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MARKET MUSINGS & DATA DECIPHERING 

Breakfast with Dave 
WHILE YOU WERE SLEEPING 

Equity markets are up sharply to start off the week.  The MSCI Global index is 
up 0.8% in the early going and set for the fifth straight session of positive 
action.  Emerging markets are up 1.4% — a winning streak, believe it or not, 
last put together in October 20.  It’s tough to find a solid reason why especially 
with a flight to quality bid in the bond market still evident as last week drew to 
a close.  However, perhaps it is in reaction to the just-released Eurozone 
industrial production data for April, which showed a healthy 0.8% gain — the 
consensus was closer to +0.5%.  Perhaps it was the Moody’s report 
suggesting that European banks have sufficient capital to weather the storm.  
Maybe investors put more credence in a survey of U.S. consumer sentiment 
than in the actual spending data, which tumbled in May.  Maybe markets are 
taking Ben Bernanke’s forecast to heart — moderate recovery intact, marginal 
risk of a double-dip.  Either way, credit default swaps on European corporate 
bonds are narrowing — down 18bps today in the high-yield sector to a 10-day 
low of 578bps.   

In the FX market, the yen is soft but the emerging market currencies are firm 
(led by the Koran won as the government there is delaying the imposition of 
capital controls) in a sign of heightened investor risk appetite.  The Sterling is 
rising on the back of some chatter that the Bank of England could begin to 
raise rates in the second half of the year (sure).  We are starting to see some 
significant reversal of the recent gains in the USD — down a full point so far 
today — and that symbolizes improved global liquidity conditions and a key 
reason why commodity prices are recovering right across the board; and in 
turn a critical reason why the Canadian dollar has nudged its way back above 
97 cents.  Dr. Copper is making it five up-days in a row — the longest rally in 
five months — and oil has made its way back above $75/bbl.   

Within the safe-haven sphere, government bonds are selling off as risk 
appetite improves but gold is hanging in very well (even if the bull ring is 
crowded at the current time).  The reason for this is that the markets live in 
the here-and-now and no longer look ahead — imagine that the S&P 500 
peaked in 2007 in the same quarter the recession started.  The markets are 
too pre-occupied with the still-solid coincident indicators and not enough 
attention is being paid to the fact that leading economic indicators have 
begun to roll over.  There are lags between global financial shocks and the 
real economy — it took about a year for the Asian crisis in 1997 to be 
transmitted across the Pacific and it took about a year for the crisis in the 
subprime mortgage market to be felt on Wall Street and the real economy.   
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We discuss the ECRI weekly leading index below and recall how it dipped below 
zero in August 2007 and Mr. Market still rallied for another six weeks and hit the 
all-time peak six weeks later.  The message here: keep your eyes on the road in 
front of you; let the folks on Bubblevision gaze at the rear-view mirror.     

Keep your eyes on the road 
in front of you; let the folks 
on Bubblevision gaze at the 
rear-view mirror 

THE GOOD AND THE BAD 

Let’s start with the good.  The Nasdaq became the first major average to 
reclaim its 200-day moving average level to close out the week (the small-cap 
S&P 600 index did so on Thursday).  According to the Investor's Business 
Daily, new highs outnumbered new lows for just the second time in the past 
two weeks; and, the market closed near the highs of the day for the second 
straight session.  But ... the rally last Friday was on extremely low volume — for 
the Nasdaq, it was actually the low-water mark of the year.  The market is still 
devoid of follow-throughs on big volume — that is a problem for the bulls.  

GOLD MAY BE NEAR-TERM OVERBOUGHT 

Don’t get me wrong, I’m still very bullish on a long-term basis; however, there 
is a herd mentality now that is a little disconcerting.  Far too many front-page 
headlines like Growing Demand for Bullion Hands Banks Golden Opportunity 
in Storage in the weekend FT (another article on this topic surfaced on page 
15 — Demand For Bullion Puts Strain on Vaults) and Financial Uncertainty 
Restores Glitter to an Old Refuge in the Sunday NYT.  

In any event, if you like gold, and we do indeed still see this as a secular bull 
market (thankfully, so does Louise Yamada), then you have to come to Canada 
because precious metals now account for 13% of the TSX market cap (up from 
5% five years ago) compared with the miniscule 0.3% share in the S&P 500.  

