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The World At Large 

The world economy and financial markets are progressing through the later stage of the business cycle. Synchronized 
global economic growth, coupled with low inflation and favourable financial conditions are powerful drivers of corporate 
earnings, and hence equity prices (see exhibit 1.1). 

How long will this favourable environment last? That is the key question at the crux of GLC’s 2018 Capital Market 
Outlook. There are few easy answers, and timing is always tricky.  

Today, investor, business and consumer optimism is high. Yet as a natural progression, the further along the economy 
rolls the harder it becomes for conditions to improve. Eventually a normal slowing of the economy is healthy and to be 
expected. We are closer to the end of the expansion cycle than the beginning and we see the relative outcomes for asset 
classes subject to greater uncertainty.   

Our base case for GLC’s 2018 Capital Market Outlook is that the global economy has enough momentum, and that 
inflation and financial conditions will remain accommodative long enough, that we continue to favour equities over fixed 
income. Within that outlook, we acknowledge the attractiveness of equities over bonds on a risk-adjusted basis has 
narrowed. In short, we are less optimistic about the return prospects for equities, and similarly, less pessimistic about 
fixed income today than we were six months or a year ago. At the current pace, we see supportive conditions lasting long 
enough that we believe it is too soon to move to a neutral stance, but caution is warranted, and we need to be nimble in 
our investment positioning.   

It is precisely at times like these that investors need to strike a balance. Now is not the time to become aggressive, 
rather investors should remain disciplined, striking a balanced approach as they look toward, and prepare for, a time when 
the prevailing narrative is less rosy. Rebalancing out of equities that are scaling to new heights, and allocating into fixed 
income assets that appear less attractive is difficult. We recognize that globally, equities are not cheap (see exhibit 1.2), 
but the fundamentals remain solid enough that we see equities offering a modest degree of further upside potential. We 
also recognize that the outlook for fixed income remains challenging. Yet fixed income remains a valuable risk mitigating 
tool that increases in value the closer we get to the end of this business cycle phase. At this stage of the cycle, we believe 
it is prudent to reduce equity overweight positions and increase fixed income to less underweight positions.  

The result strikes a balance - a tempered risk-on position with a slight overweight in equities.
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1.1 │ Synchronized global GDP growth 
Real GDP Growth year-over-year percent change 

 

 2014     2015     2016      2017 Estimated      2018 Estimated 

Source: Bloomberg 

1.2 │World equity markets: Nothing is ‘cheap’ 
Global equity valuations 12-month Forward P/E ratios 

 

November 2017   10-yr historical average 

World: MSCI AC World Index │Canada: S&P/TSX Composite Index │ US: S&P 500 │Europe: STOXX 50 │  Japan: Nikkei 225 │ United Kingdom: 
FTSE 100 │ Emerging Markets: MSCI Emerging Markets Index│ Source: Bloomberg, CPMS 
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Canadian Equities 

We hold a positive view toward Canadian equities. We believe financial 
conditions and the global economy have enough momentum to support our 
modest earnings growth target of 10% coming from a broad swath of 
S&P/TSX sectors. With a solid 2018 dividend yield estimate of 3%, we see 
total returns in the neighborhood of 7% for 2018. 

A continuation of synchronized global growth is generally supportive of 
commodity markets and Canadian equities as a whole, as would be a stable 
Canadian dollar in the US78¢ - 82¢ range (see Currencies section). This is 
especially true when anchored by a solid backdrop of US growth that 
includes an uptick in business capital expenditures. We would welcome 
higher commodity prices, but a sideways move is sufficient to support 
our earnings growth forecast.  

Canada’s equity market valuations are not cheap, but across the globe equity 
valuations are not cheap, and Canadian P/Es are closer to their 10-year 
average than their US counterparts (see exhibit 1.2). Our forecast accounts 
for a further decline of the trailing price-to-earnings multiple from 20x 
earnings today, to one that moves into the high teens (see exhibit 2.1). 
Unlike 2017, where 44% of the expected earnings growth needed to come 
from the energy sector, the path to 2018 earnings growth of 10% (our 
forecast) is more broadly spread across sectors. Notably, heading into 2017, 
three sectors were expected to deliver 80% of earnings growth; for 2018, that 
has broadened out.   

Sector insights 
The four largest sectors are key to our 2018 forecast (see exhibit 2.2).  

