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Market Insight from the Harvard House Group

If I had only one minute to explain and 
summarize the budget, I would probably 
summarise it like this:

“If you print the 2018 speech and all the 
supplementary budget documents, it will 
weigh 1.5kg. What has transpired is that 
every South African will be paying more 
tax due to an increase in the rate of VAT 
from 14% to 15%. Furthermore, if you 
earn more than R423 301 p.a. you will 

get absolutely zero personal income tax relief. Yet despite 
these points, it is a good budget considering the current 
state of the country. R57 billion has been made available 
for fee-free university education. Treasury hopes that it has 
increased social grants by a sufficient margin to compensate 
for higher VAT. We are also going to see better Boards and 
more accountability of directors at State Owned Enterprises 
that should result in less money being wasted. The Budget 
could have been far worse. The big question is whether the 
Budget is sufficient to avoid further credit downgrades? That 
remains to be seen, but we believe the simple answer is “yes, 
for now.” That is my one-minute summary and I am out of 
breath carrying all the documents. Only kidding – we are 
saving paper so I did not print it.

The lead up to the last few budget speeches will be remembered 
for the change, or potential change, to Ministers’ of Finance. 
Following the political developments within the ANC since 
December last year, and the subsequent resignation of Jacob 
Zuma, the corridors were full of gossip as to whether Minister 
Gigaba would deliver the Budget speech. However, after the 
State of the Nation address last Friday evening, it become 
clearer that a cabinet reshuffle was not imminent. Both local 
and international investors needed some time to digest all the 
changes that are taking place. 

Two things stood out for me in this Budget: firstly an “Eish” 
(buckling under the weight of further taxes) and secondly a 
“Wow” (a commitment to cutting expenditure).

Let me start with the “Eish”. South Africans are now paying 
even more for years of poor policy implementation and the 
lack of controls on expenditure, wastage and corruption. 
The chart below highlights the change in tax burden for 
individuals. After many years of an easing burden due to 

improved tax efficiency and a wider tax base, that trend has 
reversed. The burden is rising quickly. With a broader tax net 
and no adjustment for inflation to compensate individuals or 
companies. tax increases worth an estimated R36 billion were 
announced.

The most significant change in tax was the proposed increase 
in VAT of 1%, effective from 1st April this year. This is 
estimated to raise R22.9 billion more for the fiscus. Treasury 
believes that raising VAT “is less harmful to growth than 
raising other taxes”. That means that with the exception of 
the 19 zero-rated items, everything we buy will become that 
bit more expensive. The box below unpacks the implication 
of the increase.

Increasing the rate of VAT has been mooted for many years, 
but it has been fiercely resisted by unions, and pro-poor 
activists. Perhaps lobby groups argued against VAT at 16% - a 
number that was widely mentioned as a possibility. Unions 
have been quick to criticize the change, but larger adjustments 
to social grants and personal income tax relief for low income 
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The tax burden declined for many years owing to a widening 
tax base, but the trend has reversed sharply in recent years.

The maths behind the VaT increase

Let’s get the maths behind the VAT hike right. 
It has increased by 1 percentage point from 
14% to 15%, which is an increase of 7.1% in 
the rate of VAT. The impact is an increase of 
0.88% on what you pay (from R114 to R115 
on something that costs R100 excl. VAT.
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workers should be sufficient to make sure that it sticks. The 
additional tax revenue of R13.1 billion will come from:

1. Fiscal drag on individuals, which will raise R8.6 
billion. This has been achieved through below-inflation 
adjustments to the lowest tax brackets and no adjustment 
to the top income groups’ tax brackets.

2. The fuel levy will be increased by 22c/litre and the Road 
Accident Fund levy by 30c/litre, which together will raise 
a further R1.2 billion. This is below what is currently 
factored into inflation forecasts, and hence it should 
partly counteract the impact of the increase in VAT on the 
trajectory for inflation.

3. Higher ad valorem excise duties for luxury goods, which 
is expected to yield an extra R1 billion. 

4. Treasury has also cut back on medical aid related tax 
breaks, with below inflation increases in medical tax 
credits. That means that, in real terms, members of 
private medical aid schemes will pay more for them. The 
savings from those tax credits will go towards funding 
the National Health Insurance project, which will get 
underway this year.

5. Finally, as is always the case, smokers and drinkers will 
pay more for their habits. Sin taxes will raise an extra 
R4.3 billion. 

It could have been worse. There was no introduction of a broad 
“wealth tax” which has been mooted for some time. Nor did 
Treasury make any adjustments to the inclusion rate for capital 
gains tax, the rate of dividends withholding tax or corporate tax 
rates. That said, there was a small adjustment to Estate Duty 
and Donations Tax. The rate of tax in both instances has been 
raised to 25% - but only for amounts exceeding R30 million. 
This is unlikely to raise much revenue, but may be a small 
concession to those baying for more tax on the super wealthy. 
(Note that the current estate duty abatement of R3.5 million, 
and the rollover to the surviving spouse, remain unchanged.)

