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1. OVERVIEW 
The markets continue to be characterised by fresh bad news from the West, from lack of US jobs growth, declines in 
US manufacturing, a dramatic 30% drop in new housing starts and a surprising fall in consumer confidence indices 
this week. It would appear that the US recovery, fed by unprecedented fiscal stimulus, is running out of steam. If U.S 
jobs growth and consumer confidence, both of which impact consumer spending (70% of the US economy) does not 
recover very soon there is a very real risk of a double-dip recession. The yield curve in the US, as measured by the 
spread between yields on 10 and 2-year treasury notes has been dramatically falling and is now at just over 2%, 
indicative of the flight from equities to safe-haven status of bonds and treasuries. The bond-markets are signalling a 
double-dip recession within 6 months. Strangely enough, the opposite is being observed for the SA yield curve, but 
more on that later. 
 
Moving to Europe, we have the continued threat of the effects of planned austerity measures in just about every EU 
economy bar Switzerland to lower out-of-whack budget deficits and in the case of the PIIGS (Portugal, Ireland, Italy, 
Greece and Spain) potential sovereign debt crises (at least we have a crisis confirmed in Greece.) Ratings agencies 
ƘƻǾŜǊ ǿƛǘƘ ǘƘŜ ŦƛƴƎŜǊ ƻƴ ǘƘŜ ǘǊƛƎƎŜǊǎ ƻŦ ǎŜǾŜǊŀƭ ƻŦ ǘƘŜǎŜ ŎƻǳƴǘǊƛŜǎΩ ǊŀǘƛƴƎǎΣ ǘƘŜ ƳƻǊŜ ǊŜŎŜƴǘ ŘƻǿƴƎǊŀŘŜ ōŜŜƴ ǘƘŀǘ ƻŦ 
Spain. The dramatic collapse of the Euro in the wake of the EU sovereign debt crises will hopefully jump-start many 
export led economies (like Germany) but is unlikely to be of any benefit for the PIIGS who are the major cause of the 
problems. Austerity and cutbacks in spending in Europe are likely to affect countries that export to Europe (and 
there are very few who do not, including South Africa). 
 
To the East, we have signs of leading economic indicators peaking in China, where we already have a confirmed 
equities bear market underway.  
 
The global double-dip recession protagonists are back in full force and for once, the markets believe them as 
evidenced by global equities falling as a flight from risk ensues.  We are in risky times indeed, with the SP-500 posting 
its first 7-day losing streak since 2008 and hanging on two precipices, namely an asymmetric head-and-shoulders 
ǇŀǘǘŜǊƴ ŀǎ ǿŜƭƭ ŀǎ ŀƴ άƛǊƻƴ ŎǊƻǎǎέ ǘƘŀǘ ŦƻǊƳŜŘ ŀŦǘŜǊ CǊƛŘŀȅΩǎ ŎƭƻǎŜ ƻŦ ǘǊŀŘŜΦ 
 

 
 
If the chart pattern plays-out according to the text-book then we can expect a further 15% decline before the secular 
bull market resumes in earnest. 
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2.  SUPERMODEL COMPOSITE LONG-TERM TIMING SYSTEM   ²ƘŀǘΩǎ this? 
This timing model, which is made up of an interest rate component, an economic activity component and a 
ƳƻƳŜƴǘǳƳ ŎƻƳǇƻƴŜƴǘΣ ŀŎŎǳǊŀǘŜƭȅ ŘŜǇƛŎǘǎ ǘƘŜ ƳŀŎǊƻ άǎǘǊŜƴƎǘƘέ ƻŦ ǘƘŜ W{9 ŀƴŘ ƛǎ ǎǳƛǘŀōƭŜ ŦƻǊ ƭƻƴƎ ǘŜǊƳ ƳŀǊƪŜǘ 
timers. It made just 10 entries and exits in the JSE in the last 30 years, roughly every 3 years on average, significantly 
out-performing a traditional buy-and-hold strategy. The interest rate component has weakened somewhat since it 
flagged a new bull market in March 2009 and if there is not another interest rate cut by October 2010, it will signal a 
SELL. The economic activity component is still in a strong recovery phase. However, it is the momentum component 
as measured by the Trendex/Coppock curve that flattened two weeks ago and indeed commenced a decline last 
week that is the focus of our attentions. The momentum component carries a lot of weight in the composite model 
and due to the decline in the curve, the SUPERModel has dropped its signal from 2 down to 1. 
 

