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In this edition:

• Views from China
• Markets: one month on
• Income: the search continues

(n: immediate insight; receive knowledge by direct perception)
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Boarding the plane for my first trip to 
the East, I was wondering what China 
might have in store for me. I have 
experienced Europe and America in my 
lifetime, but I have never been to the 
East. There are many people who are of 
the opinion that the economies of the 
East will eventually outstrip those of the 
West, and I was wondering whether this 
trip might help me to form an opinion 
on this topic.

I was privileged to join 2000 delegates from 30 countries at 
the 8th China Conference hosted by JP Morgan in Beijing. The 
conference date also coincided with the 40th anniversary of 
a secret trip to China by the USA – it is amazing how that 
trip, under the leadership of Henry Kissinger, has changed 
the world and International trade relationships. We were 
honoured to have Mr. Kissinger as the guest speaker on the 
first day, sharing his memories. He mentioned that the first 
step in the US-China relationship was a $100 purchase of 
Chinese memorabilia by his delegation. He also mentioned 
that if his delegation, or any Chinese dignitary, would have 
mentioned that one day China’s GDP would outstrip that of 
the US or most of the economies of the world, there would 
have been serious laughter for days. “China has surprised us 
all” he said. Today the size of China’s economy has surpassed 
all western peers, bar one, the US.

The conference took place at a time when the Chinese 
government is stepping up its efforts to boost growth amid 
increased signs of deceleration in the domestic economy. 
Issues shaping the investment outlook were debated at 
the event and this article can’t do justice to all the expert 
speakers – whose numbers far exceeded 120. The rest of this 
article is rather a collection of big picture perspectives drawn 
from speaker comments and anecdotal evidence gathered 
from walking around Beijing.

The Chinese economy is slowing. Growth is estimated to be 
7% this year compared to 9% a few years ago. However the 
slowdown appears to be planned and organized, thanks to 
lessons learned during the last stimulus package that was 
announced in 2008/09. The official stimulus package of 
RMB4 trillion turned out be closer to RMB10 trillion. Various 

“bubbles” developed (the private residential property market 
is the biggest example). The bubble that deflated most 
quickly was actually the Chinese stock market, as investors 
suddenly realized that future earnings expectations were 
far too unrealistic. The future economic growth trajectory, 
highlighted by numerous speakers from various backgrounds, 
is expected to follow more of an “L-shape”, rather than the 
“V-shape” that characterizes most boom / bust scenarios. 

My article cannot do justice to the vast and comprehensive 
topics, discussions and presentations that occurred. However, 
the following left me with the impression that all is not over 
for China, nor is it over in China. The impact of China will be 
felt for many more decades to come.

China is still a numbers game. For example, given the size 
of the economy, its momentum with growth at 7-8% is the 
same today as past growth rates in excess of 10%. The pie 
is now so much bigger.  The country has 1.4 billion citizens. 
Some days it seemed that all of them were with me on 
the underground trains – a lot of people were squeezing 
into carriages. Urbanization over the next 30 years will see 
a further 13-15 million people per annum moving to cities 
in search of a better standard of living. Urbanisation and 
poverty relief are still cornerstones of Chinese government 
policy. The last 200 million people that moved to cities 
experienced an immediate improvement in living standards, 
whilst simultaneously benefitting the broader economy.    

Innovation. A number of speakers on the topic of information 
technology commented that China is becoming the most 
innovative population in the world – and the common 
denominator boils down to education. Globally, more and 
more engineers, whether it be “old school” civil engineering 
or new era IT engineering, are Chinese citizens. In his 
presentation, the Divisional Head of SAP in Asia, commented 
on the fact that there are a number of large Chinese companies 
who do not use desktop computers or notebooks at all. They 
run all aspects of the businesses from smartphones (phones 
such as iPhones, Blackberries and Samsung) and tablets (such 
as the iPad and Galaxy.) 

Another example of innovation can be found in Chinese 
building construction. It took more than 5 years to build 
the 828 metre high Burj Khalifa Tower in Dubai, currently 

ViEws from CHina

Willie Pelser



We understand Your Need for Financial Integrity

I N T U I T I O N
Market Insight from the Harvard House Group

the world’s tallest building. Now, BSB, a Chinese company, 
already famous for building a 15-storey building in 6 days in 
2010 and a 30-storey hotel in 15 days in 2011, will build the 
world’s tallest building. BSB claims that they will take the title 
by constructing Sky City, an 838m high building in Changsha, 
the capital city of Hunan Province in China. Incredibly, they 
estimate that construction will take only 90 days. I am not 
sure that I will be volunteering to be the first person on the 
top floor!

