DISCLOSURE & LIABILITY STATEMENT
Terms of Use
The contents of this presentation solely represent the views and opinions of Aventine Management
Group Inc. (AMG). Information presented in this document is the result of research theories that have
been compiled and tested over time by AMG, constituted from third-party data believed to be reliable
at the time of publishing, but we make no guarantees about its accuracy. Where performance of AMG
strategies may be presented, these figures are net of both fees and expenses, and represent
annualized performance for all periods in excess of one year.
This document is distributed for information purposes only and should not be considered as
investment advice or recommendations to purchase or sell any security, strategy or investment
product. Opinions expressed herein may change without notice. AMG makes no representation as to
the future performance of any security, strategy or investment product mentioned herein and accepts
no responsibility or liability for any decision or action taken by you or any third party in reliance on this
information. The strategies discussed herein may not be suitable for all investors.
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INTRODUCTION
Quarterly Investment Strategy Update
The purpose of this presentation is to communicate the current market views of AMG’s President and
Chief Investment Officer, Andrew Shortreid. As the portfolio strategist for our private wealth clients
Andrew executes the day to day investment activities for all individual and corporate client accounts at
Aventine on a discretionary basis. The views presented herein will be most representative of a
portfolio being managed under our “Balanced” strategy, but they are also applied to portfolios
managed under other strategies as well (Income, Growth). This presentation will generally take the
following format:
1.
2.
3.
4.

Recap of recent market and portfolio activity.
Review of the current macroeconomic picture.
Review of our market risk indicators, such as sentiment, volatility and valuation.
Summary and outline of expected future activities.

Because many of the concepts we discuss can be relatively complex or unfamiliar to non-professional
investors, we seek to mostly communicate our thoughts through charts and other images, while using
plain language to provide color commentary to the extent possible.
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Q3 MARKET RECAP
Global Equity Markets

Canadian Income Markets
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Global equity markets reached multi-year highs during the quarter. This represented a strong rebound from Q2
which ended on a sour note due to fears that central banks would soon begin tightening monetary conditions.
Performance was led by European Stocks (the “ESX 50”) which rose 14% over the period, but most markets
posted strong returns. In contrast to equities, most fixed income securities declined over the quarter. In Canada,
REITs bore the brunt of the selling action and fell 7% over July and August before recovering somewhat in
September. No major segment of the income market produced positive returns during the period.

SOURCE: THOMSON FINANCIAL, AMG
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Q3 MARKET RECAP
Currency Markets
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Currencies experienced moderate volatility during the quarter with both the Canadian dollar and Japanese Yen
falling 2% versus the US dollar, while the Euro strengthened 4% on improving economic sentiment. Looking
ahead we believe that each of these trends should follow through into Q4. The broad commodities index
(“CRB”) was little changed over the period as energy-related commodities (oil and natural gas) traded higher but
metals and agricultural commodities were generally weaker. Forecasts for a bumper crop nearly halved the
market price of corn over a six week period between June and August. Canola (“RSX”), which we have exposure
to, traded 10% lower but remains at historically high levels.
SOURCE: THOMSON FINANCIAL, AMG
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Q3 STRATEGY& TACTICS RECAP
In general, the past 3 months have seen our activities focus on harvesting profits and reducing exposure to
“risky” assets, at a measured pace. Recently sold positions have not been replaced by new ones, resulting in
lower equity exposure and a rising cash balance across most client portfolios relative to earlier in the year.

JULY

AUGUST

SEPTEMBER

• We closed positions in General
Motors (+35%), Ford (+25%),
Oaktree Capital Management
(+60%), Canadian Natural Resources
(+15%) and eBay (+10%).

• We closed positions in the US
Financials ETF (+20%), engineering
firm Aecon Group (+25%) and
energy services company McCoy
(+50%). We also began selling down
our holdings in Input Capital
subsequent to its IPO (+70%), and
added slightly to our equity hedge
positions.

• We closed trading positions in
Fedex (+20%), Canfor (+20%) and
AAPL (+10%). We closed long-term
positions in BMO (+15%) and energy
services firm Horizon North Logistics
(+20%). We were stopped out flat
on several of our housing-related
names in the US.

