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In this edition:

• Be wary of debt
• Tax compliance vs tax planning
• Anyone for tennis?
• The economy in pictures

(n: immediate insight; receive knowledge by direct perception)
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I have recently read a book by Richard 
Duncan titled “The New Depression – 
The breakdown of the paper economy.”  
There are many so–called “gloom and 
doom” analysts who are always bearish 
and who bombard their readers with 
dire predictions. Unfortunately for 
them, they tend to miss the rallies, 
because they miss those vital surges 
in the markets that boost returns for 
longer term investors.  So, is Richard 
Duncan an author who can be cast in 

this mould?

He is a senior financial figure by any standards. He has worked 
as a financial sector specialist for the World Bank, and he 
has acted as a consultant for the International Monetary 
Fund during the Asian Crisis of 1998. He has headed up 
equity research for both James Capel Securities and Salomon 
Brothers in his time, and now works for the private equity 
firm Blackhorse Asset Management in Singapore. He would 
appear to have impeccable credentials.

The JSE hit an all-time high during the week ended 19 0ctober 
2012 - exactly 25 years after Black Monday on 19 October 
1987, when the New York Stock Exchange fell 22% in two 
days. I remember it well. An all-time high on the JSE hardly 
sounds like a scenario for a new depression, so what is the 
message that Richard Duncan is trying to get across to his 
readers, me included?

Let me try and paraphrase his whole book into two 
paragraphs, so as not to bore clients with a long and detailed 
explanation. Richard claims - correctly in my view - that the 
world economy operated on a gold standard until 15 August 
1971.  That was the fatal day when Richard Nixon abandoned 
the gold standard by suspending the convertibility of the 
dollar into gold.  From that day forward, there has been no 
automatic regulation of currencies. Paper currencies could, 
and have been, printed daily in almost endless quantities by 
central banks, and their sole function is that of a medium of 
exchange, rather than acting as a store of value.  However the 
central pivot of the gold standard was that it balanced books 
of account. Your sale of goods was my purchase, so your 
revenue was my cost, and the difference was the price paid 

for the goods.  For companies and individuals nothing has 
changed. However, for countries there has been an enormous 
change. Under the Gold Standard, if one country owed 
money to another country, the debt was eventually paid in 
gold.  If the debtor country did not have sufficient gold to pay 
its debts, then the mechanism provided an automatic brake 
on the external activities of that country.  From 15 August 
1971, the means by which one country paid another ceased 
to exist. A valuable stock of gold was no longer required, and 
the printing of paper money took its place.  Richard Duncan 
calls it the end of Capitalism, which had operated for 200 
years, from 1776 (American Independence Day) to 1971.

He then maintains that a new economic system started, 
which is not fully understood, and so it does not even have a 
name.  He gives it a name and says that Capitalism has been 
replaced by “Creditism“. He gives many statistics in his book 
to show that from 15 August 1971, the world has operated 
on a system of ever expanding credit. This is more commonly 
known as the printing of money (or quantitative easing) by 
central banks, rising trade deficits between nations (no longer 
required to be settled in gold bullion), and  rising deficits in 
government finances (where government expenses exceed 
tax collections, with the American Government, for example, 
owing $16 trillion.) Then follows private sector debt - you and 
I - with mortgage bonds on our houses, unpaid credit card 
bills, hire purchase contracts on motor cars and household 
appliances, student loans, and so much more.

It is hard to disagree with him.  His central message and 
conclusion is simple.  The world operates on credit, and if 
credit expands, then the world economy will continue to 
grow. The rate of growth will then depend on the amount 
of new credit made available by the politicians and bankers 
of the world.  However, if there is no new creation of credit, 
then the world economy will slow, and recession is inevitable 
for the whole world economy.

