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It was only a matter of time before a spark created the 
sell-off of a very expensive stock market. In this case 
it was the Covid19 pandemic that essentially stopped 
humans and their lifestyles in their tracks.

The table at right illustrates the 
monthly volatility of all asset 
classes. In March, it wasn’t just 
stocks that sold off as both 
bond and preferred share 
markets were clobbered, too. 
This is what it looks like when 
panicked investors sell. In this 
case, it was primarily large 
institutions that had to raise 
cash to cover their obligations.

For bonds, the sell-off was 
rapid and violent. After central 
banks around the world cut 
interest rates, bond markets 
returned to some form of 
normalcy with positive returns 
in April.

In the following pages, we’ll look at the markets, explain 
what happened and what investors should be doing.

It hit hard and fast

Benchmark returns for 2020 (in CAD$) including dividend reinvestment 
At April 6, 2020

JANUARY FEBRUARY MARCH APRIL

Equities

TSX Index 1.74% -6.09% -17.38% 5.62%

S&P 500 Index 1.93% -7.04% -12.35% 7.03%

EuroStoxx 600 Index -0.52% -7.85% -22.32% 1.31%

MSCI Global Index 1.38% -7.23% -8.30% 4.86%

Bonds & Preferred Shares

Canadian Mid-Term Corporate Index 2.88% 0.24% -6.96% -0.13%

Canadian Long-Term Corporate Index 4.36% -0.69% -13.04% -0.69%

Canadian Preferred Share Index 0.05% -3.27% -22.71% 5.26%

Canadian Real Return Index 3.56% 1.03% -4.53% 0.46%

US Long-Term Corporate Index 5.89% 2.56% -3.28% 2.12%

US Preferred Share Index 3.43% -3.21% -9.27% 1.18%

Data Courtesy of Bloomberg LLP
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The Covid19 virus struck hard and fast, shutting down 
vast swaths of industries, notably airlines, restaurants, 
cruise lines, hotels, retailers and the entire oil and gas 
sector. As the dominoes dropped, volatility raised its 
ugly head and the market losses picked up faster than 
expected.

Understanding Volatility
To understand what happened, let’s clarify the 
difference between fundamental volatility and price 
volatility:

Fundamental volatility is the change in price following 
new information about a company (quarterly results, 
news of acquisition or new research and development 
results, etc.). This change in price – an increase or 
decrease depending on the news - is based on facts and 
valuation of that news on the overall business. 

Price volatility refers to the rate of the stock’s price 
change. External factors, related or not to the business 
of the company, play a role in the movement of price. 
One important external factor is investors’ emotions.

In their book called “Behavioral Finance – What everyone 
needs to know”, authors Baker, Filbeck and Nofsinger 
defined behavioral finance as the study of the influence 
of psychology and other disciplines on the behavior of 
financial practitioners and the subsequent effect on 
markets. No doubt that the volatility we experienced in 
the last few weeks was driven in large part by investors’ 
emotions.

Humans are creatures of habit. With the sudden social 
distancing rules and the closure of all non-essential 
businesses, our daily lives have dramatically changed, 
and we have been thrown into a more uncertain future. 
This event influences our psychological state. 

For that reason, investors have exhibited negativity 
biases. This means that investors gave more 
psychological weight to bad experiences versus good 

ones. When prices declined, investors focused on 
negative information and over-weighted the probability 
of the trend.

Adding to the negativity bias, another behavior came 
into play – the herding bias. As the name suggests, 
investors mimicked the panic that other investors 
experienced without taking into consideration their 
own judgment and unique situation. This led to a higher 
volume of sellers which in turn led to declining prices.

If emotions create “mood swings” in markets, should we 
let computers and algorithms be the only traders? In the 
week of March 23, 2020, robots played a major role in 
the intra-day and day-to-day volatility. These programs 
and algorithms are designed to trade based solely on 
specific sets of data inputs.

For example, if a trading robot is designed to buy a 
stock if the price falls by 10% and sell the stock if the 
price increases by 10%, trades are executed on the same 
stock by this robot within a few days, thus increasing 
the volatility of that stock. Now, imagine this trading 
pattern executed by the multitude of robots around the 
world and you get a partial explanation of the “mood 
swings” that markets experienced during the week of 
March 23rd.

Also, the circuit breakers designed to pause the market 
when the volatility is too high didn’t work as well as 
expected. Historically, when markets resume, a change 
in behavior occurs as human traders have had the 
chance to calm down and regroup.

This is not the case anymore. As computers trade based 
on the latest data, we don’t see significant changes in 
behavior after the pause. Some investment dealers shut 
off some algorithms because trading activities didn’t 
make sense in such intense volatility. In extraordinary 
conditions, technology combined with human 
judgment is the optimum system.



