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Market Insight from the Harvard House Group

What a difference a few weeks can make. 
At the end of March, Minister Gordhan had 
just been recalled from his international 
roadshow. Speculation was rife about 
the motive. Every headline shouted a 
contradictory story, that left everyone 
dazed and uncertain as to what was really 
happening. Markets were understandably 
extremely volatile. Events have moved 
quickly since then. There was indeed a 

cabinet reshuffle. Both the Finance Minister and Deputy 
Finance Minister were replaced, although the reshuffle 
went a lot further than that. Two ratings agencies have since 
downgraded South Africa’s foreign debt ratings to sub-
investment grade (better known as “junk” status.) Moody’s, 
the last of the three major agencies, has chosen to delay their 
decision in order to let the dust settle. However, given that 
they are two notches above their peers, it is almost certain that 
they will downgrade SA by at least one notch, with a further 
downgrade to junk to follow if conditions deteriorate further.

Minister Gordhan spent the whole of last year trying to avoid a 
downgrade. Thanks to reckless politics, it has now happened. 
The reaction from both the market and the Rand has been 
relatively muted, all things considered. The burning question 
facing investors is how to position themselves going forward? 
What does the downgrade mean, and how do we react to it? 

It goes without saying that politics in this country is extremely 
fluid at present. Any number of outcomes could materialise 
over the next six or nine months, and the market reaction 
could be vastly different, depending on which outcome 
ultimately prevails. It is therefore pointless, in our opinion, 
to try and second-guess the political process. We are not 
experts on political issues. Rather, this article will focus on 
our interpretation of the economic impact, and the knock-on 
effect to markets and your investments. We have tackled the 
issue in sections, for ease of reference.

The Rand
The Rand was trading as low as R12.30 per US Dollar 
immediately prior to the headlines that Minister Gordhan 
had been ordered home. At its weakest point immediately 
after S&P downgraded our credit rating, it reached R14 per 
US Dollar. This was an understandable reaction from the 
currency, especially if we consider its trend after Minister 

Nene was fired. However, as I write this article, the Rand is 
trading at 12.90 per US Dollar, hardly the sign of a currency 
under duress. It has traded in a similar fashion against the 
Pound, although their decision to hold a snap general election 
has temporarily boosted their currency. Why is the Rand so 
strong, and what is the outlook ahead?

We have claimed, for many years, that the primary trend for 
the currency is driven by economics, not politics, and we 
reiterate this view. The chart below tracks the real effective 
exchange rate (the Rand adjusted for inflation) against South 
Africa’s terms of trade. (Terms of trade can be defined as the 
ratio of export prices to import prices and is a measure of a 
country’s relative competitiveness. In other words, terms of 
trade improve when the prices of your key exports rise faster 
than the prices of your key imports. In simplistic terms for 
our country, our terms of trade would improve if gold prices 
were rising - a key export - whilst oil prices were falling - a 
key import.)

It is clear from the chart that there is a close relationship 
between the Rand and our terms of trade, which essentially 
reinforces our opinion that the Rand is more susceptible to 
global factors than local ones. That is not to say that politics 
does not affect the currency, but the Rand seems to quickly 
revert to a “business as normal” trend. 

Consequently, in our opinion, the medium-term outlook for 
the Rand will be influenced by the following factors:

1. The outlook for commodity prices. The CRB Index, a 
broad measure of commodity prices, rallied 9% in 2016, 
but has drifted off 5% so far this year. Recently, the prices 
of iron ore and copper have fallen sharply, whilst gold 
remains volatile due to global politics. The price of our 
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other key export, platinum, remains subdued. On the other 
hand, oil prices have fallen sharply as global stockpiles 
continue to grow. After a stellar performance in 2016, 
we believe that commodity prices are due for a period of 
consolidation. It is unlikely that our terms of trade will 
appreciate significantly from this point.

