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Business Overview
Exactly a year ago, we communicated to you our efforts in growing our own timber (link to Q4 2019
PMR). What motivated us to grow our own timber was the rate of staff turnover we had experienced
since the formation of the organization. While we came to realize that both the asset management
industry and corporate sector is characterized by high employee turnover, we were particularly
disappointed because we thought our finely tuned culture of transparency was the perfect antidote
to high employee turnover. It turned out our attribution was wrong. Staff turnover at First Avenue
was in fact a result of our peculiar culture, highly atypical of social and organizational culture in South
Africa. Since we tended to recruit experienced professionals, deposits of cultures they had
experienced in other organizations interfered with the ability of these folks to instinctively absorb
ours. This problem of signal interference, by cultures embedded in our recruits, extended beyond
assimilation of our culture. It spilled over into the area of investment philosophy and process.
To enhance the rate of osmosis of our culture into a recruit, we had to swing our recruitment effort
to overwhelmingly favor new entrants to the workplace (less than 2years work experience). While no
business can live without bringing in experience from time to time, and we just have (more on this in
a second), our policy is to overwhelmingly make our own people. In this regard, we are delighted to
announce to you that we have signed 2 of the 5 trainees from our “youth academy” to long term
contracts. Khanyisile Malebe and Thandeka Mbonjwa now serve as junior analysts at First Avenue.
Their addition is the result of a process that began three years ago with the introduction of Shirley
Mabasa, who has surpassed our expectations by country miles.
In keeping with our objective to limit external hires to 25% or less of overall recruitment, we have
added an experienced farmhand in Sahil Gyanda. Sahil is an 8yr veteran of the industry who started
his career at North Star Asset Management blossomed into senior research analyst at Cadiz Asset
Management. That Sahil has been a disciple and practitioner of Quality investing materially limits the
risk of successfully assimilating him into our investment philosophy and process. Unquestionably, the
challenge of cultural assimilation remains.
We can categorically state that our recruitment effort is overwhelmingly aligned to our organizational
culture objectives. What are these objectives? What kind of company are we trying to create? Please
allow me to paraphrase from William Digby, CIO of private equity firm, Jameson Capital, in his recent
article titled, “Amateurs think in absolutes; professionals think in probabilities”:
We want to build a battlefield-like sense of camaraderie among the team. An environment for people
to find a transparent way to bond together, making themselves vulnerable to each other. To care
about one another and the work they do. To feel the connection and extension necessary for great
results. This is the strongest bond and motivator of all; even stronger than money, it is strong enough
to die for. Strong enough for clients and prospects to identify it in our business.
We liken our work to perfect our recruitment and assimilation process to that of the special forces in
the military. The military has perfected the process of sorting and sifting out players who rank very
highly in particular qualities. We believe the process by which we are growing our own timber and
supplementing that timber with the odd external hire is a herculean step in the right direction. One
of the qualities we consider indispensable is an innate self-policing mentality; to deliver to your clients
what you would like delivered to you if you were on the other side of the transaction. We simply will
not let each other drop our standards, or we are dead! Standards are a social reality. Death is a
physical reality. With a strong social reality toward your colleagues and clients, we can hope to avoid
the latter.

Investment Outcomes
To be sure, our investment outcomes since 2016 have fallen short of our expectations, largely due to
the investment environment globally and domestically. The inability of domestic companies to
participate in highly stimulated global economic growth has led to a strong bifurcation of fundamental
and investment returns between global growth cyclicals (e.g. raw material producers) and domestic
revenue earners (e.g. banks) as well as global defensives (e.g. brewers). The former rose in absolute
terms and the latter two declined in absolute terms. We use the FINDI as a naïve proxy for domestics
and global defensives. We describe the proxy as naïve because it contains Naspers and Prosus which
tend to rhyme with global cyclicals.
Figure 1: FINDI vs. RESI
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Our investment outcomes followed the (mis)fortunes of the domestic revenue earners and global
defensives, making for a vicious relative underperformance. The real travesty, it is important, is to
point out, is that the capital we invested into this part of the market (domestic earners and global
defensives) went down in absolute terms.
Figure 2:

Net Asset Value General Equity Fund
General Equity Strategy (NAV)

300.00
250.00
200.00
150.00
100.00
50.00
-

This can and has caused angst among some of our clients. They feel like they have lost money in
absolute terms. This of course is not correct. You lose money in absolute terms if your capital value
is below its starting value and you sell. However, what makes investors sell stocks, and investors sell
managers is the opportunity cost of lagging the market. Lagging outperforming managers compounds
the opportunity cost! The latter two factors, lagging both the market and outperforming managers,
are emotional factors as we know empirically that past performance is not an indicator of future
performance (consistency in the application of philosophy and process, among others, are a better
indicator of future performance). Often uncertainty is a function of fear and not rational thinking.
How can you think clearly when your mind is occupied by keeping up with the Jones’? The confluence
of emotion and rationality is extremely difficult to navigate. That is why investors regret most buying
and selling decisions. It is for this reason that we do not blame clients who have walked away from
us. Even those that can master their emotions and operate as purely as possible within the realms of
rational thinking have found it difficult to detangle the impact of exogenous factors (the investment
environment) from endogenous factors (skill) in our results. Throw in the psychological effects caused
by opportunity costs and its game over!
We are under no illusion that it is our responsibility to help our clients understand the rationality of
our results. While we think we have upheld this responsibility, it is up to clients to judge how well we
have done that. We will not let up in our quest to understand the world better, and explain it to our
clients very, very well. Figure 2 shows the Net Asset Value of our General Equity Composite, housing
both institutional and retail funds. This quarter, Q4 2020, is the first time since Q1 2016 that our NAV
has risen materially along with a rising market. Why the sudden ability to capture upside beta if our
philosophy, whose insights we have improved in the intervening period, has not changed? In one
word, inflation.
The most prevalent driver of veracity in economic moats in South Africa is pricing power. Most
companies do not operate well in an environment of benign inflation. While falling inflation deprived
local high-quality companies of pricing power, anemic domestic economic growth has meant
lackluster volumes. A steady decline in revenues, the raw material for earnings, meant that higher
costs (a large portion of which are administered by government entities, bargained by unions, and
regulated by regulators) led to profit disappointments in the local economy. Resulting job losses
created weak demand (consumption) of goods and services further depressing supply side (corporate)
pricing power and volume growth. This death spiral is why central bankers of the world have trying
to boost inflation through all sorts of unorthodox monetary policies (Quantitative Easing). The global
economic system desperately needs inflation – for wage growth, investment growth, volume growth,
and price growth, and eventually interest rate and yield pick-up that pensioners live on.
What changed in the Q4? The prospect of expansionary fiscal policy in the US under a Democratic
president in contrast with the trickle-down fiscal policies of Donald Trump. Cutting corporate taxes
to Apple and income taxes to Warren Buffett resulted in more share buy backs and greater wealth,
respectively. It did precious little to expand broad based productive capacity and pricing power across
industry and commerce. As well, despite the Fed’s aggressive measures to stimulate the economy,
financial assets held by households (including currency, checking, and savings accounts and other
liquid assets) did not rapidly increase because banks have been reluctant to lend. As a result, this
measure of the stock of money, referred to as “M2”, has increased sharply in the pandemic, rising
from US$15.4tr to US$19tr at the end of December. A resumption of lending by banks, who by the
way are in great shape now in contrast to the 2008 financial crisis, start lending, would create upward
pressure on prices. Combined with supply constraints induced by COVID-19, the combination of
monetary (Jerome Powell) and fiscal (Janet Yellen) policy have a greater potential to stoke inflation
than the current combination of monetary policy and tax cuts that finds its way into financial assets.
So, the engine of the world economy will continue to grow, just driven by a greater fiscal role into

