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there is no doubt that investing in sA 
has been a challenging experience 
over the past three or four years. 
Local companies have struggled to 
grow both earnings and dividends, 
given the weak, and deteriorating, 
economy. In an attempt to diversify, 
many undertook offshore forays, 
but most have ended in those 
companies retreating to sA with their 
tails between their legs. In terms of 
our investment strategy, we have 
long recognized local weakness, 

and hence have deliberately positioned portfolios with 
a high “rand hedge / offshore” weighting. It is therefore 
frustrating that despite making the right high-level “macro” 
decision, that portfolios have not necessarily reflected that 
benefit. 

As an illustration of the challenges local investors have 
faced, the chart below shows the performance of several 
classic “rand hedges” – all in the industrial sector – over 
the past 3 ½ years. Over the period, the Jse has gained 
about 15%, a rather disappointing outcome. but only two of 
our selected rand hedge industrials have outperformed the 
Jse over this period – bidcorp and richemont – and even 
so, the outperformance is negligible. the other two large-
cap rand hedges – Ab-Inbev and bAt – have performed 
poorly for their own idiosyncratic reasons, and not related 
to the weakness of the sA economy.

Let me dig a little deeper and focus on Ab-Inbev and 
richemont, the worst, and best, performing shares in our 
example above. rather than comparing them to the local 
market index, let us rather compare them to their peer 
group. In the case of richemont, we have compared it 
to market leaders LVmH and Kering (which owns brands 
such as Gucci, amongst others). the chart tells a rather 
depressing story. Despite outperforming the Jse All share 
Index, richemont has actually been a dismal performer 
relative to its own peer group. In swiss Francs, the share 
price is barely changed over the period, whilst the peer 
group have risen more than twofold.

the same can be said for Ab-Inbev when we compare it 
to others in the beverage sector. For illustrative purposes, 
we have compared it to royal Unibrew and Heineken (both 
predominantly brewing companies) and Diageo, which has 
a combination of both spirits and brewing. relative to the 
Jse, Ab-Inbev has lagged considerably since the merger 
with sAbmiller. but this is replicated offshore as well. Ab-
Inbev (when measured in euros) is down 50% over the 
period, whilst its peers have all delivered positive returns.

Coming back to my opening remarks, we all know that the 
performance of the Jse has been lacklustre, and it would 
have been even more so had it not been for Naspers – the 
key driver of the Jse All share Index. It would be remiss of 
me not to focus on Naspers (and prosus) in this argument. 
If we plot the performance of Naspers relative to the Jse, it 
has outperformed by 150% over the period. since its listing 

THe	ATTRACTIveneSS	oF	RAnd	Hedge	
SHAReS	vS	THe	HH	WoRldWIde	Fund

Michael
Porter
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Despite these rand hedges being globally diverse 
businesses, they haven’t outperformed the JSE All Share 
Index.
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Richemont was a good performer relative to SA shares, but 
has fallen well behind its global peer group.
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in september last year, prosus has also outperformed the 
Jse. 

Naspers is really the only “new-age” technology company 
listed on the Jse. yet despite its impressive performance, 
how has Naspers stacked up against its larger, global 
technology peers? the chart below shows Naspers relative 
to microsoft and the ishares DJ Us technology etF – a 
proxy for the top 50 Us technology shares. the result may 
surprise some readers. Naspers has not kept pace with 
global technology – despite tencent’s explosive growth.

It is clear from the above examples that investors who 
have been exposed solely to those companies listed on 
the Jse have been at a disadvantage to those who have 

been able to invest in a wider global basket. Whilst we have 
some very capable companies listed locally, there is not 
much choice. Diversifying offshore opens up choices not 
previously available. In so doing, risk can be mitigated and 
investors can be exposed to alternative sources of growth 
which are simply not available locally. Hence our decision, 
in mid-2019, to launch our Worldwide Flexible Fund. 
this is an ideal, and cost effective, way for investors with 
local portfolios to diversify their portfolios into alternative 
economies, industries and companies that offer growth 
away from sA. 

