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KEY POINTS:

e OPEC+ dysfunction rattles markets

e Are taxes the sleeper risk in Canada’s budget update?

e Canadian Budget winners & losers...

e ..include mixed signals for housing

o  Why relative rates are only one part of the attractiveness of Canadian
government bonds to international investors

e OECD to update forecasts

e RBA expected to stand pat

e Eurozone PMI revisions to incorporate Italy, Spain

e Eurozone CPI will arrive before Lagarde speaks

e Canada to update GDP; risk focused on October guidance

e US ISM-mfrg expected to decelerate

e US construction spending, vehicle sales due out

e Will China’s Caixin manufacturing PMI confirm the state’s reading?

e Fed’s Powell will likely offer more upbeat assessment to Congress

TODAY’S NORTH AMERICAN MARKETS

Risk appetite fell today in large part because of OPEC+ dysfunction as a
meeting was postponed when talks got a little heavy. Month-end rebalancing
likely contributed to some of the tone. Overnight calendars through tomorrow will
be focused on a heavy line-up of macro releases. I've provided initial thoughts
on Canada'’s fiscal update below.

e  Stocks closed lower with the S&P500 down 2%, Toronto’s TSX off by about
1 %% as energy led decliners, while European markets fell by between %%
(Dax) and 1 %2% (London, energy down 5 %2%).

e Oil fell by about 50 cents per barrel for WTI and a similar amount for Brent
on continued OPEC+ uncertainty (see this morning’s note). OPEC+
meetings were delayed by two days today due to difficulty in striking
agreement to extend production curbs beyond the end of this year.

e The USD appreciated against almost all major crosses except sterling. CAD
also outperformed bigger dips in other crosses. The Mexican peso was
among the weakest currencies.

e Sovereign bonds were little changed. US 10s were roughly flat. Canada 10s
rallied by about 1bp compared to Friday but about 2bps compared to the
peak this morning, after which yields steadily fell.

OVERNIGHT MARKETS

The two main risks through overnight markets will be the publication of revised
OECD forecasts and when ECB President Lagarde speaks following Eurozone
CPI and ahead of the December 10" policy meeting.

CONTACTS

Derek Holt, VP & Head of Capital Markets Economics
416.863.7707

Scotiabank Economics

derek.holt@scotiabank.com

Evan Andrade, Economic Analyst
416.862.3080

Scotiabank Economics
evan.andrade@scotiabank.com

Chart 1

Global Aggregate Value of
Negative Yielding Debt
20t trillions of USD

Jan-19 May-19 Sep-19 Jan-20 May-20 Sep-20
Sources: Scotiabank Economics, Bloomberg

Chart 2

CAD Has Underperformed Other
Commodity Currencies
Australian Dollar
Norwegian Krone
New Zealand Dollar
Swedish Krona
Mexican Peso
South Korean Won
British Pound
South African Rand
Danish Krone
Canadian Dollar
Euro
Swiss Franc
Singapore Dollar
Taiwanese Dollar
Japanese Yen
Brazilian Real

% change
between Mar
19th - Nov 30th

-5 0 5 10 15 20 25 30
Sources: Scotiabank Economics, Bloomberg.

Visit our website at scotiabank.com/economics | Follow us on Twitter at @ScotiaEconomics | Contact us by email at scotia.economics@scotiabank.com 1


https://www.scotiabank.com/ca/en/about/global-economics/economics-publications.html
https://twitter.com/ScotiaEconomics

[~ 0 GLOBAL ECONOMICS
_‘J Scotiabank. | CLOSING POINTS

November 30, 2020

China follows up the state PMis with the private Caixin manufacturing PMI tonight (8:45pm ET). Throughout the pandemic,
manufacturing industries have fared better in response to restrictions and physical distancing measures than service-based
industries. While lockdowns and increased restrictions were reintroduced across many of China’s trading partners, their targeted
nature should also lead to a reduced drag on economic activity. We expect the export focused PMI to remain roughly inline with
October’s print of 53.6.

