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Canada’s Monetary Policy Approach: It Worksfor Canadians

| welcome this opportunity to talk to you today. In recent months, the debate over
Canada s exchange rate system has heated up and calls for the adoption of a common currency with the
United States have attracted alot of attention.

Today, | would like to revist the issue of the gppropriate exchange rate regime for
Canada and to set out as clearly as possible the Bank’ s position. | propose to frame my discussion in
terms of Canadd s gpproach to monetary policy. | will conclude with some comments on the current
economic Stuation.

Thegoal of monetary policy and how to achieveit

The Bank of Canada s commitment is to contribute to the economic well-being of
Canadians. This means conducting monetary policy o that it fosters sustained economic growth—by
creating conditions that favour rising output, employment, and incomes, and a stable macroeconomic
environment.

Low, stable, and predictable inflation
Experience over time and across countries has taught us that the best contribution

monetary policy can make to a sound economy is to preserve confidence in the value of money.
Fundamentaly, this means that Canadians should be able to count on their central bank to keep future



inflation low, stable, and predictable. In thisway, they can go confidently about their affairs, making
sound economic decisions. This, in turn, should lead to better economic performance nationally.

Seenin thislight, the focus on low inflation is not an end in itsalf, but rather ameansto
an end—the end being the advancement of the economic well-being of Canadians.

Of course, alow-inflation policy by itsdf is not sufficient to guarantee the best economic
outcome for Canada. Fisca prudence and other policies that am to improve the structure and flexibility
of the economy are aso essentid. But low inflation provides a crucid underpinning to awell-functioning
€conomy.

If the god of monetary policy isto achieve and preserve low inflation, how would the
central bank go about it?

Anchorsfor monetary policy

When a centrd bank raises or lowersits key policy interest rate, it setsin motion a series
of eventsthat starts with the financid markets, works through changes in spending, output, and
employment, and ends with an effect on the rate of inflation. This series of eventsis known asthe
transmisson mechanism of monetary palicy.

The problem isthat the transmission processis lengthy. So it takes time for monetary
policy actions to affect output and inflation. Some effects are fet reatively quickly. But the full effects are
not felt for some time—3 to 6 quartersin the case of output and 6 to 8 quartersin the case of inflation.
This meansthat, as centra bankers go about their day-to-day business of implementing monetary policy,
they must look ahead and anticipate what is likely to happen down the road. They have to work with
assumptions and make judgment cdls about future economic devel opments and about the timing and find
outcome of any monetary policy action they take. All of this involves congderable uncertainty.

Thisbeing said, aswelook around the world, there have been different waysto focus
the conduct of monetary policy and to give people greater comfort that things are on track, thus helping
to tie down or “anchor” inflation expectations.

Most countries have now adopted some kind of explicit target or anchor for monetary
policy. The mgor exception is the United States, where a satement of genera intentions with respect to
inflation has, in recent years, proven sufficient to anchor monetary policy, in light of the U.S. Federd
Reserve s grong credibility.



In terms of explicit anchors, there have been targets for monetary aggregates, fixed
exchange rates, and inflation targets.

. . . targeting monetary aggregates

Most industridized countries, including Canada, have in the past tried to target the rate of
money growth.

However, in both Canada and the United States, targets for money growth have not
proven to be an effective monetary anchor. Deregulation and financia innovation have weakened the
reliability of money measures, and the reationship between money growth and the rate of inflation has
proven ungtable. But we il look a money for its information content about current and future
developments in output and inflation.

For dl practicd purposes, then, there are only two options today in terms of explicit
anchors for monetary palicy: fixing the exchange rate or targeting inflation.

... fixing the exchange rate

For many countries, especidly smdler ones, tying their currency to thet of alarger
neighbour or mgjor trading partner with a history of low inflation is one way to achieve alow rate of
infletion.

There are, of course, different forms of fixed exchange rates. They can range from
‘softer’ systems—such as apeg—to ‘harder’ fixesthat lie at the opposite extreme from a free floating
currency. These harder fixes can be a currency board, the outright use of another country’ s currency
(“dallarization™), or afull monetary union.

