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2018 will be marked down
by most as a tough year for
investment markets. Being
conservatively positioned and
not losing serious money was
the name of the game; to this
point global equities were hit
hard recently - the S&P500 for
example, declined a significant
15% between December 1st and
the 26th alone).

AFTER ADJUSTING FOR
INFLATION, ONLY BONDS
AND MONEY MARKET
RECORDED POSITIVE
RETURNS OVER THE LAST
1, 3 AND 5 YEARS.

In 2018, the South African equity market
(as measured by the FTSE/JSE All Share Index)
reached a peak of 61 777 versus a low of
50 033 points. The index ended 2018 down
8.5%, its first negative calendar year since the
2008 crisis.

Secondly, the investor must also correctly
decide when to move back into the market.
The dilemma is that, even if the investor is
correct about when to make the first decision,
it may not do the investor any good unless the
second decision is accurately executed.

This poor performance has been disheartening
for investors who have not been rewarded for
taking on extra risk. It is therefore only natural
to consider moving into cash (which is less risky
and has been outperforming recently).

“THINKING, FAST AND SLOW”
AND HERD MENTALITY 1

This (although it feels like the obvious, more
comfortable choice) has proven to be an
unsuccessful strategy time and again.

TIMING THE MARKET
The success of moving one’s investment into
cash depends upon the investor being able to
successfully time market corrections. Is this a
reasonable assumption? Likely not. According
to modern investment theory, when there
is maximum uncertainty about the future,
securities are priced to offer investors higher
returns otherwise, investors will not invest.
When there is less uncertainty, securities are
priced to offer investors lower returns because
investors perceive the risks to be less risk.
The net effect is that when movements into
cash are caused by feelings of uncertainty, and
movements back into the market occur when the
uncertainty has dissipated, the investor is “out
of the market” when returns are most likely to be
high, and “in the market” when returns are most
likely to be low.
Just as important, in order to accurately time the
market, the investor must make two decisions
correctly in the following order: first, the investor
must correctly decide when to move into cash.

In his book “Thinking, Fast and Slow”,
Daniel Kahneman talks about two
main systems that humans use to
make decisions. The first system is our
immediate reaction. This is our fast,
intuitive, mostly unconscious decisionmaking system. The second is our slow,
more deliberate, analytical and conscious
reasoning system.
Kahneman notes that while it is possible for
system two (the logical, analytical system)
to override the suggestions made by system
one (the impulsive, emotional system), it takes
effort. He notes that system two is “lazy” to do
just that, and that its default is to simply accept
what system one tells it - “system one usually
wins the race”.
Modern investment decisions can be fueled
as much by emotion as logic, (perhaps even
more than we are willing to admit or aware of).
In addition, Kahneman quotes Jonathan Haidt
as saying, “The emotional tail often wags the
rational dog”.
MODERN INVESTMENT
DECISIONS CAN BE
FUELED AS MUCH BY
EMOTION AS LOGIC.

YOUR FUTURE
OUR PASSION

THE TWO BRAIN SYSTEMS

As an example, while the types of companies
and industries that get us excited change over
time, our reaction to these companies will
remain the same – investors often get excited
about the new and overpriced companies and
products and are more blasé about the old and
maybe underpriced companies and products.
Kahneman writes that “A study of Fortune’s
‘Most Admired Companies’ finds that over a
twenty-year period, the firms with the worst
ratings went on to earn much higher stock
returns than the most admired firms.”
Kahneman also notes that “a reliable way to
make people believe in falsehoods is frequent
repetition, because familiarity is not easily
distinguished from truth”. Individual investors
often predictably flock to companies that draw
their attention because they are in the news all
the time.
Source: Sturdza 2

Just as in the past, we will more than likely drive
these companies’ valuations to unsustainable
levels. It is now, just as important as ever to do
the research and follow the path of logic and
facts; not the way of media and the masses

LOOKING AHEAD

A RELIABLE WAY TO
MAKE PEOPLE BELIEVE IN
FALSEHOODS IS FREQUENT
REPETITION, BECAUSE
FAMILIARITY IS NOT
EASILY DISTINGUISHED
FROM TRUTH.

Overall, it seems like 2019 is going to
be yet another challenging year for
financial markets with a lot of geopolitical,
economic and regulatory questions that
could cause investor concern. In South
Africa, the elections will dominate the first
half of 2019 together with the National
Budget, the release of sovereign ratings
and of course the continued challenges
of Eskom.
With a long-term view however, now is an
opportune time for investors, as future returns
are determined by current valuations, valuations

are far more attractive after the recent sell off
versus a year ago. Investors have an opportunity
to purchase great companies at a discount.
Many of the local asset managers are excited
about the opportunities in local asset classes
as well as some specific local shares (some of
which are trading at very attractive valuations).
British American Tobacco is a prime example;
an investor can get British American Tobacco
now with a dividend of close to 7%, very similar
to what an investor can earn in the bank, with
the added benefit of earning this yield in a tax
efficient manner. Is moving to cash then really
an optimal choice?
Investing in South Africa with its struggling
economy and the pervasive pessimism will feel
uncomfortable to many but this pessimism
feels familiar. It wasn’t long ago when we
were investing in commodity companies that
were priced for Armageddon, an investment
which turned out to be very rewarding. Local
investments will require time and patience,
but we don’t think it is impossible that with a
bit of growth and improvement in sentiment
surrounding our country, share prices of some
of the businesses we are buying today could
double.
The best approach investors can follow now is
to stay on track with their investment strategy
and not make any emotional decisions (even
when the latter feels a lot more comfortable).
It’s the rational investor that will come through
this period with far fewer scars.
THE BEST APPROACH
INVESTORS CAN FOLLOW
NOW IS TO STAY ON TRACK
WITH THEIR INVESTMENT
STRATEGY AND NOT MAKE ANY
EMOTIONAL DECISIONS.
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But then he wouldn’t be Bob, The World’s Worst Market Timer.
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