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Fund Performance and Commentary 

The ACE Fund finished 2018 with a +1.1% return in December which compared quite favorably to the 

monthly return of -5.4% for the S&P/TSX Composite Total Return Index (“TSX”). December’s result was 

aided by an exciting transaction that one of our largest holdings in the Fund, Carmanah Technologies 

(CMH-TO), announced that led to a 68% increase in its share price.  We were also aided by the Fund 

remaining only 75% invested during the month, which meant we could deflect some of the broad 

sweeping damage that affected most equity investors’ portfolios across all major markets in 

December.  

Despite this positive result in December, our fourth quarter result still trailed the TSX, with our unit price 

declining 11.1% (slightly more than the 10.1% decline of our benchmark). Overall, our unit price finished 

2018 down 19.0%, which was particularly weak as compared to the 8.9% decline in the TSX over 2018.   

 

2018 – A Year of Have and Have Nots Across Sectors and Market Caps. 

This past year was tough for investors in Canadian equities with 75% of stocks in Canada closing in 

negative territory and 1 in 4 being down greater than 25%.  Those investors who held overweight 

positions within certain sectors within the TSX were particularly hard done by as there were some 

incredible disparities between their results.  The hardest hit sectors were Energy being down 27%, 

Consumer Discretionary down 16%, Healthcare down 11%, Materials down 9% and Financials down 9%. 

The best performing sector was Information Technology being up 12% for the year followed by 

Consumer Staples up 2% and Real Estate up 2%.  

What was also distinguishing about the year was the disparity between the returns of the “TSX 60 

Index” (the 60 largest stocks in Canada) – which was down “only” 7.6% in 2018 versus the returns of 

the TSX Completion Index which is comprised of the next 190 largest companies in Canada, which was 

off 12.9%.   Since these two indices have somewhat similar sector allocations, a good deal of this 

disparity can be described as the “risk off” trade, in which investors can be seen selling down their 

smaller companies (higher risk profile) for more large capitalization companies during periods of 

volatility. 
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Lessons We Learned in 2018 

Investing in commodity-based companies is not complementary to our style of value investing.  Given the 

strong home country bias Canadians have always welcomed a significantly higher allocation towards 

extraction-based companies such as energy, metals and forestry when compared to global indices.  

Like many, we were enticed this year by the incredible valuations that presented themselves in these 

various sectors.  What was particularly frustrating for us in 2018 was that the political interference 

across most sectors and geographies offset any fundamental research we had done and resulted in 

unfavourable outcomes.   

In total, approximately 8% of our negative return this year came from a handful of stocks in these 

commodity-related sectors.  While we recognize and admit that the potential returns can be alluring 

given the significant discounts to book value, going forward we are now solely focusing our efforts on 

companies with less reliance on commodity prices to generate positive cash flow to lower volatility 

going forward.   

Meeting management is paramount.  When it feels like fundamentals are disconnected from price, we 

generally spend our time tracking down management teams to figure out what was happening under 

the hood.  While this is always part of our process, it is particularly important during periods where 

negative headlines are coming at you as fast as they were in 2018.  While this exercise reaffirmed our 

thesis for a number of companies, it also caused us to exit a couple of long standing positions and 

even a couple of “toe in the water” positions almost immediately.   

For example, this past spring we thought Maxar Technologies (MAXR-TO) was a company that had 

simply fallen out of favor with investors based on short term financial results. We read a lot of research 

on the satellite industry and the company and took a small position in the company’s shares prior to 

meeting the CEO at a conference in the summer. Upon meeting the CEO, we were unimpressed and 

concerned that he was discounting the seriousness of their debt situation and the uncertainly that 

surrounded their “core business” of large satellites which also have significant dependence on a single 

customer.  We exited the position immediately. The stock is now 80% lower than when we exited the 

position!  

Based on this and many other similar experiences, we have decided that our process of meeting 

management teams going forward will be much more frequent and scheduled.  

If you have a thesis of investing in compounders (either strong capital allocators or companies employing 

a growth by acquisition strategy), as we do, you must be prepared to absorb some periods of time where 

the market just doesn’t care (i.e. stock price could fall 25 - 35% over the short term).  Despite this lesson, 

we nonetheless chose to exit two companies this past summer that had compounded capital very well 

for our investors over the years. But we did our homework on all positions within our compounders 

bucket and have chosen to stick with a number of them despite some significant pull back in share 

price over 2018.  Separating emotion from fundamentals is paramount for long term success.  

