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Has my asset manager failed me?

This is a follow-on article from our 25th November 2022 Intuition where we explored a client’s
perceptions based on feelings and volatility in her portfolio relative to her other investments like
cash. This issue of Intuition will delve further into behavioral finance, a growing discipline in
psychology that examines investor mentality and biases. One of the worst things you can do to your
investment portfolio is overdraw the income or access capital lump sums from it. Both events create
a vicious cycle (the exact opposite of the virtuous cycle referred to as compounding) that can lead to
calamitous long-term implications for your financial plan in retirement. What can often fool people is
the way returns are reported. Harvard House statements reflect values taking portfolio withdrawals
into account. Similar institutions report performance based on an Internal Rate of Return. In lay terms,
they report performance only on the underlying assets held, not considering income drawn or capital
withdrawals. This can often lead clients to believe that they would have been better off elsewhere.

We constantly remark that clients
who think R1 million is a lot
of money have not bought a
sustainable, escalating income. It is
probably one of the most expensive
‘commodities’ you will ever have to
buy. Despite our regular warnings,
they demand high income draws and
raid their portfolios for capital needs
(usually new cars or to help battling
children.)* We cannot say no. After
all, it is their money. Frequently, the
die is cast when the portfolio is ‘performing’. They somehow
believe that Harvard House can protect them from any market
histrionics and deliver double-digit returns when others are
negative. This is not true, and it is the very reason for our
income versus capital investment philosophy. The former is
far more predictable and stable than the latter.

*This does not apply to every investor. Many clients draw incomes
well within guidance and accessing the odd lump sum is not
necessarily detrimental in these cases.

From our perspective, however, portfolio performance is not
about escalating market value. That is a secondary benefit
from the primary goal. It is about sustainable, escalating
income that exceeds inflation. When a client draws excessive
income or a lump sum, we know that not only has the portfolio
value decreased by the quantum of the withdrawal but so too
has the income-producing capability of that capital. We see
it as a double loss. For the investor, it plays out as a portfolio
market value that never seems to climb which is exacerbated
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finances of hundreds of clients over the last

50 years. There is nothing more damaging

to a marginal portfolio than exceeding the
recommended income draw or raiding the
portfolio for the odd lump sum.

Investors mistakenly believe that a good asset
manager protects them from every market
crisis and that should that not be the case it

is the asset manager’s fault. This perception

is aggravated if either of the two behaviours
mentioned in the previous point are present.
We regularly encounter investors who arrive
with performance numbers from another
investment fund. They perform a crude
calculation on their portfolio and then suggest
they would have been far better elsewhere.
What they forget is that returns are not linear.
Sometimes the performance is in the last three
months, but they destroyed capital for the first
nine months.

Using our often-mentioned portfolio model
where we track the performance of several

of South Africa’s biggest brand names, we
demonstrate to an investor (who did ask us

if he made a mistake investing with us, and
who is overdrawing) that the blended equity-
property approach has performed superbly
relative to these peers despite the absolute
decimation of the property sector during Covid




by the volatility of the market value in difficult times.

What we often experience in these cases is that a client
performs a rudimentary calculation on their portfolio. They
take the latest value and the value from a year ago and
calculate a percentage difference. (Harvard House reporting
is amongst the most comprehensive and transparent in the
industry, which at times can be disadvantageous to us, but
remains a core value of the Group). Occasionally they will
add the income back into the calculation, but not often. They
will then approach us with the suggestion that their portfolio
has underperformed compared to another fund or asset class.
This happened very recently when a client who had recently
had a sobering engagement on the state of their retirement
finances approached me at a function to ask ‘“Please be
honest, did I make a mistake investing with Harvard House”.
The analysis that follows is based on this client’s portfolio.

Our investor placed their first tranche with us in the first
quarter of 2011. Full retirement came in late 2012, but the
client continued with some contract work and only looked
to draw more significantly on the portfolio in early 2016.
His income requirement at this point represented 9% of the
current market value, double our guideline income draw.
He did drop this to 6% for 18 months but reverted to the
higher income percentage from September 2019. The client
invested a total of R1,336,000. The value peaked at just over
R2,24 million in April 2015 and in late November (before
the strong last week and early December Phala-Phala scare)
was valued at R1,294,919. Over the period the client has
drawn just over R1.1 million in monthly income. Had the
client been invested in South Africa’s 2 largest balanced
funds quoted in our last article, his value today would be
R1,062,282, almost R200,000 lower. The analysis is based
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This chart plots the Harvard House month-end portfolio values
versus the daily portfolio price if the client had been invested
via an adviser on a platform into South Africa’s two biggest unit
trust funds.

on the same initial investment and withdrawals on the same
dates (the comparison is reflected in chart 1).

Unfortunately, I cannot demonstrate what the value of the
client’s portfolio would have been with Harvard House
had he worked within our recommended income draw, but
I can demonstrate that with the unit trust portfolio. Given
that I have already demonstrated that for equal conditions
and income draws, the Harvard House portfolio comfortably
outperformed the unit trust portfolio, we can expect that the
Harvard House portfolio would have comfortably exceeded
the equivalent exercise done on the unit trust portfolio.

