
 
 
 
 
 
 
 
 

 

 

 

 

 

Prudential Funds Commentary: month ended 30 June 2010 
 
Domestic Equity 
 
June proved to be another negative return month in what was a disappointing quarter for equities.  
 
The quarter has been marked with renewed fears around the general health of the global 
economic recovery. Market commentators have expressed concern that Chinese driven demand is 
slowing, while simultaneously, questions about the sustainability of a consumer led recovery in the 
US and ongoing fears about the spill over effect of the Greek credit crisis in the Euro zone has 
resulted in a general lack of demand to own risky assets. This has resulted in global equity 
investors demanding increased yields to hold shares in companies where earnings visibility is 
perceived to be deteriorating. 
 
Detractors to the fund's performance over the month were Anglo American and Billiton, which 
ended down 16% and 20% respectively. These companies’ fortunes are ultimately tied to the price 
of the underlying commodities they extract, which in turn are priced on expectations of future 
supply and demand. Given their concerns over global growth, investors in Anglo and Billiton are 
questioning whether the consensus earnings will materialise. The 12 month forward PE of Billiton 
using these estimates is now 7x, which assuming the earnings are achieved, represents Billiton's 
lowest ever rating. The Fund’s underweight position in gold stocks was also a significant detractor 
from performance. Gold stocks have remained a safe haven for equity investors during times of 
economic uncertainty. 
 
Another detractor over the quarter came from the fund's overweight position in Naspers, with the 
price falling on the back of a decline in the value of its Hong Kong listed associate company, 
Tencent.  The Tencent share price de-rated sharply in the month of June following the release of 
revised Chinese regulations aimed at controlling the use of virtual currencies in the on-line gaming 
sector. The market is concerned that the regulations will restrict revenue growth in what has been 
a rapidly growing market for Tencent. 
 
On the positive side, the Fund's core holdings in stocks in which we have confidence that earnings 
will remain resilient in these uncertain times, performed well.  Woolworths, Spar, Adcock Ingram, 
Astral Foods and British American Tobacco all delivered positive contributions to the Fund's 
performance over the month. Both BAT and Adcock Ingram represent defensive stocks with 
reliable earnings that have been trading at an attractive price, the former again demonstrating it is 
a good stock to hold in a falling market. The current market focus is to favour those stocks with 
greater earnings certainty, for which the market seems willing to pay a premium. 
 
June also saw interest rate sensitive stocks such as banks and selected retailers have a good run 
on the month. Rates are now perceived to be on hold with the market not expecting cuts until 2011. 
 
 
 
 
 
 
 



 

 

 

 

Domestic Property 
 
Listed property had a fairly flat month, though fairing well in comparison to other equity sectors.  
 
Managers of listed property funds are often a good source of information regarding tenant and 
investment demand for commercial property. We recently met with several management teams to 
get an update on their views on property market conditions. Most mentioned that vacancy factors 
have stabilized over the past few months. This follows rapid increases in calendar 2009. Market 
conditions are still tough but managers expect some reduction in vacancy factors over the next 
coming year. Letting enquiries from tenants have improved in recent months as the economic 
recovery gains traction. 
 
Low levels of commercial property building activity are cited as a key positive factor, and this is 
partly attributable to stricter credit scoring by commercial banks. In many cases market rentals for 
office and industrial properties are also below feasibility rentals for new developments. Sharp 
increases in electricity tariffs and municipal rates are a major headwind. Although property funds 
recover the bulk of municipal and electricity costs from tenants, these costs undermine the 
affordability of base rentals. On balance, comments from these managers suggest we are close to 
a cyclical low in physical property fundamentals with prospects for some recovery over the coming 
year. 
 
Listed property should deliver a distribution yield close to 9% over the coming year.  In our view, 
listed property is attractively priced relative to short term bond and cash investments that offer 
lower fixed income yields.  
 
Domestic Bonds 
 
Long bond yields drifted higher during the month to close at 8.86% from the 8.75% they were 
yielding at the end of May, the yield curve saw further steepening on the back of this weakness. 
 
The corporate bond market was relatively quiet during June with no large nominal bond issues 
during the month. The Fund participated in a 5 year Investec subordinated debt issue (A rated) 
which priced at 2.57% over the equivalent government bond. 
 
