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This text is a commentary of the Governing Council of the Bank of Canada.
It includes information received up to the fixed announcement date on

21 January 2003 and updates the October 2002 Monetary Policy Report.

Highlights
• Rates of inflation have risen somewhat

more than expected at the time of last
October’s Monetary Policy Report.

• Stronger-than-expected increases in
insurance premiums and some
broadening of price pressures, possibly
reflecting an economy operating closer
to capacity than previously believed,
account for this higher inflation outcome.

• While conditions in financial markets
have improved, and it is assumed that
they will continue to do so, significant
geopolitical and global economic
uncertainties remain.

• In the Bank’s base-case projection for the
Canadian economy, demand pressures are
expected to strengthen in the second half
of 2003 and into 2004, following growth at
slightly below potential in the first half of
this year.

• With the stance of monetary policy
currently very stimulative, a reduction of
stimulus will be required in order to
return inflation to the 2 per cent target
over the medium term.
At the time of the October Monetary
Policy Report, the Bank projected that core

inflation would rise in the fourth quarter

of 2002, reflecting a combination of one-off

factors—including the rise in insurance

premiums—and the “echo effect” from

developments towards the end of 2001. It

was expected that the overall impact of

these factors would peak in the fourth

quarter, with core inflation reaching about

3 per cent at year-end, and that these ef-

fects would diminish through 2003. Thus,

core inflation and total CPI inflation were

expected to return to 2 per cent in the

second half of 2003.

Rates of inflation since the October Re-
port have come in somewhat higher than

expected. This reflects not only a stronger-

than-expected increase in insurance pre-

miums but also some broadening of price

pressures.

After expanding significantly faster

than potential during the first half of 2002,

the Canadian economy slowed to a

growth rate close to potential in the sec-

ond half of the year. With this slowdown,

the level of economic activity in Canada

has remained near capacity since mid-

year. Indeed, the higher-than-expected

rates of inflation, together with various
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measures of capacity pressures, may be in-

dicating that the economy is operating

closer to capacity than the Bank had pre-

viously believed.

The slowdown in economic growth in

the second half of 2002 reflected the effects

of financial and geopolitical uncertainties

and weakness in the global economy.

While conditions in financial markets

have improved, and it is assumed that

they will continue to do so, significant ge-

opolitical and economic uncertainties re-

main. In these circumstances, the Bank left

the target overnight rate unchanged at

2.75 per cent on 3 December and on

21 January (Chart 1).

On the geopolitical front, our base-

case projection for economic growth in

Canada this year assumes that the uncer-

tainties regarding Middle East tensions

will dissipate in the second half of 2003. It

must be recognized, however, that eco-

nomic outcomes globally and in Canada

could be significantly affected by how

events in the Middle East actually unfold.

In the Bank’s base case, the Canadian

economy is expected to grow near poten-

tial in 2003. As a result, activity levels in

Canada are expected to remain close to

capacity. Core and total inflation are
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projected to decline through the year as

the effects of the one-off factors diminish,

but they will likely still be above

2 per cent at the end of 2003, higher than

expected at the time of the October Report.
Overall, with the stance of monetary pol-

icy currently very stimulative, a reduction of

stimulus will be required in order to return

inflation to the 2 per cent target over the

medium term. A number of elements, how-

ever, will come into play in determining the

pace of increase in policy interest rates.

First, although much of the recent in-

crease in inflation has been the result of

one-off factors, the possibility that demand

pressures are becoming more prominent

cannot be ruled out. Second, the Bank must

guard against the risk that inflation persist-

ently above the 2 per cent target might lead

to an increase in the expected trend of infla-

tion. Third, although we have seen an

improvement in financial conditions,

business and investor confidence remain

fragile because of uncertainty concerning

the geopolitical situation. Fourth, the way

in which developments in the Middle East

unfold could affect demand and inflation,

both globally and in Canada, through vari-

ous channels. (See Annex.)

