Overview
 2019 Performance: Most Picks Good, Some Bad, and the U.S. Dollar Ugly
 Will the 2020s be a 2.0 of the Roaring 20s?
 Compounding With Equities: A Distorted Staircase

January 23, 2020

Dear Starvine Capital Client:
One year ago, the markets were on a rebound after being stunned by a harsh ending to 2018. Since then,
equities have continued to rally, though tech companies have benefited in a disproportionate manner. For the
2019 calendar year, fully-invested accounts in the Starvine Flagship Strategy increased 19.7% to 20.0%, while
Mid-Large Cap increased 21.2% to 21.3%, net of fees and expenses. This compares to an increase in the S&P
TSX Total Return Index of 22.8% and an increase in the S&P 500 Total Return Index of 25.1% in Canadian
dollars (31.5% in USD). The weakening of the U.S. dollar detracted from performance by an estimated 2.9%
and 1.8% for the Flagship and Mid-Large Cap strategies respectively. Adjusting for currency closes the gap
between the Starvine strategies and the S&P TSX Total Return Index for the year. Even so, the strategies
trailed the S&P 500 Total Return Index.
In the second half of 2019, fully invested accounts in the Starvine Flagship Strategy increased 6.8% to 6.9%,
while fully-invested accounts in the Mid-Large Cap Strategy increased 7.5% to 7.6%. During the period, the
S&P TSX Total Return Index increased 5.7% and the S&P 500 Total Return Index increased 9.9% in
Canadian dollars (10.9% in USD).
The first few weeks 2020 have been favorable for account values. It is always tempting to believe that upward
moves are the result of being positioned in undervalued names. However, in the absence of much companyspecific news, only earnings results and real catalysts over time will tell whether recent gains are warranted.
From the standpoint of trading activity, the year 2019 was marked by low portfolio turnover. One new idea
was added to Flagship, the more concentrated of the two strategies, while two new names were added to MidLarge Cap.
Should We Hope for the Roaring or Boring 20s?
Compounding is not a relative concept - a company either proves to reinvest its free cash flow satisfactorily
over a long stretch or fails in this regard. If successful, cash earnings per share demonstrate exponential
growth over the long term. And by exponential, I do not mean to imply quick, smooth and uninterrupted
progress. For example, if a company’s earnings per share quintuples over 20 years, this would translate into
8.4% on a compound annual basis. One can surmise that assuming no change in the multiple at which these
earnings are given by the market, the stock price would be up 5x over the two decades. The annualized result
(8.4%) in this example is not fantastic, but due to the snowball effect of compounding, wealth is created over
the long haul.
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Being a bottom-up investor, it is convenient to claim I am fixated on the above. Indeed, I really do not spend
much time worrying about the macro and instead tend to focus on valuation and company fundamentals.
And yet I do not think it is a waste of time to observe the movement of the tide.
Let us revisit the Shiller PE Ratio, which attempts to remove cyclicality in earnings by taking a trailing 10-year
average and adjusting past figures for inflation. After the rally in 2019, we can see that valuations now sit at
levels witnessed in only a few instances over the past century.
Shiller PE Ratio
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Sources: Robert Shiller
On the surface, it would be difficult to posit that markets are cheap. Only on two prior occasions in modern
history were markets more expensive - pre-crash 1929 and the tech bubble in 2000. To the extent that tech
companies again are leading the charge, I do not believe a violent crash is imminent. Still, I find it hard to
believe the indexes - especially the S&P 500 - are positioned for a great decade ahead. Whatever the actual
fluctuations turn out to be in the S&P between now and 2030, let us hope from this perch that a low single
digit percentage rate of compounding is achieved for that index. The markets just finished experiencing the
Roaring Tens, so I believe a Boring Twenties is more warranted from this point.
Compounding With Equities: A Distorted Staircase
Picture the graph below as a flight of stairs where each step is spaced one year apart. Certainly, it is odd to
experience a climb where each step is higher than the last by the same percentage. One would expect to learn
about the concept of compounding for the first time with the aid of such a graph; the snowball effect that
leads to exponential growth can be seen and easily understood.
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Now visualize yourself stumbling through this staircase:
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This was the actual compounding path of the S&P 500 since the end of 1996 (base $100). If a flight of stairs
were to be built to scale, it would be a frustrating experience to walk through it. Even though both scenarios
above share the identical beginning and end points, the first depicts a predictable path, whereas the second is
quite the opposite.
With the second, it would be difficult to have a sense of whether one is headed up or down without the
benefit of being able to see a step ahead. Such is investing. Telling an investor who endured a three year slide
from 1999 to 2002 that the right thing to do was not just to hold on faithfully - but to plunge in more money
when patience was tested for years - would have been a difficult request. Ditto for those who committed in
2007. And yet committing more capital into the vast majority of value strategies in downturns would have
been a sound way to beat the underlying strategies themselves. Acting as a contrarian with contrarian
investing strategies can pay well over time.
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It is easy to understand the concept of compound interest as the math is straightforward. But human nature
renders it tough to achieve with stock investing. Alas, no amount of raw intelligence or analytical ability can
substitute the need for faith. We need faith in the investment process, and faith that how we look at investing
is correct long-term despite receiving no confirmation from short-term results. It almost seems as if markets
are designed to reward those with a strong stomach.
Sector Breakdown
Flagship

