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Much Ado About Nothing

Without a doubt, the six weeks from late May to early July 
were dominated by significant macroeconomic and political 
events that eclipsed fundamentals as the key drivers of the 
markets. First and foremost was the ongoing Greek Tragedy 
and, secondly, there was the attention paid to the Chinese stock 
market decline, which was overrated in our opinion. 

Our view as we enter the second half of 2015 is that these 
geopolitical issues will fade from the front pages and markets 
will shift back to focusing on fundamentals – which remain 
supportive of risk assets such as credit and equities. We have 
seen much more stability emerge among key economic variables 
such as energy, rates and foreign exchange. At the same time, 
stronger U.S. economic data support our thesis of synchronised 
global economic growth in 2015. 

United States

It has been encouraging that North American equity markets 
continued to trade sideways in the first half despite the weak 
first quarter economic data, strong U.S. dollar and global 
political noise. During that time, there was a significant decline 
in expected earnings from U.S. companies, led by the energy 
sector, such that the U.S. market valuation has been essentially 
flat. This is also consistent with our view that at 17 times 
earnings, the U.S. market is no longer cheap and further gains 
are likely to be driven more by earnings growth than by further 
increases in valuation. 

During the first quarter, U.S. companies posted low single-
digit growth in earnings, beating expectations for a decline.  
We expect that companies also will surpass the low expectations 

for the second quarter, and that markets will start to price in a 
reacceleration of earnings growth as the U.S. economy bounces 
back from the first quarter decline and the hit from lower 
energy prices and a strong dollar starts to fade (estimates for 
2016 earnings growth are currently close to 12%). Therefore, 
we believe that equities and credit markets, particularly high 
yield, will have a stronger second half compared to the sluggish 
first half.

The U.S. economy continues to post a “herky-jerky” recovery 
with employment, housing and loan growth being the brightest 
spots in the broadening economic growth. As a result, we 
still expect the Federal Reserve to increase interest rates in 
September. While we expect some increased volatility into the 
lead-up to the first rate increase, we also expect the markets to 
quickly settle down and discount a gradual rise in yield curves. 
In this environment, we would expect U.S. 10-year rates to 
rise from around 2.4% currently to about 2.75% by September 
and 3% at year-end. While this move should leave broad rates 
markets with a flat return, it is unlikely to derail equity markets 
if the economic backdrop continues to improve. 

Europe

In Europe, outside Greece, economies continue to bounce 
back from last year’s recession due to stimulus from lower 
energy prices, a weaker euro and the European Central Bank’s 
quantitative easing (QE) program. So far, there has been no 
negative impact on the broader European economy from the 
recent Greek drama, and should the issue recede in the coming 
weeks, we would expect the Eurozone recovery to remain on 
track, led by Germany and Spain. Monetary policy is likely 
to remain very accommodating throughout most of 2016.  
As a result, we would expect to see further modest weakness in  
the euro. 

While the Greek debt issue will continue to play out over months 
and years, the recent agreement means it should cease to be a 
market-moving event in the short term. For Greece, however, 
the closure of its banking system and damage to the summer 
tourist season has helped to plunge the country back into a deep 
recession. Furthermore, we believe the mishandling of the whole 
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affair and the glaring lack of leadership in Europe, particularly 
from Germany, has likely inflicted significant damage on the 
long-term outlook for the euro and the Eurozone. Some degree 
of political and fiscal unity is required for a monetary union to 
function over the long term and yet the popular and political 
will to bolster the Eurozone seems absent.

China

Once again the Western press was full of speculation of 
problems in China following the roughly 30% drop in the 
Shanghai stock market from mid-June to early July. While 
the policy reaction from Beijing clearly had a whiff of panic 
about it, it is important to keep the issue in perspective. The 
domestic stock market is dominated by retail investors, and only 
an estimated 5% of households actually have active accounts. 
There is extremely limited participation by foreign investors 
in the onshore markets. Finally, even after a 30% decline, the 
Shanghai market was up 8% for the year-to-date and about 70% 
over a year. This bubble was overdue for a significant correction. 
We do not foresee the stock market decline having any impact 
on the underlying economy. However, what would concern 
us is any sign of a change in government policy regarding its 
commitment to market liberalisation. 

