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The Race Is On!

We hope you and your loved ones are healthy and safe, wherever this note finds you.

Governments across the globe are desperate to return life to normal as quickly as possible from
the rolling waves of the COVID-19 pandemic. Countries like China have managed to do this with
severe public health measures without regard to politics. New Zealand and belatedly Australia
have managed the political resolve to do this in a democracy.

The United States, the European Union and even sensible Canada have lacked the political
resolve and have had serial economic and social “reopenings” followed by the re-imposition of
stricter regimes. They are now fighting the spread of new COVID-19 variants while
simultaneously rolling out their COVID-19 vaccination programs.

The race to vaccinate is now on. The United States, the European Union and Britain have
favoured their own citizens for scarce vaccine supplies. This suggests to smaller countries like
Canada that perhaps free trade and internationalism are not substitutes for domestic self-
reliance.

Just Do It!

Policy makers must have watched Nike commercials and taken to heart their motto of “Just Do
It”. The markets and even the U.S. Federal Reserve see a brighter economic future. A bullish Fed
revised forecasts for GDP growth to a strong 6.5% from 4.2%. They see unemployment falling
to 4.5% from 5.0% while recommitting to rock bottom overnight rates to risk the overcorrection
of a strong economy. Inaction is not an option.

Big government is back in vogue and seems to be the answer instead of the problem. The Biden
Administration announcement of a proposed $2 trillion infrastructure bill in the U.S. came on
the heels of the successful passage of its $1.9 trillion COVID relief package. These huge debt-
financed spending programs are very popular with voters, with even a majority of polled
Republicans approving.
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The Bottom Line

The combination of the Fed’s commitment to near-zero overnight rates and the massive
government fiscal support for the economy buoyed equity markets but soured bond markets.
Asthetable below shows, government bonds in Canada and the U.S. recorded two of their worst
quarterly performances ever, as mid and long term yields moved sharply higher.

Canadian, U.S. and Euro Market

Financial Market Return Comparison
As at March 31,2021
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As the table above shows, longer duration assets bore the brunt of higher yields. The
government heavy ICE BofA Canada Broad Market Index fell -5.3% in the first quarter, its 1.7%
yield no match for the negative price impact of the increase in long term bond yields.

The graph below illustrates the move in long term government bond yields since the start of
2020. The 30-year U.S. Treasury yield increased 0.68% higher this year, retracing to pre-
pandemic levels. The 30-year Canada also moved 0.70% higher, 0.15% higher than at the onset
of 2020, leaving pandemic lows behind.
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Canada and U.S. 30-Year Government Bond Yields
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Tougher Than the Rest

Rising government bond yields wreaked havoc on investment grade corporate bonds, which
fared only slightly better than the broad markets. Corporate bonds benefitted from modest
spread tightening in the first quarter but not enough to overcome the impact of higher
government yields. The result, an eye opening -3.8% return for the ICE BofA Canada Corporate
Index. As the chart below illustrates, first quarter 2021 produced one of the worst quarterly
drawdowns since inception of the Index, second only to the rising rate environment of 1994.

Canadian Investment Grade Corporate Index Quarterly Returns
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Negative returns in the first quarter of 2020 resulted from dramatic widening of credit spreads,
offset partially by falling government bond yields. For the balance of the year, credit spreads
rallied with government yields moving modestly higher generating positive returns for
corporates. With current corporate spreads on top of long-term averages, we do not expect the
same reversal of fortunes for corporate returns experienced in the latter part of 2020.

Pause for Thought

The Canadian investment grade market appears fairly valued at 109bps.

Canadian Investment Grade Corporate Index Spread
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At nearly 0.60% inside of historic averages the U.S. investment grade market looks expensive at
91bps.
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U.S. Investment Grade Corporate Index Spread

700
600
500

400

Average = 152bps

300

Yield Spread (bps)

200

100

91bps
0

AN LS\ N SN\l ( SLU S\ S\ T\ S\ SO SR\

Source: ICE BofA Indices

Spreads may push tighter, but upside potential is limited, and is unlikely to offset the negative
price impact if the yield curve continues to steepen. Non-liability based investors would be
justified to question the efficacy of continuing to hold longer duration bonds in their portfolio.

