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THIRD QUARTER 2013- MARKET COMMENTARY

HIGHLIGHTS

Economic Environment
The 10 year and 30 year Government of Canada bond interest rates have risen to a level where
we believe they will now stabilize. We are again increasing our exposure to interest sensitive
stocks and REITS. As global growth returns, resource stocks look like they have bottomed. We
can make a rational case for why the stock market will go higher in price but the seeds for the
next market correction are being sewn, and again the problem is too much debt.
Avenue’s last Q2 2013 report tried to capture how interest rates needed to go up but because of
the weight of government debt, rates were not likely to exceed 3% to 3.5% for 10 year
government bonds. Following this argument, the growth rate of Gross Domestic Product (GDP)
will remain stuck at about 2.5%. The policy conundrum remains that the U.S. economy cannot
hit the magical ‘escape velocity’.
Escape velocity is where the economy can grow at a rate where unemployment can come down
to the 5% to 6% level and enough tax revenue can be generated to start to pay down the
accumulated government debts. Simply put, if the economy would just grow at 4%, politicians
will not need to make any hard decisions to cut previously committed spending.
Interest rates are up significantly since April. However, rates are not that much higher as seen
from the perspective of what a company has to pay if they choose to borrow money. We would
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argue that 80% of the move in interest rates has already taken place. We have started to move
our weighting to a more normal level in interest sensitive investments from being underweight.
REITS look the most attractive and we have added First Capital which operates outdoor
shopping centres across Canada.
From the perspective of Avenue’s Bond portfolio, we are now gradually increasing the term to
maturity of the overall portfolio. Up to this point the Bond portfolio has been about as defensive
as possible with the average term being 4 years. We have already increased the term back to 6
years and we will consider increasing duration further if interest rates go higher.
After interest rates, the next theme in order of importance would be a return to global growth for
the world’s major economies. The US is now in the rhythm of 2.5% GDP growth. Europe has
bottomed and next year will be better than this year. Also, China’s economy looks like it
continues to grow at 7.5% which is much better than the credit-starved economic stall anticipated
only a few months ago.
All governments are concerned that growth is not stronger. However, for resource investments
we just care that the absolute growth number is positive.
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A great deal of the rise in oil price is being attributed to the continuing conflict in the Middle
East. We believe the price of oil was going to go up regardless. Demand for basic commodities
like oil and copper will be 1% to 2% higher next year. We then see a return of investor interest to
resource stocks.
We don’t expect it to be as broad based as before but a high quality cash flowing company
should be attractive to investors. We have recently fine-tuned a few of the energy investments by
selling Cenovus and Baytex to buy Suncor and Crescent Point. We have also added BHP
Billiton, a global diversified mining company.
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We have just highlighted that the Avenue Equity Portfolio’s investments in interest sensitive and
resource stocks should do well. But there is also a strong argument that the overall price earnings
market multiple should move higher. With interest rates staying at today’s level, investors will
still need to be invested in stocks to accomplish their need for decent returns. So the market price
earnings multiple of 15 times earnings that we have had over the last few years should rise to
what has historically been a multiple of 18 times earnings in periods when interest rates are this
low.
The multiple goes higher because there is no better alternative place to invest. To illustrate, we
take next year’s earnings estimate for the American S&P500 index of $110, times a market price
earnings multiple of 18 = 1,980 for the index. So the S&P500 Index can still go 19% higher from
today’s level.

