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The	adage	of	“Sell	in	May	and	go	away”	once	again	applied	in	this	month.		Poor	local	economic	data	placed	pressure	on	the
South	African	market	and	the	JSE	Alsi	lost	almost	4%	in	the	month,	wiping	out	the	stellar	returns	made	in	April.

The	 Gross	 Domestic	 Product	 (GDP)	 statistics	 showed	 that	 the	 economy	 expanded	 by	 a	 seasonally	 adjusted	 and
annualised	1.3%	for	the	first	quarter	of	the	year,	lagging	behind	the	growth	targets.		This	was	a	significant	decline	from	the
4.1%	that	was	reported	in	the	last	quarter	of	last	year.

US	 inflation	 data	 indicated	 that	 their	 inflation	 is	 increasing	 and	 that	 they	 are	 approaching	 the	 upper	 level	 of	 their	 inflation
target.		This	has	raised	the	likelihood	of	an	interest	rate	hike	in	the	US	which	is	what	the	whole	world	is	waiting	for.		The	US
Dollar	was	stronger	in	the	month	due	to	this.

CPI	increased	to	4.5%	as	a	result	of	another	fuel	price	increase	of	156c	per	litre.		The	expectation	is	that	it	will	breach	the
upper	 level	of	our	 inflation	 targeting	band	 in	 the	next	 few	months	as	 the	 recovering	oil	price	and	 the	weaker	Rand	place
pressure	on	a	number	of	 items	 in	 the	basket	of	goods.	 	 It	does	appear	 that	South	Africa	has	stagflation	problems	of	 low
growth	 and	high	 inflation,	 leaving	 the	 authorities	 between	a	 rock	 and	a	 hard	 place	 as	 to	when	 they	 start	 raising	 interest
rates.		An	interest	rate	hike	will	counter	the	inflation	problems	but	will	also	have	a	negative	impact	on	growth.

Amidst	continuing	power	issues	and	allegations	around	the	2010	FIFA	World	Cup	the	most	interesting	local	news	is	that	an
amphitheatre	and	a	cattle	kraal	 that	are	now	considered	key	security	 features.	 	Magwitch	are	of	 the	opinion	 that	a	good
investment	is	better	security.
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ACTIVE	AND	PASSIVE	INVESTING

In	our	financial	product	in	focus	this	month	we	look	at	the	differences	between	active	and	passive	investing.		This	is	a	topic
that	has	been	debated	at	length	across	various	platforms	but	often	only	presenting	one	side	of	the	argument.		We	believe
that	an	 investor	can	utilise	both	strategies	 in	a	portfolio	and	thus	will	be	 looking	at	 the	arguments	 for	and	against	of	each
investment	strategy.

Active	Investing

Active	 investing	 is	 an	 investment	 strategy	 involving	 ongoing	 buying	 and	 selling	 actions	 by	 the	 investor	 in	 order	 for	 the
investor	to	try	achieve	their	goal	of	outperforming	the	market	or	a	pre-determined	benchmark.		The	majority	of	unit	trusts	are
actively	managed.	

Active	managers	believe	 that	 individual	shares	are	often	priced	 incorrectly	as	market	 forces	of	supply	and	demand	drive
asset	prices	above	or	below	their	true	value.		They	believe	that	through	skill	and	insight	an	investor	can	exploit	these	price
irregularities	 to	 achieve	 their	 desired	 outperformance.	 	 Investment	 houses	 that	 follow	 an	 active	 strategy	 employ	 a	 large
amount	of	staff	in	order	to	be	able	to	conduct	the	appropriate	research	into	the	markets	in	order	to	identify	the	investment
opportunities.		Many	of	them	have	their	own	proprietary	trading	and	selection	systems	to	implement	their	investment	ideas,
all	with	the	ultimate	goal	of	outperforming	their	benchmarks.	Active	managers	like	the	idea	of	passive	investing	at	this	means
that	 there	will	be	a	natural	buyer	every	month	when	prices	are	rising	and	a	natural	seller	when	prices	are	 falling,	 this	will
assist	the	active	manager	when	they	adjusts	their	position.

Passive	Investing

Passive	 investing	 emerged	 in	 the	 mid	 1970’s	 in	 the	 United	 States	 and	 is	 an	 alternative	 investment	 strategy	 to	 active
investing.

Passive	 investors	believe	 in	 the	Efficient	Market	Hypothesis,	which	states	 that	market	prices	are	always	 fair	and	quickly
reflective	of	all	available	information.		They	believe	that	consistently	outperforming	the	market	is	difficult	or	almost	impossible
to	do	so	over	the	long	term	for	both	professional	and	small	investors.		Passive	investors	therefore	don’t	try	outperform	the
market	but	rather	try	to	match	the	performance	of	it.

