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Rebooting the global 
economy in the era 
of a pandemic
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In this report we 
will cover the 5 key 
themes that will 
influence the flow 
of capital in the 
restart of the global 
economy.
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Theme 1

The impact of Covid-19 on global growth and risk appetite 

Covid-19 has been a crisis 
that has caught the investment 
community completely off 
guard coming into 2020. With 
an infection rate from the 
World Health Organisation 
(WHO) classified pandem-
ic now surpassing 2 million 
at the time of writing and a 
death toll in excess of 129 000 
people across the world. The 
human cost of this pandemic 
has reverberated through the 
global community in the most 
chilling way.

The mistake often made by the public is trying to separate 
the societal impact from the economic impact arguing that 
the societal impact should be taken care of before any con-
sideration can be given to the economic impact. The reality is 
that with in excess of 20 million jobs lost in the US and con-
servative estimates indicating just under 400 000 job losses 
in South Africa as a direct result of the decline in economic 
activity from the virus, the knock on effect of the econom-
ic impact onto the social fabric of communities across the 
globe is going to be undeniable.

As global economies have rushed to shut their borders and 
implement “lockdowns”; restricting the movement and inter-
action of people in order to slow the spread of the virus, 
the economic cost of the pandemic continues to grow at an 
alarming rate. The chart below provides some insights into 
just how sharp and severe the impact is expected to be on 
the global economy with the IMF forecasting dire economic 
growth for 2020, which has been revised significantly lower 
than just 6 months ago during the final quarter of 2019:
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Outside of the global spread of the Covid-19 pan-
demic and the uncertain impact on the world’s 
economy, the following factors continue to weigh 
on risk appetite and consequently result in vol-
atility spiking to unprecedented levels while risk 
assets across the world have come under severe 
strain:

A capitulation in the oil price as a result of a fall-
out between OPEC+ members; Russia and Saudi 
Arabia on a path for future oil production.

An emerging market currency crisis

US Treasuries falling to record lows

South Africa being downgraded to sub-investment 
grade from Moody’s investor services with Fitch 
rapidly following suit to downgrade South Africa 
further into sub-investment grade territory

Liquidity and financial crisis across the globe with 
central banks forced to intervene in order to 
shore up liquidity and in extreme circumstances 
in South Africa play a role in bond price stability

The IMF has now forecast that the global economy is likely to shrink by 5% by the end of 2021 when com-
pared to expectations in October 2019, even after witnessing a synchronised and robust economic recov-
ery during 2021. It is clear that Covid-19 and its resultant impact on risk appetite, the structural economic 
backdrop for the world and its consequences for the plumbing of financial markets is not a transitory event 
but is likely to remain entrenched for some time. The chart below provides a depiction of perhaps the most 
accurate depiction of how the risk off sentiment that has prevailed has become entrenched with the Chica-
go Board of Exchange “VIX” Index (otherwise known of the US Equity fear index) spiking to levels beyond 
those witnessed during the global financial crisis (on an intra-day basis) to its highest level in more than 30 
years:
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Source:  Bloomberg, 27four Investment Managers

As responsible stewards of capital, it is the job of the asset management community to be able to cut 
through the noise and establish when a level of normalcy will return to financial markets with some appe-
tite for risk assets. Numerous market participants make convincing arguments that valuations across risk 
assets around the world have compressed materially therefore presenting compelling arguments for an 
up-weighting of risk assets to levels higher than what was held before the Covid-19 induced sell- off. We 
are of the view that the damage done to the investor psyche has been immense and it is likely to be a while 
before sustained risk appetite returns to financial markets. Perhaps the best indicator of a reversal to such 
investor fear would be to watch flows into emerging markets. With the yield pick-up on emerging market 
assets remaining highly attractive, rational behaviour would dictate that investors are likely to have increased 
appetite for such assets particularly in an environment of supressed global interest rates such as those we 
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are likely to have into the medium term at least. 
Once emerging markets witness a sustained and 
consistent inflow of capital it would be safe to say 
that investor risk appetite has improved and this 
is likely to be in a scenario where global growth 
expectations improve considerably. The chart be-
low depicts the cumulative flows into the South 
African bond and equity markets over the course 
of 2020 thus far and the consequent reaction in 
the local exchange rate. While one may argue that 
South Africa is not reflective of emerging markets 
as a whole and there may be idiosyncratic issues 
at play affecting South Africa in isolation (such as 
ratings downgrades, weak economic growth and 
slow structural economic reform), it is impor-
tant to note that this has been a trend witnessed 
across all emerging markets with cumulative out-
flows from such financial markets exceeding $83 
billion during the course of March 2020 alone. 
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Theme 2

De-risk or re-risk, when is the right time? 

