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PRESENT PERSPECTIVES

We’ve Come Back Before…We’ll Do It Again 

As we look forward to 2015, we are optimistic. 
Notably, given the revised 5.0% U.S. GDP estimate 
for Q3 2014, we believe that the American economy 
is poised to do exceedingly well in 2015 and beyond, 
after several years of extreme monetary and fiscal 
stimulation. In our view, this growth should provide a 
platform for American corporate revenue and earnings 
expansion. By extension, Canada, as a major supplier 
of goods and services to the U.S., and with a relatively 
undervalued $0.85 dollar, should be a major 
beneficiary of this long-awaited American economic 
recovery. 

Reviewing last year, we stated in our January 2014 
ABC Perspective that “similar to 2013, capital 
appreciation will not be straight-line. Instead, it will 
be realized in a sawtooth-like upward trend…With the 
expectation of improving economic growth, rising 
corporate earnings, creeping inflation and gradually 
rising interest rates, we have aligned our portfolios to 
economically sensitive common stocks such as oil and 
gas producers and service companies, and selective 
base and precious metals companies”. While this 
investment strategy had been quite successful in 2013 
through the end of August 2014, the precipitous 
decline in the price of oil severely impacted our 
portfolios, resulting in mark-to-market investment 
performance at year-end 2014 that was well below our 
expectations. 

In response to the new investment reality, our team 
instituted a plan to reduce our resource exposure 
and increasingly diversify our Funds. This process 
included the outright sale of certain resource securities 
that we felt would be more vulnerable in a lower 
commodity price environment and the purchase of 

new holdings which we believe would outperform due 
to the ongoing strength of the American economy and 
a low oil price. In doing so, we have appropriately 
positioned our portfolios to capitalize on the key 
macro themes that we feel will drive 2015 investment 
returns. 

During our extensive search, we uncovered a 
number of attractively-priced securities in both the 
U.S. and Canada, across multiple sectors including 
industrial products, real estate investment trusts 
(REITs), and technology. In Canada, for instance, 
we initiated positions in Pure Industrial REIT, Plaza 
Retail REIT, and Uni-Select Inc. In addition, we 
added to our existing holding in COM DEV 
International, an undervalued global manufacturer of 
space hardware. 

In the United States, we diversified our equity 
exposure with new positions in Viacom Inc., The 
Timken Company, Big Lots Inc., Cooper Tire & 
Rubber, Mentor Graphics, Regal-Beloit Corporation, 
and Encore Wire Corporation. We have also added to 
our existing holding in Superior Industries 
International, a global leader in the production of 
aluminum wheels for the automotive industry. 

As we transition through one of the most difficult 
investment periods of my career, we remain both 
disciplined and focused in our investment selection 
process. With a strengthening U.S. economy, 
recovering global growth, and new common stock 
additions, we believe our portfolios are well 
positioned over the next twelve months to achieve 
superior investment performance. 
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ECONOMIC PERSPECTIVES  
 

Positive U.S. Economic Momentum 
 

After several years of significant U.S. Federal Reserve 
monetary stimulation, American economic growth is 
finally ramping up. The revised U.S. GDP estimate of 
5.0% for Q3 2014 was firm evidence of this economic 
momentum. Although we do not anticipate the rate of 
growth will continue at this pace, we do believe that the 
U.S. economy will exceed general expectations, and 
will fuel international economic activity for at least the 
next twelve months. 

In our view, the acceleration of U.S. economic activity 
provides an excellent platform for American corporate 

earnings growth and common share prices. Moreover, 
given that Canada is a key marginal supplier of goods 
and services to the United States and considering the 
$0.85 U.S./CDN exchange rate, increased U.S. 
business activity should also provide a positive growth 
catalyst for the Canadian economy. In short, while 
many economic commentators have looked to China to 
stimulate worldwide economic growth, it is our view 
that increased American business activity will be one 
of the most important growth drivers for 2015 global 
economic expansion. 

 
 

INVESTMENT PERSPECTIVES  
 

Pursuing Free Cash Flow Investments 
 

In our search for undervalued North American common 
stocks, we have been concentrating on relatively under-
followed, positive free cash flow (FCF) generating 
companies. Free cash flow equates to a company’s 
operating cash flow less the funds required to cover 
capital expenditures. With a significant FCF residual, 
companies not only have the ability to grow, pay 
dividends and make opportunistic acquisitions, but also 

to thrive in the present period of accelerating U.S. 
economic growth, which we expect to continue for at 
least the next twelve months. Specifically, given the 
current low interest rate environment and improving 
U.S. economic business prospects, we believe positive 
FCF companies will have many opportunities to grow 
their revenue and earnings so as to perform 
exceedingly well in 2015. 

