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Canada: Weekly Notes

Key events for the weeks of May 24 — June 4, 2010

Economic diary - Canada

Date Last Median HSBC Impact Comments

May 28 Current -CAD9.8bn -CAD7.3bn  -CAD7.9bn Med » We expect that the Q1/10 current account will show significant
account signs of improvement, as the trade balance for goods
(BoP) - continued to build on the previous quarter’s slight surplus. For
Q1/10 the forecast, we penciled in a trade surplus of CAD2.2bn, an
(8:30) improvement from the CAD380m in Q4/09. In other areas of

the report, the travel deficit is expected to shrink by CAD450m,
as the Vancouver Olympics sparked a 5.2% jump in foreign
travelers to Canada, and many Canadians stayed at home. As
is usually the case, the wild card for the report should be the
disposition of investment income flows, which can swing
wildly. On a net basis, it is expected that the deficit on
investment income will have continued to widen, despite
improved profits abroad for Canadian investors vs. the higher
returns for foreign investors to be found in Canada. For the
forecast, we assume that the investment income deficit
widened by CAD350m in Q1/10. All in, we are looking for the
current account deficit to have narrowed to minus ~-CAD7.9bn.

May 31 GDP 0.3% 0.5% Major » Canada entered the first quarter of 2010 like a lion and
MM - appears to be exiting it much the same. While February had
Mar the Olympics, March had the Para-Olympic Games, which by
(8:30) all accounts were well-attended. In turn, that suggests that

those areas of the economy affected — culture/entertainment
and food/accommodation — did not reset to pre-Olympic levels
of activity. In other areas of the report, manufacturing
shipments data were strong, with volumes rising 1.7%m/m,
suggesting that overall activity was brisk, a view helped along
by busy cross-border activity, with goods export volumes up
2.3%m/m. Employment in the natural resources sector was
strong, suggesting that activity in this category continues to
pick up speed, led by mining. However, natural gas remains
an anchor, hampered by mild winter conditions and a
commensurate pricing environment in keeping with abundant
supplies amidst soft demand. The construction sector was
busy. Employment was particularly strong in March (+21K).
But so too did the manufacturing shipments report (Mar)
mention strong sales of concrete and cement due to mild

temperatures.
GDP 5.0% 59%  Major » The Q1/10 GDP report should be a continuation of the
QQ- recovery story. We expect that included in that story will be a
Q1/10 continued improvement in external demand, as cross-border
(8:30) activity recovers and net trade begins to contribute positively

to GDP. Since May 2009, export volumes are up 15%,
incidentally at the same time that the currency has been
appreciating, +16% vs. the USD. However, despite a robust
headline print on GDP, one area of concern that we have is in
the area of business investment, plants/equipment and non-
residential structures, which continue to lag behind the broader
recovery. Business investment is an integral part of a balanced
and sustainable economic recovery for Canada.

» Continued.

Continued on page 2

Source: HSBC Canada
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Economic diary — Canada (cont'd)

Date Last

Median

HSBC

Impact Comments

GDP Q/Q - Q1/10 5.0%
(8:30)

May 31 Industrial Product Price -0.4%
Index M/M - Apr (8:30)

Raw Material Price 0.8%
Index M/M — Apr (8:30)

Jun1  Bank of Canada rate 0.25%
decision (9:00)

Jun4  Netchangein 108.7K
employment - May
(7:00)

Unemployment rate — 8.1%
May (7:00)

0.50%

5.9%

-0.6%

1.0%

0.50%

10.0K

8.1%

Major » Two things are clear to us. First, the Canadian consumer is hitting a debt wall. Consumer debt-to-

Minor

Minor

Major

Major

Major

disposable income is at a historically high 146%. Second, spending associated with the fiscal stimulus
will come to a halt at the end of Q1/11. In turn, this suggests that both the consumer and government
need to hand the economic football over to growing external and business demand.

Business demand has yet to recover. It is early into the recovery process — Q4/09 was the first quarter
to see a material recovery in GDP — and business investment typically lags behind the process. On
that basis, it is reasonable to expect that business investment may merely be another quarter or two
away from recovery, as well. Still, wholesale data out on the month of March were encouraging, with
sales of machinery and equipment up 4.9% m/m, although that was preceded by a -2.8% decline in
the previous month.