Should we be alarmed by his message?  After all, the JSE is 
at a record high, so how do we make sense of it?  There are 
clearly a growing number of people who say that the world is 
drowning in debt, and that debts must be repaid. The world 
cannot expand credit, and therefore create debt for someone 
else, ad infinitum, without a day of reckoning. Just look at 
the troubles in Europe, which have now lasted for four years. 

bE wary of dEbt

Nigel Porter
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In our experience, a common 
misconception that some taxpayers 
have is that they confuse tax compliance 
with tax planning.  The misconception 
is that when a taxpayer asks a tax 
practitioner to do their tax return, the 
taxpayer incorrectly thinks that the tax 
practitioner will not only complete the 
tax return, but will also be responsible 
for advice on how to restructure their 
finances in order to minimise their tax 
liability.

 
Tax compliance and tax planning are two separate 
engagements.  Tax compliance is merely complying with the 
tax law, whereby the taxpayer compiles records based on past 
events.  Any attempt to alter these figures to decrease the tax 
liability at this stage would be fraudulent.  Tax practitioners 
would normally have a signed engagement letter detailing 

the agreed upon procedures.  Tax compliance includes, inter 
alia, completing and submitting tax returns to SARS by the 
due dates, responding to queries raised by SARS, advising 
clients of their tax liability and due dates of payment, lodging 
objections to assessments raised by SARS and ensuring that 
provisional tax forms and tax payments are submitted and 
made on time.

Tax planning on the other hand, is a forward looking exercise.  
It involves a detailed look at your overall financial position with 
your financial planner and tax consultant.  By restructuring 
your finances according to your personal circumstances, you 
will be better equipped to meet your financial needs and at 
the same time minimise your tax liability.
 
Please feel free to contact one of our financial planners or tax 
consultants for an appointment, should you wish to do so.

Then there is the need by the American Government to 
either agree to the lifting of the current total debt ceiling of 
$16 trillion, to $18 trillion, in 2013, or if no agreement can be 
reached, then the US Government will run out of money and 
will be unable to pay its bills. That day of reckoning may be 
coming closer than most people think possible.

For me the real message here is to beware of personal 
debt.  The possibility of a worldwide recession cannot be 
discounted.  So none of us should be complacent that all 
our own financial affairs are in order.  All sorts of difficulties 
could bring pressure to bear on our own finances. The more 
ugly ones include retrenchment from employment, with no 
secure monthly income, or prolonged illness which restricts 
our ability to work full time. Others erode our wealth and 
sense of financial safety, such as falling house prices, difficulty 
in selling your home to move to a more secure and suitable 
home, and falling share prices, which make us reluctant 
sellers and which reduce our ability to raise money to pay our 
bills. Is there too much of the “I am all right, Jack “ attitude, 
brought on by complacency that all is well, and that there 
are almost certain to be no nasty surprises in our financial 
future?

The indisputable fact is that whatever happens - good or bad 

- debt remains, and is a burden to all individuals. Debt does 
not fall with falling share prices; it is not reduced by any of 
these events. Rather it grows relentlessly, because interest 
is charged daily, and that includes Saturdays, Sundays and 
public holidays. When interest compounds against you, then 
it is even more difficult to manage, even more so when the 
interest on private debt is not allowed as a deduction for tax 
purposes (as it is in some other countries.)

I do not want any client to be alarmed by this article. We keep 
on reminding clients that companies are not countries. Lots 
of companies have no debt. Rather they have piles of cash. 
They trade well and profitably and pay lovely cash dividends 
to shareholders. There is risk in all investments, but 99% of 
the time, the risk of investment in well managed companies 
with strong cash flows is low, because they offer better returns 
than can be earned in alternative types of investments. This is 
exactly the reason why the JSE is trading at an all-time high, 
despite all the obvious problems in the world.

I merely want to encourage all clients firstly, not to be 
complacent about their own financial positions, and secondly, 
to pay off outstanding debts wherever possible, or at the very 
minimum, to reduce the level of debt to manageable levels.

tax compliancE vErsus tax planninG

Shelly Moreno
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anyonE for tEnnis?

