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Bank of Canada needs to step up the pace

By Matthieu Arseneau, Alexandra Ducharme and Daren King

Summary

= Some forecasters, including the Bank of Canada, had high hopes of
an economic recovery and a stabilization of the unemployment rate in
the second half of the year, in the wake of interest rate cuts. For several
months now, we have been arguing that, although interest rates are
starting to come down, monetary policy is far too restrictive for this
recovery and stabilization to occur, and recent economic data bears
this out.

= With the Canadian economy stagnating in June and July, the 2.8%
growth expected in Q3 by the Bank of Canada is now virtually
unattainable. As a result, GDP per capita continues its downward trend
that began in 2022, illustrating the fact that the economy continues to
grow below potential and that excess supply continues to increase.

= Not only do companies seem to have an excess of inventories, they
also seem to have an excess of workers. For now, this is limited to a
hiring freeze at the macro level, as evidenced by average job gains of
just 6K per month over the past three months. Those trying to enter
the job market - young people and newcomers - are the main victims
of Canada's weak hiring climate.

With widespread inflation a thing of the past in Canada, we believe the
door is wide open for the Bank of Canada to return its policy rate to
neutral (between 2.5% and 3.0%) as soon as possible. In the
meantime, the damage to the labour market could be greater than
necessary. We anticipate economic growth of just 0.9% in 2024 and
1.3% in 2025, which would translate into an unemployment rate of
around 7.4% by mid-2025.

Some forecasters, including the Bank of Canada, had high hopes of an
economic recovery and a stabilization of the unemployment rate in the
second half of the year, in the wake of interest rate cuts. For several
months now, we have been arguing that, although interest rates are
starting to come down, monetary policy is far too restrictive for this
recovery and stabilization to occur, and recent economic data bears
this out. While the economy grew at an annualized rate of 2.1% in Q2,
slightly ahead of consensus expectations (+1.8%), this was still well
below population growth, which stood at 3.2% during the quarter. Not
to mention that the overall figure masks obvious weakness on the
household side, where spending grew at an anemic pace, while
government spending surged.

Canada: Consumption anemic in Q2
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Some may have rejoiced at the rise in investment in machinery and
equipment during the quarter (+29% annualized), but we doubt this
heralds a reversal of the trend. Looking at the data, we see that the
aircraft and other transport equipment segment alone accounts for 98%
of the total increase. As this component is by far the most volatile, a short-
term reversal cannot be ruled out. Of the other eight segments, no fewer
than five showed declines in Q2, which is consistent with the most recent
Bank of Canada survey indicating weak investment intentions.

Canada: Is the investment rebound sustainable?
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Based on preliminary data for July, GDP per capita continues the downward
trend that began in 2022, illustrating that the economy continues to grow
below potential and that excess supply continues to increase. The
cumulative decline from the 2022 peak now stands at 4.0% in July, which is
similar to the cumulative decline recorded during the recession of the early
1990s. The decline is even more marked in the private sector, as was the
case in previous episodes of economic weakness.
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Canada: GDP per capita continues to plummet
Change since peak in total GDP per capita (last data: July) and private sector GDP per capita (last data: June)
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With the Canadian economy stagnating in June and July, the 2.8%
growth expected in Q3 by the Bank of Canada is now virtually
unattainable, as it would require an astronomical 0.7% expansion in
both August and September. One element that could hold back
economic growth is the increase in inventories, which continued its
upward trend in Q2. Inventory accumulation has softened the economic
blow in recent quarters, but a reverse phenomenon could occur if
companies now opt to liquidate their stocks. Whether in the
manufacturing, wholesale or retail sectors, the inventory-to-sales ratio
appears excessive, resembling levels seen in recent recessions.

Canada: Are high inventories a risk to growth?
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Companies don't just seem to have an excess of inventories, they also
seem to have an excess of workers. No fewer than 13 out of 15 sectors
recorded a fall in output per employee between Q3 2022 and Q2 2024,
a sign that many parts of the economy are overstaffed. For now, this is
limited to a hiring freeze at the macro level, as evidenced by the
average increase of just 6K jobs per month over the past three months.
Those trying to enter the job market - young people and newcomers -
are the main victims of Canada's weak hiring climate.

