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January 22, 2021 
 
To: All Limited Partners 
Re: 2020 Review 
 
Dear Partners, 
 
Anabatic Fund, L.P. returned -11.7% net of fees in 2020. We currently own 11 investments in 10 companies 
and cash was 25% of assets at December 31, 2020. For the three years ending in 2020 the Fund returned 
2.4%, or 0.8% compounded annually.1 A detailed review of our investments and performance follows, but 
first is an evaluation of our process and overall framework.  
 

• Process – Our value-investing principles work over time, and it is my job to stay disciplined at all 
times. I remain focused on our process, and despite the temptation to overweight the disappointment 
of 2020, the situation calls for incremental improvements rather than an overhaul. A detailed review 
of our process and potential changes can be found below. 

• Patience – Our investments will often be held for years, and when companies are performing well 
they will be held indefinitely. Results will take years to develop and to evaluate.  

• Partnership – We strive to be a true partnership. All decisions are made knowing that I would want 
the same treatment if our roles as managing partner and limited partners were reversed. Applying 
that “golden rule” is a win-win proposition. 

• Returns – Our rolling three-year compounded annual return now stands at 0.8%, a sharp decline 
over the 8.6% reported on the same basis last year and the 7.5% result reported in this letter two 
years ago. This has been a difficult environment for many reasons, but what matters most is the 
future of the businesses we own. Our trailing three-year return is inadequate, but I have full faith 
that better days lie ahead.  

 
There is no sugarcoating 2020 – it was the most frustrating year in our partnership’s history and in my 
career. There is a lot of nuance required in a discussion of our results, and this was not an easy letter to write. 
It’s difficult to explain decisions that lead to deficient results without veering into “sour grapes” territory, 
even if the decisions hold up in hindsight.2 I will do my best to explain what, when, and why without resorting 
to excuses, counterfactual whining, or shouting into the wind. The goal is to lay out my rationale and let the 
reader decide whether the decisions made were reasonable.  
 
The short summary of our results is that we declined with the broader markets in February and March, but 
we then trailed the rebound for much of the rest of the year. It was painful to sit out the rally that lifted so 
many asset prices in 2020. Much of our lag was due to our large investment in shares of Armstrong (AWI), 
which produced a 2020 return of -20% compared to a gain of more than 18% for the broader U.S. equity 
market.3 A longer update on AWI can be found on page 6, but suffice it to say that I do not believe Armstrong 

 
1 Returns shown are for Series A investors, net of a 0.50% management fee and 10% performance fee as of December 31, 2020.  

Returns will vary for individual investors based on the timing of the initial investment. Certain performance calculations are 
prepared internally and have not been independently audited or verified by a third party.  The use of a different methodology 
for preparing, calculating, or presenting performance returns may lead to different results and such differences may be 
material.  Please see the additional important disclosures at the end of this letter for detail on the above calculations and 
other disclosures. 

2 Merriam-Webster’s recent “word of the day” was apologia, “a defense that typically focuses on explaining, justifying, or 
making clear the grounds for some course of action, belief, or position.” It is not to be confused with its modern cousin 
apology, which “generally involves an admission of wrongdoing and an expression of regret for past actions.” My aim in this 
letter is the former, not the latter.  

3 As reflected by the total return of the S&P 500. Both figures include dividends. Source: FactSet. 
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lost 20% of its value in 2020 or that it makes much sense for AWI shares to have trailed the market by 38 
points last year.  
 
We also fell on the wrong side of the digital and non-digital divide and the “growth” paradigm that drove 
much of the investment performance in 2020.4 More broadly, it felt like most of the things that could go 
wrong did go wrong. Over an investment horizon of any length there are bound to be times that lead to 
frustration and soul searching, and this is certainly one of those times. The goal is to come out stronger on 
the other side. 
 
Backing up a step, it is both bizarre and helpful to think of the year in a different context. I think any of us 
would have signed up for our actual results in 2020 had we been told a year ago what was about to unfold. 
Regardless of the chaotic headlines and without the benefit of hindsight, the last 10-11 months featured the 
most uncertainty – deep, actual uncertainty about what would happen to our economy and our country – of 
any period in my lifetime.  
 
And yet the explanations for financial results in 2020 start and end with confidence. Defense was out of favor 
in 2020, even though it was more important as ever. The massive destruction of economic value is clear, and 
it will take years to recover from the losses incurred, the debts accumulated, and the progress stalled by this 
pandemic. And yet U.S. equity prices hit record highs.5  
 
There is a long list of similar paradoxes from 2020. Unemployment skyrocketed to surreal levels, but the 
household saving rate increased to a degree not seen in many years. Despite the unemployment crisis, total 
employee compensation declined by “only” $50-75 billion, and that lost compensation was swamped by 
unemployment insurance, stimulus money, and other sources of income that lead to a total net increase in 
personal income of more than $1 trillion.6 Interest rates and fiscal policy are in uncharted territory, and the 
average U.S. investment-grade corporate bond in December 2020 yielded so little (1.85%) that the return 
was less than the expected rate of inflation (1.89%) for the first time on record.7 
 
So what? A pedantic catalog of crazy, often conflicting events all packed into one year is not helpful on its 
own. The point is that forecasting is hard. None of us – nobody – knew exactly how 2020 was going to play 
out. That idea is worth remembering when considering the never-ending stream of predictions about the 
future course of the virus, the economy, market returns, and asset prices.8  
 
Instead of forecasting, the focus here is on diagnosing opportunities, reacting to current conditions, looking 
to the future as a source of potential return and risk, and referring to the past as a guide to what may happen. 
“Risk means more things can happen than will happen,” as the wise Elroy Dimson once said.9 It seems that 
few investors today are pausing to consider that framework, let alone to ask what will happen if their 

 
4 That’s not to say that the big, well-known "tech” businesses are bad – far from it – or even overvalued. The poorly named 

FAANG-M group contains some of the best businesses the world has ever seen. They may or may not be priced for attractive 
returns, but it’s hard to argue that they’re at crazy bubble levels. I am not at all dismissive of their success or their prospects. 

5 A post-pandemic economic boom combined with extra – excessive? – fuel from low interest rates is a plausible explanation, 
if not a satisfactory one ex-ante. Some of the bullish arguments bantered around these days seem like those often heard after 
a hurricane or earthquake, when the supposed “stimulative” or “multiplier” effect of government-subsidized recovery 
spending is believed to provide magic fairy dust that trumps the massive waste of time, money, and real property inherent 
in any disaster. 

6 The cumulative after-tax personal income of all Americans was $1 trillion higher from March to November of 2020, an 
increase of more than 8 percent year-over-year https://nyti.ms/2McUFr5  

7 https://bit.ly/2N6c0SL  
8 Jason Zweig said it better than I can (as usual): “The only incontrovertible evidence that the past offers about the financial 

markets is that they will surprise us in the future. The corollary to this historical law is that the future will most brutally 
surprise those who are the most certain they understand it.” https://bit.ly/3sAZhb2  

9 https://bloom.bg/3bQ5ppT  

https://nyti.ms/2McUFr5
https://bit.ly/2N6c0SL
https://bit.ly/3sAZhb2
https://bloom.bg/3bQ5ppT
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assumptions prove to be wrong at some point. To avoid that trap, I spend many deliberate hours thinking 
about what works, what doesn’t work, and why. Preconceived notions are useless if they no longer fit the 
pattern of reality. I want to be the harshest critic of each of our investments and our overall investment 
framework. I question and examine all assumptions. I record the data, highlight the known and unknown 
factors, and mark the progress. I try to find people who disagree with me, and I listen to their views. 
 
To that end, there are plenty of valuable lessons from 2020. Every year should come with chances for 
improvement, but one good thing about a disappointing period like last year is that it can force that mindset 
to the forefront. Here are some areas for improvement that have my full attention. 
 
