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Q1 2017 PORTFOLIO MANAGEMENT REPORT 

 

Business Update 

First, we would like to thank you, our valued clients and prospects, for your continued custom.  The 

business is on a very sound footing and growing in a tangent different from other firms our age and 

size.  We continue to make progress in mitigating the risk of being a single asset class manager with 

a single philosophy, and single process; by diversifying our clients, products and benchmarks, 

distribution, and research insight geographically.  We have secured a seed client for our UCITS 

compliant SA Equity Fund from a highly reputable European institutional investor.  As well, we have 

secured distribution for the same fund in Switzerland with Openfunds.  Discussions regarding 

country specific distribution agreements are ongoing, and we will apprise you of them as we secure 

them.  All distributors will access the fund through Allfunds, the largest LISP and fund administrator 

in Europe, which has also added investment consultancy to its bow.     

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 materialise. 

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 valuations of most securities on the market do not reflect sufficient 

margins of safety, and (ii) the psychological and emotional make-up of investors who dominate 

market activity is one of valuing one’s gains more than one’s losses.  We refer to our results during 

these later stages in the business and market cycle as our pain trade. 

2. Our clients stay with us for extended periods of time: 

By foregoing momentum related returns, investors in our funds appreciate our ability to: (i) avoid 

significant capital losses when the stock market corrects from over-valuation (momentum), and (ii) 

continue to grow from a higher base than a market-corrected level.  Through this phenomenon, 

which is referred to as compounding, we aim to double our clients’ investments with us every 3.9 

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

with us.  
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Investment Outcome 

In the quarter, we underperformed the market (SWIX) by 0.30% but continued to outperform on a 

risk-adjusted basis.  We have never underperformed on this all too important basis.  Our relative 

underperformance, however, tells only part of the story.  

Figure 1: Investment Outcomes 

Risk/Return period 
General Equity 

Composite 
JSE SWIX Relative 

Since inception* cumulative 116.9% 116.1% 0.8% 

Since Inception* Annualised 13.4% 13.3% 0.1% 

5 year p.a. 12.3% 13.3% -1.0% 

3 year p.a. 6.6% 7.1% -0.5% 

1 year p.a. -0.9% 1.6% -2.5% 

3 Month 3.0% 3.3% -0.3% 

YTD 3.0% 3.3% -0.3% 

Annualised Volatility since Inception* 13.9% 15.1% -1.2% 

Annualised Risk Adjusted Return since 

Inception* (Ann Return / Ann Vol) 
96.1% 87.7% 8.4% 

 * Inception Feb 2011        

Source: First Avenue, STATPRO 

Right up until news broke that the Minister of Finance and his team had been recalled from their 

international road show in London, we were outperforming handsomely; and for good reason.  

Valuations of risk assets, especially resource equities, are stretched. At current price earnings 

multiples, earnings for these equities can only be justified by commodity prices far in excess of what 

the market can bear.  Put differently, short of runaway commodity prices, resource equities are in a 

bubble- more on that later.  Here’s the tale of the tape on our quarterly performance by month. 

Figure 2: January and February 2017 Relative Performance  

Risk/Return period 
General Equity 

Composite 
JSE SWIX Relative 

January 2017  1.2% 2.6% -1.3% 

February 2017 -0.5% -1.5% 1.0% 

Source: First Avenue, STATPRO 
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Our thesis of unattractive valuations of risky assets bore itself out until political risk reared its ugly 

head on March 24.  We were outperforming by one percent two thirds into the month. 

Figure 3: Impact of Political Risk on Fund Performance 

 

Source: First Avenue, STATPRO 

It took just six days for the local currency to collapse by more 9% against the US$, as the president 

replaced the Minister of Finance and S&P downgraded the country’s sovereign rating to speculative.  

Naturally, share prices of companies that sell their product in US dollars soared at the expense of 

those who are restricted to local currency denominated products. These primarily include consumer 

companies such as retailers and banks.  In bidding up “dollarised” or “Rand Hedge” shares, investors 

took it for granted that the bump from the weakening currency would translate into higher earnings 

in local currency, as well as higher returns on capital.  Yet not all dollarised sales result in profit gains 

(in local currency).  In fact, none of the dollarised sales will stick to the ribs of companies with a 

heavy dose of local operations that are: (i) capex intensive and/or (ii) labour intensive.   

