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Executive Summary
Fixed income investors in Canada and globally are facing an 
unchartered environment as a result of near-zero central bank 
rates and correspondingly low yields across the yield curve. 
This new market reality has forced investment committees to 
re-visit their “investment beliefs” and pose questions about 
how to manage their Canadian fixed income assets given this 
new, low yield environment. 

In this paper we answer the fundamental questions:

•  Do active Canadian fixed income managers sufficiently 
outperform their benchmarks? Also, are total returns 
overwhelmingly a result of beta gained through simple 
market exposure?

•  Does the alpha generated by an active manager justify the 
fees being charged?

•  Is the market in question efficient and, if not, are there readily 
available inefficiencies active managers can systematically 
exploit to add value?   

It is our view that fixed income managers are no longer able 
to generate returns simply by gaining market exposure and 
relying predominantly on beta. Relative to the past, the 
current market environment does not allow for significant 
returns without a manager actively seeking and capturing 
market inefficiencies. Alpha generation is now a necessity for 
institutional investors in Canada as simpler beta-generated 
returns have been exhausted.  

After analyzing data on a universe of active core fixed income 
managers, we believe an active approach to Canadian fixed 
income investing is an attractive solution for institutional 
investors attempting to offset low yields, suppressed income 
generation and limited price appreciation opportunities. 
We have found that there are inefficiencies in the Canadian 
bond market which active managers can exploit to provide 
clients with the additional income and return opportunities, 
in a risk controlled manner, that may not be gained through 
traditional passive exposure to the market.

We also argue that, should an investment committee decide 
to choose a passive fixed income approach, leveraging the 
resources of an active fixed income team can deliver a “smarter 
beta” through an enhanced passive approach.

CIBC Global Asset Management Inc.
Fixed Income Paradigm Shift
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CIBC Global Asset Management Inc. (CGAM) is publishing a 
series of papers outlining our research and recommendations 
for managing fixed income assets. This research paper, 
Fixed Income Paradigm Shift, is the first in the Fixed Income 
Management Series to be published by our Fixed Income 
Team in conjunction with the Institutional Advisory Group.  
It outlines our belief that institutional investors in Canada will 
have a greater reliance on active fixed income management 
to generate risk-adjusted returns in today’s environment. 

When an Investment Committee conducts its “Investment 
Beliefs Exercise” to determine the central principles upon 
which their investment decisions will be based, the result 
typically embodies either an explicit preference for active or 
passive management. The committee may also have a belief as 
to “if, where, and when” active management can add value. 

As committees establish and re-visit these investment beliefs, 
several fundamental questions underlie their decisions:

•  Do active Canadian fixed income managers sufficiently 
outperform their benchmarks? Also, are total returns 
overwhelmingly a result of beta gained through simple 
market exposure?

•  Does the alpha generated by an active manager justify the 
fees being charged?

•  Is the market in question efficient and, if not, are there readily 
available inefficiencies active managers can systematically 
exploit to add value?   

This research paper addresses each of these questions.  
We argue that active fixed income management is even more 
important now than in the past as a result of a new paradigm 
in the Canadian fixed income market. While exploitable active 
management opportunities have always existed in the fixed 
income domain, it is our belief that the importance of these 
opportunities to pension plans and institutional investors has 
increased in recent times.

Key factors, such as a lower-yielding benchmark and limited 
price appreciation opportunities in traditional Canadian fixed 
income benchmarks, now mean that relying on beta alone will 
likely lead to systemically lower returns than has historically 
been the case. As we draw out the supporting elements of 
this core proposition, we look carefully at these premises, and 
argue that active, alpha-generating fixed income strategies 
will be a strategic imperative for Canadian institutional 
investors in order to generate adequate risk-adjusted returns. 
By deploying real investment edge, disciplined capabilities 
and by deliberately mobilizing a broader set of securities, 
active fixed income managers in Canada can exploit market 
inefficiencies, outperform passive benchmarks, increase 
information ratios, and add sufficient excess value to warrant 
their active management fees.

