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2 September 2008
Hi all

A global and local economic update

It has been a rough ride in global equity markets, with losses last seen in 2001/2002. Inflation has gripped global markets fuelled (pardon the pun) by high food and energy costs. This compounded on top of a horrific financial crisis has driven markets down. There are plenty of reasons to show caution going forward, but equally, there is ample opportunity to capitalise on this uncertainty.
Investment analysis on lump sums to 30 June 08
	

	Source – Spotlight Investor
3 months
1 year
5 yrs
29 Oct–28 Aug 08


	JSE INDICATORS


	FTSE/JSE Top 40 index
1.2%
12.2%
32.7%
-10.5%

	Small cap index
-14.7%
-23.0%
35.6%
-27.6%

	Mid cap index
 -11.3%
-21.5%
26.3%
-21.4%

	Financial sector
 -19.6%
-30.1%
17.9%
-27.3%

	Industrial sector
-2.4%
-0.3%
32.1%
-11.6%

	Resources sector
8.6%
35.1%
27.9%
-4.7%

	Property Unit Trusts
-23.2%
-30.6%
15.4%
-22.3%

	Money-market Fund
2.6%
10.6%
8.4%


	Rand / USD rate
0.3%
-11.0%
-1.0%
-18.8%

	Rand / EURO rate
3.4%
-28.4%
-7.4%
-21.4%

	

	GLOBAL INDICATORS

	FTSE (£)
-4.2%
 -16.6% 
10.1%
-19.3%

	S&P 500 ($)
 -2.0%
 -12.0%
 5.9%
-17.7%

	DJ Euro 50 (€)
 -7.8%
 -14.3%
6.6%
-12.3%

	Hang Seng
 -0.9%
1.5%
17.9%
-32.1%

	Nikkei (Yen)
 9.7%
-24.1%
8.3%
-23.6%


Actual returns for 3 months for lump sum investments after costs have been deducted
Annualised returns for 1 and 5 yrs for lump sum investments after costs have been deducted
Global indicators in the currency of residence
The data above is particularly void of positive returns in recent times. From the high in October, the markets have had a torrid time, and the numbers reflect the global market sentiment. For South African’s, the simultaneous slide of equity markets and the currency resulted in a double whammy for those who have no holdings in first world economies. This does highlight the necessity to diversify.

Analytical review
Control

AJM has spoken on numerous occasions in the past about the vulnerability of the US to Asian Central Banks who consistently buy US Gov Bonds to keep their currency cheap, and thus favourable for Chinese exports. The same is happening in Europe. If Asia (China in particular) suddenly stops funding this debt, then:
1. The US Gov. debt crisis will continue, compounding the consumer debt burden.
2. Eurozone will follow suit. While individual European countries hold a debt in Euro, they have few tools to fight country specific inflation, or to stimulate their own growth. Large diversity in inflation rates (specifically) and growth rates amongst Eurozone economies makes the ECB’s control relatively futile for struggling economies. Limited control in your destiny suggests higher risks and higher vulnerability. To bring this in line would require severe monetary tightening (interest rate rises) in a period when the reverse should be implemented to stimulate growth.

The above highlights the vulnerability of the Euro and the Eurozone going forward. The intricate business of credit market dealings between banks and central banks (the many acronyms one reads about that few know anything about) has hit the US hard. The complexity of the Eurozone may result in far more complex issues unwinding. That the Euro is one of the strongest currencies at this time (impacting strong German industrial export) adds weight to the conclusion that backing European Growth comes at an above-average risk premium.
On the debt issue (following from AJM’s March 08 report), the update on the two biggest mortgage lenders in the US Freddie Mac and Fannie Mae is:  Fannie Mae and Freddie Mac are seriously close to default. The US has injected capital to assist with their liquidity (that is paid by hard-earned taxpayers money), and it looks like further intervention may be required. Behind the scenes, at least 11 banks this year have liquidated, but have been taken over by the Fed to avoid the run on the banking sector. On a positive note though, the US has shown its determination to limit the impact of the credit crisis, and there are further negotiations to ensure that the $ 5 trillion debt market held by these two lenders is not left in tatters. How long the taxpayer is prepared to foot this bill is up for debate, and will be after the US election in November.
To elaborate on some issues raised in my note to you recently (see Annexure A):

Inflation and interest rates – This is global, and how Central Banks manage this will direct their growth path. SA has taken the most aggressive strategy to combat inflation, while the US has actively avoided raising rates to assist in economic recovery.
Oil – This is more a function of the perception that supply is diminishing. First World economies have already reduced consumption, while subsidies in emerging markets has limited the impact of high oil prices on consumers and thus consumption continues. On the back of this, OPEC is unlikely to increase production, although non-Opec production has not kept in line with growth over the past few years.
Debt – The ultimate consumer killer, private debt will continue to reduce global spending. How dramatic this ends up will be dependent on how quickly industry and services can adjust to maintain a strong workforce.
Consumers – As the drivers of corporate production, and thus profits and the resulting share prices, the survival of the consumer during this tough period is crucial. It appears that first world consumers are suffering, while emerging market consumers (new to debt and consumerism) are in a much better state.
Market commentary

