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Strategy for Managing a JSE Equity Portfolio

Introduction
New ideas are constantly being explored so Our Strategy is constantly evolving.  This memorandum attempts to summarise where we are today on this subject.
It is suggested that you use this document as your strategy – merely modify the wording.

Before considering the detailed investment strategies, you should focus on the following five macro strategies:
1. Crystallise your mission

2. Priority rate this activity

3. Obtain the required knowledge

4. Obtain access to our database
5. Work on your mindset
Once you have mastered the five macro strategies, you should work on your strategies for constructing, maintaining and managing your portfolio:

6. The investment style you are to follow
7. The goals you are to set for yourself

8. The policies you are to follow

9. The profile of your portfolio

10. The procedure for selecting your holdings

11. The weightings to give to each counter

12. The post-mortem procedure
1. Mission
A typical mission could be to create a store of wealth to provide financial security and a source of income when one “retires”, whatever that means to the investor.  Crystallise your mission and write it out.
2. Priority

Prioritise this activity to ensure that you give it the attention it deserves.  At my stage of life it is my second priority after my health. 

3. Knowledge
Study the information in the A Knowledge and C Sundries folders in the secure section of our website.  If you do not have access to the website, make arrangements with Jade to obtain access.
4. Information
Study the information about the markets and the companies in our database (folder B Database in the secure section of our website).  If you do not have access to the website, make arrangements with Jade to obtain access.

5. Mindset

The important mindset attributes you need to construct and manage a portfolio are to be:

1. Proactive, i.e. stop procrastinating

2. Decisive, i.e. stop being timid

3. Positive, i.e. stop focusing on what can go wrong

4. Focused, i.e. not to merely “skim” or “look at” the information sent to you 

5. A master of detail, i.e. fully understand the principles of investing
6. Patient and persevere, i.e. not to give up when markets are not to your liking

7. Humble, i.e. to learn from your mistakes

8. Consistent, i.e. stick to your plan 

6. Style
We have identified two investment styles used by members of Hedgehog:

1. The Traditional Balanced (TB) style
2. The Enhanced Tracker (ET) style

The TB style fills the portfolio with sound long-term investments equally weighted whereas the ET style uses the modified enhanced beta strategy – see below.
7. Goals

The TB style portfolio sets a goal to beat inflation, earn an absolute return or earn a return above the after tax government bond rate.

The ET style portfolio sets a goal to beat the market return by a pre-determined margin, e.g. 3% p.a.

Both styles set a goal of protecting capital from the risk of loss.

8. Policies

Your policies are the guiding principles you have decided to follow when constructing, maintaining and managing your portfolio.  They are mainly designed to minimise the risk of loss.

To illustrate, I have given you my policies below which I modify periodically as I get more insight into the investment process.

Mindset

1. I take control and responsibility for my own portfolio of listed JSE equities.
2. I am an investor and do not gamble or speculate.

3. I am proactive, persistent, disciplined, positive and a master of detail.

Approach

4. I follow the Enhanced Tracker (ET) approach to investing.

5. I stick to my long term strategy even in years when it seems not to be working. However, I keep evaluating it to ensure that it is still relevant.
6. I attempt to enhance my returns by eliminating unnecessary duplicates and poor performing counters in the Top 40 Index from my portfolio. 

7. I use the adjusted market weighting approach to weight the counters in my portfolio employing caps and floors. 

Construction

8. I aim to hold between 12 and 14 counters in my portfolio.

9. I use the Modified Enhanced Beta strategy (MeB) when constructing my portfolio.

10. I use the Top 40 index as my “Beta”.  
11. I aim for 70% of my portfolio to be from Stratum A and 30% from Stratum B.  I avoid Stratum C counters.

12. I aim for 65% of my portfolio to be from the Industrial Sector, 25% from the financial sector and 10% from the resources sector. 

13. I aim to include at least 45% of my portfolio in rand-hedge shares.
14. I use the modified market weighting approach to weight my portfolio.

