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Bounce Back Quarter 
The first quarter of 2020 brought a level of anxiety to equity and bond markets not seen 
since the financial crisis. As economies entered lockdown, aggregate demand fell off a 
cliff. However, governments and central banks acted quickly to limit the economic 
damage with unprecedented fiscal and monetary stimulus. In the US, Congress enacted a 
fiscal rescue package totaling US$2.8 tln with unprecedented speed, earmarking trillions 
for the unemployed and small businesses. Similarly, the US Federal Reserve (Fed) 
announced an open-ended quantitative easing program and several other programs to 
provide additional liquidity for market participants. This resulted in a significant expansion 
in its balance sheet of over US$3 tln. The Fed’s actions helped to reduce the cost of 
borrowing for corporations and individuals, the lifeblood that keeps the economy 
growing. Combined, these measures amount to ~20% of US GDP, but the US was not alone 
in announcing stimulus measures; global fiscal measures equalled 6% of world GDP. The 
response to COVID-19 has far surpassed the measures taken during the financial crisis 
and, when combined with the monetary stimulus, these actions have largely been 
responsible for the significant rebound in both equity and bond markets. Like our global 
counterparts, Canada also embarked on its own economic bailout package in an effort to 
keep the economy from slipping into a deep depression. Canada’s federal COVID-19 
stimulus package has included spending more than $150 bln to help stabilize the 
economy, split between direct support to individuals and businesses. However, according 
to the Parliamentary Budget Officer, the total federal deficit will reach approximately 
$252.1 bln this fiscal year. Relative to the size of the Canadian economy, the deficit would 
be 12.7% of GDP and the federal debt-to-GDP ratio would rise to 48.4% of GDP in 2020-
21. The larger deficits prompted credit-rating agency Fitch to downgrade Canada from a 
perfect AAA to a near-perfect AA+. Despite the decision, the other rating agencies 
maintained Canada’s existing AAA rating and the reaction to the downgrade was limited, 
as the 10-year bond yield remained unchanged on the day of the announcement. 

S&P/TSX Comp & Major Indices: Q2-2020 Performance 

  
Source: FactSet, Raymond James Ltd. As at June 30, 2020. 
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While these measures limited the downside in the economy, 
both the US and Canada experienced a severe contraction. In 
Q1, US and Canadian GDP contracted at an annual rate of 5.0% 
and 8.2%, respectively; the unemployment rate shot up to 
13.3% (in the US) and 12.8% (in Canada), putting millions of 
individuals out of work. The most severe impact from COVID-
19 will be evident in Q2 GDP data released later this month. 
Nonetheless, as some normalcy returned in late Q2, economic 
growth began to rebound from very depressed levels. Still, the 
US recovery has been complicated due to rising COVID-19 
cases across some 20 US states. Fifteen states have paused or 
rolled back their re-opening plans, covering ~40% of the US 
population.  

The stimulus measures have provided a bridge for the 
economy while it recovers, but there remains uncertainty 
surrounding when the economy can fully reopen and support 
a robust recovery. The earliest both the US and Canadian 
economy may return to the previous level of GDP is 2022/23. 
In the meantime, governments and central banks will be 
encouraged to maintain ultra-accommodative fiscal and 
monetary policies until the economy fully recovers and/or 
acceptable levels of employment are achieved. Unfortunately, 
this crisis has further exacerbated income inequality, as there 
are segments of the population that have experienced job loss 
and/or face the prospects of an imminent loss of income once 
government support winds down, while other segments are 
flush with cash, having experienced a forced rise in savings. 
This involuntary savings may negatively impact future 
consumption levels once the initial pent-up demand subsides, 
as individuals may decide to increase precautionary savings 
driven by fear of future outbreaks and the economic disruption 
they would create. Of course, with short-term interest rates 
near zero, this presents a host of challenges for savers and 
often pushes them into riskier assets such as equities.  

Sector Performance 

Our measures of the “Big Three” (financials, energy and 
materials) outperformed the “Everything Else” proxy by 5.0% 
thanks to a significant rally by the materials sector. Materials 
stocks benefited primarily from the 13% gain in gold, which 
improved the outlook for explorers and producers. Energy and 
financials, however, failed to keep pace, advancing just 9.3% 
and 4.8% respectively in the quarter. The muted response in 
the energy sector was due to the long-term effects COVID-19 
may have on the demand outlook as countries/states wrestle 
with reopening. On the supply side, OPEC+ looked to reduce 
the inventory overhang by extending their production cut of 
9.7 million barrels a day — or about 10% of global output in 
normal times — through July. As for financials, the Canadian 
banks received a boost as investors found comfort in the 

quarterly earnings being not as bad as expected. However, the 
long-term implications of interest rates staying lower for 
longer presents a significant headwind for the industry group. 
There are also concerns about rising delinquency rates once 
government fiscal support measures run out later this year. 

