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In this edition:

• Bulls, bears and baguettes
• Harvard House unit trusts:
 o HH General Equity 
 o HH Flexible Income
• Omnia: Explosive growth

(n: immediate insight; receive knowledge by direct perception)
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We understand Your Need for Financial Integrity

I N T U I T I O N
Market Insight from the Harvard House Group

The topic of our recent series of seminars 
hosted around the country was “Bulls, bears 
and baguettes.” We are always grateful 
to those who come along to support our 
functions, but we are equally aware that there 
are many clients who are unable to attend, or 
who simply live too far away. So we start this 
issue with a summary of the presentation and 
pick up on some of the key slides that we feel 
are important.

Our first slide is one that we have shown often 
over the past twelve months – namely the historic trend of the PE 
Ratio for the JSE. It is in expensive territory – seldom does it stay 
outside of the red lines for extended periods. In absolute terms, the 
JSE is expensive, but how do we stack up relative to other markets? 
Against other emerging markets, we are also in expensive territory, 
but that may be justified by the conditions affecting those countries. 
A quick glance at the evening news will highlight the turmoil in other 
key emerging markets such as Russia, Ukraine, Turkey and Brazil. So 
SA – despite all our faults – is benefitting because it is the best of a 
bad bunch. Against developed countries such as the US and UK, our 
valuations are very similar – but at least in those countries growth 
is accelerating, not stagnating.  

We have established that the PE Ratio is high in both absolute terms 
and relative to other countries. But one cannot look at PE ratios 
in isolation. Are there other factors that justify current valuations? 
Firstly, the current dividend yield of the market is 2.7%, not far from 
the average over the past thirty years. So income returns remain 
solid. Likewise, there is a clear inverse relationship between interest 
rates and PE ratios. High interest rates lead to low PE ratios and vice 
versa. Given that we are currently experiencing record low levels 
of interest rates, there is some merit to support the argument that 
higher PE ratios are justified. But if that is the case, we should be 
concerned about the change in trend. Interest rates are rising – 
we have had two incremental increases already in 2014 and more 
are expected. Higher interest rates should lead to a lower level of 
valuation for the overall market.

In last month’s issue of Intuition, we showed a table of the breakdown 
of returns. We have updated that for the passage of time, but the 
trends remain unchanged. Most markets (barring the UK) have 
delivered positive returns this year, but South Africa (the JSE) is the 
only market in our sample where the returns have been supported 
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by rising profits. In all other cases, valuations have increased. For 
the JSE, valuations are the same as they were in January, so returns 
have been driven by rising profits. We take comfort from the fact 
that there is some support for the returns we have enjoyed. We 
were asked on several occasions last month whether companies 
could keep growing their profits in light of the current economic 
conditions. This is a very pertinent question given the stagnation 
evident across our economy. It prompted us to analyse the profit 
growth of local companies relative to nominal GDP. As you can see 
from the third chart, there has historically been a tight correlation 
between the two series. But GDP and profit growth have diverged 
since 2011. Why? In our opinion it is because our leading companies 
have been aggressively diversifying offshore. A small selection of 
our widely held shares shows that, on average, the percentage of 
profits coming from outside the country has risen from 36% to 49% 
over the past three years. 

What else is on our minds? Foremost is the potential for South 
Africa to suffer a further downgrade to our sovereign credit rating. 
Why is this important? Any further downgrade could prompt a 
wave of disinvestment from the country, which could lead to a 
vicious cycle of a weak rand, rising inflation, higher interest rates 
and weak growth. Since the beginning of February foreigners have 
invested almost R60 billion and R10 billion into our local bonds and 
equities respectively. Some of that will surely leave should we suffer 
a downgrade. What would be the triggers for a downgrade? There 
are two pivotal events between now and the end of the year:
1. The recapitalization of Eskom. Eskom needs extra funding 

urgently, but it is very unclear where those funds will be 
sourced. Government is strapped for cash in its own right. 
Electricity tariffs are almost certainly going to rise, which places 
further pressure on an economy already under pressure. 

