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contents may be copied, downloaded, stored in a 
retrieval system, further transmitted, or otherwise 
reproduced, disseminated, transferred, in any form 
or by any means. This publication is proprietary to 
Palos Management Inc. The information and 
opinions contained herein have been compiled or 
arrived at from sources believed reliable but no 
representation or warranty, express or implied, is 
made as to their accuracy or completeness. The 
information contained herein is not necessarily 
complete and its accuracy is not guaranteed by 
Palos Management Inc. The information provided 
in this material does not constitute investment 
advice and it should not be rely on as such. If you 
have received this communication in error, please 
notify us immediately by electronic mail or 
telephone. The overall views expressed in this 
report are prepared by Palos Management Inc. 
This document may contain certain forward-
looking statements that are not guarantees of 
future performance and future results that could be 
materially different from those mentioned. Past 
performance is not a guarantee of future 
performance. “S&P” is a registered trademark of 
Standard and Poor’s Financial Services LLC. 
“TSX” is a registered trademark of TSX Inc. The 
Bloomberg USD High Yield Corporate Bond Index 
is a rules-based, market-value weighted index 
engineered to measure publicly issued non-
investment grade USD fixed-rate, taxable, 
corporate bonds.  To be included in the index a 
security must have a minimum par amount of 
250MM. 

 
  
 
 
 
 

Palos Weekly Commentary 
 

 Palos Funds 
By Charles Marleau 

 

Canadian Pacific Full Speed Ahead 

 
On October 17, 2017, Canadian pacific Railway 

(TSX:CP) reported its 3rd quarter earnings. Palos 

was pleased with with CP results as we saw profits 

rise. CP was able to keep operating expenses in 

check while operating efficiencies improved. 

However, what really got Palos excited was CP’s 

new full year earnings guidance.  The full year 

earnings per share guidance was increased to 

double-digit figures versus high single figures. 

Secondly, the increase in guidance come on the 

back of its core business and not from land 

sales.  The core business, freight shipping, is 

accelerating. The company now expects mid-

single digit volume growth in 2017.  This growth 

is being driven by transports of crude deferential, 

frac sand, potash, and metallurgical coal.  Palos 

sees more dividend increases as the company 

executes on growth and efficiency. 

 

 

 

 

 

 

 What is New on the Macro Level? 
By Hubert Marleau 

 

The U.S. Dollar as the International Reserve 

Currency is Facing China’s Heft 

 

This is an important subject that is not widely 

understood by investors. Many observers have 

predicted the demise of the Dollar’s global 

dominance for more than 50 years. Despite the 

high frequency of Op-Ed articles claiming an 

eventual fall, the greenback is still the currency of 

choice around the world. The collapse of the 

Bretton Woods monetary system and the London 

Gold Pool, the disruption of inflationary events of 

the 70s and 80s, the failure of the Vietnam war, 

the shock of 9/11, the persistence of large trade 

deficits, the Great Recession and the financial 

crisis of 2008 have not been able to dislodge the 

the dollar from its dominant international role. 

The dollar has endured. The share of dollars in the 

foreign-currency reserves held by central banks 

and government coffers has remained stable at 

65%. As a rule, all world currencies essentially 

trade against the U.S. dollar and producers of 

commodities like petroleum use the the U.S. 

dollar to price their exports. While the 

attractiveness of the dollar is based on factors like 

the interest payments, the security and liquidity of 

Chart 1: Palos Domestic Funds versus Benchmarks (Total Returns)*     

  FundServ NAVPS YTD Returns 

Palos Income Fund L.P. PAL 100 $9.81  6.89% 

Palos Equity Income Fund - RRSP  PAL 101 $6.45  5.93% 

Palos Merchant Fund L.P. (Jun 30, 2017) PAL 500 $4.22  5.65% 

Palos WP Growth Fund - RRSP PAL200 $10.39 3.90% 

S&P TSX Composite     5.77% 

S&P 500     16.28% 

S&P TSX Venture     53.87% 
      

Chart 2: Market Data*      

     Value 

US Government 10-Year     2.32% 

Canadian Government 10-Year     2.01% 

Crude Oil Spot     US $51.29 

Gold Spot     US $1,286.90 

US Gov't10-Year/Moody BAA Corp. Spread     194 bps 

USD/CAD Exchange Rate Spot     US $0.8009 

* Period ending Oct 19, 2017   
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U.S. federal bonds which is also collateralized by 

the world’s largest most mature and highest 

diversified economy, there is another reason for 

its worldwide acceptance that is usually 

neglected.  

 
Barry Eichengreen, a reputable international 

economist, made the insightful observation that 

“US diplomatic and military links encourage 

America’s allies to hold dollars.” He also pointed 

out that “countries with their own nuclear 

weapons hold fewer dollars than countries that 

depend on the U.S for their security needs.” 

Eichenberg states that “being in a military alliance 

with a reserve-currency-issuing country boosts 

the share of the partner’s foreign-exchange 

reserves held in that currency by roughly 30 

percentage points.” This under-appreciated 

relationship between geopolitical alliances and 

international currency is crucial to understand the 

potential vulnerability of the dollar. Its an 

interesting arrangement. U.S. allies buy dollars 

for military protection and diplomatic support and 

in return the U.S. gets a stronger dollar and lower 

interest rates than it would otherwise have. 