• Avoiding the “nirvana fallacy.” I need to make sure I don’t let the perfect be the enemy of the good. 

I enjoy doing deep, thorough research, but it comes with diminishing returns and an opportunity cost 
on the time spent. Just as risk cannot be boiled down to a single number, valuation or a margin for error 
cannot be precisely quantified either. No investment is perfect and there is no such thing as certainty. 
There have been several cases where I knew enough to be directionally correct in an investment and still 
did not act. Those were painful mistakes of omission, and I can do better at being approximately right 
about the future of a good business. I thought I had conquered this demon, but 2020 shows there is 
more work to be done. 

• Expanding horizons. Some of the big gains in 2020 were made in areas I can handicap with accuracy, 
but many were not. That speaks to normal variability and the natural limits of my own abilities, but it 
also highlights the need to broaden the scope of potential investment. The trick is to grow and learn and 
venture into new, productive areas without straying beyond the limits of comprehension and 
knowledge. With that in mind I’ve made a conscious effort for many years to learn about emerging 
businesses and various forms of nascent technology. There are some areas that will never be on our list, 
but there is always something to do and something to learn. 

• Practicing “aggressive patience.” Investing often rewards inactivity, despite incentives or 
psychological biases that can lead to harmful overactivity. That said, there must be a balance between 
waiting and acting, and when an opportunity arises it must be seized.  

• Acknowledging that prices create their own sentiment. In some ways this is just a form of 
reflexivity, a well-known concept that I’ve employed for years. And while there are certainly no plans to 
become a pure momentum trader, a year like 2020 is a good reminder that a powerful current of 
sentiment is enough to swamp almost all other considerations. 

 
It would be easy to feel snake-bitten to an extent, as almost nothing bounced our way in 2020. Outside of the 
remarkable rise in the shares of Builders FirstSource and a more moderate increase in the price of our new 
investment in Nintendo (see below), our portfolio was devoid of the big winners that drove much of the 
market’s performance. Even decisions that I can defend with the benefit of hindsight didn’t end up helping 
our cause in 2020.10 But that was then, and this is now. Our process works over time, and these 
improvements will help. The focus is on the future and making the best possible investment decisions.  
 

 
10 Hunter Douglas is the leader in the global market for window coverings. I’ve followed the company for years, and by the 2nd 

quarter some operational improvements were beginning to take hold and the shares were priced at a favorable level. I began 
buying shares of HDG, and after a few weeks we had a mid-size position when some doubt began to creep in. Management’s 
answers to some questions were less than reassuring. The Sonnenberg family – who own and control more than 80% of the 
common stock – kept a tiny amount of preferred stock outstanding for the sole purpose of giving them more than 90% of 
the voting control and enabling a squeeze-out of minority shareholders. Years ago, management had tendered for shares at 
prices that some large shareholders deemed unacceptable, resulting in litigation. Management professed no interest 
whatsoever in acquiring the remaining public shares, but something didn’t add up. International competition was also a 
growing concern. In short, there were just enough concerns to lead me to sell our shares (for almost exactly what we paid) a 
few months later. Sure enough, in December the company announced a bid by an entity controlled by the Sonnenbergs to 
acquire the remaining shares of HDG at a ~37% premium to what we had paid earlier in the year. 
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****** 
 
2020 might be best described as a securities-first kind of market.11 Without the need for sweeping forecasts, 
it is still worthwhile to remain aware of macro conditions, market trends, and big-picture factors by taking 
the temperature of the market around us. Are speculation and fraud prevalent, or is cash being hoarded by 
timid investors? Is fear or greed dominating the environment? Are the winners and losers being sorted out 
for rational and good reasons, or for random and bad reasons?  
 
None of those questions have clear answers, and none are determinative. But when they all point in the same 
direction they can be useful in establishing a basic posture of aggressiveness or defensiveness. Most of the 
time the answer is “neither” – markets rarely get misaligned with reality, and when they do that still may not 
be enough to offer any feasible course of action. Looking back at 2020, I still think aggressiveness was a risky 
proposition even though it’s clear that anything short of aggressive behavior was punished. 
 
One additional question and observation might help frame the discussion. At what point did prices in 2020 
get so low as to offer mispriced odds? The knee-jerk response is to look at the results, and on that basis the 
massive rally that began in late March stands out. But that analysis ignores the many scenarios that did not 
develop, and it does not assess the odds that were offered along the way. In real time the situation was far 
from obvious. Investors (not to mention citizens) in March 2020 were staring down the barrel of some very 
dark outcomes. Markets had convulsed and many asset prices fell sharply over a few weeks, but the starting 
point reflected optimism and benign economic conditions. So, did that brief window in the spring really offer 
a panic-drive buyer’s market? A look at the long-term level of the S&P 500 price-to-sales ratio is illuminating.  
 

 
 
The use of charts to tell a story – especially a complex story – is often fraught with hindsight bias, lack of 
context, or other problems. In this chart, many important factors like profit margins, taxes, interest rates, 
inflation, capital intensity, and others are only implicit. But across the broad market, a dollar of sales still 

 
11 “A business-first investor considers an entire business on its merits and then looks to see if the securities offer an attractive 

investment opportunity. A security-first investor considers the security first and the business second (if at all).” 
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must translate into a dollar of (perceived) value for investors, and there is scant evidence to support the idea 
that March 2020 marked a generational buying opportunity. Another interpretation would be that this time 
really is different, and the valuations of prior eras are no longer relevant.12 The explanations for this chart 
can go round and round, and they can provide an interesting historical perspective and a clue as to future 
guardrails, but they do not have any clear predictive powers.    
 
The data on that chart and the broader results of the past 10+ years do tell a story of pervasive optimism. 
Exceptional dips were short-lived and met with even more exceptional rebounds; every decline was a clear 
buying opportunity. The years-long investor doldrums of prior eras have disappeared in the past 40 years. 
Psychology in markets is difficult to analyze and all but impossible to predict.  
 
Companies demonstrating – or promising – growth have often been rewarded, while many others have been 
left far behind. Speculative behavior has prevailed the long-term protection of capital. Again, that is an 
observation with limited applicability. I do not subscribe to the theory that we’re repeating the late 1990s – 
or about to repeat the 1920s – because I think direct comparisons to prior market and economic bubbles are 
mostly a waste of time. There are lessons to be learned from every period in history, but every new period is 
unique. 
 
The main point of this exercise is to show how difficult – how impossible – it would have been to forecast 
this chart. An overlay of the real-world news events over this period would make that exercise even more 
confounding.13 The good news is that nothing in the preceding paragraphs is determinant when it comes to 
our future returns. As expensive as some assets might be, there is plenty of reason for optimism going 
forward. We don’t have to own the entire market, and we don’t have to own businesses that are overvalued. 
We have avoided mistakes that could have created a significant hole; a one-year decline of this magnitude is 
a painful bump in the road, but larger declines that often come with big mistakes, leverage or speculation 
can create an insurmountable deficit. Most of our 2020 decline was unrealized, and we still sit on unrealized 
gains in all of our current investments. The best reason for optimism remains the same as in prior years: we 
own good, durable businesses at reasonable prices that are set up to prosper in coming years.  
 

****** 
 
I’m often asked about the great divide between so-called “value investing” and “growth investing.” It is worth 
emphasizing that our results have nothing to do with this debate, even though it sucks up so much attention. 
I’ve always thought that dichotomy between “growth” and “value” investing was bogus. The terms aren’t well 
defined, and even in narrow use cases – such as some of the various “value” and “growth” index funds and 
mutual funds – they are so contrived as to be meaningless.14 They’re also not mutually exclusive; just the 
opposite is true, as the value of any financial asset is tied to the rate and terms of its growth.15 
 

 
12 This argument doesn’t hold much water either. A common rejoinder is that the Fed is “propping up” markets like never 

before, but even though the Fed’s tactics have changed it has been supporting markets in crisis for almost a century. Likewise, 
the laws of physics do not apply to valuation metrics, and every generation has had reason to cry that the new market 
paradigm is insane.  