Come and Get It!

Last year saw record levels of corporate issuance, as companies increased cash positions to
carry them through the uncertain pandemic environment. High quality companies termed out
debt at attractive borrowing costs. Money put into the hands of investors from governments
and central banks provided ample demand.

We entered 2021 bullish on corporate spreads. Our enthusiasm was underpinned by the Fed’s
accommodative interest rate stance and the new administration’s supportive fiscal policies.
Our expectation of substantially reduced bond issuance in 2021 only furthered our conviction
on corporate credit. Surprising to us, a steady new issue stream continued to flood the bond
markets in 2021. The chart below shows investment grade issuance in 2021 is on pace to rival
that of 2020.
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USD Investment Grade Corporate Issuance
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I’m So Excited

Key drivers of new issue activity include still low coupons despite higher government bond
yields, ongoing refinancing and prefinancing activity, and merger and acquisition related
borrowing. Three transactions by Canadian companies have not resulted in new issues but
likely will in the future. Rogers Communications Inc. announced a CAD$26 billion combination
with Shaw Communications Inc. Canadian Pacific Railway Limited agreed to acquire Kansas
City Southern in a transaction valued at US$29 billion. Sobey’s Inc. announced the purchase of
51% of privately held Longo’s for $357 million.

The Rose

High yield markets continued to perform well in the first three months of 2021. The ICE BofA
U.S. High Yield Index returned 0.9% with credit spreads continuing to narrow. Investors fleeing
negative returns in investment grade and government bond markets should pause before
committing capital into high yield. High yield credit spreads have retraced to pre-pandemic
levels and at 353bps are 200bps inside their historic average.
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U.S. High Yield Index Spread
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Lower Quality Did Best

A closer look reveals lower quality did best over the pandemic markets. CCC and Distressed
Indexes outperformed BB rated bonds over the last 3 and 12 months. This occurred for two
reasons. First, lower quality high yield spreads widened more than BB’s in March of 2020, driving
prices lower, which in turn created a greater rebound opportunity. Second, in 2020 a large
portion of fallen angels were longer term issues, different than the typical shorter high yield
maturity profile. The duration of the BB portion of the Index extended 0.6 years to 5.6 years as
fallen angels tend to migrate to BB. As a consequence, investors assumed more interest rate
risk than historically.

High Yield Returns by Category

Category 3 Months 1Year 2020
High Yield 0.9 23.3 6.2
BB -0.2 20.7 8.6
B 1.2 22.1 3.7
CcC 5.2 39.5 2.9
Distressed 17.8 91.4 -4.2

Source: ICE BofA Indices
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On the Good Ship Lollipop

As with Investment Grade markets, High Yield and Leveraged Loans reported robust new
issuance in the first quarter of 2021. According to J.P. Morgan Markets, underwriters brought a
record $158.6 billion of high yield issuance and near record leveraged loan issuance of $168
billion in the first three months of the year. Yield hungry investors provided issuers low all-in
borrowing costs. The move higher in underlying rates also provided motivation for issuers to
access markets to lock-in low financing rates regardless of near-term cash needs.

High Yield and Leveraged Loan Issuance + Fallen Angels
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In spite of higher government bond yields, high yield coupons continued to grind lower, as
investor compensation for lower quality risk approached all time lows. The table below details
several BB rated issuers able to execute deals with coupons under 3%. This leads us to question
whether the term “high yield” is an accurate descriptor. If underlying government bond yields
continue to push higher, these issues could come under significant price pressure.