WHY THE U.S. STATES ARE NOT PIIGS 

There are several reasons why the comparisons of the State and local 
governments to the nanny states in Europe are unfair.  For one, the U.S. does 
have a central government that has already been directing large blocks of 
cash to the lower levels.  Second, as we have seen in the latest round of GDP 
and employment data, the State governments are cutting spending and jobs 
aggressively.  Third, unlike the Club Med nations, the State governments are 
also taking action towards restructuring their expensive social contracts: see 
State Pension Cuts Face Test on page B3 of the weekend WSJ (state pension 
funds are reducing their payouts to retirees ... facing the knife that private 
sector workers have already endured) and Taking on the Unions in California--
and Winning on page 15 of today’s Investor’s Business Daily.   

CONSUMER SENTIMENT UP A TAD 

It’s a little strange that the equity market would be looking more at a survey 
than in the actual spending data.  Maybe Mr. Market was looking at neither — 
but consumer confidence (University of Michigan) did rise 1.9 points to 75.5 in 
June (the consensus was at 74.5) — the best tally since December 2007.  But 
to put 75.5 into perspective, it is just about in line with the average levels we 
have endured in past recessions.  

 
 
 
 

Page 2 of 7

The comparison that people 
are making between the U.S. 
State and local government 
and the nanny states of 
Europe is a bit unfair 



June 14, 2010 – BREAKFAST WITH DAVE 

DOUBLE DIP, ANYONE?  

The smoothed ECRI leading economic index fell in the opening week in June 
for the fifth week in a row and now down in nine of the past ten.  The index, 
went from +0.3% to -3.5%, the weakest it has been in a year.  After predicting 
the V-shaped recovery we got briefly in the inventory-led GDP data when the 
index soared off the bottom in late 2008, at -3.5%, we can safely say that this 
barometer is now signalling an 80% chance of a double-dip recession.  It is 
one thing to slip to or fractionally below the zero line, but a -3.5% reading has 
only sent off two head-fakes in the past, while accurately foreshadowing seven 
recessions — with a three month lag.  Keep your eye on the -10 threshold, for 
at that level, the economy has gone into recession … only 100% of the time 
(42 years of data).   

Double-dip watch: The ECRI 
weekly leading index has 
now swung from +0.3% to  
-3.5% for the week ending 
June 11 

Suffice it to say, when the ECRI was drifting lower in 2007, it got to -3.5%, 
where are we are now, in November and unbeknownst to the consensus at the 
time that a recession was only one month away.  Remember that the 
economics community did not call for recession until after Lehman collapsed 
— nine months after it started; and go back to 2001, and the consensus did 
not call for recession until after 9/11 and again the economy had been in 
recession for a good six months).  We should probably point out here that real 
M3 has contracted at the fastest rate since the early 1930s, as John Williams 
has published, and declines in the broad money measured has foreshadowed 
every recession in the past seven decades.    

To be sure, the Fed has not raised rates and the yield curve is steep but there 
has been a visible tightening in financial market conditions that poses a 
significant risk for what has been a very fragile recovery in dire need of 
recurring rounds of policy stimulus.  The widening in credit spreads and 
decline in the stock market represent a sizeable increase in the debt and 
equity cost of capital.  The Fed has stopped expanding its balance sheet (and 
now we have Fed presidents Hoenig clamoring for rate hikes and Plosser for 
reducing the size of the Fed’s balance sheet) and end of the housing tax 
credits implies a major withdrawal of federal government support at a time 
when restraint is accelerating at the State and local levels (the States have a 
$127.4 billion aggregate deficit to close for the fiscal year beginning July 1st 
so right there we have a one-percentage point drag on baseline GDP growth).   

The data suggest that we are now seeing the consumer sputter with what 
looks like a very weak handoff into the third quarter.  The housing sector is 
collapsing again.  The export-import data are pointing to a sudden 
deceleration in two-way trade flows.  Commercial real estate is dead in the 
water.  Bank credit is in freefall right now (down 0.3% or $32 billion in the first 
week of June — the third decline in a row and has now contracted in six of the 
past seven weeks and at an 11% annual rate.  In the last three weeks, bank 
credit has contracted a total of $119bln, which is the steepest decline since 
the week of November 19, 2008 when the economy was deep in recession.  
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There is still something left in the tank as far as capex and inventory 
investment is concerned, but by the fourth quarter, we could well be looking at 
a flat or even negative GDP print.  This is exactly what happened in the second 
half of 2002, when by the end of the year real GDP converged in real final 
sales near the 0% mark after a sharp but truncated mini-inventory cycle.  That 
may not have been classified as a double-dip recession, but it was a growth 
collapse nonetheless — an aborted recovery for a consensus that went into the 
second half of that year, much like this one, with a consensus forecast of 3% 
real economic growth.  The lesson, is that expectations had surpassed reality 
to such an extent that it didn’t even take another recession to take the equity 
market down to new lows, which happened in October 2002 (not October 
2001!), fully 11 months after the downturn officially ended.   

