Dave' s 2009 Annua Review of Investment Markets

“That’s about the craziest thing I’ve ever heard!” “We' ve had a bad ten years, so now
we're going to have another bad ten years? 1’'m overwhelmed by the emptiness of that
idea. Thehistory of themarket is precisely the opposite. If you have a bad ten years
you'relikely to have a good next ten years.”

- Prof. Jeremy Siegel in Fortune magazine Nov. 10, 2008

Financial markets had a severe case of indigestion in 2008 and provided one of the worst
calendar year returnsin history. At the end of 2008 the US market was about 50% below itslong
term trend line and this went sharply lower in the first couple of months of 2009, when it seemed
investors could not sell at prices low enough and to many it might have seemed like the end of
the world. Equity prices were so low, they implied that the greatest businesses of the world were
going to have negative returns forever. And then sentiment changed...

Looking back it appears March 9, 2009 marked the turning point of the last cycle and global
markets rose sharply over the rest of the year. Nothing magical happened that day, there was no
announcement that the world had been saved and there was certainly no news that told investors
they were in for one of the steepest market ralliesin history, yet the rally came anyways. From
the March low point, some markets rose by 30%, 40% or even 60% by the end of 2009. While
individual investors were busy bailing out of long term equity investments (as measured by
industry data showing large continued outflows from equity funds), markets enjoyed aterrific
gain and began the recovery from historic lows. While thereis still agood way to go to reach
the highs of the last cycle, those who stayed invested through 2009 have a healthy start at it
while those who moved to positions of “safety” in early 2009 have missed gains so significant
they may never recover. Someone who switched to aten year bond paying 3% last March has
gained about 2.5% since then while equity investors typically gained 10 to 20 times more.

Consider Chart 1 below that shows the 10-year moving average of the US stock market. Since
1826 there have been four other times the market average approached the recent low, but this
cycle has set a new record low, going into negative territory for the first time. In other words, we
have just seen a 10-year return worse than that experienced at the time of the great depression of
the 1930's. Many have taken to calling the current economic cycle “the great recession”. In
contrast to the 1930's, we have not yet seen the massive unemployment (20%+) and
bankruptcies (15%) seen back then.

Note that in the ten years following the lows shown on the chart below, the compound return
averaged over 15%. As I've explained many times, Prof. Jeremy Siegel’s work (and many
others) clearly shows that equity markets have the property of mean reversion, meaning they
always come back to their long-term averages. To think that this will suddenly change is, as
Prof. Siegel called it in the quote at the start of this article, “about the craziest thing I've ever
heard”.



Chart 1: 10-yr moving average of U.S. large cap common stocks

10-year rolling return of S&P 500 Index, Dec. 31, 1935 to Dec. 31, 2009
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BRIC — Brazil, Russia, India and China — Many investors and economists expected nearly
unlimited demand for resources to come from these countries as they worked through their
industrial revolution. As a consequence, the price of commodities like oil, gold and other metals
and Canadian resource companies had gone way up over the previous five years. That ended in
2008, when the BRIC Index was down 60.2% (Russia -72.4%, India -52.9% China -65.5%) but
in 2009 these came surging back, with the emerging markets index up 52%.

The Canadian dollar opened 2008 with a value of about US$1.00, retreated to US$0.82 by the
end of 2008 and then rose to US$0.96 by the end of 2009. In US dollar terms the MSCI World
Index gained 30.8% in 2009. Due to currency effects it returned 11.8% in C$ terms. Thus |
would expect the average well diversified Canadian long-term investment portfolio to show a
return of around 12% plus or minus several percent.

While the recent moves in the Canadian dollar have been dramatic, currency changes tend to
wash out over the long term. Asset allocation geared to your long-term goals remains the most
important consideration when assembling a portfolio. | believe that this objective should be
revised in response to changes in your financial goals or stage of life and not in response to
short-term moves in the financial markets.

To illustrate the currency effect | have prepared two charts showing the C$ and USS$ versions of
the very same fund — Trimark Select Growth — a global value fund which has historically held a
high proportion of US companies. Chart 2 shows that as of Dec. 31, 2009 the US$ version had a
five-year loss of about 8% while the C$ version showed a 20% loss. Chart 3, which goes back to



1994, shows that one version led for several years and then the other took over, with a return to
parity by the end of 2008 and a new divergence in the last year. This trend of currency
fluctuations works itself out over time and | do not propose to try and second-guess currencies by
trying to anticipate them. In some cases | may discuss neutralizing the effect of currency by
using the recent innovation of a currency hedged version of afund, but thiswould be along term
strategy and not atactical decision.

