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This week was a busy one, with commentary from both our Bank of Canada as well as
the US Federal Open Market Committee, various economic data reports and the final
results from the BC Provincial Election.
While at the end of the day, the final election results were no different than those
reported on May 9th, at least now we know we are stuck with a minority government
with Andrew Weaver of the Green Party holding the balance of power. The uncertainty
however, is that we will not know until May 31 st whether it will be the BC Liberals or
NDP who will lead that minority government. That is the date Mr. Weaver has said he
would return the writ to the lieutenant-governor.
It is our belief that we will have a minority government with the BC Liberals and Green
Party, versus a coalition government between the NDP and Green Party. There are
scenarios where a coalition government may come to fruition; however we believe
those are unlikely. We agree with Richard Johnston, political science professor at UBC,
who was quoted in a recent Business in Vancouver article as saying “a more likely
scenario is that Weaver would agree to strike a supply and confidence agreement in
which the Greens would support the Liberal government on things like budgets, while
reserving the right to vote with the Opposition on other bills.”
So don’t be surprised if we do this all over again within the next couple of years, as we
all know, minority governments tend not to last very long.
Earlier this week, as expected, the Bank of Canada held its key overnight interest rate
at 0.5% as it continues to balance low inflation and a recent pickup in economic
growth. However, it is uncertain as to how long Governor Poloz can keep rates so low,
with both inflation and economic activity beginning to pick up. As one Bay Street
analyst put it, the Bank of Canada’s decision to stand pat on interest rates lies less in
any real troubles on the ground than in uncertainties that Washington politics
represent for trade.
The Bank of Canada will meet again in six week’s time, and we would not be surprised
at all that Governor Poloz begins to lay the groundwork for higher rates in Canada.
This week we also saw the minutes of the Fed’s FOMC previous meeting suggesting
that a June rate hike is coming, stating that it would “soon be appropriate” to hike the
fed funds rate again. Signaling that further rate hikes are around the corner is that
Policymakers almost unanimously supported the Federal Reserve’s plan to begin
normalizing their balance sheet by allowing the Treasury and MBS securities bought
during the credit crisis to begin rolling off their balance sheet. In laymen terms this
means that Federal Reserve sees an economy strong enough to support rising interest
rates and need for a pause in the normalization of interest rates.
Last week we talked about risk, and that what you don’t see coming typically causes
the unpleasant results. Thus we see the risk of rising interest rates by the Bank of
Canada as something that needs to be planned for. It is our belief that the best way to
avoid or reduce the impact from rising interest rates is to avoid owning assets that
carry higher risk of loss during rising interest rates.
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As we mentioned last week, we see the greatest risk for investors right now in higher
yield dividend equities, such as the Utility sector that is already trading at historically
high valuations. Given that a major underlying trait of the markets is that they trend
towards long term averages over time, we just see too much risk going forward in
owning Utility companies over the next year or so.
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We would much rather own cheaper, high quality non-Utility companies such as those
in the Financial Services, Industrial and Technology sectors with lower dividend yields.
Because as we wrote last week, picking up a few extra points of yield by assuming
higher risk is never a good idea.
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For those who are racing fans, enjoy the Indianapolis 500 this Sunday. I know I will
enjoy watching cars driving at over 200 mph turn left for 500 miles.
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Thank you for reading our Market Watch Weekly.
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Due to travel, there will be no Market Watch next week.
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