
Empowering knowledge and insight exclusively from the Harvard House Group of companies

ju
ly

  2
01

3 
V

O
lu

M
E 

10
  I

SS
u

E 
7

In this edition:

• Markets: the return of volatility
• Implications for SA investors
• The global middle class

(n: immediate insight; receive knowledge by direct perception)
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I received an email from a client last 
week that contained just one sentence: 
“Is it time to panic?” The gist of my 
reply was “no” for various reasons, yet 
the JSE promptly fell almost 5% over the 
next two trading days. In fact, volatility 
across financial markets has increased 
enormously.  Daily moves of more than 
2% in either direction are becoming 
commonplace. What are the reasons 
for the sudden sharp movements in 
markets?

The root cause of the sudden unease across markets are 
comments from the US Federal Reserve that they might start 
to reduce the pace of their quantitative easing (QE) program 
because the economy is steadily improving. At present, the 
US Federal Reserve has committed to printing $85 billion of 
new currency every month, and in turn using that money to 
buy US government bonds. The effect that this has had is to 
push yields on government bonds to record lows – not just 
in America – but across the world. (Remember that other 
countries are also doing their fair of QE – Britain, the EU and 
recently Japan.) We have often written about the bubble 
developing in government bonds – yields reached a low of 
just 1.6% for a US bond with a maturity of 10 years – and 
cautioned that it was unsustainable. But bond yields remained 
low because there was a huge buyer in the background all the 
time – in the form of the US Federal Reserve. They are buying 
$85 billion every month. 

Let us return to the reason for the volatility – that the US 
Federal Reserve has hinted that it might reduce the pace at 
which it prints money and buys bonds in future. Is this the 
end to QE – the drug that the markets have become addicted 
to over the past few years? Hardly. However, it does signal 
the possible first step to slowing weaning the economy off 
QE – namely the gradual reduction in the size of the stimulus. 
Given the market’s penchant for jargon – this phenomenon 
has become known as the “Taper”. When will the US start 
to taper the amount of stimulus and if it does, what will that 
mean for the global economy? Markets have taken fright, but 
is that really justified?

On closer inspection, the action from the US Federal Reserve 

is actually quite encouraging. For the first time since the start 
of the Financial Crisis, the US authorities are becoming more 
confident that their economy is returning to some form of 
normality and health. The US Federal Reserve believes 3% 
GDP growth is once again becoming sustainable. We would 
agree. We have written before about the steady improvement 
in unemployment, and this is feeding through to other 
sectors of the economy – notably the housing market. House 
prices are rising steadily across the country (up 11% over the 
past year), and that is feeding through to home sales (people 
can buy and sell homes more easily) and the construction of 
new homes, which in turn is very beneficial to the broader 
economy. 

The Federal Reserve has been at pains to stress that any 
action to reduce the pace of QE is highly dependent of the 
steady improvement in underlying data. So we now have the 
perverse situation in financial markets where “good news is 
bad news!” What do I mean by this? If the economic data from 
the US continues to improve over the next six months, that 
should be good news. But markets will interpret that as bad 
news, because it will raise the probability that the authorities 
start to “taper” their QE program sooner rather than later. So 
investors are caught in a terrible catch-22: we are desperate 
for a better global economy, but if we do get it, then the days 
of cheap and easy money may well be behind us. 

That is the theory. Market reaction has been violent in many 
cases so let us try to work through the sequence of events 
to understand the logic of investors’ reactions – although to 
some extent we question whether there is any logic in the 
first place. 

1. The US Federal Reserve signals that, owing to a steadily 
improving economy, it is considering whether to ease the 
pace of QE.

2. US bonds start to weaken, driving yields higher, as 
investors worry that such a large buyer that has propped 
up the market for the past few years, will disappear.

3. Weakness in US bonds prompts a sell off in bonds across 
the world – not surprising given that the US is the standard 
against which all bonds globally are valued. We have also 
written previously about the huge amount of money that 
has flowed into emerging market bonds in the search for 
yield. In South Africa the quantum of foreign investment 
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into our bonds has been huge, but we are not alone. This 
has been mirrored in other emerging markets too. So bond 
yields across emerging markets rise sharply – including SA. 
Foreign investors are the primary sellers, and as they sell, 
they repatriate their capital, which causes currencies to 
weaken sharply. 

4. At the same time, the US Dollar is strengthening – for 2 
reasons: firstly because the US economy is improving, and 
secondly, because risk aversion has risen. So investors are 
fleeing emerging markets are returning to safe havens – 
traditionally the US.

5. A stronger US Dollar, coupled with the threat of reduced 
QE, has sent commodity prices tumbling. This has 
pressured share prices of mining shares around the world, 
and put even more pressure on currencies associated 
with mining exports – such as Australia, South Africa and 
Canada.

