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The search for alpha  
in a drifting market
Returns within the South African market 
have been subdued across most asset classes 
over the past three years to end July 2018. 
The South African Capped SWIX equity 
index, including dividends, yielded 4.1% per 
annum, while cash returned 7.3% per annum. 
Even listed property, which has generated 
impressive double-digit returns over time, lost 
its shine in the past few quarters, resulting in 
an annualised return of -0.9% per annum over 
the last three years. So where does one look for 
the alpha that investors need to generate the 
real returns required to live above the rising 
inflation breadline (three-year CPI of 4.9% per 
annum)? One obvious step is to select active 
asset managers that are supposed to sweat 
the asset classes harder and try to extract the 
opportunities that lie within them. One may 
take this a step further by allocating a portion 
of assets to a hedge fund.

Hedge funds access  
a bigger toolbox
Hedge funds have an advantage over long-only 
funds in that they seek to generate positive 
performance from falling markets and more 
specifically falling stocks. This investment 
strategy is referred to as short selling. Put 
simply, short selling, in the context of the 
equity market, is the practice where investors 
borrow securities and then sell the securities 
without ever owning them. Investors sell them 
in the hope that the price of those securities 
will decline, and they will then profit by buying 
back those securities at a lower price.

The median net performance of the long-
short equity hedge fund universe has been 5% 
per annum for the three years to June 2018, 
net of fees. Year to date (31 July), the Laurium 
Capital Long Short Hedge Fund has returned 
7.7% net of fees versus the FTSE/JSE Capped 
SWIX All Share Equity Index of -4.4%. Since its 
inception 10 years ago, the Fund has generated 
11.6% per annum versus the total return of the 
FTSE/JSE All Share Equity Index of 10.8%.

The stigma around short selling
Over time, the practise of short selling has 
attracted negative publicity. 

The scenario of benefitting from the falling 
price of an entity, where other investors are 
losing capital, has led to emotional debate. 
When one focuses on the investment side 
of this debate, we believe there is a place for 
short selling.

The positives of short selling
Shorting adds value to hedge fund portfolios in 
several ways: 

•	 It allows a fund to reduce net equity 
exposure without selling the corresponding 
long positions. 

•	 It generates liquidity in the marketplace by 
creating more activity and interest in a stock.

•	 Selling short may be seen as an active form 
of shareholder activism, versus avoiding a 
company, which is often overlooked.

•	 It is one of the few ways to extract returns for 
investors in a bear market. 

When one removes the emotive element, 
shorting may be viewed as another method 
of realising mispricing opportunities in the 
market. Just as a ‘long-only’ manager seeks 
to buy shares at below intrinsic value and sell 
them above intrinsic value, the short seller 
seeks to sell shares that he has borrowed 
above intrinsic value and buy them back (and 
repay the borrower) at or below intrinsic 
value. When a share is shorted there is no 
capital outlay in the way there is for a long 
position. The short seller ‘borrows’ the scrip 
and pays the lender interest for it. The share is 
then sold in the market realising cash for the 
seller, which could be used by the hedge fund 
to purchase another security, or cover (buy 
back) an equity short position. Hence, short 
selling provides investors with the ability 
to generate performance without having to 
outlay the full capital up front. In this way, 
shorting allows the portfolio to leverage or 
gear by using the proceeds of the short sale. 

Where one investor buys a stock and gains, 
the seller experiences the opportunity cost 
of having not continued to hold the stock. 
Short selling is the inverse of this, where the 
seller gains, the buyer loses. It is not short 
sellers pushing the stock price down, but 
rather market forces based on the economic 
fundamentals of the asset that drive it to 
fair value. 

Despite the broadly disappointing returns from South 
African assets in recent times, particularly equities, at 
Prudential we believe many assets are currently valued 

to deliver promising inflation-beating returns over the medium 
term. Therefore, investors have good reason not to switch to 
cash, but instead to have faith in diversified portfolios like 
balanced funds. 

Higher-risk local assets – equities and listed property – have 
underperformed their longer-run averages over the past three 
years to 30 June 2018, falling short of local bonds and cash. SA 
equities have returned only 5.3% p.a., just matching inflation, 
and SA listed property 0.9% p.a. This compares to 7.8% p.a. from 
SA bonds and 7.3% from SA cash. This muted performance has 
pushed returns from multi-asset funds below their expected 
longer-term average. 

But going forward, we believe these funds should perform 
better over time, based on current asset class valuations and our 
fund positioning. The Prudential Balanced Fund is overweight 
global equities generally, which have the potential to deliver 
estimated returns of 12.6% p.a. over the medium term. Despite 
the long global equity rally, certain regions and sectors remain 
attractively priced, such as Germany, Japan, South Korea, China 
and Indonesia, while we are underweight relatively expensive 
US equities. We also believe global investment-grade corporate 
bonds offer good yields compared to their risk but developed 
market sovereign bond yields remain too low. 

The fund is also overweight South African equities, where 
valuations are relatively attractive, being priced to produce a 
return of around 12.9% p.a. over the medium term. The fund 
holds companies with substantial exposure to strong global 
growth, including resources companies like Anglo American, 
BHP Billiton, Sappi and Exxaro, as well as Naspers and British 
American Tobacco. We also like financial shares including Old 
Mutual, First Rand, Standard Bank and Barclays Group Africa, 
which have offered low valuations with relatively high dividend 
yields. Additionally, the fund is broadly underweight retail 
stocks, given the financial stresses faced by SA consumers. 

Besides equities, the Prudential Balanced Fund has a 
moderately overweight holding in SA government bonds, where 
current valuations indicate a return of around 9.7% over time. 
We prefer longer-dated bonds for the higher yields on offer. 
However, we are neutral in listed property and inflation-linked 
bonds. Even though listed property has fallen sharply in value so 
far this year, this is due largely to the decline in the share prices 
of the Resilient group of four property companies. Excluding 
these companies, the asset class is priced somewhat expensively 
– modestly above its fair value range – and the sector faces risks 
from higher inflation, rising interest rates and low growth. Yet 
valuations for listed property suggest a return of 14.4% p.a. 
return in the next three to five years. 

Finally, prospective SA cash returns compare unfavourably 
over time, the lowest of the local asset classes at 7.3% p.a. So, for 
medium- to longer-term investors, switching to cash now is not 
likely to give you better returns. Some patience is required: we 
believe that the current portfolio positioning of the Prudential 
Balanced Fund will allow it to continue to significantly 
outperform its benchmark and offer investors returns that 
strongly beat inflation over the medium term.

Short selling:  
The misunderstood 
source of alpha

Balanced funds 
offer promising 
returns


