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THE INSIGHT FUND ALLOCATORS ARE MISSING

ERRORS OF OMISSION ARE FAR MORE DEVASTING THAT THOSE OF
COMMISSION

Investment outcomes in the first quarter of 2026, much like in the whole of 2025, turned on the
performance of precious metals. Returns of active portfolios have cycled around the benchmark with
great amplitude depending on one’s positioning relative to the sector. While lumpy active returns are
the order of the day, we are delighted to report that our investment outcomes are characterized by
consistency rather than feast or famine. It is at this point in the report that we and other managers
would meander into tabulating returns and the reasons for them. In so doing, we would be
squandering an important opportunity to share an insight that most fund allocators and portfolio
managers are not aware of, namely, the impact of the errors of omission are greater than the impact
of the errors of commission by orders of magnitude. Before we delve into the subject, let’s get the
pleasantries out of the way.

Figure 1: Performance Table (Capped ALSI Composite vs. Benchmark Q12026

First Ave Capped

SWIX/ALSI Composite Capped SWIX/ALSI Relative
Quarter: -0.44% -0.46% 0.02%
1 Year: 32.38% 34.11% -1.73%
2 Years: 27.68% 28.36% -0.69%
3 Years: 19.34% 19.23% 0.11%
4 Years: 14.59% 14.17% 0.42%
5 Years: 15.78% 15.39% 0.38%

Source: First Avenue, Statpro

Active portfolio managers obsess disproportionately more about what they hold than they do about
what they do NOT hold. Yet what they do not hold hurts them disproportionately more! Because
traditional style investing specifically requires you to “miss out” on something that may be working,
errors of omission are understandable in highly liquid stock markets with well-developed style indices
such as the US (e.g., a value fund would have felt the brunt of return concentration in the Mag 7).
Traditional style investing is a non-starter in structurally deficient stock markets like South Africa. The
Johannesburg Securities Exchange (JSE) has lost depth, breadth, diversity and optimal price discovery.
Highly correlated portfolio holdings (ones that lack appropriate risk management) will kill you far more
than they will help you. Market structure (increased participation of passive investors relative to active
investors) and resulting deterioration of price discovery have been severely compromised by the
decay in the number of companies and sectors on the JSE as well as the concentration of assets in the
hands of increasingly fewer large managers. These inadequacies are better addressed by holding a
range of assets that oppose each other in character for the purpose of managing the risk of structural
underperformance of the benchmark due to style.



Figure 2: 36months Stock Attribution Capped ALSI

Stock Top / Bottom 10 Contributors to Relative Return
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Figure 3: 36months Stock Attribution First Avenue SCI Focused Quality Equity Fund
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Figure 4: Top 10 Active Bets Capped ALSI Q12026
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Figure 5: Top 10 Active Bets Focused Quality Equity Fund Q12026
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Compounding as an error of omission

Value styled portfolios underperform for long stretches of time (+20yrs) because they consistently (i)
omit high quality compounding businesses based on optically higher valuation multiples, and (ii)
commit to optically low valuation multiple businesses. The reason why Quality styled portfolios
outperform for long stretches of time (+50yrs) is because they consistently (i) commit to optically
higher valuation multiples of high-quality compounding businesses, and (ii) omit optically low
valuation multiple businesses. Very reasonably, Value style investors eschew optically high multiple
businesses because the share prices are often imputing levels of growth that they (value investors)
fear may not materialize.

The world is not short of examples of overpriced (high) growth. And while the number of overpriced
(high) growth businesses is exponentially larger than those who realize/actualize high growth (those
that in hindsight prove to be vastly underpriced), the adverse portfolio effects of missing out on the
latter (few companies whose compounding pulls the market’s average up) loom so large over the
detraction of returns by overpriced growth. An investor in South African equities is better off
understanding the mechanics of Quality businesses enough to own a fair share of them to avoid the
opportunity cost they impose on investment outcomes in the long term. In other words, value
investors think the effort of looking for the needle (long term compounding returns) in a haystack (a
market where mediocre companies far outnumber exceptional companies) is a bad use of time. They
forget that it is precisely because of the miniscule probability of finding a needle in a haystack that the
pay-off is astronomical!

