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August 2024 Insights & Strategies: Is It Time to Broaden Our Focus?
 

Neil Linsdell, CFA - Head of Investment Strategy; Eve Zhou, CFA - Senior Investment Strategy Analyst

Just as a spotlight moves across different performers on stage to showcase their unique talents, market rotation shifts focus among various

sectors and asset classes based on their performance and potential. For the past two years, the Magnificent Seven and semiconductor firms

have been the stars, with Nvidia taking a leading role, delivering exceptional performances to the rhythm of the A.I. theme. Meanwhile, other

performers, such as rate-sensitive sectors and small-cap stocks, have played supporting roles or waited in the wings. In early to mid-July, these

previously sidelined sectors stepped into the limelight, gaining some audience attention after striving for recognition since last October. The

question now is: Should we continue to spotlight the current stars, or is it time to use a wide angle light to broaden our focus and explore these

emerging sectors?

How the spotlight transitions (whether it is fast, slow, or choppy from here) depends mainly on two factors: (1) central bank rate decisions and (2)

future earnings expectations; with both being ultimately driven by the macroeconomic backdrop. Given our soft landing expectations, with two

rate cuts by the end of 2024 in the U.S., we expect resilient earnings across most of the defensive and rate-sensitive sectors in S&P 500 to support

the continuation of sector rotation from mega-cap tech to these sectors. As for small-cap stocks, we need to see more fundamental improvement

in their earnings to be convinced that they are ready to outperform for an extended period.

The variations in market breadth of the S&P 500 year-to-date have really been driven by anticipation of Fed rate decisions and uncertainty

about the U.S. (and global) economy. In Charts 1 and 2, market breadth is illustrated by the cumulative advance/decline line (“A/D line”), which

represents the cumulative total of advancing stocks minus declining stocks. An upward trend in the A/D line indicates a broadening market (a

net increase in advancing stocks), while a downward trend signifies a narrowing market.

From last October to early March, both the A/D line and the S&P 500 were rising, indicating a broadly bullish market with more stocks contributing

to the rally (Chart 1). The trend then became a bit choppy over the next month, but both the A/D line and the S&P 500 still moved in the same

direction. However, in early May, we saw a significant divergence: the S&P 500 continued to climb while the A/D line declined. This suggested a

very narrow market, where a few stocks, notably the Magnificent Seven, drove the index higher even as most stocks fell, potentially signaling a

reversal of the upward trend. Fortunately, the June CPI reports released in early to mid-July provided more certainty about potential rate cuts

this year, triggering a broader market rally.

Chart 1 - Market Breadth Had Been Improving Until It Went
Sideways in Q2
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Chart 2 - Rising Uncertainty is the Main Factor Causing Market
Narrowing
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In Chart 2, we can see that rising uncertainty was a key factor causing the market to narrow in May. This is illustrated by comparing the A/D line’s

development over the same period with the estimated forward rate for December 18, the date of the last FOMC meeting this year. The December

forward rate serves as a good estimate for the number of rate cuts the market expects in 2024. It's clear that the A/D line and the estimated forward

rate tend to move in opposite directions. This occurs because, when the market broadly believes in a soft landing, rather than a recession, and the

sooner and more frequently that rate cuts take place, the sooner a new market cycle phase can begin. This is welcome news for the broader market,

especially rate-sensitive sectors, which benefit from rate cuts through generally higher earnings and P/E expansion. Consequently, market breadth

improved as the estimated forward rate for December moved lower (indicating more cuts) and became choppy or declined as the forward rate

moved higher. When rates are expected to remain elevated for longer, capital tends to flow into mega-cap tech stocks amid economic uncertainty.

This explains the divergence in market breadth and performance in May when the Fed became more hawkish after disappointing first-quarter

inflation reports, bringing the no-cuts scenario back into discussion. Looking ahead, we expect labour market conditions to have an increasing

impact on rates. Charts 1 and 2 together indicate that the current rotation into the broader market depends on the certainty surrounding rate

expectations and the overall economy.

