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THE LAST THREE YEARS HAVE BEEN UNUSUAL 
 

Equities, bonds and cash have barely beaten inflation over the past three years. Further, with the three asset classes 
having delivered similar returns (roughly 7%) over this period, investors were not compensated for taking on additional 
risk.  
 
Asset class returns – periods ending 31 August 2017 

 
Source: Coronation 
 

We don’t believe this environment to be normal, however, and given the opportunities we are starting to see in the 
market today, we expect the situation to revert to one where equities will again start to deliver excess returns to 
compensate investors for the additional risk taken.  
 
As always, a note of caution should be added when evaluating returns over a relatively short space of time. At 
the time of writing, the 7% average return from equities over three years mentioned above have morphed into a 
10.4% per year, while cash and bonds are still at 7% p.a.  
 

ACKNOWLEDGING THE RETURN EXPECTATIONS GAP 
 

Despite the disappointing returns delivered by equities and bonds (the main building blocks of a multi-asset 
portfolio), insights from a recent client survey showed that the return expectations for absolute return funds err on the 
high side. In fact, return expectations for income-and-growth funds are almost similar to that of long-term growth 
funds - an unrealistic assumption given the significantly lower risk budget deployed by funds in the income-and-
growth category. In our view, a more realistic return expectation for our absolute return funds is CPI plus 4% (in the 
case of Capital Plus) and CPI plus 3% (in the case of Balanced Defensive). Unfortunately, over the past three years this 
was a near impossible target to achieve given the mediocre returns delivered by the underlying building blocks.  
 
As a result of client expectations not being met, we’ve seen significant outflows from the income-and-growth category 
at industry level. These flows have largely been channeled into managed income funds and cash deposits. The 
thinking driving this behaviour is typically that if you are able to achieve the same level of return from lower risk 
options, why would you need to take on additional (unrewarded) risk and invest in a fund with exposure to growth 
assets? The implicit assumption made by investors reaching this conclusion is that the experience of the recent past 
will continue to repeat in future. 
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 Acknowledge the expectation gap 

 
Source: Coronation 

* Average return expectation for existing investors in our income-and-growth funds that participated in a survey conducted during June and July 
2017 
** 50:50 model portfolio used as proxy for income & growth fund with asset allocation set at 35% local equity, 10% global equity, 5% local property, 
35% local bonds and 5% local cash 

 
Ultimately, we strongly believe that the key risk that more conservative income-and-growth investors need to avoid – 
counter-intuitively - is not taking on enough risk.  
 
Investors need exposure to growth assets to be able to maintain their spending power through retirement. Further, 
investors should avoid falling into the trap of chasing returns as is clear from the graph below. Investors tend to 
commit capital when returns have been good and withdraw after they experienced a tougher time. We don't believe 
this to be an appropriate investment strategy for long-term investors. Ultimately, one requires the patience to look 
beyond any short-term pain and avoid locking in any losses by selling low and buying high. 
 
Don’t fall into the trap of chasing returns 

 
Source: Coronation 
 

WHAT DOES THE MACRO BACKDROP LOOK LIKE? 
 

The global economy has been marked by steady and improving growth; continued low inflation; and as a 
consequence low interest rates, which provided a good backdrop for the valuation of risk assets.  
 
While this has resulted in decent outcomes from global markets, there are a couple of risks in the system. The first is 
the impact that a wave of US protectionism or an acrimonious divorce in Europe will have on the global economy. 
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 Secondly, from a geopolitical perspective, there is the ongoing threats of nuclear war between the US and North 

Korea. 
 
Looking at South Africa, we have our own diverse set of problems. The country is facing a crisis of confidence. South 
Africans are very unsure about the future, which means they are not committing new capital to investing, ultimately 
stifling economic growth. This lack of confidence is mostly due to the squandering of money by government, coupled 
with bad decisions and poor capital allocation. Low confidence levels also affect spending, which impacts 
employment.  
 
According to the Bureau for Economic Research's consumer confidence index, more than three-quarters of 
manufacturing firms see the political climate as a constraint to doing business in South Africa. 
 
Politics major cause of current pessimism 

 
Source: Bureau for Economic Research 

  

INVESTMENT OUTLOOK AND PORTFOLIO POSITIONING 

 

When building our portfolios, we are not overly fixated on the macroeconomic outlook. We are more upbeat about 
domestic equities than we were three years ago when the market was expensive. There are many South African 
businesses for which the returns going forward look better than they have for quite some time. Most of that has to do 
with the fact that the base is so low. If our macroeconomic outlook improves just a little bit, and companies are able to 
improve their topline only by a small margin, one can easily expect to see a decent improvement in earnings.  
 
