
 

 For investment professionals only 

 
 
 
 
 
 

 
 
 
 

 

 
Martin Lefebvre       Simon-Carl Dunberry 
CIO and Strategist        Senior Analyst 
(514) 412-8572         (514) 412-8384 
martin.lefebvre@bnc.ca        simon-carl.dunberry@bnc.ca 
 
 

Highlights 
Risk-on was the theme all through the month and March was a 
textbook example of the importance of focusing on long-term 
objectives and not submitting to panic. Investors who stayed 
the course were rewarded with a performance that erased all 
the previous 2016 losses. All the S&P 500 sectors showed 
positive numbers and helped the index record a solid 6.8% 
performance. As for the S&P/TSX it posted a respectable +5.3% 
as the energy sector (+9.0%) offset healthcare’s crash (-53.1%). 
 
On the fixed income side and currency side, U.S. 10-year bond 
yields closed the month at 1.78% (up 0.04%). Canadian 
counterparts posted the same increase to end the period with 
a yield of 1.23%. The Fed’s dovish stance dragged the U.S. 
dollar down as it weakened materially against the Euro (1.38, 
+0.05) and Canadian dollar (1.30, -0.05). 

 
Asset allocation strategy 
 In crude oil, the story has been the same for some time: 

unless an unforeseen event occurs, we expect the supply-
and-demand picture to be balanced by the end of the year. 

 We also think WTI prices are currently in the higher part of 
the range we have witnessed since December. 

 The Fed does not want to be ahead of the inflation curve and, 
by using this approach, it has more leeway in delaying hikes 
as it sees fit. 

 Technically the S&P 500 is currently subject to some 
resistance levels. The recent run-up in prices is at risk of 
running out of steam during the next few weeks before trying 
for a new breakout. 

 In fixed income, yields have already priced-in the new FOMC 
stance and, consequently, we think being neutral (both 
duration- and credit-wise) is the best course of action. 

Risky Business 
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Better, but risks still present
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Table 1  Market total returns

Asset classes March Q1 2015

Cash (3-month T-bills ) 0.0% 0.1% 0.6%

Bonds (Dex Overall Universe) 0.8% 1.4% 3.5%

   FTSE/TMX Federal -0.1% 1.1% 3.7%

   FTSE/TMX Corporate 1.6% 1.5% 2.7%

   FTSE/TMX BBB 2.1% 1.7% 2.5%

   BoAML High-Yield (USD) 4.4% 3.2% -4.6%

World equity MSCI (USD) 7.5% 0.4% -1.8%

   S&P/TSX 5.3% 4.5% -8.3%

   S&P/TSX Small cap 7.4% 8.5% -13.3%

   S&P500 (USD) 6.8% 1.3% 1.4%

   Russell 2000 (USD) 7.8% -1.9% -5.7%

   MSCI EAFE (USD) 6.6% -2.9% -0.4%

   MSCI EM (USD) 13.3% 5.8% -14.6%

Commodities (CRB index) 4.5% 7.1% -14.4%

   WTI oil  (US$/barrel) 13.5% 3.1% -30.9%

   Gold (US$/ounce) 0.1% 16.2% -10.4%

   Copper (US$/tonne) 3.7% 3.7% -26.1%

Forex (DXY - US Dollar index) -3.7% -4.1% 9.3%

   USD per EUR 4.9% 4.9% -10.2%

   JPY per USD -0.1% -6.4% 0.5%

   CAD per USD -3.9% -6.0% 19.1%

Source: Datastream 31/03/16
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Revisiting the factors that caused the crisis of 
confidence 
Markets are behaving much better now compared to the first 
two months: equities are on an uptrend and volatility is down 
(chart 2). In February’s letter, we argued that performances 
were impacted by a crisis of confidence caused by three 
factors: China’s stock market drop and Yuan depreciation, 
crude oil’s price decline, and energy credit risk contagion fears. 
Reviewing these risks will help us gain a clear understanding of 
their importance in the current uptrend, but also how they 
should evolve going forward. 

 
1. China’s stock market drop and Yuan depreciation: The 

situation is certainly better on this front (chart 3). At the 
beginning of the year, investors were nervous that signals 
sent by the weakening currency could be a possible sign 
that China was slowing down more rapidly than expected. 
Perhaps its leaders would try to “export their way” out of 
the slowdown and abandon their transition plan towards a 
more sustainable growth model? 

In such a situation, a vicious circle is created where a 
weakening Yuan generates additional sales and flight of 
capital that weaken the currency even further. The only 
way out of such a predicament is stabilization of prices or 
news that contradicts the overall trend. The recent market 
developments are certainly welcomed and Chinese 
Premier Li Keqiang also advised that the country would not 
devalue the currency to boost exports. These 
announcements from Chinese authorities will somewhat 
reassure investors. Nevertheless, the Yuan may well 
continue to gradually weaken as months pass by, but a 
“one-off” large devaluation seems to be off the table for 
now. This is good news for a market that is allergic to 
volatility. 
 

