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Overview

Canada’s economic outlook has how recent political developments in
improved significantly since the No- the Middle East could affect crude oil
vember Monetary Policy Report. At that prices and the global economy.

time, the uncertainties surrounding
the global economic slowdown and
the possible consequences of the Sep-
tember terrorist attacks dominated the
outlook. But economic and geopoliti-
cal uncertainties have since dimin-
ished amid evidence that a robust
recovery is underway in Canada. In
fact, the optimistic scenario laid out
last autumn—a rapid recovery of con-
sumer confidence leading to early,
strong growth—appears to have mate-
rialized.

In light of this, the Bank began to
reduce the substantial amount of mon-
etary stimulus in the economy, raising
the target for the overnight rate of in-
terest by 25 basis points to 2.25 per cent
on 16 April.

Nonetheless, important risks and
uncertainties remain. Household
spending could be stronger than pro-
jected because of the monetary stimu-
lus in place. But spending could also
be weaker than anticipated if a greater-
than-assumed share of the recent
strength in spending was, in fact, bor-
rowed from future expenditures.
There is continuing uncertainty about
the timing and strength of the recovery
in business fixed investment. And
there is increased uncertainty about
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= The outlook for the Canadian economy has

improved significantly in the past several
months, owing partly to the substantial
amount of monetary stimulus provided
during the past year.

On 16 April, the Bank raised its target for
the overnight rate of interest by 25 basis
points to 2.25 per cent.

Average annual growth for 2002 is expected
to be in a range of 2 1/4 to 3 1/4 per cent,
rising to between 3 and 4 per cent in 2003.

The Bank projects that the level of produc-
tion in the economy will return to full
capacity in the second half of 2003. Infla-
tion should be at the 2 per cent target by
about the end of 2003. But there are risks to
this projection, in both directions, from
economic and political sources.

As the economy approaches its capacity,
the task for monetary policy is to gauge
economic strength and the implications for
future inflation. This means reducing the
substantial amount of stimulus in place in
a timely and measured manner.




After contracting slightly in the
third quarter of last year, the Canadian
economy grew at an annualized rate of
2 per cent in the fourth quarter. Cur-
rent estimates place real GDP growth in
the first quarter of 2002 at an annual-
ized rate of about 4 1/2 per cent. These
figures are markedly stronger than the
projections in the November Report
and the January Update.

Several factors led to this outcome.
The Bank eased monetary policy sub-
stantially during the year, which
helped support domestic demand,
particularly in the housing and auto-
motive sectors. From January 2001
through January 2002, the Bank low-
ered its target for the overnight inter-
est rate ten times, by a total of 375 basis
points. The tax cuts implemented at
the start of 2001, as well as spending
on security after last September’s ter-
rorist attacks, also helped to boost con-
sumer confidence. Motor vehicle
dealers offered financing incentives,
which stimulated consumer spending.
And, with the U.S. economy recover-
ing more quickly than expected, Cana-
da’s exports have been stronger than
forecast.

With the slowdown last year, the
economy moved into a position of
excess supply. But with unexpectedly
strong growth in the fourth quarter,
the output gap is smaller than was an-
ticipated in the November Report.

The Bank’s conventional estimate
suggests that the degree of economic
slack was about 1 per cent of GDP at the
end of 2001. After considering all indi-
cators, the Bank’s judgment is that the
amount of slack was somewhat greater
than this estimate would suggest. But
with the economy expanding strongly
in the first quarter of 2002, the amount
of slack has begun to diminish.
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Core inflation fell below 2 per cent
at the end of 2001. But at 2.2 per cent in
February, it was somewhat higher
than expected. Part of this surprise
was the result of a change in the timing
of some seasonal price increases and so
should be reversed soon. The depreci-
ation of the Canadian dollar over the
past two years also had some effect on
food prices. Total consumer price in-
dex (cpi) inflation moved down more
sharply than core inflation at the end
of last year, and remained below core
inflation in early 2002, mainly because
of last year’s sizable decline in world
oil and natural gas prices.

