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1. Introduction 
This report focuses on the investment activities of 
Central Park Global Balanced Fund (the Fund) during the 
period ended 31 December 2008. It should be read in 
conjunction with the monthly Fund Summaries and 
Intermezzo, Maestro’s monthly investment letter, which 
is sent to all shareholders and can be accessed on 
Maestro’s website at www.maestroinvestment.co.za.  
 
By way of introduction the Fund is managed, at least 
conceptually, in two parts. The core component is home 
to the Fund’s long-term investments, including its direct 
equity, bond and alternative investments. The satellite 
component is used to take short-term views on the 
market and is managed through an account at Saxo Bank. 
The Fund also uses the Saxo Bank account to implement 
any hedging activity. The main reason for running the 
portfolio in this fashion is to capitalise on the short-term 
volatility expected to characterise global investment 
markets for the foreseeable future. Conceptually the 
Fund is split 80:20 in favour of the core portfolio. At the 
end of December 2008 the core portfolio represented 
78.9% of the Fund from 84.2% in September and the 
satellite portfolio represented 21.1%. 

 
2. The investment position of the Fund 

The Fund’s asset allocation at 31 December is shown in 
Chart 1. Total equity exposure i.e. equity exposure in the 
core and satellite components represented 22.6% of the 
Fund, down from 33.0% in September. Cash represented 
45.0% at the end of December (33.7% in September) 
while bonds and alternative investments comprised 
15.4% (13.8%) and 17.0% (19.5%) respectively. The 
Fund’s net asset value at the end of December was 
$11.8m versus $12.2m in September 2008 and $12.4m in 
December 2007. 
 

Chart 1: Asset allocation at 31 December 2008  
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Chart 2 depicts the Fund’s currency allocation at quarter-
end. The Fund’s dollar exposure rose from 59% to 69% in 
December, at the expense of euros and sterling.  

 
 
Chart 2: Currency allocation at 31 December 2008  
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3. The largest equity holdings 

The Fund’s largest holdings at 30 December, expressed 
as a percentage of the total Fund, are listed below.  

 

TriAlpha Global Bond Fund     15.3% 
Maestro Equity Fund                  6.4% 
Porton Capital Tech Fund Series A   3.9% 
Aurum India Fund     3.6% 
Odyssey Alternative Strategies Fund    3.3% 
BHP Billiton plc     2.2% 
European Masters Fund    2.2%  
Bristol International Fund    2.1% 
HFCM Fixed Income Plus 2x   1.9% 
SAB Miller plc       1.4% 
   Total                  42.3% 
 

Apart from their relative ranking the only change to the 
largest holdings during the quarter was the displacement 
of Arcelor Mittal by SAB Miller. Excluding the mutual 
and exchange traded funds in which Central Park is 
invested the largest direct equity investments are listed in 
Chart 3, expressed as a percentage of the total Fund.  
 

Chart 3: Largest equity holdings at 31 December 2008 
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At quarter-end there were 20 direct holdings in the core 
equity portfolio, the same as in September. The core 
equity portfolio represented 17.4% of the total Fund 
versus 24.8% in September and 38.7% in December 
2007.  
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4. Recent activity on the portfolio 
The Fund’s investment objective is to achieve long-term 
growth through the assumption of moderate risk. It is 
against this objective that the activity and performance of 
the Fund should be assessed. The Fund measures itself 
against an internal benchmark that consists of a 40% 
equity weighting (the MSCI World index is used as 
proxy for global equity markets) and a 20% weighting 
each to bonds (the Citi World Government Bond index is 
used as the benchmark), alternative investments (Credit 
Suisse Tremont Hedge index) and cash (3-month US 
Treasury Bills). 
 
The Fund’s investment portfolio is kept stable over time. 
Short-term trading constitutes only a small portion of the 
portfolio activity at any given point in time. Investments 
in the core portfolio are made with a view to them 
increasing substantially in value over time, and in the 
case of equities specific attention is devoted to those with 
a propensity to increase their dividends. Consequently 
there is little portfolio turnover to speak of in the Fund. 
Shorter-term views as well as positions used to hedge 
some components of the Fund are taken in the satellite 
portfolio; these may include hedging a portion of the 
direct equity exposure in the core portfolio.  
 
The equity hedge that was initiated during the second 
quarter and that was increased during the September 
quarter, constituted 93.9% of the core equity portfolio 
(49.7% in September) and 16.4% (18.0%) of the total 
Fund at the end of December. The currency hedge - a 
portion (69.7%) of the Fund’s sterling exposure had been 
hedged into euros (21.2%) and dollars (48.5%) during 
the September quarter - was retained. It is also worth 
reminding investors that the currency component of the 
rand-denominated Maestro Equity Fund investment has 
been fully hedged, which has the effect on the Fund of 
neutralising the effects of any movement in the rand 
dollar exchange rate.   
 

5. A review of the investment environment 
It is hard to know where to start a succinct description of 
the worst year in global investment markets in living 
memory. We have written at great length about the 
markets in recent times, mainly in recent editions of 
Intermezzo. There we chronicled the past four months on 
a daily basis to catch some of the drama and tumultuous 
events that have dominated the headlines and contributed 
to by far the worst economic and financial crisis any of 
us can remember. If you want to refresh your memories I 
encourage you to revisit the October 2008 to January 
2009 editions of Intermezzo, which can be found on our 
website. Rather than repeat all of what we wrote there, 
this Commentary will provide only a summary of the 
investment environment during the past few months.   
 

Let us begin the review with a look at the returns on 
global markets for the quarter and year ended December 
2008, depicted in the Chart below.  
 

Chart 4: Global market returns to 31 December 2008  
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It will come as no surprise to you that returns across all 
asset classes, with the exception of the bond market, were 
terrible. Despite the weak markets during the September 
quarter, the December quarter’s returns were far worse. 
With respect to equity markets, the MSCI World and 
Emerging market indices declined 22.2% and 27.9% 
respectively during the quarter. Their annual returns were 
-42.1% and -54.5%, easily the worst annual returns since 
the Great 1930s Depression. As equity investors fled the 
risk inherent in the markets, some of their funds flowed 
into the sovereign bond market, which rose strongly 
(6.7%) during the quarter. So nervous were they to find a 
safe haven for their cash, that many were prepared to 
sacrifice any return – the 2-year US Treasury Bond 
actually traded at a negative yield at one stage during the 
quarter! The “flight to safety” factor also lead to a huge 
demand for cash, which had two effects. Firstly it pushed 
interest rates down to record lows – note the princely 
0.09% and 1.5% quarterly and annual returns of cash – 
and secondly it led to a significant increase in the demand 
for dollars, despite a significant and rapid deterioration in 
the state of the US economy.  
 
Chart 5, below, depicts the extraordinary strength of the 
greenback from around 1.60 to the euro in July, to 1.25 in 
November. It then weakened dramatically during 
December, reaching 1.44 when the Fed moved to an 
effective “zero interest rate policy”.  While on the topic of 
currencies, one of the features during the quarter was the 
implosion of sterling on concerns surrounding the weak 
state of the UK economy. Sterling’s weakness was 
exacerbated by the rapid decline in UK interest rate. 
Chart 6 depicts sterling against the dollar – it declined 
27.8% against the dollar last year, with an even more 
dramatic decline of 28.1% between mid-July and the end 
of the year. Subsequent to the end of 2008, it has fallen a 
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further 4.1%. I should point out that, at least traditionally, 
extreme movements such as those we have seen in the 
past year are rare in currency markets. They have left 
many holes in corporate balance sheets and have inflicted 
enormous pain and damage at many a national level – 
Iceland and Russia immediately come to mind.  
 

Chart 5: The euro dollar exchange rate 

 
Source: Saxo Bank 

 

Of course, the rate of economic activity has slowed 
dramatically during the past few months, with many an 
industry referring to demand having “fallen off a cliff”. 
The US is now “officially” in a recession, its inception 
having been set as December 2007. Japan, the UK, 
Germany and most of the Eurozone for that matter are 
also in recession. Chinese growth has slowed sharply, 
from over 10.0% early in 2008 to “only” 6.8% in the 
December quarter. Unemployment has risen sharply 
across the world, adding pressure to government efforts to 
stimulate their economies. Due largely to the massive 
destruction in aggregate demand on the one hand and a 
rapid decline in commodity prices (and oil in particular– 
refer to Chart 7 in this regard) on the other, inflation, too, 
has declined sharply; so much so that deflation is now 
recognized as a major threat to the well-being of the 
global economy’s integrity.  
 
