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THE SLOW ROAD AHEAD:
TWO OLD PROBLEMS, TWO NEW ONES, 
BUT LIGHT AT THE END OF THE TUNNEL



1.  The Employment Problem

High unemployment in the U.S. remains the largest problem for the North American economies. More than nineteen 
months after the bottom of the recession, two-thirds of the jobs lost in the U.S. economy have not been recovered,  
making this by far the slowest employment recovery in the post-war period.

	  

Over six million American workers have been unemployed for more than half a year. As these workers age and their skills 
atrophy, their chances of ever returning to the labour force diminish.

	  



The long term unemployed are primarily older workers with lower education. As the economy in North America becomes 
less focused on resource extraction, construction and manufacturing, higher education becomes ever more essential. 
Many of the older unemployed will never work again.

The persistent high unemployment coupled with an aging population has driven the participation rate – the percentage 
of all adults who are employed – to the lowest levels in 27 years, down from a peak of 65% to 58%. This represents 15  
million fewer Americans employed or in the labour force.

	  

	  



2.  The Housing Problem

The hangover from the housing bust continues. The massive overbuilding in the boom years of 2003 to 2007 led to a 
peak surplus of 2,300,000 unsold homes in 2008. This inventory has been reduced by half, and it continues to decline year 
over year, but this has not solved the problem.

	  
Rather than buy a new home, most of those in the market prefer to buy an existing home. The huge drop in house prices 
after the bust, the large number of houses for sale due to foreclosure and distressed mortgages and the uncertainty in 
the market have resulted in the sales mix of existing homes to new homes decoupling. Historically, existing homes and 
new homes have sold each year at a consistent ratio of about six to one. Since the recession, the ratio has doubled to 
twelve to one.

	  



If the sales ratio had remained constant, new home sales would be about 800,000 units per year, consistent with the level 
before the housing boom. Instead, new home sales are at a post-war low of about 300,000 per year, less than half the 
expected level. Given the continued oversupply of existing homes for sale, it is not surprising that house prices in the US 
have been slow to rise.

	  
In some markets, house prices are now in their fourth consecutive year of decline.

	  



3.  The European Mess

While the European debt crisis has dominated newspaper headlines for the latter half of 2011, it is anything but a new 
story. Though market participants began observing Europe with concern in early 2010, the world began watching last 
spring. Recall the protests, strikes, and public riots that spilled out onto the streets in Athens, Greece a year and a half ago. 
This summer, the market reacted with great volatility to each headline as it was written from across the Atlantic. 

The yield on Greek two year bonds has climbed from under 10% one year ago to a recent 78% - indicating that most  
holders feel it is very likely that the bonds are worth no more than half of their face value. Owners of these bonds are 
faced with a writedown of several billion euros.

Governments across Europe have slashed spending to bring their budgets under control. This has in turn resulted in slower 
or even negative economic growth, further constraining the ability to service debts. Fortunately, much of the outstanding 
debt was issued with very low interest rates, giving the indebted countries breathing room to work out of their problems.
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While the exposure of the major commercial banks in Europe to Greek debt is not a huge problem in itself, although they 
would take a hit of about 100 billion Euros on a 50% write-down, the fear is that other heavily indebted countries would 
also default. Portugal and Ireland would be managable, but Spain’s debt is four times larger than that of Greece, and 
Italy’s is even larger than that. A default by Italy would bring down a number of the major Euro banks. It is for this reason 
that the central bankers and heads of Government of the major european countries have joined together to provide 
back-up funding.

Fears that Europe will slip back into recession have contributed to the crisis of confidence.  The Euro zone has been very 
slow to recover from the 2008/09 recession, but still has positive growth.

	  



4.  Political Gridlock in the U.S. – “Occupy Wall Street” versus the Tea Party

In late July and early August, the US congress was deadlocked over the routine matter of raising the permissible level of 
outstanding US government debt. As the deadline neared, stock markets plummetted  world wide. Although the crisis 
was resolved, the inability of the US government to deal with everyday  matters has eroded confidence, and markets have 
not recovered.

