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The Caisse de dépdt et placement du Québec, a totally
autonomous institution in its investment management
operations, was formed in 1965 to manage the funds
arising from various public pension and insurance plans.
Its mandate is to ensure that the funds under its
administration generate a profit through sound invest-
ments and also to support Québec's economic develop-
ment. To achieve these objectives, it uses the best
investment vehicles available, including bonds, shares
and convertible securities, mortgages and real estate
investments. The Caisse is one of North America’s major
financial institutions. Its principal place of business is
located in the heart of Montréal, a first-class financial
center.

Today, twenty years after its founding, the Caisse
manages investments totalling over CA$23 billion.
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HIGHLIGHTS OF THE YEAR
(in millions of dollars)

ASSETS UNDER MANAGEMENT 1985 1984
Total book value 22,543.4 20,148.3
Excess market value over book value
of investments 2,609.9 636.8
Total market value 25,243.3 20,785.1
BREAKDOWN OF ASSETS UNDER MANAGEMENT
Investments
Bonds 14,541.9 12,850.3
Shares and convertible securities 6,821.4 5,395.6
Mortgages 1,269.9 1,155.0
Real estate investments 372.9 339.0
Short-term investments 1,797.7 642.1
Total investments 24,803.8 20,382.0
Other assets 439.5 403.1
Total market value 25,243.3 20,785.1
DEPOSITORS' HOLDINGS
Régie des rentes du Québec 12,423.2 10,538.8
Commission administrative des régimes
de retraite et d'assurances 5,438.4 4.210.5
Régie de |'assurance automobile du Québec 3,290.9 2,514.2
Commission de la santé
et de la séeurité du travail 2,177.9 1.956.4
Office de la construction du Québec 1,745.3 1,474.7
Other depositors 12.7 11.0
Total depositors’ holdings 25,088.4 20,705.6
Liabilities 154.9 79.5
Total market value 25,243.3 20,785.1
NET DEPOSITORS’ INCOME 2,299.5 1,963.9
NET DEPOSITORS' WITHDRAWALS 358.9 229
INTERNAL RATE OF RETURN ON TOTAL
DEPOSITORS™ HOLDINGS (in percentage) 24.0 10.1




BOARD OF DIRECTORS' REPORT

The Caisse de dépit et place-
ment du Québec's Board of Direc-
tors is pleased to submit the
financial results for the vear
ended December 31, 1985.

The rate of return for total
funds under management reached
24% in 1985, exceeding the infla-
tion rate by 19.6%.

Computed over the last eight
years, which represents the main
reference period used in previous
reports, the compound average
annual rate of return totalled
13.9% , while the average rate of
inflation for the same period was
7.9% . Funds under management
therefore yielded 6% above infla-
tion for the eight-year period.

The Caisse, celebrating its
twentieth anniversary, has
obtained a compound average
annual rate of return of 12.1%
since its inception, exceeding the
rate of inflation by 4.9% for the
same period.

Those figures accurately
reflect the results achieved
throughout the vears. The Caisse
was created by of an act of the
Québec Assemblée nationale on
July 15, 1965 and made its first
investment on February 14,
1966. As the records show, the
transaction consisted of acquiring
$500,000 in bonds of the Interna-
tional Reconstruction and Devel-
opment Bank,

Twenty vears later, in 1985,
the Caisse generated investment
income of $2.7 billion. This new
record high represents an
increase of $618 million over the
previous year. [ncome for 1985
thus brings the total net income
generated year after vear by the

Caisse's investments since its
inception to some 14 billion. For
the last five years alone (1981-
1985), total net income amounted
t0 $9.4 billion.

During 1985, the Board held
special meetings to assess the
results and operations of the
vears 1981 to 1984 and define the
policies and orientations for the
next five-year period.

At those meetings, it was
recognized to what extent the
(Caisse has been successful in
reconciling its dual objective
throughout the years by ensuring
the security and optimal return of
funds it is entrusted with and
supporting Québec's economic
development,

The Caisse intends to continue
these efforts in coming years and
is happy 1o note that an increas-
ingly large number of business
people subscribe to this dual
objective and even strive to
achieve it in their own business
operations,

Our society’s economic devel-
opment is dependent upon the
ever increasing cooperation of its
various economic agents, Asa
Québec financial institution, the
Caisse endeavours to promote
this cooperation and actively
encourages it,

The Caisse's objectives there-
fore naturally require its partici-
pation together with public or
private enterprises in developing
major finaneial or industrial
projects, supporting the growth
of new local businesses through
loans or investments, and acting
as an innovator and initiator on
financial markets.

Furthermore, the Caisse
devotes particular attention to
the quality of Montréal's financial
market, which is of the utmost
importance for its healthy man-
agement, and is happy to see
international financial activity
expand in Montréal.

The Caisse itself manages a
large volume of foreign invest-
ments. These investments are
aimed at reducing, through diver-
sification, the risks associated
with managing a portfolio. They
are also intended to yield a better
return, specifically through
investments in firms that operate
in certain particularly dynamic
sectors, which are almost nonex-
istant in our economy. Thus, for
the third consecutive year, the
(Caisse invested in the share capi-
tal of foreign enterprises. Such
investments, whose profitability
is being established, now aggre-
gate $410 million, or 1.6% of the
overall portfolio. As for invest-
ments in U.S, government securi-
ties acquired on a temporary basis
and for purposes of strategy and
the protection of the bond portfo-
lio, they have ranged from
CAS$1.1 to $1.4 billion during the
vear. Such transactions generated
profits of CA$175 million,

Because of its openness to
other economies and also because
of the size of its assets and its
excellent reputation, the Caisse
has become a credible representa-
tive and an increasingly sought
financial partner by foreign enter-
prises which wish to invest here.

For twenty years, the Caisse
has been very active on the pri-
mary market for Gouvernement
du Québec, Hydro-Québec,

municipal and school board bonds.

It also operates on the secondary
market for Gouvernement du
Québec and Hydro-Québec bonds.




Over the last twenty years,
the Caisse’s investments have
generated over $14 billion in
net income owing to the
outstanding efforts of its
portfolio managers and
partners. For 1985 alone, .
reached $2.7 billion.
The 24% rate of return

our Institution has
been diversifying its
investments by
acquiring real
estate, [t has care-

exceeds the inflation
rate by 19.6%.

