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“With low inflation and a sound fiscal position,

we now have the foundation that should permit

us to move towards full capacity and to explore

what our economy can deliver in terms of sus-

tained growth in output and employment and

better standards of living . . . . this will require

setting a course for monetary policy that will

ensure that the Canadian economy reaches full

capacity smoothly and then continues to grow

over time at a non-inflationary, and therefore

sustainable, pace.”

– Gordon Thiessen

Speech to the Canadian Club of Winnipeg,
Winnipeg, Manitoba
25 March 1998
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CANADA’S INFLATION-CONTROL STRATEGY

Inflation control and the economy

• Inflation control is not an end in itself; it is the means whereby monetary

policy contributes to solid economic performance.

• Low inflation allows the economy to function more effectively and

thereby contributes to better growth over time.

• Inflation-control targets ensure that monetary policy works to moderate

cyclical fluctuations in income and employment. These targets help the

Bank to make more accurate judgments about the growth potential of the

economy.

The monetary policy instrument

• The Bank of Canada uses its influence on short-term interest rates to

achieve a rate of monetary expansion consistent with the inflation-control

target range. The transmission mechanism is complex and involves long

and variable lags—the impact on inflation from changes in monetary con-

ditions is usually spread over six to eight quarters.

The targets

• In February 1991, the federal government and the Bank of Canada jointly

announced a series of targets for reducing inflation to the midpoint of a

range of 1 to 3 per cent by the end of 1995. In December 1993, this target

range was extended to the end of 1998. In February 1998, it was extended

again to the end of 2001.

.• By the end of 2001, the government and the Bank plan to determine the

long-run target for monetary policy consistent with price stability.

Monitoring inflation

• In the short run, there is a good deal of movement in the CPI caused by

transitory fluctuations in the prices of food and energy, as well as by

changes in indirect taxes. For this reason, the Bank focusses on the CPI

excluding food, energy, and the effect of indirect taxes. This measure is

referred to as the core CPI.

• Over longer periods, the measures of inflation based on the total CPI and

the core CPI tend to follow similar paths. In the event of persistent differ-

ences between the trends of the two measures, the Bank would adjust its

desired path for core CPI inflation so that total CPI inflation would come

within the target range.
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1. INTRODUCTION

Canada’s inflation-control targets establish a specific medium-

term objective for monetary policy. In February 1998, the target of

holding consumer price inflation inside a range of 1 to 3 per cent

was extended jointly by the Government of Canada and the Bank

of Canada to the end of 2001. The Bank also indicated that there

would be no change in the way in which policy was conducted

under the targets (see the appendix, page 33).

Because of the lags between the Bank’s policy actions and

their ultimate effect on inflation, policy decisions have to be for-

ward-looking. Consequently, these decisions are necessarily based

on projections of an uncertain future and must respond to unex-

pected events, both economic and financial.

Since last November’s Monetary Policy Report, a number of

unanticipated developments have required reassessment and

response by the Bank. The unfolding events in Asia and the sharp

decline in primary commodity prices, which have had significant

economic and financial market implications for Canada, were not

readily predictable. At the same time, an unexpectedly strong U.S.

economy has helped to partly offset the negative effects of the

Asian crisis. Late last year, inflation temporarily dropped below

1 per cent (the lower bound of the Bank’s target range). In addi-

tion, strikes by postal workers and by Ontario teachers in the

fourth quarter of 1997, together with the January ice storm in

eastern Canada, have had significant short-term effects on pro-

duction and demand in the economy.

During this period of uncertainty and temporary setbacks, the

Bank attempted to identify the more lasting influences on the

economy and inflation. In addition, it had to address the volatility

in financial markets associated with the uncertainty surrounding

the shocks. This volatility was most clearly evident in several

sharp declines in the external value of the Canadian dollar. Under

these circumstances, the Bank raised short-term rates three times

since the November Report, by a total of 125 basis points. These

actions were prompted by two basic considerations. First, despite

the fallout from the problems in Asia, the underlying momentum

of the Canadian economy remained positive, and the persistent

decline in the Canadian dollar was leading to an undesirable eas-

ing in monetary conditions, which were already stimulative. Sec-

ond, at times, the speed of decline in the currency was such that,

had it continued, there was a clear risk that investor confidence in

Canadian dollar assets would have been undermined.
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This report includes information received to 24 April 1998.
The 1 to 3 per cent infla-
tion-control target has
been extended to the end
of 2001.

Over the past six months,
several unanticipated
developments have
required reassessment
and response by the Bank.

To prevent an undesired
easing of monetary
conditions and to address
financial market volatil-
ity, the Bank Rate was
increased.
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Although there are continuing uncertainties and downside

risks to the immediate outlook, stemming from the Asian situa-

tion, there have been signs that stability is returning to most of

southeast Asia and Korea. On balance, the Bank feels that the eco-

nomic expansion in Canada, supported by both external and

internal factors, will remain solid through this year and into 1999,

although not as strong as expected last autumn. The details of this

outlook and the policy implications for maintaining inflation

inside the Bank’s target range are the subject of this Report.

2. RECENTDEVELOPMENTS ININFLATION

Core inflation (CPI excluding food, energy, and the effect

of indirect taxes) dropped temporarily below the Bank’s 1 to

3 per cent target range late last year. On balance, however, it

declined only slightly over the past six months. Contributing to

the decline were intensifying competitive pressures in the retail

market.

Inflation and the target range

The 12-month rate of increase in the core CPI edged down

from 1.5 per cent last September to 1.2 per cent in March

(Chart 1). This decline was not anticipated in last November’s

Report.
It was noted at that time that retailers were trying to restore

profit margins by raising prices. In fact, price discounting subse-

quently increased as competition among retailers to maintain or

expand market share intensified. There still appears to be signifi-

cant excess capacity in this sector, which will probably take quite

some time to correct. Currency depreciations in Asia also intensi-

fied competition, particularly among motor vehicle producers.