Credit spreads continued to compress and we have seen a significant amount of tightening over 
the first half of the year. Credit has been the primary driver of the out performance over the quarter 
and year on a combination of high credit spreads as well as credit spread compression.  We 
believe corporate bonds continue to offer good value. 
 
Domestic Money Market 
 
Private sector credit extension for May grew at a rate of 0.8% versus a negative 0.86% yoy in April.  
This could be an early signal that the bottom of the credit cycle may have been reached but banks 
are still risk averse and consumers are de-leveraging their balance sheets.  The money supply 
increased by 1.4% yoy in May from 1.7% yoy in April. 
 
CPI for May was up 4.6% yoy in line with consensus expectation from 4.8% yoy in April.  Goods 
price inflation continued to exert downward pressure on inflation which can largely be attributed to 
the weak consumer demand environment. Services inflation remains sticky at 6.5% yoy as it’s 
closely linked to wage inflation.   
 
PPI for May increased by 6.8% yoy from 5.5% yoy in April due to higher commodity prices.  Weak 
consumer demand conditions could put pressure on producer’s margins and hence their ability to 
pass higher costs onto the consumer.       
 



 

 

 

 

The SARB's Monetary Policy Committee will meet in July to decide on interest rates.  The FRA 
curve suggests that interest rates will possibly remain unchanged for the remainder of 2010 and 
only increase in 2011.   
 
International Equity  
 
The Fund's offshore equity return was negative for the month, broadly in line with the benchmark 
MSCI World Index.  The Fund was assisted by the diversification benefit offered by its exposure to 
the Asian and Pacific regions.  
 
The global equity markets dipped on fears of a double dip recession interrupting the global 
economic recovery. Commodity prices initially fell heavily on the month before making a slight 
recovery in mid June (with the notable exception of crude oil) around concerns whether Asian 
economies, in particular China, can sustain their growth momentum, and therefore their underlying 
demand for commodities. Oil prices rallied as high as US$ 79 as the oil spill in the US gulf 
triggered a six month moratorium on exploration and development in regions of the gulf. 
 
Concerns around the European recovery continued, in spite of fairly favourable economic data 
from the first quarter, over the possible impact of debt obligations of a number of their nations, and 
concerns that this will bring renewed strains in financial markets. Euro area economic activity has 
been expanding since mid-2009, with eurozone date continuing to surprise to the upside. The 
upside surprise to key data has been a general theme amongst the G10 countries, though in the 
US we have seen negative data surprises in more recent months. The recent June job report in the 
US, which is always regarded in that market as a very strong indicator of the recovery, was again 
disappointing. Compared with other global indices, the US NASDAQ 100 and S&P 500 
experienced some of the biggest falls during the month. 
 
Whilst overall it was a pessimistic month on the developed equity markets, global equities remain 
attractively priced on their long run earnings yields for the investor with an appropriate medium to 
long term investment outlook.  
 
International Bonds 
 
The Fund's international fixed interest holdings are almost exclusively orientated towards corporate 
bonds and some cash. Corporate bond spreads remain elevated in a global context against a 
backdrop of stronger non-financial corporate balance sheets, where reduced cap-ex, dividend cuts 
and labour shedding have all led to lower levels of gearing and increased holdings of cash. In the 
medium term we would expect these spreads to return to a more normal level, implying 50-100bps 
of credit spread compression relative to government bonds and in that context, corporate bonds 
remain, relative to government bonds at least, attractive. 
 
We have temporarily sold down exposure in sovereign bonds in favour of cash following the strong 
performance from government bonds; prospective returns over the next 3 to 5 years from many 
developed bond markets have become increasingly poor and in some cases probably no better 
than cash but with higher risk. For the time being, the intention is to maintain this cash exposure - it 
reduces the duration of the Fund and we think this is appropriate given the comments already 
made about the expensive nature of government bonds at present.  
 
As further argument against holding too much exposure to government bonds at present is that, as 
a corollary of rising public sector fiscal deficits, we have seen rising private sector savings (both in 
the personal sector and even more so in the corporate sector). These private sector savings are 
unlikely to be predominately invested in overseas assets and no small part of them will find their 
way back in to government bonds. The broad economic backdrop to large deficits is currently 
extremely low cash rates, a low degree of labour pricing power and the absence of any demand-
pull inflation forces, all of which would generally tend to be supportive of low bond yields.  


