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March 6th of 2015 marked the six-year anniversary of the 
current bull market that has seen global equities appreciate 
at a compound annual growth rate of 20% (MSCI World 
Index)  with surprisingly low volatility. The present bull 
market ranks as one of the strongest on record in terms 
of magnitude (+198%) and duration (316 weeks). This 
strength has continued to defy conventional wisdom since 
it has been accompanied by one of the weakest periods 
of post-recessionary world growth on record with global 
GDP increases averaging only 1.95% since the stock market 
bottomed six years ago. Of course there are plenty of reasons 
why equities have performed so well over this period. Risk 
assets were cheap on normalized measures following the 
Great Financial Crisis; the world economy did fi ght off  the 
depression that seemed a possibility at one time, corporate 
earnings improved and sentiment recovered from extremely 
pessimistic levels. However, these factors were likely dwarfed 
by the extreme stimulus actions taken by central banks 
around the world over this period including unconventional 
policy measures such as Quantitative Easing (QE). 

While many risk assets seem extended, it is hard to fi nd 
many signs that are typically associated with an impending 
top in stock markets. In fact, our base case of a “Goldilocks” 
economic environment remains in place which should help 
maintain a continued risk-seeking mindset among investors. 
More specifi cally, we expect the US economy to continue to 
grow at a reasonable rate and the US Fed to fi nally hike rates 
sometime in the second half of the year. Continued economic 
sluggishness in Europe, Japan and China should be enough 
to off set potential US infl ationary pressures, keeping world 
growth in a “not too hot and not too cold” range where long-
term interest rates don’t rise too signifi cantly. The result: stocks 
should be the best-performing asset class for the fi rst half of 
2015 with the US on pace for 7-10% annualized gains.

However, 2015 should mark the peak in global liquidity 
creation and we believe this introduces new risks as the 
market cycle ages and economies de-synchronize around the 
world. We expect major economies to experience diff ering 
fi scal and monetary policies as well as diverging growth 
trajectories. These factors should contribute to higher 
volatility levels than investors have become accustomed 

to over the past few years. When economies and policies 
diverge around the world, the range of possible outcomes 
grows, including the possibility of sudden, sharp shocks to 
the system. Volatility spikes in risk assets have already become 
increasingly more common since the US Federal Reserve 
ended its QE program last year. Global interest rates have 
been diverging with interest rate volatility as high as it has 
been since the “taper tantrum” of 2013. Foreign exchange 
volatility has also surged as the US dollar reasserted itself as 
the world’s leading currency. Unfortunately, past US dollar 
rallies have typically exposed cracks in the global economy 
that have sometimes manifested themselves in unpleasant 
ways. Commodity markets appear to have stabilized in the 
near term, but the fallout from the recent turmoil may not yet 
be fully appreciated. Geopolitical risks continue to percolate 
and it is worth keeping in mind that past currency wars have 
sometimes turned into real wars. Finally, we think that the 
marked slowdown in China must be paid close attention to, 
especially given the imbalances that exist in the country. 
China could become especially problematic if its issues lead 
to a loss in confi dence in the command economy and an 
accelerating exodus of capital from the country. 

We have increased our eff orts to identify and monitor sources 
of potential market instability and/or tail risk. We believe that 
a key to success this year might be the willingness to stay 
very nimble and change course quickly as new developments 
occur. Regardless of which scenarios play out, we expect 
markets to continue to get choppier in 2015, even if the year 
fi nishes on the upside. 

GOLDILOCKS IS STILL SAFE... 
FOR NOW
The US remains the world’s growth engine

While US growth appears to have slowed since the start of the 
year, much of this “mixed” data has largely been disappointing 
only in relative terms to increased consensus expectations. 
In spite of bad weather in the north east and major west 
coast port disruptions, actual economic data has been at 
levels that are consistent with trend economic growth. 
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Most recent leading indicators continue to point to similar 
economic growth trends going forward. The levels of missed 
expectations are also consistent with the typical pattern of 
seasonality in the Citigroup Economic Surprise Index whereby 
fi rst quarter data has appeared to miss the mark in 11 of the 
13 years Citigroup has been publishing the index. The only 
two instances where Q1 saw net positive surprises were in 
2009 and 2010, coming out of the depths of the 
Great Financial Crisis.

There is a silver lining from recent trends. The US Fed has 
taken the opportunity to assuage the market about future 
interest rate increases by lowering their estimated rate hike 
path as laid out in the “dots” released in the notes from their 
recent FOMC meeting. We had been increasingly concerned 
about the diff erence between what the Fed was projecting for 
interest rate increases and what the market was projecting. 
The potential for a policy error regarding a premature 
monetary tightening was building. The Fed’s lowered path 
of rate increases helps alleviate our concern, at least for 
now anyways. 

In our “Goldilocks” scenario, the world needs a growth engine 
and we continue to believe that engine is the US economy. 
We are not concerned that recent economic weakness in the 
US will turn into fears of recession, given the solid underlying 
fundamentals in the key verticals of employment, housing 
and non-residential construction. 

