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Growth in the global economy con-
tinues to be uneven.  Countries 
are exiting recessions at different   
times and the pace of their subse-
quent growth varies. 
 
Geopolitical risks re-emerged in 
the third quarter as conditions in 
Syria and Egypt deteriorated.  
However recent reports regarding 
the U.S. and European economies 
have shown an improvement. 
  
The estimate of U.S. second-
quarter GDP was 2.5%, with 
growth being fueled by improve-
ments in the trade deficit, retail 
sales and rising manufacturing 
production.  The housing recovery 
is building momentum and con-
sumer debt is contracting to man-
ageable levels.  Fiscal policy is 
likely to be less of a drag on 
growth in the year ahead, although 
debate about raising the U.S. debt 
ceiling and the potential continua-
tion of the sequester, will add a 
level of uncertainty that may affect 
growth over the next few months.   
 
After posting six consecutive quar-
terly declines, Eurozone GDP rose 
at an annualized rate of 1.1% in 
the second quarter, ending the 
recession that began in late 2011.  
The Eurozone is still the weakest 
major global economy and it may 
be some time before Europe es-
tablishes a sustainable, broad-
based economic recovery. It con-
tinues to face the headwinds of 
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fiscal austerity, broad structural 
reforms and high levels of unem-
ployment in the southern coun-
tries. 
 
Unlike the U.S., the Eurozone still 
has failed to recapitalize its banks 
or write off non-performing debts.  
Indecision over establishing a 
banking union has also helped 
create a dysfunctional credit mar-
ket, with northern economies hav-
ing access to credit while the 
southern economies continue to 
be burdened by austerity 
measures.  It is unlikely that eco-
nomic momentum will accelerate 
significantly without a co-ordinated 
strategy to deal with lingering debt 
and structural issues. 
 
The Canadian economy faced a 
number of significant hurdles in 
June with severe flooding in Alber-
ta and a construction strike in Que-
bec.  However it rebounded in July 
as manufacturing sales jumped 
1.1%, wholesale trade increased 
1.4% and retail sales gained 0.6%. 
 
Canada’s growth in household 
debt appears to be slowing, which 
will likely dampen consumer 
spending and act to restrain 
growth in the housing related sec-
tors.  However, as the global econ-
omy continues to improve, the ex-
port sectors will make a larger pos-
itive contribution to Canadian eco-
nomic growth. 

Nations, 

 

Correlations 

 

  & 

 

Durations 

 

 



Page 2 

For more than thirty years, North American interest 

rates have followed a steady downward trajectory, 

reaching the lowest levels in a generation earlier this 

year.  For example, 5-year U.S. Treasury yields have 

declined from 14% in 1982 to only 0.76% during the 

spring of this year.  Over this timeframe virtually all fixed 

income securities have enjoyed steady returns with low 

volatility.  In fact, Canadian investors have not experi-

enced a year with negative bond total returns since 

1997. 

 

When the Federal Reserve began to indicate in May 

that it could begin to partially reverse some of its quanti-

tative easing measures, fixed income markets reacted 

by pushing bond yields substantially higher. 10-year 

U.S. Treasury yields jumped from 1.63% on May 2nd to 

2.98% on September 3rd, which represents the largest 5

-month increase in yields in the past decade. 

 

Bond prices have an inverse relationship with interest 

rates; when interest rates rise, bond prices fall, and vice

-versa.  Duration measures a bond’s interest rate sensi-

tivity which is the most important determinant of bond 

price volatility.  All things being equal, the longer a 

bond’s maturity the higher the duration and price volatil-

ity.  This occurs because the bond’s value is the sum of 

the total cash flows received (interest payments and 

principal payments), discounted at the current interest 

rate until the bond’s eventual maturity. 

 

For example, a 10-year bond with a duration of 8.7 will 

rise or fall about 8.7% for each 1% shift in interest rates; 

a 30-year bond with a duration of 18 will move approxi-

mately 18% for a 1% change in rates. 

 

The investment return of an individual fixed income se-

curity includes the coupon payments, the return re-

ceived when the coupon payments are reinvested, and 

the full principal of the security if it is held to maturity. 

The return of principal at a specified future date coun-

ters any negative short-term price changes that may 

occur prior to maturity. 

 

We are currently at a cyclical turn in the interest rate 

cycle that will continue to produce increased price vola-

tility in fixed income markets. Short-term price reduc-

tions provide the opportunity to invest new capital and 

the interest received from existing fixed income hold-

ings, at much higher yields than were available just six 

months ago. Not all fixed income securities are affected 

in the same way when interest rates rise. By managing 

the duration of fixed income investments, price volatility 

can be reduced. 

 

Even in a rising interest rate environment, fixed income 

securities will continue to play an important role in port-

folio asset allocation by providing: capital preservation, 

consistent income, and diversification through negative 

correlation with other investment types. We will be us-

ing this emerging transitional interest rate environment 

to maximize investment opportunities in client portfolios. 

