BUSINESS D&Y INVESTORS MONTHLY
_p.ds

OVERVIEW OF THE MONTH

Safety first amid market jitters
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ABSOLUTE RETURN FUNDS

Keeping it real with capital growth

BY WARREN DICK
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IRST, DON'T BE put off by the

name. Then take a deep breath

and pepear afrer me: the domesnoic
asset allocation mrgered absolure and
real return sector is the name chosen o
wlentify funeds thar seek to preserve and
groww the capital of investors, in real terms,
Real oof course means any return thar s
greater than nfaton, And imiflation in the
comtext of our country s defined by the
comsumer price index (O as measured
by Stats SA and reported wadely in the
H'I{‘QI:!.I.

The seripr poes somethung like this: ar
the end of the d;r_r the basker of honschold
goods and services thar Stats SA chooses
to use is supposed to represent the
“average” cost of ving. And ar the end
of the dav, an absolute retarn (11 vse
the abbreviared version) fund manager’s
sole purpose 15 toomake sure thar vour
investments grow faster than the cost of
lhiving,

Lets use the US as an example. With
mtlation new runming ar<4,5% a vear,
banks are offering 1nvestors approximarely
0,53% a year to pur their money with
them. Arrractive? Clearly nor so much,

The difference (-4%) represents the

exactly this type
of 1nvestor that would find an absolure
return fund appealing, and this would
nchude prople abowr toorenire as well,

Ihe underlving plalosophy of the
SECTOr is [o gt just enough exposure
tor sk — by way of cqutios — to pursue
mithanion-beating returns, while keeping
this exposure sutficiently small so thar the
fund does nor incur capital losses over
any 1 2-month period. 1t is 4 balancing act
[i'lﬂr thﬂ.' f ”1.! l'l'l..'l:lhlj.':,l."l'.\,'\ :.‘ru.‘,.];;r,' Wil |'I|E'| ‘]Tl;'
context of their view of the world asawell
as the mandare thar they are ulumarcly
responsible tor tulfitlng,

As most of the funds we reviewed were
Regulanion 28-<compliant (able o be
invested in by a pension fund), equirtics
were limiared o a masmmum of 5% of
the portfolio, Cwing o the caurious
environment created by the sovereign debr
sitation in the EU and US, all of the fund
managers we spoke o were well withan
this limit,

Where equaties serve a volanle buat viral
role in chasme real returns, fund managers
reiery po conventional government bonds
and money marker insrrunients to ensure
rerurng that can be banked on, oven it
they are a litle bit shy in delivering what's

lil.!l'..'l.ii“l:'l H:l- rh‘.‘ir I'H.HIL‘ I"‘l'l‘l'[h Pl.]“ "uL'Tfr
shore, which means they have been buyving
bomals thar are ser poomature i the nese
six o 24 months, This keeps the portfolio
responsive o any changes in mierest rates
over the peniod and prevents the porttolio
from losing out when rates begin to rise.

Bur the “gooto man”™ tor many of the
porrtolios are the milanon-linked bonds
{IL.Bs). These mstroments are issoed
by national governments as well as by
certain corporate aned quasi-govermmen
insTipurions,

Fond managers refer to these bonds
as the anchor of their portiobios, as they
are guaranteed to pay a margin above
mnflation, regardless of whar inflanon
may he, To gve vou an wdea: a tvpical
sovernment LB pavs anongerest rate of
approximarely 2,5% above intlanon,
whereas corporate ILBYS can vary between
3 and 3.5% above inflarion.

This sector of funds CHCOITISSCS
mandares that can vary guite sigmihcantly
in the returns they arger, and by
implicarion m the risk thar they are
prepared to assume, For instince the Absa
Inflation Bearer fund ran by Ereol Shear s
a very conservative portfolio thar targets 2
ceturn of CPHplus 3%, At the other end of
the scale vou find the Cadiz Egury Ladder
T I"ln ITHII\,".'I‘[."\ l:lr:||.|‘_.' II'I.“ ‘|'i'l.'l\"‘;| [ir Iﬂ.r.l;i.'[
a retorn of CP plus 6%,

Chne chimg seems clear from our review,
the tund managers have achieved whae
they ser our o do, and intlation - tor now
—has been firmly put inies place, [H
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. ABSA INFLATION BEATER FUND

Period Comulative | Rank **
redurm

Six months 1EES 12
Oreyesr | vms[ w
Three years” 9| W
Frve years” §,36% 13
Fund size (Rmj: 50

Total expense ratia; 1 45%

i " (Remeiiin pases Sorellon tigeted

Sowrce: Mormingstar

UESTION: who do you pur in

the slips? Answer: someone

with a safe pair of hands. And
thar s exactly what the Absa Intlanon
Bearer Fund managed by Errol Shear is
to investors: a safe pair of hands, That's
bécause the fund Bas returned 9.6% 2
vear afer fees for the past three years,
whale inflation has been averaging 3,4%,.
And i has managed o do this whale
keeping volatlity down to a mimimum -
2445 since Inceprion.

