INVESTMENT PHILOSOPHY

Investing, clearly.

INVESTMENT
PHILOSOPHY
OBJECTIVE TO CONSISTENTLY APPLY OUR INVESTMENT

DECISION MAKING FRAMEWORK IN ORDER TO COMPOUND
WEALTH FOR OUR CLIENTS OVER TIME.

RESEARCH THINKING
We distill a company to a single idea: the commitment of its capital to the creation of shareholder
value. By capital we refer to resources resident on
the balance sheet or generated via the income
statement. Shareholder value creation is a company’s ability to earn more than enough to recompense funders (debt and equity holders) for the risk
they’ve taken. Both resources and shareholder value
are not stable factors over time. They either grow or
shrink. This is the phenomenon that the market tries
to anticipate by bidding up or down share prices.
Investors reward companies for optimally growing
shareholder value through economically employed
resources and eventually punish those that destroy
capital.
While we identified that shareholder value creation
is the end result, we have always been curious about
how the company went about a few of the steps
that precede it. Most notably and critically, how
were internally generated resources optimized for
investment that either made or kept the company
competitive in its industry? In other words, what
is the resulting level of earnings after taking into
account the amount of investment required by a
company to retain (or grow) its competitiveness?
The answer leads us to a phenomenon we refer to
as ‘true earnings’, a point where earnings dependably equate to ‘structural free cash flow’.
Unfortunately, thanks to the tax code and accounting principles (GAAP, IAS, or IFRS), true earnings
rarely equate to reported earnings. And for good
reason! It is the place of neither the taxman nor his
partner in crime, accounting rule-making bodies, to
figure out what amount of capital companies should

invest to stay competitive! That’s management’s
job. The accounting statutes simply give management a few options of how to treat varied types of
capital expenditure from a depreciation point of
view while the tax man gives them guidelines of
how he may tax the outcome of settling on one of
those options should they prove profitable.
Legions of management consultants employed by
companies have over time learnt to apply accounting policies that legally minimize their tax liability.
These policies range from treatment of inventory,
capital expenditure, leases, acquisitions and so on.
Thus the earnings presented to investors, while fully
compliant with accounting standards, do not necessarily convey to investors a company’s true earnings.
Is it that management is not aware of, and thus
not investing for, the competitive forces impacting
the company? Or is it despite being aware of that,
management’s awareness of its incentive to grow
earnings faster than the peer group to vest its share
options takes precedence?
At First Avenue, we found that the best way to
answer both questions was to install ourselves in
place of management as if we were the sole owners
of the company we were analyzing. We do this on
paper, of course, and not literally! Our research process presumes we are not buying shares, but rather
the whole business. This is despite the fact that we
will emerge fractional owners in our holdings if we
ever invest in that company. This process guides
us to make adjustments to the reported income
statement, adding back non-cash charges such as
depreciation, amortization, provisions, etc. and most
importantly subtracting the amount of capital that
we estimate will keep the company competitive
within the structure of the industry.

It is clear to see now why we go through this
trouble. Reported earnings and free cash flow,
both influenced by accounting policies chosen by
management, differ from Owner Earnings, which are
influenced by competitive forces. Many management teams have had their options convert into
shares as a result of growing accounting earnings
while the business itself has quietly lost its competitive position in the market. The task of rebuilding
that position, usually through significant catch up
capital expenditure and advertising, marketing and
promotion (AMP) spend, falls on the new CEO, and
his new board. Think of the amount of investment
currently underway at Pick n Pay (new CEO and
new Chairman) to catch up with Shoprite. Think of
Vodacom versus MTN.
At First Avenue, we have always believed that companies that stay competitive by investing mostly
internal resources into their competitive advantages
tend to be well rewarded by the market for years to
come. Once we identify and invest in such companies with an appropriate margin of safety, we are
commensurately patient in holding them. This is the
only definition of long term investing!
Creating shareholder value by judiciously committing incremental resources is referred to as renewing
corporate value. The larger owner earnings are, as a
proportion of resources (capital) invested, the greater the evidence of corporate value being renewed
year in, year out. This upward climb further and
further away from the cost of funding the business
(ROIC minus WACC) is really the best evidence of intrinsic value being created. It is the ‘the honey that
attracts the bees’ or the reason for shares of great
companies to go on very long runs of outperforming
the overall market. For instance, Truworths’ returns
have expanded annually to exceed its cost of capital
by nearly 30 percentage points. Commensurately,
its share price has handsomely outperformed the
JSE All Share over any rolling ten year period since it
listed in 1998!
A very important question is could you have identified Truworths as a potential great investment
early on in its life? Yes, if you also utilized the right
investment framework. The company was clear
about its attitude toward creating shareholder value
and acted accordingly. A number of companies also
regularly communicated their objective to renew

