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REVIEW OF 2018 

2018 was a tough year across asset classes. Listed property sold off aggressively at the start of the year on 

valuation and governance concerns, which saw Resilient Property and related entities losing more than half 

their market cap. Property continues to struggle, with tenants aiming to minimise rental increases or even 

reduce their rental payments. South African equity and offshore equity were both down over 8% in an 

increasingly jittery market environment. From a South African investor perspective, offshore equity losses were 

mitigated by the rand depreciating 16% over the course of the year. Preference shares recovered from a 

disastrous 2017 to return 15% to their owners in 2018.  

 

Asset Class 12 Month return to End 2018 

JSE Top 40 -8.3% 

Bonds 7.7% 

Preference Shares 15.0% 

Listed Property -25.3% 

Inflation Linked Bonds 0.3% 

Cash 7.3% 

MSCI World (in ZAR) 6.0% 

MSCI World (in USD) -8.7% 

USDZAR 16.1% 

 

VALUATION OUTLOOK FOR 2019 

One way of gaining an understanding of the current valuation environment is by comparing yields over time 

and across asset classes to understand how those asset classes change in a shifting economic environment. 

 

1. Real Versus Nominal 

Inflation is probably the factor that detracts most from the average South African’s financial wealth.  

 

One option available to investors is leaving their capital in the bank. This earns interest slightly higher than 

the inflation rate but means that no progress is made in growing one’s net worth as inflation mitigates the 

interest earned.  

 

Alternatively, an owner of an investment property can increase rentals over time to mitigate the impact of 

inflation on the running costs of the property, and when sold the property is likely to receive a capital gain 

due to the impact of inflation over time. 

 

Therefore, before investing it is necessary to understand what types of assets have the ability to 

compensate for inflation, and which ones do not. 
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a. Listed Equity (Local and Offshore)  

Listed equity provides an inherent inflation hedge over time as companies can implement measures to 

increase net profit in line with inflation by raising the prices they charge, cutting costs, or altering the 

underlying capital structure of the business. As a result, they offer the potential for growth ahead of 

inflation. The earnings yield is a real yield as earnings are expected to grow in line with inflation, which 

in turn results in share price appreciation. 

 

b. Listed Property 

Similar to listed equity, real estate companies can increase rental income in line with inflation over time. 

However in this instance we prefer a dividend yield measure over an earnings yield measure. One issue 

with listed property is that the underlying properties are revalued on a regular basis and revaluation can 

impact net profit, artificially increasing this line item. Most listed properties are classified as real estate 

investment trusts (Reits) on the JSE, with the implication that they need to pay out the majority of their 

real/cash earnings as dividends. This makes the dividend yield a more appropriate valuation measure 

compared to earnings for listed property. 

 

c. Inflation-Linked Bonds (ILBs) 

Inflation-linked bonds are quoted on a real basis, currently around 3%. This means savers will receive 

3% plus whatever the inflation rate turns out to be over the next 12 months. Should inflation be higher 

than currently, investors receive a higher coupon and the capital value of the bond appreciates. 

Therefore, we monitor the real yield, and then add in inflation for yield comparison purposes. ILBs thus 

tend to perform better in a rising inflation environment. 

 

d. Nominal Bonds 

While nominal bonds tend to perform worse in a rising inflation environment, their yield needs to rise to 

compensate an investor in a rising inflation environment, leading to a fall in the capital value of the bond. 

Conversely in a falling inflation environment nominal bonds will do better than ILB’s. So, we use the 

normal yield to maturity of the nominal bond for comparison purposes and subtract inflation when 

comparing on a real basis.  

 

e. Cash 

The interest earned by cash tends to be eaten away by inflation, and therefore needs to be sufficiently 

above inflation for cash to be a viable investment option 

f. Preference Shares 

Similar to cash, preference shares provide a return linked to the interest rate set by the SA Reserve 

Bank. As such, that rate needs to be sufficiently above inflation to compensate savers for investing in 

preference shares. 
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The table below is a summary of the comparison measures used to evaluate asset classes on nominal and 

a real, or after-inflation, basis. 

 

Asset Class 
Inflation 

Protected 

Nominal Yield 

Measurement 
Real Yield Measurement 

Listed Equity Yes Earnings Yield + Inflation Earnings Yield 

Listed Property Yes Dividend Yield + Inflation Dividend Yield 

Inflation Linked Bonds Yes Real Yield + Inflation Real Yield 

Nominal Bonds No Yield to Maturity Yield to Maturity - Inflation 

Cash No Interest rate Interest rate - Inflation 

Preference Shares No Dividend Yield Dividend Yield - Inflation 

 

2. Nominal Yield Comparison 

 
Source: Bloomberg, Prescient 

 

The chart above shows the range of nominal yields of each asset class over their history. The light blue 

areas are times when nominal yields were in the top and bottom 20% of their history. The dark blue 

represents the middle 60% of yield history. 

 

• Currently (on a nominal basis) property, equity and preference shares indicate value at higher yields 

than bonds, ILB’s and cash. 

• Property, Preference Shares and Bonds are above their historical middle quintiles, thus indicating 

value. 

• Inflation has printed at a very low 4.5%. 

• Income assets are attractive. 
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3. Real Yield Comparison 

 
Source: Bloomberg, Prescient 

 

The above chart tracks the same information, but on a real basis – that is, after inflation has been removed.  

 

• All asset classes except for cash and short-dated fixed interest are giving a real yield above 3%. 

• Currently (on a nominal basis) Property, Equity and Preference shares indicate value at higher yields 

than bonds, ILB’s and cash. 

• Property, Preference Shares and ILBs are above their historical middle quintiles, thus indicating value. 

• Income assets are attractive. 

 

4. Asset Class Specific Risks 

It is important to note that this analysis represents a valuation starting point to further examine yield 

differences between asset classes.  

 

Each asset class faces its own specific set of risks and challenges: 

 

• In equities we are seeing earnings growth declining, which is already resulting in shares selling off.  

• Listed property shares are seeing asset de-valuations that have and could continue to result in share 

price declines.  

• Preference shares face liquidity and credit issues and need a more circumspect approach in their 

selection.  

• Bond and ILB yields are both elevated and complement each other regardless of which direction 

inflation moves.  

Lastly, the in-house economic outlook may also impact on Prescient’s view of asset classes. As an 

example, we have just seen a very low inflation print at 4.5%, which is detrimental to inflation-linked bonds. 
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As a result, the decision to include ILBs over nominal bonds could be re-evaluated in future given a 

changing house view on inflation. 

 

5. Outlook 

Given all of the above, we prefer a diversified holding of all underlying asset classes with a tilt towards 

property and preference shares. We like holding bonds and ILB’s given the high nominal and real yields 

versus their history. Equity is fairly valued, and likely the main driver of returns over the long-term, forming 

the major part of a balanced fund allocation. 

 

Prescient is cautiously optimistic on risky assets and this stands at the heart of our 2019 outlook. Real 

returns are now higher than previously, allowing for inflation plus returns going forward. 
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