15. I cap any one share in my portfolio at 20% and hold no less than 4% in any one share.

Selection

16. I base all decisions on sufficient, relevant, reliable and current information from the source.

17. I use the four evidence based system (4EB) when evaluating shares for inclusion in my portfolio, i.e. performance, profile, business and value.
18. I do not invest in properties, bonds, unit trusts, tracker funds, retirement benefit funds or pension funds. 

19. I do not invest in SA mining companies due to the risks involved, their poor past performance and the unsustainability of their future performance.
20. I do not invest in property companies as they are too closely aligned to the economy.

21. I avoid Sasol as it is a bet on the oil price and the rand dollar exchange rate – I am not a gambler but an investor, so do not bet. 

22. I avoid placing halos on companies, i.e. I keep emotion out of the selection process. 

23. I do not chase the next big thing but confine my selection to a soundly researched watch-list of counters based on the Top 40 index. 

24. I avoid companies that merely hold shares in other local listed companies as these holding companies tend to destroy value by not passing the benefits of the underlying companies onto their shareholders, examples being Nasapers, Remgro, Reinert, and PSG. 

Managing

25. I do not try to time the market; once I have a plan I execute it. 

26. I exercise patience when managing my portfolio. I am in this game for the long haul so short term movements in the market do not affect my decisions. 

27. I do not bet on turnarounds, unless evidence indicates a high probability that it will materialise.
28. I avoid knee-jerk reactions, e.g. selling gems due to a non-recurring negative event. 

29. I do not fiddle for the sake of fiddling: I keep my gambling instincts under control. 

30. I do not act on stories: I do my own research and analysis before investing in a counter. 

31. I exit a counter as soon as it no longer meets the 4EB (performance, profile, business and value) criteria.

32. I avoid a high concentration in clusters such as banks and retailers as these shares tend to move in tandem with each other thereby increasing portfolio risk. 

33. I trust my own ability and instincts. 

34. I conduct monthly post-mortems on my portfolio’s performance using the what (what was the outcome), why (why was that the outcome), how (how do I intend rectifying the problem) and when (when do I plan to take action).
35. I only rebalance my portfolio once every six months and only if it necessary. 

36. I do not let my ego blind me to my mistakes: I ensure that my responses have the objective of improving future outcomes.
37. I periodically modify my policies as new ideas evolve.
9.  Profile
The following aspects need to be decided upon when constructing or re-balancing a portfolio.  Enter the amounts and percentages in the construction sheet in A Passive Wealth Builder in Folder B Database – see the cell numbers below.
1. The total amount to be allocated to it (B10)
2. The number of counters to be held in Strata A, B and C (F10 to F13) 
3. The proportion to be held in Industrials, Financials and Resources (I4 to I6)
4. The proportion to be held in Stratum A, Stratum B and Stratum C (D4 to D6 and G10 to G12)
10. Selection Procedure
The same selection procedure is used for each style of portfolio, be it the Traditional Balanced or Enhanced Tracker style.

Every decision taken should be based on sufficient, relevant, reliable and current evidence obtained from the source.  Basing decisions on media articles or hearsay is risky.

Our Programme uses a four-step evidence based approach for selection, i.e. Performance, Profile, Business and Value.  A brief summary of the 4EB analysis system is:

Performance: (Company, share, price and dividend performances)  

Profile: (Management’s ability and performance, reporting integrity, financial strength and regulatory compliance)
Business: (Nature thereof, extent to which diversified, whether or not sustainable and threats and opportunities)
Value: (Maintainable dividend, Predicted growth in future dividends, required return and sensitivity analyses on resulting valuation)
Rank the counters in the Company Watch List sheet in A Passive Wealth Builder’s file (column K).  A “5” ranking will result in that counter being selected for inclusion in your portfolio.  These rankings are picked up by the Core sheet in this file.  By clicking the VBA button “Update 5’s” your chosen portfolio takes shape in the construction sheet.

