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A normalisation towards long-term returns

There are two factors that drive equity prices, earnings and a re-rating of the (price/earnings) multiple. Simply put, earnings are a company’s profits. Although earnings 

on the JSE were lacklustre in recent years, with mostly single digit returns, we still saw modest earnings growth and not a contraction. However, the overall price level has 

been under tremendous pressure, most notably because of a de-rating in the multiples attributed to companies. Many factors can influence the de-rating of multiples. In 

recent years, sentiment and normalisation (tapering and higher interest rates) played the greatest role in de-rating the JSE towards lower multiples.

The concern investors have over South Africa (SA)’s future resulted in much lower multiples. Sentimental-based concerns stem from local political reasons and the global 

context. Until recently, a lack of structural reform in SA, which flows directly from a lack of political will and effective leadership, weighed most heavily on the JSE’s 

multiple (explaining the low returns we saw from 2015–2017). More recently, however, the global context weighed the JSE’s multiple down. Although South Africans are 

very critical and compare our country to rich developed countries, investors don’t. Investors categorise SA as an emerging market, which is exactly why Turkey’s contagion 

spilt over to us earlier this year. This is of course grossly unfair. Many of the negative characteristics of economies in this category are wrongfully associated with SA. 

These include: high inflation, high foreign denominated debt, and undeveloped capital markets (reducing the access to liquidity, amongst others). Similarly, many positive 

characteristics of the SA economy are not found in the other countries of this category. Most notably are the fundamental drivers of a healthy society: a constitutional 

democracy, a free press, a functioning financial system on par with global leaders, an independent central bank, and an unbought judiciary. So, even though structural 

reform might not be around the corner, SA’s relatively strong emerging market position should help to re-rate our multiple higher once emerging market sentiment 

returns. A return of sentiment, however, might be at least 6 months out.

Except for sentiment-based reasons, the earnings multiples of emerging markets, especially those of the JSE, have been sold down because of an ongoing normalisation 

in international markets. In the aftermath of the global financial crisis, emerging markets like the JSE, Shanghai Composite and the Hang-Seng benefited tremendously 

from yield-seeking investors. After multiple rounds of quantitative easing the US started to taper the world back to more normal levels in 2013, draining excess liquidity. 

In 2016 when the US started increasing interest rates, the relative attractiveness of emerging markets fell even further. On the other end of this great normalisation, the 

earnings multiples of the developed markets, particularly in the US, were re-rated upwards. Normalisation, therefore, supported the bull-run which has now resulted in a 

big scare and talk about another great recession.

Many global market participants are scared about the length of the current bull market in developed countries, especially the US. However, their scepticism is based purely 

on the length of the run, not on fundamentals. A healthy pullback might be imminent and aggressive monetary tightening might lead to a recession. However, we are 

still nowhere close to a market meltdown like the great depression of the 1930’s, the 1987 oil crash, the 2001 dotcom bubble, or the 2008/9 global financial crisis. Market 

participants are especially concerned about the likeliness of another tech-bubble. Their fears stem from the significant price increases this sector experienced in recent 

years — almost two-thirds of total market returns. However, unlike what we saw during previous bubbles, the tech-sector’s current price increases have been substantiated 

by sustained earnings growth, a common denominator in US equity markets. 

We don’t prescribe to doomsday theories or notions of another global crisis. Fundamentally, these theories are unsubstantiated. Global economies are much healthier and 

more robust, especially the balance sheets of financial institutions. Global markets will most likely taper down to long-term growth rates. Similarly, local markets will most 

likely move back up towards long-term growth rates. Just like the inflation-plus-20% returns in the US are unsustainable, so too are the lower-than-inflation returns of the 

JSE — for two simple reasons. First, no matter how modest, if earnings continue to grow, share prices can only decline up to a point where valuations become ridiculously 

cheap (a point we are getting very close to). Second, and not related to economic growth or earnings, a re-rating of the market multiple can spark price increases. Even 

though market participants might be sceptical about drastic improvements to SA’s economic prospects in the short term, so much bad news has been priced in that even a 

hint of good news can spark substantial market returns.

In conclusion, we continue to take advantage of short-term market volatility to optimally position our portfolios to meet our clients’ long-term financial objectives. 

Therefore, the biggest risk investors face is not a looming trade war, rising rates or global growth concerns, but changing their optimal asset allocation strategy based on 

short-term market movements.
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