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Within the space of just a few 
short weeks, the global economy 
has been plunged into one of the 
most severe recessions in living 
memory. In april, we were due to 
host our bi-monthly investment 
seminar, and the topic was going 
to examine green shoots in the 
Sa economy. Well, that has been 
comprehensively overridden by 
recent events. So, whilst we are 
not able to host our clients at our 
normal functions in either Howick 

or Johannesburg, the “show must go on.” Consequently, 
we collated our thoughts into an online webinar. Please 
visit our website (link here) if you would like to view it. a 
summary is provided below. 

Given that this crisis is all related to Covid-19, it is a good 
place to start to understand current trends. Globally, the 
number of cases has risen exponentially – now close to 3 
million worldwide. Globally, the death toll has also risen. 
However, if we examine trends in individual countries, 
then the picture is slightly more encouraging. The rate 
of new infections in Italy, Spain and the UK – the worst-
affected countries in Europe – has been steadily declining 
in recent weeks. The same appears to be occurring in 
the US, which has the highest number of cases. This is 
reflected in the chart below, which highlights the rate of 
growth in new cases. Whilst it is still positive, the rate 
of growth is slowing, which is giving hope that extreme 
lockdown measures are working, and therefore will soon 
be lifted. Since we did the webinar, the rate of growth in 
new cases has fallen further - from 4% to 2.5%.

There have been numerous victims of this pandemic. 
Globally, the death toll stands at 207,000 people, with 
87 of those in our country. But there has been anther 

“victim” as well, and that is the global economy. There 
has not been such a sharp shock to global GDP growth 
since the end of WWII. The table below offers an insight 
into the scale of the anticipated contraction. It shows the 
forecasts for GDP growth for various regions of the world, 
by year, and by quarter for 2020. By all accounts, 2020 
is going to be a watershed year. Not in living memory will 
GDP contract at such a sharp rate. This will be offset by 
strong growth in 2021 – but only because of the base 
that will be created this year. Based on current forecasts, 
it is estimated that the global economy will be almost 
4% smaller at the end of 2021 than it would have been 
without the pandemic.

However, what is more concerning is the rate at which 
forecasts are changing. Lockdowns are unprecedented, 
and no-one knows the extent and duration of each 
country’s unique situation. Its fluid. That is why 
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The rate of growth in new cases is falling steadily, giving 
hope that extreme lockdown measures have been effective, 
and may soon be lifted.

aNNUaL FOrECaSTS (%) QUarTErLy FOrECaSTS FOr 2020%

Country 2019 2020 2021 Q1 Q2 Q3 Q4

Global 2.6 -4.7 6.0 -13.8 -22.0 34.3 9.2
USa 2.3 -7.7 6.2 -10.0 -40.0 23.0 13.0
UK 1.4 -8.0 8.0 -10.5 -59.3 119.9 12.6
Europe 1.2 -7.1 6.7 -15.0 -45.0 75.0 7.0
China 6.1 1.3 8.5 -34.7 43.8 21.6 5.6
Sa 0.1 -7.0 5.1 -10.1 -40.4 35.0 25.0

Michael
Porter
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markets are so volatile – they are reacting to changing 
circumstances and data. But the next table is of concern 
to us. It shows the GDP forecasts for the 2020 year (for the 
same regions as above) at different dates over the past 
6 weeks. In all cases except China, growth rates have 
been revised lower over the past month as economists 
get to grips with the scale of the lockdown, and the extent 
of the damage to the real economy.

This damage is manifesting itself in a number of different 
ways. Normally, the manufacturing sectors bear the brunt 
of any recession. Consumer demand falls, inventories 
build up, and the manufacturing sector has to reign 
in activity to bring the supply / demand equation back 
into balance. One of the most important sectors for 
manufacturing is automobiles – they are pervasive, and 
they have a huge supply chain. So, when global vehicle 
sales fall by 40-50%, it is time to take notice. This is 
evident in the chart below, which shows the number of 
units sold across different regions. Whilst the numbers 
are startling, China offers a glimmer of hope. China is a 

month ahead of the rest of the world (at least) in terms 
of opening up their economy after lockdown. Sales fell 
sharply in February, but partially recovered in march. 
april data will be keenly watched to see whether the 
recovery can be sustained. 

