked in Mississippi as a volunteer for
SNCC, which was headed by Stokely Carmichael, who was I think Black Panther.
My part was mainly to ride about in "integrated cars", as we called them, and to sing
"We shall overcome" in various country churches.
However, Mississippi showed me how much courage, discipline and training went
into eliciting the latent violence of the system without responding with counterviolence. I became a great admirer of Martin Luther King and through him of Gandhi,
the Mahatma. Both rejected armed struggle in favour of passive resistance, both
demanded discipline, and both worked in a framework of liberty and equality.
Algeria was a moral problem of the fifties in which I followed Camus, again not the
phony revolutionary theory of Sartre. Sympathy for the Algerians did not preclude the
hope that if revolutionary violence could be avoided, a solution might be negotiated
that would make it possible for the one million French colons to stay in Algeria as
useful citizens. You can see the relevance to South Africa.
In New York I heard a Hungarian say: "In the West the throwing of a stone is a
political act, in the East it is a lamentable breakdown of self-discipline." I understood
what he meant.
I won't bore you any further except say that these experiences hardened into a few
ideas:
1. I was hostile to romantic theories of revolution, so popular at the time, Che
Guevara and all that.
2. I came to believe that the manner of liberation would determine the character of
the post-revolutionary government.
3. I was convinced that success of armed struggle could only occur after civil war
and would condemn us to totalitarian government by a vanguard party, which would
impose democratic centralism on us; would deploy cadres to all positions of power;
would subject the judiciary and the legislature to the will of the party; would centralise
control of the economy; and enforce its will by controlling the security agencies.
That, essentially, is what we have got. I watch with amusement as that trio of oldstyle commies, Ebrahim Patel, Rob Davies, and in the presidency, Jeff Radebe, try
simultaneously to govern the country, centralise control of the economy, and
overthrow international capitalism. It’s ambitious!
Six people in the NEC decide who goes to form the majority in Parliament. The same
six control the security agencies, one appoints the judges. Together they deploy
cadres to fill all important posts. Once in five years we get a chance to voice our
disapproval, a futile exercise. The ideology and intellectual framework constructed by
armed struggle is what I feared when I tried to unmask the communist conspiracy
behind the ANC and was accused of looking for reds under the bed.
So you see I was far out of the mainstream, with some funny consequences. When I
was appointed to try to rescue the Rand Daily Mail after the mess Allister Sparks had
made of it, the Black Sash organised a public protest against my appointment. The

main speaker was — wait for it — John Kane-Berman, who denounced me as too far
right to sully the precious Rand Daily Mail.
En Kyk hoe lyk hy nou!
Have I offended you all? I'll spell it out: if you were more passionate about Julius and
Ethel Rosenberg than about Hungary, then shame on you. If you have ever
condoned or accepted armed struggle, then shame on you. And here's the one to
catch you all, if you have never worried about Reds under the bed, then shame on
you. Finally, if you have been part of the Left consensus, then shame on you.
All offended? Even Hugh Corder? OK,
Kate? Offensive enough?
I have two more brief things to say. The
first is something I have never said in
public for fear of the harm it would do if I
started drinking again, but I say it now: I
would not have reached the age of 40, or
even 36 but for the tender and loving care
I received from a bunch of drunks when I
crawled into Alcoholics Anonymous 45
years ago.
Lastly, I have had a fantastic life with Kate,
full of adventure and love and endeavour.
For much of it I have been guided by
William the Silent: it is not necessary to
hope in order to undertake, it is not
necessary to succeed in order to
persevere. But Kate was sent from Mount
Olympus or somewhere to teach me to
love, to see beauty, to read well, to widen
my horizons, to give me a rich new life
including 4 step-children who have been
unfailingly kind to me, and she widened
our circle of friends to the point where we
could not have them all here tonight. It has
been a fairy book love story.
I am so grateful to you all my friends for
coming here tonight, for what is probably
my last gathering, and while it is a joy to
see you, I must say to you that I relinquish
life easily, and I hope gracefully. It is time
to go.
Goodnight.

