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NORTHSTAR MARKET REPORT (Q1 17)  

Big picture thinking  

Although we focus predominantly on bottom-up stock 

selection, we recognise that being enveloped in the 

detail could, at times, result in missing the bigger picture 

- a case of not seeing the wood for the trees. 

Consequently, we regularly look at markets from a 

distance with a focus on earnings, valuations, interest 

rates and inflation – the long-term drivers of returns. We 

also spend time on animal spirits – the market's fear and 

greed elements. 

 

With this in mind, the S&P has been a focal point, 

especially since the significant run it has enjoyed after 

the American election in November 2016. We have set 

out our approach in the graphs and explanations below. 

 

 

Earnings and Price 

As a stock price should reflect the net present value of 

earnings/cash flow, the best place to start is with the 

basics, in this case being S&P earnings, which we have 

traced back to the 1950s. Figure 1 shows the annualised 

five-year rolling earnings from the S&P and compares the 

earnings to the index’s annualised price returns. 

 

Bar a few exceptions (1975/1976 and 1985/1986), there 

is a very close relationship between the performance of 

the S&P and the earnings from its constituent 

companies. Historically, any retreat in earnings has led 

to a similar retreat in the performance of the index. 

Earnings on the S&P have grown at 3% annualised over 

the last five years, yet the market remains on a five-year 

annualised return of about 11%.

THE BIG PICTURE 
BIG PICTURE THINKING 

By Adrian Clayton, CEO and Analyst 

 

 

 

 

 

 

In this edition we have introduced sections that, we believe, will appeal to our readers' variety of interests. They 

are clearly marked for ease of navigation to the sections that most interest you – as usual, we would appreciate 

your feedback. We have asked various key staff members to write the articles. These main sections are: The big 

picture; From the analysts; Client corner and Northstar news; Product highlights and Advisor notes. 
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Figure 1. S&P 500 5 year earnings growth vs price (1958-2008); (Source Northstar, Bloomberg) 
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Either earnings need to rise to match the market’s return 

or the market needs to retreat to be in line with earnings 

growth. 

 

Earnings, inflation and the price performance from the 

S&P  

Figure 2 looks at the price performance of the S&P index 

relative to the earnings yield of the S&P, from which we 

subtract US inflation. This gives us a real earnings yield 

(i.e. a yield adjusted for inflation). Currently, the real 

earnings yield is extremely low, at 1.9% against a long-

term average of 3.1%, with highs of 9% and lows of -2%. 

 

A real earnings yield is an investor's compensation for 

holding an asset. When this yield is very low the investor 

will either remain invested in anticipation of future 

earnings, or, if the view is that earnings or profits will not 

materialise, sell the investment to find a higher real yield 

elsewhere. The graph shows that investors have 

historically exited equities when real yields reached 

levels that were considered inadequate compensation 

for the inherent risk – this occurred in 1969, 1973, 1987, 

1991, 2000 & 2008.  There were exceptions to this rule, 

but the incidences of selling on low yields is evident.  
 

Animal spirits – volatility and market drawdowns: 

S&P drawdowns – 1949 to 2017 

There is an old Wall Street adage that refers to stock 

markets ‘climbing a wall of worry'.  These days it is more 

commonly used in the context of bears ‘climbing a wall 

of worry’. The idea is that sitting on the side-lines of 

stock markets can be agonising for investors waiting for 

entry points. This is because markets often rise even 

when all evidence suggests that they should not. This is 

relevant because the S&P has enjoyed phenomenal 

returns since 2008, and many bears must be feeling stale 

and asking themselves whether it is time to capitulate 

and climb in?  

 

Our graph on drawdowns (Figure 3, over the page) 

depicts blue circles, each representing a correction 

experienced by the S&P from a previous high reached by 

the index. There is no obvious pattern to the corrections, 

certain decades experience numerous mini market falls, 

while in other periods drawdowns are fewer, but severe. 