In Working Paper 9053 of the National Economic Bureau of Research (NBER) titled “Cheap Labour 

Meets Costly Capital: The Impact of Devaluations on Commodity Firms” published in July 2002, 

Kristina J. Forbes finds that whether devaluations result in profits and sustainable market value 

creation depends on the capital and labour intensity of the commodity firm.  She analysed 1,100 

firms in 10 commodity industries between 1996 and 2000 in instances where local currency devalues 

by more than 15% in 4 weeks or less. 

Because of South Africa’s import dependency on capital equipment, the benefits of dollarised sales 

are nullified by dollar based expenditure on capital equipment.  What’s more, South Africa’s labour 

regime is such that commodity firms cannot substitute capital investment with more labour.  

Additionally, due to unionisation, South African labour is not comparatively cheap.   
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Figure 4:  Capital and Labour Efficiency of Gold and Platinum Production 

 

Source:  First Avenue, NOAH Research 

It is remarkable how much capital it takes to produce a single ounce of gold!  You can see why 

industrial relations are so important for Sibanye.  It is very labour intensive!  The small and illiquid 

DRD Gold seems to be in the sweet spot – low capex and labour requirements in production.  This is 

largely because its business model is focused on recovering gold from old mine dumps which 

requires less labour and capital expenditure than a normal mining operation.  In platinum, the much 

loved Anglo American Platinum mine, Mogalakwena, together with high growth Booysendal and 

RBPlats are extremely capital inefficient.  Impala’s investment programme in new shafts puts it 

smack bang in the middle of trouble. Lonmin only looks good because its loan covenants drastically 

limit its ability to spend on capex.  The company is atrophying slowly and haemorrhaging cash 

slowly.       

Beyond the dollar based import content of capital equipment is the small matter of financing it.   

A devaluation of the magnitude we suffered, had it stayed that way, would result in higher inflation 

and interest rates.  Not only would companies have to import capital equipment expensively, they 

would also have to pay higher rates to fund it.  This would have the effect of reducing Returns on 

Invested Capital (ROIC).   

As for labour intensive firms such as Sibanye, any reprieve they might enjoy from being less capital 

intensive would simply be transferred to higher wages through higher inflation.  You can see the 

proverbial rock and a hard place most South African commodity firms suffer below. 
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Figure 5:  Capital and Labour Inefficiency in Precious Metal Producers (2006 – 2016)   

 

*2011 instead of 2006 data, ** 2012 instead of 2006 data 

Source:  First Avenue, NOAH Research 

You will notice that Gold Fields seems to have higher capex requirements per ounce produced today 

compared to 2006 and lower labour requirements per ounce produced today than in 2006.  Sibanye 

is the exact opposite – higher labour requirements per unit produced today compared to 2006 and 

lower capex requirements.  That is simply because Sibanye represents the South African operations 

of Gold fields (GFI Mining South Africa) that were unbundled to shareholders in 2013 on account of 

labour cost inefficiency.  If you combine the two, nothing has changed – the old Gold Fields is still 

both capex and labour intense!  Gold Fields currently requires a further R2.28bn of investment to 

develop its South Deep mine which is expected to reach steady state in 2022. 

What makes this dire situation truly tragic is the lack of productivity of both capital and labour to 

boost mining profitability.  In fact, productivity in the mining industry has declined by 28% in the ten 

years between 2004 and 2013 (see The Burgundy on “Productivity in Mining” published last month1).  

Contrary to popular belief, the one thing management of commodity producing firms do not want is 

a weak currency.  They would rather have rising commodity prices as that does not affect the cost of 

capital equipment, financing costs, and wages. 

