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Portfolio Update – Empire Life’s Dividend Growth Fund 
 
By Doug Cooper, Sr. Portfolio Manager, Canadian Equities 
April 14, 2020 
 
It is extremely difficult to predict with any degree of accuracy the extent or duration of the 
headwinds associated with COVID-19.  Therefore, I will leave this point of discussion aside.  I 
will focus, instead, on recent activity in the Dividend Growth Fund, highlight what differentiates 
the fund, and why we believe it is well positioned in the current environment.    

Since becoming lead manager of the Dividend Growth Fund in June of 2019, we have shifted a 
significant portion of the fund into high quality companies with more predictable and attractive 
medium term growth prospects.  We have also reduced the fund’s exposure to cyclical and/or 
macro sensitive areas of the market.  As a result, the fund was substantially more defensive 
prior to the COVID-19 related equity market sell-off.  The fund also had a healthy cash level in 
January and February of 2020 which allowed us to take advantage of the equity market sell-off 
over recent weeks.      

A point of differentiation with the fund is that our investment approach is guided by two 
important factors, including patience, and at times, a contrarian view.  Through our fundamental 
approach to investing, we acquire a deep understanding of the businesses that we invest in 
which gives us the conviction to take a different view than the market.  In addition, our three to 
five year investment horizon provides us the opportunity to take advantage of market 
dislocations due to transient headwinds that a shorter term investor may not have the ability to 
do.   

A global approach to running the fund is also an important point of differentiation.  Because of 
the cyclical nature of Canada’s economy, high quality companies with more defensive and 
predictable growth prospects tend to receive a premium valuation in the Canadian market place 
which often makes it difficult for our value based approach to investing.  Indeed, this was the 
case prior to the COVID-19 related equity market sell-off which pushed us to take advantage of 
the fund’s capacity to invest up to 30% outside of Canada.  Since June of 2019, we were able to 
acquire a number of high quality global companies at very attractive valuations.  As a result, the 
fund’s non-Canadian exposure moved as high as ~26% this year up from ~17% in June of 
2019.  Some of the global stocks we have added to the fund include Alphabet (Google), 
Johnson & Johnson (J&J), Philip Morris, and a global leading testing and inspection company, 
Bureau Veritas.  Increasing our weight in UK based Bunzl, the world’s largest – and only – 
global distributor of “not-for-sale items” also contributed to the higher non-Canadian exposure.  

In all cases, buying shares of these global companies was opportunistic in the sense that the 
shares had underperformed the broader market as a result of headwinds that we believed to be 
non-structural and transient.  In the case of Alphabet, investors were apprehensive about anti-
trust headwinds coupled with quarterly revenue growth that missed sell-side expectations.  



 
 
 

 
 
 

2 
 

These investor concerns allowed us to buy Alphabet in the summer of 2019, at just over $1,000 
per share or ~17.5x earnings (~15.5x excluding cash).  We viewed this purchase as very 
attractive considering the company’s dominant competitive positioning in digital advertising and 
mid to high teens organic growth prospects.  Today, Alphabet’s stock closed at ~$1,270.     

We were equally as opportunistic with the other aforementioned global names.  As an example, 
we built up a sizeable position in J&J in October of 2019 at ~US$130 per share where valuation 
had contracted to ~14.5x earnings due to investor concerns related to legal litigation.  We saw 
these concerns as more than reflected in valuation considering the company’s mid-single digit 
organic revenue growth prospects and strong competitive positioning in its pharmaceutical 
business.  When we started our position, J&J’s dividend was yielding ~3%; today, J&J reported 
Q1 results ahead of sell-side expectations and updated its 2020 guidance roughly in line with 
market expectations.  The company also announced a ~6% increase in its quarterly dividend 
which, in this uncertain environment, is a testament to J&J’s durable and attractive growth 
prospects.  Today, J&J’s stock closed at ~$146 per share.         

Since the COVID-19 related equity market sell-off, we have added a number of high quality 
Canadian companies at very attractive valuations.  While we lack visibility on the extent or 
duration of headwinds from COVID-19, we are confident that the companies we added to the 
portfolio are well positioned to outperform their peers over the medium term as they leverage 
their strong competitive positioning and ample liquidity.  Also, in all cases, we bought these 
businesses at what we believe to be a substantial discount to fair value which gives us a 
reasonable margin of safety and improves the odds of share price outperformance over the 
medium term.    

