AjM ASSET MANAGEMENT STRATEGIES (PTY) LTD

Reg. No 2002/006592/07


Graydon Office Suites


Knightsbridge Manor


33 Sloane Street


Bryanston


Gauteng


PO Box 180, Witkoppen 2068

Tel: +27 11 463-1226


Fax: +27 11 463-1934

Cell: +27 82 600-6618


E-mail: alastair.m@mweb.co.za

30 January 2004
Hi all

A global and local economic update

Wow, what a great run we have had in equities this past 6 months. In spite of a strong rand, the market has rallied since June. This has been helped by lower interest rates, a healthy consumer (low levels of debt) who has gone on a spending spree, and the demand for resources all provided a very positive environment for SA equity. To recap, I have provided a chart of the FTSE/JSE All share Index over the last 8 years, just to remind you of the heartache equity investors have had.
After such a strong rally, can any of you remember the disastrous drops in 1998 (over 40%), and then again in early 2000 (-30%), then again in 2001 (-25%), and again in 2002/2003 (-36%). In such an environment, would you believe it that the index (excl dividends) grew by over 8% per annum, and with accumulated dividends of about 13% pa!!
Investment analysis to 30 September 2004 
	

	
3 months
1 year
3 yrs

	JSE INDICATORS


	FTSE/JSE Top 40 index
17.9%
35.3%
14.8%

	Small cap index
12.6%
50.8%
31.4%

	Mid cap index
12.3%
32.3%
25.9%

	Financial sector
16.8%
49.8%
9.5%

	Industrial sector
11.0%
45.1%
13.5%

	Resources sector
23.4%
21.2%
18.4%

	IT Sector
5.4%
26.8%
-11.6%

	Rand / $ rate
-5.0%
9.9%
10.6%

	Money-market
XXXXX1.4%
5.5%
8.5%

	

	GLOBAL INDICATORS

	FTSE (£)
1.7%
10.7% 
-1.2%

	S&P 500 ($)
-1.9%
10.7%
-2.0%

	DJ Euro 50 (€)
-0.9%
10.6%
-11.1%

	Dax Index (Germany) (€)
-3.7%
17.9%
-3.1%

	Nikkei (Yen)
-8.7%
5.9%
3.5%


Actual returns for 3 months for lump sum investments after costs have been deducted
Annualised returns for 1 and 3 yrs for lump sum investments after costs have been deducted
Global indicators in the currency of residence
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FTSE/JSE Allshare Index since 1 October 1996 – Source Spotlight

Looking at the above chart, a few points are worth commenting about.

1. It makes a bit of a mockery of reviewing quarterly and even annual returns (the performance is relative to the state of the market 1, 2 of 3 years ago). Just wait for the 2 year reporting season in March 2005!!

2. Imagine how your portfolio would have grown had you invested at times when the market was cheap, and we have had plenty of opportunities for that over 8 years.

3. Thinking back on it now, why did we not invest during those periods?

Buying into cheap markets
Value vs Growth strategies

To clarify the two, growth managers buy stocks that have shown positive upside potential, are fairly priced, and usually have a good supply of capital to expand the business models, often diversifying into other businesses (Didata during the IT boom was a typical growth buy).

Value managers buy stocks that are undervalued on the back of poor earnings, and an environment of very limited capital (often significant debt), in a company that is able to change management and restructure the business into generating good profits in its core competency (Edcon about 5 years ago was a typical value buy).
Having said all that, most fund managers admit to buy cheap stocks, with the anticipation that these stocks will generate profits and increase the value. For most general fund managers, there is a mix of both pure strategies.
What does Price:Earnings Ratios really mean

If you are buying shares in a company, you want to know how you will generate a return. This is either on dividends (earnings), or on capital growth. If a company is trading on a P:E ratio of 8, it will take you 8 years to recover your investment in dividends. That is not such a long time, but you would hope that capital growth will accelerate that duration for you. Imagine buying Google shares (US IT Stock) at a P:E ratio of 107. You have no chance of recovering your money in dividends in your lifetime, so the only reason you are buying the stock is for capital growth. This should further increase your understanding of growth vs value stocks.
When do the majority of investors buy

Once again, we are back to investor psychology. Tracking almost every market, the highest number of sales or new funds that are launched, occur when the market is at its peak. Numerous fund managers received their highest offshore inflows when the rand was above R 12.50/USD. This strange phenomenon highlights the opportunity that cheap stocks, sectors, markets need to be capitalised on.
Every man and his dog made money in the SA market since April 2003. The good managers did slightly better. Now that the general market is more fairly priced, really good fund managers will start to stand out ahead of the rest, as stock selection and asset allocation becomes more difficult.