Chart 3 - YTD Sector Performance and Breakdown of Sectors Containing the “Magnificent Seven” and/or Semiconductor Industry
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Year-to-date S&P 500 sector performance shows that the rotation into rate-sensitive and defensive sectors is actually well underway, despite a

sideways movement in May. Among the sectors without Magnificent Seven stocks, Financials generated the highest year-to-date total return of

approximately 15%. While Materials and Real Estate sectors lagged, the remaining sectors delivered solid high single-digit to low double-digit

returns (Chart 3). Notably, when excluding the Magnificent Seven and the semiconductor industry ("semi") from their respective sectors, these

sectors—despite high A.I. enthusiasm—performed in line with or even underperformed the rate-sensitive sectors. For instance, the Info Tech sector

posted a YTD total return of around 34%. Excluding semi, the return drops to approximately 18%, and further excluding MSFT and AAPL, the return

is only about 11%. Similarly, the Communication Services sector returned about 27%, but excluding GOOG and META, the return is around 11%. The

Consumer Discretionary sector showed a return of 10%, but excluding AMZN and TSLA, it drops to just 5%. These significant differences suggest

that investing in the Magnificent Seven and semi stocks is more about risk aversion and capital protection amid rising uncertainty, rather than

purely driven by A.I. enthusiasm. Investors are clearly more cautious about A.I. investments this year compared to 2023, as the performance gap

between mega-cap tech and other stocks in the same sectors was not as pronounced last year. Moreover, the outperformance of mega-cap tech

and semi stocks has masked an ongoing shift from the mid to late market phase.

S&P 500 sector earnings have remained strong, supporting the ongoing rotation. At least 67% of companies in each sector reported a positive

earnings surprise in the first quarter of 2024 (Chart 4). However, signs of weakness are emerging as the “long and variable lags” of monetary

policy continue to exert downward pressure on consumption and investment. We are also seeing cracks in the labour market, evidenced by the

rising unemployment rate and recent discrepancies between official employment measures. It's important to note that U.S. consumer spending

is currently driven by higher-income households (the top 50%), who spend about 2.4 times more and earn 4.7 times more than lower-income

households (the bottom 50%). The high rate environment has likely benefited their investments and increased their net worth. Although we expect

overall consumer spending to soften, higher-income households are likely to help prevent a recession. Ideally, a slowdown in consumer spending

and cooling inflation should lead the Fed to lower rates in line with market expectations, which could stabilize the real economy and provide

more clarity about where it is heading. If this occurs, earnings might be negatively affected, but not significantly, and we’ll get a clearer picture

as the second-quarter earnings season progresses. Nonetheless, earnings in defensive sectors are expected to remain relatively resilient, which
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will further support the sector rotation.

Regarding the future performance of the Magnificent Seven and semi stocks, the shift toward defensive sectors doesn’t necessarily mean these

stocks will underperform the broader market. However, they might face tougher scrutiny, and their investment rationale could change. As

mentioned earlier, investors have been crowding into the Magnificent Seven and semi stocks due to their resilience in a high-interest-rate

and uncertain environment, thanks to their technology and resources. If economic uncertainty decreases, investors may consider alternative

options and will likely scrutinize how A.I. technology is applied and the profitability of these investments. This focus will be crucial for future

outperformance.

Moreover, a key risk to watch for is that the market has set very high expectations for the earnings growth of these stocks. Even if their growth

surpasses the market average, they could face negative reactions if they only meet or fall short of these aggressive targets. On the other

hand, a lower interest rate environment would benefit growth stocks, potentially allowing other companies in the Information Technology,

Communication Services, and Consumer Discretionary sectors to better compete with mega-cap tech stocks.

Chart 4 - S&P 500 Earnings Surprise (2/16/2024 - 5/15/2024)
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Table 1 - Four Possible Scenarios for How Rotation May Evolve
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As for small-cap stocks, they experienced a rally from late October 2023 through the end of the year, but they lagged behind large-cap stocks in

the first half of 2024. While the recent surge in July is impressive, we’re not yet convinced that this outperformance will continue in the long term

without further improvements in small-cap earnings. Much like our analysis of the rotation into rate-sensitive and defensive large-cap sectors,

small-cap performance will be shaped by the same two key factors: (1) central bank rate decisions and (2) future earnings expectations. Table

1 outlines four possible scenarios. Although small caps are currently trading at attractive valuation multiples, their recent rally is likely to be

sustainable only if the Fed cuts rates as expected and if small-cap earnings begin to improve. For both conditions to be met, the U.S. economy

must remain in a Goldilocks phase—where well-timed rate cuts stabilize consumer spending and investment without causing significant further

economic deterioration.

