
Dear investor, 

On June 1, the Bank of Canada raised its bellwether 
rate by a quarter point. This increase, the first 
since 2007, marks the beginning of a progressive 
withdrawal of monetary stimulus measures imple-
mented during the last recession. Other interest 
rate hikes are no doubt already in the cards, as the 
economic recovery continues to take hold. This is 
in keeping with the Bank of Canada’s objective: to 
regulate economic activity and inflation levels.

As such, this is an ideal time to discuss the potential 
impact of interest rate increases in your Meritage 
Portfolio®.

Equities: markets still attractive  

Usually, rate increases lead to a slowdown in 
economic activity and give rise to concerns about 
stock markets. However, given the current climate, 
the rate increase is no less than a reflection of 
improving economic circumstances, which should 
increase corporate earnings and allow stocks to 
continue to climb. With a bank rate that is close 
to zero, increases will probably be gradual in the 

short term, so as not to jeopardize the recovery 
and ensure its sustainability, which will allow 
stock markets to remain attractive.

Fixed-income securities: smaller impact 
than expected

In general, interest rate hikes have an adverse 
impact on bonds. The decline in value of this asset 
class is attributable to the fact that investors 
prefer new bond issues with higher interest rates. 
If an investor has a bond that yields 3% and 
interest rates go up to 4%, the bond automatically 
becomes less attractive than those issued after 
rates went up. However, there is no need to 
abandon bonds. It is important to remember that 
bonds are a fundamental part of a well-diversified 
portfolio. Also the Portfolio Managers can imple-
ment strategies to mitigate the effects of a 
rate increase in this asset class. Among these 
strategies is opting for short-term bonds (five years 
or less to maturity), which are less sensitive to 
interest rate fluctuations than long-term issues. 
Portfolio Managers will also turn toward corporate 
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bonds, which can gain ground during an economic 
recovery as the financial situation of their issuing 
companies improves.

In conclusion, the disciplined approach implemented 
by our team allows the various Meritage Portfolios®

to take advantage of opportunities at every stage 
of the economic cycle. In this context in which it 
is difficult to predict how various asset classes 
will behave at any given time, diversifying your 
portfolio remains the best approach to take. Many 
studies show that the variability of returns of a 
portfolio is determined by the allocation of its 
assets more than 90% of the time.1

Thank you for your trust. 
The Meritage Portfolios® Team

1. Source: Gary Brinson, Randolph Hood and Gilbert Beebower. “Determinants of Portfolio Performance“, Financial Analyst Journal, 
July-August 1986.



FIXED-INCOME INVESTMENTS

Highlights1

 Private bonds outshine federal bonds  
Since the beginning of 2010, the DEX long corporate “A” index has outperformed the long Canada index by 280 basis points. Private bonds also added a 
substantial amount of value for short terms.

 The Fed’s position     
The Fed reacted to improving economic and financial conditions worldwide by putting an end to the special credit facilities and its vast asset buyback program 
implemented during the crisis. The excess reserves of deposit-taking institutions reached $1,100 billion in March, 700 times the $1.6 billion deemed necessary 
three years ago. 

Portfolio Advisers’ Comments

Beutel Goodman Income 
Weak resumption and downward trend of credit spread

 The Fund is structured to take advantage of a flattening of the yield curve. It is currently overweight corporate bonds (especially in the long-end of the curve) 
versus the DEX Overall Bond Index. The Portfolio Adviser believes that credit spreads will likely continue to tighten. Beutel Goodman’s corporate bond exposure 
is limited to the pipelines, utilities and infrastructure sectors as well as some Canadian banks. 

 Although we are experiencing a reasonable economic rebound based largely on infrastructure and stimulus spending as well as large deficit financing, the 
Portfolio Adviser expects the economy to remain relatively weak with below trend line GDP growth. 

TD Canadian Bond  
Impact of the increase of the interest rates on bonds

 The Portfolio Adviser continues to selectively evaluate and purchase new issues of corporate bonds that meet TD Asset Management’s credit standards. As 
economic data have continued to improve, the Portfolio Adviser sees the current historically low interest rates rising at some point.  

 The Portfolio Adviser believes typical bond investors expect steady and stable returns and are concerned about the impact on returns from rising rates. 
Therefore, the Portfolio Adviser is taking steps to mitigate these risks. As a result, duration is currently lower than the benchmark though the Fund’s yield 
remains higher than its benchmark at 3.6%.
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THE CANADIAN MARKET

Highlights1

 A mixed second quarter for Canadian stocks 
After starting off the 2nd quarter on a positive note in April (1.7%), the S&P/TSX Composite Index lost 3.5% in May, bringing it down to a 1.2% performance so 
far this year. All sectors ended May in the red, except for Consumer Discretionary and Telecommunications.  

 Sustained increase in the Consumer Discretionary sector 
Consumer Discretionary has been one of the top-performing sectors of the S&P/TSX Index since the start of the year, with consumer spending sparked by a 
sound job market. This parallels Canadian retail sales, which have been performing well since 2009.   