Those operations lie within the

seope of several objectives that
were set out at the time of its
inception, namely; to meet the
Québec public sector's financing
needs without isolating it from
financial markets and to ensure

an orderly and broader market for

securities of the public sector.

In this field, the ever fragile
balance between the different
requirements and objectives of
the various institutions concerned
can be kept by maintaining
relations which respect these
institutions and are ultimately
concemned aboutl Lhe interests of
all Québec men and women,
whet her taxpavers, ril'].\l ISILOrs Or
beneficiaries, now or in the
future

In the mortgage sector, the
(Caisse has constituted a high
quality portfolio favouring new
construction projects. Amounting
to $1.26 billion, investments
included in this portfolio are
spread out in all regions of Qué-
bec. For almost five years now,

fully acquired a
partfolio of some
$311 million whose
growl h i.‘\ "‘Kl\l‘r]'t"li
to continue, particu-
larly through the
impetus of the
Société [mmaobiliere
Trans-Quebec, in
which the Caisse is
associated with several institu-
tional investors

In addition to its stock market
investments, the Caisse has
diversified into corporate invest-
ments over the years by acquiring
interests in dvnamic enterprises
50048 to meet their needs for
funding or growth

These investments, which are
generally large in terms of value
or percentage, entail additional
responsibilities with regard to the
enterprises and their shareholders
as a whole.

Our Institution thus strives to
honour its commitments com-
petently and open-mindedly,
thereby hoping to further con
tribute to the development of
these enterprises for the greater
benefit of all Quebecers.

As a result of the pooling of
the financial reserves and
resources of Québee's population
through various pension and
insurance plans and the substan-
tial income arising from healthy
management, the Caisse's assets
have reached, after twenty years,
a size which entails greal respon-
sibilities. The Caisse is well aware
of those responsibilities and

assumes them conscientiously
Over the yvears, activity has
become concentrated on the
international financial scene. In
fact, the number of participants
involved has increased but also,
most remarkably, there has been
strong growth in the volume of
husiness and assets of a certain
number of financial enterprises
and institutions.

The Caisse can now start to act
effectively in the world of finan-
cial and industrial giants where
billions are the measuring unit
and fierce competition between
enterprises and countries is now a
standard strategy

On behalf of
the Board of Directors,

"%_&....4.%

Jean Campeau

Chairman of the Board
and General Manager
Montréal, March 14, 1986




REPORT THE ECONOMIC ENVIRONMENT
OF OPERATIONS

Growth in the United States slack
ened considerably in 1985. In Canada
however, it continued at somewhat the
same pace as in 1984, Nevertheless,
interest rates, the inflation rate and
profit increases in both countries
revealed a similar pattern: all three
dropped. In Canada as well as in the
United States, the federal governments
failure to reduce the deficit was a great
deception for all observers. These were
the economic highlights of 1985

EVOLUTION® OF PERSONAL EXPENDITURES
AND GROSS FIXED CORPORATE INVESTMENTS
IN CANADA (in percentage)

| K2 R K4 K5

B Investment
B Expenditures

At the end of 1985, the
economic situation continued
1o sustain anticipations of
healthy growth for 1986




T he Caisse benefits from
Sorecasts for the North
American economy prepared
by its team of economists to
better define its investment
policy. The forecasts help
portfolio managers and
analysts anticipate the
repercussions of economic
cycles and fluctuations on the
performance of the Caisse’s
large portfolio.

THE AMERICAN ECONOMY

The decline in the growth rate
of the U.S. real gross national
product to 2.:3% was surprising,
and the causes of this fall, an
even greater surprise
remained very strong but propor-
tionately it was stronger on world
markets than in 1984, with the
result that income and manufa
turing emplovment losses under-
mined production. The drop in
inventory investment which

Demand

Japan, Great Britain, the Federal
Republic of Germany and France
to weaken the dollar, The mone
tary authorities were openly in
favour of letting interest rates
continue to fall, and even more so
since the rate of inflation was
dropping slightly

This choice seems to have had
favourable repercussions, on the
short term at least. Economi
indicators picked up towards the
end of the vear

started during the second quarter
reveals a very good picture of the
producers loss of confidence
during the year

The lack of vigour on the part
of the United States’ trading
partners, excluding Japan and
Canada, did not help either
Despite the fall of the American
dollar which started in March,
exports did not really recover

The American monetary
authorities reacted to the situa-
tion by emphasizing the easing of
the dollar which had begun at the
end of 1984 when certain eco-
nomic indicators were already
showing a decline, In fact, Ameri
can monetary policy sharply
changed course in 1985. Mone-
tary aggregates, indebtedness and
even the federal deficit were less
causes for worry. The manage-
ment of the Federal Reserve
Board was very accommodating
and even truly expansionist. In
So‘[lT--[rl}n»I' the United States

even sought cooperation from




THE CANADIAN ECONOMY

Canada’s performance was
better. In the third quarter, the
real gross national product
increased by 4.4% compared with
the third quarter of 1984. Only
exports grew more slowly than
during the previous year, Domes-
tic demand became the driving
force of growth

Personal expenditures of all
types were up sharply. Automo
bile purchases were particularly
high. Residential construction,
which had not followed the gen-
eral recovery 1oo 1'}:15»‘]}. up to
that time, started picking up
momentum in April. The number
of housing starts reached 185,000
during the last quarter of 1985
compared with 125,000 for the
same period in the previous vear.

( 'H]'[ni[‘}_ﬂv v\'j::'r](m ure pro-
grams were broadened in 1985
Corporate investments in new
facilities and machinery rose by

EVOLUTION®

OF PRICES IN CANADA
(m percentagel

15

I
N2 % =4 811

Consumer price index

In 1985, enterprises pur-
sued the expenditure programs
they had undertaken the previ
ous year.

5% Inreal terms, following the
increase in the capacity utiliza-
Lion rate

Labour market conditions im
proved. From the end of 1984 to
the end of 1985, a total of 362,000

jobs were created and unemploy-

1

ment fell by almost 1%, sliding to

10% . This rate is still high and is
responsible to a great extent for
the slow growth of the average
salary rate, at 3.5%. Also,
Canada’s inflation rate did not
noticeably change. Indirect tax
increases legislated by the federal

dovernment and certain provin-
cial governments were the only
distinctive element in this area

Profits were up by only around
5%, compared with 50% and
20% for 1983 and 1984, respec
tively, The weaker growth of
exports was unhealthy for certain
manufacturing sectors. Some
financial institutions reported
considerable losses and several
industries of the resources sector
had to face lower prices.

