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As I write this article, the dust is just 
settling on the news that Cyril Ramaphosa 
has been elected as the new president 
of the ANC. Markets, having largely 
anticipated this outcome over the past few 
weeks, are in a jubilant mood. Locally-
orientated shares – such as the banks and 
retailers, are racing skywards, and in some 
cases, are trading at all-time highs. The 
turmoil created by Steinhoff earlier in the 

month has largely been forgotten. As far as the markets are 
concerned, it is full steam ahead. 

But is this really the case? In early December, we delivered our 
outlook for 2018 to clients in the Natal Midlands. The subtitle 
of that presentation was, “2018 will be a trade-off between 
sentiment, politics and economics.” We acknowledged 
that our views may have to change should politics take an 
unpredictable turn. Has that unpredictable turn now come 
to pass? Where do we now stand? Trying to put anything in 
writing is impossible given that the political situation remains 
so fluid. Despite Mr. Ramaphosa’s victory, there are still so 
many unanswered questions. Hence, once again, we believe 
that Zapiro (captured in his cartoon of the 19th December) 
sums up the situation perfectly. 

The market is implying that all is forgiven and that 2018 will 
herald a much brighter future. As South African citizens, in 

our hearts we hope that is the case. But our heads tell us to 
be pragmatic and realistic. The composition of the Top 6, 
and indeed the composition of the broader NEC suggest that 
Mr Ramaphosa will have a tough job ahead of him to enact 
reform. More critically, until we have more clarity on some of 
the following issues, we are reluctant to get too carried away 
about developments:

1. The views of the NEC, and whether there will be broad 
support for the new president.

2. Whether President Zuma will be recalled, or whether he 
will serve out his term.

3. A cabinet reshuffle for the better, especially a new, 
respected Minister of Finance. But it must go further, and 
ministers involved in State Capture must be dismissed 
and replaced. 

The tricky situation that we face is that answers to some of 
these questions may or may not be known by the time you 
read this in early January. In the absence of further clarity, we 
will outline our views, based on the facts as we know them.

The ouTlook 
for 2018

Michael
Porter

Global economy: A “Goldilocks” scenario
Not too hot, not too cold

Global GDP Growth

Source: Macquarie Securities

Synchronised global growth – the first time since the Financial Crisis
Global growth to remain above 3% for 2018 

Assessing The globAl economy2017 has been a solid year for the 
global economy, and we expect 
2018 to be more of the same. As the 
charts alongside show, global growth 
is strong, at above 3%. But more 
importantly, the global economy is 
in a synchronized upswing. We often 
refer to PMI Indices – a gauge of the 
strength of the manufacturing sector. 
An index level above 50 signals 
expansion, whilst a level below 50 
signals contraction. The chart on the 
left shows that for almost all countries 
that compile a PMI index, that index 
is in expansion mode. Equally, back in 
the nadir of the Financial crisis, every 
single country had a PMI Index below 
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Global economy: “Goldilocks” continued
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globAl inflATion And inTeresT rATes

Can we avoid a downgrade?
The Ratings agencies are trying to be polite, but the message is clear

What S&P Said

“The downgrade reflects our opinion of 
further deterioration of South Africa’s 

economic outlook and its public finances. 
In our view, economic decisions in recent 

years have largely focused on the 
distribution rather than the growth of 
national income. Consequently, South 

Africa’s economy has stagnated and 
external competitiveness has eroded. We 
expect that offsetting fiscal measures will 

be proposed in the forthcoming 2018 
budget in February next year, but these 

may be insufficient to stabilize public 
finances in the near term, contrary to our 

previous expectations.”

What Moody’s Said

“The decision to place the rating on 
review for downgrade was prompted by a 

series of recent developments which 
suggest that South Africa’s economic and 

fiscal challenges are more pronounced 
than Moody’s had previously assumed. 

Growth prospects are weaker and 
material budgetary revenue shortfalls 

have emerged alongside increased 
spending pressures. Altogether, these 

promise a faster and larger rise in 
government debt-to-GDP than previously 

expected.”

WhAT The rATing Agencies sAid

A downgrade
Gigaba promises short term remedies, but the real challenge is growth

Treasury promising R15bn extra 
tax hikes (R30bn overall) and 
R20bn of spending cuts by 
February.
– Bracket creep, fuel levies, Sin 

taxes, sugar taxes, medical 
credits, wealth tax

Its not sufficient.

We need growth.
– Policy reform
– Relaxing labour laws
– Policy certainty in mining, 

telecoms – to name just 2. 

Regardless of who wins in 
December, we cant see changes 
before February. Track record is 
poor.

fiscAl posiTion hAs deTeriorATed

50, and the global economy was in 
a deep recession as a result. We are 
encouraged that growth around the 
world is broad-based as this provides 
a solid foundation from which the 
global economy can grow further. 

Normally, robust growth comes with 
its own set of challenges – namely 
higher inflation and consequently, 
higher interest rates. Fortunately, for 
various reasons, we do not expect 
inflation to rear its head until the very 
latter stages of 2018. That in turn 
should imply that interest rates will 
stay at accommodative levels. That 
said, we do expect US and UK interest 
rates to rise, but in a slow and steady 
fashion, which should not put any 
undue pressure on economic growth. 
Rather, it is encouraging that interest 
rates are starting to normalize, after 
years of artificial suppression. (See 
the next article for another perspective 
on this.) 

