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Europe stole the show in the third quarter of
2014. Whether it was the Scottish referen-
dum or political issues surrounding the con-
flict between Russia and Ukraine, the world’s
eyes were riveted to the old continent during
the last three months.

This was even more true for economic news.
While we were somewhat optimistic last
quarter about the synchronization of the
world’s main economic engines, an entirely
different reality quickly materialized this sum-
mer with the accumulation of negative news
in the euro zone. Of course, expectations are
high that the European Central Bank (ECB)
will set up its own quantitative easing pro-
gram, following in the footsteps of the U.S.,
and magically cure all ills. But the reality is
quite different: current regulations do not
allow the ECB to buy sovereign bonds directly
on the markets and, in any case, interest rates
are already at rock-bottom levels.

The bad news was
not limited to the
euro zone (Graph 1).
Japan is demon-
strating that long-
term prosperity can
only come through
structural reforms,
and China is
reminding us that
while it’s easy
enough to stimulate
production (supply),
it is not so easy to
stimulate consumer
spending and busi-
ness investment
(demand). The synchronization that seemed
to have been taking place has therefore come
apart considerably in just a few months; we
now have to look to the U.S. to find a place
where orderly and sustained economic
growth is possible.

Finally, in anticipation of U.S. monetary policy
soon returning to normal, the table is set for
a resurgence in volatility on the markets. The
U.S. dollar was up substantially during the

quarter, bolstered by
the divergence in
tone between the
Fed and that of other
major central banks,
and by its role as a
safe haven in times
of growing uncer-
tainty.

World: a more nega-

tive tone

China, alone respon-
sible for one third of
world economic
growth in 2014, is
arousing more and

more concern. The administration is maintain-
ing a target of 7.5% growth in 2014 and has
announced one economic stimulus plan after
another since the start of the year. However,
the signals coming from the data on domestic
demand show that it is easy to stimulate sup-
ply (which is directly reflected in GDP calcula-
tions) but difficult to stimulate demand.

Industrial output and business investment
indicators have been falling continually over
the last few years (Graph 2), and PMI indices
show that China remains in a sustained but
modest expansion zone. The picture is entirely
different when it comes to demand. Annual
growth in imports has slowed considerably
since the start of the year, and has even
posted negative values on a few occasions. 

The most convincing signs, however, can be
found in the real estate market indicators. At
the current time, housing prices are falling in
67 out of the 70 markets surveyed (Graph 3),
a sign that is reminiscent of what happened
in the U.S. one decade ago. There is also talk
of businesses having no appetite for credit;
companies are choosing to clean up their
balance sheets instead, having lost their
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appetite for investing in new projects before
the feeble Chinese economy. In short,
although China continues to act as the main
driver of world economic growth, it is
showing clear signs of fatigue.

Recent data from Japan have dampened our
enthusiasm about the chances of the
economic recovery plan’s success.

The first two “arrows” of Japan’s economic
stimulus plan seem to have at least managed
to keep the rate of inflation above 2% since
the April sales tax hike (it should be said that
the rapid depreciation of the Yen since this
summer created significant but temporary
inflationary pressures on its own). Tax
expenditures were not as great as hoped for
by some observers, but still seem to have
sustained the economy since April. Rather, it
is the timidity of the reforms announced since
the start of the year and the accumulation of
disappointing data over the last few months
that is undermining the confidence of market
players. As evidence, the Tankan business
confidence index fell during the second
quarter, while household confidence has
remained flat since June. 

The Japanese situation is a case in point
to remind us that while an economy may
be easily sustained in the short or
medium term by tax expenditures and
money printing, ultimately, long-term
prosperity will always require structural
reforms.

The area of the economic planet
deserving the most attention during the
third quarter was no doubt Europe, and
more specifically the euro zone. The
negative climate hanging over the European
continent leads us to believe that the risk of
secular stagnation is very real.

First of all, after a seemingly promising start
to the year, with growth that appeared to be
synchronizing, the second quarter revealed
the fragility of this recovery, with a drop in
Germany’s GDP, a second consecutive quarter
of stagnation in France, and Italy sliding back
into recession, all resulting from a stagnation
in growth across the euro zone (Graph 4). It
is interesting to note that it was the peripher-
al countries (especially Spain and Portugal)
that posted the highest rates of growth. These
countries, where the crisis hit hard, were
forced to implement drastic reforms in order

to regain their com-
petitiveness. Such
adjustments are
very painful but are
apparently starting
to bear fruit.

