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Market Perspectives: Examining how markets perform through economic contractions
 

There’s been a lot of talk recently about the potential for recession (global, U.S., and/or in Canada). In its April Monetary Policy Report, the Bank

of Canada (BoC) provided scenarios ranging from economic growth stalling temporarily in 2Q25, to a year-long recession. The possible outcomes

are summarized in Chart 1, with the mild economic impact of Scenario 1, to the longer-term economic contraction reflected in Scenario 2. More

details and context can be found in our Market Perspectives report published on April 16.

So, we consider the question: does it make sense to exit the stock market and wait to reinvest after the recession concern is behind us? Let’s

start by looking at annual GDP growth and TSX Composite returns over the last 35 years. In Chart 2, we illustrate the point that economic (GDP)

growth is not always aligned with stock market performance. In Chart 3, we compiled the average market return leading up to, and then through,

all the mild recessions and brief GDP contraction periods (similar to current forecasts) since 1967. Recession periods are usually determined in

hindsight, but if we take the BoC’s Scenario 2, with a recession most likely to start in 2Q25, we would currently be in the first month of an economic

contraction. If we then imagined an investor that exited the market today, and then re-entered the market once they were satisfied that the

economic damage had been reflected in share prices, their annualized return over the 12 months preceding and following the recession, based

on historical performance, would average 5.5%. However, an investor that ignored the noise and stayed invested would average a 7.1% return.

Chart 1 - Bank of Canada’s Projections on GDP Growth
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Source: Monetary Policy Report – April 2025, Bank of Canada. QoQ
percentage change at annual rates, quarterly data.

Chart 2 - GDP growth vs. S&P/TSX Composite Index Return
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Source: FactSet, Raymond James Ltd.; Data as of December 31, 2024.
Annual GDP growth during recession periods are highlighted in red.

Chart 3 - S&P/TSX Composite Has Historically Shown Resilience During Brief Periods of Negative QoQ GDP Growth
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While the past doesn’t always give us great predictive power over future events, we can at least look back to find out if trying to sit out recessions

and timing the market has been a winning strategy during previous economic contractions. Remember, that the stock market is always anticipating

the future, reflected in part in the Price-to-Earnings (P/E) ratio that measures how much investors are willing to pay for $1 of anticipated corporate

earnings. Those earnings, are metrics on the profitability of corporations, which are generally influenced by the macro backdrop, and are affected

by economic slowdowns, but stock prices are generally reflecting expectations for next year, and sometimes expectations much further into the

future. Basically, the economy is not the market, and the market is not the economy.

Below, on the left (Chart 4) we consider the most recent periods in which U.S. economic growth (GDP) had turned negative, and when the local

bottom occurred in corporate earnings (EPS), versus when we saw the local bottoming in the main stock market index. On the right side, in Chart 5,

we did the same exercise for the Canadian market. Other than the 2020 COVID period, when stock prices closely preceded a bottoming in corporate

profits, in most other cases, there is lower correlation between stock market performance, earnings bottoms, and GDP contraction. Thus, waiting

for EPS to bottom might result in missing any initial robust market recovery.

Chart 4 - S&P 500: Price vs. Earnings
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Chart 5 - S&P/TSX Composite: Price vs. Earnings
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The bottom line is that rather than trying to time the market and getting caught up reacting to short-term noise, investors are almost always

better off sticking to well established plans that are suited to their return objectives and risk tolerance.
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IMPORTANT INVESTOR DISCLOSURES

Complete disclosures for companies covered by Raymond James can be viewed at: Disclosures https://raymondjames.bluematrix.com/sellside/

Disclosures.action

This newsletter is prepared by the Private Client Services team (PCS) of Raymond James Ltd. (RJL) for distribution to RJL’s retail clients. It is not

a product of the Research Department of RJL.

All opinions and recommendations reflect the judgement of the author at this date and are subject to change. The author’s recommendations may

be based on technical analysis and may or may not take into account information in fundamental research reports published by RJL or its affiliates.

Information is from sources believed to be reliable, but accuracy cannot be guaranteed. It is for informational purposes only. It is not meant to

provide legal or tax advice; as each situation is different, individuals should seek advice based on their circumstances. Nor is it an offer to sell or

the solicitation of an offer to buy any securities. It is intended for distribution only in those jurisdictions where RJL is registered. RJL, its officers,

directors, agents, employees and families may, from time to time, hold long or short positions in the securities mentioned herein and may engage

in transactions contrary to the conclusions in this newsletter. RJL may perform investment banking or other services for, or solicit investment

banking business from, any company mentioned in this newsletter. Securities offered through Raymond James Ltd., Member-Canadian Investor

Protection Fund. Financial planning and insurance offered through Raymond James Financial Planning Ltd., not a Member-Canadian Investor

Protection Fund.

Commissions, trailing commissions, management fees and expenses all may be associated with mutual funds. Please read the prospectus before

investing. Mutual funds are not guaranteed, their values change frequently and past performance may not be repeated. The results presented

should not and cannot be viewed as an indicator of future performance. Individual results will vary and transaction costs relating to investing in

these stocks will affect overall performance.

Securities mentioned in this publication may entail higher risk. Clients should contact their Financial Advisor to determine if the securities are

compatible with their risk tolerance and investment objectives.

Information regarding High, Medium, and Low-risk securities is available from your Financial Advisor.

RJL is a member of the Canadian Investor Protection Fund. © 2025 Raymond James Ltd.
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