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One could say that 2016 was off to a rather turbulent start. Financially, it was 
the worst beginning of a year in the history of the U.S. stock market, followed 
by a strong rebound that brought the S&P 500 Index nearly back to its starting 
point at the end of the quarter, such that if any U.S. investors were absent from 
the end of December to mid-March, they’d legitimately think they hadn’t missed 
much while they were away. On the economic front, even though, in our 
opinion, the picture hardly changed from mid-December to mid-January, a 
strong dose of fear took hold of observers at the beginning of the year, as many 
braced for a U.S. recession, a devaluation of the Chinese currency that would 
lead to a global currency war, and a complete collapse of oil prices. However, 
after a few major U.S. banks published research documents detailing one 
thousand and one reasons why the price of oil was heading to $10 a barrel, 
and after a myriad of analysts deliberated the catastrophe that would ensue 
from an uncontrolled surge of the U.S. dollar, calm returned. The year is likely to 
continue to see its share of volatility and sudden developments (one only has to 
think of the possibility of the United Kingdom choosing to leave the European 
Union in June, or the U.S. presidential campaign), but this uncertainty will no 
doubt present its lot of investment opportunities.

World: OPEC calms things down

One variable has dominated the economic and financial picture since the end of 
2014: the price of oil. Although the new strategy of the Organization of 
Petroleum Exporting Countries (OPEC) has been mostly beneficial in terms of 
enabling it to regain some of its lost market share (see graph 1), it goes without 
saying that the financial situation of some members of the organization has, 
over time, become precarious. Topping the list is Venezuela, which is quickly 
heading to an economic catastrophe (the International Monetary Fund, or IMF, 
is expecting the inflation rate to double in 2016 to reach no less than 720%) 
with the population lacking essential goods such as food. It is against this 
backdrop that the Venezuelan oil minister sought meetings with his  

oil-producing partners earlier this year in an attempt to convince them to try 
stabilizing prices.

The outcome of these efforts is not yet certain, but there does seem to be a 
desire to act. Saudi Arabia and Russia, the planet’s two largest producers, have 
agreed not to increase their production any further (a rather ironic promise, given 
that their production is already at historic highs) and are calling on other 
countries, members of OPEC or not, to do the same. This strategy is clearly 
aimed at Iran, which is currently increasing its production significantly in order 
to bring it back to the level that prevailed before international sanctions were 
imposed, and which could hinder efforts to regain a balance between world 
supply and demand by the end of 2016. In short, we are still far from a real 
change in order and from a return to pre-2014 price levels, but the markets do 
see this desire to at least stabilize prices and open the discussion as a good sign.

In this context, we are maintaining a target price of $45 to $50 per barrel for 
2016, which is higher than the current level, but we remain of the opinion that 
the $100 barrel is a relic of the past. 

The economic situation in China did not evolve much during the quarter: the 
shifting of the business model persists and the indicators continue to show that 
the transition from a manufacturing-based economy to a service- and domestic 
consumption-based economy will be slow (see graph 2).

Nonetheless, two important elements deserve attention.

First, at the start of the year, the Chinese authorities reiterated that the value of 
the yuan will no longer be pegged to the U.S. dollar, but rather to a basket of 
currencies whose relative weight will be determined by the importance of their 
trade ties with China. This new reality is of critical importance given the 
persisting fears of a global currency war. As the U.S. dollar rose quickly over the 
last few years, China found itself in a situation where its currency was losing 
altitude against those of emerging countries, at a time when its exports were 
contracting.

Graph 1 

Graph 2

Graph1_EN.pdf   1   2016-04-25   07:49

Graph2_EN.pdf   1   2016-04-25   07:54



Industrial Alliance- 2 -

Economic and Financial Environment (continued)

As at March 31, 2016

Now that China is aiming for a stable currency in relation to those of its main 
trading partners (which is, in effect, the result of its manoeuvers since early 
2015, despite the tension caused by the yuan’s decline against the U.S. dollar, 
see graph 3), the risk of entering a spiral of concerted currency devaluation has 
been greatly reduced, and a scenario similar to the Asian crisis of the 1990s is 
much less likely.