Overall, the euro
zone continues to
grapple with one
major problem: the
credit cycle is still
contacting (Graph 5)
despite histori cally
low interest rates.
Rates on 10-year
German bonds even

dipped below 1% in August, for the first time
ever. We are seeing a situation similar to the
one that occurred in Japan in the 1990s and
in the U.S. following the Great Recession:
households and companies wish to clean up
their balance sheets and have no appetite for
credit, regardless of its (low) cost. This
phenomenon, called the “deleveraging
shock,” can be very painful: when the
majority of stakeholders reduce their
spending and start saving, economic activity
suffers as a whole.

One of the remedies prescribed in such a
situation is to push borrowing costs down, as
the Fed did in the U.S. with its massive bond-
buying program. Yet here is where the
European situation differs drastically from the
U.S. experience. Firstly, ECB rules simply do
not allow it to buy sovereign bonds. Secondly,
European companies do not rely as much on
the bond market for their financing as their
U.S. counterparts, generally turning to banks
instead.

These two elements mean that a U.S.-style
prescription cannot be applied to the euro
zone in the same way. With interest rates
already at all-time lows, (Graph 6), it is
difficult to conceive that additional
downward pressure would be the solution.
The key to success more likely lies in the
banking sector.
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Chart 1 – Returns of the Canadian Bond Market
as at September 30, 2014

Index                                                        Returns (%)
                                                             3 months         YTD
FTSE TMX Canada Universe Bond Index         1.1                5.9 
                                                                                         
FTSE TMX Canada Short Term Bond Index      0.4                2.1 
FTSE TMX Canada Mid Term Bond Index        0.8                6.3 
FTSE TMX Canada Long Term Bond Index      2.3              11.6 
                                                                                         
FTSE TMX Canada Federal                             0.9                4.5 
FTSE TMX Canada Provincial                          1.6                8.0 
FTSE TMX Canada Municipal                         1.6                7.7 
FTSE TMX Canada Corporate                         0.8                5.6 

Source: Scotia Capital Debt Market Indices
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Aware of these elements, the ECB set up a
program this summer to inject liquidity into
the banking system, aiming both to provide
banks with more capital and to encourage
them to increase their offer of credit.

To this end, the ECB implemented a negative
interest rate on money banks deposit 
with it, as well as a Targeted Longer-Term
Refinancing Operation (TLTRO) under which
banks can obtain funds at very low interest,
the only condition being that the banks then
have to show that their outstanding stock of
loans to the private sector, excluding loans to
households for house purchase, is 
increasing.

The first auction for this liquidity took place
on September 18, and demand was
disappointing, to say the least (82.6 billion
euros out of a maximum of 400 billion). This
is not very encouraging for the ECB, which
hopes to increase its asset holdings by 1
trillion (1000 billion) euros by the end of next
year (Graph 7).

In short, are we really headed for a massive
government-bond buying program? That’s
hard to say, but recent history shows that all
possible options need to be considered when
deflation is so close at hand.

United States: back in force

The U.S. economy showed that it
was back in force this third
quarter, with households and
businesses having cleaned up
their balance sheets, setting the
stage for the coming years.

Since the start of the year, the most
favourable development has no doubt been
the improvement in the employment market,
where 1.7 million jobs were added between
December 31, 2013, and August 31, 2014,
and nearly 2.5 million between August 2013
and August 2014. This increase corresponds
to an annual gain of nearly 2%, comparable
to the pace recorded in pre-crisis years
(Graph 8). Monthly job creation even
surpassed 200,000 for six consecutive
months, from February to July, a first since
1997.

The difficulties that remain on the
employment market are structural rather than
cyclical, as the number of unfilled job
openings is at a 15-year high. This
phenomenal progress means that there are
currently two unemployed people available
per job offered, compared to a peak of nearly
seven in 2009. Companies are having trouble
finding qualified labour to fill available

positions; one cannot
expect, for example, an
unemployed worker from
the manufacturing sector to
be suddenly hired to work
in Silicon Valley.

There is therefore a
structural ceiling to the U.S.
job market’s potential
progress, and some critical
sectors of activity are
already in situations of full
employment, such as

transportation. We can therefore expect to
see wage pressures emerge, which will be a
source of inflation in the medium term, but
for the moment this situation is only in the
very early stages of development.

The job market’s robustness will produce a
wealth effect, which should serve as an
engine for U.S. economic growth over the
next few years.

In fact, this wealth effect is already
stimulating the real estate market, which has
resumed its positive trend after a pause
during the harsh winter months. The NAHB
confidence index is back up to record highs
and both building permits and construction
starts bounced back during the quarter.

Finally, the positive tone of the U.S. data has
given the Federal Reserve (the Fed) enough
confidence to announce its intention to end
its quantitative easing program in October
and to likely begin raising its key rate before
next summer, even though inflationary
pressures have yet to be felt. The Fed should
then be able to properly define its exit
strategy after several years of quantitative
easing.

