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By Taylor Schleich

After six weeks, the Bank of Canada is set to meet again and is all but guaranteed to deliver the second leg of its first back-to-back hike since
2017. With economic data still coming in hot and with hawks in full flight south of the border, it’s likely the imminent rate hike will be of the 50
basis point variety—a move not seen since 2000. In addition to the increase in the overnight target, we also expect the Bank to usher in the
start of quantitative tightening after Macklem laid the groundwork in his post-meeting presser last month. There are still details here that need
to be clarified (i.e., auction participation) but the final QT plan should involve little (if any) bond purchases. Released alongside the interest rate
statement will be a fresh MPR which is set to show another increase to inflation forecasts and a stronger near-term growth profile. While us
BoC watchers don’t have the benefit of receiving a dot plot to guide us on the rate trajectory, the Bank is set to update its annual projection
of the estimated neutral range—an indication of where overnight might settle in the medium/longer term. Some recent BoC comments might
suggest that range could be moved lower on Wednesday but with BoC having already cut its neutral estimate by 50 bps since 2019 and given
the Bank’s optimism for investment/productivity, we think the status-quo is more likely. We’ll also be looking for near-term guidance on policy,
namely the potential for further 50 bp hikes ahead, though we’re unlikely to get much in writing or in the presser. Rather, we expect the Bank
to keep it vague, reiterating that interest rates ‘need to rise further’ and they’re prepared to act forcefully if needed.
50 or bust: Economically, it’s hard to argue against a 50 bp hike on Wednesday. While the Russian invasion of Ukraine complicated the March
meeting, you could’ve said the same 6 weeks ago. What have we learned since then? Well, the Canadian economy has added over 400
thousand jobs, bringing the unemployment rate to the lowest on record. While the BoC doesn’t make labour market projections you can bet
if they did, they wouldn’t have forecast this kind of strength. The inflation outlook, meanwhile, continues to move higher. In March, Macklem
argued that current inflation is “not the result of too much demand in the economy”, pointing to the less-hot “services, ex-shelter” inflation
and the Bank’s preferred core measure, CPI-common. We disagreed at the time and the BoC argument looks even more out of line after
February’s CPI report. Inflation expectations of markets, businesses and households have all increased too. Meanwhile, GDP data were more
resilient to Omicron than expected so a boost to near-term growth is in the cards in the MPR. Then, throw in the mix the latest Business Outlook
Survey. While the main indictor technically moderated from the prior report, it continues to signal an overheating economy. To be sure, Macklem
and the BoC have proven themselves to be ultra-cautious to date. They famously passed on a nearly-fully priced January hike in order to give
Canadians clear guidance of incoming hikes. That approach might argue for a 25 bp move this week given that Macklem hasn’t exactly ‘teed
up’ a 50 bp hike. However, unlike in January, Canadians are already on notice that rates are to be on ‘a rising path’. Additionally, the market
and the overwhelming majority of the forecasting community has given them the green light for 50 (including all of the ‘Big 6’). Finally, over the
last 6 weeks, we’ve seen an increasingly hawkish stance adopted by the Fed. Recall, the last time the Bank met, the dot plot still showed just
3 Fed rate hikes this year. With many (most?) FOMC participants on board for 50 in May, it should make Macklem’s “50 decision” much easier.
Queuing up QT: For all the reasons listed above, we see no point in delaying the onset of QT any further. After Macklem’s speech in early March,
ample notice has been given and the basic groundwork for balance sheet normalization has been laid out. Thus, we expect the BoC to signal
in the rate statement that it plans to cease reinvestment of its maturing bonds. From this stems two questions. Firstly, when will this officially
begin? Technically, the Bank has planned reinvestment purchases for this current week and next. However, that needn’t mean it needs to
follow through on this schedule. When the reinvestment phase was announced in October, the Bank scrapped the purchase schedule it had
planned for the following week, replacing it with a trimmed down version. Thus, after this week, we think secondary purchases are likely to be
discontinued. Secondly, there’s lingering uncertainty whether “we will stop purchasing GoC bonds” actually means what it says. While this
statement from Macklem’s March speech is unambiguous, he subsequently noted in his press conference that they might still buy in primary
for ‘operational’ purposes. A full withdrawal was made from the T-bill market, but we wouldn’t be surprised if they opted for a token
participation rate in bond auctions (at least to have some bonds to lend via its SROs). To be clear, this might represent $10 billion in purchases
over the balance of year, so it’s unlikely to move the needle much. While planned issuance came in lower than expected in last week’s budget,
the Bank’s QT process will still mean a record supply of GoC bonds will have to be absorbed by end investors this year.