In our subsequent Fixed Income Management Series research 
papers, we will build our case for active management and 
explore enhancing alpha potential for institutional investors 
by reducing traditional constraints and broadening the fixed 
income investable universe.
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The Demarcation of The Current Environment
In our analysis, we used the 2008 financial crisis as the 
“demarcation point” in what we see as a fundamental shift in 
the fixed income landscape1. Through our analysis, we found 
that in the post-2008 market environment, the argument for 
active management becomes much stronger than in previous 
periods. The pre-crisis market can be characterized by falling 
nominal yields, relatively volatile interest rate movements 
and broad market spread compression, as global central 
banks lowered key interest rates and expanded their balance 
sheets in response to the financial crisis. As a result of this 
unprecedented stimulus, a new reality has been set for global 
and Canadian fixed income investors. With near–zero central 
bank rates, and the correspondingly low yields across the 
curve, the income generating portion of the Canadian fixed 
income portfolio has been suppressed and price appreciation 
opportunities limited. 

We analyzed how active managers performed before and after 
this fundamental change and whether active management has 
become a better value proposition for institutional investors 
in the post-crisis environment. 

It is our view that fixed income managers are no longer able 
to generate returns simply by gaining market exposure and 
relying predominantly on beta. Relative to the past, the 
current market environment does not allow for significant 
returns without a manager actively seeking and capturing 
market inefficiencies. Alpha generation is now a necessity for 
institutional investors in Canada as simpler beta-generated 
returns have been exhausted.  

The Active Manager Performance Record 
This section answers the first question posed: 

•  Do active Canadian fixed income managers sufficiently 
outperform their benchmarks? Is the outperformance 
overwhelmingly a result of beta gained through simple 
market exposure?

Our analysis tells us that, in the pre-crisis environment, active 
managers did not sufficiently outperform the benchmark, but 
were able to produce healthy absolute returns in-line with the 
overall performance of the Canadian fixed income market. 

When analyzing the Canadian fixed income market pre-2008, 
both active and passive strategies fared well, on an absolute 
basis, over the preceding decade. However, as shown in 
Chart 3, the difference in performance between the median 
active manager (as defined by the eVestment Canadian Fixed 
Income Universe) and the benchmark over this period was 
not material. Having passive exposure to the Canadian fixed 
income market (as represented by the DEX Universe Bond 
Index) would have returned 5.60% annualized over the five 
years ending December 31, 2007. The median active fixed 
income manager for that same period would have returned 
5.61%, a mere one basis point of added value - gross of fees. 
From this perspective, the median active fixed income manager 
generated returns very similar to the benchmark and thus, did 
not adequately compensate investors for the additional fees 
ascribed to active management strategies. 
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Chart 3 – Active Manager Performance, Pre-2008

Source: eVestment Analytics & PCBond
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Source: Thomson Reuters Datastream

1.0

2.0

3.0

4.0

5.0

6.0

7.0

8.0

9.0

10.0

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

20
11

20
12

Y
ie

ld
 (%

)

0.0

1.0

2.0

3.0

4.0

5.0

6.0

7.0

8.0

9.0

Ra
te

 (%
)

DEX Universe Bond Index (LS) Bank of Canada Target Rate (RS)

Low Rates 
Anchoring 
Yields

Chart 2 – Anchored Rates & Low Yields

Source: Thomson Reuters Datastream

1  Please see Appendix for additional details on the selection of this time period.
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In the current environment, however, the data suggests that 
Canadian active managers have produced material excess 
returns in contrast to the pre-2008 period. In the five-year 
period ending December 31, 2012, the median active manager 
added 35 basis points of value above the benchmark on an 
annualized basis, which significantly surpassed the added 
value over the prior period. 

Active managers who ranked within the top quartile of the 
active universe performed considerably better. For the five 
years ending December 31, 2012, first quartile managers 
outperformed the DEX Universe Bond Index by 57 basis points. 

In the pre-crisis period, the median top quartile manager 
added 24 basis points above the benchmark over a five year 
period, as illustrated in Table 1. Although the importance of 
alpha generation is illustrated by the augmented added value 
of top performers both before and after the crisis, the data 
suggests that top quartile active managers were able to deliver 
significant added value in both market environments. In  
addition, their performance post-crisis has grown incrementally. 

The Fee Equation
This section answers the second question:

•  Does the alpha generated by an active manager justify the 
fees being charged?

