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Looking back to this time last year, we were still fiercely battling
the virus, virtually weaponless without anything other than
masks and social distancing measures. We are now about six
months into the global vaccination campaign, with cases and
death rates much lower in most parts of the world. Sadly, every
day we are reminded that this fight against the pandemic is
not over, with new variants and ongoing situations highlighting
that the unvaccinated world remains vulnerable to the virus.
Nevertheless, we should all be grateful for the individuals and
companies in the science and healthcare sectors who have
brought us all hope that this virus has an end in sight.
In the investing world, it’s always good practice to take note
of where we’ve been, and where we may be going. Where we
may be going is often open to interpretation and, more often, is
fraught with error. As such, we stay away from forecasting nearterm events and movements in the market which are typically
narratives for the speculator and not the investor. Yet, we have
made it halfway through 2021 and despite the doom and gloom
predictions by most at this time last year, the global economy
and markets are humming along at a fairly good pace.
That said, we’re not oblivious to the potential risks ahead and
continued imbalances in the recovery. The outlook is chock full
of reasons to be cautious and seemingly reasons to sell and
wait it out in cash on the sidelines. Yet this has been the case
in the investing world since the beginning of time. There are
always reasons to sell, and reasons to hide away in the hope
you’ll survive the volatility to live another day.
In this special mid-year market report, we take note of how
far the economy and markets have come back from the brief
depths of the COVID-19 crisis, the risks that still lie ahead, and
how to position your portfolio for these risks.

The economic recovery
continues for the U.S.
and Canada
The latest wave of COVID-19 infections is slowing (chart 1),
which has allowed most economies to start to reopen
during the spring. With more than three billion doses of
COVID-19 vaccines administered at the time of writing,
hitting the mark of 50% of the global population vaccinated
by the end of 2021 seems more likely today than at the start
of the year. We hope that the disparity of global vaccine
distribution is quickly addressed by both developed and
developing nations.
The effectiveness of vaccines is easily gauged, with daily
case counts, hospitalizations and deaths rapidly declining
for those countries at the top of the vaccine rankings.
Vaccines continue to be part of the solution against the
global pandemic, but the variants of concern suggest
that some social distancing and restrictions may need to
remain in place for a little while longer.
Looking across several measures of U.S. economic activity
(chart 2), we can see that from the April 2020 economic
trough that many measures of activity have recovered to
pre-pandemic levels.
With supportive monetary and fiscal policy, economic
sentiment in the U.S. is now positive, coming back from the
depths of mid-2020 (chart 3), while financial conditions
remain stimulative (chart 4). We would expect that both
fiscal and monetary stimulus will start to fade into 2022,
which should result in a deceleration of economic growth
at that time.
Economic Outlook, Summer 2021, RBC Global Asset Management
#MacroMemo, June 22-July 5, 2021, RBC Global Asset Management
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While RBC Global Asset Management expects the U.S.
to be among the fastest growing economies in 2021,1
Canada has made significant progress on a variety of
economic measures (chart 5) despite the varied provincial
restrictions and slower start to the vaccination process,
which has more recently picked up the pace.
According to RBC Global Asset Management, although
most of Canada was locked down until recently, there is
also evidence of consumers pivoting toward previously
depressed sectors.2 For instance, Canadian travel spending
has recovered from being 86% below 2019 levels at its
worst to just 56% below normal now. Canadian hospitality
spending has similarly revived from -62% to -40%. Even
with the flash estimate that Canadian GDP shrank in April
and our expectation that it was roughly flat in May, secondquarter GDP is nevertheless on track to eke out a slightly
positive reading. This is welcome, if it holds.
Although the stronger Canadian dollar has been a bit of a
headwind for the economy, RBC Global Asset Management
notes that it has been more than offset by the natural
buoyancy of a recovering economy, new Canadian fiscal
stimulus, a significant spillover from U.S. stimulus and the
rebound in commodity prices. 3 Any increase in U.S. taxes
would further narrow Canada’s competitiveness shortfall
with the U.S.
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Markets have recovered from the COVID crisis
Last year, during the depths of the deepest recession
since the 1930s, it seemed next to impossible that the
equity market would have rebounded so quickly to
record highs. Aided by fast-acting policy response, the
incredible speed of vaccine development and deployment,
entrepreneurialism in the face of adversity in many
sectors, and the rapid deployment of technology to keep
many parts of the global economy humming along despite
lockdowns, the equity market has seemingly moved on
from the pandemic. As the equity market tends to do, it has
looked through the economic hourglass in anticipation of
the recovery, and rewarded those patient investors who did
not panic.
To be certain of how far we have come in a short period of
time, table 1 below summarizes the changes in major asset
classes since the depths of the market correction until now,
as well as year-to-date in 2021.