social goods and services (infrastructure, healthcare, etc.) and potentially increased taxes. US 10yr
bond yields foretell of possible inflation, a rise in interest rates, and a stronger US dollar.
Our portfolios continue to hold in abundance, companies that possess natural hedges against increase
in inflation and interest rates. AVI, Anheuser Busch, Richemont, and Clicks spot moats ranging from
Intangible Assets to Switching Costs which pass cost inflation onto the consumer (pricing power).
While there is a level at which interest rate increases are deleterious to banks, bank earnings (here
our preferred holdings are First Rand, Capitec, and Standard Bank) benefit the most from an upturn
in interest rates from the trough than they do at the peak. What many may think of as a tough
environment (inflationary growth) will turn out to be great for supply and demand side actors in the
economy. All of this is worth your while as a client when share prices of most industrials and financials
react to their leverage to inflation. One thing is certain – four years of receding share prices in much
of the FINDI has set up valuations attractively. No need to bore you with charts of banks trading at
discounts to book value or clothing retailers trading at dividend yields closer to the yield on the 10yr
govt. bond or cashflow yields trading at a premium to the equity discount rate. If the terrible macro,
which they are priced for, tilts in their favor, their share prices will react positively.
Top 10 Bets: 4th Quarter 2020
General Equity

Focused Equity

BHP GROUP PLC

8.2%

Anheuser-Busch Inbev SA NV

5.0%

Compagnie Fin Richemont

6.2%

Bidvest Ltd

4.3%

Prosus NV

3.6%

Discovery Limited

3.9%

Standard Bank Group Ltd

1.8%

AVI Ltd

3.9%

Discovery Limited

1.7%

Truworths International Ltd

2.9%

SIBANYE STILL WATER LIMITED

1.5%

The Spar Group Ltd

2.7%

Kumba Iron Ore Ltd

1.2%

Vodacom Group Limited

2.4%

Mondi Plc

1.2%

Naspers Ltd

2.4%

Vodacom Group Limited

0.9%

Mondi Plc

2.4%

Capitec Bank Holdings Ltd

0.9%

Standard Bank Group Ltd

2.2%

You will notice that we have added a sprinkling of resource names to the portfolios. Do not be
alarmed. We remain between 50% and 85% underweight the sector in the General Equity and Focused
Equity strategies. We cannot be overweight resources or even close to benchmark if we are to avoid
high capex intensity businesses, one of the financial signatures of Quality. A temporary recession in
commodity prices renders mining cyclical. It has long been our long-held belief that the best mining
company is one that finds a great ore reserve and depletes it. The implication here is that most of the
cashflow generated by the mine is returned to shareholders rather than reinvested in additional, and
often sub-par reserves, to replace excellent existing reserves. Such exemplary stewardship, typical of
capital allocation in High Quality companies is, of course a pipe dream. No management team worth
its salt does not serve what is good for its long-term tenure at the expense of what is best for
shareholders.
In wading into resources to balance our portfolio from the vagaries of stimulus-supported financial
assets, we were very careful to select companies with a track record of returning more cash to
investors than pursuing the next “gold-rush”. We sought companies that are incrementally working
themselves “out of business”, so to speak, rather than investing in pursuit of increased productive
capacity and market share. In essence, we sought companies whose cumulative dividends in the at
least the last five years (returning cash to shareholders) were greater than their cumulative capital
expenditure as a percentage of fixed assets over the same timeframe (pursuit of the next “goldrush”).
This method will not lead you to the highest growth companies in the mining sector (Anglo American,

Impala, Harmony, Goldfields, AngloGold) where the repercussions of a recession in commodity prices
are highest. It will lead you to companies whose market capitalization reflects a track record of
returning cash to shareholders (BHP, South 32) rather than production growth/market share gains
(AGL, HAR).
Figure: 5yr Cumulative Capex/Average Fixed Assets vs. 5yr Cumulative Dividends/Market Cap

Source: First Avenue, InFront

BHP and South 32 have paid out an equivalent of 24% and 11% of their current market cap in
dividends, respectively, over the last 5 years. In the same period, their cumulative capex as a
percentage of their average fixed assets is 42.8% and 29.1% respectively. In contrast to BHP, Anglo
American is a true growth story. It has paid out an equivalent of 5.5% of its current market in dividends
while its cumulative capex as a percentage of fixed assets is 55%. Given its capacity build, Anglo
American is more highly leveraged to a rising and falling commodity than BHP and S32.
You may be wondering what the results look like over any other period besides 5yrs. Stunningly, BHP
towers over all others every year in the entire length of our analysis (9yrs), followed by S32…