The Reserve Bank of Australia (RBA) delivers another monetary policy decision tonight (10:30pm ET). With a substantial
increase to monetary accommodation delivered in November, we don’t expect any policy changes at this meeting—holding the
cash rate target and the 3-year yield target at 0.10%. With strict lockdown measures lifted, the bank will focus on supporting a
robust labour market recovery as a means of stoking inflationary pressure over the coming year.

The OECD will deliver fresh forecasts in its Economic Outlook publication at 5amET. One would expect downward revisions
to nearer term growth and upward revisions thereafter.

The preliminary estimate for Eurozone CPIl in November arrives at 5amET. CPI is expected to remain sub-zero in
November—consensus expects -0.3% y/y— largely due to Germany’s temporary reduction of the VAT tax. However, ECB meeting
minutes released last week suggested that the inflation outlook is edging towards the bank’s severe scenario. All eye’s will be on
the December 10" ECB meeting where President Lagarde has stated that the bank will “recalibrate all its instruments.” She
speaks again tomorrow at 12pmET. This is expected to lead to an increase to the Pandemic Emergency Purchase Program
(PEPP) and some alterations to bank lending programs. The announcement will also come with a refresh of September’s
economic projections, which should reflect the recent deterioration in near term growth.

The Eurozone manufacturing PMI for November will be revised at 4amET after the initial reading fell to 53.6 (54.8 prior) to signal
weaker growth. This update will incorporate first estimates from Italy and Spain.

TOMORROW’S NORTH AMERICAN MARKETS

The main North American market risks may be focused upon a more upbeat sounding Fed Chair Powell and ISM-manufacturing to
see if US momentum wanes as it has in Europe with tightened restrictions. Canada updates GDP but the best before date has
expired as rising COVID-19 cases and tightening restrictions with the promise of vaccines to come deserve the forward-looking
emphasis.

Fed Chair Powell testifies before the Senate Banking Committee tomorrow (10amET). His opening remarks were released
this afternoon (here). It was the most direct acknowledgement to date from the Fed that vaccines offer new information to the
outlook as he remarked they are “very positive for the medium term” notwithstanding nearer terms uncertainties surrounding their
roll-out. | doubt we'll hear hints at expanding QE or lengthening purchase horizons. Expect discussion surrounding Treasury
Secretary’s withdrawal of US$455B of funding from Fed facilities following this morning’s announcement to extend facilities that
were unaffected by the decision (here).

Canada will release GDP figures for September and Q3 plus October guidance (8:30amET). Canada is expected to register a
47% q/q annualized gain in Q3—following up a 38.7% q/q annualized decline in Q2—which includes an estimated 0.8% m/m gain
in September. Consumers returning to pre-pandemic purchasing habits—as seen by the recovery in retail sales—should contribute
to the rebound. Like other countries, Canada is seeing a reintroduction of containment measures as new cases rise. This will
inevitably weigh on Q4 growth and particularly the pace of recovery in service-based industries.

US ISM-manufacturing for November arrives at 8:30amET. With October’s reading rising to its highest point in over two years,
the regional Fed surveys for November suggest that the ISM gauge may soften slightly this month. Despite restrictions, we expect
manufacturing output to continue to expand over the near term as plants have adapted well to the new COVID era working
environment.

Other US releases will include construction spending (10am ET) and vehicle sales (end of day). We expect construction
spending to rise 0.8% m/m, driven by homebuilders rushing to replenish the sharp drawdown of housing inventory. Vehicle sales
should remain steady around 16 million units annualized. The lack of refreshed fiscal supports could contribute to the downside
risks in the coming months.
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CANADA’S BUDGET

The full budget update is available here. Scotia’s Rebekah Young will offer her detailed thoughts in a note this evening. For now,
I've summarized some impressions below.

Budget highlights:

The FY2020-21 deficit was revised to C$382 billion from $302 billion which was less than many anticipated with estimates
stretching well over C$400B.