The scope for still lower
long term interest rates in
SA

By Brian Kantor, chief strategist and economist, Investec Wealth & Investment
The global economy is still the main determinant of performance on the JSE. In this
note, we break the JSE into three main categories, interest rate plays, commodity
plays and rand hedges, and look at how these are likely to perform according to
certain global and SA market conditions.
Asset Allocation depends firstly on the outlook for the global economy
In recommending the right mix of equity, bonds, property and cash for a South
African portfolio, the first and most important step is to form a view on the state of the
global economy over the next 12 months. This view then can be translated very
directly into a view on global equity and bond markets and commodity prices. The
JSE, if the past is anything to go by, can be confidently predicted to continue to
follow emerging equity markets very closely. The issue then for the asset allocator is
to decide on the extent of equity exposure and which part of the equity markets will
best serve their purpose, given the outlook on the global economy.
The rand is a global risk on currency and inflation and interest rates in SA will
take cues from the direction of the rand.
The rand is very likely to take its cue from global markets. The more (less)
favourable the economic outlook, the greater (weaker) the global appetite for risk,
the stronger (weaker) will be the foreign exchange value of rand. Where the rand
goes, the SA inflation rate will follow. Long term bond values will tend to move in the
opposite direction to that of the actual and expected inflation rates.

If the domestic economy is judged to be operating well below its potential and this is
expected to persist, the Reserve Bank will hesitate to raise interest rates even as
inflation picks up.
This reluctance to raise short term interest rates in 2011 represented something of a
welcome break with past practice and proved helpful to the performance of the SA
economy plays last year. Adjusting interest rates lower as inflation recedes may also
be restrained in the future for fear of the presumed danger of excessive reliance on
foreign capital inflows as the economy picks up momentum.
Rand strength is good for the SA economy – especially when accompanied by
higher commodity prices (in US dollars)
It is very clear that rand strength encourages domestic spending and rand weakness
slows it down. The stimulus provided for consumers from more attractive prices for
imported goods in the stores and for goods and services with high import content
can be reinforced by lower interest rates. A strong rand therefore is likely to boost
the earnings of companies dependent on the SA economy, the so called SA
economy plays that benefit from strength in final sales and lower costs of imported
goods. Their top lines improve and the bottom line benefits additionally from wider
operating profit margins. Banks too benefit from a stronger economy that demands
more bank credit and leads to fewer bad loans. A weaker rand will have the
opposite effects. Clearly, if rand strength is predicted then SA economy plays should
offer very good returns and should be avoided if the rand is expected to weaken.
The implications of SA specific risk for the rand on asset allocation
Were the rand to be expected to weaken for SA specific reasons, this would
decidedly favour rand leverage stocks over SA economy plays for the SA portfolio,
especially if the global economy performs well and commodity prices remain
elevated in US dollar terms. Rand leverages are companies, most obviously
resource companies, with US dollar revenues and mostly rand costs. Other things
being equal, especially with USD prices of metals and commodities unaffected, rand
weakness helps to improve the operating margins of those companies.
There is no escaping the damage caused by a rand that weakens in response to less
favourable global conditions
Yet even the purest of rand hedges or rand leverages cannot escape damage to
their share prices, when the rand and global equity and commodity markets fall away
because the outlook for the global economy has deteriorated. A weaker rand may
limit the damage to their share prices expressed in rands, but is unlikely to mean
higher rand share prices.
We have discovered that, in the absence of rand weakness for SA specific, rather
than global reasons, there are very few rand hedges: stocks whose rand values
improve with rand weakness or decline in rand value when the rand strengthens.
Gold shares might however be an exception in this regard as the gold price in US
dollars and (even more so) in the weaker rand can improve the rand and US dollar
values of gold shares in very uncertain times.
If the rand remains stable or strengthens should we prefer SA economy plays or
Resource companies? A basis for decision making.

Clearly if the rand is expected to come under pressure because of anxieties about
the outlook for the global economy, a risk off portfolio (less weight in equities) and
more in safe havens, would be recommended. An improving outlook for the global
economy calls for a more risk on approach. If so, which
shares should be recommended for SA investors?
To provide guidelines for portfolio construction designed
to be highly consistent with a top down view on the global
economy, it is helpful to categorise the large companies
listed on the JSE into three categories. The first group will
be comprised of those whose share prices are sensitive
to SA interest rates, ie companies largely dependent on
the SA economy, for example banks and retailers
(Interest Rate Plays). A second group of those will be
comprised of companies who are much more sensitive to
commodity prices, typically resource companies
(Commodity Price Plays). Then there is a further third
category of JSE counters that are not particularly
sensitive to either interest rates or commodity prices
(Hedges).
It should be noted that the interest rate sensitive stocks
include most of the obvious candidates: the banks and
the retailers. The only surprise inclusion is Naspers
(NPN) that appears as SA interest rate sensitive, despite
its exposure to offshore economies through its internet
linked subsidiaries. The commodity price sensitive mining
and resource stocks, including the large diversified mining
companies Anglo American (AGL) and BHP Billiton, are
predictably sensitive to commodity prices. The large gold
mining companies, Gold Fields (GFI) and Anglo Gold
Ashanti (ANG), reveal themselves unsurprisingly as
hedges - sensitive to neither interest rates nor commodity
prices. The other hedges include companies that are
much more dependent on offshore economies than the
SA economy, for example SABMiller (SAB), Aspen (APN)
and also Old Mutual (OML).
Measuring performance of the groups
Investec Securities has created indices of these
groupings and measured their stock market performance
since 2003. As may be seen below, the Interest Rate
Plays have been the distinct outperformers and the
Hedges the distinctly underperforming sector of the JSE
since 2003. The Hedge Index has been dragged down by
the gold shares and Old Mutual.

