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R, for Canada?
Oil off the Boil

Douglas Porter, CFA, Deputy Chief Economist

“The benefits of the current commodity boom can be felt
across Canada—not just in the resource-heavy sectors and
regions. Above all, rising commodity prices have made

Canada wealthier as a nation.”
—Bank of Canada Governor Mark Carney, June 19, 2008

The received wisdom in recent years is that the Canadian
economy benefits on net from higher oil prices, given the
country’s status as a significant (and growing) net energy
exporter. That wisdom is in serious need of review. While
the TSX may beg to differ, a pullback in energy prices
would be good news for the economy. The traditional view
on oil prices is based on the impact of moderate changes,
not the disruptive, game-changing doubling we have
witnessed in the past year. There is a strong case to be
made that the energy price surge crossed the tipping point
this spring from providing some economic ballast for the
domestic economy to acting as a heavy anchor. So, even at
a time when the trade surplus on energy goods has
reached an all-time high of 5% of GDP (Chart 1), the
negative hit on the prospects of Canada’s major trading
partners and consumers looms much larger. Here are three
channels through which higher energy prices became too,
too much of a good thing for the Canadian economy:

1) Industry: The surge in energy costs is first and
foremost a problem for domestic industry, since it
raises costs across the board and hammers growth
prospects in the industrialized world. Notably, even
the oil and gas sector has been unable to make much
of a contribution to real output growth in recent years.
Its share of GDP has actually dropped significantly
from its peak in the mid-90s amid fading production of
conventional oil & gas and despite rising oil sands
output (Chart 2). Faced with soaring costs and a razor-
tight labour market, even Alberta can not fully benefit
from this year’s spike in energy prices.

Meantime, the latest charge in gasoline prices has
taken direct aim at U.S. auto sales, slicing them to their
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lowest level since the early 1990s. Since the Canadian

CHART 4 economy is twice as sensitive to auto production as
CANADIAN AUTO INDUSTRY JOBS HIT HARD the U.S. economy (producing more than twice as many
160 35 vehicles per capita), this sales downturn has hit
Canadian industry hard, despite the fact that domestic
150 30 sales are currently on track for a record year. If the U.S.
sales slide in June is sustained, then an even deeper
1o > drop in Canadian manufacturing output could occur in
130 proﬁﬁﬁﬂon** the months ahead (Chart 3). Total auto sector
(ths) employment in Canada is already down roughly 20%
120 et from the peak (a loss of 30,000 jobs) and looks poised
to slide further as production ratchets lower (Chart 4).
110 Recession 15
% 9% 9% 9% 998 0 02 04 06 08 2) Consumer: The energy price spike has also landed a
*(000s) ** (mins units : 12-mnth m.s.) direct hit on Canadian consumer sentiment and
wallets. The consumer had no problem looking past
CHART 5 the U.S. housing/subprime woes, but confidence really
CONFIDENCE TAKES THE HIT began to slide in May as oil hit record after record,
Consumer Confidence taking gasoline prices with it (Chart 5). While sentiment
120 is still somewhat healthier than in the U.S., thanks to
solid real wage gains and a much stronger job market
100 in Canada, the sag in domestic confidence has also put
(anada a chill into the housing market.
<l Plus, while raging gasoline prices have been hogging
the headlines, natural gas has been quietly rising every
60 bit as fast as crude oil in the past year (doubling in that
period), and this will wallop household heating bills
40 this winter (Chart 6). With many of the energy input
020 04 0 06 07 08 costs for hydro companies on the march, it is only a
matter of time before electricity prices also lurch
CHART 6 higher in many provinces. Accordingly, total spending
NATURAL GAS BUBBLES HIGHER T00 by Canadian households on energy (gasoline, natural
1 (G gas, fuel oil and electricity) likely hit an all-time high as
a share of disposable income in Q2 of about 7% and
looks poised to continue heading higher (Chart 7).
10 Natural 100
(Grs:; 3) Inflation: The dramatic sprint in energy costs is also
finally making an important impact on Canadian
5 50 headline inflation. After largely sheltering Canadians

from global inflation forces for years, the loonie has

singularly refused to budge since the start of 2008

0 0 even in the face of roaring commodities (Chart 8). To
95 97 99 01 03 05 07 . . . . .

this point, firms had held the line on passing along

RIS cost increases, but the latest Bank of Canada Business
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CANADIAN HOUSEHOLDS PAY THE PRICE
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Outlook Survey revealed that companies are now
preparing to ramp up prices, and many expect
inflation to stay above target. The CPI report for June
(due July 23) could hit the 3% barrier, and threatens to
push above that top end of the Bank of Canada’s
comfort range in the next few months. And keep in
mind that these figures are still flattered by the 1-point
GST cut at the start of the year—the underlying
inflation rate will be closer to 3'2%.