Not only are the economists calling for 3% real growth, which would imply 
something close to 4-5% nominal GDP growth, but the consensus among 
equity analysts is that we will end up seeing over 30% operating EPS growth to 
a new high of $95.59 for 2011.  But there are a couple of points worth making 
here.  The bottom-up crowd is never that good at predicting where profits are 
going to be heading at the best of times, but at turning points in the economy 
it is awful — overestimating earnings by an average of nearly 20%.  So we 
could easily be closer to $75 for next year’s EPS than $95.  And, even $75 
may be a stretch when you consider that there is not a snowball’s chance in 
hell that we are going to see earnings outstrip nominal GDP by a factor of six 
in the coming year.  This type of earnings is always possible at the trough in 
profit margins, but we are coming off the third highest level on record — 
coming off the trough, historically, corporate earnings jump 17% the next year.  
At the peak, profits actually tend to decline 6% in the ensuing 12 months — 
imagine what that number becomes when you come off peak margins and 
head into a recession at the same time.  It’s not a pretty picture. 

A double-dip, admittedly, is not yet a sure thing but I am definitely warming to 
the view.  As an aside, I spent a memorable weekend with Gary Shilling, 
Nouriel Roubini and Marc Faber, and not even these “bears” believe the 
economy will double dip.  I should add that we were joined by Louise Yamada 
and Fred Hickey — all legends.   

Suffice it to say that there is probably a greater chance that profits go down 
than meet the consensus estimate, especially considering the deflationary 
shock out of Europe as well as the tremendous headwind for foreign-derived 
corporate earnings from the recent surge in the U.S. dollar.  So from our lens, 
slapping on a 12x forward multiple on a range of corporate earnings of $60-75  
leaves quite a bit of downside potential in a market that is still priced for too 
much growth, and 20% overvalued on a Shiller normalized real P/E basis.  
Judging by Felix Zuluaf’s comments in the Barron’s Roundtable, we would 
have to assume that his math would not be far off — he sees book value 
justifying a move towards 500!    
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NO SAILS IN RETAIL   

U.S. retail sales came in far weaker than expected in May with a 1.2% MoM 
decline, the worst print since last September.  As we had warned, much of the 
pickup in unit auto sales last month that got everyone excited was in fleet 
sales (government buying) so we actually saw a hefty 1.7% decline in motor 
vehicle receipts (could have been some deflation as well).   

Apparel sales is getting clobbered — mirroring what we saw in the recent CPI 
numbers, apparel sales were down 1.3% MoM on top of a 0.7% drop the 
month before.  After two huge stimulus-led gains, home improvement posted a 
record 9.3% plunge.  Department store sales sagged 1.8% for the second 
month in a row.  Restaurant activity was basically flat.   

As bad as the data was, the “core” number (retail sales excluding autos, 
building supplies and gasoline station sales) that goes into the consumer 
spending part of the GDP data did manage to eke out a 0.1% MoM gain — soft, 
but hardly a disaster.  There were a few bright spots that held this metric up, 
including furniture/appliances (+0.8% MoM); food and pharmacies were both 
up 0.3% too — steady-as-she-goes sectors.   

But overall, it was clearly a disappointment to see that in a month when 
households spent 3.3% less filling up their cars and posted a nice (though less 
than expected) 431k gain in employment that the rest of the retail spending 
pie was trimmed 1%.  Maybe frugality is back in, and the savings rate is 
heading back up.  When the economy is not in recession, declines in gas 
station receipts coincide with gains in ex-gas retail sales more than 80% of the 
time.  Maybe something funky is starting to go down here.   

 

 

U.S. retail sales came in far 
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Gluskin Sheff at a Glance 
Gluskin Sheff + Associates Inc. is one of Canada’s pre-eminent wealth management firms.  
Founded in 1984 and focused primarily on high net worth private clients, we are dedicated to the 
prudent stewardship of our clients’ wealth through the delivery of strong, risk-adjusted 
investment returns together with the highest level of personalized client service. 
OVERVIEW 
As of March 31, 2010, the Firm managed 
assets of $5.6 billion. 