as important as the manufacturing sector is, it is not 
nearly as important as the services sector. yet we don’t 
tend to focus on services to the same extent because 
it is normally far more resilient. That is what makes this 
recession so unique. The greatest impact is being felt 
across service industries. Using the US as an example, 
there are numerous instances that highlight the collapse 
of service-related industries – hotels and restaurants are 
empty, cinemas too. There are no passengers at airports, 
no freight on the roads and rails, and retail sales have 
plummeted because people are forced to stay at home. 
These industries should recover quite quickly when 
lockdown restrictions are eased – but as our own “stage 
model” shows, partial lockdowns may last for quite some 
time. The impact is enormous. at the peak of the Great 
Financial Crisis, those filing for unemployment benefits 
for the first time reached 650,000 people a week. Over 
the last five weeks, 26 million people in the US have filed 
for unemployment benefits – an average of more than 5 
million people per week. It is unprecedented. 

The scale of this crisis has forced governments to step 
in. Interest rates have once again been slashed to zero 
across the US, UK and Europe. In addition, governments 
have thrown huge amounts of money at the problem. 
Learning lessons from the GFC, government response 
has been swift (to limit contagion) and vast (to reassure 
financial markets and prevent panic.) So far, these 
measures appear to have done the trick. Volatility has 
calmed, and markets are significantly higher than their 
weakest point, which was reached on the 23rd march.

What does this mean for markets? It will be no surprise 
to anyone that company profits are coming under severe 
pressure. Given its importance to the world, let me first 
focus on the US market. In that country, the year started 
on a positive note. analysts expected company profits 
to grow by 15% over the course of 2020, and a further 
10% over the course of 2022. For a country with inflation 
of 1.5% - 2%, that is attractive, and certainly supportive 
of further gains in equity prices. Fast forward to today, 
and expectations are changing. Now company profits are 
expected to fall by 10% over the next 12 months, before 
recovering by 21% over the next 12 months. There are 
two points worth noting:

1. When we did this webinar, earnings were projected 

aNNUaL FOrECaSTS FOr 2020
Country 01 apr Current

Global -2.9 -4.8
USa -5.3 -7.7
UK -3.7 -8.0
Europe -3.4 -7.1
China 1.1 1.3
Sa -7.0 -7.0
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Global vehicle sales “crashed” in March, but China offers 
hope that sales will rebound once the lockdowns are over.



4 WE UNDERSTAND YOUR NEED FOR FINANCIAL INTEGRITY | WWW.HHGROUP.CO.ZA | THE HARVARD HOUSE GROUP

to fall by 7% over the next 12 months. a week later, 
forecasts have been revised lower to a decline 
of almost 10%. We think that there are further 
downgrades to come.

2. Earnings are projected to grow by 22% over the next 
12 months (i.e., from april 2021 to april 2022). This 
sounds impressive. But note that based on current 
forecast, earnings in april 2022 will be 15% lower 
than they would otherwise have been.

The concern that we, and many other investors have, is 
that markets have been surprisingly resilient in the face 
of this negative news. US markets are only down 10% for 
the year, and are now 29% higher than the lowest point. 
The FTSE 100 and JSE all Share Capped are 17% and 
27% higher respectively than their lowest points in late 
march. Naturally, with markets rising and earnings falling, 
valuations are climbing. US markets are once again 
trading at near-record high valuations. Other markets are 
more subdued, but certainly well above trough valuations 
that one might expect given the unfolding circumstances. 

What does this all mean for Sa, and local investors?

1. It is worth bearing in mind that South africa was in a 
recession prior to the Covid-19 crisis, so we certainly 
did not enter this “war” at full strength. Growth will 
collapse this year – as the prior table has highlighted. 

2. Unfortunately, we do not have the fiscal depth to 
stimulate our economy to the same extent as other 
countries. yes, we have initiated various stimulus 
options – and they are certainly better than nothing. 
Interest rates have been cut aggressively and 
various tax incentives announced to keep business 

afloat and prevent large scale retrenchments. This is 
to be welcomed, but we still fear that the economic 
damage will be severe. 

3. The Covid-19 crisis has coincided with the downgrade 
to our sovereign credit rating. This was widely 
expected, and it has been overshadowed by the 
crisis. Given the collapse in growth and the impact 
on tax revenues, our national fiscal position is looking 
more fragile than ever.

4. It is hard to separate the impact of the Crisis from the 
impact of the downgrade. They tend to blend into one. 
most noticeable is that foreign sentiment remains 
poor. Foreigners continue to disinvest from Sa, with 
the end of april marking our exit from various global 
bond indices. This is having an impact on the rand, 
which remains extremely weak, and significantly 
undervalued relative to its fundamentals. 

