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Cognitive dissonance

We enter the final quarter of 2015 in the wake of significant 
volatility across almost all asset classes and geographies. As 
market pundits and news shows blare conflicting narratives, 
investors are wondering what the future holds. The confusion 
is understandable. Depending on where you look you can find 
dramatically differing signals as to the health of economies 
and markets. It is my sense that we stand at a crossroads, with 
significant economic and financial cycles and trends changing 
direction. 

I would like to focus on the signals that we at Signature feel 
are relevant in mapping our investment strategy for times of 
transition. When concerns mount and confidence falls, our 
approach is to protect capital first, and as I write, we remain 
defensively positioned across our portfolios. 

There are two big shifts in the global economy that are driving 
the current angst in asset markets:

1) The changing trajectory of global monetary policy from 
seven years of progressive easing to an expectation of tightening, 
led by the U.S. Federal Reserve. Transitions from loosening to 
tightening tend to induce greater volatility, as they accelerate 
deleveraging, or the unwinding of broad carry trades that 
depended on low rates and low volatility.

2) A recognition in the market that the 15-year-long commodity 
supercycle is over. While the drivers behind the collapse in 
energy and industrial metals are different, the end result is the 
same. Both sectors now face long-term structural oversupply 
conditions. This is the exact opposite of the past 15 years, during 
which excess demand drove prices relentlessly higher. 

At a very minimum, the confluence of these two major shifts 
elevates the level of uncertainty. Companies, sectors or countries 
that relied on abundant, cheap capital and high commodity 
prices now face a much more challenging future. No party is 
more exposed to these trends than emerging market commodity 
producers, who find themselves in the crosshairs of both trends.

However, a balanced perspective recognizes that there will be 
beneficiaries of the current shifts. The Fed is only talking about 
raising rates because the U.S. economy is actually doing well. 
And while commodity producers will get hurt from lower prices 
for their goods, commodity consumers everywhere will benefit.

The questions that arise are, will the damage and defaults 
caused by these trends spill over into and cause significant 
contagion to the broader markets and economy? And will that 
damage offset the otherwise reasonable growth prospects in the 
developed economies of the U.S. and Europe?

The key channels of contagion that we monitor from these trends 
are twofold. The first is the real economy, where falling demand 
from emerging markets as well as falling investment and jobs 
in mining and the oil patch are a direct hit to the economy. 
But there is an offsetting benefit from lower commodity and 
energy prices for consumers which can act as a broad-based 
boost to real incomes. Across the developed world this will be 
predominantly positive, although not so much for Canada, while 
OPEC countries and other commodity-skewed economies such 
as Brazil and South Africa will be significantly affected. In our 
opinion, from a broad market investment perspective, lower 
energy prices will be a net positive for the global economy and 
should act as a gentle tailwind in coming years.

The second and more pernicious channel of contagion is 
financial markets. Capital flight based on increasing fears of 
defaults and general uncertainty will serve to tighten financial 
conditions across all geographies and sectors, not just those 
directly impacted. In U.S. credit markets, both investment-
grade and high-yield spreads have been jumpy and widening 
through the summer and early fall. While a repricing of credit 
in the more challenging sectors is to be expected, there is a 
risk that rising uncertainty and the unwinding carry trades 
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will force a much broader and wider backup in credit spreads 
for all sectors of the economy. It would be through a broad 
deterioration in the health of credit channels that the contagion 
from emerging markets and commodity industries could infect 
otherwise healthy segments of the economy enough to imperil 
the current economic recoveries.

This is not a done deal! But for Signature it is a key dynamic 
we continue to monitor. To the extent that capital markets and 
volatility settle down, and credit markets continue to fund at 
healthy levels, it will be a signal that markets are managing the 
transitions in a healthy manner. Markets are performing as they 
should in their role of allocating capital across the economy and 
the risk of contagion is ebbing. As it does, we will increase our 
exposures to risk assets. But to the extent that the contagion and 
volatility feeds on itself and stresses continue to grow in credit 
channels, the risk of significant damage to an otherwise healthy 
fundamental outlook for developed economies and markets will 
rise. It will be the resolution of the current cognitive dissonance 
between the underlying developed economies and the state of 
global sovereign and credit channels that will determine our risk 
appetite in the coming quarter.

