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OUTLOOK

Despite fears of recession, the U.S. economy remains positioned for modest growth in 2016. Historically low interest rates, steady jobs
growth, strong consumer spending, relatively low consumer debt and relatively cheap fuel prices, provide an encouraging economic
backdrop Headwinds from a strong dollar and lingering uncertainty about Fed policy remain, but conditions for continued expansion
exist and the economy remains on track for annual growth in the neighbourhood of 2.0%.

The degree of political and economic fallout from the UK vote to leave the EU is clouded by uncertainty. Pre-Brexit data indicated that
Eurozone GDP continues to slowly improve. Disinflationary forces and fears of deflation persist. The ECB’s quantitative easing (buying
sovereign debt and now corporate bonds), lower euro and lower fuel prices will provide a boost to the economy, which faces headwinds
from Brexit.

We remain skeptical of the long-term success anticipated by supporters of “Abenomics”. In addition to its recent introduction of negative
interest rates, the BOJ remains committed to its massive injection of liquidity in the hope of generating a 2% inflation target and fueling
growth in the Japanese economy. The efforts so far have delivered mixed results. Significant structural reforms will be needed to make
this work. Lower fuel prices will provide a boost but low growth is likely again this year.

The transition of China’s economy to more of a service-driven rather than manufacturing-driven economy is a necessary step in the
process of achieving sustainable long-term growth. China faces long-term structural challenges arising from overcapacity and
deteriorating demographics which are likely to result in the country’s growth rate decelerating over the next 5 years. However, the
economy is not currently as weak as widely feared and Beijing retains sufficient flexibility to head off a hard landing.

The prevailing headwinds of 2015 are still blowing in EM, but they are likely to become weaker. With weak growth in developed
markets and a slowdown in China, the burden of adjustment to reduce global overcapacity will fall on producers. Economic problems are
concentrated in resource dependent countries, but the worst affected, such as Russia and Brazil, should see activity bottom this year with
recovery starting in the second half. Despite aggregate EM growth for 2016 as a whole remaining at or slightly below the rate recorded in
2015, quarterly momentum should be increasingly positive.

Low oil and commodity prices, and the repercussions of the Alberta wildfires, will test Canada’s economy in the second half of 2016.
The headwinds from lower oil and commodity prices have generated weak economic conditions but the process of adjusting to this
environment is underway. A sustained rebound in manufacturing and non-energy exports, tied to the rebounding U.S. economy, remains
key to overcoming the commodity headwinds and continuing on the path to economic recovery. Overall, look for the economy to muddle
through 2016 with weak and uneven growth in the neighbourhood of 1.0% to 1.5%.
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OUR KEY BELIEFS ARE AS FOLLOWS:

 Global monetary easing will continue for some time. The
nature and pace of the divergence we had been witnessing
in the two broad paths within the major central banks has
changed. The Fed and the Bank of England (BOE) had been
heading towards a reduction in easing conditions, while on
the other side, the European Central Bank (ECB), Bank of
Japan (BOJ) and People’s Bank of China (PBOC)
maintained their easing bias. The expected fallout from
Brexit now has the BOE easing while the Fed has been
delayed in its efforts to normalize monetary conditions. The
ECB, BOJ and the PBOC continue to maintain their easing
bias. The Bank of Canada (BOC) will likely remain on the
sidelines from further interest rate cuts for the near-term if
economic conditions improve as expected.

 The U.S. economy remains positioned for modest growth in
2016. Historically low interest rates, steady jobs growth,
wage growth, strong consumer spending, relatively low
consumer debt and relatively cheap fuel prices provide an
encouraging economic backdrop. The risks of a recession
appear limited.

 Uncertainty from the Brexit vote creates headwinds for
growth and inflation in the EU, making the ECB’s job even
tougher. The region has experienced a slight slowing in
growth and uptick in inflation but concerns remain.

Sustained monetary stimulus by the ECB should lend
support to keeping the recovery going.

 The uncertainty created by the Brexit vote increases the
risks to the downside for the UK economy. The general
consensus is that economic growth will slow by about 1%
annualized into 2017, but this is entirely uncharted territory
and consensus could well be way off in the end. The UK
economy appears to be weathering the Brexit storm so far,
but expectations for a major slowdown in growth remain a
primary concern for the BOE.

 Japan’s economy continues to struggle with sustainable
growth and disinflation. Efforts continue as the BOJ added
negative interest rates and yield curve targeting to augment
record monetary stimulus while Prime Minister Abe forges
ahead with fiscal measures. However, critical structural
reforms, the “third arrow”, continue to be elusive,
particularly in the labour market. In the short-term, Japan’s
economy is likely to continue to struggle for consistent
growth and we remain doubtful that “Abenomics” will
achieve its objective of sustainable long-term growth.

 China faces long-term structural challenges arising from
overcapacity and deteriorating demographics, which are
likely to result in the country’s growth rate decelerating
over the next five years. The government is now focusing
on supply-side problems and has accepted the need to close
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MONETARY EASE:

Global monetary easing will continue for some time. The
nature and pace of the divergence we had been witnessing in
the two broad paths within the major central banks has
changed. On one side, the Fed and the BOE had been heading
towards a reduction in easing conditions, while on the other
side, the ECB, BOJ and PBOC maintained their easing bias.
With increasing uncertainty due to the Brexit vote, the BOE is
now focused on providing the stimulus necessary to assist the
UK’s economy through an uncertain future. Meanwhile, the
Fed has been stalled since December 2015 while expectations
for the pace of normalizing monetary conditions continues to
diminish. The BOJ, ECB and PBOC continue to provide
monetary stimulus and this is not expected to change any time
soon.

This year, the Fed has remained cautious as the pace of
normalization has been hindered by domestic and global
conditions that have not been conducive to an interest rate
hike, but it appears the Fed is still considering a hike before
the end of this year. At its September meeting, the Fed held its
federal funds target rate steady in the range of 0.25%-0.5%,
where it has remained since the last hike in December 2015.
Overall, Federal Reserve Chair Yellen noted that risks to the
economic outlook appear “roughly balanced” and although the

redundant industrial facilities, albeit causing some social
pain. Doing this while facing the danger of the recent credit
bubble imploding poses a potential threat to growth in 2016.
However, the economy is not currently as weak as widely
feared and Beijing retains sufficient ammunition to head off
a hard landing.