2. Government wage negotiations. Government will be negotiating 
wages over the next few months. Treasury has penciled in an 
increase of 5.7% in staff costs for the year – we think that will be 
almost impossible to achieve given the precedent set in recent 
strikes. But higher settlements will only place further pressure 
on government’s finances. 

Whichever way one looks at the situation, one arrives at the same 
inescapable truth – that government’s finances are under severe 
pressure. We believe that it is just a matter of time before taxes 
are increased. Furthermore, pressure will remain on consumers 
over the next few months. But record high wage settlements could 
have a silver lining next year. As a consequence of these strikes, 
wages are rising well above inflation and that could fuel a spending 
boom next year. As a reminder, the function of markets is to look 
ahead and discount the future. Next July, conditions could be quite 
different – spending could be higher and the economy could be 
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growing substantially faster thanks to better exports and the 
low base established this year. The current quarter could well 
be the low point in this cycle.

Turning our focus to offshore markets, we believe that there 
is one elephant in the room – when will the US and UK start 
to raise their interest rates? In our opinion, inflation has been 
simmering gently for the past few years. But the temperature 
is starting to rise. How quickly will inflation come to the boil? 
Offshore leaders are at pains to reassure markets that there 
is no intention to raise interest rates any time soon. But 
unemployment is falling very sharply. It will only be a matter 
of time before wages start rising. Then the authorities might 
have no choice but to raise rates or risk an nflationary spiral 
in future years. We believe that 2015 will be the year that 
interest rates eventually start to rise. (As an interesting aside, 
the last time that the US raised interest rates was in June 
2006 – eight years ago!)

From our corner of the planet, it does appear that the 
developed world is recovering – so it was interesting to 
gauge conditions on the ground for ourselves on recent trips 
to Singapore and Paris. We met with numerous consumer-
orientated companies (food, tobacco, drinks, household 
goods and luxury) and the message was surprisingly 
consistent: times are tough and companies are running 
hard just to stand still. Almost all of the companies we met 
were aggressively reducing costs and pursuing efficiencies. 
Furthermore, currencies are playing havoc with big global 
multinationals. As we have discussed in prior issues, 
currencies have experienced unprecedented volatility over 
the past year, which is impacting on growth for these large 
companies. It will settle, but investors need to understand the 
short-term impact. Nonetheless, it was encouraging to note 
that all companies retained their desire to grow aggressively 
in emerging markets – that remains the most attractive global 
opportunity.

We have painted a picture of expensive markets, pressure 
on our local economy and the threat of rising interest rates 
globally over the next twelve months. What return can 
investors expect against this backdrop? We did some research 
on JSE data going back to 1960 in order to understand the 
correlation between the level of valuations and future 
returns. Chart Six shows the return generated over the next 
twelve months depending on the level of the PE at which the 
investment was started. As one would expect, the higher the 
initial valuation, the lower the expected future 12-month 
return. At current valuations, returns over the next nine to 

twelve months could easily be between 0% and 5%. 

What actions are we taking? Similar to last month, we 
reiterate that we do feel markets are high at present and 
that there is a growing disconnect between the level of the 
market and conditions in the underlying economy. Some of 
it can be explained by offshore diversification and the weak 
rand, but the economy must take its toll at some point, and 
we feel that a period of consolidation is long overdue. Often 
the cue for a correction in markets can be a random event – 
the tragic events in Ukraine could easily have been a trigger 
for a fall in markets. From our perspective, we continue to 
advocate caution and patience. There is no need to rush in. 
Furthermore, where we have made excessive profits or where 
we deem companies to be vulnerable to our weak economy, 
we are taking selective profits and raising some cash. 

Finally, it is worth reiterating our investment philosophy 
during uncertain times. Study the final chart of Bidvest. 
Bidvest grew rapidly during the 1990s, to the extent that 
it reached a PE ratio of over 30 times. As the company got 
bigger, the rate of growth naturally slowed. As the first box 
shows, the share price went sideways for five years. During 
that period, the PE fell from almost 30x to 10x. So an investor 
focused purely on capital appreciation would have enjoyed 
almost zero return over that period. But despite the stagnant 
share price, Bidvest consistently increased its dividend. 
Investors enjoyed a rising income stream which could have 
funded living costs or been reinvested for additional growth. 
That is why dividends are so important and why we continue 
to place such a heavy emphasis on them.

