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For the second commentary in a row, it seems
fitting to begin again with: How things have
changed in three short months!

  

AUDREY ROBINSON 

PORTFOLIO MANAGER

In the first quarter, equity markets fell into bear market

territory as evidenced by the red ink in the table above.

The sentiment globally from the economic repercussions

of the pandemic was decidedly black at the end of March

with discussions centered on the shape of the recovery

(be it markets or economies) – V, U, W, or even L.  

Little did investors expect to see a sharp rebound in Q2

with positive returns in equity markets in each of the

three months of the quarter!  It is still far too early to call,

with any certainty, an end to the bear market. 

However, we do know that the equity markets began

their rebound on March 23, and as of writing, had yet to

regain their February highs amidst elevated volatility

(with the VIX tracking in and around 30).  

  

INTRODUCTION  
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1.VIX is a forward-looking volatility index that measures market risk and investor sentiment. VIX is sometimes referred

to as the "Fear Index."
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EQUITIES
After falling almost 21% in Q1, the Canadian stock market (S&P/TSX) rebounded 17% in

Q2.  But the rebound was insufficient to erase a negative YTD return of 7.5%.  And

significantly for Canadian investors, Canada continued its under performance to the US

market not only for the quarter but for all annualized periods for the last ten years.  

The S&P 500 in USD rebounded 20.5% in Q2 after having dropped 19.6% in Q1. Unlike in

Q1 when the Canadian dollar ($CAD) depreciated to the USD, in Q2, the Canadian dollar

appreciated resulting in a lower $CAD return of 15.4%. Over the past ten years, however,

Canadians investing in the US market benefited from a declining Canadian dollar and

picked up close to 17% versus 14% for USD investors.   

The international markets as represented by MSCI EAFE were up almost 10% in Q2 in

Canadian dollars but nearer to 15% in US dollars, again the difference reflecting the

appreciation of the Canadian dollar over the quarter. 

FIXED INCOME
Bond markets continued to post positive returns in the second quarter on the back

of declining interest rates across the yield curve (see chart below). The FTSE

Universe Bond index returned close to 6% for the quarter as the long end of the

curved dropped nearly 30 basis points while the FTSE Short Term index returned a

more modest 2.2%. The decline in interest rates demonstrates that the bond

market is more cautious about the near term outlook for economic growth and

inflation than the equity markets. 
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2. As a reminder, yields and prices are inversely related; in other words when the yield or interest rate of a bond

decreases, the price of the bond increases.  

GOVERNMENT OF CANADA YIELD CURVE  



VALUE VS. GROWTH
One of the recurring themes this year (and over the past several years) has been the

under performance of value stocks to growth stocks, both in the US and globally.  The

persistence of the under performance has perplexed the investment industry, and none

more so than value (and value-focused) investment managers.  In the US, Russell 1000

which is a US large cap index has a robust segmentation of value and growth stocks. 

 Internationally, MSCI EAFE has also segmented between the two styles.  

The capital market returns table above highlights quite starkly this divergence between

value and growth. In Q1 while both value and growth suffered negative returns, they

were much more muted for growth than for value.  In Q2, while both value and growth

posted positive returns, value was much more muted than growth. Consequently, for

the first six months of the year, growth stocks in the US and internationally provided

positive returns to investors. In the US, the YTD difference was almost 27% the Russell

1000 growth index returned positive 15.3% while the Russell 1000 Value index posted a

negative return of 12.1%.

Historically, bear markets have tended to reward value investing;
2020 has definitely been an exception. Why? 

Because this year in both the falling quarter (Q1) and rising quarter (Q2) technology and

health care stocks whose sectors are considered growth handily outperformed value

sectors. Technology stocks in particular benefited from the societal dislocations caused

by the global pandemic and consequent lockdown.  As people globally were forced to

stay at home, technology became the lifeline to employers, to friends and to families.

And health care stocks were critical to the medical response to the pandemic. 

Equally notable, to this divergence between value and growth, has been the increasing

concentration of tech stocks in US and global indices. As we noted last quarter, the tech

sector represents about 25% of the market capitalization of the S&P500. Globally, the

broader FAAMG (Facebook, Apple, Amazon, Microsoft, Google) stocks account for

approximately 10% of the MSCI ACWI index.  (This degree of concentration in a global

index is atypical given the breadth of the ACWI index.) 

