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1. Market closes for Friday, December 18, 2009:
	North American markets
	


	 
	Close
	Change
	YTD

	Dow Jones
	10,328.89
	+20.63 or +0.20%
	+17.69%

	S&P 500
	1,102.47
	+6.39 or +0.58%
	+22.06%

	NASDAQ
	2,211.69
	+31.64 or +1.45%
	+40.24%

	TSX Composite
	11,463.40
	-9.66 or -0.08%
	+27.55%


	International markets
	


	 
	Close
	Change
	YTD

	Nikkei
	10,142.05
	-21.75 or -0.21%
	+14.48%

	Hang Seng
	21,175.88
	-171.75 or -0.80%
	+47.18%

	SENSEX
	16,719.83
	-174.42 or -1.03%
	+73.31%

	FTSE 100
	5,196.81
	-20.80 or -0.40%
	+17.20%

	CAC 40
	3,794.44
	-36.38 or -0.95%
	+17.91%

	DAX
	5,831.21
	-13.23 or -0.23%
	+21.23%


	Bonds
	


	Bonds
	$Current
	$Previous
	%Yield

	Cdn. 10-year bond
	102.74
	103.03
	3.41

	Cdn. 30-year bond
	116.40
	117.30
	4.01

	U.S. 10-year bond
	98.62
	99.17
	3.47

	U.S. 30-year bond
	99.56
	99.39
	4.41


	Currency
	


	BoC Close
	Today
	Previous

	Canadian $
	0.9381
	0.9421

	US $
	1.0660
	1.0605

	
	
	


	Euro Spot Rate
	Today
	Previous

	Canadian $
	0.6544
	0.6515

	Euro
	1.5281
	1.5350


	Commodities
	


	Gold
	AM
	PM

	London Gold Fix ($US)
	$1,106.50
	$1,104.50


	Oil
	Open
	Change

	WTI Crude Future (US)
	$72.98
	+0.33 or +0.45


2. RBC DS probed in hidden wealth audit

(December 14, 2009) A global crackdown on those using Liechtenstein to hide wealth and evade taxes has led investigators to RBC Dominion Securities. 

An application filed in Federal Court says the Canada Revenue Agency believes at least three investment advisers with the firm helped taxpayers hide investments and other income in the principality. 

A CRA audit has led to more than a dozen Canadians who allegedly used a division of a Liechtenstein bank, LGT Treuhand, to conceal their wealth abroad. 

The Globe and Mail reports identified clients include a former B.C. provincial politician, a deceased Alberta mayor, three lawyers and a restaurateur. 

The chief executive of RBC Dominion says the firm is co-operating with auditors and denied that his firm promoted the tax haven. 

No charges have been laid against Canada's largest brokerage firm and the allegations have not been proven in court. 

For the past two years, federal auditors have interviewed RBC Dominion clients and employees and contacted officials in Liechtenstein and Switzerland. The newspaper says the agency has twice asked Federal Court judges to compel the firm to hand over files. 

The investigation is part of an international sweep that began with an LGT Treuhand document scanner named Heinrich Kieber. It was Kieber who, in 2006, contacted the German intelligence service with hints about confidential information that he had taken from LGT, which is owned by Liechtenstein's royal family. Eventually the names of more than 1,400 clients had been shared with tax agencies around the world. 

The Canada Revenue Agency will say only that the inquiry was sparked by a "confidential informant." It has dubbed its probe of the Liechtenstein accounts "Project Jade." 

3. Feds clarify GST/HST rules on funds

(December 15, 2009) The federal government has issued a notice aimed at clarifying the application of GST and HST to certain services inherent in investment funds. 

The taxes are meant to apply to administrative, management and promotional services which are not deemed to be "financial services" under the Excise Tax Act.

Under the act, the following are not considered to be financial services: 

• investment management services, including discretionary investment management services;
• facilitatory services, comprising market research, product design, promotional services, advertising and the collection of information; and 
• credit management services in respect of a credit or charge card or similar payment card, or a credit, charge or loan account such as credit checking, authorization, valuation, record keeping and monitoring and dealing with payments. 

The government will introduce legislation to codify these matters at an early opportunity.

"It is very important that the Goods and Services Tax rules be clear in order to reduce the compliance burden on business," said Jim Flaherty, Minister of Finance. "The information that the government released today will clarify for financial services businesses their GST responsibilities." 

4. Carney warns of higher interest rates

(December 16, 2009) Bank of Canada governor Mark Carney issued a warning to Canadians and the chartered banks Wednesday: interest rates are going up and they should take care not to get caught out.