 

 

 
Adjusting Our Portfolios 

 
Over the past three months, we have actively reduced 
our natural resources exposure. With the price of oil 
having fallen and base metals prices softening, we have 
sold or trimmed certain vulnerable holdings, retained 
favoured base metal securities, and reduced some 
stocks to appropriate portfolio weightings. 

Specifically, during the past quarter, we sold entire 
positions in Legacy Oil & Gas, Long Run Exploration, 
Twin Butte Energy, Enseco Energy Services and 
Hercules Offshore.  We have trimmed Savanna Energy 
Services, Strad Energy Services, Sherritt International, 

AuRico Gold, Kirkland Lake Gold, Trevali Mining, and 
EGI Financial. With the proceeds and available cash, 
we have initiated positions in Pure Industrial REIT, 
Plaza Retail REIT, Uni-Select Inc., Viacom Inc., The 
Timken Company, Big Lots Inc., Cooper Tire & 
Rubber, Mentor Graphics Corp., Regal-Beloit Corp., 
and Encore Wire Corp. We also added to existing 
holdings in Superior Industries International and COM 
DEV International. 

PORTFOLIO PERSPECTIVES
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I wrote this commentary almost six years ago during the extreme frenetic markets of early 2009 when great 
fear and lack of global investment confidence was all-pervasive. Despite the start of the massive U.S. Federal 
Reserve reflation and government monetary and fiscal stimulation, investors were not convinced. Today, 
Americans are finally seeing the tangible improvement in domestic growth, employment and corporate 
business results. Clearly, there is a lot of optimism building for 2015. 
 
Similar to our activism during 2009, we have recently trimmed and liquidated a number of our investment 
holdings to adapt to the sudden change in economic and investment circumstances including the reality of a 
sharply lower oil price. With the proceeds, we have purchased a number of undervalued, dividend-paying, 
free cash flowing non-resource securities. Given our significant personal and professional investment in the 
ABC Funds, we are dedicated to our present plan of action and much like 2009, we remain focused, 
disciplined, and opportunistic. 
 

 
 

The following is an excerpt from the ABC Perspective – April 2009 – Pg. 1 
 

Dedicated to our Plan 
 

I would be less than honest if I did not admit that the past 12 months have been the most difficult in my 
entire business career. During this period we have witnessed major corporate bankruptcies, a worldwide recession 
and an extraordinary stock market decline, massive international government monetary and fiscal stimulus and an 
immense investor flight to liquidity. For a time, common stocks went virtually ‘no bid’ and in some cases they even 
traded below cash value. 
 

The September-December 2008 period was arduous for portfolio managers as fear and lack of confidence 
gripped international equity markets. While the jury may still be out, worldwide central banks, governments and, in 
particular, the U.S. Federal Reserve embarked on a massive reflation track and, in our opinion, have done a masterful 
job in attempting to right global banking, liquidity and investing. In our view the worldwide economies, largely due 
to this meaningful concerted global monetary and fiscal stimulation, are in the process of dodging a significant 
protracted economic and investment downturn. We are cautiously optimistic and believe that the North American 
economies will exhibit a turnaround by the second half of 2009. Accordingly, we have been dedicated to a two-
pronged investment plan of action since late 2008. 
 

Initially we set about to liquidate a number of holdings which, due to the sudden change of economic and 
investment circumstances, were no longer attractive. We then used cash and liquidation proceeds to purchase 
excessively undervalued large capitalization Canadian companies, including bank and insurance company shares 
which were offered via new financings in the December/January period. These purchases presented both trading 
liquidity and some dividend income amid tumultuous market conditions. Although the financials declined 
precipitously in late January to early March, they have subsequently recovered to post gains as worldwide stock 
markets improved. This appreciation is due to a growing confidence that international reflation efforts are finally 
showing some positive results. 
 

Overall, given our significant personal and professional investment in the ABC Funds we remain focused, 
disciplined and opportunistic. We remain dedicated to our investment plan of action. As worldwide economies start 
to exhibit definite signs of turnaround and investor psychology gradually improves, we expect our traditionally small 
and mid-capitalization share selections to offer excellent long term investment returns. 

