
 

 

 

 

The tide is turning – developed market 
equities in the sweet spot 
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Since the financial crisis, growth concerns have cast a deep shadow over the developed world. Emerging
markets with their superior growth and better long-term fundamentals were seen as the saviours of the 
global economy. Commodity producing countries benefited enormously as China’s demand for resources 
such as steel, iron ore, copper and cement helped to compensate for the sharp drop in demand from
countries battling to fight their way out of a recession. The search for yield and growth has seen emerging
markets enjoying massive foreign inflows. South Africa has been a huge beneficiary of this trend, with
foreigners pumping some R120 billion into our financial markets last year.  
  
Developed world growth to surprise on the upside 
 
There is sufficient evidence to suggest that an economic recovery is under way in the developed world. We
believe that economic growth will surprise on the upside. Improved economic conditions are already
reflected in better earnings prospects for many companies in the developed world. While the general news 
flow has focused on the debt woes of peripheral Europe, the recovery in company profits in countries such
as Germany and the US has enjoyed scant attention. Investors have started to shift their attention from
emerging markets to the developed world. For the last six months, developed market equities have
outperformed emerging market equities. As the recovery theme gathers momentum, we believe that
developed markets’ outperformance over emerging markets will continue and there could be a huge rotation 
of emerging market assets into developed market assets. Money has already started moving from bonds
into equities. The US pension fund industry has some $14 trillion assets under management. The industry
channelled billions of dollars to emerging markets when the global recession set in. We expect to see a
slowdown in outflows from the developed world and potentially a significant inflow into developed market
equities over the next few years.  These inflows will boost equity market prices in the developed world.  As 
companies’ earnings improve, more people should be employed. We anticipate that the unemployment rate
in the US will be lower at the end of the year. As the US economic recovery becomes self-sustaining, 
quantitative easing should come to an end.  
 
Emerging markets fighting the inflation demon 
 
The US’s massive stimulus programmes have contributed to inflationary pressures in emerging markets.
Cheap money from the US has chased asset prices up in emerging markets and many countries are awash 
with liquidity. How sustainable growth in countries like China and India will be, depends on their ability to
rein in inflation. Investors are already questioning the sustainability of China’s growth rate of 10%, given that
inflation is running at around 5% and interest rates are only 2%. Last year, the stock market gained less
than 5% in dollar terms, reflecting investor concerns. There is pressure on emerging markets to raise
interest rates in order to curb inflation and prevent food price-related riots. China has started to tighten rates 
and the authorities have also raised banks’ reserve requirements several times.  While a stronger
developed world should be positive for commodities, tighter monetary policy in China and India could limit
upward price movements.  
 
Copper had a strong run in 2010 and we expect the metal to still have some upside in the first few month of
the year. China’s restocking typically occurs after the Chinese New Year, but the supply and demand
fundamentals are expected to change towards the second half of the year. During the latter part of 2011,
more supply should come on stream, which the market will discount at some point.   The gold price has
started falling, reflecting expectations of reasonable growth (2% to 3%) and moderate inflation (2% to 3%) 
in the developed world. Platinum should do better than gold this year, due to strong industrial demand.
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With US growth expected to surprise on the upside, gold is no longer attractive as an ‘anti-dollar’ trade. The 
oil price should move higher this year, in line with the developed market recovery. We don’t expect the US
dollar to appreciate strongly this year, but emerging market currencies like the rand, Brazilian real and the
Turkish lira could be subject to extreme volatility. The rand could be particularly hard hit, if foreigners lose
their insatiable appetite for rand-denominated assets.  
 
South African stock market should offer more value at year end 
 
We have already seen the rand weakening against the US dollar and the euro this year. This reflects the 
fact that investors no longer wish to chase growth at any price.  The local equity market still offers shares
that should give investors a return of inflation plus 7.5%, but such investment opportunities have markedly 
decreased over the last 18 months.  The average share on our local bourse should only give a return of
inflation plus 2.5%. It is therefore difficult to identify new equity opportunities. On a sector level, local
retailers are expensive and financials’ earnings remain lacklustre. If China continues to grow and the
demand and supply conditions for commodities remain favourable, then resources should still do well, at
least in the short term.  
 
We expect the local stock market to be substantially cheaper by the end of the year. Earnings growth 
should contribute to a lower price earnings ratio; therefore, we may see a significant market derating. The
portfolio’s single biggest allocation is still to South African equities (around 42%). We remain comfortable
with our current local equity holding.  The portfolio has exposure to quality shares, which should deliver
returns well ahead of inflation.   
 
Inflation expectations already priced into the local bond market 
 
The South African bond market still looks attractive on a relative basis. The market is pricing in a much
weaker rand (R8.00 to R8.25 to the US dollar) and consequently a higher rate of inflation (5.8% to 6%). As
long as the rand and inflation do not reach these levels, the bond market offers value. If the rand were to
weaken very sharply, it would put upward pressure on inflation, increasing bond yields and driving down
bond prices. Interest rates could move up later this year, leading to an improvement in cash returns.  
 
Best returns should come from developed market companies 
 
The further relaxation of exchange controls gave us the opportunity to increase our weighting in foreign
assets to 25% of the portfolio. Over the next five years, the best returns should come from those developed 
market companies whose share prices have languished. The portfolio has exposure to select quality
companies which have strong brands and are enjoying growth.  
 
We believe that the portfolio’s offshore holdings will make a material contribution to performance as a result 
of a depreciating rand and the attractive valuations of our international shares. Select developed market 
equities should deliver better returns than local equities, bonds and cash over the next few years. We are 
confident of producing moderate inflation-beating returns over the long term, despite potential near-term 
setbacks. 
 
 
 

Collective Investment Schemes in Securities (CIS) are generally medium- to long-term investments. The value of participatory interests 
may go down as well as up and past performance is not necessarily a guide to the future. CIS are traded at ruling prices and can 
engage in borrowing and scrip lending. A schedule of fees and charges and maximum commissions is available on request from the 
company/scheme. Commission and incentives may be paid and if so, would be included in the overall costs. Forward pricing is used. 
 All information and opinions provided are of a general nature and are not intended to address the circumstances of any particular 
individual or entity. We are not acting and do not purport to act in any way as an adviser or in a fiduciary capacity. No one should act 
upon such information or opinion without appropriate professional advice after a thorough examination of a particular situation. We 
endeavour to provide accurate and timely information but we make no representation or warranty, express or implied, with respect to 
the correctness, accuracy or completeness of the information and opinions. We do not undertake to update, modify or amend the 
information on a frequent basis or to advise any person if such information subsequently becomes inaccurate. Any representation or 
opinion is provided for information purposes only. 
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