
 
 

 
 
Market Review 
 
Confidence in the global economy is improving. Most data releases from the US improved and 
surpassed expectations. The Chinese economy continued to show some signs of improvement 
while Europe is stabilizing at a stagnant level. The Canadian economy has disappointed over the 
last few months with the real estate sector leveling off and the energy sector facing a regional 
supply glut. 
 
Enthusiasm towards US equities is increasing and individual investors have joined the parade 
early in the year. Favourable monetary conditions, high profit margins and renewed optimism 
towards the American economy are carrying the US equity markets to new highs. International 
equities followed suit to a lesser extent during the month of February as the Italian election 
brought back the spectre of disruptions within the Eurozone. The weak Canadian economy helped 
the bond market. 
 
The United States private sector is displaying clear signs of improvement. Real estate activity is 
regaining strength and manufacturing is improving. In Canada, the residential real estate sector is 
slowing down after five years of strong growth. This is affecting the Canadian economy which is 
also being hampered by the weak prices of natural resource exports. 
 
Globally, previous reductions in interest rates along with fiscal stimulus are starting to stimulate 
emerging markets economies and we believe that the odds favour stability in Europe. The 
sequestration process in the United States will have a limited impact on a more resistant 
economy. The American government has to reduce its deficit in time and being forced by 
politicians that cannot agree may not be so bad after all. 
 
We have raised our economic expansion probability scenarios to 70% to account for the 
possibility of the US economy’s private sector improving faster and carrying the rest of the world 
towards a greater economic growth path. 
 
We recommend an overweight in equities in general and underweight in bonds. We believe that 
greater confidence in the sustainability of the expansion will characterize the investment 
environment over the next year. 
 
Strategy Review 
 
The approach we use in managing our Canadian Small Cap Core strategy is primarily based on 
bottom-up, fundamental analysis and stock picking.  This involves detailed in-house research, 
including frequent interviews with management. The most important criteria used in selecting 
small cap stocks is to invest in companies with superior management as evidenced by a strong  

 



 

track record.  We target companies with a competitive advantage or profitable niche, which 
enables them to exhibit strong earnings growth.  We prefer companies which have strong balance 
sheets. Our approach has been consistently applied over many years. 

Our overall strategy is to reduce risk by investing in a portfolio which is well diversified across a 
broad spectrum of S&P/TSX industry sectors.  We have very low exposure to potential 
turnarounds and concept stocks, and have a long-term perspective and time horizon.  

Portfolio Review and Outlook 
 
The Canadian small cap equity market generated a positive return during the fourth quarter of 
2012 and in the first two months of 2013. Our portfolio was up close to 3.9% early 2013, 
outperforming the small cap benchmark.  The performance of equities has been more modest 
relative to fixed income and yield products over the past few years.  However, we believe the 
valuation of equities is attractive and equities may be in the early phase of relative 
outperformance compared to other asset classes. 
 
The non-resource sectors outperformed with Financials and Industrials leading the way while the 
resource sectors underperformed early in 2013. The Materials sector was dragged down by gold 
companies as they continue to be challenged with higher production costs and weaker than 
expected operations. The small cap portfolio benefited from positive sector selection due to an 
overweight in the Financial and Technology sectors while being underweight Energy and 
Materials. The portfolio also had strong stock selection across most sectors with significant value 
added from industry leaders such as Element Financial, West Fraser Timber and CCL Industries. 
Transglobe Energy Corporation was a negative contributor as ongoing turmoil in the Middle East 
affected investors’ view of this high growth, well managed international oil company. 
 
For 2013 we continue to focus on the same broad investment theme for most of 2012 which was 
to maintain good exposure to North American economies. Canada continues to generate a solid 
but modest economic growth although it will be hampered by weaker fundamentals in the 
domestic oil industry and housing.  The US housing market continues to exhibit improving 
fundamentals. House prices are rising, inventory levels are normal and affordability is attractive.  
Our neighbors south of the border are experiencing a gradual improvement in economic 
conditions, especially in housing, and our portfolio will continue to raise our weighting to 
companies with US exposure.  
 
We added to our position in the Financials sector by increasing our portfolio weight in Element 
Financial. The company is led by Steve Hudson, former CEO of Newcourt Credit. Element 
operates in the equipment leasing and vendor financing industry in North America. The industry 
is fragmented and offers opportunities for consolidation and growth. 
 
 
 
 
 



 
 

 
 
 
Stella-Jones is a new holding in the portfolio. It is a leading North American supplier of pressure 
treated wood products for the railroad industry. It has also become a major supplier of utility 
poles with the recent acquisition of McFarland. Stella-Jones has a history of accretive 
acquisitions, market share gains and consistent double digit earnings growth. Insiders own over 
30% of the company and Stella generates free cash flow and a 20%+ return on equity. 
 
Alaris Royalty is an example of why we are excited about the Canadian small cap market. Alaris 
is a unique investment vehicle whose business model is to invest in well managed private 
companies and to receive a royalty stream in return. Acquisitions have been made mostly in 
Canada but the company has most recently pursued investments in the US. Management and 
insiders own close to 20% of the company and the company has many opportunities to invest 
future capital. 
 
We added a new position in High Liner Foods. It is the largest value-added frozen seafood 
company in North America.  It is a well managed company with double digit earnings growth and 
20%+ return on equity. Seafood is a high growth segment of the protein market and the company 
continues to have excellent organic and acquisition growth opportunities.  
 
One of the benefits of investing in the Canadian small cap market is gaining exposure to 
dominant brands in developing and emerging markets. These types of investments are attractive 
because of the high barriers to entry and sustainable long term revenue and earnings growth. 
 
We added to our position in Imax.  Imax is a world leader in the design and manufacture of 
premium theatre systems. The company's systems allow films to be recorded and displayed on 
screens of far greater size and resolution than conventional film systems.  Imax currently has 
close to 500 installations globally and is anticipated to add 100 new theatres annually including 
ones in China.   
 
 We are constructive on the long term outlook for the equity markets and continue to add 
attractively valued companies with solid growth prospects to our portfolio.  We are confident that 
we can maintain our history of strong outperformance. 
 


