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Throughout December, major equity indices sold off considerably, intensifying in the
week leading up to Christmas. It ended up being one of the worst Decembers on record, and one of the worst years for global equities in a decade. Yet, although global
growth is slowing, we still do not believe the fundamental picture for the U.S. economy has deteriorated significantly. In fact, while writing this article in January, investor
sentiment has turned more positive, helped in part by China’s introduction of more

The most

stimulus measures as well as a more dovish rhetoric from the Federal Reserve.

important quality
While the third quarter ended with the S&P 500 near a record high, the last quarter
was challenging, with the index down around 16%. All global stocks had similar drops
and emerging markets fared only slightly better.

for an investor is
temperament,
not intellect

The concerns that investors had throughout 2018 came to a head as the year ended.
The Fed raised rates for the forth time in 2018 in December and released its economic
projections, lowering expectations for real GDP growth and inflation. These dovish
projections were followed by hawkish comments by Fed Chair Jay Powell, which
raised concerns that the Fed would make things worse by tightening monetary policy
too much in 2019. This was swiftly followed by the third U.S. government shut-down
during 2018 and President Trump’s sharp criticism of Jay Powell’s rate hike decision.
And off course, uncertainty about tariffs between the U.S. and China remains.
However, economic data has been positive in the U.S. Retail sales this holiday season
were the best in years, auto sales were strong and MasterCard report that sales since
November have been up 5.1% including a 19.1% increase in online sales. It is not all
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rosy, of course. Housing starts have been flat. Exports have been weak. Globally, the
Eurozone flash PMI for December fell sharply. Still, mixed data, monetary policy tightening, trade uncertainty and political turmoil have been problems all year and
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should not warrant the magnitude of movement we saw in the markets during December.

•

Evolving market structure has likely played a role in recent market movements.
Broadly speaking, there are three primary types of investors in equity markets: active

•

investors, passive investors and short-term traders who often use computer algorithms
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and momentum strategies to try to generate short-term profits. Over time, passive
investors have grown, and active investors have shrunk, and the importance of algorithmic trading has increased. Once momentum algorithms are triggered, there are
not enough active investors, who trade on fundamentals, to stand in their way. This
dynamic is amplified during periods of less liquidity and lighter volumes, such as the
holidays. However, unless these pullbacks are validated by legitimate deterioration in
economic conditions, they are unlikely to endure.
Continued... pg2

•

Stocks we own
– Apple

Global Commentary cont.…
China has announced a 100 basis points (bps) reserve requirement ratio (RRR) cut and lowered the threshold
for targeted RRR cuts to boost lending to smaller enterprises. While these liquidity injections have lent support
to a positive recent move in emerging market (EM) equities, we remain cautious about whether China will
act as a catalyst for a more sustained EM equity rally in the near term. The flow of data from China continues
to disappoint markets and stimulus measures have yet to show a significant impact on growth.
How should investors respond?
Investors and their advisors have put great care into formulating investment plans and strategies, however
market environments like these can put composure and discipline to the test. Now more than ever it is important to remember that your investment strategies are put in place to meet your long term goals and shortterm gains and losses, should not be a reason to lose faith in your strategy.
Should this stock market environment continue, we would expect that companies with strong cash flows, and
with relatively lower leverage to perform better. A dividend orientated investment style such as ours does
tend to perform better in a difficult market environment. The good news is that it seems that the markets are
oversold which means we could see a rally. We would be using these rallies to continue to reduce our exposure to stocks that we have identified as companies that would be negatively affected by higher interest
rates and a recessionary environment and ensure that we have exposure to companies that will be less affected by the market volatility.

Local Market commentary
Investors in the South African equity market have been long suffering over the course of the last 5 years with
the broad based JSE All Share index basically flat over that time, generating a return of 2.66% per annum.
A standout feature of the South African equity market in 2018 was the number of “bolts from blue”, “left field
events” and “bombs that went off” or whatever you would like to call them, that took place and eroded returns. Companies that surprised with big falls in their shares prices are MTN, Mediclinic, Ascendis Health, Aspen, Tiger Brands, Woolworths to mention a few.
The selloff in the South African equity market over the latter part of 2018 and the fact that it has flatlined since
June of 2014 means that the market itself is slightly cheaper than it has been for some time. The market might
be cheaper in general, but we are still finding it difficult to find value in individual companies.
The SA listed property market experienced substantial volatility in 2018. The -25.3% decline on the SA Listed
Property Index (SAPY) was the worst calendar year return for the index since its inception more than 15 years
ago. 2018 also marks only the 2nd calendar year of negative returns for this sector (2nd worst year was 2008
when the sector declined 4.5%).
The sector that outperformed was the resources sector with a return of 17.8% for the year. BHP Billiton and Anglo American plc performed well. The sectors share prices reacted favourably to a rebound in spot commodity prices. Looking forward to 2019 it is our view that should Cyril Ramaphosa make positive changes after the
election, the rand should remain resilient, and this change could provide us with better opportunities in the
local stock market.