© 2020 Liberty International Investment Management Inc.  3   |   January 1 to March  31, 2020

The solution to deal with market volatility is to:

A. Have a fully diversified portfolio that can 
manage the risk and the heightened volatility 
and reduce the losses.

B. Understand that this economic malaise isn’t over.

C. Let history be a guide.

D. Have a plan ready to execute to take advantage 
of market opportunities.

The fully diversified portfolio
In our December 31, 2018 newsletter, we introduced 
a Hypothetical Liberty portfolio where we discussed 
Alpha as an investment concept. Let’s look at how it 
performed from January 1, 2020 to the market low on 
March 23, 2020.

Before we get to that, we need to bring in the lawyers to 
provide the usual disclosure that this is a hypothetical 
portfolio.

“The portfolio shown above 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.”

The Hypothetical portfolio total return, with 20% cash 
and 80% invested in stocks, dividends re-invested and 
converted to Canadian dollars, dropped only 14% to the 
market low on March 23rd.

During this time, the stock market index losses ranged 
from down 22% (S&P 500 Index) to down 34% (the 
Canadian TSX Index). The average index return was 
down 28%.

Hypothetical Portfolio Total Return to the market low on March 23, 2020

COMPANY SYMBOL RETURN COMPANY SYMBOL RETURN COMPANY SYMBOL RETURN

A.O. Smith AOS 16.1% Femsa FMX 32.2% Novo-Nordisk NVO 2.7%

Balchem Corp. BCPC 7.2% Halma plc HLMA 23.3% Novozymes A/S NZYMB 2.2%

Becton Dickinson BDX 17.3% HDFC Bank HDB 47.2% Paychex Inc. PAYX 33.3%

Chubb Ltd. CB 31.9% Heico Corp. HEI 34.8% Rollins Inc. ROL 6.7%

CN Rail CNR 15.6% Interek Group plc ITRK 30.3% Roper Technologies ROP 19.7%

Coloplast A/S COLOB 19.0% Jardine Matheson JM 3.5% Stryker Corp. SYK 32.7%

Cognex Corp. CGNX 23.7% Lindsay Corp. LNN 2.3% Thermo Fisher Scientific TMO 12.1%

Danaher Inc. DHR 11.6% Littelfuse Inc. LFUS 34.0% Toromont Industries TIH 22.4%

Dassault Systemes DSY 14.6% Lindt & Sprungli LISP 2.5% TD Bank TD 31.7%

EssilorLuxottica EL 22.1% NextEra Energy NEE 15.7% Unilever NV UN 14.0%

Average Return: -14%
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.

Total return of Index Funds to the market low on 
March 23, 2020

INDEX SYMBOL RETURN

S&P 500 INDEX S&P 500 22.3%

MSCI GLOBAL INDEX MSCI 23.7%

DOW JONES INDEX INDU 26.8%

EUROPE STOXX 600 SXXP 27.9%

RUSSELL 2000 SMALL-CAPS RTY 32.7%

CANADA TSX S&P/TSX 33.5%

Average Return: 27.8%

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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Here are some of the reasons why the Hypothetical 
portfolio outperformed the indexes:

 → When liquidity dries up, companies that generate 
free cash flow of ten perform better. The quality 
of these firms is shown during market corrections 
like this.

 → The portfolio avoided investments in the cyclical 
industries such as oil and gas, airlines, retail and 
hospitality.

 → The Canadian dollar fell against the US dollar and 
80% of the stocks are located outside Canada. 
This makes geographic diversification vital.

 → There was 20% cash in the portfolio.

 → There was no correlation risk in the portfolio 
(only 1 Canadian bank, not six).

 → Investments were equally weighted. There was 
no concentration risk.

 → The stocks are poised for the future, not the past.

 → Medical device and pharmaceutical stocks 
usually hold up well. People suf fering from 
ostomy issues still need their colostomy bags 
and catheters. Coloplast A/S was actually up 20% 
during this period.

The most significant takeaway
The difference between the portfolio return (-14%) and 
the index average return (-28%) is known as “Alpha”. 
This term is significant because the less the portfolio 
falls, the faster it can get back to breakeven. Here’s the 
significance:

If you have $1 invested and drop 14%, you have $0.86 in 
value. To get back to break-even requires a 16.3% return. 
Usually, this can be achieved within a year.

If you drop 28%, however, your $1 is now worth $0.72 
in value; break-even requires a 38.8% return. This may 
take 3-4 years to return to $1 of value.

In the investment industry, portfolio managers are 
rated based on their ability to consistently create 
positive Alpha.

If the positive Alpha is 2% or greater after fees, they’re 
deemed to be doing a good job. Creating an Alpha 
of 14% would be considered a terrific performance 
because it protects the downside and provides a faster 
return to breakeven.

