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Hike rates, stand still; hike rates, stand still;
and repeat
Bank of Canada hikes rates 25bps, delivers opaque statement.
The Bank of Canada hiked rates by 25bps today as was widely expected by forecasters, taking the overnight target

to 1.00%. This is the third consecutive rate hike since the Bank restarted the rate cycle in June of this year. Market

capital however was a little less certain over the potential for a rate hike in the immediate run up to today's meeting,

precipitating some necessary re-pricing in the front end of the curve on the back of the rate announcement.

And while the rate hike was followed up with a post meeting statement that is rather opaque in its outlook - in keeping with the

past precedents at the BoC - its tone and texture is cutting across terrain less dovish than would have likely been anticipated

by market participants. To be quite clear, this is not a hawkish statement in the conventional sense, yet its tone is considerably

firmer than may have been anticipated. So too is its texture more buoyant in places than was likely expected. In turn, the post

meeting statement to some extent challenges the market view that today's meeting would mark the Bank's "one and done"

finale before pausing the cycle.

Our own forecast has been to look for rate hikes at each of the remaining two BoC rate meetings for this year. A lonely

existence to be sure. Yet it is a view that is not inconsistent with the upbeat picture on domestic demand painted by today's post

meeting statement. A statement that reflects the Bank's inclination to keep all its doors and options open including continued

rate hikes.

To wit, the BoC concludes its statement with the view the that "any further reduction in monetary policy stimulus would need

to be carefully considered in light of the unusual uncertainty surrounding the outlook." Not that far removed from the last

meeting statement suggested that "given the considerable uncertainty surrounding the outlook that any further reduction in

monetary stimulus wold have to be weighed carefully".

Interesting nuances in the language but no wholesale gravitation in sentiment. Front and centre, it reflects the fact that further

rate hikes have not been taken off the table given the very mention of "any further reduction in monetary stimulus". And while

we live in uncertain times, it is hard to ignore the heightened uncertainty generated by events in the US since the last rate

meeting and yet the BoC made the decision to hike rates again.

A balance of factors.

Yes short rates have risen on the back of BoC rate hikes, but at the same time long rates have collapsed.The BoC suggests that

"as a result of monetary policy measures taken since April, financial conditions in Canada have tightened modestly but remain

exceptionally stimulative". Exceptionally stimulative. It seems that the uncertainty generated by an uncertain future has tended

to cloud the fact that rates policy in Canada remains extraordinarily accommodative at the same time the market pricing has

been easing credit conditions.

Since the BoC telegraphed its intent to restart the rate cycle at the April 2010 meeting, and preceded to raised rates by 75bps,

10-year yields in Canada have collapsed by 80bps. And of course lets not forget that USD/CAD has moved into a higher
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trading range since April, affording some support to exporters. In one sense, the BoC has been running hard on policy just

stand still.

And while there is an increased drag associated with US private demand being held back by high unemployment and an

increasingly muted recovery in the US in the "near term" (policy is set in the medium), in Canada consumption growth is

expected to remain solid and business investment to rise strongly. All of which is expected to be supported by accommodative

credit conditions. A rather buoyant reappraisal.

Recall that in July's post meeting statement, "business investment appears to be held back by global uncertainties and has yet to

recover from its sharp contraction..." Q2's GDP report - a part from the disappointment associated with the headline reading -

reflected a sharp snap back in business demand for plants and equipment that would have been a welcome sight to the BoC and

provide a nice offset to the uneven nature of the US economic recovery. Of course there is also the offset of weak developed

world growth provided by strong activity in the emerging markets economies.

And despite this rather uncertain environment, the recovery profile for the Canadian economy according to the BoC is

expected to be only "slightly more gradual" than projected in July due to events in the US. And of course as a single mandate

bank (price stability), the statement that "inflation in Canada has been broadly in line with the Bank's expectations and its

dynamics are essentially unchanged" tends to suggest that the BoC is holding to its July economic base case (atleast for now)

that looks for the output gap to close by the end of 2011.

Given that the drag on Canada is associated with a weaker profile for US activity, it would seem that a primary driver of

sentiment as it pertains to BoC rate policy is going to be how the US data stream evolves or rather potentially devolves

between now and the next BoC rate meeting on October 19th. As has been the case throughout this whole process, the

unfolding rate cycle in Canada is on a meeting by meeting basis. Uncertainty indeed.
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