Financials 
As the largest index component by far, financials are expected to account for 
29% of index earnings growth in 2018. Higher interest rates and a halt to the 

 2.1 │Canadian return scenarios 
S&P/TSX Composite Index: 12-month return forecast 

2018 EPS Estimate $983 

Implied  
Trailing Multiple 

S&P/TSX  
Composite 

% change from  
current level1 

16x 15,728 -2% 

17x 16,711 4% 

18x 17,694 10% 

1. Current Level 16,067 │ Source: Bloomberg │ Local Currency │ Price only returns 

2.2 │Sector weights and characteristics 
S&P/TSX Composite Index 

 
Source: Bloomberg │ Price only returns │ Consensus EPS Estimates

Sector 
Weight 

% 

‘18 Estimated 
EPS Growth 

% 
Forward 

P/E 
Financials  35.0  6  12.4 

Energy  19.2  16  23.8 

Materials  11.2  13  19.6 

Industrials  9.6  13  18.8 

Consumer Discretionary  5.5  14  15.5 

Telecom  4.8  6  17.5 

Utilities  3.8  33  19.8 

Consumer Staples  3.7  11  18.0 

Info Technology  3.3  14  23.4 

Real Estate  2.9  8  13.7 

Health Care  0.8  7  13.8 

S&P/TSX Composite Index   10  16.4 
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flattening of the yield curve (see Fixed Income section for more) should allow 
Canadian banks and insurance companies to reach their modest 6% 
earnings growth target. This growth estimate is less than half of 2017’s 
growth rate, reflecting the fact that the Canadian economy is still going to 
grow, but not as much in 2018 after the well-above potential growth of 2017.  

Factors that should see the Canadian economy’s growth rate moderate in 
2018 include: 

■ the prospect of shrinking competitiveness due to a narrowing in 
US/Canadian corporate tax rate differentials,  

■ rising costs from carbon and other taxes, along with various 
provincial moves on minimum wages and regulations,  

■ potential trade friction with the US. (N.B. Even if NAFTA goes well, 
the US is moving toward a more protectionist stance.)  

Canadian banks are also facing a changing landscape in 2018 that may 
dampen earnings. January brings tighter mortgage lending standards (OSFI 
B-20) along with accounting changes (IFRS 9) that will alter the way that 
Canadian banks reserve for loan losses. Having said that, Canadian banks 
are diversified businesses with broad reach outside of Canada. We expect 
Canadian bank earnings growth to slow, but still remain solid.  

For the financials sector as a whole, earnings growth has been steady and 
expectations are modest. Return on equity is rising, up 7.5% y/y to 13.5%, 
slightly above the 10-year average of 13.1%. Forward 12-month P/E 
valuations are only modestly above average at 12.6x versus the 10-year 
average of 12.2x and the price-to-book ratio sits at 1.8x versus the 10-year 
average of 1.7x.  

Given the healthy estimated dividend yield of 3.75% for 2018 on a total return 
basis, financials only need to make small price gains to deliver their expected 
contribution to our market return forecast.  

Energy 
Our forecast remains positive for the Canadian energy sector. Importantly, it 
is not solely predicated on oil prices at $60USD or higher, and reflects a 
significant moderation in energy sector’s earnings growth. The 2017 
pullback in energy sector returns laid the foundation for the sector to  

2.3 │Canada’s energy patch: doing more from less

 
 WTI Oil $US per barrel (ls)  S&P/TSX Energy Sub-Index Return on Equity (rs) 

Source: Bloomberg │ Local currency │ Price only returns 
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Oil prices face a mix of positive and negative 
influences in 2018 

On the plus side: On the negative side 
■ estimates of global oil demand 

have been rising, consistent with 
the acceleration of global growth;  

■ global inventories of crude oil are 
shrinking;  

■ US oil production is back to 
previous peak levels; and 

■ OPEC has extended its 
production quotas. 

■ there is the anticipated hedging 
and supply response that above 
$US55 oil prices will bring;  

■ the OPEC production deal could 
be wound down quickly; and  

■ there is a general lack of interest 
in Canadian energy on the part of 
foreign investors.   

We forecast an average price for WTI of US$53/bbl ($US50 - $US55 range 
bound) over the course of 2018 which supports our outlook for the 
sector’s 2018 earnings growth. 
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play a constructive role going forward. Energy sector earnings are 
expected to contribute 19% of the overall index earnings growth in 2018. 