That is why we believe owning index funds is just a 
sucker’s bet. While the bank and brokerage firms’ 
marketing departments push the advantage of low 
fees, they never point out that an investor will never 
create positive Alpha and that their overall losses during 
a falling stock market may be catastrophic, especially 
when volatility is high as the index fund’s tracking error 
rises.

Is the economic malaise over? 
Given the March correction and the subsequent rally in 
April, is it time to go dancing in the streets? Are we back 
to normal lifestyles or will things change?

These are just some of the questions that we’ve been 
hearing from our clients.

In economics, a recession is a business cycle contraction 
when there is a general decline in economic activity. 
Recessions generally occur when there is a widespread 
drop in spending (an adverse demand shock). Formally, 
it is deemed to be two consecutive quarters of negative 
growth.

One may argue that we went into recession late last 
year when industrial / manufacturing firms saw a 
slowdown in their businesses caused by the US-China 
trade war and the various tariffs that were put in place.

Recoveries from a recession can take four forms:

1. The V-shaped recovery.
In a V-shaped recession, the economy suffers a sharp 
economic decline, but quickly and strongly recovers. 
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Such recoveries are generally spurred by a significant 
shift in economic activity caused by increased 
consumer demand and spending. The recession of 1953 
in the United States is a clear example of a V-shaped 
recovery.

The economy was booming in the early 1950s but the 
Federal Reserve anticipated inflation and thus raised 
interest rates which then tipped the economy into a 
recession. Growth began to slow in the third quarter of 
1953, but by the fourth quarter of 1954 it was back at a 
pace well above the trend. Therefore, the chart for this 
recession and recovery would represent a “V” shape.

While the stock market recovery suggests a V-shaped 
recovery, we don’t see it happening. Here’s why:

 → Unemployment figures are the highest in 
decades. If / when we find a Covid19 cure, not 
everyone will have a job waiting for them. More 
than 16 million Americans lost their jobs in three 
weeks, greater than were lost during the whole 
2008-09 recession. If you compare those claims 
to the 151 million people on payrolls in the last 
monthly employment report, that means the U.S. 
has lost 10% of its workforce in three weeks.

 → Companies are cutting costs to keep their 
businesses alive. This may include the use 
of greater technology when they re-open 
as humans are the highest fixed cost for a 
corporation. And even if workers return to their 
old jobs, they may be of fered fewer working 
hours and / or find their wages and benefits 
reduced or cut completely.

 → The American Petroleum Institute reportedly 
showed a build of 11.9M barrels of oil for the week 
ended April 3, its second consecutive increase 
af ter two straight declines. Gasoline inventories 
increased by 9.45M barrels, distillate inventories 
showed a draw of 177K barrels and Cushing 
inventories displayed a build of 6.8M barrels. 

An oil glut usually doesn’t precede a V-shaped 
recovery.

 → “I don’t think it’s going to be a rapid bounce-
back”, former Fed Chair Ben Bernanke told a 
virtual discussion hosted by The Brookings 
Institution. While the economy could contract 
at a 30% annualized rate or more in Q2, he 
brushed aside comparisons to the 12-year-long 
Great  Depression, saying, “if all goes well in a 
year or two we should be in a substantially better 
position.” Bernanke also sees interest rates at 
zero for a long time and said a case can be made 
to stop bank dividend payouts.

2. The W-shaped Recovery
A W-shaped recession begins like a V-shaped recession, 
but then turns back down again after showing false 
signs of recovery. W-shaped recessions are also 
called double-dip recessions because the economy 
drops twice before the full recovery is achieved.

A W-shaped recession is painful because many 
investors, who jump back into the markets after they 
believe the economy has found a bottom, end up 
getting burned twice—once on the way down, and 
again after the false recovery.

The United States experienced a W-shaped recovery 
in the early 1980s. From January to July 1980, the U.S. 
economy experienced the initial recession, then entered 
recovery for almost a full year before dropping into 
a second recession from 1981 to 1982. Hyperinflation 
peaked at 18% during this time.

3. The U-shaped Recovery
A U-Shaped Recovery describes a type of economic 
recession and recovery that charts a U shape, 
established when certain metrics, such as employment, 
GDP and industrial input decline gradually and then rise 
over time, typically over a period of 12 to 24 months.

Simon Johnson, former chief economist for the 
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International Monetary Fund, described a U-shaped 
recession like a bathtub in an interview with PBS in 
2009. “You go in. You stay in. The sides are slippery. You 
know, maybe there’s some bumpy stuff in the bottom, 
but you don’t come out of the bathtub for a long time.”

