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Strengthening Your Core with
Indices in South Africa

Since the introduction of index-based investing in the 1970s, passively
managed assets have grown substantially, with AUM in products tracking
the S&P 500" reaching nearly USD 3 trillion.

South Africa has participated in the global trend; a wide range of indices
has been developed for the region, meeting a growing demand for passive
solutions that span asset classes and investment styles. This paper
highlights the range of passive exposures and indices available in South
Africa and uses S&P Dow Jones Indices6 ( S & RrrapaF dojnestic and
international indices to illustrate the variety of outcomes that could have
been achieved with index-tracking portfolios, maintaining the perspective of
a local investor.

Summarizing one of the key conclusions of this paper, Exhibit 1 shows the
potential differences in risk and return profiles that a South African investor
might have obtained over a 10-year period by making different possible
choices among indices. An allocation to international equities would have
proved beneficial in most cases, but the choice of domestic equity indexd

t he Acor edprores  besan imgortant decision point.

Exhibit 1: Index Choice Matters in the Core
Potential Return Improvement Potential Volatility Reduction
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10-Year Return Enhancement 10-Year Risk Reduction

Source: S&P Dow Jones Indices LLC. Data as of Dec. 31, 2019. See Exhibits 8-11 for more details.
Index performance based on total return in ZAR. Past performance is no guarantee of future results.
Charts are provided for illustrative purposes and reflect hypothetical historical performance. Please see
the Performance Disclosure at the end of this document for more information regarding the inherent
limitations associated with back-tested performance.

Register to receive our latest research, education, and commentary at on.spdji.com/SignUp.
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Index-based solutions
are available to cover a
broad array of different
exposures and needs in
South Africa.

Over the long term, as
in many other regions,
active managers in
South Africa struggled
to outperform.

SOUTH AFRICAN PASSIVE CONSIDERATIONS

Now approaching their 20th year in the region, index-based solutions are
available to cover a broad array of different exposures and needs in South
Africa, from standard core strategies to multi-asset tactical solutions. ETFs,
for example, have grown to nearly ZAR 100 billion in AUM, a six-fold
increase from 2008.1

One driver of the growth of passive investing in the region has been
opportunity: the development of new solutions to meet investor needs has
filled gaps and expanded the amount of options for investors to use passive
vehicles.

Another has been performance, as many active managers have struggled
to outperform their benchmarks over the long term. According to the
SPIVA® (S&P Index Versus Active) South Africa Scorecard, as of June 30,
2019, 74% of South African active equity funds underperformed the S&P
South Africa Domestic Shareholder Weighted (DSW) Capped Index over
the trailing five years. Over the long term, as in many other regions, active
managers in South Africa struggled to outperform.

Exhibit 2: Historical 5-Year Trailing South Africa SPIVA Results

Percentage of South African Equity Funds Outperformed by
Benchmark Trailing (%) versus the S&P South Africa DSW Capped
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Source: S&P Dow Jones Indices LLC. Data as of June 2019 Past performance is no guarantee of
future results. Chart is provided for illustrative purposes and reflects hypothetical historical
performance. Please see the Performance Disclosure at the end of this document for more information
regarding the inherent limitations associated with back-tested performance.

1 Mike Brown, State of the South African Exchange Traded Product (ETP) Industry, Sept. 30, 2019, etfSA.co.za.

INDEX INVESTMENT STRATEGY


https://spdji.com/documents/spiva/spiva-south-africa-mid-year-2019.pdf
https://spdji.com/indices/equity/sp-south-africa-domestic-shareholder-weighted-dsw-capped-index-zar
https://spdji.com/indices/equity/sp-south-africa-domestic-shareholder-weighted-dsw-capped-index-zar

Strengthening Your Core with Indices in South Africa February 2020

APPLICATIONS OF INDICES IN SOUTH AFRICA

Indices can be used to define an overall allocation, or they may be used as
S&P DJI offers a wide building blocks in various combinations, such as using a passive vehicle to

variety of indices for . . - . .
South African equities, implement a diversified portfolio of offshore investments.