5. The JSE has performed in line with other global 
markets this year, which is credible given our 
emerging market status.

Looking ahead, we see a rocky road for the remainder of 
the year. as we write this, there remains a lot of confusion 
about the trajectory of the lockdown, and the pace at 
which restrictions will be eased. That in itself highlights 
the downside risk – that the pace of normalization is 
slower and longer than what is currently expected. Like 
offshore markets, we are also expecting earnings from 
local companies to collapse over the remainder of this 
year, cushioned possibly by the weakness in the currency. 
The outlook for dividends remains equally downbeat. 
Nonetheless, local valuations are extremely attractive. 
Excluding Naspers and Prosus (which continue to distort 
our market), valuations are as cheap as they were in 
the GFC, and in some cases, cheaper. Whether these 
valuations are the opportunity of a decade or a value 
trap will greatly depend on how we tackle our economic 
challenges from here. If our government embraces this 
crisis as an opportunity for real reform, then we believe 
we will look back at this period as a fantastic opportunity 
to buy quality companies at ridiculous prices. If we 
continue to muddle along, we think Sa will face a tough 
road to recovery. 

In past presentations, we have been arguing the case for 
increasing exposure to Sa domestic sectors, based on 
our view that reform was underway and that 2020 would 
see an improvement in sentiment. In light of current 
events, we feel that such a move would be premature. 
Developed markets (US, Europe and the UK) will recover 
more quickly than South africa, due simply to the fact 
that their economies are stronger, and they have more 
money to throw at the problem. Hence, we will retain our 
barbell strategy – high weighting towards rand hedge 

S&P 500 EarNINGS GrOWTH
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Expectations for earnings growth are falling fast, and likely 
to fall further as analysts come to grips with the scale of the 
recession. The recovery in 2022 is welcome, but fails to 
make up all lost ground.
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On monday, 20 april 2020, as US 
West Texas Intermediate (WTI) 
crude oil prices plummeted towards 
zero, the Futures price went below 
zero for the first time in history, 
reaching minus $38.76 per barrel! 
It seems almost unbelievable now 
to think that during the summer of 
2008, physical oil traded above 
$150 per barrel (bbl) and the oil 
sector’s weighting in the S&P 500 
Index was 17%, down from 30% in 
1980 but still more than 5 times its 

present weighting of 3%. Oil is the number one exported 
product in the world and thus key to sentiment for global 
equity markets & inflation. This article looks at the reasons 
behind this fall, focusing both on the supply and demand 
factors, the role of the Futures market and the implications 
for a world moving towards a higher renewables energy 
mix.

Firstly, there are 2 main types of crude oil, namely WTI 
& Brent, which are used as the main benchmarks for oil 
pricing. In 1912, oil was discovered in Cushing, Oklahoma. 
The oil-field was only 30 square miles, yet within 3 years it 
was producing two-thirds of oil in the western hemisphere 
and it remains the main trading hub for US crude. This 
WTI or “Texas sweet” has a low sulphur content of 0.24% 
(a reading below 0.5% is referred to as “sweet”). Why is 
this important? When crude oil is heated at the refinery 
to produce petrol or diesel, the sulphur is converted into 
a gas called sulphur dioxide (that rotten-egg smell), one 
of the contributors to global warming. a lower sulphur 
content is far easier, and consequently less costly, to 
refine therefore it is the preferred raw product. In 2013, 
Brent, with a sulphur content of 0.37%, replaced WTI as 
the global oil benchmark. although it draws oil from the 
North Sea, it is now used as the benchmark for Northwest 
Europe, W africa, mediterranean and Southeast asia due 
to its wider market reach.

Geo-Politics has and always will be a huge element of 

Oil:	
a	hiSTOric	mOmenT
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Based on the price:book ratio, bank shares are now as 
cheap as they have ever been.

and offshore-related shares with a smaller exposure 
to local domestic sectors – until the outlook becomes 
clearer. The risk to this strategy is that government does 
accelerate reforms, but we think there will be plenty of 
time to react to such an event, given the high level of 
scepticism over government’s ability to deliver. The other 

risk is that as the crisis recedes, the rand strengthens 
from its current weak level.

