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HIGHLIGHTS

= UL.S. interest rates rose sharply. The rate hike of over 2%, which had repercussions on almost all
international bond markets, resulted in a stock market correction without however impacting negatively on
the worldwide cconomic recovery. Long-term LS. government bonds dropped by roughly 20% in value
during the vear.

= Market indicators posted zero or negative returns. The Japanese stock market was the only exception.
climbing roughly 13% in local currency. For the first time since 1974, Canadian stock and bond markets hoth
posted negative returns in the same year,

m The Canadian dollar depreciated 5% against the U.S. dollar. The decline was due to the Bank of
Canada’s expansionary policy. U.S.interest rate hikes and the uncertainty surrounding high government debt
levels.

= On the major markets, equities and bonds had satisfactory returns. The Canadian equities portfolio
generated a 1.5% return, outperforming the TSE 300 which posted -0.2%. The return on the bond portfolio
was -4.4%. which compares favourably with the -4.3% return of the ScotiaMcLeod Universe index given the
widening of yield spreads between Québec and Canadian securities.

= Real estate investments recorded a 6.2% current return. The temporary drop in the value of real estate
assets resulted however in a negative total return which was nonetheless higher than the return obtained by
the MLH+A index.

= Returns were equal to or above benchmark indices. These results were achieved in five of the Caisse's
seven investment classes. Overall return on investments for the year was -2.1%,

u Fifty-five private investments totalling $401 million were authorized. Over the past ten vears, the
Caisse's private investments in Quéhec companies earned an 11.4% return, outperforming the
TSE 300°s 9.2% return for the same period.

m The network of regional investment companies was expanded. Socicte de capital de risque Abitibi-
Teémiscamingue (SOCCRAT) and Investissements 3L, which covers the regions of Laval, the Laurentians and
Lanaudiere, were added to the network,

» Three new depositors joined the Caisse. They are the Fonds d'amortissement des régimes de retraite
gouvernementaux, created by the Quebec Minister of Finance, the Societé des alcools du Québece and the
Centre de recherche industrielle du Québec. The Caisse now has a total of 18 depositors,

» The Caisse published its corporate governance policy. The Caisse thereby wanted to codify and
publicize the principles governing the practices it has followed in this area in recent vears.

]



FINANCIAL REVIEW

and total return

1994 1993 1992 1991 1990
(in millions of dollars)
NET ASSETS
Investments at marker value
Bonds 21,345 22.352 19,8960 19670 17.393
Shares and convertible securities 17,753 17,9406 15,404 15.229 13,123
Mortgages 1.842 1,958 2047 2,105 1,984
Real estite investments - net 1.601 1,517 1.519 1. 744 1.788
Shortderm investments 1,995 2.794 1.989 1.803 1.820
Total investments - net 41,530 40,557 40,915 40.551 306,108
Other assets and liabilities 324 S60 392 502 145
Total net assets
at market value #8060 47,117 41,307 41,053 36,253
DEPOSITORS' HOLDINGS
Commission administrative des regimes
de retraite et d'assurances - RREGOP 16,046 15917 12.895 11.973 9,880
Regie des rentes du Quehec 14,409 16,401 15,201 15,887 14,650
Socicte de assurance automaobile
du Quebec 4,692 5,710 5.328 5.393 18806
Commussion de la construction
du Quebec 4,204 1,360 3,753 3,564 3,007
Comnussion de la sante et
de Ia securite du travail 4,219 £.315 3,835 3.986 3.594
Fonds d'amortissement des regimes
de retmite gouvernementaux 803 - - - -
Other depositors 427 114 295 250 256
Total depositors™ holdings 44,800 47,117 41,307 41,053 36,253
NET DEPOSITORS' INCOME
Net income from investments 2,717 2 041 2.0U3% 28309 2 9558
Accumulated gains and losses
on the sale of investments 166 1.358 376 B4 (180)
Accumulated net income 2,883 3,989 3,269 3.673 2775
Accumulated unrealized increase
(decrease) in value (3,975) 3,001 (1.603%) 2435 (2.731)
Total net depositors’ income (1,092) 7.650 1,666 6,108 i
Net depositors’ withdrawils 1,165 1.840 1.412 1,308 437
rtgag® loans & 1
anes oy fit vestme ho
1994 1990 - 1999 1985 - 1994
(5 years) (10 years)
Total return 2.1) 7.5 10.6



The Caisse de depot et placement du
Quebec, created in 1965 by an Act of the
National Assembly. is a portfolio manager
that invests the funds of Québec public
pension and insurance plans, and of various
Quebec public bodics.

The Caisse has the mandate
to achieve an optimal financial
return and to contribute by
its activities to the vitality
safeguarding the capital

it manages.

To achieve these objectives, it uses a range
of traditional and innovative financial
instruments: bonds, shares and convertible
securities, mortgages, real estate, short-term
securities and synthetic and derivative
products. These vehicles are combined with
active management, astute selection of
investments and geographical diversification,
mainly on the North American, European and
Asian markets. The Caisse has its principal
place of business in Montréal, a major
financial centre. It is one of North America's
largest financial institutions and Canada’s
leading public fund manager.



MESSAGE FROM THE CHAIRMAN
of the Board and
Chief Executive Officer

I'he year 1994 was paradoxical in many respects
Indeed, now that the main statistics are available, it
is clear that cconomic growth forecasts generally
proved to be correct. Conversely, and in there lies
the paradox, the markets lost value in comparison
with the previous yvear While the year got off to a
good start, amid very encouraging forecasts and
expectations that the strength of the markets over
the last months of 1993 would continue, the
central bank in the United States began tightening
its monctary policy in February to prevent a resur-
gence of inflation. In other countries, especially in
Canada, this policy had the inevitable effect of
driving up interest rates, which had been falling
until that point. The sudden shift in interest rates
had an immediate impact on bond markets in
general, and on Canadian bond markets in partic-
ular, where securities with maturities of ten years

or more posted their worst yields since 1956

I'he behaviour of the capital markets was thus very
different from that of the economy. In fact, while
the cconomy grew by a lacklustre 0.6% in 1992 as
it emerged from the recession, and by only 2.2% in
1993, it achieved 4.5% growth in 1994. Although

this figure is not a record, it does represent a fairly

vigorous rate, which in fact surpassed the rates
posted by the Group of Seven and even all indus
trialized nations. Morcover, although nearly all
sectors grew, the strength of the Canadian
cconomy was primarily due to external demand
Substantial gains were made in the manufacturing
scctor, which naturally had a positive impact

on employment. Finally, industrial productivity
continued to rise and corporate competitiveness
improved for the third straight year. This robust
cconomic performance should continue in 1995
but will remain heavily dependent on the eco

nomic and financial climate in the United States



However, in contrast with the cconomy, the capital
markets presented unusually difficult conditions for
portfolio managers. Overall, the Caisse portfolio
vielded a current return of 6.8%, but the absolute
value of its interest-rate-sensitive portfolios
declined by roughly 9%, precisely because of the
conditions that caused interest rtes to rise. Thus
the absolute overall return for 1994 was -2, 1%, In
relative terms, however, that is in comparison to
the benchmark indices, the Caisse recorded a good
return on the major markets, namely the bond
market and the Canadian equities market, Although
the vield spread widened between Québec and
Canadian securities, the return on the Caisse’s
bond portfolio was roughly equal to that of

the index, while the Canadian equities portfolio
outperformed the index by 103 basis points.

Portfolio performance must, however, be evaluated
over a longer period. Thus, during the past ten
vears, the Caisse achieved an average annual return
of 10.6%, or the equivalent of 8% when adjusted
for inflation. The following sections of this report
contain a4 more detailed analvsis of the returns on
Caisse investments.,

The environment in which the Caisse had to
manage its porttolios in 1994 provides an excellent
example of the characteristics now being
recognized as inherent to the capital markets:
complexity, unpredictability, interpenctration and
interdependence. Portfolio managers must
constantly strive to minimize the impact of these
unavoidable factors, which makes their task
increasingly demanding. It is therefore imperative
that traditional investment methods and techniques
constantly be adapted to the contemporary
challenges that today's portfolio managers face.
Accordingly. it is with this in mind that the Caisse
continued the work it began several years ago to
ensure that it is equipped with the most advanced
portfolio-management tools and systems. The
business of the Caisse is evolving rapidly, as is the
financial environment in which it operates, so it
must constantly seck to systematize its
management procedures and to optimize its
resources.

(&1

It is from this standpoint that Caisse¢ management
pursued its work in analyzing potential investment
gains and losses, d strategic component of portfolio
management given the growing volatility of the
markets, This analysis involves using historical
returns to determine potential variations in the
market value of portfolio securities, with a margin
of error of less than one per cent. The work being
carricd out in this area is intended to lead 1o the
development of efficient management tools that
will be used to establish the variations that
depositors are prepared to accept, depending on
the needs of their beneficiaries.

It is cqually important to highlight the institution-
alization of personal savings. which are now largely
found in pension or mutual funds. It is thus clear
that an everincreasing portion of corporate capital
is held by institutional investors. In addition to
giving rise to greater professionalism in the invest-
ment industry, this phenomenon has prompted
investors to place greater importance on the
qualitative aspects of corporate management and
to include these among those factors likely to add
value to their investments.

This is one of the reasons why institutional
investors have taken a keen interest in corporate
governance. And it is within this perspective that
the Caisse itself published a policy on the matter
during the year

The Caisse indeed felt it was advisable to set out
the corporate governance practices it has followed
in recent vears and to adapt them to the new
realities facing investors and corporiate managers.
To achieve this objective. it took into account both
the fiduciary responsibilities which it must itself
assume with respect to the funds entrusted to it,
and the mandate conferred upon it to ensure the
growth of its depositors’ capital. In so doing, it was
guided by what it regards as the primary objective
of corporate governance principles: to contribute
(o increasing the value of corporate assets for the
benefit of the shareholders.



However. the Caisse is well aware that such a
policy cannot meet the legitimate expectations
that may exist in its regard unless all the parties
concerned apply it in a constructive and cooper-
ative spirit. Institutional investors undeniably have
a role to play in assuring that a company is suc-
cesstul, as do the other sharcholders, the members
of management and the board of directors. Tt is
therefore on this basis that the Caisse intends to
pursue the implementation of its policy with the
confidence that its objectives will effectively
coincide with those of its business partners,

It goes without sayving that one cannot discuss
the importance of the Caisse’s mission and the
complexity of its operations without underscoring
the skills of the institution's staff. While the
Caisse’s performance may be attributed to more
than one factor, it is most important to highlight
the concern, diligence and determination that
Caisse personnel bring to their duties throughout
the vear | therefore offer all staff members my
sincerest thanks, knowing that 1 also speak for my
colleagues on the Board of Directors,

Before closing, special thanks are due to Mr Guy
Savard, who resigned at the end of January as
President and Chief of Operations, a position he
had held for four years, During that time, he plaved
a particularly active role in the activities ancd
development of the Caisse. I would like o point
out his unceasing dedication to the institution and
the determination, creativity and vitdity he always
demonstrated in carrying out its mandate in a
practical and effective manner. On behalf of the
Caisse, its Board of Directors and its personnel, |
thus offer him our heartfelt thanks and best wishes
for continued success.,

I would be remiss if 1 did not make special
mention of the very significant contribution

Mr. Louis Laberge made to the activities of

the Caisse and to those of its Board of Directors.
Indeed. Mr. Laberge joined the Board initially in
1970 and his term was renewed six consecutive
times since then. Accordingly, he was associated

with the Caisse for a period of 25 vears all
together during which his sustained dedication to
the institution and his unwavering support for its
objectives were most commendable.

Similarly. I wish to underscore the part taken
by Mr. Andre Trudeau as a member of the Board
over the past five years: | wish to express our
gratefulness for his most valuable contribution.

It is, however, with much regret that 1 have

to report the death, in September 1994, of

Mr. Ravmond Sirois who had been a member of
the Board since 1991 the Caisse has benefitted
greatly from his wide business experience and
particularly, from his dyniamic participation in the
proceedings of the Audit Committee of which

he wis the Chairman.

Lastly, the Board has welcomed six new members
over the last few months, being Mesdames
Francine C. Boivin and Denise Verreault and
Messrs, Jean-Claude Bachand, Rodrigue Biron,
Clement Godbout and Michel Sanschagrin, Given
their wide-ranging experience, there cannot be
any doubt as to the quality of their contribution
and the effectiveness of their support to
management.

Q‘Mj —
Jean-Claude Delorme

Chairman of the Board
and Chief Executive Officer






Through private

ECONOMIC

review

In all major industrialized countries, economic
growth was much stronger in 1994 than in

the previous year but without any accompanying
increase in inflation. Still, in the United States, fears
of an overheated
economy prompted
the Federal Reserve

investments, the Caisse
supports Québec businesses Board to raise short-
in their efforts to : term interest rates on
a regular basis, which
new foreign markets:
i onlv think of caused bond yields
; ; on all major markets
pe to rise substantially.
Vidéotron, and Quebecor
Printing, now the second- QUEBEC
largest commercial printer The Québec
in North America.

economy followed

these international
trends. In spite of rising interest rates, Quebec’s
economic growth increased in 1994 and, for the
first time since the recession, was accompanied by
a rapid rise in employment. As in 1993, economic
growth was due mainly to vigorous international
exports, which posted exceptional growth for the
second consecutive year. The competitiveness of
Quebec companies on foreign markets, which
stimulated such growth, is due partly to a sharp
drop in the Canadian dollar since early 1992,
especially against the currency of Canada’s main

trading partner, the United States. Québec also took

advantage of a much smaller increase in
production costs than that of its main competitors,
and of the more vigorous world economy,

Strong exports boosted corporate earnings, and in

turn business investment rosc. Job creation revived

confidence, and housing and consumer goods
benefitted, leading to a sizeable gain in Quebec’s
domestic demand, Demand was strongest in the

9

first half of the yvear, shortly after interest rates
bottomed. Growth would have been even stronger
had it not been for the limit on public spending
imposed by budget deficits in Canada and Qucbec.
At the beginning of the second half of 1994, how-
ever, confidence slipped, clearly impacting on
housing market activity. Domestic demand eased
amid pressure from interest rate hikes and a slower
rate of job creation. Still, the gross domestic
product increased by about 4% in 1994, fueled

by international exports and stronger domestic
demand in the first half.

