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Momentum, uncertainty carried into 2017
Economic data continued to surprise to the upside early this year as a number of advanced economies entered 2017 with solid momentum. Strength has
been most notable in the UK where the economy continues to defy expectations for a slowdown following June’s Brexit vote. The euro area has similarly
seen no fallout from the referendum with growth having picked up toward the end of 2016 and sentiment improving further in January. With European
growth on a better-than-expected trajectory over the second half of last year, we have revised up our 2017 growth forecasts to roughly 1½% for both
economies. On this side of the pond, US GDP growth was close to trend in Q4/16 but broad-based strength in domestic demand made for a more
encouraging report than the headline suggested.
With that momentum comes lingering uncertainty―political risk in particular continues to cloud the outlook. While our US forecast assumes a ½ ppt lift
from fiscal policy, specific details have not yet been announced; meanwhile, the Trump administration’s protectionist rhetoric highlights a key downside
risk to the outlook. Political risk will also be front and centre in Europe this year with general elections in several major euro area economies at a time
when the currency bloc’s recovery is finally gaining momentum. And while activity in the UK has held up well in the face of Brexit uncertainty,
headwinds will only strengthen as the government pursues a ‘hard’ exit from the EU.
Positive economic data have offset uncertainty thus far, with the addition of a decent earnings season to date helping boost the S&P 500 to fresh all-time
highs while the MSCI World Index also picked up throughout January to near-record levels. Government bond yields moved higher, particularly in
Europe, while currency markets deviated from the post-election trend with the US dollar falling by more than 2% on a trade-weighted basis since the start
of the year.

Canada’s October slowdown proved temporary…

Canada’s economy rebounded in November with a stronger-than-expected 0.4% increase in monthly GDP more than retracing the unexpected 0.2%
decline (previously reported as -0.3%) recorded in October. Goods-producing industries led the way, with manufacturing, construction and oil extraction
rebounding from declines in the previous month. The services sector also recorded a solid 0.2% gain following three months of more subdued increases.
Given the upside surprise and prior month’s revision, we have revised up our Q4/16 GDP growth forecast to 1.8% from 1.5% (the latter matching the
Bank of Canada’s latest projection). The quarterly expenditure detail will be bit messy due to an outsized inventory drawdown and the reversal of a onetime jump in imports and business investment, but we expect a number of underlying trends will become apparent and continue in 2017. Those
trends―another solid contribution from consumer spending supplemented by fiscal stimulus and a turnaround in energy sector investment―are expected
to result in GDP growth accelerating to 1.8% this year from 1.3% in 2016. As in the Bank of Canada’s latest forecast, this shift to above-trend growth
will help gradually absorb spare capacity in the economy.

…and an impressive streak of job growth continued

In contrast with sub-trend GDP growth last year, job gains were relatively strong throughout 2016 averaging 19,000 per month. The latter half of the
year in particular saw robust employment growth with gains exceeding 35,000 in four of the last five months. While it remains the case that job
growth in 2016 was weighted toward part-time positions (even with December’s surge in full-time employment), persons working part-time for
economic reasons declined as a share of employment for a second consecutive year. The unemployment rate, at 6.9% in December, is now little
changed relative to the period before the oil price shock as improvement in provinces such as BC, Ontario and Quebec has offset deteriorating
conditions in energy-producing provinces. However, the Bank of Canada’s broader measure of labour market slack indicates a bit more slack than the
official unemployment rate would suggest and weak wage growth supports the conclusion that the economy remains short of full employment. While
spare capacity will likely keep wage growth from accelerating significantly in the near-term, we expect continued job growth (while short of the
recent pace) will support aggregate incomes in 2017, fueling another year of above-2% growth in consumer spending.

“Uncertainty” is the Bank of Canada’s new watchword

The Bank of Canada left monetary policy unchanged in January and made only minor tweaks to GDP forecasts; growth of 2.1% this year and next is still
expected to close the output gap around mid-2018 (recall that pushing out that goalpost in October left the Governing Council contemplating a rate cut).
However, the Bank highlighted an unusually high degree of uncertainty in the economic outlook, particularly with regard to US policy. Governor Poloz
caused a bit of a stir when he noted that the Bank could ease monetary policy further if downside risks materialize (a comment that briefly sent the
Canadian dollar tumbling) but otherwise there was little hint of an implicit policy bias and risks to the inflation outlook were once again deemed
balanced. We expect the Bank will maintain a neutral, if not slightly cautious, stance in the near-term given the degree of slack in the economy, even
amid growing evidence of the economy’s recovery from the oil price shock and sustained momentum in non-commodities industries.
While the Bank highlighted significant uncertainty regarding future US policy changes, the Governing Council saw some form of fiscal stimulus as likely
enough to incorporate into their updated forecast. The Bank assumes corporate and personal income tax cuts will raise US GDP by ½ percentage point by
2018―similar to the add we have incorporated in our own forecast. They noted, however, that US stimulus only translates into a modest 0.1 percentage
point boost to Canadian growth over the next two years, with the response dampened by competitiveness issues as well as tighter financial conditions
since the US election. On the former, both a lower US corporate tax rate and recent appreciation of the Canadian dollar were seen limiting the
competitiveness of Canada’s exporters. Holding its own against a strengthening US dollar, the Canadian dollar has appreciated by nearly 7% on an exUSD trade-weighted basis since November, and even more so against key competitors in the US import market such as Mexico.
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