corporate value and consistently acted accordingly:
MTN, Tiger Brands, Shoprite, etc. Incidentally, all of
the aforementioned companies developed a recognizable competitive advantage or economic moat
(see investment process for discussion of economic
moats). This is as a result of their continuous investment in that advantage (the cash value of their
stated intentions).
Cast your eye back at the three companies we
mentioned in the above paragraph. We at First
Avenue took some time to study them in depth in
order to determine their competitive advantages
or economic moats. These were network effect,
intangible assets, and low cost advantage for MTN,
Tiger Brands, and Shoprite, respectively. While they
enjoyed different types of moats to fend off competitive forces, we were highly fascinated to find out
they independently came to the same conclusion
about what kind of trait their products should have!
We characterize these businesses as ones with
long life product cycles and frequent customer
purchasing cycles. In other words, while the same
type of product endures over long periods of time
(decades), customers however purchase it frequently. Ask yourself how long you have seen the
same washing powder being advertised on TV, and
how often it may be purchased for use within your
home? These routine and often reflexive experiences seem to transcend generations. Obviously,
regulatory and competitive forces being wrought by
Cell C and Telkom’s 8ta are changing this situation for the worse for MTN, but it will take years for
MTN’s moat to be eroded.
You may be asking yourself what we do when we
come across companies that have failed to either
renew corporate value over numerous cycles or earn
above the cost of capital through just one. Companies that have not been able to develop a recognizable economic moat most likely have short product
life cycles with infrequent customer purchase cycles
(e.g. IT, construction, and so on). These, by the way,
form the majority of the investment universe on the
local stock exchange!
Here is what is critical for you to know about First
Avenue; we seek to uncover mispricing between
fundamental value and share prices. These dislocations occur more frequently with companies that

fail to, or barely create shareholder value than with
companies that consistently renew corporate value.
The reason is that in the latter, value is judgmentally
under-appreciated rather than totally neglected (as
happens in the former - poorer quality companies).
Since the yardstick of corporate value creation
is how much a company earns on the cost of its
book value (capital), share prices of higher quality
companies tend to trade at a healthy multiple of
book value while those of poorer companies tend
to trade at a fraction of book value, or a much lower
premium to book.
At First Avenue, we also believe that ALMOST every
company has a price at which it can be bought,
especially when the market has neglected it. All
we need is to ascertain that the risk of permanent
capital loss observable in its business at that point
in time is nil. In our portfolios, these companies
very often represent an option characterized by low
downside risk (for the business and share price) but
exceptionally high upside potential. Such an eventuality allows us to enhance returns for our clients’
long-term wealth creation.
The veracity of a valuation methodology is whether
share prices ever converge to it. At First Avenue,
we noticed a conundrum; share prices of higher
quality companies, such as the ones we spoke about
earlier, tend to breach their intrinsic valuations
with stunning regularity as they renew corporate
value (compound returns at a higher level than
the discount rate). On the other hand, share prices
of poorer quality companies tend to fall well short
of most forward looking valuations with stunning
regularity as their intermittent value creation leaves
a wide chasm between their return on capital and
the discount rate.
Because most cyclical companies intermittently create value, and very seldom do it through the cycle,
they cannot be said to possess economic moats.
Consequently, we apply fairly wide uncertainty
bands to our valuations of such companies and use
the lowest point of the band as a yardstick to buy,
and our fair value estimate to sell the stock. Let us
use a company by the name of Bell for illustrative
purposes. When we purchased Bell, its share price
was around R10. Because it is a classic cyclical company with an infrequent customer purchasing pattern combined with a fairly short product cycle, we
are not supremely confident in the accuracy of our

valuation of the company. There is a 50% chance
that we may be wrong and a 50% chance that we
may be right. Therefore, we were happy to register
our gains around R13.50 as the stock approached
our fair value estimate. Incidentally, the tangible
book value of the company is R18.
By purchasing with a significant margin of safety
we limited the downside but left ourselves well
positioned to benefit from the upside.
A quick word on uncertainty bands: They are the
lens through which we risk adjust our valuations.
Higher quality companies, such as those we spoke
about earlier, with so many stable characteristics
justify tighter bands of about 10%-20%. However,
the more unsure we are of ourselves, as we go about
estimating the intrinsic value of a company (meaning, the less that we’re sure that the company’s
share price will converge to the fair value), the more
we want to reflect the uncertainty of that convergence in our buy and sell decisions, as we illustrated
using Bell.
Why do we go through all this trouble? As valuation
driven investors, we know that high quality companies frequently seem expensive when characterized
by traditional short hand valuation proxies like price
to book or price to earnings multiples. So we need to
know when they breach our intrinsic valuation, plus
the benefit of the doubt we would have given them
(upper end of uncertainty band). Likewise, we know
that poorer quality companies frequently seem
cheap when characterized by short hand valuation
proxies. We need to know when they become investment candidates despite having deprived them
of the benefit of the doubt. By doing this repeatedly, we achieve our stated objective; to maximize
the wealth we generate for our partners who stay
invested with us over time.
Let’s boil our investment philosophy down to the
First Avenue Discipline, being the sources of our
competitive advantage: informational, analytical,
and behavioral. The first two advantages are replicable over time (no one can claim to have a monopoly
on unique information, or unique interpretation
thereof, nor analytical smarts relative to his peers
over time). However, we do know that human nature
(fear, greed, and such) very often overrides most
informational and analytical advantages, at times
so viciously that major market dislocations occur.

