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Is the glass half empty or is it half full?
They say that the answer to this classifies you as either an optimist or a pessimist. It seems to me that this summarizes current views about the state for our markets.

From our September workshop you would have gathered that Allan Gray were cautious about the prospects for the market. 

Stanlib, in contrast were optimistic.

Sam Houlie of Investec was cautious. However, as he pointed out he manages a cautious fund and in that fund his mandate is to be cautious.
This week I attended Prudential’s investment presentations. Prudential have an excellent record when it comes to managing funds so I take their views seriously. This is what they had to say:

· Over the short term it is difficult, if not impossible to predict what the market will do. Research shows that the more convinced the experts are in their predictions, the more likely they are to be wrong.

· Over the longer term a good predictor in whether assets are cheap or expensive at their current levels. Expensive assets are likely to underperform over a 3 to 5 year time horizon. Cheap assets are likely to outperform.

In other words, buy when things are cheap and sell when they are expensive. This seems to be common sense. It is difficult to implement. Just look at the R/US dollar relationship. When the dollar was expensive (R12 to the dollar) there was a stampede to invest overseas. At R6 to the dollar there was no interest at all.
· The key question then is: what is fair value? They suggest that in real terms what would expect the following returns:


Cash



 2.5%



Inflation linked bonds

2.75%



Government bonds

3.5%



Corporate bonds

5.0%



Property


6.75%



Equity



8.00%

These are real returns after inflation so one needs to estimate what inflation will be. 
We know the Reserve Bank’s target is 3% to 6% p.a. so I would think we are looking 
at 4.5% to 5% p.a. over the next few years.


In the case of South Africa they feel that cash and bonds are unattractive. Inflation 
linked bonds and property are in the region of fair value and that equities are fair 
value i.e. neither cheap nor expensive.

· The conclusion they come to for overseas markets is that safe-haven investments, e.g. cash and bonds are expensive and risky investments are cheap. Call money pays less then inflation. Bonds are paying nothing in real terms. Equities in some developed markets are offering a dividend yield which is higher than 10 year bond yields.
If you are confused by those conflicting views, don’t worry, so is the market. Why else would stock markets be rising at the same time as the gold price? The one is a risky asset the other is a safe haven asset.

·  The first thing to do is to ignore short term fluctuations and concentrate on the next 3 to 5 years.

· We know that cash is safe but that the return before tax barely matches inflation. After tax it becomes even less attractive. It is therefore a parking lot investment.
· We know that at current prices bonds will give an income return of 7-8% before tax.  This beats inflation but tax can be a problem.

The danger is that if inflation or interest rates rise the capital value of your bonds will decline. Therefore bond investments should be carefully watched and actively managed.

· South African equities at the present moment are not cheap but not overly expensive. The key question is what will be the growth in company profits?

South African listed property is in a similar situation.

· Overseas Bonds and cash in overseas developed markets are expensive. Indeed, they are an interest free loan to banks and governments. The developing world offer much more attractive alternatives in this field.

· Developed world equities are cheap. They have the added attraction that they are unpopular at the moment. Emerging market equities in general appear to be in the same position as South African equities.

Over the next five years I would anticipate that selected equities in developed world markets will do well. In contrast, overseas bonds would worry me.

South African equities will not do as well as the last 10 years but I would expect a return similar to the last 110 years, i.e. 12% in nominal terms. Listed property should give income and capital growth over the next five years. Bonds will give you what you are getting now, so guessing inflation is important.
Cash is a parking lot investment. The best vehicles for conservative money are the income funds.

Kind Regards,

Brian Goodall 

