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• Eyes on the ground: feedback from recent conferences
• Important administrative changes
 o Nedbank Corporate Saver
 o Harvard House unit trusts

(n: immediate insight; receive knowledge by direct perception)
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Market Insight from the Harvard House Group

In our “Outlook for 2014” seminar 
presented late last year, we predicted 
returns of between 10% and 12% for 
2014. That represented a slowdown 
from the excessive returns of 2012 and 
2013, but the forecast returns were well 
above inflation. Yet we have reached 
those expectations at the half way 
mark. Now what?

We, like most local investors, have 
certainly underestimated the extent 

of the market rally so far this year. Last year we were wary 
of record high valuations and predicted that through a 
combination of steady prices and rising profits, valuations 
would be corrected. We got it half right. Profits have certainly 
grown this year, but prices have risen too – to the extent that 
valuations have not corrected at all. They remain at the highs 
reached late last year, and consequently the market remains 
just as vulnerable to bad news as it was six months ago. 

The chart below highlights the long term trend in the PE ratio 
for the JSE. As you can see, the average ratio since 1980 has 
been just under 13x (the dotted line). The red lines represent 
one standard deviation each side of the average. In other 
words, 95% of all occurrences fall between the two red lines. 
Seldom do valuations stay outside of this band for long. 

It might seem somewhat incredulous that listed companies 
have been able to grow their profits given the prevailing 
economic malaise, but the quality of our companies and the 
benefits of global diversification are coming to the fore. The 
table below summarises the total return for the All Share 
Index for the year so far and how those returns have been 
derived. Returns can come from three sources: rising profits, 
a rising PE ratio and dividends. We have also included three 
foreign markets – the US, UK and Singapore – as a basis for 
comparison and to put local trends into perspective.

With reference to the table, we make a few interesting 
observations:
1. It is interesting to understand the composition of returns 

for markets, as it helps to understand the trends behind 
the movement in the overall index. In the case of the JSE, 
most of the return has indeed come from rising profits. 
A small proportion has come from dividends received. In 
fact, because the PE ratio has fallen slightly (from 18.6x 
to 18.1x), this component has actually subtracted from 
returns. 

2. The same cannot be said for global markets. In the case of 
the UK, all the return has come from dividends received. 
The PE ratio has risen yet reported profits have actually 
contracted. This is not an encouraging underlying trend. 
The US market falls somewhere in between. Profits have 
grown marginally, the PE ratio has risen, and investors 
have received dividends. Likewise for Singapore. Returns 
are positive and have been largely driven by a small rise 
in profits and dividends. 

3. We have long argued that what fuels rising stock markets 
is profit growth. To that extent, the JSE is the only market 
of those surveyed where valuations have not risen this 

UNDERSTANDING CURRENT MARKET TRENDS
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Valuations remain at historic highs and suggest that the 
market is vulnerable to deteriorating news.

JSE All Share FTSE 100 S&P 
500

S’pore

Total return
(year to date)

10.4% 1.9% 7.1% 4.6%

Proportion of return from:
-Rising profits 11.5% -13.1% 0.9% 2.7%
-Rising PE ratio -2.6% 11.0% 5.1% 0.3%
-Dividends 1.5% 2.1% 1.1% 1.6%
Source: JSE, Bloomberg, Harvard House calculations
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year. Returns have been justified by rising profits. It might 
not make intuitive sense that profits are rising during a 
period when the economy is stagnant. We delve into this 
topic in more detail in the blue box.

To recap, our expectations for this year called for decent 
profit growth and steady prices, which would have resulted 
in a drop in valuations. Instead, we have had decent profit 
growth and rising prices. Valuations are down slightly, but 
not by much. So our market has not become more expensive 
than it was six months ago, but it has not become any cheaper 
either. Rather valuations remain at elevated levels.

So why have prices risen this year? In our opinion, it can be 
attributed to three factors:
1. Profits and dividends have been growing as demonstrated 

above. When analysed in a global context, South African 
companies continue to deliver the goods. Profits and 
dividends are growing at a decent rate. Of the four 
markets surveyed, our market has by far the highest rate 
of profit growth. This has not gone unnoticed by global 
investors. 