Globally, it is easy to find bad news. Inflation and interest rates are up in most economies (the US making a strong play at keeping rates low to get through the credit crunch and stimulate growth). Global growth is slowing, and earnings are slipping. But to reinforce my e-mail note in July 08, there are a couple of broader trends that should keep the global economy turning.
1. Corporate valuations are currently cheap in relation to their future earnings potential.
2. Cash has been stockpiled for use by companies, which suggests that opportunities will be grabbed as soon as they arise. This suggests a sharp recovery when it happens.
US

The US economy is not a pretty picture at present, with housing prices continually sliding, gasoline prices well above the norm, and the ability to borrow has practically dried up. Many significant borrowers (banks and mortgage lenders) are close to insolvency, and a wider net of consumers are suffering. The result is that there is no respite for the consumer or Treasury. As dividends drop and companies struggle to become more efficient, they become more streamlined (downsizing, cutting back and merging), resulting in layoffs. This may result in a turnaround (eventually) in the corporate sector, but makes for a difficult period in the short-term.
The weak dollar has started to stimulate exports which are up significantly, while imports are down (economic forces do prevail). This should continue to reduce the US Government debt, and may well arrest the sliding USD. In addition, the drive for technological excellence will continue, with the US being the driving force in this field. Hiding in the wings is the biotechnology development which continues to revolutionize medicine, creating great opportunity for growth.
European markets
While Germany remains the powerhouse of industrial production, the strong Euro and Europe’s vulnerability to global forces suggest that potential investment returns in the Eurozone come at a higher than normal risk premium. The currency strength as well as the inability of countries to individually fight inflation or stimulate growth suggests a lower probability of a rapid recovery from the recent slump in markets.
Asia and Japan
Company valuations are high, inflation is higher than most emerging markets, and a general slowdown on global growth is expected on the back of the inflationary squeeze. However, the momentum of infrastructural development and consumerism amongst a vast population is unlikely to stop any time soon. The fact that labour costs have increased dramatically in China reinforces this continued growth in consumerism. China has strategically secured significant supplies of raw materials in Africa (another highly populated continent) in return for distribution of their products. The consumer numbers-game in China and India may well escalate consumerism in these two economies, gradually reducing China’s reliance on the US consumer.
South Africa

In SA, the bond prices have already started dropping (maybe a bit early) suggesting a recovery in inflation and subsequently interest rates fairly soon (6 – 12 months). Fuel prices are already looking a bit overstated (and are coming down); agricultural produce costs are stabilising, and thus some relief that the interest rate and inflation spike may subside over the next 6 – 12 months. This does not necessarily mean that prices will drop immediately, but it may mean that further escalations could be behind us. However, sustained higher prices will continue to take their toll on borrowing costs and consumerism, and thus further contraction in some sectors is likely to continue. Excellent valuations in financial and some industrial stocks offer a low risk opportunity for the longer-term investor.
Investment Strategy

A rising interest rate cycle directly impacts numerous triggers for lower consumption, lower production, suppressed profits and the resulting slide in prices. This is not a revelation and all analysts and economists are aware of this. The key factor is what is built into the price for the future. Looking at a low risk investment strategy, there is likely to be further volatility going forward. If you like the stock prices now (relative to the earnings and potential growth going forward), you may pick up some bargains that will reward the patient investor. It is however important to understand your investment horizon, and if short-term investment horizons are applicable, extreme caution is recommended. The global markets are all looking risky but opportunities are available in the US and most emerging markets.
As always, please give me a call to chat about your portfolio.

Kind regards

ALASTAIR MACKIE

ANNEXURE A – Copy of E-mail sent in July
As I have always promised, you need to see and hear me more often during times when negativity and despondency are highest. Here is a brief note to align your thoughts (hopefully) with mine.

There is much to be concerned about, especially living in SA. Inflation, deficits, the cost of borrowing, no savings, housing prices, politics, violence, politics, Mad Bob, POLITICS, currency weakness, service delivery, petrol, electricity (or the lack thereof), joblessness, immigration out of SA, to name a few. In fact, the light at the end of the tunnel appears to have been switched off until further notice. To cap it all, our valuable savings are reducing daily on an increasingly volatile JSE. So, why are we not getting out of equity and running to the safe haven of cash, which after all is returning 11.5% before tax.

1. We started reducing equity exposure some time ago on the back of expensive markets and future concerns, possibly a bit early for some (back in the late 2006, but for most during 2007). My clients were incredulous when I was proposing to move out of funds that had just performed in excess of 35% for the previous year, and transfer them to dull portfolios returning 12-15% pa.

