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WE BELIEVE MARKETS ARE NEARING A MAJOR INFLECTION POINT WHERE CONTINUED 
ECONOMIC WEAKNESS AND RISK-OFF SENTIMENT COULD SEND MAJOR MARKETS 
EVEN LOWER, WHILE A TIMELY REBOUND IN GROWTH AND RENEWED CONFIDENCE 
COULD SEND UNDERPERFORMING ASSETS HIGHER.

INFLECTION 
POINT

If the second quarter was best defined by low volatility, range-bound 
markets, the third quarter was quite the opposite, with a severe sell-off, 
extreme volatility and elevated correlations across the risk asset 
universe. The MSCI World Index ended the quarter down 8.32% (USD) 
with the bulk of the losses coming in the last six weeks of the quarter. 
Current sentiment appears decidedly more bearish than in typical 
mid cycle corrections and has not been helped by a global economic 
growth that has weakened noticeably. Since the start of the year, 
we have been proponents of the global de-synchronization theme, 
evident from the 10% year-to-date outperformance of developed 
markets relative to emerging markets. The issue now is whether or 
not the global divergences have gone too far and will violently re-
converge. We believe markets are nearing a major inflection point 
where continued economic weakness and risk-off sentiment could 
send major markets even lower while a timely rebound in growth 
and renewed confidence could send underperforming assets higher. 
While the “goldilocks” market narrative appears to be under attack, the 
balance of probabilities suggest to us that the uptrends in risk assets 
can be resurrected absent an outright policy mistake in the US or 
China. We believe there is a line of sight to better times ahead driven 
by continued growth in the developed world and stabilization in 
emerging economies, but this will require some things to fall into place 
sooner rather than later including a softening in USD strength, stability 
in the world’s growth engine – the US economy – and/or the adoption 
of a “whatever it takes” strategy by Chinese policy makers. Failure in any 
of these key planks could lead to a big enough accident that finally 
ends the six-year bull market in risk assets.
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Fig 1. Macroeconomic uncertainty causing higher stock 
correlation and volatility (Macro Risk Advisors S&P 500  
realized correlation -- three month)

Source: Bloomberg, PMAM Research
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We believe there is a line of sight to better 
times ahead driven by continued growth 
in the developed world and stabilization in 
emerging economies, but this will require 
some things to fall into place.
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THE WORLD’S GROWTH 
ENGINE HAS SPUTTERED 
BUT NOT STALLED
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Fig 2: US real personal consumption growth nears a cycle high

Source: Bloomberg, PMAM Research

Source: Bloomberg, PMAM Research

Fig 3: US manufacturing PMI is weak, but US services PMI  
is doing just fine

REAL PERSONAL CONSUMPTION GROWTH IS NEAR A 
CYCLE HIGH IN THE US, WHILE THE BENEFITS OF FALLING 
ENERGY PRICES COULD SOON MANIFEST INTO AN EVEN 
GREATER WINDFALL FOR CONSUMERS.

While recent high frequency data appears 
somewhat mixed, the foundations for 
reasonable US economic growth remain 
intact. The employment backdrop 
continues to be sound and US consumer 
cash flows continue to grow. Real personal 
consumption growth is near a cycle high in 
the US (Fig 2), while the benefits of falling 
energy prices could soon manifest into 
an even greater windfall for consumers. 
Employment gains, low rates, attractive 
affordability and low inventory should 
continue to be a tailwind for household 
formations (which have just broken out of 
a seven-year funk), driving the US housing 
cycle for the foreseeable future. Various 
industrial and manufacturing data points 
have been showing mixed results, but 
much of this weakness has been related to 
developments that are external to the US. 
This is evident by comparing the US PMIs 
for externally-driven manufacturing with 
internally-driven services (Fig 3). The 90% of 
the US economy that is not globally sensitive 
has been doing fine and appears to remain 
on firm footing. 
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IS THE FED 
ON HOLD?
THE OUTLOOK ABROAD APPEARS TO HAVE BECOME MORE 
UNCERTAIN OF LATE, AND HEIGHTENED CONCERNS ABOUT 
GROWTH IN CHINA AND OTHER EMERGING MARKET ECONOMIES 
HAVE LED TO NOTABLE VOLATILITY IN FINANCIAL MARKETS...