Whilst robust growth is encouraging, 
the one region that may experience a 
slowing growth trend is China. Due to 
structural changes to their economy, 
and excessive leverage in their 
housing market, we do expect China’s 
growth to slow – but only marginally. 
Consequently, we expect commodity 
prices to soften slightly, but to remain 
sufficiently high for mining companies 
to remain significantly profitable. 
Robust cash flows could prompt the 
miners to return cash to shareholders, 
which would be an attractive factor to 
the investment case. 

A robust global economy should be 
good news for our economy as well, 
but as we all know, our short-term 
trajectory depends on politics, not 
economics. In early December, we 
were in serious doubt as to whether 
we could actually avoid a downgrade 
in February. We still have our doubts. 
One notch from Moody’s is all that is 
preventing us from being classified 
as sub-investment grade, and the 
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A positive ANC Conference outcome
How would that impact on the outlook for 2018?
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But … we still have work to do!
A CR17 win will see ST gains. Reform required for gains to be sustainable

Pro’s
Supporting Growth

• Virtuous cycle
• Real growth in incomes
• Supportive global economy

Cons
Weighing on Growth

• Higher taxes
• Reduced government 

spending
• Stronger Rand
• Lack of policy certainty

Our view: SA GDP Growth of 1.2-1.5% for 2018 – vs 0.8% this year

buT There is sTill Work To done

Investing in 2018
Investors will still need to be nimble but we expect a broader rally
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We expect a modest improvement in 
GDP growth.

Offshore markets remain supportive, 
but may change by Q4.

Markets and the Rand could go either 
way depending on politics, and foreign 
activity.

We are generally defensively 
positioned – the risks are skewed to 
further tough times, in our opinion

Based on current facts, we do think 
markets can deliver modest, positive 
returns: 8-10%, more if there is 
positive change. 

summing up

implications for foreign investment 
into this country. The chart alongside 
highlights the summary of each 
announcement from the ratings 
agencies, made in late November. 
There is not much good news, and 
extremely little wiggle room. In our 
opinion, a final downgrade may be 
averted if Zuma is recalled, and a new 
cabinet installed. We do not believe 
that the measures articulated by the 
current minister a few weeks ago will 
be sufficient to allay their concerns. 

The fiscal situation in the country 
has deteriorated rapidly. In February, 
National Treasury projected a Debt 
/ GDP ratio that would peak at 53% 
and then drift gradually lower. (This 
is the blue line in the chart alongside.) 
That had all changed by the Medium-
term Budget at the end of October. 
Due to much weaker growth, further 
bailouts for SAA and Eskom, and very 
poor tax collection, the Debt / GDP 
trajectory had changed significantly. 
Minister Gigaba announced that 
a combination of extra taxes and 
spending cuts would be announced in 
February to correct the deteriorating 
trend. We remain skeptical. Actions 
speak louder than words, and as yet, 
there is no evidence that Treasury is 
serious about reversing the rot. 

Business and consumer confidence 
are at record lows in this country. 
We did acknowledge that a change in 
president of the ANC could kickstart 
a virtuous cycle – as shown in the 
diagram alongside. The reaction of the 
market supports our analysis, but in 
our opinion, there is much water that 
still needs to flow under the bridge 
before we can truly get excited about 
the future. 

GDP growth for our economy is 
expected to be 0.8% for 2017 – a 
very weak and disappointing outcome 
given that global growth has been 
so robust. Our current forecast for 
growth in 2018 is between 1.2% and 
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1.5% - an improvement, but far from the levels required to 
reduce unemployment and poverty. Improving confidence 
has the potential to accelerate growth, but the following items 
remain of concern:

1. Taxes. Treasury had already signaled tax increases of 
R15 billion for the forthcoming fiscal year, but that 
expectation has now increased to R30 billion – at least. 
We believe that the extra tax will come from a variety of 
sources: firstly, from income tax (no bracket adjustment 
for inflation); secondly, from the introduction of VAT on 
fuel (although this will be partially offset by a reduction 
in fuel levies, but the tax incidence will still rise); thirdly, 
by the introduction of the Sugar tax; and fourthly, we are 
aware of an ever-growing chorus pointing to an increase 
in the general level of VAT of either 1% or 2%. 

2. Reduced government spending to reign in excessive 
debt. Ideally, government should achieve their austerity 
measures by eliminating wasteful expenditure, but 
practically, it is more likely that they curtail spending in 
an effort to shore up their finances. That will place a drag 
on the economy. 

It is very hard to forecast the trajectory for consumer spending 
next year. On the one hand, improving confidence, a stronger 
Rand and lower inflation may give the Reserve Bank the 
opportunity to lower interest rates. Combined, these all have 
the potential to feed through to improved spending. However, 
these will be offset by higher taxes, higher fuel prices, and 
stagnant employment. Like so much of the outlook for next 
year, the scenario that will prevail will depend hugely on 
whether or not we avoid being downgraded. 