We are beginning to see the extent to which the Canadian energy patch has 
adapted to the new environment of today’s oil prices. 2017 has seen modest 
improvement in oil prices, up 15% to average $US50/bbl, offset somewhat by 
a 5% appreciation in the Canadian dollar. Never-the-less, the energy sector 
has brought its return on equity (ROE) back above 7% after being negative 
for two-years and plummeting as low as -10%. ROE is now closing in on 
levels only previously achieved with much higher oil prices. The narrative on 
the part of energy investors has moved too. In the heady, high price days, 
investors cried “Drill, baby, drill!” rewarding growth at any cost. Today (and 
for now) investors are demanding more discipline; pushing companies 
to show competitive returns and capital efficient growth (see exhibit 
2.3). 

The energy sector provides a 3.5% dividend yield and equity prices have not 
chased the latest move higher for the commodity (see exhibit 2.4); WTI oil 
prices are up 20% over the past 3-months, while the Canadian energy sector 
is only up 3.5%.The bottom line: energy sector earnings have rebounded and 
need only flat line at their latest quarterly level for all of 2018 in order to reach 
the modest 16% y/y earnings growth that underpins our forecast. 

Materials 
The materials sector has become a smaller weight of the Canadian equity 
landscape over the last number of years but its composition is more 
diversified. It is expected to account for 12% of 2018 index earnings growth. 
Earnings growth expectations of 13% y/y are down significantly from the 30% 
y/y rebound of 2017.   

The materials sector is far from homogeneous and no one metric 
clearly defines its fortunes, but broadly speaking, synchronized global 
growth and firm commodity prices are a tailwind to the sector.  

On a price basis, the materials sector has been in a sideways grind for five 
years, and currently sits in the middle of that range (see exhibit 2.5). On 
valuations, the sector is neither expensive nor cheap. There is roughly 13% 
upside to the top of the trading range and the sector has managed to reach 
that level four times in the past five years, most recently in Q1 2017. We  

2.4 │ Energy sector hasn’t kept pace with oil prices 

 

 WTI Oil $US per barrel (ls)   S&P/TSX Energy Sub-Index (rs) 
Source: Bloomberg │ Local currency │ Price only returns 

2.5 │ Trapped in a 5-year trading range 
S&P/TSX Materials Sub-Index 
 

 
Source: Bloomberg
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need not see that kind of upside to achieve our market forecast - a small drift 
upward will suffice. 

Industrials 
The industrials sector is expected to contribute 11% of 2018’s total index 
earnings growth expectations.   

Companies in the industrial sector are highly levered to global growth 
and, given the extensive use of debt in their capital structure, can 
deliver high rates of return on equity in a robust economic 
environment. Sector earnings growth accelerated sharply as the global 
economy came out of the 2014/2015 slowdown (y/y 2015 – 39%; y/y 2016 – 
46%). As economic growth progresses we expect sector earnings to expand, 
but the rate at which they’re expanding should moderate. 2017 is expected to 
bring y/y growth of 15% and a further deceleration to 13% is expected for 
2018. 

Risks to the industrial sector in today’s climate include rising wages, input 
(especially fuel) and borrowing costs, and very stretched valuations. The 
current 12-month forward P/E ratio is 1.5 standard deviations above the 10-
year average. Other measures of valuation are also stretched.   

We believe that the global economy has enough momentum, and that 
inflation and financial conditions will remain accommodative long enough, 
that the 13% earnings growth expectations for the industrial sector are 
reasonable. This level of earnings growth and low-to-mid single digit share 
price gains would send valuations trending down toward more attractive 
levels.  Add in 2018’s expected 2.25% dividend yield, and the industrial 

companies need only avoid a correction to do their part to achieve our 
modest Canadian equity outlook. 

  

  
Gold 

We expect the price of gold to stay range bound, helped by 
simmering geopolitical tensions and rising inflation, but 
dampened by rising bond yields (and perhaps challenged at the 
margin by crypto-currencies – see section on currencies). 
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US Equities 

We continue to be cautious in our outlook for US equities. Our base 
case forecast calls for a flat US equity price return for 2018, with a total 
return boosted into the low-single digits by a 2% dividend yield. We anticipate 
the ride will be more volatile in 2018.  

