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The Second Derivative of Change 
Oscar Belaiche / Frank Latshaw 

 
The second derivative of change is used in calculus to describe how the rate of a change of a quantity is itself changing. In 
the investment world today we are seeing a number of signs of a second derivative of change occurring. How we look at 
this is whether things are getting “less good”, “less bad”, ‘more good”, or “more bad”. We see this happening now in key 
economic indicators. Early indicators of inflation are “less bad”, for example copper and lumber prices have fallen recently. 
We anticipate prices for goods and services while still increasing, should start to level off or decline in the next few months. 
Economic growth has been phenomenal off the pandemic lows but looking forward will be “less good” as the world cannot 
keep up this pace of growth. Monetary stimulus has been very strong but as we look forward it will be “less good” as tapering 
is projected to start by year-end 2021. Fiscal stimulus is expected to be “less good” as the significant stimulus that occurred 
during the pandemic cannot be sustained. Interest rates are unlikely to stay so low meaning “less good” given we are at 
historic low levels of negative real rates of return. When putting this all together we do not see how significant growth in 
inflation and fiscal and monetary stimulus can be sustained and thus the rate of change of economic factors is becoming 
“less good”.  
 
Quality Investing 
 
The outlook for our investing style that we apply to Dynamic Strategic Yield Fund (the Fund) looks good going forward as 
the markets shifts away from the early phase of the business cycle. Growth investing did well in what we have described in 
the past as Phase 1, being the earliest stages of the pandemic, April 2020 to November 2020. Digitization and working from 
home trends led to accelerated growth in technology services which we have termed Covid Beneficiaries. Phase 2, being 
November 2020 to mid-May 2021, was led by stocks that benefited from the development of COVID-19 vaccines. These 
stocks were cyclicals, stocks that benefitted from the economic re-opening, and in some instances lower quality and/or 
inexpensive stocks (“dash for trash”). Phase 3, which we define as the Quality Phase, started around February 2021 and 
we believe will lead the way as the relative appeal of Phase 1 and 2 beneficiaries wane due to rising uncertainties noted in 
the next paragraph. Companies that we invest in using our Quality at a Reasonable Price (“QUARP®) philosophy should 
benefit in this phase, as they have predictable dividend income with growing free cash flow and strong balance sheets and 
provide stability to a portfolio. 
 

Re-rating has begun, but more to go especially when tapering nears 
B+ or Better S&P Quality Ranks (High Quality) vs. B or Worse (Low Quality) Fwd. P/E 

relative to BofA Universe (1986 – 5/31/21) 
 

 

 
         Source: FactSet, BofA US Equity & Quant Strategy 
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Myles Zyblock, our Chief Investment Strategist, has talked about the move to quality in his recent Macro Musings: Up in 
Quality - July 13, 2021, Myles Zyblock, pages 1 to 5.  
 
The Next Phase 
 
As we enter this next phase the key debate is the uncertainty about what lies ahead for inflation, interest rates, and economic 
growth as well as fiscal and monetary stimulus. Our outlook is for a deceleration in these economic drivers (second derivative 
of change = “less good”), yet the outlook is still healthy due to the continued sizeable monetary stimulus. 
 
Re-opening has been quick where vaccine availability and acceptance has been high, which has created what looks to be 
a temporary yet severe imbalance between very strong demand, aided by very healthy doses of fiscal and monetary 
stimulus, and temporarily constrained supply in labour and supply chains that face bottlenecks. The current high inflationary 
pressures are therefore understandable. We expect these imbalances to settle in the coming months, with supply chains 
returning, the dislocations in certain areas of the labour force (e.g., those in the lower wage category, where most of the 
wage inflationary pressure is) eventually being sorted out as people come back to work, and the pace of stimulus slows. 
We therefore believe inflation will settle too, albeit at a higher than previous cycle level due to the inflationary imprint left by 
the built-up excess savings and higher input costs. We believe it is important to focus on stocks that have pricing power and 
thus will be able to manage through such a higher than typical inflationary environment which can pressure margins. 
 