Figure: “Mining Yourself Out of Business”
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While neither of them leads the capex sweepstakes!
Figure: The “Goldrush”
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The table and charts also show you why we cannot be overweight gold and platinum counters. Their
capital investment rates are enormous (especially gold companies), while their capital return rates are
pitiful. In other words, their market cap is a function purely of how leveraged their productive capacity
is to a rising (or falling) gold price. Our performance this quarter (and the last two years), has been
primarily driven by our underweight in precious metals. We wonder how long gold and PGMs can
outrun inflation and Battery Electric Vehicles (BEVs). These good times are not sustainable.
Figure:
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Global Equities – Innovator’s Dilemma
Due to the abundance of moat varietals in global equities, we have extracted enormous value from
building a portfolio that combines the best companies with pricing power (Apple, Hermes, L’Oreal,
Diageo), volume power (The Trade Desk, Alphabet, Amazon) and those that pose an Innovator’s
Dilemma (Tesla, Brookfield Renewable Partners, Switchback Energy, Square Inc.) to incumbents in the
industry. In the past, we have indulged you on the first two categories. In this quarter we would like
to reflect on the third.
The largest industry in the world is Oil and Gas, followed in third place by the automobile industry.
Both industries have been hit hard by, and reacted very strongly to, the innovator’s dilemma. The
focus in the energy industry has shifted from the replacement rate of reserves to renewable sources.
Likewise, the focus of auto manufacturers has shifted from fuel efficiency to vehicle connectivity and
electrification functions. Innovative companies such as Brookfield, Tesla, and Switchback Energy have
cultivated these shifts and lead technological development and resonance in areas of demand growth.
This has made incumbent oil and gas and automotive businesses to ask themselves three questions as
follows – do we:
• Leave the innovators alone and continue to invest in what we know and are known for?
• Acquire the innovators?
• Compete with the innovators to catch up?
The cash flow implications of choosing any one of the options above are significant. In fact, cashflows
become the balancing item in the decision taken as follows:
•
•
•

Run down the company, and cash flow (Kodak).
The innovator (Tesla) is too expensive for me to buy (VW)
Redirect an overwhelming amount of your capital expenditure toward what you have never made
money from (BP)

To be sure, no industry is spared from the innovator’s dilemma. It exists in grades and shades and it
is up to various actors (management, investors, employees, regulators, etc.) to determine if it will take
root. There is such a thing as being late to “seeing the light”. You can see how hard it is for investors
to start a new position in Tesla or for the regulator to regulate Big Tech (Apple, Google, Facebook,
Amazon, Twitter, Uber). Meanwhile Big Tech has decimated entire industries – Alphabet’s market
share dwarfs the entire traditional advertising industry while The Trade Desk, a digital upstart, is four
times bigger than WPP, the largest traditional advertising company!
What is it about these companies that makes them so successful despite the lack of inflationary pricing
power in the markets they operate in? It is a well-known that technological improvements in the
Battery Electric Vehicle industry are driving down manufacturing costs as well as the end-product
(batteries, cars, charging stations, etc.). As well, competition in the electric auto industry acts as
another force driving down prices. Price pressure is working on bringing affordability of these
products relative to Internal Combustion Engine (ICE) cars, parts manufacturers (e.g. powertrains)
refueling stations, and so on. In other words, VW, BMW, Ford, Daimler Chrysler cannot opt to do
nothing. Refueling stations owned by oil majors will increasingly relinquish their real estate to
charging stations. Shell, BP, Exxon, Chevron cannot opt to do nothing. Their business is rapidly
disappearing from right under their feet. What the innovator losses in price, he makes up for in
volumes as penetration rises.
Investors quibble about the growth implied in share prices of businesses like these. To be sure, it is
very difficult to value a business charting a completely new path in the economy. Sticking with the