Conclusion

We expect that global risk markets will have a decent second 
half in 2015, with the political drama fading and further signs 
of modest economic growth. In light of this outlook, we have 
started to change the defensive positioning of our portfolios, 
which was characterized by relatively high cash levels and 
significant underweight positions in energy and commodities. 
We recently increased our equity exposure by a modest amount, 
and added to our emerging markets positions. 

 

Emerging markets
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Emerging market equities continued to rally into the second 
quarter of 2015, peaking in mid-April for a year-to-date return 
of 19% in Canadian dollar terms. Just less than half of this 
return came as a result of the weaker Canadian dollar. In U.S. 
dollar terms, emerging markets were up 9%, with two-thirds 
of that performance recorded during the first few weeks of 
April. Weaker-than-expected U.S. economic data and dovish 
comments from the Federal Reserve reignited interest in riskier 
cyclical assets. However, as stronger U.S. data started driving 
U.S. yields higher, optimism slowly made way for pessimism, 
which took hold later in the quarter as lower commodity prices 
led to a sell-off in the materials sector. Emerging market equites 
closed the quarter down 0.6%, leaving the year-to-date return 
at 11%. 

Despite the commodity sell-off in the second half of quarter, 
Latin America was the best performing emerging market region, 
helped by a strong rally in Brazil. The Brazilian equity index was 
up 19% in U.S. dollar terms early in the period, led by the energy 
and materials sectors, but finished with a more moderate 7% 
gain for the quarter. Central and Eastern Europe also performed 
well, led by Hungary and Russia. Russia’s strong performance 
was largely attributed to the currency, which rallied 5% as the 
Ukrainian peace deal continued to hold. Asia underperformed, 
despite a strong performance of Chinese equities. With the 
exception of China and Taiwan, all Asian emerging markets 
ended the quarter in negative territory as concerns about high 
debt levels, lacklustre exports and stalling reform momentum 
weighed on sentiment. Indonesia was not only the biggest loser 
in Asia during the quarter, but underperformed all emerging 
markets as investors faced the reality of a struggling economy, 
increasing inflation, slowing exports and the loss of reform  
momentum. 

Emerging market equities are facing a number of challenges 
during the second half of 2015, including: (1) the timing and 
pace of rate hikes in the U.S.; (2) uncertainty about the Chinese 
economic recovery and financial conditions; (3) a renewed 
round of commodity price weakness; and (4) Greek debt crisis 
worries. Apart from these uncertainties, a number of emerging 
economies are struggling with internal political issues (Russia, 
Turkey, Chile, Brazil, Thailand and Indonesia) and/or softer 



economic conditions (Latin America, Russia, South Africa, 
Thailand and Indonesia). As a result, volatility in emerging 
market assets is expected to increase over the next few months. 
We continue to expect a Fed rate hike in September, with only 
a gradual rise in rates thereafter. We also believe the Chinese 
authorities will be able to stabilize both capital markets and the 
domestic economy during the next few months, although the 
risk of a deeper equity meltdown remains after the doubling of 
the Shanghai stock market in less than 12 months. Regionally, 
we still prefer the commodity importers (Asia) over the exporters 
(Latin America), and prefer to be underweight resources in the 
current low-growth environment. 

Global resources

Bob Lyon
Senior Vice-President, Portfolio 
Management and Portfolio Manager

The second quarter of 2015 was not kind to the resource sector – 
a trend that has become somewhat repetitive in the past year. 
Energy stocks fell despite a modest rebound in the oil price, base 
metal prices and related equities were broadly weak given well-
supplied markets and soft global demand, and gold remained 
stuck in a fairly tight trading range.

Commodity prices broadly continue to suffer from a combination 
of sluggish demand growth, well-supplied markets, and the 
somewhat bearish (for commodity markets) undertones of a 
rising U.S. dollar. Until we start to see a better growth outlook 
and/or supply discipline on the part of commodity producers, 
this situation is unlikely to change.

