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2019 Equity Returns

COUNTRY STOCK INDEXES TOTAL RETURN  
(with dividends re-invested in native currency) TOTAL RETURNS SINCE 2008

China Shanghai Composite +39.19% -0.35%

Brazil Ibovespa +31.58% +6.08%

United States S&P 500 +31.48% +9.08%

MSCI Global Index MSCI Global Index +28.44% +6.16%

Europe Stoxx 600 +27.75% +4.75%

Australia S&P / ASX 200 +24.99% +6.55%

Canada S&P/TSX +22.84% +4.83%

Japan Nikkei +20.69% +5.65%

India S&P BSE Sensex 30 +15.66% +7.59%

Mexico Mexican Bolsa +7.58% +5.06%

Data Courtesy of Bloomberg LLP
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Bolstered by interest rate cuts by the US Federal 
Reserve throughout the year, the stock market in 
2019 enjoyed a retracement to previous highs set in 
September 2018.

In the chart above, the Shanghai Composite Index, 
China’s major stock market, was down 23% in 2018 but 
led the way with a major turnaround in 2019, up 39.19% 
in its own native currency.

One of the major mistakes investors often make is to 
chase returns as their thinking is linear. Since China had 
big returns in 2019, they may believe it should continue 
to make similar returns in the future.

Unfortunately, stock markets don’t behave that way. 
Instead of making investment decisions based on one 
year, it’s more important to consider returns since we 
were last in recession and at market lows. Above, the 
column on the far-right side shows total returns since 
2008.

While China’s stock market enjoyed sizeable returns in 
2019, long-term investors in the region have had little to 
sing about. Over the last 11 years, the chart above shows 
that China’s stock market was indeed a laggard. Its total 
compound return of -0.35% underperformed all other 
countries. 

That’s why it’s better to spread your investments around 
rather than just try to chase the hottest markets. There’s 
no guarantee those sky-high returns will continue.

What moved the markets in 2019

The S&P ended up with a total return of 31% in 2019. 
This was similar to market returns in 2013 (up 29%) and 
the second-best year for the market since 1997. Unlike 
those years, however, profits in 2019 dropped. All the 
market upside came from multiple expansion.

This was the result of three quarter-point rate cuts by 
the Federal Reserve last year. The impact of the cuts 
left investors with nowhere else to turn but to the stock 
market as bond yields became unattractive as U.S. 

yields hovered around 1.50% for terms of 3 months up 
to 5 years.

Sectors that benefitted from falling rates

The Information Technology sector posted a 50% total 
return and accounted for 32% of the S&P 500 Index 
return. Financials contributed 14% to the index return, 
followed by Communication Services at 11%.

Apple (up 89%) and Microsoft (up 58%) were the top 
two contributors to the S&P 500 Index gain in 2019. In 
fact, combined, the two firms accounted for 17% of the 
entire S&P 500 index return.

This is known in the industry as the “crowded trade” 
because index funds, mutual funds and exchange-
traded funds are overweight in these stocks.

Usually, when stocks become the highest valuation 
by market capitalization, they tend to underperform 
in future years and should usually be avoided. Nortel 
Networks and Royal Bank of Canada are examples that 
enjoyed similar lofty valuations on the S&P / TSX Index 
prior to their eventual fall.

Another Tech Bubble on the horizon?

In 1998, the U.S. Federal Reserve delivered 75 basis 
points of “insurance cuts” and the S&P 500 rallied 
by 27%. And, like 2019, valuations exploded. Price 
multiples expanded from 18 times earnings to 23 times 
and accounted for nearly all the index return.

Back then, Russia defaulted on its sovereign debt and 
the hedge fund, Long-Term Capital Management, 
collapsed because most of its investments were in 
Russian bonds - not a diversified portfolio. Treasury 
yields fell from 5.8% to 4.7% and, as a result, technology 
stocks rallied (up 77%) and accounted for 35% of the 
index return.

The Bloomberg charts below illustrate how investors 
have shunned most investments to pile into the 
technology sector, many buying with no concept that 
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their tech funds could ever be ravaged the way they 
were in 2000.

The argument today is that tech stocks, 
compared to the late 1990s, have actual 
profits, are flush with cash, have vast potential 
runways of growth involving cloud computing, 
blockchain and artificial intelligence. They also 
trade at P/E multiples that are half what they 
were then.

