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ECONOMY 1

Donald Trump’s arrival in the White House has had an impact on markets as
much as minds. The spectacular market surge that began the day after the November 7 election returned in a second wave in February following his inauguration as 45th President of the United States of America. But after a few weeks, it
became evident that he would face an uphill battle turning rhetoric into action.
His plan to limit immigration was twice blocked by a federal court, and the plan
to replace Obamacare did not receive the support of Congress. Furthermore, the
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President’s tax reforms, which he announced would be “phenomenal”, had to be
pushed back two months. As a result, the stock markets marked time in March.
They then peaked again, as a populist disaster appeared to have been avoided
following the first round of France’s presidential election.

The U.S. Federal Reserve (the Fed) continued to normalize monetary policy, raising the target rate on federal funds (fed funds) by 25 basis points on March 15.
The rate is now in a range of 0.75% to 1%, and the decision was one vote short
of unanimous. In addition, the Fed has not yet provided any information on how
it intends to manage its balance sheet. Will it soon begin trimming its balance
sheet by selling some of the securities purchased during its quantitative easing
programs? Although we believed that this initiative would begin in 2017 rather
than 2018, as yet there the Fed has not spoken to the issue. For now, all indications are that the Fed will continue to reinvest interest coupons. As for the economic outlook, it has indicated that the risks in the short term appear to be fairly balanced. Inflation has been on the rise for several quarters and is approaching the Fed’s objective of 2%. Aware that economic
growth in the first quarter would be rather anemic (an
initial estimate of 0.7% was announced at the end of
April), Janet Yellen, Chair of the Fed, mentioned at a
press conference that rates would be increased grad1002 SHERBROOKE ST. WEST
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need to see economic indicators improve in the

...Janet Yellen, Chair of the Fed, mentioned
at a press conference that rates would be
increased gradually, and that markets
should not expect increases every three
months. It would appear that the Fed will
need to see economic indicators improve
in the spring before announcing
another rate increase in June.

spring before announcing another rate increase in
June. Particular attention will be paid to conditions in the labour market, among
other things. The figure for March was disappointing, with the economy creating only 98,000 new jobs.

The agreement reached in December between the

The profits of S&P 500 companies finally showed

members of the Organization of Petroleum Ex-

positive year-over-year growth in the fourth quar-

porting Countries (OPEC) on a production ceiling

ter of 2016, up 9.27% compared to the end of

kept the price of WTI (West Texas Intermediate)

2015. Year-over-year profits have been slipping

light crude in the range of US$52-$53 through

for the last two years. This renewed growth will

January and February. This level was enough to

very likely continue over the next few quarters,

bring many American wells back into production,

since the economy is expected to grow at a rate of

and statistics indicate that crude inventories have

over 2% and the risk of recession is, all things con-

expanded in the U.S., so the price of black gold

sidered, very low for the next 6 to 12 months.

“Commodity Research Bureau” (CRB) Index

slipped to $47.50 in March. Despite some upward
movement, the price of oil remains below US$50.
OPEC members are scheduled to meet again in
June. For now, they have indicated a desire to
maintain the existing agreement. It remains to be
seen whether representatives at the meeting will
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A positive yield, despite the Walgreens trip-up
One of our positions, in Rite Aid, was hard hit
when Walgreens trimmed 20% from its offer on

be satisfied with the market price.

January 30. We took a position in December when

The global economy appears to be in clear recov-

pharmacies to Fred’s Inc. to appease the Federal

ery mode. Only very recently the International
Monetary Fund (IMF) predicted growth of 3.5% in
2017 compared to 3.1% in 2016. In January, the
IMF was speaking of 3.4%. This hike in its forecast
may appear negligible, but we should not forget
that over the last few years the IMF has repeatedly
had to downgrade its forecasts. In the U.S., the
increase in public spending proposed by the new
President could, according to the IMF, allow U.S.
GDP to grow 2.3% in 2017 compared to 1.6% in
2016. In the United Kingdom, Brexit is not causing
too much concern, the organization expects 2%
growth in 2017.

the company announced its intention to sell 865
Trade Commission (FTC), which had until then
been blocking the merger to maintain competition in the pharmaceutical industry. Since shares in
Fred’s doubled in price following the announcement, we had sold the stock short to protect our
position in Rite Aid. However, the gains realized
on selling short during the quarter did not entirely
make up for the book losses incurred on holding
shares in Rite Aid, the opposite of the situation at
the end of 2016. We have since scaled back the
position slightly, and expect a favourable outcome
by the end of June.
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In addition, the market was rather active in the

government, which is in the second year of its first

first quarter, even though the median size of an-

mandate, will begin to have an impact, enhancing

nounced transactions was smaller, particularly in

economic growth in Canada. Since investors are

the U.S. And this is just as well, since that is our

looking for fixed income securities with minimal

preferred niche. We took advantage of the situa-

exposure to the risk related to low interest rates, the

tion to participate in 41 new merger transactions

time may be right for new issuers of convertible se-

through shares and 5 through debt instruments.

curities. This is the environment in which we will con-

Merger and acquisition activity
...the market was rather active in
the first quarter, even though the
median size of announced transactions was smaller, particularly in
the U.S. And this is just as well,
since that is our preferred niche.

involving high-yield or convertible
bonds was modest in the last
quarter. However, given that acquisitions take time, the positions
we acquired continue to provide
interest coupons as we wait for

the transaction to be completed.

tinue to carefully manage this part of the portfolio.