1 JOB CREATION
IN QUEBEC

1988

1989

1990 1991 1992 1993

\n percentage
source: Statstics Canada

1994



CANADA

Overall, Canada’s economy was subject to much
the same trends as Québec’s. Nonetheless, overall
growth was a little stronger and, in terms of
business investment, Canada had a definite edge
over Quebec. The vigour of these investments was
based on greater use of productive capacity and
fairly high expenditures in the energy sector in the
West. Canada recorded higher growth in certain
other categories of expenditures because of lower
debt levels in other provinces and because their
cconomies are less sensitive to interest rate devel-
opments, The weakening of domestic demand dur-
ing the second half was therefore less pronounced
in the rest of Canada than in Québec; demand even
picked up in the fourth quarter,

Still, Canada’s domestic economy cannot be termed
very vigorous, since domestic demand grew by
less than 3%, influenced by the impact of budget
deficits on public spending and real interest rates
in 1994,

Nevertheless, Canadian manufacturers were
generally able to take advantage of their competi-
tive position 1o export massively 1o other countrics,
especially the United States, Their excellent perfor-
mance was due not only to their stronger competi-
tive position but also to higher prices for certain
commodities and to the generally buoyant U.S. econ-
omy, especially in the auto and housing sectors,

In addition, cross-border shopping fell significantly
and this, combined with strong exports, permitted
a turnaround in Canada’s current account,

1O

> GROWTH

IN REAL GDP IN 1994

Canada
United States
United Kingdom
France
Germany

Japan

In percentage
sources. Statistics Canada, WEFA and the Catsse

Canada’s overall growth thus reached 4.5%, its best
result since 1988, What is more, this strong growth
did not spark inflation. On the contrary, as 4 result
of a substantial cut in cigarette taxes, Canada’s rate
of inflation was almost zero, and prices in Québec
even dropped. Even when the onetime impact

of this tax rollback is excluded, the rate of inflation
wits roughly 1.5%, a result thar falls in the lower
portion of the inflation targets set by the central
bunk. The dollar continued to fall, but effective
control of production costs and surplus capacity
in labour and product markets contained price

increases.

In spite of a lower rate of inflation than in other
countries, Canadian long-term interest rates
evolved similarly to rates abroad, rising in response
to LLS, rates. High government deficit and debt
levels and uncertainty surrounding the Canadian
dollar fucled pessimism in the bond market,

The absence of inflation and the measures taken
by the central bank had a greater impact on the
return on short-term securities. Although in the
spring, Canadian short-term interest rates shot up
in the wake of U.S. rate increases. the opposite
occurred in the summer and early in the fall.

For the first time since 1983, certain rates staved
below the comparable U.S. rates for several weeks.
Although the Canadian dollar’s weakness at vear-
end pushed rates up again, for the vear as a whole
the spreads for short-term interest rates were
narrower than in previous years,



INTERNATIONAL

Economic growth accelerated again in the

United States, even though early in the year fears
of an overheating economy were already common-
place. With the exception of public spending, all
components of final demand rose rapidly and
morcover, companies increased their inventorics
to meet customer demand. Growth rose to 4%,
although the central bank would have preferred
to limit it to about 2.5%

Growth was strongest in business investment, since
the sudden increase in demand quickly put pres
sure on productive capacity; companies responded
by building and modernizing plants and by replac-
ing and purchasing equipment. Despite the intense
use of resources, price pressures were limited.
Although commodity prices and those of a number
of industrial materials increased substantially,
overall inflation was contained because it typically
does not respond immediately to excess demand,
such as last year's. Trade globalization probably
contributed to dampening price increases in the
Uinited States last year by permitting greater substi-
tution of imported products for domestic goods.

In fact, the growth of U8, imports, which had
already been strong for two years, increased

again in 1994

CHANGES IN INTEREST
RATES IN THE
UNITED STATES IN 1994

10.0
B.O
6.0

4.0

2.0

1 F M A M I 1 A 5 0O
10-vyear bonds
91-day Treasury bills

in percentage
source Federal Reserve Board

The Federal Reserve Board responded by raising
short-term interest rates on a regular basis to cool
off the economy and to keep inflation in check,
Long-term rates followed suit and rose signincantly.
The rate hikes in the United States stemmed from a
domestic problem, but all international financial
markets were affected.

Rising rates were hard o justify for Japan and
Continental Europe, where only a weak upturn
began in 1994 Even in the United Kingdom,
where cconomic activity appears more solidly
entrenched, the magnitude of longterm rate hikes
seemed excessive. This lockstep rise of interest
rates around the world, even though economies
were desynchronized, was thus a salient feature
of 1994. Of the major industrialized countries,
Canada had the strongest growth, whereas Japan
appeared 1o have considerable difficulty in coping
with its structural problems.






ASSET MIX

and re

ASSET MIX

turns

Over the long term, the varation in returns from

a group of funds depends in large part on the

allocation of assets among the different investment

categories. For instance, the weighting of equities

and bonds will often have a greater impact on i

portiolio’s overall return than the selection of one

A number of years ago,
a programme that gives
‘dealers. To date, the
programme has enabled
some 70 young analysis
to be hired by local
brokerage firms or firms
that belong to an
international network.

security over another
within a given

CALEROTY

The major linancial
murkets fell into a
severe slump in 1994
Interest rmite hikes in
the United States
affected almost all
internationtl bond
nuarkets, and this
increase in the cost
of money affected the
stock markets, which
had anvthing but a

banner vear. In fact,

all major market indicators posted negative or zero

returns for 1994, Only the Japanese stock market

stood out, with a gain of roughly 13% in local

CUurrency.

For most of Canada’s fund managers, only short-

term investments genenited a positive return in

1994, if one excludes the impact of the dollar’s

decline on foreign investments. Money market

securities vielded about 10% more than bonds.

or 5.4% compared with -4 3%. And Canadian

equities finished the year at -0,.2%, International

diversification did little to increase portfolio return

in 1994, The main European stock market indices

declined by over 10%, while in the United States,

indicators showed zero growth at yvear-end. The

hedged Morgan Stanley Capital International

4 CHANGES IN
INVESTMENTS AS PART
OF NET ASSETS

1)
Bl
()

i

20

1979 1994

1969

1974 1984 1989

as at December 31
marke! value — in percantage

Fixed-income securitics
{hands, morigiages, shor-1erm imvestiments)

Varnable-income securitics
[shates. convertible secutihes, ngl real estate mvasiments)

World Index rose by 0,5%, mainly because of the
positive performance of the Japanese market.

The Canadian dollar's decline against most other
currencies, however, had a favourable impact on
investments abroad. When converted into Canadian
cdollars, the investments comprising the World
Index thus yvielded an 11.3% return

During the vear, the Caisse revised investment
policies in collaboration with its depositors, and
introduced a structured decision-making approach
to long-term asset allocation. Traditionally, bench-
mark portfolios were established mainly on the



Bonds 479 -

Canadian shares 295 -

basis of historical returns generated by the
different investment categories. However, the
returns achieved over the past 10 or 15 years have
differed from these conventional trends. Long-teérm
investment policies should therefore take other
factors into account such as structural changes in
the economy, the stage of the short- to medium-
term cycle. the relative price of different assets,
the weighting of these assets in other managers'
portfolios and the quality of the available active

management.

In 1994, the Caisse developed a unique grid for
structuring the analysis it carries out prior to
muking any changes to its asset mix. The process
takes into account a number of interrelated factors
which enable the Caisse to evaluate its asset
classes on a relative basis. This evaluation in turn
helps it forecast the returns on each asset category
over periods in the future,

The many analyses performed in 1994 point to
the value of increasing the weighting of foreign
cquities in the years to come, This shift will
increase diversification and enhance expected
return. The heavier weighting of foreign equities
will, of course, reflect outlooks for the various
markets targeted,

4 104 Foreign shares
- 1.5 Shortterm investments
- .1 Mongages
3.0 Net real estate investments

as at Decamber 31 1964
markat value — in percentage

RETURNS

Sharp interest rate hikes in the United States
affected most of the major markets, which posted
disappointing results in 1994, Rising interest rates
prompted investors to seck higher rates of return,
which depressed the prices of bonds and of several
other financial assets. These lower values should
result, however, in higher returns in the yvears to
come. Consequently, an analysis of results achieved
over a longer period provides a more accurate

picture of an investment portiolio’s performance.

Although the Canadian economy and corporate
profits had strong showings in 1994, this vigour
had already been discounted by the markets or

was offset by rising interest rates,

The Caisse achieved a total return of -2.1% in 1994,
This result may be broken down into a current
return of 6.8% and a temporary drop of approxi-
mately 9% in the value of its assets, Since this
second component of return is highly sensitive to
interest-rate fluctuations, rate hikes during the year
had a substantial impact on asset value. However,
given the temporary nature of this impact. it is
more meaningful to look beyond the short-term
volatility of returns. Thus over the medium and
long terms, the Caisse posted returns of 7.5% and
10.6% for the past five and ten vears respectively,



The bond portfolio yielded -4.4%. compared

to -4.3% for the ScotiaMcLeod Universe benchmark
index. These results are due to the drop in bond
values caused by rising interest rates. Indeed. when
interest rates go up. the value of bonds outstanding
must go down so that their vield be readjusted 1o
that of newly-issued bonds. Since the bond port-
folio of the Caisse includes a higher proportion

of Quchec securities than the benchmark index,
variations in the vield spread berween Quebec

and Canadian government bonds have a significant
impact on the returns achieved by the Caisse

in this area. Yield spreads widened in 1994, so the
bond portfolio recorded a greater drop in value
than the index. Over longer periods, this over-
weighting in Quebec bonds tends to generite
returns above those of the index. In fact, had the
spreads not increased in 1994, the portfolio would
have outperformed the index. For the past five

and ten years, the bond investments of the Caisse
vielded average annual returns of 10.2% and

11.8% respectively, while the ScotiaMclLeod
Universe index posted 10.3% and 11.3% over the

same periods.

6 COMPARISON OF RETURN
ON INVESTMENTS AND
FINANCIAL INDICES

The Canadian equities portfolio recorded a 1.5%
return, while the TSE 300 posted -0.2%. For the
past five and ten vears, the portfolio produced
returns of 4.7% and 9.6% respectively, outperform-
ing the TSE 300 which obrained 4.5% and 9.2%.
This positive performance stems from the port-
folio’s sectorial weighting, which differs from that
of the TSE 300, and from stock picking within the
different sectors of the index.

The return on the foreign equities held by the
Caisse was -1,4%, versus 0.1% for the benchmark
index, Over five vears, the portfolio generated a
4.9% return and over ten years, it posted 12.7%,
while the index vielded 3.9% and 13.6% over the
same periods. At the end of the first quarter of
1994, the Caisse split its foreign equities portfolio
in two, creating a LS. equities portfolio and a
portfolio of equities held in Europe and Asia. As a
result, the hedged Morgan Stanley Capital Interna-
tional World Index was used as the benchmark for
the first quarter, and two other indices were used
for the remainder of the year, namely the Standard

& Poor’s 500 in the case of 1.8, equities and the

Annual compound
rate for the period
1994 1990-1994 1985-1994
(5 years) (10 vears)

(4.4) (4.3) 102 103 118 113

Bonds ScotiaMcLeod
niverse bond index
Canadian shares TSE 300

1.5 (0.2) 4.7 45 96 92

Foreign shares

Morgan Stanley
Capital International -
World Index

in parcaniage

1 The index does not 1ake mto account any provisions tor nan-performing loans or lor foreckisures
£ Return represents the contribution of tactical allocation to total return
* The current rate of return is calculatad at cost while the other rates of return are caiculated at market vaiue using the hme-weighted mathod

(.\15('.1-\‘4'])_ (1.4) 0.1 4.9 3.9 127 136
Mortgages ScotiaMcLeod
L. Mortgage (3 vears)' 14 03 105 11.2 113 115
Specific real estate
| investments portfolio MLH+A ~ (10.7)(11.4) (6.2) B 3.8 -
Short-term investments ScotiaMcLeod -
Canada Treasury
bills (91 LI'.I}_'H - 5.3 5.4 83 8.2 - -
| Tactical investments? (o) - 0.2 - - -
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Morgan Stanley EAFE for the other foreign equities.
The 1994 return of the world index takes this
change into account. In the future, the performance
of these two specific portfolios will be presented
separately. Moreover, although the Caisse hedges its
international investments against foreign exchange
risks, it also performs active currency management,
these operations had no significant impact on its
results in 1994.

The Caisse achicved a 1.4% return on its mortgage
portfolio, surpassing the index which posted 0.3%.
For the past five and ten years, the portfolio yielded
10.5% and 11.3% respectively, against 11.2% and
11.5% for the index. The Caisse does not consider
the current index to be fully satisfactory because

it does not take into account any provisions for
non-performing loans or for foreclosures, It intends
to study this matter in the year to come so as (o
select a better comparative index for its mortgage
investments,

Short-term investments generated a 5.3% return,
versus 5.4% for the 91-day Canadian T-bill index.
Over five years, the portfolio’s average annual
return was 8.3%, slightly above the index which
posted 8.2%. Since January 1995, the Caisse has
been using the new T-bill index introduced

by ScotiaMcLeod.

As for the real estate portfolio, its current return
remained stable compared to 1993, at 6.2%, but
this result was offset by the widespread drop in
property values. Real estate assets decreased in
value temporarily in 1994, as a result of investors
secking higher returns particularly because of
rising interest rates. The real estate portfolio’s total
return stood at -10.7%, as opposed to -11.4% for
the MLH+A index.

Finally, tactical investments resulted in losses
which reduced the overall return of the Caisse

by 12 basis points. For the past five years, tactical
investments have generated added value of

$297 million, thereby increasing the average annual
return of the Caisse by 17 basis points.



' ASSESSING

investment performance

Given the technology and

multitude of information available
today, professional investors can per-
form just about any financial transac-
tion. This does not make it any easier
for them, however, to achieve returns that
surpass certain benchmarks, which are
-essential for an evaluation of investment
performance.

To increase a client's worth, fund
managers generally proceed in two
stages. First, in consultation with the
client, they establish a suitable asset
allocation for a given period, deciding,
for example, how to weight equities and
bonds in the portfolio. If managers
deem certain markets unusually promis-
ing over the short term, they may depart
from these reference points. Then, within
gach asset class, they select the most
profitable securities and maturities.
Clearly, these decisions must take into
account the risk that each client is
willing to assume,

Asset allocation is a determining factor
in an analysis of performance relative to
the objectives set. The portfolio of an
investor who is rather conservative or
needs a stable income will include far
more bonds than that of a bolder investor
who is prepared to accept the volatility
of growth stocks. It is very difficult to
compare a given portfolio with all the
funds managed in Canada without
taking into account its specific asset
mix which depends on the needs and
constraints of depositors. Pension funds
vary widaly; some have begun to decling,

whereas others will see their capital grow
until early into the next century. Fund
allocations therefora differ significantly,
s0 it is important to compare the returns
of a given pension fund with that of a
group of institutions with the same char-
acteristics In terms of asset allocation.

While managers allocate funds in different
proportions on the major markets, they
compete with one another on specific
markets such as equities, mortgages,
bonds, short-term securities and so on.
Benchmark indices like the Dow Jones
and Japan's Nikkei 225 refiect the per-
formance of a given market as a whole.
Portfolio managers use their expertise
to depart from the components of these
indices when they deem it advisable. They
can always reproduce an index and be
content to follow market variations pas-
sively. Most managers aim, however, to
surpass the benchmark index by actively
managing their investments.

A number of studies show that over the
long term the combined performance of
a group of managers is roughly compa-
rable to the return generated by indices.
But, in the short and medium term, is it
better to compare these returns with
a recognized index, such as Standard
& Poor's or the TSE 300, or to use one
of the medians obtained by the various
aroups of fund managers?

In the latter case, it Is difficuilt to assess
risk. Management strategies will range
from the most conservative to the most
daring. The composition of the portfolios
may vary; certain managers of Canadian
stocks will add a few U.S. equities to their
portfolio, whereas others will maintain a
high level of cash.