• We opened small hedge positions
in “inverse” index ETFs to reduce
volatility and offset an additional
element of our long exposure.
• The result of these actions was to
reduce client equity allocations
down from significantly overweight
to moderately overweight.

• We exchanged a 2% position in the
passive corporate bond ETF (“XCB”)
for exposure to active high yield
bond management by Aston Hill,
and launched new starter positions
in a number of external strategies.

• We added to our holdings in the
insurance and asset management
industries of the financials sector,
and took new positions in country
ETFs representing exposure to Brazil
and Singapore. We also initiated a
long position in the Aussie dollar.
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CURRENT ASSET MIX: KEEPING A LOW PROFILE
Our current asset mix, shown at left,
represents the following beliefs:
1. Equity markets are over-valued at
current levels.
2. The generational low in interest
rates is most likely behind us.

•

At 16% “Cash”, we are 11 % overweight cash versus our long term 5% target allocation.

•

At 27% “Income”, we are roughly in-line with our long term fixed income allocation of 30%, although over half of
this weighting has now been shifted to hedged strategies that seek to deliver absolute returns regardless of
whether interest rates move up or down from here.

•

At 30% “Equity”, we are 10% underweight equities versus our long term target of 40%. This is based on the view
that markets are generally over valued given the current environment. We are somewhat constructive on Canada,
Europe and Emerging Markets, which have underperformed global benchmarks over the past few years.
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GLOBAL ECONOMIC GROWTH
Despite its recent stumbles, we continue to view the US as the world’s foremost economic superpower.
Understanding the growth trajectory of this economy is the single most important factor in our global
investment and risk management framework. If you get the slope of growth - and its rate of change - right in
the US, then you will get a lot of other things right too. When we monitor / analyze US economic growth we
observe many data points but we start with a trio of high level metrics: The Bloomberg Median Growth
Forecast, the CESI Economic Surprise Index, and the CFNAI.
Bloomberg Median Real GDP Growth Forecast
The GDP forecast tells us what the “average “
professional economist thinks about the overall US
economy. It is a composite forecast derived by
aggregating estimates for all sub-sectors of the
economy that impact growth – consumption,
manufacturing, exports, corporate profits, investment
and so forth.
In 2012 it was anticipated that US growth would reach
2.5% in 2013. Some strategists were even calling (very
publically) for growth to reach 3.5%! However this
outlook has been steadily downgraded over the past 18
months and the consensus currently sits at an anemic
1.6% growth rate. Existing estimates for 2014 are
somewhat higher owing to a reduced drag from
government, but overall US growth is poor.
SOURCE: BLOOMBERG, BIANCO RESEARCH
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GLOBAL ECONOMIC GROWTH
“CESI” - Citigroup Economic Surprise Index

“CFNAI” - Chicago Fed National Activity Index

CESI is a measure of economic surprise, designed to
capture the extent to which economic data releases beat
or miss consensus expectations. We use CESI with the
Bloomberg growth estimate to understand if growth is
tracking above or below the consensus forecast. Within
the context of a 1.6% growth forecast the indicator is
presently positive (above 0), but the reading has fallen
sharply in the past few weeks and appears headed lower.

The CFNAI is a weighted average of 85 indicators of US economic
activity drawn broadly from across the entire economy. A zero reading
indicates that the economy is expanding at its historical trend rate of
growth, while positive values indicate above trend growth and vice
versa for negative ones. This indicator has been in negative territory for
the past 6 months (and most of the past 4 years) suggesting that
economic activity will continue to be muted, and supporting our reads
from the CESI and GDP Growth forecast of lackluster performance.

SOURCE: CITIGROUP, THOMSON REUTERS, CHICAGO FED
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GLOBAL ECONOMIC GROWTH
Europe – On More Solid Footing, But By No Means Out Of The Woods.
Surveys of European purchasing managers (PMI) and economic sentiment have been surprising to the upside lately, suggesting that the
protracted recession may finally be coming to an end. However, the recovery remains fragile; Labor markets are severely stressed and
the progress on critical reform has been slow. The risk of a re-intensification in the regional crisis have diminished but not disappeared.
Stocks have run up recently, but price-to-book ratios remain attractive in many sectors, particularly financials. We have no positions in
Europe at the moment, but will look to add positions in Germany, the UK and EU financials on any correction.

