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10 December 2008
Hi all

A global and local economic update

Just when we think we have seen the worst economic crisis in living memory, we remind ourselves of all the previous crises, memories which have been conveniently erased from our minds. I think of the Oil Crisis in 1974, Stagflation in the 1970’s (inflation at 21% in the US), the Crash of 1987, the Russian debt crisis in 1998, the dot.com bubble in 2000 rippling through to 9/11, and the recession of 2001/02. The numbers below make dismal reading and even the toughest investor balks at the numbers. The slide since the market high of 29th October 07 (my birthday is on the 28th so we had to take it a day later) is awful.
Investment analysis on lump sums to 30 September 2008
	

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


	JSE INDICATORS


	FTSE/JSE Top 40 index
3.1%
14.0%
33.7%
-36.4%

	Small cap index
-10.8%
1.7%
43.6%
-41.5%

	Mid cap index
 -12.3%
-8.1%
33.0%
-36.2%

	Financial sector
 -14.1%
-15.4%
26.5%
-40.1%

	Industrial sector
-6.6%
7.4%
36.1%
-24.2%

	Resources sector
14.9%
28.7%
34.6%
-43.7%

	Property Unit Trusts
-16.0%
-6.1%
23.9%
-35.2%

	Money-market Fund
2.3%
8.0%
7.8%


	Rand / USD rate
-9.1%
-11.0%
-0.4%
-49.4%

	Rand / EURO rate
-28.1%
-32.5%
-8.2%
-38.4%

	

	GLOBAL INDICATORS

	FTSE (£)
-12.7%
 -12.4% 
10.1%
-42.6%

	S&P 500 ($)
 -10.8%
 -7.6%
 9.1%
-44.9%

	DJ Euro 50 (€)
 -16.4%
 1.2%
12.3%
-33.1%

	Hang Seng
 -17.1%
16.8%
21.9%
-59.7%

	Nikkei (Yen)
 -18.2%
-25.7%
9.6%
-50.7%


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
In my December 2007 report, I included a diagramme depicting the chronology of an economic cycle by Joseph H. Ellis from his book “Ahead of the Curve”. I have repeated it so that we can try and identify what will spark the turn in this recessionary environment.
Figure 2-1: The chronology of the economic cycle 
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This chart presents the cause-and-effect sequence of economic indicators that governs cyclical up- and downtrends in the economy. It illustrates so well the “control” consumer spending has on the two ultimate drivers of companies, namely production and profits. And so simplistically, this figure clearly illustrates what key factors will have influence over corporate profits, and the cyclical effect this in turn will have on the stimulus to consumers. 
AJM does not in any way profess to be an economist, and thus we do not propose to advise clients on the direction of stock markets. AJM focuses on managing risk for clients, by diversification of asset classes, sectors and economies. AJM sets a portfolio structure for clients based on their individual risk tolerance, and the need to achieve a target return over time. Where a number of logical indicators support an increased risk in a market, sector or asset class, AJM will recommend clients to adjust these to reduce their exposure to risk. Conversely, if numerous logical indicators show a lower risk in entering markets or sectors, then we will recommend a slightly overweight holding in these sectors. AJM will rely on fund managers who have a proven track record of providing solid returns over a diverse range of market cycles.
Investors take guidance from economists and investment analysts for direction. However, our industry is bombarded by mountains of information taking differing criteria into consideration, and each economist has a differing view of the future trends in stock prices and markets, as well as the key drivers. AJM has access to a wide range of analytical commentary, is able to review all these, and then formulate an opinion of the risks investors can expect going forward. 
AJM believes that investing in equity is long-term, and thus entering the equity market in a low risk environment will benefit the long-term investor. Conversely, holding a lower exposure to equities in high risk environments is also prudent. Risk is all relative, and often the biggest challenge is setting the expectation of the investor, which is often uncorrelated to the expected or reported time horizon. There is no doubt that the biggest factor directing markets in the short-term is investor psychology, which shows no rationality and no predictive quality. There is a plethora of data showing how short-term trading and thus market movement is uncorrelated to all fundamental reasons to trade.
Of all the data presented by analysts, we give a low consideration to “sample study data”. These are often distorted by social and psychological factors. There are many “sample” indicators that are widely used but have shown sufficient deviation to make it difficult to rely on these indicators for the future. They are often also proved to be lagging indicators, which does not really help in viewing future risk. We give a high consideration to physical data depicting real (against inflation) changes in year-on-year (y-o-y) data.
AJM Indicators

Studying Joseph H. Ellis’s book “Ahead of the Curve” was a revelation as the state of the consumer has long been the significant indicator for AJM, and the indicators for depicting the state of the consumer were indecisive. The following few indicators thus have a high weighting for AJM to cast an opinion on the risk of economies, and the resulting markets:
1. Y-o-y changes in Personal Consumption Expenditure (PCE) in the US have been the most consistent indicator of US market trends 0-6 months thereafter. This does seem logical, as a drop in PCE will impact production, leading to drops in profits, valuations, and thus prices. Conversely, an increase will stimulate the producers to increase production, increase profits, valuations and thus prices.
2. The most consistent (although not infallible) indicator of PCE changes is the y-o-y change of Real Hourly Earnings, which has shown to be the most consistent statistic to reflect the financial state of the consumer.
3. Federal reserve rate – Y-o-y Change in this rate is a leading indicator (6 – 18 months) on the stock market. A y-o-y decline reflects easier lending, thus more spending, more production and profits, higher valuations and higher stock prices. A rising trend is exactly the opposite.
4. Inflation – Needless to say, the Federal Reserve keeps a close eye on inflation when setting the Federal Reserve Rate, which has thus a close correlation (of about 3-6 months) to directing the course of the Federal Reserve Rate.

