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The man in the street, much like 
the professional fund manager, uses 
cash returns as a basis for investment 
comparison. Cash is largely seen as the 
risk-free return. This unfortunately can 
lead to the misleading comparison of 
apples versus oranges when it comes to 
income returns.

A frequent scenario is that the first port 
of call when a client seeks to invest for 

income is the local bank. They are quoted a fixed interest 
rate, which may escalate if the client is prepared to commit to 
a longer investment term.  Currently this rate is of the order 
of 8% to 9% for a longer dated investment.

Thereafter, a client will interrogate us for a comparative yield. 
On hearing the offer of 4% annual income on their capital, 
they are usually quick to protest that we are not competitive 
and quote the Bank’s very generous rate as a comparison. We 
have occasionally even heard of instances of other advisers 
quoting historic investment returns to secure the client’s 
custom. We consider this ingenious and unprofessional, even 
if it does illustrate the benefits of a long-term investment 
portfolio for the investor.

Sadly, the investor doesn’t realise that the 4% income 
yield offered by Harvard House is specifically constructed 
to achieve a number of simultaneous benefits that are not 
available with a fixed deposit investment. These benefits 
include an escalating income, tax efficiency and long-term 
capital appreciation.

In order to demonstrate how this income yield devolves, 
we can turn to the experts in generating long term income, 
the Actuary. Their calculations are easily illustrated through 
the use of compulsory purchased annuities - historically the 
vehicle used to provide pensions to retirees. Introducing 
specific characteristics to the income will demonstrate what 
each benefit “costs” in terms of income yield. In order to do 
this, we need to make a few base assumptions. In this case, 
we will use a male aged 65, married to a woman aged 60, 
with R1 million to invest and seeking an income. The table 
below (figure 1) illustrates the results for each scenario.

The first calculated figure is a lifelong annuity, never 
increasing and ceasing on the death of the investor with no 
return of the capital. This product generates a yield of 11.2% 

per annum or R 9,333pm. This is far better than the Bank’s 
fixed deposit rate of 8% to 9%. If you wanted to make sure 
your heirs benefited should you die soon after investing, you 
could add a 10 year guarantee that pays for a minimum of 
120 months or until you die whichever is later. This promise 
reduces the yield to 10.5% per annum or R 8,752pm.

What if I wanted these benefits, but I also wanted to increase 
the income every year to offset inflation? What would the 
income yield fall to if we added an annual escalation of 6.5% 
to the income? Well, quite simply, you will have to sacrifice 
income in order to secure this. In our illustrated example, we 
would be offered a new income yield of 6.19% per annum 
or R5,160 per month. So for the added security of a rising 
income over time, the starting income yield is almost half of 
what was initially offered. 

Now let us bring the wife into the picture. Surely the income 
needs to last until the second spouse passes away – not just 
the original investor. We are sure most couples will agree that 
this is the ideal scenario, but it comes at a significant cost. 
The yield falls further, to 4.65% p.a or R 3,879 per month.

Finally, let us assume that we retain all the previous 
characteristics, but as a final requirement, we require that the 
original investment of R1 million be paid to our heirs on the 
last dying of either the husband or wife. In essence, this is 
probably the closest equivalent to a portfolio that we might 
create for a client, except that we would like to believe that 
over the longer term, we would also grow the value returned 
well in excess of R1 million. This reduces the starting yield 
to 3.78% or R3,151 per month. It has fallen by 66% from 
the starting criteria, and suggests that our quote of an income 
yield of 4% is excellent value.

The second part of this article will examine how we construct 
such a portfolio to create a balance of inflation-beating income 
combined with long term asset growth. We will demonstrate 
this using trends in historic dividends over the past ten years. 

the under-estImated 
cost of Income 

robin
Gibson

Income characteristics starting 
Yield

starting 
Income

Maximum income for life, ceasing 
on death.

11.5% r 9,334pm

Guaranteed for a minimum of 10 
years.

10.5% r 8,752pm

Guaranteed for 10 years & 
escalating at 6.5%

6.2% r 5,160pm

Guaranteed, escalating & paying 
until spouses death

4.7% r 3,879pm

Guaranteed, escalating & paying 
until spouses death plus capital 
back at the end

3.8% r 3,151pm
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Harvard House investment clients will understand that we 
prefer not to use either bonds or cash due to their inability 
to generate either a growing income or capital value over the 
long term, outside of speculation. The major building blocks 
that we use are Listed Property and Equity (ordinary shares) 
listed on the JSE. 

