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What are we going to do today?

ÅDiscuss which assets should be held and 

when.

ÅDiscuss how we can actually go about 

investing our assets: CIS, trusts, retirement 

funds, etc

ÅWhy investors rationally choose to use 

intermediaries, knowing that as a whole it 

is a negative-sum game.
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Up to nowé

Å We have now come to the last session of the course, and up to now we 

have done the following:

Å Discussed the theoretic motivations for the pricing of financial assets and the 

determination of a fair price. Using MPT theories and the CAPM model we 

discussed how investors price in the risk of assets.

ÅWe then discussed the different assets that investors can hold, in terms of 

fixed income investments, shares in companies and also derivative instruments.

Å Today we will discuss how this can all be combined and utilized for ordinary 

investors to:

ÅProfit off the growth of the market

ÅHedge against inflation eroding asset value

ÅSecure the transfer of assets intertemporally to smooth consumption over time.
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Which assets to hold when?

Å As discussed throughout the course, investors need to assess what 

their intended outcomes for investing are. 

Å We saw that within each investment class lies the potential for 

safer (typicallylower yielding) and more risky (potentially higher 

yielding) investment opportunities.

Å Letõs now discuss which assets could provide hedging in which 

scenarios!
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Indicators to watch when deciding where to invest:

Interest 
rates and 

expectations

GDP

CPI

PPI

SALES

SARB 
announc
ements!

Consumer 
confidence 

indices
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Which assets to hold when?

ÅBroad macroeconomic news (such as the US employment 

figures, the growth prospects of China, the EUõs monetary 

policy changes) impact investorsõ views and therefore the 

attractiveness of investing in certain assets / markets.

ÅConsider, e.g., a better than expected growth forecast (GDP) 

for SA i.t.o. financial assets:

ÅSharesðpositive impact on equity markets, as the prospect of asset 

values increasing is clear.

ÅStronger employment figures also indicate expectations of increased 

production, increased sales and thus increased share values.
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Which assets to hold when?

Consider,e.g., a better thanexpectedgrowth forecast(GDP)for SAi.t.o. financialassets:

Å Positive impacton equity markets. This follows as there would be expectationof

strongersalesandprofits,andthusthe prospectof assetvaluesincreasingis greater.

Å In terms of holding bonds, a strong GDP and employment report is

expectedto havethe opposite impact :

Å Strongeroutput expectationsleadsto a decline in the perceivedinvestmentrisk and

normallyleadsto investorsshiftingfundsto exposetheir portfolios to equities

Å Also, strong employment figures tend to suggestgreater future wage bargaining

power, leadingto higherinflationarypressuresé risingrepo ratesé which is badfor

bondholdings!

ÅIn contrast, weak Emp-figurestypically lead to downward pressureon interest

rates(risingBondPrices)
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Industry / maturity specifics!

Å Of course, the impact of broad macroeconomic indicator changes are different for 

each sector within the equity markets, and for different maturity instruments within 

the FI markets. These discussed now are broad aggregates! 

Å Take e.g. a countryõs PMI (Purchasing Managers Index)ðwhich is an indication of 

changes in manufacturing sales (useful, as purchasing managers typically are the 

first to notice changes in aggregate demand).

Å Bond markets may respond negatively on aggregate to a rising PMI, as itõs 

viewed as a sign of asset market strengthening (lowering demand for safer 

instruments) and also potential for increased inflationary pressure, which may give 

rise to higher interest rates in the future.

Å Equity markets usually respond positively on aggregate to a rising PMI , as 

increased sales should imply increased value of share holdings on aggr.8



Indicators

Å In South Africa, the BERõs consumer confidence index is often used as a 

barometer for confidence in the retail sectoré

Å While the Bloomberg US Financial Conditions Index (BFCIUS )  can be used 

as a gauge to measure stress in the markets by combining everything from 

money-market rates to yields on government and corporate bonds to 

volatility in equities ðexpressed then as ᾀ scores, representing the 

ὛȢὈȢᴂί„ that current conditions lie above / below its 20 year avgé
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Indicators

Å Other US Gauges to measure market stress: The U.S. two-year 

interest-rate swap spread, a measure of debt-market stress. The gauge 

typically narrows when investors favour assets such as corporate 

bonds and widens when they seek the perceived safety of government 

bonds

Å A gauge of U.S. company credit risk The Markit CDX North 

American Investment Grade Index, a credit-default swaps (CDS) 

benchmark that investors use to hedge against losses or to 

speculate on broad creditworthiness.

