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Fifty-Fifty

In the fourth quarter, the Bank of Canada (BOC) implemented two consecutive 50 basis points (bps) rate cuts. The

overnight rate in Canada, which started 2024 at 5%, now sits at 3% following the BOC’s latest cut on January 29*". The

200 bps cumulative decline over the past 8 months is double the speed of U.S. easing, leaving both our overnight rate

and our currency much lower.

Monetary Easing
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About-Face

The drop in administered rates by the central banks did not translate further out the yield curve. Since the Federal

Reserve (Fed) implemented their first cut on September 18™, the U.S. long bond yield has actually risen 1%. In price

terms, this represents a 15% decline. The offsetting moves erased a yield inversion that existed for more than 2 years.
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Inverse Reaction
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The resilience of the U.S. economy has both the Fed and bond investors re-evaluating the future path of interest rates,
sending longer term bonds yields higher. While inflation in the U.S. has come down, it remains above the Fed’s two
percent target. The political uncertainty surrounding the newly installed Trump administration and corresponding
worries about the size of government deficits has also added to the pressure on government bond yields. The bond

markets are rightfully wary about the inflationary impact of tax cuts and tariffs.

Canadian Premium

What's surprising to us at Canso is the widening spread between U.S. and Canadian government bond yields. Long-
term bond yields have also risen in Canada, but they have not kept up with the move stateside. The yield on the 30-
year U.S. Treasury bond now sits at 4.8% versus 3.4% for its Canadian counterpart. The 1.4% difference, or 140 bps, is

historically wide. We plot this relationship back to the 1940s to note the significance.

Long U.S. vs Long Canada Bond Yields

2.0

Spread (%)

1-3.5

; : : ; ; ; + : + + : -4.0
45 50 55 60 65 70 75 80 85 90 95 0o 05 10 15 20 25

——— 30-year U.S. Treasury Yield - 30-year Canada Yield
Source: FTSE Global Debt Capital Markets Inc.

CANSO CORPORATE BOND NEWSLETTER 2

canso



Canso was founded in 1997. Prior to this time, the U.S. long bond yield had always been lower than in Canada. But for
the past 28 years, the inverse has largely been true. Might this be due to Canada having a higher credit quality? A more
robust economy? A firmer control on inflation? Our response to these points would be, “Unlikely”. In our view, this
Canadian premium (or discount depending on how you view it) is not based on fundamentals. If the Canadian economy
experiences further weakness, we believe there is underappreciated risk to long Canada yields, especially relative to

U.S. levels.

The Bottom Line

Equity markets continued their ascent in the final quarter of 2024. The Nasdag Composite led the charge, up 6.4%, as
investor optimism around artificial intelligence continued. Canadian markets also rose, pushed higher by positive
performance in financials and our own technology darling, Shopify. While equity markets met the election of U.S.
President Trump with approval, bond markets weren’t so sure. It was a more challenging period for U.S. fixed income
markets as government yields repriced higher. Capital appreciation from shrinking risk premiums in corporate bonds
helped to offset the impact. Canadian investment grade was an outlier in the quarter, supported by the
outperformance long term corporate bond spreads that was more than enough to overcome the negative impact from

higher government bond yields.

Canada and U.S. Market Returns
As of December 31, 2024
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2024 was another blockbuster year for equities and a great year for credit, particularly high yield. Despite poor fourth
quarter performance for U.S. bond markets, all indices ended the year up versus 2023. Equity and corporate credit
carried its momentum with investors accepting increasingly expensive valuations. The risk of missing out on enduring

strong performance kept cash flowing into the riskiest asset classes.
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Corporate Action

Tightening credit spreads drove strong performance in Canadian investment grade bonds. Canadian investment grade
spreads tightened 18 bps in the fourth quarter and 37 bps for the full year. Lower quality BBB-rated issuers were the
top performers in Canada with spreads tightening 54 bps in the year, well ahead of A-rated issuers at just 20 bps. The
Canadian investment grade market also closed the gap with the U.S. with relative spread outperformance. Despite
this, the dislocation between the markets continues to endure with the Canadian market offering better relative value

on the surface.

Canada and U.S. Investment Grade Credit Spreads
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Investors increasingly added credit risk in pursuit of the additional yield on offer in lower quality BBB-rated
opportunities. Canadian grocer Metro Inc. highlighted the sentiment when it issued a 5-year senior unsecured bond
in November at a credit spread of 81 bps, the tightest 5-year BBB spread on record. The paltry risk premium didn’t

scare off investors as the order book was more than 4x oversubscribed.