	  

The basic dispute between the Tea Party wing of the Republican Party and the Democrats has to do with the correct way 
to reduce the US budget deficit. Both parties agree that the deficit is out of control, with a projected loss of $1.2 trillion 
for the current fiscal year. This is three times higher than any deficit before the recession, and is about 500% higher than 
deficits incurred during the 1981 recession.

	  



U.S. federal expenditures rose rapidly even before the recession, as a result of the costs of wars in Iraq and Afgahnistan as 
well as the rising costs of Medicare and other entitlement programs. Stimulus spending to ameliorate the affects of the recession, 
including extended unemployment benefits for the long term unemployed, have accelerated spending even further.

	  

At the same time, receipts fell sharply as a result of the tax cuts put in place during the Bush administration, and more 
recently due to lower employment income during the recession and its aftermath. However, even if tax revenues were at 
the peak level of $2.6 trillion, the budget would still be over $700 billion in the red.

	  



Meanwhile, over the past few months the “Occupy Wall Street” protests have grown rapidly. The main concerns of this 
diffuse and unstructured movement are unequal division of income and wealth and the pervasive effects of “corporate 
greed” on both government and the economy.

There is no question that income in the U.S. is concentrated in the top 1% of the population (and thus not the “other 99%” 
represented by Occupy Wall Street). The top 1% controls more than 20% of all income. 

	  
The concentration of wealth is equally extreme. The top 1% of the population in the U.S. controls over 35% of all wealth, and 
over 43% of financial wealth.  In contrast, the bottom 80% of the population controls only 15% of all wealth in the country.

	  



Distribution of wealth in Canada is somewhat more equal. The top 1% takes about 14% of income in Canada, compared 
to over 20% in the U.S. Because of higher tax rates in Canada, the share of the top 1% drops to under 10% of all income in 
Canada after tax, compared to about 17% after tax in the U.S.

	  
The distribution of income in Canada is the most equal of the major North American economies and is very comparable 
to the distributions in Sweden and the U.K.

	  



AND NOW FOR THE GOOD NEWS.

1.  We do not expect a “double dip” recession in North America. 

US GDP has been growing for the past eight quarters, and likely accelerated in the third quarter of 2011.

	  
U.S. personal consumption, the most important component of economic growth, continues to rise.

	  



Industrial production continues to grow, although output is still below pre-recession levels. This reflects the continuing 
loss of manufacturing jobs to Asia and weakness in the construction industry.

U.S. retail sales are now higher than before the recession.

	  

	  



Car sales are rising. The average age of cars in the United States is at an all-time high suggesting that vehicle sales will 
strengthen in the next few years.

	  
Stabilization of the housing market and gains in the stock market in 2009 and 2010 have restored some of the household 
wealth lost during the recession. As well, households are deleveraging. US households are now paying off their mortgages 
rather than increasing them.  In 2007, money borrowed under Home Equity Lines of Credit and through refinancing was 
equal to over 8% of disposable income. This year, 4% of disposable income will be used to reduce mortgage debt.

	  



Consumers are reducing their credit card and other revolving debt.

	  

	  

Savings rates have been restored to healthy levels.



2.  Canada continues to perform well in employment, housing and growth.

The Unemployment Rate in Canada peaked at 8.7% in 2009, and has fallen to 7.1%.

	  
There are now about 400,000 more Canadians employed than prior to the recession.

	  



Growth in Canadian GDP is solid, if unspectacular.

Canadian retail sales are now considerably higher than prior to the recesssion. 	  

	  



Even the small Asian economies are growing rapidly enough to become larger than the problematic European countries 
such as Greece and Ireland.
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3.  In spite of reports to the contrary, Asian economies continue their rapid growth.

China’s Gross Domestic Product is now higher than Japan’s, and much higher than that of France and Germany. This is a  
result of very rapid growth over the past ten years since economic liberalization took place. India is also experiencing more 
rapid growth as a result of urbanization, better government policy, decreasing trade barriers and technological innovation.



Inflation in Canada is running at over 3% per year. Assuming that the inflation rate does not change, the owner of the 
5 year bond will lose 7.8% of capital before tax. The owner of the ten year bond will lose 11% before tax. Canada and 
Provincial Return Return Bonds are adjusted for the changes in the Consumer Price Index and will protect investors from 
inflation, but provide little incremental return.