Given the challenges presented by Covid-19, and our 
economic analysis articulated in prior issues of Intuition, 
we will continue to diversify away from locally-listed rand 
hedges into the Worldwide Flexible Fund. the Fund’s top 
15 holdings are shown below. 
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Whether relative to local shares or its peer group, AB-Inbev 
has underperformed since its merger with SABMiller.
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Naspers has been a key driver of the JSE’s performance 
over the past three years. Yet despite its impressive gains, it 
has still lagged its global technology peers.
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Technology has the highest weighting in the Fund, followed 
by resources and financials. More than 50% is exposed to 
the US, followed by 31% and 14% in the UK and Europe 
respectively.

Choosing the right way to invest abroad is not a 
straightforward decision.
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With the rapid adjustments to 
working habits having taken place 
over the past few months many are 
asking whether this is the end of 
the office sector? Work-from-home 
(WFH) has become a major reality 
globally but one that had already 
been gaining traction prior to Covid, 
with better internet connectivity 
and increased traffic congestion 
the main drivers for this shift. that 
said, we are not of the opinion that 
office space is going to disappear 

anytime soon. Looking back at some major technological 
changes over the past few decades - whether it be the 
advent of the home pC and expectations that printing 
would dramatically be reduced or the kindle bringing the 
publishing industry to its knees - both these events have 
had the exact opposite outcome to what one had initially 
thought.

One can often overestimate the change in habits or 
industry in the short term but underestimate the impact 
over the long term. I think this is what the office sector is 
currently experiencing, a type of metamorphosis where 
WFH will definitely see an increasing trend but that 
the office space that we currently know will be utilized 
differently. perhaps some will become home to data 
centers or converted into accommodation. there is no 
doubt that working from home has its advantages from a 
number of perspectives, particularly the time saved from 
travelling.

However, the human interaction and networking that 
takes place within an organization which helps to 
build the brand and culture of the business cannot be 
underestimated. Working from home is also not viable 
long-term without decent connectivity, a dedicated 
workspace and a conducive environment. young 
graduates who are sharing a “digs” or living in a bachelor 
apartment will have a very different work-from-home 
experience to an older employee with a large house 
and dedicated study. Furthermore, WFH may be well-
suited to servicing current clients, but it is not as easy 
building new relationships and contacts from a home 
base without the services and infrastructure that a head 
or regional office would provide.

We see more of a flexible work environment developing 
- not the usual 8am – 5pm grind where there is so 

much time wasted on the commute, but rather a 
more flexible timetable which suits both employer and 
employee. perhaps head offices as we know them 
could be downsized in favour of more regional offices to 
reduce travel times to city centers but interdepartmental 
networking and relationship building is not going to be a 
thing of the past.

so where does this leave our listed office sector in sA? 
pre-Covid there was already an oversupply of space with 
the slowing economy adding to the woes of the sector. 
Ultimately it means one has to be extra vigilant with the 
type of office space one is investing in (premium grade, 
A-grade etc.), where these properties are located, how 
they have been funded and the quality of the tenant. All 
these play a role in determining the investable quality of 
the asset.

there is always going to be demand in the sought-after 
nodes and likewise there will be deteriorating areas with 
weaker fundamentals that have shifted over time which 
one needs to be aware of. Having a diversified property 
portfolio which contains both office, retail, industrial and 
residential is the best defense against over-exposure.

Snippets	from	the	property	sector:
many property companies are in the midst of reporting 
either interim or final results, and others have issued 
trading updates. below are a few snippets therefrom, 
which give some insight into how the sector is performing. 

nePI	Rockcastle	interim	results	
•	 NepI achieved distributable earnings per share 

of eUc19.66, down 32% from the prior year. 
the decrease in distributable earnings is directly 
attributable to the impact of COVID-19.

