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“The Lesser of Two Evils”

(The Scotia Capital Universe Bond Index vs.
the S&P/TSX Canadian Bond Index)

CIBC World Markets and RBC Capital Markets will soon cease to publish their bond
indices which will be replaced by the new S&P/TSX Canadian Bond Index. Users of the
defunct indices will have the choice of using the new S&P index or revert to the "Mother
of all Canadian Bond Indices", the Scotia Capital Universe Bond Index. Pricing and
credit ratings are important to bond managers. We believe the pricing advantage of the
new S&P index, which uses two price sources, is outweighed by the disadvantage of its
over reliance on S&P credit ratings. Given the propensity of S&P to downgrade, the
recent GM downgrade being a fine example, the composition and performance of the
corporate portion of new S&P index could be quite affected by split rated credits. As a
corporate bond manager, this is a major issue for Canso. We are recommending that
our clients move from our existing benchmarks, the RBC CM Bond indices, to
the Scotia Capital Universe Bond indices.

Earlier this year, Standard & Poor’s announced the launch of its new bond index in Can-
ada, the S&P/TSX Canadian Bond Index. It became operational on April 1, 2005, using
pricing from both CIBC World Markets and RBC Capital Markets. Historical data has
been created back to December 1989 using blended data from these two price providers.
Both the CIBC World Markets and RBC Capital Markets indices will cease to exist
April 1, 2006.

At Canso, we have used the RBC CM Bond Indices since they did not include bank
capital securities which are practically and legally preferred shares. Like the SC Uni-
verse indices, the new S&P index takes the politically and “financial institutionally” cor-
rect route of including them. Given that the RBC indices will cease to exist, this has left
us with the choice between the lesser of two evils.

We undertook an analysis of the new S&P index versus the SC Universe index to deter-
mine which index is more suitable for our purposes. The key features are outlined in the
following table:
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Scotia Capital S&P/TSX Canadian Bond
Universe Bond Index Index
Size of Index $580 billion/949 issues $609 billion/901 issues
Breakdown by Issuer Canadas 34.5% 37.1%
Federal Agency 11.3% 10.7%
Provincials 25.5% 24.0%
Municipals 1.3% 2.0%
Corporates 27.3% 26.3%
BBB Corporates 4.0% 4.8%
ABS 2.4% 2.1%
Breakdown by Term Short 44.9% 44.4%
Mid 27.1% 28.0%
Long 27.9% 27.6%
Minimum Issue size Corporates $100 million $50 million
Government $50 million $100 million
Frequency of Rebalancing Daily Monthly
Includes Bank Capital Securities Yes Yes
Pricing 4 pm using mid market 4 pm using average of price
prices supplied by Scotia. from 2 dealers.
Credit Rating DBRS, S&P, Moody’s. If S&P rated, this rating used,

If two agencies rate security otherwise uses lower of
and they disagree, use low- DBRS and Moody'’s.
est.

If three agencies rate and

disagree, use most com-

mon.
Types of Securities Included Semi annual pay Monthly, quarterly, semi-
1 year to maturity annual or annual pay. Fixed

rate only

There are few differences between the two indices from a
term and credit structure perspective. Both indices include bank
ences between the two capital securities, and t.he corporate bond component is_v_ery_simi-
indices from a term and lar. There are some minor differences such as the classification of
credit structure perspec- OMERS debt as corporate debt in the S&P index versus Ontario
tive.” debt in the SC Universe index, but this is not major. Of greater in-
terest is the pricing used to value the index as well as the index
methodology used.

) ) The S&P index is superior from a pricing perspective. The
“The S&P index s su- current use of two pricing sources, and the intention to increase the
gsg:;t’irvl;rffm apricing number of pricing sources going forward, gives better and more

' reliable bond pricing. If this were the only key difference between

“There are few differ-
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“We think the S&P in-
dex is disadvantaged by
its over reliance on S&P
ratings.”

“In our opinion, S&P
tends to be more
‘numbers oriented’ than
the more subjective
Moody’s.”

