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Market View – So derivative…
By Warren Lovely (with help from Alexandra Ducharme on all-important virus data)
No matter how far removed you may be from high school calculus,
chances are you’ve spent at least a little time pondering second
derivatives in the past few weeks and months… and no, we’re not
talking about bond convexity. Rather, we’re focusing on the rate of
change in the rate of change in key macroeconomic variables and
monetary/fiscal policy proxies.
In some cases, these second derivatives may be signaling a
deceleration (in the recovery and overall degree of policy
accommodation) which could jeopardize valuations for risk assets if
a self-sustaining recovery can’t be secured in a timely fashion.
Let’s start at what today might be appropriately labeled ground zero:
COVID-19 case counts themselves. As always, we’d direct you to our
comprehensive COVID-19 Daily Monitor for detailed analysis of the
disease’s evolution. There, you’ll find that the average number of new
cases over the past seven days has picked up steam vs. the onemonth trend in 18 of the 26 countries on our virus radar screen, most
notably in Israel, France and Spain but also here in Canada (Chart 1).

Chart 1: Virus counts rising at faster rate in many countries
Change in average daily new COVID-19 cases: Last 7 days vs. 28-day trend
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No one was really expecting the explosive gains recorded in the very
first stages of reopening to be fully maintained. But increasingly, it
appears like the quickest/easiest part of the rebound is behind us,
making continued recovery more of a grind—a “slow and choppy”
recuperation phase, to borrow from the Bank of Canada’s fresh
assessment. So again, watch those second derivatives or momentum
indicators for earlier warnings of an economic stall out.
As for fiscal and monetary policy settings, they are a casualty and/or
direct by-product of today’s heavily virus-impacted economy.
Fiscally, there’s no question that governments the world over have
aggressively fought the virus. (Say what you want about the specific
tools chosen for the job or the magnitude and timeliness of the fiscal
policy response.) In Canada’s case, a large-scale anti-virus action
plan has left a gaping hole in Ottawa’s budget and record shortfalls
across the provincial fiscal landscape.
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Chart 2: Jobs recovery losing steam?

Source: NBF, John Hopkins CSSE | Note: +ve values indicate cases increasing at faster rate

This pick up in case counts need not portend a deadly second wave
for the virus. As our colleagues Matthieu Arseneau and Alexandra
Ducharme have argued “the recent increase in cases in the Western
world has so far not resulted in an equivalently important surge in
deaths”, owing to technical and demographic considerations (e.g.,
more testing, recent skew to young people). Refer to our related Hot
Chart here. While our baseline scenario doesn’t incorporate a second
wide-scale shutdown, the virus’ momentum is obviously crucial to
watch. Increasingly positive second derivatives here would
presumably make more than health authorities a little nervous.
Second derivatives (or momentum indicators) are equally telling when
it
comes
to
the
real
economy.
Again,
a
clear
concession/acknowledgement: we have observed an important and
welcome degree of healing in a host of key variables as economies
have opened back up. Nonetheless, the pace of recovery is in some
cases moderating, including it appears, in the all-important labour
market (Chart 2).

We’re not suggesting that Canada’s fiscal response has been timid
or ineffectual. But it’s interesting to note that the slower pace of
economic recovery cited above has coincided with a noted
moderation in federal debt accumulation in recent months (Chart 3).

Chart 3: Ottawa’s fiscal impulse fades (for now)
Monthly change in Government of Canada T-bills & bonds outstanding (2020)
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In many important ways, government assistance programs were the
fuel that ignited the recovery. Should fiscal stimulus burn off too
quickly, we risk losing some economic heat just as the cold weather
sets in. The current tortured debate over marginal income supports in
U.S. is something of a cautionary tale. For Canada’s federal
government, there’s a fresh Speech from the Throne around the
corner, which promises to lay out the Liberal plan for moving the
country forward… inclusive, one presumes, of fresh and quasipermanent fiscal supports for the most vulnerable. A massive
restatement in the federal government’s expected fiscal trajectory
may be jeopardizing the sovereign’s credit rating, but at this juncture,
significant and sustained fiscal stimulus looks to be a prerequisite to
rebuilding capacity destroyed by the virus.

