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A key value of Prudential is that of 
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Forethought
Foreword by: Bernard Fick

After	15	years	at	the	helm	of	Prudential	Portfolio	Managers	
of	South	Africa,	Graham	Mason	was	offered	the	opportunity	
to	take	over	the	role	of	Chief	Executive	Fund	Management	
for	Prudential	Corporation	Asia.	In	his	new	role	Graham	
takes on the overall responsibility for all of the Prudential 
Group’s	Asian	asset	management	operations.	This	covers	
some	10	countries,	eight	of	which	have	fully	fledged	
asset	management	teams.	Prudential	employs	800	staff	in	
these	Asian	businesses,	with	a	large	number	of	additional	
employees in businesses that are not wholly-owned 
subsidiaries.	Graham’s	responsibilities	cover	US$65	billion,	
which	is	set	to	increase	to	US$158	billion	if	the	Prudential	
Plc	and	AIA	/	AIG	transaction	proceeds.

We	wish	Graham	all	the	best	in	his	new	role	and	we	are	
sure	that	he	will	make	a	huge	success	of	this.	I	am	pleased	

to	say	that	Graham	will	continue	to	play	an	active	role
in	his	capacity	of	Non-Executive	Chairman	of	Prudential,
South Africa.

As	a	result	of	these	changes,	I	am	honoured	to	write	to	you	
in	my	new	capacity	as	Chief	Executive	of	Prudential	Portfolio	
Managers	of	South	Africa.	I	am	excited	by	the	opportunity	
of	leading	this	great	company	during	the	next	phase	of 
our development.

Prudential is, and will always remain an investment 
driven business. We realise that our success, that of our 
shareholders and most importantly our clients, are totally 
interlinked. In order to be a sustainable and profitable 
business,	we	will	do	everything	in	our	ability	to	achieve	
the	objective	set	by	our	clients.	We	do	this	by	following	a	

“Be greedy when others are 
fearful, and fearful when
others are greedy.”
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rigorous	and	proven	investment	process.	We	believe	this	
strategy	will	give	you	and	us	the	highest	probability	of	
achieving	suitable	investment	returns.	We	do	recognise	
that there will be times when our investment views are at 
odds	with	the	general	market,	which	might	lead	to	periods	
of relative under-performance. In these times we take 
inspiration from the words of Warren Buffet:

“Be greedy when others are fearful, and fearful when
others are greedy.”

Our	economy	is	still	in	a	fragile	state,	and	as	events	of
2009	have	shown,	is	exposed	to	the	world	in	ways	we	
might	not	even	realise.	Our	commitment	to	you	is	to	steer	
your	investment	portfolio	through	these	difficult	times	in
a responsible manner.

This	quarter’s	edition	of	Consider This	contains	interesting	
articles from various Prudential staff. I hope that you will be 
able to make the time in your busy schedule to read these 
to	benefit	from	their	investment	insight.	I	am	sure	you	will	
find this of value. Thank you for your continued support!

Yours	sincerely

Bernard Fick
Chief	Executive	Officer



The	Prudential	Equity	Fund	recently	
celebrated	its	tenth	birthday,	making	
it one of the few funds to have a 
track	record	this	long.	In	addition,	
the	Prudential	Equity	Fund	is	the	
only	general	equity	unit	trust	fund	
to	have,	for	all	periods	greater	than	

one year, consistently delivered top 
quartile	performance.	According	to	
Morningstar,	an	independent	fund	
rating	agency,	it	is	one	of	the	top 
three equity funds over the 10 year 
period	to	the	end	of	December	2009.

Many happy returns for investors
in the Prudential Equity Fund
Author: Gary Quinn & Chris Wood, Joint Portfolio Managers

Key facts about the 
Prudential Equity Fund

 Source: Morningstar, figures to end December 2009  “The Prudential Equity fund delivers top quartile performance over 10 years”

Risk profile:

Sector:
Domestic Equity - General

Benchmark:
General Equity Unit Trust Mean

Launch date:
2 August 1999

Fund size:
R1 517 641 617

Fund Managers:
Gary Quinn & Chris Wood

Low Low-med Med Med-high High
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The Prudential Equity Fund provides 
investors with access to shares 
that offer medium- to long-term 
growth prospects.   
From	its	inception	on	2	August	1999,	
the	Prudential	Equity	Fund	set	out	to	
provide investors with broadly based 
exposure to shares, which offer value and 
medium-	to	long-term	growth	prospects.	
The Fund aims to invest in shares which 
are undervalued relative to their sector, 
earnings	and	growth	potential.	The	Fund’s	
benchmark is to out-perform the mean of 
its	General	Equity	Unit	Trust	category.		

The	Prudential	Equity	Fund	may	be	
appropriate	for	investors	seeking	out-
performance	of	the	market	in	varying	
market	conditions,	whilst	limiting	volatility	
relative to the All Share Index. Investors 
should seek independent financial 
advice if they are uncertain about the 
appropriateness of this Fund for their 
personal circumstances.

Over the last 10 years, the Prudential 
Equity	Fund	has	more	than	lived	up	to	its	
promise	to	provide	consistently	good
long-term	returns	to	investors.

Two important lessons that apply to 
both our investors and us.
Two important lessons that we have 
learned	as	investment	managers	are	that:

•	 You	should	never	underestimate	the
	 power	of	compounding	to	grow	your
 real wealth over time; and that 

•	 You	should	not	be	afraid	to	trust	your
 conviction in temporarily under-
	 performing	holdings	where	you	are
 confident of your analysis. When we
 buy a share we need to have the
	 discipline	to	give	it	time	and	the	chance
 for the idea to work.

