	





	In today’s newsletter we share some thoughts – financial and economic – on planes, perspectives from professionals and we have some views on property from Prudential’s Albert Arntz.
Why the anxiety in the market?   

The recession is over, stats are looking better and the recovery is underway. Equity markets in particular have had an excellent run. But much scepticism remains as to what kind of a recovery, how long and what the future holds financially. And this is giving rise to debate, uncertainty and anxiety in the market.   

The plane has taken off but is not yet at cruising altitude   

The plane is the world economy. It had to crash land – which caused substantial damage and destruction, but not a total wipeout as the landing was successful - as far as crash landings go. That plane needs to take off again.   

This was the wonderful analogy used by Stanlib economist Kevin Lings at the Liberty Group Advisory Wealth Focus roadshow yesterday in Benoni. 
Lings used the example of the extremely successful emergency landing in the Hudson River last year. The plane was going down – no engines. It was ‘successfully landed’ in the Hudson river with no loss of life.    

So too did the world economy crash – to be resuscitated and helped out by numerous interventions including government bailouts, stimulus, government spending, low interest rates. These interventions, never tried before in this combination, have been propping up the economy, seen it out of its recession and as would a plane - take off into a recovery phase.   

The interventions Lings likened to high octane fuel. Very expensive high octane fuel. 
A high danger time in any flight is the take off – the engines are at full throttle – when something is more likely to go wrong. (fortunately in air travel this does not last very long).   

But at some point – the interventions that are propping up the system have to go and in order for the plane to reach cruising altitude another fuel has to be found and used. (Interventions are just too expensive to be sustainable in the long term.)   

The consumer is just not ready 
Once we have used the high octane fuel, the new fuel we need for the world economy is consumer spending. 
And right now, Lings said, the consumer is just not ready to take over – still having too much debt and employment concerns.   

This – handover – in between phase – like the take off – is fraught with uncertainty and hence the nervousness in the markets.     

What trajectory does the plane now take?   

The only correct answer to this is we don’t know – but Lings has attached some probabilities:   

Option A – Lings gives a 25% probability and this is the option that the plane returns to the previous cruising altitude – not likely as it requires that we live on too much debt again.   

Option B – that has a most likely 45% probability from Lings – cruising altitude is reached but it is not as high as previously. Lings says this is a reasonable altitude – but the problem then is in recognising what is reasonable?   

Option C – Lings gives a 20% probability to – and that is that the plane goes down again – the double dip in the market. This would require, says Lings, a mistake from the pilot, and is not his base case but don’t ignore it.   

Perspectives from the professionals 
Perspectives on how to deal with all that an investor has to face come from Piet Viloen of RE·CM and Dave Foord who gave their insights at the Nedgoup Investments Roadshow in Sandton yesterday. Both shared many insights and we have selected five today to highlight.    

Inflation is the problem 
This one was the first mentioned by Dave Foord.  Inflation is the biggest problem, said Foord, we don’t measure it properly, not everyone is aware of it and there are different kinds of inflation. Be aware of this.   

Become observant 
Observe, look, do your own thinking and don’t take things at face value. From Dave Foord.   

The most important force in the universe is compounding 
And for compounding to work, you need time says Foord. If you want to do your kids a favour, says Viljoen, teach them about compounding.    

Viljoen’s example: Three Funds that deliver three year returns as below, compound annual growth rates and money terms:
  
Year 1 return 
Year 2 return 
Year 3 return 
CAGR 
Money terms, 9 years 
Fund 1 
0% 

30% 

0% 

9.1% 
R2,197,000 

Fund 2 
30% 

-30% 

30% 

5.8% 
R1,655,595 

Fund 3 
10% 

10% 

10% 

10% 
R2,357,948 

Fund 3 is the boring option – probably the one you don’t hear about – but it gives a higher annual growth and in nine years offers more than double Fund 2 – which had two very good years that would have probably made it a popular choice for investors. This also highlights the importance of consistency – the process that your fund manager chooses must be repeatable.    

Buy at the right price and you don’t have to do anything else 
Foord says that no matter what asset you buy – if you buy at a lower price there is nothing else to do. 
Being able to do nothing, says Viljoen, is a competitive advantage. 

“You just can’t buy expensive shares,” said Herman Steyn, investment strategist, Prescient Investment Management. Steyn was speaking at a breakfast presentation this morning. “What you want to buy is cheap shares.” This sounds obvious, Steyn says, but people just don’t do it.”   

Control what you can control 
This one is from Piet Viljoen. 

You can control, says Viljoen, the price you pay for an asset (resist the urge to buy), expectations and costs.    

And you can lower your expectations. 