One of the most notable U-shaped recessions in U.S. 
history occurred between 1973 and 1975. The economy 
began to shrink in early 1973 and continued to decline or 
show only slight growth over the next two years, with 
GDP dipping by 3.2 percent at its deepest point before 
finally recovering in 1975.

Contributing factors to this recession included the 1973 
oil crisis and increased oil prices as well as the 1973-74 
stock market crash, one of the worst market downturns 
in modern history, which affected all the major stock 
markets in the world.

4. The L-shaped recovery
An L-shaped recovery is the most dramatic type of 
recession and recovery. Because there is a drastic drop 
in economic growth and the economy does not recover 
for a significant period, an L-shaped recession is often 
called a depression.

Countries normally experience decreased economic 
growth every few years. When economic growth 
decreases for roughly six months and then recovers, it 
is a recession. However, when economic growth drops 
more drastically and lasts for a year or more, it is called 
a depression.

What is known as the “Lost Decade” in Japan is widely 
considered to be the most famous example of an 
L-shaped recovery. Leading up to the 1990s, Japan 
experienced remarkable economic growth. In the 1980s, 
the country ranked first in gross national product per 
capita.

During this time of growth, real estate values and stock 
market prices rose quickly. Concerned about over-
valuation of property, the Bank of Japan raised interest 

rates in 1989. A stock market crash followed, and annual 
economic growth between 1991 and 2003 was non-
existent.

For 10 years, its economy failed to recover from the 
crash and caused a slow recovery for another decade 
after that.

Whether or not we get a “U”, a “W”, or an “L” will depend 
on how soon we slow down Covid19. Having a reliable 
home test kit for the virus that can be widely and 
readily accessible combined with clear advances and 
deployment of anti-virals ahead of an eventual release 
of a vaccine will be the news that the market will need 
before it can truly recover.

The danger of buying the dips
For the better part of the last decade, new entrants to 
the investment industry have only known to buy the 
dips as the markets ripped higher for 11 years. Those 
who have been around longer know not to rely on just 
one investment strategy.

Meantime, the world has been flooded with cheap debt 
to help the economy get back on its feet before the 
risks of a multitude of bankruptcies hits small and large 
businesses alike.

The U.S. Federal Reserve has been so effective, in fact, 
that investors have resumed their old pre-coronavirus 
habit of buying every market dip. But Mohamed El-
Erian warns the Fed can’t rescue everybody; those lower 
on the food chain in terms of capital structure or credit 
quality may find they’re on their own.

“Risk to the downside is greater than the opportunity 
to the upside from where we stand today,” said David 
Kostin, Goldman Sachs chief equity strategist, on 
CNBC’s “Squawk on the Street”. “In the fourth quarter of 
2008, there were many different rallies, I call them bear 
market rallies, some of which reached almost 20% a 
couple of times — but the market did not bottom until 
March of 2009.”
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Let History be a Guide
The evidence is shown in the graph 
to the right.

The market peaked in October 2007 
and there were six periods when the 
market sold off, not one as we’ve 
experienced in 2020. Five of them 
were drops greater than 10 per cent.

While some pundits like to remark 
that the last recession in 2008 only 
caused essentially six months of 
pain, we beg to differ. Investors had to open 17 monthly 
statements of declining investment values that wore 
down their patience.

It was at this time that we started to write a newsletter. 
The goal then, as it is today, is to communicate with 
investors what we’re doing and why we’re doing it.

Why buy this rally when there’s no value?
The other problem we have with the current stock 
market rally is trying to find value (see the chart). As 
at April 9, 2020 and even after discounting for a drop 
in earnings, stock market indexes continue to trade 
at valuations similar to the market peak earlier in the 
year and are reflected by high Price-Earnings ratios. 
Historically, the S&P 500 Index has traded around 16 
times earnings. It’s currently at 22 times earnings, or 

38% higher 
than it should 
be.  That’s why 
we’ve done no 
buying since the 
March market 
correction. 
Note, the 
Russell 2000 
Index makes 
up small-cap 
stocks, which is 
why its 41.8 P/E 

ratio is so lofty. Smaller businesses are hurt more than 
large-cap names during recessionary times.

Have a plan ready to take advantage of market 
opportunities
We once knew a relief pitcher whose job in the 1960s 
was to save games in the late innings. One day, a 
reporter asked him how he dealt with the pressure of 
future Hall-of-Famers like Willie Mays, Willie McCovey, 
Hank Aaron, Ernie Banks and a slew of others at bat 
with the tying run on base. What did he really worry 
about?

His answer? Nuclear annihilation.

In other words, if the world comes to an end, what does 
it really matter? Will the stock market go to zero? If it 
doesn’t, there are buying opportunities available. Like 
our pitcher above, investors must keep their head in the 
game while everyone else is panicking.

