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In this edition:

• Making sense of the Euro Crisis
• Great Expectations
• Company results: solid rather than sensational

(n: immediate insight; receive knowledge by direct perception)
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Millions of words have been spoken and 
written about the Euro crisis.  So what 
can one short article add to the debate?  
Let us try and cut through all the rhetoric 
and focus on a few key issues.

The Euro crisis is one of socialism.  None 
of us living today can really imagine 
what it was like to live through 6 years 
of war in which 58 million people died, 
and the whole world was turned upside 
down.  After the war, everything was 

rationed and life did not return to normal.  People suffered 
incredible hardships and socialistic ideals took hold right 
across Europe.  The really needy would be given a financial 
lifeline by the Government.

These policies worked well for a period of twenty five years.  It 
was a time when most people had jobs - they saved and only 
spent what they could afford.  There were twenty workers 
on the payroll for every person on social security.  It was 
affordable, and the period from 1950 to 2000 was a period of 
relative prosperity for the West.

There were some momentous shifts in the world order during 
this period.  Yes, Maggie Thatcher took on the Trade Unions 
under Arthur Scargill, and won.  She also won the Falklands 
War, but these were minor skirmishes on the fringe of the 
main three events which in my opinion, were as follows:

1. The end of the war in Vietnam.  The war had weakened 
the US dollar to such an extent that President Nixon 
severed the convertibility of the dollar into Gold on 
15th August 1971.  That was the single most important 
economic event from 1945 – 2012.  The production of 
goods and services ceased to be financed by savings 
and investment, as it had been for the past 200 years, 
since the start of the Industrial Revolution.  Instead, 
the severance of the dollar to gold allowed borrowing 
and consumption to drive the economic process.  
The creation of credit replaced the accumulation of 
capital as the vital force in the world economy.   No 
currency since has had any intrinsic value and none of 
them are anything more than a medium of exchange.  
The devaluation of paper currencies world-wide has 

continued unabated ever since, and it has had a huge 
impact on the Euro crisis.

2. The collapse of communism.  This brought 3.5 billion 
new consumers into the world economy who all 
wanted to upgrade their standard of living and multi-
national companies found huge new markets for their 
products.  It also paved the way for a new wave of 
emigration.

3. The rise of China as an economic power.  After the fall 
of Chairman Mao, the Chinese economy has expanded 
every year for the past 35 years (1977 – 2012).  The 
Chinese did not buy Western goods.  They sold 
manufactured products to the Western developed 
nations.  The Chinese exported deflation to the World.  
An employee in the West demanded a wage of $25 - 
$45 per hour, plus a five-day week, pension, medical 
cover and maternity benefits.  The Chinese worker 
worked 10 hours a day, seven days a week for $1 per 
hour.  No one else could compete with them.

What has all this got to do with the Euro crisis?  If you think 
about it, it has everything to do with the Euro Crisis.  The Euro 
was born so that 25 states could create an economic power 
block to compete with the US dollar powerhouse and the rise 
of China to the number 2 position in the world economy.

There has been one permanent flaw to this new Euro 
currency.  The political founders created the unified currency 
as a first step and they then would create a political union - a 
political federation of 25 states, which would act in unison on 
the world stage.  That never happened.

The Euro crisis has evolved out of all these major issues.  In 
my opinion, the political unity never happened because the 
DNA of the citizens of the 25 nations was never going to pull 
together.  They are linked by a common currency but in every 
other way they are as diverse as the turbulent history of 
Europe for 1000 years.

The Germans are efficient, hardworking and pragmatic.  The 
threat of Chinese deflation was real and would not go away.  
So the industrialists made a deal with the trade unions and 
agreed on moderated wage demands.  German industry has 
thrived by remaining competitive and Germany is the World’s 
largest exporter of goods.  The country runs a trade surplus.

makinG sEnsE of tHE Euro crisis

Nigel Porter
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The rest of Europe was not quite so pragmatic.  The Euro, after 
its creation became a strong currency.  Its citizens bought 
luxury goods with their new strong currency - but unlike the 
Germans, exports from other Euro countries suffered.  In 
former times, the Franc, the Lira, the Drachma could have 
devalued to remain competitive.  That was no longer possible 
in the unified Euro zone.

