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But what about China? Even prior to the crash, China had 
overtaken America as the world’s leading manufacturer. But after 
2008, China’s emergence as the biggest economic superpower 
accelerated as America reeled.  Even by 2010 it was doing more 
global trade than America, and the gap has continued to grow.  It 
was China that effectively saved the West in the post-crash years 
through investment into the world’s economy. As president, 
Trump has been tougher on China than his predecessors, hence 
the looming trade war between the West and East.  Many experts 
are labelling his approach as “economic suicide.” Trump says trade 
wars are “good, and easy to win”- but even he, deep down, must 
know that is not quite true, which is why he is careful to mix his 
tough talk about trade with China with warm words about 
President Xi. China holds some $1 trillion in American debt, and it 
could, in theory, hold the global economy to ransom with the 
threat of selling its US Treasury holdings.

In the UK, the BCC (British Chambers of Commerce) say the high 
cost of doing business and ongoing uncertainty over the UK’s 
future relationship with the EU would continue to stifle business 
investment, and drag down growth in the second half of the year.  
The IMF have warned that the economy will shrink if the country 
leaves the EU without a Brexit deal next year. Adding that any 
deal will leave the country financially worse off than staying in.  
The coming months are likely to be interesting with so much 
uncertainty remaining as to how both the UK and Europe will 
come out of Brexit next year.

Our clients can take comfort in our process, which is built around 
long term views, ignoring the short term noise, making use of 
diversification to achieve your personal financial objectives. We 
believe opportunities exist, even when times seem di�cult, we 
don’t believe in trying to time the market as these global issues 
and the impact of them are impossible to predict. We would like 
to take this opportunity to thank you for your continued support 
and trust you will enjoy the content that follows.  Should you have 
any queries, please do not hesitate to contact us.

The IWM Team

As we approach the last quarter of 2018, the global political and 
economic events which continue to unfold certainly gives us no 
shortage of topics to discuss and consider.

The South African economy slipped into technical recession 
during the second quarter of 2018, based on the widely 
recognised indicator of recession, being two or more consecutive 
quarters of negative growth (GDP). Our last recession was 
experienced during the course of the 2008-2009 financial crisis, 
when we experienced three consecutive quarters of economic 
decline. This time, the first quarter contraction was 2.6%, with a 
0.7% shrink in the second quarter, comprised mainly of an 
agriculture production fall-off (29.2% in the quarter).  

Earlier this year, the election of Ramaphosa as President resulted 
in an era of positivity and hope, the Rand strengthened along 
with domestic counters and bonds, and we stood at the cusp of a 
new dawn. However, barely 6 months later, the euphoria seems to 
have given way to gloom, a technical recession, a much weaker 
currency and bonds and a seemingly negative sentiment by 
consumers and investors. This begs the question: was the hype 
justified, or was it just a case of hope and/or relief in that anything 
would be better? What certainly hasn’t helped, is the state of 
emerging markets broadly, with concerns over a contagion 
resulting in negative influences on South Africa due to factors 
outside of our control. It is fair to admit that we have scored a few 
own goals along the way, which isn’t helping matters. Between 
the land issue, continued concern over State Owned Enterprises 
and slower than expected economic reforms. However, it is 

important to think how different things may have been had the 
result been different in December last year. In September, 
President Ramaphosa shared parts of a stimulus package of 
reforms intended to kickstart the economy with business and 
labour leaders.  The plan centres around five pillars:
 
•  policy reform which will enhance economic growth
•  the reprioritisation of public spending
•  an infrastructure “mega fund”
•  tackling education and health matters, and 
•  investment in municipal infrastructure.
 
Ten years ago, the world collapsed when Lehman Brothers bank 
imploded, the US-led global financial system went into 
meltdown, stock markets plummeted and everybody got 
spooked. History has shown us, however, stock markets always 
bounce back, with Wall Street now thriving again.  There’s no 
doubt that the US economy is in a boom, with high levels of job 
satisfaction, low unemployment and growth remaining healthy.  
Wages are still lagging, but all other indicators show the economy 
performing strongly. In the event that the economy grows to 
2020, it would be the longest expansion in US history.

There is growing concern around the conflicting views of how to 
proceed between Trump and the Fed, which is a fiercely 
independent institution overseen by Congress. Trump wants to 
continue to cut taxes and retain interest rates low to stimulate 
consumer spending.  But Trump doesn’t control interest rates, the 
Fed does. The Fed is focused on gradually raising interest rates to 
ensure the economy doesn’t overheat. Trump’s tariffs are another 
point of friction, he argues that tariffs are a necessary negotiating 
tool to get better trade deals, while the Fed and many economic 
and business leaders warn a trade war could slow, or even tank 
the economy.