6. Finally, weaker currencies are starting to raise questions 
about inflation. We all know how inflationary a weaker 
Rand can be – petrol prices rise almost immediately, and 
other imported products soon follow suit. The world has 
been through an extremely benign patch when it comes to 
inflation – so interest rates have remained very low. What 
happens if inflation starts to rise? Will the authorities raise 
interest rates to contain inflation even though economies 
remain weak?

Taken together, these events have proved to be a vicious 
cocktail for investors around the world. Most markets have 
fallen quite sharply – The JSE is certainly not alone. At the 
same time, emerging markets are falling out of favour. Popular 
protests in Turkey and Brazil have grabbed headlines. China is 
becoming a growing concern as debt levels keep relentlessly 

rising, and the mood on the ground here in SA is hardly 
inspiring. Investors are wondering whether the optimism 
around emerging markets is warranted? Traditional markets, 
especially the US, are looking more and more attractive.

So where to from here? From a global view, we think the 
reaction is overdone? It is always hard to know when sanity 
will return to markets, but the fact remains that the underlying 
reason for this knee-jerk reaction is that the US economy 
is improving. That should be good for employment, the 
economy, and equities. In many respects, the fact that we are 
edging closer to a point where conditions can be normalized 
is of huge encouragement. Apart from the US, there has also 
been encouraging data from the UK and Europe. We have 
said in prior presentations that the world has learned to live 
without a positive contribution to growth from Europe. It is 
early days (those proverbial green shoots), but Europe may 
just make a contribution after all.

Market adjustments are always tense and unnerving times 
for investors, and this time is no different. To answer my initial 
question: we see no reason to panic. The dust will settle, and 
focus will return to economic growth and more importantly, 
profit growth from companies. Trends for both should remain 
positive. Finally, remember that the Federal Reserve is just 
thinking of slowing the pace of QE. We are probably still 2 
years away from an actual rise in interest rates in the US 
and Europe. So whilst it may seem that much is changing, in 
reality that is not really the case.

In SA, things are slightly trickier. We have tried to cover some 
of the more interesting points in the following article – please 
read on. 

yields on us and sa bonds
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iMplications for sa invEstors

We have argued that the global 
reaction to the prospect of an end 
to QE is overdone, and so to in South 
Africa. But there are other issues that 
are impacting on South Africa and the 
outlook for local investments – primarily 
the exceptionally weak rate of growth 
for our economy. In the preceding 
article, I mentioned that the US was 
heading towards a sustainable rate of 
growth of 3% p.a. What we would give 
to reach such lofty levels. In contrast, 

the forecast for South Africa has recently been revised down 
to just 2% for this year, and not much better next year. Those 
forecasts are a far cry from the 4%-6% required to make 
serious inroads into poverty and unemployment. There are 
numerous reasons for the current sorry state of affairs, but a 
few salient points are as follows:

1. The local mining industry remains in crisis. Profitability is 
at records lows thanks to rampant cost inflation and poor 
productivity. Clashes between rival unions fighting for 
supremacy are only hampering the problem and delaying 
any solution. 

2. We have been warning for some time that we thought 
consumer spending was waning, and this is now coming to 
the fore. Having enjoyed something of a consumer boom 
for the past few years, the bills are stacking up. Bad debts 
are rising at retailers and banks, and demand is waning. 

3. Our trade balance (exports minus imports) remains 
extremely weak. We are not exporting nearly enough 
to cover the imports we consume. That gap needs to be 
bridged. To date it has been filled with foreign money 
seeking higher yields in local bonds. But as we discussed 
earlier, that trend is coming to an end. Our current 
account deficit (our net financial position with the rest of 
the world) remains at concerning levels. At last count it 
was 5.8% of GDP – high by international standards.

4. On top of a weak current account, we also have a weak 
national Budget. Tax revenues are running behind budget 
because for the weak economy. That is forcing the 
Treasury to borrow more and more. The Budget Deficit is 
expanding, and our national debt is rising. Much of the 
good work done by Trevor Manuel in reducing our debt 
has been undone. To the extent that this was necessary 

to shield us from the worst of the Financial Crisis, it is 
understandable. Our weak economy is making it difficult 
for us to get back on track.

It is a rather sorry state of affairs, and there is little comfort 
from the fact that many other emerging economies are in a 
similar position. Together, these factors are weighing on the 
profitability of our companies. The rate of growth of profits 
has been falling for some time, and has in fact turned negative. 
In other words, profits are falling, rather than growing. That 
should sound alarm bells. But that statistic is misleading. 
Profits are falling due to the influence from mining shares. For 
local industrial and financial shares, profits are still growing, 
even if the rate of growth is slowing.

There are two factors that cause share prices to change – 
sentiment and profits. Sentiment determines short-term 
movements, but long-term trends are determined by the 
growth in profits and dividends.  So what does the outlook 
for profits look like?

