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MARKET MUSINGS & DATA DECIPHERING 

Breakfast with Dave 
WHILE YOU WERE SLEEPING  

Once again, the equity markets globally are starting the day in the red with 
Europe down around 1% and Asian bourses mixed to lower — as we had said at 
the start of the year, Japan was quite possibly going to be a sleeper this year and 
the TOPIX eked out a 0.3% gain today and up more than 5% year-to-date. We do 
see that the cyclically sensitive Korean kospi index fell again by 1.6% today and 
nearly 4% so far this year. In sum, the MSCI World Index is down 0.5% so far 
today and has posted three losing sessions in a row; ex-Japan Asia is down 1% 
and two stocks were down for every one that advanced in today’s session.  

Bonds are rallying moderately through Europe and in Japan as well. The U.S. 
dollar is firm as well as the DXY is about to hit its 100-day moving average — 
there seems to be a flight-to-safety bid coming from the news that Mubarak isn’t 
stepping aside after all, news that is adding some impetus to the oil price 
overnight. Gold is hugging the 100-day m.a. line around $1,360/oz. And equity 
outflows from the emerging markets are also benefiting the greenback at this 
time. The Aussie dollar has slipped back below par on comments out of the 
Reserve Bank of Australia that it has no intention of raising rates any time soon.  

However, sentiment towards the loonie remains quite solid, which doesn’t 
surprise us a bit — after all, Canada has printed a whopper of a $3 billion trade 
surplus in December, which was not only a huge surprise to a consensus 
estimate of $300 million deficit but the most impressive amount of black ink the 
country has reported in external trade accounts in over two years. Not only that, 
but it was not just an oil price story because exports, in real terms, soared more 
than 8% in the sharpest advance since 1995; and even stripping out energy the 
gain was still an impressive 7%. All of a sudden, concerns that a strong 
Canadian dollar is providing a serious impediment to the domestic goods 
producing sector have been elevated, not just by this report but also by the fact 
that Canadian manufacturing has managed to expand by almost 60k since last 
October. 

Besides Japanese equities, perhaps one of the great turnarounds for the year 
will be in municipal debt, especially highly-rated revenue bonds. It is encouraging 
to at least see the outflows subside somewhat from muni bond funds — $1.2 
billion in the past week ($25 billion since mid-November).  

The Fed was supposed to bring long-term rates down with QE2 but fell short on 
that basis. So even though the Fed has managed to engineer a speculative rally 
in equities and commodities to a certain extent, bond yields have surged 130 
basis points from the October lows and this in turn has now pushed 30-year 
mortgage rates back above the 5% threshold (5.05%) for the first time in ten  
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months (up 90bps in just the past three months; up 24bps in the last week 
alone). So the housing market sure isn’t going to revive with this mortgage rate 
development even if the Fed’s policies have done wonders for the Russell 2000 
index. See our additional thoughts on the housing outlook below.  

Much is being made of Kevin Warsh’s resignation as Fed Governor in the sense 
that this “removes a hawkish voice” from the FOMC, as described in today’s FT. 
While it is true that the youthful governor was a vocal critic of quantitative easing 
he was also a loyal supporter of Chairman Bernanke. The bottom line is that the 
Fed will likely complete QE2 but the threshold for QE3, in our view, is extremely 
high and we do not expect it to occur. 

REITERATING OUR INVESTMENT THESIS FOR 2011  

For 2011, not only do I still favour credit, especially the spread compression left 
in the high-yield space, but relative value portfolios, hybrids with a decent 
running yield and exposure to Canadian dollars. The resource sector is also 
attractive, especially oil, with a long-term view towards buying these companies 
on dips and not just for the commodity price uptrend which may be interrupted 
periodically this year as China’s policymakers move to restrain their overheated 
economy, but for the reserves in the ground and the ongoing consolidation in 
the industry. Corporate bonds, especially BB-rated product. Hedge funds, with 
low correlations with the direction of the market or the economy — across the 
spectrum of equity, income, and resources. And precious metals as a hedge 
against periodic bouts of currency and monetary instability in the U.S.A. and 
Europe.  

