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Major Breakthroughs
Introduction
During the past 17 years of our involvement in portfolio management we have developed breakthrough ideas on the subject Examples of the more important ones are discussed below.
1. The concepts behind dividend yields, price earnings ratios and price book ratios

2. A simple valuation model for evaluating prices of equity listed shares

3. The determination of the imputed growth rate embedded in the market price of a share
4. The sustainable growth rate 
5. The technique for dissecting index and share returns into those resulting from fundamental effects and those resulting from market sentiment and other effects
6. The modified du Pont approach for analysing the performance of a listed company
7. The concept of duration

8. Two investment and retirement planners, one simple and the other advanced 
9. The relative return v the absolute return approach to building a portfolio

10. The “Modified Enhanced Beta” strategy for constructing portfolios that aim for relative returns

11. The “Four Evidence Based” approach to selecting shares for inclusion in a portfolio for both the relative and absolute return approaches
12. A construction application for planning a portfolio
13. The powerful Hedgehog accounting and reporting system for monitoring portfolio performances
14. An effective post-mortem system built into the Hedgehog report
15. Other 
1. Dividend yields, PE ratios and PB ratios
There is confusion about what these three measures mean in the investment and journalistic communities.
The uninformed believe that:

1. High dividend yields are “good things” as they will improve the returns on investments.  Many service providers list high dividend yielding shares to assist investors in choosing shares for their portfolios.
2. Price earnings ratios reflect the number of years an investor will have to wait before recovering his or her investment.
3. All companies in the same cluster should have similar price book ratios.
Dividend Yield
This measure reflects the following elements:
4. The return required by the market taking risks into account
5. The withholding tax payable on dividends
6. The expected growth in projected dividends

The dividend yield calculator, number 3 in the Reality Checks sheet in the Applications sub-folder in the B Database folder refers.  Play with it using the examples below. 
	Element
	1
	2
	3
	4
	5

	Required return
	10.0%
	12.0%
	10.0%
	9.0%
	10.0%

	Withholding tax
	20%
	20%
	20%
	20%
	20%

	Predicted growth
	6.9%
	6.9%
	5.0%
	5.0%
	8.0%

	Dividend yield
	3.6%
	6.0%
	6.0%
	4.8%
	2.3%


The DY of the Alsi was 3.6% at 31 December 2019.
From the above one can conclude that:
7. High dividend yields reflect either high risk or low growth or both

8. Low dividend yields reflect either low risk or high growth or both

In other words if a share has a low dividend yield it is highly rated by the market, exactly the opposite of what many asset managers believe.

Price Earnings Ratio
This measure is a reflection of the following elements:
9. The return required by the market taking risks into account

10. The withholding tax payable on dividends

11. The dividend pay-out percentage 
12. The expected growth in projected dividends

The price earnings ratio calculator, number 4, in the Reality Checks sheet in the Applications sub-folder in the B Database folder refers.  Play with it using the examples below.
	Element
	1
	2
	3
	4
	5

	Required return
	10%
	12%
	10%
	9%
	10%

	Withholding tax
	20%
	20%
	20%
	20%
	20%

	Dividend payout 
	59%
	60%
	60%
	60%
	60%

	Predicted growth
	6.9%
	6.9%
	5.0%
	5.0%
	8.0%

	PE ratio
	16.3
	10.1
	10.1
	12.6
	25.9


The PE ratio of the Alsi was 16.3 at 31 December 2019.
From the above one can conclude that:

13. Low price earnings ratios reflect either high risk or low growth or both

14. High price earnings ratios reflect either low risk or high growth or both

In other words if a company has a high price earnings ratio it is highly rated by the market, exactly the opposite of what many asset managers believe.