This significant divergence between the
economic vigour and monetary policy tone of
the U.S. and that of the euro zone should also
continue to benefit the U.S. dollar over the
coming years, as the Fed continues to move in
the opposite direction of the world’s major
central banks.

S&P/TSX Sector Returns                                                                     

Energy                                                                                  (6.6)               13.0 
Materials                                                                            (10.1)                 4.8 
Industrials                                                                              9.4               22.5 
Consumer Discretionary                                                         3.9               13.3 
Consumer Staples                                                                12.5               24.1 
Health Care                                                                           7.4               13.0 
Financials                                                                              2.7               11.7 
Information Technology                                                          3.9               16.9 
Telecommunication Services                                                  (0.8)                 4.3 
Utilities                                                                                  0.4               10.5 
                                                                                                                  

S&P/TSX Composite Index                                                     (0.6)               12.2

Chart 3 – Market Returns as at September 30, 2014

Index                                                                            Returns (%)
                                                                                   3 months         YTD

Chart 2 – Market Returns as at September 30, 2014

Index                                                                  Returns (%)
                                                                         3 months          YTD
FTSE TMX Canada 91 Day T-Bill Index                        0.2                   0.7 
FTSE TMX Canada Universe Bond Index                     1.1                   5.9 
S&P/TSX Composite Index                                        (0.6)                 12.2 
S&P 500 (Can. $)                                                      6.2                 14.2 
MSCI - EAFE (Can. $)                                               (1.2)                   3.9 
MSCI - World (Can. $)                                               2.7                   9.5 
                                                                                                        
Exchange Rate (Can. $/US $)                                     5.0                   5.4 
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Canada: trade bounces back

Speaking of currency, the loonie resumed its
decline in the third quarter, a result of both
the strength of the U.S. dollar and the
relatively more dovish tone of the Bank of
Canada compared to the Fed. It should be
said that despite our persistent doubts over
the fundamentals of the Canadian economy,
its growth has put up a good show before
that of our southern neighbours over the past
few years. However, the long-term outlooks
differ significantly, which also harms
perceptions of the Canadian dollar.

Canada’s economic outperformance now
seems to be coming to an end, but the recent
depreciation of the loonie should cushion the
fall by giving a boost to the manufacturing
sector, which faces fierce competition on the
international market. It should be noted that
Canada’s trade balance, excluding energy,
has been negative since 2007, testifying to
our manufacturing exporters’ difficulties.

Several studies have shown that the impact
of a currency decline is usually felt four to six
quarters after it begins. The current
depreciation of the loonie began in the third
quarter of 2013, which means that we have
now reached that point. The volume of
Canadian exports climbed to a record high in
July, exceeding that of 2007, and the trading
surplus is at its highest since 2008 (Graph 9).
While it is too soon to celebrate, this quick
and sudden development should bolster
Canadian business confidence.

The inflation rate, whose negative trend was
worrying many observers at the start of the
year, has been rapidly moving upward for the
last few months. The reasons are varied,
ranging from an increase in food prices to the
effects of the loonie’s decline (which causes
the prices of imports to go up) to an increase
in hourly wages in the service sector. Despite
all this, the Bank of Canada was quick to
position itself, stating that in its view,
inflationary pressures are temporary. In short,
even though core inflation reached 2.1% in
August, it is premature to expect the Bank of
Canada to abandon its position; it is more
likely that the divergence in position between
the Bank of Canada and the U.S. Federal
Reserve will widen.

Our main concern for the Canadian economy
is the job market, which has been playing yo-
yo since the end of last year (Graph 10:
employment). A quick look at the monthly
change in employment shows that no clear
trend is taking shape, which we interpret as a

sign of fragility. Other factors lead us to this
same conclusion, including 1) in the last 12
months, an average of less than 7,000 jobs
per month were added in the country, well
below the average of 17,000 since 1980; and
2) of the 81,000 jobs added in the last 12
month, only 15,000 were full-time. In short,
the Canadian economy has been doing well
since the pre-recession peak, but it is clearly
starting to run out of steam.

Financial markets: small-cap stocks down

It was a relatively good third quarter for all
markets, with positive returns on the North
American stock exchanges and a slight gain
on the Canadian bond market. Several factors
are behind this positive tone, including some
respite on the geopolitical scene and an
increasingly positive tone in the U.S.
economic data. 

