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Chaos in Washington relatively ignored 

The replacement of the Affordable Care Act (Obamacare) would have funded sig-

nificant tax cuts in the U.S. and underpinned both economic growth and investors’ 

enthusiasm. But it soon became apparent that the new President was going to 

butt heads with an uncooperative Congress, even though the GOP has a majority. 

Six months after his inauguration, Washington is in gridlock. This stagnation has 

not, however, rattled the markets, at least for now. The S&P 500 climbed 2.5% 

over the quarter. 

Beginning in mid-April, equity market volatility, which was already low, fell even 

further. Aside from a few very brief jumps, it laid very low throughout the quarter. 

On several occasions the VIX index slipped under 10%, where it stands as of this 

writing. This phenomenon, rarely seen over the last 30 years, has mainly been due 

to the substantial downward pressure exerted by the array of volatility option 

short sellers who have emerged since the 2008 crisis. But they run the risk of a 

rude awakening when the VIX eventually changes course, and if history tells us 

anything, it is that this is inevitable.  

At least global economic growth, the main cause of the stock market rally, has 

stayed on course. These improved economic conditions have led investors to ig-

nore a geopolitical environment that gives much cause for concern, including the 

hostile attitude of the President of North Korea, the investigations begun by the 

U.S. Senate and the FBI into possible collusion between President Trump’s cam-

paign team and certain Russian leaders, and the civil war in Syria. On the other 

hand, the election in May of Emmanuel Macron as President of France has had a 

substantial impact on markets by allaying fears over the sustainability of the Euro-

pean economic block, which is excellent news. 

Confidence at the central banks  

Financial markets were reassured by the confidence expressed by central banks 

during the quarter. With the exception of the Bank of 

Japan, they all indicated a willingness to end the era of 

extremely accommodative monetary policies. If they 

believe that the time has come to tighten monetary 

policy, one can only conclude that this is because their 

economies are performing much better. The Federal 

Reserve raised the Federal Funds target rate again in 

June, and will soon begin trimming its balance sheet 

by scaling back the portfolio of assets acquired under 

the framework used since 2008. Closer to home, the Bank of Canada raised its key 

interest rate on July 12, a move that few could have predicted just a few months 

ago. The market now expects two 25-basis-point increases between now and the 
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...Bank of Canada raised its key interest 

rate on July 12, a move that few could 

have predicted just a few months ago. The 

market now expects two 25-basis-point 

increases between now and the end of the 

year, with the first arriving sooner rather 

than later.  

ANNUALIZED RETURNS,  NET OF  ALL FEES,  as of Jun.  30,  2017

Last quar ter 1.4% 1.5% 1.5% 2.3% 2.0% -2.7% -0.9%

Last 12 months 10.8% 11.2% 8.5% 8.7% 13.3% -7.3% -2.4%

Since inception 8.8% 8.2% 6.4% 5.7% 7.2% -3.1% -0.5%
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end of the year, with the first arriving sooner rather 

than later. In Europe, the ECB (European Central 

Bank) continues to wind down its quantitative eas-

ing program.   

Lower energy and commodity prices    

The quarter posed challenges for the oil sector. The 

price of a barrel of U.S. light crude (WTI, or West 

Texas Intermediate) dropped 9% to US$46.04 as at 

June 30. The energy sub-index of the S&P/TSX, 

which tracks 45 companies listed on the Toronto 

Stock Exchange, fell almost proportionally: by 9.1%. 

The agreement reached on an output ceiling by the 

member countries of the Organization of Petrole-

um Exporting Countries (OPEC) was to stand for six 

months, but in May the agreement was extended 

for another nine months. However, it would appear 

that market participants were hoping for an addi-

tional reduction that never materialized. At the 

same time, there was a significant increase in new 

oil wells coming on line in the U.S., stimulated by 

the sharp drop in production costs (for both shale 

oil and shale gas) over the 

last five years. The impact 

was felt throughout the 

Canadian equities market, 

such that the S&P/TSX com-

posite index dropped 2.4% 

during the quarter. The 

Commodity Research Bu-

reau (CRB) commodity index contracted 6% over 

the last three months. 

