
Market Synopsis – January 2019 

In the last two editions of the Market Synopsis, we 

concluded as follows: 

November 2018 

“We have mentioned before that the final stage of a bull 

market is rewarding to those that take the risk. We are still 

proponents to being invested in the market but, as a 

value manager, only when attractively valued 

opportunities present themselves. We have increased our 

cash exposure throughout the year by taking profits as 

certain equities reached our estimates of fair value. 

Owing to the recent pullback in markets, opportunities 

have become more palpable. Further weakness in the 

market will allow us to take advantage of elevated cash 

holdings to increase equity exposure in portfolios.” 

December 2018 

“Unless unexpected policy intervention occurs, we expect 

the market to plough forward before a late cycle, blow-

off rally ensues during 2019. We maintain our stance that, 

should the global equity market experience further 

pullback, we will increase equity exposure in client 

portfolios.” 

In line with the above and after continued selling pressure 

in late December, we increased exposure to select 

undervalued equities over the last couple of weeks. 

On the economic front, it has been much of the same – 

please refer to the above-mentioned editions of the 

Market Synopsis for more information on our views. The 

only noteworthy change pertains to the Federal 

Government shutdown triggered by US President Donald 

Trump (“Trump”)’s belligerent immigration stance. On  

22 December 2018 Trump threw his toys out of his cot 

when funding was not provided for his campaign promise 

of building a wall on the US-Mexico border. This despite 

the US Senate (which is unanimously Republican 

controlled) passing an appropriations bill without wall 

funding. Trump blatantly refused to sign the appropriations 

bill until his demands for wall funding were met. This led to 

the US Federal Government shutting down bit-by-bit post 

the 22nd of December. The shutdown lasted until the  

25th of January until Trump caved under pressure (despite 

him denying that he has) and temporarily reopening the 

Federal Government until the 15th of February. This was 

the longest Federal Government shutdown to date – it 

lasted 35 days. The government shutdown poses a near-

term risk to the US economy, especially should Trump pull 

the shutdown card again. For perspective, should the 

shutdown have lasted until the end of March, it would 

shave roughly 1.7% off Q1 GDP based on White House 

estimates. While this represents a potentially significant hit 

to the economy, the effect is likely to be completely 

reversed once the shutdown ends. Unfortunately nobody 

(not even Trump!) knows what Trump will do next. In this 

regard, a shutdown might recur in the near future. The 

drag to growth from any shutdown however pales in 

comparison to the overall stance of fiscal policy. 

According to the IMF, the cyclically-adjusted budget 

deficit is set to reach 5.7% of GDP this year, up from 3.2% 

of GDP in 2015. There is also a reasonable chance that 

any final deal to end the shutdown will involve a 

commitment to increase spending beyond currently 

budgeted levels. This would increase the overall amount 

of fiscal stimulus the economy is receiving even more.  

On a different noire, we recently had stimulating debates 

with a large advisory practice and two multi-managers 

regarding the proliferation and popularity of ETFs over the 

last decade. Below we provide some perspectives on this 

debate:  

“Passive” ETFs track the performance of a certain index – 

most, if not all, of these indices are market capitalisation 

weighted. We contrast these ETFs to “active” ETFs which 

aim to replicate an index comprised based on specific 

factors (i.e. not just market capitalisation). These are often 

referred to as “smart beta” or factor ETFs. By investing in 

these ETFs the investor has made an active decision to 

allocate capital to a certain factor or group of factors. In 

this regard, an allocation to an “active” ETF is not a 

passive investment per se. When investors refer to passive 

investments they refer to investing in the “market” with the 

market returns being measured by a relevant market 
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capitalisation weighted index. An example of this is the 

iShares MSCI ACWI ETF (ACWI US) which aims to replicate 

the returns of global equity markets as measured by the 

MSCI All Country World Net Total Return USD Index. 

Since the trough of markets post the Global Financial 

Crisis in 2008/2009, markets have rallied almost in a 

straight line. Figure 1 below shows the performance of the 

ACWI US ETF over this almost ten year period. The red line 

is a best fit (regression) line of daily returns. The grey lines 

depict one standard deviation, while the green lines 

depict two standard deviations.  The relentless uptrend 

with limited volatility is apparent – two standard deviations 

were only breached twice. This uptrend was driven 

predominantly by extremely low interest rates globally 

and, perhaps even more so, by excess liquidity sloshing 

through the global financial system after most developed 

market central banks were forced to implement 

quantitative easing. This environment created the ideal 

backdrop for trend followers of which “passive” ETFs have 

become a large component over the last couple of 

years. 

