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Alternative Value Strategy              Q4 2016 Update 
 

January 13, 2017 

George K. Livadas 

Portfolio Manager 

 

 

Dear Fellow Investor, 

 

I am pleased to provide the 4Q 2016 update for Alternative Value Strategy (“AVS”) investors. The general topics 

are similar to the previous letter: updates on portfolio positioning and holdings in light of market conditions, as well 

as an update on performance.  

 

 
Market Conditions 
 

Equity markets closed out 2016 on a strong note. The ETFs that we track for the S&P 500, S&P Midcap 400, and 

Russell 2000 indices returned 4%, 7%, and 9%, respectively for Q4. Virtually all of the gains occurred in November 

– post-election. We were not well-positioned for the sharp rally. November was good for us on an absolute basis 

(+3%), but very frustrating on a relative basis. 

 

While I have avoided politics like the plague (at least for the last couple of years), I feel obligated to discuss a few 

relevant issues regarding the election, in addition to providing some more general market color.  

 

Healthcare 

 

Today, the biggest “issue” impacting healthcare stocks is massive uncertainty. The President-elect ran on repealing 

and replacing the Affordable Care Act (aka ACA or Obamacare). Leading up to the election, healthcare execs were 

certain of a Clinton victory and continuation of the ACA. After years of massive change towards a particular set of 

policy goals, the sector is now faced with the prospect of yet another enormous shift. Various policy experts have 

outlined a path for Republicans and the President-elect to effectively repeal Obamacare. The process is likely to take 

time, but should begin in the coming months.  

 

How does all of this impact our portfolio? Our second largest holding is The Advisory Board Co. (ABCO), a 

healthcare (and to a lesser extent, higher ed.) best-practices technology, research and consulting firm. As a general 

rule, ABCO benefits from change, uncertainty and budget challenges in the healthcare sector. However, too much 

uncertainty can freeze demand from ABCO’s customers – and that’s exactly what happened in 

November/December. To make matters worse, this freeze occurred during ABCO’s busiest selling season. Needless 

to say, ABCO’s share price suffered post-election – lagging the S&P 500 by 15% through year-end and costing the 

portfolio over 200 bps of performance in Q4. Despite these challenges, I’m excited about the outlook for ABCO. 

While 2017 will be challenging, ABCO should actually benefit from the election results over the long-run. 

 

Tax Policy 

 

The consensus view seems to be that the market rallied sharply post-election due to strong prospects for major 

corporate tax reform (read: cuts). While corporate tax reform is a top priority for congressional Republicans and the 

President-elect, I’m not sure unbridled optimism is warranted. If Republicans are required (either by members of 

their own party or the Democrats) to include significant “off-sets” to keep budget deficits under control in the near-

term, they have a couple options. “Option A” is to clean up the tax code by lowering statutory rates and reducing 

deductions and other loopholes. In my view, this is the most attractive – but, unfortunately least likely – option. 

Additionally, if this policy is effected in a way that is anywhere close to budget-neutral, it would provide a more 

modest benefit to U.S. corporate tax payers – not exactly what the market seems to be pricing in.  

 

“Option B,” which seems far more likely, is to reduce corporate tax rates and implement a “border tax adjustment” 

model. Under this scenario, lower corporate tax rates are partially “paid for” by adding a significant import tax, 

partially offset by export credits. Republican leaders (including the Speaker) are reportedly quite partial towards this 
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plan. In my view, this plan (as reported in the media) adds significant complexity to the tax code – potentially 

throwing entire sectors into disarray (e.g. most retailers, who import just about everything and export just about 

nothing). The prospect of resulting trade wars is also worrisome. I’ll finish with a favorite quote that I can’t help but 

be reminded of when thinking of the border tax adjustment idea: 

 

The curious task of economics is to demonstrate to men how little 

they really know about what they imagine they can design. 

- F.A. Hayek, in The Fatal Conceit 

 

Rising Rates 

 

Since the election, the yield on 10-year U.S. treasuries has risen > 50 bps. Rates remain historically low (see Exhibit 

1 below) – but the rise has been significant and has many calling for an end to the 30+ year bull market in bonds. 

While I’m no expert in forecasting the direction of rates, we’re invested in three stocks that are positively exposed to 

rising rates: MarketAxess (MKTX), NEX Group (NXG.LN), and Interactive Brokers (IBKR; added post-quarter-

end). MarketAxess and NEX Group are fixed income trading platforms (similar to stock exchanges – but for 

corporate and government bonds). As rates rise, volatility in bonds tends to increase. As volatility increases, so do 

volumes – and thus revenues. MKTX and NEX are each unique, attractive businesses in their own right – and I’d be 

happy to own them even in a flat/declining rate environment. Interactive Brokers, as you may know, is an online 

brokerage firm geared towards smaller professional investors. While IBKR earns most of its income from trading 

commissions (by far the lowest in the business, you should be pleased to know), it also earns a substantial portion 

from net interest income. As rates rise, IBKR’s net interest income also rises. 

