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There is no doubt that people today feel the world is less stable. Many tell me that they
increasingly fear the stock market is as overvalued as Vancouver real estate and that trade wars
could transition to real wars. That the American Congress seems to be in a perpetual state of
anarchy. I hear this and agree. All of this is true.
What is also true is the perseverance of the people. People, despite daily fears, despite wars,
famines, and natural disasters, continue to get dressed each morning and go to work. They not
only find ways to provide and care for their families but to also edge themselves ahead and
increase their standard of living. A great example of this was Jesse Livermore, as chronicled in the
book, Reminiscences of a Stock Operator, and discussed in our lead article. Jesse, at age 14, lived
his life trading stocks on Wall Street, a career still referenced today within the portfolio
management community. The desire to win is within us all and manifests itself in our stock
market, which has endured since the dawn of the American Dream.
This quarter, I took pause to explore the concept of enduring “Investment All-Stars,” those who have
worked 30+ successful years within the stock market. I gained personal optimism that not only would
our stock market persevere through the current environment, but so would we. I hope you enjoy this
quarterly update that also includes a review of a Canadian Auto Parts company (Magna), the fear of
an inverted yield curve, and our research tables and traffic lights.

As always, thank you for your continued trust in us,
Ian Quigley, MBA
Senior Portfolio Manager
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Kaleo & Qatalyst Portfolios: Past Performace
YTD

2017

3-Year

5-Year

Inception

Kaleo A

2.9%

14.0%

10.4%

13.4%

12.8%

Kaleo Full

4.5%

17.4%

12.8%

15.8%

13.9%

Kaleo Benchmark

7.1%

11.0%

12.7%

13.4%

11.4%

Qatalyst

-5.8%

17.8%

6.3%

--

--

Qatalyst Benchmark

7.1%

11.0%

12.0%

--

--

Note: All returns reported above for periods in excess of 1-year are reported as annualized returns. Composite returns represent past
performance and should not to be treated as an indication of future results. All returns are reported as net of trading costs, but do not account for
management expense fees. All rates reported above correspond to the period ending Sept 30, 2018.

Kaleo

Kaleo

Qatalyst

Kaleo consists of a portfolio of stocks that are selected using an investment approach that applies
company-specific fundamental analysis, and strategic macroeconomic positioning. The model invests
in a mix of both domestic and international equities, with geographic weighting subject to change
intermittently.
Our Kaleo Full model is composed of 35 stocks + 5 index ETFs. For clients with invested funds in the
$250K to $1M range, we offer a subset 22 stocks + 5 index ETFs subset of this model (Kaleo A) in order
to reduce brokerage fees. Returns since inception for each of our Kaleo models are similar by design.
We currently aim to hold a stock for 3-5 years in our Kaleo models. This means that we have an average
portfolio turnover of 25%.
We purposefully chose our benchmark to more accurately represent the broad geographic diversification of our holdings in Kaleo. Our benchmark for Kaleo is defined as 50% of the S&P 500 Total Return
Index (in CAD) and 50% of the S&P TSX Total Return Index.

Qatalyst

Qatalyst consists of a portfolio of stocks we believe to represent the best opportunity for positive returns
within a 3-5 year investment horizon, regardless of short-term volatility. Companies are selected using
an investment thesis that primarily includes the realization of a catalyst.
Qatalyst is a concentrated portfolio, oftentimes consisting of between 10 and 20 stocks. While we aim
to offer diversification amongst various market and geographic sectors, it is not assured.
Due to the less conservative nature of the portfolio, clients are encouraged to also hold a mixture of fixed
income investments, as well as our more diversified and less concentrated Kaleo model in order to
moderate and match investor specific tolerance for risk.
The S&P 500 (currency adjusted) is applied as our benchmark for Qatalyst due to the higher relative
concentration of US companies held in this model.
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iA Fund Model: Past Performace
Allocation

YTD

2017

3-Year

5-Year

10-Year

iA Dividend Growth

20%

0.4%

6.4%

4.9%

6.7%

4.1%

Fidelity NorthStar

10%

-0.3%

2.7%

2.5%

9.7%

5.8%

Dynamic Global Dividend

30%

6.7%

20.4%

11.6%

13.7%

6.8%

BlackRock Int'l Equity

10%

0.8%

13.5%

2.7%

7.8%

2.4%

BlackRock US Equity

30%

6.0%

10.1%

8.7%

14.3%

8.5%

4.0%

11.1%

6.8%

10.8%

5.3%

0.9%

-0.2%

1.0%

2.5%

Equity Portfolio
Bond Portfolio

-0.4%

Note: All returns reported above for periods in excess of 1-year are reported as annualized returns. Composite returns
represent past performance and should not to be treated as an indication of future results. All rates referenced above
correspond to the period ending June 30, 2018.

