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INvesTmeNTs 
IN pIcTUres

It is tiring living in South africa at the 
moment. The news is chaotic and 
the bad news relentless, which in 
turn impacts on the national mood. 
Occasional “good news” stories 
offer glimmers of optimism for the 
future, but those are all too often 
snatched away by load-shedding, 
corruption and service delivery 
protests. With an election just days 
away, everyone is shouting to be 
heard – the noise is at fever pitch. 

That noise comes with a heightened level of confusion 
and anxiety. The outcome of the election is uncertain, and 
consequently, so too is the immediate future. Who can 
be blamed for wanting to bury their heads in the sand?   

Given the heightened level of noise, not to mention all the 
fake news, this issue aims to take a step back and look 
at some of the trends unfolding in our markets and our 
economy. Charts offer a sense of perspective on current 
trends relative to history, which can be useful to identify 
the important issues.

The jse all share INdex
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The jse all share INdex
The JSE has started the year on a good note – at the time 
of writing, the market had rallied by 12% this year alone. 
But much of that rally was simply reversing the weakness 
experienced in the final quarter of 2018, when the JSE 
succumbed to relentless selling pressure from increasingly 
bearish global sentiment. In our Outlook seminar for 2019, 
we argued that investors were being too bearish on global 
growth, US interest rates and the trade war between the 
US and China. This has proven to be correct – for the time 
being at least. Nonetheless, whilst it might seem that the 
JSE is in good shape, the headline trend masks the reality 
on the ground. The market continues to be pushed higher 
by a handful of dominant companies – Naspers, anglo, and 
BHP Billiton, Richemont and BaT – whilst the rest of the 
market languishes. This is evidenced by the gap between 
the returns for the Top 40 Index of 13% and the Midcap 
and Small Cap indices, which have returned 6% and -2% 
respectively. 

earNINgs & dIvIdeNd grOwTh
Longstanding clients will know that share prices do not 
move sustainably higher in the absence of profit growth. 
Ultimately, rising profits fuel rising dividends, which in 
turn drive share prices higher. The chart alongside shows 
the trend in earnings growth for the JSE all Share Index. 
Surprisingly, growth in both earnings and dividends is 
positive, and has been for the past 18 months. This does 
not make sense, given what we know about the economy. 
analysis shows that it is primarily the mining sector (and 
the diversified mining houses within it) that have driven 
earnings growth higher. The rest of the mining sector has 
been weak, and profits across the financial and industrial 
sectors remain weak as well. This is a reflection of the tough 
economy, and will only change when confidence returns 
(see later charts.) again, if we dissect the market by size, 
earnings growth is positive for the Top 40, but negative for 
the Midcap and Small cap sectors – which reinforces the 
point that market returns are extremely concentrated. 

Michael
Porter
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Investors are familiar with the use of the P/E Ratio as a 
simple valuation tool. Usually, when one refers to the P/E 
Ratio, one is referring to the historic ratio – in other words, 
the current price divided by the actual earnings over the 
past 12 months. another, and sometimes more useful 
approach, is to analyze the Forward P/E Ratio. This is 
calculated by dividing the current price by the expected 
earnings over the forthcoming 12 months. The Forward 
P/E Ratio will change due to changes in price, but also due 
to changes in expectations about what profits will be in the 
future. as markets were sold off late last year, the Forward 
P/E dropped to 11.5x, the lowest level since late 2011. It 
has now rebounded, mainly due to the rise in the Index 
this year. But even at current levels, the market is cheap 
and valuations are undemanding. Of course, if growth 
continues to disappoint, expectations may be downgraded 
which would push the ratio higher. But expectations are 
already low, which reduces that risk

sa BONd YIelds
For the past eighteen months, the national mood has been 
dominated by corruption, the scandal at SaRS and Eskom’s 
unsustainable financial burden – which together have 
contributed towards a sharp deterioration in Government’s 
finances. One of the simplest manifestations of this problem 
is that Treasury needs to borrrow R3.6 billion every week 
to balance its books – up from R2 billion just a few years 
ago. Furthermore, the threat of a further credit downgrade 
constantly hangs over us. Given all this bad news, one could 
not be faulted for thinking that Sa government bonds are 
“uninvestable.” But that is not the case. Bond yields remain 
surprisingly resilient despite it all. yields peaked at over 
10% after Minister Nene was fired. Ever since, they have 
largely traded in a reasonable range between 8% and 9%. 
Even relative to US bonds, our bonds have been remarkably 
stable. That cycle was driven more by the trend in US rates 
than events here. For the time being, investors continue to 
have faith in our government. Fingers crossed that it lasts. 