For example, Carmanah Technologies (CMH-TO) was a compounder that we decided to hold and was 

the single largest contributor to our strong December.  Carmanah, which manufactures and sells LED 

lights for wind generation, marine and airport industries, announced a deal to sell roughly 50% of their 

business for a significant premium to the entire enterprise value of the company (it has no debt) which 

caused a big gain in the stock price.  This was a nice turnaround in its price, which declined 31% 

between the end of June and the day before the deal was announced. Despite this decline we 

continued to see the long-term potential for its various lines of business and recognized the potential 

for a catalyst event.  
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Pair Your Shorts.  While we had a reasonable number of shorts, more than 65% were index ETFs (S&P 

500, TSX, Russell 2000, etc).  We found that most of our success on the short side came from reducing 

exposure to individual long names by pairing them with a short.  For example, shorting Enghouse 

Systems (ENGH-CN) vs. our long position in Descartes (DSGX-CN), both our which are “growth by 

acquisition” technology companies.  Going forward we believe this method of reducing exposure when 

our risk model spikes, like it did in October will be much more effective at reducing our overall beta of 

the portfolio and reduce drawdowns.  

 

Outlook 

We are currently running approximately 80% net long and are more concentrated then we have ever 

been with only 18 long positions.  We were active and during the quarter we sold 8 core positions and 

added 3.  We believe it is prudent with the uncertainty to be biased towards larger capitalization 

companies and as a result our average company size has gone up significantly as we have turned over 

some of our positions in the Fund.  The smallest of the three positions added has a market 

capitalization of $10 billion.  

The Fund is starting 2019 more cautiously positioned than in past years, although not as much as we 

were in the beginning of December, as our net exposure has gone recently from 65% to 80% (and even 

higher after the first week of January).  The U.S. Federal Reserve, which has been driving all markets 

(including Canada’s) has dramatically changed market expectations of further hikes.  After a rate hike 

in December and talk of further hikes in 2019 being likely as recession probabilities were elevated, they 

backtracked on their hawkish commentary over the last couple weeks.  This in our view is a key reason 

for the 10% gain from the lows as of the time of writing.  

If we manage to come anywhere close to current expectations on 2019 earnings growth (+10% for the 

U.S. and +14% for Canada), then valuations are indeed very attractive, and we should see a further 

retracement of the recent drawdown in markets.  Economic data would have to get significantly more 

negative in Q1/19 for us to start building in an earnings recession to our base case outlook, which - as 

we see it - the market has already done for a large number of companies.  

In Canada specifically, given our view above we are seeing excellent value across the whole market cap 

spectrum with nearly all sectors trading below their five-year average P/E.  This discount is even more 

attractive when compared to U.S. equities (see below).   
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Summing Up a Tough Year 

While 2018 was a challenging year we remain focused on the long term and uncovering underfollowed 

companies that have strong catalyst potential such as Carmanah Technologies and avoiding red flag 

companies like Maxar Technologies.  While fundamentals can change while we wait for catalysts to 

present themselves, we will always react accordingly if they do.  What gets us most excited is that we 

are now looking at a portfolio of companies where we are only paying 11-12x 2019 projected earnings 

(with 8-10% EPS growth projected this year) and whose earning projections suggest just shy of a 15% 

return on equity for these companies in aggregate.  These stats look quite encouraging for a strong 

result in 2019.  

As Portfolio Managers the worst thing you can do in a year where you suffered a drawdown is not look 

back and learn something from it.  We have taken a lot out of 2018 and believe this reflection will make 

us better investors as a result.  While we have highlighted some of the key changes we have made and 

tried to give a brief synopsis of our outlook, if you would like to learn more about what we are doing 

with the ACE Fund please do not hesitate to reach out to us anytime.  

We appreciate your support and encouragement and we wish you a happy, healthy and prosperous 

2019.  

Best wishes as always,  

   

Fund Managers                   

AVENTINE CANADIAN EQUITY FUND    Investor Contact: Shannon Veitch 

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