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Canada’s economy as the year 2000 approaches

It is always a pleasure to return and speak to
people in ny honme province. This time, we are here for a
nmeeti ng of the Bank of Canada’s Board of Directors. Once a
year, our Board neets outside Otawa, in a different part of
the country. This year, we are delighted to be in Regina.

Today, | would like to give you an update on the
Canadi an econony -- its recent performance and its
prospects. | would also |like to brief you on the state of

year - 2000 readi ness in the Canadi an financial sector.

The recent performance of the Canadian economy

Here in Saskat chewan, you know only too well that
the last couple of years have been difficult for the
Canadi an econony, especially for producers of primary
commodities. But there is reason for optimsmas we | ook
ahead. To fully appreciate why, we need to understand the
i nternational shocks that have buffeted our econony since
m d- 1997 and how we have dealt with them

The gl obal financial crisis, which started in
Sout heast Asia in md-1997 and spread to other countries
during 1998, led to a sharp decline in the world prices of
primary commodities. By this tinme |ast year, the average
price (in US. dollars) of key commodities produced in
Canada had fallen by about 20 per cent over the course of
t he previous 18 nont hs.

And when Russi a declared a standstill on the
servicing of its debt in August 1998, the effects were felt
far and wide. Conditions tightened in financial markets
everywhere. Many highly rated corporate borrowers in the
i ndustrial countries were faced with a reduction in the
avai lability of credit and with higher borrow ng costs --
the sane conditions that faced governnents from energi ng-
mar ket econom es.



Nevert hel ess, the Canadi an econony has fared
surprisingly well over the past year. O course, we have
not experienced boom ng conditions. |ndeed, sone of our
primary sectors, such as farmng, continue to struggle with
| ow prices. Gain prices, in particular, have been pl agued
by anpl e gl obal supplies and weak demand. But, on the
whol e, the econony has performed well. | expect that when
the nunbers for the third quarter of this year are out, they
w Il show that output has grown by about 4 per cent since
the third quarter of 1998. This conpares with growth of
only 2 1/2 per cent over the same period the year before.

To be sure, the econom c inpact of the Asian
crisis on Canada has been noderated by the strength of the
U.S. econony and by the pronpt response of major central
banks, particularly the U S. Federal Reserve, to the gl obal
financial difficulties. And the efforts nade by energing-
mar ket economes in Asia to deal with their probl ens have
hel ped to gradually repair confidence and i nprove world
econom ¢ conditions.

Al t hough these positive devel opnents are certainly
inportant, it is also true that we have coped better with
this crisis than in the past because our econony is now
operating froma firnmer base than it has for sone tine.

This reflects a nunber of fundanmental inprovenents in our
econom ¢ structure. | would highlight three in particular:

. first, our lowinflation record and the Bank of
Canada’s comm tnent to keeping inflation |ow,

. second, the virtual elimnation of governnent deficits
and the beginning of a downward trend in the high |evel
of public debt to the size of our econony (as neasured
by the ratio of public debt to GDP);

. third, the major restructuring of Canadi an busi nesses
during the 1990s in response to stronger gl obal
conpetition and to technol ogi cal change.

It has not, of course, all been snooth sailing.
You wi Il recall that throughout the sunmer of 1998 our
currency kept losing ground in reaction to the sharp fall in
comodity prices, which was nade worse by the fallout from
events in Russia. And with signs of a potential |oss of
confidence in Canadi an dol |l ar assets, the Bank of Canada
nmoved to raise short-terminterest rates significantly in
August 1998.



But once we got through that period of unusual
gl obal turnmoil, we were able to reverse that increase rather
qui ckly. Consequently, Canadian interest rates for al
maturities fell back to |l evels below those in the United
States, consistent with Canada’s lower inflation rate.

The downward novenent in the Canadi an doll ar,
besi des softening the inpact on our resource sector,
encouraged a rather pronpt increase in exports of
manuf act ured goods. This hel ped to conpensate for the
reduction in receipts fromcomodity exports. Wth this
shift of economic activity out of the resource sector and
into manufacturing, conditions in the | abour market did not

deteriorate as one m ght have expected. In fact, the
unenpl oynment rate has continued to decline over the past
12 nmonths -- from8.3 per cent to its current level of 7.8

per cent. And despite the loss of jobs in the resource
sector, close to 350,000 net new jobs have been created
across the econony over this period.

The three factors | nentioned earlier -- | ow
inflation, reduced budget deficits and debts, and business
restructuring -- have provided a sound base for the Canadi an

econony during this turbulent tine. They have al so hel ped
snoot h the process of exchange rate and econom ¢ adj ust nent
that | have been descri bi ng.