2. The outlook for US interest rates remains a critical variable 
for all global markets. As a reminder, the US has raised 
their key interest rate once a year for the past two years. 
This year, there has already been one increase of 0.25%, 
and the market is expecting a further two increases. Such 
a move is already discounted in share prices. That will 
raise US interest rates to 1.5%, the highest level since 
late 2008. Whilst there is a risk that the Federal Reserve 
raises interest rates more aggressively in reaction to 
stronger US growth, we believe this risk is receding. We 
do not believe that US policy actions will have an overly 
negative bearing on the Rand over the next six months.

3. Global politics. As I write, markets are rallying with 
relief that Marine Le Pen did not win the first round of 
the French election. This highlights just how uncertain 
the global political environment has become. Over the 
next six months, markets will face a snap general election 
in the UK, the second round of the French election, and 
German elections. Each event has the potential to cause 
volatility should there be a dramatic change to the status 
quo. 

4. Foreign behavior in our market. It seems hard to believe, 
but foreigners have actually been net investors into our 
bond market since the downgrade was announced. Since 
then, foreigners have actually purchased almost R15 
billion of South African bonds, but sold R1.6 billion 
of South African shares. How is this possible? Do they 
not read the news? The short answer is that foreigners 
are far less sensitive to domestic political developments 
than local investors. After all, South Africa is not the only 

country with domestic issues. Our immediate peer group 
includes Turkey (who have just essentially voted for a 
dictatorship), Brazil (recovering from its own downgrade 
and the impeachment of its president), and Russia (under 
sanctions and which was also downgraded.) Provided that 
the environment remains supportive for emerging markets 
(allied to point 2 above), we do not expect foreigners to 
abandon ship. 

In summary, we believe that the near-term trend for the rand 
will be dictated by commodity prices. Recently, prices have 
come off the boil as the “irrational exuberance” following 
President Trump’s election wears off, and China grapples 
with its internal issues. We believe that the commodity cycle 
is softening. Consequently, we forecast a reasonably stable 
currency within a trading range, but with a weaker bias. The 
Rand will also be susceptible to bouts of extreme volatility, 
both positive and negative, as the political process unfolds.

Our economy
Unfortunately, we do believe that the downgrade will have 
an impact on the rate of growth for our economy. Prior to 
the downgrade, we were becoming more and more convinced 
that a cyclical recovery was underway in South Africa. We 
were expecting a recovery in economic growth, which in turn 
would have boosted confidence and laid the foundation for 
a virtuous cycle of reinvestment and growth. That is now in 
jeopardy.  Hope for an economic recovery was supported 
by an impressive improvement in the economy’s leading 
indicator, which in turn was supported by an improvement in 
both business and consumer confidence. Unfortunately, that 
recovery has been stalled in its tracks by political uncertainty 
and the subsequent downgrade. Over the next few months, 
we expect business and consumer confidence to trend lower, 
which in turn will lower the rate of GDP growth.
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Whilst foreigners may be prepared to give our government 
the benefit of the doubt, we would be surprised if local 
businesses did the same. Having navigated the “downgrade 
tightrope” successfully last year, along with fruitful progress 
on key reforms, there has been a growing sense of optimism 
and collaboration between business and government. This 
mood is unlikely to be maintained. It my opinion, we have to 
assume that the government’s commitment to fiscal restraint 
and market-friendly reforms has deteriorated. Why else would 
Minister Gordhan have been replaced? Already, our forecast 
economic growth rate for 2017 has been reduced. Prior to the 
downgrade, we were expecting GDP growth of 1.7% for the 
year. Forecasts have now been reduced to closer to 1%. 

In our opinion, this can set in motion a negative or downward 
cycle:

1. Weak business and consumer confidence will delay the 
much-anticipated turn in two key areas of the economy 
– fixed investment and consumer spending. It is a widely-
held rule of thumb that an economy needs the ratio of fixed 
investment to GDP to exceed 25% for an economy to be 
adding to its productive capacity. Our economy achieved 
that ratio briefly prior to the 2010 World Cup, but it has 
languished ever since. Given the uncertainty, the economy 
is hardly a conducive environment for investment at 
present. By the same token, consumer confidence will 
have been dented, making consumers more reluctant to 
assume debt for housing and big-ticket purchases. 