2. Crude oil’s price decline:  After falling by more than 70% 
from its 2014 highs, WTI’s recent performance finally 
appeased some of market fears. While the rebound of 40% 
is sizeable compared to mid-February lows, we think it 
may simply have been caused by speculators finally taking 
profits and, consequently, reducing the overall amount of 
short open interest positions (chart 4). 

 
Fundamentally, the story has been the same for some 
time: unless an unforeseen event occurs, we expect the 
supply-and-demand picture to be balanced by the end of 
the year. The short-term current situation is a mixed bag 
where bulls and bears can each make a compelling case by 
pointing towards different factors: 

 On the bull side: we can finally see some production 
curtailments in the United States. The International 
Energy Agency also expects downward revisions to 
production growth in non-OPEC countries such as 
Canada, Brazil and China while no growth is expected 
for OPEC countries. As for demand, it has remained 
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VIX: lowest point since the August 2015 correction
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Speculative money quickly reversed course
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fairly sticky, even when taking the recent market 
turmoil into account. Unless a recession occurs, an 
increase in consumption of 1.3% in energy products is 
still expected for 2016. 

 On the bear side: inventories are closing in on 
maximum capacity in the U.S. and, as such, have the 
potential to dramatically weaken prices (chart 5). The 
recent rebound may also exacerbate these risks. If 
prices were to continue to appreciate, we may find 
ourselves in the same situation as Q2-2015. The 
rebound to 60 dollars permitted companies to hedge 
with minimal profit margin, push back operational 
curtailments further down the road, and delay the 
supply-and-demand picture rebalancing. 

 
In a repeat of such a scenario, the impact (once prices 
decrease from a potential rebound) would be much 
more brutal as total inventory numbers are starting at 
a much higher level than last year. Capacity 
constraints would evolve from “difficult to manage” to 
“almost impossible to contain.” 

 
We think prices are currently in the higher part of the 
range we have witnessed since December. The sustained 
slow uptrend in price should only start this summer, once 
injection season is over and the supply-and-demand 
picture shows a clear improvement.  Until then we expect 
markets to remain volatile and vulnerable to sharp 
corrections. 

 
3. Energy credit risk and contagion fears: Even though cooler 

heads are now prevailing and general fears have waned 
somewhat in the last weeks (chart of the month), the 
dynamics that recently drove the energy spreads are still 
active: crude prices are still dealing with a market that is 

over-supplied. As a result, we expect high-yield bonds tied 
to this space to remain volatile as the sector continues to 
deal with downgrades and defaults. However, in light of 
the reduced fears with regard to the state of the U.S. 
economy and stock market stabilization, we think 
contagion risks have a better chance of being contained. 

 
In conclusion, these three factors are evolving in the right 
direction, but caution is still advised. Before we feel more 
confident about the stock market rebound, we would need to 
witness a form of de-coupling from crude oil price swings. Such 
a development would indicate that the energy market’s 
downturn effects on earnings and manufacturing are starting 
to fade. As for the Chinese economy, it still has to contend with 
over-capacity and reduced growth as it continues its economic 
transition plan. We believe investors can deal with a weaker 
Yuan, but the move will have to be very gradual. The PBOC and 
Chinese authorities will need to better communicate their 
policy in order to reassure markets that they are not reverting 
to the old unsustainable growth model.  

 

Fed: easier monetary policy for longer 
One example the PBOC should follow is the Fed, whose 
announcement, projections and subsequent press conference 
by Chair Yellen on March 16th gave a complete picture about its 
reading of the U.S. economy and expected policy path going 
forward. The median “dot plot” reduced the central bank 
expected number of hikes from four to two in 2016. 
 
Some were surprised, not only by the easier monetary policy 
set out by the members but also the dovish tone taken by Chair 
Yellen, especially when inflation seems to have ticked up 
recently. In the press conference following the rate 
announcement, she set the record straight with regards to the 
central bank’s objective and how it will react to the data: 
 

“So I want to make clear that our inflation objective is 2 
percent, and we are projecting a move back to 2 percent. 
And we are not trying to engineer an overshoot of 
inflation, not to compensate for past undershoots, so 2 
percent is our objective. But it is a symmetric objective, 
and we certainly don’t seek to overshoot our objective. 
But some undershoots and overshoots are part of how the 
economy operates, and our tolerance for those is 
symmetric with respect to under- and overshoots. We did 
take note in the statement of the fact that inflation has 
picked up in recent months. I see some of that as having 
to do with unusually high inflation readings in categories 
that tend to be quite volatile without very much 
significance for inflation over time. So I’m wary and 
haven’t yet concluded that we have seen any significant 
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uptick that will be lasting in, for example, in core 
inflation.” 
 

- Janet Yellen, press conference, March 16, 2016 
 
This means that the Fed does not want to be ahead of the 
inflation curve and, using this approach, it has more leeway in 
delaying hikes as it sees fit. Chair Yellen also noted a form of 
asymmetry in policy setting: the central bank can easily 
increase target rates should the economy justify a form of 
tightening, but easing would require unconventional tools. As 
such, the FOMC feels it needs to err on the side of caution 
when deciding about the timing of a more restrictive policy. 
 
