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as this year draws to a close, it is 
customary to take stock, both to 
look back on what has happened, 
and more importantly, to what might 
lie ahead over the next twelve 
months. Investors are frustrated 
and anxious – and understandably 
so when one considers a four-year 
chart of the JSE all Share Index. 
Study the chart below, which 
shows the broad index, and how 
it has traded. There has been no 
progress at all for four years – the 

red line showing the average level for each year. What is 
more, we articulated earlier this year that the rally in the 
market in late 2017 was due to just a handful of shares – 
largely naspers, BHP Billiton and anglo american. The 
rest of the market was flat, or down. Yet notwithstanding 
the challenges in our economy, our market was actually 
holding up well during 2018 – trading on average at 
around 56,000 points. But that has all come to a dramatic 
end in the past 3 months, as markets have tumbled. 

What are some of the issues that markets have had to 
face this year? The year started with such promise – at 
least from a South african perspective – considering that 
Mr ramaphosa had just been elected, and there was a 
level of euphoria that conditions in Sa were turning for 
the better. unfortunately, that euphoria did not last long. 

It soon became apparent that it would take time to heal 
the damage done in the past. Furthermore, consumers 
have been battered by an increase in VaT, higher petrol 
prices, and now an increase in interest rates as well. 
Those factors, together with the uncertainty created 
by the debate on land reform caused the economy 
to officially slip into recession. Local shares reacted 
negatively to the news – even though recessionary 
conditions were common knowledge. 

However, after two very good years for the global 
economy, this year also saw a number of global issues 
raising their head. We warned in December 2017 that 
one risk for 2018 was sharply higher uS interest rates, 
which would suck out money from emerging markets, 
thereby putting pressure on currencies and bond yields. 
This did indeed come to pass. In addition, a number 
of issues raised their head across emerging markets 
– notably in Turkey, argentina and Brazil. This further 
soured the mood, and emerging markets experienced 
sustained pressure. SA, despite not benefitting from the 
boom years of 2016 and 2017, nonetheless still suffered 
from the change in sentiment. 

The uS has raised interest rates by 1% over the past 12 
months, with expectations of a further 0.25% before the 
end of the year. Furthermore, 2018 will be a year that 
is remembered for the trade war between the uS and 
China – the implications thereof are still reverberating 
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across investment markets. The most visible impact of 
the trade war is a growing concern about global growth, 
and whether in fact the uS economy is actually heading 
for a recession in 2019. all of the above have weighed 
on markets. The sharp decline in the all Share Index 
over the past 3 months has very little to do with issues 
in Sa – and everything to do with global concerns about 
interest rates, trade wars and growth. 

That leads me neatly into the issues that will define the 
path of markets for 2019. Globally, they centre around 
issues that I have already touched on above. In addition, 
our own trajectory will be influenced by the outcome of 
the election, and whether a gradual economic recovery 
will actually take hold in this country next year.

Let me deal with the global issues first. Investors have 
become increasingly concerned in recent months about 
the pace of global growth, and whether certain indicators 
are pointing to a recession for the uS economy in 
2019. Inextricably linked to this issue is the pace of 
further increases in uS interest rates, and the scale of 
escalation in the trade war between the uS and China. 
Both of these issues, if they materialized based on 
current expectations, would have a negative feedback 
loop into the uS economy. So, while it might seem that 
they are three unrelated issues, in reality, its all one 
large, confusing situation.

In our opinion, there is no doubt that the uS economy is 
slowing. That much we do agree with. The uS economy 
has been strong since President Trump took office, 
boosted by increasing fiscal spending and substantially 
lower taxes. Those factors are now in the base, and are 
unlikely to be repeated, hence a natural slowdown is 
inevitable. at the same time, the uS Federal reserve 
has taken the opportunity to increase interest rates – 
an effort to normalize policy after the record low levels 
that prevailed in the aftermath of the Financial Crisis. 
Interest rates have risen by 2%, which has forced yields 
on government bonds to rise as well. Higher rates are 
starting to manifest themselves in various places – most 
notably in the uS housing market, which is showing a 
broad-based slowdown. nonetheless, uS house prices 
are still rising by 5% per annum, so its far from the 
precipitous falls that occurred ten years ago. 

