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Life seems to be back

to “good times” again.
Interest rates are back to
their previous lows, credit
IS easing up, some macro
indicators appear to have
bottomed and stock markets

have rallied very sharply.

Business Insights

Afena Insights

Tebogo Naledi
Chief Executive Officer

Despite this, it is difficult to be overly optimistic about what lies ahead given continued macro
economic uncertainties and the tough environment for companies to grow, or even maintain,
their earnings.

Equity market performance so far this year has been very strong across the globe. On a
year to date basis, developed and emerging markets have provided investors with very
healthy returns, as shown in the chart below. Emerging markets, in particular, have shown
tremendously strong returns with Brazil up 114%, India up 88% and Russia up 86% in US
Dollar terms year to date. The South African equity market has also performed admirably
in US Dollar terms, although with a 44,3% return, it has relatively been one of the worst
performing emerging markets around the world so far this year.

Performance of Major Global Stock Markets in US$
YTD to 30 September 2009
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The key drivers of this strong performance across global equity markets have been a
combination of factors but primarily three; dramatically improved risk appetite, improving
growth prospects for economies and company earnings, as well as attractive valuations when
the markets were at their lows.

Whilst it must be very pleasing for many investors, including our clients, to see such strong
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returns, we continue to live in a world with great economic and
financial uncertainty. Macro economic newsflow continues to be
mixed whilst many companies continue to report negative earnings
growth and our forecasts are that they will continue to do so for
some time. In such a world of macro economic uncertainty, coupled
with negative earnings prospects for companies, a rally as strong as
we have seen in global equity markets in recent months leaves us a
bit concerned. Although at the point markets started to rise (around
the first quarter) valuations were looking very attractive for many
companies, the strong rally has meant that currently, by any objective
measure of value, our local equity market is looking overvalued. For
example, the South African equity market is currently trading on a
14 PE, compared to a long term average PE of 12. It is therefore
advisable, in our view, to be cautious when investing in equity
markets under these circumstances.

The investment performance of our clients’ portfolios has continued
to show pleasing short and long term results as illustrated by the
investment performance of our SWIX Composite portfolios which
returned 15.8% over the quarter ending 30 September 2009,
compared with the benchmark return of 13.9% yielding an active
return of 1.9%. This pleasing performance is not just over short
periods. Solid performance has also been achieved over longer
measurement periods with the SWIX Composite outperforming the
benchmark by 7.2% over the last 12 months and by 1.7% annualised
over the last 3 years.

Peer relative performance, though not a key measure for us, is also
looking solid. For example, in the Alexander Forbes SA Equity
Manager Watch Benchmark Cognisant Survey to 31 August 2009,
the Afena Capital SWIX Composite was ranked first out of 23 funds
over one year, and second out of 13 funds over three years.

Strong equity markets, outstanding outperformance of benchmarks
by our investment team, as well as a number of significant successes
in asset raising have all contributed to very strong growth in assets
under management. Having ended 2008 with R2.8 billion, assets
under management have grown to the current level of R7.8 billion at
the time of writing. For a business that started from scratch and that
is about to celebrate its 4th birthday in November, we are proud and
honoured by the level of support and confidence our clients have
shown in our firm and in our team. As mentioned above, we have
delivered solid above average returns for our clients and we continue
to have confidence that our investment process and our team will

continue on this path.

Our last Afena Insights for the year is filled with two great articles on
two very current topics; the potential demise of the US dollar and the
outlook for tourism in South Africa in 2010 given the backdrop of a
global recession and the hosting of the largest and most spectacular
global sporting event, the FIFA 2010 World Cup. Andrew Joannou’s
article in our Market Insights section gives an overview of recent,
and increasing, calls to review the dominance of the US dollar as
the global reserve currency, a development which has the potential
to be destabilising whichever way the debate turns. In our feature
article, Zahira Osman shares some very insightful research into the
South African tourism industry, challenges it faces due to the global
recession and opportunities arising from the 2010 World Cup. In
our bio feature, we introduce you to Zoliswa Lingani, our team
assistant and receptionist, and lastly in the jargon section we discuss
benchmarks and try to give a simple overview of what they are, what
they are not and what they are used for. | trust you will enjoy the
read.
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The Rise and Fall