The sell-off witnessed during the first quarter of 
2020 across global stock markets has not only 
been severe but has also been unprecedented in 
terms of its speed. This partly explains why the 
impact of investor risk appetite and volatility has 
been as severe as what has been witnessed thus 
far. To put some statistics to the speed of this sell-
off the chart below summarises all previous bear 
markets within US equities (defined as a peak to 
trough sell-off of 20%) and the time taken to reach 
bear market territory: 

0 50 100 150 200 250 300 350

19 February 2020
16 September 1929

25 August 1987
12 December 1961

9 February 1966
9 October 2007

11 January 1973
24 March 2000

29 November 1968
2 August 1956

28 November 1980

Number of Days for Bear Market To Ensue

At just 16 days the S&P 500 entered into an offi-
cial bear market from 20 February 2020. The Cov-
id-19 sell-off is the fastest bear market to ensue in  
history. It is in fact just over half the time to reach 
a bear market as the next fastest sell-off in histo-
ry which was triggered by the great depression 
in the US. While the total drawdown from peak 
to trough of the global financial crisis was higher 

than what has currently been experienced in total, 
losses from this Covid-19 sell-off by the end of 
the first 30 days dwarfed the sell-off experienced 
during the global financial crisis or dot com bub-
ble burst with drawdowns of some 30% in total 
surpassing these previous two sell-offs by a factor 
of roughly 6 times over the same 30 day period.
When considering the impact on equity market 

Source: Iress, 27four Investment Managers

Number of days for bear market to ensue
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When considering the impact on equity market 
multiples across the world, investors witnessed a 
sharp contraction in price to earnings multiples 
for all major stock markets across the globe. The 
chart below provides a summary of some of the 
multiple contraction witnessed across some of 
the most relevant stock markets to a South Afri-
can based investor:
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While the immediate reaction from many market 
participants would be to want to immediately take 
advantage of these markedly improved valuations 
by allocating increasing amounts of capital to equi-
ties, we would advocate for exercising some cau-
tion in just blindly allocating increasing amounts 
of capital to risk assets. We would advocate pro-
ceeding with caution for the following reasons:

1.  Compressing PE multiples may be reflective of 
a starting earnings base that is too high or earnings 
growth expectations that are too optimistic: With 
lockdowns imposed in all major economies around the 
world there is little doubt that the impact of Covid-19 
on corporate earnings across the globe will be devas-
tating. Anecdotal evidence to suggest a strong down-
swing in US corporate earnings is imminent and has 
already started to emerge with retail sales contracting 
by the sharpest amount (decline of 8.7%) since records 
began in 1992. When combined with manufacturing 
output declining by 6.3% coming into the second quar-
ter of 2020, before the worst of the Covid-19 is behind 
us, investors should brace themselves for a very chal-
lenging earnings season across the globe. Once such 
earnings expectations across the world are revised 
lower, multiples are likely to jump to more realistic lev-
els. While the trajectory of the Covid-19 pandemic is 

still very uncertain, it may also be prudent to revise 
earnings growth expectations lower. Early evidence 
emanating out of the US banks tend to support this 
theory as Goldman Sachs, JP Morgan Chase, Bank of 
America and Wells Fargo all drastically increased their 
provisions for credit losses from their retail consumer 
and investment banking credit books. Total credit loss 
provisions for these banks increased by a cumulative 
whopping $25.1 billion for the first quarter as they all 
reported earnings declines north of 40% for the first 
quarter of the year. Similar earnings patterns are ex-
pected out of other cyclical businesses within the US 
and particularly those geared towards an increasingly 
stressed consumer. The rest of the world is likely to 
follow suit as data becomes available. While there will 
be a sharp rebound in economic activity subsequent to 

the ending of lockdowns and life returning to normal, 
there is no indication when this might be and how long 

Select indices forward PE’s
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it may take the consumption cycle to reach its full po-
tential given the wide scale job losses emanating out of 

the US and likely to spread across the globe. 

