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Best wishes for a Very

Merry Christmas,
and a Happy, Healthy and Prosperous New Year
Carmen and I, and our little
Costa Rican street dog Chester,
are gradually adjusting to
winter in Calgary.

Mike and Sister Penny in the Rotunda of
Parliament

We visited our grandson and
family in Ottawa a short time
ago. Zoe is already 8 years old
as is becoming quite an
accomplished young lady. Little
Avi is now 3, and is a real
charmer. We love them both.
All of my side of the family live
in the Ottawa area. We
gathered together to watch the
Grey
Cup
Game,
and
celebrated the occasion with
an early Christmas turkey
dinner. It is always great to visit
with my nieces and nephews,
and grand-nieces and grandnephews, and catch up on the
news. My sister had just
returned from an exotic cruise
that started in Venice and
ended up in Dubai. She was
almost washed away by a flash
flood while visiting Petra in
Jordan!
Liz, Edgar and Eshan will be
visiting us shortly after

Christmas.
Edgar’s
elderly
parents live in Ottawa, so they’ll
be celebrating Christmas with
them, then coming to Calgary
for a few days before returning
to Los Angeles. We are very
excited over the pending visit,
and hope that the weather
cooperates so that we can do
some outdoors activities.

Where We Are
I’m writing this newsletter on
the weekend after 2 rough
months for stock markets
around the world. Table 1 (next
page) shows how various
markets behaved over the past 2
months, and over the year so
far. The US stock market
(S&P500) remains up on the year
despite the 2-month correction.
The numbers are a bit deceiving,
as the last week of November
was the best week since 2011.
The S&P500 rose a stunning
4.9% last week!

The TFSA contribution limit for 2019
will be $6,000.

Not so the Canadian stock
market. It was up a very
mediocre 1.3% last week,
which trimmed its 2-month
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Table 1
2018 Returns - Year to 30 November
30 Nov
30 Sept
2-mo
Price
Price
Change
Equities
TSX (CAD)
S&P500 (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 Dec 3)
Exchange Rates
USD/CAD
EURO/CAD

15197.82
2760.17

16073.1
2914.0

-5.4%
-5.3%

$50.72
$1227.80

$73.56
$1196.20

-31.0%
2.6%

1037.4

1033.2

0.4%

2.91%
3.35%

2.90%
3.05%

0.01%
0.30%

$0.7526
$0.6649

$0.7746
$0.6675

$-0.0220
$-0.0026

loss but didn’t much change the year-to-date
number, which is still in negative territory. The
dismal return for the Canadian market is not
surprising, considering the weakness in oil and gold.
As Alberta residents are well-aware, the WTI price
doesn’t reflect the huge discount that is currently
applied to Canadian oil production.
Looking outside of North America, the German DAX
index is down -12.9% (measured in Euros), and the
London FTSE100 index is down -9.2% (measured in
pounds). The Nikkei index in Japan is down -1.8%
(measured in Yen).
On the more positive side, it looks as if interest rates
have stabilized, although they are up about ½% on
the year.

November. The broader Globe Global
Neutral Balanced Peer Index was
down -1.4% on the year.
YTD
Change
-6.2%
3.2%

Where We’re Heading

The question that is on every market
participant’s mind is whether the 2
months just past represents a normal
-16.1%
correction in an on-going bull
-6.2%
market, or is it the start of a long slide
into a full-fledged bear market?
No one knows!
0.1%
We do know that bear markets tend
to
coincide
with
economic
0.44%
recessions, and that stock markets
0.58%
tend to be forward-looking.
However, history has also taught us
that “markets have predicted nine of
the past five recessions”, as
$-0.0426
$0.0024
economist Paul Samuelson joked 50
years ago.
So, is the stock market predicting that we are on the
cusp of sliding into an economic recession? The US
Federal Reserve Bank spends a lot of time and energy
studying this, and came up with a multi-factor
estimator that measures the probability of us being
in a recession. The model uses 4 coincident
indicators, so is not a predictive tool. Chart 1 is a little
hard to see, but it is obvious that this probability
model reacts very suddenly once the underlying
Chart 1
Federal Reserve Recession Probability