What is interesting is that for the period 2009 to current, 

there have been no significant retracements in the S&P. 

This is the first time since 1949 that the S&P has avoided 

a correction exceeding 10% over a ten-year period.  

 

We appreciate that the current period to 2019 still has 

two years to go. Four of the periods under review have 

experienced market pull-backs exceeding 20%. No 

matter how the data is digested, the current period is 

quite unique with regards to the lack of ugly market 

events. 
 

Low levels of market variability in terms of returns  

The five-year standard deviation of returns for the S&P 

has reached the third lowest level since 1949 (Figure 4 

over the page). What does this mean? Standard 

deviation measures the spread of outcomes away from 

an average.
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Figure 2. S&P 500 vs Real earnings (1954-present); (source: Northstar, Bloomberg) 
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A high standard deviation means a high variability of 

outcomes, whereas a low standard deviation implies 

that most outcomes are close to the average. The S&P’s 

current standard deviation of 10% implies that 

annualised returns for the past five years have varied by 

only 10% up or down from the average. This is 

significantly lower than the usual standard deviation  

on the US market.  

The message is that over the past five years the market 

has been producing returns that are less variable than 

has been the case historically, and also less variable than 

investors are accustomed to.      

 

This time is not different 

At Northstar we do not believe in the concept that ‘this 

time is different’. Instead we embrace mean reversion 

and view stock markets as having embedded memory, 

which results in a return to the equilibrium. With this in 

mind, we are increasingly cautious on US markets. 

 
From our analysis above, we can say the following: Due 

to the low yield on the S&P, either earnings need to rise, 

inflation needs to fall or both need to move favourably. 

Market volatility is extremely low and abnormal and, in 

time, this has to escalate. The S&P has not experienced 

a serious drawdown or correction since 2009, while 

markets do rise over time - they do not rise all the time. 

An inevitable correction would form part of normal 

market dynamics.  

 

We are confident that the detailed research we conduct 

on every company ensures a large margin of safety exists 

in our chosen company stock prices. We do not believe 

that the same applies to the majority of companies that 

constitute the S&P. This adds significant risk to investors 

blindly diving into the many index ETFs being offered on 

the market. We believe great stock pickers will again 

begin to outperform index-focused products. 
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Figure 4.  S&P 500 standard deviation (1949 - present); (source: Northstar, Bloomberg) 



Northstar Market Report                                                                                                                  Q1 2017 

 

 

 

   Page | 4  

 

Oracle – Transitioning to the cloud  
Rory Spangenberg – offshore analyst responsible for 

our offshore buy list 

 

Legacy IT firms are faced with having to invest heavily in 

new infrastructure to ensure their businesses remain 

relevant in an environment where transition to the 

cloud is challenging traditional business models and 

enabling new competitors. 

 

The technology sector, and software in particular, has 

very attractive investment fundamentals. Companies 

that achieve scale benefit from high and increasing 

returns on capital, while the nature of the product and 

the licensing regime ensures customer loyalty. 

 

However, by its nature, technology requires constant 

innovation and investment. The cloud simply represents 

the latest demand in this respect. 

 

Essentially the cloud refers to a shift away from local PCs 

or servers, to a network of shared servers. Accessed on 

demand via the Internet, these servers store, manage 

and process data. 

 

The Internet has, in fact, enabled a new delivery 

mechanism. Where in the past we would have 

purchased a CD or cassette to listen to music, which we 

then owned, we now stream that music via the Internet. 

 

In much the same way, we can access software or IT 

services via the Internet. 

 

So, the cloud does not only represent a technological 

shift, it has required a change in the business or revenue 

model for IT companies. Just as the Internet has 

disrupted the music industry, allowing companies

like Spotify and Apple to build significant businesses at 

the expense of the incumbents, Oracle’s very attractive 

legacy business is being challenged by these dynamics. 