So, we have the crisis of socialism.  Since 1950, the ratio 
of 20 workers to one needy person on grants has swung 
the other way.  It is all linked.  After the fall of communism 
there has been a wave of emigration to the developed 
nations.  American jobs have been lost to China, to try and 
combat Chinese deflation.  The number of citizens requiring 
Government hand-outs has risen to huge numbers and the 
socialist governments of Europe - except for Germany - have 
borrowed billions of dollars to finance their promises to 
their socialist minded voters.  Yet they cannot devalue their 
currencies to release the pressure gauge.

That is the nub of the crisis.  The socialistic policies of Western 
governments since the Second World War have quite simply 
run out of money.  They are not 
competitive with China, India, Brazil, 
Taiwan, Vietnam and others.  They 
have large minority groups among 
their citizens and above all, ageing 
populations.  There are more people 
living in the UK who are over 60 years 
of age, than there are under 16 years 
of age.  Old people living far beyond 
their biblical three score years and ten 
need ever increasing hand-outs, and 
are a burden on the lesser number of 
young active workers.

The crisis of socialism will be with us for a long time to come.  
The key “bullet points” are as follows:

• Countries with ageing populations find it very difficult 
to grow their economies.

• It is made more difficult by the competition coming on 
stream from China and other developing nations.

• It is even more difficult to compete if you can’t devalue 
your own currency.

• Politicians know that the spending spree is over.  
However, 700 million socialist-minded citizens are 
simply not prepared to take the financial pain necessary 
to correct 60 years of over spending on social policies.

• France, Portugal, Spain, Italy and Greece need to drop 
wages by 30% to 40% in order to become competitive 
again with the Germans.  How does a government 
engineer that type of adjustment in the economy, 
when 48% of the Spanish youth between the ages of 
16 – 24 are unemployed?

• So far, 11 European governments have fallen.  The most 
noteworthy are the Conservative / Liberal Democrats 
ousting Labour in the UK, and the Socialist Hollande 
ousting Conservative Sarkozy in France.

We will say it again - you cannot solve a crisis of too much 
debt, by printing more money.  Economics has a word for it: 
recession, to clear out the excesses of the previous economic 
boom.  These should come every 5 to 10 years.  There are 
longer economic cycles, such as 50 / 60 year cycles.  This 
could be “depression”.  Socialistic politicians do not embrace 
these natural cycles any more.

The Germans are extremely reluctant to bail out the 
financially undisciplined nations of Southern Europe and why 
should they do so?  Greece could exit the Euro and all loans to 

Greece would become bad and would 
be written off.  That would hurt the 
major banks in Europe, would reduce 
their ability to lend to commerce and 
industry, and money in circulation 
would slow down.  The effect would 
be deflationary for the whole of 
Europe.  The UK economy would be 
hard hit because a large portion of its 
exports is directed to Europe.

Lurking in the background is the US 
national debt level of $16 trillion.  

A new President will be elected in November 2012, just 
10 weeks away and then the debt ceiling will once again 
dominate US politics.  Will Congress increase the debt ceiling 
to $18 trillion?  If not, the US Government will run out of 
money to pay its bills on a daily basis.

So, the Euro crisis totters on, and there is no short term 
solution.   It is a crisis of socialism, which can no longer 
finance its lifestyle for ageing populations with borrowed 
money.  It cannot devalue the currencies one by one to 
remain competitive.  The “good life” citizens are not prepared 
to accept permanently lower living standards for the next ten 
years, so they throw out one government after another that 
recognizes the harsh reality of the end of socialism. Living 

“Lurking in the 
background is the US 
national debt level of 

$16 trillion.” 
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Based on the performances from global asset classes 
this year, particularly the rally that bonds are enjoying in 
‘safe, developed markets’, investors globally seem to be 
demonstrating little faith in the ability of economic policy 
makers to kick start an economic recovery, both in the 
developed economies as well as key emerging economies 
such as China and Brazil.

This environment has seen a flight of capital to traditionally 
less volatile asset classes such as bonds and cash and 
consequently, the income yields on these assets are now 
trading at multi-decade lows.  With fixed investment yields 
so low, investors are searching for the ‘next best thing’ which 
they are finding in companies where there is a perceived 
visibility in both profits and dividends; this is occurring at the 

same time as these yields might also be artificially depressed 
as a result of the low interest rate environment.    An obsessive 
search for income yield, we believe, also leads to the inherent 
business risks within these companies being overlooked as 
investors fail to take account of simple but important issues 
such as levels of profitability, margins, cycles and the like. 

