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2019: Q3 Market Commentary

The majority of global stock markets posted positive returns this 
quarter, extending the strong performance experienced over the first 

half of 2019. However, the third quarter also witnessed a fair amount of 
drama in both credit and equity markets, with increased volatility based on 
the uncertain outlook on global trade, Brexit concerns and the geopolitical 
concerns in the Middle East.

North American markets have remained in a tight trading range for the past  
21 months, and they continue to ebb and flow near record highs. Investors balance 
lingering concerns about the global economy and trade war against a wall of liquidity 
being provided by central banks. Globally, short-term interest rates continue to be 
cut, while longer-term rates have fallen based on a renewed flight to safety and 
modest inflation expectations. 10-year U.S. Treasury yields have fallen from just over 
3% in late September 2018, to around 1.68% as of September 30, 2019. That is a 
substantial move in terms of interest rates over 12 months.

This quarter provided many interesting highlights, including a global economy that 
continues to be sluggish due to heightened trade concerns; inverted yield curves in 
parts of the developed world; ongoing protests in Hong Kong; the bombing of Saudi 
oil fields and a formal impeachment process launched against U.S. President Trump. 
These issues have increased volatility and created a greater sense of uncertainty as 
the year (and decade) winds down. However, the markets have remained resilient, as 
investors seem to be discounting the expectation that cooler heads will prevail when 
it comes to some of the bigger issues mentioned above. 

Despite the lack of a comprehensive trade deal between the United States and 
China, consumer confidence stateside remains on a roll, and the unemployment rate 
of 3.5% is the lowest since December 1969. Outside the U.S., growth has continued 
to slow in continental Europe and the emerging markets. In particular, China is 
experiencing slower growth, as both imports and exports contracted again during 
the month of September. The economic toll of the U.S./China trade battle continues, 
with the ratio of household debt to disposable income in China recently surpassing 
the U.S.

Although there are signs of a potential thawing on trade relations, both the actions 
and rhetoric from Beijing and Washington continue to suggest that we will likely see 
this drawn-out battle continue. It is expected that both China and the U.S. will need 
a deal or détente in trade tensions in the months ahead, but neither side wants to 
appear weak. Perhaps we will witness a partial deal in some areas, with the thornier 
issues being kicked down the road.

Canada’s economy is expected to continue to see a modest growth of 1.5%, with 
inflation remaining fairly muted. One bright spot in 2019 has been the Canadian 
labour market, with the strongest employment numbers since mid-2016 helping to 
offset sluggish growth in some areas. Meanwhile, following the results of the recent 
Canadian Federal Election, it will be interesting to see how fiscal policy unfolds 
under the new center-left coalition government. The Canadian Energy industry is 
likely experiencing some consternation following the election, faced with concerns 
regarding how the result will influence Canada’s energy policies going forward. 
Canadian society has been quietly feeling the pressure of populism to some extent 
from the traditional issues of education, class and gender. Fewer Canadians see 
themselves as middle class compared to 20 years ago and there is a growing concern 
about the attainability and sustainability of a middle-class lifestyle in today’s growing 
digital economy.

Like many parts of the world, Canada needs to continue discussing the structural 
issues resulting from the global Financial Crisis in 2008/09. These include: improving 
our overall economic competitiveness in a slow growth world, addressing economic 
inequality, funding social programs and trying to grow the economic pie in a way 
that is sustainable to the environment. None of these offer easy solutions, but entail 
tradeoff scenarios with hardworking, realistic and often new and/or creative ideas.  

Overall, investors continue to be confronted with mixed signals on a variety of fronts, 
but hopefully the ounce of prevention being offered by central banks is enough to 
help reduce the adverse impact of the uncertainty created by the U.S./China trade 
conflict.
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Market Performance This Quarter
Despite a choppy month in August, most global markets managed to produce positive 
returns in the third quarter. The MSCI World Index, which measures equity results 
in 23 developed markets around the world, gained 0.7% in U.S. dollar terms for the 
quarter. The S&P 500 Index, a broad measure of U.S. stocks, gained 1.7% for the 
quarter in U.S. dollar terms. Emerging markets proved to be an exception to the rule, 
as they lost 3.73% in U.S. dollar terms.

As for the Canadian dollar, the loonie stayed in a tight trading band of 76.8 to 74.7, 
to finish at US$0.75 at the end of the quarter. Canada has maintained its overnight 
interest rate at 1.75% since last fall, and global investors continue to find the positive 
yield for our highly rated sovereign bonds attractive; therefore, many investors have 
been seeking Canadian dollars to purchase our bonds and diversify their holdings.

The S&P/TSX Composite Index also logged some decent results, with a gain of 2.5% 
for the quarter. Defensive areas of the market benefitted the most, and the leading 
sectors included Utilities, Real Estate and Consumer Staples. Health Care and the 
Oil & Gas sector were once again the biggest laggards. Cannabis firms had another 
tough quarter and investors continue to be disappointed that many firms are still 
struggling to translate sales growth to profitability. Overall, all sectors have retained 
YTD gains through the third quarter of 2019, except for Health Care and Oil & Gas.

Global bond markets also had a very strong quarter, as investors searched for 
perceived safety. At one point, over US$17 trillion of global debt was offering a 
negative yield to maturity. While we saw a slight selloff in bonds to end the quarter, 
global bond yields have dropped dramatically since the fall of 2018 based on the 
complete about-face by the central banks.

In the third quarter, we saw the largest number of global interest rate cuts over a 
three-month period since the 2008/09 Financial Crisis. Since the Financial Crisis, 
central banks have been fearful of a deflationary spiral taking hold of the global 
economy, based on the debt overhang, aging demographics in the developed world, 
rapid technological automation and the growing forces of globalization as production 
shifts overseas. 