 

Emerging markets

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

After being up 11% during the first six months of the year, 
emerging market equities went through a dramatic correction in 
July and August when the emerging market index lost just more 
than 10% in Canadian dollar terms. To be fair, the correction 
started in May but the pace of decline gained significant 
momentum as investors became increasingly concerned about 
slowing growth in emerging markets, falling commodity prices, 
declining liquidity, deteriorating credit quality and increased 
volatility. These fears were expressed through sharp emerging 
market currency depreciations and falling equity prices. The 
currency devaluation by Chinese authorities added to the long 
list of concerns. Although the sharp sell-off fizzled out towards 
the end of August and emerging equity markets started trading 
sideways into quarter-end, the quarterly loss of almost 12% was 
the worst fall since 2011. In U.S. dollar terms, emerging equities 
were down 18%. 

With one small exception, the Czech equity market, all 
emerging countries recorded losses ranging between marginally 
negative (Hungary) and significant declines (Brazil and China). 
For Brazil, a combination of falling oil prices, political turmoil, a 
sharp recession, a falling currency and a series of policy mistakes 
pushed equities significant lower. China also recorded sharp 
declines, with the Hong Kong China Enterprise Index falling 
27% in U.S. dollar terms, which brought the decline since its 
recent peak in May 2015 to a staggering 35% within a four-
month period. The unwinding of the A-share equity bubble, the 
mishandling of the situation by authorities, growth worries and 
the devaluation of the currency on August 11 all played into the 
sell-off of Chinese equities.

The major concerns for emerging market equities going forward 
remain unchanged: (1) the timing and pace of rate hikes in the 
U.S., as well as broad-based U.S. dollar strength; (2) uncertainty 
about the Chinese economic recovery and financial conditions; 
(3) commodity price weakness and the uncertainty surrounding 
a commodity price recovery; and (4) political worries in a 
number of emerging countries. Countering the negativity is 
the notion of a major “policy put,” whether it’s fiscal stimulus 
in China or a more definitive dovish stance by the U.S. 
Federal Reserve. This idea is gaining traction and could have a 
decidedly positive impact on emerging equities if such an event 



is to occur. Also, signs of a stabilization of economic growth in 
China could go a long way to arrest a further sell-off in Chinese 
equities. In the meantime, we continue our defensive stance 
and are focusing on countries, industries and companies with 
healthy fundamentals that should be able to withstand the 
current headwinds better than the average emerging market. 
Underweight allocations to the materials, energy and consumer 
discretionary sectors, a significant cash holding, overweights in 
India, Mexico and non-industrial China and emerging market 
banks with strong balance sheets reflect our current concerns 
and views. 

 

Global resources

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

The third quarter of 2015 was essentially a washout for the resource 
sector. Resource equities fell significantly during the quarter as 
commodity prices continued their precipitous decline. On a global 
basis (using the MSCI World Index), the energy and material 
subsectors were by far the worst performers: down 18.7% and 
20.2%, respectively, during the quarter.

The macro trends that have been affecting commodities for some 
time remained in place during the quarter: weak demand growth, 
over-supplied commodity markets and the somewhat bearish (for 
commodity markets) undertones of a rising U.S. dollar. While we 
do not expect these trends to strongly reverse anytime soon, it does 
appear as though the worst of these effects may be behind us. 

