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It is hard to believe that we are 
already twenty years into this 
century. I am sure that most 
clients can remember (fondly, I 
trust), their millennial celebrations, 
and the hope that accompanied 
it. Twenty years later, that hope 
lies somewhat in tatters, given 
the destruction wreaked on our 
economy over the past ten years, 
and the toll it has taken on our 
standard of living. Hence the title 
of our recent seminar was “Give 

me hope, joanna” – a reference to the famous song 
by Eddie Grant imploring the apartheid Government to 
change. Whilst the issues may be different, the sense of 
frustration is just as prevalent.

next year bodes ill for investment euphemisms. I am sure 
that the phrase “2020 vision” will be used extensively, so 
let’s put that to bed and rather start with a little perspective 
on market trends for the past 12 and 24 months, as that 
will lay the foundation for our expectations next year. 

The table below shows the performance of various 
indices over the past 12 and 24 months. On the face 
of it, 2019 has been a solid year for equity returns – 
especially in developed markets. But if we “zoom out” 
and look at the past 24 months, then much of this year’s 
gains can be ascribed to the collapse in markets in Q4 
2018 when fears over global growth were most acute. 
2019 started on an exceptionally weak note, which has 
flattered equity markets. 

In the chart below, we have presented the same returns 
data in a different manner. In this chart, we have broken 
down the return into its various components. The total 
return (the first set of columns) is the same as the table 
above. What is important is the sets of columns marked 
“Profits” and “ratings” respectively. apart from the jSE, 

all major indices have benefitted from a rerating this year. 
In other words, valuations have become more expensive. 
That would be understandable if that was backed by 
rising profits. But in all cases except the jSE and S&P, 
profits have actually fallen over 2019. This should be 
ringing alarm bells. rising valuations ultimately need 
to be supported by rising profits, otherwise markets are 
vulnerable to a correction. It is therefore encouraging 
that in the case of the jSE, profits have risen, whilst 
valuations have fallen. This has created a situation 
where Sa shares are now looking very cheap – a topic 
we will revisit later.

Before we can comment on the outlook for Sa, we 
need to gauge the state of the global economy, and ask 
ourselves two questions:

1. Is the global economy heading for recession?
2. What will be the trend for uS interest rates?

after eighteen months of decelerating momentum in 
global growth, we are encouraged by the definite turn of 
sentiment. This is reflected in an upturn (now 5 months 
old) in the Global Manufacturing Index, and corroborated 
by rising Economic Surprises Indices across various 
regions of the world. Of further encouragement is the 
positive momentum in some of the underlying indicators 
as well – indices such as “intention to hire” and “growth 
in new orders”. rising momentum in this data points to 
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a sustainable uptrend in manufacturing which in turn 
should support consumer spending. Consequently, we 
agree with consensus forecasts that global economic 
growth will bottom during the current quarter (Q4 2019) 
and gradually improve over the course of 2020 and 
2021. This rebound in growth will be led by Europe and 
China, with the uS likely to lag for about 6 months as 
that economy digests changes over the past 18 months.

Slower growth in the first half of 2020 for the uS 
economy will give the federal reserve the opportunity 
to cut interest rates further. Last year, investors were 
expecting aggressive hikes in interest rates – hence 
the reason why equities sold off so aggressively in Q4 
2018. The reality turned out to be far different. Instead 
of raising interest rates by 1%, they were rather cut by 
0.75%. That in turn has pushed uS bond yields lower. 
In summary, we anticipate that uS interest rates have 
room to move slightly lower, or remain stable, which 
is a welcome situation for financial markets, especially 
emerging markets. 

Given that uS markets are still the cornerstone of the 
World’s financial system, what does this all mean for uS 
equities? after all, “when Wall Street sneezes, the rest 
of the world tends to catch cold”, so does this imply that 
the sniffles are coming on? not necessarily. as you will 
remember from the opening paragraphs of this article, 
uS markets have performed exceptionally well over 
the past two years. yet, over the course of 2019, the 
rate of profit growth has been slowing steadily – from a 
peak of 23% to the current rate of just 3%. for clarity, 
profits are still growing, but not as fast as they were. 

yet at the same time, uS shares have pushed to near 
record highs, and consequently, valuations have risen. 
The P/E ratio for the S&P 500 is now at almost 21x, 
above its long-term averages. Looking ahead to 2020, 
we expect the rate of profit growth to accelerate once 
more to 14%. One might deduce that this would be good 
for uS markets. In our opinion, some of this good news 
is already reflected in current share prices, and hence 
we believe that investors should have more muted 
expectations for returns from the uS (in particular) and 
developed markets (in general) next year. 

