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It hardly seems possible that it 
has been six months since we 
articulated our thoughts for 2018 – 
the year that lay ahead. So much 
has happened in such a short 
space of time that it is hard to keep 
up with the pace. Whilst there has 
been significant political change – 
both here and abroad – there has 
been huge economic change as 
well. These changes have impacted 
the markets in what is increasingly 
becoming a tug-of-war between 

differing, and often opposing, forces. At our recent 
Insight seminar, we updated our outlook for markets for 
the rest of the year. 

In our opinion, it all boils down to answering two “simple” 
questions, as follows:

1. What is the impact of rising uS interest rates?
2. Can “Ramaphoria” last?

unfortunately, as you may have suspected, the answers 
are not as simple as they might appear. Both issues are 
complex, with numerous interlocking cogs that invariably 
affect other areas of the financial markets. 

As a starting point, it is important to understand that 
global interest rates are rising. The chart on the left-

hand slide of the first slide shows the trend in short term 
interest rates over the past fifteen years. Two years ago, 
there was virtually no difference between interest rates 
in europe, the uS or the uK. But that is no longer the 
case. uS interest rates have risen steadily, whilst those 
in europe and the uK have languished. In addition to 
the trend of rising rates, expectations about the trend in 
interest rates for the rest of the year have also changed. 
The chart on the right is quite complicated, but essentially 
the dotted lines highlight the current expectations, whilst 
the solid lines show what expectations were at the 
start of the year. In simple terms, the probability of uS 
interest rates rising further is increasing. More people 
expect them to move higher than before. The opposite 
is occurring in the uK. expectations are falling. In other 
words, the market is expecting fewer increases now 
than at the start of the year. The gap (both actual and 
future expectations) between the uS and europe is now 
starting to widen to a level where it has consequences.

The primary consequence of diverging interest rates is 
the impact it has on currencies. All else being equal (and 
I agree that that is seldom the case), higher uS interest 
rates should manifest itself in a stronger uS Dollar. 
Over the course of 2017, the uS Dollar was weak, due 
in part to President Trump’s economic policies. But that 
trend has reversed, as the interest rate differential has 
widened to a point where it can no longer be ignored. In 
turn, a stronger Dollar normally translates into weaker 
commodity prices. Most commodities are priced in uS 
Dollars, so as the Dollar strengthens, the price tends to 
fall. A weaker commodity environment has implications 
for our economy, which still remains heavily reliant on 
mining exports. 

unfortunately, a combination of higher uS interest rates 
and a stronger Dollar could spell the end of the decade-
old “carry trade”. What do I mean by this? Over the past 

ten years, you will have heard us 
mention on many occasions that 
income is scarce, and investors are 
“hunting for yield.” Interest rates 
have been low for so long that it 
has been impossible for investors 
in developed countries to earn any 
income from their investments. 
This has forced them to seek 
higher income options elsewhere 
– and South Africa was one such 
opportunity. The slide below shows 
two charts. The chart on the left 
shows the narrowing gap between 
uS and South African interest rates. 
eighteen months ago, on average 
there was a gap of 6.5% between 
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the two countries. That extra yield 
was sufficient to entice investors to 
invest their money here, despite all 
the risks inherent in SA. The gap 
has now narrowed to less than 5%, 
far less enticing than it was. 

The second chart highlights the 
amount of money that has been 
invested in South African bonds 
since 2005. The chart shows two 
distinct periods. There was very 
little net accumulation of foreign 
investment into SA during the 
period before the Financial Crisis 
(highlighted in the red circle). 
However, ever since the Financial 
Crisis, the amount invested 
has soared. In our opinion, this 
is a reaction to the “hunt for yield.” Investors have 
been actively seeking out high yield investments to 
compensate for the low interest rates available in their 
own countries. That could be coming to an end. Already 
in May, foreigners have sold a net R28 billion of our local 
bonds. Whether this turns into a flood depends on the 
trajectory of uS interest rates over the next eighteen 
months. 

In our opinion, the main impact for South African 
investors of changing uS interest rates is through the 
currency. We should expect a more volatile currency 
over the next eighteen months, despite the good news 
from a change in political leadership. 

The second part of the presentation focused on the 
outlook for our own economy. It has been a roller-
coaster 6 months in South Africa given the enormous 
political change. When we presented our outlook in early 
December, the AnC conference 
had yet to take place. However, in 
that presentation, we highlighted 
the possibility that positive change 
could have a huge impact on 
confidence, which in turn would 
kickstart a broader economic 
recovery. 