Energy

The oil price gave back all of its second quarter gains, and then 
some. The price of West Texas Intermediate oil fell almost 25% to 
end the quarter at US$45.09 per barrel. In our view this was not 
a reflection of deteriorating oil market fundamentals, but rather 
was the result of investors simply reversing some of the overly 
exuberant gains made during the second quarter. Unfortunately, 
this resulted in a significant pullback in the underlying equities. 
Despite the pullback, we do see some improving signs in the oil 
market: U.S. production now appears to have clearly peaked for this 
cycle; demand growth globally for oil has been very strong despite 
a tepid global economy; and global spare capacity is being quickly 
eroded. The main wildcard to the oil market in the next six to 12 
months, as discussed in last quarter’s update, remains the pace at 
which Iranian oil comes back on the market, assuming the recently 
approved nuclear deal is ratified. All in all, while it could take 
up to two years to work through excessive global inventories, the 
underlying supply-demand balance for oil should show a steadily 
improving trend over the coming quarters.

Metals

Like energy, the mining complex also remained weak during the 
quarter on the back of ongoing economic weakness – particularly 
in China. A continued strengthening of the U.S. dollar also created 
a headwind against all commodities. Copper seemed to receive the 
most attention amongst the metals due to its well-earned status as 
an indicator of global economic activity. So it is maybe no surprise 
that global equity markets were also weak during the quarter as 
copper fell 10% on the back of declining demand growth. We had 



highlighted during our second quarter commentary that there 
was downside risk to the copper price, so we were not particularly 
surprised by the move. But the degree to which virtually every other 
metal followed suit – whether it was gold and silver or nickel and 
zinc – was disappointing, given the already beaten-down status of 
those commodities.

Outlook

While the third quarter of 2015 was an incredibly bad one for 
resource investors, we believe that the worst of the declines are now 
behind us. Commodity prices almost across the board have now 
gone well into the cost curve, which means that many producers in 
oil, gas, copper, nickel, and most other commodities are generating 
significant losses. Historically this doesn’t guarantee a fast rebound, 
but it has tended to set a floor under commodity prices. So while 
we remain cautious on the resource sectors, the risk/reward for 
investors is beginning to tilt back in our favour.

Telecommunications, media and technology

Malcolm White 
Vice-President, Portfolio Management  
and Portfolio Manager

The media sector experienced a great deal of volatility in early 
August with quarterly earnings announcements from Disney and 
Viacom. The controversy here is less on the quality of content, as 
the box office should be quite exciting, especially with Disney’s 
forthcoming release of the Star Wars franchise reboot. Rather, 
the issue is that the mainstream content channels that were 
seen as bulletproof, e.g. sports icons such as ESPN, are showing 
weakness in subscriber metrics. We had been arguing for some 
time that media was undergoing a major transformation due the 
Internet and as such, we had no exposure this year to the sector. 
However, the market had chosen to ignore this seismic shift 
until the data finally confirmed these fears, leading to a sell-off 
in an over-owned investment theme.

The technology sector was also volatile in August along with 
the direction of the market as a whole. We believe this was 
due more to larger macro factors, although there were indirect 
pressures such as the concern that economic weakness in 
China would affect the sales of Apple’s latest phone. The 
outlook is somewhat mixed – areas such as smartphones that are 
consumer-based technology are starting to look saturated with a 
slower growth profile. However, we remain positive on software 
opportunities in areas such as e-commerce, big data and cloud-
based computing services.

Telecommunications still looks attractive in a low-growth, low-
yield world, as the dividend spreads are wide and compelling. 
The European market, however, has slipped in terms of 
attractiveness as companies reverse their consolidation-friendly 
stance and focus on maintaining already too-low consumer 
pricing. Emerging market exposures have also been a drag 
on the performance of the portfolios, but we have seen an 
inflection point here and think that some interesting investment 
opportunities exist. 



Health care

Jeff Elliott 
Vice-President, Portfolio Management and 
Portfolio Manager

Health care stocks underperformed the broader markets in the 
third quarter of 2015, both globally (-10.0% compared to -8.9% 
for the MSCI World Index), and in the U.S. (-11.45% compared 
to the S&P 500 Index return of -7.1%). Weakness in health care 
was broadly based across all the subsectors, as a combination 
of negative policy headlines from Washington and fund flows 
(rotation out of the group) weighed on the sector. 