To illustrate the use of Listed 
Property in our portfolios, we 
will use Growthpoint Properties, 
the largest listed local property 
fund. The table below illustrates 
the historic growth trend in 
dividends, and the growth in 
the share price for this Fund. 
Presently, we can buy this share at a starting yield of 7.8%. 
You may well ask that if we can secure such a high starting 
yield with those historic growth trends, then why not build 
an exclusive listed property portfolio for a higher income, 
given that Growthpoint has provided both income growth and 
capital appreciation? We do build portfolios exclusively from 
listed property in some instances. But over time, the income 
gains and capital appreciation above inflation are relatively 
muted, which prevents the portfolio from gaining a greater 
degree of robustness and providing the extra growth that is 
so often necessary. We have used only one property share in 
our example, but in reality, we build a diversified portfolio of 
property shares, some with higher starting yields and lower 
quality portfolios and others with lower starting yields but 
with better quality properties. This blends the risk/reward 
profile of a portfolio to produce an optimal income yield with 
an acceptable level of risk. 

In order to secure long-term, inflation-beating returns, we 
then include a selection of ordinary equities from a range 
of different economic sectors. This provides diversification 
to reduce the risk of a weak company or one that does not 
deliver our projected dividend growth. The table above 
illustrates two shares that we often use in such situations, 
one a long-time favourite – Standard Bank, and the second, a 
South African superstar, Naspers. 

Standard Bank can be currently bought at an initial yield 
of 5.2% while Naspers offers a very low yield of 0.2%, 
by comparison.  To put these numbers into perspective 

however, consider the annual compound growth rate of their 
respective dividends over the past ten years. Standard Bank’s 
dividend has grown by 9.32% per annum, whilst Naspers has 
delivered a breath-taking 15.87% per annum (which is almost 
10% per annum better than inflation). This performance is 
further reflected in their share price history over the same 

period. Standard Bank traded at 
R105.80 on the first trading day 
of September 2007, and closed 
at R 167.43 on 31 August 2017, 
thereby delivering a compound 
annual return of 4.6%. This is 
somewhat disappointing, but 
a good illustration of what can 
happen even with good quality 

companies (and a reason why we believe in a diversified 
portfolio). Naspers traded at R184.00 per share on the first 
trading day of September 2007, and hose to R2940 per share 
at the end of August 2017. That equates to an enviable return 
of 28% per annum.

To produce an optimum income and to generate long-term 
income and capital growth, typically you would construct a 
portfolio that has an exposure of 40% to a selection of Listed 
Property stocks, with the balance comprising a diversified 
portfolio of quality ordinary shares.  While in practice, we 
would never actually base a portfolio on just three stocks, we 
will illustrate the construction of a long-term income growth 
portfolio using these three shares as a proxy for a wider, more 
diverse portfolio.

Our portfolio construction therefore assumes 40% in 
Growthpoint, 40% in Standard Bank (as 
a proxy for quality blue-chip companies 
with moderate performance) and 20% 
in Naspers (a proxy for low-dividend, 
high-growth shares). Our blended 
initial income yield would equate to 
5.2%. Removing 1% per annum for 
costs results in a starting yield on your 
investment of 4.2%.  What is important 

however, is that the approximate rate of income growth over 
the past ten years would have been 10.2% per annum – 4% 
per annum better than the prevailing rate of inflation. Capital 
Growth over the same period would have been approximately 
9.4% per annum, even with all the income consumed. That is 
a very satisfying end result compared to that fixed deposit or 
even that actuary’s annuity!

In conclusion, a growing sustainable income that also grows 
your capital is far from cheap. However, when compared 
with the alternatives over long periods of time, there is little 
that can beat it.

Share current 
Yield

10-year compound 
dividend Growth

share Price
3 sept 2007

share Price
31 aug 2017

Growthpoint 7.8% 8.50% r 15.46 r 25.15
Standard 
bank

5.2% 9.32% r 105.80 r 167.43

Naspers N 0.1% 15.87% r 184.00 r 2,940.97

“A growing sustainable 
income that also grows your 
capital is far from cheap.”
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Last month we highlighted a number of 
charts that tried to shed light on the state 
of our economy. This year started with 
promise – we anticipated that our economy 
would grow at 1.7% this year. That is 
nothing to write home about, but it would 
have been an improvement on the past two 
years, and a chance for our economy to 
develop some momentum. Then politics 
intervened. What has transpired since has 
been well documented, and our economy 

remains in critical condition. 

