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“PMAM” refers to Picton Mahoney Asset Management. PMAM view is relative to the Bloomberg 
consensus estimate for each category. As at June, 2018.

                                                                                                  VIEW                                                                                                                          PMAM vs. Consensus

Risk
After spiking higher in Q118 on the back of inflation fears, higher rates and spiking volatility, macro risk remained elevated 
in Q218. We expect risk levels to remain elevated going forward as we go deeper into the later-cycle regime.

 

MACROECONOMIC

Global Real GDP
Global growth estimates seem accurate, currently at just under 4%, although we expect the impact of a nascent EM 
tightening cycle to bite into growth over the next few quarters. The slowdown in Europe is also a concern. 

U.S. Real GDP
The impact of fiscal policy and tax cuts has pushed U.S. GDP into the mid 3’s, but a next leg up is unlikely to occur (this cycle).  
The impact of tighter monetary policy will soon be felt, along with the negative impact from falling trade volumes.

Canada Real GDP
The outlook for the Canadian economy remains grim. The hawkish U.S. Federal Reserve (the “Fed”) is forcing the Bank of 
Canada’s (the “BOC”) hand as the Canadian dollar fades on widening rate differentials. The housing market is no longer a 
source of growth, while NAFTA negotiations are entering “worse-case” scenarios.

U.S. Inflation
U.S. inflation accelerated beyond expectations in Q118 amidst a tighter labour market and higher commodity prices. These 
trends are expected to continue and take inflation into an uncomfortable range.

EQUITY RETURNS

U.S. Equities
While we believe U.S. equities can churn out a positive year, average expectations of +13% are too high, and the return of 
volatility will hamper returns going forward as the cycle matures.

European Equities
European economic growth is fading, and the Italian elections have reminded investors of the usual breakup risks.

Canadian Equities
Return expectations are too lofty for an economy at the mercy of external factors (oil prices, U.S. trade), with few positive 
domestic levers and many domestic risks (policy, indebted consumer, housing).

BOND YIELDS

Treasuries (U.S.10 yr)
Higher inflation and less foreign buying have helped rates reach the 3% level, which seems reasonable at this point, as there are 
no further upside drivers in the near term. We don’t see a higher level achievable until other G7 rates rise as well.

Investment-Grade Corp
Corporate bonds typically do not perform as well in this phase of the economic cycle. The high correlation of corporate 
spreads to the CBOE Volatility Index (“VIX”) suggests yields should continue to increase.

High Yield Corp
Corporate bonds typically do not perform as well in this phase of the economic cycle. The high correlation of corporate  
spreads to the VIX suggests yields should continue to increase. Increased risk aversion will likely weight more on high yield 
in particular. 

OTHER

WTI Crude Oil
Falling inventories, backwardation, geo-political risk and supply disruptions continue to provide tailwinds for the oil price.

EPS Growth (S&P 500)
EPS growth will appear high due to the one-time impact of lower tax rates. Stripped of this, incremental growth will be fleeting as 
leading indicators decelerate.

P/E (S&P 500)
Multiples are already very stretched relative to their own history. Higher rates have also made equities less attractive 
relative to bonds, and this should further weigh down multiples.
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OVERVIEW

A growing chorus of investment opinions suggest that this economic cycle 
has reached its later stages. There is good evidence for this conclusion:  the 
U.S. economy has reached escape velocity, and the U.S. Federal Reserve (the 
“Fed”) is busy normalizing the massive monetary stimulus that has been in 
place since the global financial crisis. Meanwhile, meaningful divergences 
between other economies around the world are challenging the narrative 
of synchronized global growth and suggesting some rather uncomfortable 
realities that need to be planned for.

In summary, the ongoing strength in the U.S. economy is forcing a tightening 
cycle that the rest of the world may not be able to afford. And if that isn’t 
enough to contend with, why not throw in some populism and protectionism 
for good measure? We believe those who can best assess approximately how 
and when this cycle will end will garner a much higher-quality return stream 
over the next few years than those who simply stay “all in.”
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TO FOLD OR TO STAY IN 
THE GAME?

Two quarters ago, we highlighted how the closing of the 
U.S. output gap (with actual economic output surpassing 
potential output) marked the official beginning of the late-cycle 
economic and market phase. In our last Review & Outlook, “A 
Shot Across the Bow”, March 2018, we discussed how markets 
had begun to recognize this important shift, with the yield 
curve flattening and equity markets suffering a swift setback 
characterized by a dramatic spike in volatility. This late-cycle 
view is increasingly, although not universally, becoming the 
consensus, suggesting that many investors are beginning to 
prepare for the higher volatility and more muted returns that 
typically accompany the final stage of a bull market. 