 

The economics of subscription 

The Economics of Cloud Software Differ from Those of 

On-Premises Software –  
Typical lifetime value models 

FROM THE ANALYSTS – stock focus 
ORACLE AND NETCARE 

By Rory Spangenberg and Marco Barbieri 

 

 

 

 

0

50

100

150

One Two Three Four Five Average

Initial licence Maintenance Upgrades

Years of service

Revenue ($ thousands)

48

On-premises customer

0

50

100

150

One Two Three Four Five Average

Subscriptions Usage growth Add-ons and cross-selling

Revenue ($ thousands)

Years of service

55

SaaS customer

Figures 5a, 5b. Economics of the cloud compared to on premises software (source: BCG analysis) 
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Under the traditional software license model, 

companies made most of their money upfront. They 

then earned incremental revenue via maintenance 

contracts and through the upgrade cycle, with the hope 

that customers would ultimately renew their licenses.  

 

The higher the cost of switching to a competing product, 

the stickier the customer relationship tended to be. 

 

Under a subscription arrangement, the revenue model 

has an annuity profile. Here less money is made upfront, 

but through increased usage and cross-selling of 

ancillary products, more money is made over time. 

 

The requirement to invest in expensive hardware also 

shifts to the provider. This means the client is not as tied 

to their initial purchase decision, reducing the stickiness 

of the relationship and inviting competition. 

 

Is Oracle’s moat under threat? 

The traditional source of Oracle’s competitive advantage 

lies in its dominance of the database market. Databases 

are generally extremely customised to run complex 

business processes. Changing database providers is a 

highly disruptive process. This complexity and the 

subsequent customer inertia clearly benefits the 

incumbent. It is also the reason the database market is 

one of the last to make the transition to the cloud. This 

process is now underway. 

However, despite a compound annual growth rate of 

70% per annum over the past six years in its Software 

(SaaS) and Platform (PaaS) service offerings, these 

businesses are not yet at scale, and so are not yet 

compensating for the decline in its traditional license 

revenue stream. The market is very focused on this 

threat and the level of cannibalization of its on-premises 

license business. 

 

While we are excited by the growth in cloud revenues, 

we do not share the market's concerns. Given the nature 

of Oracle’s client base and their reliance on Oracle's 

databases to perform critical functions, it is unlikely that 

large corporations will make the move into the cloud 

completely. It seems more likely that they will adopt a 

hybrid model, ensuring continued demand for Oracle’s 

on-premises offering. 

 

Parallels with Microsoft’s cloud transition  

There are interesting parallels with Microsoft’s transition 

to a cloud-based model. We found that process quite 

instructive in evaluating Oracle’s current position. 

 

It is fair to say that the situation with Microsoft was 

complicated by the loss of confidence in its management 

team and CEO Steve Ballmer, in particular. Yet the 

volatile but ultimately successful execution of its cloud 

strategy has seen a meaningful re-rating of its shares.
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Figure 7.  Cloud revenues (source: Northstar, Bloomberg; 2010-2016) 
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Microsoft’s historic price earnings multiple discount to 

Oracle of c20% has evolved to a premium of c40% today, 

as the market has recognised and rewarded the success 

of this strategy over the past five years (Ballmer was 

replaced in 2014). 

 

Today Microsoft trades on 30x reported earnings, 

making Oracle’s multiple of 18x look pretty modest. Our 

base case valuation of the business does not assume 

much, if any, re-rating of the shares which should 

continue to be supported by strong free cash flow 

generation, most of which is directed at the company’s 

capital management program. 

 

Despite being required to make organic and inorganic 

investments in its cloud strategy over the past few years, 

Oracle has been able to return, on average, around 5% 

of its market capitalisation per annum to shareholders 

via dividends and share buybacks. With this investment 

demand largely behind them, we expect most, if not all, 

of the company’s free cash flow – amounting to c7% of 

its market cap – to be put to increased dividends and 

share buybacks. 

