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In this edition:

• Outlook for 2016: a weak outlook exacerbated by recent events
• Dual-listed shares: not all performing equally

(n: immediate insight; receive knowledge by direct perception)
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OUTLOOK 2016: A WEAK OUTLOOK EXACERBATED BY RECENT EVENTS

Even before Finance Minister Nene was 
fired, an event that triggered a sharp 
reaction in local financial markets, we 
had painted a rather subdued outlook 
for 2016 at our year-end seminar. 
That outlook has been somewhat 
superceded by recent events, but 
we will delve more into that further 
on. While the shenanigans from our 
president will be foremost in most 
people’s minds, 2015 has been quite an 
eventful year. This year has had its fair 

share of humanitarian tragedy – the earthquake in Nepal, 
the refugee crisis, and various terror attacks, to name but 
a few. The world of Finance has been equally eventful. The 
European Central Bank embarked on its own QE program 
in January, Greece defaulted on its debt in July and China 
devalued its currency. On top of all that, we have had to deal 
with the lingering uncertainty over US interest rates.  That 
uncertainty ended on 16th December, but the markets have 
quickly shifted their focus to the pace of further increases 
over the course of 2016. No-one can argue that it has not 
been an eventful year. The problem is that 2016 is looking like 
more of the same.

At the start of 2015, we predicted that the market would 
deliver muted returns and positive earnings growth, which 
together implied that valuations would gradually decline thus 
laying a stronger foundation for future returns. Unfortunately 
by the beginning of December this had not occurred. The 
market as a whole was more expensive than it was at the start 
of the year. The aggregate number did mask selected sectors 
which had become noticeably cheaper – financials and 
selected local industrials are good examples – whilst other 
sectors had become more expensive – resources and rand 
hedge industrials. Interestingly, the same broad trends were 
apparent in offshore markets as well. So broadly speaking, 
equity markets will start the new year on a tough footing.

The JSE has corrected sharply in December, 
so valuations are not as much of a concern 
as they were just a few weeks ago. 
However, the outlook for profit growth has 
deteriorated at the same time, so there is 
no room for complacency. 

Before we focus on local issues, let us 
examine some of the global issues that are 
likely to have an impact on financial markets 
next year. By far the single most important 
variable is the timing and pace at which the 
US Federal Reserve will raise interest rates. 
After a year of cat-and-mouse policy, the 
US Federal Reserve finally got out of the 
starting blocks in mid-December. Thank 
goodness for that. This change has been 
well flagged, and so, as expected, markets 
took it in their stride. However, the focus 
now shifts to the outlook for 2016 – and 
the pace of any further increases. The 

Michael Porter

PE Ratio Start of 2015 End Nov 15 Current
JSE All Share 17.0 18.7 19.2
     - Resources 12.8 20.2 20.8
     - Financials 15.2 11.2 11.1
     - Industrials 21.8 21.5 25.3
FTSE 100 22.5 28.9 27.9
S&P 500 18.2 18.5 18.3
EuroStoxx 50 19.0 23.0 21.4

Markets have been rocked by numerous events this year.

JSE ALL SHARE INDEX
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market is divided on the pace at which further increases will 
occur. As we expected, the Federal Reserve will be cautious 
and patient, even more so given it is an election year in that 
country. But that will not stop markets reacting to unfolding 
economic events and making their own judgement. In a word, 
that implies that markets will remain as volatile as ever. We 
expect just two more increases over the course of 2016 – far 
less than the market. If we are correct, then the Dollar is likely 
to weaken. 

Apart from US interest rates, investors will need to keep a 
close eye on the central banks of the UK, Europe and Japan. All 
are in different phases of monetary policy. The UK is expected 
to follow the US example and raise its own interest rate by 
mid year. On the other hand, the ECB and Japan continue to 
print money. So we will have very divergent policies across 
the world. The most visible impact will be on currencies. We 
have already experienced unprecedented currency volatility 
for the past 2 years, but there is no sign of this changing 
anytime soon. 

The other big global issue is China. What is happening in that 
country? Will it ever regain its former glory? The answer to 
the last question is almost certainly, “not in the near future”, 
given their transition from an export-orientated, to a more 
consumer-oriented, economy. But that does not mean that 
its growth phase is over – just that the nature of that growth 
is changing. Nonetheless, markets remain very sensitive to 
Chinese data. Any improvement in the trend will be most 
welcome, but the more likely scenario is for the rate of 
growth to gradually decline.