SOURCE: EUROSTAT, MARKIT, CITIGROUP
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GLOBAL ECONOMIC GROWTH
Canada – Poor Exports And Business Investment Dampening The Outlook.
The Canadian economy is under-performing relative to consensus expectations, which were predicting that a pick up in exports and
business fixed investment would have materialized by now. Stable growth in the consumer sector has been helpful, but shifting
patterns in global demand combined with surging US energy production have been challenging for the Canadian economy to navigate
and prompted the Bank of Canada to recently downgrade its forecasts through 2015. As a result, significant slack (as measured by the
output gap between real and potential economic activity) is now expected to persist in Canada, despite attractive financial conditions.

Weak Exports and Business Investment

SOURCE: BANK OF CANADA, STATISTICS CANADA, SCOTIABANK ECONOMICS
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GLOBAL FINANCIAL CONDITIONS
Global Financial Conditions Remain Very Accommodative
Since the equity market lows in 2009 central banks around the world have cut interest rates a staggering 324 times, increased global
liquidity by $9 trillion, and reflated nearly $50 trillion in wealth across global equity, bond and real estate markets. While bond yields
and mortgage rates spiked higher during the summer on fears that the US may soon implement tighter policy, monetary conditions the
world over remain extremely loose and liquidity extremely high by historical standards. In both Canada and the US the overall business
lending picture is considered balanced, and credit conditions - both supply and demand – are deemed to be modestly improving.

10 Year Government Bond Yields
10 Year Government Bond Yields

Chicago Fed - US Financial Conditions Index
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SOURCE: BAML, THOMSON REUTERS, CHICAGO FED
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CONSUMER FINANCES
Consumer Balance Sheets Are Much Improved In Both Canada And The US
The ultra low interest rates of the past few years have done wonders in helping consumers in both Canada and the US improve their
net financial positions. In Canada, tougher mortgage practices and tighter lending standards have contributed to slowing credit growth
which, along with gains from refinancing, has helped to unwind some of the large imbalances in the household sector. In the US,
extremely low interest rates have pushed the household debt service ratio to its lowest levels in over 30 years, while the combination
of recovering housing and jobs markets with strong equities performance has propelled household aggregate net worth (not shown) to
over $76 trillion, a 10 % rise from the prior peak in 2007.

Canadian Household Credit Growth,

US Household Debt Service Ratio

Year-over-Year Percentage Change

SOURCE: BANK OF CANADA, JP MORGAN ASSET MANAGEMENT
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CORPORATE EARNINGS
Corporate Earnings Are Generally Quite Poor And The Consensus Expectation Is Nearly Always Too Optimistic
Expectations for double digit growth in corporate earnings over the past few years have proven wildly optimistic. Earnings-per-share
(“EPS”) revisions for the current year have been steadily ratcheted downwards as projected income gains have failed to materialize.
Aggregate net income growth for the S&P 500 has declined steadily since 2010 and has actually been negative for much of the past
year. The only reason EPS growth has stayed positive is due to widespread financial restructuring whereby companies have borrowed
money at extremely low interest rates to buy back their shares on the open market, thus reducing the share count (the quotient “S” in
EPS). There is concern that this is happening on such a grand scale, at very high equity valuations, and to the detriment of business
investment that it poses a serious problem for future corporate performance and competitiveness. For example, where might RIM be
today if it had instead used the billions spent on share buybacks (at $50 versus current price of $8!) on acquisitions or investments?
S&P 500 Net Income vs. EPS Growth Rate

SOURCE: BANK OF CANADA, JP MORGAN ASSET MANAGEMENT
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CORPORATE GUIDANCE
Corporate Guidance on Future Earnings Performance is Making Records in the Wrong Direction
Heading into the peak of the Q3 2013 earnings season, 110 companies in the S&P 500 index have issued EPS guidance for the third
quarter. Of these 110 companies, 91 (83%) have issued negative EPS guidance, the highest number of companies issuing negative EPS
guidance since FactSet began tracking this data (the current record is 88, which was recorded in Q2 2013). At the same time, the
number of companies issuing positive EPS guidance (at only 17%) is the lowest number on record. As a result there have been
significant negative revisions to both 2013 and 2014 full year earnings in recent weeks.