.'\i \"ii[""ll'j_ itl" Lo ‘T'."'Hl.i"'
indicators were still forecasting a




EMPLOYMENT IN QUEBEC
(in thousands)
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good growth rate being main-
tained. Optimism was however
marred by doubts as to the vigour
of our principal trading partner
and limited by the negative
impact anticipated as a result of
tax increases included in the
Wilson budget of May 1985,

Meanwhile, the federal gov-
ernment's deficit still remains
Just as high. This debt, one of the
largest among industrialized
countries in terms of the percent-
age of the gross national product,
greatly reduces the possibility of
resorting to fiscal measures in the
event of a downturn in economic
activity.

THE QUEBEC ECONOMY

Québec recorded a third year
of excellent growth. The real
gross domestic product grew by
an estimated 4.5% in 1985,

The consumption of goods and
services by Québec households
rose by 4% in real terms, which is
a similar increase to that of 1984,
As in Canada, salaries were up
only slightly but new jobs cre-
ated, 114,000 from December
1984 to December 1985, led to an
increase in the sales volume.

Residential construction also
remained very strong. Housing
starts reached 46,000 as com-
pared to 42,000 in 1984 when the
Corvée-Habitation program was
still offered, The impact of the
2% drop in mortgage rates
between the last quarter of 1984
and the last quarter of 1985 was
therefore very important. These
lower interest rates also strength-
ened consumer confidence, This
confidence, which was already
well established at the beginning
of the year, was also sparked by
the improved labour market.

In 1985, Québec businesses
continued the expenditure pro-
gram they had undertaken the
previous year. But such expendi-
tures rose less sharply. The
Statistics Canada report on
investment intentions nonethe-
less indicated that in the middle
of the year, manufacturing invest-
ments had increased by 24% in
current dollars. The investment
mix in 1985 was however differ-
ent from that of 1984. Construc-
tion expenditures were higher
than those for machinery and
equipment, which is a normal
evolution in this stage of the cycle.




DEPOSITORS

The Caisse manages the money
it 1s entrusted with by various
pension and insurance plans by
virtue of an act of the Assemblée
nationale. These plans apply to
uver :"...‘. []lill]!l!l Uljr‘llhrr'r\.
whether active participants or
future beneficiaries.

While the administration of
these plans is assumed by individ
ual organizations, the Caisse has
the legal responsibility and the
mandate to ensure the invest-
ment, protection and growth of
their assets. Of its 11 depositors,

T accumulate reserves Lo meet
future commitments and the
other 4 entrust the Caisse with
liquid assets.

As at December 31, 1985, the
market value of total depositors
holdings with the Caisse reached
825, 1 billion, an increase of $4.4
billion during the vear. The book
value of these holdings totalled
$22.4 billion, an increase of
billion which, on the whole
due to the reinvestment of Y4, 1%
of investment income, amounting
to $2.3 billion ['r“sllill' the net
contributions of $409 million
made by some depositors, the
effect of withdrawals of $768 mil
lion made by others was not
completely offset Therefore, net
dishursements of $359 million
were recorded, representing
15,6% of Investment income for
1985. During 1985, the Caisse
continued its efforts to manage
the funds according to the
requirements of each plan.

YA

The vanous public pension
and insurance plans, whose
holdings are entrusted to the
Caisse’'s managemenl, serve &
large percentage of Ouébec’s
population




GENERAL FUND

The principal depositor to the
Caisse's General Fund is the
Régie des rentes du Québec,
which ensures the administration
of the universal pension plan for
Québec workers. The plan was

created in 1965 and its equivalent
in the other provinces is the
Canada Pension Plan.

Despite an increase in assets of
almost $1.2 billion during the
vear, the Régie des rentes du
Québec had to fund current

DEPOSITORS

Abbreviation

Number of
contributors

First

deposit holdings’

Régie des rentes du Québer
Commission administrative des régimes de retraite
et d'assurances
tovernment and Public Employees Retirement Plan
General Retirement Plan for Mavors and
Councillors of Munivipalities
Individual plans
Régie de 'assurance automobile du Québec
Commission de la santé et dee ls séeurité du travail
Office de la copstruction du Québec
Supplemental Pension Plan for Employees of the
Québec Construction Industry
Fonds d'assurance-préts agricoles el forestiers
Régie des assurances agricoles du Québec
Régie des marchés agricoles du Québec
Régie de |"assurance-dépits du Québec

RRQ

CARRA
RREGOP

RAAQ
CSST
0cQ

FAPAF

1966 2.800,000 12,423.2

1973 284,000
1975
1977
1978
1973

725

200
4,700,000
150,000

1970
1678
106N

80, 00U

33,000
1967 65
1564 —

‘estimate
“as a1 December 31, 1985 - at market value - in millions of dollars

Depositors’

requirements by withdrawing
$5489 million from some $1.1
billion in investment income. In
the previous year, $372 million
was withdrawn. At year-end, the
Régie des rentes du Québec's
holdings deposited with the
(Caisse accounted for 49.6% of
total depositors’ holdings.

The Régie de |'assurance auto-
mobile du Québec, formed in
1977, is the second most impor-
tant depositor to the General
Fund. It administers the general
plan which provides insurance
against bodily harm resulting
from automobile accidents. Con-
tributions are levied vearly to
constitute a reserve for benefits
to be paid out to victims. As
provided by law, the Régie must
entrust the money collected from
insurance premiums to the
Caisse, As at December 31, 1985,
the assets of the Régie de
|'assurance automobile du Qué-
bee reached $2.9 billion, or $553
million over the previous year.
This increase is due to investment
income of $273 million and §158
million in new contributions, to
which the Régie's $122 million
share of the general reserve
should also be included. The plan
represents 13.2% of total deposi-
tors' holdings with the Caisse and
20,9% of the General Fund.




