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Global stock markets had a wild ride in the fourth quarter, dropping
sharply and broadly only to reverse course and recover just as
quickly…twice. The US equity market was again the most resilient
market of the developed world and ended the quarter at new all-time
highs, generating a total return of 4.9%. While the sell-off and recovery
theme of Q4 was broad-based across the globe, not all markets and risk
assets were quite as fortunate as the US stock market. The decline in oil
prices that started in Q3 accelerated, causing significant volatility and
underperformance in the S&P/TSX Composite Index. European
markets continued to lag on a relative basis, failing to make new highs
in EUR terms and proving to be in a sustained bear trend in USD
terms. Inflation expectations, a proxy for growth expectations,
continued to fall globally with US and EUR 5-year inflation swaps 5-
year forward down to 2.1% and 1.3% respectively at quarter end. US
30-year Treasury bonds were again a star performer in the quarter,
gaining 4.7% to finish up 13% on the year. High yield bonds, with their
heavy energy allocation, experienced their largest intra-quarter swings
since 2011 against a backdrop of credit spreads that have been stealthily
widening since the summer. Volatility has been trending higher as well,
with the VIX Index experiencing its two largest spikes in three years.
Meanwhile, in other parts of the world, Japanese equities surged to
multi-year highs on the back of even more aggressive monetary stimulus
from the Bank of Japan while Chinese equities (A-shares) also broke out
to the upside on hopes of new monetary and fiscal stimulus measures.
This is all to say that even though market correlations were generally
higher in the fourth quarter, there were significant performance
divergences across risk assets around the world. 

As we look forward to the first quarter of 2015, we expect a continuation
of strength and resiliency in equity markets, as the “Goldilocks”
backdrop of reasonable growth and benign inflation continues to gain
traction. More specifically, we expect the US economy to continue to
grow at a reasonable rate and the Fed to finally hike rates by mid-year.
Continued economic sluggishness in Europe, Japan and China should
be enough to offset US inflationary pressures, keeping world growth in
a “not too hot and not too cold” range where long-term interest rates
don’t rise too significantly. Within this favourable investing environment
we also have the Quantitative Easing (QE) program from the European
Central Bank (ECB), further stimulus from China, and renewed
structural reform excitement in Japan. The result: stocks should be the
best-performing asset class for the first part of 2015, with the US on pace
for 7-10% annualized gains.

The key risk to this “Goldilocks” scenario and its favourable impact on
equity markets is that it has steadily become more of the consensus
outlook than we would like. We are also concerned that the US economy
and markets are being asked to shoulder the burden for global growth
at a time when the world is fighting a significant battle against increasing
deflationary pressures. While we are in agreement with much of the
reasoning that supports the building consensus, we are cognizant that
markets can be punishing when the consensus gets too crowded and a
trend that was grounding the consensus view unexpectedly changes.
There are certainly some potential scenarios developing that could rock
consensus views and create more volatility for investors as a result.
Regardless of which scenarios play out, we expect markets to continue
getting choppier in 2015, even as the year finishes on the upside. 

Desynchronization

The first half of 2015 will likely mark the peak in excess global liquidity
and should also bring with it a period of desynchronization in global
economic policies and growth expectations. This could become a key
driver of investment returns for a number of quarters (and even years)
to come. Economic synchronization and correlation started to pick up
in the mid-to-late 90s (and peaked in 2008), driven by the globalization
of supply chains, leverage accumulation and an investment boom in
emerging economies. While we do not envision a wholesale unwind of
globalization, we expect to see greater unevenness in growth prospects
around the world, thanks to differing degrees of balance sheet
deleveraging combined with a marked slowdown in emerging market
growth engines like China. 
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“Volatility strikes back”
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This global economic desynchronization theme started playing out last
year, as the US began to experience improved growth prospects at the
same time that China’s growth slowed and Europe's recovery faltered.
Monetary policies have begun to diverge around the world, with the
US Fed ending its QE program, Japan doing even more QE, China
beginning to ease policies, and the ECB starting its own QE program.
Nowhere has this phenomenon been more apparent than in currency
markets over the past six months: rapidly diverging currency trends
have led to a nearly doubling in the DB Currency Volatility Index
(CVIX) since July. We expect desynchronization to continue through
2015, with major economies experiencing diverging growth trajectories
as well as differing fiscal and monetary policies. 

