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Sunny with a chance of meatballs

A number of cross-currents are buffeting global markets  
and economies, promising to make 2015 an interesting and 
challenging year for investors. On the upside, the global  
economy should continue to accelerate, led by the U.S., which 
having just grown by 5.0% in the third quarter of 2014, is  
entering the new year with substantial momentum. The U.S. 
has dealt with several imbalances and has emerged from the  
crisis as the most competitive, dynamic and flexible major  
economy on the planet. 

Even Europe and Japan are expected to see a pickup in growth 
over their dismal performances in 2014. Neither is on a path 
to sustainable growth, and both are flirting with longer-term  
economic and social implosion should they fail to alter 
their current intransigence about addressing their structural  
challenges. But in both cases, supportive monetary policy,  
relaxed fiscal policy, weaker currency and lower oil prices will 
provide short-term support as we enter 2015.

If I had to choose a movie title for 2015, it would be Sunny 
with a Chance of Meatballs. The broad economic backdrop is 
quietly constructive, but there are some definite meatballs out 
there that could challenge any rosy outlook. First and foremost, 
there is the potential contagion from the recent and very rapid 
drop in oil prices. While lower oil prices are unambiguously 
positive for global consumers, you cannot have a 50% collapse 
in such a key commodity and not expect some disruption in 
global markets and economies. 

The second potential meatball, appropriately enough, 
comes from the Eurozone, where the political realities of the  
half-baked union will continue to hamper any sustained  
economic recovery. Here, two areas of concern include  
relations between the European Central Bank and Germany in 
implementing supportive monetary and fiscal policies, and the 
rise of anti-euro political parties. 

The third meatball surrounds the U.S. Federal Reserve’s expected 
interest rate increases. Other areas of potential stress include 
conflict in the Middle East, the results of China’s rebalancing 
agenda, the risk of a loss of confidence in the fiscal sustainability 
of Japan, and the effects of a rising U.S. dollar.

To the extent the global economy can weather the risks and  
volatility associated with these meatballs, 2015 should be a  
rewarding year for investors. Broadly speaking, as the global 
economy and markets continue to normalize in 2015, we  
expect interest rates, particularly in the U.S., to approach last 
year’s high of 3% on the benchmark 10-year U.S. Treasury 
bond. While the strength of the U.S. economy would dictate 
even higher levels, the inability of the U.S. rate structure  
to fully decouple from global deflationary trends and the  
aggressive monetary policy emanating from Europe and  
Japan will keep U.S. rates lower for longer. While the Fed will  
probably raise overnight rates two or three times in 2015, the 
long end of the yield curve is expected to remain very well  
anchored. With such a backdrop, government bond markets 
are unlikely to repeat their strong 2014 returns, remaining flat 
or dipping slightly lower. And with rates rising only moderately 
against a stronger economic backdrop, we expect corporate 
bond markets to see a modest 2-5% return, led by the high-yield 
sector. High-yield spreads widened in December, providing 
room for a modest narrowing of spreads in the coming year. 

We again expect equities to be the best performing asset class, 
and believe a high single-digit return in the range of 8-10% is 
reasonable, based on EPS growth of about 8%, a 2% dividend 
yield and no change in equity valuations. We enter 2015 with 
the global forward P/E ratio approaching 15x, led by the U.S. 
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at just above 16x. These levels are near the upper end of recent 
historical ranges, but are cheap relative to the current interest 
rate structure. While we are not forecasting an expansion in 
valuations with a rate tightening cycle about to begin, the risk 
of yield-starved investors pushing up valuations in the context of 
suppressed interest rates remains a possibility. A significant P/E 
contraction remains unlikely so long as the global economic  
recovery remains on track. 

While the above may be our base case for 2015, our degree 
of confidence that such a cozy outlook will eventuate  
without considerable shifts and shocks is incredibly low. We have  
entered 2015 with our portfolios positioned defensively, having 
increased cash and lowered our equity exposure last September. 
We also maintain significant underweight allocations to the  
energy and materials sectors. Overall, higher volatility and lower 
market liquidity should offer Signature’s portfolio managers  
opportunities to take advantage of periodic market sell-offs. 

