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The Future Performance of the Canadian Economy

It can take anywhere fromone to two years for nonetary
actions to have their full effect on the econony. Because of
this, the conduct of nonetary policy nust be based on a view of
what the econony will be like -- not tonorrow, not in a nmonth --
but rather in one to two years' tine.

That is why in speeches in Vancouver and Toronto | ast
year | spoke about where the Canadi an econony m ght be heading in
the future; what this mght inply for our econom c performance
over the nediumternm and what should the contribution of
nmonetary policy be. Understandably, these inportant issues can
get pushed asi de because of the public focus on the current
econom ¢ situation and on recent novenents in short-terminterest
rates and in the external value of the Canadi an doll ar.

Today, | would like to use this opportunity to revisit
these nediumtermissues. 1In doing so, | wll be underlining the
crucial role played by productivity inprovenents in our econom c
performance. The best place to start is with a brief review of
the recent record.

Recent economic performance

As we approach the end of the decade, we can take
satisfaction in the good econom c performance of the past two
years and in the notable inprovenents in our econonic
fundanental s. The Canadi an econony has expanded at an average
annual rate of 4 per cent since md-1996 and, even with the
danpening effects of the Asian crisis, it is expected to continue
to grow at a healthy pace this year. This should contribute to



further gains in enploynent and reduce the anmount of unused
capacity.

Inflation is low, and we are commtted to keeping it
low. Last nonth, together with the federal governnent, we
announced that we woul d extend our target of holding inflation
inside a range of 1 to 3 per cent to the end of 2001. Moreover,
governnment deficits have virtually disappeared, and the ratio of
public debt relative to the size of our econony is finally on a
downward path -- for the first time in about 25 years. Low
inflation and inproved fiscal health represent major
contributions towards the sounder econom c fundanental s |
mentioned a nonent ago. They are no doubt the main reason why
our interest rates have been below U. S. rates.

The ot her key area where there have been i nportant
i nprovenents in recent years is in the private business sector.
Since the early 1990s, Canadi an busi nesses have taken up the
chal | enge of structural adjustnment, which their U S. counterparts
had started several years earlier, in response to the gathering
moment um of technol ogi cal change, gl obalization, and hei ght ened
conpetition.

Wth the benefit of lowinflation and | ow interest
rates, Canadi an busi nesses have been investing in new technol ogy
and stream ining their operations to enhance productivity. Their
success in doing so will be crucial to our future economc
per f or mance.

The 1mportance of productivity growth

Why this enphasis on inproving productivity? Wether
viewed fromthe perspective of an individual firmor of the
econony as a whole, it is alnost inpossible to overenphasize the
i nportance of rising productivity for overall performance and
prosperity.

Productivity gromh is what allows firnms to hand out
real wage increases, while holding their production costs down
and remai ni ng profitable.

From a broader perspective, productivity growh is a
key el enent that determ nes econom c welfare and the general
wel | -being of a society. At any point in tinme, our perception of
how well we are doing economcally is probably influenced by



where we happen to be in the cyclical fluctuations that affect
any econony. But over the longer term the trend in productivity
grow h for the econony as a whole is the basis for grow ng

i ncomes and rising standards of |iving.

Now, | know that for some people any discussion of the
need to increase productivity can be rather unsettling. They
tend to associate inprovenents in productivity in an individual
conpany with downsizing and |ayoffs. And fromthere it is only a
short step to the belief that strong economy-w de productivity
gains can only nean a nore difficult job market and hi gher
unenpl oynent.

But the history of industrial econom es shows that
growh in productivity has actually gone hand in hand with
i nproved overall enploynent conditions. This is borne out by the
experience of countries |like Japan in the 1980s and, nore
recently, the United States and the United Kingdom That was
al so our experience in Canada during the 1950s and 1960s.

Canada®s productivity record

So how has Canada fared in the productivity departnent
since the 1950s and 1960s? Not all that well, I'"'mafraid. After
a relatively strong showing fromthe end of the Second Worl d War
to the early 1970s, our productivity performance becane rather
| ackl ustre. Productivity growh is estimated to have sl owed from
an average rate of about 2 per cent in the 1950s and 1960s to
| ess than 1 per cent in the 1980s and 1990s, although it has
pi cked up recently wth the recovery in economc activity.

| should note that econom sts do not fully understand
why productivity growth in Canada (and, indeed, in other
i ndustrial countries) has slowed so sharply since the m d-1970s.
| do not propose to try to untangle this puzzle today.
Nonet hel ess, there are a few points | would like to make with
respect to the Canadi an situation.

The sharp rise in the world price of oil in the 1970s
no doubt dealt a major shock to Canadi an industry. Because of
our climate and because of the inportance of primary commodity
production in our econony, we are mmjor users of energy.

Adapting to higher energy costs certainly took considerable tine.



In my view, two other inportant factors inhibited
productivity inprovenents through much of the 1970s, 1980s, and
early 1990s: large fiscal deficits and high inflation.

Governnment deficits through the 1980s and early 1990s
tended to crowd out private sector investnent by appropriating an
ever-increasing share of Canadi an savings. It was, of course,
possi bl e for businesses and governnents to get foreign financing.
But the accunul ation of a large public sector debt and the rapid
bui | dup of foreign indebtedness eventually resulted in
appreci able premuns being built into our interest rates. Hi gh
inflation through the 1970s and 1980s had a simlar effect on
interest rates. For these reasons, interest rates were high,
even after adjusting for inflation. This discouraged sone of the
i nvestnent that would have contributed to gains in productivity.