Å The index typically climbs as investor confidence in credit deteriorates 

and falls as it improves
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Vol Indicators

Å Volatility in Treasuries as measured by the Bank of America 

Merrill Lynch MOVE index while currency swings are 

measured by the JPMorgan Global Volatility Index.

Å In addition to these, there are many other indicators that 

offer investors broad measures of market sentiment, as 

priced by securities (thus it is implied sentiment, not 

sentiment deduced from surveys).
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Value of the currency

Å To foreign investors, expectations of the relative value of the 

currency is vital ðas depreciations erode their investment returns.

Å Here the BoPand Current Account data, as well as inflationary 

pressures & investor confidence (which drive capital inflows) should 

give foreign investors an indication of where the currency is headed.

Å For SA: commodity prices, political stability, EU, US & Chines policies, 

etc. should provide some indication of the likely route the currency 

might follow.

Å Ensuring foreign investor confidence and the steady inflow of foreign 

capital is vital in ensuring the currency keeps its relative value constant
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Å In the financial markets the BoPis only considered important insofar as it 

may provide clues about the course of the value of the currency and the 

MPC rate decisions. 

Å Balance of Payments data are recorded in nominal terms only and therefore 

the actual figures are not particularly useful. 

Å The emphasis tends to be on ratios, such as the one between the current 

account balance and between the foreign reserves and the value of imports. 

Å Although the BoPis only published quarterly, the level of gold and foreign 

reserves is released monthly and provides an indication of whether or not 

the SARB has been active in the forex market in an attempt to influence the 

value of the rand.
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Å The trade balance should not be confused with the current account balance, 

which also includes services and income. It should also be noted that there is 

nothing inherently undesirable about a current account deficit. 

Å When economic growth and investment pick up, imports increase rapidly and 

trade and current account deficits tend to be recorded. Such deficits are thus 

often symptoms of a growing economy and if they can be financed through 

surpluses on the financial account they will also have no impact on the 

currency. 

Å If deficits are regarded as a sign of a strong economy, they may lead to an 

appreciation of the currency.

BoP



Foreign investorsé

Å On the foreign investor side, it is important to consider that SA is 

regarded as a developing country ðand as such is labelled as risky .

Å Therefore adverse news from abroad tends to (ironically) lead to capital 

outflow as a òflight to safetyó ðback to the source of instability!

Å Also very important to foreign investors are interest rates. 

ÅIn order to ensure interest rate parity, funds should in theory flow 

to regions with higher rates (earning investors higher relative 

returns).

ÅThus a REPO rate cut may deter capital inflows somewhat, but we 

see that other factors are more important to frgn investors - such 

as the continued preservation of the value of the rand, for example.
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Other assets to holdé

In addition to debt / equity / derivative instrumentsðother popular investment 

vehicles include:

Å Hard Commodities such as:

Å Gold :

Å Often regarded as a hedge against inflation , political instability and regarded as a 

safe instrument holding in times of economic peril, gold can provide investors with 

steady gains.

Å Naturally, a downside of holding gold instruments is that it does not provide 

investors with any cash-flow in the form of dividends or coupon payments 

(unless you invest in a gold mining company, but that is another story!)

Å Other resource commodities are often impacted by production news, e.g. platinum / 

iron ore prices would be impacted by a growth slowdown of China é
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Other assets to holdé

ÅSoft Commodities:

Å Foods (such as grain futures, etc):

Å Such commodities tend to be affected by various factors including population 

growth, droughts, production techniques, etc. They can also provide investors 

with a good hedge against inflation and political / economic instability ðas food 

will be required irrespective of economic stability!

