Q2 2015 Portfolio
Management
Report:
General Equity Fund

Q2 2015 PORTFOLIO MANAGEMENT REPORT
Business Update
We have had a busy second quarter. But first, allow us to begin, as always, by thanking our clients
for their continued custom. As well, we would like to thank our prospects for their continued
engagement on the journey to better understanding how we may serve their needs in due course.
We successfully held our second annual Investment Forum (click here for photos and presentations)
on May 6, a day after we hosted our international partners in Group of Boutique Asset Managers
(GBAM) for their first conference in Africa. In addition to showcasing their competencies during our
Investment Forum, some of our partners in GBAM participated in a panel discussion focused on
investment opportunities in Europe and the Greek tragedy that has gripped our attention for a while
now. We want to thank you for making our conference a success through your engaged interaction.
Rest assured that such interactions contain teachable moments of how we can better serve you.
Last, it really is with great pride that, through our corporate social responsibility initiative, namely,
First Avenue Institute (“The Institute”) we hosted ten (10) girls from economically disadvantaged
communities between the ages of 13 and 17 for a Winter Camp of Science, Technology, Engineering,
and Mathematics (STEM). The program consists of a 1 week resident winter school hosted by the
Technolab at the University of Johannesburg. Professor Robert Henry of The College of Engineering
of the University of New Hampshire, USA, that has been running a similar program for the last 12
years, travelled to South African to participate in the Winter Camp. During the program, academic
work was enriched with practical experience conducted by participating industry partners such as
Google and the AIRPLANE factory at their premises. These hard skills were supplemented by training
in soft competencies such as food preparation and presentation, presentation skills, business
etiquette, and relationship management. Please click here to witness proceedings of the camp.
First Avenue is proud to have funded the entire program and will continue to do so in the coming
years.

Figure 1: First Avenue Institute Overview
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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).

Quarterly Investment Outcome
Our performance for the quarter is shown in Table 1 below. This quarter, more than any other,
typifies: (i) the veracity of investing in high quality or high trust companies and (ii) our commitment
to the philosophy of high quality investing. Our temperament or commitment to high trust
companies is a function of a very important concept central to the definition of money. Given that
money is a subtle tool that links the present to the future, an investor has to be able to trust an
asset’s ability to act as that link. This is a matter so important that humanity has been trying to solve
it for centuries. Early civilizations realized that human beings have a tendency to impair or
confiscate money by misallocating it to inferior endeavors or inflating its supply through
expansionary policy.
Money can either be consumed or invested in a bid to create wealth. The litmus test for the former
is whether money keeps up with an ever inflating cost of living (purchasing power) while the latter
has an opportunity cost to it, namely, the minimum acceptable return for the investment risk taken.
In order to retain the value of fiat money, policy makers imposed a gold standard by pegging every
unit of currency to an ounce of gold. However, there was never going to be enough gold to govern
man’s spending desires. For one, financing a war requires more money than there would ever be
gold. This is why the world is without a gold standard today.
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How does investing in high quality companies relate to this concept? It effectively enables an
investor to extract the benefits of the gold standard, that is, to avoid both the impairment and
confiscation of money, and restore the central property of money as a link between the present and
the future. It is the responsibility of every citizen of a modern society that uses fiat money to solve
this problem. We at First Avenue have such strong conviction in this investment style that we only
invest in the trust shown to us by high quality companies and nothing else. Below are the outcomes
of that effort.
Table 1: Fund Performance as at June 30, 2015

Risk/Return period
Since inception* cumulative
Since Inception* Annualised
3 year p.a.
1 year p.a.
3 Month
YTD
Annualised Volatility since Inception*
Annualised Risk Adjusted Return since
Inception* (Ann Return / Ann Vol)