2.  Uncertainty is likely to remain heightened until a 
vaccine for the virus is found: With investor sentiment 
battered as discussed at length above, risk appetite is 
likely to only return to the market when a scalable vac-
cine for the virus is found. This would result in global 
economic activity being able to return to normal and 
with ample liquidity and fiscal stimulus unleashed, there 
is likely to be significant pent up demand resulting in 
improved consumer and business confidence and con-
sequently a re-rating of the market to a higher multiple 
of forward earnings. The issue of course is that health 
and pharmaceutical experts seem to believe that a scal-

able vaccine is likely to remain elusive for at least the 
next 12 months.

While this paints a relatively bearish picture and may 
provide the impression that we are exceptionally con-
cerned about risk assets, it is important to be aware of 
the fact that context matters. The sell-off which has en-
sued has shaved anything from 1.5% - 3% of a balanced 
fund’s equity allocation depending on whether it is a 
more conservative or more aggressive balanced fund. 
We are certainly not in favour of trimming equity ex-
posure significantly more than this reduction as a result 
of market movement but simply make the point that in-
vestors want to be aware of the changing circumstanc-
es and as a result may want to be more cautious than 
simply just “buying the dip” and increasing risk asset 

weightings to that materially higher than what would 
have been held prior to the sell-off simply because eq-

uities appear optically cheap.  The chart below provides 
some insight into how previous equity market sell-offs 
since 1970 have played out and provides a clear indi-
cation of how even during difficult years where fear 
dominated sentiment, equity markets ultimately always 
closed the year out well above their lowest point for 
the year:
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As was the case in previous years’ drawdowns this too shall pass and investors will come out on the other side. 

When considering previous bear markets on the JSE, very similar conclusions can be drawn. The table below provides a summary of the pertinent points of all 
previous bear markets on the JSE:

Initial 20% fall 
from peak

Month of bottom Fall (Peak to 
trough)

No. of Months (peak 
to trough)

Peak PE Trough 
PE

12 month decline in 
earnings from initial 
20% fall

12 
months

24 
months

36 
months

31/07/1969 31/10/1971 -62% 27 25.6 8.9 4% -25% -41% 9%
28/02/1975 31/08/1976 -47% 28 13.7 4.9 7% -9% -22% -6%
31/03/1982 30/06/1982 -38% 9 6.4 4.1 -5% 112% 105% 137%
31/10/1987 29/02/1988 -44% 6 14.7 8 21% 51% 103% 85%
30/11/1990 31/01/1991 -22% 10 10.9 8.7 -5% 41% 34% 86%
31/08/1998 31/08/1998 -39% 4 19.4 11.4 6% 34% 54% 81%
31/01/2003 30/04/2003 -33% 11 13.6 8.8 -14% 38% 67% 181%
30/09/2008 28/02/2009 -41% 16 15.8 8.2 -29% 29% 49% 49%
30/03/2020  -31% 1(so far) 18.3 12.1 0% 0% 0% 0%
Average -41% 14 15.4 8.3 -2% 30% 39% 69%

Source: Iress, 27four Investment Managers

As is clear from the above, the starting multiple is 
an important consideration in determining both 
the length and extent of the equity market draw-
down. In all cases except the sell-off of 1982 the 
starting PE multiple was well ahead of the long 
term average PE multiple of 12X earnings. It 
should be noted that the historic PE multiple of 
the current market is being skewed by Naspers 
given its lofty multiple which is north of 40X earn-
ings and its large weight in the index. When ad-
justing for Naspers, the current multiple of the 
market is 8.5X earnings and a lot closer to the av-
erage bear market trough multiple. Similar to the 

US markets, what is clear is that the speed of this 
correction has been somewhat unparalled with 
bear markets generally stretching over a much 
longer timeframe. 

The ultimate conclusion then is that investors 
should maintain a healthy position to risk assets 
across all balanced funds and not look to cut any 
equity exposure for the safety of money market 
(especially with interest rates being cut aggres-
sively by 2.25% since the start of 2020). Such risk 
asset exposure will ultimately stand investors 
in good stead over the medium to long term as 

equity markets eventually recover. There should 
not, however, be an extreme level of confidence 
that such a recovery will be smooth and inves-
tors should not be fooled by equity markets that 
appear optically cheap as earnings basis still need 
to be re-calibrated for the new normal and risk 
appetite is likely to remain supressed over the 
short term. As such, investors should be cautious 
of going materially overweight risk assets in this 
environment.
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Theme 3

Is the oil market the joker in the pack?

