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The Signal & The Noise

When trying to decipher what the markets are saying 
and what they are inferring about the Outlook, the key  
is to weed out the signal (the actual information) from  
the noise (that which solely serves to obscure the actual  
information and doesn’t provide any value itself).

In 2017, this generally arduous task was made pretty 
easy given that there was an almost complete lack 
of noise in any market for any asset class anywhere. 
Measures of volatility touched record lows no matter 
how they were measured — the CBOE’s equity market 
volatility index (commonly known by its ticker VIX) 
hit its record low as did the Merrill Lynch Option 
Volatility Estimate (MOVE) index, a gauge of volatility 
in the bond market — and risk assets performance was  
strictly in one direction: up (2017 was the first calendar  
year on record where the benchmark US equity index 
did not post one negative monthly return).

So it would seem that investors could be forgiven 
for feeling panicked when volatility spiked and asset 
values plunged in early Q1. The downward spiral 
in stock markets sparked confusion about what the 
market was truly signalling, raising concerns that 
the end of the nine year bull market and economic 
expansion was near.

This market action was not a reflection of a change in 
the signal but a return of the noise — after sitting in  
a sensory deprivation chamber for a prolonged period, 
the normal cacophony of life can seem deafening.

Prior to that 10% peak-to-trough drop starting on 
January 26, the S&P 500 composite price index had 
not seen a drawdown of more than 3% in 300 trading 
days, the longest such stretch in the post-WWII era.  
It had been 400 trading days since the last time 
markets declined at least 5% (within two weeks of  
the record set back in the late 1950s) and nearly  
500 trading days since there was a drop of 10% or 
more (that previous trough occurred on February 11, 
2016, almost two years exactly to this latest low).

While recent history may have suggested that calm is  
the norm — where markets go straight up uninterrupted  
like they were sitting on a chairlift heading to the 
mountain peak — it is actually the case that this 
period was exceedingly out of the ordinary. If we  
were to compare markets to a form of autonomous 
and seated transportation they would be better 
represented by a rollercoaster.

Again, this upward direction without a correction was 
the abnormal market condition; the return to more 
volatile markets this year is not. There were 23 trading 
days in which the S&P 500 moved at least 1% up or 
down in Q1 which is nearly triple the number from all 
of 2017 — however, given that the average since 1928 
for the first three months of the year is 15 days and 
the standard deviation is 10, this was not exactly an 
uncharacteristic start to the year.
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Chart 2: A long time coming
Trading Days Since the Last Drawdown of at Least 5% in the S&P 500  
(number)

Source: Bespoke Investment Group, Guardian Capital
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Some market volatility is normal as new information 
comes to the fore and sentiment ebbs and flows, 
taking risk appetite with it. And while painful to 
investors with exposure to them, these types of 
corrections are part and parcel of bull runs — they 
represent an opportunity to clear the froth and reset 
for the next leg higher. 

To be clear, this recent spasm in markets has been 
a fairly textbook correction (which typically occur 
in frequencies measured in months instead of years) 
rather any sort of market-wide inflection point. 

It was not predicated on any signs of fundamental 
weakness in the stock market. Earnings expectations 
are being revised higher (and that is happening 
globally) while more than one-fifth of stocks in  
the S&P 500 have announced dividend increases  
so far this year, with the average hike being a robust  
in excess of 10%. 

Nor was it a function of a softening economic 
backdrop — and a fundamental bear market normally 
arises from a recession which causes earnings to crater. 
The current macro outlook, not just in North America 
but across the globe, is healthy with no real indication 
that a recession is imminent.

In this context, this year’s return of volatility is just 
the market turning up the noise; the underlying 
macroeconomic and market fundamentals continue 
to be the signal — and these signals remain 
constructive for stocks, it just happens to be not  
so constructive as to drive sustained 20% annual 
market increases forever. 

The Truth is in the Middle Ground

Note that the key word here is “sustained”. Often 
when something seems too good to be true, it is and 
it quickly reverses course — that goes in the other 
direction as well. 

In this case, sentiment was overly skewed toward 
excessive optimism. Investors became increasingly 
complacent about the downside risks and as soon 
market sentiment swung, asset prices moved 
aggressively in the opposite direction.

It is best not to get too worked up about things being 
one extreme or the other. These moves tend to be  
short-lived and the true signal is something in between.
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Chart 3: Volatility is back again
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Some market volatility is normal as new information comes to the
fore and sentiment ebbs and flows, taking risk appetite with it. And
while painful to investors with exposure to them, these types of
corrections are part and parcel of bull runs — they represent an
opportunity to clear the froth and reset for the next leg higher.

To be clear, this recent spasm in markets has been a fairly textbook
correction (which typically occur in frequencies measured in months
instead of years) rather any sort of market-wide inflection point.

It was not predicated on any signs of fundamental weakness in the 
stock market. Earnings expectations are being revised higher (and 
that is happening globally) while more than one-fifth of stocks in the
S&P 500 have announced dividend increases so far this year, with
the average hike being a robust in excess of 10%. 

CHART 4: EARNINGS REVISED HIGHER
Three-Month Analyst Earnings Per Share Revision Ratio
(ratio of upgrades-to-downgrades)

Source: Bank of America Merrill Lynch, Guardian Capital
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up the noise; the underlying macroeconomic and market
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constructive for stocks, it just happens to be not so constructive as to
drive sustained 20% annual market increases forever.

The Truth is in the Middle Ground

Note that the key word here is “sustained”. Often when something
seems too good to be true, it is and it quickly reverses course — that
goes in the other direction as well.

In this case, sentiment was overly skewed toward excessive
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downside risks and as soon market sentiment swung, asset prices 
moved aggressively in the opposite direction.

CHART 5: SENTIMENT SWINGS
Investors Intelligence Bull-Bear Ratio
(ratio)

Source: Investors Intelligence, Wall Street Journal, Guardian Capital 

It is best not to get too worked up about things being one extreme or
the other. These moves tend to be short-lived and the true signal is
something in between.

Financial markets offer this lesson in a high frequency context, with
short-term (daily, hourly or even by the minute) swings to the upside
reversed with declines in rapid succession (and back again), leaving
the net as the guide for the underlying.

The more glacially-paced flow of macroeconomic data, however, is
also bound by these characteristics. It just takes longer to play out.

For example, while it may not be something investors want to hear,
the robust pace of growth recorded across the globe in 2017
(particularly the second half of the year) is something else that is 
proving to not be sustainable. This is not necessarily a nefarious
signal as much as the reality of the capacity constraints facing the
world’s economies at this more mature stage of the business cycle.

Foot Off the Pedal, But Cruise Control is On

Economies are generally able run above their potential growth rates
(the internal speed limit at which an economy can grow over the
longer-run which is constrained by population growth and the rate of
technological innovation) for periods of time, particularly in the
aftermath of a recession where there is ample resource slack. This, 
however, cannot continue forever. Eventually the inputs to
production required to maintain those above-trend rates of growth
just are not available, and growth ultimately converges with its
potential rate.

For that reason, the expectation is that growth among many of the
major global economies will see a moderation in the current year
relative to last. A moderation in growth, however, is not to be 
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Financial markets offer this lesson in a high frequency 
context, with short-term (daily, hourly or even by the 
minute) swings to the upside reversed with declines  
in rapid succession (and back again), leaving the  
net as the guide for the underlying.

The more glacially-paced flow of macroeconomic  
data, however, is also bound by these characteristics.  
It just takes longer to play out.

For example, while it may not be something investors 
want to hear, the robust pace of growth recorded 
across the globe in 2017 (particularly the second half 
of the year) is something else that is proving to not  
be sustainable. This is not necessarily a nefarious 
signal as much as the reality of the capacity constraints 
facing the world’s economies at this more mature  
stage of the business cycle.

Foot Off the Pedal, But Cruise Control is On

Economies are generally able to run above their 
potential growth rates (the internal speed limit at 
which an economy can grow over the longer-run 
which is constrained by population growth and the 
rate of technological innovation) for periods of time, 
particularly in the aftermath of a recession where 
there is ample resource slack. This, however, cannot 
continue forever. Eventually the inputs to production 
required to maintain those above-trend rates of growth 
just are not available, and growth ultimately converges 
with its potential rate.

For that reason, the expectation is that growth  
among many of the major global economies will  
see a moderation in the current year relative to last.  
A moderation in growth, however, is not to be  
confused with an outright decline — to borrow  
from mathematical parlance, the latter represents  
a negative first derivative and means the overall  
level is declining; the former is a negative second 
derivation which means the rate of growth in the 
overall level is declining. 

Economies are still growing, it is just that the growth 
rate may no longer be accelerating for many of the 
world’s largest countries.

Importantly, though, the deceleration is coming from 
a high level, as evidenced by the fact that the recent 
slate of purchasing managers’ indices globally have 
generally moderated from their cycle highs (set at 
the beginning of the year) but still remain at elevated 
levels that are historically consistent with extremely 
robust growth.

The current year forecast is still for above-potential 
growth across the globe — in fact, the International 
Monetary Fund (IMF), in its latest World Economic 
Outlook, actually revised up its forecast for global 
growth in both the current year and next, with that 
top-line growth rate expected to accelerate through its 
forecast horizon. 

While this may seem to contradict this discussion,  
it actually does not. The projected uptick is a function 
of more economies growing rather than a full-on 
renewed acceleration.
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CHART 7: STRONGER TOGETHER 
World Real GDP Growth 
(year-over-year percent change) 

 

Source: International Monetary Fund, Guardian Capital 

While this may seem to contradict this discussion, it actually does 
not. The projected uptick is a function of more economies growing 
rather than a full-on renewed acceleration. 

The IMF expects that 186 of the 192 economies they track are 
expected to expand in the current year, up from 179 in 2017 and the 
best breadth of growth on record. More economies growing, and 
fewer providing a drag, is enough to spin the overall dial. 

CHART 8: PUSHING IN THE SAME DIRECTION 
World Economies With Real GDP Growth >0% 
(number) 

 

Source: International Monetary Fund, Guardian Capital 
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projecting that this pickup is going to be solely driven by a 
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growth are forecast to accelerate to their best rate in five years as 
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continued recovery of Brazil and Russia from their recent recessions) 
offsets the impact of the continued managed moderation of growth in 
China. 
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The IMF expects that 186 of the 192 economies they 
track are expected to expand in the current year, up 
from 179 in 2017 and the best breadth of growth on 
record. More economies growing, and fewer providing 
a drag, is enough to spin the overall dial.

Digging down beneath that headline growth rate,  
the IMF is projecting that this pickup is going to  
be solely driven by a strengthening within the 
Emerging Markets — these economies’ growth are 
forecast to accelerate to their best rate in five years  
as the unprecedented breadth of expansion  
(and, importantly, the continued recovery of  
Brazil and Russia from their recent recessions)  
offsets the impact of the continued managed 
moderation of growth in China.

The new countries joining the expansion party 
are strictly within this space — the 39 Advanced 
Economies, which all expanded synchronously in 
2017 and are slated to do so again this year and next, 
are expected to see growth match last year’s rate in 
aggregate and decelerate next year.

Achieving Potential

But even with that deceleration, growth is expected  
to remain above potential across the collection  
of large industrialized economies. 