In terms of the pace of the economic expansion, we believe we have seen the peak in terms of GDP growth, and therefore 
growth should decelerate, as is typical in any business cycle moving past the early cycle to the mid-cycle stage. While the 
environment still looks supportive for stocks, we believe the markets will tend to move away from the lower quality investment 
spectrum as the rising tide effect of Phase 2 diminishes while the relative appeal of stability and quality increases. We have 
already seen money move away from euphoric/speculative investments like SPAC’s, bitcoin, certain IPO’s, non-earning 
technology companies and meme stocks as well as DIDI and related Chinese companies. 
 
We note that we are not quite out of the woods yet with respect to the pandemic with new variants emerging and highlighting 
vulnerabilities to global growth due to the different pace of vaccination between developed and emerging economies and 
even between regions within countries. Risks also include the possibility of corporate, capital gain and wealth tax increases 
which would have a negative impact on valuations. 
 
Inflation 
 
The big debate in investment circles is whether inflation is transitory or not. If inflation is transitory then we may have seen 
peak inflation rates and thus while the Fed may taper it would not have to do so aggressively and rates would not raise until 
late 2022 or 2023. It would appear that if inflation cannot keep increasing at the same pace then by definition it would have 
to settle back but it would still be higher than the Fed’s 2% inflation target thus necessitating some tapering in any event. 
  
Should inflation not be transitory then the Fed would need to taper and then tighten more aggressively or “lose the narrative”. 
However that would be a risk to market valuations as a higher discount rate implies lower stock valuations. Thus, the  debate 
on what the Fed will or will not do is critical to markets. When we look at inflation there are many indicators both across the 
economy and its impact sector by sector. 
  
Generally there is no doubt that labour at the lower income end of the spectrum is in demand and that wages are going up. 
Again the debate here is whether this is transitory as people return to work when extraordinary unemployment benefits run 
off or whether some labour i.e. restaurant and hotel workers have changed careers so in order to incentive them, they will 
need to be paid more. The offset here is that there is very little pricing power for more expensive labour i.e. office employees. 
  
We have seen semiconductor shortages which have impacted electronics production as well as auto production. This has 
particularly led to inflation in both new and used cars. We have seen lumber prices go up more than fourfold but then have 
come back down, thus costs of housing production, whether new or renovations should subside over time lending weight to 
transitory inflation. We have seen copper prices spike and pull back. It would appear that we are seeing a peak in many 
indicators and thus inflation may run hotter than it has but is not out of control. This is a good scenario for equities. 

https://assets.dynamic.ca/content/dam/klick/Commentaries/MacroMusings_07-13-2021.pdf
https://assets.dynamic.ca/content/dam/klick/Commentaries/MacroMusings_07-13-2021.pdf
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Specifically certain sectors have literally no impact from inflation or rising interest rates while others are meaningfully 
impacted. For example the banks prefer higher rates as their Net Interest Margins will be improved and this will improve 
their earnings. Travel, Restaurants - Leisure in the Consumer Discretionary section have margin pressure from labour. 
Health Care has no inflationary pressures to speak of other than some materials cost in MedTech. So sector by sector each 
sector has different benefits/risks related to inflation and interest rates. 
  
Conclusion 
 
As investors we prefer to own companies across a diversified portfolio that a) have pricing power, that b) can offset margin 
pressure be it labour or materials in cost of goods sold, and c) have strong balance sheets with locking in, staggered debt 
that would mitigate either rising inflation or rising interest rates. We would call these companies anti-fragile and they would 
be quality companies. 
  
Market Outlook 
 
Turning to the markets, the current dynamics continue to favour our significantly higher allocation to stocks over bonds. 
Admittedly, we see equity valuations as fair to more fully valued yet growing earnings yields are more attractive than fixed 
income yields. We believe a period of consolidation is most likely given the favourable outlook for earnings and the 
substantial amount of liquidity from stimulus. That is, earnings will continue to rise but P/E’s will decline and the market 
trades sideways. This would in effect create a time correction, allowing valuations to become more appealing. 
 
