Economic Expert Panel: 2013 Outlook

Chapter 1: BMO’s economic expert panel
SERGE

Welcome to the BMO Global Asset Management's 2013 Economic and Financial Market round table. I’m Serge Pépin, Vice President, Investment Strategy, and it's my pleasure to be your host today. 

At our first economic and financial market roundtable this past July, the travails and misery of the Eurozone were the talk of the day. 

While the turmoil in Europe remains, investors have been presented with additional challenges since the dog-days of summer. Financial markets have turned their attention to the famous fiscal cliff, which will see some 600 billion dollars-worth of income tax hikes and across-the-board spending cuts take effect starting January1, 2013. Canadian economic data, from jobs to growth, is now pointing to a slowdown and while there is optimism that China’s economy is bottoming out, there are still concerns that its slow recovery will continue to have a financial impact on our domestic economic health. 

Trying to make sense of the events is daunting at best. Given the success of our first round table, we’ve reassembled our guest speakers who will undoubtedly help us uncover sound investment opportunities for your clients.

Four investment and economic professionals are joining me today. Our panellists are Sal Guatieri, Vice President and Senior Economist with BMO Capital Markets.

SAL

Good to be here Serge.

SERGE

Paul Taylor, Chief Investment Officer of Canadian Equities, BMO Asset Management Inc. Canada.
PAUL

Glad to be here.

SERGE

Mark McMahon, Senior Vice President, Canadian Fixed Income, BMO Asset Management Inc. Canada.
MARK

Nice to be back.

SERGE

And Steve Shepherd, Vice President and Investment Strategist, BMO Asset Management Inc. Canada.

STEVE

Hi Serge. Thanks for having me.

SERGE

Gentlemen thank you for taking the time to be with us today.

Chapter 2: 2013 Macroeconomic outlook

SERGE

Sal, as mentioned a moment ago, Europe still remains marred in uncertainty. While no less important today as it was a few months ago, the U.S. fiscal cliff and its implications are now top of mind for investors. Can you share with us your thoughts on the subject? 

SAL

We know U.S. households have made remarkable progress in getting their finances in better shape. So they’re starting to spend a little more. The housing market is recovering. But what we know is that business leaders of the U.S. economic expansion have pulled back spending and hiring because of all the uncertainty about the fiscal policy outlook. 

We see only a marginal impact to the U.S. economy this year, enough to slow the economy but clearly not pull it back into recession and in fact by the second half of 2013, we should see the U.S. economy get back to more normal, strong growth rates, in excess of 3%, once businesses are more confident about the economic outlook and ramp up spending and hiring.
SERGE

What’s in store for the Canadian economy in 2013?

SAL

Canada’s economy is really at the mercy of U.S. lawmakers because we need Americans to start spending at a faster rate on our products; even with relatively low value of their currency against our currency.

We can’t rely on Canadian consumers to continue to lead the expansion. They will be focused on debt management in 2013. The housing market will continue to cool down in response to tougher mortgage rules. Business investment has led Canada’s expansion, will probably continue to lead the expansion in 2013, but it’s too small a share of the economy to really move the economy forward. Governments are cutting spending to address the deficit, so we really need the American consumer to come back and start buying our products to give our exports somewhat of a boost, because they were really challenged in 2012. 

As a result our economy looks like it failed to grow even at a 2% rate in 2012, slowing from 2.5% the previous year. To get back to 2.5% growth, which would be sufficient to then reduce our unemployment rate, we need the U.S. economy to strengthen, as we anticipate in the second half of 2013.

Chapter 3: 2013 Equities Outlook

SERGE
Now Paul, that sort of brings me to a discussion we had in July. Back then you talked about some of the catalysts that could remedy the lack of performance on the part of Canadian equities. We’re finishing the year with the S&P/TSX flat at best at this point. Do you think that the renewed health of the Chinese as well as U.S. economies still remain the drivers of the of the Canadian equity market? 

PAUL

Well really what’s the Holy Trinity? We’ve got the three. The situation in the Euro-Zone, which, not just for the Canadian equity market but the U.S. equity market was quite an overhang. But if we assume at least that there will be some sort of a muddle through in the Eurozone into 2013; that’s at least one of the three factors off the back of the Canadian economy and the Canadian equity market.

We are to some extent, dependent on demand from south of the border and then last but not least for us, who depend so heavily on commodity prices, China of course is the marginal buyer so it is important to have a soft, not a hard landing. And of course there are still significant policies stimulus ammunition in China to ensure that its growth of hopefully 7.5 - 8 - 8.5% as opposed to something sub-7% which would be very challenging for us here in Canada, as the producers of copper, zinc, nickel, oil. But we still have this U.S. fiscal cliff which is, of the Holy Trinity probably biggest challenge I think the Canadian economy and the Canadian equity market struggle with at this particular point in time.