If things are so good in the US, why has the 
Fed been unable or unwilling to raise interest 
rates? The Fed’s official mandate is to achieve 
full employment and stable prices. These 
goals have largely been achieved post the 
Great Financial Crisis (GFC) given consistent 
declines in the unemployment rate down 
to the 5% range and the maintaining of 
core CPI between 1.3% and 1.6% for the 
past two years. However, while the Fed may 
view employment as getting close to full, 
stubbornly high levels of underemployment 
and still sluggish wage growth may be 
blurring the picture. It was interesting to 
note the upside reversal of equity markets 
on the recent disappointing employment 
report, a trend that mirrored the downside 
reversal in equity markets following the 
recent FOMC meeting where the Fed kept 
interest rates unchanged. Perhaps the recent 
rally is a small sign that the credibility of the 
Fed was being restored once the reasons for 
its inaction became apparent. Deflationary 
forces seem to abound around the world, 
primarily driven by secular demographic 
trends (Fig 4). While US core inflation is 
stable, it is still firmly below the Fed’s well-
publicized target of 2%. Cyclical reflationary 
forces in the west are being offset by 

disinflationary forces in many countries; 
especially emerging markets, where 
structural imbalances are large and currency 
devaluations have been the preferred 
mechanism for dealing with them. 

While the US economy has been strong 
enough over the past few years to have 
justified some Fed tightening, the central 
bank does not operate in a US bubble. 
Increasingly, the Fed considers events 
abroad and the consequences of its actions 
on global financial markets. “Financial 
conditions” have become an important 
guide to US Federal Reserve policy. Perhaps 
some proof of this exists in the “Fed meeting 
effect”. Since 1998, if “fed meeting effect” 
trading days (defined as the day before and 
the day of an FOMC meeting) are excluded, 
the S&P500 price gain (ex-dividends) 
would have only been about 7% vs the 
actual increase over that time which has 
been about 125%. Going into the highly 
anticipated September meeting, the Fed 
would have been acutely aware that equity 
and credit markets were in the midst of 
significant downward pressure and that 
volatility levels were elevated. While it had 
been suggested that a growing number of 
Fed governors were intent on getting some 

firepower back by raising rates, it appears 
to have been in the Committee’s best 
interest to continue listening to softening 
market expectations and to stand pat. It 
soon became apparent that factors other 
than just the state of the US economy were 
in play when Janet Yellen used the term 
“concerned” with regards to developments 
outside of the US no less than 12 times 
during her post-meeting speech. This has 
raised the spectre that the US Fed now has 
a third mandate: to monitor and address 
financial conditions outside of US vis à vis the 
USD and its impact abroad. Here are a few 
excerpts from Janet Yellen’s speech following 
the Fed’s rate decision that support this view:

“ The outlook abroad appears to 
have become more uncertain of 
late, and heightened concerns 
about growth in China and other 
emerging market economies have 
led to notable volatility in financial 
markets...”

Janet Yellen
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Fig 4: As world population growth decreases, inflation falls with it “…when there are significant 
financial developments, it’s 
incumbent on us to ask ourselves 
what is causing them. And… it 
seemed to us as though concerns 
about the global economic outlook 
were drivers of those financial 
developments. And so they have 
concerned us in part because they 
take us to the global outlook and 
how that will affect us. And, to 
some extent, look, we have seen a 
tightening of financial conditions 
during the intermeeting period. 
So the stock market adjustment, 
combined with a somewhat 
stronger dollar and higher risk 
spreads, does represent some 
tightening of financial conditions.”

Janet Yellen

It now appears that there is less need to 
worry about the US Fed tightening monetary 
policy in the near term, which is probably 
positive for risk assets. 