During 2012, we expect:

 • Short term rates will remain very low in both Canada and the US, with cash and money market accounts  
  yielding less than 2% on average for the year.

 • Longer term rates will rise gradually, particularly in Canada, but will remain at post-war lows.

 • Corporate bonds rated as low as BBB will continue to offer better risk adjusted returns than Government 
  bonds, particularly for durations over two years.

 • Preferred shares will continue to be a viable alternative for taxable accounts offering yields to maturity  
  in the 3% to 5% range depending on credit quality.

	  

	  

CAPITAL MARKETS OUTLOOK AND STRATEGIES FOR 2012

1.  Our Expectations Regarding Fixed Income

The Canada 5 year bond currently yields about 1.5%, the ten year bond about 2%. The interest paid is fully taxable and, 
of course, will not change during the life of the bond. The Bank of Canada has indicated that short term rates will not 
change during the next year. 

	  



US Government bonds offer a similarly dismal outlook, with interest rates below inflation. It is likely that short term rates 
in the US will remain very low for at least two more years. With five year bonds yielding under 1% per year, it is hard to 
imagine why anyone would buy them.

As is the case in Canada, inflation is higher than the yield on five and ten year bonds. If growth in Asia continues and  
accelerates even modestly in North America, commodity price increases could easily push the headline inflation numbers 
to 3% or higher. In this case, as in Canada, bond holders are locking in a substantial erosion of capital in search of safety.

The US Federal Reserve Bank recently started buying longer treasury bills in the open market in order to reduce their yield 
(the “twist”).  This has been effective and has flattened the yield curve.  It is unclear whether the Fed has sufficient will or 
funds to keep longer rates low in an environment of rising inflation. In September China divested a record amount of US 
treasury bills, another factor that will likely put pressure on longer rates.

	  

	  



2.  Our Expectations Regarding Currencies

Exchange rates are notoriously difficult to forecast, and this is particularly true in times of economic stress. However, 
currency risk is an important factor in constructing a portfolio and adverse changes in exchange rates can destroy the 
advantages to be gained from international diversification. This is therefore our best guess, but like all currency forecasts, 
it is very far from certain and will undoubtedly be affected by changes in Government policies and economic conditions.

 • We expect to see gradual improvement in commodity prices. This will result in the Canadian dollar rising 
  above par, and we forecast an average value of $1.03 during 2012. Canadian investors in US securities  
  will take only a minor hit.

 • Regardless of the outcome of the present crisis in Europe, austerity measures will depress growth and  
  will put the Euro under pressure. Currently at $1.39 per USD, it may fall to $1.25 per USD and to $1.22  
  CDN. Canadian investors in Euro stocks would face a currency hit of about 13%. Even though the value  
  of Euro stocks is depressed, this is a significant barrier to overcome.  

3.  Our Expectations in Regard To Canadian Stocks.

The TSX had very strong gains coming out of the depressed levels of early 2009. Our market gained 30.6% in 2009 and 
14.4% in 2010. This year it will struggle to get back to break even (13,443) after falling to a loss of 19.3% on October 4th. 
Markets have been highly volatile and have traded much more on fear than on fundamentals. As a result, many securities 
are mispriced.

 • Canadian banks are trading at 10% to 15% below their average price:earnings multiples of the past five  
  years. They have sold off along with the European and American banks, even though there is very little if  
  any exposure to European sovereign debt.  With dividends high and rising, we see very good  
  opportunities in this sector.  

 • Canadian utility, real estate and pipeline companies have been the stars of 2011. They have been prized  
  by investors for their stability, recession resistance and especially their high dividend yields. With  
  interest rates staying at low levels for 2012, this sector will offer stable income, but not much growth, as  
  stock prices are currently trading above their long term valuations. Telecoms still offer a good  
  combination of income and growth.

