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Market Insight from the Harvard House Group

For the past two years, we have been 
cautioning that we feel that the local 
market is expensive. In other words, 
valuations are too high, which implies 
that share prices are too high relative 
to the profits being earned. History has 
taught us that when starting valuations are 
excessive, future returns are low. In our 
seminar at the end of 2015, we cautioned 
that valuations had failed to correct during 
2015. They remained high yet the outlook 

for the economy was deteriorating steadily. This was unlikely 
to be a good combination. Investors would certainly expect 
the market to come under pressure in such a scenario.

Given that the investment community places such a high 
importance on valuations, it is crucial to make sure that we 
understand the current valuations and the reasons behind 
recent trends. With this in mind, let us try to unpack this 
dilemma one step at a time.

The chart below is one that we have shown often over the 
years. It is the p/e ratio for the market as a whole and one of 
the key measures used to determine whether the market as a 
whole offers reasonable value. What is immediately apparent 
is that valuations have never before been this high. In fact, the 
p/e ratio reached a level of 25x in 1969, but apart from that 
brief period, the JSE is trading at historically high valuations. 

The orange lines show the level of one standard deviation 
either side of the average. What that means is that 95% of 
all occurrences fall between the red lines. Yet, the JSE has 
been trading outside of the top end of the range since February 
2013. That has set alarm bells ringing.

One look at the chart above would have investors scurrying 
for the exit. Not so fast. Let us look deeper to understand 
the reason behind the current level of valuation. The next 
chart shows the JSE, but broken down by the three main 
sectors based on size. The Top 40 Index is comprised of the 
40-largest shares on the exchange; the Mid Cap Index covers 
the next 60 largest, whilst the Small Cap Index houses much 
of the balance, unless they are too small or too illiquid to be 
considered eligible. This chart tells an interesting story. The 
Top 40 Index is at record valuations – it has never been higher. 
Indeed, a p/e ratio of over 30x seems very excessive. The 
rest of the market, however, is far less expensive. Midcaps 
are trading at 17x multiples, whilst the Small Cap Index is 
lower still at a multiple of 13x. Relative to history, the Mid 
Cap Index might be a little high, but the smaller shares are 
certainly in line with where they have always traded.

So it appears that the Top 40 Index is the culprit. This index 
contains the country’s largest companies, and owing to their 
size, they carry the largest weight in the All Share index as 
well. Is the answer simply to avoid all large companies, or is 
there more to the story than that? 

By their very nature, the companies represented in the Top 40 
index are some of our most successful businesses. That is why 
they have grown in size and why they form part of the index 
in the first place. These companies also tend to be the ones 
that are most globally diversified – comforting given the weak 
outlook for the local economy. So the answer is not to avoid 
buying into these companies. That would be foolish. Rather, 
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let us examine the composition of the JSE and 
its indices to understand why the valuations are 
so high. 

The table alongside shows the constituents and 
weightings of the Top 40 and Midcap indices 
respectively. Briefly, a few observations from 
that table:

•	 An astute observer will notice that there are 
more than 40 companies in the Top 40. This 
is not an oversight, but is due to the fact that 
several companies have two classes of share 
(Mondi, Investec, and Fortress.)

•	 The top three companies comprise 38% of 
the Top 40 Index.

•	 The Mid Cap Index is far more balanced, 
with the largest constituent, Gold Fields, 
only comprising 5% of the Index.

Why is this important? Let us examine a few 
specific constituents of the Top 40 Index. There 
are a few companies, that, owing to individual 
circumstances, are distorting the metrics for the 
index as a whole. 

•	 SABMiller: SABMiller is subject to a 
takeover bid by AB-Inbev at a price of £44 
per share. Based on the prevailing exchange 
rate, that currently equates to R998 per 
share. SAB has just released results – 
profits were down slightly in Pounds 
due to tougher conditions and expenses 
relating to the takeover. Before the offer 
was tabled, SABMiller was trading at a far 
more palatable R650 per share. If the share 
was still at this level – reasonable given 
the results – then the p/e ratio would be 
21x, rather than the current 31x at which 
it is actually trading. So the valuation of 
SABMiller has been artificially inflated by 
the pending takeover.

