
INTUITION

IN THIS EDITION:

•	 The Budget: acknowledging the pain
•	 We have been here before

 MARCH 2019
VOLUME 16

ISSUE 3

Empowering offshore knowledge and insight exclusively from the Harvard House Group.



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

Given the perilous state of our economy and government 
finances, the Annual Budget was never going to make for 
pleasant reading. In fact, the only real debate amongst 
the investment community was whether Government 
would acknowledge the scale of the problem, and 
whether it would start to take some tough decisions to 
correct the ills of the past. Crucially too, all eyes were on 
Eskom, with the market expecting some of its debt to be 
transferred to Government. 

Given that South Africa is sailing very close to a final 
ratings downgrade from Moody’s, there was always 
going to be very little wiggle room. Finance Minister Tito 
Mboweni has delivered a Budget which could be termed 
as a set of crisis management measures. The country 
is paying the price of ten years of mismanagement 
and state capture. We have no choice but to bail out 
SOEs. We can’t relieve the pressure on taxpayers 
from the scourge of inflation - the so-called bracket 
creep. Spending has hardly been curtailed at all. After 
promising just a year ago that there would be no further 
increases to the expenditure ceiling, they have done 
just that. This came despite a positive signal that the 
government wage bill will be sliced by more than R20 
billion over the next 3 years.

This is a painful budget with lots of money thrown at 
the SOEs – although Mr Mboweni was at pains to point 
out that the State is not bailing out Eskom. To quote the 
Minister, “Eskom took on the debt. It must ultimately repay 
it.” They are lending Eskom more money to enable it to 
pay its own interest costs. But it will still push the debt 
trajectory to 60% of GDP – a level often associated with 
a debt trap. That will make the ratings agencies nervous, 
and it will take a miracle for Moody’s to continue to give 
us the benefit of the doubt. 

In summary, let us focus on the 3 main categories of 
SA’s budget:
1. Where is the money coming from?
2. How will it be spent? 
3. How will we deal with the shortfall? 

The final section of this note will deal with our outlook for 
the rest of the year, and whether this Budget changes 
our views.
 

Income
Revenue for the current fiscal year (which is about to 
end) has been revised to R1.28 trillion, lower than the 
last projection, but mainly as a result of clearing the 
backlog of VAT refunds. In our opinion, this is a crucial 
step on the path to restore tax morality. Encouragingly, 
the Minister announced that further measures will be 
introduced shortly at SARS to rebuild its credibility and 
capability, including a new permanent commissioner, 
the re-establishment of the Large Business Unit and a 
unit to focus on illicit trade in tobacco. 

Total revenue is forecast to rise to R1.58 trillion next 
year. For this year, taxes are expected to rise by R15 
billion, with the main increases coming from:

• Personal income tax of R13.8 billion (no adjustments 
to the income tax brackets, and no adjustment for 
inflation to the medical tax credit). One interesting 
snippet was the statistic that just 120,751 people 
pay 29% of all personal income tax – an amount 
of R159 billion. It is frightening to realize just how 
narrow our tax base is, and how quickly this can be 
eroded through further emigration.  

• Extra fuel levies of 29c per litre for petrol and 30c per 
litre for diesel. This is broken down between funding 
for the Road Accident Fund, and a new Carbon 
Tax levy, in line with worldwide proposals to reduce 
carbon emissions. However, if we are searching for 
a glimmer of good news, this will be the first year in 

THE BUDGET: 
ACKNOWLEDGING THE PAIN

COMPOSITION OF REVENUE 2018/19
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Personal income tax is the largest source of revenue, 
followed by VAT. Fuel levies comprise 6% of total revenue.
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many where the fuel levy will rise at a lower rate than 
inflation. 

• Higher “sin taxes” on tobacco and alcohol – as usual! 
• These higher taxes are offset by modest VAT relief, 

in that white bread flour, cake flour and sanitary pads 
will now be zero-rated. 