13 The extreme dysfunction in American political life is beyond the scope of this letter, but it is a good example of the concept. 
It is also not something that should be taken lightly in its own right.  

14 “Value investing” as a strict program of buying securities within the bounds of low valuation or accounting markers was 
never meant to be the end of the story. But today the Russell 3000 Value Index “includes those Russell 3000 companies with 
lower price-to-book ratios and lower forecasted growth values.” S&P and MSCI both produce “value index” products – with 
many billions of ETFs tracking them – that determine the weighting of each security according to a few variables of historical 
accounting data (often, book value and moving averages of sales, earnings, and cash flow). As the economy has changed 
those simple metrics have become less relevant and the results speak for themselves.  

15 The simple absence of growth has nothing to do with “value investing” or with any intelligent investment process. Likewise, 
mean reversion as a narrow tactic hasn’t been effective for decades.  
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Use whatever terms you like, but the founding principles of sound investment will never change.  
 

• One form of value today (often cash) is exchanged for a return of that value in the future, plus an 
appropriate return. 

• Predictions are hard, and markets can be capricious, so leave some room for mistakes and bad luck.  

• Valuable insights are rare and require big doses of patience and a willingness to stand apart. 
 
That’s it. Those three sentences – my off-the-cuff rewrite of the classic Graham tenets – comprise the whole 
program. Find something understandable, buy it for less than you believe it to be worth, and be willing to sit 
tight. Use deep fundamental analysis to appraise the entire company, try to handicap and limit risk, beware 
of psychological factors, and keep a long-term orientation. Marketing efforts can conjure up all sorts of 
complexity, but it really does not have to be more complicated than that. 
 
Even though all successful investment must rely on immovable principles such as those outlined above, the 
tactics must change and adapt to the circumstances. Graham changed and evolved over the decades. So did 
Buffett. There is not a single successful investor who followed a certain playbook 20 or 30 years ago that has 
not moved forward and learned new strategies. Securities markets, the economy, and the world at large are 
not static environments, and it defies common sense that investing should be a static profession. As an 
investor, I have as much to learn from today’s successful venture capitalists, entrepreneurs, operations 
managers, chief accounting officers, and businesspeople of all stripes as I do from anything else.  
 
Select Portfolio Investments16 
 
Building Products and Housing – Armstrong (AWI) remains our largest investment, a position it 
has occupied for five years. We made our initial purchases in late 2015 and early 2016, adding more shares 
in 2017. During 2020 we added only a small number of shares given the already large size of the investment.17 
Our average cost is $37.20 per share.  
 
The 20% decline in the price of AWI shares in 2020 makes it feel like a lifetime has passed since 2019, when 
our AWI shares returned 63% and lapped the return of the broader U.S. equity market. But it’s worth 
remembering that AWI has still been a very good investment for us. Using February 1, 2016, as a proxy for 
the weighted average date of our investment in AWI shares, the stock has more than doubled, returning 
18.5% per year for almost five years.18 Over just the last three years – including a 3.8% decline in 2018 and 
the 20% decline in 2020 – AWI has still returned more than 25%, or 7.9% per year, although that trails the 
S&P 500’s return by almost half.19  
 

 
16 This section is used to discuss investments – both good and bad – that have had a material impact on our recent results or 

have the potential to do so in the future; it is not meant to be a comprehensive portfolio review. Please note that discussion 
of any positions currently being bought or sold, or any that may be difficult to buy or sell in the future, will be omitted. 

17 Many investors buy a little more when prices dip and sell a little when prices decline. as a response to the difference between 
price and perceived value or to capture pure price momentum. But such trading always comes with frictional costs and tax 
bills. It’s also harder to get many incremental decisions right than it is to get one major decision right. As business-first 
investors with a concentrated and long-duration portfolio, we prefer a high hurdle for the initial decision and a substantial 
commitment of capital. An increase or decrease in the price of 20% is normal volatility and not always a clear call to action. 
Even at a non-bargain valuation, it is preferable to hold a good business that is well understand so long as our return as 
investors is likely to be acceptable (generally in line with the return on the business’s own capital and ahead of our 
opportunity cost). As such, “trading around” is not going to be a major source of return in our portfolio.  

18 Calculated as the return from owning AWI shares from 1-Feb-2016 through 31-Dec-2020. The S&P 500 over the same period 
returned 16.7%, and the Russell 2000 returned 15.7%. This discussion is for illustrative purposes only, and actual investor 
results will vary. Source: FactSet. 

19 AWI is not a member of the major indexes, and it’s also been trounced by those indexes – the S&P 500 has produced a 
compounded annual return of more than 14%, while the Russell 2000 has returned more than 10% per year. 
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It is odd that a dominant, predictable business has produced such lumpy returns, and those lumpy returns 
are magnified by our concentrated position. Markets are known to do such things. I would be more than 
happy to sign up again for the returns we’ve earned over the last five years. Despite the rollercoaster ride, we 
should be glad to trade patience for a good return. That lesson applies to the future, too.  
 
Looking back at 2020, the 20% decline in Armstrong’s share price would imply that the company had a rough 
year. A look at the actual business tells a different, far more stable story. Despite having to shut down 
production and deliveries for most of the second quarter, and despite a huge reduction in the usage of all 
kinds of commercial space, the company suffered only a moderate decline in year-over-year results. Sales for 
2020 will likely fall by ~10%, but Armstrong should still post an operating margin better than 25% and a free 
cash flow margin above 20 percent.20 Few companies can point to profitability at those levels at the peak of 
a cyclical boom, let alone in the teeth of a pandemic-driven recession. Armstrong’s 2020 results also compare 
favorably to 2018’s results, with flat or higher sales, an improvement in margins, and a significant boost in 
free cash flow.  
 
Another way to frame the situation is to consider the structure of our ownership. If we owned the entire 
company and could distribute the excess cash generated this year – after all expenses, taxes, investments, 
capital expenditures, acquisitions and share repurchases – we would have a check in the mail for more than 
$200 million. That would be a one-year return (or yield) of approximately 10% on our cost basis.21 Likewise, 
we would have received cash equal to roughly half of our entire 2015-16 purchase price in just the past five 
years, and we would still own a dominant, healthy business with decades of profits and cash flow ahead of it. 
That experience would create a far different mindset about the company’s 2020 performance than what most 
shareholders have after they get a brokerage statement showing a 20% drop in the share price.  
 
I see no reason to be worried about the company’s medium- and long-term prospects. The balance sheet is 
healthy, new products and recent acquisitions are gaining traction, and the competitive gap is widening in 
Armstrong’s favor. This is among the most favorable competitive situations I’ve ever seen, and Armstrong is 
likely to continue to dominate the North American ceilings industry.  
 
As the economy reopens and recovers, commercial spaces of all kinds will need to be retrofitted or redesigned 
to accommodate a post-COVID world.22 Less density is a trend that could persist for some time, both as a 
response to the virus and as a reversion from the recent trends toward clustered, shared workspaces. 
(Average square footage per office employee decreased from 211 in 2009 to 194 in recent years.)23 
Armstrong’s repair and remodel revenue comes with high incremental margins and returns on capital. The 
company gets a further boost when many buildings use a remodel to improve the quality of their ceilings. 
 
Investments in the product line are paying off as well. New products introduced within the last five years – 
those with improved acoustical performance, light reflection and diffusion, aesthetics, fire suppression, and 
environmental sustainability – come with higher prices and better margins. These new products are now 
more than 40% of total sales, up from only 9% in 2010.  
 
A multi-year investment in digitalization has also made the company more responsive and efficient. Before 
and during the pandemic the company played a good mix of offense and defense – safe operations and a 
strong balance sheet were prioritized, but there was no need to stop investing in the business or making 
sensible acquisitions.   

