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Doubts about the health of the global recovery and governments’
ability to service large debt burdens weighed heavily on risk assets in
May. The flight to safety followed the usual path, with equity markets
ending sharply lower and developed market debt closing mostly
firmer. The EUR750bn bailout package to Southern European states
provided temporary relief, but proved insufficient to reintroduce
renewed confidence into global markets. Returns in May and the year
to date remain in negative territory, with emerging markets
outperforming the larger markets. Portfolio flows into emerging
markets remained positive with investors seeking higher yields and
the superior growth offered by developing economies. The recent
retracement of the euro’'s strength against the US dollar is
symptomatic of the narrow focus on current concerns about Greece,
while the ramifications of the sovereign debt crises may be far bigger
and much longer in duration than currently anticipated. Central banks
remained on hold, as the precarious state of the recovery constrains
a normalisation of rates. The market continues to speculate about the
next policy move in China, after softer property activity and
disappointing trade data imply a moderation of Chinese growth near
term.

Risk aversion got the better of metal prices, with copper (-6%),
aluminium (-6.7%), oil (-14.3%) and platinum (-9.6%) closing the
month weaker. Gold remains in favour and continues to trade near
historical highs. The MSCI World Index closed 9.5% weaker, while
emerging markets lost 9.2%. Brazil (-10.9%), Russia (-11%) and
Korea (-12.2%) saw double digit losses, with China (-5.4%) the
strongest performer. The MSCI SA Index lost 7.3% in May. The
Nikkei (-11.7%) was the worst performer amongst the larger equity
markets, the S&P closed down 8.2% and the FTSE 100 lost 6.6%.
The DAX outperformed, ending 2.5% weaker.

The local growth trajectory remains positive. The Reserve Bank kept
interest rates on hold at historical lows, citing continued downward
pressure on inflation and renewed fears that concerns about country
balance sheets were likely to depress the recovery. Year on year
activity data comparisons remain high, boosted by the impact of
accommodative policy and the weak base in 1H 2009. House price
inflation is showing signs of turning positive, but credit demand and
transaction activity remains weak. The local bond market sold off on
the back of weaker emerging markets despite better than expected
fiscal data. A sharply weaker currency and lower commodity prices
added to the downdraft. The bond market did however bounce off its
intra month low on better than expected inflation data and somewhat
calmer global markets. The All Bond Index (ALBI) closed down 0.4%.
The listed property sector was the worst performer (down 2.2%)
giving up some of its gains year to date. Landlords remain cautious
on the outlook for direct property with margin pressure and tenant
quality the primary concerns.

The local equity market finished 5.1% lower, to push this year's
market return back into negative territory. The rand’'s weakness
provided limited support to resource investors, with the sector
substantially underperforming. The sector lost 6.5% as a result of
weaker general miners and the platinum sector, down 9.0% and 7.8%
respectively. Gold, buoyed by the firm bullion price closed up 6.6%.
Telco’'s (-0.1%), technology (5.8%) and retail (1.1%) were other
outperforming sectors. Beverages (-8.8%), personal goods (-6.9%)
and the paper sector (-8.1%) were the laggards.

We have not been entirely surprised by the broad market correction.
Unfortunately two of the portfolio’s large holdings did not help
performance this month despite our cautious positioning.

Assore’s share price lost 13% in market value as perceptions around
peak pricing for iron ore and manganese took hold. The manganese
price, which is still trending up from the lows still looks sustainable. It
is well below its normal value, and even at the current rand/dollar
exchange rate, the share price is implying an iron ore price below
$70/t, against a market price of $147/t. We still see considerable long
term value in the share price despite the market’s view.

Samsung Electronics has delivered strong results. The share price
however dropped by 20% despite rising microchip prices, below
normal margins, prodigious free cash flows and a single digit earnings
multiple. We simply think that either the world economy is about to
implode, with dire consequences for many cyclical businesses on
double digit multiples, or the share price is overdone.

On the positive side, the holding in physical gold continues to
outperform both gold shares and the markets. We cannot see how
the local gold shares’ dynamics of falling production volumes, rising
costs, increased capital commitments and constrained profitability will
lead to gold share price outperformance. As South Africa’s gold
production declines over the next several years, we see a continued
rise in the rand price of gold, and that is the exposure we chose to
hold.

Portfolio positioning

The South African equity exposure is at 42% while total equity
exposure is 56% when including the foreign equity exposure. We
have substantial liquid resources in the fund and will judiciously apply
these funds where and when suitable.
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