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2016 Third Quarter Review

Beating the Odds

It was a strong three months for all major stock markets as they 
shrugged off the shock of June’s Brexit vote. Amidst concerns about 
mixed economic data, many central banks - most notably the US 
Federal Reserve - continued to delay raising interest rates, thereby 
providing welcome support for equity prices. 

The S&P/TSX Composite advanced 5.5% for a 15.8% year-to-date 
return. Being heavily oriented towards commodities and financials, its 
buoyancy can be explained largely by two factors. First, oil prices 
recovered, as evidenced by the S&P/TSX Capped Energy Index which 
rose 6.1% last quarter, extending its year-to-date advance to 25.7%. 
And second, bank stocks were strong, as measured by the S&P/TSX 
Capped Financials Index which gained 6.4% last quarter for a year-to-
date return of 10.8%.

In the US, the S&P500 Index posted a 5.4% return (in Canadian-dollar 
terms), no doubt helped by the lack of central bank action. The Russell 
2000 Index, which measures small-company stocks, was ahead 
10.7%. Milestone’s portfolios benefitted as they hold a diversified 
stock basket of more than 2500 US companies - small, medium and 
large. 

Internationally, equities of developed countries and emerging markets 
also experienced strong quarterly returns as measured by MSCI’s 

EAFE and Emerging Markets Indices, up 6.9% and 9.1%, respectively. 
Here too, easy monetary policy was the key factor in the gains: central 
banks in both the EU and Japan kept short-term interest rates unchanged. 
Further, they bought large quantities of government bonds, hoping to 
stimulate their persistently slow-growth economies. Amidst ongoing 
concerns about the stability of several European banks, Deutsche Bank 
shares suffered a body blow when the US Department of Justice handed 
down a huge fine over its role in precipitating the financial crisis. Also of 
note internationally, the pound sterling hovered near 30-year lows relative 
to the US dollar, following its sharp fall after the Brexit vote. Lastly, on the 
emerging markets side, it’s worth mentioning that China is the largest 
constituent of that index (at almost 30%), and its stock market was up over 
12% this past quarter.

Returns from fixed income were modest, with the FTSE Short Term 
Bond Index up 0.5%. The S&P/TSX Preferred Shares Index rose 4.7% last 
quarter, while inflation-protected real return bonds moved ahead 1.8%. 
Demand for high-quality government bonds, coupled with low interest 
rates, allowed bond prices to move higher and yields still lower. Yields 
across all maturities reflect this challenging reality and many issues 
remain in negative territory. And for the first time, last quarter two high-
quality European corporate issuers brought bonds to the market with a 
negative interest rate attached.

 
Following are the returns for major indices for the period ended September 30th, 2016:

 3rd quarter
actual

1 year
actual

3 year
annualized

5 year
annualized

10 year
annualized

Canadian Short Term (FTSE 30-Day T Bill) 0.1 0.5 0.7 0.8 1.3
Canadian Bonds (FTSE Short Term Bond) 0.5 2.0 2.7 2.3 3.7
Canadian Stocks (S&P/TSX Comp.) 5.5 14.2 8.0 8.1 5.3
U.S. Stocks (S&P 500) 4.7 13.0 20.6 21.9 9.0
Non-North American Dev. Stocks (EAFE) 6.9 4.3 9.0 12.5 3.5
Emerging Markets Stocks (FTSE / MSCI Emerging)* 9.1 13.4 8.6 8.0 5.6

*Last quarter, 1 year, and 3 year returns are FTSE Emerging. Other periods are MSCI Emerging. All returns in Canadian dollars. Source: SS&C Technologies and PalTrak
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Outlook

Steady, as She Goes

As we enter the season of ghosts and goblins, there is no shortage of 
potentially scary issues for investors to ponder. Among them: the 
uncertainty about the upcoming US election, the timing of the US Federal 
Reserve’s next move, ongoing anemic global growth, the timing and 
nature of Britain’s exit from the EU, debt concerns, seasonality, the 
outlook for corporate profitability and, last but not least, pricey stock 
valuations. We fully expect some of these concerns to haunt markets 
beyond October, perhaps keeping a lid on investor confidence. That said, 
many investors feel compelled to accept the current risks in stock 
prices, albeit reluctantly, given the lack of good alternatives. For example, 
by comparison, bond yields are paltry and continue to decline, and real 
estate prices, particularly in Toronto and Vancouver, are viewed as 
perhaps even more risky. 

Looking ahead, we believe markets will be most affected by how 
economic conditions unfold, as economic health has the largest impact on 
corporate profits. And, aside from short-term hiccups caused by any 
number of reasons, it is profits that ultimately determine stock prices 
over time. As we have discussed in past Notes, the global economy 
continues to be constrained by the debt hangover of the Great Recession 
and remains in a slow-growth mode. And now demographic realities are 
starting to aggravate matters, with many countries in the developed world 
facing the challenges of ageing populations: lower consumption and 
higher health care and pension costs. Unfortunately, monetary policy 
around the world has done about as much as it can do; it may be time for 
other measures, such as fiscal policy, to provide the necessary stimulus 

going forward. This would be particularly important if there are 
unexpected shocks - economic, financial, political, geopolitical or 
otherwise. 

