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A Look Back at 2011 and a Look Forward at 2012

A Disconnect Between the Economy and the Markets
In terms of how the U.S. Economy performed, 2011 proved to be pretty much what we expected.  In
terms of how the markets behaved, 2011 proved to be a whole lot less rewarding than we 
anticipated.  The difference was Europe.  Big governments with big deficits and big debts finally 
scared the daylights out of a whole lot of people.  The fact that Europe moved to deal with its 
problems at a pace that German Chancellor Angela Merkel described as “one millimetre at a time” 
sure didn't help.  Our bipolar friend, Mr. Market, showed that he subscribes to the idea that instant 
gratification doesn't happen fast enough these days.  He wanted a problem that took decades to 
create to be solved definitively in a matter of weeks.  The missteps and slow steps of the Euro 
collective have yet to provide the shock and awe the Mr. Market wanted to see.  Disillusioned by the 
profligacy of southern European countries, he spurned their bonds (driving up their yields) and 
instead bought bonds of the world's biggest debtor – the U.S. (driving their yields to record lows).
Stocks of profitable companies with clean balance sheets?  He wasn't sure he wanted to own them.

European Developments
If Europe doesn't drive itself off the cliff, and it does look like they are steering away from it, 2012 
could be a major turning point.  In December, all the countries that use the Euro as their currency and 
most of the rest of the trade zone members agreed to a new treaty that will put some teeth in the 
budgetary management rules they had originally agreed to before the creation of the Euro.  Much 
hand wringing has taken place over the slow pace of advancement towards fiscal responsibility.  We 
have now seen the caretaker government in Italy pass budgetary measure intended to put that 
country on a path to a balanced budget in 2013.  We'll see how that works out, but it is a step in the 
right direction.
Perhaps the most angst has been exhibited over the lack of a sufficient support system for the price 
of Eurozone government bonds in the here and now.  This has been where the real risk to the system 
exists.  It has not just been the size of debts and deficits and economies running in neutral that have 
sent investors running from European government bonds.  Perhaps the biggest shot in Europe's foot 
was directly self-inflicted.  The decision of the authorities to tell the European banks and private 
investors, and only them, to “voluntarily” take a 50%+ write-down on their Greek government bond 



holdings as part of Greece's bailout has had significant ramifications.  The voluntary nature of the 
write-off means that Greece isn't defaulting, even though it really is, and as such the banks cannot 
collect on any insurance (e.g. credit default swaps) they took out to protect their investment.  This left 
the banks wondering how valid any of their government bond holding really are.  If the authorities can 
negate some of their Greek bonds, what's stopping them from doing the same again with bonds of 
another government with iffy finances?  This created a sequel to what happened in the U. S. banking 
system in 2008.  The bank on one side of the street looks across at another bank, thinking “we better 
not lend them any money because they may be too exposed to the next problem borrower.”  The 
bank it is worried about is looking out their window back at them thinking the same thing.  Next thing 
you know you have a banking liquidity crisis on your hands.  Sure enough, Europe had its own 
notable bank failure.   Dexia failed, echoing the 2008 demise of Lehman Brothers in the U.S.

Realizing that trying to duck an official default by Greece ended up creating not only a rush out of a 
wide range of European government bonds but a banking liquidity crisis as well, French President 
Nicolas Sarkozy admitted that “volunteering” the banks to take non-credit-event write-downs on their 
Greek government bond holdings was a mistake.  So it looks like we will not see a reprise of that 
error.  The ECB had been buying up certain government bonds, but has limited scope to conduct 
those activities.  Mr. Market has been concerned that the shortage of buyers for Euro debt may 
become problematic, particularly with a pretty big refinancing schedule for the banks and many 
governments in the first quarter of 2012.  Unlike the Federal Reserve in the U.S., the ECB is not 
permitted to conduct quantitative easing programs by printing money to buy up government bonds.
However, and here is the key development, it can print money to lend to the banks and that is what it 
has just started doing.  Since the banks can pledge government bonds of their home governments as 
collateral for new 3 year loans from the ECB at 1% interest, the ECB has found a means to run a 
back door quantitative easing program that has the added benefit of permitting the banks to effect a 
much needed beefing up of their profits and therefore their capital base.  The banks borrow from the 
ECB a 1%, buy government bonds at 3% - 5% and pocket the difference.  Their balance sheets get 
repaired, the governments get buyers for their bonds and the ECB puts an end to both the bank 
liquidity crisis and the run on government bonds while staying within its constitutional mandate.
Provided the governments hold fast to their new-found love of fiscal responsibility, and thus ride the 
path towards balancing their books, Mr. Market has the bridge to tomorrow he has been looking for.
As we get through the first quarter's debt refinancing, we would not be surprised to see Mr. Market's 
bipolarity kick into high gear, breathe a huge sigh of relief and turn positive about all sorts of things.
That's just the way he rolls.