This also applies to our investors: 
in	order	to	create	real	long-term	wealth,	
they need to remain invested in the 
Fund	for	long	enough	to	benefit	from 
our approach. 

Investors in the Fund have benefited 
from	an	annualised	return	of	20.7% 
per year since inception, which in Rand 
terms means that if you had invested 
R100	in	the	Fund	on	2	August	1999, 
at	the	end	of	December	2009	it	would	
have	grown	to	R709.00.

Our Equity Fund is but one of a
range of benchmark-beating unit 
trusts on offer from Prudential. 
Prudential	Portfolio	Managers	was, 
for the third year in a row, recently 
named one of the top two investment 
management	companies	in	South	Africa.

The	Personal	Finance	Raging	Bull	
“Domestic	Management	Company	of 
the	Year”	awards	recognise	the	stars	of 
the unit trust industry in terms of 
outright	and	risk-adjusted	performance,	
as	well	as	the	best	unit	trust	management	
companies. The awards cover domestic 
and offshore funds, based on an 
assessment of the overall performance 
of	the	range,	taking	into	account	
performance,	risk-management
and consistency.

In conclusion, we are very pleased to 
have achieved the milestone of the 
Fund’s	10th	birthday.	More	importantly	
looking	back	over	the	10	years,	we	see	
tangible	and	irrefutable	evidence	of	the	
success of our prudent value approach 
to	investing.	With	this	approach	we	
don’t	take	unnecessary	risks	with	investor	
money; instead, we would rather 
incrementally accumulate real wealth 
for	our	clients	by	applying	our 
disciplined approach to investment.

Learn more about quartiles

In the investment industry quartiles 
are a popular way to measure 
performance of a fund relative to 
its peers. If the number of values 
of	ranked	data	(in	this	case,	fund	
returns)	is	divided	into	four	equal	
parts, then the points that mark 
each division are known as quartiles. 
For	any	set	of	performance	figures	
the top quartile is the point in the 
data	set	below	in	which	75%	of	the 
funds’	performance	lies.	In	other	
words,	the	Prudential	Equity	Fund	
has,	for	all	periods	greater	than 
one	year	(i.e.,	2,	3,	4,	5,	6,	7,	8,	9,10)	
consistently been placed in the top 
25%	of	Equity	Funds.		

Source: Morningstar, figures to end December 2009. Income reinvested. Net of annual investment management fees.   

Periods ending 
31 Dec 2009

Annualised 
performance

Ranking Out of how 
many funds

Quartile ranking

3 years 8.64% 5 63 Top Quartile

5 years 20.72% 3 45 Top Quartile

7 years 25.11% 1 40 Top Quartile

10 years 19.32% 3 28 Top Quartile
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“The Prudential 
Equity fund 
delivers top 
quartile 
performance
over 10 years.”

The Prudential Equity Fund track record



About the Prudential Equity Fund 
portfolio managers
 
Gary Quinn
Gary	Quinn	is	Head	of	Equities	at	
Prudential	Portfolio	Managers	and	
is	joint-portfolio	manager	of	the	
Prudential	Equity	Fund.	Gary	has	been	
in	the	asset	management	industry	for	
16	years	and	at	Prudential	Portfolio	
Managers	for	10	years.	Gary	started	
his	career	in	the	mining	sector	where	
he worked for Impala Platinum. 
He	then	moved	into	the	asset	
management	industry	where	his	focus	
was fixed income and derivatives.
Prior	to	joining	Prudential,	Gary	was
a	senior	portfolio	manager	at 
Norwich	Asset	Management.

Gary	holds	a	B.Sc	degree	in	Mining	
Engineering	from	The	University	of	
Witwatersrand,	and	an	MBA	from
the	University	of	Cape	Town.

Chris Wood
Chris	joined	Prudential	as	an	
industrial equity analyst, responsible 
for	the	food,	beverages	and	telecom	
sectors.	He	was	later	appointed	joint-
portfolio	manager	for	the	Prudential	
Equity	Fund.	He	started	his	career	in	
Civil	Engineering	and	after	having	
worked both locally and overseas 
elected to return to South Africa to 
complete	an	MBA	at	UCT’s	Graduate	
School	of	Business	in	1999.	After	
completing	his	MBA	he	joined	the	
financial	services	industry	in	2000
at	BoE	Asset	Management.	

Chris	holds	a	B.Sc	Eng,	MBA	and	has	
been	awarded	the	CFA	designation.
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Anglo	American	represents	the	biggest	
holding	in	our	Equity	Fund	portfolio 
at	7.9%.	Below	is	an	overview	of	Anglos,	
a	diversified	mining	group,	along	with	
an explanation about why we find 
Anglos	attractive	from	an	investment	
perspective.

Anglo American: South African roots, 
but a global presence in

South America, North America, 
Australia and Asia
Anglo	American	is	synonymous	with	
South	Africa.	They	produce	a	range	of	
metals	and	natural	resources	from	gold,	
platinum, diamonds, coal, base and 
ferrous metals and industrial minerals to 
timber. The company was first formed in 
1917	in	South	Africa	and	although	their	
head	office	and	primary	listing	has

been	in	London	since	1999,	they	have	a	
secondary	listing	on	the	Johannesburg	
Stock	Exchange.	

The majority of Anglo American 
operations remain in Southern Africa
They have thermal coal, iron ore and 
platinum businesses in South Africa 
and	operations	in	Namibia,	Botswana	
and Zimbabwe.

