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Investment Outcomes: A huge reversal of Q1’s underperformance.
We have been warning that our relative performance will follow our positive absolute performance
into positive territory. In absolute terms, our investment performance turned positive in Q4 2020 (it
had been negative since Q1’2016). In Q1’2021, we sustained that positive trajectory (meaning, the
NAV of our portfolios, client capital, was growing rather than falling). In Q2’2021 we overcame the
second hurdle, namely, grew our client capital relative to the market. Investment performance this
quarter was particularly pleasing because it showcased the quality of our stock picking even within
the resource space where we have waded in recent months. We generated alpha from a market
exhibiting downside in beta. In other words, our portfolio proved the defensiveness of Quality
investing. We cannot even count how many times in the last four years we have been excoriated for
not being overweight beta to capture market upside. However, we do not get commensurate credit
for generating alpha through taking less risk than the market. It is clear from the following chart that
the market has corrected far more than our portfolios. We believe we are entering a new cycle
favoring the Quality of growth rather than cyclical growth.
Figure 1:

General Equity vs. SWIX – 12month rolling returns.
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Our outperformance in the quarter was a function being overweight of the FINDI and underweight the
RESI, particularly, platinum and gold shares. In this quarter, platinum and gold miners were among
the worst performing counters individually and as a group. In the Q1 report, we wrote about the
threat electrification of mobility poses to PGM miners. Obviously, we concur with automobile makers

and governments of developed countries around the world that the case for meeting ever-onerous
emissions standards (e.g., Euro 7 and beyond) and climate goals is better made by Battery Electric
Vehicles (BEV) than gasoline (petrol) or diesel cars. In other words, investing in a commodity (PGMs)
whose total addressable market (TAM) is shrinking, yet whose pricing is derived from supply and
demand (rather intangible assets) may work if one is not chasing growth. Currently, PGM miners are
priced for growth and their share prices (and earnings) are incredibly sensitive to commodity prices.
This shown in this quarter when the rhodium came off materially after a huge run up in Q1. In contrast,
our large overweight bets in the RESI sector, BHP, and SSW, outperformed their peers (AGL, GLN, and
ARI) and (AMS, IMP, NHM, RBP) respectively (see Fig 2).
Figure 2: Top Performing Stocks in April - June 30, 2021 (25 Largest stocks in SWIX)
Stock
Compagnie Financière Richemont SA
Capitec Bank Holdings Limited
MTN Group Limited
Absa Group Limited
Old Mutual Ltd.
Bid Corp. Ltd.
FirstRand Limited
Sanlam Limited
Clicks Group Limited
British American Tobacco Plc
Standard Bank Group Limited
Vodacom Group Limited
BHP Group Plc
Shoprite Holdings Limited
Anglo American plc
Sasol Limited
Multichoice Group Ltd
Sibanye-Stillwater Ltd.
Gold Fields Limited
Impala Platinum Holdings Limited
Northam Platinum Limited
Prosus NV
Naspers Limited
AngloGold Ashanti Limited
Anglo American Platinum Limited

Return for the Quarter %
21.6
21.3
20.8
9.3
8.6
8.2
4.9
4.9
4.1
3.2
2.7
2.6
2.1
-0.5
-0.9
-2.0
-7.6
-9.4
-13.1
-15.1
-16.2
-17.4
-19.4
-20.5
-23.4

Source: Infront, First Avenue

Attribution Analysis
The essence of the discussion above is better consumed through the lens of attribution analysis. The
following chart shows our sector positioning relative to the benchmark (CAPSWIX) and the
corresponding relative return.
•
•

Most of the alpha we generated is attributable to being underweight Basic Materials (that includes
PGMs and Gold miners).
Even though we find a lot more competitively advantaged companies in the Consumer Staples and
Consumer Discretionary sectors than all others, we are neither thematic nor top down in our
approach. Consequently, our outcomes in Industrials, Telcos, Technology, Energy, Real Estate,

and Health Care are at par with the benchmark despite being underweight the benchmark. In
other words, we may not like a sector, but we picked the right stock(s) in it.
The dot on the far right of the chart denotes the overall relative return for the portfolio.
Figure 3:

3 Month Attribution: CAPSWIX
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For greater granularity, we chart our stock selection in each sector in the following graphic. The
graphic should help confirm that even though we added miners to the portfolio, we did not stray away
from our investment philosophy. Far from chasing Momentum, we picked stocks very well within
Basic Materials that we outperformed the sector. Ditto Consumer Staples, Industrials, Telcos, and
Real Estate.

