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Market Insight from the Harvard House Group

Similar to last year, there was a lot of anticipation ahead of 
this year’s national budget, primarily because of the persistent 
rumours that Pravin Gordhan is about to be axed as Minister of 
Finance. In the end, Mr Gordhan did present the Budget, and 
at the time of writing, he remains in his post. But the rumours 
of a shuffle within the Treasury Department persist. It may be 
deputy minister Jonas who will be sidelined. In our opinion, 
and given the extremely delicate political mood prevalent 
in our country, any change at the National Treasury will be 
disastrous. We can only hope that it does not materialize. 

Despite the reprieve from a credit rating downgrade last 
year, the pressure on National Treasury has not abated. We 
remain on negative watch, with reviews scheduled for June 
and December this year. Despite what appears to be a “level-
headed” budget in tough times, we feel rather disappointed. 
The focus of the Budget was almost exclusively on the 
redistribution of wealth – via significant tax hikes – from the 
wealthy to the poor. There was almost no focus on building 
the productive capacity of the country, nor on key reforms that 
will drive our future growth rate higher. In the March 2016 
issue of Intuition, we wrote the following: 

“Government is hinting at privatization 
and restructuring of state assets, but details 
were scarce. The only meaningful detail 

was the proposed merger of SAA and SA 
Express under a new reconstituted board. 
Furthermore, government is seeking 
private sector participation in port and rail 
facilities.”

A year down the line, there was virtually no mention of any 
reforms or private sector participation to improve efficiencies 
and drive competitiveness. In fact, government’s own 
projections of our future GDP growth rate are lower than those 
of the private sector – at 1.3% for 2017 and 2% for 2018. To 
the extent that weak forecasts allow for a positive surprise, 
maybe there is merit in their approach. But a key factor for our 
future credit rating is our rate of growth, and what measures 
we are putting in place to improve it. This Budget did nothing 
to answer those questions. 

The charts below show where the taxes will come from 
relative to last year, and how the government intends to spend 
that money. Education receives the lion’s share of government 
spending, and has been increased to placate the #FeesMustFall 
campaign. Unsurprisingly, given the support base, spending 
on social grants will rise by 7.5% to a total spend of R180 
billion, or 11% of total government spending. Government 
estimates that social grants will reach 18.1 million people 
by 2020, mainly children (12.8 million) and the elderly (3.6 
million). Mr Gordhan did allude to progress being made by 
the Central Procurement Officer, and singled out savings on 
cellphones and vehicles as two examples of more efficient 
government procurement. Nonetheless, this is a drop in the 
ocean, and the reduction in the expenditure ceiling is not 
nearly aggressive enough to convince us that government will 
remove layers of waste. 

The BudgeT: 
Pravin hood
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The bulk of tax (21%) goes to education, with the interest bill 
consuming an ever-greater portion (see later comments.)
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Personal income tax remains the primary source of revenue, 
followed by VAT and corporate income tax. Treasury is predicting 
a rebound in customs duties as the economy, and imports, recover.
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Tax increaSeS

Treasury warned us in their Medium-Term Budget last 
October that tax increases were coming – and come they did. 
Tax revenue for the year ending in March 2017 is likely to 
fall short of forecasts by R30 billion. Government will raise 
an extra R28 billion of taxes in the year ahead, on top of the 
extra R18 billion that they raised last year. 

It was widely expected that a new top marginal rate would 
be introduced, and this is indeed the case. A new top rate of 
45% has been introduced, which becomes effective for those 
earning more than R1.5 million. The last time we had a tax 
rate of 45% was back in 1999/2000. The other feature of this 
Budget was the limited relief from fiscal drag – in other words, 
tax brackets and rebates have not been adjusted for inflation. 
The extent of fiscal drag was more than we expected, which 
in our opinion is positive. Government has chosen to share 
the burden across the tax base rather than implementing new 
taxes or ratcheting up the rate of Capital Gains Tax.

Unfortunately, in order to keep tax rates aligned and prevent 
arbitrage between different taxes, government has also raised 
the rate of Dividends Withholding Tax, from the current 

rate of 15% to a new rate of 20%. This became effective on 
the 22nd February, giving taxpayers no leeway to declare 
dividends subject to the lower tax rate. Government claims 
that the statutory tax rate on dividends (corporate tax plus 
dividends tax) remains competitive with other OECD 
countries. We would argue that South Africa needs to be far 
more competitive than average to attract investment, given 
the other challenges we face. This was a disappointing 
development.

