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What an incredible reversal in the market’s perception of
economic growth and the duration of the business cycle.
For most of 2018 you would have been hard pressed to
identify an economic strategist that saw a recession or
signi cant slowdown in economic activity in the
foreseeable future. Record low unemployment, steady
growth, rising in ation and looming wage pressure would
have surely pressured the Bank of Canada and the
Federal Reserve to raise rates at least two times in 2019.
The yield on 10 year government bonds was expected to
drift higher, approaching a neutral rate that was in the
range of 3% to 3.5% in the US and 2.5% to 3% here in
Canada. That was the play book for the  rst 10 months of
the year, but optimism soon transitioned into the fear of a widespread economic slowdown or even
worse, a global recession. During November and December, global equity markets declined,
volatility escalated and investment grade credit experienced its worst year since the late 1990’s.

Source: Bloomberg

As the year progressed, the market’s worry list continued to build and optimism faded to pessimism
as geopolitical risks continued to rise. If central banks, speci cally the Federal Reserve, continued to
raise interest rates and decrease quantitative easing on their planned trajectory, this would
eventually push the global economy into recession. This became a material source of unease for the
market and likely the greatest catalyst for the year end sell-o . Although valuation metrics for
equities, investment grade credit and high yield did suggest an oversold condition relative to
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growth, a recession in 2019 would escalate the volatility and apply more downward pressure on the
markets. Once again, as in the past, the FED and the Bank of Canada responded to the markets by
acknowledging the weakness in recent data and the potential of an economic slow-down. They both
softened their stance on interest rate increases and backed o  an intended neutral rate that was
much higher. That shift in tone by the FED eased the markets greatest fear and subsequently
reversed the year end sell-o .

Ten year bond yields in Canada and the US topped out at 2.6% and 3.25% respectively, but  nished
the year at 1.97% and 2.68%, lower YOY here in Canada and only slightly higher on the year in the
US. The change in tone by the FED and the BOC completely re-priced the markets odds of any rate
increases to basically zero for 2019 and 2020. This and the decrease in in ation expectations,
resulting from the steep decline in oil prices, triggered a huge rally in government bonds that
recalibrated 10 year yields to a much lower neutral level. Given how low rates have gone in such a
short time span, the move lower looks to us, to be overdone. Yes growth is slowing, GDP is expected
to be around 1.6% in Canada and close to 2% in the US, but that’s not a recession. Also as oil prices
stabilize at higher prices this year we would expect in ation expectations to rise to more
normalized levels. Putting it all together our thoughts are for one rate increase this year in Canada
and the US, which would move our bank rate to 2% (below the old BOC target neutral range of 2.5%
to 3%) and 2.75% there (at the low end of the FED target neutral range of 2.5% to 3. 5%). This
would equate to a high in 10 year bonds yields of 2.25% in Canada and 3% in the US, lower in yield
than the highs of last year, but consistent with lower GDP growth projections and the late stages of
the current business cycle.

Source: Bloomberg

Throughout most of last year the yield curve  attened. Short-term rates had risen as the market
factored in more rate hikes, but increases in longer-term rates stalled, re ecting the bond markets
pessimism on economic growth. Late last year our yield curve model was indicating a 30% chance of
recession in the next twelve months, up from 15%. Now with less likelihood of multiple rate
increases by the FED and the BOC we see a slight extension of the business cycle and recession risk
abating. Looking across most asset classes, the recent outperformance of cyclical equities
(industrials, energy,  nancials), commodities and emerging markets all suggest to us that longer-
term interest rates should likely move higher from here with this “re ation” narrative. With short-



term rates now anchored lower, the yield curve should re-steepen in early to mid-2019, before
pausing later in the year.

Source: Ninepoint Partners, as at January 31, 2019

There was $11 billion of Canadian investment grade credit issued in 4Q18 ($98 billion YTD), which
was one of lowest volume quarters in years. The lack of liquidity and poor market tone made it
almost impossible to do a bond transaction. Lower rated companies were completely shut out of the
market, only the highest quality of issuer had any access. The ICE (formerly the Merrill Lynch)
Canadian Investment Grade Index, widened out materially, increasing by 35bp to 146bps in 4Q18.
That’s wider by 52bps from the tightest level of the year. Of note, the spread on the ICE IG BBB
Index widened out 48bps to 188bps and now yields 3.9%. This discounting in the price of corporate
bonds was consistent with our market thesis, but we thought this was going to happen as a result
of higher interest rates not the fear of elevated default risk or a global economic slowdown The all-
in yield for high quality companies currently looks attractive, but it’s not a slam dunk quite yet. In
the current slower growth environment we expect credit spreads to narrow marginally. That’s our
base case, but if growth slows, IG credit will become more discounted. We’ve taken advantage of the
recent move by buying only a small amount of mid-term IG credit, but continue to believe that the
best risk-reward is short-dated credit. In December we purchased some new low duration positions
that yield in the range of 4% to 5%. Over the last quarter net new additions to the portfolio were:
Crombie REIT, Enercare Solutions Inc., GE, Manulife Financial Capital Trust, Reliance L.P. and VW.



