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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
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).
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The Risk Needed to Produce Quality Investment Outcomes – Avoiding Unforced Errors
Since inception, we have maintained that risk, not valuation, has a continuum. In other words, there
is a point beyond which risk exponentially erodes value. On the negative end of the spectrum is
bankruptcy while compounding occupies the positive end. Our view is in stark contrast to many
managers who believe that every stock has a price at which it can be bought. For these managers,
higher risk translates into higher returns (a primary tenet of the Capital Asset Pricing Model).
At First Avenue, we peg a stake in the sand defining the fundamental risk we are prepared to own,
and that which we aren’t. Fundamental risk is what allows share prices to gravitate to fair value – up
or down. Companies that generate economic value with high cash certainty, more reliably reflect
that quality in market returns over time than companies that don’t. The latter either decay steadily
or perish completely. Not understanding this, leads to unforced errors.
One such unforced error showed up at the death of the final quarter of 2017 in the form of
Steinhoff. The clarity and integrity of the language in which a company communicates with
stakeholders, including investors, namely, accounting, is paramount to assessing the quality of the
company’s fundamental risk. Here, investors erred by focusing on the collection of assets Steinhoff
was accumulating all around the world, and not at how it accounted for them. For us, the latter
caused us such dissonance that we passed on owning the collection of assets listed on the
Johannesburg Securities Exchange (JSE).
The outcome was spectacular on the index and, by exclusion, our funds (Focus Eq. and General Eq.):
Figure1:

Performance Pre and Post Steinhoff Unforced Error

Source: First Avenue, Statpro, Bloomberg

You simply cannot create wealth if you keep losing money. Ask the CEO of Steinhoff, Marcus Jooste.
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Figure 2:

Steinhoff Share Price over 5 Years

Source: First Avenue, Bloomberg

So why do investment managers and their clients take as much risk as to permanently lose a portion
of their capital from time to time? The reason why investing is so difficult is the risk involved when
producing quality outcomes is no different from the risk involved when hitting a quality shot in
tennis. At First Avenue, we are constantly looking for that optimal level of risk where the stock
market coughs up more mistakes than we do. Benchmark-cognizant investors might think they are
reducing business risk, but they’re in fact placing themselves in the path of unforced errors. You are
better off understanding very early on in your investing career that risk and returns are asymptotic:
they are linearly related up to a happy place past which risk continues to rise and value tends
towards zero. Not knowing this phenomenon places you at a huge disadvantage!
Figure 3:

Risk vs. Returns – The Dirty Secret: Moderating Risk-Taking Wins

Source: First Avenue
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One of the reasons investors take on an inordinate amount of risk is that risk, no matter how high or
extreme, rarely ever materializes immediately. It takes time. Often, phenomena such as cyclical
economic growth and acquired growth are so powerful that they typically mask the extent to which
a company’s earnings are a mirage. In their element, cyclical companies (e.g. resource equities) can
easily pass for quality as both earnings and free cash flows receive a boost above the cost of capital.
In Steinhoff’s case, on top of being cyclical and undertaking debt fueled acquisitive growth, the
company went on to arbitrage the cost of capital between South Africa and Europe by listing its
international assets in a low cost of capital environment, Germany, away from a high cost of capital
country, South Africa. By reducing the hurdle rate, the company could show higher levels of
shareholder value creation without moving the needle on its return on capital for those assets.
Nothing mollifies investors more than shareholder value creation. It creates the impression of
something structural. Ultimately, however, companies and investors get what they deserve.
Yet, in South Africa, investors and their clients expose themselves to the same risk with stunning
regularity, which boggles the mind. The JSE has experienced so many bankruptcies; it is telling that
you just don’t know about them. Investment managers simply don’t let companies they have
invested in go bankrupt. Client reaction (apathy or acquiescence) in turn serves as a moral hazard
for investment managers to continue resurrecting dead companies.
Consider a random sample of companies whose fundamental risk varies from high to extreme. You
can easily make a case that the vast majority, if not all, should have gone bankrupt. By the way, the
problem is more endemic than the list below might suggest. A rights issue to shore up the balance
sheet of a company is bad omen for future returns, regardless of the size of the rights issue as a
percentage of market capitalization. Bear in mind that rights issues are done at a deep discount in
order not to encourage shareholders to follow their rights, but to discourage them from walking
away.
Figure 4:

Sample of JSE Listed Companies Saved from Bankruptcy by Rights Issues

* Formerly African Bank
Source: First Avenue, Bloomberg

Even in this small sample, it is clear that certain sectors (Extractive Industries such as Mining,
Furniture Retailing, Construction, Micro Lending) lend themselves to “bail outs” more than others.
Lonmin for one has had three bail outs since the 2008 financial crisis (four if you count Sibanye
Gold’s recent proposal to acquire the company). What is most telling is that the companies in the
list above, despite their steady but sure decline in relative returns, continue to enjoy investment by
very venerable investors. Hope of high returns springs eternal! This is the index no one talks about
– that of both bankrupt and decaying companies.
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Figure 5:

Bail Outs Result in Ignominious Returns as Time Wears On

Source: First Avenue, Bloomberg

The evidence of long term value destruction in companies that issue shares to stave off bankruptcy
simply gets stronger with time. In monetary terms, R1.00 invested in these companies dwindles in
value the longer you leave it invested. By contrast, R1.00 invested in the market grows in value over
time. Beyond this opportunity cost, investors who grab defeat from the jaws of victory by bailing
out distressed companies find themselves committing the ultimate sin; allowing inflation to eat into
their already inferior returns.
A pertinent illustration of this concept is the example of the much heralded furniture retailer of the
90s, Profurn Ltd. At its peak, the company employed as many as 7,000 people and owned household
brands such as Hi-Fi Corp and Morkels. Many of these brands were acquired to drive an aggressive
domestic growth strategy. Beyond its borders, Profurn was active too. It was one of the first South
African companies to expand into Africa and Australia. Much of this growth was funded by equity
and debt issuances. Its meteoric rise is shown in the chart below (prices adjusted for share
consolidations and rights issues). Between 1995 and its peak in 2000, the company would have risen
15 fold, making it not only a portfolio staple but also a prime candidate for concentration risk.
Profurn was highly lauded – it won the Business Times Top 100 Companies award in 1998.
In 2001, the company’s woes started when it restated its results to reflect a headline loss amidst a
slowdown in growth. At the time, Profurn had short-term debt commitments of R1b while
generating only R40m in cash from operations. This, after a R131m interest expense bill. On the
verge of bankruptcy, FirstRand, its banker, underwrote a highly dilutive rights issue. Further,
FirstRand converted what it was owed into shares in a bid to save the company. A lack of appetite
by shareholders to follow their rights to the tune of R600m at a time when the company’s market
cap was R138m resulted in FirstRand emerging with a 79% stake in Profurn. This was incredibly
dilutive to shareholders. Subsequently, the company merged with JD Group as part of a broader
rescue plan. Ten years later, the combined entity under the JD Group banner would produce a loss
of R1.92b amidst an escalation in debtor costs. The entity was eventually delisted, coincidentally, by
Steinhoff Holdings which, as we now know, is facing its own moment of reckoning with the capitalist
system. Amidst this mess, it is the shareholder whose entire wealth, together with pension and
retail funds allocated to rights issues, has been impaired. This example should illustrate the dangers
of ratcheting up risk appetite to reach for growth.
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Figure 6:

Profurn Stock Price: Jan 1995 – Jan 2003

Source: First Avenue, ThomsonReuters Datastream

Yet, over and over again, the end client finds itself with a portion of its portfolio decaying as a result
of its manager throwing good money after bad. To be sure, no client or its manager will say they
are willfully pursuing wealth destruction. All their explanations, however reasonable, will miss one
critical element; the risk they are taking on in pursuit of capital growth is symptomatic of speculation
rather than value. That they took on an inordinate level of risk only becomes apparent when the
capital value of their portfolio decays over time or is completely wiped out. The biggest test
therefore for an investment manager is to steadfastly resist the calls by her client to assume risk
beyond the level required to produce quality outcomes. This is easier said than done.
Our track record here at First Avenue is that we have never been faced with the unsavory prospect
of a rights issue to stave off bankruptcy. The reason is we never owned such companies – before or
after their rights issue. This track record extends to even before my time at First Avenue. I have
simply missed all of them! That, however, has not saved me from moments of extreme hardship of
having to explain why I did not own them in their halcyon days. We endured such a year in 2016
when Steinhoff was the darling of the market, reaching 5% of the index. We will continue to
demonstrate steely resolve by not buying Steinhoff at current lows (0.3% of the index). Again, our
heads will not be turned from the path of compounding by stocks toward the immaterial probability
of Steinhoff doubling from here. In any case, how much of an impact on our relative returns can a
risky stock that small in the index have in the long term?
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Losses are far more valuable than gains – The Index no one talks about
Most investors do everything to seek and pursue capital growth because the only index they see and
know is the one that contains survivorship bias. Because they see only markets going up over time
rather than an index of companies that have failed, they are just not aware of the financial and
emotional cost of death - that capital losses will hurt you harder financially and emotionally. The
impact of portfolio losses is asymmetrically larger than that of gains. This is because as bountiful as
gains can be, losses can be infinite. The year 2017 demonstrated that clearly. Everyone has
marveled at the rise of Naspers in the year and how it powered the market higher. In fact, its weight
averaged 20.59% of the index (SWIX) during the year, and it contributed over half (56.57%) of the
index’s 21.21% gain for the year. The easiest way to beat the market this year was to have taken the
concentration risk to hold it at least at equal weight. Naspers’ share price rose 71.8% in the year.
Now consider the other side of the coin; losses. Steinhoff’s weight averaged only 2.81% of the index
(SWIX) but the stock detracted 14.6% from the market’s performance. The company’s share price
fell 93.4% in the year. If there was a symmetrical relationship between weight and contribution to
market return, Steinhoff should have detracted 7.7% rather than 14.6%. The difference is that it fell
far more than Naspers rose.
Figure 7:

Asymmetrical Relation between Losses and Gains

Source: First Avenue, Bloomberg

Now imagine if Steinhoff was a 20.6% weight in the index and you held it in similar weight in your
portfolio! There is no better illustration of the asymmetrical qualities of concentration risk.
Concentration risk arises out of concentration creep. Concentration creep occurs for normal
psychological reasons – people tend to do more of what works. Naspers went from 9% of the index
at some point in 2015 to 25% at some point in 2017. In our portfolios, we reduced its weight back
down to 10% when it reached 16%. Our underperformance in the year is overwhelmingly due to the
stock’s rise to a peak of 25% of the index. In fact, our portfolio performance relative to benchmark is
negatively correlated to NPN. We could not expose our clients to the pain of “negative infinity”
emanating from concentration risk. This is real and permanent, not perceived and transient
business risk. We draw the line at a 10% maximum portfolio holding. This takes enormous
temperamental strength.
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Figure 8:

Monthly Relative Returns: First Avenue Strategies vs. NPN 2017

Source: First Avenue, Bloomberg

We, of course, redistributed the proceeds from the sale of Naspers to companies that have just as
strong competitive advantages, far better stewardship of capital, and are far less cyclical. Capital
gains drive returns on the way up, but dividends and share buybacks buoy the companies in a falling
market. In the South African market, no one returns capital to shareholders better than Clicks and
AVI. As compounding machines, these companies have replenished both value and growth with the
steady march of time. Their best is yet to come!
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Unforced Errors and the Role of Investment Style
The elephant in the room is that investors like to separate growth from value and even enshrine
them as distinct styles in their investment policies. This mistake seems to have passed on from one
generation of investors to the next since the middle of the 20th century. In 1992, Warren Buffett
made a concerted effort to educate investors about it in his Letter to Berkshire Hathaway
Shareholders:
"Growth is always a component in the calculation of value, constituting a variable whose importance
can range from negligible to enormous and whose impact can be negative as well as positive. In
addition, we think the very term "value investing" is redundant. What is "investing" if it is not the act
of seeking value at least sufficient to justify the amount paid?"
Yet the majority of role players in the investment ecosystem still seek:


Value without growth and rely on an external catalyst like the macro-economic cycle to drive
growth. They do not appreciate that they have purchased bankruptcy risk (e.g. PPC).