The balance of the tax hikes will come from a higher fuel levy 
of 30c per litre, plus another 9c per litre for the Road Accident 
Fund. This will raise R3.2 billion of tax. Higher “sin” taxes 
on cigarettes and alcohol will raise a further R1.8 billion.  
Government will also introduce a “sugar” tax later this year 
once consultations have been held. 

There was no change to Capital Gains Tax, Donations Tax, 
Estate Duty or VAT. However, government is considering an 
increase in VAT (they said the same thing last year), and they 
are also considering removing the zero-rated classification 
of fuel. In other words, VAT may be levied on fuel in the 
future, but this may be offset by a reduction in the fuel levy. 
If not, then we could face significant inflationary pressure in 
the years ahead. 
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There has been no adjustment for inflation this year, with tax rates 
staying almost identical to last year. The introduction of a new top 
rate was expected, but we were pleasantly surprised that it only 
becomes applicable at R1.5 million.

In summary, we found the Budget to be lacking – in detail 
and imagination. Whilst the bulk of the commentary suggests 
that Mr Gordhan has done enough to stave off a downgrade 
in June, we remain concerned that the reviews at the end of 
the year may result in a downgrade to junk status. Structural 
reforms to boost growth are essential – but they remain 
elusive. Tax redistribution does little to grow the productive 
base of the economy, and there is a limit to how far taxes can 

go. In a nutshell, we believe that the pressure remains firmly 
on both Treasury and Government to deliver real reforms. 
Unfortunately, we have been expecting such reforms for a 
while, so we will not be holding our breath. 

The rest of this article is broken down into smaller topics, to 
try and make the issue more reader friendly.

STaTuTory raTeS of Tax on dividendS
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South Africa incidence of Dividends Tax is now higher than the 
average for OECD countries.
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iMPacT on governMenT financeS

The economy is a far cry from actually performing or grow-
ing. GDP growth is estimated to be only 0.5% for 2016.  But 
like all previous Budgets, we live in hope that there will be 
some innovative ideas. Every budget speech projects a better 
growth rate two years ahead (1.3% in 2017 and 2% in 2018), 
thereby performing a balancing act to justify the expenditure 
and to a lesser extent, the revenues. Therefore, by project-
ing that GDP growth will accelerate, government never really 
tightens the belt by doing the hard things such as cost cutting, 
reducing wasteful spending, and clamping down on slippage 
and spillage (or fraud).  Unfortunately, as we have discussed 
earlier, this time round the revenue line contained some sur-
prises, which to be fair, have been expected for a few years.

The latest Budget probably does do enough to “kick the can 
down the road” with regard to a credit rating downgrade to 
junk status. A budget deficit of 3.4% of GDP is expected for 
2016/17, narrowing to 2.6% in the 2019/20 year. The budget 
deficit is now quite average in a global context. However, of 
concern again is significant further spending requirements to 
address the inequalities when it comes to the poor, addressing 
the education system, public housing subsidies, some infra-
structure and so forth. No one is against infrastructure and 
educational spending, but we all await the actual “delivery.” 
When will all this spending manifest itself in improved fa-
cilities, more qualified graduates and extra housing? We con-
tinue to wait.

When we can’t live according to our means then we create 
debt! Total government debt is expected to increase to R2.7 
trillion over the medium term which equates to 48% of GDP. 
That will put us at similar levels to countries like Australia, 

Korea, Sweden, Mexico, and Thailand. At the lower end of 
the spectrum are countries such as Iran (20%) and Russia 
(25%). At the other end of the scale are countries such as 
Portugal, Italy, and Japan, whose debt as a percentage of GDP 
ranges from 100% to 250% respectively. Given that we are 
firmly in the middle of the global universe, one might ask, 
“Why the concern?” We are no worse than a multitude of our 
peers. Unfortunately, we do not stack up well when it comes 
to the cost of servicing that debt. Here we are amongst the 
“bad guys” with the level of interest at R162 billion. This 
equates to 3.4% of GDP, but more worrying is that it equates 
to 11.5% of total government spending. The trend in interest 
payments is shown in the chart below. Unfortunately, it rises 
steadily from year to year. It is intuitive that the more gov-
ernment has to spend on interest, the less it has to spend on 
everything else. So either services must deteriorate or taxes 
must rise. In either case, that is a vicious cycle.  The sec-
ond chart shows the cost of servicing debt as a percentage of 
GDP, for a range of countries. SA does not stack up well. To 
improve, we either need lower interest rates (which requires 
an efficient and trustworthy government) or lower levels of 
debt (which requires much higher growth.) This shows how 
quickly countries can fall into a debt trap, from which it is 
very difficult to emerge.  