The latest improving pillar of US economic growth has 
been the labour market. The US is experiencing its strongest 
extended period of employment gains in more than 20 years. 
Monthly non-farm payroll additions (before revisions, which 
have been mostly positive) have averaged more than 250,000 
jobs per month for nearly 18 months. While the recent March 
payroll data appeared soft, the report indicated that this was 
the fi fth worst March on record for people not at work due 
to weather and that the worst hit sectors employment-wise 
were those most sensitive to weather. There has also been 
signifi cant concern about aggregate income levels, which 
have been stubbornly slow to accelerate in the US; however 
there are two key leading indicators suggesting this is about 
to improve. The share of “Job Leavers” from the monthly 
employment report and the Compensation Plans of Small 
Business from the NFIB report have proven to be reliable 
leading indicators of the Employment Cost Index (the Fed’s 
preferred measure of wage infl ation). Both are at or close to 
new cycle highs, signaling that wage acceleration will occur 
through 2015 (Fig. 1).

Fig. 1: Wages set to rise
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Employment gains and wage acceleration coupled with 
low interest rates and falling energy prices have driven US 
consumer free cash fl ows to new highs. This is a very bullish 
signal for an economy driven by consumer spending. It should 
also be a key tailwind for the housing market. After a sluggish 
2014, the US housing market has been gaining renewed 
strength and we expect this trend to continue. Homebuilder 
surveys (such as Zelman Associates’ Private Builder Survey 
and ISI’s Homebuilder Survey) have been steadily gaining 
strength since late 2014 across traffi  c, pricing and order 
measures. Data from western markets in particular, which 
are less distorted by winter weather, has been showing 
improvement in absorption and orders. 

Since 2010, most of the improvement in US housing has 
been at the higher end of the market. The entry level market 
has consistently lagged as the key 20-34 demographic has 
increasingly opted to rent or live with their parents rather 
than purchase their own home. We think this is about to 
change, adding a new level of strength to US housing activity. 
The rent versus own decision largely comes down to fi nancial 
capacity and numerous surveys have indicated that the 
biggest factors aff ecting whether people chose to rent are 
related to employment, savings and credit. After what was 
the biggest drawdown in young adult employment since the 
Great Depression, 20-34 employment growth has now been 
positive for fi ve consecutive years and has been outpacing 
other cohorts for the past two years. Wages and salaries of 
25–34 year olds are now growing at their fastest rate since 
2008 (Fig. 2). This bodes well for a group that normally 
represents ~65% of household formations. In fact, we are 
already starting to see a pick up in household formations as 
residential electric customers, a good proxy for household 
formations, grew 1% in 2014 — marking the third straight 
year of improvement and the strongest growth since 2007. 
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Fig. 2: Median Usual Weekly Earnings: Employed Full Time (Y/Y%) 
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Not only are we seeing jobs and incomes improve, but 
aff ordability and credit conditions are also improving for 
the fi rst-time home buyer. The gains in employment and 
earnings, combined with the year-over-year decline in lending 
rates, have made housing far more aff ordable than average, 
and at its best levels since 2013. As income and aff ordability 
improves and the demand backdrop strengthens, banks 
are slowly but surely loosening their lending standards. 
Residential real estate loans are growing again and the 
average FICO scores on those loans are continuing to come 
down from post-crisis highs. Government-sponsored 
enterprises Fannie Mae and Freddie Mac have recently 
launched 97% loan-to-value mortgages to aid fi rst-time 
home buyers that can’t put down a large enough deposit 
on a new home. There is also a coming surge in “boomerang 
buyers” who are previous homeowners that had to declare 
bankruptcy, initiate a short sale or were foreclosed upon. 
These buyers have had to wait four to seven years before 
they could again access mortgage credit. They are now 
starting to re-enter the market, which should generate an 
extra boost in demand over the next few years. 

US non-residential construction trends are also poised to 
improve further, despite the obvious slow down in energy-
related capex spending that is occurring. Non-residential 
construction acounts for about 64% of total US construction 
with the stalling oil and gas portion representing only 
7% of total non-res spending. Normalizing for its share of 
GDP, non-res activity is still approximately 35% below its 
long term mid-cycle average. Another revealing sign of 
pent-up demand is the fact that US manufacturing capacity 
is getting closer to the 80% utilization level, a threshold 
which has coincided with double-digit growth rates for 
construction in past cycles. Moreover, 50% of public 
non-res construction is tied to infrastructure spending. 
US infrastructure continues to deteriorate and age due 
to under-investment. For instance, the Department of 
Transportation has classifi ed 25% of the 600,000 bridges 
in the US as structurally defi cient or functionally obsolete. 
The impact of an inadequate transit infrastructure genuinely 

hurts the economy; the Texas A&M Transportation Institute 
estimates that total national traffi  c jams in the US cost $120bn 
in 2011 alone.

With all this pent-up demand, it shouldn’t be surprising that 
leading indicators are pointing to a near-term acceleration 
in non-res construction trends. Morgan Stanley’s Non-Resi 
Index, which typically leads US private non-res construction 
spending by about nine months, continues to point to 
acceleration in trends going into the late summer before we 
potentially see some moderation in the fall. The American 
Institute of Architects (AIA) Consensus Construction Forecast, 
a survey of the leading construction forecasters, is projecting 
that non-res spending growth will accelerate to +7.7% in 
2015 and see +8.2% growth in 2016. Confi dence surveys 
of construction and design fi rm executives have steadily 
improved over the past six months and are making new 
cycle highs. Finally, a good leading indicator of future private 
non-resi construction is simply construction jobs growth 
(as a contractor would really only hire a new employee on the 
expectation of keeping him busy): construction employment 
has grown steadily in recent months.