 
 
It does not take much imagination to deduce that if momentum has not recovered by October, and the Reserve Bank 
leave repo rates unchanged, that this signal will drop to -1, suggesting that those subscribers that follow the zero for 
their buy/sell decisions will liquidate their entire equity holdings (as will we) and the party (at least for the investors, 
not necessarily the traders) will be over.  For your interest, the Trendex charts are shown below: 

 
 
You can see the daily change indicator, the red one in the right chart, started dropping below zero where the red 
arrow indicates. As you can see, TRENDEX, which topped-out at 60%, is dropping at a rate of 0.25% per day and 
accelerating. You can see similarities in the left chart after the 2003 bull market started where after a huge run of 11 
months the Trendex started flattening resulting in a 3 month correction before the bull market resumed. We have 
been correcting for 2 months already, so this implies 1 month left.  

http://www.powerstocks.co.za/supermodel.php
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3. LONG-BOND YIELD-CURVE TIMING MODEL      ²ƘŀǘΩǎ this? 
Whenever we fear for a recession or a bear market, we always consult the yield-curve, which is accepted globally as 
a very accurate system for predicting recessions and concomitant equity bear markets. We have to admit the 
flattening of the yield curves in the US look concerning. But this is completely at odds with what we are witnessing 
locally. The chart below shows our standard representation of the yield spread between long term government debt 
and short term interest rates as depicted in our LONG-BOND investment timing model: 
 

 
 
If anything, the yield spread widened during this current correction, as shown by the height of the green vertical 
bars, although it has softened ever so slightly as shown by the last green bar. Regardless of recent slight softening, 
the spread is still way above 2 indicating there is no flight from equities to safer long term debt and implying bullish 
market conditions. For this reason we are inclined to believe we are merely witnessing a pause in the current secular 
bull market. However, we have not witnessed a double-dip recession in the 30-year history of this timing system yet, 
so there is always a first time. But it is indeed strange that our yield spread is behaving so much the opposite to that 
of the U.S.  
 
IncidentallyΣ ƛŦ ȅƻǳ ƭƻƻƪ ŀǘ ǘƘŜ ¦Φ{ ¢ǊŜŀǎǳǊȅ нΩǎ ǾŜǊǎǳǎ млΩǎ ƴƻǘŜ ȅƛŜƭŘ ǎǇǊŜŀŘ below (orange line), it actually bottomed 
on Thursday 1

st
 July and seems on the rise again, even though the SP-500 (green line) continues it corrective decline. 

This indicates buyers may be coming back to bargain-hunting in the equity markets. It is something we will be 
watching closely. 
 

 

http://www.powerstocks.co.za/lbyc.php
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Speaking of bonds, our Bond-Equity relative yield ratio indicator, that compares the Financials and Industrials (ALEX) 
Earnings yield to the interest yield on the All-Bond (ALBI) index less inflation,  still shows equities to be favourable to 
bonds over a 3-5 year period, although not as favourable as 3 months ago: 
 

  WhatΩs this? 
 
The steady appreciation of the yellow line, which favours bonds more and more the higher up it moves, is largely a 
function of a declining inflation rate and the yield on the ALBI actually rising (contrary to falling in developed markets 
as everyone runs for safety ς everyone wants bonds which drives their prices up which in turn drops their yields) 
whilst the earnings of the ALEX constituents remains somewhat flat. 
 
One interesting thing to note is how wily investors have piled into the BIPS Government Inflation Linked Bonds ETF 
(BIPINF as shown by the Brown line ς the chartΩs legend is incorrectly switched around) since the 15

th
 April peak. 

They bought them at R14 and they peaked at R14.73 per share at the height of the recent correction, a capital 
appreciation of 5.21%. Capital appreciation aside, these investors locked in their theoretical inflation-protected 
yields on the low capital price. Nice move. An expectation of a rising inflation rate? 
 

