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CASH ON CALL

7.777%

*AER ANNUAL EFFECTIVE RATE AFTER ALL FEES

AVERAGE MONEY MARKET RATE

7.368%

DIFFERENCE

0.409%

On a cash balance of R4,000,000, this difference
represents additional interest of R16,360 per annum.
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the country is pivotal to achieving the governments’ ambitious
growth targets.
Year to date, the market is down -3.18%, which implies that the
Ramaphosa effect hasn’t filtered into investment returns. Adding
to this, the Rand has been incredibly volatile, ranging between
R11.50 to R 13.95, partly due to the negative global sentiment
towards emerging markets, resulting in a risk off situation. Despite
the low market returns, the portfolios and actual client experience
has, in many cases, been aided by diversification to other asset
classes that have performed marginally better over the period.
However, returns have been lower than historically experienced,
with not one asset class outperforming inflation plus 5% (which is
the target return for most retirement funds) over the past 3 years
to end May.
From an economic perspective, the South African economy
shrunk by 2.2% in the first few months of 2018, signalling the
might of the challenge ahead for President Cyril Ramaphosa. This
contraction is the largest since the first quarter in 2009, when it
fell by 6.1%. After a positive end to 2017, where Gross Domestic
Product (GDP) grew by 3.1%, that crest of a wave has somewhat
petered out.
In a recent captivating speech by Nhlanhla Nene titled “A New
Dawn for the South African Economy,” he said that ‘dawn’
symbolised an opportunity to reflect and to begin fresh. He went
on to add that although the recent drop in the economy was
worrying, it was a much-needed wake-up call. Nene maintained
that South Africa has the potential to grow at a rapid pace but
issues such as entrepreneurship and youth unemployment
needed to be addressed. In addition, acting against corruption in

Moving across the ocean to the US, according to the latest
statistics from the US Department of Labor, the unemployment
rate edged down to 3.8% in May, which is the lowest rate in 18
years. If, as many economists are predicting, the rate drops to
3.7%, it will be the lowest since 1969. In April, FactCheck.org
calculated that just over 2.5 million jobs have been created during
the Trump administration. “That’s steady, solid growth to be sure,
continuing an unbroken chain of monthly gains in total
employment that started in October 2010,” the website says. “But
the average monthly gain under Trump is 181,000 jobs, which is
nearly 17% below the monthly average of 217,000 during
Obama’s second term.”
GDP increased at an annual rate of 2.2% in the first quarter of
2018, according to the US government’s Bureau of Economic
Analysis. Although economists expect that growth to continue
this year, current growth levels are significantly less than 4% to 6%
annual rate that Trump has pledged to achieve. In addition, the
question around US inflation is still of concern globally. In May, US
inflation accelerated to its fastest pace in more than six years,
reinforcing the Federal Reserve’s outlook for gradual interest-rate
hikes while eroding wage gains, which analysts point out are
relatively flat anyway.
The UK economy is set for the worst year since 2009, thanks to a
lacklustre outlook for consumer spending, business investment
and trade, according to a leading business group. Productivity will
likely remain weak, pay rises limited and household finances
stretched, with the savings rate at a historic low and debt levels at
a high.
www.iwm.co.za
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The British Chambers of Commerce (BCC) predicts GDP will
increase 1.3% in 2018, a downgrade from its previous forecast of
1.4%. The BCC also trimmed its 2019 outlook from 1.5% to 1.4%.
The group predicts investment growth will slump in 2018 to 0.9%,
from 2.4% last year, stifled by the high upfront cost of doing
business in the UK and continued uncertainty around Brexit.
The UK’s trade deficit will also likely widen by more than expected
over the next few years, with exporters struggling to recover the
ground lost, as growth in key markets moderates. Some key
concerns remain: a lack of clarity around Britain’s future
relationship with the European Union, interest rate rises, a
possible global trade war and rising oil prices.
Meanwhile, US president Donald Trump has implemented
billions of dollars’ worth of import tariffs on a variety of Chinese
goods, as well as on steel and aluminium from a number of
traditional allies in Europe. The tariffs have prompted China and
the EU to take retaliatory action, raising the prospect of a
damaging trade war.
The Europe and Central Asia regions experienced 2.7% GDP
growth in 2017, which is the fastest growth since the 2008 Global
Financial Crisis. Growth is projected at 2.3% for 2018 and has now
likely peaked in the region, signalled by unemployment rates
close to their 2007 levels and average inflation now exceeding 2%.
Deceleration of growth is expected to be modest, but a sharper
correction remains possible with cyclical forces and the potential
for additional shocks, such as rising protectionism, geopolitical
tensions and larger than expected disruptions caused by Brexit.
There is little room for further monetary stimulus if the expected