EASY MONEY CONDITIONS 
IN REST OF WORLD PROVIDE 
FUEL FOR RISK ASSETS
Stabilization in Europe

Last quarter we highlighted Europe as having the potential 
to outperform in the fi rst half of 2015 as expectations were 
depressed, QE was on the way and declines in energy 
costs and the Euro would provide a near term tailwind to 
economic activity. The Euro Stoxx Index soared in the fi rst 
quarter, outperforming the MSCI World Index by 15.8% in 
local currency terms. The announcement of the ECB’s QE 
program certainly provided a boost to markets in Europe, 
while positively infl ecting economic data also helped. There 
is no doubt that the benefi ts of lower rates, lower commodity 
infl ation and a weaker currency are being felt throughout the 
Eurozone. At present, the economic surprises out of Europe 
are as strong as they have been since 2011, with growth 
expectations now higher than at any point since 2008 (Fig. 3). 

The impact of the ECB’s QE program could provide the fuel 
for even more gains in fi nancial assets, especially in Europe. 
The ECB will be buying 60 billion Euros of assets per month 
for 18 months. The total amount ($1.3 Trillion (USD) or about 
11% of the European economy) will be enough buying to 
soak up about a quarter of the total European bond market. 
The relative magnitude of the ECB’s program will likely force 
a scarcity bid for higher-yielding assets such as high yield 
debt and should force fl ows into higher risk assets such as 
equities. The yield on the Euro Stoxx Index is currently 3.2%, 
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which compares favorably to government and investment 
grade bonds. The 3.02% yield advantage to German 
government 10-year bonds is at the high end of its post 
Great Financial Crisis range, while the 2.47% yield pickup 
versus European investment grade credit is now three times 
higher than it was at the start of 2014. 

Fig. 3 European Economic Sentiment
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Japan looks good... so far 

Japanese equity markets continue to surge following Prime 
Minister Abe’s win at the polls and the Japanese Central Bank’s 
staggering monetary easing program. The surprise round of 
additional monetary stimulus resulted in another leg lower 
in the Yen, which has had positive ramifi cations for Japanese 
corporate earnings. The coming quarters will likely see a 
continuation of the two-year old trend of aggregate quarterly 
earnings beats from Japanese corporates. An added benefi t 
for Japanese equity markets is the massive bid from the 
government’s pension fund, which has been very transparent 
in its desire to increase its allocation in equities. 

Of course, extreme measures are necessary in Japan given 
its diffi  cult longer-term outlook. Abe’s new super majority 
is expected to allow him to fi nally push through signifi cant 
labour and other reforms necessary to improve structural 
inhibitors in the Japanese economy. These reforms may 
continue to prove diffi  cult to pass as aging households 
control the vast majority of the political infl uence and tend 
to benefi t 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, yet still has a large trade 
defi cit. Abe’s plan must eventually yield some tangible 
improvements to the structural issues that exist in Japan, 
otherwise there will eventually 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. (Source: Merrill Lynch)

China’s growth is slowing but stimulus appears

on the way

The Chinese stock market is ripping... or not... depending 
on whom you ask and what market you are looking at. While 
the Hang Seng Index has yet to make a new all-time high, it 
is fl irting with a break out above its post-crisis trading range. 
Meanwhile the Shanghai Stock Exchange (A-Shares), which is 
the market of choice for domestic retail investors, has been on 
a tear over the past six months, making new cycle highs and 
nearly doubling over the past year. This performance seems 
at odds with the continuing slow-down in Chinese economic 
growth. Economic surprises have been generally negative 
since 2012, as the government has been trying to transition 
the economy from one led by manufacturing and investment 
to one dominated by domestic consumption. While the 
Chinese government recently lowered its 2015 GDP growth 
target from 7.5% to 7%, many alternative measures of 
Chinese GDP (MS-CHEX Index, Bloomberg China GDP, 
Li KeQiang Index, CSM China Real Activity Index) suggest 
that growth is already tracking below 5%. With Chinese 
Producer Price Index growth hitting new lows of -4.8% 
(Fig. 4), down from nearly +8% in 2011, China is now suff ering 
from the same defl ationary forces that have aff ected the rest 
of the world since 2008. 

However, the one thing that weaker growth brings is easing 
monetary policy and other new stimulus measures. The 
Chinese government has actually had an easing bias since 
April 2014, when they announced a series of targeted mini-
stimulus measures to backstop growth. This easing bias took 
its next logical step to outright lending rate and reserve ratio 
cuts. Policy makers have cut their benchmark lending rates 
twice since mid-November. The Central bank has also made 
its fi rst cut to the Required Deposit Reserve Ratio (RRR) in 
nearly three years. Now there are higher expectations for 
further easing and larger scale stimulus measures should the 
economy and property markets continue deteriorating. The 
RRR for major banks now stands at 18.5% of deposits which 
is 4% above where it stood during the fi nancial crisis. There 
is still lots of room to ease, which creates somewhat of a “bad 
news is good news” sentiment for Chinese equity markets. 
This may explain some of their recent strength. 