For a more complete explanation of this system, see Chapter 11 of version 8 of our manual.
11.  Weighting Counters
The major difference between the two styles of portfolios, other than the goals, is the weighting of counters.  The traditional balanced approach usually aims for more or less equal weighting whereas the enhanced tracker approach follows a modified market weighting approach with built-in caps and floors.
The purpose of capping holdings in a portfolio is to guard against the risk of a large holding tanking and the purpose of minimum holdings (floors) is to ensure that each counter adds value to the portfolio.  Holding 1% in a counter does nothing for one’s portfolio.  Enter the caps and floors in C10 and D10 of the construction sheet.
Use column I in the construction sheet as a guide to weighting your portfolio if you follow the ET approach and enter your weightings in column L.
12. Post-mortems
There can be no improvement in the performance of an activity unless the outcome thereof is followed by a thorough post-mortem.  Our post-mortem procedure involves four steps:

1. What was the outcome?

2. Why did the outcome materialise?
3. How can I improve future outcomes?

4. When do I plan to take action?

For the purpose of illustration, I have used Beta Plus’s portfolio’s performance for the seven months ended 31 July 2020.

Outcomes (What)
The following table illustrates the returns achieved by Beta Plus’s portfolio for the seven months ended 31 July:

	Returns
	Beta +
	Market
	Diff.

	Sectors
	+1.3%
	-0.2%
	+1.5%

	Industrials
	+16.6%
	+8.8%
	+7.8%

	Financials
	-34.9%
	-32.0%
	-2.9%

	Resources
	+7.2%
	+15.1%
	-7.9%

	Strata
	+1.3%
	-0.2%
	+1.5%

	A
	+10.9%
	+19.7%
	-8.8%

	B
	-20.8%
	-2.9%
	-17.9%

	C
	0.0%
	-23.7%
	+23.7%


Beta Plus’s goal is to beat the market return by 3% p.a. or, for the first seven months of the year, by 1.7% and to minimise the risk of loss.  His overall performance has almost achieved these goals.
To assist in understanding the causes of the performance of the investor’s goals, the table below compares the sector and stratum market proportions with the actual portfolio proportions: 

	Proportions
	Beta +
	Market
	Diff.

	Sectors
	100%
	100%
	0%

	Industrials
	63%
	48%
	+15%

	Financials
	18%
	17%
	+1%

	Resources
	19%
	35%
	-16%

	Strata
	100%
	100%
	0%

	A
	75%
	62%
	+13%

	B
	25%
	26%
	-1%

	C
	0%
	12%
	-12%


Beta Plus’s portfolio at 31 July 2020 was (R’000):

	Code
	Strat.
	Sect.
	Val
	Prop.
	Ret.
	%

	BHP
	A
	Resi
	2 219
	13.8%
	301
	15.2%

	BTI
	A
	Indi
	1 095
	6.8%
	-22
	-2.4%

	CFR
	A
	Indi
	852
	5.3%
	12
	0.8%

	FSR
	A
	Fini
	699
	4.3%
	-405
	-35.9%

	MNP
	A
	Resi
	708
	4.4%
	-42
	-5.7%

	PRX
	A
	Indi
	5 772
	35.9%
	1 714
	46.6%

	SBK
	A
	Fini
	706
	4.4%
	-353
	-32.3%

	BID
	B
	Indi
	1 123
	7.0%
	-123
	-12.8%

	CLS
	B
	Indi
	1 370
	8.5%
	-150
	-9.8%

	CPI
	B
	Fini
	884
	5.5%
	-562
	-38.9%

	SLM
	B
	Fini
	669
	4.2%
	-164
	18.9%

	
	
	
	16 096
	100%
	205
	2.7%


Note: PRX = NPN + PRX

Causes (Why)
The following were the causes for the outcome:

1. The industrials sector of the portfolio outperformed the market by superior selection and weighting of counters within this sector.

2. Over-weighting the industrial sector in the portfolio improved the overall portfolio performance.

3. The financial sector of the portfolio underperformed the market mainly due to the poor performance of Capitec.

4. The poor performance of the resources sector of the portfolio was due to the avoidance of gold counters.

5. The portfolio performance benefitted from the avoidance of Stratum C counters.

Plan (How and When)
The investor will continue to avoid investing in the SA mining industry and Sasol due to the high risks involved.

The investor will continue to avoid investing in Stratum C counters as they do not contribute to enhancing beta returns.

The investor will continue to underweight the NPN/PRX counters in his portfolio due to the risk of these shares falling.

Kind regards,
Jade Spear and Charles Hattingh,

August 2020
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