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Summary 

The ACE Fund units ended the second quarter of the year down 0.9%.  This compares to the S&P/TSX 

Composite Total Return Index (“TSX”) which rose 6.8% in Q2.  The ACE Fund is up 8.6% since inception 

after all fees which compares favourably to the TSX at 6.1%.  The Fund’s Beta and Correlation relative to 

the TSX are 0.67 and 0.51 respectively since inception and we continue to hold a Morningstar Five-Star 

ranking in the Canadian Equity Fund category.  
 

Fund Performance and Commentary 

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

 1Mo. 3Mo. 6Mo. 1Yr. 3yr. Incep.*  Vol. Beta Corr. 

ACE -1.8% -0.9% -4.6% 4.7% 7.1% 8.6%  9.9% 0.67 0.51 

BM 1.7%  6.8%  1.9% 10.4% 7.0% 6.1%  7.5% 1.00 1.00 

*The Aventine Canadian Equity Fund was launched on March 31, 2014. 

“ACE” is the Aventine Canadian Equity Fund.  “BM” is Benchmark.  The Benchmark is the S&P/TSX Composite Total Return Index.  Volatility is calculated as the 
annualized standard deviation of monthly total returns.  Beta and Correlation of the Fund are calculated against the Benchmark.  

 

Q2 2018 Commentary 

The ACE Fund returned -0.9% net of fees and expenses in the second quarter of 2018, underperforming 

the TSX return of 6.8%.  June was a tough month as the Energy sector lit a fire under the stock market 

and ended Q2 up 8.2% on a year-to-date basis.  As you know, Energy stocks make up a large part of the 

market here in Canada and we tend to lag when the commodity surges.  

Q2 saw the continued trend of forward earnings multiple compression across a range of our portfolio 

companies.  This has a disproportionate impact in a concentrated strategy like the ACE Fund and has 

been especially frustrating given how confident we are in the earnings and cash flow growth prospects 

for these companies.  Given what we are seeing in terms of overall market multiples we think that the 

most likely outcome is a “catch up” (or spring back) over the second half of 2018 towards more 

reasonable levels.  
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The Strange Irony of Remaining a Rational Investor  

As strange as it seems, many participants in the public markets pay little or no heed to the most famous 

line of legal boilerplate in the investment management industry: “past performance is no guarantee of 

future returns”.  Intuitive investors who understand the cyclical nature of markets take this statement 

one step further and know that very strong past returns most likely indicate a future period of weaker 

forward returns.  When cyclical metrics like earnings multiples trade to extreme levels (either rich or 

cheap) versus long term averages, the probability for mean reversion increases as a function of time.   

Warren Buffet would routinely remind his investors that while good results over short periods of time 

were always welcome, they most certainly dampened his expectation for future medium-term results as 

a direct consequence. That sort of glum forecasting can only come from investment managers whom 

remain both rational and honest with their clients.  

Valuation Models Do Not Reflect the Volatility of Public Market Sentiment 

Using discounted cash flow models to determine an investment’s intrinsic value is quite an interesting 

exercise since under most common models and assumptions, an asset’s near-term cash flows comprise 

a very small portion of its overall intrinsic value.  Often, most of a company’s value is found in the terminal 

value of these models, which is the aggregate, discounted value of all projected future cash flows starting 

from about ten years in the future and stretching until the end of time.  The terminal value is typically 60% 

to 80% (sometimes more!) of the intrinsic value of a company.  

Put another way, the fundamental value of a company is far less volatile than its price.  Events which 

meaningfully change the 10, 20 or 30-year cash flow projection of a company – for better or worse – are 

rare.  Yet public company share prices can gyrate wildly, rising and falling 20%, 30% or more over relatively 

short periods of time, despite very little substantial change to their longer-term cash flow outlooks.  The 

price changes in these instances is therefore attributable to changes in short-term market sentiment.  If 

the fundamental, cash flow derived value of an asset represents its quantum of durability, then sentiment 

derived “valuation volatility” represents its quotient of popularity.    