More fundamentally, the ongoing slack in product markets has

continued to put downward pressure on inflation. The major off-

setting factor working to hold inflation up appears to be expec-

tations of inflation that remain close to the 2 per cent midpoint

of the range.
The solid expansion of
the Canadian economy
continues.

Core CPI inflation has
been slightly lower than
anticipated in the last
Report  . . .

 . . .  partly because of
intensified competition
in the retail market.
6
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The brief fall of core CPI inflation below the target range last

November and December was caused by transitory factors. These

included increased automobile rebates, exceptionally heavy dis-

counts on clothing, promotions of new cablevision channels, and

an earlier-than-expected seasonal decline in hotel rates.

The levels of two other statistical measures of the trend rate of

inflation (CPIX and CPIW) are currently very similar to that of

core inflation (Chart 2).1

1. CPIX excludes the eight most volatile components from the CPI as well as
the effect of indirect taxes on the remaining components. CPIW multiplies
each CPI basket weight by an additional weight that is inversely proportional
to the component’s variability. For a detailed discussion, see Technical Box 1
in the November 1997 Report.

Chart 1
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Temporary factors led
core CPI inflation to drop
below the target range
for a short time.
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.

The 12-month rate of increase in the total CPI was 0.9 per cent

in March 1998, compared with 1.6 per cent in September 1997.

This decline is mainly tied to falling energy prices stemming from

lower prices for crude oil.

Broad inflation measures have also eased substantially since

the last Report. The chain price index for GDP—a measure of price

changes using weights that adjust to keep up with shifts in the

composition of spending—showed no inflation at the end of 1997

from its level a year earlier, compared with a year-over-year rate

of 1.0 per cent in the second quarter of 1997 (Chart 3). In addition

to the factors lowering CPI inflation, the broad measures, which

include the prices of exported products, have been directly

affected by the considerable decline in the prices of primary com-

modity exports (Chart 4 and Technical Box 1).

Chart 2

The Core CPI and Statistical Measures of the Trend Inflation Rate
Year-over-year percentage change
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Lower energy prices also
contributed to the decline
in total CPI
inflation.

Broad inflation measures
also eased, partly because
of lower prices for pri-
mary commodities.
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For manufacturing, the aggregate industrial product price

index has shown relatively modest increases on a year-over-year

basis (Chart 5). These gains have mainly reflected the impact of

the Canadian dollar depreciation on export prices for such prod-

ucts as motor vehicles and many manufactured commodities,

where contracts are typically in U.S. dollars.

Chart 3
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Year-over-year percentage change

Chain price index for GDP
(excluding inventories)

Core CPI

0

1

2

3

4

5

6

7

0

1

2

3

4

5

6

7

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998

Chart 4
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Technical Box 1

Recent Movements in Primary Commodity Prices

The Bank of Canada’s primary commodity price index (measured in U.S. dol-

lars) decreased by about 12 per cent between the second quarter of 1997 and the first

quarter of 1998. Part of this decrease reflects the strength of the U.S. dollar against

the currencies of other industrial countries. Measured in terms of G-7 currencies, the

index fell by about 8 per cent over the same period. Price declines were particularly

pronounced for base metals, lumber, livestock, and crude oil.

Prices for commodities were driven down by both demand and supply factors.

Actual and anticipated reductions in worldwide demand, related primarily to

developments in Asia, have led to lower prices for many commodities, including

base metals. The oversupply of metals has been exacerbated by new mines coming

into production as well as by additional supply from existing operations in coun-

tries such as Russia (nickel), Chile (copper), and China (zinc). Although U.S. hous-

ing demand remained strong, ongoing weakness in the Japanese housing market

and increased U.S. lumber supplies contributed to a large drop in lumber prices

over 1997 and the first quarter of 1998. Livestock prices, particularly for hogs, have

also weakened, owing to greater global supply and lower demand from Asia.

Crude oil prices were pushed down by an increased supply from OPEC and

non-OPEC countries, weaker Asian demand, and low North American demand

because of mild weather. The price of crude oil fell 20 per cent in the first quarter of

1998, as Middle East tensions dissipated and the United Nations announced its

intention to allow higher Iraqi exports under the oil-for-food program. At the end of

the first quarter, prices recovered when OPEC and some other major producers

announced plans to cut production for the balance of the year.

The full extent of the decline in commodity prices is difficult to explain using

only fundamental demand and supply factors, especially given the continuing

strength in world demand stemming from U.S., European, and Latin American

growth. There seems to have been some overshooting on the downside—perhaps

an overreaction to developments in Asia. The Bank’s outlook therefore incorporates

a gradual recovery of commodity prices in the second half of 1998 to more closely

reflect the economic fundamentals. The speed of the recovery will depend in part on

developments in Asia.

Bank of Canada’s Commodity Price Index* Commodity Prices (U.S.$)
(1997Q2 = 100) (1982-90 = 100)
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Factors at work on inflation

Aggregate demand and supply

As expected, the Canadian economy expanded at a rapid pace

during 1997, with real GDP increasing by 4.2 per cent (fourth

quarter over fourth quarter). This expansion continued to be sup-

ported by accommodative monetary conditions and by strong

growth in the U.S. economy. It was accompanied by marked gains

in employment during the year. Over the second half of 1997, the

underlying momentum of the economy remained robust. How-

ever, two major strikes (postal workers and Ontario teachers)

shaved about 0.5 percentage points off GDP growth, which was

recorded at 3.5 per cent.