That said, there appear to be pockets of hope that the worst 
may be behind us. Critical to a turn in our economy is a turn 
in consumer spending – and some of the recent results from 
retailers suggest that consumers have a little more cash in 
their pockets. Is this really the case? This article will focus on 
the health of the consumer, as trends here will go a long way 
to determining the performance of the overall market over the 
next 12 months. 

Before we start, I think it may be useful to look back over 
the past ten years. It has been a rough decade for the global 
economy, which has struggled to regain its footing post 
the Financial Crisis. But time heals, and the momentum is 
building, in most major economic regions. However, the chart 
below shows how South Africa is being left behind. Whereas 
historically, our economy has tended to track the trend in the 

world at large, this relationship has recently broken down. The 
gap represents the lost opportunity resulting from politics and 
weak confidence. 

The next chart is equally distressing. It shows the trend in GDP 
per capita. A rising trend means that the average South Africa 
is getting wealthier, and vice versa. In 1994, the ANC inherited 
a weak and highly skewed economy. Through reforms (trade 
liberalization), improving terms of trade, and public-sector 
employment that created a growing middle class, GDP per 
capita rose steadily. On average, South Africans became 
wealthier, and that manifested itself in an economic boom 
from 2003 to 2007. However, recently, that momentum has 
been lost, and GDP per capita has actually contracted over the 
past two years. This is a direct function of our weak economic 
growth.

Trying to understand the outlook for consumer spending is 
tricky, as there are dozens of variables than can influence the 
way people feel and act. So a good place to start is consumer 
confidence. After all, confidence (or the lack thereof) is 
what drives consumers to make decisions. Unfortunately, 
this metric does not fill us with hope. In absolute terms, 
confidence – both business (which influences investment 
decisions) and consumer – is weak. We know the reason for 

consumer sPendInG: 
Is there caPacItY for 

Growth?

Michael
Porter
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South African citizens are, on average, wealthier than they 
were twenty years ago, but the momentum has been lost 
over the past three years.
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that. Unfortunately, there is nothing to suggest an immediate 
change in trend either – and this is likely to be the case until 
the end of the year.

Other factors that concern us about the ability of consumers to 
increase spending include:

1. Unemployment remains stubbornly high, and rising. 
The pressure is coming from all sides of the economy. 
The mining sector continues to shed jobs – only last 
week Impala Platinum announced that it was entering 
discussions with unions for the loss of 3,500 jobs. But 
job losses have spread to the services sector as well. The 
banks are all downsizing as they try to take advantage of 
efficiencies created by electronic channels. Government 
- the former anchor for employment – has also frozen 
new jobs as they try to bring their deficit under control. In 
short, in the absence of a change in political direction, we 
find it hard to forecast an improvement in unemployment.

2. Fuel prices have been static for a few years, thanks 
firstly to a falling oil price, and then secondly, to a much 
stronger Rand. Increases in fuel taxes have been absorbed 
without affecting the pump price significantly. But we 
are concerned that the trend is turning. Government 
announced that it may introduce VAT on fuel prices next 
year (offset by falling fuel levies), but we are skeptical 
that the overall level of tax will remain unchanged. 

3. The Rand has weakened slightly in the past few weeks, 
in reaction to unfolding global events. Specifically, the 
Bank of England has hinted that UK interest rates may 
soon have to rise. In the US, the Federal Reserve may 
announce measures to reduce their balance sheet. Both of 
these events are negative for emerging market currencies 

as a group. Even a marginally weaker Rand will prevent 
inflation, and interest rates, from falling much further. 

4. Finally, we commented in last month’s issue about tax 
collection this year. In the Budget announced in February, 
Treasury raised taxes by R28 billion, and they forecast 
further increases of R15 billion in 2018. Given weak 
collections, it is more likely that taxes will rise by a further 
R24 billion, and this could be higher if current collections 
don’t improve. 

Yet despite the headwinds articulated above, there are a few 
reasons to be more optimistic.

1. As we have said all year, inflation has fallen consistently 
over the course of this year, largely thanks to falling food 
prices as farmers recover from the drought. At the same 
time, wage settlements have been set at higher levels – 
often between 7-8%. Given that inflation is now recorded 
at less than 5%, there is a widening gap and consumers are 
experiencing an increase in their real incomes.

