Portfolio Review — Q1 2010

The markets fell in January and recovered during
the remainder of the quarter, up slightly by the end of
March. The cyclical sectors were the strongest,
namely Consumer Discretionary, Financials and
Industrials. The table below summarizes market
performance as of March 31%, 2010 in Canadian
dollar terms.

. Year | Year 1
Market Indices ($Cdn) 2008 | 2009 2%10
TSX (Canadian market) 35% | 31% | 2%
S&P 500 (US market) 24% | 6% 2%
Nasdaq (mainly tech.) 27% | 23% | 3%
MSCI World 27% | 12% | 0%
MSCI EAFE (Int’l) -30% | 13% 1%
iShares Cdn Short Bond 8% | 43% |04%
USS$ relative to Cdn$ 22% | -16% | -4%

During the quarter, the typical growth portfolio
gained more than 2% in spite of headwinds from
anticipated short-term interest rate increases and the
decline of the US dollar which directly impacts our
US dollar holdings.

Portfolio Activity

Early in the quarter when the markets dipped, we
added Atco (ACO.X — TSX) to accounts that didn’t
already hold it, Husky Energy (HSE - TSX) and
Shoppers Drug Mart (SC — TSX).

A potential catalyst for Husky’s price is the
planned spin-off or sale of their Southeast Asian
energy assets which are held in partnership with
China  National Offshore Oil Corporation
(CNOOC). Also, energy retail and refining margins
have been weak so any improvement in this area will
help Husky’s bottom line. As a quality upgrade in the
energy sector, Husky was purchased to replace
Avenir Diversified Income Trust (AVN.UN - TSX).

With respect to Shopper’s Drug Mart, the recent
ruling by the Ontario government to reduce generic
drug prices in Ontario to 25% from 50% of the
branded drug price was more draconian than we
expected. This will force Shopper’s to restructure its
business model by reducing store hours and services
offered. Smaller pharmacy chains will be impacted
even more because drug sales are a larger proportion
of their overall earnings. This story will unfold further
over the next month or so.

In January, we trimmed holdings of the iShares
FTSE/XIN China 25 (FXI — NYSE) exchange-traded
fund (ETF) because China was throttling their
economy by restricting the amount that Chinese banks
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could lend, this emerging market ETF’s price can be
quite volatile and the US dollar was showing strength.
Because China’s currency, the Yuan, is pegged to the
US dollar, this ETF is valued higher relative to the
rest of the world when the US dollar is strong.

The Primaris REIT 6.3% 30Sepl5 convertible
bonds, purchased last quarter, were sold when the
underlying Primaris REIT popped in price, resulting
in a ten percent gain.

Towards the end of the quarter, we added China
Mobile (CHL - NYSE), Baxter (BAX — NYSE),
PetroBakken (PBN — TSX) and Innergex CV 5.75%
30Aprl7, sold Hanfeng (HF — TSX) and trimmed TD
Bank (TD — TSX).

Baxter International is a worldwide healthcare
company with 40% of its sales in the US and 60%
International. It has three main divisions; Medication
Delivery offers drug delivery systems and anaesthesia
products (37% of sales), BioScience products include
blood collection/fractionation equipment, drugs, and
vaccines (43% of sales) and Renal is a leader in the
dialysis market (20% of sales). BAX is expected to
grow its earnings by 12% over the next few years and
is trading at a forward P/E of about 13. This results in
an attractive PEG (P/E to Growth) ratio of 1.1. Also,
the dividend was just increased from $1.04 to $1.16
annually, yielding 2%.

PetroBakken Energy is a mid-sized, southeast
Saskatchewan, light oil exploration and production
company. It combines high-growth, long-life
Bakken reserves and production with legacy
conventional light oil assets, which provide high
netbacks and a low production decline profile.
2009 exit production was more than 43,000 boepd
(barrels of oil equivalent per day), approximately
95% is light oil with 70% of this production located
in the Bakken region. The management team has a
track record of building and selling successful energy
companies. It has a high growth profile, trades at a
reasonable 6.5 P/CF (price to cash flow) and pays a
3.5% annual dividend yield.

Innergex Renewable Energy, the underlying
company of the convertible bond that was purchased,
is an independent developer and operator of
renewable power generating facilities with a focus
on the hydroelectric and wind power sectors. Often
investors will chase story stocks, such as renewable
“green” power companies, providing an opportunity
to sell at an escalated valuation. Hopefully, over the
course of owning this convertible bond, that
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opportunity will be realized. If not, we will collect the
annual coupon amount of 5.75% and have the
protection of a bond maturing or being redeemed at
face value, $100, in 2017 or earlier. This assumes
that Innergex doesn’t go bankrupt which is a low
probability event given its tangible power generating
assets and long term power supply contracts.

Hanfeng’s growth rate has declined, its price
recently surpassed analysts’ targets and being a small
cap stock that doesn’t pay a dividend it carries higher
risk, so it was sold. TD Bank had become an
overweight holding in some portfolios so it was
trimmed in those accounts.

Outlook

We have been expecting a correction of this 60%
plus market rally from last year’s March lows for
several months now. Fewer so-called experts are
mentioning a pullback, so perhaps it will happen.
Although, we are not big proponents of technical
analysis, a 61% retracement from the bottom of a
trough-to-peak band is a critical technical level. The
TSX at 12,200 is presently 62% from the bottom of
the 7,500 — 15,000 range. We will either break
through this level with higher volume or retrace.