Emerging markets

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

Emerging market equities were up more than 7% in 2014, in 
Canadian dollar terms. However, the gain came from a weaker 
Canadian dollar. In U.S. dollar terms, the picture looked much 
different as broad-based U.S. dollar strength undermined  
positive local market returns. Following a 21% rally in  
U.S.-dollar terms in emerging market equities between  
February and early September, the remainder of the year turned 
out to be very challenging, with equities giving up almost all of 
their gains. The temporary bounce in late December could not 
prevent another negative year for emerging market equities, and 
the overall MSCI Emerging Market Index closed the year down 
1.8% in U.S. dollar terms. For the first 91/2 months of the year, 
emerging market equities performed largely in line with their 
developed market peers, but underperformed meaningfully in 
the last 21/2 months of the year. 

Numerous factors weighed on performance during the last few 
months of the year. The increase in currency volatility pressured 
cyclical assets, including emerging market equities, as did the 
general rise in the U.S. dollar. Declining commodity prices, 
from base metals to precious metals to energy, also weighed 
heavily, especially on commodity-producing countries and  
regions. Latin America and Eastern Europe had significant  
losses in the fourth quarter, with Brazil (-14%), Venezuela (-20%),  
Hungary (-27%) and Russia (-47%) suffering the largest losses. 
Commodity consumers fared much better, with Turkey,  
China, India, Taiwan, Thailand and the Philippines all recording 
strong positive returns. 

Despite a disappointing overall performance from emerging 
market equities in the fourth quarter, the sharp deviation  
between each country’s return highlights the diverse nature 
of this group of 25 countries. This heterogeneity is even more  
evident for the year as a whole. Eight countries recorded double- 
digit losses in U.S. dollar terms, while eight countries reported 
double-digit gains. Understanding these differences is becoming 
increasingly important for the overall performance and  
management of an emerging market portfolio. In an environment 
of rising U.S. interest rates, an increasing U.S. dollar and 
low commodity prices, these differences will become more  
accentuated. The energy producers in Latin America are  
facing a difficult 2015, Russia is facing a full-blown recession and 



South Africa will need to address deep structural issues. For Asia,  
with the exception of Malaysia and China, 2015 might be a decent 
to even better growth year than 2014. The state-owned enterprise 
reforms in China and the further opening of the domestic  
equity markets also need to be monitored closely in 2015. From 
a sector and asset allocation perspective, Signature’s emerging 
market portfolio starts the year with a higher than normal cash 
level and an underweight position in commodities. 

 

 

Autos, aerospace and utilities

Massimo Bonansinga
Vice-President, Portfolio Management,
and Portfolio Manager

Automobiles

The outlook for the auto sector is a little less bullish overall 
than in 2014. Still, there are opportunities for single names to  
outperform. We expect that the markets that grew in 2014 
(North America, Europe and China) will continue to do 
so, but at a declining rate, while trouble spots (Russia and 
Brazil) will continue to be in negative territory. India and  
Thailand may surprise on the upside, but together they account 
for less than five million units.

With this backdrop, we think that automotive manufacturers 
with a high ratio of product launches will outperform. Suppliers 
can continue to do well if their portfolios include products 
needed to comply with ever-tightening emission standards. 
We expect commercial vehicle sales to be flat for the first  
half of the year, but they should respond to any unexpected  
acceleration of GDP growth. Tire makers may benefit from lower 
gasoline prices, but in general are suffering from the increasing  
commoditization of their product.

Aerospace and defence

Order books for competitive planes are full and there is  
little incentive to place orders for long-dated deliveries. In the 
meantime, the supply of new planes is growing too quickly,  
raising the risk of a glut in twin-aisle planes. U.S. Federal Reserve 
rates hikes would have a big impact on orders, especially for the 
leasing companies that were quite active in 2014. On the other 
hand, we expect after-market suppliers to continue to perform 
very well, especially in a low oil price environment that helps 
airlines to keep older planes in their fleets. Bizjet, for example, 
should benefit from any increase in U.S. corporate profits.

Defence spending should stabilize (what is not in the main  
Department of Defense budget is likely to be funded through 
the Overseas Contingency Operation), but defence companies 
usually underperform in a growing economy and their  
valuations seem expensive relative to the market.



Utilities

Utilities in the Americas performed very well in 2014. The  
consensus outlook for 2015 calls for more moderate growth, 
but there are a few names with better-than-average growth  
profiles that are likely to outperform. Interest rate increases could  
severely impact multiples, as they always do with utilities.