These are all valid arguments, but at the end of 
the day, when companies get to a certain size, 
they begin to suffer from slower growth, which 

hampers their ability to raise their profits at rates they 
once did.

Below is a chart on page 4 (courtesy of CNBC) 
of Microsoft Corp. and the growth / decline 
of their various businesses in the past 12 
quarters. Of 12 categories overall, only 6 have 
experienced continuous growth. 

Cloud computing growth (Azure) has fallen 
from 93% in the second quarter of 2017 to 59% 
in its last fiscal quarter. 

In Microsoft’s last quarterly conference call, 
Amy Hood, the company’s Chief Financial 
Officer, called for fiscal second quarter revenue 
of $35.15 billion to $35.95 billion. The middle of 
the range, $35.55 billion, was below the $36.02 
billion Refinitiv consensus estimate.

If revenues are slowing, pressure builds for 
Microsoft to keep their costs under control or 
use share buybacks and accounting tricks to 
keep earnings per share in line with previous 
growth expectations.

Chart Courtesy of Bloomberg LP

Chart Courtesy of Bloomberg LP

The next chart provides a look at where we are 
today. It is eerily similar to the one above, as the 

tech sector began to outperform the S&P 500 
Index in 2017. That acceleration hasn’t stopped.

The first chart illustrates the outperformance of the Nasdaq 
Composite index (the blue line) starting in 1997. The white line 
represents the S&P 500 Index and the grey line shows the returns 
of an investor with an “average” risk portfolio with 60% in stocks 
and 40% in fixed income.
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At what risk?

While the Nasdaq 100 
Index return in 2019 
sounds great and may 
lead to questions about 
why anyone should 
invest elsewhere, the 
nominal 39% return 
does not take into 
consideration the risk 
associated with such a 
return.

The volatility, or beta, of 
the Nasdaq 100 Index 
is 1.39, meaning that 
its risk-adjusted return 
in 2019 was only 28% 
(39% divided by 1.39), 
below the 31% that the 
more diversified S&P 500 Index earned last year.

This implies that holding only a technology-laden 
ETF was riskier than just owning the S&P 500 Index 
ETF. Investors will learn this lesson if or when the tech 
market falls.

For example, if the S&P 500 Index drops 40%, one may 
expect the Nasdaq Index to fall 56% (40% x 1.39). This 

means that if you had $1,000 invested in a technology 
ETF and after two years of +39% and -56% returns, you’d 
have only $611 left. You’d then need to make 63% just to 
get back to break-even of $1,000.

It’s important, therefore, that investors understand 
the importance of risk-adjusted returns, not nominal 
returns.
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FUN WITH MATH: DON’T BLINDLY BUY ETFs

As noted above, understanding risk is just as important as earning returns. It’s 
also prescient to understand how and why companies earn the long-term returns 
that they do.

Below is a 30-stock portfolio of companies (we own them in aggregate but not all 
clients own them) that we introduced in our December 31, 2018 newsletter where 
we discussed Alpha as an investment concept.

This time, we’ll discuss the financial metrics that make a company an above-
average investment and compare them to the stocks within an index.

Before we get to that, we need to bring in the lawyers to provide the usual 
disclosure that this is a hypothetical portfolio. We haven’t owned the stocks for 
the entire 10-year period below so they’re not indicative of our returns nor are 
there any guarantees that the performances below will continue in the future.

“The portfolio listed below contains hypothetical data. Specifically, returns of the 
portfolios represent hypothetical rather than actual returns. Hypothetical results 
differ from actual performance insofar as they have the benefit of hindsight 
in the selection of securities based upon their actual rather than prospective 
performance. The following hypothetical performance is for illustrative purposes 
only and is not a guarantee of future results. This is not a recommendation, nor 
an offer to sell or buy, the securities described herein.”

Hypothetical Portfolio Compound Annual Returns 
(Dividends re-invested; in CAD$)

“Understanding 
risk is just as 
important as 

earning returns.

