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Thankfully, 2016 has drawn to a close. 
Looking back, it has been a rather frenetic 
year, and one dominated by politics 
both locally and abroad. We started the 
year on the back foot, reeling from the 
“Nenegate” scandal. The Rand reached its 
weakest point in early January as strong 
US data pointed to aggressive interest rate 
increases in that country over the year. In 
the end, the US only raised their interest 
rates once – two weeks ago on the 14th 

December. A weak starting point and a far less aggressive pace 
of increases in US interest rates set the stage for a significant 
rally in the Rand, one that has weighed on the local market 
given the number of Rand hedge shares that are listed on the 
local exchange. Dual-listed shares such as British American 
Tobacco, AB-Inbev and Richemont have been especially 
vulnerable to a stronger currency, as have the offshore-focused 
property counters. 

As the chart below highlights, the two main events of the year 
were undoubtedly Brexit and Trump’s election victory. Both 
unexpected results caught markets off-guard. Six months after 

Brexit, we are still no wiser as to what a future UK / European 
relationship might resemble. Markets have reacted quickly to 
Trump’s victory. US equities and the US Dollar have rallied, 
at the expense of emerging market equities and currencies.
 
The other dominant theme for local investors over the course 
of 2016 has been the steady recovery in commodity prices. A 
change in policy in China together with tighter stockpiles sent 
commodity prices soaring, and they have remained elevated. 
Despite the stronger Rand which would normally weigh 
on the performance of mining shares, the sector has rallied 
sharply this year, but with incredible volatility. In fact, mining 
shares have kept the JSE in positive territory for the year 
as Financials and Industrials have wilted. The table below 

highlights the returns for each major sector of the JSE for 
the past 2 years. We did caution investors this time last year 
to lower their expectations. We were concerned that returns 
would be weaker than those which have been achieved in 
recent years. Unfortunately, this proved to be true. The JSE 
has struggled to keep its head above water this year.

Enough of looking back, it is time to look forward to the year 
ahead and what it might hold for investors. Our recent seminar 

was entitled “4 ½ reasons to be optimistic”, 
which in itself might be interpreted as 
unconvincing. Why not five reasons? Let me 
explain. 

As most investors know, we have had a weak 
economy for some years now. In fact, the 
trend in our economic growth rate has been 
weaker for the past five years. In 2011, the 
economy was growing at an annual rate of 
almost 4%. That has slowed to the current 
rate of just 0.6% - barely growing at all. 
Consequently, earnings (or profit) growth for 
companies listed on the JSE has slowed as 
well – and is now actually contracting versus 
this time last year. Therefore, the question 
that we need to answer is as follows: what 
factors (if any) will reinvigorate both the 
economy and the JSE? We identify 4 ½ 
reasons to be mildly optimistic for the year 
ahead.

4 ½ reasons 
to be optImIstIc 

for 2017

Michael
Porter
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The year has been dominated by political events.

sector 2015 return 2016 return
resources -24.5% 31.7%
Financials 0.0% 0.7%
Industrials 12.5% -8.6%
Property 8.0% 10.2%
Total – all Share Index 5.1% 2.6%
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1. A global tailwind

Whilst it may not be much comfort to local investors, South 
Africa is not alone in experiencing weak economic growth. 
Generally speaking, the world as a whole has been through a 
very soft period of growth for the past two years. We believe 
that might be coming to an end. For some time, central bankers 
have pleaded with governments to loosen fiscal policy. But 
politicians have actually gone the other way – tightening 
spending in an effort to reduce debt. Trump’s victory could 
usher in a new era of US economic policy. He is in favour of 
reduced taxes and higher government spending – in an effort 
to boost economic growth and get Americans back to work. 
Consequently, expectations for the rate of growth in America 
has risen sharply – the forecast is now 3.5% for 2017. We 
believe that such a change in the US will prompt European 
and Chinese policymakers to consider similar options. Hence, 
after a few years where the global economy has been of 
little help to us, we believe that finally, 2017 will see a more 
supportive global economy. 

