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FUND MANAGEMENT REPORT: Q2 2017
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 forego opportunity to outperform the market during periods of over-valuation (momentum) due
to either trend exuberance or risk acquisition:

These are periods when: (i) the valuation of most securities on the market do not reflect sufficient
margins of safety, and (ii) the psychological and emotional make-up of investors who dominate market
activity is one of valuing one’s gains more than one’s losses. We refer to our results during these later
stages in the business and market cycle as our pain trade.
2. Our clients stay with us for extended periods of time:
By foregoing momentum related returns, investors in our funds appreciate our ability to: (i) avoid
significant capital losses when the stock market corrects from over-valuation (momentum), and (ii)
continue to grow from a higher base than a market-corrected level. Through this phenomenon, which is
referred to as compounding, we aim to double our clients’ investments with us every 3.9 years at the
high end and 5.5 years at the low end. This works out to an average compound annual return of
between 12.25% and 19% depending on where in the cycle a client invests with us. To further explain,
12.25% is our view of the cost of equity in South Africa, which is the bare minimum an equity investor
should earn and 19% is the average annual compound return on the All Share since 1960 (the furthest
back we could go to find clean data).

Investment Outcome
Over the years, we have made an effort to diversify our assets under management by strategy, namely,
General Equity, Focused Equity, Local with Global, and Global). Bearing in mind that we started off as a
domestic equity manager in General Equity, we have diversified into both a Focused Equity strategy and
Global equity manager. The Focused Equity strategy represents our best investment view. Our Focused
portfolios contain up to 20 holdings while the General Equity strategy has up to 30 names. What flows
from here is (i) diversification by strategy, (ii) benchmark and (iii) client dispersion by geography. The
corollary effect of these initiatives is to lower business risk – remove uniformity of client reaction to
investment performance (herding).
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Figure 1: Percentage AUM by Strategy as at June 30, 2017
Global Equity, 1.6%

SA/Global Equity,
2.2%

Focused Equity,
41.3%

General Equity,
54.9%

Source: First Avenue

It stands to reason that the various strategies also have different benchmarks. Naturally, the
benchmarks are client mandated. Again, bear in mind that at inception, we were exposed to only one
benchmark, SWIX.

Figure 2:

AUM by Benchmark as at June 30 2017
ALSI, 7%

SWIX, 15%

CAPI, 17%
Specialist BMK3, 6%

Capped SWIX, 2%
MSCI World, 1%
Specialist BMK2,
19%

Specialist BMK1,
33%
Source: First Avenue
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Now, we can report investment performance to you, starting with our best investment view.
Table 2: Domestic Investment Outcomes to June 30, 2017 (Best Investment View Composite)
Focused Equity Composite
Risk/Return Period
Incep. Cumulative
Incep. Annualised
5 year .p.a.
4 year p.a.
3 year p.a
2 year p.a.
1 year
YTD
3m
Inception date :

Fund

SWIX

Relative

ALSI

Relative

CAPI

Relative

88.7%
12.6%
12.8%
9.7%
4.6%
1.7%
-5.2%
3.5%
-0.1%

86.5%
12.4%
12.9%
11.0%
4.8%
2.2%
0.3%
3.3%
0.0%

2.2%
0.2%
-0.1%
-1.3%
-0.2%
-0.4%
-5.5%
0.2%
-0.1%

76.9%
11.3%
12.2%
10.1%
3.4%
0.8%
1.7%
3.4%
-0.4%

11.8%
1.4%
0.6%
-0.4%
1.2%
0.9%
-6.9%
0.2%
0.3%

77.9%
11.4%
12.3%
10.2%
3.6%
0.7%
1.3%
2.3%
-1.0%

10.8%
1.2%
0.5%
-0.4%
1.0%
1.1%
-6.6%
1.2%
0.9%

Mar-12

Source : First Avenue

Table 2: Domestic Investment Outcomes to June 30, 2017 (General Equity Strategy Composite)
General Equity Composite
Risk/Return Period
Incep. Cumulative
Incep. Annualised
5 year .p.a.
4 year p.a.
3 year p.a
2 year p.a.
1 year
YTD
3m
Inception date :

Fund
114.5%
12.6%
12.1%
8.7%
3.4%
0.6%
-4.3%
1.9%
-1.1%

SWIX
116.1%
12.8%
12.9%
11.0%
4.8%
2.2%
0.3%
3.3%
0.0%

Relative
-1.6%
-0.1%
-0.8%
-2.3%
-1.3%
-1.6%
-4.5%
-1.4%
-1.1%

Feb-11

Source: First Avenue
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ALSI
99.4%
11.4%
12.2%
10.1%
3.4%
0.8%
1.7%
3.4%
-0.4%