2. Global politics have become more volatile over the past 
six months. Sentiment towards our peer group (other 
emerging markets vying for investment) has turned sour 
– in Russia, Turkey and Brazil. As we have mentioned 
previously, South Africa has benefitted from being the 
“least ugly bride”. Last year, foreigners were net sellers 
of South African investments. Since the start of February 
that trend has reversed, and foreigners are once again 
investing in droves.  The chart below shows the trend 
by foreign investors in our markets since the start of 
2013. Despite the onset of “tapering” – the reduction in 
quantitative easing by the US Federal Reserve – foreign 
investment into South Africa continued until late October, 
whereafter it turned very sharply. That was very evident 
in the weak currency experienced during December and 
January. However, what is immediately noticeable is the 
sharp reversal since February. In total, almost R71 billion 
has flowed in from foreigners – a staggering amount. 
This has certainly contributed to the gains on the JSE.

3. Improving sentiment towards a global recovery and the 
positive trend in global markets. When it comes to world 
markets, the US continues to set the trend. The bullish 
mood prevalent in the US has certainly filtered through 
to stock markets around the world, including the JSE. As 
the old saying goes, “a rising tide lifts all boats.”

The relationship between the JSE and the underlying 
economy

South Africa’s economy is not performing, a fact that is 
clearly evident from the release of underlying data such 
as manufacturing and mining production, and retail sales. 
Furthermore, real GDP growth for the first quarter was only 
1.6% higher than last year.

Nonetheless the JSE has risen from a level of 46,256 to its 
current level of just over 50,000. General investor sentiment 
reflects a notion that it is not possible for the JSE to perform 
in such a manner when there is no economic growth. We often 
say to clients that “companies are not countries” - referring 
to the fact that we have to consider where profits are earned 
(in SA or abroad or a combination of the two.) Jac Laubscher, 
Sanlam Group Economist, penned his thoughts on this topic. We 
highlight his main arguments. 

The Question: are share prices far away from economic reality? 
• South Africa’s real GDP now stands at R2trillion – 10% 

higher than the level prevailing in Q3’2008 when the 
Financial Crisis erupted. However in order to compare this 
to the JSE we have to take inflation into account. GDP in 
nominal terms (ie in today’s money terms and not adjusting 
for inflation) amounts to R3.5 trillion, which is 52% higher 
than Q3’2008.

• By comparison, the JSE is up 81%. So anecdotally, the JSE 
is too expensive. However the relationship between the 
economy and the stock market is slightly more complicated 
than this.

The Answer:  there are two explanations to consider:
1. Share prices are determined on a global basis. The question 

is therefore whether international markets are overvalued.  
The price-earnings ratio of the S&P 500 Index in the USA is 
currently 19x, which is 6x lower than in August 2008. If one 
accepts that the Financial Crisis in the USA started as early 
as 2007, the current level of the price-earnings ratio of the 
S&P 500 is practically the same as in 2007. That suggests 
that we are not in overvalued territory.

2. The relationship between company earnings and the 
economic cycle. The earnings base of the All Share Index 
is currently only 27% higher than its level in August 2008, 
yet nominal GDP has risen by 52% over the same period 
(as referred to above.) However if one strips out the 
severely volatile resources sector (mining), the earnings 
base of Financial and Industrial shares has increased by 
55% over the same period, which is virtually in line with 
the rise in nominal GDP. The financial and industrial sectors 
of the economy have not grown to the same extent, but 
the difference can be attributed to companies actively 
diversifying offshore to achieve higher growth.
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It is always helpful to understand the factors that have 
contributed to historic performance, but the real question 
is what can we expect over the next six or twelve months? 
Of course, that is a much harder question to answer (as the 
cartoon on this page shows!) but we highlight a number of 
issues that need to be taken into consideration when looking 
ahead. These can be broken down into global issues (global 
trends that might affect all markets) and local issues specific 
to South Africa. 