PICTON MAHONEY INVESTMENT OUTLOOK AND REVIEW Q1 2015 5

Fig. 4: China Producer Price Index
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Goldilocks economic environment should drive 

stocks higher

In an environment where global economic growth remains 
“not too hot and not too cold”, interest rates remain low and 
money keeps being printed outside of the US, risk-seeking 
behavior should continue and equity markets should 
continue higher. The preconditions for anything more than 
a garden variety correction are not readily apparent given 
the low probability of a near-term recession, the fact that 
sentiment isn’t euphoric, and the fact that equities still 
represent better value than bonds. Given the extended 
valuations in most yield-related securities, investors should 
continue turning towards the stock market and chase equity 
earnings yield as that has remained quite elevated relative 
to corporate bond yields, which have collapsed since the 
introduction of Quantitative Easing in the US (Fig. 5). 

Fig. 5: Corporate Bond and Equity Yield
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HOWEVER, CONCERNS ARE 
MOUNTING
While our base case of a “Goldilocks” economic environment 
that is favorable for equities remains in place, there are 
increasing risks to our outlook as the market cycle ages 
and economies de-synchronize around the world. When 
economies and policies diverge, the range of possible 
outcomes grows, which should increase volatility levels from 
their current complacent state. Volatility spikes in risk assets 
have already become more common since the US Federal 
Reserve ended its QE program last year and we think the 
chances of one or more sudden, sharp shocks to certain 
economies or capital markets is increasing. 

Beware US Dollar Strength 

The US dollar is up 22.4% over the past year and +8.8% in 
the fi rst quarter. The US currency has not had this strong a 
rally in nearly 20 years. When the world’s reserve currency 
rallies it can send shudders throughout the fi nancial 
system. Foreign exchange volatility has surged since the 
US dollar reasserted itself as the world’s leading currency. 
Unfortunately, past US dollar appreciation cycles tend to 
lead to some sort of international crisis that roils markets. 
Since 1985, there have been eight instances when the US 
dollar has appreciated by 10% or more within a year, and 
the S&P 500 Index posted an average decline of 14.4% over 
the subsequent 6 to 12 months (Fig. 6).”

One possible trigger of US dollar-induced fi nancial strain 
could be the sharp increase in dollar-denominated debt 
that has been issued by non-US borrowers around the world. 
The Bank of International Settlements (BIS) estimates that 
by the end of 2014 there was more than $9 trillion of non-
bank USD denominated borrowing outside of the US, a 50% 
increase in just fi ve years. As the US dollar rallies it increases 
this debt in local currency terms and makes the servicing of it 
more diffi  cult as well. This combination becomes even more 
lethal when the debtor’s local economy is fi ghting a headwind 
of slowing growth. 
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Strains in Emerging Markets

There has been a large build-up in USD-denominated debt 
in emerging markets, especially in China, Brazil and India. 
Strength in the US dollar has meant weakness in emerging 
market currencies (Fig. 7).

Fig. 7: Emerging Markets currency weakness
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Meanwhile, growth in emerging markets is slowing, infl ation 
is falling, monetary policy is easing and capital is fl eeing. 
While easing monetary policy and a lower currency should 
lead to a cyclical pickup in growth, there are longer-term 
secular forces working against emerging markets. These 
forces include massive debt build-ups, excess investment 
over the past two decades and signifi cant dependency on 
China (where growth is stalling). Tightening US monetary 
policy and a stronger US dollar is the last thing many 
emerging markets need right now. 

China represents a particular problem this cycle given its 
elevated position in the world economy. Growth has slowed 
signifi cantly more than expected as policy makers have 
tried to re-engineer the economy towards more domestic 

consumption while also dealing with its credit bubble from 
past excess investment. Exports are slowing as China’s 
competitiveness has been eroded considerably over the past 
decade by increased labour and input costs as well as a stronger 
currency. China also imports 10% of total world imports of 
goods and services, so its slowdown impacts a number of its 
trading partners, especially in emerging markets. 

Given these trends, there is mounting speculation that China 
may devalue its currency. China did devalue its currency 
by one-third in 1993, which helped establish it as a cost-
competitive manufacturer. However, the Chinese economy 
was dramatically smaller relative to the rest of the world 
back then. A devaluation this time would have signifi cant 
ramifi cations for global trade and currency wars and would 
likely trigger volatility in stock markets around the world. In a 
devaluation, the Chinese government would probably realize 
gains on its foreign currency reserves and non-domestic bond 
positions, but many Chinese entities that have borrowed in 
USD would lose. While offi  cial policy makers in China would 
like to control the currency and any descent it might have, 
this could become more diffi  cult should capital outfl ows 
(that are already occurring) start to accelerate. Should capital 
outfl ows force a sudden currency devaluation, China could 
become a tail-risk for global markets.

Canada: Reversion back to the mean (or lower?) 