Independent Wealth Managers
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Financial Indicator Review
30 September 2018

Gold $/oz 1 191 

SPOT % MOVE 12 MONTHS

-7,19%

*ZAR/USD 14,15 4,80%

*ZAR/GBP 18,43 1,51%

*ZAR/EUR 16,44 2,97%

All Share (J203) 55 708 0,23%

Resources (J210) 43 205 23,39%

Financials (J580) 42 603 3,25%

SA Industrials (J257) 75 577 -9,40%

Property (J254) 415 -20,85%

S&P 500 2 914 15,66%

FTSE 100 7 510 1,86%

Nikkei 24 120 18,49%

DJ-EURO50 3 399 -5,44%

Nasdaq 8 046 23,87%

Hang Seng 27 789 0,85%

Shanghai Composite 2 821 -15,75%

France CAC40 5 493 3,07%

Germany DAX Composite 12 247 -4,54%

PLEASE NOTE: 
A negative movement in the currency indicators represents a strengthening of the Rand against the comparative currency.
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Harry Markowitz, the father of Modern Portfolio Theory, once 
called diversification “the only true free lunch in investing.” 
According to financial theory, allocating too much of your equity 
portfolio to a single country increases risk – through higher 
volatility and more painful losses – without leading to superior 
returns. Looking at the historical evidence, this theory has been 
proven accurate time and time again.

Diversified equity portfolio returns are less lumpy
As the chart on page 7 shows, individual countries take turns in 
being the 'hero' or the 'villain' of investment portfolios. But a 
balanced holding of global equities provides a steadier outcome – 
never the best, but also never the worst-performing asset class. 
Apart from diversification, investors have no other way of 
guaranteeing they won't be unduly exposed to the worst market.

Diversification lowers volatility in the short term...
So far this year, global equities have suffered just 2 days of 
declines greater than 2%, versus 7 in the US, 8 in China, and 20 in 
Brazil.

…and in the long term
The maximum drawdown for the MSCI All Country World Index 
(ACWI) over the past 15 years was 54.4%, versus 55.2% for the S&P 
500 and 58.5% for the Euro Stoxx 50. And the US market has 
suffered 10 peak-to-trough drops of over 10% since 1999, 
compared with just seven for global stocks.
 
Exposure to idiosyncratic risks is lower
In Switzerland, the healthcare sector alone makes up almost 40% 
of the market’s value, and the three largest companies account for 
almost 60% of the SMI equity benchmark. By contrast, technology
– the single largest sector in the MSCI global benchmark – 
accounts for just under 20% of the index, and the three largest 
stocks make up just 5%.

In addition to missing out on the benefits of diversification, the 
risks of overconcentration are compounded by home bias. This 
occurs when an investor allocates too much to their own country's 
stock market. It can leave them particularly vulnerable to 
homegrown risks that could affect their career, retirement 
savings, and even the value of their house.

So while the recent trend has been "America First"...
The US has outperformed global equities since 2010, and so far in 
2018 its return advantage is on pace to be the largest for a 
calendar year since 2013. The S&P 500 has returned over three 
times more than the Euro Stoxx 50 since the start of the year: 
7.4% versus 2.2%.

Global Financial Markets
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• It can be tempting to allocate more to our home 
  country's market, or to the equities that have been
  outperforming more recently. But these temptations 
  can hold significant risk.

• Global equities are never the best-performing asset 
  class, but they are also never the worst-performing 
  asset class, and diversifying across equity markets 
  provides many additional benefits, including better 
  risk-adjusted returns, fewer unpleasant surprises, 
  and a more comfortable investment experience.

• So although there will often be stretches where a 
  single market leads the pack, history tells us that 
  these winning streaks are often followed by 
  underperformance. A diversified approach is key 
  to avoiding these painful swings.

Global diversification still makes sense.
Chief Investment O�ce Americas, Wealth Management | 
13 August 2018 10:35 pm BST. Barbara Gruenewald, CFA, 
Head Strategic Asset Allocation; Sagar Khandelwal, Strategist; 
Christopher Swann, Strategist; Wolf von Rotberg; Justin Waring, 
Investment Strategist Americas, justin.waring@ubs.com

...no market can outperform the world forever...
Even though the US is the world's largest single market, 
accounting for 53.9% of the MSCI ACWI, the biggest doesn't 
always mean the best. US stocks drastically lagged emerging and 
non-US developed markets from 2002 to 2007, with MSCI 
Emerging Markets gaining 353% and MSCI EAFE returning 129%, 
versus just 43% for the S&P 500. Since 1999, the US has only been 
the top equity market once, while MSCI Emerging Markets has 
headed the rankings in 9 years.

... and there is good reason to doubt that the US will see 
a repeat of its last 5–10 years of robust outperformance:
• The earnings boost from US tax cuts, which has propelled stock 
returns this year, will fade over the coming one. Valuations in the 
technology sector, which has been responsible for much of the 
outperformance, are also no longer appealing in our view.
• Because the US is more advanced than other regions in the 
economic and earnings cycle, other markets might offer more 
low-hanging fruit to fuel periods of outperformance in the 
coming years.
• A lot of the good news is already priced into the US market. It’s 
now trading at an 11% premium to its 30-year average, based on 
a 12-month-trailing price-to-earnings ratio. By contrast, in 
emerging markets, whose economies are growing much faster 
than the US, stocks are trading at an 18% discount to the three- 
decade average.

