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Is the BoC Blowing Smoke on Inflation Risk?

The BoC held at 2.25% with unchanged balance sheet policies as widely expected

Canadian markets didn’t care as they followed US data and Fed pricing
e The BoC is signalling no rush to do much of anything

e The BoC can’t make up its mind whether higher commodity prices are good or
bad for Canada’s economy and inflation risk

e What the BoC is choosing to ignore on inflation risk

The Bank of Canada held its policy rate unchanged at 2.25% to the surprise of absolutely
no one. Also unsurprising was the overall tone of the communications that just kept a
steady hand on the tiller, tweaked a few forecasts and words here and there, and stayed on
the sidelines monitoring developments and data. The press conference ended with wishes
for a happy summer as the BoC goes on vacation which are the customary words often
associated with a July presser since the next decision only arrives at the end of summer.

Markets reacted by shrugging as they placed more attention on US developments and
largely ignored the BoC. Canada’s 2-year yield is down 4bps on the day versus down
Sbps in the US. Canada’s curve reacted in sympathy to the US after weak US producer
prices and lower revisions which dragged September Fed hike pricing down by 4-5bps
on continued advice to receive September Fed OIS even as it has moved from pricing a
full Fed hike at the peak to about half of one now. USDCAD is essentially unchanged.
Markets continue to price about 18bps of a 25ps BoC rate hike by year-end which is
where they stood going into the decision this morning.

All of that is not the same as saying that | totally believe what we were told by the BoC
today. | think there is strong risk that either Governor Macklem is doing the same thing
he did in the pandemic or he is waiting until he is good and ready with enough
information at hand before doing much of anything. Over time, he may be at risk of
hanging out too low for too long and talking through everything and with a curious take
on the impact of commodity prices on Canada. I'll cover what they did before coming
back to explain what I mean by the latter point.

The statement is here, the MPR is here, the opening remarks are here and I'll include an
attempt at a press conference transcript below.

FORECASTS

GDP growth was revised down for this year to 1.4% y/y from 1.8% in what is strictly a
mark-to-market exercise to acknowledge the impact on full-year growth of the Q1
disappointment that was digested long ago but only now incorporated into BoC
forecasts. Growth for next year was revised up by half a point to 1.9% q4/g4 and little
changed for 2028 at 1.8% (1.9% previously). Chart 1.

The inflation outlook was revised up on net (chart 2). Total CPl is now projected to rise
by 2.4% y/y in 2026 on a q4/g4 basis (from 2.2%), then unchanged at 2% in 2027 and
2.1% in 2028 (up from 2.0%). Core inflation—the average of trimmed mean and
weighted median CPl—was unchanged at 2% in 2026 q4/q4 and left at 2.2% for 2027
and then little changed for 2028 (2.1% from 2.0%).

STATEMENT CHANGES

The statement comparison between June and July is offered in the appendix. The BoC
more clearly signalled that “Canada’s economy is showing signs of improvement” and
“growth is picking up” while “inflation is projected to ease gradually from its recent
spike.” Always be careful with the latter as we don’t know the BoC’s imputed rate profile.
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The concluding paragraph was little changed and still ended with “and is prepared to adjust monetary policy as needed” while noting that
“the current policy rate remains appropriate to sustain the economic recovery and bring inflation back to the 2% target.”

This statement was longer because it was a forecast meeting. They also noted financial conditions have eased.

Also note the explicit reference to how “As the recovery proceeds, economic slack will be gradually absorbed.” The BoC continues to hang
onto wishing to see this happen above and beyond any other drivers of inflation which could be highly contestable.

GOVERNOR MACKLEM’S OPENING REMARKS

The main thing that caught attention in the Governor’s opening remarks to his press conference was the contrast between the paragraph
on directional risks to the policy rate.

In June’s opening remarks, Macklem said:

"If the United States imposes significant new trade restrictions on Canada, we may need to cut the policy rate further to support economic
growth. Alternatively, if the conflict in the Middle East continues and higher energy prices start leading to ongoing generalized inflation,
monetary policy will have more work to do—there may be a need for consecutive increases in the policy rate."

