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Q2 2014 PORTFOLIO MANAGEMENT REPORT 

 

Business Update 

During Q2 2014, First Avenue successfully hosted its inaugural Investment Forum at The Munro 

Boutique Hotel in Houghton Estate.  The event was both well attended, and the proceedings well 

received, by an intimate audience of 52 delegates representing clients, prospects, and media 

institutions.  During the conference, First Avenue also announced the formal establishment of its 

International Research Advisory Board.  The Advisory Board consists of: 

 Pat Dorsey: Founder, Dorsey Asset Management (USA)  

 Nick Dennis: CEO, Lodestone Brands (South Africa) 

 Brian Henderson: CEO, Henderson International Advisers (USA) 

 Jose Jimenez: CEO, Banca March Gestion Asset Managers (Spain) 

These individuals are highly accomplished within their respective industries and act as a sounding 

board for our analysts as part of our research process.  The board provides both a historical context 

and global perspective on phenomenon that is often valuation sensitive and critical to investment 

decision making.  Through continuous interaction with individual Advisory Board members, our 

analysts enhance their ability to not only consider insights wider and deeper than those captured by 

traditional research outlets (e.g. stock brokers, management consultants, etc.) but also end up in the 

right ballpark of valuation probabilities.  Far from seeking perfection, our research objective here can 

be articulated by the adage, it is better to be vaguely right than precisely wrong.  

Pulling on another lever of differentiation, our membership of the Group of Boutique Asset 

Managers (http://www.gbammanagers.com/), Jorge Haynes (operations manager) and Nadim 

Mohamed (analyst)  attended a 1-week staff exchange  with  March Gestion de Fondos, one of the 

leading asset management firms in Spain.  The staff exchange enabled sharing of best practices in 

granular detail in the areas of both operations and research (e.g. valuation modelling).  Our team 

also interacted extensively with other GBAM member firms Bestinver and Mutuactivos who are 

amongst the most respected boutique asset managers in Europe.  In our mission to offer our clients 

a high quality investment and service experience, we will continue collaborating with our global 

partners in GBAM, itself a 17 member association.  

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 

http://www.gbammanagers.com/
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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. 

Investment Outcome 

Table 1 below summarises our investment performance for Q2 2014.    It is no secret that risk assets, 

which we do not invest in, have as of June 2013 responded very well to a global ‘goldilocks’ 

environment of uninflated economic growth.  Their change in fortune from a “near death 

experience” led to a re-rating that adversely impacted our investment outcome over the last year. 

Bar that, all our outcomes are value adding to the discerning customer.  While we have 

outperformed the benchmark by 6% since inception, our risk adjusted returns exceed the 

benchmark by 32%, proving that some returns are more equal than others (a real case of buyer 

beware or caveat emptor).  

Table 1: First Avenue General Equity Investment Outcome 

Risk / Return period 
General Equity 

Composite 
SWIX Relative 

Since Inception* cumulative 93.8% 87.8% 6.0% 

Since Inception* annualised 21.4% 20.3% 1.1% 

3 year p.a. 23.0% 21.8% 1.3% 

1 year p.a. 26.1% 31.9% -5.8% 

3 months 8.3% 6.7% 1.6% 

Annualised Volatility since Inception* 11.9% 13.7% -1.8% 

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

179.8% 147.9% 32.0% 

 * Inception Feb 2011        
 

First Avenue focuses on high quality companies to exploit the long-term opportunity offered by the 

phenomenon of compounding.  The market has a tendency to misprice the relative predictability 

with which high quality companies create and renew corporate value.  Outperformance is most 

noticeable during periods of intense stress when the market gravitates back towards high quality 

given their inherently low risk.  In order to study this aspect in the SA market, we disaggregate the 

FTSE / JSE Share Weighted Index (SWIX) into its high quality and low quality stock constituents.   
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Figure 1a below illustrates the difference between the performance of the high quality and low 

quality constituents of the SWIX.  For simplicity, we define high quality as companies that are able to 

consistently generate a return on common equity (ROE) higher than their cost of equity (COE) for at 

least 6 out of the previous 8 financial years1.  It is clear from Figure 1a that high quality stocks were 

more likely to outperform the index over the past 5 years than low quality companies.  This is 

demonstrated by the sizable percentage (>50%) of high quality companies that beat the index 

between 2009 and 2012.   

Figure 1a: Percentage of High Quality and Low Quality stocks that outperform the SWIX 

(annually) 

 
                             Source: First Avenue 

 

Lower quality companies, in contrast, were serial underperformers prior to 2013.  The 

underperformance was most protracted in 2009 when only a third of low quality stocks 

outperformed the broader index.  This is because the market showed greater appreciation for the 

predictability offered by high quality stocks during this period of high uncertainty.  In this case, the 

uncertainty was driven by the Credit Crisis and the ensuing economic recession.  Subsequent crises 

in the form of the European Banking Crisis and ensuing Eurozone recessions ensured that companies 

that could best provided a fundamental hedge against high uncertainty continued to be rewarded 

for it by the market. 

