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This text is a commentary of the Governing Council of the Bank of Canada. It presents the Bank’s
outlook based on data received up to 15 October 2010.

The global economic recovery is entering a new
phase. In advanced economies, temporary factors
supporting growth in 2010—such as the inventory
cycle and pent-up demand—have largely run their
course and fiscal stimulus will shift to fiscal consoli-
dation over the projection horizon. While the Bank
expects that private demand in advanced economies
will become sufficiently entrenched to sustain the
recovery, the combination of difficult labour market
dynamics and ongoing deleveraging in many
advanced economies is expected to moderate the
pace of growth relative to prior expectations. These
factors will contribute to a weaker-than-projected
recovery in the United States in particular. Growth in
emerging-market economies is expected to ease to a
more sustainable pace as fiscal and monetary poli-
cies are tightened. Heightened tensions in currency
markets and related risks associated with global
imbalances could result in a more protracted and
difficult global recovery.

The economic outlook for Canada has changed. The
Bank expects the economic recovery to be more
gradual than it had projected in its July Monetary
Policy Report, with growth of 3.0 per cent in 2010,
2.3 per cent in 2011, and 2.6 per cent in 2012. This
more modest growth profile reflects a more gradual
global recovery and a more subdued profile for
household spending. With housing activity declining
markedly as anticipated and household debt con-
siderations becoming more important, the Bank
expects household expenditures to decelerate to a
pace closer to the rate of income growth over the
projection horizon. Overall, the composition of
demand in Canada is expected to shift away from
government and household expenditures towards

Highlights

e The global recovery is expected to proceed at
a more gradual pace than previously
anticipated.

e The Canadian economy is entering a period of
more modest growth, with real GDP projected
to grow by 3.0 per cent in 2010, 2.3 per cent in
2011, and 2.6 per cent in 2012.

¢ The Canadian economy is expected to return
to full capacity and inflation to the 2 per cent
target by the end of 2012.

¢ On 19 October 2010, the Bank maintained the
target for the overnight rate at 1 per cent.

e The Bank judges that the risks to the inflation
outlook are roughly balanced.
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business investment and net exports. The strength of
net exports will be sensitive to currency movements,
the expected recovery in productivity growth, and the
prospects for external demand.

Inflation in Canada has been slightly below the
Bank’s July projection. The recent moderation in core
inflation is consistent with the persistence of signifi-
cant excess supply and a deceleration in the growth
of unit labour costs. The Bank judges that the output
gap is slightly larger and that the economy will return
to full capacity by the end of 2012 rather than the
beginning of that year, as had been anticipated in
July. The inflation outlook has been revised down and

Projection for global economic growth

both total CPI and core inflation are now expected to
converge to 2 per cent by the end of 2012, as excess
supply in the economy is gradually absorbed and
inflation expectations remain well anchored.

Important risks remain around this outlook and the
Bank judges that the risks to the inflation outlook are
roughly balanced. The three main upside risks are
higher commodity prices, a stronger-than-anticipated
recovery in the U.S. economy and the possibility of
greater-than-projected momentum in the Canadian
household sector. These upside risks are balanced
by three downside risks relating to Canada’s inter-
national competitiveness, global growth prospects,

Share of real Projected growth (per cent)®
global GDP?
(per cent) 2010 2011 2012

United States 20 2729 23(3.0) 3.3(3.5)
Euro area 15 1.7 (1.0) 11(1.2) 1.7 2.3
Japan 6 29(3.3) 1.3 (1.5 2.3(25)
China 13 10.3 (10.3) 9.0(9.2) 8.9(8.7)
Rest of the world 46 5.2 (5.1) 3.6 (3.8) 35 (3.6)
World 100 47 (4.6) 3.5(3.8) 3.8 (4.0)

a. GDP shares are based on IMF estimates of the purchasing-power-parity (PPP) valuation of country

GDPs for 2009.
Source: IMF, WEO, October 2010

b. Numbers in parentheses are projections used for the July 2010 Monetary Policy Report.

