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Overview

The global economy has been
unfolding largely as expected, and
prospects for continued robust growth
are quite favourable, especially over
the near term. Against this backdrop,
the outlook for the Canadian economy
through to the end of 2006 is essentially
unchanged from that in the January
Monetary Policy Report Update.

The Canadian economy continues
to adjust to major global develop-
ments. These include the realignment
of currencies in response to global im-
balances, the higher prices of both en-
ergy and non-energy commodities, and
growing competition from emerging-
market economies.

The sectoral adjustments to these
developments are becoming more
evident. Many Canadian commodity-
producing sectors are expanding.
However, firms in a number of other
sectors exposed to international trade
are facing pressure from the apprecia-
tion of the Canadian dollar and from
foreign competition. On balance, net
exports have been a drag on the econ-
omy. But with robust domestic de-
mand, some sectors—such as retail,
wholesale, and housing—have been
growing strongly. Canadian monetary
policy continues to facilitate the adjust-
ment process by aiming to keep infla-
tion at the 2 per cent target and the
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economy operating near its production
capacity. The Bank continues to judge
that the economy is operating slightly
below its full production capacity.

Highlights

= There is increasing evidence that the
Canadian economy is adjusting to global
developments, which include the realign-
ment of currencies and higher commodity
prices.

= The Bank’s outlook for the Canadian
economy is similar to that in the January
Update, with growth projected to be about
2 1/2 per cent in 2005 and 3 1/4 per cent
in 2006.

= With the economy moving back to its pro-
duction capacity in the second half of 2006,
core inflation should return to the 2 per cent
target around the end of next year.

= In line with this outlook, a reduction of
monetary stimulus will be required over
time.

= There are both upside and downside risks
to this outlook, which continue to relate
largely to global developments and to the
associated relative price changes.

This is a summary of the Monetary Policy Report of the Governing Council of the Bank of Canada.
The Report is based on information received up to the fixed announcement date on 12 April 2005.
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After appreciating sharply in 2003
and 2004, the Canadian dollar has been
fluctuating in a range of around 80 to
83 cents U.S. since the beginning of
the year.

The Bank’s base-case projection
calls for annualized growth of about
2 1/2 per cent in the first half of 2005
and 3 per cent in the second half.
Growth of about 3 1/2 per cent is
expected over the four quarters of
2006, consistent with returning the
economy to full production capacity in
the second half of that year.

Expressed on an annual average
basis, growth in 2005 is projected to be
about 2 1/2 per cent, down slightly
from the January Update, while the pro-
jection for 2006 is little changed at
about 3 /4 per cent.

We continue to expect core infla-
tion to move back to the 2 per cent
target around the end of 2006. Based
on the scenario implied by oil-price
futures, total cpi inflation is projected
to remain slightly above 2 per cent
this year and to move slightly below
2 per cent in the second half of 2006.

Growth in the Canadian economy
this year and next is anticipated to
come primarily from domestic demand,
as net exports are expected to exert a
drag on the economy. To continue to
support aggregate demand, the Bank
decided to leave the target for the
overnight rate unchanged at 2.5 per
cent on 1 March and 12 April. In line
with the Bank’s outlook, a reduction of
monetary stimulus will be required
over time.

The global and Canadian economic
outlooks remain subject to both upside
and downside risks and to uncertain-
ties. These risks include the pace of
expansion in Asia, and the prices of oil
and non-energy commodities. A
further risk relates to the resolution of
current account imbalances, with the risk
of a disorderly correction growing over
time, should these imbalances persist.

Most of the uncertainties with respect
to the Canadian outlook continue to
relate to how the economy is adjusting
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to the relative price changes associated
with major global developments.

Recent Developments

After growing at an annualized
rate of 2.9 per cent in the third quarter
of 2004, the Canadian economy grew
by only 1.7 per cent in the fourth quar-
ter. This was weaker than the projec-
tions in both the October Report and the
January Update.

The major factor behind this slow-
er growth was a decline in exports in
the second half of 2004. Although part
of this drop represented a fall from un-
expectedly high levels in the second
guarter, it more fundamentally reflect-
ed the ongoing adjustment to the past
appreciation of the Canadian dollar. In
contrast, final domestic demand con-
tinued to grow robustly in 2004.
Household spending increased, sup-
ported by monetary stimulus and on-
going gains in real incomes. The pace
of business investment rose sharply to-
wards the end of the year, and busi-
nesses accumulated inventories in the
second hallf.

The weaker-than-projected growth
in the fourth quarter was largely offset
by upward revisions to GDP estimates
for earlier quarters. The level of eco-
nomic activity at the end of 2004 was
therefore broadly in line with the
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Bank’s expectations in the January Up-
date, and slightly below the Bank’s esti-
mate of potential output. So it remains
the Bank’s judgment that the economy
was operating with a small output gap
at year-end. This view is broadly
supported by the responses of firms
to questions about pressures on pro-
duction capacity in the Bank’s spring
Business Outlook Survey.

