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Leith Wheeler Investment Counsel

Bill Dye, CFA Head of Canadian Equities Leith Wheeler Investment Counsel

PICKING STOCKS:
LESSONS LEARNED OVER THE PAST 30 PLUS YEARS
I was recently reflecting on the many lessons I have learned over my career as an equity
analyst at Leith Wheeler. I thought I would describe the following four lessons as well as some
of the mistakes I have made over the years.

Lesson 1: The stock market is a
para-mutual betting system.
This is how Bill Wheeler, one of the co-founders of Leith
Wheeler, described his investment philosophy to me.
The concept is that when betting on a horse-race, it is not
enough to correctly pick the winner of the race (although
this is, obviously, important). Ideally, one should pick a
horse that ends up doing better than it was expected to
do. Often, the winner of a race is the favourite coming
into the race. Because of the nature of the para-mutual
betting system (odds constantly change based on new
wagering information), the favourite horse is by definition
expected to do well, a lot of money is typically wagered on
it and this combination often results in a relatively poor
payoff. If the
favourite does
indeed win the
race, the payoff
on this bet is
quite small, and
if the favourite
doesn’t win
the race, the
payoff is typically tiny or zero. On the other hand, if one
has some insight that a relatively unpopular horse has the
potential to do well, the payoff can be quite attractive. The
unpopular horse may not win, but a bet on it can pay off
quite handsomely even if it only “places” or “shows”. Bill
Wheeler would often attend investment conferences that
featured several company presentations taking place at
the same time in different rooms. He would decide which
company presentation to attend by looking into the rooms

and choosing the room that had the poorest attendance.
His lesson was to invest in companies in which investor
expectations were low!

Lesson 2: Never invest on the
basis of a story on Page One...
invest on the basis of a story on
Page Sixteen that’s on its way to
Page One.
I am paraphrasing a quote by Don Coxe, who was BMO’s
strategist for many years, which I have always found to
be very insightful. The security markets are populated by
millions of bright people, each hoping to make money.
Money-making ideas are scarce and material new
information becomes imbedded in security prices very
quickly. By the time an issue hits the front page of a major
newspaper, the security markets have almost certainly
priced the issue in an efficient manner. For example, if
a new toy becomes so popular that it becomes featured
on the front page of a major newspaper, invariably the
valuation of the company producing the toy will have
already been bid up significantly. The lesson learned is
that a “page one” story typically does not provide insight
that has not already been imbedded in security prices.
Perhaps there is a very positive review of a new toy on
page sixteen of the newspaper. Many readers may only
take a passing interest in the story. An astute observer
may use this article to begin further research into
the company that produces the toy and find that the

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.

1

Leith Wheeler Investment Counsel

Bill Dye, CFA Head of Canadian Equities Leith Wheeler Investment Counsel

PICKING STOCKS:
LESSONS LEARNED OVER THE PAST 30 PLUS YEARS (CONTINUED)
toy’s profit potential is large yet the valuation of the
toy company has not yet reacted meaningfully to the
introduction of the new product.
We may be witnessing another example of this lesson
today with the price of oil and the valuation of energy
companies. The current page one story outlines how
oversupplied the world is in oil, how the U.S. shale
revolution is a
phenomenon
that is here
to stay and
how a number
of energy
companies
are struggling
financially. Not
surprisingly, energy stocks have been underperforming
the broad stock market for some time and their valuations
are well off of their highs. Perhaps one should start
to look for Page 16 stories that outline how a number
of oil producers have started to cut back production,
aggressively reduce costs and renegotiate lending
agreements. The seeds of a recovery may be getting sown,
but these seeds are usually not seen on Page 1!

Lesson 3: In the short-run, the
market is a voting machine but
in the long run, it is a weighing
machine.
This is a famous quote of Benjamin Grahams’ in his book
“Security Analysis” which was first published in 1934. It is
truly a brilliant insight and I reflect upon it regularly.
I often hear stock market participants saying “the price
action of stock X is telling us that the company is in deep

distress and should be avoided”. The price action, or
recent trading pattern of a specific stock may be telling
investors something useful or it may not be. A stock’s
short-term price action is simply a reflection of the
investment community’s current consensus view of the
prospects of the company (“the voting machine”). This
consensus view can change very quickly!
I believe Benjamin Graham was trying to make the point
that investment returns over longer periods of time are
largely a result of the relative attractiveness and durability
of a company’s business model; the future increase in
the company’s
revenues,
earnings and
free cash flow
will ultimately
have a large
impact on
an investor’s
returns from
owning that investment (“the weighing machine”).
So buy strong businesses, but be patient as they will
become available at attractive valuations from time to time.

