
TO INJECT SOME LIFEBLOOD INTO

their economies, both Canada and
the United States have maintained
artificially low interest rates over
the past five years.

The U.S., in particular, has been
engaged in monetary stimulation
through various “quantitative eas-
ing” (QE) programs.

QE involves the U.S. Federal
Reserve purchasing its own trea-
sury notes on the open market in
order to inject cash into the econ-
omy. Under the current “QE3,”
the Fed is buying $85 billion of

its own treasuries back per month.
This has artificially pressured

interest rates on long-termed bonds
lower than they should be. Under
normal conditions, 10 year bonds
here and in the U.S. should yield
about two per cent over inflation.

Inflation south of the border is
expected to rise to around 1.5 per
cent by the end of this quarter.
That would imply a bond yield of
3.5 per cent. Instead, the U.S. long
bond yields about 2.5 per cent. 

Over time, inflation should get
into the two per cent range, which
implies an eventual four per cent
long-bond yield. With the Fed
threatening an end to their current
QE program, there will be little
left to support current bond yields
in the years ahead.

In light of this eventuality, bond
rates have already begun to rise in
the U.S., pushing bond prices

lower. This, in turn, scared the
equity markets into a June retreat. 

FIXED INCOME OUTLOOK

Here in Canada, bond and
interest-sensitive stocks
(pipelines, utilities, REIT’s, tele-
coms) have been similarly rocked
since the Fed spoke of tapering its
QE program later this year.

But the Canadian economy is
not progressing at the same pace
as that of its neighbour – and our
inflation rate is about half of the
U.S. rate, with less upside project-
ed for the coming year.

Canada’s individual debt levels
are also at more dangerous levels
than its American counterparts. All
of this spells little chance of a rising
interest rate level here in Canada for
a while – which might suggest little
pressure on our bond (and stock)
market from monetary sources. 

A logical question that some
readers might now ask is: “If this
is so, why has our bond market
sold off in tandem to the U.S.
bond market?” As our most
important trading partner, Canada
remains intimately linked to the
U.S., with the latter holding a cer-
tain influence on our economy
and ultimately on our markets. 

Further, a rising dollar in the
United States pressures our bonds
to trade lower (and rates to rise) in
order to compensate traders for
the risk of buying our currency.
This is why our bond markets
sold off in May and June. 

Despite Canada’s interconnec-
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tion to the U.S. economy and
financial markets, however, it is
my opinion (and that of bond-guru
Bill Gross of PIMCO and the bond
experts at Fierra Capital Manage-
ment) that the bond market is cur-
rently oversold. I’d expect a small
rise in bond pricing by the fall. 

All the same, this doesn’t inspire
me to extend my average bond
term. ValueTrend’s fixed income
platforms are focused on 1-4 year
bonds and “target ETF’s” such as
those offered by BMO and RBC.

We also hold a fair amount of
floating rate ETF's e.g., Horizons
Active Floating Rate Bond ETF
(TSX-HFR, $10.15) and iShares
DEX Floating Rate Note Index
Fund (TSX, XFR, $20.14).

Another interesting floating
rate ETF that we recently added is
the Powershares Senior Loan
(CAD Hedged) Indexed ETF
(TSX-BKL, $20.43), which rolls
approximately one hundred, 90-
day senior loans.

The preferred shares market is
currently vastly oversold, and
worth a look. We own the Canadi-
an iShares Preferred Share ETF
(TSX-CPD, $16.37), the Hori-
zons Active Preferred ETF
(TSX-HPR, $9.93) and, for some
U.S. preferred-share exposure, the
iShares S&P/TSX N. A. Pre-
ferred ETF (TSX-XPF, $19.44).

Preferred shares within these
ETF’s are generally issued by
banks, insurance companies and
top credit corporations.

We also hold smaller alloca-
tions of “special situations,” such
as the  iShares  JP Morgan USD
Emerging Market Bond ETF
(TSX-XEB, $20.62) and the high
yield corporate bond ETF's e.g.,
Horizons Bond Yield ETF
(TSX-HYI, $10.59).

As mentioned above, while no

fixed income security has been
immune from the recent selloff
(except cash and GIC’s), we are
certainly not as exposed as those
investors who hold large positions
in long bonds.

