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Market Commentary
“You cannot just keep borrowing more and more and keep spending more and more
without eventually having a day of reckoning” – Wilbur Ross
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Volatility has been a recurring theme in markets for some time now, and the second
quarter of 2022 proved no exception. In fact, market swings were even more
pronounced in the period, and investors found few places to hide as yields rose across
the curve, particularly in the short end; spreads widened; and risk assets ranging from
cryptocurrencies to credit declined. After more than a decade of shrugging off worry
after worry in the face of easy money, markets appeared to have found the straw that
broke the camel’s back in the form of aggressive central bank interest rate hikes that
are attempting to curb high inflation.
As we’ve noted in past reports, the unprecedented fiscal and monetary policy stimulus
provided during the pandemic was a means to bridge economies over the deep
economic effects from the imposition of lockdowns. However, while we still believe
stimulus was necessary, it has become apparent that central banks and governments
alike kept up the medication long past the patient’s recovery. By most measures, the
U.S. economy, while slowing from post-lockdown peaks, is still growing, with personal
consumption growing by 1.8% in Q1/2022 and the unemployment rate hovering at
3.6% in June. In Canada, the unemployment rate has come down a bit more slowly
given the longer lockdowns but was still at multi-decade lows of 4.9% in June, a decline
from 5.1% in May and 5.2% in April. Canada also recorded annual GDP growth in the
first quarter that was above potential, expanding 2.9%.
The strength in these economies, coupled with continued supply-chain issues and
strong consumer demand, drove inflation in the U.S. and Canada to 40-year highs of
8.6% and 7.7%, respectively, in May. This goods and services inflation, in turn, has now
driven growth in wages, with the U.S. Bureau of Labor Statistics reporting a year-overyear increase in average hourly earnings of 5.1% in June, on the heels of a 5.3% rise in
May. In Canada, Statistics Canada reports that average hourly earnings rose 5.6% year
over year in June, after an increase of 4.5% in May. However positive wage growth may
appear to be, though, the concern now is that we may enter a wage/price spiral, where
the growth in wages spurs ever higher inflation as companies pass along higher labour
costs to consumers.
Faced with this conundrum, central bankers – who all came of age during the Paul
Volcker era – have determined that the recourse is to raise rates, sharply and quickly.
The goal, in essence, is to stabilize inflation expectations and prevent a wage/price
spiral by tightening financial conditions, reducing consumer confidence, and creating
enough economic uncertainty to halt wage growth.
Some leading indicators suggest these rate moves are already working; consumer
confidence, as measured by the University of Michigan Consumer Sentiment survey,
recorded a low of 50.0 points in June, down from 58.4 in May and 65.2 in April. Canada,
according to Ipsos, is moving in lockstep, recording a decrease to 50.4 points in June,
from 52.2 in May. On the other hand, other indicators may take more time to reverse
course: despite the dip in consumer confidence and some weakness in retail sales, the
U.S. actually added 372,000 jobs to non-farm payrolls in June, more than consensus
forecasts of 268,000.
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At this point, most market participants – and consumers – would likely agree that interest rate hikes are necessary to curb inflation. And,
given the level of telegraphing central banks have done to this point, they have been widely expected. Arguably, it’s the aggressiveness of
the rate hikes that surprised markets and resulted in the broad increase in volatility. However, in our view, what has scared markets more
this time around is the overall level of uncertainty. Central banks seem unsure about how fast inflation will fall, when they’re going to
stop hiking, and how much above “neutral” we’re going to get. More worrisome is that they don’t seem to know where the neutral rate is
anymore. This lack of confidence from central banks is a lot for markets to process and has led to many investors and economists alike
pondering the potential for recession. If central banks don’t know what the appropriate terminal rate should be (the level at which they
stop hiking), then it will likely be difficult to achieve a soft landing. Perhaps a fitting analogy is one of rushing to an emergency in the
middle of the night. You know you have to get to your destination quickly and so you end up driving too fast on dark roads. While you
may indeed arrive safely and quickly, you know that speed and limited visibility increase the chances of a crash. This is where central
banks have now found themselves, and only time will tell whether they arrive with the economy intact.
Central Bank Watch
The theme that nearly all central banks seemed to agree on this quarter was the need to tighten monetary policy, through rate hikes and
other measures, to rein in increasing levels of inflation.
In the U.S., the Federal Reserve (Fed) continued the rate-hiking cycle it began in the first quarter of the year, raising the Federal Funds
rate twice in Q2, to the current range of 1.50%-1.75%. The rapid progression from a 25-bps hike in March, to a 50-bps increase on May 4
