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Robust, but inflation still lags 

Economies are doing very well, thank you. In spite of the expected impact from 

the hurricanes, the U.S. economy’s growth in the third quarter surprised most 

observers, reaching 3% according to the initial estimates of the U.S. Department 

of Commerce. Growth in the previous quarter stands at 3.1%. In Canada, even 

though we knew that the 3.7% and 4.5% growth achieved in the first two quarters 

of 2017 was unsustainable, the projected rate for the third quarter is still 2%. So 

the final figure for 2017 is expected to be approximately 3%. Annualized growth 

of the global economy now stands at around 3.7%, and the manufacturing indica-

tors (global PMIs) are almost systematically reaching unprecedented highs. 

Given such strong performance, the absence of inflationary pressures in the econ-

omies of the industrialized countries has come as somewhat of a surprise. Every-

where you look, inflation rates remain below the central bankers’ target ranges. But 

central bankers are still very much on their guard. Out of fear over the economic 

impacts of the recent hurricanes, the Fed chose not to raise its target range for the 

federal funds rate during the quarter, but it continues to indicate several hikes 

between now and the end of 2018. What is more, the Fed wants to begin unwind-

ing its balance sheet toward the end of the year. The European Central Bank (ECB) 

recently announced its intention to reduce its monthly bond-purchase program by 

half, from January to September 2018, when it will reconsider the strategy. 

Major rally in energy and commodities  

However, the significant increases we have seen in energy and commodity prices 

during the quarter can be taken as an early warning sign that inflation will eventu-

ally heat up. The member countries of the Organization of Petroleum Exporting 

Countries (OPEC) had an agreement to limit supply, and it held 

strong, such that the price of U.S. light crude, WTI (West Texas 

Intermediate), rallied 12.2% during the quarter. The agreement 

has been extended to March 2018, and Saudi leaders recently 

indicated that it may even be renewed beyond that date. The 

price of WTI is nevertheless down 3.8% from the start of the year. 

As for commodity prices, the CRB index, published by the Com-

modity Research Bureau, climbed 4.8% during the quarter, after 

slipping 6% in the previous quarter. These price increases do not 

come as a surprise, given the accelerating growth in the global economy. And 

since this trend is expected to continue, prices could rise even more over the next 

few months. 

There was volatility in the bond markets in the last quarter, following two recent 

increases in the Bank of Canada’s key interest rate and given the prospect of more 

rate hikes in the U.S. After touching 2.12%, the yield on 10-year U.S. Treasury 
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bonds rallied, ending the quarter at 2.33%. In Can-

ada, the Universe Index fell 1.8% during the quar-

ter, for a weak 0.5% gain on the year. There is now 

a very real possibility that the Canadian bond mar-

ket will post a negative result for the year.   

Storm brewing on the horizon 

As if in response to our greatest hopes at the start 

of the last quarter, no major social, economic or 

geopolitical crisis has yet tested the Trump admin-

istration’s ability to govern, despite all the bungling 

that the media have been reporting. Furthermore, 

for better or for worse (only time will tell), no pro-

gress has been made on implementing President 

Trump’s program. We are still waiting for tax re-

form, and an approval of an increase in borrowing 

power has now been delayed for a few months. 

However, the stock markets continued to rise, with 

gains of 3% in Canada and 4% to 5% in the U.S. 

indices and MSCI World Index. Volatility on the 

equity markets has remained very low everywhere. 

Despite the good performance by markets, there is 

clearly much concern in the financial centres. There 

were no geopolitical crises during the quarter, but 

several situations are preoccupying. 

Tensions with North Korea and in 

the Middle East remained high. 

American diplomacy, although 

roughly-handled by the current 

occupant of the White House, con-

tinues to stumble along. And in 

trade, the protectionist rhetoric 

across America and in Europe is growing into a 

roar. These are all warning signs that a storm is 

brewing, despite the optimism in the markets. 

AMETHYST ARBITRAGE FUND 

EVENT DRIVEN ARBITRAGE 

At the risk of repeating ourselves 

The chaos in the White House continued to ham-

per merger and acquisition activities in the third 

quarter. The Trump administration’s lethargic ap-

proach to making appointments to many key posi-

tions has delayed many decisions by the regulatory 

bodies, and this has distorted prices, particularly as 

transaction deadlines approach. Market participants 

have every reason to be concerned that requests 

for regulatory approvals may be rejected, but also 

that the buyers will let offers expire (without paying 

break fees) or offer a lower price in return for an 

extension on closing. 

This continuing slowdown in activity has caused a 

buildup of available capital, while investment op-

portunities have become fewer and farther be-

tween. Since demand outstrips supply, most trans-

actions can no longer offer sufficient return to ade-

quately compensate the investors. At the risk of 

repeating ourselves, caution and patience are still 

essential. We will continue to honour our policy of 

not deploying capital in situations where the risk 

return balance is poor.  

CONVERTIBLE SECURITIES 

Dealing with market euphoria 

The period was marked by the dangers inherent in 

such generous valuations in the current geopolitical 

environment, but also by the fact that we could not 

completely avoid risk, since the central banks ap-

pear confident enough in their economies to tight-

en their monetary policies. Given this situation, we 

have favoured high-quality companies while main-

taining positions in convertible U.S. securities that 

are already in the money, since they are the equiva-

lent of very affordable put options. This has en-

hanced both the quality and the liquidity of the 

portfolio, which can withstand any corrections that 

are sure to come, sooner or later, without suffering 

too much from volatility.  

Since our investments are in high-quality corporate 

debt securities, we are able to expand these posi-

tions while adjusting credit risk and counterparty 

risk in a way that optimizes our return in a bull mar-

ket, but without compromising our protection in a 

bear market.  

