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Volatility Takes a Vacation

I'I"he financial markets remained unusually calm through the second
quarter as the global economy continues to heal and central banks
remain highly accommodative — which benefits stocks. We expect that
overall global economic growth will continue strengthening, stocks will
finish the year modestly higher, and interest rates will rise slightly in the
second half of the year.

Global stock indexes chalked up strong results for the first six months of the
year, thanks particularly to a robust second quarter. Markets were powered by
a strong tailwind of mostly upbeat economic news in June, continued tame
inflation, historically low interest rates, improving corporate fundamentals and

positive investor sentiment.

Canadian stocks led the pack with
the S&P/TSX up 6.4% for the
quarter and 12.9% year-to-date. Stocks
in the U.S. posted the next best returns
with the S&P 500 up 5.2% for the
quarter and 7.1% year-to-date in U.S.
dollar terns. Emerging markets posted a
half-year gain of 6.6% (CAD) — a
remarkable turnaround, since the
emerging markets were marginally
down for the year as late as April.
European stocks were up 3% (CAD) for
the quarter. Meanwhile, after posting
small losses last year, bonds have
gained so far in 2014 despite worries
that interest rates could rise. Six-month
bond returns ran in the 3%-4% range.

Canada’s returns were boosted by oil
stocks which are up 23% as a group for
the first six months of the year, vastly
outpacing the returns of the broader
market. Gains were driven by oil price
spikes as a result of recent turmoil and
escalating violence in Iraq and the
Middle East.

Staying Calm

Markets have been less turbulent
than usual despite the uncertain
geopolitical backdrop. Market volatility
(Exhibit 1) has been unusually low
since 2012, and the trend has continued.
The VIX index, which captures investor
expectations for short-term S&P 500
fluctuations, was at 11.6% at midyear,
versus a long-term average above 21%.
Other stock markets, along with the
bond markets, have also been more
tranquil than their norms.

Why volatility has remained subdued is
a hotly debated topic, but one key
contributor to keeping risk low has
been central bank policy. The world’s
major central banks continue to keep
short-term interest rates unusually low
and in some cases at historically
unprecedented levels. The Federal
Reserve’s overnight interest rate net of
inflation has been in negative territory
for much of the time since the Credit
Crisis — an unusually accommodative
stance relative to history. Such low
rates throughout the developed world
are helping companies and economies
to improve steadily (Exhibit 2).
Corporate fundamentals are also strong,
manifest in cash-rich balance sheets and

burgeoning profit potential. Together
with tame inflation and moderate global
economic growth, signals suggest that
we are in the middle, rather than a late,
stage of the economic cycle.

While there is never a shortage of
geopolitical risks to potentially upset the
markets, so long as easy-money policies
and economic growth define the
landscape, markets should continue to
remain calm. But it won’t last forever:
volatility is merely taking a vacation and
it’ll be back.

If economic growth strengthens, stocks
will likely do well, even if interest rates
rise. If growth weakens, but central bank
policies remain accommodative, any
negative market reaction will likely be
subdued. The risk is that slow economic
growth could coincide with tighter
monetary policies, which would increase
uncertainty and market volatility.

One way or the other, if history is a
guide, volatility will ultimately return to
its normal, higher level. While we can’t
predict what the catalyst will be or when
the change will occur, we do know that
central banks can alter their policies,
economic growth can sputter, interest
rates and inflation may escalate faster
than expected, and geopolitical risk can
suddenly explode. All these possibilities,
and others, could undermine the markets.

Portfolio Positioning

f volatility does reappear in the inter-

mediate term, our portfolios are well
positioned. In our balanced portfolios,
we continue to favour equities over
bonds with an emphasis on market
segments that offer good value and
potential downside protection. We still
favour blue-chip defensive dividend
payers and select household-name global
growth stocks. Our portfolios are diverse
with the top holdings straddling an array
of sectors and industries (Exhibit 4).

Within our bond portfolios, we continue
to avoid government bonds in favour of
shorter-term corporate issues and select
commercial mortgages. Our bond
portfolios are structured to pare bond
(interest rate) risk by remaining anchored
in shorter and intermediate durations,
where the impact of rising interest rates
is limited. o
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S&P 500 VIX Index

% Credit Crisis

80 @

70

60

50 Tech Bubble Bursts

Russian Financial Crisis

40

30

20

Markets have been less turbulent than usual

90 91 92 93 ©4 95 96 97 98 99 00 01 02 03 04 05 06 07 08 02 10 11 12 13 14

SOURCE: GENUS/DataStream

Exhibit 2 Low Rates Supporting Economies & Companies
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CAELCENENS

» The environment for equities remains favourable — central banks remain
accommodative, inflation is not an issue, the global economy is healing.

» The U.S. economy continues to strengthen, China is stabilizing, Japan is
picking up, and the Eurozone recovery has become entrenched.

» Geopolitical risk centres on Iraq and the Middle East and energy shocks.

» Developed economy central banks are likely to keep short-term interest
rates anchored at zero, keeping long-term rates from sharply increasing.

» Global growth stocks and high-quality global dividend payers, corporate
bonds and commercial mortgages are favoured in the current environment.
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Global decoupling continues

The main themes of diverse and uncoupled global economies are
intact as we enter the second half of the year: a firm U.S., a fragile but
growing Eurozone, an uncertain Japan, China still slowing but stabilizing,
and continuing troubles for Russia and Brazil. The unrest in the Middle
East and ongoing Ukraine turmoil are keeping the markets on their toes.

U.S. Strengthening

Recent strong reports have confirmed
that the U.S. economy has recovered
from its early 2014 weather-induced
slowdown, and is expected to grow at
around 2.5% this year. Evidence points to
manufacturing being strong and getting
stronger while industrial production is
being supported by the manufacturing and
energy renaissances. Consumer spending,
however, is being hampered by a reliance
on income for purchases a reluctance to
use credit. This is a good thing longer-
term, but it’s tough now for retailers.

The recovering economy has helped push
U.S. stocks to new records and should
help support earnings growth in the
second half of the year, especially for
large-cap household brand names and
cyclical stocks in the Energy, Materials,
Technology and Industrials sectors.

Eurozone Still Fragile

Despite the ongoing Ukraine turmoil
and Middle East bloodshed,

Eurozone business and  consumer
confidence have ticked down just slightly,
remaining at decent levels. But deflation
risks, high unemployment, and a still-
struggling banking system indicate the
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Compound Annual Returns
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Past performance is no guarantee of future results.

1 Mandate change: Genus U.S. Equity mandate changed to Global Equity mandate as of September 14, 2012.
2 Mandate change: Biosphere Canadian Equity (100%TSX) changed to Biosphere Dividend Equity (40% TSX, 30% S&P 500,

3 Mandate change: Biosphere Global Equity (50% S&P 500 / 50% MSCI EAFE) changed to Biosphere CanGlobe Equity (40%
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