”
COMPANY SYMBOL 1-YEAR 

RETURNS
3-YEAR 

RETURNS
5-YEAR 

RETURNS
11-YEAR 

RETURNS

A.O. Smith AOS US +8% +0% +15% +24%

Balchem Corp. BCPC US +24% +6% +12% +21%

Becton Dickinson BDX US +16% +18% +19% +15%

Chubb Ltd. CB US +17% +7% +11% +13%

CN Rail CNR CN +18% +11% +10% +16%

Coloplast A/S COLOB DC +31% +24% +13% +23%

Cognex Corp. CGNX US +39% +20% +25% +26%

Danaher Corp. DHR US +42% +25% +22% +17%

Dassault Systemes DSY FP +33% +28% +25% +19%
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The table above shows the compound annual returns 
of each stock and goes back 11 years to include the 2008 
market collapse. That way, it gives investors a better 
barometer of long-term performance. The returns are 

converted to Canadian dollars and 
include re-invested dividends.

We’re comparing the Hypothetical 
portfolio to the MSCI Global Index 
(as we did last year for consistency) 
but also added the Dow Jones 
Industrial Index and Nasdaq 100 
Index returns for comparison.

The Dow is made up of only 30 US 
stocks so we could quickly provide 
financial metrics as the larger 
indexes (the S&P 500 and the MSCI 
Index) include too many names 
and are too time-consuming to 
calculate.

The Hypothetical portfolio has 
continued to enjoy solid returns. 
It’s outperformance over the years 
can be explained below, starting 
with the investment metrics. Before 
we go there, however, we need to 
understand that Exchange-Traded 
Funds (ETFs) and Index Funds may 
not be the best investment for 
investors. The reason may be found 
in the history of its predecessor: 
Mutual funds.

The Weakness of Exchange-Traded 
Funds (ETFs) or Index Funds

In the 1960s, investors flocked to 
the stock market in unprecedented 
numbers. Over the course of ten 
years, investments in mutual funds 
more than tripled. By the end of the 
decade, 31 million Americans owned 
some form of stock. Mutual funds 

had only recently become available to investors, and 
many people wanted to capture a piece of the new and 
exciting financial markets.

COMPANY SYMBOL 1-YEAR 
RETURNS

3-YEAR 
RETURNS

5-YEAR 
RETURNS

11-YEAR 
RETURNS

EssilorLuxottica SA EL FP +17% +11% +10% +11%

Femsa FMX US +6% +8% +5% +12%

Halma plc HLMA LN +55% +36% +25% +22%

HDFC Bank HDB US +17% +27% +24% +17%

Heico Corp. HEI US +41% +40% +33% +25%

Intertek Group plc ITRK LN +23% +22% +21% +17%

Jardine Matheson JM SP -22% +2% +3% +11%

Lindsay Corp. LNN US -4% +9% +6% +6%

Littelfuse Inc. LFUS US +7% +8% +18% +19%

Lindt & Sprungli LISP SW +22% +15% +13% +11%

NextEra Energy NEE US +36% +28% +24% +17%

Novo-Nordisk NV NVO US +23% +19% +12% +18%

Novozymes A/S NZYMB 
DC +7% +13% +7% +10%

Paychex Inc. PAYX US +28% +14% +19% +14%

Rollins Inc. ROL US -11% +14% +22% +20%

Roper Technologies ROP US +27% +24% +21% +19%

Stryker Corp. SYK US +29% +20% +21% +13%

Thermo Fisher Scientific TMO US +39% +31% +24% +18%

Toromont Industries TIH CN +32% +20% +22% +15%

TD Bank TD CN +12% +7% +10% +10%

Unilever NV UN US +5% +14% +14% +10%

Portfolio Total Returns +21% +17% +17% +16%

Dow Jones Index Returns +20% +15% +15% +14%

Nasdaq 100 Index +32% +21% +19% +16%

MSCI Global Index +22% +12% +12% +9%

Data Courtesy of Bloomberg LLP. All performance numbers are in Canadian dollars and are compound annual rates of return with 
dividends re-invested. Also, there are no trading costs or taxes incurred.
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Enthusiastic investment in Wall Street contributed 
to a thriving bull market. Investors were extremely 
confident that their investments would continue to 
grow. This sometimes-misplaced 
confidence contributed to the appeal 
of the so-called “Go-Go” funds. These 
funds may have provided some 
investors with superior profits, but 
they also came with a great deal of 
risk. In order to achieve high rates 
of return, these funds often made 
speculative investments, which did 
not always pan out.

While “Go-Go” funds were quite 
popular during the booming market 
atmosphere of the 1960s, they lost 
much of their shine in the years that 
followed. After reaching a peak of 
985 in December 1968, the Dow Jones 
Industrial Index plummeted to 631 by May 1970, a drop 
of about 36 percent.

