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The climax of the fourth quarter of 2016 was undoubtedly Donald Trump’s elec-
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tion to the White House and, probably more so, the Republican majorities in the
House of Representatives and the Senate. After a shaky night, risk assets reacted
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positively the following day. The new president is in a strong position to imple-
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ment, without too much opposition, his stimulus program, combining tax cuts
and increased public spending.
As expected, the FOMC raised the Fed Funds rate by 25 basis points in December, motivated by the strength of the labor market and robust household
spending. The committee noted that inflation had intensified during the course
of the year, while still remaining below its long-term target of 2%, at least for
the time being. But stronger than expected economic growth in the third quarter (3.5%, which was 0.3% higher than estimates) seems to have consolidated
the Fed’s expectations on inflation. US companies are supporting GDP growth
and improving their profitability through capital investments. As such, the constituent companies in S&P 500 Index saw their earnings per share grow by 3.1%
during the same period, the first year-over-year gain since the first quarter of
2015.
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The US economy should remain on its growth path over the next 6 to 12
months (1.9% to 2.3% in 2017 according to the Federal Reserve). Leading indicators remain positive and the labor market is strong. Anything over and above
would be driven by a reduction in the savings rate, a rise in wages, growth in
capital expenditures, and/or expansionary fiscal policies. In this regard, Mr.
Trump suggested $500B in infrastructure programs during his campaign. We
will, however, have to wait for a while before those measures trickle down to the real
economy. Nonetheless, earnings growth for US companies should continue in 2017.
Abroad, the European Central Bank (“ECB”) announced in January that it was
keeping its key rate at 0% and maintaining its bond purchasing program at least
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until the end of 2017, while reaffirming its reduction from €80M to €60M
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monthly starting in April. Thus, with the exception of Japan, global monetary
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policies are now headed in the direction of normalization.
The increase in consumer prices and expectation adjustments are now part of
investor’s reality: wages are rising faster in certain sectors while energy and
commodity prices are bouncing back after hitting bottom. Fiscal and protectionist measures by the new US administration will likely amplify those pressures.
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Based on the median expectations of the FOMC

Canadian deal where the majority of positions are

members, the US Federal Reserve will want to

initiated within two days of announcement and

maintain the normalization of its key rate, with

rarely traded until closing.

three possible rises by the end of

...the US Federal Reserve will
want to maintain the
normalization of its key rate,
with three possible rises in
2017 (one more than
forecasted in September).

2017 (one more than forecasted in
September). In Europe, the ECB
will gradually cease its extremely
accommodative monetary policy,
but not before the end of the
year. Long-term global interest

rates should experience more upward pressure
over the next 12 months.

AMETHYST ARBITRAGE FUND
The Amethyst Arbitrage Fund ended the year
strongly, with an annual return north of 20% in
both the Canadian and offshore versions, a first
since 2009. The three contributing sub-strategies
(event driven, convertible and fixed income arbitrage) each took turns having their day in the sun
throughout 2016.

In 2016, we actively traded a total of 121 M&A
deals, a majority in the US. According to Merrill
Lynch, in 2016 there were a total of 81 transactions in Canada, half the 15-year historical average. The lower level of Canadian activity prompted us to look increasingly to the south, where the
number and sectoral diversification of companies
results in an active and liquid market with an
abundant opportunities in our wheelhouse, namely companies with a market capitalization under
$2B, and ideally where on an announcement, we
can take a position via the target’s bonds.
For many years, we have remained a small player
in the US, building contacts, increasing our understanding of the regulatory environment and accumulating the necessary experience to navigate this
dynamic market and profit from thematic pullbacks that temporarily affect arbitrage margins.