Å It also has a relatively low correlation with equities and bonds ðremember that 

this implies the possibility of diversification!

ÅProperty:

Å The property market can also be a lucrative investment opportunity to 

investors,  It can also provide investors with a  good opportunity to leverage

their portfolio if they borrow to buy property and rent it out.
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Other assets to holdé

ÅPropertyé

Å Property values have also, in the past few decades, shown great increase ð

and can therefore also provide the investor with good capital gain.

Å Exposing your portfolio to individual property might be risky and costly ð

many factors out of the investorõs control determine the value of a 

property, and being a physical asset, nature can play a role!

Å Most investors do not have enough capital to buy a house, apartment 

block or even a shopping centre ðalthough these can be lucrative 

investments. 

Å For this reason, most investors holding some part of their portfolio in 

property do so by investing in a real estate trust or ETF that track 

property values. 
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Other assets to holdé

ÅCurrencies:

ÅInvestors can also seek hedging against their own currency 

depreciation, or even seek to profit off other currenciesõ 

appreciation by holding assets linked to it.

ÅHolding stock of foreign currency might be difficult and 

even illegal, so investors gain such exposure either by 

holding currency derivatives, forex mutual funds or -ETFs, 

or by investing in forex denominated funds / - assets.

ÅThe JSE has easily accessible means of gaining forex

exposure.19
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Investment Funds
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Top 5 performing funds over the first 6 

months of 2012: PROPERTY
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Stanlib
Global 

Property
Feeder

20.8%

Prudential 
Enhanced 

SA 
Property

Tracker 
Fund

21%

Investec 
Property
Equity Fund

21.5%

Momentum 
Property

Fund

21.8%

Coronation 
Property
Equity Fund

22.6%

ρProperty funds performed well in SA in 2012

Property funds did exceptionally wellé



Top 5 performing funds for 2013: 

ALL ABOUT GLOBAL EQUITY
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2014-2015? ðChina exposure

ÅOver the last year, top performing funds were as 

follows:
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Seems like 

China and 

Bio-Tech 

companies 

were the way 

to goé

Indication of 

future 

returns?!



2015 ð2016 ðRESOURCES!

ÅAll about the resourcesé
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2016 top performers 

ÅThe top performing funds YTD had been resource 

funds and Value funds in 2016.

ÅResource stocks had rallied dramatically (albeit off an

extremelylow base)last yearé

ÅThe reason Value funds had done well was that 

these funds generally had high exposure to 

Resource stocks (because they were cheap and 

sold-off for years).

ÅHow have these funds performed YTD in 2017?
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Value out of favour?

ÅSeems like 2017 has not been kind to value 

investment funds once againé
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2017 ðall about the trackers

ÅYTD the top performing local equity funds have 

generally been those most exposed to the big 

stocks (Naspers, Richemont, etc) ðas these have 

done particularly well.

ÅThis implies your more concentrated òtop-heavyó 

index trackers, like the top 40, have done 

exceptionally well

ÅAlso,fundsexplicitlytargetingstocksthat have

hadpositivemomentumhavebeenwinners(as

the bigrallyingstockskeptrallyingé)
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Institutional investors

Å Up to now, we have implicitly assumed that individuals invest on their 

own behalf ðhaving to make difficult choices in an uncertain investment 

world. 

Å Most people, however, conduct their investments through an 

intermediary 

Å Such investors are called Institutional investors:

ÅOrganizations that invest professionally and offer financial services. 

These include: insurance- & investment companies, banks, pension 

funds, CISõ.

Å They can be classified as either actively (trading actively) or passively

(buy and hold) managing investment portfolios (with theory motivating 

the use of latter investment types ðif assumptions of efficiency hold).29



The power of pooling
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Å As noted before, it is far cheaper and more efficient to pool many 

investorsõ funds and to use it collectively for investment purposes. 

This allows diversification and exposure that no single investor can 

typically hope for on his / her own.