S&P/TSX Performance – “Everything Else” Takes Q2 

 

Sector 
Index 

Weight 

Q2 2020 
Price 

Return 

1-yr 
Price 

Return 

Consumer Disc. 3.4% 32.0% -12.4% 

Consumer Staples 4.3% 11.4% 1.6% 

Energy 12.4% 9.3% -28.5% 

Financial 28.9% 4.8% -14.6% 

Health 1.1% 9.6% -54.9% 

Industrial 11.5% 12.8% -1.9% 

Information Tech. 10.3% 68.2% 85.1% 

Material 14.7% 41.6% 23.1% 

Real Estate 3.1% 10.2% -19.2% 

Communications 5.4% -2.1% -10.5% 

Utilities 5.0% 2.7% 5.9% 
Source: FactSet, Raymond James Ltd. As at June 30, 2020. 

In terms of sector breadth, we show the number of issues 
trading above their 50-day and 200-day moving averages. 
Given the significant selloff in Q1, breadth measures improved 
across the board with the exception of the long-term breadth 
measures for the communications and consumer discretionary 
sectors. It’s interesting to note there was just a marginal 
increase in the long-term breadth measure within the utilities 
sector as the number of issues trading above their 200-day 
moving average moved to 38% (from 31% in the prior quarter), 
despite the view that long-term interest rates will remain 
lower for longer. The “lower for longer” view also appears to 
be impacting financials as only 4% of issues are trading above 
their long-term breadth measures. We attribute the poor 
measures within defensive sectors to the rotation into cyclical 
areas of the market amid a general risk-on environment. In 
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addition, technology has been an auxiliary benefactor of 
COVID-19, given increased e-commerce and people working 
from home (WFH); the sector exhibited among the best short- 
and long-term breadth measures within the S&P/TSX.  

 S&P/TSX Sector Breadth 

Sector Breadth 

No. of 
issues 

above 50d 

 
50d vs 
Prior 
Qrt 

No. of 
issues 
above 
200d 

200d vs 
Prior 
Qrt 

Communication Services 25%  0%  

Consumer Discretionary 15%  0% 

Consumer Staples 73%  55%  

Energy 58%  4%  

Financials 80%  4%  

Health Care 44%  22%  

Industrials 75%  46%  

Information Technology 90%  80%  

Materials 88%  82%  

Real Estate 93%  22%  

Utilities 81%  38%  

 Source: FactSet, Raymond James Ltd. As at June 30, 2020. 

Large Caps & Small Caps 

In a risk-on environment, Canadian small caps were the place 
to be, advancing 37.7% during the quarter. Despite the big 
jump, the large cap index has retained its commanding lead 
over a 1-year period. If history repeats itself and Q3 offers 
some surprises for the market, we anticipate large caps will 
widen their long-term advantage as investors move to safety 
and quality.  

Small Caps Make a Comeback in Q2/2020 

 
Source: FactSet, Raymond James Ltd. As at June 30, 2020. 

Value Rotation 

Growth as an investment style has outperformed value for the 
better part of a decade; however, there have been times when 
value has made a comeback, like in Q4 last year and for a brief 
moment in Q2. The value rotation was based on signs of a v-
shaped recovery taking hold in the US, and in Canada, this 
rotation coincided with the banks reporting quarterly results 
that were not as bad as expected. However, the value trade 
lost momentum amid a significant increase in US COVID-19 
cases that now puts the v-shaped recovery in jeopardy. In 
addition, growth stocks have been benefiting from the WFH 
theme as well as the “flation” trade. Investors hedging against 
the possibility of deflation seek out growth stocks, while 
another set are hedging against inflation via precious metals. 

Value’s Short Lived Day in the Sun  

 
Source: FactSet, Raymond James Ltd. As at June 30, 2020. 

Historical Performance 

From a historical perspective, Q2 followed the playbook. 
Following such a severe contraction in Q1, the subsequent 
quarter tends to be positive but not nearly enough to erase the 
prior quarter’s loss. For the S&P/TSX to break even year to 
date, the market would have needed to advance over 27%, but 
experienced only a 16% gain. As for the next quarter, the 
history books suggest the S&P/TSX will experience a setback. 
Considering data since the 1920s and looking at successive 
quarters following a 20% or greater negative return, the 
second quarter after such downturns (in this case Q3/20) has 
produced an average quarterly loss of 7.8% (max +19% in 
Q2/2009, median -8.3%, min -27.7% in Q2/1931), and the 
probability of a negative quarter is 75%. 
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S&P/TSX Historical Quarterly Returns Since 1920 
 Q1 Q2 Q3 Q4 

# Positive 70 56 62 71 

# Negative 31 45 38 28 

% Positive 69.3% 55.4% 62.0% 71.4% 

Average 2.0% 0.9% 1.7% 2.1% 

Median 2.5% 1.2% 1.7% 3.0% 

Min -21.6% -32.6% -23.8% -27.9% 

Max 22.0% 58.3% 45.8% 22.2% 

S&P/TSX Q2 Historical Returns 

 
Source: FactSet, Raymond James Ltd. As at June 30, 2020. 