Mid-year in 2017 we articulated a number of upside catalysts that could skew 
our base case forecast to the positive. Most of those scenarios unfolded, 
including: better than expected global growth; a weaker-for-longer US dollar; 
and leaner US corporations better able to turn a dollar of sales into net 
earnings through higher return on equity. While these catalysts may remain 
supportive, much of this good news is now reflected in current stock prices, 
such that we don’t see them able to drive much more of a positive response 
in 2018. Indeed, these same 2017 growth drivers remain subject to great 
uncertainty - creating an environment that is prone to disappointment. The 
S&P 500 faces elevated valuations and elevated investor sentiment, coupled 
with moderating return on equity and earnings growth, all against a backdrop 
of higher yields and wages. This combination leaves us with a muted outlook 
for US equities.  

While we see solid momentum in the US and global economies, and we see 
inflation and financial conditions remaining accommodative long enough to 
support our 10% 2018 earnings growth forecast, the high equity valuations 
still translate to a flat-to-low single digit return prospect. We expect the 
current 22x trailing earnings P/E multiple to decline to 18x under the weight 
of higher bond yields. If we see a more modest decline to 19x earnings, it 
would drive a 5% improvement in our return forecast (see exhibit 3.1).  

Ultimately, improving growth conditions sow the seeds of their own 
undoing. Stronger growth will eventually lead to some combination of over-
stuffed inventories and supply-side bottlenecks for labour and/or other inputs 
to growth. Stronger growth and less economic slack should also lead to wage 
and price inflation alongside tighter financial conditions through central bank 

3.1 │US return scenarios 

S&P 500 Index: 12-month return forecast 

2018 EPS Estimate $147 

Implied  
Trailing Multiple 

S&P 
500 

% change from  
current level1 

17x 2,499 -6% 

18x 2,646 0% 

19x 2,793 5% 

1. Current Level 2,648 │ Source: Bloomberg. Local currency. Price only returns 

 3.2 │Still strong but rolling over 
US ISM Manufacturing 

 

Source: Bloomberg 
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policies and bond yields. Financial conditions in the US remain very 
accommodative, but these will peak as yields rise and corporate bond 
spreads have little room to narrow further. Any or all of these conditions 
would be expected to lead to lower corporate earnings growth and/or lower 
equity valuations. Indeed many economic data readings remain strong, but 
are starting to roll over (see exhibit 3.2). This doesn’t mean that conditions 
will necessarily turn unfavourable. Capital markets are concerned about 
outcomes versus expectations, as well as the rate of change at the margin. 
The rate of change in many metrics is slowing. It is difficult to see outcomes 
continue to top expectations (see exhibit 3.3). 

It is important to note how high US valuations are currently: 12-month 
forward price-to-earnings, EV-to-EBITDA1, price-to-cash flow and price-to-
book ratios are all two standard deviations above their 10-year average. 
Consider an extreme example: For the S&P 500 to advance a further 10% 
from current levels, and multiples to retreat to their long-term average of 17x 
trailing earnings, we would need to see earnings grow by 25% in 2018. But 
even under a very rosy scenario for growth, tax reform and the US dollar, we 
could possibly see earnings growth of 20% (still 5% short of what was 
needed for the S&P 500 to advance a further 10%).  

1. EV-to EBITDA: Enterprise value ratio to earnings before interest, taxes, depreciation and 
amortization. 

Valuation expansion in the current environment is unlikely to move US 
equity values higher. 

 3.3 │US Economic Surprises set to moderate 
Citigroup US Economic Surprise Index 

 
Source: Bloomberg 

3.4 │Sector weights and characteristics 
S&P 500 Index 

 
Source: Bloomberg │ Local Currency │ Price only returns │ Consensus EPS Estimates
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Tax Reform 

The catalyst of tax reform remains uncertain. Should it come to 
fruition, it represents significant near-term upside potential for US 
economic growth and corporate earnings. Likewise, a weaker 
than expected US dollar would support US multi-national 
companies’ earnings, which are heavily represented in the S&P 
500. 