2. The Reserve Bank cut interest rates in July, but 
disappointingly, failed to reduce them again last week. 
Whilst a reduction of 0.25% is not large by historical 
standards, it does have an immediate impact on the health 
of consumers. In last month’s issue, we showed a chart 
of “Household Debt as % of Income”, coupled with the 
cost of servicing that debt. Recent data shows that the 
overall level of debt continues to fall – the ratio of Debt to 
Income is now just 71.8%. Lower levels of debt together 
with lower interest rates will bring down the cost of 
servicing that debt. That provides scope for consumers to 
either repay more debt, or increase their spending. We do 
expect interest rates to fall further, but the quantum will 
be limited, given the risks to inflation. 

Jse retaIl sector Pe ratIo

5

10

15

20

25

30

03 05 07 09 11 13 15 17

General Retailers Food / Drug Retailers

PE Ratio, x
Dotted lines = average for the period

Retail shares are not as expensive as they were, but 
they are not yet bargains either. Investors will need to be 
selective in their choice to separate the winners and losers.
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We understand Your need for financial integritY | WWW.hhgroup.co.za | the harvard house group6

Market Insight from the Harvard House Group

Retail shares have been under pressure for some time, hence 
the market is getting excited about a potential change in trend, 
and share prices have generally recovered well off their lowest 
levels. The chart below shows the valuations of the two retail 
sectors on the JSE – food retail and general retailers. Whilst 
valuations have improved, especially for general retailers – 
companies are not as expensive as they were a few years ago 
– they are hardly cheap given the anemic outlook. Valuations 
were much cheaper back in the mid-2000s, during a period 
when consumer spending was booming.

A real increase in income, coupled with falling interest rates, 
provides an immediate boost to consumers’ disposable income. 
In our opinion, this impact is being felt in the economy, as 
retailers report slightly improving sales figures. This may last 
into 2018 as the benefit of lower interest rates endures. But 
given that the headwinds are more long-term in nature, this 
cycle is likely to be very shallow and short, unless there is a 
rebound in confidence. That, like so many other variables, all 
hinges on events in December.

Shoprite has arguably been one of this 
country’s most successful companies. 
The company listed on the JSE in 1986. 
In 1994, at the advent of democracy, the 
share price was 165c per share. Today, the 
company’s shares trade at R210 per share 
– a compound average annual growth rate 
of 23.5% - despite the company being 
at the mercy of fifteen volatile African 
economies and currencies. Yet despite 
all the headwinds present in both SA and 

the rest of the continent, Africa’s largest food retailer still 
managed to deliver a 10.6% increase in revenues and 15.7% 
growth in profits for its financial year to June 2017. What are 
the reasons behind their continued success?

1. The customer comes first. In a tough and highly price-
competitive retail environment, if you stand still, you 
will lose market share as struggling customers flock 
to the best deal. Shoprite’s CEO, Pieter Engelbrecht, 
who replaced Whitey Basson last year, was at pains to 
emphasize how they place the customer at the centre 
of every discussion and strategic meeting to ensure 
each product meets the right demand and price-point. 
As a result of this relentless focus on the customer, 
over the years, Shoprite has enjoyed 64 consecutive 
quarters of organic growth and gained 4.5% (equivalent 
to R1.5 billion) in market share from its competitors. 

2. It can garner economies of scale to further improve 
its competitiveness.  Serving more than 100 customers 
every second amounting to more than 1 billion 
transactions per annum, it is no wonder that Shoprite is 
the nation’s largest private-sector employer. It takes this 
accolade very seriously by giving back to the country. 

For instance, over the last financial year, it shielded 
millions of unemployed and low-income earners from 
R1.8 billion in cost price increases while subsidising 
over 60 million loaves of bread. How can it afford to 
do this? By growing its volumes, Shoprite was able to 
negotiate better terms with its suppliers, who in turn also 
benefitted as they reaped improving economies of scale.  

3. It has a relentless focus on costs, to make sure it can 
offer consumers a consistently low price. Cost control is 
as much a part of surviving in the current environment as 
increasing revenues. Mr. Engelbrecht is passionate about 
cost control and the group’s philosophy on cost is that 
“Every Rand spent must fight for its life!” As soon as there 
is an uplift in consumer spending, there is an immediate 
increase in profits if costs are managed relentlessly. These 
lower input costs kept internal food inflation at 5.9% 
over the past 12 months, compared to the broader rate 
of food inflation of over 10%. Lower prices have also 
enabled Shoprite to grow their customers by 1.5 million 
visits per month. 1 out of 2 shoppers spend under R50 per 
visit, but to show the extent to which Shoprite values its 
lower income market, management ensured that everyone 
from a car-guard up to a school child was able to afford a 
meal by offering deli meals for less than R5. In total, 15 
million R5 meals were sold. They may not be the most 
profitable, but they do build immense customer loyalty.  