Price Book Ratio

 This measure is a reflection of the following elements:
15. The return required by the market taking risks into account

16. The return the company achieved on closing equity 

17. The withholding tax payable on dividends
18. The dividend pay-out percentage 
The price book ratio calculator, number 5, in the Reality Checks sheet in the Applications sub-folder in the B Database folder refers.  Play with it using the examples below. 
	Element
	1
	2
	3
	4
	5

	Required return
	10%
	12%
	10%
	9%
	9%

	Return on equity
	10%
	11%
	15%
	8%
	20%

	Withholding tax
	20%
	20%
	20%
	20%
	20%

	Dividend payout %
	60%
	60%
	60%
	60%
	60%

	Price book ratio 
	0.8
	0.7
	1.8
	0.7
	9.6


From the above one can conclude that:

19. When the required return and the return on equity are equal, the price book ratio should be 0.8.  Before the advent of withholding tax it was 1.0.  However, SARS now “expropriates” 20% of dividends from shareholders, hence the 0.8.

20. If the return on equity is lower than the required return, the price book ratio should be less than 0.8.
21. If the return on equity is higher than the required return, the price book ratio should be higher than 0.8.
22. If the sustainable growth rate (the return on opening equity multiplied by (1 minus the dividend pay-out percentage)) equals or exceeds the required return, the calculator does not work.  It is unlikely that this would happen in practice but when it does, increase the required return to get an answer.
A major problem with the price book ratio is that the accounting policies of a company can affect the equity of the company which can affect the return on equity.  For example, if the company does not revalue its fixed property the equity of the company will be understated and the return on equity will be overstated in the future..
2. Our Simple Valuation Model
The only long term benefit a small shareholder of a listed company receives is dividends.  We have, therefore, adopted the discounted dividend valuation model.
See the valuation model in Applications in the B Database folder.  Play with this model using the examples below.
	Elements
	1
	2
	3
	4

	Past DPS
	60
	60
	60
	60

	Past EPS
	100
	100
	100
	100

	Required return
	10%
	10%
	11%
	10%

	Stage 1 growth
	9%
	10%
	10%
	7%

	Stage 2 growth
	8%
	9%
	9%
	6%

	Growth thereafter
	7%
	8%
	8%
	5%

	Window period
	10
	10
	10
	10

	End DP%
	60%
	60%
	60%
	60%

	Value year-end
	1 909
	2 922
	1 925
	1 111


The model projects dividends at the predicated growth rates, calculates a terminal value at the end of the window period and discounts (present values) these cash flows back to the year-end.  An adjustment is then made to advance the valuation at the year-end to the valuation date.
Perform what-if analyses using the model.  Valuations depend on maintainable cash flows, growth therein and timing.  You will notice that the higher the projected growth rate, the higher will be the value and the higher the required rate of return, the lower will be the value.
3. Imputed Growth Rate (IGR)
The imputed growth rate of a share is the growth rate in projected future dividends that the market players knowingly or unknowingly used to arrive at the market price of the share.  The advantage of this measure is that it is easy to interpret, e.g. if the imputed growth rate in the future dividends of a share is 9% and the company has never come close to growing dividends by this rate in the past and is unlikely to be able to do so going forward, clearly the price of the share is overstated.  This measure can be used in conjunction with the sustainable growth rate.  I used this analysis a while back to correctly predict that Curro was hopelessly over-valued.  The share price has since fallen from R50 a share to R17.
To calculate the imputed growth rate of a share, use calculator 6 in the Reality Checks sheet in the Applications folder in the B Database folder.  Play with it using the examples at 31 January 2020 below:

	Information
	Alsi
	T40
	Indi
	Fini
	Resi

	Index
	56080
	50073
	70698
	14758
	47493

	DY%
	3.64%
	3.41%
	2.11%
	5.55%
	4.11%

	Dividend
	2041
	1707
	1492
	819
	1952

	Bond rate
	9.01%
	9.01%
	9.01%
	9.01%
	9.01%

	Risk rate
	5.00%
	5.00%
	5.00%
	5.00%
	5.00%

	Add risk
	0.00%
	0.00%
	0.00%
	0.00%
	0.50%

	Fair rate
	9.96%
	9.96%
	9.96%
	9.96%
	10.46%

	IGR
	6.84%
	7.04%
	8.13%
	5.28%
	6.94%

	Information
	BTI
	CLS
	NPN
	WHL
	FSR

	Price
	65900
	24428
	246072
	4438
	5780

	DY%
	5.62%
	1.82%
	0.29%
	4.29%
	4.76%

	Dividend
	3704
	445
	714
	190
	275

	Bond rate
	9.01%
	9.01%
	9.01%
	9.01%
	9.01%

	Risk rate
	5.00%
	5.00%
	5.00%
	5.00%
	5.00%

	Add risk
	0.00%
	0.00%
	0.00%
	0.00%
	0.00%

	Fair rate
	9.96%
	9.96%
	9.96%
	9.96%
	9.96%

	IGR
	5.22%
	8.38%
	9.70%
	6.31%
	6.40%


The valuation model allows you to enter your guestimate of the growth rate and see what the index or price would be if you were right.
It is not necessary to understand the mathematics behind the calculations as long as you can apply the app and understand what the outcome means.
4. Sustainable Growth Rate
The sustainable growth rate should not be confused with the imputed growth rate.  The imputed growth rate is the rate that the market price reflects assuming a fair required rate of return for that share.  The sustainable growth rate, on the other hand, is what the company should be able to grow its dividends by if it maintains its return on equity and dividend payout percentage.

If, for example, a company can maintain a return on equity of, say, 18% p.a. and a dividend payout percentage of 60%, dividends should grow by 18% x (1 – 60%) = 7.2% p.a.  Clearly things are not this simple in practice so a company’s sustainable growth rate should only be used as a rough guide.  (See the Applications in the database for proof of the formula.) 

5. Fundamental v sentiment effects
When analysing the returns achieved by a market index or share one should dissect the return into the fundamental return achieved and the effects of market sentiment.
The fundamental returns comprise the dividend return and the dividend growth.  If a company had a corporate event affecting the price of the share in the current period e.g. a rights issue or unbundling such an effect should be isolated separately as part of the fundamental return.

The sentiment effects comprise the changes in the imputed growth rate and required return during the period caused by market players reassessing the future of the market or share.  In Our Programme we combine the required return effect with the effect of introducing and increasing withholding tax and a technical effect required to balance the various items making up the sentiment effect, which are usually immaterial.

To illustrate the power of this thinking, here are the returns achieved by the Alsi over the past three years together with an analysis of their causes:

	Element
	2017
	2018
	2019

	Growth in dividends
	12.2%
	12.2%
	10.1%

	Dividend return
	3.3%
	3.1%
	3.9%

	Fundamental returns
	15.5%
	15.3%
	14.0%

	Imputed growth effect
	24.0%
	-32.0%
	-12.4%

	Required return effect, etc.
	-18.8%
	8.4%
	10.6%

	Sentiment effect
	5.2%
	-23.6%
	-1.8%

	Return on the Alsi
	20.7%
	-8.3%
	12.1%


This tells us that the fundamentals have been strong over the past three years but the returns were negatively impacted by market sentiment.

Analysis of sentiment effect:

	Metric
	2016
	2017
	2018
	2019

	Imputed growth rate
	7.62%
	8.18%
	7.23%
	6.86%

	Long bond rate
	8.95%
	9.47%
	9.55%
	8.95%

	Tax rate
	41%
	45%
	45%
	45%

	Risk premium
	5%
	5%
	5%
	5%

	Required return
	10.28%
	10.21%
	10.25%
	9.92%


In 2017 the imputed growth rate increased from 7.62% to 8.18% resulting in a 24.0% positive imputed growth rate effect and an excellent return on the Alsi.  However, in 2018 the market reassessed the imputed growth from 8.18% to 7.23% with a disastrous effect on the market return for 2019 (-32.0%).  A further reduction in the imputed growth rate in 2019 impacted the return on the Alsi negatively.
Crudely, one could equate the imputed growth rate to the expected inflation rate plus real growth.  The question you should be asking yourself is:  “Is 6.86% now realistic or could there be a further fall in the imputed growth rate?”