Among the unitholders in the
General Fund is the Fonds

d assurance-préts agricoles et
forestiers which maintains a
$11.8 million reserve as security
for the loa

It may be noted

ns it grants

that the
generdal reserve |‘:‘ ‘TI‘T !lli]ll' J{]
accumulated as at December 31
1985 was cancelled and allocated
among all depositors to the General
Fund in the form of participation
deposit units. The apportionment
was made on & pro rata basis of

the number of participation

EVOLUTION OF INVESTMENTS
as at December 31
(at book value - in millions of dollars)
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INDIVIDUAL FUNDS
The Government and Public

Emplovees Retirement Plan

(RREGOP), set up in 1974

'ii"F':li"" to the entire ]1I,'|||_|.'

The Régie des rentes du
Ouébec which provides an
INCome 1o retirees is the prnci
pal depositor with the Caisse
Its holdings represent aimost
50% of total assets.



ind social affairs sectors. It is
managed by Lhe Commission

adminstrative des regunmes (

dassurances (LA

,-|!':..' '.|.ﬂ.\.-_-
i1 ital holdings of the
Laisse s depositors
The growth of this plan i
The Caisse manages the important for sever i reasons: i
reserve which must be man 15 fairly new . 1ts members are
taned by the Fonds d'assurance o (o s i rimber
i i ) UiV 1 dasing 1 ITL D
préts agncoles et forestiers as y : 11Tl
security for the loans it grants dl ire relatively voung

vees and another for non

emplo;
unionized employees, and the
respective holdings of thes

accounts are included in Indi-

vidual Funds 301 and 302

BREAKDOWN OF THE FUNDS’ ASSETS ACCORDING TO TYPE OF INVESTMENT
as at December 31, 1985
{in millions of dollars)
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Certain 1984 figures have been reclassihed to conform with the 1985 presentation
| the Individual Funds and
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For putposes of this presentation, the assets of the General Fund were reduced by the amount of demand depasits
accrued interest thereon




BREAKDOWN OF TOTAL DEPOSITORS' HOLDINGS __ The Cominission administes:
as at December 31 tive des régimes de retraite el
(at market value — in percentage) d'assurances administers other
pension plans, namely the

085 08 a8 982 th : al Dot rarm
: : : : l_ 2 ]_ } L 981 General Retirement Plan for
Régie des T""'","‘ du Québed : 49.6 .4 1.9 2.8 6.0 Mayors and Councillors of Québec
Commission administrative des régimes de S T
retraite et d assurances 21.7 20.4 19.5 17.5 16.5 Munic IP:”!I 18w hose assets of .
Régie de |'assurance automobile du Québec 13.2 2.9 11.1 10.5 g9 almost §15 million are invested in
Commussion de la santé et de la séeurité Individual Fund 504, Similarly,
du traval l _ 8.7 85 10,1 10.2 98 several other plans designated as
Office <e la construction du Queétx widie . v 2 f] i
s nther tepcaitors 68 7 7 A <« Individual plans can be found in

Individual Fund 303 with assets
totalling $22 million.

The Caisse also manages the
holdings of certain other supple-
mental pension plans, including
those of the plan for employees of
the construction industry. The
type of benefits paid out by this
plan and the source of contribu-
tions which characterize it make
it rather special. As at December 31,
the assets of the Supplemental
Pension Plan for Employees of the
Québec Construction Industry
totalled $1.6 billion, allocated
among three accounts: active
participants (Fund 311), retired
participants (Fund 312) and addi-
tional contributions from certain
workers (Fund 313). During the
vear, despite withdrawals of $23
million, a $159 million increase
was recorded for the plan, due to
investment income of $ 182 mil-
lion. Nevertheless, the growth of
this plan has been slowing down
over the past few vears,

Workers of the construction
industry have accumulated lunds
totalling aver $1.5 billion




The Commission de la santé &t
de la séeurité du travail (CSST)
entrusts to the Caisse the funds it
accumulates to meet workmen s
compensation benefits it is
required to pay. The Commissior
receives contributions from all
emplovers for insurance against
accidents oceurring in their sector
of business, As at December 31,
1485, the Commission had assels
of 31.97 billion, representing
close to 8. 7% of the Caisse's total
depositors’ holdings. In 1985, the
Commission s reserve inereased
by $49 million despite with-
drawals of $195 million from
investment income of $244 mil-
lion. Nevertheless, several changes
made to the plan have limited the
growth of this reserve.

Québec workers are mnsured
by the Commission de la santé
et de la sécunté du travail, a
depositor with the Caisse
since 1873,

DISTRIBUTION OF EACH DEPOSITOR'S
NET INCOME AND CONTRIBUTIONS FOR 1985
{in millions of dollars|
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ASSET MIX

The weighting of variable
income securities (shares and real
estate investments) and fixed
income securities (bonds, mort-
gages and short-term invest-
ments) within total assets is an
important factor that affects the
vield of portfolios such as those
held by the Caisse.

Since 1980, variable income
securities have increased from
$1.5t0 $5.3 billion, versus $9.98
to $16.8 billion for fixed income
securities (Table 6). In terms of
percentage and book value

EVOLUTION OF INVESTMENTS FOR TOTAL ASSETS UNDER MANAGEMENT

as at December 31
(at book and market value — in percentage)

100)
M
80
7n
60
0 it ™ 0 81 82 83 8 85
At book vahie At market value
B anable mcome secunities W vanable income securties
B (xed income securiies W fxed ncome securites
RETURN _
(at market value - in percentage)
Compound average annual
rate for the period
1985 1982-1085 1978-1985
(4 years) (H years)
INTERNAL RATE OF RETURN
Total depositors” holdings 24.0 20.8 13.9
General Fund 24.3 2 13.7
Individual Funds 22.7 20.1 14.2
WEIGHTED RATE OF RETURN
Financial assets
Bonds 25.3 23.9 12.5
Mort gages 16.0 18.0 12.0
Canadian equities 25.7 16.6 17.9
Foreign equities 56.1 - -
Rial estate investments 13.3 232 -
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(Table 11), this breakdown of the
Caisse’s total assets represents an
increase in variable income secu-
rities from 11.6% at the begin-
ning of 1980 to 24.2% in 1985.
Since variable income securities
have reached approximately 25%
of the overall portfolio, the
Caisse's asset mix tends to give
more importance to medium-term
financial cycle forecasts.

