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Market overview
The Canadian equity market continued its ascent in the third
quarter. The S&P/TSX Composite Index rose 5.5%, marking its
third consecutive quarterly gain and resulting in a remarkable
year-to-date return of 15.8%. The positive performance was
broad-based with seven out of eleven sectors outperforming the
index. Interestingly, market leadership rotated significantly from
the first half of the year. After being the worst-performing sectors
during the first six months of the year, technology and health care
were the top-performing groups during the third quarter. The
other mid-cycle sectors also outperformed, with industrials and
Consumer Discretionary stocks posting solid gains. The Materials
and Real Estate sectors underperformed this quarter along with
the defensive Telecommunication and Utilities sectors. The
index’s strong performance was underpinned by solid corporate
earnings that exceeded consensus expectations by the largest
margin in over two years. The quarter was also marked by large
M&A announcements, notably the merger of Enbridge and
Texas-based Spectra Energy to create the largest energy
infrastructure company in North America, as well as the merger
of Canada’s two largest fertilizer producers, Potash Corp. and
Agrium.
Global equities also posted strong performance, ending the
period up 7.1%. Within the major developed markets, Japanese
equities outperformed while U.S. equities underperformed amid
mixed economic data. At its September meeting, the Federal
(Fed) Reserve Board left rates unchanged, but stated that one
increase this year is appropriate barring any major risks to the
economy, which led to increased expectations of a December
rate hike.
European equities rebounded from the late June sell-off as
European financials recovered on strong earnings and prospects
of a U.S. Fed rate hike. The European Central Bank left interest
rates unchanged and asset purchases at EUR 80 billion a month,
which disappointed market participants. The Bank of England cut
its key lending rate by 25 basis points and expanded its asset
purchase program in an effort to boost growth following the Brexit
vote.
Japanese equities outperformed aided by Bank of Japan’s new
monetary policy framework announced during the quarter that
suggested that it will continue to expand its balance sheet. It also
increased its purchases of exchange traded funds to 6 trillion yen
per year, from 3.3 trillion previously and Prime Minister Shinzo

Abe’s government announced fiscal stimulus of more than 28
trillion yen.
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The Canadian portion of the portfolio outperformed its benchmark
over the quarter primarily as a result of strong security selection,
while sector allocation was also positive. Selection in the
Financials, Materials and the Utilities sectors was the largest
contributor. The overweight exposure to the Technology sector
was the largest contributor to sector allocation, as the sector was
the best performer in the quarter. The underweight exposure to
the Health Care sector detracted from added value, as did
security selection in the Industrials sector, which included the
overweight exposure to MacDonald Dettwiler & Associates (4.6%).
The global portion of the portfolio underperformed its benchmark.
This was largely driven by security selection amid the broad
rotation to cyclicals we experienced during the quarter. Security
selection detracted in the U.S. and Japan, but contributed
positively in France and Italy. Notable detractors from
performance were Bristol Myers Squibb Co. (a U.S. based
pharmaceutical company) and Chubb Limited (a U.S. based
property and casualty insurance company). However, country
allocation contributed positively, including an overweight to Japan
and South Korea.

Outlook
We remain vigilant in terms of the risks associated with a
significant increase in the value of the US dollar or further
weakness in the value of the Chinese yuan. We expect corporate
earnings to begin to rise in North America as the negative
impacts of low commodity prices and currency headwinds
continue to fade. Should signs of higher economic growth
emerge, we expect to further increase exposure to companies
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that typically perform well in a late-cycle environment, as
valuations continue to look attractive in that segment of the
market.
While global growth remains lackluster, we remain constructive
on global equities, particularly relative to bonds, given a
supportive fundamental backdrop, although we expect future
returns to be modest. At current levels, valuations are not
particularly demanding - the MSCI All Country World Index is
trading at close to its long-run median with relatively attractive
valuations in regions such as Japan and Emerging Markets.
Additionally, we believe that concerns over slowing global growth
will continue to support the “lower for longer” interest rate theme
for central banks and in turn support equities. Fiscal stimulus is
also likely to be supportive of growth and/or boost market
sentiment, in turn providing a potential tailwind for equities. It is
also worth noting that a number of countries in both developed
markets (Japan, Spain and Italy) and emerging markets (China
and Thailand) are implementing reforms that should benefit their
economies over the long-term.
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Some of the risks we continue to watch include upcoming
elections and referendums in a number of countries in the
Eurozone and also in the U.S, which could contribute to capital
market volatility. With interest rates at all-time lows, currency
intervention has been increasingly used as a tool to bolster
growth as we saw in China with the devaluation of the renminbi.
Continued currency devaluations could contribute to capital
market volatility.
In this environment, we believe it is important to have a portfolio
that is well diversified and well-constructed. Country allocation
will also remain key. Given our focus on high quality companies
through the lens of EVA, we believe we are positioned to
withstand volatility. A key tenet of our philosophy centres on
EVA, with sales growth, margins and asset turns the main drivers
of the process. We remain focused on investing in companies
that can create positive economic value added and that are
trading at attractive valuations
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