However, since 2013, we notice an increase in the number of low quality companies that are 

outperforming.  This has grown from 33% in 2009 to 44% in H1 2014.  We view this as the market 

exhibiting heightened levels of optimism of a recovery in global GDP growth.  Investors are simply 

saying here that if an admittedly weak company was left for dead in the last four years, and didn’t 

die, then it has surely lived to fight another day!  In the SA market, we have noticed several such 

examples, for instance, Sibanye Gold which offered a total return of 91% in Q1 2014 and a further 

25% in Q2 2014.  We however feel that the re-rating or “near life experience” of low quality 

companies has reached a plateau whose continuation requires an extended period of economic 

                                                           
1
 First Avenue would normally use multiple, more complex parameters to measure whether a company 

exhibits characteristics of a high quality company 
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growth beyond this year’s peak.  Excess liquidity, without inflation, might offer that extension 

though we place a low probability on it.   

Figure 1b shows a similar picture on a quarterly basis for quarters 2013Q1 to 2014Q2.  This 

illustrates that high quality stocks started to underperform in Q3 2013 and have only shown signs of 

recovery in Q2 2014 – this mirrors the performance of our portfolio over this period.  The key driver 

for the outperformance of low quality stocks or risk assets early in 2013 were comments by the Fed 

on improved US growth prospects as well as further signs of economic recovery in the UK and large 

European economies such as Spain.   

  Figure 1b: Percentage of High Quality and Low Quality stocks that outperform the SWIX 

(quarterly) 

 
                             Source: First Avenue 

 

However, if one looks across the entire cycle that started post the Credit Crisis in 2009, high quality 

has shown a generally higher probability of outperforming throughout the cycle.  In other words, 

reaching for high risk returns takes an investor to the peak of the market while staying with high 

quality, low risk returns takes an investor through the cycle.  The question to ponder here is, given 

that high quality is synonymous with greater uncertainty, is the recent comeback staged by high 

quality (Figure 1b) a harbinger for unexpected challenges ahead (e.g. disappointment in economic 

growth, inflation, an end to excess liquidity, etc.)?   

Restricting our investment universe to high quality companies implies that we are both benchmark 

agnostic and out harm’s way should the market correct.  Over this period where low quality 

outperformed, we fared much better than the market on occasion of the 15 worst drawdowns 

(Figure 2).  
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Figure 2: Fund vs Benchmark Return on 15 Worst Down Days – 24 Months Ending Jun 2014 

 

As further confirmation of this characteristic, the Sharpe Ratio of our portfolio was ranked 14th out 

of 92 general equity funds in South Africa over a 24 month period in the BNP Paribaz Cadiz Unit Trust 

Performance Analysis Q2 2014 (Table 1).  We achieved a top quartile Sharpe Ratio rank despite 

producing returns in the second quartile of performance relative to these funds.  Our reluctance to 

increase our risk profile (getting into harm’s way) has allowed us to maintain a favorable Sharpe 

Ratio relative to the market and our competitors. 

Table 2: Returns, Sharpe Ratio and Alpha Ranking –Q2 2014 

Metric Rank (n=92) Quartile 

Return (12 month) 35 Second 

Sharpe Ratio (24 month) 14 First 

Alpha (24 month) 15 First 

 * BNP Paribaz Cadiz Unit Trust Performance Analysis      
 

Figure 3 and Figure 4 below shows our attribution by stock and sector respectively.  Investing only in 

high quality resource stocks (BHP Billiton and Sasol) was a key driver of outperformance this quarter 

as lower quality resource stocks retreated from their recent price rally.  Our underweight position 

within the mobile telecoms sector was also supportive of our outperformance as more signs 

emerged to support our thesis of intensifying price competition and regulatory intervention.  The 

largest detractor from our performance was Steinhoff which we consider to be low quality.  
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Figure 3: General Equity Performance Attribution by Stock 

 
Source: First Avenue 

 

Figure 4: General Equity Performance Attribution by Sector 

 
Source: First Avenue 
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Portfolio Positioning 

Figure 5 shows our top 10 bets relative to the SWIX.  Our top 10 best ideas represent 51.4% of the 

portfolio demonstrating high conviction.  Examples of this include a zero weighting in mobile 

telecoms and sizable underweights in the mining and banking sectors. 

