
Market Synopsis – June 2018 

In May 2018’s Market Synopsis, we concluded that “we 

are currently seeing various market indicators echoing the 

conditions witnessed in the late 1990s. Although history 

does not repeat itself, similar trends are often 

experienced. Should we see rhyming market conditions, 

the following could ensue – this echoes our views 

articulated in this and previous editions of the Market 

Synopsis: 

i. The global economy should stabilise at an above 

trend level of economic growth over the next 18 

months; 

ii. Inflation should continue higher and could surprise 

on the upside, forcing the US Federal Reserve’s 

hand to hike rates quicker than currently priced in; 

iii. Strong US economic growth, with a hawkish Fed, 

should be supportive of the USD; 

iv. Despite a stronger USD, oil prices can continue the 

uptrend supporting energy linked equities; 

v. Equity market volatility could remain elevated; 

vi. The recent correction should give way to a 

significant late bull-market rally until markets start 

pricing in an economic recession in 2020. 

vii. After 11 years of painful relative underperformance 

the value investment style should eventually come 

back in vogue. Patient investors would be richly 

rewarded as these bouts of outperformance tend 

to occur unannounced and often are sharp and 

significant.” 

All these conclusions remain relevant today, except vi. 

This about-turn stems predominantly from the actions of 

US President, Donald Trump (“Trump”), and his 

administration. The Trump administration upped the ante 

in June by announcing plans to impose tariffs on another 

USD 200 billion of Chinese exports to the US as well as to 

restrict Chinese investment in the US. We would expect 

China to retaliate if this is implemented but, at that point, 

China’s proportionate response would cover more goods 

than the entire range of US imports. Retaliation will 

therefore have to occur elsewhere. Tariffs are bad 

enough, but the risk that trade tensions could spill over 

into the South China Sea and other areas of strategic 

disagreement, is much more alarming. The South China 

Sea or Taiwan could produce market-moving “black 

swan” geopolitical events this year or next.  

There may, however, be little that China can do to fend 

off a trade war. Protectionism is popular among American 

voters, especially among Trump’s support base, as shown 

in Figure 1. Trump ran on a protectionist platform, and he 

is now trying to deliver on his promise of a smaller trade 

deficit. 

It is certainly fair to ask China to pay for the intellectual 

property it takes from other countries. Broadly speaking, 

rectifying unfair trade practices is always a good idea. 

However, erecting a higher tariff wall alone is unlikely to 

either shrink the trade gap or boost US economic growth, 

especially given that other countries are retaliating in kind. 

During the 2016 election campaign, then-candidate 

Figure 1: Free trade not very popular in the US 



Trump proposed a 35% and 45% across-the-board tariff 

on Mexican and Chinese imports, respectively. It was 

estimated at the time that, with full retaliation, this policy 

would reduce US real GDP by 1.2% over two years, not 

including any knock-on effects to global business 

confidence. Cancelling the North American Free Trade 

Agreement (“NAFTA”), which Trump is also threatening, 

would be much worse. The bottom line is that nobody 

wins a trade war. 

In addition, the trade deficit is more likely to swell than 

deflate in the coming years, irrespective of US trade policy 

actions. The external deficit is the opposite of the excess 

of domestic investment over domestic savings. In the US, 

the latter is set to shrivel given the pending federal budget 

deficit blowout and the fact that the household savings 

rate continues to decline and is close to all-time lows. This, 

together with an expected acceleration in business 

capital spending, pretty much guarantees that the US 

external deficit will swell in the next few years. An 

overheated economy will also prompt the Fed to raise 

rates more aggressively, than it otherwise would, leading 

to a stronger USD. All of this will result in a wider trade 

deficit. Whether Trump thus succeeds in decreasing the 

trade deficit is entirely a different story. What will Trump tell 

voters two years from now when he is campaigning in 

Michigan and Ohio about why the trade deficit has 

widened under his watch? Will he blame himself or 

America’s trading partners? No prize for getting this 

question right! 

The Trump Administration has also launched an 

investigation into the auto industry and has, as mentioned 

above, threatened to cancel NAFTA. US Congress will likely 

push hard to save NAFTA, since it is of critical importance 

to many US companies. This is especially true for those 

companies with supply chains that criss-cross the borders 

with Canada and Mexico. Trump, however, still has the 

option of triggering the six-month withdrawal period as a 

negotiating tactic to increase pressure on these two 

trading partners. This could significantly rattle equity 

markets. Many believe that Trump will back away from his 

aggressive negotiating tactics if the US equity market 

begins to feel pain. We shared this view in the past, but 

would not necessarily bet on this anymore. Trump’s 

popularity is high and has not been overly correlated with 

the equity market in the recent past. Additionally, blue 

collar workers, Trump’s main support base, do not own 

many equities. The implication is that Trump will be willing 

to take risks with the equity market in order to score points 

with his base heading into the mid-term elections. The 

bottom line is that we do not believe that investors have 

seen “peak pessimism” on the trade front.  

