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Palos Weekly Commentary 
 

◼ Palos Funds 
By Charles Marleau 

 

 

Agnico Eagle: Down But Not Out 

 

On Wednesday night Agnico Eagle Mines 

Limited (TSX:AEM) release their second quarter 

results. At the same time, two other majors and 

one junior producer also released their financials. 

At first glance, Palos’ interpretation of AEM’s 

quarterly financials was good. Operating results 

were better, free cash flow was in line and 

guidance was upbeat. However, the market was 

not in a good mood especially given that the two 

other majors, Barrick Gold Corp (TSX:ABX) and 

Goldcorp Inc (TSX:G), announced weak quarters. 

Furthermore, New Gold Inc (TSX:NGD) 

announced a disastrous quarter. All Gold names 

that reported got blanketed with the negative 

news. At one point during the day, AEM traded 

down as much as G and ABX which made no 

sense, NGD on the hand traded down 20% which 

brought more negative sentiment to the sector.  

 

The sell everything mentality brings 

opportunities, particularly in this case when AEM 

traded down 5%, the same as two majors.  Palos 

decided to accumulate AEM, as it made no sense 

that AEM was down as much as the others. After 

accumulating the name, the market came to its 

senses and the stock recovered as the two other 

names stayed down 5%.  

 

 

AEM (Intraday Price Action) 

 
 

 

 

ABX (Intraday Price Action) 

 
 

 

 

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

  FundServ NAVPS YTD Returns 

Palos Income Fund L.P. PAL 100 $9.74  0.18% 

Palos Equity Income Fund - RRSP  PAL 101 $6.44  -0.54% 

Palos Merchant Fund L.P. (Mar 31, 2018) PAL 500 $1.83  7.25% 

Palos WP Growth Fund - RRSP PAL200 $8.85 -17.24% 

S&P TSX Composite     3.20% 

S&P 500     7.25% 

S&P TSX Venture     -17.02% 
      

Chart 2: Market Data*      

     Value 

US Government 10-Year     2.98% 

Canadian Government 10-Year     2.29% 

Crude Oil Spot     US $69.62 

Gold Spot     US $1,222.80 

US Gov't10-Year/Moody BAA Corp. Spread     184 bps 

USD/CAD Exchange Rate Spot     US $0.7649 

* Period ending Jul 26, 2018   
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◼ What is New on the Macro Level? 
By Hubert Marleau 

The Independence of the Federal Reserve 

Bank 

The Fed’s independence from political 

interference has been a hallmark of its existence. 

The Federal Reserve’s structure is unique within 

the U.S. bureaucratic system. It operates within 

the government but remains relatively 

independent with some oversight from Congress. 

The autonomy is based on the notion that the 

central bank can achieve price stability and full 

employment, while ensuring financial health and 

long-term economic growth, free from the 

pressure that might be exerted by politicians 

seeking policy for their personal ends rather than 

putting the country’s prosperity first. Research 

shows that countries with a politically influenced 

central bank have higher inflation than those that 

do not. Indeed, countries with autonomous central 

banks generally have lower inflation without 

suffering any output or employment penalty. 

History is clear that a pervasive lack of central 

bank self-management can rapidly, and without 

warning, lead to rising inflation and economic 

instability. 

The U.S. had first hand experience with how bad 

things can turn out when monetary policy is not 

insulated from short-sighted political objectives. 

Two modern presidents violated the edict of 

independence. Released presidential tapes 

revealed numerous conservations between two 

Presidents and Fed chairs actually pressuring the 

Fed to keep rates low. 

During the late 1960’s, President Lyndon Johnson 

(LBJ) reportedly manhandled the then-fed  

chairman, William McChesney Martin, for 

wanting to raise interest rates, which LBJ saw as 

a threat to his guns-and-butter fiscal spending.  

In the run up to the 1972 election, Nixon did not 

want a repeat of his 1960 narrow defeat to John F. 

Kennedy which he blame on a sluggish economy 

resulting from tight Fed policies. Nixon swapped 

out William McChesney Martin with Arthur 

Burns, a close ally. He ran an extremely 

expansionary monetary policy to ensure a strong 

economy to benefit Nixon’s campaign.  