The chart above shows the source of government 
revenue. As expected, personal income tax and VAT 
are the largest honey pots, followed by corporate tax. 
Together, these three categories comprise almost 84% 
of all tax collected.

Expenditure
This is where it always falls down. Government has 
in the past implemented an expenditure ceiling – 
designed to limit spending and provide bondholders 
with reassurance that spending will not spiral out of 
control. But Treasury has already broken that promise 
– by lifting the ceiling for the next three years – mainly 
to accommodate “bailouts”! Expenditure is forecast to 
reach R1.83 billion in 2019/20. 

Specifically:

• Eskom is getting R69 billion over three years to cover 
its interest bill alone. No debt is changing hands 
which should be seen as a positive for now, and this 
extra funding comes with some strict conditions. But 
it is still money that is going to Eskom that could be 
spent more productively elsewhere. 

• Support for other SOEs comes to R9.3 billion. 
Furthermore, the “fine print” contained details that 
the Contingency Reserve has been increased by R6 
billion to potentially bail out Denel, SAA and the SABC. 
Also interesting was the R1.5 billion earmarked 
for the SA Post office, despite its restructuring and 
private sector management team.

• Again, if we are looking for encouragement, the 
comment on the future of SOEs is a breath of fresh 
air, especially with an election just 3 months away. 
To quote Mr Mboweni, “Isn’t it about time the country 
asks the question: do we still need these enterprises? 
If we do, can we manage them better? If we don’t 
need them, what should we do”. That line of thinking 
has been absent for the past twenty years. So, while 
it is too early to bring out the champagne, at least the 
conversation is moving in the right direction. 

• On another positive note, Government has finally 
acknowledged that its salary bill is unsustainable, 
that it needs to redirect spending away from salaries 
towards infrastructure – and they have said this 
in an election year. A surprise announcement 
was the offering of early retirement to employees. 
Government estimate that 30,000 employees could 

potentially take the offer, which could save them 
up to R27 billion over the next 3 years. This will be 
followed by reductions to bonuses and overtime 
payments. But wait, there is more …. As a gesture 
of goodwill, there will also be no salary increases 
this year for members of Parliament and provincial 
legislatures and executives at public enterprises. 

The chart below highlights the breakdown of expenditure 
in four very broad categories. It doesn’t take a genius 
to see the problem. Debt servicing costs now comprise 
almost 11% of spending, and the government wage bill 
and social grants a further 47%. That doesn’t leave very 
much for everything else. It is unlikely that spending on 
social grants will fall any time soon, but Government 
does have the ability to reduce its wage bill and interest 
payments. For the first time in years, there is a plan 
to start tackling these issues. Hopefully they have the 
willpower to follow it through.

It was a relief that the Budget contained no nasty 
surprises. Importantly for our clients:
1. There was no change to the rate of Dividends 

Withholding Tax. It remains at 20%.
2. There was no change to the inclusion rate for 

Capital Gains Tax. It remains at 40%. 
3. Unfortunately, there were no adjustments made 

to the annual contributions or lifetime limit for tax-
free savings accounts. They remain at R33,000 
and R500,000 respectively.

4. There was a marginal increase in the primary 
rebates for income tax, but very marginal.

5. There was no change to the annual limits for 
contributions to retirement funds, nor to the lump 
sum that is tax free. It remains at R500,000. 

COMPOSITION OF EXPENDITURE 2018/19
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Wages and interest costs consume almost half of the 
Budget. That leaves very little for investment into other areas 
of the economy.
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The shortfall
Subtracting total expenditure from total income results 
in a shortfall of R243 billion. Expressed as a percentage 
of the size of the economy, it comes to 4.5% of GDP, 
far higher than what was projected just 12 months ago. 
The following two charts highlight the problem, and the 
reason why the ratings agencies are having sleepless 
nights. The first chart below shows the projections 
for the budget deficit each year, as made in the 2018 
Budget, in the Medium-term Budget last October, and 
now. It is immediately clear that the trend is deteriorating. 
Forecasts are routinely downgraded as Government 
fails to meet its objectives. 

