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Hurricane Irma is working
its way up the west coast of
Florida as I am writing this.
Early reports from Cuba
indicate that the storm has
done tremendous damage
there; this after wreaking so
much havoc on the Leeward
Islands. The news photos
out of Barbuda are simply
horrific.

Carmen and Mike on Canada Day 2017

Summer in Calgary wouldn’t
be complete without a visit
to the mountains. The
mountain air seems to
reinvigorate the soul … it is
what I miss most by now
living in a tropical Paradise.

Texas, and Houston in
particular, is now in the
process of recovering from
the flooding induced by
Hurricane Harvey. Many of
us have memories of 2013,
when Calgary experienced
its own flood. Southeastern
Texas is going through
something that is orders of
magnitude worse.
And Mexico suffered a
devastating earthquake on
its Pacific coast, and 24 hours later had a hurricane
strike its Atlantic coast! Reports are sketchy, but it
seems that damage is extensive on both coasts.
Governments can only do so
much. Please help the recovery
efforts by donating to a charity
that you feel will do the most
good for the most needy.
Carmen and I were in Calgary for
Canada Day 150. We celebrated
in fine style by rafting down the
Bow River with our friends, the
maple leaf flag flying proudly at

the bow of our craft. It was
great to sail past all the
crowds on Princes Island
and Fort Calgary!

We are planning for our Fall
visit to Calgary and Ottawa.
I have already sent out my
first request for meeting to
you. Thanks if you have
already
made
an
appointment; I encourage
you to sign up if you have
been a little tardy. I will be
in Ottawa October 16-18,
and in Calgary October 2026.

The trip is going to be a whirlwind affair. Carmen and
I will also be visiting Savannah (Georgia), Hilton Head
(S Carolina), Montreal for Portfolio Strategies’ annual
advisor conference, Ottawa and
Calgary, then Los Angeles to visit
Request for Meeting:
our daughter and grandson
Eshan before returning home.
Ottawa October 16 – 18

Calgary October 20 – 26
Please email me at
mikewise@wiseword.ca
to set up an appointment

Carmen and I have decided that
living in a Tropical Paradise is a
little too tranquil for young folks
like us. We have decided to offer
the house for long-term rental or
sale. We have the rental option
listed on www.airbnb.com, with
Tel: 587-329-1659
Cell: 403-616-3434
mikewise@wiseword.ca
www.wiseword.ca

Suite 115, 1925 - 18th Ave NE
Calgary AB T2E 7T8
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a 3-month minimum commitment. Perfect for
snowbirds! We’re just getting the selling option
organized, but our webmaster has created a nice
website at www.CasaAmapolaCR.com.

Canada Day 150 – Sailing Down the Bow River

Table 1
2017 Returns - Year to 31 August
31 August
YTD
Price
Change
Equities
TSX (CAD)
15191.6
-0.6%
S&P500 (USD)
2476.55
10.6%
Commodities
Oil (WTI; USD)
Gold (Comex; USD)
Fixed Income
DEX Universe Bond
Index (CAD)
- Total Return
-Interest Rate
Best 5-yr GIC Rate
(rate as of Sept 10)
Exchange Rates
CAD/USD
CAD/EURO

$47.29
$1330.40

-11.1%
15.5%

1026.54

1.5%

2.35%
2.55%

0.21%
0.64%

$1.2375
$1.4697

-$0.106
$0.056

Where We Are
Table 1 shows how various asset classes are doing
so far in 2017.
The interest rate on the US 10-year Treasury bond –
the most widely-traded security in the world –
moved from 2.45% at the start of 2017, up to a high
of 2.62% on 13 March, and has generally fallen since.
The 10-year T-bond was trading with a yield of 2.12%
at the end of August.
The DEX Universe bond index, which is Canada’s
best index of interest rates, started the year at
2.14%, and was 2.35% at the end of August. It is now
listed at 2.47% after the Bank of Canada’s surprise
rate hike. My best 5-year GIC rate has also gone up
on the year. I can now offer you 5-year GICs at 2.55%.

