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1. TSX little changed on U.S. jobs data

(June 03, 2011) Mining stocks led the way to a flat close on the Toronto stock market Friday as latest snapshot of the U.S. economy showed a sharp drop off in job creation and further cemented the view that the U.S. economy is rapidly slowing.

The S&P/TSX composite index was well off early lows, down 1.59 points to 13,517.91. The main index had initially plunged as much as 154 points after the U.S. Labour Department reported that the economy only created 54,000 jobs during May—about a quarter of what was expected just a week ago. The jobless rate edged up 0.1 of a percentage point to 9.1%.

The TSX Venture Exchange was down 2.4 points to 2,055.62.

The bad news from Canada’s largest trading partner sent the loonie down 0.28 of a cent to 102.22 cents US, off the worst levels of the session as the U.S. currency continued to weaken.

Much of the bad employment news had been priced in two days ago after the ADP payrolls firm said that private employers in the U.S. only added 38,000 jobs during the month—much less than the 175,000 expected.

Equity markets registered triple-digit losses, the loonie lost 3/4 of a US cent and many traders dramatically dropped their expectations for May employment growth.

“Anybody that has been paying attention to the data has been looking and seeing a moderation in growth and that is not to be unexpected,” said John O’Connell, CEO of Davis Rea Ltd., adding he’s surprised the market has been so resilient to other negative news recently.

The showing on the TSX left the market more than 800 points below its recent high reached in early March, but O’Connell doesn’t think this warns of a serious slump.

“We’re also not saying we’re going into the garbage dump here.”

The tech sector led decliners with BlackBerry maker Research In Motion Ltd. down $1.33 to $38.15.

Base metal prices ticked higher with the July copper contract up five cents at $4.13 a pound after three days of losses, but the base metals sector moved down 1.04%. First Quantum fell $2.56 to $123 and Ivanhoe Mines lost 97 cents to $22.93.

The energy sector was the strongest sector, up 0.51% as declines in oil prices moderated after concerns that a weaker U.S. economy will translate into lower demand sent crude close to the US$98 level earlier. The July oil contract on the New York Mercantile Exchange was later down 18 cents to US$100.22 a barrel amid U.S. dollar weakness. Suncor Energy advanced 47 cents to C$39.60 while Cenovus Energy climbed 83 cents to $34.96.

The gold sector was also higher as precious metal prices took off following the jobs data with the August bullion contract up $9.70 to US$1,542.40 an ounce. Goldcorp Inc. added 40 cents to $47.98.

Losses were steep in New York where the Dow Jones industrial average fell 97.29 points 12,151.26.

The Nasdaq composite index lost 40.53 points to 2,372.58 while the S&P 500 index dropped 12.78 points to 1,300.16.

The European debt crisis was also on the minds of traders.

Debt inspectors from the European Union and the International Monetary Fund said Greece should receive the next euro12 billion tranche of its existing euro110 billion bailout as long as additional austerity and privatization measures are deemed sufficient. Greece also had to accept unprecedented outside interference in the way it runs its government services.

On the corporate front, Sino-Forest Corp. fell a further $9.23 or 63.83% to $5.23 on heavy volume of 41.5 million shares on top of a 20% slide Thursday. The tumble was triggered after a U.S. financial analyst accused the company of wildly exaggerating its assets and fabricating sales transactions. On Friday, the company denied the allegations and said it has appointed an independent committee of directors to investigate the allegations made by Muddy Waters Research.

Microwave data transmission technology specialist DragonWave Inc. has cuts first-quarter revenue expectations to US$11 million from a prior prediction of $15 million. The revision came after one customer deferred a “significant” shipment of equipment and another suffered regulatory delays. Its shares fell 31 cents to $5.79.

Grande Cache Coal Corp. says its fourth-quarter profits rose to $5.1 million or five cents per share, an increase from $1.4 million, or a penny per share in the same period a year ago. Revenue was $67.3 million, up from $50.7 million and its shares were off a penny at $7.99.

Wal-Mart Stores Inc. has unveiled a US$15 billion share repurchase program as it seeks to reassure shareholders at its annual meeting that the world’s largest retailer is still growing. While international sales are sizzling, the company is still trying to reverse a two-year sales slump at home in the United States. Wal-Mart shares edged up 11 cents to US$53.66.

