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Risk Is Too High Without Enough Premium in Credit Spreads - For Now
The NorthStream Credit Strategies Fund returned 0.86% for the month of September, as we continued to
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we have watched the US 2-year bond yield increase to 3.43% in mid June, resulting in an inverted yield curve.
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The spread on the US 2-year vs the US 10-year is approximately -45 basis points as shown in the chart below.
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Currently, we have
20% of the portfolio in yield-to-call positions that will be redeemed, called, or be eligible for a change of
control put in the next 12 months. We have another 31% of the portfolio that will mature or will likely be
called / retired before 2021. These positions have the opportunity to benefit from call premiums as
companies look to take advantage of current favourable financing conditions and lock in affordable fixed
rate funding.

Our bond holdings by rating were 2% BBB, 26% BB, 39% B, 17% CCC, and 16% unrated. Canadian dollar
positions comprised 68% of the portfolio. The performance, risk, and correlation metrics are detailed on
the following page.

An inverted curve has proven in the past to be a reliable lead indicator of a recession. Currently the risk
premium for high yield bonds measured in credit spreads are at levels not usually associated with recessions.
In fact, spreads tightened in the second half of July as investors began to anticipate the Fed easing by mid 2023
and confidence in a soft landing. High yield credit spreads currently stand at 462 basis points which is also the
exact 10-year average.
Between December 1996 and December 2021, there were 28 months when the economy was in recession.
The median spread on high yield bonds during those months was about 835 basis points based on ICE Bofa
indexes. Currently the duration of the high yield index is 4.2 years. If the spread to worst widened to 835 basis
points from the current level of 462, it would result in a loss of principal of more than 15 points of par value on
the high yield index.
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The chart below shows how spreads reacted during market declines in the S&P 500 over the past ten years.
The NorthStream Credit Strategies Fund returned 0.86% for the month of September, as we continued to
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their next call price. We sold our position in the Gibson bonds maturing 2024, as it is our policy not to
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The combination of falling interest rates and tighter spreads on BB-rated bonds caused us to trim exposure
to three BB-rated names that reached our price targets. These positions were trading at large premiums to
par and above the next call price. Additionally, these portfolio positions had a longer duration than our
overall portfolio duration of 2.1 years. Our portfolio duration decreased from 2.3 years in August 2019.
Our portfolio positioning has the flexibility to take advantage of market opportunities. Currently, we have
20% of the portfolio in yield-to-call positions that will be redeemed, called, or be eligible for a change of
control put in the next 12 months. We have another 31% of the portfolio that will mature or will likely be
called / retired before 2021. These positions have the opportunity to benefit from call premiums as
companies look to take advantage of current favourable financing conditions and lock in affordable fixed
rate funding.
Our bond holdings by rating were 2% BBB, 26% BB, 39% B, 17% CCC, and 16% unrated. Canadian dollar
positions comprised 68% of the portfolio. The performance, risk, and correlation metrics are detailed on
the following page.

The short duration of the correction in 2020 was caused by the accommodative monetary policy and extraordinary
fiscal stimulus. We have had two periods of negative quarterly GDP in 2022 with the Fed on track for further rate
increases. The equity market correction in 2022 has lasted 150 days similar to 2016 where the spread to worst
widened to 888 basis points. At the current spread to worst of 462 basis points and the expectation of further
tightening financial conditions, we believe the risk profile of the credit markets is not favourable. We expect that
the current economic deceleration will end with wider credit spreads before the end of the current recession is
visible.
Our game plan for 2022 has worked well, allowing us to preserve capital in an environment where interest
rates have risen, and credit spreads have widened. The high yield index started the year with a yield to worst
of 4.32% and a spread to worst of 330 basis points, which we believed was fully valued. We began culling our
portfolio on the first trading day of 2022 with a reduction of our long duration bonds and BB rated credits that
had very tight credit spreads. We started the year with a portfolio duration of 3.24 years which needed to be
materially reduced in a rising rate environment. We reduced our portfolio duration by selling many of our long
positions, keeping mostly cyclical names which performed well in an inflationary environment. We increased
our shorts and market hedges to 25% of the portfolio value in May 2022. In early July we reduced our short
exposure to 13% of the portfolio value and have materially increased our cash balances. Our portfolio duration
is currently at 1.4 years.
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The NorthStream Credit Strategies Fund returned -0.95% for the month of July with our remaining long positions
The NorthStream Credit Strategies Fund returned 0.86% for the month of September, as we continued to
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spreads widen rapidly as demonstrated in the chart above in 2016, 2018 and 2020.
The combination of falling interest rates and tighter spreads on BB-rated bonds caused us to trim exposure
to three BB-rated names that reached our price targets. These positions were trading at large premiums to
par and above the next call price. Additionally, these portfolio positions had a longer duration than our
overall portfolio duration of 2.1 years. Our portfolio duration decreased from 2.3 years in August 2019.

Our portfolio positioning has the flexibility to take advantage of market opportunities. Currently, we have
20% of the portfolio in yield-to-call positions that will be redeemed, called, or be eligible for a change of
control put in the next 12 months. We have another 31% of the portfolio that will mature or will likely be
called / retired before 2021. These positions have the opportunity to benefit from call premiums as
companies look to take advantage of current favourable financing conditions and lock in affordable fixed
The NorthStream
Credit Strategies Fund LP (“the Fund”) launched on May 2, 2016. The monthly returns above are shown net of all fees and expenses and are based on the Fund’s Class X Lead Series NAV. Monthly NAV and returns are calculated by SGGG
rate
funding.
Fund Services Inc. Past performance is not indicative of future results. Performance, risk metrics and correlations are as of July 31, 2022. Note that the use of the XGB, TSX, and S&P 500 in the performance tables below is for informational purposes only.
The XGB (iShares Canadian Government Bond index ETF), TSX, and S&P 500 have a different composition than the Fund and are not comparable benchmarks. The XGB, TSX, and S&P 500 were chosen to compare the Fund’s performance returns against
other asset classes.
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1
Using 1-year T-bills.
2
iShares Canadian Government Bond Index ETF (XGB).
3
Negative downside capture vs. XGB, TSX, and S&P 500 is a result of NorthStream generating
positive returns in months when these indices generated negative returns.

Information obtained from this commentary is not intended to be used as financial or investment product advice and is not meant for making investment decisions. This commentary does not constitute a solicitation or offering for the sale or purchase of investment
or securities in any products. The information contained herein, while believed to be reliable and complete, is not guaranteed as to its accuracy or completeness. NorthStream Capital Inc. (“NorthStream”) cannot guarantee its accuracy or completeness and accepts no
responsibility for any loss arising from any use of or reliance on the information contained herein. Material information about the NorthStream Credit Strategies Fund LP (“the Fund”) is made available in the Confidential Offering Memorandum that should be read
carefully before investing. To obtain complete information relating to the Fund, please refer to the Confidential Offering Memorandum.
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