 

 
 

 

Netcare – attractive pricing 
Marco Barbieri – head of research and co-manager of 

the Northstar Met Managed Fund  

 

The South African healthcare industry – pressure, 

pessimism and potential 

 South African hospital groups have been under 

pressure, with the SA Healthcare index falling by more 

than 27% over the past two years against the JSE All 

Share Index, returning +0.2%. A number of factors are 

responsible for this severe underperformance: 

 

1. Low medical scheme growth in South Africa and 

consumer affordability concerns. 

2. Regulatory fears. 

3. Sector rotation into cyclical shares away from 

defensive shares. 

 

Our view is that the market is currently underestimating 

the resilience of the local hospital groups’ long-term 

earnings potential and their ability to defend and expand 

operations. Netcare is our preferred stock in the sector. 

 

Investment case - high quality company at a 

compelling valuation 

Netcare is a leading private healthcare provider in South 

Africa and the UK. The group has a dominant position in 

South Africa where it has been able to exert significant 

pricing power over customers (patients) due to its 

extensive network of hospitals, and the highly-

consolidated nature of the industry. 

 

The group’s operations in the UK, while impacted by 

National Health Service (NHS) structural issues and 

uncertainty over Brexit, offer a long-term upside as a 

result of positive long- term demographic dynamics. 
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At this stage, the UK is not a large contributor to earnings 

(6% of group earnings in 2016) nor a large component of 

the share’s valuation, but we expect this to change in 

time. 

 

Industry - SA healthcare is highly consolidated 

In South Africa, the private hospital industry is an 

oligopoly dominated by three hospital groups, namely 

Mediclinic, Life Healthcare and Netcare, which share a 

combined market share of over 70% of insured lives. As 

a result, these companies have been able to exert strong 

pricing power over customers (patients) and bargaining 

power over suppliers (primarily private medical 

schemes).  

 

While the industry structure is supportive, growth has 

been constrained over the past few years by low private 

sector job creation and consumer affordability issues. 

 

Also, legislative headwinds, in particular the potential 

impact of the Competition Commission enquiry 

currently underway, have created much uncertainty 

regarding future pricing dynamics. 

 

Our view - that the enforcement of negative price 

dynamics is likely to be successfully resisted over the 

coming years, and that the weak public sector healthcare 

structure will require a degree of cooperation with the 

private sector - remains.

Moat - scale and market position 

Netcare’s ability to consistently increase prices (revenue 

per patient day in Figure 9) over the past decade is 

indicative of a company with a strong moat. The group’s 

competitive advantage stems from its dominant position 

in the industry and the significant capital costs required 

to set up a hospital network of this size. 

 

Management - driving volume growth 

Netcare’s management team is well established. Its 

primary focus over the past few years has been to grow 

volumes (hospital beds) in South Africa and improve the 

profitability of its UK operations. We believe this is the 

correct strategy in the current market environment. 

 

Valuation - attractive opportunity 

Based on our valuation work, we believe Netcare is 

currently trading close to our bear case scenario, and 

offers significant upside potential for investors at these 

levels. 
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Northstar Market Report                                                                                                                  Q1 2017 

 

 

 

   Page | 8  

 

The rise of the machines  
Matt Bertram, COO responsible for client servicing, 

operations and finance 

 

The millennial, technology mix 

You can finally buy Nike’s ‘Back to the Future’ sneakers, 

30 years after the film was released.  On 21 October 

2015, which you might recall as the date that Marty 

McFly (Michael J Fox) travelled into the future, Nike 

presented him with the “real” self-tying sneakers that he 

received on that date in the movie. Today the new 

buzzwords are disruptive technologies, the block chain 

(or distributed ledger), artificial intelligence and machine 

learning.  Examples of direct applications of these 

include bit-coin, self-driving cars, robo-advisors and 

Alexa (Amazon’s home assistant). Tech’s “Four 

Horsemen” Amazon, Apple, Alphabet (Google) and 

Facebook are all investing heavily in these technologies.   

