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Canada — Sticky core inflation challenges Bank of Canada
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Key points

e 2023 growth was firmer than forecast, but GDP has
stagnated since Q2 and is on the brink of recession.
The lagged impact of policy tightening is a key risk

o |nflation fell broadly in line with expectations, but
core measures remain elevated. Elevated unit labour
costs will make reaching the 2% target a challenge

e Rates have likely peaked at 5.00%; we see a delayed
easing cycle from July 2024 to 3.50% by July 2025

On the cusp of recession

Canada’s economy fared better than we feared a year ago,
helped by a strong start and resilient neighbour. But growth has
stagnated since Q2 and recession is a threat as households
weather the lagged impact of Bank of Canada (BoC) tightening.
Moreover, with strong population growth (2.9% to mid-year),
Canada’s per capita GDP growth was the worst in the G7.

The household sector is a key concern. Like UK households,
Canadians are set to bear the brunt of monetary policy
tightening. By end-2023 only around 40% of households will
have seen mortgage resets reflecting higher rates. That will rise
above 60% by end-2024 and 80% by end-2025. We forecast a
softening in jobs growth and slower wage gains to soften real
income growth even as inflation falls. And Canadian households
are highly indebted compared to G7 peers, providing less scope
for rising borrowing. That said, unlike in the US, households still
have elevated savings which should cushion spending, but we
expect continued weakness in consumption and modest
contraction in coming quarters.

Beyond household weakness, recent corporate profit declines,
higher rates and a weak outlook should see business
investment retracement over coming quarters, albeit that
Canada has been a beneficiary of US investment incentives
supporting foreign direct investment. Moreover, an expected
slowing in external growth is likely to weaken exports — even as
a terms of trade boost supported exports this year. Net trade
looks set to be neutral in 2024 and 2025, from a strong boost in
2023. We forecast GDP growth of 1.1% this year, followed by
0.5% next year and 1.7% in 2025. Weaker US or China growth

would push the economy into recession, as could a bigger
lagged impact from the BoC’s tightening.

Inflation has fallen from 8.1% in June 2022 to 3.1% in October.
Inflation should average 4.0% in 2023, close to the 4.2%
envisaged a year ago. Most disinflation has reflected energy
base effects and core measures remain elevated leading the
BoC to warn of core inflation stickiness. We forecast inflation to
fall further to average 3.2% in 2024 and 2.6% in 2025.

Exhibit 1: Weak productivity adds to BoC inflation challenge
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Canada faces idiosyncratic and interrelated challenges in
achieving core disinflation. It is a high-migration economy; it
has high housing costs and relatedly elevated household debt;
and it has suffered from weak productivity growth since the
pandemic — unusual given its high-skilled migration policy. A
sharp increase in public sector employment and protracted
business investment weakness are proximate causes of this,
but the International Monetary Fund has raised concerns about
resource misallocation, highlighting similarities with other
economies experiencing housing booms. Weak productivity
looks set to keep unit labour costs elevated and challenge core
inflation returning to 2% even in 2025 (Exhibit 1).

The BoC is focused on getting inflation to target and is very
concerned about core inflation. Yet, the economy appears on
the brink of recession, threatening a more meaningful
adjustment in housing with financial stability repercussions. We
expect the BoC to leave policy at 5.00%, allowing real rates to
increase over the next few quarters. Yet concerns about
inflation stickiness suggest a slower easing in policy next year,
even in the face of weak growth. We forecast the BoC to cut
rates by 125bps over 12 months from July 2024, taking the key
rate to 4.25% by end-2024 and 3.5% by July 2025. This is
slightly later than markets forecast —and what pure policy rules
imply. These challenges highlight why the BoC is keen for fiscal
and monetary policy to be aligned, something Finance Minister
Chrystia Freeland’s recent Budget broadly delivered.
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