SOURCE: MORGAN STANLEY, FACTSET, BIANCO RESEARCH
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ECONOMIC SENTIMENT
Economic Sentiment Very Weak
The US government shutdown and debt ceiling
standoff have had a hugely negative impact on
measures of economic confidence. As of midOctober Gallup’s economic confidence index
stood at -39, the lowest level this indicator has
seen since late 2011 (the measure has a
theoretical range of +100 to -100). Since Gallup
began tracking economic confidence, the all time
low is -65, which was seen the week of Oct. 6,
2008, when US Congress passed the “TARP”
measures to save the global financial system.
Gallup’s polling data shows that 71% of Americans
say they feel that the economy is getting worse,
while 25% said it was getting better. The resulting
-46 economic outlook score is down 24 points in
the last two weeks, and 35 points in the last
month. Confidence provides an important read
through into patterns of expected spending and
investment, which are crucial for growth.

SOURCE: GALLUP

16

INVESTOR SENTIMENT
Investor Sentiment Is Very Bullish

Billions

While investor sentiment is historically
biased to the bullish side, current readings of
both institutional and individual investors are
approaching extreme levels. The surveys at
right present the ratio of investors calling
themselves “bullish” divided by those
identifying as “bearish.” Notable in the
underlying data is that the recent moves
higher in the ratio are being driven more by
falling bearish sentiment than rising
bullishness. Another indication of how little
fear there is in the market is that level of
margin debt (cash borrowed to buy stocks)
at the NYSE just reached a new all time high.
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SOURCE: YARDINI RESEARCH, II, AAII, NYSE EURONEXT

17

INVESTOR POSITIONING
Global Investors Are Positioned Aggressively
According to the Bank of America Merrill Lynch Global
Fund Manager Survey investors in October are positioned
very aggressively. Survey responses indicate that Global
Fund Managers are roughly 50% overweight equities (top
chart at left) and 60% underweight bonds (bottom chart at
left), relative to their historical positioning.
These values represent very high readings (bordering on
extreme) in each direction and support the pictures
painted by our other measures of investor sentiment. In
the case of bond positioning, September’s reading was
the lowest in at least 10 years.
Not shown is investor positioning in commodities, which
at 28% underweight is the fourth-worst reading on record.
The survey also provides some clarity into fund manager
cash positions, which according to BAML remain above
historically average levels, but not extremely so. This is
the product of the extreme aversion of bonds being
greater than the extreme attraction to stocks.

SOURCE: BAML
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MARKET VALUATION
S&P 500 Earnings Valuation
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Are Stocks Overvalued?
Wall Street’s favorite valuation metric is the 12-month
forward price to earnings (P/E) ratio, which roughly
translates as the multiple you pay today for $1 of expected
earnings over the next 12 months. The Forward P/E is
currently 16.2 which is only slightly above the 10 year
average but almost 20% above the 5 year average. The
peak valuation for equities in 2007 saw a Forward P/E
between 16 and 17, but that doesn’t necessarily mean the
market is overvalued here. How reasonable the current
valuation is depends very much on (A) the economic
context of the market, and (B) how accurate the forward
earnings estimates are. But with economic growth tepid
and earnings growth being broadly downgraded it doesn’t
feel like this market deserves a “premium” valuation.
Another valuation measure which addresses the longer
term variability of earnings and profit margins is called the
Shiller CAPE ratio (CAPE = Cyclically Adjusted P/E). This
measure normalizes the standard P/E ratio over a ten year
business cycle to derive a longer term assessment of
value. The current Shiller CAPE of 24.5 is about 50%
above the historical average CAPE of 16.5, indicating the
market is significantly overvalued on this measure.
SOURCE: BAML, ROBERT SHILLER
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INDICATIONS OF MARKET RISK
Purchases of Portfolio Insurance Fall (Strangely) As Economic Policy Uncertainty Rises Sharply
The S&P 500 Index Put-Call Ratio measures the extent to which investors are actively purchasing downside protection (portfolio
insurance) on the S&P 500 Index, indicating that they expect the market to fall. The ratio is historically biased above 1.0, with an
average level over the past 5 years of 1.25. Strangely, during the recent US government standoff – a period in which we saw investors
were massively overweight equities, economic confidence was plummeting, and policy uncertainty rose sharply – purchases of
downside protection were among the lowest readings observed during the past 5 years.