Howard Marks is founder and chairman 
of Oaktree Capital Management, 
an investment firm in Los Angeles, 
USA, with $80 billion in assets under 
management.  He has written a book, 
“The Most Important Thing” in which 
he describes the most important criteria 
which he has learnt from a lifetime 
career of managing investments for 
private clients.

In Chapter 17, he draws an interesting 
analogy between his philosophy of investment strategy and 
the sport of tennis.  I quote from his book as follows:

“Professional tennis is a “winner’s game”, in which the match 
goes to the player who is able to hit the most winners: fast-
paced, well-placed shots that an opponent can’t return. Given 
anything other than an outright winner by an opponent, 
professional tennis players can make the shot they want 
almost all the time: hard or soft, deep or short, left or right, 
flat or with spin.  Professional players aren’t troubled by the 
things that make the game challenging for amateurs: bad 
bounces; wind; sun in the eyes; limitations on speed, stamina 
and skill; or an opponent’s efforts to put the ball beyond 
reach. The pros can get to most shots their opponents hit 
and do what they want with the ball almost all the time.  In 
fact, pros can do this so consistently that tennis statisticians 
keep track of the relatively rare exceptions under the heading 
“unforced errors”.

But the tennis the rest of us play is a “loser’s game”, with 
the match going to the player who hits the fewest losers. The 
winner just keeps the ball in play until the loser hits it into the 
net or off the court.  In other words, in amateur tennis, points 
aren’t won, they are lost. I recognise in investments the loss-
avoidance strategy in the version of tennis I try to play.

Market efficiency and the high cost of trading lead me to 
conclude that the pursuit of winners in mainstream stock 
markets is unlikely to pay off for the investor.  Instead, you 
should try to avoid hitting losers.  I find this view of investing 
absolutely compelling.” 
I also find this description of investment to make perfect 
sense.  Richard Russell has voiced his opinion many times 

that there are no geniuses on Wall Street.  They only capture 
the limelight for a while, and then they too fade away.  I really 
do believe that the Roger Federer of the investment world 
has never been born and is unlikely ever to be born.

Let us play with our imaginations for a few minutes and 
consider the last few years (with the benefit of hindsight.)  I 
have never bought Capitec Bank shares for clients, yet it has 
been an outstanding investment.  It has risen from 300c on 
listing to 22000c.  It has increased earnings at a phenomenal 
rate on the back of a simple banking formula, backed up 
by unsecured lending to customers who may never have 
had banking experience before.  I never liked the company 
because unsecured lending has its drawbacks and, as a darling 
of the market, the P/E ratio was always too high for me (well 
over 20 times) and the dividend yield was always too low.  A 
Roger Federer of the investment world might have “bet the 
bank” on Capitec as the sole investment in a private portfolio.

Another hypothetical professional strategy might be to invest 
in hedge funds.  Hedge fund managers seem to have a mystical 
status in the world of investments.  I read in an article about 
the wide discrepancy in earnings in America where 1% of the 
population controls 46% of the total wealth of the country. In 
2011, 13 hedge fund managers on Wall Street earned three 
times as much as all the 80,000 school teachers in New York 
state combined.  Maybe there are geniuses on Wall Street for 
a while.  However, I also read that 7 out of 8 hedge funds go 
bust and are put into liquidation, losing huge sums of money 
for their clients.  Professional tennis players don’t take risks 
like that.  Roger Federer has held the number one position for 
nearly 300 weeks.  Now that is consistency in performance!

We clearly are amateur tennis players.  We win by not losing 
for clients and we try to do so by identifying shares which 
offer value. So we favour shares with modest price earnings 
ratios in the 8-12 range and with respectable dividend yields 
of 3% - 5%, with strong cash flows.  We seldom choose the 
Capitecs of this world, and then back them heavily to achieve 
“the ace served up on match point.”  We place great emphasis 
on income, because a share which pays good dividends is 
unlikely to be a “loser”.  We believe that we will have fewer 
“losers” for clients, and as we have said many times, rising 
income comes first and capital appreciation will surely follow.
Anyone for an amateur game of tennis? 

