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INTRODUC TION
D O M E S T I C M A RK E T S
While 2019 has gotten off to a roaring start
across the globe, investors have enjoyed a
brief period of much needed reprieve from a
low return environment. While from a prospects perspective not a lot has changed with
able to grow at a respectable rate and maintain good cash generation while maintaining
capital discipline as well as operating margins.
The chart below provides an indication of the
extent to which multiples have expanded over
the year to date period:
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regards to the outlook for earnings growth
and dividends, ubiquitous compelling returns
across all major sub-indices has left investors
perplexed about the future direction of domestic equities. While there have been some
individual casualties (including the retail sector, Aspen, Tongaat and EOH to name a few)
market participants remain on edge and to
some extent investor sentiment remains brittle in what has been predominantly multiple
expansion driven returns for the year to date
period to the time of writing. With a 13.26%
total return for the All Share Index year to
date to the time of writing, it seems bizarre
to reflect back on all the negative sentiment
which abounded us all coming into the start
of the year. While much of this negative sentiment has not abated subsequent to budget
deficit forecasts widening, tax collections in
SA missing their forecasts by R15 billion, economic growth being revised downwards by the
Reserve Bank as well as the IMF and ongoing
electricity supply disruption from an Eskom in
tatters, equity markets have continued to deliver strong returns. As noted in our previously
quarterly report, the extent to which equity
price performance had decoupled from earnings performance had reached fairly extreme
levels and even with negative sentiment dominating investor perception, this created an
opportunity within companies who were still

Source: Bloomberg,
27four Investment Managers
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D O M E S T I C M A RK E T S
c o nt i nu e d
As can be witnessed from the chart above,
multiples have expanded considerably over
the course of 2019 thus far. While still trading
at a significant discount to the last 5 year average, these average numbers have been distorted by a period of excessive equity market
valuations in the years leading up to 2017 af-

growth and free cashflow. As such, the psychology of such market cycles is what has resulted in investors over or under paying for
such a stream of future earnings and cash
conversion. Coming into 2019, market participants were at a point of excessive fear and
as such the opportunity presented was not

ter a strong rally in large market capitalisation
Rand hedged shares given a vociferous weakening of the Rand and high P/E multiples for
Resource shares prior to 2017 given depressed
commodity prices. What is perhaps more appropriate is comparing how such a multiple
stacks up relative to longer dated averages
which are more normalised. What looking at
this indicates is that domestic equity markets
have moved into more fairly valued territory
when compared to the discount at the start of
the year.

merely one of mathematical mean reversion
but rather a reversion of price to reflect the
available opportunity set. While fear has remained heightened as already mentioned, rational investors seeking out attractive opportunities relative to the price paid stepped in to
buy up domestic equities resulting in such a
re-rating higher. The most pertinent question
that investors must now answer is what does
the prevailing opportunity set relative to the
reset base price indicate with regards to forward looking returns?

equity market investors either become
increasingly fearful or increasingly
greedy regarding return prospects

While there are a number of flaws in the argument perpetuating for mean reversion purely on the basis of a historic average number,
some credibility should be lent to the market
hypothesis of excess fear and greed. At various points in the market cycle, equity market investors either become increasingly fearful or increasingly greedy regarding return
prospects for a given investment opportunity
which generates a particular level of earnings
4

In attempting to answer such a question, we
begin by assessing what the drivers of such
multiple expansion have been and whether
these are fleeting in their nature. The chart
below provides an indication of the performance of the JSE All Share Index against other major emerging markets over the course of
the year to date period coupled with foreign
inflows into the South African equity market.
The aim of this analysis is to establish whether
the JSE has re-rated significantly more than
our emerging market peers and if this is the
case, has such a re-rating been driven by
hot foreign capital. Should this indeed be the
case, an argument could be made that such
a re-rating could be highly susceptible to foreign outflows on sentiment turning negative,
risk-off behavior resulting in outflows from
emerging markets or a reinstating of hawkish
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tones from developed market central banks
translating into flows back into higher yielding developed market assets. The chart below
provides a snapshot of the performance of the
South African market relative to such emerging markets coupled with the net cumulative
JSE
Performance
foreign flows onto the JSE
over
the course ofVs. Emerging Markets and Net Foreign JSE Flows
2019 to date:
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From the above it can be concluded that South
African equity markets have not re-rated considerably more than other emerging market
peers given performance over the year to date
period. In addition to this there has actually been a whopping R30 billion foreign outflow of capital from the JSE over the year to
date period at the time of writing indicating
that hot foreign money has most definitely
not been the source of the local equity market

hot foreign capital in isolation. There would
need to be other circumstances in conjunction
with such outflows to spark a material de-rating.

