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In July, we saw signs of waning economic growth, at least on a rate-of-change level,
which was enough to inject uncertainty into risk markets and continue a rally in global
interest rates. The U.S. 10-year rate fell by 24 basis points (bps) over the month and
the Canadian 10-year fell by 19 bps. In addition, the multi-month oil rally that saw the
WTI (West Texas Intermediate) spot rate go from US$35.79 per barrel in October 2020
to US$73.47 by the end of June, stalled in July as OPEC + Russia agreed to return to prepandemic output levels. After falling sharply mid-month, by 9.6%, the price of WTI
quickly recovered to finish the month 48 cents higher than the previous month-end.
This shock, coupled with concerns over the fast-spreading Delta variant and a rollover
in economic growth expectations when viewed on a rate-of-change basis, caused
credit spreads to widen and risk assets to diverge.
While economic prints continued to come in strong throughout the month, they
missed expectations, creating concerns that we have reached a peak in economic
expansion. This has led to worry over a potential monetary policy error. U.S. GDP grew
by 6.5% in Q2 (Seasonally Adjusted Annual Rate SAAR), a faster pace than the 6.3%
(SAAR) in Q1. However, this number missed lofty economist expectations of 8.4 %. The
IHS Markit Flash U.S. Services Purchasing Managers’ Index® also missed preliminary
expectations of 64.5, coming in at 59.8 on July 231. The strong June CPI print of 0.9%
month over month in the U.S. was not enough to stall the rally in long-term rates;
instead, it led to concerns that the inflation data is transient and that it could lead to a
U.S. Federal Reserve policy error, driving long-term rates even lower. With respect to
labour markets, data was stronger in both Canada and the U.S. than the previous
month, but has yet to reflect the strength of a reopening in either country.
The Federal Open Market Committee (FOMC) kept policy unchanged during its July
meeting while acknowledging the strength of the recovery. The July 28th statement
noted the economy is getting closer to achieving the standard of “substantial further
progress” towards the FOMC’s goals of price stability and maximum employment. This
standard is the threshold to begin tapering their balance sheet purchases, which for
now continue at a pace of US$120 billion/month. In Canada, the Bank of Canada (BoC)
held its policy rate steady at 0.25% and released its July Monetary Policy Report. The
BoC continued to taper the weekly pace of its bond purchases by $1 billion to $2 billion
per week. This reduction is driven by optimism towards the outlook, which remains
strong, even though the BoC has revised its 2021 growth estimates down from 6.5%, to
6% year over year, while raising its 2022 and 2023 growth forecasts to 4.6% and 3.3%,
respectively.
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Provincial spreads widened by one basis point in July, with peripheral provinces underperforming. As we entered the summer months,
domestic provincial bond supply slowed to $6.5 billion in July versus $8.8 billion issued in June. The Province of British Columbia revealed
that the 2020-21 budget deficit was $2.7 billion lower, at $5.5 billion, than the $8.2 billion originally budgeted. The faster-than-expected
economic recovery, including the job recovery, led to higher income taxes, and hence the upward revision. Alberta released its 2020-21
annual report, which showed a deficit of $16.9 billion, a $3.2 billion improvement from the last projection in February 2021. The
improvement was boosted by higher-than-expected natural resource revenue and lower spending. In Newfoundland and Labrador, the
federal government announced a $5.2 billion agreement to complete the Muskrat Falls hydroelectric project. Under the terms of the
agreement, Canada will give an estimated $3.2 billion in annual financial transfers to the province between now and the end of the
project, an amount equal to the interest it earns in the Hibernia offshore oil project. In addition, the province will also receive $2 billion in
federal financing, half of which comes in the form of a federal loan guarantee. The other half is billed as an investment in Newfoundland
and Labrador’s transmission system that carries Muskrat Falls’ power from central Labrador and distributes it across the island.
The FTSE Canada All Corporate Bond Index returned 0.92% for the month. Credit spreads traded in a tight range, ending July 1 bp wider.
From a ratings perspective, the BBB and A segments underperformed the AA ratings bucket by 1 bp. From a sector perspective, banks and
utilities outperformed while Telecoms and Oil & Gas underperformed.
On the corporate bond front, the pandemic story continues to improve in Canada, which is expected to enhance economic performance
and continues to support the fundamentals of corporate spreads. Vaccine rollout improved in Canada, with 70.4% of the population
receiving their first dose and 55.71% of the population fully vaccinated as of July 30, 20212. Full reopening requirements have been met in
most provinces with others very close to meeting targets. During the month, results of the telecom spectrum licence auction came in
much higher than analysts had been expecting and led to underperformance in the sector. Also in corporate news, the battle for Inter
Pipeline between Brookfield Infrastructure and Pembina ended, with Brookfield Infrastructure winning on a higher bid.
New issuance continues to be quite strong in Canada, at $12.31 billion during the month compared to July’s 5-year average of $7.7 billion.
Of the corporate new issuance, $7 billion was issued by banks. The upgrade/downgrade ratio for the month of July was a healthy 1.67x,
highlighting the improved credit fundamentals of companies.
The FTSE Canada Universe Bond Index increased 1.03% in July. The Provincial and Municipal sectors outperformed, returning 1.24% and
1.23%, respectively, as yields fell. The Federal and Corporate sectors underperformed, with returns of 0.85% and 0.92%, respectively.

