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Jerome Powell:
The New Sherift In Town

Early October was shaping up to be a festive time to celebrate Canadian
Thanksgiving. US markets were trading at record levels and volatility
was at an all-time low. On October 4th, everything abruptly changed for
the worst. Fed Chairman Jerome Powell decided to shock the markets,
nearly undoing all the good work that Ben Bernanke and Janet Yellen had
accomplished over the last ten years.
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From 2008 to 2014, the stock mar-
ket relied heavily on Ben Bernanke, an
expert on the 1930s Great Depression,
to breathe life back into the US economy
after it was put on life support in 2008,
Bernanke did not disappoint. Bernanke
knew deflation was a much tougher
enemy to defeat than inflation - bet-
ter to keep interest rates low, increase
the money supplyanderr on the side of
quantitative easing. Sure enough, the 173
economy found its footing; deflation was
avoided and inflation remained mild.

In 2014, Janet Yellen took over the
reinsand proved to be just as competent
as her predecessor. Recognizing that
the US economy was no longer sputter-
ing but also not clicking on all cylinders,
Yellen acted prudently relying on “data
dependent’ information to drive her
decision-making. Investors enjoyed
one of the least volatile periodsin his-
torycombined with steady economic
growth, By 2017, Yellen began raising
interest rates as the health of the US
economy had been nursed back to form.

Then in early 2018, Jerome Powell
took over the Chairman role. At first,
Powell stuck to the program and raised
interest rates three imesin 2018, Few
investors took issue with the higher
interest rates. Inflation was tame, the
US economy was growing butnot hum-
ming, and stock market valuations were
within an adequate trading range.

For some reason, on Cetober 3rd 2018,
Powellchanged the playbook. Completely
unscripted, Powell shocked the market
byvhinting that the Feds were about to
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accelerate the pace of interest
rate hikesin 2019. That set off
achainof catastrophic events
over the next three months,
Many investorswere aghast
at the Feds 180 degree turn.
The mantrawent from ‘slow
and steady’ to ‘there's anew
sheriff in town'! In an over-
heated economy, the strategy
of raising interest rates
makes sense but the numbers
hardly pointed to that fact:

B US inflation at 2.0%

B US wage inflation 3.0%

B US housing slowing down

B Worldwide commodity
prices plummeting

Only USunemployment
had avery strong showing (a
potentially flawed number
since it discounts the unem-
ploved people who have given
up looking for a job)., But with
wage inflation low, raising
rates indramatic fashion
seemed like an overreaction
to one positive piece of data.

Powellwas now puttingin
place all the necessary pieces
fora do-it-yourself recession.,
A significant dose of higher
interest rates is very bad for
the economy because the cost
to service debt increases for
both corporations and con-
sumers, Corporations have to
eventuallypayhigher interest
costs as their bonds renew
which means less profit for
corporations. Consumers have
to eventually pay higher mort-
gage costswhich meansless
disposable income resulting in
less dollarsspent on furniture,
cars, travel, leisure, ete. In
essence, both corporations
and people become poorer,
setting off a domino effect of
cascading negative events,

Then November came and
that left even more investors
trying to make sense of the
Fedsstance. Many indica-
tors showed that worldwide
growth was decelerating. Oil
prices had plummeted more
than 30% over a two month
period on very wealk global
demand. The two biggest
economies, 1S and China,
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Powell was now putting in place
all the necessary pieces for a
do-it-yourself recession.

were fully engagedin atrade
war. Inaddition, large global
companies like Fedex and
Accenture beganreporting
weak earnings and lower-
ing their guidance for 2019,
Next, the short term bond
market dried up. Why invest
ina2or 3 year bond today
when an investor could wait
but a few monthsand get an

even higher rate. Asa result
of alack of liquidity, the yields
on short term bonds rose even
higher than longer term bonds,
This caused the bond market
to slightly invert in November.
Unfortunately, vield
inversion isoften cited as
a precursor fora recession
whichon itsown creates even
investorangst. Intandem

with program trading, many
computer traders have algo-
rithmsthat are specifically
designed to startselling stocks
when the vield curve inverts,
These algorithms trigger
more selling and even more
downward pressure creating
aone-two punch -- nervous
investors selling based onthe
Feds rate hikes and program
traders selling in response
to the inverted yield curve,
On December 19th, Powell
delivered the last Feds
meeting minutes, Notin
thelast 10 yvears, had there
been so much anticipation
and tension around a Fed
announcement. Markets
were down more than 15%
but hope had not completely
faded. There was still talk of a
“Santa Clausrally”, Sowould
Powell admit thathe goofed
as Trump and Jim Cramer
had tweeted so many times
or would Powell stand firm?
Turns out, Powell took the
middle ground. He admitted
the Feds were overly aggres-
sive in calling for rate hikes
but he still called for teo more
in 2019 The market wasnot
pleased and the 58P 500 fell
another 500 points eventually
making December the worst
performing one in history.
While this pastquarter’s
volatility could have been
avoided, Powell didus long
term investorsa huge favour
-- hecooled the market and
created some very favour-
able opportunities. Just as
it is unrealistic to expect
the market to always move
upwards, the corollary is also
true. Marketseventually bot-
tom out and the trend reverses,
While talk of a recession is
plausible, today's economic
data still points to worldwide
growth, At Frontwater, we
know picking market topsand
bottoms is a fruitless exercise.
Aswe saw in 2010, 2013, and
2015 market corrections are
healthy. Think of themas a
body detox that flushesoutthe
bad in order to position the
market for the next leg up.



