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This is my inaugural letter since becoming Portfolio Manager of the International Equity Fund in 
September of 2019. In this update I intend to discuss our approach to portfolio construction and 
the types of businesses we are investing in. I will then provide a brief overview of some impacts 
from COVID-19 and how we have navigated through these turbulent markets.   

A significant portion of any portfolio manager’s role is to adjust the level of risk, or beta, of a 
portfolio to the outlook for equity markets. While we are stock pickers by nature, the overall 
direction of equity markets will undoubtedly have a significant impact on our underlying 
investments. Beyond looking at the actual beta of the Fund alongside our geographical and 
sector allocation, we have a three-tiered strategy to manage the desired level of risk in the 
portfolio. Before moving onto the tiering strategy we want to mention that we are willing to have 
material underweights and/or overweights in countries and sectors based on the opportunities 
that we see. For example, we have no allocation to energy or utilities while having overweight 
positions in technology and healthcare. Similarly, when looking from a geographical lens we 
have had no allocation to Hong Kong while being overweight the U.K.  

Our three tier portfolio structure is instrumental in how we manage the portfolio and if anyone 
has heard us present it has been discussed at great lengths. While I am going to describe the 
different attributes that result in companies being categorized as tier 1, 2 or 3 companies, there 
are two characteristics that the vast majority of our investments share: Strong management and 
low debt levels. During times of crisis, this is of increased importance. Well managed 
businesses with low leverage will with high likelihood emerge from this crisis better positioned 
than poorly managed businesses with high debt levels.  

Tier 1 businesses are the most stable companies. They are usually large capitalization, “blue 
chip” equities with diverse revenue streams, strong market positions, high returns on equity and 
often have a history of paying a growing dividend stream. These characteristics usually result in 
tier 1 equities having the lowest volatility of the three tiers. A great example of a tier 1 business 
is Nestle – it mainly sells food, but many varieties of food in most geographies globally. It also 
has strong and increasing return on equity and one of the most bankable dividends globally. At 
any given time tier 1 businesses will cumulatively comprise 40-60% of the invested assets in the 
portfolio. There are two key differences between tier 1 and tier 2 businesses. First, tier 2 
companies will generally have higher levels of revenue growth, and second, they will often have 
geographical concentration and/or be tied to the revenues stream from a single product.  
Nintendo is an example of a tier 2 company. Its revenue growth, while diversified by geography 
is mostly reliant on a single console – the Nintendo Switch. Tier 2 businesses typically range 
from 20-40% of the portfolio. Tier 3 businesses most often offer the highest growth in the 
portfolio and can often be emerging market companies. Cumulatively, tier 3 businesses can be 
up to 20% of the portfolio. If we have a more bullish view of markets we tilt the portfolio to 
having higher weights in tier 2 and tier 3 businesses, while conversely if we are more cautious 
we tilt to portfolio to tier 1 companies.  
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2020 has insofar seen high levels of volatility. Prior to the global emergence of COVID-19, the 
year was broadly characterized by steadily rising equity markets and modestly elevated 
valuations. We had a slightly defensive tilt to the portfolio which was broadly attributed to “end of 
cycle” risks. The onset of COVID-19 resulted in high volatility and significant market declines. 
During this turmoil, on a year-to-date basis Tier 1 businesses in the portfolio were the most 
resilient while, as expected, tier 3 companies together declined the most. This is reassuring and 
further instills our belief that our tiering approach is a highly effective tool for us to help manage 
the levels of risk in the portfolio. 

COVID-19 related market volatility created an opportunity to invest in businesses that we have 
otherwise been valuation restrained on. An example of such a business is Nihon M&A, a 
Japanese M&A advisory boutique that in our opinion one of the best managed businesses in 
Japan. It is a company that through the years has built up a vast database of small and medium 
sized businesses on one side and potential buyers on the other hand. Due to several factors 
including labour shortages and succession issues there are many business owners in Japan 
looking to sell their companies. Nihon M&A matches those sellers to buyers and collects a fee. 
Their market position and consistent execution alongside a “scarcity premium” has resulted in a 
high valuation historically. We believe the medium term earnings power of the company has not 
changed and invested in it following a near 35% contraction in the price/earnings multiple.  