This preference to tolerate inflation over 

employment kept the interest rate too low and 

proved to be disastrous for the economy because 

it ushered a period of stagflation, runaway 

inflation, high unemployment, low economic 

growth and trade deficits. This is why the 

defenders of Fed independence are fervent in the 

idea that politicians should not tamper with 

monetary policy. Monetarist, including Paul 

Volker, demonstrated with empirical evidence 

that the defenders were right. Consequently, a new 

rule of conduct was installed and religiously 

followed. During the Clinton administration, 

Robert Rubin, first as head of the National 

Economic Council and later as treasury Secretary, 

refrained from pressuring the fed on policy, a 

precedent that has been followed by the 

administration of George W. Bush and Barack 

Obama. Rubin still argues that this precept should 

be maintained at all costs as to not allow politics 

to take over interest-rate policy. 

On Thursday and Friday last week, President 

Trump launched, out of the blue, two broadside 

attacks against the Federal Reserve Bank and the 

U.S. Treasury essentially saying that a) he was 

“not thrilled” about the Fed’s decision to raise 

rates because raising rates “ hurts all what we have 

done” and b) he views China and the Eurozone as 

currency manipulators.  He added that he did not 

care if his remarks have broken a long-standing 

tradition of U.S. presidents not commenting on 

Fed’s monetary policies. In his judgement, no 

economic-policy tradition, not matter how well 

supported by theory and evidence, is sacred in his 

pursuit of faster growth and lower trade deficits.  

Trump’s outburst smashed two pillars of U.S. 

economic policy, the Treasury’s stance on the 

dollar policy and the Fed’s stance on monetary 

policy. The bottom line is that fear that rising 

interest rates may lead to an inverted yield curve 

presaging a roll-over of exceptional growth to a 

pause may bring about a stronger dollar 

foreboding bigger trade deficits, imperil the stock 

market rally, and undermine the all-important 

midterm elections. 

What is particularly annoying is that Trump said 

that “I’m not happy about it. But at the same time 

I’m letting them do what they feel is best.” This 

kind of statement is not commonly said in 
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advanced democracies. The points are 1) that it’s 

not up to Mr. Trump to let the Fed do anything 

since the Fed’s job is to try to balance maximum 

employment with low inflation and 2) the Fed 

does not do whatever it feels like as the monetary 

authorities have strongly researched views based 

on legitimate data that is theoretically valid and 

empirically robust. Fed Chairman Jerome Powell 

said last week that he wasn’t worried about 

political pressure from the White House. “We 

work in a strictly nonpolitical way, based on 

detailed analysis, which we put on record 

transparently.” The WSJ wrote that Mr. Trump’s 

public willingness to break with the convention of 

avoiding comment on the Fed might in part reflect 

the departure earlier this year of his former 

economic advisor Gary Cohn who pressed his 

boss to avoid commenting on the central bank. 

Likewise, Lawrence Kudlow, Trump’s new 

economic advisor, has warned in the past against 

political officials pushing the Fed too far. Saint-

Louis Fed President James Bullard thinks that 

“Mr. Trump will probably weigh in lots in the 

future for interference is the style used and that is 

his way.” This will put Mr. Powell in a difficult 

spot as it will bring unneeded examinations. At the 

semiannual monetary policy testimony in the 

Senate, Mr. Powell gave a big hint that we can 

longer count on the explicit policy of gradual 

interest-rate hikes to continue much longer. That 

doesn’t mean gradual increases will end, only that 

the Fed will rely less on forward guidance. A 

slower or faster pace of rate hikes, an extended 

pause, or even a rate cut are all possibilities at this 

point. This will surely create some mystery. Even 

based on good judgement, if the Fed changes 

policy, it could appear to be bowing to presidential 

pressure and if the Fed stick to its course, it could 

appear to be an avoidance of political control. Put 

simply, now any decision that the Fed makes, 

market participants are going to try to put it in the 

context of what they know are the president’s 

desires. Fortunately, it is clear to me that Jerome 

Powell will preserve the apolitical nature of the 

Fed for he has fortitude of character, non-

obfuscated transparency and the determination to 

use knowledge to lean against the winds of 

deflation or inflation, whichever way they are 

blowing. He’s the kind of man who will echo the 

view that PhDs should be on tap, but never on top. 

That said, let’s be clear that in order to change the 

governance structure of the central bank, 

Congress would have to amend legislation. The 

structure is already designed to put a big 

committee together and try to get a lot of analysis 

behind decisions.  