Hence, our process is in fact designed to override the
urges of human nature (prevent them from causing
us to deviate from acting in the best interest of the
informational and analytical work we have done).
In this way, we leverage the behavioral advantages
of even temperament and a consistent focus on
valuation relative to our competitors - to our benefit!
In the end, behavioral advantages are more durable
than informational and analytical advantages.

•

Mispricing of the pace of value creation
occurs when investors under-appreciate how 		
compelling a company’s reasons for existence
in its market place are (under-valued) or
over-appreciate those reasons (over-valued). 		
This often occurs with companies that are
either entering a growth phase or exiting it
(e.g. Aspen and MTN respectively).

Given the two types of companies we have just
discussed, what kind of alpha does our investment
framework allow us to capture repeatedly? First, it
really is irrelevant to us whether or not the market
is wholly efficient or inefficient. That it is highly
competitive far outweighs whether it is completely
efficient. In their competitiveness, investors, for analytical, but mostly behavioral reasons, miss-estimate
a subset or all of the following economic characteristics of any given company:

•

Mispricing of duration of value creation occurs
when investors over-estimate the impact of
forces that negatively impact the profitability of
a company (undervaluation) or under-estimate
those forces (over valuation). This tends to
happen when investors anticipate either
downward mean reversion of the financial
performance of oligopolistic businesses or
don’t anticipate a negative structural change in
the operating environment of a company 		
(e.g. Tiger Brands and Mittal respectively).

ONE

Direction of value creation (bankruptcy or
survival at the extreme)

TWO

Pace of value creation (level of excess returns)

THREE

Duration of value creation (length of
competitive advantage period)
If we remind ourselves that value creation (generating a return higher than the cost of funding) is the
greatest battle a business can ever win in a capitalist
economy, then you can appreciate how the above
three mistakes happen.
•

Mispricing of directional value creation 		
occurs when investors mistakenly think either 		
that a company will go bankrupt (under-valued)
or survive (over-valued). This tends to occur with
companies that are either highly cyclical and/or
lower quality (e.g. Anglo American and any one
of the furniture companies that went under).

Lastly, how do we construct a portfolio out of our
research process? We will not pretend to be perfectly
scientific here, which in our view is wholly impractical. As we will manage two types of portfolios,
unconstrained and constrained, we will also have
two different ways of constructing them. However,
they will share the same broad rules; our 10 best
investment ideas will constitute 60% of the portfolios. The next 15 ideas will constitute 35% of the
portfolio. The remaining 5% of the portfolio will be
split between cash and/or stocks. We generally will
not have a position size less than 2% unless liquidity
constraints make it so. Of course these broad rules
will be impacted by client specific requirements such
as tracking errors, cash levels, stock exclusions, information ratio, etc. Our Focused Equity Fund (FEF) is
our least constrained portfolio in which we target an
ownership of no more than 20 companies. In this
portfolio, our 10 best ideas will account for up to
70% of the weight and the next 10 ideas constitute
up to 30%, with the small remainder in cash.

HOW DO WE GENERATE
INVESTMENT IDEAS?
Earlier we spoke about the three areas of excellence
in investment management, namely, informational,
analytical, and behavioral. Either individually or
collectively, we constantly leverage any one of them
for idea generation.

INFORMATIONAL
This can only be an advantage if you are curious
about explaining the world from both a natural and
social science perspective. Reality does not explain
itself. It is explained by a combination of mental
models (disciplines of knowledge). The more we
discover the interconnectedness between bodies
of knowledge to explain the reality of a company,
the greater the conviction in our thesis on that
company. We must be able to call on various disciplines to explain the ecology of the industry that
companies operate in, and why they behave the
way they do within that context. More importantly,
given that companies are living and breathing
organisms in their ecologies (industries), it means
the one constant we can look forward to is change.
In a few industries (e.g. consumer staples) it occurs
painstakingly slowly, while it occurs rapidly in others
(e.g. IT). Here’s the question that drives us: ‘is it
possible to explain that which we cannot describe?’
We read both widely and deeply to build metaphors
(bridges) between descriptions and explanations of
company performance.