The underperformance of the health care sector can primarily 
be traced to a single event – a declaration from the potential 
Democratic presidential nominee, Hillary Clinton, that drug 
prices are too high and that if elected president, she plans to 
address the issue. From a practical perspective, the ability of a 
Clinton government (if elected) to fundamentally impact drug 
pricing in the U.S. is limited, but the prospect of public debate 
on the issue for the next 12 months was enough to deflate sector 
multiples. Particularly hard hit were the biotechnology and 
specialty pharmaceutical sectors, due both to direct exposure to 
drug pricing and strong relative stock performance over the last 
four years.

The debate around health care costs over the mid to long-term 
is complicated, and we are of the opinion that meaningful 
change is inevitable. We believe companies that can either: 1) 
truly deliver improved patient outcomes (companies involved in 
the immuno-oncology space, such as Bristol-Myers Squibb and 
Roche); or 2) deliver value to health care systems by effectively 
allocating care (managed care companies, such as United 
Health) are best positioned. These companies should be able 
to reap the benefits of the secular demand drivers in health care 
(demographics, newly insured and emerging market growth), 
while minimizing negative exposure to potential changes in the 
reimbursement structure of the industry.

The Signature funds currently carry a relatively neutral weight in 
health care, despite long-term fundamentals remaining strong, 
as valuations and strong performance had left us somewhat 
cautious. The recent pullback in prices has made us more 
constructive, particularly as we expect the political rhetoric 
from Washington to subside over the relative near-term.

Consumer products 

Stephane Champagne
Vice-President, Portfolio Management  
and Portfolio Manager

U.S. consumer staples stocks outperformed the broader S&P 500 
Index by 605 basis points and the consumer discretionary sector by 
205 basis points in the third quarter of 2015. The outperformance 
of the staples sector reflected a weaker global economic 
environment and a volatile market during the quarter mainly due 
to the weaker economic data from China and emerging markets 
and also speculation that the U.S. will postpone the expected 
interest rate hike.

In the U.S., the environment for discretionary spending is still 
favourable for the remainder of the year, supported by lower 
gasoline prices, continued job creation and low food inflation. 
Results from the back-to-school period were mixed, with fewer 
sales of electronic items than last year and more spending in 
apparel. In September, retail sales excluding automobiles, 
gasoline, building materials and food services slipped 0.1% after 
a downwardly revised 0.2% gain in August. During the quarter, 
the three segments that continued to do well were automobiles, 
apparel and home improvement. Promotional activities remain 
rational and inventories were stable. We remain constructive 
on the discretionary consumer sector in the U.S. to continue 
its progress in the fourth quarter, supported by job creation and 
lower energy costs.

In Canada, second quarter sales rose in eight of 11 major 
categories, representing 64% of retailing. This included a 2.6% 
increase at gasoline stations due to higher prices. Despite those 
results, we remain very cautious regarding Canadian consumer 
stocks, which are fairly valued. Job losses in Western Canada and 
slow export activity in Eastern Canada should negatively weigh 
on consumption trends for the remainder of the year. Real estate 
activities slowed during the third quarter, with sales falling in 
more than half of all local markets in September, led by declines 
in Greater Vancouver, Calgary and the Greater Toronto Area.

In Europe, consumer confidence improved slightly due to low 
inflation and the recovery in wage growth. In the U.K., the 
clothing and the food and drink sectors have led the way, and 
sales remain good. Retail sales in Italy, Spain and Germany 
have improved slightly, while France remained weak. For the 
remainder of the year, we continue to favour domestic-focused 
retailers, mainly in the U.K., Spain and Germany, and global 
firms with geographic diversification.