Energy

Markets are beginning to accept that a much-hoped-for (though 
not expected, from our standpoint) “V-shaped” recovery in 
energy is not going to materialize. OPEC, and Saudi Arabia 
in particular, are showing no signs of trying to play the swing 
producer role to balance the oil market. In fact, Saudi Arabia 
has increased production further in recent months, effectively 
putting the onus on other producers to ultimately (driven by 
low oil prices) shut down production – or at least slow their rate 
of growth. Fortunately, this process appears to be underway, but 
it is happening at a slow pace and it will likely be several more 
quarters before oil markets get a more meaningful uplift.

Another factor driving energy markets lower has been the 
possible return of Iranian oil to the market if economic sanctions 
are lifted from that country due to a negotiated nuclear deal. 
Iran can contribute up to one million barrels per day of oil to the 
market, though this is expected to arrive in gradual increments 
over a six to 18-month period. While a tentative deal appears 
to have been struck, it still must be ratified by both the Iranian 
parliament and more formally in the U.S. 

Metals

The mining complex was also weak during the quarter given the 
ongoing U.S. dollar strength and broad economic malaise. Coal, 
gold, silver, and copper prices all remained soft due to well-
supplied markets and sluggish demand. Iron ore staged a half-
hearted recovery from a very low base, but has since drifted back 
down. Perhaps the best thing we can say about metals markets 
is that many prices are now well below the cost of production, 



which has historically tended to set somewhat of a floor in 
those markets. Some, such as nickel and coal, appear close to a 
bottom. Others, like copper, could have more weakness in the 
short term – though we like its longer-term prospects. 

Gold continued to languish in a weak US$1150-$1200 trading 
range. Soft demand for jewelry, investor sellling of ETFs, and 
a strong U.S. dollar are all conspiring against the beleaguered 
commodity. If the U.S. does indeed begin to raise interest rates in 
the second half of 2015, this could prove to be the “other shoe” 
that drops onto the gold market. One very dim light for gold: 
despite the huge negative sentiment at the moment, gold was 
actually one of the better relative performing commodities over 
the past six to 12 months. Unfortunately, this simply means that 
it has not fallen by as much as some of the other commodities – 
a rather low hurdle to beat.

Telecommunications and information technology

Malcolm White 
Vice-President, Portfolio Management  
and Portfolio Manager

The technology sector has been challenged in the first half 
of the year. Currency continues to be a headwind for many 
companies, as products are priced in a U.S. dollar that has 
appreciated significantly against most global currencies. 
Furthermore, the personal computer cycle, which was positive 
last year as corporations upgraded old computers, is now 
slowing in advance of Microsoft’s release of Windows 10. Apple 
continues to do well with the latest iPhone release, especially 
in the domestic Chinese market, but the jury is still out on the 
expectations for the Apple Watch, with sales moderating since 
the product’s initial release in April.

We continue to see an explosion of consumer adoption of 
Internet services and remain positive on the growth of this and 
e-commerce based on mobile phones. 

The best-performing segments of the technology markets are 
twofold. The Internet security business is booming due to 
many well-publicized data breeches and as companies and 
governments spend to patch their security vulnerabilities. 
Semiconductors are also performing well, not on fundamentals 
per se, but rather on accretive merger activity that benefits both 
the target and the acquiring company. We have a number of 
investments that have benefited from this trend, including 
Altera and Broadcom.