 • Canadian commodity related stocks have been the dogs of the year. Major oil companies such as Suncor 
  and Canadian Natural Resources are off about 20% for the year. Metal producers such as Inmet, Teck  
  Resources and Cameco are off about 33%.  We believe these stock prices reflect extreme pessimism  
  about economic conditions worldwide.  Evidence of stronger growth in North America, absence of  
  a deep recession in Europe, and continued growth in China and India will result in major rebounds for  
  the energy and material sectors. However, this remains the most volatile sector of the market, and with  
  low dividend yields, these stocks have little to cushion their fall if economic conditions worsen.

 • Canadian retailers such as Shoppers Drug Mart, Tim Hortons and Empire Group offer a reasonable  
  combination of growth potential and dividend yield. They offer good stability and returns that will be  
  better than those available on fixed income securities.

 • Infrastructure related companies such as Brookfield Asset Management and SNC Lavalin are currently  
  undervalued and should do well in the current environment.

 • High quality stocks with a record of increasing dividends will remain in demand in the low interest rate  
  world. The combination of high yield, tax advantage over bond interest, and consistent dividend  
  increases over a sustained period make stocks like this a preferred choice even from conservative yield  
  seekers. The volatility in stock prices is typically less than for the overall index and the dividends keep  
  being paid in even in times when markets are down.



STOCK INDUSTRY RECENT
PRICE

DIVIDEND YIELD
AFTER TAX

SPREAD
OVER CDA

DIVIDEND
GROWTH

RATE*

Cineplex Consumer 25.67 $1.29 3.9% 3.1% 1.4%

Bank of Nova Scotia Financial 51.82 $2.08 3.1% 2.3% 8.3%

National Bank Financial 71.50 $2.84 3.1% 2.3% 9.1%

Royal Bank Financial 48.03 $2.16 3.5% 2.7% 10.0%

IGM Financial Financial 42.29 $2.15 4.0% 3.2% 8.0%

Crombie REIT Real Estate 12.98 $0.89 5.3% 4.5% 6.2%

H&R REIT Real Estate 20.95 $1.05 3.9% 3.1% -3.0%

BCE Telecom 39.48 $2.07 4.1% 3.3% 5.9%

Telus Telecom 39.48 $2.07 4.1% 3.3% 5.9%

Rogers Communications Telecom 39.48 $2.07 4.1% 3.3% 5.9%

Transcanada Utility 43.69 $1.68 3.0% 2.2% 4.7%

Keyera Utility 45.44 $1.92 3.3% 2.5% 6.7%

Fortis Utility 33.52 $1.16 2.7% 1.9% 10.0%

Canadian Utilities Utility 62.75 $1.61 2.0% 1.2% 5.4%

AVERAGE 3.4% 2.6%

*Compound Annual Growth in Dividend over seven years (2004-2011)



Sectors that we expect to outperform and underperform the market:

 • Major technology companies are trading at low multiples and are cash rich.  We expect to see dividend  
   increases and strong growth from firms such as Microsoft, Cisco and Google.

 • American banks remain troubled by problem assets related to the housing boom and bust.  Balance sheets  
   remain opaque and they may need to raise additional capital.

 • Branded products companies continue to increase their global reach and have pricing power.  However, a  
   stronger dollar could depress the value of repatriated foreign earnings which make up more than 50% of all  
   profits for many of the major multinational companies.

 • Health care related companies including pharmaceutical manufacturers, device makers and service providers  
   will continue to benefit from rapidly growing health care spending in the U.S.

 • U.S. manufacturers will continue to be hard pressed to meet foreign competition from Asia and Latin America.  

 • Large retailers such as Walmart are trading at historically low levels and have potential to make significant gains 
   as the US economy improves.

4.  Our Expectations in Regard to U.S. Stocks

US stocks are trading at bargain basement levels based on earnings. For the third quarter of 2011, the earnings on the 
S&P 500 were about $25. For all of 2011, earnings will approach or even exceed $100. At the current level of 1230, the 
S&P 500 is trading at 12.3 times earnings, compared to its long term average of 16 times earnings. To reach the average 
price-to-earnings multiple, the index would need to rise about 30%.  US companies have very strong balance sheets with 
record amounts of cash, giving them the ability to buy back shares and raise dividends.  
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