2. A commodity revival

We have already seen a sharp increase in selected commodity 
prices, and those higher prices are already feeding through to 
higher exports and improving revenues for our local mining 
companies. Whilst gold and platinum prices remain depressed, 
coal, iron ore and manganese prices have surged. In November, 
a record amount of coal was exported through the Richard’s 
Bay Coal Terminal, a clear illustration of how quickly mining 
companies can respond to improving conditions. We expect 
to see an improvement in mining volumes, exports and export 
earnings for our mining industry. This is turn should preserve, 
and hopefully create, jobs in the mining industry, which in 
turn will feed through to the local economy.

3. A little self-help and luck

One of the more encouraging statistics for our economy is 
the fact that we are finally producing more electricity. It is 
common knowledge that it is almost impossible to grow an 
economy without sufficient power. Fortunately, load-shedding 
appears to be a thing of the past – let us hope that Murphy’s 
Law does not suddenly apply – and the new power stations 
along with various independent power projects are finally 
delivering consistent added power into the national grid. As 
the chart below highlights, electricity production is growing at 
an annual rate of 2%, the fastest rate of growth since mid-2011. 
In our opinion, this has been a major constraint to growth, and 
one that finally appears to be lifting. 

There are two other aspects to our self-help argument. The 
first is that South Africa continues to benefit from a recovery 
in exports as domestic manufacturers respond to the generally 
weaker level of the currency compared to a few years ago. We 
anticipate that this trend will continue in 2017 thanks to the 
more positive global economy. Secondly, rains have alleviated 
the worst of the drought conditions. We know that much more 
rain is required to full dams ahead of the winter, but we are 
confident that crop volumes will be higher this season than 
last year. This will boost growth from the agricultural sector, 
as well as shoring up rural wages, which then flow back into 
the broader economy.

4. Lower inflation

Headline inflation has been above the upper target of 6% set 
by the Reserve Bank for the past eleven months, a function 
mostly of Rand weakness feeding through to local prices, and 
substantially higher food inflation due to drought conditions. 
We expect both of these negative factors to subside over the 
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course of 2017. Rand weakness is in the system, and we 
expect a stable, if not modestly stronger, currency over the 
next year. In addition, we expect food inflation to moderate 
as crops recover. Together, these factors should push headline 
inflation below 6%. The implication is that we do not expect 
any further increases in our own interest rates. Rather, we 
believe there is scope for the Reserve Bank to start cutting 
interest rates in the second half of next year. That in turn will 
provide some relief to the consumer.

In addition, we estimate that current wage and salary increases 
are being settled at an average of between 7%-8%. As inflation 
falls, the growth in salaries is faster than the growth in 
inflation, thereby leading to a real increase in incomes. This is 
illustrated in the chart below. We expect real salary increases 
of just over 2% for 2017 – which is not substantial in itself 
– but is the highest rate of real growth since 2011. Together 

with lower interest rates, we anticipate that this will lay the 
foundation for a recovery in consumer spending.

The one caveat is higher taxes. Minister Gordhan has already 
alluded to higher taxes in his recent Medium Term Budget 
speech. The government is aiming to collect an extra R28 
billion in taxes next year. We have no certainty as to which 
taxes will rise, but we believe that a new, higher marginal tax 
rate of either 43% or 45% is imminent. This will also imply a 
higher rate of Capital Gains Tax for high income earners. So 
unfortunately, higher taxes will undo some of the benefit of 
lower inflation, but overall, we forecast a net benefit to the 
consumer sector.

4 ½. Foreign activity

This is the “half-a-reason” that we alluded to in the title of 

this article. Why is that so? There has been net disinvestment 
by foreign investors out of South Africa over the course of 
2016 – of R100 billion for equities and R30 billion for bonds. 
Some of this disinvestment relates to large corporate deals – 
Barclays reducing their stake in Barclays Africa (Absa), the 
SABMiller transaction and the sale by GlaxoSmithkline of 
its stake in Aspen. But institutional investors have been net 
sellers as well, and the pace has accelerated since Trump’s 
victory. Since the election, global investors have shunned 
emerging markets (not just SA) in favour of better prospects 
in the US. In the short term, we can appreciate the merits of 
this strategy. One can now earn higher income yields on US 
government bonds, and economic growth is anticipated to be 
strong in America. Why then invest in other countries that 
carry a higher level of risk?