The same approach as above could be used to dissect the return on a share.  Here is an analysis of the returns of Shoprite for the past three years:

	Metric
	2016
	2017
	2018
	2019

	Imputed growth rate
	8.0%
	8.6%
	8.1%
	7.7 %

	Required return
	10.3%
	10.6%
	10.3%
	9.9%

	Dividend return
	
	3.2%
	2.0%
	1.5%

	Dividend growth
	
	11.5%
	-4.0%
	-34.1%

	Corporate actions
	
	0.0%
	0.0%
	0.0%

	Fundamental effect
	
	14.7%
	-2.0%
	-32.6%

	Imputed growth effect                                                       
	
	31.3%
	-25.6%
	-14.6%

	Other effects
	
	-13.8%
	15.5%
	15.0%

	Sentiment  effect
	
	17.5%
	-10.1%
	0.4%

	Total return for period
	
	32.2%
	-12.1%
	-32.2%


When the imputed growth rate increases, the imputed growth effect is positive, and vice versa.  When the required return increases, the other effects are usually negative, and vice versa.
6. Modified du Pont Model

This model is used in the level 3 analyses in the company database.  It is a simple but effective approach to analysing a company’s profitability.  To illustrate, assuming a balance sheet and income statement looked like this:

Balance Sheet

	Year
	
	1
	2
	Chng

	Fixed assets
	1
	200
	210
	5.0%

	Working capital
	2
	700
	740
	5.7%

	Net operating assets
	3
	900
	950
	5.6%

	Non-core assets
	4
	100
	120
	20.0%

	Total assets
	5
	1 000
	1 070
	7.0%

	Borrowings
	6
	400
	420
	5.0%

	Equity
	7
	600
	650
	8.3%


Income Statement

	Year
	
	1
	2
	Chng

	Revenue
	8
	3 000
	3 200
	6.7%

	Cost of sales
	9
	1 800
	1 952
	8.4%

	Gross profit
	10
	1 200
	1 248
	4.0%

	Operating expenses
	11
	1 000
	1 045
	4.5%

	Operating profit
	12
	200
	203
	1.5%

	Non-core income
	13
	15 
	20
	33.3%

	Profit before interest
	14
	215
	223
	3.7%

	Interest paid
	15
	35
	40
	14.3%

	Profit before tax
	16
	180
	183
	1.7%

	Taxation
	17
	54
	51
	-5.6%

	Earnings
	18
	126
	132
	4.8%


What follows is the modified du Pont analysis system we developed:

Profitability Analysis

	Year
	
	1
	2
	Chng
	Work

	Gross profit
	19
	40.0%
	39.0%
	-1.0%
	10 / 8

	Expense ratio
	20
	33.3%
	32.7%
	-0.7%
	11 / 8

	Margin
	21
	6.7%
	6.3%
	-.03%
	19 - 20

	Velocity
	22
	3.33
	3.37
	1.1%
	8 / 3

	Operating assets *
	23
	22.2%
	21.4%
	-0.9%
	21x22

	Non-core assets *
	24
	15.0%
	16.7%
	1.7%
	13 / 4

	Total assets *
	25
	21.5%
	20.8%
	-0.7%
	14 / 5

	Interest paid
	26
	8.8%
	9.5%
	0.8%
	15 / 7

	Equity *
	27
	30.0%
	28.2%
	-1.8%
	16 / 7

	Taxation
	28
	30.0%
	27.9%
	-2.1%
	17 / 16

	Equity *
	29
	21.0%
	20.3%
	-0.7%
	18 / 7


* Return on
This analysis explains, in logical fashion, how the return on equity was arrived at.

Gearing Analysis

	Year
	
	1
	2
	Chng
	Work

	Return on assets
	30
	21.5%
	20.8%
	-0.7%
	14 / 5

	Interest paid
	31
	8.8%
	9.5%
	0.8%
	15 / 6

	Gearing margin
	32
	12.7%
	11.3%
	-1.4%
	30 - 31

	Debt equity ratio
	33
	0.67
	0.65
	-2.1%
	6 / 7

	Gearing benefit
	34
	8.5%
	7.3%
	-1.2%
	32x33

	Tax rate
	35
	30.0%
	27.9%
	-2.1%
	17 / 16

	Gearing benefit
	36
	6.0%
	5.3%
	-0.7%
	*

	As a % of ROE
	37
	28.6%
	26.1%
	-2.4%
	36 / 29


* 34 x (1 – 35)
This analysis illustrates the effectiveness of the company’s use of gearing, i.e. 26.1% of the company’s return on equity in year 2 resulted from gearing.
Velocity Analysis

	Year
	
	1
	2
	Chng
	Work

	Fixed assets
	38
	6.7
	6.6
	-1.6
	1 / 8

	Working capital
	39
	23.3
	23.1
	-.09
	2 / 8

	Cents per rand
	40
	30.0
	29.7
	-1.0%
	38 + 39

	Velocity 
	41
	3.33
	3.37
	1.1%
	


Velocity is the reciprocal of the cents per rand. 

