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Overview
Global Geopolitics Issues Increase Downside Risk
Global markets had another eventful quarter amid
elevated geopolitical uncertainty and a slowing global
economy. The stock market’s strong re-bound in June
failed to maintain its momentum through the third
quarter of 2019 as trade talks between the United States
and China devolved and tensions intensified in August
before abating by late September, but only after both
parties implemented billions of dollars of levies on
imports. Although a new truce appears to have been
found, at least temporarily, the back and forth seesaw
battle has created an overhang of the world economy
that has made both investors and business leaders lose
their sense of direction on where this smokeless battle
could end up. Similar trade issues have arisen between
the U.S. and European nations with the World Trade
Organization (WTO) giving the United States the green
light to impose tariffs on $7.5 billion worth of European
consumer products including Scotch whisky and French
wine. Also weighing on market uncertainty is the
ongoing situation surrounding Brexit as the impending
October 31st final deadline fast approaches. The outlook
remains bleak given the hard line that new British Prime
Minister Boris Johnson has taken with the European
Union (EU) and Britain’s proroguing of parliament.

Global Economic Growth is Slowing but Consumer
Spending and Labour Markets Remain Firm
Accompanying the increasing global uncertainty is a
downshift in global economic growth.
The
manufacturing sector has sustained the greatest
pressure as the U.S. Manufacturing (PMI) fell below 50
for the first time since 2015. Rising trade tariffs will
inevitably increase manufacturing costs and compress

profit margins, the effects of which will eventually be
passed on to consumers over the long term. However,
the U.S. consumer sector has not shown evidence of
weakness yet. U.S. personal consumption increased by
4.6% in Q2, topping consensus forecasts and delivering
the second highest quarterly advance since 2008. Retail
consumption accounts for approximately 70% of U.S.
GDP and as long as the consumer segment remains
buoyant, the market may continue to undermine the
effect of weaker aggregate growth. Further supporting
the belief that economic expansion could persist despite
the advancing headwinds is the robustness of the
employment situation—the August unemployment rate
remains a healthy 3.7% in the United States and 5.7% in
Canada.

Central Banks Leap into Action
To counter mounting uncertainty and a slowing global
economy, central banks around the world have
concurrently adopted a more dovish stance and
implemented various monetary stimulus measures. The
U.S. Federal Reserve cut short-term interest rates twice
last quarter, and its counterparts in German and Italy are
already operating in negative short-rate territory.
Central banks appear committed to monetary and
quantitative stimulus to stabilize the weakening
manufacturing base and support business investment.
The real question however, is what level of comfort or
confidence do businesses have in making major capital
decisions amid an unstable global economy? Monetary
easing may serve as a near term relief, but it is unclear
how much impact it can actually have, especially when
markets have already priced in multiple future rate cuts.
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US Equities Took another Roller Coaster Ride in
Q3 but Edged Positively
The backdrop of increasing volatility for U.S. equities has
not changed materially from Q2 to Q3. Escalating trade
tensions made August the second losing month in 2019
with U.S. equities declining by 3%. The S&P500 ended
the third quarter with a modest but positive 1.7% total
return gain which was impeded by continued weakness
in the energy sector which was down 7.25% on the
quarter. Despite a sudden spike on September 16th,
concerns over trade wars and the slowing global
economy have weighed on oil prices. In response to the
weaker economic outlook, the U.S. Federal Reserve cut
interest rates by 50bps which fed a rally in the Utility and
Real Estate sectors. The Consumer Staples and
Technology sectors also showed strong resilience thanks
to the robust consumer sector and labour market. After
Energy, the Materials and Healthcare sectors were the
weakest performing industry sectors with price returns
of -0.68% and -2.71% respectively in Q3.

Canadian Equities Presented More Resilience and
Less Volatility
The S&P/TSX Composite Index handed investors a total
return of 2.48% for the third quarter—Canadian stocks
have exhibited lower volatility and more reasonable
valuations on average than their U.S. counterparts.
Canadian equity performance was heavily impacted by
the Healthcare sector, which plummeted more than 30%
during Q3. The significant reason for Healthcare’s
underperformance was cannabis—with most major

players missing earnings growth expectations, which in
turn eroded investor confidence in what had previously
been a very buoyant sector. Among other industry
sectors, Utilities had the best performance for the
quarter, rising 10.12% on a total return basis. It is also
worth noting that the Canadian housing market showed
modest signs of recovery, as key metrics such as existing
home sales, housing starts, and building permits all
contributed to positive growth after a protracted
decline. The Real Estate sub-index in 2019 has provided
a buoyant 25.71% year-to-date and 8.51% quarter-todate total return.

