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Domestic Domestic Domestic Domestic EconomicsEconomicsEconomicsEconomics    

    Interest RatesInterest RatesInterest RatesInterest Rates    InflationInflationInflationInflation    CurrencyCurrencyCurrencyCurrency    

The past quarterThe past quarterThe past quarterThe past quarter    

After cutting the repo rate by 50bp to 6.5% at the March 
MPC meeting, the SARB left rates on hold in the second 
quarter of 2010. 
 

CPI inflation has fallen comfortably within the target range, 
with May marginally above the mid-point at 4.6%. The 
lagged effects of the strong rand and low food prices 
continue to be the main drivers of the positive trend. 

The rand weakened over the past quarter from a low around 
R/$7.20 early in April to a high above R/$8 before retracing 
somewhat later in the period. Moves were driven by global 
risk aversion, largely linked to concerns about peripheral 
European economies. 

Looking forwardLooking forwardLooking forwardLooking forward    

Most indicators support the notion that interest rates have 
bottomed. This is our core view. The main risk comes from 
a ‘double dip’ in global growth, where the effect on SA 
could lead to another cut. 
 
 

Inflation will probably fall a bit further over the next few 
months, to slightly below the mid-point of the target range.  
However, we expect base effects and eventually a weaker 
currency to start pushing CPI higher. By end-2011 it is 
expected close to the top of the target range again. 

Rand moves will probably continue to be dominated by 
global risk appetite, with the fortunes of the currency closely 
tied to global factors in the near term. We still expect 
medium-term depreciation in line with inflation differentials.  

 
Domestic Domestic Domestic Domestic EquitiesEquitiesEquitiesEquities    

    FinancialsFinancialsFinancialsFinancials    IndustrialsIndustrialsIndustrialsIndustrials    ResourcesResourcesResourcesResources    

The past quarterThe past quarterThe past quarterThe past quarter    
Financials returned -7.8% for the quarter. Industrials returned -4.5% for the quarter. Resources led the market lower, returning -11.9% during the 

quarter. 

Looking forwardLooking forwardLooking forwardLooking forward    

Banks led the Financial Index lower, returning -9.9% for the 
quarter. We remain overweight banks. South African banks 
are well-managed, well-capitalised, conservatively 
provisioned and trade on attractive ratings of 9 times 1-year 
forward earnings and price-to-book ratios of 1.7 times. 
Future earnings growth prospects are good, driven initially 
by an unwinding of the impairment provision and then by 
advances growth as consumers respond to lower interest 
rates. 

We remain overweight industrials, maintaining a significant 
rand-hedge element in our portfolios, owning attractively 
valued, globally diversified businesses that happen to be 
listed in South Africa such as MTN, British American 
Tobacco, Naspers, Richemont, SABMiller and Bidvest. 
 
Our local exposures remain weighted towards quality 
counters with strong franchises and good management 
such as the Spar Group, Woolworths and Mr Price. Despite 
a period of strong share price appreciation for retailers, the 
above counters remain attractive based on our assessment 
of fair value using mid-cycle earnings. That said, we have 
used the recent run to take profits in Shoprite, Truworths 
and Foschini. As mentioned in previous commentary, we 
believe small caps present a compelling opportunity to the 
long-term investor and own many quality companies 
trading at 6 times our assessment of normalised earnings. 
 
We continue to favour global over local equities and have 
taken full advantage of this opportunity, during a period of 
rand strength, across our client portfolios. 

While we remain underweight resources, valuations have 
become more reasonable. Diversified miners were 
particularly hard hit during the quarter over concerns that the 
draconian resource super profit tax mooted in Australia 
would spread to other geographies. Anglo American now 
trades on 10 times our assessment of normalised earnings 
including production growth, and we have added to our 
holding. It has long-life, high quality assets and post the  
$2 billion dollar convertible bond, the balance sheet has 
been strengthened. Following a sustained period of high 
commodity prices, inefficiencies had crept into the business. 
Management have embarked on a significant cost-cutting 
initiative and this will be supportive of future earnings growth. 
We previously had zero direct exposure to platinum, but have 
started buying Impala Platinum during the quarter. Post the 
sell-off it trades on 12 times our assessment of normal 
earnings with the optionality of achieving greater production 
in Zimplats, its low-cost, high grade, Zimbabwean operations. 
We remain underweight gold counters, with our only 
exposure being a 3% position in Anglogold. 
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        Domestic Domestic Domestic Domestic Fixed Income & PropertyFixed Income & PropertyFixed Income & PropertyFixed Income & Property    