This analysis illustrates the investment required in cents per rand of sales for each element of operating assets and the resultant velocity.
ROE Summary

	Year
	
	1
	2
	Chng
	Work

	ROE after tax
	42
	15.1%
	15.0%
	-0.1%
	1 / 8

	Gearing benefit
	43
	6.0%
	5.3%
	-0.7%
	36

	Return on equity
	44
	20.1%
	20.3%
	-0.7%
	42 + 43


Note on above ratios:  They have been rounded to one decimal place.
7. Duration

After a portfolio management workshop I over-heard a delegate (CA) saying “I would not buy Naspers as I would have to wait for 100 years to get my money back.”  The market price of the share at the time was R300 and the PE ratio was 100.  A PE ratio is not a pay-back period.  It is the dividend payout percentage divided by the dividend yield, e.g. if the dividend yield is 0.34% and the company pays out 8.5% of its profits by way of dividends, the PE ratio would be 0.085 / 0.0034 = 25 (Naspers’ PER at the date of writing).

To determine how many years it will take to pay back the market price of a share you need to calculate the share’s “duration”.  The formula to do this is highly complicated and requires goal seek to arrive at the answer.  The fundamental sheet of each level 2 and 3 company in our system does this calculation for you.  For example at the time of writing the PE ratio of Naspers was 25 and the duration was 39 years taking into account the growth rates projected in dividends in the model.  The higher the growth rate projected, the lower will be the duration, and vice versa.  

8. Investment and Retirement Planners

Go to Applications, Living Annuity and enter the following in the investment plan:

	Seed capital (what you have to start plan)
	300 000

	Years to invest
	20

	Expected return p.a.
	10% 

	Monthly savings
	5 000

	To grow by
	6.0%

	Predicted inflation
	4.0%


The amount you should have at the end of 20 years and at the beginning of your retirement should be R3 506 974 at today’s values if all goes according to plan.

Now enter on the following in the retirement plan:

	Years to draw down
	15

	Expected return p.a.
	10.0%

	Monthly draw-downs
	-35 000

	To grow by p.a.
	7.0%

	Predicted inflation
	5.0%


Based on this information, the retiree would be in trouble as he or she would have run out of funds before the 15 years after retirement (-R3 244 967).

Click the Spend VBA button and the -35 000 will change to -23 964.  So one solution to the problem would be to cut one’s spending during retirement.

Reinstate the -35 000 and experiment with other possible solutions, e.g. saving more, retiring later (remember to adjust the years during retirement in this solution), etc.  

A more complex investment and retirement planner is available in the Applications called “Planner”.  Open it and enter:

	Age at present
	40

	Age at which to retire
	60

	Seed capital (R’000)
	300

	Monthly savings
	5 000

	Annual increase in savings
	6.0%

	Expected return on investment
	10.0%

	Predicted interest rate
	7.0%

	Predicted dividend yield
	3.0%

	Predicted capital growth in equities
	7.0%

	Withholding tax on dividends
	20.0%

	We are now in 2019
	2019

	Proportion in equity investments
	95%

	Budgeted drawdown if retired today p.m.
	35

	Expected rate of inflation
	6.0%

	Expected fiscal drag correction
	3.0%


This model illustrates that the investee will run out of funds by the age of 67.

Experiment with this model by changing monthly savings, age at which to retire, expected return, etc. 

9. Relative v Absolute Return Approach

We conducted a survey among Hedgehog members to establish what their investment goal was, i.e. to earn a fixed return or a return of x% p.a. above inflation (the absolute return approach), or to earn a return relative to the market return, e.g. x% above the market return (the relative return approach).  The majority chose the traditional Warren Buffett type approach, i.e. to select the best shares in the market so as to earn a positive return over time.