To illustrate, one of Warren Buffett’s greatest attributes, in our opinion, is his ability to adapt his
investment style to paradigm shifts in economic value creation. Prior to purchasing See’s Candy in
1972, Buffett was a dyed-in-the-wool Benjamin Graham (deep value styled) investor. He purchased
companies at below book value, and/or at single digit price earnings multiples. See’s Candy was a
sharp departure from his practice of investing in optically low multiples. He bought the entire business
of See’s Candy for US$30m (price-earnings multiple of 25x). Since then, he injected an additional
USS$40m into the business. The investment outcome, however, will shock you. To date, See’s Candy
has generated over USS2bn in cumulative free cashflow (30.5 million multiple of the capital invested).
Is such a needle hard to find in a haystack? Yes, no question. Is it worth the effort? Without a shadow
of a doubt. Why? Because you cannot lose 30.5x money (unless you “short” a stock) but you can
certainly make 30.5m times the capital invested. It turns out Buffett found at least four needles in the
haystack that have accounted for most of Berkshire’s returns (See’s Candy, Geico, Coca Cola, American
Express)! Sure, Buffett lost money on airlines during Covid, but those losses (commission) pale in
comparison to the money he’s made on the four needles. Put another way, while the cost of owning
airlines is measurable (commission), the contribution of the four needles to Berkshire’s total returns
is so large that missing out on them (omission) would have been immeasurable!

Buffett’s outcomes resonate with those captured by Dr. Hendrik Bessimbinder of Arizona State
University in his seminal work, “Do Stocks Outperform Treasury Bills?”. He found that from 1926-2015,
only 4% of companies on US stock exchanges (over their lifetimes) drove the entire outperformance
of the equity market over Treasury Bills. These companies pulled the average return upwards while
the median return was less than that of the Treasury Bill. The 4% amount to 1’040 companies out of
a total of 26’000. This is the first of two known “free lunches” in investing, namely, 96% of companies
on the stock market sport higher risk than Treasury Bills and yet do not compensate the investor for
that risk. 4% of companies on the stock market sport risk lower than Treasury Bills and yet pay a much
higher return than Treasury Bills. This contradiction in terms is known as the Equity Risk Puzzle.



Timing the market as an error of omission

Dr. Bessimbinder has, over the years, both updated the study of US markets to recent history and
applied the same methodology to international markets. The handicap remained the same. Wealth
generation follows the Pareto Principle in the stock market as it does in the economy. Portfolio
construction that fails to recognize the material impact of the Pareto Principle on long term returns
suffers irreparable harm for that omission.

Let’s break down why omission is a sin (and commission is a mistake):

1. According to a Merryll Lynch study, the S&P500 has had negative annual returns 26% of the
time since 1926. The same study cites the likelihood of the S&P500 index having a negative
return over any rolling 12-month period at 27%. While a one in four chance of a negative
return does not look appealing, losses are well covered by returns in the good years. Over five
years, the chance of a negative return slips to 11%, over 10yrs it falls to 6% and over 15yrs to
zero. That is, if you’d held US equities (the index) over any 15yr period since 1926, you would
always have generated a positive return, thanks to a few needles in the haystack doing most
of the heavy lifting (pulling the average return over the hill).

2. Analysis by Morningstar shows that while most investors think they can beat the stock market
by avoiding its worst days, they in fact will not. Aside from how lucky one needs to be to “time”
a market crash perfectly, the most important point is that a consequential percentage of seeds
that beat the market are planted during the crash. It sounds counterintuitive but the best days
to invest take place during bear markets, not bull markets! To illustrate, US$10’000 invested
in the S&P500 between 2003 and 2022 would have turned into US$64’844. Now, 45% of those
gains were experienced from being in the market in 7 of the 10 worst days of corrections in
the measurement period. Had an investor stayed out for 60 of such days, investment returns
would have been 93% lower. Hartford Funds analysis of S&P500 returns from 1996-2025
demonstrates that good days happen in bad days. Of the 50 best days to invest in the market,
48% happened during bear markets, 28% during the first two months of a bull market, and
24% during the rest of the bull market. Again, we see that the further away an investor is from
the best days (bear market and as it morphs into the early days of a bull market), the lower
the returns you subsequently derive.