Although many observers were expecting a
market correction over the summer, large-cap
stocks continued to perform well, keeping
indices high. Things were quite different for
smaller capitalizations, however. While the
S&P 500 posted gains, mid-cap stocks fell
nearly 5% from their peak, and small-cap
stocks dropped nearly 10%. On a broader
scale, the Russell 2000 small-cap index fell
more than 7% during the quarter. The same

Chart 5 – Estimated Gross Returns for the Next 12 Months Starting on September 30, 2014

Market indicators                                                                 Interest or dividend          +        Capital gains             =        Total estimated
                                                                                                                                                                                                               gross return

FTSE TMX Canada 91 Day T-Bill Index                         1.30%            +             0.00%              =              1.30%

FTSE TMX Canada Universe Bond Index                      3.40%            +            (4.85%)             =             (1.45%)

Canadian stocks (S&P/TSX Composite Index) including dividends                                                          11% to 13%

Chart 4 – Asset mix: Diversified Fund (FU040)

                                                                                                                                        Actual          Over Weight (+)/             Change
                                                                                Min.       Neutral       Max.              Weight         Under Weight (-)            in quarter

Money Market                                                 0            5           25 9.0%             +4.0%                 +1.0%                   

Canadian Bonds                                           20           45            70 33.5%              -11.5%                  +2.0%                  

International Bonds                                        0              0            15 0.0%                 0.0%                     0.0%                  

Total – Bonds                                                   20          45           70 33.5%             -11.5%                 +2.0%                   

                                                                            

Canadian Equities                                            5          25           45 30.5%             +5.5%                  -6.0%

U.S. Equities                                                   5         12.5            45 19.0%               +6.5%                  +3.0%

International Equities                                     5         12.5            45 8.0%                -4.5%                     0.0%

Total – Foreign Equities                              10          25           45 27.0%             +2.0%                  -3.0%

Total – Portfolio                                                     100               100.0%
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phenomenon was seen on the Canadian side,
where the S&P/TSX progressed little in the
third quarter and the small-cap index saw its
gains recorded since the start of the year cut
by half. The fact that the U.S. stock market has
not undergone a correction of more than
10% in over 750 sessions is naturally making
some investors extra cautious.

Since we are in all likelihood drawing near to
the Fed’s first key rate hike, it is interesting to
note that historical stock market
performances in the year preceding the start
of a rate-raising cycle have generally been
rather positive since the 1970s. The median
return in the 12 months preceding the first
hike has even been as high as 16.1% for the
S&P 500 and 20.7% for the S&P/TSX (Graph 11),
which can be explained by the fact that
monetary policy tightening is usually done
when the economic climate is favourable. 

One should keep in mind, however, that in
such contexts, corrections of more than 10%
are also common. As can be seen in graph 11,
even within 52-week periods where returns
were strong, the markets regularly saw sub-
periods of correction, with the median
hovering precisely around -10%. Therefore, it
is genuinely impossible to say with certainty
whether there will be a correction or not, but
history suggests that the year preceding a
new cycle of rate increases is usually positive
for North American stock markets.

The asset that performed the best during the
third quarter was no doubt the U.S. dollar,
which rose nearly 8% over the three months.
For the reasons mentioned above, we believe
the greenback has just begun a new upward
cycle, and that the effects on resource prices,
especially gold and oil, will be significant.
Since natural resource prices usually move in
the opposite direction of the value of the U.S.
dollar, we expect these assets to be under

pressure in the months to come. The direct
consequence is that the Canadian stock
market, after having performed so well since
last fall, may well suffer.

The Canadian bond market was up again in
the third quarter, with a 1.1% gain in the
FTSE TMX Universe Bond Index. Short-term
bonds were up 0.4%, while long-term bonds
were up 2.3%. Corporate BBB bonds posted
a gain of 0.8%.

The rotation from growth to value
accelerated, pushing small- and mid-cap
stocks down at the expense of blue-chip
stocks. The S&P 500 hit new records once
again, offering a total quarterly return of
1.1% (6.2% in Canadian dollars), driven by
health, information technology and 
finance.

Meanwhile, the Canadian stock market
declined this summer, dragged down by
sectors tied to natural resources. The S&P/TSX
Composite Index posted a total return of 
-0.6% after three quarters of strong gains.
The S&P/TSX Small Cap Index lost nearly 
half of the ground gained since the start 
of the year, declining 9.4%.

Stock markets in Europe, Asia and the
emerging markets had a rather neutral
quarter. The European stock market,
represented by the MSCI Europe Index,
dipped 0.6% (-2.3% in Canadian dollars),
the MSCI EAFE Index gained 0.9% (-1.2% in
Canadian dollars), and the MSCI World
advanced 0.8% (2.7% in Canadian dollars).
Finally, the MSCI Emerging Markets Index lost
0.7% (+1.5% in Canadian dollars).

