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Business Update – Establishing a Glass Door Culture
First, we would like to thank you, our valued clients and prospects for your continued custom and
engagement. The confidence you have in us demands that we not only do our best, but continue to
evolve in our capabilities to justify your attention. We would like to believe that we have gotten
better and better at stewarding your savings in the six years we have been in existence. Even we
have been astounded at the depths of inquisition we have gone to in order to explain worldly
phenomena that determines wealth creation on the stock market. In this quarter, our efforts at
creating a culture demonstrably different from, and superior to, any other in South Africa came full
circle.
It is apt to say that trust is the fuel that oils the wheels of any culture. Establishing a culture of trust,
however, is one of the most difficult things an organization, community, or society can achieve.
Ecosystems alive with trust can be described as rich in social capital – that is, an individual’s ability to
transparently witness and reproduce the values held in high esteem by those around with full
confidence that these values advance both him and society in the final analysis. This is the definition
of trust.
Societies, communities and organizations throughout human history have attempted numerous
means and ways to engender trust. These methods range from the easiest of them all, bribery, to
the most difficult, namely, transparency. Of course, backstabbing, flattery, nepotism, rumourmongering, selective use of information for self-promotion and host of other behaviours tend to be
the pick of the bunch in the corporate world. Now for some vexing questions: If companies across
industry or the economy exhibit more or less similar cultures, what stops staff from leaving one
company to join other companies in the same industry? In other words, if culture is not a
competitive advantage, then how true is it when companies say their people are their best asset?
Furthermore, you can very well ask what incentive staff have to behave with high levels of trust to
customers when they know full well that they will never enjoy that same level of trust, if not full
reward, from their employer because a range of cultural behaviours stand in the way. What’s worse,
all those behaviours are in any case unsustainable. But why are corporate cultures stuck in them?
Unfortunately, there is no legislating trust by decree, biblically or otherwise. At First Avenue, we
chose to reach for trust through transparency. Yet again, there is no legislating transparency. We
chose to be transparent about the very things that put us at our most vulnerable. Only by allowing
others to see through us, and trust that they will not hurt us for it, can we finally be free to pursue
efforts to be the best versions of ourselves! Furthermore, it would be as incredibly difficult to swap
a transparent culture for a conventional corporate culture as it would be to swap a glass door for a
door covered in soot. Of utmost importance though is that, by implementing a glass door culture,
our clients are participating in a seamless web of trust.
We thoroughly discussed the tenets of the culture of transparency we wanted, and allowed a month
of lead time for each person to reach a decision. The initiative was never going to come down to an
up or down vote. It had to be unanimously agreed to by everyone. It is says something about the
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professionals at First Avenue that, after intense soul searching, they agreed to implement the tenets
as such:










Everyone knows what is expected of everyone else
Everyone knows everyone’s salary
Everyone appraises everyone else (up , down, and sideways)
Everyone knows every one’s bonus award
Everyone knows every one’s equity stake in the business
Everyone know the criteria for equity ownership award
Everyone knows everyone’s dividends.
Everyone has access to the financial statements of the company
Everyone contributes to the operating and strategic initiatives of the firm

These collectively represent a glass door into each person who works at First Avenue really is. The
two conditions to maintaining the integrity of the glass door are:



No one is allowed to use the other person’s weaknesses against them (e.g. rumor mongering,
back stabbing, mocking)
No one is allowed to divulge information acquired through transparency initiatives about their
colleagues or the firm to an external party.

A violation of either one of these two conditions results in automatic dismissal.
In adopting a culture of trust through transparency, we have followed Gandhi’s advice by becoming
the change we want to see in society.

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
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years at the high end and 5.5 years at the low end depending on where in the cycle a client invests
with us.

Investment Outcome
Let us tell you about what you know that is transient, so we can move on to structural insights that
will better serve your judgement and investment objectives over time. While our style has been out
of favor from the beginning of this calendar year, we kept up with the market pretty admirably until
the last month of the third quarter. In that month, the benefit risk assets gained macro-economic
propellers such as higher global growth, stubbornly low inflation and interest rates accentuated our
underperformance. Of course, resource equities benefited the most from this goldilocks scenario as
its constituents were most at risk of bankruptcy.
Figure 1:

Rolling 12 months General Equity and Focused Equity Composite
General Equity Composite Rolling 12m Outperformance vs. SWIX
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While those on the winning end of unwinding bankruptcy risk would like to say they have finally
been vindicated for owning value, we would like to articulate it better and say they have been
rewarded for speculating on risk. All the same, we do not quibble with their fortune. The ecosystem
of the market includes investors whose intellectual belief system and temperamental grounding
requires them to take high, and at times extreme, levels of risk to earn high, if not outstanding
returns, at a point in time. Hopefully over the years we have demonstrated to you that you do not
have to flirt with permanently losing money in order to make money, however large the payoff. In
owning High Quality, you may underperform a risk led market. But this is different from losing
money. It simply means that instead of keeping up with the Jones’, we are growing your money at a
slower, more judicious pace. A look further down the “duration curve” confirms this - our medium
term outcomes are still competitive to those who think getting there quickly is the same as getting
there safely.
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Figure 2:

Peer Comparison
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Table 1 provides insight into the veracity of our returns by illustrating downside protection offered
by our investment philosophy and process. On average, the period since the inception of our
composite has been dominated by positive sentiment and a bull market (months where benchmark
is positive). During such periods, the composite tends to keep up, or slightly lag the market, as
shown by our average monthly relative return of negative 0.16 percent. However, during down
months, the composite produces a monthly relative return of positive 0.51 percent. This not only
provides our clients with a smoother ride, it also increases the probability of a positive outcome over
time (compounding). With global markets exhibiting increasing appetite for risk, we are certain that
this characteristic of our strategy will stand us in good stead when, and not if, uncertainty revisits us.
Table 1: Performance During Up and Down Months to September 30, 2016 (General Equity
Composite)
Number of Months

Average Monthly Return
Relative to Benchmark

Months Where Benchmark is Negative

21

0.51%

Months Where Benchmark is Positive

46

-0.16%

Period
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Figure 3 and Figure 4 shows the key attributors and detractors from our quarterly performance by
stock and sector respectively. We are hurt by what we hold near and dear (Mediclinic, Aspen,
Truworths, Discovery, Spar and Woolworths) as much as what we don’t (Anglo American and Impala
Platinum). We remain convinced that it is only the share prices of the former that went backwards
in the quarter, rather than their competitiveness and intrinsic value. We are equally confident that
investors in Anglo American and Impala will realize in the coming months and years that they are
running the risk of impairing the capital invested in structurally value destroying businesses.
Figure 3: Stock Attribution for the quarter ending September 30, 2016
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Figure 4: Sector Attribution for the Quarter ending September 30, 2016
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Table 2 shows our top 10 largest active bets. Given the certainty offered by high quality companies,
we are able to focus on our best ideas while still retaining a risk profile similar to that of a welldiversified portfolio. Diversification, for us though, does not result in us owning risks we don’t
understand.
Table 2: General Equity Composite Positioning (Top 10 relative weight) during Q3 2016

Top 10
Woolworths
Aspen
Discovery
Spar
Enterprise Holdings
Clicks
Mediclinic
Famous Brands
SABMiller
Vodacom

Relative weight (%)
4.29
3.86
3.62
3.34
2.98
2.89
2.86
2.15
2.10
1.99

Source: First Avenue

Risk Free Growth to Shareholder Returns
Here is why this letter is worth your while to read. We mentioned earlier that it is not necessary to
acquire risk in order to create wealth. So we are all on the same page, we define risk as the opposite
of value, where the balance of probabilities tilts toward:



Impairing capital in absolute terms, or
Not earning a return above the cost of the capital invested in an asset (“value trap”) structurally

This definition of risk is as true for investors as it is for the management teams of companies who
reinvest cash flows for organic or acquisitive growth. In fact, the success of the investor on the stock
market is simply a reflection of the success of company management in the real economy. In this
sense, the stock market is a pass through mechanism of economic profits arbitraged by companies in
the real economy to investors in the financial economy. Hence, the “Law of Wealth Creation” which
states that, over time, it is impossible to earn a return on the stock market too dissimilar from the
return earned by the company in the economy. See Figure 5.
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Figure 5: The “Law of Wealth Creation” in Motion on the Johannesburg Securities Exchange

Source: Thomson Reuters, First Avenue; Note, Average returns is the compound average total return