Thus far, we can derive two stylized points from our tour of errors of omission:
e Always commit to being fully invested
e Commit to finding needles in a haystack (even if it means getting some of them wrong).

Lack of diversification as an error of omission

The third error of omission relates to diversification, the lesser known of the only two free lunches.
Diversification is the practice of reducing the effect of the market’s movement on portfolio returns
(systematic risk). A beta of one means your portfolio inherits systematic risk from the market (goes up
and down in lockstep with the market). A portfolio beta of more than one means the portfolio is highly
leveraged to systematic risk (goes up and down more than the market). A beta of less than one means
the portfolio is less leveraged to systematic risk (goes up and down less than the market). But what if
you want a portfolio to capture as much upside of the market (beta of more than 1 in a rising market)
while capturing less downside than the market in a falling market (beta of less than 1)? This is what
we have successfully attempted to do to manage the risk of structural deficiencies of the JSE degrading
our investment (manage risk.



Figure 6: Capped ALSI Upside and Downside Capture of Capped ALSI (Over 60 months)

5YR PERIOD
Upside Capture (Average) 0.90
Downside Capture (Average) 0.76

Source: First Avenue, Statpro

The upshot of getting this right is that we produce a structurally lower volatility than the market and
outperform the market over most periods.

Figure 7: Rolling 1yr Volatility vs Market (Over 60 months)

1yr Rolling Volatility
20.0%

18.0%
16.0%
14.0%
12.0%
10.0%
8.0%
6.0%
4.0%

2.0%

—— First Ave Top 20 Eq First Ave Capped SWIX Composite Capped SWIX

0.0%
Apr-21 Aug-21 Dec-21 Apr-22 Aug-22 Dec-22 Apr-23 Aug-23 Dec-23 Apr-24 Aug-24 Dec-24 Apr-25 Aug-25 Dec-25

Source: First Avenue, Statpro

What makes an outcome like this possible? Many investors and fund allocators do not know that there
are three components to the movement in a stock (up or down). The average contribution of each of
the three components to the move in the price of a share is as follows:

e Systematic effect (macroeconomic factor): 50%

e Industry effect (sector factor): 20%

e |diosyncratic effect (company-specific): 30%

Diversification is the process of optimizing contributions of these three components to returns. This is
how it works:

e [diosyncratic effect:

As a Quality Style biased manager, idiosyncratic effect comprises the largest part of our portfolio. It
is also mildly correlated to macroeconomic and industry effects. For example, companies that sport a
structurally high cash turnover and low accruals will fall less than the market in a falling market (and
rise less than the market in a rising market) endowing the portfolio with defensiveness (lower volatility
and lower capital impairment).



e Macroeconomic effect

Yet our portfolios also sport companies that are highly sensitive to global growth (e.g., Basic
Materials). These tend to lead the market up or down and capture returns in excess of market
movement (beta greater than 1) in both directions.

e Industry effect

Sector effect is often thematic (e.g., regulatory risks where all hospital stocks rise or fall). A recent
example is the movement of precious metals, specifically, gold equities through which investors
address the breakdown in world trade and security (military) order. All gold equities will rise together
and fall together (not in the same quantum obviously) despite some being fundamentally better
companies than others. Domestic names (S.A. Inc.) often bear the brunt of (or benefits from) the
isolated movement in gold stocks, hence the negative correlation of gold equities with the rest of the
market.