Figure 2. Total returns for each index. Feb 2003=100

Source: Investec Securities

Figure 3. Annual average total return for each index Feb 2003 – Jan 2012

Source: Investec Securities

The Interest rate plays have become more favourably regarded by the share
market. Is this justified?
It follows that if we expect interest rates to move up or down, we would add to or
avoid the SA plays. If we were to predict SA specific rand weakness or strength, we
would much prefer more or less exposure to the commodity plays and or hedges. If
we were less optimistic about the outlook for metal and commodity prices, while

sanguine about the global economy, a
bias in favour of the hedges would be
called for.
Optimism about both commodity
prices and interest rates, implying a
stronger rand, would be good for both
the commodity and the rand plays.
The issue of which stocks to prefer in
circumstances favourable to both
groups, interest rate or commodity
price plays would then have to be
influenced in our recommended
weights for interest rate or commodity
plays by the current valuations of the
two groups of companies. Depending
then on how relatively demanding or
undemanding such current valuations
may appear one might recommend
more or less of the SA plays or
commodity plays.
We show below that the SA interest
rate plays have become more
demandingly valued relative to the
commodity price plays. Part of the
superior performance of the interest
rate plays over the past 10 years has
come from a re-rating of the interest
rate plays compared to the commodity
price plays. Investors have come to
pay more for the group of interest rate
plays relative to their earnings while the multiple attached to commodity price
earnings has remained largely unchanged over the years.
As may be seen, the interest rate plays now enjoy a higher rating (lower earnings
yield implying faster and or more stable earnings growth to come) and that this yield
has declined.
This rerating of the interest rate plays and relative de-rating of the commodity price
plays has occurred despite the fact that the group of commodity price plays included
in our Index of them have delivered on average faster growth in earnings than the
interest rate plays over the period 2003-2011. As may be seen, the earnings yield of
the Commodity Play Index increased markedly during the Global Financial Crisis,
receded thereafter and are currently somewhat elevated and significantly higher than
that of the interest plays- indicating a relative de-rating.

Figure 4. EYs over time – Commodity price plays back to starting level

Source: Investec Securities
Figure 5. Annual earnings growth Feb 03 - Jan 12

Source: Investec Securities

It should be noted in favour of an improved rating for the Interest Rate Plays that
they have tended to pay out more in dividends over the years (increased the ratio of
dividends to reported earnings), while the commodity plays have trended in the
opposite direction as we show below.
Figure 6. Pay-out ratio

Source: Investec Securities

The commodity plays have remained cyclical rather than growth stocks
The improving cash flows of the commodity plays have been used to reduce debt
rather than pay dividends or increase production capacity as we show below. The
commodity plays as a group have generated cash flows well in excess of their
investment programmes. The pace of these investments in plant, equipment and
acquisitions, having increased over the period 2003- 2006, has stabilised or trended
lower since 2007. The managers of these companies therefore have adopted what
might be described as a defensive rather than a growth posture, perhaps responding
to the turmoil in debt markets that have made rolling over bond issues seem a
hazardous process. This cautious approach may be the reason why they have
remained regarded as cyclical rather than growth companies.
Figure 7. Commodity Price Plays’ investment in additional capacity – well exceeded
by operating cash flows

Source: Investec Securities
Figure 8. Debt to equity ratio of Commodity Price Plays