If we agree that growth is slowing, why do we not 
share the view of an imminent recession? It is due to 
the behavior of the uS Federal reserve and the future 
trajectory of interest rates in that country. Higher uS 
interest rates has been one of the key factors for 2018. 
Why? Because uS interest rates have such a ripple 
effect on so many other factors. Bear in mind that uS 
interest rates are the highest in the developed world 

– no other country has normalized their interest rates 
as aggressively as america has done. This is clearly 
highlighted in the chart below. 

High uS rates has created a strong uS Dollar – investors 
have poured money into the uS to take advantage of 
the higher cash yields available. This in turn has caused 
emerging market currencies to weaken, pushing inflation 
higher in those countries, many off whom are dependent 
on ever more expensive oil imports. a strong Dollar 
should also lead to weaker commodity prices, but due to 
the strong rate of global growth, commodity prices have 
remained elevated – until recently. Higher commodity 
prices have added extra fuel to the proverbial inflationary 
fire. And so the cycle flows. 

at present, markets expect uS interest rates to rise by 
a further 1% - 1.25% over the next fifteen months. That 
would take the differential between uS and European 
rates to over 3% - almost unheard of in the modern 
financial era. What amazes us is that investors have 
chosen to focus on the outlook for global growth, whilst 
ignoring the other factors that will have an equally 
important impact on financial markets in 2019. If growth 
is indeed slowing in the uS, then it is logical to assume 
that interest rates will not rise as fast as is currently 
expected. The Federal reserve have already hinted at 
this outcome. In their last minutes, they acknowledged 
that interest rates may be closer to their neutral level 
than previously thought. as I have mentioned already, 
the uS housing market is slowing, and there is evidence 
to suggest that its starting to impact on employment. 
Initial jobless claims – an early indicator of the number 
of people out of work – are starting to rise. Whilst the 
uS economy is still adding jobs, the rate of growth is 
slowing. 
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It is our opinion that uS interest rates will only rise by a 
further 0.5% - substantially less than current expectations. 
The Federal reserve does not act in isolation. It is 
keenly aware of events and trends in the economy, and 
will adjust its actions accordingly. The same goes for 
the trade war between the uS and China. Investors are 
expecting the worst, and pricing in a further 25% tariffs 
on all Chinese goods by Q2 2019. a more conciliatory 
tone between the two leaders at the recent G20 summit 
was greeted with euphoria – markets rallied hard – only 
to plummet again when a Chinese national was arrested 
in Canada at the request of the uS for allegedly breaking 
sanctions against Iran. The point of this is that markets 
are nervous, and there is a heightened reaction to each 
and every event. But that doesn’t make sense – because 
again, the trade war does not happen in isolation. The 
trade war has an impact on the economy – both positive 
and negative. President Trump has used the S&P Index 
as a gauge of the success of his term in office. Until 
recently, markets were heading higher, and Trump saw 
this as an endorsement of his policies. That is no longer 
the case. Markets are heading lower and consumers are 
worried that the cost of some of their favorite items will 
rise (especially technology). The mood has changed, 
and we expect Trump’s attitude towards the Trade War 
to soften. That is not to say that additional tariffs won’t be 
implemented. But we do not believe that it will be worst 
case scenario as is currently expected. 

a quick summary of the global issues is as follows:

1. yes, we acknowledge that the uS economy is 
slowing, but we do not expect it to enter a recession 
in 2019. 

2. Interest rates will rise further, but nowhere near as 
aggressively as the market is currently expecting. 

3. The trade war will continue, but again, the final 
outcome will be less aggressive than current 
expectations. 

Markets are expecting, and therefore pricing in, a 
worst-case scenario in all three cases above. a better-
than-expected outcome would therefore be positive for 
sentiment and broader financial markets. 