Lesson 4: It’s OK to say
“I don’t know.”
I have found that investors commonly search for answers
to questions that are very difficult or nearly impossible
to answer with any degree of confidence. The “noise” in
our society is overwhelming and bombards us daily. It
is often very difficult to differentiate an insightful piece
of information from yet another relatively useless piece
of information, or “noise”. I have learned that it is very
important to think about the quality of the source of
the information that one gets and whether that source

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
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PICKING STOCKS:
LESSONS LEARNED OVER THE PAST 30 PLUS YEARS (CONTINUED)
has an “axe to grind”. A good economist may well have
some insightful data on the relative competitiveness of
one country versus another. However, in an interview,
this economist may be asked for his opinion on the stock
market. Not only is this a very difficult question to provide
insight into, but it is unlikely that the economist will have
meaningful expertise on this subject.
I remember attending the 50th anniversary of Berkshire
Hathaway’s annual meeting in 2015. The oil price had
fallen from $110 per barrel to $50 per barrel over the
previous
year and a
shareholder
asked Charlie
Munger,
the Chair of
Berkshire
Hathaway, for
his prediction
on the price of
oil over the next year. I remember Charlie’s answer and
finding it refreshingly honest. To paraphrase, he said, “I
didn’t anticipate the drop in the price of oil from $110 to
$50, so why would you be interested in my prediction on
the price of oil in the future?”
The lesson I took away from that exchange was that a
successful investor is intellectually honest, recognizes
when they do not have an insight into an investment
issue, and is willing to patiently wait for a future investment
opportunity where they do possess some insight.

Mistakes
To wrap up, I wanted to review some common
stock- picking mistakes, all of which I have made:
Misjudging the quality of the management team
of a company.
All CEO’s will confidently outline the rosy future
prospects of their company, but frequently actual results
fall well short of rosy projections. It is important to review
the past performance of management teams and focus
one’s investments on those teams that have demonstrated
past success. Believing that “leopards can change their
spots” has not worked out well for me. In the energy
sector, I have observed that it is particularly critical to invest
in management teams that have a history of success.
Weak business models can break.
If a company truly has a strong business model, it should
be able to demonstrate a relatively high return on capital
invested, a growing earnings stream over time and the
generation of free cash flow. If it can’t generate these
three things, I would recommend looking elsewhere.
One of the reasons Leith Wheeler was able to avoid
the implosion that occurred with the stock Valeant
Pharmaceuticals is because it failed to display any of these
attributes as it rode a wave of popularity from 2008 –
2015, so we never owned it.
Excessive debt can force a company to become distressed
before one’s investment thesis has had time to play
out. Err on the side of stronger balance sheets; a strong
balance sheet gives a company many more strategic
options when industry conditions turn down, as they
inevitably will. Teck Resources is a recent example of
a cyclical business that had a levered balance sheet
when metallurgical coal prices plummeted in 2015.
The company survived the downturn and subsequently
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PICKING STOCKS:
LESSONS LEARNED OVER THE PAST 30 PLUS YEARS (CONTINUED)
recovered after taking steps to address its balance sheet,
but its leverage was a factor in the extreme volatility of
the stock over the 2014 - 2016 period.
Ask yourself, “where is the cloud over this
investment?”
If there is no cloud or issue that the investment
community is currently concerned about, chances are
that the company’s stock is richly valued and prospective
returns may well be relatively limited. Some of the
technology darlings of today may well fall into this
category.
Being involved in the equity markets for over 30 years has
been a fascinating, and at times, humbling experience.
I am grateful to work with so many talented individuals
and to work in a firm that values independent investment
research and security selection so highly.
This article is not intended to provide advice, recommendations or offers to
buy or sell any product or service. The information provided is compiled from
our own research that we believe to be reasonable and accurate at the time of
writing, but is subject to change without notice. Forward looking statements are
based on our assumptions, results could differ materially.