The exception to this expectation for above potential 
growth is the UK, where activity, in particular business 
investment, is being constrained by weakened 
sentiment related to the ongoing uncertainties over 
Britain’s break up with the European Union (EU).

That said, the British economy has largely held its own 
despite the headwinds, generally keeping pace with 
potential growth which means there has been little 
disinflationary pressure rising to offset the currency-
induced spike in inflation (the post-Brexit plunge in 
the pound meant that the domestic cost of imports 
spiked) — something that is spurring monetary 
policymakers into action.
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The new countries joining the expansion party are strictly within this 
space — the 39 Advanced Economies, which all expanded 
synchronously in 2017 and are slated to do so again this year and 
next, are expected to see growth match last year’s rate in aggregate 
and decelerate next year. 

Achieving Potential 

But even with that deceleration, growth is expected to remain above 
potential across the collection of large industrialized economies.  

CHART 9: EXCEEDING POTENTIAL 
Real GDP Growth Versus Potential GDP Growth by Country 
(percentage points; >0 denotes above potential growth) 

 

 

Source: International Monetary Fund, Guardian Capital 

The exception to this expectation for above potential growth is the 
UK, where activity, in particular business investment, is being 
constrained by weakened sentiment related to the ongoing 
uncertainties over Britain’s break up with the European Union (EU). 

CHART 10: UNCERTAINTY BREEDS CONSTRAINT 
UK Business Investment Intentions  
(net balance of opinion, four-quarter moving average; <0 denotes lower expectations) 

 
 

 

Shaded regions represent periods of US recession 
Source: CBI Quarterly Industry Survey, Bloomberg, Guardian Capital 

That said, the British economy has largely held its own despite the 
headwinds, generally keeping pace with potential growth which 

-0.5

0.0

0.5

1.0

1.5

2.0

G
re

ec
e

N
et

he
rla

nd
s

S
pa

in

P
or

tu
ga

l

Ita
ly U
S

Ja
pa

n

N
or

w
ay

Fr
an

ce

G
er

m
an

y

A
us

tra
lia

C
an

ad
a

K
or

ea

S
w

ed
en U
K

2017

2018

-50

-40

-30

-20

-10

0

10

20

30

1981 1984 1987 1990 1993 1996 1999 2002 2005 2008 2011 2014 2017

Plant & Machinery

Buildings

Chart 9: Exceeding potential
Real GDP Growth Versus Potential GDP Growth by Country   
(percentage points; >0 denotes above potential growth)

Source: International Monetary Fund, Guardian Capital

 
7 

 

The new countries joining the expansion party are strictly within this 
space — the 39 Advanced Economies, which all expanded 
synchronously in 2017 and are slated to do so again this year and 
next, are expected to see growth match last year’s rate in aggregate 
and decelerate next year. 

Achieving Potential 

But even with that deceleration, growth is expected to remain above 
potential across the collection of large industrialized economies.  

CHART 9: EXCEEDING POTENTIAL 
Real GDP Growth Versus Potential GDP Growth by Country 
(percentage points; >0 denotes above potential growth) 

 

 

Source: International Monetary Fund, Guardian Capital 

The exception to this expectation for above potential growth is the 
UK, where activity, in particular business investment, is being 
constrained by weakened sentiment related to the ongoing 
uncertainties over Britain’s break up with the European Union (EU). 

CHART 10: UNCERTAINTY BREEDS CONSTRAINT 
UK Business Investment Intentions  
(net balance of opinion, four-quarter moving average; <0 denotes lower expectations) 

 
 

 

Shaded regions represent periods of US recession 
Source: CBI Quarterly Industry Survey, Bloomberg, Guardian Capital 

That said, the British economy has largely held its own despite the 
headwinds, generally keeping pace with potential growth which 

-0.5

0.0

0.5

1.0

1.5

2.0

G
re

ec
e

N
et

he
rla

nd
s

S
pa

in

P
or

tu
ga

l

Ita
ly U
S

Ja
pa

n

N
or

w
ay

Fr
an

ce

G
er

m
an

y

A
us

tra
lia

C
an

ad
a

K
or

ea

S
w

ed
en U
K

2017

2018

-50

-40

-30

-20

-10

0

10

20

30

1981 1984 1987 1990 1993 1996 1999 2002 2005 2008 2011 2014 2017

Plant & Machinery

Buildings

Chart 10: Uncertainty breeds constraint
UK Business Investment Intentions   
(net balance of opinion, four-quarter moving average;  
<0 denotes lower expectations)

Shaded regions represent periods of US recession 
Source: CBI Quarterly Industry Survey, Bloomberg, Guardian Capital



Economic Outlook      | 6

Further, the progress on the details of the divorce 
process is helping to remove some of the clouds from 
the outlook — in particular, the recent agreement on  
a 21-month transition period once the UK formally 
exits the EU in March 2019.

Elsewhere in Europe, the economy for the aggregate 
Eurozone remains in solid shape — all 19 members 
of the Monetary Union experienced growth in 2017 
and are expected to do so again this year, albeit at 
more moderate rates in general, in the context of 
firm business investment and consumer spending. 
Of particular note is the performance of countries 
that were at the centre of the sovereign debt crisis 
that reached its boiling point in 2012 — the PIIGS 
(Portugal, Ireland, Italy, Greece and Spain) have  
gotten out of the trough. 

European politics, however, have become arguably  
less stable of late. Emmanuel Macron’s economic 
reforms, while well received by markets, have been 
met with widespread labour stoppages in France.  
In Germany, Angela Merkel’s CDU/CSU party’s less 
than stellar showing in last fall’s federal election 
means that it is now governing as part of a somewhat 
reluctant coalition. Finally, Italy’s March general 
election resulted in a hung parliament as the 
nationalist Five Star movement received the most  
votes but does not have support to form a government.

Despite this, the Eurozone economy is still set to 
receive a boost from fiscal stimulus, most notably 
from Germany, while the European Central Bank 
(ECB) continues to pump liquidity into the system.

Speaking of fiscal policy, the US is expected to 
return to a growth leadership role in part due to the 
loosening of the fiscal spigot. The world’s largest 
economy is anticipated to be one of the few major 
markets that should post an accelerated pace of 
expansion in the current year, as tax cuts and full 
expensing of capital expenditures are expected to stoke 
an uptick in business investment while increased 
government infrastructure spending will also make  
a positive contribution to growth.

The American consumer should also continue to 
provide a solid support for the economy as a whole, 
with extremely tight labour markets ultimately giving 
way to wage increases — both of which bode well for 
spending on goods, services and housing.

North of the border, the Canadian economy is feeling 
a bit of a hangover from its G7-leading growth rate 
last year. Consumer spending, underpinned by strong 
labour markets with assists from tax credits and 
increased debt, posted its best year since 2010 but 
tighter financial conditions — related to rising interest 
rates and tighter mortgage regulations — point to  
a reversion to more trend-like activity for 2018. 

Government infrastructure spending plans will  
help mitigate the slowdown, however, business 
investment is likely to continue to be constrained  
until the uncertainties surrounding the fate of the 
North American Free Trade Agreement (NAFTA)  
are resolved.
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means there has been little disinflationary pressure rising to offset 
the currency-induced spike in inflation (the post-Brexit plunge in the 
pound meant that the domestic cost of imports spiked) — something 
that is spurring monetary policymakers into action. 

Further, the progress on the details of the divorce process is helping 
to remove some of the clouds from the outlook — in particular, the 
recent agreement on a 21-month transition period once the UK 
formally exits the EU in March 2019. 

Elsewhere in Europe, the economy for the aggregate Eurozone 
remains in solid shape — all 19 members of the Monetary Union 
experienced growth in 2017 and are expected to do so again this 
year, albeit at more moderate rates in general, in the context of firm 
business investment and consumer spending. Of particular note is 
the performance of countries that were at the centre of the sovereign 
debt crisis that reached its boiling point in 2012 — the PIIGS 
(Portugal, Ireland, Italy, Greece and Spain) have gotten out of the 
trough.  

CHART 11: ALL TOGETHER, AGAIN 
Real GDP By Country 
(year-over-year percent change) 

 

 

Forecasts for 2018 are Bloomberg consensus forecasts 
Source: Bloomberg, Guardian Capital 

European politics, however, have become arguably less stable of 
late. Emmanuel Macron’s economic reforms, while well received by 
markets, have been met with widespread labour stoppages in 
France. In Germany, Angela Merkel’s CDU/CSU party’s less than 
stellar showing in last fall’s federal election means that it is now 
governing as part of a somewhat reluctant coalition. Finally, Italy’s 
March general election resulted in a hung parliament as the 
nationalist Five Star movement received the most votes but does not 
have support to form a government. 

Despite this, the Eurozone economy is still set to receive a boost 
from fiscal stimulus, most notably from Germany, while the European 
Central Bank (ECB) continues to pump liquidity into the system. 
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Speaking of fiscal policy, the US is expected to return to a growth 
leadership role in part due to the loosening of the fiscal spigot. The 
world’s largest economy is anticipated to be one of the few major 
markets that should post an accelerated pace of expansion in the 
current year, as tax cuts and full expensing of capital expenditures 
are expected to stoke an uptick in business investment while 
increased government infrastructure spending will also make a 
positive contribution to growth. 

CHART 12: PUBLIC & PRIVATE INVESTMENT BOOST 
Contribution to US Real GDP Growth  
(percentage points) 

 
 

Forecasts are Bloomberg consensus forecasts 
Source: Bloomberg, Guardian Capital 

The American consumer should also continue to provide a solid 
support for the economy as a whole, with extremely tight labour 
markets ultimately giving way to wage increases — both of which 
bode well for spending on goods, services and housing. 

North of the border, the Canadian economy is feeling a bit of a 
hangover from its G7-leading growth rate last year. Consumer 
spending, underpinned by strong labour markets with assists from 
tax credits and increased debt, posted its best year since 2010 but 
tighter financial conditions — related to rising interest rates and 
tighter mortgage regulations — point to a reversion to more trend-like 
activity for 2018.  

Government infrastructure spending plans will help mitigate the 
slowdown, however, business investment is likely to continue to be 
constrained until the uncertainties surrounding the fate of the North 
American Free Trade Agreement (NAFTA) are resolved. 
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Looking east, the Japanese economy remains on 
firm footing and continues to ride its best streak of 
growth in three decades. Prime Minister Shinzo Abe’s 
“three arrows” — fiscal stimulus, monetary easing and 
structural reforms of which the most notable is related 
to corporate governance —  have been key to get the 
world’s third largest economy back on track following 
30 years of stagnation. But while Abe’s mandate was 
given renewed support in the election in October,  
the political picture is not quite as clear as it once  
was as scandal has embroiled the top ranks of  
Japan’s government.

Within the Emerging Markets, China remains the 
most important concern. The world’s second largest 
economy continues to grow at a robust rate — it alone 
accounts for one-third of total global growth despite 

its weight in terms of total output being less than half 
that — but is undergoing a managed moderation. 
Indeed, as President Xi Jinping begins his second term 
as President, the country is putting more emphasis on 
quality of growth rather than quantity and in doing so, 
attempting to address its problematic debt situation  
in an effort to quell concerns over a growing bubble.