In the past investors were accustomed to believing that 

there were various “policy puts” providing a support to risk 

assets. The first was the “Fed put”: The Fed will stop raising 

rates if growth slows and equity prices fall. This was a 

sensible assumption a few years ago. The Fed hiked rates 

in December 2015 and then stood pat for 12 months as 

the global economic backdrop darkened. These days, 

however, the Fed wants slower growth. If weaker asset 

prices are the mechanism to slower growth, so be it. The 

“Fed put” may still be around, but the strike price has 

been marked down to a lower level. Likewise, worries 

about growing financial and economic imbalances will 

limit the efficacy of the “China stimulus put”: The 

tendency for the Chinese government to ease fiscal and 

credit policy at the first hint of slower growth. The same 

goes for the “Draghi put.” The ECB is hoping, perhaps 

unrealistically, to wind down its asset purchase program 

later this year. This means that a key buyer of specifically 

Italian debt is stepping back just when it may be needed 

the most. The loss of these three policy puts, along with 

the elevated trade protectionism risks, means that the 

outlook for global risk assets could to be more 

challenging over the coming months.  

Should global equities sell off by more than 15% during 

the next few months, or if the policy environment 

becomes more market-friendly, the previously mentioned 

“blow-off” rally might be back in the cards. This would be 

similar to what happened in 1998, when the S&P 500 fell 

sharply between July to September, followed by a 

significant counter-trend rally. 

We expect that the next recession will not be especially 

severe in purely economic terms. However, as was the 

case in 2001, even a mild recession could lead to a very 

painful equity bear market if the starting point for 

valuations is high enough. Valuations today are not as 



Figure 3: Value style’s time to shine approaching? 

extreme as they were back then, but they are still near the 

upper end of their historic range, as presented in Figure 2. 

A composite valuation measure incorporating both the 

trailing and forward PE ratio, price-to-book, price-to-cash 

flow, price-to-sales, market cap-to-GDP, dividend yield, 

and Tobin’s Q points to real average annual total returns 

of 1.8% for US equities over the next decade. Global 

equities, measured on a similar basis, will fare slightly 

better, but returns will still be below their historic norm. 

Long-term equity investors, looking for more upside, 

should consider steering their portfolios towards value 

equities, which have massively underperformed growth 

equities over the past 11 years, as seen in Figure 3. 

To conclude, Trump’s trade war antics are taking the 

punchbowl away prematurely, and would probably be 

futile in addressing the US’s trade deficit with China. 

Should markets correct sufficiently over the coming 

months, a significant “blow-off” rally might be back in the 

cards. Value equities should provide downside protection 

during a market correction and more relative 

outperformance over the long-term due to current 

extreme relative undervaluation, as shown in Figure 3. As 

mentioned in the past, patient (value) investors would be 

richly rewarded as these bouts of relative outperformance 

tend to occur unannounced and often are sharp and 

significant.  

Figure 2: US equity market expensive, but not excessively so 
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Indicator Spot MTD YTD Y-o-Y

Gold 1 253,16   -3,5% -3,8% 0,9%

Brent Crude 79,44        2,4% 18,8% 65,8%

USDZAR 13,73        8,2% 10,8% 5,0%

EURZAR 16,04        8,3% 8,0% 7,3%

GBPZAR 18,13        7,5% 8,4% 6,4%

JSE All Share TRI 8 306,34   2,8% -1,7% 15,0%

JSE Resources TRI 2 709,18   6,4% 18,5% 44,6%

JSE Industrials TRI 14 524,46 4,9% -3,9% 8,8%

JSE Financials TRI 8 965,74   -2,8% -7,6% 16,8%

JSE Listed Property TRI 1 937,43   -3,5% -21,4% -9,9%

S&P 500 2 718,37   0,5% 1,7% 12,2%

Euro STOXX 50 6 979,38   -0,2% -1,0% 1,3%

FTSE 100 6 629,24   -0,2% 1,7% 8,7%

Nikkei 225 35 050,37 -0,6% -1,0% 13,5%

Hang Seng 79 425,71 -4,5% -1,6% 16,3%
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