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The Anatomy of a Good Thing

The playing field is most attractive when the economy is bad

FIRSTAVENUE

21 Fricker Road, Illovo, Jhb, 2196
+27 11772 2480
info@firstavenue.co.za

In January this year, cyclical companies assumed market leadership fiom
high quality companies. Yet our portfolio kept up admirably with this
regime until June. Since then, resource equities have put on a spectacular
show of pace. As these companies do not lend themselves to quality, we do
not hold them bar BHP Billiton. Naturally, we have underperformed the
market by some degree. The environment today is reminiscent of 2006
when resource equities again forcefully replaced high quality companies in
pushing the stock market to levitation levels it could not sustain for more
than 2 years. Today, as it was in 2006, a safe and secure global macro
environment has caused investors to dispense with certainty in pursuit of
extraordinary gains. This has made high quality companies as attractive as
they were in 2001, and 2008. The playing field is now more attractive than it
has ever been...if you can take your eyes off the score board enough to see
that. Keep playing your game.
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What the wise do in the beginning, fools do in the end

The last 5 and a half years in which our portfolios performed very well led clients and
prospects to appreciate the phenomenon of compounding by high quality
companies. Along the way, by publishing thought pieces (The Burgundy) and
quarterly portfolio management reports, we assisted investors and keen observers to
understand that phenomenon. For all the appreciation for something that works as
well as high quality investing, investors’ minds would cut away from time to time to
wonder about what would ever make such a good thing not work. In other words,
while investors appreciated the efficacy and duration of returns of high quality
companies off of optically expensive looking multiples, they would every so often

enquire about what would make such companies underperform to a point where they
look optically cheap.

This curiosity reminded us of what the greatest catcher in baseball Yogi Berra said
about one of the greatest pitchers in the game, "I can see why Sandy Koufax won 25
games. What | don't understand is how he lost five”. Well, for fans to understand how
something so good doesn’t work sometimes, Sandy Koufax could only explain the
five he lost as and when those losses occurred just like our clients are now in better
position to understand our underperformance since July this year. At any other time,
the explanation would be a theoretical discussion. To quote Albert Einstein, “In
theory, theory and practice are the same. In practice, they are not”. The purpose of
this Thought Piece is to deepen your understanding of this practical moment.

Figure 1: General Equity Composite Rolling 3 Year Performance
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High quality companies are an economic anomaly. As a result of possessing
structural advantages, high quality companies tend to be far more resilient to
competitive and macro-economic pressures that typically erode the economic
profitability of the vast majority of companies. These structural advantages allow
high quality companies to compound cash flows for decades on a trot. That it takes
at least 10 years of value creating cash flows to estimate the value of a company
makes them amenable to investing rather than speculating. In short, share prices of
high quality companies gravitate to their valuations (up or down) with greater
certainty and frequency relative to those of lower quality firms.

There are only two factors that tend to interfere with this gravitational effect,
namely, (i) a permanent impairment of structural advantages, and (ii) investor
temperament induced by macro-economic conditions. The former requires
intellectual honesty by an investor to accept either discomforting or disconfirming
evidence that structural advantages in a high quality business are irreparably broken.
The latter requires an investor not to impute and extrapolate negative or positive
macro-economic conditions into the long term fundamental performance of high
quality companies. Of the two, the factor most responsible for creating value gaps
(inefficient pricing) of high quality companies is the second (temperament). Share
prices of high quality companies are most over-valued when an initially justifiable
premise is given impetus by transient macroeconomic conditions.

An illustration of such exuberance is when a company that has been dominating the
profit pool in its industry for many decades (e.g. Coca Cola) gets priced by the market
as if it will eventually become the industry. Warren Buffett remarked in his 2004
Letter to Shareholders that he should have sold his holdings in Coca Cola when the
share traded at an average price earnings multiple of 47.9x in 1999 (the peak PE in
that year was 55.1x). And, who can forget the go-go 9o’s? Characterised by record
budget surpluses and unemployment and core inflation at their lowest levels in more
than 30 years, the last decade of the 20" century was the longest economic
expansion in US history. In that climate, who wouldn’t think that trees (valuations)
grow to the sky?