Please view the webinar for a comprehensive overview 
of our thoughts

Nick
Rogers
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the oil industry due to the vast wealth it creates for the 
suppliers and the ensuing power it gives to those nations 
who compete for the number 1 position in the oil supply 
market. Having lagged behind the Saudis and russians, 
the US became the No.1 oil producer in 2018 thanks to i) 
the discovery of vast shale/fracking reserves, and ii) lifting 
the ban on US oil exports by the US Senate in 2015 thus 
reducing global reliance on Saudi arabia. On 18th February 
2020, the Trump administration imposed sanctions on 
russian oil giant rosneft for transporting Venezuelan 
oil. russia, meanwhile, had taken pre-emptive measures 
to shore up its budget balances by accumulating oil and 
gas revenues to the tune of USD 150 billion. On the 5th 
march, russia walked away from OPEC (Organization 
of Petroleum Exporting Countries) talks aimed at cutting 
production, saying that it was happy to produce oil at 
$25-30bbl for an extended period. This was no doubt a 
blatant tactic to de-throne the US from the No. 1 position 
(and the reason why they had built the 
massive cash stockpile). Saudi arabia 
retaliated immediately by flooding the 
oil markets, causing prices to plummet 
further - a game it couldn’t afford to play 
for too long though. Oil prices dropped 
from $55-60bbl to mid-$30bbl making 
c40% of US shale production and global 
deep-water oil-fields unprofitable. Saudi 
arabia needs oil at around $80/bbl to 
balance its budget despite an extraction 
cost as low as $2.80bbl. Politics thus 
kicked off the over-supply of oil.

However, global oil prices are derived 
at the point where supply matches 
demand. Since transport accounts for 
65% of oil demand (a combination of petrol, diesel & jet 
fuel), the arrival of COVID-19 in Italy set off a simultaneous 
demand crash. The dominoes began to fall and as each 
unprecedented country-wide lockdown kicked in, the 
global goods supply-chain, consisting of fuel-hungry 
planes, trucks, cars and ships, ground to a halt taking the 
oil price with it. This perfect storm caused the catastrophic 
imbalance between oversupplied oil and the biggest 
slump in demand for 25 years. It also coincided with the 
global stock markets hitting multi-year lows on 23 march. 
Emergency OPEC, non-OPEC & G20 meetings on 14th 
april, to address the flood of oil, achieved a commitment 
to cut production by 9.7 million barrels per day by mid-
may but this settlement failed to provide any immediate 
impact. Enter the Futures market to complicate matters 
further.

Exchange Traded Funds (or ETFs) which trade on the 
Futures market, have become extremely popular with both 
retail and institutional investors and allow investors to bet 

on a rise or fall in anything from gold to the S&P 500 index 
to barrels of oil. In the case of Oil Futures Contracts, the 
buyer agrees to take delivery, at a future predetermined 
date, from the seller of a specific quantity of crude oil (lots 
of 1,000 barrels). Leverage is often used which allows an 
investor to increase the monetary exposure by multiples 
of 2x, 3x, 10x and higher, amplifying the potential profits 
BUT also the potential losses. 

In the week preceding the collapse into negative pricing, 
the United States Oil Fund (USO), the largest WTI oil 
ETF, saw inflows of $1.5 billion as investors took bets 
that the oil price would rise after the march collapse. 
Investor greed was at its maximum. Commodity contracts 
like these oil futures do not trade like regular equities 
however. They expire monthly. In other words, each month 
WTI future contracts need to be settled with physical 
delivery of crude oil, giving a real-world link to one of the 

world’s most heavily traded financial 
instruments. Normally this happens 
each month without incident or drama 
as the balance of supply and demand, 
coupled with plenty of surplus storage 
space, leaves plenty of room for the 
speculating investors to exit or roll 
over their positions without incident or 
consequence. But monday 20 april was 
different. a lack of available storage 
capacity at the WTI contract’s delivery 
point of Cushing, Oklahoma set off 
panic among traders holding futures 
contracts that there was nowhere 
to store the oil, nor anyone willing to 
pay the storage costs. Furthermore, 
these excess contract owners were 

just speculators. They didn’t really want to take delivery of 
the thousands of barrels of oil they had contracted to buy. 
Two months ago, the world consumed 100 million barrels 
of oil a day but demand has collapsed by over 29 million 
bbl/day. This excess oil sloshing around the globe had 
already filled up most storage facilities, which caused a 
massive spike in costs of storage. The incredible situation 
had developed where it now cost more to store a barrel of 
oil than it was worth. 