As problematic is the impact this concentration is having on the lack of breadth in the

market rally – as the chart below illustrates, the rally has been driven by the five large

cap tech stocks (FAAMG) with the remaining 495 stocks in the S&P 500 having a

negative return of -5% YTD. Shades of the TMT (Technology, Media, Telecom) bubble in

1999!  
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3. MSCI ACWI stands for All Country World Index; it differs from MSCI Global in that in includes emerging or

developing country markets

4. Financial Times, Swamp Notes, Rana Foroohar, “Big Tech, neoliberalism and what comes next..”,  July 27, 2020
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OUTLOOK
Equally confounding has been the divergence between the apparent V- shaped

recovery in global equity markets in Q2 versus the anemic state of global economies.

(While markets are not economies, there is an adage in the investment industry that

“markets lead economies”.) 

BCA Research,a leading global provider of independent investment research (and

headquartered in Montreal), has adopted a sanguine (if not bullish) near term view of

equity markets.  While they are cognizant of the short-term risks including a market

trading nervously around a potential second wave of the pandemic, overall they are on

the side of equity prices being higher 12 months from now. 

BCA believes that there are five pillars supporting share prices that account for the

disconnect between the markets and economies.  The five pillars are:
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5. BCA Research, The Bank Credit Analyst “Nationalism and Globalization After COVID-19” July 2020, Vol.72, No. 1

The extraordinarily accommodative liquidity conditions created by

the global central banks (monetary easing); 
1

The greatest fiscal easing/stimulus since WW II. (see chart below); 2

5

Image source: MoneyTradingClub.com

https://www.bcaresearch.com/
https://moneytrainingclub.com/2020/07/26/goldman-sachs-stocks-have-never-been-more-vulnerable-to-the-failure-of-a-few-mega-companies-and-the-risks-of-a-blunder-are-quickly-piling-up/
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The private sector’s response to 1 and 2 which has included issuing

loans and commercial paper at levels even higher than during the

Great Financial Crisis (GFC) in 2008/2009;

4

3

The positive financial health of the US household sector, in

particular debt servicing only representing 9.7% of disposable

income and debt equal to less than 100% of disposable income - a

remarkable change from 2008 when debt was significantly higher

than disposable income and savings were non-existent. Savings

rates have increased significantly this year resulting in elevated

levels of money sitting in cash and near cash (i.e. money market); 
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The path of the global business cycle, which is starting to show

positive signs of recovery.

6. Forward P/E Ratio is the Price/Earnings ratio based on expected or forward earnings – in the context of an index, it

is the sum of the prices of each company in the index divided by the sum of the expected earnings per share for

each company.

By way of contrast, BCA offers three caveats or hurdles that could challenge the near

term sustainability of the rally:

1. An economic recovery has already been factored into the stock markets with the S&P

500 12 month forward P/E ratio  bouncing from a low of 13.4 on March 23 (bottom) to

approximately 21.9, currently leaving considerable room for investors to become

disappointed by anemic economic recoveries or earnings, thereby bidding prices down

again.
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2. Geopolitical and U.S. domestic political risks including the resumption of China/US

trade tensions and erratic behaviours from the White House given the sliding approval

ratings of the incumbent President and his Administration, particularly around their

stumbling approach to the pandemic.

3. The third hurdle is the prospect of a global second wave in COVID-19. However, with

the coronavirus having become a “known known,” their expectation is that governments

will not lockdown and paralyze their economies to the same extent as happened in

March.   

On balance BCA takes the sanguine view that despite the short- term risks, the equity

market rally will have legs – at least for the next 12 months.

WHO IS INVESTING?
An interesting feature to the rally has been the noticeable absence of institutional

investors who have stayed on the sidelines maintaining an inherently bearish sentiment. 
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Being on the sidelines of a strong rally is never a comfortable position for institutional

investors. The key question is when will the institutional community hold their noses,

move off the sidelines and get back into the market. There is a growing expectation that

these investors will “buy the dips” that are inherent in volatile markets over the next

several months to get on side - activity that will be supportive of a sustained rally.

If the institutional community has not been participating in the market rally then who

has? It seems that those who may have been interested in trading the market but had

no time with full time employment, families etc have taken the free time available from

the pandemic to engage in day trading - the rally has been largely propelled by day

traders and algorithmic trading. (Or as referred to by BCA - the “retail bros” vs the “suits”.)

This is remarkably similar to 1999 and the late stages of the TMT bubble that burst in

Sept 2000. 

