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Rate Hikes? Probably Not Until June
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With the Bank of Canada’s commitment to “stay the course”on
interest rates through June, the future path of the Canadian
dollar—and, in turn, the pace of Canada’s economic recovery—
will now mostly depend on the timing of the US Federal Re-

serve’s rate hikes.

By our reading, the Bank of Canada’s
policy statement this week effectively
confirmed that its first interest-rate hike
will be in June, a detail that the financial
markets seem to have already priced in. In
our view, waiting until then poses a risk
that inflation may rise more quickly than
currently forecast. In any event, with the
central bank’s commitment to keep rates
unchanged through June, the future path
of the Canadian dollar—an important
component of future GDP growth—will
now hinge largely on whether the US
Federal Reserve moves earlier to raise
rates.

In this month’s statement, the Bank of
Canada maintained its long-held position
that rates would remain unchanged until
late in the second quarter, which would
coincide with the June meeting. While
acknowledging that inflation is slightly
higher than expected, as we discussed in
our commentary last week, the central
bank also believes that there is enough
slack in the economy to keep prices in
check.

Nonetheless, we detected some wavering
on the outlook. In its October statement,
the Bank of Canada seemed generally
downbeat on economic prospects, noting
that the strong Canadian dollar was “more
than fully offsetting” other favorable
factors. Based on that forecast, policymak-
ers pushed up by one quarter when they
expected inflation to reach their 2%
target, to the third quarter of 2011. In its
December statement, however, the central
bank sounded more upbeat on economic
growth, reflecting signs of stronger-than-
expected domestic demand. This week,
policymakers returned to a more cautious
view, again portraying the Canadian dollar
as a “significant drag.” With only one
other meeting scheduled before the June
gathering, we think that the chances of a
rate hike earlier in the year are slim.

We see significant risks in this policy
stance. Though inflationary trends are not
likely to manifest themselves until midyear,
they may be worrisome enough by then to
force the central bank to be more
aggressive than it would be if it had
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started earlier. Our proprietary broad price
index, which incorporates house, equity
and producer prices, is rising rapidly
(Display 1, previous page). If global
liquidity remains elevated, Canadian broad
prices could quickly rise to levels matching
the averages of the decade preceding the
recession.

December consumer prices, reported this
week, were weaker than expected, rising
1.3%. Because most of that gain came
from gas prices, which soared 25% on a
year-over-year basis, many analysts
concluded that there is no inflation threat.
But as we pointed out in previous
commentaries, recent increases in prices
for early-stage production goods and raw
materials are reason for concern. More-
over, the December figure reflected some
likely one-time anomalies: for example, in
December, prices for household furnishings
suffered the worst month-over-month
drop in 10 years, while clothing prices fell
more than 1%—only the fifth time they
have declined that much since 2004.

As for economic growth, recent trends in
housing suggest that the Canadian
consumer is benefiting significantly from
the accommodative monetary policy. This
strength is being offset by continuing
weakness in the manufacturing sector, a
factor that may have inspired the Bank of
Canada to once again focus on the
dampening effects of the strong Canadian

dollar. In November, manufacturing sales
fell 0.8% from the previous month, but
this had followed month-over-month gains
of more than 1% in each of the two
previous months. New orders rose more
than 1% in November, for the third month
out of the past four. Inventories continued
to tumble, marking the 10th consecutive
month of declines (Display 2, previous
page).

In sum, it appears that the Bank of Canada
has stepped back from a more optimistic
outlook for the economy, even while
acknowledging some inflation risk. Under
these circumstances, it may view sitting on
its hands for two more meetings as the
best course. It may also view a “stay the
course” stance as a good way to encour-
age some weakening of the Canadian
dollar. In our view, prospects for the
Canadian dollar will be far more depen-
dent on general investor sentiment about
the US dollar. If the US Federal Reserve
decides to hold off on raising rates even
longer than its Canadian counterpart, the
odds for a weaker Canadian dollar are
quite small, in our view. How this currency
dynamic plays out will have an important
influence on the pace and strength of
Canada’s nascent recovery.
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