
The first and second quarters of 2013 
were a study in contrasts for North 
American financial markets. While Q1 was 
relatively benign for stocks and bonds, Q2 
was much less so.

Q1 was sparked by January’s 5% jump 
in the S&P 500 Index (S&P), as investors 
breathed a collective sigh of relief that 
U.S. lawmakers reached a last-minute 
deal to avoid the feared fiscal cliff. Solid 
Q4/12 earnings and economic data further 
buoyed sentiment and the S&P rose 10.0% 
(see Chart 1), with the defensive health 
care and consumer sectors leading the 
pack while more economically-sensitive 
materials and information technology 
sectors lagged. The S&P/TSX Composite 
Index (S&P/TSX) displayed similar trends 
though its more heavily-weighted resource 
sectors weighed on the index, which 
edged up a relatively modest 2.5% in Q1. 
Meanwhile, the bond market was well 
behaved and the U.S. 10-year Treasury 
ended the quarter with a yield of 1.85%.

Bonds’ Denouement

April opened Q2 with little apparent 
change from the first quarter, with 
investors focused principally on risk 
aversion and current yield. This view was 
reinforced by S&P Q1 earnings, which 
rose 3.3% but with only 46% beating 
sales estimates and generally providing 
lukewarm guidance. The S&P crept up 
another 1.8% as a result, while the S&P/
TSX declined 2.1% and the 10-year 
Treasury yield fell 20 basis points (bps) to 
1.65%.

May 2013 will likely be remembered as a 
pivotal month in which the thirty-year bull 
market in bonds came to an end. Catalysts 
included improving U.S. employment data 
and Ben Bernanke’s defining congressional 
testimony in which he suggested the 
U.S. Federal Reserve (Fed) could slow 
its monetary stimulus “in the next few 
meetings.” This evoked speculation about 
an impending reduction of the Fed’s 
Quantitative Easing (QE) bond 

purchases and the bond market impact 
was both immediate and dramatic. By the 
end of May, the 10-year Treasury yield 
had climbed to 2.16%, or about 50 bps 
higher than it had opened the month. 
Not surprisingly, interest-sensitive stocks 
sold off sharply in response, with U.S. and 
Canadian utilities sectors falling in May by 
9.6% and 4.1%, respectively.

Bond yields continued to rise in June (see 
Chart 2) and by month`s end, the 10-year 
Treasury yield was 2.49%, over 80 bps or 
50% higher than had been the case at the 
end of April. As a result, the DEX Universe 
Bond Index was down 2.4% on a total 
return basis in Q2, which came as a rude 
awakening for many investors. Meanwhile, 
equities in economically-sensitive sectors 
such as materials, metals and gold were 
hit hard, causing the S&P/TSX to record a 
loss of 4.9% for the quarter, while the S&P 
had its gain trimmed to 2.4%. 

All QE, All the Time    

Mr. Bernanke’s July remark that “the U.S. 
economy still needs highly accommodative 
monetary policy for the foreseeable 
future” improved stock and bond market 
sentiment that month but by August, 
markets were increasingly pricing in 
commencement of QE tapering, partly in 
response to a host of positive economic 
data. In the U.S., Q2 GDP growth was 
revised upward to 2.5% from 1.7%, 
the August Purchasing Managers Index 
(PMI) hit 55.7, a 28-month high and 
both monthly job figures and weekly 
unemployment claims were generally 
upbeat. Overseas, China’s August PMI 
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Market Outlook Summary Table

Area of Focus Investment Question Recommendation

Equity/Fixed 
Income Split

Are stocks or bonds 
more attractive?

We favour stocks over bonds and are 
maintaining our substantial underweight 
in bonds. 

Canadian/U.S./ 
International 
Equity Split

Are Canadian, U.S. or 
International stocks 
most attractive?

We are substantially overweight in the 
U.S., slightly overweight in developed 
international and neutral in both Canada 
and the emerging markets. 

Corporate/
Government 
Bond Split

Are investment grade 
Canadian corporate 
bonds or government 
issues more attractive?

We are overweight corporate bonds for 
their combination of incremental yield and 
shorter duration than government bonds.

Canadian/
Foreign 
Currency 
Exposure

Will foreign currency 
exposure add or detract 
from total returns for 
Canadian investors?

