
Counterpoint 
EdgePoint investment commentary                     3rd quarter, 2014 
 

 

 
Should I stay or should I go?  
By Geoff MacDonald, portfolio manager 
 
We're not quoting the Clash with the above question. Instead, we're quoting a question we've 

been hearing frequently this past year that refers to whether or not those fortunate enough to 

stay invested during the past five years should take some profits now that the market has risen. 

Other recurring questions have been: “Should I wait for the market to drop before investing 

more?” “When should I buy back into the market?”  

The huge fear of loss ingrained in many investors' minds has made the industry more anxious, 

which means these questions are more frequent today. 

Problem questions 

There are two problems with these questions.  

The first problem is there's an underlying assumption that the market is one cohesive organism. 

The reality is, “the market" is a collection of hundreds of very different businesses in a multitude 

of different industries, with different balance sheets, different management teams, different 

growth opportunities, different competitors, different valuations and the list goes on. Super 

computer IBM Watson would short circuit, stuck in an infinite loop, attempting to answer these 

questions while properly analyzing the data.  

A second problem is there’s an assumption that someone knows the answers to these 

questions. There must be a belief in the existence of a crystal ball-carrying market timer. 

Success in investing will never be achieved if you believe such a skill exists. Those asking these 

questions likely think success must come from being all-knowing. As hard as it might be to 

believe, successful investors know that it more often comes from not only knowing they don't 

know it all, but also knowing what they don’t know.  

When someone develops the crystal ball to answer such questions, we'll buy one and all know 

the answers thus rendering the information useless. Kind of makes the whole endeavour 

pointless, doesn’t it?  

We're going to try to address why these questions aren’t worth worrying about. If we succeed, 

you'll understand the futility of market timing. And if we don’t, please direct your questions to 

those who claim to be in possession of a crystal ball. These claims can be a very prosperous 

windfall for the pretender. Unfortunately for investors, there are many pretenders out there.  
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IBM Watson’s dilemma 

Let’s assume Patsy, an average investor, has money to invest in the U.S. market, but is 

wondering when the best time would be over the next year.  

Picture all the work and uncertainty Patsy has to manage when trying to forecast the results of 

just one company. How many different products does it offer? What will the prices of all those 

products be? How many of each product will the company sell next year? Will the increased 

research and development expenses translate into new revenue-generating products? What 

strategies will competitors employ that could affect these assumptions? Has a competitor 

changed strategy lately or become more price competitive? Should we read anything into the 

CEO selling half of their stock? How will the company cost structure change next year? Will its 

financing costs change? What about its tax rate or size of its pension deficit?  

The above paragraph outlines a small fraction of the questions Patsy would have to ask about 

just one company. Even if Patsy asks all these questions, could she, the smartest person in the 

world, or the world’s most powerful computer program get all the answers right? If they did, 

which they won’t, they’d be missing the hardest part, which is how others will interpret the 

eventual results of this company? In other words, how will the company be valued next year 

after time allows market participants to see the actual results to the questions above?   

Should Patsy be silly enough to attempt this for one company, she’d then have to do it 499 more 

times to complete her forecast of what the S&P 500 Index will do next year and how it will be 

valued. We’d wish her luck if she tries … luck being the operative word of course.  

Is the market really up? 

To add more fuel to the fire, here’s another reason why these questions could be ill-timed as 

well as irrelevant. These questions are often more prevalent when the market is up. At the end 

of the quarter, major market indices were up between 4% and 12% year to date. The thought 

being if the market is up, perhaps you should wait until it’s down until you invest. Remember in 

the previous section when we said the market is simply a collection of many different 

businesses? Keeping that in mind, let’s examine the belief that the market is up. 

A total of 177 (or 35%) of stocks in the S&P 500 Index and 82 (or 33%) of stocks in the 

S&P/TSX Composite Index are down this year.  

Looking at smaller companies, 1,314 (or 66%) of Russell 2000 stocks are down this year, while 

90 (or 41%) of the stocks in the S&P/TSX Small Cap Index have declined.  
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Buying stocks whose prices have fallen should never be your criteria for buying. But if it makes 

you feel better when buying, 1,663 companies are available for you to look at. That works out to 

60% of the collective stocks in these indices! 