The US dollar has fallen against most of the major
currencies. Looked at from the opposite viewpoint,
the looney has risen quite sharply, and was up 6.3c,
from $0.7443 to $0.8070 at the end of the month. It
is up another 1.5c so far in September. That’s a gain
of 10.5% in a little over 8 months. On the other hand,
the looney has fallen a little versus the Euro over the
course of 2017 as traders think that Europe is
emerging from its financial and humanitarian crises.
The looney has gone up in the face of declining oil
prices. The weakness in the US dollar is a much more
important factor in setting currency exchange rates
than is the oil price. Traders also believe that the
Bank of Canada will continue to raise Canadian
administered rates. This makes the looney more
attractive to currency speculators and pushes up the
exchange rate.
The drop in oil prices has affected the resourceheavy Toronto stock market, which is treading water
this year. In contrast, the US market is doing quite
well, with the broad S&P 500 Index up 10.6% and the
tech-heavy NASDAQ index up a very healthy 19.5%
at the end of the month.
The wild swings in the CAD/USD exchange rate
strongly affect the returns available to Canadian
investors who dabble in foreign markets. While the
S&P 500 is up 10.6% in US dollar terms, this matches
the 10.5% rise in the looney. In Canadian dollar
terms, the US market has been flat on the year!

Pass It On!
Please pass this letter to a friend, colleague or neighbour if you find it interesting.
I rely on referrals to grow my business. Thanks.
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Have you ever heard of FAANG? That’s the Group of
Five big Internet stocks: Facebook, Apple, Amazon,
Netflix and Google (Alphabet). Investors have been
piling into FAANG; the rest of the US market has not
done so well. Without the FAANG stocks, the S&P
500 is only up 5.1%. That’s in US currency terms. In
looneys, the S&P500 ex-FAANG is down more than
5%!

Looking at Chart 2, we see that at the start of the
year either the looney was under-valued and could
be expected to rise, or WTI oil was over-valued and
could be expected to fall.

The German DAX index is up 5.8% (measured in
Euros), and the London FTSE100 index is up 4.1%
(measured in pounds). The Nikkei index in Japan is up
3.0% (measured in Yen).

Looking forward, IF all else stays the same, and mean
reversion takes place, Chart 2 is showing that either
the looney is overvalued by around 3c, or WTI oil is
undervalued by around $7/bbl.

Most client portfolios have a mixture of stocks and
bonds. I use the Globe Canadian Neutral Balanced
Peer Index as my primary performance benchmark.
That benchmark was up 0.2% to the end of August.

Unfortunately, all else is NOT staying the same.
Intentionally or not, the US is pursuing a weak-dollar
policy, and the looney is tagging along with the rising

In fact both things happened: the looney rose and
the oil price fell.

Chart 2

Chart 1
USD/CAD Exchange Rate - Year-end
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Euro and Yen. In addition, the Bank of Canada is
ursuing a strong-dollar policy by raising interest
rates.

Exchange Rates
Any discussion of “where we’re heading” has to start
with a discussion of currency exchange rates. The
USD/CAD exchange rate has fluctuated wildly over
the past few years, as shown in Chart 1. These
fluctuations have been greater than the returns
available from foreign stock or bond markets. A
Canadian investor needs to be able to forecast the
direction of the looney versus the greenback.
Historically, there has been a strong link between the
USD/CAD exchange rate and WTI oil prices. Chart 2
shows that the correlation is 0.92, which is very high
for financial data. (NB: remember that correlation
does not necessarily imply causation!).

In an era when currency exchange values are
fluctuating wildly, the mutual fund companies are
increasingly shifting that risk over to their clients
(and indirectly onto their financial advisors). The
fund companies are increasingly making use of
unhedged and “currency-neutral” versions of their
US and global equity and bond offerings.
Table 2 shows how a couple of funds that have
unhedged and hedged versions did over the past 3
years. It shows that changes in the CAD/USD
exchange rate can totally overwhelm a fund
manager’s performance ability.
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Table 2
Influence of Exchange Rate on Mutual Fund Performance
2015

2016

2017
(to 31 Aug)

Change in Exchange
Rate (USD/CAD)

17.30%

-2.90%

-7.78%

US Equity Fund
Unhedged

8.70%

11.20%

3.30%

Currency Neutral

-8.10%

14.70%

10.30%

Difference

16.80%

-3.50%

-7.00%

1.82%

Global Bond Fund
Unhedged

6.60%

-1.70%

Currency Neutral

-10.00%

0.50%

8.63%

Difference

16.60%

-2.20%

-6.81%

When I started out in the investment business
almost 30 years ago, I was taught that the costs of
hedging currencies exceeded the benefit to be
gained. Looking at Table 2, I’m unsure whether that
is still the case – at least on a relatively short-term
basis. In any event, I am unwilling to assume the risk
of becoming my clients’ foreign exchange expert,
and prefer that my portfolio managers continue to
accept and manage that risk.