the most broad-based

of which is the S&P Not all indices are created equal, however; subtle differences in
South Africa methodology can make a major impact on performance and risk
Composite. characteristics. In South Africa, S&P DJI offers a wide variety of indices,

the most broad-based of which is the S&P South Africa Composite, which
includes all large-, mid-, and small-cap companies listed on the
Johannesburg Stock Exchange (JSE) and weights them in proportion to
their market capitalization. While this represents the average performance
of all investors participating in South African equities, the index can
maintain significant positions in the largest companies; Naspers, for
example, accounted for 14% of the S&P South Africa Composite at the end

gg&?j‘?ﬁ;ﬂgﬂe&%‘:ﬁl‘j of 2019. This is not only the case in indices offered by S&P DJI; Naspers
Africa can have accounted for 21% of the FTSE/JSE SWIX 40 as of the same date.?
significant positions in L _ _

the largest companies. To limit single-stock exposure, the S&P South Africa Composite Capped

imposes a 10% maximum weight in any single company, as does the S&P
South Africa 50, which also limits exposure to smaller, potentially illiquid
securities by including only the 50 largest South African companies.

Another alternative to avoid large concentrations into any one position is
equal weighting, which gives each constituent in the index the same weight.
Refl ecting South African fund manager s
should not be unduly influenced by capital flows into the region from
To limit single-stock international investors, S&P DJI also provides so-c a | |d@mestidi
exposure, some indices sh a r e h omeighted indices, which reflect the allocations of domestic

impose maximum . . .
weights in any single investors in aggregate and are often selected as benchmarks for active

constituent, or even strategies.
assign equal weights to
all of them. A summary of the recent returns and volatility of each of these benchmarks

is provided in Exhibit 3.

2 Source: S&P Dow Jones Indices LLC and FTSE/Russell.
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Domestic shareholder
weighted indices are
often selected as
benchmarks for active
strategies.

South African equities
have lagged broader
global equities
benchmarks by a 6%
per year over the past
decade.

Allocations to U.S.
equities could have

enhanced returns, while

adding Japanese
equities could have
reduced volatility.

February 2020
Exhibit 3: Selected South Africa Index Performance
MARKET CAP SHDA%'\IQII-EI(S)-[II(D:ER VI\EIEIL(JSA}\-::I'
WEIGHTED
TP sap soutn | arRica | SeP SouTH | sep south| 57 S Bl SR
AFRICA 50 | COMPOSITE COMPOSITE DSW 50 DSW EQUAL
CAPPED CAPPED WEIGHT
ANNUALIZED RETURN (%)
1-Year 10.38 10.03 11.22 6.33 7.23 7.81
3-Year 7.98 6.99 7.93 4.40 3.42 4.19
5-Year 6.62 5.99 6.29 3.85 3.60 4.67
10-Year 11.36 10.94 10.91 10.45 10.39 10.59
ANNUALIZED RISK (%)
1-Year 11.48 10.90 11.13 11.47 10.68 11.70
3-Year 12.00 11.45 12.13 11.29 10.62 10.98
5-Year 11.61 11.24 11.65 11.40 10.92 11.72
10-Year 12.17 11.67 11.99 11.73 11.05 11.47

Source: S&P Dow Jones Indices LLC. Data as of Dec. 31, 2019. Index performance based on total
return in ZAR. Past performance is no guarantee of future results. Table is provided for illustrative
purposes and reflects hypothetical historical performance. Please see the Performance Disclosure at
the end of this document for more information regarding the inherent limitations associated with back-
tested performance.

COMBINATIONS WITH INTERNATIONAL INDICES

Whatever the domestic allocation, the returns of a South African equity
portfolio over the past decade would have likely been improved by the
addition of an allocation to international equities. Since 2009, South African
equities have lagged broader global benchmarks by a wide margin: in local
terms, the S&P South Africa 50 underperformed the S&P Global 1200 by
6% annually.®

However, many local investment managers are limited to including a
maximum of 30% of offshore assets in client portfolios, which means that
putative foreign exposures must be carefully optimized for their
diversification and return potential.

Exhibit 4 illustrates the impact of reallocating 30% of a portfolio otherwise
tracking the S&P South Africa 50 to any one of a range of indices reflecting
various global equity markets. Different global exposures offered the
potential to increase returns or reduce risk. For example, a 30% allocation
to U.S. equities, as represented by the S&P 500, would have enhanced
returns by 3% annually, while Japanese equities, as represented in Exhibit
4 by the S&P/TOPIX 150, would have decreased annualized volatility by
2%.

3 Based on total returns in ZAR over the 10-year period ending Dec. 31, 2019.
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Exhibit 4 illustrates the
impact of replacing
South African equities
with a range of global
benchmarks at a 30%
weight.