Shifting out the curve, below we plot the spread of a 2044 maturity Enbridge Inc. bond. Over the past decade, investors
have generally demanded 2% to 3% in additional compensation over a Canada bond to hold the BBB rated issue. This
relationship broke down in the fourth quarter as investors are now happy to receive well less than 200 bps of additional
yield to hold the unsecured Enbridge bond. The chart looks similar for other BBB issuers as well, including TransCanada
Pipelines, Loblaws and Rogers Communications, which have all tightened inside the 200 bps spread level. Not exactly

screaming value in our estimation.
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Long BBB’s Outperform
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Tight Gas

The largest corporate bond deal in Canadian history produced one of the most intriguing charts of 2024. Coastal Gas
Link, which issued $7.15 billion of debt in June last year, experienced spectacular credit spread tightening post-
issuance. Investor demand outstripped the record supply, sending credit spreads tighter and bond prices higher. The
Coastal Gas Link 5.857% secured bond due 2049, the longest issue of the 11-tranche deal, tightened from 255 bps at
new issue to 140 bps today. This translates to a 16% relative price gain in 7 months, extraordinary for an A- rated

secured issue in relatively behaved markets.
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Reset Expectations

Another top performer of 2024 were Limited Recourse Capital Notes (LRCNs). This junior ranking debt, issued by
Canadian banks and insurance companies, ranks below senior and subordinated bonds, in line with preferred shares.
A comeback story, these securities regained lost ground following significant declines over 2022-23. Within this

subsegment, there was a marked outperformance of “low reset” issues versus “high reset” peers.
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Low Reset vs High Reset LRCN Performance
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The typical structure of a Canadian LRCN is “60 non-call 5”, or “60 years to final maturity, but callable at par once every
5 years”. An important feature of these securities is the “reset spread”. Every 5 years, the issuer has the option to
either call the bond at par, or, reset the coupon at the then prevailing 5-year GOC rate plus the “initial credit spread”
(or “reset spread”). If the initial credit spread was high (“high reset”), the bank or insurance company is more likely to
call the security when able to. If the initial credit spread was low (“low reset”), the issuer is less likely to exercise its

call option, and the security will remain outstanding.

As these securities are relatively new to the Canadian market, we have seen “high resets” price at 400 bps and above,
and “low resets” price at 300 bps and below. The problem the “low reset” LRCNs faced in 2022-23 was that credit
spreads widened, reducing the likelihood these issues would be called on their first reset date. As a result, they began
trading as longer dated bonds, negatively impacting their prices. But as credit spreads tightened throughout 2024, the

probability of these “low reset” LRCNs being called increased, marching their prices back up.

Global Borrowers

We point to an interesting chart from the FICC Strategy team at CIBC that highlights how significant global funding is
for Canadian banks. When we look at our domestic corporate bond market, Canadian banks are by far the largest
component, making up about one-quarter of the index. Despite this, it is interesting to note that Canadian banks only
do a minority of their funding, about 20-25%, in our domestic market. The bulk of borrowing for Canadian banks
actually occurs in the U.S. The depth of the U.S. market cannot be overstated. At 21x the size, the U.S. investment
grade corporate bond market dwarfs its Canadian equivalent. In addition to this, pricing south of the border has
recently been more favourable for Canadian banks, with select deals pricing 20 bps cheaper than Canadian market

levels.
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Canadian versus Non-Canadian Issuance
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The appetite for credit risk also extended into the more speculative ends of credit markets. High yield credit spreads

continued to move tighter during the final quarter of 2024. Spreads on the high yield bond index started the quarter

at 330 bps and hit a low of 286 bps in early December before settling just outside 300 bps where they remain. For the

year, spreads were 53 bps tighter in 2024, which comfortably outperformed high quality corporates in the U.S. high

yield spreads have now pushed through previous cycle tights to levels not seen since 2006 with investors willing to

accept less and less compensation for the credit risk.

