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Carmen with Eshan and Liz

However, I have had to return to Costa Rica to sell
the house, and to sort out all our belongings into 3
parts: things we hope to sell with the house; things
we will sell; and things that we will ship back to
Canada.

There have been great changes in our life since my
last newsletter.
Carmen’s eye problems took a decided turn for the
worse just after New Years Day. Upon the advice of
our doctor in Costa Rica we dropped everything and
took the first plane north to Calgary. She had her first
appointment with the retinal specialist the day after
we arrived, and we are confident that she has the
best of care and that her sight will improve.
Carmen is in good spirits, and is adjusting remarkably
well to her new circumstances.

Our kids flew into Calgary to help us out with setting
up our new home. They each brought a grandchild
with them, so we also had a bit of a family reunion
while they were here. It was great having them
around! And they were also a huge help, particularly
with the technology side of setting up an
entertainment and communications system for a
visually-impaired person.
Our Calgary friends have also rallied around the flag.
They have been a great help, sometimes just by
“showing up”. Many donated dishes, linens,
furniture, etc. as we made our new apartment a
home. A special tip of the hat to Vince, who
volunteered his truck (and strong back!) for hauling
the larger pieces.

We have rented an apartment in Calgary, so I guess
we are officially back in the Great White North.
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Table 1
2017 Returns - Year to 31 December
31
YTD
December
Change
Price
Equities
TSX (CAD)
16209.13
6.0%
S&P500 (USD)
2673.61
19.4%

Table 2
2018 Returns - Year to 28 February
28
YTD
February
Change
Price
Equities
TSX (CAD)
15384.59
-5.1%
S&P500 (USD)
2691.25
0.7%

Commodities
Oil (WTI; USD)
Gold (Comex; USD)

Commodities
Oil (WTI; USD)
Gold (Comex; USD)

Fixed Income
DEX Universe Bond
Index (CAD)
- Total Return
-Interest Rate
Best 5-yr GIC Rate
(rate as of Jan 13/18)
Exchange Rates
CAD/USD
CAD/EURO

$60.42
$1309.30

13.5%
13.7%

1036.8

2.5%

2.47%
2.77%

0.33%
0.86%

$1.2577
$1.5095

-$0.0858
$0.0961

Fixed Income
DEX Universe Bond
Index (CAD)
- Total Return
-Interest Rate
Best 5-yr GIC Rate
(rate as of Mar 7)
Exchange Rates
CAD/USD
CAD/EURO

$61.25
$1323.40

1.4%
1.1%

1030.4

-0.6%

2.58%
2.96%

0.11%
0.19%

$1.2879
$1.5862

$0.0302
$0.0767

Where We Are

far this year. The Euro continues to gain strength
relative to both the US and Canadian dollars.

Table 1 shows how various asset classes did in 2017.
Table 2 shows how they are performing so far in
2018.

The WTI oil price continues to show strength and is
up 1.4% so far in 2018. Gold was up nicely last year,
and is up again this year.

The interest rate on the US 10-year Treasury bond –
the most widely-traded security in the world –
moved from 2.45% at the start of 2017, up to a high
of 2.62% on 13 March, fell to a low of 2.05% on 7
September, ended the year at 2.40%, and is now up
to 2.87%. We have had a rise in interest rates of
almost ½ % in just the first 2 months of the year!

The US stock market did nothing but go up last year,
and ended 2017 up 19.4%. The rise of the looney last
year blunted those returns to a Canadian investor,
but the US still handily out-performed Canada. The
US market is more interesting this year. Volatility has
returned! The S&P500 Index reached a high of
2872.9 on Jan 26, then plunged 291.9 points (10.2%)
to 2581.0 on Feb 8. Since then it has recovered 4.3%,
and is up modestly year-to-date.

The DEX Universe bond index, which is Canada’s
best index of interest rates, started 2017 at 2.14%,
ended the year at 2.47%, and is now at 2.58%. The
Canadian Prime Rate, which is the base for most
variable-interest-rate loans, now sits at 3.45%. My
best 5-year GIC rate is 2.96%.

As is so often the case, the Toronto stock exchange
is a laggard. It actually reached its 2018 high on Jan
4. It traded sideways for a while, then plunged in
tandem with the US markets. It reached its year-to-

The Canadian dollar was stronger relative to the US
dollar last year, but has weakened by almost 2% so
Pass It On!
Please pass this letter to a friend, colleague or neighbour if you find it interesting.
I rely on referrals to grow my business. Thanks.
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date low on Feb 9, after falling 8.4%. As shown in
Table 2, it is still down -5.1% on the year.