With actual oil demand having fallen in a heap, investors 
now owning record amounts of contracts to receive 
barrels of oil, coupled with crazy storage costs, pushed 
the oil market into “contango” (a term that describes when 
today’s prices are trading below the price of contracts for 
future delivery). This meant that most of those leveraged 
investors (speculators invested via ETFs) then flooded the 
futures market looking to convert their may contracts to 
June contracts. Needless to say, the sellers outnumbered 
the buyers in epic proportions. as ETF traders were rolling 

“So where does that 
leave the oil price? No 

single database provides 
an accurate assessment 

of available storage 
capacity around the 
world but JP morgan 

estimates that full 
capacity may be reached 

as early as June.”
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contracts, the WTI oil futures contracts for may crashed 
into negative territory, due to the excessive storage costs 
associated with the only other option which would be 
actually taking physical delivery of the oil. The futures price 
tumbled to a low point of minus $38.76 per barrel. Thus, 
it was leverage in the futures market, coupled with a lack 
of storage which caused all the headlines. (as an aside, 
Harvard House would argue that this is prime evidence of 
a characteristic that we raise with investors on a regular 
basis. at the extremes, price action does not actually 
reflect the real economics. There is another driver. While 
headlines screamed about negative oil prices around the 
globe and commentators speculated on arriving at the 
pumps and actually being paid to fill up your car, we all 
know this would never be the reality.)

So where does that leave the oil price? No single database 
provides an accurate assessment of available storage 
capacity around the world but JP morgan estimates that 
full capacity may be reached as early as June. This relies, 
to a large extent, on how quickly lockdowns are eased, 
and transport recovers. It will be a while before we see 
international tourism back to levels last seen in December 
2019. The rise in popularity of working from home means 
that commuters will travel less, hitting petrol demand whilst 
the rise in cost-effective internet-based conference-calls 
will negatively impact on business travel. (Business travel 
makes up 25% of jet-fuel demand). That said, commodity 
prices generally do not stay depressed forever due to the 
immediate response via production cuts which will cause 
a natural decline in supply. The shale basin in the US has 
seen rig numbers drop significantly, whilst Nigeria has 
announced a halt to oil production due to zero storage. 
Other OPEC members are also looking at options as aLL 

are loss-making at these levels. Once a company has 
decided to shut down production (especially expensive 
offshore rigs), the capital expenditure needed to re-open 
them is huge and this in itself opens the door for a future 
supply deficit which will lead to a natural increase in the oil 
price, especially if it coincides with increased demand as 
countries come out of lock down and energy use recovers. 

Unfortunately, just as the world was gaining traction on 
increasing the renewable energy mix to reduce carbon 
emissions, government budgets across the world will 
be forced to cut funding on “green” initiatives as they 
move into survival mode. Global banks, such as JP 
morgan, have just announced large impairments on their 
balance sheets partly due to the expected oil & gas sector 
liquidations which they have bank-rolled. This illustrates 
the dire consequences on global markets as the knock-on 
effect of plummeting oil prices dents some of the largest 
economies.

In conclusion, despite low oil prices being extremely 
positive for the indebted Sa consumer due to low petrol 
prices at the pump and its role in reducing inflation, which 
in turns provides scope for interest rates to fall further, the 
rise in geo-political risk, coupled with the global pandemic 
far outweigh the positives. Oil prices are expected to 
recover due to both forced and natural supply cuts 
reaching an equilibrium with a rise in demand. although a 
recovery is expected to take place in the 2nd half of 2020, 
there will definitely be a large over-hang going into 2021, 
due to storage constraints. a speedy end to the global 
lockdown would accelerate a price recovery, however, 
a slow emergence from the Covid-19 crisis could mean 
further financial pain for oil producers into 2021.
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The number of operational US oil rigs has plummeted as 
operators cut production in the face of collapsing demand.
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US oil stocks were already high, even before this crisis. 
Inventories are close to record levels, and will move higher 
in the months ahead. These inventories will have to be 
consumed before oil prices can move sustainably higher.
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Sasol, a company once considered 
a core portfolio holding, has come 
under the spotlight for a number of 
reasons of late which has forced us 
to change our view of the company 
and its ability to generate income 
for clients. The outcome of our 
analysis has resulted in us selling 
Sasol for all Balanced and Income 
focused clients, whilst retaining 
the share for growth-orientated 
portfolios. What exactly has made 
us change our view and sell at this 

weak juncture?