2. Estate taxes: Don’t rule them out – or in

(June 03, 2011) The estate tax debate lurches back and forth in the U.S., as the legacy of the tax package enacted by the Bush administration in 2001 – with a sunset clause allowing the cuts to expire by 2010 – is contested. In the interim, the Obama administration has applied a patch to keep most of the cuts in effect until 2013.

Still, U.S. debates have little effect on Canadian tax policy, suggests Jack Mintz, the Palmer Chair in Public Policy at the University of Calgary. As he pointed out to the annual conference of the Society of Tax and Estate Practitioners (STEP) in Toronto earlier this week, the Canadian and U.S. tax systems are quite different.

For one thing, Canada hasn’t had an estate tax since 1972; that’s at the federal level. Most provinces followed the federal lead quite quickly and eliminated their own estate taxes, except for Quebec. But, with the demise of the estate tax came capital gains taxation, and importantly, deemed disposition of capital assets on death.

Estate taxes are one member of a grouping of wealth transfer taxes. There are three forms: estate taxes proper, where the estate pays the taxes; inheritance taxes which Mintz suggests are slightly more progressive, in that the heirs are taxed on their differential wealth. A third, more complicated scheme is called accession, whereby each wealth transfer, whether through inheritance or gifts, is taxed.

There are also some backdoor – or indirect – wealth transfer taxes, such as probate fees and land transfer taxes.

The U.S. has, alongside an estate tax, a gift tax – otherwise property transfers could escape estate taxes, by making a “gratuitous” transfer. What is meant by that is the recipient of the gift paid nothing for it – even though the transfer might involve a reduction of taxable liability by the person who makes the gift.

Wealth transfer tax schemes vary in complexity. There may be good reasons to have them, says Mintz, to reduce economic inequality or to promote tax efficiency or simplicity.

On the economic equality front, “the primary role of estate taxes is to reduce inequality in society when wealth accumulates in a few hands,” he says. Also, he notes, “from the point of view of ability to pay, it’s easier for the rich to pay than those who don’t get much of an inheritance.”

However, wealth transfer taxes could give rise to tax-arbitrage schemes; and the simplicity is often vitiated by the administrative costs of levying the tax.

Even then, such taxes don’t raise very much revenue. On average, in OECD countries, the proportion of wealth tax revenue to the total tax take is 0.41%. In the U.S., where the estate tax is highly contested, it is 0.8%.

There is a reason for low tax take, and it has to do with exemptions. It’s not just what level of wealth transfer is taxable – what the threshold is before the tax kicks in, currently $5 million in the U.S. – but what counts as wealth. For political reasons, Mintz notes, much of what would conventionally be considered wealth is not taxed at all. That includes principal residences, farm properties, small businesses assets, charities and so on.

That also applies in Canada, but there are significant exemptions. Like a few other countries, Canada has a deemed disposition regime. On death, all capital property is taxed at its fair market value. The result is a capital gains tax for the estate.

It doesn’t tax total wealth transfers, but only the increase in value. But, Mintz notes, the U.S. has resisted similar deemed disposition rules, even though the capital gains rate is much lower in the U.S. – at 15% – than it is in Canada, where 50% of capital gains are taxable as income.

Canada could, hypothetically, implement a kind of wealth tax, by adding a surtax on deemed dispositions larger than $25 million. “Certainly there are ways of doing wealth transfer taxes in Canada that would not be another estate tax,” he explains.

Still, Canada has moved over the years to spare savings from taxation – in order to encourage investment – while taxing consumption. The GST/HST was part of it. So was the introduction of Tax-Free Savings Accounts.

That makes for two interesting wrinkles. Bequests to children, or others, could be considered a form of consumption, Mintz argues.

Secondly, as tax preferences for savings decrease the tax base, there could be pressure down the road to institute some form of wealth transfer tax.

3. Goldman Sachs subpoenaed, stock drops

(June 02, 2011) Goldman Sachs Group Inc. was subpoenaed by the Manhattan District Attorney’s office over the investment bank’s activities leading up to the financial crisis, a person familiar with the matter told The Associated Press. 

Shares of Goldman fell nearly 2 per cent to $133.88 a share Thursday after Bloomberg News reported that the bank had been subpoenaed. Goldman’s shares are down 20 per cent so far this year and are at levels not seen since last July. 

Goldman has been watched by lawmakers and regulators since marketing risky investments that bet on the housing market’s success just before the mortgage meltdown. Simultaneously the bank reaped billions of dollars from its own bets that the housing market would collapse. Those gains have also made it the target of intense media scrutiny and public outrage. 