Over the past years, long-term
investment policies were devel-
oped for funds under the Caisse's
administration, taking into
account the particular restrictions
and objectives of each. Conse-
quently, the asset mix may vary
from one fund to another,




ﬂventy years, more than $20
billion. Over the years, asset
mix quality has become
increasingly important to the
Caisse. A large variety of
investment vehicles is
therefore available to ensure
optimal yield for the funds
under administration,
including bonds, Canadian
and foreign equities,
mortgages and real estate
investments, which are
selected according to economic
conditions.
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INTERNAL RETURN

The Caisse obtained a 24%
internal rate of return for total
funds under its administration in
1985, The General Fund earned a
24.3% return versus 22.7% for
total Individual Funds. This
return differential is due to the
distinet asset mix of portfolios.
However, the spread in the per-
formance of stocks and bonds was
only 0,4% in 1985, while it was
higher in 1984, Since the Caisse's
inception, this is the first time
that these two investment vehi-

TIME-WEIGHTED RETURN

The Caisse's bond investments
vielded a 25.3% time-weighted
rate of recurn for 1985, which
compares favourably with the
21.9% return of the McLeod,
Young, Weir (MYW) medium-
term index. The Caisse’s perfor-
mance is partly due to the large
proportion of Québec bonds held
in its portfolios and the relatively
longer maturity of securities.
Moreover, for the four-year
period ended in 1985, bonds
vielded 23.9% versus 20.4% for

DISTRIBUTION OF ASSETS UNDER MANAGEMENT
- 20 YEARS

(at market value — in percentage)
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Shart-term investments

¥ Real estate cles have reported such high and

":"“"“""‘s almost identical returns.
0 Nortgages Over the past four years, the
& Shoras ;1‘\-r-~rzuf,|I ;ali- (; :g ul r‘Jr.n f!u‘r 1 ‘t;"]r o
B Bonds General Fund has stood at 21. 1% |

versus 20.1% for the Individual
Funds. Funds which hold a
greater proportion of bonds, such
as the General Fund, performed
better. Also, bonds vielded a bet-
ter return than shares for the
four-year period (Table 12), But
experience has proven that on the
long term, variable income secu-
rities perform better than fixed
income securities.

Overall, the Caisse’s average
return for the last eight years was
13.9% , which is 6% higher than
the inflation rate.
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Investors reacted
favourably to the economic
chmate of 1985 and most
stock markets reached
unprecedented highs towards
the end of the year
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VARIABLE INCOME SECURITIES

SITUATION fered the adverse effects of con-

North American as well as tinued pressures exerted on world
European and Asian investors oil prices. Consumption-related
reacted favourably to the eco- sectors as well as utilities and
nomic conditions of 1985, with financial services, however, were
most stock markets reaching his- favoured by investors, encour-
toric highs at the end of the vear aged by the economy's vigour |
This trend also had an impact and falling interest rates, |
on Canadian markets. The '
Montréal Exchange's XXM index.
comprising 25 of the largest com-
panies, recorded a 22.4% return ,
for 1985 (20.8% for the TSE 300 .

composite index).

The various market segments,
however, did not all react in the
same manner. Continuing low
prices for raw materials combined
with the massive influx of
European and Asian products on
North American markets
squeezed the sales and profit mar
gins of mining enterprises and
heavy industries. Moreover,
Canadian oil company shares sul-

XXM AND
TSE 300 INDICES
IN 1985

XXM TSE 300
141 2000
197 2 75()
133 2 H0
120 2450
2h 2300

® Toronto: TSE 300
W Montréal; XXM
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] n 1967, the Caisse made its
first transaction on the stock
market, buying 3,000 shares
of Alcan Aluminium Limited
aggregating $108,000. Almost
twenty years later, it is the
largest equity investor in
Canada. It owns shares of
over 350 enterprises and ils

portfolio is valued at over the

$6 billion.

ol the
ed with its

RETURN
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For the period from 1968 to
1985, the portfolio
ized return stood at 12.6% . com-
pared with 11.1% in the case of
the TSE 300 index.

substantial part of net invest

he last eight vears ments reducing the rela
tive importance of the oil and the

mining sectors

thereby

sLOCK Investments

compared with
for the TSE 300 FOREIGN STOCK MARKETS

At the end of 1985, the
s total annual-  Caisse's investments in foreign
equities reached a market vilue
of $410 million, as opposed to
3148 million at the 1984 vear
end. The ges ".ir.'t;r'rlll' distribution
of these investments was as fol-
lows, excluding cash: $150 mil-
lion for the United States, $138
million for Europe and $122 mil-
lion for Japan

Expersence has proven that,
on the long term as well 23 the
very long lerm, vaniable income
securities, such as shares,
provide the best returns



BREAKDOWN DF INVESTMENTS WITHIN THE INTERNATIONAL PORTFOLIO
as at December 31, 1985
lat market value — in percentage)

B Japan (29.4]

W United States (37.8)

B Germany (9.6)

W Switzerland 15.8)

® England (5.5)

= Holland 15.0)
France (3.7)

W ltaly (2.4)
Norway (0.4}

= Sweden (0.2)

[~
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The increasingly complex
nature of European and Asian
stock markets, together with the
internationalization of commer-
cial exchanges, requires portfolio
managers to consider these
aspects when developing their
investment strategy. The Caisse's
foreign investments therefore not
only allow for a certain diversifi-
cation of risk and increased liqui-
dity, but they also substantially
upgrade the profitability of its
total variable income securities
portfolio.

As during the previous year,
growth on foreign markets was
higher than on the Canadian mar-
ket. In terms of local currencies,
European stock market indices, as
measured by Capital Interna-
tional, climbed by 44.5% in
France, 22% in England, 84% in
Germany, 24.8% in Holland and
14.4% in Japan. The devaluation
of the Canadian dollar in relation
to the European and Japanese
currencies significantly increased
the performance of foreign invest-
ments, As for the American mar-
ket, a return of 31.6% was
recorded according to the Stan-
dard and Poor’s 500 index.

CORPORATE INVESTMENTS

During the year, the Caisse
was able to develop and further
increase its corporate investments
program.

