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Typically, summer months are quiet for financial markets; however, July was busy with all eyes focused on central 
banks and economic data.  Market participants were hoping to get more clarity around expected hikes, inflation figures 
and the potential of an economic recession.  Interest rates dropped dramatically, with Canadian 10yrs rallying a whop-
ping 61bps and US 10yrs rallying a strong 36bps in July. Positive correlation between rates and equities continued in 
July as there was also a significant equity rally – Canadian equities were +4.7% (TSX comp) and US equities were 
+9.2% (S&P 500).  Investment grade credit index rallied a very muted 2bps in Canada compared to the 9bps rally 
witnessed in US investment grade credit index.   

In July, fresh on the heels of large June rate hikes, the Bank of Canada (BoC) surprised with a 100bp hike (the largest 
hike since 1998) and the Federal Reserve (FED) delivered a 75bp hike.   Even Europe (ECB) raised rates in July by 
50bps and they have not raised rates since 2011.  The chart below shows the extremely quick pace that both the BoC 
and the FED have significantly increased rates at, in the hopes of combating runaway inflation, while simultaneously 
minimizing the chances of causing significant economic damage.  If the central banks are forced to raise rates even 
more than expected (4 additional hikes), the risk of recession could increase dramatically.

The fear of recession seemed to outweigh sizeable rate hikes in July, as gov’t bond yields (interest rates) moved sig-
nificantly lower this month (rallied).  Typically, as central bank policy rates move higher, so do gov’t bond yields; how-
ever, in July, longer dated yields moved much lower, with the 2s-10s curve flattening and ultimately inverting (see chart 
below).  This means 10yr yields are now lower than 2yr yields, which are much more sensitive to changes in monetary 
policy.  Conventional wisdom tells us investors should be paid a higher yield (return) on longer maturities (such as the 
10yr); however, yield curve inversions are often viewed as a signal that a recession lies ahead.  Our investment team 
believes a recession is possible; however, we believe it would be ‘minor’ in nature and not long lasting.  As such, we 
expect the 2s-10s curve will normalize as rates will continue to trend higher (sell-off), especially further out the curve 
(ie. 10yr yields).

Current BoC Rate: 2.5%

Current Fed Rate: 2.3%
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HUGE INTEREST RATE RALLY IN JULY BUT YTD FIXED INCOME RETURNS STILL NEGATIVE

As the chart at left illustrates, interest rates 
moved sharply lower (prices rallied) in July.  
This chart plots the daily yield on Canadian 
10yr government bonds. As investors can 
see, 10yr rates have rallied (yields moved 
lower) substantially from their weakest 
levels (highest yields). Canadian index 
returns were extremely strong in July (table 
lower left) as 10yr rates were able to rally 
back to levels not seen since early April.  

Even with this strong performance in 
July, the chart at right highlights year to 
date returns, which remain very poor for 
all traditional fixed income funds. As our 

investors know, our strategy aims to remove the interest rate component of corporate bonds. As such, our fund did not 
get the 3-4% benefit of July’s interest rate rally; however, our strategy has avoided the large losses associated with rising 
interest rates.  As a result, our strategy has been a top performing investment in a very challenging market environment.

We believe July’s closing yields could represent a technical bottom in yields (high in prices) for the near term given 
our belief that global central bank’s focus on fighting inflation, with higher policy rates, will trump their desire to protect 
against a mild recession.  If inflation remains sticky, any additional hikes from central banks beyond current market 
expectations (4 more 25bp hikes to peak), would cause rates to move higher (sell off) from current levels. Additionally, 
the recent inversion of interest rate curves outlined above suggests that longer maturities, such as 10yr gov’t bonds, are 
unlikely to rally further from current levels – curves should revert to a more normal shaped curve in time.  

The total, or “all-in”, yield of a corporate bond is the sum of the interest rate (gov’t bond) component and the credit spread 
(the additional yield premium a company must pay investors to buy their debt (bonds) rather than those offered by the 
government). Our strategy aims to hedge, or remove, the interest rate exposure, leaving investors solely exposed to 
credit spreads.  This is a highly unique hedge strategy – and represents only a sliver of the fixed income market – as 
traditional fixed income funds hold the entire corporate bond, not just credit spreads. As such, while we may be agnostic 
to outright moves in interest rates, the path of interest rates will often play a role in how credit spreads behave. Given 
bond yield and bond price move inversely, as interest rates rise, the total (“all-in”) yield rises, thereby cheapening the 
price of a corporate bond, even if credit spreads are unchanged. Therefore, if interest rates rise, cheaper corporate 
bonds will likely attract buyers (demand) due to the higher level of return that is offered.  This would be supportive for 
credit spreads.

CANADIAN IG CREDIT REMAINS AT VERY WIDE (CHEAP) LEVELS

 Canadian investment grade credit rallied slightly in July; however, spreads remain at very elevated (cheap) levels.  The 
chart at right shows daily credit spread of Canadian 3yr Senior Bank debt – arguably among the most liquid Canadian 
credits.  Current spread levels are near Q2 wides and represent a highly compelling investment opportunity given they 
continue to trade much wider (cheaper) than the average spread since the data series inception.  In addition, 3yr senior 
bank spreads at end of July are still more than double where the same spreads traded just one year ago (July 30, 2021).  

