
Hi All, 
  
A rough couple of months 
  
Everyone seems to be writing about the underlying economic forces driving current 
market conditions and what the future may hold for investors. With so many eloquent 
commentators to choose from, I am going to resist adding my tuppence-worth to the 
debate and instead will try and give some perspective to anxious investors. 
 
The data for this exercise was to last Thursday; this week (at time of writing) has seen a 
bit of a claw-back locally and globally, but I am happy to keep the numbers as 
deliberately poor as possible to make my point. 
 
September and October have been torrid months for domestic as well as global 
markets. From the end of August to the 25th October, the SWIX is off over 11.2%, 
industrials by almost 16%, and the MSCI AC World in ZAR by 8.3%. Against this 
backdrop, there seems little for investors to cheer. However, it is conditions like these 
that stress-test portfolios, providing the opportunity to validate portfolio construction and 
risk-modelling techniques. The results vindicate the benefits of meticulous diversification 
and active management under demanding circumstances. It is not possible to prevent 
negative returns in portfolios that hold upward of 65% in risk assets, but one can 
certainly ride out the storm better if the boat was designed from the outset for heavy 
weather sailing! What you certainly don’t want to do is abandon ship and hop into the 
life raft. When the wind moderates, you want to be sailing with all canvass up, not 
bobbing around mid-ocean waiting to be rescued and ruing your moment of panic and 
hasty decision-making. 
  
Diversification is golden 
  
I have used the performance of the PortfolioMetrix Profile 6 (Regulation 28 compliant) 
portfolio as the closest proxy for the venerable balanced fund. The chart below 
compares the risk and return characteristics of multi-asset portfolios versus the index 
since our inception – it is not like-for-like, but that is actually the point I am making. The 
mantra of “high risk, high return” is missing a word and it should read, “high risk, high 
expected return”. But even that is insufficient and should be suffixed with, “… as long as 
portfolios are efficient”. The latter is a crucial proviso; if portfolios are not efficient and 
you can decrease risk without compromising expected returns (or increase expected 
returns without taking on more risk), you have empty, unrewarded risk. In SA, to be 
clear, pure index investments contain more than a dollop of empty risk. Also, like most 
things, more is not more and there are declining returns on extra risk taken at the top-
end of the risk curve. 
  



 
  
What the chart shows is that since inception, our Profile 6 portfolio (along with most 
good balanced funds) has exhibited less than half the risk of the ALSI (6.81% versus 
14.79%). In fact, the volatility of Profile 6 was less than that of the All Bond Index 
(volatility of 6.81% versus 7.86%). This is remarkable if you consider that this portfolio 
holds about 68.5% in risk assets (local and global equities and listed property). 
  
Reducing risk is one thing, but if that comes at the cost of massively compromised 
returns, then we should be concerned. From the chart, however, investors received 
1.2% per annum more from a Profile 6 than from the ALSI. When markets are 
screaming upwards with NASPERS on a charge, just putting your money in the index 
may seem like a great idea - until they stop charging. 
  
Let’s look at how balanced portfolios fared over these last two months: 
  



 
The first conclusion is that diversification provided a shock absorber for pretty much all 
balanced portfolios. The Sample Average performed better than both domestic and 
global equities. On a relative basis, PMX Profile 6 exhibited less risk (6.22% versus 
8.4%) than funds with a similar mandate and fell by 1.07% less than the sample 
average. 
 
All of which is well and good, but what about investors who have seen the value on their 
statements fall by 6%? It is uncomfortable, and it leads to questions like, “what if this 
time is different, what if markets never recover? Should I be doing something different?” 
It’s tempting to be lured into safe haven assets like cash, but that would be a mistake. I 
will make a few points below, which I have made on dozens of occasions over my 
career and will undoubtedly make them many times more in the future. 
The naked truth about risk 
 Risk is the reason why excess returns are available. It is uncertainty that causes 

assets to be priced at a discount so that investors can expect to be rewarded for 
taking that risk. If an asset was suddenly perceived to be less risky, it’s price would 
immediately shoot upwards and the future expected return would fall. Risk is the 
reason we are able to retire. But risk isn’t just some academic concept. Bad things 
need to actually happen (like Steinhoff) periodically to preserve the “equity risk 
premium”. In other words, if bad things didn’t happen and people perceived equities 
to be less risky, assets would price at a premium and expected returns would need to 
be moderated. The same goes for any sell-off in any asset class. 

 These episodes are expected. Below is a statistical simulation over 40 years of a 
Profile 6 portfolio with an expected return of CPI + 6.4% and expected risk (volatility) 
of 10%, which is the risk we’d expect from the asset allocation of Profile 6 if it were 



held passively (in practice, risk is typically lower due to active management). The risk 
and return achieved in this single simulation is almost exactly as expected; however, 
the path is clearly not smooth. 