They	do	this	through	indexing	where	the	investment	strategy	involves	replicating	the	exact	holding	of	a	predetermined	index
like	 the	 JSE	 Top	 40.	 	 The	 investment	 strategy	 is	 called	 passive	 as	 the	 passive	 manager	 doesn’t	 have	 to	 make	 any
investment	decisions	about	what	to	buy	or	sell.		They	only	need	to	ensure	that	their	portfolio	mirrors	that	of	the	index	in	order
to	achieve	replicated	performance.

Each	approach	has	advantages	and	disadvantages	that	should	be	considered.

Active	Investing	–	Advantage	/	Disadvantage

The	 main	 advantage	 of	 active	 management	 is	 the	 possibility	 that	 the	 managers	 have	 an	 opportunity	 to	 outperform	 the
market	due	to	their	investment	skills.		They	can	make	informed	investment	decisions	based	on	their	experiences,	insights,
knowledge	 and	 ability	 to	 identify	 opportunities	 that	 can	 result	 in	 outperformance.	 	 If	 they	 believe	 the	 market	 may	 turn
downward,	they	can	take	defensive	measures	by	hedging	or	increasing	their	cash	positions	to	reduce	the	impact	on	their
portfolios.

The	big	disadvantage	is	that	active	investing	requires	more	resources	and	thus	is	more	costly,	resulting	in	higher	fees	and
operating	expenses.	 	Having	higher	fees	 is	a	significant	 impediment	to	consistently	outperforming	over	the	 long	term.		An
active	manager	will	also	generally	have	a	more	concentrated	portfolio	consisting	of	fewer	shares	than	the	index.		If	they	get
their	selection	wrong	they	may	have	significant	underperformance	relative	to	the	market.		A	manager’s	style	could	be	out	of
favour	with	the	market	for	a	period	of	time,	which	could	result	in	them	lagging	the	markets’	performance.	

Passive	Investing	–	Advantage	/	Disadvantage

The	 main	 advantage	 of	 passive	 investing	 is	 that	 is	 closely	 matches	 the	 performance	 of	 the	 index.	 	 Passive	 investing
requires	limited	resources	to	implement	resulting	in	lower	operating	costs;	these	benefits	are	passed	on	to	the	investor	in	the
form	of	lower	fees.

A	passively	managed	 investment	will	 never	outperform	 the	underlying	 index	 that	 is	meant	 to	 track.	 	The	performance	 is
dictated	by	the	performance	of	the	underlying	index	less	the	operating	costs	of	management.		Passive	managers	are	unable
to	take	action	if	they	believe	the	overall	market	will	decline	or	they	believe	individual	shares	should	be	sold.

Even	though	you	are	making	a	passive	investment	a	decision	still	has	to	be	made	regarding	the	index	you	are	selecting	for
example	Top	40	 index,	 Industrial	 index,	Divi	or	Financial	 Index.	The	same	can	be	said	of	 the	world’s	 indices	 for	example
MSCI	world	Index,	FT	100	index	and	Eurotop	Index.	In	which	case	some	active	management	decision	still	needs	to	be	taken

How	they	perform	in	different	market	conditions

An	active	manager	can	only	achieve	outperformance	through	share	selection	and	risk	protection.		Share	selection	becomes
more	 important	when	 individual	 shares	within	 the	market	 have	 variation	 in	 price	movement.	 	When	every	 share	 price	 is
moving	up	it	is	difficult	to	outperform	but	if	some	prices	are	moving	up	and	others	moving	down	the	active	manager	is	in	a
position	 to	 achieve	 outperformance	 by	 selecting	 those	 shares	 that	 are	moving	 up	 and	 excluding	 those	 that	 are	moving
down.