Qube Investment Management has over 15 years experience in managing both Individual
and Group Savings fund models.
In our search for a carrier that met our high expecations, we decided upon Industrial
Alliance Financial Group, which leads the pack in providing accessible, user-friendly and
cost-efficient investment and retirement tools to their plan members. Through iA, individual investors have access to best in class 3rd party funds and institutional portfolio managers that are typically unavailable to retail investors.

Protected Interests
Model

In contrast to the direct-stock-holding portfolios that we manage, for which we have sole
discretion when it comes to the selection of equity holdings, our Seg-Fund models invest in
fund managers contracted by iA. That is to say that while we choose which managed funds
are included in our Protected Interest Model, we have no say in the specific holdings of these
funds. As a result, our research must focus on evaluating each fund manager, based on their
past performance, their investment strategy and their macro positioning.
Our 'Protected Interests' model was launched at the beginning of 2005. It has consistently
added value for investors: A fact which we attribute to the well diversified set of fund assets
that we choose to hold, as well as the active style of management that we provide.
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2018 Edition
Ian Quigley, MBA
Jesse Livermore was born on July 26, 1877,
to a family of subsistence farmers near
Shrewsbury Massachusetts. To his father’s
great disappointment, he was small. He was
a slender boy who was often sick. While
rugged chores, including rock picking, were a
challenge for him, school was not. He
excelled in his studies, particularly math.
When his father demanded that he quit
school to work full-time on the farm, Jesse
set out for Boston. His mother slipped him $5
and a suit to wear. He was 14 and on his
own.
Jesse Livermore was the iconic American boy
living the American dream. In a few short
years, he would transform his modest
beginnings and elevate his role from street
kid to a king: King of the Modern Stock
Market. If investment managers were put on
playing cards, Jesse’s card today would be
one of the most cherished.
His first job was a quotation-board boy,
taking share price data from the telegraph
and posting it on a blackboard for the crowd
to review. Bucket shops all across America
had these little blackboards, which is why the
board at the New York Stock Exchange
(NYSE) became known as the “big board.” It
was in this murky ecosystem, connected by
telegraph wires, that early speculators would
access the stock market. Shares were bought
and sold in a system similar to the race tracks
of today. Jesse started tracking price changes
in a notebook for various stocks and
commodities that interested him.

Markets at the time were rife with minibooms, busts, speculations, manipulations
and days of all-out panic. Bucket shops
allowed small positions, so it wasn’t long
before Jesse began speculating himself.
Nobody had thought to track price data over
time, consider crowd dynamics, moods or
irrationalities. Jesse had a knack for it, and
by the age of 15, he had made nearly $1,000
in his first year of trading (worth nearly
$30,000 in 2018).
Unlike the crowd around him, Jesse was shy
and chose to keep to himself. He became
known as a lone operator and boy wonder.
This allowed him more often than not to play
against the crowd than to be taken away
with it. After being banned from the bucket
shops in Boston (for being too successful), he
moved to Wall Street and learned how to
trade in more legitimate brokerage houses.
It took some time, but as the years passed, he
not only became extraordinarily successfully
speculating on stocks and commodities but
also managed to successfully manipulate the
entire stock market on a number of
occasions.
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Cont'd
It was a boom and bust lifestyle allowing Jesse
to make, and lose, astronomical amounts of
money. In his best month of trading, Jesse
made ten million dollars (which is a King’s
ransom considering it was the 1920’s). Jesse
had all of the spoils of the American dream;
yachts, mansions and cars. Then came 1929.

its profits) decreased. Jesse Livermore was
unable to adapt. His mansions, limousines,
and yachts were all lost in the years that
followed. November 28, 1940, Jesse, at age
63, holding a rambling 6-page suicide note,
took his life in the cloakroom of the SherryNetherland Hotel in New York.
The father of intelligent investing is Benjamin
Graham, who actually wrote the book, The
Intelligent Investor in 1949. He is most famous
for Security Analysis, written after decades of
experience investing and co-authored by
Columbia professor, David Dodd. Despite
losing his father at age 9, and growing up in a
penniless house, Benjamin Graham managed
to gain a full scholarship to Columbia
University. Just prior to graduation, Columbia
offered him teaching positions in three
different faculties: Greek and Latin
philosophy, English, and mathematics.
Graham did the unthinkable. Despite the
financial security and simplicity offered, he
declined all three offers and joined the ranks
on Wall Street. It was bold and unorthodox. At
the time, university graduates did not work as
stockbrokers, as the markets of the 1930’s
continued to maintain a disreputable image.