 
 
You can learn two lessons here (1) look to this ETF for signs of a market top or flight to safety and (2) buy this ETF at 
market tops and not market bottoms. As we can see this ETF has fallen back somewhat, suggestive of the correction 
ƘŀǾƛƴƎ ǇŜŀƪŜŘ όǎƛƳƛƭŀǊ ǘƻ ǘƘŜ ¦{ нΩǎ ŀƴŘ млΩǎ ǎpreads chart on previous page.) 

http://www.powerstocks.co.za/bondequityyield.php
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4. JSE VALUATION       WhatΩs this? 
The JSE is currently at a P/E ratio of 15.9. It is neither expensive nor cheap, but it is higher than its 5 and 10 year 
averages. For those that subscribe to the laws of mean reversion, they would view the JSE as expensive. According to 
the statistical linear regression model displayed below, this implies an expected 12-month capital return of 10.22% 
(excluding dividends) for the JSE, a figure that very closely matches that being bandied about by certain quotations 
of professionals in the press. Combined with a 2.5% average dividend yield this gives us a 12.72% expectation of total 
returns, somewhat more than the 5% inflation rate. 

 
Valuations are driven by corporate earnings, which as the chart below shows have been relatively flat and yet to 
catch up to the mark-up ascribed to the JSE since the March 2009 trough.  
 

 
As we can see above, corporate earnings have however bottomed and so the market waits with anticipation on the 
results of the next earnings season to determine if we keep going down in a correction or make the next Bull Run 
upwards. As the chart below shows, this past June was a big reporting season and companies have the next two 
months to publish their results 

 

http://www.powerstocks.co.za/peratio.php
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The action only commences from 22nd July though and the 20 bell-weather stocks below are the ones to watch since 
their large market-caps mean they are the ones that the investors and institutions will be taking their cues from and 
whose earnings will impact JSE valuation the most. 
 

22
nd

 JULY 
KUMBA 
 

26
th

-28
th

 JULY 
ANGLOPLAT, AECI, ARCMITTAL 
 

29-30
th

 JULY 
M&F, ANGLO, BATS, MERCANTILE 
 

3
rd

-5
th

 AUGUST 
MERAFE, ABSA, GOLDFIELDS, LIBERTY, MONDI, NEDBANK, OLDMUTUAL, SAPPI 
 

9
th

-12
th

 AUGUST 
ANGLOGOLD, BILLITON, STANDARD BANK 
 

The chart below shows the JSE ALSH index is bouncing on a long term support line. It is also displaying heads-and-
shoulders pattern like the S&P-500 but it has not breached the neckline yet and the iron-cross has a few days to go 
before finalising itself. It will be very encouraging if this support line holds as this will lay a nice foundation upon 
which to react to positive earnings announcements should they come out. However, the slightest inkling of bad 
earnings and you can guess what is going to happen... that is why these earnings announcements are going to be so 
very, very important for the JSE medium term future... 
 

 
 
If the JSE bounces off this support line (and it does seem to be a strong one) it will no doubt trigger some trough-
ǎƛƎƴŀƭǎΣ ŎŜǊǘŀƛƴƭȅ ŀ ¢ǊƻǳƎƘCƛƴŘŜǊ ǎƛƎƴŀƭ ŀƴŘ ǎƻƳŜ [ƻǿǊȅΩǎ ǎƛƎƴŀƭǎ ŀƴŘ ƳŀȅōŜ ŜǾŜƴ .ƛƎ 5ƛǇǇŜǊ ǎƛƎƴŀƭǎΦ ²Ŝ ǿƻǳƭŘ ǳǎŜ 
these signals to trade with but still have a cautionary out there for longer term investors to hang-back until we can 
see how the JSE reacts to this upcoming earnings season.  
 
One note of caution: this is a very asymmetrical head-and-shoulders pattern with a large left shoulder and a tiny 
right shoulder. This is inclined to lower the probability of the pattern fulfilling its prediction. However the 
combination of the pattern with the looming (almost inevitable) iron-cross means we need to take it seriously. At 
PowerStocks we are split into 2 camps ς those that expect the worst and those that expect a nice bounce off the 
support line. The first camp is banking on the fact the market is very news driven right now and the 2

nd
 camp are 

banking on a technical bounce.  At the very least we would like to see these asymmetric heads-and-shoulders 
neutralised as well as the iron cross neutralised, in addition to a substantial improvement to underlying market 
breadth. This leads us to our next topic where we look under the hood of the JSE. 
  