Merger activity has also made things interesting in the global 
telecommunications sector. There is renewed speculation and 
activity around the consolidation of firms based in Mexico, 
the U.K., Italy and Brazil, to name a few geographies. This 
is beneficial, as there has been aggressive price discounting 
in many of these markets and the prospect for more rational 
behaviour can only benefit the existing operators. Additionally, 
the divestiture of cellular tower assets and real estate has shown 
the potential for creating value in the sector. Dividends and 
valuations remain attractive, especially given the backdrop of 
low domestic bond rates. We continue to like this sector relative 
to others.
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Overall, retail sales trends around the world have been quite 
disappointing in the first half of the year. In the U.S., the 
consumer discretionary index was up 1.6% during the second 
quarter, outperforming the broader S&P 500 Index (down 
0.23%) by 179 basis points and the consumer staples index 
(down 2.41%) by 397 basis points. This reflected a better 
economic environment for discretionary spending from a 
consumer perspective, based on job creation and low inflation. 
U.S. retail sales trends, however, were weaker, despite this 
ability to spend. Retail sales came from segments including 
sporting goods, clothing and accessories, automobiles and 
furniture, and were slower than last year (second quarter retail 
sales in 2014 benefited from the bad weather in the previous 
quarter). Inventory levels and promotional activities remain 
moderate. We expect the discretionary consumer sector in the 
U.S. to continue to progress in the second half due to robust 
job creation, a continuous pick-up of real estate activities and 
growing consumer confidence.

In Canada, after a weak first quarter, retail sales remained slow 
between March and June. We still remain very cautious about 
Canadian consumer spending in the second half of the year 
as higher unemployment rates in Western Canada, high debt 
levels and slowing real estate activities should weigh negatively 
on Canadian consumer confidence. Consumer stocks are still 
fairly valued in Canada.

In Europe, consumer confidence remains moderate due to 
the Greek debt crisis. The European Central Bank monetary 
stimulus, low inflation and lower unemployment rates positively 
impacted retail sales trends in the second quarter, mainly 
in southern Europe in countries like Italy and Spain and 
remained steady during the quarter in the U.K. Retail sales in 
France continued to lag the recovery in Western Europe due 
to weak consumer confidence and persistent deflation. For the 
remainder of the year, we favour domestic-focused retailers 
mainly in the U.K., Spain and Germany, and global firms with 
geographic diversification.

Eastern European retail sales remained weak, especially in 
Russia where retail sales were down 9%. The sector in Russia 
still faced high inflation pressure due to the depreciation of the 
ruble. We intend to avoid the region for the rest of the year 
because of its weak consumer confidence and high valuations 
and inflationary pressure.

Latin American consumer fundamentals remained weak in the 
second quarter, especially in Brazil where retail sales turned 
negative (-4.5%), due to lower consumer confidence and higher 
unemployment rates. Higher inflation and high interest rates 
are likely continue to limit discretionary spending. We are 
cautiously optimistic on the Andean consumer sectors due to 
the economic stability in Chile and Peru. Colombian consumer 
spending remains weak. Finally, consumption trends in Mexico 
continue to improve on a sequential basis, with Mexico same-
store sales up in the mid-single digits. 

In China, retail sales remained weak in the second quarter 
given weak economic activity, low consumer confidence and 
a slowing real estate market. Although basic consumption such 
as food is growing at a normal rate due to low food inflation, we 
expect discretionary spending to slowly improve sequentially in 
the second half of the year. Over the mid-term, we continue 
to be positive, as economic stimulus from the government, a 
high savings rate and disposable income levels should favour 
domestic consumption. 

In Southeast Asia, retail sales remain slow in Thailand and 
stable in Indonesia, India and Philippines during the quarter. 
We expect this pace to continue and remain constructive for the 
third quarter as valuations are starting to look more interesting 
in the region.

We continue to favour sectors supported by sustainable 
fundamentals, strong global brands, free cash flow generation 
and return of capital to shareholders, led by share buybacks or 
dividend increases.



High-yield bonds
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Spoiler alert:  no Greece or China comments ahead. 

Returns for fixed-income markets so far this year have been 
bifurcated. This is typical. Credit risk, typified by high yield, is 
performing satisfactorily (+2.49% in U.S. dollars for the first six 
months of 2015), while the duration risk, which characterizes 
government bonds, is performing poorly (-0.51% for the on-
the-run U.S. 10-year Treasury bond). The exception is Canada, 
where the economy is underperforming. 