•	 Naspers: In recent times, Naspers has 
increasingly traded in line with its largest 
investment, Tencent Holdings, which is 
listed in Hong Kong. Naspers owns a 33.5% 
stake in Tencent. At current exchange rates, 
this investment alone is worth just over R1 
trillion. Yet the value of Naspers as a whole 
on the JSE is only R920 billion. Naspers’ 
valuation is commonly based on a sum-of-
the-parts basis – i.e. what are all its sub-
investments worth – rather than a p/e basis. 

top 40 Mid cap
share Weight share Weight
SABMiller 15.8% Gold Fields 5.0%
naspers 14.4% Truworths 4.4%
Richemont 7.6% new europe Property Inv 4.2%
BHP Billiton 6.5% Sappi 4.0%
British American Tobacco 4.4% Life Healthcare 3.9%
Sasol 4.2% SPAR Group 3.7%
Steinhoff Int'l 3.8% Resilient 3.6%
MTn Group 3.7% Sibanye Gold 3.6%
Old Mutual 3.0% Hyprop 3.0%
Anglo American 3.0% AVI 2.8%
Standard Bank 2.4% Foschini Group 2.8%
FirstRand 2.1% Impala Platinum 2.7%
Remgro 2.0% Clicks Group 2.7%
Mondi plc 1.8% Pioneer Foods 2.5%
Sanlam 1.8% Imperial Holdings 2.4%
Bidvest 1.8% MMI Holdings 2.3%
Aspen 1.7% Harmony Gold 2.0%
Anglogold Ashanti 1.5% PSG Group 2.0%
Woolworths 1.4% Coronation Fund Managers 1.8%
Shoprite 1.2% Telkom SA 1.8%
Mediclinic Int'l 1.2% Pick n Pay Stores 1.7%
Investec plc 1.1% Rockcastle Global Real estate 1.7%
Growthpoint 1.0% northam Platinum 1.7%
Intu 1.0% eOH Holdings 1.6%
Tiger Brands 0.9% JSe 1.5%
Vodacom 0.9% Italtile 1.5%
Brait 0.9% Barloworld 1.4%
Reinet 0.8% Super Group 1.4%
Redefine Properties 0.8% Tsogo Sun 1.3%
netcare 0.8% Massmart Holdings 1.3%
Barclays Africa 0.8% nampak 1.3%
Mr Price 0.7% Liberty Holdings 1.3%
Mondi Ltd 0.6% Attacq 1.3%
RMB Holdings 0.6% Tongaat Hulett 1.2%
Discovery 0.6% Redefine International 1.2%
nedbank 0.6% Reunert 1.1%
Capitec 0.5% Vukile Property 1.1%
RMI Holdings 0.5% SA Corporate Real estate 1.0%
Fortress Income B 0.5% AeCI 1.0%
Investec Ltd 0.5% African Rainbow Minerals 0.9%
Capital & Counties 0.4% exxaro Resources 0.9%
Anglo Platinum 0.4% Omnia 0.9%
Fortress Income A 0.1% Datatec 0.9%
n/a KAP Industrial 0.9%
n/a Famous Brands 0.8%
n/a Santam 0.8%
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Investors in Naspers are getting all the print media and 
DSTv assets for nothing, based on the current share price. 
Nonetheless, Naspers trades at a p/e of 62x – but this is 
misleading for the reasons given above. The share is not 
as expensive as the p/e alone might suggest.

•	 Capital & Counties: Capco was formerly part of Liberty 
International, before the company split into two parts 
– Intu and Capco. Capco is a property development 
company – its two prime assets are the Covent Garden 
area and Earls Court area of London respectively. This 
company does not earn much profit – but the value lies in 
the value of the assets and the growth in those values. So 
rather, it is valued on an “net asset value” (NAV) basis. 
Using its earnings, the share trades at a p/e of 400x – but 
it also trades at a 10% discount to its intrinsic value. That 
is the more important measure. 

•	 Anglo Platinum: Anglo Platinum has had a tough few 
years, but post the strike of 2014, earnings and cash flow 
have been recovering. Earnings for 2015 were down to 
just 41c per share, which places the share on a p/e of 920x. 
However, these earnings were significantly impacted 
by restructuring costs and impairments – writing down 
existing assets. The company notes that excluding these 
impairments, which are once-off in nature and do not 
affect the day-today operational performance, earnings 
would have been 452c per share. At that level of earnings, 
the p/e is a far more respectable 82x. 

If we adjust the Top 40 for the four “idiosyncrasies” noted 
above, the p/e ratio for the Top 40 Index falls from 34x to 
a far more respectable 21x – a reduction of 38%. We are 
not actuaries, and hence do not claim to be able to calculate 
complex indices with precision, but if we follow through with 
the same adjustments for the All Share Index as a whole, then 
the p/e ratio falls to 16.5x. That might still be a little high 
given where we find our economy, but it is certainly more 
palatable and in line with history than what the headline 
number suggests.

