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Navigating a lower nominal return 
investment environment 

 
Two years after the sub-prime crisis and the world is 
still poised between the bipolar risks of inflation and 
deflation, and it is in no way clear at this point which of 
these will gain the ascendency. 

Deflation is still a risk. There is massive excess 
capacity; the world has yet to undergo the complex 
and dramatic process of government and consumer 
deleveraging, while money supply excluding the 
stimulus packages is still in the doldrums – all of 
which are classic symptoms of deflation. 

In contrast, excess liquidity is like water and has to 
find a place to flow. So far it has found its way into 
asset prices, emerging markets, commodities and 
Chinese properties. While some of the increases in 
these asset prices are related to real activities and 
the rebuilding of inventories, the longer the excess 
liquidity hangs around the more difficult it will be to 
control the consequences of cheap money – a key 
driver of inflation. 

Against this backdrop price levels within the 
sovereign bond market (in the absence of deflation) 
are at historically expensive levels – particularly in 
relation to the hefty funding requirements of 
developed economy governments and with the risk of 
inflation. Thus the prospective returns from 
international sovereign bonds are likely to be low. 

When it comes to equities – and although key 
developed market stock market indices are no 
necessarily at their bubble-like levels of 2001 and 
2007 – they are above long-term averages. Thus if 
you combine current equity market valuations with the 
prospect of deleveraging, rebuilding balance sheets, 
a muted economic recovery, the risk that China 
cannot grow ad infinitum without its own issues, the 
risk of protectionism and muted corporate earnings 
growth – then developed market  equity returns are 
also likely to disappoint. 

In the broad listed asset class arena, this leaves 
emerging market bonds and equities. While there are 
many arguments that can be made that emerging 
markets are a good place to seek excess real returns, 
the risks of investing here may well be 
underestimated given the prospects of lower 
developed market growth and the rising cost of 
capital. Emerging market linkages with the rest of the 
global economy are still there and we are not living in 
a decoupled world. 

There have been improvements in intra-regional trade 
between China, India and other emerging markets, 
which means to a certain extent they can grow 
without developed market demand. But the extent to  

 

which this occurs will depend on how large a share of 
the economy domestic consumers represent.  

For instance in China, the consumers’ weight in the 
economy is about 30% of the economy, well below 
the proportion of consumers in developed market 
economies. 

This does mean domestic consumers offer a huge 
potential source of demand for emerging markets like 
China. There are, however, significant cultural and 
other impediments, such as frugality and a lack of 
savings, which mitigate against them becoming a 
strong internal source of demand upon which those 
economies can grow. 

Meanwhile, China cannot rely on infrastructure-led 
growth as the basis of continued economic 
expansion. Until now a lot of the growth there has 
happened without regard to the cost of capital. When 
capital is priced inappropriately, it usually comes back 
to haunt you with a vengeance – invariably when you 
least expect it. 

In SA, the big issue confronting the economy is the 
funding of government’s large fiscal deficits. We’re a 
small open economy that depends on global growth, 
with the consumers a bigger feature of our economy 
than is immediately apparent, representing some 
65% of gross domestic product. Greater deficits and 
continued consumer deleveraging points to 
pedestrian local economic activity. 

The JSE may not be in bubble territory but it is, at 
best, fairly valued to expensive. So unless the global 
economy delivers positive surprises and/or there are 
extraordinary developments in the local economy, 
near-term equity returns are likely to be muted. 

SA nominal and inflation-linked bonds offer real 
returns of about 3% but if the growing issuance of 
bonds is not soaked up by the market, the nominal 
yield will have to rise – denting prospective returns 
from this asset class. 

All in all, the risk of lower returns has gone up and 
volatility is likely to be continued feature of financial 
markets going forward.  After a period of high nominal 
returns, particularly in the SA market, investors are 
going to have to adapt to a period of lower nominal 
returns. But at the end of the day it is the less obvious 
real returns that ultimately determine how your 
investments will perform over time:  on this basis we 
still expect equities to be the asset class of choice 
going forward; the one most likely to outpace inflation 
consistently in the long term and into retirement. 
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