Chart 1
Source: US Federal Reserve

The Toronto stock exchange is heavily dependent
upon resource stocks. Although commodities have
been on the rise, the improved prospects for
resource companies is not reflected in their stock
prices.
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So far this year the German DAX index is down -7.7%
(measured in Euros), and the London FTSE100 index
is down -8.0% (measured in pounds). The Nikkei
index in Japan is down -7.0% (measured in Yen).
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Most client portfolios have a mixture of stocks and
bonds. I use the Globe Canadian Neutral Balanced
Peer Index as my primary performance benchmark.
That benchmark was up 5.5% last year, and is down
-1.3% to the end of February. It is hard to get into
positive territory when both Canadian stocks and
Canadian bonds are down!
The
Globe
Canadian
Neutral
Balanced Peer Index was up 5.5% last
year, and is down -1.3% to the end of
February. It is hard to get into
positive
territory
when
both
Canadian stocks and Canadian
bonds are down!
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As is obvious from Chart 1, bond yields have been
going down ever since 1982 – a 35-year span that
encompasses the investing time horizon for most of
us. Bond prices rise when interest rates fall. We have
known nothing but a bond bull market for most of
our investing lives!

Where We’re Heading

The 10-year bond reached an all-time low yield of
1.37% on 8 July 2016. Since then rates have more
than doubled, to 2.87%. If you look very closely at the
right side of Chart 1, the blue line may be on the
verge of crossing the red line (“resistance” in
technical analysis terms). The big question: have we
reached the end of the bond bull market? Or is this a
minor blip in what will continue to be the downward
path of interest rates?

The story this year will be the battle between strong
economic growth, which should support stock
market prices, and rising interest rates, which will
dampen market prices.

Right now the stock market is forecasting a
continued rise in rates. Market sectors that are
sensitive to rates, such as utilities and real estate
income trusts (REITS), are getting hammered.

Recall that I consider Mr. Market to be manic
depressive. We can expect violent swings in the
market as his mood changes from optimism to
pessimism and back again.

The US Federal Reserve is on record of wanting to
raise its key lending rate 3 more times this year, for
a total increase of 1% in 2018. The Bank of Canada
would like to follow suit, but the Bank has finally
recognized the uncertainties regarding the impact of
US tax and trade policies on the Canadian economy,
and will be keeping rates unchanged for the
indefinite future.

Let’s look at these factors in more detail. I will focus
on the US, because the US is the elephant, while
Canada is an insignificant lemming that tags along.

Interest Rates
Chart 1 shows the path of the US 10-year Treasury
Bond. As mentioned before, this is the most widelytraded security in the world, and all other bond
prices are set relative to this bond.

Wall Street has a couple of aphorisms that might be
applicable at this time:

•

Three Steps and a Stumble. A rule predicting
that stock and bond prices will fall following three
increases in the discount rate by the Federal
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Reserve. This is a result of increased costs of
borrowing for companies and the increased
attractiveness of money market funds and CDs
over stocks and bonds as a result of the higher
interest rates.
Don’t Fight the Fed. History has shown that the
US economy takes a downturn about 12-18
months after the Fed begins raising interest rates.

•

Chart 2
Source: US Federal Reserve; Standard & Poors

pre-Trump correlation hold during quantitative
tightening? No one knows.
On a brighter note, the best leading indicator for
recession is the interest rate yield curve. Recessions
almost invariably occur only after the Fed pushes
short-term interest rates higher than long-term
rates, which are set by the market. Recessions are
very bad for stock prices! Chart 3 shows the yield
curve for US interest rates. The yield curve remains
strongly positive. No recession is sight!

Economy
Chart 4 shows the growth of US GDP (grey bars). The
growth rate came in at 2.5% (annualized) for the 4th
quarter of 2017. Considering the full year, GDP
growth in 2017 reached 2.3%, versus growth of 1.5%
in 2016.
Just to complicate matters further, the Fed has
begun to sell the bonds and other securities that it
bought during the financial crisis. Instead of
“quantitative easing” (QE), the Fed has embarked on
“quantitative tightening” (QT). Chart 2 was originally
prepared by 720Global, a US investment consultant.
It shows the amount of securities that the Fed
bought during its successive rounds of QE (red line).
The chart also shows the Fed’s planned selling
program (orange line). Chart 2 also shows the level
of the US S&P 500 stock index, with parts
corresponding to the rounds of QE highlighted in
green. While correlation is not causation, it sure does
look like there is a good correspondence! Note that
the “Trump Rally” hasn’t needed QE as fuel. Will the