Sector 
Weight 

% 

‘18 Estimated 
EPS Growth 

% 
Forward 

P/E 
Info Technology  24.0  8  18.6 

Financials  14.9  16  15.5 

Health Care  14.0  7  17.2 

Consumer Discretionary  12.2  9  21.0 

Industrials  10.1  10  19.9 

Consumer Staples  8.2  8  20.3 

Energy  5.8  38  25.3 

Utilities  3.1  4  18.6 

Materials  2.9  19  18.6 

Real Estate  2.9  -6  39.5 

Telecom  2.0  1  13.3 

S&P 500   10  18.6 
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International Equity 

We hold a modestly positive view toward international equities. Global 
growth is solid and forward looking measures of economic strength in 
Europe, Japan and emerging markets continue to signal solid growth, 
but here too the pace is moderating. 

We believe Europe (ex-UK) offers the best risk-adjusted return of the 
international markets, boosted by an attractive outlook for earnings growth 
(see exhibit 4.1). In the UK market we feel price gains will be difficult, but the 
appeal of the region is its very juicy dividend yield. While emerging markets 
offer the greatest upside potential, the risks are also highest there. We hold a 
neutral view on Japan. 

Regional insights 

Europe 
European equities are our favoured risk-adjusted choice of the 
international markets. European real GDP growth is tracking at 2.2% y/y in 
2017, meaningfully surprising the opening year estimate of just 1.4%.  

Our positive view is due to the similar earnings growth outlook to the US, but 
with relatively cheaper valuations (see exhibit 4.2). Furthermore, eurozone 
central bank policy is set to remain accommodative as the region has a 
longer runway for growth and inflation before reaching full potential. As such, 
European stocks will benefit from easier financial conditions for longer. We 
also see less strength for the euro in 2018 (see Currency section for more) 
and this factors into our modestly positive outlook. 

United Kingdom 
Muted earnings growth, high valuations and uncertainty lead us to 
place a weak outlook on UK equities from a price appreciation 
standpoint. Having said that, we see attraction in the robust dividend yield 
(the UK FTSE 100 index boasts a superior dividend yield north of 4%).  

UK equities face the steepest earnings slowdown in 2018 and 2019, 

 

4.1 │ Global earnings growth expectations 
Year-over-year EPS growth 

 

  S&P 500 (US)      S&P/TSX Composite Index (Canada)  
   Euro Stoxx 50 (Europe)    FTSE 100 (UK)     Nikkei 225 (Japan) 

     MSCI Emerging Markets Index (Emerging Markets) 
Source: Bloomberg. Local Currency. Price only returns. 

4.2 │ European equities: Relative valuations remain 
attractive 
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projected at just 6 to 7% growth. Yet, valuations remain elevated (see exhibit 
1.2), at 1 standard deviation above their 10-year average. Additionally, Brexit 
uncertainty looms larger in 2018, as the two-year deadline of March 2019 
fast approaches. 

Japan 
We take a neutral stance on Japanese equities. To the positive, Japanese 
companies are benefitting from historically high rates of return on equity and 
offer some of the highest earnings growth estimates for 2018 and 2019 of the 
developed markets. Surprising strength in the Japanese economy (real GDP 
growth came in 50% better than estimates for 2017 at 1.5% versus 1%), 
coupled with a surprise uptick in growth in the Chinese economy, have 
helped to propel the Nikkei. 

However, Japanese and Chinese economic growth rates are expected to 
moderate in 2018. Likewise, Japanese valuations are traditionally higher than 
many other markets (owing to the extremely low yield environment that has 
persisted for decades), limiting expectations for P/E multiples to expand. 
Balancing all of these factors and taking into account the paltry 1.8% 
dividend yield, we hold a neutral view on Japanese equities.   

Emerging Markets 
Emerging markets offer the greatest upside potential with high 
earnings growth estimates and the least expensive valuations, but 
come with the highest potential risks. We recommend a neutral stance.  

Emerging markets are highly levered to the global synchronized growth 
environment. Additionally, the complexion of emerging markets has shifted. 
While never a homogenous group, emerging markets have diversified from 
their traditional heavy cyclical sector exposure (see exhibit 4.3). Today, the 
financials, materials and energy sectors have shrunk to 37%; equaling the 
combined secular growth areas of information technology (28%) and 
consumer discretionary (10%). In short, cyclical factors such as 
commodity prices and interest rates still matter, but innovative growth 
stories also abound.   

As a whole, emerging markets offer the highest earnings growth estimates of 
any market we cover at 14% for 2018 and 11% in 2019. Like everywhere 
else, emerging markets are not cheap, but they remain some of the least 
expensive markets (see exhibit 1.2) relative to developed markets and are 1  

4.3 │ The shifting landscape of emerging market sector 
weights 

 

  November 2017     November 2010  

Source: Bloomberg 

standard deviation above their own 10-year historical forward P/E. We see 
firming commodity prices as supportive for emerging markets. 

