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Canada’s economy is strong enough for the Bank of Canada to remain on hold next
Wednesday alongside other reasons for doing so. Our longstanding call remains no rate
change. Chart 1 shows growth using both quarterly expenditure- and monthly income-
based GDP accounts with tracking into Q2.
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Sources: Scotiabank Economics, Statistics Canada.

Q1 GDP growth of 2.2% g/q SAAR was a half percentage point higher than expected with
the caveat that the prior quarter’s 2.1% growth was revised to be a half-point weaker than
the previously understood pace of 2.6% that I'll come back to.

Chart 2 shows the weighted contributions to Q2 GDP growth by expenditure category.
The details were not great, but not terrible either. Inventories added 1.4 ppts to Q1 GDP
growth as companies stockpiled in the face of the
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The BoC is unlikely to be fussed by the Q4 negative revision because it was almost entirely
driven by a bigger inventory drag effect that knocked 4.5 ppts off of Q4 GDP growth
versus 3.3% in earlier estimates. Imports are now less of a drag on Q4 GDP at —-0.8 ppts
instead of —1.8%. The rest of the Q4 GDP revisions were relatively little changed across
other components (chart 3).

Consumption wasn’t great, but was still up by 1.2% q/q SAAR for a contribution of 0.65 ppts
to Q1 GDP growth in weighted terms. Taking a bit of a breather after torrid rates of growth in
each of Q3 and Q4 last year is understandable and frankly it’s a plus that after about 5%
growth in Q4 that Q1didn’t retreat (chart 4). Still, there are important forward-looking risks to

further growth.

Chart 5 demonstrates a reason to be concerned about Q1. Final domestic demand adds up
consumption, investment and government spending and hence doesn’t include inventories
and net trade. It’s a rough measure of strength in the domestic economy and it was flat in Q1.
That was mostly because of weakness in residential investment despite all the talk about

Y
o

O o N W N U O N © VO

Chart5

Canadian Final Domestic Demand
a/g % change SAAR

Canada.

expanding housing supply which remains just that—talk.

March GDP at +0.1% m/m matched Statcan’s earlier ‘flash’ estimate. Chart 6 shows the
contributions by sector. In my opinion, the economy was sounder than the GDP headline for
March because a tenth was knocked off growth by the utilities sector which is more of a
volatile weather report than anything else.

April’s ‘flash’ GDP estimate landed at 0.1% m/m. That keeps momentum going into Q2 such that very tentative growth tracking points to

Chart 6
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0.5% q/q SAAR in Q2 based solely on Q1and the April reading while assuming the rest of the quarter is flat solely in order to focus upon the

effects of what is known to date.

Key is that Q1 growth was higher than the BoC expected in either of its April MPR scenarios and warmer than they had previously forecast in

the January MPR (134%). See chart 7. Furthermore, Q2 is very tentatively tracking slightly better growth than their ‘Scenario 7 and much

better growth than their feared ‘Scenario 2’ that are also shown in the same chart.

THE BROADER CASE TO HOLD

The case for holding the policy rate is based on much more than GDP. Here are a few points to consider.

1. Cut because of jobs?

e Some say so, but inflation is their mandate, not jobs, and the tie between jobs and inflation is tenuous.

e The BoC won't overreact to a limited number of job market readings with so many distortions (election, GST fiddling, weather).
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e Real wage growth and wage settlements are still well above what productivity would merit.

e and thekey is that | don't trust the Jan—-April numbers one bit. About 50k ytd job growth is driven by statcan's choice to use the lowest
SA factors on record for each and every month so far this year. Take historical average SA factors for each month instead and ytd job
growth would be about 3.5-4 times more than officially reported (180k+). There is a strong recency bias to how they SA factors
calculated that assumes the wonky seasonal patterns of the pandemic should still apply now. | don’t have faith that this is the correct
thing for the data agency to be doing and therefore | think they are understating job growth by a material amount.

e those SA factors all turn to overstating jobs from June through August. Cut into overstated job growth figures??
2. Cut because of inflation?

e After 4.5% m/m SAAR trimmed mean and weighted median average inflation in April, the BoC would have to have very strong
arguments for why inflation is headed to being down for the count if it chose to cut. I'm not convinced. And it’s not just a flash in the
pan. It's a serial pattern stretching back over the past year. Canada hasn't come close to licking inflation. There has also been a recent
increase in the breadth of rising prices.

e  History trivia: Since its new reference rate was adopted in the mid-1990s, the BoC has never cut after the immediately preceding print
for core inflation has been anywhere close to this level. The next closest was just over 3% and they almost always cut only after much
weaker core inflation readings.

3. Cut because of demand side risks?

e That's mostly a reference to housing so far and you can't do anything about ytd housing. It has serious problems that rates can’t fix and
that are best left to other policymakers and private industry to fix. Cutting rates to help housing a) isn’t assured of working versus facing
inelastic demand, and b) may very well cause bigger problems elsewhere by sustaining inflation risk.

e Thereis very likely going to be weakness ahead on the demand side.

e But the same applies to the supply side through curtailed immigration policy, reduced confidence to invest, supply chains are getting
rattled again etc.

e Don't make the same mistake! BoC's job is to align supply and demand, not just focus on one side. To ignore developments on the
supply side is why so many got it so wrong in the pandemic and post-pandemic periods.

4. Markets aren't pressuring the BoC. That doesn't necessarily matter to them given their history of surprises, but it doesn't risk any
negative market surprises if they whiff. Markets are giving them a pass to further reflect upon developments.

5. Fiscal easing. It's here now, in the form of ways and means motions. And there is a likely deluge of fiscal stimulus coming in a Fall budget
to add to provincial measures. Fiscal policy is substituting for monetary easing. If anything, I'm worried Canada overdoes it again on fiscal
stimulus which when combined with supply side challenges would risk a repeat of the inflation surge we’ve had.

6. Tariffs. There will be modest pass through via three channels. One is limited retaliation. More important may be pass through from crazy
US import tariffs via their supply chains into Canada's. Three is the impact on supply chains and product availability that in some categories
may be drying up as we speak. Until you know more about pass through via complex channels a central bank mandated to target low and
stable inflation shouldn’t be doing anything.

7. Still no clarity on what to forecast and when. The BoC boycotted forecasts six weeks ago in favour of two scenarios and a shrug. | can't
see them having more confidence in what to forecast and hence the appropriate course of action going forward now. If anything, | think
uncertainty is higher now because of the fight between courts and the US administration and whatever emerges from it. They don't have to
decide whether to forecast or not until the end of July's MPR. So for now, sit tight. If they cut, they'd have no framework to back it up.

8. Policy is already neutral, possibly even easy. 2.75 is in the middle of the 2.25-3.25 neutral band. It's not like the Fed. Plus they've already
ended QT long ago. The BoC has more policy optionality.

9. Inflation expectations are also elevated. It's not just about actual inflation.

10. Go Oilers! Oh what the heck, that’s totally irrelevant to the discussion at hand, but we can’t be one short of ten on a list!
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