Nigel Porter
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takinG stock of of our Economy

Michael Porter

You don’t have to be a rocket scientist 
to know that times are tough at the 
moment. Globally, economic growth is 
anaemic given the problems in Europe 
and the slowdown in China. Locally, 
things aren’t much better. For some 
time now, we have been writing about 
the pressures facing consumers thanks 
to higher electricity prices, municipal 
rates and soaring petrol bills. The recent 
wave of strikes has only compounded 
the problems. Mining output has been 

severely disrupted, the consequences of which will be felt in 
the economy over the next six months. But thanks to a very 
weak global environment, our manufacturing and exports are 
also under severe strain.

We seem to be living in a world full of contradictions. 
Economies are weak, but markets continue to rally, reaching 
fresh highs in some instances. Given all the confusion, we 
thought it might be useful to take a step back and look at 
some “bigger-picture” trends. The charts that follow pick up 
on a few themes that we think are worth highlighting. 

The Trade Balance
Given the weak global economy and the vicious strikes 
prevalent for much of this year, it is not surprising that our 
exports have been under enormous pressure. However, thanks 
to low interest rates and our penchant for consumption rather 
than saving, imports have been stronger than expected. The 
net result is a trade balance under severe pressure. For the 
year so far (to the end of August), the cumulative trade deficit 
is R70bn – the worst running total for any year in the last ten 
years. Looking ahead, it is hard to see what will be a catalyst 
for improvement – given weak mining production. It looks 
like 2012 could be a true “annus horribilis” for SA exports.
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Foreign Portfolio Investment
Most clients will be aware that South Africa was included in 
the Citibank World Bond Index at the beginning of this month. 
That event, as well as the generally higher interest rates on 
offer in our country relative to the rest of the world, has seen 
a flood of foreign investment into the local bond market 
– R86bn this year alone. The news is not quite as positive 
for the equity market. Having been net buyers of SA-based 
companies for years, foreigners have been net sellers of our 
shares this year (R12bn in total) – despite the record highs 
being achieved by some shares. The risk lies clearly with the 
bond market. Should government finances deteriorate, and 
cause foreign investors to lose their nerve, it could spark a 
rush for the exits! We are watching government’s actions 
closely. 
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The Rand
The above two charts bring us neatly onto the question of the 
Rand. Clearly, the record levels of bond inflows have helped 
to keep the Rand stronger than it might otherwise have been. 
Ignoring the emotional aspect to the Rand from the strikes 
and political rhetoric, the trade balance alone suggests that 
the Rand should be weaker rather than stronger in the years 
ahead. In our opinion, the risk lies to the downside for our 
currency from a) a reversal in foreign investment and b) the 
ongoing poor export performance. Whilst the currency has 
weakened this year against both the Dollar and Pound, we 
think it still has further to weaken. That doesn’t necessarily 
imply an implosion, but rather a gradual weakening over 
time. 
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Fixed Investment
There is a global rule of thumb that states that a country needs 
to spend 25% of its GDP on fixed investment – adding to the 
productive base of the economy through infrastructure, new 
machinery, roads etc – to maintain its competitive position. 
Anything less, and the country is “consuming” its existing 
infrastructure. In other words, the existing infrastructure 
is deteriorating over time rather than improving. Anything 
above 25%, and the country is improving its stock. We 
briefly reached this milestone in the lead-up to the 2010 
World Cup, but recently, the ratio has slipped well below the 
threshold. Government continues to flag its commitment to 
spending huge sums of money on infrastructure. But the talk 
is seldom followed through with actions and visible projects. 
Until it does, there is little reason to get excited about local 
construction shares. 
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Debt Relative To Income
Following Nigel’s article on debt and his sage advice to 
manage one’s own debt judiciously, we thought that it 