Some of the key risk factors aff ecting emerging markets also 
impact Canada, namely a slowdown in China and the related 
weakness in commodity prices. At present, the consensus 
is expecting roughly 2% real GDP growth in Canada. We 
suspect that there is downside to these forecasts unless there 
is a meaningful rebound in energy prices by year end. In the 
last major oil price collapse in 1986, real GDP growth slowed 

Fig. 6: USD and S&P Declines —  Periods when USD rose >10% in one year and subsequent S&P declines

Period USD y/y 
Subsequent 

S&P 500 decline 

Days from +10% 

USD to start of 

S&P 500 decline 

S&P 500

peak 

S&P 500

trough 

Duration of

S&P 500 decline 

3/5/1985 27.6% -7.1% 251 7/18/1985 9/25/1985 69

5/23/1989 15.7% -19.9% 441 7/16/1990 10/11/1990 87

8/19/1991 11.9% -4.3% 152 1/15/1992 10/9/1992 268

8/17/1993 19.2% -8.2% 227 1/31/1994 4/20/1994 79

8/5/1997 17.1% -17.6% 377 7/21/1998 10/8/1998 79

9/20/2000 18.0% -19.0% 166 1/31/2001 4/3/2001 62

6/8/2001 12.5% -31.4% 220 1/4/2002 10/10/2002 279

11/16/2005 12.7% -7.6% 180 5/8/2006 6/13/2006 36

Average 16.8% -14.4% 252 120

3/9/2015 21.7% ??? 127 ??? ??? ??? 

Source: Bloomberg, Picton Mahoney Asset Management 
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from 5% to 0%. In 1986, Canada was in the midst of a boom 
in nationwide employment, construction and credit growth 
while Albertan and resource-related employment made up 
only about 10% and 16% of total employment, respectively 
(Source: Statistics Canada). Today, Alberta’s share of national 
employment is approximately 35% higher, and it has been 
doing the heavy lifting for national employment for years. 
Canadian housing starts have been stagnant for more than 
fi ve years, over which time residential and consumer credit 
growth has been decelerating. One signifi cant off set to the 
energy and materials related slowdown is the potential 
for non-resource exports to pick-up as the Canadian dollar 
weakens. 

It is no secret that the Canadian economy and stock markets 
were huge benefi ciaries of the explosive growth in China and 
other emerging markets over the past ten to fi fteen years. 
The S&P/TSX Composite Index has had a greater than 75% 
correlation to emerging market equities since 2003 (Fig. 8). 
China’s slowdown in particular should have direct negative 
consequences to those trading partners that helped supply 
the resources required for its past growth. It is not hard to 
envision a scenario where the Canadian economy and the 
resource-heavy parts of the Canadian stock market remain 
under pressure as China deals with its past excesses. 

Fig. 8 TSX vs. Emerging Market equity
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Europe

While things look brighter than they have in some time, 
Europe will still wrestle with its structural issues for years 
to come, trying to band together diff erent countries with 
diff ering fi scal policies and economic challenges under 
a common currency. Further reforms are needed on the 
periphery (and France) to achieve cost competitiveness 
with the core (especially Germany). One related risk factor 
that could rear its head this year is the signifi cant number of 
elections that will occur in diff erent Eurozone countries. There 
appears to be increased momentum from the populist vote 
to disband the union. The Syriza party won recent elections in 
Greece (although so far it appears unable to deliver on many 
of its populist plans including renegotiating debt terms with 
the rest of Europe). In Italy, M5S’s share of popular opinion 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 Spain’s (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 signifi cantly and undermine some of the benefi ts of 
the ECB’s QE program. With this in mind, it should be noted 
that Greek bond yields have backed up considerably over the 
past six months, indicating some growing concerns about 
the troubled country and its ability to repay loans within a 
European framework. We will be watching for worsening 
trends here and whether yields in other peripheral countries 
start to increase in sympathy. 

Benign infl ation ... for now.

A key tenet of the “Goldilocks” thesis is that growth is ok, 
infl ation stays muted and interest rates stay low. This seems 
slightly at odds with the current guidance from the US Fed 
that benchmark rates could be raised at some time in the 
next six months. We believe the US economy can withstand 
a modest rate hike or two without derailing, but markets 
typically react to the initiation of rate hiking cycles with some 
trepidation and we expect this cycle to be no diff erent. The 
Fed has gone the extra mile in keeping a dovish bias to their 
communications and forecasts and recently seemed to have 
pushed out their expectations of the fi rst hike beyond their 
initial June time frame. This has lowered their expected hiking 
path closer to what the market had been pricing in, which is a 
relief to us. 

However, if infl ation was to pick up beyond the overwhelming 
benign consensus view, the Fed would have little choice 
but to get more aggressive in its interest rate hiking process. 
We believe the market is not positioned for this and it would 
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result in a signifi cant correction in risk assets. In spite of 
global turbulence, falling commodity prices and a strong 
dollar, US Core CPI has been steadily above 1.5% for 
more than a year. The largest component of Core CPI is 
Owner Equivalent Rents and most leading indicators are 
forecasting acceleration in this measure (Fig. 9). If this 
increasing measure is combined with continued job growth, 
rising wage expectations and an eventual recovery in 
energy prices, it becomes fairly simple to envision Core CPI 
increasing towards the 2.5% to 3% range or even higher. 
This is likely not a near-term concern but can’t be easily ruled 
out as a growing concern as the year progresses. 