 

The millennials, born roughly between 1980 and 2000, 

are the largest and most educated generation in 

Western history. They have embraced the tech boom 

and are characterised as, among other things, 

challenging paradigms and wanting to do things quicker 

and better (smarter). It is clear that this generation is 

likely to have an accelerative effect on the digital 

revolution. One only has to look at the disruptive, or 

worded differently, innovative and ground breaking 

technologies of Uber and Airbnb to see how rapidly the 

rules are changing.   

 

These are also examples of millennial thinking coming 

head-to-head with long established industries, heavily 

populated by previous generations. 

 

Asset management impact 

Assets available in the investment management space 

continue to grow, yet the industry has a relatively 

narrow moat, or barrier to competition.  This, along with 

the following makes it attractive to ‘disrupters’: 

• High profits.  

• Technology arbitrage opportunities.  

• The political, social and economic landscapes 

and factors overlaid across these, including 

changes to regulation, Brexit, Trump, the rise of 

the BRICS economies and the millennial 

generation.  

Immediate examples of potential disruptions would 

include robo-advisors and the growth in exchange 

traded funds (ETFs).       

 

The jury is still out 

Marty’s sneakers, albeit a marketing ploy by Nike, took 

30 years to become a vibrant reality, but my personal 

favourite - the flying car - is unfortunately not widely 

available yet. These things take time to evolve, it is 

difficult to predict time frames accurately and often they 

do not turn out quite the way they were originally 

conceived. Then, of course, there will always be adopters 

and dissenters. Examples include: robo-advisors and 

ETFs, seen as potential over simplifications by previous 

generations might be viewed as no-brainers, although 

potentially naively, by a more broadly educated and tech 

savvy millennial generation. 

 

How Northstar uses technology 

What makes Northstar unique is our proprietary deep 

research model and our personal approach to clients. 

Technology is at best a long way off in terms of replacing 

these and we do not think it will. However, used 

intelligently technology can enhance both significantly. 

 

My focus is on the operational aspects of running the 

business and critically on client service delivery.

CLIENT CORNER AND NORTHSTAR NEWS  

RISE OF THE MACHINES 

STAFF MEMBER HIGHLIGHT RORY SPANGENBERG 

By Matt Bertram  
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To maintain our edge, we stay relevant and seek to adopt 

those advancements that: 

• Help us understand client needs on an ongoing basis.  

• Continually improve client service and delivery. 

• Free up and better equip the investment team to 

focus on delivering returns to our clients. 

 

We use technology to improve the quality of time spent 

on clients by, for example, automating the 

administrative aspects of our business. Our personal 

angle is critical to us as we do not want to evolve into a 

large institution with a client factory floor. With this in 

mind we have: 

• Invested in a new portfolio management system - our 

clients will benefit from better access to information 

and it will enhance our ability to implement our 

investment ideas. 

• We have upgraded our digital presence - have a look 

at our new website which reflects our business. 

• We are using podcasts to communicate our market 

views directly to you. We have also created video 

footage to explain our values and approach to market 

noise. We will build these over time to continually 

improve our communication with you. 

 

In summary, we exist in a rapidly evolving digital era 

where we must remain relevant. This means keeping 

abreast of the numerous solutions presenting 

themselves, and cherry-picking those that align with our 

values of servicing clients and producing returns. Self-

tying shoes do not meet our criteria! 

 
 

 

Staff member highlight – Rory 

Spangenberg 
 

Rory Spangenberg joined Northstar on 1 January 2017 

as an analyst to bolster our offshore capabilities. 

 

Rory, where have you worked? 

I joined Northstar from SignalHill Investment 

Management, where I was the managing director and 

portfolio manager, with a focus on global research and 

investments. Before establishing SignalHill, I spent ten 

years with Investec managing value and income growth 

strategies in the Wealth & Investment division. Prior to 

joining that division, I was head of the South African 

research sales desk at Investec in London, with previous 

experience in research sales for Barnard Jacobs Mellet 

and as the equity portfolio manager of the Sasol Pension 

Fund. 