Several temporary influences also affected the pace of activity

in the first quarter of 1998. The recovery from the fourth-quarter

labour disruptions provided a boost to economic growth. In con-

trast, the January ice storm in eastern Canada, which has signifi-

cantly affected the month-to-month changes in activity, is

estimated to have lowered real GDP growth in the first quarter by

about 0.2 percentage points. This should subsequently be more

than made up as a result of the reconstruction effort. At the same

time, the fallout from developments in Asia and lower commodity

prices began to have a tempering effect on growth. When all the

factors are considered, growth in the first quarter is estimated to

have been in a range of about 3 to 3 per cent (at an annual

rate).

Chart 5
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year was largely as
expected.
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Export volumes rose briskly in the second half of 1997, partly

because of strong U.S. demand for machinery and equipment and

consumer durable goods. Exports of non-energy commodities also

grew substantially in spite of price declines. But within this cate-

gory, lumber exports fell markedly, following a sharp decline in

housing demand in Japan. More generally, exports to Japan and

other Asian countries declined over the period, but these account

for only about 8 per cent of Canada’s total merchandise exports.

In the last half of 1997, businesses continued to substantially

increase their spending on capital goods, especially on machinery

and equipment.

Investment in non-farm inventories also rose in this period,

stimulated by continued strong growth in sales. At times, some

inventory imbalances emerged in certain segments of the retail

sector, such as motor vehicle dealerships and department stores.

At year-end, inventories still appeared to be too high in some

retail categories (such as department stores).

Household expenditures continued to rise strongly in the sec-

ond half of 1997, although at a slightly lower rate than in the first

half. Consumer spending on durable goods, particularly motor

vehicles, grew at a healthy pace, as a result of low interest rates,

pent-up demand, and continued marked gains in employment.

The very substantial increases in both full-time jobs and hiring by

firms (as opposed to self-employment) have kept consumer confi-

dence high (Charts 6 and 7). It appears, however, that some

spending on motor vehicles towards year-end was brought for-

ward from the first quarter of 1998 in response to special financ-

ing incentives and rebates offered by North American producers.

The growth of household spending on items other than consumer

durable goods slowed somewhat, partly in response to the effect

of the work stoppages on incomes.
The buoyant U.S.
economy continued to
contribute to strong
growth in Canada’s
exports.

Spending by businesses
on capital goods
continued to rise.

Low interest rates and
increased employment
contributed to further
gains in household
spending.
12
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Imports continued to increase substantially in the second half

of 1997. This rise was especially pronounced because the growth

in domestic spending came mainly from purchases of machinery

and equipment and motor vehicles, a large portion of which tend

to be imported. In addition, many of our highly manufactured

exports have a very large import content. As Asian currencies

depreciated, imports from these countries, which account for

about 12 per cent of Canada’s total merchandise imports, rose

more strongly than total imports.

Chart 6
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Technical Box 2

Canada’s Current Account

Canada’s current account deficit widened by about 2.5 per cent of GDP through

1997. This resulted from a number of factors: vigorous growth in domestic demand,

a shift in spending towards import-intensive goods, a fall in primary commodity

prices, a substantial rise in the reinvested earnings of foreign-controlled corpora-

tions in Canada (which are recorded as payments to non-residents), and lower net

exports to Asia. Loss of overall competitiveness was not a factor, since measures of

costs relative to those of Canada’s major trading partners improved markedly

through the year as the Canadian dollar weakened and unit labour costs fell in

domestic currency terms.

The widening of the current account deficit primarily reflected a pronounced

narrowing of the merchandise trade surplus. The terms of trade for goods fell 3 per

cent on a fixed-weight basis over the year, mainly because of a drop in the prices of

those primary commodities of which Canada is a net exporter. Export volumes

increased rapidly, reflecting robust growth in U.S. aggregate demand and our

favourable competitive position. Import volumes rose even more strongly than

exports, however, largely in response to a sharp increase in domestic demand for

machinery and equipment and for consumer durables.

In the investment income account, the substantial increase in the reinvested

earnings of foreign-controlled enterprises operating in Canada reflected a marked

improvement in profits and higher levels of investment spending. The rollover of

debt at lower interest rates helped restrain net interest payments on portfolio invest-

ment to a modest year-on-year increase in the fourth quarter of 1997.

Since it is affected by so many factors, the current account balance is very diffi-

cult to predict. There are, however, a number of developments that are likely to nar-

row the deficit during 1998: demand should become less heavily weighted towards

import-intensive goods, commodity prices should strengthen, and the competitive

position of Canadian producers should continue to stimulate gains in net export

volumes. Moreover, new capacity coming on stream should provide impetus to cer-

tain export categories, such as natural gas. Finally, the rollover of long-term debt at

lower interest rates will continue to help contain outflows of net investment income.

Components of Current Account Balance
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With imports rising more strongly than exports and commod-

ity prices declining, there was a further deterioration in the cur-

rent account deficit to almost 3 per cent of GDP at year-end

(Technical Box 2).

In the first quarter of 1998, the recovery from the two major

strikes gave a boost to household spending on items other than

motor vehicles and energy. Consumer expenditures were also

supported by continued strong employment growth in the private

sector. On balance, however, the underlying pace of expansion

moderated somewhat. Lower shipments of energy commodities

and a reduction in the growth of automotive product exports led

to slower export growth than in the second half of 1997, and the

rate of increase in business investment slowed from last year’s

robust pace. Because of the reduced demand for energy (reflecting

the relatively mild winter) and a decline in motor vehicle sales,

imports were little changed.

With aggregate spending during the last half of 1997 and early

this year continuing to expand at a rate greater than the growth of

potential output, slack in the economy continued to be taken up.

Bank staff estimate that the output gap narrowed to about

1 per cent at the end of 1997, down from 1 per cent at mid-

1997 (Chart 8).

