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“When the facts change, I change my mind.”
~ John Maynard Keynes

The U.S. and Canadian stock markets experienced
a positive performance in the third quarter of
2024. The S&P 500 rose by 5.8%*, while the Nasdaq
Composite increased by 2.7%?2 These gains were
driven by strong economic indicators, favourable
interest rate cuts, and solid corporate earnings.
Notably, there was a sector rotation away from
technology, which underperformed compared
to previous quarters, towards sectors like real
estate and utilities, which benefitted from lower
interest rates.

The TSX Composite Index recorded a gain of
10.5%3 in the quarter ended September 30th, 2024,
benefitting from global interest rate cuts. Sectors
sensitive to interest rate changes, such as real
estate, performed well, while the energy sector
faced challenges due to fluctuating oil prices.

1S&P Dow Jones Indices
2NASDAQ
3 S&P Dow Jones Indices



The U.S. economy demonstrated
resilienceduringthethird quarter,with
GDP growth estimated between 1.0%
and 2.0%. This growth was supported
by strong consumer spending and a
robust labor market. Inflation showed
signs of easing, leading the Federal
Reserve to reduce interest rates by
fifty basis points during the quarter.

The Canadian economy managed to
avoid a recession in Q3, although signs
of weakness persisted. Population
growth played a crucial role 1in
supporting consumer spending, which
helped maintain positive GDP growth.
However, rising unemployment and a
3% decline in GDP per capita since mid-
2022 indicated underlying economic
vulnerabilities. The Bank of Canada
lowered interest rates to 4.25%,
providing some short-term relief.

Despite these central bank rate cuts,
uncertainty remains. The upcoming
2024 U.S. presidential elections, the
war in Ukraine and rising Middle East
tensions are all potential risks.

For decades, the financial industry
has embraced the traditional 60/40
portfolio paradigm: 60% equity
allocation paired with 40% bonds.
Long celebrated as the epitome of
risk-adjusted optimization, this model
became a cornerstone of conservative
portfolio management. However, the
contemporary question that demands
scrutiny is whether this time-honored
allocation should be applied without
question under all interest rate and
equity market environments.

The short answer: it does not.
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The 60/40 portfolio originated in an
era characterized by markedly different
economic fundamentals. Bonds
provided substantial real yields, serving
as an effective stabilizer against the
inherent volatility of equities. Equities,
in turn, were valued at average long-
term historical multiples. This 60/40
allocation allowed the combined
allocationtoachieve both risk mitigation
and return objectives.

Yet, despite evident shifts in interest
rates and equity market valuations,
investors and financial planners
continue to adhere to this conventional
approach. The fundamental flaw
here is an over-reliance on outdated
conventions that ignore current asset
valuations and prevailing interest
rates. Investment strategies must
adapt to reflect existing realities.

One of the most significant deficiencies
of the traditional 60/40 allocation lies
in its disregard for market valuations
and cyclical dynamics. When equity
valuations are excessively elevated,
maintaining a 60% equity allocation
imposes substantial downside risk
without commensurate potential for
returns. Likewise, the assumption that
bonds offer effective diversification at
all times is fundamentally flawed when
yields are suppressed, or even negative,
as we have seen in recent years. The
conventional wisdom that bonds
provide a risk buffer is dangerously
simplistic in such an environment.

Valuations are a critical determinant
of both return potential and risk. A
failure to recognize the limitations
of applying a static equity percentage
in periods of heightened valuation



is to invite vulnerability to market
corrections. The fundamental principle
is straightforward: valuations matter.
Effective asset allocation must be
dynamic, reflecting not only nominal
allocations but also their real expected
return based on prevailing valuations.
Rigidityin asset allocationisanathema
to informed investing, as it relies on
backward-looking heuristics instead
of current market realities.

Valuation-driven asset allocation
emphasizes the importance of assessing
price-to-earnings ratios, interest rates
and the duration of a bond portfolio
to appropriately balance growth and
preservation of capital. For instance,
during periods of inflated equity
valuations, a reallocation towards asset
classes with favourable valuations—
such as value stocks, high-quality
corporate bonds, or government
treasuries may be prudent. On the
other hand, during periods of low equity
valuations, it may be advantageous to
overweight equities to capitalize on
their potential for capital appreciation.