Major portfolio managers in North
America prefer to compare their resuits
with selected market indices. The targel
Is clear, so it is fairly easy to establish
the desired risk level and investment
strategy. Within these indices. tempo-
rary trends may affect the performance
of some subsectors; for two or three
years, for example, small-cap companies
may post betier results than large
corporations. Still, over a long period,
these shifts toward certain securities
or management styles tend to balance
out. The main thing is to meet deposi-
tors' financial needs, increase long-term
capital and protect capital. Generally
speaking, achieving results above those
of the selected index over the long
term is a good indicator of a8 manager’s
performance.

Investment management is both science
and art, and thus must be evaluated
over a reasonable period. In the short
run, luck sometimes favours certain
investors; but chance is no substitute for
ability and rigour, which yield sustain-
able results. For a proper evaluation, it
is important to compare portfolios that
have the same characteristics, to select
adequate indices and to assess results
over a sufficiently-long period.






INVESTMENT

operations

BONDS

In the United States, interest rates rose sharply in
1994, bringing to an abrupt end three yvears of
declining rates. Not since the late 1920s had the
bond market seen such a severe downturn. Thirty-
vear bond rates, the market's barometer, rallied

10 8.15% in November, up 180 basis points from
January 1, and 250 points from their October 1993
low. Rising rates in 1994 pushed the value of long-
term securities down by roughly 20% during the
year. The turbulence extended to the international
bond markets, demonstrating the high degree of
correlation among financial markets.

Bond investors were concerned that strong
cconomic growth and sustained government
demand for funds
would reignite
inflation, and

trades more than they remained
sm billion in bonds of ::t:ssln;lsllic. ;-\'c]n I
1ugh the Federa
w Sences. M Funds rate began
mm m to rist in February
ﬂw_ m on its bond ! The bond market
muo .nd wm slump seems to have
m“w bonds, been worsened by
m issuers access to a the actions of

investors and spec-
ulators who, in
trying to limit

damage to their portfolios, in fact accentuated

the decline,

74 ACQUISITIONS OF NEW
BONDS ISSUED BY THE

QUEBEC IN 1994

Canadian marker
World market!
Other markets?
Total

June. up 22

The deterioration of the bond market was more
pronounced in Canada than in the United States
and it occurred mainly in the first hall of the vear
The rate of 30-vear Canada bonds rose to 9.57% in
23 points from the beginning of the year
and 250 points from the 1993 low. As a result

of chronic government debt problems, the credit
ratings of several provinces were lowered and
forcign-currency-denominated Government of
Canada bonds were downgraded. The Canadian
dollar came under pressure, and Canada-U.S.
interest rate spreads widened significantly until

June. In the summer, foreign investors returned in

force to the Canadian markets to capitalize on high
returns in a non-inflationary economy. At vear-end,
the 30-year Canada bond rate was 9.18%,

The spreads between Canadian and Quebec
interest rates followed the same trend as the
Canadian-U.S, spreads. From January to June,
10-year bond spreads increased by 38 points

to 109 basis points. From June to October, the
spreads narrowed by 36 points, settling around
their historical average of 73 points. At year-end,
they then rebounded 16 points. The spreads
between 10-vear Québec and Canadian securitics
rose from
on December 31, 1994, This 16-point increase had

71 basis points on January 1 to 87 points

a negative impact on the performance of
the Caisse’s bond portfolio in 1994, but these
trends tend to correct themselves in the

following quarters.

Acquisitions
Issued () (%)
2372 1.405 59.2
1863 = -
7,235 1,405 19.4

par value - in millions of doflars

1 issues in Canadian dolars
2 is5ues 1n vanous currencies o in Canadian Eurcdollars
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As at December 31, the bond portfolio amounted
to $21.3 billion at market value and accounted

for 47.9% of total investments, compared with
$22.4 billion, or 48% of investments, at the end

of 1993. The Caisse invested $1.4 billion in the
primary market for securities issued by the gouver-
nement du Québec. It also traded $21.8 billion of
Quebec and Hydro-Québec bonds in the secondary
market, against $27.2 billion in 1993,

The Caisse adopted a new method of managing its
bond investments in 1993, creating two portfolios,
a strategic portfolio and a tactical portfolio. The
strategic bond portfolio, which includes all Québec
public sector securities as well as securities issued
by the Canadian, U.S. and European governments,
is the basic portfolio. The objective set for it is to
outperform the benchmark index by using primar-
ily securities of Quebec issuers to reproduce
certain index parameters. The portiolio is heavily

weighted in Quéebec public sector bonds, so its
return is very sensitive to short-term fluctuations
in the spread between those securities and
Government of Canada bonds. Thus when the
spread between Québec and Canadian securities
fluctuates by one point, for instance, the portfolio’s
relative return varies by 2.5 points,

The volatility of these spreads creates buy or sell
opportunities that enhance the portfolio’s perfor-
mance. This year, the Caisse took advantage of
the widening spreads in the first half to purchase
Quebec securities on the secondary market.
Thereafter, the spreads narrowed until the fall,
which made it favourable to sell Québec and
Hydro-Québec securities. The volume of transac-
tions on other provinces' securities also increased,
offering opportunities to add to portfolio value.

8 SUMMARY
OF BOND PORTFOLIO
Market value Average  Average  Modified
Securities nominal rate! maturity’ duration’
(%) (%) (years) (volatility)
Domestic
Government issued
Gouvernement du Québec 9,630.3 45.1 8.33 8.39 4.85
Government of Canada 2,900.2 13.6 7.95 14.16 6.52
Other governments 176.8 0.8 884 21.27 8.00
Government guaranteed
Gouvernement du Quebec 5717.0 26.8 7.65 12.06 5.89
Government of Canada 101.4 0.5 10.62 12.62 6.75
Other governments 32.0 0.1 8.48 6.18 4.56
Guaranteed by grants,
municipalitics and school boards 2,211.7 10.4 10.85 7.21 4.38
Corporate and other 185.1 0.9 8.52 6.92 4.53
20,954.5 98.2 8.33 10.22 5.35
Foreign
~ U.S. Government 390.6 1.8 7.64 7.25 5.27
21,345.1 100.0 8.32 10.17 5.34

as af December 31, 1904
in millions of dollars

! waighted as per nominal value
2 weighted as par market value
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CHANGES IN
YIELD SPREADS
ON TEN-YEAR BONDS
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Quebec- Canada spread  (listonical average;: 78 3)

Quebec- Ontario spread  dhistorical average: 32.4)

The Caisse used various vehicles in 1994 1o
convert the vield on a bond into a money markel
return. This innovative approach improves portfolio
performance through asset swaps, which are
increasingly being used by fund managers. The
Caisse intends 1o continue using these technigues

as attractive market opportunitics arise

I'he tactical portfolio reflects forecasts by the
Caisse of evalical interest mte fluctuations in
Canada and abroad. Its strutegies are based on an
analysis of interest rate trends and the impact of

sudden rate shifts

Early in the vear transactions tocused Lirgely on
options, to take advanuige of marker volatility

In the second half, strategic positions were based
more on forecast fluctuations in international
spreads, especially between Canada and the
United States and 1o a lesser extent between
European countries. At year-end, transactions were
carried out on the vield curve of Government of

Canadi securities
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The Caisse pays close attention to the development
of decision-making models. In particular, it is devel-
oping performance indicators and more advanced

systems for analyvzing its management results, based

on leading-edge risk-management models,

Ihis innovative management is based on the use ol
financial vehicles such as the fivevear Government
of Canada bond futures contract recently launched
by the Montreal Exchange. The Caisse supports
these initiatives and the institutions promoting
them. and encourages all its market partners

aperting in Montreal 1o continue to promote them

10  CHANGES IN YIELD
ON TREASURY BILLS
IN 1994
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— Quebec 39.6 -
Treasury bills {
| Canada 6.1
—— Other governments 6.8

SHORT-TERM INVESTMENTS

Short-term interest rates in Canada and the United
States rose steeply in 1994, The vields on 91-day
Canadian T-bills almost doubled, going from 3.85%
at the beginning of the year to 7.15% toward the
end of December and closing the vear at 6.81%.
Canadian economic fundamentals did not justify an
increase in the cost of money during the first half
of the year Still, repeated US. interest rate hikes
and the downgrading of the bonds of several
provinces and of foreign-currency-denominated
federal government securities weakened the
Canadian dollar and put upward pressure on
interest rates until mid-year.

The strengthening of the Canadian dollar during
the third quarter enabled the Bank of Canada to
create conditions conducive to a drop in interest
rates until October. Thereafter, as a result of the
dollar’s sharp decline, 91-day yields rebounded by
139 points in November and December, surpassing
the peak they had reached in June.

In this context. the Caisse carefully monitored
measures taken by the central bank, so as to
position its short-term investments portfolio. The
Caisse purchased Canadian and Québec T-bills, as
well as financial paper issued by government
corporations, and it used BAX 91-day banker's
acceptance futures to control the portfolio’s
maturity. The main strategy adopted during the
year was to take advantage of the positive carry of
the upward-sloping yield curve resulting from the
Bank of Canada’s accommodating conditions. The
Caisse was able to generate an additional return by
selling very short-term securities so as to buy

longer-term money market securities.

[
v

11 SHORT-TERM

s al Decamber 31, 1994
markat value - in percentage

As at December 31, 1994, the market value of

the Caisse's total short-term investments portfolio
was $2 billion, compared with $2.8 billion at the
end of 1993, Off-balance-sheet derivative products
had a notional value equivalent to 5.8% of the
short-term investments portfolio.

All transactions in Canadian dollars were carried
out in Montréal. In addition to day-to-day
operations involving financial paper. the Caisse
made use of financial instruments traded
exclusively on the Montréal Exchange, namely
BAX and BAR banker’s acceptance futures and the
new OBX option, which is an option on BAX
banker’s acceptance futures.

12 THE CANADIAN DOLLAR
IN 1994
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in US cents per Canadian dallar

+ 21.2  Financial institution paper
——— 17.0  Government corporation notes
— — 9.3  Commercial paper



' FLEXIBLE INVESTMENT

I he Caisse uses derivatives such as

futures, options and swaps to take
stock market positions rapidly, and to
offset or reduce the risks associated
with an Investment or a set of invest-
ments. These risks are linked to fluctua-
tions in exchange and interest rates or
to stock and bond markets. Choosing
derivatives over direct investments
results in lower transaction costs,
gnhanced fliquidity and allows investors
to gain exposure to international finan-
cial markets and adjust portfolio weight-
ings quickly and easily. The Caisse uses
derivatives to increase the return on its
portfolios, notably to reduce potential
losses or achieve a rate of return which
is more certain than that of other secu-
rities with more attractive potential
returns. The Caisse also uses derivatives
to hedge its portfolios against a downturn
in financial markets.

The following examples are typical of how
the Caisse uses derivatives:

HEDGING

AGAINST FOREIGN
EXCHANGE RISK

The Caisse hedges its foreign investments
against exchange risk. So if the Caisse
wants, for instance, to invest in the
Japanese stock market, it will have to
purchase yens against Canadian dollars
to settle its transaction. To hedge its
position against forgign exchange risk,
it will then sell yens forward on the over-
the-counter market against Canadian
dollars. If the dollar appreciates against
the yen, the loss in value, in Canadian
dollars, of the Japanese securities
purchased by the Caisse will be offset
by the gains achieved using derivatives,
and vice-versa.

management

ADJUSTING PORTFOLIO
WEIGHTINGS

If the Caisse expects the stock market
to outperform the bond market in the
short run, It could, for instance, buy a
TSE 35 futures and sell a 10-year bond
futures at the Montréal Exchange. This
transaction would allow it to increase
very quickly the weighting of stocks
versus bonds and thus benefit from an
additional return.

The Caisse applies the following control
procedures to ensure prudent, profes-
sional management of its derivatives
transactions:

= A full team of qualified professionals
with the specialized knowledge
required to adequately carry out
responsibilities associated with
derivatives transactions: regulatory
issues, trading, processing, daily
sgttlement and accounting of
transactions, production of manage-
ment reports, control and supervision
of activities.

= A quantitative management system
which provides a daily assessment
of market risks, in order for appro-
priate measures to be taken, as
needed, so that established limits
are respected. This system is managed
by a separate team in charge of
measuring and controlling all the risks
of investment operations.

s A derivatives management system
developed and monitored by in-house
computer experts, From a practical
standpoint, this system allows for
daily corroboration of initial margins
required, profits and losses, and all

information on trades with the other
parties involved, The Finance team,
which operates independently from
the main users of derivatives, is
responsible for these daily control
functions. The system allows Finance
to verify, on a daily basis, the accuracy
of the statements of account sub-
mitted by the banks and brokerage
dealers with which the Caisse deals.
In addition to being a source for calcu-
lating returns, this system interfaces
with the different accounting systems.

The Caisse has also set various specific
limits in terms of amounts, countries,
products and counterparties for each of
its investment teams which trade
derivatives. For instance, in the case
of its tactical investments team, trans-
actions are carried out primarily in the
G7 countries, with the exception of Italy.
Trades on equity indices and bonds
are permitted, but other underlying
markets such as commodities, cur-
rencies and the money market are
excluded. These limits tend to promote
geographical and product diversifi-
cation, and are established based on
evaluations of the liquidity of each
market where investments are made.



CURRENCY MARKETS

The Canadian dollar fell in value in 1994,
depreciating 5% against the U.S. dollar from
January to December. This weakness was due to
the Bank of Canada’s expansionary monetary
policy, interest rate hikes in the United States and
international concern over government debt levels.
Moreover, fears of rising inflation and the chronic
LS. current account deficit discouraged interna-
tional investors from purchasing U.S. assets, thus
reinforcing the downward trend experienced by
North American currencies. The U.S. dollar lost
11% against both the deutschmark and the ven,
but seems to have responded favourably to the
latest increases in the Federal Funds rate toward
vear-end, which made U.S. assets more attractive.

The Caisse maintained its policy of hedging

its foreign investments against exchange risk.
Fifteen currencies are hedged using futures and
swaps. The Caisse also tries to take advantage of
market trends by making trades in a tactical
exchange positions portfolio.

The tactical portfolio is comprised of futures

and other vehicles such as foreign currency options.
The Caisse generated gains from this portfolio

in 1994, in particular with long positions in

LS. dollars held against the deutschmark and

the yen at year-end.

In addition, a simulation model was developed
during the year so as to enable various vehicles
to be used to control the risks associated with a
complex currency portfolio. Through this sophis-
ticated model, the Caisse can measure the risk of
cach tactical foreign exchange position on a daily
basis and quickly calculate risk-return ratios.

United States  35.6
Japan 27.0 ——
Other Asian countries 7.3

and Oceania
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The volume of currency purchases and sales
totalled €§154.2 billion, making the Caisse the
leader among Canadian fund managers performing
this type of operation. At year-end, the hedging
portfolio represented €$5.3 billion, which is
equivalent to the Caisse’s foreign investments or
12.2% of its total investments.