Or


Growth without value based on demanding forecasts of say, industry tailwinds or demographic
dividends, to justify market value (e.g. Consolidated Infrastructure Group).

Both approaches result in unforced errors – bankruptcies and trapped value. By the way, Indexing
does nothing to address either the permanent loss of capital arising from bankruptcy or the
opportunity cost that arises from value traps.
It is safe to say that practitioners of quality investing embrace the role of growth in seeking value on
the inalienable condition that the source of growth is internal (competitive advantages or moats).
For these high quality, low risk companies, we use a valuation intercept in our attempt to sell when
that growth is at least two years in excess of what a company’s competitive advantage can justify.
This posture characterizes our behavior in both SA Equity and Global Equity strategies. Herewith the
profile of our outcomes over time:
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Figure 9:

Real Wealth Creation General Equity Strategy: Jan 1 2011 – Dec 31 2017
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Source: First Avenue, Bloomberg

Figure 10:

Top Ten Bets Quarter Ending Dec 31 2017 – SA General Equity
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Figure 11:

Real Wealth Creation Focused Equity Strategy: Jan 1, 2012 – Dec 31 2017
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Figure 12:

Top Ten Bets Quarter Ending Dec 31, 2017: SA Focused Equity
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Figure 13:

Wealth Creation Focused Equity Global Carve: Dec 1, 2016 – Dec 31 2017

30

Sanlam Select Focused - Global Carve Out
(USD)
MSCI World (USD)

25

Cumulative %

20

15

10

5

Source: First Avenue, Statpro, Bloomberg

Figure 14:

Top 10 Positions – Focused Equity Global Carve-Out of 20 stocks
Stock

BERKSHIRE HATHAWAY
SCHINDLER HOLDING
ROCHE HOLDING
LVMH MOET HENNESSY
AMAZON.COM
ESTEE LAUDER
VISA
L BRANDS
CTRIP.COM
SALVATORE FERRAGAMO

Weight %

2.02
1.83
1.58
1.24
1.17
1.14
1.11
1.00
0.99
0.99

Source: First Avenue, Bloomberg
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Figure 15:
(ZAR)

Wealth Creation Global Family Business Equity Fund: Feb 2017 – Dec 31 2017
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Figure 16:

Wealth Creation Global Family Business Equity Fund: Feb 2017 – Dec 31 2017
(USD)

Source: First Avenue, Stapro, Bloomberg
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Figure 17:

Top Ten Positons – Global Family Business Equity Fund
Stock

SONAE
REMY COINTREAU
PROSEGUR
SAMSUNG ELECTR
BERKSHIRE HATHAWAY
HEINEKEN
BIOMERIEUX
ASHMORE GROUP
SCHINDLER HOLDING
AXEL SPRINGER SE

Weight %

4.13
4.08
3.96
3.62
3.57
3.50
3.26
3.20
3.20
3.13

Source: First Avenue, Bloomberg

Conclusion
The global economy has entered a truly purple patch of growth. Beyond monetary policy stimuli
which has worked (you may quibble with the quality of growth) the US market, the largest in the
world is benefiting from another shot in the arm, fiscal policy, and dragging the rest of the world up
with it. So investors that have invested for capital growth are getting what they want, and those
that are invested for value without growth are suffering an existential crisis – as renowned investor
David Einhorn did wondering if Value investing was dead.
While Growth investors may be reveling in their gains, the same factors responsible for tailwinds in
the economy, tax cuts in the US, will induce higher inflation ---followed by rising interest rates --- at a
rate greater than investors anticipate. Rising interest rates combine with high valuations to be the
death of all good things. Soon Growth investors will get what they deserve. You will recall that we
here at First Avenue have been cautious of market valuations for some time now. The prospect of a
rebound in inflation and rising interest rates in the US simply ratchets up the probability that
unforced errors (especially from indebted and cyclical companies) may start rolling off the wealth
creation line. Rather than time that moment, we have simply doubled down on our defensive
posture.
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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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