Is the market really up when over half the stocks are down? Luckily the question is irrelevant. 

But would it change the view of those posing the questions at the beginning of the commentary? 

I suspect it would.   

Rosie Rotten 

Charles Schwab & Co. published a report on December 16, 2013 on the futility of market timing. 

The link is here, but I'll summarize the analysis and findings below. 

It created five hypothetical long-term investors, who each received $2,000 at the beginning of 

each year for 20 years ending in 2012.  

Peter Perfect was the perfect market timer. He invested in the market every year at the lowest 

monthly close. Each year he was somehow able to determine this date.  

Ashley Action simply invested her money as soon as she received it. 

Matthew Monthly divided his $2,000 into 12 equal portions each year and invested at the 

beginning of each month. In other words, he was the dollar-cost averager.  

Rosie Rotten had horrible luck. She invested her $2,000 each year at the market’s peak. She 

happened to hit the market high every year for 20 years! 

Larry Linger left his money in cash every year, always thinking there’d be a better opportunity 

to invest in the future when stock prices were lower. 

Here were the results after 20 years: 

Peter Perfect (crystal ball-carrying market timer)  $87,004 

Ashely Action (invest immediately)    $81,650 

Matthew Monthly (dollar-cost average super hero)  $79,510 

Rosie Rotten (awful timing)     $72,487 

Larry Linger (the cautious never err…)   $51,291 

When looking at the results above, it’s Rosie Rotten’s results that are most encouraging 

because an investor couldn’t possibly do as poorly as Rosie even if they tried. The only person 

who failed is the person who didn’t try.  

 

http://www.schwab.com/public/schwab/nn/articles/Does-Market-Timing-Work
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Before I lose you, you might be thinking this 20-year period was hand selected, but the author 

looked at 68 separate 20-year periods dating back to 1926, finding similar results across almost 

all timeframes. In 58 of the 68 time periods, the rankings were identical to what you see above. 

In the other 10 periods, “invest immediately” never came in last. It was in its normal 2nd place 

four times, 3rd place five times and 4th place only once.  

The analysis also looked at all possible 30, 40 and 50-year time periods starting in 1926. 

Investing immediately and dollar-cost averaging always seemed to end up with satisfactory 

results.  

Unfortunately, Schwab missed the most important hypothetical character, Dennis the Dart 

Thrower. As his name suggests, he selects the timing of his investment each year by randomly 

throwing darts at a calendar. He’d likely always outperform Rosie.  

Throw a dart, invest at once, invest at the worst time each year or dollar-cost average. It hasn’t 

mattered when you invest, only that you do invest.  

What if Rosie was worse than rotten? 

Some readers might say that since Rosie was buying each year, there were many good years to 

buy, even if she happened to make purchases at the worst times in those years. In other words, 

in the good years, Rosie's bad purchases more than offset some of her really bad purchases 

made during the really bad times to buy. 

Let's look at the past 24 years, which happens to include two of the worst market downturns in 

history. And let's assume Rosie is so unlucky she was only able to make two purchases in the 

past 24 years. Her first purchase was at point "A" on the graph below, which was the peak of 

the S&P 500 in the year 2000. A little gun-shy from that experience, she only gained confidence 

to get back into the market after it rallied past its previous highs in 2007. Her second purchase 

is seen as point "B" on the chart: 
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S&P 500 growth of $10,000 

 

Source: Bloomberg. S&P 500 in US$. Growth of $10,000 as at September 30, 2014. Point A to point C represents 
August 31, 2000 to September 30, 2014 and point B to point C represents October 31, 2007 to September 30, 2014.  

 

Rosie's annualized return from point A to point C was 3.9%, and her annualized return from 

point B to point C was 5.9%. This is hardly stellar, but could anyone have possibly done worse 

than this during the past 14 years? Believe it or not, many have. The one thing that the worse 

than rotten investors have in common is they think they know how to time market entry and exit 

points.  

