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Executive Summary 

The Aventine Stable Income Fund continues to perform very well and exceeded our expectations for 

new asset flows, investment returns and risk control during its first quarter.  The Fund ended the first 

quarter of 2017 having gained 2.6% (F Class units) since its inception on January 9th.  We 

outperformed despite (1) being moderately underweight Canadian preferred shares, the benchmark’s 

best performing component, and (2) managing the cash drag of large new fund flows during the Fund’s 

initial months.  March saw us capture outsized contributions from both our “relative value” Preferred 

Share and “enhanced” dividend growth strategies en route to a 1.7% gain.  The Fund has been living up 

to its “stable” moniker – through April 13th the Fund’s annualized volatility (realized since launch on 

January 9) is tracking at a meager 1.9%.   
 

Performance and Positioning       as at March 31, 2017 

  Performance, Net of Fees                     Periods > 1Yr. are annualized   Risk                        Annualized 

 1Mo. 3Mo. 1Yr. 3Yr. 5yr. Incep.  Vol. Beta Corr. 

ASI 1.7% 2.5% 11.6% 4.6% 5.1% 8.4%  5.1% 0.57 0.61 

BM 1.1% 2.2% 11.8% 3.8% 3.7% 6.9%  5.4% 1.00 1.00 

“ASI” is Aventine Stable Income.  “BM” is Benchmark.  The inception date for ASI is December 1, 2008.  The performance track record presented prior to January 1, 2017 is the 
Aventine Stable Strategy.  The Aventine Stable Income Fund was launched on January 13, 2017.  The Benchmark is equal weights Canadian Universe Bond Total Return, S&P/TSX 
Preferred Share Total Return and S&P/TSX Composite Total Return.  Volatility is calculated as the annualized standard deviation of monthly total returns.  Beta and Correlation of 
the Fund are calculated against the Benchmark.   
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What You Should Know 

Despite the resounding chorus of dovish-leaning commentary out of the Bank of Canada and many 

Canadian investment firms over the past few months, the Canadian economy has posted a pretty 

impressive streak of economic outperformance since Q3 2016.  Looking at the time series of Economic 

Surprises (chart 1) and Composite PMI Data (chart 2) relative to other developed nations we believe it 

will become more and more difficult for policy makers to continue painting the Canadian economy as 

fragile and imbalanced.   

We might be early in this sentiment but expect to see the Canadian OIS Market (essentially interest rate 

futures) begin pricing in tighter monetary policy towards the end of the year (chart 3). Our thesis is that 

so long as the Canadian economy stays on track, the rhetoric from Poloz and his senior staff should 

begin to acknowledge higher rates sometime later this summer. The Canadian preferred share market 

will be a big beneficiary from normalizing interest rates and aligns well with Aventine’s central 

investment philosophy of seeking to own assets that are “cheap and getting better”.   

Recent Flows into Canadian Preferred Share ETFs have been massive, with new investor flows since 

November 1st, 2016 equivalent to ~40% of year-ago AUM (chart 4).  The largest Preferred Share mutual 

funds have experienced a similar increase in asset flows.  Preferred Shares comprise nearly one-third 

of the Fund’s assets (up from 20% at launch) and we’ve been enjoying the lift that ongoing retail buying 

of the asset class has been giving to our positions. 

Chart 1. 

 

Chart 2.  

 

Chart 3.  
 

 

Chart 4.  

 
 

http://aventine.ca/wp-content/uploads/2017/03/1.-Economic-Surprise-Indexes.png
http://aventine.ca/wp-content/uploads/2017/03/2.-Canada-PMI-Comparison.png
http://aventine.ca/wp-content/uploads/2017/03/3.-Canada-WIRP.png
http://aventine.ca/wp-content/uploads/2017/03/4.-Pref-Share-Flows.png
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Fund Commentary 

We are very pleased with the Fund’s current capital allocation and the performance of our aggregate 

holdings to date.  Preferred shares and equities, the asset classes that we expect to generate the lion’s 

share of our total return in this type of environment, are doing exactly that while our fixed income and 

structured securities assets are contributing stability and yield to the portfolio.  We continue to be 

geared towards gradually rising interest rates over the next 12-18 months and despite this positioning 

we have managed the recent decline in 5 and 10-year yields over the past few weeks very well.   