In 1944, over a three week
period, 730 delegates

from 44 nations met at the
Mount Washington Hotel in
New Hampshire to decide
the future of the world'’s
financial system. The
gathering was called The
United Nations Monetary
and Financial Conference
and its main purpose was to
promote the stabilisation of

global currencies and trade.

of the Dollar

Andrew Joannou
Portfolio Manager

It hoped to try and prevent the “beggar thy neighbour” policies of the 1930s and devise a
system that would not only help war torn Europe re-establish itself, but also limit the potential
for further strife based on economic disparity. It was a historical moment and all the decisions
taken had to be ratified by the governing bodies of the nations involved. The key outcome of
the event was a single document simply entitled The Bretton Woods Agreement (named after
the area in which the hotel was situated).

The agreement established two new international institutions; The International Monetary
Fund (The IMF) and The International Bank of Reconstruction and Development (The World
Bank). It also put forward a fixed exchange rate system which aimed at preventing currency
competition and promoting monetary co-operation. In theory the system was based on the
delegates agreeing to a global gold standard, with each nation promising to maintain its
currency within a narrow margin to the value of the gold it had in reserve. In practice however,
the international currency became the United States dollar. This was because America (who
had not fought a war on its shores and was able to sell supplies to its allies) was a financial
titan at the time of the agreement. It had also never needed to abandon the gold standard like
many European countries, which had been compelled to print money well ahead of their gold
reserves to finance their involvement in the Second World War. America at the end of the war
had 80% of the world’s gold reserves and could easily back all of its outstanding monetary
obligations. It was therefore only natural for the US dollar to continue to be fixed to the level
of gold ($35/0z was selected) and for all the other nations to fix their currency to the dollar,
thereby creating a pseudo-gold standard that merely used the dollar as a conduit.

This system however had its flaws and it fell apart in 1971 when America removed itself
from the gold standard thereby rendering the Bretton Woods Agreement no longer workable.
This move ended up causing the demise of the gold standard but the dollar’s reserve status
persisted. It can therefore be argued that the actual outcome of the Bretton Woods Agreement
was to replace the gold standard with the dollar standard.

So why am | talking about a meeting that happened almost 65 years ago? It has to do with
an article | read this morning, an article that raises key questions about the future of the US
dollar and has significant implications for international trade, asset values and investments.
If decisions taken at Bretton Woods heralded the birth of the dollar as the world’s reserve
currency, this article may describe its end. The article is appropriately entitled the “The
Demise of the Dollar” and was written by a journalist named Robert Finch for the British
newspaper The Independent.

It states that, “Gulf Arabs are planning — along with China, Russia, Japan and France — to
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end dollar dealings for oil, moving instead to a basket of currencies
including the Japanese yen and Chinese yuan, the euro, gold and a
new, unified currency planned for nations in the Gulf Co-operation
Council, including Saudi Arabia, Abu Dhabi, Kuwait and Qatar.”

It goes on to say that Brazil and India have also shown interest
and that these plans have been confirmed by both Gulf Arab and
Chinese banking sources in Hong Kong. The expected deadline for
the currency transition is 2018; thereby giving countries involved a
nine year period to shift from the dollar to the new unit of account.

This is not the first time China, or the Arab nations, have made this
threat. They are concerned that much of their accumulated wealth is
denominated in dollars and that, given America’s current monetary
and fiscal policy, their reserves will slowly depreciate in value. There
may also be political agendas with many nations being unhappy with
either America’s financial power (secured by its reserve currency
status) or angry over past transgressions. This, as the article declares,
therefore not only impacts the world’s financial stability but also
increases the risk of political tension between China and the US.

What are our insights on the matter? Do we believe the plan
mentioned in the article could be implemented? What would the
implications be if we really did see the demise of the dollar’s reserve
status?

Let me start by saying that we are not surprised by this development.
The United States recently experienced a devastating credit crisis that
caused the entire financial system to seize up. It is only with the
passing of time and hindsight that we are truly able to see the extent
of the damage. By all insider accounts it seems that the United States
(and maybe the world) was brought to the edge of the precipice and
that we came within a hair’s-breadth of an economic Armageddon.
It was only due to extreme monetary and fiscal intervention that this
crisis was averted. Unfortunately nothing is for free; everything has
a cost. The price the United States was willing to pay to artificially
boost their economy was their credibility and, for an international
reserve currency which is only backed by confidence, credibility is
key.