In his remarks today, he said:

"As inflation comes down, there is risk that it gets stuck above the 2% target. If cost increases and their pass-through are larger than
expected or the economy recovers faster than expected, inflationary pressures will increase. On the other hand, there’s a risk that the
second-quarter pickup in growth is not sustained. The recovery in exports could stall, which would likely weigh on business investment and
hiring. A weaker economy would put more downward pressure on inflation. "

The first one mentioned cuts and hikes and the second one deleted such explicit references. The intimation is the same in my opinion. With
higher for longer inflation you hike, lower for longer you cut. Neither is their base case. If it’'s somewhere in the muddling middle then
perhaps you just sit on your hands which is their base case. For now.

Which should not surprise anyone. This is not a central bank that does not reach ahead to signal intentions at inflection points. It acts
slowly, and when it decides to change, it goes fairly rapidly when all the boxes are ticked. They don’t wish to rock the boat on guidance
before that point arrives.

As a side bar comment, a sign of the media’s dovish bias shone through when the first headline to hit on Bloomberg was about omitting the
hike reference followed by a long lag before noting they also omitted the cut reference, and then during the press conference when a major
national newspaper only asked about omitting the hike reference without noting the omitted cut reference. There is a strong asymmetric
dovish bias in the financial press toward the BoC which we also saw in the WSJ article the other day that wrongly stated no one is
forecasting hikes this year and did not mention market pricing for hikes while playing up only those economists who still think cuts are
possible. There is high uncertainty about what will ultimately happen and when but I've long believed the media is routinely too dovish just
as they were in the pandemic.

PRESS CONFERENCE TRANSCRIPT

What follows is merely an attempt at capturing the essence of the Q&A during the press conference after Macklem finished reading his
opening remarks. Any errors or omissions are likely just to be blamed on my ability to keep up during the presser.

Q1. You say you have growing confidence the economy is working through headwinds. Why?

A1. Macklem referencing improving indicators, improved Q2 growth tracking at about 2 1/2%. Housing market stabilizing. Greater export
momentum. US economy is strong and creating strong demand for exports. Businesses are finding new markets in Europe for example. So
we're seeing a certain adaptation and with more strength in exports we think there will be a pick-up in investment. The thing we're going to
be assessing going forward is how sustainable it will be. We think it will be but there are some risks.

Q2. You removed reference to consecutive hikes. Why? If oil prices once again rise will you expect to see consecutive rate hikes?

A2. The short answer is yes. Today oil prices are lower than their peak but they are now halfway back to where they were and the situation in
the Middle East remains very volatile and is a long way from being resolved. If oil prices remain high and move higher then there may be a
need for consecutive hikes. Our base case is not that, our base case is oil prices will continue to ease. There are other risks like the
sustainability of growth.
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Q3. How has the balance of risks shifted since April? Where is the bar for a cut and a hike?

A3. Monetary policy has been facing this dilemma. Inflation has been high and growth has been weak with excess supply. You can't at the
same time raise rates to address inflation and lower them to raise growth. There's a dilemma. If this forecast plays out then that dilemma
will resolve itself as growth picks up and inflation comes down.

Q4. You noted the role of CAD weakness in driving exports and raising the cost of imports. How much could the C$ play a role in your
rate policy decisions.

A4. It's not been a major factor. The C$ has depreciated about a couple of cents since the last decision. We don't target the C$. Flexible
exchange rates are an essential part of our framework. Wider Canada-US yields have weighed on CAD.

Q5. Are the major project announcements changing your medium-term outlook and outlook for business confidence?
A5. [Rogers answering]. They are in the development stage.

Q6. You mention the risk of inflation broadening if the conflict goes on. Hasn't enough time passed by now to have more serious
concerns about a flare up in inflation?