The good news is that most governments are now in relatively good 
fiscal positions to undertake so-called public “investment”, having 
resorted to painful austerity following the financial crisis of 2008-2009. 
Low interest rates make borrowing attractive and there is no shortage of 
projects to embark upon: developed countries have ageing infrastructure 
and developing countries have burgeoning urban centers. The Canadian 
government has already committed to infrastructure spending, but early 
signs are also evident elsewhere. In the UK, the Conservative party has 
recently capitulated on its goal of balancing its budget in order to spur 
economic growth in neglected cities and regions. Similarly, the euro 
zone is showing more flexibility on fiscal restrictions for member 
countries. South of the border, both US presidential candidates favour 
greater spending on infrastructure as well as on military and civilian 
initiatives. To the extent that any of these come to fruition, it would 
relieve the pressure central banks feel to embark on untried and 
unconventional measures that are inherently riskier.

We believe that, even with the continuation of tepid global growth, the 
case for stocks remains intact. True, valuations have expanded over 
recent years due to both the run-up in stock prices and the plateauing of 
corporate profits, likely resulting in lower returns going forward. 
However, at the same time, bond yields have continued to decline to the 
point where they are now providing little if any return to investors. 
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As an illustration: yields on the five major Canadian bank stocks are 
currently averaging over 4% and represent approximately half of their 
annual profits. Alternatively, the yields on five-year Government of 
Canada bonds and corporate GICs are presently 0.7% and 2%, 
respectively. Typically and with few exceptions, banks raise their 
dividends each year, leading to the probability of additional future returns 
for investors. To some degree, the banks may be thought of as a proxy for 
the larger stock market, even though the profitability and dividends on the 
group of all stocks is definitely lower. But, provided the economy 
continues to grow over time, stock dividends should follow suit, 
thereby rewarding long-term investors, particularly relative to bonds. 

Of course, in the near term, markets may well experience some pre-
election jitters leading up to the November 8th US election. Should a 
Trump victory become more likely, markets may be spooked by questions 
surrounding existing and future trade agreements, given comments he 
has made throughout the campaign. Additionally, his election promises of 
big spending combined with aggressive tax cuts are deemed to be 
problematic, particularly if they were not accompanied by very strong 
economic growth. On the other hand, a Clinton victory seems to be 
viewed as a vote for the status quo, largely building on familiar policies 
that have been pursued for the past seven-plus years by the Obama 
administration. 

The US Federal Reserve will want to delay any interest rate hike until 
after the election as a sign of impartiality, but the case for a quarter-point 
increase in December is strengthening and being priced into financial 
markets. Questions surrounding June’s Brexit vote were set aside over 
the summer, but that is not likely to last. The economic effects have yet 
to be felt, and Theresa May’s recent announcement to invoke Article 50 
by March 2017, whereby the two-year “exit” clock starts to tick, may add 
to market volatility in the months ahead. How this unique divorce will 
unfold remains a mystery, but Europe is entering uncharted territory in 
any event. 

To some degree, Trump’s appeal on the campaign trail and Britain’s 
decision to leave the EU are symptoms of a frustrated, disenfranchised 
populace anxious to toss out politicians perceived to be elitist and 
disconnected from the financial reality of everyday people. It is likely that 
ongoing slow economic growth (with lower returns on stocks and bonds) 
may add to their frustration and may encourage more public dissent in 
the future. Ironically, the case can be made that this environment is not 
necessarily bad for today’s apprehensive investors, it being a global 
economy which is neither too hot (keeping a lid on rising interest 
rates) nor too cold (allowing time for corporate profits to recover). 
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Portfolio Strategy

To summarize, the challenging investment environment continues, where 
global risks are somewhat elevated but high-quality fixed income assets 
are providing very low rates of return. Indeed, some investors now 
question the merits of maintaining a material exposure to an asset class 
with such low return expectations. Our position is that clients should 
hold high-quality fixed income assets for a stable cash flow and, 
importantly, to reduce the overall portfolio volatility during periods of 
equity market weakness.

And we know equity markets inevitably become more vulnerable 
when valuations are stretched, as they are now. We also know that, 
typically, every year or two stock markets experience brief periods where 
they fall 10%, as they did last January. As we have discussed many 
times, no one can predict with any accuracy the timing of a future 
downturn and it can be very costly to try. We believe a more reliable 
strategy is to maintain a disciplined asset mix geared to realistic return 
expectations and incorporating appropriate risk-tolerance parameters. 

In Milestone portfolios, we continue to emphasize high-quality fixed 
income assets to compensate for expected equity market risk. We avoid 
high-yield “junk” bonds, as these securities have “equity-like” return

characteristics. They promise a higher yield-to-maturity than high-quality 
bonds or GICs, and may perform fairly well in a strong stock market 
environment. Unfortunately, when stocks fall significantly, junk bonds 
follow suit which, in our opinion, defeats the purpose of owning fixed 
income assets in the first place. We would argue a better strategy is to 
increase the equity allocation instead, while maintaining a high-quality 
fixed income portfolio. 

We expect relatively low interest rates to persist globally for the 
foreseeable future, predicating an ongoing lower return environment. 
Overall, stocks should still provide a higher return than bonds, as 
they have historically, albeit with more volatility. If and when extreme 
equity weakness does occur, the key is to ride out the storm and take 
some comfort in a fixed income return of 2%. 

To close, it has been said that over the years (now 20 and counting) that 
we conclude these Quarterly Notes with the same investment advice, no 
matter what the ever-changing environment has been - along the lines of 
“stay the course” or “steady, as she goes”. It’s true, we do. In fact, we 
are happy to report that nothing in 20 years has given us reason to 
change our tune. 