•	 COVID-19 related lockdowns ranged from 42 days 
(Lithuania) to 84 days (romania). On average, 
lockdowns lasted 58 days across the portfolio. by the 
end of June, the lockdown measures had been lifted 
across the Group’s portfolio and all gross lettable area 
is now operational, except for 4% corresponding to 
indoor food service tenants in romania and cinemas 
in romania, Croatia and serbia.

•	 Government-imposed rental relief and negotiated 
rental concessions totaling €48 million were 
recognized as an expense. If these are added back 
to net rentals, then rentals were down just 1% relative 
to last year. 

WHAT	IS	THe	ouTlook	FoR	PRoPeRTy	gIven	
THe	CHAngeS	WRougHT	by	CovId-19?

Roy
Lamb
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•	 the vacancy rate increased to 4.2% from a previous 
rate of 2.1%. the highest vacancies were registered 
in poland (7.5%) and Hungary (6.3%), and the 
lowest in Lithuania (0.8%) and romania (2.0%). 
management expect vacancies to remain low 
going forward provided that the general economic 
environment does not deteriorate further.

•	 Importantly, NepI’s loan to value increased to 36.1% 
from 32%, marginally above the groups strategic 
target of 35%. this was largely due to the devaluation 
of the property portfolio of 3.4%. Whilst some may 
see this as a concern, the now-completed sale of 
their romanian office portfolio has reduced the LtV 
to 33%, and the Group remains well within all its debt 
covenants. 

•	 probably the most contentious issue arising from the 
results was the decision not to declare a dividend, 
especially in light of their strong balance sheet. 
rather, the company has opted for a capitalization 
award. this means that shareholders will receive 
new shares at no cost in lieu of a cash dividend. 
At the end of the day, shareholders are being 
“rewarded” but the issue of new shares (at no cost) 
does increase the number of shares in issue, which 
will dampen the growth over the remainder of the 
year.

•	 Consequently, management expects earnings for the 
full year to be 30% lower than 2019. the guidance 
implies a moderate improvement in the second half 
of the year, but is subject to the usual caveats should 
conditions deteriorate further. 

We viewed this as a strong result, and the operational 
metrics continue to improve month by month. With a 
normalized yield in excess of 10%, we believe NepI 
offers a compelling recovery opportunity. 

Resilient	full-year	results
•	 Full year distributable earnings fell 30.6%, in line with 

their recent trading update. A major reason for the 
large decline was the non-receipt of any dividends 
from either NepI rockcastle or Lighthouse Capital. 
they did not include the capitalization award from 
NepI, which we view as very conservative. 

•	 resilient also moved quickly to address concerns 
around their foreign exposure as the Crisis unfolded. 
they have unwound all their euro-based debt and 
interest rate derivatives – a contentious issue in the 
past. this has further reduced distributable income 
in the short term, but significantly lowered the risk for 
the future.

•	 Despite the weak economy, and their exposure to 
retail property, their sA operations remain solid. 
Net property income grew 5.5%, but they offered 

r166 million of rental relief to struggling tenants 
over the height of Covid. bad debts also rose, but 
most of this has been collected post their year-end, 
which suggests that their tenants are in reasonable 
financial health.

•	 An Independent valuation of all their sA properties 
has resulted in a downward adjustment of 3.5%. 
together with a write-down of their African portfolio 
(a partnership with shoprite), this resulted in their 
net asset value declining by 20%. Unfortunately, the 
consequence of this is that their LtV ratio rose to 
35%, from 27% previously. 

In summary, we view these results as very conservative. 
resilient has materially simplified its business and 
balance sheet, and reduced the future risk accordingly. 
Whilst some may view the magnitude of the drop in 
earnings as disappointing, this is extremely conservative 
and lays a low base from which growth can resume in 
future years. Whilst the 12-month forward yield is low 
at about 8%, it is more than double the cash rate, and 
shareholders should expect modest growth from this 
level. 

Arrowhead	operational	update
•	 Arrowhead painted a picture of a tough economy 

that is exerting significant pressure on the property 
sector, but also one that they are navigating 
reasonably well. 