ÅWeõve discussed ETFs ðbeing an exchange traded instrumentthat 

represents a share in (and narrowly tracks) a clearly defined 

underlying portfolio of assetsé often linked to some index (S&P 

500, JSE ALSi, JSE Resources Index, etc).

Å But there are many other fund pools that can be invested in too, 

which intends to provide investors with a managed portfolio 

(mostly by a òprofessionaló investment manager).



Contractual Savings Institutions

Å Collective Investment Vehicles (or Schemes) ðcalled CIS in SA ð

offer investors the benefits of pooling resources among many 

investors, and investing it in a wide range of debt / equity / 

commodities / currencies and derivative instruments. 

Å Thus the managers transform the principal promise to the 

òdepositor of fundsó into an equity promise (which can vary, as 

opposed to the deposit at a bank) ðthis of course implies risk is 

borne by investor, not the institution.

Å Mutual Funds (Very similar to Unit Trusts in SA) are funds where 

investors own a pro rata share of the assets in the portfolio.



Contractual Savings Institutions

Å Mutual Fund vehicles mostly include one of two types:

Å Open-Endedðwhere shares are issued to generate funds to invest. If an investor 

seeks to enter or exit the fund, typically the fund managers will sell / buy back shares 

(units) at Net Asset Value (NAV ðwhich you can think of as the market value of each 

unit holding in the fund).

Å Closed-Endedðinvestors in such funds can make investments liquid only by selling 

their shares on the market . Entering and exiting thus requires a counter-party.

Å Types of Mutual Funds are characterized by their mandates , and these are 

communicated to budding investors. Fund-types include, e.g.:

Å Income Funds (reliable stream of income ðmortgages, FI instruments, etc), Growth Funds

(focus on companies with high growth forecasts), ValueFunds(low P/E companies), Sectoral

Funds(Resource Sector, Financial Sector), HedgeFunds(arbitrage / speculation type funds ð

typically high risk high reward), GlobalFunds, RetirementFunds(they adhere to strict 

regulations, called regulation 28 in SA, as to the mandate)



Unit Investment Trusts & Mutual Funds

Å Although largelysimilar in design(both work on the principleof

poolingfundsandmanagingthe fundson behalfof the investors),

there aresomedifferencesbetweenUIT andMutualFunds.

Å The first being that UITõsare typically establishedwith a fixed

numberof sharesat an IPO that are tradable,while MutualFunds

can typicallycreate and issueshareson demand. Also, MFsare

often regarded as more flexible in terms of its investment

mandate.

Å In SA,however,CISõare mostly referred to as Unit Trusts, and

the distinctionnot reallymadebetweenthe two.
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The power of pooling

Å Such pooled investment  funds play an important rolein the economy and the 

financial sector.

Å They collectively allow large infrastructural or other investments to be undertaken 

by the private sector that might otherwise be too large for individual investors.

Å They allow investors the benefit of bulk-investing i.t.o. lowering costs(such as 

administrative-, research and effort costs).

ÅThey are also vital in facilitating efficient price discoveryé Ironically - as a more 

efficient system would imply making it harder for the intermediation industry to 

outperform the market!

ÅProvides benefits in bull and bear markets.

Å No expert knowledge required on behalf of investor.
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CIS normally works as follows
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Collective 

investment 

scheme 

Portfolio

Pooled funds of 

investors

Investors

Manager
Administers the CIS and

operates the fund

Trust deed
Agreement between a manager 

and a trustee

Portfolio is made up 

of Units that 

represent the same

proportion of all

assets in the fund

Funds are invested in

accordance with

investment

objectives (Fiduciary 

Regulation)

Trustee
Oversees the operation, and 

ensures good governance and 

compliance

Underlying assets

Held by custodian

Investors
Investors

Investors
Investors

InvestorsInvestors

(Owning 

Units in 

the trust).

Funds

Seeking: Returns (Capital 

gains, rents, dividends, 

coupons)



CIS

Å From the schematic, it follows that investors in CISõ hold an 

exact replicate (or unit ) of the underlying assets. As these assets 

are normally held in trusts, they are referred to as unit trusts

Å The unitsõ prices normally closely track its Net Asset Value 

(NAV ), or the value of the underlying portfolio.