Corporate investiments are
investments through which the
(Caisse acquires an important
ownership interest in a large or
medium-sized enterprise, without
however exceeding 30% . Among
stuch enterprises are Power Finan-
cial Corporation, Provigo, Dom-
tar, Gaz Métropolitain, Trust
Général, Groupe Vidéotron,
Groupe Canam Manac, Artopex
and National Telesvstem. All of
them made considerable progress
last vear,
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BREAKDOWN OF REAL ESTATE INVESTMENTS
as at December 31,1985
(at market value — in percentage)

The Caisse’s real estate
mvestments include guahty
huildings, such as Place Haute
ville in Québec City wherg
the Auberge des Gouverneurs
hotel is lncated.

In 1985, the Caisse authorized
twelve transactions totalling $38

million, excluding mortgage loans.

Of that amount, $20,750,000 was
spent on term financing and
317,250,000 on common shares
or convertible debentures.

As at December 31, 1985, the
portfolio included investments of
5115.2 million in 63 Québec
enterprises, of which $78.7 mil-
lion was allocated to term financ-
ing and $36.5 million to capital
stock or convertible debentures.

Owing to the particularly
favourable economic climate for
medium-sized enterprises, the
(Caisse was able to obtain a vield
of approximately 30% on total
investments included in this
portfolio.

REAL ESTATE INVESTMENTS

The Caisse constituted a spe-
cialized real estate investments
portfolio on October 1, 1985, The
portfolio includes almost all real
estate holdings and shares of
enterprises specifically devoted to
acquiring, holding, renting or
managing real estate held by the
Caisse. All depositors can have
their funds invested in participa-
tion deposit units of this new
portfolio.

of Condominiums Mérici (in Qué-
bec City), phase IV of Place Laval
(in Laval) and the signing of firm
agreements to acquire interests,
first with the Cadillac Fairview-
Shafter Corporation for the com-
mercial mall section of the Place
Montréal Trust complex and also
with Groupe immobilier St-Jacques
Inc., for a major residential project.

As at December 31, 1985, real
estate investments included in
the portfolio totalled $311 million
and had a market value of $398
million. Moreover, a 13.3%
return was recorded for the year,

Through its real estate invest-
ments, the Caisse seeks not only a
certain geographic diversification,
but also a distribution among the
various sectors. At vear-end,
their breakdown was as follows:
undeveloped land 1.5%, office
buildings 51.7%, hotels 5.7%,
commercial 26.9% , industrial
6.6% and residential 7.6% .

In addition to the assets
included in the specialized real
estate investments portfolio, the
Caisse has other real estate hold-
ings aggregating $47 million
including, among others, the
Auberge des Gouverneurs.

m Otfice buildings (51.7) During 1985, the Caisse was

W Commercial (26.9) particularly active in concluding

m Residential (7.6) investments with several part-

m Industrial (6.6) ners, such as real estate develop-
Hotels (5.7) ers and managers. These operations
Land (1.5) included projects such as phase [1I




SITUATION

Economic conditions wers
favourable for the bond market.
Growth in North America slack-
ened and apprehensions concern-
ing inflation were dissipated to
such an extent that, on the
whole, interest rates dropped
significantly. As a result, Québec
long-term bonds, which yielded
12.5% in the earlier part of the
vear, were down to 10.5% at
vear-end,

During 1985, the downward
irend of interest rates was inter-
rupted twice. First, in February-
March substantial increases were
recorded when economic activity
did not seem to be slowing down

FIXED INCOME SECURITIES

and when the Canadian dollar
had reached a new low, But the
correction did not last long. The
market picked up rapidly after-
wirds, recovering the ground it
had lost and establishing new
gains, The pace slackened how-
ever during the third quarter and
interest rates marked time. Only
in the fourth quarter did they
start falling again.

GENERAL POLICY

In 1985, the Caisse maintained
the structure of its fixed income
securities portfolio, in compliance
with the management principles
sel out in its report for 1983, The
portfolio includes 16% securities
acquired for purposes of liquidity
and 85% on a more permanent
investment basis.

The securities belonging to the
first category can be traded in
large volumes without any great
impact on market prices. As
applied to the Caisse's.portfolio,
this strategy concerns mostly
7S, government securities and
also a portion of those issued by
the Canadian government. Thus,
the total portfolio can be effi-
ciently positioned within an
interest rate cyele, This improves
the overall performance, either
because the market value of port-

SUMMARY OF FIXED INCOME SECURITIES PORTFOLIOS

ACCORDING TO ISSUERS
as at December 31, 1985
At market value Average Average Modified
(in millions nominal maturity duration
SECURITIES of dollars) (%) rate (%) (vears) (volatility)
On a permanent investment hasis
Issued by the Gouvernement du Québec T.H98 5 488 11.6] 10.54 5.80
Government guaranteed 2.457.0 15.6 100,78 1170 6,13
(juaranteed by grants 9425 6.0 12.56 7.06 4.46
Municipalities and school boards 437 47 11.11 5.76 3.77
Corporate and other 362.1 2.3 1167 6.61 3.96
Mortgages 1.266.7 8.0 1151 4.77 3.02
On a temporary investment basis
Governiment issued or guaranteed
(Canada 893.7 5.7 10.90 7.68 4.69
United States 1,342.9 %0 .37 8.39 5.10
Others 0.7 0.4 11.99 018 4.55
Total 15.777.8 100.0 11.25 9.35 5.27

folios increases when interest
rates drop, or because it is only
marginally reduced when rates go
up. Experience has proven that
these characteristics permit an
efficient management of the
Caisse's portfolio, which hasa
large volume of transactions.

This portfolio structure also
allows for the possibility of adapt-
ing the management of fixed
income security investments to
the specitic needs of each fund.
With the division of assets
between temporary and perma-
nent investments, the manage-
ment of strong-and slow-growth
portfolios can be harmonized
without departing from the com-
mon overall strategy.

Finally, these management
principles have enabled the
Caisse to play a dynamie role on
the Québec issuers’ bond market,
while maintaining the overall
balance of its portfolios.

Throughout 1985, the Caisse
strived to position its portfolios in
such a way as to benefit from
interest rate fluctuations. The
strategy was defensive at first, in
order to reduce the negative
impact of rising rates. Along the
way, it was adjusted by increas-
ing the terms of the investments
to extend the effect of lower rates
on their market value,

As at December 31, 1985, total
investments in fixed income
securities were valued at $15.8
billion. The average maturity
was 9.35 years.
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RETURN

For 1985, fixed income securi-
ties generated a better return
than the average for the last
eight-year period. The MYW
medium-and long-term bond
indices yielded 21.9% and
26.7%, respectively. Moreover,
the MYW mortgage index
increased to 14.4%.