 
Because of compounding, this chart tends to obscure risk in early periods and 
exaggerate it later on. Below, I have used a log or exponential scale on the y-axis to 
more intuitively represent returns over long periods, which is why the CPI +6.4% line is 
now straight and not curved with compounding. Values are “real” and exclude inflation. 



 
  
This would be a very satisfactory outcome for an investor in this portfolio who saved 
from the age of 25 to 65 for 40 years. But, this investor would have had to endure a few 
bumps along the way. 
  
Given the turmoil we have experienced in markets these last two months, we used the 
simulator to see how “normal” these episodes are for a portfolio with the same asset 
allocation as Profile 6 (Profile 6 lower than this in practice). The chart below shows how 
many times in a 40-year investment period rolling 2-month losses exceed 2.5%, 5% and 
7.5% respectively. This is derived from running 500 simulations and taking the average: 



 
  
This means that on an average of 32 occasions in a 40-year investment period, there 
were losses over a 2-month rolling period that exceeded 5%. In other words, these 
negative periods should be anticipated; they are quite simply consistent with an 
investment with even this modest risk profile. The knowledge doesn’t necessarily make 
losing money any more comfortable, but it does provide perspective. When looking at 
an historic chart, it’s easier to contemplate those big dips because you can see the 
recovery – living through them takes more grit! 
 
If all these anticipated negative periods seem like too much of a threat to one’s sleep 
and there is a concern that composure may evaporate (the biggest risk to wealth 
accumulation by far), let’s see the impact of down-risking to a Profile 4. The expected 
return for Profile 4 in the simulations is CPI + 5.1% with a risk of 7.0% (again, the 
expected risk based on this asset allocation held passively – lower in real life within our 
actively managed portfolios). The numbers improve markedly: 



 
  
Instead of 32 instances of 2-monthly returns falling below -5%, there are now only 9 in 
40 years.  
  
As an aside, if I change the analysis to examining discrete quarterly returns, there are 
some interesting changes: 



 
  
Now there are only 14 quarters (using the same simulated data) for Profile 6 where 
returns were worse than -5%, compared to 32 periods when we looked at rolling 2-
month periods. This gives some perspective and suggests, “Step back, breath and don’t 
over-react.” 
  
But if one is likely to sleep better in a profile 4, at what cost? Here are the returns of the 
two simulations compared: 
  



 
  
However, to make it easier to comprehend visually, I used a log or exponential scale on 
the Y-axis. Let’s see what happens when I remove that scale: 
  

 
  



In the Profile 4 simulation (which closely approximated the expected return), the 
investor’s R100 grew to R731 in real terms over 40 years, whilst the Profile 6 simulation 
grew to R1195. In other words, the Profile 6 simulation grew the investor’s asset base 
by 64% more than Profile 4. That is a big number. Risk is not just about volatility but 
needs to include the risk of not accumulating enough assets. This shortfall risk is the 
elephant in the room and is too often ignored as investors focus on shorter-term 
fluctuations. Return in itself is a buffer against risk. I am not advocating against lower-
risk portfolios as they play an important role in matching portfolios to investor objectives 
(such as meeting a required return at the lowest possible risk). I am simply emphasising 
the long-term expected cost of smoothing out returns too much. 
  
Finally, market timing is a mugs game. Sure, we have successfully applied modest 
tactical tilts to asset classes at the margin when the horizon looks seriously wonky. 
Usually, this is because we see a skew towards the downside that doesn’t fit the 
“equilibrium model”. But the truth is that there is a mountain of academic and empirical 
evidence that suggests that market timing is really, really hard and the outcomes tend to 
be somewhat random. The corollary is that those who believe that they have the only 
crystal ball in town (and who make big, dramatic risk-on, risk-off trades) tend to make a 
horrible hash of running portfolios (eventually). If it were as simple as moving into cash 
when markets were expected to fall and going back in when they were expected to 
bounce, you’d have a money printing machine – in fact, you wouldn’t share your secret 
and manage other peoples’ money, you’d keep it to yourself, mortgage your 
grandmother and invest selfishly on your own behalf. Selling out after taking the losses 
and buying back in after markets recover is a wealth destruction strategy that has no 
equal. 
  
Key messages 
 Risk is essential to generating long-term returns. 
 Not generating sufficient return in the long-term is a much bigger issue than short-

term volatility. 
 Know what risk you are prepared to take (or need to take) and what this means in 

terms of the behaviour required of you (in other words, sit tight when the noise is 
loudest). 

 Understand your investment. Know what kind of drawdowns and negative returns can 
be expected in advance – it makes it easier to stomach when they happen. 
Understand that negative returns are normal. 

 Know that you only have to make one bad market-timing decision to wreck the most 
carefully formulated projections. 

 Know that second guessing the market is not a winning strategy. 
 
Brandon Zietsman CAIA CFA 
CEO and Head of Investments 
 