Portfolio Advisers’ Comments

Beutel Goodman Canadian Equity 
Choice of companies based on the fundamental factors

 Given the positive backdrop, the Fund continued to remain fully invested, directing cash to higher confidence holdings across several areas of the porfolio. 
These included Ensign Energy Services, Finning, Canadian Tire, Cameco and Magna. 

 From a valuation perspective, some resource cyclicals still carry a speculative premium, effectively discounting too strong a recovery. The Portfolio Adviser 
continues to be very selective in these areas, focusing on companies with the balance sheet strength and cash flow necessary to withstand softness in 
commodities, as supplies generally remain high relative to demand. Valuation is less an issue in the non-resource cyclicals, many of which lagged the market 
last year. 

CI Signature Dividend
Performance of the diverse asset classes

 For the first quarter of 2010, the Portfolio Adviser had taken a more defensive positioning in our Canadian equity portfolio. This resulted in positive returns on 
an absolute basis.  

 High-yield equities such as REITs (Real Estate Investment Trust), infrastructure and income trusts performed in line with broader equity markets. On the high-
yield side, the Portfolio Adviser added to the overweight position in energy due to their positive outlook and for the sector’s defensive characteristics in a rising 
interest rate environment. 
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GLOBAL PERSPECTIVE

Highlights1

 The role of earnings  
As earnings have surged in the past two quarters and outlooks are generally positive, investors who have hung on to their stocks have been rewarded.    

 Goldman: A test for the market  
After the problems stemming from the crisis in Greece, allegations of fraud against investment firm Goldman Sachs are now rocking the banking system. 
However, the accusations against the company have yet to impact the TED spread used as an indicator of fears concerning interbank liquidity. The difference 
between the 3-month LIBOR rate and U.S. 3-month T-bills has scarcely moved and remains well below the level that triggered the recession in late 2007.          

Portfolio Advisers’ Comments

AGF International Stock Class
Improvement of the profits of companies and impact on share prices

 The Portfolio Adviser continues to be optimistic that central banks’ liquidity efforts have provided a positive environment for global markets to continue their 
recovery. He believes that as the recovery in global economies takes hold, corporate profits will be positively influenced by a modestly improving revenue line.  

 He believes that equity valuations are not stretched and although they are not likely to see any significant expansion in valuation multiples going forward, they 
do not believe that they will contract in any meaningful way. He believes the upside in equities exists largely from improving earnings.  

CI American Small Companies
Effect of the increase of interest rates on valuations 

 A downward shift in the yield curve has lowered the discount rate applied to all financial assets. One can debate it is the short-term or the long-term rate that 
most affects equity valuations. Either way, it is clear that such a shift has a powerful effect on valuation and favours the asset with the longest duration and 
highest risk and has thus fuelled a significant rally in which the lower-quality companies were rewarded with outsized gains.

 Moving forward, in a rising rate environment with compressing valuations, the manager believes his focus on strong businesses generating a high degree of 
reliable cash flow run by management teams with strong records for allocating capital to enhance shareholder value will be critical to success. 
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Outlook

FIXED-INCOME INVESTMENTS

 While keeping rates low is intended to bolster employment 
and production and although nothing indicates that the current 
monetary policy is indirectly threatening worldwide financial 
stability, the Fed will probably end up raising rates.  

 During its June meeting, the Bank of Canada increased its 
overnight rate at 0.50% and increased its growth and inflation 
projections for 2010.  

 Not surprisingly, the Canadian rate curve had already anticipated 
this future rate hike. It is also probable that the curve will flatten 
and that higher rates are in the cards in the very long-term. 

THE CANADIAN MARKET
 Projected earnings in Canada are not as impressive as south of 

the border. The cumulative revision for the S&P/TSX Index over 
the past months of February, March and April was down 1%.  

 Supported by a stronger job market, the Consumer Discretionary 
sector should continue to perform well in 2010.  

 GLOBAL PERSPECTIVE 
 The global leading economic indicator continues to gain momen-

tum, confirming recovery worldwide. This indicates that worldwide 
production should see robust growth in the coming quarters.    

 Fraud accusations against Goldman Sachs spooked markets amid 
concerns that other financial institutions would be next. In this 
context, activity in the financial sector bears watching in the 
short term.  

 As the economy has launched headlong into a growth phase, sales 
and earnings should continue to improve. As a result, earnings 
projections for the U.S. have been raised substantially. 

 THE ECONOMY
 Since Australia and Canada are the only developed nations to have 

raised their key rate and given that interest rates remain historically 
low worldwide, strong growth should continue internationally in 
 the coming quarters. 

 Factories will probably have no choice but to ramp up production, 
in order to support U.S. sales as they pick up steam, as part of a 
worldwide cycle to replenish company inventories.   