Source: Bank of Canada

Summary of the base-case projection for Canada?®

2009 2010 2011 2012

Q4 | Q1 | 02 | 03| 04| Q1| Q2] 03|04 01| Q2|03 04
e over-quarter | 49 | 58 | 20 | 16 | 26 | 26 | 23 | 23 | 26 | 27 | 28 | 28 | 28
percentage change : . : . : : : . : . . . .
Bt annual 1ates 9 491 67| 60| 28| (32|B0|B0|E2Y| Y| 0| 19|19 (19
g%*:fg);r_year A1 | 22| 34|36 |30 22|23 |24|24|25) 26|27 |28
percentage change) | (17 | @2 | 67| 42| 68| 60| 60| 29| 7| @5 | 22| 21| 20
&%g’r'gc::'ggar 16 | 20 | 18 | 16 | 16 |15 | 16 |17 |17 | 18 | 19 | 18 | 20
percentage change) | (6 | €0 | (19| (18| 1.8 | (1.8 | (1.7) | 1.8 | 19| 20 | 20) | 20| 20)
(T;;g:_%er_year 08 [ 16 | 14 | 18 | 21 |20 |22 | 18 | 19| 18 | 19 | 19 | 20
bercentage change) | 08 | (16 | (14 | 21 | 1) | 22| 22| 18| 20| 20 | 20| 20| 20
Total CPI excluding
the effect of the
HSTand changesin | 08 | 16 | 14 | 13 | 17 | 15 | 17 | 1.8 | 18 [ 1.8 | 1.9 | 19 | 20
other indirecttaxes | 0.8 | (16) | (1.4 | (1.7) | (1.8) | (1.8) | 1.8 | 1.9 | (1.9 | 20 | 20) | 20| 20)
(year-over-year
percentage change)
wTP 76 | 79 | 78 | 76 | 82 | 84 | 86 | 87 | 87 | 88 | 88 | 88 | 89
(level) (76) | (79) | (/8) | (79 | (77) | (78 | (80) | (80) | (81) | (81) | (81) | (89) | (82)

a. Figures in parentheses are from the base-case projection in the July Monetary Policy Report.
b. Assumptions for the price of West Texas Intermediate crude oil (US$ per barrel), based on an average of
futures contracts over the two weeks ending 15 October 2010.
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and the possibility of a more pronounced correction with achieving the 2 per cent inflation target in an

in the Canadian housing market. environment of significant excess supply in Canada.
On 8 September 2010, the Bank raised its target for At this time of transition in the global recovery, with
the overnight rate by one-quarter of one percentage a weaker U.S. outlook, constraints beginning to
point to 1 per cent. On 19 October 2010, the Bank moderate growth in emerging-market economies,
maintained the target for the overnight rate at 1 per and domestic considerations that are expected to
cent. The Bank Rate is correspondingly 1 1/4 per slow consumption and housing activity in Canada,
cent and the deposit rate is 3/4 per cent. This leaves any further reduction in monetary policy stimulus
considerable monetary stimulus in place, consistent would need to be carefully considered.

Real GDP is expected to grow at rates consistent with the gradual
absorption of excess supply

%
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2007 2008 2009 2010 2011 2012
= Year-over-year percentage [l Quarter-over-quarter percentage
change in real GDP change in real GDP, at annual rates
=== Base-case projection N\ Base-case projection

Sources: Statistics Canada and Bank of Canada projections  Last observation: 2010Q2

Total CPIl and core inflation in Canada are projected to converge
to 2 per cent over the projection horizon
Year-over-year percentage change, quarterly data
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= Total CPI = Core CPI2 === Base-case projection
=== Base-case projection === Base-case projection for total CPI excluding

Control range Target the effect of changes
in indirect taxes

a. CPI excluding eight of the most volatile components and the effect of changes in
indirect taxes on the remaining components

Sources: Statistics Canada and Bank of Canada projections
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Bank of Canada Publications

Unless noted otherwise, all publications are available in print and on the Bank’s website: <http://www.bankofcanada.ca>.

Monetary Policy Report (quarterly: January, April, July and October)
Financial System Review (June/December)

Bank of Canada Review (quarterly; see website for subscription information)
Business Outlook Survey (quarterly: January, April, July and October)
Senior Loan Officer Survey (quarterly: January, April, July and October)*
Speeches and Statements by the Governor

Bank of Canada Banking and Financial Statistics (monthly)*

Weekly Financial Statistics (published each Friday)*

Renewal of the Inflation-Control Target: Background Information
Annual Report

A History of the Canadian Dollar
James Powell (available at Can$8 plus applicable taxes)

* Available only on the Bank’s website

Conference Proceedings

Conference volumes published up to and including April 2005 are available on
the Bank’s website. Print copies can be purchased for Can$15 plus applicable
taxes. Papers and proceedings from Bank of Canada conferences, seminars
and workshops held after April 2005 are now published exclusively on the
Bank’s website.

Technical Reports, Working Papers and Discussion Papers

Technical Reports, Working Papers and Discussion Papers are usually
published in the original language only, with an abstract in both official
languages. Discussion Papers deal with finished work on technical issues
related to the functions and policy making of the Bank. They are of interest to
specialists and other central bankers.

The Bank of Canada’s Monetary Policy Report is published quarterly in January, April, July and October. Copies of the Report and the Summary may be obtained by
contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, Ontario, Canada K1A 0G9

Telephone: 613 782-8248; toll free in North America: 1 877 782-8248; email: publications@bankofcanada.ca; website: <www.bankofcanada.ca>
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