Gluskin Sheff became a publicly traded 
corporation on the Toronto Stock 
Exchange (symbol: GS) in May 2006 and 
remains 54% owned by its senior 
management and employees. We have 
public company accountability and 
governance with a private company 
commitment to innovation and service. 

Our investment interests are directly 
aligned with those of our clients, as 
Gluskin Sheff’s management and 
employees are collectively the largest 
client of the Firm’s investment portfolios. 

We offer a diverse platform of investment 
strategies (Canadian and U.S. equities, 
Alternative and Fixed Income) and 
investment styles (Value, Growth and 
Income).1 

The minimum investment required to 
establish a client relationship with the 
Firm is $3 million for Canadian investors 
and $5 million for U.S. & International 
investors. 

PERFORMANCE 
$1 million invested in our Canadian Value 
Portfolio in 1991 (its inception date) 
would have grown to $11.7 million2 on 
March 31, 2010 versus $5.7 million for the 
S&P/TSX Total Return Index over the 
same period.  

$1 million usd invested in our U.S. 
Equity Portfolio in 1986 (its inception 
date) would have grown to $8.7 million 
usd

2 on March 31, 2010 versus $6.9 
million usd for the S&P 500 Total 
Return Index over the same period. 

 

INVESTMENT STRATEGY & TEAM 
We have strong and stable portfolio 
management, research and client service 
teams. Aside from recent additions, our 
Portfolio Managers have been with the 
Firm for a minimum of ten years and we 
have attracted “best in class” talent at all 
levels. Our performance results are those 
of the team in place. 

 
Our investment 
interests are directly 
aligned with those of 
our clients, as Gluskin 
Sheff’s management and 
employees are 
collectively the largest 
client of the Firm’s 
investment portfolios. 
 
 
$1 million invested in our 
Canadian Value Portfolio 
in 1991 (its inception 
date) would have grown to 
$11.7 million2 on March 
31, 2010 versus $5.7 
million for the S&P/TSX 
Total Return Index over 
the same period. 

We have a strong history of insightful 
bottom-up security selection based on 
fundamental analysis.  

For long equities, we look for companies 
with a history of long-term growth and 
stability, a proven track record, 
shareholder-minded management and a 
share price below our estimate of intrinsic 
value. We look for the opposite in 
equities that we sell short.  

For corporate bonds, we look for issuers 
with a margin of safety for the payment 
of interest and principal, and yields which 
are attractive relative to the assessed 
credit risks involved. 

We assemble concentrated portfolios — 
our top ten holdings typically represent 
between 25% to 45% of a portfolio. In this 
way, clients benefit from the ideas in 
which we have the highest conviction. 

Our success has often been linked to our 
long history of investing in under-
followed and under-appreciated small 
and mid cap companies both in Canada 
and the U.S. 

PORTFOLIO CONSTRUCTION  
For further information, 
please contact 
questions@gluskinsheff.com 

In terms of asset mix and portfolio 
construction, we offer a unique marriage 
between our bottom-up security-specific 
fundamental analysis and our top-down 
macroeconomic view.
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Notes: 
Unless otherwise noted, all values are in Canadian dollars. 
1. Not all investment strategies are available to non-Canadian investors.  Please contact Gluskin Sheff for information specific to your situation. 
2. Returns are based on the composite of segregated Value and U.S. Equity portfolios, as applicable, and are presented net of fees and expenses. 
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IMPORTANT DISCLOSURES 
Copyright 2010 Gluskin Sheff + Associates Inc. (“Gluskin Sheff”).  All rights 
reserved.  This report is prepared for the use of Gluskin Sheff clients and 
subscribers to this report and may not be redistributed, retransmitted or 
disclosed, in whole or in part, or in any form or manner, without the express 
written consent of Gluskin Sheff.  Gluskin Sheff reports are distributed 
simultaneously to internal and client websites and other portals by Gluskin 
Sheff and are not publicly available materials.  Any unauthorized use or 
disclosure is prohibited.   

Gluskin Sheff may own, buy, or sell, on behalf of its clients, securities of 
issuers that may be discussed in or impacted by this report. As a result, 
readers should be aware that Gluskin Sheff may have a conflict of interest 
that could affect the objectivity of this report.  This report should not be 
regarded by recipients as a substitute for the exercise of their own judgment 
and readers are encouraged to seek independent, third-party research on 
any companies covered in or impacted by this report.  