In a de-synchronized world where economies and policy actions
become less correlated, the range of possible outcomes expands.
Therefore, it is prudent to have opinions as to where the “Goldilocks”
consensus could be wrong, in order to prepare for the possible sharp
swings in risk assets that could result (including the potential for
consolidations deeper than those witnessed over the past few years).
We believe some of the key risks to the growing “Goldilocks”
consensus include: 

l Stronger than expected growth in the US forcing the Fed to raise
rates sooner and/or more aggressively than the market expects 

l QE from the ECB ineffective as the deflationary panacea for the
Eurozone

l An indebted Japan simply unable to fix its structural woes

l Growth in China slowing much more than expected

l Global energy prices staying much lower for longer, causing an 
economic “accident” in one or more indebted, commodity-based 
country(s)

Could the US Economy Surprise to the Upside?

It is generally accepted that the US economic growth story is on
stronger footing than in past years and that this will allow the US Fed
to raise interest rates sometime in mid-2015. However, after examining
the incoming data and various forward-looking indicators, we think
the consensus may be under-estimating how much stronger the
economy could be in 2015. The market has become acclimatized to
“sub 3% growth” and is likely not expecting a broad-based cyclical
uptick to something closer to the 3.5% to 4.5% norms of past mid-cycle
recoveries. At present, we are hard pressed to find a piece of US
economic data that we would not define as robust: 

l Leading economic indicators are making cycle highs and signaling
a continued expansion. The ISM Composite Index, a good 
predictor of Real GDP, is at a cycle high of 58.7 which is consistent
with ~3.5% growth. The Philly Fed Business Outlook hit its 
highest level in a decade

l The unemployment rate is down to 5.8% and only an earshot 
away from the Fed’s estimate of the non-accelerating inflation rate
of unemployment (NAIRU)

l National Federation of Independent Business (NFIB) Small 
Business Optimism is accelerating and at its highest level since 
2006

l Consumer Confidence is at a cycle high of 93.6, its highest level
in nearly a decade

l Q3 GDP was recently revised higher to 5.0% (Q/Q) from 3.9%,
making it the strongest quarter of growth since 2003
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These robust US economic indicators are actually a continuation of
strength that has been building over the past year. It might be surprising
to many, but over the past five quarters, Real Private GDP growth has
averaged more than 3.3%, even after accounting for the weather impact
of Q1 2014. 

Not only do we believe this broad-based strength is becoming self-
sustaining, we think it could even accelerate over the next few quarters,
on the back of low energy prices and an improving lending backdrop.
The US is a somewhat insulated economy, in that 72% of its GDP is
driven by domestic consumption (only 14% is driven by exports).
Weakness in other parts of the world is not necessarily a big problem
for US growth and, in fact, could be a tailwind to the extent that it
keeps inflation and interest rates lower than they would otherwise be.
Add a strong dollar to the equation and you have a backdrop that is
primed for consumption growth, which is what we expect to drive the
next leg of US domestic growth. 

US job gains have been as strong over the past six months as in any
period over the past 15 years. Wages and hours worked have started to
pick up while other leading employment indicators suggest further
acceleration will occur. Lending standards have been slowly but surely
getting easier and financing costs have stayed low. Household balance
sheets have largely been repaired. Confidence is high, so we expect at
least some (if not all) of the money saved on lower energy bills to find
its way into the economy in a broader fashion. 

This is not to say that the US consumer is the only game in town. The
US non-residential construction story is also alive and well. The ABI
Index, a leading indicator for non-residential construction activity, is
near its highest levels this cycle. As well, Morgan Stanley’s NonResi
Permits index (which leads actual non-residential construction
spending by eight months with an impressive 97% correlation) has
accelerated in recent months, suggesting that we will see a big pick up
in spending activity through the first half of 2015. Of course, some of
these positives will be tempered by slowing activity and job losses in the
US energy sector, which could cause near-term softening in economic
expectations. 

This brings us to the potential impact that a stronger than expected
economy would have on monetary policy. Fed Chair Yellen, in her most
recent communications, seems to have more or less confirmed that
June-July is the target date for the first US Fed rate hike. However, she
traded this near-term hawkishness for dovish guidance on the
trajectory of the rate path, signaling that rates one to two years out
would be lower than previously thought. Despite this, Fed Futures

suggest that markets still believe the first rate hike will occur later than
the Fed is guiding to. Should we find ourselves in the midst of stronger
than expected economic growth, it may come with some unwanted
consequences. The first consequence comes in the form of rising
inflation, something markets seem to think is a relic of the past given
the rash of deflationary signals around the world over the past six
months. There are two reasons why core inflation could surprise
markets to the upside :

1. US core CPI has been remarkably stable at levels above 1.6% 
through this “deflationary” period, and even hit the oft-cited 2%
Fed target as recently as June. The core CPI currently rests at a 
healthy 1.7% and rents (the largest component of core CPI) are 
already growing at 2.7% year/year. If US growth continues to 
pick up, it would be reasonable to expect increased inflation 
pressures to build. 

