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Stock markets roared into the year end
and the end of the decade with the S&P
TSX Composite Index earning 3.2% for
the final quarter and the S&P 500 Index
earning 9.1% in US$ or 6.9% in C$
terms for the same period. Fixed income
returns were muted with the FTSE Canada Short Term bond index earning
0.2%. Preferred shares mustered a comeback after a difficult start to the year with
the Solactive Laddered Canadian Preferred Share Index returning 4.1%. For
the full year, Canadian stocks as measured by the S&P TSX Composite index
notched a 22.8% return, U.S. stocks as
measured by the S&P 500 rallied 31.5%
(25.2% in C$), bonds as measured by the
FTSE Canada Short Term bond index
earned 3.2% and preferred shares as
measured by the Solactive Laddered Canadian Preferred Share Index earned 2%.
2019 goes into the books as the best year
of the decade for Canadian stocks, and
the second best year of the decade for
U.S. stocks, very close indeed on the
heels of the barn burner return of 32.4%
for the S&P 500 in 2013.

dends of 66%) and the S&P TSX Composite Index having generated a total return of 95% (price appreciation of 45%
and cumulative dividends of 50%).
Many investors remain scarred by the
two severe bear markets in fairly close
succession (2000 and 2008) during the
previous decade and find themselves
somewhere on the emotional spectrum
between “relieved”, “incredulous” and
“nervous” that stocks could have chalked
up such a massive gain over these last
ten years. But, in fact, the 2010s were rather unremarkable for their total return –
U.S. stocks performed significantly better during the 1950s, the 1980s and the
1990s, as Chart 1 shows.

What is remarkable about the 2010s is
the lack of volatility. We often hear investors and pundits talking about how
volatile markets are these days, but actually nothing could be further from the
truth: the largest yearly drawdown in the
S&P 500 this past decade was 6.24%, as
shown in Chart 2, which pales in comparison to the scale of drawdowns investors have had to endure in other decades.
We know this bull market has been statistically “long”, if we date it back to
March 6, 2009 as most people do, but a
good argument can be made that two
mild bear markets have punctuated this
ongoing secular bull market. The first

With the year and the decade having
drawn to a close, we reflect on the ten
years that have just passed. Equity investors have been well rewarded these last
ten years, with the S&P 500 having
posted a 256% total return (price appreciation of 190% and cumulative diviChart 1
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occurred amidst the U.S. debt ceiling
congressional fight and the ensuing sovereign debt downgrade from May 2011
through October 2011, during which
time the S&P 500 fell 21.6%. The second occurred during the fourth quarter of
2018 as the trade wars escalated and the
S&P 500 fell 20.2%. There’s nothing
magical about a 20% drawdown in
stocks, but it is the standard threshold investors use to define a bear market, and
we’ve had two of them during the last
eleven years, so the clock has been reset
twice, but nevertheless this remains one
of the most loathed, disbelieved and mistrusted bull markets in history. And
that’s good news, because the pervasive
skepticism is a healthy and constructive
contrarian indicator.
Apart from sentiment and lessons from
history, we have a number of reasons to
remain optimistic about the economy
and the markets as we head into 2020.
Most notably, the economies of Canada
and the United States continue to grow
and create jobs….285,000 new jobs in
Canada during the first eleven months of
2019 and 1.98m new jobs in the United
States. Nevertheless, we do now observe
recessionary conditions in manufacturing
in the United States after the slowdown
that began in summer 2018 deepened
and broadened throughout 2019. Any deescalation in the U.S.-China trade war,
were that to unfold, could potentially restore confidence and clarity in this important sector, which comprises about
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12% of the American economy. More
importantly though, the much larger service sector of the economy, while also
decelerating, never slipped into outright
decline throughout this midcycle slowdown and seems to have regained some
vigor around September. It’s also important to understand that the U.S. Federal Reserve changed course dramatically last year, cutting rates three times
for a cumulative reduction of 0.75% in
the overnight lending rate. One of the
most obvious and important beneficiaries
of this monetary easing has been the U.S.
housing sector, with new housing starts
reaching 12-year highs, having now
nearly tripled off their 2009 lows. Housing is important to the economy for a
number of reasons, including the fact
that it has a large multiplier effect, meaning that every dollar spent on housing
creates a large ripple effect in the economy as building supplies are ordered,
tradespeople are hired, realtors, lawyers
and bankers get paid, cash registers at
furniture and electronics stores light up,
etc. Housing is also the single biggest
purchase most consumers will ever
make, so in that sense, it is the ultimate
signpost of consumer confidence. We
expect continued strength in housing, as
job growth remains robust, affordability
is good in most regions and markets are
pricing in further accommodation from
the Fed in 2020, with another rate cut before 2021 expected. In all likelihood, any
rate cut would have to occur between
now and the end of summer, as