Why should local investors worry about these global events? 
Surely we have enough on our minds at the moment. 
Foremost, the actions from the US will dictate the direction 
of the US Dollar, which in turn has a huge bearing on the 
performance of both emerging market currencies and 
commodity prices – both of which are very important to the 
outlook for our own economy. The US Dollar has surged in the 
past twelve months – in anticipation of higher interest rates. 
This has been at the expense of almost all other currencies, 
including the Rand. Commodity prices have also plunged – 
partly due to weak demand, but mainly due to the strong 
dollar. Given that commodity prices are all referenced in US 
Dollars, a strong dollar implies weak prices. The correlation is 
clearly visible in the chart in the next column.

That brings us onto our local issues. At the end of November, 
we were concerned about weak GDP growth, the pressure on 

government finances and tax revenues, and the consequent 
risk of a ratings downgrade. Coupled with that, we face 
the prospect of our worst drought in decades and a high 
probability of further increases in interest rates to quell the 
inflationary impact arising from higher food prices. These 
risks all remain, and if anything have been amplified by the 
uncertainty emanating from the change of our Minister of 
Finance. The market reaction said it all. 

What is our take on these events? Firstly, it came as a shock 
to both us and the broader investment community. The ink 
was barely dry on the announcements from both Fitch and 
S&P on the future grading of our sovereign rating – both 
pointing to the fact that South Africa has zero wiggle room if 
we are to avoid being downgraded to sub-investment grade 
(or “junk”) status. From that point of view, the timing could 
hardly have been worse. Secondly, all South Africans could 
see this for what it was – the president forwarding his own 
agenda and self-interest at the expense of the country as a 
whole. However, the about turn and the pressure from senior 
members of the ANC has been a welcome development, a 
signal, in our opinion that Zuma has weakened his position. 
There are clear rifts within the ANC, supported by record low 
opinion polls. The probability of a change in the president has 
risen – and that would be a major boost for the morale of this 
country. Zuma has no credibility left, but he has also done 
irreparable damage to our international reputation. Post the 
axing of Nene, markets started to price in a move to junk 
status. There is no room for any error. Markets will watch key 
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events such as the Budget like a hawk. Any sign of a change 
to fiscal policy will be harshly punished. We believe that 
Treasury understands this, but whether they can walk this 
tightrope remains to be seen.  At least Treasury has passed its 
first test – the SAA deal has remained unchanged. However 
in late December, the government gazetted its decision to 
proceed with its nuclear procurement strategy. That policy 
remains as controversial as ever. Furthermore, Government 
also published further guidelines on its NHI – National health 
Insurance – in December. While the goals might be laudable, 
there is still no clear answer as to how they will be properly 
funded. One only has to look at the UK’s NHs to understand 
the drain that such a service can be on an economy. 

Apart from the political ramifications, what are the economic 
implications of this decision? Why have markets fallen so 
sharply? The biggest casualty of this crisis has been the 
Rand. In past issues of Intuition and in our seminar, we 
argued that the underlying fundamentals for the Rand were 
starting to improve. Exports were gradually rising, fuelling a 
recovery in the trade balance and the current account deficit. 
Furthermore, we argued that much of the current weakness 
was due to global factors – as described earlier – such as the 
strong dollar and weak commodity prices. Our conclusion 
was that the Rand may remain vulnerable to global events 
and poor sentiment towards emerging markets, but this 
would not last forever.

Unfortunately, the current crisis is very much a South African 
event, rather than a globally-initiated crisis. The chart below 

highlights the Rand versus a handful of other countries. As you 
can see, the Rand performed very much in line with the rest, 
which lends support to our interpretation that global events 
were largely to blame. That changed in December. A recovery 
in the Rand now very much depends on us implementing 
some “self-help” policies.

Unfortunately, a weaker Rand does not just weigh on 
sentiment. It has tangible implications as well. The most 
pressing concern is whether interest rates will need to rise 
to protect the currency and / or stave off a rise in inflation. 
Sharply higher interest rates would in all likelihood start a 
spiral of bad debts at the banks, from both consumers and 
corporates, both of whom are feeling the pressure of weak 
economic growth. Bond yields have weakened since the 
event, although they have recovered from their worst levels. 
Higher yields imply higher borrowing costs for government. 
Again, this comes at a time when debt as a percentage of 
GDP is already at uncomfortably high levels. Higher interest 
payments mean there is less tax money available for all other 
areas of spending. The country can ill-afford further delays to 
service delivery, given that the lack thereof is the root cause 
of the current malaise.

