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Markets have stumbled since the last time we wrote this commentary, not quite “Clearing 
the hurdles” that we alluded to in our last note.  We saw over the autumn and start of 
winter a real return of market volatility.  In fact, December 2018 now has the dubious 
distinction of producing the worst US stock market performance since 19311 – with the 
S&P 500 dropping 10.2% in one month.  But the New Year brought new vigor for the 
market, as the S&P 500 posted a 9.2% recovery to start out the year.2 
 
All told, since the publication of our last newsletter in August 2018, the Canadian market, 
represented by the S&P/TSX Composite Index, fell 5.1% – only slightly worse than the 
4.1% decline of the US-based S&P 5003 – validating our more defensive posture adopted 
in early 2018. 
 
Our dollar was mostly flat over the last six months, drifting approximately 1% lower to 
close at 76.2 cents / USD on January 31st.4 
 
As for the health of the corporate sector, we have seen a deceleration in the growth 
trajectory of earnings (not to be confused with declining earnings).  Economic growth 
and market performance have been buoyed by strong corporate profitability in the last 
two years but as earnings growth slows (see Figure 1) and the current economic cycle 
enters into overtime we will want to maintain our more defensive approach. 
 
Figure 1: S&P 500 & S&P/TSX Year-over-Year Quarterly Earnings-per-Share Growth 
(actuals & estimates) 
 

 
 
Source: BMO Capital Markets Investment Strategy Group, FactSet, IBES, S&P 

  
 
 

Philip’s Comments 
 



 

The Natural Lifecycle of the Economy 
 
We know that economic growth is not constant, but naturally ebbs and flows.  This 
process is called the economic cycle, or business cycle.  A typical trip around the 
economic wheel would look something like this:   
 

- The economy emerges from recession and recovers, driving unemployment down 
and corporate profits up, bringing wages up and inflation with them.   
 

- Central banks react to rising inflation by raising interest rates, slowing consumer 
spending and impacting corporate profitability.   
 

- The resulting slowing economic growth fuels unemployment and economies 
contract, sometimes entering into recession (defined as two consecutive quarters 
of economic contraction).   
 

- Central banks and governments react by providing monetary and fiscal stimulus, 
which spurs consumer and corporate spending.  Recovery ensues, and the cycle 
begins again. 

 
In our view, we currently find ourselves in the late stages of an economic expansion.  
There are a number of data points that lead us to this conclusion.  As we discussed in our 
summer 2018 newsletter, central banks around the world have been raising interest rates 
for some time, as best illustrated by the actions of the US Federal Reserve (see Figure 2). 
 
Figure 2: Effective Federal Funds Rate (%) 
 

  
Source: Board of Governors of the Federal Reserve System (US), fred.stlouisfed.org 

 
Central bankers have justified a pattern of interest rate hikes and other tightening 
measures as a return to “normal”, effectively ending the emergency measures put in place 
in the midst of the financial crisis over a decade ago.  But a more traditional rationale for 
tightening monetary policy can also be observed, as we have seen both inflation and 
wage growth increasing over the last few years (see Figure 3).  These factors are not yet 
at levels that should cause concern, but the trend is unmistakable. 
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Figure 3: Price Inflation and Wage Inflation (%) 
 

 
Source: U.S. Bureau of Labor Statistics, fred.stlouisfed.org 

  
Combined with the data points identified above (slowing earnings growth, rising wage 
and price inflation, and rising interest rates) we make the observation that the U.S. 
economy is at or near full employment (see Figure 4).  The health of the current labor 
market confirms our view that we are in the late stages of an economic expansion.     
 
Figure 4: Civilian Unemployment Rate – U.S. (%) 
 

 
Source: U.S. Bureau of Labor Statistics, fred.stlouisfed.org 

 
The question is: are we ready for what comes next? 
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Aggravating Factors 
 
At this point in the economic cycle we would want to see across the board preparedness 
for an economic downturn, with all economic actors – consumers, the corporate sector, 
government, and central banks – ready to enact measures to avoid significant economic 
contraction. 
 
It is far from certain that economic contraction is just over the horizon, but it would be 
even harder to argue that we are prepared should a recession come to pass.  It is true that 
central banks around the world have been actively decreasing stimulus measures, 
providing monetary policy ammunition to deal with a slowing economy.  However, 
indebtedness in the corporate and government sectors is at a level that could make it 
difficult to navigate a period of sustained economic contraction (see Figure 5).  
Furthermore, the U.S. consumer’s balance sheet is in fair shape, but in Canada consumers 
have been unable to moderate their debt load (see Figure 6).  
 
Figure 5: Total Domestic Non-Financial Debt as a Percentage of GDP 
 

 
Source: BMO Nesbitt Burns Portfolio Advisory Team, Ned Davis Research 

 
 
 
 
 
 
 
 
 
 
 



 

Figure 6: Household Debt to Disposable Income (%) 
 

 
Source: BMO Investment Strategy Group, Statistics Canada 

 
Beyond these factors, significant uncertainty still remains over the U.S. trade relationship 
with China.  Trade tensions as well as internal economic dynamics have led to a 
noticeable slowdown in Chinese economic activity, with Chinese GDP growth dropping 
by approximately 0.5% in the last 18 months to settle at 6.5%5, well below the rate of 
economic growth we have been accustomed to seeing in China.  Somewhat comforting 
are the actions taken by the Chinese government to try to bolster economic growth.  
Various measures were put in place in 2018; including decreasing interest rates, 
increasing spending on infrastructure projects, and providing encouragement to the 
Chinese banking sector to make loans more available.6   
 
We also should not forget that the United Kingdom’s currently rudderless exit from the 
European Union is set to take place on March 29th unless delayed by policymakers. 
 