Fig. 9: US Rental Vacancy vs. CPI Rents (RBC Capital Markets)
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Other market-specifi c concerns

There is a building list of technical and market-based 
indicators that suggests we are approaching a possible 
non-negligible correction in risk assets. As global growth 
has been slowing, the USD has been rallying. Meanwhile 
profi t margins are at very elevated levels. These factors are 
contributing to forecasts for struggling corporate revenue 
growth with earnings estimates falling signifi cantly for the 
broader US market. There have been only three instances 
since 1974 in which net income declines were not associated 
with an economic recession. In each of these cases, S&P 500 
performance was positive. While we believe that this will be 
the fourth such occurrence, we are cognizant that much of 
the rally in stock prices around the world has been a result 
of earnings multiple expansion. It would be comforting to 
have earnings growth start to contribute to the party. 

Various measures of complacency among investors 
have also risen over the past few years, although not many are 
fl ashing warning signs yet. While stock markets are at or near 
all-time highs, many concerning “divergences” are beginning 
to appear. For instance, government bonds have been 
outperforming equities since mid-2014. This can probably be 
explained by QE and capital fl ows, but still seems at odds with 
our constructive outlook for stocks. Within credit markets, 
high yield bonds have been steadily underperforming 
investment grade bonds over the past nine months, which is 
a strong signal of risk-off  sentiment. High yield performance 
has also diverged from the surging US equity market. 

Even within stock markets in North America, the number 
of stocks contributing to overall performance isn’t inspiring. 
While the S&P 500 Index is currently trading close to its 
52-week high, the number of stocks trading above their 
200-day moving average is only 55%. This is a little 
reminiscent of the fi nal stages of the rally in 2007/2008, 
although markets got even narrower at their highs in 2000. 

Comparisons to 1998

The unfortunate reality is that this market may continue to 
perform in a nice “Goldilocks” state until it is sharply interrupted 
by some sort of shock in the world. An interesting parallel that 
could be useful as a roadmap for this year might be the events 
that transpired in the latter half of the 1990s, specifi cally 1998. 
While no two environments are exactly the same, the lead-up 
to 1998 saw many interesting similarities to the past few years 
including: a surge in the US dollar; a sovereign fi nancial crisis 
(Asian Tigers); declines in oil prices; and an outperforming 
consumer-driven US economy. After a volatility shock in the 
latter half of 1997, the S&P 500 surged in the fi rst six and a half 
months of 1998. Markets were then roiled by two shocks to the 
system: the Russian debt default and massive losses at Long 
Term Capital Management (LTCM) (a hedge fund that required 
a bailout of $3.6 billion by a number of fi nancial institutions 
under the supervision of the US Fed). The US market fell 22% 
from its highs in just three months. When the LTCM crisis was 
resolved and the Fed eased its monetary policy, markets rallied 
back to fi nish the year at new all-time highs. 

In summary, while risks are building we remain constructive 
on equities as the “Goldilocks” backdrop of reasonable growth 
and benign infl ation continues to drive markets higher. The 
fi rst half of 2015 will likely mark the peak in excess global 
liquidity and global economic policies and growth expectations 
should continue to diverge. The resulting increase in potential 
outcomes opens up the number of possible scenarios that 
could create more downside in risk assets than investors have 
become used to. Regardless of which scenarios play out in 2015, 
we expect markets to continue to get choppier, even if the year 
fi nishes 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 growth characteristics in cyclical sectors. We 
remain overweight in Industrials, Technology and Consumer 
Discretionary stocks. We are underweight interest-sensitive 
equities that have been big benefi ciaries of aggressive 
central bank stimulus policies over the years and are generally 
over-valued with modest earnings growth potential at best. 
We have softened our bearish stance on the Energy sector 
but maintain a negative bias.

Consumer Discretionary

We believe the Consumer Discretionary sector can continue 
to outperform in the near term supported by many of the 
same tailwinds which boosted consumer confi dence last 
year, including cheap gasoline, lower unemployment, and 
rising home prices. In the US, accelerating restaurant industry 
data in December and January supports our bullish views 
on Bloomin’ Brands Inc. We also favour housing-related retail 
stocks, including Restoration Hardware Holdings Inc. and 
Lowe’s Companies, Inc., which put up better than expected 
same-store sales growth amidst the backdrop of encouraging 
housing data. 

Sharp moves in foreign exchange rates are increasingly 
infl uencing our thoughts and positioning within the space 
as well. Currency is proving to be a headwind for certain 
Canadian consumer names we own, like Magna International 
Inc. and Canadian Tire Corporation, but earnings estimates 
and valuations already refl ect these FX moves to a large 
degree. Importantly, with oil prices expected to remain 
subdued for a protracted period of time and the scarcity of 
non-energy related Canadian growth stocks, we believe the 
consumer space should be able to extend last year’s gains. 
We remain overweight the sector with a focus on stocks 
off ering positive change, strong balance sheets, and the 
potential for cash returns or value creating acquisitions. 