BILL DYE, CFA
Head of Canadian Equities
Bill Dye, who joined Leith Wheeler in May 1985, is
an analyst and portfolio manager and a member
of the firm’s Management Committee. Bill’s area of
responsibility within the Canadian Equity Committee
is Financials. In addition to his portfolio management
and equity research experience, Bill spent five years
as trader of the firm’s bond portfolios.
Bill is a member and past director of CFA Vancouver, a
graduate of UBC (B.Comm., Honours, 1985) and holds
a Chartered Financial Analyst (CFA) designation. He
has been a member of the U.B.C. Portfolio Management
Foundation Client Committee for several years.
Disclosure: This article is not intended to provide
advice, recommendations or offers to buy or sell
any product or service. The information provided is
compiled from our own research that we believe to be
reasonable and accurate at the time of writing, but
is subject to change without notice. Forward looking
statements are based on our assumptions, results
could differ materially.
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DEMOGRAPHICS AGAIN
We have often reported on the critically important role that demographic factors play in an
economy but the latest United Nations release of its global population projections provides
another opportunity to revisit this crucial topic but with particular emphasis on China and India.
Why China and India? They are the two most populous
countries (together accounting for 37% of the world
population) and their progress, or lack of it, massively
influences the opportunities for the mature and slower
growing advanced economies (and everyone else).

until 2030. The Chinese birth-rate average fell below
replacement at the beginning of the 1990s (one-child per
family policy) whilst in the same period the Indian rate
was around 3.8.

The most striking fact is that in approximately 7 years the
population of India is expected to surpass that of China.
The Chinese population is forecast to peak around 1.44
billion in 2030 but India is expected to keep growing to
around 1.68 billion in 2060.

The other critical data relates to the working-age
population – loosely defined as those aged between
15 and 64. A rapidly growing work-force provides the
opportunity for fast economic growth and a significant
boost to living standards. This was the pattern in most of
the developed world in the post-WW2 era.

Why does the Chinese population top-out relatively soon?
Simply because the birth-rate is way below replacement
level (the rate needs to be approximately 2.1 to ensure
replacement). Currently it is around 1.6. Not only does
this rate ensure that population growth ceases it also,
over time, leads to a rapidly ageing population with
commensurate strains on social welfare, pension systems
and the like. India, on the other hand, is currently
experiencing a birth-rate of around 2.3 and it is not
projected by the UN to fall below the replacement level

China’s working-age population has already started to
fall whilst India’s continues to grow until 2040. This has
profound implications for rates of economic growth in
the two countries. Put simply, India has the potential
to outstrip Chinese growth by a significant margin in
the next several decades. The key word is “potential”.
Whether India realises its potential is always a complex
and frustrating subject. To-date results have disappointed
but under Narendra Modi the signs are promising

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.
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DEMOGRAPHICS AGAIN (CONTINUED)
although it must be admitted that the reform agenda is
progressing more slowly than we had hoped.
If India gets its act together Chinese productivity (output
per worker) will need to run very hard to maintain overall
economic growth in the same ball park as its southern
neighbour. If we had only a dollar to invest and we had to
choose between the two countries over the next 20 or 30
years we would opt for India.
If we turn our attention to greater Asia it is apparent
that several other countries are facing the China problem
(inadequate work-force growth) whilst others will
experience a demographic dividend similar to India.

Japan, Hong Kong, South Korea and Thailand will all
experience a shrinking work-force in the period to 2025
whilst Malaysia, Singapore, Indonesia and the Philippines
will enjoy the fruits of an expanding work-force. Perhaps
the most striking feature is that all of the countries face
a deteriorating work-force growth profile compared to
that of the period since 1990 – in other words, the decline
in the birth-rate is universal. Even in Africa, a region we
haven’t covered here, the UN notes that total fertility is

rapidly falling (admittedly, from extremely high levels).
Turning to the ageing issue and expanding the sample
to include many other nations it is quickly apparent that
there is no escape from the greying masses. In the chart
below you don’t want to find that your nation sits near
the right-hand end of the table. These are the countries
that will have serious growth challenges and welfare and
pension funding issues. Even the countries towards the
left of the table deteriorate markedly relative to the 2000
base-period.

The UN calculates that world-wide the number of persons
aged 60 or above is expected to more than double by 2050
and to more than triple by 2100, rising from 962 million
in 2017 to 2.1 billion in 2050 and 3.1 billion in 2100. In
the over-80 category numbers are expected to increase
from 137 million in 2017 to 425 million in 2050 and 909
million by 2100. So there’s an outstanding opportunity for
pharmaceutical companies, healthcare operatives, electric
wheel chair manufacturers and retirement homes!
The good thing about demographics is that we can predict
with a high level of confidence many of the ageing and
work-force issues because we already know how many
people are living on the earth; we know their ages and the
average life-span. It is therefore disturbing that the world
economy appears ill-prepared to meet the financial and

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
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DEMOGRAPHICS AGAIN (CONTINUED)
other burdens that ageing and slowing growth presents. It
can’t be said that we weren’t warned.
Although the information contained herein is believed to be reliable at the date
of publication in Pyrspectives, Pyrford International Ltd does not warrant its
completeness or accuracy. The views expressed are Pyrford’s own unless
where referenced.

