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In this edition:

• Coming to terms with plunging financial markets
• The Rand: is it really a one-way bet?

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

COMING TO TERMS WITH PLUNGING FINANCIAL MARKETS

The past four months have not been 
kind to equity investors around the 
world. After peaking in late April at a 
level of 55,188, the JSE’s All Share Index 
is currently trading at 47,500 – a decline 
of almost 16% over that period. Misery 
loves company, as the saying goes. The 
weakness is not confined to our local 
market. The same trend is evident 
across the globe, as the statistics below 
highlight.

Over the course of May, June and July, equity markets had 
a weaker bias, but there was significant volatility and some 
huge “up” days as well. Initially it was the Greek Crisis that 
caused markets to wobble. Once that issue had settled, 
investors turned their attention to the USA and when interest 
rates would rise. It is still a major source of uncertainty. 
But markets were coping with these events. So what has 
sparked the current sell-off? August has witnessed a sharp 
acceleration in the pace of decline. In fact, on the day of 
writing this article, markets fell over 5% in a single day, and 
the declines were worse in some countries. What or who is 
responsible? In one word, the answer is China.  

We have commented on the collapse in the Chinese equity 
market in prior issues. But the trend in China needs further 
explanation. Having tumbled during the Financial Crisis, the 
index recovered and peaked at a level of 3500 in mid-2009. 

Despite the strong growth in that economy over the next five 
years, the index was trading at a level of 2048 in June 2014. 
That is a decline of 41% over the five year period. Thanks 
to this long period of decline, reforms in financial markets, 
and expectations of higher growth, the Shanghai Composite 
Index rallied hard. By the middle of June 2015, it had reached 
a level of 5166 – a gain from the preceding June of 152%. 
Everyone wanted in on the action. Then the market began to 
fall. Is it surprising that the market corrected after such frothy 
returns in such a short space of time? Not at all! Experienced 
investors worldwide would expect such a correction. The 
problem in China is that investors have used margin trading 
to boost their exposure. Buying shares on margin enhances 
returns in the good times, but it magnifies the losses when 
things turn more bearish. And so it has come to pass in China. 

However, that is only half the story. The rally in China was 
not mirrored elsewhere in other equity markets, so why 
has the decline spread across the world? The answer is that 
the fall in China’s equity market coincided with some weak 
economic data. Together, they raised concerns over the rate 
of growth in China. Was the market falling due to a natural 
correction after strong gains, or was the market falling 
because growth and corporate profitability was weak? Global 
markets interpreted it as the latter. These concerns have 
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Index Peak 
Value

Date 
Reached

Current 
Value

% Change

JSE All Share 55,188 24 Apr ‘15 47,631 -14%
FTSE 100 7,104 27 Apr ‘15 5,899 -17%
S&P 500 2,130 21 May ‘15 1,893 -11%
Euro Stoxx 50 3,829 13 Apr ‘15 3,073 -20%
Singapore STI 3,540 15 Apr ‘15 2,843 -20%
Hang Seng (HK) 28,443 29 Apr ‘15 21,252 -25%
Australia 
ASX200

5,983 27 Apr ‘15 5,001 -16%

China Shanghai 
300

5,166 12 Jun ‘15 3,209 -38%

Values correct as at the close on the 24 August 2015
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“Dragon” everyone down! China’s stock market has come 
back down to earth after a meteoric rise. Other world 

markets have been largely flat over the past 12 months.
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been amplified in recent weeks, causing the decline in global 
equity markets to accelerate. The market adage used to say 
that “when Wall Street sneezes, the rest of the world catches 
a cold.” It appears that China has now replaced the US in that 
sentence.

Globally, the focus is now firmly on growth, or rather the 
lack of it. At the start of this year, global growth was forecast 
to accelerate as the year progressed. But the US got off to 
a weak start, Europe got caught up in the Greek Crisis, and 
momentum in China has slowed. That has been reflected 
in commodity prices and currencies – a topic that we look 
at in more detail in the next article. However, in the past 
month, concerns over growth have been amplified. China’s 
manufacturing sector is looking as weak as it was in 2009 and 
this is spilling over into the rest of Asia and other emerging 
markets. With the US and Europe failing to plug the gap, it 
appears that forecasts for global growth will be revised down 
for the remainder of this year. Data just released showed that 
South Africa’s GDP growth rate for Q2 was -1.3%. Our annual 
rate of growth is now just 1.2%. 

