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A Bad Quarter for Growth, but a Good Quarter for Asset Prices

What a difference a quarter makes. 2018 was, by and large, a good year for the economy, at least in the U.S., 
but a bad one for assets. From fixed income to equities and commodities, there were few places to hide in 
2018. Q1 2019, by contrast, saw strong performance for most assets – and especially for those which were 
hurt the most last year (e.g. Chinese equities or crude oil). 

Q1 2019 Total Returns (%)

-5% 0% 5% 10% 15% 20% 25% 30% 35%

EUR v. USD
JPY v. USD

Broad USD trade-weighted
Gold

EM Local Currency Debt
GBP v. USD

US Treasuries
CAD v. USD
CNY v. USD

Canadian Bond Aggregate
US Investment Grade

EM USD debt
Nikkei

Copper
US High Yield

MSCI EM (in USD)
MSCI EAFE (in USD)

FTSE 100
S&P/TSX Small Cap

MSCI All-Country World (in USD)
Dow Jones

Eurostoxx 50
Hang Seng China Enterprises

S&P 500
S&P/TSX

Russell 2000
Nasdaq

Shanghai Composite
WTI Crude Oil

Source: Bloomberg



2

U.S. Manufacturing Sector Growth 
ISM Manufacturing Index: composite and new orders sub-index
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Source: Mackenzie Investments  
(ISM data via Datastream).  
Shaded areas = US recession.

France and Germany: Industrial Production 
Year-on-year growth in industrial production (%)
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However, this positive first quarter occurred amid a notable slowdown in the real economy. The most obvious 
place where this is happening is the United States, which in 2018 was a bastion of strength in a decelerating 
world. Several U.S. economic indicators – notably manufacturing activity, housing and retail sales – have begun 
to point to a slower pace of expansion. Some indicators are now flirting dangerously with outright contraction.

The rest of the world, which led the U.S. on the way down in 2018, has not been spared this latest economic 
deceleration. Europe, a perennial pain point for the global economy, remains weak and is currently exhibiting 
recessionary conditions. Eurozone policy makers last year pointed to ‘temporary factors’ when attempting to 
explain the slowdown, but it now appears that something deeper has been going on in the single currency 
area. Germany’s flash manufacturing PMI for March, at 44.7, is indicative of a relatively severe contraction in 
the country’s export-oriented manufacturing sector. 

So, we are faced with a dichotomy where assets have rallied in Q1, but where the economy has been weakening. 
What should we make of this?
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Some Positive Changes from last Quarter…

The first element to note is that this coming economic weakness was 
partly priced in by markets. Asset prices tend to anticipate changes 
in economic conditions about six to nine months ahead of time. 
Therefore, what matters isn’t so much what happens in the economy 
as what markets think will happen. So far, the growth figures do not 
appear to have been much worse than what was already discounted 
by markets given the poor equity market performance in Q4 of 2018. 

For our part, the Multi-Asset Strategies Team moved to a tactical 
underweight position in equities in October of last year, as our 
analysis flagged growing risks of disappointments on the economy 
and on earnings. We have since moved back to neutral following  
the corrections, as we thought market prices to be more in line  
with a reduced pace of economic expansion. 

An important positive factor has been the Fed’s sudden shift to 
a more dovish stance. Fed Chair Jerome Powell’s first year on the 
job was a little bit rocky, as he experienced a few communications 
mishaps. In October, he said that rates were “a long way from 
neutral”. This spooked markets, implying that many more rate  
hikes were in the pipeline. Then, on December 19, he said that  
the Fed had its balance sheet runoff “on automatic pilot”.  
This was horrifying for markets, suggesting that the Fed would 
not even consider adjusting its policy in response to weakness in 

the data! Following these communication problems, an important 
adjustment came on January 4, when Chair Powell walked back 
those comments, saying the Fed would be “patient”. This sounds like 
a minor adjustment, but from our perspective, it was Powell’s body 
language which emphasized the importance of his change of mind: 
he read his more accommodative comments from a piece of paper 
pulled out of his suit jacket. We interpreted this as an attempt to avoid 
yet another communications mistake by carefully reading prepared 
remarks instead of improvising. In our view, this meant – and still 
means – that rates probably won’t rise above the neutral level in this 
cycle. Current market pricing is now consistent with Fed rate cuts later 
this year. This responsiveness by the Fed increases the odds of a soft 
landing in the U.S. economy, as opposed to a full-blown recession 
caused by too much tightening.

Finally, hints from the White House on the trade front seem to  
indicate that some progress has been made in the negotiations with 
China. Meanwhile, in China, we have also begun to note a push 
toward selective, targeted stimulus measures. The Chinese policy 
leadership is forced to grapple with a deterioration in the external 
environment and a slowdown in its main export destinations (North 
America and Europe). This is pushing policymakers to apply some 
domestic stimulus, bolstering Chinese markets.

… but Don’t Get Ahead of Yourselves

Despite these positives, it isn’t time to become euphoric just yet. First, it is worth taking stock of valuations.  
We analyze several valuation metrics across many markets, so no single indicator can summarize the entire 
evolution of valuations across equities. However, for illustration purposes and for simplicity, it is helpful to consider 
a simple forward price-to-earnings ratio on the S&P 500. After a tax cut-induced ‘sugar rush’, the S&P 500 was 
trading at 18x forward earnings at the start of 2018 – a high for the current cycle. It corrected to almost 14x by 
December 2018. Following the recent rally, we are now back to 16.5x. This is nothing extravagant, but it leaves  
less room for further improvements in case corporate earnings disappoint. 