Because of our good inflation record in recent
years, achieved through the Bank’s commtnent to inflation
targets, inflation remai ned subdued, even as our currency
was falling and causing prices of inported goods to rise.
Low inflation and a nuch inproved fiscal position have
hel ped to keep interest rates down. At the sanme tine,
because of restructuring, many nore Canadian firns have been
in a strong position to take advantage of the | ow Canadi an
dol l ar and increase their sales abroad. Low interest rates
have al so made it easier for businesses to finance
i nvestnments so that they can expand production capacity and
increase their foreign sales.

The outlook for the Canadian economy

The fundanental inprovenents in our econonic
foundati on and the way that Canada has coped with these
recent external financial difficulties give us good reason
to be optim stic about the future.



The export sector has been an inportant source of
strength for the Canadi an econony for sone tine now.
Recently, the stimulus from spendi ng by Canadi an househol ds
and busi nesses has al so been growing. |Indeed, with the
wani ng of last autumm’s gl obal strains, consunmers have
regai ned the confidence to go out and buy a new car, a
house, or furnishings. And businesses have revived their
pl ans for investnent in machinery and equi prent (i ncluding
conti nued buoyant spendi ng on conputer upgrades, partly
related to year-2000 readiness). Wth inproved confi dence,
relatively lowinterest rates, and gains in enploynent,

t hese trends shoul d conti nue.

Clearly, conditions outside Canada remain cruci al
to our econom c outlook. In Europe, prospects for stronger
growt h now | ook better than they did a few nonths back
Even for the troubl ed Japanese econony, next year should be
brighter. Forecasts for a nunber of energi ng-narket
economes, particularly in Asia, have al so been revised up.
And with these inproved gl obal prospects, the prices of a
nunber of our key commodities -- especially energy, base
nmetals, and mnerals -- have risen.

O course, for Canada the external influence that
matters the nost is the U S. econony. That econony has
turned in an amazi ng performance in the past seven years --
robust out put growth, |ow unenploynent, and |ow inflation.
But with U S. consuners and busi nesses continuing to spend
strongly, and | abour markets tightening further, some signs
of cost pressures have energed recently. This has rekindled
concerns about a pickup of inflation dowmm the road. And it
has pronpted the U S. Federal Reserve to reverse part of
| ast autumm’s easing, by raising interest rates twice this
sumer, in an effort to return the econony to a nore
sust ai nabl e, non-inflationary pace.

The Fed’s success in preventing the U S. econony
fromoverheating and bringing it down to a “soft landing” is
critical for the world econony and especially for Canada.
The worst case for us would have been for the Fed to have
del ayed action and risked another inflationary boom Not
only would this require nore drastic tightening by the Fed
down the road, but it could well lead to a recession --
anot her epi sode of boom and bust.

The Bank of Canada did not follow the two interest
rate increases nmade by the Fed this sumer. VWhile there is
no reason that changes in U. S. interest rates should



automatically trigger simlar novenents here, neither is it
the case that such devel opnents are irrel evant for us.
Canada is closely integrated into the world econony and
international financial markets. Developnents in the United
States, the world s | argest econony, wll always have a
maj or gl obal inpact. Wen it conmes to Canada, the centra
bank nmust carefully assess the econom ¢ and fi nanci al
circunstances in the United States that are behind any nove
by the Fed and their likely inplications for our econony.
Sonetinmes this will nean that the Bank of Canada w |
respond to a Fed nove and sonetines it won't.

The interest rate actions taken by the Fed this
summer inprove the odds of continued, non-inflationary
econom ¢ expansion in the United States. This is good news
for all concerned. But it also neans that we cannot count
on the U S. econony to provide the sanme strong stinulus for
Canadi an exports in the future as it has in the recent past.
Thus, the inproved outl ook for Europe and the firmer markets
for primary commodities are particularly wel cone
devel opments for Canada. These external factors, along with
the relatively | ow donestic interest rates and inproved
enpl oynent conditions that | nentioned, bode well for
sust ai ned econom ¢ expansion in Canada. Altogether, our
econony shoul d continue to grow at a healthy pace and take
up slack in production capacity.

Core inflation is expected to stay | ow over the
next year, in the bottomhalf of the Bank’s 1 to 3 per cent
target range. But as the econony begins to produce at ful
capacity, nonetary policy will have to be m ndful of the
potential for price pressures.