“Typically, both Cana-
dian services had ‘made
in Canada’ ratings
which were higher than
the ratings of the large
international rating ser-
vices.”

“Since DBRS ratings of
corporate issuers tend to
be higher than Moody’s
and S&P, there is con-
siderable potential for
differences in rating
treatment between the
SC Universe and S&P
indices.”

the two indices, we would favour the S&P index.

We think the S&P index is disadvantaged by its over reli-
ance on S&P ratings. If there is an S&P credit rating for a bond, it
will be the only one used to determine the rating of a bond in the
index. No other published credit rating will be taken into account
by the S&P/TSX Canadian Bond Index. If there is no S&P rating,
the lowest rating of Investor Services (Moody’s) and Dominion
Bond Rating Service (DBRS) ratings will be used. The SC Universe
Bond Indices use the lowest rating available if there are only two
ratings and the most common rating where there are three. Neither
index takes the Fitch rating into account.

The treatment of issuers with different credit ratings has al-
ways been problematic for sponsors of bond indices. Rating agen-
cies have different ratings philosophies, methods and analyst biases.
In our opinion, S&P tends to be more “numbers oriented” than the
more subjective Moody’s. Reputation and “behavioural finance”
factors often lead to major biases in ratings. After substantial criti-
cism of the rating agencies for the Enron fiasco, S&P responded by
a wholesale downgrade of the utilities industry which now seemed
much more risky to their analysts.

In Canada, DBRS is the only remaining domestic bond rat-
ing service since the purchase of the Canadian Bond Rating Service
(CBRS) by S&P in the fall of 2000. Typically, both Canadian ser-
vices had “made in Canada” ratings which were higher than the rat-
ings of the large international rating services. After the purchase of
CBRS by S&P, the CBRS ratings were “harmonized” to S&P’s
global rating scale which led to downgrade of many issuers by
nearly a full rating grade. Since DBRS ratings of corporate issuers
tend to be higher than Moody’s and S&P, there is considerable po-
tential for differences in rating treatment between the SC Universe
and S&P indices.

Consider the recent GMAC Canada situation. This com-
pany’s bonds were rated by all three agencies. In early May, S&P
downgraded the bonds to BB while DBRS and Moody’s maintained
their rating at BBB-. In the S&P index, the downgrade led to the
removal of this company’s bonds from the index at the end of May,
as this index removes the bonds at the end of the month in which
the downgrade occurs. The SC Universe index considers the most
common rating, which is BBB-. As a result, this company’s bonds
are still in the SC Universe index. If the situation was reversed and
both DBRS and Moody’s rated the bonds BB while S&P rated them
BBB-, then the bonds would be in the S&P index and not in the SC
Universe index.

Many Canadian pension sponsors still exclusively use
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“The S&P index reli-
ance solely on S&P rat-
ings means that their
index is not representa-
tive of the Canadian
market and will lead to
greater benchmark er-
ror.”

DBRS ratings in their investment policy statements for credit rating
constraints. The S&P index reliance solely on S&P ratings means
that their index is not as representative of the Canadian market and
will lead to greater benchmark error.

On a final note, while there is historical data for the new
S&P index, until the end of 2003 this is merely a weighted average
of the prices in the RBC-CM and CIBC Wood Gundy indices.
Only in 2004 is the S&P methodology used to determine index val-
ues. The Scotia Capital Universe has an actual history dating back
to 1979.

The new S&P Bond Index is a welcome enhancement to
Canadian bond information. Unfortunately, its over reliance on one
credit rating agency and lack of a true historical track record are
serious limitations which outweigh its pricing advantage.

Going forward, Canso will be replacing its current bench-
marks, the RBC CM Bond Indices with the Scotia Capital Universe
Bond Indices.

CANSO INVESTMENT COUNSEL LTD.

is a specialty corporate bond manager based in Richmond Hill, Ontario.

Contact: Heather Mason-Wood (905) 881-8853; heathermw@cansofunds.com
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