
Market Synopsis – March 2019 

Market participants have witnessed two important 

economic and potentially market altering events recently 

– an about face from the US Federal Reserve (“Fed”) and 

the inversion of the 3 month/10 year yield curve: 

 

Last year’s “Christmas Crash” clearly shifted the US Federal 

Reserve (“Fed”)’s reaction function in a more dovish 

direction. We do not expect Fed Chairperson, Jay Powell 

(“Powell”), to raise rates over the next few months, but a 

reacceleration in global growth is likely to prompt the Fed 

to tighten anew in December. The Fed will continue 

raising rates once per quarter in 2020, before 

accelerating the pace of tightening in 2021 in response 

to rising inflation. Perhaps more importantly, unlike at the 

26 September 2018 announcement, the Fed will only start 

hiking rates if the economy is performing well. At this 

meeting, Powell erred in saying that “rates were a long 

way from neutral” just when the US economy was starting 

to slow. Had he uttered those words when US growth was 

still accelerating, investors would have probably 

disregarded them. Powell will not make the same mistake 

again. Rather, he will make a different one: He will let the 

economy overheat to the point where the Fed finds itself 

clearly behind the curve and forced to scramble to catch 

up. The resulting stagflationary environment – where 

growth is slowing due to a shortage of available workers 

and inflation is on the upswing – will be toxic for equities 

and other risk assets. This is however only probably a 

concern 18 – 24 months hence. 

 

As mentioned above, the 3 month/10 year yield curve 

inverted last week - see Figure 1 top panel. Historically, an 

inverted yield curve has been a reliable predictor of US 

recessions – a global recession has also always occurred 

when the US economy contracts. We discussed this 

phenomenon at length in our previous edition of the 

Market Synopsis (link). 

 

We would downplay the signal from the yield curve as it 

currently is severely distorted by a negative term premium 

- see Figure 1 bottom panel. Should the 10-year Treasury 

term premium have been back to where it was in 2004, 

the 3-month/10-year slope would be more than 200 bps 

steeper, and nobody would be talking about this issue. In 

fact, given today’s term premium, the curve would have 

almost certainly inverted in 1995 – anyone who got out of 

Figure 1:  US treasury yield curves, recessions and the term premium 



equities back then would have missed out on one of the 

greatest bull markets on record! It should also go without 

saying that some of the decline in the US 10-year yield 

reflects a positive development: The Fed has turned more 

dovish! If one looks at the 10-year/30-year portion of the 

yield curve, it has actually steepened. This is a sign that 

the market is seeing the Fed’s actions as being 

reflationary in nature. 

Given all these worrisome developments, is it time to turn 

cyclically bearish on the economic outlook and risk assets 

again? We do not think so. While the next few weeks could 

be challenging for equities, sentiment should improve as 

global growth finally accelerates after a series of false 

starts – this remains our view as articulated in last month’s 

Market Synopsis. 

On an intriguing note, we have recently seen a significant 

increase in interest from the general investor public 

towards US equities – specifically ETFs tracking large cap 

US equities. We have warned against a broad stroke, one 

size fits all approach to passive, index tracking ETFs/index 

funds in the January 2019 Market Synopsis. The recent 

interest in US equities is almost understandable should one 

consider the relentless outperformance of non-US equities 

over the last decade – see Figure 2 below. 

With the above mentioned interest in US large equities, we 

provide some insights on this equity opportunity below: Figure 3: S&P 500 vs 10 year US Treasury yield  

Figure 2: MSCI USA Net Total Return Index / MSCI All Country World ex USA Net Total Return Index 

The S&P 500 stalled last week, digesting the now-

complete Fed pivot as mentioned above. Our sense is 

that the Fed’s dovish turn is now fully reflected in US 

equities. Importantly, the longer and wider the dichotomy 

between equities and bonds gets, the more painful the 

ramifications from the eventual snap will be, likely with 

equities yielding to the bond market – see Figure 3. 



While the Fed meeting and sharp decline in Treasury 

yields dominated headlines last week, it was the US 

National Federation of Independent Business (“NFIB”)’s 

latest release that was more concerning. Importantly, it 

revealed that taxes and big government are no longer 

the biggest problems facing small and medium business 

owners, but labour is: “Twenty-two percent of owners cited 

the difficulty of finding qualified workers as their Single 

Most Important Business Problem, only 3 points below the 

record high. Ten percent of owners find labour costs as 

their biggest problem, a record high for the 45-year 

survey.” Historically, such extreme tightness in the SME 

labour market is a precursor of a yield curve inversion – 

see Figure 4. The link is clearer when this NFIB series is 

shown with the US Labour Department’s average hourly 

earnings monthly release that is currently increasing at a 

rate of 3.4% per annum – see Figure 5. In other words, a 

tight labour market is conducive to companies bidding 

up the price of labour which in turn causes the Fed to 

raise interest rates, eventually inverting the yield curve. 

Figure 4: US yield curve vs NFIB Most Important Problem - Cost of Labour 

Figure 5: US average hourly earnings vs NFIB Most Important Problem - Cost of Labour 



This macro backdrop is slightly unnerving and our biggest 

concern is the S&P 500’s profit margins. Q3 2018 marked 

the all-time peak in S&P 500 quarterly margins according 

to Standard & Poor’s, and in Q4 2018 margins have 

deflated from a high mark of 12.13% to 10.11%, or a 

16.7% q/q drop. 