We expect European utilities to continue to suffer from a poor 
demand outlook, although there are selective opportunities in 
companies with global footprints and good growth profiles. In 
Brazil, poor hydrology was a strong negative for the sector in 
2014, and the risk of electricity rationing exists if rainfall does 
not increase. China, meanwhile, continues to present good  
opportunities despite slower demand growth. Our positive view 
is based on Chinese government policy to reduce pollution, 
which should result in high profit growth for renewable energy 
sources, nuclear and gas utilities.

Consumer products

Stephane Champagne 
Vice-President, Portfolio Management and 
Portfolio Manager

In 2014, consumption trends, with exception of the U.S., were 
erratic, due to slower GDP growth in Europe, Latin America 
and Southeast Asia. In China, consumption trends have been 
affected by the anti-corruption campaign, lower consumer  
confidence and tighter credit availability. The MSCI World 
consumer staples index outperformed the broader MSCI World 
Index and the MSCI World consumer discretionary index  
in 2014. The performance of the staples index reflected  
geopolitical conflict, lower yields on 10-year U.S. bonds, and 
volatility in currency and commodity prices during the second 
half of the year. 

In the United States in the fourth quarter, the consumer  
discretionary index was up 8.74% (in U.S. dollars), outperforming 
the broader S&P 500 Index (up 4.93%) by 381 basis points 
and the consumer staples index (up 8.15%) by 59 basis points. 
The performance of the discretionary index reflected primarily 
the expectation of more discretionary spending due to lower  
gasoline prices and improved job creation during the quarter.

Following strong November retail sales results (up 4.9%  
versus November 2013), holiday shopping continued this trend 
with a low single-digit increase over the previous year. Reasons  
for the gain included lower energy costs, a decline in the  
unemployment rate to 5.8% and more favourable weather  
conditions. According to MasterCard, solid demand for  
women’s apparel, jewelry and casual dining offset surprisingly 
sluggish sales of electronics. Also, in-store inventories did not 
seem to be affected by the Pacific coast ports strike/lockout.

We continue to favour the discretionary consumer sector in the 
U.S. and believe it will continue its rebound in the first quarter 
due to improving sales (sales in the first quarter of 2014 were 
affected by heavy snow in areas of the U.S.), higher disposable 
income and continuing job creation.

In Canada, holiday and fourth quarter retail sales were also 
helped by more favourable weather conditions as compared to 
2013 and lower gasoline prices. In 2015, we believe Canadian 
discretionary spending will remain under slight pressure despite 
the lower energy costs. We remain cautious regarding Canadian 
consumer stocks as they are fairly valued, the risk of higher  
unemployment in Western Canada is increasing and consumer 
debt levels remain high.



In Europe, despite the decline in energy prices, consumer  
confidence and inflation remained low, affecting retail sales 
growth during the fourth quarter. Discretionary retail sales  
rebounded during the holidays mainly in Spain, Germany and 
the U.K., but remained slow in France and Italy. For 2015,  
European consumption level should benefit slightly from 
credit easing and lower energy costs, but unemployment 
remains high at 11.5%. We still favour domestic-focused  
retailers mainly in the U.K. and Germany, and global firms with  
geographic diversification. 

In Eastern Europe, retail sales remain weak, led by Russia 
and the Baltic countries. The consumer sector in Russia was  
facing pressure from high inflation in the fourth quarter due 
to the depreciation of the ruble and ban on food imports from  
Western countries. In addition, interest rates rose from 11.5% to  
17% during the quarter. We continue to avoid the region due  
to political instability, rising interest rates and higher inflation.

Latin American consumer fundamentals remained weak in 
the fourth quarter, especially in Brazil, where unemployment  
increased for the first time in a decade and currency depreciation, 
higher inflation and high interest rates continued to limit  
consumer spending. The Andean consumer sectors have been 
impacted by higher corporate taxation and lower GDP, and the 
overall trend is likely to remain subdued in 2015.

In China, consumption was still weak in the fourth quarter,  
affected by lower consumer confidence and real estate activity. 
For 2015, consumer discretionary spending is expected to  
improve, supported by low inflation and easier credit. The  
Chinese New Year in February should be a good proxy of  
consumer trends for the remainder of the year. Over the long 
term, we continue to be constructive on China’s consumer  
sector as the savings rates remain high. In Southeast Asia, retail 
sales remained stable during the fourth quarter, and we expect 
this to continue in 2015. We remain constructive on countries 
such India, the Philippines and Indonesia over the longer term 
as the region’s middle class continues to grow.