Total bond investments gave a
25.3% rate of return, with securi-
ties held on a permanent invest-
ment basis reaching 24.1% and
those invested on a temporary
basis jumping to 28% . The very
active management of this cate-

EVOLUTION
OF YIELD IN 1985
(in percentage)

gory of investment resulted in a
better return, without any
impact on the flexibility of the
portfolio. Moreover, the good per-

12,75

formance recorded for the
Caisse’s permanent investments
better highlights the results of the

11,50 ~

JF M AM J

medium-term bond market
indices, Indeed, the management
of bond investments, although
_very active, is directed at main-

taining a moderate sensitivity to
— interest rates at all times,

J A S OND

M 10-year bonds - W 91.day Treasury bills -
Quéhec Ouébec

W 10-year bonds - W 91-day Treasury bills -
Canada Canada

Soweces! Bank of Tanada and C.OPO.

SUMMARY OF ACQUISITIONS OF NEW BONDS

ISSUED BY THE QUEBEC PUBLIC SECTOR IN 1985

(at par value - in millions of dollars)

Acquisitions by

Amounts of issues the Caisse

Canadian Other Total Amount  Percentage

market markets of total

Gouvernement du Québec 1,155.0 564.0 1,718.0 966.0 56,20

Hydro-Québec 1,008.0 502.6 1,600.6 150.0 9.7

Municipalities and guaranteed by grants 1.914.0 145.3 2.359.9 310.8 13.17

1985 4,167.0 1,511.9 5,678.9 1,426.8 25.12

1984 4,095.1 1,457.3 5,502.4 1,280.2 23.06
26

BOND INVESTMENTS

The Caisse traded bonds
valued at $37.5 billion on the
primary and secondary markets
in 1985. On the latter market,
transactions were carried out
according to the strategies estab-
lished during the year and to take
advantage of the trading oppor-
tunities offered, particularly with
respect 1o the Canadian and the
American markets and, to a lesser
degree, the Eurobond market.

On the primary market, pur-
chases of new Gouvernement du
Québec bonds reached $966 mil-
lion. The Caisse also acquired
bonds issued by other Québec
publi¢ sector bodies, investing
$461 million in Hydro-Québec |
and municipal bonds as well as in
securities guaranteed by grants.

The net change in the book
value of public sector bonds only
slightly exceeded $350 million, as
a result of the new sales that
were made.

The Caisse's performance for
the last twenty vears of its opera-
tion has mostly been dependent
upon the large proportion of
bonds it holds, but it also ensues
from the Caisse's dvnamic invest-
ment and trading operations in
this area. Being wrongly per-
ceived as passive and cumber-
some, bonds have in fact been an
important element of the Caisse's
adjustment ability throughout the
vears, whether to finance the
Québec public sector or diversify
investments, to invest massive or
unpredicted fund receipts or to
ensure the Caisse’s presence on
the secondary market, awaiting
the slightest market change or
development.



MORTGAGE INVESTMENTS

Mortgage operations were very
intense during 1985, Despite the
end of the Corvée-Habitation
program, which had made a large
contribution to residential con
struction during the previous
vears, multiple-dwelling con-
struction continued 1ts pace in
14985, favoured by low interest
rates

The financing of existing prop-
erties, 1'.\{!1‘1'13“\ of commercial
and multiple-dwelling buildings.
was very active. This vigour
ensued from low interest rates
which increased property values
thereby making it easier to sell or
refinance those properties for
higher amounts

Furthermore, the term or
maturity of loans selected by bor-
rowers has been decreasing since
the beginning of the "80s and loan
renewal operations have become
an Increasingly greater preoccu-
pation for lenders.

All of the above factors con
tributed to the intense activity
for mortgage lenders and the

fierce competition regarding
interest rates and loan amounts
This phenomenon was aceentu-
ated by the large availability of
funds for this market throughout
the vedr

Th" ( .in‘\.’\" | II"I"'I‘I ire T"'{'llrfh'li

a good vear, having granted mort-

gage loans for a total amount of
$271 million, divided among the
residential, commercial and
industrial sectors

The Caisse has been active in
this field sinee 1968. In the early
vears, it was already servicing its

The Caisse’s mortgage
investments amoun! to $1,26
billson, with 53.2% of loans
concentrated in the residentsal
sector.

BREAKDOWN OF MORTGAGE INVESTMENTS
as at December 31, 1985
(at market value - in percentage)

B Residential (59.6)
B Commercial (34.5)
Industrial (5.9)




BREAKDOWN OF SHORT-TERM INVESTMENTS
as at December 31, 1985
(at par value - in percentage)

B Treasury bills (56)

W Commercial papers (20)
W Bank papers (18)

B Other [6)

customers through its Montréal
and Québec City offices. Then, to
better cover the residential mar-
ket, the Caisse associated with
trust companies. Trust Général
du Canada, Fiducie Prét et
Revenu and Fiducie du Québec
currently act as representatives
for the Caisse, making loans in its
name and administering these
loans according to specific policies
and objectives, The value of the
mortgage investments portfolio
now amounts to $1.26 hillion.
This type of investment has
vielded an interesting and steady
return over the years: an average
ol 9% since 1969, 12% for the
last eight vears and 16% [or 1B85,
It has also generated considerable
funds, while stimulating the con-
struction industry.

Loans included in this portfolio
are divided among the residential
sector, 59.2%, the commercial
sector, 35.1% , and the industrial
sector, 5.7% . Also, they are
secured by properties located in
the Province of Québec and their
regional breakdown compares
with the regional distribution of
the working population of
Québec.

The principal parameters
which characterize the portfolio
have not varied much over the
years despite the drop in interest
rates, Average interest rates for
mortgage loans in 1985 were
10.6% for the General Fund and
12.9% for Individual Funds.
Average maturities were 6.4
vears and 3.8 vears, respectively.

SHORT-TERM INVESTMENTS

The liquidity problems faced
by certain financial institutions in
1985 undermined the confidence
of a large number of Canadian
investors. This situation had
repercussions on the market for
short-term investments in partic-
ular. Moreover, speculation on
exchange markets regarding the
Canadian dollar as well as cyclical
pressures both led to several
reorientations of the monetary
policy, increasing the risk of a rise
in short-term rates.