It big and its real. In each of the last two quarters for which data are available, changes in inventory
have accounted for a sizable proportion of US GDP growth (3.8ppt in Q4/09 and 1.6ppt in Q1/10). For
the most part, this should provide a temporary boost only, to US GDP. By contrast, Canadian GDP
growth, at least for Q4/09, is devoid of the boost afforded the US from changes in inventory. Quite the
contrary. In Q4/10, destocking continued to drag on Canadian GDP, knocking out -0.9ppt, rather than
providing for a substantial contribution. On that basis, we believe that the overall profile of the
Canadian economic recovery appears more balanced than is necessarily the case with the US
economy, which is, to date, reliant on a transitory boost from an inventory contribution for a good slug
of its economic growth.

v

v

» CAD was stronger in April, rising 1.7% m/m vs. USD, which will generally drag on prices. By category,
we expect fruits, vegetables, autos, machinery, and capital equipment including electronics to see
pricing declines largely on the back of a stronger Canadian dollar. On the upside, lumber, primary,
and fabricated metal products are pricing higher on the back of better pricing metrics supported by
external demand. Petroleum and coal products also should have seen moderate price increases.

» Vegetable product prices are lower, although this is offset by stronger prices for food on the hoof.
There has been a reduction in terms of both herd sizes and issues regarding winter feeding and
limited weight gain for cattle this year that has contributed to a robust pricing environment. Lumber
prices are stronger. Again, capacity has been cut back, with producers having a better handle on
supply. Metals prices are significantly higher, along with upward pressure on mineral fuel prices. For
April, we are forecasting raw material prices to have gained 1.0% m/m

» We are forecasting a 25bp rate hike. It would be the first rate increase since July 2007 and could
usher in rate hikes at each of the remaining fixed-date meetings for 2010, which puts our year end
O/N rate target at 1.50%. This presupposes a total of five 25bp rate hikes in 2010.

» The market's uncertainty associated with recent events as they pertain to the EU have jumped the
Atlantic, transmitted through the mechanism of global capital markets. The question for the June 1
rate meeting is whether market uncertainty and the unfolding events related to the question of
solvency in the EU trump a Canadian economy that is performing well ahead of plan (in April, the BoC
advanced by a quarter its forecast for closing the output gap), along with a policy profile that is
creating a growing problem with consumer indebtedness. A rapidly growing level of consumer
indebtedness has been fed and fostered by a steady diet of cheap money.

We would suggest that the answer is “no.” And in that, the BoC looks beyond potentially transitory
market conditions and instead focuses on the rapidly developing economic profile for Canada. At this
stage, there is no clear-cut evidence that market uncertainty is impacting domestic lending and the
overall dissemination of capital in the Canadian economy. While market uncertainty is high, we are
not experiencing the breakdown in market capital or interbank lending to the extent that crippled
markets and economies alike in 2008. That said, if there is a reason not to go, that would be found in
a concern for market uncertainty spilling on over into economic uncertainty.

v

» Forecasting the net change in employment has proved difficult of late, given recent volatility in the

jobs picture. Last month’s report showed the economy showering the labor force with a historically
unprecedented 109K newly minted jobs. As this is a household survey, there are no revisions, so we
are left with April's 109Kas a part of the historical record. For May, we expect to see some necessary
smoothing out of April's spike, with the forecast for a very marginal net gain in jobs. The breakdown
favors goods-producing industries (+31K) at the expense of service sector (-21K) employment. In
April, nearly 107K jobs were created.

» The participation rate is on the rise, as improving economic prospects pull in the previously

discouraged. Last month’s jobs report supported a 0.2ppt pickup in the participation rate. Had the
labor force not grown by an equally impressive 95.0K workers, the unemployment rate would have
handily pushed below 8% and printed 7.7%.

» After rising 0.2ppt in April, the participation rate should remain unchanged in May, we believe. The

expected rise in jobs is insufficient to offset the natural growth in the labor of about 22K workers, but
not weak enough to allow the unemployment rate to creep higher.
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Building permits M/M — 12.2% -71.5% Med » We believe that it is probably best to look at April's permits number in the context of March’s 12.2%

Apr (8:30) m/m jump. Indeed, we will be looking to aggregate the two. For April, we are looking for a -30%
decline in industrial permits to follow March’s 57% jump. We are also looking for a -10% decline in
residential permits, led by a CAD400m drop in multifamily dwelling permits, following March’s 54%
spike in approvals. Overall, we expect the dollar value of builder permits to be down -7.5% m/m.

IVEY PMI - May (10:00) 58.7 62.5 Med » May’s IVEY could prove interesting, we believe. Typically, May is a very strong month for the IVEY
purchaser index due to seasonal factors. On average — outside of 2009's recession-riddled reading of
48.4 - IVEY will typically print readings in the 60s for May. Given that April's 58.7 was in keeping with
the seasonal norms of the number set, we are forecasting the May IVEY at 62.5 - a high print yes, but
well with in the historical context of the number set, a number that is not seasonally adjusted.

Source: HSBC Canada
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