While consumers continue to spend, businesses are growing more concerned about 
the uncertainty over global trade and have begun to cut back on investment and 
spending. As further insurance, it is expected that the U.S. Federal Reserve will cut 
rates at least once (if not two more times) in 2019 by an expected 25 bps each time. 
Meanwhile, the Bank of Canada has remained on hold, based on the strength of the 
Canadian job market and the recent Federal election. It will be interesting to see if 
we join the rate cutting jamboree in the coming months, since our two-year bond 
yields are the highest in the G7.

The Canadian bond yield curve inverted over the quarter, with longer-term bonds  
(10 years or more) offering lower yields than the overnight rate at 1.75%. Bonds in the 
two- and 10-year range currently offer about 1.5%, as investors have priced in one 
25 bps rate cut at some point over the next year. The FTSE TMX Universe Bond Index, 
which measures Canadian government and corporate bond results, returned 1.19% 
for the three-month period and has now returned an impressive 9.69% over the  
past year.

For a further study of 2019 global market returns, please see the enclosed 
Market Scorecard.

Structural Trends: Demographics
Over the past few years, investors have been hearing a lot about how demographic 
forces are shaping the economies of the developed world. I have also written about 
some of the structural forces at play in an attempt to bring attention to the issues 
and educate on how they affect us all.

While demographics don’t directly determine the fate of economic growth, they are 
a key determinant for an economy’s growth potential. While the global economy 
struggles against structural forces, such as a debt overhang and technological 
disruption, there is not enough credence given to the demographic forces. One 
noticeable trend in the developed world is that the share of younger workers is 
declining, while the share of older workers is rising. This slowdown in the growth of 
the labour force in the developed world could hamper the economy’s ability to grow 
to its longer-term trend line. 

Fertility in America has declined from 120 births per 1,000 women (age 15-44) in the 
1950s, to only 59 births in the same age category in 2018. In fact, there were more 
babies born in America in 1952 than there were in 2018, despite the population being 
more than double. Life expectancy at birth has also increased from 68 to 80 during 
that time. Living longer, while having fewer babies, results in an aging population. 
This is a global phenomenon, and in some countries the population growth has even 
started to turn negative. Growing an economy where your working-age population is 
shrinking results in a tougher and more complicated situation. 

Globally, Japan is in the worst shape of the G7, where the share of the elderly 
continues to rise at a rapid pace and the birth/death rate has remained negative 
since 2007. As a result, government spending on pensions and health care has risen 
sharply, putting additional pressure on government finances. 

This trend may result in various global governments having to pay incentives to 
young people to have more children, ask people to delay retirement or rely on more 
immigration to offset the effects of existing demographics. These solutions offer 
some palliative effects, but can be politically daunting as they require longer-term 
thinking. In particular, immigration forecasts are difficult to predict because they are 
often driven by economic and political dynamics that ebb and flow over time. 

While demographics are generally not viewed as an exciting topic in the minds of 
investors, this is an important phenomenon to watch due to the intrinsic economic 
math behind the forces it can unleash.

2019: The Fog of the Trade War
As the past quarter has proven, being well diversified offers many benefits. Following 
the recent drop in interest rates, we continue to see investors scouring the planet in 
search of yield. Defensive plays in Utilities, Telecommunications, Consumer Staples, 
Infrastructure and high-quality bonds continue to remain well bid in price. In some 
cases, this persistent binge has driven some of these assets to multi-decade highs 
in terms of valuation. In fact, since the start of 2018, a basket of cyclical stocks has 
underperformed a basket of defensive stocks by over 15%. This is mainly due to the 
perceived earnings growth potential in a slowing global economy.

CONTINUED ON THE NEXT PAGE
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Investors should be mindful of overplaying their hands in some of these areas and 
rebalance to nibble away at some of the more economically sensitive areas of the 
market. For example, U.S. housing stocks have benefitted this year from falling 
interest rates and decent U.S. consumer confidence.

However, with the economic expansion already a record 11 years old, it makes 
sense to continue applying a late-cycle view for the economy. This is predicated on 
a weaker earnings environment from the trade war, the limited efficacy of monetary 
policy given that interest rates are near or at record lows and the leading global 
indicators which reflect deceleration in growth.  

Stay Focused on the Long Term
With markets near record highs, it is a good time to once again remind clients about 
the importance of periodic rebalancing and reinforce that having a healthy blend 
of cash, fixed income and equities is crucial for preserving and growing capital. 
Clients should also continue to focus on the tried and true disciplines of patience 
and diversification, while keeping an eye on their long-term goals. Maintaining a 
balanced portfolio has also proven to result in better risk-adjusted returns over time.

In an ever uncertain world, investors should also continue to focus on the things that 
they can control. From an investment standpoint, these include one’s expectation 
of a reasonable return over time, the amount of risk one wishes to take in order to 
achieve returns and finally, one’s own behaviour during the economic cycle. The 
human behaviour component is the toughest part to control, as the human brain 
conspires against us when our collective greed and fear sometimes overwhelm 
rational thinking. Remember, by building a solid financial plan and reviewing tradeoff 
scenarios, one can gain a sense of control in a highly uncertain world.
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At Odlum Brown Limited, we design client portfolios tailored to each individual or 
family’s unique circumstances. I welcome discussions about your financial goals and 
personal risk tolerance while we navigate these financial waters. I would like to once 
again thank you for the opportunity to work with you. Should you have any questions 
about your investments, please do not hesitate to contact me. 