The benefit of lower prices 

The crazy thing about investing over the long term is we benefit dramatically when stocks go 

down. That’s even the case if we already own the stocks before they go down! Knowing 

that makes market timing even more futile.  

Here’s an exaggerated example to make this point: 

Suppose you invest $100,000 in the S&P 500 Index. Let’s pretend there are two scenarios. 

We’ll call the first scenario “rocket ship” and the second scenario “submarine.” In the “rocket 

ship” scenario, the market goes up 300% after the first year of your investment. Under the 

“submarine” scenario, the market drops 70% after the first year.  

Let’s assume these moves stick and stocks don’t rally back in the submarine scenario, nor do 

they fall back down in the rocket ship scenario. Let’s also assume valuations stay at these levels 

and the index grows by 5% per year in each scenario, which would match an assumed earnings 
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growth for the market over the long term. We also assume dividends are reinvested. With only 

5% earnings growth, companies will have more money to deploy for dividends, so we’ll assume 

a 3% dividend yield in the first year followed by a 5% dividend growth rate in each subsequent 

year.  

 

  ROCKET SHIP   
  

SUBMARINE 

Year S&P 500 
Dividends 
per share 

# of 
shares 

Market 
value   S&P 500 

Dividends 
per share 

# of 
shares 

Market 
value 

Today 1946 $58  51.4 100,000   1946 $58  51.4 100,000 

Year 1 7784 $61  52.9 412,000   584 $61  53 30,900 

Year 2 8173 $64  53.3 436,007   613 $64  58 35,852 

Year 3 8582 $68  53.8 461,412   644 $68  65 41,597 

Year 4 9011 $71  54.2 488,298   676 $71  71 48,263 

Year 5 9462 $75  54.6 516,751   710 $75  79 55,997 

Year 6 9935 $78  55.0 546,861   745 $78  87 64,971 

Year 7 10431 $82  55.5 578,726   782 $82  96 75,382 

Year 8 10953 $86  55.9 612,448   821 $86  106 87,462 

Year 9 11501 $91  56.4 648,134   863 $91  118 101,478 

Year 10 12076 $95  56.8 685,900   906 $95  130 117,740 

Year 11 12679 $100  57.2 725,867   951 $100  144 136,607 

Year 12 13313 $105  57.7 768,162   998 $105  159 158,499 

Year 13 13979 $110  58.2 812,922   1048 $110  175 183,898 

Year 14 14678 $116  58.6 860,290   1101 $116  194 213,368 

Year 15 15412 $121  59.1 910,418   1156 $121  214 247,560 

Year 16 16182 $127  59.5 963,467   1214 $127  237 287,232 

Year 17 16991 $134  60.0 1,019,607   1274 $134  262 333,260 

Year 18 17841 $140  60.5 1,079,018   1338 $140  289 386,665 

Year 19 18733 $148  61.0 1,141,891   1405 $148  319 448,629 

Year 20 19670 $155  61.4 1,208,428   1475 $155  353 520,521 

Year 21 20653 $163  61.9 1,278,841   1549 $163  390 603,935 

Year 22 21686 $171  62.4 1,353,358   1626 $171  431 700,715 

Year 23 22770 $179  62.9 1,432,216   1708 $179  476 813,005 

Year 24 23909 $188  63.4 1,515,670   1793 $188  526 943,289 

Year 25 25104 $198  63.9 1,603,986   1883 $198  581 1,094,451 

Year 26 26359 $208  64.4 1,697,448   1977 $208  642 1,269,837 

Year 27 27677 $218  64.9 1,796,356   2076 $218  710 1,473,328 

Year 28 29061 $229  65.4 1,901,028   2180 $229  784 1,709,429 

Year 29 30514 $240  65.9 2,011,798   2289 $240  867 1,983,365 

Year 30 32040 $252  66.4 2,129,023   2403 $252  958 2,301,199 

 
                  

    Annualized return 10.73%     Annualized return 11.02% 

 

 
The cumulative effect of reinvesting dividends each year in cheaper stocks (i.e., the submarine 

scenario), helps you generate a return of 11.0% in the submarine scenario compared to 10.7% 

in the rocket ship scenario. Considering that after year one the rocket ship scenario had 13.3 

times more money invested than the submarine scenario, and you didn’t invest any new money, 

that’s an incredible feat! Despite the rocket ship scenario having a massive head start, the 
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simple ability to reinvest your dividends at a more attractive price in the submarine scenario 

allows you to catch up.  