Jason Castelli, CFA 
VP, Head of Investment Strategy 

 

 

Don’t Fight the Fed! (Apparently Not 
Even During a Pandemic…) 

Q2 2020 was one of the more unusual quarters we have 
experienced in our careers. After global markets crashed in 
March, equity markets came roaring back in Q2, as central 
banks worldwide flooded the market with liquidity and 
governments played their part by extending massive financial 
benefits to workers impacted by the widespread shutdowns. 
Our view at the time was that this was good news in the sense 
that it would stave off an all-out economic depression but we 
did not think it would bring equity valuations back to new all-
time highs like we saw for the tech-heavy NASDAQ index. The 
S&P 500 and S&P/TSX also had impressive runs and, at quarter-
end, were within 8% and 14%, respectively, from their all-time 
highs set in 2019. We subscribe to the maxim, “don’t fight the 
Fed”, but this quarter was well beyond our most optimistic 
expectations.  

Multiple Avenues of Q2 Outperformance 

The make-up of the S&P/TSX winners and losers for Q2 also 
shows how unusual the quarter was for investors. Particularly 
of note were the winning stocks, which represented a little of 
everything: risk-on trades, COVID-19 winners continuing to 
benefit, and precious metals taking another leg-up. Another 
shock was the strength of the rally, with nine of the ten top 
performers more than doubling in value. At the top of the list 
was Skidoo and Seadoo-maker BRP Inc. (BRP-T), up over 150%. 
This epitomized the risk-on trade as its products are the very 
definition of consumer discretionary. Similar bounce-back 
stories included three oil and gas producers: MEG Energy 
(MEG-T), Cenovus Energy (CVE-T) and Crescent Point Energy 
(CPG-T), all up over 100% thanks to oil prices coming off the 
mat and “recovering” to ~US$40.00/bbl. Energy remains a 
sector we are very cautious about (crude oil producers in 
particular), as transportation demand from cars and air travel 
is improving but still months away from being anything close 
to normal. 

S&P/TSX: Top 10 Performers in Q2/2020 

 
Source: FactSet, Raymond James Ltd. As at June 30, 2020. 

The second cohort of winners could be characterized as “the 
rich getting richer”. Two names that did well in the March 
crash and were top-ten performers in Q1, returned to our list 
for the Q2 rally: Shopify (SHOP-TSX) and Ballard Power (BLDP-
T). Ballard, which makes environmentally-friendly fuel cell 
engines, has been in favour for some time due to the uptick in 
demand for ESG stocks. SHOP, on the other hand, has been 
riding the tide of the e-commerce trend, and its revenues and 

-40%

-30%

-20%

-10%

0%

10%

20%

30%

40%

50%

60%

1
9

2
0

1
9

2
4

1
9

2
8

1
9

3
2

1
9

3
6

1
9

4
0

1
9

4
4

1
9

4
8

1
9

5
2

1
9

5
6

1
9

6
0

1
9

6
4

1
9

6
8

1
9

7
2

1
9

7
6

1
9

8
0

1
9

8
4

1
9

8
8

1
9

9
2

1
9

9
6

2
0

0
0

2
0

0
4

2
0

0
8

2
0

1
2

2
0

1
6

2
0

2
0



 

Insights & Strategies July 6, 2020  |  Page 5 of 11 

 
 

 

 

 

 
 

stock performance have exploded in the COVID-19 economy 
as virtual retailers continue to gain market share from malls 
and traditional retailers. SHOP is now the largest stock by 
market capitalization on the S&P/TSX and saw an increase of 
119% in Q2. 

Finally, somewhat counterintuitively, the gold and silver 
producers also continue to participate in the strong markets, 
with four names in the top-10, including Oceanagold (OGC-T) 
in the number two slot, up 134%. Gold is typically a sector that 
investors turn to in risk-off markets, not when the majority of 
stocks are ripping higher. The performance of these names 
should tell investors that we are still in very uncertain times 
and there will be a price to be paid, at some point in the future, 
for all of the central bank liquidity and debt-fueled 
government spending. Whether that arrives in the form of 
inflation, higher taxes/slower growth or a combination of the 
two will be a discussion for later but the action of the gold 
stocks tells us that this is something the market is paying 
attention to. 

Defensive Profit-Taking  

The bottom-ten performers for the quarter stuck closer to the 
risk-on script. Five of ten names could be characterized as 
defensive investments, with lesser impacts from COVID-19. 
They included names in the telecom (Rogers Communications 
(RCI.B-T)), pipelines (TC Energy (TRP-T)), utilities (Algonquin 
Power (AQN-T)), consumer staples (Loblaw (L-T)) and 
agriculture (Nutrien (NTR-T)) industries. Two real estate plays 
also showed up in the bottom performers. Allied Properties 
(AP.UN-T) and Dream Office REIT (D.UN-T) are both 
commercial real estate landlords. Investors are fearing they 
could be impacted by lower occupancy and lease renewals as 
employers and employees continue to get more comfortable 
with the remote work culture being fostered by COVID-19. 