Neutral estimate to be our quasi-dot plot: Fortunately for the Bank/unfortunately for us, there’s no BoC dot plot to give us quantifiable rate
guidance for the balance of the year. Rather, we expect the Bank/Macklem to keep the statement/presser somewhat vague, simply
maintaining a hawkish stance and flagging that ‘interest rates will need to rise further’. Assuming the Bank does opt for 50 on Wednesday, the
obvious follow-up question will be if they’ll need to hike 50 bps again. We doubt Macklem will put any sort of probability to that outcome, but
he will probably reiterate that they’ll ‘act forcefully’ if needed. Another jobs report and two CPI readings before the next meeting are likely to
be the deciding factors on this front. Without any relief here, a subsequent 50 would be needed in our view. The next obvious question is, will
the BoC have to hike above neutral, like the Fed has signalled it will? Again, we don’t think Macklem will have any interest in committing to that
at this juncture, though we doubt he rules this out. The Bank will, however, be providing an updated estimate for the neutral rate, giving us
some idea of where they see the policy rate settling over the medium/longer term. There’s been speculation that the BoC could move down
its estimated neutral range (currently 1.75%-2.75%) after the BoC/GoC statement on the mandate renewal (“Neutral interest rates are likely to
be lower than in the past”). However, we’d note that since the Bank’s prior mandate renewal in 2016, its estimate has already been cut by 100
bps (including a 50 bp reduction in 2020). On the flip side, the Bank’s ultra optimistic outlook for business investment and productivity growth
in Canada could argue for higher neutral rates, all else equal. To be clear, we don’t expect any change here on Wednesday, but we don’t see
a huge risk of another downgrade to its assessment. Overall, we think there will be plenty of questions left on the rate outlook after the meeting.
We don’t see Macklem ceding any flexibility and thus, don’t see ultra-aggressive market expectations being pared (or added to) meaningfully.
Data dependency will continue to be the name of the game as the BoC hopes and prays for some signs of cooling on the inflation front.
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Latest Policy Statement – March 2, 2022
Bank of Canada increases policy interest rate
The Bank of Canada today increased its target for the overnight rate to ½ %, with the Bank Rate at ¾ % and the deposit rate at ½ %. The
Bank is continuing its reinvestment phase, keeping its overall holdings of Government of Canada bonds on its balance sheet roughly
constant until such time as it becomes appropriate to allow the size of its balance sheet to decline.
The unprovoked invasion of Ukraine by Russia is a major new source of uncertainty. Prices for oil and other commodities have risen sharply.
This will add to inflation around the world, and negative impacts on confidence and new supply disruptions could weigh on global growth.
Financial market volatility has increased. The situation remains fluid and we are following events closely.
Global economic data has come in broadly in line with projections in the Bank’s January Monetary Policy Report (MPR). Economies are
emerging from the impact of the Omicron variant of COVID-19 more quickly than expected, although the virus continues to circulate and
the possibility of new variants remains a concern. Demand is robust, particularly in the United States. Global supply bottlenecks remain
challenging, although there are indications that some constraints have eased.
Economic growth in Canada was very strong in the fourth quarter of last year at 6.7%. This is stronger than the Bank’s projection and confirms
its view that economic slack has been absorbed. Both exports and imports have picked up, consistent with solid global demand. In January,
the recovery in Canada’s labour market suffered a setback due to the Omicron variant, with temporary layoffs in service sectors and
elevated employee absenteeism. However, the rebound from Omicron now appears to be well in train: household spending is proving
resilient and should strengthen further with the lifting of public health restrictions. Housing market activity is more elevated, adding further
pressure to house prices. Overall, first-quarter growth is now looking more solid than previously projected.
CPI inflation is currently at 5.1%, as expected in January, and remains well above the Bank’s target range. Price increases have become
more pervasive, and measures of core inflation have all risen. Poor harvests and higher transportation costs have pushed up food prices.