Source: Bloomberg, PMAM Research
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WHILE WE HAVE BEEN AND REMAIN VERY CONCERNED ABOUT THE 
OUTLOOK FOR CHINA, WE ALSO BELIEVE THAT RECENT EVENTS MAY BE 
PUSHING CHINESE POLICY MAKERS INTO ADOPTING A “WHATEVER IT 
TAKES” MENTALITY TO STOP THE SHORT TERM HEMORRHAGING. 

THE CHINA 
SYNDROME 

We didn’t need Janet Yellen to point out 
to us that China and, by extension, many 
emerging economies are not growing like 
they used to. However, the rate of economic 
deceleration over the past year has been 
surprising and has prompted growing 
concerns that the Chinese growth story 
may be broken. The seeds of the current 
weakness were sown when Chinese policy 
makers decided to sidestep any economic 
adjustment during the Great Financial 
Crisis and instead committed more than 
CNY 4 trillion to a highly aggressive fiscal 
stimulus package. The vast majority of 
this stimulus found its way into relatively 
quick turnaround social infrastructure 
and manufacturing-based construction 
projects that helped stabilize and grow 
GDP. In 2009, while the developed world 
was falling deeper into recession, Chinese 
GDP held firm at an impressive 9.2% 
annualized growth rate. In hindsight, the 
decision to pump that much liquidity into 
the economy contributed to a heavy debt 
build-up (with net debt/GDP ballooning 
from 150% pre-2008 to 270% today) and 
too much industrial capacity (with almost 
40% of State Owned Enterprises generating 
negative ROEs).

The effects of that stimulus ran counter to 
the Chinese government’s stated desire 
to pivot away from China being just a 
manufacturing/export economy to China 
having a more balanced economy led by 
the consumer. The problems have been 
exacerbated by a global growth backdrop 
that has been much weaker than expected 
and the significant currency devaluations 
of China’s major trading peers. As a result, 
China’s real effective exchange rate has 
appreciated over 30% since 2010, making 
it harder for its exporters to compete in 
an increasingly challenging environment. 
Slowing growth and loss of pricing power is 
evident in many recent economic indicators 
including the Chinese manufacturing PMI 
of 47.1, employment PMI falling to 47, 
electricity production recently declining 
to zero growth YoY and producer price 
inflation running at -5.9%. While the official 
GDP number has been hovering near the 
7% target, the Li Keqiang Index (the Chinese 
Premier’s preferred way to track economy, 
based on bank loan growth, electricity 
production, and rail freight volume growth) 
suggests that the underlying economy is 
probably expanding at half that level (Fig 5).
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Fig 5: LiKeqiang Index showing China’s 
GDP at half the official number

GLOBAL MARKETS

Source: Bloomberg, PMAM Research
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Obviously, it is difficult to find anyone that 
actually believes that China was growing 
at its officially reported 7% rate, but there 
was a strong belief that within the Chinese 
command economy structure, Chinese 
officials were firmly in control of the situation 
and could remedy problems in short order. 
However recent policy stumbles suggest 
this prevailing wisdom is being seriously 
challenged, and policy uncertainty is nearing 
all-time highs (Fig 6). The government has 
tried to revive the economy by making 
some “Western” style tweaks, which appear 
to have gone awry. For example, the effort 
to create a wealth effect by supporting 
the equity market ended miserably as the 
market surged too fast too soon, creating a 
gambling mentality for “new” investors. An 
ill-timed currency devaluation caused ripple 
effects across all global markets. Perhaps 
the most important sign that confidence in 
China and its policies is slipping has been 
the accelerating capital outflows over the 
past year. Roughly $660 billion has left the 
country, forcing the Peoples Bank of China 
(PBOC) to ease monetary policy simply to 
offset the negative effects from these hot 
money flows (Fig 7). More stringent capital 
controls have also been implemented to try 
and lessen the tide. While we have been and 
remain very concerned about the outlook 
for China, we also believe that recent events 
may be pushing Chinese policy makers into 
adopting a “whatever it takes” mentality to 
stop the short term hemorrhaging. Beijing’s 
agenda is reliant on stable growth and 
policy makers are very likely to defend the 
economy to avoid social unrest and/or a 
challenge to communist party authority. The 
US adopted a “whatever it takes” mentality 
during the depths of the GFC in 2008/2009 
while ECB President Mario Draghi actually 
used the term in a speech in July 2012 that 
helped stabilize the Eurozone during the 
European debt crisis: 

