
Market Synopsis – October 2018 

In last month’s Market Synopsis we quipped that 

September was “a fairly uneventful month in markets.” 

How quickly things change?! At the time of writing, the 

MSCI All Country World Index has dropped by close to 

10% (in USD terms) and the FTSE/JSE All Share Index is 

close to 9% (in ZAR terms) lower for the month. From year-

to-date peaks the picture is even more nauseating with 

the local market down close to 18% and global markets 

lower by more than 14%. What has sparked this sharp sell-

off? Is this the start of a bear market or just a (healthy) 

correction in the secular bull market? A number of culprits 

could be blamed for October’s sharp pullback, but in 

reality markets have been primed for a correction and 

any little excuse could have been used by investors to 

sell. This was also evident by the dearth in attractively 

valued opportunities available for investment. Owing to 

these factors, we materially increased cash allocations in 

both our local and global equity funds with close to 10% 

cash allocation in the Integrity Equity Prescient Fund and 

close to 20% in the Integrity Global Equity Fund over the 

last couple of weeks before the onset of the correction. 

US Federal Reserve (“Fed”) Chairperson Jerome’s Powell 

(“Powell”)’s “long way to go” comment seemed to have 

pushed the teetering equity market over the edge. He 

challenged the market’s view that the Fed funds rate is 

getting close to the neutral rate; thus implying that the 

Fed is not close to pushing the pause button on future 

rate hikes – see Figure 1.  

Figure 2 shows that the Treasury yield curve steepened as 

the market discounted a higher cyclical peak in the Fed 

Funds rate.  Could it be that bond yields have reached a 

“choke point” where tightening financial conditions are 

derailing the economic expansion? The global economic 

deceleration is intensifying, but the US economy still 

appears to be enjoying solid momentum. Additionally, 

this month’s bond selloff mostly reflected rising real yields 

(rather than inflation expectations) and the steepening of 

the yield curve. Both these facts suggest that the Treasury 

selloff was reflective of strong economic growth in the US, 

rather than a signal that the Fed is now outright restrictive.  

Nonetheless, this issue is particularly tricky in this cycle 

because the equilibrium (or neutral) Fed funds rate is 

undoubtedly somewhat lower than in past expansions – 

please refer to the July 2018 Market Synopsis for further 

information. Why is this relevant? Many reasons, but one of 

the most critical reasons is that monetary conditions 

significantly influence equity market returns. To confirm 

this, the following analysis was conducted: The Fed funds 

rate cycle was divided into four phases based on the 

interaction between the level of rates and their direction, 

as follows: 

Figure 1: Market rate expectations appear too benign 

Figure 2: Treasury yield curve steepened 
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• Phase I begins with the first rate hike of a new 

tightening cycle and ends when the Fed funds rate 

crosses above the estimate of the equilibrium rate; 

• Phase II represents the latter stages of the tightening 

cycle, when the Fed hikes its target rate above 

equilibrium in a deliberate effort to cool an 

overheating economy; 

• Phase III represents the period from the first rate cut 

from the peak until the Fed cuts its target rate 

below equilibrium; and 

• Phase IV represents the period between when the 

Fed funds rate breaks below its equilibrium level 

until it bottoms. 

The challenge is estimating the equilibrium or neutral level 

of the Fed funds rate. It is a theoretical concept – the 

level that is consistent with an economy at full 

employment with no upward or downward pressure on 

inflation or growth. The Fed lifts the Fed funds rate above 

neutral when it wishes to dampen the economy and 

temper inflationary pressure. An estimate of the 

equilibrium rate is shown in Figure 3 below. 

The level of the Fed funds rate relative to its equilibrium 

has mattered much more than the direction of rates for 

historical S&P 500 price returns – see Table 1: Price returns 

Figure 3: Fed funds rate vs equilibrium (or) neutral rate 

during Phases I and IV (when the Fed funds rate is below 

equilibrium) trounce returns during Phases II and III (when 

the Fed funds rate is in restrictive territory).  

From Figure 3 it appears that we are still in Phase I, 

implying that it is too early to expect more than a 

correction in risk assets based solely on the US monetary 

policy cycle. The Fed funds rate has been rising, but so 

too has the equilibrium rate. Powell’s latest comments 

suggest that the Fed agrees. 