Credit’s outperformance is consistent both with an improving 
economy, which tends to translate into improving credit 
quality, and the likelihood that the U.S. Federal Reserve will 
raise overnight rates in September or December. Notably, 
even within the high-yield bond space, returns have bifurcated 
slightly. Investors seem to be threading the needle, being 
careful not to take too much perceived interest rate risk (e.g. 
BB-rated bonds) or too much credit risk (e.g. CCC-rated issues) 
at this point in the cycle. For example, B-rated bonds issued at 
3.18% outperformed both BB and CCC-rated bonds by more 
than 1.25% in the first six months of 2015. This merits further 
scrutiny, as it could signal a tightening of lending standards 
and a downturn in the credit cycle, or it could also be investor 
psychology and an inefficiency to be exploited. 

Weak U.S. economic growth in the first quarter and 
macroeconomic noise in the second quarter contributed 
to weakness in the high-yield bond market. This stalled the 
expected valuation improvement, and spreads have recovered 
less than half of their widening suffered in 2014. While the 
end of this business and credit cycle now seems closer than 
the beginning, we remain in the “lower-for-longer” camp with 
respect to lending rates. The current U.S. economic expansion, 
while likely disappointing, could prevail for a number of years, 
suggesting that credit risk will outperform interest rate risk. Just 
like in the first half of 2015, high-yield bonds could be the sweet 
spot in the fixed-income markets over the next six months.

Interest rates 

Kamyar Hazaveh
Vice-President, Portfolio Management,
and Portfolio Manager

Late-stage cycle behaviour in fixed income continued

The normalization of long-end rates in Europe was the dominant 
story in the second quarter, with the spillover into global fixed-
income markets. The process was sudden, with intra-day moves 
well in excess of historical volatility, which was blamed on 
(leveraged) positioning and the lack of liquidity in the market. 
German 10-year bond yields climbed 0.58% to reach 0.76% on 
June 30, 2015. The increases were 0.43% and 0.33% for the 
U.S. and Canadian benchmark 10-year bonds, respectively. 

In Europe, quantitative easing has achieved modest success by 
reducing borrowing costs across the region and by boosting the 
competitiveness of European exporters based on a devalued 
currency. The cyclical forces in Europe remain favourable, 
but they are occurring in the context of a secular decline. In 
Japan, the main channel of stimulus is monetary and currency 
policy. The longer the Abenomics experiment continues, the 
greater the Bank of Japan’s difficulty in achieving 2% inflation, 
even though the bank continuously reaffirms its commitment to 
achieving that target. 

In Canada, the drop in commodity prices has led to weaker 
economic activity in oil-producing provinces and, by extension, 
the rest of the country. The Bank of Canada correctly identified 
this softness and lowered rates in January, but it also dampened 
the expectations for further rate cuts on the basis that the 
economy would recover in the remainder of the year. The 
subsequent performance of the economy has been expectedly 
weak, and the Canadian fixed-income market remains one of 
the best performing markets globally.

In the U.S., the Federal Reserve (Fed) is caught in an 
uncomfortable situation. Despite the desire by some influential 
members to raise rates from the current emergency levels, 
the majority of tightening has already occurred through the 
strengthening of the U.S. dollar and higher U.S. real rates, in 
our assessment. The window of opportunity for rate hikes was 
in the second half of 2014. U.S. GDP growth in the first half of 
2015 is expected to be below 2% (i.e. subpar) in the context of 
a weak and fragile global economy, setting up poor conditions 
for tightening. The economy also seems to be slowing into the 
second half of the year despite (the usual) consensus forecast 
of a rebound. The Fed’s desire for a rate hike seems more 



philosophical than economic at this stage. This is the main 
reason why the entire fixed-income complex is trading in a late-
stage pattern: the yield curve flattens when Fed rate hike rhetoric 
increases and credit markets have not been able to make new 
lows in spreads, which is consistent with late-cycle behaviour in 
the fixed-income universe.