 At home, the Bank of Canada’s survey of corporate growth 
perspectives published in mid-April clearly demonstrated that 
Canadian companies are increasingly confident. They should 
therefore increase production, investment and hiring in the  
coming months. 
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THE ECONOMY

Highlights1

 Worldwide recovery supported by industrial production  
Propelled by the major monetary and budget stimulus measures implemented on a wide scale in 2009, worldwide industrial production this year saw its largest 
annual increase since data started being compiled.     

 A more positive environment for the U.S. economy 
A return to job growth, the powerful inventory rebuilding cycle now underway and improving consumer spending figures have confirmed the legitimacy of the 
U.S. recovery. Canada is well positioned to tap into the increase in demand from the U.S..   

 Private sector job growth returns with a vengeance in Canada 
With the service sector already expanding and manufacturing playing a role in rebuilding inventories, economic recovery has definitely taken hold in Canada. 
In May, private sector employment therefore saw its best monthly performance since the start of 2008.   

Source: Monthly Economic Monitor, Monthly Fixed Income Monitor and Monthly Equity Monitor. National Bank Financial, May 2010. 
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Meritage Portfolios® provide a wealth of information – in print or on the Web – to help you gather all the data you need to fully understand 
your investment.
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THE HALL OF FAME

Portfolio Managers

Founded in 1957, AGF is one of Canada’s premier investment management companies, 
with approximately $44 billion in total assets under management worldwide and various 
subsidiaries in London, Dublin, Singapore, Tokyo and Beijing.

Beutel, Goodman & Company Ltd. is a leading value style Canadian investment manager 
founded in 1967. Majority owned by employees, the company specializes in the management 
of domestic and global equity, balanced and fixed-income mandates for institutional and 
individual investors. Beutel Goodman has over $15 billion in assets under management. 

Capital International Asset Management (Canada), Inc. is part of The Capital Group Companies 
organization, a global investment management firm founded in 1931, which through its 
affiliated companies manages stock and bond portfolios for institutional and retail clients 
around the world.

CI Investments has been managing money for over four decades and today is one of Canada’s 
largest investment fund companies, managing over $60 billion on behalf of 2 million Canadian 
investors. Since its inception, CI has launched new and innovative products, and increased the 
breadth and depth of product and portfolio management expertise available to clients. 

Dynamic Funds is a division of Goodman & Company, Investment Counsel Ltd., an affiliate 
of DundeeWealth Inc. (TSX: DW). Goodman & Company offers a wide range of wealth 
management solutions through financial advisors. These include the mutual funds, hedge 
funds and closed-end investment trusts of Dynamic Funds, the portfolio solutions of the 
Marquis Investment Program, the flow-through limited partnerships of CMP and Canada 
Dominion and the high-net worth investment counsel of Goodman Private Wealth 
Management.

Fidelity Investments Canada ULC is part of the Fidelity Investments organization of Boston, one of 
the world’s largest providers of financial services with $1.3 trillion in assets under management.

Established in Canada in 1987, Fidelity Investments Canada ULC manages over C$1.5 billion in 
assets under management (as at September 30, 2009). Fidelity’s investment philosophy focuses 
on four major principles: individual security selection, extensive fundamental research, manager-
driven decision making, and an adherence to proven investment disciplines.

Meritage Portfolios® (the “Portfolios”) are offered by National Bank Securities Inc., a wholly owned subsidiary of National Bank of Canada. References to National Bank Securities are to National Bank Securities Inc. 

Commissions, trailing commissions, management fees and expenses all may be associated with Portfolios investments. Please read the prospectus of the Portfolios before investing. The Portfolios securities are not insured 

by the Canada Deposit Insurance Corporation or by any other government deposit insurer. The Portfolios are not guaranteed, their values change frequently and past performance may not be repeated. 

“Meritage Portfolios®” and the Meritage Portfolios logo are trademarks of National Bank of Canada, used under license by National Bank Securities. National Bank Securities Inc. is an authorized user. Fidelity Investments is 

a registered trademark of FMR LLC. CI Investments and the CI Investments design are trademarks of CI Investments Inc. “Dynamic” is a registered trademark of Dundee Corporation. “Dynamic Funds” and “Invest with Advice” 

are trademarks of Dundee Corporation. TD Mutual Funds is a trade-mark of The Toronto-Dominion Bank, used under license. Invesco, Aim, Trimark and all associated trademarks are trademarks of the Invesco Ltd. group of 

companies and are used pursuant to a licence agreement where appropriate. The AGF logo and “What are you doing after work?” are trademarks of AGF Management Limited and are used under licence.

1 The information and opinions expressed herein are intended solely for information purposes and are subject to change. The viewpoints presented are not intended to serve as investment advice or promote an investment in 

particular. National Bank of Canada does not guarantee that the information is accurate or complete and this communication creates no legal or contractual obligation for National Bank of Canada or any of its subsidiaries.

Q&A 
FOR INVESTORS

For investment specialists only.