Å CIS funds are not listed (the listed funds are called ETFs), and 

are therefore closely monitored by ASISA and the FSB , and 

investment managers have to be registered with FAIS and be 

approved as Discretionary Financial Services Providers (DFSPs).
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CIS
Å For the protection of the investor,fund managershaveto clearlyformulate

the investmentgoalsof the fund.

Å Sucha mandateincludes:

ÅA definedplanregardingwhich assetsthe fund maybe exposedto and

whatdegreeof discretion is providedto the managers.

ÅReturn objectivesand clearlydefinedbenchmarks which it intendsto

outperform (variesaccordingto thefundõsmandate)

ÅThepotential risk that the fundwould be exposedto

ÅAny potentialliquidity constraints

ÅAny information pertaining to taxation and regulations (taxes are

luckily paid for by the fund administratorsdirectly ðas taxes vary

accordingto capitalgains-, dividend-, coupon- andrent income.37



CIS composition in SA: 3 tiers (broadly)

Tier 1 :  
Locality

Tier 2: 

Asset type

Tier 3: 
Discretion 
within asset 

type 
investment
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CIS composition in SA

ÅFirst tier :

ÅDomestic portfolios (always at least 80% of portfolio invested in SA)

ÅWorldwide (full discretion as to locality movement)

ÅForeign (always at least  > 85% in foreign investments)

ÅFund of Funds (fund is diversified amongst many other funds ðoften a 

combination of the above)

ÅWith Fund of Funds, investors can add another layer of diversification, but 

also added to this is another layer of costs for its management!
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CIS composition in SA

ÅSecond Tier:

ÅEquity funds χυϷinvested in listed shares].

ÅFixed Interest [Resources invested in Bonds, 

fixed deposits, money market instruments, etc]

ÅReal Estate [property and property listed shares 

ðat least 50% of assets are real estate securities]

ÅAsset Allocation [Investments are spread 

between equity, FI, MMI and property instruments 

at the discretion of the fund managers]
40



CIS composition in SA

ÅTier 3: Splits tier 2 into different risk classes.
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EQUITY FUNDS ASSET ALLOCATION FUNDS

REAL 

ESTATE 

FUNDS

FIXED 

INTEREST 

FUNDS

General funds Prudential Low Equity funds General funds Bond funds

Growth funds Prudential Medium Equity funds Income funds

Value funds Prudential High Equity funds

Varied Specialist 

funds

Large Cap funds Prudential Variable Equity funds

Smaller Companies 

funds Flexible funds

Varied Specialist 

funds Targeted Absolute and Real Return funds

Resources & Basic 

Industries funds

Industrial funds

Financial funds



CIS composition within EQUITY
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EQUITY FUNDS Mandate and Benchmark

General funds Sharesacross all groups ðflexibile(JSE ALSiJ203)

Growth funds
Seek max capital gains by investing in growth

stocks (JSE ALS growth J331)

Value funds

Seekout value stocks, such as low P/Eõs, seemingly 

undervalued share price, high dividend yields, etc

(JSE ALS value J330) 

Large Cap funds
Large market cap shares (JSE top 40 J200)

Smaller Companies funds
Smallcaps (JSE Midcap J201or AltX)

Varied Specialist funds
Singleeconomic group / sector that share common, 

specific mandates. 

Resources & Basic 

Industries funds

At least 50% of companyearnings are derived from 

resource business (metals, minerals, agric, forestry, 

etc: JSE Resi20 J210)

Industrial funds
Industrialcompanies (J257)

Financial funds
Banks,insurance-, brokerage, fin services-, etc.



ASSET ALLOCATION 

FUNDS
Mandate and Benchmark

Prudential Low Equity 

funds

Equity , FIõsand property , with an equity exposure 

below 40% at all times!