Table 1
CANADA
Canada S&PfTSX Composite
S&PffSX Venture Composite

Bloomberg Barclays Canadian Aggregate Bonds 1-5 YR
Bloombera Barclavs Canadian Bonds 7-10 YR

u.s.

S&P 500
Russell 2000
Bloomberg Barclays US Aggregate

60/40 U.S. Balanced Portfolio
EAFEIWORLD
MSCI EAFE
MSCI World Index
COMMODITIES/CURRENCY
Gold NYMEX Near Term ($/ozt)
Crude Oil NYMEX Near Term ($/bbl)
Bitcoin (Bloomberg)
CAD/USD

Apr 1 2020 to
Jun 30 2021

Jan 2021 to
Jun 2021

56.4%
147.0%
0.0%
-6.6%

16.0%
8.4%
-1.6%
-6.7%

72.0%
121.9%
-2.5%

14.0%
16.2%
-3.7%

42.2%

6.9%

45.6%
65.4%

12.3%
13.3%

8.7%
161 .3%
451.7%
14.6%

-6.2%
52.6%
16.6%
3.7%

Source: FactSet, RBC PH&N Investment Counsel. All data is provided in U.S.
dollars except for Canadian-based indices where data is in Canadian dollars, nonannualized returns, time-weighted returns calculated using monthly gross returns
not including fees/transaction costs or taxes. Note that past performance is not
indicative of future returns and you cannot invest directly in an index. For index
description please refer to the disclosures section of the article. 60/40 portfolio
consists of 60% S&P500 Index exposure and 40% U.S. 10-yr Government Bonds.

Dissecting returns shown in table 1, global stock markets
have done remarkably well since the bottom in late March/
early April 2020. Equity markets have continued to rally to
record highs in most regions.
In Canada, the S&P/TSX Composite surged
16% YTD, and 56% from the beginning of April
2020 to June 30, 2021, on the back of improved
corporate earnings and the outlook from
management teams compared to consensus expectations.
The Canadian equity market exposure to financial services
and commodities sectors resulted in a strong relative
performance in a global economic recovery.

Asset Class Commentary, Summer 2021, RBC Global Asset Management
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In the U.S., both the S&P 500 Index and the
Russell 2000 Index (a proxy for smaller-cap
companies) reflected the recovery in the
economy over this period, and therefore the
surge in corporate earnings. Full year 2021 earnings per
share (EPS) growth for the S&P 500 Index is expected to
be +36.7% (vs. 24.4% at the start of 2021). The last time
the index delivered a year-over-year EPS growth of similar
magnitude was in 2010 (38%). Earnings momentum is
expected to continue in the second quarter of 2021 with
forecasts depicting +68.5% year-over-year.
With about 47% of the U.S. population fully vaccinated by
June 30, 2021 and the economy continuing to benefit from
stimulus checks, the U.S. maintained its expansion. While
valuations in the U.S. remain historically expensive, they
are likely to remain at highs until we see macroeconomic
risks enter the market narrative (e.g., significant inflation
and/or COVID variants of concern raising case counts/
deaths).
In Europe, markets have likewise performed
well year-to-date measured in local currency
returns. European leading indicators are
showing strength, with earnings expectations
also on the rise, propelling further returns in European
equities. As noted by RBC Global Asset Management, a
number of trends that emerged in the past few years have
been accelerated by the pandemic.1 European governments
are beginning to shift away from austerity, and digitization
has leaped forward, changing the rules in many industries.
These changes will benefit companies that have
demonstrated an ability to thrive in periods of disruption.
Within Asia, equity markets have somewhat
pared gains in the second quarter of 2021—
after reaching record highs in February—as
cases surged in India and Southeast Asia. More
recently, we’ve seen a decelerating trend in daily cases
and fatalities in India. According to RBC Global Asset
Management, we should expect faster economic growth
in China, India, Singapore and South Korea.2 The outlook
remains positive, although we may see a move away from
high valued growth sectors, with other sectors coming into
favour.
Bonds have experienced negative returns over
the time horizons in table 1. However, that says
little about the important role they play for
balanced investors during periods of market
dislocation. Bonds acted as a portfolio ballast during the
depths of the COVID crisis, maintaining relative value to