 

What do you enjoy the most about investing? 

I enjoy the process of understanding the drivers of 

different companies and the industries in which they 

operate. It feeds my natural curiosity about the world, 

and the interconnectedness of all the things that impact 

on the investment case for any particular company. 

Seeing the positive impact this work has on growing 

client’s capital is very rewarding. 

 

How do you best allocate your time for the highest 

impact? 

I try to read as widely and as much as possible. Over time 

I have defined a set of investment criteria and a mental 

framework within which to recognise and evaluate 

potential investment ideas. This means I can cover quite 

a lot of ground pretty quickly, discarding things I am 

unlikely to invest in, leaving more time to develop a deep 

understanding of the investments that do make it into 

the portfolio. 

 

What will your focus be at Northstar?  

My focus is on researching offshore investment 

opportunities for the various client portfolios and funds, 

and to manage these as part of the broader team. 

 

Why choose Northstar, you could have worked 

anywhere? 

Since Adrian and I have known each other for over 18 

years, I had a good idea of what the team and the 

Northstar culture would be like. Equally, having spent 

most of my career with large institutions where the 

demands on your time are often quite peripheral to 

investments, I was attracted by Northstar’s focus on, and 

commitment to, research and investment excellence. 

 

What do you hope to add to Northstar in the years 

ahead? 

An enduring interest in investing in its purest form, and 

a healthy dose of scepticism about some of the 

conventions and conventional wisdoms in our industry. 
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NORTHSTAR GLOBAL FLEXIBLE FUND 

 

What is the investment objective of the fund and 

what will it likely invest in?  

The Global Flexible Fund aims to achieve long-term 

capital growth offshore. The fund will be managed with 

a bias towards global equities because of the superior 

long-term returns from this asset class. However, if 

prospective returns from equities are not attractive, the 

exposure to other asset classes, such as real estate, 

bonds or cash, will increase according to our view of 

changing economic and market conditions. 

 

Will the fund have a particular geographic or industry 

focus? 

No, the fund is not focused on any specific geographical 

area, industry or sector. It may invest in equities of 

companies across the full spectrum of market 

capitalisations as well as government or corporate 

bonds. 

 

Who is the fund suitable for? 

The fund is suitable for long-term investors seeking a 

globally diversified portfolio of predominantly growth 

assets, without having to consider the asset allocation 

decision or relative attractiveness of the asset classes 

themselves. 

 

Why has Northstar chosen to launch a Global Flexible 

Fund? 

Northstar has developed meaningful competence and a 

solid track record offshore. This fund will allow us to give 

full expression to our investment philosophy and 

process, which is aimed at identifying quality assets, 

where value exceeds price. Our confidence in our ability 

to consistently identify attractively valued quality 

companies stems from the extensive experience of the 

team investing abroad and, more lately, Northstar’s 

record established over the past four years.  

Figure 10 illustrates the contribution of our global equity 

holdings to the Northstar MET Managed Fund. With the 

exception of 2014, the contribution has been 

overwhelmingly positive. The Hit Rate – the number of 

holdings outperforming the benchmark – has averaged 

64%, high by industry standards. The lesson from 2014, 

when most of our holdings outperformed the 

benchmark but the overall contribution detracted, was 

to revisit our approach to portfolio construction, which 

we now consider a strength of our process. 

 

Where is the fund domiciled and what is its base 

currency? 

The fund is domiciled in Ireland with a US dollar base 

currency. The fund has US dollar and sterling unit classes. 

 

What is the risk profile of the fund?  

While the manager may diversify across all asset classes, 

the fund is expected to be meaningfully invested in 

equities over time. We expect the FSB to approve the 

fund shortly, it has already been approved by the Central 

Bank of Ireland. The fund will be accessible offshore for 

investors with existing foreign funds, as well as for South 

Africans making use of their annual offshore allowances. 