Footnotes
1 “IHS Markit Flash U.S. Composite PMI™” https://www.markiteconomics.com/Public/Home/PressRelease/5c13aaa0acb3461eb9acd7113cd2bb40
2 “COVID-19 vaccination in Canada” https://health-infobase.canada.ca/covid-19/vaccination-coverage/archive/2021-07-30/
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Topic of the Month

The Debt Hangover
Apart from inflation, the number one question that we get asked by clients is, what are we going to do about all that debt accumulated
during the pandemic? We first visited this topic in our July 2020 monthly piece titled “Debt Supercycle Part II”. Now that the ink has for
the most part dried on all the various stimulus plans, we can start to tally the impact. The accumulation of debt is well beyond the rise
seen during the 2008 global financial crisis and is the largest since the major world wars in the 20th century (Figure 1).

Figure 1. G7: Gross Government Debt to GDP
This line graph shows the gross government debt to GDP ratios of G7 nations; i.e., Japan, Italy, U.K., France, Germany, U.S. and
Canada. Data for the U.K. and U.S. date back from 1900, and for the others, from the 1950s to 1970s. Data is current to August 5,
2021, and includes estimated levels into 2026. The accumulation of debt is currently well beyond 2008 global financial crisis levels,
and global debt is the largest since the 20th century’s major world wars.

According to the Institute of International Finance, the global response to the COVID-19 pandemic has added US$24 trillion to the global
debt mountain in 2020, bringing it to a new high of US$281 trillion. Global total debt/GDP has surged by 35% to over 355% of GDP in 2020
and government debt/GDP has increased to 105% of GDP in 2020, up from 88% in 20191. Figure 2 provides a breakdown of debt to GDP
for selected countries. These elevated levels of debt place many countries in the “danger zone” identified by economic professors
2

Kenneth Rogoff and Carmen Reinhart in their 2010 paper titled “Growth in a Time of Debt” . In the report, the authors argue that using
data across all advanced countries, when debt/GDP is greater than 90%, GDP growth is typically lower than countries with lower
debt/GDP ratios. In addition to sluggish growth, historically, huge debt buildups have also usually been followed by an uptick in inflation,
and/or a financial crisis.
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Source: IMF World Economic Outlook, July 2021 Update

Figure 2: Debt/GDP (%) – Select Regions (2020)
This bar graph shows the debt to GDP ratio for 2020 in the following regions, in descending order: Japan, Italy, advanced G20, the
U.S., Spain, Canada, France, the U.K., Brazil, the world, the euro area, India, Germany, China and Australia. In 2020, Japan’s debt to
GDP ratio was 254.6%, the U.S. ratio stood at 133.6% and Canada was 117.8%. This compares to the advanced G20 countries’ ratio
of 133.9% and the world’s 98.7%.

