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Asset Class (ZAR) MTD YTD 1 Year 3 Years 5 Years 10 Years

Local Equity 2.8% 2.8% -6.1% 6.4% 6.9% 13.4%

Local Property 9.2% 9.2% -9.4% 2.8% 9.2% 13.2%

Local Bonds 2.9% 2.9% 8.8% 10.5% 9.1% 8.3%

Local Cash 0.6% 0.6% 6.6% 6.8% 6.3% 6.1%

Global Equity -0.5% -0.5% 3.4% 5.1% 10.5% 14.2%

Global Property 2.3% 2.3% 19.6% 1.8% 12.1% 17.2%

Global Bonds -6.5% -6.5% 11.0% -3.5% 4.6% 5.0%

Global Cash -7.6% -7.6% 14.1% -4.7% 4.4% 3.2%
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Local shares recorded gains in January, continuing the rebound from December last
year after a torrid 2018. Gains were broad based across sectors, with financials, in
particular, performing well while industrials lagged other sectors. The local bourse
benefitted from some JSE heavyweights, recording impressive gains including Naspers,
Anglo American, FirstRand and Standard Bank. The Rand was one of the biggest
gainers in the currency market, benefitting from dollar weakness, a more cautious US
Fed and easing trade tensions.

While some high-weighted JSE shares recorded impressive gains, British American
Tobacco (BTI) continued with the slump that has seen it lose 21% per annum since
June 2016. The company has long been considered a high quality, low risk company
having consistently delivered inflation beating returns. As shown in Chart 1 (below),
BTI has outperformed both the JSE All Share Index and inflation since January 2000.
The share price, however, has been under pressure since early 2016.

With the share price having been under pressure, BTI trades at an attractive valuation.
The long-term economics of the tobacco industry are attractive for investors, although
facing disruption as of late with the advent of next-generation products (NGP). The
investment case for BTI lies in it being one of the world’s leading tobacco and NGP
groups, with an extensive portfolio of brands. BTI has pricing power, is a good cash
generator with high returns on investment and has consistently gained market share
over the last decade.

However, increased regulatory risk has put pressure on the industry. Also, customers
have become more responsive to price increases, and cigarette sale volumes are at risk
with customers opting for healthier in e-cigarettes which are gaining market share. The
share price is cheap, and therefore the risks might already be priced in. It is possible
that investors have become complacent due to share’s strong track record. The
industry may well be changing, meaning that the future may not be as strong as the
past.

Chart 1: Investment Growth - Total Return in ZAR (1 January 2000 - 31 January 2019)

Source: Morningstar Direct (31/01/2019)

It was a good start to the year as global equity markets rallied in January. The MSCI
World Index rose 7.8%, the best January returns since 1987. Emerging markets
outperformed developed market peers, with the MSCI Emerging Market Index gaining
8.8%. Risk assets got a boost from strong corporate earnings, the Fed keeping interest
rates on hold and optimism on easing of US-China trade tension.

Roughly half of S&P 500 companies released 2018 fourth quarter earnings results in
January. The companies representing 46% of companies in the S&P 500 delivered a
blended year-on-year earnings growth rate for the fourth quarter of 12.4%. Positive
earnings surprises were recorded in multiple sectors.

The final quarter of 2018 is the last quarter which will see earnings growth boosted by
U.S. tax cuts.

Going into the further quarter earnings season, there were concerns around slowing
global growth, the impact of the strong US Dollar and trade tensions on companies,
especially those with a larger component of earnings from global operations.
According to FactSet, to date, reported earnings results show that companies with
higher global revenues underperformed those with lower global revenues.

Forward looking estimates point to earnings petering out. Although it is common to
see forward earnings estimates decline as a quarter progresses, 2019 first quarter
earnings cuts have been more pronounced than usual. The earnings forecast for the
quarter now sits in the red, and this would be the first negative showing in 3 years.

This is illustrated in Chart 2 (below).

BCA Research believes analysts may have overdone downward earnings revisions,
which should be a catalyst for further equity performance.