What if valuations revert to normal (let’s say 16 times earnings) in year 30? In that case, the 

annual return for the rocket ship scenario would only be 5.9% per year. The submarine scenario 

would deliver a 15.8% per year return over that same 30-year time period. The discrepancy in 

returns would be even greater if you were able to invest fresh proceeds into the market each 

year.  

Reinvesting your dividends, or adding to your investments, has a much smaller impact the more 

expensive your investments are. These additional investments make a massive difference if 

stocks are lower during your holding period. Thus, embrace and hope for a few down markets.  

With that knowledge, you should always embrace the down market when it happens, but you 

shouldn’t wait for it to happen pretending you know how to time markets.   

Conclusion 

Though many global stock markets are close to new highs, we haven’t encountered a plethora 

of euphoric, complacent or risk-ignorant investors in the stock market despite the near tripling of 

many stock indexes from the 2009 lows. Perhaps it’s because, as we mentioned earlier, the 

majority of stocks are actually down this year. Both of these are good news.  

Don't get us wrong. There are many reasons for investors to be frightened. There are excesses 

in parts of the stock market, massive dislocations in fixed income and credit (as Frank later 

addresses) and many overvalued stocks. But there are also numerous opportunities available at 

more than reasonable prices. There's always a deal somewhere. Sometimes you just have to 

look harder than others.    

The future is bound to be uncertain and will inevitably be volatile so trying to forecast the timing 

of macro ups and downs is pointless. Understanding the companies we own and the sensitivity 

of each company's earnings to a wide range of events is a far more fruitful endeavour.   

We'll close by saying that for us, it’s most comfortable to be invested when confusion reigns and 

less comfortable to be invested when things are certain. Dispute is both a virtue and a necessity 

should you want to outperform. Confidence should be treated like the plague. Today, confusion 

still reigns.  
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Fixed-income comments 
By Frank Mullen, portfolio manager 
 
In my opinion, a portfolio manager’s role encompasses two distinct responsibilities. The first is 

to invest when you find an attractive opportunity. Although discussed less, I believe the second 

responsibility is more important. It’s to protect capital by avoiding investments you don’t fully 

understand and heed warning signs in the market. While a single warning sign may be 

immaterial, numerous signs combined raise our concerns.  

I’m always hesitant to discuss the market because an investment in EdgePoint isn’t an 

investment in the market. That being said, warning signs in the fixed-income market are 

worrying and have led us to be more defensive. 

A key risk investors face when buying bonds is rising interest rates. Let’s say you lock into an 

agreement to lend someone money for 10 years and then interest rates rise. You’re now 

earning a below-market rate so your bond price will decline accordingly. With bond yields below 

1% on Swiss, German and Japanese debt, does anyone truly believe they’re being 

compensated sufficiently to take on 10-year interest rate risk? We don’t and find it hard to 

believe any of those investments will compound wealth. Our Portfolios continue to have a 

duration of around three years, approximately less than half of the Canadian bond index. If we 

aren’t being paid to take on interest rate risk, we simply won’t. 

Another significant risk to lenders is the creditworthiness of the borrower. In the past, we’ve 

found great opportunities in high-yield bonds. It’s now becoming much more difficult as the yield 

on these investments is so low that I’m not sure they still qualify as “high yield”. The yield on the 

Credit Suisse High Yield Index fell below 5.50% this quarter when historically it’s averaged over 

9%. Default rates have been very low over the past five years but I don’t believe they can stay 

this low indefinitely. Eventually, issuers will default and a 5.50% yield won’t compensate 

investors nearly enough to justify owning the average high-yield bond. Our goal is to identify 

issuers we feel are more creditworthy than the market does and that pay us for the risks we 

incur. 

Typically, riskier borrowers are forced to pay higher yields to entice investors to lend to them. 