The invasion of Ukraine is putting further upward pressure on prices for both energy and food-related commodities. All told, inflation is now
expected to be higher in the near term than projected in January. Persistently elevated inflation is increasing the risk that longer-run inflation
expectations could drift upwards. The Bank will use its monetary policy tools to return inflation to the 2% target and keep inflation
expectations well-anchored.
The policy rate is the Bank’s primary monetary policy instrument. As the economy continues to expand and inflation pressures remain
elevated, the Governing Council expects interest rates will need to rise further. The Governing Council will also be considering when to end
the reinvestment phase and allow its holdings of Government of Canada bonds to begin to shrink. The resulting quantitative tightening (QT)
would complement increases in the policy interest rate. The timing and pace of further increases in the policy rate, and the start of QT, will
be guided by the Bank’s ongoing assessment of the economy and its commitment to achieving the 2% inflation target.
Information note
The next scheduled date for announcing the overnight rate target is April 13, 2022. The Bank will publish its next full outlook for the economy
and inflation, including risks to the projection, in the MPR at the same time.
Source: Bank of Canada
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General
This Report was prepared by National Bank Financial, Inc. (NBF), (a Canadian investment dealer, member of IIROC), an indirect wholly owned subsidiary of
National Bank of Canada. National Bank of Canada is a public company listed on the Toronto Stock Exchange.
The particulars contained herein were obtained from sources which we believe to be reliable but are not guaranteed by us and may be incomplete and may
be subject to change without notice. The information is current as of the date of this document. Neither the author nor NBF assumes any obligation to update
the information or advise on further developments relating to the topics or securities discussed. The opinions expressed are based upon the author(s) analysis
and interpretation of these particulars and are not to be construed as a solicitation or offer to buy or sell the securities mentioned herein, and nothing in this
Report constitutes a representation that any investment strategy or recommendation contained herein is suitable or appropriate to a recipient’s individual
circumstances. In all cases, investors should conduct their own investigation and analysis of such information before taking or omitting to take any action in
relation to securities or markets that are analyzed in this Report. The Report alone is not intended to form the basis for an investment decision, or to replace any
due diligence or analytical work required by you in making an investment decision.
This Report is for distribution only under such circumstances as may be permitted by applicable law. This Report is not directed at you if NBF or any affiliate
distributing this Report is prohibited or restricted by any legislation or regulation in any jurisdiction from making it available to you. You should satisfy yourself
before reading it that NBF is permitted to provide this Report to you under relevant legislation and regulations.
National Bank of Canada Financial Markets is a trade name used by National Bank Financial and National Bank of Canada Financial Inc.
Canadian Residents
NBF or its affiliates may engage in any trading strategies described herein for their own account or on a discretionary basis on behalf of certain clients and as market
conditions change, may amend or change investment strategy including full and complete divestment. The trading interests of NBF and its affiliates may also be
contrary to any opinions expressed in this Report.
NBF or its affiliates often act as financial advisor, agent or underwriter for certain issuers mentioned herein and may receive remuneration for its services. As well
NBF and its affiliates and/or their officers, directors, representatives, associates, may have a position in the securities mentioned herein and may make purchases
and/or sales of these securities from time to time in the open market or otherwise. NBF and its affiliates may make a market in securities mentioned in this
Report. This Report may not be independent of the proprietary interests of NBF and its affiliates.
This Report is not considered a research product under Canadian law and regulation, and consequently is not governed by Canadian rules applicable to the
publication and distribution of research Reports, including relevant restrictions or disclosures required to be included in research Reports.