1929 changed everything.
It remains today the greatest stock market
crash in history; and in response, the
Securities and Exchange Commission changed
the rules surrounding the stock market. It was
time to reduce speculation and increase
legitimacy. Transparency increased with, for
example, the publishing and dissemination of
financial statements for the public. Investing,
prior to 1931, was done entirely on insider
knowledge and speculation! As intelligent
investing increased, speculative investing (and
Page 6

After 12 years on Wall Street, he started his
own firm, the “Graham-Newman
Corporation.” It is reported that Graham's
fund earned 21% annually over 20 years,
which is incredible. Also incredible was the
story of a tenacious student who offered to
work for Graham at no charge. After some
arm-twisting, Graham gave the kid a break
and reluctantly offered him a job at $12,000
per annum. That kid was Warren Buffett, who
went on to become just as famous.

A blindfolded chimpanzee throwing darts at
the Wall Street Journal can select a
portfolio that performs as well as those
managed by the experts.”
-Princeton Professor, Burton Malkiel,1973.
I read Malkiel’s book in 1995 (Random Walk
down Wall Street), and it changed my
professional life. Simply put, it caused me to
reconsider my career in finance. According to
this perspective (called the Efficient Market
Hypothesis), a money manager best adds value
beyond just the investment return.
I also read a book by Kenneth Stern called
Secrets of the Investment All-Stars (1999). In it,
Stern attempts to document the nine most
successful investment professionals on planet
earth. (Far from a best seller, but interesting
nonetheless.) His managers had contradictory
perspectives, with some not previously shared.
Today, nearly twenty years have passed. I was
curious; where are these “All Stars” today?

Gabelli Private Market Value.”
I am pleased to report that today Mario
Gabelli is still around and successfully
managing investments. He continues to
publish impressive returns, approaching 35
years since inception. Mario has also
personally done very well, making the list of
American billionaires in 2011.
The next Investment Allstar was Marty Zweig.
Zweig, a market timer, initially became
famous for a media interview done on Friday
Oct. 16, 1987. In this interview, he warned of
a pending market crash that would rival the
famous meltdown of 1929. Monday, October
19, 1987 became the famous "Black Monday"
of market history. With it, Marty also became
the most interesting money manager on Wall
Street.

The first investment “All Star” was Mario
Gabelli of GAMCO Investments. Once Gabelli
selected such a stock, he was willing to wait
for years until it appreciated. Mario was a
deep value investor, trained in the methods
taught by Graham and Dodd. He rated
companies not by earnings but cash flow,
analyzing a firm in great detail to calculate
what he called “private-market value.” This
metric was not the share price at which a stock
was selling on an exchange, but the price per
share someone would be willing to pay in
order to buy the whole company. The
calculations employed were different than the
standard valuation measures for public
companies of the day.
The methodology was later trademarked, “The
Page 7
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Zweig held a PhD in Finance from Michigan
State and made numerous other successful
market-calls over the years. He was like a
modern-day Jesse Livermore, sharing his love
of wealth. His collectables, cars and mansions
were second only to Livermore. In 1999, he
famously purchased a multi-story penthouse
apartment in New York City’s Pierre Hotel for
a record $21.5 million. It was by far the most
expensive condo purchased ever in NYC.
We will never know if Marty’s market timing
success would endure, as he passed away in
his Florida home in 2013, leaving behind an
estimated net worth in the hundreds of
millions.
The next Investment All Star was a Salt Lake
City investment manager named Louis
Navellier. Louis was one of the first
“quantitative managers,” using heavy
mathematics to out-maneuver the markets. I
met Louis Navellier in 1999 and traveled with
him on his private jet while he was speaking
in Western Canada to various investors. After
one day experiencing his confidence and
charm, I wanted to open Navellier North
Canadian offices just so that I could gain the
opportunity to mentor from his greatness.
When he launched the first robo-ETF’s in
2009, the NYSE gave him the honor of ringing
the opening bell, but it was Friday Feb 13th,
2009 and Louis Navellier should have known
better. His luck soon changed and in 2013 the
SEC officially charged him with performance
reporting fraud. Reportedly, he had been
struggling from a number of years of poor
performance and today his firm appears
nearly wiped out.
Ron Elijah, of Robertson Stephens, was also
covered Stern’s Investment All Stars book.
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He, like numerous others of the day, used
macro-trends and demographic analysis to
pick his stocks.
His meteoric rise to fame was just as quickly
extinguished in the 2001 tech bubble
correction. Reports of Ron Elijah seem to end
around 2001/02, many noting his firm being
fired. I conclude that he was “wiped out."
That leaves Foster Friess of the Brandywine
Fund as the traditional money managers
covered in Stern’s book. Friess managed
money from his log mansion in Jackson Hole
Wyoming using a sell discipline nicknamed
the “pig in a trough” strategy. It was classic
deep value investing, using the metaphor of
stronger, more hungry pigs always shoving
smaller pigs away from the trough. In
common terms: good stocks should always be
replaced by better stocks, a forceddisplacement strategy with higher turnover
than often seen (upwards of 150% per
annum).
This constant and aggressive dredging for
value allowed Friess to post solid returns since
1974. In 2013, Friess sold his firm to its
employees, allowing him time to run in the
last election for President using his estimated
$530M net worth in support.
Finally, I should mention John Bogle, founder
of Vanguard Investments, another Investment
All Star in Stern’s book. Bogle was the creator
of the world’s first index fund (ETF) and later
employer Burton Malkiel as a senior advisor.
John should not be considered an Investment
All Star, but an Investment Anti-Star. John’s
anti-management approach to the investment
world also allowed him to personally accrue a
net worth of over $80 million.