Undoubtedly, last year’s fiscal easing-induced all-time 

highs in S&P 500 margins are unsustainable, and a tight 

labour market is a warning shot. Using the same NFIB 

series on cost of labour being the most important 

problem SMEs face and subtracting it from BCA 

Research’s corporate pricing power proxy, an equity 

market margin proxy can be constructed. Historically, the 

y-o-y change in S&P 500 profit margins move in lockstep 

with this margin proxy and the current message is 

concerning - see Figure 6. 

Another change to US tax code last year, to allow for 

repatriation of offshore cash, has had a significant impact 

on flows into the US economy:  The US has repatriated a 

net of approximately USD 400 billion in assets, or close to 

2% of GDP over the last year. While US residents have 

been repatriating capital domestically, foreign investors 

have tellingly been fleeing US capital markets at among 

the fastest pace in recent years. On a rolling 12-month 

total basis, the US saw an exodus of about USD 200 billion Figure 7: Significant outflows from US equities 

Figure 6: S&P 500 operating margin change vs BCA’ Research’s margin proxy 

in equity from foreigners, the largest on record. In 

aggregate, both foreign official and private long-term 

portfolio investment into the US has been rolling over, with 

investor interest limited only to agency and corporate 

bonds – see Figure 7. Foreigners are still net buyers of 

about USD 450 billion in US securities, but the downtrend in 

purchases in recent years is evident. 



Figure 8: JGBs more attractive than hedged US treasuries  

Foreign official flows have been fleeing the USD because 

it has, amongst other reasons, lost some lustre as a 

reserve currency, but private capital will begin 

stampeding toward the exits when the return on invested 

capital (“ROIC”) for US assets falls below their cost of 

capital. For investors with a long horizon, this may already 

be happening: Take 10-year government bonds as an 

example. For the Japanese or German investor, 

borrowing in local currency and investing in the US might 

seem like the logical course of action given negative 

domestic rates and a 10-year Treasury yield of 2.4%. 

However, this positive carry suddenly evaporates when 

one factors in hedging costs – see Figure 8. 

Figure 9.1: Expected prospective US equity returns 

Outside the fixed-income space, what matters is that 

relative ROICs are higher than the cost of capital. Both are 

difficult to measure for many emerging or even 

developed economies across asset classes. However, for 

the equity market, a good starting point has always been 

valuations as exchange rates tend to move to equalize 

returns across countries.  

 

The forward P/E on the MSCI US, Europe and Japan 

indexes is 16.5, 12.6 and 12.3 respectively. The skew 

towards the US is because market participants expect US 

profits to keep outperforming, the US currency to keep 

appreciating or a combination of the two. However, 

empirically, current US valuations suggest future earning 

streams have already been fully capitalized today. The 

expected 10-year annualized return for MSCI US is 3.1%, 

versus 5.5% for MSCI Europe and 9.6% for MSCI Japan – 

see Figure 9.1 – 9.3.  



If we assume the USD is overvalued, as some models 

suggest, this will further erode future US returns. Net equity 

portfolio flows into the US are already negative, as shown 

in Figure 3. This means the day of reckoning for the USD 

and other US assets (equities included) may not be far off 

when current tailwinds eventually fade. 

 

In conclusion: Global equities and other risk assets will 

trade sideways with elevated volatility over the coming 

weeks before grinding higher for the remainder of the 

year, as global growth finally accelerates after a series of 

false starts. We again call for clear thinking and caution 

investor against broad stroke, one size fits all approach to 

passive, index tracking ETFs/index funds. These securities 

are not bad investments per se. On the contrary, there is 

a strong argument to be made for ETFs under certain 

circumstances. We, however, believe that ETFs should not 

be the be all and end all in an investment portfolio. This is 

especially true for US equities which have enjoyed almost 

relentless outperformance of non-US equities over the last 

decade. The storm clouds are however gathering for US 

equities and we would be wary of a US equity heavy 

equity approach at this juncture. 

 

Figure 9.2: Expected prospective European equity returns 
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For more information on this Market Synopsis or to discuss solutions provided by Integrity Asset Management, please 

contact us at:  

Tel:   (021) 671 2112 

Cell:  072 513 2684 / 084 601 1025 

E-mail: nic@integrityam.co.za / herman@integrityam.co.za  

Website: www.integrityam.co.za  

Indicator Spot MTD YTD Y-o-Y

Gold 1 319.97   2.9% 2.9% -1.9%

Brent Crude 61.65        14.6% 14.6% -10.7%

USDZAR 13.5776    -5.6% -5.6% 14.2%

EURZAR 15.5044    -5.9% -5.9% 5.0%

GBPZAR 17.7404    -3.3% -3.3% 5.2%

JSE All Share TRI 7 942.80   2.8% 2.8% -6.1%

JSE Resources TRI 2 802.47   4.1% 4.1% 18.3%

JSE Industrials TRI 12 504.40 0.7% 0.7% -17.5%

JSE Financials TRI 9 851.02   5.8% 5.8% 3.9%

JSE Listed Property TRI 1 979.51   7.5% 7.5% -10.8%

S&P 500 2 681.05   6.9% 6.9% -5.1%

Euro STOXX 50 6 540.10   5.5% 5.5% -10.0%

FTSE 100 6 142.49   3.2% 3.2% -3.9%

Nikkei 225 32 632.52 2.7% 2.7% -9.2%

Hang Seng 77 254.89 7.0% 7.0% -13.0%

Figure 9.3: Expected prospective Japanese equity returns  
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