However, one man’s meat is another man’s poison. 
Having endured many years of sub-par returns, conditions 
are turning more positive for emerging markets. This 
includes a recovery in global growth, an improvement 
in global trade as the trade war stabilizes, and stable 
(or lower) global interest rates which is providing scope 
for central banks across various emerging countries 
to lower their own interest rates as well. Given that we 
still remain a key economy within the emerging market 
universe, an improvement in sentiment towards the 
Group as a whole should provide some support to our 
own economy. It is important to note that politics could 
unravel all of the above – but we increasingly get the 
sense that it is in everyone’s interests (especially for both 
the uS and China) to reach some form of settlement. a 
protracted dispute is already weighing on growth in both 
countries. We must remember that the uS will head to 
the polls in november, and the last thing that President 
Trump will want is a weak economy. 

Having dealt with the global economy, let us now turn 
our attention to South africa. It is hard to remain upbeat 
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during a period of excessive load-shedding, and indeed, 
our economic growth for 2019 is likely to be the weakest 
since the Global financial Crisis. forecasts for 2020 
and 2021 are not much better. Growth is expected to 
accelerate to 1.3% for 2020 and 1.6% for 2021, but these 
forecasts are at risk of being downgraded, especially if 
the electricity situation worsens. furthermore, growth 
remains well below the 2% level – the level at which 
momentum accelerates and growth spills out more 
broadly into the economy. In a nutshell, 2020 is likely 
to be another tough year, and the seventh consecutive 
year of sub-2% growth. dismal, by any standard, and 
hardly a foundation for strong investment returns. 

What is frustrating with regard to growth is that the 
reserve Bank has not been more aggressive in cutting 
our own interest rates. Inflation has now been within the 
reserve Bank’s targeted range of 3-6% for the past 32 
months, and is now 3.6%, the lowest inflation reading 
since february 2011. yet the reserve Bank has only 
cut interest rates once this year, and even that was 
essentially a reversal of the hike in rates that took place 
in October 2018. Given the benign global backdrop, and 
the stability in uS interest rates, there is certainly scope 
for our reserve Bank to be more aggressive. This was 
echoed by several economists at a recent conference 
we attended, with some claiming that the SarB could 
have cut interest rates by at least 1%. That said, we do 
anticipate at least one cut of 0.25% in 2020, with room 
for another if inflation continues to remain so muted. 
unfortunately, one small cut in interest rates will be 
insufficient to lift our economy out of the doldrums, but it 
is “better than nothing”, and can only help to reduce debt 
levels and stimulate spending.

In past issues, we have referred to confidence as a 
key leading indicator of whether better times lie ahead. 
We follow both Business Confidence and Consumer 
Confidence, and in both instances, there has been no 
discernible improvement in the underlying trend, even 
though there has been a small uptick in the most recent 
data points. In our opinion, a sustainable improvement 
in confidence is required to accelerate the momentum in 
GdP growth. 

despite the fact that confidence remains so weak, we are 
of the opinion that reform is underway. Clients may scoff 
at this remark, but a tally of issues tackled and changes 
made over the past two years would surprise many. 
The problem is that reform is slow and inconsistent, 
and hence there appears to be no momentum behind it. 
But that is not the reality on the ground. We break down 
reform into two areas:

1. accountability for State Capture. There have 
been numerous personnel changes at key state 
institutions – including Cabinet, various SOEs, 
the nPa, the Hawks, SarS, the PIC and within 
provincial premiers. Whilst those booted out have 
yet to face prosecution, they find themselves virtually 
unemployable. So, their prior high-living lifestyle has 
changed dramatically. We believe that the pace of 
prosecution will accelerate into 2020 and that this 
will be an important catalyst for an improvement in 
confidence.

2. Industrial reform. We are encouraged that industrial 
reform is gradually taking hold. Examples include:

a. Eskom: new CEO, new restructuring Officer, 
progress on renegotiation of debt, and 
White paper released detailing split into 3 
companies. This does not minimize the impact 
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and frustration of load-shedding, but we see it 
as necessary steps that must be done in order 
to improve the utility going forward. 

b. Tourism: waiting period for visas for skilled 
employees has been reduced; the government 
is trialing visa-free travel for tourists from 
selected countries, and it has abolished the 
onerous conditions for children visiting the 
country. 

c. Telecommunications: moving ahead with 
licensing new spectrum to enable growth in 
cellular services. 

d. Sector plans: the most notable is the motor 
industry plan which has seen almost all 
manufacturers announce expansion plans. 
But industrial plans are being finalized for the 
retail, poultry and sugar industries as well. as 
one commentator put it, “this is the first time we 
have seen industrial policy from government 
for 15 years.”

e. finally, government is in final stages of testing 
its new business registration process, which 
reduces the time taken to register a new 
business, get a tax number and open a bank 
account to 1 day. yes, just 1 day. 

unfortunately, the above reforms will not lead to an 
immediate improvement in growth, but they are essential 
to lay the foundations for growth in the longer term. In 
our opinion, such reforms are presently being ignored, 
given all the other bad news. In time, they should lead to 
an improvement in confidence. 

