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“The key to making money in stocks is not to get scared out of them.”
— Peter Lynch 

Tackling real, but still manageable challenges
It was another roller-coaster year. Thankfully, investors finished off in better shape than the predominant doom-and-gloom predictions 
at the start of 2012 had anticipated. But there was no shortage of chills-n-thrills for political spectators and investors alike.

In July, Mario Draghi, President of the European Central Bank, pledged to do “whatever it takes” to protect the Eurozone from col-
lapse, including fighting unreasonably high borrowing costs. China changed leadership while its growth slowed, prompting fears of a 
hard economic landing. Nor was there any reprieve for U.S. President Obama, who, re-elected for his second term, immediately faced 
the challenge of the “fiscal cliff” issue.

Although the full brunt of U.S. tax hikes was avoided, deep concern remains about closing America’s fiscal gap, which is simply the 
difference between what the government spends and the tax revenues it takes in. Uncertainty about delayed spending cuts and lifting 
the debt ceiling could continue to keep markets choppy in the near term.

Likewise, the European Central Bank’s conditional pledge to buy sovereign bonds has reduced the threat of an imminent financial 
flare-up. Nonetheless, Europe’s debt crisis remains a risk that must be closely monitored in 2013.

On a positive note, the U.S. recovery now appears to be on a more solid footing. American households have recovered more than 
two-thirds of their net wealth-recession losses. Household debt levels have almost returned to pre-crisis levels. As the housing-market 
recovery gains momentum, it will help support firmer job gains and consumer spending.

Signs that China’s economy is picking up have reduced the risk of a hard landing there, too. This is particularly good news for us, as it 
bodes well for an improved outlook for commodity prices and growth in Canada’s resource sectors.

Five years have passed since the Great Recession began. Global de-leveraging—in both private and public sectors—continues to hold 
back the economic recovery. Even so, economists expect that global growth will build momentum over the next two years.

As always, we thank you for your support and continued confidence in WDS.
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Equities:
In 2012, investors endured continuing stock market volatility.  With a strong second-half rally though, markets ended in positive—
even double digit—return territory.  In the face of such uncertainty over economic conditions, the markets’ resilience was a positive 
surprise.

Canada’s total return ($TSX chart) suffered primarily from weak exports and lower commodity prices, rather than the fundamental 
state of the Canadian economy. Investors saw a 7.2-per-cent performance over the year, led by health care, consumer staples and con-
sumer discretionary sectors, with financials right behind.

A synchronized global stock-price rally ensued as the United States economy strengthened, with real GDP growth close to 2.2 per 
cent.  Although growing at a slower pace, China’s real GDP is expected to average about 7.5 per cent over the next few years. This 
adds roughly $800 billion to the global economy, which is almost twice the dollar value of U.S. growth in 2012.

In Canadian-dollar terms, the U.S. equity market ($SPX chart) gave a total return of 13.7 per cent.  Even more remarkable was that 
developed international equity markets—almost two-thirds European exposure—delivered a total return of 15.6 per cent despite much 
poorer economic fundamentals ($MSEAFE chart).

Fixed income and interest rates:
The Canadian overnight rate continued at one per cent.  Tighter mortgage-lending rules had the desired impact, moderating domestic 
household debt and housing activity without bank intervention.  Although the Bank of Canada warns that rates will likely rise over 
time, below-average inflation, U.S. federal easing and a strong Canadian dollar tilt against a rate hike, possibly until as late as 2014.

Longer-term bond prices rose as yields declined further (see Canadian Yield Curve chart). Ten-year Government of Canada yields 
closed at 1.8 per cent, while U.S. 10-year Treasuries fell to 1.78 per cent.  The Canadian DEX Universe Bond Index posted a total 
return of 3.6 per cent for the year.

In December, the U.S. Federal Reserve made an 
open-ended commitment to pump liquidity (QE3) into the 
U.S. economy until there is substantial improvement in 
the outlook for the U.S. labour market.  The Fed’s unem-
ployment rate ‘threshold’ is 6-½ per cent or lower. Barring 
a worsening inflation outlook, the near-zero policy rate is 
expected to persist until late 2014 or 2015.

Long-term U.S. Treasury yields responded by rising.  
Typically higher long-term rates reflect inflation fear.  
More likely, however, is that the market response points 
to a faster economic recovery.  Rising interest rates create 
a real problem for bonds. A strengthening economy will 
exert steady upward pressure on these yields.
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Currencies:
Our Canadian dollar ($CDW chart) gained 2.2 per cent against the U.S. 
dollar this year, closing above parity at $1.005 U.S. Weaker commodity 
prices usually put downward pressure on the Canadian dollar. Howev-
er, economists believe there are two other major factors affecting our 
loonie.

First, our dollar’s strength is a reflection of weakness in the U.S. dollar.  
In 2012, the U.S. dollar fell against most other currencies, with the nota-
ble exception of the Japanese yen. One of the consequences of the U.S. 
Federal Reserve’s actions is to push down the value of the U.S. dollar.

Second, in the post-financial-crisis era, Canada’s truly AAA credit rating 
has made it a destination for global capital flows. This situation produces 
higher demand for short-term assets in Canadian dollars and thus places 
upward pressure on the dollar. In November, the International Monetary 
Fund said it’s considering adding Canadian dollars to its reserve cur-
rency portfolio, which currently includes only the U.S. dollar, the euro, 
British pound, Japanese yen and Swiss franc.

In the past few years, the U.S. dollar has performed inversely to the 
shifts in investors’ risk sentiment. Going forward, foreign exchange 
markets may start placing greater weight on fiscal fundamentals.

Commodities:
The $WTIC chart shows the 8-per-cent rally in the price of oil in the second half of 2012. Rising Middle Eastern tensions and supply 
concerns helped propel oil prices higher. However, global crude-oil demand continued to be plagued by macro events and concerns 
out of Europe and China.  A year ago, WTI light crude oil traded at over US $98 per barrel.  It finished at US $92, down 7 per cent on 
the year.

With the exception of nickel, prices for base metals—copper, zinc and aluminium—increased during the year, as inventories generally 
declined.  Analysts credit nickel’s underperformance to a continued oversupply and concerns about China’s demand growth.

Again in 2012, gold had lots of ups and downs, trading around US $1,800 an ounce in October, up from about US $1,600 in June.  For 
the year, gold gained 7 per cent, closing at US $1,675 per ounce.  Analysts believe monetary stimulus actions by major central banks 
fuelled the rise, including the Fed’s QE3. Near-term global economic uncertainty, inflation prospects, and ongoing events related to the 
Eurozone and U.S. debt crises should support the price of gold.
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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.


