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Disclaimer: No part of this publication or its 
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 

 

The Tide Continues to Rise 

 
The Tidewater Midstream and Infrastructure Ltd 

(TSX: TWM) is moving ahead with one of its 

three large projects. This has been a long time 

coming. Rome was not built in one day. Palos 

believes that patient investors will be well 

compensated.  Joel Macleod and his management 

team have received approval to construct a 100 

MM cf/d sour deep-cut Motney gas plant. The 

project is expected to cost $210 million and 

includes an extensive network of gathering 

pipelines. The project will be funded by its current 

line of credit and by its cash flows. Palos is 

comfortable with the financing strategy as the 

project is backed by two anchor tenants that have 

committed to 55% of the plant capacity under 5 

year take or pay contracts. The plant is also very 

well located and will have a first mover advantage 

in the area.  Other producers are expected to 

contract the remaining 45% capacity of the plant 

in the near future, resulting in a fully contracted 

plant. The reason why Palos is optimistic is that 

the plant is likely to be connected to storage and 

the TCPL and Alliance pipelines. In addition, the 

plant will also have acid gas injection capabilities. 

 

Palos, is also expecting two more significant 

projects to be announced in the coming months.  

The first, is the Pipestone gas storage project 

which will be situated close to the recently 

announced sour gas plant and has the potential to 

be interconnected. The second, is a pipeline 

connecting Tidewater’s Brazeau plant and the 

Edmonton area which will link producers directly 

to industrial consumers via Tidewater’s 

infrastructure.  Palos expects a final investment 

decision in the next few months on both projects.   

 

 

 What is New on the Macro Level? 
By Hubert Marleau 

 

On the U.S. Economy and the Third Quarter 

GDP Estimate Report: 

Last Friday’s initial estimate of GDP growth in 

the 3rd quarter provided telling clues about the 

state of the U.S. economy. In the quarter ending in 

September, GDP grew at an annual rate of 3.0%, 

better than the 2.7% predicted by most tracking 

models. If it had not been for the hurricanes that 

tore through Florida and Texas, the level of 

economic activity would have been even better. 

This should satisfy President Trump who has 

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

  FundServ NAVPS YTD Returns 

Palos Income Fund L.P. PAL 100 $10.10  10.13% 

Palos Equity Income Fund - RRSP  PAL 101 $6.65  9.21% 

Palos Merchant Fund L.P. (Sep 29, 2017) PAL 500 $4.21  5.36% 

Palos WP Growth Fund - RRSP PAL200 $10.42 4.18% 

S&P TSX Composite     7.22% 

S&P 500     17.13% 

S&P TSX Venture     56.10% 
      

Chart 2: Market Data*      

     Value 

US Government 10-Year     2.35% 

Canadian Government 10-Year     1.96% 

Crude Oil Spot     US $54.54 

Gold Spot     US $1,278.10 

US Gov't10-Year/Moody BAA Corp. Spread     192 bps 

USD/CAD Exchange Rate Spot     US $0.7807 

* Period ending Nov 2, 2017   
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promised sustained growth of 3.0%. It should be 

noted that the composition is of some concern. 

International trade, inventory accumulation and 

lower savings were the drivers behind the recent 

performance. These components are rather 

volatile. Nevertheless, overall the U.S. economy 

continues to perform well and prospects for 2018 

are promising and upbeat. We are not putting 

much credence into the Atlanta Fed’s tracking 

model which is calling for 4.5% growth in the 

fourth quarter. It is too early to tell. 

As a rule, Palos likes to look at the performance 

of the economy on a year over year basis. In this 

regard, the following conclusions can be made: 

N-GDP increased 4.1% in the 3rd quarter of 2017 

from the comparable period of 2016. Employment 

accounted for 1.4% of the increase while 

productivity gains and inflation for 0.9% and 

1.8% respectively. It should be noted that 

productivity is showing much better numbers than 

it did one year ago, and the rate of inflation has 

significantly accelerated. As expected, 

demographics like the aging of the population and 

the labour force are starting to take their toll on 

employment growth. Luckily, the productivity of 

workers is filling the gap. 

During the September quarter, the money supply 

increased 3.9% and the velocity of money rose 

0.3% to produce a 4.1% year over year increase in 

N-GDP. It should be noted that money turnover 

has stabilized. This phenomenon explains the 

reason behind the higher inflation and interest 

rates.  

It is interesting to observe that the economy 

continues to be very profitable as corporate profits 

continue to represent more than 11% of N-GDP. 