Where to from here? Markets are weak, but there is no reason 
why they cannot get weaker before they get better. Whilst 
China certainly remains at the heart of the issue, we cannot 
lose sight of events in the US. It is now only three weeks 
until the US Federal Reserve meets to deliberate on interest 
rates in that country. Based on all the rhetoric recently, the 
market has certainly been expecting the long-waited increase 
in interest rates to occur in September. Will this be delayed 
given the recent turmoil, and if so, will markets interpret 
this as a bullish (lower interest rates for longer) or a bearish 
(the economy is too weak to cope with higher interest rates) 
development? Only time will tell, but we believe that volatility 
will remain high for the forseeable future. 

It is easy to watch the news and read the reports and to 
believe that the end of the world is nigh. However, the vast 
majority of people are unaware that financial markets are in 
turmoil, let alone the reasons behind it.  Daily life continues. 
Kids go to school, housewives go to the supermarket, and 
trucks trundle up and down the highway delivering goods. 
Activity does not grind to a halt just because financial markets 
are going through a wobble. 

Nonetheless, we have been saying for some time that markets 
were expensive and that valuations did not necessary reflect 
the tough economic conditions across the country. It is 
therefore surprising to us just how well corporate profits 

have held up recently. Whilst profit growth for the JSE as a 
whole is slightly negative relative to this time last year – in 
other words, profits have fallen slightly – this is due solely to 
the mining sector. Profits from local financial and industrial 
companies have grown steadily. This is highlighted in the 
chart below.

Steady profit growth coupled with weak share prices implies 
that valuations unwind fairly quickly. That has indeed 
occurred. The PE Ratio for the market as a whole is at its 
lowest level for over two years. But it is worth digging a little 
deeper to understand the sectoral trends. Apart from a brief 
period of weakness in mid-2013, the financial sector is at its 
cheapest valuation since late 2011. Industrials are not quite 
as cheap but are still trading at the lowest level for two years. 
Importantly, we are still in the throes of reporting season for 
those companies with a June or December year end. Should 
prices stay stable, we expect the PE Ratio to fall further as 
profits continue to rise. Should that trend materialise as we 
expect, then it is possible that by the end of September, the 
market will be trading at its cheapest level since early 2013. 
That alone is not sufficient to prevent further weakness. But it 
does provide a level of support that has been absent recently. 
Furthermore, it goes a long way to correcting the excessive 
valuations that have been such a concern to us.

We have shown the table below in prior issues, but it is 
interesting to note the breakdown of returns. Have returns 
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Profits from the mining sector are weak, but this is not a 
surprise given the weakness in commodity prices. Profits 
from the rest of the market continue to grow at a steady 

pace.
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come from rising profits, dividends or merely higher 
valuations? As per the table below, every region has seen 
a contraction in valuations. In other words, valuations are 
cheaper now than they were at the start of the year. That 
is encouraging. Profit growth has been a little more elusive 
– strong in Europe, flat in the US but weak across emerging 
markets. Our profit growth is negative, but if we strip out the 
mining sector, profits for the balance of the JSE have actually 
grown at 17% this year. Dividends comprise the balance of 
the return earned.

Valuations can be measured in many ways. Earlier we focused 
on the PE Ratio – the ratio of prices to profits. But another, 
equally important measure of the health of the stock market 
is the dividend yield, and the rate of growth of dividends. As 
longstanding clients will know, we place a lot of emphasis 
on dividends, given that cash in your bank account is a very 
tangible element of the return from shares. As a reminder, 
where clients require an income from their portfolios, our 
goal is always to try to generate that income from sustainable 
dividends and interest. If that is the case, then clients have 
the reassurance that their income is secure regardless of 
the volatility of prevailing share prices. The benefit of our 
approach is clearly demonstrated during periods such as this. 
So let us examine, in some more detail, how dividends have 
performed recently. 