 



In Eastern Europe, retail sales remained challenging territory. 
During the quarter, Russia’s sales were down in the high single-
digits, and the region is still facing high inflation due to the 
depreciation of the ruble. We continue to avoid Eastern Europe 
because of weak consumer confidence, high valuations and 
high inflation.

Latin American consumer fundamentals remained weak in the 
third quarter, especially in Brazil, where unemployment was 
up, and currency depreciation and higher inflation continued 
to limit discretionary spending. We continue to see weak retail 
sales in Colombia, but stability in Chile and Peru and the 
potential for retail sales improvement in Mexico. Over the long 
term, consumers in those regions should continue to benefit 
from middle-class growth and a stable inflationary environment.

High-yield bonds

Geof Marshall
Senior Vice-President, Portfolio Management 
and Portfolio Manager

Is it possible that the quantitative easing programs designed to 
fight deflation actually caused excess capacity and therefore 
more deflation? If the U.S. Federal Reserve was successful in 
causing inflation, it was in the financial markets only, as the 
cost of capital decreased and the availability of capital increased 
as part of the substitution effect. Levered investors looked for 
growth in the emerging markets, and part of the broad weakness 
we have witnessed year-to-date is the unwinding of those trades 
as growth wanes and capital is repatriated back into U.S. dollars 
and Treasuries. Other borrowers chased the second derivative 
of emerging market strength, looking for stronger commodities 
demand by drilling more oil wells in Alberta, digging more 
copper mines in Panama, and excavating more iron ore in 
Australia and Brazil. 

This is topical in the high-yield bond market, as weak iron ore, 
copper, oil and natural gas prices have pushed average metals 
and energy bond prices into the 70’s and yields north of 10%. 
The high-yield bond market is effectively closed to those sectors 
and will be the epicentre of defaults over the next 12-24 months. 
While these sectors have been weak for some time, in the third 
quarter the market began to worry that this weakness could 
spread. 

In September, valuations in cable/telecommunications and 
health care, two historically defensive sectors, broke down. 
Impaired market liquidity and investor fatigue (to the extent that 
metals and energy, which comprise about 15% of the market, 
has been demanding 90% of investors’ attention) contributed 
to these sectors selling off. In the cable/telecom area, a large 
US$6.6 billion debt issue from Frontier Communications with 
big 100-basis point new issue concessions pressured the market. 
This was followed shortly by a two-notch ratings downgrade in 
Sprint bonds – a high-yield bellwether issuer. This was followed 
in turn by US$4.8 billion issue of new bonds as existing high-
yield issuer Altice purchased Cablevision, another existing 
issuer. In health care, Congressional attention on aggressive 
orphan drug price increases meant that Valeant risk had to be re-
priced and the bonds sold off along with the stock. This dragged 
the entire sector lower. As with cable/telecom, technical factors 
overwhelmed fundamentals, there was nowhere to hide and 
these sectors traded with a 2x beta to the market in September. 



In fact, the entire market uncommonly traded with the same 
volatility as equities in the month of September. 

While we carefully assess credit availability as a leading indicator 
of broad financial and economic risk appetite, we do not believe 
at this time the commodity contagion has infected other sectors. 
Credit channels remain open. While credit risk is higher than a 
year ago, and defaults will be higher in six and twelve month’s 
time, current valuations compensate for this risk.

Interest rates 

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

Looking back: Federal Reserve policy on collision course 
with the slowing economy

The readjustment of expectations for the U.S. and global 
economy was the dominant theme in the third quarter. 
Economic indicators continued to show signs of weakness 
emanating from the collapse in the energy complex, emerging 
markets and global trade. The U.S. 10-year bond yield dropped 
0.32% to reach 2.03% on September 30, 2015. The decline  
was 0.25% for both the Canadian and German benchmark 
10-year rates. 