automobile industry, if ICE vehicles are losing ground and profitability to BEVs, it is not unreasonable
to presume that Tesla’s volumes, as the first mover in the industry, will rise towards those of VW, and
Toyota. Tesla’s gross and operating margins are already higher than Toyota’s (the most profitable
auto company in the world). What will happen to these margins when Tesla offers add-on services
such as Full Self Driving Capabilities either wholesale (USD10,000) or subscription (USD100 per
month)? Already Tesla can offer complimentary charging at its stations for 12 months to incentivize
sales. What if it offers discounted charging subscriptions to car owners based on various tenures of
ownership? What if it offers all-in pricing combinations for its car, charging station, home solar energy
system, insurance and maintenance, Full Self-Driving Facility, and ride hailing service in an ecosystem
not too different from iOS or Android? How much is all that worth? Tesla’s share price relative to
earnings derived from its auto and energy business is telling you that it is a platform business and not
a car and energy business. In other words, its whole is greater than the sum of its parts! So, VW can
and will in fact outsell Tesla in units. BP can and will out-produce Tesla in energy. Geico can and will
outsell Tesla in car insurance. Uber can and will outsell Tesla’s ride hailing soon to be business. But
all those siloed companies need each other to build a walled garden with feedback loops to each other
and third-party app developers who iron out customer dissatisfaction in real time.
The best way to think of Tesla’s valuation is to invert logic. Do not think about what growth is required
to justify the current share price. No brain can fathom that realistically. Rather, contemplate its
replacement value (how much it would cost to replace Tesla’s infrastructure, legal agreements,
mastery of the regulatory environments around the world, and goodwill in the customer’s mind). If
you do not like Tesla’s market value, do you think you could do a better job if I gave you less money
to take on the company? How much less? Of course, you want more money, not less! Do you think
USD1tr will allow you to build a new electric car company and build an ecosystem around it to consign
Tesla to the garbage bin? Bank of America estimates that the electric car revolution is at a tipping
point. It requires US$2.5tr of investment to fully supplant petrol and diesel cars. How much of the
US$2.5tr would you cough up in place of owning a piece of Tesla as it is now? Even Huawei, backed
by a very rich govt of China, learnt a lesson Pepsi long learned about dislodging an incumbent from
the customer’s mind. It takes a lot of money, regulatory and political experience, and R&D, to
replicate Apple’s iOS or Google’s Android system. Above all, it takes you to move first. Good luck!
Figure: Global Equity Fund vs. MSCI World as at Dec 31, 2020: Performance Table (ZAR Returns)
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Global Equity Fund Top Ten Holdings as at Dec 31, 2020
Stock

%

TRADE DESK INC
HERMES INTERNATIONAL
RATIONAL AG
TENCENT HOLDINGS LTD
ALPHABET INC-CL C
FACEBOOK INC-CLASS A
REMY COINTREAU
LVMH MOET HENNESSY
WALMART INC
BERKSHIRE HATHAWAY INC-CL B

Figure:
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4.57
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4.22
4.02
3.93
3.86
3.46

Sanlam Select vs. SWIX: Performance Table (gross)
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Global Carve-Out Sanlam Select vs. MSCI World
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Sanlam Select: Top Ten Holdings
Stock

Naspers Ltd
Prosus NV
Clicks Group Ltd
Discovery Limited
Bidvest Ltd
Anheuser-Busch Inbev SA NV
Standard Bank Group Ltd
FirstRand Ltd
SIBANYE STILL WATER LIMITED
Capitec Bank Holdings Ltd

%

15.5%
8.9%
4.4%
4.3%
4.1%
3.8%
3.3%
3.2%
3.2%
3.0%

MSCI World

2020/11/07

2020/09/07

2020/07/07

2020/05/07

2020/03/07

2020/01/07

2019/11/07

2019/09/07

2019/07/07

2019/05/07

2019/03/07

2019/01/07

2018/11/07

2018/09/07

2018/07/07

2018/05/07

2018/03/07

2018/01/07

2017/11/07

2017/09/07

2017/07/07

2017/05/07

2017/03/07

2017/01/07

2016/11/07

200
180
160
140
120
100
80
60
40
20
0
-20

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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