Additionally, the international sector of the 

economy is performing well as the trade deficits 

in goods and services accounted for 2.7% of N-

GDP as opposed to the common 3.0%.  

It may not be alarming yet, but cyclical 

expenditures in real terms such as consumer 

spending on durable goods, residential 

construction, business capital formation and 

inventory reached 27.1% of R-GDP. History 

shows that when these expenditures pass 28% for 

a few consecutive quarters trouble usually lies 

ahead. 

To the regret of many, compensation of 

employees, while up 2.9% on a yearly basis, 

continues to claim a smaller portion of the gross 

national income. Workers received 52.7% of what 

the overall economy produced. This is a political 

problem as a growing portion of the national 

income is ending up in rental income, corporate 

profit, earnings of small businesses owners and 

net interest on capital. 

I like to figure out if business investment is having 

the supposed theoretical effect on real growth. 

During the quarter just ended, business fixed 

investment represented 13.5% of R-GDP while 

the later grew 2.25% year over year. The INV/GR 

ratio was 6.0x and declining. In our judgement, 

investment is not having the impact on growth that 

theory would have us believe. This suggests that 

there is more overcapacity in the economy than 

presumed. Hence, low inflation, low productivity, 

low interest rates, low growth and low wage rates. 

In the month of September, the utilization of 

industrial capacity was only 76.0%. 

At this point in time, high frequency models are 

optimistic about the immediate future. The bulk of 

serious observers are betting on a slower pace of 

present positive trends without any serious 

recession risk. Prospective increases in economic 

activity are expected to slow down. The personal 

saving rate, presently 3.1% in September, has 

come down a lot and it is now too low to expect 

an annual rate of increases in consumer 

expenditures beyond 2.5% over the coming 

quarters. There is a limit as to how much 

consumers can keep on spending when real 

disposable income is stagnating at 1.2% year over 

year. Otherwise, economic data points that we 

closely monitor are in good stead. These data 

points are copper prices, the shape of the yield 

curve, changes in the money supply, real interest 

rates and inflationary expectations. These 

indicators can suddenly change directions; but for 

the time being, we are still in a favorable and 

encouraging zone. Not surprisingly, the Federal 

Open Market Committee on Wednesday left 

interest rate unchanged and did not have to 

manage expectations. Near term risks to the 

economic outlook are low and the market is 

already pricing a rate hike for December. Bottom 

line: the Fed has lifted rates three time so far and 

is eyeing another interest rate raise in 2017. The 

stock market is not reacting negatively to rate 

increases and has recovered all of the 2016 losses. 

The market is happy with corporate earnings, the 

tax code overhaul, and the apparent willingness of 

the Fed not to upset markets. There is a growing 

awareness in the U.S. that it is better to tax people 

than capital if the intent is to push growth. Most 

developed countries have cut corporate tax rates 

since 2000, but have raised personal rates. 
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More on the Canadian Dollar: 

Unfortunately, Canadians need Poloz to be a more 

pragmatic and insightful banker. Former 

governor, David Dodge recently argued that the 

Bank of Canada should be more concerned with 

financial stability than wondering if the economy 

is operating at full capacity or not. The Canadian 

monetary authorities should focus their efforts 

towards the overextended debt position of 

households. Given the estimated gap of Canada’s 

potential and actual output (1%) and the current 

annual rate of core inflation (1%), the policy rate 

could be as high as 2.00% and it would only have 

a neutral effect on the economy. In this situation, 

the private sector would stop adding debt as the 

cost of money would be higher and, in turn, bring 

a more balanced monetary stance. It's exactly 

what is needed if Canadians wants a return to a 

more normal level of confidence and sustainable 

growth.  

 

The Bloomberg/Nanos survey of consumer mood 

shows that responses are pointing to a weaker 

economy. This suggests that the exaggerated 

growth that we recently enjoyed is abating fast. 

Statistic Canada reported that economic growth 

notched downward 0.1% in August. Nevertheless, 

Canada is still going to show adequate economic 

numbers during the Fall period. Consequently, 

Poloz should act boldly and raise rates. If a 

proactive approach is not taken, the Loonie could 

take a bad turn and drop way below its PPR of 

$0.78, and perhaps as low as $0.75. The central 

bank needs to be cautious about the financial 

situation of the private sector rather than its 

economic performance. Canadians need to reign 

in. The Bank of Canada should demonstrate grit 

and broadcast that it has intentions to raise the 

policy rate this coming December. 
 
 

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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