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The Mechanics of the Market - Understanding Volatility

Duke University has an amazing tradition. Students camp for six weeks in the Autumn cool to be
eligible for a lottery draw to buy a ticket to the annual Duke-North Carolina basketball game.
Tents hold a maximum of twelve and must have a minimum of 4 people in them at all times,
should a line monitor make a random check. Fail two random checks and your tent is ejected for
another group of students. Should your name be drawn at the end you are eligible to buy a 330,
$50, or 8100 ticket. This group of students provided the perfect group for psychologists to test
the endowment effect, a phenomenon that measures the increased value placed on something
through ownership. Students surveyed who had camped the full six weeks and who had not won
the opportunity to buy a ticket were prepared to cough up between 3155 and 3160 to attend the
game, while those who did have tickets would only sell them for between $2,500 and 32,700.

(Based on a research paper published by Dan Airley, behavioural psychologist).

The layman has a hard time
understanding how market
movements occur. To most, it is
some amorphous enigma that is a
complete mystery. However, like
most things, breaking it down into
some simplistic components and
principles can be useful to foster a
deeper understanding.

The first thing to understand is that

the stock market is nothing more
than a live auction. Historically there was the trading floor
and representatives of buyers and sellers called out bids or
offers for shares in chaotic scenes we may have witnessed
on television. This has been replaced by electronic trading
that can now occur at your desk in real-time (or from your
smartphone in the dentist’s waiting room!) The chaotic
floor has largely been relegated to the memories of senior
members of the profession.

Access to a trading screen provides sight of two columns.
A list of sellers, with their asking price and the number
of shares available at each price. These are ranked from
the lowest price to the highest price. The other column
represents a list of buyers, with their bid price and the
number of shares they want. These are ranked from the
highest bid price to the lowest. A sale happens when either
the seller drops his price or the buyer ups his and a match is
‘made’. This transaction then determines the ‘Ruling Price’
which now becomes the value for every single owner of
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Investors seldom realize that market price
movement is determined by what investors are
prepared to pay for a share today compared

to what another investor was prepared to pay
yesterday. The two can change very quickly.
There are large groups of investors such as
traders, index or ETF (exchange-traded fund)
managers, or a large group of smartphone users
who do very little analysis on the companies
they buy. Their action is determined rather by
market movement, index weight, or the latest
hot tip.

As the Duke experiment illustrates, you can ask
whatever price you want for something you
own, but the actual value will be determined
by what the buyer is prepared to part with to
own it, and that figure is determined by his
perception of value.

Professional asset managers use analysis of
future earnings to determine the price they
are prepared to pay for a stock. The formula
they use to derive a base idea of value requires
several assumptions that are subject to change
at short notice, which can result in a big move
in share prices.
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that share, until the next trade happens. This means a share
you bought 5 years ago will have a value determined by a
trade done today.

We are aware of 4 main categories of buyers on the market
who can set prices:

1. Traders — these individuals have little interest in the
underlying value or metrics of a company. They are
driven largely by price action and will buy if the price
chart crosses key lines drawn as part of a discipline
known as technical analysis.

2. ETFs or Index Funds — these are buyers who replicate
an index to produce a similar return to the index (based
on the idea that passive investing is cheaper and that
active management seldom exceeds the index return).
The primary concern of these investors is to ensure
that their fund replicates the index. Absolutely no
fundamental research on companies is undertaken.

3. Retail investors — these investors buy shares based on
their limited criteria: - a hot tip, a gut feeling, and a
liking for the product but seldom from any form of
analysis. This is usually done through platforms like
Easy Equities or RobinHood to name two.

4. Professional asset managers — shares are bought around
a well-designed investment process that evaluates the
relative worth of a share and its prospects into the
future.

Many don’t understand that a share price never takes a
languid move to a lower level. It doesn’t move through every
number allowing an orderly exit in the event of a crisis.
What invariably happens is that bad news breaks overnight
and then all the higher bids from yesterday are removed.
Only a very low bid remains, sometimes 5%, 10%, or 20%
below the previous level. It then only takes one seller to
accept that price for the share to drop to the lower level and
that then becomes the figure used by every investor who
owns that share to determine their market value.

We have looked at the 4 key demographic users of the
stock market, so how does a share price suddenly plummet?
Well largely, professional users have done calculations
on a share’s intrinsic value. While a lot goes into their
calculation, most professional users use some form of the
following formula:

Value = Expected next Dividend or Profit
r-g
Where:
r = the cost of capital (this is determined by interest
rates), and
g = the expected rate of growth of the profits/dividend.
These are both expressed as percentages.

The table below gives a good indication of how a change
in the assumption of either denominator metric can have a
significant impact on the perceived value of a share. This
is why, when events that create uncertainty occur (think
9/11, Covid, Ukraine War), all the buyers retreat and only
speculators with very low bids remain. Consequently, share
prices plummet. Of course, this is only until some better or
different assumptions can be made and the buyers return.
Do bear in mind, however, that if you can buy something
for 20% below what you think it’s worth you aren’t going
to make the higher bid immediately. You will quite happily
buy it at the discount. This is why shares don’t usually
recover overnight.

Valuation Matrix

Starting Dividend:

2,500 cents

6% 7% 8% 9%
3% 75,000 56,250 45,000 37,500
g 4% 112,500 75,000 56,250 45,000

5% 225,000 112,500 75,000 56,250

This table plots an estimated valuation for a company based on
an expected next dividend and for a range of assumed interest
rates (r) and rate of growth in the dividend (g). In this simple
example, the value of this share could vary by up to R1,875

per share, depending on your assumptions around growth and
interest rates.

The table illustrates why Harvard House is so insistent
on an income-based philosophy since income can still be
escalating when share prices are declining. Consider the
table again. If I assume the base dividend of 2,250 cents
and that interest rates are at 7% and I expect my dividend to
grow by 5% per year going forward, then I arrive at a share
value of 112,500 cents (share prices are always quoted in
cents on the market). However, if [ merely assume a change
in interest rates to 8%, an increase of 1% (but the same
expected dividend growth), my share valuation calculation
adjusts to 75,000 or 33% lower. Now obviously this is a
very simplistic calculation, but it demonstrates very well
where volatility in the market emanates from and that the
price change does not necessarily imply the end of income.

It is worth repeating: capital volatility is dependent on a lot
of assumptions from those looking to buy a share. Those
assumptions are driven by sentimental factors. Dividends
are driven by profits, which generally are far more stable
for well-run and adequately capitalized companies. Our
refrain continues to echo — live on income produced, not
capital change!
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Topic: Mid Year Market Update

Natal Midlands

Date: Thursday, 22nd June 2023

Venue: Oasis Conference Centre,
72 Main Road, Howick

Morning Time: 10am for 10.30am

Evening Time:  5.30pm for 6pm

Our next Insight seminar will take place in June and
provide an update on what has driven markets over the Johannesburg

first six months of the year, and what might.lie ahead Date: Tuesday, 13th of June
et Venue: Rosebank union Ghuren, G
panding prog P ' William Nichol and St Andrews
Road, Hurlingham

Time: 7am for 7.30am

C T
n Harvard House is on Facebook ape Jown

Date: Wednesday, 14th of June
u Harvard House is on YouTube Venue: To Be Confirmed

Time: To Be Confirmed

CONTACT DETAILS: HARVARD HOUSE GROUP

glily
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.

Harvard House Investment Management (Pty) Ltd*, Licence no: 675 Harvard House Insurance Brokers*, License no. 44138

Harvard House Financial Services Trust*, Licence no: 7758 * Authorised financial service providers in terms of FAIS (2002)
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