Within the global equity markets, no sector has grabbed 
more headlines than the financial sector. The S&P Global 
Financials Index Fund, an exchange traded fund (ETF) 
and a proxy for the global financial sector, is down 71.8% 
from its October 2007 peak; it registered a 2008 return of 
-55.5%. As you have surely seen by now, banks that were 
once mighty and arrogant have been falling over like 
flies, their balance sheets decimated by a combination of 
reckless lending practices, the seizing up of global money 
markets (liquidity), being forced to mark-to-market their 
assets at unverifiable valuations and fading shareholder 
confidence. Politicians, central bankers and regulators 
alike have belatedly come to realize what investors knew 

all along: the world markets are so intertwined these days 
that it is inappropriate to view them in isolation. Thus, 
initial attempts by governments to rescue their respective 
banks have largely failed and given way to a more 
coordinated approach; but this has not stopped the rout in 
the traditional Western financial centres such as New 
York and London.  
 

Chart 6: The sterling dollar exchange rate 

 
Source: Saxo Bank 

 

Table 1 shows just the tip of the iceberg in terms of the 
decimation of banks – it depicts their shrinking market 
capitalization (size) between July 2007 and 20 January 
2009. It shows how much damage has been done to what 
were the financial giants of the Western world – Barclays, 
Citigroup and Royal Bank of Scotland stand out as the 
largest casualties, although the list grows ever longer of 
the banks that have already succumbed to the external 
environment and have either been swallowed up by other 
parties or have simply gone out of business. One of the 
reasons for the focus on banks, particularly on the part of 
governments, is that sector’s importance as a transmission 
mechanism in any economy. Without banks functioning 
effectively, by way of their traditional activity of lending, 
there is little chance of any recovery in economic activity. 
The focus of everyone concerned therefore, has been to 
restore banks’ ability to lend and to resume their critical 
role in lubricating the world. Sadly and rather 
disconcertingly, at the time of writing these efforts have 
largely failed. It is fair to say that the state of banks is still 
deteriorating rapidly and the world is “burning” while 
authorities and regulators “fiddle” with ideas and possible 
solutions. This, despite trillions of dollar having been 
thrown at not only banks but other sectors such as the 
automobile and airline sectors – all to little avail so far. 



 

Table 1: Honey, I shrunk the banks …  
Company Market capitalization ($bn) 

 
 July 2007 Oct 2008 Jan 2009 
Citigroup 255 82 19 
Goldman Sachs 100 56 35 
JP Morgan 165 147 85 
Morgan Stanley 49 21 16 
BNP Paribas 108 64 33 
Credit Agricole 67 30 17 
Santander 116 80 64 
Societe Generale 80 33 26 
Barclays 91 35 7 
HSBC 215 169 97 
Royal Bank of Scotland 120 22 5 
Deutsche Bank 76 26 11 
Unicredit 93 41 26 
UBS 116 46 35 
Credit Suisse 75 49 27 

Source: JP Morgan 
 

There is so much else that we can share about 2008 and 
the December quarter, but let me share a few final aspects 
of the year before venturing timidly into some form of 
forecast for the coming year. I would like to first unpack 
the events that lead up to the disastrous place the world 
finds itself in and secondly highlight what, at least in our 
opinion, were some of the most notable events of 2008. 
Firstly then, let us unpack the events that led up to the 
current economic crisis. Some of you were present at the 
Investment Forums we held in November and February, 
so forgive the repetition. For those who weren’t and 
would like to go through our presentations in your own 
time please contact me on andre@maestroinvestment.co.za 
and I will send it to you. Although it is now three months 
old, a large part of it is still relevant. It goes into far more 
detail about each crisis than I will do now and I’m sure 
you will enjoy it. 
 
In our opinion, there was not one or two, but four 
separate crises that hit the financial world during the last 
eighteen months and which contributed to the current 
state of the markets.  
 
The first crisis was the US housing crisis, which is also 
referred to as the “sub-prime crisis.” It was born during 
the period between 2002 and the present (some would 
argue with some justification that this bubble started 
decades ago) and was caused by indiscriminate bank 
lending in the US, particularly to a large section of the 
population that could not and would never have been able 
to repay the loans. It was predicated on the false 
assumption that house prices only ever rise. Evidence of 
the first crisis surfaced when two large Bear Sterns hedge 
funds, focused on this area of the market, collapsed. The 
rest, as they say, is history: as economic hardship has 
spread and become all-pervasive millions of home-
owners who had hopelessly over-extended themselves 
defaulted on their loans. Highly leveraged products that 
had been based on sub-prime mortgages then began to go 

pear-shaped, causing a domino effect across the financial 
community with devastating consequence. Banks balance 
sheets came under scrutiny and were found wanting; 
confidence in the whole financial system began to 
wobble.  
 
The second crisis was the energy crisis, which reached 
maturity in the second quarter of 2008 and which was 
epitomized by the 39.4% rise in the oil price during that 
quarter - it had doubled in the preceding 12 months. Oil 
reached an all-time peak of $147 in July – refer to Chart 
4. The causes of this crisis were multi-faceted, but years 
of strong growth in emerging markets, uncertainty about 
future supply and a shortage of refining capacity were the 
most significant. Other commodity prices rose to record 
levels as well and inflation around the world surged to 
worrying levels. Food inflation in particular became a 
massive problem, particularly for the poorer countries. 
The damage this crisis inflicted, particularly in terms of 
inflationary expectations, was vast. It led to interest rates 
rising across the world, which was of course exactly the 
opposite of what the world economy needed, giving the 
rising pressure emanating from Crisis #1, the sub-prime 
crisis and all its attendant consequences. Fortunately, 
given what has transpired since then, this crisis is by now 
fully dead and buried. Who of us, back in July, watched 
oil reached $147 (remember local retailers complaining 
because they couldn’t accommodate three digits on their 
price displays at the pump) would ever have believed 
that, not seven months later, oil would be testing $30 and 
the world facing its worst bout of deflation ever? That 
sums up how dramatic and unprecedented 2008 was in 
terms of broken records, both high and low, and the speed 
and severity of the subsequent turnaround.  
 

Chart 7: The oil price (West Texas Intermediate) 

 
Source: Saxo Bank 
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The third crisis was the global credit and liquidity 
crisis. This crisis flowed out of the first (US housing) 
one. Pressure gradually built up in the system and 
escalated out of control in September, culminating with 
the collapse of the US government sponsored enterprises 
(GSEs) Freddie Mac and Fannie Mae, AIG and of course 
US investment bank Lehman Brothers. Banks’ inherent 
distrust of their fellow banks’ ability to repay interbank 
loans led to the total freeze on interbank lending, 
evidence of which was to be found in the surge in the 
interbank lending rates (Libor) – refer to Chart 8. Banks, 
particularly those whose funding was dependent on the 
wholesale market i.e. they didn’t have a strong retail 
deposit base, started collapsing. Central banks threw 
trillions of dollars into the global financial system, but to 
little avail. Equity markets experienced severe and 
unprecedented volatility and weakness, the price of credit 
rocketed, the value of assets in emerging markets 
tumbled, the Russian equity and currency markets 
collapsed, as did commodity prices. Iceland imploded and 
governments stepped in to nationalize many banks. But 
worse was to follow. 
 

Chart 8: The price of overnight lending soared as 
liquidity totally dried up 

 
Source: TriAlpha 

 

The fourth crisis was inevitable – a global economic 
crisis of unprecedented proportions, which is still 
battering investment markets at the time of writing. This 
crisis is largely the culmination of the effects of the 
previous crises; its manifestations are a huge slowdown in 
the rate of economic activity – hence all the recessions 
now in place in many countries around the world – rising 
unemployment, declining asset prices, falling interest 
rates and an unprecedented destruction of demand leading 
to huge price declines and an overall state of deflation. It 
is this crisis that we are currently facing and from which 
we need to recover before there can be any thought of a 
recovery in global investment markets and sentiment.  
 

In mid-November we compiled the following short list of 
anecdotes indicating just how bad things actually were at 
the time. This was the list – remember it was compiled in 
November although it is interesting to note that some of 
the indicators have deteriorated still further, while others 
have posted a very tentative recovery since that time: 
 

• Capesize dry bulk carrier average daily freight rate 
peaked on 5 June at $233 988; it is now $3 670 (-
98.4%) 

• 1 June FT headline “Inflation hits 16-year high.” 
Today, only 6 months later, deflation is one of the 
greatest threats 

• Year-to-date equity declines the greatest since 1931 
• Commodity prices “fall off a cliff” 
• Volvo’s profit warning: Q3 08 truck orders declined 

55% year-on-year. Net orders in Europe for trucks 
totalled only 115 from 41 970 a year earlier!  