There is considerable uncertainty about the measurement of

the output gap. Nonetheless, it is useful for policy purposes to

make provisional point estimates of its most likely value. These

estimates are reviewed as new data come in.

41 43

Chart 8
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 . . .  and, together with
a decrease in commodity
prices, contributed to a
further deterioration in
Canada’s current account
position.

Growth in the first
quarter of 1998 was led
by household spending.

The amount of excess
capacity continued to
diminish  . . .

 . . . but there is consider-
able uncertainty about the
size of the output gap.
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Cost control

Wage increases remained moderate in the second half of 1997.

Annual wage settlements in the unionized private sector averaged

1.7 per cent, compared with 2.4 per cent in the first half (Chart 9).2

Wage settlements in the public sector edged up, averaging 1.4 per

cent in the second half of 1997. The average pay increase for non-

unionized employees was 2.6 per cent in 1997, based on the Con-

ference Board of Canada’s compensation outlook survey. Thus,

the average underlying wage increase in the total economy is

estimated to have been close to 2 per cent on a year-over-year

basis. This is confirmed by a new source of wage data from Statis-

tics Canada. For instance, in the first quarter of 1998, the year-

over-year increase in the average hourly wage, excluding over-

time, was 1.5 per cent for all permanent employees and 2.4 per

cent for permanent full-time employees.

Productivity growth increased last year, partly because of the

cyclical pickup in output.3 As a result, unit labour costs edged

down by year-end (Chart 10). The growth of labour income per

2. The reduction in average private sector wage settlements in the second half
of 1997 mainly reflected a large increase in the proportion of settlements in
the service sector. Wage increases in the service sector have recently been
lower than those in the goods-producing sector.
3. Productivity is measured as output per employee because of concerns that
the volatility of recent data on the average work week may be distorting the
underlying picture of productivity growth measured as output per person-
hour.

Chart 9
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Wage gains in the
second half of 1997
were moderate  . . .

 . . .  and productivity
increased, so that unit
labour costs edged down.
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employee had been unexpectedly high early in 1997 because of

larger-than-normal bonus payments that were associated in part

with the productivity gains.

3. ACHIEVING THE INFLATION-CONTROL

TARGETS

The Bank aims at directing monetary conditions along a path

that will move the trend rate of inflation towards the centre of the

target range over time. In making its judgment about this desired

path, the Bank uses information from many sources on develop-

ments that will influence the trend of inflation. Most important is

the expected trend in the level of aggregate demand relative to

the economy’s potential supply. Since there is considerable uncer-

tainty about the future evolution of these variables, the desired

level of monetary conditions at any time is not precise, but rather

is a range within which the Bank is comfortable. New information

and changing views of the probable profile of spending and its

implications for future inflation may change the desired path for

monetary conditions. At times, there may be considerable uncer-

tainty regarding the effects on the Canadian economy of external

or domestic shocks. In these circumstances, it may be appropriate

for the Bank to wait for more information before deciding on any

change in the path for monetary conditions. In the meantime,

Chart 10
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The Bank adjusts mone-
tary conditions to
achieve its inflation-
control target.

The desired level of
monetary conditions at
any time is not precise
but is a range within
which the Bank is
comfortable  . . .
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monetary conditions may fluctuate over quite a wide range with-

out drawing a response from the Bank.

In the Report issued last November, the Bank drew attention to

the anticipated closing of the output gap over the coming quarters

and to the implied need for some reduction, over the medium

term, in the degree of monetary stimulus being provided to the

economy. The November Report also recognized the unfolding sit-

uation in Asia, noting that close attention would have to be paid

to the implications for the Canadian economy.

As the crisis in southeast Asia deepened and spread to Korea

(see Technical Box 3), there was a tendency for financial markets

and commentators to assume a “worst-case scenario.” Pessimistic

views about the impact of the Asian crisis on the evolution of

commodity markets and on the Canadian economy, together with

a worldwide flight to U.S. assets by investors, resulted in a reduc-

tion in the relative attractiveness of Canadian dollar instruments.

This was exacerbated by the occasional recurrence of nervousness

about political developments in Quebec. In addition, there was

some uncertainty in the markets about the likely reaction of mon-

etary policy to all these developments. Together, these factors led

to volatility in Canadian financial markets and several episodes of

sharp downward pressure on the Canadian dollar. The extent of

the resulting depreciation was seen by the Bank as an inappropri-

ate easing of monetary conditions. Some important positive devel-

opments for the Canadian economy appeared to have been

overlooked by markets, particularly the persistent strength of the

U.S. economy, as well as the significant declines in medium- and

long-term interest rates. Under the circumstances, the Bank raised

the Bank Rate on three occasions, by a total of 125 basis points.

These actions were intended both to counter the undesired easing

in monetary conditions and to forestall a potential loss of confi-

dence in Canadian dollar assets.

The forces at play resulted in considerable volatility in mone-

tary conditions over the past six months, and the Bank’s monetary

conditions index (MCI) has fluctuated over a relatively wide

range (Chart 11). A low of -6.2 was reached near the end of Janu-

ary. Since then, the MCI has varied between -4.5 and -5.5. This

means that, following the increases in short-term interest rates,

monetary conditions have been somewhat less stimulative com-

pared with the very accommodative range of -5.0 to -6.0 that had

prevailed for much of 1997.
. . . and may change with
new information.

Several factors,
including developments
in Asia, have affected
desired monetary
conditions.

Monetary conditions
have fluctuated widely
and, on balance, have
been somewhat less
stimulative over the
period.
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Technical Box 3

The Asian Crisis

The turmoil in Asia can be explained largely by underlying structural weak-

nesses and the emergence of significant macroeconomic and financial imbalances.