It was simply a huge mistake by investors to bid up shares of commodity firms.  But why did they do 

it?  Because the last time the currency crumbled in 1998, resource shares outperformed the market 

over the next three years.  The psychological phenomena of “Recency” or “Anchoring” outweighed 

fresh analysis.  During the Emerging Market Crisis of (July) 1998, the local currency crumbled by 

more than 15% in a short space of time.  Resource equities rallied because: 

                                                           
1
 Available at http://firstavenue.co.za/productivity-in-mining/ 

http://firstavenue.co.za/productivity-in-mining/
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 Mining companies had very little debt compared to today, and commensurately negligible 

financing costs 

 The quality of ore was such that mining was much shallower and required less capex to 

produce an ounce (low capex per ounce ratio) 

 The cost of labour was not as high as it is today (low labour per ounce ratio)           

Figure 6: Management of Mining Companies Remember 2002 with Great Fondness    

 

Source:  First Avenue, NOAH Research 

Further analysis shows that currency devaluations tend to contain a sting in their tail, namely, rising 

interest rates, which put a lid on share price movements of commodity producing firms.  Investors 

do not realise that the period etched in investors’ memories (31 Dec 1999 to 31 Dec. 2001) when 

resource equities rallied was accompanied by a 250bps decline in interest rates.  Yet in the next two 

occasions of sustained currency devaluation, namely Dec 31 2004 – Dec 31 2008 and Dec 31 2010 to 

May 31 2016, shares of mining companies underperformed largely because interest rates increased 

by 400bps and 150bps respectively.  Interest rates are deadly because they are a tax on income 

especially when you are indebted, let alone capex heavy.       
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Figure 7: Resource Shares Negatively Correlated with Rising Rates, Even if Currency Devalues   

 

Source:  First Avenue, NOAH Research 

The schematic we like to use to demonstrate fundamental risk management shows how macro 

factors, in this case currency and interest rates, could cancel out each other’s benefit and render 

investing in commodity firms unsatisfactory.   
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Figure 8:  Impact of Structural versus Transitory (Macro) Factors on Share Prices 

 

Source:  First Avenue  

As you can see from our attribution below, Basic Materials drove market leadership purely on 

account of higher expected “dollarized” earnings.  Yet, the First Avenue Discipline is focused on 

structural (rather than fleeting) sources of profitability, namely, competitive advantages.   

Figure 9:  Contribution to Return – March 01 2017 – April 6 2017 

  

 

Source:  First Avenue, STATPRO  
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On the weight of the empirical evidence above, and given the new paradigm of constrained growth 

due to the downgrading of the sovereign’s credit, we advise investors to follow our lead and divest 

from cyclical low quality companies in their portfolios. 

The credit downgrade of South Africa’s sovereign rating has ushered in a new dispensation that 

some may argue would make the economy resemble that of the apartheid era, whereby the 

economy was isolated from global trade but yet the stock market did spectacularly well. 

While the human brain is capable of some complex operations such as putting a man on the moon 

or sinking a basketball shot from half court, it completely fails to accurately predict outcomes of 

interrelated events of a socio, economic, and political nature.   You can see from the charts that 

follow that none of the cataclysmic socio-economic, or political events noted in the charts stopped 

the market from reflecting the profit motive borne out the ingenuity of citizens of South Africa.  
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Figure 10: Apartheid Era Economy and the Stock Market: 1960- 1980 

 

Figure 11: Apartheid Era Economy and the Stock Market: 1980- 2000 
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The stock market’s ability to do this will not change. Neither will human ingenuity stop.  Yet South 

Africa’s productive structure does not possess import substitution capabilities that it had in the 

apartheid era.  The country was so riddled with tariffs to protect import substitution industries (for 

self-sustenance in the sanctions era) that these industries turned up highly inefficient when the new 

South Africa joined the World Trade Organization (WTO) on January 1, 1995.  These industries got 

decimated by global competition (e.g. textiles, ship building, locomotives manufacturing, and mining 

equipment).   

Here are the consequences of the credit downgrading: 

1. In the economic environment we are heading into, if a company cannot afford to import capital 

equipment, it will simply shut down.  There will not be a cheaper local option (unless citizens 

sense that we will be here for a while and seize the opportunity to rebuild the inefficient import 

substitution capabilities).    

2. As in the apartheid era economy, strong and well-resourced companies (incumbents and 

industry leaders) will get stronger.  Again, as in the apartheid era, the stock market will price in 

those profits and continue its tradition of being not only one of the highest returning stock 

markets in US$ terms in the world, but also the best vehicle to create wealth in South Africa! 

On the weight of that analysis, we advise that investors stick with High Quality investing.  This is no 

time for speculative investments. 
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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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