Chart 5 - Historical Small-Cap and Large-Cap Earnings Growth
Trend
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Chart 6 - Small Business Sentiment and Small-Cap Earnings
Growth
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Historically, small-cap stock earnings have been more volatile and inconsistent compared to large-cap stocks’, reflecting their greater sensitivity

to economic conditions (Chart 5). Year-to-date, small-cap earnings growth outlook has improved somewhat, although it continues to decline,

just at a slower pace. In contrast, large-cap earnings growth has been rising since mid-2023, primarily due to the Magnificent Seven. The S&P 493

experienced an earnings recession in 2023 but has shown gradual improvement earlier this year. While small-cap earnings aligned more closely

with the S&P 493's trend in 2023, they haven’t kept up with the recovery pace seen earlier this year. In previous rate easing cycles, earnings growth

didn’t bottom out until the end of the easing cycle. Given our expectation of a slowdown rather than a full recession this time, we remain cautiously

optimistic about earnings. The Street consensus predicts that in the third quarter, small-cap stocks are set to have their first quarter of positive EPS

growth in six quarters. Nevertheless, economic uncertainty will remain high until the rate easing cycle begins, consequently, so will the earnings.

One of the leading indicators of future EPS for small caps is the NFIB Small Business Sales Expectation Index. This index surveys small business

owners about their sales expectations for the next three months and is reported as the net percentage of those expecting higher sales versus lower

sales (Chart 6). It often precedes small-cap earnings growth trends. In June, the index was at -13%, below the long-term median of 9%, though

it has improved from the 2022 low of -29%. Despite this, there hasn’t been a significant improvement in sentiment yet. Therefore, we anticipate

that the market may choose to wait for earnings to bottom out before fully resuming the rotation into small caps (bottom left quadrant of Table

1) in the coming months.

In addition to the main factors we've discussed, several other considerations could influence market rotation. First, with this being an election year,

“Trump trades” have gained considerable attention, but these trends often prove unsustainable. We believe that Fed rate decisions, economic

conditions, and earnings growth have a more crucial impact on the market. Second, during broad market recoveries, small-cap stocks often

outperform large-cap stocks. However, when the Fed last achieved a soft landing in 1995, rates were lowered by only 75 basis points during that

easing cycle, and small caps performed barely in line with large caps. Since small caps are more sensitive to changes in policy rates, the magnitude

of the rate cuts will also matter as we forecast the future performance of small caps versus large caps in this rate easing cycle. Third, small-cap

indices generally do not gravitate towards technology as much as large-cap indices do, particularly in the semiconductor industry. Therefore, if

enthusiasm around A.I. continues to grow, it would provide a strong tailwind for the large-cap indices but not so much for the small-cap indices.

In summary, we believe it's time to selectively shift the spotlight and broaden our focus to opportunities beyond the Magnificent Seven and semi

stocks. Our forecasts for Fed rate decisions and earnings growth suggest that the sector rotation into large-cap rate-sensitive and defensive sectors

will likely continue. However, we need to see further fundamental improvements in small-cap earnings to be convinced that they are poised for

sustained outperformance. Ultimately, as the market gains more confidence in a soft landing for the U.S. economy, these rotations are expected to

accelerate. Despite potential market noise and unexpected events, it's important to stay invested and remember that long-term, patient investors

have historically been rewarded.
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2024 Halftime Fund Flow Analysis

Luke Kahnert, MBA, CIM - Senior Mutual Fund & ETF Specialist

One way to gain a better sense of market sentiment and behaviour for each asset class is to analyze fund flows. This practice can help investors

understand which asset classes have been popular and may indicate how investors are positioning their investments. Over the previous six months

(January 1 to June 30), the top inflows including both mutual fund and ETF flows were led by the Global Equity, US Equity and Multi-Sector Fixed

Income categories. The following chart breaks down total flows across all ETFs and mutual funds in Canada on a 1-month, 3-month and 6-month

basis using the Canadian Investment Funds Standards Committee (CIFSC) categories.

Table 2 - CIFSC Category Mutual Fund & ETF Flows

Source: Morningstar; Data as of June 30, 2024.