Before we conclude that the JSE is in fact cheap, there is 
another angle to consider. How does the JSE stack up against 
foreign indices? Are local shares cheap or expensive relative 
to what else is out there in the world? The chart below shows 
the ratio of the p/e ratio for the JSE vs the p/e ratio for the 
US market, represented by the S&P 500 Index. It goes back a 
long way – 55 years – and shows that for most of the period, 
South African shares were much cheaper than US shares. 
However, that is no longer the case. More recently, SA-based 
shares have been just as expensive, if not slightly more so, 
than their US peers. The same conclusion can be drawn when 
compared to the MSCI World Index – i.e. an aggregate of all 
shares listed globally. If we adjust the P/E ratio for the JSE 
based on the analysis we have done earlier, the picture does 

improve. The ratio against the S&P rises from 0.9x to 1.15x. 
So South African shares are not as expensive as they may 
seem. Certainly, current levels are in line with the trend that 
has prevailed for the past ten years. Given that we live in a 
global age, where items are compared across geographies, it 
makes sense that valuations on the JSE have converged with 
valuations elsewhere. After all, we must remember that the 
JSE plays host to a number of dual-listed companies. These 
companies, such as British American Tobacco, Richemont 
and AB-Inbev are listed here for various reasons. But the price 
is set on another exchange relative to another set of peers and 
circumstances and the valuation is merely “imported” into the 
JSE. As more and more of our companies diversify offshore, 
we should expect the JSE to move in tandem with those 
exchanges.

relatIve P/e ratIo: Jse vs global Peers
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Mid cap  continued
Hosken Consolidated 
Investments

0.8%

Sun International 0.7%
Zeder Investments 0.7%
Alexander Forbes Group 0.6%
net 1 uePS 0.6%
Assore 0.6%
Illovo Sugar 0.6%
PPC 0.5%
Kumba Iron Ore 0.5%
Oceana Group 0.4%
Distell Group 0.3%
RCL Foods 0.3%
PSG Konsult 0.2%
Curro Holdings 0.2%
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So far we have looked at one side of the story – valuations. The 
other side of the story is the rate at which profits are growing. 
Companies (or markets) that are growing profits quickly trade 
at higher valuations than those with more pedestrian growth. 
Again, we will start by looking at the market as a whole. The 
chart below shows both earnings (profits) and dividends. 
Profits are contracting at present – down 14% relative to the 
same period last year. But earnings growth is quite volatile, in 
part due to the influence of the mining sector. More on this in 
a moment. As expected, dividends are far more stable – that is 
why we like them so much – but the rate of growth there too 
has turned negative, albeit only marginally. The point is that 
Corporate SA is finding the going tough at the moment. We all 
know this, and it is supported by the data. 

However, if we once again break down the market into the main 
operating segments – resources, financials and industrials, we 
can get a clearer picture of what is really happening. As one 
might expect, mining shares are largely to blame for much of 
the cyclicality. The ebb and flow of financial and industrial 
earnings (or the FINDI – which is both combined) is far 
smoother. Nonetheless, profits for industrial and financial 
companies have stagnated – they are presently not growing at 
all. This makes intuitive sense to us. Profits being reported by 
companies are generally weak, with the odd bright spot. 
 
Unfortunately, during periods of weak profit growth, 
valuations do not correct as quickly with the passage of time. 
Hence markets can remain expensive for longer unless it is 
accompanied by falling prices. 

What conclusions can we draw from this analysis?

1. On the face of it, our market is not cheap. The JSE is 
trading at near record high valuations. This is largely due 
to record high valuations amongst the Top 40 companies. 

Mid cap shares and small cap shares are far more 
reasonable. 

2. However, there are a few idiosyncrasies that are, in our 
opinion, distorting the true picture. Making adjustments 
for these items, the market is at a far more reasonable 
valuation, albeit not cheap in absolute terms. 

3. Relative to global peers, the JSE has largely traded at 
similar levels to its global peers since 2010. Recent data 
suggests that local shares are expensive in a global context 
as well. But after making the adjustments, our shares 
are 15% cheaper than the US and 25% cheaper than the 
average for the rest of the world. 

4. However, whilst valuations may not be as high as they seem 
at face value, earnings growth is weak. Mining profits are 
contracting and profits from the rest of the economy are 
flat, at best. That is due to our weak economy. Share prices 
need the support of rising profits to push higher. Without 
it, investors should not expect much capital growth.