Cont'd

There are many Investment All Stars to
consider and to learn from. There is Sir John
Templeton, T. Rowe Price, John Neff, Peter
Lynch, David Swensen, Carl Icahn, George
Soros and Bill Miller to name a few. Of course,
we also have Warren Buffet. The common
thread between those that thrive over the
decades and those that perish is what
Benjamin Graham defined as “Intelligent
Investing.” Investing based on scientific and
earnest analysis of the income generating
potential of a corporation.
Warren Buffet prefers to invest in fewer stocks
that are likely to produce above-average
returns over the long haul and have the
fortitude to hold steady during any short-term
market gyrations. It is a simple idea that has
delivered phenomenal results, delivering a
compound annual return of 20%+ over the
past 35 years. Bill Miller has been called an
“unconventional value investor." David
Swensen, chief investment officer of the Yale
Endowment Fund, uses modern finance as the
basis of his success, extending the work of
Benjamin Graham. Templeton and Price--also,
long-term value investment styles.

The take home lesson is that when the
investment style becomes trend-based and
speculative, longevity cannot be assured. The
speculative, market timing approach of Jesse
Livermore became unprofitable after 1929,
and any manager that strays into market
timing, seems destined for the same fate.
Interestingly, the New York Times reported in
2017 that the then 84-year-old Burton Malkiel
had changed his position. He was launching a
“smart beta” ETF with Vangaurd investments,
designed to intelligently hold stocks offering
better than average risk-return trade-offs. Is it
possible that even the most famous Investment
Anti-All Star has agreed to adopt the core
principles of Intelligent Investing taught by
Benjamin Graham and passed on to Warren
Buffet?
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Magna International: Yet Another Auto Company
Patrick Choi, CFA

From solar panels to washing machines, and
from Canada to China, 2018 is shaping up to
be a year of tariffs for the global economy. Of
particular concern for our auto investments
are the issues related to current steel and
aluminum tariffs, as well as the oft-proposed
auto tariffs. Since the steel & aluminum tariffs
came into effect in March 2018, our auto
investments have only reported minor expense
increases in direct connection with higher
input prices.
Regardless of historical fundamentals, the
markets have continued to pressure these
investments for fear of an all-encompassing
auto tariff. The realization of these fears
would wreak havoc on the global supply chain
and place further pressure on input costs. In
light of these concerns, the reader may be
wondering why we continue to hold autorelated stocks and spend our time researching
yet another auto company.
The short answer is that we continue to like
the auto sector relative to many other areas of
the economy. Despite the concerns highlighted
above, we feel that current valuations have
Page 10