At Liberty, we’ve been holding 20% cash times each 
client’s equity weight for the better part of two years, 
waiting for a moment such as this.

So, when Warren Buffett talks about being greedy 
when everyone is fearful, now is the time.

It’s essential, therefore, to first have a plan in place and 
then execute that plan. The plan is to own a diversified 
portfolio of stocks like the Hypothetical Portfolio  
shown above.

Data courtesy of Bloomberg LLP

Total return of Index Funds to the 
market low on March 23, 2020

STOCK INDEX REVISED P/E 
RATIO

RUSSELL 2000 INDEX 41.8

S&P 500 INDEX 22.0

MSCI GLOBAL INDEX 20.8

DOW JONES INDEX 19.9

EUROPE STOXX 600 INDEX 17.8

CANADA S&P/TSX INDEX 16.9

Data Courtesy of Bloomberg LLP.
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In the case of executing on that plan, it’s putting 
in orders to buy at a specific price that provides 
worthwhile value. These are known as limit orders. 
That’s what we’ve done and we’re ready for whatever 
the economy and the markets throw at us.

Limit Orders as an Investment Strategy
During volatile times in the stock market like this, we 
prefer to buy stocks by using limit orders instead of the 
usual market orders.

Market orders are simply instructions to buy a stock at 
the current price. Limit orders are more specific. They 
are orders to buy a stock at a particular price, thereby 
creating discipline during a volatile market.

We haven’t used them since 2001. After the terrorist 
attacks that September, the stock market closed for 
five days and investors were left to posit the future of 
the planet and their portfolios. As explained above in 
our discussion of behavioural science, it was natural 
for investors to panic and sell with no regard to stock 
valuation or market direction.

For example, one of the limit orders was placed to buy 
Carnival Cruise Lines. The theory was that terrorists may 
find cruise lines a perfect target to attack. On the day 
the market closed, the stock traded at $28.52 a share.

We put a limit order in to buy Carnival shares at $14.75, 
or 48% lower. When the market re-opened, investors 
sold in a panic and all the bids disappeared until only 

ours remained. We were filled about 10:30 a.m. that 
morning.

By the end of the week, the stock was at $19. Three 
months later, at year-end, Carnival traded at $28.08, a 
90% increase. That’s the value of using limit orders.

As an aside, investors who believed they could protect 
themselves by using stop-loss orders at 20% below the 
closing value were wrong. When the panic selling set in 
and the bids disappeared, their shares were sold at our 
bid. Instead of getting out at a $22.81, they were filled at 
$14.75.

Today, we have placed limit orders on all 76 stocks that 
we own to take advantage of any future corrections. 
If we get filled on one-third of the orders, we’ll have 
correctly called the market bottom.

If we get filled on all the orders, we won’t have gone low 
enough. That’s the risk we take because nobody knows 
where the bottom may be. We’re not concerned if we 
miss the bottom, however, because history has shown 
that if you buy within six months of the bottom, future 
returns will still be good.

Using the chart on the prior page from 2008, the market 
rallied 68% form the March 6, 2009 low to the end of 
December 2009.



© 2020 Liberty International Investment Management Inc.  9   |   January 1 to March  31, 2020

FUN WITH MATH: 

Focus on dividend growth, not dividend yield
 
Dividends are an attractive part of stock ownership. They are a reliable 
source of return that preserve the underlying value of the portfolio. 
After receiving dividends, the investor has the freedom to withdraw 
the cash if they need it or reinvest that cash to earn further returns.

While it’s tempting to look for stocks paying the highest dividends, the 
payouts come at a cost.

Where do dividends come from?
A company earns revenue from the products it sells or the services it 
provides and pays expenses like salaries, leases, interest and taxes to 
end up with a net profit or loss. After all expenses are paid, a company 
is free to use its profits for any purpose. This may include dividend 
payments, operation expansions, acquisitions or other growth-
oriented activities.

If a company pays all its income out as dividends, the business will 
probably stagnate. High dividend payments are more typical in 
mature, stable industries like utilities and telecoms, while a fast-
growing tech start-up may not pay out any dividends at all.

This is a trend that extends to portfolios as a whole: High dividend 
yield portfolios may have attractive incomes at inception, but if you 
look ahead five years, the income and portfolio value will not have 
changed much. That’s why total return (dividend yield plus price 
appreciation) is more important than just dividend yield.

To avoid that, we like to look for companies that consistently grow 
their dividends. This idea combines the benefits of dividends with the 
benefits of a growth-oriented company. The payout may not be large 
now, but the company is committed to increasing it over time, and the 
most sustainable way to do that is by growing the company long-term.

For example, we looked at the top 90 companies on the Toronto Stock 
Exchange by dividend yield five years ago and compared them to the 
top 90 companies with the highest dividend growth rate. The results 
are striking:

“Understanding 
risk is just as 
important as 

earning returns.

