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You’ll often see the CAPE, or the Shiller 
P/E ratio, mentioned in an article with a 
scaremongering headline like: Is ‘Irrational 

Exuberance’ Back? CAPE Ratio Looking More Like the 
1990s – WSJ, October 2017. Just looking at the long-
term chart below will make you see why this is the case:

What is the CAPE ratio, should I care, 
and what does this mean for SA 
investors and my clients?
The Cyclically Adjusted Price to Earnings (CAPE) 
ratio, also known as the Shiller P/E ratio, was 
popularised by Yale University professor Robert 
Shiller. The argument to use this ratio over the normal 
Price Earnings (P/E) ratio is that economies are not 
generally at equilibrium, rather acting more like a 
pendulum with earnings swinging from one extreme 
to the next. For example, during the 2008 financial 
crash earnings for many companies went to zero or 
negative, completely distorting the traditional P/E 
ratio (S&P500 P/E ratio peaked at above 120x). Shiller 
uses 10-year average inflation adjusted earnings as the 
denominator in the P/E ratio calculation to smooth 

earnings over an entire economic cycle. The aim is 
to better predict the through-the-cycle future market 
returns, rather than relying on the point-in-time 
measure of the normal P/E ratio.

From the chart we can easily see that the US 
markets appear to be expensive at 33x, more than two 
standard deviations away from the long-term mean 
of 16.9x. The only higher valuations occurred in 1929 
(the Great Depression) and 2000 (the Tech Bubble). 
However, opponents of the CAPE ratio argue that the 
global economy has changed so much that comparing 
the earnings from today’s technology companies to 
those of the predominantly industrial companies in 
the early 1900s is senseless.

To better reflect the valuation relative to the 
modern economy, let’s look at the CAPE ratio since 
the early 1980s. 

The metric is still at pronounced levels, but now 
only one standard deviation away from the mean of 
23x. Expensive, but not in the realm of “irrational 
exuberance”. The recent tax reform in the US has given 
earnings a boost, and the depressed earnings from the 
2008 global financial crisis will start cycling out of the 
10-year base, lowering the ratio even further. That said, 

prospective returns from this entry point should be 
relatively muted compared to history.

How does this compare to SA,  
and should we be worried? 
You’ll find little to no information on the CAPE ratio 
for South African markets, nor will you be able to 
easily find the data series on one of the many popular 
market data providers. So, I compiled the data for SA 
and prepared the following chart:

You can see that the SA ratio is much less 
pronounced, showing our market is significantly 
cheaper than the US market, both in absolute terms 
and relative to our own history. Our current multiple 
of 18.8x is only 0.5 standard deviations away from 
the mean of 16.2x. This suggests better future returns 
than one can expect from the US markets.

There are many valuations metrics to use, each with 
varying effectiveness of predicting future returns. 
What remains undeniably true, however, is that 
the higher the price you pay, the lower your future 
returns will be. Following from this, the CAPE ratio 
would suggest SA markets should be preferred over 
US markets at these levels. 
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Because larger companies virtually 
assure executive management of higher 
compensation, there exists a perverse incentive 

for management to grow the absolute size (i.e. the 
market capitalisation) of their companies, even if this 
comes at the expense of lower return for shareholders. 
With the growth in passive investing, which tends 
to invest in the largest and most liquid companies, 
there is now an additional – yet still unwarranted 
– incentive for management to grow the ‘free-float’ 
market capitalisation, as most tradeable JSE indices 
use the shares actually available for investment to 
determine size.

The JSE Index Committee is responsible for 
determining the free-float of each company at the 
quarterly index rebalancing. One potential problem is 
that the JSE relies on annual public disclosure by the 
companies themselves to determine their free-float 
(even though JSE owns STRATE and could use the 
shareholder register to verify and update company 
disclosure). A second potential problem is that 
the passive providers appear not to verify the JSE 
calculations, despite pouring billions of their clients’ 
money to track these indices.

The Resilient group of companies is an example 
of how corporate managers can arbitrage certain 
indexation rules to obfuscate reality to the detriment 
of investors. In addition to the cross-shareholding 
between Resilient and Fortress (that the companies 
have now agreed to unwind), the Resilient group may 
have potentially used the structure of its BEE trusts to 
inflate the free-float of certain group companies. This 
– incorrectly, in our opinion – allowed Resilient to be 
included in the FTSE/JSE Top 40 Index late last year, 
with significant consequences for passive investors.

Resilient entered the Top 40 Index at around 
R145 per share, which would have required passive 
managers to actively buy the shares. After its share 
price lost more than half of its value, Resilient exited 
the Top 40 Index at around R65 per share in the 
March rebalancing. This would have required passive 
managers to actively sell the shares. The net impact 
at an index level of this active buying and selling 
by the passive managers was in excess of 0.4% of 
performance. Passive investors should add this loss of 
index return to their management fee to determine 
the ‘true’ costs of passive management. 

And what other difference could it make if the 

BEE shares are not excluded from the free-float? 
Essentially, passive as well as active managers 
managing against a free-float benchmark will 
structurally struggle to find Resilient stock, as at least 
13% of Resilient’s weight is tied up in the BEE Trusts 
but not removed from the free-float. This creates 
latent demand for Resilient, which is great news if 
you are a serial equity issuer – and your share price 
continues to rise. This demand is exacerbated during 
equity placements, particularly if (as has been alleged 
by some) the allocation of shares in equity placements 
by the Resilient Group of companies has unfairly 
advantaged related entities.

We believe investors in passive products should 
be asking passive providers whether, as a matter of 
course, they independently check the validity and 
integrity of the indices they are tracking, including 
the calculation of each company’s free-float. As an 
aside, the correct calculation of the free-float appears 
to be child’s play in comparison to the detection of 
fraud the active management community is expected 
to police. The answer that “we rely on the JSE” would 
be tantamount to active managers arguing that “we 
rely on the auditors” to detect fraud. 

Resilient in the Top 40 Index: 
Thoughtless indexation


