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FUND MANAGEMENT REPORT: Q2 2018
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 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).

Business Update
We are delighted to report that the foundation our business is built on is strengthening. The
simplicity of our business allows us to demonstrate strong outcomes. Since inception, we
conceptualised a business with a strong accountability culture. To illustrate, it is the same people
that manufacture the product that both sell and account for its behaviour once in your hands. As an
investment-led firm, our primary concern is executing well on our promises to meet client needs and
educate their expectations. The limitations to this strategy are, understandably, AUM size based.
Capping our S.A. equity assets at the point our investment philosophy loses efficacy allows us to do
this. That point is R30bn in net present value terms.
Another way we have expressed our strong intention to turn people into a competitive advantage is
through a culture of transparency. Information at First Avenue is not on a need-to-know basis.
Information that is often considered private and confidential in most firms is commoditised in our
firm. It helps everyone who works in the firm to make fact based decisions to stay or leave. The best
way to retain the best people is to be transparent and to add inclusiveness to the twin engines of
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merit and diversity. We do not do this for fun. We are trying to defeat Price’s Law which says up to
60% of outcomes in cognitively creative activities are achieved by the square root of the number of
people who participate in it. There are 10 people that work here at First Avenue. Price’s Law says 3
of us produce up to 60% of our outcomes. Our job is to defy Price’s Law and move that number to 6.
Laws like this are extremely hard to beat (most people are familiar with the Pareto Principle or the
80/20 rule) because there are a number of barriers to expressions of human ingenuity. Table 1
summarizes how we have side stepped those barriers.
Table 1: Defying Price’s Law

Source: First Avenue

The circles in the table show the options we chose to “become one of the 5 Classical music
composers who comprise 50% of the radio playlists”. Today, we will elucidate the differentiation
that Investment Performance endows us with in the fight against Price’s Law.

Investment Performance: We Are Committed to the Promise of Our Philosophy
It has been exactly 2 years since we last beat the market. January 2016 is when Cyclicals, particularly
mining stocks, changed course from a multi-year downward spiral. Up to that point, we consistently
outperformed the market and started to fall behind thereafter due to the effect of Cyclicals. Rising
Cyclicals and the market form the perfect opportunity cost of staying the course with Quality. This
cost is worth addressing for the benefit of those that have stayed the course with us, and those
considering investing with us. The underperformance of Quality is a global phenomenon. While
Quality led the market up from the trough of the market crash in March 2009, Cyclicals then took
over when certainty restored the functionality of global supply lines of goods, services, labour and
credit. During the crisis and for a long time afterwards, labour distorted its costs just to secure
employment as much as the supply of short term credit was greater than that of long term credit. In
other words, the yield curve was inverted because no one had confidence in what could happen 10
years out, let alone 30.
Owing to a healthy dose of Keynesian fiscal policies and unorthodox monetary policies, supply and
demand for both the labour and credit markets returned. Unemployment fell and the yield curve
steepened. The steepening of the yield curve peaked in January 2016. Mission accomplished! With
economic trauma well and truly out of the way, investors begun to swap stocks that had helped
them process “fight,-flight or freeze” with stocks that freed up their animal spirits (liberated their
risk appetite). The beginning of our underperformance coincided with this process. Our
underperformance gathered pace as animal spirits gained momentum. We do not own a single
mining company, furniture store, construction company or marginal enterprises in manufacturing,
financials or chemical company. In addition, we reduced our portfolio exposure to a venerable
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technology company (Naspers) last year (2017) when it was on a tear. To add insult to injury, we
stood by South African hegemonies (profit monopolies) all along. This is still our posture.
Globally, stocks that provide certainty in uncertain times (defensives) have underperformed. That
underperformance has accelerated with the strength of the economy. An increase in inflation has
led to an increase in short term interest rates and a loss of appetite for long dated credit. In other
words, the yield curve has flattened materially – a long way away from its normal upward sloping
(steepest) position in January 2016.
Figure 1:

US 10Yr – 2Yr Yield Curve and World Defensives versus MSCI World.