•	 Understandably, rentals have been under pressure. 
the company has granted r42 million of relief 
and r8 million of rental deferment to the end of 
June. thereafter, rental collections have improved 
significantly, and are now close to 90%. 

•	 Despite the economic pressures, they have managed 
to retain the majority of their tenants. Activity has 
accelerated in the past 2 months, and new letting 
have reduced vacancies below 10%.

•	 they have continued to strengthen their balance 
sheet. sales of non-core properties continue to 
be concluded, and prior sales are gradually being 
finalised through the Deeds Office. In march, they had 
sold 41 properties, 20 of which had been transferred. 
Now a further 7 properties have been transferred 
with a further 3 lodged and awaiting registration. 
In total, they have sold almost r1 billion worth of 
property at an average 4% discount to book value. 
Consequently, their LtV ratio remains within their 
covenant levels, and they are in constant discussion 
with their bankers to pre-empt any issues.

Arrowhead is guiding that distributable income will be 
a minimum of r340 million (based on conservative 
assumptions) – in line with our analysis that suggested a 
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Let me start by reminding you of our 
investment philosophy: “the Harvard 
House approach to investing is 
built on a sustainable and growing 
income stream. this leads to 
income protection in times of market 
volatility.” the crux of the answer in 
trimming top-performing shares is to 
minimise the risk of capital loss due 
to unforeseen events. One example 
was the Global Financial Crisis in 
2008 where systematic risks built up 
and hit global markets when no one 

was expecting it. Concentration risk is where exposure to 
one particular share or sector is large enough to pose a 
risk to the investment as a whole if an unforeseen event 
causes a significant drop in the price of that share or 
sector. therefore, re-balancing aims to reduce or mitigate 
both these risks by reducing the percentage holding in 
one or more large positions in a portfolio. Furthermore, 
diversification also reduces risk and is achieved by adding 
to new or under-weight positions and ultimately spreading 
the portfolio across more securities. these must represent 

different sectors – examples include Financial, technology, 
mining, and property – as well as different geographies to 
further diversify earnings into different currencies that can 
act as shock absorbers when volatility occurs, the timing of 
which is rarely known in advance.

A great description is “risk is what you don’t see coming”. 
No one ever envisaged planes being flown intentionally 
into the World trade Centre on the 11 september, 2001. 
Had one been overly exposed to the Us airline industry, 
the aftermath and ensuing ‘War on terror’ would have led 
to long term pain and under-performance in your portfolio. 
the below chart shows the share prices of various airlines. 
However, this chart does not cover the period over 9/11. 
rather, it covers the first eight months of this year when 
the extent of the spread of the COVID-19 pandemic 
became known and the world as we knew it ground to a 
halt. Once again, no one saw this coming, and especially 
not the russians nor saudis who had decided to flood 
the global oil markets in march. the pandemic and global 
lockdowns meant that all forms of travel ground to a halt 
and oil demand fell through the floor. the price of Us 
WtI oil futures famously dropped to minus $37 and the 

SellIng	THe	ToP	PeRFoRmeRS	-		
ouR	RATIonAle	beHInd	RebAlAnCIng

Nick
Rogers

low-road value of r350 million.  Furthermore, Arrowhead 
are making progress with their asset disposal program, 
and sales are taking place at, or close to, book value. 
this reaffirms their assertion that their properties are 
appropriately valued, and adds tangible support to their 
last published NAV of 679c/share. We believe there is 
substantial value in this small, but simple, company. 

Redefine	pre-close	investor	roadshow
•	 redefine has an August year end, and so the 

company released a trading update ahead of the end 
of August. since its last results, the company has 
moved quickly to address some of its challenges, 
notably around its balance sheet, and the high level 
of debt. 