Global issues

In our opinion, the most pressing dilemma for investors is 
the future direction of US (and possibly UK) interest rates. 
We remind our clients that the US Federal Reserve has been 
reducing the pace at which it prints money for the past nine 
months – the so-called “QE tapering.” In October last year, 
the Federal Reserve was injecting $85 billion per month into 
the US economy via its QE program. That is being steadily 
reduced. The pace is now only $35 billion per month and it is 
widely expected to reach zero by September this year. So that 
brings QE to an end – at least for now. The next step towards 
normalizing financial markets post the Financial Crisis will be 
to raise interest rates.

Attention will move swiftly towards any hint of an increase 
in interest rates, especially given that unemployment 
continues to fall and inflation continues to rise – a dangerous 
combination. Presently, opinion is very divided on the market 
reaction to higher interest rates. On the one hand, a rise 
could be interpreted as good news – insofar as the economy 
is perceived to finally be strong enough to withstand higher 
interest rates. (Remember that the last time US interest 
rates were raised was in 2006.) On the other hand, rising 
interest rates are normally bad news for economic growth 
and consequently for profits and share prices. How markets 
react will ultimately depend on the outlook for corporate 
profits. In our opinion, if profits are growing strongly, then 
the impact will be minimized. However, if profit growth is 
weak then we would expect markets to fall. As the table on 
page 2 highlights, profit growth is very muted at present. We 
will be watching this closely for any change in trend – both in 
the US and UK. 

The other major global issue is geopolitics – in Russia and 
Iraq. Why these two countries are important is that they both 
control vast energy reserves (natural gas and oil respectively) 
so any destabilization or sanctions will result in higher energy 
prices. That in turn will depress global consumer spending 
and threaten the recovery. For example, the recent rise in the 
oil price following the insurgency into Iraq is already pointing 
to a rise in our local petrol prices next month – something 
that hard-pressed consumers can ill-afford. 

The last global issue focuses on China. There is no doubt that 
there is a slowdown in that economy – although a slowdown 
does have to be taken in context. The economy is still growing 
at 7% per annum, but this is weaker than prior expectations of 
between 7.5% and 8%. Nonetheless, the mood towards China 

FOREIGN INVESTMENT INTO SA MARKETS
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has become much more cautious, thanks to concerns about 
a property bubble and associated consumer indebtedness. 
We do not believe that China is heading for a collapse, but 
as we have often said, markets do not necessarily focus on 
whether the country is growing or not, but rather it is the rate 
of growth that is important. In this case, the rate is slowing 
which is having an impact on sentiment. 

Local issues

Turning to our economy, it is encouraging that as we write, 
platinum workers are returning to work. The strike is finally 
over, but at what cost? Accordingly to Anglo Platinum, the 
net benefit to workers over the next three years from the 
5-month long strike was just 0.4%. That is based on the 
higher salary secured less the wages forfeited during the 
strike. The cost to the economy has been far more damaging. 
Thanks to the strike, our economy contracted for the first 
quarter of the year relative to the prior quarter, and managed 
a measely 1.6% growth rate when compared to a year ago. 
That is exceptionally weak and a far cry from the 5% growth 
rate which was touted as essential to reduce unemployment.

Whilst GDP growth does not necessarily correlate well with 
company earnings growth, it is important when analyzing 
government policy. Of concern is that inflation continues 
to rise and it is now well above the Reserve Bank’s target 
range.  In our opinion, further interest rate increases are 
inevitable which will have an impact on broader economic 
growth. However, a weak consumer environment could well 
be offset by a return of the mining sector (post strikes) and 

stronger manufacturing and exports (thanks to a weak rand 
and stronger global economies).

Taking all the factors into account, we do believe that the 
economy will be stronger in twelve months’ time than it 
is today, but we still believe that there is downside risk to 
earnings growth over that same period. Profits are being 
buoyed by the weaker rand but that tailwind will fade should 
the Rand stabilize as expected. The chart below shows the 
rate of growth in profits and dividends for the JSE. Stripping 
out mining, Industrials are showing strong growth but 
momentum is slowing for companies in the financial sector. 
A further loss of momentum would be worrying, especially 
given the high level of valuations. Shares are not priced for 
disappointment. 

