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At a Glance

 The Median Active Fixed Income Manager has consistently
outperformed the benchmark

« The ability to add value has significantly increased in the post
Global Financial Crisis era

e The Canadian Fixed Income market structure has evolved in
favour of active management

Over the past 30 years, the allocation to passive investment strategies has gained traction amongst
institutional investors globally, with the notion that passive strategies tend to be more efficient, cost
effective and outperform their active peers. However, we need to differentiate between active fixed
income and active equities.




While a limited amount of select equity managers were able to post above benchmark returns over the same period,
active fixed income managers were able to post above benchmark returns over the same period. This is illustrated in
chart 1 below.

Chart 1: Consistent outperformance of core Canadian active fixed income strategies
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That being said, passive investment strategies still offer multiple advantages to institutional investors including

low management fees, index characteristics replication and simplicity. Moreover, passive investment strategies
enable them to satisfy some of institutional investors’ specific investment objectives.
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Comparing the performance and risk of the Median
Canadian Core Fixed Income Manager versus the FTSE
Canadian Universe Bond Index

Over multiple annualized return periods, core active Canadian fixed income strategies have proven to provide
significant value add to investors. As shown in chart 2 below, the Median Canadian Active Core Fixed Income
Manager was able to post above index annualized period returns, ranging from 30 basis points (bps) to 50 bps.
More interestingly, it’s also evident that the FTSE Canada Universe Bond Index has consistently ranked in the
lowest quartile among the overall peer group of Canadian core fixed income managers.

Chart 2: Median Active Manager and Index Ranked
Among the Canadian Core Fixed Income Universe
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Source: eVestment. Data as of March 31, 2021.

In addition to an enhanced return profile, the median active manager has demonstrated an ability to manage and
control investment risk. As illustrated in Chart 3 on the following page, the Median Active Canadian Core Manager’s
volatility was lower than the index volatility (approximately 85% of the time between June 1990 and March 2021).

The combination of above index returns, and a lower standard deviation illustrates that the median active core
Canadian fixed income manager has a higher risk adjusted return when compared to the benchmark or to a passive
Canadian fixed income manager.
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Chart 3: Active strategies are generally less volatile than passively managed strategies

)

3 1109

s NM0%

>

2 105%

=

o 100%

oO

> 95%

()

2 90%

?

o 85%

&

a>)80%

= S 2 8 8 2 8 8 2 8 8 8 8 8 © &8 8 °©o 8
5 2 X = RN R RN RN o B

o © 8 ©w ©vw Y 8 8 © 8 8 © ¥ & 9 B8 © 9 3

< S & L Y8 » o 9© &6 o© 9 = =5 o = O o N
N a0 g 8 © § & © o © o S

@ Less volatile @ More volatile

Source: eVestment and FTSE Canada. The one-year rolling standard deviation of the median active manager was compared to that of the
FTSE Canada Universe Bond Index by dividing the former over the latter (active as a % of passive volatility). Data as of March 31, 2021

Why the Median Canadian Core Active Fixed Income
Manager significantly outperforms its passive counterpart

By analyzing 35 years of data, we can isolate the excess However, post 2008, the median active manager was

returns of the active Canadian Core Fixed Income able to deliver strong excess returns, with multiple
Median Manager into two distinct periods: Pre-2008 periods of more than 30 bps of value add, making
and Post-2008. Prior to the Global Financial Crisis, the case that actively managed Canadian fixed

the case for active management was more difficult to income strategies better suit our current investment

justify as active Canadian core fixed income managers environment, as seen in chart 4 below.
struggled to add meaningful excess return, and not

surprisingly, this period coincided with a significant rise

in passively managed fixed income assets.

Chart 4: Median Core Canadian Fixed Income Manager 3-year
rolling value add vs. the FTSE Canada Universe Bond Index
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Consequently, we need to answer the following question: Why did actively managed core Canadian fixed
income strategies consistently outperform their passively managed peers in the post 2008 era?

According to an old investment adage, “The greater return volatility, the greater the opportunity to add
value.” In other words, volatile period should benefit active managers. However, in chart 5, we can see that
the historical rolling annual standard deviation of the FTSE Canada Universe Bond Index has been steadily

declining since the 1990.

Chart 5: Rolling annual standard deviation of the FTSE Canada Universe Bond Index
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Source: Source TDAM and FTSE. Data as of Dec 31, 2020.

Therefore, we cannot attribute the significant
outperformance of active fixed income managers
to the overall volatility of the index. In fact, the index
overall volatility can be misleading due to the return
dispersion of underlying index constituents. A more

suitable statistical measure is the Kurtosis of returns.

Kurtosis is a statistical measure that describes the
distribution of potential outcomes. It measures the
probability of having extreme values in the left and
right tail of the return distribution.

A return distribution with a large Kurtosis number
means that the probability of having extreme data

points are higher compared to a normal distribution.

Why does active management matter now more than ever?

