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Lookin’ Out My Back Door

In December 2019 we wrote:

“If the rates markets, or the credit markets, or both reprice, we expect there to be some
extraordinary opportunities in investment grade, high yield and leveraged loan markets.
It is difficult to predict when these repricing events will occur. We are confident markets
remain cyclical. At some point securities which are expensive today will become less so,
possibly much less so, and Canso will be ready.”

12 months seems a lifetime ago. Then, across all portfolios, including those with allowances to
invest in high yield, we were very conservatively positioned. In expensive markets, capital
preservation and liquidity is our imperative. Canso takes risk when our investors are
compensated for that risk. We did not predict COVID-19 and the resulting market volatility, but
we were positioned to seize on the significant opportunities presented across the credit
markets.

The Bottom Line

Canadian, U.S. and Euro Market Financial Market Return Comparison
As at December 31,2020
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The velocity with which markets moved from expensive to distressed, and life from normal to
upside down, astounded. Securities crossed from expensive to cheap, not bothering to stop at
fair value. In a few short days, the U.S. investment grade corporate market gapped to a 10.37%
loss with high yield and leveraged loan markets plummeting over 20%. Major equity markets
fell even more.

On March 23, the Fed arrested the financial market freefall with a series of announcements
including unprecedented support for primary and secondary credit markets. Financial markets
bounced off the bottom, liquidity returned and the rally was on. Risk premiums for investment
grade and high yield bonds, which had reached levels not recorded since the latter days of the
Credit Crisis, gapped tighter.

Investment grade indices benefitted from recovered credit spreads and falling benchmark
yields generating 8.57% and 9.81% annual returns in Canada and the U.S., respectively. U.S.
high yield returned 6.17%. Even the embattled, considerably less liquid, leveraged loan markets
recovered to generate positive returns. The year-end positive performance across markets
concealed the extraordinary volatility markets and investors experienced during 2020.

Similar But Not Identical

A year ago, the average Canadian investment grade bond yielded 106bps more than a similar
term Government of Canada bond, or, in non-financial terms, about normal. U.S. investment
grade spreads were 107bps higher than a comparable U.S. Treasury security, or 42bps tighter
than long term averages. By March 23, Canadian corporate spreads stood at 240bps, 134bps
wider, and U.S. investment grade spreads gapped 290bps wider.
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USD Investment Grade Corporate Index Spread
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Liquidity in Canadian corporate bonds evaporated for several days while trade in U.S. markets
continued. The Canadian credit market stubbornly refused to accept that risk premiums had
repriced substantially and instead of trading, opted to shut down for a period. The lack of
liquidity in the Canadian corporate bond market and the inability to trade ended up damaging
Canadian prices less. Following a series of Fed announcements on March 23, investment grade
spreads began a rapid compression and liquidity returned in Canada. At the end of 2020, credit
spreads stood almost exactly where they started.

A Tale of Two Markets

The graph below depicts the differential in Canadian and U.S. investment grade credit spreads.
The Canadian investment grade average of 108bps is substantially through the U.S. average of
149bps. Explanations include the higher weight of Canadian financials in the index versus the
U.S. and the resultant higher credit quality of the Canadian index. As the credit composition of
the Canadian market converged versus its larger U.S. cousin, so too have spreads. However,
during times of extreme volatility, Credit Crisis and COVID-19 crisis most notably, the graph
highlights the extreme divergence in pricing between the two markets. As indicated, we suggest
this is the result of an evaporation of liquidity in Canada and not the resilience of the Canadian
market.
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CAD vs. USD Investment Grade Corporate Index Spread
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Liquidity in New Issues

As the virus spread, desperate corporate treasurers responded by raising hoards of cash to
replace disappearing revenues and to shore up investor confidence in the solvency of American
businesses. The result, record investment grade and high yield issuance in the U.S. credit
markets.
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HY + Leveraged Loan Issuance and Fallen Angels
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The chart above shows in 2020 investment grade issuers raised over $1.7 trillion in new issue
money. New issue activity in the U.S. resumed even before the Fed announcement on March
23, Remarkably, as the Canadian corporate market all but locked-up, borrowers were able to
raise $290 billion in the U.S. market in the three weeks ended March 30™, 2020. Deals priced in
the early days of the pandemic included some of the largest ever - $25 billion by Boeing Co., $20
billion by Oracle Corp. and $19 billion by T-Mobile U.S. Inc.