Brent crude has experienced a turbulent start to 
the year, suffering blows from a demand shock 
due to global industries being locked down, with 
countries issuing travel restriction and self-isola-
tion orders in an attempt to curb the spread of 
Covid-19. The disagreement between Saudi Arabia 
and Russia during the OPEC+ meeting in March 
heightened the risk of a supply shock, as Russia de-
clined to lower its output and Saudi Arabia retali-
ated by oversupplying the market. However, Russia 
was concerned about the increased market share 
gain the US shale was benefitting from at the ex-
pense of OPEC+ cuts. Interestingly, the price war 
between the two nations has taken an abrupt turn, 
with both nations coming to an agreement on oil 
production cuts during their latest OPEC+ meet-
ing on the back of increased pressure from the US 
president, Donald Trump. 
The fresh cuts could shed approximately 10% of 
global supply in May and June, cutting 9.7 million 
barrels a day in production. The possibility of fur-
ther production cuts in the future to bring the 
oil market into equilibrium as excess inventories 

need to be drawn down remains. The size of the 
cuts are expected to be more than twice the size 
made by OPEC in the midst of the financial crisis. 
However, there are doubts that the cuts would 
boost Brent crude prices or compensate for the 
lack of demand due to the Covid-19 pandemic. 
This is ultimately a very relevant point as the rip-
ple effect through the global economy from ma-
terially lower oil prices for an extended period 
is likely to impact aggregate demand from many 
chains within the US economy as well as a number 
of emerging markets. Sustainably lower oil prices 
present a risk to the US shale industry and con-
sequently a significant amount of jobs and down-
stream consumption as the world’s largest econ-
omy is already in the midst of its worst job loss 
cycle since the great depression. It is clear that 
this is likely to cause additional stresses within 
the US economy and hence the rapid intervention 
of President Trump in the spat between OPEC+ 
members in an attempt to stabilise oil prices such 
that shale producers could recover. The diagram 
below summarises the ripple effect of lower oil 

prices through the US economy and consequently 
how this filters into financial asset prices:

Supply glut leads to lower oil prices into the me-
dium term

Shale companies which require an oil price to be 
sustained above $45 per barrel come under se-
vere strain

An already stressed labour market has additional 
strain placed on it by shale operators laying off 
employees

This results in further negative economic growth 
revisions, reduced consumption and weighs on 
corporate earnings growth and investment

This decline in corporate profitability and invest-
ment continues to weigh on investor sentiment 
and a consequent stock market recovery
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Looking at the charts below, one can evidently see 
that historically world production and consump-
tion of oil has been closely tracking each other, 
with sporadic kinks of oversupply before the fourth 
quarter of 2019. The significant slump in demand 
from Q1:2020 takes into account the above men-
tioned adverse impact of Covid-19 on economic 

activity. Meanwhile, the implied stock build-up has 
significantly increased in the first quarter of 2020, 
with further increases expected during the sec-
ond quarter thus putting pressure on the oil price 
in the short term. The stock build up is expected 
to decline starting from the third quarter of the 
year with consistent stock drawdowns from that 

point. World consumption is expected to rebound 
aggressively once the uncertainties around Cov-
id-19 have been resolved with industries resuming 
production and travel restrictions relaxed. Though 
we foresee risk of a delay in the rebound if the 
spread of the virus is not contained or a vaccine 
is not developed.
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With low oil prices likely to prevail through the 
second quarter of 2020, we are concerned about 
US shale companies and their ability to weather 
the storm given that the sector is highly leveraged 
with a high fixed cost base.  In light of the surge in 
US jobless claims and increasing corporate cred-
it spreads, investors are likely to be exceptionally 
anxious about the ability of such companies to ser-
vice their burdensome debt obligation. Addition-
ally, the US congress has shed little light around 
how the $2 trillion fiscal package will be distribut-
ed, compounding the uncertainty on whether US 
shale companies will be prioritised given that they 
are US President Donald Trump’s voting base with 
the US heading to the voting polls later in the year. 
The chart below provides an indication as to just 
how far credit spreads in the US have blown out 
through the course of the first quarter of 2020:

Source: Bloomberg, 27four Investment Managers 
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Locally, we expect to benefit from a low oil price 
during the second and third quarter of the year 
with a positive net effect after accounting for 
Rand volatility. There is, however, a tail risk that 
an oil price spike led by a resurgence in oil de-
mand could elevate inflation expectations closer 
to the upper bound of the target band, given the 
SARB’s continued accommodative policy in light 
of the increased lockdown period which has had 
dire consequences for the economy and confi-
dence. It is important to stress that this is a tail 
risk event given the credibility garnered by the Re-
serve Bank as a fastidious inflation targeter and 
the exceptionally benign inflationary print even 
prior to measuring the impact of Covid-19 on 
aggregate demand. Additionally, it is important to 
consider that South Africa’s terms of trade have 
been gradually improving over the last 4 years and 
with the recent oil price capitulation this is likely 
to strengthen this metric even further, placing less 
strain on South Africa’s current account balance 
and consequently the Rand.