FAGEBOOK: Buy on THE DIP?!

ince hitting a high of $218 in July, Facebook
has tanked more than 35% to $130. That
would normally put a lot of investors on edge,
but we see thisasa great dollar cost average
opportunityin the 5th largest companyin the
world. Even the best hitters strike out and Facebook
is still very much in the batters box. Investors are
used to seeing Facebook smack out ofthe park home
runs and this past quarter’s earnings were more
on par with asingle or a double. Good luck finding
another company with operating margins of 40% at
an attractive forward P/E ratio of 19 times earnings.

Launched in February 2004,
Facebook initially targeted
college students. Itquickly
expanded via email and word
of mouth. Today, Faceboolk is
the largest social network in
the world, with more than 2
billion monthly active users,

And much like Apple,
Facebook has developed aneco-
system of loyal, dedicated users,
Once people are part of the
ecosystem, few exit. Facebook
is not just a way for people to
keep in touch with colleagues,
friends, and family-- it'sa
religion. Some people pray
three times a day. Facebook
users post pictures, videos,
commentary three, four, five
timesa day. Users are spending
approximately 50 minutes per
day posting photos, exchanging
messages, making comments,
uploading content, liking or dis-
liking other content, and more,

The growth in users along
with the valuable data that
they generate, makes Facebook
extremely attractive to online
advertisers. Amajor benefit of
Facebook advertising is its abil-
ity to target an exact audience.
Youcan advertise to people by
age, interests, behavior, and
location. Another major benefit
is thatit is one of the cheapest
forms of advertising, Youcan
literally spend $5 and reach
Loo0 people, No longer do busi-
nesses need to allocate large
budgets to radio ads, televi-
sion commercials, billboards,

and other traditional media
toreach the same audience,
Indeed, one of the key
financial metrics for gauging
FB's profitabilityisits aver-
age ad revenue per user, or
ARPUL In Q4 2017, the average
revenue per userwas $6.18
-- nearly double the ARPU at
the end of 2014 whenitwas
$2.81 - anincredible feat,
Facebook's ability to mon-
etize its network of usersisan
unprecedented achievement
inthe modern industrial age.
Orwer the last twelve months the

TICKER: FB PRICE AS OF DEC 31, 2018: §130.12

company has achieved profit
margins near 39%, return on
equity over 26% and quarterly
earnings growth of over 31%.
Yet, the company tradesat only
19 times forward price earnings
ratio, By comparison, Johnson
and Johnson -also ahigh qual-
ity company butwith much
less growth potential - trades at
16 times forward price earn-
ingsratio-- notthat much less
than Facebook, vet Facebook
has so much more upside,
Admittedly, the hyper-growth
days at Facebookare officially

over. Inits July earnings report,
the company announced user
growthwas flatin the 105 and
Canada. In Europe, the news
was even worse with declin-
ing subscriptions due to new
Internet laws and privacy
legislation in the Euro zone
(see European Union's General
Drata Protection Regulation).

Onthe costside, one might
say it looksugly. Costs are on
the rise as USregulators pres-
sure Facebookto tackle fake
news and phony accounts like
we saw in the 2016 US election.
This past summer, Facebook
announced that 50 million user
accounts had been hacked.
Plans to hire an additional
20,000 people to handle safety
and security onits platform will
certainly erode profitability.

That said, while the sub-
scriber base for the Facebook
app may have hit a saturation
point, the company hasbeen
active in strengthening and
expanding its product offerings
with shrewd acquisitions such
as Instagram and Whatsapp.
These newapplications con-
tinue to make Facebook, the
company, relevant to userseven
though Facebook, the applica-
tion, becomes less relevant.

In 2012, Facebook purchased
photo sharing app, Instagram,
for $1 billion dollars, At the time,
itlooked like a crazy acquisi-
tion. Instagram was founded
only two years earlier in 2010,

It had only 13 employees, and
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FRONTWATER
SERVICES

We havethe expertise to protect
our inwestors from currency
fluctuations on US dollar denomi-
nated assets. Our investors can
investin markets outside Canada
without having to worry about
volatile foreign exchange rates.