The Law is highly conditional on “time in the market” or the investor’s investment horizon. Over any
short length of time, investors can very well be preoccupied with phenomena whose short term
nature they may not be aware of (e.g. resource super cycle, stronger for longer exchange rate,
demographic dividends, political risk, and macro-economic growth, earnings growth through cost
cutting, asset disposals, and so on). And so, these objectives, which may start off as soundly thought
through and gain wider acceptance in the investor community, are eventually reflected in the share
price through the market’s appraisal of a company’s ability to create value over time (market
valuation horizon).
This is where and when risk (as defined earlier) rises. It takes at least 10 years of value creating cash
flows to justify a company’s share price (i.e. for market returns to converge with fundamental
returns). Therefore, in the near term, market returns could soar above long term fundamental
returns driven by for example, cost cutting and asset disposals efforts that drive earnings. Unless
that company has a competitive advantage (moat) and a lever (a little more on this later), those
stratospheric market returns will trend down over time to wherever fundamental returns settle.
To illustrate, AGL is up 260% from its bottom on management initiatives that, regardless of their
robustness, will never bestow upon the company value creating cash flows for at least the next 10
years, let alone the next 20 years. However, this does not prevent investors from pushing the share
price higher on a daily basis! This is a clear illustration of market inefficiency.
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Figure 6:

The Law of Wealth Creation Wreaking Havoc on Anglo American

Source: Thomson Reuters, First Avenue; Note, Average returns is the compound average total return

We may look like we have made a “never say never” statement on Anglo American’s prospects.
However, we dare you to examine the fundamental returns of all successful mining companies
around the world (no point digging up those that died or are zombies, is there?) to determine
whether they have ever sustained value creating cash flows for 10 years straight despite all sorts of
themes, cycles, cost cutting, asset disposals, technological advances and so on. The closest, which is
also the best and brightest, is BHP Billiton, and look at it today.
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Figure 7:
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Now, we have taken the trouble to share the afore mentioned logic with you in order to preface
three insights that will help you understand viscerally and intellectually why you are invested with us
(and if you are not, why you should):
1. Temperament is the one critical personal trait you need in order to benefit from the Law of
Wealth Creation
2. The presence of both an economic moat and a lever is necessary to convert a great company
into a great investment over the period stipulated by the Law of Wealth Creation
3. There is a material portion of total shareholder returns that is completely free of risk
Our discussion thus far has demonstrated the first postulation. Now let us illustrate the next two by
analyzing Clicks, one of the most valuable companies in the world.
Great quality companies are not always great investments (they may be good enough investments,
but not great investments). What makes Clicks both is that it has a moat, a lever, and highly
judicious capital allocation away from risk bearing growth. First up is the company’s efficiencybased competitive advantage:




By increasing its scale of distribution (store growth), Clicks incrementally spreads its fixed costs
over a larger base of revenues, thus reducing its unit fixed costs in for instance, rental expense,
supply chain and logistics from procurement to Distribution Center, IT, accounting, and
marketing and advertising costs.
By going up the operational experience curve (getting better at what it does), Clicks
incrementally reduces its operating costs by for instance, scheduling of shop assistants for busy
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periods to reduce the wage burden, reduction of fuel consumption through better delivery
times, power saving programs, and so on.
Were it to compete purely on costs, Clicks is not any less advantaged than say Shoprite or Pick N Pay
because it has reached economies of scale. Yes, its margins may be lower than they are now, but it
would not struggle to match promotions run by Shoprite on any items stocked by both companies.
It not only offers value within the health, but stocks a wider range of these products than general
retailers. Most importantly, however, Clicks’ scale gives it an gargantuan advantage over
independent pharmacies who simply do not have the same bargaining power to source prescription
drugs or cosmetics at anywhere near the same price. In fact, precisely because of this, Clicks has
been eating into the independent market share.
What makes Clicks really stand out from large supermarkets (Shoprite, Pick N Pay) and independent
pharmacies is its loyalty club card (reward program). This walled garden of 5.7m members
represents a lever Clicks can pull to prevent is revenues falling prey to competitive and cyclical
forces. While Shoprite can run a discounted price promotion on any one cosmetic, Clicks can
bundle three for the price of two in its reward program. What’s more is that:




Members pay for the third one using reward points and not cash
Suppliers provide the bulk of the discount on the third item as a promotion
Clicks contribution to the promotion is a discount much smaller than Shoprite’s on the first two
the customer actually pays for.

This keeps Click’s customers engaged in their hunt for value and as importantly, keeps the
company’s cash flows growing at healthy like-for-like volumes! This should remind our international
clients of another outstanding rewards program – American Express Rewards. This explains the
difference in profitability between Clicks and large supermarkets, and as well, the second of our
three postulations.
Now, what Clicks does with these superior cash flows is truly extraordinary. It has the good
judgement not to expose all of these cash flows to competitive risk in the name of earnings growth.
Quite the contrary, the company consistently:





Reinvests just enough of the cash for purposes of organic growth in earnings
Grows its dividend at a faster pace than growth in earnings
Reduces its dividend cover (increases dividend pay-out ratio) steadily over time
Buys shares back