hot foreign money has most definitely
not been the source of the local equity
market re-rating

re-rating. In fact if anything, foreign activity
would have been a strong drag on local equity market performance given the extent and
pace of net outflows. It can thus be concluded
that the re-rating of the JSE has been driven
by domestic institutional investors increasing
their weighting towards South African equities
in light of the strong sell-off in 2018 and the
opportunity provided to close previously held
underweight positions. Anecdotally this can be
confirmed by a number of large domestic balanced funds increasing their equity allocations
since the start of 2019. What can be concluded from this analysis is that the local equity
market is not susceptible to a short and very
sharp de-rating on the back of an exodus of

Shifting the focus to the quality of prospects
available on the local equity market and the
ability to sustain respectable earnings growth
coupled with respectable returns on capital invested and good cash generation results in the
outlook been obfuscated somewhat. With a
confluence of headwinds either building up or
persisting a number of local businesses as well
as Rand hedged shares are facing increasing
challenges in accelerating top line growth materially. Some the overarching macroeconomic
headwinds impacting the ability to generate
sustainable returns include:

1

2

3

A stuttering global economy
as expectations for growth
has slowed considerably.

Higher interest rates globally
weighing on Rand hedged
corporates cost of servicing
their debt.

An entrenched low growth
environment in South Africa
weighing on business confidence, sapping fixed asset
investment and maintaining
the status quo of a domestic
consumer becoming increasingly squeezed and a lack of
ability to maintain operating
margins across businesses
spanning a wide array of
sectors.
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The most obvious theme running through domestic equity markets currently is the overhang of the ongoing challenges in implementing policy reform weighing on business
confidence. While many market participants
expect that the general elections are likely to
be the catalyst for hastening such policy reform efforts should Cyril Ramaphosa deliver
a strong outcome for the ANC, this remains
highly uncertain and as such makes tilting a
portfolio to such an outcome exceptionally
risky irrespective of the prevailing discounts
businesses such as retailers, domestic property shares or other highly cyclical domestic
assets may appear to trade on.

While these are very high level themes running
through the market which investors should be
cognisant of in building a bottom up investment case for a business, there are businesses which would be able to navigate such an
environment better than others. This is where
stock picking becomes absolutely critical. The
most instructive way of illustrating this point

is by considering the differing options available within the retail sector. There has been a
very clear chasm between the higher quality
operators and those which are more cyclical
in nature and of poorer quality. If one considers the likes of Clicks, the company was able
to grow earnings by an impressive 12.9% to
R763.3 million for the six month period to end
February 2019. In addition to this, the company continues to invest aggressively for growth
indicating that they will be capitalising on the
current tough trading environment to ramp
up store openings (targeting a total of 41 new
stores for the current financial year in a bid to
take total store count to 900 stores from the
current 640 stores in the next 5 years) given that they can now access vacant space in
strategic locations they have been eyeing for
some time. Clicks has historically managed to
deliver sector leading returns on invested capital and on average free cash even in excess of
net income. When one compares this to Massmart as an example, there is a very definitive advantage which can be witnessed within
Clicks to be able to be the more sustainable
compounder. When considering that Massmart
reported a staggering 31.7% decline in earnings for the 2018 financial year with net margins languishing at well below 2% some indication is given as to the inferior quality of such
a business facing the exact strained domestic
consumer as Clicks. Ultimately a business with
such poor margins is highly cyclical depending
on exceptionally robust top line growth being
pushed through the revenue line to translate
into meaningful bottom line earnings. While
there is a very obvious significant trading
multiple premium of Clicks when compared to
Massmart, this has been used to anecdotally illustrate the importance of being able to clearly
identify return divers and which opportunities
even within the same sector are able to deliver sustainable compounded growth and hence
the importance of stock picking.
7
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With capital allocation within Naspers often
being the subject of much scrutiny, investors
often lose sight of the strong growth opportunities the company is able to capitalise on both
within Tencent as well as other classified and
e-commerce assets. While the dominance of
Tencent in the social media and gaming space
has been well documented and has delivered
unprecedented growth for the company (consistently north of 50% growth year on year
prior to the first quarter of 2019 where revenue grew at 28% a year) it is actually the shift
in strategy to diversify sources of revenue and
capitalise on the very underpenetrated industrial internet within China that is likely to sustain ongoing strong returns for the company.