Anglo American:
An opportunity to unlock long-term value 
Author: Gary Quinn

Platinum Diamonds Copper Nickel Iron Ore and Manganese Thermal Coal Metallurgical Coal

Where Anglos Operate

South Africa

Africa

Australia and Asia

North America

Europe
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Anglo American has a significant 
presence in Australia and offices
in Asia  
•	 They	are	Australia’s	fourth	biggest
	 coal	producer	and	third	largest
	 exporter	of	metallurgical	coal.

•	 They	also	have	manganese
	 operations	in	Australia	through
	 a	subsidiary	which	is	the	world’s
	 largest	producer	of	seaborne
	 manganese	ore.

•	 They	have	offices	in	Beijing	and 
 India which support business 
 development opportunities in
	 the	region.

Since the 1970s Anglo American 
has been involved in 
South America
•	 They	have	operations	in	Chile,
	 Brazil,	Colombia	and	Venezuela,
 as well as two major copper projects
 under consideration in Peru. 

•	 They	have	copper	operations	in
	 Chile	and	ferronickel	and	iron	ore
 operations in Brazil.

•	 In	Colombia	they	have	a	33%	share
	 of	the	world’s	largest	open	pit	coal
	 mining	operation,	while	in
	 Venezuela	they	own	91.4%	of	a	
 ferronickel operation.

In Alaska, Anglo American has a 
significant stake in a copper project
•	 In	Alaska	Anglo	American	has	a	50% 
	 interest	in	a	significant	copper	project.

•	 De	Beers	has	a	significant	presence
	 in	Canada.	

•	 Their	Scaw	Metals	and	coal	interests
	 in	Canada	have	been	identified
 for divestment.

The investment case for
Anglo American 
We base our investment decisions on 
valuation metrics and a fundamental 
understanding	of	a	business’	value	
relative to its current price.
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The price of the Anglo American business 
(excluding the listed assets of platinum and 
iron ore holdings) is very attractive 
The	red	line	in	the	graph	to	the	left	is	the	
Anglos	share	price	for	the	past	7	years.	If	we	
strip	out	the	platinum	and	iron	ore	holdings	
within	Anglos,	Anglo	Platinum	and	Kumba	
respectively,	the	yellow	shaded	area	(unlisted	
assets such as copper, coal, diamonds and 
nickel)		is	what		we	are	left	with.		In	other	
words, the share price is the price you pay for 
both listed and unlisted assets, and the yellow 
shaded portion represents the unlisted assets. 
In this article we refer to the unlisted assets 
as the rump and the yellow shaded section 
indicates	Anglos’	rump	share	price.	In	spite	of	
improving	economic	conditions,	the	price	of	the	
unlisted	parts	of	the	business	has	not	changed.	
In fact, last year the price of the rump was very 
depressed and was at the same price it was 
at	the	end	of	2005.	This	makes	the	share	very	
attractive from a valuation perspective.

The price earnings (PE) ratio of the rump is 
attractive and below its historical PE of 10
The	PE	is	a	valuation	measure	of	a	company’s	
current share price compared to its per share 
earnings.	It	shows	how	much	investors	are	
willing	to	pay	per	share.	Often	investors	will	
view this as a simple payback measure – 
in other words, how many years does it take 
before	they	get	back	or	earn	the	equivalent	of	
their	investment.	If	we	look	at	the	PE	of	Anglos	
and	the	PE	of	the	rump	-	the	PE	of	the	Anglos	
doesn’t	really	look	that	enticing	at	around	14	
at	the	start	of	2010.	But	if	you	look	at	the	
PE	of	the	rump,	currently	a	PE	of	around	8,	
below	its	historical	PE	of	10.	The	forward	PE	
for	the	unlisted	assets	is	4.5	compared	with	the	
forward	PE	of	Anglos,	including	both	listed	and	
unlisted	assets	of	10.2.	This	explains	why	we	are	
prepared	to	have	such	a	big	position	in	Anglo	
American:	we	are	getting	the	rump	at	a	very	
attractive price.

Figure 1: Contribution to EBITDA, FY10

Non Ore
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Met Coal
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Iron Ore
20%

Platinum
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Diamond
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Source: Deutsche Bank. Company data
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Figure 2: Contribution to NAV

Source: Deutsche Bank. Company data
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The Price to Book ratio (PB) of the 
Anglos rump is compelling at one 
times book value 
The PB ratio provides us with a way 
to compare the market value, or what 
we	are	paying	for	each	share	to	a	
conservative measure of the value of 
the	business.	Expressed	as	a	multiple,	
(i.e.	how	many	times	a	company’s	
shares	are	trading	per	share	compared	
to	the	company’s	book	value	per	
share)	it	is	an	indication	of	how	much	
shareholders	are	paying	for	the	net	
assets of a company.  The net assets 
of a company are the difference 
between the balance sheet assets and 
balance sheet liabilities and are an 
estimate of the value of the company 
if it were to be liquidated. This is 
often a conservative valuation as it 
does	not	include	goodwill	and	other	
intellectual capital that is not included 
on the balance sheet of a business. 

The	Price	to	Book	of	Anglos	at	1.75	
times	is	compelling,	but	what	is	even	
more	compelling	is	the	Price	to	Book	

of the rump at 1 times book value. 
For	a	large	established	and	diversified	
company	such	as	Anglos	this	is	
certainly an attractive proposition.

Future growth prospects:
The	pie-charts	on	page	9	show	
the	contribution	to	Earnings	(EBIT:	
Earnings	Before	Interest	and	Tax)	and	
contribution	to	Net	Asset	Value	(NAV)	
Anglos’	various	assets	are	anticipated	
to make. As you can see from the 
pie	charts,	copper	is	a	significant	
contributor	to	earnings.	Anglo	
American has interests in six copper 
operations	in	Chile	and	a	stake	in	a	
copper	project	in	Alaska.	The	Chilean	
operations fortunately escaped the 
recent earthquakes. 