ANALYTICAL
While there are a plethora of long hand and proxy
(short hand) valuation methods, less than a handful
have transcended time in our field. The one method
that best mimics commercial activity is the Economic Value Added method, discounting free cash
flow using a combination of discrete and long term
assumptions. It best captures the dynamism (or lack
thereof) of a company to which it is applied. We
believe this is the method that Warren Buffett used
to successfully build the bridge between Benjamin
Graham’s static definition of value (1900-1945)

and his dynamic definition of value (1950-to-present). We have constructed a highly reliable short
hand version of this method, which we run regularly
to look for investment opportunities and we employ
its detailed counterpart to fully model companies
for portfolio inclusion. In addition to this robust
methodology, we run supplementary investment
screens to spark additional ideas.

BEHAVIORAL
Here we look for share price reactions to news flow,
either macro or stock specific. The human being
is unable to accurately calibrate his reaction to
negative or positive news in the blink of an eye to
match the speed at which information flows over
the Internet. This inability is sometimes reflected
in large share price movements, with momentum
on either the upside or downside. Our job is to stay
focused, not on the news flow causing price movements, but on investment opportunities that may
emerge as a result. Macro factors sometimes cause
cyclical depressions of stock prices for extended
periods. The depression can be symptomatic of an
over-reaction by investors to temporary conditions
facing a company, sector, or the broader economy.
We seek out value rather than what is fashionable.

LIMITATIONS OF OUR
INVESTMENT PHILOSOPHY
Our investment philosophy exposes us to two
potential mistakes, namely, (i) over paying for quality and (ii) permanent capital loss (bankruptcy) in
cheap but low quality companies.
In pursuit of intrinsic value, our job is to make the
determination of whether the market is judgmentally under-appreciating the rate at which a company
can create shareholder value. Very rarely does the
market ever completely neglect intrinsically valuable
companies. Quite the contrary, they most often look
expensive based on short run earnings projections
or backward looking book value. Yet the shares
keep moving up at the same pace as, if not slightly
faster than, the market: a phenomenon known as
compounding value creation. In fact, these high
quality companies disproportionately drive the

long term upward march of the overall market. How
much an investor pays for them will always be a
vexing question that is better answered than not, as
not owning quality firms puts the investor at a huge
disadvantage over time! The saving grace of potentially overpaying for quality (based on short hand
valuation metrics) is that quality companies tend to
grow into their price over time. We need to display
patience to allow time to help us make amends.
On the other end of the scale, we said earlier that
ALMOST every company is worth buying if the
expected return more than justifies the risk. Value
and risk are two words that are often spoken of as
fondly as a ‘buy one get two free’ sale, yet they
are actually diametrically opposed! One’s potential
return (value) does not necessarily increase with an
increase in risk. In fact, the potential of permanent
capital loss (bankruptcy), NOT VALUE, rises with
greater risk. Despite this truism, investors often
take on more risk in a misguided pursuit of greater
returns.
Our understanding of (and our activities focused on
mitigating) risk is central to the promise to generate long-term wealth for our clients. We define risk
as permanent loss of capital. If this catastrophe is

a common feature of our investment process, then
we will never make good on our promise to clients.
Thus, whenever we reach that threshold where the
risk inherent in a company is binary in the form of
life or death of that company, we simply walk away.
There is no value to be had. We become alive to
the risk of permanent capital loss when we analyze
economically depressed companies for cyclical
value (normalization of their financial performance)
driven by an improvement in either the macro
environment or news flow. We will bet against the
market (to benefit from change in expectations) if
and when we are assured of no permanent loss of
capital.
It is important to note here that not all cheap stocks
are equal. We lower our risk of permanent capital
loss by focusing on cheap stocks in industries we
understand very well (our circle of competence).
Further, we employ a range of measures to continually satisfy ourselves that a cyclically depressed
company isn’t deteriorating beyond the point of no
return. These include a wide range of financial leverage and interest coverage ratios. By conducting a
thorough downside risk analysis, we’re able to avoid
bankruptcy situations.

INVESTMENT
PROCESS
AT FIRST AVENUE our investment

process is comprised of four main
pillars which guide our thinking.
Moats (competitive advantage), valuation (market
price versus intrinsic value), uncertainty ratings (risk),
and management assessment (stewardship). While
we will discuss these in detail, it is also important to
share the overall summation which is that we are
valuation focused investors who employ fundamental company and industry level analysis in order to
determine a company’s intrinsic value. From there,
we seek to buy temporarily dislocated shares trading
at an appropriate (uncertainty adjusted) margin of
safety relative to what we think a company is worth.
All else equal (though it rarely is), we much prefer to
hold competitively advantaged companies for the
long term which allows for compounding of wealth
with minimal frictional costs. When these opportunities are few and far between, we make certain that
we are compensated more than adequately for
holding less than the most advantaged companies.
Finally, we prefer to partner with only the best management teams that follow sound corporate governance practices. The four pillars of our research
process provide a systematic method for sorting
great companies from mediocre companies, undervalued shares versus expensive shares, long-term
valuations versus short-term estimations, and well
managed companies from lifestyle entrepreneurs.
The end result is a common language for our investment team and action-oriented investment ideas
for the portfolio manager to weigh when deploying
client capital.