Chart 2: Trimark Select Growth C$ vs US$ over 5 yearsto Dec. 31, 2009
Trimark Select Growsth
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Chart 3: Trimark Select Growth C$ vs US$ from 1994-2009
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Table 1 shows financial market calendar year returns for the last several years. Table 2 shows
compound returns over the last 15 years. Inside of the long term returns, the shorter-term
variability of returnsis masked by the averages. Due especially to the sharp declines of 2002
and 2008, even the 15-year averages for the equity indices are below average and we even see a
few equity indices with ten-year returnsin negative territory. Fixed income investmentsarein
the 3% to 6% range. The 100-year averages show that average returns for fixed income are 2-
3% above inflation and equities earn 7-8% above inflation. Since we have had a decade of
below average returns for equities, we are most likely to see the following decade with above
average returns.

Table 1: Annual returns of investment market indicators
2009 2008 2007 2006 2005 2004 2003

B

# [Fund Hame

. | M i o | | . |
1|5-Year Average GIC Index [12:31) 1.96 3.05 3.36 3.21 274 296 3T
2 |Canada Savings Bonds Index (12:31) 1.60 2.89 3.06 1.92 1.40 1.57 1.1
3| CPI-All lterns (12021} 168 116| 238 167 209, 213| 208
4 |Globe Alternative Strategies Peer Index (12:31) 1043 -21.34 4 96 a.71 G.96 368 1354
5| Globe Asia ex-Japan Equity Peer Index (12:21) 3672 -37.23| 1957 41.65 9.41 227 21.32
E. Glohe Canadian Equity Peer Index (12:21) 31.95. -34.50 556 1443 1674 1203| 2048
7 |Globe Canadian Fixed Income Peer Index (12/31) 6.22 286 1.93 274 494 5.59 543
8 |Globe European Equity Peer Index {12:21) 14.04 | -3554( -1.30( 31.65 6.79( 1056| 1233
9| Globe Global Equity Peer Index (12/21) 17.63| -31.01| -433| 1659 686, 620( 1230

10 |Globe Greater China Peer Index (12:31) 40.32| -41.91( 36.21( 7262 274 -5h24| 5012
11| Globe Japanese Equity Peer Index (12:21) -486| -23.40 -19.32| -1.14| 2353 641| 17.76
12 |Globe Matural Resources Peer Index (12/31) 58.40| -4463| 1268| 11.74| 43.48| 2003 3464
13 |Globe Real Estate Peer Index (12021) 2272 -3789| 1701 2825 1370 1562 14238
14 Glohe Retail Venture Capital Peer Index (12:21) —4.89. -1474| -1.08| -059) 114 -371| -334
15 |Gold: London PM (5 Cdn) (12/31) 6.86| 3003| 1122 1918| 2002| -430| -1.91
16 |M3CI EAFE (5 Cdn) (12:31) 13.21| -2943| -534| 2679 1045| 1240| 1386
17 \MSCl Emerging Markets Free (§ Cdn) (12:21) 5203 -41.44| 1855 3208 3117 1678| 2783
18 |MSCI Latin American (§ Cdn) (12/21) 7340| -3906| 2779| 4294| 4665 2945| 4205
19 |MSCI World {12/21) 3079 4033 8957| 2065| 10.03| 1525( 3376
20 (MSCIl World (5 Cdn}) {12:31) 11.78| -26.05| -710| 2053| 653 733 o44
21 MNASDAQ Composite (3 Cdn) pzien 2297 -2631| -689| 946| -1.80| 113| 2273
22 |5&P 500 Composite Total Return (12:21; 26.46| -37.00| 549 1580 489 1087/ 2869
59 S&F 500 Composite Total Return 1dx(5Cdn) 808! 2192| 1055 1574 161 395 5.90

(12431}
24 |SEPTSX 60 Total Return Index [01/14) 31.84| -3117( 11.14( 1916| 26.29| 13.84| 2551



Table 2: Compound returns of investment market indicators

Aswe enter 2010 equity markets remain variable and they always will be —that’s why they
provide higher long-term returns. There is a never-ending wrestling match between investors
who hold a pessimistic outlook and are quite urgently selling equities which they fear will
continue to decline in price and those who are buying because they see companies with low
debts, growing earnings, rising dividends and selling at attractive prices when compared to their
historical average. Fear, doubt and panic were dominant over the last few years and they
inevitably give way to gains as markets revert to their long-term averages. The optimists have
always won this struggle. Long term optimism has become realism and has led to investment
success. Basing investment decisions on fear has led to failure.

At this time you may wish to review your personal financial priorities. For example, you may
want to look at your RRSP ahead of the March 1 contribution deadline, contribute to a Tax Free
Savings Account (TFSA) or other tax planning or retirement income planning issues may be a



more immediate concern. Certainly, in light of the record low investment returns of the last
decade, many retirement planswill require additional timeto reach important goals. If you
would like to discuss these or any other topics, please do not hesitate to contact me.

David McGruer CFP®

Financial Advisor

Dundee Private Investors Inc.

2775 Lancaster Road, Suite 2, Ottawa, Ont. K1B 4V 8

613-746-9588 dmcgruer@dundeewealth.com www.teammcgruer.ca
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