Further evidence of such a shifting trend was
witnessed in their most result quarterly earnings update where it was revealed than gaming fell from 45% of revenue during the final
quarter of 2017 to 36% of revenue one year
later. In addition to this, revenues from cloud
computing doubled to Rmb9.1 billion. This was
the primary driver of the 42% increase in the
costs of revenue as Tencent seeks to capture
an increasing share of the still rapidly growing cloud computing market within China. The
chart below provides an indication of the low
levels of penetration of cloud computing within China as well as the phenomenal growth
Tencent has witnessed in this segment of the
market:

$bn

Noting that such a tough backdrop further
highlights the importance of the ability to get
stock picking right and balance the opposing
considerations of quality and valuation, it is
important in a fair rating environment with
macroeconomic headwinds to remain fastidious in identifying sustainable compounders.
It is important to note that a number of such
stocks do exist and it may be appropriate to
highlight Naspers as one example in the current environment given how topical it remains.
With the market being inundated with a significant amount of news flow around Naspers
over the course of the year (including the unbundling of Multichoice Group into a separate
listing as well as the announcement that all
non-South African assets will be listed into a
separate company on the Euronext exchange
in Amsterdam) what is essential to remember
is that ultimately management has become
increasingly more focused on unlocking value
trapped within the business while still delivering impressive growth through its e-commerce assets globally.
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Source: Bateleur Capital, Morgan Stanley

Given Tencent management’s exceptional success regarding monetising WeChat and online
gaming, investors exhibit a high degree of
confidence that the strong tailwinds and exceptional growth witnessed thus far within the
cloud computing business has warranted the
significant scale of capital investment in this
area.

In addition to cloud computing, the tailwinds
ahead for the adoption of enterprise software
within China remains exceptional. With the
government deliberately attempting to shift
to higher quality sources of more sustainable
growth, corporates as well as the government
are likely to spend increasing amounts on enterprise software in order to gain efficiencies.
The chart below provides an indication of just
how early China is in the roll out of enterprise
software and Tencent has placed itself in prime
position to capture a significant amount of this
spend as adoption rates grow:

Enterprise Software as a % of
IT Spend
70%

segments which in the current environment
are delivering stellar growth and cashflow
but are not fundamentally high quality investments over the long term. An example of
such a market segment is the Resource sector. While gains have been significant in the
sector overall and a lot of the easy money has
been made, the sector continues to enjoy the
fruits of markedly higher commodity prices
and has managed to maintain unprecedented capital discipline with regards to continuing
to right size balance sheets, shut down unprofitable operations, focus on moving down
the cost curve and returning cash to shareholders rather than flooding the market with
supply through increased capital expenditure
on mining operations. The charts below show
how Capex within the mining sector has been
cut over the course of the last 5 years which
has resulted in material increases in commodity prices. Iron Ore as an example, a key mining output of both BHP Biliton as well as Anglo American has increased in price by 120%
since the end of 2015 from a low of under $45
a ton to in excess of $96 a ton at the time of
writing. The consequent share price reaction
as balance sheets healed is also depicted in
the graph below.
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While Naspers through its rapidly growing
e-commerce and industrial internet assets
globally coupled with its structurally entrenched monopolies in a number of markets
provides a rare case of a high quality, cash
generative but also rapidly growing investment case there are a number of other market
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While the Resource rally is now fairly late cycle, the ongoing very high cash generation at
spot prices across pretty much all bulk commodity miners continues to place the sector in
a favourble position. What is critical to watch
here is supply side discipline given the historic poorer quality nature of the industry and
capex right at the top of the market cycle. With
companies still projecting very tight capital
discipline for the foreseeable future, investors
could continue to experience good although
slowing returns into the medium term. A derailing of the Chinese economy and materially
weaker commodity demand does remain a risk
to such an outlook but this is less so than what
was historically witnessed given how Resource
companies have moved significantly lower on
the cost curve (with all major Iron Ore minors
now having an all in cash cost of under $30 a
ton as an example). Additionally a dramatically slowing Chinese economy is likely to re10