Pegged exchange rates that can be adjusted (that is, revalued or devaued) have been the
most widdly used anchor since the Second World War. They were the prevailing order under the
Bretton Woods system, which was established after the war and lasted until the early 1970s, when it
findly collgpsed in the face of increasingly open financia markets, large capitd flows, and U.S.
expangonary policies.

The problem with afixed, but adjustable, exchange rate is thet it does not guarantee that
the value of the currency relative to other currencies, and thus its purchasing power, will not rise or fall.
For example, the currency could come under downward pressure if it is pegged at aleve that is out of



line with the country’ s economic Stuation (say, because of large and growing fisca deficits and debts).
Should the markets then begin to question the authorities commitment to the peg, domestic and foreign
investors would scramble to get out, triggering a currency crigs. There is no shortage of such examplesin
recent history: repeated episodesin Latin America since the 1980s, crisesin Europe in 1992 and 1993,
and in Southeast Asa and Russiain 1997-98.

Because pegs have proven problematic, a more redlistic approach would involve
adopting one of the morerigid fixes. | will have more to say about this later. But let me move on now to
the third option for an explicit monetary policy anchor—inflation targets.

... targeting inflation

Among a number of industridlized countries thet, like Canada, are operating a floating
currency, there has been atendency over the past decade to adopt explicit inflation targets as the anchor
for monetary policy. The same tendency is now evident among a growing number of emerging-market
economies that have recently moved to flexible exchange rates following the collgpse of their pegged
rates. The objective isto congstently maintain low and stable inflation, while the flexible exchange rate
hel ps the economy to adjust to shocks.

Why inflation targets and how do they work to guide monetary policy?

In such aframework, the central bank targets the rate of inflation—say,
2 per cent—severd quarters ahead. Then, based on its judgment of the current and projected strength of
demand relative to the economy’ s production capacity, as well asthe implications for future inflation
relaive to the target, it will take action now—because of the long lags involved—to ensure that the target
is achieved down the road.

Thevalue of theinflation target asan anchor: the Canadian experience

In Canada, explicit inflation targets were jointly introduced by the Government of
Canada and the Bank of Canadain 1991. Since 1995, the goal has been to keep the trend of inflation
ingde atarget range of 1 to 3 per cent.

In adopting the targets, the Bank expected that they would provide a useful framework
within which to assure Canadians that inflation would remain low and stable, thus leading to less
fluctuation in output and employment. We aso expected that the targets would provide a precise goa
againgt which to measure the conduct of monetary policy, thus helping to increase the Bank’ s public



accountability.

After adecade of experience, it is clear that inflation targeting has proven to be an
effective way of kegping inflation low, and that an inflation target provides an anchor for inflation
expectations.

Moreover, that target has supplied the Bank with a mechanism for ng, and dedling
with, demand pressures on future inflation in away that helps to keep the economy on amore even ked.
Indeed, there is dready some evidence that the pronounced ups and downs in economic activity, so
typicd of the past, have diminished.

Here' s how the target helps the Bank to ‘ stabilize' the economy. When demand pushes
againgt the economy’ s cgpacity to produce and seems likely to put upward pressure on future inflation
relative to the target, the Bank will raise interest rates. Thiswill help to moderate demand and reduce
inflation pressures. Equaly importantly, when demand is weak and seems likely to put downward
pressure on future inflation relative to the target, the Bank will lower interest rates, thus providing more
room for the economy to expand.

In short, the emphasis on inflation control alows the Bank to support growth when the
economy isweak and to prevent overheating when the economy is strong and is pushing against capecity
congraints. Now, this goes back to what | was saying at the beginning—that monetary policy contributes
to sound economic performance by means of its focus on low inflation.

With alow-inflation climate encouraging further initiatives by Canadian busnessesto
improve cost control, efficiency, and productivity, and with marked fiscal progress by dl leves of
government, our economy has performed well over the past severd years. And it has generated solid
gainsin employment and incomes.

Inlight of the important economic and socid benfits that low inflation and inflation
targets have delivered, the federd government and the Bank of Canada recently agreed to retain the
current target of 1 to 3 per cent. To increase the chances that inflation stays inside that range, the Bank
will now be aming expresdy at the 2 per cent midpoint. Moreover, the new agreement runs for five
years, instead of three, to the end of 2006. Both of these changes should help to increase predictability
and to reassure Canadians that low inflation will be a continuing feature of the domestic economic scene.