Figure 4:

3 Month Attribution Analysis: Stock Selection
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Key Determinant of Future Market Returns – Fiscal Policy and Inflation
Between 2016 and 2020, the complete reliance on monetary policy (quantitative easing) to encourage
risk taking in the economy (drive employment and economic growth in the world’s biggest economy)
produced unintended consequences – the mass deployment of cheaply priced money into the riskiest
parts of the capital markets (e.g., high yield bonds on the bond markets and high uncertainty
companies on the stock market). Most of the money cheap money supplied by the Fed, ECB, and BOJ
did not expand the productive capacity of the respective economies. Instead, it went on a search for
yield and growth on global capital markets which, for the most part, manifested in the form of
Emerging Market fixed income, commodities, and technology shares in the US. The one attempt at
fiscal policy by the US government, namely, cuts in corporate and income tax, were naturally a oneoff event that spiked the risk-taking punch bowl in 2017. To be fair to the tax cuts, the Federal Reserve
Bank of Dallas estimates their additive effect on GDP and job growth in the following year (2018) by
0.8% and 0.24% respectively. The tax cuts have had diminishing marginal returns in subsequent years,
leaving monetary policy to do the heavy lifting.
The trajectory of both fiscal and monetary policy has changed materially this year as follows; the new
administration of Joe Biden has announced fiscal policy that will play out over several years comprising
real investment in the economy (e.g., infrastructure and mass transit, green energy, social equity).
These investments will be partially funded by tax increases. In June, the Secretary of Treasury Janet
Yellen consummated a global minimum tax agreement with countries that make up 90% of the world’s
economy. The purpose of the agreement is to coordinate tax rates and effectively end the race to the
bottom. Public investment will take the form of direct purchases of plant, property, and equipment
(e.g., upgrade of Amtrack trains, roads, and bridges and upgrade of US Postal Services delivery vans
to Battery Electric Vehicles) while others will take the form of tax credits (e.g., US$7,500 off the sticker
price for Battery Electric Vehicle). In other words, the proceeds of fiscal policy are not going into the
stock market to encourage risk taking in search of yield or growth. They are going into expanding the
productive capacity of the economy to produce economic growth and create jobs while also
modernizing both (the economy and jobs).

With less money looking for a home in the capital markets and more corporate capital budgets looking
to compete for tax-incentive led investment opportunities, riskier assets will be at a competitive
disadvantage to Quality companies in growing profitably. In turn, share prices will reflect competitive
outcomes in the real economy. Much harder to do than buying risky securities on the capital markets
because the central bank has no choice but to keep rug under you to continue to build economic
confidence. Going forward, it will be a stock pickers market!
Despite a large swath of Quality companies underperforming the market since 2016, we have never
lost confidence in their renewable resourcefulness (sources of competitive advantages). Management
of these companies have done an incredible amount of work to (i) correct their missteps (e.g., ANH
on paying down debt) or (ii) strengthen their competitive position (e.g., TFG on the acquisition of Jet).
Today, these companies are much better prepared to monopolize profits in their industries than at
any time in the last 5 years.
That said, what is lurking in the minds of most investors is the specter of inflation permanently raising
its head, and how this will affect monetary policy. Specifically, no matter how well positioned Quality
companies are, if quantitative easing continues apace, then riskier companies enjoying the
emoluments of economic growth will outperform. If, however, the Fed begins to taper its intervention
in the bond markets (effectively reducing liquidity and increasing the cost of money), investors will
look for safe growth (growth with less risk) from Quality companies. What the Fed will announce in
August at its annual Jackson Hole, Wy. meeting is very important for the capital markets. A different
impetus in monetary policy may very lead to a change in leadership on the stock market. Valuations
are critical in signaling where the fall (correction) could be heaviest if one scenario or the other
prevails. Share prices of cheaper, Quality companies stay cheap and those of risker growth companies
stay expensive if the Fed continues quantitative easing. Share prices of risker growth companies
collapse and those of cheaper Quality companies go on a long run up if the Fed announces its intention
to start tapering.
The Federal Reserve Bank has been working to raise both employment and GDP while combating
deflationary forces unleased by innovations in information technology. In other words, the Fed wants
inflation. Indeed, it looks like it has gotten what it wanted in all three – a robust recovery in both GDP
and employment from Covid 19 restrictions as well as high inflation readings month after month. Yet
the Fed Chairman seems convinced that the latter is transitory. There is enough evidence to the
contrary. Let me share a powerful piece of evidence that could point to inflation being more sticky
than transitory.
Frankfurt is a hub for cargo transport in the European Union and a good barometer for global trade.
Over time, it has also proved to be a great gauge for US earnings. US margins (they rise when trade
volumes in Frankfurt are rising, and crucially, U.S. inflation expectations). There is a sudden departure
from this of late.