 The prevailing headwinds of 2015 are still blowing in
emerging markets (EM), but the four main obstacles to
recovery, Fed tightening, a strong U.S. dollar, collapsing
commodity prices and Chinese economic decline, no longer
seem so threatening. Economic problems are concentrated
in resource dependent countries, but the worst affected,
such as Russia and Brazil, should see activity bottom this
year with recovery starting in the second half of the year.

 With the recent bounce in oil and commodity prices along
with positive June and July GDP figures, signs of a
stabilizing economy are emerging. A relatively weak
Canadian dollar serves to provide additional stimulus to an
economy struggling to adjust to the impact of lower oil
prices. A sustained rebound in manufacturing and non-
energy exports, tied to the rebounding U.S. economy,
remains key to overcoming the commodity headwinds and
continuing on the path to economic recovery. Overall, look
for the economy to muddle through 2016 with weak and
uneven growth in the neighbourhood of 1.0% to 1.5%.
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Fed raised short-term interest rates this close to a Presidential
election was September 21, 2004, so the chances of a hike on
November 2 (six days before this year’s election and in a
politically-charged environment questioning the Fed’s
independence) seem low and the market suggests about a 68%
chance of a hike in December.

Since the Brexit vote, the BOE has been proactively
communicating to the markets that it is prepared to provide
monetary stimulus, including interest rate cuts and quantitative
easing, in order to maintain liquidity and confidence in the
UK’s economy and financial markets. In early July, the BOE
eased capital requirements for banks, which have been hit hard
by the markets, in order to ensure lending activity continues.
In August, the BOE cut its key interest rate, the first time in
seven years, to a record low 0.25% in order to stave off the
effects of the Brexit vote. Even as economic reports suggest
the UK’s economy is weathering the Brexit storm better than
expected, the BOE remains concerned that business
investment will slow or be delayed and consumer confidence
will weaken. The BOE remained on hold in September but is
leaning toward more stimulus if conditions require.

Brexit creates another headwind for the ECB’s easing efforts
to generate sustainable growth and inflation. Similar to the

case for raising interest rates has strengthened, the economy
has “further room to run than previously thought.” Despite
weak job numbers in April and May, the labour market has
since rebounded and the Fed expects that, with more
discouraged workers returning to the labour force, conditions
will strengthen further. September’s increase of 156,000 jobs
indicated that employment growth is cooling but the 12-month
average non-farm payrolls continues to trend near 200,000 per
month and the unemployment rate, at 5%, is near the Fed’s
full-employment range where inflation remains manageable.
Recently, domestic data has been mixed, adding further
complexity to the Fed’s aim to normalize policy. Slowing
GDP, business investment and corporate profitability
contribute to the Fed’s cautious stance. Inflation appears
manageable, as the core personal consumption expenditure
(PCE) Index, the Fed’s preferred measure of inflation, has
been moving higher since the start of the year and was 1.7%
year-over-year in August. Three Fed members dissented, the
most since December 2014, from the Fed’s official decision to
keep the policy rate unchanged, apparently concerned the Fed
is quickly going to reach its 2% target and likely overshoot
with overheating inflation. September’s healthy job numbers
and continued economic momentum appears to support those
in favour of an interest rate hike. All eyes are on the upcoming
Fed meetings in November and December. The last time the
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to include a focus on the yield curve, pledging to keep the
nominal 10-year government bond yield around 0%, while
keeping the key policy rate at -0.1% and maintaining its
monetary expansion target of 80 trillion Yen. In the event that
the BOJ decides to drive short-term interests even more
negative, this may pressure banks, savers and other interest
rate sensitive sectors to the point where lending and consumer
spending declines thereby harming the economy. Therefore,
some observers believe that targeting the yield curve will give
the BOJ needed flexibility if interest rates are reduced while
minimizing further impact to interest rate sensitive sectors. It
is likely too early to evaluate the BOJ’s most recent measures
but the existing program has been producing mixed results as
the Yen strengthened versus most trading partners this year,
while inflation remains low and GDP growth inconsistent. We
expect the BOJ will continue to adjust its framework for
monetary stimulus as it evaluates the cumulative impact of its
measures over time.

In China, the PBOC will continue to ease in order to support
the government’s intention to deliver a “soft landing” as the
economy transitions from a manufacturing-driven model to
one driven more by services and consumer spending. In 2015,
services surpassed manufacturing as the key driver of growth
and now represent more than 50% of nominal GDP. Loose

BOE, the ECB has been active in assuring markets that
liquidity is available and markets have responded well so far.
They already had a sizeable set of measures in place to
stimulate growth and inflation in the Eurozone. The ECB
started its purchase of corporate bonds and offering targeted
loans to banks in June, as part of the further measures designed
to battle deflation announced in March. In September, the ECB
decided to keep its stimulus program unchanged while noting
that the “economic recovery in the euro area is expected to be
dampened by subdued foreign demand, partly related to
uncertainty surrounding the UK referendum.” Recent data
indicates economic growth has slowed from earlier in the year
while inflations remains stubbornly below the EBC’s 2%
target, registering 0.4% annual inflation, in September. We
anticipate that the ECB will continue to maintain monetary
easing for some time.

In Japan, the BOJ continues to struggle with sustainable
growth, disinflation and fears of falling into the grasp of
deflation. In late January, the BOJ surprised markets by adding
negative interest rates to its stimulative policies to augment the
ongoing massive liquidity injection, as further means to
achieve its 2% inflation target and to foster growth (through
depreciation of the Yen and growing exports). In September,
the BOJ announced that it is adjusting its stimulus framework
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consumers continue to spend and domestic demand remains
healthy. Year-over year, retail sales were up 1.9% versus
August 2015. The pace of auto sales is showing signs of
levelling off from 2015’s record pace, but still remains
positioned for another strong year. According to Reuters,
industry incentive spending is averaging $3,923 per vehicle
this year, which is on track to surpass the record level of
$3,753 set in December 2008 and should support sales. In
addition, real PCE, an important measure of consumer
spending, was up 2.8%, year-over-year in August while real
personal income increased 2.2 %.

Sentiment indicators have been mixed but are generally
trending higher over the last year, suggesting consumers are
relatively optimistic which is supportive of future spending.
The Conference Board Consumer Index improved in
September, to its highest level since August 2007, with
consumers’ outlooks for the labour markets also rising to a 9-
year high.