Globally, markets have performed well this year, and 
encouraging, much of that performance has been the result of 
growing profits, not simply rising valuations. So, despite what 
appear to be heady levels for some of the major indices, shares 
are not as expensive as they might appear. In particular, the 
UK and European markets still look very attractive, especially 
given the accelerating growth momentum across the Eurozone 
economy. In the US, the tax reform bill has finally been passed, 
which lowers taxes for both corporates and individuals. This 
will be a huge boost to corporate profitability, but some of 
that expectation is already reflected in share prices. Valuations 
for US shares are higher than they were a year ago. We still 
expect positive returns from the US market in 2018, but at a 
far more muted level. 

Taking all the factors into account, how have we positioned 
client portfolios in this environment? Our approach to 
managing clients’ portfolios is not based on political scenarios, 
but rather our goal is to build portfolios consisting of high-
quality companies that offer attractive valuations and good 

long-term prospects. Due to the weak economy, and uncertain 
future, we have, for some time, had a bias towards offshore, 
rand-hedge shares in all portfolios: 

1. Growth portfolios have a bias towards globalized, rand 
hedge shares that offer exposure to faster-growing regions 
of the global economy. Examples of such companies 
would include British American Tobacco, Richemont, 
Mondi, Naspers, Bidcorp and Ab-Inbev, amongst others. 

2. The equity component of Balanced and Income portfolios 
has a similar bias to rand hedge shares. Furthermore, we 
have been switching, where the income requirements allow 
flexibility, out of local property into global alternatives, 
such as NEPI Rockcastle, Sirius, MAS Real Estate, and 
Hammerson, amongst others. 

3. That said, all our portfolios still have exposure to the local 
economy, primarily through banking and financial shares, 
local property companies, as well as selected retailers and 
domestic industrials.

Based on our views and positioning, our portfolios will 
generally perform better in a slightly weaker Rand environment. 
Over December, the Rand has strengthened sharply, but we 
are skeptical as to whether this can be sustained, especially in 
light of the balanced composition of the new ANC hierarchy. 

In summary, we expect 2018 to deliver:
1. Another year of solid growth from the global economy of 

about 3%. 
2. Despite strong growth, we expect only modest increases 

in intertest rates from the US and UK, which will not be 
sufficient to dampen economic growth. 

3. A modest improvement in South African GDP growth, 
from 0.8% to a rate of between 1.2% and 1.5%. Whilst an 
improvement is a step in the right direction, this will still 
be disappointing, given the supportive global economy. 

4. We expect positive returns from all major markets, but at 
lower levels than those achieved in 2017.

5. For the JSE, we expect positive returns in 2018 – of 
between 8-10%, driven by a modest improvement in 
profits and steady valuations. Once again, the income 
yield of 3% will be a critical component of the return. 
This view is based on a reasonably steady currency. A 
weaker currency will lead to higher returns for the year. 

It is fair to say that 2017 has been an extremely challenging 
year for local investors. We are hopeful that in 2018, politics 
will have a diminishing influence whilst economics will once 
again be the core driver of markets.



We understand Your need for financial integritY | WWW.hhgroup.co.za | the harvard house group6

Market Insight from the Harvard House Group

We live in a selfish world where money 
is all about “Me and My Wealth”.  We 
distribute statements of portfolios to each 
client every month and it is only natural 
that the current market value is compared 
to that of the prior month-end.  Our focus 
has shortened to a time period of just 22 
trading days! Investment is not about 
the performance achieved over 22 days. 
Sometimes this focus on the short term 

obscures a much longer trend which tends to be forgotten.

If you take 500 years of financial history, then the world has 
gone crazy.  On 3rd November 2017, the Bank of England 
raised interest rates by a quarter of one percent (yes, by 0.25%) 
to 0.50%. Interest rates in the UK have been held at 0.5% or 
lower for ten long years - the lowest in recorded history.  That 
is not normal by any financial standards.

I quote directly from the Weber Global Opportunities Report 
(dated: 16 October 2017).

“Starting in 2009, central banks the world over have pushed 
down interest rates and pushed up the supply of money and 
credit, by buying at least $11 trillion worth of assets, and 
paying for them with money created out of thin air.  In part, 
this has been an attempt to push investors into riskier assets.  
They thought that this would help to revive economic growth 
in the world.

It certainly has caused investors to flock into very risky assets.  
When Argentina floated 100-year bonds - maturing in 2117, 
(yes, not 2017), there was no shortage of money ready to buy 
them.  These bonds have been purchased by investors, despite 
the fact that Argentina have defaulted on their debt six times 
in the past 100 years. To me, the chances of them defaulting at 
least once in the next 100 years, is pretty high. Investors are 
also searching for higher yields by buying the bonds of Egypt, 
Ukraine and Iraq, all of which yield just 7%. This may seem 
like a lot to those investors who are searching for yield, but 
look at who is borrowing the money. I would need much, much 
higher yields to lend my money to any of these three nations 
(and even calling Iraq a nation is stretching the term).

