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Overview
After a wild and disappointing Q4 2018, global
markets rebounded sharply from last year’s sell-off
and positive momentum has generally carried
forward through the second quarter of 2019. The
primary drivers of this resurgence are led by
increasing optimism for a trade deal between the
United States and China, and the dovish stance
among major global Central Banks including the
U.S. Federal Reserve and European Central Bank.
Other factors including better-than-expected
corporate earnings, stable fundamental economic
data, OPEC production cuts supporting rising global
oil prices, and the Chinese government’s new
round of fiscal stimulus have all had positive
incremental effects on global market sentiment.
Collectively, these catalysts boosted global
markets from January through April, and in fact,
U.S. equity markets had their best four-month start
to a year in decades. The market rally took a step
back in May when the effect of the boost began to
fade and trade talks between the U.S. and China
unexpectedly broke down and President Trump
threatened to add new import tariffs on another
important trade partner, Mexico. These
uncertainties sent U.S. stock prices reeling to their
worst May performance of the last nine years, but
similar to last January, the dissipation of
turbulence and return of optimism instigated a
sharp rebound in June that continues to push
markets to new highs. Added to the mix in June
were the positive forces of resumed trade talks
between the U.S. and China at the G20 Summit,
and a renewed dovish posture by global central
banks. Market consensus now expects at least one
rate cut by the U.S. Fed in the second half of 2019.
Economic fundamentals in Q2 have painted a
mixed landscape. On the positive side, amid the
backdrop of a slowing global economy, U.S. GDP
expanded by 3.1% through the first quarter. The
U.S. employment picture continues to be robust
with the unemployment rate at 3.6% and
consumer demand and the service sector showing
resilience. While labour statistics have been solid,

worries that these levels may not be sustainable,
particularly in light of the current stage of business
cycle, continue to overhang the economy. From a
chronological perspective, the current 122 month
bull market run is the longest in history, and almost
double the 66 months average length of the typical
stage of business cycle. In late May, the yield curve
began to invert, and when inversion occurs,
recessions have historically followed on average
within the proceeding 12 months. There is still
considerable debate as to whether this signal is as
relevant this time, considering the significant
quantitative easing injected by global central
banks. Taking a contrarian perspective, one could
argue that investment and housing markets are far
from overheating as another important indicator,
high inflation, is notably absent.
Consensus forecasts for 2019 Canadian GDP
growth now stand at 1.5% compared with 1.9% at
the start of the year. The revised outlook reflects
greater trade uncertainty, moderating housing
activity and a more volatile commodity price
environment than forecast at the start of this year.
The BOC has maintained its benchmark short-term
bank rate at 1.75% in anticipation of improvement
in the second half of this year, driven by easing
financial conditions and higher exports supported
by prospects for U.S.-Mexico-Canada Trade
Agreement negotiations.

Canada Equities
The S&P/TSX Composite index delivered a total
return gain of 16.19% through the first half of 2019.
A number of macroeconomic drivers continue to
be the focus of equity investors, including the
outlook for global trade, the pace of global
economic growth, and their combined impact on
the corporate earnings. Greater uncertainty has
resulted in Bank of Canada adopting a more
cautious approach to monetary policy which has
been supportive of higher equity valuations.
Technology was the best performing industry
sector year-to-date June 30, generating a 43.22%
total return for investors. The healthcare sector
remains a close second with a year-to-date total
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return of 35.24%, due largely in part to the strong
rebound in cannabis stocks this year. Despite the
recovery in crude-oil prices in 2019, the TSX energy
sector underperformed the broader index with a
year-to-date total return of 12.33%. The
communication services sector generated the
lowest return of the TSX industry sectors, rising a
more modest 9.73% from January to June 30.
While the performance of all Canadian industry
sectors through the first half of 2019 appears
buoyant, recall the losses experienced during the
preceding quarter—so effectively the market has
caught up to where it left off prior to the decline.

