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STEADY, BUT STILL SLOW.
THE RECOVERY CONTINUES.
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Section 1: The Slow Motion North American Recovery Continues

Fears that the US would slip back into recession have proven to be unfounded. The bad news is that GDP has been
growing at an annual rate of less than 2% for three of the last four quarters, maintaining the slow pace of the past
three years. Normal growth should be at least 3% per year, and faster after a recession. The difference since the end
of the recession is about $500 billion of missing growth.

The biggest drag on growth has been the sharply reduced spending by the Federal Government. Premature and
abrupt withdrawal of the recession period stimulus, caused by the sequestration and a dead-locked Congress, has
probably reduced GDP by at least 1% per year in the past two years. Fiscal drag has largely off-set the effect of
monetary stimulus undertaken by the Federal Reserve Bank’s bond buying program.
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The slow economic growth is reflected in the rate of employment growth. While the US economy has been adding
jobs each month since the end of the recession, the rate of growth is not enough to bring unemployment down
significantly. The US economy needs to create about 150,000 jobs per month simply to offset population growth
and keep unemployment at the same level.

As a result, three years into the recovery, unemployment is over 7.5%, compared to 4.5% five years ago. The
difference between 7.5% and 4.5% unemployment is about 6 million jobs. To bring unemployment back down to
4.5%, about 400,000 new jobs would need to be created each month for more than a year. Peak job creation in the
post-recession period has not even reached 300,000 jobs per month.
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The 2008/09 recession was unique not only in the percentage of jobs lost (over 6%) but in the very slow rate at
which those jobs have been restored. Most previous recessions saw a return to prior employment levels within 24
months after the start of the recession. In this case, five years after 2008, jobs are still 2% less than at the peak.

Of all the jobs lost, about 2 million were highly paid manufacturing positions, often referred to as “gateway jobs”
leading to the middle class. The recession steepened the already rapid loss of employment in this sector. Fewer
Americans are working in manufacturing today than at any time in the past 60 years, even though population has
more than tripled during that period.
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The combination of an aging population and persistently low job growth has led to a sharp decline in the number
of Americans actively working or looking for work, the labour participation rate. From a peak in 2002 of over 67%,
the participation rate has fallen to about 63% - a difference of about 12 million. The percentage of the total
population employed has fallen from a peak of almost 65% to a recent 58% - a difference of about 20 million. This
is the total of unemployed, newly retired, and discouraged workers.

Changes in the job market as a result of technology, competition from low-wage countries and investment by
companies in robotics and advanced machinery have had a particularly detrimental impact on less educated and
lower skilled workers. Those with less than a high school education have seen a disproportionate number of jobs
disappear, and these have been very slow to return.
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A source of strength in the U.S. economy has been housing. After falling more than 75% from the peak level in
2006, housing starts have recovered to about 900,000 units per year – still less than normal, but a huge increase
from the bottom in 2009.

Another source of strength has been renewed bank lending. After falling sharply during and after the recession,
outstanding business loans have increased by 42% in three years to a new high. Low interest rates have
encouraged businesses to borrow in order to expand.
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While the recession in Canada was not nearly as severe as it was in the United States, GDP growth at home has
been even weaker and less consistent than in the US, with an annualized rate of less than 2% per year over the last
eight quarters. This is in contrast to the stronger growth that was seen in 2010 in the immediate aftermath of the
recession.

In terms of inflation-adjusted (constant) dollars, Canada’s GDP per capita is still marginally lower than it was prior to
the recession. Over the past nine years, GDP per capita is up only about 7% in total.
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Canada’s Unemployment Rate

Unemployment in Canada during and following the recession was less severe than in the US. Our unemployment
rate is lower, but job growth has stalled and there has been almost no change in net jobs growth over the past
eighteen months.

One reason for stalled employment growth may be the aging of the baby boom generation. As can be seen in the
comparison of the population makeup between 1971 and 2010, the number of Canadians over 50 is a much higher
percentage of the population compared to 40 years ago. Persons over 50 who became unemployed during the
recession have likely found it much harder to find new jobs. At the same time, as Canadians live longer, the top of
the pyramid is bulging outwards.
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Percentage growth in age cohorts in Canada, 1971 to 2010

Over the past four decades, there was almost no population growth in the prime earning years between 30 and 55,
compared to huge and unprecedented growth in those over 70 years old. This demographic shift, which affected
Europe earlier than North America due to a lower immigration rate in Europe, will have profound impacts on social
spending, affecting areas such as schools, hospitals and retirement and nursing homes.

Canadian population under 14 and over 65 years of age

In 2016, for the first time ever, there will be more Canadians over 65 than there are under 14. This compares to 1971
when there were four children under 14 for each senior citizen. Even though many older people continue to work,
the participation rate in the labour force for adults will continue to drop independent of the economic situation.