Figure 8: Portfolio Holding Returns by Factor: 5Yrs to March 2026

Company Factor Total Return | Beta (3Yr)
Capitec Idiosyncratic 190.34% 0.87
BHP Macroeconomic | 11.24% 1.17
Anglo Gold | Industry/Sector | 343.15% 0.67

Source: First Avenue, Capital IQ

Now, straight away you can see portfolios that do not have an allocation of stocks to any one of these
three factors (on account of style, lack of understanding, or emotion) pay a herculean price. Omitting
sector specific effects hurts you very badly in the short term (as those portfolios without gold and
PGMs have recently found out). In Developed Markets (DM) omitting idiosyncratic effects
(compounding) hurts you irreparably in the long term. In commodity producing countries like South
Africa, Australia, Brazil Chile, etc., omitting macro-sensitive stocks (Basic Materials) also hurts you
irreparably in the long term. The more structurally impaired a market is (as most EM stock markets
are), the greater the need for diversification across the three types of factors. In other words,
overreliance on one type of factor, again on account of style, lack of understanding, or emotion,
imposes often insurmountable opportunity costs (from other factors) on a portfolio.

We are of course intrigued that Berkshire Hathaway runs a similarly constructed portfolio (diversified
by factor rather than number of companies) despite an abundance of companies that offer exceptional
idiosyncratic effects across the Developed World. For instance, Occidental Petroleum sits side by side
with See’s Candy in Berkshire’s portfolio. In the past, US airlines sat side by side with Geico. The South
Korean steel maker Posco (sold in 2014) sat side by side with Coke. Why? Because it doesn’t
necessarily follow that since Quality abounds in the world, you will not make devastating errors of
commission in your effort to identify “needles in a haystack”. The haystack is two dimensional with
Quality on one dimension and Valuation on another. Neither Quality nor Valuation are static — they
are in a constant state of flux (dynamic). Share prices are always attempting to calibrate the
strengthening or weakening of Quality and growth in a company. In other words, the haystack is
sometimes thin (a correction in the market reduces your risk of overpaying for a dynamically
weakening competitive advantage) or thick (bull markets increase your chances of overpaying for even
a dynamically strong competitive advantage). And make no mistake, whenever you find yourself
thinking 10 years out about a company, you are really deciding on the dynamism of its moat and how
much to pay for it. Calculus that involves less than 10 years is trading, not investing. If the starting
point is to underpay (use the cover of lower corrections to pick-up high-quality companies) an investor
is in luck if a rosy future unfolds (Quality strengthens). But as you can tell with the example of See’s



Candy, a 25x multiple was cheap in 1972. | shudder to think what the inflation adjusted PE multiple of
See’s Candy in 1972 would be today!

Since it is impractical to always wait for a market correction to buy high quality companies (put
another way, stocks of especially good companies spend more time going up than down), investors
are often in the same position Buffett found himself in when he bought See’s Candy in 1972. We often
contend with having to put money to work in High Quality when the haystack is thick (buying
potentially overpriced growth). The saving grace is our ability to hold a company for long periods
subsequently, and average lower as when the haystack randomly thins out. Our investment in The
Trade Desk (TTD) currently presents us with a beautiful opportunity to distinguish between Quality
and Growth.

We bought TTD at a forward price-earnings multiple of 60x many years ago. Today its forward multiple
is 11x. Is the de-rating of the stock an indication that the company’s Quality has deteriorated or that
the growth has slowed down materially? It is the latter, not the former. We know this because all the
elements that constituted the company’s competitive advantage then, are still present today. The
company’s client retention rate is still 95% today as it was Syears ago when we bought it. The company
still enjoys a 20% take rate today as it did back then. The company’s gross and operating margins
remain unchanged from where they peaked five years ago. The company’s cash conversion cycle is
the same. The company is debt free and in fact its cash balances rise with each passing year. More
importantly, it has stepped up its reinvestment rate and leads the industry in innovation. Many of its
technologies now serve as industry standards. All these factors point to Quality the company can
sustain. So, it is growth, rather than Quality that has led to the de-rating of the forward PE multiple.
Amazon looked at TTD’s operating profit margin and client gathering speed and saw an invitation to
enter the market. Amazon’s DSP is charging 1% vs TTD’s 20%, invoking Jeff Bezo’s famous line, “your
margin is my opportunity). Admittedly, TTD plays at the premium end of advertising while Amazon is
playing at the mass market end, nonetheless some advertisers have been lured by Amazon’s predatory
pricing. As a result, TTD’s growth in revenue slowed down from c¢.25% to now c.14%.
Commensurately, investors are no longer willing to pay 60x for slower growth despite all Quality
related metrics remaining the same. All the P.E. multiple is now communicating is a reset in investor
expectations.