The above analysis suggests caution. Yet there is another 
factor that we think must be taken into consideration when 
analyzing markets – namely the relative positioning of asset 
managers. As the chart below shows, local fund managers 
have seldom held as much of their portfolios in cash as they 
do now. Indeed, this is the highest percentage allocated 
to cash since September 1991. At some point the cash will 
be deployed. Weighting towards foreign investments still 
exceeds the 25% prudential limit set by the Reserve Bank. 
So fund managers have little choice but to deploy the cash 
locally - either into bonds, equities, property or commodities. 
Whilst cash balances can remain high for some time, we take 
comfort that any correction in markets should be limited by 
natural buyers waiting for just such an opportunity.

JSE EARNINGS & DIVIDEND GROWTH
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Both profits and dividends are growing strongly, but can the 
momentum last?
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In summary, there is no doubt that markets are expensive 
in absolute terms. Valuations are outside of the top end of 
the range. Yet returns on the JSE have been supported by 
rising profits and they are not out of line with the growth 
in the economy over the past seven years. Furthermore, 
companies have been aggressively expanding offshore which 
is further supporting profits thanks to rand weakness and 
an improving global economy. Global markets are more 
expensive, especially given that recent increases have not 
been backed up by rising profits.   We do feel that a fair 

degree of caution is warranted. Investing is not just about the 
return but also about limiting the risk. Consequently, where 
shares have experienced an extraordinary rally and have 
become overweight in portfolios, we are happy to take profits 
and sit with a little cash. Likewise for those clients with high 
cash balances, we are happy to take it slowly and proceed 
with patience. If there is one thing of which we can be sure, 
markets are likely to be volatile as circumstances unfold in the 
US and UK. A combination of cash available for investment 
and patience could yield handsome rewards. 

EYES ON THE GROUND: FEEDBACK FROM RECENT CONFERENCES

As part of our ongoing research 
into global economies and global 
companies, we have recently attended 
various conferences – one in Singapore 
with an Asian focus and the other 
in Paris focusing on consumer-
orientated companies. In the next few 
weeks, we will be releasing a special 
edition of Acuity that will highlight 
some of the companies with which 
we met. In the meantime, this short 
preview summarises some of our first 

impressions from both events.

The mood in Asia was buoyant. Mr Modi had just won a 
landslide victory in the Indian elections so there were high 
hopes that with a strong reformer in charge, India might 
start to realize some of its latent potential. This, together 
with the ongoing quantitative easing and stimulus in Japan, 
were viewed as broad positives for the region despite the 
ongoing “malaise” in China. For clarity, China remains a huge 
growth engine for the region but growth is slipping and apart 
from further stimulus from the government, there was little 
expectation of a sharp acceleration in the pace of growth any 
time soon.

Last quarter, we wrote briefly about Standard Chartered Bank 
and the problems it was facing. In Singapore, we had the 
opportunity to meet with senior management. It was very 
interesting to understand the background to the problems 
they are facing in South Korea. Last year, the Korean 
government introduced a “personal debt rehabilitation 
scheme” to help indebted consumers regain control of their 
finances. Incredibly, consumers could opt to have their debts 
wiped clean without any of the usual societal stigma attached 

to going into personal bankruptcy. Who of us would not opt 
to participate if offered the opportunity to write off debts?  
Whilst the initial thinking behind the scheme had sound 
goals, it created a huge moral hazard for consumers. There 
was no pressure not to opt in. So government imposed the 
scheme and banks have had to bear the consequent surge 
in bad debts. Standard Chartered was more affected than 
others because of its size and the manner in which it granted 
mortgages – repayments consisted of interest and capital (as 
in SA), whereas other banks charged interest only for several 
years in order to make repayments more affordable. Whilst 
the past six months have still been tough for the bank, they 
are confident that their profits will start to grow again in the 
second half of this year. It might be too early to get excited, 
but we feel that 2015 might be a far better year for the bank.

Other companies that we met with in Singapore included 
Bharti Airtel (a subsidiary of Singapore Telecomms and a 
major competitor to MTN in Africa), Sanofi, Deutsche Post, 
Las Vegas Sands, Singapore Stock Exchange and CapitaLand 
Property (which develops property across Asia and China.) 
Interesting, they were cautious on the near term outlook 
for property development in China – a view most investors 
would agree with – but see plenty of longer-term opportunity 
in the country. We will review some of the above-mentioned 
companies in our forthcoming issues.