In his book The Go-Go Years; The Drama and Crashing 
Finale of Wall Street’s Bullish 60s, financial journalist John 
Brooks argues that the collapse was comparable to the 
stock market crash that ushered in the Great Depression 
because the stocks that were hardest hit included many 
popular and high-profile offerings: “As measured by the 
performance of the stocks in which the novice investor 
was most likely to make his first plunges, the 1969-
1970 crash was fully comparable to that of 1929.”

Sound familiar? Today, the bank and brokerage 
companies’ marketing arms and other pundits are 
pushing index funds and exchange-traded funds solely 
on the premise of lower-cost fees, not on the valuations 
of the underlying names in these “products”.

Few analysts have done research on these funds to 
identify if they’re worth holding at all, so we thought 
we’d do a little sleuthing. Below are two tables that 
identify 10 important investment metrics to show that 

the Dow Jones Index ETF leaves a lot to be desired in 
terms of investment quality. An explanation of each 
follows.

Portfolio Beta

Beta is the price performance of the portfolio relative 
to the index weighting. With the Hypothetical portfolio 
beta at 0.93, it means that for every dollar that the 
market rises or falls, this portfolio moves only 93 cents, 
or is 7% less volatile. The lower the number, the lower 
the risk should be.

Dividend Growth

The five-year compounded growth rate of the 
Hypothetical portfolio is 12%, higher than the dividend 
growth of the 30 companies that make up the Dow 
Jones Index. 

If an investor had $100,000 to invest and earned 2%, 
or $2,000 in Year one and grew 10% each year for 5 
years with the Dow ETF and 12% with the Hypothetical 
sample, the annual income by Year 5 would be:

 → $3,221.02 for the Dow ETF

 → $3,524.68 for the Hypothetical portfolio

PORTFOLIO 
BETA

5-YEAR 
DIVIDEND 

CAGR

OPERATING 
MARGINS

DEBT--TO-
EQUITY

DEBT-
TO-CASH 

FLOW

Hypothetical Portfolio 0.93 12% 22% 55% 2.10

Dow Jones Index 1.00 10% 21% 258% 5.10

Data Courtesy of Bloomberg

ROIC WACC FREE CASH 
FLOW YIELD

FCF PAYOUT 
RATIO Z-SCORE

Hypothetical Portfolio 14% 8% 3% 43% 8.23

Dow Jones Index 12% 7% 1% 71% 4.90

Data Courtesy of Bloomberg

Investment Metrics
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After 20 years, the income for the Dow ETF would be 
$12,231.82. For the Hypothetical portfolio, it would be 
$17,225.52. That’s how time and compounding works.

Operating Margins

The Chief Financial Officer’s (CFO) job is to manage and 
control costs to enhance productivity. The operating 
margin is simply the Earnings Before Interest, Tax, 
Depreciation and Amortization (EBITDA) divided into 
total revenues or sales. Or, for every dollar of sales, what 
percentage of operating profit do they make?

Double-digit operating margins of 10% or more are a 
good starting point but is often industry dependant. 
The operating margins of both the Dow ETF and the 
Hypothetical portfolio are above 20%, indicating 
there aren’t a lot of industrial or resource stocks in the 
portfolios as those industries often have higher input 
costs and, therefore, lower margins.

A 20% operating margin provides the company with 
plenty of profit and cash flow that gives them solid 
financial flexibility. A firm may raise its dividend 
each year at a hefty pace, buy back shares, pay down 
debt, make tuck-in acquisitions or put more money 
into research and development and stay modern and 
relevant.

Debt-To-Equity

If you can borrow for 5% but make 20% on those funds, 
the use of leverage can enhance profits. The debt-to-
equity ratio indicates how much leverage is being used 
on the balance sheet to create the potential for higher 
profitability. 

The Hypothetical portfolio has much lower leverage 
(55%) than the companies that make up the Dow Jones 
Index (258%).

This makes the Hypothetical sample less risky in the 
event of a financial crisis. And, because of the higher Dow 
Jones leverage and lower long-term returns, the Dow 
Jones ETF is much riskier than the Hypothetical portfolio.

Debt-To-Cash Flow

The debt-to-cash flow ratio provides investors with an 
idea of how long, if necessary, it would take to pay off 
all a company’s debts. The lower the ratio, the faster 
the debt can be paid and the less risky the company is 
regarding a potential insolvency.

