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Looking For a Place To Hide
by Benjamin Tal and Meny Grauman

The focus of global markets is now shifting 
from liquidity and financing concerns to 
deteriorating macro fundamentals, which 
will worsen in the coming twelve months 
largely due to massive fiscal belt tightening 
in over 60% of the world economy. If history 
is any guide, the next few months should 
see global stock markets dance to the tune 
of a slowing global economy, and Canadian 
equities will see increased correlation with 
softening world markets. In this environment 
of reduced diversification opportunities, 
sector selection within the equity market 
and proper allocation across a range of asset 
classes will become increasingly important as 
investors search for cover in a world in which 
returns are increasingly connected.
 
Global Growth Will Soften in the Coming 
Year

Incoming economic data suggest that 
the global economy has been improving 
faster than expected, but as investors are 
now beginning to fear, that pace is likely 
to slow down significantly later this year. 
World growth is still on track to expand at 
a respectable 4% for 2010 as a whole, but 
this headline number masks two diverging 
trajectories as healthy gains early in the year, 
are followed by a much slower path later on. 
That outlook does not just rest on dimming 
prospects for Europe, where significant fiscal 
tightening is expected to keep real GDP 
growth below 1% this year and next. In fact, 
most other major economies are also set to 
slow significantly, regardless of their ties to 
the Continent (Chart 1).

Although only about 15% of American 
exports go to Europe, a significant pullback 
in US government spending, coupled with a 
peaking in the inventory restocking cycle is 
likely to hold real GDP growth to just below 
an annualized 2% for the second half of the 
year after growing by close to 4% over the 
first six months of 2010. Meanwhile, China 
is still likely to post growth rates for both 
2010 and 2011 that would be the envy of 
any member of the G-7, but the government 
there has already taken steps to cool an 
overheating economy sparking fears of a 
hard landing.

Global Growth Influences Global 
Equities

While some doubt that global  real 
economic activity plays any significant role 
in determining global equity valuations, 
the reality is that the correlation between 
the two is very tight (although forward-
looking markets tend to move ahead of 
actual changes in real GDP). Over the past 
30 years the average annual return on the 
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Chart 1
Global Economy to Slow in the Second Half
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MSCI global equity index has been well over 15% when 
the global economy is expanding at a rate above its long-
term average. This is in sharp contrast to the 5% decline 
in total global equity returns when the global economy is 
growing at a rate below its long-term average (Chart 2). 
Accordingly, the souring world economic outlook holds 
significant implications for global equity returns over the 
coming months. 

Canadian vs. Global Markets

The fact that Canadian stocks are tightly correlated with 
global markets (Chart 3) should not come as a total 

surprise considering the growing inter-connectedness 
of global trade and financial markets. During the long 
expansionary period between 2001 and 2007, those 
linkages helped reinforce world growth, but as was made 
clear during the past recession, those same connections 
can also amplify local crises and quickly spread them from 
one edge of the globe to the other.

While the average correlation between Canadian and US 
stocks has risen somewhat over the past two decades, 
the more impressive increase in correlation has been 
against non-US markets where it more than doubled since 
the early 1990s (Chart 4) as demand for Canadian raw 
materials, particularly in the developing world, took off. 
Note that Canadian equity returns are still less sensitive 
to global markets than stocks in either Europe or the US, 
but not by a very wide margin. 

Correlation Goes Up When Markets Go Down

Digging deeper into the correlation between Canadian 
and global equities, we find that not only do Canadian 
stocks increasingly move in sync with stocks on the 
other side of the globe, but that this relationship 
tends to increase during periods of increased financial 
market stress. Canadian equities are almost twice as 
correlated with global stock moves during months 
when international markets underperform their long-
run average than during periods when stocks are doing 
well (Chart 5). Put differently, there are many more 
diversification opportunities when markets advance at an 
above-average pace compared to periods when markets 
are underperforming. 

Chart 2
Global Stock Returns in Sync with GDP Growth

Source: MSCI/Barra Total Return Index, CIBC
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Chart 3
Canadian and Global Stocks Positively 
Correlated 

Source: MSCI/Barra Total Return Index, CIBC
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Chart 4
Rising Canadian Equity Market Correlation with 
Non-US Stocks

Source: MSCI/Barra Total Return Index, CIBC
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That is a particularly important insight at this stage of the 
global economic cycle since, as mentioned above, we are 
forecasting a notable slowdown in the pace of economic 
recovery by the end of the year. Based on historical 
correlations this outlook is not only a negative for global 
stocks as a whole, but also suggests below-average 
performance for Canadian equities specifically. 

True, there have been periods when the co-movement 
between Canadian stocks and major global markets has 
broken down. In fact the most recent example occurred 

Chart 5
Canadian Equities More Correlated with 
Global Stocks in Bad Times

Source: MSCI/Barra Total Return Index, CIBC
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in mid-2008 when the TSX hit a new record high a full 
eight months after the S&P 500 began a steep decline.
However, that divergence was driven by the market’s 
erroneous assumption that fallout from the US housing 
crash would not impact growth in the rest of the world, 
and was reversed when it became clear that the recession 
and attendant financial crisis was much more global in 
nature. Investors do not appear to be making the same 
mistake twice, as this time around commodities have 
actually moved in step with the current slide in equities.

Where Should Investors Go For Cover? 

