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NORTHERN STAR (FOR NOW...)

e In contrast to the US, Canadian growth is accelerating sharply going
into the second quarter, following a solid gain in domestic demand to
start the year.

e Fast, and accelerating, population growth, and remarkably strong
employment growth are providing a solid underpinning to consumer
spending and the housing market.

o Positive export data suggest that the ongoing strength in domestic
demand will be buttressed by net exports in the second quarter, and
possibly beyond.

e Canadian inflation is at the Bank of Canada’s target, in sharp contrast to
the US, where it has moved away from the Fed’s objective. This gives
the BoC room to keep rates on hold if inflation remains on target.

e Downside risks remain important and are all linked to US-centric
developments, with worries about US trade policy ongoing despite the
pause with China.

THE OUTLIER

Recent Canadian developments stand in sharp contrast to events in much of
the rest of the world. Whereas US growth is clearly decelerating, Canadian
growth is on an upswing, with recent indicators pointing to a very sharp rebound
from a somewhat sluggish start to the year. Canadians appear to be, for the time
being, largely insulated from the broader malaise facing the global economy as
consumer and business confidence has improved sharply in recent quarters,
owing to strong sales and job creation (chart 1). While there are a number of
factors suggesting that the growth rebound observed will persist through 2020,
there is a risk that a divergence between Canadian and US outcomes may not
last.

Underlying much of the strength in activity has been a remarkably strong
job market, where job gains so far this year have already outstripped those
in 2018 by a wide margin (chart 2). Canadians are benefitting from strong
hiring and rising wage growth that together helped boost consumption growth to
3.5% q/q saar in 2019Q1, more than double the rate of the two preceding
quarters. Small- and medium-sized businesses continue to cite shortages of
skilled and un/semi-skilled labour as the factors that most limit their ability to
increase sales or production, but firms are still managing to hire. Year-on-year
average wage growth is now running at 3.8%, well above inflation and two full
percentage points higher than late last year. Although household debt burdens
and debt-service ratios are high, consumer sentiment has rebounded. Household
credit growth has steadily accelerated from the second half of 2018, driven by a
revival of residential lending as Canadians have adjusted to the tighter
qualification standards instituted under 2018’s B-20 reforms, and a continued rise
in population growth (to its highest rate in over 15 years).
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Canada 2017 2018 2019f 2020f
Real GDP (annual % change) 30 19 14 20
CPI (yly %, eop) 18 20 19 19
Central bank policy rate (%, eop) 1.00 175 175 1.75

Canadian dollar (CADUSD, eop) 080 073 0.78 0.80

Source: Scotiabank Economics.
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Table 1
Quarterly Canadian Forecasts 2018 2019 2020
Q4 Q1 Q2e Q3f Q4f Q1f Q2f Q3f Q4f
Economic
Real GDP (q/q ann. % change) 03 0.4 2.5 1.5 2.3 24 2.0 1.5 1.7
Real GDP (y/y % change) 16 = 1.3 1.3 1.2 1.7 2.2 2.0 2.0 1.9
Consumer prices (y/y % change) 2.0 1.6 2.1 1.8 1.9 2.1 2.1 2.0 1.9
Avg. of new core CPIs (y/y % change) 1.9 1.9 2.1 2.0 2.0 2.0 2.0 2.0 2.0
Financial
Canadian Dollar (USDCAD) 136  1.33 1.31 1.31 1.28 1.28 1.28 1.25 1.25
Canadian Dollar (CADUSD) 0.73 0.75 0.76 0.76 0.78 0.78 0.78 0.80 0.80
Bank of Canada Overnight Rate (%) 1.7  1.75 1.75 1.75 1.75 1.75 1.75 1.75 1.75
3-month T-bill (%) 1.65 1.67 1.65 1.65 1.65 1.65 1.65 1.65 1.65
2-year Canada (%) 1.86  1.55 1.47 1.50 1.40 1.35 1.35 1.35 1.35
5-year Canada (%) 189  1.52 1.39 1.45 1.40 1.40 1.40 1.40 1.40
10-year Canada (%) 197  1.62 1.46 1.50 {ES5 1.60 1.65 1.65 1.70
30-year Canada (%) 2.18 1.89 1.68 1.70 1.80 1.90 2.00 2.05 2.10
Sources: Scotiabank Economics, Statistics Canada, Bloomberg.
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about prospects for the global economic outlook are pushing some of Canada’s output Chart 6
into rising stockpiles with inventory-sales ratios still at the highest levels in a decade Higher Inflation in Canada
(chart 4). ~ Feeds Policy Divergence

3.0
. . . . . . . . yly % change
With profit margins in Canadian industry a full two percentage points above their

historical average, capacity constraints and the increased scarcity of labour are leading 25 |
firms to increase capital spending, with outlays on machinery and equipment rising by
almost 40% qg/q saar in Q1. Survey data point to investment strength for the remainder of 5, |
the year and we continue to believe the LNG Canada project in Kitimat will be a big
driver of business investment this year and next.

Average of
BoC three
core CPIs

The acceleration in investment is occurring at the same time as a pickup in
Canadian exports, whose growth has risen sharply since March. We have long 1.0 F
held the view that a key factor accounting for lacklustre export performance in recent
years had been surprisingly sluggish growth in business investment given high capacity 05 —_——
utilization rates. While it is too early to link the upside surprises in export growth to the o e e Eggnoﬁcsjétag;‘ticgs 8
surge in business investment so far this year, they are indicative that this thesis may Canada, Bureau of Economic Analysis.

hold. Export growth stands in contrast to global developments, which generally point to slower growth as the year has progressed,
and stands even more sharply in contrast to global trade flows, which have remained quite sluggish (chart 5).