2. US labor slack has been largely eliminated and wage inflation 
looks ready to accelerate. This has flow-through effects to
core CPI. 

In the past, core CPI has tracked the year-over-year change in the
unemployment rate with an eight month lag. Given the impressive
decline in unemployment over the past year, this indicator suggests that
core CPI will be running at approximately 2.5% by the end of July and
that the Fed should already be into a tightening cycle. 

Should US economic data continue to show strength and renewed
wage and core inflation pressures increase, a more pronounced pull
forward and/or steepening in the rate hike cycle could occur. The Fed
has just reassured the market that hikes will progress slowly once
initiated, but they have also maintained that future moves will be data
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dependent. Should economic and inflationary data come in stronger
than currently expected, it could force the Fed to hike rates more
quickly and more aggressively than markets are prepared for. This
could be a rude shock for risk assets that have been fed a steady diet of
easy monetary stimulus and volatility dampening measures for years.
We expect that there would be a potentially significant negative
reaction in this situation as markets adjusted to this new reality. 

Equities would not be the only asset class vulnerable to a more
aggressive tightening cycle than is generally expected. All government
and corporate debt has seen massive inflows over the past five years.
It remains unclear how much of this money is just “vacationing” in the
asset class while rates are low and will ultimately rush to the exits once
interest rates reverse course to the upside. Even as interest rates remain
low, there are some worrisome cracks emerging in the corporate debt
sector. In 2014, the high yield credit asset class just managed to avoid
a loss on the year, which would have been the first annual loss for this
asset class since 2008. High yield has a large energy exposure that
continues under pressure and could get even worse in 2015 should oil
prices remain lower for longer. There is already some contagion
occurring from the energy sector into other high yield sectors and even
into investment grade credit, as some of the big inflows from previous
years start to modestly unwind. Higher equity volatility normally
corresponds with wider credit spreads, but this could prove even more
of a problem this cycle given the well-documented illiquidity in credit
markets now that banks around the world have abandoned their
traditional market making role in the sector. With the rampant growth
in new issuance in most areas of corporate credit, the weaker lending
standards that accompanied this issuance, a more cumbersome
refinancing schedule and a worsening ratings migration, it is not too
difficult to build a scenario where corporate credit is a meaningful
underperformer in 2015. We have a hard time handicapping what the
effects of extensive high yield selling would have on other asset classes
and general financial conditions, but we wouldn’t expect it to be a
positive. A large credit accident would likely undermine the emerging
“Goldilocks” consensus. 

Oil and Canada (plus a few others)

If investors only looked at the annual performance of the S&P/TSX
Composite Index on the final trading day of 2014, they might conclude
that 2014 was a fairly strong year for the Canadian stock market, given
its 10.6% return. However, this positive performance masks a lot of
underlying damage that occurred in the latter part of the year. At one
point during the third quarter, the TSX was up 17.5% year-to-date-- the
best performing major market in the world at that point. However, in
the fourth quarter Canada’s benchmark threatened to turn negative on

the year—twice—only to be driven higher in the final two weeks of
December. This volatility is significant: over the last four months of the
year, the S&P/TSX Index traveled 6220 points in aggregate, or 42% of
its year-ending level. 

The -1.4% total return in the fourth quarter can be attributed to the
horrid performance of the Energy sector (-15.4% in Q4 alone), which
took its cues from the worst sell-off in global oil prices since 2008. WTI
is down 50% from its June 2014 high and the correlation of the TSX
Energy complex has risen to more than 60% over the past quarter. Oil
might be in the midst of a perfect storm where global over-capacity
meets decelerating global demand growth and a rallying US dollar.
Consensus expectations are for oil prices to stabilize, rebound and
settle in the $60-$70 per barrel range over the coming year (the range
OPEC has suggested as the natural settling price for crude). However,
OPEC has also said that they see a global oversupply of about 1.6
million barrels per day. Their decision to not cut production in spite of
this glut has become a watershed event for oil markets. Their
commentary around a willingness to accept lower prices for longer has
only added fuel to the sell-off. At $75 oil and below, North American
production growth should come to a stop and shrink as free cash flows
dry up for the US sector. However, it could take more than a year at low
oil prices for global production to actually shrink by 1 to 2 million
barrels per day to balance the market.