In addition, the US economic and earnings backdrop is 

robust enough that should the correction continue with a 

further single digit decline from current levels, many of the 

opportunities on our radar will show sufficient value to 

warrant initial allocations of capital, naturally barring a 

significant deterioration in the macro-economic 

backdrop. In this regard, we are monitoring the following 

key macro-economic risks: 

i. US foreign policy 

The US mid-term election is due on the 6th of 

November. There is an elevated chance that the 

Democrats could take control of the House, with a 

non-trivial possibility of the Senate to follow suit. One 

could expect a knee-jerk equity selloff if the 

Democrats manage to secure both parts of 

Congress. However, any damage to risk assets 

should be fleeting because the Democrats would 

not be able to unravel any of US President Donald 

Trump (“Trump”)'s main economic policies. The Trump 

tax cuts are here to stay. In addition, the odds would 

ANNUALISED S&P 500 PRICE RETURNS BY FED FUNDS RATE 

  CAGR # OF MONTHS 

PHASE I (EASY, HIKING) 7.80% 225 

PHASE II (TIGHT, HIKING) 0.80% 125 

PHASE III (TIGHT, EASING) 0.90% 101 

PHASE IV (EASY, EASING) 12.00% 234 

     

EASY (PHASES I & IV) 9.90% 459 

TIGHT (PHASES II & III) 0.90% 226 

     

ALL PHASES 6.80% 685 

Table 1: Market returns vs Fed funds rate cycle 



increase for an infrastructure plan and even an 

immigration deal, if Trump comes to the middle 

ground on some of his demands. The implication is 

that fiscal policy will remain highly stimulative in 2019, 

before the fiscal thrust begins to wane in the 

subsequent year. 

The Trump administration’s foreign policy, however, 

remains a key risk for equities. Trump will most 

probably continue pursuing unorthodox foreign and 

trade policies regardless of the midterm outcome. 

The recently announced 10% tariff on USD 200 billion 

of Chinese imports confirms our pessimistic view on 

trade tensions. Trump has further threatened to lift the 

tariff to 25% by the end of the year in order to pile 

even more pressure on Beijing. This would represent a 

significant escalation in the trade war, one that we 

expect Chinese policymakers not to simply roll over 

and accept. The risk is that the Chinese government 

not only continues with the tit-for-tat hiking of tariffs on 

US exports, but also retaliates against US firms with 

operations in China.  

Meanwhile, the US sanctions impacting Iranian oil 

exports will officially begin on the 4th of November, 

just two days before the mid-term election. Once the 

election is out of the way, President Trump will refocus 

on his "maximum pressure" tactic, which he believes 

led to a breakthrough with North Korea. Unfortunately 

for markets, this tactic will probably not work as 

smoothly with Iran and China. 

ii. Rising probability of an oil shock 

The above-mentioned pressure on Iran adds to the 

already high risk of an oil price spike above USD 100 

per barrel in early 2019. While oil demand growth is 

slowing somewhat, exports from two of OPEC's largest 

producers, Iran and Venezuela, are falling rapidly. 

Global oil inventories are drawing down, while spare 

capacity is perilously low, leaving little in the way of 

readily available backup supply to deal with an 

unplanned production outage. The confluence of 

these factors is setting the global oil market up for a 

supply shock. It is important to differentiate between 

a steady, demand-driven rise in the oil price versus a 

rapid, supply-driven oil price spike.  The former can 

push bond yields higher by forcing inflation 

expectations higher at a time when strong economic 

growth is also pushing up real bond yields. 

Nonetheless, equity prices could continue rising in this 

scenario as the robust economic backdrop 

outweighs the impact of higher yields. In contrast, an 

oil price spike driven by supply restrictions would 

produce a deflationary impulse by depressing real 

economic activity. It could even be the catalyst for a 

recession. A supply-driven oil spike would be outright 

bearish for risk assets, except possibly energy shares. 

iii. Emerging markets on a knife’s edge 

As mentioned in previous editions of the Markets 

Synopsis, in the absence of policy stimulus in China, 

the prospect of continuing Fed tightening means 

that it is too early to bottom-fish in Emerging Markets 

(“EMs”). Emerging Asia is at the epicentre of the 

global trade and capital spending slowdown. The 

sharp deceleration in Korean (and Taiwanese) export 

growth rates suggests that growth in world industrial 

production and forward earnings estimates are not 

yet near a bottom – see Figure 4.  

