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INTRODUCTION
Capital Market Returns Q1 2022 (%)

Last quarter we started this commentary with the following sentence:
Calendar year 2021 was one for the record books.
As a reminder, we ended the year having endured 11 quarters of a global
pandemic that upended economies, that witnessed extraordinary fiscal
stimulus by governments around the world, that saw monetary policies
globally extraordinarily loose, that paralyzed supply chains leading to
questions about the sustainability of globalization and yet equity markets
shrugged it off providing double digit returns in 2021.

The first hint that the investors might be in for a rough ride was evidenced by
bond markets last year as central banks, especially in Canada and the US,
warned of forthcoming increases to bank rates to stem rising inflation, which
increasingly appeared to be turning into systemic, not transitory. Bond markets
took the warnings to heart and began to price in the rate hikes ahead of the
actual central bank moves - with the result that bond markets in Canada
offered up negative returns for the calendar year (2021) – the first time that bond
investors lost money in bonds in over 40 years!
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PORTFOLIO MANAGER
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Move forward a mere three months and it feels like we are in a whole new paradigm. Both bonds
and stocks (with the sole exception of Canada) have declined, and we have moved from a
reasonably quiet geopolitical situation to a full on war! Our daily COVID count headlines have
been booted below daily updates on the Russian invasion of Ukraine. As one person I know
recently lamented “can’t we go even a few months with good news in headlines?”
In the first quarter, bond markets continued to remind investors that bonds do carry risk and that
“safe” haven can be a relative term in that bond losses are generally more muted than equity
losses. It seems that the first quarter affirmed what many have been asserting for several years the 40 year cycle of easy money in bonds is seemingly at an end. The challenge for many bond
managers is that they have only known (and managed) in a bond bull market, not a bond bear
market.
Apart from Canada, equity markets fell in the first quarter. The Canadian market with its heavy
concentration in energy and materials (think mining) companies returned a positive 3.8% versus
losses ranging from 7% to 5.7% for markets outside Canada. The 3.8% return for Canada hides the
range industrial sector returns over the quarter - from a positive 28.7% for Energy to a negative
35.5% for Information Technology with the Materials sector the second best at 20.1%.
Significantly, only four of the 11 industrial sectors in Canada had negative returns for the first
1
quarter.In the US, by way of comparison, nine of 11 sectors had negative returns,
the exceptions
being Energy at 39% and Utilities at 4.8%. As a country with a heavy exposure to commodities,
Canada has benefitted from the rise in the prices of oil, natural gas and lumber since the lows in
2020 at the onset of the pandemic.
Yet despite the positive benefits of our resource oriented market, Canada was still only tracking
the US market until the Russian invasion of Ukraine at which point we pulled ahead noticeably.
As of April 18, on a year over year basis, Canada is ahead of the US on a price only basis 14% to
5.2%. Canada’s energy industry has been a direct beneficiary of the steep increase in the prices of
oil (in particular) and natural gas since the war began.
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With respect to value versus growth, not surprisingly, while still providing negative returns, value
stocks handily outperformed growth stocks in the first quarter. Value stocks continue to be a
prospective source of added value going forward as they continue to be much cheaper than
growth stocks.

Why is that?
As noted last quarter, there is a compelling correlation between the direction of interest rates
and the performance of value and growth stocks – with growth stocks outperforming value when
interest rates are low and/or declining; and value outperforming growth when interest rates are
increasing. A correlation that is evident in the chart below (which we used last quarter). So with
interest rates definitely on the rise as signalled by central banks, the likelihood of value stocks
mean reverting to outperform growth stocks may finally have legs.
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Bonds continued to be under significant pressure in the first quarter, as noted above, and over the
12 months ending March. There was pressure across the yield curve with negative returns at both
the short end and the long end of the curve. There was effectively no place to hide for bond
investors. And while there are some who would advocate for investing in cash or near cash (GICs),
with inflation running well ahead of the central banks’ targets of 2 – 3%, such a move would
effectively lock in negative real returns effectively eroding the purchasing power of their
investment.
The FTSE Canada Short Term index fell 3% for the first three months of 2022 while the broad
market, the FTSE Canada Universe index dropped a very uncomfortable 7%. Bonds continued to
face pressure from not just a flattening yield curve but from a curve that throughout the quarter
threatened to invert. [1]
The chart below is an excellent depiction of not just a flat yield curve but also the rise in interest
rates across the curve from the end of December, resulting in the negative returns. As a reminder,
the blue line shows the curve at the end of March 2022 while the red line shows the curve at the
end of December.