Within our mandate, the ECB is ready to do 
whatever it takes to preserve the euro. And 
believe me, it will be enough.

(Speech by Mario Draghi, President of 
the European Central Bank at the Global 
Investment Conference in London, 
26 July 2012)

If a “whatever it takes” mentality is adopted 
in China, there are a number of measures 
that could be implemented that would 
help stabilize the situation in the short to 
intermediate run. The economic transition 
from manufacturing to services and 
consumption has created a number of 
impediments to growth; most notably 
the government’s desire to curb excess 
manufacturing capacity builds, pollution 
and corruption. These are important goals 
but could be trumped in the near-term by 
the need for economic growth. We do not 
think a 2009 style stimulus is in the cards as 
it is one of the reasons why China is facing 
the difficult situation that it is in today. Over 
the past few years, the Chinese government 
has acknowledged that 2009 was a policy 
mistake that resulted in short-term gains for 
long-term pain. The current administration 
is opting for quality of growth (mix) over 
quantity of growth (absolute GDP). Having 
said that, it does not mean the government 
will stand still if overall economic growth 
continues to deteriorate in the near term.

So far this year Beijing has deployed more 
than CNY 1 Trillion in fiscal stimulus targeted 
at social infrastructure (transportation, 
waste-water, renewable power generation, 
etc.). Other recent initiatives include 
mortgage down payment reductions and 
China’s own version of “Cash for Clunkers”. 

On the monetary side, the past eleven 
months we have seen five benchmark 
interest rate cuts and three cuts to bank 
required reserve ratios (RRRs). Much of the 
monetary measures have been to offset the 
capital outflows over the past year. However, 
if China was really serious about injecting 
funds into the system, they have the ability 
to cut the RRR to 600bps, back to the level 
it was at in 2003 before they started to 
raise it. This would be equivalent to over $3 
Trillion (USD) in stimulus (as much as all the 
US Fed’s QEs). As well, real interest rates are 
still extremely high at 300bps, implying that 
there is ample room to cut rates in China. 
Given high debt loads within corporate 
China, fighting a structural economic 
slowing does carry an element of pushing 
on a string: since stimulus measures may not 
encourage the same borrowing increases of 
yesteryear. Perhaps then the most powerful 
measure that the Chinese government 
could undertake is to use its under-levered 
balance sheet to assume a large portion of 
debt from its over-levered corporate sector 
and under-capitalized banking sector. This 
nationalization of bad economic actors could 
free up capital for profitable enterprises to 
grow and for properly secured borrowers to 
access lending. 

There is also the possibility (threat?) of 
further competitive currency devaluations 

GLOBAL MARKETS

Fig 6: China’s economic policy uncertainty index reaching highs 
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to improve the competitive positioning of 
money losing enterprises. China is still very 
reliant on exports and their peg to the USD 
is making it increasingly difficult for them 
to maintain their cost competitiveness 
compared to other Asian economies. 
Chinese exports are now running at -3.7% 
YoY (3 month avg.) which is a level not 
seen since 2008. Of course, there is an 
ominous possibility that the Chinese cannot 
maintain their peg due to accelerating 
capital outflows from the country. In other 

