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Overridingly positive recent economic data from the world’s 
largest economy started to create a real sense that the US 
growth was returning to ‘normal’ and that stronger 
economic growth is on the horizon.  

Critical data points such as revised GDP data or better than 
expected Non-farm payroll (in February) not only pointed to 
stronger growth but critically suggested that the US 
employment situation was finally in improving.  

This mood however largely ignored possibly the most 
important factor, the stubbornly large budget deficit and the 
very different approaches by Democrats and Republicans to 
solving the problem. 

The US (in just 3 months) successfully avoided nose diving 
off the fiscal cliff, arranged a temporary reprieve to the debt 
ceiling, and faced “The Sequester” (a decade long bout of 
forced national spending cuts). We do however feel that not 
enough is being done to control the budget deficit, 
especially with another debt ceiling looming. 

While there are promising signs of economic growth in the 
US, we are concerned about the impact of spending cuts, 
generally feel that that quantitative easing cannot continue 
forever and feel that politicians must jointly address the 
deficit for sustained economic growth to return. 

 

INTRODUCTION 

In this, the second volume of our quarterly newsletter, we will 

review: 

 The big picture (Global economics) to assess if we have 
actually resolved our issues. 

 The state of asset markets, especially interest rates. 

  The listed property market in some detail. 

 The performance of the equity market and key holdings. 

 Steinhoff International, our share of the quarter. 

Markets have always, since their first days, had to deal with 
crises, such as the tulip bubble, hyper-inflation, the dot-com 
bubble or the collapse of Lehman Brothers.  
What is amazing though is how resilient markets seem to be in 
the face of what seems like an endless series of major crises 
(Greek/Cypriot bailout, the fiscal cliff, US Debt Ceiling etc.). 
While this in part possibly points to man’s ability to adapt to 
turbulent times, we attribute this more to: 

1. Central banks maintaining very loose monetary policy 
that almost embeds a put option on assets, and 

2. How low interest rates are ‘forcing’ investors into equity 
(and other risk assets) given the yields on fixed income. 

 
One must however question how lasting this (monetary policy) 
shield will be to the deep-rooted economic problems facing 
most major economies. Also critical, is the question, of how 
economies will respond to the normalization of monetary 
policy, especially as this stance has not meaningfully boosted 
economic growth or employment or resulted in narrowing 
national deficits or debt levels. 
 
All in all, we feel like we are in somewhat in a twilight zone, as 
those economies that are exhibiting decent recoveries have 
not actually addressed the underlying issues plaguing them, 
and will continue to produce below trend growth. 
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CHINA 

While talk of a hard landing is over the top, one can’t ignore: 

1. The fact that many of China’s major trading partners  remain 
stuck in recession, and  

2. That it will take time for internal demand to really take off. 

All in all, while we remain positive about Chinese growth, we 
expect this to be below the levels seen in the past, reflected in 
the PMI (Purchasing Managers Index) holding around 50. 
 

EURO AREA 

Europe remains trapped by the effects of the credit crisis, 
austerity drives and the lack of a lasting political and fiscal 
solution. As such, most of European economies are solidly stuck 
in recession mode, with unemployment remaining elevated. 

The end of March however saw a watershed moment where the 
troika laid down very tough conditions for the Cypriot bailout. 
We see this tough stance as the new normal and expect these 
bailout conditions to persist in future.  

The euro area will, in our view, continue to struggle for the 
medium term and this will weigh on sentiment. 
 

SOUTH AFRICA 

The last eight months have been very difficult for South Africa. 
The violent strikes of late last year not only hit the Resource 
sector and current account but clearly had knock-on effects into 
the broader economy.  
Analysts also remain skeptical over government’s ability to keep 
the deficit at manageable levels given our ever growing social net. 
 

The South African economy is hamstrung by: 
1. High input costs (e.g. energy or labour). 
2. Government pressure on the private sector to protect jobs. 
3. Inconclusive government policy on key issues. 
4. Inflation placing considerable pressure on disposable 

income and the effect hereof on corporate earnings.  
5. Government’s apparent acceptance of the budget deficit 

and inability to tackle poor service delivery. 
6. Stubbornly high unemployment. 
7. The apparent delays in promised infrastructure spend.  
8. Unfavourable European economic conditions as they 

account for a large component of our trade. 

 
 

 
 
South Africa is however in a fortunate position as we have 
low debt to GDP position (+-40%) position, which allows 
more ‘time’ than other nations with higher debt levels.  
 
We anticipate business confidence slowly improving but with 
a meaningful rebound requiring more policy clarity. 
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INTEREST RATES – THE KEY VARIABLE 
 
We anticipate that market determined interest rates (such as bond 
yields) will rise over the medium to long term, as: 
1. We see inflation rising, given the push inflation (e.g. the Rand, 

labour costs or fuel) spilling over into second round inflation. 
2. We believe that investors will become increasingly unhappy 

with the negative returns offered by ‘low risk assets’ (cash and 
bonds). 