The introduction of fees into our analysis only magnifies the 
case for active strategies in today’s fixed income environment. 
To establish a standard fee for our research purposes, we 
looked at the posted median active manager’s fee for a core 
bond mandate totaling $100 million, which we estimate to be 
20 basis points, according to the eVestment ‘Canadian Core 
Fixed Income’ universe. Based on this fee, the median active 
manager’s added value, pre-crisis, is negative as compared 
to the DEX Universe Bond Index. Post-crisis, the five year 
annualized added value of the median active manager, net 
of fees, is 15 basis points, an improvement from pre-crisis 
results, but still not delivering considerable excess return. We 
recognize that asset managers and institutional investors may 
agree on fee schedules at a discount to the “posted” rates 
in public databases but also acknowledge that, even at a 
significant discount, the median active manager would have 
to add considerable value to compensate for fees.
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Chart 4 – Active Manager Performance, Post-2008

Source: eVestment Analytics & PCBond
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DEX  
Universe 

Bond Index

Median 
Active 

Manager

Median 
Active 

Manager 
Value Added

First  
Quartile 
Active 

Manager

First Quartile 
Active 

Manager 
Value Added

5 Year Annualized 
to Dec. 31, 2007 5.60% 5.61% 0.01% 5.84% 0.24%

5 Year Annualized 
to Dec. 31, 2012 6.35% 6.70% 0.35% 6.92% 0.57%

Table 1 – Historical Active Manager Performance –  
Gross of Fees

Source: eVestment Analytics & PCBond



5Fixed Income Paradigm Shift   | 

In the previous section we demonstrated how alpha strategies 
are benefitting clients whose managers fall anywhere at 
or above the median manager’s performance. However, 
when adding fees into our analysis, the active management 
proposition is less compelling, and the ability for an 
institutional plan to identify those managers who consistently 
rank in the top quartile of performers becomes a more 
relevant proposition. Even with the average fee increase for 
top quartile managers from 20 to 23 basis points, as observed 
in eVestment, the added value, net of fees, is incrementally 
higher than the median manager. In the five years annualized 
pre-2008, top quartile managers added one basis point of 
added value, net of fees. Post-2008, this number increases to 
34 basis points over the five year period and even reaches as 
high as 117 and 113 basis points for the one and three year 
periods ending December 31, 2012, respectively. Whereas 
median managers have added incremental value post-crisis, 
the results net of fees suggest that top quartile managers are 
worth the cost for the additional alpha generated.

It is also important to understand what the incremental fee 
for active fixed income management is delivering. Given the 
importance of capital preservation for this asset class, alpha 
is only one component of the decision to go active; risk 
management is the other. A proper assessment of mitigating 
possible risks to a portfolio may not always produce alpha 
in the short term, but does ensure that the goal of capital 
preservation is adhered to. In the next section, we will delve 
into the characteristics of the median active manager pre-
and-post crisis, and further elaborate on the abilities of active 
managers to mitigate risk in their client’s portfolios.

Risk-Adjusted Returns
To further highlight the changing landscape pre-and post-
crisis, we thought it would be revealing to separate the median 
manager’s beta and alpha components over time, as illustrated 
in Chart 6, outlining alpha, and Chart 7, outlining beta. Over 
the five years ending December 31, 2007, the median fixed 
income manager generated, on average, 17 basis points of 
positive alpha (alpha differs from excess returns and can be 
defined as the incremental return given a stationary market, 
see Appendix for full definition) for their portfolio. Post-
2008, the five year number increases to a positive alpha of 75 
basis points, a dramatic shift upwards. As expected, the beta  
of median managers decreases from 98 over the five years 
ending December 31, 2007 to 94 over the five years ending 

December 31, 2012. This suggests that, in the latter period, the  
median manager’s increase in alpha is also leading to a return profile  
moderately less correlated with the underlying benchmark.

When dissecting the added value of active managers, investors 
may assume that additional returns are purely a function 
of added risk. While this may be true in some instances, it is 
important to assess the level and type of risk. More importantly, 
it is our view that this is a misconception that cannot be 
attached to all active fixed income management. Risk controls 
are an integral part of any high-quality, active strategy. It is 
helpful to approach the median active manager’s return with  
a consideration for risk and the volatility of the strategy as 
compared to its benchmark. 

On a risk-adjusted basis, the median fixed income manager 
delivered an information ratio (value added per unit of active 
risk) of 0.17 over the five year period ending December 31, 
2007. Conversely, over the five year period ending December 
31, 2012, the median manager posted a 0.44 information ratio. 
Using another measure, the Sharpe Ratio, we see the same 
results. The data suggests that, not only are active managers 
adding incremental alpha in the post-crisis market, but they 
are also doing so on a risk adjusted basis. 