For the JSE as a whole, the rate of growth in dividends 
has been remarkably consistent over the past few years 
– between 10% and 20%. Presently, they are growing at a 
rate of 13%, solid under the circumstances and importantly, 
well ahead of the inflation rate of approximately 6%. It is 
interesting to note that, unlike earnings which have been 
negative, dividends have been holding up well across the 
mining sector as well. The mining sector has been under 
pressure to maintain dividends, as promised in years gone by. 
So far, this has held true, and some of the bigger companies 

have even raised their dividends slightly. Nonetheless, across 
the market, rising dividends and a weaker exchange rate 
have generally translated into healthy dividend growth for 
local shareholders. We do not see any reason why this trend 
should change dramatically over the next six months. 

To underscore the point, the table below shows the rate of 
growth in dividends for companies that have reported results 
recently and where they are widely held across our clients’ 
portfolios. In all cases, dividend growth has been well ahead 
of inflation. So client incomes continue to grow. The more 
income that you earn from an investment, the more it is 
worth. So from our point of view, provided that dividends 
continue to grow, share prices will ultimately recover their 
composure.

JSE DIVIDEND GROWTH
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Dividends have continued to grow despite the weak economy.

JSE FTSE  
100

S&P   
500

Euro 
Stoxx

Emerging
Markets

Total Return (YTD) -2% -8% -7% 0% -18%
Proportion of 
return from:
-- Rising Profits -1% -6% 0% 9% -6%
-- Rising PE Ratio -3% -4% -8% -11% -14%
-- Dvidends 2% 3% 1% 2% 1%
Source: JSE, Bloomberg, Harvard House calculations

Company Previous Current % Change
Anglo American 337 396 18%
Barclays Africa 400 450 13%
BAT 854 971 14%
BHP Billiton 1292 1531 19%
Capital Property 39 43 9%
MTN 445 480 8%
NEPI 211 257 22%
Rockcastle 89 108 21%
Shoprite 350 386 10%
Standard Bank 259 303 17%
Change in dividend in last reporting period.
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We trust that this at least sheds some light on movements 
occurring across markets and the reasons for them. But what 
should investors do about it? The market value of portfolios 
is generally weaker than they were six months ago. Given the 
steady uptrend in the JSE over recent years, it has been easy 
for investors to become complacent about capital values.

It is hard to know exactly when and where markets will settle. 
Markets will need clarity on a few issues – US interest rate 
increases, the pace of global growth, the outlook for China, 
to name a few – before calm returns. So we anticipate that 

markets will remain extremely jittery until we get some 
clear direction. However, it is worth bearing in mind that 
periods of market weakness are invariably quick and sharp. 
It is impossible to sell at the top and buy at the bottom, and 
major selling must also take into account the impact of capital 
gains and any tax liability as a result. So our focus remains 
on ensuring that the shares which we hold are robust and 
pay good (and growing) dividends, and reducing exposure 
to shares that are clearly overpriced. These are nervous 
times for investors everywhere. To survive the volatility, it is 
important to keep your original goals in sight.

THE RAND: IS IT REALLY A ONE-WAY BET?

Few things evoke as much 
emotion amongst South 
Africans as the Rand. It is 
often used as a barometer 
of confidence in the 
country, and there is a 
clear correlation between 
the prevailing mood 
and the direction of the 
currency. It is therefore 
not surprising that 
South Africans are full of 

pessimism at present, given that the Rand is 
trading at its weakest levels ever against the 
US Dollar and British Pound. Indeed, the Rand 
has surpassed R21/pound on a few occasions 
recently – forcing me to make good on a long-
standing bet with a client!

In line with the pessimistic mood, investors have 
been rushing to increase their offshore exposure 
– almost at any cost. Memories of Zimbabwe 
certainly don’t help. We are repeatedly asked by clients 
whether they should sell their local investments and move 
the funds offshore. This is not an easy question to answer – 
but removing the emotion and trying to look at the situation 
more objectively is certainly a good place to start. So at the 
risk of getting it all wrong, and being forced to eat my words 
in 12 months’ time, in my opinion there is a higher probability 
of the Rand being stronger rather than weaker by September 
2016.