The question is then why this new and sudden 

volley? Surely, Trump knows that he cannot tell 

the Fed what to do. In our judgement, it’s about 

turning the trade war into a currency war. It’s 

based on his belief that he must recapture what 

was lost due to illegal currency manipulators. 

Interestingly, the Treasury’s own currency report 

of last April found that no major U.S. trade partner 

is gaming its exchange rate contradicting that 

China and the euro area are manipulating their 

currencies for advantages. It does not take much 

of an economic background to figure out that 

letting one’s currency weaken is a way to insulate 

oneself from American trade measures. 

Unfortunately, it is not easy to discern whether 

countries are manipulating their currency. Last 

Friday, U.S. Treasury Secretary Steven Mnuchin 

issued a warning to China over the recent 

weakness of its yuan currency telling Reuters that 

the Treasury is closely monitoring the yuan for 

signs of manipulation. He added that the yuan’s 

weakness would be reviewed as part of the 

treasury’s semi-annual report on currency 

manipulation. The report is due on October 15 

based on activity for the first six months of 2018. 

“There is no question that the weakening of the 

Yuan creates an unfair advantage for them”, said 

Munchin.  

If one wants to be ahead of the curve on this, it 

will become crucial to appraise the current 

monetary stance of each trading partner against 

what it ought to be while monitoring interest rate 

differentials and relative currency performances. 

Since Japan, China, Canada and the E.U. are the 

big trading partners, and allegedly possible 

currency manipulators, we need to figure out how 

level is the playing field in order to see if 

American concerns are overblown or not. Using 

the Palos Monetary Policy Index which takes into 

account the viability of the balance of payment, 

inflation, growth and employment, only the U.S. 

should have a tight monetary stance, Canada and 

China should have a neutral monetary stance 

while Japan and the E.U. should have an easy one. 

Looking at their respective yield curves, 

respective level of real rates and respective 

spreads between their neutral and policy rates, it 

would appear that all the countries in question are 

following an appropriate and balanced monetary 

policy. In fact, other than some wild currency 

fluctuations in the last month, there has been no 

material change in the exchange value of the yuan, 

yen, euro and the loonie vis-a-vis the dollar in the 

past eight months. 

So was it? It’s about China. At the G20 meeting, 

Treasury Secretary Mnuchin offered free trade 
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deals to gain leverage in the dispute with China. 

Interestingly, in the same breath as calling China 

a currency manipulator, Trump manifested 

willingness to raise duties to go to $500 billion on 

Chinese goods, effectively taxing everything 

Beijing exports to the U.S.  

The Chinese policymakers responded by insisting 

that the Yuan is subject to the forces of demand 

and supply and that China has no intention to use 

means like competitive devaluation and that the 

economy is healthy and can supports the currency.  

Indeed, I would bet that they will not be further 

offshore Yuan (CNY) depreciation and, if any, it 

would likely be limited and gradual. Our thesis is 

based on the fact that China has effective capital 

controls, is concerned about capital flight and 

wants to internationalize the Yuan. It should be 

noted that the People’s Bank of China (PBoC) use 

a counter-cyclical adjustment factor designed to 

engineer short squeezes in the yuan. It’s an opaque 

method but useful to create reversals. Last Friday, 

they just did that, manipulating the fix to control 

the spot.  Many Asian and EM currencies are in 

effect beholden to China’s policymakers and 

expect the People’s Bank of China to keep the 

Renminbi stable. Think of these currencies as 

circuit-breakers. The point is that China is more 

likely to replenish liquidity in the banking system 

than revert to currency devaluations and lower 

interest rates to fortify a weakening domestic 

economy and appease rising financial stress. 

China’s central bank injected Rmb 502bn ($74bn) 

on Tuesday. It’s a tightrope to walk, but it’s better 

than allow the Yuan to go to the pits and risk 

reproach from their trading partners. China needs 

them right now. In this connection, the Chinese 

authorities are likely to rely on monetary and 

fiscal policy tools, rather than the currency, to 

manage any growth slowdown.  

I’m getting skeptical about the durability of the 

recent dollar rally in light of Trump’s explicit 

rebuke of further rate hikes from the Fed and 

Powell’s explicit decision to have a more flexible 

monetary posture. The Achilles heel in a currency 

war is capital flight which is why the ministerial 

meeting of G20 promise to refrain from 

competitive devaluations and to achieve fair trade. 

