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Hi all

A global and local economic update

Ratanga Junction is closed for Winter, thus no rollercoaster rides until December, when the US election will be completed and they should be out of Iraq (with all the weapons of mass destruction), the oil price may not be lower, US interest rates should be higher, consumers should be looking at their over-borrowed status (and panicking), Bin Laden should have indicated if he is continuing with his “war”, Israel will not have made peace with Palestine, Bob Mugabe would have made more exciting reforms to eradicate foreign investment and aid, China may have shown that 7% growth is still exciting, and the SARB may have stopped buying foreign currency cheaply. All in all, we should have a better idea of how the US will cope with tighter fiscal policy, which will give us better insight into the global markets.
Investment analysis to 30 June 2004 
	

	
3 months
1 year
3 yrs

	JSE INDICATORS


	FTSE/JSE Top 40 index
-7.7%
22.1%
3.7%

	Small cap index
1.0%
54.1%
28.4%

	Mid cap index
-2.9%
29.3%
21.5%

	Financial sector
1.2%
22.9%
-1.5%

	Industrial sector
0.0%
44.7%
2.3%

	Resources sector
-17.2%
8.0%
7.6%

	IT Sector
-16.4%
38.6%
-35.1%

	Rand / $ rate
4.2%
16.8%
8.5%

	Money-market
1.4%
5.5%
8.5%

	

	GLOBAL INDICATORS

	FTSE (£)
-0.9%
11.6% 
-8.2%

	S&P 500 ($)
-0.3%
14.9%
-3.1%

	DJ Euro 50 (€)
-2.3%
14.5%
-14.8%

	Dax Index (Germany) (€)
0.7%
28.2%
-13.0%

	Nikkei (Yen)
-0.8%
22.1%
-2.8%


Actual returns for 3 months for lump sum investments after costs have been deducted
Annualised returns for 1 and 3 yrs for lump sum investments after costs have been deducted
Global indicators in the currency of residence
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Focusing on the SA currency
The introduction is slightly tongue in cheek, but in the absence of any direction in global markets, this is a good time to reflect on asset allocation and personal investment goals. 

It is comforting that many views have been mentioned in previous AJM reports are starting to be discussed more regularly in fund manager commentary. This is not to say that AJM is a visionary, but certainly confirms our strategy of taking a longer term view for our clients. This brings us to the Rand, and what the future will bring.

As always, we can only look at the facts to give us some idea of the future.

Is the Rand too strong?

Taking into account that the inflation rate differential between SA and our trading partners is about 6% per annum historically, and that our growth rates have lagged as well, the rand at its current level is too strong. It is difficult to predict the rand strengthening over the longer term, unless consistently low inflation and higher growth rates are maintained. Inflation targeting has reduced the gap slightly, but is likely to remain at the high end of the range (around 6%) going forward. Unless we achieve growth rates of 4-5% per annum for the next 5 – 8 years, employment, wealth distribution and levels of education are not going to improve easily.
The clearest indicator of where the rand should not be, is the SA Reserve Bank buying USD below R 6.30/USD. That is not to say that the SARB is always right, but they have a better than average chance of having an informed opinion.
Why is the Rand strong?

In spite of SA dropping interest rates and the US and UK increasing rates, money-markets are earning you <1% pa in the US, against 7.5% pa in SA. This must offer global investors an opportunity, which has been seen by the speculative inflows. In addition, inflows from the repatriation of offshore capital are also evident. The SA Rand is the 5th highest traded currency in the world and for an economy that comprises <1% of the world GDP, can explain why the currency is so volatile. To compliment SA, our financial markets are very sophisticated, and thus foreign investors enjoy dealing with SA.

The global interest in emerging economies, commodities and precious metals has also helped inflows into SA. The lack of opportunities in other markets has resulted in investors seeking better returns than cash, and thus SA has featured as an alternative investment. If only it was long-term direct investment which would filter into job creation and higher GDP in SA!!
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What may cause the rand to weaken?