sult in a broad market sell-off as it will drive
risk off investor sentiment and strong outflows
from of emerging markets.
Keeping in line with the theme of weighing up
valuation against growth prospects, the strong
sell-off in the listed property sector after many
years of delivering outstanding returns has
been the subject of much debate coming into
2019. While valuations on a yield differential
basis relative to the benchmark 10 year South
African bond has not appeared this compelling since the global financial crisis, investors
believe that such a de-rating has been warranted given the materially worse outlook for
distribution growth from a high of low double
digit growth to as low as under 4% on a forward looking basis currently. The chart below
provides a graphic illustration of the extent to
the de-rating of the sector coupled with how
the outlook for distribution growth has soured.
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In the above chart, the composite index is a
basket of 10 equally weighted South African
listed property shares with the same analysis
done for the SAPY Index. An increase in these
lines indicates listed property yields becoming
more compelling relative to 10 year government bond yields. It is very evident that from
a valuation perspective the sector has become
considerably more attractively priced over the
course of 2018 and maintained this into 2019.
What the chart does however indicate is that
this has occurred at the exact time of deteriorating earnings quality within the sector and as
such a significant amount of such a de-rating
may be warranted. As things currently stand
there is still noteworthy concerns from market
participants that a number of one off structures and deals done by companies in order to
boost earnings need to work their way out of
the distribution base as such factors are not
sustainable enhancers of distributable earnings into the long term. These include shifting
a significant amount of funding from higher
cost Rand denominated funding to lower cost
Euro denominated funding while hedging out
the currency and issuing equity at a premium
in order to fund the acquisition of property’s at
a yield above the cost of funding. As property
portfolios grow, companies require increasingly large property deal flow to sustain such
means of distributable income growth thus increasing the risk of such a strategy. In addi-

tion to a number of one-offs which increased
distribution growth, Edcon continues to present a material challenge for the sector. With
the company accounting for in excess of 7% of
the sector’s earnings, a rental relief package
provided to Edcon coupled with no concrete
plan for Edcon to emerge out of its difficulties
in the absence of a strong economic recovery
leaves the sector in a precarious position for
some time to come. In addition to these direct
impacts of a fallout from the demise of Edcon, retail property owners are faced with the
further challenge of navigating the moral hazard associated with providing rental relief to
a single retailer. With trading densities lower
across a wide spectrum of regional, super-regional as well as convenience retail developments, property owners could face the risk of
other retailers negotiating lower escalations
or increased benefits off the back of a tough
economy and slowing sales due to falling trading densities. The impact of such a moral hazard is difficult to quantify but investors remain
on edge especially with sentiment towards
the sector remaining poor. In summary then,
while valuations have become significantly
more attractive within local listed property, the
compounding ability of a growing distribution
has materially deteriorated and thus valuation
alone is not a compelling enough investment
thesis for increased allocations.
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INTRODUC TION
G LO B A L M ARK E T S

After a strong sell-off in the final quarter of 2018 culminating in the worst December for US markets since
the great depression of the 1930s, global equity markets were coming off a low base coming into 2019. This
set the scene for a very strong first quarter from equity
markets across both developed and emerging markets.
The start to 2019 has in fact been the eighth strongest
start to a year for the S&P 500 since records begun and
the strongest start to a year since 1987. While quality
shares continued to dominate the strong re-rating, Value
shares did go through intermittent periods of strong performance particularly during January as cyclical shares
found strong favour on the back of cheap valuations and
a Federal Reserve becoming increasingly dovish providing some support for risk appetite. While political risk
continued to dominate the headlines, market participants
have become relatively sanguine on this front given the
extent of the equity market re-rating. The chart below
provides an indication of how fears regarding geopolitical
risks have remain elevated but have been falling coming
into the second quarter of the year:
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While such a confluence of increasing complacency coupled with bargain hunting subsequent to a difficult quarter has been very constructive for equity returns, investors are now
presented with a challenge of expanded multiples and increasing risks of rising volatility
as valuation, performance and volatility metrics all signal global equities have stretched
too far. The chart below provides an indication
of how key equity market metrics have shifted since the start of the year as a result of
the strong momentum. The way to interpret
this graph is as a percentile ranking relative to
history. The earnings column represents the
number of companies receiving upgrades relative to downgrades. The lower this percentage
the fewer the proportion of earnings upgrades
relative to downgrades when compared to history. The valuation bar refers to the 12 month

What is evident from the chart above is that
equity markets have been driven by strong
multiple expansion over the year to date period. This presents a challenge to investors
as in conjunction with return being driven by
multiple expansion, investors have become increasingly complacent about the risks building
on the horizon. While this does present some
medium term concern, the earnings releases
from U.S. corporates for the first quarter of
this year have been very positive with regards
to showing signs of a robust economy. Perhaps
the most obvious manifestation of this phenomenon was witnessed by the banks’ earnings announcements. Those businesses with
the strongest retail banking presence grew
net interest income aggressively as increasing
rates from the Federal Reserve has widened
their interest income margins. With interest

forward price to earnings multiple and how
this stacks up relative to history. The higher
this percentile the higher the price to earnings
multiple relative to previous periods. The performance bar is just an indication of how the
past 3 months return of the MSCI ACWI index
compares relative to history. The higher this
percentile the better the performance relative
to history. Finally, the lower the volatility percentile, the more sanguine markets are when
compared to history.