Absence of inflationary pressures 

In addition to weak commodity prices, the quarter 

featured anemic wage growth in the U.S. despite a 

strong job market. As a result there were no infla-

tionary pressures, and this affected the long-term 

bond market. Given tightening monetary policies 

and accelerating growth in the global economy, 

rates should have risen across the yield curve. But 

without inflation, the long-term horizon of the 

curve refused to move. Investors therefore prefer to 

wait for evidence of inflation before reducing their 

positions in long-term bonds. 

Economic growth well underway in Canada 

The Canadian economy finally appears to be on the 

right track. Following strong performance in the 

first quarter, job creation levels that far exceeded 

expectations and a strong real estate market sug-

gest that economic conditions will continue to im-

prove. The Bank of Canada (BoC) appears to think 

so, raising its key interest rate on July 12 in a move 

that no-one could have predicted just one month 

earlier. This decision has undoubtedly made the 

outlook for the Canadian bond market somewhat 

more complicated, since market participants had 

not expected any hikes in short-term rates this year. 

Did the BoC jump the gun this time? Given the 

uncertainty, to say the least, surrounding the future 

direction of oil prices, do we need to point out that 

the oil sector represents a major component of the 

Canadian economy?  

AMETHYST ARBITRAGE FUND 

EVENT DRIVEN ARBITRAGE 

A time for caution and patience  

Given the relatively few opportunities to have pre-

sented themselves over the last quarter, we opted 

for caution and patience, only deploying capital 

when the opportunities were truly worthwhile.  

M&A activity in the U.S. continued to slow in the 

second quarter. As a result, the supply of capital 

outstripped demand. This surplus encouraged 

some of our competitors to invest in transactions 

whose expected return was, in our judgment, too 

low for the risk incurred. 

As at June 30, the Fund nevertheless had exposure 

to 43 M&A arbitrage positions, two thirds of which 

were in the U.S. None of them faced problems that 

jeopardized the transaction closing. The Fund also 

had positions in seven bond and five preferred 

share repurchases. 

On June 29, the Rite Aid saga took another surpris-

ing turn when the Federal Trade Commission (FTC) 

refused to authorize its acquisition by Walgreens. 

Walgreens’ offer is now limited to buying only part 

of the assets. We therefore reduced our position, 

and now we are just waiting for a window of op-

portunity to close it entirely. The negative impact to 

Given tightening monetary policies and 

accelerating growth in the global econo-

my, rates should have risen across the 

yield curve. But without inflation, the 

long-term horizon of the curve refused 

to move.  
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the fund was approximately 20 basis points for the 

month of June. This transaction, initially announced 

in October 2015, should have been for  approxi-

mately $17 billion. Now it stands to be only 

$5 billion if the FTC approves the revised offer.     

CONVERTIBLE SECURITIES 

We will take advantage of the buyer’s market 

We continued to prune positions with higher credit 

risk and a lower delta during the second quarter. 

We believe that a buyers’ market may emerge by 

the end of the summer, and this would be the time 

to add new positions in convertible debt featuring 

optimal delta and gamma. 

The market was relatively calm over the last quar-

ter, with no new negative credit events among the 

issuers held in the portfolio. Liquidity was not a 

problem, despite the fact that the volume of trans-

actions was not very high. For now, the momentum 

seems to favour sellers. 

We managed to capture part of the volatility in the 

securities of certain issuers, in particular Element 

Financial and Yellow Pages. There was a rumour 

that Element Financial was being targeted by an 

activist investor, and this provoked considerable 

volatility in the company’s securities. Even though 

this speculation proved to be unfounded, the secu-

rities never returned to their pre-rumour levels. We 

significantly reduced our positions in Element Fi-

nancial, given the issuer’s deteriorating credit and 

the virtual absence of delta, being the sensitivity of 

the convertible security’s value to a change in the 

price of the underlying stock. 

FIXED INCOME 

Toward a flatter curve 

The steepening of the yield curve came to an end 

in March in response to lower interest rates. Our 

positions favouring widening yield spreads along 

the curve, implemented at the end of 2016, were 

liquidated in May so that we could adopt positions 

that would profit from a flattening yield curve.  

The quarter therefore got off to a poor start in 

terms of performance, but the change of strategy 

yielded results in June. The segment’s final contri-

bution to Amethyste’s second quarter of 2017 was 

positive but relatively modest. 

