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A multitude of risk factors have unsettled the markets during the first six 

months of the year. Britain’s decision to exit the European Union (51.9% vs 

48.1%) has sent shock waves through financial markets and rattled investors 

who underestimated its risk. It is the most recent and blatant example of the 

growing global trend towards protectionism. It will have tremendous repercus-

sions on the geopolitical landscape including this fall’s US election. Despite ran-

dom acts of terrorism that dampen investors’ spirit, markets are nonetheless 

buoyant, supported by excessively accommodative monetary policies from de-

veloped countries. Negative interest rate policies were in fact adopted in Europe 

as well as in Japan. In emerging markets, the Central Bank of China continued to 

intervene to devalue its currency, providing much-needed economic support 

from its foreign trade balance. 

US non-farm payrolls disappointed in May, with an anemic 38 000 jobs 

created, well below consensus, with downward revisions to the two 

previous months (-59 000 for March and April combined). Corporate 

profits also disappointed investors. Despite this soft patch, leading eco-

nomic indicators point towards a recovery during the second half of the 

year. The Federal Reserve will continue maneuvering in a data-

dependent environment at home, amidst an uncertain global backdrop. 

In Canada, the federal budget was expansionary, to say the least, focus-

ing on infrastructure projects, with investments totaling 120 billion dol-

lars over the next 10 years. In Alberta, devastating forest fires in Fort McMurray 

will have a negative impact on the province’s 2016 GDP, but the national eco-

nomic repercussions will be minimal1. 

With positive leading economic indicators, the US economy will continue to 

grow at a moderate pace, with a negative quarter a possibility. Anything over 

and above moderate growth will have to emanate from one or more of the fol-

lowing contributors: a reduction in the savings rate, a rise in wages, growth in 

capital spending and expansionary fiscal policies (infrastructure projects for ex-

ample). Corporate earnings for the second quarter of 2016 will probably be neg-

ative (year-over-year) for a fifth consecutive quarter. However, the 12-month 

forward estimates point to a return of their growth2. 

The Federal Reserve will want to raise interest rates before the end of the year if 

global risk factors subside. With higher relative interest rates and minimal risk of 

a recession, the United States remain the safest choice for investors. Japan will 

pursue its accommodative monetary policy and Europe will have no choice but 

to follow. Anticipated and actual consequences of “Brexit” (including  the effects 

from the possibility of  contagion) will result in persistent market volatility.  
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1 Conference Board of Canada 

2 Factset 
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AMETHYST ARBITRAGE FUND 

Despite sub-optimal conditions, the Fund’s three 

drivers of performance delivered strong results in 

the second quarter, with a 6.1% return (onshore 

version).  

Event Driven Arbitrage  

We witnessed a recovery of M&A activity in Cana-

da with 23 announced deals during the quarter, 

while US activity reverted back to a more normal-

ized level. The majority of the Canadian transac-

tions were concentrated within gold stocks and 

energy assets (as opposed to energy stocks, and 

which therefore are not included in the previous 

figure). In many cases, in order to finance asset 

purchases in the energy sector, the acquirer is-

sued subscription receipts. The arbitrage of such 

receipts against the common stock usually offers 

a better risk adjusted return than the arbitrage of 

a merger involving a stock exchange. 

Only one transaction failed during the quarter, 

but it was more than made up by a 20% increase 

over the original offer from Nevsun for Reservoir 

Mineral. However, we do have a few transactions 

in the portfolio with closure delays from the origi-

nal schedule. These delays are primarily caused by 

the Chinese regulatory authorities. 

Historically, the Ministry of Com-

merce (“MOFCOM”) defers approval 

of deals that impact the playing field 

in China. In addition, the State Ad-

ministration of Foreign Exchange 

(“SAFE”) adds weeks to the 

timeframe. In our opinion, this was 

due to concerns over the outcome 

of the referendum in Great-Britain. Given the out-

come, currency outflows will certainly be author-

ized in dribs and drabs until markets have stabi-

lized. 