The chart on Slide 3 shows that 
confidence – both business and 
consumer - has indeed moved 
dramatically higher. In fact, 
consumer confidence is at the 
highest level ever – quite a turn 
around from the mood just a few 
months ago. Business confidence 

is following suit, spurred on by the various actions taken 
to address the rot across our economy. Importantly, these 
include the reconstitution of the Boards of directors of 
many SOEs, a change in finance minister, and corruption 
charges against the most obvious offenders. 

Confidence is the cornerstone of an economic recovery. 
Without it, both businesses and consumers are paralyzed 
by doubt. nothing tends to happen. We do expect an 
improvement in our economy this year – driven by two 
key sectors. The first is a recovery in the manufacturing 
sector. Investors might question whether we do in fact 
have a manufacturing sector at all. It has been dormant 
for so long that we tend to ignore it, but it still accounts 
for 18% of GDP, and is an important multiplier of jobs 
and wages into the broader economy. Over the past few 
years, businesses have been naturally cautious – the 
result of which is that inventories across the country are 
at record low levels. In other words, there is very little 
stock around. If there is an improvement in demand, then 
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stocks are going to be insufficient 
to meet that demand. The answer: 
manufacturers need to increase 
their production, not only to meet 
expected higher demand, but also 
to replenish stocks to a reasonable 
level.

The right-hand chart of Slide 4 
analyses the manufacturing sector 
through our PMI Index. The red line 
shows the trend in business activity 
– it is clear that there has been 
a sharp improvement in recent 
months. Respondents to the survey 
are clearly getting busier. However, 
the blue line shows the level of new 
orders actually received. These 
two series track each other closely, 
but the heightened level of activity has yet to translate 
into a healthy flow of orders. In our opinion, it is only a 
matter of time before the blue line follows the trend in 
the red line. That will signal a return to growth for the 
manufacturing sector. 

Consumption is the other aspect of the economy that 
we expect to grow this year. We often refer to the trend 
in real wages – are salaries and wages (household 
incomes) growing after adjusting for inflation. This has 
not been the case over the past eighteen months, but 
now, thanks to falling inflation and generous salary 
settlements, wages are forecast to rise. That should be a 
precursor to an improvement in retail sales and broader 
consumer spending. Further impetus to consumer 
spending can come from credit. Generally, banks and 
consumers alike have been risk-averse and unwilling 
to either lend or borrow. Consequently, debt has been 
repaid. Consumers now have appetite for credit again, 
and banks are increasingly willing 
to lend. Together, we believe that 
this will provide the spark for our 
economy to grow by at least 2% 
this year. 

But as is always the case, it is 
never smooth sailing. A dose of 
circumspection is always required 
to make sure we do not get ahead 
of ourselves. Specifically, there are 
a couple of points to bear in mind:

1. Inflation has troughed and 
is likely to trend higher. The 
consequence of higher inflation 
is that we do not believe the 

Reserve Bank will reduce our interest rates again. 
This is a shame, as a further reduction would have 
cemented the consumer recovery. 

2. Government policy on key issues remains uncertain. 
We also have numerous wage negotiations underway, 
and so the prospect of strikes and protests is high. 
This could easily dampen the mood and prolong the 
recovery period. 

3. Global growth is also slowing. 2017 was one of the 
strongest years for global growth, but the global 
economy is coming off the boil. For clarity, we do 
not expect a global recession – but a slower rate of 
growth will mean that SA will have to work that much 
harder to reap any benefit. 

How do we position your investments in such an 
environment? Firstly, it is important to analyze what is 
occurring in uS markets, because they always set the 
trend for the rest of the world. Fortunately, Corporate 
America has been experiencing a strong period of profit The US

Slowing momentum suggests a change of trend
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growth – fueled by rising business 
and consumer confidence, a 
stronger economy, and now, 
substantial tax cuts enacted by 
President Trump. The red dotted 
line in Slide 5 shows just how strong 
US profits have been. Why is this 
important? uS markets have been 
quite volatile since the start of the 
year – a reaction to unpredictable 
policies from the White House. 
The combination of stronger profits 
and stable share prices means 
that valuations have corrected. uS 
markets are not as expensive as 
they were, which reduces the risk 
of a global correction substantially.

The bottom left-hand chart shows 
the relationship between different elements of the 
market – cyclical companies and defensive companies. 
Cyclical companies are those that track the fortunes 
of the economy, whilst defensive companies tend 
to be more stable because their products are non-
discretionary. examples of defensive companies include 
beverages, tobacco, pharmaceuticals and food. As one 
would expect, cyclical companies perform well when the 
economy is expanding. But defensive companies come 
into their own as the economy loses momentum. Why is 
this important? Our portfolios (both local and offshore) 
tend to be biased towards defensive companies – 
examples include AB-Inbev, BAT and unilever. These 
sectors have been weak recently, but we expect that to 
change as the uS economy consolidates. 