SERGE

Now I’m sure some of our listeners would be quite interested in knowing, what are some of the sectors most preferred currently by your team of investment professionals?

PAUL

You need to be in equities but you really want to have a quality bias and so to go pro-cyclical at this point in time is probably a bit far out and so you would avoid really loading up and going highly torqued in energy materials, consumer discretionary and I.T. You’d still be focusing on staples, utilities, healthcare to some extent. But bottom line in this environment, we still feel that yield and quality will be king for as far as the eye can see going forward. That’s our focus; is still to have that quality bias.

Chapter 4: 2013 Fixed Income Outlook

SERGE
Mark, let’s focus on fixed income now. We’ve talked about the 30-year bull-run having come to an end and this was a few years ago that we were talking about that. However, the turmoil in equities has shown a bright light on fixed income. Now, while long in the tooth, do you believe that bonds will extend their run in 2013? 

MARK

Extending the run might be a bit of a stretch, Serge, I think they can certainly earn their coupon rate, but in terms of spread tightening or rates going lower, the worst has to happen in the U.S. And as Sal and Paul said, we don’t believe that will be the case. Rates could drift a little bit higher. That’s really not going to harm anyone’s portfolio on the fixed income side. If the politicians don’t get it together; if Europe does implode, there is some room for rates to go lower and you extend the bull another year or two.

SERGE

Now the threat of higher interest rates from the part of the Bank of Canada or the Federal Reserve for that matter, do you still see that as being postponed until the end of 2013? 2014? Even 2015 at best? 

MARK

Certainly, with the slow-down we’ve seen in Canada’s economy in the third and fourth quarters, I think you can safely assume that any interest rate hikes, domestically or probably late 2013; even if we were to get back to that two-percent - ish growth rate, it’s really not enough to start removing stimulus. It’s only if we see some robust numbers higher than that, that I know the Bank of Canada would seriously consider doing something on the rate front. 

The Federal Reserve is farther down the road than that. They’re likely 2014, at best and maybe late 2014.

SERGE

Now, Paul mentioned investors are still looking for yield. In the fixed income area where are the best yield opportunities at this point?

MARK

High Yield’s been popular. But I think the run in that is over. The spreads have compacted in that sector down to 400...500 over and that’s full value for high yield. There’s been some move afoot to go emerging market; those countries that have good balance sheets, expanding economies and have interest rates 500 or 600 basis points over governments. South America would be the first place to look. The far-east, outside of China, would be another place that these are stories that are just emerging and becoming popular, and I would look for that to be a story in 2013.
Chapter 5: Active or passive management?
SERGE

Steve, welcome to our Panel.

STEVE

Thank You

SERGE

It’s quite interesting, as part of the ETF team at BMO Asset Management. You just recently introduced four new, and innovative ETFs, for a total of forty-eight; now having amassed in excess of 8 billion dollars since the launch of the first ETF in 2009. In this type of investment and economic environment does the use of both passive and active management make sense for investors?

STEVE

Absolutely. We don’t really see active and passive as opposing forces or strategies by any means. Really, we see them as complementary investment strategies that really accomplish two important things, and that’s broaden the investment universe, and also provide important diversification opportunities for investors. The real power of ETFs is the fact that it provides cost-effective access to a lot of markets and asset classes and sub-industries that an investor may not be able to access, either due to scale or liquidity reasons on their own.

Beyond just regions and markets, it also gives an opportunity for diversification through different strategies or investment themes like focusing on high dividend yielding stocks, or even some of our covered call ETF’s. All of these things add up to a stronger portfolio. 
The other advantage is that the ETF’s, being very liquid and very cost-efficient, provide a very efficient and effective way to rebalance a portfolio, which can be particularly valuable if you run into periods of heightened volatility in the market, which I think some people are still very conscious of, given some of the market forces at play right now.

SERGE

Thank you very much.

Gentlemen, thank you very much for having shared your insights with us.

PANEL

Thank You

SERGE

Financial markets are likely to remain on edge until there is a clearer sense of how the U.S. fiscal cliff will play out as well other no-less important events.

However, as our panel of experts discussed, there are some opportunities that investors can take advantage of.

We hope you've enjoyed today's discussion. Thank you.

The commentary of the panelists is intended for informational purposes only. The information contained herein is not, and should not be construed as, investment advice to any party. Investments should be evaluated relative to the individual’s investment objectives and professional advice should be obtained with respect to any circumstance.

BMO Global Asset Management comprises BMO Asset Management Inc., BMO Investments Inc., BMO Asset Management U.S. and BMO’s specialized investment management firms. BMO Mutual Funds and BMO Guardian Funds are offered by BMO Investments Inc., a financial services firm and separate legal entity from the Bank of Montreal. 
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