Maybe they all think that the US will bail out these borrowers 
if they default, and maybe the US will do so. But the most 

astounding measure of risk today is found in the so-called 
“High Yield” or “Junk” bonds denominated in the Euro. Take 
a look at this chart:

It is the yield on the “High Yield” or “Junk” corporate bonds 
denominated in the Euro. In 2008 the yield was over 25%. (At 
the peak of the worries, on 8th December 2008, it hit 25.92%).  
Today, it is over 90% lower than that, at a very low 2.29%, 
and it is still falling. Investors can receive a higher yield in 
safe US Treasury bonds. The yield on the US 10-year bond 
is higher than 2.29%. In other words, the market has priced 
junk bonds in the Euro as being safer investments than the US 
Treasuries.

Both yields are absurdly low. To have these Euro bonds 
yielding so little is absurd in the extreme.  People are reaching 
for a bit more yield in the most unsafe of investments.  There 
are huge accidents waiting to happen: it is only a matter of 
time.

History is normally a helpful tool, but not in these times. Never 
before have all the World’s central banks created trillions in 
new money and credit, and pushed even the riskiest interest 
rates down to such crazily low levels.

The question has to be - what happens when the tide turns?  
At some point, central banks will stop creating all this money. 
They may even start lowering their balance sheets, and thus 
ending the easy money and credit times.  Will what happens 
thereafter bear any relationship to what happens to alcoholics 
when they stop drinking? Theory and history both suggest that 
it should.”

My comments:

In my opinion, this has had the following consequences:

1. The printing of $12 trillion helped the world economy to 
avoid a “1930 - 1937” deep depression.

2. It was supposed to drive growth in America, UK, Europe 
and Japan.  Maybe it has done, as after 10 years, these 
economies are showing signs of life.

The World hAs 
gone crAzy

Nigel
Porter
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3. All this money, printed out of thin air, should have caused 
inflation to rise. It has not done so for two reasons

a. the collapse in the price of oil from $150 to $50 per 
barrel,
b. the huge strides made in IT, whereby computer and 
machines have reduced the cost of labour.

Where did all the printed money go?  Why, to the wealthy of 
course. It is a common theme that the gap between the super-
rich, the rich, and the poor, increases all the time.  World stock 
markets are at all-time record highs, including the Dow Jones 
in America, and our own JSE. Yet more people live in poverty 
than ever before.

Who has not benefitted from all that printing of money? Why, 
the savers of course, and those approaching retirement.  It is 
difficult in the UK to save £100,000 after tax, if you are a 
working-class person.  Yet having done so, an interest rate 
of 0.25% gives the saver just £250 per annum for an income 
return on investment.

It is no surprise that money has found its way into the stock 
market. It is commonly called “the hunt for yield”.  The stock 
markets have given far better returns then cash or bonds, since 
the financial crisis.

My fellow portfolio managers may be concerned that I am 
sending out alarm bells. I am NOT doing anything of the sort. 
I do not believe that another 2008-style crash is imminent. 
A normal correction of 5% - 10% in markets, such as the 

Dow Jones in the US, that have risen for ten years without a 
correction, would be healthy. That might give us better entry 
levels for new money.

What I am writing about is that history tells us that we are not 
investing in normal times.  Times can stay abnormal for much 
longer than seems to be logically possible. At some point, the 
investors and retirees of the world must again be rewarded for 
their thrift, and must receive a return at least equal to the rate 
of inflation in each country. No one knows how that is going 
to happen. Hopefully, it will be a gradual process over a period 
of years, which does not disrupt the markets.

We have been so fortunate to have the property sector on the 
JSE. The average income yield over the whole sector ranges 
from 3% – 10%, and that is the income that is paid out to 
investors. If the dividends paid out grow from year to year, 
then capital appreciation will surely follow. We also have the 
advantage that foreign companies that are listed on the JSE 
give us protection against a weak rand versus other currencies. 
We have not had to hunt for yield in risky assets, as others 
have had to do. We have been able to select shares which offer 
inflation beating returns on income alone. The capital gains 
have added the sweetener which have given our clients very 
acceptable returns in crazy times.

We keep watching to see how the world financial system will 
return to historical normality. It is a study of history, rather 
than day to day economics. As yet there is no answer! 

snippeTs: 
Things you need 

To knoW
Reinet Investments

As explained in Intuition last month, the shares have con-
solidated on a 10 for 1 basis.  If you held 1000 Reinet @ 
3000c, you now own 100 shares @ 30000c each. The total 
value of your investment is unaffected by the change. 

Sasfin
We have explained that 81.5% of the shares held by any 
client, were part of a Black Empowerment deal.  If the re-
maining 18.5% of the shares were valued at less than 0.5% 
of the value of a portfolio, then the remaining shares were 

sold.  For example, if a client held 1000 shares, and there 
were only 185 left at a market value of 4400c, the total 
value was R8,140. This is meaningless in any portfolio 
which is in excess of R500,000 in value.