10

Section 2: Europe Turns a Corner

Europe’s problems were at centre stage in 2011 and 2012. Harsh austerity measures, particularly in southern Europe,
caused the Euro Zone to fall back into recession in 2012. Fortunately, the recession was relatively short and shallow,
and it now appears that Europe has returned to growth. The World Bank and other agencies have now
acknowledged that they underestimated the detrimental effects of the government spending cuts imposed on
countries such as Greece, Portugal and Spain.

Unemployment, particularly youth unemployment, rose rapidly during this “double dip” recession, but it appears to
have peaked in the past summer. Economists now expect to see improved growth and employment gains for the
balance of the year.
The largest and therefore most important European economies are leading the way to growth, and this is reflected
in lower unemployment rates in those economies than in the overall Euro Zone.
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UK unemployment peaked at 8.4% and has already recovered to 7.7%.

Germany is by far the largest economy in Europe. Employment is already at pre-recession levels.
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One indication of the extent of the Euro Zone recovery is the yield on ten year bonds. Following intervention by
the European Central Bank, yields have come down sharply for the most vulnerable economies. Lower interest
payments are crucial to allow countries such as Italy, Spain, Portugal, Ireland and Greece to put their finances back
in order.

Italian 10 year bond yield

Italian bond yields spiked to over 7% about two years ago, but are now around 4.25%, only about 1.5% more than
ten year US Treasury bonds.

Spanish 10 year bond yield

Trading in Spanish bonds shows a similar pattern. In each, the explicit promise by the European Central Bank that it
will do “whatever it takes” to avoid default on sovereign debt has given creditors the confidence required to lend to
southern tier countries at affordable interest rates.
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Section 4: Capital Markets Outlook
ONE: WHY HAS THE TSX UNDERPERFORMED IN THE PAST TWO YEARS?
Since the bottom on March 9, 2009, both the Canadian and US markets have done very well. Measured in CDN$,
$100 invested in the TSX has grown by 68%, and $100 invested in the S&P 500 has doubled to $199. Note that that
the returns for Canadians investing in the S&P in this four year period were actually hurt by the appreciation of the
Canadian dollar against the US dollar. On March 9, 2009, the Canadian dollar was worth $0.77 US. Since that time,
the CDN$ has risen about 20% to today’s value. The returns for American investors in the S&P have been a stunning
155% in 4.5 years, a compounded return for the period of 23% per year.

While the difference in performance since the market bottom has been significant, the real divergence has occurred more recently. In the past thirty months, the TSX has actually declined by 8% while the S&P 500 has gained
43%. The reason for the significant divergence has to do with the make-up of the TSX. A stock index reflects the
prices of all stocks in the index, weighted by the market capitalization of the component companies. Very large
mining and energy stocks made up a disproportionate share of the index in 2011. In the US, the largest index
components were technology and consumer goods firms.
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In 2011, exactly one-half of the TSX was made up of volatile Energy and Materials stocks, including precious metals.
These sectors are not always correlated with broader markets. Falling commodity prices had a much larger effect
on the TSX than on the more broadly based S&P 500.

While Financials, the largest sector of the TSX, show a positive return in the past 30 months, both Materials and
Energy, together half of the index, have very negative returns. This has far outweighed the contributions from the
lightly weighted Healthcare, Consumer Staples and Industrials, which together comprise less than 10% of the index.
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TWO: THINKING LIKE A VALUE INVESTOR
When looking for stocks to add to our client portfolios, we focus on a number of indicators:
a.
		
		
		
		
		

b.
		
		
		

Share Buybacks
“If a fine business is selling in the market place for far less than its value, what more profitable
utilization of capital can there be than the significant enlargement of the interest of all owners at
a bargain price,” says Warren Buffett. Since 1998, companies that buy back at least 5% of their
shares outstanding have delivered an annualized return of 13.8% vs. 6.7% for the overall S&P 500
Index.

Rising dividends
There can be no greater signal of confidence from management about its company’s future than
a dividend increase. Rising dividends are paid from rising profits and rising profits lead to higher
stock prices. Not surprisingly, companies that regularly raise dividends produce the best returns.
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c.
		
		
		
		

Return on Equity (ROE)
Return on Equity is the best indicator of a company’s profitability. Companies with high ROE’s
are considered high quality as they generate more income from each dollar of equity invested
compared to their peers. Over time, companies with high quality Return on Equity beat “cheap”
low price-to-earnings ones.