to an aggressive 75 bps at its June 14-15th meeting has led to significant volatility in the period, with bond markets now pricing in a
terminal rate of 3.75%. At the June press conference, Fed Chair Jerome Powell did not rule out further large-scale rate increases in the
coming months, essentially telegraphing to markets that the bank will fight inflation at the expense of other areas of the economy.
The Bank of Canada was also busy in the second quarter, following up a 25-bps hike on March 2 with two 50-bps increases on April 13
and June 1, respectively. The bank stated in its June 1 press release that the “economy is clearly operating in excess demand”, with
elevated job vacancies, widespread labour shortages, robust consumer spending and “exports anticipated to strengthen”. However, it
also acknowledged that inflation was “persisting well above target and expected to move higher in the near term”, and as such, it was
“prepared to act more forcefully if needed to meet its commitment to achieve the 2% inflation target”.
In its June 9 press release, the European Central Bank (ECB) noted that high inflation has become a major challenge, and ended net asset
purchases under its asset purchase programme as of July 1. The ECB added, however, that it will continue to reinvest principal payments
from maturing securities for as long as necessary. More concerning to markets, though, was the statement that the bank intended to
raise the key ECB interest rates by 25 basis points in July and expected to hike rates again in September, potentially by a larger amount, if
inflation persists or goes higher.
The Swiss National Bank surprised markets at its monetary policy meeting on June 16, with a policy rate hike of 50 bps, bringing the key
interest rate to -0.25% from -0.75%. All but a small handful of central banks are now opting for significant increases in overnight rates as
inflation continues to bite globally. While it might seem that addressing a global problem like inflation calls for unified action, when the
world becomes this synchronized, we start to see much larger swings and volatility in asset prices and economic growth. And with most of
the world economies tightening, there are bound to be ramifications.
The only major economies not to join the rate-hiking party yet are the Bank of Japan and the People’s Bank of China, each of which has a
rather unique set of circumstances. Potentially positive news in this is that given China’s significant role in the global economy, should it
opt to ease, it could offset some of the effects of the synchronicity we’re seeing right now.
Sovereign Watch
Sometimes there are unintended consequences that come from a tightening cycle. The world has benefited considerably from
globalization over the last few decades (including lower prices on all types of goods and efficient and fluid supply chains, which had kept
inflation well below historical levels). However, the logistics that power the global economy are in fact quite fragile, as we discovered
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during the pandemic and when Russia invaded Ukraine. This war ended up impacting countries on every continent, with issues ranging
from high inflation to food and energy scarcity.
In this type of environment, governments tend to shift to a more nationalistic, “take care of our own population first” way of thinking.
However, this fuels inflation issues. For example, when India starts restricting wheat exports, and Brazil halts sugar exports, and China
bans fertilizer exports, and so on, supply becomes scarcer and prices continue to rise. Central bank rate hikes can only affect the demand
side of the inflation equation, and mainly demand for discretionary items at that; basic necessities like food and energy are much more
difficult to control when external factors such as protectionist policies are in play.
However, it is important to note that this is not our base-case scenario. After decades of globalization, we do not believe the U.S. will
accept a mass shutdown of trade, particularly when it may lead to a long upward spiral of inflation. In addition, while “made in America”
is a central theme in the U.S. today, in our view American companies that bring production home will pass along the large increases in
labour and other costs to consumers, driving inflation higher. As a result, we believe the U.S. will be compelled to pause internal
squabbles and use its considerable influence on the world stage to manage the process of deglobalization that has been set into motion.
Nonetheless, we do believe the world is headed for some form of deglobalization, with regional alliances likely to fill the void under the
concept of “safe supplying”. A global regime change of this magnitude is, in our view, still likely to lead to additional inflationary
pressures, as the shift to onshoring, particularly in Western countries but also in the developing world, ultimately comes with significantly
higher labour and input costs. As a result, we expect central banks may have to abandon their current target inflation levels of 2% and
ease people into a new normal of 3% per year or more. The global regime change will also lead to political and economic instability in
some emerging markets such as we are seeing play out currently in Sri Lanka.
Outlook
The events of the past two-plus years have created a perfect storm for inflation. In addition to an uptick in excess savings due to
constraints on consumption during COVID lockdowns, a significant level of pent-up demand was unleashed on unprepared businesses