The interest differential is closing. While this is gradual, the rand may well remain strong for a while longer. The speculative trades have reduced dramatically over the past few months, and global funds have been moving out of emerging market bonds, equities, and precious metals (a reversal of the reasons for inflows into SA). The reversal of speculative trades has possibly been counterbalanced by strong repatriation of capital, thus keeping the currency strong in the face of speculative outflows. It appears that most of the amnesty money that is to be repatriated has already been done, thus drying up the buying of Rand.
SA’s balance of payments is better than it has been, but we need consistent net inflows to keep it positive. It appears that the rand has weathered the speculator’s wrath, and we are likely to see a more balanced revaluation of the currency for some time to come. This brings into play the structural fundamentals of SA.

Generally, the economy is strong, with strong fiscal policy, low inflation, and a manageable current account deficit (weakening towards year-end). With inflation at low levels, consumer spending is likely to increase and thus equities should offer attractive growth in the short-term. 
However, fundamentals include employment and education. We need to be more cost-efficient in relation to competitors like China and Japan, and we need to raise growth rates to 4-6% per annum to have an impact on this. SA’s labour costs are currently high by international standards, and the cost of training previously disadvantaged individuals (which appears the better route than nurturing a handful of executives) has fallen on the business sector, and at this stage is still unquantifiable. This will require significant investment, which is difficult to envisage within our currency borders.

So without detracting from the good news coming out of SA, the long-term fundamentals indicate a weakening currency going forward. The good news is that speculators are possibly already largely out of the market, so extreme volatility may reduce somewhat (I reserve the right to be vague!!).
Investment commentary

Global markets

Once again, the US consumers are in complete control, and being highly in debt (mostly in property) at the moment, it will be interesting to see how they react when interest rates continue rising and rental income drops. This can only reduce house prices, which can be either well managed or a complete fiasco, with concomitant results for markets. Consumers have not been saving, so they are in debt and spending, which has helped the US to grow, but this will have to stop when debt needs to be repaid, and is likely to precipitate a significant slowdown in consumer expenditure. The result of this is a drop in corporate earnings.
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How the consumer treats its debt will have an impact on spending and thus profits. This is the same for the UK, where rentals have already dropped 20%, and are continuing to drop, thus placing pressure on residential property investors to sell at a cheaper price (thus lower house prices). This will ultimately reduce consumer expenditure, which does not bode well for equities.
Eurozone is not out of the woods yet, but is not in the same debt trap as UK and US. Statistics coming out of Germany are looking more positive, showing signs of improved growth prospects for the future. The east is still an attractive option, and the growth in exports will continue. Even the Japanese banks are looking marginally less vulnerable than they did 12 months ago.

The global economy is tightly entwined, and China and Japan cannot forge ahead without consumer spending in the US, UK and Europe. However, the East is likely to expand faster than the West (maybe even at the expense of the West), and is worth having in your portfolio.

SA Markets

The current valuation of the market is slightly above the average, but well within reasonable limits. This suggests that the lower inflation and low interest rates will start seeing local spending increasing. Most fund managers are focussing on local companies, rather than rand hedge counters. This may change with the rand, but the benefit is that SA equity is not a bad place to be.

The SA market will be swayed by what happens in the US, but we may find that we will recover quicker if there is a rapid global sell-off of equity. This makes our market attractive for local investors. SA consumer debt is low, so this will encourage consumers to spend, which will push up corporate earnings.
Investment strategy

For those who have little first-world-economy exposure, long-term diversification is critical to your portfolio. If you follow the SARB, buy Stirling, Euros and USD at good prices. Globally, multi-manager alternative investment strategies are a necessity in a portfolio. On the local side, a higher exposure to SA equity is worthwhile. I would have lower exposure to top 40 stocks, and a higher exposure to companies that generate an income from SA consumers. 
Once again, please do not hesitate to contact me with any queries. 
Kind regards

ALASTAIR MACKIE