It would be instructive to consider the relative val-
uations of South African inflation linked bonds and 
how such valuations have changed over the recent 
past. The chart below provides a stark indication 
of just how much the inflation linked bond curve 
has steepened with yields moving consistently and 
sharply higher across the entire curve. This is in-
dicative of significantly more value on offer from 
the asset class as break-even yields on these in-

struments have moved sharply lower to in line 
with if not below inflationary print. Consequently, 
inflation linked bonds now offer a more attrac-
tive entry point against a tail risk of inflation rising 
sharply.
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Theme 4

The impact of political risk on the global economy and financial markets

“Change is the only constant in life” by the 
Greek philosopher Heraclitus

The US presidential election will take place in No-
vember this year, with the democratic nominee 
set to be former vice President Joe Biden after 
Elizabeth Warren and Bennie Sanders exited the 
democratic race. The administration’s ability to 
handle the Coronavirus has been heavily criticised 
heading up to the election, increasing the likeli-
hood of Trump using Biden’s health concerns as 
a political strategy. One cannot dismiss the fact 
that Trump has the potential to sow doubt about 
the integrity of the election, further increasing the 

involvement of US institutions in the disputes.
 
Additionally, the EU and UK will be resuming fresh 
rounds of talks regarding the BREXIT process 
between now and June, with talks having been 
disrupted by the Coronavirus pandemic. The EU 
chief negotiator Michael Barnier and his counter-
part from the UK, David Frost will be finalising the 
dates of the meetings. There is an increased like-
lihood that the talks will be prolonged given the 
limited time that both parties have in developing 
a comprehensive transition deal. Even if the deal 
is concluded there is widespread concerns that 
there would be heightened bureaucratic burdens 
for UK business while they are currently dealing 
with Coronavirus effects.

Global supply chains are set to be decoupled with 
the US implementing ‘America first’ policies that 
the Trump Administration have been advocating  
and thus promoting bringing back the productive 
capacity to US which has further implications for 
the bilateral flow of technology, talent and invest-
ment particularly in 5G, cloud computing and 

semiconductors. The Coronavirus outbreak has 
caused technology companies to think of reduc-
ing supply chain or production concentration be-
tween the two countries, which has the potential 
of further accelerating the decoupling rate. Nega-
tive spill over effects are expected in other related 
industries like finance and scientific cooperation, 
additional complexities for various industries as 
they attempt to navigate volatile supply chain re-
lationships.

The US-China geopolitical tensions are expected 
to be heightened during and post the Coronavi-
rus pandemic as the Chinese government is using 
Coronavirus eradication methods as a diploma-
cy tool, while the US struggles to effectively deal 
with the virus. Beijing is set to provide financial 
and medical assistance to countries (including 
US allies) further entrenching its influence in the 
world. The Trump administration is likely to con-
tinue using foreign policy as a strategy in limiting 
the influence of Chinese tech companies in the US 
and criticising Beijing in the handling Hong Kong 
and Taiwan. There is an increased likelihood that 
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the phase one trade deal between the two nations 
might be in jeopardy if tensions are heightened 
thus pencilling out a phase 2 agreement. Addi-
tionally, it appears that the Covid-19 pandemic is 
adding fuel to the fire to the already tempestu-
ous relationship between the US and China. The 
latest escalation of such tensions were witnessed 
early during the second quarter where President 
Trump announced that the US would be stopping 
all $500 million of its funding to the World Health 
Organisation as it failed to adequately prepare the 
response of the globe to the virus and is accused 
by the President of having strong ties with China. 