The impacts of different
foreign equities varied
in part due to the nature
of, and exposures
within, the South
African markets.
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Exhibit 4: Performance of Blended Equity Portfolios with 70% Weight to the
S&P South Africa 50 and 30% Weight in Other International Benchmarks
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Source: S&P Dow Jones Indices LLC. Data from Dec. 31, 2009, to Dec. 31, 2019. Index performance
based on total return in ZAR. Past performance is no guarantee of future results. Chart is provided for
illustrative purposes and reflects hypothetical historical performance. Please see the Performance
Disclosure at the end of this document for more information regarding the inherent limitations associated
with back-tested performance.

The impacts of different foreign equities varied in part due to the nature of,
and exposures within, the South African markets. European equities, as
represented in Exhibit 4 by the S&P Europe 350%, would have offered
relatively limited risk reduction or return enhancement. In part, this is
due to an overlap in the exposures common to South African and European
equities. The London Stock Exchange includes many large companies
operating in similar industries to those that are already well represented in
South Africa, such as mining. This overlap even includes individual
companies; BHP and Anglo American, for example, are included in both the
S&P South Africa 50 and the S&P Europe 350 due to their listings in both of
those markets.

ADDING FACTORS TO THE CORE

Adding international exposure has not been the only option for
diversification, however. As well as the different domestic equity indices
listed in Exhibit 3, factor-based strategiesd which target certain firm
characteristics or patterns of returnsd have experienced significant growth
in recent years. These strategies share some of the common
characteristics of other indices, such as rules-based construction,
transparency, and cost efficiency. Strategies such as growth, value,
quality, and momentum had historically been available only through active
management, but they are increasingly available via index trackers. The
S&P Quality South Africa Index is an example: this index screens for



https://spdji.com/indices/equity/sp-europe-350
https://spdji.com/indices/strategy/sp-quality-south-africa-index-zar
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The S&P Quality South
Africa Index screens for
companies with high
returns on equity, low
accruals, and low
leverage.

Although they focus on
particular factors, these
indices can in practice
add diversification.
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companies with high return on equity, low accruals, and low leverage.
Further examples are provided in Exhibit 5.

Exhibit 5: Selected South Africa Factor Based Index Performance

MULT]
FACTOR BASED el
S&P SOUTH
AFRICA
PERIOD s&p | s&p souTH | S&P ASI%LIEZ S&P SOUTH S&P | COMPOSITE
QUALITY | AFRICA50|  AFRICA AFRICA | MOMENTUM | QUALITY,
SOUTH EQUAL | , DIVIDEND Low SOUTH| VALUE&
AFRICA|  WEIGHT VOLATILITY AFRICA | MOMENTUM
TS

MULTI-
FACTOR

ANNUALIZED RETURN (%)
1-Year 5.09 7.81 3.40 -0.44 28.48 8.37
3-Year 10.31 419 0.46 158 9.36 5.96
5-Year 5.51 4.67 3.87 0.91 3.97 2.96
10-Year 14.88 10.59 12.25 11.32 14.93 12.49

ANNUALIZED RISK (%)

1-Year 11.49 11.70 11.65 11.09 17.58 12.58
3-Year 13.50 10.98 11.83 8.81 14.55 10.97
5-Year 13.57 11.72 12.96 9.54 14.83 12.16
10-Year 13.23 11.47 12.12 9.63 13.85 12.39

Source: S&P Dow Jones Indices LLC. Data as of Dec. 31, 2019. Index performance based on total
return in ZAR. Past performance is no guarantee of future results. Table is provided for illustrative
purposes and reflects hypothetical historical performance. Please see the Performance Disclosure at
the end of this document for more information regarding the inherent limitations associated with back-
tested performance.

Although they are focused by design on stocks with particular
characteristics or patterns of return, in practice, factor indices can add
diversification into different market segments. For example, as shown in
Exhibit 6, the S&P South Africa 50 has historically been dominated largely
by the Materials sector, while the S&P South Africa Dividend Aristocrats
(which seeks to track only those companies that have maintained or
increased their dividend payments for at least seven consecutive years)
has had limited exposure to the Materials sector and instead has been
driven by the Financials sector.
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Exhibit 6: Sector Composition of S&P South Africa 50 and S&P South Africa
Dividend Aristocrats

S&P South Africa 50

100%

90%

80%

70%

60%

50%

Sector Weight

40%

30%

20%

10%

0%
2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
The S&P South Africa

Dividend Aristocrats S&P South Africa Dividend Aristocrats
had less exposure to 100%
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Source: S&P Dow Jones Indices LLC. Data as of Dec. 31, 2019. Past performance is no guarantee of
future results. Charts are provided for illustrative purposes and reflect hypothetical historical
performance. Please see the Performance Disclosure at the end of this document for more information
regarding the inherent limitations associated with back-tested performance.