Issuer Name Amount Issued Maturity Coupon BBG .
Composite
Centene Corp. 2,200,000,000 2031-03-01 2.5 BB+
FirstEnergy Transmission LLC 500,000,000 2028-09-15 2.866 BB+
Ford Motor Credit Co LLC 750,000,000 2028-02-16 2.9 BB
T-Mobile USA Inc. 1,200,000,000 2026-04-15 2.625 BB
Vontier Corp. 600,000,000 2031-04-01 2.95 BB+

Source: Bloomberg
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I Will Follow

In 2020, several Canadian banks issued Limited Recourse Capital Notes (LRCN), a new security
type in the Canadian market. In 2021, Canadian insurance companies followed suit. Manulife’s
$2 billion issue, priced in February, is the largest such issue to date. Banks and life insurance
companies’ issues have largely common terms. One major difference is that unlike banks, the
LRCN issues of life insurance companies are not forced to convert to common shares when the
issuer is deemed to be non-viable. This is a credit positive. Total LRCN issuance since RBC’s
inaugural issue in July 2020 stands just shy of $8 billion. We expect the LRCN market to grow.

As junior debt instruments, LRCNs rank below subordinated debt and pari-passu with preferred
shares. Coupons reset every 5 years at the prevailing 5-year government of Canada bond yield
plus a pre-determined credit spread. LRCNs satisfy tier-one regulatory capital requirements
with the benefit of tax-deductible interest. Regulators cap the amount a company can issue
based on a percentage of risk weighted assets and/or net AT1 capital.

The LRCN issues to date have been issued at attractive premiums to senior and subordinated
debt, providing investors more than adequate compensation for the instruments incremental
credit risk. The graph below plots the yield spread of the inaugural RBC LRCN issue versus RBC
subordinated and senior debt.
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The LRCN vyield premium steadily compressed as investor familiarity increased. We expect a
continuation of this trend as LRCNs gain broader investor acceptance. It is noteworthy that
these securities are not index eligible, which precludes buying by some investors. This
incentivizes unconstrained investors to enhance their yield relative to the benchmark.

How Do You Like Me Now?

Issuers clearly prefer the higher capacity institutional LRCN markets over retail driven preferred
share funding. The decline of traditional preferred share supply, through lack of issuance and
redemption of secondary issues, drove strong price performance in secondary preferred shares.
Many discounted fixed-reset issues re-priced close to par in anticipation of being called.

All Risk and No Reward

Strong equity and credit market performance over the last 12 months did not come without
additional risk. As equity markets peaked, investment bank enablers turned margin
executioners, as investment banks liquidated the highly levered Archegos, a hedge fund
unknown outside of Wall Street. Heads rolled at Credit Suisse after announcing a $4.7 billion
loss related to Archegos related activities. Despite this, margin lending hit a record high $814
billion as retail investors poured money into stocks. Although not new, Special Purpose
Acquisition Corporations (SPACs) continued to enjoy flavour of the month status raising nearly
$80 billion so far this year, more than all of 2020, according to Refinitiv.

How Do You Sleep?

As we enter the second quarter of 2021 there are many reasons to be optimistic; the rollout of
vaccines is at the top of the list. Accommodative monetary policy, stimulative fiscal policy and
pent-up consumer demand bode well for a strong economic recovery.

That said, there are many signs that markets may be running ahead of themselves. The
liquidation of hedge fund Archegos, record levels of retail margin debt, and the explosion of
SPACS to name just a few. These are signals of a market fueled by speculation rather than based

on fundamentals. Catch phrases including “this time is different”, “prudent capital buffers” and
“system resiliency” can provide false comfort to investors in times like these.

At Canso, we buy cheap stuff and take risk when our investors are compensated for doing so. As
we look back on the last 12 months, and at current valuations, we believe it is prudent to
migrate to higher quality, with the exception of special situations, and where possible, to
shorter duration assets.
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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
performance and condition are forward-looking statements. The words “believe”, “expect”, “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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