The presentation is available on our website: www.hhgroup.co.za
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There can be no truer saying in life than “Time flies.” Our two 
unit trusts, the General Equity Fund and the Flexible Income 
Fund, will celebrate their eighth birthdays on the 1st October. 
Over that period both funds have established themselves as 
credible competitors in a very competitive environment. In 

fact, our funds have delivered consistent and above-average 
returns to their investors. As is evident from the table below, 
not only have both funds performed ahead of their respective 
benchmarks, but they have also performed well against other 
funds in the same category.

Last month we moved away from Momentum 
to Boutique Collective Investments (BCI) as our 
administrative partner. BCI is the largest white-
label provider in the country and has a passion for 
supporting and developing smaller, “boutique” 
fund managers, such as ourselves. We are excited 
about the future potential of our partnership 
with them. 

We include a brief update on each fund below.

Harvard HousE unit trusts

1 Year 2 years 3 Years 4 Years 5 years
hh General Equity
-Annual Performace 31.8% 28.6% 25.2% 23.3% 12.3%
-Ranking in category 56/171 15/158 3/137 10/119 16/95
-Average in category 28.9% 22.6% 18.1% 19.1% 10.3%
hh flexible income
-Annual Performace 10.0% 9.9% 10.2% 10.7% 9.7%
-Ranking in category 4/77 2/66 2/56 2/47 3/37
-Average in category 6.7% 6.9% 7.4% 7.9% 8.2%
Source: Moneymate

We have consistently communicated that our Equity Fund is 
managed on the same basis as our private client portfolios 
and this remains very much the case. The issues that we have 
raised in our first article this month are just as relevant to the 
Equity Fund as they are to individual portfolios.

Consequently, we have deliberately sought to raise cash 
in the fund (cash holdings now sit at almost 4.5%) whilst 
simultaneously reducing exposure to cyclical shares and 
those more vulnerable to a slowing domestic economy. In 
line with our expectations for the next few months, the Fund 
has a high weighting to shares that will perform well should 
the Rand weaken further. 

At present, there are twenty eight individual counters in the 
Fund – slightly higher than we would like – and those will 
be rationalized slightly as and when market conditions are 
suitable. 

In line with our investment philosophy and our relentless focus on 
income, we are also proud of the fact that the Fund has delivered 
a rising income to its unitholders every six months for the past five 
years. The chart below highlights the income distribution per unit 
since inception. Apart from the contraction during the Financial 
Crisis, the Fund has managed to grow its income distributions 

consistently over the years. Most distributions are reinvested. So a 
rising income stream coupled with a higher number of units from 
regular reinvestments offers a perfect demonstration of the power 
of compounding in action. A rising income stream is certainly one of 
our key objectives when making investment decisions and we hope 
to be able to demonstrate this ongoing trend in the years to come.

HH GEnEral Equity Fund

hh GEnErAl EqUitY: incomE DiStriBUtionS
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As the name suggests, the Harvard House Flexible Income 
Fund has a flexible mandate that allows us to invest in 
various income-generating asset classes and it is not limited 
to just cash. These include preference shares, listed property, 
bonds (government and corporate) and other money market 
instruments. The latter does include pure cash, but also 
includes instruments linked to shorter term interest rates. 
The Fund has gone from strength to strength for two key 
reasons:
1. Over the past eight years, the size of the Fund has grown 

to just over R100 million. In our portfolio management 
process, the Fund is used to complement a discretionary 
portfolio and to diversify those clients’ portfolios that are 
heavily reliant on income from their investment assets. 
Under this scenario, a client could be solely exposed to 
one asset class (for example, listed property) but the 
Fund caters for diversification and therefore helps to 
reduce risk in portfolios.

2. Income earned from the Fund’s underlying investments 
is higher than those earned through traditional banking 
deposits, which is a primary objective of the Fund. Please 
refer to the chart showing the income yield from the 
Fund.