Where does this leave investors, apart from being frustrated? 
In order to be successful during periods such as this, one 
needs careful stock-picking to separate the wheat from the 
chaff. Poor companies or those who disappoint get punished. 
Those that manage to keep on growing are rewarded. Our 
focus lies firmly on sorting through the universe to find shares 
that are robust and able to weather this period of weak growth 
– whether it be through offshore diversification, a strong local 
business model, or a superior product or offering. 

Furthermore, dividends become even more important. 
Consequently, our focus for the rest of the year is to make 
sure that we avoid shares where profits are under threat, and 
to remain focused on quality. 

Jse all share Index: ProfIt & dIvI groWth
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Does anyone remember the financial 
criteria that applied in the Sixties?  
Investors were paid 3% on their fixed 
deposits and paid-up shares in the Building 
Societies.  Borrowers paid 6% interest on 
their overdrafts and home loans, and golf 
started at 3 pm on a working day.

Investors were happy, because inflation 
was subdued at less than 3%, so they 

received a real rate of return on their money.  The repayment 
of borrowing was manageable at 6%, and business was 
conducted at a far more leisurely pace.  Many businessmen 
went home for the lunch hour break, to have lunch with their 
wives. Today that formula would read as follows:
 0-1% return on investments, 9% on borrowings, never on the 
golf course.

Contrast that with the current financial scene in the developed 
world. Interest rates are at their lowest levels for 200 years.  
That takes us back to the battle of Waterloo which was fought 
in 1815! It is worth repeating that interest rates represent, 
quite simply, the price of money.  It is conventional wisdom 
that low interest rates equal cheap money, and that leads to 
economic growth.

We now have negative interest rates in several countries such 
as Switzerland and Japan.  Interest rates in the USA, Britain 
and Europe are less than 1%, and have been at these levels 
since the Financial Crisis of 2008.  It is difficult to see how 
much cheaper money can still become, yet the curious fact is 
that there is very little economic growth in the world.  That in 
turn translates into a low inflationary environment, with poor 
prospects for job creation.

The US Federal Reserve has held interest rates at 0.25% for 
an unbroken period of nine years.  It then took the whole of 
2015 to decide to raise interest rates by 0.25% to 0.50% at its 
December 2015 meeting.  The uncertainty created by this very 
small adjustment (by historical standards) upset the market for 
the whole year.  Janet Yellen called for a “normalisation” of 
interest rates, sooner rather than later, thereby implying that 
she would like to increase interest rates in the USA to 2% 
over time. But she also stated that there was no scope to do 
so, because economic growth in the rest of the world was too 
weak.

Christine Lagarde who Chairs the IMF has also stated that 
world growth is too weak, and that governments should be 
more pro-active in stimulating economic growth, and in 
creating jobs.

We have seen trillions of dollars created by quantitative 
easing programmes, which should have led to rapidly rising 
inflation. That has not happened. The economic growth in 
China, followed by its slowing economy over the past five 
years, has exported deflation, or lower prices, to the rest of 
the world.

There is no immediate or obvious answer to the quartet of 
QE programmes, weak economic growth, low or even 
negative interest rates, and low inflation.  However, one thing 
is certain.  The changes in interest rates in the developed 
economies, whether they be up, down or negative, will be the 
single most important factor in driving markets over the next 
twelve months.

Investors are prejudiced the most in this environment, because 
their hard earned savings produce very small returns.  Who 
really thinks that the following are lucrative investments:

•	 The purchase of US Treasury ten-year stock, yielding just 
1.8% pa with no capital growth if held to maturity.

•	 Paying a Swiss Bank for the privilege of depositing your 
money in the bank.  You would be better off to leave it in 
a box under your bed, provided that both your neighbours, 
and vagabonds in the street, were honest.

We at Harvard House must sound like a stuck gramophone 
needle.  We do believe in the power of income, and we also 
believe that rising income precedes sustainable capital growth 
in the value of investments.  The property sector of the JSE is 
a haven in this dismal world.  It has expanded hugely in the 
last ten years, with a much greater choice of companies which 
own both local and offshore properties.  Most of them are very 
well managed, and have proven track records of achieving 
both growth in earnings, and in dividends, over the past five 
years.

The market as a whole does not share our enthusiasm for 
these shares.  They point to all the familiar issues that could 
arise with these companies, such as tenant vacancies (because 
of pressure on the consumer and weak economic activity), 
rising rates and electricity costs, poor service delivery by 
local municipalities, and difficulties in retaining tenants on 
the expiry of leases.  There is also the long held belief of the 
markets that property valuations are directly linked to the 
bond market, and that rising bond yields, caused by rising 
interest rates, are bad news for property stocks. 

the 
3-6-3  forMula

nigel 
Porter
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With the 2016 tax filing season opening 
in July 2016, taxpayers have a month 
or two to start getting their tax affairs in 
order.  The 2016 tax season will cover the 
period 1 March 2015 to 29 February 2016.  
Although tax certificates are generally 
only available in June and July, if you 
know you have medical expenses you’d 
like to claim, then it is advisable to start 
gathering this information early.

