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I N T U I T I O N

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

One only has to watch the news or read 
a newspaper to appreciate that we live 
in a crazy and unpredictable world. 
Tragic headlines grab our attention with 
alarming frequency. Unfortunately, the 
unpredictability applies to financial 
markets as well. There is so much news 
to digest – both economic and political – 

that it is hard sometimes to sift the wheat from the chaff. As 
we have discussed in recent issues, the mood in SA is almost 
universally bearish at the moment – due largely to political 
developments. In contrast, global markets have been far more 
buoyant, thanks to rising GDP growth and stronger corporate 
profitability. In that context, we thought it might be useful to 
take a step back and look at various charts – of our markets, 
our economy, and the global economy – to see whether they 
shed any light on the underlying trends. After all, markets are 
forward-looking, and will rally well ahead of any sustained 
good news.
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The JSE All Share Index
The JSE has been stuck in a broad sideways trading range 
for the past three years – not surprising when one considers 
the economic and political challenges facing the country. 
That range has recently been broken, and last month the JSE 
All Share Index reached a new all-time high. At the time of 
writing, the market has gained 12% for the year so far – a 
phenomenal return when one considers the environment. 
However, whilst the headline number looks impressive, the 
gain has been fueled by just a handful of large shares. Naspers, 
the largest share on the Exchange, has gained almost 50% this 
year. That might sound impressive, but Tencent, its Chinese 
internet subsidiary, has gained 64% (in Rands.) It implies that 
the rest of Naspers – DSTv and Media24 amongst others - 
have actually reduced in value this year, which just highlights 
the idiosyncracies that exist on the JSE. Other star performers 
are Mondi, Discovery and Richemont.

Earnings & Dividend Growth
We have written before about the need for earnings growth 
in order to push share prices higher. Profit growth and share 
prices go hand-in-hand. The chart alongside shows that profit 
growth has turned positive again (blue line). In fact, profits 
are growing at the fastest rate since early 2015. This does 
not necessarily correlate well with our daily experiences of a 
weak and deteriorating economy. Digging a little deeper, the 
reason for the rebound in earnings growth is due almost solely 
to the mining sector, where selected commodity prices have 
moved higher and fueled exponential profit growth. The rest 
of the market – Financial and Industrial companies – are by 
and large still reporting weak and declining profits. Of equal 
concern is that company management teams are not optimistic 
about any imminent recovery. Like all of us, they too are in 
limbo ahead of political developments.  
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SA Bond Yields & Spread over US Treasuries
Given the pressure in our economy and the deteriorating 
credibility of our Government, one would expect those 
concerns to manifest themselves in bond yields. After all, every 
bond investor expects to earn income from his investment, 
and be repaid the capital at maturity date. A loss of credibility 
and fiscal discipline should put both those parameters at risk. 
It is therefore surprising just how well government bonds 
have fared in recent times. There was a sell-off when Minister 
Nene was fired, but bond markets recovered quickly. Yields 
today are exactly where they were five years ago – around 
8.5%. The orange line shows the spread – or extra return that 
investors require – to buy South African foreign bonds over 
US equivalent bonds. At the height of NeneGate, investors 
required an extra 4% to be tempted into South African debt. 
But that risk premium has declined materially. It now stands 
at just 1.75%. 

Foreign Portfolio Investment into SA
Another statistic that we track frequently is the amount 
of foreign investment into South Africa’s equity and 
bond markets. The chart alongside shows the cumulative 
investment into both equities and bonds (by foreigners), 
using January 2005 as a starting point. Investment flowed into 
equities steadily until mid-2011 (excluding the blip during the 
Financial Crisis). It then stagnated, and in mid-2015, declined 
sharply. Over the past two years, more than R200 billion has 
flowed out of local equities, as foreigners have disinvested. 
Amazingly, the converse is true for bonds. There was little 
net investment into bonds until the Financial Crisis. Thanks 
to zero interest rates, yields available in SA were too good to 
miss, and investors have flocked to our shores. Despite the 
political deterioration, inflows into local bonds remains firm 
– more than R50 billion has flowed into bonds during 2017 
alone. 