FOREIGN EQUITIES

The Caisse maintained the proportion of foreign
equities at about 10% of its total investments in
1994. The market value of its international equities
totalled $4.6 billion at the end of 1994, compared
to $4.8 billion at the end of 1993. At vear-end, the
geographical composition of the portfolio was as
follows: United States, 35.6%; United Kingdom,
9.5%:; Germany, 3.8%; France, 3.7%: other European
countries, 13.1%; Japan, 27%: and other Asian
countries and Oceania, 7.3%. In addition, the
Caisse’s emerging market investments totalled
$65.7 million as at December 31, 1994,

Activity on international stock markets in 1994
reflected the rise of short- and long-term interest
rates. In the United States, although monetary
policy was successively tightened and long-term
rates rose by roughly 2%, the yield on the equities
market was flat, since it was sustained by a surge in
corporate carnings. The long-term rate hikes had a
negative impact on European stock markets partly
because these markets posted excellent results in
1993, Japan, which saw a substantial correction at
the end of 1993, made large gains in the first half

13 FOREIGN EQUITIES

—— 9.5 United Kingdom
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of 1994 amid expectations of an economic upturn,
But the recovery wis weaker than expected, and
the Japanese market experienced a correction in
the second half.

The overweighting of cyclical ULS. equities and, to
a lesser extent, of European equities had a negative
impact on the return on the foreign equitics
portfolio of the Caisse in 1994,

To meet depositors’ needs more effectively,

the Caisse divided its foreign equities into two
portfolios in 1994: one comprises only U.S. securi-
ties and the other includes all equities held in
Europe and Asia. The allocation of funds to the two
portfolios depends on depositors’ long-term objec-
tives, Both are hedged against foreign exchange
risk. and their benchmark indices are the hedged
S&P 500 and the hedged Morgan Stanley EAFE,
respectively.

Over the years, and particularly since 1992, the
Caisse has built up an in-house team that now
includes cight managers and analysts specialized
in the U.S., British and European markets. An
experienced manager who will be the core of the
in-house team in charge of the Far East recently
joined the group. The creation of a special team
responsible for Asian investments will enable

the Caisse to reduce the amount of indexed funds
in that region. For the time being, the Caisse's
emerging market investments are being managed
externally. In addition, a part of the institution’s
active portfolio management and its indexed
investments are entrusted to outside managers.

In addition to managing investments by country,
the Caisse carries out in-house management of the
regional allocation of its foreign equities portfolio.
This allocation is achieved mainly through equity
index futures, rather than by shifting funds as was
previously the case.
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CANADIAN EQUITIES

After peaking in January, Canadian stock markets
posted fairly disappointing returns despite high
investor expectations at the beginning of the year.
As a result of the sharp increase in interest

rates worldwide, caused mainly by fears of an
overheated ULS, economy, Canadian stock market
indicators vielded only 2.8% in the case of the
Montreéal XXM index and -0.2% for the TSE 300.
Although the U.S. economy grew for the fourth
consecutive year, the recovery in Europe and Japan
got underway slowly. The advent of a worldwide
recovery meant that prices were on the rise for
commodities and in some cyclical sectors, in which
the Caisse portfolio of Canadian stocks was heavily
overweighted. The consumer sector and activitics
sensitive 1o interest rate fluctuations posted lower
returns, while the earnings turnaround predicted
for TSE 300 companies materialized in 1994, as
corporate profits soared 457%.

Following the recommendations in its cconomic
forecasts, the Caisse pursued an investment strat-
egy lavouring an overweighting of cyvclical sectors
and an underweighting of consumer-sensitive
activities and areas where interest rate fluctuations
have an impact.

14  CUMULATIVE MONTHLY
TURN OF THREE
CANADIAN STOCK MARKET

INDICES IN 1994
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15  STOCK MARKET INDICES
IN 1994

1013l return - in percentage

Fueled by interest in Canadian equities among
foreign investors, large caps did best in 1994,
Returns on large capitalizations rose by 5.5%, after
suffering in the first three years of the bull market.
Securities attractively priced because of their low
eviluation ratios came next with a 2.4% improve-
ment. It is interesting to note that at the end of the
1980s, a number of investors expressed the view
that the “value” investment management style had
no future in the United States and Canada. The
Caisse considerably reduced its expectations of
small caps at the end of 1993, after they outper-
formed the market for three years, In 1994, small

-

caps lost 7%.

Of the sectors that did better than the TSE 300,
transportation and environmental services yielded
24.9%, as a result of the economic recovery and
rationalizing efforts to improve corporite compet-
itiveness, Metals and minerals were next, posting a
20.3% return amid increasing worldwide demand
and lower inventories, Alcan and Cominco turned
in the best results in this sector. Industrial prod-
ucts vielded 7.5%, partly because of the upturn in
the second phase of the economic cycle, which
had a positive impact on chemical producers. In
this group, Northern Telecom bencefitted from
investor interest thanks to measures by its new

Index Location In local currency  In Canadian dollars
XXM Montreal 277 2.77
“TSE 35 Toronto 5.52 552
TSE 200 B Toronto 659  ©5
“TSE 300 Toronto (0.18) ©18)
‘Standard & Poor’s 500 United States 13z T
MSCLWI R
Sub-index United Kingdom (6.98) 4.21
Sub-index Germany (6.58) 10.89
Sub-index Japan 8.56 28.60

management to reestablish its leading position in
the information highway, following the example of
Bombardier, whose well-targeted strategy is a
standout. Paper and forest products also did
relatively well, rising 2.9% because of the improved
supply-and-demand outlook for pulp, newsprint
and fine papers. In this sector, Repap and Avenor
posted the best returns.

As for those sectors underperforming the TSE 300,
the return on real estate and construction was
-36.1% because of rising interest rates, the high
vacancy rate for office buildings and the weak
retail sector. The sector remained weak despite the
economic recovery and the arrival of large LS.
retail chains. Although the performance of Four
Scasons Hotels and the Loewen Group were rela-
tively strong, the merchandising sector fell 17.1%
because of the expected decrease in margins,
stemming from the arrival of major LS. retailers,
the greying of the population and consumer debt.
Hudson Bay Company and Canadian Tire securitics
did poorly in this new context. Despite fears of
renewed intlation, dwindling supply and the low
level of gold sales by central banks, gold stocks
posted a -9.8% return, reacting negatively to the
rise in real interest rates, the deflationary impact
of world competition, the increasing number of
floating currencies and the possibility that South
Africa would sell gold to defend its currency.
Finally, oil and gas vielded -6.2% because unexpect-
edly soft demand created a surplus of natural gas,



HIGHLIGHT ON CORPORATE

I he Caisse published its corporate

governance policy in 1994 to codify and
publicize the principles underlying the
practices it has followed in recent years
in this area. The corporate governance
positions of the Caisse have earned it a
reputation as a leader in the defence of
minority shareholder rights in Canada.

Corporate governance involves all the
principles, rules and guidelines that a
‘company, its shareholders, its board of
directors and its management choose to
apply in carrying out their respective
duties. The primary objective of corporate
governance is to assure sustained
corporate profitability and an increase
in the value of shareholders' assets.

The policy put forward by the Caisse is
based on a number of general principles:

= The return to the Caisse depends on the
garnings of the companies in which it
invests. As a trustee and a fund manager,
the Calsse must fulfil its responsibilities
and exercise the voting rights attached
to the shares it owns in a company.

« The board must mirror the company's
shareholders. The representation of
major shareholders must be propor-
tionate to their equity interest in the
company.

« The board must be made up of a majority
of directors who are independant of
corporate management, so that they can
exercise objective judgement in assess-
ing senior management and its vision
of the company’s future.

= The board must require that manage-
ment submit 1o it a strategic plan on a
regular basis. In addition, directors must
have tools available, such as a man-
agement information system and
committees responsible for specific
areas, which will enable them to assume
their responsibilities and examing
certain essential matters.

governance

In addition to these general principles,
the Caisse’s corporate governance poli-
cy deals with such matters as executive
compensation, standards relating to
takeover bids, unequal voting shares
and disclosure of international activities,

The corporate governance policy of the
Caisse aims in particular to improve
mechanisms that permit the necessary
collaboration between shareholders,
directors and executives. The policy will
be applied pragmatically, in a spirit of
cooperation linking all who play a role
in the long-term prosperity of the business
community in Québec, Canada and
elsewhere in the world.



In managing its portfolio of Canadian equities, the
Caisse uses a model for fundamental analysis
which takes into account a company's industrial
sector and the impact of the business climate on
its activities. To enhance the portfolio’s risk-return
ratio, a portion of the funds has been given to
experts whose investment management styles
result in portfolios with a low level of correlation
between them, complementing a central portfolio
whose risk level is low but whose added value has
been quite high over the years. This approach
reduces the portfolio’s overall risk by 50% and
offers prospective returns that are above or equal
to those of a homogencous portfolio,

At the end of 1994, the total portfolio of Canadian
equities, including private investments made by
the Caisse on Canadian stock markets, amounted
to $13.1 billion at market value, or 29.5% of
investments.

The financial and stock market ratios of the
Canadian stock market portfolio were as follows:
the price-earnings multiple was 20.8; the price to
book value ratio, 1.65; and the current dividend
yield, 2.25%, The risk exposure for the portfolio
was evaluated at 1,23%; in other words, iwo years
out of three, the portfolio’s net return should be
within £1.23% of its average historic long-term
return.

PRIVATE INVESTMENTS

After three difficult years, Québec companies were
finally able to take advantage of a more favourable
economic and financial climate in 1994, In addi-
tion to consolidating their activitics on domestic
markets, many also expanded onto foreign markets
during the year.
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The Caisse looks to support the development of
Québec companies and to make its domestic and
international network of contacts available to them.
By forming partnerships with dynamic businesses
and establishing special long-term relationships
with them, the Caisse seeks to help them grow and
obtain a competitive financial return,

The year 1994 was opportune for financing
activities. The Caisse authorized 55 investments
totalling $401 million: 47 investments amounting
to $225.1 million will be made directly in
businesses and eight investments representing
$175.9 million will be directed toward investment
funds and companies.

The environment was favourable for expansion
projects, so most new investments were in growth
companies. The Caisse was involved in the expan-
sion of the activities of the Laurentian Bank and
ADS Associes on the domestic market, the develop-
ment and international expansion of Biogénie
S.R.D.C.and of Telesystem International Wireless,
and the start-up of the new Québec operations

of Innergex.

The Caisse also benefitted from certain initiatives
taken in 1993, Gaz de France became a partner in
Noverco, in which the Caisse has an interest. In
addition, the Caisse was involved in increasing the
capital of Sceptre Resources, and it worked on the
restructuring of Univantage and its main subsidiary,
Unigesco, which became the Sodisco-Howden
Group. The Caisse also supported companies such
as United Westburne and Provigo that adopted

or pursued plans to reorganize their finances or
their operations.

The Caisse is especially interested in companies of
the new economy and technological sectors, such
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as telecommunications, health care, biotechnology
and information technologies. Through investments
in businesses or specialized funds, it contributes

to the vitality of these sectors, promotes the estab-
lishment of foreign companies in Quebec and helps
Quebec companies expand internationally. During
the year, the Caisse was involved in 12 investment
projects totalling $63 million in leading-edge
companies, such as UltraOptec, NewEast Wireless
Technologies and Neuroscience Partners. The
Caisse also created an advisory committee of inter-
national experts to help it evaluate technologies
and markets.

When it makes private investments abroad, the
Caisse also joins forces with foreign or local part-
ners. In 1994, it authorized substantial investments
in investment funds and companices active in various
areas, notably Domain Partners I, which invests in
the biotechnology sector in the United States;
Schroder UK Buy-Out Fund 111, a European acqui-
sition fund; Baring Capital Partners V, an acquisition
fund that targets the United Kingdom, France,

Italy and Germany: China Renaissance Industries,
which invests in various industries in China: and
Renaissance Funds, which invests in Isracl.

The Caisse also extended its Quebec network of
regional investment companies by setting up
Societe de capital de risque Abitibi-Témiscamingue
(SOCCRAT) and Investissements 3L, which covers
Laval, the Laurentians and Lanaudiere. These com-
panies joined the seven which were already in
operation: Gestion Capidem, Gestion Estrie Capital,
Gestion Capital de Developpement 04, Gestion
Investissements GIM, Capital CGD, Capimont and
Capital Montéregie. The companies in the nerwork
take equity interests of $50.000 to $500,000 in

of Quebec.

Communications 195 ——

Natural resources 16,7

Utilities 149
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Quebec

Canada outside Québec
United States

Europe

Emerging markets

1,920

s at December 31, 1994
market value — in millions of dollars

As at December 31, 1994, the aggregate private
investments portfolio comprised 183 investments
and its market value was $2.29 billion, or 5% of
the total investments of the Caisse. The sectorial
composition of the portfolio at year-end was as
follows: communications, 19.5%; natural resources,
16.7%; utilities, 14.9%; investment companies, 14.5%;
financial services. 14.4%; distribution and services,
11.6%; industrial products, 4.1%; consumer prod-
ucts, 3.6%; and other sectors, 0.7%.

Over ten years, the Caisse's private investments in
Québec companies generated a return of 11.4%,
surpassing the TSE 300 which posted 9.2% for the
same period.
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MORTGAGES

Like other financial markets, the mortgage sector
experienced a paradoxical situation in 1994
demand on residential, commercial and industrial
markets was anemic yet interest rates rose by
almost 3% during the year to nearly 10% for five-
vear maturities.

The single-family housing market remained highly
competitive, and financial institutions issued

an increasing number of mortgage securitics
guaranteed by the Canada Housing and Mortgage
Corporation under the National Housing Act

( NHA). Trust companies, for their part, saw their
share of the mortgage loan market drop
significantly.

The Caisse portfolio of single-family dwellings
decreased substantially during the year because
its representatives reduced their activities in this
area. The Caisse must adjust its focus and is as a
consequence analyzing the market so that it can
continue investing in this type of financing.

Investments in NHA mortgage-backed securitics
increased in 1994, and the Caisse authorized the
investment of an additional $100 million in this
vehicle, for a total of up to $200 million. These
securities facilitate management of mortgage terms
and allow loans of more than five years to be
granted. The Caisse also invested in collateralized
mortgage obligations (CMO), a new vehicle
introduced on the market in 1993, These products,
derived from NHA securities, offer investors
greater flexibility, since the capital and interest
payments on the underlving mortgage debt are
restructured.

Commercial  54.6 ———
and office buildings

Although new loan activity was limited, the Caisse
authorized financings totalling $109.4 million in
1994. It was involved in several major financings,
investing 560 million in Place Ville-Marie in
Montreal, $22 million in Cavendish Shopping
Centre in Cote-Saint-Luc, $16 million in Galeries de
Hull, $17 million in the Bank of Montréal building
in Québec City and $29 million in Place de la Cité
in Sainte-Foy. The Caisse also took part in the
hnancing of the Credit Suisse building in Toronto,
owned by M.D. Realty Ltd., with an investment of
$4 million.

The real estate market remained fragile in 1994,
and the Caisse was not immunce to this trend.
Foreclosures represented 4.5% of the market value
of the mortgage portfolio, while non-performing
loans, that is those for which payment has been
past due for more than three months, accounted
for 2% at the end of 1994. The Caisse responded
by tightening its criteria for the approval of new
loans or loan renewals, given that the drop in real
estate values called for greater rigour in appraisals.

Interest rate volatility in recent years has often led
to a reduction in the terms of loans, which has in
turn increased the number of requests to renew
and renegotiate loans prior to maturity: in 1994, a
total of $143.5 million in loans were renewed.

As at December 31, 1994, the market value of the
Caisse’s mortgage portfolio totalled §1.8 billion, or
4.1% of its total investments. At year-end, the
average nominal rate stood ar 9.8%, the average
maturity was 3 vears and the modified duration
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was 2.2 vears. The breakdown of the portfolio was
as follows: 54.06% in the commercial sector; 28.1%
in the residential sector: 4.5% in mortgage-backed
NHA securities; and 12.8% in the industrial sector
At the end of 1994, the portfolio included only
one interest rate swap with a notional value of

$5 million.