Share prices of high quality companies tend to be most undervalued when investors
are fearful or concerned about an adverse macro-economic environment. We can
point to at least two periods like that in recent memory:

e The Tech Bubble of 2000 and the ensuing recession of 2001
e Global Financial Crisis (GFC) of 2008 and the ensuing recession of 2009/2010
As a result of their undervaluation in both instances, high quality stocks led the

market out of its bottom. Yet we can learn more from an anatomical analysis of what
happened in between 2001 and 2008.
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The bull market in high quality stocks that started at the back end of 2001 lasted until
2006 when, thanks to Chinese demand for raw materials and export of low product
inflation, cyclical companies such as resource equities, construction companies, and
financial services companies around the world took over market leadership. It was no
different here in South Africa. Resource equities, in particular, towered over the
market right up until the GFC in 2008! To be sure, it was virulently good macro-
economic news in the world economy more than it was bad news domestically that
drove cyclical companies to outperform high quality companies.

We would like to posit that the South African stock market in 2016 rhymes with that
in 2006. Except that there is plenty of bad news about the socio-economic and
political environment in South Africa today compared to 2006. By contrast, a soft
landing in China very early on in 2016 set a floor from which commodity prices
bounced right out of the gates of the year. To boot, a resurgent US economy with
close to full employment (c4% unemployment) in an ultra-low interest rate
environment gave further impetus to commodity prices. And now, a campaign
pledge by President-Elect Donald J. Trump to rebuild America’s infrastructure and
add a "monument” between the US and Mexico, has added confidence to commodity
prices. No wonder resource equities are experiencing violent resurgence ten years
later!

Woeful news out of South Africa has pummelled domestic companies across sectors
— financial services, consumer discretionary, and consumer staples, hospitals and
pharmaceuticals, etc. Yet, this is where the vast majority of competitive advantages
and economic profits of all companies listed on the stock exchange lie. It is difficult
for investors to retain their nerve (confidence in these companies) in the face of
heightened political risk and social unrest, a potential credit downgrade, mass
corruption scandals in the public sector, unprecedented defeats to the Executive
branch of government in the Constitutional Court, anaemic economic growth,
stubbornly high and worsening unemployment, inflation out of the Reserve Bank’s
target, and deteriorating government finances.

It is no wonder that, having underperformed cyclical companies from 2006, high
quality companies not only held up better in the market crash of 2008, they also led
the market out of the GFC in March of 2009. The error (in temperament) committed
by investors in the run up to the market crash was simply that they extrapolated good
times in cyclical companies and woeful times on high quality companies. This
psychological misjudgement is an extremely powerful one because in most cases, it
leads investors to believe that cyclical companies have somehow developed
structural advantages that will propel them for decades to come, and conversely,
high quality companies have lost or diminished theirs. There is no better example of
this than a comparison of a cyclical company, BHP Billiton (BIL) and a high quality
company, AVI Holdings (AVI). Between 2006 and 2008, BIL outperformed AVI by
63%. During the crash, AVI outperformed BIL by 14%. From the trough of March
2009 to December 2015, AVI outperformed BIL by 497%. In 2016, BIL has returned to
outperform AVI by 17%.
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Figure 2: AVIvs. BIL Total Return Dec 2005 — Nov 2016
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Before the crash of 2008, who in this world would have doubted that it was BIL’s a
scale driven cost advantage, and not commodity prices that resulted in the
company'’s ability to earn above its cost of capital through the cycle? Investors found
out at the same time as management of BIL that the company could not withstand
the down draft in commodity prices that ensued post the crash until the end of 2015!
We all learnt that if customers think the price will keep falling; there is no saying how
long they wait for it to fall before they buy again. BIL found out that this level was
below its cost of capital for a few years in a row. Customers never pay what they can,
not your costs. Structural advantages force customers to pay your costs and some!
To quote Warren Buffett, “A horse that can count to ten is a remarkable horse —not a
mathematician”.

AVI on the other hand has withstood a barrage of adverse macro-economic
environments for at least 27 years! Not only that, AVI's allocation of capital between
reinvesting in the business and returning capital to shareholders has been exemplary.

Figure 3: AVI's Track Record of Value Creation Runs for Decades
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Today, it appears the poster child of commodity producers is Anglo American (AGL).
Despite nothing about its history suggesting it, its share price during 2016 has
crushed AVI's and other high quality companies to a pulp. It has done this because
every bit of macro- economic news flow has driven commodity prices higher, and by
extension, its profitability away from bankruptcy risk. One may even argue that this
is rational — new information should be factored into share prices as it is revealed.
And to be sure, Anglo is attempting to count (perhaps not up to ten, yet). However if
the majority of the information leading to the re-rating of a stock relates to transitory
factors, such as macro-economic variables, then does an investor only sell when that
news turns negative? Think about it; if a company is only able to generate positive
cash flows (which may or may not be value creating) for say 5 years, as most cyclical
firms did in the run up to the market crash of 2008, then it can only be the crash that
makes you sell. What an awful, awful time to sell!