The	copper	business	produced	41%	
of	the	group’s	operating	profit	in	
2009	and	continued	expansion	
to meet the Asian demand for 
commodities is the basis for 
anticipated	future	growth.

We anticipate strong relative 
volume growth from Anglos
The table below shows the
contribution	to	EBITDA	(Earnings	
Before	Interest,	Tax,	Depreciation		and	
Amortization)	from	volume	expansion	
based	on	long-term	margins.

A simple way to explain our 
position in Anglos is that we like 
to pay 90c for an asset that we 
believe is worth R1
At Prudential we are prudent value 
investors.	A	simple	way	of	explaining	
this	is	that	we	focus	on	creating	
positive incremental returns for 
investors	in	our	portfolios	by	paying	
90c	for	an	asset	that	we	believe	is	
worth	R1.	By	paying	less	for	a	share,	
we anticipate that with time we will 
unlock the potential for our clients. 
Looking	below	current	headline	
valuations, and based on an analysis 
of	future	growth	prospects,	we	find	
value	in	Anglo	American	and	believe	
that with time, this will unlock value 
for our investors.  

Source: UBS estimates. *BHP production has been calendised

2010E 2011E 2012E 2013E 2014E Compound Annual Growth Rate (2010-14E)

BHP Billition 12% 8% 4% 1% -2% 4%

Rio Tinto 4% 0% 5% 4% 2% 3%

Anglo American 14% 8% 9% 9% 4% 9%

Xstrata 8% 2% 2% 10% 10% 6%

Vale 13% 13% 5% 9% 14% 11%

Volume equivalent growth based on long-term margins
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It	is	prudent	to	keep	on	educating	
yourself about investments even if 
you	choose	to	engage	the	services	
of a financial adviser to help you 
manage	your	money.	While	they	can	
provide expert advice and improve your 
investment outcome, the accountability 
for your financial decisions still 
lies with you. 

Should you be investing in shares, 
cash, bonds, or property?
The quality of your questions affects 
the quality of the information you 
receive	and	the	actions	you	might	take	
based on that information. This is true 
of many aspects of life and especially 
true	with	regard	to	investing	and	
making	the	most	of	your	investment	
decisions.	In	this	article	we	will	give	
you an overview of the characteristics 
of some of the main asset classes and 
provide	you	with	some	insights	about	
asset allocation. Asset allocation is the 
process	of	deciding	how	much	money	
to invest in each asset class. We would 
argue	that	instead	of	asking	whether	
you	should	be	investing	in	shares,	
cash, bonds or property – the more 
important	question	is:	“How	do	you	
make the most of your asset allocation 
decisions?”

To make the most of your asset 
allocation decisions, you first need an 

understanding	of	asset	classes	and	
the	importance	of	both	strategic	and	
tactical asset allocation.

Understanding asset classes
Most	investment	professionals	generally	
agree	that	there	are	four	broad	classes	
of assets available to you when you 
build an investment portfolio:

•	 Shares	or	equities,	

•	 Fixed	Income	or	bonds,	

•	 Money	market	or	cash	equivalents,
 and 

•	 Property

For the purposes of this article all 
shares	are	grouped	together,	when	
in fact individual shares may be quite 
different to each other and behave 
differently to each other. Similarly, local 
shares and shares in offshore markets 
may behave differently. For example, 
the	reason	that	all	shares	are	grouped	
together	in	spite	of	any	differences	is	
because	they	will,	as	a	group,	react	
fairly similarly. The same principle holds 
true for the other asset classes.  

The main reason it is important to have 
different asset classes represented in 
your investment portfolio is to take 
advantage	of	the	different	strengths	
and characteristics of each class.

Shares	(equities),	cash,	bonds	
and property all have different 
characteristics and properties.

The characteristics of different asset 
classes vary, as does their behavior 
and risk return profile
There are many differences between 
these asset classes: 

•	 They	will	pay	different	levels
 of income 

•	 They	may	grow	or	fall	in	value	

•	 Some	are	easier	to	turn	into	cash
	 (level	of	liquidity)

•	 They	have	different	levels	of	risk.

Risk vs. return
A	general	investment	rule	states:	the	
more	risk	you	are	willing	to	take	the	
higher	your	potential	return.	Shares	
are the riskiest asset class. Share prices 
are	volatile;	meaning	they	can	rise	
and	fall	significantly	in	the	short	term.	
However,	over	the	long-term	they	are	
often	the	best	performing	asset	class.	
Cash	is	the	least	risky	asset	class.	The	
returns	are	generally	predictable	and	
there is practically no risk of capital 
loss. Returns are therefore the lowest. 
The risk and return characteristics of 
each asset class are shown in the table 
labelled “A guide to asset classes”
(refer to page 17).

An Active Approach to Asset Allocation
Author: John Kinsley



Combining asset classes can help 
reduce risk 
Combining	different	asset	classes	in	
different proportions will help you 
achieve your investment objectives 
and take less risk to do so. The whole 
theory	of	dividing	your	investments	
among	different	asset	classes	or	groups	
of investments, commonly referred to 
as asset allocation, is simply another 
way	of	saying:	“Don’t	put	all	of	your	
eggs	in	one	basket”.

