
This time last year I was writ-
ing about how the European
Sovereign debt crisis was
coming to a head and that we
were seeing continuing im-
provement in the US eco-
nomic picture. I suggested we
should avoid European mar-
kets until a resolution could
be found in Europe, either in
the form of an exit of one or
more countries or by an
unlimited pledge of financial
support for needy countries.

This turned out to be good
advice, as US markets out-
performed European markets
in the first half of the year
but, once the Europeans in
essence pledged unlimited
support for European banks
and it became clear that
Greece was not going to be
allowed to default, European
markets outperformed in the
second half of the year.

Despite the recent outperfor-
mance of European markets,
it seems clear that the EU
economy is not doing well.
Even in Germany, which has
been the main pillar of sup-
port for Europe, GDP growth
is forecast at less than 1%
this year. Housing prices con-
tinue to fall in places like
Spain, and unemployment
remains very high, especially
youth unemployment.

In contrast, the Unites States
seems to be slowly but stead-
ily recovering. House prices

are rising, as are home pur-
chases. Retail sales have
been good, and unemploy-
ment, while still elevated, is
gradually coming down. From
this perspective it seems that,
while European markets may
have experienced a good re-
lief rally, long-term investors
may be better served by bet-
ting on US markets.

About this time last year I
also wrote about how emerg-
ing markets were, once again,
becoming interesting as infla-
tion seemed to have been
controlled in many places,
most importantly China, and
as growth rates had stabilized
at more sustainable levels.

Indeed most emerging mar-
kets did reasonably well last
year with the exception of the
local China market. In my
opinion, this makes the Chi-
nese market quite attractive
at this point.

An interesting topic these
days is that of “inshoring” -
which is the opposite of the
offshoring trend we have seen
over the last two or three
decades where manufacturing
and other low-level jobs have
moved from high-cost regions
like the United States to low-
cost regions like China. Some
of these jobs are now moving
back as Chinese labor costs
have risen at a 20% annual
clip for a number of years so,
once transportation costs,

intellectual property protec-
tion and customer access are
considered, the US becomes
attractive as a manufacturing
center again - more on this
later.

On another note - for the
third (or is it fourth) year I
am warning about the dan-
gers of buying bonds at to-
day’s very low interest rates.
The day when there will be an
exodus from fixed income
investments is getting closer.
If investors become more
confident in equity markets as
many economies pick up,
then this could be the catalyst
for a bond sell-off.

Commodity markets were up
and down in 2012 as concerns
around a general economic
slowdown persisted. However,
now that it seems growth has
stabilized in China and is con-
tinuing in the US, I would
expect commodity markets to
do reasonably well - with the
added benefit of a hedge
against the Iranian nuclear
standoff, which will likely
come to a head this year.

Generally I am fairly bullish
for equity markets this year,
and for the  first year in a
long time I would recommend
growth-oriented holdings
rather than value stocks; at
least in the USA, certain
emerging markets, and com-
modity-based developed mar-
kets.
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Developed Markets

Most developed equity mar-
kets ended up doing quite
well in 2012 as a result of the
measures taken to stabilize
the European economy mid-
year. In fact the EU equity
market as a whole dropped
20% from March to June on
economic concerns, but then
rallied from there, with coun-
tries such as Greece leading
the way. Greek GDP was
about –7% in 2012, whereas
Chinese GDP was about +7%,
and yet the Greek stock mar-
ket was up about 40% for the
year and the local Chinese
market was up only about
3%. Clearly there is a lot
more to choosing the right
investment region than just
looking at economic statistics.
When there is a turnaround in
sentiment or expectations,
this is often the driver for
stock market performance
rather than economic data.

Stock markets are considered
to be leading economic indi-
cators. Given this fact, we
should be looking at whether
things are getting better or
worse in our investment mar-
kets, not what they now look
like. In most developed mar-
kets, most notably the United
States, things seem to be
getting better. Even Europe
has perhaps bottomed, al-
though I expect years of slow
growth there.

I think there is a risk that the
rally we saw in European
markets in the second half of
2012 may turn out to be sim-
ply a relief rally, and not
based on expectations of fu-
ture good economic pros-
pects. It is difficult to imagine
Europe growing in a meaning-
ful way with all of their issues
surrounding high unemploy-

ment, a bloated welfare state,
high taxation, and still a rela-
tively strong currency.