Year

If we dig a little deeper we will find two more arguments to back up our simple 18 times
multiple forecast. North American companies have done a good job paying down debt. For US
companies, the debt to cash flow multiple has fallen to 1.7 times today from a high of 3.4 times
in 2007. So we now have the healthiest balance sheets that we have seen in a generation.
Again, we can pay more for a company’s earnings when we know the business has borrowed a
conservative amount of money. As well, dividend increases have not kept up with the increase in
earnings. While earnings are not likely to increase dramatically from here, dividend payouts as a
percent of earnings should return to more like the historic 50% level. This increase in overall
stock market yield will also drive prices and justify an 18 times multiple.
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In summary, we continue to have a positive outlook for the businesses we own and we can see
that the stock market can move the share prices higher. However, we are now starting to see
small pockets of excess that could be the seeds of the next market downturn.
We have noted that companies are conservatively financed, while retail investors are not.
Individual investors are now borrowing record amounts of money to invest on the New York
Stock Exchange.
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Record margin debt does not mean the market is going down tomorrow. How we would interpret
it is that when there is the next global destabilizing event, the stock market now has an internal
dynamic that will cause the NYSE to go straight down quickly because all the highly leveraged
investors will scramble to get out at the same time. When you borrow a lot of money you cannot
afford to be a long term investor.
At Avenue, we incorporate the potential for a dramatic market fall into our strategy and make
sure we always have cash on the sidelines so we can take advantage of this volatility when it
comes. We like the businesses we own but we have to acknowledge that the market is getting
inherently more risky and that we have in place a strategy to take advantage of it.
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Case Study on Avenue vs. The Index
Avenue’s Equity Portfolio is designed to accomplish consistent compounding in a diversified
mix of assets and not simply to replicate or beat an index. The fundamental reason for creating a
portfolio this way is to drive down the overall risk or volatility as it is called in the financial
industry. We address this issue occasionally in this part of the letter because there are times that
our portfolio does not reflect what is happening in the broad market indexes and we get questions
as to why this is the case.
The first question we ask of the Market is can we compound in bonds or income generating
securities and receive an 8% to 10% rate of return with as little risk as possible. Right now we
own Yellow Media Bonds and Timbercreek Mortgage Investment Corp which fit this
description. This is all we can find at this time but we are patiently waiting for an opportunity
where we would like to have at least 20% of the portfolio invested this way. As a reminder, in
2009 the Avenue equity portfolio was over 35% invested in bond and other bond like securities.
There is no exposure to these types of investments in the TSX index.
After building in some consistent income streams, we always look for consistent income
generating companies. Many of these public companies fall into sectors like Real Estate and
Utilities. We think these are quality hard asset investments to have over the long term so we will
try and have roughly 10% invested in Real Estate and another 10% invested in Utilities.
However, the TSX index only has 3% exposure to Real Estate and 2.4% exposure to Utilities.
To summarize, Avenue likes to first build the Equity Portfolio with 20% invested in higher
yielding bonds and another 20% in Real Estate and Utilities for a total of roughly 40%. This
makes a big difference to how our portfolio moves when compared to the TSX Index where only
5.4% is invested in comparable securities.
We would also like to be clear that we are not always fully invested in these sectors. Right now
we are underweight in high yield and Utilities given where we are in the interest rate cycle. Our
preferred investment while underweight will usually be cash not another asset class.
There are also big differences between the major Canadian and US indexes. The TSX index is
23.8% in energy stocks and 31.3% in financial stocks. Whereas the S&P500 index in the US is
10.2% in energy stocks and 17.5% in financial stocks. Avenue’s Equity Portfolio lives in
between these two indexes with currently 17% in energy stocks and 23.2% in financial stocks.
The point we are trying to make clear is that Avenue’s equity portfolio’s performance is derived
often very differently than the returns of the established indexes. Why we go out of our way to
do this is to lower the volatility or risk of the overall investments and increase the consistency of
the compounding within the portfolio.
Over the last ten years Avenue’s equity portfolio has had volatility of approximately 11.5% vs.
the TSX index which has had volatility of 18%. We have compounded at times with roughly the
same rate as the index but Avenue’s equity portfolio was compounded with 36% less risk.
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Avenue Investment Management
Getting there together

DISCLAIMER
This report is provided by Avenue Investment Management Inc. (Avenue) for customers of Avenue. It is for
information purposes only and may not be appropriate for other purposes. The report does not provide material
information about the business and affairs of Avenue. Charts, diagrams and other information contained in this
report have been drawn from sources believed to be reliable, but are not guaranteed to be accurate or complete.
The report contains economic analysis and views, including about future economic and financial markets
performance. These are based on certain assumptions and other factors, and are subject to inherent risks and
uncertainties. The actual outcome may be materially different. Avenue Investment Management Inc. is not liable
for any errors or omissions in the information, analysis or views contained in this report, or for any loss or damage
suffered.

-7-