The benefits of diversification are 
important	but	combining	asset	classes 
in different proportions in your 
portfolio can also reduce the level of 
risk or volatility that your money is 
exposed	to	in	generating	your	returns.	
This is because asset classes respond 
differently	and	to	different	degrees	
to	the	same	change	(also	known	
as	correlation).	This	means	that	by	
combining	different	asset	classes	one	is	
able to reduce the overall volatility of a 
portfolio.	Michael	Moyle	explained	this	
in	the	July	2008	edition	of	“Consider 
This”,	when	he	demonstrated,	that	if	
you add offshore investments to your 
local portfolio, you reduce the level of 
risk of the portfolio for the same level 
of	return.	He	did	this	with	the	aid	of	an	
efficient frontier. The efficient frontier 
is the line that joins all the points at 
which there are optimal portfolios 
(i.e.	portfolios	that	have	the	greatest	
return for the lowest risk or volatility 
or the least risk for the desired level 
of	return).
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The portfolios and benchmarks are illustrative and aim to demonstrate 

the principle. While we have used the actual equilibrium returns and 

historical asset class volatilities, in practice constraints  are applied to 

these portfolios . This means the actual strategic benchmark for a 6% 

real return is likely to be different to what is shown.

Strategic Asset Allocation along the Efficient Frontier
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The importance of asset allocation 
in explaining the variation
of returns
Some experts believe that asset 
allocation	is	the	single	most	
important factor in investment 
success. This opinion is supported by 
a	study	“Determinants	of	Portfolio	
Performance”	by	Brinson,	Hood	
and Beebower that was published 
in the Financial Analysts Journal in 
August	1986.	It	is	widely	cited	for	
its	conclusion	that	strategic	asset	
allocation	explains	on	average
93.6%	of	the	variation	of	quarterly	
portfolio returns. 

The	study	looked	at	91	pension	plans	
for	a	ten-year	period	starting	in	1974	
to assess the relative importance of 
asset	allocation	policy	(or	strategic	asset	
allocation),	market	timing	and	share	
selection. Over the ten-year period, 
market	timing	and	stock	selection	cost	
the	plans,	on	average,	1.1%	each	year.	

Based on the assertion that asset 
allocation	policy	or	strategic	asset	
allocation	explains	93.6%	(and	an	
updated	study	put	the	figure	at	91.5%)	
of	total	return	variation,	deciding	
which asset classes to include in a 
portfolio	and	determining	the	long-
term	or	normal	weights	for	each	of	the	
asset classes are a crucial part of the 
investment	decision-making	process.
If it is so important how do you 
optimise your asset allocation?
The	Brinson,	Hood	and	Beebower 
study	did	not	provide	any	insight	
as to why certain pension plans did 
better	than	others.	Nor	did	it	describe	

the	decision-making	process	used	to	
determine an optimal or appropriate 
asset allocation policy. 

To optimise your asset allocation 
you need to understand the three 
components that affect the outcome 
of your asset allocation.

•	 Strategic	asset	allocation

•	 Tactical	asset	allocation

•	 	Security	selection

1. Strategic Asset Allocation
Strategic	asset	allocation	is	what	the	
Brinson,	Hood	and	Beebower	study	
referred	to	as	‘investment	policy’.	It	
involves the allocation of portfolios 
among	asset	classes	such	as	60%	to	
shares,	30%	to	fixed	interest,	and	10%	
to	cash.	This	may	be	a	fixed	weight	
allocation,	but	you	may	change	your	
strategic	asset	allocation	if	your 
needs	change	or	you	change	your	
preferences for expected risk and 
return.	The	strategic	asset	allocation	
provides	the	fixed	“skeleton”	or	
structure to your portfolio.

Everyone	understands	the	basic	
concept	of	diversification	–	not	putting	
all	your	eggs	in	one	basket		-	but	when	
it	comes	to	deciding	how	many	eggs	to	
put in each basket it can be tricky. 

•	 How	do	you	make	this	decision?	

•	 When	and	how	often	should	you
 review this?

To optimise your strategic 
asset allocation you need to 
know yourself. 
You	need	to	examine	your	financial	
resources,	goals,	any	gaps	in	your	
financial plan and be aware of your
level	of	financial	understanding.	

Get expert advice
If you are unsure about whether you 
have the time and skill to consider 
your	strategic	asset	allocation	properly,	
we	suggest	it	is	prudent	to	seek	
independent financial advice. Financial 
advisers have the expertise to help 
you:	they	are	highly	skilled	at	investor	
management	understanding.	In	other	
words,	managing	investor	expectations	
and	helping	investors	achieve	their	goals.	

Strategic	asset	allocation	estimates	
are	based	on	long-term	equilibrium	
(expected)	returns.	If	you	stop	at	this	
step, as many investors do, you will be 
a passive investor and hold a passive 
portfolio. Investment opportunities 
change	over	time,	both	in	absolute	
terms and relative to each other.
So, if we accept that expected returns 
are	not	fixed	it	doesn’t	really	make	
sense to fix your asset allocation for 
the	long-term.	Also,	the	basis	for	a	
long-term	fixed	weight	approach	to	
asset allocation is historic returns. 
Historical	returns	are	the	highest	at	
market peaks and history has shown 
the cyclical nature of asset class returns 
– so if one had to base your asset 
allocation on historical data alone, you 
are	subject	to	buying	high	and	selling	
low when you implement this. If we 



accept that asset allocation should be 
viewed as a dynamic process, it should 
aim	to	take	advantage	of	changes	in	
relative valuations as well as remain 
appropriate to your needs.  

2. Tactical Asset Allocation
Tactical	Asset	Allocation	challenges	
current market valuations and prices. 
It involves shifts in allocations relative 
to	a	strategic	allocation	in	an	attempt	
to benefit from deviations in current 
values. In other words, tactical asset 
allocators pose the question: 
“Is the current price of the asset 
class in question above or below 
the	long-term	rational	or	normalised	
valuations?”	Tactical	asset	allocation	
provides	some	of	the	“flesh”	to	the	
structure	and	this	can	change	within	
certain	ranges	over	time.