In the bond market, the signal being sent by the flattening of the yield curve aligns with our view of temporarily higher 
inflation, pushing up yields in shorter maturities, while economic growth and inflationary pressure will moderate, restraining 
yields on the longer end. Negative real yields and the uncertainty over the timing and extent of tightening by the Federal 
Reserve keeps us at the low end of the range in terms of our allocation to bonds. Monetary policy tightening is a key 
uncertainty impacting both bonds and stocks. While we do not believe the markets will react well initially to the likely 
announcement of tapering and eventually higher interest rates, this threat is well telegraphed to the markets. Central banks 
globally, such as Canada and New Zealand, have also blazed the trail and started tapering further laying the groundwork 
for equity markets to digest the inevitable next move by the Fed. 
 
With slower growth, higher but slowing inflation, and higher interest rates being our outlook from here, it follows that our 
process that focuses on quality companies with a) strong free cash flow and balance sheets (e.g., staggered debt that would 
mitigate rising interest rates), b) sustainable visible growth even as economic growth slows, and c) pricing power to offset 
margin pressure from higher labour and materials costs, should benefit. 
 
We can find such companies across multiple sectors, preferring to have a diversified portfolio sector-wise going forward of 
quality investments. Banks, for example, will benefit from higher rates through better net interest margins, while already 
having substantial credit reserves socked away during the pandemic. Healthcare and Technology are other sectors with 
little cost pressures or balance sheet risk, while regulated utilities also have pricing power given their allowed returns. 
Likewise, Real Estate owners tend to be able to pass costs along to tenants, depending on the location and sub-sector. 
Other sectors, such as Consumer and Industrial industries are case by case, as generally those that manufacture and 
distribute goods and certain services (e.g., travel, leisure, hospitality) are at greater risk of margin pressure due to labour 
and material costs rising. The Fund is well positioned in this regard. 
 
Fixed Income (Derek Amery) 
 
After suffering one of their worst return quarters since 1994, Government of Canada bonds stabilized and generated positive 
returns during the second quarter. Over the past three months Federal bonds returned 0.81% but are still down 2.94% YTD. 
Corporate bonds continued to outperform their government counterparts, returning 1.28% in the second quarter and are 
down 2.26% YTD. Overall, the Canadian bond market rose 1.66% on the quarter and is down 3.46% so far in 2021.  
  
In our view, there have been a number of drivers of the recent bond market rally: (i) potential that “secular stagnation” will 
soon replace “reflation” as the principal medium/longer-term economic outlook; (ii) concerns that the Federal Reserve might 
turn overly hawkish at the same time as fiscal support runs dry, i.e. the Fed will demonstrate less commitment to their new 
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Flexible Average Inflation Targeting regime and increase policy rates too soon, hurting the economic recovery; (iii) the 
Federal Reserve is winning the “transitory” vs “structural” inflation debate – helped by recent price drivers (lumber, copper, 
etc.) looking less permanent; (iv) North American yields look attractive globally; (v) investor short covering as the consensus 
view for higher rates has been challenged; and (vi) COVID-19 variants and weaker Chinese growth are risks to global 
recovery.  
 
Medium-term the directionality of yields will come down to growth, inflation and policy. While the rates of change on all three 
are likely to decline from unsustainably high levels (second derivative of change), they will remain elevated, particularly 
relative to their pre-pandemic levels, over the next 4-6 quarters. If this outlook is correct, we believe yields should be at least 
as high as they were prior to the crisis – and the risk would be higher yields. We are not yet convinced that the current 
market narrative that: “higher employment and inflation causes the Federal Reserve to hike sooner, which in turn results in 
lower growth, which in turn is good for the long-end of the yield curve”; will be one that persists for longer than a few weeks 
or a couple of months. Higher growth and inflation should ultimately lead to higher yields. The tapering of asset purchases 
by North American central banks should also put upward pressure on yields. Yes, once the Federal Reserve and Bank of 
Canada ultimately start to raise rates, that should slow growth and be supportive of yields, but we still believe that to be a 
relatively long way off. 
 