The five countries most adversely affected have been Korea, Indonesia, Malaysia,

the Philippines, and Thailand. Since mid-1997, the exchange rate in Indonesia has

fallen by roughly 70 per cent against the U.S. dollar, while those of the other affected

countries have declined by between 30 and 35 per cent. Stock markets in the

region have fallen by 20 per cent or more in local currency terms over the same

period. After years of very rapid growth, economic activity in the region is expected

to slow significantly in 1998. Over the longer term, if measures are taken to

strengthen financial sectors, improve governance, and enhance the role of market

incentives, these economies should again be among the fastest-growing in the

world.

The Asian crisis is expected to affect industrialized economies in a number of

ways. The decline in economic activity in the Asian countries and the depreciation

of their exchange rates will reduce their demand for imports. In addition, the

improved competitive position of Asian exporters is likely to lead to some displace-

ment of domestically produced goods in the industrialized world. The crisis is also

contributing to lower world commodity prices, as Asian countries reduce their

demand for imports while boosting domestic production. This in turn is feeding

into lower actual and expected trend inflation worldwide.

For 1998, the latest World Economic Outlook of the IMF suggests that world eco-

nomic growth will be 1.2 percentage points lower than forecast in September 1997.

The largest downward revisions are for Japan and the newly industrialized econo-

mies of Asia. The negative effect of the Asian crisis will be partly offset by positive

developments, such as the ongoing momentum of the U.S. economy. Growth in G-7

countries in 1998 is expected to be down only 0.2 percentage points compared with

expectations before the Asian crisis.

Real GDP Growth Forecasts for 1998

Forecast made

September 1997

Forecast made

April 1998

United States 2.6 2.9

Japan 2.1 0.0

Germany 2.8 2.5

G-7 countries 2.5 2.3

Newly industrialized Asian economies* 6.0 1.8

Developing Asian economies** 7.4 4.4

World 4.3 3.1

Source: IMF World Economic Outlook published October 1997 and May 1998
* Hong Kong, Korea, Singapore, and Taiwan
** Asia, excluding Japan and newly industrialized Asian economies
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As a result of the three changes, the Bank Rate increased from

3.75 per cent to 5 per cent (Chart 12). The increase on 25 Novem-

ber was 25 basis points, while those on 12 December and 30 Janu-

ary were 50 basis points each. Short-term yields rose in step with

these increases. With little change in short-term rates in the

United States, three-month differentials have narrowed, but Cana-

dian short-term rates are still some 60 to 70 basis points below

those in the United States.

Chart 11
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Following the interest rate increases, the Canadian dollar

recovered from the record low of 68.10 U.S. cents on 29 January

(Chart 13). Nevertheless, over the past six months the Canadian

dollar fell in value by about 1 per cent against the U.S. dollar.

The U.S. dollar’s persistent strength against all major currencies

over the period stemmed from the U.S. economy’s strong per-

formance. It also reflected a shift by investors towards the world’s

most liquid financial market in response to the turbulence in Asia.

As a result, when measured against the currencies of all the G-10

countries, the Canadian dollar has declined less than against the

U.S. dollar alone.4

Bond markets in many countries in the G-10 area, including

Canada, have been buoyant, partly because of an improved infla-

tion outlook, and partly because of the flight of capital from Asian

countries. In spite of the increases in domestic short-term interest

rates, Canadian bond yields have declined to new lows. More-

over, the negative long-term differential against the United States

has persisted despite the safe-haven attraction of U.S. dollar

investments.

4. While the Canadian dollar has risen steeply against the currencies of
southeast Asia and Korea, the effect of that movement will, to a significant
extent, be offset because inflation in most of these countries has increased
appreciably. Moreover, our trade with these countries is relatively modest.
As a result, when account is taken of inflation differences between Canada
and other countries, movements in the exchange value of the Canadian
dollar on a trade-weighted basis are broadly similar, whether we use the
G-10 index or a broader index that includes a number of Asian and Latin
American currencies. The additional countries included in the broader index
are Australia, Norway, China, Hong Kong, Korea, Malaysia, Singapore, Thai-
land, Indonesia, Taiwan, Argentina, Brazil, Chile, and Mexico.

Chart 13
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The Canadian dollar
had a mixed six months,
depreciating against
the U.S. dollar while
appreciating against
overseas currencies.

Long-term interest rates
continued their decline . . .
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The rise in short-term rates and the decline in long-term rates

has caused the yield curve to pivot, and to have a progressively

flatter slope (Chart 14). In the past, the slope of the yield curve

has been a good predictor of changes in output, and such a flat-

tening has often been followed by slower output growth. How-

ever, the declines in bond yields over the past couple of years

have largely resulted from lower expectations of inflation and

lower risk premiums. These lower risk premiums provide a stim-

ulus to economic activity (see Technical Box 4).

4. THE OUTLOOK FORINFLATION

When assessing the likely path of inflation over the next two

years, the Bank looks closely at the current and anticipated

amount of aggregate excess supply or demand, measures of infla-

tion expectations, and the rate of monetary expansion. The Bank

reviews all important factors, both external and internal, that

could influence the evolution of aggregate demand and supply.

Aggregate demand and supply

The effect of the Asian crisis on the world economy and the

sharp declines in commodity prices, stemming from the crisis and

from other sources, represent a significant negative external shock

for the Canadian economy. However, the effects of this shock are

being partly offset by positive developments elsewhere. In

response to the Asian crisis and to an improved inflation outlook,

Chart 14
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 . . .  with lower risk
premiums providing
important stimulus
to economic activity.

