Week of September 9th, 2019

Overview

Stocks had another positive week, climbing above key resistances. US and China have agreed to hold trade
negotiations in Washington in October, but after the tariff rate on $250 billion of imported Chinese goods is
increased to 30% from 25% on October 1. Some would say that the only thing missing for stocks to move to new
highs would be an announcement of a delay to US-China talks to November. Joking aside, it is as if trade
uncertainties are keeping markets afloat as investors are unwilling to sell stocks ahead of an eventual trade deal and
an upside blow-off in equities. Time will tell if downside risk comes after a trade truce when the carrot disappears.
Elsewhere, risk-off assets such as gold and bonds have borne the brunt of the equity rally. Such a correction was
bound to happen as net speculative positions had become just too crowded on the long side. Risk-on commodities
such as oil and copper have rebounded.

Cyclical/Price Correction in Stocks to Persist a While Longer

Among the factors why we expect the cyclical/price correction in
stocks to persist a while longer, we highlight the direction of corporate
earnings. As our Chart of the Week shows, so far in this bull market, new
highs in US equities have required new highs in forward index earnings
as well. Indeed, when we look at the S&P 500 breakouts in 2013 and
2017, the S&P 500 12-month forward EPS line broke to new highs
concurrently. A key factor boosting forward EPS back then was
economic growth reacceleration as portrayed by the Organisation for
Economic Co-operation and Development (OECD) and Conference
Board LEIs. Also, in 2017, President Trump’s stimulus provided more
impetus to earnings. The ambiguity this time around is that both Legal
Entity Identifier (LEIs) are signaling further US economic weakness and
US fiscal stimulus is nearly over. When we account for the US$
appreciation and the full impact of Trump’s 25% tariffs beginning in
Q3, it is difficult to see how the S&P 500 forward Earnings-per-Share
(EPS) can climb above the $175 wall. Thus, while pre-blackout
buybacks and European Central Bank (ECB)/Bank of japan (BoJ)
monetary bazookas could push stocks higher in the near term, the allclear signal for stocks seems further down the road.

Economic Data

Regarding economic data, as expected the Bank of Canada (BoC) left its target rate unchanged given that inflation is
right on target. As a reminder, the BoC has one and only one job (as opposed to the Federal Reserve), keep inflation

between 1% and 3%. Otherwise, employment remains strong considering that the Canadian economy added 81k
net new jobs in August. In the US, nonfarm payrolls came in at 130k, a 1.388% increase from year-ago levels. Since
1950, every growth reading below this number eventually led to a US recession. Suffice to say that we will monitor
US employment closely over the next few months. As for Purchasing Manager’s Index (PMIs), the ISM mfg. index fell
to 49.1 in August (from 51.2), below the 50 boom-bust line for the first time since January 2016. But the ISM nonmfg. PMI advanced to 56.4 (from 53.7) suggesting service sectors are holding up despite ongoing manufacturing
weakness. Elsewhere, In China, the Caixin mfg. PMI advanced to 50.4 (from 49.9) and the People’s Bank of China
(PBoC) announced a 50bps cut in its reserve requirement ratio hoping to stimulate bank lending activities. In India,
the Markit mfg. PMI declined to 51.4 (from 52.5). As for South Korea, exports declined 13.6% YoY in August (from 11%) and the mfg. PMI remains below 50 at 49.0 (from 47.3). In all, business surveys and other measures continue to
suggest a protracted global growth slowdown is underway and the need for additional monetary and fiscal stimulus.

Next Week’s Forecast

Next week, we await inflation and retail sales in the US. Sticky inflation could weigh on rate cut expectations. In
Europe, the ECB is on deck and at risk of disappointing markets if it does not deliver a fresh stimulus cocktail. In
China, we will monitor exports, industrial production, inflation and social financing to gauge the strength of the
economy. Finally, in India our focus will be on inflation statistics 1.
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