India, in contrast, is expected to see growth accelerate 
and hold the mantle of word’s fastest growing 
economy both this year and next as economic 
reforms pushed by Prime Minister Narendra Modi 
gain increasing traction and begin to pay dividends 
in terms of supporting business investment and 
providing governments improved capacity to invest  
in infrastructure.
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CHART 13: NOT THE BEST INTENTIONS 
Canadian Private Non-Residential Capital Expenditure  
(billions of dollars) 

 

 

2017 data is preliminary estimate; 2018 are intentions as per The Capital and Repair Expenditures Survey 
Source: Statistics Canada, Guardian Capital 

Looking east, the Japanese economy remains on firm footing and 
continues to ride its best streak of growth in three decades. Prime 
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corporate governance —  have been key to get the world’s third 
largest economy back on track following 30 years of stagnation. But 
while Abe’s mandate was given renewed support in the election in 
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scandal has embroiled the top ranks of Japan’s government. 

CHART 14: GROWTH GOING GOOD 
Japanese Real GDP 
(year-over-year percent change) 

 

 

Forecast is Bloomberg consensus forecast; shaded regions represent periods of US recession 
Source: Bloomberg, International Monetary Fund, Guardian Capital 

Within the Emerging Markets, China remains the most important 
concern. The world’s second largest economy continues to grow at a 
robust rate — it alone accounts for one-third of total global growth 
despite its weight in terms of total output being less than half that — 
but is undergoing a managed moderation. Indeed, as President Xi 
Jinping begins his second term as President, the country is putting 
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more emphasis on quality of growth rather than quantity and in doing 
so, attempting to address its problematic debt situation in an effort to 
quell concerns over a growing bubble. 

CHART 15: GROWING CONCERN NEEDS TO BE ADDRESSED 
Nonfinancial Sector Debt-to-GDP Ratio 
(percent) 

 

 

Source: International Monetary Fund, Bank for International Settlements Guardian Capital 

India, in contrast, is expected to see growth accelerate and hold the 
mantle of word’s fastest growing economy both this year and next as 
economic reforms pushed by Prime Minister Narendra Modi gain 
increasing traction and begin to pay dividends in terms of supporting 
business investment and providing governments improved capacity 
to invest in infrastructure. 

CHART 16: ONWARDS & UPWARDS 
India Real GDP 
(year-over-year percent change) 

 

 

Forecast is Bloomberg consensus forecast 
Source: Bloomberg, Guardian Capital 

Likewise, the growth trajectory in Latin America is expected to 
continue to move higher, predominantly thanks to Brazil’s continued 
recovery from recession and the sustained improvement of domestic 
economic conditions there as well as in Mexico. These two countries, 
however, face material risks from upcoming elections — Mexico in 
July and Brazil in October — with populist candidates currently 
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Likewise, the growth trajectory in Latin America is 
expected to continue to move higher, predominantly 
thanks to Brazil’s continued recovery from recession 
and the sustained improvement of domestic economic 
conditions there as well as in Mexico. These two 
countries, however, face material risks from upcoming 
elections — Mexico in July and Brazil in October — 
with populist candidates currently polling strongly, 
while Mexico also faces the added risk associated with 
the uncertain trade relations between it and the US, 
the main destination for its exports.

But while the signal from the baseline outlook 
remains positive, there are ample risks lingering 
over the horizon that have added to, and served 
as a catalyst for, the volume of noise within global 
financial markets.

As has largely been the case over the last year, the 
source of the loudest clamour has been geopolitical 
risk, specifically that emanating from the man with the 
megaphone (or Twitter account) in the White House.

The US President expressed disdain for standing trade 
agreements and relationships since he was on the 
campaign trail, but while it had largely just served as 
bluster up to this point, the Administration actually 
followed through and fired its first shots in a potential 
trade war.

(Trade) War, What is it Good For?  
Absolutely Nothing…

In the simplest sense, the flow of goods (and services) 
across borders is important because it provides 
consumers within a country access to products (and 
services) that would otherwise not be available or 
not be available in adequate supply. Similarly, trade 
provides businesses with a larger potential client base 
than would be available solely their domestic market. 

On a more granular level, given the general scarcity of 
inputs to production, international trade encourages 
countries to specialize in those areas in which they 
can produce goods more efficiently (i.e. with lower 
opportunity costs) than others, a concept known as 
“comparative advantage”. Countries thus produce 
goods for which they have a comparative advantage 
and export them to other countries at a lower cost 
than those goods would otherwise be able to attain 
while importing goods made more cheaply abroad. 

The net result is that total consumption is higher 
among all countries engaged in trade than would be 
the case without it. Trade is not a zero-sum game;  
it is mutually beneficial for all parties involved —  
it is not a coincidence that the syncing up of global 
growth for the first time in a decade has come as 
global trade growth has experienced what is arguably 
its first material and persistent acceleration since the 
turn of the millennium when China joining the World 
Trade Organization (China signed December 11, 2001).
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US Policy Uncertainty Index 
(index) 

 

 

Shaded regions represent periods of US recession 
Source: Bloomberg, Guardian Capital 

The US President expressed disdain for standing trade agreements 
and relationships since he was on the campaign trail, but while it had 
largely just served as bluster up to this point, the Administration 
actually followed through and fired its first shots in a potential trade 
war. 
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In the simplest sense, the flow of goods (and services) across 
borders is important because it provides consumers within a country 
access to products (and services) that would otherwise not be 
available or not be available in adequate supply. Similarly, trade 
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countries at a lower cost than those goods would otherwise be able 
to attain while importing goods made more cheaply abroad.  

The net result is that total consumption is higher among all countries 
engaged in trade than would be the case without it. Trade is not a 
zero-sum game; it is mutually beneficial for all parties involved — it is 
not a coincidence that the syncing up of global growth for the first 
time in a decade has come as global trade growth has experienced 
what is arguably its first material and persistent acceleration since 
the turn of the millennium when China joining the World Trade 
Organization (China signed December 11, 2001). 

CHART 18: SPREADING THE WEALTH 
CPB World Trade Volumes Index 
(year-over-year percent change of the three-month moving average) 

 

Shaded regions represent periods of US recession 
Source: Bloomberg, Guardian Capital 

In some circumstances, however, countries may decide that they 
want to support certain domestic industries by constructing trade 
barriers that limit imports.  

One of the main supports for trade barriers is the “infant industry” 
argument which posits that nascent domestic industries need to be 
protected until they can achieve economies of scale that permit them 
to be competitive internationally — absent protection, these 
industries would be overpowered by existing players and unable to 
flourish. This was actually an argument that was put forward by the 
first US Treasury Secretary, Alexander Hamilton, to protect early 
American industries from being overwhelmed by British 
manufacturing prowess.  

One of the main types of barriers are tariffs, which are taxes on 
imported goods.  

For the country imposing the tariffs, domestic production rises while 
the government also sees an added source of revenue, both of 
which are positive. Since the country is less efficient at producing the 
goods on which tariffs are imposed, however, the domestic costs of 
those goods rises; add to that the fact that costs of importing have 
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In some circumstances, however, countries may decide 
that they want to support certain domestic industries 
by constructing trade barriers that limit imports. 

One of the main supports for trade barriers is the 
“infant industry” argument which posits that nascent 
domestic industries need to be protected until they 
can achieve economies of scale that permit them to  
be competitive internationally — absent protection, 
these industries would be overpowered by existing 
players and unable to flourish. This was actually  
an argument that was put forward by the first US  
Treasury Secretary, Alexander Hamilton, to protect 
early American industries from being overwhelmed  
by British manufacturing prowess. 

One of the main types of barriers are tariffs, which  
are taxes on imported goods. 

For the country imposing the tariffs, domestic 
production rises while the government also sees an 
added source of revenue, both of which are positive. 
Since the country is less efficient at producing the 
goods on which tariffs are imposed, however, the 
domestic costs of those goods rises; add to that the  
fact that costs of importing have increased thanks  
to the tariff and prices rise which weakens the 
purchasing power of domestic consumers. 

Moreover, the country imposing the tariff typically 
sees their currency strengthen, which means that its 
international competitiveness is eroded (it makes its 
goods more expensive in foreign markets) which is a 
negative for other export-oriented domestic industries 
and can offset the production gains from the tariff. 
The hope is that the positives outweigh the negatives, 
but that is not always the case.

For the countries targeted by the tariffs, the hit to 
production from the lower demand for exports is 
somewhat mitigated by the increased competitiveness 
that comes from a weaker currency (which makes 
the cost of its exports cheaper), but the net impact 
is unambiguously negative. Accordingly, there is 
incentive to retaliate by imposing tariffs of their  
own. This is how a “tit-for-tat” trade war can begin,  
a potentially spiralling self-defeating vicious cycle 
since the more barriers to trade that go up, the  
greater the hit to demand and the bigger the  
negative impact on global growth. 

Declaration of War?

The opening salvo in this potential trade war is 
the move by the US Administration to implement 
import tariffs on steel and aluminum imports in 
February. These tariffs have proven to be more noise 
than anything, given that they have a narrower scope 
than first feared — with the likes of Canada, Europe, 
Mexico, South Korea, and Brazil ultimately being 
granted exemptions, while China and Russia export 
only a small share of these commodities stateside. 

The signal here, however, is clear (and negative): the 
US is adopting a more protectionist approach to its 
trade policy — however misguided it may be, given 
that technology, more than imports, was the bigger 
driver of reducing the significance of the US steel 
industry as a source of employment.

The US also subsequently announced that it was 
introducing tariffs on tech-heavy imports from China 
in response to its view that America was suffering 
losses due to illegal technological transfers to the 
world’s second largest economy. Importantly here as 
well, though, the direct impact is fairly benign — the 
coverage is some $50 billion worth of Chinese exports 
and at a rate of up to 25%, which compares to the 45%  
rate touted by the US President on the campaign trail. 

While not insignificant, this is but a drop in the bucket 
for China — the nation had a trade surplus with the 
US totalling $375 billion in 2017 on $506 billion 
worth of exports — and is unlikely to have a material 
impact on economic growth prospects.
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CHART 19: UNHAPPY CUSTOMER 
US Imports by Country of Origin, 2017 
(billions of dollars) 

 
 

Source: US Census Bureau, Guardian Capital 

Again, though, the concern is the signal being sent and what the 
fallout would be should tensions escalate. Despite what the 
American President may think, trade wars are neither good nor are 
they easy to win and that is especially the case when engaging a 
formidable adversary such as China.  

While China’s economy is roughly twice as exposed to trade as the 
US, it has reduced its dependence on exports over the last decade 
(exports represent just 20% of China’s GDP, which compares to 37% 
10 years ago) and its domestic economy is still big enough to likely 
absorb the brunt of any hit. 

As well, China’s position at the centre of the global supply chain and 
its importance to American multinationals — which have sunk five 
times more capital into China than Chinese companies have into the 
US — as well as the fact that China is a significant funder of US 
sovereign debt (it is the largest foreign holder of US Treasuries, 
owning $1.2 trillion or 8% of all marketable securities) at a time when 
the US is upping its bond issuance to fund its fiscal initiatives, give it 
powerful weapons.   
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Again, though, the concern is the signal being sent  
and what the fallout would be should tensions 
escalate. Despite what the American President may 
think, trade wars are neither good nor are they easy  
to win and that is especially the case when engaging  
a formidable adversary such as China. 