Moats
At First Avenue, we expend substantial energy
analyzing the structural industry - and company
- factors that combine to form sustainable competitive advantages, or what we call economic moats in
the tradition

of Warren Buffett. Like a moat surrounding an
ancient castle, sustainable competitive advantages
help protect a company from the oft times brutal
forces of competition. Economics 101 drives home
the point that in a competitive capitalist system new
entrants always emerge when they observe the existence of an outsized profit pool, eventually driving
excess returns back down towards the cost of capital
- as if by the overwhelming force of gravity itself. So
how do a rare percentage of companies fend off
these forces, posting excess returns for decades at a
stretch? Let’s examine the five underlying sources of
moats as we see them.

INTANGIBLE ASSETS

Intangible assets such as premier name brands or
differentiated intellectual capital (such as technology or pharmaceutical patents) can sometimes
confer a sustainable competitive advantage to the
company in such possession. For example, Coca-Cola has out spent its rivals in advertising, marketing,
and distributing its core brands for over a century.
The brand message is so pervasive in modern culture that it cannot be avoided and in fact embeds itself in the very psyche of those - most people on the
planet - exposed to it. While the company merely
sells sugar water with flavoring that is probably
impossible to distinguish in a blind taste test, it manages to generate enormous returns on capital year
after year, decade after decade, despite the best
efforts of Pepsi Cola and a multitude of no name
competitors. With its current level of worldwide revenue and the gargantuan level of advertising dollars
deployed (even if still a relatively small percent of
those sales), how will any competitor ever bridge the
gap in mind share? We doubt it will ever happen.
Similarly, branded pharmaceutical companies like
Pfizer control large diversified portfolios of patent

protected (for over a decade per drug formulation
from start to finish) drugs that create an economic
moat as long as new drug discovery can profitably
refill the pipeline. Since patent protection by definition precludes similar offerings from new entrants or
existing competitors, Pfizer’s pharmaceuticals that
effectively meet patient needs tend to generate outsized profits relative to the cost of capital employed
to develop and market the drug. As mentioned, the
durability of this advantage must be analyzed with
gusto as it is inherently linked to the company’s ability to renew its stable of offerings via cost effective
drug development.

NETWORK EFFECT

An economic moat can be derived from the network
effect only in certain very specific circumstances.
A network effect forms when each additional
customer or supplier added to an existing platform
or market place makes it that much more attractive
to existing participants and remaining prospects. A
classic example of a network effect resides with the
electronic flea market known as EBay. As this decentralized network (facilitated by interfacing over an
internet platform and shipping via parcel carriers)
grows its numbers of participants, existing sellers
benefit from a deeper market and existing buyers
benefit from more products offered and more competitive pricing. Often in these types of situations,
it’s imperative to be the first network to gain critical
mass and then to protect and grow market share
before competitive networks gain any traction. Once
the infrastructure is well built, adding new users
often requires very little incremental capital. For all
of these reasons, EBay’s electronic market place
earns returns well in excess of its cost of capital and
should do so well into the future.

SWITCHING COSTS

Moats arise from switching costs when a company
can ingrain its service into its customer’s organization and internal processes. If that offering becomes
part of the standard operating procedure at the
customer and between various customers, the first
prerequisite is firmly in place. For a switching cost
to firmly become entrenched, however, it is equally
important that a substantial amount of up front
training is required to use this service effectively.
When these two conditions are in place, what are
the odds that the customer will defect for a 10% or
20% discount? Just ask Microsoft regarding their

Microsoft Office suite of products. Is any company
willing to retrain their financial analysts to use
product newly brought to market by Google and try
to convince their business partners, suppliers, and
customers to all switch over at the same time? Even
for free software? The answer so far is broadly NO!
With this type of robust economic moat, Microsoft
earns truly enormous returns on capital employed,
particularly in its core businesses.