To illustrate the point above, we need look no further than 
certain segments of the JSE’s industrial sector, an area of 
the SA market that has have been a significant beneficiary 
of capital inflows looking for supposedly safe profit streams 
irrespective of the valuations of such businesses. The biggest 
losers on the other hand have been companies exposed 
to prevailing global growth concerns.   The valuation 
divergences between these two areas, one regarded as a 

standards will decline in Europe over the next ten years, and 
as they do, the crisis will slowly abate.

The following letter was written to the Daily Telegraph in 
London and it illustrates either by humour or pathos how 
ordinary people understand the crisis, 
and I quote:

“You report on the expected £600bn 
bailout of Spain and Italy by buying 
their debts from the two funds set 
up for the purpose of bailouts.  These 
funds actually have no money yet 
– they consist of commitments and 
promises.  The totals include promises 
from Ireland, Portugal, Greece, Italy 
and Spain.  So it will turn out to be five 
countries that have run out of money, lending one another 
money that doesn’t exist.  Is this supposed to pass for sensible 
economics?  One could weep at the childish naivety of these 
Eurocrats.”

NIP comment: None of us should be surprised if one Euro 
crisis after another is reported as headline news for months 

to come.  The positive in all this is that the world economy 
has managed to show slow growth, without so much as 1% 
growth in the Eurozone over the past four years.  The world is 
learning to live without Europe.

The positive in all this is to recognize 
the widening gap between developed 
and developing countries.  Developing 
countries have much larger, much 
younger populations, and they do 
not yet have socialist governments.  
They work hard and they are growing 
their economies in Asia and in Africa.  
Seven African countries will grow 
their economies by 7% this year - the 
same rate as China.

Follow the money - trade and investment is flowing into 
developing nations, and South Africa is part of that world.  
South Africa is less of a political risk than most European 
countries, and our stock market is outperforming those of 
the developed world.  Long may it last!

GrEat ExpEctations

“Seven African 
countries will grow 

their economies by 7% 
this year ” 

A large part of our daily routine is reading – reading as much and as widely as possible – to understand the environment 
and the world in which we live. This is well reflected in Nigel’s article above. Every once in a while, we come across an article 
written by peers in the industry that we believe is worth sharing. This article was written by Neels van Shaik from PSG Asset 
Management. This short article neatly summarises one of our growing concerns – namely the disparity between valuations 
of different sectors of the market. 
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pillar of stability (represented by Mr Price in our example) 
and the other, epitomizing global uncertainty (represented 
by Sasol in our example), have reached unprecedented levels.  
We think it is worth taking a step back to try and understand 
what expectations are reflected in these opposite business 
valuations.

In this context, it is always important 
to remind ourselves that the price 
performance of one company 
compared to another should be a 
function of the relative performance 
of the profits between the two over 
long periods of time.  If a company’s 
superior stock price performance is 
therefore not supported by a similar 
superior performance in profit 
growth, the price outperformance will 
not last.  This is the risk that investors 
in SA retail stocks are confronted with 
at the moment.

In the left-hand graph below, we 
compare the share price performance of Mr Price to Sasol.  
What is evident is that Mr Price has delivered phenomenal 
returns compared to Sasol, similar to the cycles that we have 
seen in the mid and late-nineties, but this outperformance 
has not been driven by a similar outperformance in profits 
and hence is not sustainable.

In order to justify the current share price outperformance of 
Mr Price relative to Sasol, Mr Price has to grow its earnings by 
20% per year over the next three years, while Sasol’s profits 
have to decline by 20% per year over the same period.  We 
find this outcome highly unlikely.  
From the above, it should be clear to our readers that we 

believe investors are taking significant 
capital risk investing in companies like 
Mr Price at current valuations, with 
earnings yields at such low levels.  On 
the other hand, the risk of permanent 
capital loss in a company like Sasol is 
fairly limited at current valuations.