We routinely witness (and occasionally experience) large share price movements in some of the 

companies we own.  This can be a blessing or a curse - we have seen both sides.  As public market 

investors we accept that a higher degree of valuation volatility is going to be present relative to illiquid 

assets like a private company or family home.  What we try to do is acquire undervalued companies “on 

sale” when we have the chance to buy them at illogically cheap valuations and liquidate them at 

irrationally high ones.  

Let’s Get Specific  

On the positive side of things, the ACE portfolio did benefit from a number of positive catalysts in the 

quarter, including a material acquisition by one of our largest “growth by acquisition” holdings, People 

Corp (PEO.TO).  We also saw our one “growthier” tech positions, Descartes (DSG.TO) hit a new high as 

they continued to grow their supply chain management systems business.  We also caught a healthy rally 

in Norbord (OSB.TO) as the surge in oriented strand board prices surprised analysts who have had to 

play catch up by issuing several waves of upward earnings revisions.  

We can point to four positions that have had an outsized negative impact on our year-to-date return due 

to the exact sort of multiple contraction which we have been writing about (20-25% compression): New 

Flyer Group (NFI.TO), Intertape Polymer Group (ITP.TO), Alimentation Couche Tard (ATD/B.TO), and 
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Rocky Mountain Equipment (RME.TO).  This is despite seeing our cash flow and earnings estimates 

maintained or increased for both 2018 & 2019 on a consolidated basis over the past six months.  While 

disappointing, it is also why we strongly believe in the potential for a “spring back” in these valuations 

over the remainder of the year.  

Keeping our Portfolio Fresh While Still Holding on To Core High Conviction Positions 

We were active in the second quarter and made a couple upgrades to the portfolio to reflect the higher 

volatility environment.  First, we have been rotating capital into positions with better liquidity and away 

from those with less.  Second, we exited two major holdings, one of which met our valuation target and 

the other in favour of a better idea.  Outside of these changes, we have mostly been focusing our energy 

on underperforming positions, speaking with management and retesting our investment theses to 

determine the degree to which our prevailing view remains intact.  As noted above, in almost all cases 

we have been taking advantage of the valuation volatility to increase our investment levels in strong 

businesses at attractive prices.  

Because of the foregoing, the concentration in our portfolio is actually at an all time high - our top 18 

holdings account for nearly 92% of the Fund.  As many of our readers know, we firmly believe that 

concentrated investing is the best way to build wealth over the long term.  This degree of concentration 

doesn’t leave much room to be wrong and forces us to research, test and challenge our investment 

convictions with much more deliberation.  The market will not always agree with us in the short term and 

the strength of our conviction gives us the confidence to look through near term volatility.  Our investment 

process is rigorous and highly disciplined, and we have been laser focused on our holdings, their 

prospects and all aspects of how the investment landscape is changing and the impact on the expected 

cash flows of our portfolio companies.   

Looking Forward 

The average company in the ACE Fund portfolio is trading at 13.5x forward earnings and we see our 

portfolio growth rates (both revenue and earnings) coming in higher than the market.  Moreover, our 

holdings have stronger balance sheets and produce returns on capital close to 2% greater than the broad 

market.  Qualitatively, we also have a very robust list of expected catalysts remaining in 2018 and beyond.  

Given this and the potential for a “spring back” in valuation multiples, we clearly continue to expect a 

strong second half of 2018 and believe that a portfolio like ours will benefit disproportionality as investors 

begin looking out a little further than the next headline.   

In summary, we continue to be optimistic in our views of the overall economy and markets generally.  

More importantly however, we remain committed to our concentrated, high conviction style of investing.  

We believe that a portfolio like the one we own in the ACE Fund will outperform the market over the 

medium and long-term.  

As always, we thank you for your continued support and look forward to hearing from you if you have any 

questions.  
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All the best,  

 

 

Fund Managers                   

AVENTINE CANADIAN EQUITY FUND     

 

 

Investor Contact: Shannon Veitch 

sv@aventine.ca | 416-847-1767 x510 
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