U.S. Equities
The S&P 500 index had a volatile second quarter,
gaining 3.93% in April, followed by a 6.57% decline
in May, and recovery of 6.89% in June. The first
quarter’s strong equity rally extended through the
end of April as prices set an all-time high on April
30th, but then began a month-long retreat after
U.S. trade negotiations collapsed. Markets had
priced in an anticipated positive resolution to trade
negotiations, so the surprise breakdown led
investors to recalibrate the prolonged conflicts’
impact on economic growth, corporate earnings
and asset prices. A resumption in trade talks at the
G20 Summit in the first week of July, along with a
more dovish stance from Federal Reserve, helped
the market to regain the optimism it had in June
and recover from its earlier losses. Similar to the
experience in Canada, the U.S. Technology sector

remained the top performing industry group with a
year-to-date June 30 total return of 26.12%,
followed by Consumer Discretionary and
Industrials, which both delivered total returns
greater than 20% for the same period. Healthcare
was the weakest of the U.S. industry sectors over
the same six month period generating only a 7.12%
total return, but came out on top specifically in Q2,
providing total returns of 3.79% over the quarter.

Global Equities
A significant factor affecting global equity markets
has been the escalation (or potential for escalation)
of trade wars. The MSCI Asia index managed to
move only 0.04% higher in Q2 given that most
economies in the region are heavily impacted by
the U.S./China trade dispute. The Chinese stock
market fell 3.62% during the second quarter, but
from an economic perspective, China still expects
an above 6% GDP growth rate for 2019 irrespective
of the trade negotiation outcome. Chinese
policymakers have put a continuous effort to
stimulate the economy through credit infusion and
tax cuts, both of which are showing early signs of
success. In the Eurozone, the MSCI Europe index
edged 0.65% higher during Q2 2019. European
politics continue to promote an unpredictable
influence on the region’s economy, and a
weakening trend in business investment, and
further complexities for Brexit with the resignation
of Prime Minister Theresa May continue to elevate
uncertainties for the broader region.
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Trade Tension
A week before the one year anniversary of the United
States implementing its first punitive tariffs against
China on July 6th 2018, U.S. President Donald Trump and
Chinese President Xi Jinping resumed trade talks at the
G20 summit in Osaka, Japan. This was the third trade
negotiation session between two parties in Q2 2019,
following the first two in early April and May which both
ended in stalemate. After Trump’s new threat of
additional tariffs on another US$300 billion of Chinese
imports, the Chinese government retaliated with tariffs
of its own and a significant reduction in purchases of U.S.
agricultural goods including soybean. The increasing
tension plus Trump’s sudden threat of adding new tariffs
on Mexican imports were the major reasons for price
pressure on U.S. equities in May.
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If both parties do not agree to step back from their
escalating positions, the outlook for an agreement in the
short-term may be dim. Besides the impact on
consumers confidence, the potential effects on
fundamentals could be substantial, and we have already
seen some of these over the last several months.
Specifically, rising costs from tariffs will be partly passed
on to consumers, with the balance absorbed by
compressed corporate profit margins. Declining sales
volumes may then follow and capital investment could
suffer. Global companies accustomed to largely
unfettered international trade may find themselves
facing barriers they have not encountered in decades.
Smaller firms which cannot build inventories as readily
as their larger counterparts, and who may not have as
much financial flexibility will specifically be more
vulnerable. By some estimates, as a worst case scenario,
the impact of the currently implemented tariffs could
negatively affect GDP growth rates for China, the U.S.
and global economy by as much as 0.9%, 0.7% and 0.6%
respectively by mid-2021.
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China has surpassed Canada to become United States’
largest trading partner since 2015, representing about
16% of U.S. total trade volume for calendar year 2018.
While both the trade volume and trade deficit between
the two parties has continued to increase over the last
several years, in terms of China’s exports as a
percentage of total GDP, China’s dependence on the
U.S. market has been gradually decreasing. China also
has multiple countermeasures it can leverage to put
pressure on the Trump administration as part of its trade
negotiation strategy and the balance of power between
the sides in reaching an ultimate resolution may be more
equal that the U.S. government would care to admit.

However, considering the substantial cost to both
parties and the global economy, it is unlikely that we will
see an all-out trade war between the U.S. and China for
an extended period. With the 2020 U.S. Presidential
election looming, Trump will need to assess the impact
that trade relations with China will have on the domestic
economy and voter sentiment, and most importantly
their effect on his bid for re-election.

Source: Bloomberg; US Census Bureau
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Federal Reserve Interest Rate Decision

Yield Curve

The Federal Reserve has increased short-term
interest rates nine times since 2015. When the Fed
first raised rates in 2015, the move was viewed as a
positive development because it signaled the central
bank’s confidence in maintaining a reasonable level
of growth while reducing excessive monetary
stimulus. With the Federal Reserve’s continuous
effort of restoring short-term interest rates to more
normalized and neutral levels, the fed funds target
rate has increased from near zero to its current level
of 2.50%.

