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« Inflation to slow considerably in 2012H1
« Growth forecasts for 2011 revised to lower edge of last consensus estimates

« Report indicates a longer hold for monetary policy than previously anticipated

The Bank of Canada’s (BoC) release today of its Monetary Policy Report reveals a strong shift from its July
projections, with slower projected Canadian growth in 2011 and 2012, but higher growth in 2013. We previously
regarded BoC’s assumptions for 2012 US growth as too high and in today’s report they are substantially revised
(cut almost in half compared to July’s forecast). The forecasts also incorporate a moderate US fiscal drag, similar
to our expectations. However, BoC remains optimistic for US growth in 2013 and we regard this as likely to be a
downside surprise for the central bank in the future. The Bank’s expectations for world growth slow measurably in
2012, but include a soft landing for major emerging markets like China. The forecasts presented by the Governing
Council indicate a certain amount of volatility in the near future for Canada in terms of both growth and inflation.

In particular, BoC revised its 2011Q4 growth number to 0.8% QoQ annualized from 2.9%. As a result, the average
QoQ annualized growth rate projected by BoC for 2011 is 1.5%, close to our own last projection of 1.7%. However,
our forecast was the second-lowest in last month’s consensus survey and the closest to BoC’'s new forecast
(although we expected Q3 to be rocky, whereas BoC expects Q4). There will therefore be considerable umbrage
since BoC’s new forecast departs so significantly from market expectations. The changes translate to lower 2012
YoY rates, but the QoQ annualized rate for 2012 is largely the same as in the July forecast. The main sticking point
we foresee is that BoC expects Canada to shift into 3.0% QoQ annualized growth starting in 2012Q3 and lasting to
the end of the forecast period. We expect average QoQ annualized growth to be lower than BoC’s 2.6% and
therefore for the output gap to be reduced slower than they currently expect. One part of BoC’s revisions was the
realization that the output gap is larger than they previously forecasted due to less GDP growth.

Turning to inflation, two of the main drivers affecting BoC’s forecast are seasonalities and oil. The effects of
harmonized sales tax and clothing increases are expected to wash out in the data over the next two quarters and
headline CPI will fall from 3.0% YoY in 2011Q3 to 1.0% YoY in 2012. As such, core inflation will flirt with 2.0% and
then remain below this level until 2013. This is also linked to BoC’s oil forecast, which remains around 87dpb for
several quarters. Within the report, the Bank discusses some of the issues with energy providers using different
Brent and WTI mixes, which complicates the benchmark oil price used to figure energy-related inflationary
pressures. These inflation forecasts are a significant development in BoC’s outlook and are strongly related to their
expectations for oil, seasonalities, and also their revised output gap estimation.

Today’s Monetary Policy Report reveals a very cautious BoC that is prepared for negative external events.
According to the Governing Council, slower external export demand, damaged domestic equity markets and lower
commodity prices will impart a dampening effect on Canadian growth. With a larger output gap and continued
external uncertainties, it is clear that monetary policy will be on hold for longer than we previously expected, with a
next rate increase in 2013.

Nathaniel Karp Ignacio San Martin Marcial Nava Jeffrey Owen Herzog
Nathaniel. Karp@bbvacompass.com Ignacio.Sanmartin@bbvacompass.com Marcial.Nava@bbvacompass.com Jeff.Herzog@bbvacompass.com
Hakan Danig Jason Frederick Boyd Stacey Kim Fraser
Hakan.Danis@bbvacompass.com Jason.Frederick@bbvacompass.com Boyd.Stacey@bbvacompass.com Kim.Fraser@bbvacompass.com

BBVA | 2001 Kirby Drive, Suite 310, Houston, TX 77019 USA | http://www.bbvaresearch.com/ | Follow us on Twitter
DISCLAIMER

This document was prepared by Banco Bilbao Vizcaya Argentaria’s (BBVA) BBVA Research U.S. on behalf of itself and its affiliated companies (each BBVA Group Company) for distribution in the
United States and the rest of the world and is provided for information purposes only. Within the US, BBVA operates primarily through its subsidiary Compass Bank. The information, opinions,
estimates and forecasts contained herein refer to the specific date and are subject to changes without notice due to market fluctuations. The information, opinions, estimates and forecasts
contained in this document have been gathered or obtained from public sources, believed to be correct by the Company concerning their accuracy, completeness, and/or correctness. This
document is not an offer to sell or a solicitation to acquire or dispose of an interest in securities.