Luxury and brands – Quite a number of presentations covered 
Chinese consumer activity and spending patterns, and they 
all concluded with a statement that the Chinese consumer is 
obsessed with luxury – whether it be clothing, accessories or 
motor cars. For example, Mercedes sells more of its luxurious 
S-Class sedans in China on an annual basis than in all the 
other countries combined where the S-Class is available. The 
arguments around the reasons for the obsession with luxury 
are twofold:

1. The Government’s concerted effort to uplift their 
people, which is best explained by the chart below. 
Notice the shift between categories over the period 
2000 to 2010 - the number of households in the “poor” 
category fell whilst the “value” category grew, resulting 
in increased consumption expenditure. This trend is 
expected to continue over the next decade, and so the 
potential to spend on luxury will rise exponentially.

2. In China, which is a Confucian society, the individual 
has never existed independently and so his ingrained 
responsibility is to others. However there is tension 
between indoctrination (conforming to hierarchy) and 
ambition (climbing the hierarchy). In the modern China 
egos are huge, but the individual identity, the “who 
I am”, is weak. The only way to express this identity 
is through luxury. It is for this reason that luxury is 
growing so quickly. An expert in the field said: “… the 
average first time car buyer spends more than 100% of 
annual income on a car, versus 30-40% in Europe and 
America.” Walking through a few shopping malls and 
along the streets, I was amazed at the proliferation of 
luxury shops - Gucci, Cartier, Nike – you name them, 
they were there. On the underground train system, 
the latest fashion handbags, clothing brands and 
smartphones struck me as the norm, rather than the 
exception.

Food. China has a substantial appetite and it is growing by the 
day as people move up the value chain. The presentations from 
government agricultural officials stood out and impressed 
me. They were direct and to the point, dealt with the issues 
at hand, and invited the investment community present to 
come and help the Chinese people to fill their stomachs. The 
picture (reproduced below) during one of the presentations 
says it all – the Chinese need lots of food! Agriculture is a high 
priority on the 12th 5-year plan, with 2 main goals: raising 
the income of farmers and increasing grain production. The 
main obstacle is an inadequate supply chain that cannot keep 
up with exponentially growing demand. Predictions are that 
food services will grow by 15%-20% p.a, dominated by growth 
in protein related food. Due to urbanization, arable land has 
fallen by 10% since 1990 which has had a major impact on 
corn production. For example, the ratio of crops required to 
make bread is 1:1, to produce chicken it is 2:1 and red meat 
it is 5:1.

We must not lose sight of the fact that China does come 
with its own set of risks. Although 1.4 billion people are a 
lot of individuals, the legacy of the 1-child policy will make 
an impact. Less labour will be available in future and with 
urbanization spreading,  “cheap” labour will not be as readily 
available as it was just a couple of years ago. Furthermore an 
aging population does have an impact on the savings dynamic 
of any economic system. Look no further than Japan!

Has this trip answered my own questions? Unfortunately a 
trip like this is too short to see everything. However I left with 
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the following to ponder: China will remain a society that will 
affect many things for a long time to come; how products 
move up the luxury and value chain, and how deals are 
signed in a global world, will definitely continue to impact on 
our Western way of doing business. The challenge remains 
to marry a democratic system (the West) that has a strong 
moral truth bias with a culture (China) that blinds us from the 
uncomfortable fact that the Chinese do not necessarily share 
these views. Furthermore, it took China 10 years to move from 
being the 5th largest economy to being the second largest 
today, surpassing Japan, Germany and France. Whether they 
are the largest or in second place, overall economic progress 
relies on the complicity of other nations. My impression was 
that the Chinese story is not over yet! Far from it. 

As an afterthought: perhaps in future the labels on products 
will change from “Made in China” to “Made for China.”

CHinEsE food rEquirEmEnts
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“China has millions of hungry mouths. Annual food requirements 
for key proteins dwarf those for other nations.” 

markEts: onE montH on

Last month we wrote at length about the 
uncertain investment environment and 
the fluidity of the situation depending 
on unfolding events. On one hand, 
things have gone according to plan: 
the moderates won the Greek election, 
and have since formed a coalition 
government. That was the main risk 
– or was it? In the clearest example 
yet of the complexity of the European 
situation, the focus has quickly moved 
away from Greece and on to Spain. 