• Pakistan market opens on 12 November but doesn’t 
trade a single share; average 300m traded in first 
eight months of 2007 

• $40bn withdrawn from hedge funds in October after 
$115bn monthly loss, withdrawals will increase as 
the industry buckles 

• The VW debacle – refer to Annexure 3 in 
November’s Intermezzo 

• 1 in 10 Americans are either in arrears or in 
foreclosure on their bonds and 1 in 10 are 
unemployed 

 
That is how bad things were during the December quarter 
and that, in a nutshell, is what befell the world in 2008 – 
is it no small wonder that the returns are as bad as they 
were – refer again to Chart 4 in this regard?  
 
As though the above crises weren’t enough market 
conditions were aggravated by and in some instances 
their consequences amplified by the following factors: 
 

• The failure of regulators to appreciate the forces 
inherent in leverage and the destructive power of the 
de-leveraging process 

• The failure of regulators to supervise and fulfill their 
statutory obligations 

• The behaviour of credit agencies, compounded by 
• Greed on the part of banks through excess leverage 

and risky lending 
• The failure on the part of governments to appreciate 

the full extent of the crises and their initial failure to 
view them as a global, inextricable event rather than 
a collection of unrelated regional ones 

• The failure on their part to appreciate the systemic 
characteristic of the crises 

• The co-mingled, contagious nature of the global 
financial system and 
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• The extreme market volatility. Witness, for example, 
the severe losses sustained by the airline industry as 
oil rose to $147 and then even greater, subsequent 
losses on the hedges they initiated to protect 
themselves from further oil price rises. 

 
All of the above factors beg further discussion and could 
form the subject matter for a complete report in itself. But 
time doesn’t afford us this luxury. The final point to be made 
here is that, as a consequence of some of the above factors, 
the financial services industry is likely to be besieged by 
additional, extreme and costly regulation, which is likely to 
be time consuming and spurious. Our frustration with the 
barrage of new regulations is matched only by the 
regulators’ singular lack of success during the current crises. 
Why not fix the existing regulation before introducing 
further costly measures? 
 
Before turning our attention to the months ahead, allow us 
the liberty of listing the highlights, or more accurately, the 
lowlights of the past year. There were many to choose from 
and we could certainly not compile a comprehensive list, but 
in our opinion and for the reasons listed briefly after each 
event we think these events will come to be seen as 
significant events that either have already found a place in 
history or are likely to do so within the foreseeable future: 

 

• The collapse of Lehman Brothers on 15 
September: this event has already gone down in 
history as arguably the single biggest mistake of the 
US government and the Fed in 2008, perhaps of all 
time. Although one cannot lay specific blame at their 
door – that surely lies squarely with Lehman’s 
management – the collapse of Lehman triggered a 
domino effect which effectively brought the world’s 
financial system to a standstill. As one banker 
summed it up: it was the financial equivalent of the 
fall of the Berlin Wall. Here was one of the world’s 
largest clearing houses operating on a scale not fully 
appreciated by anyone, least of all its clients (many 
of them hedge funds which themselves played an 
important part in keeping the markets liquid) or the 
regulators (for whom Lehman until that point was a 
completely unknown entity). At the time of writing 
the global banking system is still trying to deal with 
the effects of the fallout from Lehman’s collapse. Of 
the five US investment banks that existed before the 
onset of the crises, two are now defunct (Bear Sterns 
and Lehman Brothers), one (Merrill Lynch) was 
rescued by Bank of America (which is itself now 
fighting for survival) and two (Goldman Sachs and 
Morgan Stanley) converted to fully regulated banks 
and are now only a fraction of their original size. 

 

 
 

• The 2008 Beijing Olympic Games: roundly 
condemned ahead of the time and predicted to fail on 
the back of massive pollution, China stunned the 
world with what can only be billed as the Greatest 
Show on Earth. The sheer scale of the Games, the 
clinical precision in which they were run and the 
glorious display of China’s vast cultural heritage 
soon silenced the critics. Not only did China excel in 
terms of their organization, they also stamped their 
presence firmly on the podium, winning more gold 
medals (51) than any other country and ending in 
second place in the total medals tally (100 versus the 
US’s 110). But apart from the sheer spectacle of the 
Games they were a timely reminder that it is 30 years 
since China began embracing elements of capitalism, 
taking it from being nowhere on the world map to a 
proud nation of 1.3bn people and an economy that is 
now the world’s third largest. The Beijing Olympics 
will go down in history as the spectacular epitome of 
the shift in economic power from the West to the 
East and a serious challenge to the traditional 
Western role of capitalism, which is looking 
increasingly threadbare as we head into 2009. 

 

 
 

 



 

• The Russian –Georgian War: on exactly the same 
day as the Beijing Olympics began Russian tanks 
rumbled into Georgia. It is unlikely we will ever 
know the real causes and details of the seemingly 
unnecessary conflict, but we list it more for its 
symbolism than anything else. Here was Russia, 
resurgent in its new-found wealth and desperate in its 
effort to regain its position as a super-power that it 
believes was unfairly taken from it at the end of the 
Cold War, challenging Georgia, a small nation 
favourably disposed to the West and keen to increase 
the momentum away from its communist history 
towards a capitalist West and the protection of Nato. 
With the benefit of hindsight all efforts surrounding 
this war seemed a complete waste of innocent lives 
and scare resources – but then again, isn’t that true of 
so many wars? With the oil price just past its peak in 
July, the very factor that had led to Russia’s bravado 
was about to prove its near downfall. Russia has 
subsequently spent nearly $200bn of reserves trying 
to defend its currency as foreigners fled Russian 
markets following repeated actions that undermined 
the protection of minority rights in favour of a 
national agenda. The final verdict on Russia’s 
behaviour is perhaps best summed up in the return of 
its markets: the rouble ended 19.6% lower and 
Russian’s stock market declined 72.4% during 2008. 

 

Chart 9: The Baltic Dry index 

 
Source: Merrill Lynch  

 

• The severity of demand destruction: the true 
effects of the 2008 financial crises are nowhere more 
evident than on the consumer, who has voted with his 
wallet and literally “turned off the taps”. This aspect 
will become more evident when we consider the 
outlook for the rest of this year; suffice is to say few 
have ever seen or could have envisaged the speed 
and extent of the turnaround in aggregate demand for 
goods and services. The Baltic Dry index shown in 
Chart 9 is probably the best or perhaps the worst 

example of this phenomenon, but it is by no means 
the only one.  

• The behaviour of the oil price: here is another 
example of the severity of demand destruction - refer 
again to Chart 7 to see exactly what we mean. More 
significantly though, we list it as a significant event 
of 2008 as it epitomized the dramatic behaviour of 
commodity prices in general. Towards the middle of 
the year oil seemed destined to be heading inexorably 
above $200, taking inflation with it and spreading 
panic amongst nations about the future of food 
supplies, arable land and virtually anything vaguely 
commodity-related. Food riots became the order of 
the day in poor countries, many of which are now 
putting to bed final details of large scale acquisitions 
of tracts of foreign land for the future cultivation of 
crops. The Middle East and other oil-rich areas 
flaunted their wealth and “strutted their stuff” like 
never before. Hugo Chavez loomed large in the US’s 
backyard and seemed destined to implement all of his 
bizarre claims and threats towards the West. Yet 
scarcely six months later we hear no more from him. 
Or from his Russian counterparts for that matter, as 
they all now grapple with the aftermath of the most 
dramatic turnaround in the oil price in history. Even 
the sustainability of destinations such as Dubai and 
other similar cities, having used the assumption of a 
rising oil price as the foundation of their well-being, 
are now being called into question. 

• The failure of regulation: having already 
highlighted the failure of regulators leading up to and 
during the financial crises of 2008 we won’t belabour 
the point. But we highlight what was surely the most 
embarrassing coup de grace for US regulators, 
namely the Bernie Madoff scandal late in December. 
Once details of the $50bn rip-off surfaced the SEC, 
the US regulator, admitted that there had been 
“credible and specific allegations regarding Bernie 
Madoff’s financial wrongdoing that were repeatedly 
brought to the attention of SEC staff, but were not 
aggressively pursued”. We rest our case. 