Moving onto the “Wow” aspect of the Budget, the market 
was pleased with the proposed spending cuts of R85 billion. 
But it comes at a price and the Budget reflects the tension 
between the funding of major new expenditure commitments 
and the need for fiscal consolidation. According to Treasury, 
the medium-term spending reductions are necessary to ensure 
a sustainable fiscal trajectory. However, these reductions 
will have a negative impact on the composition of spending. 
About 50% of the R85 billion in spending cuts that have been 
proposed, comprise reductions for capital expenditure (local 
government in particular, so potholes are here to stay in the 
neighborhood). Spending on goods and services will be cut by 
R16.5 billion, while spending on government administration 
will be reduced by R27.4 billion. However, this will be offset 
by allocations of R57 billion to the Department of Higher 

Education and Training for fee-free higher education. While 
these programmes will continue to grow in real terms over the 
medium-term forecast period, the proposed reductions result 
in a further shift in the composition of spending away from 
capital investment and towards consumption expenditure. 
Following reductions in capital budgets, capital payments and 
transfers grow by an average of 4.1% in nominal terms over 
the budget period. Given the inflation outlook, this implies 
a contraction in real outlays, representing a drag on overall 
economic growth over the medium term. Unfortunately, and 
based on the chart below, we cannot afford to fall further 
behind on GDP growth.

The only other point of interest, and largely unexpected, was 
the first major relaxation of exchange controls since 2010. 
The prudential limit for offshore investing by all categories of 
institutional investors (pension funds, investment managers, 
etc.) will increase by 5% to 30%, allowing domestic fund 
managers greater portfolio diversification. The prudential 
limit for investment in the rest of Africa will increase from 
5% to 10%. Note that no changes were made to individual 
allowances, which remain at R1 million (discretionary) and 
R10 million (with a tax clearance) per taxpayer per year. 

The improvements in the budget deficit and debt trajectories 
came as a bit of a surprise, especially after the shocking 
deterioration announced in the Medium-term Budget just four 
months ago. These improvements were due to a combination 
of the tax increases and expenditure changes discussed above, 
as well as more supportive macroeconomic assumptions. 

Whilst we have a long road to travel to restore the health of 
government finances, we believe this Budget will have done 
enough to stave off a further credit rating downgrade for this 
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The trend has been deteriorating since 2010. Hopefully 
political change will be a catalyst for an improvement.
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“October: This is one of the particularly 
dangerous months to invest in stocks. Other 
dangerous months are July, January, April, 
November, May, March, June, September, 
December, August and February.” So said 
Mark Twain. Many local investors would 
sympathize with these words. The past 
three months have been a rollercoaster ride 
on the JSE. December started on a poor 

note with the Steinhoff debacle. Just ten days later, euphoria 
swept through the market after Cyril Ramaphosa managed 
to secure the ANC presidency. That euphoria continued in to 
the new year – pushing valuations in locally-orientated shares 
higher. But the new year also saw heightened speculation in 
other shares where the market started to question excessive 
valuations. We covered some of the shares affected in last 
month’s issue. 

On 30th January, Viceroy Research published a damning 
report on Capitec, claiming reckless lending practices, 
overcharging of clients, and improper treatment of bad debts, 
amongst other allegations. Together, the report claimed that 
revenues were overstated and provision for bad debts were 
understated, which masked the true financial position of the 
bank. Needless to say, the market took fright – and the shares 
fell sharply, although they recovered well off the lows as the 
day progressed. Capitec’s largest shareholder, PSG Group, 
came under similar pressure. We did not hold any ordinary 
shares in Capitec on behalf of clients. But we did have 
indirect exposure to the Bank via the PSG Group, the largest 
shareholder. 

We participated in a conference call with Capitec management 
that same day. They strongly refuted all claims made by 
Viceroy. Their irritation was palpable, given that Viceroy 
did not engage with them to discuss their concerns and give 
management the opportunity to explain their position, or their 
policies. In our view, Viceroy’s report was also completely 
irresponsible – the opening paragraph called on the Reserve 
Bank to put the Bank into curatorship. We do not believe that 
Capitec management is dishonest nor that they have been 
misleading investors. To the contrary, Capitec has always 
prided itself on its transparency. Furthermore, the management 
team has responded to the allegations in significant detail, 
which has improved the transparency into their lending and 
accounting policies.