Adhere to Regulation 28 of Pension Funds act, thus 

regarded as safer funds

Prudential Medium 

Equity funds

Equity exposure between Ϸ Ϸat all times (also 

regulation 28 adherent, but with greater risk exposure than 

low equity)

Prudential High Equity 

funds

Equity exposure of above Ϸat all times (also 

regulation 28 adherent, but with greatest risk exposure for

retirement funds)

Prudential Variable 

Equity funds

Most flexibility given to managers regarding equity 

exposureðanywhere between Ϸɀ Ϸexposure to 

equity (also reg28 adherent)

Flexible funds

Most flexibilitygiven to managerõs mandate ðwith assets 

often shifted regularly and profits sought aggressivelyto 

maximize returns ðNOT reg28 due to potential high risk

Targeted Absolute and 

Real Return funds

Underlying risk and return objectives may vary, along with a 

variable investment strategy.Again, lots of flexibility given.
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FIXED INTEREST FUNDS

Mandate and Benchmark

Bond funds

Invest in FIsecurities (Bonds, MMIs and 

other interest bearing instruments. 

Composition and aggregate maturity is 

actively managed. High income accrues i.t.o. 

coupons and interest, and potential for 

capital growth (value of bonds ᴻ)

Income funds

AvgModified Duration of fundõs FIõs < 2 

yearsðlimiting volatility in returns.

Excludes equity completely

Money Market Funds

Maturity ofFIõs < 1 year ðhighest liquidity 

funds, with the average maturity of assets 

not allowed to exceed 90 days!

Varied Specialist funds

Most flexibility as to their holding of FI 

instruments.



ASISA

ÅThe regulating body makes the mandate public, and ensures 

that the investment parameters and distinguishing factors 

are kept (Only one Benchmark is allowed, and must be 

compared when announcing results, with fees included!)

ÅThis protects investors so that they know they get what 

they want when investing.

ÅTo ensure investors are sufficiently diversified ðCISõ may 

not hold more than 5% of any one security
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CIS history in SA

2015/06/30: 1211 1 780 989     

YEAR # Funds Total assets under 

management

(R million)

1965 2 3

1975 11 358

1980 12 694

1985 13 1583

1990 36 7550

1995 91 33 695

2000 334 128 384

2005 618 415 130

2010 943 938 779

2012 951 1 055 729



Home Bias? ðComposition of SA CIS 

funds, June 2015
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SOUTH 
AFRICAN FUNDS

76%WORLDWIDE 
FUNDS

2%

REGIONAL 
FUNDS

1%

GLOBAL FUNDS
6%

FUND OF 
FUNDS

15%

Home bias in SA CIS market (2015/06/30)



Composition of SA CIS Funds

Equity

22%

Asset 

Allocatio

n

26%

Real 

Estate

4%

Fixed 

Interest

48%
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Source: 
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Asset 
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Interest

32%

Equity
22%
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Fixed 
Interest

28%
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June 2013

Equity
22%

Multi Asset
49%
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4%
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Bearing

25%

2015/06/30
June 2015
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Net Flows into AA Funds 2015/06/30

Source: 

ASISA

Target Date 
funds
0%

Low Equity 
funds
27%
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Equity funds

5%

High Equity 
funds
47%

Flexible funds
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Income funds
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2,000
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8,000

10,000

Target Date funds Low Equity funds Medium Equity
funds

High Equity funds Flexible funds Income funds



Domestic Equity  Fund sector 

Exposures- June 2015
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Source: 

ASISA

Additional
1%

Basic Materials
15%

Consumer Goods
19%

Consumer 
Services

14%

Financials
27%

Health Care
4%

Industrials
9%

Oil & Gas
4%

Telecommunicati
ons
5%

Technology
1%

Utilities
0%

Specialist 
Securities

0%

Other Equities
1%



Variable Term Fixed Interest Funds: 

Preferring longer maturity assets

52
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Pension Funds

Å Pension funds constitute an enormous component of all equity 

markets, have an enormous real economic impact, and can at times be 

a contentious source of funds for investments (particularly public PFs).