Technology

The Technology sector should remain a key benefi ciary 
of pent-up capital spending requirements and solid US 
economic growth. That being said, we have been surprised 
by the exuberant performance of many Canadian Tech 
stocks given their questionable fundamentals and diffi  cult-
to-sustain fi nancial engineering eff orts. In the US and 
internationally, organic growth fundamentals are more 
appealing but selectivity is still a key focus going forward. 
Enterprise adoption of cloud computing, in its many forms, 

is a key factor for us. We see favourable growth characteristics 
in cloud-enablers and have taken a position in Rackspace 
Hosting Inc. 

Evertz Technologies Inc. appears poised to outperform. 
The company is a leading provider of infrastructure 
equipment to the broadcasting sector and its products 
address the increasing complexity facing broadcasters 
needing to deal with traditional television and new internet-
related viewing habits. Management is also committed to 
greater spending discipline now that the company’s recent 
investment cycle is largely behind it. 

Industrials

Industrials in Canada and overseas performed broadly in line 
with their respective markets in the fi rst quarter, but fears 
surrounding weak commodity markets, especially in Energy, 
have hurt sentiment in the group. US multinationals also 
have to deal with the negative impacts of a strong US dollar 
on their global revenue and earnings streams. With respect 
to regional exposures, we prefer to be overweight US-centric 
domestic plays, not simply to avoid the foreign exchange 
risks noted above, but also to take advantage of relatively 
strong US economic growth. We believe that non-residential 
construction is in the early innings of a strong growth phase. 
WSP Global Inc. is an engineering fi rm that derives almost 
a third of its revenue from the US and roughly 75% from 
non-resource related infrastructure spending. This is in stark 
contrast to many Canadian peers that are wholly focused on 
the Energy and Mining sectors within Canada. 

Consumer Staples

After an unabated relative bull run in Canadian Consumer 
Staples through the second half of 2014, the group has 
cooled off  and modestly underperformed in Q1. We remain 
overweight the sector, but we are expressing this view by 
positioning in more US-focused names with event-driven 
optionality. We are optimistic on the confi dence and spending 
power of the low income consumer on the back of fuel 
savings, rising employment and the expectations of better 
wages. We are also encouraged by the fact that companies 
seem to have fi nally come around to the realization that 
their ability to deliver traditional earnings growth is more 
diffi  cult given new health and wellness trends. The risk of 
doing nothing is outweighing the risk of taking more decisive 
action, resulting in increased openness to M&A and other 
restructuring opportunities. A company that we believe is 
capable of achieving growth targets is Pinnacle Foods Inc. 
Pinnacle has consistently delivered better than expected 
earnings growth at a rate that has signifi cantly outpaced its 
peer group. Management has a strong track record of making 
accretive acquisitions and larger branded foods companies 
are becoming more willing sellers of assets. 
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Materials

There are a number of cross-currents buff eting the global 
Materials sector. North American commodity chemicals are 
recovering as crude oil prices stabilize and appear to be 
changing from secular shale benefi ciaries to energy price 
derivatives. Specialty chemicals continue to garner activist 
interest, but fundamentals remain elusive and all-time record 
multiples suggest stock selection is key within this sector. 
Base metals remain volatile, balancing supply disruptions 
with what is setting up as potentially the weakest fi rst half in 
modern Chinese history for copper demand. The packaging 
sector has also re-rated to all-time record multiples despite 
continued earnings disappointments. Fertilizer stocks 
have acted well despite decade-low demand visibility and 
recent weakness in nitrogen and potash pricing. Better than 
expected non-residential construction trends in the US 
appear to be driving a recovery in building materials, where 
select opportunities in diff erentiated specialty products 
remain attractive.

One of our holdings that is a direct benefi ciary of favourable 
US non-residential construction spending is Canam Group Inc. 
Canam’s backlog is at an all-time high while its book-to-bill 
ratios are as strong as the company has ever experienced. The 
strong demand backdrop is helping drive higher utilization 
rates which should help to expand the company’s margins. 
Lastly, the weakness of the Canadian dollar has not only 
made Canam’s US work more valuable in Canadian dollars, 
but has also driven back US-domiciled competitors from the 
company’s Canadian markets. 

Health Care

The global Health Care sector continued its strong 
outperformance in the fi rst quarter. However, there are 
potential risks on the regulatory front brewing given 
Republicans are in control of both the House and Senate in 
2015. There may be a resurgence of eff orts to repeal certain 
health reform provisions, but a repeal of the Aff ordable Care 
Act (ACA) remains unlikely given President Obama’s ability to 
use a veto to save it. Also working against a repeal is the fact 
that the Republicans cannot aff ord to go into the Presidential 
elections with close to 8 million people losing their healthcare 
insurance. If the ACA were overturned and there were no 
workarounds, several health care sectors would be disrupted. 
We don’t think this would have much impact on our holdings 
in Valent Pharmaceuticals International Inc. The company 
has done an excellent job using its lower taxation status to 
make value-creating acquisitions over the years. We expect 
this to be repeated again with its recent acquisition of Salix 
Pharmaceuticals Ltd. 