equities. The same applies to what happened in 2008,
when the optimal weight for bonds in a balanced portfolio
would have been much higher than the traditional 40%
weight. Bonds continue to provide lower portfolio volatility
when combined with equities. Treasury yields in the U.S.
and Canada have fallen in the last few months, reflecting
reduced inflation expectations, tempered pace of GDP
growth, and less conviction that the Federal Reserve will
pull forward rate tightening.
Balanced portfolios have fared well despite
the pullback in bonds. We reviewed the
performance of the traditional balanced
portfolio of 60% stocks and 40% bonds, which
performed quite well from the depths of the crisis until
now, returning +42%, and also YTD returning just under 7%.
On an absolute basis, these returns for balanced investors
are more than respectable. You could observe the 40%
allocation to bonds in this case proved to be a hindrance
to returns, but you could have likewise made the same
argument against 60% equities during 2008. Back then, the
underperformance of 60/40 was due to the severe drop in
the stock market, and this past year the positive returns
on the balanced benchmark was due to the sustained
equity rally. We believe that equities tend to dominate
overall portfolio risk, and therefore increased rather
than decreased exposure to bonds can increase portfolio
efficiency through the cycle.

Commodities like oil, gold, lumber, agricultural
products, etc. have seen some strong gains
over the time periods in table 1 as well, which
one should expect following the typical
recovery cycle that results in early cyclical assets
outperforming other assets as economic growth is no
longer decelerating. At the time of writing, oil prices
continue to reflect higher demand as the recovery unfolds
this year, while a YTD decline in the price of gold reflects
reduced expectations and general positive investor
sentiment toward risk.
Bitcoin saw impressive gains in 2020, but that’s
been somewhat tempered during 2021. More
recently, Bitcoin has declined from a peak price
in April 2021 of about US$64,000 to around
US$35,000 at the time of writing. A host of regulatory
headwinds, declining network activity, and hashing power
of the network have been cited as some of the reasons for
the 40-50% pullback. Despite that, year to date, the price
of Bitcoin in U.S. dollars remains positive, while overall
cryptoasset returns remain mixed.

Let’s talk about risk –
what could lie ahead?
We’ve certainly come a long way from this time last year,
but it's important to highlight the risks that are front and
centre in the market narrative today.
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Risk #1: Inflation – transitory yes, but there are
puts and takes
While there may be short-term inflation risk, we view the
longer-term inflation risk to be somewhat muted due to
deflationary forces such as an aging global demographic,
sector effects within technology, health care and
education, as well as faster productivity growth and the
maturing of emerging market economies.
There is no denying, however, that near-term inflationary
drivers have been coming in higher than expected. The
base effects from a drop in demand/supply during the
COVID crisis of 2020 is creating a natural lift in prices
for goods, which is showing up in different inflationary
readings.
Commodity prices are higher as post-COVID demand
surges above current levels of supply. And there are also
the effects of fiscal stimulus cheques, container shortages,
semiconductor chip shortages, a new Federal Reserve
mandate for higher inflation, and massive amounts of
money printing by central banks. We do believe that most
of these near-term inflationary forces will be self-correcting
over the next year or so.
We take solace that overall wage growth has declined
during the pandemic despite the fact that wage pressures
continue to impact sectors like leisure and hospitality
(chart 6).

From an equity investor perspective, it’s important to
point out that the “transitory or not” debate should not
only apply to inflation, but also to the bottom line for
companies. With companies having benefitted from cost
cuts and scaling their businesses during the pandemic, it
remains to be seen how many are ready and can weather
the return of operating costs both on the input side and
on wages that have seen upward pressure. It will be
important to watch how corporations guide on the demand
environment and on price/cost updates considering the
risk for margin pressures as the world reopens.
Take, for instance, Nike Inc., which reported robust
quarterly results in June that continue to show that it is
coming out of the pandemic stronger and leaner. In Nike’s
case, its direct-to-consumer and digital channels, which are
higher margin than wholesale, continue to hit strides even
amidst the reopening.

Risk #2: Tightening monetary policy – will there be
any taper tantrum?
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The Fed has been consistent in its view that inflation
is transitory and in maintaining support for an
accommodative interest rate policy into 2023. Given this, it
is unlikely that rates will rise quickly (chart 7).