But is that strategy warranted the current environment? Core 
inflation is set to eventually rise to the member’s target as 
employment continues on its strong trend set last year. The 
February numbers rebounded materially from January while 
wages are set to increase (chart 6). Consumer confidence is still 
holding up in the post-crisis high range and not giving signs of 
weakening, housing starts are at a 5-month high and non-
manufacturing PMI is still in expansionary mode. Although the 
Fed diminished appreciably its GDP growth expectations 
(table 2), there are no signs pointing to a recession.  
 

Although there are a lot of bright spots, Chair Yellen stressed 
that the domestic economy is facing some headwinds tied to 
“global economic and financial risks”. Expectations about 
growth abroad have been revised downward since the 
December meeting and have the potential to negatively 
influence the U.S. economy. The strong dollar is weighing in on 
exports and, even though the ISM manufacturing posted its 
first expansionary measure in 7 months (51.8 for March), the 
sector is still vulnerable to the currency strengthening. Another 
consequence of rising greenback levels would be lower energy 
prices, which would impact business investments and 
manufacturing figures in the sector, while further weakening 
emerging market economies and world economic activity. 
 
All these factors have to be taken into account by the FOMC 
and it seems that the central bank is taking the easier 
monetary policy path and making the bet that once inflation 
reaches the target, it will be able to react accordingly. Taking 
this approach weakens the USD and mitigates some of the 
global economic risks we discussed previously. 

 
Crude oil’s influence on S&P 500 valuations 
Energy levels are one of the global risks enumerated above 
that not only have an effect on the domestic economy, but also 
influence the S&P 500 financial ratios. Unsurprisingly, chart 7, 
confirms the assumption that profits for companies are tied to 
the WTI performances. It is interesting that the current 
earnings environment for the sector is somewhat similar to 
what we witnessed during the last financial crisis. 

However, the difference between now and the 2008/2009 
period is that presently, stocks are not underperforming 
enough to maintain a forward P/E that is within historical 
bounds (chart 8, next page). In the 2010 to 2014 period, on 
average, the sector was responsible for a 0.5 point decrease in 

Table 2: Fed Projections (median)

2016 2017

Real GDP 2.2% 2.1%

Unemployment Rate 4.7% 4.6%

Core PCE Inflation 1.6% 1.8%

Fed Funds rate Dec. projection 0.9% 1.9%

FOMC projection materials, March 16, 2016
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the overall forward P/E ratio index.  Today, the impact is a 0.5 
point increase.  The S&P 500’s ratio went from 15.3 to 16.6 
since January 2014: the energy sector contributed close to 1 
point to that expansion. While current valuation levels for 
crude producers are unlikely to maintain their actual levels, 
predicting when multiples might normalize is much more 
difficult. However, we can assume that once crude prices 
eventually rebound we should see ratio contraction for 
companies in the space. 

 
Asset Allocation 
While we are aware that market expectations are much more 
friendly to equities (global concerns have somewhat subsided 
since the beginning of the year), we would advise caution 
before entering in a full “risk-on” mode. 
 
Technically the S&P 500 is currently subject to some resistance 
levels (chart 9). The recent run-up in prices is at risk of running 
out of steam during the next few weeks before trying for a new 
breakout. The same can be said about Canadian equities and 
the loonie, as they are tied to crude oil performances which are 
vulnerable to sharp drops due to increased pressure from 
seasonal inventory build-ups. If such a drop should occur, great 
buying opportunities could present themselves and patient 
investors who kept some dry powder will stand to benefit 
greatly. 
 
On the fixed income side, the Fed’s dovish stance helped bonds 
perform well in the past weeks. However, the central bank will 
remain in a tightening mood and any marked improvement in 
the domestic or global economic situation will be met with a 
hike. Yields have already priced-in the new FOMC stance and, 
consequently, we think being neutral (both duration- and 
credit-wise) is the best course of action. High-yield bonds have 
bounced thanks to reduced credit spreads as energy prices 

recovered. However, the risks undermining the asset class are 
still present and we would advise caution by staying neutral 
until the picture clears up. 
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Cash Cash

Bonds Obligations

(Duration) (Duration)

   Federal    Federal

   Investment grade    Investment grade

   High yield (USD)    High yield (USD)

   Non-traditional income    Non-traditional income

World equities World equities

   S&P/TSX    S&P/TSX

   S&P 500 (USD)    S&P 500 (USD)

      Growth vs Value       Growth vs Value

      Large cap. vs Small cap.       Large cap. vs Small cap.

      Defensives vs Cyclicals       Defensives vs Cyclicals

   MSCI EAFE (USD)    MSCI EAFE (USD)

   MSCI EM (USD)    MSCI EM (USD)

Alternative investments Alternative investments

   Commodities    Commodities

      Energy       Energy

      Base metals       Base metals

      Gold       Gold

   Hedge funds (USD)    Hedge funds (USD)

   REITS    REITS

Source: Consulting Investment Committee

Equal EqualOver Max Over MaxMin Under

Table 3  Global Asset Allocation (Tactical vs Strategic)

3-month horizon 12 to 18-month horizon 

Asset classes
Weight

Asset classes
Weight

Min Under


