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Here’s What We’re Thinking
Global Portfolio Advisory Group
The Investment Committee of the Portfolio Advisory Group meets
regularly to formally discuss markets, sector allocation and
investment recommendations. Below is a brief synopsis of our
current views. For specific investment strategy relating to your
investment portfolio, please contact your Scotia Wealth
Management advisor.

Investment Strategy: Extended economic recovery
leaves cycle in later stages; recession odds remain
modest

• Equities: Slightly more than half of S&P 500 companies
have reported 2018-Q1 results so far. Of those, 79% have
delivered

a

positive

earnings-per-share

according to FactSet data.

surprise

If that number can be

maintained, it would mark the highest level reported in
the current bull market, which is over nine years old.
Year-over-year blended earnings growth is 23%. As far as
the corporate top line goes, 74% of companies have
reported a positive sales surprise, which is well above the

• Strategy: Recent economic data for the first quarter of

5-year average of 57%, and blended revenue growth is

2018 suggest the global economy cooled off from its

8.4% year-over-year. We believe the earnings and

red-hot pace of the second half of last year. However,

revenue backdrop provides strong fundamental support

economic activity remains well above its trend (or

for equity prices in the face of elevated volatility.

potential) growth rate, resulting in diminished excess

easing of trade and geopolitical uncertainties would also

capacity across most economies. This is reflected in

support risk asset prices, in our view. We continue to

declining unemployment rates and rising capacity

recommend overweight exposure to equities relative to

utilization rates. As a result, inflation readings have ticked

fixed income and to Canadian and international securities

higher as tighter labour and goods markets result in

relative to their U.S. counterparts.

stronger wage gains and quicker price increases. In
response, central bankers, including those in Canada and
the United States, have become more confident in
tightening monetary policy. Strong growth, diminished
excess capacity, and rising inflation and interest rates are
all consistent with an economy in the later stages of its
business cycle. Officially, this is the second-longest U.S.
recovery in the post-war period at 8 years and 10 months
so far. However, most reliable recession risk indicators
(such as yield curve slope, real interest rates, output gap,
unemployment rate, credit spreads, etc.) continue to
suggest the odds of a recession materializing in the next
twelve months remain modest. Thus, notwithstanding a
typical increase in market volatility at this point in the
cycle, we remain constructive on equities relative to fixed
income with

a bias

toward

segments across asset classes.

economically-sensitive

An

• Preferreds: Preferred shares have exhibited lacklustre
performance recently, with all major segments trading
modestly lower over the last several weeks. Since April
17, the Canadian yield curve has steepened, with longend yields rising more than their short-end counterparts.
The underperformance of the long-end of the curve has
put downward pressure on straight perpetual preferred
shares due to these securities’ long duration. The 5-year
Government of Canada bond yield finished the period
little changed relative to where it stood two weeks ago
(~2.12%), though bond yields were volatile in the interim.
The negative performance in rate reset preferred shares
was fueled by energy sector securities. We remain partial
to the Canadian preferred share market over the
medium-term, yet would not be surprised to see the
market trade in a sideways range in the near-term as
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underlying interest rates gradually trend higher alongside

•

stable credit fundamentals.

comments from the Israeli Prime Minister suggesting Iran

•

Fixed

income:

Corporate

bonds

return

to

prominence. Despite anecdotal reports of thin activity,
corporate bonds led the Canadian fixed income market
over the past two weeks. This is understandable in view
of light corporate issuance and a market likely digesting
recent new provincial supply. Among corporates, short
BBB-rated bonds outperformed, while long A-rated
securities were the laggards. We continue to recommend
“high-grading” portfolios at this point in the credit cycle,
so the BBB outperformance could represent a good
opportunity to switch out of BBB’s and into A-rated
holdings. With the economic backdrop little changed
since we last published, we reiterate our corporate
overweight

recommendation

and

advocate

using

Elsewhere

in

the

energy

complex,

yesterday’s

was less than honest about its nuclear weapons program
sent the price of crude oil noticeably higher, illustrating
the potential effect of adverse geopolitical developments
on an already tight market for the commodity. Currently,
the global supply/demand outlook for crude oil is
constructive, in our view, and supportive of existing
prices. This, combined with a narrowing spread between
the North American WTI crude oil benchmark and the
price of Canadian heavy crude oil, has helped a number
of Canadian oil producer stocks outperform the broader
S&P/TSX in recent weeks. However, among alternatives
within the energy sector, we believe infrastructure stocks
offer better risk-adjusted return potential over the long
haul.