Obviously, a prolonged bear market in oil would have direct, negative
consequences for energy stocks and the Canadian market as a whole
given the positive correlations between oil prices, earnings and
multiples. However, it would also have negative implications for the
broader Canadian economy that may not be fully appreciated. 

A prolonged oil bear market would disproportionately affect the
Canadian energy sector given its higher cost structure, especially in the
oil sands. It is estimated that 500,000 Canadians are employed, either
directly or indrectly, by the oil and gas extraction business. This makes
up ~3% of the Canadian work force, but that does not reflect the true
economic importance of this group as they generally represent higher
paying jobs (4% of national incomes are derived directly from oil and
gas extraction).

Any sizeable hit to incomes and confidence would not bode well for
Canadian consumption since Canadian consumers are amongst the
most highly levered in the world, with household debt/GDP and
debt/disposable income levels of 94.4% and 165% respectively.
Unfortunately, this even compares poorly to US consumers that had
leverage ratios of 98% and 130%, respectively, when their housing
market peaked in 2007. 
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We are confident that the Canadian banking sector is strong enough
to weather a prolonged period of low enery prices and an inevitable real
estate correction. CIBC estimates that a protracted lower energy price
environment would only affect the earnings of the Big 5 banks by ~6%
and that all of the Canadian banks are adequately capitalized to
withstand the Bank of Canada’s stress test scenario (33% decline in
housing prices, 6% decline in GDP and 6% increase in unemployment). 

The sharp decline in oil prices is not all bad news of course. There are
positive effects from lower energy costs for Canadians who do not
derive their income from energy production. Lower oil prices have
generally correlated with a weaker Canadian dollar over time. The
Canadian manufacturing base would not only benefit from lower
energy input costs but could also get a boost from corresponding
weakness in the Canadian dollar. Non-resource exports to the US
account for ~70% of total Canadian exports and ~13% of GDP. As US
growth strengthens and the Canadian dollar weakens, Canadian
manufacturers/exporters should see a pick up in demand. 

What other oil-related dangers are lurking?

We do not expect a prolonged energy slowdown to recreate the
horrendous financial conditions in Canada that were seen in the 
US at the depth of the Great Financial Crisis. Those effects were
compounded by the severe pressures felt in the US and global banking
system. However, we would expect negative spill-over effects that lead
to significant underperformance of our economy and our markets
relative to the US. The drop in oil prices has been so fast and so deep
that some sort of economic accident can’t be ruled out in one or more
oil-exporting countries, especially should oil markets worsen. While
Canada should prove to be reasonably resilient in the face of a
prolonged oil slump, the same cannot be said for countries such as
Russia or Venezuela. Russia is the seventh largest economy in the world
and the tripling of its 5-year Credit Default Swaps (CDS) since the
summer implies a 33% probability of Russia defaulting on its debt.
Venezuela is a much smaller economy but its 5-year CDS levels are
implying there is a 95% probability that the country will default on its
debt. The woes of these two countries are not solely related to falling
energy prices, but a prolonged slump certainly won’t help them. While
these are rather obvious risks to financial markets, we wonder if there
are other less obvious market risks from other countries or oil-related
counter-parties that might come to the forefront this year.

Eurozone: ECB to the rescue?

The Eurozone begins 2015 with its typical level of uncertainty
regarding economic weakness, deflationary pressures and political
uncertainty. Sentiment is very negative on the region, but there is a
good chance that equity markets there may surprise on the upside in
the first half of 2015 as financial conditions ease and growth revisions
turn positive. 

Growing market pressures over the past two quarters have hopefully
put enough pressure on European policy makers to adopt un-
conventional monetary policies such as QE. The ECB announced a
full-fledged QE program in significant size at its January meeting to help
boost inflation expectations and improve access to financing for
business and consumers. 

As monetary stimulus increases, Europe will also benefit from a number
of other boosts to its economy. The IMF has estimated that the recent oil
price declines (should they hold) could provide a 1% boost to GDP in
2015. The trade-weighted decline in the Euro will also provide a significant
boost to growth, as will the reduced pace of private sector deleveraging
that seems to have emerged in recent months. The combination of all of
these factors increases the likelihood that depressed European growth
expectations will be revised higher. There is already evidence that growth
is stabilizing and even picking up. The ZEW Economic Expectations
Index has rebounded recently, the Citi Surprise Index has turned higher
and is almost positive, and German PMI has also turned higher and
crossed back above 50 recently. While the financial conditions picture is
not totally positive due to increasing deflationary expectations and
widening corporate bond spreads, European economic conditions appear
to be thawing and this is before the ECB increases monetary support for
the region. A successful QE program should bring down spreads across
a wide range of credit spreads in the region while providing fuel for equity
markets to move higher. 
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While things could look brighter than expected in the near term,
Europe will still wrestle with its structural issues for years to come. 