Relative
15.1%
1.3%
-0.1%
-1.4%
0.0%
-0.3%
-5.9%
-1.4%
-0.7%

CAPI
101.9%
11.6%
12.3%
10.2%
3.6%
0.7%
1.3%
2.3%
-1.0%

Relative
12.6%
1.1%
-0.2%
-1.5%
-0.1%
-0.1%
-5.6%
-0.4%
-0.1%

Salient points :






In our best investment view, Focused Equity, investment performance continues to stack up much
better than the General Equity strategy.
The 12month performance number is where the bulk of our performance sits. Particularly against
the SWIX, it has affected our relative on the curve (i.e. 4yrs).
In General Equity our since inception cumulative returns remain in positive territory against all
benchmarks save the SWIX (where it is also underwater since inception)
Underperformance over the last 12 months has impacted our returns right up to 5 years out.
Truly, our 20 best ideas (Focused Eq.) had far fewer detractors than our top 30 ideas (Gen. Eq.)

Portfolio Commentary: Domestic SA Equity
In the last quarter, we took a conscious decision to double down on a defensive posture despite the fact
that high quality defensive stocks did not benefit from (i) the shock to the currency caused by the firing
of Minister Pravin Gordhan as well as the credit downgrading of the country and (ii) global growth.
Instead, highly cyclical and leveraged companies performed very well in the period driven by a weaker
Rand. We did this because we felt that defensive companies were not only cheap relative to their
fundamentals but also neglected while cyclical companies were expensive and over-owned.
One such move resulted in us reducing our weighting in Naspers from 16% to 10% and reallocating the
proceeds of that sale to AB Inbev, BTI, and Clicks. These three stocks now account to over 25% of our
portfolio. After we sold Naspers, it rallied with either the rally in the Tech Sector in the US (particularly
Facebook, Amazon, Apple, Netflix, and Google) and or a weak rand, outperforming the stocks we
purchased. To be clear, the stocks we purchased did well enough themselves – just not as spectacularly
as Naspers which swelled from being 18% of the market (SWIX) to 22%. This badly hurt our
performance in the months of April and May.
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Figure 4: Stock Attribution General Equity Jan 2017 – June 2017
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Rel. Return
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Figure 3: Stock Attribution by Focused Equity: Jan 2017 – June 2017

This is a demonstration of our commitment to forego opportunity to outperform the market during
periods of over-valuation (momentum) due to either trend exuberance or risk acquisition. Tech gains in
the S&P500 came at the expense of the rest of the market at a one-for-one rate (and for good reason,
that’s where the earnings growth is high). See figure 5. Our view is that these earnings are cyclical (not
defensive) and accompanied by high valuations that are reliant on the continuation of those high
earnings. In other words, should anything interfere materially with the earnings of, or sentiment toward
Tech businesses, share prices have a long way to fall.
Figure 5:

The Tech Bubble That Pulled NPN with it in April and May

Source: Macrocharting.com

High earnings growth of Tech stocks has resulted in them displaying low volatility, which has attracted
low priced (exchange traded funds) low volatility assets (iShares MSCI Min Vol USA and Powershares
S&P500 Low Vol). The feedback loop between high earnings growth and low volatility attracted more
and more passive assets. This virtuous circle between low volatility and ETFs reached a crescendo in the
first half of 2017 as technology shares became 11% and 18% of iShares MSCI Min Vol and Powershares
S&P 500 Low Vol index respectively (the highest since inception of these ETF’s in 2011). See figure 6.
These funds re-allocated in this fashion because, as Deutsch Bank explains in a research note to its
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clients, the “implied volatility of technology stocks in January-May had dropped to the level of defensive
stocks in early 2016.”
Noted value investor Seth Klarman described it this way in his recent letter to clients: “One of the perverse effects of increased indexing and ETF activity is that it tends to ‘lock in’ today’s relative valuations
between securities. Thus today’s high-multiple companies are likely to also be tomorrow’s, regardless of
merit, with less capital in the hands of active managers to potentially correct any mispricing’s.”

Figure 6: Record ETF Asset Flows into US Technology on Account of Low Volatility

Low volatility is not an indicator of an impending market correction. The normal state of volatility is low.
Yet there is an inverse relationship between share prices and volatility (bearish periods tend to have
elevated levels of implied volatility). So we are cautioning against valuations and investor complacency
caused by positive macro-economic sentiment as a source of risk and not low volatility. See figure 7.
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Figure 7: Implied Volatility for the S&P 500 since 1990.