Canada: Sharper rise in unemployment in immigrants and young people
Unemployment rate
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If we compare the trajectory of the unemployment rate increase in the
current episode with that of past recessions, we can see that the youth
unemployment rate shows a greater similarity with periods of historical
contraction than that of the 25 to 54 age group. The cumulative rise in
the current episode is similar to the rise during the 2008-2009 financial
crisis. After 26 months of weakness, it is also comparable to the trend
observed during the recession of the early 1990s. Unfortunately, we
have no confidence in any imminent recovery in the youth job market.
Indeed, the vacancy rate in sectors that tend to absorb more young
people fell from 6.1% in 2022 to just 3.3% last June, the lowest level
since 2017. In other sectors, the number of vacancies is declining
rapidly, but remains in line with pre-pandemic levels.

Canada: Disproportionate rise in youth unemployment rate
Increase (p.p.) in the unemployment rate, past recessions (excluding COVID-19)
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When considering the implications for economic growth and ultimately
inflation of a weak youth labour market, it may be tempting to overlook
its impact. After all, young people are less productive, earn lower
wages and often work part-time. This means that the impact of one less
worker on consumption is weaker. However, as we explained in a
recent special report (link), it would be perilous not to take this into
account when analyzing the economic climate. First of all, we can't rule
out the current phenomenon being a "canary in the coal mine". It would
not be surprising if, after a period of hiring freezes, a wave of layoffs
was to occur, affecting all age categories and accelerating wage
disinflation. But the implications for inflation may be greater than we
think. According to an analytical note by central bank staff published
last April (link), the unemployment rate of young men ranks first among
the 32 labour market indicators identified by the BoC as significant in
explaining movements in underlying inflation. It reached 16.3% in
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August, the highest level since September 2014 excluding the
pandemic, following a 6.5 percentage point rise since its trough in 2022
(compared with a 4.8 p.p. rise for young women).

Canada: Youth unemployment must not be overlooked
Impact of a one-standard-deviation increase in variable measures on CPI-Trim
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Even if we don't limit our analysis to the situation of the youngest
workers, monetary policy seems to us to be simply unsuited to the
current context, remaining far too restrictive despite the rate cuts
announced so far. In August, the unemployment rate rose by two tenths
to its highest level since May 2017, outside the pandemic. By way of
comparison, the policy rate stood at just 0.5% back then, in stark
contrast to today's 4.25%.

Canada: The policy rate should continue to weigh on the labour market
Unemployment rate and Bank of Canada policy rate

real interest rates were in negative territory, and on average over 300
basis points lower than at present.

Canada: Real policy rate is overly restrictive given labour market
Labour market gap (UR minus NAIRU) and real policy rate (policy rate minus CPI excl. mortgage cost)
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Overall, the latest data from Canada show us that the economy
continues to be shaky and too weak to stabilize the rapidly deteriorating
labour market. With annual inflation excluding mortgage interest costs
already hovering around 2.0% for the past 7 months, and core inflation
over the past 6 months essentially at the level targeted by the central
bank, we believe the door is wide open for the Bank of Canada to bring
its policy rate back to neutral (between 2.5% and 3.0%) as soon as
possible. In the meantime, the damage to the labour market could be
greater than necessary. We anticipate economic growth of just 0.9% in
2024 and 1.3% in 2025, which would translate into an unemployment
rate of around 7.4% by mid-2025.
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An analysis of real interest rates, i.e. adjusted for inflation, leads to the 2025
same conclusion. The unemployment rate is now 4 decimals above the NBC Economics and Strategy (data via Statistios Canada)
non-accelerating inflation rate of unemployment (NAIRU). The last time
the unemployment rate was on an upward trend and in this situation,
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Canada — Economic Forecast