Why do I say this? On the next two pages of this article, there 

are a number of charts. Let us examine them one by one to 
understand the context behind the Rand’s weakness. The first 
chart shows the path of various currencies relative to the US 
Dollar over the past fourteen months. Do your eyes deceive 
you? From the sample of currencies chosen, the Rand has 
actually been the strongest performer over the past year. So-
called developed currencies (the Australian Dollar and the 
Canadian Dollar) have performed just as poorly as the Rand, 
if not worse. Why is this?

It comes down to a key point – current Rand weakness has 
far more to do with global factors than domestic issues. 

Michael Porter

Nelson Mandela on the Rand has not been enough to stop the slide.
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We might be sensitive to load shedding, inept politicians, 
corruption and much more. But look around. There is no 
Utopia out there. Russia and Brazil are in recession, Turkey is 
flirting with an outbreak of civil war, and Asia is weak thanks 
to a weaker economy in China. Relative to the peer group, we 
are certainly not the best, but we are certainly not the worst 
either. Global investors are more insensitive to our domestic 
issues because they see it elsewhere as well. 

So what are these global factors that are having such influence 
on currencies? The first is the pressing question of when the 
US will raise its interest rates. Consensus is now expecting an 
increase (the first since 2006) in September, but heightened 
volatility could push that back by a few months. The UK will 
not be far behind. The Bank of England is likely to raise their 
interest rate early next year.  In a world of zero rates, higher 
rates in some countries have the effect of attracting capital 
and in so doing, forcing the currency to appreciate. So the US 
Dollar has been strong in anticipation of higher interest rates, 
and all other currencies have suffered as a result. 

The second issue is commodity prices. All commodities 
are priced in US Dollars. So when the Dollar appreciates, 
commodity prices tend to fall as compensation. That has 
been in force for the last eighteen months, but it has been 
compounded by weakness in global growth and demand, 
especially from China. China consumes between 40-50% 

of most raw materials (iron ore, steel, copper etc). Weak 
demand in that country has put additional pressure on 
commodity prices. Currencies from countries deemed to be 
major commodity exporters (Australia, Canada, and South 
Africa) have all fallen in tandem, as we have all been tarred 
with the same brush.

However, it is not all bad news. Study the second chart, 
showing the movement in commodity prices over the past 
fourteen months. Commodity prices have been weak, but oil 
has fallen far more than gold, platinum and coal. So our major 
import has fallen far further than our major exports. Obviously 
the impact on the trade balance must take the volume into 
account as well, not just the price. But the Rand is weak 
because we are deemed to be a major commodity exporter, 
and our exports should suffer. What is not appreciated is that 
one of our major imports – oil accounts for almost 24% of 
South Africa’s total imports – has fallen much further.

It is also worth noting that we are not as reliant on commodity 
exports as we used to be. Hard as it is to believe, our economy 
and export base has diversified over the past twenty years. 
Study the table below. In 1995, 59% of our total exports were 
commodity related, with gold by far the largest single export. 
The composition of exports has changed dramatically. Now 
commodities only comprise 47% of our exports. Gold is only 
5%, but there has been a large increase in base metals (such 
as iron ore, manganese and chrome.) 

This brings me onto the third chart – our trade balance. South 
Africa is often classified as one of the “Fragile 5” – a group of 
countries that are deemed to be very vulnerable to external 
events because they have both a large budget deficit and a 
large current account deficit. Over the past few years, our 
trade balance has been very weak – a deficit of R100 billion or 
more. But the picture for the current year is looking far more 
promising. With half the year gone, we currently have a trade 

Commodity exports as percentage of total SA exports
Commodity 1995 2005 2014
Gold 20.6 9.2 5.2
Platinum 6.1 10.6 7.1
Diamonds 8.4 4.6 2.7
Coal 5.8 6.5 5.7
Base Metals 5.8 8.0 14.7
Other commodities 12.3 14.9 11.2
Total 59.0 53.8 46.8

SELECTED CURRENCIES VS US DOLLAR
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Weakness is not confined to the Rand. Other commodity 
currencies have performed just as badly recently. Brazil’s 

performance makes the Rand look strong and helps put the 
slide in context.
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deficit of just R24 billion. It is not yet a trade surplus, but it is 
still a significant improvement. It is too early to tell whether 
this trend is sustainable, but the signs are encouraging. If our 
trade balance and current account deficit show improvement, 
that will remove one of the main risks to further weakness in 
the currency.