AB. There are risks. Oil went sharply up, then down, now they've back up quite a bit but are still lower than in April. The longer they stay high
the bigger the risk they start to spill over into other goods and services. That would be a warning sign to us. So far it's very concentrated in
gas prices. That's not our base case that we'll get pass through but it is a serious risk.

Q7. Comments on the government's plan to buy condos?

A7.[Rogers again]. Describing some general influences on the condo market. Doesn't have a big effect on our monetary policy decisions. A
correction in one segment of the housing market is not a direct threat to financial stability.

Q8. Are you being overly optimistic with your caveats on the state of the economy? Your business survey indicated deteriorated
business sentiment over the past three quarters. Do you really think the economy is going to improve this year and over the next few
years?

A8. Well, we're calling it as we see it, so yes, our baseline forecast is that the economy is going to improve. There are risks around that.
Repeating some earlier comments on their growth tracking. We want to see excess supply absorbed. That is going to be important to
getting inflation on target.

Q9. How high do oil prices need to get for the impact on inflation to be broad based?

A9. I'm afraid you're going to be surprised. What's key is the persistence. If they are high and remain high then that increases the
persistence of inflation, the spread of price increases. We've been very clear we're not going to allow higher oil prices become more
generalized inflation.

Q10. Do you sense that monetary policy has lost traction in housing? Could that hold you back in tightening rates going forward given
that rate cuts had little effect?

A10. [Rogers again]. Stressing affordability challenges. Uncertainties etc holding back housing.

Q11. Why does your consensus building approach work better for Canada without vote disclosures etc?
AT1. As part of the monetary policy review framework we're not reconsidering the consensus based approach.
IS THE BOC TALKING THROUGH INFLATION RISK AGAIN?

It is encouraging to see somewhat less acute concern about trade risks to Canada as Governor Macklem emphasized that businesses are
adapting. Yet | feel that the Bank of Canada may be doing the same thing with less extreme consequences that it did in the pandemic by talking
through inflation risk. They have some time on their side but forward-thinking markets need to be increasingly thinking about how much time.

First, I'm struggling with the BoC’s current take on the impact of commodity price pressures on the Canadian economy and inflation risk.
Macklem says high oil prices are bad for Canadian growth and so as they fall from the peak (even with the recent upturn) they’re raising the
growth outlook while dampening inflation concerns. Back in early 2015, his predecessor—Governor Poloz—cut twice after oil prices plunged
over 2014H2 during which he said nothing about it, only to say in January 2015 this was bad for incomes, bad for activity levels and growth
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and a downside risk to inflation. It can’t be both. The same
central bank cannot say that high and low oil prices are both
bad for growth in a country that produces an awful lot of the
gooey stuffl

As chart 3 shows, the terms of trade are soaring. Export prices '

are rising much faster than import prices which is a wedge
that represents income being taken out of the global economy
and imported into Canada. That carries trickle down benefits
across sectors including better fiscal balances—as we’ve
seen—and that are getting spent—as we’ve seen. Household
incomes tend to be resilient if not stronger in aggregate when
oil prices jump (chart 4). Corporate profits benefit in
aggregate.

And Macklem continues to avoid mentioning that it’s not just
oil prices that have risen. All commodity prices have been on
an upswing even if off their precise peak (chart 5). The BoC's

own commodity price index tells them that.

But today’s BoC with Macklem at the helm says this is all bad
for a commodity producing country. That’s a tough pill to
swallow.

Further, | wouldn’t take their forecast for inflation to be 2%
forever very seriously. They always say that. Admitting
otherwise would be signalling they’re ok with failing at their
mandate. It’s a politicized forecast. And they’re not good at
forecasting inflation’s inflection points (chart 6). They
routinely miss turning points, routinely fade upside pressure
and prematurely call peaks and have a bias toward showing
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Chart 4
Impact on PDI During Oil Shocks
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BoC Inflation Forecasts
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inflation as always expected to be lower than reality. This is Chart7 Chart 8
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potential growth much higher in markets where it is vastly
more prevalent, like the US and China, but not so much in
countries that are well behind, like Canada.