Investing at this stage of the cycle is like playing a great poker 
game with two tricky options: if you fold too early, you risk 
leaving a large pot of money on the table should stock markets 
have a final surge, as they sometimes do before the end of the 
cycle; however, if you bet too aggressively late in the game, you 
may well end up getting caught with a losing hand as the cycle 
erodes. Seeking every advantage, the best players will not only 
weigh the odds constantly but will also study the behaviour 
of their opponents, quietly noting the “tells” that will ultimately 
bust the bluffers among them.

Meanwhile, as interest rates rise, there is the potential that 
we are all, instead, playing a game of chicken with the bond 
market—in which a large increase in long bond yields or credit 
spreads might suddenly flip the whole poker table on its side. 
For now, long bond yields appear somewhat constrained, 
which might be helpful for equity valuations, yet the yield 
curve continues to flatten, suggesting that central banks may 
be tightening too aggressively. For our part, we believe there is 
still room for risk assets to appreciate, but with sudden bursts in 
volatility to keep everyone off balance. We also believe, however, 
that the clock is ticking on this cycle, and that it may not be the 
right time to go “all in” on an overly bullish outlook.
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THE U.S. ENGINE IS 
HEATING UP 

Of the major economies, the U.S. is clearly outperforming (see 
Fig. 3), benefiting from various structural shifts in policy that are 
bolstering its growth rate. The U.S. government has cut taxes 
aggressively, reduced regulatory burdens and laid plans for 
sweeping infrastructure spending. These types of measures are 
welcomed early in an economic cycle to help fragile economies 

recover. However, this time they are occurring much later in the 
cycle, when the Fed is trying to tighten monetary policy and 
deal with excesses that are building in the system. Currently this 
fiscal stimulus is countering monetary tightening measures and 
boosting U.S. growth, while most other economies around the 
world seem to be decelerating. 
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Fig 2 : Business spending intentions  
are quite robust

Source: Bloomberg, PMAM Research. As of June 2018.
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Fig 1: U.S. consumer debt has returned to more 
manageable levels

Source: Bloomberg, PMAM Research. As of Q1 2018.

The question is how sustainable this growth surge is. In one 
scenario, an increasingly wealthier U.S. consumer could join 
forces with an invigorated U.S. corporate sector to keep the 
world’s economic engine humming along, regardless of 
continued monetary policy tightening. U.S. employment rates 
have reached levels where wage growth should normally start 
to pick up, driving consumer spending higher. This process 
could be aided by more willingness to spend, given that U.S. 
consumer debt levels (relative to net worth) are at a three-
decade low (Fig. 1).

U.S. corporations could be emboldened by recent tax, trade and 
regulatory wins to start spending on growing their businesses 
again. After years of using excess cash (predominantly to fund 
dividend growth or share buy-backs), corporations seem poised 
to boost capital spending. According to research from RBC 
Capital Markets (IT Hardware & Semiconductors: Cloud CapEx 
Accelerates in Q1, May 7, 2018), a sample of 19 large technology 
companies have continued to invest heavily in new growth 
engines like cloud computing, where total capital expenditure 
dedicated to cloud initiatives is expected to approach US$100 
billion in 2019, that is after growing some 27% to an estimated 
$89 billion or more this year. Our research draws a link between 
this growth and commensurate share performance for many 
of these companies. There now appears a need for this capital 
spending to broaden out to companies in other sectors that 
are noticing more potential domestic business opportunities 
than they have seen in some time, or that are looking for ways 
to boost productivity to overcome wage pressures, or that are 
seeing new disruptive forces emerging to take advantage of 
those who stay complacent. 

Furthermore, small-business optimism continues to hover 
at extremely high levels following the election of President 
Trump. Small- and medium-sized businesses are the grassroots 
drivers of economic growth, largely because they are 
disproportionately responsible for hiring. With optimism running 
high, these companies may have some pent-up propensity to 
invest in their businesses now that the U.S. tax cut plan has been 
implemented. For example, based on the recently released new-
orders component of the Philadelphia Federal Reserve Board 
survey, spending intentions look about as good as they have 
since President Nixon said, “I am not a crook” (Fig. 2).

