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Stock markets around the world provided strong returns in the second

quarter. In Canadian dollar terms, Canada led the other markets

returning a healthy 8.5% followed by the US market at 7% in CAD.  As the

Canadian dollar continued to appreciate against the US dollar in the

early part of the quarter, returns for markets outside Canada were higher

in their own currency but lower in CAD.  For example, as noted above the

US market rose 7% in Canadian dollars but 8.6% in US dollars. 
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And the beat goes on...and on...and on. Equity markets
continued their march into the record books in the second
quarter while fixed incomes markets recovered from the Q1
tantrum.

Image sourced from Addenda Capital Sustainable Investing Quarterly Highlights Q22021
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Over the one year period to the end of June (having dropped the red ink of Q1 2020),

broad market equity returns ranged from an eye popping 41% for the US (in USD) to

20% for international markets (MSCI EAFE $CAD) with Canada coming in at a more than

healthy 34%.  And as reflected in the chart above, the USD return of 41% ended up a

more modest, but still very healthy, 28% in CAD due to the Canadian dollar

appreciation. 

Since 2012, the Canadian market has lagged the other markets returning 7.4% versus

the US market which returned 14.8% in USD and 17.8% in CAD. The Canadian market is

skewed to energy and financials which have both struggled over this period – the energy

industry from the decline in oil prices and the financials by the “lower for longer“ 

 interest rate environment that commenced with the global financial crisis in 2008.  As

previously noted, these two sectors also find themselves in the value camp that had

been in an extended period of underperformance to growth until the last half of 2020. 

The rotation from growth to value which began at the end of last year experienced a

significant reversal in June.  The reversal was especially pronounced in the US with

Russell 1000 Growth earning 10.3% (CAD) against a more paltry 3.7% (CAD) for Russell

1000 Value. But, as noted by GMO in a recent Asset Allocation Insight, these reversals are

not atypical.  GMO noted that the last period during which value significantly

outperformed growth, from 2000 to 2003, value also suffered some of its worst

drawdowns. Over the full three years, value handily exceeded growth (and it did not

stop at 2003) but the out performance was more muted post 2003 until 2008 when

growth reasserted. 

The rise in interest rates that roiled fixed income markets in the first quarter did not

continue into the second quarter.  In fact, the yield curve flattened over the quarter

meaning that rates at the short end of the curve rose while rates at the long end

declined. (You will recall the turmoil in the first quarter was primarily caused by an

increase in rates at the long end of the yield curve.)  This flattening was insufficient to

erase the negative returns from the first quarter on a YTD basis, and for the broad bond

index, also on a 12-month basis.  

Image sourced from Addenda Capital Sustainable Investing Quarterly Highlights Q22021
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GMO Asset Allocation Insights, VALUE VS. GROWTH REVERSALS Never A Straight Line, July 2021. 1.



As the f/x chart earlier so aptly highlights, the rally in the Canadian dollar that began in

earnest in the middle of last year ended abruptly in June with the dollar giving back

much of its appreciation from the start of the quarter.  The dollar reached a high of

$0.83 at the beginning of June and has since declined to bounce between $0.79 and

$0.80 since the end of June.  As noted by National Bank of Canada’s foreign exchange

team, the depreciation has more to do with US dollar appreciation than a change in

underlying economic fundamentals in Canada. As a result, their view is that the

Canadian dollar has room to resume strengthening.

Equity Markets

Stock markets continued their 12-year tear in the second quarter – with the same

question on every investor’s mind: “when will the party end?”  

We have used the chart below for the S&P 500 in previous commentaries to illustrate

secular trends in equity markets.  The chart makes two points.  It concisely illustrates

that bear markets go hand in hand with recessions – bear markets are light red and

recessions are taupe grey.  And, secondly, it shows that equity markets tend to

experience a sustained (or secular) increase for twenty-odd years while sideways

markets (markets that start and end at virtually the same level) tend to run for ten-odd

years.  If the pattern holds consistent, we are just twelve years into a secular bull market.  

However, it also bears noting that secular bull markets can suffer corrections (market

drops 20% or less) and bear markets (markets drop more than 20%) on the path up. 

 Last year being a prime example.   

The strategists at BCA assert that as long as monetary policy is easy (as it continues to be

today) and as long as a recession isn’t looming (which it is not) investors should stay long

stocks, albeit being cognizant that corrections can and do happen.  They also note that

the economic conditions are also supportive of equity markets – after the severe

exogenous shock of the pandemic when whole economies virtually shut down, the

global economy is on a mend. 
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2. National Bank Financial, Forex July-August 2021.
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3. While this chart starts in the late 1960’s the cyclical pattern is also evident in charts with earlier start dates. 
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And Alliance Bernstein noted recently, "The recovery continues to gather pace.  We’ve

raised our growth forecasts and expect the global economy to grow by 6.1% this year

and 4.3% in 2022.  Both forecasts are well above the precrisis trend of around 3.0%." 

AB’s forecast for Canada is for real GDP to rise 4.5% in 2021 and 4.0% in 2022. It is

difficult given the economic recovery backdrop not to be sanguine with respect to the

prospects for equity markets over the near term.  Economies are recovering, interest

rates (nominal and real) continue to be at historically low levels, and fiscal policies are

stimulative. Therefore, the conditions for a recession are not in place which suggests

that equity markets still have room to grow.   

Nonetheless, we are also cognizant that for many investors, the corrections in equity

markets are very uncomfortable and inhibit their exposure to equities.  

While equities do carry more volatility than bonds, it is challenging to argue against

holding equities in an investment portfolio.  The chart below compares the average

real returns for bonds and stocks for various countries and for the broad global

indices for the last 120 years. In Canada, stocks have provided almost double the

returns from bonds.  