LOW COST PRODUCER

Most companies are not blessed with the abovementioned unique characteristics and most
industries are not conducive to constructing such
a moat. Therefore, the forces of competition really
do lay waste to excess returns across broad swathes
of most economies, which is capitalism in its most
simple form. It is still possible, however, to carve
out a moat in such an environment. In a purely
competitive environment, the only way to achieve
a sustainable competitive advantage is by building
out the lowest cost structure in an industry by a
meaningful margin. Further, this low cost structure
must be structural in nature and not easily replicated, ensuring the durability of this advantage.
To give an example and make things more clear,
let’s look at the global gold standard in low cost
retailing, Wal-Mart. Economy of scale in purchasing
is the most obvious source of low cost structure for
Wal-Mart as it is by far the biggest wholesale buyer
of consumer goods in the U.S., leading to significant
bargaining power with producers and traders of
goods. Similarly, Wal-Mart is a large-scale consumer
of real estate, development, and various business
services, allowing it substantially better cost on
these items than smaller chains - much less independent retailers. Beyond that, this retail behemoth has
applied itself to being one of the most savvy investors and users of IT infrastructure and data analysis,
eliminating waste and misuse of assets along the
way. And finally, given the enormous logistical challenge of running such a large fleet of big box stores,
Wal-Mart has also become quite an expert in the
field of logistical efficiency, dropping the freight cost
per item for each product on the shelf. These factors in combination have reduced Wal-Mart’s cost
structure well below that of competitors while also
increasing asset turnover, leading to an exceptional
return on invested capital, particularly given the
highly competitive dynamic at play in U.S. retailing.

DISCIPLINED, WELL
FUNCTIONING OLIGOPOLIES

The final source of economic moats that we’ve identified is that of disciplined oligopolies turning what
would otherwise be a highly competitive landscape
into a situation that is more favorable for returns on
capital and therefore investors across an industry.
The backdrop for such a situation to develop often
exhibits certain key characteristics. Namely, there
are a limited number of competitors operating in
a mature industry with stable and fairly evenly distributed market shares. In such an environment, if
one company sharply reduces prices and/or dumps
large quantities of supply on the market, it will be
to the detriment of all players involved. While this is
precisely what would happen in a purely competitive market with infinite or even just a large number
of suppliers, a disciplined, well functioning oligopoly
will tend to focus more on healthy pricing and profitability (slow but steady growth) rather than gaining
market share at the expense of all involved.
The aggregate (stone, sand, and gravel) industry in
the United States provides a prime example of this
type of moat structure. Vulcan Materials, Martin
Marietta, and others in the industry have acquired
or developed their way into controlling most of the
market share in large urban centers throughout the
U.S. Smaller players generally only remain in more
remote outposts. Market shares are generally quite
large and steady and volume growth is not dramatic
in this mature industry, perhaps with a brief exception during the housing bubble and related boom in
residential investment. Rather than violently battle
for volume and market share, the relatively few
industry players involved have simply decided to
steadily ratchet up price year after year, aiming for
steady market share. Given the fact that aggregates
are critical to construction (asphalt and cement
in particular) and that they generally represent
such a small portion of overall construction value
put in place, the aggregate oligopoly has come to
realize that they don’t run into too much demand
destruction even in years where they are able to
take up prices at a double digit rate. So setting aside
the large volume correction related to the recent
housing and commercial construction bust, pricing
has remained quite rational even in the face of large
macroeconomic headwinds.

Concluding
Thoughts on Moats

As investors, we are searching for companies that
can steadily out earn their cost of capital and demonstrate profitable growth by renewing corporate
and shareholder value via wise reinvestment of
earnings. In this search, we have borrowed Warren Buffet’s term economic moat and gone on to
describe the five varieties of such moats as we see
them to exist in the market. Not only do we confirm
that there are industry and company structures in
place that back up these moats, but we also focus
on the long term sustainability of these advantages.

Valuation
At First Avenue, our aim is to buy shares trading at a
suitable margin of safety (relative to uncertainty as
described in the next pillar discussion) compared to
our view of the firm’s intrinsic value. Our definition
of intrinsic value--the second pillar of our investment
process--is the discounted future cash flows, as they
would accrue to the sole owner of a firm. We build
three stage discounted cash flow (DCF) models
for each firm where we are considering a potential
investment to arrive at our view of intrinsic or fair
value. The first stage comprises five years of explicit
forecasts for the income statement, balance sheet,
and cash flow statement. To properly model the
income statement, for example, we determine the
key metrics (or levers) that will drive the company’s
performance and express our most likely view
regarding the evolution of these variables over the
next three years, based on extensive fundamental
research and analysis. Year four is typically modelled
as a transition year as projections slide toward our
normalized (also known as mid-cycle or more accurately weighted cycle average) expectations in year
five. The second stage of our DCF models represents
a fade period where excess returns begin to be
eaten away by competition over time. We vary the
length of this fade period based on our judgment
about the existence and durability of a company’s
economic moat (wide, narrow, or no moat). Stage
three is a lump sum perpetuity value which allows
only inflationary growth beyond the second stage.