The rest of the bottom ten were rounded out by stocks selling-
off on negative news. Laurentian Bank (LB-T) was off 6% after 
it shocked yield investors with a 40% cut to its dividend. Sienna 
Senior Living (SIA-T) fell 24% due to negative headlines on the 
handling of COVID-19 outbreaks at some of its homes for 
seniors. The worst performer on the quarter was theatre 
operator Cineplex Odeon (CPX-T), down 31%. Investors were 
hit by the double-whammy of its takeover by a European rival 
falling apart, followed by an announcement by management 
that the existing business model may not be able to stay afloat 
in the current economic environment.  

 

 

 

S&P/TSX: Bottom 10 Performers in Q2/2020 

 
Source: FactSet, Raymond James Ltd. As at June 30, 2020. 

Liquidity Still Matters 

In the conclusion to our Q1 wrap-up, we wrote that, 
“Companies with significant amounts of liquidity (i.e., cash and 
lines of credit) and relatively low degrees of financial and 
operating leverage, may be better suited to survive the 
prospects of a recession and could be best set to make it back 
to pre-coronavirus levels once the economy begins to regain 
momentum.” We still believe these words have a great deal of 
merit three months later. Based on the circumstances, we give 
full marks to most governments and central banks on their 
response to the COVID-19 crisis. Without doubt, the speed and 
size of liquidity and financial support programs have kept the 
global economy from falling into the proverbial abyss, and 
were a big part of the massive equity rallies in Q2. However, 
this crisis is far from over and, unfortunately in the US, 
aggressive policies to reopen the economy look to have 
created a second COVID-19 wave, much earlier than expected. 
Likewise, while there have been significant successes in 
therapeutic treatments and mortality rates are improving, we 
are nowhere close to herd immunity and an effective vaccine 
is still months away. Until social-distancing measures, travel 
bans and border closures can be lifted, the global economy will 
remain at risk and so will large swaths of the stock market. 
History tells us that odds are Q3 will show some profit-taking 
and thus, remaining cautious, conservative and paying 
attention to liquidity should continue to be a priority for equity 
investors. 

Rob Mark, CFA 
Portfolio Manager 
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Making ‘Cents’ of the Loonie 

As with many asset classes during the pandemic, we have seen 
a breakdown in fundamentals in FX markets, and price action 
has instead been driven by broader risk sentiment. Historically, 
two of the most meaningful fundamental factors for USDCAD 
movement have been crude oil prices and front-end interest 
rate spreads but, as we can see quite evidently, this is not the 
case right now and risk sentiment is becoming a much more 
important driver. 

USDCAD (Inverse) Correlations 

 
Source: FactSet, Raymond James Ltd.  

Crude Oil 

There is no questioning the importance of crude oil to the 
Canadian economy, with the energy sector representing 
roughly 8% of GDP and 20% of business fixed investment. 
Developments in the global crude oil space this year have been 
nothing short of spectacular - it seems as if the escalation of 
US-Saudi Arabian tensions in January was years ago. Negative 
interest rates have been a topic of discussion over the past few 
years but no one predicted that we would see negative pricing 
in crude oil contracts, but COVID-19 helped make that a reality. 
That said, as manufacturing and construction activity have 
begun to pick up, we are seeing West Texas Intermediate (WTI) 
crude oil prices back to early-March levels in the US$35-40/bbl 
range. 

Despite the tumultuous moves in crude pricing, we have 
actually seen correlation between the loonie and crude oil 
deteriorate to its lowest levels in more than two years. Shorter 
term, this trend should continue as broader risk sentiment 
remains a focus among investors. However, looking further 
out, weak dynamics in crude pricing could weigh significantly 

on the Canadian economy. The Canadian government has 
pumped vast sums of money into our energy patch but this can 
only act as a crutch until global dynamics improve. Most 
domestic producers have breakeven production pricing near 
US$40/bbl, so while many can stay in business at current 
levels, we question the long-term sustainability. 

Front-End Spreads 

Interest rate differentials are a chief component of 
determining the value of any currency pair, particularly 2-year 
treasury spreads. Taking a broad look across the G10 space, 
interest rate differentials are now working against the USD, 
which has historically enjoyed a definitive yield advantage 
relative to its peers. With G10 policy rates all close to 0% at this 
point and no expectations for policy normalization in the near 
term, the USD can be expected to lose some ground in this 
area, as interest rates spreads will not be a material factor in 
the USD's outlook going forward. 