The looney is down relative to the US dollar, and is
stable versus the Euro.
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 down -2.3% to the end of
Pass It On!
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inputs change. The current (Dec 3) reading is 0.58, so
we are definitely not in recession at the present
time!
Trying to find a reliable predictor of recession is more
difficult. History has taught us that the single best
predictor of an oncoming recession is the inverted
yield curve. Chart 2 shows the yield curve for US
interest rates.
Chart 2
Source: US Federal Reserve
US Treasuries Yield Curve
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The US Fed might want to pause its monetary
tightening, and see what effect the recent interest
rate hikes have had on things like housing starts,
before continuing its push towards “normalized”
rates. I wouldn’t count on the Fed following my
advice!
On the other hand, perhaps Mr. Market was just in
one of his manic depressive moods over the past 2
months. President Trump’s saber-rattling over trade
with China and the uncertainty surrounding the US
mid-term elections were sufficient cause to push an
emotionally-unstable individual like Mr. Market over
the edge! However, by the end of November the dust
seems to have settled over the US election, and
President Trump and the Chinese leadership appear
to have reached a cooling-off agreement when they
met in Argentina last week. One more week like last
week, and the US market will have recovered entirely
from the fall correction.
Table 2
Projected Global Economic Growth

-

Term to Maturity

A sharply-sloping curve, such as that shown for
December 2016 in Chart 2, is positive for business
and the economy. The US Federal Reserve can
control the short end of the curve, while market
forces control the long-dated end of the curve.
Traditionally, if the Fed wanted to slow down an
over-heated economy, it raised the short-end yields,
thereby flattening the slope. In extreme cases the
Fed pushed short rates higher than long term rates;
this inverted yield curve is the signal of an
approaching recession. The time lag between curve
inversion and onset of recession is variable, but
historically has been 12-18 months.
You can see on Chart 2 that the yield curve for
December 2017 is flatter than that of a year earlier.
The November 2018 curve is somewhat worrying.
The market tends to look at the spread between 10
year rates and 2 year rates. This spread is only 0.21%.
The Fed prefers to look at the 10 year – 3 month
spread, as it thinks this is a more reliable predictor of
recession. The 10yr-3mo spread is 0.64%.

Source: Bank of Canada Monetary Policy Report, Oct 2018

United States
Euro Area
Japan
China
Oil-Importing Em Econ
Rest of World
Total

Share of
R eal G lobal
GD P

Projected Growth (%)
2017

2018

2019

2020

15
12
4
18
33
18
100

2.2
2.5
1.7
6.8
4.4
1.3
3.6

2.9
2.1
0.9
6.6
4.4
2.2
3.8

2.4
1.5
0.8
6.1
3.9
2.3
3.4

1.6
1.5
0.2
5.8
4.4
2.6
3.4

Notes:
The oil-importing emerging economies include most of Asia excluding China and Japan,
Africa, Latin America, and Eastern Europe
Rest of World incl;udes Canada, United Kingdom and other non-Euro Europe, Australia,
and the oil-exporting emerging economies.

Economy
The Bank of Canada’s Monetary Policy Report for
October 2018 had an upbeat projection of the global
economy through 2020, as shown in Table 2. Global
real GDP growth is expected to remain in the 3½%
range over the next 2 years, with the highest growth
coming from China and the other large emerging
market economies like India, South Korea, and
Southeast Asia. The Bank writes that global growth
would be even stronger were it not for the current
US-China trade tensions. The Bank has reduced its
global growth projection by 0.3% in 2019 and 2020
because of this dispute.