 
Accordingly, Washington should take notice of 

this effect before the Administration makes too 

many diplomatic mistakes. The state department 

must be somewhat annoyed as the president does 

not seem to highly prioritize alliances and 

therefore, diplomacy. America has prospered 

most in the 80s and in the 90s when the dollar was 

strong. A strong currency means capital flowing 

in, which lifts the investment that drives 

innovation and productivity gains. Firstly, the 

financial behaviour of allies like Japan and South 

Korea who hold 80% of their international 

reserves in U.S. dollars could significantly change 

if the diplomatic and military alliances were to 

fray. This would bring about adverse implications 

for both the dollar’s exchange rate and the United 

States’ borrowing cost. The President needs a 

concession from North Korea on the nuclear-

weapons issue in order to save face with his base 

and to keep the U.S’s reputation with the 

international community. Concessions from 

North Korea involve negotiations where the U.S. 

will likely have to give up something such as a 

military reduction in Asia. A weaker security 

guarantee for Asia would provide an opportunity 

for China to fill the gap. If China geopolitically 

improves its position in Asia, the renminbi would 
certainly follow. Secondly, the financial 

behaviour of the countries (China, Russia, France, 

Germany, U.K.) who signed the “Joint 

Comprehensive Plan of Action” (JCPOA) might 

change as they are not going to happy if President 

Trump refuses to certify the nuclear arrangement 

with Iran. President Trump announced that he 

made a decision to disavow the agreement. It’s my 

understanding that Secretary of State Rex A. 

Tillerson and Defence Secretary Jim Mattis 

argued inside the administration that it was in the 

national interests of the U.S. to keep the Iranian 

deal. The president wants to reimpose sanctions if 

Iran was to deploy international ballistic missiles. 

Iran refused to negotiate an extension of the deal 

and Iran could manufacture a bomb in less than 12 

months. Leaders of all signatory countries issued 

a joint statement urging the U.S. to adhere to the 

agreement. The situation is erasing any residual 

hope of a renewed relationship with Iran and 

either Russia and/or China may fill the gap with 

the blessing of Europe. Thirdly, Trump has exited 

from the Paris Climate Accord, the Trans-Pacific 

Partnership and perhaps Nafta and the WTO. The 

temptation on the part of Trump is real. The 

editorial board of the WSJ wrote that ending the 

Nafta pact would be the worst economic blunder 

since President Nixon trashed Bretton-Woods and 

imposed wage and price controls. This ongoing 

stream of rebuttals and refusals could undermine 

America’s reliability, credibility and prestige. Of 

course, it is hard to figure all of this out as Mr. 

Trump could be posturing for bargaining power or 

just acting as a plain vanilla right-wing populist 

reactionary. “Making America Great Again” is 

about keeping the dollar strong. I do not want to 

make this more significant than it should be, but if 

U.S. diplomatic relations were to undermine the 

role of the U.S. dollar, the greenback could face a 

serious test and investors could feel the difference. 

China makes up 15% of the global economy and 

it’s not hiding its ambition to fill gaps as they 

appear. China wants to enlarge its footprint in the 

international monetary system. An inflection 

point may have already arrived for China now has 

the capacity to influence global financial markets. 

Its place in the world is growing incrementally 

and may well end up being a major force to be 

reckoned with. The Chinese authorities are 

targeting increased convertibility and 

internationalization of the Yuan by 2020. It should 

be noted that the Yuan’s share of global currency 

markets has doubled since 2010 as new trading 

centers are opening up around the world. 

Whatever it is, with President Trump’s approval 

rating below 40%, he badly needs a strong 

currency if he wants to carry a “big American 

stick”. He needs to overcome the considerable 

amount of international pressure and make good 

on U.S.’s alliances. Otherwise, his presidency 

could suffer along with the with the dollar.   
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As an aside, what saved Clinton from 

impeachment was a strong dollar and 90 cents a 

gallon gasoline.  

 
On the Global Oil Complex: 

 

The bottom line is that the fundamentals for oil 

have recently improved along with technical 

factors. Brent oil futures are in a state of 

backwardation which is proof that the conditions 

in the oil market are much tighter than they used 

to be. Time spreads do not lie about the state of 

the market. Fundamentally weak markets are not 

able to support backwardation for a long time. The 

narrower contango in the North American oil 

markets (the large price spread between Brent and 

WTI oil), the backwardation in the Brent market, 

and the defense of Opec, is evidence that oil prices 

may after all reach the marginal cost of $55 a 

barrel. On Thursday morning, the spot price was 

$51.50. In its latest “Short-term Outlook”, the 

Energy Information Administration (EIA) 

reported that global demand for oil was higher 

than originally expected in 2016 and 2017 and that 

another increase is expected for 2018. In addition, 

the supply of oil is estimated to be less than 

previously believed for 2017 and a further 

reduction is expected for 2018. Interestingly, the 

downward revision is outside OPEC. What is 

important is that the inventories will decline by 

115.6 million barrels in 2017. Moreover, the 

market may get some further help for it is bound 

to face considerable turbulence from the 

Kurdistan region, from the nuclear deal with Iran 

and from Venezuela. Based on data provided by 

the EIA. geopolitical conditions and lower 

inventory levels of oil abroad and in the U.S., we 

are encouraged that $55 oil is attainable. 

However, the long term outlook is uncertain for 

there is a sense among the top oil traders that peak 

demand for oil is approaching. Ian Taylor, Vitol’s 

chief executive gives it another eight year of rising 

demand and that’s it. Accordingly, oil producers 

are not likely to pour lots of money into large scale 

discoveries and projects and shale supply should 

become subdued. Assuming that after oil demand 

and supply peak supply and demand remain 

steady around 100 million barrels a day for 10 

years, OPEC will be in a better spot to control 

price. In this connection, investors should 

concentrate their investments into producers that 

can extract oil profitably at $55 a barrel or less 

with strong balance sheets. 

 

 
 

If you have any questions about the 

weekly commentary, the securities that 
we follow, or investment ideas,  

please contact us at info@palos.ca 
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