Of the 9 stocks that we initiated positions in since the end of February 2020, 7 of them are 
Canadian.  Further, the majority of Canadian companies we started positions in are global 
industry leaders with well over half of their revenue generated outside of Canada.  The addition 
of these 9 stocks, combined with adding to existing names, has increased the fund’s exposure 
to consumer, technology, utilities, and telecommunication sectors.  In all cases, we have 
increased the fund’s exposure to what we believe to be the highest quality companies in their 
respective sectors at attractive valuations.   

The fund’s largest exposure continues to be financials at ~29%, and roughly two thirds of the 
financials sleeve consists of Canadian banks, primarily Royal Bank, Bank of Nova Scotia and 
Toronto Dominion Bank.  The share prices of the Canadian banks have performed roughly in 
line with the S&P/TSX during the COVID-19 related equity market sell-off.  Taking a longer term 
view, we continue to like the Canadian banks for a few reasons.  First, their capital ratios are at 
historically high levels, making them well positioned to withstand higher credit provisions and 
loan losses.  Second, they are receiving support from the government, including the purchase of 
up to $50 billion worth of insured mortgage pools through CMHC.  Further, OSFI has lowered 
the domestic stability buffer which effectively allows the Canadian banks to lend more.  Lastly, 
and more importantly, valuation levels for the Canadian banks on a trailing price-to-book basis 
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range from 1x to 1.6x, which is approaching thirty year lows.  Moreover, dividend yields range 
from ~5% to ~7% and our base case assumes no dividend cuts as payout ratios are at 
reasonable levels and as mentioned the banks are well capitalized.  Also, many Canadian 
retirees rely on Canadian bank dividends for their income so we think it is unlikely that OSFI will 
push the banks to cut their dividends. 

On the subject of dividends, while the Dividend Growth Fund will always have one or two 
companies that do not pay dividends (i.e. Alphabet), for the rest of the portfolio a very important 
requirement for us is the capacity of a company to not only maintain its dividend but also 
increase it over time.  We think that today’s low rate environment will increase the scarcity value 
of companies with high dividend yields underpinned by the capacity to increase dividends over 
the medium term.  Today, the dividend yield for the Dividend Growth Fund is ~4.2% (versus ten 
year US Treasuries yielding ~75bps).  While some of the fund’s companies may suspend their 
dividend in the short term due to uncertainty related to COVID-19, the vast majority of them are 
well positioned to increase their dividends over the medium term.   

 

We remain cautious on oil prices in the near term simply because of the substantial amount of 
demand destruction from COVID-19.  To put some numbers behind this, we could see as much 
as thirty million barrels per day of demand destruction which equates to roughly one-third of 
global oil demand.  OPEC+ agreed to a production cut of 9.7 million barrels per day starting 
May 1st 2020.  However, this will not be enough to offset demand destruction in the short term.  
As a result, we expect oil to exceed global storage capacity in the near term which could further 
pressure oil prices.  The fund’s energy exposure, which stands at ~10.5% today, remains very 
conservative consisting primarily of pipeline companies, including Enbridge and Keyera as well 
as companies like Parkland Fuel and PrairieSky.  There may be an opportunity to add to energy 
but we think it is too premature at this point.   

In summary, over the past nine months we have made meaningful progress opportunistically 
acquiring high quality companies with more predictable and attractive medium term growth 
prospects.  While COVID-19 introduces considerable uncertainty in the short term, taking a 
longer term view we are seeing this as an opportunity to further high grade the portfolio.  More 
recently, we have been active buying some high quality Canadian companies, which prior to 
COVID-19 were not an option for us because of valuation.  We feel very good about how the 
Dividend Growth Fund is positioned today, and it continues to have a healthy level of cash 
which we will selectively deploy taking advantage of any equity market volatility.   

Thank you for your ongoing support. 

 
 
Empire Life Investments Inc. is the Portfolio Manager of the Empire Life segregated funds. Empire Life 
Investments Inc. is a wholly-owned subsidiary of The Empire Life Insurance Company. A description of 
the key features of the individual variable insurance contract is contained in the Information Folder for the 
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product being considered. Any amount that is allocated to a Segregated Fund is invested at the risk 
of the contract owner and may increase or decrease in value.  
Please read the information folder, contract and fund facts before investing.  Past performance is no 
guarantee of future performance. 
 
Fund policies are issued by The Empire Life Insurance Company. 
 

® Registered trademark of The Empire Life Insurance Company – used under license 
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