ÅOften used as sources for large infrastructural investments in the 

country ðsuch as shopping malls, large blue chip companies and 

bonds. Also part of their portfolio in SA is the gold mining sector 

(awkward fact for the ANCYL demanding uncompensated 

acquisition of mining shares?!), SANRAL, and a few other more 

contentious sources (including several shopping malls)

Å These funds are normally mandated strictly to be cautious and 

longer term oriented , leaning itself more towards passive strategies 

(these are regulation 28 funds)
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Hedge Funds

Å In contrast to unit trust CISõ, Hedge Fund investment pools have private 

investment structures, implying limited and privileged entry (normally due 

to its high risk and high fee structure, only high-net worth investors can 

enter).

Å As the fund mandates are often negotiated privately  and mostly 

involve higher -income investors, there are far less regulation ð

and the fund managers are mandated to chase returns often at any cost. 

Mandates can also be much more exoticé (investing in wine, hotels, 

vintage cars, etc. ðbut also e.g. investing in equities using high leverage)

Å Normally characterised by  a high level of discretion to managers

Å Investors pay high fees and have much higher potential upside (and 

downside!). 54



Hedge Funds

Å These can be adventurous and expensive collective investment funds have in 

the recent past come under heavy criticism for its disruptive impact on the 

financial sector ðmainly due to the distorted incentive schedules: managers 

have very high financial rewards when outperforming market, yet are not 

held personally liable when they fail.

Å That being said, some hedge funds are mandated to be safer ðemploying at 

times complex strategies to, e.g., avoid sharp market downturns or hedge 

against large losses.

Å An example of this is a market-neutral hedge fund.

Å Hedge funds also can typically go long and short ðproviding upside to periods of 

downside risk.
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Portfolio performance measurements

ÅWhen deciding whether to use the service of an 

intermediary to manage on their behalf, investors need to 

consider several factors related to its past performance:

ÅRelative to peers: How the fund performed relative to 

similar funds (managers can try and compare their 

returns to that of the ALSi, when they actually manage 

a much higher risk fund). Considering a fundõs 

classification in this regard is therefore important.
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Portfolio performance measurements

ÅNormalize returns and compare relative to a relevant 

benchmark:

ÅIn this regard it is important to consider the performance 

after taking into account the TER (Total ExpenceRatio) of 

the fund. 

ÅTER consists of management fees and operating fees (trading, 

legal, auditor fees). We then divide the total fees by the total 

assets under management to arrive at the % TER.

ÅA fund returning 8% with a TER of 3%, generated a return 

roughly of 5%. The 5% is then compared to the relative 

benchmark (which should be defined up front)57



Portfolio performance measurements

ÅAs mentioned before when studying risk models, investors 

need to consider the risk-adjusted returns of their 

portfolios.

ÅNot doing so would distort relative returns, and potentially 

expose unknowing investors to greater volatility in 

subsequent periods.

ÅIt is therefore important to consider a fundõs ‌ᴼ the 

actual return minus the expected risk-adjusted return

ÅUse Sharpe, Treynor, Jensen measures in this regard.
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Portfolio performance measurements

ÅEmpirical studies over the years have shown 

actively managed CIS funds tend to underperform 

passive funds or indexes (ETF strategies).

ÅThis is largely due to financial intermediation being 

a zero-sum game compared to the market in 

nominal returns (while being a negative sum game 

after accounting for fees).

ÅThe question is though, why is the financial 

services industry outpacing all other?
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SPIVA Scorecard:

ÅFor the US, the SPIVA scorecard is calculated in 

order to provide insight into the performance of 

actively managed funds relative to their passive 

benchmarks.

ÅThe idea is to assess whether actively managed 

funds managed to provide investors with excess 

returns, on aggregate.
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SPIVA results for 2016
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ÅSee here forthe depressingresultsof generalactive

managementunderperformancein SA:

Åhttp://www.spindices.com/documents/spiva/spiva-

south-africa-mid-year-2017.pdf



Active Passive Debate

ÅAccording to the SPIVA scorecard :

òThere is nothing novel about the index versus active 

debate. It has been a contentious subject for decades, 

and there are few strong believers on both sides, with the 

vast majority of investors falling somewhere in betweenó.