The net effect of government’s revenue shortfall is that gov-
ernment will borrow an expected R142 billion per annum for 
the next few years. This should be easily fundable, provided 
Treasury maintains its credibility. That in turn implies that 
there are no further damaging cabinet reshuffles.
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The cost of servicing our debt is high by global standards, and is 
one reason why our credit ratings is under such pressure.
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The interest bill is soaring, providing government with less money 
to fund more urgent needs in the country.
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How should local investors react to the Budget, and what does 
it mean for local investments? Does it have any impact at all? 
In our opinion, there are a few salient points that will influence 
how we approach portfolios over the next year:

1. We were expecting tax increases, but we did not expect 
the burden to be so skewed towards the wealthy. To the 
extent that the bulk of the burden will fall on relatively 
few, that is good news for our forecasts of consumer 
spending for the year. The majority of people will be 
affected by fiscal drag, but actual income will not decline 
due to higher taxes. We still expect a gradual recovery in 
consumer spending, driven by lower inflation and falling 
interest rates. 

2. Social grants have been 
raised, as expected, which 
will further support 
consumption expenditure.

3. The rise in Dividends 
Withholding Tax to 20% 
is negative for investors. 
The net dividend received 
by shareholders will fall 
to 80%, a reduction of 
6%. This does not affect 
taxable dividends from 
listed property, but rather 
ordinary dividends from the 
rest of the market. We do believe that dividend growth 
will be sufficient to offset the extra tax burden, so we do 
not expect investors to suffer a decline in their income. 
But the rate of growth will be lower than would otherwise 
have been the case. 

4. Talk of infrastructure investment rings hollow, as this has 
been promised for years, but is slow to materialize. Much 
of the spend will be devolved to Eskom and Transnet, 

amongst others. So it is questionable whether the funds 
will find their way to the right projects. Consequently, we 
remain wary of construction related stocks. 

5. Higher government borrowing should be easily funded, 
and therefore we do not expect bond yields to rise. That 
is good news for the listed property sector. However, 
Treasury has announced that it expects to save between 
R2 and R3 billion from property leases and that does 

imply that those companies with 
a high exposure to government 
as a tenant may come under 
pressure.  

One of the few concessions 
that Treasury did announce 
was an increase in the annual 
allowance for tax free savings 
accounts – from R30,000 per 
annum, to R33,000 per annum. 
Given the rising incidence of 
tax, we maintain our view that 
all taxpayers will benefit from 

having a tax-free account. We encourage all our clients to 
discuss the options with us. 

Despite a rather uninspiring Budget, it has done nothing to 
alter our investment view for the current year – namely that of 
a recovery in GDP growth, a recovery in corporate earnings 
and consequently, better returns from equities. 

Finance Minister, Pravin Gordhan, under enormous pressure, has 
attempted to balance the competing needs of the country.

TruSTS

Trusts have been in the firing line for some time, with 
previously announced changes to deemed tax on loan 
accounts coming into effect on the 1st March 2017. The only 
change to trusts in this Budget was the increase in the tax rate 
from 41% to 45%, to keep it in line with the top marginal 

rate of personal income tax. This does imply that the rate of 
Capital Gains Tax in a trust will rise from the current rate of 
32.8% to 36%. 

There was no mention of any further impending changes to 
trust legislation.

iMPlicaTionS 
for 

inveSTorS

“One of the few concessions 
that Treasury did announce 
was an increase in the 
annual allowance for tax 
free savings accounts – 
from R30,000 per annum, to 
R33,000 per annum.”
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You will hear the same comment from 
almost any adult, “Wow, I can’t believe 
how quickly this year is going by!” I am 
no exception. It seems that only a few 
weeks ago that we were celebrating the 
New Year. Now we are facing the end of 
February, the dawn is breaking later and 
later each day, and recently, the weather 
has had a distinctly autumnal feel to it. 

Such is the pace at which the days and weeks are slipping by.

Markets have started the year with much promise. Globally, 
equities have shot out of the blocks, rising by 5.2%, although 
this masks huge regional disparities. The rally in global 
equities has really been driven by the US. Other regions are 
positive, but not to the same extent. Locally, the JSE has 
gained about 3% for the year so far, but this too masks huge 
discrepancies amongst sectors. Most of these gains have come 
from platinum, gold and selected industrial shares (retailers 
and construction). The rest of the market has been more muted.

We are encouraged by the steady improvement in economic 
data, which in our view is a prerequisite for a rising equity 
market. Driven by the US, key measures of economic activity 
are all moving in the right direction, notably manufacturing, 
retail sales, unemployment and inflation. This, along with 
heightened anticipation that President Trump will stimulate 
growth through tax reform, has provided a steady underpin to 
shares. US and UK markets are trading at record highs. This 
is causing some concern in the press. Should we be worried?