The geopolitical developments suggested above 
would have an adverse impact on financial mar-
kets in varying degrees, but will slightly increase 
risk premiums across equities and emerging mar-
ket assets in differing proportions. Global equity 
is the asset class most likely to be repriced given 
the risk expectations and the impact of the ten-
sions on company earnings and investment. The 
chart below provides a summary of various coun-
tries fiscal response to the Covid-19 pandemic 
and how large such programmes are relative to 
the size of their economy. In addition to this, the 
impact to GDP by the different sources during a 
recessionary environment is also displayed. What 
is clear from these charts is that fiscal stimulus 
packages are not nearly sufficient to offset the im-
pact of the reduction in private sector investment. 

Should political risk continue to remain elevated, 
this is likely to continue to weigh on corporate 
investment and consequently the overall economy 
and earnings growth. 
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Emerging market assets and currencies are 
also at risk of feeling the brunt of strong 
risk off sentiment ensuing from extended 
and severe political risk. The chart below 
provides a summary of the extent to which 
yields in South Africa have blown out rel-
ative to the US since the start of the year. 
While the majority of this move is related 
to the impact of Covid-19, long standing 
slow structural reform and consequent rat-
ings downgrades have contributed to the 
elevated South African yield environment 
and consequently pricing of these financial 
assets.
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Theme 5

The trade-off between quality and valuation in an uncertain world

One of the basic tenants of investing is that in-
vestors should look for a “margin of safety” when 
allocating capital. Many financial market partici-
pants have generally interpreted this to mean that 
investors should allocate capital to companies 
that are trading on low multiples of their earn-
ings building in conservative growth estimates and 
thus not expecting much out of some companies 
with regards to execution in order for their share 
prices to re-rate to higher multiples of earnings. 
What has transpired more recently, however, is 
that value is very much in the eye of the behold-
er and in an uncertain and fear driven market, in-
vestors have found greater comfort in companies 
with strong cash flows, healthy balance sheets and 
a high degree of certainty in delivering on their 
provided expectations. That is, quality orientated 
shares have significantly outperformed value ori-
entated shares despite the perceived valuation 
safety on offer from low price to earnings multiple 
businesses.

In our view, such a performance differential is war-
ranted as investors should be willing to pay higher 
multiples of future earnings should a larger pro-

portion of those earnings be converted into cash 
and secondly, should there be a greater degree 
of certainty in meeting the guided expectation of 
such earnings. 

The ability to generate strong free cash 
flows provides a company with a lot more 
optionality as highlighted in the points be-
low:

one
High free cash flow generation enables a company to keep the balance sheet exceptionally healthy with no 
forced leverage being necessary in order to conduct capital expenditure in growing the business.

two
High free cash flow generation enables companies to pay higher dividends during periods of slowing top line 
revenue growth in order to sustain total shareholder returns.

three
High free cash flow generation enables a company to be opportunistic during times of crises in order to 
invest aggressively or perform acquisitions which could materially improve such a company’s long term sus-
tainable advantage or moat.
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Given these sustainable and defendable struc-
tural advantages, it makes sense that quality 
deserves to trade at a premium relative to 
value and should come as no surprise that 
such industries have managed to limit draw-
downs during difficult economic periods of 
deteriorating investor sentiment. The chart 
below provides some insights into how var-
ious sectors in the US performed during the 
most challenging period of the Covid-19 re-
lated sell-off during the first quarter:
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Communication Services
Financials

Health Care
Energy

Consumer Discretionary
Materials
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Actual vs. beta predicted return in sell-off

Beta-Predicted Return Total Return

Source: Bloomberg, 27four Investment Managers

What is evident from the above, is that sectors 
traditionally exhibiting these quality traits such as 
Healthcare, Consumer Staples and select Informa-
tion Technology all proved to be a lot more de-
fensive in the sell-off than what their long term 
beta would suggest they should have been. On 
the opposite end of the spectrum, Financials, En-
ergy, Materials, Industrials and Utilities all proved 
to capture a greater share of the downside than 
their long term beta would suggest. These are ul-
timately the sectors of the market trading on the 
most compelling historic valuations and typically 
where value managers have allocated capital in the 
current environment.

When turning our environment to the domestic equity market, it is clear that the quality of the composite 
index has been deteriorating materially over the course of the last 5 years. This has coincided with a period 
of lacklustre performance from domestic equities. The chart below provides an indication of the return on 
equity vs. the total debt to equity through time:
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As is clearly evident from the above, companies 
have been materially increasing their borrowings 
without delivering a commensurate improvement 
in return on equity. This has translated into low-
er free cash in composite available to sharehold-
ers and a disappointing outcome. It is once again 
therefore plausible that such a grouping of compa-
nies should trade on a lower multiple of earnings 
as has transpired.

