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The outlook for the Canadian economy and monetary policy

In md-May we published our sem -annual Report on
nmonetary policy, covering data up to April 24" That neans we
now have new data available for the | ast two nonths.

Furthernore, our report also pointed to a nuch greater-than-usual
degree of uncertainty about the outlook for the Canadi an econony.
Wi |l e recent weeks have not dispelled that uncertainty, they have
provided us with nore information about the inpact of the shocks
that have hit the Canadi an econony over the last six to nine
months. In ny remarks today, | want to go over Canada’ s econom c
outl ook with you, in light of these recent data, and discuss

t heir consequences fromthe standpoint of formulating and
conducting nonetary policy.

Bal anci ng the central bank’s independence in nonetary
policy is its duty to account for its stewardship. The Monetary
Policy Report, published twice a year, is one of the vehicles we
use to give an account of our actions. It sets out the Bank of
Canada’s judgnents on the econom c situation in Canada, as well
as in the rest of the world, and gives analysts |ike yoursel ves
in both the private and public sectors the chance to conpare
their opinions with those of the central bank. Exchanges of view
of this kind are very inportant indeed.

* * * * * *

Let me rem nd you what the objective of nonetary policy
is in Canada. The goal of nonetary policy is to create a clinate
favourable to sustained growh in economc activity and in job
creation as well as to rising standards of |iving for Canadi ans.
How can nonetary policy do that? By creating and mai ntai ni ng
conditions of lowinflation. Hence, inflation control is not an
end in itself, but rather the neans whereby nonetary policy



contributes to solid economc performance. In a lowinflation
climate, the econony works better. Low inflation helps

busi nesses and i ndividuals to make sound econom c deci sions and
it helps noderate cyclical fluctuations in inconmes and

enpl oynent. That is why in February 1998, the governnent and the
Bank of Canada jointly reaffirmed that Canada’ s nonetary policy
can best contribute to good econom c performance by remaining
focussed on inflation control. The 1 to 3 per cent target range
for inflation was thus extended to the end of 2001.

Since adopting these targets back in 1991, Canada has
seen consi derable progress in the fight against inflation.
Inflation has fallen and has remained at a low |l evel. Economc
deci si ons by businesses are now predi cated on the conti nued
exi stence of low inflation. Businesses are endeavouring to
control costs and to inprove productivity, the key factor in
rai sing standards of living. Thanks to low inflation and the
progress nmade in fiscal consolidation, interest rates are | ow.
| ndeed, nediumand long-termrates are now at or near their
| owest | evels in decades, thus contributing to the | ow cost of
capital

Now | et us take a | ook at how t he Canadi an econony has
performed recently. Overall, 1997 was a very good year. The
econony grew at a rate of 4. 1% fromthe fourth quarter of 1996 to
the fourth quarter of 1997. And the solid nmacroeconom c
under pi nni ngs of the Canadi an econony have begun to show up in
the | abour market. The strength of econom c activity has
pronpted a substantial rise in enploynent. For the year as a
whol e, nore than 380,000 new jobs —nostly full time and in the
private sector —were created far outweighing the |loss of 13,000
jobs in the public sector. Strong enploynent gains have
continued in the first five nonths of 1998, totalling about
165, 000. In May 1998, the unenploynent rate stood at 8.4% its
| onest | evel since 1990.

The pace of economic activity slowed in the fourth
quarter of 1997 to 2.8% conpared to an average of 4.4% over the
first three quarters of the year. The recently released Nati onal
Accounts estimates indicate that growmh in the first quarter of
1998 was about 3.7% A key feature over the past six to nine
nmont hs has been the nunmber of unantici pated devel opnents that
have hit the Canadi an econony. The Ontario teachers’ strike and
the postal workers’ strike cut about one percentage point off the
fourth quarter gromh of |ast year. The January ice stormthat



hit eastern Ontario, Quebec and the Maritinmes al so had a negative
inpact in the first quarter of 1998, although reconstruction work
due to take place later in the year and into 1999 will boost
activity. Finally, the fallout fromthe Asian crisis and weaker
commodity prices are al so having a danpening effect on grow h,
particularly in British Colunbia. Fortunately, the effects of

t hese negative shocks have been significantly offset by the
decline in nmediumand long-terminterest rates, by the amazing
performance of the U S. econony and better than expected econom c
conditions in Continental Europe. Al these shocks have resulted
in a higher-than-usual uncertainty and have conplicated the
conduct of nonetary policy.

Declining interest rates have encouraged busi ness
spendi ng on machi nery and equi pnent and househol d spendi ng on
dur abl e consuner goods, so that final donmestic demand has been an
i nportant source of econom c expansion in 1997 and early 1998,
with investnent alone rising sharply. Wth low interest rates
and continued marked gains in good enploynent, household
confidence has been high, |eading to robust consunption
expendi t ur es.

What about the external sector? Thanks to the strength
of the Anerican econony, the volunme of exports has al so been
rising sharply. There has al so been a substantial increase in
non-energy comodities exports in spite of declining prices.
However, exports to Japan and other Asian countries, which
account for about 8% of Canada’ s total nerchandi se exports,
declined in the second half of 1997 and early 1998. Overall,
exports grew substantially over that period, but inports have
al so risen sharply so that the current account deficit w dened in
1997. Anongst the factors responsible for the wi dening deficit,
there was a sharp junp in donestic demand for products with a
hi gh i nport conponent notably machi nery and equi pnent and ot her
durabl e goods. In the first quarter, a notable inprovenent
occurred with the current account deficit as a percentage of CDP
falling back to |l ess than 2%

Before turning to the outlook, let us deal briefly with
the factors affecting inflation. Wages have again risen at a
noderate pace. Wth productivity inproving, costs have been kept
under control. Price inflation has been kept below 2% for the
past six years now. Indeed, in late 1997 total CPI and core CP
(1.e. excluding the nore vol atile conponents of food and energy
as well as the effect of changes in indirect taxes) fell bel ow
the target range of 1 to 3 per cent, reflecting the inpact of



tenporary factors. Mre recently, core inflation has been at or
slightly above the bottom of the range.