”
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Looking at pure price return on the left, the high 
dividend yield stocks in the orange bar lost value over 
the following five years, while the dividend growth 
stocks (the blue bar) managed to increase in value. 
Naturally, the high dividend yield stocks made up some 
of the difference in total return in the graph on the 
right, which incorporates dividend payments, but it was 
not nearly enough to match the performance of the 
dividend growth stocks.

Because of the stable, high-paying but low-growth 
nature of high yield stocks, you end up emulating 
bond investments, but with the higher risk of an equity 
position.

If an investor wants consistent income without focusing 
on price appreciation, preferred shares and bonds are 
a safer investment. If an investor wants equities with 
a strong dividend component, companies with strong 
fundamentals and a consistently growing dividend are 
the way to go.
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CLIENT QUESTIONS

How should my just-graduated child approach investments? Should they be getting into the market now?

Before you invest:

 → If your job is secure, saving is the modus operandi 
and the stock market is the best place to be. 
If not, don’t even think about investing in the 
market.

 → You have more important things to worry about, 
such as getting firm employment when this 
pandemic is over. The stock market will always be 
there when you’re ready to invest.

 → Always keep some money in a savings account for 
emergencies. Some pundits have advised holding 
6-months worth of salary. Given the current self-
quarantine situation, this is one such emergency.

 → If you’re saving for the down-payment on a 
home, it should never be invested in the stock 
market. With the market now 30% lower, those 
in February who invested $50,000 in the stock 
market now have only $35,000 for a down-
payment, meaning the money will buy less of a 
house.

 → If you currently have a mortgage, don’t invest in 
the stock market. Pay down your mortgage. It’s 
the highest af ter-tax cost you’ll ever face in your 
lifetime. A 2.5% mortgage may sound cheap but 
that’s 5.0% pre-tax, which is much higher than 
where deposit rates are today (0.25%).

 → Leave your emotions at the door. Investing is 
all about rational decisions, not irrational ones. 
If you can’t handle the daily gyrations of the 
market, you shouldn’t be in the market.

If you’re ready to invest:

 → Never invest funds that you’re going to want 
back in the future. Do not treat your investment 

account like your chequing account. Only put 
away money that you don’t plan to touch until 
retirement.

 → Think of using a monthly, pre-authorized debit to 
go automatically from your bank account to your 
investment account. That way, you don’t spend 
what you should be saving (10% to 30% of your 
take-home pay). It also means you don’t have to 
time the market. You’ll make purchases gradually 
in good markets and bad.

 → Don’t trade – Invest. Equity investing is about 
owning shares of a business and receiving a piece 
of the profits each year in the form of a growing 
dividend. Stock prices are irrelevant except on 
the day you buy it and the day you sell it.

 → Historically, dividends make up two-thirds of all 
performance, not stock price movement. It’s the 
growth in the dividends that are important.

 → Start with dividend paying stocks that are less 
risky. Once you’ve made some money and can 
af ford more risk, only then should you take 
greater risks (i.e investing in cannabis stocks).

 → If dividend yields were 2% in February and are 
now 3% today, and if your dividends are growing 
10% annually, your yield-at-cost will be at 6% in 7 
years. This means you’ll make 6% on your money 
plus or minus what the market returns are.

 → So, if the market goes up 10%, you’ll make 16% 
but, more importantly, if the market falls 10%, 
you’re only down 4%. That’s how you outperform 
the market and why you don’t need Exchange 
Traded Funds (ETFs) as ETFs never outperform 
the market.
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Do brokerage analysts of fer any value?

Compared to the past few decades, greater computing 
power and more education and information is available 
for investors today, causing the modern investment 
landscape to change a lot.

Low fee, index-tracking ETFs and quantitative 
algorithm-driven investing are now favoured over 
mutual funds and traditional stock selection. This has 
a lot of implications for stock analysts, especially the 
sell-side ones that offer research as a service. We’d like 
to look at some of them here, but before we talk about 
analysts, it is worth looking at stock analysis itself.

Finding value in the market

In theory, the goal of successful investing is to find a 
company to buy at a lower price than it will be worth at 
some point in the future. The most obvious approach is 
to find strong, growing companies, but there are other 
ways.

One historically successful approach has been to find 
weak companies whose asset values are above their 
stock price. In that case, the goal is not to rely on the 
company turning around and becoming successful 
but to buy the company’s assets at a discount. If the 
company liquidates all its holdings, a profit should still 
be achieved.

On the other hand, a strong company with massive 
growth will still lose 
money if the stock 
price is too expensive 
compared to the 
actual growth in cash 
flows. Ultimately, 
buying stocks is all 
about a mismatch 
between the stock 
price and the 
underlying value.