One related risk factor that could rear its head this year is results from
the significant number of elections that will occur in different Eurozone
countries. There appears to be increased momentum for the populist
vote to disband the union. According to recent polls, Syriza is now the
most popular party in Greece; in Italy, M5S’s share of opinion polls
has stabilized at 20%; the UK’s Independence Party is polling at a
record 25%, the Front National is consolidating its position as France’s
most popular party; and in Spain, the (unconstitutional and non-
binding) November referendum saw 80% of Catalans vote that the
region should be an independent state. Populists are also rising in
countries that have been spared from the crisis, such as Sweden,
Denmark, and Finland. Continued momentum in anti-Euro parties
and another round of “Grexit” or “Brexit” or “Frexit” sentiment could
impact EU sovereign yields significantly and trigger a relapse of the
2011-2012 crisis.

In summary, while we are with the consensus expectation of a
successful ECB QE program, we would skew our view more positively
in the near term as economic data shows signs of life and the QE
drumbeat gets louder (provided Draghi is able to implement QE
effectively and without undue delay). As for the idea of a sustained
recovery in the Eurozone, we we would prefer to fade a near-term rally
and wait for more confirmation that QE will really help to reverse
deflationary expectations and that the structural issues leading to the
rise of anti-European Union sentiment can be overcome. 

Japan/China/EM: Global desynchronization continues

Looking around the rest of the world, we see further support for the
theme of global desynchronization and the possibility of increasing
variation in the economic and financial outcomes that could occur as
a result. 

Japan looks bright going into 2015 but has a dark horizon

Given Prime Minister Abe’s recent win at the polls and the Japanese
Central Bank’s surprise boost to its already staggering monetary easing
program, Japanese equity markets should remain in bull market mode
in early 2015. The surprise round of additional monetary stimulus
resulted in another leg lower in the Yen, which should have positive
implications for Japanese corporate earnings. Japan has the most
cyclically-geared earnings profile of any major market with an earnings
beta to Global Industrial Product of 8.8x (vs only 4.4x in the US).
Accordingly, Japan should see outsized benefits from stronger than
expected US growth, a stabilization in the Eurozone and a cyclical
uptick in China. The coming quarters will likely see a continuation of the
two-year old trend of aggregate quarterly EPS beats from Japanese
corporates. An added benefit for Japanese equity markets is the massive
bid from the Government Pension Investment Fund which has been very
transparent in its desire to increase its allocation in equities. 

However, we are more cautious on the longer term outlook for Japan.
Abe’s new super majority is expected to allow him to finally push
through significant labour and other reforms necessary to improve
structural inhibitors in the Japanese economy. 

SOURCE:  CREDIT SUISSE
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These reforms may continue to prove difficult to pass, as aging
households control the vast majority of the political influence and tend
to benefit from the status quo. Longer term, Japan is facing an epic
demographic timebomb, with a workforce declining by 0.8% each year
and a population that is no longer saving, but drawing down its
savings. Japan has already pushed its currency down dramatically but
still has a large trade deficit. Unless the Japanese economy surprises on
the upside and/or more visible remedies emerge for the structural
problems that exist, there will be a point where investors start losing
interest in a market that they are now more overweight than they have
been at any point in the past eight years. 

China transitioning (eventually) to higher quality growth

China’s economy is expected to benefit from recent stimulus measures.
Goverment officials have recognized that their monetary policy of the
past few years has been unduly tight, resulting in more deflationary
pressures than desirable, and they have reversed course. Economic
data is beginning to improve, including a noticable recovery in housing
activity and a rebound in copper cathode and copper concentrate
imports (up 25% YoY). Chinese A-Shares have surged 50%, reaching
levels not seen since 2011. 

In the longer run, China will continue to suffer from an overcapacity
issue. Investment’s share of GDP peaked recently at 48%, which is
higher than Japan or Korea ever experienced during their
industrialization periods (36% and 38% respectively). China wants to
continue rebalancing its economy towards consumption instead of
investment. Therefore, the People’s Bank of China is likely to turn off
the easing taps sooner than might be generally expected, especially
should recent gains in Tier 1 city housing sales volumes and prices
spread too aggressively into Tier 2 and 3 cities. 