A new integrated mortgage management system
was refined in 1994 In addition, a number of work
stations now have direct access through SOQUIJ

to information held by registry offices, an arrange-
ment that will save a great deal of time and moncey
Finally, given the importance of carefully monitor-
ing market rates, a leading-edge information system
providing real-time access 1o mortgage market data
was added in 1994, allowing for, among other
things, more detailed analysis of NHA securities.

CAISSE REAL ESTATE GROUP

The investments of the Caisse Real Estate Group
are managed by a small group of in-house Caisse
specialists. They develop the Group's strategics;
monitor portfolio return, management and devel-
opments; and coordinate the operations of the
Group’s five member companices: Cadim, Ivanhoc,
SITQ Immobilier, Cadim international and Cadev.

Cadim is responsible primarily for real estate
investments held in partnership with developers
or builders who are in charge of day-to-day
management, while Ivanhoe owns and manages
medium-sized and large shopping centres. As for
SITQ Immobilier, its activities focus on office
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Office
Commercial  buildings

Group Companics
Cadim 116 148
Ivanhoe 830 19
SITQ Immaobilier 187 423
Group 1,133 620

buildings, regional shopping centres, urban-area
medium-sized shopping centres and industrial
buildings, which are owned with other institutional
partners. Cadim international coordinates the
investments made by the Group abroad. Lastly,
Cadev. which is owned by Cadim, Ivanhoe and
SITQ Immobilier, was created in 1994 1o develop
the Group's land portfolio. Cadim and Cadim
international are wholly owned, whereas Ivanhoe
and SITQ Immobilier also have minority
sharcholders.

The real estate market remained weak in 1994,
and the Group's Canadian property values dropped
by 4.2%. Rental rates and incentives improved in
the commercial sector during the vear, and they
stabilized in the office buildings market. As at
December 31, the Group had a 5.4% vacancy rate
in its commercial buildings and an 11.4% vacancy
rate in its office buildings. With respect 1o leasing,
201,000 square metres was leased or renewed

in the commercial sector in 1994, compared to
87.000 square metres in the office buildings sector.
As a result of tight cost control, dynamic property
management and the portfolio’s overweighting in
the commercial sector, which fared better than the
other sectors, the Caisse's real estate portfolio
outperformed the market in 1994,

The current return on the portfolio was 0,2% as

at December 31, while its overall return was
negatively affected by the poor stock performance
associated with Ivanhoe’s investment in Cambridge
Shopping Centres Ltd.: Ivanhoe had a 29.5%
interest in the company at the end of 1994, 1f this

Percentage

Value of  of the Group's

Industrial land'  Other? portfolio® portfolio
5 33 12 4699 249

34 71 - 865.0 5.8

110 2] 46 552.6 29.3

149 113 88 1,887.5 100.0

a5 at December 31, 1954
markel value = in millions of dofiars

1 combines member companies’ |nterests in Cadev
2 combines hotels and the residential sactor
¥ represants the value of the Casse's net holdings In the company
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A number of investments were made during the

T_ year, For instance, lvanhoe invested $39 million
-AISSE . . . .
REAL ESTATE in Galeries Rive Nord, which it now wholly owns.
GROUP LI o i i
— SITQ Immobilier invested $30 million to purchase

interests held by partners in industrial sites in the
Montreal arca and in an office building in Québec

CADIM City. At year-end, Cadim acquired a $32-million
debt secured by a shopping centre in downtown
(S .
Montreal,
% On the international scene, SITQ Immobilier
= concluded five transactions with partners during

=
| VA N H 0 t the year It acquired interests in three shopping
centres in the United Kingdom with Pillar Property
Investments Plc; the three acquisitions represent a

total investment of $65 million, The company also
Slm acquired a $28-million interest in an office building
IMMOBILIER in downtown Brussels with Compagnic immobi-
R ——

liere de Belgique. Finally, an initial §13-million

investment was made in a luxury condominium
project in Mexico, with Grupo Terrum, S.A. de C.V,
CADIM a local partner. In collaboration with Wagner
LS. Holdings, a Quebec partner, Cadim made a
$20-million investment related to 143 condo-

minium units in a residential building located in

the heart of Manhattan, New York.
CADEV

The Group's total capital expenditures on

development, redevelopment and improvement
projects amounted to almost $50 million in 1994,
Member companies also sold real estate assets

; ; s s worth 533 million, in line wi sir strategic plans,
investment is excluded, the portfolio’s overall h $33 million, in line with their strategic plan

return was -7.3%. The Group's net holdings had
market value of $1.8 billion, based on investments
of $2.0 billion, net of related bank loans and mort-
gages, third-party minority interests, and other
assers and liabilities totalling $0.8 billion,

The member companies’ assets are consolidated in
the real estate portfolio. In addition to propertics
held directly, which accounted for 86,2% of the
portfolio’s investments at market value, these assets
include real estate company debentures, 1.8%: real
estate company shares, 7. 7%; mortgages, 3,2%;

and short-term investments, 1.1%. Properties held
directly, net of related labilities, represented

S 1.6 billion at market value, or 3.6% of the invest-

ments of the Caisse as at December 31, 1994 In
line with Caisse policy, the market value of real

) ) . A partner of Québec real estate developers investing
estate investments is based on an independent, abroad, the Caisse is in favour of increasing
rigorous and prudent appraisal, exports of Québec goods and services as part of its

construction projects.



The Group's strategy is to diversify geographically
and to allocate a larger portion of the portfolio to
the residential sector. It therefore continued its
housing construction activitics in Poland, opened
an office in Mexico under the designation Grupo
Inmobiliario Caisse and another in Vietnam under
the name Societ¢ immobiliere du Vietnam in
collaboration with private investors. In addition,
the Group signed a partnership agreement with
Sinocan, a Québec firm, and the China Real Estate
Development Group, a major Chinese company.
The Group would also like 1o allocate a larger
portion of the portfolio to real estate derivatives
and infrastructure financing, which should increase
its current return. Finally, with regard to interna-
tional investments, the Group is interested in
supporting Québec partners that want to build in
promising new markets, as well as those that want
to export Quebec goods and services,

TACTICAL INVESTMENTS

The Caisse strives to optimize its return by actively
managing the tactical allocation of its investments,
which involves moving funds for short periods into
asset classes that are likely to be the most prof-
itable or taking advantage of sudden market shifts.

Tactical investment management has evolved
considerably over the yvears to mect the investment
objectives of Caisse depositors. Various financial
instruments make it easier today to rapidly change
the weighting of certain assets such as Canadian
equities and bonds while minimizing the impact
on the portfolios.

Late in 1992, the Caisse set up a separate team in
charge of tactical choices among its investment
categories, thereby demonstrating its will to ensure
that Montréal becomes a centre of excellence in
the field of tactical asset allocation using such
products as futures, options and swaps. This port-
folio enables the Caisse to measure the results of
tactical decisions with a high degree of accuracy,
to automatically bring the portfolios into line with
their long-term median with greater ease and to
minimize transaction fees while achieving the
speed required for tactical trades. After two years
of activity, the Caisse's tactical investments have
yielded positive added value for depositors.
Through the transactions it carried out in Montréal,
Tokyo, London, Singapore, Osaka, Frankfurt, Paris,
Toronto, Zurich, Sydney and Chicago, the Caisse
takes an active part in the world market for these
types of vehicles.
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Tactical asset decisions are even more important
than the tools, for they represent the search for
attractive investment opportunities, In this
respect, 1994 presented many pitfalls. For all the
(7 countries where the Caisse traded derivatives,
cash proved to be the best asset, with the excep-
tion of Japan. Bond markets were highly correlated
and extremely volatile and saw their worst correc
tion in many years, despite the very different
cconomic environments in North America, Europe
and Japan, The investment strategy adopted by the
Caisse was therefore to take a short position in
North American bonds, given expectations of
higher inflation in the United States. The gains
generated by this strategy were, however, offset

by long positions in European and Japanese bonds,
The corrections were very severe although the
fundamentals remained positive for inflation and
cconomic growth.

The unexpected turnaround in the European and
Japanese bond markets had a doubly negative
impact, leaving a stock market correction in its
wike. The North American stock markets were
flat. and, contrary to forecasts, the Australian stock
market fell despite increases in commodity prices.
On the equities markets, only the strategy adopted
for the Japanese murket proved to be profitable.
The Caisse made gains both when the market rose
in the first half and when it subsequently dropped.

Tactical investment managers have two objectives,
to produce added value on a regular basis and to
adequately control risk. The Caisse has focused

on a number of key issues to ensure that these
objectives are met: a rigorous approach to model-
building using exogenous variables; a sulficient
number of tactical investment choices. namely an
approach based on a global portfolio of tactical
choices; balanced allocation among these choices;
an attractive total rate of return differential; prefer-
ably low correlation among the choices: and. lastly,
a structured grid for managing market, credit and
liquidity risks.






MANAGEMENT

of depositors’

Three new depositors joined the Caisse during the
vear. They are the Fonds d amortissement des
régimes de retrite gouvernementiux (EARR.G,
created and admin-
istered by the Quebec
Minister of Finance,
the Societe des alcools
du Quebec (SAQ),
whose mandate is to
scll alcoholic bever-
ages in Quebec, and
the Centre de recher-
che industrielle du
Quebec (CRIQ), which
acts with its partners
in the business,
industrial and public
sectors to stimulate
Quebec's cconomic
development.

In March 1994, the
Caisse adopted a
regulation making it

simpler for certain
bodics or their pen:
sion plans o become Caisse depositors. A written
resolution from the body’s board of directors will
now authorize the entrusting of funds to the Caisse.

Under legislation passed by the National Assembly
or written resolutions adopted by the boards of
directors of the bodies concerned, the Caisse
manages, on behalf of 18 depositors, the funds
contributed to public pension and insurance plans
and public bodies. The Caisse has a mandate to
invest, safeguard and manage its depositors’ funds
50 s to achieve asset growth,

funds

A5

The Caisse strives to obtain an optimal return for
its depositors, in line with their risk tolerance and
investment horizon, as determined by the nature of
their activities. Investment policies and strategies
are based on economic forecasts by the Caisse,

as well as depositors' foreseeable liquidity require-
ments and investment policies. Depositors receive
regular reports on the status of their portfolios,
along with a detailed analysis of their results,

A complete computerized report is now prepared
on a quarterly basis to facilitate the dissemination
and processing of information. Through periodic
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meetings and daily communication, the Caisse stays
in close contact with its depositors, In 1994, the
Caisse continued to refine its cash management
service to ensure that depositors can take advan-
tage of its expertise in this area to maximize their
short-term return, while remaining in a position

to meet their current obligations.

The Caisse receives from its depositors the contri-
butions of more than four million Québecers in
the form of demand, term or participation deposits.
Demand and term deposits constitute indebtedness
towurd depositors and bear interest at market
rates. Participation deposits represent i share in

the net equity and net income of the fund o

22  DEPOSITORS

Regie des rentes du Quebec

Regie des marches agricoles
¢t alimentaires du Quebec
Regie des assurances agricoles du Quebec
Regie de Vassurance-deépots du Québec
Commission de la construction du Québec
Supplemental Pension Plan for
Employees of the Québec Construction
Industry

Commission administrative des régimes
de retraite et d’assurances
Government and Public Employees
Retirement Plan
General Retirement Plan for Mayors and
Councillors of Municipalitics
Individual Plans

Pension Plan for Elected Municipal Officers

which they are allocated, and their value depends
on the market value of the investments made with
the fund.

As at December 31, 1994, depositors’ holdings
totalled $43.8 billion at cost. compared with

$42 billion a year carlier. This increase is due mainly
to net income of close to $3 billion, less net with-
drawals of nearly $1.2 billion. Given the unfavourable
performance of the markets in 1994, investment
income fell by 81 billion compared with 1993 The
market value of depositors’ holdings. which totalled
5448 billion at the end of 1994, or §1 billion over
cost, was lower than in 1993 as a result of an

unrealized decrease in value of $4.1 hillion,

First Number of Depositors’

Commission de la santé
et de la sécurite du travail

La Federation des producteurs de bovins
du Quebec

Régime complémentaire de rentes des

Office de la protection du consommateur
Fonds damortissement des régimes
de retraite gouvernementaux

Société des alcools du Québec

s at Decamber 31. 1994

1 gstimate
2 market value - in millions of dollars

Sociere de I'assurance automobile du Québec

Fonds d'assurance-préts agricoles et forestiers

techniciens ambulanciers ceuvrant au Queébec

Centre de recherche industrielle du Quebec

Abbreviation  deposit  contributors’  holdings”
R.R.Q. 1966 3018900 14,4085
RM.AAQ. 1967 06 25
1968 50,426 -
1969 1,371 151.0
C.CQ.
1970 90,000 4,2064.1
CARRA
RREGOP 1973 503,500 16,045.7
1975 - -
1977 403 111.3
1989 2,300 98.1
G581 1973 178,798 4,219.3
SAAQ 1978 4,243,145 4,692.2
FAPAF 1978 1 19.9
1989 26.946 1.3
RRTAQ 1990 3.095 34.8
O.PC, 1992 - 8.3
EARR.G 1994 1 8029
CRIQ 1994 = :
SAQ 1994 . -




Certain depositors made contributions in addition
to reinvesting all their investment income. The
Minister of Finance contributed $850 million to
the new Fonds d'amortissement des regimes

de retraite gouvernementaux (EA RR.G.). The
Government and Public Employees Retirement
Plan (RREGOP), administered by the Commission
administrative des régimes de retraite et d'assu-
rances (CARRA), contributed $474.5 million. Other
depositors, however, had to make withdrawals
from their investment income to meet their finan-
cial obligations: the Regic des rentes du Quebec
withdrew $1.6 billion; the Soci¢te de I'assurance
automobile du Québec, $866.5 million; and the
Supplemental Pension Plan for Employees of the
Québec Construction Industry, $65 million.

The Caisse manages a General Fund, which
comprises the deposits of 12 depositors, as well
as Individual Funds which cach have only one
depositor. The Individual Funds were established
to meet the specific needs of a number of plans
administered by four depositors: the Commission
administrative des regimes de retraite et dassue
rances (CARRA), the Commission de la sante et
de la sécurité du travail (C.S.5.T), the Commission
de la construction du Quebec (C.C.Q.) and the
Minister of Finance, which administers the
Fonds d'amortissement des regimes de retraite
gouvernementaux (EARR.G.).

Since March 1994, the Caisse’s largest depositor
has been the RREGOP, managed by CARRA. The
RREGOP is divided between unionized and non-
unionized emplovees. and also includes employer
contributions and transfers from supplemental
pension plans. The RREGOP. which covers govern-
ment emplovees as well as employees in the edu-
cation and social services sector, has posted the
highest growth of all depositors since 1987 [ts

23  BREAKDOWN OF
DEPOSITORS” HOLDINGS

CARRA -
RREGOP

RR. Q.
SAAQ

CoQ
CSST

EARRG

Other
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O

as at Decamber 3%
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holdings at market value were S106 billion at
year-end, or 35.8% of depositors” holdings. com-
pared with $15.9 billion in 1993, As i result of
net contributions of $474.5 million, which were
added to reinvested investment income of

$1 hillion, its holdings at cost rose by $1.5 billion,
to $15.7 billion at the end ol 1994




The other plans managed by CARRA are the
Individual Plans, the General Retirement Plan for
Mayors and Councillors of Municipalities and the
Pension Plan for Elected Municipal Officers. Their
holdings totalled $209.4 million at market value
and $209.6 million at cost.