Of the four points above, the first two are subject to competitive risk. The next two are subject to
management’s mental health. And there are no signs of deterioration on this front. That is why this
is this portion of returns to shareholders is free of risk. Enjoy the following expose.
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Figure 8:

The Law of Wealth Creation in Motion on Clicks

Source: Thomson Reuters, First Avenue; Note, Average returns is the compound average total return

There is something really beguiling here: Whether you invested in Clicks in 1998 at what is
demonstrably an expensive share price or in 2001 at what is demonstrably a cheap share price did
not matter come 2016. You earned the same return - a 21% compound annual return! Just like an
aero plane and its shadow – the two will converge at landing regardless of the angle at which the
sun casts the plane’s shadow in mid-air. The only thing you had to make sure of is what our
philosophy and process comprise – ensuring the company has enduring moats, levers, and judicious
capital allocation for you to hold it for 18 years.
In the next chart evidencing judicious capital allocation, Clicks:



Pays more dividends than it reinvests back in the business, and
Spends between 50% and 75% of its annual capex on share buy backs

Ask yourself how many Chief Executives diversified into risks they didn’t quite understand
(phenomena whose short term nature they may not quite be aware of) in the name of growth.
Beware of psychological misjudgments; the lure of instant gratification driven by the urge to “do
something”.
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Figure 9:

Judicious Capital Allocation in Clicks

Source: Thomson Reuters, First Avenue;

Now consider the economic benefits of Click’s behavior. If you invested into this business in 2004,
Clicks would have bought back 35% of the shares in issue from right under your nose. Meaning that,
12 years later, you own 35% more of the business without even having spent a dime! Look at how
this concentration in ownership led to a concentration in return generation over the broad stock
market for both Clicks and another one of our favorites, AVI (see figure 10).
Figure 10: How to use Temperament to Beat the Market over Time
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As if monopolizing more and more of the economics of a great business was not enough, earning a
healthy income out of it along the way in the form of progressive dividends and a reducing dividend
cover simply puts the icing on the cake.
Figure 11:

Dividend Growth and Reducing Dividend Cover

Source: Thomson Reuters, First Avenue;

The upshot of this wonderful behavior by management is shareholder returns that never had to
incur and endure competitive risk. Presuming you invested in Clicks in 2000, share buy backs have
enhanced your return by 180% over and above what you would have earned had the company not
bought shares back. Without share buy backs, Clicks would have been a great company and an
average investment. With share buy backs, it is a great company and a great investment!
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Figure 12: Yield Enhancement on 2000 In-Price Assuming Buy Backs Paid As Special Dividend

Source: Thomson Reuters, First Avenue;

And this is the real reason an investor would have had such outstanding results. Headline Earnings
per Share growth purely from shrinking the pool in shares in issue has increased 71%.
Figure 13:

Impact of Buy Backs on Clicks Headline Earnings Per Share

Source: Thomson Reuters, First Avenue;
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Calling All Alpha Buyers!
We have come full circle. Hopefully the insights we have shared with you have helped you realize
that the short term market returns you are observing in our portfolio, are in fact at odds with the
long term fundamental returns of our portfolio holdings. This represents a clear mispricing of value,
funded on the other side of the ledger, by an appetite for heavily risk bearing assets.
While we understand that in our industry, career risk looms large, it pales in comparison to
capitalizing on the Law of Wealth Creation, especially when its shows up in abundance. We believe
intrinsic value is what Buffett refers to when he says “Be fearful when others are greedy and greedy
when others are fearful”. He would not have meant it in relation to heavily risk bearing assets at
the expense of returns free of risk.
Of course your options extend between risk and value. You may opt to access intrinsic value
through passive versions of High Quality. We believe our active fund represents a better option.
The table below compares our retail fund to the SATRIX Quality Fund and the S&P High Quality Index
net of fees:
Figure 14:

Return period
(ZAR)

High Quality – Active versus Passive

*First Avenue General Equity
Composite

*Satrix Quality
Index

S&P SA High Quality
Index

1 year p.a.

7.1%

2.3%

-1.6%

Year to Date

2.6%

5.4%

3.7%

3m

-0.4%

-3.5%

4.2%

1m

-0.9%

-1.3%

-1.6%

Note: Returns are net of fees; Source: Thompson Reuters, Money Mate, and First Avenue

We hope to hear from you soon. Our operators are standing by!
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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.
For any reference to the CIS portfolio (First Avenue Sanlam Collective Investments General Equity Fund), kindly
refer to our website (http://firstavenue.co.za/fund-fact-sheets/)
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