The other objective of the Fund is to offer investors a portfolio 
that generates moderate capital growth over time whilst 
simultaneously continuing to deliver the required income. 
In order to balance these objectives, we constantly need to 

focus on the asset allocation of the Fund as depicted in the 
second chart.  At present, the Fund does hold a fairly large 
exposure to listed property shares and investors will recall our 
views on property and the reasons why we still believe that it 
has a vital role to play in income-focused portfolios. Property 
has been a consistent provider of income, and although we 
agree that economic growth is stagnating at present, we 
believe their distributions will keep pace with inflation. We 
have reduced exposure to property to less than the allowable 
maximum of 25%. 

The Fund has been invested in inflation-linked bonds since 
2010, but it is only over the last eighteen months that they 
have really started to perform. We have all started to feel the 
impact of inflation, however the Fund has benefitted from it 
as the income from these instruments increases in a rising 
inflation environment. We have also steadily added money 
market instruments where the interest rate is linked to 3 
month JIBAR. (The interest rate is reset every three months 
depending on the prevailing interest rate at the time.) At the 
most recent Monetary Policy Committee meeting, SA Reserve 
Bank governor Mrs Marcus, was at pains to point out that 
we are in a rising interest rate environment. Consequently, 
markets have discounted higher future interest rates well 
ahead of the actual occurrence. The “linked notes” have 
benefitted from this trend.  We believe the Fund is well 
positioned to benefit from further rate increases and to 
weather the current slowdown in economic activity.

HH FlExiBlE incomE Fund
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than alternative cash investments.
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Omnia has been in business for 61 years 
and although many perceive it to be a 
fertilizer company, it now earns over 
half its profits from the mining sector. 
The group has 3 Divisions: Mining 
(explosives), Agriculture (fertilizer) 
and Industrial Chemicals, whilst its 
operations extend into sub-Saharan 
Africa, Australasia and Brazil.

It is well known that between 2000 & 
2010, six of the world’s fastest growing 

economies came from Sub-Saharan Africa. Omnia offers 
exposure to 2 of the primary industries related to this GDP 
growth, Mining and Agriculture. With 60% of the world’s 
potential farmland and substantial natural resources across 
many commodities, first-mover advantage in Africa provides 
companies with a massive competitive advantage. The 
company has a footprint across 26 countries in Africa. Whilst 
most companies pushing into Africa are consumer-driven and 
focused on the potential of its 1 billion people, Omnia offers 
exposure to primary African production and the potential to 
unlock Africa’s vast resources of commodities and farmland.

Rod Humphries, Omnia Group Managing Director, said: “We 
are seeing significant growth in Southern Africa’s mining 
sector, which is driving increased demand for Omnia’s 
explosives, as well as increased appetite for Omnia Fertilizer 
products. The growth in both agricultural and mining markets 
has been driven by international demand and development 
trends (urbanization and industrialization across Asia and 
Africa) which are set to continue.” 

Despite the flat SA mining environment, Omnia’s mining 
operations (BME & Protea) have fared well. BME is a market 
leader in bulk explosives, mostly for opencast mining. Unlike 
its main competitor, AECI, Omnia has very little exposure 
to SA’s underground gold and platinum mining sector. 
Africa does pose a challenging operating environment due 
to infrastructure constraints such as lack of electricity and 
transportation, but this is working to Omnia’s advantage. One 
of its key competitive advantages is logistics – its overseas 
competitors do not have factories on the continent, nor the 
years of experience, especially in remote areas. Omnia is well 
positioned with over 500 employees in sub-Saharan Africa 

already. BME is able to set up on site anywhere in Africa at 
very short notice, and rapidly ramp up service levels to ensure 
the steady flow of products.

Omnia’s Agriculture division comprises Omnia Fertilizer and 
Omnia Specialities and is the market leader in Southern Africa 
in its field. The division produces and trades in granular, liquid 
and speciality fertilizers for a broad customer base of farmers, 
cooperatives and wholesalers throughout Southern and East 
Africa, Australasia and Brazil. 