slowdown is sharper than expected, however, the region has
rebuilt some fiscal buffers. The average fiscal deficit in 2017 is
estimated at just above 1% of GDP, down from 6% during the
2009 crisis and close to levels at the end of the boom that
preceded that crisis. In June, the ECB announced its intention to
end fiscal stimulus by the end of 2018, but any interest rate hike is
still distant at this point.
From the above it is clear that global uncertainty remains key.
Economics and politics do not always correlate into investment
markets and returns, and opportunities always exist despite the
prevailing environment. Diversification across regions and asset
classes remains vital in tempering short-term volatility. As always,
we recommend maintaining a long term investment horizon as
the markets move in continuous cycles. We trust that you enjoy
the articles that follow, should you have any queries, please do not
hesitate to contact us.

Nene maintained that South Africa has
the potential to grow at a rapid pace
but issues such as entrepreneurship
and youth unemployment needed to
be addressed. In addition, acting against
corruption in the country is pivotal to
achieving the governments’ ambitious
growth targets.
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SPOT
Gold $/oz

1 251

% MOVE 12 MONTHS

0.62%

*ZAR/USD

13.71

4.61%

*ZAR/GBP

18.13

6.62%

*ZAR/EUR

16.00

7.08%

All Share (J203)

57 611

11.63%

Resources (J210)

42 130

39.10%

Financials (J580)

42 012

5.44%

SA Industrials (J257)

82 533

5.52%

Property (J254)

433

-15.92%

S&P 500

2 718

12.17%

FTSE 100

7 637

4.43%

Nikkei

22 305

11.34%

DJ-EURO 50

3 396

-1.34%

Nasdaq

7 510

22.31%

Hang Seng

28 955

12.38%

Shanghai Composite

2 847

-10.81%

France CAC40

5 324

3.96%

Germany DAX Composite

12 306

-0.16%

PLEASE NOTE:
A negative movement in the currency indicators represents a strengthening of the Rand against the comparative currency.
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Finding opportunity
in the volatility
Allan Gray | Gray Issue 200

Commentary by Andrew Lapping,
Chief Investment Officer, Allan Gray
The first quarter proved to be a difficult one with the
Allan Gray Equity, Balanced and Stable Funds all
delivering negative returns. The most significant
detractors were the international investments (via the
Orbis funds) and local equities. World markets fell 1% in
dollars, the rand strengthened by 4% over the period
and the FTSE/JSE All Share Index declined 6%. In our
Balanced and Stable Funds, the positive contribution
from fixed interest was insufficient to offset the equity
declines.
The Equity and Balanced Funds’ returns were marginally
better than their respective benchmarks but this
provides little solace for investors whose debit orders
reflect the only positive inflow into their accounts.
Market fluctuations are an expected and necessary part
of investing. The important thing is to stick to your
long-term investment plan. This is easier said than done.
It is useful to remember that when the market falls you
still own the same assets; you are just paying less for
them. Human psychology is odd: when cornflakes go on
special we tend to take advantage and stock up, but
when the stock market falls we become stressed.

South African Equities
We are constantly searching for assets that will give our investors good
real returns. The cyclical South Africa-oriented businesses we bought in
2015 and 2016 performed pleasingly in 2017 and we were substantial
net sellers of domestic equity in late 2017 and January 2018 as many
domestically orientated companies reached and exceeded our estimate
of their fair value. This was particularly true of the banks we bought
during the very volatile Nenegate period, when South Africa’s future
looked very grim and investors priced shares accordingly. At the time,
investors over-reacted on the downside by becoming excessively
cautious. We are concerned that after the great news of Cyril Ramaphosa
replacing Jacob Zuma and the positive changes at Eskom and
government generally, investors are over-reacting by becoming too
positive on South African assets.
Value is subjective and inherently uncertain as it involves the future.
Different investors use very different sets of assumptions to value assets.
At the moment we think investors are using assumptions that may be
overly positive and therefore they are overvaluing certain assets. If the
future is not as rosy as these investors expect, the returns from the assets
they value highly now will be disappointing. It is far better to invest in
assets where expectations are very low, that way, when things turn out to
be “not that bad” investors are surprised on the upside. We look for assets
where expectations are low and our normal estimates exceed those
priced in by the market.