Conclusion
Although we will still seek tactical opportunities by positioning in 
local markets over shorter time frames, these will always be 
measured positions that enhance a still-diversified portfolio. 
Diversification can be uncomfortable at times, creating the sense 
that investors are missing out on winners, and its full benefits are 
often only visible over a period of several years. Even so, they are 
visible.
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Global diversification still makes sense.

In other words, to paraphrase Winston Churchill:

“Diversification 
is the worst 
investment 
strategy... except 
for all the others.”



Global Financial Markets

07

www.iwm.co.za

Global diversification still makes sense.

Global equities are never the best, but they're also never the worst.
Calendar year returns for select equity markets.

Source: UBS, Bloomberg, as of 9 August 2018

THE INDEPENDENT PUBLICATION



08

Looking at history to see the patterns of past trade wars, we can 
assess two previous trade wars, both involving the US. The first is 
one which occurred in the lead up to the great depression when 
the US signed the Smoot-Hawley Act in 1930, with the intention 
to protect local businesses and farmers from a global slowdown. 
During the great depression world trade declined by 25%, about 
half of which has been attributed to trade barriers instituted by 
the act. The second is the 1980’s era trade war between a 
dominant US and a resurgent Japanese economy where the US 
imposed tariffs on Japanese electronics as well as limiting 
imports of cars and other steel-based products. This was done to 
protect the US from rising Japanese power. The outcome of this 
was the Plaza accord where Japan effectively gave in to US 
demands. Both instances mentioned above share some common 
elements: They both led to a decline in global trade and GDP[1] 

and in both cases the US emerged as the winner.

The current trade war has echoes of the 1980’s trade war with 
Japan as the US seeks to protect their dominant position in the 
world economy from developed peers as well as an increasingly 
powerful bloc of developing nations, led by China. The US believes 
that they have been exploited by their trading partners. They use 
the fact that they import more than they export to each of their 
major trading partners as evidence of this exploitation of free 
trade. Donald Trump ran for president on the back of a campaign 
to ‘Make America Great Again’. This campaign was centred on 
bringing manufacturing jobs back to the US from the developing 
nations, such as China and Mexico, and on supporting industries 
that had been decimated by the rise of global trade. The use of 
protectionism by the US is therefore a natural route for the 
president to follow to appease his support base.

What does this mean for investment markets?
In recent decades the global economy has become deeply 
interlinked, chart 1 shows that global trade has increased from 
38% of global GDP in 1980 to almost 60% today. The larger size of 

global trade and deeper economic links between nations means 
that a trade war could have much deeper consequences than 
seen in previous instances.

The potential risks from this trade war are twofold. Firstly - global 
trade slows and this in turn slows global economic growth. This 
risk has been escalating with the IMF[2] releasing a report in 
mid-July 2018 that the current proposed tariffs (taxes) could wipe 
out 0.5% ($430bn) of global economic growth by 2020. To put this 
in context the current total size of South Africa’s economy is 
$426bn. This number has the potential to increase further as both 
sides escalate their trade-war policies. The second risk is that the 
taxes imposed on imports to the US push inflation up higher than 
expected. This, simplistically, would result in the US having to raise 
their interest rates at a faster pace than currently projected to 
compensate for the increased inflation. This course of action has 
the potential to cause a material decline in global asset values.

www.iwm.co.za
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Do we need to worry about
Trade Wars?

Either of the risks mentioned above would be negative for both 
developed and emerging markets. Developed nations have been 
beneficiaries of the rise in global trade with it opening new 
markets to sell their goods. Up to 30% of the revenue earned by 
companies in the S&P 500[3] comes from countries other than the 
US[4]. A decrease in trade would therefore negatively affect these 
companies’ revenues. Developing nations such as China and India 
have also been beneficiaries of the rise in global trade with many 
manufacturing jobs moving to these nations. Increased 
protectionism and a slow-down in trade would result in job losses 
and economic pressures in these nations’ export industries. In 
addition, the currencies and bonds of these emerging market 
economies could decline in value as the perceived risk of investing 
in these countries increases. South Africa would not be immune 
to these pressures as we too have been a beneficiary of the rise in 
global trade, with any slow-down in global trade and economic 
growth creating negative consequences for the country.

So what should investors expect from their portfolios?
Our view is that global trade is too entrenched and nations too 
interlinked to allow a prolonged trade war to occur. The level of 
price competition present in the global economy will force 
countries to come to a compromise on trade. The current trade 
war is therefore more short-term politicking than anything else. 
While certain counters may be impacted in the short term, we do 
not see a need to change the outlook on global trade longer term.