Emerging markets, as an asset class, have been hugely out 
of favour amongst foreign investors for the past two years. 
Investors have been withdrawing their funds at a record pace 
for a while now, given the sorry state of affairs in Brazil, Russia 
and Turkey, to name a few. The same is true for South Africa. 
Insufficient time has passed to judge the reaction from foreign 
investors to the crisis, but we expect outflows to gradually 
gather pace. It will take time and effort for our authorities 
to rebuild foreign confidence. We should not expect a sharp 
inflow any time soon.

Where does that leave local investors? Even before the crisis, 
we were expecting a weak 2016, and we cautioned in our 
seminar that investors should brace themselves for negative 
returns next year. Some of those negative returns may now 
have been brought forward into 2015. But the slight rally in 
December has taken the worst off the Nene fallout. Over 
the past few years, we have published histograms of annual 
returns on the JSE. Very few years have shown negative 
returns, but this may be about to change. (See box.) 

But we cannot ignore the starting point that markets are at 
lofty valuations and economic growth will be anaemic next 
year. We have taken data from 1960 and for each month, 
we have taken the starting p/e ratio and then calculated the 
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return earned over the next twelve months. A regression line 
then plots the line of best fit. As one would expect, the line 
slopes down from left to right. This means that as the p/e 
ratio increases, the expected return reduces. That makes 
intuitive sense. For a p/e ratio of 18x, we cannot expect 
high returns. Rather, returns should be between 0% - 10%. 
But given the prevailing mood, returns could easily slip into 

negative territory.

This all sounds rather gloomy, but there is always opportunity 
in the markets – sometimes you just have to look harder to 
find it. Like 2015, returns next year will be highly dependent 
on correct stock picking rather than following the broad 
momentum of the market. Regardless of policy, there are 
always winners and losers, and companies pressing on with 
their plans, despite the environment. Companies are not 
countries – but we have to acknowledge that, for the first 
time in a long time, politics has encroached into economics. It 
will take time to convince investors that it is business as usual. 
Markets will remain on a knife-edge until there is evidence of 
an improvement.

Finally, as we have for so long espoused, during periods 
such as these, investment income becomes more important 
than ever. During periods of weak capital growth, income is 
a crucial component of the overall return. The chart below 
shows the total returns from the JSE over the past few years. 
The blue portion is the capital growth, the red is the income 
portion. Capital growth has been declining of late, but the 
income portion has held steady. Furthermore, the income is 
increasingly contributing more and more of the total return. 
We expect this to be very much the case in 2016. We will 
remain sharply focused on dividends. 

PE RATIO VS 12-MONTH RETURNS
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Headline inflation has been benign recently, thanks in part to 
collapsing oil prices. But food inflation in light of the drought is a 

concern for 2016.

The charts below show annual historical returns for the broader JSE (left) and Property Sector (right). Returns for 2015 
for both charts were between 0-10% - a very solid result under the circumstances. Looking ahead to 2016, investors 
should not be too ambitious. We are certainly only expecting single-digit returns for 2016 – unfortunately we are not sure 
whether those will be positive or negative!

JSE RETURNS HISTOGRAM
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PROPERTY RETURNS HISTOGRAM
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Last year, the total return for the JSE and Listed Property were 5.1% and 8.0% respectively. 
Income contributed a large proportion of those returns.”
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Markets are extremely fluid at present, making short term 
decisions difficult. What have we done? We did not panic 
when the crisis broke, but we have reacted where necessary, 
raising some cash and retaining the rand hedges. Moreover, 
where clients rely on a monthly income, we are taking any 
action necessary to ensure that the income is not in jeopardy. 
In many respects, we have been positioning for this for 
some time – gradually moving away, where possible, from 
locally listed property towards offshore listed counters, and 
increasing our exposure to rand hedges where practical. 
Financial shares and listed property shares have been badly 
affected. But both have recovered since the initial reaction. 
We are assessing the impact on economic growth for next 
year and whether further action is necessary.

Markets reacted very quickly to events – the banks in 
particular losing 20% over 2 days. However, hindsight has 
shown that events are fluid and a panic reaction is not always 
the best course of action. Markets have recovered some 
of the fall. A further recovery will depend on how quickly 
government restores its credibility. 2016 may even herald a 
few positive surprises – change at the municipal level in June 
elections would certainly improve the mood and give the 

Rand a strong boost. Whatever the outcome, 2016 looks set 
to be a challenging year. We will be here to guide you every 
step of the way. 