Turning to Sa, the most important milestone for 2019 is 
the election, and a stable outcome. We are not political 
analysts, but history suggests that election results are 
far more predicable than political parties would like you 
to believe. We all know the situation – the destruction 
of the moral fibre of the ANC – and questions are being 
asked whether voters will react. But opposition parties, 
especially the EFF, are hardly putting their best foot 
forward. More and more evidence show that they have 
been just as corrupt as the anC. at least the government 

can point to positive change. Our base case for next year 
rests on a stable, predictable election result that will lay 
the foundation for a gradual recovery in our economy. 

a stable election would provide a catalyst for a virtuous 
cycle to gradually unfold, as shown in the slide below. It 
is likely that the currency would strengthen on the back 
of political stability and further progress to address the 
damage of the past. That in turn would drive inflation 
lower, relieving pressure on our reserve Bank to raise 
interest rates. Those factors combined would ease the 
pressure on consumers, creating the conditions for an 
improvement in spending, and ultimately higher growth. 
That in turn would reinforce political stability – growth 
and job creation would strengthen ramaphosa’s resolve 
to push ahead with additional reform. 

This virtuous cycle could be boosted by a number of 
additional factors:
• at this stage, there is no evidence / rumour of further 

tax hikes in the February Budget. Government 
recognizes the need to fix SARS and collect the 
tax that is due, rather than imposing new taxes. So, 
consumers will benefit from the fading impact of the 
VaT hike. 

• Consumers will get a boost from the falling oil price. 
In rand terms, oil prices have fallen from r1250 
per barrel to r870 per barrel – a decrease of 30%. 
This is already evident at the pump – petrol prices 
are back to where they were in June. Lower global 
growth should keep oil prices in check regardless of 
any OPEC deals to cut production. But this actually 
provides a boost to growth for those countries reliant 
on oil imports, such as Sa. 

Political 
Stability

Stronger 
Rand

Lower 
Inflation

Stable 
Interest 
rates

Higher 
Spending

Accelerat
ing 

Growth



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

• Stable uS interest rates should result in a weaker 
Dollar and stronger emerging market currencies – a 
reversal of the trend for the past eighteen months. It 
is our belief that the valuation gap between markets 
in the uS and elsewhere is extreme, and attractive. 
Emerging markets, including Sa, are cheap. a change 
in the outlook for currencies will force investors to 
reappraise their stance towards emerging markets. 
In our opinion, there is a rising probability of renewed 
foreign inflows into these countries – a stark contrast 
to the persistent outflows over the past year. In turn, 
this will lead to currency strength, which will support 
the virtuous cycle already described. 

• This year has been frustrating for many South 
africans. In most minds, change has not been swift 
enough, nor has there been any accountability to 
those who were responsible for State Capture. yet 
this ignores the huge amount of change that has 
occurred this year. We have a new president; we 
have a new finance minister (well, we have had 
two, but who’s counting); we have new Boards at 
various SOEs; there have been two Commissions of 
Enquiry, both of which have uncovered the depth of 
state capture; we have a new head of the nPa; and 
in December, President ramaphosa instructed that 
cabinet ministers and premiers should get a zero 
salary increase for 2019. This list is not complete, 
but it does highlight just how much has changed 
in a reasonably short period of time. apart from a 
flurry at the start of the year, business confidence is 
still at its highest level in almost two years – feeding 
off this positive change, and initiatives such as the 
Investment Summit. We believe there is room for 
business confidence

The combined effect of a virtuous cycle and a few 
improvements to global factors should result in a gradual 
recovery in our economy. Growth has been so anaemic 
for so long that many remain hugely skeptical. Our 
forecasts, along with many others in the market, point to 
a growth rate of between 1.5% and 2% for 2019, rising 
to 2-2.5% in 2020. This is nothing to be proud of. In 
order to address some of our social challenges, we need 
a growth rate of at least 3%, and ideally much higher. 
yet it is important to put this growth into context. as the 
chart below shows, growth of 1.7% for 2019 would be 
the highest rate of growth in our economy since late 
2014. The 1.1% rate for Q3 2018 announced in early 
December is a welcome first step on this journey. From 
an investor’s point of view, what is important is that 
growth is accelerating, even if the absolute level is still 
low, because it lays the foundation for stronger growth 

VaLuaTIOn GaP: uS VS EM

5

10

15

20

25

30

09 10 11 12 13 14 15 16 17 18

S&P PE Ratio MSCI EM PE Ratio

Ratio, x

The difference in valuation between the US and emerging 
markets is extreme, which should force investors to 
reconsider their stance – especially in a scenario where US 
interest rates stabilize..