Interest Rates
The Bank of Canada has raised interest rates twice
this year, and consensus is that it will raise rates by
another ¼% next month. All of the chartered banks
have followed the Bank’s lead and raised their prime
lending rates.
This would not normally be a big deal, but the rate
increases are coming from a very low starting point,
so even a 0.5% interest rate increase is a huge jump
when measured from a base of 2.70%. Canadian
consumers acted rationally in previous years, and
took advantage of the incredibly low rates. They are
up to their eyeballs in floating-rate home equity lines
of credit, car loans, and other loans that move along
with the prime rate. An 18.5% increase in interest
costs so far this year has got to hurt!
The Bank doesn’t care how much the rate hikes hurt
the little guy. It is trying to “normalize” interest rates,
probably towards the 5% level, so that it will be in a

position to reduce rates when the next recession
comes along.
If you are a saver and not a borrower, you are likely
cheering these rate hikes. Perhaps we will get to the
stage where it becomes worthwhile to put a few
pennies into a GIC!
We do seem to be in a new environment, where
central bankers worldwide are trying to unwind the
loose money policies that have been in place since
2008. If previous policies were called “quantitative
easing” (QE), the current policy can be called
“quantitative tightening” (QT). Canada and the US
are leading the way. Europe appears to be next in
line, with China and Japan still to make the transition.
If your idea of investment risk is “permanent loss of
capital”, I believe that fixed income is the riskiest
asset class.
Rising interest rates are bad for the bond market.
The capital value of a bond decreases when interest
rates go up. The total return from a bond is the
interest received plus the change in capital value. We
could be looking at negative returns from bond funds
before the year is up.

If your idea of investment risk is
“permanent loss of capital”, I believe that
fixed income is the riskiest asset class.
The US Federal Reserve has already increased
interest rates 3 times this year. The Fed is clearly
making noises about wanting to follow the Bank of
Canada to normalize interest rates.
The bond market isn’t listening to the Fed right now.
As mentioned in an earlier section, the US 10-year Tbond is trading with a yield of 2.12% right now, after
starting the year at 2.45%.
Quantitative Easing wasn’t only about lowering
interest rates to zero. The US Fed also bought all
kinds of fixed income debt from the banks, and paid
for them with newly-printed greenbacks. QT involves
selling these securities back into the marketplace,
thus removing cash from the economy. The speed at
which the Fed plans to do QT is a big unknown.
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The Federal Reserve Board of Governors is in a lame
duck position right now. There are supposed to be 7
members on the Board, but there are currently only
4. Furthermore, the Vice-Chair has announced his
retirement, and the term of the Chair, Janet Yellen,
expires next year. It is customary for the past-Chair
to resign from the Board. The Fed could soon be in a
position where the Board has only 2 active members,
and 5 vacancies.
A Fed Board member has a 14-year term. President
Trump has an unparalleled opportunity to put his
stamp on US monetary policy for a very long time.

Hiking Near Chester Lake

Economy
The world appears to be entering a period of
synchronized economic growth. This is extremely
good news. The Organization for Economic Cooperation and Development (OECD) projects that
global real GDP growth will be 3.47% this year, and
3.60% next year. These numbers are substantially
higher than the growth achieved in the previous 5
years.
Despite the best efforts of our current federal
government, Canada has turned in spectacular
growth numbers for the first half of 2017. Canada is
posting the highest GDP growth of all the advanced
nations. GDP growth in the first quarter was 0.9%
(3.7% annualized), while 2nd quarter growth was an
even stronger 1.1% (4.5% annualized). Household
spending is powering these numbers. We shall see if
the Bank of Canada’s interest rate increases have put
the brakes on that spending!