Economic Forecast

Q4/Q4
(Annual % change)* 2021 2022 2023 2024 2025 2023 2024 2025
Gross domestic product (2012 $) 5.3 3.8 1.2 0.9 1.3 1.0 1.2 1.8
Consumption 5.2 5.1 1.7 1.8 1.1 1.7 15 1.4
Residential construction 14.6 (12.1) (10.3) (0.8) 1.9 (3.1) (1.8) 3.7
Business investment 8.7 4.0 (0.8) (2.4) 0.4 (3.9) 1.2 14
Government expenditures 4.6 3.3 2.1 2.4 2.0 1.7 3.1 1.8
Exports 2.7 3.2 5.4 0.5 1.0 4.5 0.0 2.0
Imports 8.1 7.6 0.9 0.3 1.1 2.1 (0.3) 2.1
Change in inventories (millions $) 4,425 55,290 38,900 24,350 24,044 39,514 22,669 25,169
Domestic demand 6.1 2.8 0.5 1.4 1.4 0.8 1.7 1.7
Real disposable income 0.5 (0.2) 1.9 3.0 1.4 2.2 2.1 15
Employment 5.0 4.0 2.4 1.6 1.0 2.3 1.3 1.1
Unemployment rate 7.5 5.3 5.4 6.4 7.3 5.8 7.0 7.2
Inflation 3.4 6.8 3.9 25 1.9 3.2 2.1 1.9

Before-tax profits 33.2 14.7 (17.4) (5.7) 1.6 (9.2) (10.8) 6.5
Current account (bil. $) 0.4 (10.3) (21.0) (26.2) (19.6)

* or as noted

Financial Forecast**

Current
9/09/24 Q32024 Q42024 Q12025 Q22025 2023 2024 2025
Overnight rate 4.25 4.25 3.50 3.00 2.75 5.00 350 275
Prime rate 6.25 6.25 5.50 5.00 4.75 7.00 550 4.75
3 month T-Bills 4.08 3.95 3.25 2.85 2.65 5.05 3.25 2.70
Treasury yield curve
2-Year 3.04 2.95 2.75 2.55 2.40 3.89 275 255
5-Year 2.78 2.75 2.60 2.45 2.35 3.17 2.60 255
10-Year 3.01 2.95 2.85 2.70 2.60 3.11 2.85 2.80
30-Year 3.12 3.10 3.00 2.90 2.85 3.03 3.00 3.00
CAD per USD 1.36 1.37 1.41 1.39 1.38 1.32 141 1.36
Oil price (WTI), U.S.$ 70 67 65 65 69 72 65 75

** end of period
Quarterly pattern

Q32023 Q42023 Q12024 Q22024 Q32024 Q42024 Q12025 Q22025

actual actual actual actual forecast forecast forecast forecast
Real GDP growth (g/q % chg. saar) (0.3) 0.1 1.8 2.1 0.4 0.5 15 1.7
CPI (yly % chg.) 3.7 3.2 2.8 2.7 2.2 2.1 2.4 1.8
CPI ex. food and energy (y/y % chg.) 3.4 3.4 29 2.8 2.8 2.6 29 2.3
Unemployment rate (% 55 5.8 5.9 6.2 6.6 7.0 7.3 7.4

National Bank of Canada
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Provincial Economic Forecast
| 2021

Real GDP (% growth) Nominal GDP (% growth)