International Equities Struggle amid Uncertainties
and a Strong USD
Both developed and emerging market equities struggled
through the third-quarter as the MSCI EAFE index
declined 1.7% and MSCI Emerging Markets index
dropped 5.1%. Trade tensions and a stronger U.S. dollar
provided the major headwinds for foreign equities
especially for the emerging markets. Among developed
markets, Japan was the best performer while the Hong
Kong Hang Seng index dropped 9.54% as protests
remained unresolved and continue to hurt consumer
discretionary spending and the tourism sector.
European equities rallied strongly in September and
finished the third quarter with a 2.11% gain thanks to the
European Central Bank (ECB)’s new wave of stimulus.
The U.K.’s FTSE 100 also handed investors a positive
return for September but failed to fully recover the
losses incurred during a volatile month of August.

P/E Ratio for SPX and SPTSX Index - Canadian Stocks are More
Appealing from Valuation Perspective
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Trade War Tensions Continue
Amid U.S./China trade war uncertainty, the global
economy showed signs of weakening through the
third quarter of 2019. The S&P 500 has slipped
more than 6% from its previous high since
President Trump announced an additional 10%
tariffs on Chinese goods on August 1st. Following
the U.S.’s implementation of tariffs on an
additional $300 billion of untaxed Chinese
products and a 5% increase on other Chinese goods
that are already in the tariff basket, China
responded with its own round of retaliatory tariffs
on $75 billion worth of U.S. goods, also effective
September 1. In addition, the People’s Bank of
China let the offshore Renminbi depreciated past
the symbolic 7.0 threshold relative to U.S. dollar for
the first time. Tensions between the two trading
partners eased in September as both parties
released new tariff exemption lists, but the
outcome of further trade talks through late
October remain uncertain.

implemented, many companies have put their
capital expenditures on hold.
Elevated uncertainty has hit the manufacturing
sector hardest. The U.S. manufacturing purchasing
managers’ index (PMI) fell to 47.8 in September,
representing a 10 year low. In light of a weaker
economic outlook, manufacturers continued to
trim their inventory levels, and among them, U.S.
technology companies have felt the negative
impact most directly.
Since 2018, tensions
between the United States and China have already
cost the technology industry more than $10 billion.
The U.S. ban on Huawei has further negatively
impacted matters, as Huawei is not only a
competitor to U.S. domestic players, but also a
crucial supplier and customer.
The consumer technology segment has not
experienced the pain as quickly since most
companies have been reluctant to pass on higher
costs to retail in the short-term. Mega-tech
companies such as Apple and Microsoft have the
ability to absorb higher costs in the short-term, and
also the influence to receive exclusions from the
Trump administration. But over the longer-term,
since a large percentage of technology
manufacturing is resident in China, if tariffs persist
or continue to increase, the end consumer will be
the one who eventually pays.

Political and trade uncertainty is one of the most
significant headwinds to impact investment
spending in the near term. Business investment has
been sluggish over the past few quarters despite a
decrease in long-term interest rates and lower
corporate taxes. Without clarity as to the
sustainable direction of tariffs—will they go up or
down, and whether other countries will be
targeted and what other trade rules will be
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An Easing Cycle Gets Underway
The current environment of slower global growth
and elevated uncertainty has pushed policymakers
to a renewed focus on economic easing and
stimulus. As predicted last quarter, the U.S.
Federal Reserve cut its benchmark interest rate to
a target range of 1.75% to 2% in Q3 with a purpose
to “provide insurance against ongoing economic
risks”. U.S. 10-year Treasury bond yields dropped
to 1.46% in September, down almost 65 basis
points from the quarter prior. North of the border,
the Bank of Canada held the bank rate steady at
1.75%, judging the risks to economic growth as
being more evenly balanced and not significant
enough to warrant immediate stimulus. But the
move by the Fed might prompt the Bank of Canada
to re-consider its stance in order to maintain
support against a depreciating Canadian dollar.
The European Central Bank announced a new
round of stimulus, pushing interest rates lower by
0.1%, and relaunching its bond-buying program as
well as urging local governments to augment
support through fiscal stimulus.