Tactical Asset Allocation is a skilled 
activity where we allocate assets 
between equities, bonds and cash, 
on	a	specialist	basis	for	larger	
institutional clients and in our 
multi-asset class funds. We do this 
in order to increase returns to the 
underlying	portfolios.	

We	have	a	long-established	tradition	
of	employing	Tactical	Asset	Allocation	
techniques	based	on	a	global	approach.	
These techniques have played a 
key role in the development of our 
investment	management	philosophy,	
and over time, we have refined and 
developed these to stay at the forefront 
of this field. We are the only South 
African	managers	with	experience	both	
domestically	and	globally	in	Tactical	
Asset Allocation. 

To optimise tactical asset allocation 
decisions, one has to build models
that use current data to assess
future returns of asset classes
using	regression	analysis	and
fundamental data.

3. Security selection
Along	with	tactical	asset	allocation,	
this is the realm of investment 
management.	Tactical	asset	allocators	
and security selectors are inherently 
active	investors	and	they	manage	active	
portfolios. They aim to select particular 
securities in an asset class based on the 
belief that the selected securities have 

higher	potential	to	produce	long-term	
returns than their peers do.

To optimise security selection
one must:
•	 Have	a	proven	framework	and
	 process	for	assessing	the	relative
 valuations and prices of securities.

•	 Apply	this	framework	with	discipline
	 regardless	of	short-term	market
 fluctuations. 

•	 Take	an	active	approach	to
	 managing	the	risks	inherent	in
	 comparing	and	researching
 securities.

At Prudential we evaluate investment 
opportunities prospectively based 
on current fundamental valuations 
in	the	context	of	historical	long-run	
normalised return expectations. As 
prudent value investors we apply our 
investment	philosophy	of	researching	
and	focusing	on	current	valuations	of	
securities in an effort to benefit from 
any difference between current prices 
and	long-term	normalised	valuations.
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If you don’t wish to make asset 
allocation and security selection 
decisions yourself – there are 
experts who can do this for you.

Many	people	who	don’t	wish	to	decide	
how much money they should place 
in	different	asset	classes	(such	as	cash,	
equities	and	bonds)	seek	a	solution	to	
their needs. They choose to invest in 
what is commonly referred to as an 

asset allocation or solution fund. In this 
type	of	fund,	the	investment	manager	
makes the asset allocation decision for 
you	using	specialist	skills	and	based	on	
a	rigorous	process.

They then also adjust the asset 
allocation	in	response	to	changes	in	
valuations. That is, they move the 
money	from	more	volatile/higher	
earning	investments	toward	less	

volatile/lower	earning	investments	as	
the market circumstances and prices 
change	relative	to	the	underlying	
valuations of the asset class.

At Prudential, we offer a range
of solution funds where we do 
the asset allocation for you. 

Solution funds - where we do the asset allocation

© Property of Prudential Portfolio Managers

income
(limited downside)

Expected
Return

(3-5 yrs)

risk premium

* Denotes currency risk/diversification

balanced
(real return)

growth
(outperform
 poor/index)

Prudential Inflation Plus Fund

Prudential Balanced Fund

Prudential Enhanced
Income Fund



A guide to asset classes

Asset Class Description Potential Return Risk Form of return Investment time-frame

Cash Cash investments are investments on the short-term money 
market – like six-month term deposits or in money market funds. 
They do pay interest, but because there’s minimal risk, the return 
will be lower. Cash investments have good liquidity, which means 
they can be accessed easily. This asset class poses low risk, but 
only provides a low return. As a result, your returns may not beat 
inflation, which poses a risk to the purchasing power of your 
money. Cash is useful in a portfolio if you need money quickly.

Low Low – but 
inflation 
risk may be 
substantial

Interest and
capital growth

None

Fixed Interest These are longer-term loans than cash, with periods ranging from 
one year up to ten or more years. The interest to be paid is fixed 
at the start – hence the term fixed interest investments. Usually 
the money is lent to governments or to companies in the form 
of “bonds”. The interest from a fixed interest investment will be 
higher than from cash, because money is being lent for a longer 
period. The interest rate will depend mainly on what investors 
think future interest rates will be, as well as on the credit risk –
the chance that the borrower will not pay the interest or capital 
back at the end of the term. Loans to companies are generally 
more risky than loans to governments, so the company may have 
to pay a higher interest rate. Fixed interest investments are useful 
to hold in an investment portfolio. They pay a steady return and 
can be cashed in quite easily. 

Higher than cash Low to 
medium

Interest and
capital growth

3-5 years

Property Most people are familiar with residential property as owners 
of their own homes. Property investments can include offices, 
shopping centres, hotels and resorts, industrial premises, or farms. 
Property is usually a long-term investment. It is a useful asset to 
hold in an investment portfolio because the rental payments will 
provide a steady income and there’s potential for capital growth. 
Buying and selling property is expensive, and there are many 
costs to consider, including stamp duty, loan costs, valuation, 
and agent’s fees. It also takes time to buy and sell a property. 
Another way to invest in property is to pool your money with other 
investors. Rather than concentrate your investment in one or a few 
properties, you can invest in a property fund. In this instance, a 
fund manager buys and manages a portfolio of properties on your 
behalf. Some of these property funds are listed and can be traded 
on the share market, so it is much easier to sell them for cash, 
than to sell a property. Property investments are not free from risk. 
If the property is not let, there will be no rent paid which will affect 
the flow of income. In addition, the value of properties can fall 
dramatically, particularly in the short term. Property investments 
are more risky than fixed interest investments. 