Event Driven Arbitrage
Despite limited opportunities in the Canadian
market (an 18-year low), the event driven arbitrage segment had an excellent year. The reasons

Through recent years and quarters, the positive
contribution that the US market can make to Amethyst’s event driven arbitrage segment has been
proven time and again.

are many: a stronger presence in the US market, a

At December 31st, we were invested in 42 M&A

deal failure rate within the norm, attractive mar-

transactions, 5 of which were via instruments oth-

gins and widespread volatility that created plenti-

er than common shares (namely bonds). We also

ful entry and exit opportunities. Thanks to these

held 11 bonds or preferred shares which had been

factors, this segment contributed approximately

either called or were subject to a purchase offer.

45% of Amethyst’s performance in 2016.
The

market’s

sudden

surge following the US
election lead investors to
reject

two

proposed

deals, no longer deemed
attractively valued, with
some

takeover

targets

trading above their offer
price.

This

exuberance

allows us to actively (and
profitably!)

trade

our

positions during the life
of these transactions, as
opposed to the typical

2

Convertible Securities Arbitrage

With regards to the new rising rate environment

Responsible for just over a third of the Fund’s per-

facing investors, we are not overly concerned as it

formance in 2016, the segment had a year in
sharp contrast to what we saw in 2013, with no
negative credit events, a volatile yet trendless
market, and stable or narrower credit spreads. The
revival of certain legacy positions in the resource
sector did not hurt either. Regardless, the core of
the performance of the segment remains its structural carry, i.e. interest earned on the debt, net of
all fees and hedging.
Due to the scarcity of convertible bond new issuance in Canada and their expensive premiums, we
concentrated our activity, in the fourth quarter, on
the secondary market, once the delta had risen
enough following the underlying share’s appreciation. We did, however, indirectly take advantage

will be compensated by the carry and increase in
value of the underlying call option embedded in
our convertible bonds. Coupled with the rather
short duration of our portfolio, the impact of rising interest rates should be rather limited.
Fixed Income Arbitrage
2016 was the year when the long-awaited reversal
in the trend for provincial and Canadian agency
credit spreads finally occurred. We had been positioned for this through all of 2015. As a result,
after a negative marginal contribution in 2015, the
segment was responsible for just over 20% of the
Fund’s performance in 2016, despite an allocation
of capital capped at 25%.

Credit spreads — Canadian Agencies VS Canadian Federal Government (7 years)

of issuance activity, purchasing bonds with an-

Indeed, the segment’s Q4 performance was its

nounced redemptions, adding marginally to the

strongest of the year. Continued spread compres-

performance of the event driven segment. On the

sion within an environment of constrained volatili-

US side, our market protection portfolio was in-

ty, coupled with a shift of our portfolio at the be-

creased with the addition of a deep-in-the-money

ginning of the quarter for a steepening of the

convertible as well as through the transformation

curve, were both profitable. The narrowing of

of another position into an effective market put,

spreads has made agency debt (“CMB”) consider-

after its underlying security moved up dramatically.

ably less appealing than over the last two years.

Rebalancing of the portfolio was done to increase

We are currently using 65% of the risk budget in

its gamma and take advantage of systematic vola-

terms of dollar value of 1 basis point (“DV01”), a level

tility and to reduce value at risk. We constantly

similar to the previous quarter. Since December, we

monitor and adjust the latter since the theoretical

have been keeping a tactical long bias on mid to

delta does not always factor in issuer default risk.

long-term provincial spreads and we maintain our
positioning for a steepening of the yield cure.
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In light of recent developments in credit spreads,

dollars. We are also short Sterling against the Ca-

we will review our positioning by issuer group and

nadian dollar. We are maintaining our view of re-

maturity. The agency allocation (“CMB”) will prob-

covering crude prices and have also purchased the

ably migrate to provincial, which now offer a bet-

Bloomberg commodity index, a basket of 20 com-

ter expected return on capital. We expect a small

modities, weighted by their economic significance

increase in the average credit spread duration

and liquidity. We’ve also initiated long positions on

(approx. 3.5-3.75 years) in the coming months.

grains and livestock.

