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Fiddling or moving forward
We received the following comment from one of our Hedgehog members:

“I remember from your investment course that you extolled the importance of patience and stressed the need to resist fiddling with one's portfolio. I wonder whether modifying our strategy from enhanced beta to modified enhanced beta and now revised modified enhanced beta we are not being impatient and are succumbing to urge to fiddle for our strategy. I think it was the analyst Ben Carlson who remarked that: "It's almost impossible to tell if you're being disciplined or irrational by holding on when your investment strategy is underperforming".”
Here is my response:

Our original strategy was “Modified Enhanced Beta”.  We have not deviated from this approach but have merely tweaked some of its elements based on solid evidence obtained from the research we conducted last month;

1. Our choice of beta was on the wrong track.  The Findi 30 only looks good because of the high proportion of Naspers in it.  It was not inclusive of the market as is the Top 40.  So it makes total sense to move to the Top 40.

2. I wrote last year that the jury was still out on the concept of “Sweeteners” in the “enhanced” leg of our strategy.  We now have conclusive evidence that we are wasting our time “picking” shares outside of the Top 40 – see the stats “Map” in the D Portfolio 2019 file I sent you.  The balance of this strategy is still applicable, i.e. dumping the dogs and the duplicates.

3. Our goal is to generate alpha, i.e. to beat the Alsi index over time.  It is mathematically impossible in SA to beat the Alsi return by equal weighting our portfolios.  So we have to change our approach to weighting – see below. 

So there are only three tweaks we have to make to our original strategy.  When clear and conclusive evidence stares one in the face and we take no action, are we not being inflexible?  It is up to the members of Hedgehog to decide if they are going to move forward or to continue to under-perform the market.  If they want to reject the evidence, it is not my problem but theirs.  My responsibility stops at giving them the facts.

Weighting counters
In case you missed the comment I made in the Market Feedback for August 2019, here it is:
The strata analysis of the market for the eight months ended 31 August 2019 is:
	Stratum
	A
	B
	C
	Alsi

	Market return
	13.5%
	-4.5%
	3.7%
	7.3%

	Weight
	59%
	26%
	15%
	100%


The typical Hedgehog portfolio’s weighting is A: 40%, B: 50% and C: 10%.  Even if the typical investor equaled the market strata returns, his or her portfolio would earn -0.5% (13.5% x 40 + -4.5% x 50 + 3.7% x 10), i.e. a negative alpha of 7.8%.  So clearly we are getting our stratum allocation wrong.

Rand-hedge counters

A few members of Hedgehog have suggested that we give an indication of the rand-hedge content of the various counters on our watch-list.  A good suggestion!
I tried this a few years ago and got bogged down in how to quantify the proportion that was rand-hedge, for example:

1. Do we use where the assets are located?

2. Do we use where the sales are generated?

3. Do we use were the cash is generated?

4. Do we include the rest of Africa as rand-hedge?

Would, for example, MNP qualify – they operate in really out of the way countries?

Eventually, I gave up and decided to count only companies that were obvious rand hedge counters.

If you think back a few years ago, why were we falling over ourselves to hold shares such as APN (Venezuela), WHL (Australia),, MEI (Middle East and Switzerland), FBR (UK), SNH (not me!), SOL (US), MTN (Nigeria), OMU (USA), BAT (UK), etc.?  Because they were all considered to be “rand-hedge” shares!  What we missed was that these companies all invested in other countries, not having the expertise to do so with the result that massive value was destroyed.  So if we want to consider rand-hedge shares for our portfolios, stick to companies that have well established overseas businesses such as BTI, BHP, CFR, BID, PRX, and ANH.
Investing in Holding Companies v Underlying
Two years ago we conducted research on whether to invest in companies such as REM, RMI, PSG, REI (at the time), i.e. companies that merely held other listed companies.  We compared the five, three and one year returns of these shares to the returns had we held the underlying companies directly.  The latter won the race.
Another argument for acquiring the underlying is why hold, say, PSG when you really want CPI and not the other underperforming subsidiaries such as COH, SDO, ZED, etc.?
Kind regards,
Charles Hattingh,
September 2019
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