Offshore Opportunities
There have been a number of global events over the past three months
that have created a more volatile environment:

Some investors were lulled into a false sense of security by the orderly
uptrend of world markets from January 2016 to January 2018, a period
over which the MSCI World Index rose 50%. The strong markets over the
past two (in fact 10) years have made us increasingly nervous; we far
prefer volatile and falling markets over calm and strongly rising ones.

• President Donald Trump’s stance on trade tariffs was received
negatively as the market worries about a reduction in trading and
economic activity associated with a global trade war.
• Interest rate expectations have increased in the US, and the US 10-year
bond yields have sold off from 2.4% at the beginning of 2018 to 2.8%
currently. Typically as bond yields rise, investors reassess the return
expectations from stocks, which causes markets to fall.
• New sanctions imposed on Russia by the US and EU have caused
global business concerns.

Don’t get me wrong, we don’t want our clients to lose money over any
period, but the good thing about volatility and down markets is that they
create opportunities for outsize returns. When markets fall, value
investors are able to buy companies that have been sold down to below
their fair value – a very exciting prospect.

Similarly to South Africa, the volatility in international markets presents
Orbis, our offshore partner, with opportunities to buy shares for less than
they are worth. In addition, the recent strength of the rand, which is the
most significant contributor to the recent drawdown, has given us the
opportunity to increase the offshore exposure across our Funds.

Volatility

www.iwm.co.za
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Will I Outlive my
Retirement Savings?

Article contributed by Independent Wealth Managers

RESEARCH
Shivona Naidoo
Roshnee Salik
Fungisai Nyakabau

have all heard the saying that “50 is the new
40”. Well this statement is becoming a reality,
as people are now living longer. Being able to
live longer is certainly favourable, however the
consequences of the increasing life expectancy are adverse when one
has not saved sufficiently for retirement. Longevity risk can be reduced
through maintaining a sustainable level of income.

1.Longevity Risk
With the constant advancement in medical technology, we are seeing
that the life expectancy ages are increasing and this trend is likely to
continue going forward.
The United Nations (UN) have conducted studies and their findings are
as follows:

Year of Birth

Year of Birth Life Expectancy Age
1950
47
2014
70
2050
76

Life Expectancy Age

From the table above, we can see that the life expectancy has increased
by 23 years from 1950 to 2014 (an increase in life expectancy of 1 year per
approximately every 3 years).
It is also important to note that the stated life expectancies in the table
above do not necessarily apply to individuals who have access to
advanced technology, medicine, healthy foods and reside in a healthy
environment. Many people living in an emerging market do not live the
emerging market lifestyle, therefore we need to look at the life
expectancy of people who live in a developed country.
Currently, the age at which you can claim from your state pension in the
UK is 65 for men and 60 for women. According to an article by This is
Money, between October 2018 and October 2020, both men and
women's state pension age is expected to increase to 66. It is further
expected that between 2026 and 2028, it is likely to rise again to 67.

As a result of the increased life expectancy, people are now opting to
work longer to ensure that they have enough funds for retirement. This is
illustrated by the average retirement age currently being 65 for the above
mentioned first world countries. This is concerning as the current average
retirement age in South Africa is age 60 as reported by Trading Economics. Will this pose a future challenge for South Africa?
The United States Census Bureau states that there were 4 447 people
over the age of 100 living in the US in 1950. By 2001, the number had
grown to 50 454. By 2050, the number is expected to be 834 000.
Dr Graeme Codrington, an expert on the future world of work and the
disruptive forces that are shaping it, has shared future trends that
support longevity. He states that exceedingly more people are living
longer and, therefore, there is a need to change the way we currently
view retirement. He further stated during a recent keynote presentation
that the person who will live to 150 years of age has already been born.
Governments in some countries are resorting to increasing the official
retirement age as they can no longer afford the pension commitments.
According to research done by Discovery Health, it is expected that Japan
will increase their official retirement age from 65 to 67. They have also
implemented incentives for people retiring after age 65, such as an
increased monthly pension payment.

The United States Census Bureau
states that there were 4 447 people
over the age of 100 living in the US
in 1950. By 2001, the number had
grown to 50 454. By 2050, the
number is expected to be 834 000.
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Will I Outlive my
Retirement Savings?