However, all this good news comes with some strings attached. 
With strong corporate earnings, tight labour supply, rising 
energy prices and higher rents, it seems reasonable for the Fed 
to stay on the path of raising interest rates and normalizing 
monetary policy. While this makes total sense in the context 
of the U.S. economy, it could be problematic for other nations 
around the world that don’t have the same growth dynamics, 
but are still affected by higher U.S. rates and a rising U.S. dollar 
(not to mention new potential U.S. trade barriers).
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BUT WHAT ABOUT THE 
REST OF THE WORLD?
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The economic growth picture in the rest of the world is 
becoming murkier. There is a clear divergence, with leading 
indicators reaccelerating in the U.S. and decelerating in other 
major developed economies around the world (Fig. 3).  

Many Organisation for Economic Co-operation and 
Development (OECD) countries have not implemented much 
real structural change to improve their lot since the great 
financial crisis. Their recoveries have been driven primarily 
by aggressive monetary policy stimulus, and this stimulus is 
beginning to wane. In the U.S., the neutral interest rate (i.e., the 
rate of interest that is neither stimulative nor contractionary) has 
likely risen over the past few years due to the structural changes 
we have previously mentioned. Therefore, the U.S. can increase 
interest rates more aggressively before they become restrictive. 
However, the neutral interest rate for most other countries 
has likely increased very little, making these economies more 
susceptible to the same degree of monetary policy tightening. 

We may now be seeing evidence that the monetary policy 
tightening that has taken place to date outside the U.S. is 
already slowing growth in the rest of the world, leading to 
concerns about the underpinnings of various economies. This 
slower growth is manifesting itself in many  ways, aside from just 
decelerating leading indicators. For instance, in Europe, where 
very little has been done to tackle the major structural issues in 
the eurozone that were exposed during the great financial crisis, 
an uncertain election outcome in Italy led to a sudden large 
spike in Italian bond yields. 

Outside the OECD, China has engaged in a managed economic 
slowdown (as demonstrated by a slow but steady decline in 
GDP), with central authorities trying to address excesses that 
developed over time from a lopsided focus on fixed-asset 
investment spending. Following another massive government 
stimulus package in 2015/16, “social financing” (or credit growth) 
has fallen 15% year-over-year, largely because shadow banking 
has been curbed. The corporate funding environment has 
been affected as a result, and defaults have risen dramatically 
since last year. To the extent that credit is the “grease for the 
wheels” of an economy, it’s no surprise that growth in fixed-
asset investment has reached its lowest level since 2016, with 
infrastructure as the focal point of the slowdown (Bloomberg 
L.P.). Ironically, one possible silver lining of the recent trade spat 
between the U.S. and China could be a return to more stimulus 
by Chinese authorities, to boost domestic growth and offset 
possible damage from new trade barriers. 

Other emerging markets have generally benefited from a 
better global economy, but the shift toward an uncomfortable 
tightening cycle is also underway there. Countries such as India 
and Indonesia have hiked rates for the first time since 2014, 
and for a host of other countries, from Korea to Mexico, the 
most recent policy move was to hike interest rates. Even Brazil 
recently kept its policy rate unchanged, ending a two-year 
easing cycle (Bloomberg L.P.). In aggregate, these countries are 
meaningful contributors to global GDP. 
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Fig 3: Leading economic indicators a sign of diverging 
growth rates across major economies

Source: Bloomberg, PMAM Research. As of April 2018.  
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Fig 4: Debt denominated in U.S. dollars at all-time highs…

Source: Bank of International Settlements. As of Q4 2017.

USD Debt as %  
of GDP

Sep-01 Mar-09
Today 

(Dec 2017)

Brazil 15% 7% 10%

Turkey 16% 14% 23%

Russia 15% 9% 16%

South Africa 5% 3% 13%

Mexico 13% 13% 25%

Fig 5: U.S. dollar debt has become a sore spot for emerging 
economies

Source: Bank of International Settlements. As of Q4 2017.
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There is another important potential risk factor to monitor 
should the strong U.S. economy continue to diverge from 
the rest of the world. Relative tightening in U.S. interest rates 
should lead to U.S. dollar outperformance. Unfortunately, 
bouts of U.S. dollar strength tend to expose another structural 
weakness in certain economies, and that is their exposure to U.S. 
dollar-denominated debt. Countries that have chosen to take 
advantage of a falling U.S. dollar and falling interest rates to issue 
what appears to be cheaper debt in U.S. dollar terms become 
suddenly exposed to higher payments when the opposite is 
occurring; it takes more local currency to pay the same U.S. 
dollar-based interest rate when the U.S. dollar is outperforming. 
Figure 4 shows the steady increase in U.S. dollar debt to non-
banks outside the U.S. that has occurred since the year 2000. 
This debt now totals $11 trillion, with $3.5 trillion of this coming 
from emerging markets.