 
Exhibit 1: Nominal & Real 10-Yr U.S. Treasury Yields  

 

 
 

Source: J.P. Morgan 
 

 

Market Valuations 

 

I continue to believe valuations are generally stretched – after all, since Q3, valuations have only gone up. As a 

result, I did marginally more selling than buying during the quarter. While I do see a few convincing arguments that 

valuations are not “unreasonable” (see Exhibit 2 below), the biggest challenge for me is determining what 

components (Stock Prices = Earnings x P/E Multiple) will drive future returns. 
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Exhibit 2: S&P 500 Valuation Measures 

 

 
 

Source: J.P. Morgan. Data as of December 31, 2016 
 

Even if one believes earnings multiples are not poised to fall, it’s hard to argue multiples will rise and contribute 

positively to returns (see circled items in Exhibit 3). So, we then look at fundamentals. The U.S. economy is very 

strong today – operating margins are near all-time highs, unemployment rate is near-trough, confidence is high, and 

we’re finally seeing real wage growth. All good things. But, since the market is forward-looking, how does it get 

better? The most bullish arguments on that front are corporate tax reform and de-regulation. As previously 

discussed, the former point is questionable. The latter is more applicable to very specific sectors (perhaps banks, 

energy). A weaker dollar could be another positive catalyst (strong USD has been a major headwind for a few years) 

– but, this seems unlikely, as the Fed is virtually alone in the world as it boosts rates. 

 
Exhibit 3: Valuations by Style 

 

          
 

Source: J.P. Morgan. Data as of December 31, 2016 
 

So, I remain cautious on overall valuations (particularly in our hunting ground of Small/Mid-Cap Value/Blend) and 

will be patient with our fairly conservative positioning. Good value seems harder than usual to come by – but it does 

exist, as you’ll see below. 

 

 

Portfolio Positioning 

The portfolio is still conservatively positioned, with net long exposure of 55% (vs. 25-75% typical range). While 25-

75% is our expected range, I consider ~65% to be more “normalized” (given markets tend to rise over the long-

term). Current gross positioning is 80% – also near the bottom of our normal range. This is driven by lower 

exposure on the short side of the portfolio and is a reflection of my views that (a) the economy is strong, (b) markets 

are showing decent, positive momentum, and (c) shorting stocks on “valuation” alone (i.e. without a specific catalyst 

for the stock to fall) is a fool’s errand.  

 

  



 

4 

Exhibit 4: Current1 Portfolio Exposure 

 

 
 

Source: Interactive Brokers 
 

 

Portfolio Update  

During the quarter, we made the following significant changes to the portfolio: 

 

• ServiceMaster (SERV) – exited long position. SERV is the parent company of a portfolio of businesses 

(Terminix pest control, home warranty, and a maid service) that I believe are quite attractive. However, 

heavy insider selling during the quarter, combined with weak operational performance caused me to 

reconsider our position and exit immediately. 

• Owens Illinois (OI) – closed short position. OI is a leading global manufacturer of glass bottles. This is a 

dying business that can – at the right price – provide a nice hedge to our significant long position in Crown 

Holdings. OI’s stock price fell during the quarter and reached my target price. As a result, we exited the 

position and will look to re-add at a more attractive risk/reward. 

• American Express (AXP) – closed short position. We were short AXP going into Q3 results on the 

assumption that AXP is facing significantly heightened competition (most notably from JPM). However, 

the macro environment proved to be a strong tailwind; and, AXP handily beat expectations. As a result, we 

took our lumps and quickly exited the position. 

 

There were also a few other noteworthy “corporate actions” within the portfolio during the quarter: 

 

• Performance Sports Group (PSGLQ) filed for Chapter 11 bankruptcy on October 31 and re-opened for 

trading down ~50%. If you recall, PSG is the parent company of Bauer (hockey equipment-maker), along 

with a number of other leading hockey, baseball, and lacrosse brands. This position (which we still hold) 

was categorized as a “Special Situation” due to the distressed nature of the business. Thus, it was only a 

~1.5% position at the time the company filed for bankruptcy. As this is a re-org and not a liquidation, the 

company is undergoing an auction process and is likely to be sold in the coming months. A “stalking horse” 

bid for $575mm (enterprise value) has been submitted. By my estimates, this bid values the equity at 

~$1/share (currently trading closer to $1.50). In my view, there are likely to be multiple bidders, with a 

reasonable possibility of recovering > $2/share. Given the modest sizing of the position, PSG cost the 

portfolio 73 bps of performance during the quarter – and 32 bps for all of 2016. 