The Chinese economy is in the midst of a massive transition to slower
but higher quality growth (as opposed to just high growth). This
process, while desirable longer term, implies a slowing of the inflated
growth rates of the past. This will create more risk to downside surprise
than upside over time in China. 

Emerging Markets remain mixed

We expect that correlations of emerging markets should continue to fall
going forward. The stronger economies and markets should be those
that have floating rate currencies, are exporters of consumer goods and
services, and have refrained from accumulating massive foreign
currency debt. The markets to avoid should be those that rely more
heavily on commodity exports and have accumulated large amounts of
external debt. 

We are particularly favourable on Asian countries such as India and
Korea, while we are negative on most Latin American and emerging
European markets such as Poland and Turkey that are more exposed
to Russia’s woes. Similar to US high yield, there have been massive
flows of external investment into EM sovereign bonds over the past
few years as investors sought additional yield. It is unclear how much
of this flow was “tourist” money that is now at risk in an environment
of rising rates and lower oil prices. It is entirely possible that we might
see some currencies devalue severely if these headwinds remain in
place, prompting a scenario that resembles the 1997-1998 Asian and
Russian currency crises. 

Conclusion

In summary, we remain constructive on equities going into 2015 as the
“Goldilocks” backdrop of reasonable growth and benign inflation
continues to gain traction. The first half of 2015 will likely mark the
peak in excess global liquidity and should also bring with it a period
of desynchronization in global economic policies and growth
expectations. The increase in potential outcomes from these forces
should certainly create more volatility and the possibility of potential
scenarios developing that could rock consensus views and create more
downside in risk assets than investors have become used to. Causes
for concern are numerous, including the impact of low oil prices and
the potential for a financial accident as a result; the large amounts of
tourist money sitting in illiquid credit markets; continued deflationary
pressures in the Eurozone; and the structural issues facing Japan, China
and certain emerging markets. Regardless of which scenarios play out
in 2015, we expect markets to continue getting choppier, even as the
year finishes on the upside. 
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Sector Outlooks

Our investment process continues to favour companies and sectors with
cyclical earnings leverage over more defensive, yield-related areas of the
market. We believe that the current economic backdrop of modest but
improving North American growth is appropriate for US-centric
domestic stocks with GARP characteristics in cyclical sectors. We remain
overweight in Industrials, Technology and Consumer Discretionary
stocks with a modest overweight in Consumer Staples as well. We are
underweight interest-sensitive equities that have been big beneficiaries
of aggressive central bank stimulus policies over the years and are
generally over-valued with modest earnings growth potential. As per our
process, we have also added exposure to stocks that can benefit in the
short run from traditional “year end” reversion to mean effects (many of
these are in the Materials and Energy sectors). 

Consumer Discretionary

Consumer Discretionary stocks were relative outperformers in Q4 as
their quarterly results were generally solid and oil prices and energy
stocks extended their declines. This was especially true in Canada
where the discretionary space benefited disproportionately from the
scarcity of non-energy related stocks. With gas prices expected to
remain subdued for a protracted period of time, consumers should find
themselves with extra money in their pockets. While the correlation
between low gas prices and Consumer Discretionary earnings is
surprisingly weak, it has buoyed sentiment towards the group. We
remain overweight the sector with a focus on names that offer growth
and the potential for cash returns or value creative acquisitions. We
prefer leisure, restaurant, and auto stocks as they are also less
susceptible to the heavily promotional retail environment. At present,
our preferred names include Magna International Inc. (which should
continue to benefit from strong auto sales in the US, fueled by more
affordable gas prices) and Canadian Tire Corp Ltd. (which continues
to perform better than expected). 

Industrials

We are overweight the Industrials group but in a very selective fashion.
The strength of the US economy should benefit this sector but this is
somewhat offset by uncertainties about growth overseas, foreign
exchange risk, and the negative impact expected to come from
exposure to the weakening energy complex. On the whole, we favor
industrial names that are positioned to benefit from the acceleration we
are seeing in the US domestic economy. In particular, we prefer
exposure to non-residential construction spending, which is seemingly
on the cusp of a multi-year recovery cycle. Private non-residential

construction in the US remains 26% below its historical share of GDP,
indicating the existence of sizeable pent-up demand in that sector of
the economy. Furthermore, after years of false starts, accelerating
leading indicators suggest that recovery in this end-market finally
appears to be taking hold. We are also favorable on transportation
names (airlines, rails and trucking) for their exposure to accelerating US
GDP and improving pricing power due to capacity constraints. Our
largest Industrial overweight is Westjet Airlines Ltd., which should
benefit from slowing capacity growth and lower jet fuel prices. 