Article contributed by Independent Wealth Managers

Living longer places a greater strain on our ability to save for a comfortable retirement. It is important, especially for us, as South Africans, to
then plan for longevity as we save for retirement moving forward.

2. Drawing a Sustainable Level of income

Upon retirement, should you elect to purchase a living annuity, you are
able to set the level of income that you wish to draw from your assets. The
level of income you select at retirement is not guaranteed for the rest of
your life. The level of income you select may be too high and may not be
sustainable if:
• You live longer than expected with the result that your investment runs
out before your death; or
• The return on your investment is lower than that required to provide a
sustainable income for life.
The following table can be used as a guide for income drawdowns at
retirement:

For example, if you were to draw an income of 2.50% from your living
annuity capital and the portfolio achieves a return of 5.00% per annum,
your income in today’s money will start to reduce in year 31. Now if you
decide to draw an income of 15.00%, with a return of 5.00%, the level of
income will start to decrease after only a year. This illustrates that your
selected percentage drawdown is critical to the sustainability of your
income.
William Bengen submitted research in 1994, titled “The Four Percent
Rule.” The research indicated that a 4% draw on capital could provide a
sustainable income and preserve capital. This theory was further
confirmed by three professors of finance at Trinity University in 1998, who
enhanced the studies of William Bengen with the aim of determining
“safe withdrawal rates.” The professors revisited the study in 2006, and
increased the “safe withdrawal rate” to 4.5%. Importantly, this is a rough
rule of thumb and should not be applied blindly to different individual
circumstances.
Ultimately, a sustainable level of income will ensure that your capital lasts
longer, catering for a longer retirement period.

Years before your income will start to reduce (in today’s market)
Investment return per annum (before inflation and after fees)
2.50%

5.00%

7.50%

10.00%

12.50%

2.50%

21

30

50+

50+

50+

5.00%

11

14

19

33

50+

7.50%

6

8

10

13

22

10.00%

4

5

6

7

9

12.50%

2

3

3

4

5

15.00%

1

1

2

2

2

17.50%

1

1

1

1

1

Source: ASISA Standard on Living Annuities

Assuming an inflation rate of 6%, the above table illustrates that the
higher your percentage drawdown, the quicker your investment capital
depletes. It is important to note that even if your portfolio achieves the
required level of real returns over time, undisciplined drawdowns can
drastically reduce the investment capital, and therefore your future level
of income is reduced.

It is important to make the decisions about how you will manage your
finances in retirement well before you actually retire. Retirement
planning is a matter of understanding that you are deferring income you
are earning now in order to have income to spend in retirement. Living
longer means you need to save more now, in order to sustain your desired
level of income throughout your retirement. It is crucial to then defer the
correct amount of income, invest it responsibly, retire at an appropriate
age and consider your income drawdown at retirement, all taking into
account how long you may live.

Living longer places a greater strain
on our ability to save for a comfortable
retirement. It is important, especially
for us, as South Africans, to then plan
for longevity as we save for retirement
moving forward.
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Are you overly
exposed to China?

Commentary contributed by Duncan Artus,
Portfolio Manager, Allan Gray

As South African investors we are
very tuned into the local political
and economic risks that we face.
But what about the less obvious risks?

However, Tencent is trading at close to our fair value and if it were to fall
significantly, the Naspers price would be impacted despite the large
negative value the market currently attributes to Naspers’ other
businesses. Regardless of which index you track, it’s hard to escape
exposure to Naspers and therefore Tencent, as shown in Graph 1.

We speak a lot about the need to maintain a well-diversified portfolio.
Aside from simply picking different companies, industries or countries,
investors need to get a good sense of where underlying returns are
coming from, and what impacts those returns. They must also make sure
that their investments are not all highly correlated.
Peeling away the layers of the average South African investor’s portfolio
reveals that one of the biggest risks we face is exposure to China. It may
be hard to imagine that the portfolios of residents on the most southern
tip of Africa are highly dependent on the economy, policy decisions and
consumption behaviour of Asia’s largest country, but exposure comes in
different shapes and forms, from Chinese demand for mining-related
material, and of course via Naspers.

The herd of elephants in the room

The FTSE/JSE All Share Index is highly concentrated, with the top 10
shares making up 56.5% of the Index, about 20% of which is from
Naspers. Naspers, the Allan Gray Equity Fund’s second-largest holding, is
9.4% of the local portion of the Fund, significantly less than the Index –
which should not come as a surprise considering we don’t aim to track
the Index.

