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Volatility returns to the markets

While there had been a relatively uninterrupted rise in global equity markets for much of the first half of 2024, volatility
returned in the third quarter, prompted by a Bank of Japan (BoJ) rate hike that led to a messy unwind in Japan’s yen carry
trade and a rapid selloff in stock markets throughout the world. Investors such as hedge funds utilize carry trades to earn
leveraged investment returns by borrowing in a low-interest rate currency such as the Japanese yen and use the borrowed
monies to invest in stocks or other
assets with the potential to earn
higher returns. The yen’s
strengthening after the Bol’s hike
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rebounded to all-time highs.

While the top performers were dominated by technology companies, viewed as the big winners in artificial intelligence,
pushing the tech-heavy Nasdag Composite index to record highs in July, there has since been a big change in market
leadership. Technology stocks have pulled back, and the Nasdaq Composite remains below its previous highs. Prior stock
market laggards have garnered renewed investor interest and are now leading the broader market to new highs.
Consumer staples, utilities, and dividend-yielding stocks have benefited from this rotation. Dividend stocks have re-rated
as bond yields have declined on softer inflation data and in anticipation of more central bank rate cuts. The Bank of
Canada has cut rates at three consecutive meetings, and the U.S. Federal Reserve commenced their rate cut cycle with a
jumbo half-point cut in September. The challenge for central banks has shifted from a goal of getting inflation under
control to now providing relief to households that have to contend with much higher debt servicing payments. High
interest rates have hurt lower income and less wealthy families, as more of their cash flow is eaten up by a rise in their
cost of living. Wealthy families, however, can benefit since their savings are earning higher rates of interest. The U.S. Fed is
most concerned about the health of the jobs market that has shown some signs of weakening, albeit from a strong
starting point. With the U.S. economy still growing at a healthy three per cent clip, and consumer spending continuing to
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show resilience, the risks of a recession in the near term for the U.S. has diminished with this aggressive reduction in policy
rates. It is interesting to note that the performance of the S&P 500 index after the initial rate cut depends on whether
there is a recession around the corner or not (Chart 2). If rate cuts occur and a soft-landing (no recession) is the result, the
stock market historically has done very well. However, if the cuts are not enough to prevent a recession, the stock market
struggles in the immediate period afterwards. Given that this time around we have already seen strong gains in the S&P
500 before the first cut, any gains in a soft-landing scenario might be quite modest in comparison with what we have seen
in the past.

Chart 2: S&P 500 performance before and after the first Fed cut in each cycle since the 1950s (current cycle in red)
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Investment Outlook

The U.S. election on November 5 could be a catalyst for a bout of market volatility in the coming months. The two
candidates have polarizing perspectives on policy, though market reaction, particularly from a sector-performance basis to
the eventual outcome could be short lived, as any change in policy could be difficult to pass unless the incoming
President’s party controls both chambers of Congress. Regardless of who wins, we can expect a tough stance on trade
with China and continued regulatory scrutiny on big tech, particularly when it comes to mergers and acquisitions.

While the stock markets have performed well this year, stocks (particularly in the U.S.) are expensive by most valuation
measures. Global economic growth has been disappointing, but the U.S. economy continues to be the standout, which is
largely the reason why U.S. equities have outperformed their global counterparts, including here in Canada. The higher
weighting in technology stocks in the U.S. versus other stock markets in the world can also explain the performance
differential, although it will become more challenging for tech companies to maintain that growth trajectory in the coming
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year. Most importantly, we continue to closely monitor the state of the economy and corporate earnings growth, given
that a recession or soft-landing outcome would have massive implications for investment returns in the coming year.
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