lIsTed prOperTY
The composition of the listed property sector has changed 
dramatically over the past decade. a number of foreign 
funds have listed here, whose assets are all overseas, whilst 
local funds have also diversified aggressively – a response 
to a weak local economy. Until late 2017, the sector was 
performing very well, but that came to an end in January 
last year when various allegations were made against the 
Resilient group of companies. Due to their success, these 
companies had grown to dominate the SaPy Index, so their 
downfall spread quickly to the rest of the sector. Regardless 
of Resilient’s woes, trading in the property sector remains 
tough. Economic growth is weak, so vacancies are rising, and 
landlords are being forced to offer rental concessions to entice 
tenants to stay. at the same time, municipal service delivery 
is deteriorating, which is pushing costs higher. Investors were 
used to distribution growth of 7-10%. That has now shrunk 
to 0-4%, with some reporting declining distributions. a return 
to stronger distribution growth is reliant on an economic 
recovery.  
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FOreIgN pOrTFOlIO INvesTmeNT INTO sa
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FOreIgN pOrTFOlIO INvesTmeNT
One statistic that we track almost daily is the amount of 
foreign investment into South africa’s equity and bond 
markets. The chart alongside shows the cumulative 
investment into both equities and bonds (by foreigners), 
using January 2005 as a starting point. The change in 
sentiment towards Sa equities is startling. By late 2015, 
Sa had attracted R250 billion of net investment into shares 
listed on the JSE. Notwithstanding a small rally after 
Ramaphosa was elected, it has been one-way traffic ever 
since. That R250 billion has all gone, and more. This is a 
reflection not only of the weak economy but also the loss 
of faith in local management teams as various scandals 
have erupted. What is surprising is that the same trend is 
not evident in the bond market. Last year there was a small 
outflow, but it was more a function of trends in the US. 
For the year to date, R20 billion has been invested in Sa 
bonds, whilst R35 billion has been divested from equities. 
But therein lies the opportunity. If sentiment turns, the JSE 
could move significantly higher. 

The raNd aNd Terms OF Trade
There is no perfect formula to accurately determine whether 
a currency is cheap or expensive. Often economists use a 
concept known as Purchasing Power Parity (PPP), which 
compares the price of the similar products across countries. 
another option is to compare the Real Effective Exchange 
Rate (REER - which adjusts the level of the currency for 
differences in inflation) to that country’s Terms of Trade 
(ToT). Terms of Trade is a measure of the relative price 
of imports vs exports. In our case, for example, the ToT 
would improve if gold and platinum prices were soaring, 
whilst oil prices were tumbling. Unfortunately, that is not 
the case. Our ToT are in fact deteriorating at present, yet 
the exchange rate has actually strengthened. There have 
been periods of divergence before, and many factors 
influence the immediate level of a currency. In the long 
term, these two factors will converge again, and our view 
is that it will be the currency that will weaken, rather than 
an improvement in the ToT. 

The raNd vs Us dOllar: perceNTage chaNge
The chart alongside offers a slightly different view of the 
Rand exchange rate against the US Dollar. The chart 
shows the percentage change, year-on-year, of the Rand. 
The chart starts in January 2009, when the Rand was near 
its weakest point during the Global Financial Crisis. Post 
the GFC, the Rand rallied. For two years it strengthened, 
before resuming a weakening trend. It then weakened 
consistently from mid-2011 to January 2016. That marked 
the turning point. The Rand trended steadily stronger, and 
was stronger relative to the same period in the prior year 
for eighteen months. But that strength has not lasted. The 
Rand is now depreciating again. as we have discussed 
previously, some of the weakness last year was due to 
rising US interest rates and weak emerging markets. Those 
headwinds have abated, so there is room for a period of 
strength. But it is hard to see the currency rallying until 
there is some real policy change and decisive action on 
Eskom.   



5WE UNDERSTAND YOUR NEED FOR FINANCIAL INTEGRITY | WWW.HHGROUP.CO.ZA | THE HARVARD HOUSE GROUP

sa gdp grOwTh

-4

-2

0

2

4

6

8

00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17 18

Year on year % Change

sa BUdgeT deFIcIT as % OF gdp

 (7)

 (6)

 (5)

 (4)

 (3)

 (2)

 (1)

 -

 1

 2

00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17 18

% of GDP

hOUsehOld deBT & deBT-servIcINg cOsTs

6

7

8

9

10

11

12

13

14

 50

 55

 60

 65

 70

 75

 80

 85

 90

00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17 18

Household Debt (Left) Debt Servicing Cost (Right)