S&P 500 INDEX PUT-CALL RATIO
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INDICATIONS OF MARKET RISK
Neither Implied Volatility Nor Implied Correlations are Signaling Much Risk Either
Volatility of, and correlations between, stocks in the S&P 500 are among the most important leading indicators in our risk management
framework. Although volatility experienced a minor spike in September, it failed to break above its prior high and has since reversed
sharply lower, indicating very low levels of fear. Correlation, which is a measure of pairwise co-variance between stocks, remains high
by historical standards but has been steadily trending lower for nearly two years now. Lower correlations between stocks are positive
because as correlations fall the benefits of diversification increase.

S&P500 Implied Volatility

S&P500 Implied Correlation
35

90

30

80

25

70

20

60

15

50

10

40

5
Nov 11 Feb 12 May 12 Aug 12 Nov 12 Feb 13 May 13 Aug 13

VIX

7 Day Average

30
Nov 11 Feb 12 May 12 Aug 12 Nov 12 Feb 13 May 13 Aug 13

JCJ

7 Day Average

SOURCE: CBOE, THOMSON FINANCIAL, AMG
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THE POLARIZED US CONGRESS
Expect Washington to Continue Frustrating Investors
The US Congress is the most polarized it has been since the Civil War. The data below comes from the book Polarized America: The
Dance of Ideology and Unequal Riches by Nolan McCarty, Keith T. Poole, and Howard Rosenthal (MIT Press). The authors analyzed the
roll call voting patterns of all 112 Congressional Sessions from 1879 through 2013, measuring each vote along a conservative-liberal
dimension and weighting those votes by how solidly backed (or opposed) they were by the respective parties. The results indicate that
Republicans are more staunchly supportive of conservative issues than ever before, while Democrats are exhibiting the most liberal
voting patterns since the 1920s. The read though from this is to expect continued brinkmanship from Washington on political issues.