    Money MarketMoney MarketMoney MarketMoney Market    BondsBondsBondsBonds    PropertyPropertyPropertyProperty    

The past quarterThe past quarterThe past quarterThe past quarter    

With the repo rate flat over the quarter and no change is 
expected for some time, 3-month Jibar was largely flat over 
the quarter. 

There was a slight weakening bias in bonds over the 
quarter in line with the weaker rand, but they remained 
supported by strong core global bond markets, better-
than-consensus inflation numbers and indications that the 
fiscal situation was turning out better than initially 
expected. 

Listed property took a breather after a very strong start to the 
year. Initially, it continued on its upward path into April, but 
retraced mid-quarter as risk aversion returned to investment 
markets on concerns about the Greek crisis. Some positive 
momentum late in the quarter resulted in the sector  
delivering a positive total return of 0.6%. In addition to 
negative return momentum after weaker than expected 
guidance from Redefine at its interim results, the sector 
received little support from longer dated bonds as the 10-
year rolling bond yield moved 24bps higher to 8.86%. With 
little movement relative to bonds on a yield perspective the 
result was an increase from 8.6% to 8.9% from a weighted 
average forward yield perspective. 
 

Looking forwardLooking forwardLooking forwardLooking forward    

Money market rates have rallied somewhat going into the 
third quarter on renewed rate cut optimism, and can be 
expected to retrace should another cut not materialize.    

Bonds will probably remain supported by lower inflation 
readings in the short term. 

Despite the general sense that vacancies and lease renewal 
rates are under pressure within the broader property sector, 
signs of an improvement are gradually coming through. 
Current trading levels suggest that the market continues to 
price in either very strong distribution growth or additional 
credit for the growth to be achieved over the next 12 months. 
However, even taking into account earnings growth two years 
out, the current forward yield relative to the rolling  
10-year bond yield is not warranted. Thus either bond yields 
or property yields must give in opposite directions. Therefore 
expect volatile trading conditions in the short term as 
although things may surprise in a positive manner on the 
macro-economic front, the current levels may be pricing in a 
rate cut, of which the likelihood is very small.  

 
Global MarketsGlobal MarketsGlobal MarketsGlobal Markets    

The past quarterThe past quarterThe past quarterThe past quarter    

Markets fell sharply during the second quarter as the sovereign credit crisis continued amid early signs of the global economic recovery starting to lose steam. A trillion dollar bailout 
agreement between the euro states brought a brief calm to the markets in April but actions taken to cut budget deficits in Europe have raised fears of a double-dip recession. Speculation 
of a breakup of the euro led to weakness during the quarter but eased during June, allowing the currency to rise off its recent lows. Adding to market concerns were the drastic steps taken 
by the Chinese government to reign in rampant real estate speculation. Oil fell $10 as economic woes increased and gold rose strongly, briefly reaching a record of $1257/oz before the 
end of June.  
 
In terms of regional equity performance, Japan was the best performing region, falling 10.1% (in US dollar terms). North America was next best, falling 11.4%. Europe, given its current 
troubles, was the worst performer, falling almost 15% on the back of a weakening euro. Asia ex-Japan fell 14.2%.  

Looking forwardLooking forwardLooking forwardLooking forward    

We continue to see fundamental value in equity markets and believe the companies we invest in will continue to achieve double-digit growth even with the lower global growth prospects. 
Despite recent pessimistic newsflow, we believe that corporate earnings will remain robust and may be well ahead of the flat expectations of sell-side analysts. The crisis in Europe is now 
fully reflected in the market but may generate some volatility in the near term as political and policy issues are dealt with. Another equity market rally may be some time away but in the 
interim, this is a good environment for fundamental stock picking managers. 

 