In my opinion, the US mar-
kets are a less risky bet these
days. In the US we see statis-
tics month after month that
imply a slow but steady eco-
nomic revival: House prices
up 6% from a year ago, new
home inventories at very low
levels, unemployment at
7.8%, still high but down
from 10% during the financial
crisis, wages increasing or
holding steady, and compa-
nies investing in new facto-
ries. All this combined with a
still relatively cheap currency,
and low borrowing rates,
makes for a compelling in-
vestment picture.

Trends seem fairly clear in the
US and Europe, but not so in
other developed markets such
as Japan, Australia, and Can-
ada. The Aussie stock market
did quite well in 2012, mostly
keeping up with Euro and US
markets, but Japan and Can-
ada underperformed in USD
terms (although in Japan this
was as a result of a falling
Yen, the local market was up
23%).

This is interesting because

both the Aussie and the Ca-
nadian markets are consid-
ered to be commodity-based,
so in a year like 2012, where
commodities didn’t do very
well (the Dow Jones-AIG
Commodity index was down
5%) and currencies were sta-
ble, why the discrepancy in
stock market performance?

The answer lies in the compo-
sition of the stock market
indices. The Australian index
is almost 50% financials and
about 1/4 materials (mining
companies mostly), whereas
the Canadian index is only
about 1/3 financials, 1/4 en-
ergy, and 1/5 materials. Well,
banks had a pretty good year
in 2012; much better than
energy or mining companies.

The Japanese market most
likely did well because of a
rebound from the dismal year
they had in 2011 when all the
tsunami-related issues hit
hard. Non-Japanese investors
need also to consider cur-
rency effects since the Japa-
nese government is dong
everything it can to weaken
the Yen to make Japanese
products more competitive
globally. This has a positive
influence on corporate returns

and their stock values, but is
offset but a weaker currency.
For this reason I would sug-
gest avoiding the Japanese
market if you use a different
base currency for invest-
ments.

This underlines the point
made on page one of this
newsletter: Clearly it isn’t
enough to just consider a
country’s economic prospects
in making investment deci-
sions - not only because eco-
nomic data is not necessarily
correlated to stock market
performance, but also be-
cause currency effects and
the sector breakdown of the
index are important.

Have a look at the chart be-
low. It shows the substantial
outperformance in Canadian
and Aussie markets vs. the
US over the last ten years or
so, despite the tame returns
of the commodities index.
Over this time period the US
Dollar weakened by 47% vs.
the Aussie Dollar and by 34%
vs. the Canadian Dollar.

This weakening USD trend
clearly isn’t sustainable since
it would lead to Aussie and
Canadian exports being priced
out of world markets.

* Australia (EWA), Canada (EWC), US (SPY), and Commodities (DJP) markets 2001-2012 in USD.
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Currencies

Last year I wrote about how it
might be wise to hold curren-
cies of commodity-based
countries rather than the Euro
in 2012 due to the European
economic problems, and I
also suggested the US Dollar
might do OK on the back of
improving economic funda-
mentals.

In fact the USD strengthened
about 5% vs. the Euro in the
first half of 2012 but lost all
this gain in the second half of
the year when Euro zone
prospects improved. Com-
modity-based currencies were
similarly up and down, mostly
ending flat vs. the US Dollar
on the year.

The most interesting thing in
currency markets these days
might be the Japanese Yen,
which sold off dramatically
early in 2012 and then again
in the last quarter; a trend
that continues in 2013.

More interesting than last
year’s up-and-down curren-
cies might be the longer-term
trend. The chart below shows
the US Dollar vs. several
other currencies over the last
decade. Clearly there has
been a dramatic weakening in
the US Dollar; 50% against
the Aussie Dollar at the ex-
treme end.

This trend has been the result

of a number of factors: A
general movement towards
currency diversification away
from the US Dollar amongst
most central banks, most
notably China’s. The relative
outperformance of many
economies compared to that
of the US. Concerns over US
sovereign debt since the USA
is much more heavily in-
debted than most of these
countries (except Japan,
which is by far the most
heavily indebted of the devel-
oped nations - but Japanese
debt is largely held internally,
whereas US debt is over 50%
external).

Clearly this trend of a weak-
ening US Dollar is not sus-
tainable forever since at some
point US goods would become
so cheap in international mar-
kets that demand for US
goods would increase driving
up the currency as well. I
think we have recently seen
signs of exactly this happen-
ing. One indication is the
movement to inshoring that I
discussed on page one. It is
becoming economic for com-
panies to, once again, build
factories in the USA - despite
the still large discrepancies in
some labor costs. Other indi-
cations are an Australian wine
market that is suffering due
to the global cost of its prod-

uct, and numerous other in-
dustry-specific examples.