The Canadian economy is recovering well enough
that an increase in the short-term interest rate by the
Bank of Canada seems inevitable. We are not
expecting a rapid jump in rates because inflation
seems to be tepid and the higher Canadian dollar acts
as a brake on the economy by making it more difficult
for our exporters. The implication is, there will be no
further capital gains on high-quality corporate bonds
or preferred shares. Stocks that pay dividends and
steadily increase their dividends would seem to be a
better alternative.

Looming in the background are the huge
government deficits that have developed in order to
pump the economy with liquidity during the financial
crisis. Examples of countries with large debt relative
to GDP are Greece, Portugal, Italy, Japan and the US.
Somehow these debts need to be repaid, so beware of
the taxman.

After such a strong market rally, we are keeping
our equity exposure to less than 60% in the event we
get a credit surprise or some other unpleasant world
event.

If you have any questions or comments regarding
items discussed in this newsletter please contact us.
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The Real Secret of the Rich

Enclosed is an article about Investment
Counsel/Portfolio Management firms and how they fit
within the investment industry. Hopefully, you will
find this MoneySense publication interesting.

Be Fraud Savvy!

Almost 1.7 million Canadians were victims of
identity theft in 2008 (more than 3 people per minute)
and online scams have increased by 77% since 2005.
The key to fraud prevention is to be an educated
consumer by becoming familiar with various types of
scams and exercising extreme caution when sharing
personal information. Below are some guidelines:

e While using the computer create unique passwords,
delete spam and beware of phishers who attempt to
gather your personal and financial information via
e-mail or phone.

e Install up-to-date security software and use a low
limit credit card for online purchases.

e Protect your mail and shred any papers containing
your name, address or other personal information.

e Follow up on bills and statements that don’t arrive
when expected and check all statements carefully,
immediately reporting any unfamiliar transactions.

e On the phone, never give out personal information,
especially if you did not initiate the call.

e Limit the number of identification documents you
carry and keep photocopies of all ID in a safe place.

e When travelling, carry as little cash as possible and
a minimum of credit cards and identification.

e Keep a record of phone numbers for credit card
companies and Canadian consulates and inform
your credit card company before you travel so any
unusual transactions can be flagged or investigated.

If you are a victim or suspect fraud, contact the

police, the Canadian Anti-Fraud Centre at
www.phonebusters.ca or 1-888-495-8501 and the
Competition Bureau of Canada at

www.competitionbureau.gc.ca or 1-800-348-5358.

Every Canadian is entitled to receive a credit
report once a year, free of charge to ensure they have
not been a victim of identity theft. Contact Canada’s
two credit bureaus Equifax (www.equifax.ca or 1-
800-465-7166) and TransUnion ( www.transunion.ca
or 1-800-663-9980).

Doug Garner, P.Eng., CFA
President, Portfolio Manager
Jane Garner, BA, EPC
Vice-President
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province in which they operate. Each listing
also provides a lot of pertinent information
about each firm.

If your portfolio is $1 million or more in
size, you'll have no problem getting taken
on by most firms, although some can have
minimums as high as $3 million. But don’t
worry if you have a smaller portfolio. In
“Which counsel is right for you?” on page
55, we've listed a variety of options, including
several firms which will take on clients with
portfolios of $500,000. One of the firms,
Beutel Goodman Private Client Group, will
even go aslow as $250,000. If you're relatively
yvoung with a high income, and they see a
lot of potential for your portfolio to grow,
some firms will take you on with even less
than their stated minimum.

‘Which one should you choose? Once
you have several firms interested in taking
you on, the choice of which one to go with
is yours. It can be a tough one. It's tempting
to look at the returns earned by different
firms over the last few years and then just go
with the counsel that has performed best.
But that would be a mistake, say the experts.
Hot performers often lag later. Kelly Rodgers,
president of Rodgers Investment Consulting,
says instead you should look at the “five P's”:
philosophy, process, people, price and per-
formance—"in that order,” says Rodgers.
That’s because “if you get the first four right,
the fitth will automatically follow.”

Inlooking at performance, it’s important
to consider not just the returns, but the
volatility of those returns. Rodgers says you
should look at a firm’s performance com-
pared to overall market benchmarks on a
year-by-year basis. Look for counsel that
perform comparatively well year-after-year,
rather than blowing the lights out one year
and lagging the next. “Ultimately, long-term
success will come from consistently good
rather than occasionally great.”

In describing their historical perfor-
mance, private investment counsel firms will
usually show composite returns earned by
their clients in an investment category like
Canadian equity compared to a relevant
benchmark (in this case, the S&P/TSX Com-
posite Index). That has the advantage of
being “actual returns earned by real inves-
tors,” says Rodgers. Many firms follow the
CFA Institute’s Global Investment Perfor-
mance Standards (GIPS) to ensure fair, ac-
curate and comparable performance report-
ing. Rodgers says to beware of other types of
money managers showing you “simulated”
returns from a selection of hot funds. It's easy
with hindsight to cherry-pick the hottest
funds and then calculate historical returns.

You need to be comfortable with the
firm’s investment approach. Investment
counsel firms tend to emphasize preservation
of wealth, so usually their style is fairly con-
servative. Many firms adopt a value approach
to investing in equities, which emphasizes
payinga good price foracompany’s net assets
and earnings potential. Others adopt a
growth or a growth-at-a-reasonable price
approach. Many of the banks offer a large
menu of funds or segregated account models

with different styles, so you can mix and
match between different styles.

Once you've found a reputable private
investment counsel firm that fits your needs
and you've handed over your hard-earned
savings, you can sit back and relax. It’s time
for them to do their job, and of course, report
regularly back to you. You may not be truly
rich yet—but now that you've discovered the
investing secret of the wealthy, you have a
better chance of joining their ranks. m