Figure 3: AVl vs AGL Total Return, 2000 — 2016
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“It's an honour to die for your country; make sure the other guy gets
the honour”

Now we are not crying wolf about an impending stock market crash. Your guess is as
good as ours about when that will happen. We are simply communicating to you that
we know why the market is doing better than us:

e Our inputs — philosophy and process - continue to be the same as they always
have been.

e The stocks that are driving the market up are those that can only be valued on
macro-news flow (and even so, not reliably) rather than fundamentals

e This period is no different from any other time when cyclicals take over
market leadership (see our Thought Piece, "When it is Bad to Have Good
Choices”)

e Our investment outputs remain focused on to the Law of Wealth Creation and
will continue to.

Figure 4: Generalized GDP Cycle: When We Do Beat the Market?
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http://www.firstavenue.co.za/sites/default/files/When_It_Is_Bad_to_Have_Good_Choices_17092014.pdf
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The logic of the point made above can be more thoroughly understood by showing
you a list of the worst ten performers in our portfolio compared to the top 10 best
performing stocks in the market. It is sign of the times (where we are in the cycle)
that there is only one company in the top ten best performing stocks that is not a
commodity producer (Niveus Investments Ltd). Comparing and contrasting that with
the top ten underperformers in our portfolio rhymes eerily with 2006 — when
investors don’t perceive danger, the last they are willing to pay for is certainty. It is,
as Yogi Berra said, “like déja vu all over again”.

Figure 5: High Quality Portfolio Holdings versus the Market — 2006 All Over Again”

Total Return (%) Total Return (%)
ASSORELTD 32071 BRAIT -45 62
KUMBA IRON ORE LTD 28592 TRUWORTHS INTERNATIONAL -35.69
ANGLO AMERICAN FLC 188.40 MEDICLINIC INTERMATIONAL =327
AFRICAN RAINBOW MINERALS LTD 14845 WOOLWORTHS -31.76
EXXARO RESOURCES LTD 14379 ANHEUSER BUSCH INBEV -18.76
HARMONY GOLD MINING CO LTD 121.90 BIDCORP -17.70
NIVELS INVESTMENTS LTD 9832 OLD MUTUIAL -16.10
IMPALA FPLATINUM HOLDINGS LTD 97.92 RICHEMONT -14.40
PAM AFRICAN RESOURCES FLC 8B.00 DISCOVERY -13.59
LOMMIN PLC 7246 PSG -8.99

Source: First Avenue

There is really no need to take extraordinary risk to gain extraordinary returns. Last
time investors did this (2008), they suffered unspeakable damage to their wealth
(circle in fig. 6). More damaging to an investor's health would have been holding
resource equities for the entire duration of the Commodity Super Cycle that ended in
2008. He would have only beaten the market 10% of the entire period — the last 10%
before the market fell off a cliff. What we learn from history is that people don't
learn from history! As Buffett says, nothing sedates rationality like large doses of
effortless money (gains not backed by fundamentals).
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Figure 6: Resource Equity Index vs. Shareholder Weighted Index: 2003 — 2009
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Source: First Avenue

You can not only rest assured of the durable characteristics of the companies we own,
and the stewardship they’re under, you should also know that their shares are among
the most liquid (tradeable) on the stock market. That is, their pricing is not a function
of lack of availability as tends to be the case in smaller capitalization stocks. Quite
the contrary, they render themselves quite useful in expressions of both fear and
greed. The Average Annual Turnover of our proprietary index of High Quality Index
(HQI) is 102% as compared to 68.1% for the broad market index (ALSI). We have
excluded high quality companies from the ALSI to illuminate on liquidity risk in

cyclical companies.

Figure 7: Average Annual Turnover (Liquidity) High Quality Index vs. ALSI
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So, as easy as it has been for investors to express their trepidations regarding South
Africa (and commensurately, greed in the resource equity space) by selling down high
quality stocks, the opposite will work in our favour when they feel good about them.
However, relatively lower liquidity in cyclical companies will see them bear more of
the brunt of the market should current investor greed turn to fear.