•	 In that regard, it has guided that it expects its property 
portfolio to be revalued downwards by 7% - 10%. 
Under such a scenario, LtV will rise by 3.7%, with a 
further rise in LtV of 2.4% from adverse movements 
in the exchange rate (the weaker rand makes foreign 
debt more expensive.) these increases will be 
offset by a reduction in LtV of 3.8% from the sale 
of its stake in rDI reIt and their Australian assets. 
Nonetheless, given that the company’s strictest 

debt covenants are triggered at a 50% LtV, it has 
requested a temporary relaxation of the corporate 
LtV covenant from 50% to 55%. 

•	 turning to the local portfolio, vacancies have risen 
across all sectors, but not by as much as feared. 
they are busy renegotiating the lease with their 
biggest tenant, macsteel, which will result in a 
reduction in rental, but that is a better outcome than 
having a sharp rise in vacancy. 

•	 On the positive side, redefine is guiding towards 
lower head office costs, and their high international 
costs will decline further now that they have exited 
their rDI and Australian operations. 

Whilst there is little doubt that current conditions are 
challenging, it is refreshing to note a new and more 
accountable attitude from management. they note 
that “COVID-19 exposed underlying fragilities around 
our capital allocation strategy and funding model”. 
Furthermore, it is pleasing to see the urgency with which 
redefine is addressing its balance sheet problems. 
Whilst we see a low probability of them declaring a 
dividend this year, further strengthening of the balance 
sheet should see a material rerating of the share price 
over time. 
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oil sector braced for huge losses. Imagine if you had 20% 
exposure to bp or royal Dutch shell? this illustrates the 
risk of holding large positions in portfolios. It can take years 
to recover.

In every crisis there are always winners and losers. the 
lockdowns resulted in the property sector, in particular, 
being hit hard as Landlords of shopping malls and offices 
blocks faced struggling tenants. No individual or CeO 
ever expected the scale of working from home, made 
possible by advances in technology. As the world used 
microsoft teams for meetings, Facebook’s WhatsApp for 
communicating and Amazon to shop, the combined market 
cap of Apple, Amazon, microsoft and Google reached $6.2 
trillion, greater than the GDp of every country in the world 
with the exception of the Us and China! Apple took 42 

years to reach $1 trillion in value and just two more years 
to get to $2 trillion! the move to online via the ‘cloud’ has 
been accelerated by COVID-19. No one believed that this 
level of growth and adoption would be achieved by 2025, 
let alone by 2020.

Naturally, any discussion on rebalancing would not be 
complete without focusing on Naspers and its primary 
subsidiary, prosus. the rationale for listing prosus was 
to reduce the concentration risk, yet given that they have 
the same underlying portfolio of assets, both companies 
should effectively be treated as one. Given its stellar 
performance, most investors believe Naspers is invincible, 
but this is far from the truth. Let me take you back two 
years. Almost without warning, China announced a total 
ban on new mobile games, and required every existing and 
new game to go through a thorough regulatory approval 
process. tencent, the jewel of Naspers’ portfolio, fell 
almost 50%, and Naspers followed suit. After a hiatus of 9 
months, approvals started to be granted, and both shares 
recovered. the point is that risk does not just come in the 
form of global crises. It can come from a variety of corners, 
especially in this inter-connected and fast-changing world. 

Finally, both the global and local economies will oscillate as 
they struggle to recover from this pandemic. Nonetheless, 
as the world starts moving again, jobs will be created, 
people will return to offices, malls, and stadiums and the 
urge to travel will take hold. As uncertain as the future might 
be, one must not ignore the numerous “beaten-down” 
sectors who have the ability to recover in time. Volatility 
thus also creates opportunities to acquire quality shares at 
compelling valuations, of which there are many right now. 
Cash raised by selling top-performing shares can be used 
to re-invest in well-run companies at compelling valuations 
who will see their day in the sun as they adapt, streamline 
costs and look at new ways of operating in a changing 
environment. taking a profit and using the proceeds to re-
invest in companies well placed to benefit from the new 
landscape, or adding to recovery opportunities, is thus 
prudent portfolio management and will ensure long term, 
sustainable returns in your portfolio.

perFOrmANCe OF GLObAL AIrLINe sHAres
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Airline shares plummeted as the extent of the Covid-19 
Pandemic became clear. Such events are unpredictable, 
hence the need for a diversified portfolio.
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forced much faster adoption of new technology.
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this question has two parts to 
it. Firstly, to look at the dismal 
performance of the south African 
economy by analyzing the GDp 
data. secondly, if the outcome is 
poor (as we suspect) how does one 
position an investment correctly?