Chart 6 – Economic and financial scenarios

ECONOMIC SCENARIO

                                                                                                                                                                                               Change since
                                                                                                                                                                                              June 30, 2014
                                                             2011               2012               2013               2014               2015                        2014               2015

United States

Real GDP             1.8%             2.8%             1.9%             2.0%             3.3%                    -0.2%           ---

Inflation rate             3.1%             2.1%             1.5%             1.8%             2.0%                    ---                  ---

Unemployment rate             8.9%             8.1%             7.5%             6.3%             5.8%                    ---                  ---

Canada

Real GDP             2.5%             1.7%             2.0%             2.3%             2.5%                    ---                  ---

Inflation rate             2.9%             1.5%             1.1%             1.9%             1.9%                    -0.1%           ---

Unemployment rate             7.5%             7.3%             7.1%             6.9%             6.6%                    ---                  -0.1%

FINANCIAL SCENARIO*
                                                                                                                                                                                               Change since 
                                                                                                    Targets                                                     June 30, 2014
                                                                                   Actual          Dec. 2014       June 2015       Dec. 2015                 Dec. 2014       June 2015

Interest rate

U.S 10-year rates                                  2.52%           2.80%           3.30%           3.50%                  ---                 ---

Canada 10-year rates                                   2.15%           2.50%           3.10%           3.30%                  ---                 ---

Exchange rates

$US/$CAD                                   0.89               0.88               0.86              0.86                    -$0.02           -$0.02

$US/Euro                                   1.26               1.26               1.22              1.20                    -$0.06           -$0.06

Oil price (WTI), $US                                      91                  95                  90                 90                         -$5                -$5

S&P 500                                 1,972             2,050             2,110            2,150                           ---                 ---

S&P/TSX                               14,961           15,600           16,000          16,500                           ---              -250

* end of period

5



Asset allocation: a more cautious tone

We adopted a more cautious tone in the third
quarter, for two reasons. Firstly, the
performance of the North American stock
markets since the start of the year, especially
the Canadian market, outstripped the
expectations we had formulated at the start
of the year. Secondly, although we are not
able to predict whether or not there will be a
market correction, the historically low level of
volatility on the majority of the markets is a
noteworthy sign of complacency. These
factors caused us to reduce our overexposure
to Canadian equities and to increase our
holding of fixed-income securities (mainly
short-term bonds).

The result of these changes is that the
Canadian equity weighting within our
diversified fund (FU040) has gone from
36.5% to 30.5%, given our belief in the
strength of the greenback and the related
implications for natural resource prices.

Despite our adoption of a more cautious
tone, we increased our exposure to U.S.
equities to 19%, by introducing a position
focusing on large enterprises that have
demonstrated a history of solid dividend
growth. This position will allow us to reduce
the portfolio’s volatility and to benefit from
an attractive dividend while low interest rates
persist.

As mentioned last quarter, we believe the U.S.
dollar is the perfect asset for reducing
portfolio volatility during times of market
correction. For this reason, we added
significant exposure to the greenback in the
third quarter within our diversified funds,
through an ETF (exchange-traded fund). Not
only did this reduce volatility, but the rapid
rise of the dollar during the quarter generated
an attractive return. 

Our exposure to bonds within our Canadian
diversified portfolio is now 33.5%, which is
below our 45% target and slightly up from
the previous quarter because of the increase
in short-term bonds. The strategy of
maintaining a shorter duration than the
benchmark index is still in effect. Although
the bond market continued its overall upward
trend in the third quarter, primarily because of
the growing correlation between U.S. and
German bonds, we remain convinced that the
future in store for the bond market is less
attractive than the equities market outlook.
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Graph 11 – Historical stock market performance one year
before the first Fed hike

Source: Canaccord Genuity, Thomson Reuters Datastream

First Fed hike S&P 500 S&P/TSX

Date Price Return Maximum Price Return Maximum
12-Mth Before Drawdown* 12-Mth Before Drawdown*

1977-08-01 -4.2% -10.9% -2.1% -14.0%
1980-10-21 30.9% -17.1% 53.8% -22.4%
1984-03-01 3.9% -10.6% 12.0% -9.2%
1987-04-30 22.4% -9.4% 20.7% -6.1%
1994-02-04 4.5% -5.0% 32.1% -5.0%
1999-06-30 21.1% -19.3% -4.8% -28.4%
2004-06-30 16.1% -6.4% 22.4% -8.7%

Median 16.1% -10.6% 20.7% -9.2%

*Biggest peak-trough correction through the 12-month period