As for all the other drivers of inflation risk there are a few added points.

One is you didn’t hear any reference from them about slowly emerging from the core inflation soft patch despite the evidence (chart 7).
They were quick to reference the soft patch, but ignore the rebound.

Industrial prices continue to point toward lagging pass through effects into core consumer price inflation (chart 8). Some of that is a
reflection of a weaker currency, rising import prices for reasons beyond the currency effect (tariffs, supply chains etc), domestic demand in
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categories like imported equipment, and external factors like surging global Al investment and  Chart9
effects on electronic component prices. Global Shipping Costs
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Shipping costs are also soaring, yet ignored (chart 9). ’ Indiex / R
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Then we have productivity adjusted employment costs that are soaring (chart 10) as costs are
outstripping moribund productivity growth, also unmentioned. 4,000 8,000
The BoC’s own surveys point to inflation expectations being unmoored at or above the BoC’s 3000 6,000
upper bound of its 1-3% inflation target range (charts 11-13). 2000 4,000
And largely gone from emphasis is Macklem’s prior speech references to cost pressures like 1000 2,000
searching for new markets, reconfiguring product lines and production, investing in new o o

configurations, spending more management time seeking new markets and developing new

products in a changing world etc.

In any event, hanging out at the lower end of the neutral rate range with a negative real policy
rate and easing bank capital regs plus fiscal stimulus being applied in serial fashion with more to
come as trade policy risks prove manageable should perhaps be prompting a more cautious
Governor in my opinion rather than one saying everything will be tickety boo at 2 1/4% forever.
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RELEASE DATE: JULY 15, 2026

The Bank of Canada today held its target for the overnight rate at 2.25%, with
the Bank Rate at 2.5% and the deposit rate at 2.20%.

Canada’s economy is showing signs of improvement. Growth is picking up and
inflation is projected to ease gradually from its recent spike. There are still important
risks and uncertainties related to the war in the Middle East and US trade policy.

Since the April Monetary Policy Report (MPR), global economic prospects have
been dented by higher oil prices stemming from the Middle East conflict. At the same
time, the build-out of artificial intelligence (Al) is supporting economic activity in a
growing number of countries. Oil prices are still lower than their peak in April but the
situation in the Middle East remains volatile. The path for global inflation is highly
dependent on how the conflict unfolds.

The US economy is growing at about 22%, mostly because of strong
consumption and booming Al investment. China’s economy is expanding solidly
thanks to robust exports. Economic activity in the euro area has been weighed down
by high energy prices, but is expected to strengthen in the second half of the year if
energy prices come down as anticipated.

The Bank projects global GDP growth will slow to 234% in 2026, mostly because
of the effects of the Middle East conflict, and recover to around 3%4% in 2027 and
2028.

Financial conditions in Canada have eased since April and global equity
markets have been buoyant. US bond yields have risen, while those in Canada are
little changed. This differential has contributed to the depreciation of the Canadian
dollar.

Canada’s GDP data over the past year was choppy and growth stalled as the
economy adjusted to new tariffs, high uncertainty and slower population growth.
Labour market conditions have remained soft, reflecting ongoing economic slack. The
unemployment rate was 6.5% in June and has hovered in a range of 6%2%-7% since
the end of 2024. There are clear signs that economic growth has resumed in the
second quarter, with growth estimated at 2%2%. While this largely reflects the
unwinding of temporary factors, sources of economic growth appear to be
broadening.

Recent indicators point to continued solid consumer spending. Housing activity
has been weak but looks to be stabilizing. Export growth has resumed and is expected
to continue to strengthen, albeit on a lower path. Business investment is projected to
pick up modestly, boosted in the near term by the oil and gas sector. Although the
Canada-US-Mexico Agreement is now subject to annual reviews, more businesses
report they are finding ways to navigate through the uncertainty. Government
spending also contributes to higher economic activity over the projection.