Equity Fund Flows

The first half of the year saw overall equity fund flows dominated by both the Global Equity and the US Equity categories occupying the two top

spots with a combined 6-month total net flow of ~$15.6 billion. Despite the YTD success of both categories, the US Equity category recently dipped

into negative (outflow) territory for the month of June, led by a large institutional $1.8 billion outflow in the BMO MSCI USA ESG Leaders ETF

(ESGY). On the flip side, while the European Equity category has been challenged on a 6-month basis, it appears investors are starting to slowly

warm up as the category posted positive flows on both a 1-month and 3-month basis. The BMO MSCI European High Quality Hedged to CAD ETF

(ZEQ) is leading the category with $338 million in net flows over the past 3 months and $304 million in the month of June alone.

Fixed Income Fund Flows

On the fixed income side of things, the Multi-Sector Fixed Income, Global Fixed Income and Canadian Corporate Fixed Income categories remain

increasingly popular for investors as central banks eye potential rate cuts. On a 6-month basis, the PIMCO Monthly Income Fund dominated

flows in the Multi-Sector category generating ~$3 billion in net flows over the previous 6 months followed by the Canoe Unconstrained Bond

Fund, subadvised by Reams Asset Management generating $442 million in 6-month net flows. In addition, while we have certainly experienced a

slowdown in the Canadian Money Market Category compared to 2023 levels, we have seen a recent uptick in flows primarily driven by the BMO

Money Market ETF Fund ETF (ZMMK) which received a large institutional trade as part of the ETF’s $1.04 billion net creations for the month

of June. Lastly, while the Canadian Fixed Income category experienced strong outflows on a 6-month basis driven by mutual funds, the BMO

Aggregate Bond ETF (ZAG) experienced $2 billion of net creations in the month of June alone.

Final Thoughts

ETFs in Canada garnered a whopping $9.7 billion in flows in the month of June — marking an all-time monthly record in the history of Canadian

ETFs and a record-breaking half-year flow report of $33 billion. It was a particularly successful month for the BMO ETF lineup — accumulating $5.8

billion inflows in June (approximately 60% of total net flows for the month). While analyzing fund flows can be a useful way to gain a better sense

of market sentiment and behaviour, it may be prudent to double-check certain outliers in the dataset especially when evaluating flows on a short

term basis. As we have seen in the month of June 2024, it appears many large institutional ETF trades influenced the flow report and therefore

one may want to consider the weight of these bigger players if the aim is to gain a sense of overall market sentiment.
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Breaking Down the “Trump Trade”

Ajay Virk, CFA, CMT - Head Trader, Currencies

In the wake of a largely-expected decision by President Biden to officially drop out of the Presidential race and formally endorse Vice President

Kamala Harris as the Democratic frontrunner, former President Trump’s odds of clinching another election victory and for a so-called “Red Sweep”

have diminished to some degree.

So, what does this mean for the so-called “Trump trade”? To start, this phenomenon simply reflects the expectation of a pro-business economic

climate under a Trump administration, and what it could mean for the U.S. economy, stock markets and individual industries and companies, in

response to his administration’s economic policies, and both domestic and foreign political actions. Back in 2016, the Trump trade was associated

with his plans for deregulation, tax cuts, infrastructure spending, and an aggressive tariff policy that was particularly targeted towards China.

Following Biden’s decision to drop out of the U.S. presidential race, we did witness some very modest unwinding of recent market moves

associated with the Trump trade, or a Trump election victory. Particularly, investors have been placing bets in U.S. Treasury markets and

positioning themselves for Trump’s possible tariff and tax-cut plans which may ultimately fuel inflation. This so-called “yield curve steepener”,

where the spread between long- and short-term interest rates increase, saw a modest flattening following the Biden announcement, but this move

has since reversed at the time of writing. However, we believe that the steepening yield curve is more of a function of recent Fed expectation

repricing given the slide in economic growth data and better-than-expected inflation prints, highlighting the move lower in U.S. 2-year Treasury

yields being the primary driver for the steepness of the curve (Chart 7).

Chart 7 - U.S. Yield Curve Steepens - More of a Fed Move Than a
Tump Move
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Chart 8 - DXY U.S. Dollar Index Has Largely Been Trending
Upward This Year
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The “Big Currency Problem”

If Trump sticks to the script, the economic policy mix that he has been touting is quite similar to the slate of policies he championed during his

first term. We expect additional tax cuts and tariffs to be on the menu once again, which may bring about another round of U.S. dollar strength

(Chart 8). According to Trump’s latest interview with Bloomberg Businessweek, he advocated for a weaker U.S. dollar by saying that “we have a big

currency problem.” It is interesting to note that his platform wish list includes tariffs, a weaker U.S. dollar, lower interest rates, fiscal expansion,

and lower inflation. The crux of the issue is that increasing tariffs, cutting taxes, and expansionary fiscal policies may actually stoke price pressures.