Robust expansion should
continue as the negative
shock from Asia is partly
offset by other positive
developments.
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Technical Box 4

The Decline in Long-Term Interest Rates

Canadian long-term interest rates have declined remarkably. Since the start of

1995, the yield on Government of Canada long-term bonds, shown in the chart

below, has fallen from over 9 per cent to about 5 per cent, the lowest rate since

the 1960s. Yields in the United States and other advanced economies have also

declined, although more moderately. The persistent, negative Canada-U.S. spread

that emerged last year is unprecedented.

Two factors have been essential to the improved spread. First, a lengthening

period of low inflation has strengthened confidence in the long-run value of Cana-

dian dollar assets. The explicit monetary policy target gives bondholders a formal

commitment to continued low inflation. Second, the rapid elimination of deficits by

Canadian governments has alleviated some deep uncertainties. Large deficits over

many years, and the prospect of their continuation, had created concerns about the

level and incidence of taxes; the diversion of savings from more productive uses; the

buildup of external liabilities, which was likely to undermine the exchange rate; and

the risk that a future government might adopt inflationary policies to lighten its

debt load. The rapid fiscal improvement thus played a major role in the extent and

timing of the fall in domestic bond yields. Even though the stock of debt and the

associated interest payments remain very high, maintenance of the current fiscal

position would imply a steady decline in the ratio of government debt to GDP and,

hence, in the burden of debt service.

Some respite from the uncertainty about the political future of Quebec over

much of the period since the 1995 referendum also contributed to the strength of the

Canadian bond market.

The decline in long-term borrowing costs brings pervasive benefits to Canada.

Investment in long-lived assets is encouraged; asset values rise; and government

interest payments are reduced. Because of the sizable net foreign debt, national

income improves as external interest payments decline. In an environment of sound

monetary and fiscal policies, long-term interest rates should remain low, even at

times when short-term rates rise. Indeed, the further decline in bond yields since

November has occurred in the face of such an increase.
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medium- and long-term interest rates have declined in the major

industrial countries, including Canada. These declines in rates

have also helped to boost the value of equities. Recent financial

market developments are thus working to help sustain demand in

many industrial countries. In addition, and perhaps most impor-

tantly, the U.S. economy has continued to outperform expecta-

tions.

The expansion of aggregate demand in the United States was

surprisingly strong throughout 1997 and outstripped the esti-

mated growth of capacity. Although the momentum of the U.S.

economy continued to be greater than expected into the first quar-

ter of 1998, the growth of real GDP should slow to a more sustain-

able rate this year as net exports decline in response to a loss of

competitiveness and weak Asian demand. An anticipated inven-

tory correction should also moderate growth somewhat.

U.S. inflation, as measured by the CPI excluding food and

energy prices, has been stable at around 2.2 per cent since last

September. Although the strong U.S. dollar is expected to put fur-

ther modest downward pressure on inflation over the remainder

of this year, the recent rise in wage pressures could push inflation

up in 1999.

Monetary conditions in the United States have continued to

tighten since mid-1997, owing to the appreciation of the U.S. dol-

lar. The low inflation rate and the anticipated impact of the Asian

crisis on the U.S. economy have helped to keep short-term rates

steady. However, unless the Asian crisis has a significant dampen-

ing effect on the U.S. economy over the longer term, the Federal

Reserve may be faced with the need to raise interest rates to coun-

ter a buildup of inflation pressures.

Developments in Mexico have also been positive. Growth in

1997 averaged 7 per cent and is expected to remain robust this

year.

In the major European countries, the situation has been mixed.

Growth in the United Kingdom has begun to slow in response to

past tightening in monetary conditions and increased fiscal

restraint. Domestic demand in France and Italy has strengthened,

while in Germany it has remained relatively weak. With growth

in the continental European economies expected to pick up in the

first half of 1998, the overall outlook for Europe in 1998 is bright.

The Japanese economy failed to recover significantly in the

second half of 1997, after contracting sharply in the second quar-

ter. The government has taken important actions to recapitalize

financial institutions, and further fiscal measures are planned.

Despite these initiatives, little economic improvement is expected

this year, owing to the adverse impact of the Asian crisis, the fra-

gility of the financial sector, and the low level of consumer and
U.S. economic growth is
expected to slow to a more
sustainable rate . . .

 . . .  while economic
expansion is expected to
strengthen in Europe  . . .

 . . .  but little improve-
ment is expected in the
Japanese economy.
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business confidence. Increasingly, the Japanese economy is

becoming the major source of uncertainty for the world economy.

International commodity prices are expected to recover some-

what in the second half of 1998. The anticipated reduction in glo-

bal excess capacity, together with a correction for some possible

overshooting of commodity markets on the downside, should

contribute to a firming in the prices of industrial materials.

Overall, the growth of Canadian exports is expected to ease

this year, as developments in Asia and an anticipated moderation

in U.S. economic growth more than offset the stimulus of the

recent exchange rate depreciation. The recent decreases in com-

modity prices are likely to lead to further cutbacks in production

at high-cost sites. This could adversely affect the volume of com-

modity exports over the near term, until the expected rise in com-

modity prices occurs.

On the domestic front, business investment, supported by low

medium- and long-term interest rates, is expected to remain rela-

tively strong in 1998. Capital outlays will also be boosted by the

rebuilding of electrical transmission and distribution networks

made necessary by the ice storm in eastern Canada. Overall, how-

ever, the increase in business investment will likely be less than

the strong gains in both 1996 and 1997, as some resource-based

projects will be held back by past decreases in commodity prices.

Inventory investment is likely to be reduced somewhat as some

retailers correct stock imbalances.

Continued gains in full-time employment, low interest rates,

and rising private sector wealth should support robust growth in

household demand, including housing. But there is some risk that

consumer outlays will be less buoyant, to the extent that much of

the pent-up demand for consumer durables and housing has

already been met.

