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We have been negative on Energy since the start of the year, 

principally owing to the view that high inventory levels and 

rebounding U.S. supply were likely to push out the market 

rebalancing required to drive an earnings recovery for the sector. 

This thesis has largely played out as expected, with Energy the 

worst performing sector in the S&P 500 year-to-date. More 

recently, however, we are starting to see both the technical and 

fundamental picture show early signs of improvement.

Top-down, the relative price trend of the sector began to turn more 

positive in August as Hurricane Harvey significantly impacted 

America’s energy industry. Compounding these supply issues, 

demand forecasts for crude were revised up by the IEA, the U.S. 

rig count finally showed signs of slowing and global inventories 

began normalizing back to longer-term averages (Chart 1), 

resulting in a tightening supply/demand outlook for the market.

We are also seeing an increase in upside price risk as Rocket 

Man vs. Dotard rhetoric refuses to cool off, the U.S. threatens to 

withdraw from the Iranian nuclear deal and Turkey suggests that 

it could shutdown the Kurdish oil pipeline. Should any of these 

come to pass we would expect oil markets to react accordingly, 

thereby skewing the risk/reward profile of the commodity above 

what might be suggested by short-term supply and demand. 

These upside risks combined with the fundamental improvement, 

underweight positioning across fund managers (Chart 2) and 

historically low valuations, have squeezed the group and caused a 

relative strength breakout.

Following this short-covering rally the question becomes: where 

do we go from here? Positively, it appears the market tightening 

reduces the downside risk; however, we are less confident in 

sustained upside to the $60 crude level. Beyond the obvious 

absurdity of making oil market predictions, we see several 

reasons to expect an increase in supply at current levels. Supplier 

hedging activity has accelerated above $50 (Chart 3); there is a 

large drilled-but-uncompleted well count (DUCs) that can come 

online quickly; and the OPEC supply cut agreement is increasingly 

straining those members’ fiscal budgets. These factors all point to 

significant barrels of oil ready to be offered to the market near our 

marginal cost estimate of $50-$60 per barrel, likely capping prices 

under $60. At any rate, we will be watching supply indicators 

such as rig counts, E&P CAPEX forecasts and the November OPEC 

meeting for confirmation of our view.

Oil - Market Finally Tightening
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During the month, our investment team also dug into another long-

held underweight, the United Kingdom, to validate the country’s 

significant relative underperformance vis-à-vis European peers 

since the Brexit vote in 2016. With the recent improvement in 

economic data (Chart 4), the fundamental outlook would seem to 

suggest the Brexit vote was not as damaging as many forecasters 

predicted. To wit, retail sales, home prices and industrial 

production have all held up, while consumer and business 

confidence measures are higher and unemployment lower. The 

result has been declining probability of recession, which is the 

exact opposite outcome of what many forecasters expected.

What did everyone get wrong? The answer, in our view, is timing. 

Digging below the surface reveals a very weak picture, and one 

that is worsening. For example, the surprise in retail sales has 

been funded entirely by savings (Chart 5), as real incomes have 

declined. Credit trends are also deteriorating, evidenced by 

declines in small business loans and banks tightening lending 

standards for households. This cyclical weakening is laid against 

one of the highest household debt-to-income ratios in the OECD 

and an incrementally hawkish Central Bank. And we haven’t even 

discussed the economic implications of Brexit yet!

Although negotiations between the U.K. and the E.U. are 

unquantifiable, we are convinced of two specific investment 

implications. First, the lack of visibility is creating disincentives 

for corporations to invest in the U.K., which is leading to job 

relocations and lower planned business activity (Chart 6) that 

will weigh on future economic growth. Second, with neither the 

Conservatives nor the opposition Labour having a clear idea as to 

where they want to end up, the U.K. has no credible position from 

which to negotiate. Muddled objectives, internal bickering and a 

split populace are not the recipe for an effective split from the E.U., 

which appears required for avoiding a negative economic shock.

That said, large cap U.K. equities are more global than most 

investors realize, with more than 70% of revenues generated 

outside the country. Counter-intuitively, this means a weak 

domestic economy and Brexit noise may provide a compelling 

investment opportunity on a hedged-currency basis. For now, our 

top-down technical work argues for patience and we will maintain 

our underweight until our process turns more favourable.
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Chart 6 | LLoyds Business Confidence Barometer
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As one oil industry executive put it recently, at $45 oil companies 

are only drilling the best plays with the best rigs using the 

best crews, i.e. growing demand will have to be satisfied with 

higher cost and more marginal barrels of crude. With downside 

appearing limited, several catalysts to the upside and the technical 

picture improving, Equium Capital’s portfolios were repositioned 

in September from an underweight to a slight overweight of the 

Energy sector.
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Table 1 | Investment Recommendation Snapshot
source: Equium Capital

Sector Region

Overweight

Equities
Health Care
Industrials

Financial Services
Utilities

U.S.
France

Germany
India

Underweight
Fixed Income
Real Estate

Staples

Australia
Canada

United Kingdom

Chart 7 | Global Index Performance YTD ($CAD)
source: Bloomberg, Equium Capital

Chart 8 | Global Index Valuations EV/EBITDA
source: Bloomberg, Equium Capital

Closing out the quarter, global markets are pushing new highs 

and investor confidence is rising on hopes for U.S. tax reform 

and continued global growth. If only this surface-level view of the 

quarter was indicative of the volatility seen among sectors and 

stocks, we’d have fewer grey hairs. All told, the portfolio finished 

the quarter down modestly (-0.9%). A strong rally in the Canadian 

Dollar during the quarter (+4% vs USD) created a translation 

headwind for our global portfolio, which is 70% ex-CAD. At the 

asset level, owning more equities than fixed income continues to 

be a high conviction position and added value during the period.

Regionally, it was a mixed three months as Europe and Emerging 

Markets performed well, while the U.S. and Canada experienced 

more volatility on the back of erratic politics and a rebound in 

oil prices late in the quarter (Chart 7). Given our more positive 

technical and fundamental view on Energy, we have reduced our 

underweight in Canada on a tactical basis. Although we maintained 

our European overweight throughout the period, we did shift 

exposure from Spain to Germany as the Catalan referendum on 

independence approached.

By sector, our overweights of Industrials and Financials 

outperformed and further benefited from our industry level 

investments in the Aerospace & Defense (A&D) and Broker-Dealer 

& Exchanges industry groups, which significantly outpaced their 

sectors. As a reminder, our process has the ability to allocate to 

the industry level so as to target the most attractive structural 

themes and positive technical trends that may not be apparent at 

the sector level. Within Industrials, for example, A&D was +14% 

in Q3 while the overall sector was +5% , illustrating the alpha 

opportunity. Detracting from performance, the portfolio’s Health 

Care exposure underperformed as Medical Devices experienced a 

weaker than expected earnings season. On the year, the industry 

has outperformed the S&P 500 (+25% vs. +12%) and we continue to 

find the group’s return and growth profile very attractive.

Looking forward, we view global markets as key beneficiaries 

of strong economic momentum and relatively attractive 

valuations (Chart 8) and we maintain our overweights of Europe 

and Emerging Markets. We are more selective elsewhere, as 

valuations are elevated and the economic cycle is further along 

ie. Canada and the U.S. Overall, we look for earnings growth 

to continue to benefit risk assets globally, but are wary of the 

length of the current cycle. Central Bank plans to tighten credit 

conditions, thereby reducing liquidity, seem destined to slow 

growth and increase volatility at some point; however, it still 

appears investors are best served by observing risk factors while 

continuing to own risk assets with cyclical momentum.

Q3 Review & Outlook