Second, in March, China unveiled its 13th five-year economic plan, containing 32 
broad orientations that include delaying retirement age, investing in public 
transit, and ongoing efforts to establish a social safety net. This plan 
demonstrates that authorities are serious in making the economic transition to 
a model that will depend less and less on the external sector. True to habit, 
China took the opportunity to announce a new target for GDP growth, this time 
from 6.5 to 7.0% for the year 2016, which is slightly lower than last year but 
still at a pace fast enough to contribute nearly 30% to world growth.

Also in Asia, India continues its acceleration and is now posting an economic 
growth rate exceeding that of China (see graph 4), but from a much smaller 
base. The IMF estimates that India will grow at a pace of 7 to 8% in the next 
five years; this means India alone would account for 15% of world growth. An 
immediate repercussion of this new reality is that the demand for oil in India  
is now similar to that of China, for the first time in more than 25 years  
(see graph 5). At this rate, given the major fiscal reforms taking place in India, 
we are confident in a growth forecast of more than 3% of world GDP over the 
coming years.

Europe: Has the European Central Bank reached its limit?

The new year brought new monetary stimulation measures in Europe. Although 
the economic data have shown some modest signs of improvement, the 
European Central Bank (ECB) remains concerned about the spectre of deflation 
and therefore deemed it necessary to add more credit easing measures.

First, the ECB’s benchmark interest rate, already in negative territory since 2014, 
was lowered again, to -0.4%. Second, the ECB announced that it would 
increase its monthly purchases of securities on the market (commonly called 
quantitative easing) by 20 billion euros, bringing the total monthly amount to 

80 billion euros, and that it would extend its purchases to corporate bonds at 
the end of the second quarter of 2016. Finally, it introduced a new borrowing 
tool aimed at banks, which could be accompanied by a negative interest rate 
(meaning that banks would be paid to borrow money from the central bank) on 
the condition that the banks can show that the amounts borrowed are then 
converted into loans to households and businesses.

The ECB’s new measures caused a lot of ink to be spilled, and it is reasonable 
to wonder whether the limits of monetary policy have been reached. Let us 
examine the impact of each of these measures in more detail.

First of all, despite the introduction of negative interest rates, we’ve seen that 
the banks have not significantly changed their behaviour and have certainly not 
crossed the psychological barrier of passing on to their clients the negative rates 
on deposits.

Second, the ECB has succeeded in putting downward pressure on the rates of 
government bonds through its asset purchases on the market and is hoping to 
further reduce borrowing costs for businesses. Several observers note, however, 
that it is mostly large multinationals that obtain their financing from the 
corporate credit market, and that small and medium-sized enterprises would 
benefit most from a reduction in financing rates.

The third measure, meanwhile, is nothing less than a subsidy to banks in order 
to encourage them to lend more money to businesses. A quick look at the 
European credit cycle (see graph 6) shows that lending to households is back in 
positive territory, but that business credit is stagnating. Since small and 
medium-sized enterprises account for a large part of the European economy, 
and since they obtain their financing primarily from banks, we believe it is this 
measure that has the greatest potential to adequately stimulate the euro zone 
economy.

The benefits, if they materialize, should therefore be felt in the expansion of 
credit to SMEs. Whatever happens, the European Central Bank is clearly writing 
a new page in the history of monetary policy.