SOURCE: BIANCO RESEARCH
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IN SUMMARY
• Global Economic Growth is sub-par at best. Most of the G-8 economies are experiencing below-trend output and
forecasts for many are actually being downgraded. The brightest spots in the developed world right now relate to
economies that aren’t performing as poorly as feared (Eurozone, China).
• Global Financial Conditions are extremely supportive. Despite the summer’s increase in bond yields and mortgage
rates the effective borrowing costs for most businesses and consumers are little changed from earlier in the year.
• Household Finances continue to repair thanks to rising home prices and equity markets, marginal improvements in
the job markets, and generationally low interest rates. Personal consumption growth has helped the economy recover
to this point but consumer demand alone will not stimulate levels of activity sufficient to close the output gap.
• Corporate Earnings are very poor, and have been for some time now. Net profit margins are at cycle highs (and
above the levels seen at the last market peak in 2007) while the rates of growth in both revenue and earnings have
ground to a halt, regardless of widespread capital restructuring and share count reductions designed to boost pershare performance metrics.
• Economic Sentiment has taken a big hit in the past few weeks, erasing what had been increasingly stronger
performance throughout the first part of the year. The full impact of this shift on consumer spending cannot be known
at this time but its effects are expected to be material.
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IN SUMMARY (CONTINUED)
• Investor Sentiment and Positioning can best be described as “aggressive” which seems as odds with broader trends
in the economic and market landscape and goes a long way to explaining the impact of continued central bank
intervention on investor psychology.
• The Market’s Valuation is not excessively high on the surface, but it would be considered fully valued according to
most methodologies and so likely has limited upside in the near term from here. It is important to note that when we
refer to the market as being fully valued in the present tense, this assessment is reliant on the accuracy of forward
earnings estimates which have consistently proven to be overly optimistic. Within this context the caveat is that
should these current estimates again prove to be too high, this fully valued market quickly turns into one that is
significantly over valued.
• Market Risk Indicators are all much lower than would otherwise be expected, given recent events, which again
speaks to an extremely high degree of complacency and “group think” in financial markets. The most dangerous
periods in investing are those in which all market participants share common views and expectations.
• The Extreme Polarization of US Politics means that investors are likely doomed to repeat the recent trend of
governing from crisis to crisis. The backlash from the US public against the Republican party, along with the prospect
of mid-term elections next year may encourage them to be more centrist, but that should not be assumed as a given.
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THE BOTTOM LINE
Neither the economy nor corporate profits are anything to get excited about – we would give them each a “C” on a standard
grading scale. Now a “C” isn’t a failing grade (i.e. recession), but if your child comes home with C’s on their report card you’re
probably not going to be very happy about it.
The complicating factor is that the lack of growth in economic activity and corporate profits haven’t actually seemed to matter
to investors who have relentlessly driven equity markets higher in a liquidity-fueled performance chase. Indeed, nearly all of
the market’s gains over the past 18 months have come from multiple expansion as opposed to earnings growth. We consider
multiple expansion to be healthy when it is the market’s reward for a strong and improving economic environment, less so
when it is the byproduct of artificial and exceptionally easy monetary conditions.
As markets are manipulated higher by government intervention and overly stimulative policies such as those in place today it
effectively creates air pockets between market prices and fair value. Valuations that appear justified under “reasonable”
forecasts can quickly crumble when these parameters adjust to economic reality. To illustrate this point, ask yourself where you
think stock markets might be today if we removed all central bank support. They would probably sell off 25% in a single tick.
If we have learnt anything from the past few years it is that periods characterized by very high levels of government
involvement in financial markets will tend to exhibit shorter economic cycles and amplified market volatility versus more
normal periods. The declining marginal returns to increasingly absurd amounts of stimulus have failed to reignite economic
animal spirits and so the threats of recession and deflation persist. With a sputtering economy, a relatively long period of
market stability (and multiple expansion) stretching back to last summer, and investor complacency running extremely high we
believe conditions exist such that market upside from here is limited at best. We have successfully protected client capital
through all major downturns since 2009 and risk management continues to be a core focus of our work here.
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WHAT TO EXPECT FROM US
1.

Expect us to continue to raise cash in the near term. Unless corporate earnings and forward guidance surprise
materially to the upside in the current reporting season, or economic momentum breaks out significantly higher
we will continue to see broad market strength as an opportunity for profit taking.

2.

When we do add back exposure, expect it to be in unloved sectors of the global investment markets. The areas
that we will first add new positions to client portfolios in will be out of favor sectors such as Emerging Markets
(Korea, Taiwan), Energy and potentially materials. We also like the potential to add exposure to asset categories
that are trading at a discount to tangible book value, such as European financials, should the recovery there
continue. We would like to see the markets pull back somewhat before adding new positions however.

3.

We are becoming more constructive on Canadian equities relative to US ones. Until recently we had held a
significant overweight to US stocks because we viewed their prospects as being superior to Canadian stocks which
were generally being held back by a strong loonie and a struggling resource sector. While the consensus in
Canada is just now catching on and adding exposure to US stocks, our contrarian view is that this relative
attractiveness may actually be in the process of shifting back towards favoring Canadian companies.

4.

We are generally looking for growth in the tech, consumer and financial sectors. The earnings performance of
these sectors has been among the strongest in the market and we believe that strong earnings growth leads to
superior share price performance.

5.

We will continue to monitor volatility and risk in the fixed income markets. The potential for long term losses in
income investments is extremely high. When the last “declining interest rate” regime ended in 1946, interest
rates were as low as they are today. Over the ensuing 30 year period, investors in long duration income securities
lost 91% of their capital in real terms, even after considering coupon payments.
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