The Regie des rentes du Québec (R.R.Q.) manages
Quebecers’ public pension fund. As at December 31,
1994, its holdings amounted to $14.4 billion at
mirket value, or 32.1% of depositors’ holdings. and
74.0% of the General Fund, while its holdings at
cost totalled $14 billion. During the year. the Régie
paid more than $4.2 billion to the some 910,000
beneficiaries of the plan, In 1994, it made net
withdrawals of $1.6 billion, the same amount as in
1993: it used all its investment income of $1 billion
and the balance of $543.9 million came in part
from the sale of units of the General Fund and
from strict cash management. The 0.2% annual
increase in the contribution rate, introduced in
1987, which brings the rate to 5.4% in 1995 and
5.6% in 1996, should enable the Régie to slow the
increase in its liquidity requirements. A slight
deficit of investment income over withdrawals is
forecast in the coming vear. Tts long-term capital in
the General Fund could therefore decrease slightly
unless a rise in the markets and a decline in
unemplovment again defer the date at which this
will occur.

The Societe de IMassurance automobile du Québec
(SAAQ). the Caisse’s third-largest depositor, admin-
isters the general plan that provides insurance
against bodily injuries caused by traffic accidents.
With a mandate to reduce risks related to the use
of roads. it controls access to the road system and
road transport, in addition to promoting road safety
and compensating victims of traffic accidents. As at
December 31, 1994, the SAAQ's holdings were
$4.5 billion at cost as opposed to §4.7 billion at
market value. or 10.5% of depositors” holdings

and 24.3% of the General Fund. During the vear,
the SAAQ withdrew its investment income of
$360.1 million, as well as $506.4 million which
came in part from the sale of units of the General
Fund and strict cash management. Most of these
amounts went into the consolidated income fund
for capital expenditures to improve road safety.
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2,983

1994
__4,075)

3.989

1993

(1,840) 3.661
1992 (1,412) 3.269
(1,603%) B
673
1991 (1,308) 3.6
l")")“ (_..j__) .!.""5

(2,731)

B Netincome allocated

R Deposits less withdrawals

I Unrealized increase (decrease) in value
in millions of dollars

The Commission de la construction du Québec
(C.C.Q.). which administers the plan for workers
subject to the Quebec Construction Decree, is
another depositor with assets of more than

$1 billion. As at December 31, 1994, the C.C.QQ's
holdings amounted to $4.3 billion at market value.
Its holdings at cost grew by $224.1 million in
1994, to $4.2 billion at vear-end, compared with
$4 billion at the end of 1993, This increase is
attributable to net withdrawals of $65 million,

25  CASH FLOWS
OF MAJOR DEPOSITORS
IN 1994

CARRA - 1,023.5
RREGOP i ‘ 474.5 1,498.0
FARRG. (13.1) 850.0
8369

CSST 278.3

2783 -
cCQ
SAAQ

RRQ. (1,565.0) 1,021.1

(543.9)

Net income allocated

Deposits (withdrawals)

Increase (decrease)

in funds available for investment

in millions of doftars



which were entirely offset by investment income
of $289.1 million. Withdrawals were made during
the year owing to unfavourable economic condi-
tions in the construction industry, undeclared
contracts and the National Assemblyv’s adoption of
Bill 142, which excludes certain construction work
in the residential sector from the scope of the law.
all of which caused a sharp decline in the number
of hours worked. The plan is divided into three
accounts: the active participants’ account, the
retired participants’ account. and the additional
contributions account of certain workers, which at
market value amounted to $2.4 billion, $1.4 billion
and $0.5 billion, respectively.

The Commission de la sante et de la sceurite

du travail (C.S.5.T) was created to reduce work-
related risks, to pay industrial-accident and
occupational-disease benefits and to facilitate
worker rehabilitation, It collects contributions
from all employers, thercby providing them with
insurance coverage against risks in their sectors
of activity. As at December 31, 1994, the CSST
had holdings of close to $4.2 billion at cost

Its holdings at market value decreased by

§95.9 million to more than $4.2 billion, repre-
senting 9.4% of depositors’ holdings. To fulfil its
obligations. the C.5.5.T borrowed $145 million
from the Caisse during the year, an amount that it
repaid in full. Its investment income totalled
$278.3 million. Withdrawals are expected to
decrease gradually in future years, as a result of
improved cost control made possible by amend-
ments to the legislation governing the C.S.S.T and
maintaining the average contribution rate at
$2.75 per $100 in 1994,

As a result of Bill 134, adopted by the National
Assembly in December 1993, the Minister of

26  VALUE ADDED
TO DEPOSITORS' FUNDS
SINCE 1966

Net deposits
(1966 - 1983)
Net withdrawals
(1984 - 1994)
Net investment
income allocated

8,449

(7.736)

Total funds

as a1 Docember 31, 1994
cost = i millians of doliars

Finance of Québec deposited $850 million in
February as the first employer contribution to a
new Individual Fund, the Fonds d'amortissement
des régimes de retraite gouvernementaux
(EA.RR.G.). As at December 31, 1994, this new
depositor’s holdings totalled $802.9 million at
market value and $836.9 million at cost

The Caisse’s nine other depositors are the Fonds
d'assurance-préts agricoles ct forestiers (FAPAF);
the Regime complémentaire de rentes des techni-
ciens ambulanciers ceuvrant au Quebec (RRTA.Q.).
the Régie des marches agricoles et alimentaires

du Quebec (RM.AAQ.); the Reégie des assurances
agricoles du Québec: the Régie de I'assurance-
depats du Quebec; the Federation des producteurs
de bovins du Québec; the Office de la protection
du consommateur, which has two accounts, one
for the Fonds des cautionnements collectifs des
agents de vovages and one for the Magazine
Protégez-Vous, which entrusted its reserve fund to
the Caisse in March 1994; the Socicte des alcools
du Québec (SAQ); and the Centre de recherche
industriclle du Quebec (CRIQ). These depositors’
holdings, which are in the form of demand, term or
participation deposits in the General Fund, totalled
$218.2 million at cost and $217.8 million at market
value as at December 31, 1994

All depositors benefit from the Caisse's low
operating costs, given the amount of assets under
management. Since the Caisse has no equity, it
makes a full distribution of income earned on its
investments, In managing its depositors’ cash, the
Caisse offers the entire return obtained by its
money market specialists. Morcover, it guarantees
high standards of sccurity and control in carrying
out its operations.

43.139

43,852






STRATEGIC

and administrative activities

RESEARCH

Portfolio management must take into account

various scenarios such as the probability that a

portfolio will outperform or underpertorm its

benchmark index, or the probability of maximum

losses or gains for cach of its major investment
categories.

In 1994, the Caisse
refined its integrated
portfolio-management
svstem which enables
it to adequartely
meisure the probable
gains, losses and
spreads of its muin
investment classes,
namely bonds.
Canadian equities and
foreign equitics, as
well as tactical invest-
ments. Together, these
investments represent
a little over 85" of
the marke!l value of its
total assets. The Caisse

also began measuring
credit risks and risks associated with market posi-
tions involving options. Asset allocation can be
optimized through knowledge of the factors which
could impact on porttolios in each market, and it is
worth noting that the work of the Caisse in this
ficld puts it at the forefront of pension fund
managers internationally.

During the vear, the Caisse designed a number

of tools for analyzing and evaluating investment
strategies, including a model which identifies,

from among thousands of possibilitics, the positions
with the best performance profile on the options
murket based on a range of potential market varia-
tions. Other tools were also created 1o evaluate
swaps and American options,

al

Training is a priority at the Caisse, and the research
team is responsible for the ongoing investment
training of professional personnel. A significant
portion of the Caisse’s training budget is allocated
to the chartered financial analyst (CFA) programme,
At the end of 1994, 33 Caisse specialists were
enrolled in the three-year programme, and the
institution currently has 40 employees with this
designation.

In addition to the CFA programme, practical and
theoretical courses are given to professionals in
order 1o improve, for instance, their ability to
analyze and evaluate the securities held in Caisse
portfolios or those that are actively traded by the
Caisse. In 1994, a good number of specialists took
part in workshops on the ARCH or GARCH models
uscd for model-building of market volatility, These
courses are all taught by experts, For instance, the
Caisse hired a mathematics professor to instruct its
staff on the use of Matbematica software. The
research team also helped implement a comprehen-
sive training programme that provides all profes-
sional investment staff with access 1o relevant
training in the form of university courses, investment
seminars and professional development workshops.

The Caisse strengthened its links with Quebec
universities in 1994 through more frequent discus-
sions and meetings on training and financial
rescarch. For example, it received valuable assis-
tance from the Centre Interuniversitaire de Recher-
che en Analyses des Organisations (CIRANO)

with i range of specific projects,



STRATEGIC AFFAIRS

After two years of studies and consultations on
the contribution of the Caisse to Québec’s
cconomic development, seven objectives were

set. Priorities for 1995 are to support Québec
companics looking to expand internationally, to
strengthen Montréal's position as a financial centre
and to help consolidate Qucebec's technological
base. Over the longer term, the Caisse also intends
to respond to the increasingly complex financing
needs of Québec companies, to increase the
availability of capital in the various regions of
Quebec, 1o foster synergy between Québec's
different business communities and to contribute
to the vitality of the Québec bond market.

The Caisse carries out the majority of its
transactions in Montreal. The vitality of this finan-
cial centre is therefore a determining factor in the
development of the local economy and in the
financial return achieved by the Caisse. In collabo-
ration with a number of financial sector partici-
pants, the Caisse established three promising areas
for strengthening Montréal’s position: to develop
transactions processing and call centre activities,
to increase Montreal’s importance in derivatives
trading and, finally, to stimulate Montréal's involve-
ment in the distribution of financial services in the
information age.
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PUBLIC AFFAIRS

Image and credibility are important assets for any
business, particularly so for a financial institution,
which must monitor them closely. An institution
must ¢nsure that the sector in which it conducts
business has an accurate perception of its role and
a solid understanding of its operations, Public
confidence and credibility with its partners require
this openness. The Caisse therefore maintains close
relations with the various key groups it is involved
with and pays careful attention to their needs.

A number of initiatives were taken by the Caisse in
this arca in 1994, all aimed at providing additional
information on its mission, its orientations and

the various aspects of its management philosophy.
It thus initiated training sessions and business
meetings, took part in workshops, conferences and
public forums, and launched an advertising cam-
paign that will continue in 1995 in national and
regional business publications,

The Caisse also organized information sessions for
its staff, the cconomic and financial media, and the
business community. A series of topics were pre-
sented, including management of the Canadian and
foreign equities portfolios, bond market develop-
ments, the role of the Caisse in the real estate

sector and its relations with depositors.

Through the views it expressed directly to the
Regroupement ctudiant des facultés d'administra-
tion du Qucbec (REFAQ), and publicly by its
association with Universiteé Laval's Fonds Alpha at
a press conference held in May 1994, the Caisse
played a part in organizing a group of students in
finance at Québec universities, under the direction
of the Comité releve financiere des universités
quebecoises. The Caisse intends to work with this
committee to support student activities pertaining
to finance.

For instance, in November 1994, the Caisse took
part in the first edition of Journée Releve finan-
ciere, an event which was organized to inform
finance students of job opportunities and to outline
the various branches of the investment industry.
The session was judged a resounding success,
attracting some 150 participants who responded
enthusiastically to the round table discussions,
presentations made by experts in finance and
workshops on specific aspects of the bond and
stock markets. For the sixth consecutive year, the



Caisse also sponsored the Commerce Games
finance competition. making it the longest-standing
sponsor of these competitions among all

Qucbec universities

In 1994, the Caisse again participated in the Savings
and Investment Marketplace, held in Montréal and
Québec City, giving more than 20 presentations on
management and investment designed to share its
expertise with the investing public, The Caisse also
supports other business and educational organiza-
tions, such as the Fondation de I'Entreprencurship,
the Forum pour 'emploi and CIRANO, in addition
to sponsoring Qualité-Québec and promoting it to
its business partners.

In 1994, the Caisse joined Qualité-Québec, an
organization set up to promote Québec goods and
services. By so dofng, it is looking to encourage its
partners to use Québec products and services and
thereby belp create jobs and stimulate Québecs
€CONnOmy.

ADMINISTRATION

In an ongoing effort 10 manage its human
resources effectively, the Caisse revised its perfor-
mance cvaluation programme and introduced an
employee orientation and integration programme
featuring a number of new tools that explain the

institution's role and activities.

Professional development being a priority, the
Caisse spent 3% of its payroll on training activities
in 1994, Under the institutional training programme
sct up in 1993, a good number of courses were
given during the year, particularly in the field of
management.

The Caisse has 318 permanent employees,
including 54 managers, 160 professionals, and

104 technical and administrative employees.
Women make up half the staff and the average age
of employees is 38. To complement the regular
staff, various units also retained the services of

41 casual employees. In addition, 21 trainees with
master’s degrees in finance or economics carried
out investment analysis and research projects.

Salaries and employee benefits rose in 1994, as
the average number of positions filled increased
slightly over 1993 and certain adjustments of
salaries were made to bring them in line with the
market. Expenses relating to temporary positions,
which were required to mect a heavier work load
and to replace staff members, increased by more
than $0.2 million compared with 1993, Overall,
other operating expenses were 2.6% higher than in
1993, with the exception of depreciation of fixed
assets, which rose by $0.7 million to $3.5 million,

compared with $2.8 million a year carlier.

Administrative expenses amounted to $46.4 million
in 1994, an increase of 7.4% over 1993, It thus
costs the Caisse $1.03 for every $1.000 of its
$44.9 billion of net assets as at December 31, 1994
In addition to these internal expenscs, the institu-
tion had external management fees of 17 cents,

for a total of $1.20 per $1,000 of assets under man-
agement. Its administrative expenses place the
Caisse at the median of its reference market, which
consists of Canadian and U.S. financial institutions

of similar size

The breakdown of administrative expenses for
1994 is as follows: salaries and employee benefits,
55%; professional fees, 13%: premises and equip-

ment. 14%; depreciation of fixed assets, 8%; and



other expenses, 10%. In accordance with provisions
governing the allocation of administrative expenses,
they were allocated on a pro rata basis among the

depositors' different funds, according to the market
value of each fund’s assets.

The Caisse paid $7.8 million, $0.7 million less than
in 1993 to financial institutions for active and
indexed investment management, securities admin-
istration and safckeeping, and settlement of trans-
actions carried out in Canada and abroad. The
decrease in expenses resulted from a larger pro-
portion of investments being managed in-house
and from lower management fees brought on by
greater competition in the marketplace. These
expenses were deducted from the investment
income of each depositor’s fund, with $2.6 million,
or 34%, paid o Canadian institutions and

$5.2 million to foreign institutions,

The Caisse continued to refine its technology, and
allocated nearly 28% of its budget o information
systems in 1994, It introduced institutional policies
on information security, svstem access and data
backup to assure the confidentiality, completeness
and accessibility of information. A plan for the
frenchification of information technologies was
established during the year, in line with the institu-
tion's commitment to promote the use of French
in computer systems. The overall architecture plan
continued to be developed so as to give the Caisse
leading-edge information systems. Furthermore,
additional revisions and testing of the information
systems backup plan were carried out during

the vear.