However, on a longer-term view, we believe that a stronger US 
economy will drag the rest of the global economy along with 
it, and we expect emerging markets to be net beneficiaries 
of this growth. Hence, we believe that there is a reasonable 
prospect that foreigners become net investors into our capital 
markets next year, rather than net disinvestors. If that is the 
case, then we anticipate that local shares will perform well as 
foreigners scramble to invest in our quality companies. It may 
also imply that the Rand is stronger than anticipated. 

Putting the four (or five) factors above together, we are 
forecasting a modest recovery in our rate of economic growth 
this year. It is likely that our economy will have grown by 
0.6% in 2016 – hardly any growth at all. For 2017, we forecast 
growth of 1.5%. In absolute terms, that is still pitifully low. 
But relative to our recent past, it marks an acceleration in the 
pace of growth that should lay the foundation for a stronger 
period of corporate profitability. 
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Apart from politics, the one big risk to our more positive 
outlook for next year is the pace at which the US Federal 
Reserve raises interest rates. This time last year, the market 
was anticipating four increases of 0.25% each. That would 
have raised US interest rates from 0.5% to 1.5% - a substantial 
increase. In the end, interest rates were raised only once – by 
0.25% to a level of 0.75%. Once again, the market is cautious 
that stronger US growth may lead to faster increases in US 
interest rates. We anticipate that the US Federal Reserve will 
raise their interest rates twice in 2017. Anything that is more 
aggressive is likely to cause the Dollar to strengthen and by 
implication, the Rand to weaken. This in turn would undo 
the positive outlook for local inflation and sentiment towards 
emerging markets in general. 

However, economic growth is just one leg of the argument. 
Markets thrive on better economic growth, but investment 
returns are very dependent on the starting point. How are 
markets priced, and do they offer reasonable value? Long 
time investors, or those who study markets more diligently 
might argue that South African shares are expensive at current 
levels. A cursory glance at the Top 40 Index shows that our 
forty largest shares are trading at an average P/E ratio of 25.6x 
– that is expensive by any standard. We have been perplexed 
by such a high ratio, because our analysis of individual 
companies points to substantially lower valuations. Upon 
further analysis, we believe that a few unique circumstances 
are distorting the ratio for the market as a whole.

The table below highlights the situation. At face value, the 
Top 40 Index trades at a P/E Ratio of 25.6x. But if we exclude 

four companies – Naspers, AngloGold, BHP Billiton and 
Impala Platinum - then the ratio for the balance of shares 
remaining (36 of them) falls to 13.8x. We believe this is a 
far more accurate indication of the level at which shares are 
trading. They are not as expensive as they appear to be, and in 
fact, are significantly cheaper than their recent history. This, 
together with the prospect of better economic growth, lays the 
foundation for improved equity returns in 2017. 

Taking this analysis further, we have taken monthly data from 
the JSE going all the way back to 1960. For each month we 
have plotted the P/E ratio and the corresponding return for the 
following twelve months. In other words, for January 2015, 
we would take the P/E ratio that month, and then calculate 
the returns from the market from January 2015 to January 
2016. The result is the chart below. As expected, there is a 
correlation between the starting level of the P/E ratio (on 
the horizontal axis) and the 12-month return. The lower the 
starting P/E ratio, the higher the expected return. This makes 
intuitive sense, and is why the orange line slopes downwards 
from the left to the right. 

Last year, we started the year at a P/E ratio of over 18x. 
Based on the chart, such a starting level implied flat or 
slightly negative returns, which has largely come to pass. 
Encouragingly, we start this year in a far healthier position. 
Based on our Adjusted Index above, a starting level at a P/E 
Ratio of 14x suggests equity returns of almost 20%. Due to 
political noise and a higher level of uncertainty than normal, 
we think such expectations need to be reduced. We anticipate 
equity returns for 2017 of 10%-12%. This is a far cry from the 