We have therefore already seen a material depreciation in the value
of the dollar, be it against other currencies, precious metals, industrial
metals or oil. This depreciation could have even been more severe
had it not been for the fact that America’s key funders (China and

the Middle East) hold significant dollar reserves and are therefore
wary of causing any sudden panic, thereby impacting the value of the
dollar and, in turn, their own accumulated wealth. We are therefore
not surprised that these nations want to detach themselves from the
dollar and give themselves the flexibility to make investments based
on economic fundamentals and not a need to protect their existing
dollar denominated wealth.

In the end we see two paths ahead. The one has the United States
give into the international pressure and try to save its reserve currency
status. The other sees America continue with its current policies of
almost zero interest rates, quantitative easing, current account deficits
and an increasing level of government debt. This path leads to the
demise of the dollar’s reserve currency status and the birth of a new
currency backed by a basket of national currencies and gold.

The first scenario would be negative for global growth. The US in
an effort to re-establish its credibility would need to raise interest
rates and cut fiscal spending. This would put pressure on not only
corporate earnings but also asset values in general. We believe this
option will have serious political implications (within the United
States) and may be financially untenable for the US government
given its already weak position.

The second scenario is difficult to predict. It may have a stabilising
effect on both formally dollar denominated assets and exchange
rates. On the other hand the transition may not be painless and the
move could have unintended consequences. | think it is fair to say
that America will not let go of its reserve currency status without a
fight. This in itself can have both political and financial implications.

To end off with Ill remind the reader that it is not common for us to
consider such large macro events. We are bottom up stock pickers
who buy individual companies trading below what we think they are
worth. Our valuations do however not live in a vacuum and when
we see significant changes to the economic environment (which
could impact our clients’ future performance) we do give them due
consideration. Sometimes that consideration evolves into rigorous
fundamental research and changes to the funds and sometimes it ends
up as inspiration for our quarterly newsletter. For now this topic falls
into the latter category but we will keep a close eye on the situation
and adapt our thinking on the matter as the developments unfold
because it isn’t everyday the world gets a new reserve currency.
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Destination 2010:
Soft Landin

Since the announcement of
South Africa as the winning
bidder of one of the most
high-profile sporting events
in its history, many industry
participants have been a
buzz of activity, hoping to
capture both the economic
and social benefits that the

World Cup 2010 may bring.

TSource: http://www.mediaclubsouthafrica.com; http://www.southafrica.net
Source: http://htrends.com

2 Of wft Take-off?
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Zahira Osman
Investment Analyst

In exploring the prospective impact on the South African tourism industry, we firstly take a
brief look at the progression and salient characteristics of our hospitality industry, as well as
current trends given the economic backdrop. Finally, we hope to draw some insights to the
much debated question about the sustainability of the industry post 2010.

Tourism in South Africa

Growing at three times the world average, tourism has become an important sector in South
Africa following the end of apartheid, creating almost one million jobs and outpacing certain
commodity exports as a source of foreign currency. The liberalisation of local airspace has
seen an increasing number of international airlines operating weekly flights between South
Africa and other countries, thus allowing increased access to the country. The result has been
a virtual doubling in tourism’s contribution to South Africa’s total GDP from 4.6% in 1993
to 8.5% in 2008!

Furthermore, a growing global awareness of South Africa as an international tourist destination
has resulted in an upsurge in the number of tourist arrivals, especially when the global
economy was thriving. A monthly average of almost 800 000 tourists visited South Africa
during 2008, totalling approximately 9.6 million foreigners.

In 2008, the Visa network saw increased transaction volume and total number of transactions
by international visitors in South Africa. More than 13 million transactions were made by
international visitors on their Visa cards, up 11% from 2007 and representing $1.8 billion in
tourism revenues. General retail purchases, such as clothing and food, represented 49% of
Visa transactions by international travellers, totalling more than $892 million, whilst lodging
accounted for 13% of Visa transaction volume in 2008.

Figure 1 overleaf depicts the 12 month rolling number of tourist arrivals in South Africa,
whilst figure 2 shows that international inbound tourism comprises visitors largely from other
African countries and Europe.
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Figure 1: Number of Tourist Arrivals the market as business travellers spend three times more on average
N of Touiss — Gowh than leisure travellers and up to 40% are likely to make a return visit
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barriers to entry are low for many of the latter mentioned.
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The industry is also inextricably linked to the well-being of the

Source: www.southafrica.net; Afena Capital ; ) o .
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Figure 2: Composition of Tourist Arrivals to business cycles.
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South Africa has well in excess of 1000 conference centres and an
assortment of accommodation across all segments. Hotels contribute
Within Africa, the largest numbers of travellers are from neighbouring by far the largest component of total hospitality income.

Lesotho, Botswana, Swaziland and Zimbabwe, whilst the UK and

Germany constitute the largest supply of tourists from Europe.

Source: www.southafrica.net; Afena Capital

Leisure remains the primary purpose of visits by tourists to South
Africa. However, according to the Department of Environmental
Affairs and Tourism, business travel is a particularly lucrative sector of
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Figure 3: Contribution to Hospitality Income whilst Sun International competes at the high-end with their Table
oo e e e e e e Bay, The Palace of the Lost City and Royal Swazi Spa Valley resorts,
[l amongst others.
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The chart below depicts historic hotel occupancies and average room  The average price of a hotel room around the world fell by 17% in
rates since 1998. the first six months of 2009, according to the Hoteis.com Hotel Price
Index, driven by price drops across every continent due to widespread

Figure 4: Historic Occupancies and Room Rates in SA . . . ’ ; ;
discounting, trading down in business travel and increased supply.
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Within the South African landscape, there are several dominant
players, with two notable domestic operators being City Lodge and
Sun International Resorts.

0.3
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Source: Merril Lynch; Afena Capital

City Lodge is positioned decidedly as an economy offering (dominant
hotel formats include City Lodge, Road Lodge and Town Lodge),

3Source: http://www.htrends.com ] \
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Aside from Accor and City Lodge which have held up relatively well
compared to their domestic markets, the cyclicality of the industry
can be seen in the performance of some of the other players. The
Rezidor Hotel Group has been hardest hit, losing almost 50% of its
relative value since June 2007.

Recently, tourism in South Africa has also taken a severe knock in
the wake of the global recession, with a sharp decline in the number
of tourist arrivals from Europe. This in turn has directly affected
the demand for hotel rooms, the result of which can be seen in the
dramatic fall-off in national occupancies.

Figure 6: Average Annual Hotel Occupancies
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City Lodge has posted a relatively more stable performance in
occupancies due to its greater exposure to the domestic business
traveller, with the most recently reported 6-month average occupancy
of 73% (from a record high of 83.5% for the 6-months ended
December 2007) compared to the national average of 53% for the
comparable period to June 2009. The lowest occupancy achieved
for City Lodge was 69% during the last economic downturn in 2001.

Despite the recent slowdown, the World Cup next year should serve
to buoy the industry somewhat.

Impact of World Cup 2010
In general, the benefits arising from organising mega sporting events

in a country include the foIIowing4:
e Attracting high-income tourists and creating a new generation of

*Source: www.thesportjournal.org

tourists who might visit the host country repeatedly

e (Creating a favourable image of the host country as a tourism
destination

e  (Creating and/or modernising local tourism infrastructure

e  Using the international media’s presence to communicate with
the world

e  (Creating a skilled workforce in the organisation, management,
and funding sectors specialising in unique, tourist-friendly
sporting events

Approximately 10 million tourists are expected during 2010,
underpinned by the influx of soccer fans for the World Cup, which
will be held over the period 11 June 2010 to 11 July 2010, comprising
64 matches in 10 cities across South Africa. According to the Visa
International tourism survey, 14% of respondents said they are likely
to attend the World Cup, with the most interest coming from Brazil
(46%), China (31%), South Korea (12%), Mexico (11%), Russia (11%)
and the US (9%).

Grant Thornton estimates that the direct spending of foreigners could
amount to around R9.3bn, whilst results from a BJM econometric
study suggests that the FIFA World Cup could lift domestic economic
growth by between 0.6 and 1.5 percentage points.

Spending on mega sports events is often overestimated however, as
displacement of local spend occurs as residents purchase tickets to
the games and business related travel is deferred due to premium
hotel rates and general avoidance of the football crowds.