Such an environment tends to raise both rates and the dollar, exposing some of the contradictory elements of his economic policy platform.

Can a Trump Victory Actually be Dollar Bullish?

Given some evidence suggesting that tax cuts and tariffs would lead to a stronger dollar, even when other key policy goals such as lowering interest

rates (which the Fed is gearing to begin as soon as September) would typically be bearish for the U.S. dollar, we believe an aggressive tariff policy

may in fact limit any material U.S. dollar weakness from the Fed’s easing cycle.

Trump and Co. may wish for a weaker U.S. dollar should he win the race for the White House; however, whether they are successful or not will be

up for debate. In any case, we continue to expect that the broad U.S. dollar will eventually weaken to some degree as the Fed kicks off its easing

cycle, albeit we are not ruling out some modest strength over the immediate short term, which is what we have been currently witnessing at the

time of writing.
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Transitions in Money Market

Joshua Lucchetto - Fixed Income Associate; Charlotte Jakubowicz, CMT, CIM - Vice President, Fixed Income and Currencies

Canada is undergoing a significant shift in its financial landscape with the discontinuation of the Canadian Dollar Offered Rate (CDOR) and Bankers’

Acceptances (BAs) in June 2024. This change marks the end of an era for BAs, which had been a staple in short-term financing for Canadian banks.

With no further issuance of BAs in Canada, there is a notable gap emerging in the market that necessitates a search for viable alternatives. We

wrote very briefly on other options in a past Insights & Strategies, but take an opportunity to expand on the available replacements here.

Among the existing replacements, Bearer Deposit Notes (BDNs) emerge as a close substitute. Issued directly from bank treasuries, BDNs cater to

general funding needs, unlike BAs, which are typically the result of a corporate loan drawdown. They share similarities with BAs in terms of yield

and credit quality, making them an attractive option. However, BDNs usually come with longer maturities, starting from six months, which may

not align with the preferences of all investors seeking shorter-term instruments. Despite this, banks could potentially replace up to one-third of

their BA funding with BDNs, mitigating some of the impacts of the BA discontinuation.

Asset-Backed Commercial Paper (ABCP) stands as the fourth-largest product segment in the Canadian money market. It is typically issued at a

slightly higher yield than BAs, making it a potentially attractive option. Banks have indicated that ABCP funding could increase by up to $12 billion

in the absence of BAs. Moreover, some banks are considering fully guaranteeing their ABCPs, which would make them virtually equivalent to BAs

from a credit perspective.

In terms of new alternatives, the Government of Canada 1-month Treasury Bill (T-bill) is a promising option. The cessation of BAs leaves a

substantial $45 billion gap in the market for securities with maturities of one month or less. T-bills, being risk-free and highly liquid, are widely

accepted as collateral for margin calls, offering significant advantages over BAs. Although T-bills may offer lower returns compared to BAs, the

regular access to funds they provide is crucial for many investors.

Although they are rarely utilized by retail investors, we also touch on reverse repurchase agreements, or reverse repos for fullness. While repos

can be arranged for varying durations, they typically occur on a short-term basis, often overnight. In a reverse repo transaction, the seller parts

with securities under a contractual promise to buy them back at a future date. Utilizing reverse repos enables financial institutions to substantially

reduce their reliance on BA financing, with projections indicating that reverse repos could replace approximately $30 billion of the new shortfall.

The current market conditions add another layer to the decision-making process for investors. With the 3-month Canadian T-bill yielding

approximately 4.25%, interest rates are relatively high. However, the Bank of Canada has already initiated two rate cuts this year, with more

anticipated by the end of the year. This suggests that locking in rates now for a longer time horizon could be beneficial before further rate

reductions take effect. As such, it is an opportune moment for investors to consider acquiring longer-duration securities. These not only ensure a

higher yield over an extended period but also hold the potential for capital gains, as bond prices typically rise when interest rates fall, with longer-

duration bonds being more sensitive to these rate changes.
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Protection Fund.
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should not and cannot be viewed as an indicator of future performance. Individual results will vary and transaction costs relating to investing in
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