Narrower credit spreads along with low volatility 

have tempered return outlooks in the medium 

term. However, the capture of carry and a capital 

gain from the narrowing of these spreads generat-

ed a positive return. Furthermore, a slight 

long credit bias on agency and provincial securities 

added some basis points to the results. 

The average use of the risk envelope in terms of 

DV01 was 60% during the quarter, compared to 

75% in the previous quarter. As at June 30 it was 

only 55%, reflecting increasingly narrow credit 

spreads and lower returns on capital (ROC), which 

provide added incentive for caution. More general-

ly, the last time we have seen municipal spreads 

this narrow was in 2014, and for provincial spreads 

we need to go back to 2015. This situation offers 

considerably less value than it did 12 to 18 months 

ago and does not favour capital deployment in this 

type of strategy. Furthermore, there is nothing to 

suggest that the time has come to implement re-

verse positions, i.e. net short positions, on credit 

spreads.       

EMERALD GLOBAL-MACRO FUND 

Buffeted by falling oil prices 

The negative balance of the Fund’s return for the 

quarter was mainly due to its positioning in the 

energy sector. Falling oil prices in June led us to 

close our positions in oil and the commodities bas-

ket (the Bloomberg Commodities Index). The drop 

in production costs in the U.S. far exceeded our 

expectations and inventories remain high: two im-

portant factors behind the drop in crude oil prices. 

Technically, WTI could now drop to US$35–40. 

Despite positive contributions by our positions in 

U.S. equities and on the U.S. interest rate yield 

curve, the directional positions on bonds, curren-

cies and commodities took their toll.  

A possible jump in risk premiums, which would 

lead to higher bond yields, cannot be ruled out. But 

given the absence of inflationary pressures, this 

should occur later rather than sooner. For now, 

lower bond yields appear to be the more likely 

scenario. We deployed long positions in long-term 

bonds and positioned the portfolio for a flattening 

of the yield curve at the end of the quarter.  

Contrary to expectations at the beginning of the 

year, all commodities are experiencing a difficult 

A possible jump in risk premiums, which 

would lead to higher bond yields, cannot 

be ruled out. But given the absence of 

inflationary pressures, this should occur 

later rather than sooner.  

Narrower credit spreads along with low 

volatility have tempered return outlooks 

in the medium term.  
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As long as we do not see a significant increase in 

wages, which would eat into profit margins, corpo-

rate profits should continue to grow and inflation 

will be contained. In this context, we expect that 

global equity markets will continue to climb and 

long-term interest rates will fluctuate in response to 

the inflationary pressures revealed by releases of 

economic indicators.   

No crisis, please! 

Even though markets are paying little attention to 

the chaos in Washington, it is difficult to ignore the 

imponderable “Trump factor.” The White House 

may well remain an enigma to investors looking for 

clear guidelines. For now we have been spared the 

social, economic or geopolitical crisis, which will 

eventually test the President’s ability to govern and 

which could well shake up financial markets. Let us 

hope that the problem can be avoided for as long 

as possible.      

    

period. Shale oil activities in the U.S. are disrupting 

the global balance that OPEC attempted to estab-

lish last fall when it set production limits, and this 

has placed considerable pressure on crude oil pric-

es. As long as inventories continue to grow, prices 

may continue to fall. 

As for the other commodities, prices should nor-

mally be supported by the usual boom at the end 

of the cycle, but we are not there, at least not yet. 

Faced with this inescapable fact, we have adopted a 

“neutral to slightly short” approach to the entire 

commodities sector. 

The low risk of a recession occurring in the next 12 

months, combined with sustained corporate profit 

growth and good manufacturing output indicators 

around the world, suggest that equity markets will 

continue to expand over the next quarter. We 

should nevertheless be on guard for a 5% to 10% 

technical correction, which could arrive at any time.  

OUTLOOK 

In sum, the economic backdrop for the next six to 

twelve months remains quite positive. The growth 

prospects for the U.S. and European economies, 

much like the Canadian economy, continue to be 

attractive.  

South of the border, the process of normalizing 

interest rates is expected to proceed gradually. 

Only one more rate hike is expected between now 

and the end of the year. The Bank of Canada is 

expected to adopt a similar strategy. With the ex-

ception of the Bank of Japan, the other central 

banks will most likely opt for a gradual and orderly 

exit from their expansionary policies.  


