
 
 
 
 
 
 
 
 

 

 

 

 

 

Prudential Funds Commentary: month ended 31 August 2010 
 
Domestic Equity 
 
After having enjoyed a positive month in July, returns in August on the local stock exchange were 
once again negative with the FTS JSE giving back over half of the prior month's gains. The bulk of 
the negative return on the local exchange could be attributed to mining and resource stocks, 
though a large number of other sectors also slumped on the month. 
 
Overweight positions in Anglos, Billiton and Exxaro detracted from the Fund’s performance. The 
retreat on global equity markets centered on concerns and pessimism about the possibility that the 
global economic recovery could stumble, which would have a detrimental affect on the global 
demand for resources. 
 
 Underweight positions in the gold also hampered performance as global investors looked for 
temporary refuge in the producers of this traditional haven commodity. In contrast underweight 
positions in platinum stocks contributed to performance, with the greatest contribution coming from 
an underweight position in Anglo Platinum which fell 13.2% on the month.  
 
Strong single stock contributors included overweight positions in the defensively aligned BTI 
(formerly BAT), and Old Mutual, which ended the month 3.6% up on the news of HSBC's intention 
to acquire up to 70% in Nedcor. 
 
Negative sentiment in the market around cyclical stocks saw food and drug, and general retailer 
stocks (sub sectors in which the fund has overweight positions) falling on the month. The biggest 
detractor from these two sub-sectors came from an overweight position in Woolworths which fell 
5.4% during August. 
 
It should be noted that there remains a lot of negative sentiment on local and global equity 
markets, the extent of which does not appear justified by the available economic data. In this space 
investors must maintain rational and structured approach and process in determining valuations, 
and expect that over the shorter term returns are likely to be volatile and affected by any negative 
global macro news flow.  
 
In terms of valuations on the local equity market, if earnings come through and meet consensus 
analyst expectations, then equities are currently on the cheap side of fair value for the patient 
investor. This is illustrated by local equities ending August on a one year forward earnings yield on 
9.4%; above what we would believe to be the long run equilibrium earnings yield for this asset 
class. 
 
Based on research we have done using the current trend earnings yield, we believe local equities 
have a very strong probability of outperforming all other local asset classes over a three year time 
horizon. 
 
Whilst we believe local equities are offering value, we are not exploiting any specific investment 
themes at present, but rather focusing on identifying the value opportunities within sectors. 
 
 



 

 

 

 

Domestic Bonds 
 
The local bond market saw further gains in August with 10 year government bond yields falling 
0.35% to close the month yielding 7.94%. Yields have now fallen close to 1% since the end of 
June and are trading at levels last seen in the early part of 2009. The move in local bond yields 
reflects a similar experience in international bond markets which have also seen bond yields move 
sharply lower. Local data releases served to further reinforce the rally in bonds with July's CPI print 
once again surprising at 3.7% versus the consensus forecast of 4% and second quarter GDP 
disappointing at 3.2% versus the consensus expectation of 3.9%.  
 
Corporate spreads continue to move lower with strong demand seen across all sectors.  
 
Non-government bonds have been performing strongly in recent months and the Fund has been 
well positioned to benefit from this. Our analysis continues to indicate that there is further value 
from this sector to come over the medium term and the Fund's position will continue to benefit 
performance against this backdrop. 
 
Firstrand (AA rated) dominated issuance during the month raising R4.2bn of senior debt across a 
range of tenors, primarily to refinance a number of upcoming maturities. Absa successfully issued 
R2,4bn of residential mortgaged backed securities during the month, the largest issuance since 
2007 which is encouraging for this market sector.The fund maintains its credit overweight. 
 
Subsequent to the end of the month the South African Reserve Bank cut rates by 0.5% on 9 
September. This was hardly unexpected and had been the consensus view amongst local 
economists for some time. The SARB has lowered its inflation and GDP growth forecasts. 
Targeted CPI inflation was seen bottoming out at 3.7% (previous meeting forecast: 4.5%) in 3Q10, 
and averaging 4.8% in 2011 and 5.1% in 4Q12 (5.3%). GDP growth was expected to average 
2.8% in 2010 (2.9%) and 3.2% in 2011. The SARB highlighted the strength in the rand as a key 
downside risk for inflation. The expectation that policy rates in key economies could remain lower 
for longer was seen by the SARB as a key support factor for the rand.  
 