Weakness in manufacturing, non-manufacturing and exports
appear to be casting a shadow of uncertainty over the direction
of the economy, but longer term trends and underlying data
suggest it may be too early for alarm. September’s ISM
Manufacturing PMI of 51.5 bounced back from August’s

monetary conditions have raised new concerns regarding
growing debt levels and overheating housing markets in an
increasing numbers of cities. Therefore, it is likely that the
PBOC and the government will continue to juggle a difficult
balancing act between utilizing monetary policy and fiscal
policy to avoid a major economic slowdown while ensuring
that unintended excesses, like real estate, remain manageable.

U.S.: ON TRACK FOR CONTINUED MODEST GROWTH

The U.S. economy continues to grow, albeit at a slower pace,
and appears poised for further growth in 2016. Relatively
healthy trends in employment, consumer spending, wages and
housing, combined with historically low interest rates and low
fuel prices, continues to provide a tailwind for economic
growth. This is somewhat mitigated by a relatively strong
dollar and weakening global demand.

U.S. economic growth was underwhelming in the first half of
the year, causing some to worry about increasing odds of a
recession. Real GDP grew 1.4% in the second quarter, on an
annualized basis, slightly above the consensus 1.3% estimate.
Economic growth may not be as strong as some expected, but
trends in key indicators suggest the odds of recession remain
relatively low. Despite a weaker than expected August report,
the longer-term trends in retail sales and PCE suggests U.S.
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affordability and low mortgage rates continue to support
demand for new and existing homes. The outlook for the
housing sector remains positive with a cautious Fed, steady
consumer confidence and employment prospects along with
wage growth.

Despite uncertainty from the U.S. Presidential election, a
strong dollar, slowing global growth and Fed policy, conditions
for continued expansion exist and the economy remains on
track for annual growth in the neighbourhood of 2%.

EUROPE: CHALLENGED BUT MAINTAINING 

GROWTH

The degree of political and economic fallout from the UK vote
to leave the EU remains clouded by uncertainty. A relative
sense of political stability has returned to the UK with a new
Prime Minister and cabinet focused on devising a strategy to
negotiate the eventual withdrawal of Britain from the EU. On
October 2nd, the UK’s Prime Minister announced that Britain
will officially begin negotiations for withdrawal before the end
of March 2017 and the pullout will be completed in 2019. The
British pound has since weakened to a 31-year low, suggesting
increasing volatility in bond and equity markets. At this point
data-wise, it appears that the mixed UK and EU economic data
have yet to fully reflect the impact of a Brexit but weakening

level of 49.4, which was below the expansion level of 50 for
the first time since February, suggesting manufacturing
activity is still stabilizing. Slowing global demand and a
relatively strong U.S. dollar have weighed on exports for some
time, but recent data suggest these have been trending higher,
as the appreciation of the U.S. dollar has slowed. After
slumping to the lowest level in six years in August, the
services sector bounced back strongly in September, hitting an
11-month high, as the ISM Non-Manufacturing PMI reached
57.1, alleviating some concerns. The current level indicates
growth ahead suggesting service companies will continue to
lead the economy into expansion. Positive trends in personal
consumption and housing seems at odds with a persistent
slowdown in services.

The important U.S. housing sector remains on a slow but
steady upward trend, which also bodes well for future
economic growth. August new home sales weakened but were
above consensus estimates. However, the longer-term trend in
housing sales continued upward and the 6-month and 12-
month averages reached the highest levels since 2008. In
addition, positive trends in residential construction, housing
starts, and home prices appears consistent with a growing
economy. Mortgage delinquencies have declined to near pre-
crisis levels. New household formation, rising rents, improving
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level. The unemployment rate continues to inch its way lower,
now at 10.1%, which is the lowest level since 2011.

Consumer and business sentiment appears mixed on the
outlook for future conditions this year. The European
Commission Economic Sentiment Indicator decreased in
August with industry appearing less optimistic while
consumers were more upbeat about future economic activity.
In contrast, the Ifo Business Climate Index indicated that
German business sentiment rebounded from August’s weak
report and surged to its highest level since 2014, as corporate
concerns over slowing growth and Brexit decreased.

The Eurozone’s sustained recovery remains broad-based
although some weakness appeared in the second quarter GDP
results in key countries: Germany, France and Italy all
disappointed. The peripheral economies continue to be led by
Spain and Ireland while Greece’s economy grew by 0.2% in
the second quarter, as it continues to experience inconsistent
growth. Headwinds from Brexit may weigh on momentum but
Eurozone countries remain supported by tailwinds driven by
ECB stimulus and low fuel prices.

Recent inflation data and ECB forecasts indicate the path to
sustainable growth may remain uneven for the region.

business and consumer sentiment over the quarter suggests
uncertainty. Uncertainty generally contributes to creating
headwinds for economic growth as companies and consumers
delay making investment/consumption decisions. It would not
be surprising to see increasingly weakening economic data in
the coming months while uncertainty prevails as both sides’
negotiating plans take shape. Speculation of a “hard Brexit” is
growing, but this is not unexpected as each side begins with
tough posturing and rhetoric. Patience is required until clarity
emerges as all parties determine the next steps in what may be
a long process.

The most recent data (largely pre-Brexit) suggests the
Eurozone economy continues to plod along although fears of
slowing momentum and deflation persist. Second quarter
growth slowed from the first quarter, as GDP advanced 0.3%
quarter over-quarter, and 1.6 % year-over-year, posting the 13th

consecutive quarter of growth. Growth was driven by exports
and household consumption while business investment was
flat. Year-over-year, improvements are visible across a number
of indicators including: manufacturing and construction PMIs,
retail sales volumes, vehicle registrations, housing permits and
home prices. Industrial production and new orders have been
trending lower. The outlook for the services sector has
weakened recently but the PMI remains at an expansionary
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continue to spend. Retail sales volumes declined 0.2% in
August but were up strongly in July. Subdued inflation and
rising real wages have helped buoy consumers. However, the
trend in the CBI Consumer Services Survey and the GfK
Consumer Confidence Barometer suggests sentiment is
weakening. Similarly business sentiment has weakened as the
uncertain future of a Brexit weighs on the corporate sectors.
The BOE lowered its key short-term interest rate in August as
part of package of further monetary stimulus and has indicated
that further stimulus will likely be required to avoid a dramatic
slowdown. Delayed or cancelled decisions by domestic and
foreign investors will weigh on growth in the short and long
term. A weaker currency will help to make UK exports cheaper
thereby mitigating some of the slowdown and will likely
increase inflation as imports becomes more expensive.
Unfortunately, this is uncharted territory and we will have to
wait to see what lies ahead for the UK economy as everyone
adapts to an uncertain future with the EU.