Specific shares may be exposed more than others – so we also 
caution against seeing any meaningful downside being applied in
general across the market. Examples of this are car manufacturers 
such as Daimler (Mercedes-Benz) and Toyota whose profit 
expectations saw material negative moves as the trade wars 

intensified. A further example is Harley Davidson, a US based 
company which has indicated that the input costs per unit that 
they produce have increased by $2200 due to the tariffs imposed 
by the US on steel and aluminium.

However, we need to be careful not to be caught up in the 
constant ‘noise’ and headlines surrounding the potential for 
trade-wars. One could easily lay the blame for every recent 
downturn in world markets at the feet of the trade war. An 
example is the sell-off in emerging market bonds and equities in 
2018. This has been roundly attributed to the trade tensions 
created by some news agencies when this sell-off has as much to 
do with a stronger US Dollar and rising US interest rates as it does 
with the trade war.

Given our views above we suggest that investors avoid the 
temptation to alter their long-term strategies. Stay the course 
through the higher volatility to come and ensure that portfolios 
are adequately diversified. The negativity surrounding the trade 
war has the potential to create investment opportunities for 
astute managers, and as investors we need to focus on the areas 
we have control over, and ensure that the areas where we don’t – 
such as trade wars – are appropriately considered within a 
broader portfolio.

The Fundhouse Team

1. GDP is a measure of the size of a region’s economy.
2. International Monetary Fund.
3. The S&P 500 is the most commonly quoted US equity market index.
4. Data source: FactSet Geographic Revenue Exposure (GeoRevTM) dataset.

Chart 1: World Trade indexSource: 
Datastream, Worldbank & Oxford Economics

One of the most common headlines in the 
world currently relates to the concept of 
‘trade wars’. This has quickly become the 
most cited risk to markets with 60% of the 
fund managers surveyed in the latest BofA 
Merrill Lynch Global Fund Manager Survey 
listing the possibility of a protracted trade 
war as the biggest risk to investment 
returns that they see on the horizon. This 
month we evaluate this concept and its 
effects on investor portfolios.

What is a Trade War?
A ‘trade war’ begins when a country seeks to protect their 
domestic economy from foreign competition. This is achieved in 
several ways, with the most popular being via taxes on foreign 
imports or by subsidising local industries. The primary reason that 
countries engage in protection is to promote the economic 
strength of the home country, including employment, often at 
points when the global economy is weak, or when there is rising 
competition from foreign participants. Through stronger local 
industry a country becomes less reliant on imports from foreign 
nations, providing a stronger base from which to direct its own 
growth policies.

One can expect that large and dominant countries are the 
initiators in these protection-based policies as they have the 
necessary scale to make a meaningful impact with their actions. 
As these protection-based policies are proposed and set, global 
counterparts tend to react with a similar approach, leading to a 
‘trade-war’, where both sides aim to weaken the competitive 
ability of the other.

Why do we have a potential trade war in 2018?
Over the past few decades there has been rapid growth in world 
trade, where Chart 1 below shows that global trade is almost five 
times higher in real terms today than it was in 1980. This increase 
in trade has seen jobs moving to cheaper labour markets, causing 
the erosion of industries in certain regions. Manufacturing jobs 
have gradually moved to the developing world (such as China) 
and led to job losses in the developed nations. The result is higher 
unemployment rates in developed market regions where 
manufacturing historically dominated the local economy. The 
protection of the local industries is therefore aimed to reduce the 
reliance on foreign countries and increase local employment.
 



Looking at history to see the patterns of past trade wars, we can 
assess two previous trade wars, both involving the US. The first is 
one which occurred in the lead up to the great depression when 
the US signed the Smoot-Hawley Act in 1930, with the intention 
to protect local businesses and farmers from a global slowdown. 
During the great depression world trade declined by 25%, about 
half of which has been attributed to trade barriers instituted by 
the act. The second is the 1980’s era trade war between a 
dominant US and a resurgent Japanese economy where the US 
imposed tariffs on Japanese electronics as well as limiting 
imports of cars and other steel-based products. This was done to 
protect the US from rising Japanese power. The outcome of this 
was the Plaza accord where Japan effectively gave in to US 
demands. Both instances mentioned above share some common 
elements: They both led to a decline in global trade and GDP[1] 

and in both cases the US emerged as the winner.

The current trade war has echoes of the 1980’s trade war with 
Japan as the US seeks to protect their dominant position in the 
world economy from developed peers as well as an increasingly 
powerful bloc of developing nations, led by China. The US believes 
that they have been exploited by their trading partners. They use 
the fact that they import more than they export to each of their 
major trading partners as evidence of this exploitation of free 
trade. Donald Trump ran for president on the back of a campaign 
to ‘Make America Great Again’. This campaign was centred on 
bringing manufacturing jobs back to the US from the developing 
nations, such as China and Mexico, and on supporting industries 
that had been decimated by the rise of global trade. The use of 
protectionism by the US is therefore a natural route for the 
president to follow to appease his support base.