We continue to  optimise our positions by analyz-

ing all available securities issued by a target com-

pany. We will often purchase and sell short three 

or four different securities of the companies in 

play, with weights varying according to their re-

spective risk and pricing profile. This strategy al-

lows us to improve our risk/return profile  

(“Sharpe ratio”) and increases our capacity to 

manage more capital. For some time we have 

been utilizing all of our available capital and must 

optimize its usage, reducing weightings by a few 

percentage points from strategies or situations to 

reallocate to others with superior potential.  

Convertible Securities Arbitrage  

The lack of negative credit events, improvement in 

valuations and crystallized volatility all contributed 

to the Fund’s performance since the start of the 

year. While 2012 and 2013 saw their share of 

problematic issuers, nearly half of our portfolio 

holdings saw their valuations improve, while the 

rest remained stable. With the beginning of a 

commodity price recovery, there has been a net 

increase in perceived and measured credit quality 

across our investments. Credit premiums were 

volatile, but this allowed us to capture profits as-

sociated with the price movements of underlying 

securities through our dynamic delta rebalancing. 

We have seized the opportunity of this general 

ebullience to reduce or eliminate certain positions 

where we determined credit quality to be deterio-

rating while the market’s valuations weren’t. Some 

were pre-established market puts which were tak-

en off the books at a profit. Other 

positions’ reductions were merely 

redeemed or matured. 

The negative sentiment prevalent in 

the Energy sector allowed us to par-

ticipate in two new Canadian issues 

at an attractive price. Two others, 

from the US Health Care sector, were 

also added to the portfolio. They 

offer many benefits: liquidity, geographic and sec-

tor diversification, and broader availability of equi-

ty options on the underlying. We will continue to 

dip our toes in US pure convertible opportunities 

as we continue to evaluate the depth of its poten-

tial. 

We added one warrant position from a new issue 

in the Materials sector. Warrants bear the ad-

vantage of capturing volatility and acting as effec-

tive systematic puts without the capital outlay of a 

bond. We have gradually increased the number of 

Despite sub-optimal 

conditions, the Fund’s 

three drivers of perfor-

mance delivered 

strong results in the 

second quarter, with a 

6.1% return (onshore 

version) 
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warrants in the portfolio, and this has proven ben-

eficial. 

Overall we retain a cautious stance and remain 

well hedged, reviewing credit exposure on a con-

stant basis. Should sentiment turn and valuations 

decline, we wish to be in a position of strength 

where we can benefit as our mandate dictates. 

Summer tends to be a quiet time, so we anticipate 

more culling and rebalancing than additions to 

the portfolio.  

 

Fixed Income Arbitrage  

The second quarter was more or less a mirror im-

age of the first with regards to credit spreads: 

volatility was the dominant theme, amplified by 

the Canadian dollar and foreign investment flow 

gyrations. Since the beginning of the year, provin-

cial spreads saw moves of greater than one stand-

ard deviation on half the days markets were open, 

a volatility we haven’t seen since 2008/2009.  

The performance of the fixed income segment of 

the Fund was slightly better than in the first quar-

ter. Spreads’ compression largely contributed, in 

addition to the significant reduction in the use of 

the risk budget between the end of March and the 

beginning of April. We did in fact liquidate our 

provincial spread trades in the 10 years + segment 

at an opportune time, realizing the gains from the 

peak last February. It allowed us to substantially 

reduce the Dollar Value of one basis point of cred-

it (“DV01”). Based on our statistical models, we 

also tactically took advantage of volatile moves in 

agency and provincial spreads. 

Our curve flattening position, in Canada and in 

the US, was profitable, with the outperformance of 

the 10 years + segment. Our hedges, notably with 

gold and volatility, were also excellent contribu-

tors to performance. 

Invested capital was reduced during the quarter, 

from 100% to 75% of the risk budget, while wait-

ing for better conditions. Agency and provincial 

spreads still look attractive, but less so than dur-

ing the first quarter. We are still positioned for a 

flattening of the curve on both sides of the bor-

der, and we continue to hedge through a long 

position on gold and silver, and a short position 

on the Canadian dollar against the US dollar. We 

also remain long volatility.  