The Hypothetical portfolio has a debt-to-cash flow ratio 
of 2.10, meaning these companies could pay off all their 
debt within 2 years. This compares to the Dow Index 
firms that are in a much riskier position to pay down 
debt (5.1 years).

If the economy goes into recession, the Dow Stocks 
would be at greater risk to a slowdown in their business 
as more of a declining profit would be directed toward 
debt repayment, not for future growth. For the 
Hypothetical portfolio of stocks, a recession has little 
impact on it as it’s just business as usual.

ROIC vs. WACC

We wrote about this comparison ratio in the September 
2018 Liberty newsletter.

Simply put, if you’re earning a higher return on invested 
capital (ROIC) than the weighted-average cost of that 
capital (WACC), you may expect higher free cash flows 
that, in turn, enhance better investment opportunities 
and often provide better long-term returns.

In the table above, the Hypothetical portfolio exhibits 
a better opportunity for higher cash flows, better 
profitability and better financial flexibility (higher 
dividend payouts).

Free Cash Flow Yield

The free cash flow yield is calculated as the free cash 
flow per share divided by the share price. Investors 
can use this number as a comparison against other 
investments such as stocks or bonds.

Given that interest rates from 3 months to 5 years 
are currently around 1.50% and because bonds are 
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historically half as risky as stocks, a free cash flow 
yield of 3% implies that these stocks carry similar risk-
adjusted returns as bonds (3.00% divided by 1.50% 
divided by ½).

The Dow Jones free cash flow yield is only 1% and may 
be considered a less attractive investment than bonds.

Free Cash Flow Payout Ratio

The free cash flow payout ratio is the cash dividend paid 
by a company divided by its free cash flow. The lower 
the resulting percentage, the better.

For example, the Hypothetical portfolio payout ratio is 
43%, meaning that there’s a potentially long runway of 
future dividend payments as not all the free cash flow is 
being used to pay out dividends.

This compares to the Dow payout ratio of 73%, meaning 
three-fourths of the free cash flow is being used to pay 
shareholders, with less going back into the business 
for long-term growth. It may also imply that their 
profitability isn’t sound enough to cover such a high 
dividend payment.

Z-Score

New York University Stern Finance Professor Edward 
Altman developed the Altman Z-score formula in 1967. 
It is a formula for determining whether a company, 
notably in the manufacturing space, is headed for 
bankruptcy. 

A score below 1.8 means it’s likely the company is 
headed for bankruptcy, while companies with scores 
above 3 are not likely to become insolvent. Investors 
can use Altman Z-scores to determine whether they 
should buy or sell a stock if they’re concerned about the 
company’s underlying financial strength. 

In 2007, the credit ratings of specific asset-related 
securities had been rated higher than they should have 
been. The Altman Z-score indicated that the companies’ 

risks were increasing significantly and may have been 
headed for bankruptcy.

Altman calculated that the median Altman Z-score of 
companies in 2007 was 1.81. These companies’ credit 
ratings were equivalent to a single-B rating, or junk 
bond status (low quality). This indicated that 50% of 
the firms should have had lower ratings, were highly 
distressed and had a high probability of becoming 
bankrupt.

Altman’s calculations led him to believe a crisis would 
occur and there would be a meltdown in the credit 
market. Altman thought the crisis would stem from 
corporate defaults, but the meltdown began with 
mortgage-backed securities. However, corporations 
soon defaulted in 2009 at the second-highest rate in 
history.

While both the Hypothetical portfolio (8.23) and the 
Dow Jones companies (4.90) have high Z-scores, the 
former has a much lower chance for insolvency than the 
latter.

In Summary:

 → Buying an ETF just because the fees are cheap is a 
huge investment mistake.

 → Do your research before you buy an ETF, index 
fund or individual stock. The metrics shown 
above are a good starting point.

 → Dividend growth is more important than 
dividend yield so stop chasing yield.

 → A stock whose annual dividend growth is less 
than 7% should be avoided.

 → Think more about risk-adjusted returns rather 
than just nominal returns.

 → An investment in any ETF earns the index return 
less the fee so an investor will never beat the 
index.
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CLIENT QUESTIONS

How of ten do I need to re-balance my portfolio?

The standard rule of thumb is that if you own 30 
stocks and the average holding is 3.3%, sell half when 
an individual stock reaches 6%. This is known as re-
balancing. It is done to avoid a big loss if one of the 
largest holdings falls sharply in price for any reason.