Insights

More than 230 battery operated vehicles will be available globally by 2021, according to Bloomberg New
Energy Finance. This technology all started back in
1831 with Robert Andersons’ electric carriage.

moats and pay good dividends. You will not find
those characteristics in a company investing in new
technology. Buffett says, “It is remarkable how much
long-term advantage we have gotten by trying to be
consistently not stupid, instead of trying to be clever”.
The excitement and rush by investors surrounding this We subscribe to this way of investing. As Charlie
new technology is like déjà vu to us and reminds us of Munger points out “It’s the strong swimmers who
a talk that Warren Buffet made at Sun Valley in 1999.
drown. The strong swimmers are the ones who swim
way out and potentially get themselves in trouble.
He said, those who invest in innovation historically Weaker swimmers stay close to shore, where it is safe”.
have not been glad afterwards. In his talk he told his
audience that they should consider that there were We like to swim closer to the shore.
two thousand auto companies registered in the USA
up until 1999. This was the most important invention, In the investing game it is the high IQ maths and
probably, of the first half of the twentieth century. It quants investors who use complicated trading models
had an enormous impact on people’s lives and was who get themselves into trouble. Mathematical modgoing to transform the American economy. But of the els, award winning formulas are not part of our fund
two thousand companies, as of a few years ago (he management discipline. We keep to a process that
said), (around 1995), only three car companies sur- we believe is simple and easy for us to understand
vived. All three were on sale for less than book value, and implement. This strategy has provided our clients
which is the amount of money that had been put into with good returns over time.
the companies and left there. So, autos had an enormous impact on America, but the auto companies
themselves, were poor investments. Buffett gave another example of innovation – “the other great invention of the first half of the century was the airplane. In
this period from 1919 to 1939, there were about two
hundred companies. Imagine if you could have seen
the future of the airline industry back there at Kitty
Hawk. You would have seen a world undreamed of.
As of a couple of years ago, there had been zero
money made from the aggregate of all stock investments in the airline industry in history. So, I submit to
you: I really like to think that if I had been down there
at Kitty Hawk, I would have been farsighted enough
and public-spirited enough to have shot Orville down.
I owed it to future capitalists.”
(Extract from Snowball).
We at Platinum Portfolios prefer the proverbial bird in”
the hand” than “two in the bush”. We don’t invest in
start-ups or new technology. Our companies are established, have good cash flows, wide economic

Report back on our funds
2018 was one of the toughest of the last 4 years for the South African markets. The three Platinum Funds managed to provide clients with positive returns for 2018. The JSE All Share ended 2018 down -11.37%, its second
worst return since the turn of the century, only eclipsed by the 2008 return following the global financial crisis. All
our funds managed to end in the top quartile of their relevant sectors for the year and did what they were supposed to do in difficult markets. We are satisfied with our fund’s performance in that all our funds outperformed on a relative basis. However, we always strive to deliver better performance to our investors. Our focus
is to provide clients with good real returns over the longer term through strategic asset allocation. Currently we
are overweight enhanced yield in all of our local funds.
The Platinum BCI Worldwide Flexible fund
The fund was down -6.68% for the quarter, driven by a slightly stronger rand, late stage bull market sell-off and
other factors causing the market to be substantially down. The fund was positive for the year with a return of
7.56% for the 2018. The fund still managed to be in the top ten over 1 and 3 years and was the best performing
fund over 5 years in its sector. Over the last quarter the top contributors to performance were the JSE, Diageo
and the Enhanced Income Funds. The detractors were Apple, Williams Sonoma, Stryker and British American
Tobacco. We have reduced our exposure to those companies that we have identified with high levels of debt
as well as companies that have become expensive. We are currently satisfied with our asset allocation. The
underlying businesses in the portfolio are all performing better than their stock prices indicate, and after the
market correction are all either under or on fair value. We will be analysing company results and their guidance going forward very closely.
The Platinum BCI Balanced Fund of funds
The fund was down 3.90% for the last quarter. The negative performance was driven by a global and local sell
off in equity markets. The MSCI World Index fell over -13% and the J.S.E was down -5.33%. The offshore exposure
was the worst performer in the last quarter due to the strengthening of the rand, whilst the enhanced income
funds provided the best performance over the period. The fund ended the year positive with a return of 1.61%.
The fund remained in the top quartile of its sector for the year driven by a very low exposure to property which
was down -25% for the year. Our overweight position to enhanced yield funds in South Africa also provided
downside protection. Our enhanced yield composite was the best performing asset class over the last quarter
and for the last 12 months. In difficult conditions all our managers performed reasonably well during 2018.
The Platinum BCI Income Provider Fund of funds
The fund was down -1.46% for the last quarter 2018 and ended the year with a positive performance of 4.40%.
The asset allocation remained conservative with a less than 30% exposure to equities, weighted more to offshore than local. The Fund ended in the top quartile of its sector over one year. We are delighted that the income funds relative performance has improved over the last few years providing clients with top quartile performance over 1, 2, and three years. We maintained our negative view and underweight position on property.
The Global Managed fund USD
The Global Managed fund ended the year with a disappointing -2.89% return. However, on a relative basis this
compares to the sector (USD Aggressive Allocation funds) which was down -9,23% and the MSCI World USD
which ended down -10.44% for the year. All returns are stated in USD. The fund is doing exactly what it is supposed to do, i.e. providing investors with downside protection and in doing so, also delivering outperformance
over the long term. Over all periods, the Platinum Global Managed fund is outperforming its sector and the
MSCI World index, and according to Morningstar is in the top quartile of its sector for the periods 1, 2, 3 and 5
years. The main detractors to performance in the last quarter came from Apple (refer further commentary),
BAT and Williams-Sonoma, while Starbucks was the only stock that delivered a positive return. Our underlying
businesses in the portfolio are all performing better than their stock prices indicate, and after the market correction are all either under or at fair value. Over the last two quarters of 2018 we spent time ensuring that the
companies in our portfolio had low leverage and good cash flows as we believe that these are the companies
that will deliver returns in the current market conditions. We have identified the stocks that we believe will form
the core of the portfolio that will protect our investors in what we believe will be a volatile market in 2019.