Perhaps the most difficult or challenging investment discussion these days is the

outlook for fixed income markets. As we noted last quarter and earlier, central banks

around the world responded swiftly and in a coordinated manner to the collapse in

economic activity brought on by the pandemic and the oil price war. They aggressively

lowered interest rates as much as they could and embarked on quantitative easing

programs that were even broader than those after the GFC in 2008. And their efforts

were largely successful by ensuring the recession in Q2 did not become a much-feared

depression. 
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7. Alliance Bernstein, How Will the Coronovirus Change the Role of Central Banks, May 21, 2020

But even before the pandemic, bonds were inherently overvalued – a situation that has

not changed (see chart below).

Given the overvaluation, what does that mean for the outlook for fixed income markets

in general and interest rates in particular?  

The general consensus is that central banks will continue to hold interest rates near zero

for at least the next two years and even the next four years; that we will continue to find

ourselves in a “lower for longer” interest rate cycle.  As Alliance Bernstein noted in a

recent research publication, the sizable increase in public sector debt due to the

massive fiscal stimulus has meant that debt to GDP ratios are well in excess of 100% for

governments worldwide and will continue to be elevated for the foreseeable future.
7



Consequently, in order to keep economies and governments solvent, interest rates will

need to be kept low to suppress the debt servicing burden.  Raising rates could choke

the anemic economic recovery and force governments to redirect expenditures from

social programs to debt servicing – a redirection that would be politically unpalatable

given not just the current levels of unemployment but the expectation that achieving

pre-pandemic unemployment levels will take at least a few years.  

What is likely to force the hands of central banks will be any sustained increase in

inflation.  Managing price stability had been the central focus of central banks until

2008 and the GFC.  But with the GFC, they added managing financial stability to their

mandates.  And recently these same central banks have suggested that they would be

prepared to let inflation increase beyond the 2% target if employment levels stay

subdued.  The key to rates rising therefore seems to be the combination of a tight

labour market and inflation increasing beyond the 2% target.  

We continue to be in tenuous times although the equity markets seem prepared to

shrug off the uncertainty. As Ben Inker of GMO Asset Mgt noted recently: “We got four to

six years of ‘normal’ equity returns in the space of less than two months.” Investing is an

uncertain business and there is nothing like what we are facing in the present to

challenge our fundamental beliefs, and our nerves.

On September 17, the Federal Reserve announced that short term rates would remain

targeted at 0%-0.25% until at least into 2023!  We are indeed in the lower for longer

scenario that we hypothesized above. The Fed also confirmed that they would let

inflation run above the 2% target before hiking rates.  We expect similar guidance from

the Bank of Canada.  With interest rates remaining near zero for the foreseeable future,

the outlook for bond yields remains challenging.  
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8. Ben Inker, Uncertainty Has Never Been Higher Oddly, Neither has the Stock Market, GMO Quarterly Letter, 1Q 2020
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IMPORTANT INFORMATION

This material is not intended to be relied upon as research, investment, or tax advice

and is not an implied or express recommendation, offer or solicitation to buy or sell any

security or to adopt any particular investment or portfolio strategy. Any views and

opinions expressed do not take into account the particular investment objectives,

requirements, restrictions and circumstances of a specific investor and, thus, should not

be used as the basis of any specific investment recommendation. Please consult your

financial advisor for information applicable to your specific situation.

 

Certain statements may be considered forward-looking information, which may involve

risks and other assumptions related to factors. Factors include, but are not limited to,

global financial and market conditions, interest and foreign exchange rates, economic

and political factors, competition, legal or regulatory changes and general events. Any

predictions, projections, estimates or forecasts should be construed as general

information.

While this information has been compiled from sources believed to be reliable, no

representation or warranty, express or implied, is made by Encasa Financial Inc., as to its

accuracy, completeness, timeliness or reliability. Encasa Financial takes no responsibility

for any errors and omissions contained herein and accepts no liability whatsoever for

any loss arising from any use of, or reliance on, this material. 

The views expressed in this material are based on the author's assessment and are

subject to change without notice. The author may update or supplement their views

and opinions whether as a result of new information, changing circumstances, future

events or otherwise. 

Encasa Financial is an social purpose investment fund manager. Our goal is to provide

investors with access to professional money management and expert advice from

individuals who hold deep-rooted expertise in the non-profit and investment industries.

We successfully manage the investment of capital reserves, security deposits, member

share capital and operating reserves of social purpose non-profit organizations,

co‑operatives, and affordable housing providers. Learn more at www.encasa.ca.

PHONE: 1-888-791-6671

FAX: 416-205-9459

EMAIL: INFORMATION@ENCASA.CA