Northstar will also be launching a Rand-based or local 

feeder fund that will feed into our offshore fund.  

PRODUCT HIGHLIGHT  
NORTHSTAR GLOBAL FLEXIBLE FUND  

By Rory Spangenberg 
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How to deal with inherent bias  

Nick is responsible for servicing financial advisors who 

make use of Northstar Asset Management. Daniel is 

responsible for the operations team who service our 

private clients.  

This is a new column in our quarterly aimed at financial 

advisors and the issues they might consider important 

for their clients. We intend to keep it focused on 

investments, rather than the other aspects of financial 

planning. One of the main concerns advisors have is how 

to assist clients to make the best decisions for their 

personal circumstances. Advisors generally run through 

a six-step financial planning process to deliver a holistic 

financial plan to clients. These plans are reviewed 

annually or when circumstances change. The problems 

begin when there are unwarranted deviations from the 

plan. 

 

This is where behavioural finance can help clients and 

advisors understand human behaviours that may derail 

a well-thought-out financial plan. There is a lot of 

ground to cover on this topic, so we are only going to 

touch on some key aspects in this article. 

 

Behavioural finance attempts to explain stock market 

anomalies such as severe rises or falls in stock prices in 

terms of non-logical human behaviour. It developed 

from a belief that the efficient market hypothesis (EMH) 

does not explain anomalies found in the real world. 

 

EMH was developed in part by Eugene Fama in the late 

1960s. It suggests that it is impossible to beat the market 

because prices already incorporate and immediately 

reflect all relevant information. The theory has many 

critics, notably George Soros who said, in 2009 after the 

financial crisis, “On a deeper level, the demise of Lehman 

Brothers conclusively falsifies the efficient market 

hypothesis.” EMH assumes all investors are rational and 

that they will incorporate new information into their 

current understanding and accurately assess the 

probability of a future event based on this information. 

They will then use this information to make decisions 

based on the attractiveness of the opportunity, taking 

risk into account. 

 

The potential anomalies to EMH with reference to 

behavioural psychology 

 

Representativeness bias 

The assumption that all investors are always rational is 

flawed. Research has shown that people do not behave 

in a rational manner when reacting to new information, 

and they give more weight to recent information than 

prior information. 

 

Overreaction bias 

Positive or negative news in the press results in 

overreaction, as investors become overly pessimistic or 

optimistic in response to a succession of positive or 

negative news stories. 

 

The herd instinct 

People will follow popular trends without much 

investigation or thought on the matter. You are talking to 

friends at a braai over the weekend and they all say you 

should sell your share portfolio and buy a passive index 

tracker instead - "Everyone is doing it." 

 

Framing 

People tend to reach conclusions based on the 

'framework' within which a situation was presented. Dr 

Daniel Kahneman, Nobel Prize-winning author of 

Thinking Fast and Slow gives the following example of 

choices: 

1. Would you accept a gamble that offers a 10% chance 

to win $95 and a 90% chance to lose $5? 
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2. Or, would you rather pay $5 for a lottery ticket with 

a 10% chance to win $100 and a 90% chance of 

winning nothing? 

Kahneman says far more people choose the second 

option. This is odd because from a rational, economic 

perspective the results are identical. You either end up 

$95 richer, or $5 poorer. 
 

The psychological explanation is that the first example 

expresses a high risk of losing $5. The second example 

frames the $5 as a small cost for the chance to gain $95. 

We react more negatively to losses than costs, which 

plays into human nature and our natural aversion to 

loss. 
 

Mechanisms to manage irrational human instincts 

We have spoken to some financial advisors about how 

they manage potential biases and these are some of 

the actions they recommended. 
 

• Identify your or your client’s possible 

biases. Understand what circumstances give rise 

to these. This requires some research on your part. 
 