Given that Capitec has performed so well, why have we not 
held shares in this company on behalf of clients? It has nothing 
to do with management credibility, and everything to do with 
the valuation of the shares. In a nutshell, Capitec shares are 
expensive, both in their own right, and relative to the rest of 
the banking sector. Let me explain this in more detail.
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Capitec trades at a significant premium to the rest of the 
sector.

year. But there is no room for complacency.

Despite the increased optimism already apparent in recent 
weeks, we expect the bond and currency markets to react 
positively to the budget. There is relief for the bond market 
from the decline in the borrowing requirement, while the 
Rand may react slightly positively to a further decline in the 
likelihood of a sovereign credit rating downgrade by Moody’s. 
The immediate impact of the significant fiscal consolidation 
on the equity market is negative (particularly for consumer 
and construction stocks), although there is still some comfort 
from the decline in the longer-term fiscal risks.

That said, we must not lose sight of the spending behavior of 
the SA consumer and more specifically, those employed by the 
State. Expenditure on compensation of employees is expected 
to grow at an average of 7.3% per year over the forecast period, 
well ahead of projected inflation. Furthermore, spending on 
social grants is projected to increase by an average of 7.9% 
per year over the next three years. All but one grant, the 
foster care grant, will increase at a rate faster than inflation 
to offset the impact of the increase in VAT. Real increases in 
income will support the consumption economy, with a further 
boost to come from higher employment, should the political 
momentum continue. 

psg group: 
quesTioning The 

sTaTus quo

Michael
Porter
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I will start with the simplest measure of valuation in the 
first chart above – the price/earnings ratio of Capitec and its 
peer group. A quick glance highlights the premium at which 
Capitec trades to the rest of the sector – almost double that of 
FirstRand, which is itself more expensive than the other large 
banks. 

A second measure commonly used for the banking industry 
is the ratio of the price relative to the tangible net asset value 
of the bank. The tangible net asset value of the bank is what 
shareholders might expect to receive if the bank was liquidated 
and all its liabilities settled. Globally, banks tend to trade in a 
range between 1x and 3x Price/Book. In times of distress, the 
ratio can fall even fall below 1x. That was the case with some 
of the UK-domiciled banks a few years ago. Again, a cursory 
glance at the chart reveals that Capitec is extremely expensive 
on this measure – having recently traded in excess of a 7x 
multiple. FirstRand is currently trading at a 3.5x multiple, 
whilst most of the other banks have ratios below 2x.

Trading at elevated valuations is in itself not a problem if 
the future growth and profitability of the bank can justify 
the rating. One final valuation measure to consider is the 
profitability of the bank relative to its price. Accordingly, the 
chart below plots the relationship between each Bank’s return 
on equity (ROE) and its Price/Book ratio. Return on Equity 
measures the profitability of an organization. How much profit 
does each bank generate relative to the amount of capital 
invested. The more efficient the bank, and hence the more 
profitable, the higher the ROE. That in itself justifies a higher 
valuation. Capitec does indeed generate the highest ROE in 
the local banking industry – testament to its efficient, modern, 
IT systems that keep costs down, despite the strong growth 
in client numbers. Yet once again, the valuation stands out as 
excessive relative to FirstRand, and the rest of the sector.

As mentioned above, higher valuations can easily be justified 
by higher rates of growth. All companies start life from a zero 
base. Successful companies grow quickly, often for years on 
end, as they gain market share and expand their services. But 
then mathematics kicks in. As companies get bigger and bigger, 
high rates of growth become harder and harder to sustain – 
simply due to size. This is not a function of poor management 
or poor products, but simply a function of the base from which 
they are growing. As the rate of growth slows, so the valuation 
tends to unwind as the market adjusts its future expectations. A 
prime example is Bidvest – an example we quote extensively in 
our brochure, “Understanding the Harvard House Approach.” 
The chart below shows the rate of earnings growth for three 
companies – Bidvest, EOH and Capitec. In each case, the rate 
of growth slowed as the company matured into a much larger 
organization. In the case of Bidvest and EOH, both shares 
derated as the market adjusted its expectations.
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It is common for banks to trade within a range of 1x – 3x 
their Price/Book ratio. Capitec’s ratio is more than double the 
upper limit of that range.”
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“Higher ROEs do justify higher valuations, but Capitec’s 
valuation still stands out relative to its peers.

Trend in earnings growTh
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Most successful companies tend to go through a transition 
from a period of high growth to slower growth, merely as a 
function of their increasing size and dominance.”
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Capitec’s earnings growth slowed in the past financial year, 
and forecasts for the year to February 2018 point to a further 
slowdown. This is to be expected, as the Bank is not immune 
to the challenges facing the wider economy. Looking forward, 
I see reason to be circumspect about the rates of growth that 
the company can achieve, for the following reasons:

1. The Bank has doubled in size in the past three years. 
Mathematics dictates that it will become harder and harder 
to maintain previous levels of growth and the associated 
returns on equity. 

