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While there are no material business developments to update you on, it is important that you remain
comforted that we continue to grow at a manageable pace. This means we are able to rise with, and not to,
the challenges of a growing business. The business is an enabler for our investment activities (and not the
other way round). This state of mindfulness about why we are here affords us comfortable decision making
on:
The optimal asset size for how we invest in South African equities
Remaining equity specialists with one philosophy and process
Our preference to be bought rather than be beholden to marketing
Maintaining thought and execution leadership in high quality investing
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We look forward to interacting with you individually on the above matters in the coming weeks and months.
So much of what we will discuss with you in this report reminds us of the Russian proverb, “doveryai no
proveryai”, (trust, but verify) which Ronald Reagan was so enamored with that it is frequently incorrectly
credited to him. Since inception, we have made certain representations to you about, and asked you to trust
us on, our business philosophy, the efficacy of our investment philosophy, and our ability to adhere to it
through a disciplined process. In the discussion that follows, you can begin to verify what we said to you.

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 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).
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Investment Outcome
Table 1 below summarises our investment performance for Q3 2014. Our long term (since inception
cumulative) outperformance of the benchmark has remained intact at 5.1% despite the rally in risk assets that
began in June 2013. This, as well as the fact that adverse shorter term outcomes have in fact improved, and
not spiraled out of control, verify the efficacy (batting average) of our investment proposition. Our rolling one
year underperformance has reduced from -6% to -0.9%. Vitally, we are building a robust commercial case for
a 5 year track record. While we have outperformed the benchmark by 5.1% since inception, our risk adjusted
returns exceed the benchmark by 27.4%, proving that some returns are more equal than others (a real case of
buyer beware or caveat emptor). This is an important statistic because there is in fact at least one occasion
when investors eat risk adjusted returns – during a market correction.
Table 1: First Avenue General Equity Investment Outcome

General Equity
Composite

SWIX

Relative

Since inception* cumulative

92.0%

86.9%

5.1%

Since Inception* Annualised

19.5%

18.6%

0.9%

3 year p.a.

24.1%

23.3%

0.8%

1 year p.a.

17.1%

18.0%

-0.9%

3m

-0.9%

-0.5%

-0.4%

Annualised Volatility since Inception*

11.8%

13.5%

-1.7%

Annualised Risk Adjusted Return since
Inception* (Ann Return / Ann Vol)

165.2%

137.8%

27.4%

Risk/Return period

* Inception Feb 2011
Looking at our investment performance through the lens of short term outcomes (rolling 12months)
demonstrates the minimal impact of the risk asset cycle, namely, the rebound of deep value over high quality,
on our long term performance. We noted in the last Portfolio Management Report that we thought cyclical
rebound of deep value had reached its maximum point, and that its adverse impact on our performance would
be minimal, henceforth. This was proved true in this quarter (See figs 2a and 2b).
Figure 2a: Intra Quarter Returns

Fund
31 July 2014

SWIX

Relative

0.72

1.36

(0.64)

31 August 2014

(0.12)

0.61

(0.73)

30 September 2014

(1.53)

(2.43)

0.90

Source: First Avenue
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Figure 2b: Short term Investment Outcomes

Source: First Avenue

Figure 2 verifies a critical point we have represented to our clients on numerous occasions: that investing in
high quality has a much better “batting average” than a deep value strategy. On a rolling 12 months basis, the
23 up months and 10 down months equate to a 70% batting average. Further, we don’t anticipate that the
maximum levels of outperformance and underperformance are as symmetrical as Figure 2 may intimate. The
reason is that we commenced operations half way through the high quality cycle (Jan 2011) while the 10 down
months in fact represent the entire rebound in deep value. This analysis is obviously against the index.
Comparing relative to both the leading and lagging deep value fund on the same measurement basis (rolling
12 months) enhances our understanding of the “batting average” phenomenon. See Figure 3. We barely
registered negative relative returns against the lagging deep value fund, and approximately 10 months
against the leading deep value fund. The lagging deep value fund was hampered by an outsized position in
the now defunct African Bank while the leading deep value fund was helped by an outsized position in
Steinhoff. In contrast, our outcomes are incremental over time rather than lumpy on the upside (Steinhoff) or
downside (African Bank).
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Figure 3: Comparison: High Quality Relative to Leading and Lagging Deep Value Funds

Source: Cadiz BNP Paribas

The outcome you see in Figures 2 and 3 can be traced back to a very complex phenomenon, namely, the
relationship between risk and returns. Most investors think that value has a continuum from deep value on
the left through momentum on the other end. Deep value is associated with investing in cheap companies
and momentum, expensive companies. The often hidden presumption here is that you can price securities
along that continuum and find them either expensive or cheap. That type of thinking yields outcomes similar
to those produced in Easter Island. Disastrous!
Risk, not valuation, is a continuum. Investors need to understand that participating in the equity market is
purchasing risk to earn returns along a spectrum ranging from low to extreme (see fig 4). Further, the very
fact that investors use the term “calculated risk” to justify purchasing risk implies the existence of the
opposite, namely, incalculable risks. This is an existential matter that can save you from infinite misery. We
represented to you on many occasions, and asked you to trust, that we generate excess returns from
purchasing low and medium risk (risk arbitrage). The fact that we opted to buy Naspers at the time that
African Bank displayed “attractive value characteristics” such as a price-earnings ratio of 4.47 x and dividend
yield of 8% should help you verify the trust you have in us.
There is no point acknowledging the risks in a company (e.g. risk of bankruptcy in African Bank) without
placing a probability on it. A high/extreme probability of a negative outcome, or high uncertainty in our
parlance, makes the purchase of risks associated with it incalculable. Because social sciences, of which
investing is part of, do not lend themselves to precision, we are happy to be vaguely right (earn incremental
returns) than precisely wrong (face impairing capital every now and again while reaching for lumpy returns).
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Figure 4: Risk Continuum and its Characteristics

Source: First Avenue

Figure 5 helps you understand, and verify, our track record at arbitraging risk or “betting-against-beta”. Our
beta has simply fallen as the risks increase with a rising market and our Sharpe Ratio:



Increases when volatility spikes with a falling marketing as happened in September (point A)
Falls when volatility spikes with a rising market (point B).