To conclude, the global recovery in commodities

2016 was a year of twists (Brexit, Trump) with sig-

and the normalization of rates are positive devel-

nificant repercussions on the global geopolitical

opments

for

our

arbitrage

strategies. In addition to increasing M&A activity in the
resource sector, we may also
see resurgence in convertible
bond issuance, which becomes

...the global recovery in
commodities and the
normalization of rates are
positive developments for our
Canadian arbitrage strategies.

more appealing in a rising rate environment. No
doubt 2017 will be interesting. While 2016 was a
special case, we see no reason why in 2017 the Fund

1.

sively accommodative monetary
policies is coming to an end.
Within this environment, the

Populism, protectionism and fiscal policies:
litical landscapes of Britain and the US last
year, on a backdrop of populism and protectionism, has ruffled investors’ feathers. In turn,
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the Netherlands (March), France (April) and

The Emerald Global Macro Fund’s performance

Germany (September) will go to the polls.

was positive for the last quarter of 2016. Across
asset

pendence since 2008 on exces-

The winds of change that blew across the po-

above the risk-free rate.

different

financial assets, markets’ de-

major trends we will closely monitor are:

should not achieve its target return of 5% to 10%

the

and economic environment. For

classes,

equity

Rising political uncertainty will inevitably bring

markets

rising bond risk premiums, especially since

(directional), fixed income (duration, curve and

several electoral platforms advocate massive

credit) and commodities (agriculture, energy and

increases in fiscal and budgetary spending.

metals) were positive contributors. Our directional

Given large government deficits (notably Italy)

views on currencies were not. The Fund neverthe-

and political risk, the European bond market

less posted a return of 5.4% (Series I1) in Q4, closing the year at -1.6%.
In addition to our central positioning for rising

seems to carry considerable risk.
2.

for now, inflation is trending upward and will

interest rates implemented last September, we

be supported by fiscal and budgetary expan-

incorporated three other major views during the

sion. On the other side of the Atlantic, real

fourth quarter: long US dollar, commodities and

interest rates are incredibly low and the Euro-

the equity market. These remain in effect into the

pean Central Bank has already signaled the

New Year. Our short position in 10-year bonds

reduction of its easing program, which should

(50% US & 50% Europe) have been increased, and
complimented by initiating longs in 10-year
French and Italian bonds against German bunds.
In equity markets (US and Emerging) we maintain
a long bias of 10% to 20%.
On the currency front, the portfolio is keeping a
long bias on the US dollar against its basket
(“DXY”) and against the Canadian and Australian

Monetary policies: Despite being contained

lead to higher borrowing costs there too.
3.

Commodities: The strategy continues to hold
a positive view on most of the commodity
sector considering their typical end-of-cycle
appreciation. 2016 was an inflection point for
commodities, most notably energy, base metals, precious metals and some agricultural
products. Grains and livestock appear to have
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formed a base in the last quarter of the year.
If this is the case, it would be a positive development for the Consumer Price Index (“CPI”).
4.

Economic growth and corporate profitability:
The US election results gave an initial boost
to equity markets. Investors and corporations
figured President Trump would keep his
promises to stimulate the economy with government spending, protectionism (domestic
effect)

and

deregulation.

Some

sectors,

namely energy, health care

...the new president’s protectionism,
his rather strained relations within
and outside the country, and rising
US government debt will impact
market’s direction and volatility for
the quarters to come.

and financials, would stand
to gain from the latter.
Over and above the fiscal
stimulus

(“Trump

effect”),

the risks of a recession are
small for the coming year.

The GDP drivers (consumer spending, business
investment, government spending and net exports) are all contributing positively to economic
growth. Companies are growing their earnings
and Purchasing Managers Indices (“PMI”) are rising strongly worldwide, which should support US
and emerging equity markets.
Despite all of this, the new president’s protectionism, his rather strained relations within and outside the country, and rising US government debt
will surely impact market’s direction and volatility
for the quarters to come.

Sources : National Bank Financial Markets, Bureau of
Economic Analysis, Factset, Financial Times of London,
Desjardins Economic Research
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