Managing fixed-income portfolios in late stage

Investors have been generally more willing in the last few 
years to chase higher-yielding assets over risk-free government 
bonds. Although this strategy results in better yield, it does so 
by introducing equity, credit and other risks into the portfolio. 
This strategy has worked as risk premiums have fallen from their 
peaks during the global financial crisis. One clear example of 
this phenomenon is the fall in credit spreads over the years since 
the crisis, which made “yield-seeking” strategies outperform 
government bonds handsomely.

The outlook for these “yield-seeking” portfolio postures is less 
certain looking forward. The bulk of risk premium tightening 
is behind us as major asset classes have normalized relative to 
bonds and the popular yield-seeking strategies no longer look 
like a sure one-way bet. Add to that the shortage of liquidity in 
most segments of the fixed-income market and the strategies of 
the last few years have become substantially riskier and do not 
compensate the investors for the liquidity and market risks.

It is in this environment that constructing well-diversified 
portfolios in duration, curve, credit and currencies is critical. 
Looking ahead, unlike the last few years where the performance 
of credit spreads masked the deficiencies in duration and curve 
portfolio construction, interest rate positioning will differentiate 
relative performance. We remain long select corporate credit 
exposure to collect better income, but since the cycle is well 
advanced and liquidity is poor, we are using curve and duration 
as a hedge against liquidity events.

Foreign exchange 

Matthew Strauss
Vice-President, Portfolio Management,
Portfolio Manager and Global Strategist

The relentless U.S. dollar rally paused during the second quarter 
of 2015 after an almost uninterrupted rally during the prior nine 
months. The dollar index peaked in March, up just over than 
25% since the end of June 2014, having gained 30% against the 
euro during this period. Softer U.S. data and a more cautious 
tone by the U.S. Federal Reserve in March were taken as signs 
to question the relentless rally. Although April saw broad-based 
U.S. dollar weakness, the losses sustained during the month 
simply took the currency back to levels recorded at the beginning 
of March. The U.S. dollar regained some of its lustre during 
May. In the end, most developed market currencies gained 
between 1% and 4% against the greenback during the quarter 
(sterling was the outlier on the topside, having rallied 6% against 
the dollar, while the New Zealand dollar fell 9% to be the clear 
outlier on the downside). Unlike developed market currencies, 
most emerging market currencies lost ground against the U.S. 
dollar during the quarter, especially during the latter part of the 
quarter as U.S. yields started moving higher again. 

Having ended the first quarter near its weakest levels since 2009, 
the Canadian dollar managed a strong recovery to almost 84 
cents U.S., supported by a rally in oil prices. However, with oil 
prices softening later in the quarter, the currency was unable to 
hang onto these gains and dropped back to 80 cents. Another 
round of commodity price weakness and increased expectations 
that the Bank of Canada might cut interest rates in July kept 
the currency under pressure and by early July the currency was 
again testing the six-year lows of 77.93 cents.

The third quarter offers a range of risk events for the Canadian 
dollar, including the path of commodity prices and, by extension, 
the health of the Chinese economy, the strength of the U.S. 
economy and ultimately the timing of the first interest rate 
hike in this cycle. Despite its recent lacklustre performance, we 
remain wary of a resumption of the uptrend in the U.S. dollar as 
we get closer to a Fed hike. This expected broad-based rally will 
also be reflected in a somewhat weaker euro and yen. The latter 
two currencies are expected to struggle against the U.S. dollar 
going forward due to diverging monetary policies. 



Preferred shares 

John Shaw
Vice-President, Portfolio Management,
and Portfolio Manager

The Canadian preferred market had another very poor quarter, 
bring the total return for the BMO 50 Preferred Share Index to 
-8.09% for the first six months of the year. Continued fears of 
extension risk on rate re-set preferred shares and new issuance re-
pricing the market were the main reasons for the sell-off. Retail 
investors have been selling indiscriminately, while institutional 
investors only began looking to buy the market at the end of 
June.

Global GDP growth remains elusive and the Canadian economy 
remains very weak. Concerns grew during the second quarter 
that the Bank of Canada would cut rates again at its July meeting 
after the economy did not respond to the January “insurance 
policy” cut. What is interesting is that Government of Canada 
five-year rates actually rose five basis points during the quarter 
after plunging 65 basis points in the first three months of the 
year. However, it is the expectations that rates will stay lower 
for longer due to the weak economy that has retail investors so 
nervous. 