Summary of Key Thoughts on the Outlook for 2016
1. US interest rates will rise further – we believe by 0.5%, but the market is expecting 1%. 
2. The US Dollar will weaken in H2 as interest rates rise less than expected. That will relieve some of the pressure on 

emerging market currencies and commodities.
3. Our interest rates will rise by 0.5% as well, and we will get further tax increases in the February Budget.
4. The fundamentals for the Rand (exports and imports) will continue to improve, but the Rand will not strengthen 

until there is some renewed credibility from our government. 
5. We expect muted returns from the JSE, and they may in fact be negative. Investment income will be an important 

differentiator of returns. 
6. A few picks for the year:  The banks (Standard and Nedbank). Datatec, Sanlam, Mr Price, and Investec Australia 

Property Fund. 

DUAL-LISTED SHARES: NOT ALL PERFORMING EQUALLY

I cannot remember whether it was BHP Billiton or SABMiller 
that started the trend of local companies moving their primary 
listings offshore. It was certainly controversial at the time. 
Nonetheless, the trend has gathered pace in recent years, 
to the extent that the JSE is littered with companies that 
have their primary listing on a foreign stock exchange and a 
secondary listing on our local market. What does this mean? 
It often means that the price of that share is determined in 
the foreign jurisdiction. The local price is therefore just the 
foreign price multiplied by the prevailing exchange rate.

In periods of Rand weakness, these dual-listed shares come 
into their own by offering local investors diversification 
away from the SA economy and protection from the weaker 
currency. This has certainly been the case recently. Rand 
hedge shares have performed well. But it can be useful 
to study the performance of the shares in their foreign 
jurisdictions. Is the share price in South Africa rising because 
it is a quality company, or merely because of weakness in the 
exchange rate?

COMPOSITION OF JSE ANNUAL RETURNS
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Capital growth has become more and more scarce recently, with 
income being an important component of total returns. We expect 

this to be even more prominent in 2016.
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BRITISH AMERICAN TOBACCO
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The charts below highlight the share prices (local and 
foreign) of four widely held dual-listed shares. Each chart 
has been re-based to 100, to make the comparison of share 
prices in different currencies simpler to understand. The 
charts start on the 1st January 2015 – how the shares have 
performed this year – in their foreign jurisdiction and on the 
JSE. We have excluded New European Property Investments 
and Rockcastle – even though they are dual listed shares and 
widely held in client portfolios – they barely trade on their 
foreign exchanges. In their instance, the price is determined 

on the JSE. The trend towards dual listings looks set to 
continue. Steinhoff moved its listing to Frankfurt at the end 
of November. Mediclinic is in the process of merging with 
London-listed Al-Noor Hospital Group. Post the transaction, 
Mediclinic will move its primary listing to London and be 
regarded as a globally diversified hospital group. Given the 
lack of local opportunity, we should expect more of this 
trend over the next eighteen months. It is sad for the JSE to 
be losing some its most highly regarded companies – but the 
logic for the companies themselves is hard to fault!
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The share price of Bat in London has trended largely sideways 
for the past year. In fact, it has trended sideways for the past 30 
months. The share is now near its cheapest valuation since the 

Financial Crisis. We believe the UK price is set to rise as results 
gain momentum. That will be positive for local shareholders.

Like the rest of its luxury peer group, Richemont has had a poor 
year. Weak growth, a crackdown on corruption in China, and 

currency swings have all taken their toll. 2016 could be more of 
the same. Rand shareholders have been protected by our weak 

currency, but are vulnerable to a recovery in the currency.

There has been no respite for either local or foreign shareholders 
of the mining companies. Weak growth, excess supply and a 

strong dollar have all weighed on sentiment and profits. Local 
shareholders are marginally better off thanks to the Rand. A turn 

will only come when commodity prices bottom out.

Anglo American must be ruing the day that it ever unbundled 
Mondi. Since being “set free” by its parent, the group has gone 
from strength to strength. Conditions have turned tougher given 
the weak rand and weak Russian Rouble. But the future remains 

bright, regardless of where you hold your shares.
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Our next seminar will move away from markets to rather focus on a behind-the-scenes look at Harvard House. We 
appreciate the loyalty and support of our clients, so would like to take this opportunity to inform clients of some of the 
inner workings of the company to whom you have entrusted your hard earned savings. The seminar will be hosted by our 
CEO, Peter Smith. 

Please RSVP to Clare Mitchell on 033 3302164 or clarem@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. 
Both seminars will take place at Fernhill Hotel.

INSIGHT SEMINARS 

Natal Midlands - Morning Natal Midlands - Evening
Topic: The inner workings of Harvard House

Date: 26th of January 2016 26th of January 2016
Venue: Fernhill Hotel

Midmar / Tweedie Road
(almost opp entrance to Midmar)

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 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)

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  