While China’s economy is roughly twice as exposed 
to trade as the US, it has reduced its dependence on 
exports over the last decade (exports represent just 
20% of China’s GDP, which compares to 37% 10 years 
ago) and its domestic economy is still big enough to 
likely absorb the brunt of any hit.

As well, China’s position at the centre of the global 
supply chain and its importance to American 
multinationals — which have sunk five times more 
capital into China than Chinese companies have into 
the US — as well as the fact that China is a significant 
funder of US sovereign debt (it is the largest foreign 
holder of US Treasuries, owning $1.2 trillion or 8% 
of all marketable securities) at a time when the US is 
upping its bond issuance to fund its fiscal initiatives, 
give it powerful weapons.  

A trade war between the world’s two largest economies 
would likely have many other countries caught in 
the crossfire, and multiply the magnitude of negative 
economic spillovers globally — particularly among 
the Emerging Markets which are more dependent on 
trade, particularly trade with the US, as a driver of 
growth than their Developed Market counterparts.

China, unsurprisingly, has retaliated — first 
announcing tariffs of its own, of 15% to 25% on US 
exports totalling just $3 billion, but following up 
with a more aggressive tariff plan targeting $50 billion 
of key American imports (including planes, cars, 
chemicals, soybeans and beef). 

The question now is to what degree tensions will 
further escalate — we have a tentative idea here, with 
the US President suggesting looking into targeting 
another $100 billion worth of imports. 

There have been indications of a willingness to 
negotiate and solace can be taken in the fact that 
despite earlier hardline stances from the US about 
NAFTA, negotiations there have apparently made 
some material progress of late (most notable is the 
US dropping its demand to have 50% of auto content 
American made) which is a plus for Canada and 
Mexico, while the US and South Korea also recently 
agreed to a revised trade pact.

In other words, there is seemingly a desire to reach 
agreements and there is hope for the sabre rattling  
to be nothing but noise rather than a signal of  
a seismic shift in how international trade relations  
are managed.
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CHART 20: DEEPLY INDEBTED TO YOU 
China Holdings of US Treasury Securities 
(billions of dollars) 

 

 

Source: Bloomberg, Guardian Capital 

A trade war between the world’s two largest economies would likely 
have many other countries caught in the crossfire, and multiply the 
magnitude of negative economic spillovers globally — particularly 
among the Emerging Markets which are more dependent on trade, 
particularly trade with the US, as a driver of growth than their 
Developed Market counterparts. 

CHART 21: CAUSALTIES OF WAR? 
Export to US as a Share of GDP, 2017 
(percent) 

 

 

Source: US Census Bureau, International Monetary Fund, Guardian Capital 

China, unsurprisingly, has retaliated — first announcing tariffs of its 
own, of 15% to 25% on US exports totalling just $3 billion, but 
following up with a more aggressive tariff plan targeting $50 billion of 
key American imports (including planes, cars, chemicals, soybeans 
and beef).  

The question now is to what degree tensions will further escalate — 
we have a tentative idea here, with the US President suggesting 
looking into targeting another $100 billion worth of imports.  
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CHART 20: DEEPLY INDEBTED TO YOU 
China Holdings of US Treasury Securities 
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A trade war between the world’s two largest economies would likely 
have many other countries caught in the crossfire, and multiply the 
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among the Emerging Markets which are more dependent on trade, 
particularly trade with the US, as a driver of growth than their 
Developed Market counterparts. 
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Staying on the Baseline

Assuming that cooler heads prevail with respect to 
trade policy, and risks subside — and there is scope 
for this given the consultation period prior to the 
new tariffs coming into effect — it appears that global 
economic expansion will live to see its ninth birthday 
(the expansion started in July 2009 and is slated to 
become the second longest expansion phase since 
1900 come May).

The projected above-potential growth across countries 
means that this year will finally mark the point where 
the slack created from the hollowing out of demand 
in the financial crisis is fully re-absorbed, as the IMF 
projects that the output gap for the 39 Advanced 
Economies will be closed for the first time since 2008.

This matters because it is when the economy hits 
capacity constraints, not before, that price pressures 
become more prominent and inflation accelerates.

Indeed, nearly nine years into this expansion are price 
pressures really starting to materialize, and despite the 
knee-jerk reaction by markets to some inflation figures 
in Q1, even then only marginally so. 

While the trend is higher, there are no clear indications 
that inflation is accelerating aggressively and the 
majority of major economies are still seeing their 
inflation rates run below target — the exception is the 
UK, which is experiencing the negative repercussions 
of the sharp depreciation of its currency in the 
aftermath of the Brexit vote.

Tighter, but Not Tight

So while it may be the case that the fairly sanguine 
economic outlook supports a shift among global 
central bankers toward normalizing their policy  
stance, the process of unwinding the crisis-level  
policy stimulus in the global financial system  
remains very gradual.
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There have been indications of a willingness to negotiate and solace 
can be taken in the fact that despite earlier hardline stances from the 
US about NAFTA, negotiations there have apparently made some 
material progress of late (most notable is the US dropping its 
demand to have 50% of auto content American made) which is a 
plus for Canada and Mexico, while the US and South Korea also 
recently agreed to a revised trade pact. 

In other words, there is seemingly a desire to reach agreements and 
there is hope for the sabre rattling to be nothing but noise rather than 
a signal of a seismic shift in how international trade relations are 
managed. 

Staying on the Baseline 

Assuming that cooler heads prevail with respect to trade policy, and 
risks subside — and there is scope for this given the consultation 
period prior to the new tariffs coming into effect — it appears that 
global economic expansion will live to see its ninth birthday (the 
expansion started in July 2009 and is slated to become the second 
longest expansion phase since 1900 come May). 

CHART 22: LONG MAY YOU RUN 
Duration of US Economic Expansions  
(months) 

 
 

 

Source: National Bureau of Economic Research, Guardian Capital 
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hollowing out of demand in the financial crisis is fully re-absorbed, as 
the IMF projects that the output gap for the 39 Advanced Economies 
will be closed for the first time since 2008. 
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CHART 23: FINALLY CLOSING THE GAP 
Advanced Economies’ Aggregate Output Gap  
(percent of potential GDP) 

 
 

 

Source: International Monetary Fund, Guardian Capital 

This matters because it is when the economy hits capacity 
constraints, not before, that price pressures become more prominent 
and inflation accelerates. 

Indeed, nearly nine years into this expansion are price pressures 
really starting to materialize, and despite the knee-jerk reaction by 
markets to some inflation figures in Q1, even then only marginally so.  

While the trend is higher, there are no clear indications that inflation 
is accelerating aggressively and the majority of major economies are 
still seeing their inflation rates run below target — the exception is 
the UK, which is experiencing the negative repercussions of the 
sharp depreciation of its currency in the aftermath of the Brexit vote. 

CHART 24: STILL MISSING THE MARK 
Domestic Inflation Rate Versus Target Inflation Rate 
(percent) 
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Setting the tone among global monetary policymakers 
is the US Federal Reserve (the Fed). New Fed Chair 
Jerome Powell, followed the pre-set path in his first 
meeting as head of the American central bank, raising 
the fed funds rate target by 25 basis points to a range 
of 1.50% to 1.75%. 

The Fed has now hiked rates six times since the 
tightening cycle began in December 2015, but it 
still projects that it will not be until the end of next 
year that policy rates reach the Federal Open Market 
Committee’s (FOMC) estimated longer-run “neutral” 
rate of 2.875%. 

As well, though the Fed has started to taper its 
reinvestment of the principal of the maturing 
securities on its $4½ trillion balance sheet, it will be 
a long while before the monetary authority’s asset 
holdings are anywhere near their pre-crisis levels  

(it is the stock of holdings that influences market rates, 
not the flows, and the Fed estimates that its bond 
purchases pushed 10-year US Treasury rates down in 
excess of 100 basis points). 

The Bank of Canada (BOC) also raised its policy rates  
in Q1, hiking the overnight rate target by 25 basis 
points in January to 1.25%. With the Canadian 
economy now running close to full capacity, market 
expectations are for Canadian policymakers to keep 
pace with those stateside, with two more hikes being 
discounted by year-end.

Importantly, though, BOC Governor Stephen Poloz 
recently stated that he thinks the Canadian economy 
“has a degree of untapped supply potential” which 
could prolong the expansion without causing inflation 
pressures. Add to this the swath of Canada-only 
uncertainties for the domestic outlook (namely, 
change to the US trade policy but also the impact of 
the changes in mortgage regulations and rate hikes 
on housing) and it appears that this rate path is a 
little aggressive — which would mean that there is 
room for further currency depreciation and scope for 
outperformance of Canadian bonds (especially those 
at the front-end of the curve). 

In the UK, the Bank of England (BOE) responded to 
the general resilience of the domestic economy post-
Brexit and currency-induced bump up in inflation 
with a rate hike November. Though the British central 
bank stood pat in the subsequent three decisions 
(most recently on March 22), the Monetary Policy 
Committee acknowledged that “an ongoing tightening 
of monetary policy” would be required to return 
inflation to target. 
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So while it may be the case that the fairly sanguine economic outlook 
supports a shift among global central bankers toward normalizing 
their policy stance, the process of unwinding the crisis-level policy 
stimulus in the global financial system remains very gradual. 

CHART 25: HIGHER BUT STILL LOW 
Central Bank Policy Interest Rates 
(percent) 

 

Dashed lines represent forward overnight index swap rate curve 
Source: Bloomberg, Guardian Capital 
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the pre-set path in his first meeting as head of the American central 
bank, raising the fed funds rate target by 25 basis points to a range 
of 1.50% to 1.75%.  

The Fed has now hiked rates six times since the tightening cycle 
began in December 2015, but it still projects that it will not be until 
the end of next year that policy rates reach the Federal Open Market 
Committee’s (FOMC) estimated longer-run “neutral” rate of 2.875%.  

CHART 26: THE LONG AND WINDING ROAD 
FOMC Median Projected Fed Funds Rate Target Mid-Point by Year-End 
(percent) 

 

Source: Federal Reserve Board, Guardian Capital 

-1

0

1

2

3

4

5

6

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Federal Reserve
European Central Bank
Bank of England
Bank of Canada

1.625

2.125

2.875

3.375

2.875

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

Current 2018 2019 2020 Longer run

Chart 25: Higher, but still low
Central Bank Policy Interest Rates 
(percent)

Dashed lines represent forward overnight index swap rate curve 
Source: Bloomberg, Guardian Capital

 
19 

 

So while it may be the case that the fairly sanguine economic outlook 
supports a shift among global central bankers toward normalizing 
their policy stance, the process of unwinding the crisis-level policy 
stimulus in the global financial system remains very gradual. 