 
20 Free cash flow is GAAP operating cash flow less all capital expenditures. Source: Company and Anabatic estimates. 
21 Anabatic estimates. For illustrative purposes only.  
22 For reference, Armstrong’s revenue is two-thirds to three-fourths repair & remodel. By sector, it is ~30% office, ~20% 

education, ~15% healthcare, ~15% transportation, ~15% retail, and ~5% residential (mostly multi-family). The sector with 
the most probable risk – new construction in commercial offices – is a mid-single-digits share of Armstrong’s business.  

23 Source: Cushman and Wakefield https://on.wsj.com/39Q9LMQ  

https://on.wsj.com/39Q9LMQ
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On the negative side of the ledger, new construction of commercial office space – the area that seems to get 
the most attention – is actually a small part of Armstrong’s business and it fared relatively well in 2020. The 
bigger headwind was discretionary repair and remodel projects, particularly for smaller and midsize projects. 
And the question there is more “when” than “if.”24   
 
The pre-pandemic concern about Armstrong focused on the lack of growth in the core market for 
Armstrong’s legacy mineral fiber ceilings. In most years demand will be up or down with the broader 
economy, but it is not a big secular growth story. There is real pricing power, however, and that combines 
with favorable mix from new products and the double-digit growth in the Architectural Specialties segment 
to produce total top line growth that should average at least 4-6% per year over the next decade. There is no 
doubt, however, that given Armstrong’s high incremental margins and returns on capital it would be better 
if the company grew at 25% instead of 5%.  
 
The debate over the return to work is a new wrinkle arising from the pandemic, and it is legitimate. No one 
knows how things will look in a few years. It seems rash to predict drastic and permanent changes, but they 
are possible. There will be some lasting effects, but any changes that put Armstrong at a permanent 
disadvantage seem very unlikely. People will again value the ability to come together, businesses will reopen, 
and life will continue. The workplace will evolve, with some portion of workers gaining added flexibility in 
work location. A day or two per week of at-home or remote work may be an enduring change from Covid-19 
just as the five-day work week was an enduring change from the Great Depression. Time will tell what sticks 
and what does not as we recover from the pandemic, but there is plenty of reason to expect Armstrong to 
persist in generating attractive economic returns.  
 
Builders FirstSource (BLDR) was one of the few bright spots in our 2020 results. BLDR shares 
appreciated by 60.6% as housing boomed and market sentiment turned bullish, but as usual, the ride was 
uneven. The share price approached $28 in late February…and then fell more than 65% over the next few 
weeks. From that spring low the shares more than quadrupled to close the year above $40 per share.  
 
The company performed well despite very difficult operating circumstances.  Demand whipsawed from 
strong to almost zero to booming in a matter of a few months. Gyrating commodity prices, constraints on 
labor, and stark regional disparities added to the complications. Solid financial results and plenty of cash 
flow also enabled the company to continue paying down debt.  
 
With the acquisition of ProBuild in the rearview mirror and the balance sheet in good shape, BLDR 
announced in late August the all-stock acquisition of BMC Stock Holdings (BMCH). The two companies had 
been talking about a deal before the pandemic, and as the industry dynamics came into focus over the 
summer they decided to finalize a deal (which closed on January 4, 2021). The merger also solves the 
succession issue created by the pre-pandemic announcement that Chad Crowe, BLDR’s CEO and longtime 
executive, planned to retire. BMCH CEO Dave Flitman will take over as CEO of the combined company on 
April 1st. 
 
BLDR was already the second-largest distributor in a fragmented industry, and the combined company will 
be almost as large as leader ABC Supply. As the industry recovers it is reasonable to expect further 
consolidation, and the savings and benefits from scale are real. It is also reasonable to expect some bumps 
in the road as the BMCH acquisition is integrated, just as BLDR experienced in the integration of its 
acquisition of ProBuild just a few years ago. 

 
24 2009 offers a decent parallel. New construction activity fell from the 2006-07 peak for several years, but only in 2009 was 

there a concurrent pause in repair and remodel activity. And in 2010 and 2011 that deferred spending on repairs and 
remodels came snapping back.  
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Unlike the leveraged acquisition of ProBuild, which left Builders’ balance sheet loaded with debt, the BMCH 
deal is all stock. Despite a pre-deal market capitalization of $3.3 billion for BLDR and $2.2 billion for BMCH, 
BLDR shareholders will own just 57% of the combined company and it’s not clear they got as much as they 
gave in this deal.  
 
We sold a significant portion of our BLDR shares in the second half of 2020 as the price skyrocketed. We 
entered January with a small remaining position that may be sold this year. Unlike Armstrong, which has 
been a bigger investment and one that has seen very little buying or selling over the past five years, we’ve 
been more active with BLDR given the much larger price fluctuations. Our initial purchases were made in 
2016, and some significant adjustments were made in late 2017 / early 2018 and again in late 2018 / early 
2019. The shares sold in late 2020 had roughly tripled from their purchase price.  
 
The company’s valuation today is discounting much of the potential upside in coming years but not much of 
the risk. Valuation is never the sole factor in a sell decision, and in this case the decision was a mix of market 
optimism, concerns about the pending integration of BMCH, the leadership succession, and tax 
implications.25 I also plan to follow the company closely, given its attractive attributes and history of 
performance. At a favorable price I would be glad to be a shareholder again.  
 
NVR, Inc. (NVR) was a new investment in late 2020. NVR is a homebuilder that uses a slight twist in 
strategy to outperform its peers. Instead of buying land outright, it uses options to acquire the rights to land 
it may need in the future. Other homebuilders have slowly come around to this improvement in their 
strategy, but few do it as well or to the same extent as NVR.  
 
The resulting returns on capital that NVR earns are impressive. Over the last five years NVR has averaged a 
20% return on assets, a 38% ROE, and a return on invested capital of more than 25%.26 The company’s 
operating margin improved from 10% to more than 12%, and free cash flow has more than tripled from its 
2012-2015 average.   
 
The key question, then, is whether those historical figures mean anything about the future. Those results 
were achieved with a modest tailwind – industry conditions were up and down but mostly helpful – as sales 
grew at a rate of more than 10% per year. Those benign conditions should persist, and they may well improve 
further. Demographics are favorable, demand is in-line with or ahead of supply, and mortgage rates and the 
overall lending environment should be supportive. In any given year the mortgage market, spending 
patterns, affordability, or even more natural disasters could play a role, but the overall picture is encouraging.  
 
At least as important is the qualitative aspect of management’s strategy. NVR has proven more than capable 
in responding to disasters like the housing and financial crisis of a decade ago and the recent pandemic. The 
company carries a significant cash balance, understands risk, and has a thoughtful approach to capital 
allocation.27  
 

 
25 Our average cost in BLDR is approximately $13.00. One upside from realizing gains in 2020 is that we were able to offset it 

against the realized losses in ALK and DAL. As a reminder, all investment decisions are based on a best estimate of the most 
probable combination of probabilities – in other words, what is most likely to happen from here. If that entails paying taxes, 
so be it. 

26 Source: FactSet and Anabatic estimates.  
27 Investment in the business and the land portfolio is the first priority, and it is well executed. The balance sheet is simple and 

clean, with more than ample room to absorb unexpected shocks. And management has done a series of share repurchases at 
intelligent prices, shrinking the share count by more than 2% per year for the past five years and almost 5% per year for the 
past decade. 
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The crux of our investment thesis is that this is a well-managed company, at a reasonable price, entering a 
favorable period for its core business. Precise forecasts of the industry are impossible, but within any range 
of reasonable multi-year outcomes NVR should do well.28 That may sound boring, but many successful 
investments sound boring at first. NVR is a good, growing business, and with patience there is reason for 
optimism. 
 