In summary, we are cautious of simply implying 
that a valuation discount equated to an attrac-
tive investment opportunity. It is necessary to dig 
deeper and understand the source of such a val-
uation discrepancy and whether it is warranted 
depending on the returns and cash flows gener-
ated that are attributable to shareholders. In the 
current environment this implies that we will con-
tinue to have a quality and growth bias with some 
exposure to value given the relative valuation dis-
crepancies.   
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How to read this table:

Previous allocation (as of Quarter 1 2020)

Current allocation (as of Quarter 2 2020)

Comments Max 
underweight Underweight Neutral Overweight Max 

overweight

SA Equity ▪ ▪
SA Bonds ▪ ▪
SA Inflation 
Linked Bonds ▪ ▪
SA Listed 
Property ▪ ▪
SA Cash ▪ ▪
Offshore Equity ▪ ▪
Offshore Listed 
Property ▪ ▪
Offshore Bonds ▪ ▪

Asset allocation

Outlook summary
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12 month expected risk

SA Equity
Economic factors 
and variables used

Resultant Positioning

With the impact of Covid-19 on corporate 
earnings still uncertain, forecasting earnings 
growth estimates and consequently a total return 
for equities has become more challenging. With 
dividend yields on the All Share Index currently 
at around 4.5% and if low single digit earnings 
growth in composite is factored in to current 
valuations, this provides a mid-single digit base 
case return for equities on a 12 month forward 
looking basis. Given equity multiples on a forward 
basis have moderated strongly to under 10X 
(8.3X if Naspers is excluded) earnings , below  
the long run average multiple of the JSE, there is 
a significant margin of safety currently built into 
domestic equity valuations however uncertainty 
remains elevated. We believe that there is select 
opportunities in high quality counters that are 
defensive, very conservative with gearing and highly 
cash generative that are presented as a result of an 
indiscriminate sell-off. We have tilted our domestic 
equity building block in favour of such counters. 
One catalyst for a strong equity market recovery 

would be a vaccine being found for the virus. 
Multiples are likely to re-rate aggressively in such 
a scenario. It appears, however, that we are still a 
while away from a vaccine.  

12 month expected return

12% - 14%

8% - 10%

Forward dividend yield

Earnings growth 
expectations

Forward P/E multiple

12 month expected risk

SA Cash
Economic factors 
and variables used

Resultant Positioning

With two quick-fire interest rate cuts happening 
in a short space of time, the yield on offer 
from longer duration money market funds has 
moderated sharply to around 6%. With the impact 
on economic growth likely to be severe and 
inflation remaining very well contained, there is a 
possibility for more interest rate cuts before the 
end of the year implying a bias towards slightly 
lower yields than what is currently on offer in 
money market funds. Tail risks to such an outlook 
remain a vociferous recovery in oil prices while 
the Rand remains on the back foot fuelling some 
inflationary pressure and limiting the ability of the 
Reserve Bank to cut rates further.  

12 month expected return

0% - 2%

4% - 6%

Repo rate
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12 month expected risk

SA Inflation Linked Bonds
Economic factors 
and variables used

Resultant Positioning

With the latest inflation print coming in at 
exactly 4.6%, coupon adjustments will provide 
this return to bond holders. Break-even yield 
compression across the entire inflation linked 
bond curve continues to persist making shorter 
dated instruments even more attractively priced 
and bringing longer dated instruments more in 
line with long term inflation assumptions. Given 
the disappointing performance relative to nominal 
bonds for more than 24 months now valuations 
overall (even on the longer end of the curve) have 
become more interesting. In addition, the asset 
class has witnessed a sharp increase in real yields 
which is likely to act as a cushion in the event of an 
inflationary surprise. 

12 month expected return

10% - 12%

8% - 10%

Inflation

Real bond yields

12 month expected risk

SA Bonds
Economic factors 
and variables used

Resultant Positioning

With nominal yields on 10 year bonds having risen 
sharply and now settling at around 10.5%, 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 6% 
real return on the 10 year bond and real yield 
differences relative to global developed market 
bonds high, rationality should drive strong returns 
from the asset class. While there is little doubt 
that South Africa’s fiscal strength has undoubtedly 
deteriorated, we believe investors are more than 
compensated for this additional risk through a 
bond yield implying north of 7% long term inflation 
in South Africa. Even post the Moody’s and Fitch 
ratings downgrades, with a CDS spread in excess 
of 420 basis points and the currency premium 
blowing out, there is a significant margin of safety 
currently priced into the domestic bond market.