words, they may not choose to devalue 
but rather markets may force the currency 
lower. As we saw from a small devaluation 
this past summer, this could be an incredibly 
disruptive event for global capital markets. 
However, there could be some relief ahead 
to offset further capital outflows if China 
is successful in getting the Yuan included 
in Special Drawing Rights (SDRs). SDRs 
are supplementary foreign exchange 
reserve assets defined and maintained by 
the IMF. If the Yuan were to be included 

in the SDR basket it would mean that the 
IMF has recognized the Yuan as a reserve 
currency which might give more countries 
confidence to add the Yuan to their currency 
reserves. These purchases could help offset 
capital outflows which have been acting 
as a drag on Chinese monetary policy. The 
announcement of the inclusion of the Yuan 
in SDRs could trigger a big “risk on” rally 
as the threat of a run on the Yuan would 
become less likely in the near term.
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Fig 7: Approx $660 billion has left China this past year (China Foreign Exchange Reserves Y/Y%)
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Source: Bloomberg, PMAM Research
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While decelerating Chinese growth is a threat to Goldilocks, a 
continuation of the rally in the USD is also a big problem. Movements 
of the USD are far reaching and have impacts on a number of areas 
of the global financial system. Last quarter we showed that a period 
of aggressive USD appreciation is typically followed by a period 
of equity market weakness. Continued strength in the USD is an 
inherent tightening in financial conditions for most emerging markets. 
While dollar strength is a benefit to US domestic consumption, it is a 
headwind to US exports, the exports of any country that is pegged to 
the USD (China), commodity producing countries and countries that 
have issued large amounts of USD-denominated debt (Latin America). 
USD strength is also problematic to US corporate earnings, as the 
geographic earnings mix of US-listed corporations is significantly more 
global than the composition of US GDP. 

Dollar appreciation is even more difficult to manage for countries 
like Brazil and Russia that are resource driven and have binged in 
their issuance of USD-denominated debt. Brazil is the seventh largest 
economy in the world and appears to be in a deep and protracted 
recession due to a high economic concentration in commodity 
production and a reliance on exports of this production to other 
emerging markets like China. While Brazil does not have an exorbitant 
level of external debt, the pressure on its exports has significantly 
impacted government revenues. The Brazilian central bank has been 
forced to raise benchmark interest rates aggressively to combat 
accelerating inflation and Real weakness. Social unrest has increased. 
The situation is becoming reminiscent of Russia in 1998 when similar 
circumstances caused Russia to default on its debt. We are monitoring 
Brazil CDS, which has exploded over the last year (Fig 8), and remain 
very concerned about the impact of an increasingly strong USD.  
To us, this was one of the biggest risks associated with the onset of a 
US interest rate tightening cycle. The weakness in the dollar over the 
past few months has been a welcome relief and further softness would 
certainly help the Goldilocks scenario.

WELCOME SIGNS OF  
US DOLLAR WEAKNESS
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Fig 8: Brazil’s Credit Default Swaps (CDS) concerning given USD 
strength (DXY Index)
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Source: Bloomberg, PMAM Research
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QUANTITATIVE 
TIGHTENING?

Global central banks have accumulated 10 trillion USD of foreign currency 
reserves in the last decade and have parked approximately 63% of these 
reserves in USD-denominated bonds. Central banks in China and other 
emerging markets have become big sellers of these US bonds this year to 
counteract capital outflows and currency depreciation. This trend has been 
dubbed “quantitative tightening” (QT). While FX reserve accumulation over 
the past two decades may have created large buyers of US bonds that 
helped suppress US interest rates, declining FX reserves may now create 
large sellers of these same bonds, putting upward pressure on US interest 
rates. Goldman Sachs estimates that net US Treasury sales by EM central 
banks have totaled $33bn in 10-year equivalent bonds per month since 
June. This is on par with the pace of Fed Treasury buying during its QE 
process: the Fed bought $50bn 10-year equivalents per month for QE2 
and $36bn per month during the main QE period as a whole.