Therefore, with economies returning to levels consistent with those seen prior to the pandemic, so too should bond yields. 
This implies a range of 1.4-2.1% for the bell-weather U.S. Treasury 10-year yield. With yields having retraced to the lower 
end of this expected range, we find current bond valuations unattractive and have positioned the Fund for less interest rate 
risk than the benchmark.  
  
Credit markets continue to perform very well relatively, and over the past year have helped to offset the negative returns in 
government bonds (Corporate bonds +0.82% versus -3.15% for Federal bonds over the LTM). Historically low bond yields 
and credit spreads, coupled with responsive capital markets, have given most corporations the opportunity, despite the 
pandemic, to strengthen their balance sheets and improve their liquidity and funding profiles. Earnings have been strong, 
outside of the industries most directly impacted by the pandemic. Despite heavy corporate bond issuance, demand has 
been, at the very least, equal to it. So, while valuations look rich historically, risk premiums have continued to tighten. 
 
We remain optimistic and overweight on credit, particularly IG corporates, in the near-term. The economic recovery is 
expected to produce the strongest growth in decades this year and will likely continue to generate above potential GDP 
over the next 2-3 years. Bottom-up credit fundamentals are improving but we will continue to watch management behaviour 
closely for evidence of more shareholder-friendly activities such as M&A and share buybacks. 
 
Portfolio Positioning 
 
During the second quarter the portfolio maintained its overweight in equities and alternatives (which includes options) and 
significant underweight in fixed income and cash. We believe the high weight in equities to be appropriate in light of current 
market dynamics. Our QUARP® investment philosophy which focuses on holding best-in-class businesses with a capital 
preservation overlay or quality compounders remains at the core of how we invest and should benefit in this environment. 

 
Geographically the Fund raised its allocation to Canada over the quarter while maintaining its U.S. weighting. The USD 
exposure was changed to 78% hedged in June which had a positive impact on returns. Among equity holdings defensives 
and secular growers remained unchanged at 13.3% and 10.1%, respectively with cyclicals increasing further to 29.7%. 
Among cyclicals the weighting was increased primarily through Financials and Real Estate. The fixed income component, 
which was reduced significantly by the end of first quarter of 2021, was maintained at 19.4%. Alternatives (excluding options) 
remained at a single digit percentage exposure. As options premiums remained attractive, we continued to write cash 
covered puts on companies that we wanted to acquire at a lower price with no change made to the allocation. The options 
weighting is very fluid and is dependent on opportunities available.  
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   Asset Mix 
(as of June 30/21) 

 

 
Cyclical equities = financials, industrials, energy, materials, consumer discretionary, real estate 
Defensive equities = consumer staples, utilities, communication services 
Secular growth equities = health care, information technology 
Alternative investments = privates, mortgage investments and underlying funds 
 
 

Geographic Mix                                
(as of June 30/21) 

Equity 
Income Alternatives Options Fixed 

Income Cash Total 

United States 30.3% 5.1% 10.7% 6.7% 0.8% 53.6% 

Canada 21.4% 3.1% 0.3% 12.7% 6.9% 44.4% 

International 1.4% 0.6% --- --- --- 2.0% 

TOTAL 53.1% 8.8% 11.0% 19.4% 7.7% 100.0% 
 
Performance 
 
Series F of the Fund returned 4.3% in Q2 2021, underperforming its blended benchmark which delivered 5.1% over the 
same period. Most sector holdings with the exception of Utilities had a positive impact on returns. Financials, Technology 
and Real Estate in particular were notable contributors. Financials are the biggest sector weight in the Fund followed by 
Technology and Real Estate. The Canadian banking group had another strong quarter on an improving macro environment 
driven by cyclical recovery and fiscal/monetary stimulus and the outlook for a quicker than expected earnings normalization, 
credit improvement and better growth expectations. While last year’s performance was hindered by our exposure to quality 
dividend paying companies, especially those in the FIREU (Financials, Industrials, Energy, Real Estate, Utilities) sectors, 
2021 continues to look more supportive of these sectors as we enter the second half of the year. 
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           Performance over Manager Tenure 
         March 1, 2009 to June 30, 2021 