Figure 5:

Correlation Between Frankfurt Cargo Volumes and US 10Y Bond Break-evens

Inflation may or may not prove transitory, but it is the highest in decades. With higher and higher
inflation reports every month, investors should in theory demand a higher yield from bonds to
compensate for erosion in buying power. Any suggestion that interest rates are going up (to combat
rising inflation), should lead to higher long-term yields. Yet long term yields (US10yr bonds) are falling!
If you think that is puzzling, nothing is more perplexing than the action Treasury inflation protected
securities (TIPS). The ultimate payout of TIPS at redemption is tied to inflation. Yet investors are
currently prepared to buy them for a yield of -1%! The divergence between TIPS and core inflation is
bizarre.
What then accounts for falling long-term yields despite rising short term yields (1-3yrs)? Any one of
the following reasons, or a combination thereof, may explain the movement in long-term yields.
•
•
•
•
•

The market must believe that we have reached peak inflation (the crest of “transitory inflation”
as the Fed Chairman Jerome Powell calls it). The chart above could also be read as inflation
peaking with the 10yr predicting it.
We are peak GDP growth, therefore no need for the Fed to be hawkish and raise rates (hence the
fall in long term yields)
Having benefited from record stock prices, pensions could be rebalancing into bonds.
Relative to low and negative interest rates in much of the developed world, U.S. Treasuries remain
attractive to non-U.S. investors.
Investors positioned for rates to rise, not fall (the vast consensus trade) are being forced to unwind
positions.

However, the real conundrum is that short rates are rising while long rates are falling.

Figure 6:

Rising Short-End Yields

Source: Bloomberg

Figure 7:

Falling Long Dated Yields

Source: Bloomberg

Rising short term rates show growing expectations of higher interest rates soon while falling long-term
rates suggest the market thinks the tightening (higher interest rates) would choke off longer term
growth (and the Fed would do anything to protect growth and employment). Clearly, the Fed is of the
same view as that implied by long term rates. It (the Fed) would be happy for inflation to be above
target for a while, accompanied by good economic growth before it tightens. That way both the short
and the long enders get what they want. Should this be the case, that is, inflation is not transitory, it
would be a policy mistake that sets up the equity market and the long end of the curve up for a huge
correction despite robust economic growth.

This brings us to our positioning across both local and global strategies. Clearly whether inflation is
transitory or not is a difficult “pass on the road” to predict for equity investors. As the discussion
above has shown, the short and long ends of the bond markets are split over the trajectory of inflation,
interest rates, and economic growth. That said, as bottom-up investors, macro-economic outcomes
do not influence how we position the portfolios. Suffice it to say, we stress test the portfolio for both
outcomes. To illustrate, companies who benefit from the view implied by the long end of the U.S.
bond curve (the Fed will not raise rates because inflation is transitory and it would kill the economy),
namely, tech companies (globally) and mining companies (locally) occupy stock market leadership.
Globally, Apple, Amazon, and Google have recently hit all-time highs. Locally, PGM companies ruled
the roost until at least until last quarter. Should the view implied by the short end eventualize
(inflation is not transitory and interest rates will rise shortly to quell it and a red-hot economy), highly
defensive companies with an ability to pass on inflation to consumers will take over market leadership
(e.g., consumer staples). Our portfolios, built from the bottom up, generally contain both views.
Top 10 Bets: 2nd Quarter 2021
General Equity
Prosus NV
5.40%
BHP GROUP PLC
3.81%
South32 Limited
2.61%
SIBANYE STILL WATER LIMITED
2.08%
Compagnie Fin Richemont
1.81%
Discovery Limited
1.78%
Sasol Ltd
1.47%
Redefine Properties Ltd
1.04%
Bid Corporation Limited
1.04%
LIFE HEALTHCARE GROUP LIMITED
1.01%

Figure 8:

Focused Equity
Anheuser-Busch Inbev SA NV
Bidvest Ltd
Discovery Limited
Truworths International Ltd
AVI Ltd
SIBANYE STILL WATER LIMITED
Sasol Ltd
BHP GROUP PLC
South32 Limited
The Spar Group Ltd

4.84%
4.82%
3.77%
3.49%
3.47%
3.16%
2.86%
2.84%
2.77%
2.57%

Source: First Avenue, Infront

Global Equity Strategies
While the Fed (and various central banks around the world) are convinced that inflation is transitory,
businesses (at least in developed markets) are not so sure. To illustrate, one of the sources of inflation
is the second-hand car market. The shortage of computer chips is limiting the production of new cars
resulting in tight inventories. So, demand has shifted to the used car market. Over the preceding twoyear period, the average price of a new car was up 10% to June 2021. In the same period, the average
price of a used car soared 28%. The real winners from record car prices (in the US) are car dealers
who, unlike in South Africa, are independently owned.
We own a company that participates in the used car market. Copart has an incredible moat. Copart
is a global leader in online car auctions featuring used, wholesale and salvage vehicles. The company
specializes in the resale and remarketing of used, wholesale and salvage title vehicles for a variety of
sellers, including insurance companies, rental car companies, local municipalities, financial
institutions, and charities. Copart’s extensive inventory is housed on more than 8,000 acres of land
and includes an array of vehicles to ensure customers can find what they are looking for from classics
and exotics, early and late model cars and trucks, to industrial vehicles and more. Copart sells over
two million vehicles each year. Its inventory of over 200, 000 vehicles at any one point endows it with
a “liquidity advantage” over its competitors. This advantage shone for the company in its third quarter
results released in May.