 
Domestic Property 
 
Fountainhead Property Trust and Redefine Properties Limited recently reported disappointing 
financial results. As a result investment analysts have downgraded their earnings forecasts for the 
current financial year by 2%, in respect of Fountainhead, and 4% for Redefine. 
 
Market prices adjusted rapidly with both stocks subsequently underperforming the South African 
Listed Property index by amounts corresponding to the earnings downgrades. Both stocks hold 
large diversified commercial property portfolios and investors may now justifiably ask two key 
questions 1) have local commercial property fundamentals, in general, deteriorated more rapidly 
than analysts expected 2) are these results a leading indicator of further negative earnings 
surprises.   
 
In our view, Fountainhead and Redefine’s results were disappointing for stock specific reasons 
rather than broad sector issues that will have a direct impact on other listed property funds. 
Fountainhead is currently redeveloping the Blue Route Shopping Mall in Cape Town. The 
disruption of normally trading conditions during this R680m redevelopment project is expected to 
temporarily depress turnover and other rentals. Management at Redefine attributes the reduction in 
their earnings guidance primarily to lower fee income, lower dividends from offshore investments 
and the failure of a tenant to take occupation of a newly developed hotel in Cape Town. In our 
view, these factors are largely unique to Fountainhead and Redefine and are unlikely to lead to 
material earnings downgrades for other property stocks.  
 



 

 

 

 

 
Domestic Money Market 
 
CPI surprised to the downside printing 3,7% for July from 4,2% yoy in June lower than the 
consensus expectation of 4%.  Goods and services inflation printed below 6% and food inflation 
seems to have reached the trough.   
 
PPI for July increased by 7,4% yoy from 9,4% yoy in June mainly due to lower than expected 
increase in electricity component and lower commodity prices.  Slower growth has dampened 
inflationary pressures coupled with the strong Rand.  The bond market rallied on the release of the 
CPI with the consensus calling for another interest rate cut in September.   
  
Private sector credit extension for July increased by 2% yoy versus 0,92% yoy in June due to 
improvement in household lending.  The data points to an improving trend but caution should be 
exercised as the increased business activity of the World Cup would have impacted on the 
numbers.  Corporate credit demand has improved but still remains subdued.   
 
The SARB's Monetary Policy Committee (MPC) will meet in September to decide on interest rates.  
The forward rate agreement (FRA) market signals that the MPC will cut interest rates by another 
0,5% in September.  
 
International Equity  
 
After a strong run in July, global equity markets retreated slightly in August. A lot of the retraction 
can be attributed to negative sentiment around job numbers emanating from the US (the total 
payroll remained negative during the past month, though weekly jobless claims declined in the last 
two weeks of the month), and pessimistic concerns around second quarter GPD numbers from a 
number of countries. European equity markets rallied slightly at the very end of the month on the 
back of solid and better than expected economic data, but still ultimately finished the month down. 
 
Whilst the economic recovery in major economies remains fragile, the negative outlook in the 
market seems overdone and does not justify the current pricing of equity markets. Global equities 
therefore remain attractively priced on their long run earnings yields for the investor with an 
appropriate medium to long term investment outlook.  
 
International Bonds 
 
Global bonds delivered a small positive return on the month, though this was not accompanied by 
any major developments and was to some extent attributable to rand weakening against the dollar, 
the currency which dominates the global bond benchmark. 
 
The Fund's international fixed interest holdings are almost exclusively orientated towards corporate 
bonds and some cash. The Fund sold down its exposure in sovereign bonds in favour of cash in 
previous months as government bonds in developed markets were, and remain, on the expensive 
side. The Fund retained this position during the month. 
 
We continue to see value in corporate spreads, which have been coming in during the year, 
though more recently they have moved out slightly and largely remained there during the month. 
There was little in the month to indicate any change in the outlook for default rates.  
 
 


