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Canada’s Economy Rebounded in Q1

e USECI stole the show as markets ignored Canadian GDP

e Canada’s economy is tracking a solid rebound in Q1...

e ...that caught the BoC flat-footed...

e ...even with less positive data than anticipated

e February’s details were better than the GDP headline

e  Be careful tracking GDP relative to the BoC’s revised forecast for 2.8% Q1 growth

e  What remains on the path to the June 5th BoC decision

Canadian GDP m/m %, SA, February:

Actual: 0.15

Scotia: 0.4

Consensus: 0.3

Prior: 0.5 (revised from 0.6)

March ‘flash’ estimate: “essentially unchanged”

Well apparently, it’s not Canada’s economy that matters one bit to markets. A
simultaneously released measure of US employment costs stole the show. The result was
that Canada’s shorter-term market yields followed the US higher and CAD depreciated by
half a penny to the USD post-data on both sides of the border. Markets are interpreting
another hot sign of US inflationary pressures from the labour market as added reason to
forget about the Fed easing any time soon which makes it more challenging for the BoC to
deliver material easing—even if it proves to be warranted which remains highly debatable.

US Employment Costs Continue Rapid Growth

We can get the US employment cost index out of the way first. It was up by 1.2% q/q SA
nonannualized which was hotter than the 1.0% consensus and all estimates within it
(chart 1). For quite a while now it has been wages and salaries (ie: direct cash comp)
driving the overall ECI, not benefits.

This kind of growth in employment costs requires strong productivity growth to pay for it
without sparking inflation risk. Q1 productivity growth arrives on Thursday and is expected
to slow to a crawl. We'll also get unit labour costs at the same time on Thursday and since
they measure productivity-adjusted labour costs they are likely to come on strong.

The US also released mixed data including a much stronger gain in a pair of repeat sales
house price figures for February and a sharp drop in consumer confidence, but markets
largely looked through those releases and stuck with the ECI reaction.

Less Buoyant Monthly GDP Is Still Driving a Strong Rebound

February GDP landed at +0.15% m/m SA which is markedly lower than Statcan’s
preliminary ‘flash’ guidance that was provided on March 31 when they said they were
tracking growth of 0.4%. So much for advance guidance, but the details were a little better
than the headline (see below).

March GDP was guided by Statcan to be “essentially unchanged” which can mean
probably anything from -0.1% to +0.1% and there may be high revision risk around that
estimate as well.

Furthermore, January GDP was revised a touch lower to 0.5% from 0.6% m/m previously.
Chart 2 shows the net effect on Q1 GDP tracking with big caveats I'll come back to.
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February GDP was Better Than the Headline, March Might Have Been As Well

Charts 3 and 4 show the unweighted
breakdown of GDP growth by sector

and the weighted contributions to GDP

growth by sector for the month of
February respectively.

Take out utilities as just a weather
report and GDP was up 0.3% m/min

February which is very solid after 0.5%

growth in January.

As for March being flat, be careful,
there may be difficulty doing seasonal
adjustments for the fact that Good
Friday/Easter was earlier than is
typical. Depending on the industry,
that meant 1-3 fewer days of activity/
production compared to a 'normal'
March which could easily be a big deal
to tracking m/m % changes.

Tracking Q1 GDP Growth

We need to be careful drawing
conclusions about how growth is
tracking relative to the BoC'’s
expectations using these accounts
and I'll explain why.

As a first step, the sum total of all
of that gives us tracking of 2.5% q/
q SAAR GDP growth in Q1 but with
strong cautions.

One is that we still face a lot of
data to come including a firmed up
estimate for March that will be
informed by readings for the
month as they roll in.
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February Real GDP Growth by Sector
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A second caution is that this 2.5% tracking is using monthly production-side GDP accounts that may or may not line-up with forecasts—

including those from the BoC—that use expenditure-based GDP. The BoC’s Q1 forecast using expenditure-based GDP was for 2.8% q/q

SAAR GDP growth. There can be significant deviations between the two concepts in either direction. The monthly accounts don’t tend to

consider how higher or lower output was achieved whereas the expenditure accounts include inventory and net trade effects on growth for

which we continue to have limited tracking.