Copart’s US non-insurance business grew approximately 30% in unit volume year-over-year. This
reflects strong used vehicle price environment combined with the company’s auction liquidity. The
company’s dealer business (cars sold to dealers) increased 26% in unit volume year-over-year
compared to significant declines for other whole car auction platforms that serve dealers. This reflects
the flywheel (Network) effect of the business, proving our investment thesis that the online car
auction industry is gravitating to a winner take all environment led by Copart. The company’s growing
auction liquidity enables the company to sell an expanding variety of vehicles which in turn catalyzes
additional demand, and so the flywheel goes.
The company’s global inventory at the end of April increased 16% versus a year ago. That comprised
a year-over-year increase of 21% for US inventory and a decline of 13% for international inventory.
International inventory was held by a slower reopening than the US. Average Selling Prices (ASP)
worldwide for the company increased 48% year-over-year for the quarter. ASP strength reflects
retention of existing customers (repeat business) and sales recruitment efforts as the company
cultivates more buyers worldwide. To further evidence Copart’s moat globally (and not just in the
US), its ASP growth has far exceeded the overall industry’s used car price environment (again, a
reflection of the company’s marketing and sales recruitment capabilities and broad global reach to
emerging economies, who are increasingly buyers of vehicles from Copart’s markets in the US and
Europe). Global expansion positively impacts auction liquidity year-over-year (domestic and
international bidders and bids per unit). In short, diversity in supply catalyzes demand, and demand
stokes supply no different from sellers joining Amazon for the demand the company has cultivated
and demand converges on Amazon for the supply the company has cultivated. Copart’s loyalty
program (a la Amazon Prime) refers to signed up customers as Members.
We of course invested in Copart for its moat (not knowing that inflation would rear its head one day).
However, the above discussion illustrates the pricing power that comes with volume growth (not at
the expense of volume growth) that competitively advantaged businesses benefit from. In short,
Quality companies collect on inflation far better than non-Quality companies. Calling a moat right is
very, very important. The chart below shows how outstanding an investment it has been for us since
inception of our investment.
Figure 9:

Copart 5yr Price Chart vs. MSCI World
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Our top 10 global equity holdings are littered with companies with pricing power. Instead of Copart,
we could very well have regaled you with the pricing power in both new luxury handbags and used
handbags (Hermes) or new luxury watches and used luxury watches (Richemont). Suffice it to say, our
holdings possess the highest quality of growth, rather than just growth.
Figure 10:

Top 10 Holdings: 2nd Quarter Global Equity
Global Equity

HERMES INTERNATIONAL
LVMH MOET HENNESSY
FIN RICHEMONT NAMEN A
WALMART
Citizens Financial Group
BERKSHIRE HATHAWAY B
ALPHABET C
US Bancorp
OKTA
DISNEY (WALT)

5.36%
5.17%
4.50%
3.87%
3.69%
3.69%
3.31%
3.14%
2.86%
2.86%

Source: First Avenue, Infront

Figure 11:

Global Equity Fund vs. MSCI World: Rolling 1yr Returns Q1 ‘21 (ZAR Returns)
Global Equity vs MSCI World (Rolling 1yr Returns)
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Figure 12:

Global Equity Fund vs. MSCI World: 1yr Rolling Volatility Q1’21
Global Equity vs MSCI World (Rolling 1yr Volatility)
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Sanlam Select Focused Equity Fund is a local with offshore offering. While the global carve-out has
outperformed the MSCI World over time, movement in the ZAR affects add volatility to the overall
fund outcome (see following table).

Figure 13:

Sanlam Select: Global Carve Out vs. MSCI World
Global Carve Out vs MSCI World
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Because we maintain a structural 30% (maximum) allocation to offshore, our overall returns are hurt
when the ZAR appreciates against the USD and vice versa. That said, we aim to outperform the
respective indices of the two components of the fund (local portion vs. SWIX and global carve out vs.
MSCI World) and leave the ZAR to drift toward its long-term weakening bias. In the long term,
emerging market currencies do not outperform DM currencies.
Figure 14:
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4.76%
-4.36%
3.24%

Source: First Avenue, Infront

MSCI World - ZAR USD/ZAR
2.82%
-2.02%
-4.07%
-5.07%
5.62%
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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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