The Canadian preferred share market has fallen back to levels 
not seen since April 2009. New issue pricing is looking much 
better than in the past few years for rate re-set preferred shares 
as the re-set spreads have increased. Credit quality is still 
challenging for a few smaller issuers, but in general the market 
is well placed to rebound in the second half of the year. 

Redemptions and issuance were fairly balanced in the second 
quarter. Of note, we saw the return of the perpetual structure to 
the market from Royal Bank of Canada and Loblaw. The rate re-
set issuance only caused more selling as the older, lower re-set 
spread preferred shares looked comparably expensive. 

The BMO 50 Preferred Share Index posted a negative 3.44% 
total return, slightly outperforming while the broader S&P/
TSX Preferred Index, which returned a negative 3.93%. The 
retractable sector had the best return of 0.38%, while fixed 
re-set shares were the weakest at -4.64%, due to lower interest 
expectations. Additionally, in Canada the pending downgrade 
of Enbridge shares to BBB weighed on the market.

Our outlook for the preferred market was cautious at the 
beginning of 2015, with our preferred share weight in Signature 
Dividend Fund at the bottom of its range. We believed that the 
market was reaching a good entry point at the end of the first 
quarter, but that turned out not to be the case. Our estimate for 
the BMO 50 Preferred Share Index was between 3% and 4.5% 
for 2015, but given the continued large sell-off in the second 
quarter, we must revise it lower to -2.5%. 



Investment-grade corporate bonds 

John Shaw
Vice-President, Portfolio Management,
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Investment-grade corporate bonds declined and underperformed 
Government of Canada bonds as interest rates rose and 
corporate bond spreads widened in the second quarter. Global 
risky assets sold off at the end of the quarter due to concerns 
about the debt crisis in Greece, the Chinese stock market sell-
off, slowing global growth and Puerto Rico’s admission that 
it had unsustainable debt levels. Additionally, in Canada the 
heavy corporate bond issuance and downgrade of Enbridge debt 
to BBB weighed on the market. 

With slowing growth in Asia putting pressure on commodity 
prices, the outlook for the Canadian economy is not rosy. South 
of the border, the U.S. Federal Reserve continues to suggest 
a rate hike in 2015, although the economy is only sputtering 
along. The stronger U.S. dollar has hurt growth, and the market 
therefore believes the Fed will delay raising rates again until 
later in the fall. Each time central banks have lowered interest 
rates or added liquidity since the global financial crisis, risky 
assets cheered. However, this time investment-grade credit may 
not enjoy the same bounce as other risky assets due to slowing 
earnings, increasing leverage, mergers and acquisitions event 
risk and poor liquidity. 

Canadian investors remain overweight investment-grade bonds 
but sentiment is falling as all the heavy new issuance volume 
has led to wider new issue concessions. This has the effect 
that investors only want to buy new issues at better levels than 
secondary spreads. As a result, dealer inventories are under 
pressure as few investors buy bonds from them in the secondary 
market but expect dealers to buy bonds from them at the time 
of new issues. This has led to poor liquidity and wider spreads as 
the market tries to find the clearing level. 

The Canadian Investment Grade Index returned -1.27% in the 
second quarter, underperforming Canadian government bonds 
by 0.10% as spreads widened eight basis points. Spreads were 
fairly steady in April and May, but widened eight basis points 
in June led by the long end of the yield curve. Long corporate 
credit widened by 14 basis points due to concern for Alberta 
utility regulations that could lead to weaker credit quality and 
the expected downgrade of the Enbridge complex to the BBB 
category following a financial restructuring. 

The outlook for Canadian investment-grade bonds is mixed 
for the remainder of 2015. The credit market is exhibiting 
signs that usually occur at the end of a credit cycle – increased 
shareholder-friendly activity, slowing earnings growth and 
higher leverage. We remain cautiously overweight corporate 
bonds, but continue to reduce our position.
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