If TTD can sustain its Quality metrics to grow at current rates (c.14%), it will prove a satisfactorily
profitable investment from these share price levels. Had Amazon not stepped in to impede the rapid
pace TTD was acquiring market share at and converting it into scale, TTD would have been a wildly
successful investment even from 60x PE multiple in-price. We are presuming, of course, that Amazon
will maintain sub-optimal pricing (1% take rate). However, should its pricing rise without an
accompanying improvement in technology that bests TTD’s, the growth pendulum will swing back in
favor of TTD (hence the need for TTD not to take its foot off the innovation pedal). On the other hand,
should TTD’s Quality metrics deteriorate, we would sadly have to acknowledge a collapse in our entire
investment case. Compare and contrast this with Asics, the Japanese sports apparel maker. Here, we
seem to have calibrated Valuation, Quality, and Growth correctly. Despite paying a high PE multiple
at the time of purchase, the Quality of the business has strengthened so much as to render the high
purchase P.E. multiple cheap. As we speak, Asics is steadily gaining share and scale (growing) faster
than all other sports apparel brands.



Figure 9: Dynamic interplay Between Quality and Valuation

Company Fwd. PE (x) at Purchase \ Fwd. PE Today \ Total Return  MSCI World Return
The Trade Desk 60x 11x -66.0% 74.6%
Asics 24x 28x 57.0% 40.9%

Source: First Avenue, Capital IQ

Anybody looking at our portfolio at this moment will wonder how a macroeconomically-sensitive
company (advertising is highly cyclical) trading at deep value metrics (TTD) sits side by side with an

idiosyncratically strong company (Asics) trading at rich growth metrics. Welcome to the problem
Berkshire is wrestling with!

A. Quality Growth Global Equity Strategy — High Tacking Error, Active Share, & Duration

In the last four (4) years, returns have concentrated on large cap Quality Growth Magnificent 7.
Holdings distributed along the market cap spectrum in Europe and the US means that the Quality
Growth fund has lagged the market. That said, while the fund underperformed the MSCI World Index

in Q1'2026, it fared much better than other global equity offerings in the local market. We believe
relative underperformance has bottomed out.

Figure 10: Quality Growth Strategy vs. MSCI ACWI (Q1 2026)

1yr Rolling Returns
60.0%

50.0%

40.0%

\
\
30.0%
20.0% A
10.0%
0.0%
-10.0%

-20.0%

-30.0% Global Equity (Quality Growth Fund) —— MSCI WORLD
-40.0%
N 60 00 60 00 O OO OO OO ©O ©O O O «f =« «+ o N &N N N on o0 0o N < & < < 10 n wn win
S A AU A A S S R S R S R S R R A R SR P T A )
EIJJ E c o g E c o g E c o 8 E c o 8 E c o 8 E c o 8 E c o 8 E c o 8 E
[} [} [} [} [} [} [} [}
as28o0s38a0s2880s3800s=28o0s388a0s2=38as 32400 s

Source: Statpro, First Avenue

We are building what we would like to suggest is a unique proposition by a local manager. Quality
Growth is a strategy that requires the guardrails of Quality to extract growth from the economy. The
latter, on its own, can be so difficult to handicap that it is often deemed speculative. Quality, on the
other hand, requires a track record in the fundamentals of a company that grounds an investment
case (gives management the right to sail further away from the shore). Quality Growth investing
counts, among its luminaries, distinguished investors such as John Maynard Keynes, Phillip Fisher
(Motorola), Charlie Munger (Costco), and, often enough, Warren Buffett (Coca Cola). These folks



demonstrated admirable skill at beating the market over long periods of time. It is simply an
unenviable task to beat the market for even a decade, let alone for as long as the luminaries of Quality
Growth investing have. They popularized companies that hitherto were unknown to the wider
investment community. In next quarter’s report, we will show you an illustration of how differentiated
our portfolio is relative to the average global equity fund on offer in South Africa.