• NEX Group (NXG.LN), as previously noted, is a leading venue for foreign currency and government 

bond trading. We originally acquired shares in its predecessor company, ICAP plc, because of an intriguing 

transaction the company was working to close. ICAP was comprised of a (dying) brokerage business, as 

                                                           
1 As at January 9, 2017. 
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well as the aforementioned trading platforms. I have long found the trading platform side of the business to 

be quite attractive – but hesitated to own ICAP due to challenges at the broker. In November 2015, 

however, ICAP announced it would sell its brokerage business in an all-stock transaction to a competitor 

and continue to operate the remainder of the business as a standalone, public company. Upon closing the 

transaction on December 31, we received shares in the combined brokerage, as well as the new standalone 

business, NEX Group. We subsequently (post-quarter-end) sold the brokerage shares and used most of the 

proceeds to re-up our position in NEX Group. 

 

Post-quarter-end we also made the following portfolio changes: 

 

• Interactive Brokers (IBKR) – initiated a long position (as noted previously). I have followed IBKR for 7+ 

years. The company is run by its founder (who also owns a majority of the equity) and has an impressive 

record of growth and market leadership (IBKR has by far the fastest growth in accounts and customer 

trades in the online brokerage space). What drew me to IBKR at this time is what appears to be (based on 

management comments) a high likelihood that the company will divest its long-underperforming market-

making business some time during 2017. I believe such an event would unlock significant shareholder 

value, as it would allow prospective shareholders to more clearly evaluate the attractive brokerage business. 

• Check Point Software (CHKP) – initiated a long position. CHKP is the largest pure-play internet, 

network, and data security vendor globally. This $15 bn market cap business benefits from strong secular 

tailwinds (rising frequency and severity of cyber-attacks), among the strongest management teams in our 

portfolio (co-founder still runs the company, owns $3 bn of stock, and has a consistent record of growing 

free cash flow per share), is very reasonably valued (13x adjusted P/E), and is, in many ways, “hated” by 

the Street (a good thing from my perspective). CHKP is listed on the NASDAQ, headquartered in Tel Aviv, 

Israel, and sells its products globally (~40% into the US). 

• Franklin Resources (BEN) – initiated short position. BEN (aka Franklin Templeton) is a large global, 

“traditional” asset manager that continues to suffer from significant client outflows. While the company has 

a very strong balance sheet (the most significant risk to a short position), it faces worsening secular (falling 

ETF fees, continued shift from active to passive investing) and regulatory challenges.  

• Darling Ingredients (DAR) – exited long position. Darling is a rendering business with some exposure to 

alternative energy (largely through a clean diesel JV). While the stock appears reasonably inexpensive and 

the business is attractive, its risk/reward has worsened in recent months. As a result, we exited the position 

to make room in the portfolio for CHKP. 

 

A note on portfolio turnover: to date, portfolio turnover (in terms of number of positions fully entered/exited) has 

been higher than I’d like for the strategy. I don’t want to make excuses, but I’ll make one here: this is due to the 

young age of the strategy and the work involved in establishing a portfolio from scratch. The initial portfolio was 

more diversified than I’d have liked it to be. As I’ve continued my research process, the portfolio has become more 

concentrated. Over time, I believe this will result in far lower turnover.  

 

 

 

 

[Intentionally Blank]  
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Exhibit 5: Top Holdings and Portfolio Concentration2 

 

 
 

Source: Interactive Brokers 
 

Performance Update 

Please note that all reported performance numbers are unaudited, shown for a representative client account 

invested at the inception of the strategy on August 29, 2016, and are net of all applicable fees and expenses billed 

during the period . Performance by individual account may vary due to timing differences involving 

deposits/withdrawals and other administrative reasons. Please refer to your individual quarterly report and monthly 

statements from Interactive Brokers for account-specific details. 

 

Performance for the Alternative Value Strategy during Q4 2016 was -66 bps. The largest contributors to and 

detractors from performance (contribution to overall portfolio return in parentheses) were: 

• Positive: Summit Materials (+187 bps), Cheesecake Factory (+166 bps), and Del Taco (+118 bps) 

• Negative: Advisory Board (-209 bps), Crown Holdings (-93 bps), and Russell 2000 hedge (-88 bps) 

Exhibit 5: Q4 2016 Net Performance vs. Selected Benchmarks 

 

 
Source: Interactive Brokers, Bloomberg 
Note: ETF/index results are based on total return 

                                                           
2 As at January 9, 2017. 
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Closing Thoughts 

Despite my concerns over broader market “noise” and valuations, I remain enthusiastic about the prospects for our 

still-young and differentiated portfolio. I remain grateful for your trust and the opportunity to manage a portion of 

your hard-earned money.  