income driving 80% of revenue growth from
the banking sector over the last two years
and with 80% of this interest income revenue
growth been driven by increasing rates for the
Federal Reserve, market participants remain
confident that volume growth regarding retail
credit extension is likely to drive the next wave
of growth. Should net interest margins not
widen further due to the Federal Reserve becoming increasingly dovish, banks will become
increasingly dependent on loan growth in order
to drive revenue higher for their businesses.
The outlook for interest income growth varies
widely between different U.S. banks ranging
from JP Morgan expecting a 5% rise in interest income to Well Fargo expecting interest
income to fall between 2% and 5%. Perhaps
on a more concerning note, investment banking and trading divisions of banks across the
U.S. have battled with revenues from these
segments (including fixed income and commodity trading, equity trading and investment
banking) falling sharply. U.S. banks with little
to no retail presence such as Morgan Stanley
and Goldman Sachs have battled in such an
environment and as such have witnessed the
worst share price performance. In addition to
such risks, flattening yield curves and declining yields for re-investment of bank’s fixed income securities portfolios poses a grave risk
to profitability.
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Perhaps the greatest culprit for the rapidly
expanding multiples of equity markets since
the end of the global financial crisis has been
the phenomenal performance of the Technol-

appear to be missing one key factor: the network effect. All Technology businesses which
have scaled and generated strong profits for
shareholders have benefitted tremendously

ogy sector. One of the perverse consequences
of the successes enjoyed by highly profitable
Technology businesses such as Google, Amazon, Alibaba, Facebook and Tencent has been
the proliferation of so called Technology unicorns and the very rich multiples such high
growth businesses have commanded. With
the proliferation of such companies coming to
market for a listing (including the likes of Lyft,
Pintrest and ongoing interest from Uber and
Airbnb to come to market with an IPO), investors are inundated with a number of companies disguising themselves as opportunities
to replicate the riches created by the companies mentioned above. With these companies needing to show strong revenue growth
at any cost, their business models often require heafty discounting to attract customers.
While they make promises to investors that
such business practices will ultimately result
in capturing the rapidly growing market almost in its entirety and compelling investor
patience while demanding significant amounts
of capital, the reality is that barriers to entry
in such markets remains low, margins exceptionally thin and a proliferation of competition
makes it exceptionally complicated to establish who the ultimate winner might be. While
management teams of these companies might
be riding on the wave of the successful and
highly profitable Technology companies they

from the network effect. That is, the more users that joined such platforms the more valuable such platforms become to the marginal
user. This is ultimately what attracted additional users or subscribers. More importantly,
the marginal user was willing to pay materially more for such services giving the network
effect ensuring increasing marginal utility. As
such, these businesses were not forced into
a destructive price war in order to grow user
bases and revenue which protected margins
and ensured highly profitable businesses. If
one considers that the combination of unicorn companies which have come to market
over the last 12 months, they have generated
collective losses of in excess of $14 billion in
2018 and $47 billion cumulatively since their
inceptions. Even Netflix which is comparatively far more mature when compared to such
unicorns cannot escape the quagmire of pressure to deliver strong subscriber and revenue
growth irrespective of the impact on profitability. This was evidenced at the release of
their first quarter earnings where the company guided for lower than expected user growth
(5 million new users for the second quarter
as opposed to expectations of 6 million) which
translated into the share coming under pressure from investors concerned by what this
means for the trend as the company managed
to build their global subscriber bae to just be-
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low 150 million users in total. When considering profitability, even this more mature Technology company operates on a relatively thin
7.61% net margin (generating $344 million in
net income off a revenue base of $4.52 billion)
implying ongoing challenges for free cash generation to shareholders precisely because of
the pressure to deliver strong revenue growth
and squeeze out competition in a market with
low barriers to entry. The chart below provides
an indication of the scale of losses and poor
quality nature of such Technology businesses
and the extent to which they have destroyed
value as opposed to being sustainable compounders:

Source: The Economist, “Herd Instincts”