Still, this is better than in almost all of the rest of the
world, where headline inflation is threatening to hit
5% in the U.S. and is already 7% or higher in 16 of the
40 largest global economies. Even so, Canadian
inflation at or near the top of the Bank’s target range
and the possibility that inflation expectations may be
grinding higher could prompt the central bank to
begin hiking interest rates even as the economy is
struggling in the months ahead.

The Bottom Line: Always be careful what you wish for, but
some sustained moderation in oil and gas prices would be
the most positive near-term development possible for the
greater good of the Canadian economy at this stage. While
it would no doubt be painful for the previously resilient TSX
and Canada’s merchandise trade surplus, lower energy costs
would remove a tremendous burden from the U.S. and
global economy and would take some of the pressure off
simmering inflation pressures. How do you spell relief from
mounting stagflation concerns? L-O-W-E-R-O-I-L-P-R-I-C-E-S.
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Theinformation, opinions, estimates, projections and other materials contained herein are provided as of the date hereof and are subject to change without notice.
Some of the information, opinions, estimates, projections and other materials contained herein have been obtained from numerous sources and Bank of Montreal
(“BMO”) and its affiliates make every effort to ensure that the contents thereof have been compiled or derived from sources believed to be reliable and to contain
information and opinions which are accurate and complete. However, neither BMO nor its affiliates have independently verified or make any representation or
warranty, express or implied, in respect thereof, take no responsibility for any errors and omissions which may be contained herein or accept any liability
whatsoever for any loss arising from any use of or reliance on the information, opinions, estimates, projections and other materials contained herein whether relied
upon by the recipient or user or any other third party (including, without limitation, any customer of the recipient or user). Information may be available to BMO
and/or its affiliates that is not reflected herein. The information, opinions, estimates, projections and other materials contained herein are not to be construed as an
offer to sell, a solicitation for or an offer to buy, any products or services referenced herein (including, without limitation, any commodities, securities or other
financial instruments), nor shall such information, opinions, estimates, projections and other materials be considered as investment advice or as a recommendation
to enter into any transaction. Additional information is available by contacting BMO or its relevant affiliate directly. BMO and/or s affiliates may make a market or
deal as principal in the products (including, without limitation, any commodities, securities or other financial instruments) referenced herein. BMO, its affiliates,
and/or their respective shareholders, directors, officers and/or employees may from time to time have lang or short positions in any such products (including,
withoutlimitation, commodities, securities or other financial instruments). BMO Nesbitt Burns Inc. and/or BMO Capital Markets Corp., subsidiaries of BMO, may act
as financial advisor and/or underwriter for certain of the corporations mentioned herein and may receive remuneration for same. “BMO Capital Markets” is a trade
name used by the Bank of Montreal Investment Banking Group, which includes the wholesale/institutional arms of Bank of Montreal, BMO Neshitt Burns Inc,, BMO
Neshitt Burns Ltée/Ltd., BMO Capital Markets Corp. and Harris N.A., and BMO Capital Markets Limited.

TOU.S. RESIDENTS: BMO Capital Markets Corp. and/or BMO Neshitt Burns Securities Ltd., affiliates of BMO NB, furnish this report to U.S. residents and accept
responsibility for the contents herein, except to the extent that it refers to securities of Bank of Montreal. Any U.S. person wishing to effect transactions in any
security discussed herein should do so through BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd.

TO U.K. RESIDENTS: The contents hereof are not directed at investors located in the U.K., other than persons described in Part VI of the Financial Services and
Markets Act 2000 (Financial Promotion) Order 2001.

™-“BMO (M-bar roundel symbol) Capital Markets” is a trade-mark of Bank of Montreal, used under licence. © Copyright Bank of Montreal.
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