[1] An inverted yield curve occurs when shorter-dated bonds are higher than longer dated bonds; an inverted yield curve is considered
a strong indicator for an economic recession. However it is important to note that while all recessions begin with an inverted curve, not
all inversions result in a recession.
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Another way to view the rise in the yield curve is to look at the difference in yields between
December 31, 2021 and March 31, 2022 across the curve:

The impact across the curve was greatest at the short end with rates more than doubling from a
very low 0.68% to 1.78%. At the very long end of the curve (30 year bonds) the increase was less
than 1% while long end while 10 years rates increased just under 1%.
These moves resulted in the range of returns for the Canadian bond market in the chart outlined
in the below. Returns ranged from almost negative 12% for long bonds to negative 3% short
bonds and negative 5.6% Canadas to negative 8.6% for Provincials. There was no place to hide in
Q1 nor for the 12 months ending March 31st for bond investors.
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With respect to currency, the Canadian dollar traded in narrow range from 0.7912 at the end
of December to 0.7995 at the end of March. That range belies some significant moves within
the quarter with CAD trading below 0.78 mid quarter. The long and the short of it was that
returns for investments outside Canada were lower than in their local currency when
converted to CAD.

Q1 MARKET AND ECONOMIC REVIEW | 7

Equity Markets

Equity markets came under selling pressure in the first quarter especially after the Russian
invasion of Ukraine in late February (although Canada, as noted earlier, has been largely
exempt as a country of “hewers of wood, drawers of water”). Shortly after the invasion we
published a report “Geopolitical Events and their Impact on Markets” [2] which identified
that, very often, after the first panic selling, equity markets settle down and provide positive
returns over twelve months – not always but often.
The chart below takes a slightly different perspective with a similar conclusion. It looks at
the returns over the following three quarters when the first quarter return has been
negative. Returns in the following nine months (both average and median) have generally
been positive although the volatility in those returns is high. [3]

[4]
And the following chart (which we have used before) shows that despite the first quarter’s
decline, the US equity market continues to be well above its trough in 2008. This chart is
equally notable for confirming that bears markets rarely happen in the absence of a
recession. And importantly that equity markets generally peak within six months of the
onset of a recession. Unfortunately, recessions are only called after the fact. So while the
above data are constructive, there is no doubt that equity markets bear considerable
prospective uncertainty.

[2] Please contact us if you would like a copy of this report
[3] Please note past performance is not a guarantee or indicator of future performance
[4] John Authers, One Down, Three to Go, Bloomberg Opinion - Points of Return, April 1, 2022
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Fixed Income Markets and Inflation.

It feels like we have been reading and writing about the prospective increase in bond yields
and the inability of central banks to create inflation for a very long time; yet, on a dime, we
have turned to reading and writing about the impact of actual sustained increases in yields
and the eroding effects of inflation on global economies and consumer wallets.
With respect to interest rates, it has been easy to forget that we have been in an
environment of extremely loose monetary policy globally since not just the Great Financial
Crisis in 2008, but also since the onset of the pandemic in March 2020. And, consequently,
it has been especially easy to forget what “normal” looks like for bond yields.
The chart below (updated from the last quarter) shows the path of the yield on the 10 year
Government Bond since 2005 for Canada, the UK, Japan, the Euro area and Australia; it is
evident from the chart that ten year yields are “normally” twice the level that they have
been at since the start of the pandemic in March 2020. The chart also shows that 10 year
yields in Canada not only bottomed before the other countries but started on the path of
tightening earlier than the other countries. One reason for the disparity has been the too
hot housing market in Canada and the levels of consumer debt Canadians have take on to
purchase homes. (more on that later)

Q1 MARKET AND ECONOMIC REVIEW | 9

Looking more closely at Canada, we can see that back in the mid 2002’s, 10 Year
Government of Canada bonds yielded 6%, not the 0.5% that they dropped to in 2020. That
decline was the powerful impetus behind the extraordinary bond returns we have
experienced over the past several years in Canada. [5] But both charts suggest that the path
to normal vis a vis bond yields is in its early stages and there will continue to be pain for
bond investors as yields climb back up to levels that better reflect actual economic activity.

[5] As a reminder, there is an inverse relationship between the price of a bond and its yield – meaning that as yields decline, bond
prices rise leading to capital gains for bonds. And equally importantly as yields increase the price of bonds decline leading to capital
losses – of which bond investors over the past year have become only too aware.
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So why has the Bank of Canada moved more quickly and assertively than other central
banks?
Very simply, because of the froth in the Canadian housing market and the levels of
consumer debt Canadians have continued to take on to purchase their single biggest
investment – their homes. The Canadian housing market is fast becoming unaffordable in
comparison to most other countries, especially our neighbour to the south.