New issuance for lower quality credits shut for several weeks, with only $4 billion in high yield
deals priced in March. Markets eventually reopened, allowing even the most dubious of lower
quality credits to borrow money. In 2020, high yield bond issuance totaled $450 billion and
leveraged loan issuance $422 billion.

Size of the Credit Markets

Despite the pandemic, investors opened up their pocketbooks and provided enormous
amounts of financing through the new issue markets to companies in Canada, the United States
and Europe. Using the ICE Corporate and the S&P LSTA Loan indices in USD, the par value of
corporate bond and loans expanded 13% in 2020.
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Source: ICE BofA Indices, S&P

Investment grade credit markets expanded 12%, fueled by the new issue boom which more
than offset the reduction caused by fallen angels leaving those indices. Rating agency
downgrades, coupled with a rebound in new issue activity in the second half of the year, drove
a 27% expansion in high yield bond markets. The leveraged loan markets grew a modest 3% in
2020 as the March market selloff dented investors’ enthusiasm for CLO formation, the prime
driver of leveraged loan activity.
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Uptight (Everything’s Alright)

U.S. High Yield Index Spread Amid Crisis
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From the wide spread of 1,082bps on March 23", high yield spreads took only four days to
retrace 25% of the widening. The rapid retracement followed the Fed announcement that
certain fallen angels were eligible for purchase as part of its market support programs. It took
only 58 days to retrace 50% of the widening. The opportunities in times of crisis are significant,
but with each successive crisis, the window to take advantage of those opportunities is shorter
and shorter.

Underwritten by the Fed, credit and equity markets steadily recovered over the balance of 2020.
By the end of the year, investment grade credit spreads were unchanged versus where they
started - belying the volatility of the March period. The combination of accommodative
monetary policy, fiscal stimulus and consumer spending should underpin credit markets for
much of 2021, if not beyond. As the markets anticipate a post pandemic world, we expect risk
premiums in investment grade and high yield to continue to contract. We also believe securities
most impacted by the pandemic continue to have room for outperformance relative to the
broader market.

As positive as these factors are for corporate credit, they heighten the likelihood of rising
inflation, which is negative for long duration non-credit assets. Not all fixed income is created

( :Cl r@@¢/ Canso Corporate Bond Newsletter 7
///4 4



equal and we remain cautious on long duration government and provincial securities. The risks
of rising longer term interest rates are real and the capital erosion caused by rising longer term
interest rates could be devastating for those thinking they are in a “safe” investment vehicle.

While You Were Watching Netflix

A gradual elevation in longer term government bond yields is underway. Since bottoming in
March, Canada and U.S. Treasury yields have moved higher and today are at their highest levels
since last March. While the Bank of Canada and the Federal Reserve control administered rates,
ultimately the market determines rates further out the yield curve. With massive government
bond supply and the risk of higher inflation, the market is suggesting the path for long term
rates is higher, not lower.
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Someday We’ll Be Together

We expect continued contraction in investment grade and high yield credit spreads driven by a
sustainable and substantial economic recovery. A recovery fueled by the liberating impact of
widespread vaccination, followed by an unprecedented economic boom as the world catches
up on all it missed during lockdown.

We expect credit spreads could trade well through historic averages for an extended period.
Credit metrics for companies most impacted by the pandemic will improve as customers and
revenues return, driving spread compression. Financial markets will benefit from central banks’
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accommodative monetary policy and the acceptance of higher than target inflation.
Governments’ fiscal policies will err on the generous side, providing an additional economic
catalyst. Finally, enormous debt issuance by investment grade and high yield companies in
2020 is unlikely to be repeated.

Risks abound. Companies may choose to run with higher levels of leverage. Bankruptcies will
remain elevated and not all companies will live long and prosper. Credit markets will continue
to overestimate some - providing money too cheaply with too few restrictions. Canso mandates
will continue to be driven by our bottom-up fundamental research process. Although in the
aggregate credit spreads have tightened substantially, we expect opportunities to continue to
present themselves.
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As always, we appreciate your interest in and support of Canso.

Sign up to LinkedIn and Twitter to stay on top of Canso’s latest market comments.
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This publication has been prepared by Canso Investment Counsel Ltd. and has been prepared solely for information
purposes. Information in this publication is not intended to constitute legal, tax, securities or investment advice and
is made available on an "as is" basis. Canso Investment Counsel Ltd. does not make any warranty or representation
regarding the information herein. Information in this publication is subject to change without notice. Canso
Investment Counsel Ltd. does not assume any duty to update any information herein.