Although Fed Chair Jerome Powell reiterated the
independence of the Fed in monetary decisionmaking, separate from the executive branch of
government, it was interesting to see the research
finding from the National Bureau of Economic
Research (NBER) that the upward movement of the
implied Fed Fund Futures rate is actually strongly
correlated to the President’s tweets. In other
words, the market tends to develop expectations
on policy rate decisions based on the President’s
social media comments. Arguably, Trump’s public
pressuring may end up inhibiting the very goal it
intends to promote by limiting the Fed’s
effectiveness of using monetary policy to influence
economic/market direction due to the existence of
the pre-conceived expectations.

30-Day Fed Fund Futures Price - Market Expectation on
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European Market Exhibits Slowdown
As a new round of trade wars ignited, European
economic growth has been lacklustre. Overall, the
Eurozone posted a 1.2% annualized growth rate in
Q2, and a tepid 1.0% YoY CPI increase for
September.
The weakness was largely
concentrated in the manufacturing sector—
specifically, manufacturing PMI in Germany is at its
lowest level since the aftermath of the global
financial crisis of 2008, falling from 43.5 in August
to 41.4 in September. The automobile sector,
arguably the most important industry to the
German economy, relies heavily on exports and
strength in the global economy. Three major
Germany automakers; Volkswagen AG, Daimler
AG, and Bayerische Moto (BMW) all derive about a
third of their revenue from China, whose auto
market experienced its 14th consecutive decrease
in September as weaker consumer sentiment was
weighed by escalating trade wars. In addition, the
Chinese government’s attempt to implement
higher emission standards nationwide also spun
car dealerships into chaos. Some cities have
pushed enforcement of emissions standards a year
ahead to help ease sales of non-compliant vehicles,
as customers have been reluctant to purchase new
autos until they have assurance that the vehicles

conform to new Chinese guidelines. Alongside
slower German manufacturing growth prospects,
the U.K. is surrounded by economic and financial
instability resulting from Brexit. The country is
scheduled to exit the European Union on October
31st, with still no organized departure agreement in
place, raising the prospect that the U.K. will crash
out of EU with serious economic consequences.
The uncertainty of Brexit has weighed heavily on
the British economy as investment and
productivity levels have not shown growth since
late-2017.

Donald Trump Impeachment Probe
In August, U.S. President Donald Trump faced new
accusations that he pressured Ukraine’s President
to investigate democratic front-runner Joe Biden’s
son, as a quid pro quo to receiving U.S. military aid
that Congress had already approved for Ukraine. A
formal whistleblower complaint alleged that the
President used "the power of his office to solicit
interference from a foreign country" to support
Trump’s prospects in next year's presidential
election. The complaint also alleged that Trump
officials who were aware of the incident, had been
"deeply disturbed" by the President’s call with the
Ukrainian leader and acted quickly to "lock down"
details of the conversation in a classified White
House server.
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The incident has lead Democrats to formally launch
an impeachment inquiry.
In the history of the United States there have only
been two instances of an impeachment inquiry
being launched against the President. Most
recently, Bill Clinton, found himself the subject of
an impeached inquiry after he lied about his
relationship with Monica Lewinsky, a 22-year old
White House Intern. The House voted twice in
favor of impeaching Clinton, but when the trial
reached the Senate in 1999, it failed to garner the
necessary support. It is interesting to note that, at
the time in 1998, Clinton’s presidential approval
rating was 72% (versus Trump’s 40% approval
rating as at Oct 5th, 2019).
Although the odds of impeachment seem unlikely
as Republicans control the majority of the Senate,
what would be the political (and economic)
repercussions if Donald Trump was impeached and
removed from the oval office? The current Vice
President, Mike Pence stands next in line for the
presidency after Trump.
Mr. Pence, as a
hypothetical president, would likely take more of a
traditionalist approach. Americans would probably
not see President Pence tweeting out rants against
political opponents in the middle of the night. And
while Pence’s religious extremism also once
sparked public outcry when he signed the Religious
Freedom Restoration Act as governor for the state
of Indiana. In comparison to Trump, Pence would
be viewed as a moderate when it comes to issues
affecting, immigration, social freedoms, foreign
affairs, and even economic policy. Pence may not
be as politically deft or cunning as Trump but his
more predictable and socially moderate behavior
could alleviate Trump’s anxiety-inducing, market
rattling behavior on the world stage and among
U.S. allies.