Note: Arrows mark previous major market crashes in history. Source: RMB Morgan Stanley Securities

Disturbance to supply and demand of credit on the long end of the yield curve materially heighten
the probability of imbalances in supply and demand to other factors. Attempting to pin point exactly
which grain of sand will roll back gains in the markets and global economy, or when exactly it would
happen is a fool’s errand. What is prudent is to own companies that allow investors to process fight,
flight, or freeze away from unmitigated risk seeking in cyclical stocks. We say this because one more
25bps increase by the Federal Reserve Bank will invert the yield curve, completing dysfunction at the
long end of the curve. This means most supply and demand for credit will occur at the short, higher
priced end. Economic actors will be better off benefiting from higher floating deposit rates than
borrowing to take risk on long term projects. That’s why defensive companies with pricing power
beat the market in uncertain times. Historically, periods where the yield curve invert coincide with
market crashes and this is where the market tends to, again, fully appreciate the certainty offered by
quality companies.
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Our investment performance, as seen in Figures 2 and 3, has mirrored the effect of the yield curve
on defensive companies globally. As important as the score line in the past two years is, it speaks to
our ability to execute to, and not against, the galactic events that act as headwinds or tailwinds of
Quality investing. We are not unlucky. We are simply getting what we deserve. As a result, we could
not be more optimistic about the prospects of our funds. We are most likely going into an economic
environment in which we will unleash pain onto the scoreboard (equity markets).
Figure 2:

R1m Invested in First Avenue General Equity Fund since Inception
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Source: First Avenue, Statpro, Bloomberg

Figure 3:

R1m Invested in First Avenue Focused Quality Fund since Inception
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Globally, investment literature is replete with empirical evidence of how Quality behaves in periods
of heightened uncertainty. Quality equities in South Africa behave no differently, and provide us
with yet another data point to believe in the immediate and long term prospects of our funds.
Using data provided by Macquarie Securities, we show that in the stock market crash of 2008,
defensive companies:



Turned the score line around from negative to positive relative to other investment
opportunities in the market, and
Made up for lost time by returning to pre-crash levels much quicker than other investment
opportunities

Figure 4a & 4b:

Behaviour of Quality in Market Crash of 2008

Source: First Avenue, Reuters

Risk seeking styles, namely, Growth and Value, took 2.5 and 4.5 years respectively to rebound to
pre-crash levels. In that, it is critical to keep in mind that while the two styles may have eventually
returned to pre-crash price levels, not all their constituents did. For instance, construction
companies which were regarded as Growth stocks in the 2005-2007 bull market are today nowhere
near their pre-crash highs. In fact, most are teetering on the brink of bankruptcy. Even among the
most successful of Growth stocks of that era, Anglo American, a mining company, has still not
returned to its pre-crash share price high of R548. Conversely, Quality stocks, which were left behind
in the run up to the 2008 crash, have again been left behind this time around and yet, they are
trading above their pre-crash levels! This is where our portfolios lie in wait!
In this quarter, share prices of cyclical stocks leveraged to global growth, accelerated. This had the
effect of accentuating the underperformance of where value lies in the market: Defensive, High
Quality companies. A list of investable companies that beat the market in Q2 2018 demonstrates the
high preponderance of cyclicals in the list of outperformers. Most large cap mining companies, for
example, feature in this list including Sasol, Anglo American, Glencore and BHP Billiton. As their

6

prices rise, so do the investor expectation for demand of their underlying commodities to continue
rising to perpetuity. In other words, investors do not expect any disruption whatsoever to demand
for products and services rendered by businesses whose scale advantages, if any, are often easily
eroded by a collapse in price. Of stocks with a market capitalization of R10bn, 28 stocks beat the
market (SWIX), 14 were in mining and extractive industries, and 4 were in real estate (property). Of
the remaining 10, we held (and continue to hold) 6.
Figure 5:

Stocks that Outperformed the SWIX in Q2 2018 (Total Returns)

Name
Montauk Holdings Ltd
Greenbay Properties Ltd
BHP Billiton PLC
Mondi PLC
Fortress Reit Ltd
South32 Ltd
Resilient Reit Ltd
Sasol Ltd
Mondi Ltd
Naspers Ltd
Sappi Ltd
Exxaro Resources Ltd
Brait SE
Glencore PLC
Pick N Pay Stores Ltd
Anglo American PLC
Anglo American Platinum Ltd
African Rainbow Minerals Ltd
PSG Konsult Ltd
Reunert Ltd
Compagnie Financiere Richemont SA
Clicks Group Ltd
Bid Corporation Ltd
Distell Group Holdings Ltd
NEPI Rockcastle PLC
Kumba Iron Ore Ltd
Nampak Ltd
Gold Fields Ltd

Sector
Natural Gas Utilities (NEC)
Real Estate Rental, Development & Operations (NEC)
Diversified Mining
Paper Packaging (NEC)
Diversified REITs
Diversified Mining
Retail REITs
Oil & Gas Refining and Marketing (NEC)
Paper Packaging (NEC)
Online Services (NEC)
Paper Products (NEC)
Coal (NEC)
Investment Management
Coal (NEC)
Supermarkets & Convenience Stores
Diversified Mining
Platinum Mining
Specialty Mining & Metals (NEC)
Diversified Investment Services
Electrical Components & Equipment (NEC)
Jewelry
Drug Retailers (NEC)
Commercial Food Services
Investment Holding Companies (NEC)
Real Estate Rental, Development & Operations (NEC)
Iron Ore Mining
Metal Containers & Packaging
Gold (NEC)

Q2 2018
59.76
36.42
31.91
28.56
26.47
26.06
25.38
24.71
22.41
20.51
20.08
19.49
17.95
13.42
11.33
11.27
10.80
10.42
9.93
9.50
8.98
8.49
6.81
6.54
6.49
4.14
3.16
2.54

Source: Reuters, First Avenue

The run up above was funded by sales of High Quality, Defensive companies. For example, Anglo
American (AGL) went up 11.7% in the quarter while Truworths declined 28.16%. AGL is still far
removed from its pre-2008 crash peak (Figure 6a). In other words, despite the recovery in its stock
price over the past 2 years, investors who held the stock pre-2009 continue to suffer permanent loss
of capital. Truworths, on the other hand, despite, underperforming over the past few quarters, has
not destroyed value in the long term (see Figure 6b) and will continue to compound shareholder
value in the long term.
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Figure 6a and b:

Truworths vs. Anglo American: Higher Peaks and Lower Highs

Source: Reuters, First Avenue

The market should focus more on the prospect of falling commodity prices on the profits and share
prices of mining companies than on the “fine shape” of their balance sheets. Falling commodity
prices have a way of inducing stress in a company. In 2011, Aveng had over a quarter of its share
price in cash. It was also in a very strong net cash position. Today, thanks to a protracted dearth in
infrastructure spend, the company is virtually bankrupt. Cash can run out. In fact, the larger a
company’s fixed costs relative to its sales, the quicker its cash runs out. In this regard, Anglo
American, the best performing mining company on the local bourse since 2016, presents us with an
important lesson about commodity prices. The company almost doubled its Return on Capital
Employed from 11% in 2016 to 19% in 2017 as a result of higher commodity prices. You do not have
to be a genius to see the importance the company itself places on commodity prices. In its 2017
Annual Report, the company outlines that its price basket of commodities went up 16% from 2016
to 2017.
Figure 7:

Anglo American Commodity Price Basket 2016 to 2017

A review of the company’s Long Term Incentive Program and Annual Bonus Award demonstrates
just how much management compensation is driven by commodity prices than management
prowess. Only 10% of the company’s Long Term Incentive Program (LTIP), enjoyed by the CEO,
Finance Director, and Technical Director, is based on fundamental shareholder value creation
(Return on Capital Employed). The biggest driver of Long Term Incentives is the company’s share
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price performance versus the Euromoney Global Mining Index over a 3yr period. It carries a 47%
weight maximizing it allows the three Executive Directors to earn up to 300% of their annual salary.
Another 10% of the LTIP is based on Cumulative Free Cash Flow. It is dangerously easy to grow Free
Cash Flow. Just skimp on capital expenditure and call it capital efficiency. MTN used a similar metric
and skimped on capex both in its South African and Nigerian operations. Its share price did very well
with management lauded for capital productivity. Yet, the company ended up with a US$5bn fine
from the Nigerian regulator for lapses in network quality and security. The more appropriate metric
for a capital intensive business is Cash Flow from Operations and not Free Cash Flow. The next CEO
of Anglo American is going to have to invest for growth as MTN is currently investing for growth
having lost market share to Vodacom, and even Cell C. We’ve seen this movie before.
Figure 8: Anglo American Long Term Incentive Program

Source: Reuters, First Avenue

So if ROCE does not drive share prices in mining companies, then what does? The short term
(annual bonus) incentive system tells you everything. Half of the annual bonus is based on Earnings
per Share (EPS) driven by commodity prices and Foreign Exchange Rates (FX) with the other half
derived from a nebulous combination of hard and soft factors. It is important to pause here and ask
what control management have over commodity prices and FX. Yet, if these go in the company’s
favour, management can earn up to 210% of their annual salary. Again, an easy glance at the 2017
Annual Report shows that 72% of Mark Cutifani’s total compensation of GBP 6, 693, 000 came from
efforts very weakly linked to shareholder value creation. Commodity prices help!
2018 is shaping up to be one that will remind all of us of the cyclicality in mining companies. Year to
date, commodity prices have gone backward. We plotted Anglo American’s commodities in absolute
price terms unweighted for its production basket.
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Figure 10:

Price Movement in Anglo American’s Various Commodities

Source: Reuters, First Avenue

We fully expect the company’s profit margins, free cash flow, ROCE, and management compensation
to go backward as well. This is why we do not invest in mining companies. We are unable to
forecast commodity prices and currencies and are unwilling to pay management for those.
We are delighted to confirm to you that our investment outcomes continue to be driven more by
style than stock selection, skill or bad luck. We are able to attribute the contribution each stock
makes to our relative return to one of the pillars of our process, namely:




Positive Selection (Overweight)
o Moats - Compounding
Style (Underweight)
o No Moats - Cyclical
Negative Selection (Underweight)
o M&A
o Corporate Criminality
o Forensic Accounting
o ESG

Our process calls for us to eliminate cyclical companies (mining, property, furniture, construction)
which lend themselves to elevated chances of permanent impairment of capital or value traps over
long periods of time. This is what we call “Style”. Next, we overweight as many compounding,
quality opportunities as necessary to replicate factor risks contained in the market index (25-35
stocks). We refer to this as positive selection. In essence these are companies that tend to constitute
survivorship bias when the constituents and characteristics of a market are observed over decades.
Last, we either eliminate or underweight high quality companies that, due to any of the aspects of
negative selection, run the risk of impeding their compounding abilities as follows:
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M&A:
Corporate Criminality:
Forensic Accounting:
ESG:

Famous Brands, Sanlam
Star Retail (re. Tekkie Town), TrustCo.
Steinhoff
Brait

Negative Selection factors tend to be the reasons why good companies get unceremoniously and
viciously either dumped out of the index permanently (bankruptcy) or stagnate for extended periods
of time (value traps). We know we have executed our process very well when our underperformance
comes from (i) share prices of cyclical companies performing better than those of compounding
opportunities, and (ii) not being overweight a Quality when it suddenly loses levitation due to
negative selection factors. This is clearly the case here; we avoided companies fraught with negative
selection issues (M&A, Forensic Accounting, ESG, and Corporate Criminality) and compounding
companies lost out to cyclical companies.
Figure 11:

Performance Attribution by Research Process vs. SWIX

Source: Reuters, First Avenue

Figure 12:

Q2 Performance Attribution by Research Process vs. Capped SWIX

Source: First Avenue, Statpro, Bloomberg

This confirms that we underperformed when we should have underperformed - no style is able to
outperform all the time. And we are better off sticking to our knitting and waiting for the reversal of
fortunes for compounding companies over cyclical companies. Rather than chase alpha from cyclical
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companies (looking for love in all the wrong places), we want outperformance that comes from: (i)
“Compounding” outperforming “Cyclical” companies and (ii) being underweight -- or not holding --compounding companies that suffer critical lapses in strategic judgement and ethics.
Maybe global growth will continue at a high trajectory forever, favouring cyclicals, and maybe it
won’t, favouring defensives. We think the latter and believe the relationship between risk and return
is turning in our favour. If we are right, we are swimming at the trough of our underperformance.
Figure 13:

World Defensives Relative Performance vs. US Recessions

Source: RMB Morgan Stanley

Given the above analysis, it should not come as a surprise then that our portfolio remains focused on
Quality with exemplary ESG, low risk M&A, checks and balances that prevent accounting fraud and
corporate criminality. We have not materially changed the structure of our portfolio during the
quarter.
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Figure 14:

First Avenue General Equity Fund Top 10 Bets vs. SWIX
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Figure 15:

First Avenue Focused Quality Fund Top 10 Bets vs Capped SWIX
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Source: First Avenue, Bloomberg
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Global Equity
Unlike South Africa, the global equity arena contains a far wider continuum of risk that allows us to
invest in:
(i)
(ii)

The highest quality businesses that, quite frankly, dominate the world, but are leveraged
to economic growth
At the same time as we invest in the highest quality businesses that are of the highest
defensive order.

In the portfolio, Google represents the former while an example of the latter is Estee Lauder. Estee
Lauder would have underperformed Google by orders of magnitude in the last 3 years. Refer back
to Figure 1 to see how defensives have taken a beating at the hands of the market! Nonetheless,
both companies are extremely high quality companies that we intend to hold right through a
potential crash because they will not only bounce back faster than the rest of the market, but will
register higher peaks in the next cycle. Refer to Figure 4 a & b for the concept. If you recall from our
Q1 PMR, staying invested in Quality, despite the prospect of a crash, is a better price to pay (as high
as it is) than sitting in cash anticipating (more like, hoping) for a crash.
Our global equity capability exclusively invests in family owned business. Family ownership, coupled
with exemplary governance, constitutes a superior niche of high quality businesses. In this quarter,
we were delighted to use a bout of market negativity to add Google to the portfolio. Facebook’s
privacy woes presented a wonderful buying opportunity for what we think is one of the best
investments in the world. Besides that, we continue demonstrating confidence in same companies
we have had now for over a year.
Figure 16:

First Avenue Global Family Business Fund since Inception (ZAR)
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Source: First Avenue, Bloomberg
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Figure 17:

First Avenue Global Family Business Fund since Inception (USD)
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Source: First Avenue, Bloomberg

Figure 18:

First Avenue Global Family Business Equity Fund Top 10 Holdings
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Source: First Avenue, Bloomberg

Conclusion
As the credit markets, which lubricate global growth, hurtle toward inversion of the yield curve, the
outperformance of cyclical companies over compounding companies accelerate materially. It is, in
our humble opinion, a sign of an impending change in market leadership back to defensives. We
have eschewed cash for defensiveness for the reason that Quality falls far less than Growth and the
rest of the market during a market correction, and then bounces back quicker and for much longer
than all other options. Despite the scoreboard not favouring us by a huge margin, our job is not to go
looking for love in all the wrong places (chasing current alpha through style drift, closet indexing,
etc.). Rather, it is hold-out for the promise Quality plays in building wealth over periods of time most
people do not have the temperament for.
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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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