more than compensated for the additional risk
present in the current macro environment.
For example, from a multiples (earnings)
perspective, the entire auto sector trades at
roughly half the valuation of the 17.9 multiple
for the S&P 500. For General Motors
specifically, they have a 2018 earnings
multiple of approximately 4.6 after factoring
out the $11.5B valuation on their autonomous
vehicle division. For the bold investor willing
to defy market convention, a relatively cheap
investment into the auto industry will ensure
the investor’s participation in the exciting
future of transportation: powertrain
electrification, autonomous vehicles, and new
mobility services.
Magna International: Business Model
This quarter, our investment research led us to
a company called Magna International.
According to PricewaterhouseCoopers, Magna
is the third largest auto parts supplier in the
world, behind Robert Bosch and ZF
Friedrichshafen, with USD 40 billion of annual
sales. They are classified as a Tier 1 auto
supplier and supplies components directly to
the original equipment manufacturer (OEM),
as do General Motors, Ford and Toyota.
Magna’s capabilities are diversified across all
aspects of the entire vehicle; and in fact, their
solutions are so extensive that they can
theoretically assemble their own vehicle with
internally sourced components.
Magna’s business is broken into four operating
segments: Body Exteriors & Structures, Power
& Vision (powertrain, & mechatronics),
Seating Systems, and Complete Vehicles
(contract manufacturing).

Cont'd
Each segment has their own customers,
specific models serviced, and profitability
profile. Approximately 77% of Magna’s sales
come from their two major divisions of Body
Exteriors & Structures, and Power & Vision.

2017 Operating Margin

2017 Sales

Magna International: Geography
The global auto supply chain is a complicated
market with multiple moving parts and tight
deadlines. To keep this supply chain running
as efficiently as possible, OEMs typically use
lean manufacturing and other supply
management techniques in their operations.

Some specific examples from these segments
are the following:
1) Fascia & trim and/or body & chassis for
GM’s Chevrolet Equinox and Ford’s
F-Series;
2) Powertrain, electronics and/or mirrors &
lighting for the Acura RDX and Audi A6;

As a result, despite being a Canadian
headquartered company, Magna’s
manufacturing facilities are located all around
the world and placed relatively close to OEM
facilities, to reduce the cost and risk associated
with longer supply lines.
From a geographical perspective, Magna’s
financial statements look very typical of a
globally diversified enterprise. Most of their
sales and earnings come from the North
American region, followed by Europe and Asia
respectively.
2017 Sales

3) Seating system for Bayerische Motoren
Werke’s (BMW) X5, X6 and X7; and
4) Vehicle assembly for the Jaguar E-Pace
and Mercedes-Benz G-Class.
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2017 Operating Margin

For example, in 2013, Frank received $52
million for the year, which was an amount
higher than the salary of the entire senior
executive team at Magna. According to a story
from The Globe and Mail, after hearing
someone complain that he’d been paid too
much for a year’s work, Frank responded, “I
should get more.” Thankfully, these
arrangements finally stopped in 2015.
It is hard to put a price on the “Frank
Factor” (also known as the “Stronach
Discount”); however, leading up to 2008,
Magna had a market capitalization of
approximately USD 9 billion, but by 2015, it
went to as high as USD 24 billion, an almost
3X difference. Today, Frank and his family
have no significant ties to the company he
founded more than 60 years ago, to which
shareholders can breathe a sigh of relief.
Magna International: Risk and Reward
Governance

Magna International: Corporate
Governance
Magna was founded by Frank Stronach in
1956. For much of the company’s history,
Frank and his family controlled a majority of
Magna’s voting power, most recently through
a dual-class share structure. This arrangement
ended in 2010 when Magna bought out the
multiple voting class of shares held by the
Stronach family trust, though the permeating
influence on Magna from its patriarch did not
stop until several years after.
After giving up most of his voting power in
2010, Frank continued to receive hefty
paycheques from Magna every year for
consulting fees and bonuses.
Page 12

A massive opportunity exists for Magna to
help define the future of transportation.
There is currently a confluence of three major
industry trends impacting the auto industry,
the results of which could have as significant
an impact to society as when Henry Ford first
introduced the Model T.
The first major trend is consumer awareness
of climate change, and the government’s
desire to reduce CO2 emissions through
regulation and purchase incentives.These
actions have led to a focus from the auto
industry to develop alternative energy vehicles
and to optimize the existing internal
combustion engine (ICE).
The second is vehicle autonomy. The auto
industry is quickly expanding the range of
advanced driver-assistance systems (ADAS) in
their vehicles, and these systems are the
building blocks for a fully autonomous vehicle.