CHART 25: HIGHER BUT STILL LOW 
Central Bank Policy Interest Rates 
(percent) 

 

Dashed lines represent forward overnight index swap rate curve 
Source: Bloomberg, Guardian Capital 

Setting the tone among global monetary policymakers is the US 
Federal Reserve (the Fed). New Fed Chair Jerome Powell, followed 
the pre-set path in his first meeting as head of the American central 
bank, raising the fed funds rate target by 25 basis points to a range 
of 1.50% to 1.75%.  

The Fed has now hiked rates six times since the tightening cycle 
began in December 2015, but it still projects that it will not be until 
the end of next year that policy rates reach the Federal Open Market 
Committee’s (FOMC) estimated longer-run “neutral” rate of 2.875%.  

CHART 26: THE LONG AND WINDING ROAD 
FOMC Median Projected Fed Funds Rate Target Mid-Point by Year-End 
(percent) 

 

Source: Federal Reserve Board, Guardian Capital 

-1

0

1

2

3

4

5

6

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Federal Reserve
European Central Bank
Bank of England
Bank of Canada

1.625

2.125

2.875

3.375

2.875

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

Current 2018 2019 2020 Longer run

Chart 26: The long and winding road
FOMC Median Projected Fed Funds Rate Target Mid-Point by Year-End 
(percent)

Source: Federal Reserve Board, Guardian Capital

 
20 

 

As well, though the Fed has started to taper its reinvestment of the 
principal of the maturing securities on its $4½ trillion balance sheet, it 
will be a long while before the monetary authority’s asset holdings 
are anywhere near their pre-crisis levels (it is the stock of holdings 
that influences market rates, not the flows, and the Fed estimates 
that its bond purchases pushed 10-year US Treasury rates down in 
excess of 100 basis points).  

The Bank of Canada (BOC) also raised its policy rates in Q1, hiking 
the overnight rate target by 25 basis points in January to 1.25%. With 
the Canadian economy now running close to full capacity, market 
expectations are for Canadian policymakers to keep pace with those 
stateside, with two more hikes being discounted by year-end. 

Importantly, though, BOC Governor Stephen Poloz recently stated 
that he thinks the Canadian economy “has a degree of untapped 
supply potential” which could prolong the expansion without causing 
inflation pressures. Add to this the swath of Canada-only 
uncertainties for the domestic outlook (namely, change to the US 
trade policy but also the impact of the changes in mortgage 
regulations and rate hikes on housing) and it appears that this rate 
path is a little aggressive — which would mean that there is room for 
further currency depreciation and scope for outperformance of 
Canadian bonds (especially those at the front-end of the curve).  

In the UK, the Bank of England (BOE) responded to the general 
resilience of the domestic economy post-Brexit and currency-induced 
bump up in inflation with a rate hike November. Though the British 
central bank stood pat in the subsequent three decisions (most 
recently on March 22), the Monetary Policy Committee 
acknowledged that “an ongoing tightening of monetary policy” would 
be required to return inflation to target.  

CHART 27: MISSING HIGH  
Bank of England Inflation Projection 
(percent) 

 

Source: Bank of England, Guardian Capital 
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Moreover, the tightening would come “somewhat 
earlier” and “by a somewhat greater extent” than was 
penciled in November — the market expectation 
is that the BOE hikes at its next meeting in May 
and moves again before year-end barring any 
complications with the Brexit process.

In contrast to these, however, the other two major 
market central banks are still in the process of adding 
stimulus to the system. 

The European Central Bank (ECB) has reduced the size 
of its monthly asset purchases (down to €30 billion 
as of January from €60 billion last year) and hinted 
that it will soon update its guidance on how long the 
program will continue (it is “intended to run until the 
end of September 2018, or beyond, if necessary”), but no 
changes have been made as of yet (forward guidance is 
expected to come over in the summer). So for the here 
and now, the central bank for the aggregated regions 
is continuing to expand its balance sheet and pump 
liquidity into the financial system.

Likewise, despite whispers that the Bank of Japan (BOJ) 
was looking to shift its policy stance, its open-ended 
asset purchase program continues — one factor 
behind the central bank trimming its purchases 
of government bonds earlier in the year was simply 
operational constraints in terms of meeting their 
target due to a lack of available supply, since the 
BOJ now owns 40% of the market.

There are no official indications that a change in 
course is expected any time soon, and that is especially 
the case now that BOJ Governor Haruhiko Kuroda has 
been given another term as the steward for monetary 
policy in the world’s third largest economy.

Stimulus also remains the name of the game in 
the Emerging Markets as well, as the continued 
containment of inflationary pressures — a function 
of increased credibility of policymakers and their 
adoption of inflation targeting regimes, as well as the 
improvement of net international financial positions 
and current account balances which have helped
to provide greater currency stability — has made  
it so that policymakers are generally not feeling  
an impetus to shift toward policy normalization. 

Central banks in Brazil, Chile, Colombia, Russia, 
and South Africa all cut rates in Q1 while those in 
Argentina, Czech Republic, Hungary, India, Korea, 
Taiwan, Thailand and Turkey either remain planted  
on the sidelines or carried a dovish bias.

Brittle Bond Backdrop

Ultimately, market rates are driven by the biggest 
markets and, accounting for 40% of the world’s total 
bond supply, US Treasury yields serve as the global 
benchmark. As a result, with US rates moving up, 
that means global interest rates in general are moving 
higher as well. Given that bond prices move inversely 
to rates, that is a negative development for fixed 
income securities.
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and moves again before year-end barring any complications with the
Brexit process.

In contrast to these, however, the other two major market central
banks are still in the process of adding stimulus to the system. 

The European Central Bank (ECB) has reduced the size of its
monthly asset purchases (down to €30 billion as of January from €60 
billion last year) and hinted that it will soon update its guidance on
how long the program will continue (it is “intended to run until the end 
of September 2018, or beyond, if necessary”), but no changes have
been made as of yet (forward guidance is expected to come over in
the summer). So for the here and now, the central bank for the 
aggregated regions is continuing to expand its balance sheet and
pump liquidity into the financial system.

CHART 28: EXPANDING BALANCES
European Central Bank Balance Sheet
(trillions of euros)

Source: European Central Bank, Guardian Capital 
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CHART 29: EXPANDING BALANCES
Bank of Japan Holdings of Outstanding Japanese Government Bonds
(percent) 

Source: Bloomberg, Guardian Capital

There are no official indications that a change in course is expected
any time soon, and that is especially the case now that BOJ 
Governor Haruhiko Kuroda has been given another term as the
steward for monetary policy in the world’s third largest economy.

Stimulus also remains the name of the game in the Emerging 
Markets as well, as the continued containment of inflationary
pressures — a function of increased credibility of policymakers and
their adoption of inflation targeting regimes, as well as the
improvement of net international financial positions and current
account balances which have helped to provide greater currency
stability — has made it so that policymakers are generally not feeling
an impetus to shift toward policy normalization.

Central banks in Brazil, Chile, Colombia, Russia, and South Africa all
cut rates in Q1 while those in Argentina, Czech Republic, Hungary,
India, Korea, Taiwan, Thailand and Turkey either remain planted on
the sidelines or carried a dovish bias.

Brittle Bond Backdrop

Ultimately, market rates are driven by the biggest markets and,
accounting for 40% of the world’s total bond supply, US Treasury 
yields serve as the global benchmark. As a result, with US rates
moving up, that means global interest rates in general are moving
higher as well. Given that bond prices move inversely to rates, that is
a negative development for fixed income securities.

All bonds, of course, are not created equal — some areas of the
bond market are better equipped to deal with rising rates than others.

First, shorter-duration bonds are by definition less sensitive to
interest rate movements and less negatively impacted by increases
in yields. Moreover, the front-end of the curve has seen a relatively
larger rise in yields of late than the longer-end (the yield curve has
flattened to its lowest level in a decade) which has actually provided
for a better cushion for returns against rising rates.
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All bonds, of course, are not created equal — some 
areas of the bond market are better equipped to deal 
with rising rates than others.

First, shorter-duration bonds are by definition less 
sensitive to interest rate movements and less negatively 
impacted by increases in yields. Moreover, the front-end  
of the curve has seen a relatively larger rise in yields of 
late than the longer-end (the yield curve has flattened 
to its lowest level in a decade) which has actually 
provided for a better cushion for returns against  
rising rates.

Second, while higher interest rates are credit 
negative — they raise the cost of capital and impinge 
profitability as well as negatively impacting debt 
services costs — the fact that they are rising in 
response to a positive macroeconomic outlook 
typically has a bigger impact in terms of credit quality. 

This is echoed by the historical performance. 
Corporate bonds, which have lower credit quality 
and on average lower duration than their government 
counterparts, have managed to outperform in previous 
periods of rising rates, especially High-Yield credit 
which offers up more equity-like characteristics.  

As well, though credit spreads remain near record  
lows — which suggest little room for further 
compression and thus can place a cap on performance 
in rising rate environment to what is offered by the 
yield — the level of yields on corporate bonds offer 
comparatively better carry than is otherwise available 
in sovereign bond markets.

So, short-duration and corporate credit appear to  
offer more desirable risk/return prospects against  
the macro outlook. 
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CHART 30: SHORTER DURATION, BIGGER CUSHION 
US Bond Index Ratio of Yield to Duration 
(basis points) 

 

Measures the rate increase required to wipe out one-year carry on bond 
Source: Bloomberg, Guardian Capital 
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Source: Bloomberg, Guardian Capital 

Second, while higher interest rates are credit negative — they raise 
the cost of capital and impinge profitability as well as negatively 
impacting debt services costs — the fact that they are rising in 
response to a positive macroeconomic outlook typically has a bigger 
impact in terms of credit quality.  

This is echoed by the historical performance. Corporate bonds, 
which have lower credit quality and on average lower duration than 
their government counterparts, have managed to outperform in 
previous periods of rising rates, especially High-Yield credit which 
offers up more equity-like characteristics.   

CHART 31: RISING RATES BETTER DOWN QUALITY CURVE 
US Bond Index 12-Month Performance by Change in 10-Year Treasury Yields 
(percent) 

 

Based on monthly data back to 1987 
Source: Bloomberg, Guardian Capital 
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yield — the level of yields on corporate bonds offer comparatively 
better carry than is otherwise available in sovereign bond markets. 

CHART 32: CORPORATE CREDIT OFFERS BETTER CARRY 
US Bond Index Yields 
(percent) 

 

Shaded regions represent periods of US recession 
Source: Bloomberg, Guardian Capital 

So, short-duration and corporate credit appear to offer more 
desirable risk/return prospects against the macro outlook.  

But with that said, the uncertainty over the outlook and likelihood of 
sustained volatility means that high-quality, safe haven government 
bonds will likely maintain a bid. Further, the base case does remain 
that rates are unlikely to spike higher — something that is supported 
by market positioning since speculators on Treasuries are still 
historically short, which means that selling pressures from the “fast 
money” crowd may already be somewhat exhausted. 