Intu Properties
Intu Properties has been trading at a low valuation for quite 
a long time – as much as 40% below the net asset value 
of the major shopping centres which it owns and operates 
in England, Scotland, Wales and Spain.  This poor perfor-
mance can be blamed on Brexit and investors’ concerns 
about the move from physical to online shopping. Ham-
merson, one of the largest property companies in the UK, 
has recognised this, and has made a bid to acquire 100% 
of Intu Properties, and the directors of both companies 
have agreed to the takeover.  The merger will create a very 
powerful property company, with assets in the UK, France, 
Ireland and Spain. We expect the merger to be complete in 
mid-2018
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December was a brutal month for the 
local equity market. On 6th December, 
the market was rocked and shocked by 
the resignation of the CEO of Steinhoff 
International, until recently one of the ten 
largest shares listed on the Exchange. But 
the month will also be remembered for 
additional allegations of corruption – this 
time against Multichoice (and its owner, 
Naspers). It might appear to some that 

Corporate SA is rotten to the core. We do not believe this to be 
the case, but the corporate sector has much to answer for given 
recent events. Following the extreme volatility and weakness 
in the price of some shares which we have held widely across 
portfolios, the rest of the article explains our stance on three 
companies – Steinhoff, EOH and Naspers. 

Steinhoff International
Any investor who has read a newspaper or watched a news 
report in the last 24 hours will know about the resignation of 
the CEO of Steinhoff International Holdings, Marcus Jooste, 
and the consequent plummet of the company’s share price. 
This has been one of the most devastating events in the history 
of South African financial markets and very few investors have 
been spared. Almost every major asset management house had 
Steinhoff as one of their Top 10 holdings through either their 
Unit Trust, or Pension Fund, portfolios. Clients of Harvard 
House have equally not been isolated from this event.

The first indication that anything might be amiss was as far back 
as 2015 when German authorities raided Steinhoff’s European 
offices in connection with alleged tax evasion. All allegations 
were denied by Steinhoff management. Then in August of this 
year, further reports surfaced of a German investigation into 
Jooste himself. These were again strongly denied.

On Monday, 4th December 2017, Steinhoff released a SENS 
(Stock Exchange News Service) announcement to the effect 
that the results would be released as expected on the 6th 
December 2017. That should have been routine, except 
for the accompanying statement that the results would be 
unaudited, as the auditors had not yet finalized their review of 
transactions that formed the basis of the various investigations. 
The announcement confirmed that the audited results would 
be released before 31 January 2018. That prompted the share 
price to fall 10%, to a closing value of R50.25. The quantum 
of the decline was reasonable, given the seriousness of the 
announcement. However, there was no reason to believe that 

the rot was so much deeper.
However, on Tuesday evening, after a confrontation with the 
Board of Directors, Jooste resigned and in so doing, implied 
that every accusation previously denied may in fact, be true. 
When considered in this light, nothing about Steinhoff could 
be believed. Having closed on Tuesday at R45.65, the opening 
trade on Wednesday morning was around R17.50 per share and 
the rout continued as many asset managers abandoned ship. 

At this stage, very little information is available. However, an 
explosive report released on Wednesday by Viceroy Research 
in the USA, made startling allegations that have cast a further 
cloud over the profits of Steinhoff. 

What do we know?
1. Steinhoff was due to release its results on 6th December. 

Deloitte, their auditors, refused to sign off on the accounts 
given that they had not finished investigating a number of 
contentious transactions. 

2. Marcus Jooste, the CEO, and himself a chartered 
accountant, wanted the results to be released regardless, 
just with the qualification that they were unaudited. 

3. The Board disagreed. They were already uneasy given the 
manner in which the investigations were being handled. 
Consequently, there was a stand-off between the CEO and 
the Board, and Jooste tendered his resignation, effective 
immediately.  

In our opinion, the allegations cast doubt on everything that we 
believed we knew about this company:
1. There appears to be significant and systematic fraud within 

the company. Associated companies have been hidden 
from investors and used to inflate revenues and profits, 
whilst also simultaneously hiding losses. 

2. Consequently, we have no idea of the true value of the 
company, nor the net asset value. 

3. Steinhoff has a huge amount of debt – approximately R100 
billion worth. When operating under normal circumstances, 
this debt was easily serviced, but that changes under the 
current circumstances. Debt agreements have obligations 
and covenants that must be adhered to, in order to prevent 
default. The concern is that Steinhoff will default on some 
of its debt, triggering a wider collapse and possibly even 
liquidation. 

4. Steinhoff does have extensive property holdings, and it also 
has extensive holdings in various other listed companies – 
see table below. Early indications are that some (or all) of 
these holdings will be sold to raise liquidity and repay debt. 

Troubled WATers:  explAining our sTAnce 
on poor performers

Michael
Porter
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Two days after the carnage began, Steinhoff is currently 
trading at R11.50 per share. It is highly possible that Steinhoff 
is actually worth far more than the current share price. 
However, Steinhoff, and its management team, have lost all 
their credibility, possibly forever. Whilst it may sound rather 
extreme, we are concerned that the company will not survive 
– at least not in its current form. Already there have been a 
number of statements from Steinhoff indicating that they are 
considering proposals for various assets, in order to raise 
liquidity and repay debt. There is a reasonable chance that the 
company will be broken up and sold off in pieces. Whilst this 
process may unlock value in excess of the current share price, 
there are the opposing risks that either assets are sold at “fire 
sale” prices, or that there is a protracted sale process that drags 
on for months, or years. Both outcomes are undesirable, in our 
opinion. 