Recent Economic and Financial
Developments

In the second half of 2002, Canada’s

economic growth eased from the very

strong pace registered earlier in the year.

Real GDP (Chart 2), after rising at an annual

rate of 5.1 per cent in the first half of 2002, is

estimated to have advanced at a rate close

to 3 per cent in the second half.

With the significant monetary stimu-

lus provided by low interest rates, house-

hold spending rose strongly in 2002.

Expenditures by businesses on machinery

and equipment also recovered signifi-

cantly. Increased uncertainty about the
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economic outlook, however, held back the

pace of non-residential construction and

inventory accumulation in the second half

of the year. Although growth in Canada’s

exports was robust through most of 2002,

it appears to have eased towards year-end

because of the slowdown in the rate of

economic expansion in the United States.

Conditions in financial markets have

improved since the last Report. Equity

prices in both Canada and the United

States have recovered from their October

lows, and volatility in equity and bond

markets has declined. Spreads between

yields on corporate and government

bonds have narrowed but are still at high

levels, particularly for riskier borrowers.

For their part, banks have remained cau-

tious in their lending to large corporate

borrowers. Nonetheless, higher-quality

borrowers have access to financing

through debt capital markets at interest

rates that are now near 10-year lows.

Estimates of the Bank’s conventional

measures of potential output and the out-

put gap indicate that levels of activity

have been close to full production capacity

since mid-2002 (Chart 3). A number of

other indicators are consistent with this

assessment, including the rate of capacity

Chart 2
Real Gross Domestic Product for Canada
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utilization in the non-farm goods-produc-

ing sector, the cyclical position of profit

margins, and the proportion of firms re-

porting shortages of skilled labour in the

survey conducted by the Bank’s regional

offices.

However, other labour market indica-

tors suggest somewhat greater slack than

the conventional measure of the output

gap. In particular, the substantial increases

in employment since the beginning of 2002

seem to have been met largely through an

increased supply of labour, as evidenced

by a marked increase in the participation

rate and the absence of pressure on wages.

The higher-than-expected rate of core

inflation also raises the possibility that

there is less slack in the economy than the

Bank estimated at the time of the October

Report.
Core inflation was 3.1 per cent in No-

vember, higher than the level anticipated

at the time of the October Report (Chart 4).

Other measures of trend inflation that the

Bank follows closely also rose to about the

same rate (Chart 5).

Several one-off factors helped push

core inflation up in the fourth quarter of

Chart 3
Estimated Output Gap*
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2002. Substantial increases in the premi-

ums for both auto and home insurance

contributed 1.0 percentage point to core

inflation in November. Year-to-year in-

creases in electricity prices in Ontario,

while easing somewhat since August, re-

mained high.1 Also contributing was the

echo effect of the temporary price dis-

counting in the fourth quarter of 2001.

1. Electricity prices in Ontario are expected to have fallen

sharply in December as a result of a temporary rebate. This

should result in a dip in core inflation followed by a reversal

in January.

Chart 4
Consumer Price Index
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At the same time, a combination of

cost increases and strong demand is exert-

ing upward pressure on prices in some

sectors, such as shelter, food, and some

services. More broadly, the fact that the

various one-off relative price increases are

having a large impact on measures of

trend inflation reflects an underlying firm-

ness in the price-setting environment.

The 12-month rate of increase in the

total CPI was 4.3 per cent in November, up

from 2.6 per cent in August. This marked

increase relative to the core rate chiefly

reflected substantial increases in the

consumer prices of gasoline, fuel oil, and

natural gas.

Economic Prospects
Prospects for economic growth in 2003

for the United States, the major overseas

economies, and the emerging markets

have moderated somewhat since the Octo-

ber Report. However, we continue to ex-

pect global economic growth to pick up

appreciably in the second half of the year

and into 2004.