CHART 33: LOP-SIDED MARKET POSITIONING 
Net Speculative Position on 10-Year US Treasury Note 
(thousands of futures & options contracts; <0 denotes net short position) 

 

Shaded regions represent periods of US recession 
Source: Bloomberg, Guardian Capital 

 

0

5

10

15

20

25

1987 1989 1991 1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017

Treasuries
Investment-Grade
High-Yield

-400

-200

0

200

400

600

800

2000 2002 2004 2006 2008 2010 2012 2014 2016 2018

Chart 32: Corporate credit offers better carry
US Bond Index Yields 
(percent)

Shaded regions represent periods of US recession 
Source: Bloomberg, Guardian Capital



Economic Outlook      | 15

But with that said, the uncertainty over the outlook 
and likelihood of sustained volatility means that 
high-quality, safe haven government bonds will likely 
maintain a bid. Further, the base case does remain that 
rates are unlikely to spike higher — something that is 
supported by market positioning since speculators on 
Treasuries are still historically short, which means that 
selling pressures from the “fast money” crowd may 
already be somewhat exhausted.

This suggests that there still remains scope for positive 
performance in the sovereign bond space as well 
(albeit, small in comparison to history given the  
still-low level of yields).

Taking Stock of Market Conditions

Intuitively, rising interest rates are negative for equities 
since they raise the cost of capital and can thus restrain 
capital expenditures and other business investment 
which can restrict business growth. Lower growth would  
command a lower valuation multiple, as would the 
fact that higher discount rates mean that the present 
value of future cash flows are decreased — all else the 
same, that should mean bad news for stock prices.

This interpretation of the relationship was a factor 
behind the first leg of the downdraft in markets in  
Q1 — strong inflation prints drove a re-rating of 
market expectations for interest rates which drove  
a spike in yields and a commiserate plunge in stocks.

Interestingly, however, an inverse relationship between 
rates and stock prices has not actually been the case 
over the last three decades. While the overall trend in 
rates has been lower over the last 30 years, there have 
been periods in which bond yields did increase over 
at least a 12-month span. If these previous periods 
can serve as a guide, rising interest rates are not things 
to be feared by equity investors — in fact, the stock 
market has put in its best 12-month performances  
in periods of rising interest rates, with 50 to 100 basis 
point rises seemingly being the sweet spot. 

While rising interest rates coinciding with strong stock 
markets may seem counter-intuitive, it really is not. 

For interest rates to be rising, it means that markets 
are pricing in rate hikes from monetary policymakers 
which means that economic growth is strong enough 
to be generating inflation — growth and inflation are 
equity-positive. 

This sentiment is evident in the fact that the sector 
performance amid rising interest rates is heavily 
skewed toward the Cyclical sectors, while the stock 
market’s bond proxies lag. Conversely, declining 
interest rates mean that markets are expecting short-
term rates to fall which would come in the context of 
a sputtering growth backdrop and ebbing inflationary 
pressures — these environments are typically not 
beneficial for risk and have historically coincided  
with Defensive sectors leading the pack.
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This suggests that there still remains scope for positive performance 
in the sovereign bond space as well (albeit, small in comparison to 
history given the still-low level of yields). 

Taking Stock of Market Conditions 

Intuitively, rising interest rates are negative for equities since they 
raise the cost of capital and can thus restrain capital expenditures 
and other business investment which can restrict business growth. 
Lower growth would command a lower valuation multiple, as would 
the fact that higher discount rates mean that the present value of 
future cash flows are decreased — all else the same, that should 
mean bad news for stock prices. 

This interpretation of the relationship was a factor behind the first leg 
of the downdraft in markets in Q1 — strong inflation prints drove a 
re-rating of market expectations for interest rates which drove a 
spike in yields and a commiserate plunge in stocks. 

Interestingly, however, an inverse relationship between rates and 
stock prices has not actually been the case over the last three 
decades. While the overall trend in rates has been lower over the 
last 30 years, there have been periods in which bond yields did 
increase over at least a 12-month span. If these previous periods 
can serve as a guide, rising interest rates are not things to be feared 
by equity investors — in fact, the stock market has put in its best 12-
month performances in periods of rising interest rates, with 50 to 100 
basis point rises seemingly being the sweet spot.  

CHART 34: EQUITIES OUTPERFORM WHEN RATES RISE 
S&P 500 12-Month Total Return by Change in 10-Year US Treasury Note Yields 
(percent) 

 

Based on monthly data back to 1987 
Source: Bloomberg, Guardian Capital 

While rising interest rates coinciding with strong stock markets may 
seem counter-intuitive, it really is not.  

For interest rates to be rising, it means that markets are pricing in 
rate hikes from monetary policymakers which means that economic 
growth is strong enough to be generating inflation — growth and 
inflation are equity-positive.  

Chart 34: Equities outperform when rates rise
S&P 500 12-Month Total Return by Change in 10-Year US Treasury Note Yields 
(percent)

Based on monthly data back to 1987 
Source: Bloomberg, Guardian Capital
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There is also an inverse relationship between 
performance in a rising interest rate environment 
and dividend yields — rising yields mean that bond 
proxies face added competition for income investors 
from bonds, while other equity investors have reduced 
demand for the downside protection that comes with 
the dividend cushion in favour of cyclical, high-beta 
growth plays. The higher yielding stocks are more 
exposed to these dynamics, however, not all dividend 
paying stocks are exposed in the same way.

But rising rates are not beneficial for companies that 
carry at lot of debt on their balance sheets — and the 
market happens to account for this, as those areas 
of the stock market with the higher debt loads have 
historically underperformed their peers over 12-month 
periods in which interest rates increase (for falling 
rates, the opposite has historically held true).

The bottom line is that contrary to the fears of some 
investors, increases in both interest rates and stock 
prices can co-exist. That said, rising yields do not 
benefit all areas of the stock market in equal measure, 
meaning that an active approach to investing can 
create the potential to better address the challenges 
and exploit the opportunities that arise in this new 
market environment.

Ode to Income

Another thing about the new market environment  
is that it is likely to result in a sustained return to  
more “normal” levels of volatility. Instead of just going 
straight up, there are likely to be more stops and starts 
and even corrections — corrections, despite their 
recent infrequency, are part and parcel of bull markets, 
offering opportunities to clear the froth to help reset 
for the next leg higher.

This potential for choppier waters in the stock market 
means that rather than all boats keeping afloat as has 
generally been the case in recent years, some will sink 
while others will swim. 

It is this type of more uncertain market environment 
that has historically been beneficial to the more 
dividend-focused equities as investors increasingly 
seek to mute the volatility — dividend stocks typically 
outperform during market corrections (the Tech 
Bubble being a notable exception).
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This sentiment is evident in the fact that the sector performance amid 
rising interest rates is heavily skewed toward the Cyclical sectors, 
while the stock market’s bond proxies lag. Conversely, declining 
interest rates mean that markets are expecting short-term rates to 
fall which would come in the context of a sputtering growth backdrop 
and ebbing inflationary pressures — these environments are typically 
not beneficial for risk and have historically coincided with Defensive 
sectors leading the pack. 

CHART 35: RISING RATES PRO-GROWTH, FALLING DEFENSIVE 
S&P 500 Sector 12-Month Performance by Direction of Interest Rates 
(percent) 

 

Based on monthly data back to 1987 
Source: Bloomberg, Guardian Capital 

There is also an inverse relationship between performance in a rising 
interest rate environment and dividend yields — rising yields mean 
that bond proxies face added competition for income investors from 
bonds, while other equity investors have reduced demand for the 
downside protection that comes with the dividend cushion in favour 
of cyclical, high-beta growth plays. The higher yielding stocks are 
more exposed to these dynamics, however, not all dividend paying 
stocks are exposed in the same way. 
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CHART 36: DIVIDEND STOCKS DON’T PAY IN RISING RATE WORLD 
S&P 500 Sector Performance When 10-Year Yields Increase 

 

Source: Bloomberg, Guardian Capital 

But rising rates are not beneficial for companies that carry at lot of 
debt on their balance sheets — and the market happens to account 
for this, as those areas of the stock market with the higher debt loads 
have historically underperformed their peers over 12-month periods 
in which interest rates increase (for falling rates, the opposite has 
historically held true). 

CHART 37: RISING RATES ARE NOT THE BEST FOR THE LEVERAGED 
S&P 500 Sector Performance When 10-Year Yields Increase 

 

Source: Bloomberg, Guardian Capital 
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said, rising yields do not benefit all areas of the stock market in equal 
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the potential to better address the challenges and exploit the 
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It is undeniable that growth investing has been the 
more lucrative strategy in recent history, however, 
past is not necessarily precedent and all strategies go 
through intervals of under- and outperformance. 

While it may be the case that income investing  
has not necessarily been the best tactic of late, history 
indicates that investors with a long-run focus on 
wealth building will see the benefits of maintaining  
a disciplined and consistent income-focused 
investment approach over the entire business cycle, 
with history showing the strategy yields better  
long-run performance with lower volatility.

In looking for income opportunities, some of the 
highest yielding stock markets can be found abroad, 
with Europe and Emerging Markets in particular 
offering attractive yield pickups relative to North 
American markets.

Yield for the sake of yield, however, is not necessarily 
an optimal strategy. But in this case, the positive yield 
characteristics happen to be accompanied by upbeat 
economic outlooks that are underpinning buoyant 
earnings projections.

On top of that, the recent market correction has provided  
an even more compelling entry point in terms of 
valuations, which supports the view that there are return  
opportunities to be found in international markets 
as well — not to mention the fact that geographic 
diversification from adding international exposure  
is also beneficial from a risk management standpoint.
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Instead of just going straight up, there are likely to be more stops 
and starts and even corrections — corrections, despite their recent 
infrequency, are part and parcel of bull markets, offering 
opportunities to clear the froth to help reset for the next leg higher. 

This potential for choppier waters in the stock market means that 
rather than all boats keeping afloat as has generally been the case in 
recent years, some will sink while others will swim.  

It is this type of more uncertain market environment that has 
historically been beneficial to the more dividend-focused equities as 
investors increasingly seek to mute the volatility — dividend stocks 
typically outperform during market corrections (the Tech Bubble 
being a notable exception). 

CHART 38: DIVIDEND STOCKS PAY IN DOWN MARKETS 
Performance Relative to S&P 500 During Corrections  
(basis points; >0 denotes outperformance relative to S&P 500) 

 

Corrections are defined as peak-to-trough declines in S&P 500 between 5% and 20% 
Source: Bloomberg, Guardian Capital 

It is undeniable that growth investing has been the more lucrative 
strategy in recent history, however, past is not necessarily precedent 
and all strategies go through intervals of under- and outperformance.  

While it may be the case that income investing has not necessarily 
been the best tactic of late, history indicates that investors with a 
long-run focus on wealth building will see the benefits of maintaining 
a disciplined and consistent income-focused investment approach 
over the entire business cycle, with history showing the strategy 
yields better long-run performance with lower volatility. 
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CHART 39: DIVIDENDS PAY DIVIDENDS FOR PORTFOLIOS 
S&P 500 Stocks’ Total Return by Dividend Policy, Last 40 Years  
(annualized percent change) 

 
 

 

Source: Ned Davis Research, Guardian Capital 

In looking for income opportunities, some of the highest yielding 
stock markets can be found abroad, with Europe and Emerging 
Markets in particular offering attractive yield pickups relative to North 
American markets. 