Cont'd
Magna believes that by 2025, only 17% of the
vehicles on the road would be fully manual,
while the rest of the 83% would have some
form of advanced driver-assist system. The
ADAS capabilities could range from something
as simple as rear cameras and lane assistance
to something as Sci-Fi as level 4 (eyes-off,
hands-off) autonomy. Lastly, new mobility
services such as ride-hailing, car-sharing, and
ride-sharing could transform the way we view
transportation. For Magna, these new
developments in vehicles and transportation
could lead to increased content per vehicle
and new forms of revenue streams.
On the flip side of the investment argument is
the challenging business model for an auto
parts supplier. Fixed costs and capital
expenditures are high, and the combination of
new product launches and old product
retirements presents additional financial
volatility to an already cyclical business. For
example, Magna’s year-over-year growth rates
on sales and earnings range from double-digit
growth to flat or even negative growth in the
span of only four years.
In our opinion, Magna’s large and broad
presence in the auto parts supplier business is
a negative when compared to more niche
suppliers like Lear in seating or to the OEMs
like General Motors. Being so concentrated in
becoming a larger auto supplier also means
that Magna reduces their opportunities for
efficiency and horizontal diversification. For
example, at the beginning of 2018, Adient, a
strictly automotive seating supplier (and a
competitor to Magna), announced a joint
venture with Boeing to develop and
manufacture aircraft seating. Another example
of horizontal diversification is General Motors,
who have started to diversify into new lines of
business, such as their car-sharing service,
Maven.

These diversification initiatives provide added
protection against a cyclical downturn in the
automotive industry.
After weighing the pros and cons of investing
into Magna International, it is our opinion that
the best decision is to shelve this idea, but
continue to keep our existing auto-related
holdings. We believe that both Lear and
General Motors are more attractive
investments due to their better business
models, while trading at similar or cheaper
valuations. Furthermore, we are ruling out
investing in all three companies due to our
already heavy exposure to stocks sensitive to
trade tensions. (We hold a globally diversified
portfolio!)
Magna International: Closing Thoughts
From a fundamental perspective, we believe
the auto industry is an undervalued sector
based upon almost every valuation measure.
Yet, from the recent share price activity, it
seems the market simply does not care. Stocks
that were in favor continue to be favored,
while stocks that were cheap continue to stay
cheap; however, we believe that as
electrification, autonomy, and new mobility
services move towards ubiquity, the existing
valuation gap between the auto sector, and
the rest of the market, should eventually close.
When Helen Hayes was 73, she remarked,
“The hardest years in life are those between
ten and seventy.” We believe the auto industry
is closer to seventy than ten, and that its best
days are just ahead. In the meantime, we
continue to wait with patience for the tide to
turn, while staying diversified across sector
and geography, and yes, even across in-favor
and out-of-favor securities.
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The Inverted Yield Curve: Let's Talk Doomsday
Patrick Choi, CFA
2018 has been a challenging year despite the positive returns on our Kaleo portfolio. While
returns have been within expectations, volatility is up. In our opinion, the primary cause for this
disruption were issues and fears related to trade, which has been at the forefront of both
business and political news. Simmering underneath, but left under the radar, was the matter
related to rising interest rates, and a possible inversion of the yield curve. In short, interest rates
matter and an inverted yield curve often can signal impending doom. While we do not yet have
an inversion, it may be constructive to discuss the inversion concern.
Falling and Rising Interest Rates: It was the Best of Times; it was the Worst of Times
During the Great Recession of 2008, the United States Government stabilized the economy by
dropping overnight interest rates from over 4% to near zero. Since then, interest rates have
continued to be at near zero until 2016 when the Federal Reserve decided to reverse course by
slowly raising interest rates.

While each move by the Federal Reserve seems slow and gradual, when taken in aggregate, its
impact on the overall economy cannot be overestimated. Lower interest rates make stocks more
attractive than bonds and promotes higher economic growth through cheaper borrowing. The
opposite is also true when interest rates reverse. While the Federal Reserve can control shortterm interest rates, long-term rates adjust based on classic supply and demand forces.
The Inverted Yield Curve: Gloom & Doom
A significant concern to investors is the concept of an inverted yield curve. Typically, investors
are paid higher interest rates the longer the term to maturity. This is normal because investors
need to be rewarded for tying their money for longer periods of time.
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The Inverted Yield Curve: Let's Talk Doomsday

Cont'd
than longer maturities. This anomaly is referred to as an inverted yield curve. Every such
instance since 1978 has portended doom for the economy 8 to 24 months out.

