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“To map out a course of action and follow it to the end requires courage.”
— Ralph Waldo Emerson 

Removing the U.S. economy’s prop
At last! 2013 marked the long-awaited return of investor confidence. Until this past year, the road to recovery was bumpy, slow and 
riddled with dangers on both sides of the Atlantic. Even the most bullish folks did not predict U.S. stocks to close at record levels in 
2013, with the S&P 500 posting its largest jump—almost 30 per cent!—in 16 years.

U.S. consumer sentiment was indeed sparked, thanks to employment gains, improved home prices and lowered household debt levels. 
Along with easy monetary policy, strong corporate profitability and some multiple expansion (investors “paying up” for higher future 
cash flows when earnings growth accelerates), the U.S. equity markets soared.

The decision by the U.S. Federal Reserve to initiate “tapering” in quantitative easing in 2014 reflects its confidence in the momentum 
of America’s recovery, and its ability to sustain it without this artificial prop from the central bank. On its own, easy monetary policy 
does not drive growth. The confidence to borrow and invest must return to generate real gains in economic activity. It’s hoped that less 
political uncertainty in Washington can help improve corporate confidence with business-investment growth to follow.

A strong, positive 2014 also depends on stronger exports resulting from accelerating global demand. For the first time in years, opti-
mism prevails as the economic recovery broadens across major markets, including the U.S., Europe, Japan and China. In 2014, global 
growth is forecast to top 3.5 per cent, after two years below 3 per cent.

Improving global growth, rising bond yields and stock markets reaching new highs all signal a sustainable economic recovery. But 
markets have largely priced-in the expected growth acceleration in 2014. If the Fed mishandles tapering and bond yields rise too 
quickly, we risk weaker growth than expected.

We’ll continue to carefully monitor the domestic and global markets to help you take best advantage of the opportunities we expect to 
see as the year progresses.

As always, we thank you for your support and continued confidence in WDS.
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Equities:
No doubt about it. 2013 was a very good year for stocks in the developed countries. Some say a trio of supportive financial conditions, 
along with improved household finances and strong corporate profitability lifted the U.S. market. Others contend that the market sim-
ply became more confident: shorthand for investors being willing to pay more per dollar of future corporate earnings.

After its flat start to the year, Canada’s S&P/TSX Composite Index ($TSX chart) finished up 13 per cent, including dividends. Given 
its strong investment and trade links to the U.S., forecasters anticipate that in 2014, accelerating U.S. growth will stimulate demand for 
Canadian exports.

South of the border, the S&P 500 Index ($SPX chart) reached a record-high close at 1,848. Canadian investors reaped a total return of 
41 per cent, factoring in the 7-per-cent rise in the U.S. dollar.

As government bond yields stabilized in Europe, the Eurozone emerged from recession. In Canadian-dollar terms, the MSCI EAFE 
Index —roughly two-thirds European exposure—delivered a total return of 31 per cent ($MSEAFE chart).

In 2013, emerging markets’ returns were in stark contrast to those of developed regions. The MSCI BRIC total return index fell by 3 
per cent in U.S. dollar terms. Emerging markets and their currencies weakened sharply as QE-tapering concerns triggered a repatria-
tion of capital back to developed markets.

Fixed income and interest rates:
The direction of U.S. monetary policy shifted in December, backed by an improving job market and accelerating growth. In January 
2014, the Federal Reserve will begin to taper its quantitative easing (QE3) program, dropping from $85 billion down to $75 billion 
per month in bond purchases. News of the imminent “great-unwind” provoked little market reaction. Contrast this with the response 
a few months earlier in May, when the mere suggestion of the central bank pulling back its support sent the world’s financial markets 
rippling.

Whether due to better economic data or the tapering of QE3, longer bond yields moved still higher in the second half of the year. 
Restored economic health has coaxed 10-year bond yields in Canada up to 2.78 per cent and 3.04 per cent in the U.S. Unfortunately, 
rising interest rates produce negative fixed-income returns. Canada’s DEX Long Term Universe Bond Index posted a total return of 
negative 6 per cent. Likewise, returns for other interest-rate-sensitive investments (preferred shares, income trusts, REITs and utilities) 
went negative in 2013.

The end of the QE3 program is not expected to change central bank rate policies overnight. Two years of sub-par economic growth 
have subdued inflation pressures, north and south of the border. So the Fed-funds rate is expected to remain unchanged at zero until 
well beyond 2014. Similar expectations hold for the Bank of Canada, which will likely maintain its policy rate at 1 per cent, as the 
Consumer Price Index, at 0.9 per cent, is at risk of falling too low.
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Bond yields are expected to raise another 50-to-75 basis points at the long end of the curve, with 10-year Treasury issues yielding 3.5 
per cent. Canadian longer-term interest rates will likely rise in line with the gradual, upward shift in U.S. Treasury yields. Even though 
rates are expected to move higher, the level remains historically low.

Currencies:
The Canadian dollar, measured in terms of its U.S. counterpart, began 2013 at $1.005 and finished well below parity at $0.94. The 
reason, in simplest terms, is that we lost many of the supports that had been driving Canada’s dollar higher since 2008: the commodity 
outlook diminished, interest rate differentials narrowed, foreign investment in Canadian bonds lessened and—the topper—QE3 spend-
ing to begin its long-anticipated tapering process.

One of the many consequences of the U.S. Federal Reserve’s course reversal is a stronger U.S. dollar. And with America entering a 
stronger growth phase, signs point to further decline in the value of our loonie, even after the steep 7-per-cent drop in 2013 ($CDW 
chart).

The Canadian dollar also succumbed to the strengthening euro and pound sterling, falling 10 and 8 per cent, respectively. The notable 
exception to this global value-losing trend was the $C’s rise of 13 per cent against the fast-falling Japanese yen.

Still, there is a silver lining in our dollar’s decline. It’s in the international trade-export markets, where Canada competes against 
world-class products from the U.S., Europe and China. The recent pullback in the Canadian dollar will lower the cost of our products 
to these markets, helping domestic exporters who have been struggling to compete, hampered even more than usual by a strong loonie.
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Commodities:
As global economic activity improves, increases in the demand for crude oil follow. This was certainly the case in 2013, as the $WTIC 
chart shows crude oil up 7 per cent last year to US $98.70.

It’s expected that this demand for oil will continue to be supported, providing interest rates do not rise precipitously and stem the recov-
ery. Analysts believe that there is still some premium factored into current oil prices, due to the geopolitical risk of spreading tensions in 
the Middle East.

Market sentiment was clearly moving in a new direction in 2013. This was reflected in the falling price of precious metals, which were 
among the weakest performers. Gold lost 28 per cent of its value—its first annual decline in 13 years—tumbling from US $1,675 to 
$1,205 an ounce.

Some analysts believed that the real danger of the unconventional monetary policy experiment (QE3) that we’ve been living with for 
the last few years was rapid, if not hyper, inflation. Yet, results don’t appear to have borne that out. With few signs of inflation, the pros-
pects of QE3 gradually unwinding and a strengthening U.S. recovery, gold fizzled and lost its lustre for investors.

This report is provided for your information. Conclusions and opinions given do not guarantee future events or performance. Facts and data provided 
are from sources we believe to be reliable, but we cannot guarantee they are complete or accurate. This report is not to be construed as an offer to 
sell or a solicitation of an offer to buy any securities. Before making an investment or adopting an investment strategy, each investor should review his 
investment objectives with their investment advisor. Watson Di Primio Steel (WDS) Investment Management Ltd. and individuals and companies who 
are related may, at any time, buy or sell securities that are hereby described in this report.