DEX  
Universe 

Bond Index

Median 
Active 

Manager

Median 
Active 

Manager 
Value Added

First  
Quartile 
Active 

Manager

First Quartile 
Active 

Manager 
Value Added

5 Year Annualized 
to Dec. 31, 2007 5.60% 5.41% -0.19% 5.61% 0.01%

5 Year Annualized 
to Dec. 31, 2012 6.35% 6.50% 0.15% 6.69% 0.34%

Table 2 – Historical Active Manager Performance –  
Net of Fees

Source: eVestment Analytics, PCBond and CIBC Global Asset Management Inc. calculations
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To further illustrate this point, when plotting five year median 
returns versus standard deviation pre-and post-2008, total 
return increases significantly for the period ending December 
31, 2012 while the standard deviation remains flat, suggesting 
active managers are delivering enhanced returns without a 
meaningful gain in the volatility of the return stream.

We believe the data can be partly explained by reduced interest 
rate volatility after 2008 as rates were pushed to historical lows 
and held at these levels (Chart 12). However, a portion of the 
reduced volatility post-2008 may also be attributable to active 
managers deviating further from benchmark allocations with 
an eye towards risk protection alongside enhanced returns. 
Seasoned active managers weigh upside potential and 
downside protection when implementing sector allocations 
and making security selection decisions. Not only is the active 
manager attempting to add value in the process, but is also 
mitigating return volatility and potentially reducing specific 
security exposure risks that can occur from having to replicate 
the benchmark.

After benefitting from strong absolute returns in the period 
preceding 2008, whether in an active or passive strategy, plans 
have now begun to question the further upside available to 
investors in Canadian bond markets. As the data suggests, 
institutional investor’s concerns are warranted and it appears 
that active management has begun to act as the key to 
producing more attractive risk-adjusted returns while offering 
downside protection going forward. 
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While evidently no simple task – alpha being difficult to 
generate in generally efficient marketplaces – we nonetheless 
believe that adding real value is possible for skilled managers 
utilizing the right complement of tools and methods including 
duration targeting, yield curve positioning, sector allocation, 
and security selection, among the other opportunities. As 
we move forward in this new, post-crisis environment and 
the market continues to increase in complexity, consistently 
generating alpha requires having a deep group of managers 
and analysts to employ a specialist research model where 
experts can contribute to a team-based effort. In other words, 
gone are the days where one or two individuals can be relied 
upon to consistently generate different sources of alpha across 
a broad opportunity set.   

In our view, the preceding data should give proponents of 
passive investing considerable pause. The data used to make 
these arguments relied on the active universe of Canadian 
fixed income managers. However, it should be noted that 
many institutional investors benchmark their fixed income 
portfolio against the DEX Long Term Bond Index. We opted to 
use the more robust ‘Canadian Fixed Income Active Universe’ 
for our analysis as there are significantly more observations 
with longer underlying track records. However, given that the 
same team, investment style and process are routinely relied 
upon whether managing an active universe or an active long 
bond mandate, it is conventionally accepted that similar results 
would apply in the long active/passive management discussion.

Exploiting Structural Inefficiencies 
We have discussed the median active manager’s performance 
relative to the benchmark in both pre- and post-2008. If we 
accept that active managers have been able to generate 
alpha post-crisis, a second assumption comes into question.  
Is the Canadian bond market truly efficient? If not, where  
and what types of inefficiencies exist? Next, we answer the 
third question:

•  Is the Canadian fixed income market efficient and, if not, 
are there readily available inefficiencies active managers can 
systematically exploit to add value?   

Issuance & Inefficient Benchmark Weightings

The composition of any bond market is the accumulated 
issuance of that market. In Canada, this issuance leads to  
a concentrated allocation in certain sectors, with govern- 
ment bonds making up over 70% of the total issuance. 

This government allocation is the result of the cumulative 
borrowing needs of the different government issuing entities 
in the Canadian market. However, this is not necessarily 
the optimal allocation for an institutional investor. When 
analyzing return opportunities, a different allocation may 
be warranted. Take, for example, our forecast for Canadian 
Federal and Corporate bond returns based on three economic 
scenarios, sluggish expansion, growth surprise and recession, 
and their respective probabilities (Table 3). 

The spectrum of return possibilities for Federal bonds is 
relatively large, with a passive portfolio allocating a large 
amount of assets to this sector. Inversely, the range of returns 
of corporate bonds forms a much tighter band, with strong 
performance in our base case and sluggish expansion scenario, 
which is indicative of what we see as a post-2008 environment 
of slow deleveraging and persistently low yields. The ability 
to deviate from benchmark weightings should allow an active 
manager to allocate opportunistically across sectors and 
mitigate the concentration risk inherent in the benchmark. 