On May 23rd, 2019, U.S. 10-year treasury yields fell
to 2.31%, and below the 3-month treasury rate of
2.37% presenting the first signs of an inverted yield
curve. By the end of June the level of inversion
increased to over 12 bps.
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Similar to the Fed’s decision to hold the line on rates
in Q4 2018, when concerns for slowing economic
growth and geopolitical uncertainties weighed, the
current macroeconomic environment presents
similar circumstances, but as in Q4 the FOMC held
rates steady at its last meeting on June 19th.
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While the June decision was not a surprise to
investors, the Fed’s dovish stance gives the market
more reason to believe that a rate cut will follow in
July 2019. A rate cut would provide a boost to both
the economy and capital markets in the near term,
but the more significant problem may be rooted in
the trade negotiations between the U.S., China, and
Europe.
Source: Bloomberg; US Federal Reserve

While the stock market has a spotty track record at
accurately forecasting a downturn in the economy,
the inversion of the yield curve has been widely
regarded as a reliable leading indicator. In the past
60 years in the U.S., whenever the yield curve has
inverted, with only one exception in 1960s, a
recession has followed. Based on average historical
time frames, an inversion usually appears 10 to 18
months prior to confirmation of a downturn, but the
last time the yield curve inverted was 24 months
before the 2008 global financial crisis.
It can be dangerous to ignore history, as history
generally repeats but this does not mean that a
recession is necessarily just around the corner.
Considering the Fed Reserve’s effort to gradually
unwind monetary stimulus since 2015, and the fact
that the yield curve systematically flattens and
inverts during brief periods of monetary policy
tightening, many economists suggest this time could
be another exception. However, investors are
reminded that interest rates remain historically low
and market consensus is expecting and has priced in
at least one addition cut in the second half 2019.
Inversion also does not predict the precise timing of
possible recession. In fact, the S&P500 increased an
incremental 17% from the last inversion in 2006
before reaching its ultimate peak in 2007, and
heading into the financial crisis in 2008.
Source: US Department of Treasury
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Key Economic Indicators
Canada
Canada’s GDP expanded at an annualized pace of
just 0.4% in Q1 2019. While energy exports were
the major headwind during the first quarter, the
newly released April GDP data showed easing signs
in both the energy sector and housing market. In
fact, both the mining, and oil & gas industries saw
one of the strongest monthly increases in recent
years as output ramped up alongside production
limits in Alberta. Employment numbers were also
positive, with Canada adding another 28,000 jobs
in May, building on the 107,000 job increase
posted in April and lowing the unemployment rate
to 5.4%. Inflation came in at 2.4% for May, which
was stronger than expected and suggests that the
Canadian economy recovers with increasing signs
of improving domestic demand. The Markit Canada
PMI Index slipped below 50 twice during the
second quarter, signaling weaker business
confidence in light of heightened global economic
uncertainty. However, the Business Barometer
Index by CFIB, which measures Canadian small
business confidence, sent a conflicting signal as it
rose five points in May and June to a year-high of
61.5.

United States
The U.S. had a blistering first quarter with
annualized GDP growth of 3.1%, boosted by a
build-up in inventories and an increase in net
exports. Growth subsequently slowed through the
second quarter as business fixed investment
weakened amid concerns of escalating trade
tensions between the U.S. and China. GDP growth
for 2019 is estimated at 2.5% and is expected to
slow to 1.8% by 2020. Non-farm payrolls increased
by 75,000 in May, well below the consensus
estimate of 175,000. Wages were slightly weaker
than expected but still managed to grow by 0.2%
month-over-month and 3.1% year-over-year.

While the pace of job growth has slowed, the
overall labour market remains vibrant as the
unemployment rate sits at a solid 3.6%, which is
the lowest level in the last 50 years. Inflation
remains in check at 1.8%, and provides flexibility
for the FOMC to apply modest monetary stimulus
as required. The seasonally adjusted Markit PMI
Index posted 50.6 in June, broadly in line with its
50.5 level in May, and signaling a marginal
improvement in the U.S. manufacturing sector.