2. Timing the market (finding the peak, disinvesting and then waiting for the bottom to get back in) is like working the roulette tables, and there is overwhelming evidence to illustrate this. We at AJM are not able to predict markets, but there are times when markets are expensive, and times when bargains abound (when companies are earning well but have a low price), and there are fund managers who have a long track record of consistently finding the latter, resulting in enhanced long-term growth. 

3. Our view at the moment is that there are opportunities globally that should be taken. Our aggressive investors will take those opportunities earlier (as they have the stomach to ride through further negativity before a recovery), and our more conservative investors will wait for more clarity before venturing back into the markets.

Why the cautious optimism?

I will cover this in more detail in my quarterly report, but there are some pertinent aspects that may allay some of your fears.

POLITICS – The ANC steering committee, made up largely of pro-Zuma members, is so diverse that it is unable to agree on much. This reaffirms the belief that it will be very difficult for a president to go off at a tangent for an extended period, suggesting that SA has a much more stable future than we think.

SA ECONOMY – The ANC economic map is targeting to 2014 and beyond. While government expenditure may take a bit longer to roll out (bureaucracy), private sector capitalization to provide for the delivery and expansion they have committed to will continue regardless.

SA CURRENCY – at a borrowing rate of 12% vs Japan 0.5, US 2% and Switzerland 2.5%, and our interest rate likely to only increase again, the odds on foreign speculators buying Rands is infinitely better than them speculating against the Rand (foreign inflows suggests some strengthening may occur). This trend may continue until the differential gap is narrowed again.

HOUSING, INFLATION, PETROL AND FOOD – This is not an SA phenomenon, but a global crisis. Petrol and food prices and extended money supply have driven up costs significantly, thus driving inflation. There are few countries in the world where consumers are not feeling the pinch at present. This is cyclical, and while we are not entirely sure where we are in the cycle, market forces do tend to bring things into alignment over time.

BORROWING COSTS – Capitalism comes at a price and buying that which you cannot afford will hurt you during times of crisis. Higher inflation and thus higher interest rates are very painful. Inflation needs to be curbed, and central banks have only a few tools to drive this.  Globally, for those who have no debt, you are currently earning double the interest you were earning two years ago.

GLOBAL ECONOMY – The US and the USD drive global markets. The US is still dominant, but the US consumer is having less global impact as previously poor consumers are starting to consume. In the US, Europe and Japan (three of the leading world economies), interest rates are relatively settled (raising interest rates are usually a leading indicator of economic pressure). The US deficit is starting to reduce. In addition, the USD is coming off a position of weakness, with global currencies tending to be dictated by market forces and return to parity over time. With so much trade in a weak USD, a stronger USD will drive down inflation quite rapidly.

OIL – The price is likely to remain high for a while, with global demand taking time to slow down. A strengthening of the USD will assist in stabilizing this price, but this may take a little while to filter through to the markets.

EQUITIES – As always, markets tend to overshoot both upwards and downwards, and it is likely that we have not seen the end of this downward trend. However, with global first world economies down more than 20% for the year thus far (and in SA, it is financials, industrials and property, and currency), pockets of opportunity will become available if you trust your investment strategy. AJM’s investment strategy for selecting managers is to invest in fund managers (and stockbrokers) with a more value-styled approach to selecting stocks (and thus have been punished over the short-term), with a sweetener of some momentum styled managers to add a bit of a balance. It is likely that there is a fair amount of pessimism that is already reflected in share prices. This does not mean that prices will not fall further, but it suggests that as better news starts to filter into the markets, a stronger recovery is possible.

DEBT – The global sub-prime crisis is nearing completion in the US, and may still shock Europe, but the debt held by overzealous consumers and corporations may well continue to fuel panic as bad news hits the streets. Global Central Banks have shown a willingness to avert crisis as they happen, which may reduce corporate collapse in further financial institutions.

INFLATION – Inflation driven by an increase in prices drives higher interest rates. The current interest rate cycle (as seen by the global bond market) suggests that in some first world economies (US, Europe and Japan for example), longer-term interest rates are lower than the current levels, suggesting that inflation may well be a short spike with a recovery as resources settle into a more market-related price range.

CONCLUSION - AJM is of the belief that the global environment is gripped by inflation and credit, although first world economies appear to be less affected. This has plummeted equity prices and shot the global market into turmoil, WHICH MAY WELL CONTINUE (3 – 18 months). However, current information at hand suggests that the global inflation crisis is more short-term than most anticipate, and thus riding through the short-term storm may well create buying opportunities for the future. Longer-term (3-5 years), the direction US consumers take with debt management may well catch up with them. By then though, a clearer picture of Asian, Indian and African consumer behaviour will give us guidance on global growth. The strategy we are adopting is thus to sit on our positions to ride out this storm (unless other information comes to hand suggesting otherwise), and wait for buying opportunities to increase equity exposure going forward. For more conservative investors, this buying process may be a bit further down the line.

As always, please do not hesitate to call me to chat during these very difficult times. I will be out of the office from the 9th – 22st July, but will be in contact should you need to chat, so please do not hesitate to call if necessary.







































































