It doesn’t happen very often because the percentage 
weightings of each stock in a portfolio move around 
daily. In many cases, a stock being overweight in a 
portfolio is because a stock has moved up too far, too 
fast.

Here’s an example of 5 stocks in a 30-stock portfolio of 
$100,000:

STOCK MARKET VALUE % OF PORTFOLIO

A $10,000 10%

B $3,000 3%

C $2,000 2%

D $4,000 4%

E $2,000 2%

Using the table on the left, $7,000 of Stock A should be 
sold and some of the proceeds allocated to Stocks C and 
E to get them up to an equal 3% weight.

For Liberty clients in the past 5 years, we’ve had to re-
balance just three of our stocks: Heico Corp., Cognex 
Corp., and Shopify.

In Heico’s case, our original purchase was around $27. 
The stock reached a high of $145.95 on August 28, 2019 at 
which time it became a 6% weight and caused us to sell 
½ of the position. The stock now trades at $122. By re-
balancing, we’ve avoided a price retracement that could 
hurt our long-term returns.

Over a 10 to 20-year time horizon, re-balancing has 
enhanced long-term returns by 1%-2% compounded 
annually. It also helps that this exercise is a mechanical 
response to portfolio management. There is no emotion 
involved. 
 

 
Why don’t we own any gold / natural resource investments?

There are ways to invest without having direct 
investments in more volatile gold or other resource 
stocks:

 → We own First Cash Financial shares. It may be 
considered an ancillary holding in lieu of owning 
gold shares because its pawn stores deal in the 
trading of gold jewelry.

 → If commodity prices rise because of a drop in 
the U.S. dollar (all commodities trade in U.S. 
dollars), inflation may raise its ugly head. We 
own inflation-protected bonds in U.S. dollars 
which carry a higher credit rating than any 
resource stock ever would and the duration of 

the bond, of ten 20 years or more, provides longer 
protection than a resource stock would.

 → Similarly, if the U.S. dollar falls, emerging market 
economies would enjoy a higher home currency 
valuation which would increase their spending 
power. That’s why it’s always important to have 
some exposure to those regions. Our investment 
in Jardine Matheson is one example as they 
earn income from a variety of southeast Asian 
currencies.

And if you’re not happy with the explanations above, 
then just buy gold wafers and put it in a safety deposit 
box. It’s cheaper than buying commodity ETFs.
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Given the ongoing issues in the Middle East, I want to buy a defense stock ETF. Which one should I buy?

Again, it’s important to do your homework. Here are the 
two largest ETFs in the defense area:

 → The SPDR S&P Aerospace & Defense ETF has a USD 
$2.1 billion market cap with an expense ratio 
of 0.35%. It replicates as closely as possible the 
performance of the underlying index of 34 stocks. 
Northrop Grumman had the highest weight at 
4.1%.

 → The iShares U.S. Aerospace & Defense ETF has a USD 
$5.6 billion market cap with an expense ratio 
of 0.42%. It holds 35 names but is weighted by 

market cap, as Boeing represents 21% of the 
entire ETF, followed by United Technologies 
at 17%. This means almost 40% of the ETF is 
represented by two stocks. Instead of buying this 
ETF and paying a higher fee, it would be easier to 
just own Boeing shares.

The SPDR ETF, therefore, is the better purchase because 
of its lower fee and better balance. At Liberty, our Heico 
Corp. investment covers off the aerospace sector in 
client portfolios so we don’t need to own an ETF like the 
two above.

 
Are there any opportunities in the bond market?

In the world of corporate bonds, there are two main 
sub-categories of credit:

 → Investment or High Grade, and

 → Non-Investment Grade or High Yield

 

The table below highlights the four major credit rating 
agencies in North America (i.e. Moody’s, Standard and 
Poor’s, Fitch and DBRS) with their corresponding scaling 
systems.  According to the Council on Foreign Relations 
(CFR), Moody’s, S&P and Fitch together hold 95 percent 
of the market share. In the Canadian market, DBRS is 
the main rating agency.