• Accounting conventions: we have alluded to this 
issue in previous correspondence; the issue here is 
the matter of companies being forced as a result of 
accounting convention to write down (or up) their 
assets to market value – so-called “mark-to-market” 
– at the time of reporting. You don’t have to be a 
genius to realize in the current climate, this is 
tantamount to a stairway to hell, no matter which 
way you look at it. Most global companies report 
quarterly and in the case of banks and insurers, this 
convention can take on terrifying proportions. The 
markets in which many of these companies are 
active, particularly the derivative markets and those 
where the assets are ultimately based on mortgages in 
one form or another, are currently under enormous 



 

pressure. In some cases some of these markets have 
collapsed totally, which means that the prices to 
which banks must write down their assets are of 
limited, if any, value. Yet write down they must, 
which of course undermines banks’ balance sheets, 
which sets in motion a whole new cycle of price 
mark downs and weaker markets. The airline 
industry has also suffered; they first endured a 
rocketing oil price and the consequently damage to 
their financial status and then had to write down 
billions on the hedges put in place to protect them 
from an even higher oil price, despite the fact that 
some of the hedges have years to wind down. We 
don’t know what the long-term solution is; we 
understand some of the logic for putting these 
conventions in place, but fear that our accounting 
friends have not fully understood the implications of 
the conventions, particularly in times of crisis such as 
now. To their credit they are reviewing many of the 
rules put in place during the past five years, but it 
really is a case of “too little too late.” By the time 
they arrive at their next recommendations, there may 
well be very few banks left in private hands. 

 

 
Source: Ingram Pinn, FT.com 

 

• And one of the few highlights of the year: the end 
of the Bush Administration: many articles have 
been written about the Bush Administration and we 
each have our own view of the latter. However, it is 
fair to say that a large portion of the world outside of 
the US breathed a collective sigh of relief as Barack 
Obama took over the helm at the world’s largest 
economy. Setting aside for a moment the failures of 
the Bush Administration, the inauguration of 
President Obama marked a very special day in world 
history. As could be seen from the faces of millions 
of African Americans inside the US and could be 
gleaned from many a tearful smile on the day, the 
occasion represented the culmination of a journey 

that for many began way back in history. This was a 
moment, dreamt about by the likes of Martin Luther 
King and, dare we say it, Nelson Mandela; a day 
when inequality was brushed aside, a day that will 
long be remembered by minority groups for all that it 
represented. And for that reason alone, we must mark 
21 January 2009 as a day that epitomized the victory 
of reason and hope over racial prejudice and fear. In 
my heart of hearts I seriously doubted, early on in the 
Presidential race, that America was ready to take 
such as step – but Barack Obama is living proof that 
they were ready to take the step in emphatic style. 
And for that reason he needs all the support he can 
get – he has a very, very large task ahead of him. So 
it’s “adios” to the one who gave us intellectual gems 
such as 'If we don't succeed, we run the risk of 
failure' and 'the future will be better tomorrow.' And 
we welcome a new era under Barack Obama. One 
last clanger though, from George Bush, just for old 
time’s sake; this was one of my favourite: “I have 
opinions of my own - strong opinions - but I don't 
always agree with them.'   

 
And so as we draw a line under 2008 we list the returns 
for the South African markets in Chart 10. It was a time 
about which we will talk for years to come yet and which 
is spilling over uncomfortably into 2009 as world markets 
seek in vain to shake off all that it brought with it. But let 
us turn our attention to what lies ahead – at least to the 
extent that we can see through our murky crystal ball.  

 

Chart 10: SA market returns to 31 December 2008 
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6. The performance of the Fund 
Chart 11 depicts the Fund’s returns as well as those of 
the relevant benchmarks during the quarter. The un-
annualised return on the Fund during the December 
quarter was -4.1% compared to the benchmark return of 
-9.8%. The quarterly return of the Lipper Global Mixed 
Asset universe (shown in the Chart as “Sector ave”) was 
-15.7%. The bond component, being the investment in 
the TriAlpha International Bond Fund, rose 6.1% versus 
the 6.7% rise in the Citi World Government Bond 
(WGB) index. 
 

Chart 11: Quarterly returns to 31 December 2008 
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The alternative investment component declined -14.6%, 
some way below the Credit Suisse Tremont Hedge index 
decline of 10.2%. The quarterly returns of the hedge 
funds in which Central Park is invested, are as follows: 
 

Aurum India Fund        -8.5% 
Bristol International Fund      -18.6% 
European Masters Fund        -9.4% 
Odyssey Alternative Strategies Fund     -11.4% 
HFCM Fixed Income Plus (estimate)     -27.1% 

 
We remarked last quarter that the Fund’s alternative 
investments had been a great disappointment. This has 
continued to be the case and has been exacerbated further 
by the turmoil within this industry (which is still trying to 
unravel the mess caused by the collapse of Lehman 
Brothers), the extraordinary volatility in the markets and 
the long lead times to redemptions, assuming of course 
that redemptions have not been suspended (which is, at 
best, a tenuous assumption these days).  
 
The current situation on each of the Fund’s alternative 
investments is as follows: 
• The Aurum India Fund: this fund’s directors have 

decided to close the fund and we expect to receive 
what is left of our investment within the next couple 
of months. The Aurum India Fund is currently 
predominantly in cash.  

• Bristol International Fund: this fund’s directors have 
also decided to close the fund – it has already made 
one capital distribution – and we expect to receive 

what is left of our investment during the course of the 
next twelve months. 

• European Masters Fund: this fund’s directors have 
decided to close the fund and we expect to receive 
what is left of our investment within the next few 
months. 

• Odyssey Alternative Strategies Fund: the manager 
has suspended redemptions although we are led to 
believe this has been a precautionary measure more 
than anything else.  

• HFCM Fixed Income Plus 2x: this fund more than 
any other, is struggling in the current market. Given 
that it was invested in global credit markets, where 
most of the “damage” has occurred, it is hardly 
surprising. Central Park has not received a final NAV 
(price) from this fund for a number of months now; 
we have, however, received a “reliable” estimated 
NAV up to end-September. We understand that there 
have been a number of complications with a few of 
the underlying funds in terms of obtaining reliable 
prices. In any event, the directors of the fund have 
decided to close the fund and we expect to receive 
what is left of our investment in due course; I suspect 
it will take months before we see the proceeds. 

 
You can see from the above what a frustrating time it has 
been for Central Park as far as these investments are 
concerned. In fairness and out of respect for many of the 
managers, most of whom we still hold in high regard, the 
underlying conditions in which they have had to operate 
have been unprecedented and in most instances beyond 
their immediate control. While some of the responsibility 
for the poor returns are no doubt theirs, as the Investment 
Manager of Central Park Maestro bears responsibility for 
the returns of this portion of the Fund as well. In that 
respect we table our sincere apologies to investors for not 
protecting the Fund’s capital better during these times 
and for not fully appreciating the powerful effects of 
leverage and lack of liquidity on these types of 
investments.  
 
The quarterly return of the equity portion of the core 
portfolio was -27.3% versus the 22.8% decline in the 
MSCI World index. This return excludes the gain 
achieved through the equity hedging activities during the 
quarter and also excludes the returns from the Maestro 
Equity Fund investment. For the second consecutive 
quarter the performance of the core equity portfolio was 
a disappointment, although in mitigation it was the most 
difficult period in which I have ever had to manage 
money. The conditions we described in the September 
Quarterly Report have continued and if truth be told they 
have actually worsened. Eastern Europe has gone into 
crisis mode, taking the share prices of many of the 
emerging market banks in which we invested, with them. 
The quarterly returns of the largest holdings, excluding 



 

dividend and currency effects, were Billiton 2.8% (down 
34.4% last quarter), SAB Miller 7.1% (-5.7%), Roche -
6.9% (-5.2%), Novartis -10.0% (4.1%) and Arcelor 
Mittal -51.6% (-44.0%). Other quarterly returns worth 
noting were those in Raiffeisen International of -61.4%, 
(-38.4% last quarter), Alpha Bank -54.9% (-23.3%), 
National Bank of Greece -54.7% (3.7%), Erste Bank -
54.3% (-12.2%) and Wienerberger -36.6% (-28.1%). 
When you consider that these are quarterly returns, you 
realise what an awful time it has been for investors. The 
best quarterly returns in the core portfolio were those of 
BP up 13.4% and Exxon Mobil 2.8%.  
 
The Maestro Equity Fund, one of the largest single 
investments, represents the Fund’s exposure to the South 
African equity market. This component produced a 
return of -15.6% (-11.1% last quarter) in rand terms 
versus the JSE All Share index rand return of -9.2%. 
With the rand exposure of this investment hedged back 
into dollars, Central Park’s return from this investment is 
the same as the rand return of the Maestro Equity Fund.  
 