CHART 40: LOOKING ABROAD YIELDS OPPORTUNITY 
MSCI Country Index Dividend Yield 
(percent) 

 

Source: Bloomberg, Guardian Capital 

Yield for the sake of yield, however, is not necessarily an optimal 
strategy. But in this case, the positive yield characteristics happen to 
be accompanied by upbeat economic outlooks that are underpinning 
buoyant earnings projections. 

On top of that, the recent market correction has provided an even 
more compelling entry point in terms of valuations, which supports 
the view that there are return opportunities to be found in 
international markets as well — not to mention the fact that 
geographic diversification from adding international exposure is also 
beneficial from a risk management standpoint. 
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Chart 39: Dividends pay dividends for portfolios
S&P 500 Stocks’ Total Return by Dividend Policy, Last 40 Years  
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Chart 40: Looking abroad yields opportunity
MSCI Country Index Dividend Yield  
(percent)

Source: Bloomberg, Guardian Capital
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CHART 41: VALUATIONS RELATIVELY ATTRACTIVE TOO 
MSCI Country Index Forward Price-to-Earnings Ratios Versus 10-Year Average 
(standard deviations from the 10-year average) 

 

Source: Bloomberg, Guardian Capital 

Oh… Canada… 

Canada ticks the yield and relative valuation boxes, but unlike the 
economy in the Great White North, which has been performing well, 
the markets have decidedly not. 

In fact, in 2017 the S&P/TSX Composite Index was among the worst 
performing major markets and 2018 has not seen an improvement, 
with the Canadian stock market benchmark down 5.2% in the first 
quarter (a total return of -4.5%). 

A big reason for this underperformance is the composition of the 
market. Just three sectors (Financials, Energy and Materials) alone 
account for almost two-thirds of the total market capitalization of the 
TSX — and being skewed toward natural resources has not been 
profitable in recent years. 

Indeed, after turning in a negative performance last year (and itself 
shaving nearly two percentage points from overall performance), the 
Energy sector has continued to lag year-to-date with another double-
digit decline (-10.4% in Q1).  

Interestingly, this continued weakness has come despite the fact that 
energy commodity prices have firmed. In particular, the Canadian 
heavy crude benchmark Western Canada Select (WCS) price rallied 
25% in Q1 as pipeline difficulties ebbed, and brought its discount 
versus the US benchmark West Texas Intermediate (WTI) price back 
in line with its historical norms. 
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Chart 41: Valuations relatively attractive too
MSCI Country Index Forward Price-to-Earnings Ratios Versus 10-Year Average  
(standard deviations from the 10-year average)

Source: Bloomberg, Guardian Capital
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Oh… Canada…

Canada ticks the yield and relative valuation boxes, 
but unlike the economy in the Great White North, 
which has been performing well, the markets have 
decidedly not.

In fact, in 2017 the S&P/TSX Composite Index was 
among the worst performing major markets and 2018 
has not seen an improvement, with the Canadian 
stock market benchmark down 5.2% in the first 
quarter (a total return of -4.5%).

A big reason for this underperformance is the 
composition of the market. Just three sectors 
(Financials, Energy and Materials) alone account for 
almost two-thirds of the total market capitalization  
of the TSX — and being skewed toward natural 
resources has not been profitable in recent years.

Indeed, after turning in a negative performance last 
year (and itself shaving nearly two percentage points 
from overall performance), the Energy sector has 
continued to lag year-to-date with another double-
digit decline (-10.4% in Q1). 

Interestingly, this continued weakness has come 
despite the fact that energy commodity prices have 
firmed. In particular, the Canadian heavy crude 
benchmark Western Canada Select (WCS) price 
rallied 25% in Q1 as pipeline difficulties ebbed, and 
brought its discount versus the US benchmark West 
Texas Intermediate (WTI) price back in line with its 
historical norms.

More broadly, global oil prices have increased to 
three-year highs against increasing indications that 
excess supplies are being pared even as production 
has increased — US crude oil inventories have been 
brought back in line with their five-year averages, 
though they still remain elevated on an absolute basis.

Echoing this continued rebalancing of the oil market, 
the crude oil forward curve shifted into backwardation 
in the Fall for the first time since 2014 (meaning that 
futures prices are below those in the spot market) 
and remained there. This term structure of oil prices 
generally occurs when spot prices are driven higher 
due to physical market fundamentals and is typically 
bullish for energy prices.
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CHART 42: BACK TO NORMAL 
Differential Between WTI & WCS Benchmark Crude Oil Prices 
(US dollars per barrel) 

 

Dashed line represents historical average; shaded region represents period of US recession 
Source: Bloomberg, Guardian Capital 
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CHART 43: EXCESSES PARED 

 

Excess inventories are inventory levels relative to the five-year average for a given month 
Shaded regions represent periods of US recession 
Source: Bloomberg, Guardian Capital 
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Chart 42: Back to normal
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CHART 44: FORWARD & BACK(WARDATION) 
WTI Crude Oil Price Forward Curve 
(US dollars per barrel) 

 

Source: Bloomberg, Guardian Capital 

Backwardation, however, suggests that the market is comfortable 
with the ability of current production capacity to meet demand 
growth. That in turn suggests that there is little demand for 
investment in longer-term projects — indeed, while spot prices 
garner the most attention, it is forward prices which factor into capital 
planning since companies seek the comfort of stable and economical 
term prices when deciding to move forward with a project that will not 
actually start producing for a number of years. Low term pricing for 
oil means that expansions may be delayed or shelved. 

Restrained capital investment suggests lower growth opportunities 
for Energy companies. Markets pricing in this less optimistic outlook 
is one reason why the tight correlation that prevailed historically 
between spot oil prices and Energy stocks has broken down, with 
stocks not reaping the benefits of a firming in spot commodity prices 
(and this is something that is not just a Canadian phenomenon as 
US markets are seeing similar dynamics). 

CHART 45: ENERGY’S TERM DEPENDENCE 
TSX Energy Sector & the WTI Crude Oil Price 
(index)                                                                                             (US dollars per barrel) 

 

Source: Bloomberg, Guardian Capital 
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Backwardation, however, suggests that the market is 
comfortable with the ability of current production 
capacity to meet demand growth. That in turn suggests 
that there is little demand for investment in longer-
term projects — indeed, while spot prices garner the 
most attention, it is forward prices which factor into 
capital planning since companies seek the comfort of 
stable and economical term prices when deciding to 
move forward with a project that will not actually start 
producing for a number of years. Low term pricing for 
oil means that expansions may be delayed or shelved.

Restrained capital investment suggests lower growth 
opportunities for Energy companies. Markets pricing 
in this less optimistic outlook is one reason why the 
tight correlation that prevailed historically between 
spot oil prices and Energy stocks has broken down, 
with stocks not reaping the benefits of a firming in 
spot commodity prices (and this is something that  
is not just a Canadian phenomenon as US markets  
are seeing similar dynamics).

Until there is a shift in term prices — which would 
likely require either an increase in efficiency to push 
marginal costs lower (the $50 to $55 per barrel  
range that has prevailed for term prices over the  
last two years is in line with the estimated marginal 
cost for US shale producers) or an indication that  
US production is peak (which would put upward 
pressure on marginal cost curves) — there is 
somewhat limited reason to anticipate that Energy 
stocks will fully close the gap with oil prices, although 
there remains scope for some catch-up to be played  
as commodity prices continue to firm.

Oil prices are also not driving the Canadian dollar 
to the extent that they used to either. So, rather than 
having the currency boosted by firming commodity 
prices, it is being subjected to downward pressure  
from interest rate differentials.

That means that Canadian stocks are looking less 
attractive for investors relative to foreign markets that are  
getting the added currency boost, all else the same — and 
non-resident portfolio flows into Canadian equities 
have slowed markedly.

Being overexposed to laggard natural resource sectors is  
not the only problem. The Canadian stock market is also  
significantly underweight the global benchmark for some  
major sectors that have had the strongest performance 
in recent years (and have among the best longer-
term earnings visibility), most notably Information 
Technology, Health Care and Consumer Discretionary.
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CHART 44: FORWARD & BACK(WARDATION)
WTI Crude Oil Price Forward Curve
(US dollars per barrel)

Source: Bloomberg, Guardian Capital

Backwardation, however, suggests that the market is comfortable
with the ability of current production capacity to meet demand
growth. That in turn suggests that there is little demand for
investment in longer-term projects — indeed, while spot prices
garner the most attention, it is forward prices which factor into capital
planning since companies seek the comfort of stable and economical
term prices when deciding to move forward with a project that will not
actually start producing for a number of years. Low term pricing for
oil means that expansions may be delayed or shelved.

Restrained capital investment suggests lower growth opportunities
for Energy companies. Markets pricing in this less optimistic outlook
is one reason why the tight correlation that prevailed historically
between spot oil prices and Energy stocks has broken down, with
stocks not reaping the benefits of a firming in spot commodity prices
(and this is something that is not just a Canadian phenomenon as
US markets are seeing similar dynamics).

CHART 45: ENERGY’S TERM DEPENDENCE
TSX Energy Sector & the WTI Crude Oil Price
(index) (US dollars per barrel)

Source: Bloomberg, Guardian Capital
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Until there is a shift in term prices — which would likely require either
an increase in efficiency to push marginal costs lower (the $50 to
$55 per barrel range that has prevailed for term prices over the last
two years is in line with the estimated marginal cost for US shale
producers) or an indication that US production is peak (which would
put upward pressure on marginal cost curves) — there is somewhat
limited reason to anticipate that Energy stocks will fully close the gap
with oil prices, although there remains scope for some catch-up to be
played as commodity prices continue to firm.

Oil prices are also not driving the Canadian dollar to the extent that
they used to either. So, rather than having the currency boosted by
firming commodity prices, it is being subjected to downward pressure
from interest rate differentials.

CHART 46: NO ENERGY FOR THE LOONIE
Canadian Dollar Exchange Rate Model Drivers
(Canadian dollars per US dollar)

Source: Bloomberg, Guardian Capital

That means that Canadian stocks are looking less attractive for 
investors relative to foreign markets that are getting the added
currency boost, all else the same — and non-resident portfolio flows
into Canadian equities have slowed markedly.

Chart 46: No energy for the loonie
Canadian Dollar Exchange Rate Model Drivers  
(US dollars per Canadian dollar)

Source: Bloomberg, Guardian Capital
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CHART 47: FLOWS SLOW
Net Flows into Canadian Equities from Non-Resident Portfolios
(billions of dollars; 12-month moving average)

Shaded regions represent periods of US recession
Source: Statistics Canada, Guardian Capital

Being overexposed to laggard natural resource sectors is not the
only problem. The Canadian stock market is also significantly
underweight the global benchmark for some major sectors that have
had the strongest performance in recent years (and have among the
best longer-term earnings visibility), most notably Information
Technology, Health Care and Consumer Discretionary.