1. We know our economy is weak, and this will have a 
negative impact on all companies.

2. However, we cannot under-estimate the impact of 
a weaker currency. A quick calculation suggests that 
more than 50% of the profits earned by our 40 largest 

Michael Porter
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Mining profits are weak, but the rest of the economy is chugging 
along. 
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companies come from outside of this country. A weak 
currency actually boosts profits. A weak currency will 
also give a welcome shot in the arm to both mining and 
manufacturing. If this period of Rand weakness coincides 
with a period where the global economy is actually starting 
to gain some traction that will be even more beneficial for 
our local industry. We will have to wait and see whether 
our firms can capitalize on the currency weakness before 
inflation eats all the benefit away. 

3. Finally, as we have said many times before, companies are 
not countries. Leading companies continue to expand into 
new territories and growth markets – whether it be Africa 
or elsewhere. 

In summary, economic growth in South Africa is not a good 
proxy for the profitability of companies, for the very reason 
that companies have expanded far beyond our borders. In our 
opinion, profits will keep on growing, but not as fast as they 
have done in recent years. What does that mean for share 
prices? The JSE has been flirting with new highs for most of 
this year, so it may come as no surprise that we feel that share 
prices have run ahead of the underlying growth in profits. In 
the short term, shares are expensive, and the turmoil created 
by Mr Bernanke created the perfect opportunity for investors 
to take some profits. Profit taking may have further to go, but 
we do not think this heralds the start of a new bear market. 
Why do we say that? A few reasons:

1. As per our analysis above, we still think profits are growing, 
even if the rate is slowing.

2. Valuations did reach high levels, but have already started to 
correct. We expect valuations to fall further as companies 
start to report results in July / August.  

3. South African investors have taken record amounts of 

money offshore, but cannot take more under present 
prudential guidelines. So all new money received for 
investment must be channeled towards local assets – 
whether it be shares, bonds or property. 

4. We expect sentiment across the world to stabilize as 
investors get to grips with an end to QE. A more positive 
tone globally will quickly reflect in South Africa and the 
JSE too.

For the next few months, we expect markets to remain 
rather volatile. The middle of the year is often a weak period 
as the northern hemisphere holiday season takes hold. 
But thereafter, a more settled global market should see a 
reappraisal of local shares too, and in our opinion, the news 
is not as gloomy as it may seem. 
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listed property

Having been the stellar performer earlier in the year, listed property has been particularly hard hit during the recent 
turmoil, and the recent fall has erased all of this year’s gains. The reason for the fall lies mainly with the broader trends, 
but two points are worth highlighting:

1. Bond yields and the yield from listed property tend to move in tandem, so higher bond yields have translated into 
higher yields for listed property and consequently lower share prices. 

2. The weak Rand has renewed fears on inflation and the possibility of a rise in interest rates. Property has historically 
not performed well during periods of rising rates.

Investors in listed property have enjoyed stellar returns over the past few years as the high income offered by these shares 
has attracted investors in their droves. As a reminder, last year equities on the whole returned 25%, but listed property 
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tHE Global MiddlE class

Financial markets have come under 
immense pressure during June, as 
discussed in the prior two articles. As 
Michael alluded to, emerging markets 
are losing favour as an investment 
destination. Whilst various short-term 
influences may have resulted in mixed 
performances from emerging markets, 
it is the opinion of Mark Mobius of 
Franklin Templeton Investments, 
that from a longer-term perspective, 
emerging markets will continue to see 

strong growth. In the rest of the article I am not going to 
argue for or against his outlook, but look at one longer term 
dynamic that might support his view: The rise of the global 
middle class.

In South Africa repeated reference has been made to the 
spending patterns of the rising middle income class. Various 
studies have been published to indicate specifically how the 
black middle class has contributed towards the growth in 
consumer spending, to the benefit of companies such as Mr 
Price, Woolies, AVI, Vodacom and so many others.

On a global basis the number of people in the middle class 

is estimated to be around 1.9 billion, and forecasts estimate 
that number will rise to 4.9 billion people by the year 2030 
-  just over 15 years away. So what defines a person as 
belonging to the middle class? The United Nations and the 
Organisation for Economic Co-operation and Development 
(OECD) classifies people who earn between $10 and $100 per 
day as middle class people. Alternatively put, that is when 
you have sufficient disposable income and enough money to 
consume durable goods like fridges, or think about buying a 
car. In China alone 2,500 vehicles are sold every hour. China 
is the world’s biggest car market, the biggest source of global 
tourism and the biggest source of online shoppers, but China 
is not alone.

By 2030, indications are that Asia will be home of 3 billion 
middle class people – 10 times that of North America and 5 
times that of Europe. The impact of the spending associated 
with the new emerging middle class dwarfs other historical 
turning points such as Europe’s Industrial Revolution. The 
table below highlights some more statistics about the rising 
middle class in the emerging economies of the world.