The Rand vs US Dollar: Percentage Change
The chart alongside offers a slightly different view of the 
Rand exchange rate against the US Dollar. The chart shows 
the percentage change, year-on-year, of the Rand. The chart 
starts in January 2009, when the Rand was near its weakest 
point during the Financial Crisis. Post the GFC, the Rand 
rallied. For two years it strengthened, before resuming a 
weakening trend. It then weakened consistently from mid-
2011 to January 2016. That marked the turning point. The 
Rand has trended steadily stronger, and has been stronger 
relative to the same period in the prior year for almost 12 
months. For us, the chart highlights a few points. Firstly, 
the Rand is not a stable currency. It is either strengthening 
or weakening. Secondly, periods of strength are shorter than 
periods of weakness. In other words, never extrapolate the 
current trend, as the currency can, and does, quickly change 
direction. 
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SA GDP Growth
A cursory glance at our quarterly GDP growth statistics tells 
a sad story. Whereas South Africa used to enjoy an economic 
growth rate of 3% or higher, in recent years that has slipped to 
below 2%. Since the start of 2015, four out of the nine quarters 
have registered negative growth. Furthermore, the last two 
quarters have both been negative – the technical definition 
of a recession. Looking ahead, we are expecting Q2 data to 
be released in early September. The rate of growth should 
accelerate, but it will really be for technical reasons rather 
than the start of a sustained recovery. For that to happen, we 
will need to see an improvement in consumer and business 
confidence. To that end, the announcement from Business 
Leadership SA (which represents the 80-largest companies on 
the JSE) of its “Contract with SA” might be the catalyst for 
business to kickstart the investment cycle, and in turn, a better 
period of GDP growth. 

Tax Revenue
One of the casualties of weak economic growth has been tax 
revenues. This has been highlighted in the press recently. 
The Government’s fiscal year runs from April through to 
March. July data has not yet been released, but for the three 
months from April to June, tax revenues are running well 
behind budget – to the level of almost R40 billion. Investors 
may remember that Treasury raised taxes by R28 billion in 
the recent Budget, on top of the R18 billion in tax increases 
announced in 2016. Furthermore, they have already indicated 
that taxes will rise by a further R25- R30 billion in February 
next year. Those tax increases have already been penciled 
in, before the current shortfall is taken into account. Whilst 
personal tax revenue should rise as the tax season gets 
underway, it is the shortfall in VAT that highlights the extent 
of the weakness in our economy. It will take substantially 
better growth for VAT receipts to recover. 

Imports and Exports
Whilst the two charts above are rather depressing, it is not 
all bad news. One area that we have been positive about is 
our net exports, and an improvement in the trade balance 
(which is exports minus imports.) The last time we had a trade 
surplus for the year was in 2010. Thereafter, our trade balance 
deteriorated steadily, reaching a low point in 2013 of a deficit 
of R130 billion. The deficit has narrowed every year since, 
but never managed to return to a surplus – until this year. For 
the first six months of 2017, South Africa has generated a 
trade surplus of R27 billion. Relative to the same period in 
2016, our exports have grown by almost R20 billion, whilst 
our imports are largely flat. Furthermore, our terms of trade 
(the ratio of the price of our exports relative to our imports) 
has risen further, suggesting that the trade balance should 
continue to improve in the months ahead. This is a key factor 
that is supporting the Rand. 



We understand Your need for financial integritY | WWW.hhgroup.co.za | the harvard house group 5

Market Insight from the Harvard House Group

InflatIon & Interest rates
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Inflation & Interest Rates
Thanks largely to a sharp decline in food prices (post the 
drought), a stronger Rand, and stable oil prices, the rate of 
inflation in South Africa continues to fall. It peaked at 7% 
in early 2016, but it has only really been in 2017 that the 
disinflationary trend has gathered momentum. The latest 
data point for July was 4.6%, well within the Reserve Bank’s 
targeted range. This has given the SARB room to cut interest 
rates, for the first time since April 2012. As is evident from 
the chart, interest rates and inflation tend to follow each other 
quite closely, but the relationship broke down between 2011 
and 2017. Initially interest rates were kept low as we recovered 
from the Financial Crisis. But they were subsequently raised 
sharply (by 4% in total), despite inflation remaining largely 
stable. We expect inflation, and interest rates to decline further 
over the rest of this year. 

Household Debt
South Africans went on a credit binge between 2003 and mid-
2007. Household Debt as a percentage of Income rose from 
53% to 88%, and this manifested itself in soaring new vehicle 
sales and speculative property development. Post the party 
came the hangover, and a period of sobering up. Appetite for 
debt has been curtailed, with the result that the Debt / Income 
Ratio has fallen back to 73%, and we expect it to fall further 
over the remainder of the year. Interestingly, the reason for 
the decline is not lower levels of debt, but a steady rise in 
household incomes. The absolute level of debt has remained 
relatively unchanged. Hence the reason why debt servicing 
costs (the orange line) have risen recently. The amount of 
income required to service debt has risen from a low point 
of 8.5% to a recent high of 9.7% due to higher interest rates. 
Given the turn in the interest rate cycle, pressure to service 
debt should abate. 