4. Cost containment is aided by its private label range of 
products. 341 new Private Label products were added to 
their repertoire in the past 6 months. Sales from private 
label products equated to 14.7% of total SA sales, versus 
an industry average of 18.5%. Therefore, there would still 
appear to be opportunity to grow this segment further, 
which boosts margins by cutting out more expensive, third-
party brands and gaining customer loyalty in the process. 

5. It is not afraid to tackle new markets. Whilst Shoprite 
is focused on lower income consumers, the Checkers 
brand has always been a middle to upper income brand. 
Having served the middle market well, Checkers has now 
set its sights on the top end of the market. It has doubled 

shoPrIte: 
an afrIcan 
chamPIon

Nick 
rogers
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its fresh convenience food sales by launching more than 
100 convenience products developed by celebrity chef, 
Gordon Ramsey. “Our strategy is not about replicating 
Woolworths, but to dismantle the monopoly of premium 
food trade,” said the CEO. In June, it reached its highest 
ever market share in the premium food retail market. 
Furthermore, the “Oh my goodness” children’s range was 
voted No. 1 in SA, where the promise of “no junk” appeals 
to the growing number of health-conscious parents who 
are short of time and hence happy to pay up for ready-to-
eat healthy children’s meals. Equally, Shoprite, through 
its LiquorShop brand, has aggressively entered the liquor 
market. Over the past 12 months, it opened one new outlet 
every week, resulting in revenue growth of 22%. It is 
also busy evaluating expansion into markets beyond the 
African continent. There is no more detail at this stage.  

6. It has been a pioneer in Africa, and remains 
committed to further expansion. The Group made its 
first foray into Africa in 1990 by opening its first store 
in Namibia. That was followed by a store in Zambia in 
1995. Today it operates across 14 countries outside of 
South Africa. Those operations grew revenues by 34%, 
but this was reduced to 14% when converted back into 
Rands. Nonetheless, it has a formidable footprint that 
is scalable as urbanization across Africa gathers pace. 
According to McKinsey’s research, Africa’s population 
could double by 2050. More than 24 million people are 
expected to urbanise every year until 2045, resulting in a 
potential middle class of over 1.1 billion people by 2060. 

7. Strategic alliances offer much promise. In a strategic 
move, Steinhoff’s new African listing, Steinhoff Africa 
Retail (or STAR for short), bought a 22.7% stake in 
Shoprite Holdings Ltd. The move consolidates Christo 
Wiese’s interests in Steinhoff and Shoprite into on entity. 
STAR, like Shoprite, targets lower-income consumers 

across sub-Saharan Africa through its various brands (see 
elsewhere in this issue) and there is scope via increased 
management synergies and buying power to roll-out a one-
stop-shop where customers can buy clothing, footwear, 
furniture, general merchandise and food across the 
continent. That said, Shoprite will remain independently 
listed and management will continue with its own strategy, 
whilst exploring ways to partner with STAR. 

So what is the catch? As is so often the case, Shoprite is 
expensive. The shares have rallied in anticipation of the good 
news and potential for expansion. Nonetheless, Shoprite is 
well positioned locally, despite operating in one of the toughest 
environments with rising unemployment and economic 
uncertainties. Thus the share remains a firm favorite, and 
we continue to add for growth-orientated clients when the 
markets afford us an attractive opportunity.
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Shoprite’s valuation has returned to a more reasonable 
level, but it remains elevated relative to the broader market. 
Volatility in the share price will be used as an opportunity to 
accumulate.

Shoprite is an African success story with stores all over Southern Africa.
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the months have a habit of ticking by with relentless 
regularity. Within the next six weeks, our shopping 
malls will don their christmas decorations to try and 
entice weary shoppers. that means that it is time for us 
to look ahead to what lies in store for investors in 2018. 
If nothing more, I am sure we can say with certainty 
that it will be another eventful year.  

Please rSVP to clare Mitchell on 033 3302164 or 
clarem@hhgroup.co.za. 

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:
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FAIS ombudsman provides an independent and objective advisory service.  Should you not be satisfied with the outcome of a complaint 
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natal mIdlands
topic: 2018: More of the same?
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Midmar / tweedie  road
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Midmar

Morning time: 10am for 10.30am
evening time: 5.30pm for 6pm

insight seminars
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Date: 18th January 2018
Venue: To	be	confirmed

evening time: 7am for 7.30am