Now, let us see how the exchange ratefitsin al this and why Canada needs afloating
currency.



Why do we need a floating exchange rate?

If we want to set our own god for inflation or, what's more relevant (Snce today dl
indugtrid countries pursue aSmilar low-inflation objective), if we want to run amonetary policy suited to
our own distinct economic circumstances, we need monetary independence. Monetary independence
can exig only within a flexible exchange rate sysem.

The red vaue of afloating currency for Canadaliesin helping our economy to absorb
some of the impact of externa shocks. A classc example would be a sharp movement in the vaue of our
exports relative to our imports, such as occurred in 1997-98, when world commaodity prices plummeted
in the wake of the Adan criss. In that instance, a downward movement in the value of the Canadian
dollar helped offsat some of the losses suffered by our commodity producers. More importantly, it
strengthened the competitiveness of Canadian manufacturers. They, in turn, were able to expand
production and offset some of the downward pressure on output and incomes from the decline in the
commodity sector. In thisway, our national economy was able to adjust more quickly, and with less
overdl fluctuation in output and employment, than if the exchange rate did not move.

Consder what would have happened under a fixed exchange rate. With the exchange
rate not allowed to move, domestic wages and prices would have had to decline to restore externa
competitiveness. And since neither wages nor prices are flexible enough to adjust quickly, much of that
adjusment would have had to come through declinesin output and employmen.

In aworld where capitd is free to move across nationd borders, afloating exchange rate
can aso help to absorb some of the pressures semming from large capitd flows and to facilitete any
necessary economic adjustments. Indeed, | would remind you that the decision to float the Canadian
dollar in 1950, and again in 1970, was taken in the context of large capita inflows (and rising commodity
prices) that were causng concerns about their inflationary effects on our economy and were putting
strong upward pressure on our currency.

The key point in dl thisis that Canada cannot insulate itsdf from externa shocks.
Whether we are on aflexible or afixed exchange rate, the redlity is that those shocks require a domestic
adjusment. And, in the end, that adjustment will be made—one way or another. But, without the
flexibility afloating currency can provide, it will take longer, be more difficult, and cost more overdl in
terms of lost output and jobs.

Now, when the exchange rate moves up or down, there has to be some way to anchor
expectations about its vaue. Otherwise, the freedom of the currency to float could, in the context of a
downward movement, undermine confidence in its value on world markets and at home. Under our



gpproach to monetary policy, the domestic inflation target serves as that al-important anchor for the
exchange rate.

Theinflation target and afloating currency work well together—indeed, they reinforce
each other. And they both have very significant economic benefits for Canada.

These days, the advantages of amonetary policy approach based on inflation targets and
supported by aflexible exchange rate regime are being increasingly recognized by others around the
world. And Canadaiis often held up asamode. Why then the calls in this country to go back to pegging
our currency to the U.S. dollar or to enter into a currency union with the United States?

Pegging would mean losing the macroeconomic benefits of aflexible exchange rate,
without gaining the assurance that the exchange rate will not move in the future. So what people are
talking about now is a currency union with the United States.

On the face of it, the prospective gains from such an arrangement would seem to be
attractive. After dl, Canadais one of the most open economies in the world, exporting over 40 per cent
of its output and importing about as much. Moreover, 80 per cent of this trade is with the United States.
S0, yes, by adopting the U.S. dollar, Canadians could save on the transactions cogts of converting
nationd currencies and hedging againgt currency movements. There could aso be some other
advantages linked to the improved efficiency that can result from reduced exchange rate uncertainty.

The crucid question, however, is whether the savings from such an arrangement would
compensate for the loss of monetary policy independence and for the loss of the buffer that aflexible
exchange rate provides againgt economic shocks.

Research by the Bank of Canada and by many outside anaysts confirms that Canada
benefits gnificantly from having a separate currency and afloating exchange rate. It is true that Canada
and the United States share many characterigtics. But when it comes to economic structure, there are
many important differences. Not only is our economy far more open than that of the United States, but
Canadais a'so more dependent on raw materials. Moreover, while we are net exporters of primary
commodities, the Americans are net importers. Sharp swings in world commodity prices have amuch
greater impact on economic activity in Canada and, more importantly, they affect us differently than our
neighbours. It is very clear that the structure of our economy is sufficiently digtinct from that of the
United States that a flexible exchange rate can play akey role in facilitating the domestic economic
adjustment to such shocks.