The equity and currency hedges, excluding the returns 
from hedging the Fund’s rand exposure, contributed 
6.9% to the Fund’s total return during the December 
quarter; they contributed 1.4% in the September quarter.  
 

Chart 12: Annual returns to 31 December 2008 
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The Fund’s annual returns are shown in Chart 12. The 
return of Central Park during the year to 31 December 
2008 was -16.8% versus the benchmark return of -20.3% 
and the Lipper Global Mixed Asset average of -30.0%. 
The return of the bond component was 6.3% versus the 
Citi WGB index return of 10.9%. The alternative 
investment component declined 33.5% during the year 
versus the 19.1% decline in the Credit Suisse Tremont 
Hedge index. The annual returns of the underlying funds 
in which Central Park is invested are listed below. 
 

Aurum India Fund      -41.3% 
Bristol International Fund     -33.7% 
European Masters Fund     -17.1% 
Odyssey Alternative Strategies Fund    -24.9% 
HFCM Fixed Income Plus (estimate)     -46.8% 

The annual return of the equity portion of the core 
portfolio was -50.3% versus the 42.1% decline in the 
MSCI World index. In the past year the investments 
within the core equity portfolio that produced the worst 
return were Raiffeisen International at -81.4%, Alpha 
Bank -73.7%, National Bank of Greece -71.4%, 
Wienerberger -68.0%, Arcelor Mittal -67.9% and Erste 
Bank -67.3%. Not one equity investment registered a 
positive return for the year. The SA equity component, 
represented by the Maestro Equity Fund, declined 25.2% 
in rand terms (and dollar terms due to the currency 
hedge in place) versus the 23.2% decline of the JSE All 
Share index.  
 
The equity and currency hedges, excluding the hedging 
of the rand exposure, added 10.7% to the Fund’s total 
return for 2008 as a whole.  
 

Chart 13: CAR – 3-year period to 31 December 2008 
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The Fund’s compound annual returns (CAR) for the 3-
year period to 31 December 2008 are listed in Chart 13. 
The CAR of Central Park during this period was 1.1% 
versus the benchmark return of -1.0% and the Lipper 
Global Mixed Asset average return of -5.7%. The return 
of the bond component was 8.0%, marginally behind the 
9.3% return of the Citi WGB index. The CAR of the 
alternative investment component was -5.7% versus the 
1.2% gain in the Credit Suisse Tremont Hedge index. 
The past year’s returns from this component of the Fund 
have taken their toll on the longer-term returns. The CAR 
of the equity portion of the core portfolio was -9.4% 
versus the decline of 9.9% in the MSCI World index.   
 
The SA equity component, represented by the Maestro 
Equity Fund, gained 5.5% in rand terms versus the 
8.9% rand return of the JSE All Share index. The 
investment in the Maestro Equity Fund has thus 
contributed positively to the Fund’s total return over this 
period despite the weak markets of the past year.  
 



 

7. What lies in store for investors in 2008? 
There is much we can write about the coming months, in 
particular about our concerns and why we still believe a 
cautious approach is warranted. We begin here by listing 
some of the expected features of the 2009 investment 
landscape before taking a closer look at the state of the 
US economy, which remains the most critical component 
in solving the current parlous state of investment markets. 
We will then end off by briefly sharing our views on the 
different asset classes.  
 

Table 2: The world economy in recession mode 
 

 
Source: Deutsche Securities 

 
We believe that the following factors will characterize the 
investment landscape in the coming months: 
 

• A large part of the global economy will remain in 
recession throughout 2009. Two aspects are worth 
mentioning here: firstly rather than concentrating on 
the actual rates of “growth” one should remember 
that global activity around the world is slowing 
dramatically. In other words it matters little whether 
we call it a recession or not; the global economy is 
slowing sharply - that’s the most important 
consideration. Secondly, we are entering a period of 
economic slowdown the likes of which have not been 
seen for decades. We should therefore not under-
estimate the effects of the slowdown and not be 
lulled into a sense of false security by thinking “it 
can only get better from here.” We are of the humble 
opinion that the world economy will slow even 
further; there are no signs yet, at least not as far as 
we can see, that the rate of deterioration has slowed – 
hence our caution. It is true that investment markets 
turn up before economies do – typically by a period 
of six to nine months - but we are not yet prepared to 
give them the benefit of the doubt at this stage. Table 
2 lists Deutsche Securities take on the world growth 
and inflation outlook. What is not immediately 
evident from the table is the detail i.e. how bad the 
slowdown is forecast to get. For example, the 
consensus forecast for the US economic growth rate 

during the fourth quarter of 2008 is -5.0% versus the 
0.5% decline in the third quarter. Note that “EMEA” 
in the chart is an abbreviation for Europe (excluding 
the major European economies), Middle East and 
Africa.  

• Although not all of them will not move into recession 
emerging markets are also experiencing a rapid 
slowdown in the level of economic activity. This is 
particularly true of China, where a 6.8% growth rate 
might be the equivalent of a 2.0% decline in the US 
economy. The focus of these countries will shift to 
internal consumption and away from export-led 
growth. Take a look at Chart 13; it compares the 
importance of private consumption (read consumer 
spending) as a proportion of the US and Chinese 
economies. The US consumer constitutes nearly 72% 
of that economy; given that he is in a real pickle at 
present, it is clear that the US economy is vulnerable. 
In contrast the Chinese consumer makes up only 37% 
of that economy, having been as high as 53% in the 
early eighties before export growth began increasing 
its share of economic activity. Back to the emerging 
market in general though: many of them have 
improved their financial well-being since the last 
crisis in 1998, having built up substantial reserves 
and improved the integrity of their financial systems. 
If nothing else that should shield them from some of 
the demand destruction underway in the Western 
world, the huge losses in the banking sector mayhem 
and the decline in asset prices, specifically in equity 
and property markets.  

 

Chart 13: Consumption – China vs. the US (% of GDP) 
US represented by the orange line, right hand scale (rhs) 

 
Source: Merrill Lynch 

 

• We highlight the case of South Africa, where we 
are of the opinion that the country is unlikely to 
move into recession for the reasons listed above. 
That said, we heed our own warning of falling into 
the trap of semantics – it matters little whether we are 
technically in a recession or not. Economic activity is 
slowing and we are building this fact into our actions 
on the investments under our management.  



 

• Deflation will be a major theme and represents a 
threat to the well-being of the global economy for 
most of 2009. The major impetus behind deflation is 
the significant decline in demand; we refer to it as 
demand destruction. There are many voices warning 
of hyper-inflation around the corner due to the 
masses of cheap money that governments around the 
world and the US in particular are flushing into the 
system. We acknowledge this may lead to 
inflationary pressures in a couple of years’ time but 
are of the humble opinion that the decline in final 
demand is so severe and the damage done to 
corporate and household balance sheets so vast that 
it will keep prices low for longer than most people 
expect. With unemployment reaching multi-year 
peaks, and rising, with capacity utilization at low 
levels, with commodities having fallen so sharply, all 
these factors mitigate against a sharp and unexpected 
rise in price levels. Perhaps more important is trying 
to asses how much damage to the fabric of the global 
economy will be done by a long period of deflation. 
In this regard the world has a real-life example in the 
form of Japan, which is still trying to recover from a 
decade of deflation and a near-80% decline in their 
share market since 1989 – refer to Chart 14 in this 
regard. Such a scenario is too ghastly to contemplate 
– hence the sense of urgency and the quantities of 
money with which the authorities have and are 
tackling the current crisis. 

 

Chart 14: Kamikaze style – the Japanese equity 
market 

 
Source: Merrill Lynch 

 

• A lot of financial and corporate fallout is still 
likely to occur. This much is self-evident if we are 
even half-right in our views. The jury is still out on 
the health and sustainability of the world’s largest 
banks and insurers; and if they are in trouble so, too, 
are the majority of corporate entities even if they 
haven’t realized it yet. We suspect ongoing capital 
shortages and further write-downs will be a feature of 
the banking environment, some of which will lead to 
further nationalization by the foremost proponents of 

free market enterprise. That is a hard pill to swallow 
for any voter, who regards their hard-earned taxes as 
being “wasted” on reckless banks. We thus expect 
the current difficult corporate environment to prevail 
and get even worse. This is the time for the toughest 
and best companies to show their mettle and for the 
rest to “disappear” off the radar screen. I should point 
out that the other traditional option, namely to “be 
eaten” i.e. to be taken over in some form of corporate 
activity, is not available now, given the complete 
suspension of traditional lending practices that have 
sustained this type of corporate activity in the past.  