Some countries are particularly vulnerable to this issue. For 
example, Figure 5 shows that since the great financial crisis, 
U.S. dollar debt as a portion of GDP has spiked in Brazil, Turkey, 
Russia, South Africa and Mexico.

It’s probably no coincidence, then, that the cost of credit default 
swaps (essentially insurance against defaults) for sovereign 
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Fig 6: Fixed income investors scramble for protection 
against emerging market debt defaults

Source: Bloomberg, PMAM Research. As of June 29, 2018.

bonds is spiking for these countries (Fig. 6). There also appears 
to have been a meaningful pivot in emerging market bond 
flows, with yield chasers recently unwinding positions with the 
largest outflows since the U.S. election.

Speaking of currency issues, Canada is certainly not immune to 
the risk of having growth choked off by tightening monetary 
policy, especially with possible negative repercussions from 
NAFTA negotiations compounding the problem. According to 
a recent report from Scotiabank (Global Economics Insights & 
Views, June 14, 2018), if the U.S. breaks all ties with its trading 
partners and imposes across-the-board tariffs averaging 20%, 
then Canada and Mexico would see their economies contract 
in 2020. In Scotiabank’s worst-case-scenario, the Canadian 
economy could shrink by 1.8%.

The Bank of Canada has been trying to normalize monetary 
policy, and with wage growth recently hitting 4%, it might 
have further justification to do so. However, we believe the 
Bank should tread lightly here. While structural improvements 
have occurred in the U.S. economy that have likely driven 
the neutral interest rate higher, there are important portions 
of the Canadian economy that have seen the opposite. In 
our view, Canada may have an overdependence on housing 
wealth effects that is driving consumer debt to dangerous 
levels. Related to this, in our view, a disproportionate share of 
job growth comes from the finance, insurance and real estate 
sectors, where an important driver has been a reliance on 
low interest rates to fuel growth. The Bank of Canada can only 
make two or three rate hikes before our yield curve is fully 
inverted, which forecasters often see as a harbinger of recession. 
Signs of a slowdown are already mounting, with the level of 
employment seeming to have peaked over the past six months 
(Fig. 7) and with recent retail sales and inflation numbers 
coming in quite tame. The Bank of Canada might slip into 
“wait and see” mode yet again, citing the uncertainty of trade 
dynamics and NAFTA negotiations as a reason to slow down the 
tightening process. If so, we would expect further downward 
pressure on the Canadian dollar against the U.S. dollar. 
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Fig 7: Canadian employment levels seem to have peaked

Source: Bloomberg, PMAM Research. As of May 2018.
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WHAT DOES THE NEXT 
HAND HOLD FOR 
INVESTORS?

As this cycle draws nearer to a close, some important markers 
will help indicate how the cards will likely fall. On the one hand, 
the strength in the U.S. economy, the world’s economic growth 
engine, should help extend this later cycle phase of economic 
growth, by pulling the global economy along with it and 
creating more running room for risk assets to continue rallying. 
On the other hand, this same strength in the U.S. is forcing 
tighter policy conditions on the rest of the world, through 
higher interest rates, significantly less quantitative easing 
and a rising U.S. dollar. Our belief is that the global economy 
will muddle along, taking risk assets higher with it. However, 
investors will be increasingly—and more rudely—interrupted 
along the way as cracks develop in the global system, perhaps 
starting in structurally weaker countries and/or those most 
negatively exposed to U.S. dollar strength.

Remember that the clock on this cycle is ticking down. As 
central banks raise interest rates—whether reluctantly or not—
monetary conditions will be more restrictive next year than 
at any other point in this cycle. Indeed, the Fed projects that 
by mid-2019, monetary policy may be outright restrictive (i.e., 
above the neutral interest rate discussed above), and that there 
is a path to further interest rate hikes continuing into 2020. This 
will only put further strain on the system.

Traditionally, the yield curve offers a great “tell” as to when the 
later-cycle phase of the markets is at real risk of collapse. Figure 
8 summarizes our analysis of historical cycles, showing how 
markets and the economy perform as the two-year- versus ten-
year-term structure of interest rates changes. 