US core
PCE index

For the remainder of the year, we expect further export growth to be held in check by a higher Canadian dollar and global
trade developments. So far this year, the Canadian dollar is the best performing G-10 currency against the US dollar owing to
the rise in oil prices and large drop in US interest rates relative to Canada. We expect further strength in the loonie as the Bank of
Canada stands pat in the face of an anticipated rate cut in the US. This will limit export growth. Moreover, global trade uncertainty will
remain elevated throughout the year, as President Trump continues to sabre-rattle on the trade front and global growth slows further.

Inflation is effectively at the Bank of Canada’s 2% target, as the average of the three measures of core inflation utilized by the
BoC is now at 2.1% yly. This is the highest reading since 2012 despite the likely existence of modest economy-wide excess supply. We
expect inflation to remain around 2% over the forecast

horizon as the impact of output gap closure and rising unit Table 2
labour costs is generally offset by the pass-through from a Canada 200017 2017 2018 2019F  2020f
stronger exchange rate. Our model continues to capture the (annual % change, unless noted)
movements in Canadian inflation well. Real GDP 21 3.0 19 14 20
i . i . Consumer spending 2.9 3.5 2.1 2.0 1.9
The performance of inflation in Canada relative to the Residential investment 3.6 24 15 3.6 13
US (chart 6) is of greater importance. Whereas Business investment 2.2 2.2 2.2 0.2 5.5
Canadian inflation is on target, it has generally moved awa Government 22 21 =0 £ 17
get, 9 Y Y | Exports 13 1.4 3.2 17 24
from the Federal Reserve’s target, given the impact of past Imports 3.0 4.2 29 15 2.8
USD dollar strength, low unit-labour cost growth, and a few Nominal GDP 43 5.6 3.6 27 42
temporary factors that drove US inflation down. This should | GDP Deflator 2.1 26 1.7 1.3 2.1
Il the BoC t . hold the Fed IR Consumer price index (CPI) 1.9 1.6 23 1.8 2.0
allow the Bot 1o remain on noid as tne Federal keserve CPI ex. food & energy 16 16 1.9 1.9 2.0
cuts rates to, in part, push inflation higher. Pre-tax corporate profits 0.0 20.1 0.5 4.1 2.1
Employment 1.4 1.9 1.3 2.1 1.0
As has been the case for several quarters, the dominant Unemployment rate (%) 7.1 6.3 2 37 2k
risks to the Canadian outlook lie beyond our borders. Current account balance (CAD bn) -18.7 -59.4 -58.5 -57.6 -55.9
President Trump's policies are having clear and tanaible Merchandise trade balance (CAD bn) 22.9 239  -220 261  -280
ident frump's polici ving gl Federal budget balance* (FY, CAD bn) 36 178 190 -118  -198
negative impacts on the US and the broader global percent of GDP 0.2 0.9 0.9 0.5 -0.8
economy. While a pause appears to have been agreed-to Housing starts (000s) 200 220 213 202 199
with China, and the President has backed-off his threat of Motor vehicle sales (000s) 1678 2036 1,983 1,935 1,915
. . s . Industrial production 0.0 4.9 2.9 0.4 1.9
Mexican tariffs, the US trade deficit is becoming larger -
which may fuel Trump’s affinity for tariffs and damagin WL ol (SD/bbl) o2 > o0 o %
yr P Yy ging Nymex natural gas (USD/mmbtu) 4.83 302 307 271 275
trade rhetoric. , : —
Sources: Scotiabank Economics, Statistics Canada, CMHC, Bloomberg.
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contained herein are our own as of the date hereof and are subject to change without notice. The information and opinions contained herein
have been compiled or arrived at from sources believed reliable but no representation or warranty, express or implied, is made as to their
accuracy or completeness. Neither Scotiabank nor any of its officers, directors, partners, employees or affiliates accepts any liability whatsoever
for any direct or consequential loss arising from any use of this report or its contents.

These reports are provided to you for informational purposes only. This report is not, and is not constructed as, an offer to sell or solicitation of
any offer to buy any financial instrument, nor shall this report be construed as an opinion as to whether you should enter into any swap or
trading strategy involving a swap or any other transaction. The information contained in this report is not intended to be, and does not
constitute, a recommendation of a swap or trading strategy involving a swap within the meaning of U.S. Commodity Futures Trading
Commission Regulation 23.434 and Appendix A thereto. This material is not intended to be individually tailored to your needs or characteristics
and should not be viewed as a “call to action” or suggestion that you enter into a swap or trading strategy involving a swap or any other
transaction. Scotiabank may engage in transactions in a manner inconsistent with the views discussed this report and may have positions, or
be in the process of acquiring or disposing of positions, referred to in this report.

Scotiabank, its affiliates and any of their respective officers, directors and employees may from time to time take positions in currencies, act as
managers, co-managers or underwriters of a public offering or act as principals or agents, deal in, own or act as market makers or advisors,
brokers or commercial and/or investment bankers in relation to securities or related derivatives. As a result of these actions, Scotiabank may
receive remuneration. All Scotiabank products and services are subject to the terms of applicable agreements and local regulations. Officers,
directors and employees of Scotiabank and its affiliates may serve as directors of corporations.

Any securities discussed in this report may not be suitable for all investors. Scotiabank recommends that investors independently evaluate any
issuer and security discussed in this report, and consult with any advisors they deem necessary prior to making any investment.

This report and all information, opinions and conclusions contained in it are protected by copyright. This information may not be
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