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Investment Strategy Summary: Still Positioned for Recovery

RECESSION RESPONSE RECOVERY
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The Importance of Separating Cycle from Trend

Á Japan has faced a structural decline in its 

economy and asset markets.

Á There have been noticeable moves counter to 

the long-term trend.

Á We remain focused on the US cycle, despite 

what could be a challenging trend.A spooky parallel 

between the Nikkei and 

S&P 500.

Trend: Roman numerals

Cycle: Letters
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A Review of Time-Tested Indicators: The Long Leaders

Á Steepening yield curve is usually associated 

with recovery.

Á A Fed probability model, based on the yield 

curve, points to near 0% odds of recession 

extending through 2010.
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Quarters before and after ISM back above 41:

Real GDP qoq% chg, annualized

Recession Periods (t = ISM back above 41) t-2qtr t-1qtr t t+1qtr t+2qtr

1) 1948 Q4 - 1949 Q4 (Aug 1949) -5.9 -1.2 4.6 -4.0 17.5

2) 1953 Q3 - 1954 Q2 (Mar 1954) -2.4 -6.2 -2.0 0.4 4.5

3) 1957 Q3 - 1958 Q2 (May 1958) -4.2 -10.4 2.4 9.6 9.5

4) 1969 Q4 - 1970 Q4 (Dec 1970) 0.8 3.6 -4.2 11.6 2.3

5) 1973 Q4 - 1975 Q1 (May 1975) -1.6 -4.7 3.0 6.9 5.3

6) 1980 Q1 - 1980 Q3 (Aug 1980) 1.3 -7.8 -0.7 7.6 8.4

7) 1981 Q3 - 1982 Q4 (Dec 1982) 2.2 -1.5 0.4 5.0 9.3

8) 1990 Q3 - 1991 Q1 (Apr 1991) -3.0 -2.0 2.6 1.9 1.9

9) 2001 Q1 - 2001 Q4 (Nov 2001) 1.2 -1.4 1.6 2.7 2.2

Average -1.3 -3.5 0.8 4.6 6.8

Source: RBC Capital Markets, ISM, BEA

Initial Unemployment Claims & Recessions
NBER Initial Claims Peaked on/

Trough Claims before

Month Peak Economic Trough?

1973-75 Mar-75 2/1/75 Yes

1980 Jul-80 6/7/80 Yes

1981-82 Nov-82 10/9/82 Yes

1990-91 Mar-91 3/30/91 Yes

2001 Nov-01 10/20/01 Yes

2007-? ? 04/04/09 ?

Source: Robert J. Gordon, NBER, RBC Capital Markets

Recession

ISM rose above 41.0 in May.

ISM > 41Č GDP growth >0% within 1 qtr 89% of the 

time; >0% within 2 qtrs 100% of the time.

4-wk moving avg of UI claims down 

18% since April 4. A decline greater 

than 9% reduces chance of ñfalse 

positiveò.

A Review of Time-Tested Indicators: Shorter-term Leaders
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The Bigger the Bust, the Bigger the Recovery (Redux?)

Á Historic analysis suggests a normal recovery after such a bust is consistent with 7-9% GDP growth, 

not the 2.5% expected by the economics community.

Á High-frequency indicators point to the potential for a >4% GDP growth quarter before yearôs end.

Á Large GDP growth prints over short intervals of time usually have little to do with the consumer. The 

secret is in the line items I, G, and X, which are up to 6x more variable in any given quarter.

Is a surprisingly large pop 

in GDP growth coming?
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* Contraction from peak is based on Consensus Economics estimates and future growth is based on Q4/2010 forecasts.

Consensus Economics*

Federal Reserve*

GDP: Average Growth & Growth Variance Since 1947
GDP C I G (X-M) X M

Avg 3.3 3.5 5.8 3.3 -1.0 6.2 7.3

Std Deviation 4.1 3.5 23.5 8.2 20.7 19.2 18.4

Source: RBC Capital Markets, BEA
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Note: Forecast Based on FRB, Consensus Economics, and RBC Economics estimates for input 

variables.

Equities: More Upside Potential, Pace of Gains to Slow

ÁThis model, which uses the Fedôs economic 

forecast as a base case, points to a potential 

earnings acceleration of >20% in each of the 

next two years.

ÁWe are at a stage in the cycle where positive 

earnings surprise becomes more 

commonplace.
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Equities: More Upside Potential, Pace of Gains to Slow

S&P 500 Total Returns (%) and P/E

10 yr ann. Nominal Returns Next 1-yr 10 yr ann. Real Returns Next 1-yr

P/E10 Multiple Median Worst Return (Best) Median Worst Return (Best)

less than 10 15.3 -1.7 160.6 10.8 0.3 179.1

10 to 15 11.8 2.3 83.0 7.6 -4.4 83.0

15 to 20 7.9 -3.4 53.8 5.2 -4.6 53.9

20 to 25 5.7 -4.6 57.0 3.0 -4.3 55.2

25 to 30 7.9 -4.4 48.0 5.2 -2.3 46.0

30 to 35 5.9 -5.4 32.5 3.2 -3.2 30.3

greater than 35 -0.9 -3.4 39.8 -3.5 -5.9 36.7

Source: RBC Capital Markets, Robert Shiller

ÁTodayôs valuations are at a level consistent 

with ~8% total annualized returns over the 

next decade.
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Á Credit spreads are closely connected to 

changes in P/E multiples.
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Equities: More Upside Potential, Pace of Gains to Slow

Á The interaction between changes in P/E and E 

on price returns is captured by our ñcyclical 

thrustò indicator.

Á It continues to point in a positive direction for 

equity price performance.

Á The cyclical thrust indicator has proven most 

reliable during long-term bear markets like the 

one from 1966-82.

ÁWe are watching for turns in this indicator to 

moderate portfolio risk.

Correlation = 0.60 

over full sample

Correlation = 0.70 

from 1966-82
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TSX (yoy% chg)

Variables Coefficient t-stat

S&P 500 (yoy% chg) 0.79 23.4

CRB (yoy% chg) 0.61 14.5

Constant 1.14

R
2
 = 0.70

Source: RBC Capital Markets
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Average in up years = 9.6%

Overall average = 2.6%

Canadian Equities: Beneficiaries of a turn in Global Cycle 

Á The S&P 500 and the CRB dictate 

Canadian stock market cycles.
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Sectors: Macro Indicators & Historic Cycles Favor a Cyclical Bias
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Á The upturn in leading indicators favors the 

earnings and price performance of sectors 

with greater leverage to the business cycle.
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High Beta = Energy, Materials, Info Tech & Financials

Low Beta = Consumer Staples, Utilities, Health Care & Telecom
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* The S&P 500 Cyclicals Index is a cap-weighted index comprised of those stocks in the Energy, 

Industrials, Consumer Discretionary, Materials and Info Tech indices. The S&P 500 Defensives Index 

is a cap-weighted index comprised of those stocks in the Consumer Staples, Health Care, Utilities, 

and Telecom indices.
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Sectors: Macro Indicators & Historic Cycles Favor a Cyclical Bias

Á The cyclical, or higher-beta, areas usually 

outperform in the 12 months after a recession-

related bear market low.
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Low-Quality Leadership ïAnother Quarter or Two of Life Left?

Á The smaller, more fundamentally 

broken but cheaper stocks have been 

massively outperforming since the 

March low.

Á Low quality rallies are relatively brief 

and infrequent, usually lasting 10 

months.

ÁThis one could end by ô10Q1.

This is the 8th low-

quality leadership 

rally since 1980.