2. Weak economic growth will put pressure on government 
tax revenue and employment growth.

3. In our March issue, we commented on the recent 
National Budget. In that issue, we showed how interest 
payments were rising, when measured as a percentage of 
government revenue. South Africa already spends 11% of 
its annual Budget on interest payments. The downgrade 
should imply even higher interest costs in the future. More 
spending on interest means less money for everything 
else. 

4. Taken together, these factors imply higher taxes and 
deteriorating government delivery, which perpetuates the 
negative cycle.

It does not have to be this way. Fiscal discipline and steady 
economic reforms, along with accountability and reform at 
State-Owned Enterprises could pave the way for a virtuous 
cycle of improving government finances and rising private 
sector investment. Unfortunately, the private sector will, 
rightly, be hugely skeptical until Minister Gigaba, or a new 
government, proves otherwise. 

That said, we still believe that a cyclical recovery is currently 
underway in our economy. This is driven by the factors that we 
highlighted at the end of last year, namely higher commodity 
prices (notwithstanding the recent decline), a more favourable 
global environment, a recovery in agriculture from the 
drought, and lower inflation. Given that the Rand has remained 
remarkably resilient in the face of recent events, there is still 
scope for inflation to fall further, and for the Reserve Bank to 
cut interest rates later this year. That might offer the consumer 
some relief, but much of the benefit will be offset by higher 
taxes and weaker wage growth. 

The difficulty facing investors is to balance these opposing 
outlooks – the near-term outlook for a cyclical recovery, 
and the longer-term outlook for a steady deterioration in our 
economy if fiscal discipline is not maintained. Given that 
political events are so recent, we have yet to see any reaction 
in economic data, and this is something we will have to 
watch closely. It is our view that both outcomes are likely to 
materialize – we will have a recovery this year and into 2018, 
but it will be more tepid that previously assumed. If there is 
no political improvement (which is a big “IF”), then we will 
become more bearish on the ability of our economy to remain 
competitive over a longer period. 

The market
How does our economic outlook affect the market? In our view, 
it is quite simple: in order for share prices to rise, underlying 
profits need to rise. The chart below shows the trend between 
the two quite clearly. There are periods of divergence, and 
generally this can be ascribed to a “lead and lag” situation 
where the market either anticipates events before they happen, 
or reacts to events. But the two series tend to converge.
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The rate of fixed investment remains woefully low as companies 
remain reluctant to commit in an uncertain environment. In turn, 
the level of capital stock is deteriorating. We are consuming the 
fruits of prior investment rather than laying the foundation for future 
generations.
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This view is further supported by the next chart, which shows 
South Africa’s rate of GDP growth (the blue bars), and the 
rate of growth in profits from industrial companies listed on 
the JSE (the orange line.) During the early 2000s, economic 
growth was strong – it averaged 4.5% between 2000 and 2007 
and that fueled profit growth from local industrial companies 
of an average of 16% per annum. It is therefore no surprise 
that the JSE Industrial Index gained 224% over that period. 
However, as the chart shows, the rate of economic growth 
has slowed since the Financial Crisis, and so too has the 
rate of profit growth from industrial companies. Apart from 
diversifying into new markets (which SA companies have 
done aggressively), there are few levers for companies to pull 
in order to grow their profitability.

Your investments
The prior sections highlight our thoughts on the impact of the 
downgrade on the rand, our economy, and the market. Putting 
it all together, how does this affect local investments? 