THREE: TWO VALUE INVESTING CASE STUDIES
These two cases give some background as to how we analyze companies.
Home Capital Group (HCG) – an emerging power in financial services
The Macro Environment
•
Low interest rates will be around for a few more years, making homes affordable
•
Previous Federal Government policies to cool housing market made mortgages safer
The Sector Environment
•
Company focuses on an under-served sector of the market
•
Non-traditional employment, self-employment, and small business are the fastest growing parts of
		
the Canadian economy, and this is where HCG finds its customers
Going By the Numbers
•
HCG has a strong balance sheet with capital ratios well above the standards required for banks
•
Return on Equity is a very strong 23.6%
•
Compounded growth in earnings has been 18.7% over the past 6 years
•
Price-to-Earnings ratio is 8.8x 2014 earnings, compared to an average 10.4x for banks
•
Dividends have been increased 6 times in the past 5.5 years
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HOME CAPITAL GROUP

Energizer (ENR) – a global producer of household and personal care products
The Macro Environment
•
Low growth global environment
•
Consumer staples are less sensitive (if at all) to changes in economic growth
•
Global brands have enormous staying power over long periods of time
The Sector Environment
•
Energizer is transitioning from a company that sells batteries to a personal care products business
		
(i.e. razor blades, sun care, feminine care)
•
Personal Care segment is highly competitive due to presence of P&G and Kimberly Clark; P&G
		
holds a 51% market share compared to Energizer’s 19%
Going By the Numbers
•
P&G trades at 18x 2014 earnings compared to Energizer at 13x
•
Spent $418M in 2012 to repurchase 6.5% of its own stock
•
Initiated $0.40 dividend in 2012 and currently pays out 25% of its annual earnings in dividends
•
Generated $520M in free cash flow in 2012
•
20% Return on Equity in 2012

ENERGIZER
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FOUR: ASSET CLASS EXPECTATIONS FOR 2014
a. Our Expectations for Fixed Income
Over the past four months, investors have increasingly come to believe that measures taken by the Federal Reserve
Bank in the US (known as “quantitative easing”, which involves the bank buying $85 billion of bonds each month
in the open market) will be reduced (so called tapering) or even end in the near future. As a result, the prices for
longer duration securities have plunged as yields rose. The US ten year Treasury bond saw its yield go from 1.8%
to 3.0% over a period of 12 weeks, the fastest climb in rates in the last five years. Canadian bond yields followed
exactly the same pattern.
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During 2014 we expect:
•
		
•
		
		
•
		
•
		
		
•

Both the Bank of Canada and the Federal Reserve in the US will ensure that short term rates will
remain very low, with cash and money market accounts yielding less than 1.5% for the year.
Longer term rates will continue to rise as “tapering” takes place in reaction to an improving US
economy. US and Canada ten year rates could rise to 3.75% by the end of 2014. Five year rates
could rise above 3.0%. Therefore, short durations are to be preferred.
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 4% range depending on credit quality. The first tranche of “reset rate” shares
will come due and some with lower spreads will be rolled forward five years.
Low inflation means that bond yields will be mildly positive in real terms.

b. Our Expectations Regarding Currencies
Exchange rates are notoriously difficult to forecast. 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 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.
•
		
		
		
		
•
		
		
•
		
		

The fall in commodity prices has taken some of the shine from of our dollar. Lower oil prices
would exacerbate this trend. Nonetheless, Canada has done a good job on the federal level of
managing its deficit and debt issues. As a result, Canada has the best debt-to-GDP ratio of any of
the G20 countries and is in much better shape than the US. We expect the CDN$ to have an
average value of about $0.96-0.99 US during 2013.
Recovery in the Euro Zone should keep the value of the Euro steady to somewhat higher. The
currency is up by 12% against the CDN$ in the past year, but still 20% below its five year high. An
average value of $1.45 CDN is a reasonable expectation for the year.
“Abenomics” in Japan has seen an aggressive policy to boost exports aided by a weak Yen. This
policy seems to be succeeding in pulling Japan out of a long slump. The Yen will probably
strengthen somewhat during the year.
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c. Our Expectations in Regard to Canadian Stocks.
Real Estate Investment Trusts (REITs) focused on retail and commercial space should do well in 2014. Increasing
economic activity will be positive for commercial rents. The invasion of large American retail chains will drive
demand for space in large malls and shopping centres. REITs have been hit hard by fears of rising interest rates and
we expect a strong recovery.
Banks have been and will continue to be a great Canadian success story. The domestic market remains tightly
controlled, leading to good credit conditions and high margins on personal and commercial banking, and in the
increasingly important area of wealth management.
Major Canadian Retailors are likely in for a few tough years. The environment grows more competitive by the
day with the arrival of formidable American competitors. At the same time, most Canadian chains struggle to
export their brands outside of Canada.
Precious Metals are a sector in which we do not expect to have any involvement in 2014. We view the gold and
silver markets as entirely speculative, highly volatile, and completely unpredictable.
Base Metals and Materials have had a terrible two years and it is tempting to forecast a change in fortunes.
However, the very high commodities prices of a few years ago resulted in greatly expanded output for materials
such as iron, coal and potash. Over-supply has made buyers into price makers and sellers into price takers.
Moderated growth in China and especially India will not help matters.
Energy stocks have been shaken by the fundamental changes in the American oil and gas industry. The rapid
development of the Bakken formation in North Dakota, the increasing production of shale gas, and the growing
use of new technologies such as “fracking” have increased US oil production to record highs. At the same time,
transportation bottle necks have constrained growth in Canada. Development of deep water ports for Liquified
Natural Gas export is still several years away. Accordingly, energy producers will likely be range bound absent
external and unpredictable events.
Utilities, Pipelines and Telecoms fell out of favour as interest rates rose. However, on a historic basis, the dividend
yields paid by these large, non-volatile companies are still much higher, in relation to interest rates, than the
average over time. They continue to hold value, particularly for income seekers, even in an environment of rising
rates. Industrial Products should have another good year in 2014 as manufacturing picks up in North America.
Companies have excess capacity and the ability to ramp up production without too much capital spending.
Labour costs are reasonable as unemployment remains higher than normal.
Consumer Products, both durable and non-durable, should be average to above average performers. While
Canadian incomes have been stagnant, low interest rates have allowed households to maintain their consumption
patterns. Rising employment and any rise in wages would be very positive for the sector.
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d. Our Expectations in Regard to US Stocks
It is not surprising that the US market has rallied over the past two years. Earnings got ahead of stocks as seen in
this graph. If earnings continue to grow as forecast, fair value for the S&P 500 will be between 1,850 and 1,900 by
the end of 2014, up about 10% from current levels.