To quote Fed Chairman, Alan Greenspan, “History has not dealt kindly with the aftermath of protracted
periods of low risk premiums”. Today, implied volatility is at a 90yr low. To really understand what
volatility really means, spend some time on the following quote by Chris Cole of Artemis Capital before
you read on “volatility is the difference in the world as we imagine it to be and the world that actually
exists.” While no one can quantify “the reality”, the wider one perceives the difference between
implied volatility and reality, the greater the danger/opportunity present in the market.
This was borne out to a certain extent in the month of June when sentiment toward US Tech broke
down on account of the Federal Reserve Bank signaling an end to the monetary easing cycle by raising
interesting rates. Volatility rose in tech shares as returns fell in favor of financials. This is the problem of
high valuations – sentiment can shift to somewhere else much cheaper and equally strong expected
returns (see figure 8 courtesy of Deutsche Bank. We retain the full text on the charts for your reading
pleasure).
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Figure 8: US Tech Goes from Low Vol to High Vol in Market in a Month

Now, what is most fascinating is that this downdraft tech shares in June was caused in large part by
withdrawals from iShares MSCI Min Vol US and Powershares S&P 500 Low Vol. We struggle to
understand how instruments of market efficiency suddenly panic that the market is inefficient and pull
money out, giving way to efficient allocation of capital into undervalued Us financials.
Figure 9:

Passive Outflows Signaling Market Inefficiency?
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While this was not enough to pull our performance up for the year, it bade well for what would happen
in the event of a cyclical earthquake (correction). That would address our 12month number. That said,
the Focused Equity strategy beat the SWIX during the first half of the year because, unlike our General
Equity strategy, it was not invested in Famous Brands. Its earnings were hurt by a bet against local
currency depreciating further against the British Pound when it acquired a burger franchise in the UK
(the currency in fact went the other way leading to foreign exchange losses). We have added to our
position as the problem is not operational or fundamental – just a moment of hubris by management
that it could call the currency.
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GLOBAL INVESTMENT OUTCOME
Table 3: Global Family Business Composite
Risk/Return Period

Fund

MSCI World

Relative

Incep. Cumulative

11.6%

4.8%

6.8%

3m

5.5%

1.4%

4.1%

Inception date :

Feb-17

Note: Returns shown in ZAR
Source: First Avenue

Portfolio Commentary: Global Investment Outcome
The strategy invests only in family owned businesses listed in Developed Market stock markets. The
strategy is the first and only one of its kind in South Africa and the continent. It is available by both
segregated format and USD classed UCITS unit trust. The strategy still has a young track record, yet it
has gotten off to a great start by outperforming the MSCI World by 7.1% since inception (February
2017), and 4.4% in the quarter
Figure 10:

Top 10 Positions, June 2017
Stock

%

BIOMERIEUX

4.2

SAMSUNG ELECTR-GDR

4.0

SCHINDLER HOLDING-PART CERT

3.5

SONAE

3.4

REMY COINTREAU

3.3

HEINEKEN HOLDING NV

3.2

CIE FINANCIERE RICHEMONT-REG

3.2

PROSEGUR COMP SEGURIDAD

3.2

BERKSHIRE HATHAWAY INC-CL B

3.0

SAVENCIA SA

2.9

Source: First Avenue

Unlike most global equity funds, this fund is mostly invested in European equities. By country, the
investments are focused on Switzerland, France and Germany. So its outperformance is all the more
remarkable because it is not due to exposure to tech stocks which have driven the vast majority of US
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returns of the S&P500 (US equities themselves being 55% of global equities). In this regard, we are sure
to avoid an ETF tech induced market crash.
Figure 11:

Geographic Breakdown, June 2017
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Source: First Avenue
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20.00

LOCAL WITH OFFSHORE INVESTMENT OUTCOME
Table 4: Domestic/Global Blend Composite
Risk/Return Period

Fund

SWIX

Relative

Incep. Cumulative

3.5%

2.9%

0.7%

YTD

4.6%

3.3%

1.3%

3m

1.0%

0.0%

1.0%

Inception date :