• We will be looking hard for evidence of some form 
of initial response to the unprecedented 
government stimulus, both that which has already 
been committed and that which is to come. We have 
lost count of how many trillions of dollars have been 
thrown at the corporate sector in order to reflate 
economic activity, so far to no avail. Yes, authorities’ 
efforts have perhaps prevented a lot more damage 
from occurring but they have not yet had any 
resuscitative effect, which is ostensibly what the 
rescue packages were designed to achieve. We do 
believe, however, that the packages will in due 
course have some effect although it will be less than 
politicians hope for. We wait with great anticipation 
for the day we can report that the remedial policies 
are starting to gain traction.  

• Along with the stimulus will come a massive 
increase in expensive and unnecessary regulation. 
As the primary “victims” of the regulation i.e. the 
ones who are saddled with the additional workload 
and who have the unpleasant task of implementing it 
and bearing the message of increased regulation to 
clients, we are not exactly jumping up and down at 
the prospect. For a number of reasons much of the 
regulation, and I am referring largely to the banking 
regulation in the global financial capitals of the 
world, simply didn’t work. By their own admission 
the regulators “dropped the ball.” To be fair the 
financial services industry got so used to cutting 
corners they treated existing regulations and ethical 
boundaries with contempt. So we understand that 
urgent change is called for. We are unsure what the 
final outcome will be but are convinced it will not be 
less costly or entail less work for all concerned. 
Watch this space… 

• Investment markets will be characterized by ongoing 
volatility, uncertainty and divergent views. In case 
you needed any reminder of this point, the 25.8%, 
24.7% and 23.3% gains in the UK, German and US 
equity markets respectively between 20 November 
and 6 January was unceremoniously shattered as the 
reality of the crisis hit home again once Santa Claus 
headed north. Since 6 January those markets have 
fallen 13.2%, 17.1% and 13.4% respectively – and 



 

the month isn’t over yet. And we are not even 
referring to intraday volatility or other more volatile 
asset classes such as commodities. Perhaps the 
greatest volatility seen so far this year has been the 
near-collapse of a number of large UK banks such as 
Barclays and RBS. To make this example a bit more 
tangible, consider Chart 15 which depicts the price of 
Barclays plc, which even for South Africans over the 
age of 40 is a household name. The price shown in 
the chart is a 15-minute one (it depicts the intraday 
volatility better) between 8 and 27 January. To 
illustrate the point of volatility, the period between 
12 January, which represents the peak in the Chart 
and the low point on the 23rd represents only 9 
trading days. Yet the decline during this period was 
no less than 74.5% with most days registering double 
digit gains. Then between its trough on the 23rd to the 
time of writing – only two trading days – the price 
rose 105.8%. Ignoring for a moment the reasons 
behind these moves (which we can’t do of course, 
but hear me out) you will agree that trying to manage 
share price movements like these is about twenty 
times more exciting than playing the Lotto and a 
hundred times more nerve-wracking. And lest you 
think I am telling you the whole story, I would point 
out the fact that while the peak in Chart 15 is just 
above 180p, Barclays all-time peak was in February 
2007 at a level of 790p. So the lowest daily close on 
23 January of 50.5p means the share price has 
declined by 93.6%. That sort of sums up the markets 
at present, doesn’t it?  

 

Chart 15: Barclays plc – now you see it … 

 
Source: Saxo Bank 

 

• There will be greater focus than normal on 
political factors in the coming semester. This much 
is obvious: we have already referred to the significant 
events surround the inauguration of President Obama 
and great things – perhaps too great – are expected of 

him. One of the first actions of the Obama 
Administration was to blot their copybook (Ed: that 
didn’t take too long, did it?) by aggressively accusing 
China of manipulating their currency to boost their 
exports. The response from China was swift and 
rather undiplomatic. South Africa is preparing for its 
own general election, which is not without its 
controversy and risk. Russia is struggling to find its 
place on the global stage again given the damage it 
suffered during the 2008 crisis and Iceland is, quite 
simply, still figuring out exactly where it all went 
wrong. I note in passing that their government 
recently fell apart – why are we not surprised? As an 
aside though I must express my sympathy for the tiny 
nation – all 300 000 of them. I would not like to be in 
their shoes. It is fair to assume, then, that the year 
ahead will have its fair share of political potholes to 
navigate. 

 
I would like for a moment to turn your attention to the 
state of the US economy and the consumer in 
particular. Rather than cover all the bases, in this Report 
we will focus on the world’s largest economy and the one 
at the epicenter of the crises we are experiencing. The US 
was the cause of much of the devastation the rest of the 
world experienced in 2008 and the latter will recover to 
the extent that the US manages to dig its way out this 
huge hole. The US consumer constitutes around 18% of 
the global economy, so his behaviour affects the world 
economy in no uncertain terms. Rather than provide too 
much detail, we will undertake a graphic journey so that 
you appreciate the history of the respective indicators.    
 
Lets start at the beginning, at least where the seeds of this 
current crisis were sown. Two main factors are worth 
considering: firstly the baby boomers and secondly credit 
expansion over the past twenty years. Between 1946 and 
1964, 78 million baby boomers were born. By the mid-
70s they had come to dominate the global macro 
landscape in a material way - just think of the houses, 
cars, furniture, toys and gadgets that the boomers have 
bought through this period. But the “median” boomer is 
now moving into his or her 50s and his lifestyle is 
changing; their emphasis has shifted to protecting assets 
and focusing on retirement; to generating income rather 
than taking on risk and growing capital. The point here is 
that in the decade ahead the world will not have the 
tailwind that it enjoyed from the “boomer buying”. 
 



 

Chart 16: US household debt-to-income ratio (%) 
 

 
Source: Merrill Lynch 

 

The second aspect to mention is the funding of this 
buying spree over the past 20 years i.e. the surge in credit 
expansion that was the result of the ferocious appetite of 
the boomers. Chart 16 shows that the US household debt-
to-income ratio stayed relatively flat around 65% until the 
early 80s and then took off to peak at 139% last year. In 
fact the ratio rose as much in the past seven years as it did 
in the preceding 39 years. As an aside note that the ratio 
remains at very elevated levels despite the current crisis. 
So, the starting point of our “journey” through the state of 
the US and its consumer is a huge expansion of credit, 
which has now clearly come home to bite all those who 
own (owe?) it. 
 

Chart 17: US personal savings rate (%) 

 
Source: Merrill Lynch 

 

Another way of looking at the same phenomenon, namely 
“living beyond your means” is the decline in the US 
savings rate, show in Chart 17. Following on from what 
we said above, note how the savings rate peaked in the 
early 80s. Note, too, the small but significant up-tick in 
the savings rate last year; this is more coincidental than 
anything else but is nevertheless very important. The 
mechanics behind the savings rate increase is simple: 
consumers are spending less and are paying off debt, 

having been forced to do so through deteriorating 
economic circumstances.  
 
There are three further points to make here: firstly, this 
trend is likely to continue for a while; we are only 
beginning to unwind the 20-year old credit “bubble.” 
Deutsche Bank believes the savings rate could rise to 
6.0% over the next four years. The second point to make 
here is the implications of all this forced saving: it bodes 
badly for economic growth. The retirement of debt does 
not lead to economic growth like spending does, so the 
effects of the higher savings rate will be to stifle further 
US economic growth. And thirdly, this process is highly 
deflationary. Simply put, consumers are restoring their 
(household) balance sheets; this could take a long time 
and will have a negative and deflationary effect on 
economic growth in the short to medium term. Obviously 
the very long-term implications are a lot more positive.  
 
Let’s move on, but before we do, take a look at Chart 18; 
see how, not surprisingly, delinquency rates in both prime 
(4.4%) and sub-prime (20.0%) mortgages are on the rise 
and are at record levels, having started their dramatic rise 
in 2006. This is likely to get worse before it gets better; 
there is no “quick fix” to this phenomenon.  
 

Chart 18: Delinquency rates on US mortgages (%) 

 
Source: Merrill Lynch 

 

Chart 19 shows how rapidly the household balance sheet 
is imploding. It shrank $2.8 trillion in the third quarter; to 
place that in perspective it is more than the $1.9 trillion 
decline in the third quarter of 2001 i.e. in the aftermath of 
the 2000 tech bubble, and more than on any other 
occasion since at least 1950. During the past four quarters 
household net worth shrank $7 trillion, compared to a 
total decline of $2.8 trillion through the whole of the 
2000/1 “tech wreck”. 
 