However, there is a |l ot of uncertainty and
inprecision in our estimtes of the econony’s capacity to
produce. For exanple, we do not know to what extent |arge
i nvestnments in new technol ogy and in nmachinery and equi prment
during the 1990s may have rai sed production capacity.
Consequently, the Bank will be putting nore enphasis on, and
carefully watching, a range of indicators to assess the
degree of pressure on capacity and on inflation. The
interpretation of devel opnents on this front will be an
i nportant challenge for nonetary policy in the period ahead,
one that will require a great deal of careful analysis.

The year-2000 changeover in the financial sector



Wth the end of the m |l ennium approachi ng, any
review of near-term econonm c devel opnents woul d be
i nconplete without a word on the efforts by financial sector
participants and public sector agencies, including the Bank
of Canada, to deal with the inplications of the year-2000
dat e change.

As part of its commtnent to Canadi ans, the Bank
seeks to pronote the safety and soundness of our financial
system Wth this in mnd, we have for sone tine now been
wor king closely with various Canadi an and i nternati onal
organi zations to mnimze any effects on our financial
sector as we head into the year 2000.

Today, | can tell you that the Canadian financi al
sector has done its homework. It has been passing its year-
2000 tests. And contingency plans have been nmade. So, at
t he dawn of the new year, the Bank expects that it wll be
“busi ness as usual ,” but we will also be ready if anything
unusual happens.

Efforts to identify and fix potential year-2000
problens in the Canadi an financial sector started early.
And t hey have been exhaustive, with expenditures in the
billions of dollars.

Operators of systens shared by the financial
sector have nmade the necessary changes and fully tested
them For exanple, last June, the Canadi an Paynents
Association and its nenbers participated in a d obal
Paynments Systens test to verify the ability of financial
institutions around the world to send and receive
i nternational paynents. Donestic clearing and settl enent
systens have al so been tested, as have all systens used by
the markets for transactions involving Canadi an debt and
ot her securities. They are ready to operate in a year-2000
envi ronnent .

At the sane tinme, virtually all individual
financial institutions have conpleted and tested changes to
their critical systens, including those that support
aut omat ed banki ng machi nes, credit and debit cards, and
t el ephone banking. And major Canadi an deposit-taking
institutions have guaranteed the safety of their clients’
accounts and records from any year-2000 conputer-rel ated
di sruptions. The Bank of Canada has given the sane
guarantee for Canada Savi ngs Bonds records.



O course, the Bank of Canada’s own criti cal
conput er systens have al so been revi ewed, upgraded as
necessary, and tested. And they are year-2000 ready.

An inportant issue for the financial sector is the
state of preparedness of providers of infrastructure
services (e.g., electricity, telecommunications). These,
too, are reporting that they are year-2000 ready.

Wth all the effort, time, and resources devoted
to the task, it is not surprising that a nunber of
know edgeabl e year-2000 commentators have singled out the
Canadi an financial sector, especially the banking sector, as
one of the world | eaders in year-2000 preparedness. That is
a strong vote of confidence, which should help reassure
Canadi ans.

Still, we cannot afford to be conplacent and rel ax
our efforts. Conputer systens will continue to be nonitored
and retested right up to the end of the year. There is also
a need for ongoing clear, responsible comunication to keep
the public well-infornmed and confident in a snooth year-2000
transition. At the sanme tinme, increasing attention is
rightly being paid to contingency plans.

In this connection, the Bank of Canada has
recently announced a nunber of arrangenents to provide an
addi ti onal neasure of confidence to financial institutions
and the general public. W are putting in place a speci al
line of credit to assure these institutions and the users of
financial services that if there is any unusual demand for
liquidity around the turn of the year, it will be nmet. And
the Bank is prepared to accept a w der-than-normal range of
collateral to support any liquidity loans it provides. W
have al so nade arrangenents to counter any unusual pressures
on noney market interest rates during this period.

All this should be enough to reassure the vast
maj ority of Canadi ans that the safest place to keep their
money is with their financial institutions. |In fact, they
shoul d prepare for the century-changeover weekend nuch as
they would for any other | ong weekend.

Neverthel ess, there will be some who still feel
that they need to take further precautions. Those who
prefer alittle extra reassurance in the form of additional
cash can rest easy -- it will be readily available. The
Bank has increased considerably its inventory of bank notes.



And it has been working with financial institutions to
ensure that the system can neet an increase in demand for
cash across Canada. But let nme reiterate that there is no
reason for Canadians to feel that cash is the only way they
can pay for goods and services over the New Year’'s weekend.

Overall, the Bank of Canada and ot her financi al
sector participants have every confidence that Canadi ans can
plan on it being “business as usual” in the financial sector

headi ng into the year 2000 and beyond.