Hence, we took the decision to sell all our shares in Steinhoff 
ordinary and preference shares, for both discretionary and 
Glacier portfolios. The shares were sold on Thursday morning 
at the market open. In many cases, this will reflect as a 
substantial loss in portfolios. In part, our decision was also 
influenced by the huge capital gains that many clients have 
made on the NEPI / Rockcastle transaction earlier in the year, 
and other gains from the normal course of managing your 
portfolios. Given that we see a protracted period of uncertainty 
ahead, with the possibility of the share price declining further, 
we have used this most tragic episode to realize losses, and 
thereby significantly reduce the capital gains tax liability that 
is facing many clients. 

Allied to events in Steinhoff, there are a number of shares 
that are suffering from some contagion from the events of the 
week. These include the shares directly held by Steinhoff – 
as shown in the table above. But concern has spread to other 
counters as well – notably the asset management firms such as 
Coronation and PSG, who have held Steinhoff shares in their 
own client portfolios. The broader market has in fact felt the 
blow of this disaster and sentiment is against many stocks. 
We would caution investors about becoming too bearish or 
pessimistic based on this event. Weakness in shares that are 
largely unaffected is, in our opinion, an opportunity for patient 
investors to buy quality companies at a discounted price. We 
will take advantage of those opportunities as we see them.

We are not proud of the fact that our clients have been exposed 
to this event. Corporate disasters do occur from time to time, 

and hence it is a timely reminder of the importance of having a 
diversified portfolio with limited exposure to any one company. 
That brings me neatly to the next issue: Naspers. 

Naspers
Naspers is the largest share on the JSE, and indeed the largest 
on the African continent. The meteoric rise in its share rice 
this year has been well-documented in the press. On the 21st 
November, the share reached an all-time high of over R4100 
per share, giving the company a value of approximately R1.7 
trillion. 

Naspers has been in the headlines recently, for all the wrong 
reasons. Amabhungane and Scorpio, the investigative 
journalists, have uncovered alleged evidence of corruption 
and “state capture” at Multichoice, the owner of DSTv. 
Multichoice is in turned owned by Naspers, along with a black 
empowerment shareholder. Having read extensively into the 
issue, it would certainly appear to us that there is merit to the 
allegations. What has been disappointing is the response from 
Naspers management. 

One would have thought that there was sufficient evidence 
from past corporate scandals to guide companies in how they 
deal with allegations of corruption. In our opinion, there is only 
one way to handle it: face it head on; appoint an external party 
with credibility (forensic auditors or lawyers) to do a thorough 
investigation, and then deal with the consequences in a decisive 
manner. Unfortunately, Naspers has not followed that route.

Initially they denied the allegations and diverted all questions 
to the Board of Directors of Multichoice itself. But pressure has 
forced them to insist that Multichoice launch an investigation. 
Unfortunately, Multichoice has opted for an internal enquiry. 
To us, that is akin to the wolf being tasked to babysit the sheep! 
If the allegations are true, then we believe that the Multichoice 
Board must have been complicit in that corruption. Therefore, 
does an internal investigation really carry any weight?

Nonetheless, what is the point of this article? The point is that 
history has taught us that where there is smoke, there is often 
fire. In many situations, it has been better to sell and avoid the 
company until the issue has been completely resolved. Should 
we therefore be selling Naspers out of client portfolios? 

As is so often the case, there is always an element of “this 
time is different.” The challenge in the Naspers situation is 
that, based on the current share price, the market is already 
implying that Multichoice has a zero value. In fact, the market 
is implying that Multichoice has a negative valuation. How is 
this possible? 

1. Naspers’s main investment is its 33% holding in Hong 

steinhoff: listed investments % owned by 
steinhoff

Steinhoff Africa Retail 76%
KAP Industrial 43%
PSG Group 24%
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Kong-listed Tencent – the Chinese internet company. Based 
on share prices at the time of writing, this investment had 
a value of R2 trillion – this compared to the total value of 
Naspers itself of R1.7 trillion.

2. Naspers has many other internet related businesses – OLX 
and Takealot will be most familiar to local investors. Whilst 
many of these have yet to make a profit, many trade on 
overseas exchanges and have a substantial value attached 
to them. 

3. Naspers also owns Multichoice in SA and in the rest of 
Africa, as well as Media24. 

Investors in SA have very little choice when it comes to 
technology and internet investments – Naspers is really the 
only option. Hence, we are reluctant to exit this investment, and 
the associated investment in Tencent (which is itself a hugely 
successful operation) due to malfeasance in one division. 
However, left unchecked, these allegations could spiral out of 
control. 

Consequently, we must act prudently. Successful portfolio 
management is not only about the returns. It is also about 
managing the risks. We have said many times that clients 
should have a diversified portfolio with limited exposure to any 
one company. “Bad things can happen to great companies.” 
Just look at Anglo American, or BP, as examples. Therefore, 
we will look to ensure that across our portfolios, clients do not 
have an excessive exposure to Naspers, or any other company 
for that matter. In our opinion, a portfolio weighting of 12% or 
less is prudent. Any higher, the portfolio is exposed to undue 
risks of unexpected shocks. 