Turning to SA, valuations for our market have also 
corrected in places, but aspects of the market remain 
expensive. Furthermore, some of the euphoria that was 
evident in our market after Mr Ramaphosa was elected 
is ebbing away. Sensitive sectors such as banks and 
retailers are coming back down to earth. In our opinion, 
the market is currently caught between two stools. On 
the one hand, company results currently being reported 
show weak profitability. But this is due entirely to the weak 
economy that prevailed during 2017. Yet, companies are 
not yet signaling a positive change in business conditions. 
So, markets are understandably nervous. In our opinion, 
it will take another six months for the positive sentiment 
and the improvement in confidence to manifest in better 
trading conditions and better corporate results. But we 
are confident that momentum will improve. Hence a 
weaker period in the market is an opportunity to position 
portfolios for the expected better times ahead. 

In summary and given the dual risks that come from 

rising uS interest rates on the one hand and stronger 
SA growth on the other, we believe that a dual portfolio 
strategy is appropriate. Investors should have exposure 
to a basket of global rand hedge shares – such as BAT, 
AB-Inbev, Mondi and Bidcorp (to name a few) that will 
benefit from a reasonable level of global growth whilst 
also being a hedge against possible weakness in the 
currency. Valuations for some of these shares have 
tumbled to near record levels, which is causing some 
short-term angst amongst investors. The right-hand chart 
shows the p/e ratio for BAT. Its valuation is the cheapest 
since it listed on the JSe in 2008. Whilst SA-focused 
investments might be the “flavor of the month”, this is 
not the time to be losing faith in our global companies. 

nonetheless, we do anticipate an improvement in our 
own economy, despite all the “teething issues”. Hence 
investors should also have exposure to a basket of local 
shares (banks, retailers, property and local industrials) 
that will benefit from an improvement in our own 
economy. 

The full presentation is available on our website. 
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Filling up the SuV for a weekend 
cruise into the Midlands has be-
come a far more painful event re-
cently than a mere 12 months ago. 
Since the middle of 2017, oil has 
been on a steady march, rising 
from a low of $45 to its recent high 
of $80/barrel. This recovery has 
been “fueled” by:

1. A recovery in global 
growth.

2. Falling Venezuelan output due to an economic im-
plosion in that country has helped the Organization 
of the Petroleum exporting Countries (OPeC) deliv-
er a bigger cut in supply than intended under its pact 
with Russia and other producers to curb supplies 
and remove a global glut. The pact, which began in 
January 2017 and runs to the end of 2018, will be 
reviewed when OPeC meets on June 22.

3. Geopolitical risks remain elevated and the recent 
sanctions from the uS on Iran (world’s 5th largest 
producer), will hobble their future supply. 

CrUde OIl: The releNTless 
rIse TO $80 per barrel

Steve
Smart

An investment in the stock market 
tends to be quite emotional for an 
investor. We remind clients that the 
market moves constantly in both 
directions - up and down. That is 
the nature of the markets, because 
markets react to the news, and then 
factor in the forecast for the future, 
maybe 9 - 12 months ahead. This 
is common knowledge, so why am 
I drawing attention to such an obvi-
ous statement?

Clients are quite happy when their 
portfolios are rising in value. We seldom receive re-
quests to “cash in, and bank the profits”, unless expen-
diture such as the purchase of a motor vehicle, school 
fees, or an impending holiday, is looming on the horizon. 
However, when portfolios are falling in value, emotion 
seems to take over from logic. We then receive numer-
ous calls to “cash in, before all is lost, or there is a further 
decline in value”. The client is then often in a quandary 
as to what he or she should do with the money. Cash 
held for the long term will always lose out against infla-
tion.

The following exercise in mathematics might be a small 
lesson in how to overcome the emotive aspect of invest-
ment.  Let us study the following example:

The client invests R1 million, and asks for an annual 
income of 6%, or R5,000 per month, after costs. un-
der current circumstances, that can be achieved. The 
portfolio rises to R1.1 million, it still produces an income 
R5,000 per month, and all is well.

Six months later, the news flow changes, and the port-
folio is now valued at R800,000. It is still producing an 
income of R5,000 per month, because the underlying 
portfolio of investments is still paying out regular (and in 
most cases, rising) dividends, so the income is assured. 
That was the prime instruction from the client in the first 
place - to generate an income.

now emotion takes over, and the client is concerned that 
the portfolio is falling in value. We receive an instruction 
to sell the shares and pay out the cash. The client then 
has R800,000 to invest, but that can no longer produce 
an income of R60,000 per annum. The earnings power 
has been reduced to R48,000 per annum, and a paper 
loss has been converted to an actual loss. 