Like other companies over the past 2 years, our key 
concern relates to the company’s excessive levels off 
debt, and whether the company can meet its obligations 
to its lenders within the agreed timeframes. This debt 
really started spiraling out of control after the onset of 
the Lake Charles Chemicals Project (LCCP) in the USa 
back in 2012. When the project was initially announced 
that year, it was budgeted at $6 billion (at an exchange 
rate of about r9/$), but poor management and lack of 
controls saw cost overruns, even in the early stages. The 
project will finally be completed by the end of this year, 
at a revised total cost of just under $13 billion. 70% of 
the capital for this project has been funded through debt 
raised in US dollars.

The chart above highlights the progression of its debt in 
recent years. Sasol was actually in a net cash position 
as recently as June 2015, when total debt (shown) was 
less than the cash held on its balance sheet. Now the 
company is in a significant net debt position. That in itself 
is concerning. The other concern is the composition of that 
debt. 88% of Sasol’s debt is in US dollars, and a further 2% 
in other currencies other than rands. Perversely, Sasol 
has always been considered a perfect rand-hedge share 
– given that its revenues were linked the dollar price of oil. 
Now that has been turned on its head. a weaker rand is 
exacerbating its level of indebtedness. 

Sasol has a current market capitalization of r45 billion, 
and total outstanding debt of r156 billion. So, despite 
Sasol effectively having negative equity, the market is 
placing a fair amount of optimism on its ability to ramp up 
production at LCCP in order to start servicing this debt 
burden. However, bond holders of Sasol bonds are not 
as optimistic with the price trading at around 60-70c to the 
dollar, which shows that they are not confident that they 
will get their money back.

Sasol has announced a strategy to reduce debt, 
comprising three elements:

1. Cutting operational costs, including all non-essential 
capital expenditure. They hope to save $2 billion 
through this initiative over the next few years.

2. Disposal of some of their assets. They have recently 
put stakes in various assets up for disposal, including 
a partial sale of components of the LCCP plant. We 
fear that some of the crown jewels may be sold off, 
which diminishes the investment case going forward. 

3. a rights issue of $2 billion. at current exchange rates, 
this is almost equivalent to the company’s current 
market capitalization. In other words, the shares in 
issue would almost double. 

Whilst we believe that Sasol will achieve some of the 
goals outlined above, trends and events are not moving 
in their favour. Last week, the company issued a trading 
update for the nine months to the end of march. Key items 
included:

1. Due to the national lockdown, there has been an 
unprecedented drop in demand for local fuels. 
Consequently, they have shut the Natref refinery and 
cut production at their Secunda facility by 25%. These 
are profitable operations for the company.

OUr	STance	
On	SaSOl

Roy
Lamb
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Sasol’s debt has ballooned as costs (denominated in US 
Dollars) spiraled out of control at its new LCCP project.
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2. Earnings from LCCP have been revised down – again. 
at their results in march, they anticipated earnings of 
between $50m and $100m from LCCP for the year to 
June 2020. (This forecast had already been lowered 
twice.) That has now turned into a loss of between 
$50 million and $100 million. 

3. Chemicals prices have also fallen due to the drop in 
demand owing to Covid-19 recession. 

4. The rand has weakened further.

This prompted Sasol to make the following comment in 
that update, “The Covid-19 impact will have a significant 
negative effect on operating cash flows.” In essence, 
this implies that Sasol’s ability to service debt is going 
to be very strained. Furthermore, selling assets in this 
environment is going to be difficult especially when the 
buyers are aware of the desperate position in which Sasol 
finds itself. raising new equity of $2 billion is thus virtually 
a certainty given the circumstances, and we don’t see how 
the company will avoid this. Due to the size of the rights 
issue, shareholders will basically be forced to follow their 
rights, or they will be so diluted as to become insignificant. 
For clients where income is already tight, investing more 
funds into a company that is unlikely to pay a dividend 
for the next 18-36 months will put even more strain on a 
client’s cash flow.

as Nick mentions in his article on the recent oil price 
moves, it is pertinent to say that Sasol’s oil exposure is 
to Brent and not WTI. The Group has 80% of its Secunda 
Synfuels volumes hedged for the fourth quarter of 2020 
at $32/bbl. However, the uncertain macro headwinds, 
coupled with the impact from COVID-19 could easily see 
covenants with lenders breached for the year ending June 
2020.  That is not to say that these covenants cannot be 
re-negotiated but it makes the investment case that much 
less favourable and especially risky from an income point 
of view. Furthermore, current events have exacerbated 
the situation – and Sasol is increasingly being backed into 
a corner.