“This is just another thorn in Goldman’s side,” says Peter Henning, a professor of law at Wayne State University in Detroit. The government’s request for information from Goldman is the first stage of an investigation, but it does not mean the company will necessarily face any charges, Henning says. 

The subpoena follows the April release of a 639-page Senate report that showed Goldman had steered investors toward mortgage securities it knew would likely fail. 

The report, which was the result of a Senate panel investigation of the financial crisis, found that Goldman marketed four sets of complex mortgage securities to banks and other investors. The report said the firm failed to tell the banks and investors that the securities were very risky, secretly bet against the investors’ positions and deceived them about its own positions. The report concluded this was part of Goldman’s effort to shift risk from its balance sheet to those of investors’. 

Sen. Carl Levin., D-Mich., who heads the panel, said at the time the report was released that he planned to convey findings to the Justice Department and the Securities and Exchange Commission for possible further investigation. 

Sen. Levin’s spokesman, Bryan Thomas, said the senator had no comment. 

One Goldman investor questioned what new material the Manhattan District Attorney might be looking for in its investigation. 

“I think the news here is that you really can’t tell how much more of this there’s going to be. Did the SEC settlement eradicate all the termites?” said Michael Farr, president and chief investment officer of the Farr, Miller & Washington investment firm, which owns 60,000 Goldman shares. 

Well-known bank analyst Dick Bove cut his rating on Goldman to “sell” shortly after the congressional report was released. He said Thursday that he believes the storied investment bank will continue to endure confrontations from the government “until it shows serious contrition.” 

Last summer, Goldman agreed to pay $550 million to settle civil fraud charges by the Securities and Exchange Commission of misleading buyers of mortgage-related securities. The agreement applied to one of the four deals cited by the Senate subcommittee. 

Goldman acknowledged that its marketing materials for the deal at the centre of the charges omitted key information for buyers. But the firm did not admit legal wrongdoing. 

To date, Goldman also is being investigated by Massachusetts state regulators, the Commodities Futures Trading Commission and the Financial Industry Regulatory Authority, according to Brad Hintz, an analyst at Sanford Bernstein. 

Hintz, in a report that came out on Wednesday, noted that Goldman has been losing in the court of public opinion. But he believed the firm was too big to be charged criminally because of the strain such a prosecution could put on the financial system and economy. 

“Indicting a ‘too big to fail” financial institution, like Goldman Sachs, is a dangerous undertaking“ Hintz said in the report. 

A spokeswoman for Manhattan District Attorney Cyrus Vance Jr. said the office had no update regarding Goldman. Goldman spokesman David Wells said the company doesn’t comment on specific regulatory or legal issues, but co-operates when it receives a subpoena. A subpoena is a request for information and doesn’t mean that a company has done anything wrong. 

4. Canadians continue to borrow

(June 01, 2011) Canadians’ average non-mortgage debt grew 4.5 per cent to $25,597 in the first quarter compared to a year earlier, signaling that consumers aren’t necessarily clamping down on borrowing even as they rein in spending. 

Total debt per consumer, including credit cards, car loans and lines of credit but excluding mortgages, was up from $24,497 in the same quarter of 2010, according to a quarterly analysis by TransUnion. 

Total consumer debt rose in all provinces but increased the most in Quebec and Newfoundland and Labrador, with debt rising by 7.8 per cent in both provinces, while British Columbians had the highest average consumer debt at $36,649. 

“Our first quarter data shows a continued increase in the total debt per consumer, although the trend still remains modest compared to the double-digit, pre-recession levels,” said Thomas Higgins, TransUnion’s vice president of analytics and decisioning. 

Average credit card debt – which is often the most expensive because of high interest rates – fell four per cent to $3,539 from $3,688 in the fourth quarter, when Canadian spending ramped up for the holiday shopping period, and remained stabled compared with the first quarter of 2010. 

But in a sign of troubled credit health, the national credit card delinquency rate – the ratio of credit card accounts that are 90 days or more overdue – grew 11 per cent from the first quarter of 2010. 

The average borrower debt on auto loans was also up in the quarter – by 12.4 per cent to $16,189 from $14,402 in the first quarter of 2010. The delinquency rate on auto loans fell slightly to 0.1 per cent from 0.13 per cent a year ago. 