In theory, markets should trend higher over time, and therefore 
the mere fact that a certain market is trading at record highs 
should not in itself be any reason for concern. That is exactly 
what is meant to happen. The issue comes from what is 
causing those highs to be achieved. Is it pure optimism or is 

there a solid underpin to the rising trend?

A cursory glance at the p/e ratios for both the US and UK 
markets suggest that investors are getting ahead of themselves. 
The p/e ratio for the S&P 500 Index has risen to over 21x, a 
level seldom reached in recent history. The UK, by contrast, 
is trading at a p/e ratio of 38x, but similar to the JSE, it is 
distorted by a number of once off factors. We expect these to 
normalize as the year progresses, and for the ratio to return to 
far more acceptable levels. 

Whether the valuation of any market is sustainable depends 
hugely on the expected earnings from the companies listed 
there. This is where the news turns more positive. Earnings 
growth is gaining momentum in the US, UK and Europe, and 
we expect this trend to continue, especially given the fact that 
the underlying economic indicators are pointing to stronger 
economic growth ahead. Stronger growth fuels stronger 

Are mArkets 
trAding AheAd of 

expectAtions?

Michael
Porter

region % return yTd
World 5.2%
US 5.4%
UK 2.0%
Europe 1.5%
SA 3.0%
Total – All Share Index 5.1%
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corporate profits, which in turn drives down valuations. 
Whilst markets may appear expensive at present, we believe 
that valuations will moderate as the year progresses.

Locally, it is a similar story. You 
will remember in our outlook 
for 2017 that we analysed the 
P/E Ratio for the JSE. Our 
conclusion was that the market 
was not as expensive as it 
seemed. It was being distorted 
by selected companies whose 
share prices had rallied hard 
in anticipation of better profits 
ahead. Encouragingly, that 
view is being vindicated. The 
P/E Ratio for the JSE has fallen 
from over 22x to the current 
level of 19.8x. Thus far, this is 
mainly attributable to the mining 
sector, as mining companies 
have reported significant 
improvement in profitability. For 
the market as a whole, earnings are growing again. A huge 
number of companies still have to report their results, so we 
expect the valuations to moderate further over the next month 
or two.

Moderating valuations coupled with accelerating economic 
momentum bode well for investment returns over the 
remainder of this year. Therefore our view of solid returns 
from local investments this year has not changed. Seasoned 
investors will know that markets are forward-looking. So it 
is only to be expected that markets rally well before the good 

news is actually reported.  However, globally, we feel that 
there is room for markets to catch their breath. Why do we say 
this? A few reasons:

1. President Trump is still 
settling into office, and his 
policies are erratic. We have 
come to expect the unexpected, 
but it is not going to be all plain 
sailing. There will be delays 
and setbacks. Investors should 
expect as much.
2. The election outcome in 
France is turning more uncertain. 
The right-wing party led by Mrs 
Le Pen is promising its own 
referendum on Europe should 
they win power.
3. Greece’s woes are back 
in the headlines. A temporary 
agreement between creditors has 
been reached, but bond yields 
have risen across the region. It is 

a reminder that structural issues still remain. 

To reiterate, we remain positive on the outlook for local 
equities this year and believe that the factors required to 
drive a mild recovery in our economy and market are steadily 
falling into place, as we anticipated. However, globally (and 
especially in the US), markets have had a strong start to the 
year. A pause for breath would be welcome. If it creates a little 
short term volatility, then we will use it to our advantage to 
build portfolios at attractive prices.  

The bull has been raging in some equity markets since Donald Trump’s election to the US presidency. The question of how much longer it 
can as last is both a pertinent and vital one.

“Encouragingly, that view is 
being vindicated. The P/E 
Ratio for the JSE has fallen 
from over 22x to the current 
level of 19.8x. Thus far, this 
is mainly attributable to the 
mining sector, as mining 
companies have reported 
significant improvement in 
profitability.”
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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:

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 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)
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ContaCt detaIls:

Our next Insight seminar will return to a topic that we 
last discussed a few years ago – how to simplify your 
estate and reduce the stress for your surviving spouse 
(or heirs). The seminar will cover changes to legislation, 
changes to taxation, and our experience of administering 
estates and what the most common pitfalls are.  

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.

InsIght semInars:

naTal MidlandS
Topic: Surviving your death
Date: 28th of March 2017
Venue: Fernhill Hotel

Midmar / Tweedie  Road
(almost opposite entrance to 
Midmar

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