Sasol is a huge company, and like others with excessive 
debt (such as aB-Inbev and aspen), we believe that given 
time, it will emerge from this crisis. However, our analysis 
suggests that the company has a long road ahead of it, 
which is going to take time to correct. There is material 
value in Sasol (depending on the assumptions one 
makes) for those who can be patient and who have the 
ability to follow their rights in the equity raise. However, 
clients who require income don’t have these options. 
Given the havoc wreaked by Covid-19, we feel that risks 
to day-to-day trading and profitability are skewed to the 
downside, and thus the resumption of dividend payments 
is at least 2 years away, if not more. Consequently, the 
company no longer fits the criteria for being included in 

those portfolios, and we have taken the painful decision 
to exit.

In hindsight, clients could probably accuse of us of 
closing the barn door after the horse had bolted. much 
of the vagaries around the Sasol business case were 
freely available at when the share was trading at r200. 
However, in our defence we would highlight the following 
assumptions that we made at that point that have 
massively swung against us in the light of COVID 19:

•	 We believed that most the issues around Lake 
Charles had been resolved and the history was in 
the price. With the project likely to come on stream 
over the course of 2020 and projected to be cash 
generative, we were optimistic that Sasol could make 
good headwind against its debt. a rights issue looked 
like a low probability.

•	 Oil was over $50 per barrel. Demand was steady 
and likely to rise as the economic outlook globally 
was improving. Supply issues due to Geopolitics 
were probably of greater concern and if anything, this 
would spur the price.

•	 Our base case was that if global economics improved 
then it was possible that emerging market sentiment 
would also improve and with it the rand’s fortunes. a 
stronger rand would have mitigated to some extent 
the balance sheet position of the US debt. 

Being wrong in a world of hindsight is a hard pill to 
swallow. However, it is a steady side-order of the asset 
management meal. There is risk with every investment 
and in each instance we have to take a view on the 
economics linked to that specific company’s business 
case. While we hold the view that Sasol could still grow a 
new investor’s money who has a 5 year plus time horizon, 
for existing investors who are reliant on a dividend flow, 
we cannot see any optimism in dividend or value over the 
next 2 years, and that despite the short term spikes which 
may occur (and have occurred) post this action.
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On a global basis, consumers 
make up a fairly large percentage 
of most countries’ gross domestic 
product (GDP). at 60% of GDP, 
South african consumer spend 
is not too much different to the 
developed economies in the 
world. One of the reasons why 
current global GDP forecasts are 
well below those for last year are 
based on the uncertainty around 
consumer behaviour. already a 
few “abnormals” have happened:

•	 Lockdowns on a global basis – therefore you cannot 
move around as you wish.

•	 Lockdowns with strict controls as to what you can 
and cannot buy.

•	 Uncertainty over future developments, which is 
restricting future-dated spending (i.e. not booking a 
holiday, travel or luxury spend in advance).

Earlier in april, Bankserveafrica (africa’s leading 
automated clearing house (aCH) – the transactional 
link between major payment institutions and the banking 
sector) released an interesting chart – repeated below 
– that provides a bit of insight into consumer spending 
behaviour. The data from Bankservafrica’s, comprising 
of Point-of-Sale (all forms of till-points in shops) and 
transactions from aTm withdrawals, tracks South african 
interbank transactions. 

Despite the slower economic activity in South africa we 

have consistently observed how retail sales have held 
up well even leading into 2020. Shergeran Naidoo, 
Head of Stakeholder Engagements at Bankservafrica, 
echoed our comments when they released their data: 
“Our transaction data showed consumer spending was 
surprisingly strong before any coronavirus case was 
ever reported in South Africa at 20% above last year’s 
rate. At times, spending was speeding up but at others, 
levelling out as the growth rate slowed down.”