There is a clear divergence between Canada and the US, in particular, on consumer
indebtedness; where Americans post the Great Financial Crisis in 2008 deleveraged their
personal balance sheets, Canadians continued to pile on debt with the result that today,
Canadian household debt to income is at a very uncomfortable 180%. And it is this level of
indebtedness which is forcing the Bank of Canada to walk a fine line - it has the very
unenviable task of pursuing monetary tightening to bring yields back to more normal levels
and to cool inflation while not cratering the financial status of overlevered Canadians.
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While inflation continues to bedevil central banks, and market prognosticators/commentators
generally, it has become generally accepted that current inflation levels, whether systemic or
transitory, are uncomfortably high, especially for food and energy.
Last quarter we wrote about goods vs services inflation and the impact of the seizure of global
supply chains on the inflation numbers. We noted that as the pandemic eased spending on
services would pick up, that consumers could only buy so many goods and that the global supply
chain pressures should ease. With respect to the latter, the chart below highlights that the
shipping bottleneck at the LA ports has eased considerably with a concomitant decrease in the
costs of shipping as reflected in the Baltic Dry Index. This easing should in turn work its way into
an easing of inflation numbers.
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However, with respect to the former, goods continue to represent a larger proportion of headline
inflation than services, although the latter is showing a growing contribution as people escape
their homes with the easing of lockdown measures. And yet, the conclusion from last quarter still
holds – there are only so many goods that households can purchase and it is likely that the goods
inflation is still reflecting some of the earlier bottleneck pressures from the global supply chain.
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Beyond just headline inflation and its impact on consumer wallets, there is a growing concern
amongst those with long memories on whether we are on the precipice of another period of
stagflation – defined as low to negative economic growth in conjunction with rising wages. For
those with long memories, the painful 1970’s come to mind when energy prices also accelerated
to uncomfortable levels. The charts below, although speaking to the US, likely also reflect the
situation in Canada and suggest that wage pressures are contained.
With respect to wages and wage increases (a key component of stagflation fears), the chart below
outlines that it is the lowest wage cohort (1st quartile) that have experienced the largest wage
increases; a cohort that suffered the most from the economic contraction of the pandemic and,
even before the pandemic, had the lowest wage rates, often well below a living wage. And it is
this cohort which has still not returned to pre-pandemic employment levels.
So if wage increases to the lowest paid workers are what is required to bring them back to the
workforce, then perhaps that should be construed as a positive societal benefit of the pandemic;
that the pandemic has managed to stem the income equality that has become an increasingly
recognized side effect of globalization. And notably, wage growth minus inflation is reasonably
well contained across all wage levels, suggesting that the fears of stagflation may be unfounded,
for the time being.
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Conclusion

Last quarter, we concluded with the following:
The biggest risk at this point is that either central banks tighten too early and push
economies back into a slow growth environment with below target inflation (or
disinflation) or central banks wait too long and allow economies to overheat
necessitating even higher rate increases in order to choke off the inflation genie. Either
way, central banks face a delicate balancing act as we enter 2022.

That statement is as true, if not truer, today as it was at the end of 2021. And the uncertainty has
been compounded by the Russian invasion of Ukraine with its almost immediate impact on food
and energy prices. Yet central banks must appear to be responsive to economic conditions in the
face of extreme uncertainty around those very conditions.
And as we noted above, the Bank of Canada in particular faces a very delicate balancing act given
the level of indebtedness of Canadians. While it has signaled that it intends to increase rates
aggressively in 2022 in order to contain inflationary pressures, in doing so it runs the risk of
imposing considerable financial pain and hardship on heavily indebted Canadians. However, it
could be provided some breathing room, if as many economists predict, inflation begins to
subside in the latter half of 2022.
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While 2022 has started off challenging investors in both major asset classes, it is important to
remember that markets do not follow a linear path. There are stops and starts, ups and downs
but the overall direction historically has been up. It has been especially challenging for bond
investors who, over a 40 year bull market, seemingly lost sight of the fact that bonds can incur
capital losses, especially in the face of a sustained unnaturally low interest rate environment.
What is important for investors to remember is that markets do recover and while it is impossible
to predict when that will happen, more often than not it is when the future looks the bleakest. In
other words, markets turn when you least expect it. And if you have exited the market there is
little to no probability that you can successfully time your re-entry to coincide with the market
bottom.
That is why the most prudent approach for all investors is to develop an investment plan with
target allocations based on your assets, your liabilities and your time horizon. This objective
assessment will help investors weather the volatility in markets, which in turn increases their
probability of success. There is no crystal ball in investing – but the closest thing to it is an
objective investment policy that has been especially crafted to your unique needs and
requirements.

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 a 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
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.
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