 

EMERALD GLOBAL-MACRO FUND 

The Emerald Fund’s second-quarter performance 

was slightly negative (-1.1%, institutional class), 

stemming from the volatility surrounding Great-

Britain’s vote in favor of exiting the European Un-

ion (“Brexit”). Despite positive contributions from 

commodities (grains, metals and energy), bonds 

(rates and spreads), volatility and money markets, 

our equity positions in Europe and Japan, as well 

as our currency trades (GBP) more than neutral-

ized our gains. With unclear views and volatile 

markets, invested capital was limited (25% of risk 

budget). 

We were predominantly long on the equity mar-

ket during the quarter, but marred by volatility. 

The three performance 

drivers of the Amethyst 

Arbitrage Fund have been 

firing in tandem for the 

past six months, delivering 

excellent results.  

We have decided to mod-

estly increase the arbitrage 

of related pairs. . We have 

always been reasonably 

active in this type of arbi-

trage between different 

classes of the same issuer 

(BBD.A against BBD.B for 

example) or between the 

parent company and sub-

sidiary (ies) (CCO against 

CCA), with a modest 2% of 

invested capital.  

Our historical results en-

courage us to raise that 

allocation to 5% initially, 

with the objective of rais-

ing it further if results re-

main consistent. 

Volatility: Provincial 30 Yr. Spreads (Ont ‘45) 
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the key, especially in equity markets. Global eco-

nomic growth will be relatively weak, and there is a 

limit to what central banks can accomplish. Quan-

titative easing (“QE”) is not the magic solution and 

negative interest rates are harmful in the long run. 

Sooner or later, the solution will have to come 

from governments through expansionary fiscal 

policies. 

With the fall US election, there is no chance that 

this solution will be initiated before 2017. We ex-

pect growth in 2016 to look a lot like 2015. Despite 

a low probability of a recession in the United 

States, valuations will be subject to 

variations due to limited capital ex-

penditures, timid top-line growth, 

and accumulated debt created to 

sustain market prices through share 

repurchases and dividends. 

We will maintain a strategic long bias, 

albeit modest, to the equity market, 

considering volatility. Bonds appear 

expensive at the moment when com-

pared to equities, but we do not ex-

pect a major increase in long-term rates (10 years). 

Bonds will stay in a narrow trading range. We have 

negative views on the Japanese yen against the 

euro and the dollar, and a positive view on the US 

dollar against its basket (“DXY”). We keep our 

long-term long bias on precious metals (gold, sil-

ver) and copper.  

Historically, the approach of global macro strategy 

was to extrapolate expectations for global market 

(Europe and Asia), based on our US analysis. This 

was not constructive during the quarter, and the 

approach has been revised since.  

We were long the bond market, anticipating new 

lows on US rates. Even at 1.50%, they represent, 

by default, an inexpensive option. European and 

Japanese central banks are pushing the search for 

yield towards the United States. We also benefited 

from US corporate spread compressions, through 

purchases of investment grade, as 

well as junk bonds. Canadian 

agencies have been attractively 

priced for the past 12 months, and 

with the pullback created by the 

“Brexit” panic, we initiated posi-

tions in the 5 and 10 year seg-

ments. 

A British pound correction was in 

the cards if “Brexit” passed. Unfor-

tunately, with the death of a British 

deputy one week prior to the vote, we flipped our 

position from short to long, leaning towards a No 

vote. On the crude side, we were well positioned 

for a recovery following January’s trough. Gold 

continues to act as an interesting alternative to 

the excessively accommodative central banks’ 

policies, including negative rates. 

We anticipate further volatility for most asset clas-

ses for the months to come. Cautiousness will be 

Global economic growth 

will be relatively weak, 

and there is a limit to 

what central banks can 

accomplish… 

Sooner or later, the solu-

tion will have to come 

from governments 

through expansionary 

fiscal policies.  

Divergence of Equity Markets (US Europe & Asia)  