Therefore, before we even arrived at Point a, the data in 
the chart reflects Naidoo’s remark. Point a is 5th march - 
the day the first coronavirus case was announced in South 
africa. Thereafter, a slowdown in spending has become 
noticeable as the volume of consumer transactions 
declined. The period between Point B (15th march when 
the President announced the State of Disaster) and 
Point C (18th march when some restrictions came into 
effect for the first time), saw increased spending from 
those who could afford it and those who got paid in the 
middle of the month, as they headed to shops. Spending 
decelerated until (point D) the national lockdown was 
announced to commence on 27 march. Now this is 
where it got really interesting. The 25th of each month is 
the biggest salary payday in South africa. People raced 
to the shops and consumer transaction volumes were 
150% higher than normal spending for that time of year. 
The day thereafter it was 172% (point E) compared to a 
normal month-end payday. Once locked down, and as 
one would have expected, consumer spending fell to 

28% of normal levels. Social grants were paid on 30th 
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This chart highlights the impact of the lockdowns on 
consumer spending patterns, as well as the scale of the 
destruction in demand due to lockdown measures.
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march and consumer behaviour returned to “normal”. 
Subsequently, patterns have been abnormal as there are 
restrictions on what can be bought and as South african 
households starting to experience financial strain.

It will be interesting to see how this chart evolves over 
the next couple of months, as the lockdown is lifted - 
whether abolished in full or in a staggered approach. 
We believe that the volume of consumer transactions 
will not be normal compared to previous years and we 
base our reasons on the following concerns relating to 
South african consumers in general:

•	 a rise in unemployment. Examples include Saa 
staff, Edcon staff, small sized businesses who have 
already laid off workers and others who might be 
forced to over the forthcoming few months.

•	 The relief from UIF is partial and may be slow to filter 
into people’s pockets.

•	 No (or low) salary increases (Examples are 
government employees); and 

•	 Salary cuts. many large companies have already 
announced salary cuts for senior staff, but this might 
well filter down to lower levels of management and 
staff as well.

Unfortunately, as we know South africa was already 
flirting with recessionary conditions. Consumers’ income 
(compensation) as per the chart has been growing 
at inflation (or even below) with the net result that 
disposable income could not keep pace with inflation 
or higher adjustments to other “essentials”, such as 
electricity, rates and taxes, medical costs and education. 
The chart shows forecasts for the next 2 quarters of 
2020, indicating that the pressures mentioned above will 
have a direct effect on disposable income. 

Given this as background, the question is whether 
there is any relief ahead for the poor consumer? The 
most important area of relief comes from the very sharp 
fall in the oil price which has, and will in the next few 
months, reduce transport costs substantially through 
lower fuel prices. Unfortunately, we will not feel the full 
benefit, given that a substantial portion of the fuel is 
tax. Nonetheless, relief is still on the cards. In Gauteng, 
the petrol price was r16.30 per litre in December. For 
april, it has fallen to r13.96 per litre – a drop of almost 
15%. The second area of relief is from the reduction in 
interest rates. The reserve Bank lowered interest rates 
by 0.25% in January – a response to lower inflation and 
weak growth. Since the Covid-19 Crisis, rates have 
fallen by a further 2% - to their lowest levels in decades. 
you and I get the benefit via a lower prime overdraft rate 
and lower interest repayments. The reserve Bank will 
meet again in may and expectations are already forming 
that they will reduce rates by another 0.25%.

The possibility does exist that there could be some pent-
up demand from consumers once the lockdown is lifted. 
However, we believe this will not significantly result in 
runaway sales and profits for consumer-related shares. 
It is more likely that consumers will adopt a cautious 
approach, especially given how uncertain salaries are 
likely to be. To add salt into the wound, many clothing 
retailers will also be left with piles of unsold stock as 
we move away from autumn and into winter. This will 
necessitate heavy discounting which will be a further 
drag on profits for the year.

Our lead article articulates our latest assumptions. We 
sincerely hope that National Government will use this 
Crisis as a catalyst to implement the drastic reforms 
that are necessary to lift South africa to a higher rate of 
growth. Failing that, it is tough to paint a positive outlook 
for the consumer in the years ahead. 
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The rate of growth in compensation has been falling 
steadily, with a direct knock-on effect to disposable income.

Will the V&A be as busy with South African consumers in 
the future?
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ContaCt Details:

Given the prevailing circumstances, the speed at 
which conditions are changing, and guidelines from 
Government on social distancing, our Insight seminars 
will be postponed until further notice. 

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

Topic: N/A

natal	midlands
Date: N/a
Venue: Fernhill Hotel

midmar / Tweedie  road
(almost opposite entrance to 
midmar

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

Johannesburg
Date: N/a
Venue: rosebank Union Church, Cnr 

William Nichol and St andrews 
road, Hurlingham

Time: 7am for 7.30am