Why do we worry about China?

China is a complicated place to understand. While there is evidently
much opportunity, the rapid rate that debt is growing is concerning and
we believe unsustainable. Graph 2 shows the steep upward trajectory. As
you can see, historically after steep peaks in debt, things tend to trend
down.

Most of Naspers’ value is derived from its holding in Chinese technology
company Tencent. Currently more than 100% of Naspers’ price is due to
Tencent, which means that more than 100% of Naspers’ price is currently
exposed to China.
We think Tencent is a great company for the following reasons:
• It has dominant competitive positions in online games and Chinese
social media – growing and highly profitable industries
• The company is in a growth phase, with earnings compounding at a
high rate
• Tencent’s cash and associates can be valued at 10% of its market
capitalisation and do not currently contribute to earnings
• Various new growth initiatives show early promise (e.g. online video,
payments and banking)
• Free cash flow has historically exceeded earnings by about 10%

www.iwm.co.za
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Are you overly
exposed to China?

Commentary contributed by Duncan Artus,
Portfolio Manager, Allan Gray

China has experienced a rapid credit boom since the global financial
crisis, with private sector non-financial debt increasing from 120% of
GDP in 2008 to more than 200% today. Similar increases in debt have
proven unsustainable in other countries, and led to some form of correction. Put more bluntly, most credit booms end in busts, a recent
example being American mortgages in 2008.
Chinese statistics are sometimes questionable but if the country’s credit
figures are somewhat accurate, it is highly likely that it will experience its
own version of a credit correction. This is worrying for companies and
industries that are overly dependent on Chinese demand.

What about diversifying using select SA
defensive stocks?

Some people may argue that one could buy SA defensive shares rather
than dual-listed shares to reduce direct exposure to China. While of
course this is another way to create diversification and we do own some
of these shares, we believe BAT’s valuation is currently more attractive.
See Graph 4.

Broader than just Naspers

While Naspers’ overreliance on its Chinese investment is well documented, it is important to be aware that it is not the only company on our
index that is exposed. Consider the customer base of brewer Anheuser-Busch InBev (AB InBev), luxury goods manufacturer Richemont and
miner BHP Billiton, as shown in Graph 3, which looks at revenue from
China, emerging markets (EM) and developed markets (DM). Note that
none of these large shares would be immune to a slump in Chinese
demand. This is only direct exposure: If something had to go wrong in
China there would indirect consequences from EM countries too, for
example, Brazilian iron ore exports.
We think that investors are undervaluing BAT based on concerns about a
short-term acceleration in the decline of cigarette volumes and increased
regulatory risk following the US Food and Drug Administration (FDA)
announcement, which looks to reduce nicotine below addictive levels in
the US. We concur that these are real concerns but believe that they are
more than reflected in BAT’s share price and that BAT’s development of
new generation vapour and tobacco heating products should contribute
to creating a more sustainable earnings stream over the longer term.

Worry about the right things

To diversify against this tail risk inherent in their portfolios, South African
investors need to look for companies that are trading below their intrinsic
value, with minimal to no exposure to China. One example is British
American Tobacco (BAT), which has no exposure to China, as Graph 3
indicates. BAT is trading at an attractive price-to-earnings (PE) multiple
relative to AB Inbev, Richemont and Billiton. We believe it provides
diversification to a local portfolio at an attractive valuation.

Investors need to make sure they are worrying about the right things.
They should focus closely on what is in their portfolios, rather than
spending time trying to forecast political or economic outcomes. It’s also
important to realise that risks such as exposure to China do not have to
be avoided completely, but their size in an investor’s portfolio should be
appropriate. A well-diversified portfolio of attractively valued assets is key.
If we look to how we are trying to achieve this in the Allan Gray Equity
Fund, the top holdings in our portfolio are a combination of locally listed
international businesses which get a fair chunk of their earnings offshore,
Sasol, local financials and healthcare companies.
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CONTACT US
Authorised Financial Services Provider 3145

CONTACT OUR DURBAN OFFICE
Unit 7, Rydall Vale Park, Douglas Saunders Drive,
La Lucia Ridge Office Park, La Lucia

CONTACT OUR CAPE TOWN OFFICE
15th Floor, Portside Tower,
5 Buitengracht Street, Cape Town, 8001
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F +27 (31) 566 3777
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The information in this communication is not to be construed as advice in
terms of the Financial Advisory and Intermediary Services Act of ‘2002 (‘FAIS’)