Core inflation has been broadly
stable over the past year, fluctuating
in a range of 1.5 to 1.8 per cent. Other
measures of the trend of inflation have
also remained below the Bank’s 2 per
cent target. The modest amount of
slack in the economy and lower prices
for import-intensive goods have
worked to keep core inflation below
2 per cent, but higher energy prices
have pushed total cpi inflation to an
average of just over 2 per cent since
last August.

Prospects for Growth and
Inflation

Overall, the global economy has
performed as anticipated, and growth
is projected to remain relatively strong
at around 4 per cent in both 2005 and
2006. While oil prices have moved
sharply higher, other factors are help-
ing to underpin the growth of the glo-
bal economy in the near term,

including favourable financial condi-
tions. As well, the continued strong
economic performance of non-Japan
Asia is expected to make a relatively
larger contribution to global growth
than previously expected.

The underlying momentum of the
U.S. economy remains robust. Contin-
ued strength in business investment is
expected, and exports should be
helped by the past depreciation of the
U.S. dollar. However, the impact of
higher interest rates and higher oil
prices will likely dampen household
spending.

For Canada, despite strong external
demand, especially from the United
States and Asia, net exports are expect-
ed to continue to subtract from growth
during 2005 and 2006. This reflects
both the influence of the past apprecia-
tion of the Canadian dollar—which is
restraining export growth and encour-
aging imports—as well as strong growth
in investment, which has a high import
content.

Economic growth this year and
next is expected to be supported pri-
marily by continued strength in do-
mestic demand. We expect business
capital spending to increase even more
strongly than last year, because of high
commodity prices, favourable financial
conditions, high profits, and further
declines in the prices for imported ma-
chinery and equipment. Consumer
spending is also likely to continue to
grow strongly owing to projected gains
in real incomes, the effect of monetary
stimulus, and high levels of consumer
confidence. Housing investment is not
projected to grow but should remain at
a high level. Government spending
should grow in line with revenues,
since we expect that governments at all
levels will continue to work to maintain
fiscal balance.

Higher oil prices are still expected
to have a modest adverse effect on ag-
gregate demand in 2005. But an in-
crease in investment and production in
the energy sector should more than
offset the negative effects by 2006.
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With the expected slowing of
inventory accumulation, we project
annualized growth to average about
2 1/2 per cent in the first half of 2005,
about 3 per cent in the second half,
and about 3 1/2 per cent through 2006.
This scenario, which includes a reduc-
tion of monetary stimulus over the pro-
jection period, implies that the economy
will return to potential in the second
half of 2006.

One uncertainty around the out-
look relates to the trend rate of growth
of potential output. Over the past two
years, growth in labour productivity
has been close to zero, and increases
in production capacity have been
largely maintained by rapid growth in
labour inputs. For the economy’s pro-
duction capacity to expand at our as-
sumed growth rate of 3 per cent, labour
productivity growth will need to re-
turn to a trend growth rate of around
1 3/4 per cent going forward. The like-
lihood of such growth is supported by
the recent and projected increases in
business investment in Canada and by
continued rapid growth in labour pro-
ductivity in the United States.

Core inflation should remain be-
low 2 per cent through 2005 and most
of 2006, owing to the continued small
amount of excess supply in the econo-
my, the effect of the stronger Canadian
dollar, and the lower prices of some
consumer goods from countries such
as China. There is a risk of some pass-
through of higher energy and other
commodity prices to consumers, but
the risk looks to be small, and the effect
will likely be spread out over time.

All told, we expect core inflation
to stay near 1.7 per cent through the
end of this year. With the economy
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returning to potential in the second
half of 2006 and with expectations
well anchored, core inflation should
rise gradually to 2 per cent around
the end of 2006. Based on the scenario
implied by oil-price futures, total cpi
inflation is projected to stay above
2 per cent for some time, before moving
below 2 per cent in the second half of 2006.

Projection for Core
and Total CPI Inflation
Year-over-year percentage change*
2005 2006

Q1 Q2 Q3 Q4 H1 H2
Core inflation 1.7 1.6 1.7 1.7 1.8 1.9

@an | a@ae | @an | @any] @8 | 19
Total cpi 2.1 2.1 2.3 2.3 2.2 1.8

(24) | 20) | 15 | @5 | 1.7 | (1.8)
wrlI (level)** 50 56 57 57 56 54

47) 47) (45) (45) (43) (42)

*  Figures in parentheses are from the January Monetary Policy Report

Update.

**  Assumption for the price of West Texas Intermediate crude oil
(US$ per barrel), based on an average of futures contracts over the

two weeks ending 7 April 2005.
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