2. Publicity of this magnitude may well lead to greater 
scrutiny of the industry and tighter regulation.

3. New entrants are due to start operations this year. 
Discovery Bank will target the upper end consumer, 
whilst Bank Zero will have a mass appeal but initially 
be limited to deposits. But this may well chip away at 
Capitec’s transactional banking market. 

In summary, we do not believe that Capitec management have 
been dishonest or fraudulent in any way. In our opinion, it is 
a high-quality company that has challenged the status quo, 
reduced the complexity and cost associated with banking, and 
consequently quickly gained market share. However, micro-
lending is often in the spotlight for moral reasons. Is it right 
to charge poor and vulnerable customers such high rates of 
interest? We believe that an event such as this may well be 
a trigger for investors to question what we believe to be an 
excessive valuation.

The impact on the PSG Group
The PSG Group is an investment holding company. Its 
investment portfolio consists of the following:

PSG has nurtured an impressive array of companies – some 
of South Africa’s fastest growing organisations. The problem 
is that almost without exception, they all trade at significant 
valuations, reflective of the market’s lofty expectations about 
future profitability. 

Given its holding company status, the preferred valuation 
measure for PSG itself is to compare PSG’s share price with 
the value of its underlying investment portfolio. Investment 
companies, such as PSG (or Remgro) tend to trade at a 

discount to the value of their underlying 
investments, especially if the bulk of 
those investments are separately listed – 
which is the case with PSG. The discount 
reflects the situation that investors can 
buy the underlying investment directly. 
But it may be more attractive to invest 
through the holding company, which 
offers a cheaper, and more diverse 
investment opportunity. 

The chart below highlights the long-
term trend of PSG’s share price relative 
to the value of its underlying investment 
portfolio. For our clients, PSG was an 
attractive option: through one investment, 
we could gain exposure to five exciting 
companies, and at a cheaper price than 
buying each individual company directly. 

investment industry % 
holding

% of psg’s 
portfolio

current 
p/e ratio

Capitec Banking 30.7% 50% 24x
PSG Konsult Financial 

services
61.7% 12% 22x

Curro Holdings Education 56.0% 15% 75x
Zeder Food & 

agriculture
42.1% 8% 20x

Stadio Holdings Tertiary 
education

45.4% 5% 145x*

Unlisted 
investments

Various 100.0% 9% Unknown

Cash 100.0% 1% N/a
Total 100%
Stadio P/E is the forecast P/E Ratio for the year ended December 2018, as they have 
yet to release their first full set of results.

Captitec has used technology successfully to create a new 
banking experience and has grown its marketshare.
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As is evident from the chart, the share has traditionally traded 
at a discount to its net asset value (NAV). However, recently, 
the share has in fact been trading at a premium to the value of 
its investments, a rare situation, and one which seldom lasts 
for prolonged periods.

After the Steinhoff debacle, the market has become extremely 
jittery. The prevailing mood is one of “where there is smoke, 
there is often fire” and the investment community is unlikely 
to give management the benefit of the doubt. Despite the 
concerted efforts by the Capitec management team to dispel 
all the allegations, Viceroy refuses to lie down. They have 
published a few follow-up pieces of research, the last aimed 
directly at the Board of Directors asking for detailed answers 
to unresolved issues. 

As we suspected, these allegations have proved to be the 
catalyst for the market to question the valuation of Capitec. 

Ever since Mr. Ramaphosa won the ANC election, bank 
shares have trended higher, on the expectation of a significant 
improvement in our local economy. Yet Capitec has not shared 
in this rally. It has barely recovered since the allegations first 
broke. That weakness has fed through to PSG as well. Not 
only has the PSG share price declined, but the discount to 
NAV has widened, implying that PSG has actually performed 
more poorly than Capitec. 

We took a decision to sell all PSG shares held on behalf of 
clients for exactly this reason – that the valuation of Capitec 
and its impact on PSG would be scrutinized by the market. 
In time, this will pass, and PSG may well offer a compelling 
investment once again. But for the time being, we believe that 
there are alternative options for clients wishing to benefit from 
South Africa’s new-found optimism.
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Bank shares have shot the lights out this year on hopes of 
an economic recovery, but Capitec has missed out.

Curro Holdings, the private school education group, is part of PSG.
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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 mood has changed in our country since Ramaphosa 
was elected president of the ANC. There is a renewed 
feeling of confidence and optimism, which is being 
reflected in the overall market. By the time of the next 
seminar, we will have had time to digest the annual Budget 
in February, and formulate our thoughts on whether 
growth in our own economy can indeed accelerate.   

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: Reviewing the potential for the 

SA economy
Date: 27th of March 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: n/a
Date: n/a
Venue: n/a
Evening Time: n/a