Stock in Focus

On January 2, 2019, Apple (AAPL) lowered guidance
for its fiscal Q1 2019. Most notably, quarterly revenue
guidance was revised to $84 billion from a prior range
of $89 to $93 billion. This is 7.7% lower than the midpoint
of the prior range and represents an overall 4.9% decline in y/y revenue, the first y/y quarterly revenue decline since 2016.
In the announcement, the company primarily blamed
the topline miss on iPhone sales in China. The strong US
dollar coupled with a macroeconomic slowdown in
emerging markets hurt iPhone sales figures. The press
release stated that over 100% of the y/y revenue decline can be attributed to weak sales of iPhone, Mac,
and iPad in China.
On the other hand, is Apple blaming China’s economy
for weakness in iPhone demand that would otherwise
still be an issue?
Apple has seen its stock price decline over 30% from its
Several commentators have been calling a slowdown 52 week high. The weakness in iPhone sales is disapin iPhone unit sales due to a number of factors. For pointing and likely to continue but the market appears
one, newer iPhone models last longer than prior gener- to be pricing much of that bearishness in.
ations, lengthening the time between phone upgrades. Last year, Apple came under criticism for evidence showing that the company’s software slows
down iPhones with degrading batteries. The company
announced a program to replace iPhone batteries for
discounted rates in 2018. This battery upgrade program seems to have had an outsized effect on the
current iPhone upgrade cycle.
Weak demand for iPhones may have contributed to
the decision for Apple to stop reporting quarterly unit
sales for iPhones, Macs, and iPads. It is never a good
sign when a company stops reporting a key performance metric that is widely followed and correlated
to stock market performance. Apple claims that hardware unit volumes are less indicative than they used to
be because of a wide range of unit pricing options
and a greater focus on services revenue. There is an
element of truth in this. Apple faces competition in
China from local smartphone competitors. Companies
like Huawei and Xiaomi have taken market share from
Apple and Samsung. This may be a problem unique to
China as it is unlikely that Chinese smart phone brands
will threaten Apple in any other major markets.
Apple’s disappointing results in China may have something to do with a macro slowdown but it probably also has something to do with increased competition
from local brands and a longer upgrade cycle for older iPhone models.

Growth in high-margin services revenue is a clear positive for Apple. In the guidance press release, Apple
noted that services revenue is expected to grow by
27.5% to $10.8 billion for the quarter. Services revenue
consists of sales from the App Store, music, iCloud,
Google search licensing, Apple Care, Apple Pay, and
more.
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Apple commentary cont.

Given the lack of physical cost of goods sold, services margins are likely in the 60% to 80% range.
This compares to an overall gross margin for the
company of 38%. Today, Services revenue is
~12% of revenue, but if iPhone growth remains
flat, services will have a similar contribution to
overall earnings within 3 years due to a much
higher contribution margin and growth rate.

The bottom line is that Apple is a world-class luxury goods company with enduring brand power.
Growth expectations got ahead of the stock
price but long term the company has great fundamentals.
We are long-term holders of the
stock.

Trading for just 12.6x forward P/E, Apple’s valuation is getting very attractive. Furthermore, the
stock’s dividend yield has risen to 1.9%. The company’s payout ratio is below 25% which implies
significant room for the dividend to increase. Apple has a modestly leveraged balance sheet
and is using excess cash flow to buy back a significant amount of stock. This shareholder friendly
capital allocation should benefit investors over
the long term.
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