Since the client initially invested a total of R1,336,000, we
will perform our illustration on a starting income of 5% per
annum or R5,500 per month. We will escalate this income by
10% per year — generous given that this probably exceeded
inflation by more than 6% in some years. The comparison
is reflected in the chart below. As we can see, the “new”
portfolio value is more than R1 million greater than the actual
portfolio and furthermore, trading at a new high. We could
easily deduce therefore that the Harvard House portfolio,
if operated identically, would comfortably exceed the 2015
high of R2.2 million. The Harvard House portfolio in our
analysis is 17.7% higher than the unit trust portfolio — had the
margin been the same, his portfolio would be approximately
R2.5 million.

THE IMPACT OF OVERDRAWING
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This chart uses the unit trust model to demonstrate the
difference between the client’s actual income draws and the
Harvard House recommended 5% starting income with a 10%
annual escalation.”

Hopefully, this numerical illustration will demonstrate just
how destructive it is to overdraw on your income. It is worth
noting in this example that the client never took a lump sum.
Maybe that’s material for another week.
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Date: TBC
Venue: Oasis Conference Centre,
This will be the last issue of Intuition for 72 Main Road, Howick
2022. We wish all our clients and readers a Morning Time: ~ 10am for 10.30am
blessed and safe holiday season. We look Evening Time:  5.30pm for 6pm
forward to sharing more financial and market
insight with you in 2023. Johannesburg
Date: TBC
n Harvard House is on Facebook Venue: \I/?V?Ifiztr):lllﬁcggioanngg:t::,d?eg:/’s

Road, Hurlingham

u Harvard House is on YouTube Time: 7am for 7.30am

CONTACT DETAILS: HARVARD HOUSE GROUP
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For more information on the range of products and services =
offered by Harvard House Investment Management and its B
associated companies (including Harvard House, Chartered
Accountants), or for any financial advice, please contact the
Company at: @
W

The information contained in this newsletter comes from sources believed to be reliable, but Harvard House Investment Management (Pty)
Ltd, Harvard House Financial Services Trust, Harvard House Insurance Brokers and Harvard House, Chartered Accountants (collectively known
as the Harvard House Group), do not warrant its completeness or accuracy. Opinions, estimates and assumptions constitute our judgment as
of the date hereof and are subject to change without notice. Past performance is not indicative of future results. This material is not intended
as an offer or solicitation for the purchase or sale of any financial instrument. Any investor who wishes to invest with the Company should
seek additional advice from an authorized representative of the firm. The Company accepts no liability whatsoever for any loss or damages
whatsoever and howsoever incurred, or suffered, resulting, or arising, from the use of this newsletter. The contents of this newsletter does not
constitute advice as contemplated in the Financial Advisory and Intermediary Services Act (FAIS) of 2002.

The Harvard House unit trusts are registered under the Boutique Collective Investments. Custodian: Standard Executors & Trustees: Tel (021)
007-1500. Collective Investments are generally medium to long term investments. The value of participating interests may go down as well as
up and past performance is not necessarily a guide to the future. Collective Investments are traded at ruling prices and can engage in script
lending. Forward pricing is used. Commission and incentives may be paid and if so, are included in the overall cost. This fund may be closed
to new investors. Collective Investment prices are calculated on a Net Asset Value basis and auditor’s fees, bank charges, trustee and RSC
levies are levied against the portfolio. The portfolio manager may borrow up to 10% of portfolio NAV to bridge insufficient liquidity. Boutique
Collective Investments (RF) Pty Ltd (“BCI”) retains full legal responsibility for the third party named portfolio. Boutique Collective Investments
is a member of ASISA and is an authorised Financial Services Provider. Should you have any further queries or complaints regarding the suite
of units trusts offered by The Harvard House Group please contact: Boutique Collective Investments Call Centre, Tel: (021) 007-1500, Email:
clientservices@bcis.co.za. For your information, the FAIS ombudsman provides an independent and objective advisory service. Should you not
be satisfied with the outcome of a complaint handled by Boutique Collective Investments, please write to, The Ombudsman, PO Box 74571,
Lynnwoodridge, 0040. Telephone (012) 470 9080/99. Fax (012) 348 3447. Email: info@faisombud.co.za

Performance figures quoted for the portfolio is from Morningstar, as at the date of this document for a lump sum investment, using NAV-NAV
with income reinvested and do not take any upfront manager’s charge into account. Income distributions are declared on the ex-dividend date.
Actual investment performance will differ based on the initial fees charge applicable, the actual investment date, the date of reinvestment
and dividend withholding tax. Performance fees do not apply to any funds managed by Harvard House. The manager does not provide any
guarantee either with respect to the capital or return of the portfolio. A schedule of fees, charges, and maximum commissions are available
on request from the manager.
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