Technical Recession Needed to Reduce Upside Risks
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GLOBAL ECONOMICS e  Material potential upside risks to inflation require continued caution by central
banks. We expect the Bank of Canada to hike one more time in 2023, and for rate

cuts to be delayed to the second quarter of 2024.
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e This move is best seen as insurance against upside surprises to inflation as our
model does not indicate a need for an additional hike given our current forecast

for the economy and inflation.

e  Theimplied insurance premium of lower output and higher unemployment is the

René Lalonde price to pay to guard against the potential impacts of higher inflation. Given the
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without this insurance.
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Scotiabank Economics has made it clear that slightly higher policy rates are needed to achieve the slowdown

“lelelay 2l . required to bring inflation back to its 2% target. This is evident in the Bank of Canada’s
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decision to raise its policy rate in June and leaving the door open for more hikes to come.
Indeed, we believe the Bank of Canada will raise interest rates one final time in the third
quarter. While our model does not indicate a need for this additional hike, despite

Chart! Policy Rate economic resiliency and sticky core inflation, we see this as insurance against inflation.
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inflation and economic growth outcomes between a scenario which dictates a rate

outlook onto the model and a scenario which lets the model determine the rate outlook.
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Chart 1 plots the two different rate paths. The first scenario, consistent with our June 16"
forecast, imposes an additional hike in the third quarter of this year, and holds the policy
rate at this higher level until the first quarter of next year, before allowing it to slowly
decline through 2024. The second scenario allows the model to speak for rates and shows
that given our current forecast for the economy and inflation, the model does not view an
additional hike as necessary, and sees the policy rate falling faster than in our baseline
scenario.

Chart 2 plots the resulting path for economic activity under each scenario. In addition to
imposing an additional hike, our June 16" baseline (dashed blue line) incorporates
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Sources: Scotiabank Economics, Statistics Canada. line) that is slightly deeper and occurs a quarter later than our June 16™" baseline. We
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compare that scenario with one that allows the model to determine rates without any

Table 1: Canada - Inflation Outcomes
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overlays on our part (red solid line). As evident from chart 2, ending the rate hiking cycle

2023 2024 2025

at the current level for the policy rate would allow the economy to avoid a recession later
this year. The implication here is that the recession that we are projecting in our baseline

Additional Hike Imposed 3.82 2.42 1.97
Rates Dictated by Model 3.84 2.49 2.06

forecast is a result of monetary policy tightening rather than underlying economic

Source: Scotiabank Economics.

conditions. This would translate to a 0.5% loss of output.

The compromise on the inflation outlook is shown in table 17—calling it quits without hiking again in the third quarter would result in an

inflation rate that is 0.1% higher in 2024 and 2025 than in our baseline scenario. This is consistent with the properties of the Bank of

Canada’s DSGE model and their estimate of the impact of a monetary policy shock on inflation.

This seemingly desirable outcome, however, whereby the Bank of Canada does not hike again
this year, and our economy avoids a recession with a relatively small cost to inflation, is based
on our baseline assumptions of slowing inflation in upcoming quarters. It does not account for
upside surprises to the inflation outlook. These potential surprises are of dramatically greater
policy concern than downside surprises to inflation given the current and projected level of
inflation in relation to the BoC'’s target and the gap between inflation expectations and the
target (chart 3). If inflation accelerates, the BoC risks a decline in credibility and inflation
expectations becoming unanchored, necessitating more hikes than is currently baked into our
baseline forecast to achieve the needed slowdown to bring inflation back to target. According
to our simulations, a further meaningful decline in credibility would imply the policy rate
peaking at more than 5.5% compared to 5.0% in our baseline and a policy rate at the end of
2024 that is above 4.5% instead of 3.75%.This would have outsized costs to households who
not only need to contend with higher prices but also higher debt payments and less access to
new credit to support with these higher expenses, with negative spillovers onto the wider
economy.

As such, we believe it necessary for the Bank of Canada to remain cautious in its inflation
management and take out insurance against this inflation outcome by hiking again this year
and keeping rates higher for longer.
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