A second caveat to the value mismatch is that it implies 
that the market is wrong, or at least misinformed, 
naïve, overoptimistic, or otherwise biased. It’s easy to 
argue that the market is wrong, but, crucially, when 
will the market realize that it’s wrong, and when will 
that happen? A famous investing quote is: “Markets 
can remain irrational a lot longer than you and I can remain 
solvent.”

This leaves us with our final requirement before we 
buy that may come in three forms: A stock price that 
is different from its intrinsic value, a reason that the 
market is wrong, or a reason that the market will realize 
it’s wrong.

Are analyst predictions any good?

Enter the brokerage analyst. Finding all this information 
is hard, very hard. Analysts devote their careers to 
learning the ins and outs of their industry to bring 
higher quality insights to their recommendations. But 
are they any good at it?

The chart below shows what stocks have returned 
over the last five years (vertical axis) against analyst 
ratings five years ago (horizontal axis). If analysts were 
accurate, we would expect highly rated companies 
to earn higher returns, and lower rated companies to 
earn lower returns—the shape would be a line sloping 
upwards. Instead, all we get is noise.
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Regression on returns against ratings suggest that 
analyst ratings can explain only about 0.10% of a stock’s 
subsequent 5-year return. Analyst ratings do not seem 
especially related to the stock’s subsequent returns.

Why are analysts so far of f the mark?

A big part of the problem is the nature of the position. 
Analysts must consistently deliver output to justify their 
position and the firm that they work for has to impress 
clients and prospects.

Often the analysts’ firms (and their investment banking 
arms) or the analysts themselves will have some 
stake in the companies they research. This includes 
underwriting stock IPOs and debt offerings, owning 
some of the underlying company equity, or even 
providing consulting services.

This leads to a short-term, model-driven culture of 
making positive and marketable recommendations. 
Each of these points comes with their own problems.

Short-term analysis means that the intrinsic mispricing must 
have a looming catalyst for a price change.

An analyst needs to find an issue that the market hasn’t 
noticed yet and then hypothesize a reason for that 
situation to change, all within the next year or so. It’s not 
surprising that this time constraint makes prediction 
even more of a gamble than usual. An analyst must 
predict consumer behaviour, company and competitor 
behaviour, market reactions, and even more, all within a 
tight timeframe.

The overreliance on modelling.

It’s easier to feel confident in your position if you believe 
a more objective, justified number supports it. It’s 
also easier to explain a price target than a story-driven 
argument.

The problem with models is that they can be extremely 
detailed and convoluted, but they’re still ultimately 

based on the same story-driven assumptions. At best, 
the analyst thinks about the story and builds out the 
model, and at worst, the story is only implicitly included 
in the choice of numbers, which makes it meaningless.

After all, we can’t know the growth in sedan sales in 
Western Europe over the next 8 months, we can only 
infer it indirectly and hope that we’re close. This leads 
to the accuracy vs. precision problem. Models try to be 
precise but are often inaccurate.

The recommendations tend to be positive and marketable.

Analysts prefer to drop coverage for problematic 
companies instead of updating their recommendations. 
They’re also pressured to stay on the good side of 
the management team to maintain their mutually 
beneficial relationship.

Additionally, many more potential clients are long-only 
investors, so brokerages tend to get more volume if they 
favour buy recommendations. Any stake that either 
the analyst’s firm or the analyst have in the covered 
firm also adds incentive to be unjustifiably positive. All 
of this means that the universe of analyst selections is 
incomplete and biased from the beginning.

All of these points come together for the pitch: The 
analyst finds an attractive story with a plausibly short-
term horizon, searches high and low for the numbers to 
build out the model, and then tries to paint a convincing 
picture to justify it all.

All the while, the analyst’s personal interests tend 
to be tied to increasing the stock’s price. If they can’t 
successfully do so, they’ll just drop the company and try 
again. It’s no wonder that the final recommendation 
tends to have little bearing on reality.

Alternatives to analysis

What are the alternatives? Two recent trends are 
index-tracking Exchange-Traded Funds (ETFs), and 
Artificial Intelligence (AI) robo-algorithm-based trading. 
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Unfortunately, both of them have the same problem: 
They tend not to outperform the market in the long run. 
ETFs are obvious: If you track the market less fees and 
taxes, your return will always trail the market.

Aside from the usual trading and administration fees, 
algorithms are trickier. What typically happens is like 
arbitrage trading. Someone finds a successful approach 
and the market quickly adjusts, bringing the returns to 
the average.

There has never been a “mistake” in the market that 
is blindly exploitable long-term. The problem is that 
strong returns rely on finding a successful strategy not 
just once but every time the previous strategy stops 
working. This becomes more like gambling.