What does this mean for investment markets?
In recent decades the global economy has become deeply 
interlinked, chart 1 shows that global trade has increased from 
38% of global GDP in 1980 to almost 60% today. The larger size of 

global trade and deeper economic links between nations means 
that a trade war could have much deeper consequences than 
seen in previous instances.

The potential risks from this trade war are twofold. Firstly - global 
trade slows and this in turn slows global economic growth. This 
risk has been escalating with the IMF[2] releasing a report in 
mid-July 2018 that the current proposed tariffs (taxes) could wipe 
out 0.5% ($430bn) of global economic growth by 2020. To put this 
in context the current total size of South Africa’s economy is 
$426bn. This number has the potential to increase further as both 
sides escalate their trade-war policies. The second risk is that the 
taxes imposed on imports to the US push inflation up higher than 
expected. This, simplistically, would result in the US having to raise 
their interest rates at a faster pace than currently projected to 
compensate for the increased inflation. This course of action has 
the potential to cause a material decline in global asset values.

09

www.iwm.co.za

THE INDEPENDENT PUBLICATION

Do we need to worry about
Trade Wars?

Either of the risks mentioned above would be negative for both 
developed and emerging markets. Developed nations have been 
beneficiaries of the rise in global trade with it opening new 
markets to sell their goods. Up to 30% of the revenue earned by 
companies in the S&P 500[3] comes from countries other than the 
US[4]. A decrease in trade would therefore negatively affect these 
companies’ revenues. Developing nations such as China and India 
have also been beneficiaries of the rise in global trade with many 
manufacturing jobs moving to these nations. Increased 
protectionism and a slow-down in trade would result in job losses 
and economic pressures in these nations’ export industries. In 
addition, the currencies and bonds of these emerging market 
economies could decline in value as the perceived risk of investing 
in these countries increases. South Africa would not be immune 
to these pressures as we too have been a beneficiary of the rise in 
global trade, with any slow-down in global trade and economic 
growth creating negative consequences for the country.

So what should investors expect from their portfolios?
Our view is that global trade is too entrenched and nations too 
interlinked to allow a prolonged trade war to occur. The level of 
price competition present in the global economy will force 
countries to come to a compromise on trade. The current trade 
war is therefore more short-term politicking than anything else. 
While certain counters may be impacted in the short term, we do 
not see a need to change the outlook on global trade longer term.

Specific shares may be exposed more than others – so we also 
caution against seeing any meaningful downside being applied in
general across the market. Examples of this are car manufacturers 
such as Daimler (Mercedes-Benz) and Toyota whose profit 
expectations saw material negative moves as the trade wars 

intensified. A further example is Harley Davidson, a US based 
company which has indicated that the input costs per unit that 
they produce have increased by $2200 due to the tariffs imposed 
by the US on steel and aluminium.

However, we need to be careful not to be caught up in the 
constant ‘noise’ and headlines surrounding the potential for 
trade-wars. One could easily lay the blame for every recent 
downturn in world markets at the feet of the trade war. An 
example is the sell-off in emerging market bonds and equities in 
2018. This has been roundly attributed to the trade tensions 
created by some news agencies when this sell-off has as much to 
do with a stronger US Dollar and rising US interest rates as it does 
with the trade war.

Given our views above we suggest that investors avoid the 
temptation to alter their long-term strategies. Stay the course 
through the higher volatility to come and ensure that portfolios 
are adequately diversified. The negativity surrounding the trade 
war has the potential to create investment opportunities for 
astute managers, and as investors we need to focus on the areas 
we have control over, and ensure that the areas where we don’t – 
such as trade wars – are appropriately considered within a 
broader portfolio.

The Fundhouse Team

1. GDP is a measure of the size of a region’s economy.
2. International Monetary Fund.
3. The S&P 500 is the most commonly quoted US equity market index.
4. Data source: FactSet Geographic Revenue Exposure (GeoRevTM) dataset.
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domestic economy from foreign competition. This is achieved in 
several ways, with the most popular being via taxes on foreign 
imports or by subsidising local industries. The primary reason that 
countries engage in protection is to promote the economic 
strength of the home country, including employment, often at 
points when the global economy is weak, or when there is rising 
competition from foreign participants. Through stronger local 
industry a country becomes less reliant on imports from foreign 
nations, providing a stronger base from which to direct its own 
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One can expect that large and dominant countries are the 
initiators in these protection-based policies as they have the 
necessary scale to make a meaningful impact with their actions. 
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What is a Trade War?
A ‘trade war’ begins when a country seeks to protect their 
domestic economy from foreign competition. This is achieved in 
several ways, with the most popular being via taxes on foreign 
imports or by subsidising local industries. The primary reason that 
countries engage in protection is to promote the economic 
strength of the home country, including employment, often at 
points when the global economy is weak, or when there is rising 
competition from foreign participants. Through stronger local 
industry a country becomes less reliant on imports from foreign 
nations, providing a stronger base from which to direct its own 
growth policies.