Our first point of advice is to avoid a knee-jerk reaction. 
Whilst we can all appreciate how uncertain conditions are, one 
must bear in mind that despite it all, life goes on. Think back 
over the past twelve months, to Brexit and President Trump’s 
election, in particular. In both cases, there was a sharp reaction 
over the following days and months, but markets soon came 
to terms with the change, and moved on. It has been the same 
with us. The cabinet reshuffle and downgrades were met with 
weakness across banking and retail stocks. Three weeks later, 
much of the initial weakness in those shares has been reversed. 

That said, we cannot be ostriches and put our heads in the 
sand either. We need to be realistic about the changes and how 
they might affect the future. That brings me to our second 
point of advice: before making dramatic changes to your 
investment portfolio, be clear about the motives for such a 
change. Without being contentious, let me paint two possible 
scenarios for the next 12 months:

1. There is no political change in this country and Zuma 
and his faction become more entrenched. State capture 
continues, with drains on the Treasury for nuclear deals 
and other state companies. Fiscal slippage occurs, the 
debt and interest burden rise, and consequently, economic 
growth stagnates. The Rand would weaken as our 
competitiveness declines. This is essentially what we 
have outlined above should the status quo remain.

2. The ANC votes for change in their December conference 
and elects the “Ramaphosa-led” faction. Another cabinet 
reshuffle occurs, restoring credibility to key ministries. 
Business and consumer confidence rebounds, and Big 
Business backs the new leadership with a commitment 
to invest. Consequently, SA’s rate of economic growth 
rises, the Rand rallies further, and the domestic economy 
performs well. 

The point of the above two scenarios is not to get into a political 
debate but to highlight how divergent the economic outcomes 
could be depending on how politics evolves. It reiterates the 
point that there is no “dead-cert” course of action. Every 
decision carries a level of risk, that we, as investors, must 
navigate.

Therefore, in our opinion, the most important factor for 
investors is earnings growth. But as we have articulated, 
economic growth is required for companies to grow their 
profits. This then forms the basis of our approach to portfolios: 
to sharpen our focus on companies that have the ability to 
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grow their profits, and by implication, their dividends. This 
has always been our approach, so this does not represent a 
change to our strategy. We believe it is achievable through a 
combination of:

1. Locally-listed, global companies (including property 
companies) that have operations around the world and 
are not reliant on SA for the bulk of their profits. This 
would include locally listed exchange traded funds such 
as the DBX Trackers and CoreShares that offer exposure 
to global indices and industries. 

2. SA-domiciled companies that have diversified offshore 
or who are expanding into new markets as a means of 
growing their profits.

3. Local companies that stand to benefit from the cyclical 
economic recovery currently underway, taking into 
account the fact that the recovery is likely to be weaker 
than originally expected. 

4. Finally, an equally important consideration is to have a 
diversified portfolio that is not over-exposed to any one 
company or industry. We will continue to reduce risk by 
reducing overweight positions.  

This might sound like a generalist statement that covers all 
the available options. It is not intended as such. Given that no 
two client portfolios are the same, it is impossible to delve into 
every detail. Clients are of course welcome to contact their 
financial consultant and portfolio manager should they require 
more specific advice.

Summary
To summarise, the political situation remains highly fluid. It 
is impossible to forecast accurately how the leadership of the 
country might look in 9 months’ time. For the remainder of the 
year, we believe that:

1. There will be a cyclical economic recovery in SA, but we 
have lowered our forecast for local growth to 1%, from 
1.7%. 

2. The Rand will be reasonably stable but with a weaker 
bias, given our view that commodity prices are turning 
lower. It will be susceptible to bouts of volatility due to 
news headlines, both positive and negative. 

3. Provided the Rand behaves as expected, we still believe 
there is room for our local interest rates to fall, but we are 
concerned that, in the absence of political improvement, 
this will not be sufficient to kickstart a consumer recovery.

4. Earnings growth will remain the key driver of investment 
returns. Given the weak local environment, we will 
continue to invest in our globally diversified stocks, a 
view that is supported by our outlook for the Rand. 