But today, the additional yield on CCC-rated debt (the lowest-rated junk bond) is less than half 

the average premium of higher-rated B debt. This is a complicated way of saying the worst-

rated companies are issuing debt at some of the lowest levels in history. 

Enticed by low interest rates, borrowers of the lowest credit quality are now issuing debt. We 

recently met with the management team of a business hoping to do just that. This was a 
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business that had no hard assets, a management team that could not convince us that the 

business was not in secular decline and was highly reliant on three main customers whose 

contract details were largely unknown. This isn’t a business that we would ever consider lending 

money to. Upon hearing our concerns, the bank tasked with raising funds on behalf of this 

business asked if we would reconsider if the yield was 0.25% higher. If we question the terminal 

value of a business, a small increase in yield will certainly not make it more attractive. In the 

short term, 0.25% may make us feel smart, but if this business were to default, we would suffer 

a permanent loss of capital for which no reasonable increase in yield could compensate. We 

aren’t criticizing the bankers involved. They’re simply not accustomed to investors who focus on 

risks before return. 

Nor was that an isolated incident. Despite defaulting in 2008, Ecuador recently issued $2 billion 

in 10-year bonds. Kenya just completed the largest ever debt sale by an African country, which 

according to The Wall Street Journal, was four times oversubscribed. Investors are clamouring 

to lend money to anyone at any yield without worrying enough about the risks involved. 

Although we continue to own select high-yield investments our exposure has dropped 

materially. Regardless of the market environment, select investment opportunities where we 

have a proprietary insight will always exist; however, it’s certainly harder to find those ideas 

when competing with investors who seem happy to accept paltry yields. 

The structure of the fixed-income market has changed since the financial crisis, and as a result I 

believe there’s increased liquidity risk in corporate bonds for which many investors are unaware. 

Unlike stocks, bonds don’t trade on an exchange. They trade over-the-counter in a far less 

efficient manner that usually requires contacting a prospective buyer or seller by telephone. 

Before the financial crisis, banks were willing to buy and sell large fixed-income positions from 

their inventory. The Federal Reserve Bank of New York claims inventory levels have fallen 

approximately 75% since 2008 due to increased regulation. This makes bond trading more 

challenging, which will only be exacerbated during times of stress. While investors may be able 

to sell, increased liquidity risk may mean they can’t get the price they want. This possibility 

comes on the heels of rapid growth in the fixed-income market, especially when heightened 

mutual fund and ETF flows are factored in. A rush to sell by a large investor base combined with 

a market that is far less liquid could result in unfavourable market conditions. We aren’t the only 

ones worried about this problem. BlackRock, the world’s largest asset manager, has recently 

suggested that regulators consider redemption restrictions for bond mutual funds which could 

include fees for large redeemers.   
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I don’t want people to think that I’m fear mongering. The risks I’ve highlighted may never come 

to fruition. While I can’t predict the future, I’m confident that if we choose to avoid areas of the 

market that worry us, we’ll serve our clients well. Yield is never worth reaching for if it means 

taking risks that you don’t understand. Historically this has kept us out of trouble and allowed us 

to take advantage of opportunities. 

The fixed-income exposure of our growth and income Portfolios is being managed to ensure 

that we can take advantage of any potential opportunities that arise. Our fixed-income allocation 

remains low at approximately 30% and we have full flexibility to increase this weight if we find 

attractive investments. We are managing our fixed-income positions defensively and have 

significantly reduced our high-yield allocation this year. In its place we’ve increased our weight 

in highly liquid, short-duration investment-grade bonds. 

We recently took advantage of several short-term sell-offs in the corporate bond market. While 

investors were simultaneously rushing for the exits (which happened several times this quarter), 

we bought bonds that we’d been watching but were previously unable to buy at what we 

believed was the right price. This hasn’t happened often as of late but the Investment team is 

committed to remaining patient and seizing the right opportunities. 

 

 

 
 
 
 
 
 
 
 
Source: Bloomberg. Major market indices referenced include MSCI World Index, net, S&P 500 Index and S&P/TSX Index. 
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