Looking at USDCAD, upside policy revisions by either the Fed 
or BoC would be a catalyst for front-end spreads to be a more 
meaningful factor once again. This means that while Central 
Banks may not take any meaningful action in the near term, 
their commentary will be closely scrutinized by FX traders for 
signs of future policy decisions. 

Risk Sentiment 

As the world's reserve currency, the USD has been utilized by 
many global investors as an asset to turn to in periods of 
deteriorating risk sentiment. As such, the market's perception 
of macroeconomic risk has, by and large, been the primary 
driver of USDCAD performance since mid-March (and affected 
the performance of the other majors too). We gauge risk 
sentiment by looking to the S&P500 Index, which bottomed on 
March 23 when concerns regarding the impact of COVID-19 
were at their highest. 

Although uncertainty surrounding the global post-COVID-19 
economic recovery should continue to support the USD as it 
continues to live up to its safe-haven status, broad risk 
sentiment will be by far the most influential factor going 
forward. 

What Does All This Mean for USDCAD Going 
Forward? 

Our view is that the abundance of global USD liquidity will 
eventually weigh on the USD and halt its momentum. 
However, as the situation stands right now, the high 
correlation between NA equities and USDCAD will be the 
single-most significant driver. Forget (for now) the days when 
oil, yields and economic data played a significant factor in 
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direction. In the current environment, CAD will continue to be 
driven by broader risk sentiment. 

Roller Coaster Ride for USDCAD To Be Continued 

 
Source: FactSet, Raymond James Ltd.  

Ajay Virk, CFA, CMT 
Foreign Exchange 

Chris Antony, CFA 
FX & Fixed Income 

 

 

 

Managed Money & Flows 

In this edition of Managed Money & Flows, we’ll use mutual 
fund and ETF data to get a glimpse into how Canadian investors 
used their wallets to invest during the height of the pandemic, 
specifically April through May. 

Big Picture Trends 

Total Flows by Product Type 

  Net Flows ($M) 

ETFs 3,382 

Funds 3,727 

Total 7,109 
Source: Morningstar, Raymond James Ltd.; April 1, 2020 to May 31, 2020 

Our data source does not offer a convenient method of 
delineating flows going into active versus passive funds; 
however, as a rule of thumb, we use mutual funds as a marker 
for active strategies and ETFs for passive. During the peak of 
the pandemic, we saw net positive inflows into both ETFs and 
mutual funds in similar amounts, perhaps indicating investors 
cared more about gaining exposure to certain asset classes or 
geographies instead of the level of active management. That 
the flows into the two product types was similar is interesting 

given that mutual fund assets in Canada dwarf those of ETFs. 
According to the Investment Funds Institute of Canada (IFIC), 
mutual fund assets as of the end of May were $1.58 trillion 
while ETF assets were at $211.4 billion -- much smaller but 
obviously growing at a much faster pace. 

Top and Bottom Three Categories by Flows 

  
  

Net Flows ($M) 

ETFs Funds Total 

Inflows    

High Yield Fixed Income 39 1,926 1,966 

Global Equity 155 1,228 1,383 

Canadian Fixed Income -4 1,302 1,297 

Outflows    

Canadian Dividend & Income Equity 106 -703 -597 

Canadian Neutral Balanced 1 -599 -598 

Canadian Short Term Fixed Income -603 -190 -793 
Source: Morningstar, Raymond James Ltd.; April 1, 2020 to May 31, 2020 

Looking closer at asset classes, we note that investors looked 
to take advantage of market dislocation and the rapid sell-off 
in fixed income. This rotation makes sense given that spreads 
were at their highest in several years, setting the stage to 
capture any coming spread tightening. High yield spreads in 
Canada averaged 360bps between January 2018 and February 
of this year, while investment grade spreads averaged 119bps. 
However, on March 31st they stretched to levels of 715bps 
and 255bps, respectively. Investors also invested heavily in 
global equity mandates using mutual funds, perhaps trusting 
active managers to search for opportunities across the chaotic 
global marketplace. Meanwhile, Canadian equity and short-
term fixed income strategies saw the most outflows during our 
observation period. This appears to be part of a bigger trend. 

Did Someone Say “Home Country Bias”? 

The home country bias of Canadians has long been 
documented, and research from Vanguard shows Canadians 
are typically 55% overweight Canadian equities relative to 
their weight in the global markets. However, during April and 
May, it seemed investors had their eyes set outside our 
borders. Aggregate flows into Canadian-based products were 
negative for both ETF and mutual funds as investors looked to 
capture opportunities abroad and perhaps reduce exposure to 
some of Canada’s biggest sectors, namely energy and 
financials. As one of only two categories with positive inflows, 
Fixed Income mutual funds generated investor interest, 
perhaps looking for active management to secure the income 
generating and typically safe portions of their portfolios. 
Meanwhile, money market ETFs also enjoyed inflows. They are 
often used to store cash positions until they can be 
appropriately deployed. 
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Canadian Based Asset Flows 