U.S. High Yield Credit Spreads
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From Ebbs to Flows

High yield bond issuers sought to take advantage of the historically tight risk premiums in the new issue market. Tighter
credit spreads resulted in lower borrowing costs for most issuers. The graph below from PitchBook Data, Inc. plots
new issue volumes in the U.S. high yield market. In 2024, more than USS$280 billion was placed in the market, which is
more than the combined annual totals in 2023 and 2022. This total remains modest relative to the unprecedented

amount of issuance during the pandemic-era.
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The cited data has not been reviewed by PitchBook analysts and may be inconsistent with PitchBook methodology.

It is not surprising that lower borrowing costs and accommodative markets resulted in a significant proportion of
issuance to support refinancing of outstanding debt. The conditions were right for issuers to opportunistically push
out their maturities. According to data from PitchBook Data, Inc., refinancing activity accounted for 70% of the new
issue volumes. This was even more pronounced in the leveraged loan market where repricing and refinancing activity
led to historic gross issuance levels for loans in 2024. However, the new issuance volumes, net of refinancing, were
once again quite modest this year. This means that there was limited new supply placed in the market and yield hungry

investors continued to accept less compensation for their investments.

Best Around

Below we have plotted the cumulative return for the high yield market during 2024. The graph shows that high yield
investors enjoyed returns that pushed steadily higher through the year. Tighter spreads drove returns in excess of
what many predicted would be a more subdued result closer to the running yield of 7.7% at the time. Credit spread

tightening added to that yield, and also offset the negative impact of higher government bond yields.
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After another strong year, a repeat performance in 2025 is going to be difficult. To capture the 7.4% yield of the high

yield market, investors need to push further down the credit curve into lower quality issues. The highest quality BB-

rated issues, which make up more than half of the index, now have an average credit spread approaching 200 bps,

which results in a yield of 6.4%. Low default rates are likely to provide comfort and confidence for investors to push

down into lower quality B rated issues, which carry a yield close to the market index.

Reaching For Yield

Below we have plotted the yield basis between B and BB rated issues in the high yield index. The graph illustrates that

the difference in yields is towards cycle lows. This means investors are receiving less extra yield for the incremental

credit risk. We believe that reaching for yield is always dangerous and that at current valuations, investors should be

focused on a discriminate approach to ensure compensation for credit risk. We are not confident that will be the case.
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Below the Surface

The low rate of defaults that is providing confidence to investors sits against a continuing rise in liability management
exercises “LMEs” or “Distressed Exchanges”. Previously only used as a last-ditch effort to avert bankruptcy, the practice
is becoming commonplace long before issuers’ backs are up against the wall. Companies experiencing difficulties or

that have debt trading at a discount to par are reacting opportunistically and at the expense of existing lenders.
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The cited data has not been reviewed by PitchBook analysts and may be inconsistent with PitchBook methodology.

On The Horizon

We view the continued divergence in the above chart as a warning sign. It illustrates credit stress below the surface
and more importantly is the result of weak deal underwriting. In a recent report titled “Lens on Loopholes Q4’24”, the
Covenant Review team performs a broad market analysis which highlights that the same deal structures that have
provided flexibility for LMEs in the past are present in a high percentage of issues still outstanding today. We are
steadfast in our belief that it is as important as ever to understand the risks on which you are lending. At current
valuations, the upside is likely your running yield and the potential for very modest additional spread compression.
The downside, on the other hand, is significant. In this market environment, outside of special situations, we will

continue to favour quality and liquidity until paid for the risks.
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Contact Us

Canso Client Service

clientservice@cansofunds.com
(905) 881-8853

As always, we appreciate your interest in and support of Canso.

Sign up to LinkedIn 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. Information in this presentation 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 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

”ou ”nou

forward-looking statements. The words “believe”, “expect”,

” o« ”oau ”n ou ”ou

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.

Source: London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2025. FTSE Russell
is a trading name of certain of the LSE Group companies. “FTSE ®” is a trade mark of the relevant LSE Group companies and is used
by any other LSE Group company under license. All rights in the FTSE Russell indexes or data vest in the relevant LSE Group company
which owns the index or the data. Neither LSE Group nor its licensors accept any liability for any errors or omissions in the indexes
or data and no party may rely on any indexes or data contained in this communication. No further distribution of data from the LSE
Group is permitted without the relevant LSE Group company’s express written consent. The LSE Group does not promote, sponsor

or endorse the content of this communication.”

Source: PitchBook Data, Inc. The cited data has not been reviewed by PitchBook analysts and may be inconsistent with PitchBook

methodology.

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 FOR ANY 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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