Returns over the past few years have been high. Foord says current returns are above trend. “We are enjoying a period of benevolent growth.” It will not always be so. 
This morning Steyn asked the question Is it possible to manage money in this environment? Yes. But you have to lower your expectations.   

We would also submit, along with the above, that an investor can control how much they invest.     

Listed Property in 2010   
Listed property has already notched up decent returns in 2010. In the first two months of the year, the South Africa Listed Property index returned 5.5%, outperforming the FTSE/JSE All Share index by 8.6%. Property has also produced higher returns than cash and bonds. During this period the BESA ALL Bond Index returned 2.3% while cash returned 1.2%.    

Albert Arntz, portfolio manager of the Prudential Enhanced SA Property Tracker Fund says that there are several key drivers of listed property returns. 
These include the inflation expectations embedded in long bond yields, GDP growth - particularly growth in consumer spending as retail property makes up the bulk of listed fund portfolios - building activity and building cost inflation, and corporate credit spreads.   

To help weigh up the pro’s and con’s of investing in listed property Arntz suggests considering the following for 2010:   

Positive factors 
Negative factors 
Attractive pricing relative to cash and bonds. Projected income yields on listed property exceed that from cash and government bonds. The income from listed property is also likely to grow through time. This is not the case for cash and bonds. The combination of a higher yield and growth prospects suggest property is attractively priced relative to these asset classes.   

Market rentals in key property nodes have declined over the past year e.g. according to property economists A grade office property asking gross rentals in Sandton have declined from levels above R120/sqm to around R110/sqm over the past year. 
Although the rate of earnings growth from listed property is slowing, analysts still expect decent growth in 2010 (i.e. around 6%, after adjusting for outlier funds, which is above our expected long run average of 3-5%). 

Vacancy factors have increased rapidly over the past 18 months. This suggests demand for commercial property space has deteriorated.   

Interest rate sensitive stocks (listed property, banks and retailers) often perform well when short rates are low.   

Sharp increases in electricity tariffs and municipal rates. Although property funds recover the bulk of municipal and electricity costs from tenants, these costs undermine the affordability of base rentals. 
Relatively low levels of commercial property building activity, which suggests new supply will be limited. 
Although economic activity has improved, commercial property fundamentals (letting demand and rental growth) tend to lag the economic recovery by 9 to 12 months. 

Improved banking liquidity compared to 2009. That said, credit spreads are still re-pricing higher on renewal of bank facilities or signing of new facilities. 

Downward pressure on trading densities has increased occupancy costs relative to revenue for many retailers. In other words, certain retailers are making less money relative to their rentals due to the downturn. This trend may cap potential retail property rental growth.   

Little evidence of distressed selling of commercial property, however as more properties are being offered for sale we may see moderate increases in cap rates. Cap rates are the rental yields that are often quoted for physical property valuations. 
Declining building cost inflation. In the long-run, rental growth appears to be linked to building cost inflation. This inflation has declined as a result of the slump in public and private sector funded construction projects. Lower building cost inflation may cap rental growth.   

Regarding market rental declines, Arntz explains that this decrease does not mean that listed property earnings will decline in the short term. 
“Property funds are only exposed to market rental declines on the portion of leases that expire annually. For a typical listed property fund, on average, only around 20% of leases expire annually. The remaining 80% of leases have rentals that escalate contractually by 8-9% pa.”   

“In our view it is unlikely that we will suffer the same level of overbuild of commercial property in the current cycle that we experienced in the late 1990s and early 2000s. This is largely due to lack of credit from banks. In many cases market rentals are also still below feasibility rentals for new developments. Although national vacancy factors have risen, they are now only approaching long-run averages. This suggests simplistically that the commercial property market has not reached a position of oversupply yet. 
"There are exceptions to this within individual property nodes. For example, excessive office property development appears to have occurred in Century City in Cape town,” says Arntz.    

So what could happen in the year ahead? 
According to Arntz, “One positive scenario for listed property in 2010 is that the SARB keeps interest rates on hold or even reduces them. The economic outlook continues improving and analysts expect vacancy factors to stabilise or decline. Listed property re-rates to distribution yields below, or in other words, more expensive than long-run averages. In this scenario property may deliver a total return higher than 15%.” 

“In a negative scenario the SARB raises interest rates. Listed property sold off more than 20% at the time of the first rate hike in the 2006 tightening cycle. Such a severe sell off is, in our view, less likely now because valuations are cheaper than 2006. In 2006, property yields were low making it expensive and hence vulnerable to a sell off as we entered the tightening cycle. Despite lower current valuation risk, interest rate hikes may lead to a decline in listed property capital values in 2010.”   




	