Technology, particular market leading companies, remains a focus for us. We see very good value in major
companies that trade at low earnings multiples, have large amounts of cash on their balance sheets, and are increasingly upping dividends and buying back shares.
Major multi-national brand leaders should benefit from the coming recovery in Europe. This will lead to
increased sales and profits, and likely a stronger Euro. Many US companies now make more money outside of the
US than inside.
Manufacturers have rebounded from the recession and are gaining sales and earnings. Balance sheets have been
repaired and auto makers and other good producers now offer substantial value.
Health Care companies remain an intriguing area. As the new health care laws take hold, millions of previously
uninsured Americans will access more services. Coupled with the aging population, we expect companies providing
medical goods and services to do very well.
Banks in the US have been making very good profits for the past three years. The threat of regulatory straightjackets seems to have dissipated, for better or worse. We expect increased investment banking activity driven by
Initial Public Offerings, mergers and acquisitions and debt financings. Rising home prices have led to reversal of
loss provisions, and credit conditions are improving.
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Here are some representative stocks showing current yield and recent dividend growth.
STOCK			
INDUSTRY PRICE DIV
YIELD ROE
									

DIVIDEND GROWTH			
OVER 5 YEARS

Cineplex		

Consumer

38.30

1.44

3.8%

14.7%

14.2%

High Liner Foods

Consumer

36.89

0.72

2.0%

14.6%

231.0%

Saputo			

Consumer

48.34

0.92

1.9%

21.8%

75.0%

Empire			

Consumer

75.35

1.04

1.4%

9.9%

71.4%

Dorel Industries		

Consumer

39.70

1.20

3.0%

8.6%

140.0%

National Bank of Canada

Financial

84.70

3.48

4.1%

18.6%

40.3%

Bank of Nova Scotia

Financial

59.67

2.4

4.2%

17.0%

25.0%

Goldman Sachs		

Financial

162.97 2.00

1.2%

10.0%

50.0%

Magna International

Industrial

86.96

1.28

1.5%

16.2%

103.2%

Crombie REIT		

Real Estate

13.07

0.89

6.8%

5.9%

1.0%

Brookfield Asset Mgmt

Real Estate

38.42

0.60

1.6%

7.1%

15.4%

Apple			

Technology

489.10 12.20 2.5%

42.8%

N/A

BCE			

Telecom

44.59

2.33

5.2%

19.1%

219.0%

Rogers Communications

Telecom

45.01

1.74

3.9%

44.2%

76.0%

Keyera			

Utilities

55.30

2.40

4.3%

16.8%

26.2%

Canadian Utilities, Class A Utilities

35.66

0.97

2.7%

16.1%

47.4%

Forward-Looking Statements and Disclaimer
All forward looking statements involve various risks and uncertainties. There can be no assurances that such statements will prove accurate and actual results and future events could differ
materially from those anticipated in such statements. Statements, charts, tables, graphs, and any other representation of historical information that is made in this presentation is assumed to
be accurate to the best of the presenter’s knowledge. The company is under no obligation to update these statements.
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Please contact us for more information.
416 969 9540
Toll Free: 1 877 227 5468
info@ baskinfinancial.com
95 St. Clair Avenue West, Suite 900
Toronto, Ontario M4V 1N6
baskinfinancial.com
@davidpbaskin		

@mrbarryschwartz
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