World
The growth dynamics in the Eurozone improved
slightly in the first quarter after a sharp slowdown
in second half last year. Across the region, GDP
growth advanced a modest 0.4% in Q1 and the
European Central Bank now expects a full year
growth rate of 1.1% for 2019. Most large Eurozone
economies have improved, led by particularly
strong gains in Spain whose GDP advanced 0.7% in
Q1, following a 2.5% growth rate in 2018. Both
Germany and Italy displayed positive growth
trajectories in the first quarter after showing
stagnant growth in prior periods. Solid regional
demand drove the acceleration, with household
spending improving, boosted by a falling
unemployment rate and wage growth. The major
challenges for the region remain Brexit and rising
protectionism, which have both weighed on trade
and business investment growth.
Growth across East Asia and the Pacific is projected
to soften to 6.0% in 2019 and 2020, down from
6.3% in 2018, largely reflecting the effects of global
headwinds. Fortunately demand has remained
strong across much of the region, partly offsetting
the impact of slowing exports. China’s economy,
despite sizeable challenges, is still expected to see
growth in the range of 6.0%+ through 2019.
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Graphs of Key Economic Indicators
US & Canada Monthly Unemployment Rate

US & Canada Quarter GDP Growth
8.00%

5.00%
4.50%
4.00%
3.50%
3.00%
2.50%
2.00%
1.50%
1.00%
0.50%
0.00%

7.00%
6.00%
5.00%

4.00%
3.00%
2.00%
1.00%

0.00%
2017Q1 2017Q2 2017Q3 2017Q4 2018Q1 2018Q2 2018Q3 2018Q4 2019Q1

US

Canada

US

US & Canada PMI

US & Canada YoY Monthly CPI
3.50%

58

3.00%

56

2.50%

54

2.00%

52

1.50%

50

1.00%

48

0.50%

46

0.00%

44

US

US

Canada

WTI & WCS
80

Canada

Canada

CAD & EUR FX Spot
1.4
1.35
1.3
1.25
1.2
1.15
1.1
1.05
1

70

60
50
40
30

20
10
0

WTI

WCS

CAD

EURO

Source: Bloomberg

6

MARKET PERSPECTIVE | Q2 2019 (Summer)
Tactical Asset Allocation
Fixed

Income
Not surprisingly, global developed market
government bonds rallied during the eventful
second quarter as capital flowed to quality and
safety. The US 10-year treasury yield fell 41 basis
points between April and June to its lowest level
since 2017 as investors sought safe haven against a
mixed macroeconomic backdrop and intensifying
geopolitics uncertainty. Credit markets have
maintained their posture, particularly in June, as
markets priced in at least one rate cut by the U.S.
Fed through the second half of 2019. While
investors remain worried about the future,
fundamental economic data is not all bad news and
discounting trade tensions, market expectations
for further monetary stimulus would likely be
lower or non-existent. In the short-term, we
recommend a neutral view on fixed income. Over
the longer-term, as government bond yields
inevitably rises to more historically normal and
sustainable levels, pressure on prices motivate an
underweight positioning for fixed income assets.

Equities
Amid a slowing global economic backdrop, the
equity market outlook remains fragile yet generally
stable. Protectionism and global trade tension is
arguably the most significant threat, but markets
also face other challenges including Brexit and

decelerating Chinese growth. On the positive side,
both the United States and China have experienced
relatively solid GDP growth over the last two
quarters, and central banks around the globe are
actively deploying fiscal stimulus. While the
extended duration of the current stage of business
cycle and recent yield curve inversion are
cautionary signs, the timing of the next economic
downturn and market reversal is not necessarily
immediate. History demonstrates that bull cycles
last on average 12 months beyond the first warning
signs become evident. As a result, we believe it
may be premature for investors to move below
“neutral” on equity allocations but a more cautious
posture to higher quality, defensive names may be
prudent.

Private & Alternative
We recommend a strategic allocation to Private
and Alternative assets as it is important for
investors to build a portfolio that reflects
appropriate diversification, low cross-correlation
among major asset categories, and measured
impact to market volatility given current
conditions. A meaningful but suitable allocation to
private and alternative investments can provide
stability across varying economic cycles and
changing market conditions, serving to smooth out
the long-term path for value accretion and
portfolio growth.
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Appendix
Canada & U.S. Equity Universe Q2 2019

Source: Bloomberg
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Key Economy Indicators – Canada

Source: Bloomberg

9

MARKET PERSPECTIVE | Q2 2019 (Summer)
Key Economy Indicators – U.S.
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Source: Bloomberg
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