One can expect that large and dominant countries are the 
initiators in these protection-based policies as they have the 
necessary scale to make a meaningful impact with their actions. 
As these protection-based policies are proposed and set, global 
counterparts tend to react with a similar approach, leading to a 
‘trade-war’, where both sides aim to weaken the competitive 
ability of the other.
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times higher in real terms today than it was in 1980. This increase 
in trade has seen jobs moving to cheaper labour markets, causing 
the erosion of industries in certain regions. Manufacturing jobs 
have gradually moved to the developing world (such as China) 
and led to job losses in the developed nations. The result is higher 
unemployment rates in developed market regions where 
manufacturing historically dominated the local economy. The 
protection of the local industries is therefore aimed to reduce the 
reliance on foreign countries and increase local employment.
 



Having a Will is arguably one of the most important things you 
can do for yourself and your family. Not only can a Will legally 
protect your family and assets, it also gives you the comfort of 
knowing that the rewards of your life's work will be distributed 
and managed according to your wishes, once you have passed on.

It is often said that the only certain things in life are death and 
taxes, yet there are still many people who die intestate (passing 
away without a valid Will). As documented in the Business Report 
on 15 September 2017, 70% of the South African working 
population do not have Wills. 

The following is to be considered when preparing your Will:

Executor
The term “Executor” is the legal term for referring to the person (or 
people) nominated to carry out your wishes according to your 
Will.

Ultimately, the executor is the individual that represents your 
estate and is liable to distribute your assets according to your 
wishes. Therefore, when choosing your executor, it is important to 
appoint someone close enough to you, who you trust to respect 
and implement your wishes. This person doesn’t necessarily have 

to be professionally qualified, as the executor can appoint a 
professional to guide them throughout the process and assist 
with the necessary legal requirements. Something to bear in 
mind when appointing your executor, should you nominate an 
external executor is that they are entitled to charge up to 3.50% 
plus VAT of the gross value of your estate. As a result, we 
recommend nominating someone who can appoint a 
professional and negotiate a fee upon your demise.

For the ease of administration, we do not recommend the 
executor being a non-South African resident, as the process in 
winding up an estate is usually intensive and requires frequent 
communication between the executor and the Master. The Master 
may also request that a non-South African executor provide 
security before entering upon the administration of the estate.

Always ensure that your nominated executor has agreed to this 
role as they have the right to decline this position.

Beneficiaries
Beneficiaries are the persons, trusts, charities or organisations that 
you wish to benefit from your Will. Beneficiaries may receive 
assets, specific gifts and/or a share in your estate. 

A person of any age, including a minor can be a beneficiary. 
However, if a minor is listed as a beneficiary of property or shares, 
the executor is responsible for administering the assets of the 
minor beneficiary in accordance with the terms of the Will. In 
most cases, the guardian will safe keep the inheritance until the 
minor becomes of age (18). Alternatively, a trust can be created 
upon your death, to protect and manage the assets on behalf of 
your minor, until they become of age, or any other nominated age.
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Guardians
When nominating a guardian for your minor children, it is 
imperative to keep the below factors in mind:

•   take into account the similarities of the potential guardian’s    
    lifestyle, values and religious beliefs, to those of yours
•   who your child currently has a close bond with
•   the required transition that your child would need to make,       
    location/lifestyle and 
•   practically, who can physically, emotionally and financially take  
    on the role of looking after your child

Funeral Instructions
Although this is a conversation avoided by most, it is very 
important to document your funeral instructions in your Will to 
ensure that those close to you and the executor, are aware of your 
wishes.  

Have you considered whether you want to be buried or cremated? 
If so, where?

It’s not a legal requirement to document your funeral instructions 
in your Will, however this will most definitely ease the mourning 
process knowing that your family are following your wishes.

Conclusion
A Will is one of the most important documents you will draft.  

By giving thought to and recording the above very important 
aspects during your lifetime, not only does it allow you to choose 
who you would like to receive your assets, but it also very 
importantly allows you to plan for your estate and the applicable 
taxes, ensuring that a financial burden is not left on your heirs. 

As a reminder, should you die and not have a legal Will in place, 
you will die Intestate, which allows the Master to have full reign 
over your estate and distribute the assets as per the Intestate 
Succession Act 81 of 1987. The winding up of an intestate estate 
is often a very long and drawn out process, and can take years to 
resolve.

The reviewing of your Will on a regular basis, is as important as the 
drafting of your Will. Constant changes in your life can have a 
drastic impact on the outcome of your estate.

Should you require any assistance with your personal estate 
planning or any other financial advice, please do not hesitate to 
contact us.

What to consider when 
preparing your Last 
Will & Testament.

Article provided by Gerhard Wagner and 
Hayley Jarret from Independent Wealth Managers
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The purpose of this article is not to make the argument for 
investing in tobacco according to socially responsible investing 
(SRI) guidelines. Rather, we demonstrate how tobacco stocks fit 
the Quality team’s approach to long-term sustainable investing, 
and are consistent with how we integrate environmental, social 
and governance (ESG) factors into our philosophy and process.
 
