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Deuces are wild [a comparison of Canada-US fiscal sustainability]
By Warren Lovely & Ethan Currie

The US and Canada: Two countries, with two independent budget watchdogs, releasing two long-term budgetary assessments, on two
consecutive days, the latter keying on two levels of government, revealing (or rather confirming) two fundamentally different fiscal trajectories.
The first report (US): Congressional Budget Office (CBO) – The 2022 Long-Term Budget Outlook (July 27th)
Based on current tax and spending policies, the US federal deficit is expected to grow over the coming decade(s). That’s not the most shocking
finding. Still, the compounding of budget shortfall on budget shortfall, combined with higher interest rates, paints a sobering fiscal picture.
Based on the CBO’s latest projections, an average deficit of 7.3% of GDP from 2022 to 2052 would be more than 2X the long-term average, a
growing share of that fiscal gap comprised of interest charges. Debt is no longer free and there will be no shortage of it, even as the Fed
maneuvers to lighten up its Treasury holdings. US publicly held debt is currently hovering around 100% of GDP, held back for the moment by
sturdy nominal growth. But the debt burden is likely to reach a new high in less than 10 years (2031), taking aim at 185% of GDP by 2052 (barring
corrective policy action and based on a reasonable economic forecast).
As per the CBO report: “Debt that is high and rising as a percentage of GDP could slow economic growth, push up interest payments to foreign
holders of U.S. debt, heighten the risk of a fiscal crisis, elevate the likelihood of less abrupt adverse effects, make the U.S. fiscal position more
vulnerable to an increase in interest rates, and cause lawmakers to feel more constrained in their policy choices.” Doesn’t sound like the
healthiest fiscal path for a sovereign nation. Of course, as the world’s foremost safe haven, the US can run relatively irresponsible budgetary
policies for some time without alienating investors too badly. We’ve seen this time and again. Still, if the CBO’s figures are on the mark, there’s
going to be no shortage of net UST issuance and an ever-growing glut of debt to roll for as long as you care to dream.
The second report (Canada): Office of the Parliamentary Budget Officer (PBO) – Fiscal Sustainability Report 2022 (July 28th)
Like the CBO’s long-term analysis, the PBO’s report projects current policies forward in an attempt to assess how (un)sustainable a fiscal path
Canadian governments may be walking. The added twist here is that projections extend to subnational governments and to the nation’s
public pension plans. In this way, the PBO paints a more comprehensive picture of Canada’s general government sector.
Contrasting with the US outlook, Canada’s sovereign remains on a sustainable fiscal path, characterized by a declining debt burden over
time. The PBO sees Ottawa with excess fiscal room equivalent to 1.8% of GDP or C$45 billion in current dollars. There’s been a material
improvement relative to the prior assessment, as revenue moved onto a firmer glidepath while an improved demographic/economic outlook
eased related outlays. Perhaps we needn’t worry too much about the pandemic-era shortfalls that were rung up or the residual red ink still
being spilled by a minority Liberal government. Rather, it seems the feds have excess wiggle room to cut taxes, increase direct spending
and/or boost transfers without putting debt on a rising trajectory. Any number of competing sovereigns are presumably green with envy.
There was encouraging news for the provinces too. Collectively, the provincial sector was deemed fiscally sustainable (or very close to it).
Technically, the PBO identified a relatively tiny fiscal gap of 0.1% of GDP. But given the uncertainty and assumptions embedded in this type of
analysis, you could treat this as zero. It implies little to no collective action is needed to keep the average debt burden (currently ~25% of GDP)
from rising over time. Like the feds, the provincial outlook has improved nicely from the last report, when the combined gap stood at 0.8% of
GDP. As per the PBO report: “Based on recent budget plans, the medium-term outlook for provincial and territorial government own-source

revenues has been revised up significantly in most provinces and, consistent with our methodology, we assume that the revision carries through
to the long term. The upward revision to subnational own-source revenues is only partially offset by upward revisions to program spending.”

So provincial revenue is flowing in the door faster than expected. Notwithstanding new commitments, budget balances are much improved,
the resulting debt burdens materially recast to the better. We’ve been arguing for over a year now that the provincial sector has entered into
an immensely constructive budgetary window, arresting a decade-long erosion in average credit quality. At the margin, the PBO report
reinforces this narrative. Importantly, fiscal repair has translated into appreciably lower borrowing requirements, making the Bank of Canada’s
ongoing balance sheet run-off less of a worry, directly for the feds and indirectly for the provinces.
That’s not to say that all is hunky-dory in provi land. The geopolitical backdrop is unsettled; the virus (and related supply chain worries) have
yet to be vanquished; inflation is far too high, keying a belated but dramatic monetary policy tightening exercise. The US may not be in an
“official” recession, but the loss of momentum in Canada’s largest trading partner is doubtless concerning. Canada’s economy is feeling the
effects of abrupt policy normalization, with housing markets rolling over and consumers less enthusiastic. It’s not the most sanguine economic
outlook one could conjure up for a finance minister. Moreover, Canada’s provinces remain a diverse group in terms of economic make-up and
fiscal pressure points. That was once again evident in the PBO’s estimates of province-by-province fiscal capacity.
Four provinces are deemed fiscally sustainable. Quebec and Nova Scotia have been here before, but Alberta and Saskatchewan have seen
their fortunes rise empathetically. That leaves six provinces (plus the territories) in less sustainable territory, although we hasten to add that
the estimated fiscal gaps in Ontario (0.2% of GDP), New Brunswick (0.6%) and British Columbia (0.9%) aren’t all that large. There’s some work to
be done in some corners. Thankfully, the province with the largest fiscal gap—Newfoundland and Labrador—is enjoying a cyclical recovery.
Infrequent fiscal sustainability reports aren’t your standard catalysts for re-pricing, but to us, they reinforce the following bias (ceteris paribus):
Support for longer-dated Canadas, consistent with a flatter curve (5s-30s, 10s-30s) and lower cross-market yields out the curve, while the
front-end is clearly more influenced by the evolving policy rate outlook; fundamental and technical support for provincial spreads, with
premium Quebec yields well founded and our existing long-Alberta and long-Saskatchewan recommendations finding marginal support here.
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Chart 1: Above-average US deficits may become the norm

Chart 2: US debt burden up, up and away?!
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Chart 3: Much less red ink in Canada (federally and provincially)

Chart 4: Detailing the general government debt outlook
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Chart 5: Provinces have made important fiscal progress

Chart 6: Assessing fiscal sustainability across provinces
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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 70 St. Mary Axe, London, EC3A 8BE.
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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