 
Irwin A. Michael, CFA 
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Pure Industrial REIT 

 
Pure Industrial REIT (PIRET) operates a diversified 
portfolio of income-producing industrial properties in 
North America. After a recent acquisition in December, 
the company’s asset base now consists of 164 properties 
in Canada and ten in the United States. PIRET’s 
Canadian segment is highly concentrated in large urban 
markets, including Vancouver, Calgary, Edmonton, and 
the Greater Toronto Area. In the United States, properties 
are currently located in seven states, with the company 
identifying Texas, Florida and Carolina as key growth 
regions going forward. 

PIRET represents an attractive investment opportunity for 
several reasons. Firstly, we estimate the company is 
trading at a 2.5% discount to its NAV of approximately 
$4.70 per unit, while providing a yield of 6.8% at current 
levels. The distribution is supported by a relatively low 
estimated 2015 payout ratio of 87% and a conservative 
capital structure, with $100 million of available liquidity 
and a stated commitment to reducing leverage over the 
next two to three years. On December 17th

Thirdly, PIRET has a successful track record of accretive 
transactions, which should continue to be an important 
value driver for the stock. During 2014, PIRET acquired 
24 properties for $425 million. In particular, during Q3 
2014, the company completed a $235 million acquisition, 
comprising of eleven properties leased entirely to FedEx. 

This acquisition provided a number of benefits for 
PIRET, including its first foray into the United States, 
which we see as a key growth area for the company going 
forward. In addition, the company has entered into long-
term leases with an average term of over ten years, and 
acquired a new development pipeline of opportunities. 
Four of the eleven acquired properties are still under 
construction, and should be complete in early 2015. 

Fourthly, we believe PIRET has a focused strategy to 
reduce leverage without issuing new equity in the near-
term. At Q3 2014, the company had a loan to gross book 
value ratio of 49%, which management anticipates 
reducing over the next two to three years. We think this 
may feature non-core asset dispositions and seeking new 
sources of revenue.  For example, in October, PIRET sold 
a 75% interest in eight industrial properties located in 
Ontario and Quebec for $61 million, bringing year-to-
date dispositions to $81 million. In addition to retaining a 
25% interest in the properties, PIRET will continue to 
provide property and asset management and leasing 
services, thereby enhancing ROE and generating 
additional capital to pursue development initiatives. 

Fifthly, we believe that PIRET is poised to achieve solid 
organic growth in 2015. Although the increase in same-
property net operating income has been relatively modest 
the past two quarters, PIRET completed a significant 
number of lease renewals in Q3 2014 with mid-single 
digit rent growth. While approximately 10% of PIRET’s 
leasable area is set to expire this year, management 
indicated that it has already received commitments for 
one-third of this space. We also note that occupancy rates 
have been moving higher over the past two quarters, a 
trend the company expects will continue. 

, 2014, the 
company renewed its share buyback program, allowing it 
to repurchase up to 5 million units. We believe this 
demonstrates management’s confidence in PIRET’s 
underlying valuation and business outlook. 

Secondly, we believe that PIRET’s industrial portfolio is 
high quality with predominantly a single-tenant focus, 
which provides cash flow stability. Assets are well 
diversified amongst distribution/warehouse (52%), light 
manufacturing (29%) logistics (15%) and flex (4%), with 
a focus on larger, credit-worthy tenants. At present, Fed-
ex is the company’s largest tenant by net operating 
income (16%), followed by Transforce and Container-
World at 5% each. PIRET’s weighted average lease term 
currently stands at 7.2 years with built-in rent increases, 
which lowers re-leasing risk while providing a basis for 
profitability growth. 

In summation, we believe that PIRET is an attractive 
investment, trading at a discount to NAV while providing 
a sustainable dividend yield of almost 7%. The company 
possesses a high quality portfolio located in major 
markets in the U.S. and Canada, and is positioned to grow 
both organically and through acquisition. Moreover, we 
believe that PIRET could ultimately represent a potential 
take-over candidate, especially considering its strong 
asset base and broad geographic presence.  
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Viacom Inc. 