As a final thought and one that 
adds further credence to our 
valuation argument above, at PSG 
Asset Management, we are more 
comfortable receiving a dividend yield 
of 4.5% on Sasol than a 3.7% earnings 
yield on Mr Price.  The last time Sasol’s 
dividend yield was higher than the 
earnings yield of Mr Price was in 1998 

(see right hand chart below.) This is a clear indicator of where 
the value in the market is and the fact that the expectations 
in certain parts of the market have just become too extreme 
to be sustained.

mr. pricE vs sasol
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“The share price of Mr Price has far outstripped that of Sasol, but 
profits do not justify it.” 

DiviDEnD YiElD vs EarninGs YiElD
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“At current share prices, Sasol pays more per share in dividends 
than Mr Price earns in profits. Such extremes seldom last.” 

“An obsessive search 
for income yield, we 
believe, also leads to 
the inherent business 

risks within these 
companies being 

overlooked.” 
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companY rEsults: soliD ratHEr tHan sEnsational

The preceding article put the 
conundrum facing investors neatly into 
perspective. On the one hand, investors 
can choose from seemingly “safe” but 
overvalued companies such as retailers. 
On the other hand there are very 
cheap, but also volatile companies such 
as mining and resources shares. We 
highlighted this valuation discrepancy 
at our recent Insight seminar, along with 
the comment that investors needed 
to be more selective. Such discretion is 

becoming more and more relevant with each passing day.

The market has risen to new all-time highs in South Africa, 
and overseas markets are within a whisker of highs reached 
before the Financial Crisis began. Yet the economic news is 
far from optimistic. In our opinion, higher equity markets boil 
down to the fact that returns on alternative investments are 
just so low so as to become almost unviable. So as long as the 
world keeps turning, then equities are attractive. We remain 

convinced that this factor will keep mild upward pressure on 
equities for the foreseeable future.

That being said, investors are in no mood to be charitable. 
Bad news or disappointing results are swiftly punished. 
Companies are under intense pressure to deliver growth 
in profits, and to demonstrate that despite the challenging 
conditions, they are able to grow. On that score, many of our 
companies (all those with June or December fiscal year ends) 
have been reporting results over the past few weeks. We 
thought it might be useful to take stock of results from some 
of the more widely held companies in our clients’ portfolios. 
What follows are brief comments on a select group of 
companies. In most instances, results are solid, but far from 
sensational. That suits us well, and is what we expected. As 
a reminder, we believe the next few years will be tough – 
returns of approximately 10% per annum are all we expect. 
But that is more than sufficient to grow your wealth given 
inflation of 6%. To paraphrase the Olympics, we are settling 
into the steady 5000m, not the 100m sprint. 

Michael Porter

Standard Bank
Key points:

1. Headline earnings grew 11%, ahead of expectations, but 
behind the rate of growth achieved by some of the other 
banks in the country. The dividend was increased by 50%, 
which sounds impressive, but the company is trying to 
equalise the interim and final dividends. So expect a much 
lower rate of growth in the final dividend!

2. Encouragingly, they are gaining market share in South 
Africa in various products, including mortgages, vehicle 
financing and credit cards. Customer numbers have in-
creased from 9.5 million to 10.5 million, despite aggressive 
advertising campaigns from competitors.

3. Costs continue to rise as they invest in Africa, and this is re-
ceiving a lot of attention from management. Nonetheless, 
African revenues and profits are growing steadily. They 
continue to rationalise operations outside of Africa.

Summary:
In order for banks to thrive, they need to be trusted. For us, 
Standard fits into that mould. It has a strong balance sheet with 
a high level of capital, and it is starting to reap the benefits from 
years of investment into Africa. It isn’t all easy going, but we 
believe the bank offers solid growth, and an attractive dividend. 
It might not be the sexiest, but in banking, dependable is equally 
appealing.  

Retailers (Massmart / Truworths / Woolworths)
Key points:

1. On the whole, results were disappointing relative to 
market expectations, although in absolute terms, profits 
and dividends are still growing.

2. A trend that seems to be developing is pressure on 
discretionary spending. Food and clothing appears to 
have held up well, but general merchandise is suffering as 
pressure grows on the wallet.

3. Another trend that bears watching is the dependence 
on credit to drive sales, and the associated bad debts in 
a tougher environment. This was particularly evident at 
Truworths, which depends heavily on credit sales. Cash 
retailers seem to be performing better. 