With substantial monetary stimu-
lus currently in place, household
spending should continue to contrib-
ute to economic growth. Increasing ex-
ports and the reduced need for
businesses to cut inventories should
also act as supports, as will progres-
sively smaller declines in business in-
vestment. Strong employment gains
during the first quarter should lead to
disposable income growth and under-
pin consumption. All told, growth in
the first half of 2002 is expected to av-
erage between 3 1/2 and 4 1/2 per cent
on an annualized basis.
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The Bank expects that the econo-
my will expand in the second half in a
range of 3 to 4 per cent, above the rate
of growth of potential output—esti-
mated at about 3 per cent annually. Fa-
vourable developments thus far in the
first half have raised business confi-
dence and should lead to increased in-
vestment. Overall, the Bank projects
average annual growth in 2002 of be-
tween 2 1/4 and 3 1/4 per cent, rising
to between 3 and 4 per cent in 2003.

Also supporting the Canadian
economy will be strengthening de-
mand in the United States. U.S. eco-
nomic growth is expected to be close to
4 per cent in the first half of this year,
significantly stronger than projected in
the November Report. Growth in the
second half is projected to slow to
3 /4 per cent. For the full year, the
Bank expects average annual growth
of about 2 1/2 per cent, up from the
1 per cent expected in the November
Report. U.S. growth in 2003 is expected
to be about 3 1/2 per cent.

The major European economies
should see growth of close to 1 1/4 per
cent on an average annual basis this
year. This should reach 3 per cent in
2003 as the recovery gains momentum.
Although continuing structural prob-
lems will likely cause the Japanese

economy to shrink by about 1 1/2 per
cent this year, growth should rebound
to about 1 per cent in 2003, thanks to
the U.S. recovery and easier monetary
conditions. A number of emerging-
market economies are also showing
important signs of recovery.

Overall, the Bank expects core in-
flation to average just under 2 per cent
in the second half of this year and the
first half of 2003, before moving back
to the 2 per cent target midpoint of the
Bank’s inflation-control range by
about the end of next year.

A modest amount of excess supply
in the Canadian economy will put
some downward pressure on core in-
flation throughout 2002 and in the first
half of 2003. However, the unexpect-
edly strong growth of the past two
guarters means that the output gap is
smaller than previously thought and is
currently narrowing. Thus, the excess
supply in the economy will likely be
eliminated in the second half of 2003—
earlier than previously projected.

Other factors could put some mod-
est upward pressure on core inflation
in the period ahead. The depreciation
of the Canadian dollar over the past
two years could raise some prices, as
could the effects of higher insurance
and other security costs following last
September’s terrorist attacks.

Swings in oil and gas prices will
continue to have a major impact on to-
tal cpi inflation. Recent political devel-
opments in the Middle East have
created additional uncertainty about
prices over the near term. If crude oil
prices continue to average between
US$22 and US$26 per barrel, total cpi
inflation should stay below the core
rate through mid-year. The Bank is
projecting that total cpi inflation, like
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core inflation, will be at 2 per cent by
about the end of 2003.

Conclusions

With robust growth resuming in
North America, the level of production
in the Canadian economy should re-
turn to full capacity in the second half
of 2003, and inflation will be at the
Bank’s 2 per cent target by about the
end of 2003.

There are risks to this outlook.
Given the amount of monetary stimu-
lus in place, growth could be even
stronger than projected. But it is also
possible that household spending may
be weaker than expected, if more of the
recent spending than assumed was
borrowed from future expenditures.
Uncertainty still surrounds the timing
and strength of the pickup in business
investment and exports, mainly

because of the fragility of global
business confidence. And while geo-
political risks to the world economic
outlook have declined since September,
recent political developments in the
Middle East could continue to affect
crude oil prices, with possible reper-
cussions for the global economy.

Given this background and the
risks in both directions, the task for
monetary policy will be to gauge the
strength of the economy as it ap-
proaches its capacity to produce, and
the implications for future inflation.
This means reducing, in a timely and
measured manner, the substantial
amount of monetary stimulus now in
place. The aim is to keep inflation close
to the Bank’s 2 per cent target, thereby
helping to sustain economic growth at
full capacity over the medium term.
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