Ofcours e, an i nvest memattas:ot pne infsaationutc e
also in how it performs when combined with other assets. Replacing the
S&P South Africa 50 in Exhibit 4 with the S&P South Africa Dividend
Aristocrats, as illustrated in Exhibit 7, results in improvements in returns and
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other assets.

Replacing the S&P
South Africa 50 with the
S&P South Africa
Dividend Aristocrats
results in improvements
in returns and volatility
when combined with
international equities.

To identify the relative
importance of particular
decisions, we review
various combinations of
domestic and
international indices for
stocks and bonds.
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volatility when combined with international equities. Note: the scales in
Exhibits 4 and 7 are identical for purposes of comparison.

Exhibit 7: Performance of Blended Portfolios with 70% Weight to the S&P
South Africa Dividend Aristocrats and 30% Weight in Other Regional
Benchmarks
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® Blend ® S&P South Africa Dividend Aristocrats

Source: S&P Dow Jones Indices LLC. Data as of Dec. 31, 2019. Index performance based on total
return in ZAR. Past performance is no guarantee of future results. Chart is provided for illustrative
purposes and reflects hypothetical historical performance. Please see the Performance Disclosure at
the end of this document for more information regarding the inherent limitations associated with back-
tested performance.

QUANTIFYING POTENTIAL IMPROVEMENT

Different domestic and international allocation choices would have had
sizable impacts on portfolios in South Africa over the past 10 years. But
how much could each of those choices potentially have affected
historical performance?

We reviewed 34,000 possible combinations of domestic and international
equity and fixed income indices across regions from December 2009 to
December 2019 to mimic returns over the past decade for hypothetical
South African investors, providing a sample that may illustrate which
decisions could have been the most impactful.

The different portfolios varied in their allocations between stocks and
bonds, in their allocations to international markets (and whether they had
any), and in the choice of index to represent each portfolio segment. To

4 See Appendix A for the full list of indices used and a brief description of their characteristics. A current list of related products is provided in

Appendix B.
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construct the various portfolios, we began with a notionali b e nc hmar k 0

E”et?i””ing ";’]ith a . position that was invested entirely domestically and split 60/40 between the
n enc mar 8 . . .

split 60/40 between S&P South Afr_lca 50 and the S&P South Africa Sovereign Bond 1+ Year
domestic equities and Index, respectively.

bondsé
All the other portfolios may be thought of as arising from the benchmark

through the operation of a few basic flevers, guch as including or excluding
international stocks, among others. In total, we tested the impact of five
separate portfolio levers to find where decision making would have been
the most impactful. These levers, and the terms we used to describe them,
are provided in Exhibit 8.

Exhibit 8: Portfolio Levers

LEVER DESCRIPTION

Replace S&P South Africa 50 allocation with any one of the indices
included in Exhibits 3 and 5

Add up to 30% international equites (as a proportion of total equity),

Domestic Equity Exposure
étoggling a

portfolio levers prOVi_ded International Equity Exposure using any one of the nine international equity indices listed in
a sample of alternative Appendix A
performances. Replace allocation to domestic sovereign bonds with inflation-linked

Domestic Fixed Income Exposure
bonds

Add up to 30% international fixed income (as a proportion of total

International Fixed Income . . . ) - . h
fixed income), using any one of the seven international fixed income

Exposure indices listed in Appendix A
Allocation between Bonds and Change the overall allocations to fixed income and equities, with the
Equities fixed income allocation ranging from 25% to 50% in 5% increments

Source: S&P Dow Jones Indices LLC. Table is provided for illustrative purposes.

Note that, to better represent the current limitations in the South African
market, the hypothetical portfolio allocations were limited to current Reg. 28
requirements (75% or below for exposure to equities, 30% or below

exposure to foreign assets).
The hypothetical
portfolio allocations Exhibit 9 shows the range of portfolio returns and risk levels that could be

were limited by current achieved over the past 10 years through operating all possible

Reg. 28 requirements. .. . . . L
combinations of the levers detailed in Exhibit 8. All portfolios in the
simulation were rebalanced on a monthly basis back to their target
allocations, based on the returns of the underlying indices as expressed in
South African rand.
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