SERVICES

«  Managing Investments

«  Assessingyour Riskand
Imeestment Profile

« [Desiening your
Asset Allocation

« Customizinga
Financial Strategy

« Retirement and Tax
Flanning Considerations

= Structuring of Family Wealth

«  Estate Flanning

« Business Continuation
Flanning

«  Protecting USE Investments
against Currency Risks

+ Hedging against
Extreme Events

PRODUCTS
= Equities
« Bonds

« Income Trusts

= |nitial Fublic Offerings
(IPOs), new issues

= [Derivatives (Calls,
Futs, Futures)

«  Commodities

= FXTrading

« Insurance (Offered thru
WDEA and Associates)

«  Alternative Assets

ACCOUNT TYPES

« Cdn%and USE cash

and margin accounts
+ RREPs, RESPs, RRIFs
« TaxFree Savings

Accounts (TFSAs)

« Individual Fension
Flans (IFFs)

«  Locked-In Retirement
Flans (LIRAS)

« Corporate Accounts
= Smalland Medium
Sized Businesses
« Holding Companies

« Trusts
«  Endowments

4  rRONT LINE THINKING

FACEBOOK
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it made absolutely no money. Its
main asset base was 30 million
users but that hardly seemed to
justify a billion dollar price tag,

Today, the Instagram acquisi-
tionlookslike abargain, This
past June, Facebook announced
Instagram had achieved overl
billion active users. Moreover,
Instagramis ready to compete
head-on with YouTube, The
company recently announced it
will begin allowing usersto upload
videosup to one hour inlength,
up from the previous one-minute
limit. Facebook does not break
out Instagram’s revenue and does
not provide guidance about it.
But ifone digs into the numbers,
it isnot difficult to deduce that
Instagram is becoming a major
revenue driver that is approach-
ing15%-20% of Facebook's
overall project revenue.

In 2014, Facebook purchased
WhatsApp for $22 billion and
it wasmaking even less money
atthe time than Instagram by
comparison. But the combination
of WhatsaApp, Instagram, and
Facebook serves to strengthen
the ‘social-network' effect in
whichall these ‘connected’ apps
become the ‘go-to’ ecosystem for
people to join, Moreover, users
who have spent hours, weeks,
vears, setting up profiles are
unlikely to leave behind friends,
contacts, pictures, memoriesby
departing to alternative plat-
forms like SnapChat or Twitter.

We believe Facebook has awide
moatnowthat it has emergedas
the clear-cut social media leader.
Given its successful track record
of monetizing its vast user net-
waork via advertising, we believe
Instagram and WhatsApp present
fantastic growth opportunities,
Facebook is also slowly becoming
anentertainment hub which will
only further increase engagement
and user time spent on Facebool.,
The combination of a sticky user
basewith continual expected
growth in online advertising bodes
well for Facebook To condude,
we believe that Facebook's current
overhangs are unwarranted. We
believe that the business model is
largelyintact and the stock price
will correct itself in due time.

Guaranteed Investment Certificates (GICS)

WHY INVEST IN GICS?

GICs are secure investments that guarantee your initial principal
investment whileearninga fixed rate of interest over their lifetime. GICs
offer predictable income and are the foundationof many balanced porttolios.

HIGHER RATES, SAME RISK
As adeposit broker representingowver 30 financialinstitutions across
Canada, we are able bo offer our clients personalized service ata lower
cost! This means that the savings get passed alongto youthrough higher
interest rabes with the same principal guaranbee that all GICs provide.
BEMNEFITS OF OUR GICS:
In addition to offering CDIC protected GICs which provide
probection up to 8100000, we also offer GICs with:
B UMLIMITED deposit insurance protectionby:

v CUDIC of British Columbia

v DepositGuarantee Corp.of Manitoba

v CUDGC of Alberta
o 195-1.5% higher than average rates (see table®) from over 30
Canadianinstitutions*

ANNUAL
PAY RESE RRIF TF5A
Iyr GIC H00% 2 T0% 2 T0% 2 T0%
Sy GIC 3 155 X955 X955 X955
Ay GIC 3275 3205 3205 3205
HyrGIC 3405 3155 3 155 3195
Sy GIC 005 il il il

* Hates subject o change
Frontwater does notissue GICs. GICs areissuedthroughindependent. fird-party inanaal insttutions

! Basedoncomparzbie posted mtes 25 of ne 30, 2018 ot Canada's {ve brgest inanaal insttutions

JEFF KAMINKER, MBA, CFA founded Frontwater Capital in
200% and is a licensed Fortfolio Manager. He is a member of
the CFA Institute and holds an MBA and Engineering Degree
{with Honours). He has mare than 15
years capital markets experience.

Frontwater Capital offers an array of
private wealth management services
including investment management,
insurance, financizal planning, tax
and retirement planning.

Frontwater Capital is licensed as
Fortfolio Manager, Commodity Trading
Adviser, and Exempt Market Dealer.
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CAPITAL

VISIT WWW.FRONTWATER.CA

Contact us for a complementary consultation at:
416-903-9195 | 416-890-4717

or:

Invest@Frontwater.ca

1920 Yonge Street, Suite #200

Toronto, Ontario M45 3E2
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