As noted above, preferred shares have been extremely strong the past several months (stretching back 

to last summer, really) and are responsible for roughly 60% of the Fund’s gains since inception.  While 

we believe this trend will have legs for the next few quarters, we don’t expect the torrid pace of 

performance to continue indefinitely and a broad range of issuers in this asset class look rich given the 

current yield on the 5-year Bank of Canada benchmark bond1. But with preferred shares still offering a 

significant yield premium versus both the dividend yields available in broad equity market and the tax-

adjusted income stream from high yield debt ETFs they’re likely to remain well bid.    

It’s not at all unreasonable in our opinion to expect that high equity valuations and “toppy” bond prices 

will together conspire to support preferred shares as a darling of income investors in 2017.  We made a 

big mistake in the Stable Income strategy back in 2011/2012 by selling down our holdings in the 

telecom pipeline, and REIT sectors way too early on “valuation” only to watch them continue to run 

higher for several more years.  This taught us to not underestimate the power of investment flows from 

income-seeking investors into higher quality yield securities and we suspect that lesson will be well 

applied to preferred shares here.  

We are also happy to report that the Fund’s dividend equity strategy performed very well in March, with 

strong results in both our Canadian and US long positions.  We’ve scaled back the “enhanced” 

component of this strategy – covered call option writing - a bit in recent weeks, to around 50% of the 

long portfolio from 80% previously.  With both implied and realized volatility sitting at very low levels in 

early April we weren’t able to capture as much income from option premiums as we typically require so 

we’re waiting for the backdrop to become a bit more favorable.  The alternatives are to give up a lot of 

upside by writing very close to current market prices or sell a lot of time value by extending contract 

maturities.  In either case, we wouldn’t be getting enough of an income boost to compensate us for 

what we are selling.  Writing options with strike prices too low has already pinched us in a couple of 

instances, Empire Co and Shawcor Ltd for example, where we missed out on pretty big upside moves in 

each of those stocks.  

Still, given that valuations across the equity spectrum are high and we are most likely moving into the 

later stages of the global business cycle, volatility won’t stay this low forever.  As it rises, we’ll be able 

to ramp up our overwriting activity again. In the meantime, we are being more opportunistic than 

dogmatic in our approach and still having success.  Based on our work we expect to realize a 7% 

annualized yield (plus or minus) from option writing activity on the long equity portfolio over time, which 

provides a big enhancement to the 3.5% yield of the underlying dividend growth strategy. 

                                                           
1 Perpetual Fixed Floater / Reset Preferred Shares, commonly called “Rate-Reset Prefs” make up the largest weight in the Fund’s Preferred Share allocation.  
These securities tend to trade directionally with the 5-year Bank of Canada yield which is the benchmark against which the fixed “reset” rate (or spread) is 
periodically applied.  As the 5-Year BoC yield rises, it lifts the values of these preferred shares which benefit from expectations of higher reset yields in the 
future.  Similarly, the sharply falling 5-Year yield was directly responsible for the absolute carnage in this asset class between late 2014 through early 2016.  
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At the top of the letter we noted the very low volatility that the Fund has experienced since launch 

(under 2% annualized) and thought it appropriate to speak briefly to the Fund’s risk management and 

volatility control strategies.  The first line of protection with a multi-strategy fund like ASIF is always 

going to be portfolio design, followed closely by strategy allocation.  Whatever our prevailing views on 

the equity and bond markets from time to time, the portfolio’s design and allocation policies will always 

lean conservative and emphasize income and stability over growth and volatility.  The Fund’s volatility 

has to date been extraordinarily low and while we do expect it to normalize somewhat higher it should 

remain below what we observe in similar funds and ETFs.  

We expect the Fund to have a structurally lower level of volatility relative to comparables due to the fact 

that in addition to conservative portfolio-level policies, we also employ hedges in the Fund’s underlying 

strategies (or seek to own assets with embedded hedges).  At the present time we own interest rate 

hedges on the fixed income portfolio (we are long call options on long term US Treasuries) and are also 

exploring ways to protect the portfolio from a widening of high yield credit spreads and/or a sharp drop 

in market liquidity.  While our direct exposure to high yield / illiquid assets is limited, the occurrence of 

either of these broad events would result in negative spillover effects for the overall portfolio.   

Thanks for reading, we hope that you’re finding our Manager Letters for the Stable Income Fund of 

interest.  Please feel free to reach out if you have any questions or would like to learn more about the 

Fund. 

Best Wishes, 

 

AVENTINE STABLE INCOME 

 

Investor Contact  

Shannon Veitch  

sv@aventine.ca   

416-847-1767 x510 
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