Chinese authorities have been taking steps to rein in credit growth through 
tighter monetary conditions. Additionally, the value of the US dollar is an 
important metric for emerging market financial conditions. While we don’t see 
the US dollar sky-rocketing (see Currencies section), we do think the tailwind 
of US dollar weakness is set to wane. Emerging markets are inherently 
volatile; the MSCI Emerging Markets Index fell 35% into early 2016, and has 
since rebounded by more than 60%, but the strong returns witnessed lately 
are not unusual. 

While emerging markets appear poised to continue to deliver solid 
returns, investors should remain cognizant of their inherently riskier 
profile.  
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Fixed Income 

The outlook for fixed income returns remains weak. However, the value 
of fixed income as a risk mitigation tool increases the longer we go in the 
cycle and closer we get to an eventual pull back in equity markets. Our base 
case scenario calls for higher bond yields and bond market returns of 
1% to 2%.  

The probability of divergence around this forecast is high. A risk-on, better 
growth and higher inflation scenario could weigh on Canadian bond returns, 
seeing them down -1% to -2% for the year. On the other hand, a risk-off 
environment with disappointing growth or a recession ‘scare’, could lead to 
3% to 4% bond returns. 

Short-term Government of Canada bond yields reflect expectations for two 
additional rate hikes from the Bank of Canada in 2018, a scenario we see as 
fair. The coming year should see a more modest rate of growth in the 
Canadian economy as it cools from its recent breakneck pace. We anticipate 
that inflation picks up on the back of wage gains, firmer commodity prices 
and the roll-off of weak 2017 base effects. Should the two anticipated rate 
increases become reality, short-term bond yields will need to move higher 
from today’s levels, but not by a large amount. We forecast a 2-year 
Government of Canada bond yield of 1.85% at the end of 2018 compared to 
the current level of 1.43% (see exhibit 5.1).  

The effects of major central bank monetary stimulus are not confined to the 
country of origin – they affect all global markets. An example of this includes 
longer term North American bond yields that remain chronically below their 
theoretical fundamental levels suggested by current inflation rates and real 
GDP growth. In our estimation, 10-year Government of Canada bond yields 
are now about half-way through our expected adjustment. The weight of the 
European Central Bank and Bank of Japan’s quantitative easing (QE) 
operations is set to lighten up, but only marginally. We see the yield on a 10-
year Government of Canada bond moving up 60 bps to 2.5% in 2018 (see 
exhibit 5.1). The net result of our two and ten year bond yield forecasts sees 
the yield curve steepening back to 65 bps from the 45 bps level at the end of 
November.   

5.1 │ Government of Canada 2 and 10 year bond yields 

 

   Canada 10-year      Canada 2-year  

Source: Bloomberg 

5.2 │ FTSE TMX Canada Universe Bond Index Returns 

 

   Calendar Year Total Return      Beginning of year average yield 

Source: Bloomberg │ FTSE TMX Canada 
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Despite the move to higher yields, total returns for the FTSE/TMX Universe 
top 2% for the past year (see exhibit 5.2). This is due to gains made from 
yield spread compression in provincial, municipal and corporate bonds. The 
net result is a double-edged sword. While some of the adjustment to higher 
sovereign bond yields is behind us, and the offsetting decline in yield spreads 
helped to shield bond investors from weaker returns; round-trip, the overall 
yield environment at the market level is only higher by 26 bps versus this 
same time last year.  

Sector insights 

Government bonds are attractive for their superior risk mitigation qualities, 
but the prospect to pick up additional yield in spread product (provincial, 
investment grade and high yield corporate bonds) can offset some of the 
headwinds of rising yields.  

Investment grade corporate bonds  
We see investment grade corporate bonds as most attractive given their mix 
of yield pick up and modest safety. Spreads have narrowed, and given the 
unprecedented state of affairs in fixed income globally, certain sectors could 
see further appreciation on this basis, but the main attraction is the higher 
running yield that will help to mitigate losses as yields rise (see exhibit 5.3). 