Mid-Large Cap

Sector

Weight

Sector

Weight

Healthcare

27.5%

Healthcare

26.5%

Financials

14.8%

Financials/Asset Management

15.1%

Private Equity

10.2%

Real Estate

13.5%

Technology

10.2%

E-commerce

6.7%

E-commerce

7.7%

Private Equity

6.7%

Specialty Chemicals

7.3%

Infrastructure

6.4%

U.S. Real Estate

6.8%

Technology

6.4%

Media/Broadband

6.2%

Packaged Food

5.9%

Packaged Food

6.2%

Specialty Chemicals

4.5%

Energy

2.1%

Media/Broadband

4.4%

Cash

1.1%

Energy

1.8%

Consumer Diversified

1.2%

Cash

1.0%

Is it a sound decision to sell a significant portion of one’s account now into cash in preparation for a
downturn? Regardless of valuation? That is a difficult question, to which I offer two thoughts.
First, think of a portfolio as a structure built of 15-20 scarce bricks - scarce because you are disciplined about
how much to pay for each brick, and also because you have specifications as to the dimensions and materials
required of each brick. Should someone offer a price far more than the brick is reasonably worth, it makes
perfect sense to take the cash. Alternatively, an offer may be received that is around fair value, but you see an
offer for a similar brick at a much lower price. In that case, a kind of arbitrage can be achieved via selling the
brick, replacing it with the cheaper one (that is of similar quality), and pocketing the cash. Further, an offer
may come through for one-third to one-half of all the bricks at prices above any rational scenario, in which
case it makes sense to sell a big portion of your holdings and sit on cash. The point is that the investor is
basing decisions on a brick-by-brick framework, not solely the worry of looking at how expensive the market
is as a whole.
Second, let’s go back to the basic meaning of owning shares in a public company: anyone can own a fraction
of a listed company at the press of a button. Your ownership and influence in the company may be miniscule,
though all the same you are entitled to the long-term increase (or decrease) of the company’s value on a per4|Page

share basis. Still, the quoted value of any given stock may fluctuate wildly and independently of the company’s
growing earnings power. In fact that is a guarantee. It may therefore be logical to occasionally take advantage
of opportunities presented to us. And yes, in the absence of consistent inflows of capital, a fully-invested
account must sell one holding to buy another idea. So the point isn’t that we should dogmatically hold
everything forever, but for the true long-term ‘compounders’, switching in and out of great companies that
were bought at good prices is unlikely to prove to be very productive in hindsight.
Sincerely,
Steven Ko
Portfolio Manager
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DISCLAIMER
Readers are advised that the material herein should be used solely for informational purposes. Starvine Capital Corporation
(“SCC”) does not purport to tell or suggest which investment securities members or readers should buy or sell for
themselves. Readers should always conduct their own research and due diligence and obtain professional advice before
making any investment decision. SCC will not be liable for any loss or damage caused by a reader's reliance on information
obtained in any of our newsletters, presentations, special reports, email correspondence, or on our website. Readers are
solely responsible for their own investment decisions. The information contained herein does not constitute a
representation by the publisher or a solicitation for the purchase or sale of securities. Our opinions and analyses are based
on sources believed to be reliable and are written in good faith, but no representation or warranty, expressed or implied,
is made as to their accuracy or completeness. All information contained in our newsletters, presentations or on our website
should be independently verified with the companies mentioned. The editor and publisher are not responsible for errors
or omissions. Past performance does not guarantee future results. Investment returns will fluctuate and there is no
assurance that a client’s account can maintain a specific net liquidation value. The S&P 500 Total Return Index and the
S&P/TSX Composite Total Return Index ("the indexes") are similar to Starvine’s investment strategy in that all include
publicly traded equities of various market capitalizations across several industries, and reflect both movements in the stock
prices as well as reinvestment of dividend income. However, there are several differences between Starvine’s investment
strategy and the indexes, as Starvine can take concentrated positions in single equities, and may invest in companies that
have smaller market capitalizations than those that are included in the indexes. In addition, the indexes do not include any
fees or expenses whereas the return data presented is net of all fees and expenses. SCC receives no compensation of any
kind from any companies that are mentioned in our newsletters or on our website. Any opinions expressed are subject to
change without notice. The Starvine investment strategy and other related parties may hold positions in the securities that
are discussed in the newsletters, presentations or on the company website.
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