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Simple Approach to Investing on the JSE

Introduction
Two people asked me to simplify the approach to investing on the JSE (investing for dummies!).  I am confident that the approach below will, in the long run, be far superior to buying financial products based on JSE equities.  As the investment guru, Mr. Buffett says, “To be successful at investing all you need is common sense”.  I would like to add “and sound attitudes with access to a database of sufficient, relevant, reliable facts”.
Step 1:  Mindset
There are three types of people who manage their own portfolios of listed equity JSE shares:
1. Gamblers, i.e. those who transact without any evidence for the decisions they make or act on unsubstantiated rumours.
2. Speculators, i.e. those who work on systems, e.g. candles, candle sticks and flames, moving averages, triple tops and other wild theories.  They do not work.

3. Investors, i.e. those who choose a winning approach, take decisions based on research, construct their portfolios using their pre-determined strategies and monitor their performance by conducting post-mortems and learning from their mistakes.

If you are apathetic, suffer from inertia, lack common sense or do not read widely, and are not prepared to change your poor habits, you should not manage your own portfolio.
Step 2: Choose your approach
Investors usually choose one of the following two approaches:
4.  Attempt to build portfolios by selecting sound long term investments with the purpose of generating a fixed return or a return above inflation.  In Our Programme these investors are called “Absolute return investors”.

5. Attempt to track the market and generate “alpha”, i.e. a return above the market return, in the long term.  In Our Programme they are called “Relative return investors”.

Over the years I have tracked the performance of hundreds of portfolios managed by individuals.  Relative return investors, on average and over time, out-perform gamblers, speculators and absolute return investors.

What follows assumes that you will follow the relative return investment approach.
Step 3: Plan the construction of your portfolio  

The strategy we use when following the relative return investment approach is called the Modified Enhanced Beta (MeB) strategy:
6. We use the Top 40 Index as our “Beta” to track the market returns.  To view the shares comprising this index open the file called A Passive Wealth Builder in the B Database folder and click onto the JSE’s “Top 40 Index”.
7. We attempt to “Enhance” the returns produced by this index by eliminating the poor performers and high risk companies and by selecting only good potential performers in the index.

8. We consider the market weightings of the floats, i.e. the size of the companies by market value of the shares available for us to buy, (see column F in the Top 40 JSE Index) but we “Modify” the weightings of the counters we select for inclusion in our portfolio by limiting the proportion of any one share to reduce risk and placing a floor on any one share to ensure that it contributes to the return on the portfolio.  
We then take some strategic decisions:

9. How much of our funds we intend to allocate to our JSE equities portfolio. 
10. How many shares to hold in our portfolio (suggest 15 for a large portfolio, 12 for a medium one and 10 for a small one)

11. The portion of our portfolio that will come from the Top 10 shares in the index by the size of the float (called Stratum A), what portion will come from the next 30 companies by size (called Stratum B) and what portion will come from other shares in the All Share index (called Stratum C).  We tend to avoid Stratum C shares in our portfolio to reduce the work spent selecting shares.
12. The portion of our portfolio that will come from industrials, financials and resources.  We are guided by the market proportions but we modify the proportions based on past performance of the sectors and risk profiles.
To get some ideas on the above, see my personal investment policies.  I have been in the game for many years (over 50) and still learn something new every day. 
Step 4: Select your shares
This step is vital in formulating your portfolio.  There are two approaches to making choices:

13. The ethereal approach, i.e. relying on faith, hope, belief and gut.
14. The scientific approach, i.e. relying a sound process, evidence, facts and analysis.
The source of the first approach is your unconscious mind over which you have no control and the second your conscious mind which you can control.  I looked into the possibility that those following the first approach lacked willpower.  Colette, my eldest, who studied psychology at RAU, said that those who let their unconscious minds control their actions are lazy.

Obviously we follow the scientific approach to decision making.  We obtain sufficient, relevant, reliable and current information about the company and share we are considering and assess the performance, profile, business and value of each company and share before making our choices.  Most of the information you will need to take decisions is in the company files in the database.  Work through the manual to understand how to use this information.
In the Company’s Watch List I give you my assessment of the company and share in column J.  5 means go for it, 4 means consider it and 3 means leave it for now.  If you decide to include the share in your portfolio type a 5 in column K opposite the share.

Go to the sheet called Core Shares.  Your choices are reflected in column G.  Click the VBA Button called “Update 5’s” and your portfolio will appear on the next sheet.  You can now see if you have the number of shares you decided on in Step 3.  To change your selection go to the previous sheet and change your ranking in column H (not G, as G contains formulas) and re-click the Update 5’s button.  You can do this as many times as you need to finalise your selections.

In column L Now enter your desired proportions for each share chosen and ensure that the chosen portfolio is in compliance with your construction strategy in Step 3 above.

Step 5: Monitor your portfolio’s performance
The most effective way of doing this is to join our Hedgehog family.

Step 6: Perform regular post-mortems

The Hedgehog system contains a process for doing this.

Step 7: Formulate your investment policies

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

Mindset

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

17. I am proactive, persistent, disciplined and a master of detail.
Approach

18. I am a relative return investor.

19. 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. 

20. I attempt to enhance my returns by eliminating unnecessary duplicates and poor performing counters in the Top 40 Index from my portfolio. 

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

Construction

22. I aim to hold 12 to 14 shares in my portfolio.

23. I use the Modified Enhanced Beta strategy (MeB) when constructing my portfolio.
24. I use the Top 40 index as my “Beta”.  
25. I aim for 70% of my portfolio to be from Stratum A and 30% from Stratum B.  I avoid, if possible, Stratum C shares.

26. I aim for 65% of my portfolio to be from the Industrial Sector, 25% from the financial sector and 10% from the resources sector. 
27. I aim to include at least 45% of my portfolio in rand-hedge shares.
28. I use the modified market weighting approach to weight my portfolio.

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

Selection

30. I base all decisions on sufficient, relevant, reliable and current information from the source.
31. I use the four evidence based system (4EB) when evaluating shares for inclusion in my portfolio, i.e. performance, profile, business and value.
32. I do not invest in properties, bonds, unit trusts, tracker funds, retirement benefit funds or pension funds. 

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

35. 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. 

36. I avoid placing halos on companies, i.e. I keep emotion out of the equation. 

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

38. 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 Remgro, Reinert, and PSG. 

Managing

39. I do not try to time the market: once I have a plan I execute it. 

40. 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. 

41. I do not bet on turnarounds.

42. I avoid knee-jerk reactions, e.g. selling gems due to a non-recurring negative event. 

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

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

45. I try not to buy high and sell low - good shares usually recover after a fall in price. 

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

47. I avoid high concentration in clusters such as banks and retail shares as these shares tend to move in tandem with each other thereby increasing risk. 

48. I trust my own ability and instincts. 

49. 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 am I to take action). 

50. I do not let my ego blind me to my mistakes: I ensure that my responses have the objective of improving future outcomes. 
Kind regards,
Charles Hattingh,
20 April 2020
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