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Canada’s economy is in better shape than GDP indicates...

e ..upon controlling for a unique array of temporary drags

Early BoC cut pricing is too aggressive
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Recession, huh? Not so fast. The economy was better than previously reported in Q2,
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shrank in Q3 but details were better under the hood, and Q4 is tracking positive growth.

What’s more, pricing a chance at rate cuts as soon as very slim odds for next week or
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-2 -1 0 1 2 Canada’s economy dodged a bullet by putting up better (not great) numbers and better

Sources: Scotfabank Economics, Statistics Canada. details than feared especially upon controlling for temporary factors. The economy is not
in recession as some folks across the street have been claiming. The recessionistas have
some explaining to do and the Bank of Canada won’t see enough in here to guide easing
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GDP did unexpectedly contract in Q3 by 1.1% q/q SAAR but there are several strong
cautions here.

1. The composition of the weakness in Q3 GDP points to better details (chart 1).

. . Housing, government spending and private consumption all made modest
2 A 0 1 2

contributions to growth. Furthermore, inventories dragged a full percentage point off
Sources: Scotiabank Economics, Statistics Canada.

of growth and careful inventory management at this point in the cycle is not a bad
thing. It's actually prudent of companies such that if the economy disappoints, they
won’t have as much inventory to store and finance as they would have otherwise, but
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if the economy is resilient then perhaps they’ll have to re-stock. I'll return to some of the
monthly GDP distortions in the next section.

2. That Q3 contraction was significantly due to an upward revision to Q2 growth that is now
pegged at +1.4% q/q SAAR versus the earlier -0.2% estimate. A +1.6 ppt swing in estimated
Q2 GDP growth posed a higher jumping off point that made it more difficult to post expected
growth in Q3. The upward revision to Q2 was mainly due to revisions to exports and
inventories. Chart 2 shows the contributions to Q2 GDP growth on a weighted basis.

3. Final domestic demand continues to grow (chart 3). It was up by 1.3% g/q SAAR in Q3 after a
1.2% rise in Q2. This measure captures consumption plus investment plus government
spending and therefore excludes net exports and inventories. It is a cleaner barometer of
domestic economic activity and | would expect the BoC to flag its continued growth as an
offset to the GDP numbers in their statement next week. FDD is among the things | watch
beneath GDP numbers for signs of a genuine downturn in the domestic economy and that’s
not happening here.

4. Early tracking for Q4 growth using the monthly GDP accounts points to about 1% q/q SAAR
growth based solely upon the Q3 average level of monthly GDP and October GDP while
assuming November and December will be flat solely for the purpose of focusing the math
upon known factors to date. Chart 4.

5. Istill believe that the economy is stronger than is being guided upon controlling for some
temporary drags on growth. One is that half the country was literally on fire over the summer
and those wildfires disrupted a broad cross-section of economic activity from shut mines
and petrochemical facilities to agriculture, forestry and tourism under the warm glow of
orange skies. Second is that hours worked got crushed in Q3 by the biggest amount since the
economy was shut down at the start of the pandemic but this time because of hours of work
lost due to strikes (chart 5). The half of the country that was not on fire was on strike.
Workers across grocery chains, ports, governments, educational institutions, auto makers,
airlines and—my personal fave—Montreal cemetery workers were all examples of strikes
that crippled their sectors this summer. Folks on picket lines or at home picking something
else are not producing goods and services and so since GDP is the sum total of all goods and
services produced in the economy it was temporarily
dampened by these strikes. This is a much bigger
deal than in the US because about one-third of
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Immigration is off the charts. There is a nationwide
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housing shortage with a need to expand the housing stock. Fiscal policy remains stimulative which adds to inflation risk but supports
growth. Commodities are supporting the terms of trade including the OPEC+ shot in the arm given to oil prices this morning. Corporate
balance sheets are strong with record high nonfinancial corporate sector interest coverage. Banks are well capitalized. Over 400k jobs
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have been created this year alongside ripping trend wage growth. CAD depreciation is the opposite of the Fed’s strong dollar

challenge. Credit is tighter, but financial conditions are easing once again.

MONTHLY GDP SIGNALS GROWTH MOMENTUM AND ARTIFICIALLY DEPRESSED

Higher frequency monthly GDP indicates that growth is transitioning to Q4 in a positive way, albeit mildly so, tentatively, and distorted to
the downside. September GDP was up 0.1% m/m and Statcan’s preliminary October estimate is +0.2% m/m. This gives tracking of about

1% q/q SAAR GDP growth in Q4.

September’s details are better than the headline. Chart 7 shows the weighted contributions to
growth and the positive role played by several sectors. The biggest drag came from mining/

quarrying/oil/gas that fell 1.8% m/m and knocked about 0.1 ppts off of GDP and we should look

through this effect while anticipating a rebound. Statcan pegged the reason for that being
maintenance activities that drove oil and gas extraction ex-oil sands down 3.6% m/m due to
“maintenance work at an oil platform off Canada’s Atlantic coast.” Oilsands output was also
impacted by maintenance, but to a much smaller degree.

An added influence on September GDP that should be controlled for was a 2% drop in mining
and quarrying that Statcan mostly blamed on lower unwrought gold exports to the UK and US.
These flows bounce around erratically through the gold trade.

Drought also weighed upon agricultural sector GDP that fell 1.4% m/m in September. Statcan
pinned that on lower crop yields for wheat and canola in particular. That’s a real drag not to be
removed, but with probably short-lived effects.

As for October, Statcan does not release details with its preliminary estimate but does offer
limited verbal guidance. They said that mining, quarrying, oil and gas extraction did indeed

rebound, and joined growth in retail trade and construction to offset a decline in wholesale

sector activity.
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Overall, the amount of misinformation on Canada remains stunning. The economy is not in recession at least not to this point despite

other claims to the contrary and we need to control for things beyond rate hike effects. In any event, soft trend growth is the goal of tighter
monetary policy in order to bring inflation durably lower and so we should expect that, rather than thinking the BoC will get all wiggy at the
first signs of softening. The BoC is not being fooled by its own rate hikes through mortgage interest’s effect on headline CPI because they

focus upon trimmed mean and weighted median CPI that exclude mortgage interest. Yet it’s this sort of thinking is motivating early rate

cut pricing. Now, onto jobs and wages tomorrow placed in the context of a very strong year to date for both.
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