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Asset class commentary
Despite the advancing business cycle and less-compelling equity valuations, it’s too early to call the end of
the bull market. Equities are not as attractive as they were at previous points in the cycle, but there is still
potential upside in corporate profits. The outlook for bonds remains unexciting, but the recent increase in
yields has lowered valuation risk and bonds are critical in balancing against rising volatility and/or unexpected
deterioration in corporate profits. We have held large underweights in fixed income for a long time, but have
been narrowing that gap as the business cycle matures and yields rise. Nevertheless, we expect stocks
to continue outperforming bonds and have maintained a mild overweight in equities.
Fixed income
Our models continue to suggest that the long-term direction for
bond yields is higher, but the meaningful increase in yields over
the past quarter has alleviated valuation risk in the near term.
Bond yields are already reflecting expected inflation premiums
so, barring an inflation shock, any meaningful increase in the
U.S. 10-year bond yield over the coming years is likely to come
from a rise in real (after-inflation) interest rates. In our view,
real interest rates are unlikely to remain well below their
long-term average now that the economy has regained its
footing. The resulting upward pressure from rising real rates
on nominal bond yields means that fixed income may act
as a drag on investment returns for many years.

Regional outlook for equities
Canada
The S&P/TSX Composite Index closed 2017 as the
worst-performing developed-world equity market and
continued to underperform into 2018, falling 2.7% during
the three-month period ended February 28, 2018, while
the S&P 500 Index gained 3.0% and the MSCI World Index
advanced 2.3% (in U.S.-dollar terms). Underperformance
was likely due in part to concerns about the sustainability
of domestic economic growth and competitiveness as well
as uncertainty about the outcome of NAFTA negotiations.
NAFTA negotiations, the housing market and higher interest
rates remain potential headwinds for the Canadian economy
and equity markets, but the economy has exhibited some
strength with impressive employment gains last year. We expect
Canadian GDP growth to moderate in 2018 to 1.75% after last
year’s solid gain of 3.0%. In January, the Bank of Canada (BoC)
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21, 2018, and we expect
rates to rise another 75 basis
points to 2.38% this year. Policy-rate and yield differences
between Canada and the United States are likely to set the
path for the Canadian dollar going forward.
Market expectations for S&P/TSX aggregate earnings are
$990 in 2018 and about $1,100 in 2019, representing increases
of 10% and 12%, respectively. The biggest contributions
to earnings growth this year are expected to come from the
Financials, Energy and Materials sectors. We believe the
S&P/TSX Composite Index is fairly valued and carries slightly
less market confidence than the S&P 500 Index, which seems
justified given the concerns outlined above and the fact that the
Financials and Energy sectors account for more than half of the
Canadian market’s earnings.
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United States
The U.S. stock market recorded average returns over the past
three months ended February 28, 2018, rising 2.5%. Positive
performance in economically sensitive sectors was driven
by the continued synchronized global economic expansion,
still-accommodative global central-bank policies and low
market interest rates and inflation, which produced
better-than-expected profits for many U.S. companies.
Bond yields rose significantly during the period, providing
a headwind for some interest-sensitive sectors.
The S&P 500 Index rose about 13% during the year ended
February 28, 2018, driven primarily by solid earnings and
recent legislation that lowered the corporate-tax rate.
After three years of essentially flat earnings, the S&P 500 looks
like it will have generated roughly 12% profit growth in 2017.
The negative effect of a strong U.S. dollar and low oil prices,
which depressed earnings in the Energy sector, started to
wane a year ago and earnings growth has rebounded strongly.
Profitability also remains exceptional as the top quintile of
companies with the best profit margins are twice as profitable
as the rest of the market. Market conditions have clearly
changed since the turn of the year, but it is normal –
even healthy – for the market to have two pullbacks
and one or two corrections during a 12-month period.
Looking forward, our basecase assumption is that the
U.S. economy continues to
expand and that short-term
interest rates rise slowly
over the next year, but that
stock volatility is likely to be
markedly higher. The Fed is
raising short-term interest
rates, inflation is rising and
earnings expectations and
investor sentiment are high.
While rising asset prices, low corporate borrowing costs, falling
energy prices and inflation as well as a weakening U.S. dollar
are likely to turn into headwinds, the earnings cycle appears
to be intact and credit markets remain supportive.
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Europe
European equities remained fairly robust into the end of 2017
and rallied further during the early part of January 2018 before
falling back. The MSCI Europe Index rose about 10% during

2017 in euro terms and 2018 offers prospects for further gains,
albeit with a likely pickup in volatility. The economic expansion
looks synchronized and robust, but the polarization of valuations
in European markets will probably become an area of greater
investor focus.
European populism is still a simmering risk, with nationalist
inclinations in Eastern Europe, a messy recent election in Italy
and significant uncertainty with regard to Brexit outcomes.
At the market level, however, Europe still appears to offer value
in absolute terms and, most especially, relative to the United
States. We remain constructive on markets for 2018, but believe
that the risks are higher than they were last year. As a result,
we have reduced our long-term sector biases and have a more
balanced approach than in the last several quarters.
Asia
Asia-Pacific markets managed to edge higher in the
three-month period ended February 28, 2018, rebounding
from a broad global stock
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relatively low commodity
prices and a stable Chinese
economy. Signs of synchronized global growth are a positive for
export-dependent Asian markets and the lower U.S. dollar is a
boon for liquidity in the region.
For the first time in many years, China’s equity markets did
not disappoint in 2017 in terms of corporate earnings growth.
In fact, Chinese equities outperformed the regional benchmark,
with a broad index of Hong Kong-listed Chinese companies
adding about 18% in the three-month period ended
February 28, 2018, as Beijing emphasizes a path of slower, but
more sustainable growth in 2018. Underscoring the economy’s
robust profits have been China’s decisions to depress interest
rates and crack down on shadow banking and unregulated
investments, all without crimping growth too much.
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Emerging markets
In 2017, emerging-market equities had their best year
since 2009, returning 37% in U.S.-dollar terms. Sustained
outperformance was spurred by better fundamentals, attractive
valuations in absolute and relative terms as well as attractive
levels of trading for emerging-market currencies.

narrow as emerging countries move from cyclical plays to
consumption-driven economies. Technical indicators support
this positive performance as strong inflows lead to more
buying. We estimate that at least another US$100 billion
will be invested into emerging-market equities in the coming
months, potentially pushing markets higher.

While economic growth has accelerated globally, emerging
markets have experienced the strongest acceleration, aided
by an improving political environment with crackdowns on
corruption and significant reforms. The much-improved global
macroeconomic environment since 2016 is now translating
into better performance at the company level, including
stronger returns on equity and increased earnings growth.
Attractive valuations and currencies have also contributed to
outperformance as equities in the region are currently trading
at 1.8 times price-to-book value and at a 25% discount to
developed markets, although this margin will likely

There are, however, geopolitical and macroeconomic risks
to our positive outlook. U.S. relationships with many large
countries have deteriorated under Trump’s administration
and tensions with North Korea have the potential to re-escalate,
despite receding recently. We are also watching for a significant
slowdown in developed-world economic growth or a significant
rise in inflation that causes central banks to tighten policy
quickly to slow growth. Under those scenarios, we would likely
see the U.S. dollar appreciate while emerging-market currencies
and equities weaken.
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