While this trend should put secular upward pressure on bond yields, 
it shouldn’t have the same impact on financial conditions that US QE 
did due to the lack of a signaling mechanism that accompanies these 
sales (The US QE program came with the added impact of the US Fed’s 
forward guidance and broader dovish intentions to do whatever it 
takes). Nonetheless, these flows are not supportive of financial assets 
and could cause some turbulence in bond markets, which has been 
missing for many years now. 

While money flows can affect bond prices, increasing supply can also 
dampen prices causing rates to rise. Global non-financial debt continues 
to rise into uncharted territory, now sitting at roughly 215% of global 
GDP. There has been some improvement in debt levels of financial 
institutions in developed markets while US consumer debt has peaked 
and been in steady decline since the GFC. However, this drawdown has 
been more than compensated for by new borrowing by developed and 
emerging market governments as well as corporations that have issued 
debt to buy back stock or make acquisitions. Ever increasing debt loads 
may eventually create another financial crisis, while the process of dealing 
with this debt may become a severe hindrance to future global growth.
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Fig 9: Global central banks have accumulated $10 trillion USD 
currency reserves (Global FX reserves)
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WHAT’S IN  
THE PRICE?

There are a number of significant worries for investors today. 
Uncertainty about China’s economic model punctuated by a surprise 
currency devaluation, USD concerns in other emerging markets, 
decelerating corporate earnings, collapsing commodity prices and 
mixed signals from the US Fed have all contributed to elevated fear 
levels in risk markets. Combine this with the August 24th “flash crash” 
where ETFs could not be accurately priced, options markets were 
effectively closed and the volatility of volatility (Vol of Vol) reached an 
all-time high and you have a recipe for full-bodied pessimism. However, 
market sentiment has always looked darkest before the dawn and risk 
assets have had an uncanny knack of climbing a “wall of worry”.  
At least some of the present dangers are understood and even 
discounted in markets today. SentimenTrader has built an interesting 

“Equity Hedging Index” that tracks whether investors are hedging 
more than average through purchases of put options, inverse ETFs 
and mutual funds, credit default swaps or through shorting futures 
contracts and raising cash. Their index is displayed below and shows 
that fear levels have reached highs that have corresponded with 
significant buying opportunities in the past (Fig 10).

On some absolute measures, equity markets had appeared to be fully 
valued but the recent pull-back has improved the valuation backdrop. 
The S&P 500’s earnings yield has increased by about 100 bps since the 
first quarter. Even though longer term bond yields have also increased, 
the relative attractiveness of stocks over bonds remains intact (Fig 11).  
We are of the view that the current backdrop of stable economic 
growth and low inflation warrants higher valuations for equities.
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Fig 10: Investors are still hedging at a near-record pace

Fig 11: EPS yield still favourable vs corporate bond yield
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Source: Bloomberg, PMAM researchSource: SentimenTrader (reprinted with permission)
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COMPARISONS 
TO 1998

Earlier this year we laid out a roadmap for equities that compared this 
year’s developments to those that transpired in the latter half of the 
1990s, specifically 1998. While no two environments are exactly the 
same, the lead up to 1998 saw many interesting similarities to recent 
events including a surge in the USD, a sovereign financial 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 first 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 hedge fund Long Term Capital Management (LTCM) 
that required a bailout by a number of financial 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 finish the year at new all-time 
highs. Perhaps the recent turmoil in emerging markets and perceived 
troubles at Glencore PLC will prove to be watershed events that 
precede an unexpected and significant rally in share prices. 

GLOBAL MARKETS
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CONCLUSION

There is an old investing adage: “be fearful when others are greedy and 
be greedy when others are fearful”. Currently, there are very legitimate 
long term issues that should concern investors but at least some of 
these are discounted in markets and others still have prompted market 
friendly changes in policy makers’ actions. With US Fed interest rate 
increases seemingly off the table until at least December (and quite 
possibly until sometime in early 2016), the upward pressure on the 
USD appearing to abate and China possibly embarking on “whatever 
it takes” strategy to stabilize its growth, the backdrop for risk assets is 
improving. Recent short-term trends supporting this improvement 
include emerging markets outperforming developed, cyclicals 
and value strategies outperforming defensiveness and growth and 
corporate guidance improving on the margin. There are still many 
moving parts to this story and we cannot yet definitively say that we 
are out of the woods, but the balance of probabilities suggest to us 
that a “Goldilocks” like uptrend in risk assets can be resurrected absent 
an outright policy mistake in the US or China. 