PYFORD INTERNATIONAL
Pyford International specializes in providing global asset management services to institutional and high-net-worth
investors, based on a quality and value-driven, absolute return approach.
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GOING GLOBAL

One of the keys to portfolio construction is to spread holdings among a broad selection of
assets, and that means not just allocating funds across asset classes (i.e. stocks & bonds)
and industrial sectors (i.e. companies operating in the Industrial, Financial and Consumer
sectors), but also geographically.
Expanding investments outside of your own borders provides diversification benefits that
can help reduce the overall volatility of your portfolio as well as the opportunity to enhance
portfolio returns since the best companies and best opportunities are not necessarily found
in domestic markets.
But in looking to invest beyond your own backyard, the big question is what is the best way
to go about doing it? Is it ideal to select a series of individual-country/regional strategies or is
adopting a truly global mandate a preferred policy?
While there are benefits to the former — focusing on single-country or region strategies
means utilizing portfolio managers that have the ability to look at a smaller universe in
far more depth and are better positioned to analyze the impact of idiosyncratic structural
changes to that market — it is the latter proposition that provides the best potential for riskadjusted returns.
A BIGGER UNIVERSE HAS MORE STARS
One of the best arguments for adopting a truly global mandate for investing is that applying a strategy to the broadest
possible pool of assets means that it should increase a portfolio’s return potential.
For instance, of the 40 top performing stocks in the S&P Global 1200 (on a U.S. dollar total return basis) over the past
decade, 15 of them were domiciled outside the U.S., including 4 of the top 10. By simply broadening the mandate, there
is the scope to catch more of these top performers.

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.
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GOING GLOBAL (CONTINUED)
Furthermore, by not having restrictions based on arbitrary geographic boundaries, portfolio managers can focus on the
best and highest-conviction investment ideas globally, rather than settle for the best ideas within individual markets
which may not even represent anything near a top pick overall.
Think about the auto sector, for example. If a manager is restricted to the U.S, the options are Ford and General
Motors. A manager with a global mandate, however, has a choice that also includes the likes of Daimler, BMW,
Porsche, Toyota, Nissan, Honda and even Fiat Chrysler.

A GLOBAL WORLD…
Another big support for investing globally is that in this day and age, companies are increasingly global in nature and
it can be the case that where a corporation is domiciled does not necessarily speak to its actual economics. A company
may be headquartered in one country, but it has operations (costs) and customers (revenues) spread all over the world.
For example, for the companies that comprise the S&P 500, nearly half of their revenues (43%) come from outside of
the U.S. — so, a significant portion of sales of these American companies is influenced by the environment outside of
the U.S.

Looking at a broader swath of countries, the
companies that comprise the MSCI Euro Index
(which captures Large-Cap firms in the 10
developed market economies within the European
Monetary Union) generate 42% of sales from
outside of Europe — so, even adopting a broader
regional approach does not fully cover the
underlying geography of the businesses.

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
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GOING GLOBAL (CONTINUED)

Building on this, just as companies themselves are
becoming more global, so too are the markets in
which operate. Competition is no longer locallybased, but instead being conducting on a global
basis, with country borders are increasingly
becoming less relevant.

…BEGETS A GLOBAL MARKET
And as businesses evolve into more global entities, financial markets are increasingly adapting and placing less
emphasis on where a company happens to be domiciled.
Research from Morgan Stanley1 finds that since 1995 country-specific effects account for just 13% of the variability
of monthly returns within Developed Markets, which compares to 16% for industry-specific and 70% for companyspecific effects — the relative importance of a company’s domicile on returns has diminished notably in recent months,
with country accounting for just 3% of August returns, versus 17% for industry and 80% for company.

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.
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GOING GLOBAL (CONTINUED)
SOMETIMES NARROWER CAN BE BETTER…
Now, the focus here so far has been Large-Cap companies in Developed Markets. It is worth highlighting that outside
of these areas, there are benefits from adopting a more regional-specific investment strategy.
For example, Small-Caps typically are overwhelmingly domestic in their focus and thus expertise in the regional
market can provide added value.
Similarly, Emerging Market performance tends to be subject to more country-specific issues — as the chart above
shows, Morgan Stanley finds that a third of Emerging Market equity performance since 1995 can be attributed to
country-specific effects, and while lower of late, these factors still represented 21% of performance in August.

