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Canadian Economy Holding Up, but COVID a Lingering Concern
 
Summary
• The Bank of Canada held its policy rate at 0.50% at its January monetary policy

meeting, and maintained its quantitative easing program at its current pace of asset
purchases. The central bank noted some caution about near-term growth prospects,
and now projects a contraction in Q1 GDP growth. However, as progress is made
on the vaccine rollout, in addition to scal stimulus and higher commodity prices,
policymakers expect economic activity to rebound over the longer-term.

• Despite an increase in COVID infections and the reintroduction of lockdown measures,
the longer-term economic outlook appears to be encouraging, and we look for a
recovery to gather momentum from the second half of 2021.

• We remain relatively positive on the Canadian dollar's prospects and look for the
currency to strengthen against the greenback over the medium to longer-term. We
target a USD/CAD exchange rate of CAD1.2200 by the middle of next year.
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Bank of Canada Holds Steady in January
At its January policy meeting, the Bank of Canada (BoC) held its policy interest rate at 0.25%, as widely
expected, and maintained its quantitative easing (QE) program at the current pace of around C$4B of
government bonds per week. However, the central bank did note that as condence in the recovery
improves, the pace of QE purchases could be adjusted as required, potentially hinting at an eventual
tapering of asset purchases. In the accompanying statement, policymakers also acknowledged some
caution about the near-term economic outlook, as more restrictive COVID containment measures
amid the second wave of the virus are likely to weigh on economic activity. Although the economy held
up better than anticipated going into the last quarter of 2020, the central bank now looks for GDP
to contract in Q1-2021, declining at an annualized rate of 2.5%. Over the medium-to-longer term,
however, the central bank expects to see a bounce back in activity, and revised its 2022 GDP growth
forecast to 4.8%, up from 3.7% in its previous forecast.

COVID Cases Increasing in Canada, but Less Noticeably Than Its Peers
The resurgence in COVID cases and resulting lockdown restrictions are likely to be a drag on economic
activity in the near-term. Recently, Ontario, Canada's most populous province, imposed a stay-at-
home order starting January 14, which requires residents to remain at home except for permitted
purposes or activities. In addition, Ontario also put in place additional public health measures which
include outdoor organized public and social gatherings to be limited to ve people, all non-essential
retail stores must open no earlier than 7AM and close no later than 8PM, while non-essential
construction was further restricted.Quebec also imposed strict lockdown measures in an eort to
slow the spread of infection, with nearly all territories on Maximum Alert until February 8, while other
provinces have restrictions as well. Although virus cases accelerated and the new COVID variant was
identied in Ontario, in relation to its peers such as the United States (80,202 cases per million) or
United Kingdom (57,717 cases per million), the rise in cases has been much lower in Canada, with
about 20,968 COVID cases per million residents. Interestingly, the University of Oxford's Government
Stringency Index shows that Canada has more relaxed restrictions than the United Kingdom and the
Eurozone, even with the recent increase in lockdown measures, but the country's measures are more
stringent than the United States'. In our view, it is possible the strict lockdown measures in many
Canadian provinces may be quite short-lived and thus only a short-term negative on economic activity.
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That said, the Canadian labor market, has not been immune to the eects of rising COVID cases and
associated lockdown measures. Employment fell by 52,700 in December, the rst decline since April,
while the unemployment rate edged up to 8.8%. Nevertheless, some details were less discouraging
as full-time employment increased by 42,700. The labor market is not out of the woods yet however
as the January jobs report, which is due at the end of this week, is expected to show another fall in
employment. Acknowledging that employment still below pre-pandemic levels, we nonetheless expect
any setbacks in employment to be only a short-term phenomenon.
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Canada's Longer Term Economic Outlook Remains Encouraging
Overall
Although the prospects for the near-term are a bit uncertain, the medium-to-longer term
outlook for the Canadian economy remains encouraging. There have been some signs that
the economy has been resilient to the rising number of COVID cases, as economic growth
near the end of 2020 beat market expectations. November GDP increased 0.7% month-
over-month, posting a seventh monthly gain, due in part to a solid rise in the mining,
quarrying, oil & gas sector. Retail sales have also held up better than expected, rising 1.2%
month-over-month in November. However, the preliminary gures for December suggest
that sales declined 2.6%, following seven months of consecutive increases. In addition, the
BoC's Winter Business Outlook survey signaled improved business sentiment. Businesses
reported that their current sales were below pre-pandemic levels, but growth of future
sales were hopeful. We note, however, the survey was conducted before further COVID
restrictions were put into place. Therefore, it is possible that the actual uptick in sales might
not be as positive as respondents' expectations.
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Aggressive scal stimulus from the Canadian government has also helped to oset the negative
eects from the pandemic and should continue to support the country's recovery. The government
announced in its 2020 Fall Economic Statement potential plans to spend between an extra C$70B
and C$100B over the next three years, which would equate to around a cumulative 4.3% of GDP, or
spending of around 1.4% of GDP per year. The statement also included the budgetary impact of the
government's COVID scal response, estimated at C$275B for the 2020 scal year (about 12.5% of
GDP) and C$51B for the 2021 scal year (about 2% of GDP), signaling that income support measures
by the government have been aggressive. Given that the Canadian government is only gradually
phasing out its scal support measures, and the central bank is only modestly tapering its bond
purchases, we believe that the inuences of economic policies are likely to remain an overall positive
inuence for the Canadian economy and currency over the medium-term.
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Overall, we expect the Canadian economic recovery to gather some momentum over the medium-
and longer term as progress is made on the vaccine front and oil prices remain supportive, while
government stimulus measures should also underpin the economic expansion. In addition, as the
global economy recovers and the negative eects from COVID dissipate, foreign demand should
strengthen, beneting Canadian export growth. Looking ahead, we continue to look for the Canadian
economy and currency to strengthen, and look for real GDP to rebound 4.1% for full-year 2021,
slightly more optimistic than the BoC's 4% rise. As for 2022, we forecast growth to moderate to 3.1%,
while the BoC expects economic activity to increase nearly 5%, suggesting some upside risk to our
medium-term forecast.
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Given these developments, we remain constructive on the Canadian dollar's prospects, and expect the
currency to gain over time. As the global economy strengthens, oil prices and global equities should
continue to rise, which should also support the currency, and we target a USD/CAD exchange rate of
CAD1.2200 by the middle of 2022. That said, we see the risks as tilted toward an even faster pace
of appreciation given the resilience of the Canadian economy so far, and the fact that the near-term
economic slowdown could be brief.
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