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.

Health care 

Jeff Elliott
Vice-President, Portfolio Management  
and Portfolio Manager

Health care outperformed the broader markets again in the 
fourth quarter of 2014, both globally (3.0% compared to 0.6% 
for the MSCI World Index), and in the U.S. (7.5% compared 
to the S&P 500 Index return of 4.9%). Once again there was  
significant volatility in the quarter, with a combination of  
clinical, reimbursement and legislative news driving significant 
swings in a number of stocks. 

Large-cap pharmaceutical stocks showed mixed performance, 
with U.S. companies outperforming their European  
counterparts. Disappointing pipeline updates from Roche in 
late December and commercial issues at Sanofi reversed some 
of the strong performance of these portfolio companies in the 
first nine months of 2014. Similarly, the large-cap biotech  
companies showed mixed performance in the fourth quarter, 
with Hepatitis C company Gilead pulling back almost 20% 
from its yearly high, while Amgen and Celgene gained  
significantly. The issues at Sanofi and Gilead highlight one of 
the key themes in the biopharma sub-sectors of the health care 
sector:  the potential for price competition in various therapeutic  
categories. In our view, this commercial dynamic will only  
intensify in coming years, increasing the need to focus on  
companies with differentiated products, both on the market and 
in development. 

In the specialty pharma space, mergers and acquisitions were  
once again the theme. The Valeant-Allergan saga finally  
concluded with Actavis playing the role of white knight,  
agreeing to acquire Allergan for US$66 billion. Actions by the 
U.S. Treasury to discourage the trend of tax “inversion” led 
to a breakup of the Abbvie-Shire deal, which we used as an  
opportunity to establish a position in Shire, a high-quality  
orphan drug company. (Orphan drugs are typically developed 
to treat rare disease.) We anticipate continued M&A in the  
specialty pharma space; however, the pace is likely to slow, with 
smaller targets and a lower appetite for hostile deals. 

Health care providers performed basically in line with the 
broader markets during the quarter, first outperforming and 
then pulling back on the news that the U.S. Supreme Court 
would take up the “King v. Burwell” case.  This case will  
determine if the U.S. federal government can provide subsidies 
in states that do not run their own insurance exchanges.  



Without subsidies, coverage would likely become unaffordable 
and much of the volume benefit expected to accrue to the  
hospitals with expanded coverage would be in jeopardy. 
We continue to expect that bumps in the road related to the  
implementation of the Affordable Care Act to weigh on the 
health care provider group.

The Signature funds are currently carrying a market weight in 
health care, although long-term fundamentals remain strong. 
Our holdings remain biased to the large-cap pharmaceutical 
companies, which show solid fundamentals, good product- 
driven news flow and reasonable valuations. 

Industrials  

Joe D’Angelo
Vice-President, Portfolio Management,
and Portfolio Manager

Industrial product companies continue to face an environment 
in which growth prospects remain muted. Although most  
companies were positioned for this type of environment,  
earnings growth was not sufficient to drive broad-based share 
price outperformance in 2014.  Companies that outperformed 
had growth expectations that were modest, good shareholder 
return policies and productivity improvements that helped 
drive earnings per share growth. In contrast, the earnings  
results of companies that expected accelerating growth rates and  
increased their spending patterns disappointed. End markets 
that remain challenged include power generation, mining,  
agriculture, health care, and more recently oil and gas  
equipment. One market that did exhibit better growth prospects 
last year was U.S. non-residential construction, but declining oil 
prices are putting those growth prospects into question.

The outlook for 2015 is expected to be a challenging one for 
those industrial companies that are expecting a recovery in  
capital spending trends. As such, we have shifted our industrials 
exposure towards companies that have self-help drivers and 
that sell products to consumer and technology channels. For 
instance, the transportation sector is well positioned to benefit 
from lower energy prices and a stronger consumer environment, 
as are packaging companies. In addition, companies that can 
execute successfully on acquisitions should also be able to  
outperform in the current environment.

Although our view is that we remain in the mid-stages of the 
industrial business cycle, it is one in which growth will be slower 
for longer. But given that energy prices have experienced such 
a sharp correction, it is difficult to know what the ripple effects 
will be on capital spending patterns in many of the related  
industries. We are somewhat cautiously positioned within 
the sector and will be looking to add positions in high-quality  
companies should valuations become more attractive or  
demand trends improve.