Technology

The demand environment for Technology is generally strong and
should remain so in a low, but positive global GDP growth
environment. Areas of particular strength of late include enterprise
spend on digital security and datacenter hardware. Sector margins of
21.5% are near peak levels, 10% higher than the broader market. The
industry’s $639Bn cash hoard remains a weapon, enabling both return
of capital to shareholders as well as M&A activity. We are constructive
on Mitel Networks Corp. as it is poised to benefit from margin
expansion (thanks to the realization of synergies from the Aastra
acquisition) and from the broadening adoption of unified
communications. Mitel also has the potential to execute further
accretive M&A. Outside of Canada, we like Broadsoft Inc., a peripheral
competitor to Mitel, which should also benefit from enterprise adoption
of their unified communications platform. 

Consumer Staples

Consumer Staples have been among the best-performing groups over
the past quarter, delivering solid outperformance in all geographies,
most notably in Canada where they outperformed the broader index
by a staggering 22%. The performance was strongest in laggard names
with questionable earnings deliverability. We remain overweight the
sector, but we are expressing this view by positioning in more US-
focused names with event-driven optionality. Two recent additions to
the portfolio include ConAgra Foods Inc. and Liquor Stores N.A. Ltd.
ConAgra’s earnings are trending well and we expect the company to
report its second consecutive quarterly earnings beat. In addition, there
is a strong case to be made for ConAgra to sell its branded foods
business and operate as a pure play in private label foods, which would
create considerable value for shareholders. Liquor Stores is a Western
Canadian turnaround story that has been gaining meaningful traction
of late. The company has a new executive team and has been
implementing a number of best practices that have resulted in two
consecutive upside surprises with plenty of low hanging fruit left to pick. 
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Materials

While China growth sentiment remains negative, the sharp recovery in
the Shanghai composite (+35% for the quarter) and recent signs of
recovery in both the primary and secondary property markets point to a
more constructive near-term outlook for base metals, especially from a
Chinese perspective. We are tactically overweight the Canadian Materials
sector with greater emphasis on base metals where we believe
supply/demand fundamentals are bottoming and first signs of potential
improvement are emerging. Gold has rallied 12% off its intra-quarter
bottom and has continued to show strength in 2015. It appears that the
market has given up considerably on the need to own gold and there may
be some upside in the commodity and the stocks later in 2015 should
inflationary expectations start to build and/or an economic contagion
emerge.

Dominion Diamond Corp. is one of our top holdings in this sector.
Dominion is finally garnering market recognition for the great strides they
have made to improve diamond recoveries at their Ekati mine while
advancing the Jay project which expands Ekati’s life by 11 years. While the
shares rallied 31% in the quarter, Dominion still offers more than 50%
upside to its NAV. 

Health Care

The Health Care sector has been a consistent source of outperformance
for the past four years and Q4 was no different, with the Global Health
Care Index outperforming the broad market by 2.1%. Many of the
themes from last two quarters played out in Q3 and Q4 and are
expected to continue into 2015. These include pharmaceutical pricing
pressure in the US; continued developments around the Affordable
Care Act; and tax inversion-related M&A activity. We are presently
market weight the Health Care sector in Canada as global health care
fundamentals remain sound and an aging demographic will continue to
drive utilization in the developed world. We would highlight Catamaran
Corp. as a name of particular interest entering 2015. The company has
beaten estimates in the past few quarters and management has guided
to continued strength in, and opportunities for, sales growth. With an
under-levered balance sheet and strong cash flow profile, Catamaran
should continue to make accretive tuck-in acquisitions as a means of
growing their product offering and geographical presence. 

Utilities

During Q4 Utilities, in general, continued to perform better than the
market due to many of the same factors that drove outperformance in
other defensive groups: lower rates in the US; stable earnings profiles;
and a sell-off in energy stocks. Utility equities remain in a difficult
position given their higher than usual valuations. If rates eventually
rise, as we expect during 2015, then a sector seen as a bond proxy
should under-perform. If rates stay low, there will be more pressure on
the regulated ROEs of the utilities, as they are theoretically over-earning
in this environment. Our lone position in the sector is a quasi-utility
name, Enercare Inc. Enercare is a water heater rental and smart
metering company that has been showing consistently better attrition
and rental rates. ECI is also an acquisition candidate, as peers have
recently been acquired and there is an activist investor presently
involved in the name.