CHART 48: WEIGHT MISMANAGEMENT
S&P/TSX Composite Index Sector Weights Relative to MSCI World Index
(percentage points)

Source: Bloomberg, Guardian Capital

But even with these issues and the Canada-only risks on the
domestic outlook (which are not expected to materialize), the
Canadian stock market has become very cheap and represents an
inexpensive way to add exposure to the improving economic
momentum in the US and firming commodity prices.
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Chart 47: Flows slow
Net Flows into Canadian Equities from Non-Resident Portfolios 
(billions of dollars; 12-month moving average)

Shaded regions represent periods of US recession 
Source: Statistics Canada, Guardian Capital
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But even with these issues and the Canada-only risks 
on the domestic outlook (which are not expected to 
materialize), the Canadian stock market has become 
very cheap and represents an inexpensive way to add 
exposure to the improving economic momentum in 
the US and firming commodity prices.
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CHART 47: FLOWS SLOW 
Net Flows into Canadian Equities from Non-Resident Portfolios 
(billions of dollars; 12-month moving average) 

 

Shaded regions represent periods of US recession 
Source: Statistics Canada, Guardian Capital 
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Chart 48: Weight mismanagement
S&P/TSX Composite Index Sector Weights Relative to MSCI World Index  
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Source: Bloomberg, Guardian Capital

Balance Fund Summary Views

EQUITIES + FIXED INCOME –

Canadian Equity + Government Bonds –

U.S. Equity ++ Investment-Grade Credit +

EAFE Equity ++ High-Yield Credit Neutral

Emerging Markets Equity ++
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CANADIAN EQUITIES

INDEX RETURNS (%) 1 Mo 3 Mos YTD 1 Yr 5 Yrs 10 Yrs

S&P / TSX Composite -0.2 -4.5 -4.5 1.7 6.9 4.5

S&P / TSX 60 -0.2 -4.6 -4.6 2.2 7.6 4.5

S&P / TSX Completion 0.0 -4.2 -4.2 0.2 4.9 4.5

S&P / TSX Small Cap -1.2 -7.7 -7.7 -6.6 3.5 2.0

BMO Nesbitt Burns SC (wtd.) -1.6 -7.8 -7.8 -5.0 4.0 4.0

S&P/TSX Composite High Dividend Index -0.4 -6.4 -6.4 -1.6 5.1 6.8

S&P / TSX Composite Dividend -0.1 -4.7 -4.7 1.5 7.8 N/A

S&P/TSX SECTOR RETURNS (%)

Energy 1.9 -9.4 -9.4 -10.9 -1.8 -1.3

Materials 0.3 -4.3 -4.3 -2.9 -2.4 -3.0

Industrials -2.1 -2.6 -2.6 10.7 13.3 11.2

Consumer Discretionary 0.7 -2.9 -2.9 11.4 16.4 10.4

Consumer Staples -1.5 -5.9 -5.9 -1.2 16.4 13.4

Health Care 0.3 -13.5 -13.5 29.0 -17.4 3.0

Financials -1.1 -3.5 -3.5 5.7 12.5 9.1

Information Technology -1.2 10.2 10.2 20.3 19.9 -2.3

Telecommunication Services -0.1 -6.7 -6.7 2.0 8.3 10.0

Utilities 1.9 -5.9 -5.9 -2.8 5.6 5.6

Real Estate 2.1 0.5 0.5 6.8 10.4 10.1

INTERNATIONAL EQUITIES

INDEX RETURNS (%) 1 Mo 3 Mos YTD 1 Yr 5 Yrs 10 Yrs

MSCI World Index (Net, C$) -1.4 1.8 1.8 10.0 15.1 8.3

MSCI EAFE Index (Net, C$) -1.1 1.5 1.5 11.2 11.7 5.1

MSCI ACWI (C$) -1.4 2.1 2.1 11.2 14.6 8.0

MSCI France -0.7 3.4 3.4 16.6 14.2 4.3

MSCI Germany -1.1 -0.6 -0.6 10.1 13.1 5.1

MSCI Japan -1.4 3.9 3.9 15.9 14.2 6.5

MSCI U.K. 0.4 -0.9 -0.9 8.4 9.0 4.6

IFC Investable (EM) -1.1 4.4 4.4 20.6 11.4 6.3

MSCI EAFE Growth -0.4 2.1 2.1 14.2 12.8 6.2

MSCI EAFE Value -1.5 1.2 1.2 9.3 11.6 4.9

INTERNATIONAL EQUITIES

MSCI EAFE SECTOR RETURNS (%) 1 Mo 3 Mos YTD 1 Yr 5 Yrs 10 Yrs

Energy 1.0 1.0 1.0 17.6 7.6 2.8

Materials -3.1 -0.8 -0.8 16.0 10.2 2.7

Industrials -1.4 1.6 1.6 13.7 13.7 6.5

Consumer Discretionary -1.3 3.8 3.8 15.5 13.9 8.1

Consumer Staples 2.1 0.0 0.0 6.9 10.7 8.9

Health Care 0.7 2.2 2.2 3.6 11.1 9.1

Financials -3.7 0.8 0.8 10.1 11.2 2.3

Information Technology -2.1 4.2 4.2 22.2 18.3 6.7

Telecommunication Services -1.0 -1.0 -1.0 -0.1 11.7 5.6

Utilities 5.7 4.4 4.4 8.6 10.4 0.3

Real Estate 1.3 1.6 1.6 9.6 1.7 0.9

U.S. EQUITIES

INDEX RETURNS (%) 1 Mo 3 Mos YTD 1 Yr 5 Yrs 10 Yrs

S&P 500 -1.8 2.3 2.3 10.4 18.9 12.0

Dow Jones -2.9 1.1 1.1 15.6 18.9 12.4

NASDAQ -2.1 5.5 5.5 15.7 22.4 14.6

Russell 1000 -1.5 2.4 2.4 10.4 18.7 12.1

Russell 2000 2.1 3.0 3.0 8.3 16.9 12.4

Russell 3000 -1.3 2.4 2.4 10.2 18.6 12.1

Russell 1000 Growth -2.0 4.5 4.5 17.4 21.2 13.9

Russell 1000 Value -1.0 0.2 0.2 3.6 16.2 10.3

S&P 500 SECTOR RETURNS (%)

Energy 1.7 -5.9 -5.9 -0.2 -0.4 1.3

Materials -4.2 -5.5 -5.5 10.5 9.9 5.9

Industrials -2.7 -1.6 -1.6 14.0 14.0 8.9

Consumer Discretionary -2.3 3.1 3.1 16.9 15.7 14.6

Consumer Staples -0.9 -7.1 -7.1 -0.9 8.6 9.5

Health Care -3.1 -1.2 -1.2 11.3 13.9 12.2

Financials -4.3 -1.0 -1.0 18.0 15.5 5.2

Information Technology -3.9 3.5 3.5 27.7 20.6 14.2

Telecommunication Services -1.0 -7.5 -7.5 -4.9 4.1 5.8

Utilities 3.8 -3.3 -3.3 1.9 9.2 7.1

Real Estate 3.8 -5.0 -5.0 1.7 7.3 6.6

Market Returns at March 31, 2018 All Returns in Cdn $

Sources:  TD Newcrest, PC Bond, Bloomberg, Thomson Reuters
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CANADIAN FIXED INCOME

INDEX RETURNS (%) 1 Mo 3 Mos YTD 1 Yr 5 Yrs 10 Yrs

FTSE/TMX 91 Day TBill 0.1 0.3 0.3 0.8 0.7 0.9

FTSE/TMX Canada Short Term Bond Index 0.2 0.2 0.2 -0.4 1.6 2.8

FTSE/TMX Canada Mid Term Bond Index 0.7 0.0 0.0 -0.5 2.9 4.9

FTSE/TMX Canada Long Term Bond Index 1.7 0.0 0.0 5.1 4.7 6.5

FTSE/TMX Canada Universe Bond Index 0.8 0.1 0.1 1.4 2.9 4.4

FTSE/TMX High Yield Overall 0.7 1.5 1.5 8.1 5.9 7.2

FTSE/TMX Real Return Bond 1.5 1.4 1.4 3.4 1.6 4.5

SECTOR RETURNS (%)

FTSE/TMX Federal Domestic Bond 0.7 0.3 0.3 -0.2 1.8 3.2

FTSE/TMX Provincial Domestic Bond 1.0 -0.3 -0.3 2.6 3.7 5.1

FTSE/TMX Domestic Bond 0.5 0.3 0.3 1.8 3.4 5.4

GLOBAL FIXED INCOME

INDEX RETURNS (%) 1 Mo 3 Mos YTD 1 Yr 5 Yrs 10 Yrs

Citigroup World Gov't Bond 2.3 5.7 5.7 5.1 6.1 4.3

COMMODITY

1 Mo 3 Mos YTD 1 Yr 5 Yrs 10 Yrs

WTI Cushing Spot Px 5.4 7.5 7.5 28.3 -7.8 -4.2

Bloomberg European Dated  
Brent BFOE Price 7.2 3.5 3.5 31.2 -6.6 -3.8

Bloomberg Syncrude Sweet  
Blend fob Edmonton Spot Px 5.3 15.8 15.8 18.9 -9.0 -4.5

S&P GSCI Nat Gas Index Spot 2.5 -7.4 -7.4 -14.3 -7.4 -12.3

S&P GSCI Copper Index Spot -3.1 -7.4 -7.4 14.9 -2.3 -2.3

S&P GSCI Gold Index Spot 0.7 1.4 1.4 6.1 -3.6 3.7

CURRENCY

1 Mo 3 Mos YTD 1 Yr 5 Yrs 10 Yrs

Canadian $/U.S. $ (% chg) 0.8 3.1 3.1 -3.1 4.9 2.3

Canadian $/Yen (% chg) 0.8 9.0 9.0 0.8 2.3 1.6

Canadian $/GBP (% chg) 3.1 7.6 7.6 9.2 3.4 -1.1

Canadian $/Euro (% chg) 2.0 6.0 6.0 12.0 4.1 -0.2

Market Returns at March 31, 2018 All Returns in Cdn $

Sources:  TD Newcrest, PC Bond, Bloomberg, Thomson Reuters

GOVERNMENT OF CANADA YIELD CURVE U.S. TREASURY YIELD CURVE
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This document includes information concerning financial markets that was developed at a particular point in time. This information 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 other forward looking statements will not prove to be accurate. Investing involves risk. Equity 
markets are volatile and willincrease and decrease in response to economic, political, regulatory and other developments. The risks and potential rewards 
are usually greater for small companies and companies located in emerging markets. Bond markets and fixed-income securities are sensitive tointerest 
rate movements. Inflation, credit and default risks are all associated with fixed income securities. Diversificationmay not protect against market risk and 
loss of principal may result. Index returns are for information purposes only and do not represent actual strategy or fund performance. Index performance 
returns do not reflect the impact of management fees, transaction costs or expenses. This presentation is for educational purposes only and does not 
constitute investment, legal, accounting, tax advice or a recommendation to buy, sell or hold a security. It is only intended for the audience to whom it has 
been distributed and may not be reproduced or redistributed without the consent of Guardian Capital LP. Certain information contained in this document has 
been obtained from external parties which we believe to be reliable, however we cannot guarantee its accuracy. Guardian Capital LP manages portfolios for 
defined benefit and defined contribution pension plans, insurance companies, foundations, endowments and third-party mutual funds. Guardian Capital LP  
is wholly owned subsidiary of Guardian Capital Group Limited, a publicly traded firm listed on the Toronto Stock Exchange. For further information on 
Guardian Capital LP, please visit www.guardiancapitallp.com