Graph 3

Chart 1
Returns of the Canadian Bond Market 

as at March 31, 2016

Index Returns (%)
3 months 1 year

FTSE TMX Canada Universe Bond Index 1.4 0.8 

FTSE TMX Canada Short Term Bond Index 0.4 1.1 

FTSE TMX Canada Mid Term Bond Index 1.5 2.1 

FTSE TMX Canada Long Term Bond Index 2.6 (0.6)

FTSE TMX Canada Federal 1.1 1.4 

FTSE TMX Canada Provincial 1.6 0.2 

FTSE TMX Canada Municipal 1.3 (0.2)

FTSE TMX Canada Corporate 1.5 0.7 

Source: Scotia Capital Debt Market Indices
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United States: Little change, despite big headlines

A large part of the volatility observed on the markets at the start of the year 
was tied to concerns of a risk of recession in the United States in 2016. This 
idea, conveyed by several market analysts but which is very unlikely to 
materialize, emerged primarily in reaction to the weakness in the manufacturing 
sector observed at the end of 2015 (the ISM Manufacturing index dipped below 
50, indicating a contraction in the sector; see graph 7) as well as the sharp drop 
in interest rates, viewed by many as a precursory sign of a recession.

The first world economy is still feeling the effects of the rapid climb of the  
dollar over the last few years, which weighs on the sales of exporting 
companies and multinationals, but the domestic economy is in top shape, as 

can be seen from the job market which continues to create jobs at a pace of 
over 2 million per year.

The persistent weakness of the price of oil is finally starting to get the better of 
U.S. production, which is decreasing on an annual basis. Forecasts from the U.S. 
Department of Energy point to a total reduction in oil production of one million 
barrels per day by the end of 2017, a drop which in itself could play a 
substantial role in restabilizing the world oil market. However, it’s important to 
keep in mind that energy-related sectors account for a mere 4% of the U.S. 
economy, compared to nearly 70% for consumer spending (see graph 8). 
Considering the benefits associated with strong job creation and the reduction 
in prices at the pump, it is reasonable to expect that the U.S. economy will 
continue to see robust growth based on the financial health of its households.

Despite this rather positive economic picture, the U.S. Federal Reserve (“the Fed”) 
adopted a position distinctly coloured by caution at the end of the quarter, as 
the Chair pronounced an anticipated speech that placed emphasis on the 
“considerable uncertainty” that remains in global markets. The Fed says it will 
keep a close watch on the impacts of this slow global growth, the general 
weakness in oil prices, and the volatility that affected markets at the beginning 
of the year, and has positioned itself as less inclined to embark on a course of 
monetary tightening. We are still of the opinion that the Fed will go ahead with 
two rate hikes in 2016, even if the Fed maintains its “dovish” tone throughout 
the year.

Canada: Transition taking place

Although the oil-producing provinces are still suffering from the repercussions 
of low oil prices, the hope of a return to a more diversified economy through a 
shift to the manufacturing sector seems to be becoming a reality.

The data pointing in this direction is growing: full-time job creation has 
migrated toward British Columbia, Ontario and Quebec, the three provinces 
benefiting the most from the loonie’s decline (see graph 9). Manufacturing 
deliveries also began the year on strong footing, as did exports of non-energy 
goods (see graph 10). In a context where U.S. economic growth remains solid 
and the Canadian dollar sits below its long-term equilibrium level (which is 
around 83 to 85 cents, see graph 11), the transition of the Canadian economic 
model should continue.

More specifically, we’ve seen that the loonie is closely tied to two major 
elements: the price of oil and expectations for Canadian monetary policy. As 
stated above, our expectations for oil price increases in 2016 are very modest.

As for monetary policy, expectations were high at the beginning of the year for 
the Bank of Canada to cut its key rate, given ongoing concerns over the 
manufacturing sector’s capacity to take over the helm as the new driver of 
economic growth. However, the Bank of Canada changed the cards at its 
January meeting, indicating that it preferred to wait for the federal 
government’s 2016 budget before taking a stand; this pulled the Canadian 
dollar up from its pit of less than 68 cents in mid-January.