The federal government continues its anti-growth
policies. In the latest twist, the supposedlyindependent National Energy Board declared that
the review of the Energy East pipeline proposal will
include the environmental effects of the carbon
emissions from end users. This is way beyond the
NEB’s mandate, and TransCanada Pipelines
immediately suspended their application.
Yesterday, news reports indicated that 25% of the
fishing quota for Arctic Surf Clams (apparently they
are the pretty red clam that goes on top of sushi) will
be given to Indigenous Peoples. Unfortunately, that
25% will be taken from a Newfoundland company
that has invested $140 million in ships capable of
harvesting the clams way out in the middle of the
Atlantic. There are fears that a processing plant in
Newfoundland will have to scale back its operations,
throwing some good people onto the dole. At least
the Natives will be happy – if they can find the money
and the people capable of harvesting the resource
out in the open ocean far from land.
Even the federal government acknowledges that
small business is a major factor in the Canadian
economy. Despite this, the Minister of Finance has
unleashed tax reform proposals aimed squarely at
that sector of the economy, and with little or no prior
consultation. Reducing “income sprinkling” (the
strategy of paying family members who have little or
no involvement in the operation of the business)
may make sense. The all-out war on retained
earnings – or specifically the investment returns
from retained earnings – makes absolutely no sense.
A company needs retained earnings in order to make
investments that grow the business! Small
companies do not have access to the capital markets,
and have to rely on the mercy of the Big Banks if they
need external financing. Crimping the growth of
retained earnings is harmful to the country.
The US is also doing well. Second quarter GDP
growth came in at 3.0% (annualized), well above the
consensus forecasts. As with Canada, personal
consumption was the biggest contributor to the
robust growth.
Surprisingly, hurricanes Harvey and Irma are likely to
give a boost to US GDP. Spending to replace what
was lost adds to GDP; the fact that that money could
have been spent elsewhere or invested productively
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does not. This is a weakness of GDP measurement;
economists call it the “broken window fallacy”.
I’ll finish this section with a look at my old
employment favourites: manufacturing overtime
and employment at temp agencies. Both are leading
indicators for economic conditions: overtime looks
at blue collar jobs, while temp agencies serve the
white collar job market.

Chart 4 shows that employment at temporary
agencies is up 4.3% over the past 12 months. This
indicator also is looking good!
Waterfall Along the Highway

Chart 3 shows that overtime on the shop floor has
remained steady at around 4.4 hours per week. The
economy has generated around 135,000 new
manufacturing jobs in 2017. This contrasts with a loss
of 42,000 jobs in 2016. (Employment in the broader
category of goods-producing industries is up 323,000
year-to-date, versus just 64,000 in 2016.). More
troubling, Chart 3 also shows that what I call the
Missing Labour Force has now reached 27.7 million
people. This is 22% of everyone employed in the
private sector in the United States.
Chart 3
Manufacturing Overtime and Private Employment
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Stock Market
A previous section showed that we have reached the
end of the loose-money era, and are in the beginning
stages of a time of quantitative tightening (QT).
Central banks are starting to unravel all of the wild
machinations that they tried in the aftermath of the
2008 financial crisis. This is all untraveled territory,
and we can expect miscalculations along the way,
with repercussions that reach everyone in the land.
It has sometimes been said that the Chairman of the
US Federal Reserve, and not the President, is the
most powerful person in the world. The Fed is
currently operating with a skeleton crew. Next year
President Trump will be in a position to appoint 5 out
of 7 members to the Board of Governors, including a
new Chair and Vice-Chair. No one knows – maybe
not even President Trump – what direction this new
Board might take US monetary policy.
Add in the political turmoil in the US, and the geopolitical upheavals regarding North Korea and
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elsewhere, and the stock market has a lot of excuses
for failing to “climb a wall of worry”.
However, there is also good news. The section
immediately before this one showed that we have
entered a global synchronized recovery. Canada is
leading the pack of advanced nations, with 2nd
quarter growth hitting 4.5% (annualized). The US is
also doing well, and my indicators are telling me that
the good times will continue for a while yet.