Long-Term Rating Scale for Various Rating Agencies*

RATING DESCRIPTION MOODY'S S&P FITCH DBRS CREDIT WORTHINESS

Investment-Grade

Aaa AAA AAA AAA Extremely strong capacity to meet its financial obligations

Aa1 AA+ AA+ AA (H)

Very strong capacity to meet its financial obligationsAa2 AA AA AA

Aa3 AA− AA− AA (L)

A1 A+ A+ A (H)

Strong capacity to meet its financial obligations although 
more prone to economic and individual circumstancesA2 A A A

A3 A− A− A (L)

Baa1 BBB+ BBB+ BBB (H)

Adequate capacity to meet its financial obligations although 
more prone to weakened position than previous categoryBaa2 BBB BBB BBB

Baa3 BBB− BBB− BBB (L)

Non-investment grade, 
a.k.a. high-yield or junk 
bonds

Ba1 BB+ BB+ BB (H) Less vulnerable than other lower rated issuers.  Considered 
speculative grade and highly prone to major ongoing 
uncertainties with respect to economic, business and 

financial vagaries

Ba2 BB BB BB

Ba3 BB− BB− BB (L)

* Information is taken from the respective Rating Agency Websites. We have ignored the scale below Ba3/BB-/BBL for simplicity purposes.
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When a bond is rated, say AAA, by Moody’s, this 
represents an opinion that the rating agency is 
expressing - many investors lose sight of this fact. 
However, since these rating agencies have done 
this for so long and have had consistent results in 
hindsight, investors trust their opinion in the corporate 
bond space.  Currently in the US, there are only two 
corporations rated AAA, Microsoft and Johnson and 
Johnson.  

Ravi Jain (an Associate Professor of Finance at a local 
college in the U.S.) wrote in a tweet, “In bull markets, 
Income Statements matter; in bear markets, Balance 
Sheets matter.”

Such is the world of investing in bonds during times 
where the macroeconomic background begs the 
question of ‘how long’ before things head south.  In 
order to heed the advice of the wise, it is prudent to 
trade into better credit as we prepare to head into bad 
times.

Why? Because companies that are fiscally conservative 
and financially responsible (i.e. have solid balance 
sheets), may weather the storm much better than the 
ones that are teetering on the brink of the investment 
grade spectrum (rated BBB-low or lower).  

ICE BofAML US Corporate Ef fective Yield, Percent, 
Daily, Not Seasonally Adjusted

INVESTMENT GRADE 10-YEAR CURRENT YIELD

AAA 2.55%

AA 2.40%

A 2.65%

BBB 3.19%

BB 3.77%

B 5.28%
Source: St. Louis Federal Reserve

Above are current 10-year U.S. bond yields across the 
investment grade spectrum. Usually, rates between A, 
AA and AAA bonds and junk bonds (rated BB and lower) 
differ by 5% to 10% but not today (only a 3% spread or 
less). That’s why, on a risk-reward basis, owning higher 
credit bonds is the better way to invest because you’re 
not being compensated for the higher risk by owning a 
single-B credit bond.

Note that AA-rated bonds should yield more than 
single-A rated bonds but there are fewer names and 
less liquidity in the bond universe, therefore skewing 
the yield.

 
How about the preferred share market?

If you don’t like the low nominal yields that A-grade 
investment bonds offer, perpetual preferred shares 
are another option as they held up well in 2019. Their 
pre-tax yield was around 8% and their prices rose an 
average of 6% last year, providing a 14% total return.

If interest rates continue to fall, they should provide 
about a 6.50% pre-tax yield and give investors decent 
income. The caveat is that preferred shares are known 
as “quasi-equity”, meaning if stock markets collapse, so 
should the preferred share prices.

However, the income should continue to be earned, 
as most preferred shares are issued by high-grade 
banks, insurance companies and utilities. If you have 
the stomach to hold them, as we do, then lower price 
movements in preferred shares, like stocks, should be 
seen as a buying opportunity, not a reason to sell.

That said, it’s still prudent to keep preferred share 
investments in line with your targeted percentage 
weightings.
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Why isn’t Liberty fully invested?

A central idea in investing is that assets give you 
some return at the cost of some risk. A related idea is 
diversification: A different combination of assets can 
amplify or counteract each other’s risk, meaning that a 
carefully constructed portfolio can have lower risk than 
the individual assets.

What this means is that some portfolios will offer more 
return for the same amount of risk as other portfolios. A 
prudent investor must then focus on finding the highest 
returning portfolio for any given amount of risk.

That highest returning portfolio is called “efficient”, and 
the set of portfolios across all different levels of risk is 
the efficient frontier. If you want more return, you’ll 
have to adopt more risk, but you will want to choose the 
most efficient (lowest risk) portfolio from the efficient 
frontier to best achieve that return.

