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Global central banks and sovereign governments have spent record amounts
of stimulus — in fact, it dwarfs what was spent during the entire GFC and

is approaching WWII levels — to help the economy ride out the disruption
caused by the COVID-19 pandemic (see Exhibit 1). The U.S. Congress is currently
debating an additional stimulus package of US$1 trillion to USS$3 trillion.
Governments and central banks have seemingly embraced Mosler’s' Law, which
states that no financial crisis is so deep that a sufficiently large fiscal adjustment
cannot deal with it.

To begin with, we should clarify that we believe this stimulus was necessary
and we are not arguing against it. Economies had been stopped in their tracks
by shelter-in-place restrictions, and millions of unemployed and/or furloughed
workers, as well as businesses that were shuttered, needed immediate support.
In addition, the bond market was not functioning properly, which impeded
funding flows.

We were well prepared as to how to position the fixed income portfolio, having
learnt from previous crises. Adhering to the old adage of “don't fight the Fed", as
soon as central banks started to announce their quantitative easing programs
we increased our credit exposure and lengthened the duration of our credit,
where possible. Central bank backstopping of the markets is a risk-on event.

However, we also believe it’s critical to understand the long-term effects from
the significant amount of money that has been spent. Governments’ deficits

are climbing and debt/GDP ratios are rising well above the 90% level. The
International Monetary Fund predicts that public debt for advanced economies
will exceed 130% of GDP in 2020-21 and the average overall fiscal deficit is
expected to soar to 16.5% of GDP in 2020, 13 percentage points higher than the
previous year’.
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Exhibit 1: Fiscal and Monetary Policy Monies Spent on Crisis
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*Fiscal IMF staff estimates and projections for COVID-19 in 2020 and 2021 combined

As the economics adage taught us, there is no such thing
as a free lunch. Economic professors Kenneth Rogoff and
Carmen Reinhart wrote a research paper in 2010 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%, growth is typically
lower than countries with lower debt/GDP ratios. One
caveat is that not all advanced countries are the same;
for example the U.S., with its reserve currency, is very
different than Greece or Italy.

Credit-rating downgrades are one consequence of
running higher deficits and debt burdens. Canada lost
one of its prized AAA credit ratings when Fitch Ratings
downgraded its sovereign rating by one notch to AA+
from AAA. The other three major credit-rating agencies
have reaffirmed Canada’s AAA rating, but the federal
government will likely need to show a path to how it
will reduce its debt/GDP ratio over time to safeguard
Canada’s ratings.

With elevated debt levels and deficits, there is also
concern that governments do not have enough
capacity to spend during the next recession and

that inflation may rise from the enormous extent of
governments spending. Nevertheless, interest rates
are likely to stay lower for longer as governments need
to finance their budget deficits and monetary policy
needs to remain stimulative.

All this stimulus raises the question of whether inflation
will return. An increase in pent-up demand could very

well lead to positive inflationary pressures down the
road. “Good inflation”, which is defined as demand-
driven inflation, drives up prices from increased demand
for goods.“Bad inflation’, on the other hand, is defined
by an increase in the cost of production. This is also a
risk because although it would help by lowering real
debt, it would be offset by the decrease in growth

from reduced supply.“Bad inflation” may be possible

as supply constraints and the reversal of globalization
drive up prices.

However, we believe that the risk of higher inflation
remains low in the near term. The output gap (the
difference between potential GDP output and actual
output) is currently wide and will likely remain so as
it will take some time for employment to return to
pre-pandemic levels. Furthermore, secular pressure
from an ageing population and the push towards
automation will likely continue to place downward
pressure on inflation.

Despite stimulus, monetary policy cannot fix corporate
solvency problems and there is some concern that the
central bank backstop of the corporate bond market,
and its venturing even into the high yield market, is
creating moral hazard. There is legitimate concern of

a new preponderance of zombie companies, which
likely would have died a natural death during this crisis
as they were over-levered or their business model/
strategy did not work and are being kept alive by
stimulus programs.



In addition, fiscal programs in the U.S. are expiring
and we have yet to see the second wave that could
put fiscal policy back into action to alleviate an
already weakened economy. Eventually the global
economy will recover, interest rates will rise and
governments will face increasing and possibly
punitive debt-servicing costs that could crowd out
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We are in unprecedented times. Although the amount
of stimulus was warranted, like a sick patient in need

of medication, the question one must ask now is, once
the patient recovers, will they remain dependent on the

cure? Only time will tell. . The New Abnormal: Where is the LUV ?
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