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ECONOMIC & GEO-POLITICAL BACKDROP | SOFT LANDING REMAINS IN PROGRESS  

T he Canadian economy 
continues to be one of the 

strongest in the developed 
world. Second quarter growth 
of 3.7% was aided by thriving 
exports and fewer imports. Do-
mestic demand was a bit soft, 
but this was expected after a 
strong first quarter. So far, the 
third quarter has shown no signs 
of concern, with growth estimat-
ed at 1.5%.� 

The Canadian job market is bet-
ter than ever, with the unem-
ployment rate, at 5.7%, hovering 
near its all-time low. Job growth 
has been strong, along with 
healthy wage increases. At the 
provincial level, Quebec has the 
lowest unemployment rate in 
Canada and its economy has 
outperformed. Alberta and Sas-
katchewan have been soft given 
high exposure to resources. 

Consumer spending has been 
adequate, but not exceptional 
considering the strength in the 
job market. High levels of debt 
partially explains the limited ca-
pacity for additional spending. 
Fortunately, the housing market, 
particularly in Vancouver and 
Toronto, has experienced a soft 
landing and become balanced, 
while Montreal’s market is 
strong. 

The main inflation gauge  re-
mains around 2%, with Canada 
one of only a few countries that 
has met its target. In other coun-
tries, persistently low inflation is 
an issue as it reflects an econo-
my growing below potential and 
this could harm confidence. 

In October, Canadians will elect 
a new Federal government. It’s 
likely to be a close contest and 
financial markets will likely wait 
for clarity before pricing in po-
tential outcomes. 

With the housing market 
seemingly under control and 
energy industry fortunes 

somewhat improved, the Ca-
nadian economy is in a good 
place. The risks to the domestic 
economy mostly come from 
abroad. As global trade volumes 
decrease amid volatility in trade 
relations, measures such as Man-
ufacturing PMIs (purchasing 
managers’ indices) are softening 
(See  Figure 1), while Service 
sector PMIs remain relatively 
resilient. Business leaders take 
fewer risks during uncertain 
times, which can lead to slower 
economic growth, and worst 
case, decreased employment. 
Thus far, Canada has fared very 
well, but a spill over from the 
slow down in manufacturing or 
a further decline in confidence 
could tip the scales in an unde-
sirable direction.� 

U.S. ECONOMY 

The U.S. economy is in a similar 
position to Canada, with the 
domestic economy in good 
shape, but concerns persist 
about how struggles abroad will 
ultimately impact  local business-
es and consumers. The U.S. fac-
es additional scrutiny from in-
vestors as it is the world’s largest 
economy and the source of 
much of the recent political tur-
moil. 

U.S. economic growth in the 
second quarter was reported at 
2%, with a pickup in consumer 
and government spending offset 
by weakness in business invest-
ment and slowing exports. So 
far, third quarter growth remains 
on stable footing and is estimat-
ed at a healthy 1.9%.  

The unemployment rate has 
remained steady around 3.7%, 
near the lowest since the 1960s. 
Increases in employment remain 
solid, but have not been as ro-
bust as last year. This is likely 
due to  the economy starting the 
year closer to full employment, 
but could be a more ominous 
sign. However, weekly jobless 

claims are stable, neither increas-
ing nor decreasing, and wage 
growth continues to be strong, 
supporting the view of a benign 
economic backdrop.  

The U.S. consumer remains 
one of the bright spots in the 
global economy, with con-
sumer spending remaining 
robust amid low unemploy-
ment and high wage growth. 
The current solid footing of the  
U.S. consumer is a vote of confi-
dence for investors and the U.S. 
Federal Reserve. 