Chart 2: S&P 500 Year-on-Year Earnings Growth

Source: Bloomberg Intelligence (15/02/2019)
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Property
The SA Property Index rebounded strongly with a +9.2% return in January after a
dismal 2018. Market participants realised that negative property fundamentals,
such as SA's low economic growth rate and the threat of land expropriation has
been priced in, and that decent value is now on offer. In current conditions, a
property portfolio with a very attractive one year forward yield of 12.9% can be
constructed, although the growth on this yield will be lower than inflation. Our
valuation models continue to indicate a maximum weighting, despite the risks of
expected distributions not materialising.

Equity
Global markets raced up in January in a 'relief rally' that recovered most of
December's losses. The MSCI ACWI was up +7.9%, and the S&P500 gained +8.0%,
while Emerging Markets also delivered strong performances led by Brazil and
China. The end of the US government shutdown, strong underlying company
earnings growth and the Fed's dovish tone all set the stage for a recovery in risk
assets. We maintain our global equity ranking at overweight, but continue to
favour allocation to high quality stocks.

Bonds
The ALBI delivered +2.9% this month, and remains the top performing local asset
class over a 1- and 3-year period. Local bonds (+9.1%) have also kept pace with
local property (+9.2%) and outperformed local equities (+6.9%) over the last 5
years. Yields decreased slightly during January as Emerging Markets sentiment
improved, and carry trades looked more attractive with US rates on hold. Our
valuation model indicates that bonds are fairly valued, but practically we
continue to take duration risk in the Property sector in our funds.

Fixed Income
The yield on the US 10-year treasury bond dropped slightly from 2.71% to 2.63%
at month end, but maintains its upwards trend in yield since its June 2016 low
level of 1.46%. The US Fed kept rates steady at its January policy meeting, but
surprised markets with a very dovish outlook. Some market participants now
expect the Fed to keep rates unchanged for all of 2019, with even the small
probability of a rate cut. BCA Research opines that the Fed will stay on hold for
around 6 months to ease market jitters, but will then raise rates 2 or 3 times
during the remainder of 2019 to curb inflation.

Cash
Annual inflation has come down from 5.1% to 4.5% this month, which is exactly
in the middle of the SARB's target band. The fuel-related component decreased
this month, providing some welcome relief to consumers, while food prices held
steady. Risks to the upside are increased electricity prices and supply constraints
in global oil markets. Cash currently delivers an attractive 2.7% real yield. We
appreciate the optionality in cash, but recognise that several other asset classes
offer more value at the moment. As a result we remain neutral.

Alternative
Other asset classes that can be considered include structured notes, private
equity, direct real estate, commodities, and hedge funds and can provide
investors with uncorrelated returns. As interest rates are slowly but surely rising,
these alternative investments do become less attractive. However, these assets
can perform a useful role in multi-asset portfolios, as they help provide more
consistent returns.

Equity
Local equities built on December's strong returns and delivered a positive +2.8%
in January. Financials (+6.8%), led by the banking sector, performed well on the
back of a strong ZAR, while Resources (+2.8%) benefitted from strong commodity
prices. Industrials (+1.0%) lagged the other sectors as rand-hedged counters took
strain. The decline in prices over the last year, combined with growing underlying
earnings over this period, means that our models are now showing reasonable
value. We are maintaining our equity allocations at levels close to benchmark.

Currency
The ZAR strengthened significantly in January, alongside most Emerging Market
currencies, and closed at R13.25/$ from a R14.35/$ starting point. The US Dollar
lost ground this month, as the US Fed's decision to put rate hikes on hold
signalled that economic growth was not as robust as initially thought. At month
end, the ZAR was at fair value against the trade weighted basket of currencies on
a purchasing power parity basis. Significantly, the ZAR is 16% undervalued versus
the US Dollar using the same methodology.
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ZAR vs USD Currencies vs ZAR (rebased to 100)

ALSI vs PE Ratio SA Government 10 Year Bond Yield

1

2

4

8

16

Jan 89 Jan 94 Jan 99 Jan 04 Jan 09 Jan 14 Jan 19
0

50

100

150

200

250

300

Jan 99 Jan 04 Jan 09 Jan 14 Jan 19

EUR GBP USD

16.9

0

5

10

15

20

25

Jan 99 Jan 04 Jan 09 Jan 14 Jan 19

Average

8.9%

0%

5%

10%

15%

20%

Jan 99 Jan 04 Jan 09 Jan 14 Jan 19

Average