We expect the U.S. dollar to remain firm 
in the coming months and outperform 
relative to the Canadian dollar and other 
currencies.
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broke into expansion territory at 50.1 for 
the first time since May while the Markit 
Eurozone PMI Composite rose to 51.5, 
signaling the fastest rate of growth in two 
years. The net result was that by August 
31, the benchmark 10-year Treasury yield 
had climbed to 2.89%, which was 75% 
higher than the 1.65% yield that applied 
only four months before.

Q2 Earnings – A Glass Half Full

S&P Q2 earnings, along with Ben 
Bernanke’s above-mentioned remarks, 
aided investor sentiment and stock market 
performance in July. The good news was 
that earnings grew 2.1%, with 72% of 
companies beating earnings expectations 
and 53% exceeding revenue estimates, 
the latter number surpassing 50% for only 
the second time in the last five quarters. 
The less buoyant news that earnings 

surmounted expectations by only 2.4%, 
the lowest figure since Q4 2008 and that 
82% of companies revised their Q3 
earnings estimates, guided analysts lower. 
On balance, investors viewed the glass as 
half full and pushed the S&P and S&P/TSX 
4.9% and 2.9% higher, respectively, in July.

As mentioned above, August was dominated 
by renewed upward pressure on bond 
yields, which caused most major equity 
indices to retreat, with the S&P shedding 
3.4%. Not surprisingly, interest-rate 
sensitive sectors were hardest hit while 
more economically-sensitive groups held up 
better. The S&P/TSX bucked the downward 
trend, rising 1.5%, as energy, gold and 
financial sector stocks rallied, reflecting 
tensions in the Middle East and firmer oil 
prices, a bounce in bullion plus relatively 
strong earnings reports from the banks.

Europe – A Glimmer of Light    

Europe’s August economic data were 
generally positive and continued a recent, 
favourable trend that saw euro zone Q2 
growth of 0.3%, which, while modest, 
was the best number since Q3/11. While 
August numbers were almost uniformly 
firm, manufacturing led the upturn, 
supported by new orders that were 
the highest since July 2011. Looked at 
country by country, Germany and the U.K. 
registered the strongest data but notably, 
Italy and Spain moved out of contraction 
for the first time since May 2011. As a result, 
business optimism continued to improve 
and reached a 17-month high in August.

While Europe’s problems such as 
sovereign debt, dated labour laws and 
high unemployment are severe, forward-
looking equity markets have noted signs 
of improvement and notched double-digit 
returns over the past year (see Chart 3). 

Emerging Markets – Under Duress 

In our Spring edition, we discussed our 
increasing caution toward emerging 
markets and consequent decision to 
eliminate our overweight position in the 
region. Subsequently, many emerging 
market economies, currencies and stock 
markets have come under considerable 
pressure. While the reasons vary from 
country to country and can have as 
much to do with politics as economics 
and market fundamentals, a common 
denominator of late has been changing 
credit markets.

In the wake of the global credit crisis, 
highly accommodative monetary policy 
and accompanying low interest rates 
encouraged investment in emerging 
markets, as participants searched for 
higher yields. In some countries, notably 
India and Brazil, these capital flows served 
to fund substantial fiscal and current 
account deficits while boosting their 
currencies. In recent months, as U.S. and 
Canadian bond yields increased, this flow 
of funds reversed as investors repatriated 
their investments. These actions resulted 
in downward pressure on currencies such 
as the Indian rupee, which has fallen 
18% year to date, higher interest rates 
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Chart 2 - U.S. Treasury and Government of Canada Bond Yield
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to support  local currencies and in some 
cases, more restrictive fiscal policies. All 
of which have combined and pushed 
emerging market equities lower  
(see Chart 4).  

Market Outlook 

1. Equity/Fixed Income Split

The impending tapering of QE has added 
an element of uncertainty for investors and 
raised the question of its potential impact 
on asset allocation. We have weighed the 
following factors:

•	 The Fed’s decision to start paring its bond 
purchase program reflected its view that 
the U.S. economic recovery had reached 
a crossroad and was now sustainable 
without all of the extraordinary monetary 
support provided by the QE program. This 
was, in itself, a very positive development.      