…BUT BROADER IS OTHERWISE BEST
But outside of these narrow segments of the market, a truly global mandate permits managers to implement a “best
of the best” portfolio of investments rather than a “best of what’s around” portfolio that is constrained by geographic
boundaries — and ultimately, what should matter for investors is the company itself rather than the country in which it
is domiciled.
Such a strategy should therefore offer up the potential for the best possible risk-adjusted performance.
Moreover, adopting a broad global investment mandate over a series of single-country/region strategies has additional
more practical benefits for investors.
For one, a global mandate eliminates investors’ need to make their own asset mix decisions based on geographies —
such allocations are already determined at the portfolio level.
As well, expanding the investment universe of managers means that you are able to narrow the base of managers used,
which has the effect of reducing required oversight and governance.
The bottom line is that these features point to implementing a broad global investment mandate as an ideal way to
expand at portfolio beyond your own borders.

DAVID ONYETT-JEFFRIES
Vice President, Multi Asset Class Solutions – Guardian Capital LP
David Onyett-Jeffries is Vice President, Multi Asset Class Solutions, Guardian Capital LP
(GCLP). He joined GCLP in 2017 in this role and will be involved with all our multi-asset
solutions and provide macro-economic guidance to the investment team.
David began his career in the public sector before moving into the financial services
industry in 2009 when he joined RBC Capital Markets as an Economist. Directly prior to
joining GCLP, David was a Senior Economist with Gluskin Sheff + Associates.
David holds a BA in Economics & Financial Management from Wilfrid Laurier University and
a MA in Economics from York University. He is also a CFA® Charterholder.
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U.S. FEDERAL RESERVE: FOCUS SHIFTS TO THE BALANCE SHEET
In what marks the next leg of unwinding the extraordinary stimulus implemented during the
financial crisis, the U.S. Federal Reserve (Fed) has announced plans to begin reducing the
size of its balance sheet, by allowing bonds to mature at a pace of US$10 billion per month,
and then gradually increasing to a pace of US$50 billion each month. This gradual tightening
of the money supply is expected to have the same impact as hiking rates one or two times
per year. In the following article we discuss the Fed’s role, details on how and why the
balance sheet grew to its current size, exactly how the Fed plans to reduce it, and the impact
this may have on the broader economy.
THE ROLE OF THE FED
While it is common for the economy to experience natural
ebbs and flows in activity, longer-term cyclical and
secular forces are more meaningful for growth. The Fed
was introduced in the early 1900s to sustain the supply
of money and credit during economic contractions,
acting as the lender of last resort. Today, the Fed controls
the money supply to ensure stable growth and targeted
inflation levels. Increasing this supply is stimulative for
the economy because banks are incented to lend more,
while decreasing it is restrictive to growth. The Fed
makes adjustments to the money supply in three ways: (1)
through changing reserve requirements (the amount of
capital banks must have against deposits – this is rarely
used in the modern era); (2) adjusting the prevailing
interest rate; and (3) engaging in open market operations,
including the purchase and sale of bonds, which is the
method through which the Fed will reduce the size of its
balance sheet.

DIGGING INTO THE BALANCE SHEET
The Fed operates a balance sheet similar to any business
or household. On the asset side sits any government
bonds as well as the balance of loans the Fed may
have made to member banks. During and after the
financial crisis, the Fed began injecting liquidity into the
economy, purchasing U.S. Treasuries and governmentsupported mortgage-backed securities. Under normal
circumstances, raising or lowering interest rates would
have been sufficient, but with interest rates near zero,

increasing the money supply by purchasing bonds (known
as quantitative easing) was a palatable and successful option.

A REFRESHER ON QUANTITATIVE EASING
The basic mechanics of quantitative easing are simple.
A central bank prints money (or, more delicately,
“expands the monetary base”) and uses that money to buy
financial assets, often government bonds. By purchasing
financial assets, the central bank raises the price of those
investments, improving returns to investors and creating
a virtuous circle for investor confidence. Large-scale
purchases of fixed-income investments also lower yields,
reducing the overall cost of borrowing and greasing
the gears of commerce. The potential inflationary
consequences of this policy drive inflation expectations
higher which, in an environment where the nominal
interest rate is fixed, lowers the policy rate in inflationadjusted terms, and amounts to additional stimulus. The
threat of currency debasement results in a weaker U.S.
dollar, which boosts exports and domestic manufacturing
jobs. The impacts are self-reinforcing.

ENTER THE NEXT STAGE OF THE PROCESS
As quantitative easing programs continued, the Fed’s
balance sheet expanded from a base of around $800
billion to nearly $4.5 trillion. In 2014, after the economy
had shown sufficient strength, the Fed began to taper the
pace of its bond purchasing program – and, eventually, its
purchases altogether – with the knowledge that the U.S.
economy was safely on its way towards normalization.