Interpolated Assumptions & Pricing

Investment dealers, who are the market makers in the over-
the-counter Canadian bond market, tend to price bonds by 
interpolating the mid-price between two like bonds from 
separate parts of the yield curve. This interpolating assumption 
can lead to the mispricing of securities as fundamental and 
technical factors may dictate a different price for the security in  
question. An active manager, performing independent security 
valuations, should be able to identify those securities which 
are relatively over- or under-valued by the market and buy or 
sell these securities to add value relative to the benchmark. 

The Roll-Down Effect

Active managers can take advantage of the yield curve roll 
down as a bond’s duration diminishes over time. Specifically, 
active managers can search for bonds that are positioned at 
steep parts of the yield curve and benefit from the passage 
of time as a bond moves from a higher yielding term to 
a shorter term, while still carrying its original coupon. A 
properly implemented roll down strategy can not only 
enhance returns, but also serve as a partial buffer in a rising 
interest rate environment as the roll down effect offsets, in 
part, the negative impact of rising yields on bond prices. This 
is not a strategy that one can fully exploit in a conventional 
passive approach based on an index as yield curve positioning 
becomes limited in scope.

Growth  
Surprise 

(15% Probability)

Sluggish  
Expansion 

(70% probability)

Global  
Recession 

(15% Probability)

Canadian Federal Bonds -0.9% 2.3% 7.0%

Canadian Corporate Bonds 1.6% 3.9% 2.6%

Table 3 – Expected returns for the 12-month period 
beginning July 1, 2013 (Canadian dollars)

Source: CIBC Global Asset Management Inc.
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Federal 
56% 

Provincial 
42% 

Municipal 
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Chart 13 – Government Concentration, as at June 30, 2013

Source: PCBond
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“Off-the-run” Bonds

Fixed income investors tend to favor “on-the-run” bonds, which 
are considered the benchmark bond for specific terms, such as 
the 2-, 5-, 10-, and 30-year issues. As a result, these specific 
bonds are more liquid. However, when the specific bond no 
longer qualifies as a benchmark bond, and a newer bond for 
the same term is issued, it becomes known as an “off-the-
run” bond. The reduced demand for these bonds marginally 
affects liquidity and slightly enhances yields. An active 
strategy can exploit the divergence in yields between these 
issues by selectively buying the higher yielding, “off-the-run”  
bonds in place of “on-the-run” issues. This can produce excess 
yield without affecting overall credit quality and without 
sacrificing a material amount of liquidity. A conventional passive  
manager generally must hold the current, “on-the-run” issue 
to replicate the index, and is unable to exploit this differential.

Agency bonds

Agency bonds usually come with the same or similar 
guarantees as Federal or Provincial bonds, but trade at a higher 
yield. For example, agency bonds are issued by government 
entities such as Canada Mortgage and Housing Corp., Export 
Development Canada and the Canadian Wheat Board, but 
not by governments themselves. A strategy of overweighting 
these less-liquid agency bonds and underweighting the 
corresponding Federal and Provincial bonds can yield 
higher returns without altering the credit risk profile of the 
portfolio. Conventional passive managers, tied to the relative 
allocations of the benchmark, generally cannot overweight 
these securities. Chart 14 illustrates the excess yield that these 
agency bonds carry over corresponding federals.

Reliance on Credit Rating Agencies

Pricing for an individual fixed income security is heavily 
influenced by its credit rating as decided by credit rating 
agencies. Generally speaking, securities with similar credit 
ratings in the same industry tend to trade in a tight range, 
with pricing being closely correlated. Although credit agency 
ratings are utilized by active managers, the most sophisticated 
active managers will only use these ratings as an input into 
their own credit team’s proprietary research. By conducting 

unbiased research on issuers, credit teams at Canadian asset 
managers can help to uncover securities that are mispriced 
due to the implied spread an issue carries based on the credit 
agency’s official rating. In terms of risk management, the credit 
research effort may make it possible to identify securities, over 
time, whose credit quality is not fairly represented by the credit 
agency rating. The active approach can not only identify those 
issues that are undervalued due to their rating, but can also 
offer downside protection by avoiding or selling deteriorating 
credits that have not been downgraded by ratings agencies. 