Energy 

Our view of the Energy sector is more balanced than last 
quarter, but remains directionally bearish. Despite the 
rally in prices, we are not dissuaded from the view that the 
structural factors that underpinned last year’s crude price 
decline (namely the strong growth in US crude output, 
structurally weak economic growth in European and 
emerging markets and the lack of coherent production 
policy from OPEC) will result in a continued building of a 
crude surplus in the Atlantic Basin. This bias should become 
more apparent as we approach the peak of seasonal refi nery 
maintenance in April‐May, which should put further upward 
pressure on inventory levels. North America continues to 
dominate supply growth. Despite capex and rig reductions, 
US oil production has grown 1.2 mm barrels per day 
compared to last year. OPEC production is still holding above 
30 million barrels a day, with both Saudi and Iraq production 
off setting any Libyan shortfalls. Saudi production averaged 
9.7 million barrels a day over the second half of 2014, with 
some reports suggesting it is now above 10 million barrels 
per day in spite of lower prices. We expect the combination 
of a heavily oversupplied global market and falling demand 
for crude through April/May to weaken prices over the 
course of this quarter. Hopefully, this weakness will 
encourage real shut-downs in production that will start to 
balance the market.

Veresen Inc. remains one of our largest Energy holdings 
in portfolios. Veresen has locked-up takeaway capacity in 
the Montney (Canada’s most economic gas/oil resource), 
acquired and started building infrastructure reaching out 
to the Marcellus (the US’s most economic gas resource) to 
transport cheap gas to the west, and furthered their plans 
to build the Jordan Cove LNG facility. The company is in the 
process of securing longer-term volume commitments for 
their LNG project which would enable the project to proceed 
as a lower-risk venture for Veresen. Should they be successful, 
the sum-of-the-parts valuation for the company would imply 
30-40% upside in the stock price (plus you get a 6% dividend 
yield while you wait).

Telecommunications and Utilities

Telecom and Utilities stocks have underperformed over the 
past quarter, which might seem counter-intuitive given the 
decline in global bond yields seen year to date. We continue 
to see little value in either sector and remain underweight, 
expecting that stronger North American economic growth 
and potentially higher interest rates will expose these 
sectors as over-valued with impending regulatory and 
competitive risk. 

In Canadian Telecom, the CRTC will rule on wireless and cable 
regulation in the next month and we do not expect this to 
be positive for the incumbents. Also, material headwinds in 
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the media space add to downward pressure on the sector’s 
earnings at a time of all-time high valuations. In the US, 
new regulation of ISPs (internet service providers) clouds an 
investment environment that was already diffi  cult due to 
increased levels of competition. 

In the Utilities space we have a preference for renewable 
independent power producers (IPPs) over merchant 
generation. Merchant generators are increasingly at risk of low 
power pricing, impacting earnings for a protracted period of 
time as current hedges roll off  and leave cash fl ows exposed 
to market pricing. For the IPPs, we see accelerating dividend 
growth and an environment that could lead to consolidation.

Our favorite name across these two sectors continues to be 
Quebecor Inc. given its optionality to profi tably position as a 
possible fourth national player as well as the inherent option 
value of its spectrum holdings. Due to the rules laid out for the 
most recent spectrum auction, Quebecor was able to acquire 
spectrum at a fraction of the prices recently being paid in the 
United States. 

Financial Services

Financial Services underperformed in Q1 in Canada and 
globally. The underperformance in Canada has been 
particularly sharp, as investors turned their attention to bank 
exposures in the Energy sector and the Alberta economy. 
Canadian banks have enjoyed a great run over the past 
decade and we believe some reversion back down to the 
mean is possible relative to their global peers. We expect to 
see continued relative strength from the Insurance sub-group 
based on their improving relative profi tability performance, 
especially if interest rates start to fi rm up in the second 
half of the year. The Canadian Insurance sub-group has 
underperformed the banks by 45% since the market bottom 
in 2009, so there is still signifi cant catch-up potential. 

Our largest overweight position in the sector is Power 
Financial Corp. Its subsidiaries Great-West Lifeco Inc. and 
IGM Financial Inc. both increased their dividends, allowing 
Power Financial to raise its own dividend for the fi rst time 
since 2009, while telegraphing a new era of consistent 
dividend growth going forward. 

Picton Mahoney Asset Management

33 Yonge Street, Suite 830 , Toronto, ON M5E 1G4
Bankers Hall – West Tower, 888 3rd Street SW, 10th Floor, Calgary, AB T2P 5C5

666 Burrard Street, Suite 500, Vancouver, BC V6C 2X8

416.955.4108 • 1.866.369.4108 • service@pictonmahoney.com

www.pictonmahoney.com

 This report is published by Picton Mahoney Asset Management (PMAM) on April 15, 2015. It is provided as a general source of information and should not be considered personal 

investment advice or an off er or solicitation to buy or sell securities. The information contained in this report has been obtained from sources believed reliable; however, the 

accuracy and/or completeness of the information is not guaranteed by PMAM, nor does PMAM assume any responsibility or liability whatsoever. All opinions expressed are 

subject to change without notifi cation. PMAM funds may currently hold long and/or short positions in the securities of the companies mentioned in this report.