In Europe, as the positive effects of quantitative easing (QE) 
wear off, the cyclical forces give way to the deflationary forces 
of secular stagnation. The “Japanification” of Europe is well 
underway as evidenced by the decline in inflation expectations 
to levels seen prior to QE. In Japan, the Bank of Japan’s Kuroda 
continuously reaffirms his commitment to achieving the 2% 
inflation target, but with a slowing global economy, the Japanese 
economy is set to slow further and expanding monetary easing 
remains one of the few options to revive Japan’s sick economy. 

In Canada, the drop in commodity prices has led to substantial 
softness in economic activity in oil-producing provinces and, by 
extension, the country as a whole. As we expected, the Bank of 
Canada cut interest rates again in the third quarter to ease the 
economic pressures. The Canadian dollar depreciated by 6.6% 
relative to the U.S. dollar in the time period. The Canadian 
bond market, meahwhile, remains one of the best-performing 
bond markets globally.

In the U.S., the Federal Reserve has been 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 
currency channel, higher U.S. real rates and higher credit 
spreads. The economy is slowing in the second half despite (the 
usual) consensus forecast of a rebound. The Fed’s desire for a 
rate hike is on a collision course with the slowing economy. 
This is the main reason why the entire fixed-income complex is 
trading in a late-stage pattern: the yield curve flattens when the 
Fed rate-hike rhetoric increases, and the credit markets are weak 
with credit spreads making multi-year highs.



Looking forward: Managing fixed-income portfolios in  
late stage

Investing in higher-yielding assets relative to risk-free 
government bonds results in better overall yield by introducing 
new risks (equity risk, credit risk, etc.) into the portfolio. The fall 
in credit spreads over the years since the global financial crisis 
made “yield-seeking” strategies outperform government bonds 
handsomely. It is worth noting that this strategy was aligned with 
the Fed’s desired “portfolio rebalancing” channel as long as the 
QE program was in place. It was simple.

With the QE taper and the Fed’s noisy path to potential exit, 
higher yields come with substantially higher risk than in 
previous years. The bulk of risk premium tightening is behind 
us as major asset classes have normalized relative to bonds. 
It is in this environment that constructing well-diversified 
portfolios in duration, curve, credit and currencies and tactical 
asset allocation is critical for fixed-income portfolios. We do 
remain long select corporate credit exposure and long higher-
carry currencies to collect better income, but since the cycle 
is well advanced and liquidity is poor, we are using curve and 
duration strategies as a hedge against liquidity events. The best 
case scenario for risky investments remains poor, with U.S. data 
leading to a Fed “on hold”scenario for an extended period of 
time and additional policy stimulus from the sick economies of 
Europe and Japan.

Foreign exchange 

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

The dominant foreign exchange theme that reigned between 
the summer of 2014 and March 2015 – broad-based U.S. dollar 
strength – is increasingly making way for more differentiated 
themes. Although the U.S. dollar continued to rally against 
most currencies, it lost ground against the other two major 
global currencies, the euro and yen. The new-found strength 
for both the euro and yen can be traced back to the extremely 
accommodative policies and, by extension, competitive 
devaluation policies, of these countries. After a period of sharp 
depreciation in both currencies due to these policies, markets 
are currently testing the resolve and policy potency of these 
central banks as the growth dividend from ultra-loose monetary 
policies remains elusive. Given that these currencies were also 
used as funding currencies for yield-seeking investors across 
the globe (the so-called carry trades), the increase in volatility 
and the concomitant unwinding of carry trades (selling high-
yielding currency and buying funding currency) added to the 
upward pressure on euro and yen. Lastly, the sell-off in local 
equity markets also added to the upward pressure on the euro 
and yen as investors unwound the long equity-short currency 
positioning. To some extent this could be called the anti-
quantitative easing trade. More policy action or promises of 
action might be needed to reverse this trend.