Correcting an overweight exposure to Naspers is complicated 
by Capital Gains Tax implications. Due to the stellar returns, 

any sales will trigger substantial gains. These may well be 
on top of already substantial gains flowing from the NEPI / 
Rockcastle transaction. However, the sale of Steinhoff and the 
associated losses there, have provided us with some flexibility 
to reduce holdings in Naspers without incurring significant 
CGT liabilities. We will assess each portfolio individually 
for the impact and act accordingly. But the principle remains 
that, over time, we will reduce excessive positions to a more 
manageable level. 

EOH Holdings
The third share that has caused much angst for us this year 
has been EOH. For the past ten years, EOH has been one of 
the best-performing companies on the Exchange. It is virtually 
the only large, investable IT company that we have left on the 
JSE, and one that we have invested in widely across client 
portfolios. The share price peaked at R180 per share in mid-
2015, and reached nearly that same level in late 2016. Twelve 
months later, the share price is currently trading at R45 per 
share, having fallen 72% this year, and 57% this month alone. 
What is the problem? 

In our opinion, there are four issues affecting the company. 

The first issue is what we like to call the “Bidvest Effect”, solely 
because we have used the example of Bidvest in our marketing 
brochure, “Understanding the Harvard House Approach”. 
Simply put, small, young companies can grow very quickly, 
because they are growing from a small base. Typically, the 
market rewards high growth companies with high valuations. 
P/E ratios tend to be elevated for fast-growing companies. This 
was the case for EOH. For the past ten years, EOH has grown 
its profits and dividends by a compounded annual rate of 29%. 
That is phenomenal and consequently, the share has traded at a 
high valuation – the p/e ratio was well in excess of 20x for the 
past four years.

However, as companies grow and mature, the rate of growth 
inevitably slows down – simply because it is impossible for 
larger companies to keep growing at exponential rates. The 
same has applied to the Chinese economy. Nonetheless, profits 
are still growing steadily, but the rate of growth has slowed. 
This inevitably leads to a gradual unwinding of the valuation, 
as the market digests the change of trend. This is what happened 
to Bidvest between 1998 and 2004. Despite earnings per share 
growing at 20% per annum, the p/e ratio fell from nearly 30x 
to a low of 10x. The share price went sideways for six years, 
despite the growth in profits and dividends over that period. 

In effect, we believe that EOH is going through the same 
transition. It is entering a more mature phase in its lifecycle, but 
that does not mean that its profits will stop growing. They are 
just growing at a slower rate, because the company is so much 
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larger than it was fifteen years ago. The chart below shows the 
p/e ratio for EOH. The current depressed rating is reflective of 
the recent slide in the share price. It has seldom ever been this 
cheap. 

The second issue was the sudden (in the market’s opinion) 
resignation of the CEO and founder of the firm, Asher 
Bohbot. Whether his resignation was linked the allegations of 
corruption (see point 4 below), we will never know. But he 
had been instrumental in building the company into what it 
has become. His resignation was akin to Brian Joffe suddenly 
leaving Bidvest. Mr. Bohbot was synonymous with EOH. 
The third issue is one that is affecting all South African 
companies – namely a weak economy and stagnant growth. 
The prevailing mood of uncertainty is taking its toll on 
numerous companies, EOH included. Very few corporations 
are willing to push the button on major new IT projects at 
present. Everyone has adopted a “wait-and-see” stance until 
the ANC Conference is out of the way. EOH has suffered, as 
new business has slowed due to the pessimistic mood. This is 
a cyclical issue, and one that we hope will turn. Fortunately, 
IT is one area where companies can ill-afford to fall behind. It 
can also help to drive efficiencies and lower costs, important 
factors in tough times. We are confident that their order book 
will recover. 

The fourth issue is the one that has done most of the damage, 
and again, it is linked to allegations of corruption. In April, 
Amabhungane published allegations of corruption between 
former directors of EOH and certain government officials. The 
share reacted violently. Ever since, various allegations have 
surfaced, and even though it was often the same allegations in 
a different guise, the share reacted negatively on each occasion. 
Recently, however, new allegations surfaced, this time linked 
to SAPS and the “R500,000 torches.” EOH did acquire one 
of the companies implicated in that scandal a few years back. 

Once again, the share price took a violent lurch downwards. 
In addition, EOH has not been helped by admission from SAP 
(the giant German software firm) that it had engaged in corrupt 
practices. EOH is a major implementer of SAP software. It 
added fuel to the fire. 

What was the response of management? Disappointing, in our 
opinion. Initially it denied the allegations vehemently, but they 
refused to go away. In reaction to share price volatility, they 
put out various PR communications, highlighting that they 
were trading well, and the company remained solid. But this 
communication was only distributed via their website, and not 
via SENS. Consequently, not all shareholders saw it. In the 
background, the new CEO vowed to investigate all allegations, 
and tighten internal procedures. This led to a further joint press 
release in October by EOH and Amabhungane. This stated that 
Amabhungane had been invited into the company to investigate 
all allegations. Their investigation found no wrongdoing on 
the part of EOH. This should have put this issue to bed, but 
rumours continue to swirl, the latest relating to the SAPS 
contract referred to above.   A meeting with management in mid 
November addressed issues around shareholder communication 
and staff churn. They denied any unusual staff churn, but took 
to heart concerns from the investment community around 
public relations. They have probed and reviewed every single 
government contract and found no evidence of wrongdoing. In 
their opinion, this should stand them in good stead to win new 
business as it can claim confidently that all is above board. 