Real estate and infrastructure 

Ryan Fitzgerald
Vice-President, Portfolio Management  
and Portfolio Manager

As bond yields plummeted throughout 2014, many interest  
rate-sensitive equities responded positively, but interestingly, 
some did not. This highlights a phenomenon that we have been 
witnessing now for several years:  that is, sometimes high-yielding 
equities seem to be priced by stock market investors, and other 
times they seem to be priced by bond investors.

U.S. REITs (and commercial property in general) are currently 
richly valued due to low bond yields. In other words, the 
market is being priced relative to the expensive bond market. 
Fixed-income investors are happy to move out the risk curve 
and buy property in order to achieve higher yields than can be 
achieved in the bond markets. Property fundamentals are very 
good, so fixed-income investors believe that their cash flows and  
dividends are safe.

Canadian infrastructure stocks in the two-year period between 
2011 and 2012 tell a similar story. Rates were declining and 
fundamentals, driven by robust energy production, were very 
good. This combination of good fortune brought these stocks 
to all-time high valuations. This is not so today. While we have 
declining rates, we also have questionable fundamentals due to 
the decline in the oil price. The “yield support” for these stocks 
has diminished substantially as fixed-income investors exit the 
sector based on perceived risk, thus leaving stock investors (who 
usually value growth over yield) to price the securities. Needless 
to say, the price that an equity investor will pay for a no-growth 
infrastructure stock is less than what the fixed-income investor 
used to pay.

Within the Signature income funds we are looking for  
high-yield stocks that are inexpensive due to soft fundamentals 
but which will eventually benefit from improving business  
conditions. In these situations, we can achieve a “double-whammy” 
–  a lift in valuation when fundamentals turn, and a further 
lift when yield-hungry bond investors, comfortable again with  
fundamentals, re-enter the stock and reset the price higher  
according to the low-yield environment. 

  

High-yield bonds 

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

Energy was the story in the high-yield bond market in 2014, 
and this is likely to persist in 2015. The 50% plunge in the 
price of oil was a recipe for pain in a new sector (shale) that was  
exploiting new technology (horizontal drilling and fracking), 
over-spending on drilling and consistently flooding the market 
with new bond deals to refinance fully drawn credit facilities. 
To make matters worse, OPEC, and especially Saudi Arabia, 
changed gears and defended its market share instead of the oil 
price. The rapid growth of the high-yield energy issuer base (the 
sector has tripled in size since 2008 compared to double for 
the broader high-yield market) contributed to investor fatigue,  
especially given the distinctive operating results across the  
various basins. Portfolio managers have found themselves  
understaffed to handle energy credit analysis well, and, facing 
fund redemptions, have adopted a “sell first” mentality rather 
than a focus on fundamentals. High-yield energy bond prices 
were down 16 basis points on average in 2014 and now yield 
about 9.6%. Some measures of risk (including spreads and 
prices) suggest high-yield energy bond defaults could be as 
high at 9% in 2015, thereby lifting the overall high-yield market  
default rate to 4% from around 3%. We think 9% is excessive  
given issuers’ ample liquidity, their flexibility to cut spending 
and dividends, and given the amount of production that is 
hedged against price declines.

Investors now seem more keenly aware of Europe’s issues,  
including rising anti-euro sentiment, pending elections and the 
need for quantitative easing. Along with the sell-off in energy, 
this has manifested in heightened levels of volatility, a  
continued bid for long-term government bonds, and U.S. dollar 
strength. Investors will infer that this volatility is likely to  
continue and the flat yield curve is telegraphing a real risk of  
recession. Signature has been of the “lower for longer” mindset 
for some time, believing growth and rates are likely to remain  
subdued, albeit positive, for an extended period. The offset to  
lower energy prices is a boost to consumers measured in billions  
of dollars, which we are now labelling “QE4.” Consumer  
spending accounts for approximately 70% of North American 
economic growth. The overall impact of lower oil prices should 
be positive for consumers and, ultimately, corporate credit 
risk. For a U.S.-centric asset class, a modest amount of spread  
tightening back to historical averages could produce a high-yield 
bond return in the high single-digits in 2015.