  
As many of you may know, SARS is targeting medical 
expense claims.  Supporting documentation is imperative for 
the successful allowance of your claim.  SARS will not allow 
you to claim medical expenses without the following proof.
1. If you are the main member of a medical aid and are 

claiming contributions, then you must submit the medical 
aid certificate showing those contributions.

2. If you are claiming the cost of medication prescribed by a 
doctor then the full “Copy of Prescription” printed by the 
pharmacy (not just the top tear-off portion), plus receipt, 
or other proof of payment.  You can only claim amounts 
that are not reimbursed by the medical aid.

3. For doctors’ bills and other allowable expenses, you will 
need the valid tax invoice and receipt, but noting any 
amount that your medical aid might have reimbursed.

If SARS is not satisfied that the supporting documentation for 
medical is valid, they will reject the amount and may impose 
a penalty for “over claiming.” 

As tax practitioners we ensure that this information is readily 
available to SARS and easy to follow.  At SARS’ request, all 
supporting documentation is scanned onto the computer and 

sent electronically to SARS.

We charge our fees on a time basis, so if a client’s records are 
messy and not in a chronological order, we will need to spend 
more time sorting out their documentation.  More time spent 
on a file means a higher fee charged. Although the following 
tips may sound pedantic, you could save yourself a lot of extra 
cost by preparing your medical documentation in the manner 
suggested below. 

1. Compile a summary of the medical expenses you want 
to claim.  Show the date of the payment, the name of 
the health practitioner, the amount paid and the date of 
treatment etc.

2. On A4 sized paper, glue the invoices and corresponding 
receipts.  

3. Please do not use staples, as we need to scan the 
documentation to SARS.  

4. Please also do not use a highlighter.  Highlighted areas 
will show up as black on the scanned copy and SARS 
won’t be able to read the amount.

5. Ensure that the supporting documentation is in the same 
order as the summary schedule you prepare, that the 
amounts agree and that all the payment dates are within 
the tax year.

When sorting through your medical documentation, bear in 
mind that SARS only allows medical costs to be claimed by 
the person who pays the medical expense.  So for example, if 
a wife visits the doctor but the husband pays the doctor’s bill, 
the receipt will be in the husband’s name so he is entitled to 
claim the expense in his tax return. Contributions to medical 
aid are claimed by the taxpayer whose name is on the medical 
certificate.

Should you have any queries about your tax affairs, please 
feel free to contact our tax department and we will be happy 
to assist you.

Shelly 
Moreno

The performance of the property stocks shows that these 
negative issues are sometimes overstated. Local shares such 
as Growthpoint, Hyprop, Redefine, Resilient and Vukile 
continue to do very well for clients.  Those with a focus 
on offshore property include Nepi, RockCastle, Investec 
Australia Property, and Redefine International. 

The rand confounded the sceptics by gaining 10% against the 
dollar / pound / euro earlier in the year, even if some of those 
gains have more recently been reversed. A stronger rand has 
reduced the upward pressure on inflation, albeit temporarily, 
which allowed the Reserve Bank to pause with its policy 

of raising interest rates. At the margin, this is beneficial for 
property stocks.

Some clients may not know that we have launched our own 
Harvard House Property Unit Trust Fund, which will be wholly 
invested in a broad spread of property shares, and which is an 
ideal way for the smaller portfolios to have exposure to the 
property sector. It is also an obvious choice for the annual 
R30,000 tax free investment allowance, as the high yield of 
7% or more will be tax free, as will all the capital gains which 
will be made on the investment over time.

Proof of MedIcal 
exPenses for sars
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Our last seminar took a broad look at markets and what 
may lie in store for the remainder of the year. Having 
examined markets from a wide angle, our forthcoming 
seminar at the end of July will zoom in and focus on 
what we believe to be some solid opportunities. Rather 
than looking at markets as a whole, we will focus on a 
few individual opportunities that we believe will deliver 
solid returns in the years ahead. 

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.
 
The	Harvard	House	unit	trusts	are	registered	under	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) 
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natal MIdlands
Topic: Hot	stocks:	shares	worth	holding	

for the next 3 years.
Date: 26th of July
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
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