Having established that the outlook for global growth is 
unlikely to be constructive for equities, the key question 
for Canadian investors then is, where can they head for 
cover in a world in which equity returns are increasingly 
correlated across borders? The goods news is that there 
are some options. First of all, it is worth noting that not all 
TSX sectors are equally levered to world markets, which 
suggests that sector selection should become increasingly 
important during this period. While sectors like financials, 
industrials and materials are highly correlated to global 
returns, other areas such as telecoms, health and 
consumer staples actually tend to be much less sensitive 
(Chart 6).

Secondly, looking beyond equities across a broader 
range of asset classes we find a number of additional 
pockets of protection that tend to provide some shelter 
to investors during periods when global stocks are under 

Chart 6
Correlation of TSX Sector Returns to 
World Equities During Periods of Global 
Underperformance*

Source: MSCI/Barra Total Return Index, CIBC
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Chart 7
Correlation of Various Asset Classes 
with World Equities During Periods of 
Underperformance*

-40%

-20%

0%

20%

40%

60%

80%

Stocks Commodities Bonds FX

* MSCI World Total Return 1 std deviation or more below avg

Source: MSCI/Barra Total Return Index, CIBC



�

CIBC World Markets Inc.	 Occasional Report #68—June 2, 2010

Conflicts of Interest: CIBC World Markets’ analysts and economists are compensated from revenues generated by various CIBC World Markets businesses, including CIBC World 
Markets’ Investment Banking Department. CIBC World Markets may have a long or short position or deal as principal in the securities discussed herein, related securities or in 
options, futures or other derivative instruments based thereon. The reader should not rely solely on this report in evaluating whether or not to buy or sell the securities of the 
subject company.
Legal Matters: This report is issued and approved for distribution by (i) in Canada by CIBC World Markets Inc., a member of the IIROC and CIPF, (ii) in the UK, CIBC World Markets 
plc, which is regulated by the FSA, and (iii) in Australia, CIBC World Markets Australia Limited, a member of the Australian Stock Exchange and regulated by the ASIC (collectively, 
“CIBC World Markets”). This report is distributed in the Unites States by CIBC World Markets Inc. and has not been reviewed or approved by CIBC World Markets Corp., a member 
of the New York Stock Exchange (“NYSE”), NASD and SIPC. This report is intended for distribution in the United States only to Major Institutional Investors (as such term is defined 
in SEC 15a-6 and Section 15 of the Securities Exchange Act of 1934, as amended) and is not intended for the use of any person or entity that is not a major institutional investor. 
Major Institutional Investors receiving this report should effect transactions in securities discussed in the report through CIBC World Markets Corp. This report is provided, for 
informational purposes only, to institutional investor and retail clients of CIBC World Markets in Canada, and does not constitute an offer or solicitation to buy or sell any securities 
discussed herein in any jurisdiction where such offer or solicitation would be prohibited. This document and any of the products and information contained herein are not intended 
for the use of private investors in the United Kingdom. Such investors will not be able to enter into agreements or purchase products mentioned herein from CIBC World Markets 
plc. The comments and views expressed in this document are meant for the general interests of clients of CIBC World Markets Australia Limited.
This report does not take into account the investment objectives, financial situation or specific needs of any particular client of CIBC World Markets Inc. Before making an 
investment decision on the basis of any information contained in this report, the recipient should consider whether such information is appropriate given the recipient’s particular 
investment needs, objectives and financial circumstances. CIBC World Markets Inc. suggests that, prior to acting on any information contained herein, you contact one of our 
client advisers in your jurisdiction to discuss your particular circumstances. Since the levels and bases of taxation can change, any reference in this report to the impact of taxation 
should not be construed as offering tax advice; as with any transaction having potential tax implications, clients should consult with their own tax advisors. Past performance is 
not a guarantee of future results.
The information and any statistical data contained herein were obtained from sources that we believe to be reliable, but we do not represent that they are accurate or complete, and 
they should not be relied upon as such. All estimates and opinions expressed herein constitute judgements as of the date of this report and are subject to change without notice.
Although each company issuing this report is a wholly owned subsidiary of Canadian Imperial Bank of Commerce (“CIBC”), each is solely responsible for its contractual obligations 
and commitments, and any securities products offered or recommended to or purchased or sold in any client accounts (i) will not be insured by the Federal Deposit Insurance 
Corporation (“FDIC”), the Canada Deposit Insurance Corporation or other similar deposit insurance, (ii) will not be deposits or other obligations of CIBC, (iii) will not be endorsed 
or guaranteed by CIBC, and (iv) will be subject to investment risks, including possible loss of the principal invested. The CIBC trademark is used under license.
(c) 2010 CIBC World Markets Inc. All rights reserved. Unauthorized use, distribution, duplication or disclosure without the prior written permission of CIBC World Markets Inc. is 
prohibited by law and may result in prosecution.

pressure. Among the assets that we looked at, an equally 
weighted basket of major currencies (US dollar, yen, euro 
and Australian dollar) appears to provide the best hedge 
against deceleration in global equities with a negative 
correlation of nearly 40% (Chart 7). 

Canadian bonds also exhibited a negative correlation with 
global stocks, but we would tend to be cautious of fixed 
income in an environment when the Bank of Canada is 

poised to raise rates. Additionally, commodity futures also 
appear to be less sensitive to global developments than 
Canadian stocks, but that correlation is still positive, and 
raw material prices appear to be increasingly vulnerable 
to any weakening in global demand. In any event, while 
the next few months will present investors with reduced 
opportunities for diversification, our analysis suggests that 
there are still opportunities to capitalize on the ongoing 
deceleration in global equities. 