MONTHLY JSE PULSE, 5
TH

 JULY 2010   http://www.powerstocks.co.za 

 

Your licence agreement does not allow the forwarding or sharing of this document or information therein, whole or in part, verbal or electronic, to 
friends, clients or work colleagues. Please note our disclaimers on your signed agreement and our web site regarding the use of this information. 
FAIS DISCLAIMER: The information in this document is not to be construed as financial advice as we are not registered financial advisors. This 
document is for informational purposes only.  Page 7 of 16 

 

5. JSE MARKET BREADTH ANALYSIS 
 
5.1 McClellan Indices   WhatΩs this? 
The charts below from JBAR depict that we are currently in a breadth thrust. It may not seem so with the declines we 
had last week but the low of the McClellan Oscillator (MCOS) is higher than the low it posted when the JSE was at its 
peak selling point and thus, technically, we are still midway in the thrust. 

 
²Ŝ ŘƛŘ ŜƴŎƻǳƴǘŜǊ ŀ άŦŀƭǎŜ ǘǳǊƴέ ƛƴ ǘƘŜ {ǳƳƳŀǘƛƻƴ ƛƴŘŜȄ ǘƘƻǳƎƘΣ ŀ ǎƛƎƴ ƻŦ ǿŜŀƪƴŜǎǎ ƛƴ ǘƘŜ ǊŜŎƻǾŜǊȅ ŦǊƻƳ ǘǊƻǳƎƘ 
ground zero. You can see how the summation index (MCSI) bottomed and then led us all to believe it was headed 
back up to zero, but then made a sudden about-turn to head back down again. If it declines lower than the last low, 
ǘƘŜǊŜ ƛǎ ǘǊƻǳōƭŜ ŀƘŜŀŘΦ DŜƴŜǊŀƭƭȅ ǿƘŜƴ ǘƘŜ a/{L ƛǎ ōŜƭƻǿ ȊŜǊƻ ǘƘŜ W{9 ƛǎ ŀ άŘŀƴƎŜǊƻǳǎ ǇƭŀŎŜέ ǘƘŜ ƻƴŜ ŜȄŎŜǇǘƛƻƴ 
being when it is recovering from a very deep low below say -100. As a rule of thumb we should avoid dabbling in the 
JSE, be it for trading or investment purposes, when the MCSI is below zero and declining. Next week, we will be 
watching to see if the MCOS manages to stay above the green support line it bounced off on Friday. If not, then 
further declines in the JSE are likely. Note how internal market breadth, as depicted by MCOS has been making lower 
highs since July 2009 last year, a divergent pattern we alerted subscribers to as a sign that the market was 
weakening and leading up to a major correction. If we had seen this divergent pattern in the latter stages of a secular 
bull market you can be sure we would have been liquidating positions furiously. 
 
The charts below show the volume and $volume versions of the McClellan indices we maintain for the JSE, depicting 
flow of funds into or out of the JSE. Again we see a false turn marked by the green circle. Look to the left of the chart 
to see what happened last time we had a false turn in a large trough. We like to see both these indices rising and 
preferably above zero to depict net funds gains for the JSE. 

  

http://www.powerstocks.co.za/howtomcclellan.php
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5.2 Net-advancing volume 
This is one of the most understated yet powerful indicators of health for the JSE. Volume makes the JSE go around 
and we need more advancing than declining volume to keep the JSE rising. 

 
This chart has two purposes. First, a change in direction of the yellow line, depicting the net-advancing volume trend, 
is an excellent early warning of change in direction for the JSE, be it short or long term change. The deeper or higher 
the yellow line when the change occurs the more accurate and more tradeable the signal. Second, the JSE is 
generally a much safer place to inhabit when the yellow line is above zero and when it declines below zero after an 
extended period above zero its generally a sign of a reasonably sized market top having been reached. We can see 
that the positive net-volume situation posted on Friday 2

nd
 July when the JSE advanced has slowed the decline of the 

yellow line somewhat but it has yet to reverse to give us a cue that we are at a bottom. 
 
5.3 Selling Pressure       WhatΩs this? 

 
This depicts a rolling window of cumulative down-volume to up-volume and is a measure of selling intensity. You can 
see we are in the 4

th
 bout of selling in the current correction and that this bout is the 2

nd
 most intense, measuring 4.5 

ƻƴ ǘƘŜ άwƛŎƘǘŜǊ ǎŎŀƭŜέΦ bƻǘŜ Ƙƻǿ ƛǘ ŘǊƻǇǇŜŘ ōŜƭƻǿ лΦфс ǘǊƛƎƎŜǊƛƴƎ ŀ {¢hwa-1 BUY signal, normally marking the 
beginning of a 30-trading day period which will lead to positive gains (also known as a major breadth thrust.) 

http://www.powerstocks.co.za/storm.php