On the basis of the evidence currently available, the Bank

anticipates growth of about 3 per cent (at annual rates) through

to the fourth quarter of 1998 and into the first half of 1999. On an

annual average basis, the implied growth for 1998 is also 3 per

cent. This is somewhat stronger than the most recent average of

private sector forecasts, which has edged down to 3.3 per cent. In

the Bank’s view, the economy should reach a level close to the

current estimate of full capacity during the course of 1999. Since

estimates of full capacity are inexact, the Bank will closely moni-

tor all the indicators that could provide information on the capac-

ity of the economy. Throughout the remainder of this year,

however, slack in goods and labour markets should continue to

put downward pressure on inflation.
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Recent declines in
commodity prices are
likely to moderate the
growth of both exports . . .

 . . .  and business
investment this year.

Continued employment
gains and low interest
rates should, however,
support robust growth in
household demand.

The Bank anticipates
average growth of about
3 per cent to the
middle of 1999.
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Temporary factors affecting inflation

While a number of structural changes are still under way in

the retail sector, the recent degree of price discounting could

lessen somewhat through the rest of 1998. Recent Asian currency

movements, however, may contribute to some price cutting—par-

ticularly for motor vehicles, other durable goods, clothing and

footwear—as retailers turn to cheaper sources of supply. In con-

trast, the recent depreciation of the Canadian dollar against the

U.S. dollar will put upward pressure on the prices of many

imported goods over the next year or two. On balance, these tem-

porary factors should have little net effect on the core CPI in the

next few months. More upward pressure on prices is likely, how-

ever, towards the end of this year and into 1999, as the lagged

effects from the recent depreciation of the Canadian dollar against

the U.S. dollar become increasingly important.

Cost control

Wage rates are expected to rise at a moderate rate through

1998 because of low price inflation and continued excess supply

in the labour market. Productivity growth may edge down this

year along with output growth, so unit labour costs may increase,

but only modestly. Such an outlook for labour costs would be con-

sistent with core inflation remaining in the lower half of the target

range this year.

Measures of inflation expectations

In the regular survey reported in the Conference Board’s

December Index of Business Confidence, 78 per cent of respondents

continued to expect inflation to be 2 per cent or less over the near

term. This is down slightly from 84 per cent in the September sur-

vey (Chart 15). A survey of private forecasters by the Department

of Finance in February showed CPI inflation averaging 1.5 per

cent this year and 1.7 per cent in 1999. More recent projections for

1998 average 1.3 per cent. Over the past six months, forecasters

have revised their near-term projections downwards (2 per cent

had been predicted for 1998 last September) in response to the

unexpected decline in inflation observed in November and

December and expectations that slack in the economy would take

longer to be absorbed. Long-term inflation forecasts gathered by

Consensus Economics Inc. are very close to the midpoint of the

target range (Chart 16).
Temporary factors should
have little net effect on
core inflation over the
next few months.

The anticipated modest
rise in unit labour costs
would be consistent with
core inflation remaining
in the bottom half of the
target range this year.

Inflation expectations are
still consistent with the
inflation-control target
range.
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As the yield on conventional bonds has continued to decline,

so has the differential between the yields on nominal and Real

Return Bonds (Chart 16). Since November, this spread has fallen

below 2 per cent, the midpoint of the current inflation-control tar-

get range. This should not be taken as a precise estimate of the

expected rate of inflation because the yield spread is also affected

by differences in secondary market liquidity and by the shifting

portfolio needs and preferences of investors. Nevertheless, the

decline in the nominal-real interest differential is clear evidence

that the financial markets have increasing confidence in low infla-

tion over a long horizon.

Chart 15
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Monetary indicators

After slowing in the second half of 1997, the year-over-year

growth of narrow money, M1, picked up in the first quarter of

1998.5 However, slowing is expected to resume in the second half

of 1998 and to continue into 1999. An appreciable part of the

surge since 1996 has been due to the introduction of more attrac-

tive interest rates paid on demand deposits and to the decline of

other short-term interest rates in recent years. The portfolio shifts

occasioned by these developments should now be almost com-

plete. The Bank estimates that a long-run rate of increase in M1 of

about 2 to 5 per cent would be consistent with inflation within the

target range and growth at potential.

The current rate of M1 increase remains high enough to sup-

port robust growth of output, and declining excess capacity, in the

first half of 1998 (Chart 17). As the chart shows, there has been a

fairly close correspondence over the business cycle between

changes in the real value of M1 and those in GDP about two quar-

ters later.

5. An article in the spring 1998 issue of the Bank of Canada Review provides a
more detailed review of the developments in the monetary aggregates.

Chart 17
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Broad money represents a liquid store of value. The Canadian

broad aggregates consist mainly of liquid assets held by the per-

sonal sector, and their behaviour may carry information about the

value of planned outlays by households. In fact, broad money

has, in the past, been a good indicator of short-term nominal

spending and core inflation. But the enormous shift from deposits

to mutual funds has rendered the previously accepted definitions

obsolete. For the time being, we can only estimate a range for the

underlying growth. An adjusted M2+ aggregate, which contains

only mutual funds sponsored by deposit-taking financial institu-

tions, provides a lower bound; the corresponding upper bound

can be derived from a very broad aggregate M2++, which

includes all mutual fund holdings. On this basis, underlying

broad money growth over the past year is estimated at between

1 and 7 per cent (Chart 18). The Bank is engaged in research to

provide a more precise measure within this band. As matters

stand, the rates of increase recently experienced seem to be in line

with continued low inflation.

Chart 18

Core Inflation and Broad Money Growth
Year-over-year percentage change
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Inflation projection

Three factors should put some upward pressure on core infla-

tion. First, inflation expectations appear to be above the current

rate of inflation. Second, some of the effect of the intense compet-

itive pressures in the retail sector that has been putting down-

ward pressure on inflation should wear off in coming months.