There is one area of the economy that is starting to show 
signs of life, namely fixed investment. Economists have 
a rule of thumb that fixed investment should constitute 
25% of GdP. We have only reached that milestone 
once in the past 40 years, and that was in the lead up 
to the fIfa World Cup. Currently, the ratio languishes 
at around 17%. But we believe there is some traction 
emanating from President ramaphosa’s two Investment 
Summits. The chart below shows the amount of 
investment pledged at each Summit. What is noticeable 
is that not only did the amounts rise in 2019 (r373 billion 
vs r290 billion in 2018), but also that the pledges were 
across a far wider array of industries. furthermore, most 
of the pledges came from Sa companies as opposed 
to foreign ones. This is important. foreign companies 
will only start investing when they see locals doing the 
same. 

The net result is that Gross fixed Capital formation 
(GfCf) has grown for two consecutive quarters – the 
first time there has been consecutive growth since late 
2014. These commitments by the private sector are 

also being matched by a resumption of investment from 
several SOEs, namely Sanral and aCSa. Together, 
they have the ability to lift investment, and it may be the 
catalyst to kickstart our economy. 

Putting this altogether, we have a situation where growth 
is weak and likely to remain so for the next year. That 
is feeding through to weak confidence, with a negative 
feedback loop to growth. But at the same time, reforms are 
underway and there has been a noticeable improvement 
in fixed investment, which is likely to accelerate over the 
next two years. Is this sufficient to boost sentiment on 
the jSE? unfortunately, it appears not. Valuations for 
the local market have tumbled. The P/E ratio for the all 
Share Index peaked at 23x in 2016 when naspers was 
powering ahead. Three years later, the ratio has dropped 
to 15x. If we adjust for the excessive weight of naspers 
and cap it at a more reasonable 10% of the total index 
weight, then the valuation falls to below 14x. 

What is equally important is that valuations for South 
african shares relative to global shares are now at their 
cheapest level since the Global financial Crisis, and 
that in itself was an extreme period. The chart below 
highlights the ratio between the P/E for the jSE and 
the P/E for The MSCI World Index – a composition of 
all global exchanges. By any measure, Sa shares are 
cheap, relative to their own history or relative to their 
global peers. 

One of the reasons why equities are so cheap is that 
foreigners have been relentless sellers of Sa shares 
for the past 4 years. Having attracted billions in foreign 
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investment in the first twenty years of our democracy, 
that has largely all been reversed. Equity outflows since 
late 2015 now stand at r380 billion. Local pension fund 
managers have also been bearish. Offshore exposure as 
a percentage of total pension fund assets has increased 
from 25% in 2014 to 31.7% currently. The current level is 
in breach of regulation 28 and exchange controls, and 
should force local managers to repatriate foreign funds. 
Consequently, we expect the demand / supply balance 
to turn more favourable for local shares over the course 
of 2020. 

The outlook for 2020 would not be complete without a 
quick comment on the risks that we face. In our opinion, 
and the issue on everyone’s minds is “what happens if we 
get downgraded?” We believe that a downgrade to our 
sovereign credit rating is almost a foregone conclusion. 
We struggle to see how Treasury can make the changes 
necessary before the national Budget in february. 
That said, we also believe that markets have already 
largely priced in this scenario. It is not going to come 
as a surprise to anyone when it happens. That does 
not mean that there won’t be a knee-jerk reaction. It is 
likely that the rand, bonds and equities will all weaken. 
But we believe the event will be short-lived, and that if it 
does occur, it will be a good opportunity to position for 
the rebound.

furthermore, due to the collapse in global bond yields, 
the difference between the yield on our bonds and those 
in other regions is compelling, as shown in the chart 
below. for every investor forced to disinvest, we believe 

there are plenty of others willing to fill their shoes. 