Chart 7

When Federal Reserve officials started talking about
pulling back on the central bank’s easy-money policies
back in 2013, markets roiled with volatility. Yields on U.S.
Treasuries rose, emerging-markets stocks tumbled, junk
bond prices fell and stock volatility jumped – all in what
came to be known as a market “taper tantrum” that
preoccupied the Federal Reserve for months and played a
role in delaying its plans. The opposite is happening now:
The Fed signaled it has begun discussions of reducing
bond-purchase programs launched during the COVID-19
pandemic, and investors are more or less placid as bond
yields have come off their 2021 highs.
The bond market’s muted response could be due to better
communication by the Federal Reserve when compared
to 2013. Also, investors have come to expect an eventual
end to the Fed’s bond-buying programs. The correlation
between rates and the economic composite suggests that
current expectations of sustained economic expansion
and rising inflation are overly optimistic. At current rates,
economic growth will likely quickly return to sub-2% growth
by 2022.
A popular measure of market anticipation for inflation
is the difference between Treasury yields and inflationindexed bonds of the same duration. The metric is known
as the “breakeven” rate, and investors and economists
most often look at the five-year breakeven inflation rate,
and the five-year/five-year inflation swap forward (chart 8).
After rising in May to their highest levels in about
eight years, those breakeven rates have been falling
consistently, indicating that investors no longer see
inflation maintaining its current blistering pace far into the
future.

Final words on inflation for now: we have to remember that
inflation readings in the news are a lagging indicator. Low
inflation occurred after each of the past four recessions.
The average lag was almost 15 quarters from the end of
each. Productivity usually rebounds in recoveries and
more so in the aftermath of deep recessions. This was
apparent in 1949, 1958 and 1982. Productivity rebounded
by an average of 4.8% in the year after each of these
recessions. Unit labour costs remained unchanged as the
rise in productivity held them down. And supply chains
will eventually be restored and globalization may not be
coming to an end so soon. As vaccination rates increase
and pandemic restrictions ease, expect supply chain
pressures to be resolved.

Risk #3: COVID delta variant – what, if any, will the
impact be on the market?
Recent COVID-19 developments remain mixed. On the
positive side, infection rates in the U.K. may be starting
to peak after a six-week surge, which could point to the
vaccination campaign having a positive impact on the
spread of the more contagious delta variant. Moreover,
despite the increase in daily infection rates in the U.K.
recently, fatalities have only grown at a fraction of daily
cases, which suggests that vaccines are working to stave
off severe COVID-19 infections and reduce hospitalizations.
On the negative side, we’re seeing emerging market
COVID-19 infection rates rising again, with the delta
variant being the prominent cause of infections. Low
levels of vaccinations in some developing countries has
been attributed to rising case counts, which may have
an eventual impact on those economies and perhaps on
global growth.
Within our risk management framework, we continue to
monitor levels of daily infection, fatalities and vaccination
levels on a regional basis.

Being prepared for any
market environment
Some investors felt understandably ill-prepared for the
onslaught of volatility that came from the COVID crisis. If
you panicked and sold equities during the early spring of
2020 and haven’t been back into the market since, you’ve
missed out on an extraordinary return on investment.
Likewise, as we’ve experienced a very strong bull market
in stocks since the spring of 2020, investors need to be
prepared to handle an ever-rising market as well. If you’re
so inclined to listen to the forecasters, you’ll hear all
sorts of reasons to sell now and wait it out for a better
time ahead. Valuations are high right now in U.S. equities,
relative to their history – yes, that is true. But a blanket
statement and taking a one-dimensional perspective of
valuation may not improve outcomes. U.S. stocks are
positive in 11 out of the last 12 years, but bull markets can
persist for longer than many anticipate, making market
timing a futile exercise.
Long-term investors know the balance of trading off risk
versus return. Simply put, there isn’t really any free lunch
outside of diversification in the investing world. There’s
never been a risk-free way to earn sustainable returns
in the markets. And just as we should expect pullbacks
along the way, we should also anticipate further gains
as well. Truth be told, nobody can predict the short-term
fluctuations in markets, but the longer-term odds of
positive returns and gains to stocks remains in your favour.

Chart 9

It’s time in the market, not timing the market that matters.