General Equity
Composite
112,5%
18,6%
20,6%
9,7%
1,0%
7,7%
12,6%
148,3%

SWIX

Relative

107,0%
17,9%
20,6%
10,2%
-0,1%
6,7%
13,8%
129,6%

5,6%
0,7%
0,0%
-0,5%
1,1%
0,9%
-1,3%
18,7%

* Inception Feb 2011

We are pleased that our efforts on behalf of our valued clients represent a conversion of process
into promise. This is especially relevant as our clients hurtle toward their fifth anniversary of
keeping their capital with us. One of the most notable things about our track record is how much
less risk than the market we took en-route to outperforming the market. This helps us avoid
heightened bouts of uncertainty when the market confiscates or impairs investor savings.
The quarter in question is evidence of this attribute of our investment style. The market was fraught
with volatility emanating from macroeconomic and geopolitical risks posed by Greece and the P5+1Iran negotiations respectively. Investors voted on a daily basis on how those two factors would play
out and what their impact on the world economy would be. In the month of April and the first two
weeks of May, investors voted that high quality companies were overpriced relative to the risks they
saw around the bend. In the second half of May, and the month of June, investors changed their
minds and voted that, in fact, high quality companies were the best vehicle to see them through
whatever danger was lurking. No stock captured the market’s imagination during this period of
volatility, and epitomized our commitment to trustworthy investing, than Woolworths (WHL), a 7%
holding in our portfolios.
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Figure 2: Woolworths – Year to End of June, 2015

The share price of Woolworths came under considerable pressure in the latter end of May and the
first week of June relative to the market. Yet for the remainder of the month of June, investors
changed their minds about it and pushed it back from R88 to R99, just 1% away from its all-time high
of R100. In its rerating, it outperformed the market. Of course, we know now that the company put
out stellar results in July where it demonstrated significant intrinsic value and was rewarded mightily
for that by the very same market.
Watching all of this reminded us that stocks do not necessarily fall because there is something
fundamentally wrong with them. There are other reasons that have everything to do with human
fallibility and temperament that drives share prices up or down. In this particular case, Woolworths
fell from a high or R100 to R88 because of investor superimposed their heightened fears about
global uncertainty on the company’s long term prospects. Warren Buffett once pointed out that he
has lived through four occasions where Berkshire Hathaway fell more than 50%. While Woolworths
is no Berkshire Hathaway and didn’t fall anywhere near the same amount, the lesson worth learning
and assimilating into one’s behavior is ‘not to lose your head when others lose theirs’. Charlie
Munger, Berkshire’s Vice Chairman and Buffett’s partner remarked that “if people weren’t wrong so
often, we wouldn’t be so rich”.
To drive the point home, Woolworths was not the only high trust company to be confronted with
investor intemperance during the quarter. In fact, for a good two week period, there was a high
quality yard sale. The story we told about Woolworths earlier could have been told about Sanlam, a
6% holding in the portfolio. It also is back close to its all-time highs. But this is half the story. The
other half, and the really interesting part, relates to our approach to the portfolio during the yard
sale. We used the opportunity presented by the yard sale to upgrade, or as we like to call it, high
grade, our portfolio by buying trustworthy companies that we didn’t own, namely, First Rand,
Discovery, Mediclinic, Spar, Rand Merchant Insurance, Clicks, and PSG. Take for instance, First Rand
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which fell from a high of R62 to a low of R50 and has now re-rated to R55. We bought it all the way
down to R50 and it now accounts for 4.5% of our portfolio.
Quite naturally, the banking crisis in Greece together with anticipated interest rate hikes globally
adversely affected banking stocks. In addition, there are further concerns on the Chinese shadow
banking system which together with margin lending was the cause of the recent ~$3tn bubble in the
Shanghai and Shenzhen stock exchanges. Not only are South African banks some of the strongest in
the world (along with those in Canada, Australia, and New Zealand), but First Rand is the best and
better provisioned of the local lot. We are reminded of Buffett’s first acquisition of another high
quality bank, Wells Fargo, which uniquely for an American bank, ranks very competitively in the
global franchise of high trust banking systems mentioned a minute ago. Buffett began buying stock
in Wells Fargo in 1990 at a time when most investors were fleeing banking stocks due to the fallout
of the savings-and-loan crisis. He didn't have very good timing. In fact, Wells Fargo shares dropped
almost 50% within a few months after Berkshire Hathaway first investing in the company. Our
purchase of First Rand wasn’t perfectly timed either by the way.
Many investors would have panicked in that situation. However, Buffett followed through on his
long-term strategy. He thought the stock was cheap at its highs in mid-1990, making it absurdly
cheap by the time it bottomed out in the fall.
Not surprisingly, Buffett's patience paid off in a big way. Berkshire Hathaway still holds Wells Fargo
stock - in fact, it's Berkshire's biggest investment. Including dividends, Wells Fargo's total
shareholder return is more than 3,000% since its 1990 peak.

