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FUND MANAGEMENT REPORT: Q4 2021
Investment Outcomes: Capping off a Year of Recovery in Performance
Our portfolios begun their recovery in the 2nd and 3rd quarters of the year. At the end of September,
we had made enough progress to go into the black on a one-year basis relative to the market and
narrow the deficit on a 3yr basis. Our numbers cooled in the months of October and November and
resumed their outperformance in December to cap off the recovery. We are delighted to report that
through the first three weeks of January, the portfolios have picked up where they left off in
December.
Figure 1:

General Equity Composite vs. SWIX to Dec 31, 2021
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Figure 2:

Capped Swix Composite vs. Capped SWIX to 31 Dec, 2021.
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Equities of precious metals temporarily interrupted our recovery in relative performance in the
months of October (PGMs) and November (Gold). We are underweight PGM equities and do not hold
any gold equities. Competitive bidding Impala (IMP) and Northam (NPH) for the acquis ition of RB Plat
(RBP) bolstered share prices of all three companies. This is an anomaly. In the absence of another
parabolic rise in PGM prices, investor focus will shift from the hyperbole that comes with every
acquisition to the reality of capital allocation (the winning bidder, price paid, form of financing used,
growth or cost synergies, cultural integration of the workforce, etc.).
Given that Battery Electric Vehicles (BEVs) are competing for growth in new vehicle sales with Internal
Combustion Engines (ICE), we remain focused on how PGM miners allocate capital toward auto
production. ICE vehicle production will grow at a declining rate as it makes space for the rise in BEVs.
Of the three major PGM miners, Anglo Platinum (AMS), has held investment in new major mines in

abeyance, sold off some mines (Bokoni), and is not involved in any acquisitions. We think AMS will
return the most capital to shareholders and idle less capacity should global growth slow down. We
used the correction in PGM shares in Q2 to add Anglo Plat and Northam to our portfolios. While we
are disappointed with Northam’s bid for RB Plat, we think Northam will lose out to Impala. Absent
any other options to spend money on, Northam will focus on organic growth, sell out of RB Plat, and
return the proceeds of the sale to shareholders.
The combination of (i) utility of product, (ii) capital allocation, and (iii) valuation in the PGM sector
does not lend itself to gold equities. While nothing precludes management of gold miners from
adopting cost efficiency in their operations and disciplined capital allocation, the lack of utility value
of gold renders the gold price speculative. In other words, if gold is used to speculate on quality of
fiscal and monetary policies, then the extent to which one can predict the gold price will be
determined by their accuracy on predicting structural trends in fiscal and monetary policy. The latter
has too low an accuracy rate that it cannot be used as a basis for valuing equities. While we appreciate
that one can hold gold for portfolio diversification purposes rather than investment reasons, we have
chosen not hold gold and our results in the quarter reflect this.
Figure 3 : Q4 Stock Attribution: General Equity Composite vs. SWIX
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Figure 4 : Q4 Stock Attribution: Capped Swix Composite vs. Capped SWIX
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The decision not to hold gold is driven by our conviction that we are entering the part of the cycle in
which pricing power typically outperforms the benefits of portfolio diversification. The recalibration
of monetary and economic policy in the world’s engines of growth (Japan, U.S., E.U. and China) is
ushering in a new stage in the economic and market cycle. Businesses that can pass on inflationary
costs, including rising funding costs, in pricing their products and services will do better than those
that cannot. Gold companies are at the very bottom of the pecking order of pricing power.
This perspective has borne out in the numbers. Because the market is forward looking, investors have
started bidding up share prices of Quality companies (those with varying degrees of pricing power). A
high percentage of our portfolio hit 52week highs in the second half of the year.

