Canada’s Slowing Economy is Not Yet Opening up
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Material Disinflationary Slack

GLOBAL ECONOMICS e After slipping in September, retail sales surged in October...
e ....but beware money illusion...

SCOTIA FLASH e ..asthe large majority of that gain was due to higher prices
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e Large gains in manufacturing and wholesale sales in October...

e ..probably also had big contributions from higher prices

e  Overall, GDP growth has slowed toward 12% at an annualized rate in 2022H2...
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e ..after a torrid world beating pace of growth over 2021Q3 to 2022Q2
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derek holt@scotiabank.com e Canada’s economy therefore remains well into excess demand conditions...

e ..with no evidence of aggregate slack emerging as growth is matching potential...

Chart1
US & CA Stringency Index e ..which keeps the pressure on the BoC in the context of lagging effects...

e ..that sofar continue to tile toward the greater risk of undertightening
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productivity alongside an undervalued currency is courting a protracted challenge to the
BoC'’s inflation target that probably slants the risks more toward undertightening than
overtightening.
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There are of course lagging effects of tightening Chart3 Chart 4
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measures, several of which were updated this

morning.

Because most of our tracking ability through official statistics is based upon the old economy that was skewed toward goods production, we
have to then make adjustments for what we think is going on in services. | think there are upside risks to both the September and October
readings because service sector indicators are looking strong as Canadian COVID-19 restrictions have been easier than the US and at their
lowest levels of the pandemic (chart 1). The implication is that pent-up services demand is doing a little better for longer in Canada than the
US. The flip side is that [ still think one reason US retail sales beat expectations for October is that Americans rotated back into goods
spending and away from services that are under-sampled in US retail sales.

Charts 2-4 show a few indications of this. Canadian restaurants are more active than in the US. Flights, well, took off as mask requirements
and the ill-fated Arrivecan app were eliminated and business travel has improved. Hotel occupancy is more dated with figures only up to
August but also shows the rebound.

This approach to forecasting GDP using monthly accounts stands in contrast to expenditure-based GDP that is quarterly and which is what
most forecasters including the Bank of Canada focus upon. There can be deviations in the two concepts, such as the fact that expenditure-
based GDP takes into account how higher output was achieved by considering inventory and import swings that are not considered in
monthly GDP.

It’s also important to note that I've made rough attempts at converting Statcan ‘flash’ guidance for activity in October that is only available
in nominal terms to volume concepts that better align with GDP concepts as a crude proxy for changes in value added activity upon which
GDP is based. To not make such an attempt and simply point to strong gains in nominal variables flunks Econ-101 by succumbing to the
concept of money illusion.

WHAT WERE THOSE INDICATORS?
1. Retail sales

Canadian retail sales were up by 1.5% m/m in October after declining by 0.5% m/m in September with the prior month’s 0.7% m/m rise
revised down to 0.4%. These are all percentage changes to dollar amounts.

The volume of sales fell 0.1% m/m in September and so lower prices did most of the damage to the 0.5% m/m decline in total retail sales
that month.

Statcan does not provide any indication of what happened to the volume of sales in October. However, the 10% weight on gas station sales
in nominal retail sales and the 9% m/m rise in gas prices that month probably meant that higher gas prices accounted for about 0.9 ppts of
the 1.5% 'flash' guidance for October's total nominal retail sales growth. Then add on general inflation aside from higher gas prices that
drove prices ex-energy up by 0.5% m/m SA and you probably had only a minor increase in the volume of sales during October in the low
tenths of percentage points in October. In my calculations | assumed that retail sales volumes were up by only around 0.3% m/m in
October.

Global Economics 2



Scotiabank. SCOTIA FLASH

November 22, 2022

Quarterly tracking of the growth in the volume of Canadian retail sales isn't terribly flattering. They were up by 2.2% q/q SAAR in Q2, down
5.4% in Q3 and Q4 tentatively has 1.9% baked in based solely on the Q3 avg and the October start assuming Nov and Dec are flat in order to
focus the math on the known factors thus far.

Chart 5 shows the tracking of the level of sales in dollar and volume terms.
Chart 6 shows the tracking of quarterly annualized growth in retail sales volumes over time.

Chart 7 shows the breakdown of the weighted contributions to the -0.1% m/m decline in September's retail sales volumes. Other than gas
station volumes and a minor assist from clothing sales there wasn’t much else on the plus side. In essence, as gas prices fell and either
gasoline volumes increased with more driving and/or folks bought a lot of other junk at gas stations, or both. Beyond that it was pretty weak

aside from a minor assist from clothing.
2. Manufacturing and wholesale sectors assisted growth
Beyond retail, there were other 'flash' estimates provided for October.

Manufacturing sales were up 2% m/m in that month with drivers including food, chemical and energy sectors. We don't know how much of
this was driven by volumes versus prices as they don't provide that detail in the flashes. I've assumed half of that was due to higher volumes
in the GDP calcs.

The Canadian wholesale sales 'flash' was up by 1.3% m/m "largely reflecting higher sales in the building material and supplies sector". The
same issue exists here in that it’s only a dollar change estimate with no details to inform volumes. I've estimated that less than half of that

was due to higher volumes.
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