Despite the setback to long-term returns in the quarter, we are confident that when this fund turns
10 years old in 2027, it will serve as a reliable local alternative to the best Quality Growth funds in the
world. The secret to outperforming in the decade ahead is to have balanced exposure across different
sectors, market caps, and countries. The outright dominance of the “tech” sector and large caps in
market leadership over the last 10 years will be severely tested in the next 10. The idea is to find
Quality companies, at reasonable valuations, across the world that are best positioned for growth
domestically (e.g., Cintas, Hemnet Group, REA Group) or globally (Tokio Marine, Novo Nordisk).

Figure 11: Top Ten Holdings: Global Equity Quality/Growth Fund Q1 2026

Top 10 Holdings

Global Quality Growth Fund

ALPHABET 5.3%
BERKSHIRE HATHWAY 3.4%
ASM INTL 3.1%
CAIXABANK 2.8%
AMAZON.COM INC 2.7%
VERTEX PHARMACEUTICALS 2.6%
MICROSOFT 2.6%
TEXAS PACIFIC LAND 2.5%
APPLE 2.4%
FICO.K FAIR ISAAC 2.4%

Source: First Avenue

B. Global Top 100 Quality Companies Fund — Low Tacking Error, Low Active Share

The low tracking error, low active share proposition of this strategy lends itself very well to
institutional client risk controls. The objective of this strategy is to outperform the index by 1.5% per
annum. Consequently, the strategy has outperformed the index by a cumulative 25% since inception.
While all the constituents of the portfolio bear the financial signature of Quality, the appropriate
characterization of the portfolio is Large Cap Blend. The scalability of this strategy allows it to play the
role of Core, in a core satellite portfolio construct.



Figure 12: Top 100 Global Equity Fund vs. MSCI ACWI: since Inception (US$) to Q12026
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Figure 13: Top Ten Holdings: Top 100 Global Equity Fund Q1 2026

Top 10 Holdings

Global Top 100 Fund

Nvidia Corp 2.88%
Apple Inc 2.24%
TotalEnergies SE 1.53%
Microsoft Corp 1.48%
Exxon Corp 1.47%
Caterpillar Inc 1.41%
Johnson & Johnson 1.33%
Merck & Co 1.32%
Chevron Corp 1.32%
SHELL PLC NEW 1.28%

Source: First Avenue, Curro



The two propositions could not be more different, and their use in client solutions could not be more
different. The Global Top 100 is better suited to perform the role of a Core allocation to replace the
index (MSCI ACWI). It sports a tracking error range of between 2.7% and 4.5%, an active share of 65%,
and a very low portfolio turnover (<5%). Its volatility is marginally above that of the index yet
outperforms the index by 1.5% per annum over 12 years. The Quality Growth proposition exhibits a
much higher tracking error (6-12%), an active share of 89%, and a portfolio turnover of 2%. Its
volatility is much higher than that of the index. It is a typical satellite strategy with an aggressive alpha
objective. That said, we are proud to say it produces outcomes that rank with the very best

international funds available in South Africa. In addition, both propositions stand head and shoulders
above the BEE cohort of global equity strategies.

Figure 14: Tracking Error: Top 100 Global Equity Fund vs. Global Quality Growth Equity
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Disclaimer

First Avenue Investment Management (Pty) Limited is approved as an Authorised Financial Service Provider in terms of
the Financial Advisory and Intermediary Services Act, 2002. (FSP 42693)

Registration Number 2008/027511/07

Registered Offices
Address: 61 Katherine street, Sandton, 2196
Telephone: (+27-11) 772-2484

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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