Nov-16

Note : Gross Returns
Source: First Avenue

Portfolio Commentary: Domestic/Global Blend Composite
While the global portfolio is largely invested in European stocks, this particular strategy has a good
representation of US equities, European Equities, and our domestic Focused Strategy. As we have
discussed the domestic component in detail, we will focus here on the global piece.
Our holdings in US banks, directly owning Bancorp and indirectly M&T Bank, Bank of NY Mellon Corp,
Goldman Sachs, Bank America, Wells Fargo through owning Berkshire, stood us in good stead in an
environment of rising rates. The US banking sector has emerged from the ruins of the 2008 credit crisis
stronger and yet just a few banks are more entrenched in the economy (too big to fail) now than ever
before. Only a handful of banks earn above their cost of capital and we own most of them. Only a
handful of banks dominate customer deposits, M&A, and lending through cross selling or superior
customer service. We own most of them. These are national or regional oligopolies despite there being
more than 5, 000 participants in the industry.
This goes to show that despite best efforts to regulate and stimulate competition, capital seeks to
monopolize through the sheer force of human ingenuity. As such, the banks will hold will have a
structural advantage driving their profitability far more than any cyclical endowment. The only
European bank we own, Svenska Handelbanken has underperformed due to financial repression caused
by negative interest rates in its geography. Based in Sweden, it is the best bank in Europe for it earns
materially above a normalized cost of capital and has been cited for superior customer loyalty and
service 8 years running in an independent survey by EPSI. We believe that bank will begin to outperform
now that the Central Banks of Europe and England are signaling increases in interest rates.
You will find it interesting that though we are concerned about valuations of tech driven businesses in
the US, we are holders of Amazon and Oracle. Both have performed spectacularly for us. Oracle on
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account of its surging cloud business and Amazon because of it will now be extending its cash flows
through a huge bet on groceries. Nonetheless, we remain materially underweight the US Tech sector
(1.5% in Amazon versus 22.50% of tech in the S&P).
We wanted to share our thoughts on Amazon with you. Amazon is not a retailer. It is in fact a logistics
and supply chain business. In fact, it has more than 2 million third party sellers on its platform which
account for 40% of the total units sold. All these orders are fulfilled by Amazon. Its acquisition of Whole
Foods will not simply add to the supply chain earnings. There is far more that can be unlocked by
radically altering the retail food supply chain. The logistics of the grocery business haven't really
changed much since "supermarkets", the term of art when they were introduced in 1930, first came
about. The only significant change in how supermarkets have done business in the last 50 years is
barcodes and check-out scanners. Take those away and the average grocery shopping experience is
pretty much identical to what you would have experienced in 1955.
Think about it: when you go to your regular grocery store, do you really need 50 cans of Campbell's
Cream of Broccoli soup, 50 cans of Mushroom Barley soup, 50 Cans of Chicken Noodle Soup, etc.?
Really, do you need that kind of inventory sitting around for any particular foodstuff? First, Amazon will
be able to reduce in-store inventories and the footprint of most urban and suburban grocery stores
using its existing supply chain expertise.






Refreshing inventories several times per day will reduce grocery store footprints and reduce more
expensive retail rents.
More rapid inventory turnover will increase the ROIC and accelerate profits.
Over the next 4 to 7 years, Amazon/Whole Foods will create huge disruptions in the grocery
industry. Patient investors will be rewarded. Others in the sector who stand pat are likely to be
pummeled.
"Just-in-time" inventory and other measures will push suppliers to much tighter efficiencies and
much lower production.

This is a replay of what Amazon did to the book store market, then the clothing industry, general
merchandize market, and media and electronics to great effect. See figure 12.
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Figure 12: Amazon’s Acquisition of Whole Foods is a Replay of its Past Success.

The Whole Foods acquisition allows Amazon to continue to drive assortment on its platform
while gaining the skill and supply chain to really learn grocery. In particular, they can leverage
and expand the highly regarded 365 private label brand within Whole Foods which will instantly
become available on their online platform. They also gain more than 500 strategic locations in
America which they can use as pick-up points for other Amazon products. Effectively, the deal
accelerates the battle between Walmart and Amazon along price, assortment and convenience
in their aspiration to become the retail titan of the future.
Extending its cash flows by pulling on a core competency is a low risk strategy in our opinion.
However, handling food and cosmetics is not as easy as handling the inanimate products we
spoke about above. After all, there are certain elements of its supply chain that Whole Foods
customers value and are willing to pay extra for, in particular, how it handles fresh fish and
coffee.
The secret: a transparent supply chain, from producer all the way to the store. Jeff Bezos, the
CEO of Amazon acknowledges that there’s a very large subset of customers is particular about
the supply chain of the things that go into or onto their bodies. Amazon may change the
16

economics of this process in a profound way, but it will need to pay attention to the sensual
dynamic at play. When a company is thinking three steps ahead as in a game of chess, it is hard
for competition to react, as well as for investors to value the cash flows coming down the pike.
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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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