Targeting Duration & Interest Rate Sensitivity

In the past, interest rate volatility has deterred many fixed 
income managers from taking active positions based on 
interest rate calls, leading to the creation of many duration-
neutral strategies. However, in today’s low interest rate 
environment, we believe that ignoring alpha opportunities 
afforded by duration management results in one fewer source 
of alpha in an environment where all opportunities can have 
an important contribution to overall excess return.

Active fixed income investors can alter the overall duration 
of their portfolio relative to that of the benchmark to both 
enhance yield and preserve capital. Increasing the duration of 
the portfolio has the effect of increasing the yield of a portfolio 
relative to the benchmark, assuming an upward-sloping yield 
curve. It can also have the effect of hedging an overweight 
allocation to corporate bonds, as many managers discovered 
following the third quarter of 2011 when credit spreads rose 
and Government of Canada yields fell. Also, if interest rates 
are expected to rise, managers have the ability to reduce the 
interest rate exposure of the portfolio by shortening duration, 
offsetting the price declines in their portfolios. While many 
managers have been on the wrong side of the “rising interest 
rate” trade, others have benefited from these opportunities 
over time.   

Overall, if our argument stands that value adding opportunities 
are the key to excess returns in the current environment, then 
an active manager’s ability to identify and capitalize on these 
inefficiencies becomes of paramount importance.
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Global Context
Many institutional investors outside of Canada, most notably 
in the United States and United Kingdom, have already 
made the shift, not only to active fixed income management 
but, to active, unconstrained fixed income management. 
Unconstrained fixed income portfolios include international 
sovereign bonds, global investment grade and high yield 
bonds, emerging market debt and the option to gain exposure 
and hedge risks through a variety of derivatives. While we 
believe there are many inefficiencies in the Canadian fixed 
income market, as listed above, there are exponentially more 
in a global context. Unconstrained fixed income managers 
have the ability to generate alpha from an even wider variety 
of sources.

We recognize that Canadian institutional investors may not be 
comfortable investing in an unconstrained environment. We 
do, however, see a trend towards a portion of a fixed income 
portfolio being invested outside of Canada and expanding the 
investable universe in order to generate additional returns and 
increase portfolio diversification; this strategy is commonly 
referred to as “core plus”. Canadian core plus strategies 
broaden the opportunity set to include foreign securities 
alongside a core Canadian bond portfolio to further enhance 
returns and increase diversification. The core plus strategy will 
be the focus of our subsequent Fixed Income Management 
Series research paper.   

Enhanced Passive Strategies
We understand that some institutions in Canada are not 
prepared to implement an active strategy but would benefit 
from some yield enhancement in the current low yield 
environment. As investment committees establish and evolve 
their belief systems - which tilt them to either an active or 
passive approach - certain institutional investors may benefit 
from considering an additional, less common strategy 
available in the Canadian fixed income space: an enhanced 
passive strategy.

A more benchmark-sensitive institutional investor may 
benefit from an enhanced passive fixed income portfolio that 
maintains many of the characteristics of a passive mandate 
with a slight tilt towards adding value over the benchmark. 
A typical enhanced passive strategy will utilize a stratified 
sampling approach to ensure that the primary objective  

of beta-replication is achieved, while also allowing managers 
to incorporate the market insights from an active fixed income 
team to help reduce risks in the portfolio and enhance returns 
at the margin. 

In this strategy, passive managers with direct access to skilled 
active fixed income teams can adjust sector allocation and 
security selection decisions, within the context of a stratified 
sampling approach, to deliver a “smarter beta” to an investor. 
An enhanced passive approach will provide the beta exposure 
desired but, when making security selection decisions, will 
exploit several of the inefficiencies mentioned earlier, such as:

• Pricing; 

• Roll Down Effect; 

• “Off-the-Run” Bonds; 

• Agency Bonds; and 

• Reliance on Credit Rating Agencies

In addition, the enhanced passive manager will also address 
the potentially inefficient benchmark weighting to reflect 
either a higher yielding or a more defensive portfolio. 

As discussed previously, in today’s post-crisis market 
environment, where historically low yields have diminished 
income opportunities for pension plans and other institutional 
investors, the possibility of a slightly higher yield in an 
enhanced passive portfolio would help to offset the otherwise 
low income potential and the fees charged. Similarly, with 
interest rates at historic lows, the moderate risk controls 
afforded an enhanced passive manager should help to buffer 
the impact of possible future interest rate increases or slowly 
rising yields. All of these potential benefits are encompassed in 
an enhanced passive strategy while still maintaining exposure 
to the broad market. 