2022|

2023f|

2024f|

2025f| |

2021|

2022|

2023f|  2024f|

2025f|

Newfoundland & Labrador 1.0 -1.7 -2.5 1.5 2.3 18.5 6.8 -3.1 2.8 2.5
Prince Edward Island 8.4 2.9 2.2 3.0 3.0 14.9 9.3 4.7 5.6 4.8
Nova Scotia 5.9 2.9 13 0.7 1.0 10.0 7.1 34 2.8 2.9
New Brunswick 5.3 11 13 0.6 0.8 10.9 7.4 3.5 33 2.7
Quebec 6.7 2.5 0.2 1.0 1.0 11.6 8.4 3.7 3.8 3.0
Ontario 5.4 3.9 14 1.0 1.3 9.8 9.2 4.3 35 3.1
Manitoba 13 3.3 13 0.7 1.2 9.2 8.6 3.9 3.2 3.1
Saskatchewan -0.7 6.0 1.6 0.6 1.4 139 29.2 2.1 1.9 2.3
Alberta 4.6 5.0 1.5 1.0 1.7 24.9 22.0 -0.8 4.3 2.4
British Columbia 7.1 3.8 1.6 0.6 1.1 15.8 11.0 2.2 3.3 2.7
Canada 5.3 3.8 1.2 0.9 1.3 13.4 11.8 2.8 3.6 2.9
Unemployment rate (%)
Newfoundland & Labrador 3.6 4.3 1.7 2.8 0.9 13.1 11.2 9.9 10.0 10.0
Prince Edward Island 4.2 5.3 5.7 3.6 2.0 9.9 7.5 7.4 7.9 8.5
Nova Scotia 5.6 3.6 2.7 3.1 1.2 8.6 6.6 6.4 6.6 6.9
New Brunswick 3.2 2.7 34 3.0 1.1 9.1 7.2 6.6 7.1 7.9
Quebec 4.4 3.1 2.3 0.5 0.8 6.1 4.3 4.4 5.4 6.2
Ontario 5.2 4.6 2.4 1.4 1.0 8.1 5.6 5.7 7.0 8.1
Manitoba 3.7 3.2 2.5 2.4 1.0 6.4 4.5 4.8 5.4 6.4
Saskatchewan 2.6 3.5 1.8 1.9 1.1 6.5 4.7 4.8 54 6.0
Alberta 5.5 5.2 3.6 2.7 1.6 8.5 5.8 5.9 7.2 8.1
British Columbia 6.2 3.1 1.6 2.1 0.9 6.5 4.6 5.2 5.6 6.3
Canada 5.0 4.0 2.4 1.6 1.0 7.5 5.3 54 6.4 7.3
Housing starts (000) Consumer Price Index (% growth)

Newfoundland & Labrador 1.1 15 1.0 1.6 14 3.7 6.4 3.3 2.3

Prince Edward Island 1.2 1.0 0.9 1.3 13 5.1 8.9 2.9 2.2

Nova Scotia 6.0 5.6 7.2 9.0 8.5 4.1 7.5 4.0 2.6

New Brunswick 3.9 4.7 4.9 54 5.0 3.8 7.3 3.5 2.5

Quebec 69.4 58.2 39.5 49.7 52.5 3.8 6.7 4.5 2.6

Ontario 100.4 96.1 90.0 82.5 94.5 3.5 6.8 3.8 2.5

Manitoba 8.0 8.1 7.1 7.1 8.2 3.2 7.9 3.6 1.5
Saskatchewan 4.3 4.2 4.6 4.4 5.0 2.6 6.6 3.9 1.6

Alberta 31.9 36.4 35.9 45.8 46.5 3.2 6.5 33 2.8

British Columbia 47.6 46.7 50.6 46.5 53.5 2.8 6.9 4.0 2.6

Canada 273.8| 262.5| 241.7| 253.3| 276.4 3.4 6.8 3.9 2.5

e: estimate f: forecast

Historical data from Statistics Canada and CMHC, National Bank of Canada's forecast.
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suffered by you in reliance of such information.

The content of this report may contain information about investment products which are not authorized by SFC for offering to the public in Hong Kong and such information will only be available to,
those persons who are Professional Investors (as defined in the Securities and Futures Ordinance of Hong Kong (“SFO”)). If you are in any doubt as to your status you should consult a financial adviser
or contact us. This material is not meant to be marketing materials and is not intended for public distribution. Please note that neither this material nor the product referred to is authorized for sale by
SFC. Please refer to product prospectus for full details.

There may be conflicts of interest relating to NBCFMA or its affiliates’ businesses. These activities and interests include potential multiple advisory, transactional and financial and other interests in
securities and instruments that may be purchased or sold by NBCFMA or its affiliates, or in other investment vehicles which are managed by NBCFMA or its affiliates that may purchase or sell such
securities and instruments.

No other entity within the National Bank of Canada group, including National Bank of Canada and National Bank Financial Inc, is licensed or registered with the SFC. Accordingly, such entities and their
employees are not permitted and do not intend to: (i) carry on a business in any regulated activity in Hong Kong; (i) hold themselves out as carrying on a business in any regulated activity in Hong
Kong; or (jii) actively market their services to the Hong Kong public.

Copyright

This Report may not be reproduced in whole or in part, or further distributed or published or referred to in any manner whatsoever, nor may the information, opinions or conclusions contained in it be
referred to without in each case the prior express written consent of NBF.
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