JAPAN: MORE OF THE SAME  

Consistent with the last three years, Prime Minister Abe’s
program to reflate the economy and stimulate sustainable
growth continues to make very slow progress at best. After
rising 0.5% in the first quarter, growth increased 0.2% in the

September’s annual inflation rate was 0.4%, up from 0.2% in
August, marking the fastest rise since October 2104, likely
helping to slightly ease deflation concerns. In early September,
the ECB decreased its annual inflation expectations for 2017 to
1.2% (from 1.3%) and expects 1.6% for 2018. Expected
economic growth was revised up for 2016 to 1.7% (from
1.6%) while lowered to 1.6% (from 1.7%) in 2017 and 2018.
The ECB also confirmed that its current monetary stimulus
plan is working and decided not to expand efforts further at
this point. Add in the uncertain impacts of Brexit and it seems
clear that it will take some time to see the cumulative effects
of the ECB’s stimulus efforts. However, Eurozone growth will
likely continue to muddle through, underpinned by cheaper
fuel costs, low interest rates, and a relatively weak euro.

Recent UK data suggests the economy remains relatively
resilient. However, there remain concerns that the downside of
the Brexit vote is still working its way through the economy,
with the likelihood of less sanguine results ahead. The
economy posted better than expected 0.7% growth in the
second quarter, up from 0.4% in the first quarter, with year-
over year growth up 2.1 %. Strength from the all-important
services sector defied gloomy forecasts. Economic growth
continues to be driven by domestic demand as consumers
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structural reforms appear stalled, hampering the country’s
prospects of sustaining long-term growth. Over the shorter-
term, Japan’s economy will likely continue to struggle with
deflationary forces and the possibility of returning to a
sustainable inflation level remains challenging. We believe
Japan will continue to experience relatively low and uneven
growth in 2016.

CANADA: REBOUNDING NON-ENERGY EXPORTS 

REMAIN KEY TO GROWTH

As expected, Canada’s economy continues to be challenged by
the headwinds posed by the ongoing weakness in oil and other
commodities as well as the recent Alberta wildfires. Recent
data confirmed the economy weakened but expectations for a
rebound later in the year remain. Second quarter GDP was
weak in the aftermath of the wildfires and was slower than
consensus estimates falling 1.6% annualized, posting the
weakest economic performance since 2009. However, June’s
monthly GDP report was the strongest monthly increase since
2013. This was followed by stronger than expected growth in
July, marking the best two consecutive monthly gains in five
years, leading many economists to expect a healthy rebound in
the third quarter. Consumers continued to increase spending as
retail sales rose by 2.2% year-over-year in July, further stoking

second quarter, marking the first consecutive positive quarterly
increase since the end of the first quarter in 2015. Economic
growth year-over-year was up 0.8% but sustainable growth
remains uncertain. Recent data shows the manufacturing
outlook is improving but remains weak. Japan’s currency has
continued to strengthen since the start the year. The BOJ’s
introduction of negative interest rates appears to have had no
lasting effect on weakening the currency and this will likely
create more pressure for exporters, as exports declined 10.7 %
year-over-year at August 2016. Similarly, the BOJ’s September
introduction to target Japan’s yield curve, as a way of
controlling interest rates, has yet to have a significant impact
on the Yen. Inflation trends continue to be negative as year-
over-year prices fell 0.4% in August. Lower oil prices are
providing a tailwind to consumers, but retail sales continue to
struggle. Not much appears to have changed over the quarter
that would suggest the likelihood of long-term success for
“Abenomics” is increasing.

Transforming Japan’s economy remains no easy task and we
remain skeptical that Abenomics will succeed over the longer-
term, especially in the face of increasingly challenging
demographic shifts. Record monetary and fiscal stimulus have
produced mixed results over the past three years and key
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with a sustained price rise, it is unclear how much, and how
quickly, non-OPEC producers will increase production,
thereby offsetting some of the impact of OPEC’s reduction.
Rising oil prices will mean rising fuel prices and increasing
headline inflation, much to the relief of some central bankers,
but it may also eat into the consumer spending that powers the
Canadian economy. For the BOC, OPEC’s reduction and a rise
in oil prices may provide a much needed boost from the
resource sector as the non-resource sectors have inexplicably
failed to lead the economy through the commodity slump as
anticipated.

After surprising weakness in non-resource exports in the last
few months, the BOC indicated its disappointment leading to
questions of whether these sectors can consistently contribute
to future growth as the economy transitions to less dependence
on resources. In its September announcement to hold its
benchmark overnight interest rate steady at 0.5%, the BOC
noted that risks of weaker inflation and slower growth have
increased. July’s strong exports numbers were encouraging but
the BOC noted that the “ground lost over previous months
raises the possibility” that economic activity will be slower
than forecast in July. Overall exports in August were strong,
led by energy sales, but non-resource exports were weak as

concerns about the economy’s increasing reliance on a
heavily-indebted consumer. Business investment remains weak
and lower oil output continues to weigh on growth. Sales of
cars and auto parts lifted exports to a gain of 3.4% in July,
while excluding energy products the increase was 4.1%.

OPEC’s surprising announcement of a proposed agreement to
reduce output will likely be positive for all oil-producing
countries, including Canada, but it will take some time to
evaluate the extent of the positive and negative impacts. At the
very least, the deal suggests Saudi Arabia is willing to abandon
the idea of the “pump-at-will” policy in place since the end of
2014. The deal is scheduled to be ratified at OPEC’s next
meeting on November 30th, but there are contentious items,
such as individual country production targets, that have yet to
be outlined that could derail an actual agreement. An
agreement to actually reduce production would help to bring
the supply/demand dynamic back into balance quicker than
previously expected, but the positive impact on oil prices
depends on the details and there will remain uncertainty and
skepticism until the deal is ratified. Historically, OPEC has
experienced relatively weak compliance from some members
when it comes to production targets, but perhaps this time it
will be different after the prolonged price slump. In addition,
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government initiatives typically take a long time to implement
with questionable effectiveness. In addition, private
investment needs to believe that a reasonable return on
investment can be achieved in this low growth low interest rate
environment. In the meantime, the economy will have to rely
on existing fiscal stimulus, previous interest rate cuts, a
relatively weaker Canadian dollar, low fuel prices and a
rebounding U.S. economy. Overall, look for the economy to
muddle through 2016 with weak and uneven growth in the
neighbourhood of 1.0% to 1.5% over the next year.