% of Disposable Income, both axes

sa gdp grOwTh
The chart alongside shows the annual rate of growth in 
our GDP, measured quarterly. an often-quoted “rule of 
thumb” in economics states that growth of at least 2% is 
required for an economy to broadly gain momentum, for 
the multiplier effect to spread throughout the economy, and 
consequently, to create jobs. a cursory glance at our GDP 
growth statistics tells a sad story. Whereas South africa 
used to enjoy an economic growth rate well in excess of 
3%, it has been well below 2% since 2015. actually, it has 
barely exceeded 2% since 2013. We all know the reasons 
for the weak rate of growth – the real question is whether the 
trend will change? at present, economic forecasts suggest 
our growth rate will remain below 2% for 2019 and 2020, 
although there may be an improving trend. as some charts 
later will show, higher growth depends on an improvement 
in confidence. That in turn depends on political and policy 
certainty and accountability for past transgressions. 

BUdgeT deFIcIT
Everyone knows that you cannot live beyond your means 
indefinitely. at some point, the bills need to be paid. The 
chart alongside paints a worrying picture of the state of 
our nation’s finances. Prior to the Global Financial Crisis, 
Treasury ran a relatively tight ship. Tax revenue was 
buoyant and spending was kept in check. The Budget 
Deficit was small, and in the period from 2006 to 2008, we 
actually ran a small surplus. That allowed us to redeem debt 
and reduce the interest burden, thereby freeing resources 
for other initiatives. That all changed after the GFC, but it 
has also coincided with the Zuma administration. Growth 
has been weak, tax collections have been poor (for so 
many reasons), and spending has exploded. What is most 
galling is that there is not much to show for it. a deficit of 
4% is unsustainable, and one of the reasons why our credit 
ratings have been downgraded. Hopefully, between our 
new finance minister and SaRS commissioner, this trend 
will improve. 

hOUsehOld deBT aNd INTeresT paYmeNTs
Luckily for the country, ordinary citizens are proving to 
be far more responsible about their financial wellbeing 
than the Government. Household debt, measured as a 
percentage of disposable income, peaked at 88% in 2008, 
after a credit binge. The Financial Crisis saw currencies 
collapse and interest rates spike (see next chart), which 
in turn pushed debt-servicing costs to a record 14% of 
disposable income. Consumers got burnt, badly. Luckily, 
they have learnt their lesson. Debt levels have been falling 
steadily which has kept debt servicing costs at around 9% 
for the past nine years. Recently, there has been a slight 
uptick in debt, but this is easily affordable, and hence is not 
cause for much concern. In our opinion, there is scope for 
debt levels to increase further, without putting strain on the 
ability for that debt to be repaid. Like so many other factors  
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cpI INFlaTION & prIme INTeresT raTe
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INFlaTION & INTeresT raTes
Credit must be given to the Reserve Bank for the manner 
in which it has managed monetary policy in this country. 
Many years ago, the SaRB introduced a policy of inflation-
rate targeting that set limits between which the inflation rate 
would be tolerated. The lower limit was 3% and the upper 
limit was 6%. Whilst inflation has periodically breached the 
upper limit, our inflation rate has been remarkably stable 
over the past ten years – especially when considered 
against our own history. a stable inflation rate has been 
followed by a far more stable interest rate regime. The 
SaRB is concerned that current inflation expectations 
are too high. It would like expectations of future inflation 
to be around 4.5% - the midpoint of the range. yet wage 
settlements are consistently significantly higher, which 
suggests that no-one believes inflation will slow. That is 
one reason why interest rates have not been cut, despite 
the weak economy. Owing to rising oil prices, there is a risk 
that local interest rates will rise before year end. 

raNd OIl prIce vs peTrOl prIce
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OIl aNd peTrOl prIces
One of the contributory factors to lower inflation has been 
the relative stability of the Rand price of oil. Rand weakness 
at the end of 2015 when Minister Nene was fired was offset 
by a collapse in commodity prices, including oil. The result 
was a reasonably steady Rand oil price, which in turn led 
to a steady local fuel price. That has changed over the past 
eighteen months. Oil prices have been moving steadily 
higher, thanks to sanctions on Iran and Venezuela, strong 
global growth, and disciplined production from OPEC. 
apart from a brief period in mid-2018, oil prices are at 
the highest level since late 2014. Unfortunately, the same 
cannot be said for local petrol prices. Due to incessant 
tax increases, local petrol prices are near record highs. 
In 2014, the Rand price of oil was R1,200 per barrel and 
petrol prices in Gauteng were R14 per litre. Currently, the 
Rand price of oil is R1,000 per barrel, yet the petrol price in 
Gauteng is R16 per litre. Enough said!