At the end of June, the yield on U.S. ten-year bonds was 33 
basis points above the yield on two-year bonds. History would 
suggest that this is still a positive enough environment for 
equity investors, but that as the yield curve continues to flatten, 
the prospects for something more negative do increase.

Source: Bloomberg, PMAM Research. As of June 2018.

10yr - 2yr Equity Return Recession Odds

Range 6m 12m 6m 12m 

2.0% 1.0% 2.8% 8.4% 16% 16%

1.0% 0.0% 7.2% 13.2% 18% 21%

0.0% -0.5% 5.4% 8.8% 26% 58%

-0.5% -1.0% -1.8% -1.9% 55% 85%

Fig 8: As the yield curve flattens, muted equity returns 
reflect higher recession probability
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HAVE WE BEEN DEALT  
THIS HAND BEFORE?

As we argued in our last Review & Outlook, there are some 
parallels between today’s environment and that of the late 
1990s. Recall that in 1996, Fed Chairman Alan Greenspan 
was chiding markets for “irrational exuberance,” and the U.S. 
was embarking on a path of interest rate hikes, a path later 
followed by most of the rest of the world. This cycle’s “irrational 
exuberance” may have been witnessed last year, characterized 
by solid equity returns with little or no volatility either realized 
or implied, and culminating in January with buying frenzies for 
“hot” assets such as bitcoin and cannabis companies. But, as 
in the 1997 Asian currency crisis, a series of smaller “accidents” 
related to monetary policy tightening has begun. We note the 
collapse of short volatility products in February and the swift 
beat-down of Italian bonds in May. We are concerned that these 
volatility events will culminate in something more dramatic, 
such as the 1998 Russian debt default or the Long-Term Capital 
crisis. These events contributed to a swift bear market in global 
equities in the summer of 1998, and an almost equally swift 
reversal in monetary policy in the fall from tightening to easing. 

As in the 1990s, we believe monetary tightening policy is likely 
to remain on course until some version of a Long Term Capital 
crisis or major default comes along. 

What could make us more optimistic? 

While we are not outright bearish, we are concerned that late-cycle 
dynamics are upon us, leading to more muted returns and higher 
volatility. Monetary policy mistakes that led to an outright global 
recession would certainly make us more bearish. However, what 
things could happen to make us more bullish? 

Ironically, the occurrence of an “accident” in the short term that was 
similar in magnitude to the Long Term Capital crisis or the Russian 
default in 1998 would create a very good opportunity to buy risk 
assets. Of course, we are assuming that such an accident would 
be meaningful enough for central banks to suddenly reverse their 
current tightening policy, but not so large that it triggered large 
domino effects that would raise solvency issues related to the large 
amount of debt that exists in the world today. Such a scenario 
might create an opportunity to participate in a crescendo-like 
recover rally and short-term bull market, like the one we witnessed 
during the technology bubble of the late 1990s.

A second bullish trigger could be the emergence of a new 
growth engine, on a scale that forces a reassessment of the global 
economic environment. For instance, what if China were to 
suddenly shift strategy from curbing excess to stimulating growth? 
As Chinese macroeconomic data continue to stagnate, there have 
been modest signs of monetary conditions easing, such as a few 
cuts in the bank reserve requirements. However, with the spectre 
of a trade war brewing, could China shift to boosting domestic 
growth as a counterbalance to trade-induced uncertainty? We see 
this as unlikely for now, since China has suggested that it intends to 
manage excess instead of striving for growth at all costs, as it did a 
decade ago. Over the years, however, China has sometimes fallen 
back on the old stimulus playbook when slowdowns in growth 
became too severe, so one never knows for certain. 
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IS THIS THE TURN,  
OR THE RIVER?