Due to the deteriorating budget deficit, South Africa 
is accumulating debt. We have already noted that 
the Government will need to borrow R243 billion (or 
R1.2 billion per day, excluding weekends) to meet its 
commitments this year. The first hurdle in future years is 
to reduce the Budget Deficit. But a deficit still implies that 
we are spending more than we earn, and we all know 
that cannot last indefinitely. Given that the projections 
for the annual deficit have deteriorated, it is therefore 
no surprise that the total debt to GDP ratio is also 
deteriorating. Total debt / GDP is now expected to breach 
the 60% level, a key threshold for a rating change.  Net 
debt is expected to stabilize at R4.5 trillion, or 57.3% 
of GDP, in FY24. The chart below highlights how the 
forecasts for this key metric have also deteriorated over 
time. 

Implications for our outlook
One of the key pillars of our outlook for 2019 was an 
expectation that our economy would start to grow 
again. We were not looking for miracles – growth was 
still expected to be below the crucial 2% level – but it 

was expected to accelerate, and lay the foundation for 
stronger growth in 2020 and beyond. So, it was naturally 
disappointing to see Treasury downgrade their growth 
forecasts for this year. As we have said before, the 
recurring problem is that every time we have a Budget 
Update, forecasts are revised lower, not higher. 

By revising growth forecasts lower, Government is 
partly shooting itself in the foot. Lower growth equates 
to a smaller economy (i.e. smaller GDP), which in turn 
impacts on all the key ratios, such as the annual deficit, 
and total debt to GDP. One of the reasons why the Debt/
GDP ratio is forecast to breach 60% is the reduction in 
growth forecasts. But perhaps we should be applauding 
the fact that growth forecasts are more realistic. It speaks 
to a Government that is acknowledging the scale of the 
problem.

BUDGET DEFICIT PROJECTIONS
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Our view on Eskom is that they are “damned if they 
do, damned if they don’t.” Without Eskom, there is no 
economy, and no prospect for any growth whatsoever. 
So, fixing the utility is probably the most important task 
that government is facing. As we have pointed out before, 
there is a good correlation between the rate of growth in 
electricity supply and the rate of growth in the economy 
as a whole. Like the ditty about love and marriage, “you 
can’t have one without the other.”

Delving a little deeper into the detail, the Budget is 
clearly negative for the consumer sector of the economy. 
Previously, we had expected a shallow consumer 
recovery, based on rising real income growth, declining 
fuel prices, and low inflation, which in turn would give 
the Reserve Bank the scope to leave interest rates 
unchanged. Whilst these factors remain in place, they 
will be eroded by no adjustment to income tax brackets, 
which has the effect of raising taxes. In addition, there is 
an increase in the fuel levy (albeit the smallest increase 
in years), and government is finally trying to tackle its 
bloated wage bill by reducing employment via voluntary 
and early retirement. That suggests that unemployment 
will remain high. 

As an aside, we also believe that one reason for the 
weakness in the retail sector recently is that the “gravy 
train” is slowing down. Retail sales have been fueled in 
past years by lavish spending, which in turn was driven 
by corruption payments. It is becoming clear that this is 
slowing. That is something to be positive about, even if it 
is contributing to a weaker economy in the interim. 

The reaction of the rand during the Budget speech 
said a lot about the market’s impression of the Budget. 

As the headlines hit the screens, the Rand weakened 
considerably – from 14.10/$ to a weak point of R14.38/$, 
only to then recover its composure and more. The 
market saw the headlines on Eskom, and took fright. 
The detail was not as bad as feared – Eskom’s debt was 
not transferred to the Government balance sheet – but 
we are sailing close to the wind, and as we said earlier, 
there is just no wiggle room. Moody’s will review our 
credit rating on the 29th March. We believe that there 
is a high probability that they put our rating on “negative 
watch”, which is basically the last gasp before a final 
downgrade. It is hard to see how the Rand can rally 
substantially until there is clear evidence of a stronger 
growth cycle. 