U.S. economic growth, after slowing

in the fourth quarter of last year by more

than projected, should regain its momen-

tum in 2003, supported by ongoing stimu-

lative policies. In particular, if financial

conditions continue to improve, the U.S.

economy is expected to outpace growth in

capacity in the second half of the year, aid-

ed by a strengthening in capital spending.

On an average annual basis, U.S. real GDP

should increase by almost 3 per cent in

2003.

In Europe, the lower projection for

growth in real GDP in 2003 reflects slug-

gish domestic demand and slow recovery

in the export sector. In Japan, a gradual

recovery should continue this year, but

at a slower pace than expected at the time

of the last Report, given weaker external
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demand. In the rest of Asia, economic

growth is expected to remain relatively

strong.

For Canada, the Bank’s base case

projects that economic growth in 2003 will

average close to the growth in potential

output, which is estimated at 3 per cent.

This projection is a little lower than the

most recent average private sector consen-

sus forecast for 2003; it is also slightly

below that indicated in the October Report,
largely as a result of the slower growth

prospects for the U.S. and overseas

economies. Nonetheless, we anticipate

increased demand pressures in the second

half of 2003 and into 2004, following

growth at slightly below potential in the

first half of this year.

The Bank expects that the level of risk

premiums in financial markets will con-

tinue to decline as corporate profitability

and investor confidence solidify. This

should improve the environment for busi-

ness investment.

The Outlook for Inflation
While the core rate of inflation will

likely remain well above the 2 per cent

midpoint of the target range in the

near term because of the one-off factors

described above, the combined effect of

these factors is likely to have largely run

its course by early 2004.

The echo effect on the core rate arising

from the unusual price discounting in the

fourth quarter of 2001 should disappear

by the end of the first quarter of 2003. The

recently announced return to regulated

pricing of electricity in Ontario implies

that the upward pressure on core inflation

from electricity prices should continue to

ease in coming months. The upward

movement in insurance premiums, how-

ever, is now expected to be more persist-

ent than had been anticipated earlier. And
5

the effects of the drought in western Can-

ada and elsewhere are putting pressure on

the prices of some food components of the

core CPI.

With a reduction in the amount of

monetary stimulus, the level of output is

projected to remain close to capacity dur-

ing 2003 and into 2004. As a result, we do

not expect persistent pressure on inflation

from the demand-supply balance. Overall,

core inflation is projected to move down

to 2 per cent in early 2004.

The outlook for the 12-month rate of

increase in the total CPI will continue to be

importantly affected by developments in

crude oil prices. If oil prices were to stay

near their current high levels of just over

US$30 per barrel, total CPI inflation could

move up to between 4.0 and 4.5 per cent in

the first quarter of 2003. In the second half

of the year, if oil prices ease back, consist-

ent with current market expectations, total

CPI inflation would move down, back in

line with core inflation.

With the persistence of high rates of

inflation, there is a risk of an increase in in-

flation expectations. If this were to occur,

inflation pressures would be stronger and

the need for policy action by the Bank

would be correspondingly greater.

Annex

The Effect of Hostilities in the
Middle East

The possible outbreak of a major mili-

tary conflict in the Middle East constitutes

a particularly important source of uncer-

tainty at this time. The effects of such a

conflict on the Canadian and global econ-

omies are difficult to determine with any

precision, since they depend on a variety
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of factors, including the timing, length,

and severity of any action. A short, deci-

sive conflict, or an early non-military

resolution of the dispute, could reduce ge-

opolitical uncertainties fairly rapidly. On

the other hand, a prolonged major mili-

tary conflict could intensify uncertainty

regarding the world economic outlook

and adversely affect consumer and busi-

ness confidence. In this last case, petrole-

um supplies could be seriously disrupted,

resulting in higher oil prices, which would

restrain world economic activity. Such a

price rise would also raise the value of

Canadian oil exports and feed into higher

total CPI inflation. Finally, higher military

spending could provide significant stimu-

lus to U.S. aggregate demand.
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