Omnia officially opened its second world-class Nitric Acid 
Complex in Sasolburg in March 2012 to produce nitric acid 
and ammonium nitrate to alleviate the pressure of increasing 
fertilizer input costs and shortages. Management believe that 
they have a “50-year competitive advantage” thanks to this 
new facility. Costing roughly R1.5bn, management estimate 
that the replacement value is R3bn in their hands and R4-
5bn for another competitor. This is the newest and largest 
Nitric Acid facility in Africa.  It can produce 1 000 tons per 
day - 40% more than the original plant. When running at full 
capacity, waste steam generates approximately 50% of the 
total electricity demand for the entire Omnia Sasolburg site, 
which mitigates the impact of rising electricity tariffs.

Recent research indicates that the value of the African 
food market may triple to $1trn USD by 2030 due to global 
population growth. Like China, Africa must and can leverage 
off agriculture as the first layer of growth to feed its immense 
population, create much needed employment, and profit 
from exporting the surplus over time. This is even more so if 
fertilizer use becomes more widespread.

According to research provided by AVIOR, “the sweet spot 
for investors is to buy into companies where Africa makes 
up c.15% of revenues/profits. By this point, the growth 
contribution is meaningful, the company understands its 
markets and the risk of failure is lower. With many SA-listed 
companies receiving 5-10% of revenues from Africa ex-SA, 
the sweet spot is approaching fast.” In Omnia’s case, Africa 
ex SA revenues is greater than 30%. We are excited by the 
prospects of the African growth story and add Omnia to the 
list of companies we feel are best placed to benefit directly 
over the next decade.

omnia: ExplosivE GrowtH

Nick Rogers
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Our next Insight seminar will take a break from the unpredictable world of financial markets and focus on something 
that is, unfortunately, entirely predictable – namely death. Our presentation will focus on the challenges associated with 
administering a deceased estate and some of the actions that you can take prior to death to prepare for it and to ease the 
burden on your surviving spouse.  

Please RSVP to Annalie Robins on 033 3302164 or annalier@hhgroup.co.za. Please note that we will host two seminars in 
Natal – one morning session and one evening session in order to alleviate congestion and make the events more accessible. 
Please take note of the morning venue, the Amber Valley auditorium. 

inSiGht SEminArS: KZn miDlAnDS & JohAnnESBUrG 

natal midlands - morning natal midlands - Evening Johannesburg - Evening
Topic: Planning Ahead: is your bus box in order? No Seminar

Date: 30th of September 30th of September -
Venue: Amber Valley Auditorium

Amber Valley
Fernhill Hotel

Midmar / Tweedie Road
(almost opp entrance to Midmar)

-

Time: 10am for 10.30am 5.30pm for 6pm -

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, 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 Metropolitan Collective Investments Schemes license.  Custodian: Standard Executors & Trustees:  Tel 
(021) 401-2286.  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.   Metropolitan Collective Investments is a member of the ACI 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:  Metropolitan Collective 
Investments Ltd Call Centre, Tel:  0860 100 279, Fax:  (021) 940 5885, PO Box 925 Bellville, 7535 Email:  metunit@metropolitan.co.za.  If your complaint has not been 
resolved to your satisfaction, kindly contact our Complaints Resolution Committee, Tel:  (021) 940 5880, Fax:  (021) 940 6205, Email:  emoruck@metropolitan.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 Metropolitan, please write to, The Ombudsman, PO Box 74571, Lynnwoodridge, 0040.  Telephone (012) 470 9080/99.  Fax (012) 348 3447.  Email:  info@
faisombud.co.za
Charts and data in this publication are sourced from a combination of: Bloomberg, Harvard House calculations, The JSE, SARB, STATS SA and various stock brokers 
including but not limited to, ABIOR Capital Markets, Deutsche Bank, JP Morgan, Macquarie and Renaissance Capital.
 
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)

contAct DEtAilS
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      (  +27 (0) 33 330 2164
G     3 Harvard Street, Howick, 3290, South Africa 7  +27 (0) 33 330 2617   
+ P.O. Box 235, Howick, 3290, South Africa  @  admin@hhgroup.co.za
        www  www.hhgroup.co.za  