Figure 5:

Percentage of Portfolio Whose Share Prices Hit 52week Highs vs. 52week Lows.
As At Dec 31, 2021

Source: First Avenue, Iress

Last quarter, we wrote about our success in extracting alpha out of the mining sector despite (i) the
sector not bearing the greatest hallmarks of Quality, and (ii) being underweight the sector.
Commodity prices have a disproportionate impact on the corporate value of a mining company
(disproportionate to whatever management can do). The fact that one must take a view on
commodity prices to ascertain value in a mining company is what diminishes the Quality argument in
the sector. The only way an investor in Quality deals with the uncertainty contained in commodity
prices is to buy mining companies during a price downturn and sell them much earlier than the peak
in commodity prices. Caveats aside, this proposition works well as a rule. In this regard, we sold out
of our stake in Sasol (SOL) toward the end of the quarter as the oil price rallied toward US$80. We
appreciate that we sold out early (oil has risen to US$85 as we speak in January). While our thesis on
oil remains (robust global demand and slow supply response will keep the oil price between US$80
and US$100 longer than usual), we also appreciate that SOL has two pressing demands that will
redirect its cashflow away from investors to capital expenditure. The demands are to (i) reduce carbon
emission footprint in the existing plant as a means of avoiding carbon tax, and (ii) transition to
renewable energy (hydrogen fuel cell energy). The first demand can also be mitigated by buying
carbon credits from the marketplace. These cash guzzling initiatives mean that total returns will be
driven more by capital gains (lumpy), than dividends and share buy backs (stable). We would rather
bank our gains in a cyclical business than try to time the peak of the oil price.

Figure 6:

Top 10 Over/Underweights General Equity vs. SWIX: Dec 31

Anglo American plc
Impala Platinum Hlgs Ltd
Naspers Ltd
British American Tob plc
Sasol Limited
Sibanye Stillwater Ltd
Gold Fields Ltd
Anglogold Ashanti Ltd
Glencore plc
Standard Bank Group Ltd
Clicks Group Ltd
Northamh Platinum Hldgs LTD
South32 Limited
Anglo American Plat Ltd
Thungela Resources Ltd
Discovery Limited
Remgro Ltd
MULTICHOICE GROUP LTD
BHP GROUP PLC
Prosus NV
-6.00% -5.00% -4.00% -3.00% -2.00% -1.00% 0.00% 1.00% 2.00% 3.00% 4.00% 5.00%
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Figure 7:

Top 10 Over/Underweights General Equity vs. CAPPED SWIX: Dec 31

Anglo American plc
Impala Platinum Hlgs Ltd
British American Tob plc
Sasol Limited
Sibanye Stillwater Ltd
Gold Fields Ltd
Anglogold Ashanti Ltd
Glencore plc
Nedbank Group Ltd
Mondi plc
Remgro Ltd
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South32 Limited
Northamh Platinum Hldgs LTD
Capitec Bank Holdings Ltd
Thungela Resources Ltd
MULTICHOICE GROUP LTD
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Bid Corporation Limited
BHP GROUP PLC
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Source: Statpro, First Avenue

We think our portfolio is well positioned for the coming environment and see no reason to alter it.

Global Equity Strategies: It’s all about inflation and growth
You might be surprised that despite being right to dispute the Fed’s assertion that inflation was
transitory, we did not reduce the duration in our global equity portfolios. It recently became clear to
the Fed that inflation was going to stay higher for longer than it had initially anticipated. The Fed’s
language became more urgent and portended raising rates sooner than investors had priced into share
prices. Investors went to work, indiscriminately selling down US equities. Technology shares bore
most of the brunt. While not the largest sector allocation in the portfolio, it is large enough that it
warrants a discussion on the risk it may or may not pose to our long-term outcomes.
Figure 8:

Global Equity Sector Allocation: December 2021

Source: First Avenue, Iress

A cursory glance at the list of our holdings in the Information Technology sector should quickly comfort
you that unlike human beings, not all ‘tech” companies are created equal. While some companies
have compelling reasons to exist and are at the early stages of building moats around their economic
profits (e.g., OKTA, Snowflake), others are legalized monopolies (Microsoft, Alphabet, Taiwan SemiConductor Manufacturing Company). The former category has high duration, that is, as the companies
entrench themselves in leadership roles in their respective industries, they will generate
disproportionately large cashflows (relative to their asset base) in the future. Companies in the latter
category are already doing so. This category is low duration (e.g., Microsoft, Alphabet, Salesforce,
TSMC).