Shear states that preservanon of captal
comes hirst, and admirs o unhsmg the
full cquicy allocation only once in the
fast bew vears. When he docs venture
intes the equity market iris o buy srable
companics with dividend Hows thar are
I'l"!:l“'r'l'i!l.' .I‘-\llr{'{l, .!I'I'lj i'IL' L'Ili{l!l"-r ..ll..'l,l[II:TI-IIH
balance sheets thar have goaod old
fashioned hard assers behind them,

Pllr&-l]l“g I'Ilii..lti["'l I'H.'.:llll'lg refurns
means Shear is a regular customer at
the inflation-linked bond desk, These
Msiruments = {}rh{'f\‘{ﬂiﬂ kr]f}“'ﬂ as
wmtlanon linkers = account for 439 of the
portiolio, and the reason Shear likes them
somuch is because they tvpically pav a
small margin above CPL Because of ths
fact they form the long-term core of the
portioho,

Tor boldster vield while protecring capnal,
Shear also mvests an floanng rate bonds,
primarily ssued by banks, These ard
usually at rares individual investors on
their own would never sce, Shear also
buyvs the shoreer-dared paper by way of
money marker msrruments thar have
maturitics of not longer than 12 monchs,

This accounts for abour 22% of the
porttolio and ensures things stay mice and
liguid.

[ron't expect any dropped carches from
this tundl.

. NEDGROUP INV POSITIVE RETURN FUND

Peried Comulative | Rank "
rEturm

Six rmpnths 1,48% 3
Ome year 5,53% 41
Three years® 7188% 16
Fivi years® 9.35% 10
Fund size (Rmj: 5241
Total oxpense ratio: 0,77%

“anmpadised plten " Domesbc asset aliocoion tag e
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HEREVER THERE IS risk there

i protection, is the manera

of the Nedgroup Investments
Positive Return Fund, managed by
:I,!'L'QI..:FI:"III 1AW ESTNEnE rl'l_ﬂlli_l,.':j_‘l'l'“"l'lt,

Chief investment officer Guy Toms
explaing that the fund uses a quantitative
approach o is aim of achieviag returns
of inflation plus 4%, while striving 1o
meur i losses over a 12-month period,

This makes the fund partcularly
appealing o people that are nearing
retirement, savs Toms, You soll want o
parricipate in growth assers = like ecquities
= but net ar the expense of incurring
capital loss,

key 1o ensuring that your capital 15
abways protecred, the fund makes use
of options and futures to prevent any
dewnside risk, This essentially mcans that
nvestors give up some of their upside
potential in order to “buy insurance™ o
|1T'I;."I.'1."Il|' th' 1.14 P“"I'l'\l{,ll'.' |1.H.\.

In arder o construer a perfectly hedged
portfolie, Toms buys shares listed m the
Toop A0 imdex for the equity component
of the portioho, and then uses Alsi 40
futures and options o nsure agamst any
lessses they may incur

When making his asser allocanon
decision, Toms evaluares how much

msurance he can bay for the portiolio
first, which is usually a function of interest
rates and volatlity in the marker. 1f the
sitaron affords him the opportunity ro
buy insurance cheaply, then he increases
the exposure hs portfolio has o equites,
At the moment half of the portfolio
ik III'r'l..'.‘iEI..'t.! 11} ] t'ﬂ.illi“ﬂ"i, "u\'l'!i-l.;l" 1% EL]”\
protecied against any loss,

With mterest rates i SA now
terms, Toims
invests a chunk of the portfolio ing

approaching dero morea

inflation-hinked bonds where they are
avatlable i the marker, These investments
“anchor” the portfolio by ensuring that a
margin above mflation 1s alwavs received,
'\\"I'I“"h 15 .‘i-";”l'l.lf'thi.l'l‘k_: th.;,“ I VESTOTS N rhl!i
fund have been getring used 1o over the
past five years, [Kl

|| CORONATION CAPITAL PLUS

Pexiod Comulative | Ramk **
ralurm

Six manhs 15% 14
One year 1345% 7
Thres years* 12.56% 3
Five ypars® 11,15% 1
Fund size (Rm): 10,065

Total expense ratio: 201%
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ari el petuin gacine

Source: Morningsbor

EEPING IT REAL is a concepr the

Coronanon Capiral Plus Fund

understands very well. Led by
Lowss Stassen and Henk Groenewald, the
Fund anms to achieve returns of CPL plis
4% So far the fund has been delivering
real returns — that is returns over inflation
- 1.‘L|‘ IH'I CRUesy (}1— f;"'\ |||:'||'|.I'.|.'|.!L'. [IIL'I.'\lur.k
shiould be happy.

