
The recent turbulence we’ve seen in the markets didn’t 
really come as a shock, given the incongruous calm 
we’ve experienced over the past six months. Equity 
markets have been climbing a “wall of worry” this year, 
with investors lifting share prices to record highs despite 
what would appear to be mostly bad news.

After all, what could go wrong in such a supportive 
environment? We’ve seen the U.S. and China settle into 
an interminable trade war. We’ve seen a global economic 
slowdown begin to take hold. Weakened corporate 
earnings. Low inflation, which has kept interest rates at 
emergency levels. And let’s not forget about that dreaded 
harbinger of recession, the yield curve inversion.

These risks had been known for many months, but the 
catalyst for the bout of volatility in early August seems 
to have occurred on July 31, when Federal Reserve Chair 
Jerome Powell, responding to a reporter’s question, 
suggested that the Fed’s rate cut was merely a pause and 
not the beginning of a new phase of monetary easing.

The presidential tweets haven’t helped, either. On  
August 1,  President Trump threatened via Twitter to 
impose 10% tariffs on all remaining Chinese goods, 
approximately US$300 billion. (A few weeks later, after 
markets had seemingly stabilized, President Trump again 
upset the apple cart with tweets accusing the Federal 
Reserve of working against American interests.)

The catalysts in early August had the effect of pulling 
down long-term yields, and transforming what many 
observers had dismissed as an “innocent” yield curve 
inversion (with only the front end inverted) into a more 
significant inversion (as the 10-year yield fell below the 
two-year).

To make matters worse, the tariff threat and deepening 
inversion coincided almost perfectly with an economic 
report out of Germany showing negative GDP growth 
(-0.1%) for the second quarter, in addition to signs of 
slowing economic trends in China. This perfect storm 
of headlines, along with a few other developments, 
represents an increase in risk as a number of recessionary 
indicators began to flash red.
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While there’s certainly reason to be cautious, we at 
PAIR remain constructive, as there is still much to like 
in the current market. Equities remain fairly valued, 
corporations are well capitalized, the consumer 
remains resilient, and central banks are willing to act 
and have become more accommodative.

In this environment, it’s important to remain focused 
on long-term goals and to maintain a process-driven, 
thoughtful decision-making approach. At TD Wealth, 
our investment philosophy, Risk Priority Management, 
is well equipped to cope with the challenges of the 
current market, by employing asset-based and risk-
factor-based diversification. It continues to provide the 
ballast for all we do.

Below you’ll find deeper insights into the economics 
and market dynamics that have played into turbulence 
over the past month. It’s important to remind ourselves, 
though, that market pullbacks of this nature are 
actually healthy at this late stage of the market cycle. 
By taking some of the pressure off overheated markets, 
minor corrections help investors by preventing more 
devastating crashes down the road.

 
Economics
Global economic indicators have been trending lower, 
with sluggish economies in Europe and Asia forcing 
central banks to return to an accommodative stance. 
Canada’s economy remains on solid ground, but 
weakness in the rest of the world, along with trade 
uncertainty, present a risk. Germany posted a slight 
economic contraction of -0.1% for Q2, suggesting that 
it may be entering a recession, while growth in China 
has also been slowing more than expected as the 
country deals with ongoing protests in Hong Kong and 
the trade war with the United States.

We are currently enjoying the longest economic 
expansion in American history (121 months), and the 
U.S. economy remains strong, supported by a resilient 
consumer, strong population growth, healthy labour 
markets and a stable housing market. Economic 
strains are building, however, as business sentiment 
wanes, as shown by declining purchasing managers’ 
indices (PMIs).

Global growth forecasts are also in decline. This time 
last year, TD Economics was predicting global growth 
of 3.6%, whereas today the forecast is for growth of 
2.9%, the lowest rate in a decade.

The focus in the U.S. has been the inverted yield curve, 
which tells us that bond investors expect the economy 
to get worse before it gets better. Although the brief 
inversion of 10- and two-year U.S. Treasury yields would 
need to be sustained before it signals a true red flag, 
we are continuing to monitor the yield curve closely.

 

While the TD Leading Economic Index has deteriorated, 
it is not yet flashing recession. Rather, we believe that 
today’s economy is likely to resemble the 2015/16 
experience of slow growth.

 
Fixed Income 

In fixed income markets, broad indices have returned 
approximately 8% to 12% in the year to date. These 
strong returns have been mainly driven by investors’ 
reach for yield and safety in anticipation of what  
they fear could be a global economic downturn. 
Central bank rate cuts have also been supportive  
for the broader credit markets and have led to 
compressed spreads.
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* Index is comprised of eight leading economic indicators. Readings 
of 0 are consistent with historical average (1997-present) points in the 
business cycle, while readings of -0.4 or +0.4 should be interpreted as 
one standard deviation below/above average, respectively.  
Source: TD Economics. As at August 19, 2019

Source: FactSet. As at August 22, 2019
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Ongoing trade disputes, geopolitical tensions and 
slower-than-expected growth have led to heightened 
volatility and a flight to safer havens, such as U.S. 
Treasury bonds. This phenomenon has further 
depressed long-term yields—leading to the widely 
discussed yield curve inversion. Without lending too 

much significance to the inversion, we are cognizant 
of the increased risk in fixed income and credit 
markets, and have been mindful of minimizing broad  
credit-market beta in the selected funds, while focusing 
on high-quality credit.

Equities

The increasing uncertainty and risk of recession 
sparked a sell-off earlier this month in equity markets. 
As might be expected in this type of environment, 
defensive sectors have performed well, while cyclical 
sectors have declined. Pockets of strength have been 
seen in areas such as alternative asset managers, real 
estate and utilities. Gold has also been performing well 
since early June, after trading in a narrow range for the 
past six years, as global economic concerns and the  
prospect of “lower for longer” rates leads investors 

to seek a hedge in the yellow metal. While we do 
not expect a recession in North America in the near 
term, equity markets will likely remain volatile as the 
outlook remains uncertain. Nevertheless, with market 
valuations close to historical averages we remain 
constructive on equities and, within the portfolios, we 
continue to prefer dividend-paying issuers in strong 
competitive positions, with defensive business models 
and solid balance sheets. 
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