Following GDP growth of 0.7% in 2026, the Bank projects the economy will grow
by 1.8% in both 2027 and 2028. As the recovery proceeds, economic slack will be
gradually absorbed.

CPlinflation rose further to 3.2% in May, mainly because of higher gasoline
prices linked to the war in the Middle East. Excluding gasoline, inflation was 2.2% and
measures of core inflation remained close to 2%. Near-term inflation expectations are
sensitive to changes in gasoline prices but longer-term inflation expectations remain
well anchored. War-related cost pressures are still working their way through some
consumer prices but are being offset by downward pressure on other prices from
continued economic slack. CPI inflation is expected to stay elevated in June and then
ease gradually in the coming months, returning to around 2% in early 2027, although
this forecast is dependent on the path for oil and gasoline prices. Inflation is forecast
to average around 2% in 2027 and 2028, albeit with some monthly fluctuations
because of base-year effects.

Governing Council judges the current policy rate remains appropriate to sustain
the economic recovery and bring inflation back to the 2% target, in line with the MPR
projections. Uncertainty is still high. Governing Council will continue to assess the
strength of the Canadian economy and the outlook for inflation, and is prepared to
adjust monetary policy as needed. The Bank is committed to maintaining Canadians’
confidence in price stability through this period of global upheaval.

RELEASE DATE: JUNE 10, 2026

The Bank of Canada today held its target for the overnight rate at 2.25%, with
the Bank Rate at 2.5% and the deposit rate at 2.20%.

The conflict in the Middle East is now in its fourth month. The resulting
increases in energy prices and disruptions in global supply chains are weighing on
global economic growth and pushing up inflation. At the same time, the US
administration continues to propose new tariffs and trade policy uncertainty remains
elevated.

In the United States, economic growth remains solid, supported by
consumption and Al-related investment. In the euro area, growth is subdued, with
higher energy prices weighing on activity. China’s economic growth continues to be
supported by strong exports.

Canadian financial conditions have loosened since the April Monetary Policy
Report. Global equity markets have been buoyant and bond yields remain volatile.
The Canadian dollar has weakened against the US dollar and other currencies.

In Canada, GDP edged down by 0.1% in the first quarter, weaker than expected
at the time of the April MPR. Consumer spending grew 1.4% but government spending
unexpectedly declined. Housing activity also declined and business investment
remained weak. Exports fell while imports rose strongly as inventories were rebuilt.
Employment was up in May, but looking through monthly volatility, employment in
Canada is little changed since the start of the year. The unemployment rate continues
to fluctuate in the 6 ¥2%-7% range with the most recent reading at 6.6% in May.

Recent data suggests that growth will resume in the second quarter but, even
with some rebound, the economy is expected to remain in excess supply.

As expected, CPl inflation rose in April, reaching 2.8%. The increase reflects
energy prices, both higher oil prices and the impact of the elimination of the
consumer carbon tax falling out of the 12-month rate of inflation. So far, there has
been limited evidence of broad-based pass-through of higher energy prices to other
consumer prices. Measures of core inflation have moved down to around 2% and the
share of CPl components growing above 3% is close to its historical average. Food
price inflation moderated but remains high, and shelter inflation continued to slow.
With global oil prices still elevated—roughly $10 a barrel above our April MPR
assumptions—total inflation is expected to hover around 3% in the near term before
easing gradually towards 2%.

Against this overall backdrop, Governing Council decided to maintain the policy
rate at 2.25%. Economic activity in Canada has been weak and uncertainty about US
trade policy persists. The conflict in the Middle East is ongoing and oil prices remain
elevated. Governing Council is continuing to look through the war’s near-term impact
on headline inflation, but will not let higher energy prices become persistent inflation.
As the outlook evolves, we stand ready to respond as needed. The Bank is committed
to maintaining Canadians’ confidence in price stability through this period of global
upheaval.
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