But hew much risk are they raking?
Stassen poines 1o the fund’s performance
during the global financial ¢risis, where
0% TELA XTI EETH“'IJ.[H'-"II. dh '||'|l'.,k:‘ﬁ|.TI..'d h'n
the loss incurred trom the highest poinr 1o
the lowese ponne, was 8%, This compared
with tunds in the tgeneral equiy] medmm
equity balanced mandare secror thay were
secing average drawdowns of 20%,
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Unhke some of their peers m this space,
they have taken up just abour their full
allocation (24,7% of 25% sllowable)
for offshore investments. And in true
Coronation stvle, they have invested
half of this e companies thar have
subisrannial pricing power, which allows
them to generate returns far in excess of
mflation. Companies overseas that have
been meeling their eriteria include fast
moving consumer goods businesses like
Unilever, P& Goand Colgare Palmolive, A
few: technology companies ke Miceosof
and Cisco have hoed the bill oo,

Locallv the partfolio has been acquiring
the predictable cash Hows of companics
such as Spar, Tizerbrands and MTN,

Al in all, equities account for 30% of
the portfolio. And rrue o the genre,
Stassen and Groenewald have loaded
up on wiflanon-hinked corporate dels,
which pavs a slightly higher margin over
inflation than the government-backed
equivalents, 1K

| | CADIZ EQUITY LADDER

Pariod Cumalative | Rank **
retum

Six manths M58% 47
g yaar 11,446% 1]
Thres years*® 12.08% 5
Fioe yuars® 15.32% 1
Fund gize (Rmj: 1,500

Total expensa ratio: 2.16%

Source: Morningsiar

HE CADIZ EQUITY Ladderisa

bt of a musaomer i the absohie

return category of the Asisa
classifications. This is according to fund
manager Francois Finlay, who says the
fund resembles more of an equiy valoe
fund tham anyehing else; The fund 1=
only in the absolute return caregory
beeause it sometmes holds mare ¢ash
than is permmssible under the Cisea equity
regulations.

The recipe for the fund is fairly

stratghrioeward. Finlay consrrucrs the
fund wang only pwo asser classes: equities
and cash. He then uses dervanves 1o
nvinimise risk.

Phe equity component, which mvests
e the pop 40 index, s allowed o range
between a miaximum of 90% and a
mimmnm of S0% of the fund. It currently
accounts for 55% of the pl'rrt!'nlin.

For the cash CoMmponent. Fi]l|:'|]. INVESTs
with the banks on call and ineo shore-term
Heatimg deposits,

The trickier part comes im where Finlay
uses listed oprions 1o mimmmise losses thas
the cguity component may incur Whar
thig does is allow the fund 1o parnicipate
in the wp- and downside of the marker,
hl.” :i: LRAL |1.!ﬂ'rilll."| II'H.' r'-L'rf‘i'l'lTl..lr!\'L' mn 11|!“!'|
sicles, When the marker moves up the fund
meves up but not o the saome degre, and
WICE VETSd (6 !lt‘.' LEH".IEI‘]HiILIL'.

I'he rationale for using decivanives in
such a way is that the performance over
tune between the fund and the market
will diverge, as the equary ladder recovers
sooner from marker corrections: The
resulis speak for themselves, but beware
that the fund may be more volanle than

some of irs peers in this space.

IKE MANY OF its peers, the

Prudential Intlation Plus Fund targers

i real revurn — mflation plus 5%, But
despate the slightly more ageressive target
(st Fundds target 3%e-4% ) the fund has
vodathioy stmibar ro thar of a bond tund,
savs fund manager Michael Moyle,

The determmation of how moch nsk
|\F(l|-|ti]t|'!|':| !l'lL' {lllll:J rt'J.JLIIrL'h I u]‘:lL‘l‘ ({8]
achiewe this olyecnive is done through
the prism of @ strategic benchmark, says
.'\!u_'.'h.'. Fhis serves 1o act as a I;'ril.pl.l[u.' for
asset allocation over the fone term.

b the mvediuam term (four- (o hive-vear
view ) thie fundd looks ar valuations across
different asser classes o decide which
sectors may justify divergences from rhe
‘i[[qltt',ih,' I""l.:'l'll.'hl!'l.'lrl{. .'"li Ladad W r”]ll'lt:.
Mowle thinks thar offshore eguenies are
atrractively prived and so has allocared
6% of the porttolio to oftshore equity
tunds (mchuding to the Prudential global

|| PRUDENTIAL INFLATION PLUS FUND

Period Cumulative | Rank **
Tetum

Six months 4% L
One pear 1445% 5
Three years” 9,10% 12
Fove years® 16,36% 5
Fand size (Rm): 43713
Total expense ratio: 152%

misor alfc N TATgELE

Source: Mormingstar

gronap’s fumds) that mvest on the fund’s
behali.
The fund has roughly the same

allocation to local equines, and

here Movle points to the fund bemng
overwenght in resources, pariicularly
diversihied miners, as well as m local
banks,

Movle savs he understands the
challenges the banks are facing but thinks
rheir valuations are compelling.

The portfolio also has a sizabic
exposure o hsted property, which
accounts for 8% of the porrfolio. This
is-an asser that usually enjovs a growing
IRCOnIe streant, ...Ir!{l .‘llﬂ}}'l{.' :I'lllik!\ Thq,l:
property vields can grow in real serms
aver the medmm term,
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