Over time, the two sets of accounts track each other usually within about 0.5 ppts of one another but there can be times marked by even

bigger deviations in either direction (chart 5).

In which direction any tracking differences may turn out to be this time is hard to tell. So far, net trade is tracking a strong contribution to Q1

GDP growth given a surge in export volumes and little change in import volumes (chart 6). This net trade effect could contribute over two
percentage points to GDP growth in Q1 on an expenditure basis.
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The wildcard is inventory investment. We can’t track retail, resource or farm inventories with Chart7
higher frequency data and can only track manufacturing and wholesale inventories. Those two Canadian Real Inventories
sectors may be tracking slightly more inventory disinvestment in Q1 compared to the prior 80  CAD2017bn,SAAR
quarter (chart 7), but it’s only up to February and again this misses so much of the inventory ol . Lg[et;::[f;ael

picture that we'll only find out when we get the full set of Q1 GDP accounts. _
Manufacturing

The moral of the story in terms of esoteric GDP accounting is to reserve some judgement 40  inventories, q/qchange

toward how Q1 expenditure-based GDP lines up with the BoC’s April MPR forecast. Be wary of

20

headlines that scream out with confidence that growth is tracking a few tenths lower than the
BoC forecast because we can’t say that with much if any confidence. 0
No Momentum Into Q2 -20
Q2 has 0% a/q SAAR baked in which is solely based upon the monthly GDP accountsandonly 45 L Wholesaleinventories, q/qchange
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growth, leaving us to track incoming Q2 data with neutral momentum. Sources:Scotiabank Economics, Statistics Canada.

The Data Versus Missing The Plot

Anyway, let's not get so stuck in the data that we collectively miss the plot here. Canada's economy was much stronger in Q1 than the BoC
anticipated coming into the start of the year. Macklem was saying that the worst pain would be felt over 2024H1 and the January MPR
forecast only +0.5% qg/q SAAR GDP growth in Q1 that they then revised to 2.8% in the April MPR.

With the aforementioned caveat that this is using monthly production-side data, GDP is tracking somewhere around two percentage points
faster than the BoC expected coming into the start of the year. We can't tell just yet how the BoC's forecast is tracking using identical sets of
accounts, but it's probably in the ball park of their April forecast pending much more data yet to come for Q1.

Macklem also seemed dismissive toward the Q1 rebound when he recently pinned it on the end of the public sector strike in Quebec. That's
just silly. December GDP was down by just —0.1% m/m SA and the post-strike rebound of 0.5% m/m in January and then another 0.15% in
February was much more powerful than the hit in December.

Overall | remain concerned about the Governor’s reaction function. He was very focused upon pushing the maximum employment
experiment while ignoring evident inflation risk earlier in the pandemic era. He then reacted too late and raised rates probably higher than
would have been needed had he acted earlier. He then went on pause in January of last year only to have to come back with more hikes in
June and July. Now after just three soft months of core inflation he’s ready to pull out the pom poms and cut. Fading inflation risk on the
upswing and celebrating such limited disinflationary evidence so soon is clear evidence that the Governor is a dove at heart and, in my
opinion, not as serious about sustainably achieving 2% inflation as he ought to be.

What'’s Next?

Ok so tick the GDP box. On the path to the June 5th BoC statement and presser we still face high data and event risk that could inform the
decision. The partial list includes:

e tomorrow's FOMC statement/presser

e jobs/wages next Friday (off-cycle to the US this month)

e April's home sales on May 15th

e  CPIfor April on May 21st incorporating higher gas prices and carbon taxes and risk of pass through
e retail sales March on May 24th

e Q1GDP on May 31st.

Onto the Fed.
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