The best strategy is to ensure that your asset allocation
– or the mix of cash, bonds, stocks and alternative
investments in your portfolio – matches your tolerance and
capacity for risk in light of your investment objectives. At
RBC PH&N Investment Counsel, our Investment Counsellors
take the time to understand you and your investment
objectives. We design and manage bespoke portfolios
that maintain an asset allocation you will be comfortable
holding through both bull and bear markets. We employ
disciplined rebalancing of your portfolio to ensure that
we adhere to that asset allocation, taking profits where
necessary and allocating to underperforming asset classes
along the way. All of this is done to manage risk and ensure
your portfolio remains invested, allowing the compounding
of returns to occur.
These last few charts are dedicated to reminding investors
that there are always reasons to sell and move to the
sidelines via cash, but ultimately the skies will clear, and
the economy and market move on. Along the same lines,
we also include some charts to remind investors that
timing the market is not a sustainable investment strategy.
Time in the market is a sustainable strategy to growing
wealth during any market environment, whether it’s a -10%
correction, a -40% bear market, or a +50% bull market.
Remember – there are always reasons to sell:
Source: FactSet, RBC
PH&N Investment
Counsel. S&P500
daily price data
from Mar/09 through
June/21, in U.S. dollars,
before transaction
costs, commissions
and taxes. Note that
past performance
is not indicative of
future returns and you
cannot invest directly
in an index. For index
description please
refer to the disclosures
section of the article.
Headline callouts
within the chart have
been sourced from
Bloomberg, Wall Street
Journal, CNBC, NY Times,
and other public news
sources.
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Frequency of positive returns over different time periods
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hand side.
PH&N
IC Source: FactSet, RBC

As seen below, over longer holding periods, the volatility
of returns reduces significantly when compared to shorter
holding periods. This analysis was done using data dating
back to 1926 and looks at rolling returns over the given
time periods. As can be seen in chart 11, even a reasonable

Source: FactSet, RBC
PH&N Investment
Counsel. All data
presented from June
30 1981 to June 2021
for the S&P500 Index,
in US dollars, before
transaction costs,
commissions and
taxes. Note that past
performance is not
indicative of future
returns and you cannot
invest direct in an index.
Percent of time returns
are positive based on
daily, monthly, quarterly,
and annual time periods
represented on the
chart. For instance,
79.75% of the time from
June 30/81 to June 30/21
the S&P500 Index 1-year
returns were above 0%.

five-year holding period would see significantly reduced
volatility when compared to the one-year period.
We like the odds of positive returns to equities over the
long term.

Chart 11

Source: CFA, SBBI, Morningstar, RBC PH&N Investment Counsel. All data presented is annualized monthly gross returns from Jan 1926 to June 2021, in U.S. dollars, before
transaction costs, commissions and taxes. Note that past performance is not indicative of future returns and you cannot invest directly in an index. For index description
please refer to the disclosures section of the article. U.S. large cap stocks represented by the S&P 500, U.S. government bonds obtained from the Government Bond File at the
Center for Research in Security Prices at the University of Chicago Booth School of Business from 1926 to 1976, and Wall Street Journal data from 1977 to 2020, U.S. corporate
bonds represented by S&P’s monthly High Grade Corporate Composite data from 1926 to 1946, Salomon Brothers index from 1946 to 1968, and the FTSE USBIG Corp AAA/AA
10+ Yr from 1969 to 2020.
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Source: FactSet, RBC PH&N Investment Counsel. S&P500 monthly price data from January, 1950 through June, 2021, in U.S. dollars, before transaction costs, commissions and
taxes. Note that past performance is not indicative of future returns and you cannot invest directly in an index. For index description please refer to the disclosures section of
the article. Returns are compounded on a monthly basis, time-weighted and excluding dividends.

Chart 12 shows the absolute compounded monthly returns
of the S&P 500 during notable bull and bear markets from
1950-2021. We define a bear market as a correction of 20%
or more from a recent high. A bull market is usually defined
as a market with sustained increases in prices, and absent
a 20% correction from recent highs. It is important to note
that because of the nature of absolute returns, losses in

chart 12 look proportionally much smaller; however, note
that losses cannot exceed 100% which naturally skews the
illustration. Market timing is not a sustainable investment
strategy, and the takeaway from this chart is that bull
markets last significantly longer than bear markets, which
are usually short-lived.

If you have any questions about the content of this article, please reach out to your Investment Counsellor at any time.
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