Ultimately, recent performance and multiple
expansion requires robust earnings growth
across market segments in order to present
an opportunity for sustainable compounding
for investors. Investors would be best served
to always be conscious of the prospects for
profitability growth and to not get caught up
purely in thematic investing which delivers
neither sustainable compounding nor attractive valuations.
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GLOBAL INVE S TOR S
REMAINED FI X ATED
ON THE FOLLOWIN G
THEME S IN THE
SHOR T TO MEDIUM
TERM :
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sion remained entrenched. With a number of
key political risks on the horizon including the
negotiated process of the UK exiting the European Union, the ongoing lack of resolution to
the U.S.-China trade spat and manufacturing
PMI’s across the globe stuttering, markets are
likely to remain on edge for the foreseeable
future. Central banks are likely to react by being very responsive to data and keeping monetary policy flexible. To illustrate the extent
to which market expectations with regards to
interest rate moves out of the Federal Reserve
have shifted, FRA markets are now pricing in
an interest rate cut from the Federal Reserve
before the end of 2019 with an additional cut
by the middle of 2020. This compares to the
market pricing in additional hikes from the
Federal Reserve by the middle of 2019 as recently as six months ago.

for 2018 more than the net profits of Apple,
Google and Amazon combined) may have had
something to do with the strong demand, it
must be noted that this is a debut issuance
in the corporate space where political risk remains highly elevated in the current environment.

THEME 2

To this extent, the global search for yield remains prevalent with low interest rates out
of the U.S. the prevailing status quo. As such
higher yielding currencies have continued to
be the beneficiaries of strong inflows into their
bond markets from developed market investors on a search for yield at the expense of
lower yielding currencies. Further anecdotal
evidence of such a theme could be witnessed
in the veracious appetite for the debut bond
issuance from state owned oil company Saudi Aramco. With the company looking to raise
$10 billion in order to partly fund the $68 billion purchase of petrochemicals firm Saudi Basic Industries (SABIC), bids for the bond eventually exceeded $100 billion. The company
eventually issued $12 billion worth of bonds.
While the staggering profits made by the state
owned oil company (equating to $110 billion

THE ME 1

The search for yield remaining pervasive as
the Federal Reserve turns dovish once again:
With concerns growing regarding slowing
global growth and the increasing probability of
a global recession, policy makers at the Federal Reserve have once again turned dovish in
pausing interest rate increases and even guiding to a pause for the remainder of 2019. With
the yield curve in the U.S. inverting for a very
brief period of time coming into the second
quarter, market jitters regarding a recession
turned even more heightened as every time
the yield curve had inverted for a sustained
period of time, the U.S. economy had entered
a recession. Such concerns regarding the yield
curve ultimately remained relative short lived
as the curve very marginally steepened after
the brief inversion but the overarching concern regarding the pace of the global expan-

The chart below confirms this theme of a strong
search for yield as the majority of currencies
which have fared better over the course of
2019 have been higher yielding emerging
market currencies as opposed to lower yielding developed market currencies. The most
notable exception to this has been the British
Pound which strengthened considerably on the
back of economic data emanating out of the
UK remaining relatively robust despite the disorderly Brexit process.
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Source: Bloomberg, 27four Investment Managers
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THEME 3

Source: The Financial
Times, “China GDP grows
faster than expected in
first quarter”

THEME 2

unintended consequences within the world’s
second largest economy. It is becoming more
clear that such a management of the growth
number is going to come at the expense of
the efforts of the government to transition the
source of growth to more consumption driven growth as opposed to industrial investment
and output driven economic growth. This has
become more apparent during the first quarter as the government was forced to first step
in with a $298 billion tax cut stimulus package
after industrial profits plummeted by more
than 14% between February and March and
signs were growing that the trade war with
the U.S. is biting given trade statistics. In addition to this, the contribution of industrial
production to growth once again accelerated
as retail sales growth remained positive but
began to falter. The graph below provides an
indication of how industrial production growth
as a result of direct government intervention
as well as through stimulating production output through tax incentives occurred during the
latter part of the first quarter.

THE ME 1

China battling to shift source of economic
growth: What is becoming abundantly clear
is that the global economy, and emerging
markets in particular remain highly dependent on ongoing robust economic growth out
of China. Whether the reason for this fixation
on Chinese growth is to provide some degree
of comfort that geopolitical tensions between
the world’s two largest economies are not
about to derail the global economy or if it is
to provide comfort to consumers and entire
economies across the globe that the growing
consumer market out of China remains robust
and will continue to demand output at a prolific rate, Chinese economic growth numbers
appear to be scrutinised in antogonising detail
each quarter. While the latest GDP print out of
China for the first quarter of 2019 remained
robust and in fact ahead of expectations at
6.4% growth year on year (6.3% growth expected), it is becoming increasingly apparent
that Chinese authorities are becoming compelled to manage such a growth number in order to appease the market and not create any

