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Hi all

A global and local economic update

Any doubts about the bull market collapsing have been erased. Of note is that significant losses have already occurred before any evidence exists that the US is in recession. By the time the US GDP has dropped for two quarters (which officially records a recession), the market will probably be gearing up for the next recovery. Global markets underestimated the ripple effect the US housing market and the debt crisis (still more to come we expect) would have on markets outside the US, hence the severe drop in equity prices globally. SA in Rand terms is the exception, thanks to resources and rand hedge dual listed stocks (in Euro though, SA is one of the worst performers).The numbers below are scary, and highlight the necessity to diversity a portfolio.
Investment analysis on lump sums to 31 March 2008
	

	Source – Spotlight Investor
3 months
1 year
5 yrs
29 Oct – 13 Mar


	JSE INDICATORS


	FTSE/JSE Top 40 index
3.1%
14.0%
33.7%
+0.3%

	Small cap index
-10.8%
1.7%
43.6%
-13.1%

	Mid cap index
 -12.3%
-8.1%
33.0%
-12.8%

	Financial sector
 -14.1%
-15.4%
26.5%
-15.8%

	Industrial sector
-6.6%
7.4%
36.1%
-4.9%

	Resources sector
14.9%
28.7%
34.6%
+8.2%

	Property Unit Trusts
-16.0%
-6.1%
23.9%
-15.0%

	Money-market Fund
2.3%
8.0%
7.8%


	Rand / USD rate
-9.1%
-11.0%
-0.4%
-15.4%

	Rand / EURO rate
-28.1%
-32.5%
-8.2%
-24.7%

	

	GLOBAL INDICATORS

	FTSE (£)
-12.7%
 -12.4% 
10.1%
-13.6%

	S&P 500 ($)
 -10.8%
 -7.6%
 9.1%
-18.4%

	DJ Euro 50 (€)
 -16.4%
 1.2%
12.3%
-17.9%

	Hang Seng
 -17.1%
16.8%
21.9%
-20.7%

	Nikkei (Yen)
 -18.2%
-25.7%
9.6%
-25.9%


Actual returns for 3 months for lump sum investments after costs have been deducted
Annualised returns for 1 and 5 yrs for lump sum investments after costs have been deducted
Global indicators in the currency of residence
Analytical review
My on-going struggle to understand the US consumer is improving. They live the American Dream which is prosperity, and history has shown that they tend to find a solution for any sort of problem they have. This may cause future problems, but solutions in this dynamic economy always tend to arise. It appears that excessive consumption will continue until consumers burn out completely, and then they will start again. This is the “American Way”, or more aptly, the “fix-it era”
1. Companies close unprofitable divisions, write off the losses and move on
2. Businesses take excessive risks (sub-prime) and then write them off and continue, or

3. Do as above but get bailed out (aka Bear Sterns)

4. Companies borrow further to bail them out of the current risk status

5. When you cannot sell mortgages, reduce the qualifications until you can:
a. Reduce credit ratings for borrowers, resulting in the sub-prime crisis

b. Reduce liquidity ratio requirements for lenders (Freddie Mac and Fannie Mae), leading to … (watch this space) as a result of (a) failing.
6. Drop rates to help borrowers for short periods to help them
7. When you run out of borrowing options, strip your assets – this I will elaborate on below.
We know now that the US GDP growth for 2001 – 2007 was largely funded out of consumer borrowing from their housing loans (stripping wealth from housing asset). With this line of reserve running out with much tighter credit requirements, consumers’ next port of call is their retirement funds ((401)K funds). They are allowed to borrow (at no tax rate) up to 50% of their retirement fund (to a maximum of $50 000), which they are starting to do in huge numbers, mostly to settle extended credit. If the loan is not repaid, it is deemed as a withdrawal and will thus be taxed as such. This solves the immediate problem, but poses inevitable wealth erosion problems in future, such as SA and our welfare liability which is feeling the effects of the Labour Union’s drive 20 years ago to convert less liquid pensions to flexible provident funds. Members cashed in either before or at retirement, or borrowed money against it never to be repaid. Low income earners thus end up with no pension, and thus a liability to the State (hence the proposed National Savings Plan).
The steps that have been taken thus far to protect the consumer and to bail out institutions appears to be taking on more risk in an environment where it would be prudent to reduce risk. While the agility of the Fed to act decisively is encouraging, increasing or gearing liabilities is a risky solution.
US banks are in a serious pickle. Their liquidity ratios (they can only lend 10 times their assets) are thin, with most lying between 10 – 12%. However, with most of their securities (properties, and credit structures) dropping significantly in value, if is quite possible that many of these will fall short of the capital adequacy. This makes them more vulnerable than at any time in our recent history (since the great depression in the 1930’s). Credit is thus extremely difficult to get at present, making it difficult for the average lender to borrow out of trouble, or for developing companies to get finance for capital projects.
A last point of credit extension in the US economy! In the US, there are two mortgage companies Fannie Mae and Freddie Mac (Federal Home Loan Mortgage Corporation – a Government Sponsored Enterprise), which are implicitly backed by the US Fed if the need should ever arise. Very briefly, these two mortgage companies (Freddie Mac $800bn debt book and Fannie Mae $780bn debt book) are significant in the US housing market. Of concern is that their liquidity ratio targets have just been lowered to allow them to attract more home loans due to the current crisis. The impact is that should the Fed need to provide these guarantees, US debt ratings will be downgraded thus hamstringing the US debt market. These are very high stakes to help the struggling consumer hold on to his property.
Market commentary