•	 To address investors’ concerns that the 
Fed might act precipitously and derail the 
economic recovery, Fed Chairman Ben 
Bernanke has stressed that QE tapering 
would be “data dependent”, with each 
step supported by recent and forecast 
economic data. This was underscored by 
the Fed’s September 18 decision not to 
begin tapering due to a lack of supportive 
economic data.

•	 It should be kept in mind that Ben 
Bernanke is a student of economic 
history and has long held the view that 
the Great Depression was lengthened by 
the premature withdrawal of economic 
stimulus. As a result, we expect the Fed 
will err on the side of more prolonged 
stimulus rather than less, with bond 
purchases gradually reduced over a 12-18 
month period.

•	 The tapering of QE will, by definition, 
reduce demand for Treasuries and 
Mortgage-Backed Securities (MBS). We 
expect this reduced demand for bonds 
will be partly offset in the bond market 
by reduced supply due to lower federal 
deficits, which exceeded US$1 trillion in 
2009, and should approximate US$642 
billion this year and US$378 billion in 
2015, according to the Congressional 
Budget Office.

•	 The reduction of monetary stimulus 
resulting from QE tapering should 
be partially offset in the economy by 
improved consumer spending. The 
rehabilitation of the American household 
balance sheet was largely accomplished, 
with household debt now about 106% 
of disposable income, down sharply from 
almost 140% at its peak. As a result, more 
household expenditures, which represent 
70% of U.S. GDP, will likely be directed 
to spending versus debt reduction and 
should support GDP growth.

•	 QE is just one element of accommodative 
monetary policy. The Fed has repeated its 
stance that short-term interest rates will 
remain at their current, ultra-low level 
until 2015, supporting growth.

Overall, QE’s tapering does not alter our 
outlook for modest economic growth in 
concert with relatively low interest rates 
and contained inflation. Consequently, 

we continue with our current overweight 
position in stocks and underweight in bonds.

Given recent market events detailed earlier, 
we emphasize the importance of seeking 
out stocks with a history of and prospects 
for increasing dividends, but not those 
that principally offer a high current yield. 
Stocks offering a high current yield are 
highly interest-sensitive and have bond-
like characteristics. Investors must strike a 
balance between current yield and dividend 
growth.     

2. Canadian/U.S./International  
Equity Split

Our substantial overweight in U.S. stocks 
has, in part, been predicated on four 
supportive economic factors: the housing 
recovery, auto sector strength, revitalization 
of American manufacturing and rising 
domestic energy production. Albeit less than 
the above, the fifth factor, valuation, remains 
supportive as the current S&P Price/Earnings 
multiple has expanded from 14 to around 
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message across TD Wealth Management. 
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objectives: articulate broad market themes, 
provide macro-level asset allocation and 
identify the major risks on the horizon.
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15 over the past year and earnings growth 
is slowing as the recovery matures.  We are 
maintaining our overweight position in U.S. 
equities.

As detailed previously, European economies 
are making some progress, which is being 
recognized by equity market participants. 
We remain modestly overweight in 
developed, international markets, with 
our principal focus remaining on the large, 
northern European-based multinational 
companies trading at attractive valuations 
and offering substantial, growing dividends.

Emerging markets’ valuations have recently 
become more attractive due to their sharp 
sell-off but for all the reasons outlined earlier, 
we are maintaining our neutral position. 
Canada’s economic and corporate profit 
outlook also supports our neutral stance.

3. Corporate/Government Bond Split  

The recent, sharp increase in government 
bond yields has reduced their risk and as a 
consequence, we are deploying our modest 
cash position in domestic government bonds 
to increase duration and income.  
This also serves to reduce our still-substantial 
underweight in government bonds while 

we maintain a significant overweight in 
investment grade corporate bonds for their 
combination of higher yield and shorter 
duration.

High yield bond spreads have widened 
slightly of late (see Chart 5), improving 
valuation but not sufficiently enough to 
move beyond our current neutral stance.

4. Canadian/Foreign Currency 
Exposure  

The Canadian dollar continued to trend 
lower (see Chart 6) as commodity prices, 
with the exception of oil, have been 
lackluster. The U.S. dollar has been firm 
and Canada’s current account deficit is 
not showing signs of improvement. As a 
result, we are adhering to our underweight 
position in the Canadian dollar. 
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