Expanding on previous warnings, the bank governor told a business audience in Toronto that the current low interest rate environment may be luring Canadians to borrow too much, and banks to extend loans they will later regret. 

Canadians have taken on more debt even during the recession, which is unusual, Carney said. 

But while Canadians may be able to afford the added debt burden now when interest rates are at historic lows, they may get caught short when rates return to more normal levels. 

"The combination of sustained growth of household debt relative to income and a rising interest rate environment could increase the vulnerability of households to an adverse shock," he said in notes on the speech released by the central bank in Ottawa. 

The bank governor did not say when he expects interest rates to start rising, although economists believe Carney will make his first move on his lower-bound 0.25% policy rate in mid-2010. That would be after the bank's conditional commitment to stand still on the rate until the end of June. 

It is not the first time Carney and the central bank have voiced such concerns, most recently last Thursday in the central bank's semi-annual Financial Systems Review, which cited household debt as the number one risk factor to Canada's economic well-being. 

Since, there has been more evidence that Canadians have not paid heed. The Canadian Real Estate Association reported Tuesday that Canadians continued to snap up houses at near-record levels, increasing their purchases of resale homes by 73% in November. 

Carney said there are already signs that Canadians are getting in over their heads.

He notes that personal bankruptcies jumped by 41% in the July-to-September period from a year ago and are now at the highest level as a proportion of the population since 1991. 

As well, delinquency rates are rising and the proportion of mortgage payments in arrears by three months or more have increased by 50% in the past year. 

The Canadian economy is particularly vulnerable to household defaults since consumers are expected to be the key driver of economic recovery, the governor said.

But Carney added that while Canadian consumers have a responsibility to avoid credit risks, so do financial institutions. 

"Financial institutions should actively monitor risk stemming from households and not take comfort from mortgage insurance and past performance of household credit," he said. 

"As our simulations suggest, the overall credit profile of Canadian households could well shift if debt continues to grow at current rates." 

Carney noted that he still believes the Canadian economy is coming out of the recession and will grow in the next few years. 

He said he expects Canada to outperform the other G7 countries with a 3% advance in 2010, but said growth going forward will be more modest than previous post-recession bounce-backs. 

5. Insurance industry rose to 2008 challenge

(December 16, 2009) There has been plenty of anecdotal evidence suggesting that insurance is a good hedge against a downturn in the stock market, as clients seek out products with guarantees.

Now there is empirical evidence to back that up, as the CLHIA released data on 2008. In one of the toughest years in decades for the financial services sector, total insurance industry premiums for all lines of business rose 3.8% to $76.3 billion.

In a time when the investment industry was talking a beating, insurance industry assets declined by just 4.8% to $411 billion.

"The positive results released today demonstrate that our industry continues to offer products and services that are important to Canadians, and that the industry is well positioned for further growth as the economy rebounds" said Frank Swedlove, president of the CLHIA.

Annuity premiums set a record in 2007, but still managed to rise another 1.2% in 2008, to $34.7 billion. Premiums for supplementary health and disability insurance products rose 7.4% to almost $26.7 billion and life insurance increased 3.7% to $14.9 billion. 

6. Recession's over! Now what?

(December 17, 2009) The Great Recession of 2008-2009 is officially over, according to economists from three of Canada's larger financial institutions. But charting a course in 2010 could prove difficult, as central banks balance inflation risks against choking off growth. 

"The global economy and recovery remain fraught with risk," notes TD's senior vice-president and chief economist, Don Drummond. "So far, the global recovery has been underpinned by strengthening financial markets, as well as rebounding housing markets, industrial production and consumer spending. To this point, it's been a well-synchronized dance." 

But he suggests it will be a slow dance. 

The biggest threat to the recovery will be the unwinding of the monetary stimulus policies used to stave off the financial collapse in the first place. Drummond says central banks will require "surgical precision" in the timing of interest rate hikes. 

"In many ways, successfully negotiating economic recovery is a bit like a Goldilocks scenario," says Drummond. "It can't be too hot or too cold - it's got to be just right. But it would be foolish not to keep in mind the various risks involved. Analysts and investors will need to be fleet of foot to adjust to evolving circumstances and risks." 

Interest Rates 
The Bank of Canada will begin raising interest rates in early 2010, according to a report out of National Bank, with the overnight rate rising from 0.25% to 1.50% by the end of the year. 