Chart 2
Market Returns as at March 31, 2016

Index Returns (%)
3 months 1 year

FTSE TMX Canada 91 day T-bill Index 0.1 0.5 

FTSE TMX Canada Universe Bond Index 1.4 0.8 

S&P/TSX Composite Index 4.5 (6.6)

S&P 500 (Can. $) (5.0) 4.1 

MSCI - EAFE (Can. $) (9.1) (6.2)

MSCI - World (Can. $) (6.6) (1.3)

Exchange Rate (Can. $/US $) (6.3) 2.3 

Chart 3
Market Returns as at March 31, 2016 

Index Returns (%)
3 months 1 year

S&P/TSX Sector Returns
Energy 8.9 (15.1)

Materials 20.0 (8.3)

Industrials 4.0 (8.9)

Consumer Discretionary 3.1 (4.3)

Consumer Staples 7.1 16.4 

Health Care (67.3) (81.0)

Financials 3.7 2.1 

Information Technology 0.3 6.7 

Telecommunication Services 11.5 15.3 

Utilities 9.6 2.2 

  

S&P/TSX Composite Index 4.5 (6.6)
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Much weight rests on the federal government’s change of course in fiscal policy. 
The first budget of the Trudeau government, tabled in March, takes a direction 
that is diametrically opposite to that of the previous government, and opens the 
door to a temporary deficit in order to stimulate the Canadian economy.

Finance Minister Bill Morneau announced a budget deficit of more than  
$29 billion for the next two fiscal years, with over half representing targeted 
measures intended to put money into the pockets of taxpayers as well as 
investments in infrastructure.

This orientation is of some importance on the geopolitical front as Canada 
officially becomes the first G-7 country since 2008 to resume use of this fiscal 
tool as a means of stimulating growth. The general orthodoxy of the past few 
years has been, rather, to reign in spending (or even, elsewhere, to impose an 
austerity regime) and to let monetary policy do the work of reviving growth.

However, during this debate, people seem to have forgotten that the role of 
monetary policy is to stabilize economic cycles, not to create wealth, and that 
with interest rates so low, it is advantageous for a government to take out  
long-term loans and to invest in projects that will increase growth potential for 
future years. For these reasons, and given the fact that Canada has the lowest 
debt-to-GDP ratio of the G-7, we view the federal government’s change of 
course in a favourable light and suggest that investments in infrastructure be 
chosen judiciously so as to accelerate the transition process under way.

Financial markets: Worst start to a year in the history of Wall 
Street

There’s no doubt, the markets had a turbulent start to the year. After 10 
working days, the U.S. stock market was posting the worst year-start in its 
history and panic had quickly taken hold of most markets, fueling uncertainty 
over the viability of the economic cycle.

After a few roller-coaster rides, the tone finally turned positive in mid-February, 
a time that corresponded with the spark of hope elicited by the tacit agreement 
between Russia and Saudi Arabia over a possible freeze of oil production. The 
end result was that by March, most indexes were back to levels very similar to 
those observed in mid-December, when the Fed undertook its first rate hike, 
with a few exceptions (see graph 12).

First of all, in reaction to the more “dovish” tone adopted by several of the 
Fed’s governors, and in reaction to the improvement in the perception of the 
world economic outlook, the U.S. dollar halted its climb and even declined.

The Fed, as expected, did not modify its monetary policy in March. The Chair, 
Ms. Janet Yellen, reiterated a cautious message while implying that the strength 
of the U.S. economy and of the employment market should create conditions 
conducive to new rate hikes in 2016.

On this topic, the Fed’s new forecasts with respect to the suitable level of its key 
rate at the end of 2016 now point to two increases, compared to four during 
previous forecasts published last December. Like a game of cat and mouse, the 
reaction of the market (which was already anticipating only two raises in 2016, 
amounting to half of those suggested by the Fed), reduced its expectations in 
turn to just one increase. In short, the Fed will once again occupy a significant 
space in the psychology of the markets in 2016 given the direct relation 
between U.S. monetary policy expectations and most of the markets that 
concern us.

Second, after having been under pressure in January, the Canadian dollar rallied 
from a low of 68 cents to 77 cents, its highest in 2016, led by the recovery in 
oil, the improvement in Canadian economic data and, incidentally, the decline in 
the U.S. dollar.