In conclusion, the Budget does not change our outlook 
for the year significantly, nor does it change our views 
on portfolio construction. We have downgraded our 
expectations for our economy, but still believe that 
portfolios should follow a “barbell strategy” – i.e., that 
a healthy portion of the portfolio should be invested in 
global stocks that offer diversification away from SA 
as well as protection against a weaker currency, while 
the balance of the portfolio be invested in local shares 
that have proved their resilience and will benefit as the 
economy starts to recover later this year

GROWTH IN GDP VS ELECTRICITY
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Economies cannot grow without electricity, so fixing Eskom 
is essential. Further bailouts will be tolerated if its leads to 
sustainable improvement. Actions will speak louder than 
words from now on.
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The market initially took fright at the Eskom bailout, only to 
recover its composure. But we are walking a thin line, and a 
substantial rally in the Rand is unlikely until there is evidence 
of stronger growth.
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A year like 2018, which followed 
three years of lacklustre 
performance, can cause even the 
most seasoned investor to question 
whether the stock market really 
does have the ability to generate 
wealth over time. 
 
In a 2010 study, the largest 
US fund manager, BlackRock, 
suggested that 90% of total returns 
on the S&P500 were generated 
by dividends and dividend growth. 
In our January edition of Intuition, 

we demonstrated that, in spite of the large majority of 
the JSE’s top 40 shares suffering terrible declines in 
their share prices during 2018, the trend for dividend 
payments was completely the opposite. The majority 
grew their dividends last year.  That is great news for 
dividend focused investors like Harvard House. It 
confirms that the foundation of our investment philosophy 
remains firmly intact. This was particularly evident if we 
analyze the performance of British American Tobacco, 
the single-largest holding in our portfolios. The share 
price declined by 40% over the year, yet there was a 
steady increase in the quarterly dividend, as illustrated 
in the chart below. 

While history can never guarantee the future, it can 
be helpful to remind ourselves that large declines in 
share prices are not always fatal, especially where the 

underlying business remains robust and successful. 
Standard Bank provides a useful case study in this 
respect. Since 1993, the share has declined by more 
than 30% on four different occasions: the Emerging 
Markets Crisis in 1998 (68% decline), the Financial 
Crisis in 2009 (47% decline), the “3 Finance Ministers” 
weekend of 2015 (43% decline), and finally the global 
sell-off of late 2018 (31% decline). 

Once again, dividend hungry investors will be reassured, 
and indeed delighted, that in spite of these big declines, 
the dividend grew steadily from 23c in 1993 to 940c in 

WE HAVE 
BEEN HERE BEFORE

Robin
Gibson
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BAT was one of the worst performing shares last year. 
Yet despite the weak share price, the dividend has risen 
consistently over time.”
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Standard Bank has experienced periods of extreme 
weakness, as shown on the chart. Yet the resilience of the 
underlying business has still delivered superior long-term 
growth for shareholders.”
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Despite periods of extreme weakness, Standard bank has 
continued to reward its shareholders with a growing dividend 
stream.
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2018, an average appreciation of 14.5% per annum. 
This is an impressive rate of growth, especially relative 
to an average inflation rate of approximately 6% per 
annum over the same period.

Quoting statistics, while impressive, can hide the true 
impact of their success. To give context to the numbers, 
it is useful to flesh out the circumstances through an 
example. Let’s assume that you purchased R20,000 
worth of Standard Bank shares on the 22nd April 
1998. You would be the proud owner of 607.9 shares. 
Incidentally, you would have also called the peak of the 
market, almost the only kind of timing that investors 
appear to get right consistently! Within 6 months, your 
investment would have been worth R6,322 – a decline 
of 68%. I think it would be safe to assume that you might 
be seriously reconsidering the advice of the individual 
who suggested that shares in the stock market offered 
the best return potential!