American diplomacy, although roughly-

handled by the current occupant of the 

White House, continues to stumble 

along. And in trade, the protectionist 

rhetoric across America and in Europe is 

growing into a roar.  

S&P 500, Growth Without a Significant Correction 
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None of the issuers in our portfolio suffered an 

unfavourable event that affected the business. 

This gave us more time to hunt for companies 

whose quality was improving, even though this 

had not been fully reflected in their valuations. We 

are expecting some attractive issues in the fourth 

quarter, and there are sufficient cash reserves in 

the portfolio to take advantage of any opportuni-

ties as they arise. 

FIXED INCOME 

Waiting for a sign 

In the last quarter, the fixed income segment was 

once again marked by narrower credit spreads and 

moderate volatility. As a result, returns 

on capital fell in our arbitration activities 

on these spreads, and the outlook for 

the medium term has deteriorated. The 

segment nevertheless made a positive 

contribution to the Amethyst Fund dur-

ing the quarter. We had positions on the 

yield curve favouring a flattening of the 

curve, and this allowed us to realize some gains. 

Long credit positions in agencies and provinces in 

the first half of the quarter and short credit posi-

tions in the rest of the period also contributed to 

the segment’s performance. 

The highlight of our management during the last 

quarter was reducing the average use of the risk 

envelope in terms of DV01 to 40%, or well below 

the target range. It should be recalled that average 

use in the second quarter was 60%, and it was 75% 

for the first three months of the year. This reflects 

our belief that the outlook for return over the next 

few months is modest at best. Toward the end of 

September we began taking profits on the posi-

tions that were based on a flattening of the curve.  

Despite having leaned toward short credit in Au-

gust and September, at this time we continue to 

favour long credit positions. Admittedly the 

spreads are narrower and no longer have the same 

ability to generate profits as they did 12 to 18 

months ago, so we are in no rush to deploy any 

additional capital. However, there are still no signs 

that the time has come to adopt net short positions 

on the credit spreads, since these spreads are not 

far enough below their historical average, but also 

because demand is still strong. And demand may 

well remain strong, as long as there is no turna-

round in risk-taking on the equity market.  

In the end, the Amethyst Arbitrage Fund generated 

a return of close to 1% in the Onshore version and 

1.3% in the Offshore version in the third quarter.  

EMERALD GLOBAL-MACRO FUND 

Excluding the energy component of the commodi-

ties sector, our transactions on most assets—i.e. 

equities, fixed income securities, currencies and 

commodities—made a positive contribution during 

the quarter, with the Fund generating a return of 

approximately 0.6%. Much like in the two previous 

quarters, the equity market was notable for its low 

volatility, but participants in the bond, currency and 

commodities markets were more indecisive. 

OUTLOOK 

All signs still point to ongoing economic growth. In 

the U.S., the growth should continue for the next 6 

to 12 months, although it will probably fall short of 

the 3% to 4% objective still being trumpeted by the 

current occupant of the Oval Office. The risk of a 

recession in this period still seems very low. The 

global economy will also continue to grow, to as 

much as 4% over the next few quarters.  

The highlight of our management 

during the last quarter was reducing 

the average use of the risk envelope 

in terms of DV01 to 40%, or well 

below the target range.  

VIX Volatility Index, Blatant Complacency 
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We believe that the central banks will continue to 

tighten monetary conditions. The Federal Reserve 

should soon begin unwinding its balance sheet. We 

have already had rate increases in Canada and the 

U.S. this year, and another hike is likely in the U.S. 

before the end of the year. It would not be surpris-

ing to see the Bank of Canada follow suit, but Gov-

ernor Poloz may still have some surprises up his 

sleeve. Even in Europe there is talk of monetary 

tightening. Although the European Central Bank 

should not be expected to introduce a rate increase 

any time soon, the recent announcement that it will 

begin scaling back monthly bond purchases is a 

first step in this direction.  

Geopolitical factors will continue to dominate the 

news in the next quarter, and Europe will surely not 

be spared. Just how far will political and civil diso-

bedience go in Catalonia? And what are we to 

make of the rather uncertain political future of the 

Prime Minister of the United Kingdom, as the Brexit 

negotiations begin to address some of the more 

difficult issues? A resurgence of tensions over 

North Korea or Syria could also occur at any time. 

Achilles’ heel     

No less attention will be paid to the U.S., where 

Robert Mueller, Special Counsel in the investigation 

into Russian interference in the last American elec-

toral campaign, formed a grand jury that has just 

announced its first indictments. The first target of 

these indictments was Paul Manafort, who managed 

Donald Trump’s presidential campaign. Michael 

Flynn, the White House’s former National Security 

Adviser, and Donald Trump Jr. could also be indict-

ed. An indictment of the current occupant of 1600 

Pennsylvania Avenue may not be far behind…  

If the wind picks up 

The U.S. Congress may adopt a tax plan with sub-

stantial tax cuts, and this may well serve as the cat-

alyst for a buoyant New York Stock Exchange in the 

fourth quarter. But there are still clouds on the 

horizon in terms of excessive investor complacency. 

The implied volatility of the S&P 500, as measured 

by the VIX, has fluctuated between 9 and 11 for 

some time now. But the S&P 500’s realized volatili-

ty is even lower, around 6% or 7%. Under these 

conditions, there is every indication that short posi-

tions on volatility are currently priced too high. This 

certainly adds to the risk of a ripple effect going 

through the equity markets if an unexpected event 

were to reverse the strong bullish trend that has 

prevailed since the U.S. election. If the wind picks 

up, indicating an impending storm, the impact on 

markets could be major. 