Figure 3: Wells Fargo Price Chart: Buffett’s First Purchase in 1990
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Figure 4: Wells Fargo since Buffett First bought it

But, what exactly do we mean when we say we high graded the portfolio? The vast majority of the
names we added to the portfolio are what we have determined through our process to be low
uncertainty companies. In other words, they create shareholder value and generate free cash flows
with the highest probability of all companies found on the Johannesburg Securities Exchange (JSE).
In the past, you would have observed BHP Billiton and Sasol in our portfolio. Both are what we refer
to as medium uncertainty companies. When valuations are attractive in both sets of companies, low
uncertainty and medium uncertainty, the logical thing to do is swap out of medium uncertainty into
low uncertainty. In essence, you are acquiring much higher probabilities of achieving your expected
return. Consequently, we sold out of our position in Sasol and materially reduced our holding in
BHP.
The JSE is a quality rich market. There is so much of it that investors are tempted to mislabel high
quality as expensive and undeserving of its price (momentum). Investors make the same mistake in
the inverse. They automatically label low price earnings stocks as cheap and deserving of a higher
price. One of the causes of this mistake is that investors place more weight on near term earnings
rather than of how long a company can remain competitively advantaged relative to peers in its
industry. Admittedly, the latter is harder work but it allows us at First Avenue to be vaguely right
about the money we invest in a company serving as a reliable link between the present and the
future value of our clients savings. Better this than being precisely wrong. Let’s run through some
examples of how not considering this link is detrimental to efforts to create wealth on the stock
market.
A really clear way to demonstrate how cheap an advantaged company is, and conversely, how
expensive a disadvantaged company is, is to compute their actual price earnings multiples over a
long period of time, say 15 years. AVI, an advantaged company we own, had a PE multiple of 4.2x in
the year 2000 based on earnings of R0.90 on a price of R3.80. Over the past decade and a half, the
company has earned for its shareholders 18% more in returns on equity than its cost of equity (up
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from 3.7% in 2000). Along the way, its earnings per share grew to equal its average share price in
2000 (R3.80). This is a PE of 1x. Whatever you thought of AVI’s multiple of 4.2x in 2000, you didn’t
think it was 1x.
Figure 5: AVI through a Telescope

AVI
2000

2014

2015
YTD

Average Price (ZAR)

3,8

Period-over-Period % Change
HEPS

0,9

62,2

81,6

1553%

31%

3,8

Average PE

4,2

16,2

PE on Starting Price (2000)

4,2

1,0

3,7%

18,2%

Return on Common Equity

15,9%

30,5%

Cost of Equity

12,3%

12,3%

Value Creation Spread

Source: Bloomberg
Note: FY15 data not yet released by company

The earnings have been of such a high quality that, in 2014, investors were willing to pay for 16.2
years of them on a current basis. Today, this is 21.2 years on historic earnings. But AVI is not just a
growth story. In other words, one shouldn’t hold it thinking its price earnings multiple will need to
go to 40x in order to make money. It outperforms inflation by country miles through just paying out
dividends to investors. In other words, it confiscates inflation! It works better than gold at
preserving investor purchasing power.
Figure 6 shows just how great an income stock AVI has been. The yield on all dividends earned on a
1998 purchase price of R1.85 is 1,393% (versus 174% of inflation growth over the same period). In
other words, AVI not only prices in inflation in its products, but makes enough out of it to pass on
some excess inflation to you! This is really the classic definition of looking to the business for returns
rather than the stock market. Even if the stock market had closed in the 17 years since 1998 - the
question of valuation never entering the discussion - an investor would have preserved and grown
the purchasing power of his savings by investing in AVI. And when the stock market re-opens in
2015 - the question of valuation finally entering the discussion - the market would have valued the
company at R82.74 per share, endowing the long holding investor with a 4,111% capital gain. AVI is
a classic example of why Buffett once said that companies that ‘buy commodities and sell brands’
are a formula for success.
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Figure 6: AVI’s Dividends Confiscating Inflation