Desjardins Group does not see the Bank of Canada raising rates before autumn, as North American core inflation should not exceed 1%. The U.S. Federal Reserve may even wait until 2011 before raising rates. 

U.S. 
A number of factors will limit growth in the U.S., according to Drummond. Financial institutions remain highly risk-averse, limiting the amount of credit available to businesses. At the same time, consumers will hold off on spending. These factors combined will keep job creation low, and the economic growth may top out at 2.7%.

National Bank is predicting U.S. growth with reach 3.4%, fuelled by surging corporate profits and improving labour markets. One possible anchor on growth could be the consumer, whose battle with debt could forestall spending. 

Canada 
Drummond predicts the Canadian economy will grow by 4% in the final quarter of 2009, with full-year growth of 2.7% for 2010. 

Economists from National Bank agree that the Canadian recovery is already underway, predicting "respectable" growth of about 2.9% in the coming year. 

Currency 
The Canadian dollar will dip in the near term, National Bank predicts, as a recovery in the American labour market boosts sentiment and the greenback. But the loonie will recover by the end of 2010, as global expansion drives demand for commodities. 

Desjardins takes a contrary view on the dollar, expecting the loonie to reach parity by summer on the back of higher oil prices. The higher dollar will hurt the manufacturing sector, which could limit economic growth in Ontario. 

Global 
"Central banks and governments around the world have done their utmost to loosen up credit markets in the past year. Their massive injections of liquidity are bearing fruit: credit markets are normalizing and economic growth has resumed in many countries and regions," says Stefane Marion, chief economist and strategist of National Bank Financial Group. "A 4% rebound of world GDP next year seems increasingly plausible." 

Economists at Desjardins Group are a little more conservative with their prediction, saying full-year global growth for 2010 will be 3.4%, before ramping up to 3.8% in 2011. 

The recovery will be led by emerging markets, which will account for roughly two thirds of global growth, according the National Bank's assistant chief economist Yanick Desnoyers. 

Desjardins agrees the emerging markets will be leaders with a growth rate in excess of 5%. China and India will continue to dominate growth in the developing world, due to the immensity of their markets. 

The industrialized world will only record 1.8% growth in 2010, rising to 2.0% in 2011, Desjardins' economists predict, with Canada and the U.S. leading the pack with better than 2% growth in each year. 

"The road to recovery for the global financial system will not be free and clear of further pain, but ultimately, additional disturbances will be absorbed," says Drummond. He predicts that global growth for 2010 will top out around 3.8%

Investing 

TD offers no guidance specific predictions on investment opportunities, but both National Bank and Desjardins offered up prognostications on the stock markets. 

"Even after this year's substantial rally of global equity prices, valuations remain attractive," says National Bank's Marion. "We see the Canadian market advancing another 10% in 2010." 

Desjardins Group vice-president and chief economist François Dupuis is a little more optimistic, predicting the S&P/TSX will rise 11.3% in 2010 and 9.4% in 2011. South of the border, the S&P 500 should gain 13.6% in 2010 and 8.0% in 2011, he says. 

7. Are Canadians building debt bubble?

(December 18, 2009) While Canadians are in better financial shape than majority of the developed world, we are using low rates to quickly ratchet up debt. And economists say it's not necessarily a bad thing.

Overextended household balance sheets – especially in the U.S. and U.K. – were ultimately the root cause of the global financial meltdown. Canadians with government-imposed mortgage insurance and a generally higher level of savings were able to avoid the catastrophic collapse in real estate prices experienced in the U.S. 

However, Canadians are now ratcheting up their debt levels as evidenced by the rapid-run up in property prices in urban housing markets. Bank of Canada governor Mark Carney recently expressed concerns that Canada is building a home grown debt-bubble set to burst when interest rates rise. 

He suggested Canadians are not adequately preparing themselves for a environment of rising rates within the next 18 months. 

A new report by CIBC World Markets presents a partial rebuttal to Carney's comments.

"Make no mistake: Canada is not doomed to see a U.S.-style housing and mortgage blow-up," says CIBC's chief economist Avery Shenfeld in the bank's latest Economic Insights report. "There are three lines of defense for those with high debt service ratios that the BoC analysis ignored." 

Shenfeld adds, "One, some mortgage holders will have substantial home equity, even allowing for a house price slide, and [these homeowners] could downsize. Two, others have high debt payments because they are making accelerated pay-downs of principal, which they could stop. Three, history suggests that many will jump into fixed mortgages in time to avoid the full brunt of the variable rate shock. The result is that the number of Canadians truly at risk could be substantially less than the (Bank of Canada's) estimate."