How consistently can the manager find these 
algorithms over time without the misses dragging the 
returns back to the average? All of this isn’t to say these 
aren’t viable ways to invest in the market, just that they 
suffer from their own issues, especially in the long run. 
As always, on average, all broad approaches to investing 
will have average returns.

Where Liberty stands

This leads us to our thoughts on the research landscape. 
As accessible alternatives gain popularity, the era of 
brokerage analysts may end. All but the most effective 
analysts will get squeezed out as firms shrink their 
teams and redirect their resources.

But there will always be space for analysis. The more the 
market converges to certain trends, like algorithms and 
broad ETFs, the more room that is left for exploitable 
market mispricing—the bread and butter of analysts.

The important part is that the analyst must avoid filling 
out models, and instead do research under a practical 
time-horizon with an eye to the current trends around 
them.

That is Liberty’s approach. We don’t just want to do 
what Bay Street or Wall Street does better, we want 
to do something entirely different. We look at what’s 
appropriate for the always-changing investment 
landscape and stop worrying about short-term returns 
and how marketable our decisions are.

 
Why has the Canadian dollar plummeted?

Whenever there is a global economic crisis, the 
Canadian dollar is bound to be hurt. This year, it’s down 
about 7% against the US dollar, caused by a lack of 
liquidity in the Loonie and by lower oil prices.

Large institutions such as pension funds, hedge funds 
and insurance companies need liquidity in all the 
markets they trade. The more liquid currencies include 
the U.S. Dollar, the Swiss Franc, the Euro and the 
Japanese Yen.

Like the Australian and New Zealand dollars, the 
Canadian dollar is deemed as a minor currency. It trades 
notionally about $1 billion per day, compared to the U.S. 
dollar, which trades about $1 trillion per day, meaning 
the U.S. dollar is about 1,000 times more liquid than the 
Loonie.

During the last financial crisis / recession in 2008, the 
Canadian dollar fell 22% against the U.S. dollar.

That same year, a popular hedge fund trade was to 
borrow in Japanese Yen at 0% and buy Australian bonds 
with a 6% coupon. The 6% spread is known as a carry 
trade.

When the Australian dollar fell 50% that year, the carry 
trade put some hedge funds out of business as they 
weren’t prepared for so much currency volatility.

The moral of the story here is not to have too many 
investments in minor currencies. It’s why we own 
multiple currencies in our global portfolios.
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Why have some of the bonds fallen so much in price? Why didn’t you sell them on the way down?

Unlike stocks, fixed income instruments, such as bonds 
and preferred shares, do not trade on a listed exchange. 
They trade “over the counter” (OTC), whereby a financial 
institution holds these instruments in their inventory 
and investors buy them based on their current yields.

When markets become illiquid, bids disappear 
and prices may fluctuate wildly, especially if a large 
institution must raise cash quickly.

With the significant drop in oil prices in March, the bond 
prices of oil producers and refiners traded lower from 

their par $100 value into the high $60 and low $70 price 
range.

Since those bonds trade over the counter, you may try 
to sell them to get out of the position but only if there’s 
a willing buyer on the other side. Otherwise, there’s “no 
bid” and you’re stuck holding them.

Our risk management strategy has always been to own 
between 20 and 40 bonds so that if one of them does go 
bankrupt, it won’t measurably hurt the portfolio.

 
I didn’t expect my preferred shares to drop so much in value. Now what do we do?

In the last Liberty newsletter (Dec. 31, 2019), we 
mentioned that when stock markets drop, preferred 
shares will usually follow in lockstep.

Back in 2008, the Brookfield Asset Management 4.75% 
perpetual preferred share (Series 17), a secure, Single-A 
credit, dropped from $20 to $8.29 a share, a 58% drop. 
At that low price, the yield was an attractive 14.32%.

Again, investors must always consider the risk versus 
the reward. Those who saw the lower price as an 

opportunity and bought it at $8.29 a share earned 14% 
a year for each of the past 12 years, significantly higher 
than bond, GIC or savings rates.

Always remember, while prices may fall, nothing is lost 
until it is sold. Until then, it is only down and should 
recover when economies improve.

To answer the last question, “Now what do we do?” We 
buy more when it’s appropriate and the risk / reward is 
in our favour.

 
In Other News

We have two new additions to our Customer Service 
team, Alice Park and Farai Murove. Both are fully 
bilingual, have learned quickly and have helped 

complement Virginia’s and Tricia’s efforts with clients. 
We’re please to have them on board.

If you have any questions, let us know.

David Driscoll  
President & CEO

Brett Girard CPA, CA, CFA 
Portfolio Manager & CFO

Annie Bertrand CIM 
Associate Portfolio Manager

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.