Moving to Paris, the focus was on global consumer-orientated 
companies covering sectors such as food, tobacco, beer and 
spirits, and luxury goods. Whilst each company presentation 
was different, we were surprised by the consistency of the 
underlying message. “Times are tough” and they are having 
to work hard to stand still. Furthermore, currency volatility 
continues to play havoc with their reported results. Procter & 
Gamble, for instance, claimed that they would have reported 

Michael Porter
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14% profit growth for their 2014 financial year had currencies 
been stable. Instead, they actually reported profit growth of 
just 2%. Quite a contrast. Almost without fail, each of these 
companies had several priorities, as follows:

1. Focus on product innovation to make sure consumers 
stay loyal to their brands.

2. Reduce costs and improve efficiencies in order to drive 
margins higher.

3. Continue to drive penetration into emerging markets, 
where they see the bulk of future growth. 

Interestingly, one of the best presentations of the conference 
came from one of our longstanding favorites – British 
American Tobacco. Apart from its own initiatives, they 
reiterated the case for investing in emerging markets. 

Through their research, they believe that across emerging 
markets, the adult population will grow by 350 million people 
and allied to that, the middle class will expand by 700 million 
people over the next ten years. Together, this will drive up 
consumer spending – to an approximate level of $12 trillion 
per annum, or 40% of the global total. So companies that 
ignore emerging markets do so at their peril.

We agree with this analysis – and so did almost all of the 
companies with which we met. Each had a clear strategy to 
increase penetration into emerging markets. That reaffirmed 
our long held belief that an investment in some of the world’s 
leading consumer companies offers an excellent avenue to 
capitalize on the growth of emerging markets. Consequently, 
this sector of the market will remain at the core of our 
offshore portfolios.

IMPORTANT ADMINISTRATIVE CHANGES

Nedbank Corporate Saver

Nedbank have been busy with a lengthy exercise to integrate 
their Corporate Saver accounts into their mainstream 
Nedbank accounts. They have achieved some milestones in 
this regard and it has resulted in a few small changes to the 
bank account details for clients transferring funds into their 
savings accounts held with us. Please note the changes below 
and make sure that you update any Corporate Saver accounts 
which are loaded onto your internet banking. These changes 
are effective immediately so the use of old details may result 
in a failed transaction.

Harvard House Unit Trusts 

With effect from the 1st July 2014, the partner responsible 
for the administration of our unit trusts will be changing from 
Metropolitan Collective Investments to Boutique Collective 
Investments, a subsidiary of the Efficient Group. 

The change will not result in any change to the investment 
philosophy or underlying management of the Fund. The only 
changes are to administrative issues. In this regard, investors 
need to be aware of two important changes:

1. Each investor will be issued with a new “Client Reference 
number” to replace the prevailing “RU number.” We will 
communicate these to each client as soon as we have 
them.

2. The bank account details for the Fund have changed. 
If you make deposits directly into the bank account of 
either the HH General Equity Fund or the HH Flexible 
Income Fund, please note the new bank account details 
below, effective immediately. The bank account is the 
same for both funds. 

Bank:   Standard Bank
Branch:   Menlyn
Branch code:  01 23 45
Account Holder: Boutique CI Client Deposit Account
Account Number: 41 143 612 0

We urge all clients to update their internet banking 
accordingly. The old bank accounts will remain valid for a few 
months to assist with the transition. 

Old New
Bank: Nedbank Corporate Saver 

or NBS or Peoples Bank, 
depending on your bank.

Nedbank Ltd

Branch 
code:

720026 198765

Type: Savings Savings
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Financial markets have certainly exceeded our expectations so far this year, but can it last? Our next Insight seminar will 
focus on recent trends in markets, our outlook for the rest of the year, as well as some feedback from our recent trips 
abroad.  

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: Markets: Bulls, bears and baguettes Markets: Bulls, bears and baguettes

Date: 29th of July 29th of July 24th of July
Venue: Amber Valley Auditorium

Amber Valley
Fernhill Hotel

Midmar / Tweedie Road
(almost opp entrance to Midmar)

Liliesleaf Conference Venue
7 George Avenue, Rivonia

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