Figure 1: ACWI US ETF with regression and standard deviation lines 

As we have discussed in the past, quantitative easing is 

slowly, but surely coming to an end and is being followed 

by so-called quantitative tightening. It is perhaps no 

coincidence that markets declined and also experienced 

increased volatility over the last year when the US Federal 

Reserve, which is at the steer of the largest economy’s 

monetary policy, moved to quantitative tightening and 

raising interest rates from the zero band. It is often 

quipped that the “trend is your friend, until the end when it 

bends”. After ten years, and against the backdrop of 

global liquidity fundamentals changing, this trend might 

just have started to bend. Is it now the time to jump on this 

trend following bandwagon?  

One of the inherent flaws of “passive ETFs” is that larger 

companies, which more often than not have 

experienced significant returns over the short to medium 

term, are large constituents of these instruments. In the 

graph below, we plot 1,363 constituents of the ACWI US 

EFT and rank these first on weights in the ETF – this is the 

red distribution in figure 2 (following page). As expected, 

larger companies have larger allocations in the ETF. 



Figure 2:  ACWI US’s constituents – Market cap weight ranked vs valuation ranked 

As part of our investment management process, we 

regularly screen global equity opportunities. This is to, 

amongst other objectives, focus our attention on  

appropriate investment opportunities to evaluate. One of 

our screens uses the following variables: 

 Current price earnings (“P/E”) ratio; 

 Forward PE ratio; 

 Current dividend yield; 

 Current price to book ratio; and 

 Return on equity. 

We rank each of the ETF’s constituents based on each of 

these variables and determine the average rank. The list 

of constituents is then sorted based on the average rank. 

The lowest ranking constituent is the most attractively 

valued company with decent profitability compared to 

capital employed. Plotting these constituents on the 

same graph as before, but based on the relative ranking, 

the blue distribution is created. 

This distribution clearly shows that most, if not all, of the 

larger companies plot on the expensive side. This 

confirms that, even based on this rather simplistic 

quantitative screen, “passive” ETFs will per definition have 

larger allocations to more expensive investment 

opportunities. Is this really such a big problem? Over the 

short-term: No, not really – while the trend is your friend, 

valuation does not matter much… Over the long-term, 

most definitely: In figure 3 on the following page the 

undeniably strong correlation between initial valuation 

and subsequent long-term returns is abundantly clear. 

Since equity returns are determined over the long-run, this 

graph stresses the utmost importance of valuation in long-

term value creation. 

Another consideration is that the above mentioned 

screen is a machine driven algorithm which is stagnant – 

in other words, it does not have the ability to apply 

subjective reasoning as active (human) managers would 

in certain circumstances. Although simplistic, this is akin, to 

many of the “active” ETFs which use factor investing. 

Artificial intelligence, the most recent buzzword, aims to 

address this lack of subjectivity. The jury is however still out 

on this – we would be wary of allocating a significant 

portion of one’s capital to these “untested” factor ETFs. 



A final consideration pertains to costs. Many clients, 

advisors and/or multi-managers are drawn to ETFs due to 

the appeal of low costs. Here it is important not to 

generalise. There are many active managers who do not, 

on average, levy the management fees which have 

given the active investment management industry the 

name of being expensive. Many active investment 

managers, Integrity Asset Management included, levy 

management fees which are very competitive with many 

ETFs, either “passive” of “active”. 

Figure 3: Composite valuation measure vs prospective returns  

To conclude, we do not believe ETFs are bad investment 

opportunities. 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. Especially, at this critical 

juncture where the global macro-economic backdrop is 

changing, investors cannot merely invest in “passive” ETFs 

and believe the trend will forever be their friend. At some 

point (probably in the not too distant future), sanity will 

prevail and valuations will matter again. 

* Composite valuation measure is determined as average of trailing P/E ratio, Shiller P/E ratio, Price to Sales, Tobin’s Q and non-financial market 

capitalisation as % of gross value added for non-financial corporates. 
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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  
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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%
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