once the world started opening back up. This increase in demand was met with insufficient supply due to logistics issues and external
shocks such as Russia’s invasion of Ukraine. It could be argued that fiscal policy contributed to the inflation problem as well. While
pandemic subsidies and stimulus measures were necessary to carry people through the worst of the lockdowns, they likely lasted longer
than they should have, and the overstimulation of the economy contributed to persistently high inflation.
Now, central banks have realized that the persistence of inflation has begun to affect consumer sentiment. And now that the belief that
inflation will continue to rise has set in, it has necessitated the need for wage increases to help keep up with rising prices, potentially
leading to a dangerous wage/price spiral. Central banks must act quickly to tackle not just inflation itself, but the expectations that
elevated levels of inflation are here to stay. We believe this is the main reason for the Fed’s aggressive 75 bps move, and the warning that
more could follow. In our view, the Fed, along with the Bank of Canada, the ECB, the Bank of England, and other central banks, need to
convince consumers – and markets – that they will prioritize the fight against inflation above all else, including jobs and economic growth.
The central banks can’t directly affect food or energy prices, or supply issues caused by supply-chain disruptions or war in Ukraine, but in
our view, they need to seek to slow, as much as possible, consumer discretionary spending.
Going forward, such central bank actions will, most likely, lead to lower inflation. However, slowing demand down could also potentially
lead to a recession. So far, we haven’t seen significant changes in the leading indicators – such as a decline in job creation or a steep rise
in jobless claims – that would lead us to believe the current level of interest rates is significantly affecting the economy. However, central
banks tend to drive by looking in the rear-view mirror; that is, they rely on lagging indicators to make monetary policy decisions. This is an
important detail, as it means they will likely continue to tighten until they see a change in those data points – not when there’s a change
in the leading indicators. Thus, we believe the chances of them overtightening and potentially “breaking” something are high.
A recession, at some point, is inevitable. Central banks, and markets, are waking up to the reality that you can’t inject endless amounts of
cash into the system, maintain interest rates at the zero bound, and let demand continue unconstrained in an environment of limited
supply, and expect everything to work out. For the last decade-plus, there’s been no consequence to easy monetary and fiscal policy; but
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at some point, there’s always a reckoning. We may now be at that point with inflation, and central banks have no choice but to fight it no
matter what the cost to the economy.
The good news is that this comes at a time when the consumer is in relatively good shape, with savings rates relatively high and
unemployment at multi-decade lows. In the event of a recession, we can likely weather the storm. Whether people actually see it that
way, when they watch household wealth begin to erode as housing prices and other assets correct, though, remains to be seen.
Positioning
We believe a lot of the risks in bond markets are priced in and that yield curves will continue to flatten until central banks reach a peak in
the hiking cycle. Our portfolio is thus currently neutral to fractionally long duration relative to the benchmark and we currently expect to
maintain this positioning until: (1) leading economic activity indicators such as job growth, initial jobless claims and PMIs continue to
reflect the softness in the economy we’ve seen recently; and (2) inflation starts to roll over. When these factors occur, we expect to move
toward a long duration positioning.
The backdrop for credit remains marginally positive given the continued strength in the economy; however, we have seen credit spreads
widen and expect they will widen further as the case for recession builds steam. In this scenario, many companies will come under stress
and we are likely to see the beginning of a new default cycle. Rising defaults will have impacts on credit supply, which we already expect
to slow into the rest of the year now that most companies have already raised funds ahead of rate hikes. That said, we still see pockets of
value that create opportunities, and thus for now are maintaining an overweight to corporates, but are focused on defensive, safe-haven,
short-duration credit.
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Macro Economic Charts (As at June 30, 2022)
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Credit Charts (As at June 30, 2022)
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Index Returns
FTSE Canada Universe Bond Index
QoQ Return

YTD
In Return
the
final

FTSE Canada Short Term Bond Index
QoQ Return

YTD Return

FTSE Canada Long Term Bond Index
QoQ 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 Canadian Quarterly Fixed Income Report | June 2022

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”). Bloomberg or Bloomberg’s
licensors own all proprietary rights in the Bloomberg Indices. Bloomberg does not approve or endorse this material, or guarantee 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, shall not 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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