12 month expected return

10% - 12%

10% - 12%

Inflation

Interest rates

Nominal bond yield 
spreads
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12 month expected risk

SA Listed Property
Economic factors 
and variables used

Resultant Positioning

A significant amount of the total return from listed 
property is driven by income distributions. While 
yields currently appear exceptionally compelling, 
we believe that the current level of yields are 
unsustainable given the impact of the lockdown 
and slowdown in the economy on vacancy rates 
and cash flow at a number of property operators. 
We would thus foresee the current distribution 
yield falling from the over 10% by at least 3% (with 
Edcon alone impacting dividends of the sector by 
up to 1.5%).  A very weak economy and increased 
leverage within the sector (to a 37% loan to value 
ratio) does present a challenge for the outlook 
from a total capital appreciation perspective. 
Efforts being made to move the sector to more 
accepted accounting practices of funds available 
for distribution is likely to also increase scrutiny 
on companies’ ability to distribute income without 
increasing leverage to do so. Price relative to NAV 
has however fallen aggressively for the sector 
which has resulted in the lion’s share of the sell-
off. We expect this to abate going forward. No 
significant re-rating relative to NAV is however 
expected.

12 month expected return

12% - 14%

4% - 6%

Current distribution 
yields

Distribution growth 
expectations

Price/NAV

12 month expected risk

Offshore Equity
Economic factors 
and variables used

Resultant Positioning

It is once again exceptionally challenging to 
forecast earnings growth rates globally with any 
level of conviction given the uncertain impact 
of lockdowns on the economy and companies 
top line performance.  It is also uncertain at this 
juncture whether the economic and earnings 
recovery will be V-shaped or more gradual. In the 
event of a V-shaped recovery, cumulative growth 
for the last 12 months is still likely to be only in the 
low single digits. When coupled with a sustainable 
dividend yield of 2.5% and a slight re-rating form 
the current low double digit composite multiple 
for the MSCI world, investors are likely in for a 
high single digit return for the next 12 months 
absent of any significant further adverse shock 
to corporate earnings.  Once again we believe 
high quality companies which have de-rated even 
marginally offer an exciting opportunity. In light 
of this, we will be re-allocating capital within our 
global equity building block to capture a higher 
weighting towards quality orientated funds. Having 
said this, the valuations of value orientated shares 
have just improved even further with this segment 
of the market likely to rally the hardest when a 
sustained stock market recovery happens. As 
such we will continue to maintain some weighting 
towards value globally. 

12 month expected return

12% - 14%

8% - 10%

Forward dividend yield

Earnings growth 
expectations

Forward P/E multiple
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12 month expected risk

Offshore Bonds
Economic factors 
and variables used

Resultant Positioning

While the recent reversal to highly accommodative 
and dovish central banks has placed an anchor 
on bond yields, interest rate sensitivity of the 
asset class has increased with the lower levels of 
bond yields across the world. Total returns are 
completely dependent on the ongoing support 
from global central banks to deliberately keep 
rates artificially low. Aggressive fiscal packages 
are likely also negative for global sovereign debt 
into the medium to long term. Given our bearish 
stance on global developed market debt, Africa 
Eurobonds offer relatively more attractive yields 
(around 400 to 500 basis points in yield spread in 
hard currency terms) and also eradicates the risk 
of a currency blowout given that it is only exposed 
to the Eurobond market.

12 month expected return

8% - 10%

0% - 2%

Global inflation

Global interest rates

12 month expected risk

Offshore Listed Property
Economic factors 
and variables used

Resultant Positioning

With distribution growth of between 3% and 4% 
expected for 2020 coupled with a current yield 
of around 4.5% in composite, an attractive return 
is arrived at for global listed property. When 
combined with the fact that global property trades 
at a large discount relative to net asset value given 
the strong sell-off during the first quarter of 2020 
(around 15%), this high single digit base case return 
is likely to be supplemented by a further price 
appreciation relative to net asset value. Risks to 
this outlook remain an impairment of income as 
a result of Covid-19 relaed vacancies. We believe 
however that high quality operators with strong 
portfolios and low leverage can largely stave off 
this impact.

12 month expected return

8% - 10%

8% - 10%

Current distribution 
yields

Distribution growth 
expectations

Price/NAV
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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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