Third, the recent depreciation of the Canadian dollar will tend to

raise prices slightly.

At the same time, there are factors that lead us to expect core

inflation to remain below the 2 per cent midpoint: slack in prod-

uct and labour markets; continued growth in productivity that

will limit rises in unit labour costs; and downward pressure on

the prices of imports from East Asia.

Overall, we expect our measure of core CPI inflation to

increase slightly over the balance of 1998. Our projection for the

end of the year and the first half of 1999 is between 1 and

2 per cent. None of the factors at work imply a persistent rise in

the trend rate of inflation.

21
Core inflation is
expected to remain in
the lower half of the
inflation-control target
range.
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5. CONCLUSIONS

In last November’s Report, it was concluded, based on the

strength of the economic outlook at that time, that measured steps

to moderate the degree of monetary stimulus would be required

over the medium term to preserve low inflation and bring about a

long-lasting expansion.

This Report continues to present the view that the underlying

momentum of the Canadian economy is strong. However, in light

of the impact of the Asian situation and lower commodity prices,

the outlook is not quite as strong as had been expected. On the

basis of the evidence currently available, the average annual rate

of economic expansion through to the middle of 1999 is projected

to be about 3 per cent.

Prospects for inflation are little changed. For the balance of

1998 and the first half of 1999, our measure of core CPI inflation is

expected to rise slightly but to stay in the lower half of the infla-

tion-control target range.

While the uncertainty surrounding the outlook is much

greater than usual, the risks associated with it appear balanced.

The main downside risks relate to developments in Asia and com-

modity prices. Offsetting these is evidence, particularly from the

continuing strength of the U.S. economy and from the expansion

of the narrow monetary aggregate, M1, in Canada, that the under-

lying momentum of the economy might be stronger than we

expect.

When all these factors are considered, it is the Bank’s judg-

ment that between now and the next Report, monetary conditions

in the recent range would be broadly appropriate in the absence

of further shocks. This would be consistent with the above out-

look of robust aggregate demand, the economy continuing to take

up slack, and inflation inside the target range. Given the degree of

uncertainty that is likely to persist over this period, monetary

conditions may continue to fluctuate over a relatively wide range.

Subsequently, if the underlying momentum of activity remains as

strong as is currently expected, less-stimulative monetary condi-

tions would be called for as the economy approaches and

achieves full capacity.
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APPENDIX

Inflation-Control Targets Extended*

Joint statement of the Government of Canada
and the Bank of Canada

The objective of Canadian monetary policy is to contribute to

sustainable economic expansion, high levels of employment, and

rising standards of living. The best contribution monetary policy

can make to these goals is through preserving confidence in the

value of money by providing an environment of stable average

prices. Accordingly, the Government of Canada and the Bank of

Canada today reaffirmed that monetary policy in Canada will

continue to be oriented towards achieving and maintaining price

stability and announced that the current inflation-control targets

will be extended until the end of 2001.

Targets for reducing inflation were adopted in February 1991.

In December 1993, the government and the Bank of Canada

agreed to extend the targets from the end of 1995 to the end of

1998 with the objective of holding inflation inside the range of

1 to 3 per cent. It was also agreed that the targets would be re-

examined by the end of 1998 and that a new long-term target

range consistent with price stability would be set at that time.

Since the initial adoption of these targets, considerable

progress has been made in reducing inflation and maintaining it

at a low level. Economic decisions are increasingly being made on

expectations of a continuation of low inflation, and Canadians are

beginning to experience the benefits from such an environment.

For example, low inflation, together with the progress made by all

levels of government in Canada to restore fiscal balance, has

resulted in a substantial decline in interest rates, with medium-

and long-term interest rates near their lowest level in decades.

However, over the past several years, the Canadian economy has

been through a difficult period of private and public sector

restructuring, and the full benefits for economic performance

from low inflation have yet to be realized.

* Press release, 24 February 1998
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It would be helpful to have a longer period of time in which

the economy demonstrated more fully its ability to perform well

under conditions of low inflation before determining the appro-

priate long-run target consistent with price stability. Conse-

quently, the Government of Canada and the Bank of Canada have

agreed to extend the existing inflation-control targets, which are

to hold inflation inside the range of 1 to 3 per cent, to the end of

2001. The government and the Bank plan to determine the long-

run target for monetary policy before the end of 2001. Providing

Canadians with such a long-term commitment will help to secure

the benefits that a stable price environment can bring to the

growth of incomes and employment in Canada.

Implementation of policy under the targets

The Bank will continue the current approach to implementing

the targets, as set out in 1991 and developed over the years. This

will include the following elements.

• The target will continue to be defined in terms of the 12-month

rate of increase in the total CPI, and the operational guide for

policy will continue to be the CPI excluding food and energy

prices and adjusted for the effects of indirect tax changes, as

before.

• Monetary policy actions will continue to focus on countering

persistent upward or downward pressures on the trend rate of

inflation, not temporary pressures that are expected to reverse,

or one-off price level changes.

• In the case of large unforeseen shifts in supply or demand, infla-

tion may temporarily move outside the target range. Monetary

policy actions would then be directed to bringing the trend rate

of inflation back towards the centre of the range over a period of

about two years.

• More generally, since monetary actions have their effects on eco-

nomic activity and inflation with long lags, policy actions must

always be directed to responding to expected developments in

inflation six to eight quarters in the future.

• The Bank of Canada will continue to report in its semi-annual

Monetary Policy Report on inflation developments, actions to

achieve the targets, and its assessment of the outlook for infla-

tion in light of economic trends.
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