The use of a new computer platform providing
access to internal and external data on variable-
income securities began in 1994, Moreover, a new
mortgage management system was refined during
the year, and the Caisse continued to develop the
system it uses to measure and control its invest-
ments, Several other projects were also completed,
especially in real estate, tactical allocation, foreign
exchange and derivatives. On the administrative
level, new software was selected for managing
minutes of meetings and records management.

Data processing management is carried out for
the Caisse by a specialized firm. The network
servers and telecommunications hardware are
centralized in an ultra-modern room. The Caisse is
increasing the capacity of its network operating
system to meet the needs arising from increased

a9

use. It also continues o offer technical training to
users to optimize the use of its computer resources,

The Caisse continued to improve the quality

of its working environment and to rcorganize its
resources along functional lines. Two improvement
projects were carried out in 1994 1o meet organi-
zational needs, and certain teams were relocared,
The equities trading room was enlarged and
renovated, and state-of-the-art telephone consoles
were installed.

During the year, the Caisse completed the
documentation of its invesiment systems o pro-
mote the integrity and efficiency of its activities,
and began updating its manual of directives and
procedures, Important work also continued on
the monitoring of investment activitics,

The Caisse’s policy on contracts now governs the
acquisition or leasing of goods and services. The
principles of openness, equity and sound manage-
ment guide Caisse managers in awarding contracts.
The adoption and application of this policy enable
the Caisse to obtain goods and services at attrac-
tive or competitive prices while contributing 1o
the vitality of the Quebec economy,

The Caisse continued to monitor application of
An Act respecting the protection of non-smokers
in certain public places by following up on
requests and comments made, and it conducted a
survey to determine the opinions of its employees.
As a result, in September 1994, management
adopted a policy on air quality and the use of
tobacco in the workplace that prohibits smoking
in all offices, except in designated smoking areas.
After a transitional period. the policy ook effect
on January 1, 1995, 1t is part of the Caisse’s effort
to create a working environment that promotes
cmployee health,
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Financial stat




1994 1993
(in millions of dollars)
ASSETS
Investments at market value (Notes 3,4 and 5)
Bonds 21,345 22,352
Shares and convertible securities (Note 6) 17,753 17,936
Mortgages 1,842 1,958
Real estate investments 2,294 2,324
Shortterm investments 1,995 2,794
45,229 47,364
Investment income, accrued and receivable 594 568
Other assets 117 90
45,940 48,022
LIABILITIES
Bank loans and notes payable B8 222
Mortgage loans payable (Note 4) 529 550
Transactions being settled 37 17
Commitments related to short selling of equities (Note 4) 320 -
Other liabilities 25 30
Non-controlling interests (Note 4) 81 86
1,080 905
DEPOSITORS' HOLDINGS (Note 7) 44,860 47,117

COMMITMENTS (Note 10)

On behalf of the Board of Directors,
Jean-Claude Delorme
Jean-Claude Bachand

AUDITOR’S REPORT

1 have audited the combined statement of net assets of the Funds of the Caisse de dépot et placement du Québec as at
December 31, 1994, the combined statement of income, and the combined statement of changes in net assets for the year
then ended. These financial statements are the responsibility of the Caisse’s management. My responsibility is to express
an opinion on these financial statements based on my audit.

I conducted my audit in accordance with generally accepted auditing standards. Those standards require that 1 plan and
perform an audit to obtain reasonable assurance whether the financial statements are free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made by management, as well
as evaluating the overall financial statement presentation.

In my opinion, these combined financial statements present fairly, in all material respects, the financial position of these
Funds as at December 31, 1994 and the results of their operations and the changes in their net assets for the year then ended
in accordance with generally accepted accounting principles. As required by the Auditor General Act (R.S.Q,, chapter V-5.01),
I report that, in my opinion, these principles have been applied on a basis consistent with that of the preceding year.

Guy Breton, ECA,

Auditor General of Québec
Québec City, March 10, 1995
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INCOME
Investment income (Notes 3 and 8)

Interest on bonds 1,848 1,776
Dividends, interest on convertible securities 442 423
Interest on mortgages 175 186
Net income from real estate investments 135 140
Interest on short-term investments 166 156
2,766 2,681
Other income 3 =
2,769 2,681
EXPENDITURE
Administrative expenses (Note 9) 46 43
2,723 2,638
INCOME BEFORE THE FOLLOWING ITEM
Non<controlling interests 6 7
NET INVESTMENT INCOME 2,717 2,631

1994 1993
(in millions of dollars)
INVESTMENT OPERATIONS
Net investment income 2,717 2,631
Gains (losses) on sale of investments (Note 3)
Bonds (695) 733
Shares and convertible securities 869 634
Mortgages (1) 1
Real estate investments (6) (6)
Short-term investments (2) (4)
165 1,358
Non-controlling interests (1) =
166 1.358
Unrealized increase (decrease) in value (Note 3)
Investments
Bonds (2,276) 1,128
Shares and convertible securities (1,298) 2,653
Mortgages (143) 38
Real estate investments (301) (159
Short-term investments 17 11
(4,035) 3,671
Mortgage loans payable (39 2]
Commitments related to short selling of equities 9 o
Non-controlling interests (30) 11
(3.975) 3,661
Total investment operations (1,092) 7.650
Excess depositors’ withdrawals over deposits 1,165 1,840
(DECREASE) INCREASE IN COMBINED NET ASSETS (2,257) 5810
COMBINED NET ASSETS, BEGINNING OF YEAR 47,117 41,307
COMBINED NET ASSETS, END OF YEAR 44,860 47,117

49



CONSTITUTION AND OPERATIONS
The Caisse de dépor et placement du Québec is a legal person within the meaning of the Civil Code, created by a special
act (RS.Q., chapter C-2). It receives funds, the deposit of which is provided for under a particular act.

GENERAL FUND

The General Fund is comprised of diversified investments and is a pooled fund for demand, term and participation
deposits. The General Fund's net equity and net income as at December 31 were shared among participation deposit
holders as follows:

1994 1993
Number of Number of
units Yo units %
Regie des rentes du Québec 17,987,723 74.6 18,321,906 74.0
Société de I'assurance automobile du Québec 6,090,279 25.2 6,381 818 25.8
Régime complémentaire de rentes des
techniciens ambulanciers ceuvrant au Québec 21,923 0.1 21,923 0.1
Fonds d'assurance-préts agricoles et forestiers 12,871 0.1 12,871 0.1
Office de la protection du consommateur
Fonds des cautionnements collectifs des agents de voyages 6,752 - 6,305 =
Magazine Protégez-Vous 1,559 - = =
Régic des marchés agricoles et alimentaires du Québec 2,983 - 3.309 -
Fédération des producteurs de bovins du Québec 1,041 - 1,041 -
24,125,131 100.0 24,749,173 100.0
INDIVIDUAL FUNDS

The Individual Funds are comprised of diversified investments and each have only one depositor who exclusively makes
participation deposits therein. The various Individual Funds are:

Fund 301
For the Government and Public Employees Retirement Plan - contributions from unionized employees - administered
by the Commission administrative des régimes de retraite et d'assurances,

Fund 302
For the Government and Public Employees Retirement Plan - contributions from non-unionized employees and trans-
fers from supplemental pension plans - administered by the Commission administrative des régimes de retraite et
d'assurances.

Fund 303
For the Individual Plans, administered by the Commission administrative des régimes de retraite et d'assurances,

Fund 305
For the Pension Plan for Elected Municipal Officers and the General Retirement Plan for Mayors and Councillors of
Municipalities, administered by the Commission administrative des régimes de retraite et d'assurances,

Fund 308
For the Fonds d'amortissement des régimes de retraite gouvernementaux, administered by the Minister of Finance.

Fund 311
For the Supplemental Pension Plan for Employees of the Québec Construction Industry - active participants -
administered by the Commission de la construction du Québec.

Fund 312
For the Supplemental Pension Plan for Employees of the Québec Construction Industry - retired participants -
administered by the Commission de la construction du Québec.

Fund 313
For the Supplemental Pension Plan for Employees of the Québec Construction Industry - additional contributions -
administered by the Commission de la construction du Québec.

Fund 330
For the Commission de la sante et de la sécurité du travail,
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SPECIFIC PORTFOLIOS

The specific portfolios are comprised of one category of investments only. The portfolios are pooled funds for partici-
pation deposits of the various Funds. As at December 31, 1994, three specific portfolios were in operation, one for US.
equity investments, one for other foreign equity investments and another for real estate investments. The net equity and
net income of these portfolios as at December 31 were distributed as follows:

1994 1993
Number of Number of

units Wy units %
Specific U.S. equity investments portfolio®
General Fund 689,009 43.5 - -
Individual Fund 301 530,947 335 - =
Individual Fund 302 90,700 5.7 - -
Individual Fund 303 4,008 0.3 - -
Individual Fund 305 3.735 0.2 - -
Individual Fund 308 31,808 2.0 - -
Individual Fund 311 45,197 2.9 - -
Individual Fund 312 27,065 1.7 - -
Indivicdual Fund 313 9,118 0.6 - -
Individual Fund 330 152,752 9.6 - -

1,584,339 100.0 - 2

Specific foreign equity investments portfolio

General Fund 1,130,593 39.4 1,884,075 44.2
Individual Fund 301 966,417 33.7 1,370,342 32.2
Individual Fund 302 188,580 6.6 264,304 6.2
Individual Fund 303 7.276 0.2 10,307 02
Individual Fund 305 7,968 0.3 11,045 0.3
Individual Fund 308 60,468 2.1 - -
Individual Fund 311 142,755 5.0 190,837 45
Individual Fund 312 86,781 3.0 104,481 24
Individual Fund 313 13,973 0.5 20,586 0.5
Individual Fund 330 265,894 9.2 404,003 9.5
2,870,705 100.0 4,259,980 100.0
Specific real estate investments portfolio
General Fund 1,135,945 43.4 989,714 47.4
Individual Fund 301 859,341 328 654,172 31.3
Individual Fund 302 152,297 5.8 117,765 5.6
Individual Fund 303 5,824 0.2 2,048 0.1
Individual Fund 305 6,248 0.2 4,762 0.2
Individual Fund 308 56,140 2.2 - -
Individual Fund 311 92,541 3.5 82,954 4.0
Individual Fund 312 59,341 23 41,862 20
Individual Fund 313 23,126 0.9 16,657 0.8
Individual Fund 330 228,935 8.7 180,724 8.6
2,619,738 100.0 2,090,658 100.0

* This portfolio was created on April 1, 1994, On that date, US. equitics previously held in the specific foreign
investments portfolio were transferred to this new portfolio.

ACCOUNTING POLICIES
The combined financial statements of the Caisse have been prepared by management in accordance with generally
accepted accounting principles. These statements include amounts based on best judgment and estimates.

a) COMBINED FINANCIAL STATEMENTS
The combined financial statements comprise the accounts of the Caisse’s subsidiaries, those of the General Fund
and the Individual Funds, as well as those of the specific portfolios. The accounts of cach of these Funds and of each
of these portfolios are reflected in separate financial statements audited by the Auditor General of Québec.

b) INVESTMENTS
Purchases and sales of investments are recorded as at the commitment date, except trunsactions involving bonds,
morigages and real estate investments, which are recorded as at the settlement date,

Investments, including derivative financial instruments and any other related assets and labilities are recorded at the
yearend market value These values are determined using the closing prices of the major stock exchanges as well as
those provided by recognized brokerage firms, independent valuations, comparative analyses and any other commonly
used valuation method.

) INCOME
Dividend income is recognized on the exdividend date.

The income from loans of securities and derivative financial instruments is included in the income from the underlying
investments,
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Interest on short-term investments is reduced by interest expenses on notes payable, while the income from real estate
investments is reduced by interest on bank and mortgage loans.

The gains and losses on the sale of investments are calculated using the average unamortized cost in the case of bonds,
mortgages and short-term investments, the average cost in the case of shares and convertible securities, and the specific
cost in the case of land and buildings. The average unamortized cost of an investment is the acquisition cost restated
to take into account the amortization of the premium and the discount that allows the investment to maintain a
constant real return until maturity.

d)FOREIGN CURRENCY TRANSLATION
The market value of investments and any other assets and liabilities denominated in foreign currencies is translated
into Canadian dollars at the rate of exchange prevailing at year-end.

The cost of investments in shares and that of real estate investments are transkited at the rate prevailing on the
acquisition date while the unamortized cost of investments in bonds and short-term securities is translated at the
average rate of the financial forcign exchange risk hedging instruments held at vear-end.

Income is translated at the average rate prevailing in each of the fiscal periods of the various Funds, except dividend
income, which is translated at the rates prevailing on the ex-dividend date. Foreign exchange gains and losses are
included in nct investment income, except those gains and losses relating to financial foreign exchange risk hedging
instruments used for shares and real estate investments, which are deferred and accounted for in gains and losses on
the sale of investments, upon the realization of the hedged shares and real estate investments,

¢) FIXED ASSETS
Costs related to the acquisition of telephone, computer and office automation equipment are capitalized and amortized
over the useful life of each assct. Set-up costs for the premises and other leasehold improvement costs are amortized
over the term of the lease These fixed assets are presented under the item Other assets,

f) ADMINISTRATIVE EXPENSES
Administrative expenses are paid out of the General Fund and charged to the various Funds on a pro rata basis
according to the market value of the weighted assets of each.

BOND INVESTMENTS — ASSET SWAPS

Asset swaps were used to convert the income of certain fixed interest-rate bonds into variable income. These bonds and
the related asset swaps are presented under Combined net assets in the investment category corresponding to the new
type of income earned, which resulted in increasing (decreasing) the following items in the financial statements:

1994 1993
(in millions of dollars)
COMBINED STATEMENT OF NET ASSETS
Investments
Bonds (200) (154)
Shares and convertible securities - foreign securities - 154
Short-term investments 200 -
COMBINED STATEMENT OF INCOME
Investment income
Interest on bonds (30) (42)
Dividends, interest on convertible securities 20 42
Interest on short-term investments 10 -
COMBINED STATEMENT OF CHANGES IN NET ASSETS
Gains (losses) on sale of investments
Bonds 14 4
Shares and convertible securities (14) “)
Unrealized increase (decrease) in value of investments
Bonds 4 F
Shares and convertible securities (4) (4)

INVESTMENTS AND LIABILITIES AT COST
The cost of investments and liabilities accounted for at market value is as follows:

1994 1993
(in millions of dollars)

Investments
Bonds 21,808 20,539
Shares and convertible securities 15,444 14,329
Mortgages 1,874 1,847
Real estate investments 3,146 2,875
Shortterm investments 1,996 2,778
44,268 42,368
Mortgage loans payable 526 508
Commitments related to short selling of equities 31 -
Non-controlling interests 125 100
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The cost of shares and convertible securities as well as of real estate investments was increased by the amount of the
losses carried over to financial foreign exchange risk hedging instruments which totalled $510 million as at December
31, 1994 ($403 million in 1993). The unamortized cost of bonds and short-term investments was decreased by the
amount of $28 million as at December 31, 1994 ($31 million in 1993) to reflect the difference between the exchange
rate on the date of acquisition and the average rate of the financial foreign exchange risk hedging instruments held at
the end of the year.