Source: BBC
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Key Economic Indicator

United States

Canada

The U.S. economy grew by 2.0% in the second
quarter down from the blistering pace of 3.1%
growth in Q1. The combination of labour market
expansion and personal consumption expenditure
increases remain the key bright spots contributing
to the healthy trajectory for real GDP. The job
report affirmed this encouragement with non-farm
payrolls increasing 136k and the unemployment
rate recently falling to its lowest level in five
decades at 3.5%. Adding to the positive tone was
the increase to personal income of $73.5 billion
(+0.4% growth) in August. The only weak link in
labour market was that the manufacturing sector
which started shedding jobs in September. Across
the globe, the manufacturing sector has shown
weakness amid ongoing protectionism and trade
uncertainties. The U.S. ISM Manufacturing index
declined for the six consecutive month and closed
below 50 in both August and September, indicating
contraction in manufacturing activities.

Canadian GDP grew by an annualized 3.7% in the
second quarter, compared to the more stagnant
0.4% advancement experienced in Q1. Beneath
the headline number, the improvement was led by
stronger net exports and a recovery in the
residential real estate sector. Support from a
robust labour market, together with ongoing low
interest rates helped drive strength in housing,
lifting existing home sales up 3.5% in July. The
housing upturn was however more specifically
focused on primary urban centers largely
influenced by increased residential resale activity
in the Greater Toronto Market, Greater Vancouver
Area as well as lower Fraser Valley. Consumer
spending in Q2 was modest relative to the United
States, with household consumption up marginally
by 0.5%, mainly held back by declining spending on
discretionary products including automobiles.
What was more concerning was non-residential
investment, specifically, spending on machinery
and equipment fell 32% during Q2 2019. The fact
that the Bank of Canada held interest rates
unchanged as its last September 4 meeting
indicated the bank’s positive assessment of the
Canadian economy. Looking ahead, the BoC still
has room to cut the bank rate further before
worrying about brushing up against the lower
bound.
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Tactical Asset Allocation

Fixed Income
Global sovereign bonds extended their rally last
quarter as yields contracted. Concerns over trade
and slowing global economic growth fed increasing
demand for high quality fixed income assets.
Thirty-year U.S. treasury yields fell below 2.0% for
the first time ever and 10-year U.S. treasuries
yields declined to their lowest level since 2016.
Such unsustainable low yields imply a near-zero
inflation premium, which means that sovereign
bond investors may need to accept a loss in
purchasing power should they intend to hold to
maturity.
As a result, barring recession,
prospective returns for government fixed income
securities are slim and relatively unfavorable in
comparison to dividend yields even among the
highest quality of equities. In the long term, it is
unlikely that the current market headwinds can
hold real rates this low much longer. The current
ultra-low interest rate environment plus central
banks’ recent dovish stance have led to better

opportunities in the investment-grade credit
market, but investors should be cautious that as
demand for yield migrates to credit, near term
valuation concerns may also arise.

Equities
Through most of 2019, despite increasing
turbulence for North America markets, equities
proved their ability to deliver attractive gains and
dismissed tensions and worries of economic
slowdown or recession. With tailwinds from
robust consumer and labour markets, we are still
not convinced to trim the equity positions below
“neutral” as it appears equities have some
momentum left in the near term. The downside
risks brought on by geopolitics tensions and the
slowing global economy particularly in the
manufacturing sector, together with lofty
valuations and the age of the current business cycle
suggest that substantial risks are evident –
positioning more defensively, and most
importantly, to higher-quality assets is warranted.
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Canada & U.S. Equity Universe Q3 2019
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Key Economy Indicators – Canada
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Key Economy Indicators – U.S.
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