Unlike the euro and yen, emerging market and commodity 
currencies continue to feel the brunt of investors moving out of 
commodity countries and cyclical asset classes. Disappointing 
economic activity out of China, concerns over higher U.S 
rates, a declining growth outlook in emerging markets, falling 
commodity prices and numerous political worries weighed 
on risk sentiment, and therefore the cyclical currencies. The 
small devaluation of the Chinese renminbi added to these 
risks, especially in regards to the Chinese growth profile. The 
Brazilian real and the Malaysian ringgit (both economies 
plagued by falling commodity prices, corruption scandals, 
suboptimal policy decisions and political uncertainties) fell 
between 15% and 20% during the quarter. The Brazil real has 
lost 32% in 2015 as of the end of third quarter.

Although the depreciation in the Canadian dollar was not 
as dramatic as the commodity-producing emerging market 
currencies, both the Canadian and Australian dollars struggled 
in the third quarter. Led by lower commodity prices, both 



currencies are down between 11% and 13% year-to-date. 
The immediate outlook of both these currencies will depend 
on commodity prices and whether the U.S. Fed pushes out 
the expected rate hike into 2016. The latter, together with  
stable to slightly higher commodity prices, will likely see a  
short-term correction, but overall we remain cautious on 
cyclical currencies.  

Investment-grade corporate bonds 

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

Investment-grade corporate bonds fell in the third quarter and 
significantly underperformed Government of Canada bonds as 
interest rates fell and corporate bond spreads widened 23 basis 
points over the period. Concerns over the global and emerging 
market economies in particular eroded investor confidence. 
The U.S. Federal Reserve’s pending rate hike caused corporate 
issuers to raise record amounts of new debt during the three-
month period, and this higher-than-expected new issuance 
weighed heavily on an already fragile credit market.

Global GDP growth expectations continued to trend downward 
as the Canadian economy posted back-to-back negative 
quarterly GDP numbers for the first and second quarters of 
the year. However, the Canadian monthly GDP numbers 
turned positive for June and July, indicating that the worst of 
the Canadian slowdown may be behind us. But with continued 
weakness in the resource sector, the economy is not expected 
to rebound sharply either. As expected, the Bank of Canada did 
cut rates at its July meeting to 0.50%. The U.S. Federal Reserve, 
meanwhile, did not raise rates at its September meeting due to 
weakness in the global economy and the stronger U.S. dollar 
that has hurt exports, but again did not rule out a rate rise by the 
end of 2015.  

Canadian investors remain overweight investment-grade bonds, 
so the poor relative returns are damaging sentiment and thus 
demand, with new issues requiring wider concessions to attract 
new money. Dealer inventories are under pressure with poor 
liquidity and wider spreads as the market tries to find the 
clearing level. Corporate credit quality continues to weaken as 
leverage creeps higher and event risk rises. Company earnings 
have peaked as growth slows. In the late stage of the credit cycle, 
companies turn to debt-financed M&A and corporate financial 
engineering. Leverage is rising at non-financial companies as 
dividends, share buybacks and acquisitions increase.  

The Canadian Investment Grade Index returned -0.16% in the 
third quarter, underperforming Canadian government bonds by 
1.04% as spreads widened 23 basis points. Spreads widened in 
each of the three months and began to find stability at the end 
of September. Spreads are out 32 basis points for the year. The 
spread widening has been even across the maturity curve over the 



past quarter. The BBB-rated corporate bonds underperformed 
the market as concern for riskier assets increased during  
the quarter.

The outlook for Canadian investment-grade bonds remains 
mixed for the remainder of 2015, although the market is better 
placed than it was at the end of June. With the potential for 
the Fed to remain on hold into 2016, the demand for higher-
yielding assets is likely to return following the third-quarter 
earnings season. At the same time, the credit market continues 
to exhibit signs that usually occur at the end of a credit cycle – 
increased shareholder friendly activity, slowing earnings 
growth and higher leverage. Therefore, we remain cautiously 
overweight corporate bonds at the front end of the yield curve 
and will look to add quality issuers as a tactical position during 
the fourth quarter.   
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