The opinions are those of the authors and do not reflect the views of CFA Society Vancouver, its Board of Directors or its members. CFA Society Vancouver does not guarantee
the originality, reliability or accuracy of any statement, information or advice, nor does it make any representation concerning the same.

12

RBC GLOBAL ASSET MANAGEMENT

Eric Lascelles Chief Economist RBC Global Asset Management
Krystyne Manzer, CFA Portfolio Specialist RBC Global Asset Management

U.S. FEDERAL RESERVE: FOCUS SHIFTS TO THE BALANCE SHEET (CON’T)
This was then followed by the recent series of four rate
hikes. Although the Fed’s balance sheet was no longer
growing, it was still much larger than usual. In June
2017, the Fed laid out the basis of its plans to unwind the
swelling of assets on its balance sheet. In September 2017,
the Fed confirmed that the process will begin in October.

• bank capital holding requirements are higher, resulting
in a lower money multiplier, and
• even at US$50 billion per month and a potential end
goal of US$2.5 trillion, it will still take several years for
the balance sheet to normalize.

IMPACT ON MARKETS
Loosely speaking, US$50 billion of bond selling should
increase the U.S. 10-year yield by about 1 to 2 basis points
(bps). As a result, the full speed of withdrawal equates to
around 12 to 24bps per year of upward pressure on the
10-year yield. This is similar to the effect that one to two
rate hikes have on the long end of the bond market. Thus,
the effect is palpable and argues for higher yields, but is
not overwhelming.

Prior to this September announcement, the Fed had
reinvested any maturing bonds into new bonds, rolling
over the program and maintaining the money supply at
its current level. Going forward, the Fed will allow US$10
billion of principal to expire each month, ramping up the
monthly pace by US$10 billion each quarter until it caps
out at US$50 billion per month, likely toward the end of
2018, barring any economic disruption to the plan. Any
bonds that mature in excess of the permitted amount will
be actively reinvested in the portfolio to control the size
and composition of the balance sheet.
The Fed likely doesn’t need to reverse the size of its
balance sheet all the way to the pre-crisis norm for the
following reasons:
• the economy is bigger and prices are higher,
• the velocity of money now seems to be lower,

At this juncture, 12 out of 16 Fed participants expect
another rate hike by the end of 2017 with three more
planned for 2018. This points to a combination of
traditional rate increases and non-traditional bond
selling tightening the U.S. money supply. In our view, this
tightening is entirely appropriate, if not inconsequential
for fixed-income investors given the strength of the U.S.
economy.
This article is not intended to provide individual legal, accounting, tax,
investment, financial or other advice and is for informational purposes only.
Specific investment strategies should be considered relative to each investor’s
objectives and risk tolerance. The information contained herein is provided by
RBC Global Asset Management Inc. (RBC GAM) and believed to be up-to-date,
accurate and reliable. Information obtained from third parties is believed to be
reliable but RBC GAM and its affiliates assume no responsibility for any errors
or omissions or for any loss or damage suffered. RBC GAM reserves the right
at any time and without notice to change, amend or cease publication of the
information.
This document may contain forward-looking statements about general
economic factors which are not guarantees of future performance. Forwardlooking statements involve inherent risk and uncertainties, so it is possible that
predictions, forecasts, projections and other forward-looking statements will not
be achieved. We caution you not to place undue reliance on these statements
as a number of important factors could cause actual events or results to differ
materially from those expressed or implied in any forward-looking statement. All
opinions in forward-looking statements are subject to change without notice and
are provided in good faith but without legal responsibility.
/ Trademark(s) of Royal Bank of Canada. Used under licence.
RBC Global Asset Management Inc. 2017

® TM
©
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IS STIMULUS STILL NEEDED IN A GROWING GLOBAL ECONOMY?