sa reTaIl & New vehIcle sales
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sa reTaIl & vehIcle sales
The previous three charts lay the foundation for the chart 
alongside – the rate of growth in retail sales and new 
vehicle sales. Generally speaking, the rate of growth in 
retail sales rarely dips below zero, but they did during the 
Financial Crisis, and again briefly in early 2017 before 
growingly strongly. That growth fizzled out last year, partly 
due to the increase in VaT, but also due to a squeeze on 
disposable incomes and higher interest rates and fuel 
prices. The rate of growth is currently amongst the weakest 
in the past ten years. Similarly, the rate of growth in vehicle 
sales has been either stagnant or declining since early 
2014. In our opinion, prior growth and recent weakness 
reflects the level of corruption in the country. There is no 
doubt that luxury vehicle sales are feeling the impact as 
corruption is exposed and reduced. Nonetheless, vehicle 
sales are a big-ticket item and like so many other factors, 
require confidence before a commitment to purchase will 
be made. 
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elecTrIcITY prOdUcTION & cONsUmpTION
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elecTrIcITY
Eskom is fast becoming a swear word in this country as 
it epitomizes the damage that corruption has done to our 
economy and standard of living. Whilst load-shedding has 
been averted for the time being, the statistics highlight the 
scale of the problem. Electricity production is declining 
steadily in this country – the current rate of decline is the 
fastest since mid-2015. But the chart highlights that we 
have not managed to increase the amount of power we 
produce since 2012. It has been in a steady decline, albeit 
with brief periods of respite. It is no wonder then that the 
amount of electricity consumed is also stagnant. These 
statistics do not measure how much electricity is being 
produced by small scale solar panels at home and on 
offices, so electricity consumption is probably growing, but 
only marginally. Is there good news? Last week, Eskom 
synchronized Unit 3 at the new Kusile power station to 
the National Grid, 8 months ahead of schedule. It’s a very 
small step, but at least its in the right direction. 

BUsINess aNd cONsUmer cONFIdeNce
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cONFIdeNce
I have made repeated reference to confidence, and the 
importance thereof, to a recovery in our economy. an 
economy can be full of potential, but without confidence that 
potential is unlikely to be realized. Such is the case in South 
africa.  Over the course of the Zuma administration, business 
confidence slipped steadily, only to jump sharply higher when 
Ramaphosa succeeded him. Unfortunately, that confidence 
proved to be short-lived. Business confidence is back at pre-
Ramaphosa levels, largely we would surmise, due to load-
shedding and inconsistent policy messages ahead of the 
elections. Consumer confidence has been more resilient, 
and remains at elevated levels after the Ramaphosa-induced 
spike. yet this improvement in confidence has not yet 
translated into a change in behavior. In a recent comment 
on the weak trend in retail sales, the CEO of the Foschini 
Group noted that the weak trend is not due to consumers 
having no money, but rather that they don’t want to spend it. 
an improvement in confidence is key to kickstarting a virtuous 
cycle of recovery. 

mININg aNd maNUFacTUrINg grOwTh
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mININg aNd maNUFacTUrINg
Finally, we end with a look at local mining and manufacturing 
production. as one would expect, mining is a cyclical industry 
and hence production is cyclical as well. But that cyclicality 
does not hide the steady deterioration in mining volumes over 
the past three years. This can be explained by uncertainty 
created by the Mining Charter, which still remains unresolved 
and heightened labour issues. One example is the recent 
strike at Sibanye’s gold operations, which lasted for 5 months 
and cost the company 110,000 ounces of lost gold production. 
The extent of the stoppage and loss of production will continue 
to reverberate through suppliers and other businesses, even 
though the strike has come to an end. The manufacturing 
industry offers a glimmer of hope. There has been positive 
growth for eighteen months, albeit that the rate of growth is 
meagre. But at least the trend is positive. The risk for both of 
these industries is a slowdown in global growth, which would 
affect commodity prices and demand for exports. For now, 
growth remains steady. Let us hope it lasts. 
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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 
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ContaCt Details:

INsIghT semINars
Six months will have passed since we presented our 
outlook for 2019. Some of our key expectations have come 
to pass, others have not. By June, we would have had 
time to assess the impact of the election result. Our next 
seminar will update our outlook for markets for the rest of 
the year, and into 2020. 

Please RSVP to Clare Mitchell on 033 3302164 or 
clarem@hhgroup.co.za.

NaTal mIdlaNds
Topic: Updating our market outlook
Date: 13th of June 2019
Venue: Fernhill Hotel

Midmar / Tweedie  Road
(almost opposite entrance to 
Midmar

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

jOhaNNesBUrg
Topic: Positioning for the current  

economic environment
Date: 16th of May 2019
Venue: Rosebank Union Church, Cnr 

William Nichol and St andrews 
Road, Hurlingham

Morning Time: 7am for 7:30am