CHINA: SOME STABILITY BUT LITTLE PROGRESS

Although the condition of China’s economy is no longer the
subject of daily headlines about pending disaster, this does not
reflect meaningful progress towards reforming the economy.
Rather it is due to fiscal and monetary stimulus at last
stemming the deceleration in the country’s rate of growth,
restrictions on financial markets dampening volatility and
capital controls reducing currency outflows. None of this is
sustainable if the government is serious about rebalancing the
economy so that it is no longer dependent on debt-financed,
investment-led growth. Unfortunately, the authorities continue
to vacillate about which should receive priority, politically
acceptable job creation or its plans for reform. Having

auto exports to the U.S. declined. Not surprisingly, job losses
continue to mount in the resource sectors, falling over 11%
since last August, but manufacturing jobs also fell 1% in the
same period, raising further scrutiny for the capacity of a non-
resources led export rebound. The BOC is “digging into” the
export questions and is expected to comment on their findings
when it updates projections for the economy on October 19.
Nevertheless, increasing non-resource exports to the U.S.
remains key to diversifying Canada’s economic growth.

We will likely continue to see mixed data on economic
conditions over the short-term as Canada’s economy continues
to adjust to persistent weakness in commodities and impacts
from the wildfires. Further monetary stimulus may be required
if conditions worsen more than expected, but the BOC would
also like to evaluate recent fiscal initiatives, such as the Child
Care Benefit plan implemented July 1st, before easing
monetary policy further. The BOC, similar to most other major
central banks, has highlighted the limits of monetary policy
when interest rates are at ultra-low levels and the need for
greater fiscal initiatives, suggesting that infrastructure
spending, structural reform, reducing internal/external trade
barriers and increasing private investment will be essential
elements to increasing long-term growth. However,
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EMERGING MARKETS: A CHANGE IN THE WIND

Although there were a few hiccups on the way, emerging
market (EM) equities enjoyed a good third quarter with returns
comfortably outstripping those in developed markets (DM).
The keys to this were the increasing belief that the macro-
economic wind is becoming more favourable for EM. In
particular, the composite PMI has begun to turn up and now
stands at over 50 (i.e. in expansion territory). With current
account deficits diminishing and inflation, EM’s Achilles’ heel,
being reined in, international investors have begun to put their
worry beads away. Instead, the prospect of superior economic
momentum passing from DM to EM is resulting in significant
inflows for the latter. Asia significantly outperformed other
regions during the quarter, thus making up some of the ground
lost in the first half of the year. In particular, it benefited from
its high exposure to technology, which did notably well on the
back of the iPhone 7 production ramp up. It also helped that
MSCI China Index bounced strongly even though local
markets were dull. This was primarily due to a good run in the
U.S.-listed internet giants Alibaba, Baidu and Tencent along
with a decent recovery in big bank stocks. Foreign investors
are becoming a bit more sanguine about China’s growth
outlook, which is expressing itself through interest in the
drivers of the new economy and diminishing concern about the

emphasized the former so far this year, it has signalled that it
will now push the latter. This may prove tricky to do without
risking a further slowdown. Growth in 2016 has been
excessively skewed towards real estate and infrastructure
development. Despite various attempts to curb it, there is a
house price bubble in Tier 1 cities which is beginning to spread
to Tier 2 and 3 cities. This is largely the result of monetary
stimulus making mortgages cheap and plentiful. Past
experience suggests that it will be difficult to deflate this
without causing a sharp fall in building activity. Further, less
government money is slated to go into infrastructure projects
in the second half of 2016. This might matter less if there was
much of a sign of the private sector picking up the baton, but
there isn’t. The capex-to-sales ratio for quoted companies
remains at an all-time low and as other countries have already
seen, managements’ lacking confidence are allowing cash to
pile up on the balance sheet. Exports remain weak and the high
rate of real wage rises that has supported rising consumption in
recent years is now easing. Meanwhile, the debt mountain
continues to expand, albeit at a slower pace. Reading the
political runes in Beijing is always hazardous, but the best
guess must be that further stimulus measures will be
introduced if the economy slackens too much. Reform can
always be postponed a bit longer before the precipice is
reached.
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OUTLOOK

has merely taken EM equities back into the middle of the
trading range that they have occupied since the end of 2010.
Further progress and a possible breakout depends upon the
economic background remaining benign and earnings growth
being delivered. With Brazil and Russia gradually emerging
from recession, provided China can sustain its target growth
rate, EM should see GDP expanding a bit faster in 2017,
probably nearer 5%. However, the decisive test of confidence
in the asset class will be provided by the Federal Reserve.
Although the long awaited second hike will cause a ripple of
fear, it is the pace of tightening and where interest rates settle
in real terms that will prove decisive. History suggests that EM
can live with moderate tightening but will struggle if a more
hawkish approach is taken. At the moment, the former
approach seems likely to prevail. Q2’s earnings reports were
moderately encouraging and mid-single-digit growth looks on
the cards for this year. 2017 should be better with the
consensus estimate pencilling in a 13% gain. This would
represent a considerable improvement versus the flat-lining of
the past five years, but it is only similar to the pace expected
from DM. However, earnings surprises in EM have begun to
run ahead of those in DM, which is a positive sign.

old economy hitting a brick wall in the near future. In EMEA
and Latin America, performance was a bit more mixed.
Notwithstanding yet more investigations into corruption
amongst its political elite, the Brazilian market continues to
thrive on the back of anticipation of economic policy reform.
Valuation is no longer attractive unless the Temer
administration begins to deliver, but this may prove difficult
given the fragility of the government coalition. Peru looks to
be a more solid bet in this respect where the new President,
Pablo Kuscynski, is a firm believer in market-friendly policies
and can work with opposition leaders. Mexico, which is
enduring an uncomfortable period of domestic politics,
remains out of favour. Cyclic recovery rather than steady
plodding is the flavour of the day. This remains true in EMEA
too, underscored by the continued progress of Russia despite
the dip in energy prices. Provided economies show evidence of
turning round, investors are in no mood to punish political
transgressions. The questionable nature of the recent Russian
parliamentary election barely caused comment and the fallout
from the coup attempt in Turkey and Mr Erdogan’s purge of
dissenting voices has merely taken the gloss of the local
market rather than triggering a full scale withdrawal.