Chart 5: The interplay between the Fed & credit spreads
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Turning to monetary policy… With policy interest rates at their lower
effective bound (and destined to stay there for a while yet), the first
and second derivative are today the same: zero. If policy rates can’t
get any more stimulative, curve management tools like forward
guidance and balance sheet manipulation become the go-to means
of driving marginal monetary support. Thus, it’s important to highlight
that the pace of central bank asset growth, in both the U.S. and
Canada, has slowed materially in recent months (Chart 4). In fact, at
the Bank of Canada, total assets have started to edge lower, which
means even the first derivative is negative.
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Chart 4: Central bank assets topped out?
Total assets at U.S. Federal Reserve & Bank of Canada (weekly)
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Before you criticize central banks for yanking the punch bowl away
too fast, appreciate that the slower accumulation of central bank
assets in part reflects the fact that ultra-short-term/liquidity lifeline
measures (e.g., expanded repos in particular) aren’t needed the way
they were in the spring. Dig below the surface and you’ll see that at
the Bank of Canada, the rate of GoC bond purchases has slowed,
but not that significantly (Chart 6). For the time being, the Bank’s QE
purchases are destined to remain in/around the C$5 billion/week
mark, based on this week’s renewed commitment from the BoC (as
part of its interest rate decision).

Chart 6: BoC’s QE program down but not out
BoC purchases of GoC bonds: 4-week rolling sum
26