I was asked by one of our Hedgehog members to look at his portfolio.  He claimed to be using the relative return approach.  His portfolio for one month ending 31 January 2020 was:

	Share
	Value
	Proportion
	Return

	Naspers
	14 764
	3.3%
	7.4%

	Richemont
	17 989
	4.1%
	0.1%

	Standard Bank
	54 488
	12.3%
	-6.4%

	FirstRand
	51 153
	11.6%
	-8.0%

	Prosus
	52 940
	12.0%
	2.5%

	Bidcorp
	19 935
	4.5%
	0.6%

	Bidvest
	19 458
	4.4%
	1.1%

	Clicks
	71 574
	16.2%
	-3.5%

	Capitec
	91 538
	20.7%
	-6.9%

	Discovery
	29 011
	6.6%
	-3.0%

	MultiChoice
	1 388
	0.3%
	-8.4%

	Sanlam
	17 593
	4.0%
	-6.5%

	
	441 831
	100.0%
	-3.6%


His strata weighting analysis was:

	Stratum
	Market
	His

	A
	53%
	43%

	B
	31%
	57%

	C
	16%
	0%


How would you classify this strategy?  It clearly is not a relative return strategy.  It seems to be between absolute and random.  His return for the month was -3.6% (annual equivalent -53%).  I know that this is for a short period of time but it illustrates the concepts quite well.
Had he run the construction application in A Passive Wealth Builder in the B Database folder and used a 15% cap and 5% floor he could have weighted his portfolio something like this:

	Share
	Value
	Proportion
	Return

	Naspers
	66 300
	15%
	7.4%

	Richemont
	44 200
	10%
	0.1%

	Standard Bank
	35 360
	8%
	-6.4%

	FirstRand
	36 360
	8%
	-8.0%

	Prosus
	44 200
	10%
	2.5%

	Bidcorp
	35 360
	8%
	0.6%

	Bidvest
	35 360
	8%
	1.1%

	Clicks
	35 360
	8%
	-3.5%

	Capitec
	44 200
	10%
	-6.9%

	Discovery
	22 100
	5%
	-3.0%

	MultiChoice
	22 100
	5%
	-8.4%

	Sanlam
	22 100
	5%
	-6.5%

	
	442 000
	100%
	-1.5%


His strata weighting analysis would have been:

	Stratum
	Market
	His

	A
	53%
	53%

	B
	31%
	47%

	C
	16%
	0%


His return on this portfolio would have been -1.5% (annual equivalent -20%).  With a slightly better selection of shares he would have beaten the market, which is the objective of the relative return approach.
We have found that the absolute return approach resulted in returns below market returns over time.  We will continue to monitor this going forward and report back.
10. MeB Portfolio Construction Strategy

The MeB approach to portfolio construction is a relative return approach, i.e. the objective is to attempt to beat the All Share Index return over time.  

The process for employing this approach is:

23. Choose an index to track, which we call “beta”
24. Attempt to “enhance” the index return by selecting only sound shares in the index for inclusion in the portfolio

25. Modify the weightings of the counters in the portfolio to reduce risk, albeit at the expense of return
On my first publication of this strategy I made 3 mistakes:

1. I used the Findi 30 as our Beta as this index had outperformed the Alsi prior to that point.
2. As part of the enhancing step I suggested including a select number of shares outside the “Beta” index, which we called “Sweeteners”.   This idea proved to be a disaster.

3. I suggested using equal weighting of counters in the portfolio, which had worked in the past.  However, it soon became apparent that if one wanted to beat the market in the long term one would have to use a modified market weighting approach. 

In our latest version of the MeB approach we have adopted the Top 40 index as our beta as this index is more reflective of the Alsi index, we have scrapped the “sweeteners” idea and have adopted the modified market weighting of counters employing caps and floors. 

11. The 4EB Approach to Selecting Counters

When the Steinhoff calamity occurred, various asset managers wrote to their clients apologising for the losses incurred. It was apparent from the explanations that many asset managers have narrow approaches to selecting counters, e.g. only focusing on the reputation of directors or on valuations, which were suspect at best.