The US economy is like a huge oil tanker, in that it
takes a long time to respond to changes in direction.
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One of my friends lives in China. He reports that
China is starting to get problems with its ambitious
Belt and Road initiative. It turns out that the
countries that China is expanding relations with are
starting to object that projects financed through
Chinese loans are being done with Chinese labour
and equipment, with little or no local employment or
involvement. Not even the British Raj operated that
way a century or so ago!
My friend quoted one extreme example in Djibouti.
(If your geography is not up-to-date, Djibouti is a
small country located right where the Red Sea meets
the Indian Ocean.) The Chinese built a railway that
connects Ethiopia to the sea, financed through a loan
by a Chinese bank to the government of Djibouti.
Apparently the revenue from the railway doesn’t
even cover the interest on the loan, and the country
is rapidly going broke.
In my former home of Costa Rica the main highway
connecting the capital San Jose to the port of Limon
is being expanded to 4 lanes. The Chinese
government is financing the project through a lowinterest loan, on the condition that a Chinese
company will do the work, using Chinese labour,
supplies and equipment. As a sop to local
sensitivities the Costa Ricans were allowed to be
responsible for final quality assurance, and we saw
Tico workers cutting the trees along the expanded
right-of-way before we left the country.
Carmen and Mike in Ottawa

When I was in Ottawa, I took the opportunity to ask
various folks what they thought about Alberta’s
energy crisis, and the performance of the Liberal
government in general. The answers I got were
depressing for an Albertan. They don’t care! Most
seemed unaware that there was a crisis way out
West, and those who were aware were mostly of the
view that oil is yukky, and in any case it doesn’t affect
them. I was not surprised. The answers reinforced
my view that PM Trudeau’s government will be reelected with a majority next year. I imagine that the
Liberals have calculated that they can win a majority
without winning any seats between North Bay and
the Rocky Mountains.
Grey Cup Party in Hostile Territory: Go Stamps
Go!

United States
Chart 1 showed that the US is currently not in
recession. It is more important, I think, to try to see
if a recession is on the horizon. We’ve already looked
at the yield curve for US Treasuries, which historically
has been the best leading indicator.

Canada

As shown in Table 2, the Bank of Canada expects US
GDP growth to slow down over the next 2 years from
the red-hot pace it has been growing, but the Bank is
not projecting a US recession in the next 2 years. The
Bank is projecting US growth at 2.4% next year, and
1.6% in 2020. The Bank acknowledges the yield curve
issue, but says that prior Quantitative Easing, and
current Quantitative Tightening, might have
distorted financial markets to such an extent that the
yield curve is no longer a reliable indicator.

Table 2 doesn’t break out a projection for Canada’s
GDP growth, but elsewhere in the Bank of Canada
Monetary Policy Report Canadian GDP growth is
estimated as 2.1% for 2019, and 1.9% for 2020.

Let’s look at my usual favourite leading indicators for
US economic growth: manufacturing overtime
hours; employment at temporary agencies; and
housing permits. Not much has changed since my
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September newsletter. All 3 indicators still look quite
positive.
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. Chart
3 shows overtime in manufacturing industries. There
was a nice uptick in overtime between February and
April, but the data has settled back to around 4 ½
hours per week since then. As you can see from Chart
3, that is about average over the past 2 decades. The
US is experiencing solid employment growth. The
manufacturing overtime data indicates that the job
market is not yet being squeezed due to a shortage
of qualified workers.

hit the campaign trail, claiming that the current
economic success was due to his far-sighted
economic policies. He might be right given the delay
between policy and response in economic matters,
but Chart 4 indicates that President Trump can
certainly crow about the results!
Employment at temporary help agencies looks at
much the same thing, but for white collar
administrative staff. Employers will tend to use
temporary help agencies when they need short-term
administrative help, and let these people go when
things turn down rather than lay off their core
employees.
Chart 5
Source: US Bureau of Labor Statistics
% Change in Temporary Help (Year/Year)