High yield bonds 
Given the very narrow spread levels in high yield bonds in aggregate (see 
exhibit 5.4), and their lack of risk mitigation characteristics as an asset class, 
we see the risk/reward trade-off in high yield becoming unattractive. 
Provincial and investment grade corporate bonds, to varying degrees, deliver 
the risk mitigation characteristics that we see as most valuable from fixed 
income today. High yield bonds in a risk-off scenario should not be relied 
upon for risk mitigation qualities. As such, the attraction of high yield lies in its 
higher yield and greater potential for capital appreciation as spreads decline. 
At the asset class level, neither of these metrics (yield offered or capital 
appreciation potential) appears very attractive to us at present. Having said 
that, we recognize that high yield bond issuers are not a homogeneous group 
and our active fixed income managers continue to uncover selected unique 
opportunities through individual security selection where the risk/return trade-
offs are appealing.   

5.3 │ Investment grade corporate bond spreads offer 
some attraction 

 

   BBB      AA      A      Province of Ontario 

Canadian Corporate Bonds Spreads│ Source: BMO Capital Markets 

5.4 │ Canadian high yield bond spreads 

 

   Bloomberg Canadian High Yield Bond Index (spread) 

Source: Bloomberg
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The move to higher yields will eventually lead fixed income investors to a 
better place. It will put the ‘income’ back into fixed income! But, as we 
warned, the path between those two points is difficult. Today, fixed income’s 
greatest attraction is its role as a risk mitigation tool. We feel the asset class’ 
value as a risk mitigation tool has increased and continues to increase the 
longer we go in the cycle and the closer we get to some sort of equity market 
shake-up. Notwithstanding our modest forecast for fixed income, our 
asset allocation recommendations are to begin to reduce equity over-
weights and add to fixed income positions.  

Currencies 

Currency movements are an important consideration for investment 
outcomes. Currencies can be impacted by trade and fiscal deficits, the 
relative economic strength of a nation, and its inflation and interest rate 
environment. To varying degrees we expect all of these factors to bear 
influence in the months ahead. The net impacts are offsetting such that our 
outlook for the US Dollar Index and the Canadian/US dollar exchange rates 
are relatively benign.  

US Dollar 
We forecast mild strength for the US Dollar Index (DXY) but only by a 
modest ~5%, expecting it to move from the low end of its three-year trading 
range (between 92 and 100), back to the middle (see exhibit 6.1).  

Forces we expect to push the US dollar higher include:  

■ Higher US interest rates and inflation;  

■ the potential boost in demand for US dollars due to the passage of 
corporate tax-repatriation legislation; and  

■ a stronger US economic growth picture versus other major currency 
bloc economies.  

Some offsetting forces causing us to moderate our forecast are: 

■ a widening fiscal deficit under tax reform; and 

■ a continuation of a wide trade deficit.  

6.1 │ US Dollar Index: Moving Sideways in a healthy 
band 

 

   US Dollar Index 

US Dollar Index Composition 

Currency Weight % 

Euro 57.6 

Japanese yen 13.6 

Pound sterling 11.9 

Canadian dollar 9.1 

Swedish krona 4.2 

Swiss franc 3.6 

 

 

 

Source: Bloomberg
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We see the net impact of these as leading to a mildly stronger US dollar, 
especially given the recent weakness that has moved the DXY to 93.  

Canadian Dollar 
We currently see the factors that influence the Canadian dollar to be 
supportive of the current level, and call for the Canadian dollar to average 
US80¢ for all of 2018, trading in a range between US78¢ and US82¢ (see 
exhibit 6.2).  

The 6% appreciation of the Canadian dollar against the US dollar so far in 
2017 has done much to correct an undervalued loonie. It now better reflects 
the reality of where oil prices and Canadian interest rates reside.  

Moderating factors holding the Canadian dollar back include:  

■ persistently high Canadian trade deficits;  

■ the growth profile of the Canadian economy, which is set to 
moderate; and 

■ uncertainty around NAFTA re-negotiation.  

2018 tailwinds helping to support the Canadian dollar higher include:  

■ oil prices sustaining above US$50 for WTI;  

■ a Bank of Canada that continues to normalize interest rates, such 
that short-term interest rate differentials between the US and Canada 
remain roughly at their current narrow level; 

■ the trade picture, with room to improve on the back of momentum in 
the US economy; and 

■ improving government deficits due to swelling tax receipts from a 
roaring Canadian economy of late.  