So you can accuse me of being a perma-bear, but that is just a label that missed 
the point. I’m a capital preservationist, first and foremost, and a prudent 
strategist aiming for returns over a business cycle that will exceed anything 
anyone can garner by relying on the government bond curve or the stock market 
indices, which themselves are nothing more than concentrated portfolios and as 
our Chief Investment Officer, Bill Webb, is fond of saying, “accidents of history”.  

As an aside, while I am not at all a big fan of the U.S. equity market as an asset 
class on its own, there are stocks that I do like — the stodgy large-cap blue-chips 
that deliver a stable earnings stream, those that have been ignored by the 
investment community and as such trade at steep price-earnings or price-sales 
discounts to the overall market, have strong balance sheets and pay out a 
consistent dividend with a yield that you can’t get much beyond the 10-year 
Treasury note. That would include some in the consumer staples space, large-
cap tech and health care within the U.S. universe. Definitely a bias towards the 
laggards after a two-year, near-100% rally, and that involves a strategy that 
focuses on high-quality stocks, which have woefully underperformed so far this 
cycle and as such offer very good value with very little downside potential and 
decent yield protection even in the case of a market correction.  

I want to emphasize how important it is to have a core position in hedge funds 
that actually manage and hedge the risk in this post-bubble period of intense 
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financial market volatility. I highly recommend a read of the Short View on page 
16 of today’s FT. The biggest mistake an investor can make today is to 
superimpose last year’s bizarre surge in equity market correlations among 
specific sectors and companies. After hitting a 23-year high in 2010, these 
correlations have now fallen back to much more normal levels (the lowest in 
almost four years). This in turn means — the current and prospective 
environment of low and stable correlations — that relative value trades, following 
a hiatus in performance last year are very likely going to shine in 2011.  

RAZING THE HOUSING FORECAST, NOT RAISING IT 

I am still trying to get into the bulls’ heads on this file, but I don’t think it is as 
straightforward as it would have been coming out of a normal downturn. Even 
the early 1990s housing correction to eventual recovery in the U.S. was more 
regional and with fewer headwinds.   

One thing that I left out in my prior musings that was pointed out by a reliable 
contact of ours, a former colleague who is extremely knowledgeable regarding 
the credit market, is that one-third of Americans have FICO scores below 660 
and most lenders will not even give an FHA (Federal Housing Administration) 
loan to anyone with a FICO score below 660. In fact, the average FICO score for 
a new FHA/VA loan is around 700, up from 630 just a year ago.  

Additionally, expect the Treasury to recommend increasing the down payment 
requirement for new FHA loans from 3% to possibly as high as 7% (with 
increasing fees). This will very likely end up taking the homeownership rate in 
the U.S. below the long-run mean of 64%. Keep in mind that it remains 2½  
percentage points above the long-run norm fully three years into this housing 
depression.  

As was pointed out to us by a reader who closely follows the situation, another 
“structural” issue impeding any recovery in the housing market is that Fannie 
and Freddie have gotten religious … big time.  Especially with the government 
contemplating the phase-out of the GSEs, and the consequent move by the 
agencies to more radically tighten up their requirements. As it turns out, GSE 
financing, even for well-qualified buyers, has become a much more onerous 
exercise than it was in the past and credit is only flowing freely if the deal is an 
absolute no-brainer.  

One of our portfolio managers is right ― we will have many more renters in the 
future.     

At the same time, the demographics in the U.S. are not constructive for builders 
of single-family homes. Move-up buyers of the last cycle want to trade down, the 
empty nesters will increasingly opt for smaller bungalows. Moreover, the youth 
cohort is not just grappling with record-high unemployment, but graduates are 
saddled with massive debts and without a job cannot get a credit score or see 
their current awful FICO scores eviscerated. Coupled with high student loan debt 
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ratios, many 20-somethings simply do not qualify for a home, and that assumes 
they have at least a 10% down payment.    