Despite the recent trends, development of commodities, 
export markets and infrastructure remain the leading growth 

Willie Pelser

far exceeded that with returns of 36%. So a period where 
prices trend broadly sideways is not unexpected. What 
is unusual for property is the high volatility. Property is 
usually considered quite defensive, and in normal times 
it is. But these are hardly normal times. Companies have 
grown, and local property shares now attracted foreign 
investors too. So they will suffer the same fate as shares 
when the tide of sentiment turns negative.

That said, an investment into property must always be 
reduced to its core “raison d’etre”. Listed property has a 
distinct advantage over other assets that produce income – namely that the income grows over time. An investment in 
cash or government bonds does not hold the same characteristic. It is a crucial consideration for anyone looking to protect 
their income from inflation. Just study the table below. It shows the amount of income generated from R1000 invested 
in either listed property or cash over the past five years. Interest rates have fallen and so too the amount of income, but 
income from listed property has grown consistently from one year to the next. Nigel wrote about the ability of listed 
property to grow their distributions in last month’ issue. Nothing has changed.

annual income from r1,000 invested
year listed property fixed deposit
2008 R89.90 R104.00
2009 R85.09 R86.00
2010 R91.07 R70.00
2011 R96.06 R67.00
2012 R98.92 R55.00
total r454.03 r382.00
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drivers in these emerging markets. 
Going forward however, overall 
growth is likely to come from domestic 
sources through innovation and 
better research and development. 
Mark Mobius expresses the new 
growth paradigm as follows: 
“Expanding consumer wealth is 
creating an increasingly large and 
discriminating body of middle class 
consumers across emerging markets, 
and their demand is in turn creating 
increasingly significant domestic 
economic activity.”

An example is 3D printing, which 
we wrote about in June 2012. The 
following example shows how new 
innovations could potentially benefit economies in ways 
unimaginable just a few years ago.  Live Science published 
an article on 19th June 2013 about a team of researchers at 
Harvard University and the University of Illinois at Urbana-
Champaign, who 3D printed lithium-ion microbatteries which 
are no bigger than a grain of sand but hold as much energy 
as their much larger counterparts. Utilising 3D printing 
techniques, an interlaced stack of electrodes were printed 

layer by layer to create the working anode and cathode of a 
microbattery.

These developments and longer term economic 
developments keep us excited about financial markets and 
various companies all over the world. Short term gyrations 
will always be part of markets, and it is during these times 
that one must not lose sight of why we invest.

rising Middle class - india
Indian Airports 150 million travellers in 2013

450 million travellers by 2020
Middle class population 200 million by 2020

475 million by 2030
India projected to have single biggest middle class population by 2030

rising Middle class - africa and Middle east

Middle class population 137 million people in 2009
222 million by 2020
341 million by 2030

Car ownership in Ghana up by 81% in the last 5 years

Rising Middle Class - Latin America
Middle class population 181 million people in 2009

313 million people by 2030
Brazil has the fastest growing middle class population in Latin America
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The information contained in this newsletter comes from sources believed to be reliable, but Harvard House Investment Management (Pty) Ltd , Harvard 
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The Harvard House unit trusts are registered under the Metropolitan Collective Investments Schemes license.  Custodian: Standard Executors & Trustees:  Tel 
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470 9080/99.  Fax (012) 348 3447.  Email:  info@faisombud.co.za
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Harvard House Insurance Brokers*, License no.  44138
Harvard House, Chartered Accountants
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For more information on the range of products and services offered by Harvard House Investment Management 
and its associated companies (including Harvard House, Chartered Accountants), or for any financial advice, 
please contact the Company at:
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G     3 Harvard Street, Howick, 3290, South Africa  7  +27 (0) 33 330 2617   
+ P.O. Box 235, Howick, 3290, South Africa  @  admin@hhgroup.co.za
        www  www.hhgroup.co.za  

Markets are volatile. Equities worldwide are rising, bond yields are falling and there is talk of an end to QE – in the US at 
least. Locally, markets are gyrating wildly, as is the Rand. Our next Insight seminar will provide an update on the markets, 
and the outlook going into the end of the 
year. 

Space is limited, especially in Natal, so 
please book to avoid disappointment.

insight seMinars: KZn Midlands & Johannesburg 

natal Midlands Johannesburg
Topic:            Market Update: Can the bulls keep running
Date: 30th of July 2013 25th of July 2013
Venue: Fernhill Hotel

Midmar / Tweedie Road
(almost opp entrance to Midmar)

JP Morgan Auditorium,
 Cnr Fricker & Hurlingha Roads, 

Illovo, JHB
Time: 5.30pm for 6pm 5.30pm for 6pm
RSVP: Annalie Robins on 033 330 2164 or annalier@hhgroup.co.za

contact details
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