In summary, we don’t have any illusions that 2020 will 
be another tough year for the economy. We will struggle 
to grow, and the mood will remain brittle. But the global 
environment will be more supportive, and we do believe 
that reform is underway. at some point, we are confident 
that investors will start to recognize those reforms, and 
that this will be a catalyst for improving sentiment. as 
robin explained in his last presentation, Brazil’s growth 
remains anaemic yet the market there has delivered 
returns of 30% for the past three years. Bear in mind 
that sentiment will turn long before the good news hits of 
the newspaper headlines. In our opinion, there is a risk 
that investors are too bearish on Sa, and that they risk 
losing out if (or when) sentiment turns. 

disseminating all of this into an investment strategy, we 
believe investors need a leg in both camps:
1. Part of a portfolio needs to be in rand hedge or global 

shares that will provide protection against a weaker 
currency and which will benefit from improving global 
growth;

2. The other part needs to be invested in domestic 
sectors such as financials, retailers and industrials, 
and which will benefit if / when sentiment finally 
starts to improve. 

The presentation is available on our website.
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In last month’s edition I 
demonstrated how a change in 
sentiment could see Mr Price 
deliver 23% share price growth, 
per year, over the next two years. I 
further indicated that this approach 
could be applied to the South 
african market as a whole.

What I did not articulate in my 
example is that this return was 
unlikely to be achieved in a smooth 
fashion of just under 2% per 

month over each of the ensuing 12 months. My initial 
presentation was prepared during September, and as 
is so often the case, events that have followed allow 
us to deal with another widely held misconception and 
one that we talk about constantly, yet people remain 
unconvinced of its truth – market timing.

We are constantly asked the question as to whether 
it would be better to park in 
cash until things begin to look 
better and then move back into 
the market at that point. This 
would be referred to in the asset 
management industry as ‘timing 
the market’. This is very easy 
to do when looking at a graph 
in hindsight where the peaks 
and troughs and the inevitable 
turning points are clearly visible. 
In real time however, this is an 
impossible task that nobody 
can achieve with any degree of 
consistency.

Mr Price provides a perfect example of why this is the 
case. We used Mr Price in our presentation and during 
October, it was trading at around r159 per share with a 
P/E ratio of 13.8x. We illustrated how a minimal change 
of earnings coupled with slightly better sentiment could 
cause the share price to rise by more than 20% over the 
next year.

Well, Mr Price released results on the 19th november 
2019. In those results they indicated a rise in turnover but 
a drop in profits of 10%. Yet the market was expecting 
far worse. The share price on the day moved from r160 

where it had been trading at for weeks to a stunning 
r183, a 14% jump in one day, and off pretty mediocre 

news at best! The P/E ratio 
jumped from 13.8x to 16.3x. The 
reality is that sentiment changed, 
meaningfully and fast. This was 
one day, and if you were sitting in 
cash waiting for better times, half 
of the 23% that I had proposed 
might happen over 12 months 
was delivered in just one day. The 
share has fallen back a bit since, 
but it is still trading 10% higher 
than its price prior to results.

Therefore, to address the question 
of staying in cash to accumulate 

interest while waiting for the recovery, the answer is very 
clear. This requires the ability to time the market and 
act ahead of the market - consistently. What is clear is 
that this is unlikely to ever be a successful strategy. This 
means that buying quality companies, collecting the 
dividends and waiting for the sentiment to turn at some 
indeterminable point remains the best option. Over the 
long term (and I am suggesting 10 -15 years for those 
Octogenarians who claim they do not have long term, 
but may well see their 95th birthday) this strategy has 
proved very successful, despite some short-term angst 
and limited periods where cash was certainly a more 
attractive asset class.

MyThs	of	invesTinG:		
Mr	Price	unDerPins	our	Theory

Robin
Gibson
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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:

harvarD	house	GrouP
G 3 Harvard Street, Howick, 3290, South africa

+ P.O. Box 235, Howick, 3290, South africa

( +27 (0) 33 330 2164

7 +27 (0) 33 330 2617

@ admin@hhgroup.co.za
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ContaCt Details:

We start the new year’s seminar program with a focus on 
financial planning. Our victory at the 2019 rugby World 
Cup has quickly faded from the national conscience, 
given load shedding and other issues. In this seminar, 
robin will remind us of that victory, the tactics used to 
secure it, and what lessons can be applied to the world 
of investing.  

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

Topic: investing	at	retirement:		
lessons	from	a	World	cup	
winning	coach

natal	Midlands
date: 13th of february, 2020
Venue: fernhill Hotel

Midmar / Tweedie  road
(almost opposite entrance to 
Midmar

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

Johannesburg
Topic: The Outlook for 2020
date: 18th february 2020
Venue: rosebank union Church, Cnr 

William nichol and St andrews 
road, Hurlingham

Evening Time: 7am for 7.30am