******* 
 
Media and Gaming – We established a new investment in Nintendo (NTDOY) during the second 
quarter of 2020, and it is now our third-largest investment. E-sports and video games are a hot sector right 
now, and the pandemic helped. “Nintendo Switch” was the #1 search on Amazon as the pandemic took hold 
– “Laptop” and “Airpods” came in 2nd and 3rd, respectively – but the Switch was a runaway hit before the 
pandemic and should be a mainstay for years to come.29 
 
Our investment is based on a few simple ideas that have roots going back several decades. Nintendo may be 
trendy right now, but it’s an old company that has managed an impressive blend of long-term stewardship 
and continuous innovation. Nintendo’s portfolio long-lived characters and intellectual property should 
produce a growing stream of earnings and cash flow for many, many years. In this investment duration is 
clearly on our side.  
 
A recent change has put Nintendo in an even better place than it was historically. After decades of hardware 
cyclicality – release a new console, ride a year or two boom-to-bust sales, rinse and repeat – the company 
has developed a durable hardware platform that can be refreshed and updated over time. The Switch, Switch 
Lite, and future versions (Switch Pro?) enable flexibility, growth, and renewal without having to start over.  
 
The company has also made an important and overdue switch to digital sales. From almost zero several years 
ago, Nintendo grew digital sales to 25% of all game software in FY 2019 and 47% in the six months ending in 
September 2020. That number should grow over time and could approach 60-70% within a few years. 
Importantly, those digital sales come with much higher margins. On a game that might sell for $60, the shift 
from physical to digital media might capture $5 to $10 of gross margin that was previously lost to retail 
middleman and the physical cost of goods sold. 
 
Nintendo’s growth has been impressive, and it is reasonable to expect the company to compound its sales 
growth at 10-20% per year for many years. The financial performance is already impressive – operating 
margins have crossed 30%, with free cash flow margins better than 20% – and results should improve further 
due to the operating leverage on incremental sales and the favorable shifts in the business model.  
 
The balance sheet is pristine, with net cash on the balance sheet equal to almost 20% of the equity market 
cap. There is also potential in other assets: Nintendo theme parks, stores, and media productions, as well as 
minority stakes in Pokemon, Niantic, the Seattle Mariners, and others. 
 
This is an investment I should have made a year or two ago. I have followed the company for years and had 
done enough work to have seen the emerging opportunity as early as 2018. Thankfully, the “nirvana fallacy” 
didn’t take hold and we now have a meaningful investment that I hope to own for years.  
 

 
28 Many of the rash purchases of far-flung vacation homes may induce some buyer’s remorse in coming years. On the flipside, 

the mass exodus from all big cities is more narrative than reality. But the underlying demand for single-family housing has 
outpaced new housing starts for many years, and conditions would suggest that demand is going to persist even as we come 
out pandemic conditions in coming years.  

29 https://ahrefs.com/blog/top-amazon-searches/ 
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******* 
 
Airlines (ALK, DAL, and SAVE) – As discussed in the March and April updates last year, we sold all of 
our shares in ALK and DAL in early March, having already sold the last of our SAVE shares in January before 
the pandemic surfaced. This post-mortem won’t repeat that discussion, but it is always helpful to look back 
on decisions with the benefit of hindsight.  
 
I’ve been asked if I regard the airline investments as a mistake. The simple answer is yes, in some ways, and 
no in others. Any loss of capital should be cause for reflection and some degree of regret. That said, there 
were no explicit mistakes of analysis. There were minor elements of my analysis that could have been better, 
but that is always true. The core thesis was sound, and ironically, held up through the pandemic as most 
airlines borrowed against their loyalty plans at valuations that were well above my appraisal. The risks 
inherent in Alaska and Delta were identified in advance. Reflecting on the probabilities, I still do not think 
those risks were underpriced.30  
 
When adverse conditions developed, they were met with a swift and decisive response. The great Peter 
Bernstein once said, “Many years ago, an older partner taught me to distinguish between outcomes that are 
unlikely and outcomes that are catastrophic. The latter are to be avoided even if the odds on them are tiny.”31 
In this case, I don’t think the odds of a catastrophe for shareholders were tiny; I think a large, permanent 
loss was the odds-on favorite. The unlikely odds – the tiny odds – were on a benign outcome for shareholders. 
 
Even with the benefit of hindsight, it is hard to reconcile the following set of facts: 
 

• Revenue declined 50-80% year-over-year, billions of dollars in cash was burned, and billions of dollars 
in new debt was incurred.  

• Billions of dollars in shareholder value was erased as JVs collapsed, assets were written down, 
unproductive costs accrued, and collateral was encumbered. 

• Financial distress grew so acute that multiple rounds of government investment were required (but did 
not come with meaningful shareholder dilution).32 

• A jumbled and vicious competitive landscape emerged, harkening back to the “bad old days” of 
competition based on market share and marginal (non-economic) cash inflows, regardless of returns on 
capital. 

• Some enterprise values – and in some cases, even stock prices – are now higher than they were a year 
ago.33 

 

 
30 All businesses face risks, and in this case, the risks we took were acknowledged up front and factored into the price. A 

pandemic was one of several potential events that could have hurt the industry. I had focused on a different kind of natural 
disaster – an earthquake or a volcanic eruption, among others – that could have erased demand for a period of many months 
or destroyed a lot of property. It was a risk, but a calculated one, and all businesses face them. 

31 https://www.jstor.org/stable/4479481?seq=1 
32 Why a private company would require federal support, rather than a bankruptcy process, is one question. There were other 

ways to support jobs/payrolls, and there was no shortage of available private capital. Why federal support would come in 
the form of support for equity holders – the very capital that is supposed to absorb loss – is another question.  

33 Ryanair is likely to be a beneficiary of the industry shakeout, but it’s still a bold bet to afford it a stock price 10% higher at 
Dec. 31, 2020 than a year prior. Likewise, Delta is trading at a (far) higher multiple of 2-year-forward EBITDA now than it 
has at any point in the last 15+ years. And it isn’t just airlines pulling forward a big recovery in their securities prices. By 
December 2020 a group of online travel agencies (BKNG, EXPE, TRIP) and a group of hotels (Marriot, Hilton Accor, IHG) 
had higher EV/EBITDA multiples, using two-year forward estimates of EBITDA, than they did in January 2020. That is an 
imperfect measure, to be sure – EBITDA is flawed in many ways, and forecasts can, of course, be wrong. The market could 
also turn out to be correct if demand comes roaring back soon enough. Time will tell. (Source: FactSet.) 
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Delta is a good example because it is a well-run company and it handled the pandemic as well as could be 
hoped. That said, the numbers are stark. Facing a normal year or even a non-pandemic-caused recession, 
Delta would have likely posted $4-7+ billion of operating profits and $2-5+ billion in free cash flow in 2020. 
Instead, due to Covid-19, Delta posted a pre-tax loss of $15 billion, burned $10-30 million of cash per day 
(more than $5 billion in total), wrote off several billion dollars in equity value due to bankrupt JV partners 
and scrapped assets, saw total debt more than double to $36 billion…and yet the enterprise value ended up 
higher than it was a year ago.34 It is possible, of course, that investors’ aggressiveness will pan out. Travel 
demand could come roaring back without igniting competitive fires, but that is a very tough balance to strike.  
 
It is ironic, if that’s the word, to be on the other end of the “What’s next?” versus “What’s it worth?” 
framework I have often invoked in this industry. For most of the past decade, after the financial crisis of 
2008-09 but before the pandemic, the industry saw benign competition, favorable consolidation, meaningful 
growth, healthy debt reductions, and plenty of free cash flow. But the “What’s next?” side of the debate 
trumped the question of value, and the conversation was largely one of waiting for the other shoe to drop. 
 