There has been a perfect correlation between an inverted yield curve and a recession since 1978.
An interesting question, however, remains about whether or not an inverted yield curve acts as
an omen or if there is truly an underlying, fundamental reason for the correlation. Unfortunately,
the answer is both, and this perhaps explains why the relationship has been so strong.
The Inverted Yield Curve: Prophecy and Rationale
Finance is a unique field of study where participants have to deal with a concept known as the
"self-fulfilling prophecy." For example, if enough participants believe that a recession will happen
(perhaps due to an inversion of the yield curve), then a recession will likely happen as those
same participants curb their spending and sell financial assets.
Beyond the prophetic omens, there is also an underlying rationale for why inverted yield curves
happen and why they seem to be leading indicators of future recessions. One potential reason is
that investors have lost short-term confidence in the economy and want to lock in longer-term
interest rates. In this scenario, investors sell short-term bonds (driving yields up) and purchase
long-term bonds (driving yields down).
Once an inversion happens, the banking business flips upside down because their business is to
borrow in the short-term at low rates, while making long-term loans at high rates. In an inverted
yield curve environment, banks would lose money when making loans; therefore, loans stop
being made, businesses get choked out of capital, and the economy freezes. When this happens,
history has shown that it takes about 8 to 24 months for the US economy to slip into a recession.
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The Inverted Yield Curve: Our Impending Doom?
Luckily, we currently do not have an inverted yield curve. Just a flattening of the yield curve,
which might never invert in the future; however, there is no doubt in our minds (nor in the
Federal Reserve’s mind) that the inverted yield curve is a primary concern going forward, given
the US Central Bank’s desire to keep raising short-term interest rates. We will continue to
monitor and assess the situation as it occurs.
To panic and sell our investments, while hoping for an inversion or “all hell to break loose,” is
not a valid investment strategy because it does not address the potential scenario of a better
economic environment with a continued flattening of the yield curve (rather than an inversion).
Instead, to prepare for the possibility of a market meltdown, we have been lowering the average
time to maturity of our bond portfolio and scaling back our appetite for cyclical companies.
During these times, our primary objective will be the protection of our clients’ capital, while
having the liquidity to patiently wait for Mr. Market to throw us--in the words of Warren
Buffet--"a big, fat pitch."
We continue to have hope that the ongoing trade disputes between the United States and
everybody else will resolve sooner rather than later. We continue to believe that the Federal
Reserve will be wise and thoughtful when raising interest rates. Furthermore, we continue to
have faith that the world’s standard of living will be higher in ten years than it is currently. But,
we are also mindful of the inversion, should it ever come to pass.
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Qube Insights: Kaleo Holdings
Every quarter we highlight some of our Kaleo portfolio holdings and share with you our
investment thesis (why we hold the stock). We also provide examples of news and activities we’re
seeing in the market that support or contradict that thesis.

Kaleo A,
Full

Nike (NKE): We first bought Nike in our Kaleo portfolios on April 23, 2014, at a price
of $37.11. Since then, the company has produced a total, cumulative return on
investment of approximately 128% on a constant currency basis. If we were to include
currency appreciation, the total cumulative return jumps to 168%.
As with most long-term holdings, our investment in Nike was not all rainbows and
sunshine. For example, from the end of 2015 to the end of 2017, Nike’s stock fell
approximately 25% due to a resurgent Adidas. Our stance has always been to support
our investments with comprehensive due diligence while maintaining the patience to
ride through short-term risks and Mr. Market’s bipolar actions.
Nike is one example which validated our portfolio management philosophy. To push
back against Adidas, Nike’s management team executed on their new triple double
strategy of creating through 2X innovation, connecting with consumers through 2X
Direct, and serving their customers with 2X Speed. The result was a 50% increase in
Nike’s stock price since the beginning of November 2017.
Our thesis for the initial purchase of Nike was based on their leadership position in
both technology and marketing. Two recent developments have made us all the more
convinced in our continued investment in the company.
On the technology front, Nike recently introduced the Vaporfly 4%, so named because
the shoes make runners 4% more energy efficient. To put this into context, according
to the The New York Times, a 4% efficiency improvement is worth almost six minutes
to a three-hour marathoner. This claim is all the more astonishing because, according
to the same source, it could be corroborated in the real world by public race reports
and shoe records from Strava.
On marketing, Nike took a risky gamble in the endorsement of Colin Kaepernick
through their 30-year anniversary of the Just Do It campaign: believe in something,
even if it means sacrificing everything. Colin Kaepernick is a professional quarterback
who stirred controversy for kneeling during the U.S. national anthem, and Nike’s
endorsement of the athlete was risky enough that the they notified the board of
directors prior to the ad being released. While it is still too early to tell the impact from
a long-term sales standpoint, Mark Parker (CEO) did note that the campaign drove a
record number of engagement across their platforms, and research conducted by
Edison Trends revealed that Nike’s online sales surged 31% during the week the ad
was released. Despite its controversy, from a marketing standpoint, Nike clearly came
out the winner.
We believe that under the leadership of Mark Parker, Nike will continue to connect and
engage with their customers while delivering meaningful innovation. So long as this
remains true, Nike should prove to be a profitable investment for years to come.
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Qube Insights: Equity Research Snapshots

Company
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Sector

Deckers Outdoor Corp

Consumer Discretionary

Callaway Golf Co

Consumer Discretionary

Magna International Inc.