provincial debt to fulfill government allocations within

• The U.S. dollar (USD) has been one of the best

Canadian fixed income mandates.

performing currencies in recent weeks. The run-up has

Currencies

and

Commodities:

Another

pipeline

setback; USD and CAD head in opposite directions,
but will the divergence persist?

been supported by the incessant rise in the 2-year U.S.
Treasury

yield,

which

crossed

the

psychologically

significant 2.50% level for the first time in almost 10
years, and other major central banks’ tempered monetary

• In the last edition of Here’s What We’re Thinking, we

policy tightening expectations. While technical levels

highlighted the elevated level of uncertainty around the

appear to be supportive, a portion of the USD’s recent

Trans Mountain Expansion Project (TMEP) as political

strength may be attributable to weakness in other major

pressures continued to mount. Last week, the Canadian

currencies given fundamental risks facing the USD

pipeline industry received another setback, this time

(including large deficit spending and rising debt levels).

related to the Minnesota segment of the Line 3

The Canadian dollar (CAD) has mostly trended lower

Replacement

Minnesota

against the USD of late. However, Bank of Canada (BoC)

Administrative Law Judge (ALJ) recommended approval

Governor Stephen Poloz and Senior Deputy Governor

of the L3R project, the ALJ also recommended the

Carolyn Wilkins testified before the Canadian House of

pipeline follow a route different from the one initially

Commons and Senate last week and reiterated the bank’s

proposed and the removal of the existing Line 3. While

expectation for slightly higher than potential growth over

not binding (a final decision from Minnesota’s Public

the next three years and above-2% inflation this year. The

Utilities Commission is expected in June), we believe

BoC is encouraged by the progress of inflation and

these recommendations increase the uncertainty around

continues to see the need for higher interest rates over

the project’s completion. In our view, the market has

time, while maintaining some monetary policy stimulus

priced in a relatively low probability of the project being

to keep inflation on target. Scotiabank FX remains

completed. Additional delay - or the cancellation - of

constructive over the short to medium-term, and expects

TMEP and/or L3R could further dampen Canadian heavy

to see CAD appreciate toward its fair value estimate of

oil prices and the profitability of Canadian energy

~US$0.80.

(L3R)

project.

While

producers with exposure to them.

the
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Economics: The Fed is expected to stay put; U.S.

nuclear deal, has been on the list of U.S. President

labour market report for April in focus

Trump’s concerns since his campaign, but it has finally

• The U.S. Federal Open Market Committee (FOMC)
kicked off its two-day monetary policy meeting this
morning and an interest rate decision along with a policy
statement will be released tomorrow afternoon at
2:00pm ET. This will likely be uneventful as markets have
low expectations of any change in interest rate at this
meeting, especially with no press conference scheduled
this

month.

Meanwhile,

expectations

for

the

medium/long-term rate trajectory remain the same.
Scotia Economics projects two more rate hikes this year,
which would bring the upper bound of the federal funds
rate to 2.25%, in-line with the Fed’s dot plot forecast.
Recent economic data have been supportive in the U.S.,
including last week’s GDP and inflation data. The U.S.
economy grew 2.3% in Q1 on a YoY basis versus an
estimate of 2.0%, despite a pullback from Q4 2017’s 2.9%
pace. Core personal consumption expenditures (PCE)
inflation matched economists’ expectation at 1.9% in
March versus February’s 1.6%, approaching the Fed’s 2%
target. Meanwhile, the employment cost index also beat
expectations (act: 0.8% vs est: 0.7%). Although no rate
change is expected tomorrow, any tweaks to the Fed’s
language in the policy statement could shed light on the
path of future monetary policy tightening and therefore
shift investors’ risk appetite in the near term. Markets are
pricing in a 97% chance of a rate hike at the June
meeting.
• Looking beyond the central bank event, a flow of
economic data releases will be in focus. Following last
week’s strong GDP and inflation data, the U.S. labour
market report for April will be released this Friday. U.S.
employers are expected to have added 191k jobs last
month, and the unemployment rate is expected to drop
further, to 4.0% from March’s 4.1%. Meanwhile, the YoY
growth of average hourly earnings is expected to hold
steady at 2.7%.
Geopolitical: Iran nuclear deal in jeopardy? At long
last, peace on the Korean peninsula?
• The Joint Comprehensive Plan of Action (JCPOA) looks
to be in jeopardy. The JCPOA, better known as the Iran