 BE FEARFUL WHEN OTHERS ARE GREEDY  
AND BE GREEDY WHEN OTHERS ARE FEARFUL
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CONSUMER DISCRETIONARY

In Canada, consumer discretionary stocks continue to beat 
expectations despite a more challenged economic backdrop, 
including currency headwinds and job losses within the energy space. 
We continue to believe that stocks like Canadian Tire Corp, Magna 
International Inc. and Gildan Activewear Inc. offer good growth at 
reasonable valuations, supported by robust balance sheets. While 
volatility may persist in the near term, we will look for opportunities 
to add to high quality, leadership names in the US coming off strong 
earnings reports such as NIKE Inc.

CONSUMER STAPLES

In Canada, we expect the market to continue rewarding high cash flow 
generating companies with low earnings volatility. We continue to 
favour Loblaw Cos. Ltd. given their strong operating metrics within a 
more rational grocery environment. 

We also believe there is a lot of M&A optionality within the staples 
sector given the deceleration in packaged goods consumption. For 
example, Molson Coors stands to benefit from the recently announced 
combination of Anheuser-Busch InBev and SABMiller PLC by 
purchasing the MillerCoors assets jointly owned with SABMiller for an 
attractive price to boost its earnings. 

TECHNOLOGY

We believe the Technology sector warrants some outsized exposure 
based on these four pillars: 1) robust margins, 2) fair valuations, 
3) healthy balance sheets and 4) secular growth profile. For instance, 
the technology sector’s operating margins of 22% are double the 
broader S&P 500’s operating margin levels and appear sustainable.  
The technology sector’s valuation of 15.2x forward P/E is a discount to 
the S&P 500 despite its $660Bn of cash. 

We favor the internet and software sub-sectors given better long-term 
growth trajectories, although we remain mindful of mixed near-term 
trends. Our favorite names include Celestica Inc. as the company is 
looking forward to the possibility of its first quarter of positive revenue 
growth in four years. Internationally, we continue to like Amazon, where 
Prime investments are driving higher usage trends and fulfillment center 
development should enable higher efficiencies and stronger margins.

ENERGY

We remain defensively positioned within the Energy sector given our 
continued belief that we remain in a “lower for longer” environment for 
both natural gas and crude pricing. For natural gas, our road-mapping 
suggests the current environment closely resembles that which existed 
in 1997-98, where prices remained low and range-bound ($2.50 to $4/
mcf NYMEX) for over two years. On crude, we continue to believe that 
the 1985/86 example remains the most relevant roadmap to follow for 
guidance today. Barring any supply interventions by OPEC, we believe 
the crude market will begin to rebalance by the end of 2016 and, 
through this period, pricing will likely remain in a $45 to $55/bbl WTI 
pricing range.

While value is emerging in the sector, our review of crude fundamentals 
and earnings forecasts suggest that the market continues to be 
positioned for a more optimistic outcome, especially as it pertains to 
companies with high cost production. Our stock selection remains 
focused on owning companies that can flourish in this environment 
(refiners) and also those energy producers whose plays can generate 
35% plus IRRs at $60/bbl oil and $3.25/mmcf gas pricing. We are honing 
in on areas /companies that are dropping down the cost curve quickest 
through both productivity gains (through continued technological 
advances) and capex intensity drops (through use of scale/ aggression). 
Encana Corporation is a good example of such a company in Canada.