Given the very nature of DCF models, our normalized expectations drive the overall valuation. As
such, we spend a disproportionate amount of time
and energy determining appropriate normalized
assumptions regarding trend revenue growth,
the cycle-weighted average profit margin, capital
expenditure levels required to remain competitive
and capture trend revenue growth, normal working capital ratios, and normalized capital structure.
Aside from reviewing the historical record (averages, medians, minimums, and maximums), our
normalized assumptions are primarily driven by our
company and industry-level analysis. If comparing
industry dynamics to an ecological environment,
it is normally our view of industry equilibrium that
you will see expressed in our year five projections.
By considering the complete business cycle, we
avoid overweighting recent history and therefore
underestimating a company’s intrinsic value at an
economic trough or overestimating future results
during peak years.
To arrive at the weighted average cost of capital
(WACC) at which we discount our projected future
cash flows, we must determine at an appropriate
cost of debt and equity as well as a normalized
capital structure. We do not use beta to determine
our cost of equity. We view beta as a measurement
of historical market forces which can be more like
a short-term voting machine rather than long-term
weighing machine (for earnings), as Warren Buffett
adroitly noted. We prefer not to include a circular
reference to stock prices in our fundamental valuation model as volatile market emotions like fear and
greed shouldn’t impact long-term intrinsic value
in the vast majority of cases (exceptions can arise
when a money losing company is reliant on market
funding to stay alive from one day to the next).
Rather, after extensive analysis, we prefer to use
our judgment to categorize companies into various
COE buckets based on fundamental factors. For
the bulk of the companies in the market, we simply
use a typical equity market return expectation, say
12.5%. To decide which companies should have a
somewhat higher or lower cost of equity, we base
our judgment on the following two factors: quality
and consistency of cash flows being projected (estimation or shortfall risk) and quality of the balance
sheet (financial risk).

For cost of debt, we use a normalized 10-year risk
free rate (close to long run historical averages,
adjusted slightly to account for current inflation
assumptions and market interest rates) and add
a corporate risk spread appropriate for the company being modelled. If the company’s leverage
is expected to remain steady, we generally use
normalized debt spreads given the company’s credit
profile, keeping in mind that proper ranking among
peers and industries is important. Once we’ve assigned a cost of debt and equity, we would typically
arrive at a WACC simply by using the current capital
structure weightings if they are in the ball park
of what we would expect going forward. In some
cases, however, we would adjust the debt and equity
weightings to reflect a more normalized situation.
For example, for a company with highly predictable
(and only mildly cyclical) cash flows operating with
no debt while peers typically employ 50% debt/
capital, we are likely to assume a more competitive
level of debt in the capital structure when determining our WACC. We think this is appropriate as the
company could easily go out in the market and issue
debt tomorrow and buy in shares, moving it closer
to the financial leverage of peers.
In arriving at our fair value estimate, we typically use
base case or most likely assumptions for everything
from revenue to profit margins. With companies
that are highly predictable, this works just fine. For
less certain companies, we often employ scenario
analysis to more formally bound the range of likely
outcomes as certain key drivers are varied in tandem
to paint better and worse case (but still within the
realm of fairly likely) scenarios.
Scenarios are quite valuable in shedding light on the
range of potential outcomes, but they become even
more critical when you find that the worst case scenario implies financial distress. Once the analyst has
determined that capital impairment (bankruptcy,
value-destroying capital raises, etc.) has become a
material probability, we move from a base case DCF
valuation to an expected value framework. In such
a scenario we will explicitly weigh the base case
valuation (let’s say it is 80% probable in our view)
against a worse situation such as a 20% chance
of bankruptcy or massive dilution of ownership via
new issuance. While we have likely abandoned even
considering the purchase of such shares, it is critical
in our view to think probabilistically when asymmet-

ric or binary outcomes become probable.
While we determine all of our fair value estimates
based on discounted cash flow analysis, we also
employ triangulation with other commonly used
short hand valuation metrics. We do this in order to
check our (DCF) work, circling back on any assumptions brought into question, and also to more easily
facilitate comparisons of valuations between various
companies and industries and over periods of time.
The metrics we use to triangulate include price/
earnings, price/book, EV/EBITDA, EV/EBIT, free cash
flow yield, replacement value, and sum of the parts,
among others.
Triangulation is also helpful to consider as SO MANY
market players seem to rely solely on these short
cuts. In that vein, as our game is identifying mispriced securities that we have valued using a DCF
framework, we are convinced that it is important to
have an opinion about what your variant perception is relative to the market at large. Without such
a hypothesis, how could we reasonably expect the
perceived valuation gap to close at some point in
the future? For example, during the recent downturn, many bank analysts used the recently outsized
credit provisions to project near-term earnings,
which makes perfect sense. What didn’t make sense
to us, however, was when these same analysts
placed historically normal price/earnings ratios on
these quite obviously cyclically depressed earnings
to arrive at their price targets. For stronger banks
where survival or massive share dilution isn’t even
a remote possibility, why not pay a normal multiple
for normal earnings a couple years out (properly
discounted back by the time value of money)?
It’s cases like these where we are confident in the
source of the valuation discrepancy, and highly
confident that it will close in our favor with just a
bit of patience, that we prefer to make substantial
investments.