Sa BuSInESS COnFIDEnCE

85

90

95

100

105

110

115

120

125

10 11 12 13 14 15 16 17 18

Index Level
Source: SACCI

Business confidence has a long way to go before it returns 
to the levels recorded at the start of this decade. But apart 
from the flurry at the start of the year, it is at its highest level 
in almost two years. Justifiably so, in our opinion.

Sa GDP GrOWTH

-0.5

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

10 11 12 13 14 15 16 17 18 19 20

Year on Year % Growth

Forecasts

Our forecast of 1.7% growth next year is well below 
potential, but it will still be the fastest rate of growth for 4 
years.”



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

in 2020 and 2021. Stronger growth, in turn, will lead to a 
sharp recovery in the profits of local companies, which 
will drive up earnings, dividends and share prices.

Of course, there are always risks to our outlook, and 
the biggest risk is Eskom – it is so disheartening to find 
ourselves once again facing daily load-shedding. Without 
power, this economy cannot grow, so the situation at 
Eskom requires constant evaluation. Pending further 
details in the new year, we have not changed our outlook 
for next year. But we have to highlight this as a risk to 
our growth expectations. 

What does all of this mean for markets? Firstly, it is 
important to acknowledge just how attractive valuations 
are for the Sa market, regardless of whether you include 
some of the large dual-listed shares or not. On a historic 
basis, valuations are now back to levels that prevailed 
between 2012 and 2014. However, on a forward basis, 
which incorporates forecasts for each company over the 
next twelve months, shares are now cheaper than they 
have been for years. Excluding naspers and richemont 
just reinforces the story. In addition, the dividend yield is 
now at its highest level in fifteen years, if the temporary 
spike caused by the Financial Crisis is excluded. 
regardless of what valuation measure we use, shares 
are cheap, both in absolute terms, and relative to their 
own history and other global markets. 

Despite shares being cheap, markets remain under 
pressure, due to the global jitters that I have discussed 
earlier. That would suggest that the fundamentals 
are poor. But this is not the case. The following table 
highlights the source of returns for various segments 
of the JSE this year. returns come from 3 sources: 
changing profits, dividends, and a change in the rating 
of shares. at the time of writing, the JSE was down 
almost 12% for the year to date. Yet profits have still 
grown this year – by almost 5%, and investors have 
been rewarded with dividends of 2.7%. The reason for 
the negative return is the change in valuation – shares 
have become significantly cheaper, as I mentioned 
above. The same applies to global markets. In all cases, 
profits have grown, investors have received dividends, 

and yet shares have got cheaper. With reference to the 
JSE, that trend is encouraging. During the toughest of 
times, many companies have still eked out profit growth 
and steady dividends. Modest GDP growth should see 
an acceleration in profit growth, which is unlikely to go 
unnoticed.

The fact that the fundamentals of the market are better 
than what share prices suggest is further supported 
by the difference between price performance and 
dividend growth. Share prices for 75% of shares in 
the Top 40 Index have declined this year – some by 
large percentages. That would imply that profits and 
dividends are collapsing. yet that is not the case. 75% of 
companies in the Top 40 Index have actually increased 
their dividends over the course of this year.

In summary, 2018 has been another very disappointing 
and frustrating year for investors – both locally and 
abroad. Furthermore, markets are exhibiting extreme 
levels of volatility, which is only exacerbating the anxious 
mood. yet we see reason for hope. We anticipate that a 
few key global factors will be less severe than anticipated, 
and that a stable election will finally pave the way for an 
uptick in local growth – an uptick that has proved to be 
so elusive over the past three years. nonetheless, we 
are still realistic – a growth rate of 1.7% falls well short 
of what we require in this country. But we all know that 
every journey starts with a first step. In our opinion, the 
blocks are falling into place for 2019 to be that first step.

dOmINaTINg The  
pharmacy markeT
In august 1968, exactly one 
year after I was born, Clicks was 
conceived as a drugstore and 
the first Clicks door opened in St 

Georges Street, Cape Town. However, legislation at 
the time prevented corporate ownership of pharmacies. 
Consequently, the Clicks Group operated as a pharmacy 
without drugs until 2003. That year marked the change Willie
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in legislation and Clicks opened the first corporate-
owned pharmacy in Sea Point during January 2004. 
Some milestones since then are:

• 1992: Purchase of Musica for r1.2 million
• 1995: Launch of the ClubCard Loyalty programme
• 1996: Listing on JSE
• 1998: Expansion into australia
• 2001: Body Shop (operated by Clicks) opens first 

store in africa (Sandton City)
• 2003: Purchase of wholesale pharmacy distribution 

company – united Pharmaceutical Distributors
• 2004: Exit and sale of australian operations, and the 

first Clicks pharmacy opens for trading

Clicks, Musica, The Body Shop, GnC and Claire’s are 
market-leading brands and have a combined footprint 
of over 837 stores, including 46 in the neighbouring 
countries of namibia, Botswana, Swaziland and Lesotho.

after this short history lesson let’s try and answer why 
we think Clicks can benefit from the anticipated recovery 
in the economy. although Clicks operate in a highly 
competitive industry of “frontshop” Healthcare, nutrition 

and BabyCare versus the likes of Dischem, Spar, 
Shoprite and so forth we believe their differentiator is 
the Pharmaceutical component of retail expenditure.

Over the last year, Clicks continued its strong growth 
momentum despite continued consumer spending 
pressures which has also impacted its competitors. 

The chart below compares South african total retail 
sales and Pharmaceutical sales, and it indicates some 
sort of resilience when it comes to medication. Clicks 
contributes 37% of total pharma sales whilst Dischem 
makes up 30%. Within the pharmaceutical industry, 
independent pharmacies still have almost 50% market 
share, with Dischem and Clicks accounting for a further 
22% and 23% respectively. Supermarkets (like Spar) in 
general have just below a 10% share. as contributors to 
Clicks’ total earnings, pharmaceuticals have grown from 
26% of revenue in 2013 and is forecast to reach 35% 
by 2020. In contrast, Dischem’s pharmaceutical sales 
are stagnant at 37% of total revenue and expected to 
remain as such. Herein lies one of Clicks’ competitive 
edges; the other is space/location.

Clicks has a wider footprint – 663 stores vs Dischem’s 
118 stores. although all 118 of Dischem’s contain 
dispensaries, only 510 of the Clicks stores have a 
pharmacy counter. Furthermore, Dischem has a large 
concentration of stores in Gauteng (58% of its total 
footprint) whilst Clicks is better spread throughout the 
country.  Only 38% of Clicks stores with dispensaries 
are in Gauteng. although legislation could be a risk 
for both companies, we once again believe Clicks is 
slightly better positioned when it comes to the shortage 
of pharmacists in the country, given that they fund and 
support training programmes. Legislation requires that 
corporate pharmacies must have a qualified pharmacist 
overseeing the dispensing of medicine. South africa 
currently has a shortage of 12 500 pharmacists – 
derived from research that indicates a requirement of 1 
pharmacist per 5 000 people. Furthermore, legislation 
prohibits having pharmacies within a 500-meter radius 
of one another. a quirky rule, but it does favour the 
incumbent. With Clicks so well positioned in malls, 
convenience malls and smaller towns, their current store 
count and aggressive store roll-out until 2027 could 
continue to stand them in good stead. (Clicks aim to 
open 25-30 new stores p.a until it reaches its medium-
term goal of 900 stores. The majority of those will contain 
a dispensary.  In contrast, Dischem’s current plans only 
anticipate 20 new stores in total over the next ten years.)

Clicks sustained financial performance is also well 
documented and impressive. We did comment earlier 
that the consumer might remain under strain, but the 
company’s fundamentals do warrant exposure for a 
recovery in South african economic activity when it does 
materialize. 
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ContaCt Details:

INsIghT semINars
2018 turned into annus Horribilis (with apologies to Her 
Majesty) after 3 previous years that could easily be described 
in a similar vein. Farmers have an amusing anecdote about 
sheep. They congregate together discussing new ways to 
die. Humans are not too unlike sheep. We congregate to 
discuss the demise of South africa and our investments. In 
our February Insight we hope to draw strength from history 
and demonstrate that while we feel beaten as investors, we 
may still be doing the right thing.

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

NaTal mIdlaNds
Topic: We have been here before
Date: 14th February 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: The Outlook for 2019: not Déjà 

vu again?
Date: 24th January 2019
Venue: rosebank union Church, Cnr 

William nichol and St andrews 
road, Hurlingham

Evening Time: 7am for 7:30am