Spanish banks are in trouble. They lent too much money to 
property developers in the good times. Now that demand for 
luxury coastal villas has evaporated, property developers are 
going bust, and banks have been left with enormous loans 
that are unlikely ever to be repaid. The size of the “hole” 
is uncertain – but estimates range from €20 billion to €100 
billion. The actual number will fall somewhere in between 
those two extremes. But regardless of the final amount, the 
question remains the same: who will step in to plug the hole?

However before you seek help, you first have to acknowledge 
the problem. The Spanish government finally admitted last 
week that it needed help and the traditional white knights 
(IMF and the rescue fund established by Euro Authorities) 

quickly promised action. But the terms were tricky, and 
markets took fright. The interest rate that Spain must now 
pay to raise money for 10 years soared – see the graph below. 
Such a high rate puts Spain (the nation – not just the banks) in 
trouble. So the wheel turns, and markets speculate whether 
Spain might now need a bailout. The problem is: who is big 
enough to bail them out? The size of the Spanish economy 
dwarfs the size of the EFSM (the Bailout Fund.) Spain is the 
4th largest economy in the Eurozone. If they need help, are 
any of the economies in the Eurozone really safe?

As expected, central banks have ridden to the rescue. Both 
the Bank of England and the US Federal Reserve announced 
further stimulatory measures last week, and the European 
Central Bank is expected to keep the taps open over the 
next six weeks. At the end of the day, not much has changed 
over the last month since we penned our random thoughts. 
Markets remain volatile and hostage to every comment and 
every release of data. Consequently we remain cautious and 
patient – not because we have changed our mind about all 
the factors we wrote about last month – but because by 
being patient, we can optimize our entry into markets.

The chart below tells an interesting story. Since the start of 
the year, the JSE has broadly trended sideways between a 
range of 33,000 and 34,500. Over the past month, markets 
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have rallied, largely in the expectation that the authorities 
would throw more money at the situation. They have done 
so. But there is an old adage in markets that goes: “buy the 
rumour, sell the fact.” Markets tend to rally in anticipation 
of good news, and then fall when the good news is actually 

announced. This is where markets are today. So if you look 
at your portfolio and see a large cash balance, do not be 
concerned. Rather be assured that we are being patient and 
waiting for a better opportunity.

On the 19th November 2010, The 
Reserve Bank cut the prime interest 
rate to 9%, the lowest rate in thirty 
years. That cut was in response to the 
Great Recession. A lot of water has 
passed under the bridge since then 
– economies and stock markets have 
recovered, recession has reverted to 
growth and inflation has ticked up. 
Yet despite these positive trends, 
interest rates have stayed unchanged. 
The market has consistently expected 

interest rates to move higher off the current historic low 
levels. The first increase was initially expected in the middle 
of 2011, then in Q4 2011 and more recently September 2012. 
But recent events have pushed out expectations once again.

Much has changed over the past few months, not least of all 
that economic conditions across the globe have deteriorated. 
The Reserve Bank is rightly concerned that weakness in 
Europe (and elsewhere) will drag down our own economy. 

Whilst much has been written about growing trade between 
the BRICS group of nations, Europe remains our largest trading 
partner. Weakness on that continent is already hurting our 
exports. It could get worse, depending on how events unfold. 
Unfortunately, the slowdown is not confined to Europe, but 
has spread to the US and China. That means that risk must lie 
to the downside for our own economy.

Changing expectations about the future direction of interest 
rates is not limited to slower growth alone. Equally important, 
inflationary pressures have eased recently. The two key 
drivers of inflation have been higher food prices and higher 
petrol prices – both are moderating. 

Only three months ago, we raised concerns about rocketing 
fuel prices. Prices in Gauteng were expected to get close 
to R12 per litre, a record high. But global conditions have 
sent oil prices tumbling from $125 per barrel in March to 
just $90 per barrel today. That is a substantial drop and it 
has taken less than 12 weeks to accomplish. Lower oil prices 
are feeding through to lower prices at the pump. Based on 
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current statistics, petrol prices are expected to fall between 
65c and 70c per litre on the first Wednesday of July. That will 
put the petrol price at R10.93c / litre, versus R10.23 this time 
last year. It will be the lowest price since January. 