Interest Rates, Fixed Income Securities and Duration 

Financial Markets 

Third quarter returns in local currency terms for world 

equity markets were: 

  
Country 

  
Index 

2013 Q3 
Returns 

 Canada  S&P/TSX  5.43% 

 United States  S&P 500  2.37% 

 United States  NASDAQ 8.37% 

 United Kingdom  FTSE 100  8.40% 

 Japan  Nikkei  4.40% 

 France  CAC 40  12.81% 

 Germany  DAX  9.92% 

 Hong Kong  Hang Seng  7.64% 

Global financial markets experienced increased vola-

tility in the third quarter, but managed to post gains. 
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tually reduced interest rates to record lows. 
 
Five years have now passed since this crisis began and 
the prices of most major investment asset classes have 
either fully recovered or recorded gains.  Over the past 
five months the yields on most fixed income invest-
ments have moved substantially above their record 
lows and the U.S. Federal Reserve is now expected to 
begin to slowly unwinding its quantitative easing initia-
tives.  Although the North American economies are in a 
recovery, the effects of the crisis are still significant in 
the labour market. Unemployment rates in both the U.S. 
and Canada are 1% (or more) above the pre-Lehman 
Brothers bankruptcy levels.  The U.S. labour-market 
participation rate sank to a 35-year low in August as 
individuals continue to be discouraged about the pro-
spects for obtaining employment. 
 
The U.S. banking sector has recovered, the Canadian 
banking sector is enjoying record profitability, but many 
European banks are still burdened with non-performing 
loans and a fragmented regulatory environment that is 
preventing effective new lending. 
 
There is a saying that “time heals all wounds” and to a 
large degree this also applies to economies and finan-
cial markets. Clearly the healing process has begun, 
but more time is required to bring the global economy 
back to a healthy pace of growth. 

Beginning in 2006, declines in both home prices and 

the value of securities supported by real estate collat-

eral began to negatively impact the U.S. housing sector. 

Initially the companies affected were those directly in-

volved in home construction and mortgage lending as 

they could no longer obtain financing through credit 

markets.  Over 100 mortgage lenders went bankrupt 

during 2007 and 2008.  

 

The housing crisis eventually spread to the financial 

sector and reached its peak on September 15, 2008, 

when Lehman Brothers Holdings Inc. filed for Chapter 

11 bankruptcy.  This was the largest bankruptcy in U.S. 

history with a negative worth of $129 billion.  The failure 

of Lehman Brothers was the catalyst that subsequently 

led to several major financial institutions either failing, 

being acquired under duress or needing capital injec-

tions from the government.  These companies included: 

Bear Stearns, Merrill Lynch, Fannie Mae, Freddie Mac, 

Washington Mutual, Wachovia, Citigroup, and AIG. 

 

The collapse of the U.S. housing and financial sectors 
had global economic implications and resulted in  the 
first ever recorded instance of negative global GDP 
growth.  As economies worldwide slowed, credit availa-
bility and international trade declined, and the U.S. 
economy slid into its deepest recession of the post-war 
era.  The Canadian economy also experienced a reces-
sion.  However, the contraction was less pronounced 
than in most other G7 countries and the subsequent 
recovery was quicker.  
 
These events had a significant impact on global stock 
markets.  Price levels suffered large losses and volatility 
was record breaking.  In the week that followed the Leh-
man Brothers bankruptcy filing, the S&P/TSX Compo-
site Index had daily point changes of: -516, -27, -349, 
+187, and +848.  Over the next seventeen months the 
Dow Jones Industrial Average Index declined more than 
50%. 
 
Governments and global central banks responded to 
these events by initiating unprecedented fiscal stimulus 
combined with quantitative easing measures that even-

 
Sep 12 
2008 

Sep 12 

2013 

 
Change % 

 

 S&P/TSX Composite  
 Index 

12770 12701  -0.5% 

 Dow Jones Industrial  11422 15301  34% 

CDN $(US$/CDN$) 94.3 96.9 2.8% 

WTI Crude Oil $101.18 $108.60  7.3% 

Gold (US$/oz) $750.00 $1,328.00 77% 

The Bottom Line 

At current levels, most major equity markets are rea-

sonably valued compared with their historic averages. 

 

The pace of global corporate profit growth has declined 

this year as economic growth has struggled to acceler-

ate.  

Particularly hard hit were cyclical sectors linked to glob-

al trade and commodities. The transition of economic 

expansion from central bank assisted growth to more 

self-sustaining growth, supported by private sector de-

mand, appears to be in the early stages. This will pro-

vide a constructive background for equities.   
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Managing Uncertainty, Compounding Returns 

Suite 1204 

220 Portage Avenue 

Winnipeg, MB 

R3C 0A5 

T:  204.989.6200 

2600 Sun Life Plaza 

144-4th Avenue S.W. 

Calgary, AB 

T2P 3N4 

T:  403.269.1375 

Index Wealth Management Inc., is an independent portfolio 

manager with offices in Vancouver, Calgary and Winnipeg.   

Our firm provides discretionary investment management 

services and structures equity protection and monetization 

strategies for individuals, foundations and non-profit  corpo-

rations. 

We construct portfolios for our clients utilizing Exchange 

Traded Funds (ETFs) as the core holdings.   Depending on 

a clients investment goals, objectives and “risk comfort 

zone” these ETFs can then be combined with equity option 

strategies to enhance income or reduce the volatility of the 

annual return of a portfolio. 
Suite 300 

1055 West Hastings Street 

Vancouver, BC 

V6E 2E9 

T:  604.609.6177 