As strange as it may be, it looks as if everybody 

wants to remove tariffs, non-tariff trade barriers 

and subsidies calling for greater dialogue in the 

hope of achieving a common definition. On 

Wednesday, the sun came out in the Rose Garden 

of the White House. President Trump, alongside 

European Commission President Jean-Claude 

Juncker, declared a new phase in the relationship 

between the U.S. and the E.U., agreeing to hold 

off on proposed car tariffs and work with the EU 

to resolve their disputes over steel and aluminum 

and toward lowering tariffs and other trade 

barriers while promoting bilateral trade – a big 

day for free and fair trade. And, it does not 

surprise us that the U.S. and EU allied in 

pressuring China in its alleged theft of intellectual 

property. The market has spoken loudly on its 

hatred of trade hostilities and a truce was needed 

before having wholesale frenzied negotiations. 

Interestingly, the “cease fire” is contingent in part 

on large purchases of soybeans. John Authors of 

the Financial times made the remark that no 

principles of free and fair trade were at stake here 

in an agreement between two parties that routinely 

intervene to prop up their agriculture sectors.   

What’s Going on Right Now: The U.S 

By the time you read this, the Bureau of Economic 

Analysis will have reported on how well the U.S. 

economy did in the June quarter of 2018. High 

Frequency Economic Models have record growth 

estimates ranging from 2.8% (NY Fed) to 4.5% 

(Atlanta Fed). We like Moody’s model and its 

tracking 4.0%. The Inflation NowCasting model 

of the Cleveland Fed has placed its bet on a 2.0% 

inflation rate, I think that is a bit low. Preliminary 

economic and financial data, soft and hard, and 

leading indicators like the weekly ERCI are 

suggesting that economic growth should moderate 

to levels that we have been accustomed to since 

2009, 2% for growth and 2% for inflation. 

Moderate growth brings stability and is generally 

good for investors as it avoids the creation of 

economic imbalances that can bring about 

recessions. Given the relatively slow pace of the 

current expansion, this expansion cycle will last 

much longer. The cumulative growth of this cycle 

is 30%. It’s not only the lowest on record since the 

end of WWII, it’s way below the average of 65%. 

At this time,  the recession risks for the coming 

year are low. Moody Analytics clocks a 15% 

probability and the NY Fed has it at 12.5%. As a 

matter of fact, weekly fast-moving data like 

production of lumber, coal, steel and electricity 

are all up while railway carloadings and mortgage 

applications are positive. Investors are too 

nervous and paying too much attention to the 

narrowing yield curve. They should also watch 

job creation, productivity gains, core inflation 

trends, credit expansion, earnings report, and 

housing starts for even an inverted curve does not 

bring recessions unless the aforementioned 

factors turn red. At this point, not one of these 

factors are ugly or negative. For example, there 

has never been a recession with a prior fall in 
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earnings and typically the decline has to be more 

than 14% and something it does not happen unless 

the fall is more than 55%. There were 11 

recessions  since 1950, earning declines before a 

recession were 21%, according to Credit Suisse. 

What’s Going on Right Now: Japan 

The July 30-31 meeting of the Bank of Japan 

(BoJ) is all important for we will see if the rumors 

that the Japanese policymakers are about to tweak 

the central bank’s monetary stimulus. It’s 

important because the BoJ has been the most 

aggressive purveyor of Quantitative Expansion 

(QE) of all the central banks in recent years. If the 

BoJ is about to start pulling back, it would be of 

significance because the Fed has withdrawal from 

QE and the ECB will also do so by year end. 

While I recognized that the balance sheets of these 

three central banks are enormous and explain why 

term premiums are essentially non-existent, it’s 

the change at margin that counts for it represent a 

supply flow. According to our Monetary Policy 

Index, the BoJ should have easy monetary stance 

for the country has hardly any inflation, a huge 

trade surplus and low economic growth. 

Consequently, any tweaking on the part of the 

BoJ, if any, will be to ease the pain on banks’ 

profitability from years of near-zero rates and on 

banks’ shortage of liquidity which is visibly 

straining the banking sector. It makes sense. The 

BoJ has a “yield curve policy measure’’ purpose 

of which is to keep the yield on the benchmark 10-

year bond near zero. At the beginning of the week 

when ten-year yield shot up 0.10%, the BoJ 

intervened and announced that it would buy all 

that was offered at 0.11%. It’s probably premature 

to expect a policy change. 