The unprecedented fiscal and monetary policy stimulus was provided to bridge economies over the deep economic effects of lockdowns.
These measures in part led to one of the shortest recessions on record. However, with vaccination rates rising and economies
strengthening, the focus now turns to how governments are going to address the elevated debt levels. Traditionally, the ways to decrease
bloated debt levels include:
(1) Austerity – including measures such as spending cuts and/or raising taxes. This path leads to prolonged slower growth and in some
cases increases the chances of running into a period of stagflation. It also may be a difficult path to take due to demographics, as an
ageing population likely requires an increase in spending on health care. Global commitments to climate change initiatives will also
likely require a significant increase in infrastructure spending.
(2) Growth – if economic growth exceeds the cost of government borrowing, the government can roll over its debt, and the Debt/GDP
ratio will decline without the need to impose austerity measures.
(3) Inflation – reducing the real value of the debt through inflation. While central banks appear to have a tolerance for inflation to run
over 2% in the near term, in the long term they are likely to push back against persistent higher inflation levels.
(4) Default – an extreme measure that has been used historically by many emerging market countries but is not an option for
developed nations.
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Lower for Longer
Low interest rates make the debt burden manageable. This is a theory espoused by scholars and former Democratic policy advisors Larry
Summers and Jason Furman as well as the former chief economist of the International Monetary Fund (IMF), Olivier Blanchard. Summers
and Furman argue that a cyclically balanced budget likely leads to inadequate growth and excessive financial instability. As a new
guidepost, they propose that fiscal policy focus on supporting economic growth while preventing real debt service from being projected to
3
rise quickly or to rise above 2% of GDP. They submit that governments should stop paying attention to debt/GDP as a vulnerability and
instead focus on the size of interest payments. The focus on debt-servicing costs highlights the reliance of debt sustainability on the path
of real rates relative to real growth ('r-g'). As long as low servicing costs persist, the level of debt matters less.
Blanchard has argued that debt is sustainable when nominal interest rates are lower than nominal GDP growth: the cost of debt service is
lower, if not negative.4 For this theory to be effective, interest rates would have to stay low for a long time. If increased spending sparked
runaway inflation, central banks could be forced to raise interest rates beyond growth rates to tame inflation and the sustainability of debt
model could collapse.
What About MMT?
No argument about debt sustainability is complete without a discussion of Modern Monetary Theory (MMT). MMT advocates believe
governments that issue in their own currency can essentially borrow without limit. No matter how large the federal debt grows, the
federal government can always print more money to pay for it. Breaking with conventional economic theories, MMT advocates argue that
doing so imposes almost no serious costs or risks. MMT blurs the lines of central bank independence, and government in essence sets both
fiscal and monetary policy. The standard case against MMT is that it puts way too much power in the hands of a government whose
primary goal is to be re-elected, which will likely result in too much money being spent sparking runaway inflation. U.S. Federal Reserve
Chair Jerome Powell is not an MMT proponent, as he stated in his Senate testimony in February 2019 that "the idea that deficits don't
matter for countries that can borrow in their own currency I think is just wrong."5
No Such Thing as a Free Lunch
Those arguing that debt levels are unsustainable at their core believe what we were taught in economics class – that there is no such thing
as a free lunch and that money borrowed has to be paid back. For advanced economies, the problem of carrying very high public debt may
not be sustainability, but loss of flexibility in responding to unforeseen shocks. The reason that most countries have to watch their deficit
and debt numbers is because, in the event of a shock, demand for their debt may fall sharply.6 A loss of investor confidence in a safe haven
like the U.S. could lead to a sell-off of U.S. Treasury debt by international investors, which could push up interest rates and inflation and
crowd out private investment. A working paper undertaken by the IMF studied 188 financial crises since the 1980s and concluded that
public debt in its various forms is the most important predictor of fiscal crises.7
Keeping interest rates low to manage debt payments can lead to financial instability by fueling asset and credit bubbles. Some warning
signs are already starting to percolate, as seen in P/E ratios, housing prices, crypto currency, high yield corporate debt, meme stocks and
special purpose acquisition companies (SPACs). Leaving rates at the lower bound is also a form of financial repression. Negative real
interest rates may reduce or liquidate existing debts but also become the equivalent of a tax—a transfer from creditors (savers) to
borrowers.8
Where the Rubber Meets the Road
For bond markets, with elevated debt levels and deficits, there is concern that governments do not have enough capacity to spend during
the next recession. With the economy already well into its expansion phase, will there be enough time for governments to address their
deficits before the next economic downturn occurs?
This is likely the sticking point for credit rating agencies and there are some emerging signs of credit rating concern. The U.S. remains AAA
rated by DBRS, Moody’s and Fitch, but Fitch assigned a Negative outlook in July 2021 citing risks to public finances and debt trajectory. We
note that S&P has maintained the U.S. credit rating at AA+ since the debt ceiling crisis of 2011.
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Canada lost one of its prized AAA ratings when Fitch downgraded the sovereign by one notch in June 2020, but remains AAA rated by S&P,
Moody’s and DBRS. The Fitch downgrade was a result of the deterioration of Canada's public finances resulting from the coronavirus
pandemic. The rating agency is concerned that Canada emerges from the crisis with much higher debt levels. CD Howe produced a recent
study on Canada’s debt and concluded that under their baseline scenario, the federal debt burden is on an upward long-run drift, with the
debt ratio reaching 60% by 2055. Nationally, taking provincial governments into consideration, the combined federal/provincial net debt
ratio could reach over 140% under the baseline scenario, and almost 100% even under the more favourable budget scenario (the budget
scenario is based on projections in the federal budget and assumes strong economic growth, a modest increase in interest rates and no
further changes to spending programs or tax cuts). The only other time Canada’s debt burden was over 100% was in the aftermath of
9
World War II.
On the provincial side, deficits have soared and debt/GDP ratios have also increased significantly (Table 1). The pandemic has forced the
provinces off the fiscal consolidation path and has significantly pushed back the timing for balanced budgets, leaving them vulnerable to
the next downturn. Alberta was downgraded by one notch by three rating agencies over the past year. British Columbia lost one of its AAA
ratings. Saskatchewan was downgraded by one notch by two rating agencies also losing one of its AAA Ratings. Also of note, DBRS has
placed Newfoundland and Labrador’s A (Low) rating on Negative outlook. It is very rare for a Canadian province to be rated in the BBB
space. In fact, it has only occurred twice. S&P rated Saskatchewan in the BBB space from June 1992 to May 1996, and Newfoundland and
Labrador BBB+ from July 1994 to August 1999.
Table 1. Provincial Deficits and Debt/GDP