Nevertheless, the average soccer tourist will spend over the duration
of the stay, with the largest component attributed to accommodation:

Figure 7: World Cup Tourist Spend
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Source: BJM; Afena Capital
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The extent of the uplift to the local hospitality industry depends
ultimately on the level of supply and demand, which should enable
an increase in both occupancies and room rates over the period. The
table below illustrates the capacity within the local host cities relative
to the expected demand.

Table 1: World Cup Accommodation Demand

World Cup Accommodation Demand

Venue Formal Expected  Non-local % of
beds stadium attendance beds to
available  capacity non-local

attendees

Gauteng 50194 95000 57000 88%

Durban 33371 60000 36000 93%

Cape Town 61213 45000 27000 227%

Port Elizabeth 13324 40000 27000 49%

Bloemfontein 4995 40000 24000 21%

Kimberly 7392 40000 24000 31%

Nelspruit 6731 40000 24000 28%

Orkney 3856 40000 24000 16%

Polokwane 4628 40000 24000 19%

Rustenburg 3086 40000 24000 13%

Source: BJM; Department of Transport

Table 1 above illustrates that demand outstrips supply in most
instances, providing strong support to increased room rates and
occupancies. Travel to and from matches is likely to increase as the
spectator base will be housed in areas with adequate accommodation.

In analysing the potential impact on the hospitality industry, we turn
to some empirical evidence in three of the most recent World Cups.

Table 2: Empirical Evidence from Prior World Cups

World Cup
Year

Change in
Room Rate

9.70%
-1.30%
9.40%

Source: Smith and Travel Global, UBS

Change in
Occupancy

Country

Germany

2002
1998

2.30%
1.80%

Korea/Japan

France

Aside from Korea/Japan, the World Cups of 1998 and 2006 generated
healthy increases in both room rates and occupancies. The 2002
World Cup unfortunately coincided with the last major economic
downturn following the 9/11 attacks.

If one examines the average daily rates in some of the world’s most
popular destinations, South Africa is fairly competitive, leaving
decent upside potential in pricing during the World Cup.

Figure 8: Average Daily Rate (US $)
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Dubai 164
Average 152
Hong Kong 139
Cairo 130
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Buenos Aires 120
Madrid 115
South Africa 110
Toronto 109
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Beijing | 88 1 1 1
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Source: Smith and Travel Guide, UBS, Afena Capital

In addition to pricing upside, the chart on the following page provides
credence to a sustainable hospitality industry from a demand point
of view.
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Figure 9: Comparison of Population Per Room
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Within the sample shown above, South Africa is amongst some of the
emerging markets where hotel supply is not considered excessive on
a population per room basis. Despite the addition of more rooms in
preparation of 2010, there is approximately one room to every 1200
people in South Africa, compared to the US and London, where there
is almost one room per 100 people.

In summary therefore, the outlook for both pricing and demand is
positive for South Africa in the context of the global comparisons
shown above.

Conclusion

All else equal, the stance for the local hospitality industry for
2010 remains subdued, at least until the global economy shows
meaningful recovery. The World Cup will however bring a welcome
impetus to the industry during the traditional off-peak period. Above-
average room rate increases and occupancies are not unreasonable
in light of the data shown from previous World Cups, especially as
South African average daily rates are substantially below the global
average. Although the boost to occupancies and rates will be
limited to the month of the games, the secondary benefits in terms
of exposure, alleviating negative perceptions and positioning South
Africa as a world class destination should create longer term benefits
for the tourism industry, especially as the Department of Tourism has
actively sought to use this opportunity to propel the industry to the
next level. Furthermore, hotel demand and supply dynamics should
continue assisting positive room rate increases.

3000
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Having spent billions renovating stadia and airports, improving
transport systems and upgrading telecommunications, the supporting
infrastructure in South Africa is certainly able to provide the runway
for a first-class experience.

Sources:

http://www.htrends.com
http://www.southafrica.net
http://www.sa2010.gov.za
http://www.hotelschool.cornell.edu
http://www.mediaclubsouthafrica.com
http://www.thesportjournal.org
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What do you do at Afena Capital and how long have you been with
the firm?

| am a Receptionist and Personal Assistant to the team and have been
with the firm for the past two years now.

