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 It is a difficult time when markets are volatile but it is a necessary condition which creates 

dislocation in pricing and gives value managers like us opportunities to invest. 
 Our main focus right now is to invest in large-cap blue chip companies due to their low prices, 

strong balance sheets and ability to generate substantial cash flow – all ingredients to create 
value. 

 During volatile times, blue chip companies restructure their organizations and review their cost 
structures to find more opportunities for growth. 

 We believe that equities are attractive right now. The TSX’s current yield (when looking at the 
overall index) is 3.6% while the Government of Canada Bond is 1.2%.  

 The Canadian government will not be increasing the coupon rate on its bonds over the next 10 
years while the stocks we hold have the ability to increase their dividends, albeit it comes with 
some equity risk. 

 The same opportunity is available in the U.S., but not as great, with the S&P 500’s yield at 2.35% 
(as of January 20) in comparison to the 10-year bonds, which are just under 2%. 

 When equity yields are greater than bond yields it has generally (keep in mind the markets are 
still volatile) been a good entry point for equities. 

 When reviewing our Canadian portfolios, 73% of the companies we own have yields in excess of 
the Government of Canada 10-year bond.  

 When reviewing our U.S. portfolios, approximately 65% of the companies have yields in excess 
of the U.S 10-year bond. 

 In regards to the dividend portfolio, 97% of the companies are above the 10-year bond yield. 
 We are seeing that investors’ fear and uncertainties are driving down the share price of great 

companies well below what we deem is fair value. 
 Through research and analysis we aim to have a large margin of safety – which is our value 

opportunity (the North American rails are a great example). 
 The Valuation, Mean Reversion, Economic Moat, Risk (VMER) process is how we analyze a 

company. One of the most important of the four fundamentals in today’s conditions is the 
economic moat.  

 Does the company have a competitive advantage? For example, in the rails industry, the 
companies we have purchased have a monopoly and will always be moving goods. They cannot 
be supplanted by the Internet or other modes of transportation. 
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 For each company that we consider, we use the Probability-Weighted Average Price (PWAP) 
model to gauge the size of the opportunity. 

 We look for companies with $3 of upside and $1 of downside. 
 In this environment, we’re easily finding companies that offer better than 3-to-1 from a long-

term perspective (i.e. 3-5 years). 
 The following chart is the most compelling chart in our opinion; it is a quantitative/statistical 

way of looking at the value opportunity in Canada: 
 

 
 

 The chart simply says, “for inexpensive stocks, how cheap are they relative to the growth part of 
the market” – the lower the line goes, the cheaper value stocks become which in turn highlights 
the current opportunity in value. 

 The best time for a client to be invested in value is when the line is above 0%. 
 Based on this chart we are at a point in time, outside of the financial crisis, that has proven to be 

in the zone where value stocks start to outperform – a time when it’s advantageous to buy these 
stocks. 

 When this point forms, it tends to be a good time for value stocks, equities and the overall 
market (as seen in 2008-2009) – but this again doesn’t mean you will not see some volatility or 
slightly better pricing still first. 
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 When the line is greater than 1%, value has always outperformed over the following one-year 
period with positive returns for the market – although historically, this may still get worse 
before it gets better. 

 Touching upon the energy sector, we are currently marginally underweight this sector due to 
the uncertainties at the moment and we remain cautious. 

 Looking at the performance of the S&P 500, if we were to take out Facebook, Amazon, Netflix 
and Google (FANG), the performance of this index was relatively flat. 

 Out of the S&P 500 stocks roughly 57% of them were down more than 20% from their 52-week 
highs as of January 20, 2016. 

 This type of performance reminds us of the markets in 2000 and 2007, which tends to be a good 
set up for value to outperform going forward, but we have to go through this volatile period 
first. 

 To support our stock selection decisions, our non-energy holdings outperformed the S&P and 
TSX by over 400 bps. 

 Three examples of stocks (all being large positions in our portfolios) that have performed well 
recently are: Magna International, CCL Industries and Alphabet (Google).  

 Out of the FANG stocks, Alphabet is the only one in which we can invest in based on valuations – 
it is currently priced at under 20x earnings. 

 This company is well positioned as the world moves toward the “cloud”. 
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