Shown graphically, we have the efficient frontier 
(Return on the Y-axis vs. Risk on the X-axis) made up of 
combinations of risky assets that give the highest return 
for a given level of risk.

Cash (risk-free return) is just a point on the vertical axis. 
Some level of return is made for effectively zero risk.

To define risk-adjusted returns, we use the Sharpe ratio.

The Sharpe Ratio

The Sharpe ratio was developed by Nobel 
laureate William F. Sharpe and is used to help investors 

understand the return of an investment compared to its 
risk. The ratio is the average return earned in excess of 
the risk-free rate per unit of volatility or total risk.

Formula and Calculation for the Sharpe Ratio

Sharpe Ratio =  
Rx – Rf

σx

Where:

Rx = Portfolio return

Rf = Risk-free rate

σx = Standard deviation of the portfolio’s return in 
excess of the risk-free rate

The Sharpe ratio is calculated by subtracting the risk-
free rate from the return of the portfolio and dividing 
that result by the standard deviation of the portfolio’s 
excess return. The resulting number tells us how much 
return we earn for the amount of risk we take on. It is 
often used to compare the change in overall risk-return 
characteristics when a new asset or asset class is added 
to a portfolio.

For example, an investor is considering adding a hedge 
fund allocation to his or her existing portfolio that 
is currently split between stocks and bonds and has 
returned 15% over the last year. The current risk-free 
rate is 3.5%, and the volatility of the portfolio’s returns 
was 12%. This portfolio has a Sharpe ratio of 95.8%,  
or   15%–3.5% 

12%  .

The investor believes that adding the hedge fund to the 
portfolio will lower the expected return to 11% for the 
coming year, but also lower the portfolio’s volatility to 
7%, with the risk-free rate remaining the same over the 
coming year.

Using the same formula, the investor estimates that the 
new portfolio has an expected Sharpe ratio of 107%, 
or 11%–3.5% 

7% . In other words, for every $1 dollar of risk 
taken on, the portfolio should earn $1.07.
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If you have any questions, let us know.

David Driscoll  
President & CEO

Brett Girard CPA, CA, CFA 
Portfolio Manager & CFO

Here, the investor has shown that although the hedge 
fund investment lowers the return of the portfolio, the 
performance is better on a risk-adjusted basis. If the 
new investment lowered the expected Sharpe ratio, it 
should not be added. Using the Sharpe ratio like this 
assumes that past performance can reasonably predict 
future performance.

Adding cash as an asset also adds another layer of 
choices. There is some amount of risk-free return that 
you can achieve with cash, which is great on a risk-
adjusted basis. Unfortunately, that return is currently 
extremely low—lower than most investors can bear.

Combining cash with risk-efficient portfolios, however, 
lets you achieve returns greater than the efficient 
portfolios on their own. (Mathematically, cash adds a line 
of achievable portfolios tangent to the ef ficient frontier. This 
means a line that connects the risk-free rate and the ef ficient 
frontier without crossing it.)

Naturally, with cash’s low return, increasing the cash 
allocation lowers the overall return, but it will still be a 
better return than if you picked the efficient portfolio 
with the same risk. This means that if you’re avoiding 

risk (e.g. because of an expected drop in the market), 
increasing the proportion of cash has a better risk-
adjusted return than finding a combination of risk-
bearing assets with lower risk.

It’s a more effective way to hedge against adverse 
market movements. The opposite perspective is also 
possible: You can borrow cash to invest more money 
than you have into an efficient portfolio, leading to 
greater returns at a higher (but still minimized) risk. This 
is known as using leverage to enhance long-term capital 
appreciation.

The details can feel technical, but the takeaway is 
simple. If you want to manage risk, it’s generally more 
effective to increase your cash allocation than to try to 
find less risky stocks. An added benefit of holding cash 
is that when the market drops, you have the capital 
needed to invest in the now-cheap assets without 
having to sell your existing holdings at depressed prices.

It’s why Liberty’s response to an overvalued market is to 
maintain a 20% cash holding times the equity weight 
— we’re protecting against the downside while still 
maximizing our risk-adjusted return.

The commentary in this newsletter should be considered general commentary only. The above language is intended for informational purposes only and is not intended 
to constitute accounting, legal, tax, or investment advice. You should consult directly with a Liberty professional before acting on any information in this newsletter.