5

bps

1.4

C$bln

25
24
23
22

18
17
11-Sep

28-Aug

14-Aug

31-Jul

17-Jul

03-Jul

19-Jun

05-Jun

16
22-May

Again, it may be no coincidence that the rate of credit spread
narrowing has largely mirrored these broad central bank balance
sheet trends (Chart 5). Another material leg lower in credit spreads
might just require a marginal nudge from either fiscal or monetary
authorities (or both).
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When it comes to gauging the path of longer-term interest rates in
Canada, this might be the most important second derivative of all.
Anxiety surrounding a prospective moderation in BoC QE purchases
is entirely understandable, but perhaps misplaced (at least in the
near term). Unless or until the BoC’s net purchases of Government of
Canada bonds really tails off, we’d see (a) less immediate scope for
sustained yield curve steepening in Canada; (b) a degree of
outperformance in longer-term Canada-U.S. yield differentials, as
the Fed allows inflation to pick up as part of its fresh monetary policy
framework; and (c) sufficient room in Canada’s domestic bond
market to accommodate another outsized lift by provincial borrowers
in 2021, without unduly pressuring high-grade credit spreads.
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General
This Report was prepared by National Bank Financial, Inc. (NBF), (a Canadian investment dealer, member of IIROC), an indirect wholly owned subsidiary of
National Bank of Canada. National Bank of Canada is a public company listed on the Toronto Stock Exchange.
The particulars contained herein were obtained from sources which we believe to be reliable but are not guaranteed by us and may be incomplete and may be
subject to change without notice. The information is current as of the date of this document. Neither the author nor NBF assumes any obligation to update the
information or advise on further developments relating to the topics or securities discussed. The opinions expressed are based upon the author(s) analysis and
interpretation of these particulars and are not to be construed as a solicitation or offer to buy or sell the securities mentioned herein, and nothing in this Report
constitutes a representation that any investment strategy or recommendation contained herein is suitable or appropriate to a recipient’s individual
circumstances. In all cases, investors should conduct their own investigation and analysis of such information before taking or omitting to take any action in
relation to securities or markets that are analyzed in this Report. The Report alone is not intended to form the basis for an investment decision, or to replace any
due diligence or analytical work required by you in making an investment decision.
This Report is for distribution only under such circumstances as may be permitted by applicable law. This Report is not directed at you if NBF or any affiliate
distributing this Report is prohibited or restricted by any legislation or regulation in any jurisdiction from making it available to you. You should satisfy yourself
before reading it that NBF is permitted to provide this Report to you under relevant legislation and regulations.
National Bank of Canada Financial Markets is a trade name used by National Bank Financial and National Bank of Canada Financial Inc.
Canadian Residents
NBF or its affiliates may engage in any trading strategies described herein for their own account or on a discretionary basis on behalf of certain clients and as market
conditions change, may amend or change investment strategy including full and complete divestment. The trading interests of NBF and its affiliates may also be
contrary to any opinions expressed in this Report.
NBF or its affiliates often act as financial advisor, agent or underwriter for certain issuers mentioned herein and may receive remuneration for its services. As well
NBF and its affiliates and/or their officers, directors, representatives, associates, may have a position in the securities mentioned herein and may make purchases
and/or sales of these securities from time to time in the open market or otherwise. NBF and its affiliates may make a market in securities mentioned in this
Report. This Report may not be independent of the proprietary interests of NBF and its affiliates.
This Report is not considered a research product under Canadian law and regulation, and consequently is not governed by Canadian rules applicable to the
publication and distribution of research Reports, including relevant restrictions or disclosures required to be included in research Reports.
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UK Residents
This Report is a marketing document. This Report has not been prepared in accordance with EU legal requirements designed to promote the independence of
investment research and it is not subject to any prohibition on dealing ahead of the dissemination of investment research. In respect of the distribution of this
Report to UK residents, NBF has approved the contents (including, where necessary, for the purposes of Section 21(1) of the Financial Services and Markets Act
2000). This Report is for information purposes only and does not constitute a personal recommendation, or investment, legal or tax advice. NBF and/or its
parent and/or any companies within or affiliates of the National Bank of Canada group and/or any of their directors, officers and employees may have or may
have had interests or long or short positions in, and may at any time make purchases and/or sales as principal or agent, or may act or may have acted as
market maker in the relevant investments or related investments discussed in this Report, or may act or have acted as investment and/or commercial banker
with respect hereto. The value of investments, and the income derived from them, can go down as well as up and you may not get back the amount
invested. Past performance is not a guide to future performance. If an investment is denominated in a foreign currency, rates of exchange may have an adverse
effect on the value of the investment. Investments which are illiquid may be difficult to sell or realise; it may also be difficult to obtain reliable information about
their value or the extent of the risks to which they are exposed. Certain transactions, including those involving futures, swaps, and other derivatives, give rise to
substantial risk and are not suitable for all investors. The investments contained in this Report are not available to retail customers and this Report is not for
distribution to retail clients (within the meaning of the rules of the Financial Conduct Authority). Persons who are retail clients should not act or rely upon the
information in this Report. This Report does not constitute or form part of any offer for sale or subscription of or solicitation of any offer to buy or subscribe for
the securities described herein nor shall it or any part of it form the basis of or be relied on in connection with any contract or commitment whatsoever.
This information is only for distribution to Eligible Counterparties and Professional Clients in the United Kingdom within the meaning of the rules of the Financial
Conduct Authority. NBF is authorised and regulated by the Financial Conduct Authority and has its registered office at 71 Fenchurch Street, London, EC3M 4HD.
NBF is not authorised by the Prudential Regulation Authority and the Financial Conduct Authority to accept deposits in the United Kingdom.
U.S. Residents
With respect to the distribution of this report in the United States of America, National Bank of Canada Financial Inc. (“NBCFI”) which is regulated by the Financial
Industry Regulatory Authority (FINRA) and a member of the Securities Investor Protection Corporation (SIPC), an affiliate of NBF, accepts responsibility for its
contents, subject to any terms set out above. To make further inquiry related to this report, or to effect any transaction, United States residents should contact
their NBCFI registered representative.
This report is not a research report and is intended for Major U.S. Institutional Investors only.
This report is not subject to U.S. independence and disclosure standards applicable to research reports.
HK Residents
With respect to the distribution of this report in Hong Kong by NBC Financial Markets Asia Limited (“NBCFMA”)which is licensed by the Securities and Futures
Commission (“SFC”) to conduct Type 1 (dealing in securities) and Type 3 (leveraged foreign exchange trading) regulated activities, the contents of this report
are solely for informational purposes. It has not been approved by, reviewed by, verified by or filed with any regulator in Hong Kong. Nothing herein is a
recommendation, advice, offer or solicitation to buy or sell a product or service, nor an official confirmation of any transaction. None of the products issuers,
NBCFMA or its affiliates or other persons or entities named herein are obliged to notify you of changes to any information and none of the foregoing assume
any loss suffered by you in reliance of such information.
The content of this report may contain information about investment products which are not authorized by SFC for offering to the public in Hong Kong and such
information will only be available to, those persons who are Professional Investors (as defined in the Securities and Futures Ordinance of Hong Kong (“SFO”)). If
you are in any doubt as to your status you should consult a financial adviser or contact us. This material is not meant to be marketing materials and is not
intended for public distribution. Please note that neither this material nor the product referred to is authorized for sale by SFC. Please refer to product prospectus
for full details.
There may be conflicts of interest relating to NBCFMA or its affiliates’ businesses. These activities and interests include potential multiple advisory, transactional
and financial and other interests in securities and instruments that may be purchased or sold by NBCFMA or its affiliates, or in other investment vehicles which
are managed by NBCFMA or its affiliates that may purchase or sell such securities and instruments.
No other entity within the National Bank of Canada group, including National Bank of Canada and National Bank Financial Inc, is licensed or registered with the
SFC. Accordingly, such entities and their employees are not permitted and do not intend to: (i) carry on a business in any regulated activity in Hong Kong; (ii) hold
themselves out as carrying on a business in any regulated activity in Hong Kong; or (iii) actively market their services to the Hong Kong public.
Copyright
This Report may not be reproduced in whole or in part, or further distributed or published or referred to in any manner whatsoever, nor may the information,
opinions or conclusions contained in it be referred to without in each case the prior express written consent of NBF.
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