The green line in the graph below represents our expected upside to fair value, one year forward. At times in 2007/8, 
2014 and 2015, we had low expectations for returns going forward. The key reasons include the fact that valuations 
were stretched (both price/earnings-multiples and the earnings base were high). Our assessment of expected return 
has edged up as the market de-rated and we now see upside in line with the historical average. This makes it more 
probable that the equity market (and therefore funds with growth asset exposure) will meet realistic return 
expectations over the next several years. 
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 Upside to fair value as at end August 2017 

 
Source: Coronation 

 
We also see value in the UK-listed properties listed on the JSE (Capco, Intu and Hammerson) for which the market has 
discounted the worst case scenario (i.e. a really bad divorce from Europe). Locally, we continue to favour the high-
quality listed property companies such as Growthpoint.  
 
In terms of our offshore exposure, we maintain fairly decent exposure even though we have reduced our equity 
holdings due to extended valuation levels in global markets and the 'Trump' risk of more protectionism and 
geopolitical miscalculation mentioned above.  
 
Within our fixed income allocations, we continue to favour corporate credit to government or SOE debt and prefer 
floating-rate instruments to keep duration risk low. 
 

HOW DO WE MANAGE OUR INCOME-AND-GROWTH FUNDS? 

 

Capital Plus and Balanced Defensive follow an absolute return investment strategy, which focuses on both delivering 
competitive returns over time while managing the risk of capital loss over the shorter term. These funds target 
outperformance of inflation* - not a specific index or the returns of our competitors. While the funds are reliant on a 
positive performance from growth assets to meet their return objectives, the portfolios are managed to provide a high 
probability of preserving capital when markets are falling. 
 
Risk is measured as not losing money and our funds aim to preserve capital over any rolling 12-month period (in the 
case of Balanced Defensive) or – going forward* - any rolling 18-month period (in the case of Capital Plus). In its 10-
year history, Balanced Defensive has never lost money over any rolling 12-month period, while Capital Plus has 
achieved positive returns over one year 96% of the time. The fund has never lost money over any rolling 18-month 
period.  
 
We consider downside risk in every investment decision – as is evident in our broadly diversified asset allocation 
across equities, bonds (inflation-linked, credit, government), preference shares, commodities, property and 
international assets. We limit exposure to individual companies and specific risk factors to avoid building portfolios 
that are overly reliant on just a few ideas. We also use other tools to protect against loss, including buying downside 
protection (using derivatives) when priced appropriately. Currently, for example, we use protection in the form of put 
options for Capital Plus, which has double the SA equity holdings of Balanced Defensive. Like insurance, put options 
can protect the funds against big downturns, in exchange for paying the option premium to the issuer.  
 
*as discussed in more detail in the respective fund commentaries 
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HOW DID THE FUNDS PERFORM? 

 

Our portfolios are managed for the long term. While we are disappointed by the short-term returns, we remain 
encouraged by the real returns delivered by both funds over meaningful periods (five years and longer) as illustrated 
below. 
 
Coronation Balanced Defensive Class P – performance to end August 2017 

 
 
Coronation Capital Plus Class P – performance to end August 2017 

 
Source: Coronation 

 

KEY CONSIDERATIONS WHEN MANAGING INCOME-AND-GROWTH PORTFOLIOS 

 

Ensure the drawdown rate is appropriate 
 
Studies have shown that if you can get through the first 10 years of retirement with your real capital intact, you will 
have a high probability of maintaining your standard of living in the second half of retirement.  
 
The following slide plots hypothetical return expectations versus drawdown rates. The highlighted numbers in the 
middle show the amount of years you have left before you will start to eating away at your retirement capital 
(assuming inflation of 6%).  
 
Income rate and return analysis – years before your income will start to reduce if inflation is 6% 

 
Source: Asisa Standard on Living Annuities with additional calculations by Coronation 
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As we have highlighted before, many retirees are expecting returns in the region of 12.5%, and drawing and income of 
5% - 7.5%, believing their capital will comfortably last for a full retirement. However, they may not be aware just how 
sensitive their income security is to a change in expected return of as little as 2.5%, reducing the sustainability of their 
retirement income dramatically. 
 
The prudent recommendation remains for initial drawdown rates to be set in line with the rates quoted for CPI-linked 
underwritten annuities, which is currently in the region of 4% - 5% for those starting to draw an income in their early 
sixties.  
 
You need enough exposure to risk assets 
 
Investors requiring an income over a long time horizon need enough risk asset exposure to achieve reasonable real 
growth over time, but not so much that a near-term market correction impairs your capital base. Capital Plus (with a 
70% growth asset limit) and Balanced Defensive (with a 50% growth asset limit) are managed in a manner that is 
consistent with this requirement. 
 
Beware the retiree’s investment horizon 
 
Your investment time horizon is key, especially given the short-term focused world in which we find ourselves. Even 
post-retirement, life expectancy continues to increase meaning most retirees need to plan for the possibility of 
spending three decades or even longer in retirement. Your key objective must be to sustain your standard of living 
over a full retirement. The most appropriate investment solution in most cases will be one that is long-term in nature.  
 
 

OVERCOMING THE INCOME-AND-GROWTH CHALLENGE 

 

The following considerations may prove useful when considering the difficult trade-offs retirees need to make: 
 

- Have reasonable and prudent return expectations: Target a real return consistent with an appropriate risk 
budget and do not anchor off very favourable historic returns. 