Although south African GDp 
data reflects annual growth rates 
higher than zero percent, it does 
tell a story. From 1962 to around 
2004, the average annual growth 

rate was well in excess of 4%, but more recently, the 
economy has slowed substantially. 
the average annual growth rate over 
the last 10 years is just over 1%. In 
2019, sA only squeezed out 0.15% 
growth. estimates for 2020 are now 
pointing to a contraction of 10%. 
the future from the perspective of 
economic growth is looking gloomy. 
In an attempt to try to understand 
the last decade we did an exercise to 
look at the structure of our economy. 
the Gross Value Add of the various 
economic sectors was discussed in 
detail last month. In summary, we drew 
the conclusion that south Africa has a 
structural problem due to the lack of 
investment in the broader productive 
side of the economy – sectors 
such as manufacturing, mining and 
construction. Our view is therefore that due to the lack of 
financial resources and the slow investment cycle, GDp 
is going to remain low for an extended period. 

How does one then invest? there are numerous 
examples of countries who have struggled to grow their 
economies, and those that are also currently struggling. 
Countries such as brazil, Venezuela and India spring to 
mind. However, some well-known companies continue to 
flourish despite the economy. (the likes of the reliance 
Group in India). I call these companies “pockets of 
excellence”. In south Africa, these areas comprise 
communication, education, the need to eat and live, 
healthcare and then the concept of social grants. 

the topic of social grants has been well documented 
and commented upon. the recipients of these grants 

support supermarkets such as shoprite. even if they 
spend in the informal markets, those products have been 
manufactured from a supplier in the formal sector. social 
grants go further - into technology, for example, as the 
purchase of data bundles for mobile devices. Vodacom 
and mtN are example of companies operating in the 
communication “pocket of excellence”. Companies like 
this develop and provide not just the cellphone contract, 
but the backend for online payment, online shops and 
many other technology developments that “function” 
whether the economy is growing at 0% or 10%.

Consumers, despite the economic woes, continue to 
eat, clothe themselves and travel etc. Life goes on. 

Of course, if the economy stumbles, 
some companies will struggle, but 
others will continue to hold their own, 
and take market share from the weak. 

I have also highlighted healthcare 
and here we must not just focus on 
what is happening around Covid-19. 
Healthcare remains critical during 
regardless of the level of economic 
growth. the technology era that we 
have already entered is bringing top-
end healthcare closer to more and 
more people as advancement in care 
becomes more common and sought 
after.

As we have articulated earlier, we 
remain firmly of the opinion that 

offshore investments have a place in portfolios, driven 
by the wider choice available across both industries and 
sectors. However, prudent portfolio management also 
dictates that expenses should be matched by income 
in the same currency. the reason for this is the rand 
itself. As the next article highlights, one cannot assume 
that the rand will always weaken. Often the rand 
surprises in either direction when you least expect it. 
so, for the local portion of portfolios, we will continue to 
focus on those sA companies with the highest potential 
of earnings growth and dividend generation despite the 
lower GDp scenario.

“Consumers,	
despite	the	
economic	

woes,	continue	
to	eat,	clothe	

themselves	and	
travel,	etc.	life	

goes	on.”

IS	IT	WoRTH	InveSTIng	In	SA	
gIven	THe	bleAk	ouTlook?

Willie 
Pelser
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economic theory on the movement 
of exchange rates suggests that 
one currency should weaken 
against another currency by the 
difference in inflation between 
the two countries concerned. this 
makes sense, and it is the basis 
for many exchange rate models 
that use “purchasing power parity” 
(or the difference in inflation) as 
the main parameter. In reality, 
the daily movement in exchange 
rates is influenced by a myriad of 

factors – imports and exports, other flows of currency, 
speculators, politics and the like. In south Africa, we 
have become accustomed to thinking, and expecting, 
that the rand will weaken consistently over time. Is this 
justified? 