It should be noted that the rally since the beginning of the year
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OUTLOOK

North Korea’s nuclear device and missile testing may appear
to be consistent with the country’s typical sabre-rattling
behaviour, but concerns are growing that this could undermine
stability in the region and bears watching.

Overall, geopolitical risks continue to pose challenges to
global stability.

GEOPOLITICAL RISKS:

The surprisingly close U.S. Presidential race appears to be
rising in the list of geopolitical concerns for investors. The
evolving Brexit situation remains closely watched and will
likely remain a major concern in the coming months and
possibly years. Italy’s referendum on constitutional reform of
the country’s entire political structure, scheduled for December
4th, has the potential to roil financial markets as this could
ignite more political instability by intensifying populist appeal
and anti-euro sentiment. Countries accounting for about 40%
of the EU economy will be facing elections in 2017, including
France, Germany and the Netherlands, and expectations for
increasing anti-immigration, anti-euro and nationalist tensions
appears high.

The mass migration from the Middle East into Europe appears
to have slowed, thereby reducing some of the anti-immigrant
tensions apparent over the last year. Turkey has been curbing
flows to Europe in exchange for accelerated membership into
the EU. A peaceful resolution to the Syrian crisis and defeat of
ISIS remains the key to resolving the crisis over the long-term.
However, the crisis in Syria and the defeat of ISIS remains
elusive.
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GLOBAL

The EBC, BOJ and PBOC remain in easing mode and global rates are at an all time low. 
The BOE is now in easing mode in an effort to maintain stability and confidence in the 

UK economy after the Brexit vote.  Global and domestic concerns may continue to delay 
the Fed’s efforts to further normalize monetary policy this year. 
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GLOBAL

. Despite some fears of slowing, the U.S. economy posted positive growth over the past year. 
The UK has been resilient and the Eurozone is trending slightly higher, but uncertainty over 
Brexit will weigh on growth. As expected, Canada experienced negative growth in the second 
quarter but expectations are growing for a rebound later in the year.  Japan has struggled to 

maintain consistent growth.
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GLOBAL

China is trending lower with just under 7% growth while India’s pace of 
growth is trending above 7%. Brazil and Russia have struggled with 

recessions but the declines appear to have bottomed. 
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GLOBAL

The OECD leading indicator had been  
trending lower, signaling possible global 
slowing ahead, but the decline looks to 
been turning upward again.  
India is trending higher while China 
looks to be turning upward. Russia and 
Brazil’s indicators suggest recent 
downtrends may have slowed and are  
trending back to positive. 

. 
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GLOBAL

Although the impact of the Brexit vote may not have filtered into data yet,  the UK 
data continues to be better than expected while the Eurozone’s numbers are starting 

to surprise again. Japan’s data has been noticeably better than expected recently 
while the U.S. is slightly below estimates but improving  again.  After spring’s 

rebound, China’s numbers have been starting to beat estimates. 

Citigroup Economic Surprise Index
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GLOBAL

Global PMIs have been uneven but still positive. Services have generally been driving 
the combined PMIs as manufacturing PMIs have been trending lower globally, 

suggesting weakness ahead. However, trends in the breadth of positive manufacturing 
PMIs looks to be improving.   
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GLOBAL: MANUFACTURING PMIs

The broad-based improvements in Europe are encouraging as post-Brexit vote survey data 
starts to appear. U.S. manufacturing data has been inconsistent, but remains in expansion 

territory reducing concerns about future weakness. Canada’s manufacturing trend has been 
uneven but may improve as non-resource export demand increases. China’s PMI is just back 

to expansion level.  

16-Sep 16-Jun 16-Mar 15-Dec 15-Sep

Global 51.0 50.4 50.5 50.7 50.4
US 51.5 53.2 51.8 48 50
Canada 50.3 51.8 51.5 47.5 48.6
Euro Area 52.6 52.8 51.6 53.2 52
Austria 53.5 54.5 52.8 50.7 52.5
France 49.7 48.3 49.6 51.4 50.6
Germany 54.3 54.5 50.7 53.2 52.3
Greece 49.2 50.4 49 50.2 43.3
Ireland 51.3 53 54.9 54.2 53.8
Italy 51.0 53.5 53.5 55.6 52.7
Netherlands 53.4 52 53.6 53.4 53
Spain 52.3 53.7 53.4 53 51.7
Denmark 58.1 60.4 53.1 56.1 68.6
Hungary 57.0 50.9 51.7 49.9 55.7
Norway 52.6 53.5 46.8 47.1 47.7
Switzerland 53.2 51.6 53.2 50.4 47
UK 55.4 52.1 51 51.8 51.7
Australia 49.8 51.8 58.1 51.9 52.1
New Zealand 55.1 - - 57 55.1
Japan 50.4 48.1 49.1 52.6 51
Singapore 50.1 49.6 49.4 49.5 48.6
Israel 57.0 - - 50.7 47.5
Emerging Markets 50.1 49.2 48.3
Brazil 46.0 43.2 46.1 45.6 47
Mexico 51.9 51.1 53.2 52.4 52.1
Czech 52.0 51.8 54.4 55.6 55.5
Poland 52.2 51.8 53.8 52.1 50.9
Russia 51.1 51.5 48.3 48.7 49.1
Turkey 48.3 47.4 49.2 52.2 48.8
China 50.1 48.6 49.7 48.3 47.2
Hong Kong* 49.3 45.4 45.5 46.4 45.7
India 52.1 51.7 52.4 49.1 51.2
Indonesia 50.9 51.9 50.6 47.8 47.4
Korea 47.6 50.5 49.5 50.7 49.2
Taiwan 52.2 50.5 51.1 51.7 46.9
Vietnam 52.9 52.6 50.7 51.3 49.5
Egypt 46.3 47.5 44.5 48.2 50.2
Saudi Arabia* 55.3 54.4 54.5 54.4 56.5
South Africa 49.5 53.7 50.5 45.5 49.9
UAE* 54.1 53.4 54.5 53.3 56

Expanding 47% 40% 40% 38% 35%
Neutral 30% 38% 26% 27% 22%
Contracting 23% 22% 34% 35% 43%
(1) uses ISM US Mfg Index, instead of Markit; (2) total economy.