The other pillar that often
supports currencies (although
not in Japan’s case) are rela-
tively high interest rates.
Higher interest rates drive
investors to take money out
of a low yielding currency and
put it in a high-yielding cur-
rency. So higher interest
rates generally mean a
strengthening currency and
interest rates have been sig-
nificantly higher outside the
USA in recent years.

Now, however, there is less of
a gap in interest rates as
Europe, Australia, Canada,
and many other nations all
seek to stimulate their econo-
mies and make their curren-
cies more competitive.

For all these reasons, I think
perhaps the trend of a weaker
US Dollar may have bot-
tomed. I wouldn’t expect the
USD to strengthen signifi-
cantly since many nations are
still diversifying out of the US
currency, but I am thinking
that there may not be much
money to be made betting
against the US Dollar over the
next few years if congress
finds a way to address the
long-term debt issues of the
United States and if growth
continues.

“Currencies tend to be
mean-reverting over the
long term as a result of
purchasing power parity
- but the long term
could be ten years or
more.”
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Commodities

It was a pretty boring year for
commodities in general with
the Dow Jones-AIG commodi-
ties index (DJP) meandering
about and finally finishing
down about 5%. What is in-
teresting is that share prices
of commodity-related firms
mostly did worse than the
commodity indices would sug-
gest.

For example mining compa-
nies with a large exposure to
South Africa have been hit by
new regulations that threaten
nationalization and pervasive
strikes in that country. This of
course is bad for share prices
of these companies but tends
to raise prices of the com-
modities mined there on ex-
pectations of scarcity.

Gold producers have seen
their share prices fall even as
the price of gold has held
steady. This is most likely
attributable to the increasing
difficulty in mining gold.
Mines have to reach deeper
and have lower yields than in
years gone by.

Agricultural firms have re-
cently come out of their funk
- a trend that is worth watch-
ing. Over the last year or so,
as investors have fretted that
the Chinese economy has
been slowing down too much,
commodity prices have been
affected, as have the share
prices of commodity-related

firms. But in an era of in-
creasing wealth in emerging
markets in general and China
specifically, I would think that
commodity-related companies
should do well; especially
agricultural concerns. In my
opinion, this is a long-term
trend and there is currently
good value in many commod-
ity-related companies.

Beware the commodity ETN.

There are a number of ways
to invest in commodities: You
can buy the commodity itself,
you can purchase commodity
futures, you can buy shares in
commodity-related compa-
nies, or you can buy ETFs and
ETNs.

ETFs are Exchange-Traded
Funds, which are investment
vehicles that sell shares and
each share represents a cer-
tain amount of a physical
commodity - the fund has to
hold the commodity itself. For
example, the Gold Fund
(GLD) holds physical gold in a
vault and each share repre-
sents, in essence, ownership
of physical gold.

ETNs are Exchange-Traded
Notes. Each share represents
a certain value based on a
commodity but the notes do
not represent ownership in
the commodity itself. Most
often ETNs represent posi-

Broad commodity index (DJP), Gold miners (RING), Energy producers (FILL),
Metals & Mining producers (PICK), Agriculture producers (VEGI)

tions in commodity futures
contracts and this is an im-
portant distinction from ETFs
because the price of futures
contracts is based on expec-
tations for future prices and
not just on the current price
of the commodity.

The chart below shows a fund
of oil and gas companies
(XOI), and two ETNs, a natu-
ral gas ETN (GAZ), and an oil
ETN (OIL). Notice the discrep-
ancy in returns for 2012. The
ETNs are down 20% to 30%
while the XOI was about flat.
In fact the XOI better tracks
prices of gas and oil, as can
be seen from the natural gas
price chart below (oil was also
up and down but ended
largely flat for 2012).

Clearly an investment in ETNs

would not be representative
of either the performance of
the producers or of the com-
modities themselves. The
reason why this is so has to
do with the shape of the com-
modity futures curve, the
more expectations for future
commodity prices differ from
current prices, the more diffi-
cult it becomes for an ETN to
represent current prices. It
has to do with something
called “contago” and the “roll
yield” - terms which are be-
yond the scope of this news-
letter but you can Google
them for more info.