In certain types of five-card poker, the deal consists of three 
cards dealt face-up, known as the “flop”, followed by a fourth 
and fifth card: the “turn” and “river,” respectively. Our outlook 
suggests that we have seen the flop in this great poker game. 
It hasn’t hurt most market participants simply to play along: 
in poker terms, 71% of one’s final hand is known at this point; 
in market terms, the “easy money” has been made. We believe 
we are now witnessing the “turn,” when one must soon decide 
whether the cycle will be extended by structural tailwinds in the 
U.S. economy or truncated by curve-flattening due to aggressive 
global monetary policy tightening. After the “turn” in a poker 
game, the odds of knowing one’s final hand rise to 86%; the 
added information is crucial. Similarly, we believe what we see 
in the next six months will be critical to determining whether 
we are confronting a mid-cycle slowdown or something 
more menacing. Poker strategy suggests that this is the most 
important time for players to reassess “table image”—both 
their own and their opponents’. How one has been playing the 
game so far sets an expectation as to how one will continue to 
play. In this spirit, we encourage investors to make an earnest 
assessment of the amount of risk they are comfortable with 
given the point of the cycle we are now in.
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CONSUMER DISCRETIONARY

We used a lacklustre start to the year to add to core positions in 
the Consumer Discretionary sector, including Spin Master Corp. 
(TOY) and BRP Inc. (DOO). Since the end of first quarter 2018, 
Canadian Consumer Discretionary stocks have outperformed 
the broader S&P/TSX Composite Index. Against an increasingly 
uncertain consumer backdrop, we believe that stock selection 
becomes even more crucial, as companies are only rewarded 
for best-in-class execution and for having a reasonable “moat” 
around their businesses to fend off competition.

Our favourite name in the space is Spin Master Corp. (TOY), 
which offers under-appreciated top-line growth combined with 
a strong free cash-flow profile and a healthy balance sheet. As 
Spin Master Corp. continues to deliver 20%+ annual revenue 
growth and steady margin expansion, both estimates and the 
multiple should move higher over time. We do not believe the 
liquidation of Toys R Us stores will have a meaningful long-term 
impact on the toy industry generally, or Spin Master specifically. 

BRP Inc. (DOO) is another stock that is delivering exceptional 
results and market share gains, benefiting from disruption of its 
key competitor, Polaris Industries Inc. We believe there is further 
upside to BRP’s earnings as the company brings new production 
capacity online.

INDUSTRIALS

Our bullish Industrials outlook remains unchanged. Macro 
and business confidence survey data continue to trend better, 
resulting in a continued uptick of capital goods orders and 
freight volumes for North American industrials companies. The 

favourable political environment in the U.S. is expected to add 
to earnings growth in the near term at least, with trade wars 
creating uncertainty about the longer term.

While we are gradually adjusting our positioning toward 
defensive secular names, given late-cycle and trade-related 
concerns, market-driven events have not changed our long-
term thesis on the names we like in this sector.

We continue to favour companies with idiosyncratic growth, 
margin expansion and/or capital structure optimization 
opportunities. One of our preferred names remains Waste 
Connections Inc. (WCN), whose management team continues 
to deliver solid growth, impeccable execution and continued 
M&A activity. We also believe Bombardier Inc. (BBD/B) has 
meaningful upside, given that the company has successfully 
offloaded its C Series-related risk, maintains a strong and 
growing transportation backlog and will likely benefit from an 
improving environment for business jets.

MATERIALS

To strike or not to strike? That is the question on copper these 
days. While supply disruptions have not materialized so far this 
year, we continue to see a growing deficit for the red metal on 
the horizon, mostly due to a lack of investment in the pipeline 
to replace and grow current production. Despite its geopolitical 
risks, we see First Quantum Minerals Ltd. (FM) as one of the 
few producers that could grow production and sell into an 
increasingly tight market. 

We are currently neutral on precious metal names. That said, 
gold appears to be on the trajectory for another seasonal rally 

SECTOR  
OUTLOOKS
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in July/August, partially due to purchasing by India ahead of 
the traditional wedding season and the Diwali celebration. 
We continue to believe that high-quality gold producers, such 
as Agnico Eagle Mines Ltd. (AEM), are best positioned for this 
potential commodity price rally. 

Lastly, we continue to unearth value in under-followed and 
under-covered stocks, such as Champion Iron Limited (CIA). CIA 
recently restarted the Bloom Lake mine, which produces one of 
the highest-quality iron ores in the world, and we believe CIA 
is well positioned to reap significant benefits from the growing 
price spread between high-grade and low-grade iron ore. This 
should allow CIA to generate an enormous amount of free cash 
flow at current prices, which in turn will help CIA to quickly 
deleverage its balance sheet and fast-track its expansion project.  

HEALTH CARE

The medical devices, life science tools and managed care 
subsectors, despite rich valuations, continue to outperform, 
largely because they are sheltered from the current political 
environment. However, recent attempts by the Trump 
administration to further destabilize the Affordable Care Act 
(“Obamacare”) will create some volatility in the managed care 
sector as it enters the 2019 contracting season. The trade war 
with China, depending on the specific tariffs and retaliation, 
could have some negative impact on the life science tools 
group. 