Over the past few months, there have been some 
interesting developments that suggest that investors 
should re-evaluate their views that the rand is a one-
way bet. this is best illustrated by a few simple charts, 
as shown below. 

Let me start with the balance on the Current Account. 
this is a summary of our net foreign position with the 
rest of the world. For years, south Africa has run what 
is termed “twin deficits” – that means both a budget 
deficit (i.e., spending higher than taxes) and a current 

account deficit (where we cannot finance our needs 
and rely on foreign inflows.) Combined, these make the 
currency vulnerable to changes in sentiment towards 
the country. surprisingly, in Q1 of this year, we recorded 
our first current account surplus in almost 20 years, and 
a sizeable one at that. this is a huge departure from 
recent trends. the question is whether its sustainable. 

Let us analyse each component individually, starting 
with the trade balance. this is simply a reflection of 
imports and exports. For the past three years, we have 
generated a trade surplus – in other words, exports 
have exceeded imports. For the current year, we have 
data to the end of June, and we already have a sizeable 
surplus of r65 billion. Unfortunately, this is largely due 
to very weak imports – in turn a reflection of low demand 
and our very weak economy. but nonetheless, we are 
exporting more than we import, which means that there 
is more demand for rands (exporters repatriating their 
revenues) than supply (converting rands into foreign 
currency.) Whilst we would love to see a rise in imports 
as this will signal a rebound in the economy, we believe 
it’s possible to run a trade surplus for another eighteen 
months.

the next component is foreign holdings of south 
African investments. We have raised this repeatedly 
over the years that foreigners have been net sellers of 
south African assets. Whilst this has put pressure on 
local equities and bonds, it does have a silver lining. 
Lower foreign holdings imply that we are paying fewer 
dividends and less interest to foreign shareholders. 

IS	THe	RAnd	
A	one-WAy	beT?

sA CUrreNt ACCOUNt bALANCe
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We have had a current account deficit for years, but the 
trend is improving. Is it sustainable?
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Over recent years, SA has generated a healthy trade 
surplus.

Michael
Porter
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Furthermore, south Africans have diversified their wealth 
enormously over the years. Offshore allocations across 
the pension and unit trust industry are at (or exceed) the 
30% prudential limit, meaning that local managers have to 
repatriate assets (and income earned) from time to time to 
ensure that they comply with said limits. together, this has 
significantly reduced the pressure on the services portion 
of the current account.

the third element to the argument comes back to economic 
theory and the difference in inflation. Older investors will 
remember the days when our inflation rate was firmly in 
the teens. that prompted the reserve bank to change to 
an inflation-targeting regime, and ever since, inflation has 
been falling steadily. so too has the differential between 
sA and the Us. During previous crises, the difference 
has been as high as 10%. In recent years, that narrowed, 
but was stubborn at about 4%. Currently, the difference 
in inflation is just over 1%. We do expect inflation in this 

country to rise – oil prices have recovered somewhat, and 
electricity tariffs will rise again – but we are comfortable that 
inflation will remain in the lower half of the reserve bank’s 
targeted range for the next year. should that come to pass, 
that will remove one of the structural weaknesses facing 
the currency.

In summary, we are not saying that the rand will strengthen 
substantially from here, although the rand has still not 
recovered from the Crisis-induced weakness. What we are 
saying is that we must caution against simply extrapolating 
the current trend into the future. the rand has a history 
of overshooting, and then gradually clawing its way back 
over the ensuing few years. In addition, some of the long-
term structural issues are abating, which implies that the 
pressure on the rand in future will be less severe than 
in the past, provided that politics moves in the right 
direction.

mOVemeNt IN FOreIGN INVestmeNt
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Having been net investors in SA for years, foreigners have 
turned more bearish, and have been net sellers for 4 of the 
past 5 years.
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The difference between our inflation rate and that of the 
US has narrowed substantially over the years, removing a 
structural weakness for the currency.

