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Investment Commentary (October 2018) 

Equity markets continue to digest a multitude of headwinds that are causing a lot of market volatility. 

Despite the very strong corporate earnings growth, markets are looking beyond these numbers into next 
year. The combination of rising materials, energy and labour will put a lid on operating margins. The 
annual benefits of the US corporate tax cuts will diminish over time. 

Rising interest rates are now becoming a real threat to the economic expansion. The US / China trade 
war is escalating with no signs of any agreement in the near future.  

Economic growth is slowing in Europe, China and India.  

In addition the rising US dollar is putting enormous pressure on Emerging Market economies where 
their debt is mainly in US dollars. The threat of contagion in this region is a real possibility and this could 
cause equity markets to fall even more. 

Taking all these factors into consideration, I am recommending an additional 5% in cash with a 
corresponding reduction in equities. 

As the Canadian equity market has lagged the US one and may begin to play catch up, I am changing my 
North American benchmark equity weight to 60% US 40% Canada from the previous 65% US 35% 
Canada. Both the signing of a new NAFTA combined with the $40 billion LNG plant will provide some 
benefit to the domestic economy and remove a lot of uncertainty.  

Currently I think we are in a short term correction phase of the market and not in a full bear market yet.  
We may easily see a 10-15% market pullback. If I believed we were in the beginning of a bear market, I 
would have even more cash and much less equities than I am currently recommending. 

However this is not the time to take on more market risk. It is a time to take profits and batten down the 
hatches. 

We are in the latter stages of the economic cycle and within 12-18 months we will most likely be in a 
recession. The stock market usually anticipates a recession at least six months in advance. 

I recommend keeping fixed income maturities short until interest rates stop going up. In this 
environment preferred shares will continue to do well. 

In terms of equity sectors, I remain overweight my new 60% US 40% Canada benchmark Technology, 
Financial, Consumer Discretionary, Industrials and Energy. Please note that I am reducing my overweight 
in the Consumer Discretionary sector based on rising rates. 

I remain underweight Materials, Utilities, Consumer Staples and the new Communications Services 
sector.  
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This new revamped Communications Services sector contains both the phone companies but also 
companies such as Disney, Facebook, Twitter, Netflix and Alphabet that were previously in other 
sectors.  

The technology sector is now smaller with the exit of Alphabet, Facebook and Netflix. 

I remain market weight Healthcare and Real Estate. 

I am deleting Chartwell Retirement from both portfolios. The company is experiencing greater 
competition and will not benefit from higher rates. Proceeds can be placed in the remaining REIT’s that 
are apartment and logistics ones.  

In the financial services area, I am removing Blackrock. While this is a great company and is an innovator 
in its field, falling equity markets hurt passive index funds more than active managed portfolios. 

In the Industrials space, I am removing Dow Dupont. The company’s earnings growth rate is slowing and 
it is also been hit by rising input costs. However I am adding CNR to both portfolios. The company is 
benefitting from improving year over year comparisons and has recently signed a long term contract 
with Cenovus for transporting crude oil. I am also adding TFI International to both portfolios. This is the 
old TransForce company that is involved in both transportation and logistics. The company is 
experiencing strong earnings and cash flow growth and rising dividends. Finally I am recommending a 
switch out of General Dynamics into Raytheon. The latter company has better growth prospects and has 
lower overall debt levels. 

In the materials sector, I am removing Lundin Mining and Hudbay and recommend the proceeds be 
placed in BMO’s Global Base Metals ETF ZMT. This ETF is also hedged to the Canadian dollar and offers 
lower volatility than individual base metal company names. I am keeping Trevali Mining for now as the 
stock is extremely cheap. 

In the Consumer Discretionary sector, I am removing both Carnival Cruise Lines and Kohl’s Department 
Stores. Rising rates combined with ongoing trade wars do not bode well for these companies.  There is 
an oversupply in the leisure cruise industry at the moment. 

I also removed Dollarama earlier in the month with a slowing in same store sales. 

I am keeping a small overweight in Energy despite its current problems with the widening discount of 
Western Canadian Select crude prices. The long term price outlook for both WTI and Brent pricing 
remains favourable. 
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