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2010: Transitioning to the New Normal
In 2009 the global economy completed its downturn and began to rebuild.  Consumer and business 
confidence are on the rise.  Business inventories are low and sales are creeping upwards.  The 
emerging markets are growing at a healthy pace, global trade is picking up and much of the stimulus 
related infrastructure spending has yet to be done.

Nonetheless there remain numerous challenges ahead.  While consumers have moved from over-
spending to saving and debt reduction, the needed process of deleveraging will be a multi-year 
exercise. This means a slower rate of economic growth coming out of a recession than would 
typically be the case.  Fortunately, even with a 10% unemployment rate in the USA, the aggregate 
wage bill is rising.  This means consumers have more money.  Funding debt reduction and a modest 
increase in spending will not be mutually exclusive for consumers.

U.S. housing prices show signs of stabilizing, albeit aided by a tax credit for purchasers.  There 
remains a significant backlog of repossessed homes to be sold.  Still to be reckoned with is a 
significant wave of mortgages scheduled to reset to higher rates in 2010 and 2011.  On the positive 
side, the combination of lower real estate prices and lower mortgage rates has made owning a home 
in the USA the most affordable it has been in over a decade.  Delinquent credit cards will be an 
ongoing problem for larger banks and commercial real estate loans a growing problem for smaller 
banks.  Government deficits have to be financed and ultimately reduced through reduced spending 
and/or increased tax revenues.  All of these factors will serve to keep economic growth in North 
America modest for several years.

The markets have anticipated a significant rebound in corporate profits in 2010 and they will likely see 
them.  With the extensive cost cutting done since the beginning of the economic downturn in 2008, 
corporate operations are running very lean.  Even a stabilization of revenues should yield a big pick-
up in profits.  The big debate the markets will likely reflect will be about the magnitude and 
sustainability of economic growth.



Interest rates will be another challenge.  They certainly have nowhere to go but up.  The big question 
is how much and when.  An oversupply of government bond issues, particularly in the USA, will put 
upward pressure on interest rates.  Governments will need to keep enough stimulus cash in the 
system to keep mortgage rates down and to facilitate the absorption of the bonds they will have to 
issue to finance their deficits.  Nonetheless they will have to be mindful of the potential inflationary 
effects of all the cash they have created.  They will have to remove large chunks of it from the system 
and do it fast enough to avoid inflation and slow enough to avoid deflation and a double-dip 
recession.

Our Chief Economist and Strategist, Stéfane Marion, expects global economic growth of 4% in 2010.  
Canada can look for 2.8% growth and the USA 3.4%, both ahead of the industrialized world’s 2.5%.  
The best growth is expected to come from Asia (ex-Japan) at 7.6%.  As a result, he estimates fair 
value for the TSX to be about 8% higher at the end of 2010 (12,700) than the index level at the 
beginning of the year and the S&P500 about 14% higher (1280).

What are the key investment themes and challenges for 2010?

They are very much an extension of the themes that emerged in 2009, with consideration paid to 
addressing the potential culmination of some of those themes.

1. High yield bonds.  The yield on these instruments has declined substantially but should have a bit 
further to go as the spread in yield between government and corporate bonds continues to retreat 
from credit-crunch stressed levels towards more historically normal levels.  This leaves the potential 
for further modest capital appreciation in addition to the relatively attractive level of interest income 
such investments now provide.  Somewhere along the way, the combination of the contraction of the 
yield spread and rising government yields will signal an attractive exit opportunity from high yield 
bonds, some retractable preferred shares and some rate-reset preferred shares.

2.  Avoid government and top quality corporate bonds with terms longer than three years.  Our 
economists expect the interest rate on ten year government bonds in Canada to rise to about 4.1% by 
year-end from about 3.5% at the start of the year.  This translates into a price decline of about 3.75%
for a 10 year bond with a 3.5% coupon (more for bonds with higher coupons).  Further rate increases 
(and government bond price declines) are expected in 2011.

3.  Floating rate bonds and preferred shares.  They do not yield much now, but once interest rates 
start to move up, so will their yields.  Unlike fixed-rate securities, “floaters” do not need to adapt to a 
higher yield environment by having their prices drop because the income they pay goes up.  As these 
securities have been somewhat out of favour, there is the potential for some modest capital 
appreciation.

4.  Emerging market equities.  Growth in the emerging markets will lead the world.  Some exposure to 
this part of the equity markets would be a good idea.  Given the emerging markets’ historical 
propensity for volatility, some sort of dollar averaging approach might be in order.

5. A growing global economy means higher prices for energy and base metals.  Resource 
companies with strong balance sheets and low cost structures are a sensible way of participating in 
the expansion phase of the business cycle.



6. Stocks with attractive and growing dividends, especially those of the “blue chip” variety.  As the 
trillions of dollars sitting on the sidelines warms back up to the idea of equity investing again, dividend 
paying stocks will be most attractive to the recently wary.  Utility stocks will be hampered by their 
propensity to behave price-wise more like bonds than stocks.

While the various challenges we still face will likely ensure that progress does not materialize in a 
straight line, the global and Canadian economies are growing.  There are plenty of reasons to expect 
good things ahead in the equity markets.  The debt markets will be challenging but should provide 
pockets of opportunity in 2010.  
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