Interest rates   

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

The age of oversupply

The decline of crude oil prices dominated the markets in  
the fourth quarter. The deliberate slowdown of the Chinese  
economy had impacted industrial commodities earlier in the 
year, but the contagion to crude oil in the fourth quarter, resulting 
in a 50% decline in oil prices, caught many investors and  
commentators by surprise.

This put further pressure on inflation expectations priced into 
the bond markets globally, fuelling the expectations of sovereign 
bond buying by the European Central Bank (ECB). The long 
end of the interest rate curves rallied substantially as a result of 
the deflation fears and the speculation about quantitative easing 
by the ECB.

In the fourth quarter, 10-year rates in Canada fell by 0.36%. 
The comparable declines in 10-year bond yields in the U.S., the 
U.K., Germany, Spain, Australia and Japan were 0.32%, 0.67%, 
0.40%, 0.48%, 0.75% and 0.22%, respectively. This occurred 
in an economic environment where the U.S. and Canada  
continued with moderate growth both in terms of real output 
and jobs, while the economies in Europe and Japan stagnated. 
The U.K. and Australia performed substantially worse relative 
to expectations as contagion from the European and Chinese 
slowdowns arrived at their shores. 

Bonds as diversifier in an environment of policy divergence

There is notable divergence between the desired monetary  
policies of the U.S. Federal Reserve, the ECB and the Bank of 
Japan. The Fed has indicated its desire to raise overnight rates in 
2015, and that is currently priced into the U.S. bond market. In 
Europe and Japan, policy rates are priced to stay at emergency 
levels for the foreseeable future. This creates an environment 
of currency volatility and raises the risk of policy mistakes  
affecting both the developed market domestic economies and the  
weakest links elsewhere, such as some emerging markets.

The decline in interest rates globally means that looking  
forward there is less income from risk-free assets. However, 
bonds continue to provide much-needed diversification to riskier 
assets such as stocks and high-yield bonds. In fact, long nominal 
bonds are the best hedge against the deflationary forces that are 
ailing the global economy.

 

Outlook for bond yields 

In our valuations, the U.S. benchmark 10-year bonds are  
trading at the lower end of the range with fair value of about 
2.5% to 3.0%. As a result, we have a relatively small short- 
duration position to take advantage of the normalization of 
bond yields to fair value.

We are long the U.S. dollar and the British pound against  
Japanese yen and the euro, respectively. We are long intermediate 
maturities in the U.S. and the U.K. In France and Japan, we are 
long the 30-year sector. This is our main interest rate position in 
Signature Global Bond Fund.



Foreign exchange 

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

The theme of broad-based U.S. dollar strength continued 
throughout the fourth quarter of 2014, with significant gains 
against perceived petro currencies, specifically the Norwegian 
krone (-14% during the quarter), Mexican peso (-9%) and the 
Brazilian real (-8%). The Canadian dollar recorded only modest 
losses relative to the U.S. dollar and appreciated against the pure 
petro currencies, the euro and British pound. 

From a currency perspective, 2014 will be remembered 
for the strong appreciation of the U.S. dollar, the sharp  
downturn in the euro and another leg down for the Japanese 
yen. Most of these extraordinary moves occurred during the  
second half of the year following a largely uneventful first half, 
with divergences in monetary policy and expected monetary  
policy among the three major central banks driving the  
adjustments. The resultant increase in foreign exchange  
volatility added to the uncertainty and general re-pricing of risk 
during the second half of 2014. This, in turn, provided further 
support for the U.S. dollar against most other currencies. Of the 
more widely traded and non-fixed currencies, the Russian ruble 
had the worst performance in 2014, down 46% against the U.S. 
dollar. The Thai baht anchored the other side of the performance 
scale with a loss of less than 1% against the U.S. dollar. The euro 
and yen lost 12% of their value during this period. 

The sharp decline in oil prices also weighed on the Canadian 
dollar, with the intra-day correlation between oil prices and the 
Canadian dollar becoming incredibility tight. We do not see this 
tight correlation holding throughout 2015, and believe that once 
the oil price finds some stability, the correlation will soften and 
other factors, including interest rate differentials, will become 
as important if not more important drivers of the currency 
against the U.S. dollar. This became quite evident with the sharp  
currency reaction to the surprise interest rate cut by the Bank 
of Canada in early 2015. Even though the Canadian dollar 
might bounce in the short term due to oversold positioning 
and maybe some stability in oil prices, the balance of risks and 
domestic fundamental factors suggest that the Canadian dollar  
could continue to weaken against the U.S. dollar over the  
medium term.