The	passive	 investment	will	always	however	go	up	with	the	market	and	down	with	the	market.	 	Generally	 the	 indices	are
market	weighted	indices,	meaning	that	shares	with	the	highest	market	capitalisation	receive	the	largest	weightings	within	the
benchmark.		As	a	company’s	share	price	increase,	the	company	represents	a	larger	portion	of	the	index	and	therefore	a
larger	 of	 portion	 of	 a	 passive	 investor’s	 portfolio.	 	 Conversely,	 as	 a	 company’s	 share	 price	 falls	 in	 value,	 the	 company
represents	a	smaller	portion	of	a	passive	investor’s	portfolio.		If	the	Efficient	Market	Hypothesis	is	correct	then	this	wouldn’t
be	a	problem	but	there	have	been	a	couple	of	clear	instances	in	the	past	where	certain	sectors	find	favour	in	the	short	term.	
Examples	 of	 this	would	 be	 the	 technology	 boom	of	 the	 late	 1990’s	 or	 the	 super	 commodity	 cycle	 in	 the	mid	 2000’s.	 	 A
passive	 investor	 in	 the	dot-com	boom	of	 the	1990’s	would	have	been	buying	 into	an	 indices	consisting	of	predominantly
technology	 shares.	 	 They	 would	 have	 subsequently	 lost	 a	 huge	 proportion	 of	 their	 portfolio	 as	 the	 share	 prices	 of	 the
technology	companies	revert	to	their	true	value,	or	in	many	instances	disappeared	as	there	was	never	any	true	value	in	the
company.	The	same	would	have	happened	to	the	Top	40	index	in	2007	that	was	heavily	weighted	in	favour	of	commodity
stocks.	These	stocks	have	subsequently	lost	60%	of	their	value	and	now	have	a	much	lower	weighting.

Active	managers	are	seldom	fully	exposed	to	the	market	as	many	of	them	retain	an	element	of	cash	in	order	to	be	able	to
take	advantage	of	future	opportunities.		They	also	like	to	have	the	cash	to	settle	any	investors	that	have	withdrawn	as	they
don’t	want	the	withdrawals	to	force	them	to	sell	positions	or	stakes	they	have	taken.	.	 	This	cash	component	 is	a	natural
drag	on	returns	and	 thus	 the	active	manager	 tends	 to	underperform	when	markets	are	rising.	 	This	cash	also	acts	as	a
buffer	which	then	protects	when	the	market	is	declining.		The	active	manager	can	also	employ	other	hedging	techniques	to
limit	the	downside	risk.		Generally	the	active	manager	has	a	greater	chance	of	outperformance	when	the	market	is	declining.

Conclusion

The	world	 is	 currently	 in	 the	midst	 of	 a	 long	 running	 bull	market	 which	 has	 led	 to	 great	 investment	 returns.	 	 Passively
managed	 funds	have	done	very	well	because	of	 these	great	 returns	and	 their	 low	cost	structures	 that	are	 their	 inherent
advantage.		Some	actively	managed	funds	may	have	lagged	for	the	last	few	years	because	of	their	higher	costs.

Passive	managers	 believe	 that	 they	 will	 outperform	 80%	 of	 that	 active	manager’s	 over	 the	 long	 term.	We	 analyse	 and
compare	 returns	 and	 methods	 of	 active	 managers	 on	 a	 monthly	 basis	 and	 always	 try	 to	 select	 active	 manager’s	 that
consistently	remain	in	the	top	quartile	or	top	25%	of	the	active	manager’s.	We	try	to	make	sure	or	clients	are	invested	in	the
top	performing	active	managers	and	are	happy	for	them	to	include	passive	investments	in	their	solution.

Valuations	across	equity	markets	remain	high	and	thus	we	believe	that	an	appropriate	strategy	factors	in	the	downside	risk.	
The	 most	 important	 decision	 to	 make	 in	 the	 current	 environment	 is	 around	 asset	 allocation.	 	 A	 more	 cautious	 asset
allocation	will	help	reduce	the	downside	risk	of	a	correction	in	share	prices.		We	do	however	feel	that	the	growth	component
of	any	portfolio	also	needs	to	mitigate	risk	and	thus	we	do	not	advocate	an	exclusively	passive	investment	strategy.
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Magwitch	Securities	is	a	Financial	Services	Broker	offering	the	following	products
as	a	comprehensive	financial	solution	to	both	individuals	and	businesses:
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• Employee	Benefits • Retirement	Planning • Money	Market

• Medical	Aid • Investment	Planning • Investments

• Risk	Benefits • Estate	Planning • Treasury	Management

• Short	Term	Insurance • Foreign	Exchange

��
t:	011	453	3048 f:	011	453	0715 www.magwitch.co.za
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Magwitch	Securities	Proprietary	Limited	is	an	authorised	financial	services	provider,
registered	with	the	Financial	Services	Board	-	FSP	number	26829
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Disclaimer:	 Although	 every	 effort	 has	 been	 made	 to	 ensure	 the	 accuracy	 of	 the	 content	 of	 this	 newsletter,	 Magwitch
Securities	 (Pty)	 Ltd	 accepts	 no	 liability	 in	 respect	 of	 any	 errors	 or	 omissions	 contained	 herein.	 The	 contents	 of	 this
newsletter	cannot	be	construed	as	 financial	advice	and	does	not	confer	any	 rights	whatsoever,	enforceable	against	any
party	and	does	not	replace	any	legal	contract	or	policy	which	may	be	subject	to	terms	and	conditions.
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