 Canadian Specific Category 
Net Flows ($M) 

ETFs Funds Total 

Fixed Income -4 1,302 1,297 

Money Market 658 -- 658 

Long Term Fixed Income 52 -103 -50 

Fixed Income Balanced -5 -68 -73 

Small/Mid Cap Equity 0 -83 -83 

Inflation Protected Fixed Income -11 -83 -94 

Focused Small/Mid Cap Equity -1 -103 -104 

Equity -320 96 -224 

Focused Equity -- -337 -337 

Corporate Fixed Income -240 -130 -370 

Equity Balanced 17 -428 -411 

Dividend and Income Equity 106 -703 -597 

Neutral Balanced 1 -599 -598 

Short Term Fixed Income -603 -190 -793 

Total -351 -1,428 -1,779 
Source: Morningstar, Raymond James Ltd.; April 1, 2020 to May 31, 2020 

Bottom Line 

Managed Money flows continue to provide insights into the 
behaviour of Canadian investors and are particularly useful 
during times of market stress. ETFs and Mutual Funds have 
both seen significant inflows and proved their worth as 
efficient investment vehicles during elevated levels of market 
stress. We’ll continue to monitor these trends as we look 
forward to the coming recovery. 

Chris Antony, CFA 
FX & Fixed Income 

Spencer Barnes, MSc., CIM 
AVP, Mutual Funds & ETFs 

 

 

Alternative Investments – Diversification 
in a Volatile Environment 

With the second quarter of 2020 coming to a dramatically 
different finish than Q1, we’ll examine how alternative mutual 
funds or “liquid alts” performed over this period, and highlight 
some notable trends for other types of alternative strategies 
and asset classes. 

Alternative investments are included in investment portfolios 
because they can exhibit characteristics that work to enhance 
returns, provide downside protection, generate a diversified 
source of income, or lower correlation to traditional 
investments such as stocks and bonds. While the benefits and 
risks of alternative investments are not all the same and can 
vary considerably across each type of strategy and investment 

manager, including alternative investments helps to further 
diversify a traditional portfolio. 

  Traditional         vs         Non-Traditional 

  
Source: Raymond James Ltd. 

Alternative Mutual Funds / “Liquid Alts” and Hedge 
Funds 

The term “hedge fund” is broadly used to describe a type of 
fund that invests in stocks, bonds and other types of (primarily) 
publicly-traded securities, but it will utilize these investments 
in a non-traditional manner to produce a desired investment 
objective and/or risk/return profile. Some of the ways that 
hedge fund strategies can be differentiated from those of 
traditional mutual funds is by using tactics such as short selling, 
leverage, derivatives, futures, and options. Hedge funds 
offered through an Offering Memorandum (OM) can have a 
wider range of strategies/investments than liquid alts, which 
are offered through a prospectus. The main benefits to an 
investor of investing in liquid alts over OM-based hedge funds 
are: 1) lower minimum investment thresholds, 2) increased 
liquidity (usually daily or weekly), 3) better transparency of 
portfolio holdings, 4) no subscription agreements/paperwork 
to invest, and 5) no accredited investor requirements to be 
able to invest. 

Below we have broken down the various liquid alt strategies 
into the following categories: 

 Credit-Focused – invests substantially all of its capital in 
fixed income securities. 

 Equity-Focused Long-Bias – invests substantially all of its 
capital in public equities, both long and short, but 
typically has a much greater degree of long exposure vs 
short exposure (least hedged). 

 Equity-Focused Long/Short – invests substantially all of 
its capital in public equities, both long and short 
(varying degrees of hedging). 

 Equity-Focused Market Neutral – invests substantially all 
of its capital in public equities, both long and short, and 

Bonds Stocks Cash Intl
Bonds Stocks
Cash Private Equity
Private Debt Mortgages
Real Estate Commodities
Infrastructure Liquid Alts
Hedge Funds
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maintains a nearly equal degree of long exposure and 
short exposure (most hedged). 

 Merger Arbitrage – invests substantially all of its assets 
in debt or equity instruments and attempts to benefit 
from a corporate merger or acquisition by taking a long 
position on the target company and, if applicable, short 
selling the acquiring company, capturing the spread 
between the prices as the market reacts to a given deal. 

 Multi-Strategy – invests substantially all of its capital in a 
variety of publicly-traded securities and, as the name 
suggests, combines multiple hedge fund strategies into 
one portfolio. 

The table below shows that a well-diversified basket of liquid 
alts could have helped preserve investor capital in Q1, limit 
peak-to-trough investment losses, and enabled an investor to 
participate in much of the market recovery in Q2. Equity long-
bias strategies suffered the most of the group in Q1, and, while 
some of this drawdown began to recover, it ultimately did not 
keep pace with the nearly 40% rally in broader equity indices 
from the March 23rd lows. One should expect these strategies 
to continue to outperform their more conservative hedge fund 
peers if markets grind higher, since long-bias strategies focus 
more on return enhancement vs downside protection and will 
generally exhibit more volatility. 