Note: Expanding ≥ 52;  52 > Neutral ≥ 50; Contracting < 50.

Source: RBC Capital Markets, Haver Analytics, Markit, NDR
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GLOBAL

Globally, disinflation remains the dominant trend.  Stabilizing oil and commodity prices 
may provide a lift to headline inflation in many economies later this year.  Developing 
countries have been trending below 2% inflation targets. Russia’s inflation looks to be 
slowing along with Brazil. Eurozone disinflation remains a concern and deflation risks 

remain. 
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UNITED STATES

The LEI is signaling slowing in the U.S. economy but the Fed expects continued 
modest growth in 2016. 
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UNITED STATES

Industrial production has risen above pre-recession levels, although over the last 
year the trend weakened but looks to be turning up again.
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UNITED STATES

The U.S. labour market continues to improve while wage growth has been subdued. 
Unemployment at 4.9% is now around the Fed’s estimated rate of full employment. Recently, 
small businesses appear less likely to raise wages in the future.  The labour force participation 

rate has been rising but remains below pre-recession levels. 
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UNITED STATES

Full time jobs have been trending higher reducing the number of underemployed which 
is a key measure for the Fed in gauging slack in the labour market The job openings rate 
is above pre-recession levels. The quit rate has been trending higher suggesting strength 

in the labour market.



32

UNITED STATES

Consumer confidence and sentiment have softened but remain near post-crisis 
highs. Small business sentiment was trending lower but appears to be rebounding,  

remaining well above the crisis lows. 
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UNITED STATES

Banks are lending to good quality  
borrowers, consumers have 
deleveraged and have flexibility to 
take on new debt. Mortgage 
delinquencies are almost back to pre-
crisis levels. As a group, households 
continue to improve the equity portion 
of their real estate holdings.
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UNITED STATES

After reaching record levels in 2015, vehicle sales have slowed a bit, but appear on 
track for a strong year with record sales incentives.  Low financing rates and 

available credit are also supportive.  Excluding vehicle sales, retail sales softened 
early in 2016 and have been uneven since. Steady wage growth, low fuel prices and 
an accommodative Fed should provide a tailwind to support consumer spending.
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UNITED STATES

Housing remains healthy and the pace of the recovery appears to be picking up as 
fixed mortgage rates hover near historic lows. 
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UNITED STATES

Average wage growth has been slowly improving while core CPI is slightly 
above the Fed’s inflation target of 2%. The central bank will continue to monitor 

these levels for signs of inflationary pressures as it determines the need for 
further interest rate hikes.      
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UNITED STATES

U.S. oil production is starting to decline at a faster pace although supply remains 
at elevated levels. The U.S. has been increasing oil imports from Canada while 

reliance on OPEC has been steadily decreasing.   
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EUROPE

The Eurozone’s growth rate continues to be slow and even. The PMI trend 
improved through 2015 but has softened in 2016,  although remains above 50 

suggesting continued expansion ahead.    
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EUROPE

Eurozone data has been closer to estimates 
this year but this may not yet fully reflect the 
uncertainty from Brexit. With the exception 
of Greece and recently Portugal, core and 
peripheral countries’ yields trended lower 
with the start of the ECB’s QE program and 
increasingly negative interest rates. Italy's 
December referendum is starting to pressure 
yields higher as concerns increase.  
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EUROPE

Based on data collected post-Brexit 
vote, sentiment continues to generally 
trend higher.  Retail sales have slowed 
but remain at positive levels. Vehicle 
registrations appear to be levelling-off 
after trending higher.  
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EUROPE

Euro Area growth continues to be sluggish. Ireland and Spain have rebounded while 
Germany and France are back on track. Various inflation measures suggest the region 
continues to struggle with low inflation. The ECB estimates that Brexit will be a drag 

of as much as 0.5% on growth over the next three years.    
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EUROPE

The employment situation outside of the 
U.K. and Germany is bleak but recent 
trends generally look encouraging. Also, 
positive trends have carried over to the long 
suffering unemployed youth. The migration 
of thousands of refugees could add pressure 
to the employment situation in Europe,  this 
bears watching closely.
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EUROPE

A substantial early engine of economic growth in the U.S. and the UK was 
housing. The low rate of growth in the Eurozone is partly attributable to housing 

weakness as growth in prices remains sluggish.  
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EUROPE

The uncertainty of Brexit will create headwinds for the UK economy, which has been resilient. 
Most data has yet to reflect the expected slowdown in the economy.  Growth is expected to slow 
by about 1% into 2017. Brexit may also impact commercial and residential property markets.
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CHINA

Recent data on China has been mixed as the slowing trend appears to be turning 
upward. This likely highlights the state-engineered period of transition from an 

export-led economy to one based on internal consumption. Let’s not forget that the 
second largest economy in the world continues to grow at a pace of roughly 7%.
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CHINA

The manufacturing PMI has struggled back to 50 suggesting manufacturing may be 
improving. The trend in services appears to be improving, which is  encouraging 

given the transition to a services-based economy that is underway. 



47

CHINA: ECONOMY IN TRANSITION

China’s service industries now represent more than 50% of GDP helping 
to offset the decline in manufacturing as a source of GDP growth.
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CHINA

Exports been improving from weak levels but have yet to rebound to the stronger levels 
of 2013-2014. Import growth has been increasing suggesting improving domestic demand, 

which is welcome news to China’s trading partners and may improve the outlook for 
global trade which has weakened considerably since 2008.
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CHINA

China’s imports of oil continue to trend higher while other reliable key metrics 
support the view that China’s economy has slowed but growth is still in the 

neighbourhood of 7%. A word of caution, these measures are more relevant to China’s 
“old” underperforming world rather than the new “services-led” economy
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CHINA

China’s real estate sector is gaining steam again after the government cooled the 
market in 2015 by reducing the influence from the shadow banking sector. The 

current rebound appears to be driven more by conventional lending from banks 
rather than the non-bank sector. 
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CHINA

The government has been active in providing stimulus to support the economy. 
Additional room for monetary stimulus is available if necessary. Foreign 

Reserves have declined as China manages its currency, but is not too 
concerning at these levels. 
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JAPAN

The BOJ’s ongoing massive liquidity injection has not been overly effective as  Japan 
introduced negative interest rates in February and yield curve targeting to augment 
existing stimulus.  Japan continues to struggle to achieve sustainable growth as the 

trend remains inconsistent. 
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JAPAN

Real GDP growth remains below trend line GDP growth. Year-over-year industrial 
production has struggled to consistently improve.