Somehow I think the onus is on the bulls to prove their case and explain what 
will happen this year and next (that didn’t happen in 2010) that will ignite the 
turnaround. 

SIGN OF THE TIMES  

We haven’t done this for a while so please forgive us, but below is an email we 
received yesterday from a reader who is: (i) clearly long, (ii) extremely optimistic, 
and (iii) ostensibly a wonderful market timer. Read on and judge for yourself:    

“Just for your info, Dave ... 

The dividend yield on the S&P 500 was 1.8% (same as now) in October 2006 ― 
a year before your comments re: October 2007: 

The S&P 500: 1,380, Dividend: 24.84  (also for the record, the yield on a three-
month bill is 5.05% and Treasury bonds are yielding 4.85% for an inverted 
Treasury yield curve). 

The S&P RALLIED another 13% until October 2007: (another whole year - 
perhaps you think it is splitting hairs, but in October 2007 the dividend yield was 
1.75%, not 1.8%, a difference of 2.8%, and dividends were climbing rapidly at 
the time). 

The S&P 500: 1,563, Dividend: 27.30, for a 1.75% dividend yield (and Treasury 
bill yields 3.94% and Treasury bond yields 4.52% for a slightly positive yield 
curve). 

Also, just another observation: in May 2007, the S&P 500 was 1,530, Dividend: 
26.24, for a 1.71% yield (the lowest yield, but not the highest price since 
dividends were growing faster than S&P 500 price appreciation). 

Timing is everything ...” 

Amen, brother. Which is better? To be out too early or too late? How many 
people in October 2007 actually knew we were at a peak; and it is well known 
today that a mere three months after that peak, the 13% you would have picked 
up buying the market a year before would be totally wiped out ― in three 
months! That said, thanks for the email.    

We are now at 63 on Market Vane bullish sentiment on U.S. equities, the highest 
since October 2007. As an aside, the low was 35 in March 2009! 

How many people in October 
2007 actually knew we were 
at a peak 
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CHART 1: YOU’RE SO VANE 

United States: Market Vane Bullish Consensus Stock Index  
(percent) 
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Source: Haver Analytics, Gluskin Sheff 

INITIAL CLAIMS: TAKING THE SUB-400K READING WITH A FEW GRAINS OF 
SALT (OR SNOW)          

While it was good to see initial jobless claims come in below 400k at 388k for 
the week of  February 4th (not nonfarm reference week) it’s really hard to believe 
this number considering all the special factors, the severe winter weather being 
the most glaring one. The Labor Department pointed out the snowstorms that hit 
30 states affected the quality of this number so we could very well see a 
correction next week as the backlog of claimants are processed. The other issue 
is the aggressive seasonal factor. The fact is that seasonal factors over the next 
several weeks become less severe making it more than likely that claims will be 
back above 400k. While we have seen some improvements in the labour market 
at the margin, in our view the employment picture remains sub-par. 
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Gluskin Sheff at a Glance 
0Gluskin Sheff + Associates Inc. is one of Canada’s pre-eminent wealth management firms. 
Founded in 1984 and focused primarily on high net worth private clients, we are dedicated to the 
prudent stewardship of our clients’ wealth through the delivery of strong, risk-adjusted 
investment returns together with the highest level of personalized client service. 
OVERVIEW 
As of December 31, 2010, the Firm 
managed assets of $6.0 billion*. 

Gluskin Sheff became a publicly traded 
corporation on the Toronto Stock 
Exchange (symbol: GS) in May 2006 and 
remains 49% owned by its senior 
management and employees. We have 
public company accountability and 
governance with a private company 
commitment to innovation and service. 

Our investment interests are directly 
aligned with those of our clients, as 
Gluskin Sheff’s management and 
employees are collectively the largest 
client of the Firm’s investment portfolios. 