Deflation, Inflation and Economic Growth
Printing money is inflationary.  Inflation scares the daylights out of central bankers.  But if there is one 
thing that scares central bankers more than inflation it is deflation.  Europe is now facing what the 
U.S. stared at in late 2008 – a deflationary environment.  The need of the over-extended to cut back 
on their spending causes prices to drop and that is what deflation is.  The U.S. consumer reached 
that point in 2008.  European governments got there in 2011.  The Federal Reserve in the U.S. has 
successfully fought deflation with inflation by injecting massive sums of money into the banking 
system.  While it has taken some time to work its way into the hands and the psyche of the real 
economy, there is no denying that the U.S. economy, while still fragile, is not only growing, but picking 
up some steam.  Each quarter of 2011 has featured progressively higher rates of modest economic 
growth.  This provides some good momentum going into 2012.  In Europe, this process of monetary 
stimulation has only just begun.  It would only be reasonable to expect government budgetary 
austerity to cause a recession in Europe in 2012 since consumer retrenchment in the U.S. in 2008 
created one then.  National Bank Financial’s economists have forecast a net real contraction of the 
European economy of 1.5% in 2012.  This will dampen, but not reverse, economic expansion in 
Canada (projected real growth of 2.0% in 2012 vs. 2.4% growth in 2011), the U.S. (projected real 



growth of 2.5% in 2012 vs. 1.8% growth in 2011) and emerging Asia (projected real growth of 7.0% in 
2012 vs. 7.9% growth in 2011).  The ECB's back door quantitative easing program will eventually 
have a positive effect on the European economy.  Based on how things went in the U.S., it will likely 
be some time in 2013 before the full positive effect is felt by the economy.  In the meantime, Europe's 
political leaders are about to meet to explore means of fostering economic growth.  As they are 
committed to fiscal restraint, the European governments will have to be looking at non-monetary 
stimulus.  Since regulatory reform and cutting red tape can often have a greater positive impact than 
government spending, Europe may well find its economic feet in 2013.

While we see the global economy expanding by 3.4% in 2012, we recognize that there are plenty of 
things that could get in the way of better results.  The snail's pace of political movement on economic 
issues in Europe could still derail the process, sending some members out of the union and economic
shock waves around the world.  Other parts of the world will likely deliver political insurrection, war 
and natural disasters.  Any number of unforeseen events, both positive and negative, will come into 
play in ensuring markets display some measure of volatility.

2012 Investment Outlook
On the interest rate front we anticipate the Bank of Canada overnight rate to remain at the current 
1.00% throughout the year.  In the U.S., the Federal Funds Rate is expected to hover around 0.12% 
all year.  10-year bond yields are expected to end the year around 2.7% in Canada and in the 2.6% 
range in the U.S.  This compares to the roughly 1.9% yields prevalent in both countries at the 
beginning of the year.  While meaningful increases in interest rates may be further off than we hoped, 
it will nonetheless be next to mathematically impossible for long term government bonds to repeat 
their superior performance of recent years.  Expectations for returns from government and high 
quality corporate bonds should be drastically reduced.

Our expectations for the equity markets in 2012 are modest. Pre-tax corporate earnings are likely to 
be 5.8% higher in Canada in 2012 and 5.7% higher in the USA than in 2011.  Due in part to the 
improved economic outlook, by year-end NBF currently expects fair value of the S&P500 to be 7.3% 
higher (1350) and S&P/TSX Index 6.4% higher (12720) than those indices began 2012.  These 
numbers reflect our expectation that investor anxiety, scepticism and fatigue will continue to keep 
stock valuation metrics below historical norms.

Nonetheless, we see several areas of opportunity in 2012.  High yield corporate bonds suffered a 
small setback in 2011, but should be more rewarding in 2012 if economic anxieties ease sufficiently 
to facilitate a smaller risk premium in their pricing.  Despite the superior economic growth of the 
emerging markets, 2011 was a poor year for their equities.  Continued superior economic growth and 
reduced investor anxiety should bring a turn around for emerging market equities this year.  The U.S., 
thanks to a market surge in the fourth quarter, was the only major equity market to produce positive 
results in 2011.  Given a strengthening economy and still reasonable valuation levels, the U.S. market 
should produce some good opportunities again in 2012.  On the domestic front, higher income 
equities had a reasonably good year in 2011.  While their strength of late may have more to do with 
the view of them being a safe port in a storm, low interest rates and the demographically driven thirst 
for yield should provide for continued investor interest in them for years to come.  Even so, 2012 is 
likely to be a year in which individual security selection has the potential to make a big difference in 
returns.  Actively managed mutual funds should find this a fruitful environment.
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