This has long term consequences for the client. A capital 
sum of R800,000 can only generate R48,000 per an-
num. So, the client is short of R12,000 per annum, or 
R1,000 per month. There is also less capital left over to 
grow in value, because the new capital investment of 
R800,000 will purchase a lesser quantity of shares than 
did the original investment of R1 million. Was it a sensi-
ble decision to convert a paper loss into an actual loss? 

The paper profits do not generate emotion, rather a 
sense of relaxation that all is well. Paper losses do tend 
to generate emotion. Markets do recover, and over a pe-
riod of time, R800,000 will grow back to R1 million, and 
hopefully grow further from there. Meanwhile the original 
capital is still producing the desired result. 

In summary, think twice before converting a paper loss 
into an actual loss. The maths needs to be done, quite 
dispassionately, to confirm whether the original objec-
tive is still being achieved, or whether the future for the 
portfolio of investments has dramatically changed for 
the worse. In most instances, that is not the case.

a wOrd Of CaUTION

Nigel
Porter
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These factors have caused a rise in prices and coupled 
with a decline in global inventories, supply remains tight.

Oil prices have been far higher than $80/barrel before. 
Those with good memories will remember that oil was 
trading at more than $140 per barrel prior to the Fi-
nancial Crisis. But even as recently as 2015 (see chart 
below), oil was well in excess of $100 per barrel. Then 
the price collapsed. That was largely attributable to the 
emergence of the US shale gas industry. For the first 
time, the uS became a net exporter of oil, rather than 
an importer. A surge of supply caused the price to col-
lapse. It became perceived wisdom that oil prices would 
be capped below $60 per barrel – the level at which uS 
shale gas was profitable. 

So, what is the current status of the uS shale gas indus-
try? Current high prices will encourage shale and other 

producers to ramp up supply but they have been unusu-
ally slow to react to the rally in prices. Breakeven prices 
(the level at which shale gas production is profitable) 
are currently between $40-$50 per barrel, which is sub-
stantially lower than the $80-$100 breakeven level ap-
plicable in 2013. This additional supply will dampen the 
rise of oil but it takes time to rebuild global inventories. 
uS oil production, as measured by the number of oil rigs 
in operation, typically follows the trend in oil prices, but 
with a lag of between 16-20 weeks. Despite the number 
of rigs in operations being at the highest level since early 
2015, it seems that more caution is being exercised this 
time in order to avoid the typical oil boom-bust cycle of 
previous years. 

As a commodity and basic requirement for most econo-
mies, increases in the oil price translate into inflation. 
Rising inflation is seen as a key risk to economic growth 
in part because it could force central banks to hike inter-
est rates more quickly, putting the brakes on business 
and household spending, and in turn on stock markets. 
Higher oil prices are one reason why we have tempered 
our expectations for any further interest rate cuts this 
year. So, what is the near-term outlook for oil prices? 
Downwards, if one follows the Twitter account of Presi-
dent Trump. The president tweeted the following on April 
29th:

“Looks like OPEC is at it again. With record 
amounts of Oil all over the place, including the 
fully loaded ships at sea, Oil prices are artificially 
Very High! No good and will not be accepted!”

Whilst it might be encouraging to think that the leader of 
the Free World is on our side, he is meddling with the oil 
market at a complicated time. The Saudi’s are keen for 
an oil price in excess of $80 per barrel, given that they 
are trying to list their Kingdom’s oil giant, Saudi Aramco, 
on the markets. A higher oil price will raise the value of 
the company significantly and should secure its place as 
the world’s largest listed company. With so many moving 
parts, it becomes tricky to know which forces will ulti-
mately prevail.  However, we believe that current prices 
are towards the top end of the range. There may be a 
temporary spike through $80 but additional supply will 
come on board and temper further gains, which in time 
will alleviate the pain felt at the pump.
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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)

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:

harvard hOUse grOUp
G 3 Harvard Street, Howick, 3290, South Africa

+ P.O. Box 235, Howick, 3290, South Africa

( +27 (0) 33 330 2164

7 +27 (0) 33 330 2617

@ admin@hhgroup.co.za

W www.hhgroup.co.za

ContaCt Details:

Our next Insight seminar, to be hosted at the end 
of July, will take on a slightly different format. The 
session will be an interactive panel discussion with 
the HH investment management team, hosted by 
Robin Gibson. It will be an opportunity for Robin, 
and the audience, to probe the investment team 
on market and individual stock-related issues.    

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

NaTal MIdlaNds
Topic: Panel Discussion: Delving into 

investment trends 
Date: 31st of July 2018
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: n/a
Date: n/a
Venue: n/a
evening Time: n/a


