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Palos Weekly Commentary 

 Risks, Hedges and Opportunities 
By Adam Smalley 

 

Earnings and Buybacks 

 

Three weeks ago we wrote about the first quarter 

earnings season and compared the results of the 

members of the TSX and the S&P 500. Now that 

the first quarter earnings season is concluded, we 

would like to update the results: 

 

 
 

Based on the above numbers, it is no surprise 

that the S&P 500 is up 16.5% year to date versus 

2.9% for the TSX (both through May 24th on a 

total return basis). Much of the relative 

underperformance of TSX-member earnings and 

stock performance is attributable to the materials 

sector (gold and energy) which has been 

challenging so far this year and makes up a far 

greater portion of the TSX compared to the S&P 

500. 

 

CEOs of TSX member companies are under 

pressure. One way they are attempting to boost 

their stock prices is through stock buybacks. TD 

(TSX: TD) announced Thursday that it was 

buying 1.3% of its outstanding shares in its first 

buyback since 2007. National Bank (TSX: NA) 

announced on Friday a dividend increase and a 

plan to repurchase 2% of its outstanding shares. 

Both TD and NA stocks have trailed the TSX so 

far this year. Intact Financial (TSX: IFC), Aimia 

(TSX: AIM) and many other Canadian 

companies have announced buyback plans this 

year. 

 

On paper, buybacks help stocks in two ways. 

First, buybacks give technical support to a stock 

since the market knows there is a large buyer 

(the company itself) standing ready to spend 

millions or billions (in the case of TD and NA) 

on any dip. Second, buybacks reduce the number 

of shares outstanding which increases earnings 

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

  FundServ NAVPS YTD Returns 

Palos Income Fund L.P. PAL 100 $9.46  10.28% 

Palos Equity Income Fund - RRSP PAL 101 $7.05  6.35% 

Palos Merchant Fund L.P. (Mar 28, 2013) PAL 500 $8.56  7.20% 

Palos Majestic Commodity Fund L.P. (May 23, 2013) PAL 600 $11.01  3.67% 

S&P TSX Composite     3.02% 

S&P 500     16.67% 

S&P TSX Venture     -22.19% 

 
    

 
Chart 2: Market Data* 

 
    

 
Value 

US Government 10-Year     2.01% 

Canadian Government 10-Year     1.95% 

Crude Oil Spot     US $94.15 

Gold Spot     US $1,386.60 

US Gov't10-Year/Moody BAA Corp. Spread     195 bps 

USD/CAD Exchange Rate Spot     US $0.9691 

* Period ending May 24, 2013 
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per share (assuming the company’s return on 

equity exceeds the return it was getting on idle 

cash).  

 

However, in our view, earnings growth is what 

ultimately drives a stock higher. Certain sectors 

aside, our analysis suggests that earnings growth 

in the second half of 2013 will be good. The 

combination of earnings growth and buybacks 

should be constructive for Canadian stocks. 

 

 

 

 What is New on the Macro Level? 

 

An Article Recommended By Hubert Marleau 
 

Minutes of the Federal Open Market Committee 

- May 22, 2013 

 

http://www.federalreserve.gov/monetarypolicy/fi

les/fomcminutes20130501.pdf 

 

 

 

 An Excerpt from “The Dividend Dance,” 

a yet to be published book 
By Hubert Marleau 

 

On Monetary Policy 

 

The future is so unpredictable that even the Fed, 

which has extra knowledge on the workings of 

the financial markets, better understanding of the 

transmission effect of monetary conditions and 

more insights on the state of the economic union, 

finds itself limited as to what should form 

monetary policy decisions. Put simply, on an 

ongoing basis the Fed makes monetary policy 

decisions much more on current conditions than 

on what it thinks may lie ahead.  

 

The effect of calling the future can be dangerous. 

A mistake of this nature could hurt the 

credibility of the monetary authorities. 

Accordingly, the Fed reacts to the current 

situation because it enormously reduces risk. It 

knows from history that if the economy is in 1) 

bad shape and operating below potential output, 

the likelihood of deflation is high if nothing is 

done to stop the trend or 2) good shape and 

operating above potential output, the likelihood 

of inflation is high if nothing is put in place to 
restrain the trend. In this connection, the Fed has 

four objectives. These are: price stability, 

economic growth, full employment and viable 

balance of payments. It is, of course a judgment 

call on what would be considered a perfect state 

of affairs. 

 

In this connection, Palos created a measure that 

incorporates these objectives and includes a very 

long history of data.  

 

1) The numerator is made of the year over year 

percentage change in the consumer price index 

(CPI) plus the current account of the balance of 

payment as a percentage of nominal GDP. 

 

2) The denominator consists of the 

unemployment rate (UR) plus the year over year 

percentage change in real GDP. 

 

3) The division of the numerator by the 

denominator is multiplied by 100 to produce an 

economic metric that we name the Monetary 

Policy Index. 

 

4) The position and the direction of the index 

can be very revealing as to where monetary 

policy is heading down the road, especially if it's 

seriously followed on a weekly basis as new data 

points are reported. 

 

The MPI, when combined with the other 3 

indicators that we provided you with last week, 

can faithfully help investors determine with 

relatively good accuracy what the monetary 

stance ought to be and, in turn, help judge its 

future direction.  Through the use of these 

metrics we were able to anticipate several 

months ago, with reasonable assurance, that the 

US Monetary Policy was in the midst of 

changing direction. 

 

P.S. It should be noted that the US Monetary 

Policy Index currently is around 75.0 and, 

therefore too low for policy to become tight but 

the trend has been rising, week by week, 

indicating that the chance of a directional change 

in monetary stance is real. Palos shorted several 

millions of CDN dollars several months ago for 

the same exercise for Canada did not reveal the 

same. As a matter of fact, the best one could 

expect for Canada was an even keel monetary 

stance. 

 

P.S. Please note that we have a Monetary Policy 

Index for Canada, Australia, UK, China, India 

and, the Euro-Zone.  
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If you have any questions about the 

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

please contact us at 
info@palosmanagement.com 

 

Chart 3: Palos International Fund (Total Returns) ** 

    Last YTD Returns 

Palos International Equity Income Fund PLC - CAD   CA $5.31 7.06% 

Palos International Equity Income Fund PLC - EUR   EUR 7.04 5.57% 

Palos International Equity Income Fund PLC - USD   US $6.59 2.74% 

S&P TSX Composite - CAD     3.60% 

S&P TSX Composite - USD     0.52% 

** Period ending May 21, 2013 
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