When You Come to a Fork in the Road, Don’t Take It

Last. The biggest argument we can ever make to you is this; as much as we hate
losing (our money is riding alongside yours), the worst mistake we can make is
change our portfolio positioning in an effort to bring you good news. It would be
tantamount to switching investment philosophies from wealth creation to wealth
destruction. Consider the case of a leading Value fund that held high quality
companies from 2000 to 2008. The manager performed incredibly well until 2006
when resource equities took over the world. In the two years leading up to the 2008
market crash, the manager underperformed dismally. During the crash, the manager
switched out of high quality into cyclical companies, primarily resource equities. See
fig 8.

Figure 8: Compounding and the Deep Cycles of Deep Value

Leading Value Fund: Sector and Asset Allocation (Sep, 04 — Mar, 16)
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Source: BNP Paribas Cadiz, First Avenue Analysis

Needless to say the next 7 years to Dec 15 were characterized by value destruction.
Seefig. 9
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Figure g: It Pays to Wait if you Have a Good Thing

Leading Value Fund: Actual vs. ‘Frozen’ Fund (Sep, 04 — Mar, 16)
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The morale of the story for a long term investor invested in high quality companies,
and | have never met one that doesn’t intend to still be around well into the future, is
to simply wait. With a portfolio turnover rate of 3% this year, we are in it for the long
term. And hope that you will too. In the paper, “"A Man from a Different Time” James
Montier of GMO analysed S&P 5oo0 returns since 1871. He found that on a 1 year time
horizon, nearly 80% of the return has been generated by fluctuations in valuation.
However, as the time horizon extended, “fundamentals” play an increasing role in
return generation. For example, at a 5 year time horizon, dividend yield and real
dividend growth account for almost 80% of the return.

Fig 10: Contribution to Return by Time Horizon (S&P 500)
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In short, while anything can move markets over the short term for spectacular
returns, only value creating cash flow generation will move them as you hold
companies longer. In fact, James Montier found that dividends accounted to some
90% of returns on average over various periods.

Fig 11: The Importance of Dividends (S&P 500)
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Source: GMO

In the table below, we reprise the table of the worst ten performers in our portfolio
this year and the best ten performing stocks in the market over the same period.
Except that we now show you where the dividend yields with growth coupled with
valuations lie. Each one of the laggards in our portfolio is not only built to last, but
will outperform the market handsomely when you look back on this moment. You
are making money. You just don’t know it yet.

Figure 12: The Best Combination of Dividend Yields, Growth, and Valuation

Current [Headline EPS Current |Headline EPS

Dividend [Growth over 10 Dividend [Growth over 10

Yield Fiscal Years Yield Fiscal Years
ASSORE LTD 2.8% 627.8%(BRAIT 1.5% 1274.0%
KUMBA IRON ORE LTD* 0.0% 74.6% | TRUWORTHS INTERNATIONAL 6.6% 257.2%
ANGLO AMERICAN PLC 0.0% -39.7%|MEDICLINIC INTERNATIONAL 1.3% 636.9%
AFRICAN RAINBOW MINERALS LTD 2.1% 116.4%|WOOLWORTHS 4.8% 355.3%
EXXARO RESOURCES LTD 1.7% -41.6%|ANHEUSER BUSCH INBEV 3.6% 881.9%
HARMONY GOLD MINING CO LTD 1.5% -180.1% [BIDCORP*** 1.0% N/A
NIVEUS INVESTMENTS LTD 2 0.7% -14.8%|0OLD MUTUAL 4.8% 101.6%
IMPALA PLATINUM HOLDINGS LTD 0.0% -98.4%|RICHEMONT 25.9% 310.1%
PAN AFRICAN RESOURCES PLC** 4.7% 256.3%|DISCOVERY 1.6% 586.5%
LONMIN PLC 0.0% -103.2% [PSG 1.6% 178.7%

* g fiscal years, 2 5 fiscal years, **8 fiscal years, **first trade date for BID is 30 May 2016
Source: Reuters

In conclusion, we would be remiss if we didn’t thank you for your confidence in us.
Rest assured that we are always working very hard and smart to deserve it. Please do
not hesitate to call us with any thoughts (or concerns) you may have.
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DISCLAIMER

The content of this report 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 and statements made and any information given, whether written, oral or implied, are expressed in
good faith.
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