Historically, enhanced passive mandates have performed well, 
resulting in relatively high information ratios, even when 
measured against a full active universe, as the limited alpha 
targets have been met at lower risk levels. 

Dec. 31, 2003 – 
11 Core Plus 

Strategies

December 31, 2012 – 
24 Core Plus 

Strategies

Chart 16 – Growth in Canadian Core Plus Offerings 

Source: eVestment Analytics. Based on eVestment Canadian Core Plus Fixed Income Universe.
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Conclusion
While strategies that take advantage of market inefficiencies 
in the Canadian fixed income space are not new, we believe a 
fundamental change in market dynamics is strengthening the 
case for active management. In this new environment, alpha 
strategies become more meaningful contributors to total 
returns, and managers who relied heavily on fixed income 
beta contributions may experience challenges going forward. 
A passive fixed income manager that has generated positive 
absolute returns in the past will not necessarily be able to 
generate returns of the same magnitude in the future. In this 
environment, alpha strategies will take on a more significant 
role in an institutional investor’s Canadian fixed income 
portfolio.

The Active Approach to Passive Investing 
For investment committees who do not accept the active 
management argument, or for those that have designated 
a passive only approach to their fixed income allocations, 
we would argue that, when selecting managers, plans 
should consider whether the passive managers have access 
to an active fixed income team. 

We believe this is an important and somewhat counter-
intuitive point that is worth discussion. Passive investing 
in fixed income assets, unlike equities, dictates that ‘full 
replication’ is not a viable approach due to the specific 
nature of the bond market. Despite increasing electronic 
trading, the fixed income market continues to be a dealer-
driven, over-the-counter marketplace. As such, the way 
in which managers trade fixed income securities is quite 
different from the operation of Canadian equity markets. 
Unlike equity markets, securities in the Canadian bond 
market are not always readily available, as they can be held 
“on the books” of market participants for long periods of 
time, and even until maturity.    

Because of the nature of the market, full replication 
becomes less practical for passive fixed income managers. 
Instead, most firms will employ a process known as 
‘stratified sampling’. This process involves finding bonds 
with similar characteristics (i.e. similar credit quality, 
duration, convexity, etc.) to help replicate the performance 
of the benchmark while alleviating the need to hold all of 
the constituent bonds in an index. 

While the process of stratified sampling ensures that 
portfolio and benchmark characteristics are aligned, there 
are also implicit security selection decisions embedded in 
executing this type of approach. It is in these selections that 

Overall, we at CGAM believe the Canadian fixed income 
space has entered a new environment, which is distinct from  
the environment pre-crisis. We believe the new, post-crisis 
environment, defined by sluggish global growth, will last 
for the foreseeable future. We think that as investment 
committees revisit their “investment belief system”, they 
should consider an active fixed income management approach 
in order to continue to generate material excess, risk-adjusted 
returns in a low-return environment. 

we see the necessity for a passive team to have access to the 
research of an active management group to help anticipate 
and manage the idiosyncratic risks that may be overlooked 
by passive managers, and thus, institutional investors. 

This somewhat counterintuitive point can be best illustrated 
by looking at corporate debt. Despite the fact that two 
corporate bonds might have similar characteristics in terms 
of duration, credit quality, etc., most market participants 
would agree they could have very different underlying risks 
depending on other factors such as industry, issuer size, 
covenants, barriers to entry and other considerations that 
are usually analyzed from a credit research perspective. 
Therefore, despite the fact that a plan’s portfolio is being 
managed passively, active decisions are being made by 
managers in their attempts to mitigate certain risks specific 
to individual issues. These decisions can be made on a more 
informed basis given access to an active management team 
and their views. The importance of these decisions becomes 
magnified in today’s low yield environment, with most 
issues having an asymmetric risk profile. Any deterioration 
in a bond price caused by the idiosyncratic risks of each 
bond selected in replicating the index can not be easily 
recouped by passively clipping coupons. 