Stock markets are composed of many individual
companies, but these companies can be merged into
groups that operate in similar fields. Chart 6 shows
how the various sectors of the TSX have done so far
this year.
Chart 6
Performance of TSX Components in 2017
(to September 8)
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Corporate earnings have recovered from the
downturn felt when oil prices collapsed, dragging the
earnings of the oil giants and all energy-related
businesses with it. See Chart 5.
Chart 5
S&P500 Earnings & Dividends
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The overall TSX Composite Index is the third bar from
the bottom, sporting a -2.0% return to September 8.
Financials are by far the largest component in the
TSX. As a group they are down -1.4%. Conservative
dividend funds are often chock-full of bank stocks
and other financial companies. Risk-averse investors
who hold Canadian dividend funds are going to be
disappointed this year. Only Health Care
(microscopic in size) and Energy (another big
component in the TSX) have done worse.
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Chart 5 illustrates as well something that I call Peak
Earnings. Corporate earnings reach a peak in each
economic cycle. At these peaks company
management always seems to do silly things,
whether unwarranted expansion of plant and
equipment, or a takeover at a wildly inflated price. It
is truly astounding how these supposed titans of
industry can ruin perfectly fine businesses. Chart 5
indicates that these peaks of irrational exuberance
seem to increase in each cycle in line with inflation
and economic growth. If the theory of Peak Earnings
holds through this economic cycle, we have about 2
more years to go, and earnings can rise another 50%
beyond current levels.
It is therefore not a surprise that stock markets are
doing well.

On the other hand, Chart 6 shows that investors who
concentrated
on
Consumer
Discretionary,
Technology/Telecomm or Mining/Gold stocks will be
pretty pleased with how things are going so far in
2017.
We all know that the Toronto stock market has been
seriously lagging the New York market for a number
of years. We also know that it is better to “Buy Low”
rather than “Buy High”.
Chart 7 shows how the TSX has done over a span of
86 years. The market was trading 23.4% below the
trend line at the end of August. The trend line has
been so strong, and the correlation so high, that we
can infer that at some point the index will revert back
to trend. The historical record confirms this. Chart 8
shows the returns over 10 years that have resulted
in the past at different levels of deviation from the
trend line. It shows that in the past, a deviation of
23.4% below the trend has resulted in a return over
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Chart 10

Chart 8
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end of August. The trend line has been so strong, and
the correlation so high, that we can infer that at
some point the S&P 500 will revert back to the trend
line.

the following 10 years that averaged around 10%.
This is well above the 6.6% average return of the TSX.
Chart 9 (next page) shows the US S&P 500 stock
index over the past 86 years. As with the TSX, the
index has gained steadily over time, albeit with
significant bumps along the way, such that one can
draw a trend line through the data. The S&P 500
index was trading at 8.7% above the trend line at the

As with Toronto, the historical data confirms this.
Chart 10 shows the returns over 10 years that have
occurred in the past following various levels of
deviation from trend. Chart 10 shows that future 10Chart 7
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year performance is almost always less than the S&P
500’s long term average return of 6.8% whenever
the market is trading above the trend. The dispersion
of past results is very wide, but Chart 10 is signaling
to us that investing in the S&P 500 is likely to give us
a return in the low single digits over the next 10
years.

Chito the Crocodile Man with Friends Bob and
Celia

By the way, the type of analysis shown in Charts 8
and 10 only works over long time horizons, such as
10 years. There is no meaningful correlation
between deviation from trend and future
performance over shorter time periods.

Some Final Thoughts …
As long-time readers of this newsletter know by now,
my political views tend to be on the Libertarian side.
I do not view governments as my friends. As Ronald
Reagan said: “The most terrifying words in the
English language are: I’m from the government and
I’m here to help.”

Chart 9
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I received the following clip from somewhere out in
the blogosphere. I think it was sent as a sort of
eulogy to Mr Pournelle, who passed away just a few
days ago.

Pournelle’s Law of Bureaucracy

Chester Lake

In any bureaucracy, the people devoted to the
benefit of the bureaucracy itself always get in
control, and those dedicated to the goals the
bureaucracy is supposed to accomplish have
less and less influence, and sometimes are
eliminated entirely.... In any bureaucratic
organization there will be two kinds of
people: those who work to further the actual
goals of the organization, and those who
work for the organization itself. Examples in
education would be teachers who work and
sacrifice to teach children, vs. union
representatives who work to protect any
teacher including the most incompetent. The
Iron Law states that in all cases, the second
type of person will always gain control of the
organization, and will always write the rules
under which the organization functions.
– Jerry Pournelle, prolific science-fiction
writer, August 7, 1933 – September 8, 2017

Pournelle’s law shows why it is impossible for
anyone to Drain the Swamp. Doesn’t mean we
shouldn’t try, though!
Summer in Calgary – View from my NE Office

Toucan
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