Figure 9:

Information Technology Holdings (Weight)
As at 31 December 2021

Security
ADBE
AMS
AVLR
CRM
ENPH
MSFT
OKTA
PYPL
SNOW
SQ
TSM
TTD
Total

SecDescription
Adobe Inc. - Common Stock
AMADEUS IT GROUP, S.A.
Avalara, Inc. Common Stock
Salesforce.com Inc Common Stock
Enphase Energy, Inc. - Common Stock
Microsoft Corporation - Common Stock
Okta, Inc. - Class A Common Stock
PayPal Holdings, Inc. - Common Stock
Snowflake Inc. Class A Common Stock
Block, Inc. Class A Common Stock,
Taiwan Semiconductor Manufacturing Company Ltd.
The Trade Desk, Inc. - Class A Common Stock

Weight (%)
0.77%
3.19%
0.59%
0.90%
0.94%
1.71%
0.90%
0.86%
1.51%
0.75%
0.97%
3.69%
16.79%

Source: Statpro, First Avenue

Economists expect the Fed to raise rates anywhere between 3 and 6 times in 2022 (see how hard it is
to predict monetary policy?). Naturally, high duration shares whose growth is (i) mostly back ended
into the future, and (ii) requires greater investment into asset build out are going to be a disadvantage
if they do not generate sufficient cashflow (think Tesla a few years back). Raising cash through the
capital markets may very well blunt their rate of asset build out and competitiveness. We do have
exposure to businesses whose growth is back ended. However, we are comfortable that these
companies took the necessary precautions to raise enough capital to sustain their competitiveness.
One such company is Quantumscape. It raised all the cash it needs early in 2021 and boats quite a
war-chest compared to other battery technology companies. It continues to invest in its technology
and attract venerable end user partners.
On the other hand, low duration shares in our portfolio are well placed to not only continue to grow
organically as weaker companies potentially wilt in the face of rising rates. As critically, acquisitions
could play an important role in cementing the dominance of low duration tech companies. We can
very easily see cyber security companies such as Crowdstrike, Palo Alto Networks, and Sentinel One
(we own the first two) use the current downdraft to acquire OKTA, an emerging leader in identity
security. Whether the investment opportunity is in organic growth or being acquired, it requires an
investor to stay focused on the financial signatures of Quality, namely, (i) economic profitability, (ii)
economic moats (established or emerging), (iii) balance sheet strength to continue to allocate capital
to the moat, and (iv) a customer-based reason to exist. We urge our clients to focus on these to build
long term wealth, rather than on share prices to generate short term performance. For instance, why
panic about the mark down in Microsoft’s (MSFT) share price when it has just bought Activision
Blizzard to widen its moat? If gaming consoles are device agnostic (you can play the games on any
console), why not own the games? The value of XBOX will decline over time while the value of games
increases. Own the content, and not the hardware. Activision has a lot of popular games that fit into
Microsoft’s plans to build a Disney-like library of titles that can be played on all sorts of devices
(including the metaverse).
Activision helps MSFT build a roster of well-known franchises (Call of Duty, Candy Crush) akin a library
of movies owned by a Hollywood studio. With over 5’000 game developers, Activision has plenty of

fire power to compete with industry leaders such as Tencent. Most important, Activision deepens the
appeal of Xbox Game Pass, the subscription service that has forced the gaming industry to rethink how
it can best make money. Many fans of Game Pass subscribers pay a flat fee of US$10 or US$15 per
month in exchange for access to hundreds of titles – which will now include some of Activision’s
biggest games. It is no accident that Microsoft’s announcement of the Activision purchase included
news about a Game Pass milestone: 25million subscribers. Microsoft is building a walled garden in
gaming that may yet include exclusivity on Xbox a la iOS! Asking how “Call of Duty” fits into Microsoft
is like asking how “iTunes” fits into Apple.
Figure 10: Top 10 Holdings: 4th Quarter Global Equity
Global Equity
Security Name
HERMES INTERNATIONAL
LVMH MOET HENNESSY
FIN RICHEMONT NAMEN A
ALPHABET C
WALMART
BERKSHIRE HATHAWAY B
TESLA
REMY COINTREAU
OKTA
DISNEY (WALT)

Weight (%)
6.28%
5.21%
4.94%
4.19%
3.95%
3.74%
3.51%
2.86%
2.82%
2.62%

Source: First Avenue, Infront

Figure 11: Global Equity Fund vs. MSCI World: Cumulative Returns (ZAR Returns)
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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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