come into his crosshairs. President Trump first expressed
his willingness to withdraw from the deal when it came
up for extension in January. He has said stricter sanctions
are needed to combat Iran’s destabilizing activities in the
region (such as its support for Hezbollah, its ballistic
missile program, and its human rights abuses). However,
failing to renew the JCPOA would affect other signatories
and investments they have made since sanctions were
suspended. Key sanctions that could be reinstated if the
deal is not renewed pertain to European banking and U.S.
underwriting (among others). Not suspending sanctions
could seriously harm Iran while it deals with an economic
crisis. Currently, the European signatories would like to
see the deal renewed. They used their summits with
President Trump last week to suggest options to avoid
dissolution. Those included new sanctions outside the
oversight of the JCPOA to control the aforementioned
destabilizing activities. While the U.S. stance on these
potential options is not yet clear, Israel tried to tip the
scales in its favour by revealing evidence alleging the
Iranian

government

hid

information

from

the

International Atomic Energy Agency about Iran’s nuclear
efforts during JCPOA negotiations. The situation is fluid
and with almost two weeks until a decision needs to be
made, headlines are likely to affect markets given Iran’s
role as a significant crude oil producer.
• The Korean peninsula took a step toward reunification
with a North/South summit last week. For the first time in
11 years and the third time in the post-Korean war
period, leaders from North and South Korea held a joint
summit.

The

meeting

produced

the

Panmunjom

Declaration which contains a number of pledges between
the two nations to work toward peace. Those included a
non-aggression pact, plans to resume family reunions,
establishment of an inter-Korean liaison office, halting
propaganda in the Demilitarized Zone and connecting
cross-border roads and railways. While these are seen
simply as gestures of good faith and are non-binding,
they signal North Korea’s willingness to negotiate in a
productive manner ahead of its summit with the United
States. South Korea has a vested interest in a de-
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escalation of the North Korea/U.S. conflict and seeks to
facilitate further positive discussions in pursuit of that
goal. On the other side, North Korea’s summit with the
U.S. should bring it legitimacy on the world stage.
However, some world powers could be reluctant to
believe the North Korean government is capable (in the
long run) of adhering to preconditions for peace.

May 1, 2018 // 4

Here’s What We’re Thinking

May 1, 2018 // 5

Recommended Asset Allocation
Asset Class

Strategic

Tactical

Equities

60%

63%

Canadian Equities

20%

21%

U.S. Equities

25%

31%

International Equities

15%

11%

Fixed Income

40%

30%

Global Sovereign Bonds

20%

12%

Global Inv. Grade Bonds

10%

13%

Global High Yield Bonds

10%

0%

Preferred Shares

0%

5%

Alternative Assets

0%

7%

Cash

0%

0%

Sector

Underweight

Neutral

Overweight

Financials



Industrials



Materials



Energy



Healthcare



Consumer Discretionary



Technology



Consumer Staples



Ut ilities



Telecommunications



Real Estate
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Disclaimers
Important Disclosures
This material does not include or constitute an investment
recommendation, and is not intended to take into account the
particular investment objectives, financial conditions, or
needs of individual clients. Before acting on this material, you
should consider whether it is suitable for your particular
circumstances and talk to your investment advisor.
The author(s) of the report own(s) securities of the following
companies.
None.
The supervisors of the Portfolio Advisory Group own securities of
the following companies.
None
Scotia Capital Inc. is what is referred to as an “integrated”
investment firm since we provide a broad range of corporate
finance, investment banking, institutional trading and retail
client services and products. As a result we recognize that we
there are inherent conflicts of interest in our business since we
often represent both sides to a transaction, namely the buyer
and the seller. While we have policies and procedures in place to
manage these conflicts, we also disclose certain conflicts to you
so that you are aware of them. The following list provides
conflict disclosure of certain relationships that we have, or have
had within a specified period of time, with the companies that
are discussed in this report: None.
Scotia Capital Inc. is a member of the Investment Industry
Regulatory Organization of Canada and the Canadian Investor
Protection Fund
General Disclosures
The Global Portfolio Advisory Group prepares this report by
analyzing information obtained from various sources as a
resource for advisors and their clients. Information may be
obtained from the Equity Research and Fixed Income Research
departments of the Global Banking and Markets division of
Scotiabank. Information may be also obtained from the Foreign
Exchange Research and Scotia Economics departments within
Scotiabank. In addition to information obtained from members
of the Scotiabank group, information may be obtained from the
following third party sources: Standard & Poor’s, Valueline,
Morningstar CPMS, Bank Credit Analyst, Bloomberg, and
FactSet. The information and opinions contained in this report
have been compiled or arrived at from sources believed reliable
but no representation or warranty, express or implied, is made as
to their accuracy or completeness.
While the information provided is believed to be accurate and
reliable, neither Scotia Capital Inc., which includes the Global
Portfolio Advisory Group, nor any of its affiliates makes any
representations or warranties, express or implied, as to the
accuracy or completeness of such information. Neither Scotia