More signs emerged last week that we are in the throes of a synchronized
global economic recovery, with emerging markets and developed markets
seeing improved economic growth. As the Trump administration works to
pass its tax reform package, I expect the debate over economic stimulus to
accelerate. Is it still needed in a growing economy?
GROWTH IS PICKING UP AROUND THE WORLD
In emerging markets, a number of countries are seeing improved growth expectations. The Organization for Economic
Cooperation and Development (OECD) revised its expectations for growth in China up to 6.8% for 2017. Russia is
benefiting from greater demand for oil, while Brazil is benefiting from monetary policy easing. India is a longer-term
story, as it is poised to experience improved growth after reforms such as de-monetization and the implementation
of a goods and services tax. As mentioned in The Economist last week, 21 countries in the MSCI Emerging Markets
Index have already reported second-quarter gross domestic product (GDP) growth – and all of them experienced
improvement over the first quarter.
Developed markets are also participating in the improved growth environment. The OECD has projected that the
euro area will grow by 2.1% in 2017, which is up from previous estimates. The same is true for Japan and Canada; the
OECD growth estimate for Japan for 2017 was revised slightly upward to 1.6%, and the growth estimate for Canada
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IS STIMULUS STILL NEEDED IN A GROWING GLOBAL ECONOMY? (CON’T)
for 2017 was revised up significantly to 3.2%. Even Greece is experiencing solid growth at a level not seen since
2008. In fact, global GDP growth was revised slightly upward in September by the OECD. It is now projected to rise
to approximately 3.5% in 2017 and 3.7% in 2018. The OECD Interim Economic Outlook explained, “The upturn has
become more synchronized across countries.” And this momentum is likely to continue given positive sentiment as
seen in purchasing managers’ surveys.
This global growth recovery is helping U.S. companies that have exposure to international business. According to
FactSet Research Systems, companies that derive more than 50% of sales from outside the U.S. are expected to have
an earnings growth rate of 7.9% in the third quarter, while companies that derive less than 50% of sales from outside
the U.S. are expected to experience a slight earnings decline (specifically, -0.1%) in the third quarter.1 This is a result of
improved global growth as well as a weaker U.S. dollar.

PROTECTIONISM COULD THREATEN GLOBAL GROWTH
So what can derail this growth train? The biggest threat is arguably protectionism, which is often an outgrowth of
nationalism and even regionalism. We have seen this phenomenon grow in spades in the past year. It made a big
splash with the Brexit vote and has not abated since. Economic nationalism helped deliver the U.S. presidency to
Donald Trump, while regionalism enabled Catalonia to prevail in its independence vote from Spain last week.
Not only can movements like Catalonia’s create instability and uncertainty – the 10-year Spanish bond yield rose from
1.59% on Sept. 29 to 1.76% by Oct. 4 – but they can also result in barriers to free trade.2 Therefore, we will want to
follow developments on this front closely since there could be more nationalism/regionalism on the horizon with
secessionist movements active in Scotland, the Kurdish region of Iraq, Flanders, Quebec, and the Basque region of Spain.

MONETARY TIGHTENING COULD ALSO THREATEN GROWTH
Another factor that could derail this recovery is the withdrawal of monetary policy support too quickly. As part of
normalization, there needs to be a careful handoff from monetary policy to fiscal policy as the primary policy tool.
And that is an important reason why the proposed comprehensive tax reform package in the U.S. deserves scrutiny as
the negotiating process begins in Congress. I expect a lot of horse-trading and bartering as the Trump administration
works to gain enough support to see it passed. As the bill takes shape, it is worth asking whether each of its provisions
will be fiscally stimulative – and, if so, whether the economy needs such stimulus.
Helping in this assessment may be a study just published by the International Monetary Fund (IMF) on fiscal
stimulus.3 It shows that fiscal stimulus can have a “spillover effect” in other countries – however its impact is
dependent on a variety of factors. For example, the spillover effect tends to be low when a fiscal shock originates
from a country whose economy is showing strength. However, the spillover effect is typically higher “when a source
or recipient country is in recession and/or benefiting from accommodative monetary policy.” The IMF research also
shows that spillover effects from government spending shocks are typically more impactful than those associated with
tax shocks. We will want to consider this research as we ponder the different elements of the tax bill being negotiated
by Congress. Having said that, we will also want to ensure that fiscal stimulus does not create an overshooting of
inflation targets.
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IS STIMULUS STILL NEEDED IN A GROWING GLOBAL ECONOMY? (CON’T)
KEY TAKEAWAYS
This growth reminds us that we must always be vigilant about risks to the downside and the upside, which is why I
believe that broad diversification is so important. We must also be mindful of inflation and the effect it can have on
portfolios (after all, we did see significant wage growth in the aberrant U.S. jobs report for September). This may
include exposure to asset classes and sub-asset classes that have historically held up well to inflation, such as inflationprotected securities, commodities and dividend-paying stocks.
Source: FactSet Earnings Insight, Oct. 6, 2017.
Source for Spanish bond data: FactSet Research Systems.
3
Source: International Monetary Fund, World Economic Outlook, October 2017. Chapter 4: “Cross-Border Impacts of Fiscal Policy: Still Relevant?”
1
2

Disclosure: “Reproduced with permission from Invesco Canada. Content originally appeared on October 11, 2017, www.blog.invesco.ca”
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A STRATEGIC REMINDER: ASSET ALLOCATION