What drives this outcome is an understanding that value is a function of risk. Low and medium risk are
“bankable” with a higher probability/certainty than high and extreme risk. In other words, value is the
dependent variable while risk is the independent variable. Of course, it behooves every investor to ensure
that their intellect is in fact not the limiting factor in analyzing risk for pricing purposes.
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Figure 5: Betting-Against-Beta

A
B

Source: First Avenue

One of the best ways to evaluate a manager’s performance is reviewing their behavior when they are out of
cycle. Even though our shorter term results were falling behind the market and peers, we never increased our
risk budget in order to reach for greater returns. In other words, we did not deviate from our philosophy and
process during a short term period where it was out of favour. A focus on the last 24 months in which high
quality was out of favor shows that our Sharpe Ratio remained very favorable compared to the top brands in
the market. See Figure 6. The inverse is of course true for the big brands, namely, that they increased their
risk in order to earn high relative returns.
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Figure 6: First Avenue Out-of-Cycle Sharpe Ratio vs. Peers
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The problem with tugging on the risk lever too hard to “juice” returns is that the bucket tends to tip over
during bouts of uncertainty in the market (drawdowns). This spillage interferes with the process of
compounding which is responsible for wealth creation. You don’t create wealth if you keep losing your
capital. Figure 7 shows you our track record in navigating drawdowns since inception. Out of 15 worst down
days, we fared worse than the market only once. This resilience, due to our conviction on cutting off the level
of risk we deem unsuitable for creating wealth, positions us well for a post peak global GDP crash.
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Figure 7: Fund vs Benchmark Return on 15 Worst Down Days, Inception (Feb 11) - Sept 2014

Source: First Avenue

An attribution of our returns in the quarter shows that we lost the most from our underweight in
telecommunications. Here the culprits were MTN and BIL. We have had a structural underweight against the
former and overweight on the latter. We over the years communicated our reasons why. Our preferred name
in the sector is Vodacom, and this is a new development, while BIL is not only the most valuable, but also
civilized metals and minerals company in the world.
Figure 8: General Equity Performance Attribution by Stock
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While you would naturally see the mobile telecommunications sector hurt us as not holding MTN did, holding
BIL helped us relative to the sector.
Figure 9: General Equity Performance Attribution by Sector
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Portfolio Positioning
Fig 10 shows our top 10 bets relative to the SWIX. Our top 10 best ideas represent 54.7% of the
portfolio demonstrating high conviction - that we are neither benchmark nor peer cognizant.
Figure 10: General Equity Portfolio Positioning (Top 10 Bets) as at September 30, 2014

Stocks

Portfolio

Benchmark

Relative

BHP Billiton plc

9.2%

3.2%

6.0%

Sanlam Ltd

7.1%

2.2%

4.9%

Barclays Group Africa

5.6%

1.1%

4.5%

Woolworths Holdings Ltd

5.4%

1.2%

4.2%

City Lodge Hotels Ltd

4.0%

0.1%

3.9%

Sasol Ltd

9.9%

6.8%

3.1%

Tiger Brands Ltd

3.6%

0.9%

2.7%

Aspen Pharmacare Holdings Ltd

4.1%

1.8%

2.3%

LIFE HEALTHCARE GROUP LIMITED

3.1%

0.8%

2.3%

Imperial Holdings Ltd

2.8%

0.6%

2.2%

Total

54.7%

18.8%

35.9%

The same can be viewed from our sector allocation
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Figure 11: Sector Allocation as at September 30, 2014

Sector

Portfolio

Benchmark

Relative

Basic Materials

9.2%

14.4%

-5.2%

Health Care

7.2%

4.5%

2.7%

Consumer Services

22.6%

16.8%

5.8%

Financials

12.7%

24.1%

-11.4%

Technology

0.0%

0.5%

-0.5%

SA Cash

2.6%

0.0%

2.6%

Oil & Gas

9.9%

6.8%

3.1%

Consumer Goods

22.6%

15.2%

7.3%

Industrials

13.0%

8.1%

4.8%

Telecommunications

0.39%

9.55%

-9.16%

Outlook
Looking ahead, we expect either the end of the Fed’s stimulus or inflation to hinder, if not constrain,
economic growth. We concluded in the Q2 Portfolio Management Report that the twin engines of
economic growth, USA and China, are approaching the final stage of our generalised GDP growth
cycle (see Figure 12) where a peak in growth is in sight or has already been reached. This has been
confirmed by recent events, and the market has begun to react as we had expected. You may recall
that in the Q2 Report, we called investors to review their attitude toward risk related returns. We
anticipate high quality companies will benefit at the expense of risk assets as the economy struggles.
As a result, we are now more optimistic about a high quality rally unfolding until signs of enduring
certainty reappear in the global economy.
Figure 12: Periods Where High Quality is most likely to Outperform

Source: First Avenue

11

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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