The main inflation measure for 
the U.S. central bank remains 
comfortably below 2% and has 
remained below this target for 
most of the past decade. This 
disappointing inflation data, cou-
pled with ebbing concerns about 
business confidence, led the U.S. 
Federal Reserve to make two 
“insurance” interest rate cuts in 
the third quarter. Lower rates 
should help the domestic econo-
my maintain its momentum 
amid the export oriented chal-
lenges emanating from abroad.� 

EUROPE 

In the second quarter, economic 
growth in the Eurozone slowed 
to 1.2% and is expected to mod-

erate further. The biggest con-
cern is Germany, the stalwart 
of the zone, where the econo-
my contracted in the second 
quarter with limited visibility 
for improvement. As a manu-
facturing and export power-
house, Germany is significantly 
more exposed to trade tensions 
than most countries. While em-
ployment numbers have yet to 
deteriorate, these figures are 
often slow to react. However, it 
remains feasible that Germany 
can avoid a broader downturn.  

The European Central Bank 
(ECB) reduced its adminis-
tered rate further below zero 
in the third quarter and will 
resume quantitative easing. 
The ECB also highlighted that 
new government fiscal spending 
would go a long way in helping 
the economy. The German gov-
ernment has balanced its budget 
almost every year since 2012 and 
is reluctant to begin deficit 
spending. However, pressure is 
building to act. Should the Ger-
man government decide to in-
crease spending, it could lead to 
a change in attitude from austeri-
ty across the continent. If the 
global economy slows further, 
government fiscal spending is 
likely to become a bigger focus.  

Figure 1: U.S. Core Inflation (YOY %) 
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FIGURE 1: SERVICE PMIs REMAIN HEALTHY 
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EQUITY MARKETS | SELECTIVITY REMAINS KEY IN CHOPPY MARKETS 

S trength in equities contin-
ued with Canadian 

(+2.5%) and Global (+1.8% or 
+0.7% in USD terms) bench-
marks posting positive re-
turns for a third successive 
quarter. Defensive sectors in-
cluding, utilities and real estate, 
posted solid gains, while  cyclical 
sectors trailed behind. Geo-
graphically, the U.S. and Japan 
outperformed, with Europe and 
emerging markets declining. 

As discussed, the dichotomy 
between the consumer and the 
industrial economy persisted in 
the quarter as evidenced by a 
number of indicators. Service 
PMIs (purchasing managers’ 
indices) remain healthy, while 
manufacturing PMIs (Figure 1) 
show that corporate confidence 
within pockets of the industrial 
sector most exposed to global 
trade remains weak. The feud 
between the U.S. and China con-
tinues to weigh on corporate 
sentiment. A similar dynamic is 
apparent in consensus sub-
sector earnings forecasts, where-
by select companies that are 
either consumer driven or bene-
fiting from structural tailwinds 
have seen upward revisions to 
estimates, versus declines for 
certain heavy industry, logistics 
and financial services businesses 
(Figure 2). While there is not 
much evidence to support a 
strong industrial  rebound at this 
time, we note that sentiment in 
this regard is tightly correlated to 
news flow on the U.S./China 
trade file, which did turn more 
positive during September fol-
lowing a very disruptive August 
(Figure 3).  The countries have 
set a 13th round of trade talks 
for October. It remains difficult 
to envision a significant break-
through at this juncture, as the 
protagonists seem to continue to 
place greater importance on po-
litical considerations rather than 
economic pragmatism. 

Many companies more exposed 
to economic growth or global 
trade have seen earnings growth 
slow, resulting in weak share 
price performance. Though in 
some instances these companies 
appear more attractively valued, 
we remain patient as we gain 

more confidence in earnings 
outlooks. On the other hand, 
many companies with more re-
silient business models have 
seen valuations reach levels at or 
above the high-end of historical 
ranges, and have become less 
appealing to us. As such, when 
managing equity portfolios we 
include exposure to companies 
that have either misunderstood 
risk profiles or underappreciated 
long-term growth potential, as 
highlighted in the Portfolio In-
sights section. Although equity 
markets will likely remain 
volatile, accommodative mon-
etary policy and the option 
value of a potential trade dé-
tente continue to point to a 
favourable risk reward propo-
sition for equities. 