The chart also shows projected GDP growth for the
US (yellow bars), as forecast by The Conference
Board (a US think-tank). The Conference Board
projects 2018 growth at 2.9%, and 2019 GDP growth
at 2.4%.
Chart 4 shows similar data for Canada. Fourth
quarter GDP came in at 1.7% (annualized) (blue
columns), which was an improvement over the 3rd
quarter tally of 1.5%. Considering the full year, GDP
growth in 2017 reached 2.9%, versus growth of 2.0%
in 2016. The Bank is projecting economic growth at
1.8% for 2018 (red columns). It thinks that 1st quarter
growth (we are already 2/3 of the way through that
quarter) will be much stronger than the rest of the
Chart 4

Chart 3

Source: Statistics Canada; Bank of Canada;
US Commerce Department; The Conference Board

Source: US Federal Reserve
Yield Curve for US Treasury Securities
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year. The Bank’s projection for 2019 is 1.7% real GDP
growth.
US growth is projected to exceed that of Canada
throughout the forecast period. Neither forecaster is
predicting an economic slowdown or recession. Let’s
hope they are right!

Chart 6
Business Investment as Share of GDP in OECD
Countries

I shake my head in disgust at the poor performance
of our federal and provincial governments in Canada.
Canada has the people and resources to be a world
leader. Instead we seem to reject leaders who are
perceived to be “mean” and prefer embarrassments
who have nice hair and go on taxpayer-funded
costume parties in India.
Canada has a serious problem generating economic
growth. A report by the Fraser Institute published in
2017 (Business Investment in Canada Falls Far Behind
Other Industrialized Countries) highlights the extent
of the situation. Charts 5, 6 and 7 are from that
report, and are based on Statistics Canada data.
Chart 5
Business Investment as Share of GDP

Chart 7 looks at the same data, but on a per-worker
basis. Here Canada shows a big improvement, all the
way up to 3rd from the bottom! The numbers are too
small to read, but they tell a tale. Canadian
businesses are investing only 62% of the amount per
worker that US businesses are investing. The
productivity gap between the two countries is
rapidly widening! Australia has a resource economy
not too different from that of Canada. Australia
businesses are investing 1.5x the amount per worker
than are Canadian businesses!
Chart 7
Business Investment per Worker in OECD
Countries

Chart 5 shows non-residential business investment
in Canada from 2000 to 2016. The red line, called
non-residential structures, shows the oil sands boom
from 2009-2104, and the subsequent collapse in
energy-related investment. More important for the
long-term prosperity of the nation, the green line
shows investment in productivity-enhancing
machinery and equipment. That line shows a steady
decline over time. The lowermost purple line shows
investment in intellectual property. It also shows a
slight decline over the years. How can Canada
prosper when investments in machinery, equipment
and intellectual property are declining?
Charts 6 and 7 show how Canada is doing relative to
other advanced economies. Chart 6 shows that
Canadian business investment, at 10.9% of GDP,
ranks 2nd last among the OECD countries.

These data are not a secret. The trends have been in
place for many years. You’d think that the federal
government would show concern, as business
investment is critical to the prosperity of the nation.
A good place to look to see how seriously the
government takes this issue is to view the recent
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Federal Budget, tabled in the House barely a week
ago.

Eshan and Zoe

The Budget document is 369 pages long. A simple
word count can give us a sense of where the
priorities of the government lie. The words
“economic growth” are mentioned 51 times.
However, the word “gender” is mentioned 359
times, and “women” is mentioned 708 times. Clearly
the government is more concerned with social issues
than with making the country prosperous for both
men and women.
The Budget was delivered the same week that the
Bank of Canada deferred any interest rate increases
due to concern about the impact of US taxation and
trade policies on the Canadian economy. However,
the Budget contains scarcely a mention of the issue
of productivity, or how tax reform in the US will
affect Canadian business investment, or NAFTA
negotiations, or any mention of President Trump’s
proposed steel and aluminum tariffs.
Enough ranting.
Let’s get back to business by looking at the US
economy. I’ll have a look at my usual favourites.
Manufacturing overtime hours looks at blue collar
workers. Management will prefer to boost overtime
during good times rather than hire new permanent
employees, and will prefer to reduce overtime when
things get tight, rather than let good people go.
Employment at temporary help agencies looks at
much the same thing, but for white collar
administrative staff. Both provide good leading
indicators for economic conditions.

