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Equities continued to ride the wave of optimism higher during the fourth quarter, with the 

FTSE/JSE All Share Index up 9.5% for the final quarter and 19% for 2010.  

Following a brief spat of nervousness around ongoing sovereign risk concerns in Europe, 

markets continued to rally to just below the 2008 all time peak in the FTSE/JSE All Share 

Index. Major factors driving the strong performance of South African equities were: 

1.The favorable monetary policy backdrop (the repo rate was cut another 0.5% in November 

2010) 

2.Improving outlook for the manufacturing sector (the manufacturing Purchasing Managers 

Index (PMI) gained 3.1 index points to 52.9 in November 2010 from 49.8 in October 2010) 

3.A continued improvement in consumer spending supported by a rise in personal disposable 

income and a recovery in private sector credit extension. 

During the fourth quarter, financial shares (edging down 0.1%) lagged both industrials (up 

8.4%) and resources (up 16.5%). After running behind for most of the year, resources posted 

a strong recovery in the final quarter, confirming our analysis that the sector offers attractive 

value. 

Both the life and the banking sectors contributed to the poor performance of financial stocks. 

In particular, HSBC’s withdrawal from talks to acquire Nedbank negatively impacted both 

Old Mutual and Nedbank. Furthermore, poor trading updates and Standard Bank’s 

announcement that it would retrench more staff intensified the already negative sentiment 

towards the banking sector. 

Outlook – so many issues, so little clarity 

At the end of 2009, the market expected earnings growth of 24% from the FTSE/JSE All 

Share Index. Actual growth has, in fact, been below 20% and in line with our more muted 

thesis on the economic recovery. While short term forecasts are hazardous, the returns on the 

JSE came in roughly in the middle of our forecast range of 11% to 33% * 

(* 1st Quarter 2010 Review). 

Currently the market expects earnings growth of 34% over the next twelve months, with most 

of this coming from resources (an expected 55%). This would translate into a 12-month 

forward market price-to-earnings (PE) ratio of 13, which is above a long-term average of just 

over 11 but in line with a justified PE as measured by tthe Gordon Growth model for South 

Africa*.  

(* Derived from the Gordon Growth Model, the fair PE = Payout ratio * (1+growth rate next 

yr-LT growth rate)/(Required Return – LT growth rate). Hence fair PE = 40% * (1+34%-

8%)/(12.5%-8%) = 12.6x) 



 

Investors around the globe and to some extent in South Africa currently face a situation 

similar to Hobson’s choice. Cash offers negative real returns and from current levels bonds 

are unlikely to generate good returns over the next three years. Equities, particularly in the 

emerging markets, have satisfied our “animal spirits” in an environment when there has been 

limited choice. 

However there remain risks to the continued positive economic backdrop. These are: 

1. Rising inflation in China and ongoing monetary tightening to reign in a 47% expansion in 

money supply since 2009. 

2. Change in inflation expectations in the US (although this seems some way off), which may 

result in a premature rise in interest rates. 

3. Sovereign defaults, particularly in Europe, as the game is not over yet. 

4. Continued decline in profit expectations (and the realisation that the current expansion in 

PE’s has been overdone) 

Particularly intriguing are current fund manager consensus views, with them: 

1.Bullish on resources, specifically general mining, despite the fact that many believe 

earnings expectations are too high 

2.Least liking gold, food retail and platinum and particularly negative on the outlook for 

banks. 

We know that to deliver market beating returns it is not good enough to attempt to accurately 

predict the future. The actual outcome needs to pan out differently from current expectations. 

In other words, if everyone is in agreement that general mining is an attractive investment 

given an expected recovery in earnings, then the share prices of the general mining stocks 

will move up in anticipation of the recovery in earnings and expectations of the future will be 

reflected in prices today. 

 



We prefer to focus on factors that we believe are within our control rather than trying to 

predict: 

•economic trends; 

•which industries will thrive under the specific economic scenario above and 

•which companies will benefit the most within those industries 

The future is unpredictable and thus investor’s intent on avoiding loss must position 

themselves to prosper and survive under any circumstances. It is unlikely that we will take 

big directional bets on the market (either massively bearish or extremely bullish) unless – and 

in very rare circumstances – the valuations are exceptionally compelling in either direction. 

In achieving our objectives, we aim to capitalise on mispricing opportunities that arise due to 

human behaviour, with the above examples highlighting the herding instincts of investors, 

and differing time horizons.  

Companies that are likely to benefit in the late stages of an economic recovery potentially 

offer the biggest mispricing opportunities. These are companies exposed to an improvement 

in the gross fixed capital formation cycle and include the construction, building materials, 

resources and the banking sector. 

 