Conservatively positioned equity-focused long/short and 
market neutral funds outperformed equity indices by a wide 
margin during Q1, but (as should be expected) their hedges 
detracted from fully participating in Q2’s recovery. In Q1, 
managers that were overweight cash, net long the US dollar, 
overweight technology equities, had lower net long exposures 
(i.e. more market neutral), were short the most sensitive 
sectors (airlines, cruise lines, hotels, etc.), or had employed 

protective options strategies served to limit the downside for 
investors. In turn, the sharp sell-off in equity markets caused 
some investors to tactically rebalance their portfolios, 
reducing positions in these types of products that served to 
protect capital during this significant decline in order to take 
advantage of the opportunity set that had (in hindsight) been 
created for long-only equity investors. 

For credit-focused alternative strategies, the widening of 
corporate credit spreads to levels not seen since 2008 caused 
steep declines for many funds, exacerbated by the use of 
leverage, and the fact that short duration did not perform as 
well as longer duration securities. In the April edition of 
Insights and Strategies, we wrote about this interesting 
opportunity, that with credit spreads already significantly 
wider, it meant many of these funds were owning high-quality 
assets at much more attractive yields, presenting a very 
asymmetric return potential for investors.  As spreads have 
begun to narrow again, many of these funds have recouped a 
significant portion of their losses. Still, the equity-like volatility 
that resulted in this space came as a surprise to most investors 
who were relying on their fixed income alternative allocation 
to provide a certain level of downside protection.  

Merger-arbitrage has also seen a notable recovery in Q2, even 
in spite of its already strong relative outperformance during 
Q1. Risk arb earns its returns by underwriting deal risk and 
capturing a spread, and normally this risk is priced at about 4% 
above short term rates (so one can get to a 6-7% annualized 
return with moderate leverage). In Q1, those spreads had 
widened so dramatically in such a short period of time despite 
very few if any deals actually failing yet or getting repriced in 
the handful of funds that employ this strategy, presenting a 
very compelling investment opportunity with little market 

Alternative Investments Categories: Q2-2020 Performance 

Liquid Alt Category 
# of 

Funds 

Average Returns (%) 

YTD 
Q1’ 

2020 
Q2’ 

2020 
April 
2020 

May 
2020 

June 
2020 

Market 
Drawdown 

Feb 19 –  
Mar 23 

Market 
Recovery 
Mar 23 –  

Jun 30 

Credit-Focused 14 -1.90 -9.40 8.59 4.02 1.76 2.53 -13.07 12.18 

Equity-Focused Long/Short 15 0.96 -7.09 8.98 5.15 2.16 1.38 -14.08 15.30 

Equity-Focused Long-Bias 7 -11.81 -21.25 12.10 8.29 2.75 0.67 -32.12 26.71 

Equity-Focused Market Neutral 6 -0.60 -1.05 0.63 0.45 0.64 -0.50 -4.43 2.48 

Merger Arbitrage 3 3.60 -5.64 9.83 3.85 2.14 3.58 -11.36 15.91 

Multi-Strategy 8 -2.68 -5.84 3.73 1.98 1.21 0.46 -12.10 9.52 

Average 53 -2.04 -8.67 7.60 4.18 1.81 1.36 -14.65 13.69 

S&P/TSX Comp Total Return Index ($CAD)  -7.47 -20.90 16.97 10.79 3.04 2.46 -37.14 39.65 

S&P 500 Total Return Index ($USD)  -3.08 -19.60 20.54 12.82 4.76 1.99 -33.79 39.31 

iShares Core Can Universe Bond ETF ($CAD)  3.92 1.42 2.46 1.60 0.30 0.54 -2.24 5.28 

iShares 20+ Year Treasury Bond ETF ($USD)  21.87 22.15 -0.23 1.22 -1.76 0.34 14.23 -0.85 
Source: Morningstar, FactSet, Fund Manager/Website 
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(beta) risk. Historically, this sector has experienced very low 
volatility, and is not sensitive to many of the factors that 
contribute to equity or market-related volatility. 

Private Investments 

While much of this discussion so far has pertained to hedge 
fund strategies invested in publicly-traded securities, the 
conversation about liquidity risk as it relates to funds that 
invest in private securities was at the forefront during Q2. 
Despite many of these funds (private mortgage funds, private 
debt, private real estate) generating positive returns for Q1 
with little to no volatility and regular income distributions paid 
out to investors as normal, the extreme sell-off in 
February/March ended up triggering a higher-than-usual 
number of investors/advisors to place redemption orders. 
Whether this was largely to raise cash amidst extreme 
volatility and/or for rebalancing purposes to take advantage of 
perceived buying opportunities that became available in public 
markets, several of these funds were struggling to facilitate the 
increase in redemption requests. Since these products invest 
substantially all of their assets in securities that do not trade in 
any secondary market, and therefore cannot be sold for cash 
before they mature, liquidity risk is one of the primary factors 
to be considered. While, many of these funds can offer strong 
returns and low volatility, it’s important to be mindful that this 
comes with the risk of lower liquidity and, as a result, the 
investor must take a long term view on (and have the 
appropriate allocation to) these types of assets to fully realize 
their benefits. 