Source: Bloomberg

Last year there was a complete lack of supply in the high yield bond market. In December, there was
absolutely no issuance in Canada or the US, the  rst time in many years. During the recent quarter
the ICE Canadian High Yield Index widened out 103bps, to a spread of 431bps and an all-in yield of 
6.28%.  Although the spread and yield are moving in the right direction, we still don’t feel there is
enough bu er in spreads relative to investment grade credit or the risk of higher defaults to justify
a greater allocation to HY. To put the numbers in perspective, during 2016 when oil prices tanked
and the market’s fear of recession escalated, high yield spreads moved out to 900bps and bonds
yielded 10% or greater. So we are patiently waiting for a better entry point to add HY. Our portfolio
currently has a 25% weight in high yield, half which is lower duration. During the quarter the only



new additions to the portfolio was MEG Energy Corp.

Source: Bloomberg

Valuations are moving in the right direction and higher interest rates will be less of an issue this
year. So for now, it feels like 2019 will be more of a normal year for bonds returns. Our challenge
will be balancing the portfolio risks against the duration of this new re ation narrative and the
timing of next recession.

Regards,

Mark, Etienne and Chris

 

NINEPOINT CREDIT INCOME OPPORTUNITIES FUND - COMPOUNDED RETURNS¹ 
AS OF JANUARY 31, 2020 (SERIES A NPP506)

1M YTD 3M 6M 1YR 3YR 5YR INCEPTION

Fund 0.6% 0.6% 1.1% 1.3% 5.1% 3.4% 4.1% 4.8%

Formerly Davis Rea Enhanced Income Fund. E ective June 1, 2015, Davis Rea Enhanced Income Fund became

Ninepoint Credit Income Opportunities Fund.

 All returns and fund details are a) based on Class A units (closed to subscriptions); b) net of fees; c) annualized if

period is greater than one year; d) as at January 31, 2019. The index is 100% FTSE TMX Canada All Corporate Bond

Index and is computed by Ninepoint Partners LP based on publicly available index information.

The Ninepoint Credit Income Opportunities Fund is generally exposed to the following risks. See the o ering

memorandum of the Fund for a description of these risks: speculative investment; general economic and
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market conditions; assessment of the market; not a public mutual fund; limited operating history for the

fund; class risk; charges to the fund; changes in investment objective; strategies and restrictions;

unitholders not entitled to participate in management; dependence of the manager on key personnel;

reliance on the manager; resale restrictions; illiquidity; possible e ect of redemptions; liability of

unitholders; potential indemni cation obligations; lack of independent experts representing unitholders; no

involvement of una liated selling agent; valuation of the fund’s investments; concentration; foreign

investment risk; illiquidity of underlying investments; part X.2 tax; litigation;  xed income securities; equity

securities; idle cash; currency risk; suspension of trading.

Ninepoint Credit Income Opportunities Fund is o ered on a private placement basis pursuant to an o ering

memorandum and are only available to investors who meet certain eligibility or minimum purchase amount

requirements under applicable securities legislation. The o ering memorandum contains important information

about the Funds, including their investment objective and strategies, purchase options, applicable management

fees, performance fees, other charges and expenses, and should be read carefully before investing in the Funds.

Performance data represents past performance of the Fund and is not indicative of future performance. Data

based on performance history of less than  ve years may not give prospective investors enough information to

base investment decisions on. Please contact your own personal advisor on your particular circumstance. This

communication does not constitute an o er to sell or solicitation to purchase securities of the Fund. The

information contained herein does not constitute an o er or solicitation by anyone in the United States or in any

other jurisdiction in which such an o er or solicitation is not authorized or to any person to whom it is unlawful to

make such an o er or solicitation. Prospective investors who are not resident in Canada should contact their

 nancial advisor to determine whether securities of the Fund may be lawfully sold in their jurisdiction.

The opinions, estimates and projections (“information”) contained within this report are solely those of Ninepoint

Partners LP and are subject to change without notice. Ninepoint Partners makes every e ort to ensure that the

information has been derived from sources believed to be reliable and accurate. However, Ninepoint Partners

assumes no responsibility for any losses or damages, whether direct or indirect, which arise out of the use of this

information. Ninepoint Partners is not under any obligation to update or keep current the information contained

herein. The information should not be regarded by recipients as a substitute for the exercise of their own

judgment. Please contact your own personal advisor on your particular circumstances. Views expressed regarding

a particular company, security, industry or market sector should not be considered an indication of trading intent

of any investment funds managed by Ninepoint Partners. Any reference to a particular company is for illustrative

purposes only and should not to be considered as investment advice or a recommendation to buy or sell nor

should it be considered as an indication of how the portfolio of any investment fund managed by Ninepoint

Partners is or will be invested. Ninepoint Partners LP and/or its a liates may collectively bene cially own/control

1% or more of any class of the equity securities of the issuers mentioned in this report. Ninepoint Partners LP

and/or its a liates may hold short position in any class of the equity securities of the issuers mentioned in this

report. During the preceding 12 months, Ninepoint Partners LP and/or its a liates may have received

remuneration other than normal course investment advisory or trade execution services from the issuers

mentioned in this report.

Ninepoint Partners LP: Toll Free: 1.866.299.9906. DEALER SERVICES: CIBC Mellon GSSC Record Keeping Services:

Toll Free: 1.877.358.0540