Third, the more positive tone toward natural resources proved beneficial for 
both the S&P/TSX and emerging markets. After having under-performed the U.S. 

Chart 4
Asset mix: Diversified Fund (040)

Min. Neutral Max.
Actual 
Weight

Over Weight (+)/ 
Under Weight (-)

Change 
in quarter

Money Market 0 5 25 8.5% +3.5% -4.5%
Gold (ingot) 0 4.0% +4.0% +4.0%

Canadian Bonds 20 45 70 23.5% -21.5% -0.5%

International Bonds 0 0 15 0.0% 0.0% 0.0%

Total – Bonds 20 45 70 23.5% -21.5% -0.5%

Canadian Equities 5 25 45 39.0% +14.0% +1.5%
U.S. Equities 0 12.5 45 13.0% +0.5% +1.5%

International Equities 0 12.5 45 10.0% -2.5% -1.5%

Emerging Markets 0 0 45 2.0% +2.0% -0.5%

Total – Foreign Equities 5 25 45 25.0% +1.0% -0.5%

Total – Portfolio 100 100.0%
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market for the last few years, it has been the Canadian market’s turn to  
out-perform since January (see graph 13).

Finally, the price of gold surged by the most in close to thirty years in the first 
quarter, pushed by a renewal of interest among international investors  
(graph 14) who see it both as a source of diversification (the price of gold is 
inversely correlated to the S&P 500’s returns) and of protection against negative 
economic events. Moreover, the generalized low level of interest rates 
worldwide makes it such that the opportunity cost of holding gold is at an  
all-time low.

The Canadian bond market, measured by the FTSE TMX Canada Universe Bond 
Index, started the year on a positive note, with a gain of 1.4% in the first 
quarter. Short-term bonds were up 0.4% and long-term bonds rose 2.6%.

The U.S. stock market, after a difficult start to the year, returned to positive 
territory at the end of the quarter, posting a slight gain of 1.3% (-5.0% in 
Canadian dollars). The Canadian stock market posted one of the best 
performances in the world, with the S&P/TSX Index gaining 4.5% and the 
small-cap index up 8.5%.

The stock markets of Europe and Asia were all down in the first quarter, unlike 
the emerging markets which posted new gains. The European market, 
represented by the MSCI - Europe Index, lost 4.9% (-8.5% in Canadian dollars), 
the MSCI - EAFE lost 6.5% (-9.1% in Canadian dollars) and the  
MSCI - World Index was down 2.0% (-6.6% in Canadian dollars). Finally,  
the MSCI - Emerging Markets Index posted a gain of 2.8% (-0.9% in Canadian 
dollars). 

Strategy: Year of the S&P/TSX?

Despite all the volatility seen during the first quarter, our overall strategy 
remained the same, with a few minor adjustments.

We believe the Canadian stock market offers an attractive valuation and that 
the stabilization of oil prices around $40 per barrel is sufficient to revive 
international investors’ interest in the Canadian stock market, which had 
delivered one of the worst performances on the globe in 2015. Time seems to 
be proving us right, since the S&P/TSX has been among the best performers 
worldwide since the start of the year.

The U.S. stock market is offering a valuation slightly above its historical average, 
and should provide returns that are positive but inferior to those of the 
Canadian market in 2016. The strength of the U.S. dollar continues to  
weigh on the expansion of multinationals’ profit margins and we expect that 
earnings growth of companies listed on the S&P 500 will not return to positive 

territory until the third quarter of the year. In this context, it is appropriate to 
maintain exposure to U.S. equities but without allocating a weight greater than 
their target.

The markets of Europe and Asia offer, in our opinion, mixed prospects, given the 
apparent difficulties of the central banks in Europe and Japan to achieve results 
despite their stimulation efforts. Until proven otherwise, we will maintain an 
under-weighting in these markets within our diversified funds but remain 
attuned to any developments suggesting a reversal of the situation.