  
        Source: Morningstar Direct and 1832 Asset Management 

 
Over the longer-term the Fund has delivered a 9.4% average annual return since inception (series F), outperforming its 
blended benchmark’s return of 7.8%. We are pleased with the performance for the Fund in the second quarter as well as 
YTD 2021. As the Covid recovery cautiously continues in the face of new variants, and with an outlook for slower growth, 
higher but slowing inflation, and higher interest rates we believe that investing in quality companies with strong free cash 
flow and balance sheets, sustainable visible growth and pricing power should prove beneficial for the portfolio. The 1-year 
return for the Fund to the end of June sits at 12.5%, well above our 5% to 7% total return range we strive to achieve and 
consider as doing a “good job”. The 3, 5- and 10-year returns are in line with our 5% to 7% total return target range. 
 

 * Series F launched March 2009; SIR for the index is over same time period as the Fund 
 

** Represents 9 months of performance 
 

LEGEND                 “Great Job”                 “Good Job”                 “Ok Job”                  “Bad Job” 
 
advisor.dynamic.ca  Series A units are available for purchase to all investors, while Series F units are only available to investors who participate 
in eligible fee-based or wrap programs with their registered dealers. Differences in performance between these series are primarily due to differences 
in management fees and fixed administration fees. Performance results for Series F units may also appear higher than for Series A units as the 
management fee does not include the trailing commission. Commissions, trailing commissions, management fees and expenses all may be 
associated with mutual fund investments. Please read the prospectus before investing. The indicated rates of return are the historical annual 
compound total returns including changes in unit values and reinvestment of all distributions does not take into account sales, redemption or option 
changes or income taxes payable by any security holder that would have reduced returns. Mutual funds are not guaranteed, their values change 
frequently, and past performance may not be repeated. Views expressed regarding a particular company, security, industry or market sector should 
not be considered an indication of trading intent of any funds managed by 1832 Asset Management L.P. These views are not to be considered as 
investment advice nor should they be considered a recommendation to buy or sell. These views are subject to change at any time based upon 
markets and other conditions, and we disclaim any responsibility to update such views. © Copyright 2021 1832 Asset Management L.P. All rights 
reserved.  Dynamic Funds® is a registered trademark of its owner, used under license, and a division of 1832 Asset Management L.P. 

Returns as of June 30/21 1 mth 3 mth  6 mth  1 yr  3 yr  5 yr  10 yr  SIR* 
Dynamic Strategic Yield Fund (Series F)  1.0%   4.3%    6.6%  12.5%  6.6%   5.9%   6.4%   9.4%  
50% S&P/TSX Composite Index /  
50% FTSE Canada Universe Bond Index  1.7%  5.1%   6.5% 14.6%  7.8%  6.9%  5.8%  7.8%  

   2020 2019 2018 2017  2016  2015  2014   2013  2012  2011  2010 2009** 
Dynamic Strategic 
Yield Fund  
(Series F) 

 1.8%  12.6%  -1.2%  7.2%  3.5%  5.7%  7.1%  11.9%  6.5%  8.5% 14.5% 34.9% 

Dynamic Strategic Yield Fund 
Series F 

$330,378 

$290,269 

50% S&P/TSX Composite Index / 
50% FTSE Canada Universe Bond Index 

S&P/TSX 
Composite Index 

$241,127 

2.9x 
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