One of the first things to realize is that an investment in 
a company - any company - carries risk. Assuming this 
risk is the reason why you are rewarded with inflation-
beating returns. This is also the reason why a well-run 
portfolio has more than one holding and that over time, 
shares that perform better than others are lightened in 
order to diversify the portfolio. Essentially, the goal is to 
ensure that a portfolio’s returns are not disproportionately 
dependent on any single share. This implies that any 
given share can fail and disappear over time for any 
one of a number of reasons. Likewise, a share can 
suffer a bout of depressed sentiment which leads to a 
falling share price, while at the same time, it continues 
to trade profitably and successfully in the background. 
In the latter case, investors are usually rewarded with 
dividend payments, and these can continue and often 
increase in spite of a negative sentiment. This is exactly 
the case with Standard Bank over the period after this 
catastrophic fall in its share price.

Your holding of 607.9 shares would have delivered R322 
in dividends in 1998. Due to growth in the dividend, 
you would have received R5,714 in dividends in 2018.  
Furthermore, the value of your shares would have 
increased as well – from the R20,000 initially invested to 
a current value of R115,501 – a pleasing outcome when 
compared to the inflation-adjusted value of R20,000 
being R66,502. Amazingly though, this return was 
achieved despite the share price suffering three further 
large declines during this time. 

Let us take this analysis one step further. Previously 
we have assumed that all dividends received had 
been paid out and consumed. Let us now assume that 
the dividends are reinvested, rather than consumed. 

Consequently, we assume that at every payment of a 
dividend, you purchased more Standard Bank shares 
with the cash received. This would have led to you 
holding just over 1,330 shares at the end of December 
2018. You would have banked R11,989 in dividends 
during the course of the year and the market value of 
your shares would have been R228,760, despite the fall 
of 30% in the last few months of the year. All this out of a 
modest investment of R20,000 that would be producing 
interest of approximately R1,400 per year in a money 
market account.

There are several key points to bear in mind from this 
example:

1. Not every major decline signals the end of a company, 
rather establish whether the events are sentiment-
driven or a sign of a broken business model.

2. A loss is only made once a share is sold. The 
paper losses of Standard Bank in 1998 are of little 
consequence to an investor who is still invested at 
the end of 2018.

3. Cash is a very good investment to feel safe, but it is 
seldom the right place to be safe in a world where 
inflation is the greatest enemy.

4. Share prices have plummeted before, and will do 
so again in the future. No one knows when or by 
how much. A quality business however, will weather 
these storms and produce the results over the long 
term.

5. Patience is hard, but necessary, to achieve long 
term financial goals.

6. Depressed share prices offer investors exceptional 
opportunities to buy outstanding companies at great 
prices. To use “modern jargon”, we could consider 
plummeting markets as the stock market equivalent 
of a ‘Black Friday’ sale! In addition, you are paying 
less for portfolio management. 

I heard a brilliant quote the other day, made by Jay 
Leno, the US talk show host. He said “I will do anything 
to achieve the perfect body as long as it doesn’t involve 
dieting or exercise”. This encapsulates (with some 
poetic license) the attitudes of some investors. “I will do 
anything to achieve inflation-beating returns as long as 
it doesn’t involve any risk or fear”. 

Next month, I will take this analysis another step further 
and examine the risk of trying to time the market by 
“getting out until it looks better.” It will demonstrate that 
in long term investing, riding out the volatility is often 
better than timing the trends.
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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:

INSIGHT SEMINARS
There is considerable debate amongst economists about 
the outlook for our economy, given that there are so many 
factors to consider. Our next seminar will focus on the 
outlook for the economy, whether there is in fact light at the 
end of the tunnel, and how investors should position their 
portfolios accordingly. 

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

NATAL MIDLANDS
Topic: Positioning for the current  

economic environment
Date: 11th of April 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