The following are strong indicators for the level of risk in the markets

5. Price vs earnings against the longer-term average suggest a trend in determining whether stocks are more expensive or cheaper than the long-term average. A stock that anticipates low earnings in relation to its price is likely to be expensive.  Stocks offering high consistent earnings in relation to their price are likely to be good value. This is a very poor indicator for short-term trends (investor sentiment being impossible to read), but has formed the basis of very successful lower-risk long-term strategies.
6. Currency valuations between first world economies and their large trading partners give a strong indication of future cost-effectiveness of products and services. The major currencies have always tended towards a mean, and thus over- and under valuations to the average do give an indication of the risk one is taking in an economy over the long-term.

7. The price of debt – This is a good reflection on what investors can earn from buying government or corporate bonds. Corporates and governments issue bonds to raise money (investors lend them money for a fixed income over a period). If the bond rate which they are lending at is much higher than the bank rate, it suggests a much higher risk in the institution that is guaranteeing the bond. For example, when the US lending rate was about 5%, the Lehman Brothers Bond (just before it collapsed) shot up to 13%, implying the high risk in Lehman’s.
8. Others – There is a vast amount of other data that is very interesting, and often relevant. However, much of this data purports to indicate changes in the key factors I have described above. We are always searching for that elusive peak or bottom of the market, and investor sentiment tends to drive markets in differing directions for much longer than anticipated, which often fuels either euphoria or panic, as the case may be. I have been to too many investment workshops where I see two convincing presentations, showing diametrically opposed opinions on the way forward, both using substantial data to confirm each prediction. The key differential is time.
Discussion – predicting the future

Amidst all the info, let us have a quick look at the current market status and the logic behind the indicators, using the model above.

Inflation is tumbling globally, driving interest rates lower, which will eventually stimulate consumer borrowing. However, coming off the high debt rate most consumers are facing, the psychology behind the consumer may delay the stimulus. As individual hourly earnings start to rise, the state of the consumer is already improving.

Once this trend picks up (taking 6 months or longer), demand for goods will drive production, which is coming off a low base as production cuts, layoffs and slowdowns are abundant. Higher production will then drive the economy as it will increase both capital spending (to produce for the demand) and stimulate profits, which could take 6 – 12 months to develop.
While the logic is very simple, the short-term noise makes it impossible to read, unless you cut out the noise. So:

Yes, we are in a global recession/slowdown, which could last longer than anticipated, depending on further shocks and the state of the consumer in various economies;

Yes, inflation is coming down globally, as are interest rates to assist the consumer;

Yes, valuations are reaching very good levels, where prices are well below the longer-term averages (in relation to long-term earnings):

Yes, consumers who owe less are likely to recover quicker – Europe, Japan, most of Asia, Africa, South Africa, India

Yes longer-term commitment to infrastructural expenditure will be positive for those economies – Russia, China, South Africa, India, Brazil.

No, we are not sure what the US consumer will do when tax breaks and efforts to help them are put in place.
Investing has thus never been so easy!!! If you want to rely on a quick recovery in the global market, you can pick “eeny, meeny, miny market” and invest anywhere for the short-term (possibly the US), or look at the more stable consumer for the longer-term view, knowing that you do not need to draw from those investments for the next 5 yrs +. The latter is thus very much the lower risk investment strategy.
If your strategy is one for the short-term, then it is always better to err on the side of caution and wait for much clearer signals before you invest in equity.

Investment Strategy

Historically, most of the damage to stocks arises prior to a technical recession (2 negative quarters of GDP growth). Recessions or slowdowns in economies always produce opportunities for the astute investment manager, and it is thus important to back fund managers who have shown their abilities in previous recessions/slowdowns. This does not suggest that they will do it again, but it does take a specific style to manage portfolios through these periods.
While this is an excellent time to rebalance a portfolio to build up equity holdings that have been reduced below your target, it is critical not tie up cash which is earmarked for short/medium-term requirements. There are opportunities for the long-term equity investor, but be sure you are indeed a long-term investor before you jump into the market. There are still many mountains to climb before confidence is restored in the markets, and short-term volatility will crack all one’s confidence, and entice investors into irrational decisions.
Have a restful break, and we all look forward to an exciting 2009 with SA elections, a new US president, and ingenious ways to stimulate an ailing consumer awaiting us.

Kind regards

ALASTAIR MACKIE







































































