Lines of credit are the most popular form of consumer debt, excluding mortgages, accounting for more than 41 per cent of outstanding debt at the end of the first quarter. Debt on lines of credit stood at an average $33,981, up 5.9 per cent from $31,867 in the first quarter of 2010. 

There have been warnings, including from Canada’s top central banker that consumers should take care to rein in their borrowing – which has pushed up individual debt levels since the 2008-09 recession and subsequent recovery. 

Data released earlier this week showed that consumer spending slowed during the first quarter, to just 0.1 per cent growth. The slowdown in spending has led some observers to believe consumers are focused on consolidating debt after borrowing heavily during the recession. 

Major Canadian banks noted during their latest quarterly reports that they’ve seen a slow down in Canadian borrowing, though their figures include mortgages, a market that is dropping off as the housing market cools. 

Finance Minister Jim Flaherty said Tuesday he’s not concerned about a slowdown in consumer spending, as it suggests Canadians are heeding official warnings about spending beyond one’s means. 

However, the weakness in consumer spending also reflects the fact that higher energy and particularly gasoline prices are taking a bigger bite out of household budgets, leaving less for other forms of expenditures. That, combined with high levels of indebtedness, is expected to weigh down purchases going forward. 

The analysis is based on anonymous credit files of all credit-active Canadians. 

5. Inflation pummels bond market

(May 30, 2011) Inflation expectations are on the rise in Canada. It seems its time for investors to ditch the bond market and dive into an equity market primed for plum pickings.

“As the result of the inflation expectation rising, we will at some point in time see bond yields rise,” says Paul Taylor, chief investment officer, BMO Harris Private Banking. “For those who are investing in the bond market, that will mean capital losses on their bond portfolio. It probably means your total return on a bond portfolio could be flat and even negative going forward.”

Advisors and investors need not panic. Taylor says stocks and cash can counterbalance this risk.

“I’d rather be in a juicier dividend paying common equity where you have at least better coupon income,” he said.

Apart from dividend stocks, elevated energy prices offer another area with some good potential. “Our general stance has been to go to equities over bonds and cash, and go to cyclical stocks over non-cyclical stocks at this point in time in the capital market cycle because we still believe that we’re in relatively early stages of multi-year global economic recovery.”

Advisors would do well to keep an eye on inflation and hedge against it. “Beware of those assets that do not provide attractive inflation protection; there is a large potential for a non-happy ending,” says Taylor. “Precious metals, base metals and energy are certainly areas that provide better downside protection in an inflationary environment.”

So how is inflation playing itself out in Canada? There is much noise about inflation—and the impending interest rate hike—and investors are struggling to make sense of it all.

Inflation is bit of a concern, admits Taylor but suggests investors take a step back and look at the big picture for some sense of perspective.

“We know the top-line inflation number is being dramatically affected by energy prices, gas prices specifically,” he says. “We know that consumers are paying more at the pump and that’s causing the top-line inflation number to move to the upside; in addition, food price inflation is a reality.”

Even after discounting the volatility of food and energy, inflation in Canada is still running at 1.7%, well within the Bank of Canada’s (BOC) 1% to 2% range. Taylor, however, fears “inevitably higher energy and food prices will end up being passed through [to] the core inflation.”

“There is no doubt we’re developing some upward pricing tendencies; and we will have to watch carefully to see how this plays out.”

That would inevitably involve keeping tabs on economic developments south of the border where the tenuous recovery is still taking hold. Taylor is betting against the U.S. Federal Reserve removing the punch bowl from the party in the immediate future.

“They are going to wait until we have had three or four quarters of decent employment growth”, he says. “They are going to look to see that inflation has truly started to become a clear issue before they start moving higher.”
Bottom line, he doesn’t see U.S. interest rates rising this year, but the ever-cautious Bank of Canada is a different story. Maybe this fall they will get ahead of the Fed, with a rate hike possibly coming in September or October.

A recent announcement from the C.D. Howe Institute seems to go a step further. It suggests the Bank of Canada raise the overnight rate after putting it off for five consecutive announcements since September 2010, the last time it raised the rate to 1%.

The Institute’s Monetary Policy Council recommended that the Bank of Canada raise its target for the overnight interest rate to 1.25% at its next announcement on May 31, 2011.

“The Council further recommended raising the target rate to 1.50% at the following announcement on July 19, 2011, followed by increases that would take it to 1.75% in December 2011 and 2.25% in May 2012,” the institute said in a recent release.

Have a nice and fruitful week!