In contrast, distributions with low Kurtosis numbers
exhibit tail data that are generally less extreme than
the tails of the normal distribution.

During our analysis, we found that the value-add
distribution displayed large Kurtosis numbers for

the period following the financial crisis of 2008 (see
Table 1). Therefore, we can state that it’s not a high
index return volatility that enables active managers to
generate superior value add, but a return distribution
with high Kurtosis characteristics, meaning that the
distribution of returns around the mean is wider (see
Chart 6).
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Table 1: Average value add and Kurtosis of the median manager
broken down in three periods

1997 to 2007 2008 to 2021 2012 to 2019*

Average value add 5 bps 30 bps 20 bps

Kurtosis 0.07 5.46 1.57

Source TDAM, FTSE, Evestment. Data as of March 31, 2021.
*excluding the periods of the financial crisis and Covid-19
Note: equity market (S&P 500 monthly returns) Kurtosis for 1996 to 2007 was -1.23, and from 2008 to 2021 was -0.27

Chart 6: FTSE Canada universe Bond Index monthly
distribution of returns over different periods
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Source: TDAM. For illustrative purpose only.

A wider distribution of returns around the median, also known as Kurtosis risk, allows active managers to
properly calibrate portfolios’ interest rate and credit risk sensitivity in order to take advantage of market
opportunities or protect portfolios against dislocations, hence the outperformance of active managers over
the post-financial crisis period.
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What caused the monthly distribution of fixed income
returns to exhibit higher Kurtosis characteristics in the

post financial crisis period?

Increased sector diversification

In the early 1990s, the Canadian bond market was
divided into 16 corporate subsectors as shown in
chart 7 below. However, since the Global Financial
Crisis, sector diversification has increased as new
issuers entered the public bond market. Currently, the
FTSE Canada Universe Bond Index is broken down into
22 corporate subsectors.

In addition, the number of smaller sub-sectors have
increased significantly in the post financial crisis period
(Chart 8). As a result, this new market structure allows
active managers to utilize their portfolio construction
expertise and sector rotation strategies to drive
significant value add relative to the index.

Chart 7: Sector allocations over time
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Chart 8: Subsector count by weight segments
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Increased number of issuers and issues

25% to 30%

Over the past 30 years, the number of issuers and issues have increased substantially. In 1993, the Canadian
bond market was composed of 1053 issuers with a total of 2,837 individual issues outstanding. At the end of
2020, the number has nearly tripled for issuers with 2,940 issuers, while the number of individual issues more than

quadrupled, with close to 12,000 individual fixed income securities (see Chart 9).

Chart 9: Increasing number of issuers and issues over time

14,000
12,000
)
> 10,000
7}
1)
“_8,000
o N
@ 6.000
E
4,000
=]
2
2,000
1,000
= = = = a2 =2 0NN NN DN NN DNDNDNDDNDNDNDNDNDDNDDNDDNDNDDNDDNDDNDDN
gggggggooooooooooooooooooooo
R aoNoo0 8239999992520 r000do0N
O = N W s> OO O N 0 © (@]

Number of issues === Number of Issuers

Source: Source: FTSE Canada Universe. TDAM. Data as of December 31, 2020

Why does active management matter now more than ever?

3,500

3,000

2,500

2,000

1,500

1,000

500

Number of Issuers

Page 8



How does the increased number of corporate issuers, individual securities and subsectors provide the
median manager more opportunities to add value? A commonly used financial risk statistics measure, the
Information Ratio, will provide a clear answer to that question.

The Information Ratio is composed of the information coefficient which measures the selection skills of a
manager; breadth which measures the number of independent investment opportunities, and the transfer
coefficient which measure the efficiency of the implementation. The main drivers of market breadth are the
number of issuers, issues and subsectors. As shown in the formula below, the greater the breadth, the greater
the information ratio, all else being equal.

©0000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000

Information ratio = information coefficient
X square root (breadth) x transfer coefficient

e00000ccc000cc000000000 0
e0cc000cc000000000000 000

©0000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000

In summary, the greater the amount of independent investment opportunities, the greater the ability of an
active manager to add value in a risk-controlled manner.

The impact of post Global Financial Crisis regulation

A third point as to the why post 2008 fixed income overall trading activity related to their reduced ability
returns exhibit greater Kurtosis could also be explained  to share risk with other intermediaries in the market.
by information found in a 2017 report produced by the  This paper provides direct empirical evidence on the

U.S. Federal Reserve Bank (which also applies to the impact of post-crisis regulations on the ability of more
Canadian market). The report concluded that prior to constrained intermediaries to provide liquidity in the
the Great Financial Crisis, more levered and systemic corporate bond market.

institutions (investment banks) have had, on average,
higher gross trading volumes. However, in the post 2008
period, the report states that institutions with higher
leverage and higher trading revenue have lower overall
transaction volume.