GLOBAL MARKETS 

As noted previously, the trade 
tensions continue to reduce visi-
bility into near-term corporate 
profitability. This is particularly 
true of companies exposed to 
globally traded goods, namely 
multinational corporations. A 
good example of this would be 
the air freight industry. Being 
highly exposed to global trade, 
some companies in this industry 
have seen meaningful downward 
revisions to earnings estimates 
and lagging share prices. Alt-
hough attractively valued, we 
have little confidence in industry 
earnings growth given the trade 
dispute and a lower global 
growth environment. We contin-
ue to follow this industry closely, 
however, we remain patient.  

While management teams have 
become increasingly cautious in 
future growth plans, most com-
panies are not yet contemplating 
drastic cost cutting actions given 
strong balance sheets and 
healthy profit margins. Further-
more, reducing employees in 
a tight labour market is par-
ticularly risky should growth 
prospects re-accelerate, as it 
will be more difficult to hire 
employees back. As such, we 
remain confident that companies 
can successfully navigate this 
short-term deceleration without 
negatively impacting employ-
ment levels, which is very im-

portant to consumer confidence. 

CANADIAN MARKET 

While the energy sector remains 
out of favour, it was in bright 
focus in September when oil 
prices briefly spiked almost 20% 
following news of attacks on 
Saudi Arabian processing facili-
ties, which knocked out  nearly 
6% of global supply.  However, 
a combination of de-escalating 
regional tensions, Saudi Arabian 
assurances of deliveries to its 
customers and the  communica-
tion of much quicker-than-
expected guidelines for facility 
repairs resulted in oil retracing 
its gains. While the event high-
lighted the vulnerability of Mid-
dle Eastern supply, our  energy 
producer exposure remains 
weighted towards more resilient 

companies with strong free cash 
flow generation capabilities at 
current oil prices. 

Energy infrastructure equities 
have fared well year-to-date,  
without climbing to the high-end 
of historic valuation ranges that 
some defensive peers have expe-
rienced. Part of the strong per-
formance has been driven by 
private or foreign capital pursu-
ing either discrete assets or cor-
porate entities, as highlighted by 
the unsolicited bid rejected by 
Inter Pipeline. We continue to 
focus our energy infrastructure 
investments on self-funding 
companies with strong future 
project inventories. 

PORTFOLIO INSIGHTS 

In Canadian portfolios, we 

FIGURE 2: EARNINGS REVISION BIFURCATION 
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FIGURE 3: Q3 TRADE NOISE TIMELINE 

Source: China Briefing
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FIXED INCOME MARKETS | A TALE OF TWO MATURITIES  

A  strong Canadian econo-
my has given the Bank of 

Canada (BoC) confidence to 
keep its interest rate policy 
unchanged, while observing 
incoming economic data. By 
the end of the third quarter, Ca-
nadian short-term interest rates 
were slightly higher as the idea 
that the BoC will soon reduce its 
overnight rate diminished. The 
Canadian job market remains 
solid and inflation continues to 
be at the 2% target. Any de-
crease in business confidence or 
slowdown in manufacturing has 
yet to factor into the health of 
the overall economy.�  

Longer-term interest rates, how-
ever, have been influenced by 
the slowdown in international 
trade stemming from U.S. and 
China trade tensions. While July 
was relatively quiet, President 
Trump’s announcement on Au-
gust 1st to increase tariffs on 
Chinese imports rapidly sent 
interest rates lower, increasing 
bond prices. The escalation in 
trade policy decreased the 
chances of a near-term deal and 
heightened the possibility of 
slower economic growth. The 
Canadian 30-year interest rate 
briefly set a historic record low 
at 1.30%, falling 40bps in two 
weeks. Subsequently, as Presi-
dent Trump softened the timing 
and size of tariff increases, inter-
est rates reclaimed half of that 
decline.  

The dichotomy of a strong do-
mestic Canadian economy and 
the weakness in other countries, 
such as Germany and Australia, 
resulted in an unusual change in 
the Canadian yield curve this 
quarter. Instead of interest rates 

moving in the same direction 
across the curve, short-term 
interest rates increased and long-
term rates declined (see Figure 
4). In mid-September, Canada 
30-year bonds began offering 
a lower interest rate than 2-
year bonds, an unusual situa-
tion that often precedes eco-
nomic difficulty. However, 
this was unique to Canada as 
every other developed market 
still has a positive slope. 