MATERIALS

While leading indicators remain neutral to negative, the first signs 
of industry discipline are emerging, allaying oversupply fears in 
commodities from copper and zinc to containerboard. These faint signs 
of bottoming have led us to take a more neutral stance in the sector. 
However, angst in credit markets remains palpable for indebted metals 
producers, and the probability of credit events in the sector remains 
high absent a sharp rally in commodity prices. For this reason, we prefer 
low-cost free cash flow leaders like Lundin Mining Corp as opposed to 
the many structural net debt builders in the sectors. 

Our neutral stance also applies to the precious metals sector where the 
prospect of potential USD weakness in the near term could help offset 
continued deflationary pressures around the world and spur a modest 
rally in the gold. Agnico Eagle Mines Limited remains our preferred 
exposure in the sector. 

SECTOR OUTLOOKS
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TELECOM

We remain concerned regarding the Canadian telecom space for 
reasons of value and momentum. We see Canadian telecoms as 
among the most expensive telecom equities in the world at a time 
when pressure on the margin appears to be hampering growth. 
However, Rogers Communications has shown signs of fundamental 
improvement in profitability which should allow the discount in its 
valuation to narrow versus its peers. 

UTILITIES

We are becoming more constructive on the Utilities sector. Regulated 
utilities and contracted power companies now provide investors with 
close to the largest yield spreads to BBB corporate and sovereign bond 
yields in last fifteen years. However, our interest in the sector is being 
driven by a stable growth profile in certain companies that has been 
augmented by recent highly accretive acquisitions. Emera Inc. is our 
preferred name in the space given its solid earnings growth profile 
going forward that should drive an 8% dividend growth profile out to 
2019. 

HEALTH CARE 

Global health care is suddenly in the eye of the storm due to several 
factors that have come to the forefront of investor perception over 
the past couple months. The biggest new concern is that many drug 
companies have become greedy and are gouging the public with  
high prices, which will lead to price controls being implemented in  
the US. The pace of drug price increases is likely to slow, but third 
quarter’s earnings should highlight the sector’s still strong growth 
profile. We believe the recent re-rating of the sector presents many 
buying opportunities. 

INDUSTRIALS

The industrial landscape has been murky recently and various leading 
global industrial-specific indicators point to continued worsening 
conditions for the upcoming six months. The deceleration in Chinese 
growth has driven down the prospects for emerging markets and 
commodity producing countries, which in turn has impacted the 
earnings outlooks for many global industrial players. The US is holding 
up better than most, but the strong USD is hindering the profitability 
and export-competitiveness of many of the large multinationals. 
As such, we have been underweight all North American industrial 
sub-sectors but two: rails and airlines. We like the railway sector given 
the resiliency of its pricing power, the easing of traffic comps ahead, 
and its improved valuation. Canadian National Railway is our favourite 
name in the rail sector, given that its network allows for attractive 
and sustainable trans-border intermodal traffic growth with relatively 
modest exposure to coal. 

We believe the airlines sector has more to go given the positive secular 
industry changes, which should cause gradual secular re-rating over 
time. We also believe that the risks to airline demand are not as dire as 
feared by the market given continued jobs growth and lower gas prices 
(which should support consumer spending on travel). Our favourite 
airline stock remains Air Canada given its strategy to reduce its cost 
structure over time, allowing it to grow effectively in routes where it 
was previously uncompetitive. We also believe that Air Canada will take 
advantage of its free cash flow generation and improved balance sheet 
to buy back significant amounts of its own stock absent a substantial 
re-rating in its valuation.

FINANCIALS

Canadian banks have enjoyed a great relative run over the past decade 
and we believe some reversion back down to the mean is possible 
relative to their global peers, especially given Canada’s more mature 
real estate and consumer debt cycles. Recent tax code changes won’t 
help either. We expect to see continued relative strength from the 
insurance sub-group based on their improving relative profitability 
performance, especially if longer-term interest rates increase. We 
believe Manulife Financial Corp. is poised for further outperformance 
given its improving growth profile and its ability to surface value in its 
real estate, investment management and Asian businesses.
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