Like all crises, COVID-19 has caused management teams and investors to re-think some 
assumptions that were previously seen as the norm. Top of mind for many is working from 
home, which has quite quickly been abbreviated as WFH. Here at Empire Life I always had a 5+ 
day work week. Naturally, when we first transitioned to a WFH environment there was some 
questions around corporate access, internal/external communication and what we would 
generally classify as technology. There were some small bumps on the technology side that 
were more of an annoyance than anything but productivity is now the same if not higher than 
working from an office. I say higher simply because our already strong corporate access 
capabilities have improved because of virtual management meetings. We are certainly not the 
only company to notice these efficiencies and this has led some management teams to re-think 
their footprint and maintain a more hybrid employment model. Just this one potential 
consequence of COVID-19 might have a clearly negative impact on not only the commercial 
real estate market, but also caterers and restaurants, toll road, transit and parking lot operators 
as well as certain retailers. Alongside this damage, opportunities are being created as well and 
some business models are being further strengthened. There are early signs of what types of 
companies these are (i.e. delivery companies, online retailers) but it will only be some time after 
global “re-opening” that we will have a clearer picture of which businesses benefit on more of a 
structural basis versus those that saw a short term demand boost.  

One area that we think will change the investing landscape, internationally at least, for a 
reasonable time period are the higher debt levels that governments have taken on to help 
support their respective economies as well as lower interest rates. The higher debt levels 
extend beyond the country level and into corporates and households as well. Part of the 
aforementioned fiscal spend are direct rent and wage subsidies. In some countries (i.e. U.K.), 
countries have attached restrictions to the bailout schemes, of which limiting dividend payments 
is top of mind. There are bound to be far reaching long term impacts from increased debt levels,  
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record deficits and low interest rates globally. A more immediate consequence is continued 
uncertainty.  We think companies that pay a steadily growing dividend stream will become an 
increasingly attractive sub-asset class and will over-time be awarded with a higher multiple. 
Prior to COVID many businesses in the International Portfolio would have had this 
characteristic, but more than ever this is an area of focus for us. As always, we continue to 
incorporate new information as we invest Fund assets. This discussion linking higher debt levels 
and lower interests to an increasing focus on dividend paying equities is just one example.  

We have high confidence in the management teams we have invested in and similarly we thank 
you for your trust and ongoing support.      

 
 
 
 
 
 
This document includes forward-looking information that is based on the opinions and views of 
Empire Life Investments Inc. as of the date stated and is subject to change without notice. This 
information should not be considered a recommendation to buy or sell nor should they be relied 
upon as investment, tax or legal advice. Information contained in this report has been obtained 
from third party sources believed to be reliable, but accuracy cannot be guaranteed. Empire Life 
Investments Inc. and its affiliates do not warrant or make any representations regarding the use or 
the results of the information contained herein in terms of its correctness, accuracy, timeliness, 
reliability, or otherwise, and do not accept any responsibility for any loss or damage that results 
from its use. 
 

Past performance is no guarantee of future performance. 
 

Empire Life Investments Inc., a wholly owned-subsidiary of The Empire Life Insurance Company, 
is the Manager of Empire Life Mutual Funds and the Portfolio Manager of Empire Life Segregated 
Funds. The units of the Funds are available only in those jurisdictions where they may be lawfully 
offered for sale and therein only by persons permitted to sell such units. Commissions, trailing 
commissions, management fees and expenses all may be associated with mutual fund and 
segregated fund investments. 
 
Investments are not guaranteed, their values change frequently, and past performance may 
not be repeated. 

 
A description of the key features of the individual variable insurance contract is contained in 
the Information Folder for the 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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