Whilst food prices are still high, the rate of increase has also 
been moderating. There has been a noticeable deceleration 
in meat and fresh produce prices, which is most welcome. 
Maize prices have also moderated from record highs just six 
months ago. As a result, food inflation as a whole is well off 
its highs, and this is feeding through to the broader measures 
of inflation. As the chart below shows, inflation is back below 
6%, the Reserve Bank’s upper limit. It might not stay below 
6% for long, but contrary to expectations just a few months 
ago, it is likely to remain rather subdued. 

All the factors above, when combined, have conspired to 
change the outlook for interest rates. In January, we were 
expecting the first rise in rates to be in September this year, 
with a risk that it might have been sooner. That view has 
changed dramatically. Now we do not expect interest rates 
to rise until the first quarter of 2014 – 18 months away – and 
there is a growing chance of a cut in rates before the end of 
the year! That might sound like good news. It is – if you have a 
mortgage or want to borrow some money. Borrowing money 
has seldom been cheaper. But it is not good news for those 
seeking income from their investments.

We have written about the lack of investment income many 
times over the past three years. Far from time resolving the 
issue, rather it appears that the issue is becoming more acute 

with each passing year. Globally, interest rates remain at 
record low levels (near zero percent for cash in the bank), 
and central banks have indicated that they are in no rush 
to change the status quo. Bond yields (long term interest 
rates) are also at record lows. Traditionally, investors seeking 
income would invest in money market instruments and 
bonds. Globally, both are yielding less than 2% (often far less.) 
Locally, the absolute rate is higher, but not when compared 
with inflation.

So the great investment conundrum of our time rolls on. Just 
as a record number of people are reaching retirement age 
and so require income from their investments, income yields 
are plummeting. 

Whilst the situation overseas might be more acute than that 
in South Africa, local investors seeking income are also facing 
severe challenges.

1. Interest rates are at historic lows, and are now not 
expected to change for quite some time. Banks have 
already adjusted their rates on fixed deposits. As an 
example, the 12-month fixed deposit rate was 5.85% 
just three months ago. Today that rate has dropped to 
5.37%. Cash returns remain below the inflation rate 
– problematic in our country given soaring electricity 
and municipal costs. 

2. Bond yields have dropped sharply. The income yield 
available on a South African 10-year government bond 
has dropped from 8% in January to 7.2% today. That 
rate might still sound attractive, but it is tempered 
by the fact that the income remains unchanged over 
the ten-year period. Furthermore, like governments 
overseas, our government is borrowing more than ever. 
The e-toll saga has the potential to raise borrowing 
requirements even further. So lower rates are good 
for the government – they can borrow the money they 
need at cheap rates. But how long will this window of 
opportunity last before investors demand more for the 
risk they are taking? Bear in mind Spain and others 
in the Eurozone. If markets are telling us anything, it 
is that irresponsible borrowing will be punished. We 
remain convinced that bonds are a poor investment, 
and even more so given current conditions.

3. Dividends from shares are growing, but investors 
now have to contend with the recent imposition 
of Dividends Withholding Tax. In previous issues of 
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Intuition, we have calculated that DWT could reduce 
dividends by between 6% and 15%. Three months into 
the tax, it appears that on general, the net dividend 
received by investors will be approximately 10% lower 
than last year, owing to the tax. In most cases, this is 
being compensated for by a higher dividend from rising 
profits. But that often means that the dividend received 
by investors is unchanged from 
last year (higher dividend due 
to growth in profits and tax 
savings, but reduced by the 
imposition of the DWT.) It is 
another nail in the coffin of 
income-seeking investors.

4. Thanks to all the issues above, 
listed property has retained 
its revered investment status. 
We have long espoused the 
virtues of listed property – it 
is defensive (the share price is backed up by physical 
bricks and mortar), the income grows from year to 
year due to rising rentals, and the income is classified 
as interest, which is therefore exempt from DWT and 
is taxed at each investor’s marginal rate. Consequently, 
listed property continues to outperform the broader 
stock exchange. This year alone, listed property has 
delivered a total return (capital and income) of 16.1% 
versus 8.3% for equities in general.

The problem is that owing to their collective good 

performance, listed property no longer offers the high income 
yield that was available just a few months ago. Share prices 
have rallied, whilst income growth remains muted owing to 
the weak economy, tough rental negotiations, and a surplus 
of office space. Traditionally, the income received from listed 
property is greater than the yield available on government 
bonds. That is because property carries some risk whilst bonds 

are traditionally meant to be risk-free. 
(The government will always repay you 
your money.) But listed property has 
offered a lower yield than government 
bonds for quite some time, and both 
yields have fallen sharply recently – a 
clear sign that markets expect interest 
rates to remain unchanged.