3. Investors will increasingly look at the fundamentals of assets 
(e.g. how stubborn budget deficits, policy issues or rising debt 
levels may affect bonds). This is not only true for South Africa. 

The only questions are therefore when rates will start to rise, at 
what rate and where they may then settle. 

THE MEDIUM TERM OUTLOOK FOR ASSET CLASSES 
 
While it is logical to praise the bold action taken by central banks 
(e.g. to lower interest rates to record levels), we believe that this 
unnatural state is now actually ‘disrupting’ markets, with most 
asset classes destroying real value, and set to continue doing so. 
 
While we always question the thinking that one must always rigidly 
apply asset allocation, we believe this questioning approach more 
appropriate today than normal, given the negative real returns 
offered on a number of asset classes. In short, we feel one should 
deliberately avoid assets that are highly likely to perform poorly on 
a short to medium term outlook (e.g. 3 years). 
 

CASH / MONEY MARKET 
 
While cash is clearly value destructive on a medium to long term 
view, we see merit in holding cash for the present as we wait for 
value in equities or rate increases in the bond or property markets.  
 

BONDS 
 
We see no merit in bonds at this time, given our view on interest 
rates. Long dated bonds expose one to significant capital risk, as a 
small change (say 1%) in yields would trigger significant capital 
losses given the low current yield scenario. We also feel that one 
may just as well stay in cash (or a well-structured yield pickup fund) 
rather than short dated bonds (less than 5 years). 
 

EQUITIES 
 
We remain of the view that value is extremely hard to find in the 
local market and that one should rather hang back and wait for 
value to appear. 
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WHAT ARE LISTED PROPERTY COMPANIES? 

Listed property companies, or Property loan stock 
companies (PLS’s) as most are known and operate, are 
quite different from normal listed companies as: 

 They essentially only hold properties (either directly or 
indirectly), mostly to generate income. 

 They operate on a combined unit basis, with a variable 
rate debenture and (thin) equity portion.  

 They essentially pay out all their true income (without 
paying tax) effectively making the income earned 
taxable in the hands of the investor. 

While each fund will have its own ‘niche’ (e.g. geographic 
area or type of property), their attraction (for most 
investors) lies in their diversification and liquidity.  

 
RETURNS ARE MAINLY IN THE FORM OF INCOME 
 
Investors in listed property typically invest primarily for 
income (these companies pay out attractive income yields) 
but also for long term inflation protection (the growing 
income over time should provide a shield against inflation). 
 
As listed property is essentially a yield play, investors 
should evaluate these assets relative to other income 
producing assets (e.g. fixed income). 
 

CAPITAL VALUES ARE INVERSELY RELATED TO YIELD 
 

The capital value (price) of listed property is (like bonds) 
inversely related to the yield. This means that capital value 
will appreciate in a falling yield environment, but also that 
the capital values will fall in a rising yield scenario. 

 

CONCLUSION 
 
Many investors see the listed property market as somehow 
separate/ disconnected from other asset classes, 
evidenced by the very low yields investors are willing to 
accept for the asset class. 
 
We however question this thinking. We see no merit in 
locking in historically low yields and exposing oneself to 
significant potential capital losses when interest rates/ 
yields normalize. 

WHY WE CHOSE TO AVOID LISTED PROPERTY 

1. Yields are at a discount to long bonds. 
2. Inflation pressure is building. 
3. Interest rates must rise over time, pushing yields 

higher but also affecting borrowing costs. 
4. Occupancy rates are high and more stock (mainly 

retail and commercial is coming to market). 
5. Administered prices (e.g. rates and taxes) will 

rise more rapidly than inflation (rent increases). 
6. Distribution growth rates (+- 6%) are low and 

insufficient to make up for yield discount. 
7. Listed property has behaved more like equity 

than its own asset class 

 

 
Pre tax yield 

  

Company Historic 
Next FYE 

yield 

Growth 
(%)in 
DPS 

Med term 
Bond yld 

Growthpoint 5.1% 5.5% 6.8% 7.5% 

Redefine 6.3% 6.8% 6.3% 7.5% 

Hyprop 5.6% 5.9% 6.0% 7.5% 

Emira 7.5% 7.8% 3.8% 7.5% 

Capital 6.3% 6.6% 6.1% 7.5% 
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GLOBAL MARKET REVIEW 

The last year or so has seen world markets deliver rather 
mixed performances, with developed markets (led by 
Japan) performing very well, whereas emerging markets 
(e.g. China) have performed rather poorly. 
 