Is the Rand a one way bet? It is not as simple as a Handre Pollard goal kick.
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One can phrase this question in 
many ways. Will interest rates stay 
low? How low will interest rates 
go? How low and for how long will 
rates remain low or lower? In fact, 
it is a very interesting question.

the starting point to answering this 
question is to go back to previous 
periods of low interest rates. Let 
us first look at low interest rates 
from a global perspective. Going 
back to the 1987 stock market 

crash and subsequent periods of market turmoil, we 
gain insight as to how monetary authorities have 
addressed these periods. After the 1987 crash, global 
interest rates remained low for 27 months - just over 2 
years. then came the DOt.COm crash in 2000 when It 
stocks caused markets to go into a tailspin. this resulted 
in a period of 40 months of low rates before the rising 
cycle started. the longest period of low rates in recent 
history was after the Global Financial Crisis. rates 
stayed low for 8 years (96 months). In the current cycle, 
interest rates started to be cut in mid-2019, but were 
then lowered aggressively in response to the Covid-19 
pandemic. We can therefore conclude that the duration 
of the current easing cycle is now 13 months old. the 
last ten years has also seen the introduction of concepts 
such as Quantitative easing (Qe), as a further measure 
to stimulate struggling economies. 

Globally the prognosis is for rates to remain low for as 
long as the world grapples with the economic impact of 
Covid, lockdowns and weak sentiment. this has been 
reinforced by a subtle change in policy from the Us 
Federal reserve, which has indicated that in future it will 
tolerate lower unemployment and higher inflation when 
making interest rate decisions. that implies that, globally, 
low interest rates are here to stay and will remain the 
weapon of choice to get consumers to spend again. 

to address the south African scenario, it is useful to look 
back at the long-term nature of interest rates in south 
Africa. the chart below plots the repo rate (that is the 
rate set by the reserve bank) dating back to 1998. Our 
prime interest rate is linked to this rate. the relationship 
between interest rates and consumer inflation is clearly 
evident. Concerns over rising inflation are traditionally 

addressed by raising rates. Over the last few years, 
south Africa has started to reap the reward of targeted 
inflation. the reserve bank has a target band of 3%-6% 
for consumer inflation. With inflation subdued because 
of the dual impact of a weak economy and the further 
weakness sparked by Covid-19, the reserve bank has 
had the flexibility to lower rates to stimulate the economy. 
the repo rate is now at 3.5% - the lowest since it was 
introduced more than twenty years ago.

In our opinion, south Africa can expect a prolonged 
period of low interest rates. the reserve bank has 
highlighted that inflation (barring a substantial move 
in the price of oil) should settle at the lower end of the 
targeted band well into 2021. Furthermore, they are 
starting to talk about inflation being maintained and 
entrenched at the midpoint of the range – i.e., 4.5%. the 
only reason for raising interest rates would be to cool 
down the economy. However, as we have discussed 
earlier, this is very unlikely. In summary, we believe 
interest rates could remain low well into 2022. Whilst this 
may be good news for those with debt, it will continue 
to exert pressure on savers who are relying on interest 
income.

FoR	HoW	long	CAn	
InTeReST	RATeS	RemAIn	THIS	loW?

Willie
Pelser INterest rAtes & INFLAtION
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Interest rates in this country have moved structurally lower 
thanks to the success of inflation targeting.



12
WE UNDERSTAND YOUR NEED FOR FINANCIAL INTEGRITY | WWW.HHGROUP.CO.ZA | THE HARVARD HOUSE GROUP

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 the 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
 
Harvard House Investment management (pty) Ltd*, Licence no: 675   Harvard House Insurance brokers*, License no.  44138 
 
Harvard House Financial services trust*, Licence no: 7758  * Authorised financial service providers in terms of FAIs (2002)

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

W www.hhgroup.co.za

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