 

Chart 19: US household net worth – absolute change ($bn) 

 
Source: Merrill Lynch 

 

Chart 20 places the extent of the damage to household 
balance sheets in perspective. But here’s even more 
startling news: despite paying back a record $29bn of 
debt during the third quarter, the asset base declined $2.7 
trillion, implying that the asset base is declining much 
faster than households are paying off liabilities – not an 
ideal situation, I’m sure you’ll agree. 
 

Chart 20: US household net worth – annual change (%) 

 
Source: Merrill Lynch 

 

What has caused this damage and how long can it last? 
The two main culprits are easy to identify: the equity and 
property (housing) market. You surely need no reminder 
of the devastation that has occurred on the equity market 
(bearing in mind that South African equity market has, so 
far, escaped relatively mildly) so let’s take a look at some 
US housing charts. Chart 21 shows that house prices have 
declined about 20% in the past year, which is bad news in 
itself but it has also wrecked havoc on household balance 
sheets. But the picture gets a lot uglier … 
 

Chart 21: US house prices – annual change (%) 

 
Source: Merrill Lynch 

 

Chart 22 shows that there is still a vast inventory of new 
houses on the market. Depending on which category of 
houses you look at, there are between 9 and 12 months of 
houses on market i.e. nearly a whole year of sales that 
hasn’t been consummated yet. It will not surprise you to 
hear of the expectation that, despite the declines in the 
past year, house prices are forecast to decline another 
15% - 20% in the year ahead. Imagine what that will do 
to household balance sheets? And note the deflationary 
nature of this process, as well as the fact that it has not 
been this bad for as long as any of us can remember. 
 

Chart 22: 1-family housing starts (months of sales) 

 
Source: Merrill Lynch 

 

Chart 23 shows, not surprisingly, that very few people are 
buying houses any more. And unless I am missing 
something on the chart I don’t see any sign at this stage of 
a turnaround. 
 



 

Chart 23: US housing starts (‘000s) 

 
Source: Merrill Lynch 

 

Having looked at some of the damage inflicted on the 
balance sheet of the aggregate US consumer, let’s 
consider other areas that have traditionally captured a 
share of the wallet. Chart 24 shows US vehicle sales – no 
wonder the automakers are in such trouble! 
 

Chart 24: US vehicle sales (million units) 

 
Source: Merrill Lynch 

 

Chart 25 is quite an amazing chart, and belongs in the 
same category as Chart 16 and 17 in that it tells of the 
“cycle of excess” that has fuelled not only the US 
economic cycle but also the global cycle since the early 
80’s. On only a few occasions in the past 40 years have 
annual retail sales declined and never on the scale that we 
are currently experiencing. This is yet another powerful 
deflationary process. 
 

Chart 25: US retail sales (annual % change) 

 
Source: Merrill Lynch 

.Chart 26 depicts the 4-month annualized percentage 
change in personal consumption expenditure (PCE). Note 
once more just how sharp the turnaround has been – the 
so-called “cliff” that demand dropped off. I suggest 
therefore that the consumer cycle, long the driver of the 
world economy, has come to an end. 
 

Chart 26: US personal consumption expenditure  
(4-month annualized % change) 

 
Source: Merrill Lynch 

 

Having established that the consumer is in a very difficult 
place – to say the least – let’s consider a couple of other 
aspects which reflect his current and future position. Let’s 
start with those who have lost their jobs. Unemployment 
insurance claims continue to reach multi-year record, as 
we see in Chart 27. 
 

Chart 27: US unemployment insurance claims 

 
Source: Merrill Lynch 

 

Claims are heading higher because the unemployment 
rate is heading ever higher. One way of viewing the 
deteriorating employment situation in the US is by 
looking at the infamous “non-farm payroll” data – which 
incidentally is probably the data that induces more 
volatility than any other upon its release (always the first 
Friday of every month). The data records the number of 
US jobs lost, outside of the agriculture sector during any 



 

given month. Chart 28 depicts the annual change in non-
farm payrolls; although we are not quite at the levels of 
the recessions in the early 70s and 80s we are getting 
pretty close. We will in all likelihood pass those record 
levels in the coming months – for expectation is that 
about 600 000 jobs have been lost in December. In the 
last five months 2½m jobs have been lost in the US – the 
greatest loss since World War I.  
 

Chart 28: US non-farm payrolls (annual % change) 

 
Source: Merrill Lynch 

 

The broadest definition of unemployment, the so-called 
U-6 measure, is at a record 13.5% - refer to Chart 29. The 
official unemployment rate is currently 7.2%; estimates 
vary as to how high this will climb. Estimates vary 
between 9% and 10% - no matter what the eventual rate 
is, it will be a lot higher than the prevailing one. In other 
words, consumers, already under enormous financial 
pressure, are losing their jobs at a faster rate than ever. 
The same two points come to mind: there is no indication 
yet of any improvement and this process is very 
deflationary.  
 

Chart 29: U-6 US unemployment at a record high (%) 

 
Source: Merrill Lynch 

 

One of the main drivers behind the rapid increase in 
unemployment is that the corporate sector is under 
enormous pressure too. So, turning our attention away 
from the consumer, let’s focus briefly on this component 

of the economy. We know from the high and rising 
unemployment rate that the corporate sector is in the 
process of rapidly cutting costs and hence laying off staff. 
But it also finds itself with increasing spare capacity – in 
fact almost 30% of US industry is currently idle – look at 
Chart 30, which depicts the US capacity utilization rate, 
currently at 70%. This process, too, is very deflationary. 
Factories typically increase prices only when they run out 
of capacity. That is unlikely to happen for some time to 
come if Chart 30 is anything to go by.  
 

Chart 30: US manufacturing capacity utilization (%) 

 
Source: Merrill Lynch 

 

We know that the corporate sector is under pressure from 
the Institute of Supply Management (ISM) data released 
every month, none of which has been particularly good. 
Chart 31 depicts the ISM order book index –a level above 
50 indicates growth and below 50 implies contraction. No 
only is the ISM order index well below 50 (currently at 
20) but it has also never traded that low below – at least 
not since 1950. This does not bode well for the future.  
 

Chart 31: ISM Manufacturing – new orders index  

 
Source: Merrill Lynch 

 

We have referred a number of times in our discussion to 
the deflationary nature of the forces in the economy. This 
is relevant for two reasons: firstly it explains the rapid 



 

downturn in US inflation in recent months and secondly it 
should lay to rest the concerns about the spectre of 
hyperinflation around the corner, which is weighing on 
many investors’ minds. We don’t disagree that central 
banks’ activity will have very inflationary consequences; 
we just think these fears are a bit premature due to the 
significant deflationary forces at work at present, such as 
declining house prices, spare capacity, etc, etc.  
 

Chart 32: US inflation (4 month % change, annualized) 

 
Source: Merrill Lynch 

 

So let’s look at US inflation, shown in Chart 32. Over the 
past four months US inflation has fallen at an annualized 
rate of 10.0%, which, as we can see from the chart, last 
occurred in the 1930s.  
 

Chart 33: US 10-year Treasury yield (%) 

 
Source: Merrill Lynch 

 

With the deflationary forces hard at work in the US 
economy after a 20-year long credit binge, perhaps we 
should not be that surprised that yields (interest rates) on 
US Treasury bonds have plunged and prices surged – 
refer to Chart 33. We need to see the recent 2.5% yield on 
the 10-year bond in the context of the 1930s experience, 
when yields were last at this level. Note also from the 
chart that yields continued to decline for years thereafter. 
It was only in the early 1950s that they began to rise. 
This, together with the public commitment by the Fed to 
purchase Treasury bills in the open market in an effort to 
keep rates low, support the consumer and stimulate 

renewed lending by the banks, leads us to conclude that 
while interest rates are at historically low levels, they are 
not about to scurry higher in the next few months. 
 

Chart 34: US economic growth (GDP, annual % change) 

 
Source: Merrill Lynch 

 

Let’s “come in to land.” Having taken a look at some of 
the key indicators, what can and have we concluded about 
the future of the US economy? Economic growth will be 
sluggish for the rest of this year; we think the economy 
will shrink by about 2.0% in 2009 – Chart 34 depicts the 
history of US economic growth. Deflationary forces will 
prevail for a large part of the year. The consumer’s lot 
will deteriorate even further before it gets better. And, 
given the relevance of the US consumer and the US 
economy in general, the latter will constitute a big drag 
on the level of economic activity of the global economy. 
 