The Caisse devotes the same
attention to managing each of its
funds. The eight Individual Funds
under its administration were
allocated with portfolios compris-
ing short-term investments. The
average maturity and overall risk
associated with each one take
into account considerations with
regard to interest rates and
specific liquidity requirements,

The structure of these portfo-
lios was modified during the third
quarter by substantially increas-
ing the proportion of government
or low-risk securities, Securities
that are easily convertible into
cash, such as bank and commer-
cial papers (17.9% and 19.7%,
respectively), were maintained.

As at December 31, 1985, total
short-term investments reached
$1.8 billion, representing 8% of
the Caisse's overall assets. This
figure corresponds to a $1.2 bil-
lion increase over December 31,
1984, The average vield of the
portfolios stood at 9.1% while the
average maturity was 60 days.




ADMINISTRATION

HUMAN RESOURCES

The increasing complexity of
investment vehicles and the
larger volume of transactions
made by the Caisse over the past
few yvears have substantially
modified its needs in terms of
human resources.

Also. financial institutions are
expanding and more dynamic than
ever, Their need for experts in the
investment management feld,
such as portfolio managers, finan-
cial analysts or technicians, has
given rise to fierce competition in
the recruiting of investment spe-
cialists. This environment and the
evolution of the Caisse's internal
needs therefore represent a major
challenge for the management of
human resources, particularly in
terms of management recruiting,
keeping this personnel and train-
ing future portfolio managers.

In 1985, the Caisse proceeded
with a reorganization of its
Human Resources Department to
better meet its management
requirements in this regard.

Also, new programs were set
up to provide better working con-
ditions and an organizational
environment that corresponds to
the needs and specific require-
ments of all employees. These
programs also ensure the Caisse of
a competitive position on finan-
cial markets.




ADMINISTRATIVE EXPENSES

The Caisse's administrative
expenses reached $16.2 million
for 1985, of which $9.6 million
was charged to the General Fund
and $6.6 million to the various
Individual Funds. Salaries and
employee benefits were again the
greatest item of expenditure,
representing 45% of total adminis-
trative expenses.

On the whole, expenses
increased by 22.9% over the pre-
vious vear: salaries and employee
henefits rose by 7.9%, while
other items were up by 38.7%,
including 20.9% for professional
fees as well as service and safe-
keeping charges related to inter-
national transactions. However,
despite the inerease recorded for
1985, administrative expenses
remain well below the expenses
usually incurred for the manage-
ment of sizeable portfolios,
amounting to approximately
0.1% of the portfolio value.

Every vear, the Caisse pays
substantial commissions to bro-
kerage firms in proportion to the
volume of transactions made, as
well as the quantity and quality
of services rendered. In 1985, the
(Caisse submitted a project to
improve the qualitative and
quantitative aspects of financial
research. Montréal brokerage
firms that hire new security ana-
lysts will receive a larger volume
of transactions, thereby increas-
ing the amount of commissions
payable,

DATA PROCESSING

The efficient management of
the Caisse’s investments requires
a wide variety of quality state-of-
the-art tools. The upgrading of
these tools, which are essential to
the productivity of portfolio man-
agers, ranges from improving the
equipment itself to continuously
developing its applications.

In an effort to provide its ana-
lysts and managers with the best
equipment, the Caisse acquired
several micro-computers to help
analyze various enterprises in
depth either from the data on
file or from data supplied by
others who are active on the
financial markets. This network
of information complements
that obtained from the powerful
central computer.

The central computer not only
keeps the Caisse's overall invest-
ment portfolio up to date but that
of each depositor also. Moreover,
it provides simulation facilities to
the various portfolio managers,
enabling them to anticipate the
impact of market fluctuations on
the value of the portfolios under
the Caisse's administration. Sim-
ulations help forecast the reper-
cussions of these fluctuations not
only on the performance of the
(Caisse's investments but on the
liquidity of its portfolios as well.

CYCLES ET TENDANCES

A portfolio of investments of
the size held by the Caisse
requires a rigorous monitoring of
economic trends on the short and
the long term. The Caisse there-
fore counts on the expertise of a
team of economists who has
developed a method of forecasting
(Canadian economic conditions,
focusing on the evolution of
prices, profits and interest rates,
This team of experts also works
with an advanced method of fore-
casting the American economy.
Taking into account the structure
of the Québee economy, it
attempts to predict its fluctua-
tions according to the changes in
the American and Canadian
economies. The results of this
research and the conclusions
derived from it provide Manage-
ment and the various investment
departments with information
which is essential for achieving
objectives and pursuing invest-
ment strategies. For the past few
vears, these forecasts have been
included in a publication, Cycles
et tendances, which is available
to the public.




COMBINED SUMMARY FINANCIAL STATEMENTS

BALANCE SHEET
as at December 31, 1985
(in thousands of dollars)
ASSETS 1985 1984
Investments
Bonds $13,703,463 $13,084,435
Shares and convertible securities 5,025,444 4,570,443
Mortgages 1,257,922 1,175,885
Real estate investments 317,825 273,178
Short-term investments 1,799,223 641,284
22,103,877 19,746,225
Other assets 439,502 403,123
$22,543.,379 §20,148,348
LIABILITIES $ 153,492 H 79,934
DEPOSITORS' HOLDINGS
General Fund 14,213,375 12,860,736
Individual Funds 8,176,512 7.207,678
22,389 887 20,008,414
$22,543,379 £20,148,348
STATEMENT OF INCOME AND EXPENDITURE
for the year ended December 31, 1985
(in thousands of dollars)
INCOME 1985 1984
Investment income § 2,068,539 $ 1,930,848
Gains and losses on sales of investments 626,731 147 6094
Other income 268 265
2,696,539 2,078,807
EXPENDITURE
Administrative expenses 16,158 13,104
Transfer of gains and losses on sales of
investments to general reserve 180,885 106,291
BALANCE OF INCOME 2,299,496 1,950,412
ALLOCATION OF INCOME
Interest on demand and term deposits 20,559 32,583

Income allocated to participation
deposit holders

$ 2,278,937

$ 1,626,829

Note: Combined financial statements are provided in the FINANCIAL STATEMENTS AND FINANCIAL STATISTICS section of the 1985 Report.
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