Where were you born and where did you grow up?

I was born in Grahamstown and grew up, or let me rather say stayed
most of the time, in a small village called Coville at Herschel in the
Eastern Cape.

Tell us a bit about your family?

I was born in to a family of teachers who used to travel from place
to place in search of better opportunities. My great grandfather was
the first man who welcomed the missionaries in Herschel and helped
them build schools. 90% of his children became teachers and his
children’s children also became teachers. My mum and dad worked
far from home and | learnt to be independent at an early age with the
help of my grandmother who was a school principal. | was taught to
“keep the family’s good name” wherever | go.

What inspires you as a person in life and at work?

I am mostly inspired by the word of God and His love for all humans.
I am also motivated by my family’s background and many other
people that | come across who have stories of their own to tell, like
things they’ve gone through and things they still want to do. | work
with achievers, and that has encouraged me to be one.

Afena Insights

Zoliswa Lingani
Team Assistant

How does it feel to work at Afena Capital?

It feels great to be part of Afena and | have learnt a lot from this
diverse team. We do have our days like any other family but we do
everything with love and great respect for one another. | enjoy the
great rewards Afena has to offer. I am working with very friendly
people who are honest and open. | can speak with my colleagues
about anything; even my weaknesses in the job that | am doing
without fear that it will jeopardize their confidence in me, instead |
become certain that they will help me and if they can’t, they’ll find
someone who can. | also enjoy the fact that there’s room for growth
in the company if one does well in his/her work.

Hobbies Ballroom dancing,
reading novels,
listening to music,

watching movies.

Spending time
visiting the elderly
and listening and
attending to their
needs.

Spare Time



Unpackmg the Jargon

Benchmarks and Indices
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What is a benchmark?

The Oxford Dictionary defines a benchmark as “a standard or point
of reference against which things may be compared or assessed”. We
use benchmarks in many facets of our everyday lives whenever we
compare or assess things against each other.

In investments we use benchmarks as standards against which the
performance of a security (share, bond, money market instrument
etc), a portfolio or a portfolio manager can be measured. Generally,
the standard that is used is a broad market index or sector specific
index that is appropriate for the specific security, portfolio or
portfolio manager being compared and assessed. For example, equity
portfolios and equity portfolio managers are compared and assessed
against broad market indices such as the All Share Index (ALSI) and
the Shareholder Weighted All Share Index (SWIX), or sector specific
indices such as the Financials Index (FINI), Resources Index (RESI)
or Industrials Index (INDI). Bond portfolios and portfolio managers
are typically compared and assessed against the All Bond Index and
money market portfolios and portfolio managers are compared and
assessed against money market indices (plural for index) such as the
Alexander Forbes Money Market Index.

To understand benchmarks therefore, one must also understand
what an index is.

What is an index?

In investments, an index is a statistical measure of change in an
economic variable or a securities market. In the case of financial
markets, an index is like an imaginary portfolio of securities
representing a particular market or a particular portion of it. For
example, in the examples given above, the ALSI and the SWIX are
imaginary portfolios of all the shares listed on the JSE Securities
Exchange (JSE) and the FINI, RESI and INDI are imaginary portfolios
of all the shares listed in the Financials, Resources and Industrials
sectors respectively, of the JSE.

Each index has its own calculation methodology which is why more
than one index can be used as a measure of the same broad market.
For example, the ALSI index measures the performance of the
broad South African equity market and its calculation methodology
weights the constituent securities by their size. The SWIX index also
measures the broad South African equity market but its calculation

methodology weights the constituent securities by adjusting the
weights for foreign shareholdings, in addition to the adjustments
made for cross-holdings and strategic holdings.

With respect to measuring the performance of an index, it is important
to keep in mind that the percentage change of the index from a base
value is more important that what the actual index value is.

Although indices are imaginary portfolios of securities representing a
broad market or a portion of it, they can be used to construct index
funds and exchange traded funds (ETFs) which are actual portfolios
that mirror the constituent securities of the index and with the same
weights as the index. For example, the SATRIX 40 ETF mirrors the
composition of the ALSI40 Index which is an index of securities
representing the 40 largest companies listed on the JSE weighted
according to their relative size.