So what does the future hold for listed 
property? Despite the comments 
above, listed property still offers the 
most attractive income yield in the 

market today – it is just not as attractive as it was a few months 
ago. But strong share price appreciation has left the sector 
vulnerable to a correction. In our opinion, share prices have 
run too hard, too fast. Caution is warranted. Furthermore, 
distributions to shareholders are growing, but not across the 
board. That means that we have to be more selective, but 
that often comes with a trade-off. Those that are growing 
ahead of the pack are the ones offering the lowest yields! So 
listed property remains an attractive avenue for securing an 
income, but both yields and the growth in those yields, are 
under pressure. 

In summary, the hunt for income remains as important, and as 
difficult, as ever. Global and local factors continue to conspire 
against savers, rather rewarding those with more spendthrift 
habits. We remain steadfastly focused on income, but clients 
should understand the pressures which have been created by 
the extraordinary times in which we find ourselves. We still 
expect incomes to grow and are working hard to ensure that 
is the case. 

There is no implied negativity here. We just need to highlight 
the factual position, so that clients who need income on a 
monthly basis, have a realistic idea of the amount of income 
which we can generate for them from their portfolios of 
investments.
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Disclaimer:
The information contained in this newsletter comes from sources believed to be reliable, but Harvard House Investment Management (Pty) Ltd , Harvard 
House Financial Services Trust, and Harvard House, Chartered Accountants (collectively known as the Harvard House Group), do not warrant its completeness 
or accuracy.  Opinions, estimates and assumptions constitute our judgment as of the date hereof and are subject to change without notice.  Past performance 
is not indicative of future results.  This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. Any investor who 
wishes to invest with the Company should seek additional advice from an authorized representative of the firm. The Company accepts no liability whatsoever 
for any loss or damages whatsoever and howsoever incurred, or suffered, resulting, or arising, from the use of this newsletter. The contents of this newsletter 
does not constitute advice as contemplated in the Financial Advisory and Intermediary Services Act (FAIS) of 2002.
 
The Harvard House unit trusts are registered under the Metropolitan Collective Investments Schemes license.  Custodian: Standard Executors & Trustees:  Tel 
(021) 401-2286.  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.   Metropolitan Collective Investments is a member of the ACI 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:  
Metropolitan Collective Investments Ltd Call Centre, Tel:  0860 100 279, Fax:  (021) 940 5885, PO Box 925 Bellville, 7535 Email:  metunit@metropolitan.co.za.  
If your complaint has not been resolved to your satisfaction, kindly contact our Complaints Resolution Committee, Tel:  (021) 940 5880, Fax:  (021) 940 6205, 
Email:  emoruck@metropolitan.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 Metropolitan, 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 is an authorized financial services provider in terms of the FAIS Act (2002); Licence no: 675  
Harvard House Financial Services Trust is an authorized financial services provider in terms of the FAIS Act (2002); Licence no: 7758 
Harvard House, Chartered Accountants is an authorized financial services provider in terms of the FAIS Act (2002); Licence no: 14724

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     Tel:  +27 (0) 33 330 2164
3 Harvard Street PO Box 235   Fax:  +27 (0) 33 330 2617   
Howick 3290  Howick 3290   E-mail:  admin@hhgroup.co.za
South Africa  South Africa   Website: www.hhgroup.co.za    

As we have discussed above, the next few weeks and months will be pivotal in deciding the short term direction of stock 
markets. Our next Insight Seminar, scheduled for the end of July, will take stock of recent developments and shed some 
light on our interpretation of the way forward.

Please note the new venue in Howick, 
which is the Fernhill Hotel. These 
functions continue to draw a lot of 
support, for which we are very grateful. 
All clients are welcome, and please invite 
friends along if you feel they may benefit 
from the evening.

insiGHt sEminar: kZn midlands & JoHannEsburG 

Natal Midlands Johannesburg
Topic: Markets: Taking Stock of Recent Developments
Date: 31st of July 2012 26th July 2012
Venue: Fernhill Hotel

Midmar / Tweedie Road
(almost opp entrance to Midmar)

JP Morgan Auditorium, 
JP Morgan Offices

Cnr Fricker & Hurlingham 
Roads, Illovo

Time: 5.30pm for 6pm 5.30pm for 6pm
RSVP: Cathy Maitin-Casalis on 033 330 2164 or cathym@hhgroup.co.za