Table A1.3 on page 123 summarizes the changes that were introduced today versus the prior update. From a baseline of
C$302B, the deficit then adds $54.5B to account for actions since the last update but not including today. Then it adds today's
C$25B in new measures for FY20-21 to get to $382B.

Ottawa guided that another C$70-100 billion in spending over the next three fiscal years is in the works but offered no
details other than loose guidance it is working toward a childcare program.

Before incorporating this extra spending, the baseline deficit then falls to $121B the next year, $50.7B after that, $43B after
that...and never zero but gets to a low of $25B deficit in FY2025-26. To repeat, the extra spending was not incorporated into
these numbers.

While there was loose guidance provided on spending plans to add another C$70-100B in spending over the next
three fiscal years, there was no guidance toward how Ottawa would pay for it which leaves the door open to
speculation that it could be deficit-financed or financed through new revenue measures or expanding existing ones.
Watch taxes as the sleeper risk into the Winter budget and | suspect that if they go there, then upper income earners will be
targeted with a fairness spin. They took a gentle step in that direction with stock options today (see below). If Ottawa goes the
route of funding through debt issuance then it would add more than three percentage points above the 51.6% baseline
estimate of debt-to-GDP by FY23-24.

Further to the taxation issue, section 3.3.2.8 further elaborates upon carbon taxes, or a tax on imports from countries without

carbon pricing. Ottawa remains in discussion with other countries on carbon border taxes. Recall that Biden’s platform

favoured carbon levies and border adjustments. | remain of the view that they risk being treated as tariffs and invite retaliation
and hence risk dampening hopes for a recovery in world trade.

The overall aim of providing further spending stimulus was billed as closing the output gap, or the sum total of measured spare
capacity in the Canadian economy that has arisen due to the pandemic. Ottawa says targeting 3—4% of GDP cumulatively
over the next three years will be oriented toward closing spare capacity. That means the output gap would close sooner than
later, but this depends in part upon how it is financed and the overall net stimulus provided.

Such a policy aim is material new information to the forecasts in that bringing forward the closure of spare capacity may
bring with it earlier inflation pressures, higher short-term and longer-term borrowing costs and CAD appreciation that
dents private industry competitiveness. Ottawa invites private sector forecasts before revealing its intentions such that
forecasters may be left to reconsider their longer run views on CAD and rates. The output gap estimates also appear to be
derived from the BoC’s October MPR forecasts that were presented before material new information on vaccines; vaccines
may drive quicker recoveries and less spare capacity sooner than expected.

Ottawa is also hanging its hat on overshooting stimulus requirements with the argument that a global mistake coming out of
the GFC was to undershoot. That’'s why monetary and fiscal policy was so aggressive around the world and particularly in
Canada, but this view spawns debate over whether what we are going through in future will be similar by way of forward-
looking risks. The GFC was a massive deleveraging hit through a balance sheet and credit-induced recession. The pandemic
carries balance sheet implications but they are the symptom, not the cause and the effects may be more transitory with a
different solution through vaccines.
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On specific initiatives:

o First-time home buyers get added incentives in some of the biggest and priciest markets. In Toronto, Vancouver and
Victoria starting in "Spring 2021" (no exact date), the limit will be increased to buy a home up to 4.5 times household income
instead of 4.0 times. The eligible buyer's income threshold is being raised by $30k to $150k in these markets. They figure this
will raise the maximum eligible house price to $722k from $505k. Raising immigration rates and offering added inducements to
first-time homebuyers offset the foreign buyers tax plan and represent material new stimulus to housing markets.

e Foreign homebuyers tax: There will be a nationwide non-resident housing tax applied “over the coming year.” Section
4.8.2.2 on page 114 of the update spells out some loose information. I'm not a fan of these efforts to tax the capital account
and there may be a rush by some foreign investors to get out before they implement the tax and for domestic investors to
perhaps do likewise in anticipation of the effects on foreign buyers. The effects will cut unevenly across neighbourhoods and
some types of housing over others. Recall StatsCan tends to estimate that foreign buyers account for a low single digit share
of homebuying in Canada. Domestic buyers driven by the domestic economy and policy account for the vast majority of
housing activity.