- Manage inflation risk: While inflation is currently relatively low, it remains a real risk given the uncertainties 
inherent in small, open and fragile economy on the southern tip of Africa. You need to ensure that you have 
healthy allocations to growth and international assets to give you the best chance of achieving inflation-
beating returns in the long run. In addition, by investing with a manager that can deliver alpha over the long 
term, you may obtain a sweetener over and above the market return.  

- Manage the sequence-of-returns risk: A big market drawdown can have a material impact on your portfolio 
and your standard of living post-retirement. Managing sequence of returns risk is thus important. Don’t be 
lulled into misplaced complacency by the low volatility of the post-crisis years into underestimating the 
importance of downside protection.  

- Manage longevity risk: The likelihood of living longer must be taken into account when setting your retirement 
plan. Insuring longevity risk, moderating initial draw-down rates, or working a little longer are all more 
appropriate responses to managing this risk than naively setting unrealistic return expectations from your 
investment portfolio. 
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 Disclaimer: All information and opinions provided are of a general nature and are not intended to address the circumstances of any particular individual or entity. As a result thereof, there may be limitations as to the appropriateness of 

any information given. It is therefore recommended that the reader first obtain the appropriate legal, tax, investment or other professional advice and formulate an appropriate investment strategy that would suit the risk profile of the 
reader prior to acting upon information. Neither Coronation Fund Managers Limited, Coronation Management Company (RF) (Pty) Ltd nor any other subsidiary of Coronation Fund Managers Limited (collectively “Coronation”) is acting, 
purporting to act and nor is it authorised to act in any way as an adviser. Coronation endeavours to provide accurate and timely information but we make no representation or warranty, express or implied, with respect to the correctness, 
accuracy or completeness of the information and opinions. Coronation does not undertake to update, modify or amend the information on a frequent basis or to advise any person if such information subsequently becomes inaccurate. 
Any representation or opinion is provided for information purposes only. Unit trusts should be considered a medium- to long-term investment. The value of units may go down as well as up, and is therefore not guaranteed. Past 
performance is not necessarily an indication of future performance. Unit trusts are allowed to engage in scrip lending and borrowing. Performance is calculated by Coronation for a lump sum investment with income distributions 
reinvested. All underlying price and distribution data is sourced from Morningstar. Performance figures are quoted after the deduction of all costs (including manager fees and trading costs) incurred within the fund. Note that individual 
investor performance may differ as a result of the actual investment date, the date of reinvestment of distributions and dividend withholding tax, where applicable. Where foreign securities are included in a fund it may be exposed to 
macroeconomic, settlement, political, tax, reporting or illiquidity risk factors that may be different to similar investments in the South African markets. Fluctuations or movements in exchange rates may cause the value of underlying 
investments to go up or down. The Coronation Money Market fund is not a bank deposit account. The fund has a constant price, and the total return is made up of interest received and any gain or loss made on any particular instrument, 
in most cases the return will merely have the effect of increasing or decreasing the daily yield, but in the case of abnormal losses it can have the effect of reducing the capital value of the portfolio. Excessive withdrawals could place the 
fund under liquidity pressures, in such circumstances a process of ring-fencing of redemption instructions and managed pay-outs over time may be followed. A fund of funds invests in collective investment schemes that levy their own 
fees and charges, which could result in a higher fee structure for this fund. A feeder fund invests in a single fund of a collective investment scheme, which levies its own charges and could result in a higher fee structure for the feeder fund. 
Coronation Management Company (RF) (Pty) Ltd is a Collective Investment Schemes Manager approved by the Financial Services Board in terms of the Collective Investment Schemes Control Act. Unit trusts are traded at ruling prices set 
on every day trading. Forward pricing is used. For Domestic Unit Trust Funds, including rand-denominated International Unit Trust Funds, fund valuations take place at approximately 15h00 each business day, except at month end when 
the valuation is performed at approximately 17h00 (JSE market close). For these Funds, instructions must reach the Management Company before 14h00 (12h00 for the Money Market Fund) to ensure same day value. For International Unit 
Trust Funds that are denominated in a foreign currency, fund valuations take place at approximately 17h00 each business day (Irish Time) and instructions must reach the Management Company before 12h00 (SA Time) to ensure the value 
of the next business day. For Tax-Free Investment and Retirement Products, fund valuations take place at approximately 15h00 each business day, except at month end when valuation is performed at approximately 17h00 (JSE market 
close). For these Products, instructions must reach the Management Company before 14h00 to ensure the value of the next business day. Additional information such as fund prices, brochures, application forms and a schedule of fund 
fees and charges is available on our website, www.coronation.com. Coronation Fund Managers Limited is a Full member of the Association for Savings & Investment SA (ASISA). Coronation Asset Management (Pty) Ltd (FSP 548) and 
Coronation Investment Management International (Pty) Ltd (FSP 45646) are authorised financial services providers. 


