Canada’s Private Economy Disappoints, but is Pent-up
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Demand Brewing?
GLOBAL ECONOMICS e Canada’s economy looked good for weak reasons

e Government drove 80% of Q2 GDP growth...
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e Thereis no baked-in momentum into Q3 GDP growth

e Asthe government effects shake out in Q3...
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e  ..GDP growth will require consumers to unleash their horded savings
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derek holt@scotiabank.com e BoC to cut -25bps next week, monitor pent-up arguments, avoid up-sizing

e US consumers may have Canada’s back
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Canada’s economy put in a weak performance in Q2 if we take government out of the

equation and also appeared to lose momentum as the calendar quarter flipped over from
Q2 into Q3. This is the perspective | shared with staff and clients quickly off the 8:30amET
mark as opposed to the initial newswire interpretations.

LOOKS GOOD ONLY ON THE SURFACE
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misleading.
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MOST GROWTH CAME FROM GOVERNMENT HAND-OUTS TO THEIR WORKERS

The composition of growth in Q2 was not great as chart 4

shown in chart 4. Contributions to Canada's

Q2-2024 Real GDP
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After two quarters of strong 3%+ q/q SAAR gains
in real consumption in Q4 and Q1, Q2 flat lined
with real consumption up by only 0.6% q/q SAAR,
contributing just 0.3 ppts to Q2 annualized growth
(chart 5).

Q2 GDP growth came from government spending
that contributed 1.3 ppts to q/q SAAR GDP growth
in weighted contribution terms. Further,

government capital investment added another 0.4 Inventories % point
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transfer riches around, but it’s the private sector that creates wealth and the private sector was
weak during Q2.

Where did all this government spending come from? Largely via retroactive wage increases
given to their workers at various levels of government which counts as government expenditure
in the GDP accounts. Statcan noted that retroactive wage increases by the Federal government
played a transitory role in boosting gov't spending:

"Government expenditures rose 1.5% in the second quarter, as there were increases in
compensation of employees, which is an expense for governments, and hours worked across all
levels of government."

But the gain in government spending seems widespread across levels. Statcan also had this to
say:

"Compensation of employees rose 1.6% in the second quarter after increasing 1.5% in the first
quarter. Growth in the second quarter was led by increased wages in health care and social
assistance, educational services and finance and insurance. Retroactive payments associated
with arbitration decisions for members of the Ontario Secondary School Teachers' Federation
and Elementary Teachers' Federation of Ontario were a large contributor to the wage growth in
educational services."

Talk about government taking care of itself. Perhaps making sure their workers remember it
come election time. Canada’s economy will lose this effect in Q3, so other growth drivers had
better pick up!

Housing investment dragged 0.6 ppts off of GDP.

Business investment added 0.9 ppts mainly through equipment spending which is welcome.
Exports subtracted 0.6 ppts. Imports added 0.2 ppts.

Inventories were soft and made no contribution (chart 6).

In short, Q2 was a government report on Canada with an assist from equipment spending.
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HOW GOVERNMENTS WILL PLAY THIS REPORT

So, bring on momentum toward the Federal fall
economic and fiscal update. Freeland & co will treat
this as evidence that gov't spending is the main game
in town and gosh it couldn’t possibly go away now
could it. That's exaggerated in a trend sense and it's
just one quarter, but still, an election year beckons and
the free spending Trudeau-Singh-Freeland team will
probably prime the pumps especially given their awful
polling.

WILL CONSUMPTION PICK UP?

One possibility is that this sudden embarrassment of
riches bestowed upon government employees may be
spent into Q3 and/or the holiday shopping season.
That's assuming that the disbursements don’t
continue to be horded. The personal saving rate has
been climbing for a while now (chart 7) perhaps partly
driven by precautionary motives and, for some, to
prepare for mortgage resets albeit that the rally in bond
market drivers of fixed rate mortgages is lessening this
effect. It's not clear whether horded savings will be
spent or continue to be stockpiled and for how long,
but an acceleration of consumer spending into Q3 is
likely to be required in order to offset the impact on
GDP growth of when the lift to government spending
caused by retroactive wage disbursements reverses
and drags growth lower.

Nevertheless, Canada’s household saving rate is
relatively high at 7.2% of disposable income. Unlike the
contestable case stateside, Canadian households have
been accumulating excess savings.

Charts 8-11 update points I've previously made
on this topic. Whether on a narrowly defined
basis (charts 8-9) or looking at broader net
worth (charts 10-11), Canadian households
appear to be saving plenty for either a dark,
rainy day, or a heckuva party.
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Both June GDP and initial guidance for July GDP were flat. I'm surprised by the July numbers Chart 14
given strength across other readings and hence also skeptical until we see the firmed up readings US Real Consumption Growth

) - - 0/q %, SAAR
in a month’s time. 40 ralg

Charts 12-13 show June GDP growth by sector in raw terms and in terms of sectoral weighted
contributions to overall GDP growth. Details for July are not provided other than very light verbal
guidance.

For now, Canada has no baked-in momentum into Q3 GDP. I'm tracking just 0.1% q/q SAAR GDP
growth in Q3 based on Q2 and the flash estimate for July. The loss of momentum in June/July
harmed the Q3 math.

What is at risk is the BoC's 2.8% q/q SAAR projection for Q3 GDP given zero momentum to date.

The rail strike and preparations for it may be a mild dampener on August GDP.

A L N N s
One friend to Canada’s economy may continue to be the US consumer via the trade account. This ¢ ¢ & &F &
morning’s numbers showed US real consumer spending tracking 3% q/q SAAR consumption Sources:Scotiabank Economics, BEA.

again in Q3 (chart 14).
BOC TO CUT -25BPS NEXT WEEK

The BoC will take this overall report as justification for a widely expected quarter-point cut next Wednesday and ongoing dovish bias that
defers to the October decision with its full forecast update. | would think they are likely to revise down their Q3 GDP estimate of 2.8% q/q
SAAR from the July MPR in the October MPR, but for now, they will wish to monitor the pent-up demand arguments. Uncertainty toward
whether stalled consumption in Q2 after strong Q4 and Q1 gains is an emerging trend, or a temporary one if pent-up demand gets

unleashed, should keep them guarded against up-sizing cuts among other reasons for not doing so that I'll write in my weekly later today.

An added inflation caveat for the BoC is that Q2 labour productivity in the business sector (next Thursday) is looking awful. Real wage
growth is climbing while productivity is tanking which reinforces inflation risk. Business sector output looked very weak in Q2 alongside a
large gain in hours worked which means productivity problem fell significantly.
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