FIXED INCOME
Yield curve no longer getting steeper
In the previous quarter we began a strategic migration due to the steeper yield curve. The strategy, which consisted of purchasing 5-year bonds
and selling long-term bonds, had served us well at
the start of the quarter as the spread between

The election of Donald Trump left its mark on

short and long rates widened. But the trend has

mergers and acquisitions. U.S. arbitrageurs, con-

reversed since mid-March, leading to losses on

cerned by the new President’s inflammatory rhet-

these positions. For now, we have not changed

oric about economic and trade relations between

our view and are maintaining these positions.

the U.S. and China, continue to discount the value
of transactions announced when the acquirer is
Chinese. For now, the CFIUS (Committee on Foreign Investment in the United States) has continued to approve transactions as before.

Time has come to reduce our low-delta positions
Given the many geopolitical uncertainties, we have
managed with the goal of lowering risk and increasing delta. Well-priced positions give us maximum
in the markets. Trimming our
low-delta positions has also
reduced our use of capital and
provided a better cushion in

spread volatility, as the corporate sector performed better than that of government agencies
and the provinces. Reasonable returns on capital
generated no urgency to sell more or make massive additions to our positions. Stable spreads

CONVERTIBLE SECURITIES

protection against a sharp drop

The first quarter of 2017 was marked by low credit

gave us few opportunities for capital gains, but
capturing our structural carry resulted in a slightly
positive return.
During the quarter we used 70% of the risk envelope, on average, expressed in

The initiatives of the Trudeau
government, which is in the second
year of its first mandate, will begin
to have an impact, enhancing economic growth in Canada.

case of substantial increases in
credit spreads and risk. Overall, there were no negative credit events in the last quarter, as credit quality
generally improved and markets remained relatively
liquid. In spite of this, the Canadian market offered
no new issues of convertible debt or warrants in the
first quarter. We nevertheless added two new posi-

terms of the dollar value of a
basis point (DV01), which was
5% higher than the previous
quarter.

When

the

credit

spreads on government agen-

cies and provinces widened in January, we seized
the opportunity to rotate the portfolio toward
securities with longer maturities. We sold shorterterm government agency securities and migrated
to provincial securities with 5 to 10-year maturities, which offered better returns on capital.

tions in Canadian convertible securities through the

Credit spreads offer some value, but they are less

secondary market.

attractive than they were 12 to 15 months ago. As

The next few quarters may nevertheless give us
more to work with. The initiatives of the Trudeau

a result, we are in no rush to deploy more capital
as a buyer. Furthermore, there is nothing to sug-
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gest that we should adopt a more defensive atti-

greenback. In commodities, we tend toward long

tude. Give the rather limited opportunities availa-

positions on oil and certain other products.

ble at this time, use of the risk envelope expressed
in terms of DVO1 should stay at around 65%-75%.

EMERALD GLOBAL-MACRO FUND

Apparently there is no escaping more of the same
in the second quarter. More than ever, Donald Trump and the Fed will be making headlines.

Surprising volatility in bond yields
A significant drop in bond yields and a general decline in commodity prices in March severely tested
our strategies, leading to the negative performance
recorded for the first quarter. At a time of low volatility in equity and credit markets, the bond, currency and commodities markets were marked by much
more indecision. Our directional positions in equities and our spread positions on the European sovereign credit market could not offset the negative
impact of our directional positions in bonds, currencies and commodities.
At a time of low volatility in equity
and credit markets, the bond, currency and commodities markets were
marked by much more indecision.

Still Trump, but also the Fed

The first three months of the year gave us an initial
glimpse of the Trump era. If one thing is certain
with this White House, it is that from now on there
will be no more certainty: announcements made
one day can always be reversed the next day. Given the dominant position of the U.S. in global economics and politics, this new dimension of American management may well complicate the lives of
arbitrageurs. They became accustomed to moving
from risk-on to risk-off regimes as economic and
political developments unfolded, but now they
also have to deal with the inconsistencies of the

Our strategic outlook for the

new President. It is safe to say that no algorithm

next quarter is relatively un-

can capture this factor!

changed. We continue to have a

The hike in the federal funds rate in March oc-

positive view of the equities mar-

curred at a time when the economy was experienc-

ket, leading us to allocate 25%-30% of the portfo-

ing its slowest growth in three years. Should we

lio to equities, spread across the U.S, European

see some contradiction here, one that could lead

and emerging markets. As for the bond market,

to even more surprises over the next few quarters?

since we expect rates to rise, we will maintain

Just one or two months ago, a rate hike in June

short positions in 10-year terms, in Canada as well

appeared certain. Now it is much less likely. On the

US Treasuries — 10 year

as in the U.S., Europe and the United Kingdom. On

bond markets, there is little doubt that long-term

the currency markets, we prefer the U.S. dollar to

rates will come under more upward pressure over

the yen, and we prefer the Canadian dollar to the

the next twelve months.
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