Conclusion 

Overall, we are pleased to see that a well-diversified basket of 
alternative investments helped to preserve capital in Q1 and 
offer a smoother investment experience for investors, but that 
it still demonstrated strong upside capture during this 
dramatic Q2 recovery. The takeaway is that alternative 
investments can serve to provide a less volatile ride for 
investors during times of sudden market declines. As with 
every investment, alternative investments have risk/reward 
profiles that vary across different investment managers, 
strategies, and asset classes. Your financial/investment advisor 
will be able to help you determine which fund(s) are best 
suited to achieve your financial objectives. 

Emma Querengesser 
Alternative Investments Specialist 

Structured Notes: Auto-Callable and 
Auto-Callable Income Notes 

Over the last few months, the pandemic has resulted in a 
substantial increase in market volatility. This, in turn, has 
produced very attractive pricing for certain types of structured 
notes. Although we’re seeing less issuance of principal 
protected notes/market-linked GICs (mainly because the 
combination of lower interest rates and higher volatility 
generally produce less attractive terms), we’re seeing a lot 
more issuance of note structures that benefit from higher 
volatility, namely auto-callable and auto-callable income 
notes.  

Both the auto-callable note and auto-callable income note can 
be very helpful in meeting an investor’s need for growth or 
income.  And, as the search for income becomes more 
challenging in this low interest rate environment, the auto-
callable income note, in particular, has become very topical.  

This particular product type is designed to provide an income 
stream payable monthly, quarterly, semi-annually or annually, 
so long as the underlying reference asset is trading within a 
pre-determined range on a stated observation date. A key 
feature of this note is that it has a callable feature whereby the 
note can be redeemed by the issuer if at each observation 
(which typically coincides with the income payment), the 
underlying reference asset is at or above a pre-determined 
level. The auto-callable income note can be customized to 
reach a desired level of capital protection, but most often 
comes with a barrier form of partial principal protection, which 
is to say investor capital remains protected so long as the 
underlying reference asset is trading within a pre-determined 
range at maturity. 

As with every investment, structured notes have risk/reward 
profiles that vary from structure to structure. Your 
financial/investment advisor will be able to help you 
determine which note structure is best suited to achieve your 
financial goals. 

Chris Cafley, MBA 
SVP, Head of Investment Products and Trading 
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Important Investor Disclosures 

 

 

Complete disclosures for companies covered by Raymond James can be viewed at: Disclosures 
https://raymondjames.bluematrix.com/sellside/Disclosures.action 

This newsletter is prepared by the Private Client Services team (PCS) of Raymond James Ltd. (RJL) for distribution to RJL’s retail clients. It is not a 
product of the Research Department of RJL. 

All opinions and recommendations reflect the judgement of the author at this date and are subject to change. The author’s recommendations may 
be based on technical analysis and may or may not take into account information contained in fundamental research reports published by RJL or 
its affiliates. Information is from sources believed to be reliable but accuracy cannot be guaranteed. It is for informational purposes only. It is not 
meant to provide legal or tax advice; as each situation is different, individuals should seek advice based on their circumstances. Nor is it an offer to 
sell or the solicitation of an offer to buy any securities. It is intended for distribution only in those jurisdictions where RJL is registered. RJL, its 
officers, directors, agents, employees and families may from time to time hold long or short positions in the securities mentioned herein and may 
engage in transactions contrary to the conclusions in this newsletter. RJL may perform investment banking or other services for, or solicit investment 
banking business from, any company mentioned in this newsletter. Securities offered through Raymond James Ltd., Member-Canadian Investor 
Protection Fund. Financial planning and insurance offered through Raymond James Financial Planning Ltd., not a Member-Canadian Investor 
Protection Fund.  

Commissions, trailing commissions, management fees and expenses all may be associated with mutual funds. Please read the prospectus before 
investing. Mutual funds are not guaranteed, their values change frequently and past performance may not be repeated.  The results presented 
should not and cannot be viewed as an indicator of future performance. Individual results will vary and transaction costs relating to investing in 
these stocks will affect overall performance.  

Some of the securities mentioned in this report may entail higher risk. Clients should contact their Financial Advisor to determine if the securities 
are compatible with their risk tolerance and investment objectives. 

Information regarding High, Medium, and Low risk securities is available from your Financial Advisor. 

RJL is a member of Canadian Investor Protection Fund. ©2020 Raymond James Ltd. 
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