longstanding tradition sees the Fed sidelined in the final few months before an
election to avoid the criticism that it may
be trying to influence the outcome of the
election. The Bank of Canada is a different story altogether. It did not lower rates
in 2019 and market pricing does not imply a cut this year either, as Canadian
overnight rates started out lower to begin
with, and furthermore the Bank of Canada has the lingering macroprudential
concern about lower borrowing rates reigniting animal spirits in the housing
markets all while Canadians consumers
are carrying record debt burdens and as
personal bankruptcies rise rapidly. Partly
for this reason, the Canadian dollar was
the best performing major currency in
the world last year, as it rose 5% against
the US$, yet it still remains about 5% below OECD estimates of its purchasing
power parity “fair value” against the
greenback. In both Canada and the U.S.
we also expect some form of fiscal stimulus. The U.S. is in an election year, and
the signature achievement of the Trump
administration from a legislative perspective (and the only one) has been the
comprehensive corporate tax cuts enacted in 2017. But corporate tax cuts,
while fantastic for business competitiveness, for investment, for job creation, for
corporate profits and for stock prices
aren’t the same sort of voter candy that
broad based personal tax cuts are. For
this reason, we expect to see either a
payroll tax cut this year, or something
even splashier like a refund cheque
mailed to every household at some point
in the next few months. In Canada, voters recently elected a minority government - an inherently unstable form of
government. The price of support for the
governing Liberals will likely be numerous demands on the federal purse from
the New Democrats, the Bloc Quebecois
and the Greens for their pet projects, and
this will likely lead to higher government
spending overall and higher deficits,
which should boost economic growth.
Of course, there continue to be risks to
our otherwise constructive outlook, as
there always are. Chief among those are
risks to the U.S- China trade deal, which
apparently has been partially resolved
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through a “Stage One” agreement, although the details of the agreement remain unclear and the deal really isn’t
done until the ink dries on the paper,
given the history of false starts and misinformation the markets have had to digest on this important file. The second
stage of the agreement would then presumably deal with some of the deeper
and more contentious issues like the protection of intellectual property rights, fair
access to the Chinese market for U.S.
technology companies, the detention of
Huawei’s CFO, etc., and it’s extremely
unlikely that the current U.S. administration and the Chinese leadership will find
common ground on these issues. Moreover, the President may find that making
China his personal whipping boy, or at
least making a Twitter-worthy show of
doing so, plays well to his voter base in
the upcoming electoral campaign, so if
China doesn’t completely roll over during these negotiations, it’s quite conceivable that Trump will dial up the rhetoric
and perhaps the tariffs as well once
again. The spectre of an ugly and
clumsy Brexit scenario has been reduced
with the recent elections in the U.K., but
as with the trade issue, “it ain’t over ‘til
it’s over”, given the history of delays,
deferrals and non-decisions that investors have been wrestling with on this
topic for three and a half years. And
rounding out the geopolitical risks, as we
discussed last quarter, the ongoing pomp
and pageantry known as “Presidential
impeachment” is totally inconsequential
but will no doubt generate periodic
short- term tremors in the markets as
events unfold. One of the big, but less
often discussed risks we are mindful of is
the build up of debt in the economy.
Everyone sees and hears about the massive budget deficits that the United
States, and to a lesser extent, Canada is
running, and everyone has heard ad nauseum about how deeply indebted Canadian consumers are…for so long now
that it feels like the story of the little boy
who cried wolf. But of course, as we
know, at the end of that story the wolf
does indeed show up. The other type of
debt to be wary of though is “shadow
banking” debt of the type used to fund
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some of the massive private equity transactions we’ve seen this cycle, or closer to
home, the non-traditional private loans
that have proliferated as regulators tightened mortgage lending standards for
chartered banks and as home prices
soared. These debts are largely invisible,
as they fall outside the purview of either
bank regulators or securities regulators,
but there is good reason to believe both
that the loans themselves are riskier than
most and the amounts in question are
large and growing rapidly.
Our portfolios have made some important changes as the year progressed,
which we’d broadly characterize as pivoting towards a more offensive stance
and away from the defensive positioning
we took in 2018 and earlier in 2019. As
we noted at the end of the third quarter,
we expect a broadening out of investor
interest beyond the narrow group of
growth and momentum stocks that have
led major market indices higher these
last few years, and accordingly we have
introduced into portfolios more stocks
that exemplify cyclicality and value
characteristics. Some examples of these
changes would include the increased energy, resource and industrials exposure
in our Canadian portfolios, highlighted
by our purchase of the world’s largest
methanol producer, Methanex Corporation, our purchase earlier in the year of
Canadian Natural Resources, Canada’s
largest oil producer and our purchase of
Canadian National Railway, the freight
backbone of the country and the continent. We funded these new positions by
selling defensive or “bond proxy” investments like food retailers George Weston,
Loblaw, and North West Company and
Fortis, a diversified utility company.
Late in the fourth quarter we also sold
the Canada 30- year bonds we had originally bought during the summer as a defensive hedge against the risk of a recession. While the return on the bond was
unremarkable (basically we collected
one semi-annual coupon payment in
early December), the hedge served its
purpose while it was needed and was
sold when we deemed it no longer necessary. Our U.S. portfolios made thematic-

cally similar changes with the purchase
of networking equipment giant Cisco
Systems, the purchase of pharmaceutical
drug maker Abbvie Inc. and the purchase
of defense contractor Raytheon, funded
by the sale of the shares of Waste Management and Walmart.
Standing as we are on the cusp of a new
decade, it would not be unrealistic to expect another triple digit return for U.S.
and Canadian stocks between now and
2030. Undoubtedly, a bear market and a
recession will fall into the upcoming
decade, and there will be drawdowns…probably bigger than those we
saw in the last decade, but the endpoint
will likely be a dramatic increase in
share prices, which we intend to capitalize upon in the years ahead.
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