Unadjusted Index

name weight (%) p/e ratio comment
Top 40 Index 100.0% 25.6x This appears 

expensive at first 
glance

adjusted Index
name weight (%) p/e ratio comment
naspers 16.4% 39.0x Sum of the parts / 

naV valuation
angloGold 1.1% 87.4x P/E falls to 8.8x 

as earnings 
recover in ‘17

BHP Billiton 9.4% 68.9x P/E falls to 15.8x 
as earnings 
recover in ‘17

Implats 0.5% 347.4x P/E falls to 20.7x 
as earnings 
recover in ‘17

adjusted Top 
40 Index

72.6% 13.8x Mainly financial 
and industrial 
shares
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Wednesday 14th December started off like any other day in 
the market. But it seems that every corporate deal that bankers 
had been working on all year all came to fruition on the same 

day. By the end of the day, the market was 
reeling from a deluge of corporate activity, 
including:

1. A merger between New European 
Property Investments and Rockcastle 
Global Real Estate.
2. A complicated transaction between 
Steinhoff and Shoprite
3. The acquisition by Sanlam, of a 
further 16.6% in Saham Finance, a leading 
provider of financial services across North 

and West Africa.
4. The acquisition by RMI 

Insurance Holdings of a 
30% stake in the Hasting 
Group, a leading direct 
insurer in the UK market.

5. The acquisition by 
Hudaco, of two small 
IT-related businesses, 
SS Telecomms and 
Commercial ICT.

6. The restructuring of 
Hosken Consolidated 
Investment’s slot machine operations, via Niveus 
Investments and Tsogo Sun.

7. The sale, by Texton Property Fund, of a portfolio of non-

core properties.

Normally corporate news dies down in December as bankers 
and corporate financiers take a much-needed break. That has 
not happened this year. Given our holdings, we would like 
to elaborate on just two of the above-mentioned deals – the 
merger between NEPI and Rockcastle and the proposed 
transaction between Steinhoff and Shoprite.

New European Property (NEPI) and Rockcastle

This merger has been in the pipeline for a few months – 
the companies first announced in October that they were in 
discussions with each other. There are a number of reasons 
why a merger between these two companies makes sense, 
including:

1. The companies operate in contiguous areas. NEPI is 
dominant in Romania and surrounds, whilst Rockcastle 
has all its properties in Poland. A merger will create 

a regionally dominant 
company which can pool its 
management teams for greater 
efficiency.
2. They have similar 
management teams and 
Boards of Directors. Both 
companies are ultimately part 
of the Resilient and Fortress 
stable of property companies.
3. C o n s e q u e n t l y , 
there are numerous common 
shareholders between the two 
companies.

4. The combined entity will have a market capitalization 
of over R80 billion, making it the largest listed property 
company in South Africa. That will increase its exposure 

exceptional returns earned a few years back. However, these 
expected returns should be well in excess of both inflation and 
interest on cash balances.

In summary, we do not believe that 2017 will be the best 
of times, but we do not believe it will be the worst of times 

either. We do anticipate a turn in our economic cycle, which 
will be reflected in markets. Unfortunately, politics will 
remain prevalent, and we do not expect the recent heightened 
volatility to go away. But despite a potentially bumpy ride, 
we believe that the journey this year will at least be more 
rewarding than last year.

merGer 
manIa

Summary of our views:
1. SA GDP growth is forecast to accelerate to 1.5%.
2. US GDP growth is expected accelerate to 3%. Consequently, US interest rates may rise by 0.5% over the course of the 

year.
3. SA Inflation should fall back into the target range of 3% - 6%.
4. The Reserve Bank may start cutting our interest rates late in 2017.
5. SA equities are forecast to deliver returns of 10% - 12% in 2017.

Michael
Porter

normally corporate news 
dies down in December 
as bankers and corporate 
financiers take a much-
needed break. That has not 
happened this year.”
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in this country where, despite their size, the companies 
are still not widely followed. The combined entity will 
also have a higher weighting in various indices and better 
tradeability, making it more attractive for large local and 
foreign investors.

5. The combined entity will seek a foreign listing in either 
Amsterdam or Brussels. Once listed, it will be the 5th or 
6th largest property company in Europe, thereby attracting 
a new set of shareholders to the Group.

6. Due to its combined size, it will be able to raise capital at 
far better interest rates, which will enhance the returns it 
earns on new developments. 