We offer a diverse platform of investment 
strategies (Canadian and U.S. equities, 
Alternative and Fixed Income) and 
investment styles (Value, Growth and 
Income).1 

The minimum investment required to 
establish a client relationship with the 
Firm is $3 million.  

 

PERFORMANCE 
$1 million invested in our Canadian 
Equity Portfolio in 1991 (its inception 
date) would have grown to $9.1 million2 
on September 30, 2010 versus $5.9 million 
for the S&P/TSX Total Return Index 
over the same period.  

$1 million usd invested in our U.S. 
Equity Portfolio in 1986 (its inception 
date) would have grown to $11.8 million 
usd

2 on September 30, 2010 versus $9.6 
million usd for the S&P 500 Total 
Return Index over the same period. 

 

INVESTMENT STRATEGY & TEAM 
We have strong and stable portfolio 
management, research and client service 
teams. Aside from recent additions, our 
Portfolio Managers have been with the 
Firm for a minimum of ten years and we 
have attracted “best in class” talent at all 
levels. Our performance results are those 
of the team in place. 

We have a strong history of insightful 
bottom-up security selection based on 
fundamental analysis.  

For long equities, we look for companies 
with a history of long-term growth and 
stability, a proven track record, 
shareholder-minded management and a 
share price below our estimate of intrinsic 
value. We look for the opposite in 
equities that we sell short.  

For corporate bonds, we look for issuers 
with a margin of safety for the payment 
of interest and principal, and yields which 
are attractive relative to the assessed 
credit risks involved. 

We assemble concentrated portfolios - 
our top ten holdings typically represent 
between 25% to 45% of a portfolio. In this 
way, clients benefit from the ideas in 
which we have the highest conviction. 

Our success has often been linked to our 
long history of investing in under-
followed and under-appreciated small 
and mid cap companies both in Canada 
and the U.S. 

PORTFOLIO CONSTRUCTION 
In terms of asset mix and portfolio 
construction, we offer a unique marriage 
between our bottom-up security-specific 
fundamental analysis and our top-down 
macroeconomic view.

 
Our investment 
interests are directly 
aligned with those of 
our clients, as Gluskin 
Sheff’s management and 
employees are 
collectively the largest 
client of the Firm’s 
investment portfolios. 
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HHHHHHHFor further information, 
please contact 
questions@gluskinsheff.com 

Notes: 
Unless otherwise noted, all values are in Canadian dollars. 
* Preliminary estimate as of January 17, 2011 
1. Not all investment strategies are available to non-Canadian investors. Please contact Gluskin Sheff for information specific to your situation. 
2. Returns are based on the composite of segregated Value and U.S. Equity portfolios, as applicable, and are presented net of fees and expenses. 
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IMPORTANT DISCLOSURES 

Copyright 2011 Gluskin Sheff + Associates Inc. (“Gluskin Sheff”). All rights 
reserved. This report is prepared for the use of Gluskin Sheff clients and 
subscribers to this report and may not be redistributed, retransmitted or 
disclosed, in whole or in part, or in any form or manner, without the express 
written consent of Gluskin Sheff. Gluskin Sheff reports are distributed 
simultaneously to internal and client websites and other portals by Gluskin 
Sheff and are not publicly available materials. Any unauthorized use or 
disclosure is prohibited.  

Gluskin Sheff may own, buy, or sell, on behalf of its clients, securities of 
issuers that may be discussed in or impacted by this report. As a result, 
readers should be aware that Gluskin Sheff may have a conflict of interest 
that could affect the objectivity of this report. This report should not be 
regarded by recipients as a substitute for the exercise of their own judgment 
and readers are encouraged to seek independent, third-party research on 
any companies covered in or impacted by this report.  

Individuals identified as economists do not function as research analysts 
under U.S. law and reports prepared by them are not research reports under 
applicable U.S. rules and regulations. Macroeconomic analysis is 
considered investment research for purposes of distribution in the U.K. 
under the rules of the Financial Services Authority. 