FY 2020-21
Province
Budget Balance ($mm)
BC
(8,144)
Alberta
(20,192)
Saskatchewan
(1,865)
Manitoba
(2,080)
Ontario
(38,500)
Quebec
(15,000)
New Brunswick
(13)
Nova Scotia
(705)
PEI
(120)
Newfoundland and Labrador
(1,644)

Debt/GDP
20.3%
20.3%
19.0%
38.8%
47.1%
45.0%
37.3%
37.4%
34.5%
51.8%

Source: RBC Economics, Provincial Budgets

The Bottom Line
For now, bond markets are shrugging off debt concerns as interest payments remain low (Figure 3), the central bank tightening cycle is
perceived as a long way off, and inflation, while elevated, appears transitory. In the long run, though, the bloated government balance
sheets will likely have to be dealt with. Governments and central banks will need to manage interest rate and inflation expectations so that
debt does not become an unsustainable problem. The debt debate is becoming even more topical as the debt ceiling wars have reared
their ugly head in the U.S. Congress.
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Figure 3: Net General Government Interest Payments, As a Percentage of GDP
This line graph shows the net general government interest payments of the euro area 17, the U.S., Canada, Italy, France, the U.K., Japan,
OECD countries and Germany, as a percentage of GDP, since 1960. Currently, interest payments remain low, ranging from -0.349% of GDP in
Canada to 2.943% in Italy.

Portfolio Positioning
We do expect that interest rates will rise and our portfolios are therefore shorter in duration versus the index. In addition, we do not
expect that the magnitude of the increase in rates from current levels is very large, as we believe central banks are mindful of the damage
that can be incurred by increasing rates too quickly and/or too high. We have considered how careful the U.S. Federal Reserve is being in
its language around tapering and inflation expectations.
On the credit side, we continue to have dialogues with credit rating agencies to understand their tolerance for higher budget deficits and
debt burdens at the provincial and federal level. We have zero weightings in the province of Newfoundland and Labrador and some of the
other less liquid peripheral provinces.
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Macro Economic Charts (As at July 30, 2021)
Canada CPI, YoY

Real GDP, SA, YoY

US CPI, YoY

Unemployment Rate, SA

Rates Charts (As at July 30, 2021)
Benchmark Canada Yields

Canada Yield Curves

Bank of Canada Overnight Rate

Sovereign Yields
Country
Canada
United States
United Kingdom
Germany
Italy
Spain
Japan
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Source: Macrobond
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Credit Charts (As at July 30, 2021)
Provincial Spreads, 10 Year

Corporate Credit Spreads

Corporate Spreads by Rating

FTSE Corporate Sectors Total Return (MoM)

Source: FTSE Global Debt Capital Markets Inc.

Corporate Event Risk Monitor

New Corporate Issues in the Canadian Market

As of July 30, 2021

Source: Beutel Goodman

Canadian Mergers & Acquisitions

Credit Rating Upgrade/Downgrade Ratio*

As of July 30, 2021

As of July 30, 2021

Source: Bloomberg
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Index Returns
FTSE Canada Universe Bond Index
MoM Return

YTD Return

FTSE Canada Short Term Bond Index
MoM Return

YTD Return

FTSE Canada Long Term Bond Index
MoM Return

Source: FTSE Global Debt Capital Markets Inc.
Beutel, Goodman & Company Ltd.
20 Eglinton Avenue West, Suite 2000 | P.O. Box 2005, Toronto, Ontario M4R 1K8
Telephone: (416) 932-6403 | Toll-free: 1-855-247-9954 | Fax: (416) 485-8194
www.beutelgoodman.com