SA Vehicle Sales
The JSE has been stuck in a broad sideways trading range 
for the past three years – not surprising when one considers 
the economic and political challenges facing the country. 
That range has recently been broken, and last month the JSE 
All Share Index reached a new all-time high. At the time of 
writing, the market has gained 12% for the year so far – a 
phenomenal return when one considers the environment. 
However, whilst the headline number looks impressive, the 
gain has been fueled by just a handful of large shares. Naspers, 
the largest share on the Exchange, has gained almost 50% this 
year. That might sound impressive, but Tencent, its Chinese 
internet subsidiary, has gained 64% (in Rands.) It implies that 
the rest of Naspers – DSTv and Media24 amongst others - 
have actually reduced in value this year, which just highlights 
the idiosyncracies that exist on the JSE. Other star performers 
are Mondi, Discovery and Richemont.
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Global Bond Yields
We have studied local bond yields earlier in this issue. Let 
us turn our attention to global bond yields. Globally, bond 
yields reached a low point in June 2016. At that point, 
European yields went into negative territory – implying that 
investors who bought bonds at those levels would receive 
less back at maturity than what they had invested. Crazy! 
Luckily, the madness did not last for long. Bond yields in 
Europe have risen since, but remain at extremely low levels 
of 0.4% for German 10-year bonds. In the UK, bond yields 
have remained remarkably stable, ignoring any concern over 
Brexit. Furthermore, one would have expected bond yields 
in the US to rise, given that the Federal Reserve has raised 
interest rates four times in the past eighteen months. The fact 
that they have not risen suggests that the market is concerned 
about the strength and longevity of the US recovery. 

Commodity Prices
Commodity prices are an excellent gauge of the health of the 
global economy, as prices are very quick to react to an excessive 
demand or supply situation. After a sharp recovery post the 
Financial Crisis, commodities in general (as measured by the 
CRB Commodity Index) drifted steadily lower on stagnant 
economic growth and a slowing Chinese economy. The trend 
turned in early 2016, and commodity prices have trended 
higher, although they are still well off their peak levels. This 
trend is mirrored in individual commodities such as iron ore, 
copper, coal and manganese, which have rallied sharply, and 
which are fueling the profit recovery in our mining shares. 
Agricultural commodities (wheat and maize) are not faring 
as well, due to record global production. But that is driving 
inflation lower, which brings its own benefit. 

Chinese Economy
Given the importance of the Chinese economy to global 
growth and the level of commodity prices, there has been 
surprisingly little focus on the country recently. The focus 
of the investment community has been squarely on the 
improvement across the US and Europe. Turning East, the 
chart alongside shows two differing indicators. The orange 
line shows the Manufacturing PMI Index – a gauge of the 
health of the manufacturing sector. For the past five years, 
the PMI has been fairly stable around the 50 level – a level 
that is consistent with a stable manufacturing sector, but not 
one that is expanding. That would normally raise concerns. 
The blue line shows the Li Keqiang Index – an index 
comprising the amount of bank loans outstanding, the amount 
of freight moved in the country and the amount of electricity 
produced. The creator of this index believed that these three 
indicators offered a far better indication of the health of the 
Chinese economy. Encouragingly, this index has shown a 
steady uptrend, which lends credence to the improvement in 
commodity prices.
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Developed vs Emerging Markets
There was a brief period after the Financial Crisis when 
emerging markets outperformed their developed peers, 
thanks to the record stimulus that was injected into the world 
economy at the time. Whilst the West grappled with excessive 
debts, money was poured into infrastructure to kickstart 
struggling economies, and emerging markets benefitted. But 
that proved to be relatively short-lived. Since 2012, developed 
markets have been outperforming their emerging market 
peers as growth stabilized and debt levels were reduced. It 
might be intuitive to think that developed stock markets have 
continued to outperform, given that the US and UK markets 
have reached record highs recently. But that is not the case. 
Emerging markets, as a group, have surged higher, as political 
risks have stabilized, commodity prices have surged and 
currencies have appreciated. SA has actually been a laggard 
relative to its peer group. Improving sentiment towards 
emerging markets should ultimately benefit SA as well. 