As long-term active quality investors, we aim to invest in 
companies with enduring competitive advantages, disciplined 
capital allocation and a focus on sustainability, which enable 
them to deliver persistently high or improving cash flows and 
returns on invested capital. We believe a company’s business 
model, financial model and capital allocation decisions should be 
aligned with the long-term interests of shareholders, whilst also 
balancing the needs and interests of other key stakeholders. 
Understanding the impact of ESG factors on all stakeholders 
allows us to determine holistically whether the company’s 
competitive advantages and profitability are sustainable over the 
long term.

Tobacco: The quality investment case
Tobacco has proven to be a very defensive industry, remarkable 
against a backdrop of government intervention, heavy regulation, 
negative press, and shrinking cigarette volumes. Pricing power is 
key to this characteristic. Cigarette volumes peaked in the 1980s 
and have been in decline since. However, strong pricing power 
(illustrated in Figure 1), given tobacco’s low elasticity of demand, 
has outweighed volume declines over the past 30 years. 

Additionally, taxation models have meant that tobacco profit 
pools have continued to rise in the face of volume declines. The 
largely fixed value of excise (with further increases limited, 
moreover) means any price increases drop to the bottom line. This 
has resulted in very stable earnings streams, cash flow and 
dividends from big tobacco companies.

The US and Japan, which are high volume markets, still have room 
to absorb further increases, given the relative affordability of a 
pack of cigarettes in these countries. Figure 2 illustrates this point, 
whereby Japan and the US have the lowest cigarette prices 
relative to income (average pack price/ income in US dollars).
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Source: BofA ML Global Research, data to 2017.

Figure 1: Strong pricing power

Tobacco 
has proven 
to be a very 
defensive 
industry.



As consumption drops on average by 3% per year, the industry 
has sought to minimise costs, primarily through consolidation. 
British American Tobacco (BAT), Phillip Morris International (PMI), 
Japan Tobacco (JT), Imperial Brands (IMB) and Altria dominate 
outside China. Effectively an oligopoly, the industry has been able 
to diversify geographically, focus on brand investment and most 
importantly, combine operations and improve e�ciencies 
reducing variable costs. Continually taking costs out has resulted 
in predictable and rising margins, ultimately driving sustainable 
profit growth. Whilst further consolidation is likely to be harder 
from here, there still is potential.

Can anything disrupt this oligopoly? Size, scale, distribution and 
brand power say “no”. Additionally, while tax and regulation have 
been headwinds, they have also entrenched high barriers to entry 
and created a very stable environment for big tobacco 
companies. How?

• As already mentioned, government intervention has been 
limited through the large tax contribution from excise, 
approximately US$600bn per annum. Disruption of the oligopoly 
would therefore threaten the large funding source on which 
governments have come to rely.

•  In addition, adverse regulation has supported the concentrated 
market dynamic, because small independents lack the deep 
pockets and resources to comply with every demand, further 
deepening the oligopoly.

This stability combined with these companies’ capital light 
nature, has resulted in very stable cash-flow generation over time 
and sustainably high returns on invested capital (ROIC), making 
the industry attractive to quality investors. For example, the ROICs 
of PMI and Altria are currently 3-3.5x higher than that of the 
market as a whole (35% vs. 9.6%). That is, for the same amount of 
capital, these businesses are able to generate 3.5x the profits, 
through superior pricing power.

Although the sustainability of the ROIC and the free cash flow are 
the most important determinants of long-term returns for an 
investor, valuation needs to be considered. Tobacco companies 
have historically traded at slight premiums to the market. 
However, the recent market rotation and risk-on environment has 
resulted in consumer staples stocks, including tobacco stocks, 
derating. The tobacco sector is now cheaper than the market on a 
price-to-earnings (PE) basis, as illustrated in Figure 3. The industry 
has not been this cheap relative to the market since the end of 
the Global Financial Crisis.
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Source: BAT, June 2017 presentation. *Income defined as average per pack price/ GDP/capita (100s).

Figure 2: Cigarette per pack prices relative to income* (in US$)
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Figure 3: Tobacco PE ratio vs. MSCI ACWI

Source: Investec Asset Management, Factset. April 2018. Earnings per share for Altria and British 
American Tobacco revised down to adjust for one-off impacts of corporate activity in 2016 and 
2017 respectively.

Figure 4: Valuation relative to Quality

Source: Investec Asset Management, Factset, 30.03.18.

Using the valuation argument alone, it is clear that tobacco 
companies are attractively valued relative to the market. Even on 
a free cash-flow (FCF) yield basis, tobacco is trading in line with 
the market. And  on a dividend yield basis, tobacco is currently 
offering double the yield of the market. However, taking the 
analysis one step further and combining the quality metric, ROIC, 
the argument for tobacco is further strengthened. The ROIC for 
tobacco is almost double that of the market, as illustrated in 
Figure 4. It is a key factor why tobacco commands a position in our 
quality portfolios.