e Modest childcare stimulus may help those in need but poses no material impact on our growth forecasts. C$2.4 billion will
be spent on C$1,200 cheques in calendar 2021 for each child under 6 for low- and middle-income families who get the CCB
benefit defined as incomes under C$120k/yr. Payments will go out quarterly payments. Earners above $120k/yr get half that
amount. This distribution only amounts to 0.2% of total 2020 consumption. Ottawa will also spend C$420 million in FY21-22 to
attract and retain early childhood education workers.

e A small amount of C$2.6 billion over 7 years will be spent to fund 700,000 home retrofit grants of up to $5k per homeowner.

e There is a new work from home benefit, but be careful about taking the bait as the attractiveness depends upon your
expenses and record keeping. Ottawa will give a deduction of up to C$400 based on the amount of time working from home
without having to track expenses with no form T-2200.

e Ottawa will change the way it taxes stock options starting with those granted on or after July 1% 2021 (see section 4.8.2.1).

o Ottawa will apply the 5% federal sales tax against digital companies. There is partly based on tax fairness given that
sales tax is not charged, but it will probably be paid by Canadian consumers through tax incidence effects in a sector with
pricing power.

CAD AND CANADIAN DEBT ATTRACTIVENESS

As an aside, is it fully correct to argue that international investors will pick up Canadian government bonds simply because of a
yield advantage over the US$17.4 trillion of global dent that is negative yielding (chart 1)?

One caution toward this view is that the real market test of rising government debt to GDP may come in subsequent negative
shocks that take it higher if steps are not taken to repair the books beforehand. For example, Canada knew it had problems well
before the US-Canada 10s spread really blew out to +300bps into the recession about three decades ago.

A second caution is that international comparisons of rates need to be considered alongside FX markets and not in isolation. Local
yields are significantly determined by local accounts with the majority of Government of Canada debt owned domestically with
benchmarking against indices that can drive a misleading impression of the quality of the credit. International investors are freer to
choose where to invest, don’t spend much time on little o’ Canada relative to the very modest weighted reward in their portfolios
and exact a premium when uncertainty rises and can do so through what they express in currency markets.

Despite Canada’s yield advantage, CAD has appreciated to the USD by substantially less than other peer currencies since the low
for broad market risk appetite in March (chart 2). It's up by around 15 cents to the dollar since March on broad risk appetite, but it
has underperformed other peer commodity plays (A$, NOK, NZ$, SEK, MXN).
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Further, the cross-currency basis comparisons across major currencies suggest
that the cost of hedging out of USD into CAD are higher (more negative basis)
than for other currencies (chart 3). That signals that while appetite for USD out of
CAD has diminished since March, it has done so by less than appetite for USD
has diminished relative to those other currencies. The trend has also been
toward rising hedging costs for CAD since around June. The cost of hedging out
of USD into CAD remains higher than the cost of hedging out of USD into other
crosses like yen, sterling, euro.

That is also consistent with the net short position in CFTC positions shown in
chart 4.

Why CAD has underperformed other commodity crosses, while hedging costs
have risen alongside net short positions in the currency isn’t entirely clear.
Maybe the market is less convinced that Canada’s basket of commodities is as
attractive as elsewhere including N.A. energy policy risk (domestic and US).
Maybe the market is thinking Canada overshot on growth earlier relative to some
others and face relatively less sustainable growth going forward and in part
because Canada overshot on stimulus more than some others. Maybe markets
look at our bigger deficits relative to others and so with market pricing at the
margin driven by flows more than stock comparisons they're exacting more of a
discount to lend to Canada through the currency. I'm sure there are other
plausible explanations.