might be interesting to see how the population is faring as a 
whole. The total amount of debt relative to the total amount 
of disposable income has fallen from peak levels reached 
in 2008. But it is far from the lows reached in 2002/03 
that laid the foundation for the strong period of economic 
growth between 2004 and 2008. When one considers that 
interest rates have rarely been lower in this country, and 
consequently, the ability to repay debt has never been easier, 
it becomes even more concerning. Clearly consumers have 
opted to spend the extra cash freed up by lower interest rates 
rather than apply it to reducing debt. As Nigel pointed out, 
the economy is based on credit. We shouldn’t expect a surge 
in credit in the near future, given the already elevated levels 
of debt in the economy. 
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Government Debt
The chart above dealt with personal debt. Governments 
around the world are drowning in debt, with debt levels 
well above 100% of GDP. In other words, the debt that 
some governments owe is larger than the size of their entire 
economies. How does our government stack up? Debt levels 
are rising – there is no doubt about that – as tax revenues 
face increasing pressure from a weak economy and the 
government commits to higher spending to try and fuel 
economic growth. During the Manuel era debt levels fell 
steadily, but have since risen in response to global conditions. 
The government is borrowing over R3 billion every week, 
versus less than R1 billion per week just a few years ago. Yet 
despite that, the total level of debt relative to the size of our 
economy remains under control. Let’s hope it remains so. 
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Inflation
Contrary to many expectations, inflation has been remarkably 
benign this year – generally staying well within the Reserve 
Bank’s targeted range of 3%-6%. That has provided scope for 
the Reserve bank to cut interest rates in response to the weak 
economy. Looking ahead, it is hard to see inflation remaining 
so low. Wages are rising well ahead of 6%, as evidenced by 
the settlements following recent strikes. Food prices are on 
the upward march again, thanks to drought conditions in key 
farming areas, notably the USA. Finally, if our forecasts for 
the Rand materialize as expected, then a weak Rand has a 
notable impact on inflation – not least of all through higher 
fuel prices. All things considered, we don’t believe there is 
much more scope for interest rates to fall, despite market 
expectations for one further cut. The risk, if the Rand weakens 
dramatically, is that interest rates could rise instead. 
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Retail Sales
A few months ago we included an article in Intuition on the 
superb performance of Mr Price relative to Sasol, with the 
comment that the respective prices were not justified by the 
growth in respective profits. But it is not all bad for the retail 
sector. Retail sales are still growing at a decent clip – above 
6% versus the same time last year. In fact, growth in retail 
sales has been remarkably consistent around the 6% level for 
the past three years. As we have mentioned before, we think 
the forward risk is to weaker sales, given pressure on incomes 
from so many sources. But, Mr Price has just announced that 
its profits for the 6 months to September will be at least 20% 
higher than those reported last year. For the time being, 
the momentum is being maintained. It will be interesting to 
monitor the performance of consumer spending over the all-
important Christmas season. 
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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    

We say it every year, but it is hard to believe that another year has come and gone.  It has been an eventful year, what with 
further QE by the major central banks, rising unrest, and a dramatic slowdown in China. Locally, we have had our fair share 
of issues too – strikes and political uncertainty are probably at the forefront of our minds. 

Yet, January brings new beginnings, so 
please join us as we take stock of markets 
and look ahead to some of the issues 
that might impact on your investments in 
2013.

Space is limited so please book to avoid 
disappointment.

insiGHt sEminar: kZn midlands & JoHannEsburG 

Natal Midlands Johannesburg
Topic: 2013: Another year like last year?
Date: 4th December 2012 29th of November 2012
Venue: Fernhill Hotel

Midmar / Tweedie Road
(almost opp entrance to Midmar)

JP Morgan Offices
Cnr Fricker & Hurlingham  Rds

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


