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There is a lot of economic analysis on the budget and I won’t cover any of that here.

What I look at is the market impacts of the budget.

One – Interest Rate forecasts – Economic Departments verses Trading Floors

When governments go to banks and ask for an interest rate forecast, they are asking economic departments, not trading floors or discretionary portfolio managers like myself.  The government uses what the economics departments forecast in their budget and go forward and make estimates of interest costs.

Also, what governments do when they are issuing budgets, is to go to trading floors and ask “Is there liquidity to issue treasury bills, medium term bonds, long-term bonds?” The trading floor answer typically is (unless there is a credit crisis like we have in the 2008 recession and for a little while in March of 2020 when the COVID pandemic started), yes, there is liquidity to issue government debt.

But the trading floor typically never says what interest rate is required on the bonds in order for the bonds to be sold – no one knows the future direction of interest rates with certainty or what might happen and trading floors don’t want to box themselves in.

So the way budgets work is the government asks banks/trading floors if the debt is able to be sold (is there liquidity) but not at what price (what is the interest rate on that debt).  The government just uses what economic departments project as their interest rate on the debt (don’t forget, economic department are not asset managers – they have their economic models and forecasts, but it is not the economic department that have to sell debt, it is trading floors that have to sell the debt).  So, effectively, no one has any idea as to what the future interest costs will be no matter what is in the budget, but I feel you should know how these estimates are determined and some of the issues surrounding budget interest rate estimates.

Finally, I should make it clear, it is the bond market that determines what longer term rates will be, not the Bank of Canada.  The Bank of Canada sets short term rates (the Prime rate, the overnight rate, etc.), but longer term rates are set by the bond market (if no one buys your debt, the interest rate must go higher to get people to purchase your debt; if interest rates are expected to rise, the current bond holdings are sold (which puts rates higher – in many of my meetings with you, I have reviewed that when interest rates go up, bonds go down and when interest rates go down, bonds go up and the relationship that they have)).  


Two – sensitivity analysis of interest rates

Although I have pointed out above that budget interest rates estimates have issues on how they are developed, we should look at how low current interest rates are. 

There has been some media articles on how much are interest costs could increase if rates increase.  I want to point out how incredibly low our interest rates are (not withstanding that bond yields have increased since the budget has been released).  The average yield on the government of Canada 10-year bond since 1960 has been 6.46% - that is the average.  The median yield (meaning half of the rates are above this number and half of the rate are below this number) on the government of Canada 10-year bond since 1960 has been 5.94%.  When we look at what the 10-year Government of Canada yield at 2.08% now, we are substantially below where we are over the past 61 years.  A forecast of at least half of the historical 10-year rate (3.23%) is entirely conceivable in the next few years.

Three – Competition for capital

The entire World is borrowing money in large quantities – what happens when you have a bunch of entities (in this case governments) looking for something (money and specifically buyers of their government debt) – there is competition for the money and gives people with money power to force governments pay higher interest rates on debt.

This is basic supply and demand like how any open market works (just look at real estate in the past year!).  

I do not know if there is demand for this much debt in Canada as the Federal budget is projecting – interestingly, in the budget on page 360 the forecasted foreign debt issued is expected to be $10 billion dollars out of a total of $523 billion in this fiscal year.  It will be interesting to see when there is a massive amount of debt coming into one market if we (in Canada) can digest it and at what interest rate.

This, the competition for capital, is one aspect of massive borrowing programs that are never really discussed (generally because for most budgets there are modest borrowing increases).

Four – how the filters down

Even if none of the above 3 points are interesting to you, how does this impact you and me as individuals?  If federal interest rates go higher (again, as noted above driven by the bond market, not the Bank of Canada), provincial interest rates go higher, private sector (i.e., Banks) interest rates go higher, company borrowing rates go higher and personal borrowing rates go higher.  How much higher?  Unclear at this time – the future, as it always is, is unknown, however, the one way that government spending is always reigned in is by the bond market voting that interest rates must go higher and not just due to risk but due to competition for capital.  When interest rates go higher, voters see higher interest costs (in their own personal spending let alone in government interest costs) and they want that changed – then governments respond to their voters and do the things to reduce the interest cost.

Finally, this is not a political comment.

The Federal Government (left leaning) is borrowing massively, and the Province of Ontario (right leaning) is borrowing massively, as is the US government (left leaning) and the United Kingdom(right leaning).  We have been in a recession, and as a result, governments spend money.  But there are implications of all of this spending and deficit financing (again, I think competition for capital is one thing that is not understood at a degree that it needs to be understood).  

The reason why I sent this out is that how I, a discretionary portfolio manager, look at debt, interest rates and markets.  It’s not just the forecast of the amount of debt and the economic forecast of rates – its where the rubber hits the road in what I do – what rate does a government have to pay to have people like me interested in buying it – that that rate is higher than what we are at now.

I hope you are well.

Please let me know if you have any questions or concerns.

Stay safe.

Don
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