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UK Residents
This Report is a marketing document. This Report has not been prepared in accordance with EU legal requirements designed to promote the independence of
investment research and it is not subject to any prohibition on dealing ahead of the dissemination of investment research. In respect of the distribution of this
Report to UK residents, NBF has approved the contents (including, where necessary, for the purposes of Section 21(1) of the Financial Services and Markets Act
2000). This Report is for information purposes only and does not constitute a personal recommendation, or investment, legal or tax advice. NBF and/or its
parent and/or any companies within or affiliates of the National Bank of Canada group and/or any of their directors, officers and employees may have or may
have had interests or long or short positions in, and may at any time make purchases and/or sales as principal or agent, or may act or may have acted as
market maker in the relevant investments or related investments discussed in this Report, or may act or have acted as investment and/or commercial banker
with respect hereto. The value of investments, and the income derived from them, can go down as well as up and you may not get back the amount
invested. Past performance is not a guide to future performance. If an investment is denominated in a foreign currency, rates of exchange may have an adverse
effect on the value of the investment. Investments which are illiquid may be difficult to sell or realise; it may also be difficult to obtain reliable information about
their value or the extent of the risks to which they are exposed. Certain transactions, including those involving futures, swaps, and other derivatives, give rise to
substantial risk and are not suitable for all investors. The investments contained in this Report are not available to retail customers and this Report is not for
distribution to retail clients (within the meaning of the rules of the Financial Conduct Authority). Persons who are retail clients should not act or rely upon the
information in this Report. This Report does not constitute or form part of any offer for sale or subscription of or solicitation of any offer to buy or subscribe for
the securities described herein nor shall it or any part of it form the basis of or be relied on in connection with any contract or commitment whatsoever.
This information is only for distribution to Eligible Counterparties and Professional Clients in the United Kingdom within the meaning of the rules of the Financial
Conduct Authority. NBF is authorised and regulated by the Financial Conduct Authority and has its registered office at 70 St. Mary Axe, London, EC3A 8BE.
NBF is not authorised by the Prudential Regulation Authority and the Financial Conduct Authority to accept deposits in the United Kingdom.
U.S. Residents
With respect to the distribution of this report in the United States of America, National Bank of Canada Financial Inc. (“NBCFI”) which is regulated by the Financial
Industry Regulatory Authority (FINRA) and a member of the Securities Investor Protection Corporation (SIPC), an affiliate of NBF, accepts responsibility for its
contents, subject to any terms set out above. To make further inquiry related to this report, or to effect any transaction, United States residents should contact
their NBCFI registered representative.
This report is not a research report and is intended for Major U.S. Institutional Investors only.
This report is not subject to U.S. independence and disclosure standards applicable to research reports.
HK Residents
With respect to the distribution of this report in Hong Kong by NBC Financial Markets Asia Limited (“NBCFMA”)which is licensed by the Securities and Futures
Commission (“SFC”) to conduct Type 1 (dealing in securities) and Type 3 (leveraged foreign exchange trading) regulated activities, the contents of this report
are solely for informational purposes. It has not been approved by, reviewed by, verified by or filed with any regulator in Hong Kong. Nothing herein is a
recommendation, advice, offer or solicitation to buy or sell a product or service, nor an official confirmation of any transaction. None of the products issuers,
NBCFMA or its affiliates or other persons or entities named herein are obliged to notify you of changes to any information and none of the foregoing assume
any loss suffered by you in reliance of such information.
The content of this report may contain information about investment products which are not authorized by SFC for offering to the public in Hong Kong and such
information will only be available to, those persons who are Professional Investors (as defined in the Securities and Futures Ordinance of Hong Kong (“SFO”)). If
you are in any doubt as to your status you should consult a financial adviser or contact us. This material is not meant to be marketing materials and is not
intended for public distribution. Please note that neither this material nor the product referred to is authorized for sale by SFC. Please refer to product prospectus
for full details.
There may be conflicts of interest relating to NBCFMA or its affiliates’ businesses. These activities and interests include potential multiple advisory, transactional
and financial and other interests in securities and instruments that may be purchased or sold by NBCFMA or its affiliates, or in other investment vehicles which
are managed by NBCFMA or its affiliates that may purchase or sell such securities and instruments.
No other entity within the National Bank of Canada group, including National Bank of Canada and National Bank Financial Inc, is licensed or registered with the
SFC. Accordingly, such entities and their employees are not permitted and do not intend to: (i) carry on a business in any regulated activity in Hong Kong; (ii)
hold themselves out as carrying on a business in any regulated activity in Hong Kong; or (iii) actively market their services to the Hong Kong public.
Copyright
This Report may not be reproduced in whole or in part, or further distributed or published or referred to in any manner whatsoever, nor may the information,
opinions or conclusions contained in it be referred to without in each case the prior express written consent of NBF.
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