Much like in active strategies, an investor wants to be 
sure that a passive manager has the resources of a deep 
credit research team who will be able to advise them on 
specific risks of selecting corporate issues for their stratified 
sampling process beyond the basic characteristics of the 
bond. Also, the resources of an active management team 
will aid in making overall security selection decisions 
(beyond corporates), while aligning the implementation of 
benchmark matching transactions.
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Appendix
Definitions & Formulas 
(Source: eVestment Analytics)

Alpha – The incremental return of a manager when the 
market is stationary. In other words, it is the extra return 
due to nonmarket factors. This risk-adjusted factor takes into 
account both the performance of the market as a whole and 
the volatility of the manager. A positive alpha indicates that 
a manager has produced returns above the expected level at 
that risk level, and vice versa for a negative alpha. Alpha is the 
Y intercept of the regression line.

Alpha (a) = X - [Beta*Y]

X = the mean return for the manager 
Y = the mean return for the index

Beta – Covariance of a portfolio in relation to a “market” or 
benchmark. A beta of 1.00 implies perfect historical correlation 
of a portfolio with the market. A higher beta manager will, 
theoretically, rise and fall more rapidly than the market 
whereas a lower beta manager will rise and fall more slowly. 

Beta (ß) = [(n)*∑(xi*yi)] - (∑ xi)(∑ yi)

 [(n)*∑(yi
2)] - (∑  yi)2

n = the number of observations 
xi = the return of the first data series (ith observation) 
yi = the return of the second data series (ith observation) 
Generally, xi = the manager’s return series and yi will be a 
specified index (benchmark)

Information Ratio – This statistic is computed by subtracting 
the return of the market from the return of the manager to 
determine the excess return. The excess return is then divided 
by the standard deviation of the excess returns (or Tracking 
Error) to produce the information ratio. This ratio is a measure 
of the value added per unit of active risk by a manager over an 
index. Managers taking on higher levels of risk are expected 
to then generate higher levels of return, so a positive IR would 
indicate “efficient” use of risk by a manager. 

IR = Excess Return

 Tracking Error

Sharpe Ratio – This statistic is computed by subtracting the 
return of the risk-free index (typically 91-day T-bill or some 
other cash benchmark) from the return of the manager to 
determine the risk-adjusted excess return. This excess return 
is then divided by the standard deviation of the manager. A 
manager taking on risk, as opposed to investing in cash, is 
expected to generate higher returns and Sharpe measures 
how well the manager generated returns with that risk. In 
other words, it is a measurement of efficiency utilizing the 

relationship between annualized risk-free return and standard 
deviation. The higher the Sharpe Ratio, the greater efficiency 
produced by this manager. 

Sharpe = Annual Return (F) – Annual Return (Rf)

 Standard Deviation (F)

F = Fund 
Rf = Risk-free rate

Annualized Data
We have used annualized data in this research paper to 
best replicate the returns afforded to institutional investors 
who, we believe, would typically maintain a strategy for a 
time horizon of three years or longer. The annualized data 
smoothes the one year anomalies that are characterized by 
the risk on/risk off nature of today’s markets. Annualized data 
incorporates all periods, providing a more holistic return series 
to analyze for institutional investors.

Demarcation Point
When selecting our demarcation point between the ‘old’ and 
‘new’ environment in the Canadian fixed income space, we 
chose to divide the two periods around the December 31, 
2007 date. This selection was based on the events at that time 
which we, and many other market participants, believe was 
the onset of the market disruptions. This disruption began 
several months prior as the U.S. real estate market began 
to severely decline and liquidity issues developed for many 
financial institutions. As is well known, these initial shocks 
lead to extreme credit spread widening in 2008, with the Bear 
Sterns fire-sale to JPMorgan Chase in early 2008 and Lehman 
Brothers bankruptcy later that year. In the Canadian context, 
these events lead the DEX Universe Bond Index to record 
almost first quartile performance for 2008, weakening the 
case for active managers in this period. However, 2009 saw 
a stark reversal, with active managers far outpacing the DEX 
Universe Bond Index, offsetting the previous year’s negative 
performance versus the index and placing the DEX Universe 
Bond Index in the bottom quartile of active managers.2 We 
have included the “anomalies” of both 2008 and 2009 in our 
‘post-crisis environment’ analysis as they work to offset each 
other in their effect on the median manager’s performance. 
Also, as per our annualized data note above, our goal in 
this paper was to realistically capture the experience of 
institutional pension plans throughout this extraordinary 
period. It is our belief that excluding these two periods from 
our analysis would present a far more stable environment 
than was experienced by most institutional investors during 
the financial-crisis.
2  Based on calendar year performance of DEX Universe Bond Index in 2008 and 2009 versus the eA 

‘Canadian Core Fixed Income’ universe. 
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