What’s Going on Right Now: Canada 

The Canadian economy is recovering nicely as 

recent printed economic data like retail sales, 

wholesale trade, consumer prices have surprised 

the market to the upside as shown by Citi Bank 

economic surprise index. In this connection, Palos 

is presently tracking a 2.5% annual rate of 

increase in R-GDP for Q2/2018. This estimate is 

significantly better than the lowly increase of 

1.3% in Q1/2018.  

While media thinks that Canadians should not 
expect the Bank of Canada to come to the rescue 

with lower interest rate if the U.S. came along 

with auto tariffs, we are not of the opinion that the 

BOC would lift rates even though inflation 

expectations would certainly rise. Currently, the 

Palos Monetary Policy Index suggests that the 

Bank of Canada should follow a neutral stance 

and leave interest rates alone. 

This kind of disruption on cars and car parts  may 

account for only 1% of the overall economy, but 

it’s structural and not easily repairable. In any 

case, it is up to the Canadian Government to 

address the trade disputes and solve the problem. 

There may be some hope on this matter. Finance 

Minister Morneau, in an interview with 

Bloomberg News said that key themes emerging 

for his fiscal update, a document the finance 

department typically release in October, will 

include business taxation, oil pipelines and of 

course NAFTA. This is to make sure that Canada 

maintains a level of competitiveness. Based on 

suggestions reported from the Association of 

Canadian Manufacturing and Exporters and other 

business groups, the upcoming fiscal update 

should propose: corporate tax cuts, less 

regulation, construction of pipelines, accelerated 

capital cost allowance provisions, looser 

interprovincial trade and repeal of import duties. 

This could mean that from this point on, the 

Canadian stock market could perform much better 

than it has for long while.  

1. Canadian stocks are cheap on a relative basis 

as it pertains to earnings and multiples, and 

therefore prices. The TSX 300 adjusted for 

foreign exchanges is 440 times the S&P 500. 

It was 500 times at the beginning of the year. 

2. The cost of riskless capital is 75 bps cheaper 

than in the U.S. 

3. The Liberal Government will have no other 

choice in October than introduce measures to 

address issues that affect our competitiveness. 

4. Negotiations to renew NAFTA are in 

progress after a two month lull. 

 

Technical Perspectives of the Sevens Report 

(July 26, 2018) 

 

1. Based on the Dow Theory, the trend for that 

S&P 500 is bullish with key resistance at 

2872 and key support at 2716 —2835. 

2. Based on a proprietary model, the trend for 

Crude Oil is bullish with key resistance at 

$74.21 and key support at 64.22 — $69.22. 

3. Based on another proprietary model, the 

trend for Gold is neutral with key 

resistance at $1290 and key support at 

$1173 — $1223. 

http://www.palos.ca/register


 

 

Issue 30 

 

July 26, 2018 

 

To subscribe to our Newsletters 

www.palos.ca/register 

 

◼Portfolio Management & Advisors 

 

Charles Marleau, CIM 

CEO & Senior Portfolio Manager 
 

Noah Billick 

President, Wealth Management 

 

Hubert Marleau 

Economist & Co-Founder 
 

Wakeham Pilot 

Chairman, Wealth Management 

 

Robert Mendel 

Senior Portfolio Manager & Options Strategist 

 

Joany Pagé 

Associate Portfolio Manager 

 

Evan Weiser  

Junior Analyst 

 
 

◼Contacts 
 

 

Palos. 

1 Place Ville Marie, Suite 1670 

Montreal (QC) H3B 2B6, Canada 

T. +1 (514) 397-0188   F. +1 (514) 397-0199 

www.palos.ca 

 

 

 

  

PALOS MANAGEMENT INC | WEEKLY COMMENTARY 

4. Based on a proprietary model, the trend 

for 10-year treasury Yield is bullish with 

key resistance at 2.99% and key support 

at 2.82%— 2.93% 

Nota Bene: Bill Mitchell, Palos’ technical 

analyst, argues that the signals are bullish for 

the S&P 500. The index has stayed above its 

200-day moving average continuously for 24 

months. It broke out of a five-month 

consolidation phase on July 12. The former 

resistance of 2825 has turned into a new 

support. 

 

If you have any questions about the 

weekly commentary, the securities that 

we follow, or investment ideas,  

please contact us at info@palos.ca 

http://www.palos.ca/register
mailto:info@palos.ca