Now that the other shoe has dropped, to a far worse degree than ever seen before, the debate still seems to 
ignore value…but in the bullish context of near-term events. What comes next will entail positive short-term 
changes as revenues begin to recover some of the massive declines suffered in 2020, cash burn rates improve, 
and forward bookings turn up. But it’s now harder than ever to forecast the long-term worth of these 
businesses. Will competitive pressures equalize, or will excess supply and the race to make up for lost time 
result in a circular firing squad? Will co-branded credit card loyalty programs be as valuable as they once 
were? Will leisure snap back in 2021 as vaccines are deployed? Will any of this analysis matter if business 
travel is permanently reduced by 10%, 20% or more?  
 
This situation is much worse than 9/11, and going into that tragedy there was an uneven playing field – some 
airlines (Southwest, Alaska) were strong, while others were very weak. The strong prospered and won market 
share, but investment returns were still not good.35 The broader industry took years to recover. It was three 
years before industry capacity and eight years before the average fare reached their respective levels from 
2000.36 With far deeper problems and a more level playing field now, will this recovery somehow be faster? 
 
There are no definitive answers to those questions, and the upside case needs most or all of them to pan out. 
Leisure travel might see a snapback in 2021 or 2022, but that was already a competitive airline market in 
almost all geographies, and it’s going to be more competitive due to an excess of supply. Business travel is 
even more complicated. A permanent drop of 50% from 2019 levels seems harsh, but it should not surprise 
us if it takes three, five or even 10 years to reclaim the business travel levels of the pre-pandemic era. Some 
marginal and undesirable trips that can be replaced by video conferences may be gone forever.37  
 
The problem for airlines is that regardless of timing or specifics, all markets have surplus capacity. Global 
and U.S. airline seats are down more than 50% in January 2021 compared to a year prior, but that capacity 
is waiting on the sidelines. When those seats come back – and they will – there will be added maintenance 

 
34 In fairness, Delta’s enterprise value is only fractionally higher, and Alaska’s enterprise value is lower. The point stands. There 

are also plausible explanations for these prices, but they’re not convincing as a reason to own the business. In a world starved 
for yield, lenders piled into the capital structure to lend against real asset value or pick up a few basis points of return. In a 
market prone to speculation, traders piled into shares as a way to bet on a rebound in travel. Again, the point stands. 

35 Southwest is an excellent company and its common stock has been a great long-term investment, but its performance in 
the decade after 9/11 is a case worth considering.  

36 Even long-term winner Southwest took many, many years to recover its stock price of 2001. Source: FactSet and 
https://on.wsj.com/3sGtPZ6  

37 It is worth noting that the obituary of business travel has been written several times and been wrong every time, but it would 
seem reasonable to expect some small portion of business travel to be lost. The point remains that business travel was the 
economic engine for many airlines and even a 5% or 10% reduction would have massive ripple effects.  

https://on.wsj.com/3sGtPZ6
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and operational costs, timing that must be matched to demand, and a brutal competitive environment to 
navigate.38  
 
As an investor, none of this hindsight was an impediment to taking another shot – “once bitten, twice shy” 
can be just as problematic as throwing good money after bad. I would have been glad to find an attractive 
new investment had the price and odds allowed for it. There are also no regrets on the time spent here. Many 
lessons were learned about competitive dynamics, microeconomics, low-probability risks, and, especially, 
investor behavior. The people were exceptional and the relationships gained were invaluable. We also made 
great progress in the corporate governance project at ALK (see below), which I hope will be revisited in 2021 
and applied elsewhere.  
 
None of this is an attempt to gloss over the situation. We lost money (a small amount in DAL, and a moderate 
amount in ALK) and it is always regrettable to impair even a single dollar of capital. Beyond the result itself, 
I could have acted sooner. I was aware of the potential impacts from the coronavirus in January, but I waited 
for the actual data to materialize in late February and early March before selling our shares. At that point, it 
was clear that the world was going to change in a major way. Our investments were up against the probability 
of massive equity dilution, possible financial distress, unpredictable demand, potentially permanent shifts 
in consumer behavior, and years of competitive misery. I stand by that evaluation.   
 

******* 
 
Financials – Financial companies are a mixed group, but 2020 brought a daunting list of challenges.  
 

• Deposits skyrocketed at all banks. The relative merits of a strong deposit franchise are less important 
now than ever. 

• There is insufficient loan demand. By Fed estimates, a net $2.7 trillion flowed into bank deposits in 
2020, but too much of that cash is just sitting idle. 

• An ocean of capital looking for a home is creating pressure to lend on loose terms. 
• Rock-bottom interest rates and a flat yield curve are hurting margins and profits.  

• Companies bearing credit risk hope that liquidity from the Fed and an eventual economic recovery 
will allow the capital tied up in loss reserves to be released over the next year or two. The downside 
scenario would entail billions more in reserves that need to be charged against earnings and capital.  

• The burden of cybersecurity has never been higher and seems likely to get worse before it gets better.  
• Technological encroachment is real, even if it’s often overstated.  
• The ability to predict the pace and path of future technological change, competitive behaviors, 

regulatory developments, and macro influences might be at an all-time low. 
 
Other the other hand, some financial companies are cheap…and that’s the end of the “good news” section. 
Conditions must change for current prices to prove to be a bargain instead of merely cheap. 
 
Our only bank investment as of this writing is OceanFirst (OCFC), and its share of the portfolio is 
diminished. OCFC returned -24% in 2020 as the preceding list of problems took its toll. That said, the 
company remained reasonably profitable and performed quite well from an operating perspective. My 
respect for management is stronger than ever. The communication, procedures, protocols, and execution 
demonstrated through the pandemic crisis were exemplary, and companies of any size in any industry would 
have done well to emulate OceanFirst.  

 
38 Yes, there will be relative winners in this fight. Some airlines such as Southwest, Ryanair, Alaska, Delta, and Wizz went into 

the crisis with strong balance sheets and will emerge from with the same advantage. A few companies have even taken 
advantage of the situation by trying to play offense. It is still not clear that any of this will make for an attractive investment. 
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The future, unfortunately, could be difficult. OceanFirst’s primary attributes – its sticky, low-cost deposit 
base and its long-term relationships with customers – are not as valuable when all banks are swimming in 
new deposits. A prudent, conservative lending culture is also harder to maintain when peers throw caution 
to the win in a desperate bid to put money to work. More – and more accretive – acquisitions might be 
coming if sellers adapt to a bleaker outlook, but that won’t solve all the problems. An efficient operation 
produces lower returns on capital when excess capital and low interest rates weigh down total profitability.  
 
For now, we retain a small holding (approximately 3% of capital), but it is harder to be optimistic now than 
it was in prior years given the shifting odds. As conditions, prices, and other opportunities develop this 
investment will be revaluated over the course of 2021. 
 
We sold our shares in Ambac (AMBC) during 2020. The decision was based on concerns about the 
creditworthiness of many of the state and local entities whose bonds Ambac has insured. The Covid-19 
pandemic brought severe pain to many debt issuers, and the ramifications are going to be felt for years to 
come. There is little room for widespread credit deterioration given the inherent leverage in Ambac’s insured 
portfolio. And Ambac’s problems don’t end there.  
 
A major reason for owning shares in AMBC for all these years was the pending litigation against Countrywide 
and Bank of America. The details can be found in prior letters, but the short version is that Ambac is pursuing 
litigation that was substantively identical to litigation that was filed and settled by a peer insurer in 2013. 
(2013 also happens to be the year we made our initial investment in Ambac shares, shortly after the company 
emerged from bankruptcy.) 
 