Chart 3
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President Trump made “Make America Great Again”
his campaign slogan, and bringing manufacturing
jobs back to the US was his core message. In the
recent mid-term elections, Former President Obama
Chart 4
Source: US Bureau of Labor Statistics
Annual Change in Employment - October to October
300
Last 2 Years of Obama
Presidency

Change in Employment (x1000)

250

First 2 Years of Trump
Presidency

200

10.0%

1,000

0.0%
Jan-90

Jan-95

Jan-00

Jan-05

Jan-10

Jan-15

Jan-20

-10.0%

-20.0%

100
Last bull market started
about the same time as
temporary job numbers
increased

Another good time
to have jumped into
the market!

-30.0%

S&P 500 Index

8.0
The missing labour force:
about 28 million people have
dropped out!

Manufacturing Weekly OVertime (hours)

160,000

Temporary Help

Manufacturing Overtime and Private Employment

Temp Agency Jobs are
up 2.2% year/year.

10
Year
Temporary Help

S&P 500 Index

Chart 5 shows the year-over-year change in
employment at temporary agencies. The latest data
shows a 2.2% increase in temp agency employment
since October of 2017. This is another sign of an
economy that is doing well, but is not over-heating.
The stock market is itself a leading indicator for the
economy. The Holy Grail would be to find a leading
indicator for the stock market! I wouldn’t stake my
life on it, but Chart 5 is intriguing in that respect. The
history is lacking, but it looks from Chart 5 that
decreases in temp help might be a signal to get out
of the market, and increases in demand for
temporary help might be a signal to jump back in!
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As an aside, Chart 5 shows the performance of the
S&P 500 stock index up to the end of November (blue
line). You’ll notice that the current downturn is
barely noticeable way out on the right edge of the
chart.
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Chart 6
Source: National Association of Home Builders; US
Department of Commerce
US Building Permits Issued (Seasonally Adjusted at Annual Rate)
NAHB Housing Market Index
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indicator for future construction activity. What we
see in Chart 6 is a robust, but not over-heated, level
of home construction permits. The data shows a
recent slight fall-off in new permits, probably as a
result of mortgage rate worries. I’d still characterize
this as kind of a goldilocks situation: neither too hot
nor too cold.

Conclusions
•
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Finally, let’s look at Housing. New home construction
is important; its effects ripple throughout the
economy. Anyone who has built or moved into a new
home knows that the cost of the actual building is
only the start of the expenses. A new home needs
new appliances, new draperies, and probably new
furniture. Almost certainly the yard needs to be
landscaped.
Chart 6 shows data from 2 different sources. The red
line shows the confidence of home builders. A
reading of >50 indicates that builders are happy with
the future outlook of their industry; below 50
indicates that they are pessimistic about the future.
The current reading of 60 is a drop from the previous
couple of months. While home builders remain
generally pleased with the way things are going, they
are becoming concerned that increased mortgage
rates will impact their business.
The blue line on Chart 6 shows new permits for home
construction. Permits are a necessary precursor to
actual construction, and are therefore a good leading

•

•

•

•

•

•

The US Federal Reserve is raising short term
interest rates in order to get back to
“normal”. The Fed is NOT trying to head off
inflation or cool off an over-heated
economy.
Rising interest rates are unfavourable for
fixed income investments because bond
prices move inversely to interest rates.
The slope of the US Treasuries yield curve
indicates that the Fed is in danger of
increasing rates faster than the market can
bear.
My leading indicators of the jobs market and
the housing market indicate that the US
economy is growing nicely, but is not overheated.
The Canadian and US economies are doing
well, and prospects are for continued
growth.
The current Liberal government does not
much like resources, and energy in
particular, so the energy sector might not
participate in Canada’s improved economic
picture. The Liberals think they can win the
next election without winning any seats
from North Bay to the Rockies.
There is no recession in sight. Prospects for
continued stock market gains are favourable
over the next 12 months.

Avi, Kelly-Anne and David
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