THE ME 1
moving higher due to falling yields. What is
even more overwhelming, is that such capital gain driven returns were generated by a
marginal move in 10 year Treasury yields from
2.7% at the start of the year to just under
2.4% by the end of the first quarter. While this
had a positive impact during the first quarter
of 2019, this can easily go the other way with
yields moving ever so slightly higher on the
back of one of a number of plausible market
outcomes. Such yield moves higher would by
far offset any income gains from coupon payments and would drag total returns materially
lower. The chart below provides an indication
of the total return sources over a longer dated
10 year period across a spectrum of fixed income instruments:

THEME 2

Strong appetite for income and increasing
convexity within fixed income instruments:
With fixed income yields across all bond markets referencing off US Treasuries remaining
artificially depressed as a consequence of very
deliberate monetary easing out of all major
developed market central banks, a big risk to
investors remains the interest rate sensitivity of all financial assets correlated to interest
rates in some direct way. To explain this risk
further, investors remain concerned about the
extent of capital losses (or gains) as a result
of a small move in interest rates or yields. This
has become very apparent during the first
quarter of 2019 with as much of two thirds of
total returns from U.S. Treasuries being driven by capital gains as a result of bond prices

Sources of Fixed Income Total Return

U.S. Treasury

Euro
Government

Global IG
Price

Global High Yield
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What is apparent from the above is that
investors ultimately invest in bonds for yield
or income. This should by far be the greatest
source of returns from such an asset class as
has been the case historically. The current
low yield narrative has had some perverse
outcomes for investors from a risk and
reward perspective which has translated into
investors needing to adopt additional risk in
order to generate a given level of retu rn.
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A S SE T ALLOCATION
O U T LO O K S UM M ARY

How to read this table:

▪▪

SA Bonds

▪▪
▪▪

SA Listed Property
SA Cash
Offshore Equity
Offshore Listed Property

Max
Overweight

▪▪

SA Equity

SA Inflation Linked Bonds

Overweight

Neutral

Current allocation (as of Quarter 2 2019)

Underweight

Comments

Max
Underweight

Previous allocation (as of Quarter 1 2019)

▪▪
▪▪
▪▪
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S A EQ U I T Y
Economic Factors and
Variables Used
▪ Forward dividend yield
▪ Earnings growth expectations
▪ Forward P/E multiple

S A C A SH
Economic Factors and
Variables Used
▪ Repo rate
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12 month expected risk
8% - 10%

12 month expected return
10% - 12%

Resultant Positioning
With dividend yields on the All Share Index currently at
around 3% and earnings growth expectations for the market in composite at between 7.5% and 8% for the next 12
months, this provides a base return of between 10.5%- 11%.
Given equity multiples on a forward basis at 13.6X earnings
(in line with the long run average multiple of the JSE) there
is no de-rating in multiples that is expected to impair this
return given the reasonable scattering of companies with the
ability to compound earnings and returns into the medium
term. While there has been notable multiple expansion over
the course of 2019 to date which has supported stronger
than expected returns, it would not be prudent to assume
further multiple expansion in composite giving the building
macroeconomic headwinds and concerns likely to affect investor sentiment.

12 month expected risk
0% - 2%

12 month expected return
6% - 8%

Resultant Positioning
With the higher weighted average duration money market
funds currently yielding around 7% and interest rates not
expected to move more than 1% in either direction over
the next 12 months, this provides a fairly stable backdrop
to anchor return expectations for money market to in line
with where they currently stand with a possible bias to very
marginally higher.

S A INFL AT ION
LINK ED B ONDS
Economic Factors and
Variables Used
▪ Inflation
▪ Real bond yields

SA BONDS
Economic Factors and
Variables Used
▪ Inflation
▪ Interest rates
▪ Nominal bond yield spreads

12 month expected risk
8% - 10%

12 month expected return
6% - 8%

Resultant Positioning
With the latest inflation print coming in at around 4.5%, coupon adjustments will provide this return to bond holders.
While break-even yields on the long end seem high making
the asset class expensive there is some potential for breakeven yields on shorter dated instruments to increase either
offsetting decreasing break-even yields on longer dated instruments or surpassing the impact of moves in yields on
longer dated instruments. This break-even yield increase on
shorter dated instruments is what could push returns above
the current inflation print. Given the disappointing performance relative to nominal bonds for more than 18 months
now valuations overall (even on the longer end of the curve)
have become more interesting.