Capital Inc. nor its affiliates accepts any liability whatsoever for
any direct or consequential loss arising from any use of this
report or its contents.
This report is provided to you for informational purposes only.
This report is not intended to provide personal investment advice
and it does not take into account the specific investment
objectives, financial situation or particular needs of any specific
person. Investors should seek advice regarding the
appropriateness of investing in financial instruments and
implementing investment strategies discussed or recommended
in this report and should understand that statements regarding
future prospects may not be realized.
Nothing contained in this report is or should be relied upon as a
promise or representation as to the future. The pro forma and
estimated financial information contained in this report, if any, is
based on certain assumptions and management’s analysis of
information available at the time that this information was
prepared, which assumptions and analysis may or may not be
correct. There is no representation, warranty or other assurance
that any projections contained in this report will be realized.
Opinions, estimates and projections contained herein are those
of the Global Portfolio Advisory Group as of the date hereof and
are subject to change without notice. For that reason, it cannot
be guaranteed by The Bank of Nova Scotia or any of its
subsidiaries, including SCI. This report is not, and is not to be
construed as (i) an offer to sell or solicitation of an offer to buy
securities and/or commodity futures contracts or (ii) an offer to
transact business in any jurisdiction or (iii) investment advice to
any party. Products and services described herein are only
available where they can be lawfully provided. SCI and its
affiliates and/or their respective officers, directors or employees
may from time to time acquire, hold or sell securities and/or
commodities and/or commodity futures contracts mentioned
herein as principal or agent.
Copyright 2018 Scotia Capital Inc. All rights reserved.
Additional Disclosures
This report is distributed by Scotia Capital Inc., a subsidiary of
The Bank of Nova Scotia. Scotia Capital Inc. is a member of the
Canadian Investor Protection Fund and the Investment Industry
Regulatory Organization of Canada.
® Registered trademark of The Bank of Nova Scotia, used under
licence. ™Trademark of The Bank of Nova Scotia, used under
licence. Scotia Wealth Management™ consists of a range of
financial services provided by The Bank of Nova Scotia
(Scotiabank®); The Bank of Nova Scotia Trust Company
(Scotiatrust®); Private Investment Counsel, a service of 1832
Asset Management L.P.; 1832 Asset Management U.S. Inc.;
Scotia Wealth Insurance Services Inc.; and ScotiaMcLeod®, a
division of Scotia Capital Inc. International private banking
services are provided in Canada by The Bank of Nova Scotia.
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International investment advisory services are provided in
Canada by Scotia Capital Inc. Scotia Capital Inc. is a member of
the Canadian Investor Protection Fund and the Investment
Industry Regulatory Organization of Canada.
Scotia Wealth Management consists of a range of financial
services provided, in The Bahamas, by Scotiabank (Bahamas)
Limited and The Bank of Nova Scotia Trust Company (Bahamas)
Limited. International private banking services are provided in
The Bahamas by Scotiabank (Bahamas) Limited, an entity
registered with The Central Bank of The Bahamas. International
investment advisory services are provided in The Bahamas by
Scotiabank (Bahamas) Limited, an entity registered with The
Securities Commission of The Bahamas. International wealth
structuring solutions are provided in The Bahamas by The Bank
of Nova Scotia Trust Company (Bahamas) Limited, an entity
registered with The Central Bank of The Bahamas.
Scotia Wealth Management consists of international investment
advisory services provided, in Barbados, by The Bank of Nova
Scotia, Barbados Branch, an entity licensed by the Barbados
Financial Services Commission.
Scotia Wealth Management consists of a range of financial
services provided, in the Cayman Islands, by Scotiabank & Trust
(Cayman) Ltd.
International private banking services,
international investment advisory services and international
wealth structuring solutions are provided in the Cayman Islands
by Scotiabank & Trust (Cayman) Ltd., an entity licensed by the
Cayman Islands Monetary Authority.
Scotia Wealth Management consists of international private
banking services provided, in Peru, by Scotiabank Peru S.A.A, an
entity supervised by the Peru Superintendence of Banking and
Insurance.
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