Headline drug pricing risk remains top of mind for some 
investors, and with no clarity on the drug pricing proposals from 
Washington, the issue continues to weigh on the performance 
of the biopharma sector. In addition, a dearth of meaningful 
catalysts in the biopharma space makes it hard see a path to 
multiple expansion. The generic/specialty pharmaceutical space 
has performed well recently, but there is skepticism regarding 
the sustainability of this outperformance, as it is not based on 
any identifiable change in the fundamentals.

The supply chain companies have also pushed higher, despite 
comments such as “We may need to move to a system without 
rebates” from HHS Secretary Alex Azar (testifying before the 
Senate Finance Committee on June 26, 2018). The recent court 
decision to allow the AT&T Inc. merger to proceed without 
condition bodes well for the two upcoming vertical integrations 
in health care, of CIGNA Corporation and Express Scripts Holding 
Co. and of Aetna Inc. and CVS Health Corp. 

Sector performance in the near future is likely to remain 
choppy, with vague health care policies, pronouncements from 
Washington and upcoming mid-term elections in November 
that could change the majority in Congress.

CONSUMER STAPLES

We remain cautious and/or bearish on Consumer Staples, 
with uncertainty in the political environment, a heightened 

cost/competitive environment, minimum wage/drug reform, 
increased retailer pressure, increased private label penetration 
and the emergence of smaller/independent brands all 
cumulatively pressuring the sector. 

We continue to see the packaged food space as the most 
pressured area in Consumer Staples, due to the factors noted 
above, and believe there is still more room for downside.

We continue to favour self-help companies that are exhibiting 
positive fundamental change. For instance, the relatively new 
management team at Empire Company Limited (EMP/A CN) 
continues to grow margins in line with peers after a significant 
contraction in 2015/2016. This is especially impressive given 
a difficult retailer environment in which competitors are not 
exhibiting margin growth. Cott Corporation (BCB CN) has 
recently undergone a major transformation, moving away from 
secular decline as a private-label CSD manufacturer to reposition 
as water/coffee delivery company that is delivering steady 
organic growth, with additional upside through acquisitions.

INFORMATION TECHNOLOGY

Technology demand remains healthy. The hyperscale tech 
vendor aggregate capex level reached $21 billion in first quarter 
2018, an acceleration in growth to 65% year-over-year from 41% 
year-over-year in fourth quarter 2017. Data is flexing its muscle 
as the most valuable commodity, as highlighted by recent 
acquisitions, including Microsoft Corp.’s (MSFT US) U.S. $7.5 
billion purchase of GitHub Inc. (private) and Salesforce.com, Inc.’s 
(CRM US) U.S. $6 billion acquisition of MuleSoft Inc. (MULE US). 
The enterprise adoption of digital tools has been accelerated 
by exogenous demand kickers, including U.S. corporate tax 
rate cuts, accelerated depreciation and repatriation of foreign 
capital. As Information Technology sector valuations expand, 
we are looking to position for the potential of decelerating 
fundamentals in 2019. 

In Canada, we like Kinaxis Inc. (KXS CN), a leading provider of 
cloud-based supply chain analytics software. It is executing its 
growth strategy by expanding its partner base, pushing deeper 
into key industry verticals and upselling its existing customers. 

FINANCIALS

We believe the U.S. banking sector has reached an inflection 
point at which profitability is set to continue to improve and 
capital returns will ratchet higher as decade-long headwinds—
brought on by low rates, increased liquidity, deleveraging and 
elevated regulatory spending—are set to become tailwinds, 
particularly in the U.S. Additionally, the signing of the Tax Cut 
and Jobs Act in the U.S. provides an immediate improvement 
to profitability while we watch for signs of improved corporate 
confidence kick-starting balance sheet growth at the banks.

We remain a bit more cautious on the outlook for the Canadian 
banks and mortgage finance companies, given housing policy 
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changes in Ontario and B.C. and the new Guideline B-20: 
Residential Mortgage Underwriting Practices and Procedures 
that became effective January 1, 2018. Second-quarter results 
were generally in line with expectations for Canadian banks, 
characterized by strength (albeit slowing) in the banks’ domestic 
banking and wealth management franchises, and a seasonally 
weak quarter in wholesale banking. Key themes continue to be 
the ongoing benign credit environment and slowing balance 
sheet growth. We like banks with leverage to improved U.S. 
growth, higher rates and market-sensitive revenue streams. Our 
core Canadian bank holdings include Royal Bank of Canada (RY), 
The Toronto-Dominion Bank (TD) and Bank of Montreal (BMO).