12 month expected risk
8% - 10%

12 month expected return
8% - 10%

Resultant Positioning
With nominal yields on 10 year bonds currently around 9%,
bond yields would need to move materially higher or lower
resulting in a capital gain or loss event for returns to deviate
substantially away from current yields. With nominal bonds
offering a 4% real return on the 10 year bond and real yield
differences relative to global developed market bonds high it
is difficult to foresee an environment which results in a significant increase in yields and consequent impairment to returns. Further action from global central banks remains critical to sentiment, foreign flows and hence this total return
argument. It appears for now the Federal Reserve remains
in pause mode for the remainder of 2019.
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S A LI S T E D
PRO PER T Y
Economic Factors and
Variables Used
▪ Current distribution yields
▪ Distribution growth expectations
▪ Price/NAV

OF F SH O RE
EQUIT Y
Economic Factors and
Variables Used
▪ Forward dividend yield
▪ Earnings growth expectations
▪ Forward P/E multiple

24

12 month expected risk
10% - 12%

12 month expected return
6% - 8%

Resultant Positioning
While current distribution yields have become more attractive after a strong sell-off, the outlook for the ability to grow
distributable income at historic levels is questionable given
the weak economy and potential for increasing vacancies.
Prices have moderated substantially relative to net asset value and a further write down has become less likely. With distribution growth being guided in the region of 6% and an unlikely further strong derating relative to net asset value the
sector is poised for mid-single digit returns. The degree of
unsustainable one off measures to boost distribution growth
has been a concern and still needs to be completely worked
out the base. Edcon and its direct and indirect impact on the
sector remains an additional medium term risk.

12 month expected risk
10% - 12%

12 month expected return
8% - 10%

Resultant Positioning
With mid to high single digit earnings growth forecast for
global equities in composite for 2019 and a current dividend
yield of 2%, returns are likely to come in at high single to
low double digits in US Dollar terms in the absence of any
material change to ratings. P/E multiples have once again
expanded considerably after a strong rally in global equities
through the start of 2019. The expanded multiples will need
to be warranted through earnings delivery on an ongoing basis which given the relatively robust although slowing marginal rate of growth within the US and global economy is not
out the question.

O F F SH O RE
BONDS
Economic Factors and
Variables Used
▪ Global inflation
▪ Global interest rates

12 month expected risk
8% - 10%

Resultant Positioning
When interest rates and inflation both poised for an increase
through the course of 2019 is combined with still low levels
of absolute yields on global developed market debt the outlook remains unfavourable for the asset class. Short term
risks to this view are central banks once again reverting to
materially looser policy pushing yields even lower.

OFF SHORE
LIS T ED PROPER T Y

12 month expected risk
8% - 10%

Economic Factors and
Variables Used

Resultant Positioning

▪ Current distribution yields
▪ Distribution growth expectations
▪ Price/NAV

12 month expected return
0% - 2%

12 month expected return
10% - 12%

With distribution growth of between 4% and 6% expected for 2019 coupled with a current yield of around 4% in
composite, an attractive return is arrived at for global listed
property. When combined with the fact that global property
trades at around a 8.5% discount relative to net asset value
with improving fundamentals, this low double digit base case
return is likely to be supplemented by a further price appreciation relative to net asset value.
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This document is strictly for information purposes only and should not be considered as an offer, or solicitation, to deal in any
of the investments mentioned herein. Any information and opinions contained in this communication, and any supplemental
information provided, is believed to be reliable but no representation or warranty is given as to its correctness, accuracy or
completeness. Any representation or opinion is provided for information purposes only. We do not undertake to update, modify
or amend the information on a frequent basis or to advise any person if such information subsequently becomes inaccurate. It is
not intended to create, and shall not be capable of creating, any obligation or liability on the part of 27four Investment Managers
or any of its affiliates, and shall not form part of any contract. All information and opinions provided are of a general nature and
are not intended to address the circumstances of any particular individual or entity. We are not acting and do not purport to act
in any way as an advisor or in a fiduciary capacity. Any decision to invest must be made by the recipient solely on the basis of its
own independent judgement and research and subject to the terms and conditions governing applications to any relevant fund.
No one should act upon such information or opinion without appropriate professional advice after a thorough examination of a
particular situation. While opinions stated are honestly held, they are not guarantees and should not be relied on. Please note
that past performance figures are not audited and should not be taken as a guide to the future. 27four Investment Managers
will not be held liable or responsible for any direct or consequential loss or damage suffered by any party as a result of that
party acting on or failing to act on the basis of the information provided in this document. This document may not be amended,
reproduced, distributed or published without the prior written consent of 27four Investment Managers. 27four Investment
Managers is an authorised financial services provider.
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