My general point is basically to consider that in an interest parity framework, we
need to consider relative nominal yields and what currency markets signal is
necessary to equilibrate swap flows across currencies. To just point to, say,
Canada’s 10 year GoC being, say, 125bps over 10 year German bunds
exaggerates the relative attractiveness of Canadian dollar debt. In theory, basis
shouldn’t exist as it's the residual on a covered interest parity framework, but it
does, and Canada’s is wider (more negative) to the USD than others.
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Government Yield Curves (%): Central Banks
2-YEAR 5-YEAR 10-YEAR 30-YEAR Current Rate

Last 1-day I1WK [ [ast 1-.day I-Wk | Last 1-day I-Wk | Last 1-day I-WwK
u.s. 015 015 016 | 036 036 040 | 085 084 088 | 158 157 1.61 [Canada-BoC 0.25
CANADA 025 025 027 | 043 043 044 | 067 068 069 | 117 119 120
GERMANY -0.74 -076 -075] -0.75 -0.77 -0.76 | -0.57 -0.59 -0.58 | -0.17 -0.18 -0.17 |US -Fed 0.25
JAPAN -0.12 -012 -0.13] -0.10 -0.09 -0.11] 003 003 0.03 | 065 065 0.65
U.K. -0.02 -0.04 -0.03] 0.01 -0.01 0.01 0.31 028 032 | 085 0.83 0.90 |England - BoE 0.10

Spreads vs. U.S. (bps):
CANADA 10 10 11 7 7 5 -18 - -19 -41 -38 -41 |Euro zone - ECB 0.00
GERMANY -89 -90 -92 112 -113  -116 | 142 143 -146 | -175 -175 177
JAPAN -27 -27 -29 -46 -46 -51 -82 -81 -86 -93 -92 -96 |Japan - BoJ -0.10
U.K. -17 -19 -19 -36 -37 -39 -54 -56 -56 -73 -74 -70
m Level % change: Mexico - Banxico 4.25
Last Change 1 Day 1-wk 1-mo 1-yr

S&P/TSX 17190 -206.3 -1.2 0.6 10.3 0.9 Australia - RBA 0.10
Dow 30 29639 -271.7 -0.9 1.3 11.8 5.7
S&P 500 3622 -16.7 -0.5 1.8 10.8 15.3 New Zealand - RBNZ 0.25
Nasdaq 12199 =71 -0.1 29 11.8 40.8
DAX 13291 -44.5 -0.3 1.3 15.0 0.4 Next Meeting Date
FTSE 6266 -101.4 -1.6 -1.1 12.4 -14.7
Nikkei 26693 259.9 1.0 2.0 16.2 14.6 Canada - BoC Dec 09, 2020
Hang Seng 26341 -553.2 -2.1 -0.5 9.3 -0.0
CAC 5519 -79.6 -1.4 0.5 20.1 -6.5 US - Fed Dec 16, 2020
Commodities Level % change:
WTI Crude 45.24 -0.10 -0.2 5.1 26.4 -18.0 England - BoE Dec 17, 2020
Natural Gas 2.95 0.07 2.3 8.8 -12.1 29.3
Gold 1779.01 2.06 0.1 -1.6 -5.3 215 Euro zone - ECB Dec 10, 2020
Silver 22.15 -0.99 -4.3 -7.3 -6.2 30.6
CRB Index 160.06 -0.91 -0.6 25 10.6 -9.4 Japan - BoJ Dec 18, 2020
Currencies Level % change:
USDCAD 1.2978 -0.0023 -0.2 -0.2 -1.8 -2.5 Mexico - Banxico Dec 17, 2020
EURUSD 1.1942 0.0015 0.1 0.4 2.6 7.8
USDJPY 104.31 0.0000 0.0 -0.1 -0.4 -4.3 Australia - RBA Nov 30, 2020
AUDUSD 0.7359 0.0015 0.2 -0.0 4.3 7.9
GBPUSD 1.3343 0.0020 0.2 -0.1 3.3 3.1 New Zealand - RBNZ Feb 23, 2021
USDCHF 0.9078 -0.0011 -0.1 -0.4 -1.2 -8.4
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