Source: First Avenue, Bloomberg

On the other hand, consider a company with obvious weaker economics, Harmony Gold, in Figure 7
below. The company’s “low” PE of 9.4x in 2000 was actually expensive 14 years out. Earnings per
share of R3.82 in 2000 fell to R0.52 in 2014, resulting in a 14 year price earnings of 69x on R35.9 (the
share price in 2000)! Harmony was not able to maintain its value creation spread while, over the
same, period AVI entrenched its competitive advantage in South Africa. On Harmony’s recent
numbers, even the weaker Rand was not sufficient to rescue it from lower grades and high costs.
Figure 7: Harmony Gold Looks Cheap in 2000 but Expensive in 2014

Harmony
2000

2014

2015
YTD

Average Price (ZAR)

35,9

Period-over-Period % Change

29,1

23,4

-19%

-20%

HEPS

3,82

Average PE

9,4

56,0

PE on Starting Price (2000)

9,4

69,0

Value Creation Spread

0,52

3,6%

-16,3%

Return on Common Equity

15,8%

-4,0%

Cost of Equity

12,3%

12,3%

Source: Bloomberg
Note: FY15 data not yet released by company
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Figure 8: Stock Attribution for the quarter

Figure 9: Sector Attribution for the quarter
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Portfolio Positioning
Figure 10 shows our top 10 overweight positions relative to the SWIX. Our significant positions
against the index demonstrate that we continue to be neither benchmark nor peer cognizant.
Figure 10: General Equity Portfolio Positioning (Top 10 Bets) during Q2 2015
Stocks

Portfolio

Benchmark

Relative

Woolworths Holdings Ltd

6,22%

1,52%

4,70%

Sanlam Ltd

6,45%

2,38%

4,06%

BHP Billiton plc

4,36%

1,89%

2,46%

Enterprise Holdings Ltd

2,58%

0,32%

2,27%

Vodacom Group Limited

2,94%

0,84%

2,10%

Aspen Pharmacare Holdings Ltd

4,13%

2,10%

2,03%

Distell Group Ltd

2,09%

0,13%

1,96%

Mr. Price Group Ltd

2,95%

1,09%

1,86%

AVI Ltd

2,21%

0,46%

1,75%

Metrofile Holdings Limited

1,72%

0,00%

1,72%

35,65%

10,74%

24,91%

Total

The same level of conviction in our portfolios can be derived from our sector allocation below.
Figure 11: Sector Allocation during Q2 2015
Sector

Portfolio

Benchmark

Relative

27,24%

20,46%

6,78%

SA Cash

3,44%

0,00%

3,44%

Technology

2,58%

0,58%

2,01%

17,27%

15,36%

1,91%

Health Care

6,39%

4,99%

1,40%

Industrials

8,02%

7,52%

0,51%

Oil & Gas

0,00%

0,01%

-0,01%

Telecommunications

7,97%

8,68%

-0,72%

Basic Materials

10,08%

14,51%

-4,43%

Financials

17,00%

27,90%

-10,89%

Consumer Services

Consumer Goods
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Outlook
Looking ahead, we remain convicted in the ability of high quality companies to deliver superior risk
adjusted returns through the cycle. We believe that the market will continue to exhibit high levels of
volatility as the US Fed provides mixed signals on the timing of rate increases and China tries to
manage an unprecedented stock market bubble fueled by speculation and margin calls. With the US
Treasury 10-year bond yields and the yields of several other developed countries well below 2%,
conditions are supportive of a continuation of the current ‘bull run’. However, our track record
shows that our portfolio successfully withstands bouts of uncertainty and corrections as and when
they show up. Thank you for your custom and continued support.
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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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