Below are a few examples of indices that are commonly used as
equity benchmarks.

Domestic Benchmarks International Benchmarks

FTSE/JSE All Share Index (ALSI)  MSCI World Index

FTSE/JSE Shareholder Weighted

All Share Index (SWIX) FTSE 100

FTSE/JSE Capped All Share

Index (CAPI) S&P 500 Index

FTSE/JSE Financial and

Industrials Index (FNDI) Dow Jones Industrial Average

What makes a good benchmark?

Because a benchmark is a standard used for comparison and
assessment, it is important that whatever benchmark is used is the
appropriate benchmark to compare and assess with. For a benchmark
to be valid and effective as a tool for comparing and assessing
performance it should meet the following attributes:

° Investable — it should be possible to construct a portfolio that
has the same composition as the benchmark.
° Appropriate — the constituents of the benchmark should be
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consistent with the constituents of the portfolio that is being
compared and assessed. For example, an equity portfolio that
only invests in financial companies would have the FINI as the
appropriate benchmark and not, for example, the INDI which
only measures shares in the Industrials sector.

° Understandable — The constituent securities of a benchmark,
and how they perform, should be clearly understood and
the performance of the portfolio that is being compared and
assessed against the benchmark should be explainable.

° Measurable — The benchmark should be easily measurable
based on available constituent security data.

° Unambiguous - the constituent securities, and their
respective weights, should be completely clearly defined and
unambiguous

° Specified in advance — the benchmark should be clearly
specified and understood before the comparison and
assessment is made. It cannot be specified after the fact.

A benchmark with these attributes gives confidence that the
benchmark can be used as a valid reference point for measuring the
performance of a portfolio or a portfolio manager.

Using benchmarks to assess and compare performance

The job of active investment managers is to make asset allocation
and security selection decision in order to build portfolios that will
generate investment returns in excess of the benchmark return.

If the portfolio outperforms the benchmark, then the portfolio
manager has done a good job. If the portfolio underperforms the
benchmark then the portfolio manager might not be doing a good
job, depending on the reasons for the underperformance. This is
how benchmarks are generally used in investments to compare and
assess the performance of portfolios. The difference between the
performance of the portfolio and the performance of the benchmark,
known as “alpha”, is what is used to assess the performance of a
portfolio and the portfolio manager.

Benchmarks are used in other ways as well in investments, especially
in the areas of Portfolio Construction and Risk Measurement.

Because benchmarks are the standards against which portfolios
and investment managers are compared and assessed, investment
managers also often use the benchmark as a “starting point” when

they build portfolios in what is referred to as portfolio construction.
In this case, the investment manager will build a portfolio by giving
securities that the portfolio manager likes a higher weighting in
the portfolio than they have in the benchmark, and giving a lower
weighting (or even a zero weight) to those securities the portfolio
manager likes less or does not like at all. The difference between
the weight the portfolio manager gives to a security in the portfolio
they are managing and the weight of the security in the benchmark
is referred to as the “active weight”. For example, if MTN makes up
12% of the weight in the SWIX which is being used as a benchmark
for a general equity portfolio, and the portfolio manager likes MTN a
lot, he/she may hold a positive active position of 5% in the portfolio,
which means they will have a weighting of 5% more than the
benchmark weight of 12% and so the total weight of the portfolio
that will be invested in MTN will be 17%.

Another use of benchmarks in investments is in the measurement of
portfolio risk. For example one measure of portfolio risk is “volatility”
and, using statistical measures like standard deviation and variance,
the volatility of a portfolio’s returns can be compared to the volatility
of a benchmark’s returns to assess whether the portfolio is riskier
than the benchmark using this measure. Also commonly used as
a portfolio risk measure is “Tracking Error”, which is a statistical
measurement of how much the return on a portfolio deviates from
the return on its benchmark index.

References:
Investopedia www.investopedia.com; Alternatives to Broad
Market Indexes”, Thomas M. Richards, CFA,; InvestorWords

www.investorwords.com; www.moneyterms.co.za; JSE Securities
Exchange
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General Disclaimer

All information, recommendations or opinions contained in this document are not intended to provide exhaustive treatment of any subject dealt with and
must be weighed solely as one factor in any investment or other decision made by or on behalf of any user of the information contained herein. Such user
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