Ensuring long-term tobacco sustainability
Tobacco is arguably changing the fastest of consumer staples, 
largely thanks to ‘self-disruption’ typified by the rise of new 
generation products (NGPs)/reduced risk products (RRPs). 
Tobacco has chosen this route to balance growing nicotine 
demand and health and regulatory concerns.

The long-term sustainability of tobacco businesses rests on 
developing more socially acceptable tobacco products, with 
reduced harm. The businesses will have to focus on minimising 
the negative externalities associated with their products, their 
operations and the value chains.

As an example, PMI has focused its developments in marketing of 
products in a responsible way via plain paper packaging and 
health warnings; good agricultural and labour practices; climate 
change mitigation; and ensuring that employee wellbeing, 
diversity, and safety programmes are in place. The range and 
importance of stakeholders will vary by company, but in all cases 
these relationships are not just a matter of corporate social 
responsibility, but a prerequisite for delivering growth and 
sustainable returns going forward.

As long-term shareholders of tobacco, we understand that the 
regulator is a key stakeholder in our assessment of a business 
model. The regulator shapes the landscape for tobacco, and is a 
key input when determining whether the terminal value of 
tobacco is indeed zero. The most recent regulatory ‘headwind’ has 
been the announcement by the Food and Drug Administration 
(FDA) in the US that it is the intention to regulate all 
nicotine-providing products (not just cigarettes), and to reduce 
the overall levels of nicotine in all products. We believe that the 
FDA’s position does not impact the short-term operational 
performance of big tobacco as this is a process that is likely to take 
many years to conclude. The industry has recognised the 
long-term opportunity of the regulatory changes, responding 
with research and development, and innovations of a continuum 
of RRPs. These products are likely to be the growth vector for the 
industry, sustaining the lifespan of tobacco businesses.
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The reduced risk products (RRP) market is growing
Each of the tobacco majors now has at least one form of product 
in the category of ‘reduced harm’. What are this category’s 
prospects?

The global retail tobacco market (ex-China) is circa US$550bn. 
Traditional cigarettes continue to dominate, making up 90% of 
the market. The remaining 10% of the market is split between 
cigars, chewing tobacco, loose tobacco and RRPs.

Within RRPs, the tobacco heating products (THPs) category and 
the vaping category total US$18bn, or 3.2%. This combined 
market share is smaller than cigars and cigarillos, but BAT expects 
THPs to achieve compound growth of 44% over the next three 
years (2017-2020) and vaping 18%, giving a combined growth 
rate of close to 30%. If these growth figures materialise, these 
combined categories should double their market share over the 
next three years, to over 6% of the global tobacco market.

Are these growth assumptions reasonable?
The key factor determining the ultimate size of this market will 
primarily be the pace of substitution by smokers to THPs, given 
the low rate of new users adopting THPs. Vaping exhibits higher 
levels of new users, and hence will be key to real growth in the 
long term.

It is clear that innovation in RRPs by big tobacco should be 
encouraged by all key stakeholders, especially shareholders, given 
the growth outlook. But importantly, it is a move in the right 
direction to reduce the health risks for the world’s 1.1 billion 
smokers, a step closer in attaining the ultimate vision to live in a 
smoke-free world. Once there is regulatory clarity, it should 
entrench and strengthen the sustainability of the tobacco 
business model.

Conclusion
We believe the terminal value of tobacco is not zero. Tobacco 
businesses are high-quality, defensive compounders, operating in 
a stable industry with entrenched barriers to entry. Their financial 

strength and strong competitive advantages have enabled them 
to generate and sustain higher levels of profitability than the 
broader market. Their stable nature and capital light structures 
have resulted in strong and predictable cash-flow generation. This 
has enabled them to declare attractive dividends over time, 
introduce RRPs and address potential loss of market share.

Regulation and disruptions are changing the tobacco world; 
however, we believe this is an opportunity for the industry. The 
focus on innovation and RRPs will be the fundamental driver of 
long-term profitability of tobacco manufacturers. It is a key 
business model factor we assess when determining the quality of 
a tobacco company. Furthermore, the strength of their business 
models and competitive advantages rests on how they choose to 
prioritise and allocate their resources to mitigate overall negative 
impacts and create opportunities for wider societal value, 
incorporating all key stakeholders. This assessment is implicit in 
our quality philosophy approach.

Currently, the RRP market is a battleground being fought by big 
tobacco and independents. Regulation is required to provide 
clarity and clear the path for a roll-out plan of RRPs. In our view, 
the current valuation accounts for this regulatory uncertainty. But 
more importantly, we believe the current  valuation does not 
appropriately reflect the positive outlook for tobacco – the growth 
potential of RRPs and associated reduced health risks and lower 
tax burdens; the scope for further industry consolidation; and the 
pricing and cost reduction opportunities.
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