Neither the information nor any opinion expressed constitutes an offer or an 
invitation to make an offer, to buy or sell any securities or other financial 
instrument or any derivative related to such securities or instruments (e.g., 
options, futures, warrants, and contracts for differences). This report is not 
intended to provide personal investment advice and it does not take into 
account the specific investment objectives, financial situation and the 
particular needs of any specific person. Investors should seek financial 
advice regarding the appropriateness of investing in financial instruments 
and implementing investment strategies discussed or recommended in this 
report and should understand that statements regarding future prospects 
may not be realized. Any decision to purchase or subscribe for securities in 
any offering must be based solely on existing public information on such 
security or the information in the prospectus or other offering document 
issued in connection with such offering, and not on this report. 

Securities and other financial instruments discussed in this report, or 
recommended by Gluskin Sheff, are not insured by the Federal Deposit 
Insurance Corporation and are not deposits or other obligations of any 
insured depository institution. Investments in general and, derivatives, in 
particular, involve numerous risks, including, among others, market risk, 
counterparty default risk and liquidity risk. No security, financial instrument 
or derivative is suitable for all investors. In some cases, securities and other 
financial instruments may be difficult to value or sell and reliable 
information about the value or risks related to the security or financial 
instrument may be difficult to obtain. Investors should note that income 
from such securities and other financial instruments, if any, may fluctuate 
and that price or value of such securities and instruments may rise or fall 

and, in some cases, investors may lose their entire principal investment. 
Past performance is not necessarily a guide to future performance. Levels 
and basis for taxation may change. 

Foreign currency rates of exchange may adversely affect the value, price or 
income of any security or financial instrument mentioned in this report. 
Investors in such securities and instruments effectively assume currency 
risk. 

Materials prepared by Gluskin Sheff research personnel are based on public 
information. Facts and views presented in this material have not been 
reviewed by, and may not reflect information known to, professionals in 
other business areas of Gluskin Sheff. To the extent this report discusses 
any legal proceeding or issues, it has not been prepared as nor is it 
intended to express any legal conclusion, opinion or advice. Investors 
should consult their own legal advisers as to issues of law relating to the 
subject matter of this report. Gluskin Sheff research personnel’s knowledge 
of legal proceedings in which any Gluskin Sheff entity and/or its directors, 
officers and employees may be plaintiffs, defendants, co—defendants or 
co—plaintiffs with or involving companies mentioned in this report is based 
on public information. Facts and views presented in this material that relate 
to any such proceedings have not been reviewed by, discussed with, and 
may not reflect information known to, professionals in other business areas 
of Gluskin Sheff in connection with the legal proceedings or matters 
relevant to such proceedings. 

Any information relating to the tax status of financial instruments discussed 
herein is not intended to provide tax advice or to be used by anyone to 
provide tax advice. Investors are urged to seek tax advice based on their 
particular circumstances from an independent tax professional. 

The information herein (other than disclosure information relating to Gluskin 
Sheff and its affiliates) was obtained from various sources and Gluskin 
Sheff does not guarantee its accuracy. This report may contain links to 
third—party websites. Gluskin Sheff is not responsible for the content of any 
third—party website or any linked content contained in a third—party website. 
Content contained on such third—party websites is not part of this report 
and is not incorporated by reference into this report. The inclusion of a link 
in this report does not imply any endorsement by or any affiliation with 
Gluskin Sheff.  

All opinions, projections and estimates constitute the judgment of the 
author as of the date of the report and are subject to change without notice. 
Prices also are subject to change without notice. Gluskin Sheff is under no 
obligation to update this report and readers should therefore assume that 
Gluskin Sheff will not update any fact, circumstance or opinion contained in 
this report. 

Neither Gluskin Sheff nor any director, officer or employee of Gluskin Sheff 
accepts any liability whatsoever for any direct, indirect or consequential 
damages or losses arising from any use of this report or its contents.  

 

 