Why then has the share fallen 57% this month, and 43% since 
Friday? In our opinion, it is a direct reaction to the Steinhoff 
scandal. Shareholders are terrified of being caught again. Based 
on the adage of “where there is smoke, there is fire”, some 
shareholders have opted to get out at all costs. That is not our 
approach. In contrast to the developments at Steinhoff, we have 
chosen not to sell any shares in EOH. Management released 
a press statement (through SENS – so they are learning!) on 
Thursday night, stating that the business was trading steadily, 
acquisitions were being assessed, and the acquisition of the 
company implicated in the SAPS corruption scandal had been 
reversed and annulled. We cannot say whether this will finally 
bring some calm to the extraordinary volatility in the share 
price. Unfortunately, a plummeting share price can cause its 
own problems, especially with regard to debt. In addition, we 
are concerned that management focus has been diverted away 
from day-to-day operationsin order to deal with these issues. 
But we do take comfort from the fact that internal procedures 
have been tightened and every contract has been reviewed for 
evidence of corruption. Whilst it is important that management 
engages with the investment community openly and efficiently 
to address any concerns, the best answer to critics is to deliver 
sound results. The interim results for the period ending in 
January are due in mid-March. 
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For more information on the range of products and 
services offered by Harvard House Investment 
Management and its associated companies (including 
Harvard House, Chartered Accountants), or for any 
financial advice, please contact the Company at:

disclaimer:
The information contained in this newsletter comes from sources believed to be reliable, but Harvard House Investment Management 
(Pty) Ltd , Harvard House Financial Services Trust, Harvard House Insurance Brokers and Harvard House, Chartered Accountants 
(collectively known as the Harvard House Group), do not warrant its completeness or accuracy.  Opinions, estimates and assumptions 
constitute our judgment as of the date hereof and are subject to change without notice.  Past performance is not indicative of future 
results.  This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. Any investor who 
wishes to invest with the Company should seek additional advice from an authorized representative of the firm. The Company accepts 
no liability whatsoever for any loss or damages whatsoever and howsoever incurred, or suffered, resulting, or arising, from the use of 
this newsletter. The contents of this newsletter does not constitute advice as contemplated in the Financial Advisory and Intermediary 
Services Act (FAIS) of 2002.
 
The Harvard House unit trusts are registered under the Boutique Collective Investments.  Custodian: Standard Executors & Trustees:  
Tel (021) 007-1500.  Collective Investments are generally medium to long term investments. The value of participating interests may go 
down as well as up and past performance is not necessarily a guide to the future. Collective Investments are traded at ruling prices and 
can engage in script lending.  Forward pricing is used. Commission and incentives may be paid and if so, are included in the overall cost.  
This fund may be closed to new investors.  Collective Investment  prices are calculated on a Net Asset Value basis and auditor’s fees, 
bank charges, trustee and RSC levies are levied against the portfolio. The portfolio manager may borrow up to 10% of portfolio NAV to 
bridge insufficient liquidity.   Boutique Collective Investments is a member of ASISA and is an authorised Financial Services Provider.  
Should you have any further queries or complaints regarding the suite of units trusts offered by The Harvard House Group please 
contact:  Boutique Collective Investments Call Centre, Tel: (021) 007-1500, Email:  clientservices@bcis.co.za.  For your information, the 
FAIS ombudsman provides an independent and objective advisory service.  Should you not be satisfied with the outcome of a complaint 
handled by Boutique Collective Investments, please write to, The Ombudsman, PO Box 74571, Lynnwoodridge, 0040.  Telephone (012) 
470 9080/99.  Fax (012) 348 3447.  Email:  info@faisombud.co.za
 
Harvard House Investment Management (Pty) Ltd*, Licence no: 675   Harvard House Insurance Brokers*, License no.  44138 
 
Harvard House Financial Services Trust*, Licence no: 7758  * Authorised financial service providers in terms of FAIS (2002)
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ContaCt detaIls:

The JSE has risen by 20% from January to November 
2017, but my portfolio does not seem to have grown 
to the same extent. Why? Robin will delve into 
portfolio construction and why the benchmark index 
may not be a useful guide to your own portfolio.  

Please RSVP to Clare Mitchell on 033 3302164 or 
clarem@hhgroup.co.za. Please note that we will host 
two seminars in Howick to alleviate congestion – 
one morning session and one evening session. Both 
seminars will take place at Fernhill Hotel.

nATAl midlAnds
Topic: A Layman’s Guide to Interpreting 

your Portfolio
Date: 30th of January 2018
Venue: Fernhill Hotel

Midmar / Tweedie  Road
(almost opposite entrance to 
Midmar

Morning Time: 10am for 10.30am
Evening Time: 5.30pm for 6pm

InsIght semInars

JohAnnesburg
Topic: 2018: More of the same?
Date: 18th January 2018
Venue: Rosebank Union Church, Cnr 

William Nichol and St Andrews 
Road, Hurlingham

Evening Time: 7am for 7.30am