Lower than
shares over the 
long-term

Medium Rent and
capital growth

5 years or more

Shares or equities Buying shares means you have part ownership of a company 
and will share in the success (or loss) of the business. Most share 
investments are in companies listed on the stock market, where 
it is relatively easy to buy and sell shares, and information about 
company activities is readily available. The returns from shares 
are paid to the investor in the form of dividends (a share of the 
company’s profits paid to shareholders) and growth in the share 
price. Investors can hold shares directly or indirectly. Buying and 
selling shares is not as expensive as buying property, but it does 
take time and expertise to research, select, monitor, and manage 
a share portfolio. Another way to invest in shares is to pool your 
money with other investors in an equity fund. This is where an 
investment professional buys and manages a portfolio of shares. 
These funds can be cashed in easily and payment is based on the 
current value of the shares on the stock market. Investments in 
shares are usually long-term investments. They are useful assets 
to hold in an investment portfolio because dividends provide 
income and there is potential for capital growth that is in excess 
of inflation. The share price of successful companies can grow in a 
spectacular fashion. Shares are the riskiest asset class. Dividends 
cannot be guaranteed as they depend on the profitability of 
the company. Share prices can fall just as spectacularly as they 
can rise. However, over the long-term quality share investments 
frequently outperform other asset classes.

High High Dividends and 
capital growth

10 years or more
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At Prudential, as part of our unique 
Tactical Asset Allocation process, we 
make	use	of	a	long-term	equilibrium	
return framework that helps us to stay 
as	grounded	and	as	objective	as	possible.	
We look at different asset classes and 
decide what sort of return we think 
that rational investors should demand 
from those asset classes over time. It is 
independent of a particular valuation 
starting	point	but	takes	into	account 
the current economic environment. 
Our return framework is defined in real 
terms	(i.e.	returns	in	excess	of	inflation).	

When	we	refer	to	long-term	or	
equilibrium	returns,	we	are	talking
about returns over ten years. There is 
nothing	magical	about	this	time-period,	
but	we	believe	it	is	long	enough	to
look	through	cycles.	Various	macro-
economic cycles and market variables 
experience	peaks	and	troughs	within	a	
period of ten years.

Current returns versus 
equilibrium returns
Understanding our equilibrium
return framework

Graph	1	on	page	19	shows	our	expected 
equilibrium real returns for various asset 

classes. The equilibrium returns are 
based to a certain extent on what
asset classes have delivered historically, 
but	they	are	also	forward-looking. 
These equilibrium numbers are set in 
discussion	with	our	overseas	colleagues	
in	the	Prudential	Group	–	in	the	UK, 
in America and in Asia – and so this 
fits	into	a	global	framework.		

For example, we think that South
African	government	bonds	should	have	
an	average	real	yield	of	3.5%	over	the	
next 10 years. 

Current returns and valuations
vs. equilibrium values

If we buy assets today, we may
not be able to expect the returns
indicated in the equilibrium
framework	because	current	pricing
might	not	be	at	equilibrium.
Graph	2	shown	on	page	20,	contains 
the	same	information	as	Graph	1	as	well	
as the current asset class valuations. 
The required real returns are shown 
for the different asset classes in black. 
The red bars and numbers show the 
current valuations and therefore provide 
the overlay of where we are today. This is 
an indicator of whether we believe that 
different asset classes are currently cheap 
or expensive and hence whether we 

should	be	overweight	or	underweight 
in that asset class. It is important to  
note	that	this	methodology	merely	
focuses on current valuation and is not 
some	kind	of	magical	“black	box”	that	
tells you when to buy or sell assets.

The	way	to	interpret	the	graph	is	that 
if	the	red	bar	is	above	the	grey	line, 
then the asset class is cheap or attractive. 
We	are	being	overcompensated	for	the	
risk	we	are	taking.	The	reverse	is	true	if	
the	red	bar	lies	below	the	grey	line. 
For	example,	equities	have	an	8%	
equilibrium return to compensate you 
for	the	risk	that	you	are	assuming. 
The proximity of the current valuation 
to the equilibrium return indicates that 
equities are currently close to fair value.

One	thing	that	is	noticeable	about 
Graph	2	is	that	there	are	currently	very	
few	valuations	that	are	significantly	
different to the equilibrium values. 
In other words most domestic asset 
classes are currently fairly valued. 
This was not the case, at the worst 
of the financial crisis, where for 
example the red bar for equities was 
well	over	10%.	

Cash	stands	out	by	looking	expensive	
on	an	absolute	and	relative	basis.	Cash	
rates will need to rise at some point, 

Prudential Tactical Asset Allocation Update:
Fair value is the order of the day
Author: Michael Moyle
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but there is no evidence of pressure to 
do so at present. All other asset classes 
look attractive relative to cash, but there 
is risk in that they, with the exception of 
corporate bonds, are not cheap on an 
absolute basis.

Corporate	bonds	look	attractive	as	
corporate bond spreads are above 
average	levels	and	government	bonds 
are close to equilibrium.

Corporate Bonds:
current spreads
are attractive
Graph	3	on	page	20	shows	the credit 
spreads	for	different	credit	rating	
buckets, in other words, the difference 
in yield between the corporate bonds 
with	a	particular	credit	rating	and	the	
corresponding	government	bonds.