In keeping with the stark divide between winners and losers in the pandemic, Ambac lost again on this front. 
The Countrywide trial, originally scheduled for the spring of 2020, was delayed as the pandemic set in. As 
the February 2021 trial date approached and looked unrealistic, it was postponed again, this time 
indefinitely. The trial or preceding settlement should happen...at some point. But the potential gain from a 
settlement or jury award and the ticking statutory interest are not enough, in my opinion, to offset the 
increased credit risk and our opportunity cost in holding the shares. Even if the litigation were to be settled 
tomorrow and the company were sold at a premium to Assured Guaranty – both outcomes I regard as likely 
at some point in the future – it is hard to argue that we are being adequately compensated for the risks in 
owning the shares between now and then.39  
 
In 2019 we did not buy or sell any AMBC shares and they appreciated by more than 25%. I wrote two years 
that 2019 would likely be the end of our Ambac investment, expecting at the time for the long-delayed 
Countrywide settlement to materialize. In the January 2020 letter I issued a partial mea culpa for the over-
optimism on the timing. Noting that the trial had finally been scheduled, I added that I was “looking forward 
to writing the post-mortem on this idea…hopefully in our next letter.” 
 
Unfortunately, that post-mortem has arrived on schedule but not with the results I expected. Ambac was not 
a successful investment, but the good news is that we realized a very small loss, selling the last of our shares 
at almost exactly the price we paid. The real burden comes in the opportunity cost. We would have been 
better owning many, many other assets during the years we owned Ambac shares. It was a small portion of 
the portfolio, but it was still a misallocation of time and resources on my part. The time spent was instructive 

 
39 In December 2020, well after we sold the last of our shares, Ambac announced purchase of 80% of the membership interests 

of Xchange Benefits and Xchange Affinity Underwriting Agency, a property and casualty Managing General Underwriter 
specializing in accident and health insurance. The company had been searching for many years for an acquisition that could 
be a source of complimentary income to offset its massive NOL position. Financial terms were not disclosed, and details are 
scant beyond Ambac’s assertion that it expects the Xchange acquisition to be accretive and allow it to use its NOLs.  
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in some helpful ways, but I should have been able to avoid relearning the main lesson – in cheap but low-
quality companies time is not our friend. The shares were cheap when we bought them, cheap while we held 
them, and cheap when we sold them. Because the company was a slow-motion liquidation with a long tail of 
assets and liabilities, the value of the enterprise was stagnant (at best) over the years and did not keep up 
with any measure of opportunity cost.  
 
We sold our shares of Schwab (SCHW) in 2020 due to a combination of valuation and (over)optimism, 
the pending integration of the TD Ameritrade acquisition, cultural and leadership changes, and taxes. 
Schwab has the added challenge of fundamental headwinds. The company makes most of its money on the 
spread between interest paid on clients’ cash balances and the interest Schwab earns (mostly by holding 
Treasurys) on that cash. The current interest rate environment makes that proposition has hard as it’s ever 
been. It’s impossible to pinpoint the future course of interest rates, but current conditions are difficult to say 
the least. Something will have to change for Schwab to achieve its prior level of profitability. 
 
Schwab does retain many attractive characteristics, and the company bears watching. Management has 
proven adept at managing its business to meet the environment even as commissions have dwindled to zero, 
interest rates have plummeted, index funds have grown, and retail trading has shifted. The integration of the 
TD Ameritrade acquisition will be a massive and complex undertaking, but the potential payoff is material. 
Like BLDR, it would not be hard to imagine owning shares of Schwab again at a favorable price. 
 
Berkshire Hathaway (BRK.B) falls here even though it is much more than a financial company. It is also 
one of the biggest and best-known companies in the world, so this idea will get more yawns than cheers. As 
with NVR, that’s fine – good ideas are often boring.  
 
Our investment in Berkshire grew to material size during 2020 and is now among our top three holdings. 
Berkshire’s large investment in Apple shares has turned into a home run, and the rest of Berkshire’s 
collection of businesses performed well given the circumstances. The company’s massive cash pile – which 
acts as both a source of opportunity and a short-term anchor on performance – has also continued to grow. 
The share price, however, lagged by a wide margin in 2020, finishing the year +2% and lagging the S&P 500 
(of which it is the 8th-largest component) by 16 points. More importantly, Berkshire now trades at a 
meaningful discount to a conversative estimate of its worth.  
 
There isn’t much new to be said about Berkshire or Warren Buffett, and a long exposition of the company’s 
virtues or Buffett’s management philosophy and investment acumen wouldn’t add much to this discussion.  
In fact, this is the first-ever mention of Buffett in one of our letters, despite having spent many hundreds of 
hours studying him and his process. What matters as shareholders is that we own a great collection of assets, 
run by a capable group of people, at a valuation that makes sense and offers an attractive return in coming 
years. 
 
Capital allocation, corporate governance, and investor relations 
 
This is the third consecutive annual letter – on top of several related presentations – that includes a 
discussion of capital allocation, corporate governance, and investor relations. Hopefully by now the 
principles are clear and the need is apparent. At this point I was hoping to have at least one concrete example 
to prove the use case, but as with so many things, 2020 had other plans.  
 
A conversation with Alaska CEO Brad Tilden in November 2018 spurred much of this initiative. It grew into 
a project on capital allocation and investor relations that stretched into 2019. We both devoted dozens of 
hours of time and attention, and I was very excited about the results and what they would lead to in the 
future. 
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On Alaska’s 4th quarter earnings call on January 29th, 2020, the company announced an exciting step 
forward. I cannot improve on the comments senior management made on that call: 
 

“We've been working on concrete goals around capital allocation, specifically related to free cash flow 
generation and returns of capital. You hear us talk often about the value we create for our guests and 
employees, and our board has always been supportive of this. They've challenged us to also model 
the same clarity in our long-term commitments to owners. So we've created a document that we hope 
to share with investors this spring that provides insights on our management's philosophy and that 
covers the financial targets that we should be held accountable to. The working title of this document 
is called the Owner's Manual. We plan to share more about it at our annual shareholder meeting on 
May 12th. 
 
“The Owner's Manual will serve to build on [our capital allocation] history by documenting and 
memorializing goals in several areas, including free cash flow generation, leverage, returns to 
shareholders, ROIC, and pre-tax margins. It also discusses the factors that have driven and will drive 
our continued success, including the way we serve customers, how we offer value to and create loyalty 
with guests, and the critical importance of operating with excellence and being a great place to build 
a career for our people. 
 
“It’s a pretty comprehensive document, [and] it shares our competitive advantages, our management 
philosophy, our style and then sets up guideposts for long-term financial performance.” 

 
It was a beautiful thing when sell-side analysts’ questions about the timing and details of possible capital 
expenditures were met with explicit references to the Owner’s Manual and the principles it encompassed. 
Think about how much simpler, more efficient, and more transparent the company-stakeholder relationship 
would be if a document like this governed the process. 
 
Unfortunately, we all know what happened in the following weeks and months. Even though Alaska’s rollout 
of its Owner’s Manual was put on hold in 2020, and even though I regret that my work on it and our years of 
ALK ownership were cut short by the pandemic, there is plenty of reason for encouragement. Alaska will 
revisit the Owner’s Manual in the future, and management should be commended for its initiative and 
leadership on this project – Alaska as a company will be stronger for it. We should all hope that more 
companies follow suit. 
 
Business Updates 
 
The switch from semi-annual to annual letters was ill-timed a year ago, as the conditions caused by the 
pandemic just a few weeks later necessitated two interim updates. But the format served its purpose, and the 
commitment remains to send one comprehensive update per year with shorter updates as needed in the 
interim.  
 
Last summer John Mihaljevic, CEO and Chairman of MOI  Global, invited me to be a panelist on his newly 
launched podcast, “This Week in Intelligent Investing.” It’s been an interesting and productive conversation 
so far, and it’s been a great learning tool for me. It can be found at twiii.podbean.com or on any of the major 
podcast providers. 
 

