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M
oving F

orw
ard

A
s predicted, U

.S. m
arkets had

a difficult January losing som
e

9
%

 and revisiting the lows last
seen 

7
 

w
eeks 

ago, 
before

beginning to recover.  F
rom

 a
Technical (charting) perspective,
this 

type 
of 

m
arket 

double
bottom

 
or 

testing 
of 

the
previous 

low
s, 

is 
a 

positive
indicator.  It suggests that the
stock m

arkets m
ay have fully

priced in the current econom
ic

reality and a bottom
 m

ay have
been created.

It’s im
portant to distinguish between suggesting that a bottom

 has
been created and suggesting a new

 bull m
arket (such as the 1

9
8

2
 –

20
0

0
 bull m

arket) is im
m

inent.  A
 bottom

 m
erely suggests that the

dow
nside is lim

ited from
 this point forward.  T

he next long-term
bull m

arket w
ill only develop w

hen a financial recovery is well
underway and w

ith sufficient m
om

entum
 to ignite earnings grow

th.
H

owever, this fact does not preclude a recovery over the short term
in stock prices.

W
hile there w

ill continue to be a steady drum
 roll of negative news

out of the m
edia and a certain am

ount of resulting fear in the
econom

y, there are indications that the seeds of a m
arket recovery

have begun to sprout.

E
ntry P

oint
W

e pride ourselves on our independent thought and providing an
unfettered and direct view

 of m
arket.  T

hose of you w
ho have

followed our com
m

ents w
ill know

 that we are neither m
indlessly

buy-side positive, nor beaten into negative conform
ity by a m

arket
that has nearly lost half it’s value.  

Taking the above into consideration and regardless of any short
term

 fluctuations, it’s difficult to ignore that, from
 a long term

 view
of the m

arket, now
 is a very attractive entry point.

R
oadm

ap to R
ecovery

T
he 

spreads 
between 

interest 
rates 

of 
corporate 

bonds 
(w

ith
perceived risk) versus interest rates of governm

ent bonds (w
ith no

perceived risk) have finally begun to contract.  W
hen these spreads

w
iden it’s an indication that investors expect a higher likelihood of

corporations defaulting on their debt obligations.  T
hese spreads

began w
idening in July of ’07

 and by N
ovem

ber of ’0
8

 had m
oved

into extrem
e ranges (over 6

0
0

 basis points or 6
%

) at the height of
the panic.  In the past, such contractions have been early indications
of an econom

ic recovery.

T
he T

E
D

 spread is sim
ilar to the bond spread above, but m

easures
the difference between at w

hat rate banks w
ill lend m

oney to each
other and that of the risk-free 9

0
 D

ay T
reasury bill rate.  T

he T
E

D
spread is an excellent indicator of the health of the global financial
system

.  It began to rise from
 just 0

.5
%

 in July ’07
 and peaked at

nearly 5
%

 by O
ctober ‘0

8
, w

hich indicated a near collapse of the
global banking system

.  T
his spread has now

 begun to contract and
has norm

alized near the 1
%

 level, indicating that the banks no
longer expect other banks to fail.  It also suggests that the infusion
of liquidity by central banks globally finally began to stabilize the
system

.

W
hile it’s not required for an upsw

ing of stock prices over the next
several m

onths, a recovery of corporate earnings grow
th w

ill be
required in order to generate a new

 bull m
arket.  A

t present
earnings grow

th is still declining, however the rate of decline has
slowed and has begun to stabilize.  Pockets of resistance have
developed in healthcare, technology and consum

er staples.

M
acroeconom

ic 
data 

(retail 
sales, 

purchasing 
m

anagers 
and

production data) have yet to confirm
 that a recovery is underway.

L
ike earnings grow

th however, the rate of decline in these areas has
slowed and has even begun to im

prove in a few.  T
wo relevant factors

are; firstly that due to lower real estate, oil and food, real disposable
incom

e for consum
ers has stabilized.  Secondly, the early signs of a

recovery 
in 

C
hina 

are 
encouraging 

as 
the 

banks 
there 

are
functioning well, w

ith plenty of credit in the system
.  A

dditionally
there has even been a sm

all increase in the dem
and of som

e raw
m

aterials from
 C

hina.

A
ll of these indicators suggest that the equity m

arkets hold little
risk and m

ay well recover nicely this year.  T
he global econom

y
should trough and begin to im

prove by the end of 20
0

9
 or early

2010
.  K

eep in m
ind that equities turn upward usually 6

 to 9
m

onths before the econom
ic environm

ent im
proves.
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P
arallel U

niverse
T

he credit crunch that began
over a year and a half ago has
had 

a 
m

assive 
im

pact 
on

consum
ers and businesses w

ith
respect 

to 
their 

ability 
to

borrow.  G
overnm

ents in the
U

.S
. 

and 
the 

U
.K

. 
have

observed this and have tried to
jum

p to the rescue.  H
owever,

these 
efforts 

have 
had 

very
little effect and could prolong

the lack of credit as well as the recession.