So, despite any near-termed
volatility, we see our f ixed
income holdings as quite secure
and anticipate that rates will even-
tually rise. And in order to take
advantage of this, we remain posi-
tioned with a short-term perspec-
tive in the portfolio.

Our intention, when the time is
right, is to invest in higher-yield-
ing securities.

A JITTERY MARKET

Markets climbed in the spring,
fell hard in June, and then
climbed back up again in July.
Why are stock markets jittery of
late? Well, the market is in a
“damned if you do, damned if you
don’t” situation. If the economy
recovers, the result is inflation. 

That means the Fed will hasten
the end of the QE program, rates
will rise, and investors who have
been pumping the stock market
up may retreat back to the higher
yields on bond investments.

If the economy remains weak,
the Fed won’t taper their QE pro-
gram aggressively. That’s a good
thing – but a weak economy
depresses earnings and, eventual-
ly, hurts stock performance. 

What the stock market really
wants to see is a “Goldilocks”
economy: not so hot that the Fed
tapers its monetary stimulation
too quickly, and yet not so cold
that earnings fall off of a cliff. 

We at ValueTrend envision a
somewhat better than expected
recovery in the U.S. We foresee
the Federal Reserve initiating its
tapering process as promised

sooner rather than later.
This action increases the

potential of a volatile stock mar-
ket well into the fall as the market
anticipates the “beginning of the
end ”of the current QE program. 

MANAGING RISK

With the exception of gold,
which we hold a small position of
via the iShares Bullion ETF
(TSX-CGL, $11.61), our current
holdings are typically lower risk
and higher yield than the broad
markets. Moreover, most are low
beta stocks, meaning they typical-
ly experience less downside and
recover faster than the markets.

Two positions that we hold fit-
ting this description are Chem-
trade Logistics Inc. (TSX-
CHE.UN, $16.85) and Brook-
field Infrastructure LP (TSX-
BIP.UN, $37.50).

Probably our most boring but
reliable position, Chemtrade,
offers a stable and high dividend
of around seven per cent along
with a stable stock price from its
rather unsexy industrial chemical
manufacturing business.

Brookfield, which (at the time
or writing) pays a healthy 4.6 per
cent dividend yield, owns infra-
structure projects on a global
basis, including utilities, rail,
energy and other projects.

Thus, while not immune from
summer volatility, our stock port-
folio is in a good position to
weather market storms while
holding cash to reap the rewards
when it comes time to buy. (It
should be noted that markets have
a seasonal tendency to be a bit
soft in August and September.)

We hold quite a bit of cash in
our equity platform. Doing this
provides us with two benefits: It
dampens volatility and provides
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capital to “buy low” after the sea-
sonal period of weakness. Our
mandate at ValueTrend is to “Limit
your risk – Keep your money.”
Thus, we accept the potential of
“missing out” if the market rises. 

WHEN TO BUY

Our strategy is to buy stocks
with our cash upon a market pull-
back. We expect this situation to
materialize between September
and October, in accordance with
typical seasonal market patterns.

Some seasonal patterns do pro-
vide opportunities in the summer
months as well. For example,
Canadian banks sometimes
decline in August or September,
making that a good month to buy. 

We’re also busy identifying
special situations where value has
emerged in select stocks. I’ll be
looking at all of these favorable
circumstances throughout the
summer and fall, and will offer
my suggestions to readers of The
MoneyLetter (and through my

blog at www.smartbounce.ca) in
the coming months ahead. ▼

Keith Richards, Portfolio Manager, can be contacted
at krichards@valuetrend.ca.  He may hold positions
in the securities mentioned. Worldsource Securities
Inc. – Member: Canadian Investor Protection Fund,
and sponsoring investment dealer of Keith Richards.
The opinions expressed are those solely of Keith
Richards and may not necessarily reflect that of
Worldsource Securities, its employees or affiliates.
The contents are for information purposes only and
do not represent investment advice. ETFs may have
exposure to aggressive investment techniques that
include leveraging, which magnify gains and losses
and can result in greater volatility in value, and be
subject to aggressive investment risk and price volatil-
ity risk. ETFs are not guaranteed, their values change
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