Volatility
In America, you can measure or bet on anything. A more 
unusual index that financial markets follow closely is the VIX 
Index, which is calculated by the Chicago Options Exchange. 
The VIX Index is a measure of the expected volatility in 
financial markets. Put a different way, the VIX Index rises 
when investors expect volatility to increase and are therefore 
looking to hedge against a possible downward move in 
markets. Conversely, a low level for the Index indicates 
that investors are confident in the near-term outlook for the 
S&P 500. As you can see from the chart, volatility spiked to 
record levels during the Financial Crisis. Thereafter, there 
have been a few instances when volatility has spiked, but they 
have tended to be short-lived. Broadly, the Index has trended 
consistently lower. Today, the Index is near record low levels, 
suggesting a high degree of complacency amongst American 
investors. That in itself is probably a contrary indicator!

Global Vehicle Sales
Earlier, we showed how SA new vehicle sales had stagnated, 
and were now at the same level as that which prevailed in 
2005. The same cannot be said of the global vehicle industry. 
Having suffered a huge recession during the Financial Crisis, 
global new vehicle sales have surged thereafter – initially 
helped by the “Cash for Clunkers” schemes that various 
governments rolled out to stimulate demand. Since the trough, 
global vehicle sales have surged from 40 million units per 
annum to the current level of almost 80 million units. Much 
of this growth has been driven from China, which is now the 
largest car market at 23 million units p.a (vs 17 million p. a for 
the US.) The bars in orange show the total number of electric 
vehicles sold worldwide. The number has risen from zero 
in 2009 to 750,000 last year. So electric vehicles comprise 
almost 1% of all new vehicles sold worldwide. We expect this 
ratio to change dramatically over the next 3-5 years. 
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r2 million will buy you a nice Ferrari, but what can 
it buy you in terms of a sustainable income? We are 
currently living in a low interest rate and a low return 
environment. Our next seminar will delve into the 
challenges that clients should be aware of, when 
generating a sustainable income at retirement. 

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:

disclaimer:
the information contained in this newsletter comes from sources believed to be reliable, but Harvard House Investment management 
(pty) Ltd , Harvard House Financial Services trust, Harvard House Insurance brokers and Harvard House, Chartered Accountants 
(collectively known as the Harvard House Group), do not warrant its completeness or accuracy.  Opinions, estimates and assumptions 
constitute our judgment as of the date hereof and are subject to change without notice.  past performance is not indicative of future 
results.  this material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. Any investor who 
wishes to invest with the Company should seek additional advice from an authorized representative of the firm. the Company accepts 
no liability whatsoever for any loss or damages whatsoever and howsoever incurred, or suffered, resulting, or arising, from the use of 
this newsletter. the contents of this newsletter does not constitute advice as contemplated in the Financial Advisory and Intermediary 
Services Act (FAIS) of 2002.
 
the Harvard House unit trusts are registered under boutique Collective Investments.  Custodian: Standard executors & trustees:  tel 
(021) 007-1500.  Collective Investments are generally medium to long term investments. the value of participating interests may go 
down as well as up and past performance is not necessarily a guide to the future. Collective Investments are traded at ruling prices and 
can engage in script lending.  Forward pricing is used. Commission and incentives may be paid and if so, are included in the overall cost.  
this fund may be closed to new investors.  Collective Investment  prices are calculated on a Net Asset Value basis and auditor’s fees, 
bank charges, trustee and rSC levies are levied against the portfolio. the portfolio manager may borrow up to 10% of portfolio NAV to 
bridge insufficient liquidity.   boutique Collective Investments is a member of ASISA and is an authorised Financial Services provider.  
Should you have any further queries or complaints regarding the suite of units trusts offered by the Harvard House Group please 
contact:  boutique Collective Investments Call Centre, tel: (021) 007-1500, email:  clientservices@bcis.co.za.  For your information, the 
FAIS ombudsman provides an independent and objective advisory service.  Should you not be satisfied with the outcome of a complaint 
handled by boutique Collective Investments, please write to, the Ombudsman, pO box 74571, Lynnwoodridge, 0040.  telephone (012) 
470 9080/99.  Fax (012) 348 3447.  email:  info@faisombud.co.za
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ContaCt Details:

natal mIdlands
topic: the high cost of income
Date: 26th of September 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: Interesting opportunities - 

opportunities for everyone
Date: 13th of September
Venue: Inanda Club, Forest road, 

Inanda, Sandton
evening time: 7am for 7.30am