Image source: Financial Times Limited, Martin Wolf, Equities are the Only Sensible Foundation for Private Pensions, 11 July 2021
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4. Alliance Bernstein, Global Macro Outlook, Third Quarter, 2021.
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5. The chart also confirms what we learned last quarter – that bonds can provide negative returns – to wit, Japan, Germany and Italy.

6.  Financial Times Limited, Martin Wolf, Equities are the Only Sensible Foundation for Private Pensions, 11 July 2021

https://www.ft.com/content/e3a621d3-5cfc-4410-bd3c-0fde3535582b


Another means of showing the opportunity cost of not investing in equities is in the

chart below for the UK. 

The Fixed Income Market, Inflation and the Outlook for Interest Rates

Fixed income markets continue to bedevil investors. The inflation scare in the first

quarter which gave bond markets their worst quarter in over four decades eased in the

second quarter.  And, as noted earlier, the yield curve flattened over the quarter with

short rates inching up and long rates inching down.  

While central banks, especially the US Federal Reserve, had and have been asserting

that the recently experienced prices increases (inflation) are transitory and the result of

base effects , investors seemed to finally accept the message in the second quarter. 

 Looking below the headline numbers, it became evident that spikes in prices were

concentrated in a few sectors, as the chart below highlights. 

New and used automobiles accounted for a large proportion of the increase in

consumer prices as car rental companies had to quickly to re-build the inventories  they

had liquidated at the onset of the pandemic, putting upward pressure on new and used

automobile prices.
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7. While this chart uses the UK (being from the FT), it is equally applicable to Canada per the previous chart. 

Image source: Financial Times Limited, Martin Wolf, Equities are the Only Sensible Foundation for Private Pensions, 11 July 2021
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8. Base effect refers to the fact that the year over year increase is distorted because the denominator (i.e. prices a year ago at the onset of the pandemic) is zero or

even below zero.   
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https://www.ft.com/content/e3a621d3-5cfc-4410-bd3c-0fde3535582b
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The inflationary increase in the automotive sector was followed by price rebounds in the

reopening sectors  - sectors that had virtually collapsed as governments shut down

economies to cope with the pandemic.  These sectors include airlines, restaurants,

hotels, fitness facilities, etc.  

Absent these outliers, underlying inflation as the chart outlines continues to be benign.

And as we noted last quarter, while price stability (aka inflation management) has

been the primary monetary policy objective for central banks since the 1970s, as

the levels of income inequality have grown ever starker, the central banks have

turned their attention to full employment.  And today employment levels continue

to be below pre-pandemic levels. 

In the US, overall employment in May 2021 was 4% below the level in January 2020.  

And when the onion is peeled, it is the low wage, undereducated who continue to

be disproportionately impacted by the economic dislocations caused by the

pandemic, including young female workers with children. For these groups, gaining

full time employment continues to be a challenge.    

Until central banks see a meaningful return to full employment, the probability of

seeing an explicit increase in rates in the near term is slim. 

Image source:  Robert Armstrong, Long bonds don’t care about inflation, FT.com July 14, 2021.



Last quarter, we also commented on the outsized impact the pandemic had on

savings rates around the world. It is estimated that in the US alone, there is almost

$2.5 trillion in excess savings caused not just by benefit payments but also by

reduced discretionary spending as we all stayed home.  The expectation had been

that once lockdowns ended, and we returned to a state of normality (or near

normality) these savings would be unleashed with demand potentially outstripping

supply thereby causing prices to rise. This may not be the case. 
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As the chart below illustrates, in the US the wealthiest 10% of households

accounted for almost 70% of the increase in savings.  And as BCA noted, "Given

that richer households have relatively low marginal propensities to consume, this

suggests that a large fraction of these excess savings will remain unspent.” 

So yes, while some proportion of these savings will be unleashed, it is likely far less

than had been anticipated thereby having a more muted impact on CPI.   

Vaccinations

It would be remiss to not comment on the virus that continues to be at the root of

all the economic question marks and importantly, on the global vaccination

program that is widely expected (hoped) to restore some semblance of economic

stability and social normality.

 

Vaccination programs in the developed world have been nothing less than

extraordinary.  And, after a very slow start compared to the UK and the US, Canada

has jumped into the lead with the percent of its citizens who have received at least

one jab and is outperforming the US on fully vaccinated persons.  On the other

hand, the US pace has not only slowed dramatically but there is a politicization to

the vaccine rollout. 
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9. BCA Research, 2021 Third Quarter Strategy Outlook: The Path to Normal, June 30, 2021.
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Image sourced from BCA Research1
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As the following chart highlights, there is a strong correlation between a state’s rate of

vaccination and the share of the popular vote won by Republicans in last year’s election.

States that voted Republican (red) generally have lower rates of vaccination than states

that sided with the Democrats (blue).  And while individual states are trying a variety of

incentives (including monetary) to increase the uptake, the political effect suggests the

likelihood of their efforts being successful is limited.   With the end result that the US

will likely continue to be challenged by Covid-19 in the weeks and months ahead.  
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Conclusion

Irrespective of the vaccination programs and their uptake both domestically and

globally, the question that hangs over equity and fixed income markets is the impact

that the various variants may have on economies globally.  We are learning daily that the

variants can charge through populations irrespective of vaccination rates.  And that

while vaccinations blunt the severity of COVID symptoms even those who are fully

vaccinated may still be at risk of infection.  It feels like we are in the midst of a living

medical experiment with profound secondary effects on economies and societies. It is at

times like these, times of pronounced uncertainty, that a formal investment policy is a

useful tool in the toolbox.  It allows one to view markets and volatility with a

dispassionate eye knowing that the policy has been designed to allow a portfolio to

weather any and all conditions.     
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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