Investment grade credit has cheapened substantially over the last year and while most market participants are focused 
on interest rate moves, we believe high quality credit spreads represent a much greater opportunity for investors. As 
the chart shows, spreads on short dated financials, the largest portion of our portfolio, have rarely been cheaper in over 
12yrs.  Note: This page is not complete without disclaimers on the last page.
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We have increased exposure for investors as credit spreads weakened thus far in  2022 which has resulted in a much 
higher portfolio current yield.  The current yield on our portfolio – now above 8% - is very high and has been achieved 
through investment in high quality, short-dated, investment grade credit.  This portfolio yield provides a nice buffer for 
investors against further potential small weakening in credit spreads and we remain optimistic about return prospects 
for investors going forward.
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The inception date of the Arrow EC Income Advantage Alternative Fund (formerly East Coast Investment Grade Income Fund) was 
April 26, 2012. On June 26, 2020, the East Coast Investment Grade Income Fund (TSX: ECF.UN) was converted from a closed end 
fund into an open-end alternative mutual fund, renamed Arrow EC Income Advantage Alternative Fund and delisted from the TSX. 
Details of the conversion are outlined in the information circular which is available at www.sedar.com. Unitholders of Fund had their 
units redes¬ignated as Series FD Units. The inception date of the East Coast Investment Grade II Fund is April 1, 2013.

Commissions, trailing commissions, management and performance fees and expenses all may be associated with mutual fund and 
exchange-traded fund (ETF) investments. Please read the prospectus and Fund Facts for Arrow EC Income Advantage Alternative 
Fund carefully before investing before investing. Offering of securities in the East Coast Investment Grade II Fund are made pursu-
ant to a Confidential Offering Memorandum (OM) only to those investors who meet certain eligibility or minimum purchase require-
ments. Important information, including this fund’s fundamental investment objective is contained in the OM which may be obtained 
from Arrow Capital Management Inc. Please read the OM before investing. Unless otherwise indicated, the indicated rates of return 
are the historical annual compound total returns net of fees and expenses payable by the fund (except for figures of one year or 
less, which are simple total returns) including changes in security value and reinvestment of all distributions and do not take into 
account sales, redemption, distribution or optional charges or income taxes payable by any securityholder that would have reduced 
returns. Mutual funds and ETFs are not guaranteed, their values change frequently and past performance may not be repeated. You 
will usually pay brokerage fees to your dealer if you purchase or sell securities of an ETF on recognized Canadian exchanges. If 
the securities are purchased or sold on these Canadian exchanges, investors may pay more than the current net asset value when 
buying securities of the ETF and may receive less than the current net asset value when selling them.

The rates of return are used only to illustrate the effects of the compound growth rate and are not intended to reflect future values 
or returns on investment in an investment fund.

This document is provided as a general source of information and should not be considered personal, legal, accounting, tax or 
investment advice, or construed as an endorsement or recommendation of any entity or security discussed. Every effort has been 
made to ensure that the material contained in this document is accurate at the time of publication. Market conditions may change 
which may impact the information contained in this document. All charts and illustrations in this document are for illustrative pur¬-
poses only. They are not intended to predict or project investment results. Individuals should seek the advice of professionals, as 
appropriate, regarding any particular investment. Investors should consult their professional advisors prior to implementing any 
changes to their investment strategies. 

Certain statements in this document are forward-looking. Forward-looking statements (“FLS”) are statements that are predictive in 
nature, depend upon or refer to future events or conditions, or that include words such as “may,” “will,” “should,” “could,” “expect,” 
“anticipate,” “intend,” “plan,” “believe,” or “estimate,” or other similar expressions. Statements that look forward in time or include 
anything other than historical information are subject to risks and uncertainties, and actual results, actions or events could differ 
materially from those set forth in the FLS. FLS are not guarantees of future performance and are by their nature based on numerous 
assumptions. Although the FLS contained herein are based upon what Arrow Capital Management, our sub-advisor East Coast 
Asset Management, and the portfolio manager believe to be reasonable assumptions, neither Arrow Capital Management nor East 
Coast Asset Management nor the portfolio manager can assure that actual results will be consistent with these FLS. The reader 
is cautioned to consider the FLS carefully and not to place undue reliance on FLS. Unless required by applicable law, it is not un-
¬dertaken, and specifically disclaimed that there is any intention or obligation to update or revise FLS, whether as a result of new 
information, future events or otherwise. 

The comparison presented is intended to illustrate the historical performance of Arrow EC Income Advantage Alternative Fund and 
East Coast Investment Grade II Fund (the “Funds”) as compared with the historical performance of a widely quoted market index or 
a weighted blend of widely quoted market indices or other investment funds. There are various important differences that may exist 
between the Fund and the stated indices or other investment funds that may affect the performance of each. The objectives and 
strategies of the Fund result in holdings that do not necessarily reflect the constituents of and their weights within the comparable 
indices. Indexes are unmanaged and their returns do not include any sales charges or fees. It is not possible to invest directly in 
market indices. Certain statements contained in this communication are based in whole or in part on information provided by third 
parties and Arrow Capital Management has taken reasonable steps to ensure their accuracy. Market conditions may change which 
may impact the information contained in this document. Published August 2022.

Historical Performance 1 yr 3 yr 5 yr ITD

Arrow EC Income Advantage Alternative FD -0.79 2.82 3.41 3.03

East Coast Investment Grade II Fund Cl F -0.54 5.49 6.25 5.39

Returns as of July 31, 2022