This is the same for global residential property over the last 4-5 years. Now that prices are significantly higher than the rental income you can generate, you need to really understand property to make money out it, or be very lucky.

Are the USD/GBP/Euro currencies cheap from SA?
We have continually noted that the best indicator of where the rand should not be is R 6.30, when the SA Reserve Bank started buying USD and increased their foreign reserves. This has been one of the driving forces to upgrade our global status by two categories (on the assumption that the rand has the ability to be more stable). Congratulations Mr. Mboweni. The reward: R 1 bn from foreign investors in one day into the SA bond market.
The current trend

It is interesting to note that the inflows to foreign funds (including cash, bonds and hedge funds) from SA residents can best be described as a dribble. In fact, many South Africans are cashing in their offshore investments, and buying SA residential property. This is entirely predictable; as the residential property boom is at its height (it may well go much further for the discerning investor, but the easy money has been made).
Buy what you want cheaply

The book Rich Dad Poor Dad harps on the entrepreneurial spirit of Rich Dad, and the book describes extensively how Rich Dad went around buying and selling properties. What was his key to success? Well, it was the ability of going into an area, understanding what the market price was for property, and then being able to snap up a property at 50 – 60% of the market value (deceased estates, liquidations, personal reasons), and not being in a hurry to wait for the right price. Once the herd caught up in the market and prices rose, he sold these properties at a high price.
The advice picked out of this is - know what the market price is, and buy at a significantly reduced price if you want to make money. Buy at prices that are attractive, and sell in the boom time.
Is the SA market now expensive?
Applying the same principle to stocks and markets, and reviewing historic charts, we can certainly expect a short period of consolidation. The SA market is slightly overvalued, (at PE ratios of about 14.5), with most financial and retail companies on PE ratios of 9-10. This indicates that should our market benefit significantly from consumer spending, lower interest rates and a relatively stable currency, there is still upside potential for long-term investors, as your purchase price is still at fair value. There are plenty of stocks with low P:E ratios, that will offer excellent opportunities for growth and value bias in the next 12 months.
Investment Strategy

If it was this easy, we would all be wealthy. Stock markets are dynamic “organisms”, and for every seller, there is a buyer. Someone has done their research and has a completely contrary opinion on that stock. As a result, all that fund managers and investors can do is increase the probability for success, or decrease the probability of failure. By always buying low valued stocks, you may miss out on the great growth markets, but you increase your chance of achieving consistent out-performance of inflation.
Investment commentary

Global markets

Once again, the US consumers are in complete control, and being highly in debt (mostly in property) at the moment, it will be interesting to see how they react when interest rates continue rising and rental income drops. This can only reduce house prices, which can be either well managed or a complete fiasco, with concomitant results for markets. Consumers have not been saving, so they are in debt and spending, which has helped the US to grow, but this will have to stop when debt needs to be repaid, and is likely to precipitate a significant slowdown in consumer expenditure. The result of this is a drop in corporate earnings.
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How the consumer treats its debt will have an impact on spending and thus profits. This is the same for the UK, where rentals have already dropped 20%, and are continuing to drop, thus placing pressure on residential property investors to sell at a cheaper price (thus lower house prices). This will ultimately reduce consumer expenditure, which does not bode well for equities.
Eurozone is not out of the woods yet, but is not in the same debt trap as UK and US. Statistics coming out of Germany are looking more positive, showing signs of improved growth prospects for the future. The east is still an attractive option, and the growth in exports will continue. Even the Japanese banks are looking marginally less vulnerable than they did 12 months ago.

The global economy is tightly entwined, and China and Japan cannot forge ahead without consumer spending in the US, UK and Europe. However, the East is likely to expand faster than the West (maybe even at the expense of the West), and is worth having in your portfolio.

SA Markets

The current valuation of the market is slightly above the average, but well within reasonable limits. This suggests that the lower inflation and low interest rates will start seeing local spending increasing. Most fund managers are focussing on local companies, rather than rand hedge counters. This may change with the rand, but the benefit is that SA equity is not a bad place to be.

The SA market will be swayed by what happens in the US, but we may find that we will recover quicker if there is a rapid global sell-off of equity. This makes our market attractive for local investors. SA consumer debt is low, so this will encourage consumers to spend, which will push up corporate earnings.
Investment strategy

For those who have little first-world-economy exposure, long-term diversification is critical to your portfolio. If you follow the SARB, buy Stirling, Euros and USD at good prices. Globally, multi-manager alternative investment strategies are a necessity in a portfolio. On the local side, a higher exposure to SA equity is worthwhile. I would have lower exposure to top 40 stocks, and a higher exposure to companies that generate an income from SA consumers. 
Once again, please do not hesitate to contact me with any queries. 
Kind regards

ALASTAIR MACKIE