Foreigners seem to be appreciating this development. The last 
chart shows the cumulative amount of investment into South 
African shares and bonds by foreigners so far this year. For 
all the doom and gloom about the country, foreigners have 
actually been net investors this year – investing R40 billion 
into local shares and R15 billion into bonds. That is not a huge 
amount of money – but the investment community had real 
fears that foreigners would be exiting in droves, especially 
given the risk of a downgrade to our sovereign credit rating. 
This has not materialised. From a foreign perspective, local 
valuations look attractive. Those investors are becoming 
increasingly comfortable that an investment into SA will 
benefit from both share price and currency appreciation. 

The point of this article is not to gloss over the challenges that 
we face in this country. They are immense and there is much 
work to be done to get our country back to a higher rate of 
growth and longer term prosperity. That is certainly not in 
dispute. Rather, the point is to highlight that South Africa 
is not alone in experiencing a sharp decline in its currency. 
Financial markets are extremely volatile thanks to evolving 

events in China and the US, but this will not last forever. I 
expect that once the US actually raises interest rates then 
conditions will settle. It is often the uncertainty that rattles 
markets rather than the actual outcome. Thereafter, we may 
well see a recovery in commodity prices and currencies. I 
hope so, otherwise I may have more bets to settle!

SA TRADE BALANCE
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There has been a welcome improvement in the trade balance 
so far this year. A weaker Rand helps our exporters and 

grows foreign earnings.

CUMULATIVE FOREIGN INFLOWS INTO SA
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Foreign investors have been net investors into local shares 
and bonds this year. Global investors often see value where 
shares can be acquired cheaply due to currency fluctuations 

that have little to do with the actual company itself.

SELECTED COMMODITY PRICES
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Prices of our export commodities have not fallen as much 
as the price of oil, our largest import.  This should provide 
some heart to the gloom that is engulfing our mining sector.
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In a departure from looking at markets, our next Insight seminar will return to financial planning. This is often an aspect 
of one’s investments that is overlooked, but it is absolutely crucial to ensure that your investments are suited and able to 
achieve your goals. 

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

INSIGHT SEMINARS: KZN MIDLANDS & JOHANNESBURG 

Natal Midlands - Morning Natal Midlands - Evening
Topic: Perspectives in financial planning & the management of your portfolio

Date: 29th September 2015 29th September 2015
Venue: Fernhill Hotel

Midmar / Tweedie Road
(almost opp entrance to Midmar)

Fernhill Hotel
Midmar / Tweedie Road

(almost opp entrance to Midmar)
Time: 10am for 10.30am 5.30pm for 6pm

Disclaimer:
The information contained in this newsletter comes from sources believed to be reliable, but Harvard House Investment Management (Pty) Ltd , Harvard House 
Financial Services Trust, and Harvard House, Chartered Accountants (collectively known as the Harvard House Group), do not warrant its completeness or accuracy.  
Opinions, estimates and assumptions constitute our judgment as of the date hereof and are subject to change without notice.  Past performance is not indicative of 
future results.  This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. Any investor who wishes to invest with 
the Company should seek additional advice from an authorized representative of the firm. The Company accepts no liability whatsoever for any loss or damages 
whatsoever and howsoever incurred, or suffered, resulting, or arising, from the use of this newsletter. The contents of this newsletter does not constitute advice as 
contemplated in the Financial Advisory and Intermediary Services Act (FAIS) of 2002.
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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 
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For your information, the FAIS ombudsman provides an independent and objective advisory service.  Should you not be satisfied with the outcome of a complaint 
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