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Su

olstered by vigorous domestic

demand and stronger-than-ex-

pected global  economic
growth, Canada’s economy has out-
performed expectations since last
November’s Report.

The U. S. economy has continued
to soar, and the pace of activity in Eu-
ropean economies and emerging mar-
kets has also accelerated. This
stronger global economic momentum
carries with it an increasing risk of po-
tential inflation pressures. This is es-
pecially true in the United States,
where levels of resource utilization
are high and aggregate demand
growth continues to exceed the
growth of potential output. The up-
surge in world oil prices has also fed
into higher headline rates of inflation
in most countries.

Canada’s economic performance
over this period has been positive,
with robust growth and a trend rate
of inflation that is among the lowest
in the industrialized countries. Our
low inflation has helped to keep in-
terest rates below those of the Unit-
ed States.

These developments raise three
key areas of uncertainty for the
conduct of Canadian monetary
policy. First, the momentum of
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demand in Canada from both interna-
tional and domestic sources could
continue to outpace expectations.
Second, a buildup in inflationary
pressures in the United States could

Highlights

= The Bank has raised its projection for
Canadian economic expansion this
year to a range of 4 to 4.5 per cent.

= Given the momentum of aggregate
demand and high levels of activity,
core inflation is expected to rise
gradually this year to close to
2.0 per cent.

= An important risk is the possibility
that demand in Canada from both
international and domestic sources
will continue to outpace expectations.

= Although capacity output may also
be higher than expected, the Bank is
taking a cautious approach to
projecting potential growth.

= In these circumstances, the Bank must
carefully assess the balance between
aggregate demand and supply, and be
ready to adjust monetary conditionsin
a timely manner.




Consumer Price Index
Year-over-year percentage change
Total
—\, cPI — 6
CPI excluding food, energy,
and the effect of indirect taxes

Target range —| 4

H\‘H\‘\H‘H\‘H\‘\H‘\H‘H\‘\H‘\H-1
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

* Midpoint of the inflation-control target range

have implications for Canada. Third,
the capacity of the Canadian economy
to produce goods and services with-
out adding to inflationary pressures
may be higher than previously
thought.

Canada’s real GDP rose at an an-
nual rate of 5.0 per cent in the second
half of 1999, compared with 4.3 per
cent in the first half. Current informa-
tion points to a continuation of this
strong forward momentum in 2000.
For the first quarter of this year, the
available information suggests GDP
growth of between 4 and 5 per cent,
with full-time employment up nearly
4.5 per cent.

The last six months have also seen
an unexpected decline in core infla-
tion. The core cpri (cpi excluding food,
energy, and the effect of changes in
indirect taxes) was 1.5 per cent in
March compared with 1.9 per cent
last September. Some of this decelera-
tion resulted from intense retail

competition and from the apprecia-
tion of the Canadian dollar, which
lowered prices for most imported
non-energy consumer goods and
services.

At the same time, substantially
higher energy prices have pushed the
total cpi to 3.0 per cent.

Wage growth has increased
somewhat since mid-1999, but re-
mains modest relative to productivity
gains and inflation. The recent in-
crease in investment by businesses in
machinery and equipment, particu-
larly computers, bodes well for future
productivity growth.

Based on the Bank’s conventional
measures, the Canadian economy
appeared to be operating above its
estimated capacity output at the end
of 1999. Because of the uncertainty
that surrounds these estimates, we
have stressed the need to look at a
range of indicators of pressures on ca-
pacity. Some of these indicators,
which include the unexpectedly low-
er rate of core inflation, suggest that
the Bank’s conventional measures
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may have been underestimating the
economy’s ability to produce goods
and services without adding to infla-
tionary pressures.

On balance, based on the full
range of indicators, it is the Bank’s
judgment that the economy, as of the
end of 1999, had not yet moved into a
position of excess demand but that it
was rapidly absorbing capacity.

To ensure that the stronger-than-
expected momentum of aggregate de-
mand did not risk placing undue
pressure on the economy’s produc-
tion capacity, and thus on inflation,
the Bank raised the Bank Rate by
25 basis points on both 3 February
and 22 March, moving the Bank’s tar-
get overnight lending rate to 5.25 per
cent. These actions also took into ac-
count the implications for Canada of
increases in the U.S. Federal Reserve’s
target rate for federal funds as well as
the implications of the strong demand
pressures in the United States spilling
over into Canada. Having already an-
ticipated these policy actions, money
markets in both countries were large-
ly unaffected by the moves.

The trade-weighted value of the
Canadian dollar has remained
relatively firm, reflecting Canada’s
positive economic fundamentals.
Combined with the rise in short-term
interest rates, this has tightened over-
all monetary conditions.

The U.S. economy has continued
to steam ahead. Real GDP growth av-
eraged 4.6 per cent over the four quar-
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ters of 1999, and this forward
momentum has carried into the new
year. The high level of resource utili-
zation and the underlying rate of
growth of aggregate demand relative
to potential output continue to pose a
possible inflation risk. In response,
the U.S. monetary authorities have
been gradually raising interest rates.
While price and cost pressures have
so far been contained, there is a clear
need for the pace of growth of the U.S.
economy to slow to rates close to, or
below, the growth of potential output
as we progress through this year and
into 2001.

This buoyant U.S. picture, com-
bined with Canada’s high levels
of business investment and solid
employment gains, augurs well for
continued strong economic growth
in Canada this year. The rapid growth
of the narrow monetary aggregates
reinforces this view.

Given this strong momentum of
aggregate demand, the Bank has
raised its projection of growth for the
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Canadian economy this year to a
range of 4 to 4.5 per cent. At this pace,
capacity pressures will intensify.
Therefore, core inflation is expected
to rise close to the midpoint of the in-
flation-control target range. For the
core inflation rate to remain steady
near 2 per cent, some deceleration in
the overall pace of economic expan-
sion in Canada will be required dur-
ing 2001. This would entail a
combination of a slowdown in the
U.S. economy and some moderation
in the growth of domestic spending in
Canada.

The rate of increase in the total cpi
is expected to move down towards
core inflation. On the assumption that
world prices for crude oil remain near
US$25 per barrel, this movement
should begin in the second quarter of
this year.

The main risks to this outlook are
the possibility of continued stronger-

than-expected momentum of aggre-
gate demand from both the U.S. econ-
omy and domestic spending as well
as the possibility of a potential in-
crease in inflation pressures in the
United States. While capacity output
in Canada may be higher over the
projection period than expected, the
Bank is inclined to take a cautious ap-
proach to projecting a permanently
higher rate of potential growth.

The challenge for monetary poli-
cy will be to carefully assess the bal-
ance between aggregate demand and
supply under these circumstances of
strong demand growth and high lev-
els of activity. To preserve the low
trend of inflation that has been bene-
fiting the Canadian economy, the
Bank must be ready to adjust mone-
tary conditions in a timely manner.
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