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In the second edition of the Core Income Refresh series we 

examine the Commodity sectors, both of which are very 

sensitive to economic conditions. These sectors tend to 

outperform during the late stages of an economic expansion, 

which happens to be where we are right now so pay close 

attention.  

To reiterate, in late August, the analytical team at Connected 

Wealth independently reviewed all of our sector and position 

weights, agnostic of the benchmark and of current allocations, 

in an attempt to mitigate the behavioural biases that all 

investors suffer from. This exercise has helped us to reduce 

anchoring bias to the cost base of our stocks and to reduce 

certainty effect bias, which results from a conflict between 

previous stock purchases and current allocation decisions. This 

exercise also helps to limit loss aversion, as it draws attention 

to the negative emotions which come as a result of realizing a 

loss.  

Energy 

The second largest sector in the S&P TSX certainly demands a 

lot of attention (Charts 1 & 2). The Energy complex fuels 

economic growth in mid-western provinces and has been the 

most important sectoral bet over the past decade, as we have 

seen crude and gas prices on a roller coaster ride (Chart 3). We 

continue to observe significant rebalancing taking place (Chart 

4); production and consumption of oil are roughly equal, 

according to the EIA. Gains made by production cuts and 

extensions made by OPEC are being offset by growth and 

efficiency gains by U.S. shale producers (Charts 5 & 6). Despite 

this, inventories remain extremely elevated based on historical 

levels.  
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From a long-term perspective, the lack of investment over the 

trailing few years should lead to an inventory reduction given 

the sustained growth in demand. The further out you look, the 

higher the possibility of a changing energy that favours cleaner 

energy sources over combusting fossil fuels.  

Near-term catalysts have tended to be the impetus of short-

term energy price movements. Rhetoric surrounding the 

upcoming OPEC meetings in November is starting to rise, with 

the latest rumour being a small extension to further cuts. 

Anything more could propel us into the $50s, but other potential 

and unforeseen circumstances loom that could bring us quickly 

back to the mid to low $40s. We tend to be buyers near the 

bottom of that range and sellers near the top, depending on the 

individual price movements in the stocks.  

We have a sanguine outlook for Energy-related commodities in 

the near term and remain largely defensively positioned, staying 

underweight in the sector. Large integrated oil companies and 

pipelines tend to be core holdings for us at this point of the 

cycle.  

TransCanada and Enbridge are two of those names. Major 

pipeline projects have faced major opposition as of late, 

increasing the scarcity of new capacity and infrastructure. 

These are two of the largest, most established players which 

both continue to grow organically and through tuck-in 

acquisitions. Enbridge’s acquisition of Spectra entrenched them 

as a North American market leader. It added a lot of debt to the 

corporate structure, but below $50 the valuation becomes 

appealing again. We like how TransCanada has diversified their 

business south of the boarder as mainline gas prices have 

come under pressure in Canada. In 2013, they generated 34% 

of revenue from the U.S., today that number is closer to 60%.  

The other core of our Energy complex is made up of large cap 

integrated companies. An integrated energy company is one  

that has three avenues for free cash flow generation 

downstream (gas stations), midstream (pipelines) and upstream 

(wells). Suncor is a prime example. It is a core holding of ours 

that offers an attractive 3.3% dividend, supported by good 

production growth and slowing capital spending. Their Fort Hills 

operations should add about 180,000 barrels a day to 

production and have an offshore project nearing completion. 

The risks reside in their reliance on the Canadian oil sands, 

once projects are in production they are competitive, but new 

growth initiatives are quite costly and not competitive on a 

global scale.  

Chart 3 
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Husky is our other integrated holding. The company has stated 

that they are focused on reinstating the dividend. Recent 

resolution on their dispute with CNOOC, and with new projects 

in Indonesia and the Midwest U.S. nearing completion, we 

anticipate an increasing potential of the dividend coming back, 

should commodity prices stabilize or trend higher. They became 

free cash flow positive in 2016 and have firmed up the balance 

sheet with asset sales.  

Rounding out our energy basket are names we would not 

consider core to the portfolio but that offer growth at a 

reasonable price. Bonterra is our highest beta energy name at 

this point and our producer of choice because of their attractive 

dividend yield, quality assets and potential upside if we are 

wrong and oil prices move meaningfully to the upside.  

Materials 

Our country’s reliance on natural resources is part of the fabric 

of our nation, propelling our economic development into one of 

the best places to live in the world and strengthening our 

position in global trade. But in the digital era, our economy has 

diversified and our reliance on the sector has diminished. 

However, innovation has created great opportunities for early 

adapters to thrive, creating great investment opportunities 

across a myriad of sub-sectors.  

The metals and mining sub-sector has been challenged as 

China’s economic growth has been normalizing (slowing) for 

several years which has been weighing on raw materials. 

Adding to the issue is that they are now net exporters of steel, 

putting more downward pressure on prices. Materials do not 

present many opportunities for dividend investors as shrewd 

companies recognize the cyclicality of their business models 

and are weary of distributing too much capital to shareholders.  

Our only holding is in Franco Nevada, one of very few gold 

companies in Canada that offers a dividend. Despite 

reasonable fundamentals we like the gold exposure to mitigate 

some of our long U.S. dollar exposure, as the asset class tends 

to increase when the dollar weakens. It also is a safe haven 

asset that investors flock to during times of geo-political unrest, 

which is a glaring concern in several parts of the world right 

now.  

We own a small position in Agrium; potash and nitrogen 

production are key to aiding farmers in increasing yields. 

Population growth and socioeconomic gains are increasing 

demand for food and more protein. The stock offers a solid 

dividend yield and the company is nearing the close of a deal 

Charts 5 & 6 
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with Potash which should provide synergies. The reason for our 

small position size is that there is uncertainty around contract 

renewals and pricing concerns in what appears to be an 

oversupplied market (Chart 7).  

The North American consumer is alive and well, unemployment 

is low, wage growth is present, and home prices are rising, 

adding to the wealth effect that increases consumer confidence. 

We recently published a two-part series on the consumer: Part 

1 & Part 2. This has percolated down to spending and business 

confidence. Those tailwinds are a boon for International Paper, 

another of our material stocks which make boxes for online 

shopping shipments (Chart 8) as well as paper products for 

industrial applications. Their three largest customers according 

to Bloomberg are Amazon, FedEx and UPS. Should the shift 

away from brick and mortar to online continue, this company 

should be a beneficiary. This trend is glaringly obvious and has 

attracted new players to the space, which is a risk to the 

company, but there are no major facilities slated to be 

completed until the end of next year.  

A core holding of ours, which has been doing quite well since 

closing a mega merger, is the new DowDupont Inc. The 

overarching thesis behind this diversified chemical company is 

that a glut of natural gas in North America (Chart 9) will provide 

them with years of cheap feedstock to create their downstream 

products. Demand for these plastics, agricultural and specialty 

chemicals has accelerated during this time of synchronized 

economic growth. There is also a new catalyst on the horizon 

as it is believed the company will eventually split into three 

separate entities. The risk is that the integration is challenged 

and synergies expectations disappoint.  

 

 

  

 

 

 

 

 

Chart 7 

 
 

 

 

 

 

 

Chart 8 

 
 

 

 

 

 

 

Chart 9 
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Charts are sourced to Bloomberg unless otherwise noted. 
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