From a grictly economic perspective, it is dways possible that, at some future time, the
structures of our two economies could converge to a point that the benefits of a common currency could



outweigh the macroeconomic codts of abandoning our flexible exchange rate. But it is dso possible that
those structures could diverge further (if more trade led to greater speciaization). We smply do not
know. | would emphasize, however, that the crucia factor here is not the extent of the integration
between Canada and the United States, but rather how close or how far apart our economic structures
are, or will be,

Former Bank of Canada Governor Thiessen put it well last December when he said that
“aslong aswe remain amgor producer of primary commodities, and as long as we want to pursue
separate economic policies that are suited to our own circumstances and that require differing monetary
conditions, the shock-absorber element of a floating currency will serve uswell.”

| fully associated mysdlf with this view during my gppearance last month before the
House of Commons Standing Committee on Finance. | said: “it's quite clear that a this stage in our
evolution, afloating currency for Canada vis-a-vis the United States . . . is a great advantage because
the structures of our economies differ.”

Thus, one may not argue that, for dl time and under al circumstances, afloating
currency will be the right solution for Canada. But, what | can say is that, given the structure of our
economy, for now and for asfar into the future as | can see, the advantages of aflexible exchangerate,
anchored by a domedtic inflation target, clearly outweigh the benefits of a currency union. And they will
certainly aways outweigh those of a peg.

| hope that | have made it clear today that Canada s monetary policy approach of a
flexible exchange rate, anchored by an inflation target, works. Thereis no need to fix it.

Let me now conclude my presentation by giving you our latest reading of the economy.

Recent Economic Developments

Since late last year, the pace of economic expansion in Canada has dowed subgtantialy,
mainly because U.S. demand for our products has been much weaker than anticipated. Canadian
manufacturers, particularly of motor vehicles, eectronic products, and telecommunications equi pment,
have had to make very sgnificant adjusments. At the same time, find domestic demand in Canada has
remained firm, buttressed by underlying strength in the energy sector, retall sales, housing, non-
residentia construction, and most service industries. Nationa accounts data to the end of March and
more recent indicators show that our economy has been expanding at a moderate pace since the last
quarter of 2000.



Aswe ook ahead, we see domestic demand in Canada continuing to grow, supported
by the easing that has taken place in monetary conditions, the recent tax cuts that are boosting
disposable incomes, gains in employment, and the projected completion of the current inventory
adjustment.

We dso continue to see U.S. demand growth picking up in the second haf of 2001,
given subgtantia reductions in interest rates, relaively high levels of consumer spending, the expected
end of the inventory correction, and recently announced tax cuts (which include rebates beginning in
July). But because of the ongoing weeknessin U.S. capitd investment, there is still uncertainty about the
exact timing and strength of the projected pickup in U.S. growth in the second hdf of the yesar.

While that uncertainty poses some risks for Canada, we continue to expect that the
pace of economic expanson here will pick up in the second hdf of the year and strengthen somewhat
further in the course of 2002.

Tota CPI inflation has recently been above the top of the Bank’s 1 to 3 per cent target
range because of risng energy prices, including higher eectricity rates. Tota CPI inflation will probably
remain volatile over the next couple of months, before moving down to about 2 per cent by the end of
the year, if world pricesfor crude oil and natura gas stabilize around current levels.

The main risk to the Canadian economic outlook continues to be the possibility thet the
projected pickup in U.S. growth may be delayed. At the same time, even though the prices of crude ail
and natura gas have eased from their recent peeks, the Bank will need to stay dert to any signs of
energy costs spilling over into other consumer prices, and thus putting upward pressure on the trend of
inflation. In light of these risks, the Bank will have to continue to monitor the Situation very carefully.

In sum, the Bank remains positive about Canada s economic prospects. We continue to
expect that the economy will grow by between 2 and 3 per cent this year and return to a somewhat
higher growth path in 2002. This judgment is based on recent evidence that is broadly in line with the
Bank’ s expectations. And it is supported by the marked improvement in our economic fundamentals,
which gives Canada a very good chance to weether the current economic difficulties.