43% of our Hedgehog members exited Steinhoff before it collapsed as Our Programme uses a four-step evidence based approach for selection, i.e. Performance, Profile, Business and Value.  Steinhoff failed three of these criteria.  The other 57% of our Hedgehog members were either asleep or refused to look at reality.

A brief summary of the 4EB analysis system is:

26. Performance

· Company performance 

· Share performance

· Market price performance

· Fundamental and sentiment effects on returns

27. Profile

· Management’s ability and performance
· Reporting integrity

· Financial strength

· Regulatory compliance
28. Business

· Nature thereof

· Extent to which diversified

· Sustainable

· Threats and opportunities

29. Value

· Maintainable dividend

· Predicted growth in future dividends

· Required return

· Sensitivity analyses on resulting valuation

For a more complete explanation of this system, see Chapter 12 of version 7 of our manual. 
12. Portfolio Construction Process

One of the most valuable processes in Our Programme is the construction process.  Instead of randomly selecting shares for inclusion in our portfolios, this process forces us to have a proper strategic approach to planning and constructing portfolios.  The following steps are taken:
30. Decide on your approach (absolute or relative)

31. Decide on your allocation between the three strata and three sectors

32. Decide on the number and weighting of your counters, including your cap and floor policy

33. Enter these decisions in the construction sheet

34. After considering the potential shares, award rankings to them in the Core sheet - a five ranking results in the inclusion of that share in the portfolio

35. Click the “Update 5’s” VBA button in the core sheet
36. Modify the resultant portfolio until satisfied

See Chapter 13 in Version 7 of the manual for a more detailed step by step approach. 

13. The Hedgehog Monitoring System

The purpose of monitoring your portfolio is to enable you to take effective portfolio management decisions.  Without a sufficient, relevant, reliable and current reporting system, it is not possible to manage a business.  The same applies to managing a portfolio of JSE listed equity shares. 

The objectives of the Hedgehog system are to enable you to evaluate:

16. The gross and net returns earned by the portfolio for comparison with the returns earned by the market and other Hedgehog members

17. The return earned on idle cash and the net return earned on the portfolio

18. The return earned by the Alsi and Top 40 indexes for comparison with the portfolio return

19. Your Alsi and Hedgehog alphas

20. The returns earned by the portfolio’s three strata (A, B and C) for comparison with the returns earned by the three market strata

21. The returns earned by the portfolio’s three sectors (Indi, Fini and Resi) for comparison with the returns earned by the three market sectors

22. The effect on the portfolio’s returns of weighting the counters therein

23. The portfolio’s quality measures:

· The number of counters presently held

· The number of counters held during the period

· The churn rate

· The batting average against the Alsi

· The biggest holding in the portfolio

· The biggest cluster in the portfolio

· The biggest winner (return in rand of your biggest winner divided by the total value of your portfolio)

· The biggest loser (the loss in rand of your biggest loser divided by the total value of your portfolio)

· The proportion of the counters in the portfolio making a positive return 

24. The performance of the clusters compared to the performance of the Top 40 index clusters

25. The comparison of your total return with the return on the counters held at the end of the period

26. The portion of the return attributable to the market and the portion attributable to your skill 

27. The total amount of shares bought and sold during the period to date together with the net amount
28. The trustee fees paid – every broker has a different charge, the most expensive being EasiEquities

29. The transaction fees paid – many have saved transaction fees by negotiating with their broker or switching brokers 

30. The portfolio’s PE ratio and dividend yield compared to the market PE ratio and dividend yield  

31. The withdrawals and contributions to the portfolio during the period

32. The results of the allocation and the selection strategy on your Alsi alpha:

· From your stratification strategy choices

· From you sector strategy choices

33. An investment and living annuity plan

34. The portfolio’s financial statements for the period:

· A cash income statement

· The opening and closing portfolios

· A reconciliation of the portfolio changes during the period

35. The portfolio at the end of the reporting period:

· The short name, code, stratum, sector and cluster

· The number of shares held in each counter

· The market prices and values of each counter held

· The proportions of each counter to the total portfolio

· Capital gains, dividends received and returns for each counter in rand
· The return on the weighted average investment in relation to the portfolio 

· The PE ratio, dividend yield and dividend pay-out percentage of each counter held

36. The transactions from the beginning of the reporting period to the end of the reporting period

37. A post-mortem procedure to evaluate performance
Some of the benefits of belonging to our Hedgehog family are:

1. It encourages you to evaluate your performance on a regular basis.

2. You can use the transaction section of the reporting system as the basis for preparing your personal books of account.