Setting themselves up for trouble

Some Canadians are clearly going to be over their heads. 

At just under $350,000, the report estimates that the current average Canadian house price is roughly 7% higher than they should be, based on market fundamentals such as interest rates, income growth, rents and demographics. Prices are most overvalued in western Canada.

In addition, the report highlights that mortgage credit is now rising at a year-over-year rate of more than 7% and the household debt-to-income ratio rose to a new all-time high of more than 140%. Not only was this past recession arguably the worst in the post-war era, it's also the only recession during this period when real household credit continued to expand through a recession. 

"Given that the current overvaluation is occurring in a context of historically low interest rates, what we are most likely witnessing is a temporary period of exuberance that is 'borrowing' activity from the future, as households take advantage of lower rates and accelerate their borrowing and home purchasing activities," says Benjamin Tal, senior economist at CIBC. "The reality is that in the past, interest rates have played only a minor role in driving mortgage default rates," he adds. 

Tal adds that rising unemployment is much stronger risk to the health of debt servicing.

"Historically, it's clear that mortgage arrears rates are highly correlated with the unemployment rate, with little or no correlation with changes in interest rates. The same goes for the economy in general. Over the past three decades, personal bankruptcies have risen twice as fast in an environment of falling interest rates than in an environment of rising rates," Tal says. "The logic here is obvious. Interest rates rise when the economy recovers, and the benefits to employment and incomes of an improving economy easily offset the sting of higher interest rates on debt service costs." 

While concerned about the undue risks Canadians may be taking with their money, Sal Guatieri, a senior economist at BMO Capital Markets, says domestic demand created by the housing boom is sustaining a fragile economic recovery. 

"The strong domestic demand will offset the demands on the external side, keeping our economy moving forward. Rising debts do make Canadians more vulnerable to an economic shock, which could occur as either a spike in interest rates or a new economic recession," he says. "We expect interest rates to rise in the middle of next year but do so gradually, not aggressively. I think the Bank of Canada realizes that if it raises rates too fast, some vulnerable households will just pull back too quickly and that will tip the economy into recession." 

With few other sectors of the economy firing on all cylinders, Guatieri says even with rising rates, an inflationary cycle is unlikely. 

"There is a lot of slack in the economy — unemployment remains high, so the Bank of Canada has time to renormalize policy. Inflation should not be a problem for several years," he says. "We're certainly monitoring the Canadian housing market because it plays an integral role in the total Canadian economic outlook. The housing market is likely overvalued &151; we estimate about 1/3 or 30% overvalued in relation to incomes and rents. That means the market is susceptible to a correction if interest rates rise too quickly." 

Canadian borrowers do have to account for whether they can still comfortably carry their debt-loads if either home prices drop or interest rates rise 1% to 2%.

"Canadians should be careful not to take on too much debt and if they can, they should use their interest rate savings to pay down their mortgage. When it comes to refinancing four or five years down the road it will almost certainly be at higher interest rates," Guatieri says. 

8. Regulators to consider ABCP settlements

(December 18, 2009) Regulators have announced hearings to consider settlements with firms involved in the sale of non-bank asset backed commercial paper, the market for which collapsed in 2007.

The Investment Industry Regulatory Organization of Canada will convene a hearing panel on Monday to consider settlement agreements reached with Canaccord Financial, Credential Securities, and Scotia Capital.

According to the regulator, the firms did not adequately respond to "emerging issues" in the market for ABCP issued by Coventree, the firm at the heart of 2007's market seize-up for non-bank ABCP.

Also on Monday, the Ontario Securities Commission will convene hearings on ABCP settlements reached with CIBC World Markets and HSBC Bank Canada. 

According to the OSC, both CIBC and HSBC:

"engaged in conduct contrary to the public interest by failing to adequately respond to emerging issues in the third-party asset-backed commercial paper ("ABCP") market insofar as they continued to sell third-party ABCP without engaging compliance and other appropriate processes for the assessment of such emerging issues." 

Agreed penalties are believed to range from about $1 million, to as high as $70 million.

In January 2009, the Pan-Canadian Investors Committee for Third-Party Structured Asset-Backed Commercial Paper announced a restructuring plan, thawing out roughly $32 billion in frozen third-party ABCP.

Season’s Greetings!

Happy New Year!
Look for the next issue of “Weekly Updates” on January 08, 2010