Lower corporate bond market liquidity, albeit not
material enough to limit trading or materially increase
transaction costs, does and did create an opportunity
for portfolio managers to take advantage of certain
inefficiencies arising from the lower overall transaction
This evidence is consistent with more stringent leverage volume which resulted in a slightly more inefficient
regulation and with investment banks being subject to  corporate bond market.

more regulations overall. Also noted is the decrease in
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More BBB rated securities in the FTSE Canada

Universe Bond Index

Though the BBB segment of the investment grade bond
market has experienced significant growth over the
past decade (Chart 10), the implied quality behind the
rating segment is not wholly supported by its current
debt ratings. Our research suggests that the increase
in merger activity has been a strong contributor for the
change in credit ratings within the BBB segment and
their underlying credit evaluation metrics.

The implications are that numerous companies are
being rated at their de-leveraged potential future rather
than their highly leveraged present. To be clear, we are
not stating that rating agencies have changed their
surveillance, but that the sheer volume of M&A activity

in the market over the past ten years has overwhelmed
their usual tolerance for allowing a company to
de-leverage. This creates a wider return dispersion
amongst BBB issuers. An active manager’s independent
assessment therefore becomes a crucial component

of the fixed income evaluation process. Credit research
teams help assess the risks involved in forward looking
ratings and management’s willingness and ability to
meet their stated de-leveraging promises. By taking a
holistic and pragmatic approach, an active manager

is able to identify underlying risks and demand greater
compensation for certain BBB-rated instruments; where
the risks may be above what is implied by the rating.

Chart 10: Historical BBB weight in the FTSE Canada universe Bond Index
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Choosing TDAM for your active fixed income needs

TD Asset Management Inc.’s (TDAM) active
fundamental fixed income philosophy and investment
process are built upon over 30 years of investment
experience in macroeconomic analysis, credit research
and in-depth yield and credit curve management.

Our team has successfully navigated multiple market
cycles and delivered value add to our clients.

In addition, our active Canadian core fixed income
strategy has been consistently ranked top quartile

versus the overall peer group of Canadian core fixed
income managers, illustrating the effectiveness of
our investment philosophy and process. TDAM has
navigated multiple market cycles, added value,
avoided pitfalls and ranked top quartile versus our
peer group as illustrated in chart 11 below.

Chart 11: TDAM, Median Active Manager, and Index ranked
among the Canadian Core Fixed Income Universe
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We are currently in a period of rapidly changing
economic outlooks and this often leads to challenges,
but more importantly, investment opportunities. At
TDAM, we continue to utilize our analytical toolkit to
identify relative value opportunities in the market and
act on them accordingly. Our experienced investment
professionals have worked diligently to help ensure

the best potential outcomes for our clients. Our credit
research team continues to identify and categorize risk,
while our portfolio management team prices that risk in
the market.

Why does active management matter now more than ever?

Following market events that caused credit spreads to
widen over the past 15 years, TDAM was able to post
significant above-benchmark returns (see Chart 12).
Given our team’s strong economic analysis and credit
expertise, we can determine if events that impact
financial markets are attributable to a deterioration

in credit markets or systematic risk. Helped by

sound credit analysis, our team can then identify
compelling mispriced securities and take advantage of
opportunities in credit markets. In short, the dynamic
credit exposure that active managers offer is valuable
to investors.
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Chart 12: Canadian Corporate Bond Spreads and TDAM Core
Fixed Income 1-yr Excess Returns
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Connect with TD Asset Management
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The information contained herein has been provided by TD Asset Management Inc. and is for information purposes only. The information has been drawn
from sources believed to be reliable. Graphs and charts are used for illustrative purposes only and do not reflect future values or future performance of any
investment. The information does not provide financial, legal, tax orinvestmentadvice. Particular investment, tax, or trading strategies should be evaluated
relative to each individual’s objectives and risk tolerance. Certain statements in this document may contain forward-looking statements (‘FLS”) that are
predictive in nature and may include words such as “expects”, “anticipates”, “intends”, “believes”, “estimates” and similar forward-looking expressions or
negative versions thereof. FLS are based on current expectations and projections about future general economic, political and relevant market factors,
such as interest and foreign exchange rates, equity and capital markets, the general business environment, assuming no changes to tax or other laws or
government regulation or catastrophic events. Expectations and projections about future events are inherently subject to risks and uncertainties, which
may be unforeseeable. Such expectations and projections may be incorrect in the future. FLS are not guarantees of future performance. Actual events
could differ materially from those expressed or implied in any FLS. A number of important factors including those factors set out above can contribute
to these digressions. You should avoid placing any reliance on FLS. TD Asset Management Inc. is a wholly-owned subsidiary of The Toronto-Dominion
Bank. All trademarks are the property of their respective owners. ®The TD logo and other trade-marks are the property of The Toronto-Dominion Bank.
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https://www.td.com/ca/en/asset-management/
https://www.linkedin.com/showcase/tdassetmanagement/
https://www.twitter.com/TDAM_Canada
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