“If I have seen further,
it is by standing on the
shoulders of giants.”
-Sir Isaac Newton (1642-1726)

E

Earlier this year, the seminal essay authored by American economist and Nobel Laureate Harry Markowitz that
introduced Modern Portfolio Theory (MPT) to the world, celebrated its 65th anniversary. Markowitz recognized
the effects a portfolio of disparate investments, each with their own unique patterns of return, had in lowering the
overall volatility of a portfolio and how it can lead to the construction of optimal risk-adjusted portfolios. For the
first time, investors were shown, and supported by mathematical models, the importance of diversification within
their portfolios. This was quite prescient as over the subsequent six plus decades the number of investment options
and asset classes has proliferated globally. This work was also influential in the evolution of the Prudent Man Rule
to the modern Prudent Investor Rule. Instead of seeing this hypothesis become antiquated or obsolete over time,
contemporary research and data continues to corroborate these important precepts. In addition to risk and return
characteristics of an investment or asset, the power of diversification has added a third dimension to portfolio
management.

DETERMINANT OF PERFORMANCE
More than thirty years after Markowitz first published his theory, Gary Brinson along with two coauthors set out to
explore the actual determinants of portfolio performance and investment returns. Recognizing the importance of
diversification as shown by Markowitz’s work, these researchers wondered why their clients had devoted so much
more time and resources into investment manager selection versus the area they believed to be the overwhelming
determinant of portfolio performance: the asset allocation strategy. Their study found that, on average, over 90%
of the variation of actual returns could be attributable to the asset allocation policy. To a much lesser extent,
the variability of returns are explained by security selection and market timing. This is not to suggest that active
management, for example, cannot add value. In fact, it is quite the contrary. There exist investment managers who
either possess truly superior skill or a more effective investment process. However, in order to identify who those are,
these managers will have been required to achieve a long and disciplined track record over multiple market cycles.
Just as the strategy of market timing has been shown to be futile, if not detrimental to investment returns, by many
studies, timing manager selection based on recent performance is also a recipe for mediocre returns.
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A STRATEGIC REMINDER: ASSET ALLOCATION (CONTINUED)
DISCIPLINE OF ASSET ALLOCATION
These two works have stood the test of time and our greater understanding of the investment management process
and portfolio theory today rests largely upon their shoulders. The importance of diversification and the discipline
of adhering to the asset allocation strategy are captured within the investment policy. This document serves to
summarize any investment goals and objectives, risk tolerances, investment constraints, and unique circumstances. It
also sets the long-term targets for each asset class that will be part of the investment strategy. Typically, this strategic
asset allocation (SAA) is represented by a multi-asset class benchmark, which not only identifies the investable
universe within the portfolio strategy but also the “normal” baseline weight for each asset class. The strategic asset
allocation benchmark would, in turn, have a specified allowable range for each asset class. This allows for temporary
deviations away from the long-term targets in order to capture excess returns due to opportunities within the market.
This is called the tactical asset allocation (TAA) strategy and investors are expected to experience more changes to
their TAA than with the SAA. By no means is the SAA to remain static indefinitely. Should the investment goals, risk
tolerance, or circumstances change over time, then the investment policy should be updated and, possibly, even the
long-term normal allocation.

A STRATEGIC REMINDER
Creating, implementing, and adhering to the investment strategy with discipline is a crucial exercise towards helping
asset owners achieve their investment goals and objectives. While any one of us can still remain susceptible to
common investor behavioural biases, by remaining disciplined to a diversified asset allocation strategy that has been
thoroughly considered, investors can avoid some of the unnecessary mistakes frequently committed by those less
faithful or resolute. Truth be told, there are many practitioners in the art of portfolio management, both professional
ones and amateur, experienced and inexperienced investors alike, who can benefit from a reminder on the importance
of diversification and asset allocation within the investment process.
Daniel Wong, CFA
Vice President and Portfolio Manager
Connor, Clark & Lunn Private Capital

“This presentation is made for informational purposes only and the views expressed are the views of the speaker and do not represent or reflect the views of CC&L
Private Capital Ltd. or any of its affiliates. This presentation has been prepared without regard to the particular financial circumstances and objectives of any
individual who listens to it and nothing in this presentation constitutes, or is a substitute for, individually tailored financial, legal, tax or investment advice.”
[1] Harry M. Markowitz, “Portfolio Selection”. The Journal of Finance, Vol. 7, No. 1 (March 1952).
[1] Gary P. Brinson, L. Randolph Hood, and Gilbert L. Beebower, “Determinants of Portfolio Performance”. Financial Analysts Journal (July/August 1986).
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