The	highest	rating	is	AAA	and	so	
unsurprisingly,	you	get	the	least	
compensation because your default risk is 
the	lowest.	The	lowest	rating	shown	on	
this	graph	is	A	which	has	the	highest	credit	
spreads of the bonds shown here.These 
spreads	peaked	in	the	first	half	of	2009,	
and	are	now	starting	to	come	in.	We	have	
viewed this asset class favourably for quite 
a while and continue to do so, but it is 
very	illiquid	and	so	getting	exposure	to	
these assets is difficult.

Graph 1: Equilibrium returns
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Graph 3: Corporate Credit spreads in SA
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Valdon Theron 

Valdon	Theron	is	our	new	Head	of	
Institutional	Business,	taking	over	the	
reins	from	Bernard	Fick.	Originally	from	
Pacaltsdorp	(a	part	of	George),	Valdon	
studied	at	the	University	of	Stellenbosch,	
obtaining	a	BSc	(in	Maths	and	Stats) 
and	MBA	degree.	He	is	also	a	CFA 
charter holder. 

When	he	is	not	working,	Valdon	spends	
time	with	his	wife	Candice	and	their	two	
daughters	or	buries	his	head	in	a	book. 
A voracious reader, he usually reads 
and	enjoys	a	variety	of	genres:	anything	
investment-related	as	well	as	lighter	fiction.	
Valdon	is	also	an	avid	but	‘struggling’	
golfer,	and	likes	to	play	touch	rugby	and	
soccer	socially	with	friends.	He	is	a	devoted	
Tottenham	Hotspurs	fan.	

Meet the team



All things considered.

Consider This is a publication aimed at providing general 
market information, views and opinions to South African 
investors. Nothing in this publication is an offer to or 
solicitation for investors to invest in any of the capabilities 
or products offered by Prudential Portfolio Managers (SA) 
(Pty) Ltd. General market performance data may have been 
provided for illustrative and explanatory purposes. *

Each capability or product has specific terms and 
conditions for investment as well as differing fees and 
disclosure requirements. Investors may access Prudential 
Portfolio Managers capabilities by means of:

1. Segregated portfolios managed on a discretionary basis
 by Prudential Portfolio Managers (SA) (Pty) Ltd, which is
 an approved discretionary financial services provider
 [FSP 615]. The assets remain owned by the investor
 and are managed in accordance with a specifically
 negotiated mandate agreement. PPMSA does not
 provide financial advice as defined by the FAIS Act. 

2. Pooled policy based market linked portfolios which are
 issued by Prudential Portfolio Managers (SA) Life (Pty)
 Ltd, which is a registered Long Term Insurer (linked
 policies only). The terms and conditions of investment
 and fees and costs are described in the relevant product
 documents and policy contracts.

3. Collective Investment schemes which are managed by
 the Prudential Portfolio Managers Unit Trusts Ltd, which
 is a registered CIS Management Company [Manco 29].
 The terms and conditions of investment and fees and
 costs differ depending on the scheme selected and
 are described in the relevant product documents and
 fund fact sheet.

Physical Address:

7th Floor, Protea Place,
40 Dreyer Street, Claremont, 7708

Telephone number: +27 21 670 5100 

Web address: www.prudential.co.za

* 1. Segregated performance: 

 The investment portfolios are market-linked and no
 guarantees are given. Market fluctuations, changes in
 rates of exchange or taxation and market trading costs 
 may have an effect on the value, price or income of 
 investments. Since the performance of financial markets 
 fluctuates, an investor may not get back the full amount 
 invested. Past performance is not necessarily a guide to 
 future investment performance.

2. Unit Trusts: 

 Collective Investment Schemes (unit trusts) are
 generally medium-to long-term investments. 
 The value of participatory interest (units) may go
 down as well as up. Past performance is not
 necessarily a guide to the future. Unit trust prices are
 calculated on a net asset value basis, which for
 money market funds, is the total book value of all
 assets in the portfolio divided by the number of units
 in issue. The Prudential Money Market fund aims to
 maintain a constant price of 100 cents per unit. The
 total return to the investor is primarily made up of
 interest received but may also include any gain or
 loss made on any particular instrument held. In most
 cases this will have the effect of increasing or
 decreasing the daily yield, but in some cases, for
 example in the event of a default on the part of an
 issuer of any instrument held by the Fund, it can have
 the effect of a capital loss. Such losses will be borne
 by the Prudential Money Market fund and its
 investors and in order to maintain a constant price of
 100 cents per unit, investors’ unit holdings will be
 reduced to the extent of such losses. Fluctuations or
 movements in exchange rates may also be the cause

 of the value of underlying international investments
 going up or down. Unit trusts are traded at ruling
 prices. Commissions and incentives may be paid and
 if so, would be included in the overall costs. Different
 classes of units apply to the Prudential Collective
 Investment Scheme Funds and are subject to different
 fees and charges. A detailed schedule of fees and
 charges and maximum commissions is available on
 request from the company. Forward pricing is used.
 A fund of funds unit trust may only invest in other
 unit trusts, which levy their own charges that could
 result in a higher fee structure for these portfolios. 
 A feeder fund is a unit trust fund that, apart from
 assets in liquid form, consists solely of units in a
 single portfolio of a collective investment scheme. 
 All of the unit trusts except the Prudential Money
 Market Fund may be capped at any time in order
 for them to be managed in accordance with
 their mandates.  

The FTSE/JSE Africa Index Series is calculated by FTSE 
International Limited (‘FTSE’) in conjunction with the 
JSE Limited (‘JSE’) in accordance with standard criteria. 
The FTSE/JSE Africa Index Series is the proprietary 
information of the FTSE and the JSE. All copyright 
subsisting in the FTSE/JSE Africa Index Series index 
values and constituent lists vests in the FTSE and the 
JSE jointly. Their rights are reserved.




