Asset Allocation Model Update: Neutral Despite USMCA
In early August, we recommended staying neutral on equities against bonds despite strong momentum
favouring stocks. Indeed, the dark clouds of the trade war between the United States and several countries
were still looming over the horizon. Even if we believed that trade conflicts would eventually be resolved,
the uncertainty posed considerable downside risks to economic confidence and justified, in our view, a
cautious stance. On Sunday evening, the United States and Canada announced a last minute agreement
to replace the 24-year old North American Free Trade Agreement. The new United States-Mexico-CanadaAgreement (USMCA), although not officially approved yet by its members, dissipates most of the economic
uncertainty caused by the trade dispute between the three countries. The announcement was a boon to
Canadian companies that were most at risk of a negative shock coming out of potential fallout of the
negotiations, such as motor vehicle parts manufacturers (see Chart 1).
Chart 1: Rebound In Canadian Motor Vehicle Sector
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This being said, even if our tactical allocation
model continues to strongly suggest
overweighting stocks relative to bonds, we
believe that trade war threats are still very much
alive. Indeed, geopolitical tensions between the
U.S. and China could worsen after tit-for-tat
tariffs from both sides were imposed in
September. The two countries are now refusing
to even engage discussion to de-escalate the
conflict and the possibility of seeing steeper
tariffs could start weighing on the global
economic outlook. Moreover, the U.S. has
genuine trade recriminations (e.g. non respect of

property rights, forced technology transfer)
against China for which the Republican
administration has the American public’s support.
Finally, equities in the United States continue to
look expensive. For instance, at 33.5, the Shiller
PE ratio is at its highest level since 2001.
Moreover, as of the end of September, the S&P
500 index was 5.5% higher than its estimated fair
value (see Chart 2). For the month of October we
thus remain neutral on equities against
bonds, waiting for further fog to clear up before
committing to a different position.
Chart 2: U.S. Equities Still Expensive
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Regional Allocation & Sector Allocation
Our cautious stance relative to U.S. equities
leads us to increase our underweighting of the
region in our asset mix. On the flip side, the
resolution of the uncertainty surrounding NAFTA,
combined with the fact that Canadian stocks
remain historically cheap relative to U.S. equities,
leads us to slightly increase our Canadian
exposure (see Table 1 below for complete asset
allocation). Looking under the hood, steepening
oil prices and very positive forward-looking
earnings for Canadian energy companies should
support the sector which represents nearly 20%
of the S&P TSX Composite index.
In October, we are also slightly increasing our
recommended allocation to other developed
markets. For one, the ECB remains extremely
accommodative, contributing to the easing in
credit conditions in the Eurozone (see Chart 3)
while “accommodative” is a qualifier which can
no longer be applied to the Fed, especially since
last Wednesday’s FOMC meeting.
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Chart 3: ECB Lending Survey: Net Tightening in Credit
Standards to Corporations
(% of respondents)

Source: European Central Bank.

Finally, despite some challenging economic
conditions in countries like Turkey and Argentina,
we are also maintaining our overweight position
in emerging equity markets as these remain

cheap relative to developed markets. Leading
emerging countries’ economic indicators, like
those developed by the OECD, also continue to
fare better than their G7 counterparts. Besides,
credit growth displays positive momentum in
China and stocks exposed to the global economy
did well relative to domestic equity in September.
As highlighted above, global trade tensions
remain high but emerging equity market valuation
remains attractive while our emerging market
position is still relatively small at 4% in the
portfolio; thus worth the risk, in our opinion.
In Canada, relative to August, our sector
allocation has not changed all that much. We are
still recommending that clients overweight
positions in the Industrials, Financials, Energy,
Information Technology and Consumer
discretionary sectors while we removed
materials from the list after its price momentum
collapsed in the last quarter. In the U.S., the
same sectors are recommended and we added
the health care sector on the basis of stronger
forward-looking earnings.
Canadian Bond Allocation
Despite positive returns, we continue to keep our
neutral stance on corporate bonds this month as
valuation still remains historically rich. In fact, as
of the beginning of October, BofAML US high
yield option-adjusted spreads were at the lowest
level since July 2007, near 3.25%. As a growing
number of central banks continue their tightening
cycle, higher interest rates will eventually bite
credit quality, especially in the high yield
segment. With historically high corporate
leverage, we are of the opinion that it is better to
avoid the downside exposure that would cause
widening credit spreads in return for only limited
and temporary rewards.
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Model Portfolio as of October 2018
Asset Classes & Regions

Recommended
Weightings (%)

Benchmark
Allocation (%)

Bonds
Government
Corporate
Equities
Canada
United States
Other Developed Markets
Emerging Markets

50.0
34.4
15.6
50.0
24.0
10.0
11.6
4.4

50.0
34.4
15.6
50.0
20.0
16.0
11.6
2.4

Over/Underweights
(%)
Recommendation
0.0
0.0
0.0
0.0
4.0
-6.0
0.0
2.0

=
=
=
=
+
+

This document is intended only to convey information. It is not to be construed as an investment guide or as an offer or solicitation of an offer to buy or sell any of the securities mentioned in it. The author is an
employee of Laurentian Bank Securities (LBS), a wholly owned subsidiary of the Laurentian Bank of Canada. The author has taken all usual and reasonable precautions to determine that the information contained
in this document has been obtained from sources believed to be reliable and that the procedures used to summarize and analyze it are based on accepted practices and principles. However, the market forc es
underlying investment value are subject to evolve suddenly and dramatically. Consequently, neither the author nor LBS can make any warranty as to the accuracy or completeness of information, analysis or views
contained in this document or their usefulness or suitability in any particular circumstance. You should not make any investment or undertake any portfolio assessment or other transaction on the basis of this
document, but should first consult your Investment Advisor, who can assess the relevant factors of any proposed investment or transaction. LBS and the author accept no liability of whatsoever kind for any
damages incurred as a result of the use of this document or of its contents in contravention of this notice. This report, the information, opinions or conclusions, in whole or in part, may not be
reproduced, distributed, published or referred to in any manner whatsoever without in each case the prior express written consent of Laurentian Bank Securities.
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