S&P 500 by Forward P/E Ratio 
S&P 500 valuations based on forward EPS estimates
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Global Growth in Trade and Industrial Production Volumes 
World exports and world IP, year-on-year growth (%)
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Source: Mackenzie Investments  
(CPB data via Bloomberg).  
Shaded areas = US recession.

Another element which we think investors shouldn’t ignore is the 
direction of the U.S. dollar. Emerging market currencies have shown 
some resilience in recent months, but the U.S. dollar has remained 
stubbornly strong against its developed market peers such as the 
euro and the yen. As an example, many investors would have 
expected the recent dovish Fed shift to push the euro much higher. 
It didn’t. This is concerning, because 1) it highlights persistent 
economic weakness in non-U.S. developed economies such as the 
Eurozone, and 2) it squeezes companies and sovereigns which 
borrow in U.S. dollars. We have been underweight the euro against 
the U.S. dollar since last year for this very reason: we think the 
Eurozone economy is too weak to withstand any tightening by the 
European Central Bank. This remains our view. However, if the dollar 
continues to appreciate, it will represent a financial tightening for 
economies and markets.

Political risks also remain. There have been some recent indications 
that we are getting close to a deal between the U.S. and China on 
trade and sentiment has improved on this front. Any deterioration  

in tone from the U.S. or Chinese administrations would leave  
markets vulnerable to a reversal. With the Mueller Report out  
of the way, attention will now shift gradually to the 2020 U.S. 
Presidential campaign, which will highlight the deep divisions 
between the Republican incumbent and his Democratic challengers. 
Closer to home, the federal election campaign is approaching  
and the recent turmoil engulfing the Liberal government is likely  
to make the political news more volatile in the coming months.

Finally, the current soft patch in growth will need to bottom out 
at some point, or markets will need to revise growth expectations 
lower. Three scenarios are currently in play: 1) a 2016-like V-shaped 
rebound in global growth; 2) a ‘soft landing’ and stabilization at a 
lower level; or 3) slippage into recession. We do not think that the 
vigor of the 2016 rebound will be repeated, partly because China 
does not have the ability or willingness to stimulate as aggressively 
as it did then. Still, we view the country’s current targeted stimulus 
approach as sufficient to allow the Chinese economy to experience 
something closer to an ‘L-shaped recovery’, or a stabilization. 



The Elephant in the Room: Yield Curve Inversion

Another cause for caution is the current message sent by the U.S. yield curve, more specifically the spread 
between the 10y U.S. Treasury yield and the rate on the 3m Treasury bill. We just witnessed the first U.S.  
yield curve inversion since 2007, meaning that the 3m T-bill currently yields more than the 10y Treasury bond.  
This is typically interpreted as a sign of impending recession.

For this phenomenon to be more meaningful in terms of signalling a recession, the yield curve inversion would 
need to remain in place for more than just a few days or weeks. For example, if the Fed were to cut interest 
rates soon, the curve would probably re-steepen in response. This is similar to what happened in 1998, when 
the 2s10s yield curve spread (10y bond yield minus 2y bond yield) inverted briefly, but re-steepened in response 
to three Fed cuts. An equity market rally also ensued. However, if the Fed does not cut rates in response to 
recent economic weakness, the curve is likely to remain inverted, signalling a growing chance of recession.

The Bottom Line 

These cross-currents are why, despite the strong performance of equity markets in Q1, the Multi-Asset 
Strategies Team is not adopting a more aggressive position in our asset allocation and are instead choosing 
to maintain a neutral position between equities and fixed income. We will be watching macro and market 
developments closely in the coming months and stand ready to adjust our tactical allocations in response. 

U.S. Yield Curve Spread 
10Y minus 3M (basis points)
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Commissions, trailing commissions, management fees and expenses all may be associated with mutual fund investments. Please read the prospectus before investing. Mutual 
funds are not guaranteed, their values change frequently and past performance may not be repeated.
This document may contain forward-looking information which reflect our or third party current expectations or forecasts of future events. Forward-looking information is 
inherently subject to, among other things, risks, uncertainties and assumptions that could cause actual results to differ materially from those expressed herein. These risks, 
uncertainties and assumptions include, without limitation, general economic, political and market factors, interest and foreign exchange rates, the volatility of equity and capital 
markets, business competition, technological change, changes in government regulations, changes in tax laws, unexpected judicial or regulatory proceedings and catastrophic 
events. Please consider these and other factors carefully and not place undue reliance on forward-looking information. The forward-looking information contained herein is 
current only as of March 29, 2019. There should be no expectation that such information will in all circumstances be updated, supplemented or revised whether as a result of new 
information, changing circumstances, future events or otherwise.
The content of this document (including facts, views, opinions, recommendations, descriptions of or references to, products or securities) is not to be used or construed as 
investment advice, as an offer to sell or the solicitation of an offer to buy, or an endorsement, recommendation or sponsorship of any entity or security cited. Although we 
endeavour to ensure its accuracy and completeness, we assume no responsibility for any reliance upon it.