Viacom is an attractive deep value investment given its 
discounted valuation, its commitment to returning cash to 
shareholders, and highly visible affiliate revenue growth 
over the next several years. In addition, we believe 
incremental value could be unlocked through either a 
take-over of the company or asset sales in connection 
with a succession plan for Sumner Redstone, who 
controls about 79% of the voting shares and is presently 
91 years old. We also take comfort in Viacom’s highly 
recognizable brands, and believe that the company has a 
strong financial position with $1 billion in cash and 
nearly 40% of its debt maturing after 20 years. 

By way of background, Viacom is a global entertainment 
company that creates television programs, movies, 
applications, and other entertainment content. The 
company operates through two segments: Media 
Networks and Filmed Entertainment. The Media 
Networks division acquires and distributes programming 
across multiple platforms, including traditional cable, 
satellite, and mobile devices. The segment reaches 700 
million households in more than 165 countries through 
greater than 230 TV channels including Nickelodeon, 
BET Networks, MTV, and Comedy Central. Revenue 
from advertising sales and affiliate fees from distributors 
of Viacom’s content (such as cable TV operators) 
accounted for approximately 73% of 2014 sales. 

The Filmed Entertainment segment produces, finances, 
acquires and distributes motion pictures and television 
programming under several brands, including Paramount 
Pictures, MTV Films, and Nickelodeon Movies. 
Paramount Pictures has a library of 3,400 movies, which 
are distributed in theatres, DVDs and digital platforms. 
The segment generates revenue primarily from the 
release and/or distribution of movies, through home 
entertainment, licensing, and ancillary activities. The 
division accounted for 27% of Viacom’s 2014 
consolidated revenue. 

Our investment thesis on Viacom is based on a 
combination of growth and fundamental value. For 
example, we believe Viacom’s recent affiliate 
agreements provide the company with stable, highly 
visible revenue through 2020. Notably, the company has 
70% of its subscribers covered by affiliate agreements 
that extend from a minimum of three years to as long as 
eight years. Renewals were recently completed on terms 
consistent with Viacom’s long-term guidance of high 

single to low double-digit affiliate revenue growth. 
Furthermore, management is proceeding with innovative 
ways to grow the business, including international 
expansion, the establishment of an animated film studio, 
and launching new products over mobile platforms. 

In addition, Viacom’s ability to generate strong free cash 
flow enables the company to pursue an aggressive 
strategy of returning cash to shareholders.  In fiscal 2014, 
Viacom returned $3.9 billion to investors through share 
repurchases and dividends, raising its total to $16 billion 
over the past five years. In the current quarter, the 
company plans to purchase an additional $750 million in 
stock, while in the 2015 fiscal year, Viacom plans to 
repurchase at least $2.5 billion of its shares. Note that 
these repurchases are not at the expense of growth, with 
the company investing over $3 billion in content in the 
recent fiscal year, and an incremental 27% increase 
planned for next year. 

With regard to content, we believe Viacom has some of 
the most recognized television and film brands, with a 
long history of delivering a high quality product across 
multiple platforms. For example, MTV continues to bring 
new programming to air, and was ranked the number one 
global youth media brand in 2014 according to 
Interbrand. In addition, Nickelodeon is also launching 
new programming, with six new series since August and 
five more through the end of the March quarter. In filmed 
entertainment, Paramount Pictures successfully launched 
its Teenage Mutant Ninja Turtles franchise in August, 
which has earned close to half a billion dollars at the 
global box office. The company is also anticipating the 
release this year of The SpongeBob Movie, which will be 
the first movie from Paramount Animation. 

From a fundamental perspective, we believe Viacom is 
attractively valued. At current levels, the stock is trading 
at a 2015 P/E ratio of 11.3x based on consensus analysts’ 
expectations, while providing a dividend yield of 
approximately 2.0%. Moreover, the company trades at a 
meaningful discount to its peer group, which includes 
Disney, Twenty-First Century Fox, and Time Warner. 
Given Viacom’s affiliate revenue visibility and free cash 
flow capability, we believe there is potential for multiple 
expansion. Moreover, the possibility of a take-over bid 
for the company or asset sales as part of a succession 
plan for Sumner Redstone provides further upside 
potential for the shares. 



 
 
 

 
 Free Cash Flow 

 
“A measure of financial performance calculated as operating cash flow minus capital 
expenditures. Free cash flow (FCF) represents the cash that a company is able to generate after 
laying out the money required to maintain or expand its asset base. Free cash flow is important 
because it allows a company to pursue opportunities that enhance shareholder value”. 
 