In the third quarter, the U.S. 
Federal Reserve (Fed) reduced 
its administered interest rate 
twice to 2%. In contrast, the 
BoC has not taken any action 
since October 2018, leaving its  
rate accommodative at 1.75%. 
It’s not certain what direction 
monetary policy will move in the 
coming months. In the U.S., the 
market is anticipating that the 
Fed will reduce its rate again in 
2019 as its decision impacts the 
global economy. Meanwhile, the 
BoC can likely focus more on 
the domestic economy. 

Changes in credit spreads were 
mixed for the quarter. Short-
term provincial and government 
agency spreads tightened and  
performed the best, offering an 
attractive all-in yield amid rising 
short-term Canada rates. Long-
term corporate BBB spreads 
widened and under-performed.� 

PORTFOLIO INSIGHTS 

Long-term bonds were once 
again the standout performers 
in fixed income portfolios this 
quarter. Interest rates declined 
the most in the long-end, with 
long bonds also the most sensi-
tive to changes in interest rates. 

What was different this quarter 
was the wider credit spreads on 
long provincial and corporate 
bonds resulting in Canada bonds 
outperforming in that term. 
Short-term bonds underper-
formed with underlying interest 
rates increasing modestly, but 
still had a positive return due to 
tighter credit spreads and inter-
est income.  

During the quarter, we con-
tinued to sell bonds near ma-
turity to opportunistically re-
invested in longer-term debt. 
In early July, we sold Bank of 
Montreal bonds callable in Sep-
tember 2019 and Nissan bonds 
that will mature in October 
2019, and purchased Federal 
Agency, Canada Housing Trust, 
due in March 2023.  

In August, we sold Enercare 
Solutions with a February 2020 
maturity and H&R REIT March 
2020 maturity, and purchased 
Canada 2030 bonds. 

In September, we trimmed the 
Canada 2026 holding and 
topped up the existing Canada 
2045 holding to manage dura-
tion and interest rate risk. We 
also purchased bonds from Gib-
son Energy. The company has 
improved its credit profile in 
recent years and issued invest-
ment grade rated debt for the 
first time. To make room, we 
sold the holding in Suncor Ener-
gy.  

After the portfolio changes dur-
ing the quarter, fixed income 
portfolio duration finished at 8.2 
years, slightly longer than the 
main benchmark at 8.1 years. 
On the credit side, portfolios are 
underweight long-term provin-
cial credit risk as current prices 
are unattractive.� 

FIGURE 4: CANADIAN YIELD CURVE (%) 
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continue to own Brookfield 
Asset Management (BAM), a 
leading global manager and in-
vestor in alternative assets, in-
cluding infrastructure, real es-
tate, renewables and related 
business services. The company 
has experience strong growth 
over the last several years due to 
solid investment performance 
and continued growth in inves-
tor allocations to alternative 
investments. We expect these 

two trends to continue, with 
fundraising inflows potentially 
accelerating as investors adapt 
to a low-rate environment. Ad-
ditionally, the recently closed 
acquisition of Oaktree Capital, a 
long-standing global credit in-
vestment manager with a focus 
on distressed debt, should pro-
vide another lever for BAM to 
grow fee-bearing capital and 
enhance client returns.  

In Global portfolios, we con-
tinue to own Dollar General 
(DG), a leading value-focused 
retailer in the U.S. The company 
has 16,000 stores, with signifi-
cant exposure to rural regions. 
DG sells everyday-low-price 
consumables and general mer-
chandise in an efficient small-
box format. Catering to lower 
income earners with less dispos-
able income, DG is often used 
as a fill-in trip offering conven-

ience, but at prices comparable 
to mass merchants. Further, 
DG’s highly efficient and con-
venient small stores still have a 
significant runway of footprint 
expansion. In the current uncer-
tain environment of the U.S./
China trade dispute, DG has 
been able to navigate the escala-
tion in tariffs on Chinese im-
ports with minimal impact to its 
earnings, highlighting the resili-
ency of the business model.  



Barrantagh {manx gaelic} trustworthy adj., dependable adj. 
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