******* 
 
The audit and K-1s should be completed on a schedule similar to last year’s. Please contact Kristin or me if 
you need an update on the delivery schedule, a tax estimate, or anything else.  
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Kristin was her usual, dependable self despite the crazy circumstances swirling around us. I never imagined 
that she would have to juggle as much as she did – all without setting foot in the office from early March 
onward – during 2020, but she pulled it off without the slightest hitch. If nothing else, 2020 should make us 
all appreciate the people who can do their jobs and do them well, no matter the circumstances. 
 
Sincerely, 
 

 
 
Philip C. Ordway  

Managing Principal  

pordway@anabaticllc.com  
 

Kristin Hartman, CPA, CFA 1 Oakbrook Terrace 
Chief Operating Officer & Chief Financial Officer Suite 803 
khartman@anabaticllc.com Oakbrook Terrace, IL 60181 

 
 

mailto:pordway@anabaticllc.com
mailto:khartman@anabaticllc.com
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IMPORTANT NOTE 
 

Gross Long and Gross Short performance attribution for the month and year-to-date periods is based 
on internal calculations of gross trading profits and losses (net of trading costs), excluding 
management fees/incentive allocation, borrowing costs or other fund expenses.  Net Return for the 

month is based on the determination of the fund’s third-party administrator of month-end net asset 
value for the referenced time period, and is net of all such management fees/incentive allocation, 
borrowing costs and other fund expenses.  Net Return presented above for periods longer than one 
month represents the geometric average of the monthly net returns during the applicable period, 

including the Net Return for the month referenced herein.  An investor’s individual Net Return for the 
referenced time period(s) may differ based upon, among other things, date of investment.  In the event 

of any discrepancy between the Net Return contained herein and the information on an investor’s 

monthly account statement, the information contained in such monthly account statement shall 
govern.  All such calculations are unaudited and subject to further review and change.   
     
For purposes of the foregoing, the calculation of Exposure Value includes: (i) for equities, market 

value, and (ii) for equity options, delta-adjusted notional value.     
 
THE INFORMATION PROVIDED HEREIN IS CONFIDENTIAL AND PROPRIETARY AND IS, AND 

WILL REMAIN AT ALL TIMES, THE PROPERTY OF ANABATIC INVESTMENT PARTNERS LLC, 
AS INVESTMENT MANAGER, AND/OR ITS AFFILIATES.   THE INFORMATION IS BEING 
PROVIDED SOLELY TO THE RECIPIENT IN ITS CAPACITY AS AN INVESTOR IN THE FUNDS OR 

PRODUCTS REFERENCED HEREIN AND FOR INFORMATIONAL PURPOSES ONLY.   
 

THE INFORMATION HEREIN IS NOT INTENDED TO BE A COMPLETE PERFORMANCE 
PRESENTATION OR ANALYSIS AND IS SUBJECT TO CHANGE.  NONE OF ANABATIC 

INVESTMENT PARTNERS LLC, AS INVESTMENT MANAGER, THE FUNDS OR PRODUCTS 
REFERRED TO HEREIN OR ANY AFFILIATE, MANAGER, MEMBER, OFFICER, EMPLOYEE OR 
AGENT OR REPRESENTATIVE THEREOF MAKES ANY REPRESENTATION OR WARRANTY 

WITH RESPECT TO THE INFORMATION PROVIDED HEREIN.  AN INVESTMENT IN ANY 
FUND OR PRODUCT REFERRED TO HEREIN IS SPECULATIVE AND INVOLVES A 
HIGH DEGREE OF RISK.  THERE CAN BE NO ASSURANCE THAT THE INVESTMENT 
OBJECTIVE OF ANY SUCH FUND OR PRODUCT WILL BE ACHIEVED.  MOREOVER, 

PAST PERFORMANCE SHOULD NOT BE CONSTRUED AS A GUARANTEE OR AN 
INDICATOR OF THE FUTURE PERFORMANCE OF ANY FUND OR PRODUCT.  AN 
INVESTMENT IN ANY FUND OR PRODUCT REFERRED TO HEREIN CAN LOSE VALUE.  

INVESTORS SHOULD CONSULT THEIR OWN PROFESSIONAL ADVISORS AS TO LEGAL, TAX 
AND OTHER MATTERS RELATING TO AN INVESTMENT IN ANY FUND OR PRODUCT.   

 
THIS IS NOT AN OFFER TO SELL OR SOLICITATION OF AN OFFER TO BUY AN INTEREST IN A 

FUND OR PRODUCT.  ANY SUCH OFFER OR SOLICITATION WILL BE MADE ONLY BY MEANS 
OF DELIVERY OF A FINAL OFFERING MEMORANDUM, PROSPECTUS OR CIRCULAR 
RELATING TO SUCH FUND AND ONLY TO QUALIFIED INVESTORS IN THOSE JURISDICTIONS 

WHERE PERMITTED BY LAW.  
 
ALL FUND OR PRODUCT PERFORMANCE, ATTRIBUTION AND EXPOSURE DATA, STATISTICS, 

METRICS OR RELATED INFORMATION REFERENCED HEREIN IS ESTIMATED AND 
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APPROXIMATED.  SUCH INFORMATION IS LIMITED AND UNAUDITED AND, ACCORDINGLY, 
DOES NOT PURPORT, NOR IS IT INTENDED, TO BE INDICATIVE OR A PREDICTOR OF ANY 
SUCH MEASURES IN ANY FUTURE PERIOD AND/OR UNDER DIFFERENT MARKET 

CONDITIONS.  AS A RESULT, THE COMPOSITION, SIZE OF, AND RISKS INHERENT IN AN 
INVESTMENT IN A FUND OR PRODUCT REFERRED TO HEREIN MAY DIFFER SUBSTANTIALLY 
FROM THE INFORMATION SET FORTH, OR IMPLIED, HEREIN. 

 
PERFORMANCE DATA IS PRESENTED NET OF APPLICABLE MANAGEMENT FEES AND 
INCENTIVE FEES/ALLOCATION AND EXPENSES, EXCEPT FOR ATTRIBUTION DATA, TO THE 
EXTENT REFERENCED HEREIN, OR AS MAY BE OTHERWISE NOTED HEREIN.  NET RETURNS, 

WHERE PRESENTED HEREIN, ASSUME AN INVESTMENT IN THE APPLICABLE FUND OR 
PRODUCT FOR THE ENTIRE PERIOD REFERENCED.  AN INVESTOR’S INDIVIDUAL 

PERFORMANCE WILL DIFFER BASED UPON, AMONG OTHER THINGS, THE FUND OR 

PRODUCT IN WHICH SUCH INVESTMENT IS MADE, THE INVESTOR’S “NEW ISSUE” 
ELIGIBILITY (IF APPLICABLE), AND DATE OF INVESTMENT.  IN THE EVENT OF ANY 
DISCREPANCY BETWEEN THE INFORMATION CONTAINED HEREIN AND THE INFORMATION 
IN AN INVESTOR’S MONTHLY ACCOUNT STATEMENT IN RESPECT OF THE INVESTOR’S 

INVESTMENT IN A FUND OR PRODUCT REFERRED TO HEREIN, THE INFORMATION 
CONTAINED IN THE INVESTOR’S MONTHLY ACCOUNT STATEMENT SHALL GOVERN. 
 

NOTE ON INDEX PERFORMANCE 
INDEX PERFORMANCE DATA AND RELATED METRICS, TO THE EXTENT REFERENCED 
HEREIN, ARE PROVIDED FOR COMPARISON PURPOSES ONLY AND ARE BASED ON (OR 

DERIVED FROM) DATA PUBLISHED OR PROVIDED BY EXTERNAL SOURCES.  THE INDICES, 
THEIR COMPOSITION AND RELATED DATA GENERALLY ARE OWNED BY AND ARE 

PROPRIETARY TO THE COMPILER OR PUBLISHER THEREOF.  THE SOURCE OF AND 
AVAILABLE ADDITIONAL INFORMATION REGARDING ANY SUCH INDEX DATA IS AVAILABLE 

UPON REQUEST.  
 