W
hen governm

ents look at the problem
, their conclusion is that

banks are not lending enough in order to get econom
ic grow

th back
on track.  In response, we have seen m

assive bailouts and infusions
of capital aim

ed at financial institutions.  T
he idea is to expand the

size of bank balance sheets and increase the am
ount of capital from

w
hich banks m

ake loans.  T
hese efforts began about four m

onths
ago but have not m

ade m
uch difference.  In fact, som

e of the
rhetoric from

 frustrated politicians suggests that banks are not
increasing their lending.  H

owever, the truth is that the banks are
increasing loans (w

hich is very unusual during a recession).  T
he real

problem
 is that prior to the credit crunch, banks were only providing

about half of the needed financing directly from
 their balance

sheets.  T
he rest of the financing was com

ing from
 another source:

asset-backed securities that were sold to eager investors enticed by a
slightly higher rate interest in an environm

ent w
here it was difficult

to produce investm
ent incom

e.

T
he credit crunch obliterated the asset-backed securities industry

(these were bonds that were backed by m
ortgages, cars, credit-card

receivables, 
etc), 

w
hich 

accounted 
for 

about 
$

10
 

trillion 
of

financing in the U
.S. in late 20

07
 according to the Federal R

eserve.
T

raditional banking provided direct loans of about another $
10

trillion.  In order to get back to the U
.S. credit environm

ent of two
years ago, banks would have to ram

p up their lending to a staggering
$

20
 trillion.

T
he w

hole area that used alternative m
ethods of creating loans had

grow
n so significantly from

 its origin two decades ago, that it had
acquired its ow

n nam
e: the shadow

 banking system
.[1

]  It allowed
traditional banks to rem

ove loans from
 the balance sheet and sell

them
 to hedge funds, pensions, and endow

m
ents in the form

 of a

bond that would pay interest.  In the process, the banks would charge
significant fees w

hile elim
inating their risk exposure to the loans that

they created.  T
his parallel universe began to collapse w

hen borrower
defaults started to accelerate, beginning w

ith m
ortgages in the U

.S.
Investors w

ho bought these bonds realized that there was no m
arket

into w
hich to sell and they were stuck w

ith the paper.

T
he shadow

 banking system
 needs an ocean of w

illing investors.  T
he

reality is that there is virtually no appetite for these kinds of
investm

ents and it is unlikely that there w
ill be any for the rem

ainder
of the credit cycle (cycles w

hich tend to last for seven to ten years).  In
light of this, can governm

ents add enough capital, bailout enough
banks, or even tem

porarily nationalize enough banks to m
ake up for

the $
10

 trillion financing shortfall?  T
he answer is no.  It would

severely distort the financial m
arkets for an entire generation and

im
pair econom

ic grow
th for decades.  R

ecent governm
ent efforts to do

this have only provided a fraction of the am
ount needed (one-fifth by

som
e m

easures) and it has already caused political strife and public
outrage.  O

pportunistic politicians leaped at the chance to attach their
ow

n unrelated projects to the banking rescue efforts and senior bank
officers have continued to award them

selves m
assive bonuses w

hile
buying corporate jets and other extravagant perks w

ith taxpayer
m

oney.  W
ith just a fraction of the governm

ent capital needed to
replace the loss of the shadow

 banking system
, the rescue efforts have

already proved to be alm
ost im

possible to m
onitor.

In the end, the am
ount of credit in the system

 w
ill have to contract.

T
he dow

nside is that this w
ill slow

 the rate of econom
ic grow

th and
tem

per the enthusiasm
 for buying up all sorts of assets w

ith borrowed
m

oney w
hich helped to drive the prices of those assets upward.

H
owever, 

credit 
contraction 

helps 
the 

econom
y 

by 
elim

inating
com

panies that were only successful because financing was cheap and
readily available.  In a m

ore balanced environm
ent, com

panies w
hose

strategies are not dependent on the heavy use of debt w
ill em

erge as
the new

 leaders and drive the econom
y towards recovery.

O
ur A

sset A
llocated portfolios and our due diligence process is

currently taking advantage of the changing landscape by investing in
sectors and com

panies that are able to survive and grow
 because of the

strength of their operations or their technologies and not because of
their ability to financially engineer results using debt.

