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The pandemic is entering a new phase with vaccines at hand, case counts in decline and businesses
gradually resuming normal operations. Bond yields have surged, stocks have climbed to records and a
variety of market signals suggest that economies are on the cusp of a strong recovery.

Virus retreats, economic outlook improves

After a difficult few months, the virus situation has
improved significantly across the world’s major nations. The
number of new infections has plunged in just a few months
and global transmission rates have fallen to their lowest
level since the pandemic began. Tightened restrictions,
vaccinations and seasonal factors have all contributed

to curbing the spread of the virus. Containing COVID-19

has been critical to the economic recovery, which is now
underway and has much more room to grow supported

by significant monetary and fiscal stimulus. In fact, the
economy has been incredibly resilient for most of the
pandemic and the damage from the second wave of the
virus was milder than expected. We look for a significant
rebound in economic growth this year, with most economies
achieving pre-pandemic levels of output sometime this year
or next. Our economic forecasts were mostly upgraded from
last quarter and remain above the consensus.

Outlook is less clear with many variables

at play

Although our base case scenario is quite constructive, a
number of moving parts make the growth outlook less clear
than usual. Some of the risks include the unprecedented
nature of the pandemic, uncertainties related to the
distribution of vaccines and their efficacy against new
variants, and the possibility of another virus wave.

Uncertainties also exist around the potential for inflation
and amount of additional fiscal stimulus on the horizon.
Our assessment is that these risks are roughly balanced
in terms of their ability to turn out better or worse than
expected. The vaccine and the virus represent greater
downside risks, but the reverse is true regarding fiscal
support.

Inflation concerns mount but upward price
pressures are limited

The combination of significant ease in monetary policy,
central banks’ willingness to accept faster inflation,
historically high sovereign-debt loads and a push for local
production of medical supplies has investors concerned
that inflation could run too hot. Prices are indeed rising,
albeit off a low base, and we should recognize that

inflation expectations remain in line with levels of the past
decade. Expectations in previous crises that significant
growth in the money supply would lead to inflation haven’t
materialized because increases in the supply of money have
ended up in savings or been returned to banks as excess
reserves. It’s also worth keeping in mind that demographics
and sector effects related to technology, health care and
education are putting downward pressure on inflation. Our
view is that the underlying inflation trend will move higher
but that it will remain at low levels relative to history.
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Expecting further U.S. dollar weakness amid
tailwinds for cyclical currencies

The U.S.-dollar bear market is still in its early stages and
longer-term factors point to further declines. The recent rise
in U.S. bond yields has given the greenback a short-term
boost, offering investors a more attractive opportunity to
sell the dollar. An environment of stronger global economic
growth and higher commodity prices is supportive for
cyclical currencies. We expect emerging-market currencies
to outperform their developed-market peers and think
that the Canadian dollar can outperform among its G10
counterparts.

Bond yields surged, valuation risk recedes
Longer-term bond yields have surged as investors’
expectations of faster inflation and better economic growth
are offsetting the impact of central-bank efforts to hold
rates down. The U.S. 10-year Treasury yield rose roughly

50 basis points over the past quarter, moving above 1.50%
for the first time since the pandemic. Part of the increase
was due to real, or after-inflation, interest rates rising from
unsustainably low levels. We think real rates could rise even
higher but structural changes related to demographics, an
increased preference for saving versus spending and the
maturing of emerging markets will ultimately limit how high
they can go. Moreover, the recent surge in global yields has
dampened the acute valuation risk that existed in the bond
market and we think that bond prices could find near-term
support at current levels.

Stocks rise to record levels led by
economically sensitive segments

Global equities rose to new highs as the pace of COVID-19
vaccinations progressed, virus counts declined and
earnings exceeded expectations. The S&P 500 Index gained

5.6% in the past quarter and has climbed to more than one
standard deviation above fair value. We recognize there is
froth in some areas of the market and that valuations are
elevated, but our modelling suggests the possibility that
price-to-earnings ratios could rise even further as fears of
the crisis fade and interest rates return to normal levels.
While U.S. large-cap technology and momentum stocks are
expensive, equity markets in Canada, the U.K., Europe and
Japan remain below their fair values and offer compelling
upside. Furthermore, the economic recovery has stoked a
rotation out of traditional U.S. large-cap leadership into
other more economically sensitive areas of the market,
driving rallies in small- and mid-cap stocks, financials and
industrials, and value stocks overall.

Asset Mix — maintaining overweight in stocks,
underweight in bonds

In our base case scenario, the economy enjoys a powerful
rebound in 2021 as virus threats fade and normalcy draws
closer. We've seen a substantial jump in fixed-income yields,
and, for the first time since early 2020, we now expect
slightly positive returns for sovereign bonds over the year
ahead. Given the expectation of a solid cyclicals recovery
in economic growth and corporate profits, we believe a
bias toward risk taking remains appropriate. Although the
advantage of stocks over bonds has diminished somewhat
as a result of rising yields, equities continue to offer an
attractive risk premium versus fixed income. As a result,
we are maintaining our overweight position in stocks and
underweight in bonds. For a balanced, global investor, we
currently recommend an asset mix of 64.5 percent equities
(strategic neutral position: 60 percent) and 34.5 percent
fixed income (strategic neutral position: 38 percent), with
the balance in cash.
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