Chart 8 shows overtime in manufacturing industries.
Overtime has shown a nice uptick over the past few
months. Businesses must be doing well! I haven’t
shown it on this chart, but blue-collar employment in
US manufacturing has increased by 171,000 over the
past 12 months. The US is experiencing employment
growth and increasing overtime for those employed.
Definitely a good thing!
Chart 8 also shows total private employment in the
US (red line). It has gone up by 2.2 million over the
past 12 months. Not surprisingly, the official
unemployment rate has declined to near-record
lows. However, Chart 8 shows a blue line, which is
the natural growth rate of the US working-age
population, taking into account retirement and
death, immigration, and young people entering the
labour force. The official participation rate in the US
labour market has declined, such that now there are
around 28 million people whom the employment
surveys don’t count. Where did they go?
Chart 9 shows the year-over-year change in
employment at temporary agencies. The latest data

Chart 8

Chart 9

Source: US Bureau of Labor Statistics

Source: US Bureau of Labor Statistics
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Chart 10

Liz, David, Eshan and Zoe at Mount Norquay

Source: Standard & Poors
S&P500 Earnings & Dividends
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shows a 4.2% increase in employment versus
February of 2017. This is another sign of an economy
that is doing well.
Finally, let’s have a look at corporate profits.
Earnings ultimately drive the market higher. We’ll
look only at the US, because the Toronto Stock
Exchange, in its wisdom, put earnings and dividend
information behind a pay wall that is too high for this
advisor to scale.

comfortable handing a little bit of profits back to
shareholders who, after all, are the owners of the
business. The chart shows something that I call Peak
Earnings. It seems that earnings reach a peak in each
successive economic cycle. This is the point when the
economic news is most bullish, and management
starts to do stupid things. As you can see from the
chart, we aren’t even close to peak earnings for this
cycle.

Chart 10 shows US corporate earnings rebounding
nicely after the 2015 energy collapse. Dividends are
also increasing, a sign that corporate management is
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Chart 11

TSX Since 1919 (Monthly Data)
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S&P500 Index - Monthly Data
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Stock Market
Charts 11 and 12 show the performance of the TSX
and S&P 500 stock indexes. This is monthly data, and
dividends are not included. Both charts show a trend
line through the stock price data that starts on 31
December 1931. The charts are therefore showing
an 86 year history. Note that in both cases the
correlation between the index and the trend line is
very high – with R 2 factors of 0.97 in both cases.

14% premium to where the trend line says it should
be trading at. It was trading above a 20% overvaluation until the early-February correction. The US
market seems priced for perfection: a robust
economy, with corporate earnings benefitting from
President Trump’s tax cuts. As someone who
considers “value” to be an important investment
criterion, I cannot get excited over the prospects for
the US market.
View from the House Towards the Caribbean Sea

Christmas Dinner 2017

The stock indexes have historically shown strong
mean reversion. That is, whenever the index gets far
removed from the trend line, something happens to
bring it back into alignment. The timing of these
adjustments, however, is not predictable.
Right now, Chart 11 is showing that the Toronto TSX
stock market is trading at a discount of 25% to where
the trend line says it should be trading at. This is
“moderate under-valued” territory. If the future
behaves like the past, and mean reversion takes
place, we should expect above-average returns from
the TSX going forward.
Although I am pessimistic about government in
Canada, companies operate differently from
governments. If you are a believer in “buy low; sell
high”, there is opportunity for out-sized gains from
the Toronto market over perhaps a 10-year time
horizon. The driver, I think, will be a recognition by
the market that higher resource prices are here to
stay for a while, and that Canadian resource
companies are seriously under-valued.

Conclusions
1. 2018 will be characterized by a battle
between a strong economy that can support
high stock prices, and rising interest rates
that will put a damper on stock prices.
2. Rising interest rates are bad for bond prices.
If your primary measure of risk is permanent
loss of capital, a bond mutual fund is now a
very risky investment.
3. The Bank of Canada has recognized the risks
to Canada’s economy from policies
emanating south of the border, and has put
rate increases on hold for the indefinite
future.
4. The federal government seems blissfully
unaware of those risks.
5. The Canadian stock market has much better
value than the US stock market. However,
that value will only be unlocked when the
market recognizes that higher resource
prices are here to stay.

Chart 12 shows a different situation for the US
market. The S&P 500 index is currently trading at a
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