Our active management of Canadian dollar hedging with respect to its U.S. 
counterpart also bore fruit during the quarter. After entering 2016 with full 
hedging of our exposure to the U.S. dollar, we chose to withdraw the hedging 
early in January in reaction to the strong downward momentum observed in the 
Canadian dollar. Then, bolstered by the decision of the Bank of Canada not to 
proceed with another cut to its key rate, we reintroduced full hedging of our 
exposure to the U.S. dollar at the end of January and maintained it until the end 
of the quarter, thus giving strong added value to each of our diversified funds. 
We are maintaining a target of 78 to 80 cents for the Canadian dollar in 2016 
and preserving our currency hedging strategy.

We maintained the course with a strategy of overweighting in equities in the 
first quarter, and seized a few opportunities provided by the market’s volatility. 
Canadian equities now account for 38.5% of the Diversified Fund, of which 8% 
are in small-cap stocks. International equities now represent 26% of the assets, 
which is 1% more than at the end of the previous quarter.

The weight of bonds remains below the target, at 24% versus a target of 45%, 
the same level as at the end of the previous quarter. 

The cash balance now accounts for nearly 8.5% of the fund’s assets, and we no 
longer hold any direct exposure to the U.S. dollar. In fact, we fully hedged our 
exposure to the greenback in January and are now enjoying a rise of the 
Canadian dollar against the U.S. dollar.

Finally, for the first time since we took on the responsibilities of managing the 
Diversified Funds at the iA Financial Group, we initiated and maintained direct 
exposure to the price of gold, through forwards and futures contracts on the 
price of gold bullion and exchange-traded funds (ETFs) containing gold stocks. 
The current context of highly accommodating monetary policies and the threat 
of an upsurge in U.S. inflation provides an ideal environment for the return of 
the yellow metal as an asset class prized by international investors, as shown by 
the notable performance of the price of gold since January. 

Chart 5
Estimated Gross Returns for the Next 12 Months Starting on March 31, 2016

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

FTSE TMX Canada 91 Day T-Bill Index               0.50%                +          0.00% = 0.50%

FTSE TMX Canada Universe Bond Index               3.15%                +         (3.75%) = (0.60%)

Canadian stocks (S&P/TSX Composite Index) including dividends               8% to 11%
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Chart 6
Economic and financial scenarios

Economic scenario
Change since 

December 31, 2015

2014 2015 2016 2017 2018 2016 2017

United States Real GDP 2.4% 2.4% 2.5% 2.6% 2.2% -0.3% ---

Inflation rate 1.6% 0.1% 1.3% 2.2% 2.2% -0.3% +0.2%

Unemployment rate 6.2% 5.3% 4.8% 4.6% 4.6% --- -0.1%

Canada Real GDP 2.5% 1.2% 2.0% 2.4% 2.2% +0.2% +0.6%

Inflation rate 1.8% 2.2% 2.0% 2.0% 2.0% +0.1% ---
Unemployment rate 6.9% 6.9% 7.2% 7.0% 6.7% +0.3% +0.3%

Financial scenario* 
 

Targets
Change since  

December 31, 2015

Actual June 2016 Dec. 2016 June 2017 June 2016 Dec. 2016

Interest rate

U.S. 10-year rates 1.77% 2.00% 2.25% 2.60% -0.50% -0.45%

Canada 10-year rates 1.23% 1.30% 1.65% 1.90% -0.40% -0.25%
              

Exchange rates
$US/$CAD 0.77 0.78 0.80 0.81 +0.06 +0.05

$US/Euro 1.14 1.10 1.08 1.05 +0.05 +0.03

Oil price (WTI), $US 37.51 40 45 50 +5 +5

S&P 500 2,060 2,100 2,200 2,250 +100 +100

S&P/TSX 13,494 14,000 14,500 15,200 +1,000 +450

 
* end of period
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Source: NBF Economy & Strategy (data from Statistics Canada)
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