Figure 5: General Equity Portfolio Positioning (Top 10 Bets) as at June 30, 2014       

Stocks 
General Equity 

Fund 
SWIX  Relative Bet 

BHP Billiton plc 9.4% 3.3% 6.1% 

Sanlam Ltd 7.0% 2.3% 4.7% 

Barclays Group Africa 5.5% 1.0% 4.5% 

City Lodge Hotels Ltd 4.2% 0.1% 4.1% 

Woolworths Holdings Ltd 5.1% 1.1% 4.0% 

Sasol Ltd  10.1% 6.9% 3.2% 

Tiger Brands Ltd 4.0% 0.9% 3.1% 

Imperial Holdings Ltd 3.1% 0.7% 2.4% 

Life Healthcare 3.0% 0.8% 2.2% 

Aspen Pharmacare Holdings Ltd 3.9% 1.8% 2.1% 

Total 51.4% 17.1% 34.3% 
Source: First Avenue 

Low Risk Investing Through High Quality Companies 

In the previous sections, we averred that high quality companies possess a higher probability of 

outperforming the index with lower risk over time.  It is important to be able to explain the 

underlying reasons for this phenomenon to confirm the merits of our investment strategy.   

Firstly, we need to explain what we mean by risk.  For us, risk is not a metric that can be measured 

quantitatively by looking at price data.  Our view of risk is more in line with Benjamin Graham’s view: 

Beta is a more or less useful measure of past price fluctuations of common 

stocks. What bothers me is that authorities now equate the beta idea with 

the concept of risk. Price variability yes; risk no. Real investment risk is 

measured not by the percent that a stock may decline in price in relation to 

the general market in a given period, but by the danger of a loss of quality 

and earnings power through economic changes or deterioration in 

management.      Benjamin Graham 

Risk needs to therefore be measured using fundamental data instead price data (as was done earlier 

using the Sharpe ratio).  Ultimately, in the long term, returns earned by equity investors are a 

function of the corporate profits of the stocks held in their portfolio.  The stock exchange serves as a 

pass-through mechanism of corporate earnings to the investor.  With this view of the world, 

economic profits drive stock returns in the long term and, if earnings above cost of capital are 

consistently achieved, price volatility will eventually net out.  Risk is therefore more about the 
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persistence of profits than price variations and we strive to understand this aspect when assessing 

risk of our investment ideas2. 

As a means of demonstrating this concept, we show in Figure 6 the average annualised return of 

large cap stocks within the SWIX that have survived for 20 years or longer.  If we consider the top 

quartile and bottom quartile along several fundamental risk parameters, we observe that stocks 

with lower fundamental risk do indeed have a higher tendency to outperform over the long term.  

The final parameter (First Avenue Quality Rating) is a metric derived from multiple measures 

including 8 year ROIC-WACC, shareholder dividends / buybacks and capex profile.  Our research 

suggests that it has a superior ability to discern high quality from low quality than other metrics and 

is a core part of our search process. 

Figure 6: Total Return for High and Low Risk Portfolios 

 
Source: First Avenue 

 

If we study the ROE of SA mining companies (Figure 6), there are very few examples of companies 

that are able to consistently generate an ROE higher than their cost of equity.  Between 2007 and 

2013, only BHP Billiton has been able to achieve this throughout the entire period.  This is why BHP 

Billiton is our preferred stock in the sector.  Many of the other companies show extreme volatility in 

their ROE.  For this reason, they represent high uncertainty and the kind of fundamental risk that 

tends to interrupt compounding. 

 

 

 

 

 

                                                           
2
 Parts of this section are adapted from “Profits for the Long Run: Affirming the Case for Quality”, Joyce, C. and 

Mayer, M, GMO White Paper. 
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Figure 7: High, Low and Mean ROE of Mining Stocks on the JSE: 2007-2013 

 
Source: First Avenue 

Outlook 

Looking ahead, we expect either the end of the Fed’s stimulus or inflation to hinder, if not constrain, 

economic growth.   It is our view, therefore, that the twin engines of economic growth, USA and 

China are approaching the final stage of our generalised GDP growth cycle (see Figure 8) where a 

peak in growth is in sight or has already been reached.  In the SA context, The IMF is likely to cut SA’s 

growth forecast for the year after Standard & Poors lowered its SA credit rating.  The fact that the 

FTSE/JSE and many other markets are discounting this peak through all-time highs supports our view 

that investors should review their attitude toward risk related returns.  

Figure 8: Periods Where High Quality is most likely to Outperform 
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Our research indicates the final stage of the GDP growth cycle is where high quality stocks are least 

likely to outperform.  Thereafter, as uncertainty increases, high quality stocks exhibit a greater 

propensity to be rewarded by the market for their reliable earnings profile.  For this reason, we 

believe that the low quality rally is close to its end and we will move into an environment where high 

quality is again favored by the market.   
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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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