The rationale behind the bond
component of the 60/40 mix historically
centered onits capacitytodeliverincome
and reduce portfolio volatility. Instead
of assuming bonds are universally
effective as stabilizers, investors
need to interrogate the current rate
environment, assess real yields, and
understand the broader implications for
portfolio construction. Fixed income can
no longer be considered a one-size-fits-all
solution for portfolio risk management.

Successfulinvesting transcends simple

adherence to rigid formulas; it requires
contextual interpretation of economic
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signals and a willingness to abandon
convention when logic dictates. In
an environment characterized by
inflationary uncertainty, elevated
equity valuations, aggressive central
bank interventions, and heightened
geopolitical risks, a static 60/40
allocation is not only outdated—it is
potentially negligent.

Instead of defaulting to a dated
paradigm, investors should seek an
asset allocation that dynamically
adjusts based on market valuations
and investment opportunities. Equity
exposure should be contingent on
valuation attractiveness rather than a
predetermined, arbitrary percentage.
Likewise, the allocation to fixed income
needs to be sized according to prevailing
interest rates and durations.

In the current financial market
environment, the typical 60/40
expected portfolio return would be
an annualized 5.52%. This scenario
assumes an expected return of 7% from
equities and a fixed income portfolio
with a duration of 8.1 years and an
average coupon of 3.31%. However,
the portfolio return if interest rates
rise by 2% and equity returns remain
at 7% is an approximate annualized
loss of about 1%. The rise in interest
rates has a significant negative
impact on the fixed income portion,
which results in an overall loss for the
portfolio.

Today we would suggest a portfolio
that is very different than the
standard asset allocation model.
Current interest rates continue to be
low by historical standards. Despite
the current drop in rates, a two per



cent increase is not an unreasonable
possibility in the future, due to
inflationary risks, growing government
debt and geopolitical tensions. As well,
current interest rates remain below
long-term historical averages.

Our recommendation would be 60%
equities and 40% short term cash and
government treasuries. This portfolio
would have the same expected return of
7% from equities but the fixed income
component would have a coupon rate
of 2.6% and a duration of 0.4 years.

If interest rates remain constant,
the portfolio’s return is marginally
lower at 5.22%. But if interest rates
jump 2% the annualized return is still
an acceptable 4.90% vs. a loss in the
standard portfolio. The lower duration
significantly reduces the impact of
the interest rate increase on the fixed
income component. As a result, the
overall portfolio performed much better
compared to the previous scenario
where the duration was higher. As
the example above illustrates, blindly
following “conventional wisdom” is not
always the best course of action.

To illustrate this further, consider an
example where equities provide a return
of only 2% and interest rates rise by 2% in
a 60/40 asset mix. Assuming the same fixed
income component as our initial scenario,
(a coupon of 3.31% and a duration of 8.1
years) the portfolio would experience
a loss of 3.96%. This example underscores
how vulnerable the traditional 60/40 portfolio
can be when equities are underperforming
and interest rates rise, as both components
contribute to negative performance. It
highlights the importance of rethinking
traditional allocation strategies
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considering existing financial market
and economic conditions.

The 60/40 portfolio should be regarded
not as fundamentally flawed, but as
anachronistic in light of contemporary
economic realities. Investment strategies
must evolve in response to these
shifts. Financial markets reward not
those who are merely consistent but
those who are observant, responsive,
and willing to adapt. Investment is
an iterative process. It demands the
ongoing adjustment of expectations, an
awareness of the broader economic and
market environment, and a willingness
to deviate from the status quo.

During the third quarter we increased
our positions in several holdings. As
well, where appropriate we continue
to participate 1in our investee
companies’ dividend reinvestment
programs. These businesses continue
to provide above average income and
the potential for significant long-term
capital appreciation.

Your portfolios continue to be well
positioned for current market conditions.
As of September 30th, 2024, the Fund’s
total portfolioyield was 4.9%. The dividend
yield on the portfolio’s equity component
was an attractive 5.5%. In addition,
the portfolio’s overall characteristics
compare favourably to major benchmarks
such as the S&P 500 index and S&P/
TSX Composite index. PCM’s value-based
investment philosophy and focus on the
preservation of capital will stand up well
as what we believe to be unsustainable
valuations normalize.

Thank you for your continued trust
and support.

Vito Maida