Doing some research into the biases that could trip up 

your carefully crafted investment plans could save you 

making some avoidable mistakes. Here is some 

suggested reading: 

− Thinking Fast and Slow; Daniel Kahneman. 

− Why Smart People Make Big Money Mistakes and 

How to Correct Them: Lessons from the Life- 

Changing Science of Behavioural Economics; Gary 

Belsky. 
 

• Set up systems to compensate for your biases. 
 

Play devil’s advocate and question all your assumptions. 

Do not always trust your intuition, which could be based 

on some unconscious bias. Set up systems to ensure all 

your advice is underpinned by rational research. This is 

not only a legislative requirement for advisors and a key 

clause in the General Code of Conduct for Certified 

Financial Planners. It also serves as a reminder of the 

factual basis for financial advice if you cannot remember, 

six months later, why you decided to invest in a 

particular fund or use a specific asset manager.  

 

Make incremental decisions based on research, statistics 

and frameworks. Get feedback on these decisions and 

evaluate it. This will enable you to make a rational 

decision when you think you should change your asset 

manager or some aspect of your investment plans based 

on recent news articles. 
 

• Check that your asset manager is doing thorough 

research. 

Does your asset manager have a thorough research 

process? Can they explain it to you in a detailed, logical 

way? 
 

Employing an asset manager with a deep research based 

investment philosophy, who uses in-house proprietary 

research, means there is less likelihood of herd 

behaviour and other biases. When managers put heavy 

weighting on sell-side research and analyst 

recommendations, it creates a potentially fertile ground 

for herd behaviour. 
 

Large investment banks, and the analyst 

recommendations and newsletters they produce, are 

susceptible to herding. Sceptics believe these stock 

recommendations are open to internal influences, due 

to the firms being researched, being either clients, or 

would-be clients of the investment bank. Academic 

research has shown that there are various motives 

behind the herding behaviour of analysts. 
 

A leading theory is based on a reputational model, where 

an analyst’s reputation has a large effect on the potential 

for herding. For example, an inexperienced analyst has a 

greater incentive to hide amongst the herd than an 

experienced analyst. Or where analysts with elevated 

reputations and high salaries, are less likely to go against 

the grain to protect their status and remuneration. 

 

So, it is important to ensure your chosen investment 

professional’s investment decisions are well 

documented, with accompanying deep research which is 

formulated by an investment committee using a tested 

framework. 

 
If your asset manager does not have a documented, 

research-based process for stock picking, as well as a 

method to clearly understand the potential risks relative 

to prospective returns in a portfolio - how do you know 

they are not also falling into the bias trap or following 

the herd?  
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THE FINANCIAL ADVISORY AND INTERMEDIARY SERVICES ACT, 2002  

 

Northstar Asset Management Proprietary Limited is an 
authorised financial services provider in terms of the Financial 
Advisory and Intermediary Services Act 2002.  All information 
contained in this document should not be construed, or relied 
upon, as advice. If you require financial and/or investment 
advice, please engage the services of an independent 
financial adviser.  
 

INFORMATION AND CONTENT  

 

The information and content (collectively 'information') 
accessible in this document are provided by Northstar as 
general information about the company and its products and 
services. Northstar does not guarantee the suitability or 
potential value of any information or particular investment 
source. Any information in this document is not intended nor 
does it constitute financial, tax, legal, investment, or other 
advice. Nothing contained in any service or any other content 
in this document constitutes a solicitation, recommendation, 
endorsement or offer by Northstar.  Nothing contained in any 
service or any other content in this document constitutes a 
solicitation, recommendation, endorsement or offer by 
Northstar.   
 
Illustrations, forecasts or hypothetical data are not 
guaranteed and are provided for illustrative purposes only; 
returns or benefits are dependent on the performance of 
underlying assets or other variable market factors; there are 
risks involved in buying or selling a financial product; past 
performances are not necessarily indicative of future 
performances; and no guarantees are provided. 
 

 

 