F
low

-T
hrough In

vestin
g –

M
any B

en
efits W

hen
C

om
bin

ed w
ith your

C
orporation

 an
d

P
hilan

thropy
B

ack in D
ecem

ber 20
0

6
 I w

rote
about 

the 
tax 

benefits 
of

investing in flow
-through shares

(or 
flow

-through 
lim

ited
partnerships), 

and 
further

benefits of donating these shares to charity.  M
y article focused on an

investm
ent m

ade by you on a personal basis, but additional benefits m
ay be

realized w
hen the investm

ent is m
ade by a corporation ow

ned by you.

To briefly sum
m

arize, flow
-through shares are securities that are issued by

com
panies operating in the energy and m

ining sectors.  W
hat you pay to

the issuing com
pany for the shares m

ust be spent on exploration and the
resultant 

tax 
deductions 

for 
those 

exploration 
expenses 

m
ust 

be
transferred to you.  W

hat you pay for the shares m
ust be spent w

ithin 2
 or

3
 years, ensuring a w

rite off of your investm
ent over that sam

e tim
e fram

e,
however typically the m

ajority is spent and allocated to you in the first year.
Tax laws m

andate that the value of deductions allocated to you reduce the
tax cost of your investm

ent.  H
ence the cost base of your investm

ent in
these shares is reduced to zero.  W

hen you sell these shares the sale price is
taxed as a capital gain.

If you recall, in 20
0

6
 the C

onservative G
overnm

ent elim
inated tax on any

capital gain on securities donated to registered charities.  So w
hen you

donate your flow
 through shares to a registered charity you w

ill receive a
donation credit for the m

arket value of the shares yet you w
ill not be taxed

on the gain realized on the deem
ed sale of those shares to the charity.

Your corporation can take advantage of the sam
e favourable tax results,

w
ith an additional bonus.  W

hen your corporation invests in flow
-through

shares, it too can deduct exploration expense allocations against its
incom

e.  If those shares are then donated to a charity, your corporation
m

ay claim
 a donation deduction and the capital gain is elim

inated.  T
he

added bonus is the non-taxable portion of a capital gain is added to your
corporation’s C

apital D
ividend A

ccount (a notional tax account created
under the Incom

e Tax A
ct), w

hich can be paid out tax free to you, the
shareholder, as a C

apital D
ividend.  T

his effectively opens up a pipeline
w

hereby corporate capital m
ay be paid out to you on a tax free basis.  A

s an
exam

ple, if you were to donate $
50

,0
0

0
 of flow

-through shares to charity,
the $

50
,0

0
0

 capital gain (assum
ing the shares have a cost base of zero)

triggered by the donation is not taxable as it is added to your com
pany’s

C
apital D

ividend A
ccount.  A

ssum
ing your C

om
pany’s C

apital D
ividend

A
ccount balance prior to this transaction was zero it m

ay now
 pay out

$
50

,0
0

0
 to you tax free.

A
 critical point to know

 is the balance in your corporation’s C
apital

D
ividend A

ccount prior to the donation as this w
ill im

pact the am
ount

available to distribute tax free.  T
he calculation can be com

plex –
 so your

A
ccountant should be consulted on this issue.
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D

eadline and L
im

it 
It’s R

R
SP

 season again and the
contribution deadline of M

onday
M

arch 
2

, 
2

0
0

9
 

is 
fast

approaching. 
 

 
T

he 
m

axim
um

contribution lim
it for 20

0
8

 is
$

20
,0

0
0

.  T
here are three ways

to 
ensure 

that 
you 

m
ake 

your
contribution in tim

e:

C
heque, by m

ail
Send in your contribution in by cheque in the m

ail. P
lease notify us

that you have m
ailed a cheque so we know

 your contribution is on its
way.  E

nsure that the cheque is m
ade payable to “R

P
F

L
” and on the

m
em

o line of the cheque please w
rite “20

0
8

 R
R

SP
 C

ontribution”.
L

astly, please ensure you m
ail the cheque leaving am

ple tim
e for it to

reach us through the m
ail.

C
heque, in person

Stop by our office to drop off your cheque.  A
s a rem

inder, we are
located on the 1

8
th floor of 6

6
6

 B
urrard Street.  R

em
em

ber to bring
your cheque book.
T

ransfer from
 your non-registered investm

ent account
Your R

R
SP

 contribution m
ay be m

ade by a transfer of cash or
securities from

 your non-registered investm
ent account to your R

R
SP

account.  P
lease call m

e directly at 6
0

4
-6

7
8

-6
5

6
3

 w
ith the details of

the am
ount you would like to have transferred and I w

ill arrange this
for you. 