8. In summary, our take on the respective asset classes 
To sum up, we list below a summary of our views on the 
respective asset classes: 
 

• The global equity market: global equity markets 
are likely to get worse during the first half of the year 
before they get better – Chart 35 depicts the history 
of the MSCI World index since it peaked in October 
2007. We are likely to see some form of moderate 
recovery in emerging markets but the problems in the 
developed world need to be resolved, in particular 
banks need to resume normal lending patterns, before 
we can begin to think of a sustainable recovery. The 
fact remains that the global banking system is in a 
state of crisis, which is unlikely to be resolved soon. 
Thus, any notion of a full-blown recovery in the 
global economy is premature. Financial companies 
are likely to remain extremely volatile but ultimately 
unprofitable (Chart 36 shows the history of the S&P 
Financial sector during the past eighteen months), 
while industrial companies are still struggling to 
establish exactly what happened to the demand they 
enjoyed for so long but which has all but 
disappeared. They now also have the added 
complication of deflation.  



 

 

Chart 35: MSCI World index Exchange Traded Fund  

 
Source: Saxo Bank 

 

Make no mistake, we see great value in certain parts 
of the equity market, small caps in particular, but we 
are under no illusion that their prices are unlikely to 
head higher in the next few months. So we will keep 
scanning the horizon for a catalyst to turn the equity 
markets around, but at the moment we think a clearer 
view of the future will only be possible towards the 
middle of the year.  
 

Chart 36: S&P Financial index ETF  

 
Source: Saxo Bank 

 

• The global bond market: the prevailing views on 
the global bond market are, more than any other asset 
class, divergent. There are those who believe it is the 
next bubble waiting to burst; others believe bond 
prices are likely to remain at elevated levels for some 
time yet. We are biased in favour of the latter view, 
largely for two reasons. Firstly the Fed is committed 

to keeping US interest rates low and has explicitly 
stated its intention to do so by buying US Treasuries 
in the open market if need be. There is thus a major 
supporter of bonds in the wings. Secondly, investors 
are still well and truly in panic mode and are valuing 
“protection of capital” more highly than “return on 
capital” at present. How else would you explain a 
negative yield on 3-month Treasuries (bonds) and a 
yield of 0.6% on 2-year Treasuries, such as we had in 
recent weeks? There is no doubt that government 
bonds are trading at elevated levels, but we think 
that, under the circumstances, they will retain their 
levels as long as the future uncertainty about the state 
of the global economy and its subsequent recovery 
persists. Of course, the first sign of the return of 
inflation will spook bond markets no end, but we 
suspect this event is still some way off. A final 
comment here is to note the huge disparity between 
the low yields currently available on sovereign 
(government) bonds and those of corporates. The 
latter have not enjoyed the big price increase that 
government bonds experienced, particularly during 
the December quarter. Many investors, including 
ourselves, are now looking more seriously at the 
opportunities in this space.  

• Cash: Many central banks are moving rapidly 
towards a zero interest rate policy, which simply 
means that, at least in the major developed countries, 
you are fortunate to receive any return on cash. US 
money funds are already yielding zero return – in 
some cases you even have to pay a little bit to invest 
your money in cash funds! In South Africa, interest 
rates, which are still high (and attractive) in global 
terms, are likely to decline to the extent that inflation 
dissipates. In this regard we draw your attention to 
the revision of the inflation basket which should lead 
to a once-off reduction in the official inflation rate of 
about 2.0%. In short though, the returns from cash 
are declining and the ongoing holding of this asset 
will increasingly be a function of the extent to which 
investors wish to take on additional risk. 

• Alternative investments: we have spent some time 
on this topic in Intermezzo in recent months so our 
view will not come as a surprise to you: life will 
never be the same in the hedge fund world after 
2008. For a number of reasons, some of them 
systemic, hedge funds will be regarded with more 
caution and scepticism in the future, having, 
arguably, failed to fulfil their promise when it 
mattered most. Of course I’m generalizing here, but 
the comments are true in respect of the bulk of the 
industry. A lot of damage was inflicted on the 
industry not least of all to its reputation for delivering 
returns that were uncorrelated to the market, but also 
to the industry’s administration, its operational 
ability, it reputation, integrity and its very “reason for 



 

being”. There is certainly still a place for them, but a 
lot of dust will have to settle before the industry gets 
back on its feet; when it does it, will have to work 
twice as hard to convince disappointed and sceptical 
investors of the merits of alternative investments.  

 

Chart 37: Annual net flows into hedge funds ($bn) 

 
Source: Merrill Lynch 

 

• Currencies: 2008 was also a watershed year for the 
currency market. Some of the most stable currencies 
in the world experienced severe movements as the 
underlying fabric of their respective economies was 
put to the test. We think this is likely to continue for 
some time, at least until mid-year. We are mindful of 
the reasons for the strong dollar over the last six 
months but our long-term view remains that the 
dollar is inherently a weak currency, hamstrung by 
the inordinate amount of debt the US government has 
had to incur in order to resuscitate its beleaguered 
economy. In the long-term we foresee a very weak 
dollar, which will have consequences for the rand 
and euro, no doubt. But until the fog lifts in the 
global economy we don’t think the dollar will 
deteriorate in value too rapidly. One of the reasons 
for this belief is the lack of credible alternatives: the 
euro remains attractive but it would be naïve to think 
that the Eurozone will escape a lot of the damage and 
fallout that the US is now experiencing. Moreover 
the emerging tensions with the Eurozone, in 
particular the credit rating downgrades in Spain, 
Greece and Portugal are being watched closely to see 
if the single currency can overcome these major 
challenges to its unity. With respect to the rand, a 
weaker dollar in the long-term is no doubt beneficial 
for South Africa, as it will ceteris paribus lead to a 
firmer rand, help in keeping a lid on inflation and 
improve the SA’s terms of trade and its overall trade 
deficit. The countries high interest rate regime is also 
supportive of a firmer currency, all of which is to say 
that we are not too bearish on the rand for the next 

few months. The caveat emptor is, as always, any 
politically-related disruptions that may come our 
way, over which we have no control and which are 
by their very nature impossible to predict. 

 

 Chart 38: Estimated hedge fund assets and no. of funds 

 
Source: Merrill Lynch 

 

• Commodities: The fate of commodities is more 
difficult to assess. Their precipitous declines of 2008 
need to be juxtaposed against the fact that none of the 
bottlenecks that exacerbated their meteoric rises 
since 1998 have been resolved. The demand that 
drove them to record levels has certainly and 
unceremoniously been shattered, but the supply 
issues remain. This leads us to believe that we may 
see a moderate rally off the unreasonable levels to 
which they were pushed late last year, but until such 
time as the global economy experiences some form 
of healing and shows signs of renewed and 
sustainable life, no sustainable commodity rally will 
occur. It will take years, if not decades, before the 
peaks of 2007 and 2008 will be reached again. The 
chart below depicts the history of the CRB 
(commodity) index over the past year. 

 

Chart 39: CRB Index ETF 

 
Source: Saxo Bank 



 

In summary then we, like a large part of the global 
investment community, are waiting patiently for the fog 
currently enveloping the global economy to lift. We think 
this process will take the better part of the first half of this 
year. Only then will we be able to assess more accurately 
the damage that has been inflicted on its constituent parts 
and enable us to compile a more meaningful stance. In the 
interim, we remain very cautious by adopting a careful 
strategy of utilizing the occasional opportunity that comes 
our way and trying to avoid the “falling pianos” i.e. the 
major threats and bouts of market madness that will most 
surely constitute a major portion of the investment 
landscape during the course of the next four to eight 
months.   
 

9. Closing remarks  
I would be lying if I said the current market conditions 
are not testing our views and are not given us a lot of 
headaches. They are stressful and not very enjoyable. But 
more than anything else, they are forcing us “back to 
basics” and getting us to examine our views to see if they 
are indeed logical and fundamentally based. Time will 
tell whether or not they prove to be correct.  
 
As you well know, equity investment is not without its 
risks. Markets are currently experiencing significant 
headwinds but we have also “been around long enough” 
to feel that it is worth “keeping the faith” and staying the 
course.  
 
We are convinced of the merits of long-term investment, 
despite temporary and unenjoyable periods of equity 
weakness. As much as we find the current markets 
uncomfortable we will continue to be conservative in our 
management of the Fund and will seek out and retain 
investments we believe offer unusual value right now 
and which will lead to decent long-term returns in the 
years to come. 
 
Please feel free at any stage to contact either myself 
(andre@maestroinvestment.co.za) or Mark Heerden 
(mark@maestroinvesetment.co.za) about the Fund. We 
remain at your disposal at all times.   
 
 
 
 
Andre Joubert 
Maestro Investment Management 
Investment Advisor to Central Park Global Balanced 
Fund 
 
27 February 2009 
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