Globally, inflation continues to rise. The global economy in general is facing a slowdown with high resources costs (basic food stuffs and oil in particular), higher borrowing costs, and uncertainty in financial sectors all adding to the slowdown. In times of deep trouble, opportunities usually get snapped up by the brave. This is the time to look for opportunities in vulnerable markets, but they all come with a very strong health warning. In the face of momentous growth in most of the emerging markets and good valuations in Europe, it is difficult to take the risks. The latter seem to offer a less risky offering, as we wait for the global consumers to give us some direction on the way forward.
US

News coming out of the US just gets worse as the year progresses. The impact of the housing market is bigger than expected, and has started affecting other sectors as well. In combination with much higher food and oil prices, the consumer is unlikely to be doing much more than keep his head above water. The question is not if we get a recession, but when do we get back into the market.
Once again looking at the facts: Financial companies are struggling to survive, let alone grow their businesses; companies are already announcing cut backs in spending and staff, so higher unemployment is imminent; borrowing is exceedingly difficult at present (which will affect future growth prospects); retailers are experiencing much slower growth; sales in vehicles and trucks are also down; flight traffic is dropping, and the list continues.
On the upside, corporate US is in a very cash flush situation which suggests that when the consumer get back to spending, markets in the US are going to rebound very quickly. Investors may drive that sooner, not wanting to miss out an opportunity, so one may experience high volatility while markets find the bottom. In the interim, the US corporate sector has proven to be extremely versatile to strive for profitability, and thus in the midst of all the negative macro-economic sentiment, there are opportunities for the market to grow.
Early expectations are that the US stimulus package of $168 bn to 100 million households will settle debt rather than stimulate spending, which is not what was intended, but let’s wait and see first. So we wait the outcome for the consumer direction with interest, as this will undoubtedly show us the way forward. We also await the next “solution” for consumers to avoid saving and continue spending. The US economy, once the powerhouse of the world economy in the mid 90’s (56% of world economy), is now reduced to 36%, 10 years down the line. AJM feels this trend will continue for some time.

European markets
Housing crises have spread to most first world economies, and the UK market is feeling the heat from it. Economic growth in the UK has been lacklustre for a while, and is not likely to get better. This may keep a hold on inflation and thus encourage rate reductions, but is not helping a weak currency or growth prospects. It will be interesting to see if the UK cuts rates as drastically as the US to help the housing crisis.

The strong Euro coupled with the credit crunch is not helping economic growth in the Eurozone either. The currency should be brought into line as the European Central Bank lowers interest rates which will support continued corporate activity. This may not happen if the ECB raised rates to tackle rising inflation (a bit of a double-edged sword). Europe does have the advantage that it is well diversified in its exports, and conducts business with a wide spectrum of the global market (only 15% in the US) including a higher portion in Asia. A prolonged strong currency will stifle growth. 
Asia and Japan
Japanese consumers have been in such a strong savings culture for so long, that the drive for consumerism can only have a positive impact on the second largest world economy. There is no doubt that the global slowdown and credit crisis will effect Japan as well, but the strong consumer, the government reforms that are probably only starting to take effect, and the export opportunities to Asia, can only bode well for this economy which has stagnated for some time. Corporate Japan is still in a better position to recover from the global slowdown than most, although it seems unable to attract the attention it deserves (there are other more exciting opportunities available for investors).
China’s growth has shrunk down to 10.6% (what a crisis!!!). The Asian markets are all running at very high price/earnings ratios, but then they can afford to with this sort of growth. Wealth is oozing out of the Asian continent, and is unlikely to stop in the near future. Many projects have capital expenditure commitments running into 10 – 15 years, so the momentum of development will continue to spark consumerism, which will continue to fuel internal growth. The direction of the stock market in the short-term is anyone’s guess, but the long-term potential will come through over time. China is actively seeking new markets (to increase their export independence from the US – no guessing what they think is going to happen to the US consumer), and Africa is feeling very loved at present.
South Africa

Emerging markets are certainly the place to be, although the risk premiums on volatile currencies are sizeable. SA is probably the least attractive at the moment:

Both the consumer and government (current account deficit) are high in debt
Consumers are in a very bad shape – with no savings and high debt servicing costs

Housing deflation is set in, and will continue for some time

Corporate valuations are still fairly high
Credit growth is declining in a weak corporate environment
Inflation is rising as food and transport costs rocket upwards
The positive market performance is much to do with the few large stocks on the JSE that have resources exposure as well as global revenue. Outflows from foreign investment has fuelled a much weaker rand (weaker to Euro than in Dec 2001), and with numerous areas of uncertainty, combined with a very high Current Account Deficit, other more attractive emerging markets are reaping the benefits.
Other emerging markets such as Brazil, China, Russia and India are in a much stronger position, and investors are thus fuelling further growth into these economies. While there are always risks in emerging markets, the opportunity for growth and thus profits look more likely in these economies.
The continued run on resources is anyone’s guess, but they are looking expensive, while financial stocks in general (largely immune from credit crisis) are offering magnificent dividends. SA has still to feel any effect of the consumer constriction, so a recovery may still be slightly delayed, but there are opportunities in this sector for the taking.
Investment Strategy

Price to earnings ratios in European economies are still around the 9 – 12 level, while the US, most Asian countries and the attractive emerging markets are closer to 16-20. This is not a definitive ruling of where to invest, but it does indicate the risks of going into economies with very high prices, especially if earnings are looking at dropping over the next 6-12 months.
AJM is of the opinion that heightened bad news will continue to create excellent buying opportunities. It is possibly a bit early, and AJM is however of the opinion that further bad news is likely (not expected by the analysts in general), and thus caution is possibly the better choice over the next 3-6 months. Timing the market is all luck, so my advice is to wait for some clarity on the US consumer, and use that as the decisive indicator to get back into the market. 
As always, please give me a call to chat about your portfolio or any aspect of the market.

Kind regards

ALASTAIR MACKIE






































































