Energy

Our outlook for the energy sector is bearish, based on our belief that
crude oil prices will remain weaker for longer than the consensus
expects. We think OPEC’s decision to not cut their own production,
despite their internal view that the global market is oversupplied by
>1mm b/d, has broad implications in the North American energy
universe. OPEC (Saudi in particular), has clearly taken the view that
excess barrels should be forced out of the market by pressuring others
with the highest costs to reduce their production. In order for these
excess barrels to be removed, our view is that oil prices will need to stay
very low (<$60/bbl) for an extended period of time (one to two years).

It is important to appreciate that OPEC (again, Saudi in particular) has
fundamentally changed their strategy from protecting crude prices to
protecting market share. OPEC has only done so once in recent history,
in 1986. At that time, OPEC was once again concerned with market
share losses due to emerging North Sea production. Despite being in
an over-supply situation, OPEC increased production (from 15.8mm
b/d to 18.5 mm b/d) through 1986, driving crude prices down from
$30/bbl to $10/bbl. The strategy worked, but it took a full 18 months
before EU production rolled over. The damage to EU production
continued into 1989, despite a price recovery in 1987. This is probably
the type of damage OPEC is hoping for today as well.
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We are firm believers that supply/demand for crude will ultimately
balance out. We have already seen massive capex cuts by producers
(>25%) and demand will pick up with the drop in fuel prices. What we
believe is still underappreciated in the market is that this process will
take time: more likely a few years than a few months. Consider, for
example:

l Despite the big capex cuts, North American producers are still 
projecting production growth into next year. Producers are high-
grading into their most economic drilling prospects and pressuring
oil services costs down. These measures could possibly extend 
the period of lower pricing, but plant the seeds for a bigger 
recovery further down the road. 

l Russia and Iraq were producing at new records in December, 
while the UAE has no plans to cut back on its large projected 
growth over the next three years.

l OPEC continues to over-produce, with November rates at 30.6 
mm b/d (600k over their quotas).

l While we expect demand will eventually improve, there are no 
signs yet of any increases. In fact, the IEA and EIA continue to 
decrease demand projections into 2015/16.

Under this new regime, we are holding only those companies with
strong balance sheets AND whose assets are in the core of the best
plays in North America. Two names in particular that we like are
Encana Corp and Veresen Inc. Encana owns a balanced portfolio of
high netback light crude and gas assets, which still provide some of the
highest return projects amongst the Canadian producers. Its low
valuation doesn’t reflect the quality of its asset base or its ability to grow
in a $70 per barrel environment. Veresen is a unique company that,
through a series of recent acquisitions, has quietly built an
infrastructure network that reaches into the two most economic energy
plays in North America, providing longer-term growth potential. They
also have an LNG project that could provide tremendous upside as
longer-term volume commitments and financing is secured. 

Telecommunications

The Telecommunications sector remains one of our least favorite
globally, due to increased competition, high valuations, interest rate
sensitivity and regulatory risks. Domestically, we believe the Canadian
telecommunications sector is at risk of a significant drawdown in 2015
as the government continues to make concessions that will result in the
launch of a credible fourth national wireless competitor. In the
meantime, Canadian Telco valuations have marched to all-time highs.
The combination of high valuations, new competition, and rising rates
(via better US growth) could be disastrous for the Big 3. Should the
competitive landscape start to resemble that of the US, the trading
multiples should do the same, equating to a 25% haircut in share prices
across the board. The lone Canadian Telecommunications position in
our portfolio, at present, is Quebecor Inc. We believe that Quebecor
will play a major role in creating a fourth national player via spectrum
contributions while staying on track to buy the 25% interest in
Quebecor Media that is owned by the Caisse de Depot (an interest seen
as a material headwind to the consolidated valuation). 

Financials

We start 2015 with a tempered view on the Canadian Financials sector
as valuations are beginning to look stretched relative to historical
norms and earnings growth continues to slow. Selectivity will likely be
the key to outperformance in portfolios. Looking south of the border,
we are somewhat more constructive. US financials are fairly valued
and growth is relatively strong, particularly for smaller non-bank
lenders that benefit from the tightening in bank lending standards.
Internationally, performance will likely be reliant on central bank easing
measures that will drive sentiment for the group. Even though
European Financials have lagged and are under-owned, it is risky to call
a bottom in the sector in the face of looming deflation and a heavy
elections schedule. We prefer restructuring stories with large run-off
portfolios, which will benefit from lower rates for longer. Within the
Canadian banking complex, we prefer Bank of Montreal as it continues
to show above-peer growth trends in Canadian banking, while gaining
some bottom line traction in the US. 
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