Individuals identified as economists do not function as research analysts 
under U.S. law and reports prepared by them are not research reports under 
applicable U.S. rules and regulations. Macroeconomic analysis is 
considered investment research for purposes of distribution in the U.K. 
under the rules of the Financial Services Authority. 

Neither the information nor any opinion expressed constitutes an offer or an 
invitation to make an offer, to buy or sell any securities or other financial 
instrument or any derivative related to such securities or instruments (e.g., 
options, futures, warrants, and contracts for differences).  This report is not 
intended to provide personal investment advice and it does not take into 
account the specific investment objectives, financial situation and the 
particular needs of any specific person.  Investors should seek financial 
advice regarding the appropriateness of investing in financial instruments 
and implementing investment strategies discussed or recommended in this 
report and should understand that statements regarding future prospects 
may not be realized.  Any decision to purchase or subscribe for securities in 
any offering must be based solely on existing public information on such 
security or the information in the prospectus or other offering document 
issued in connection with such offering, and not on this report. 

Securities and other financial instruments discussed in this report, or 
recommended by Gluskin Sheff, are not insured by the Federal Deposit 
Insurance Corporation and are not deposits or other obligations of any 
insured depository institution. Investments in general and, derivatives, in 
particular, involve numerous risks, including, among others, market risk, 
counterparty default risk and liquidity risk.  No security, financial instrument 
or derivative is suitable for all investors.  In some cases, securities and 
other financial instruments may be difficult to value or sell and reliable 
information about the value or risks related to the security or financial 
instrument may be difficult to obtain.  Investors should note that income 
from such securities and other financial instruments, if any, may fluctuate 
and that price or value of such securities and instruments may rise or fall 

and, in some cases, investors may lose their entire principal investment.  
Past performance is not necessarily a guide to future performance.  Levels 
and basis for taxation may change. 

Foreign currency rates of exchange may adversely affect the value, price or 
income of any security or financial instrument mentioned in this report.  
Investors in such securities and instruments effectively assume currency 
risk. 

Materials prepared by Gluskin Sheff research personnel are based on public 
information.  Facts and views presented in this material have not been 
reviewed by, and may not reflect information known to, professionals in 
other business areas of Gluskin Sheff.  To the extent this report discusses 
any legal proceeding or issues, it has not been prepared as nor is it 
intended to express any legal conclusion, opinion or advice.  Investors 
should consult their own legal advisers as to issues of law relating to the 
subject matter of this report.  Gluskin Sheff research personnel’s knowledge 
of legal proceedings in which any Gluskin Sheff entity and/or its directors, 
officers and employees may be plaintiffs, defendants, co-defendants or co-
plaintiffs with or involving companies mentioned in this report is based on 
public information.  Facts and views presented in this material that relate to 
any such proceedings have not been reviewed by, discussed with, and may 
not reflect information known to, professionals in other business areas of 
Gluskin Sheff in connection with the legal proceedings or matters relevant 
to such proceedings. 

Any information relating to the tax status of financial instruments discussed 
herein is not intended to provide tax advice or to be used by anyone to 
provide tax advice.  Investors are urged to seek tax advice based on their 
particular circumstances from an independent tax professional. 

The information herein (other than disclosure information relating to Gluskin 
Sheff and its affiliates) was obtained from various sources and Gluskin 
Sheff does not guarantee its accuracy.  This report may contain links to 
third-party websites.  Gluskin Sheff is not responsible for the content of any 
third-party website or any linked content contained in a third-party website.  
Content contained on such third-party websites is not part of this report and 
is not incorporated by reference into this report. The inclusion of a link in 
this report does not imply any endorsement by or any affiliation with Gluskin 
Sheff.   

All opinions, projections and estimates constitute the judgment of the 
author as of the date of the report and are subject to change without notice.  
Prices also are subject to change without notice. Gluskin Sheff is under no 
obligation to update this report and readers should therefore assume that 
Gluskin Sheff will not update any fact, circumstance or opinion contained in 
this report. 

Neither Gluskin Sheff nor any director, officer or employee of Gluskin Sheff 
accepts any liability whatsoever for any direct, indirect or consequential 
damages or losses arising from any use of this report or its contents.  
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