YTD Return

Beutel Goodman Monthly Fixed Income Report | July 2021

Disclosures
This document has been prepared by Beutel, Goodman & Company Ltd. for the general information of our clients and does not constitute an offer or solicitation to buy or sell any securities,
products or services. This document is not intended, and should not be relied upon, to provide legal, financial, accounting, tax, investment or other advice. The statistics and references
contained in this document have been obtained from sources believed to be reliable, but we do not represent that it is accurate or complete and it should not be relied on as such. Bloomberg
Data is sourced from Bloomberg Finance L.P. All Canadian economic data is sourced from Statistics Canada, unless otherwise Indicated. All United States economic data is sourced from the U.S.
Bureau of Economic Analysis, unless otherwise indicated. Unless otherwise stated, the as of date for all data is the date indicated in the report. All opinions and estimates expressed in this
document are as of the time of its publication and are subject to change.
FTSE Global Debt Capital Markets Inc. (“FDCM”), FTSE International Limited (“FTSE”), the London Stock Exchange Group companies (the “Exchange”) (together FTDCM, FTSE and the Exchange
are the “Licensor Parties”) make no warranty or representation whatsoever, expressly or impliedly, either as to the results to be obtained from the use of the relevant Index and/or figure at
which the Index stands at any particular point in time on any particular day or otherwise. The Index is compiled and calculated by FDCM and all copyright in the Index values and constituent lists
vests in FDCM. The Licensor Parties shall not be liable (whether in negligence or otherwise) to any person for any error in the Index and the Licensor Parties shall not be under any obligation to
advise any person of any error therein. “FTSE” is a trademark of FTSE and is used by FDCM under licence.
The S&P 500 data (“Index”) is a product of S&P Dow Jones Indices LLC and has been licensed for use by Beutel, Goodman & Company Ltd. All rights reserved. S&P 500® is a registered
trademark of Standard & Poor’s Financial Services LLC (“S&P”). Neither S&P Dow Jones Indices LLC or S&P, their affiliates nor their third party licensors make any representation or warranty,
express or implied, as to the ability of any index to accurately represent the asset class or market sector that it purports to represent and none such entities shall have any liability for any errors,
omissions, or interruptions of any index or any data related thereto.
Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”). BARCLAYS® is a trademark and
service mark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under license. Bloomberg or Bloomberg’s licensors, including Barclays, own all proprietary rights in the
Bloomberg Barclays Indices. Neither Bloomberg nor Barclays approves or endorses this material, or guarantees the accuracy or completeness of any information herein, or makes any warranty,
express or implied, as to the results to be obtained therefrom and, to the maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages arising in
connection therewith.
Investment returns are expressed in Canadian dollars unless otherwise noted, gross of investment management fees, net of fund expenses, and include reinvestment of dividends and income.
Returns are time weighted and annualized for periods greater than one year. Values change frequently and past investment performance may not be repeated. Client returns may vary due to
cash flow timing and client-specific constraints. Securities noted herein are not to be construed as recommendations to buy or sell and are not representative of Beutel Goodman & Company Ltd.
accounts/portfolios as a whole.
Commissions, trailing commissions, management fees and expenses all may be associated with mutual fund investments. Please read the prospectus before investing. The indicated rates of
return are the historical annual compounded total returns including changes in unit value and reinvestment of all distributions and do not take into account sales, redemptions, distributions or
optional charges or income taxes payable by any securityholder that would have reduced returns. Mutual funds are not guaranteed, their values change frequently and past performance may
not be repeated.
Portions of this report may contain forward-looking statements. Forward-looking statements include statements that are predictive in nature, that depend upon or refer to future events or
conditions, or that include words such as “expects”, “anticipates”, “intends”, “plans”, “believes”, “estimates” and other similar forward-looking expressions. In addition, any statement that may
be made concerning future performance, strategies or prospects, and possible future action, is also forward-looking statement. Forward-looking statements are based on current expectations
and forecasts about future events and are inherently subject to, among other things, risks, uncertainties and assumptions which could cause actual events, results, performance or prospects to
be incorrect or to differ materially from those expressed in, or implied by, these forward-looking statements.These risks, uncertainties and assumptions include, but are not limited to, general
economic, political and market factors, domestic and international, interest and foreign exchange rates, equity and capital markets, business competition, technological change, changes in
government regulations, unexpected judicial or regulatory proceedings, and catastrophic events. This list of important factors is not exhaustive. Please consider these and other factors carefully
before making any investment decisions and avoid placing undue reliance on forward-looking statements. We have no specific intention of updating any forward-looking statements whether as
a result of new information, future events or otherwise, prior to the release of the next Monthly Fixed Income Report.
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