Growth and predictability of earnings and dividends can justify a re-rating
The SA interest plays have been able to offer shareholders not only growth in
earnings and dividends, they have also been able to deliver growing dividends in a
more predictable way. Their earnings cycle has become significantly less variable
over recent years while the earnings delivered by the commodity plays have
remained highly volatile. The interest rate plays survived the recession of 2008-09
with far less damage to their earnings and dividend flows, than did the commodity

plays. Clearly, shareholders are prepared to pay more for predictable dividend flowsbased on predictable earnings and a higher ratio of dividends to earnings. The
decision of the Reserve Bank to keep interest rates on hold in 2011 was particularly
helpful to the performance of the interest rate plays in 2011.
Figure 9. Historical earnings per R100 invested in Feb 03

Source: Investec Securities

We therefore are of the view that the improved rating of the SA interest rate plays is
justified on their fundamental merits. The cyclical nature of the commodity plays has
restrained their rating and the strong and consistent growth in the earnings and
dividends of the SA interest rate plays has improved their ratings. Therefore we
suggest that there is no current valuation argument to prefer commodity plays over
the interest rate plays in the event of rand strength.
Why the SA interest plays may still be preferred in a favourable environment
for equities
The case for both would have to be based on a prediction that equity valuations in
the months to come will generally benefit from more risk tolerance and that the rand
will benefit from such strength. From the perspective of the rand investor, rand
strength may take some of the gloss off resource earnings and so add to the case for
the interest rate plays. Rand strength will help hold down inflation and interest rates
to the advantage of the interest rate plays. Our own inclination is to place a higher
probability on less global risk aversion to come and rand strength rather than rand
weakness. Our sense is that given an optimistic view of the global economy, a slight
preference for interest rate plays would be in order.

There Will Be No Rate
Hike in June
By Jared Dillian
You might have heard that the FOMC removed the word “patient” from its directive,
in that it would no longer be “patient” in waiting to remove monetary policy
accommodation.
Lots of people were betting—have been betting for weeks—that this would be the
meeting where Janet Yellen would lay out the path for a rate hike in June. The dollar
has gone straight up against just about every G10 currency.
They did remove “patient.” But in the end, the Fed folded—as they always do.
Writing in other forums, I have been making the case for a long time that the Fed has
no intention of hiking rates, possibly ever. They want to want to hike rates, but they
don’t really want to hike rates.
Possibly, they understand that raising the fed funds rate a tiny bit after six years of it
being essentially zero would throw the financial markets into a tailspin. So they keep
waiting for that perfect economy and look for excuses along the way not to hike.
This time: not enough inflation.
What the FOMC did was to replace the word “patient” with the words “reasonably
confident.” I quote, from the directive:
It will be appropriate to raise the target range for the federal funds rate when it has
seen further improvement in the labour market and is reasonably confident that
inflation will move back to its 2 percent objective over the medium term.
(emphasis mine)
It is worth pointing out that inflation, as expressed by the Fed’s favorite measure,
Core PCE, shows no signs of approaching two percent.

I had said before that the Fed was not going to hike with inflation at 1.3%, because
there is no reason to hike when inflation is 1.3%—not when the chairman graduated
from Brown in ‘67 and Berkeley in ‘71 and doesn’t really care about inflation. Not
when a number of Federal Reserve officials have expressed their willingness to let
the economy run hot to ensure that we won’t experience deflation.
If you don’t know the Fed, you might look at this and say, “Gee, they got rid of
‘patient,’ so that means they’re going to hike in June, right?”
No. They’re not going to hike in June. There will be no rate hike in June… or anytime
soon.
The directive explicitly states that there will be no rate hike in April. Remember: the
Fed will not hike because it wants to. It will only hike because it has to. And inflation
has to go a lot higher—a lot higher—before it has to.
In the short term, this means a reversal of recent trends. We will temporarily
experience a weaker dollar, stronger metals, higher US stocks, and stronger
emerging markets. The bond market is bid again (much to my consternation), with
two-year notes rallying over 15 basis points yesterday as Fed hikes start getting
priced out of the curve.
Pretty much anyone who has bet on rate hikes in fed funds or Eurodollar futures in
the last five years has lost. And they will continue to lose.
I can see a scenario where the unemployment rate is actually in the four handle and
the Fed is still not hiking rates.
I expect that sometime between now and the April meeting, various Fed speakers
will do their best to weasel out of any remaining expectations that there will be a
June rate hike. They will walk that back. Then they will walk back July, and then

September, and before you know it, whoops, it’s an election year. You can’t hike in
an election year.
First rate hike 2017? Sounds about right.
I try to be cynical, but it is hard to keep up.