The demand for actively managing funds seem to 

grow despite the poor performance of these funds 

(check previous slide for the US, e.g.). Why is this 

the case though?
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Why invest in CISõ with such poor 

benchmark performance?!!

Å Positive reporting: Many analysts have pointed to overemphasis on 

success stories, good advertising (Think how many impressive and 

expensive fund manager ads are on TV and radioé) and a general lack in 

basic financial insight (where investors consider nominal returns as being 

somehow created by fund managers) that drive the demand for actively 

managed funds.

Å Diversification benefits : Investing in managed funds allow investors to 

diversify beyond what an index would have offered, as these funds 

typically have many and diverse instruments.

Åé Although passive index trackers provide exactly this too, just more 

efficiently.

63



Why invest in CISõ?

ÅAdministrative benefits: in paying taxes, complying with 

regulations, conducting trades, etc.

ÅTiming: Investors value the ability of managers to shift funds 

when markets turn, hoping their skill and insight will lead to 

outperformance of the market (i.e. seeking ‌ðeffect).

ÅVarying the mix of assets in accordance to market expectations 

and stocking up on high ‍ ὥίίὩὸίin bull markets (opposite in 

bears) and hedging using appropriate instruments, investors 

trust managers to manoeuvre through the market better than 

the market as a whole.
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Why invest in CISõ?

Å CISõ, due to their clear mandates, can provide investors with an easy means of 

shifting capital to clearly defined fund instruments. See below for CIS movements of 

MM funds (safety) and equity funds (more risky): 2006Q3 - 2010Q2 in SA:

65



Intermediation industry

ÅThe question however remains: is financial intermediation, at 

the current levels, a net contributor to society, or are we 

seeing an overreliance on intermediaries to create wealth ð

knowing as a whole they mostly extract wealth.

ÅDo the benefits outweigh the costs to the real economy?

ÅDo investment intermediaries add to financial market instability, 

or allow a means of system wide hedging?

ÅDo they bring unique knowledge to the market, or are they just 

(at times) skilled coin-flippers.
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Intermediation industry horror story

Å A few years ago, Jerome Kerviel lost his bid to reverse a 2010 guilty verdict 

holding him solely responsible for SocieteGeneraleõs4.9 billion-euro 

trading loss in 2008. 

Å Then 32 year old Kerviel tried to make unauthorized bets (due to its sheer 

size, not the actions) worth nearly 50 bn Euros (more than the banks 

market value!) on 3 European Equity Indexes, hoping to profit handsomely 

off the leveraging thereof. It did not turn out as planned, and the bank lost 

nearly 5bn Euros in the process. The court argued he should be held liable 

ðhaving a 5 year prison sentence and having to repay EU5bn (which heõll 

never be able to do anywayé)

67



Intermediation industry

Å Kervielwas accused of faking documents and entering false data into 

computers, enabling the then 32 year-old Kerviel to conduct enormous trades 

with investorsõ funds.

Å He has garnered some support, as many believe he is used as a scapegoat for 

losses on subprime mortgages by the bank, and also that they knew (or should 

have known) of his activities at the timeé Either way, its scary that a 32 year 

old can do that much financial damage to investors!

Å In 2013, another rogue trader, Adoboli, 32, was on trial for trading losses to UBS 

in 2008. Causing a $2.3 billion loss at the Swiss bank.

Å He also lost his bid to appeal his 7 year prison sentence in July this year, claiming 

managers forced him to make the bets ðblaming all losses on him when they went 

souré68



Future: Active / Passive Funds in SA?

ÅOver the last decade we have seen an emergence of so-called 

Smart Beta funds, which endeavour to track apply active 

strategies in a passive manner.

ÅThis implies identifying factors which have in the past 

consistently performed well (e.g. picking stocks based on 

Quality, Value, Low Volatility, Size, Momentum, Mean 

Reversion, etc.).

ÅFund managers could then develop automated strategies 

whereby these factors are invested in, at a fraction of the 

cost.69



Future: Active / Passive Funds in SA?
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