Consumer Discretionary

Scholastic Corp

Consumer Discretionary

Apogee Enterprises Inc.

Industrials

Granite Constuction Inc.

Industrials

Brink's Co (The)

Industrials

Gibraltar Industries Inc.

Industrials

Astec Industries Inc.

Industrials

Graco Inc.

Industrials

QIWI plc

Information Technology

LogMeln Inc.

Information Technology

Criteo SA

Information Technology

Luxoft Holding Inc.

Information Technology

Current Status

Qube Insights: Equity Research Snapshots
Balancing traditional research techniques with modern portfolio science allows our team to find companies
that demonstrate and maintain solid investing fundamentals. We look for less volatile and proven earnings
combined with long-standing stable dividend policies. Share prices need to be justified on a combination
of current earnings and reasonable earnings growth possibilities. Quality financial statements, coherent
management and an operational business plan need to be in place before we rank a company “green”.

Sector

Company

Himax Technologies Inc.

Information Technology

Convergys Corp

Information Technology

Yelp Inc.

Information Technology

Ameren Corp

Utilities

Current Status
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DISCLAIMER: This is an internal report intended only for clients of Qube Investment Management Inc.
The ideas presented within it form part of an overall portfolio management position and are not to be acted
upon without coordination from your advisor.
The content of this report is for general information purposes only and not intended to provide specific
personalized advice, including, without limitation, investment, financial, accounting or tax advice. Please
contact Qube Investment Management Inc. to discuss your particular circumstances.
Commissions, management fees and expenses may be associated with investment accounts. Please read the
simplified prospectus (if applicable), or investment management agreement before investing. Many
investments are not guaranteed and are not covered by the Canada Deposit Insurance Corporation or by any
other government issuer. There can be no assurances that an investment will be able to maintain its net asset
value or that the full amount of the investment will be returned to you. Values change frequently and past
performance may not be repeated.
Qube Investment Management Inc. is a registered portfolio management firm in the Provinces of Alberta and
British Columbia and was registered as a portfolio management firm on June 25, 2012. Any return period cited
before this date was prior to QIM being
registered as a portfolio management firm. Inception was Jan 1, 2011 and all returns are for a modeled
portfolio initiated at $500,000. Your actual returns may vary according to your individual portfolio. The
modeled returns are calculated inclusive of dividends, adjusted to the Canadian currency, and are determined
via the IRR (Internal Rate of Return) method. The gain/loss shown are simple (non-compounded) returns
for periods up to one year. If the time since inception date is more than one year, then the return shown is
an annualized return. For comparison purposes, the Kaleo model(s) are reported as gross returns before
investment management fees. Individual investor level returns will differ as the fees agreed to in your
Investment Management Agreement (IMA) are subtracted from the gross return.
At any one point in time, the composition of the Kaleo model may change. Currently, the focus for our models
(Kaleo A, B and Full) is to invest in a globally diversified portfolio of liquid stocks with a minimum market
capitalization of $1 billion. Our diversification strategy is to have similar industry weightings between our
Kaleo models A, B and Full, which in turn will have similar weightings to the S&P 500. Our investment mandate
is to not have any one industry sector or sub-group exceed 2.0 times the percentage weighting assigned to that
group by the S&P 500 index unless the sector or sub-group composes less than 5% of the total index. Please
refer to your Investment Policy Statement (IPS) for more details.
Index comparisons are based on the total return index provided by Standard & Poor’s for both the S&P/TSX
and the S&P 500. All index returns are inclusive of dividends, adjusted to the Canadian currency, and, similar
to the modeled portfolio, determined via the IRR method. Please note that, as total return indices are not actual
portfolios, these returns do not include the cost of management and/or trading fees.
Past performance is not indicative of future results and there is no assurance that our model portfolio will
achieve its objectives or avoid significant losses
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Qube Investment Management Inc.
200 & 300 Kendall Building
9414 -91 street
Edmonton, AB T6C 3P4
780.463.2688