In the insurance space, we continue to favour Sun Life Financial 
Inc. (SLF), as we believe its strong free cash-flow generation, 
conservative balance sheet and capital strength are clear 
differentiators. In the asset management space, Brookfield Asset 
Management Inc. (BAM/A) remains a core holding, as we see 
continued double-digit growth in BAM/A’s fee-related earnings 
and believe investors are getting a free call option on future 
carry at current valuations.

ENERGY

During the quarter, oil prices rallied as the narrative became 
more positive due to the following supply concerns: heightened 
geopolitical risk, with new U.S. sanctions that will hit Iran’s 
energy industry; fallout from Venezuela’s economic collapse, 
which is tightening global oil supply; and increasing concerns 
that the Permian basin will not fill the supply gap, given energy 
service cost inflation and a shortage of pipeline takeaway 
capacity. Of particular note for energy equities is the fact that 
longer-term oil futures also rose, particularly five years out, 
unlike earlier in the year, when just the front end moved higher.

During the quarter, we increased our weighting in Canadian 
Natural Resources (CNQ) after Royal Dutch Shell PLC sold its 
$4 billion stake in CNQ shares. These shares were part of the 
payment that CNQ made last year to acquire Shell’s $12 billion 
Canadian oil sands assets at an opportunistic time when oil was 
trading below $50/bbl. This block has been an overhang on the 
CNQ share price, and we expect that CNQ’s valuation multiple 
will expand and close the gap with peers. On the pipeline side, 
we continue to see Pembina Pipeline Corporation (PPL) as the 
best opportunity, given its attractive growth profile and strong 
balance sheet. 

UTILITIES

We remain underweight in the Utilities sector, as valuations 
are near peak and are susceptible to multiple compression 
as interest rates rise. Within the sector, we like Brookfield 
Infrastructure Partners LP (BIP-U), an owner and operator of 
ports, toll roads, terminals, transmission lines, gas distribution 
and telecom wireless towers. An attractive feature of BIP’s assets 
is the stable cash flow it provides investors (90% of cash flow 

contracted or regulated). BIP acquires high-quality infrastructure 
businesses, actively manages operations and grows the assets’ 
cash flows, and then opportunistically sells the mature assets at 
peak valuations and redeploys the capital. BIP has an impressive 
track record of recycling the assets in its portfolio and creating 
shareholder value.

REITs 

We have highlighted that our liking for Colliers International 
Group (CIGI-TSX) was driven in good measure by the 
fragmented nature of the commercial real estate services 
business (which makes it ripe for consolidation) and by Colliers’ 
strong balance sheet, which would allow it to take advantage of 
that consolidation. This quarter we saw a great demonstration of 
that when Colliers announced the acquisition of Harrison Street 
Real Estate Capital LLC (Colliers is acquiring 75%) for US$550 
million, a transaction that is expected to be materially accretive 
(10–12% accretive to EBITDA). There remains a long runway 
for growth, and consequently our liking for the name remains 
intact. 

As for the sector overall, there is no change to our lukewarm 
view. The sector has seen a significant bifurcation, with industrial 
REITs and apartment REITs materially outperforming retail, 
office and diversified REITs. In the near term, we expect that 
bifurcation to persist.

TELECOMMUNICATION SERVICES

Valuations, coupled with lack of compelling growth, continue to 
keep us underweight in the Telecommunication Services sector. 
The silver lining is that the competitive environment remains 
rational, and so does regulation.

There is no change in our preference for Telus Corporation 
(T-TSX), as the company’s growth should remain at the top 
of the group (compared with its peers) in Canada. With 
approximately half of the fibre-to-the-home project complete, 
we also view Telus as well positioned for the upcoming 5G 
world. Finally, we view Telus’ health and services businesses 
(Telus International) as undervalued. Based on daily closing 
share prices, the street is currently valuing these businesses as a 
part of Telus’ wireline, at 7x, while comparable companies trade 
in the range of 10–11x. We think there is a near-term re-rate 
on the cards as Telus starts to provide additional disclosures. 
Looking at the longer term, we prefer that Telus own these 
businesses rather than the more challenged media businesses 
owned by its peers.
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