We would ascribe much of this performance gap to the 
effects of the quantitative easing (in the US, Europe and 
Japan) rather than it being reflective of the real underlying 
fundamentals (e.g. comparative economic growth or PE 
multiples), as the economic prospects of emerging markets 
(generally) remain far more upbeat than those of 
economies such as Japan or Europe. 

 

LOCAL MARKET REVIEW 

Our local market also continues to produce very mixed 
performances, with resources putting in a very poor 
showing, whereas industrials (led by the foreign 
heavyweights) produced very strong returns. 

 

Index 1 Mth 6 mth 1 yr

DJ INDU AVERAGE 3.3            7.8            10.2     

S&P 500 INDEX/d 2.3            7.1            9.9       

NIKKEI 225 INDEX 8.4            43.2          28.7     

FTSE100 -0.0          8.9            11.2     

STXE 50 PR/d    1.8            5.6            10.5     

CAC 40 INDEX/d  0.4            9.6            12.5     

XETRA DAX PF/d  1.6            7.0            15.2     

S&P/ASX 200     -1.9          10.4          13.4     

HANG SENG INDE/d -2.4          6.9            7.4       

CSI300 INDEX/d  -6.9          8.3            1.2       

KOSPI           -2.7          -1.7           -2.9      

% change

Index 1 Mth 6 mth 1 yr

ALL SHARE INDE/d -2.0           7.7             16.9          

TOP40 -TRADEAB/d -2.6           7.7             17.1          

RESOURCE 10/d   -5.8           -4.8           -4.7           

INDUSTRIAL 25/d -0.7           15.2          33.5          

FINANCIAL 15/d  -0.4           11.2          22.7          

MID CAP/d       0.6             6.6             15.0          

% change

WINNERS AND LOSERS 

The real winners, on a one year view, were the foreign 
(Rand hedge) listed companies (SAB Miller and Richemont), 
driven by a combination of good underlying performances 
and the weaker Rand. Discovery also had a very good year, 
buoyed by a strong performance in Q1 2013.  
 
The biggest losers (in our universe) in contrast were Astral 
and Anglo, with both weighed down by the cost pressures 
and strike action.  
 
We are generally pleased with the performance of core 
holdings, such as FirstRand, Distell (or Capevin), Bidvest, 
British American tobacco and MTN. Our (consistently) 
underweight exposure to resources helped, and we are 
pleased with the relative performance of BHP Billiton (our 
anchor resource holding). 
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STEINHOFF 

Steinhoff appears to command very different reactions 
from the market. Many investors are, in principle, 
uncomfortable with Steinhoff as they feel: 
1. There is a too much exposure to economies (esp. 

Europe) that are currently undergoing difficult 
economic conditions. 

2. The business model (a vertically integrated investment 
group) is questionable, i.e. that the vertical integration 
is not greatly value accretive and that they are 
becoming an investment company. 

3. There is too much debt. 
 

While these concerns are relevant, our view is: 
1. Their European operations have performed well despite 

poor trading conditions. We believe much of this 
performance is attributable to its ‘value positioning’, 
and well-judged acquisitions (e.g. Conforama).   

2. Vertical integration can be a key driver over time. 
3. Steinhoff’s debt levels are manageable, given its 

operational performance and relatively low funding 
costs. This is reflected in interest cover of over 7 times. 

4. Steinhoff has performed well over time (and will 
continue to do so) and is cheap on a forward PE 
multiple of less than 8 times. 
 

While the current year will show very low (if any) EPS 
growth (off quite a high base), we believe that Steinhoff is 
well placed for the future. We added some Steinhoff in the 
past few months. 
 

Current 
Price 

Current 
PE 

Fwd 
PE 

Current 
Div 

Yield 

FWD 
Div 

Yield 

5 YR 
EPS 

CAGR 

R24.35 8.4 7.8 3.3% 3.6% 18.7% 

 

WHY WE LIKE IT 

1. A history of delivery. 
2. Its vertical integration.  This allows Steinhoff to manage 

the chain and extract efficiencies. 
3. The diversified nature, both in the businesses (e.g. 

manufacture, retail or logistics) and geographical 
dispersion. 

4. Well run by strong, entrepreneurial management, with a 
good deal making history. 

5. Products (retail products) are well positioned in the 
value sector. 

6. Large growth opportunities as global growth returns. 
7. Possible separate listing of the International retail 

division could unlock value for shareholders.  
8. JD Group seems to be back on a growth path, which 

bodes well for South African operations.  
9. Rand hedge properties with over 75% of revenue 

generated outside of South Africa. 
10. A reasonable dividend yield (forward yield is 3.6%). 
11. A very reasonable PE of less than 8 times. 

 

 

 

Southern 
Africa 
23% 

UK 
8% 

Pacific Rim 
4% 

Continental 
Europe 

65% 

Geographical Revenue Spread 
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