 

Please do not hesitate to contact me with any questions at all regarding the portfolio, your account, or any other 

matters.  

 

Best Regards, 

 

George K. Livadas 
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IMPORTANT DISCLOSURES 
 
This document was originally prepared by the portfolio manager while managing the strategy under his previous 
employer. “Alternative Value Strategy” was the name used internally to refer to the strategy and the accounts managed 
under it. It has been edited from its original form, primarily to remove branding (and related references) for the prior 
investment management firm. The content has not been materially changed. 
 
Upslope Capital Management, LLC is a Colorado registered investment adviser. Information presented is for discussion and 
educational purposes only and does not intend to make an offer or solicitation for the sale or purchase of any specific securities, 
investments, or investment strategies. Investments involve risk and, unless otherwise stated, are not guaranteed. Be sure to first 
consult with a qualified financial adviser and/or tax professional before implementing any strategy discussed herein. Past 
performance is not indicative of future performance. 
 
While Upslope believes all information herein is from reliable sources, no representation or warranty can be made with respect to 
its completeness. Any projections, market outlooks, or estimates in this presentation are forward-looking statements and are based 
upon internal analysis and certain assumptions, which reflect the views of Upslope and should not be construed to be indicative of 
actual events that will occur. As such, the information may change in the future should any of the economic or market conditions 
Upslope used to base its assumptions change.  
 
The description of investment strategies in this presentation is intended to be a summary and should not be considered an 
exhaustive and complete description of the potential investment strategies used by Upslope discussed herein. Varied investment 
strategies may be added or subtracted from Upslope in accordance with related Investment Advisory Contracts by Upslope in its 
sole and absolute discretion. 
 
Any specific security or investment examples in this presentation are meant to serve as examples of Upslope’s investment process 
only and may or may not be trades that Upslope has executed or will execute. There is no assurance that Upslope Capital will 
make any investments with the same or similar characteristics as any investments presented. The investments are presented for 
discussion purposes only and are not a reliable indicator of the performance or investment profile of any composite or client 
account. The reader should not assume that any investments identified were or will be profitable or that any investment 
recommendations or investment decisions we make in the future will be profitable. Any index or benchmark comparisons herein 
are provided for informational purposes only and should not be used as the basis for making an investment decision. There are 
significant differences between Upslope’s strategy and benchmarks referenced, including, but not limited to, risk profile, liquidity, 
volatility and asset composition. You should not rely on this presentation as the basis upon which to make an investment decision. 
 
There can be no assurance that investment objectives will be achieved. Clients must be prepared to bear the risk of a loss of their 
investment. Any performance shown for the relevant time periods is based upon a composite of actual trading in accounts managed 
by Upslope under a similar strategy. Except where otherwise noted, performance is shown net of billed management and incentive 
fees (where applicable), as well as all trading costs charged by the custodian. Performance of client portfolios may differ materially 
due to differences in fee structures, the timing related to additional client deposits or withdrawals and the actual deployment and 
investment of a client portfolio, the length of time various positions are held, the client’s objectives and restrictions, and fees and 
expenses incurred by any specific individual portfolio. Dividends and other cash distributions are not automatically or directly 
reinvested in securities held by Upslope clients. 
 
Benchmarks: Upslope’s performance results shown are compared to the performance of the HFRX Equity Hedge Index, as well 
as exchange-traded funds that track the S&P 500, S&P Midcap 400, and Russell 2000 indexes (tickers: SPY, MDY, IWM, 
respectively). The HFRX Equity Hedge Index is typically not available for direct investment. Benchmark results do not reflect trading 
fees and expenses. 
 
The HFRX Equity Hedge Index was chosen for comparison as it is generally well recognized as an indicator or representation of 
the performance of equity-focused hedge fund products. The other benchmarks noted above (SPY, MDY, IWM) and used by 
Upslope have not been selected to represent an appropriate benchmark to compare an investor’s performance, but rather are 
disclosed to allow for comparison of the investor’s performance to that of certain well-known and widely recognized, investable 
indexes. Results for these benchmarks do not reflect trading fees and expenses.  
 
PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS.  
 
These materials may not be disseminated without the prior written consent of Upslope Capital Management, LLC. 