Summary:
Retailers are overpriced – that has now been well established. 
Locally, retailers face pressure from lower spending and a reju-
venated Edgars. (Historically Edgars was a star performer, but it 
has lost its way recently, to the benefit of its competitors. That 
is starting to reverse.) All our retailers are pushing north into Af-
rica, but these initiatives will take time to bear fruit. As we have 
said before, we see no reason to aggressively buy retail shares, 
but Woolworths and Mr Price remain our favourites   when retail 
exposure is warranted.
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BHP Billiton
Key points:

1. Profits were down, as expected, owing to weaker com-
modity prices and various accounting issues. However, the 
amount of product mined reached record levels across ten 
of the group’s core operations. This is most encouraging.

2. The company continues to invest for the long term, de-
spite the tough conditions at the moment. It expects to 
invest $23 billion over the next 12 months as it’s brings 
new projects to fruition.

3. Despite this high level of investment, the company remains 
committed to its progressive dividend policy. The final divi-
dend was raised from $0.55 to $0.57 per share. For South 
African shareholders, the full dividend for the year is ap-
proximately 890c per share (pending final exchange rates 
from US dollars into Rands.) This is an increase of 27%.

4. The outlook from management is positive, although they 
recognise the short term challenges. They remain positive 
on the demand for metals and will continue to invest for 
the future. With regard to iron ore, they do acknowledge 
that long term prices will fall as more mines are commis-
sioned, but that margins will remain attractive. Copper, an-
other key product for the group, has an exciting future, in 
their opinion.

Summary:
We have said it before, but BHP Billiton continues to lead the 
sector. Its mines are top quality and it has years of growth ahead 
of it, whilst also having the financial firepower to pursue new 
areas of growth in response to our changing world. The dividend 
yield of 3.5% only adds to its appeal.

Grindrod
Key points:

1. Results were solid under the circumstances. Shipping con-
tinues to be loss making (after making some accounting 
adjustments to the value of their ships.) The main problem 
is that there are too many new ships coming into service – 
a legacy of past excesses. But new supply is falling fast as 
banks become reluctant lenders, so the shipping market 
should start to improve in 2013.

2. The land-based operations of Grindrod continue to move 
from strength to strength, with higher profits from all oth-
er divisions. Ports and terminals (including the port of Ma-
puto) are showing excellent growth, with further expan-
sions planned to benefit from Africa’s renaissance.

3. Following the investment by Remgro last year, the number 
of shares in issue has risen sharply, yet the capital raised 
has yet to be fully invested.  Nonetheless, and despite the 
drop in overall profits due to the shipping division, the 
group kept the dividend unchanged – which is much bet-
ter than our expectations, and signals that management is 
growing more positive on the future.

Summary:
We believe shipping markets are bottoming out, with better 
times ahead in 2013 and 2014 as the supply of new ships falls 
sharply, and older ships are taken out of service. The transfor-
mation into a broader logistics company continues to gather 
momentum, with exciting potential in ports and infrastructure 
in Africa. The share price has been disappointing recently, but 
we believe the worst is now behind the company. 

New European Property Investments
Key points:

1. Distributable earnings grew 15% for the period, owing to 
a solid operational performance, the acquisition of new 
properties, and the completion of several properties un-
der development.

2. Despite the political “turmoil” in Romania, economic 
conditions remain very conducive for long term property 
growth, and NEPI continues to find a wealth of opportu-
nity in various cities that have been neglected or underser-
viced.

3. The ongoing European Crisis is creating fertile ground for 
the company. There are few competitors active in the mar-
ket, so property prices are good and opportunities plenti-
ful. The company has a strong balance sheet, with debt at 
extremely comfortable levels.

Summary:
The company remains one of our core holdings, as we believe 
that the combination of plentiful opportunity with superb man-
agement creates an exciting future. The company is expecting a 
15% increase in distributions for the next few years, which ex-
ceeds that on offer from local property.   

“Woolies: worth buying at the right price” 
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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    

In July, the Reserve Bank unexpectedly cut interest rates by 0.5% and further cuts cannot be ruled out. Retirees face 
relentless pressure on their incomes in this low interest rate environment. Our next Insight seminar will focus on our 
outlook for interest rates and inflation, and what measures investors need to take to protect their income.

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: Interest rates, inflation and the impact on your income
Date: 25th of September n/a
Venue: Fernhill Hotel

Midmar / Tweedie Road
(almost opp entrance to Midmar)

n/a

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


