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Expectations of slower global growth push equity markets lower, but boost bond markets 

While sovereign debt concerns have weighed heavily on southern Europe’s bond markets, many other bond markets have 
strengthened due to poor global economic growth prospects. These include the US, Japanese and northern European bond 
markets. Disappointing data has fuelled global growth concerns. The second quarter GDP figures in the US were revised down 
from 1.8% to 1.3% and the country’s ISM Manufacturing Index fell to 50.9 in July from 55.3 the previous month. July’s figure was 
the lowest in two years. 

A number of other factors have contributed to the gloomy growth picture. In June, the US Federal Reserve’s second round of 
quantitative easing (QE2) came to an end, resulting in the loss of a steady source of liquidity. QE2 was a blunt instrument that 
didn’t really benefit the US economy. Instead, it created a ready supply of cheap money that pushed up commodity and other 
asset prices in emerging markets. Now that the liquidity taps have been turned off, the outlook for emerging markets and many 
resource companies is less favourable. Tighter monetary policies to curb inflation have also put a dampener on growth in emerging 
markets. Expectations of lower company earnings within a slower growing environment have led to stock market declines and 
lower bond market yields in developing and developed countries.   

Bond markets received a further boost in early August when the US debt ceiling issue was finally resolved. Although it will take 
many committee meetings to work out the finer details of the debt deal, the US government has committed itself to cutting the 
federal budget deficit by more than $2 trillion over the next ten years. These austerity measures also confirm that tough economic 
times lie ahead – the US could even fall back into a recession. While interest rates in the US are likely to remain near zero, investors 
are favouring bonds over cash. 

Expect markets to remain volatile  

Not only do markets have to digest the possibility that the world’s biggest economy may experience a double-dip recession, they 
also have to deal with Standard & Poor’s downgrade of  US debt from AAA to  AA+. The sharp sell-off in equity markets over the 
last few days did not surprise us, given poor global growth prospects and the precarious fiscal situation of many countries in the 
developed world. In our view, the downturn in equities does not yet represent a general buying opportunity; however, there are 
quality defensive shares that are attractively valued.  While many shares may not perform well for the foreseeable future, patient 
investors should reap the benefits when high quality companies get rewarded by the market. It will take time before good value 
emerges in more cyclical companies’ shares.   

Three pillars supporting the portfolio’s performance: bonds, quality defensive stocks and gold

Despite very tough market conditions, the Investec Opportunity Fund managed to preserve investors’ capital and deliver cash-
beating returns, year to date (as at 31 July 2011). The fund’s exposure to bonds, quality defensive stocks and gold made a material 
contribution to performance.  

The local bond market continues to be well supported by foreign investors. Nominal yields in South Africa are still attractive 
and with US interest rates likely to remain near zero for another two years, our market should continue to enjoy strong foreign 
investment inflows. We have a 14% weighting in bonds and are looking for opportunities to increase our exposure to this asset 
class. 
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The Investec Opportunity Fund has exposure to physical gold, via the gold exchange traded fund (ETF). The gold price has 
soared amid ongoing concerns about Europe’s sovereign debt problems and the US fiscal situation. In these volatile times, gold 
represents an alternative store of value – essentially it is a currency and solvency trade. It also offers diversification benefits as it is 
uncorrelated to bond and equity market returns.  We expect gold as a currency to continue to perform well until western interest 
rates rise, which could take a few years. 

The widening gap between gold shares and the gold price is not likely to close meaningfully in the future.  Gold companies have 
typically not been able to maintain or organically increase production over the long run without raising new equity. Costs have also 
continued to rise at an equivalent rate to that at which the rand price of gold has advanced. With 95% of the South African ore 
body effectively exhausted, the decline is accelerating and we see no reason for this to reverse.  We are not optimistic about profit 
or free cash flow production now or in the future and will continue to favour the ETF over gold shares. 

Our exposure to local equities remains less than 40% and we have a large position in international equities within the foreign portion 
of the fund.  The portfolio has exposure to select quality companies which have strong brands and are defensive. Companies in our 
fund also need to have a trend growth rate that is at least equal to inflation. British American Tobacco, Tiger Brands and Richemont 
form part of our top ten holdings and we are confident that these shares will deliver attractive returns for investors over time.  

The portfolio’s offshore holdings should 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.
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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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