Events are moving quickly in this country. For the time being, 
we will keep cool heads and focus on the key variable: profits. 
We will update our views and strategy as clarity emerges on 
the likely political outcome. 

For those clients who are motivated by politics to move funds offshore, it is worth remembering that many of our top 
companies are also listed on foreign exchanges. One can take money offshore to protect against a change in government 
policy or Rand weakness, but retain exposure to the same group of high-quality companies by buying them overseas. The 
table below is a selection of our top companies that have both a local (JSE) and foreign listing. 

Of course, clients who would like to externalize some of their investments are not limited to reinvesting in the above list 
of companies. There is a vast selection of high quality companies that offer geographic as well as industry diversification. 
Please speak to your financial consultant if you would like more information on an offshore discretionary portfolio.

resources financials & Property industrials
Company Listing Company Listing Company Listing
Anglo UK Old Mutual UK AB-Inbev Belgium
BHP Billiton UK Investec plc UK BAT UK
Glencore UK Intu UK MediClinic UK
Sasol US Capital & Counties UK Mondi plc UK
Gold shares US Hammerson UK Richemont Switzerland
South 32 UK NEPI / Rockcastle Netherlands Steinhoff Germany

Redefine Int’l UK
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We are very proud to inform our clients that Nigel has been 
awarded the St Michael Award by Michaelhouse, only the 35th 
Old Boy to do so. This prestigious award was instituted in the 
School’s centenary year, 1996, with some of the following 
criteria:

1. The candidate must be a living Old Boy of Michaelhouse.
2. He must have devoted a considerable period of his life to 

serving his fellow man and the services so rendered shall 
be of an exceptional and selfless nature.

3. The candidate should not have been motivated by personal 
gain or fame.

4. In framing the criteria for the award, the St Michael 
candidate will ideally display the characteristics 
exemplified by St Michael: courage, compassion, and a 
willingness to fight for truth and justice.

I have known Nigel and worked very closely with him since 
joining the firm in 1998. Over this period, I have personally 
experienced his gentle, caring and compassionate heart and 
his desire to positively impact the lives of others. He has 

poured countless hours of his personal time into Charities 
and Non-Profit Organisations, as well as individuals in need. 
We, as fellow Directors and staff, have all benefitted from the 
values of Integrity, Caring and Loyalty, Professionalism and 
Excellence laid many years ago, values which continue to be 
the fabric of our business today.

We congratulate Nigel on this well-deserved achievement and 
are proud that he is a valued member of our team.

Pete Smith
Chief Executive Officer

nigeL Porter: 
reCognition for a 
Life of Community 

serviCe

This years St Michael Award recipients. From left to right: Anthony Hewat (Chairman of the Board of Governors), Mark Lynn (President of 
the Old Boys Club), Mel and Nigel Porter, Chippie and Cynthia Brand (Award Recipient), and Greg Theron (current Rector of Michaelhouse.)

Nigel receives the St Michael award from the President of the 
Michaelhouse Old Boy’s Club, Mark Lynn.
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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:

The months are slipping by with alarming speed. By 
the date of our next seminar, due at the end of May, 
it will have been six months since we examined 
markets and market trends. We will provide an 
update as to how our views for 2017 are evolving, 
and our forecasts for the remainder of the year. .  

Please RSVP to Clare Mitchell on 033 3302164 or 
clarem@hhgroup.co.za. Please note that we will host 
two seminars in Howick to alleviate congestion – 
one morning session and one evening session. Both 
seminars will take place at Fernhill Hotel.

nataL midLands
Topic: Mid-year market update
Date: 30th of May 2017
Venue: Fernhill Hotel

Midmar / Tweedie  Road
(almost opposite entrance to 
Midmar

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

InsIght semInars

Johannesburg
Topic: Mid-year market update
Date: 1st June 2017
Venue: Inanda Club

Forest Road, Inanda
Sandton

Evening Time: 7am for 7.30am


