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Q4 2014 PORTFOLIO MANAGEMENT REPORT 

 

Business Update 

We are pleased that our business, like other living organisms, is growing.  Importantly, we want to 

thank our existing clients for continuing to support us.  As well, we want to thank new clients for 

trusting us with their savings.  The months and years ahead will give them opportunity to verify that 

trust.  Reciprocally though, our objective is to exhibit behavior, and produce outcomes, that our 

customers discern value in.  In our opinion, customers do not buy products and services.  In fact, they 

never do.  Customers buy better versions of themselves through the act of discerning value in the 

purchase.  We attribute the custom we receive to the value shown in the table below: 

Limiting the asset size in  South African equities to maximize returns 1/3 of max size reached 

Remaining equity specialists with one philosophy and process  

Focusing on the work on our desks rather than marketing for new work  

Maintaining thought and execution leadership in high quality investing  

 

That our simple but strong intentions find resonance reminds us of what was once famously said 

about a particular university in the North East of the United States, “It is, Sir, as I have said, a small 

college.  And yet, there are those who love it!” 

The success of an investor rests on one (or any combination) of three competitive advantages, 

namely, (i) Informational, (ii) Analytical, and (iii) Temperamental.  The last advantage is the most 

enduring because it is the hardest to replicate.  We will use this quarter’s outcome to demonstrate our 

temperament.    

Let’s get started.  First, the lay of the land: 

 

Investing in the Highest Order of Value  

First Avenue is an intrinsic value equity manager investing exclusively in high quality companies.  The 

objective of our investment style is to grow our clients’ wealth through the consistent application of our 

investment philosophy and process over long periods of time.  We list below the simultaneous 

conditions necessary for this outcome to materialize. 

1. We forgo opportunity to outperform the market during periods of over-valuation (momentum) due 

to either trend exuberance or risk acquisition:   

These are periods when: (i) the valuation of most securities on the market do not reflect sufficient 

margins of safety, and (ii) the psychological and emotional make-up of investors who dominate 

market activity is one of valuing one’s gains more than one’s losses.  We refer to our results during 

these later stages in the business and market cycle as our pain trade. 

2. Our clients stay with us for extended periods of time: 

By foregoing momentum related returns, investors in our funds appreciate our ability to: (i) avoid 

significant capital losses when the stock market corrects from over-valuation (momentum), and (ii) 

continue to grow from a higher base than a market-corrected level.  Through this phenomenon, which 

is referred to as compounding, we aim to double our clients’ investments with us every 3.9 years at 

the high end and 5.5 years at the low end.  This works out to an average compound annual return of 

between 12.25% and 19% depending on where in the cycle a client invests with us. To further 
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explain, 12.25% is our view of the cost of equity in South Africa, which is the bare minimum an equity 

investor should earn and 19% is the average annual compound return on the All Share since 1960 

(the furthest back we could go  to find clean data).  

Investment Outcome 

Our investment performance in the quarter was adversely affected by the impact of the falling oil price 

on Sasol (SOL) and BHP Billiton (BIL).  Both SOL and BIL were a 10% holding piece in the portfolio.  

Table 1 below demonstrates the severity of their underperformance relative to the SWIX benchmark.  

The tale of the tape (Table 2) shows that we outperformed in October, the month when the oil market 

started to exhibit anxiety.  In November, we marginally underperformed such that over the first two 

months of the quarter, we were at par with the benchmark.   

Table 1: Total Return of Sasol and BHP Billiton Relative to the Benchmark 

% Return Oct Nov Dec Q4 2014 

 Benchmark (SWIX)  2.85 0.62 0.28 3.75 

 BIL  (9.47) (7.44) (5.12) (20.7) 

 SOL  (8.42) (15.89) (6.70) (28.2) 
Source:  Bloomberg, First Avenue 

 

Table 2:  Q4 2014 Month by Month Performance 

  

Source:  Statpro, First Avenue 

However, the oil price registered its biggest decline in the month of December due to OPEC’s 

decision, in late November, not to cut production. This dragged the net positive we went into the 

month of December with into an overall -0.95% for the quarter. To fully appreciate the effect of SOL 

and BIL on our outcome, the stocks contributed -2.75% to our overall performance of -0.95% relative 

to the SWIX benchmark.  Despite the remainder of the portfolio outperforming the index by a net 

1.79%, this was insufficient to counter the sizable impact of SOL and BIL on the quarterly 

performance.  
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Table 2: December 2014 Attribution- Oil Singlehandedly Responsible for Q4 Performance 

 

Source: Statpro, First Avenue 

Not only did SOL’s fall impair our 12 and 24 month outperformance of the SWIX, it set us back to 

parity with the market on a rolling 3yr basis.  Our longer term outperformance is still intact.  Further, it 

is a testament to our portfolio that, despite the havoc wreaked by SOL and BIL, its volatility continues 

to be markedly below that of the market.  The best way to interpret this phenomenon is that SOL and 

BIL’s adverse effects on the portfolio reflected far more on returns than volatility.  Higher risk adjusted 

returns corroborate our promise to you to buy value rather than risk – the rise and fall of counters in 

our portfolio are not on account of risk.   
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Table 3:  General Equity Investment Outcome 

 

 Source: First Avenue 

At stock level, while both SOL and BIL detracted from performance materially, the underweight in 

MTN contributed positively.  MTN also underperformed the market materially due to its significant 

exposure to oil producing Nigeria.   

Figure 1: Q4 2014 Stock Attribution 

 

Source: First Avenue 
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Sector attribution, however, provides better insights.  Let’s first look at mining.  The underweight in 

basic resources heavily cushioned our overweight in BIL, almost to the point of neutralizing it.  The 

overweight in the Oil and Gas sector, combined with the overweight in practically the only stock that 

makes up the sector, SOL, hurt us badly.  To finish off, the underweight in MTN, the largest stock in 

the sector helped as the telecommunications sector also underperformed. 

Figure 2:  Q4 2014 Sector Attribution     

 

Source: First Avenue 
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One only appreciates how robust and resilient our portfolio is when your consider that our outcomes: 

(i) remain above average (of the unit trust equity universe), (ii) hold their own against industry leaders, 

and (iii) do so with one of the lowest volatility ratings than the best of the best.  

Figure 3: 3-Yr Return vs. Risk – Unit Trust Peer Comparison    

 

Source: BNP Paribas Cadiz Unit Trust Tracker, Q4 2014, First Avenue 

As intrinsic value investors, we interrogate investment opportunities from a quality and valuation 

perspective.  Owning SOL was not a mistake. Such is our conviction that we not only continue to hold 

it, but have added to it.   

Figure 4: Q4 2014 Portfolio Positioning: Top 10 Overweight and Underweights 

Source: First Avenue 
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This is not a Martingale Strategy
1
 where we bet increased amounts on a falling stock just because at 

some point the mathematical probabilities of it going up show up enough to make up our losses.  We 

are cognizant that the market can stay irrational for far longer than we can afford to commit new 

resources to a Martingale Strategy (buying as a stock falls).  In other words, our resources are not 

infinite. 

First, we are convinced that SOL was not expensive even before its sizable price decline in 

December, 2014.  While the stock fell because investors were attempting to handicap/calibrate where 

the company earnings would come out (Enterprise Value per ton) after a shock 50%+ decline in the 

oil price, history tells us that the oil price on its own has been a poor predictor of SOL’s earnings.  

Other factors such as the Rand-Dollar exchange rate and state of the chemicals market account for 

more than twice the impact of oil on Sasol’s earnings.  For this reason, when the market reacts 

strongly to just one of these key factors (oil price), earnings have always come out much higher than 

where the market rating would imply, (see EBITDA per ton below).  The crash of 2008 is instructive.  

The oil price dropped from US$146 to $38.70 but SOL’s profitability in both 2008 and 2009 showed a 

modest decline from the peak of 2007.  See figure 5. 

Figure 5: EV/ton vs. EBITDA/ton: Difficult to Argue that SOL’s Valuation was Expensive 

or Exuberant 

.  
Source: First Avenue 

This outcome is indicative of the only competitive advantage a commodity company can lean on – 

economies of scale or scale efficiencies.  SOL’s profitability does not mirror the oil price because of (i) 

cost efficiency, (ii) asset productivity, and (iii) increasingly lower capex intensity.  This really speaks to 

volume growth at increasingly lower unit costs, entrenching a virtuous circle of scale efficiencies. On 

top of these internally generated advantages is the weak Rand.  We like to point out that we don’t own 

oil – instead, we own Sasol. Leaning on the competitive advantages above, the company’s track 

record of creating value in excess of what the ZAR oil price endows it is admirable. See figure 6.      

 

                                                           
1
 Class of betting strategies where the gambler doubles or increases his bet after every loss so that the first win 

would recover his losses and create a profit 
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Figure 6: SOL TSR vs. ZAR Oil Price:  We Don’t Buy Oil. We Buy Sasol 

  

Source: First Avenue 

Due to its ability to add economic value in excess of the endowments of the commodity price, SOL is 

one of two resources equities to not only breach but exceeded its pre-2008 peak share price.  BIL is 

the other. See Fig 7.  In essence, SOL and BIL made up and surpassed the money (market value) 

lost in the 2008 credit crisis.  The two firms share this quality with a number of competitively 

advantaged industrial companies responsible for the bulk of excess returns generated in the stock 

market since 2008.     

By contrast, the market value lost in all other resources equities on the Johannesburg Securities 

Exchange in the 2008 crash is, well, still lost.  It was all risk, and not value. 

Figure 7:  Strong Internal Fundamentals in SOL and BIL Allow us to Invest in them Through the 

Cycle 

 

Source: Bloomberg, First Avenue 
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Despite SOL impairing our short term numbers, our temperament to hold is really a reflection of the 

quality of our research.  Nothing was wrong with SOL. Nothing was wrong with its valuation. In fact, 

nothing was wrong with the oil price either!  In other words, neither SOL nor the oil price fell because 

of their fundamentals.  You have heard the phrase - the cure for high prices is higher prices. That is, 

high prices destroy demand and lower demand ushers in low prices.  The problem is that this time 

around, oil prices were not high enough to destroy demand (but we believe that they are now low 

enough to destroy supply and lower supply ushers in an era of higher prices).    

Again, the bubble that burst in 2008 is instructive.  Figure 8 demonstrates that a virile economy drove 

prices to levels where they destroyed demand.  Oil prices fell sharply on slower demand caused by 

frozen credit markets.  Another industrial bubble (for 2000 was a tech bubble) where oil prices 

destroyed demand was in 1991. We can surmise clearly therefore that demand destruction was not 

the cause for falling oil prices this time around. 

Figure 8: The Oil Price Was Not High Enough to Destroy Demand 

 

So what was? Game Theory! Saudi Arabia, as it did in 1986, did not blink when dared to cut 

production by the US Shale industry.  It in fact let production run, sending a multi-decade signal to the 

US industry to not interfere with the structure of oil supply or, to put it bluntly, OPEC’s monopoly over 

the oil market.  The Saudi’s have good economic reason for their actions.  Their average cost of 

production is $27 per barrel while North American shale averages $62 per barrel.  The most 

advantaged oil field in Saudi Arabia is $4 per barrel while it is $40 per barrel in the US.  At current 

prices, less than 5% of North American shale oil production is economically viable (Figure 9).  It is the 

least cost efficient producer who cuts production before the most efficient producer does. 
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Figure 9: There will be Outright Liquidations of North American E&Ps in Q2 2015

 

The exit of the US Shale industry (c.3m barrels of oil per day) is a prerequisite for OPEC to cut its own 

production during the next OPEC meeting in June (or a month or two later).  We foresee a problem 

here.  The oil price has stabilized at the average cash cost (see Figure 8) and has no economic basis 

to fall further as it represents what customers are willing to pay.  The current surplus is however only 

1m barrels per day. Removing c.3m barrels per day of shale oil by end of Q2 throws the market into 

sharp deficit instantly.  Further, the prospect of OPEC cutting production later in the year would simply 

exacerbate the deficit.  To add insult to injury, conventional oil producers (BP, Shell, Total, Conoco 

Phillips, Exxon Mobil, etc.) have already cut capex related to future production, especially in the 

expensive North Sea.  The signs of a rampant oil price in the near future are ominous!  We very well 

could have a $160 oil price in the next 24 months.  How did we link this bright future to our portfolio? 

We used the current floor price (cash cost) of $48 to add 1.5% to our holdings in SOL.  

It is worth reiterating that our guiding principles on resource equities: 

We place more confidence in: 

 Efficiency of operating profits per ton produced 

 High volumes produced per rand of capital expenditure (high asset productivity, low capital 

intensity) 

 Creating a virtuous circle of scale efficiencies at all times in the business cycle 

We place very little emphasis on: 

 Commodity price assumptions 

 Currency assumptions 

 Timing the market for all or nothing exposure in resource but rather maintaining a structural 

underweight.        

Last, we are confident that this attitude to resources (focusing only on the quality end), despite 

resulting in a structural underweight of the sector, will continue to endow our portfolio with less risk 

and more value, especially in market corrections.  One only has to look at our portfolios resilience, 

since inception, in navigating the worst 20 drawdowns (see Figure 10). We came out worst for ware 

only twice. 
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Figure 10: Fund vs. Benchmark Return on 20 Worst Down Days (Feb 2011 – Dec 2014) 

 

In terms of the generalised GDP cycle presented in previous reports (Figure 11 below), our view is 

that global growth is very close to reaching its peak.  This is demonstrated by US GDP growth which 

has reached 5% in Q3 2014 and Chinese growth which has already started to slow down.  As we 

move into the decline period of the GDP cycle, we expect high quality companies to benefit from the 

increased market uncertainty.  Under these conditions, the market better appreciates the profit 

persistence and resilience of high quality companies.  .   

Figure 11: Periods Where High Quality is most likely to Outperform 

 

Source: First Avenue 
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Portfolio Positioning 

Fig 12 shows our top 10 bets relative to the SWIX.  Our top 10 best ideas represent 52.1% of the 

portfolio demonstrating high conviction - that we are neither benchmark nor peer cognizant. 

Figure 12: General Equity Portfolio Positioning (Top 10 Bets) as at December 31, 2014       

Stocks Portfolio Benchmark Relative  

BHP Billiton plc 7.9% 2.6% 5.3% 

Woolworths Holdings Ltd 6.2% 1.4% 4.8% 

Sanlam Ltd 7.2% 2.4% 4.8% 

Barclays Group Africa 5.5% 1.1% 4.4% 

Sasol Ltd 8.8% 5.7% 3.1% 

City Lodge Hotels Ltd 2.9% 0.1% 2.8% 

Aspen Pharma care Holdings Ltd 5.0% 2.4% 2.6% 

Imperial Holdings Ltd 2.8% 0.6% 2.1% 

Mr Price Group Ltd 3.1% 1.0% 2.1% 

Life Healthcare 2.8% 0.8% 2.0% 

Total 52.1% 18.1% 34.0% 

 

The same can be viewed from our sector allocation 

Figure 13: Sector Allocation as at December 31, 2014 

Sector Portfolio Benchmark Relative  

Basic Materials 7.9% 11.9% -4.0% 

Consumer Goods 20.1% 15.8% 4.3% 

Consumer Services 24.0% 17.4% 6.6% 

Financials 12.7% 25.7% -13.0% 

Health Care 7.8% 5.2% 2.6% 

Industrials 13.0% 8.3% 4.7% 

Oil & Gas 8.8% 5.7% 3.1% 

SA Cash 3.2% 0.0% 3.2% 

Technology 0.5% 0.5% 0.0% 

Telecommunications 2.01% 9.44% -7.44% 
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Outlook 

Looking ahead, it is now clear that the world economy cannot live without accommodative monetary 

policy.  Such policy either introduces new imbalances or exacerbates old ones.  The new imbalance 

being caused by loose monetary policy around the world is deflation, which will hurt companies 

without pricing power or cost advantages. This is simply a dangerous time to reach for risk in an 

effort to extract value (own cyclical companies).  We think the USA will experience peak GDP this 

year, and China will have to respond to the stimulus by the ECB to make its exports to Europe 

competitive.  Both stimuli may fix bring back demand in which cyclical companies rebound strongly 

and quality lags.  That’s the risk to our portfolio.  Beyond that, we anticipate that our portfolio will 

do well as customers to spend hard earned savings on what they know to be value, and investors 

seek safety from uncertainty.   
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Disclaimer 

First Avenue Investment Management is an Authorized Financial Service Provider (FSP 42693).  

The content of this presentation and any information provided may be of a general nature and may not be 

based on any analysis of the investment objectives, financial situation or particular needs of the client (as 

defined in the Financial Advisory Intermediary Services Act). As a result, there may be limitations as to the 

appropriateness of any information given. It is therefore recommended that the client first obtain the 

appropriate legal, tax, investment or other professional advice and formulate an appropriate investment 

strategy that would suit the risk profile of the client prior to acting upon such information and to consider 

whether any recommendation is appropriate considering the client’s own objectives and particular needs. 

Any opinions, statements and any information made, whether written, oral or implied are expressed in good 

faith. 
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