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The second quarter of 2018 was dominated by rhetoric from the Trump administration on tariffs
and trade wars. It began as a trade dispute but deteriorated into a trade war by the end of the
quarter. The tariffs continue to be part of a tactic to drive concessions from U.S. trading partners,
including China, Europe, Canada and Mexico.
Canada generally fared well amid the growing uncertainty, on account of the energy sector in
particular and materials, both late cycle sectors.
The tariffs and threats of further escalation brought uncertainty for markets and negatively affected
large trading nations in the second quarter, as can be seen in the chart below. Countries that are
most dependent on trade, calculated by adding total export and total imports as a percentage of
GDP, saw their markets drop the most year to date (to June 27, 2018). Germany, Korea and Canada
suffered most. The U.S., which trades less than most nations, saw its stock market perform better, as
did Japan.

Source: CIBC. Market figures taken as of June 27, 2018.

Europe experienced a slowdown in economic activity from elevated levels and has stabilized at
sustainable levels.
China is showing signs of slowing as its reform programs take effect, particularly on the
deleveraging campaign of large corporations. This is having a negative impact on the domestic stock
market which declined 15% in the past two months. There are mixed signals out of China between
the China Banking and Insurance Regulatory Commission (CBIRC) which favours a continuing
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campaign to de lever and the PBOC (the central Bank) which seeks to maintain growth. The
Politburo will meet early in the third quarter and may provide some direction for markets and
indicate the degree to which authorities are willing to hold up the economy.
It is also likely that the tariffs being imposed on China are affecting the nation’s currency policy, as
the RMB fell about 5% near the end of the quarter, even if officials claim the drop has nothing to do
with trade.
The slowdown in China and the weaker currency is causing havoc for emerging markets that
generally depend on China for exports. They are negatively affected by the Chinese economic
slowdown which reduces their imports, and the lower Chinese currency which increases the cost of
those imports. Emerging economies are also negatively impacted by the rising U.S. dollar since U.S.dollar debt is high in many of these emerging economies.
In the U.S., the trade war has had a more benign effect because the country has less exposure to
trade versus its peers. However, when one looks deeper, multinationals, who are generally exposed
to trade and often dependent on seamless cross-border supply chains are underperforming small
and mid-cap stocks that tend to be U.S.-centric.
Fund performance
The fund performed well during the quarter, returning 5.3%. Consumer discretionary and energy
were the main contributors.
In consumer discretionary, Canada Goose was an outstanding performer. The company recently
offered its shares to the public and posted outstanding results, a testimony of the increasing
popularity of its brand both in Canada and internationally. Canada Goose announced a major
expansion program to increase production and meet the growing demand for its products. We
reduced our position on account that cash flow will be negatively affected by the expansion in the
short term and that the stock, in our opinion, got ahead of itself.
Our long-term position in Amazon continued to perform well as it moves into new industries, the
most recent being pharmaceutical drug distribution. The company is continuing on a path of further
disruptions in established industries.
Energy also performed well on the back of higher oil prices but just as importantly, it was catching
up since energy equities previously lagged the underlying oil price. This was one of the conundrums
going into 2018. Oil prices have been rallying since the most recent lows in mid 2017 but oil-related
equites were lagging significantly, indicating markets were sceptical on the sustainability of the
move in oil. Some, but not all of the gap was closed in Q2 with energy equites rallying strongly.
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Strong performance in the energy sector was obtained from a collection of individual companies
like Encana, Suncor Energy and Devon Energy.
Uncharacteristically, information technology was a detractor as the holdings in the portfolio
underperformed. Blackberry and Samsung Electronics were both detractors in the quarter.
Outlook
The question on every investor’s mind regarding the Trump Trade War is, where do we go from
here? Escalation is a necessary part of the Trump strategy, but it entails risks.
Companies might prefer to wait before investing, whether in the U.S. or elsewhere, until there is
more clarity on where all of this goes. This could undermine confidence and increase costs on
companies that delay investment.
The European tariffs on Harley-Davidson are forcing the closure of some U.S. production. There will
likely be more closures in the U.S. and other parts of the world. For now, this remains insignificant
and should not be exaggerated even if it provides for intriguing headlines.
China is likely to want to find a negotiated solution with the U.S. but it also has a long-term domestic
and global agenda which suggests it will not easily acquiesce to U.S. demands.
Politics in the U.S. is already toxic but Trump’s tariffs are generally popular with his base and
Republicans in general. Democrats are moving left and are also increasingly favourable to more
protectionist measures. How much of Trump’s trade war remains part of a lasting legacy with more
protectionist politics remains to be seen. We would argue that protectionist politics is set to
continue beyond Trump with negative long-term implications for markets.
The picture before us is a global economy that remains resilient but is becoming more fragile as the
U.S. looks to raise rates further amid continued quantitative tightening, negatively affecting
liquidity.
The slowdown in China should remain contained with authorities likely to support the economy, if
needed, via fiscal stimulus. Continued confidence in this belief requires regular confirmation from
the authorities. It is one of the reasons we have an office in China.
We believe Canada remains well positioned thanks to the late-cycle nature of a number of large
sectors like energy and materials. Our positioning remains neutral with a bias toward late-cycle
sectors in equities, but we will move rapidly as events unfold over the next several months.
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