Softening Chinese domestic demand is adding to 

the gloom. Chinese policy stimulus remains 

underwhelming, confirming that Chinese President Xi 

Jinping has not yet abandoned his structural goals 

and shadow bank crackdown, which are weighing 

on overall credit expansion. 

In addition, EM financial conditions continue to 

tighten. Many factors lie behind this deterioration in 

the EM financial conditions index, including the 

collapse in performance of carry trades, the USD’s 

almost relentless ascent, and rising US interest rates 

that are boosting the cost of servicing foreign 

currency EM debt. In turn, tighter EM financial 

conditions are contributing to the global 

manufacturing slowdown in a self-reinforcing 

negative feedback loop.  



Figure 4: Korean exports - Global bellwether? 

It has been argued that the Fed will soon have to 

back off its rate hike campaign in the face of global 

financial market stress – much like it did in 2016. 

However, the FOMC’s pain threshold is higher than at 

any time since the Great Recession because the 

domestic economy is showing signs of overheating. 

The correction in risk assets would have to get a lot 

worse before the Fed blinks, we believe. 

Meanwhile, the US again passed on the chance to 

label China a currency manipulator. This opens the 

door to another down-leg in the RMB, especially if the 

US/China trade war escalates. Additional RMB 

weakness would spell more trouble for EM assets as it 

makes these economies’ exports less attractive for 

Chinese importers. 

iv. Italy’s debt woes 

The main problem with the Italian economy is that 

the private sector saves too much and spends too 

little. A shrinking population has reduced the need for 

firms to invest in new capacity. Unlike Germany, Italy 

cannot export its savings to the rest of the world 

through a large trade surplus because it does not 

have a hypercompetitive economy. Nor can the 

Italian government risk running afoul of the bond 

vigilantes by emulating Japan's strategy of absorbing 

private-sector savings with large budget deficits. The 

implication is that Italy is stuck in a low-growth trap 

that is feeding political pressure to shed the EU’s fiscal 

constraints. The populist government will probably be 

the first to blink, but it may require more bouts of 

financial stress to force capitulation. A yield of 4% on 

the 10 year BTP is a likely threshold for a compromise. 

Above that level, Italian banks become insolvent 

based on the market value of their holdings of Italian 

debt. In the meantime, rising global bond yields 

worsen Italy’s fragile financial situation, with possible 

contagion into global financial markets. 

In conclusion, we do not believe the current market 

pullback will deteriorate into a bear market; it should 

remain a (healthy) correction in the event that none of the 

current key macro-economic risks materialise. And 

additional single digit decline from current levels would 

see many of the opportunities on our radar show sufficient 

value to warrant initial allocations of capital and a 

reduction of the overweight cash allocations in our funds. 
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Indicator Spot MTD YTD Y-o-Y

Gold 1 222.87   2.5% -6.2% -3.8%

Brent Crude 75.91        -8.2% 13.5% 23.7%

USDZAR 14.6406    3.5% 18.2% 3.6%

EURZAR 16.6153    1.2% 11.9% 0.9%

GBPZAR 18.6075    1.0% 11.3% -0.8%

JSE All Share TRI 7 418.48   -8.7% -12.2% -11.2%

JSE Resources TRI 2 609.66   -7.9% 14.2% 11.2%

JSE Industrials TRI 11 650.14 -12.6% -22.9% -25.4%

JSE Financials TRI 8 924.07   -4.5% -8.1% 6.9%

JSE Listed Property TRI 1 883.61   -1.8% -23.6% -18.8%

S&P 500 2 682.63   -7.9% 0.3% 4.2%

Euro STOXX 50 6 488.72   -7.4% -7.9% -12.1%

FTSE 100 6 184.94   -6.1% -5.1% -2.1%

Nikkei 225 33 983.42 -11.0% -4.0% -0.6%

Hang Seng 68 622.69 -11.4% -15.0% -9.9%
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