Mor eover, because high inflation increases uncertainty
about the future, businesses and individuals seek protection from
its ravages or try to profit fromit. Ei ther way, scarce
econom ¢ resources were diverted from productive investnents
t owar ds hedgi ng and specul ati ve investnents.

| do not nean to suggest that the factors | have
menti oned here explain all of our productivity problens. But
t hey no doubt worked against the investnent that was needed to
hel p us adjust to both the oil price shocks of the 1970s and the
gl obal forces of the past two decades, and to nmake headway in
terms of productivity grow h.

Let me now turn to the question of what we can expect
in ternms of productivity in the future.

Future productivity trends and Canada®s economic potential

I ncreases in productivity do not just happen. W need
to work hard to achieve them |In a world of rapid technol ogica
change and intense international conpetition, there are
opportunities and incentives for productivity gains -- provided
we do what is necessary to take advantage of the possibilities.

Productivity cones fromthe interaction of business
investnment in new capital equipnent, a skilled | abour force, and
t he adoption of new technology. It takes entrepreneurship and
innovation to pull it all together. Typically, this interaction
wor ks best when businesses operate in a stable, lowinflation



econom ¢ envi ronnent and when markets are conpetitive. Producers
are then under pressure to performin terns of price, quality,
and service.

Wth low inflation, a balanced fiscal position, and | ow
interest rates, the economc policy environnment is better now
than it has been for over 25 years. This should provide the
under pi nnings for solid economc growth and increased savings and
investnment in the future.

Wth this support frominproving economc policy
condi tions, business investnent has indeed been buoyant,
particularly since md-1996, and notably in high-technol ogy
equi pnent such as conputers. As well, nore and nore businesses,
| ed by high-tech enterprises, are reported to have introduced new
production technol ogies. Progress has al so been nade in | earning
new skills, renoving |abour market rigidities, and inproving the
adaptability, flexibility, and efficiency of our |abour force.
But nore undoubtedly needs to be done in this area.

It is likely that these trends will continue in the
future, and will spread to sectors that have been | aggi ng behi nd.
Wth ongoi ng technol ogi cal change, deregul ation, trade
l'iberalization, and intensified gl obal conpetition, the pressures
and incentives are certainly there for further productivity
gai ns.

Thus, the trends are positive, and the direction of our
econony is clear. What is not clear is just how nuch our
econom c performance wll inprove. W cannot attach precise
estimates to future growh in productivity. Neither can we judge
the end results of the major structural changes that have taken
place in the private sector of the Canadi an econony. Because of
this, we need to take a sonewhat agnostic view about the
production potential of the Canadi an econony and about the | owest
unenpl oynent rate that can be sustai ned over tine.

Monetary policy response -- making the most of the economy®s
production potential

VWat are the inplications of all this for the conduct
of nonetary policy?

Wen we at the Bank | ook one to two years into the
future to set a course for nonetary policy, we nmust take into



account changes in the trends that affect the potential of the
econony to produce over tine. At the sane tinme, we nust
recogni ze that our ability to predict that potential is
restricted by the many uncertainties involved.

In these circunstances, the best way for nonetary
policy to help the econony realize its potential is to focus on
encouragi ng a sustai ned econom ¢ expansion over tinme. How do we
do this? By keeping inflation low. As we nove towards ful
capacity over the next year or so, it will be inportant to set
nmonetary conditions at levels that forestall a resurgence of
inflation and the painful boom and bust cycles that go with it.

A responsi ble, credible nonetary policy will allow us
to explore the limts of the econony's capacity to produce, to
create jobs, and to support rising standards of living. The
recent U S. experience anply denonstrates the advantages and
benefits of such a policy.

| believe that the recent extension of the inflation-
control targets and the increasing credibility of those targets
give nonetary policy nore scope to test the limts of our
econom ¢ potential than at any time since the 1960s.

Now that | have di scussed the rational e behind the Bank
of Canada's nediumtermstrategy, |let nme explain our recent
actions to rai se the Bank Rate.

As | said earlier, the underlying nonmentum of the
Canadi an econony remains positive. Despite the problens in Asia,

Canada's external environnent is still favourable, given the
strength in our major non-Asian trading partners, particularly
the United States. |In addition, the danpening effects on

donmestic demand fromthe fiscal consolidation efforts of the past
four years are dimnishing. And nonetary conditions continue to
support the econom c expansion. G ven these circunstances, the
persistent decline in the external value of the Canadi an doll ar

t hrough Decenber and January inplied a further easing in nonetary
conditions that | ooked to us to be excessive. Mreover, the
speed of the decline in the currency risked underm ning investor
confidence in Canadi an dollar assets. That is why we took
action.



Concluding thoughts
Let me conclude by sunmarizing ny main points today.

For much of the period since the 1960s, we have not had
conditions in place that would all ow the Canadi an econony to
fully realize its potential. Wth lowinflation and a sound
fiscal position, we now have the foundation that should permt us
to nove towards full capacity and to expl ore what our econony can
deliver in terns of sustained growmh in output and enpl oynent and
better standards of I|iving.

Canada's private sector has been responding to the
uni versal challenges of rapid technol ogi cal change,
gl obal i zati on, and hei ghtened conpetition by undertaki ng maj or
restructuring initiatives to become nore efficient, productive,
and conpetitive. Although we do not know for sure just how nuch
nmore productive we are going to be as a result of these
initiatives, there is good reason for optimsm

The best contribution the Bank of Canada can nmake to
this process is by continuing to provide a stable, lowinflation
environment. Wth an eye to the mediumterm this will require
setting a course for nonetary policy that wll ensure that the
Canadi an econony reaches full capacity snoothly and then
continues to grow over tine at a non-inflationary and therefore
sust ai nabl e pace. The |onger economc growmh is sustained, the
nmore benefits we will see in ternms of inproved incones and
enpl oynent .