  

Investment-grade bonds 

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

Investment-grade corporate bonds posted positive returns in in 
the fourth quarter of 2014, but underperformed Government of 
Canada bonds as interest rates continued to fall and corporate 
bond spreads widened, just as they had in the previous quarter. 
Global GDP growth expectations declined along with oil prices, 
resulting in lower interest rates based on fears of deflation. The 
European Central Bank, meanwhile, continued to discuss the 
possibility of beginning quantitative easing (QE) as a result of 
falling inflation in the Eurozone. In this environment, credit 
spreads widened globally, including Canadian investment-grade 
corporate bonds.

The U.S. Federal Reserve ended its QE program in October as 
planned, and changed its statement language of low rates for 
a “considerable time” to it being “patient” before raising rates. 
The market is beginning to believe that the Fed will begin  
raising rates in the middle of 2015. With the Fed being the only 
central bank likely to raise rates in 2015, the U.S. dollar has 
been rising against all currencies. 

Corporate credit quality remains good but has been slipping as 
event risk has risen throughout the past 12 months. Company 
earnings growth is peaking and cost-cutting measures have  
already been implemented, with the remaining methods for 
boosting earnings per share being debt-financed mergers and  
acquisitions and corporate financial engineering. Leverage is 
rising at non-financial companies as dividends, share buybacks 
and acquisitions increase.    

The Canadian investment-grade index returned 1.83% in the 
fourth quarter, underperforming Canadian government bonds 
by 44 basis points as spreads widened 11 basis points. Spreads 
widened throughout the quarter based on expectations of  
weaker global growth, geopolitical and M&A risks, leading to a 
sell-off of risky assets. We believe the credit cycle has turned as 
fundamentals continue to slip.  

The outlook for Canadian investment-grade bonds is mixed  
as we enter 2015. The credit market is exhibiting signs that  
usually occur at the end of a credit cycle, including increased 
shareholder-friendly activity and slower earnings growth. 
This leads us to be cautious to start the year. We reduced our  
overweight position in investment-grade credit during the  
fourth quarter and will wait patiently for opportunities to add 
credit at wider spreads.



Preferred shares 

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

The Canadian preferred share market had a positive but  
volatile quarter due to a number of factors, including falling  
interest rates and oil prices, concerns about extension risks on 
rate re-set preferred shares and the proposed restructuring of 
Enbridge Inc. Interest rates fell 29 basis points to 1.33% for the 
five-year Government of Canada bond. Investor demand waned as 
some investors sold during the December tax-loss selling season.

The BMO 50 Preferred Share Index posted a 0.82% total  
return for the fourth quarter, while the lower quality and broader 
S&P/TSX preferred index returned 0.94%. Redemptions trailed 
off at $425 million with just $300 million announced for the 
first quarter of 2015. Issuance remained strong, however, at  
$1.9 billion over six issues. For the year there was net new  
issuance of just $1 billion, which was easily absorbed by the 
market. Redemptions are expected to slow in 2015, but if  
market conditions allow, issuers are likely to increase the net  
new issuance.

Enbridge surprised the preferred market in mid-December with 
a restructuring plan that leaves the parent holding company 
with fewer direct income-generating assets and thus a likely 
lower credit rating. Enbridge has flooded the market in recent 
years with over $6 billion in rate re-set preferred issues, making 
up about 10% of the market. The market, therefore, justifiably 
sold off on the news.

The fourth quarter return brought the total return for the  
BMO 50 Preferred Share Index in 2014 to 5.19%. The  
perpetual preferred sector led the way in the fourth quarter 
with a 3.36% total return, while floating preferred shares posted 
the weakest result at -3.07%, which can be explained by falling  
interest rates. Results for fixed re-set preferred shares were 
mixed, with the back-end spread receiving considerable  
attention as interest rates fell and a few issuers chose not to  
redeem their issues at the re-set date. If the back-end spread is 
lower than current market conditions, then issuers are likely 
to extend their redemption schedules, resulting in lower all-in  
dividend rates. 

Our outlook for the preferred share market is cautious as we  
enter 2015. Global growth and geopolitical concerns are  
balanced by the demand for income and the relative safety  
offered by Canadian preferred shares. Our total return estimate 
for the BMO 50 Preferred Share Index in 2015 is in the range 
of 3% to 4.5%. 
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