The Canadian dollar currently sits a little below its 20 and 50-year averages 
of US82¢ and US84¢ respectively. We currently see the factors that 
influence the Canadian dollar in harmony with roughly the current level. 

Special Topic: Bitcoin and crypto currencies 
Much attention is being paid to the value of Bitcoin and other so-called 
crypto-currencies (eg. Ethereum, Litecoin, Swiftcoin, Namecoin, Dogecoin 

6.2 │Canadian dollar range bound at US 78¢ - 82¢ 

 

Source: Bloomberg 

– a currency that was started “as a joke” according to its founders, and many 
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other crypto-currencies demonstrate some of these qualities, but not yet 
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addition, seasoned investment professionals are always weary (with good 
reason) of the appearance of ‘financial mania’. Consider that the extent of the 
price appreciation in Bitcoin just over the past year is greater than that 
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institutional investors to even consider. Historically, financial innovations are 
often accompanied in their initial stages by bubbles, and we acknowledge 
that the inevitable bust doesn't necessarily kill the innovation. Many 
intelligent people agree that the blockchain technology that underpins crypto-
currencies can, and is likely to, be useful for a wide variety of applications. 
Our choice to stay out of the crypto-currency fray is not a judgment on the 
technology itself, but rather our inability to make any reasonable judgment of 
valuation. 

 

6.3 │ Bitcoin makes other bubbles blush 

 

   Bitcoin      Nasdaq (1994 to 2004)       Gold (2001 to 2011)   
    Nikkei (1983 to 1993)       Nortel (1996 to 2001) 

Source: Bloomberg 
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GLC Outlook Summary  

     
1. From June 2017 

change in view1 Under Neutral Over 

Fixed Income     

Fixed income investors face a sideways market as slowly rising (normalizing) yields grind against the time required for higher coupons to make a positive contribution. Active 
management to navigate the yield curve and pick-up additional yield through credit instruments (provincials and IG corporates) does provide the opportunity for very low single 
digit positive gross returns. 

Government Bond     

With low and rising yields, government bonds offer little upside. Their value as a risk mitigation tool has risen and continues to rise the further along in the cycle we go. 

Investment Grade Corporate Bond     

We see investment grade corporate bonds as most attractive given their mix of yield pick-up and modest safety. We expect investment grade corporate bonds to outperform 
governments. Spreads have limited room for further tightening. Their generally shorter duration and higher running yield is a benefit in a rising rate environment. 

High-yield Corporate Bonds     

High yield spreads have moved down, we see very limited room for further tightening. Given the very narrow spread levels and their lack of risk-mitigation characteristics, we see 
the risk/reward trade-off in high yield becoming unattractive. 

Equity     

We maintain our slight overweight in equities. We believe that the global economy has enough momentum, and that inflation and financial conditions will remain accommodative 
long enough, that our outlook continues to favour equities over fixed income. Equity valuations are elevated, reflecting our modest return forecasts. 

Canada     

Canada is our favoured market due to its greater sector leverage to global growth and firming commodity prices. Canada’s valuations are more reasonable than their global peers. 

US      

Our outlook for US equities is neutral, with returns in the low single digits as valuations are elevated. There remains a great deal of uncertainty due to potential policy changes. 
Fortunately, we assess the risk to be skewed to the upside vs. the downside on potential policy impacts. 

International     

We believe Europe (ex UK) offers the best risk-adjusted return of the EAFE markets. Eurozone equities offer a reasonable earnings growth outlook with relatively cheaper 
valuations, and stand to benefit from easier financial conditions for longer. We hold a neutral view on Japan. 

Emerging Markets     

Emerging markets offer the greatest upside potential with high earnings growth estimates and less expensive valuations, but come with the highest potential risks. This asset 
class by nature is complex and for the risk tolerant investor. 
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Disclaimer 

Copyright 2017 GLC. You may not reproduce, distribute, or otherwise use 
any of this article without the prior written consent of GLC Asset 
Management Group Ltd. (GLC).  This commentary represents GLC’s views 
at the date of publication, which are subject to change without notice. 
Furthermore, there can be no assurance that any trends described in this 
material will continue or that forecasts will occur; economic and market 
conditions change frequently. This commentary is intended as a general 
source of information and is not intended to be a solicitation to buy or sell 
specific investments, nor tax or legal advice. Before making any investment 
decision, prospective investors should carefully review the relevant offering 
documents and seek input from their advisor. 
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