The bottom line is beware of
commodity ETNs - you may
not get what you expected.
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Emerging Markets

Emerging market fund performance in US Dollars for 2012: Broad emerging market index (EEM),
Brazil (EWZ), India (INDY), China (FXI), Thailand (THD), Mexico (EWW)

Emerging markets had a de-
cent year in 2012 with the
broad index keeping pace
with most developed markets.

There were some trends to
note: First of all, the consid-
erable outperformance of the
Thai and Mexican markets in
my opinion speaks to the
theme I mentioned on page
one - Chinese labor costs
increasing and outsourcing
moving to countries with
cheaper labor costs such as
Thailand, or to countries lo-
cated closer to large import
markets such as Mexico to
the USA. Also the ongoing
recovery in the US should
generally be good for the
Mexican market.

The resilience of the Thai and
Mexican markets is especially
notable since the currencies
have been relatively stable
against the dollar, and also
because it is the second year
in a row that these countries
have outperformed the
emerging market index.

The Brazilian market under-
performed for the second
year in a row, in part because
of a weakening currency vs.
USD - the Real has fallen
25% vs. the USD in two
years.

The Indian market bounced
back after a disastrous 2011
despite a continuing decline in

the Rupee.

In my opinion, both the In-
dian and Brazilian markets
are worth looking at since it
seems that perhaps the de-
cline in their currencies has
bottomed.

Another emerging market
that isn’t graphed below but
that has done very well over
the last two years is the Phil-
ippines - up 40% in 2012 in
USD terms.

Some emerging markets may
also offer diversification bene-
fits. Most emerging market
indices tend to be weighted
towards financials but a select
few are not. For example, the
Mexican and Chilean markets
are actually quite diverse,
with financials representing
only 12% in Mexico and 18%
in Chile, where utilities are
the number one sector. How-
ever, in Mexico one company,
America Movil, makes up over
20% of the index.

Mexico is an extreme example
but it pays to be aware of
what you are buying when
investing in emerging market
index funds or ETFs. Peru is
another such example - 50%
of the index is materials,
mostly mining companies, but
a financial company, Credi-
corp, makes up 22% of the
index.

I think many emerging mar-

kets represent better value at
this time than developed mar-
kets, with lower price-
earnings multiples and higher
growth rates. Also many
emerging market countries
have been very careful re-
garding their debt obligations
and the flow of fast money
into their economies ever
since the emerging market
crisis of 1998.

Another consideration is that
non-US companies tend to
pay higher dividends and,
since these dividends are paid
in non-US Dollars (converted
to USD if you buy a US ETF
that invests in non-US coun-
tries), they represent a
source of diversification.

An interesting book
from a 30-year veteran
of emerging market
research.
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“Bond alternatives
should pay a good
income stream, be
relatively conservative,
and should offer
diversification benefits”

Income

The European debt situation
and the generally large sover-
eign debt in many other de-
veloped countries, most nota-
bly the US and Japan, high-
light the risks of investing in
sovereign bonds. Even if
countries such as the US,
Japan, Germany, and so on,
are not likely to default on
their debt obligations, the
very low yields available to-
day on investment grade
bonds hardly makes invest-
ment worthwhile. Given the
fact that the first few years of
Baby-boomers are now retir-

ing, and people in retirement
tend to favor income-
producing investments, it
seems there should be con-
siderable demand for alterna-
tives to bonds.

These alternatives should pay
a good income stream, should
be relatively conservative,
and should offer diversifica-
tion benefits to stocks.

This is a tall order and the
fact is, as we saw in the panic
of late 2008, nothing offers
the diversification benefits of
US Treasury Bonds; pretty

much all other assets fell dur-
ing this time period. Never-
theless, panics aside, there
are a number of investments
that offer at least some diver-
sification and have many of
the other properties in which
we might be interested.

I mention some specific ex-
amples below; these are not
necessarily recommendations,
just examples. It should be
stressed that all of the income
alternatives mentioned below
are likely more volatile than
fixed income investments.

Preferred Stock: This is generally mid-way between common equity and bonds in terms of risk although in a panic it tends to be-
have more like stocks. Preferred shares pay a higher dividend than common shares and receive dividend payments before any such
payments are made to common stock investors. As an example, Goldman Sachs ‘B’ preferreds had a 6.2% yield when issued and
currently have a 6.5% yield, whereas GS stock yields about 1%. In return for less volatility and higher dividends, the preferreds’
investor gives up much of the capital gains upside as compared to common stock.