Certain information in this publication has been derived or obtained from sources believed to be trustworthy and/or
reliable. Canso Investment Counsel Ltd. does not assume responsibility for the accuracy, currency, reliability or
correctness of any such information.

This publication does not constitute a public offering of sale. Nothing in this publication should be considered a
recommendation to buy, sell or short a particular security. Any specific securities or positions discussed are intended
as an illustration of the portfolio managers’ selection process. The portfolio managers may sell these positions at
any time, or purchase positions that have previously been sold. The positions may increase or decrease in value after
the date hereof, and the portfolios that hold such positions may accordingly gain or lose money on the investment.
The statements by the portfolio managers in their commentaries are intended to illustrate their approach in
managing the portfolios, and should not be relied upon for any other purpose.

This document may contain forward-looking statements. Statements concerning a fund’s or entity’s objectives,
goals, strategies, intentions, plans, beliefs, expectations and estimates, and the business, operations, financial

” o« ” o«

, “expect”,

” o«

performance and condition are forward-looking statements. The words “believe anticipate”, “estimate”,

“intend”, “aims”, “may”, “will”, “would” and similar expressions and the negative of such expressions are intended
to identify forward-looking statements, although not all forward-looking statements contain these identifying
words. These forward- looking statements are subject to various risks and uncertainties that could cause actual
results to differ materially from current expectations. Viewers are cautioned not to place undue reliance on these
forward-looking statements. While Canso Investment Counsel Ltd. consider these risks and uncertainties to be

reasonable based on information currently available, they may prove to be incorrect.

Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P.
and its affiliates (collectively "Bloomberg"). BARCLAYS® is a trademark and service mark of Barclays Bank Plc
(collectively with its affiliates, "Barclays"), used under license. Bloomberg or Bloomberg's licensors, including
Barclays, own all proprietary rights in the Bloomberg Barclays Indices. Neither Bloomberg nor Barclays approves or
endorses this material, or guarantees the accuracy or completeness of any information herein, or makes any
warranty, express or implied, as to the results to be obtained therefrom and, to the maximum extent allowed by law,
neither shall have any liability or responsibility for injury or damages arising in connection therewith.

Any unauthorized use or disclosure is prohibited. Nothing herein should in any way be deemed to alter the legal
rights and obligations contained in agreements between any ICE Data Services entity ("ICE") and their clients relating
to any of the Indices or products or services described herein. The information provided by ICE and contained herein
is subject to change without notice and does not constitute any form of representation or undertaking. ICE and its
affiliates make no warranties whatsoever either express or implied as to merchantability fitness for a particular
purpose or any other matter in connection with the information provided. Without limiting the foregoing ICE and its
affiliates makes no representation or warranty that any information provided hereunder are complete or free from
errors omissions or defects. All information provided by ICE is owned by or licensed to ICE. ICE retains exclusive
ownership of the ICE Indices including the ICE BofAML Indexes and the analytics used to create this analysis ICE may
in its absolute discretion and without prior notice revise or terminate the ICE information Indices and analytics at
any time. The information in this analysis is for internal use only and redistribution of this information to third parties
is expressly prohibited.
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Neither the analysis nor the information contained therein constitutes investment advice or an offer or an invitation
to make an offer to buy or sell any securities or any options futures or other derivatives related to such securities.
The information and calculations contained in this analysis have been obtained from a variety of sources including
those other than ICE and ICE does not guarantee their accuracy. Prior to relying on any ICE information and/or the
execution of a security trade based upon such ICE information you are advised to consult with your broker or other
financial representative to verify pricing information. There is no assurance that hypothetical results will be equal to
actual performance under any market conditions. THE ICE INFORMATION IS PROVIDED TO THE USERS "AS IS."
NEITHER ICE NOR ITS AFFILIATES NOR ANY THIRD PARTY DATA PROVIDER WILL BE LIABLE TO ANY USER OR ANYONE
ELSE FORANY INTERRUPTION INACCURACY ERROR OR OMISSION REGARDLESS OF CAUSE IN THE ICE INFORMATION
OR FOR ANY DAMAGES RESULTING THEREFROM. In no event shall ICE or any of its affiliates employees officers
directors or agents of any such persons have any liability to any person or entity relating to or arising out of this
information analysis or the indices contained herein.
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