Uncertainty Ratings
Once we’ve arrived at our DCF-driven fair value
estimates, the next question becomes when should
the portfolio manager consider buying or selling
that stock based on our view of its intrinsic value? To
inform this decision, we employ uncertainty ratings
(the third pillar of our investment process) and associated margins of safety, which are similar but much
less scientific in nature than confidence intervals as
described in statistics. Here they are:

Uncertainty
Rating

Consider Buy
Discount

Consider Sell
Premium

Low

10%

25%

Medium

30%

10%

High

50%

0%

Extreme

NA

NA

We first separate our coverage universe into low, medium, high, and extreme uncertainty ratings based
on a few key factors that enhance or take away
from our confidence in the accuracy of our point fair
value estimates. The factors that affect the margins
of safety around our valuation are operating leverage, financial leverage, and event risk (such as major
litigation losses, loss of a major product or contract,
or some other such hard-to-peg contingency risk). In
various combinations, the uncertainty can grow so
large that we label it extreme, which means that we
think the risk of permanent capital impairment has
climbed so high that it is no longer a calculated risk
worth considering.
At uncertainty ratings other than extreme, we apply
discounts (premiums) to our fair value estimates
which drive our consider buy (consider sell) prices.
For example, we assign a low uncertainty rating to
a highly predictable company like Tiger Brands. This
means that we would place it on the portfolio manager’s consider buy list at only a 10% discount to
our fair value estimate. Similarly, as such a company
can be valued with confidence, expected to advance
its fair value by at least its cost of capital each year,
and perhaps even deliver positive surprises along the
way, we might not sell completely out of the shares
until it was 25% overvalued relative to our fair value
estimate. On the other end of the spectrum, a no
moat company such as Bell that produces highly
cyclical goods like construction equipment would be
high uncertainty in our view. We wouldn’t consider
a purchase until it traded at least 50% below our
fair value estimate and would quickly sell the shares
when they approach our fair value estimate, ending
up quite pleased with up to a 100% return that
more than justified the risk, in our eyes.

Management Assessment
(Stewardship)
The fourth and final pillar of First Avenue’s investment process is an assessment of management and
company stewardship. It is our view that industry
and company economics dominate management
skill in the vast majority of cases. In fact, it can be
quite a bit more profitable to invest in a wide moat
company with inadequate management versus
investing in a no moat firm in hopes that a superb
manager can convert lead into gold. This is especially the case when a moronic manager is shown
the door at the former firm, allowing an experienced
and talented team to reap the absolute best harvest
possible from the already highly advantaged firm.
There are exceptions, however, and they can be
quite devastating to an investor if caught unawares.
In our view, aside from day to day blocking and
tackling in operating a company, management’s
highest responsibility boils down to one simple decision set: how to allocate the firm’s cash flow.
There are only five choices for allocating excess
capital, with those being reinvestment back into the
business (capital expenditures or increased operating expenditures), acquisition of another firm or
business unit, paying down debt (or piling up cash),
paying out dividends, or buying back shares in the
company. The first two decisions are reinvestment
decisions and should only be pursued if they are
required to stay competitive or if the return generated on the incremental invested capital surpasses
other investment opportunities and at least the
firm’s cost of capital. The latter three choices are
made subsequent to the reinvestment decision
and involve choices regarding the return of excess
capital to investors. Here, management’s goal is to
maintain an efficient yet safe capital structure and
then to return excess

cash to equity holders in a timely fashion for profitable reinvestment in other opportunities, particularly
with share buybacks when the firm’s share prices
dramatically understate reasonable future cash
flows from the company.
In the process of researching companies, we tend to
form strong opinions about management’s abilities
and whether they consistently act in shareholders’
interests or chase their own myopic dreams such as
empire building or even worse management enrichment at the expense of owners (classic agency problem). While management ability and governance do
not typically factor into our buy and sell decisions
quite to the same extent as the other three pillars of
our investment process, when we identify red flags,
we escalate the study of these issues. After careful
consideration, this one pillar may override the other
three completely, preventing us from purchasing
any shares whatsoever. However, it’s important to
note that a glowing review of management will
never lead us to invest when the other three pillars
are unsupportive. More often than otherwise, a less
than favorable opinion of management may dictate
elevating the uncertainty rating, causing us to
require a larger margin of safety to invest.

CONCLUSION
By standardizing and systematizing the four pillars
of First Avenue’s investment process, we have
ensured a consistent approach by all team members
and more facilitated communication of complex
issues given that we are all using the same language. Most importantly, however, we think that our
investment process is one that has stood the test of
time and will consistently surface opportunities that
will help us generate long term wealth for our clients.