Real Estate Investment Trusts: These come in two flavors; mortgage trusts and equity trusts. Mortgage trusts get their cash
flow from mortgages and therefore their fortunes are tied to the spread between their borrowing rates and their lending rates. As
inflation increases, generally the government raises the Fed Funds rate and short-term interest rates rise. At some point short-term
rates rise faster than long-term rates and this is when mortgage REITs underperform. Equity REITs get their cash flow from prop-
erty rents and sales, which tend to increase with inflation, so these are less sensitive to rising interest rates. An example of a mort-
gage REIT is Annaly Capital, which currently pays a 14% dividend but its stock price fell 50% in late 2005 as interest rates com-
pressed (and again in 2008 during the bank crisis). General Growth Properties is an example of an equity REIT that specializes in
shopping malls. It was relatively unaffected by interest rate compression in late 2005 but got killed in 2007 and 2008 as real estate
prices fell and consumers cut back on spending during the recession - its share price went from $50 to $1 (yes $1) during this time
period.

Royalty Trusts and Master Limited Partnerships: These are similar to REITs but the income stream comes from other types of
assets, mostly from oil and natural gas producing properties. Canadian Royalty Trusts generally try to replenish their reserves,
whereas US Royalty Trusts generally do not. This leads to differences in taxation of dividends and obviously the US Trusts have a
finite life. MLPs may replenish their reserves and are structured as limited partnerships, which means different tax treatment again.
An example of Canadian and US Royalty Trusts are Enerplus in Canada and Great Northern Iron Ore Properties in the US; an exam-
ple of a MLP is Kinder Morgan Energy Partners. It should be noted that recent tax changes in Canada have brought about the con-
version of most Canadian Royalty Trusts to a high-dividend paying corporate structure.

Business Development Companies: This is basically a private equity investment for the common man. Normally private equity
investments have high minimums but certain companies have created funds that invest in private rather than public companies -
these are BDCs. Some, but not all BDCs have good yields; for example the Blackrock Kelso Capital Corp. sports a yield of 11%. We
can expect that BDC share prices will be highly correlated and probably somewhat more volatile than the S&P500, but the high divi-
dends give us a cash-like, uncorrelated, income stream (as long as they are paid).

Infrastructure Funds: These funds invest in certain infrastructure plays. For example, they might be toll-road operators, getting a
cash flow from the tolls, or railroad or port operators. Generally they pay good dividends and are somewhat less volatile than
stocks. Their stock prices are usually highly correlated to stock markets. The Macquerie Global Infrastructure Fund is an example.

Dividend paying common stock: Let’s not forget these - you can get a 5% plus yield in some blue chip companies these days,
and others, like GE for example, are increasing their dividend payouts as their business improves. Generally such companies tend
to be less volatile than the stock market as a whole; although of course highly correlated to the stock market.
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In Summary
disbelief amongst investors,
another Hope period as the
market starts to decline. As
the decline accelerates, inves-
tor sentiment turns to Fear,
adding fuel to the decline.
Panic marks the bottom of the
market cycle, something like
what we saw in the first quar-
ter of 2009. This, of course, is
the best time to get in but not
so easy to do because at the
time there are all kinds of
reasons why the market could
go lower.

Panic is usually short-lived
and from there the market
recovers as sellers have been
satisfied and only long-term
buyers and holders remain.
With few sellers, the market

Global economies and invest-
ment markets go through
cycles and investor behavior
follows a predictable pattern.

There are growth cycles, such
as that experienced in many
developed markets from 2002
to 2007 where investor senti-
ment goes from Hope at the
beginning of the growth
phase to Confidence that the
growth phase is entrenched,
to Greed near its end. The
growth times tend to be long,
5 years or more and ulti-
mately culminate in a bubble
of greed such as we saw in
the real estate and lending
markets in 2007.

Once the bubble has burst
there is an initial period of

turns upward, most likely
ahead of an economic upturn,
and we go from Panic to Fear
that the upturn is just a mi-
rage. Sometimes there are
several fits and starts in this
phase, adding to the Fear.

As the recovery continues
Fear turns, once again, to
Hope as the growth cycle
becomes more entrenched.

It seems to me that perhaps
we are at the beginning of the
growth phase and that re-
cently investor sentiment is
just now making the transi-
tion from Hope to Confidence
on the back of an improving
picture in Europe and the US
and stabilizing emerging mar-
ket economies.
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