54

JAPAN

Business sentiment has improved to levels not seen since before the financial crisis. 
Exports have struggled with the unexpected strengthen in the Yen even after 

implementing negative interest rates. The declining trend in imports also suggests 
weakness in domestic demand. 
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JAPAN

Consumer confidence and retail sales 
have struggled for consistency since 
the April 2014 sales tax increase. 
Another sales tax increase was slated 
for 2017, but this has been delayed 
until 2019. 
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JAPAN

. 

Manufacturing continues to struggle. 
Slower vehicle sales have been weighing 
down overall retail sales.  Unfavourable 
demographics and stalled labour reform 
are contributing to the decline in 
unemployment 
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CANADA

Canada’s economy will likely remain challenged in 2016. Repercussions from the 
Alberta wildfires and low commodity prices weighed on second quarter growth but a 

pick-up is expected in the second half of the year.  A weak currency and a growing U.S. 
economy should provide a lift to non-energy exports, which are key to keeping the 

economy moving forward in 2016. 
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CANADA

There is a visible shift in fortunes from the oil-rich provinces to those geared to non-energy 
exports bound for the U.S. market. BC, Ontario and Quebec are starting to see momentum 

which is offsetting some of the weakness in the resource-led provinces. 
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CANADA

The government is starting to implement fiscal stimulus which eases some of the 
expectations for increasing monetary stimulus. Non-US exports have been slower than 
expected this year. The revival in non-energy exports to the U.S. has been uneven and 
remains a key element of growth as the economy adjusts to lower commodity prices.  
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CANADA

Our household debt burden is large relative to many other countries. Our U.S. 
neighbours have deleveraged while we have not. Significant improvements in our 

finances will take some time and we will remain very exposed to increases in 
interest rates/borrowing costs.
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FIXED INCOME VALUATION

Along with other global sovereign bonds,  Canadian 
nominal yields declined further as investors sought 
safety after the Brexit result. Global disinflationary 
forces are driving inflation expectations and nominal 
interest rates lower. Longer-term yields have fallen and 
are extremely low by any historical measure due to 
significant central bank intervention.

High quality corporate bonds represent good longer 
term value since spreads are still wide when compared 
to any longer term historical measure.

Source: Bloomberg

Source: PC BOND

Source: PC BOND
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FIXED INCOME – HIGH YIELD

High yield spreads continued to tighten 
during the third quarter as economic 
growth concerns from Brexit apparently 
did not manifest coupled with the ECB 
and BoE corporate bond buying 
programs further induced capital flows 
into investments that provide yield and 
further compressed risk premiums. 

Source:  Morgan Stanley
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FIXED INCOME – HIGH YIELD

U.S. High Yield mutual fund 
flows have been volatile, mostly 
due to volatile ETF flows, but 
are positive YTD.

High Yield spreads have 
tightened from their wider levels 
but remain relatively attractive.  
Fundamentals outside of the 
commodities sector are still 
stable.  Also, from a technical 
perspective, the amount of high-
yield bonds maturing in 2016 is 
very small ($37bln). 

HY Fund Flows

U.S. HY Bonds and Institutional Leveraged Loans 

Maturity Profile
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EQUITY VALUATION

The relatively modest global sell-off after the Brexit vote and brief pull-back in 
September slightly moderated valuations. In general, global equities continue to 

appear relatively attractive compared to interest rates.
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EQUITY VALUATION

The TSX is above the long-term averages 
for trailing and forward looking P/E, 
slightly below for earnings yield and above 
on dividend yield.
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EQUITY VALUATION

The S&P 500 valuation is trending higher 
than the long-term averages for P/E and 
dividend yield while slightly below for 
earnings yield.
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CANADIAN DOLLAR

After weakening early in the year, the Canadian dollar rebounded against the U.S. 
dollar. Low oil prices and the relative strength of the U.S. dollar will likely continue to 

pressure the Loonie. Exporters will still benefit from a relatively weaker currency.   
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OIL: WCS vs. WTI in USD and CAD

Source:  Bloomberg

World oil prices got a lift at the end of the quarter with OPEC’s surprising announcement 
of a tentative agreement to reduce production. The discount for Western Canada Select 
crude versus WTI  has widened from a low in 2015 of $US 7 a barrel to about $US 14.     

CAD
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OUTLOOK: TACTICAL VIEWS
• We remain bullish on the market. Relative to interest rates, equities remain attractive. 

• Relative to the S&P/TSX index, Canadian equites are above historical P/E levels with trailing 
P/E above average and the median (18.9x versus 17.0x & 16.7x) while P/E on a forward basis is 
above the average and median, but overly influenced by gold and energy (16.8x versus 15.2x & 
15.0x). The S&P/TSX Index’s dividend yield and earnings yield appear cheap relative to interest 
rates which is positive for income-biased equities.

• Relative to the MSCI World Index, global equities appear relatively close to historical P/E levels 
with trailing P/E slightly above average and the median (21.5 x versus 21.1 & 20.4x) while P/E 
on a forward basis is above the average and median (16.09 x versus 15.2x & 14.2x). The MSCI 
World Index’s dividend yield and earnings yield appear cheap relative to interest rates which is 
positive for income-biased equities.

• The MSCI Emerging Markets Index appears relatively cheap to the MSCI World Index on a 
forward P/E basis (12.4x versus 16.09x) but we do not yet see a catalyst such as strong earnings 
growth that would make EM relatively attractive versus developed markets.   

• Relative to absolute historical levels, nominal interest rates appear expensive.

• Relative to historical spreads, investment grade credit and high yield bonds appear attractive as 
spreads remain wide.      
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Economic Outlook: Tactical Views
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is subject to change at any time, without notice, and without update. This commentary may also include forward looking statements 
concerning anticipated results, circumstances, and expectations regarding future events. Forward-looking statements require 
assumptions to be made and are, therefore, subject to inherent risks and uncertainties. There is significant risk that predictions and 
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