3. If you enjoy a challenge, you will find the feedback at the end of each month a motivation to improve your performance.  You can compare your performance with other members of Hedgehog.

4. The Hedgehog system of managing a portfolio encourages you to improve your decision making skills, an essential requirement for daily life.

5. And last, but not least, if you are the competitive type, which most winners are, you will enjoy the challenge of beating your fellow Hedgehog members.  Jade and I cannot wait to find out in which decile we are ranked each month.  

14. Post-Mortem System Built into Hedgehog

Every action should be followed by an evaluation of the outcome of the action if improvement is to be achieved.  In Our Programme we call this activity a post-mortem.

The following outcomes table appears in the Hedgehog report of Beta Plus for 2019:

	Return
	Goal 
	Actual
	Market
	A – G
	A – M

	Gross
	10.0%
	-0.3%
	12.1%
	-10.3%
	-12.4%

	Alpha
	2.0%
	-12.4%
	
	-14.4%
	

	Costs
	-1.0%
	-1.5%
	
	-0.5%
	

	Net
	11.0%
	-1.8%
	
	-12.8%
	

	Indi
	
	-4.9%
	11.2%
	
	-16.1%

	Fini
	
	4.6%
	0.7%
	
	3.8%

	Resi
	
	10.1%
	24.8%
	
	-14.6%

	A
	
	-0.2%
	15.4%
	
	-15.6%

	B
	
	2.8%
	7.2%
	
	-4.4%

	C
	
	-18.3%
	10.6%
	
	-28.9%

	
	
	
	
	
	

	Allocate
	Goal
	Actual
	Market
	A – G
	A – M

	Industrials
	60%
	57%
	45%
	-3%
	+12%

	Financials
	25%
	27%
	26%
	+2%
	+1%

	Resources
	15%
	16%
	30%
	+1%
	-14%

	A
	65%
	61%
	53%
	-4%
	+8%

	B
	35%
	39%
	31%
	+4%
	+8%

	C
	0%
	0%
	16%
	0%
	-16%

	Alpha analysis
	Allocation
	Selection
	Alpha

	Sector
	-1.6%
	-10.8%
	-12.4%

	Stratum
	0.1%
	-12.5%
	-12.4%

	Other
	Goal
	Actual
	A – G

	No. of counters
	16
	13
	-3

	Churn rate
	15%
	66%
	-51%

	Batting average
	65%
	24%
	-41%


When analysing the above outcomes we use the “What, Why, How and When” approach to problem solving:

What are the problems?

1. He achieved a terrible negative alpha

2. He exceeded his transaction cost budget

3. His selections are a problem

4. Holding only 13 counters for a portfolio of this size is risky

Why did the problem or problems arise?

1. After his first heart attack and cancer diagnosis he restructured his portfolio for estate planning purposes

2. Shoprite side-swiped him – he over-estimated its ability to perform in the existing economic environment

3. He was too slow to react to the Discovery downgrade by the market

4. His only Stratum C share tanked 

5. He contradicted his policy of not betting on turnarounds by holding Shoprite

How does he aim to fix the problems?

1. Scrap the concept of “sweeteners”
2. Increase the number of counters in his portfolio

3. Execute strategy in conformity with his policies

When does he intend to take action?

1. By 31 December 2019

If you accept the challenge of squeezing a return out of the local market without performing post-mortems on the outcomes of your endeavours, you are setting yourself up for failure.

15. Other

Other breakthroughs we made were:

1. The Time Value of Money Calculator in the Applications folder
2. The various Reality Check Calculators in the Applications folder

3. The rights issue calculator in the Applications folder

4. Separating trustee fees (including VAT) from other fees

5. Deducting trustee fees from interest received for tax purposes, although SARS is reconsidering this 
In Conclusion

Please direct any queries to cphat@pcfinance.co.za.

Kind regards,
Jade Spear and Charles Hattingh,

February 2020
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