The merger will take some months to consummate, so we will 
keep clients informed as more details emerge. We support 
the merger in principle for all the reasons outlined above, 
and agree that it makes strategic sense. However, such a 
merger does have consequences for our clients. We have been 
longstanding investors in both companies, and many clients 
have a holding in both entities. When combined, there will 
be numerous clients whose exposure to the combined Group 
will exceed 12% of their total portfolio. In our opinion, this 
is too high and can add risk to a portfolio through excessive 
concentration. Hence, we will have no option but to gradually 
reduce this exposure to a more manageable level. This will be 
done in a measured approach to optimize any potential Capital 
Gains Tax liability.

Steinhoff / Shoprite

Some form of combination between these two companies 
has been expected ever since Christo Wiese, the largest 
shareholder of both companies, suggested the benefits of 
such a merger a few months ago. However, given the fact 
that Steinhoff has made three other acquisitions in the 
past three months, investors have grown rather wary of 
indigestion. The prevailing investor mood was for a period 
of consolidation, not another large meal! In addition, the 
structure of the deal caught the market by surprise. In simple 
terms, the transaction is as follows:

1. Shoprite will acquire all Steinhoff’s African retail assets, 
including Pepkor Africa, JD Group, Tekkie Town and 
Timber City, amongst others. In exchange for these 
assets, Shoprite will issue new shares to Steinhoff, 
making Steinhoff the largest shareholder in Shoprite.

2. Shoprite will no longer be a predominantly food retailer. 
Through Pep and the other Steinhoff brands, it will 
become a mass market retailer of food and general 
merchandise.

3. The second leg of the transaction is for Shoprite’s largest 
shareholders – Christo Wiese and the PIC – to swap their 
shareholding in Shoprite for new shares in Steinhoff. 

This will increase Steinhoff’s interest in Shoprite to over 
50%. So Steinhoff will control the enlarged Shoprite 
Group, and it will be renamed to “Retail Africa.”

4. Due to the fact that Steinhoff’s shareholding in Shoprite 
will rise above 35%, Steinhoff will be forced to make an 
offer to all minority shareholders in Shoprite to acquire 
their shares. Steinhoff have stated that they do not wish 
to delist Shoprite from the JSE. They will encourage 
shareholders to retain their shares.

At face value, the enlarged Shoprite Group will have 
enormous scale across the African continent, and will be the 
dominant retailer by any measure. Thanks to its long history 
in Africa, Shoprite is uniquely positioned to accelerate the 
rollout of Pep stores across the continent. We believe that an 
enlarged Shoprite Group would be an attractive investment 
option for local investors.

However, as is often the case in these deals, the initial 
announcement was short on detail. Specifically, there is no 
mention of the price that Shoprite will pay to Steinhoff for its 
African operations, nor the ratio at which Wiese and the PIC 
will swap their Shoprite shares for Steinhoff shares. Both of 
these are critical to assess whether each set of shareholders 
are being treated fairly. Nonetheless, the market’s reaction 
was unambiguous – both share prices fell sharply after the 
announcement. That is not because the proposed changes are 
unattractive, but rather because of the lack of detail, and the 
relentless pace of corporate activity from Steinhoff. Before 
the proposed merger, Steinhoff already had the same number 
of stores worldwide as Wal-Mart, the world’s largest retailer. 
Together with Shoprite, it will be one of the largest retailers 
in the world – if not the largest. More information is required 
to determine whether the merger has merit, or whether it is 
driven by ego rather than economics. 

In the meantime, we believe both companies are attractive as 
stand-alone investments. We have no intention of reducing 
our exposure to either company until more information is 
released in the new year. 
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The start of a new year is usually associated with 
resolutions to make positive change in some shape, 
form or size. We believe that this applies to your 
financial affairs as well. We will kick off our 2017 seminar 
program with a detailed analysis of how to get the most 
out of your investments, and the traps to avoid.  

Please rSVP to Clare Mitchell on 033 3302164 or 
clarem@hhgroup.co.za. Please note that we will host 
two seminars – 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.

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:

INsIght semINars:

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.
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(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 
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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)

natal mIdlands
Topic: Smart	investing	for	difficult	times
Date: 31st january 2017
Venue: Fernhill Hotel

Midmar / Tweedie  road
(almost opposite entrance to 
Midmar

Morning Time: 10am for 10.30am
Evening Time: 5.30pm for 6pm

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:


