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Business Update
February, 2014 marked our third anniversary of managing money for clients, having shared our track
record to date with clients and prospects in previous communication. We are extremely grateful to
those that have supported us in our first few years and we continue to work diligently to justify the
conviction of our early backers. Busi Mthethwa joined us in February as an officer manager, further
freeing up existing resources at First Avenue.

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 at least
every 5.5 years, which is the compounded outcome of our self-imposed 12.25% minimum
performance hurdle.
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Investment Outcome
Figure 1 below shows how low quality stocks outperformed high quality stocks in the quarter.
Because our chosen investment universe is made up exclusively of high quality stocks, this is the
context we use internally to explain our portfolio returns.

Figure 1: Empirical Study: High vs Low Quality Stock Performance (by quarter)

As seen in Figure 2 below, we underperformed our benchmark (SWIX) in the quarter by 1.6%, largely
as a result of our posture not to acquire risk in the form of low quality miners.

Figure 2: First Avenue General Equity Investment Outcome
General Equity
Composite

SWIX

Relative

Since inception cumulative

79.0%

76.0%

3.0%

Since Inception Annualised

20.2%

19.5%

0.6%
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20.4%

19.2%

1.2%

1 year p.a.

19.4%

24.5%
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3m

3.2%
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-1.6%

Annualised Volatility since Inception*

12.1%

14.0%

-13.5%

Annualised Risk Adjusted Return since inception*

166.4%

139.3%

27.1%

Risk/Return period

* Inception Feb 2011
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Figures 3 and 4 below outline the performance attribution of our General Equity Fund by stock and
by sector respectively. With the South African Rand depreciating substantially in the past year,
miners with costs in Rands and revenues in US Dollars were given a temporary reprieve from the
pressure of perpetual exorbitant annual cost inflation. As you can see in Figure 5 below, low quality
South African miners led the charge in risk assets during the first quarter of 2014. Not owning
AngloGold and Anglo American detracted from our performance relative to the SWIX in the quarter.
The mining sector alone shaved off over a percentage point from our performance relative to the
benchmark.
The other stock that particularly detracted in the quarter was Pinnacle Technology Holdings. We
had been in the process of selling Pinnacle Technology Holdings due to deteriorating fundamentals
in the company when news hit the market of an executive director’s arrest on bribery charges,
followed by investigations by the Hawks into insider trading. It is unfortunate that we had not
finished selling before the news came out of left field. Further, if the allegations end up proving to
be true, we find it extremely disappointing and disheartening that what had been a tremendous
success story over the past decade would end in such dismal fashion. We no longer hold Pinnacle
shares nor do we expect the once off benefit to resource companies of a sharply weaker rand to
recur in every period.
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Figure 3: General Equity Performance Attribution by Stock
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Figure 5: Top 25 performing stocks in the SWIX over the past quarter

Stock

Quality Rating

SIBANYE GOLD LTD
ANGLOGOLD ASHANTI LTD
HARMONY GOLD MINING CO LTD
PALLINGHURST RESOURCES LTD
GOLD FIELDS LTD
CORONATION FUND MANAGERS LTD
ASSORE LTD
ANGLO AMERICAN PLC
ANGLO AMERICAN PLATINUM LTD
TELKOM SA SOC LTD
NIVEUS INVESTMENTS LTD
NET 1 UEPS TECHNOLOGIES INC
BARCLAYS AFRICA GROUP LTD
GRAND PARADE INVESTMENTS LTD
ADVTECH LTD
REINET INVESTMENTS SA-DR
SASOL LTD
INVESTEC LTD
AFRIMAT LTD
OCEANA GROUP LTD
STEINHOFF INTL HOLDINGS LTD
SAPPI LIMITED
PEREGRINE HOLDINGS LTD
BARLOWORLD LTD
INVESTEC PLC
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Source: Bloomberg
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Figure 4: General Equity Performance Attribution by Sector

In Figures 6 and 7 below, we demonstrate that our fund exhibits a lower standard deviation than its
benchmark (the SWIX) and a beta below the market level of 1. We will discuss the lower
fundamental risk in our funds and the resulting lower risk metrics in greater detail below.
Figure 6: Rolling 12 months Standard Deviation of General Equity Fund vs SWIX
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Figure 7: Beta of General Equity Fund vs Swix
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Zeroing in on the Uncertainty Pillar of our Investment Process
Having discussed some of the stock and sector specific drivers of performance in the quarter, let’s
zoom out to the bigger picture and discuss one of the four pillars of our investment process in
greater detail. As shown in Figure 8 below, Uncertainty is one of the four pillars of our investment
process here at First Avenue.

Figure 8: First Avenue Investment Process

Uncertainty captures many risks and various unpredictable or unknowable factors. The most severe
risk an investor faces is permanent capital impairment and is always foremost in our minds.
Permanent destruction of shareholder value can take the form of bankruptcy (in the extreme) or
dilutive share offerings to prop up a weak balance sheet during times of stress. The combination of
high financial leverage and weak or deteriorating cash flow can easily lead to financial distress and
should be left to gamblers. In interrogating uncertainty, we also closely examine the consistency of
past financial performance and the prospects for steady future performance in order to understand
the uncertainty around our fair value estimate. High cyclicality makes forecasting future cash flows
very difficult, as do immature business opportunities. Another critical uncertainty relating to
valuation is the risk of permanently impaired earnings power relative to modeled expectations. This
risk is best determined in conjunction with the economic moat analysis as it is often a change in the
competitive landscape that causes an impairment of mid-cycle earnings power. Another element of
uncertainty is the future state of the economy, inflation, and the cost of capital, which we discuss in
more detail below.
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Figure 9: Empirical Study: High vs Low Quality and the Economic Cycle

We have two key takeaways from Figure 9 above. The first one is that high quality stocks
outperform low quality stocks with a very high batting average--9 out of the past 11 years. Another
notable anecdote is that the relatively few years in which low quality outperforms high quality seem
to occur when GDP growth is well above average, or high growth is anticipated around the corner.
As shown in Figure 10 below, the increasing frequency of low quality stocks outperform high quality
stocks in recent months could hint at investors’ increasing expectations for higher global GDP
growth, especially a return to growth in developed markets.
Figure 10: Empirical Study: High vs Low Quality Performance by Month
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Figure 11: Empirical Study: the Beta of High Quality Stocks Over Time

Source: First Avenue, Bloomberg

While beta (see Figure 11 above for the historical beta of high quality companies) and standard
deviation serve as proxies (risk, as perceived by market participants) that imperfectly point at the
magnitude of underlying fundamental risk involved, the headline from our proprietary quality study
is that high quality companies outperform the market with less risk than the market. This goes
against basic finance theory including the capital asset pricing model (CAPM), so it begs for further
enquiry and discussion.
Let us discuss beta in particular and then in the abstract, before linking it back to high quality
companies. To take a step backward, risk in the equity market is often defined as standard deviation
of the benchmark--a measure of the volatility of said benchmark. While the risk of individual
companies can be measured on the basis of standard deviation, their risk can also be characterized
by beta, or the volatility of a stock relative to the appropriate benchmark. The capital asset pricing
model (CAPM) posits that the expected return of a stock (or a portfolio) can be calculated simply by
multiplying a stock’s beta by the equity risk premium and adding this to the risk free rate. An
important side note is that the standard deviation of the market as a whole can increase, such as it
did from March and especially June last year (please refer to Figure 5 above). Beta will not
necessarily capture this change as it is a relative, rather than absolute measure of volatility.
Our proprietary quality study, however, shows that high quality companies outperform the SWIX
over time with a lower standard deviation than the benchmark and a beta below one. Similar
studies in the United States-that benefit from much longer time series of available data and a larger
number of stocks in the index--show the same pattern of excess returns for high quality companies,
accompanied by lower risk metrics. This outperformance compared to what is predicted by CAPM is
called alpha, which is the Holy Grail for any serious investor.
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Let us attempt to bring beta out of the world of finance theory and back into the real world of living,
breathing investors, negotiating fear and greed in their pursuit of returns on the stock market. On
any given day (or week, or month, or year), the stock market (as typically measured by the relevant
benchmark, let’s say the SWIX) exhibits a certain amount of volatility up or down, which can be
measured by standard deviation over a period of time. An individual stock will move more than the
market or less than the market, resulting in a beta coefficient, which is calculated relative to the
benchmark over specific intervals within a finite past period. It will also deviate from the movement
predicted by historical beta employed in the CAPM formula, yielding a measure of alpha. While a
finance professor might characterize alpha as noise in an efficient market governed by beta, we
instead regard alpha as the signal we search for in our fundamental analysis.
Let’s revert back to beta. What drives that movement on any given day, week, month, or year? As a
practical matter, I conceptualize the beta experienced on any given day as the collective market’s
best effort at reflecting the up-to-the-minute, probability weighted view of the future state of the
macro economy, including all key variables such as GDP growth, interest rates, inflation, and the like.
So, while it might at times appear like the market has dramatic over-reactions to seemingly isolated
or inconsequential data points (economic, inflation, interest rate, or other) from around the world,
one must realize that relatively small shifts in the probability placed on widely disparate holistic
economic outcomes, can add up quickly in real money (discounted cash flow) terms.
And since this game of predicting the future behavior of a complex adaptive system is dastardly
difficult, and impossible to do so consistently, sizable market movements can look like large head
fakes, or noise, in retrospect. Nonetheless, it must be honoured that market levels and movements
reflected the collective best guess at that moment and there were a multitude of real money
methods for those with a variant perspective to place bets--if they could muster the requisite
conviction. It must be mentioned that psychology, sociology, and career risk intersect quite closely
with the “wisdom of crowds” in deciphering the future state of the macro economy, and therefore
the collective best guess can skew from cold, hard logic at times.
Some companies future fortunes are much more drastically swayed by the state of the macro
environment than others. Low quality miners sitting at the top of the cost curve are extremely
sensitive to higher commodity prices and/or volumes, and a declining level of the production
currency relative to the US Dollar, in which sales are generated. There are many “macro” investors
in the world that aim to predict the future state of the economy and then rotate into stocks, sectors,
or countries that would benefit from their differentiated (from consensus) view. This is largely
speculation in our view, rather than investing on the basis of well researched, high probability
outcomes.
High quality companies tend to outperform the market, as their sustainable competitive advantages
allow them to dominate the profit pools in their industries. While the size of the profit pool can be
influenced by sizable changes in the macro environment, the impact on fair value is to a vastly lesser
extent than is the case for marginal companies.
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Portfolio Positioning
As shown in figure 12 below, our top 10 bets relative to the SWIX represent a wide variety of
industries and business models and reflect our conviction in the quality and value which we see in
these companies.

Figure 12: General Equity Portfolio Positioning (Top 10 Bets) as at March 31

General Equity
Fund

SWIX

Relative Bet

BHP Billiton plc

9.3%

3.3%

6.0%

Sanlam Ltd

7.1%

2.3%

4.8%

Barclays Group Africa

5.5%

1.0%

4.4%

City Lodge Hotels Ltd

4.1%

0.1%

4.1%

Woolworths Holdings Ltd

4.6%

1.2%

3.5%

Tiger Brands Ltd

4.3%

0.9%

3.5%

Sasol Ltd

10.2%

6.9%

3.3%

Aspen Pharmacare Holdings Ltd

4.0%

1.8%

2.2%

Imperial Holdings Ltd

2.9%

0.7%

2.2%

Oceana Group Ltd

2.2%

0.1%

2.1%

Total

54.4%

18.3%

36.1%

Stocks

Source: First Avenue

Portfolio Risks
The junk rally—our pain trade--has materialized over the past couple quarters. As such, leadership
has changed from intrinsic value in high quality companies to deep value in riskier companies. We
will continue to consider cash as an alternative to high quality counters rather than take on
additional risk just to keep up with a market that requires prescient economic forecasting in order to
get out before the turn of the cycle. Accordingly, we have concentrated our holdings into companies
in which we have the greatest conviction of quality and valuation. Should risk appetite persist,
which may very well be the case for the next short while, we will continue to trail the index and
more aggressive peers.
In Figure 13 below, our general equity fund has substantially outperformed the SWIX on the five
biggest down days in the market over the past year. While this is anecdotal, it illuminates on our
conviction that high quality companies will substantially outperform the market when the cycle
inevitably rolls over. At that stage, we aim to compound returns from a higher base than the
market.
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Figure 13: Performance of General Equity Fund vs SWIX on 5 Biggest Down Days in Past Year

Outlook
We remain convinced of the shape and prospects of our portfolio for the next 5 years. The herd that
is the market seemed to be a bit jittery at times over the past year, rushing stocks higher on positive
or less negative data points only to then convulse with fear at incremental signs of weakness in the
Chinese banking and real estate sectors. The astounding obsession with the Federal Reserve’s
slightest murmurings hints at the degree to which the markets have been manipulated in recent
years by zero short rates and trillions worth of printed money. Economic forecasting is not our core
competency, so central to our posture is vigilance toward quality and valuations of individual
companies in our portfolio.
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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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