INVESTMENTS ~ FOREIGN SECURITIES

1994 1993

(in millions of dollars)
Bonds 391 BO4
Shares 4,639 4,820
Real estate investments 117 -
Short-term investments 324 102
5471 5,726

The foreign exchange position for investments in foreign securities, with the exception of emerging market securities, is
hedged by financial instruments as shown in Note 10.

SHARES AND CONVERTIBLE SECURITIES

1994 1
(in millions of dollars)
Shares and convertible securities held directly by the Funds 13,231 13,277
Shares held through the specific portfolios 4,522 4,659
17,753 17,936

DEPOSITORS' HOLDINGS
Demand and term deposits bear interest and constitute the Caisse’s indebtedness toward the depositors.

Participation deposits are expressed in units and cach unit gives its holder a proportionate share in the net equity
and net income of a particular Fund. At the end of the fiscal period of a Fund, the net investment income and gains
and losses on the sale of investments are distributed to participation deposit holders. At the beginning of the following
period, the amounts distributed are paid out to (recovered from) the depositors’ demand deposit accounts. The fiscal
period of the General Fund is one month and that of the other Funds is three months.

1994 1993
(in millions of dollars)
Indebtedness toward depositors
(Advances to depositors) demand deposits (406) 61
Term deposits 147 146
Interest on demand and term deposits - 2
Net income to be paid out to participation deposit holders 520 848
261 1,057
Participation deposit holders’ holdings
Participation deposits
Balance, beginning of year 40,978 39,089
Units issued 3,326 2,357
Units cancelled (712) (468)
Balance, end of year 43,592 40,978
Amount not allocated with respect to real estate investments® 114 114
Unrealized increase in value allocated following interfund transactions (100) -
Unrealized increase (decrease) in value of investments
and other related assets and liabilities 993 4,968
44,599 46,060
DEPOSITORS' HOLDINGS 44,860 47,117

* Represents the restated amount of accumulated amortization of real estate properties resulting from the recording of
investments at market value. This amount will be allocated upon the sale of the properties.

INVESTMENT INCOME

Pursuant to its investment operations, the Caisse entrusts a part of its portfolio management to external financial
institutions. Management expenses as well as expenses associated with the settiement of transactions and the safckeeping
of securities are deducted directly from investment income as follows:

1994 1993
(in millions of dollars)

Interest on bonds
Dividends, interest on convertible securitics
Interest on mortgages

AR -
@ | = O o=
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ADMINISTRATIVE EXPENSES

1994 1993
(in millions of dollars)

Salaries and employee benefits 26 24
Professional fees 6 6
Premises and material 6 6
Depreciation of fixed assets 3 3
Other 5 4
46 43

COMMITMENTS .

i) DERIVATIVE FINANCIAL INSTRUMENTS
Pursuant to its investment operations, the Caisse conducts transactions involving various derivative financial instru-
ments cither to hedge against the risks associated with fluctuations in exchange rates or to manage risks associated
with interest rate and market fluctuations. As at December 31, these instruments, whose market value is grouped with
that of the underlying investments, were as follows:

1994 1993
Market Nominal Market Nominal
value  Principal value Principal

(in millions of dollars)

Foreign exchange risk hedging

Forward exchange contracts (60) 4,818 47 4,325
Foreign currency swaps (56) 487 (59) 1,010
1994 1993
Market Notional Market Notional
value Principal value Principal
(in millions of dollars)
Interest rate and market risk management
Bond futures
Purchases - 130 - 473
Sales - 1,122 - 334
Equity index futures
Purchases - 152 - 246
Sales - 326 - 69
Interest rate futures
Purchases - 6 - -
Sales - 107 - -
Asset swaps (16) 551 (6) 271
Interest rate swaps - 216 (2) 268
Forward rate agreements
Purchases - 25 - 59
Sales - - - 100
Bond forward contracts
Purchascs - 27 - -
1994 1993
Market Commitment Market Commitment
value value value value

(in millions of dollars)

Interest rate and market risk management

Options on bond futures

Purchases - - 11 304

Sales - - (10) 569
Options on equity index futures

Purchases - = -

Sales - - =
Options on interest rate futures

Purchascs - 3 - -
Options on bonds

Purchases 1 14 - -
Equity options .

Sales - 8 - -
Foreign currency options

Purchases 1 20 6

Sales (2) 29 (1) 127
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Financial foreign exchange risk hedging instruments are negotiated with banks. Terms generally range from one to
three months in the case of forward exchange contracts and from one to two years in the case of foreign currency
swaps. Upon maturity, new hedging instruments are negotiated to maintain an effective longterm hedge against the
exchange risks associated with foreign investments.

Moreover, futures traded on stock exchanges, asset and interest rate swaps, forward rate agreements, bond forward
contracts and options, negotiated with banks and brokerage firms, are used to manage the interest rate and market risks
of all the investment portfolios in addition to generating income from negotiation activities.

b) INVESTMENT SUBSCRIFTIONS
The Caisse has committed to purchase shares and limited partnership units, which will be settied over the next few
years in accordance with the terms and conditions agreed to, As at December 31, 1994, these commitments totalled
$419 million ($264 million in 1993).

11 COMPARATIVE FIGURES
Certain figures from the 1993 financial statements have been reclassified in order to conform with the presentation
adopted in 1994,
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NET ASSETS AS AT DECEMBER 31, 1994

GENERAL FUND
301
1994 1993 1994 1993
ASSETS
Investments at market value
Bonds 10,194.8 11,600.0 6,248.7 06,1922
Shares and convertible securities 7.237.3 7.916.1 5.695.0 5,566.2
Mortgages 416.2 545.0 2929 296.7
Real estate investments 796.3 T81.7 607.9 528.9
Shortterm investments 1,506.9 23116 55.9 -
Demand deposits in the General Fund - - 725.9 7311
20,151.5 23,1544 13,626.3 13.315.1
Other assets 857.8 379.4 190.0 208.4
21,009.3 235338 13,816.3 13,5235
LIABILITIES
Demand and term deposits 1,247.8 1.326.9 - -
Other liabilities 267.9 261.9 351.5 353.8
1,515.7 1,588.8 351.5 353.8
PARTICIPATION DEPOSIT
HOLDERS' NET HOLDINGS 19,493.6 21,945.0 13,464.8 13,169.7
STATEMENT OF INCOME FOR THE YEAR ENDED DECEMBER 31, 1994
INCOME
Investment income
Interest on bonds 924.1 978.8 516.7 4488
Dividends, interest on convertible securities 191.6 193.5 135.7 127.8
Interest on mortgages 49.0 53.4 27.0 28,4
Income from real estate investments 55.3 60.3 42.6 395
Interest on short-term investments 136.9 1385 2.8 1.1
Interest on deposits in the General Fund - - 39.1 i4.2
1,356.9 1,424.5 763.9 6898
Other income 1.2 0.3 0.6 0.2
Total income 1,358.1 1,424.8 T764.5 690.0
EXPENDITURE
Administrative expenses 20.1 20.4 13.8 12.1
Interest on demand and term deposits 70.4 89.4 - -
NET INCOME FROM INVESTMENTS 1,267.6 1,315.0 750.7 6779
CHANGES IN NET ASSETS FOR THE YEAR ENDED DECEMBER 31, 1994
INVESTMENT OPERATIONS
Net income from investments 1,267.6 1,315.0 750.7 6779
Gains (losses) on sale of investments 116.4 727.4 1226 380.8
Unrealized increase (decrease) in value of
investments and other assets and liabilities (1,963.4) 1,674.0 (1,170.3) 1,103.2
Total investment operations (579.4) 37164 (297.0) 2,161.9
Net amount of participation deposit units
issued (cancelled) (523.5) 7.2 1,465.4 1,282.1
Transfer of funds - - - 227.0
Net income allocated to participation
deposit holders (1,348.5) (2,042.4) (873.3) (1,058.7)
INCREASE (DECREASE) IN NET ASSETS (2,451.4) 1,681.2 295.1 26123
NET ASSETS, BEGINNING OF YEAR 21,945.0 20,2638 13,169.7 10,5574
NET ASSETS, END OF YEAR 19,493.6 21,945.0 13,464.8 13,1697
INVESTMENTS AND LIABILITIES AT COST AS AT DECEMBER 31, 1994
Bonds 10,382.9 106128 6,413.0 5,699.4
Shares and convertible securities 6,120.2 6,162.8 4,987.1 4,445.8
Mortgages 415.4 505.5 297.9 275.0
Real estite investments 1,145.3 1,034.1 886.1 7359
Shortterm investments 1,506.7 2,297.6 55.9 -
Demand deposits in the General Fund - - 725.9 731.1
19,570.5 20,612.8 13,365.9 11,887.2
Term deposits 146.7 145.0 - -
Commitments related to short selling of equities 127.3 - 101.9 -
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INDIVIDUAL FUNDS

311 312 313 330
1994 1993 1994 1993 1994 1993 1994 1993
595.5 619.4 344.7 338.8 184.8 177.2 2,226.8 22737
959.4 975.6 552. 537.9 69.4 654 1,564.3 1,519.4
525.9 591.8 311.5 325.6 129.8 115.4 78.6 98.1
81.1 814 4.7 339 16.2 13.3 158.0 141.4
197.1 2409 126.8 127.5 45.4 58.1 20.1 =
28.0 05 35.9 1.6 2.9 1.6 144.4 217.0
2,387.0 2,509.6 1,416.4 1,365.3 448.5 431.0 4,192.2 4,249.6
23.4 30,9 15.3 17.3 6.1 6.5 55.9 65.7
2,410.4 2,540.5 1,431.7 1,382.6 454.6 4375 4,248.1 43153
58.8 71.9 346 317 9.2 125 96.3 117.2
58.8 71.9 34.6 31.7 9.2 125 96.3 117.2
2,351.6 2,468.6 1,397.1 1.350.9 445.4 425.0 4,151.8 4,198.1
51.8 48.6 29.9 256 15.0 13.0 189.6 175.9
23.1 236 13.5 12.4 1.6 1.5 36.0 35.5
53.2 56.9 29.6 297 10.6 9.1 8.2 10.9
4.7 4.9 2.9 25 1.1 1.0 10.8 11.0
13.1 8.6 8.0 5.0 2.6 20 1.0 0.2
0.8 1.7 0.4 1.1 0.2 0.6 12.8 13.2
146.7 144.3 84.3 76.3 31.1 27.2 258.4 246.7
0.2 0.1 0.1 = 0.1 - 0.2 =
146.9 144.4 84.4 76.3 31.2 27.2 258.6 246.7
2.8 2.7 1.6 1.4 0.5 0.4 4.2 38
144.1 141.7 82.8 74.9 30.7 26.8 254.4 2429
144.1 141.7 82.8 749 30.7 268 254.4 2429
25.3 50.3 B.5 209 (2.3) 7.0 23.5 108.6
(187.4) 194.9 (101.4) 1122 (31.0) 21.6 (374.2) 342.1
(18.0) 386.9 (10.1) 208.0 (2.6) 55.4 (96.3) 693.6
70.4 26.0 147.6 147.9 51.4 58.2 327.9 94.9
(169.4) (192.0) (91.3) (95.8) (28.4) (33.8) (277.9) (351.5)
(117.0) 2209 46.2 260.1 20.4 79.8 (46.3) 437.0
2,468.6 2,247.7 1,350.9 1,000.8 425.0 345.2 4,198.1 3,761.1
2,351.6 2,468.6 1,397.1 1,350.9 445.4 425.0 4,151.8 4,198.1
608.7 563.5 350.6 307.3 190.4 164.0 2,269.1 2,061.4
827.4 780.2 493.1 445.7 64.0 56.5 1,385.6 1,246.8
527.5 548.7 314.9 304.6 131.0 109.7 79.5 92.1
129.2 119.9 65.1 474 23.8 19.2 237.3 2025
197.1 240.8 126.8 127.5 45.4 58.1 20.1 -
28.0 0.5 35.9 1.6 2.9 1.6 144.4 217.0
2,317.9 2,253.6 1,386.4 1,234.1 457.5 409.1 4,136.0 3.819.8
18.1 - 10.5 = (55 ¢ - 26.4 =




INDIVIDUAL FUNDS

302 303 305 308
1994 1993 1994 1993 1994 1993 1994 1993
1,032.0 1,039.1 38.9 36.3 42.7 444 373.8 -
1,059.5 1.032.2 25.8 36.5 44.0 429 344.0 .
43.6 46.6 11.3 6.9 3.5 3.6 28.5 -
104.6 921 4.0 1.6 4.3 3.7 38.5 -
9.5 - 0.3 - 0.4 - 3.7 =
72.7 120.1 30.5 23.7 21 0.4 12.1 -
2,321.9 2,330.1 110.8 105.0 97.0 95.0 800.6 -
31.0 359 1.2 1.1 1.3 1.3 8.8 -
2,352.9 2,366.0 112.0 106.1 98.3 96.3 809.4 -
57.5 60.5 2.5 23 2.2 26 15.3 -
57.5 60.5 2.5 23 2.2 26 15.3 =
2,295.4 2,3055 109.5 103.8 96.1 937 794.1 -
87.2 79.7 2.9 20 3.6 3.3 24.1 -
25.0 245 0.8 0.6 1.1 1.0 7.5 =
4.0 5.2 0.5 0.4 0.2 0.2 1.0 -
7.2 73 0.3 0.1 0.3 0.3 Y -
0.5 0.1 - - - - 0.2 -
6.6 73 1.3 1.0 0.2 02 2.4 ~
130.5 124.1 5.8 4.1 5.4 5.0 36.9 -
0.1 S - - - - 0.1 -
130.6 124.1 5.8 4.1 5.4 5.0 37.0 =
2.4 22 0.1 0.1 0.1 0.1 0.8 =
128.2 121.9 5.7 4.0 5.3 4.9 36.2 =
128.2 121.9 5.7 4.0 5.3 4.9 36.2 =
21.0 58.2 1.3 1.9 0.2 26 (49.3) -
(198.6) 198.4 (7.5) 5.1 (6.5) 83 (34.0) =
(49.4) 3785 (0.5) 11.0 (1.0) 158 (47.1) -
188.5 2077 13.2 575 8.9 80 828.1 -
= (227.0) - = = = - .
(149.2) (180.1) (7.0) 5.9 (5.5) 0™ 13.1 -
(10.1) 179.1 5.7 62.6 2.4 16.3 = =
2,305.5 2,126.4 103.8 41,2 93.7 77.4 - -
2,295.4 2,305.5 109.5 103.8 96.1 93.7 794.1 =
1,048.4 9428 40.6 345 43.4 405 385.4 -
933.1 836.5 24.9 32.2 39.3 36.7 362.2 -
44.1 431 11.4 6.9 35 36 28.2 S
151.4 126.7 5.2 23 6.4 53 43.0 =
9.4 - 0.3 - 0.4 - 37 -
72.7 120.1 30.5 23.7 2.1 0.4 121 -
2,259.1 2,069.2 112.9 99.6 95.1 B6.5 834.6 =

18.4 - 0.6 - 0.7 - 6.1 -
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