   Investopedia 
 

Free Cash Flow (FCF) is an important element of 
successful fundamental stock picking. Companies that 
generate positive FCF are able to complete tuck-in 
acquisitions, initiate share buybacks, repay debt and 
increase dividends. While we have always viewed FCF 
as an important financial measure, we believe, within the 
context of the current marketplace, that there are a 
number of FCF positive companies that have yet to be 
recognized. Many of these companies offer unusual 
investment potential within the current American 
economic recovery. 

In our search for undervalued FCF positive North 
American equities, we have uncovered a few Canadian 
companies compared to a significant number of liquid 
American securities. Consequently, over the past couple 
of months, we have added more than 12 new FCF 
positive selections. Below is a partial list of these new 
additions with a brief explanation of each holding. 
 

1) Viacom Inc.

2) 

 An attractively-valued New York-based 
global entertainment company with strong free cash 
flow, a low 2015 P/E multiple, a dividend yield of 
1.8% and a significant share repurchase plan. 

Big Lots Inc.

with almost 1,500 stores. Big Lots generates positive 
FCF and has a dividend yield of 1.6%. 

 An Ohio-based “mini-Walmart” 
retailer concentrating on broadline goods close-outs, 

3) Cooper Tire & Rubber Company

4) 

 Founded in 1913, 
Cooper Tire is an Ohio-based manufacturer of 
replacement tires. It is a beneficiary of low oil prices 
and increased consumer demand, while providing a 
dividend yield of 1.2%. The company may also be a 
potential take-over candidate. 

Regal-Beloit Corporation

5) 

 A Wisconsin-based 
manufacturer of electric motors and generators that 
distributes its products worldwide. It also has a 
dividend yield of 1.2% with the ability to make 
strategic acquisitions. 

The Timken Company

In summation, free cash flow has always been an 
integral part of our ABC Funds’ Ten Commandments of 
Deep Value investing. We believe the new common 
share additions to our portfolios offer improved liquidity 
and excellent opportunities for 2015. 

 An attractively-priced, Ohio-
based manufacturer of industrial mechanical 
components and bearings, which has a 2.4% 
dividend yield and is buying back its common 
shares. 

Irwin A. Michael, CFA 
 

 
 

• All cheques are to be made payable to RBC Investor Services. 
• All client requests are to be directed to ABC Funds. 
• Unitholders of all our funds, with the exception of the FVF, within non-

registered accounts will receive T3 tax slips by the end of March as there 
were distributions in 2014. Unitholders of FVF will not receive T3 tax slips 
for 2014. 

• T4s will be mailed out mid-February.  
• The Capital Gains/Losses Report for redemptions made in 2014 is 

included with your December 31, 2014 statement. 

• Contribution slips for RRSP contributions made in 2014 will be mailed at 
the end of January 2015. 

• Contribution slips for RRSP contributions made in the first 60 days of 
2015 will be mailed at the end of March 2015. 

• The RSP contribution deadline for 2014 contributions is February 27, 
2015. All contributions must reach our office no later than this date. 

• If you wish to receive future newsletters and/or annual financial 
statements electronically, please call or email our office.

 

This newsletter is published by I.A. Michael Investment Counsel Ltd. and the ABC Funds 
18 King Street East, Suite 1010 Toronto, Ontario  M5C 1C4      Telephone: (416)365-9696     Toll Free: 1-888-OPEN ABC     Fax: (416)365-9705 

Web sites: www.abcfunds.com     www.valueinvestigator.com     Email: invest@abcfunds.com      
 

The information contained in this investment letter is not and under no circumstances is to be construed as a solicitation or recommendation to buy or sell securities, including, without limitation, any units of any of 
the ABC Funds. While the information contained in this newsletter has been drawn from sources believed to be reliable, its accuracy or completeness cannot be guaranteed, nor in providing it does I.A. Michael 
Investment Counsel Ltd. assume any responsibility or liability. I.A. Michael Investment Counsel Ltd., its directors, officers, and other employees may, from time to time, have positions in securities mentioned in this 
letter. I.A. Michael Investment Counsel Ltd. is the manager and investment advisor of the ABC Funds, and as such, receives from the Funds certain management and investment advisory fees based on the net 
asset value of the Funds from time to time. Irwin Michael is the sole shareholder of I.A. Michael Investment Counsel Ltd. 

Administrative Information 
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