Markets may overlook many of these concerns in the coming months, or any one of them 
may be sufficient to cause further volatility.  Our approach to portfolio management must 
be informed by these risks. 
 
 
A More Cautious Approach 
 
We have alluded to “overtime” in this commentary so far, but a better analogy for 
investment management late in the economic cycle would be playing with a lead late in 
the third period of a hockey game.  We must ensure our strategy is sufficiently defensive, 
but not hesitate to take advantage of opportunities as they present themselves.   
 

- The first part of this strategy is adopting an approach to asset allocation – the 
portfolio mix between cash, fixed income, and equities – that favours 
conservative asset classes.  Two years ago, in the Winter 2017 edition of this 
newsletter, we advised clients to move their equity holdings from 110% of their 



 

long-term target to a more neutral stance at 100%.  Last year, in the Winter 2018 
newsletter, we recommended a further reduction in equity exposure, to 90% of an 
investor’s long-term target.  We stand by this recommendation, and continue to 
advise clients to hold a lower percentage of equities in their portfolio than their 
long-term target would suggest. 

 
- Among the securities that we hold, we should favour stocks that have defensive 

characteristics.  Chief among these are the oligopolies: companies that operate in 
industries where there are few competitors, where barriers to entry are high 
enough that they prevent new entrants from beginning operations, allowing 
existing operators to have pricing power over their customers.7  Our model 
portfolio is founded primarily on these types of enterprises: Canadian banks 
(BNS, TD, NA), utility companies (TRP, INE), telecommunications companies 
(BCE) and railways (CP) are all examples of oligopolies. 
 

- With a defensive asset allocation and security selection strategy in place, we are 
well positioned to take advantage of opportunities when they present themselves.  
It is no accident that the addition of Amazon.com (AMZN) and Alphabet 
(GOOGL) to our model portfolio in early January followed December’s worst-
ever-performance for the technology-heavy Nasdaq stock exchange.8  These 
companies are also driven by secular trends that may override the market’s 
cyclical nature.  For example, it is estimated that by 2021, spending on cloud-
based applications will rise to $300 billion US, double levels seen in 2017.9  
These types of structural economic changes can help sustain a stock price despite 
the existence of a cyclical downturn.  Even when you are playing with the lead, 
with defensemen on the ice, scoring opportunities can present themselves, and 
should be taken advantage of. 

  



 

Conclusion 

The current economic expansion may persist for some time, yielding positive returns to 
investors.  However we should recognize where we are in the natural lifecycle of the 
economy, and conduct ourselves accordingly. 

  
• There is strong evidence to suggest that we are in the latter stages of an economic 

expansion: with the economy at full employment, price and wage inflation has 
started to rise, interest rates are on a path higher, and corporate earnings growth 
has started to decelerate. 
 

• The economic levers that would usually be useful in the mitigation of an 
economic downturn may not all be available due to the unusually high levels of 
debt carried by consumers (in Canada more acutely than in the United States), 
governments and corporations.  Central banks will have some ability to act, but 
they still have not fully unwound the emergency policies set up during the last 
financial crisis. 
 

• While not ignoring opportunities when they present themselves, a more cautious 
approach to investment management should be implemented, with an emphasis on 
conservative asset allocation (owning a lower proportion of one’s portfolio in 
equities) and conservative security selection (favoring oligopolies). 

 
 
  



 

Asset Allocation 
 
Every investor’s asset allocation target should be determined through a financial planning 
process.  The portfolio’s equity allocation should be in line with this target when our 
view on the markets is “neutral”.  At times, financial markets will present us with 
possibilities for greater growth or greater risks.  Modifying the asset allocation of the 
portfolio to account for these factors is appropriate, so long as the investor’s actual asset 
allocation does not deviate too severely from their plan and remains within their investor 
profile and risk tolerance boundaries. 
 
At this time our view is that portfolios should be tilted as follows (deviations are a 
percentage of equity exposure, not a percentage of the total portfolio): 
 
 
 
 

 

 

 

 

For example, a portfolio with a long term strategic target of 60% equity should currently 
be targeting a 54% equity weight, which represents 90% of the long term equity target. 
 
Please note that our Model Portfolio is meant to be a guide as to the equity portion of our 
clients’ portfolios – not their entire portfolio.  Clients who have Balanced or Income 
investor profiles will require significant assets in fixed income securities in addition to 
the equities they hold. 
  



Model Portfolio Metrics 

Model Portfolio MSCI World Index10 

Yield* 3.16% 2.76% 
Portfolio Beta* 0.89 1.00 
Number of Holdings 28 1633 

Sector Allocation (Core Portfolio) 

Financial Services  25.0% 16.2% 
Communication Services 7.5% 8.3% 
Real Estate 5.0% 3.2% 
Utilities  7.5% 3.5% 
Consumer Staples  11.0% 8.7% 
Consumer Discretionary  11.0% 10.4% 
Healthcare 6.0% 13.4% 
Information Tech. 6.0% 14.9% 
Industrials 11.0% 10.9% 
Energy 5.0% 5.9% 
Materials 5.0% 4.6% 

*As at 2019-01-31; source: Thomson ONE
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