* * * * * *

Now |l et’s | ook nore closely at the Canadi an outl ook for
1998 and 1999. To do so, it is useful to exam ne prospects
abroad and their inpact on our econony. In the United States,
econom c activity was even stronger than anticipated during the
first quarter of 1998. G owth should sl ow sonewhat during the
course of the year to a nore sustai nable pace in response to sone
expected | oss of conpetitiveness and weak Asian demand, which
becane apparent in recent trade nunbers. However, | nust caution
you that this slowing of the U S. econony has been expected for a
while, as the econony is really pressing against the limts of
its capacity to produce. Yet, we keep being surprised by the
strength of their econony. And for an econony that is deened to
be in excess demand, the United States has had remarkably good
results with regard to inflation. |In Europe, the outl ook for
1998 is al so sonewhat brighter than two nont hs ago.

What about Asia? This is the major source of concern
for the world econony. While the financial situation in the
countries that faced a crisis in the second half of 1997 and

early 1998 now | ooks sonewhat better, these countries still face
consi derabl e econom ¢ adjustnent, and of course |Indonesia has
been going through a major political crisis. [In Japan,

conditions are quite uncertain notw thstanding inportant policy
measures that have been taken. After contracting sharply in the
second quarter of 1997, the Japanese econony showed little
recovery during the second half of the year. Not nuch

i nprovenent is expected in 1998 given the aftermath of the Asian
crisis, the fragility of the financial sector, and weak business
and consumer confi dence.

The outl ook remai ns good for the Canadi an econony in
spite of the Asian difficulties and | ower comodity prices. W

are still expecting that our econony will grow at a 3.5% pace
through the mddle of 1999. This is sonewhat weaker than what we
were anticipating in the fall of 1997, but still robust grow h.

This would inply that the econony will achieve full capacity
during the course of 1999. This assessnent is based on the
prospects of strong final donmestic demand and assunes a nodest
recovery of the prices of coomodities for which Canada is a major
exporter. In spite of a nodest pick up in inflation resulting
from past depreciation of the Canadian dollar, inflation is



expected to remain below 2% that is well within the target
range.

What are the consequences of this outlook for the
conduct of nonetary policy in Canada? |n our May Monetary Policy
Report, we acknow edged that the uncertainty surrounding the
outl ook is nmuch greater than usual. However, the risks
associated with it appear bal anced. The main downside risks
relate to devel opnents in Asia and commodity prices. O fsetting
these is evidence, particularly fromthe continuing strength of
the U S. econony and fromthe expansion of the noney supply,
narrow y defined, in Canada, that the underlying nonentum of the
econony m ght be stronger than we expect.

When all these factors are considered, it is the Bank’s
judgnent (not commtnent) that between now and the Novenber
report, nonetary conditions in the recent range would be broadly
appropriate in the absence of further shocks. This would be
consistent with the above outl ook of robust aggregate demand, the
econony continuing to take up slack, and inflation inside the
target range. G ven the degree of uncertainty that is likely to
persist over this period, nonetary conditions —which refer to
the effects of both short-terminterest rates and the exchange
rate on the econony and inflation —may continue to fluctuate
over a relatively wide range. Subsequently, if the underlying
monmentum of activity remains as strong as is currently expected,
| ess-stinulative nonetary conditions would be called for as the
econony approaches and achi eves full capacity.

Over the past couple of nonths, we have seen no reason
to fundanentally change these views. The econom es of both the
U.S. and Continental Europe appear a bit stronger while there is
still a great deal of uncertainty in Japan, and commodity prices
remain soft. The prospects for inflation in Canada —the
obj ective of Canadi an nonetary policy —have al so not changed.
Overall, while there have been sonme signs of greater nomentumin
t he econony, the outl ook for the Canadi an econony appears to be
broadly in line with what we saw in the Mnetary Policy Report.

Concl usi on



To sumup, if we keep in mnd that the objective of
monetary policy in Canada, as has been reaffirned recently, is to
keep the annual inflation rate within a target range of 1 to
3 per cent, then the econom c outl ook facing us at present is
conpati ble with that objective. 1997 was an exceptionally good
year, despite the fact that the Canadi an econony was hit by a
series of shocks originating both at honme and abroad. The pace
of economc growmh appears likely to be a little slower in 1998
and the first half of 1999. However, it should neverthel ess all ow
further slack to be taken up, and thus bring output close to the
econony’s limt of capacity.

Wth the exception of Asia, where uncertainty continues
to reign, international conditions are favourable to Canada.
These include sound econom c growth, weak inflation, and | ow
interest rates. But the slowdown that has afflicted the nore
i nportant Asian economes is certainly not unrelated to the
weakness in prices for coomodities, where Canada is still a major
exporter.

Wil e the nost recent data suggest that Canada’ s
econom ¢ outl ook is somewhat nore favourable than was antici pated
a couple of nonths ago, the fact remains that this outl ook
carries with it a larger margin of uncertainty than normal.
Therefore, nore than ever, we nust constantly be review ng our
j udgnent s about the econom c and financial situation.
Nevert hel ess, we continue to believe that, between now and the
publ i cation of the next Monetary Policy Report, due in Novenber,
the appropriate course would be to keep nonetary conditions
within their recent range, provided there are no new shocks.
Thi s approach shoul d be consistent with the expected strength of
aggregat e demand, the continued absorption of unused resources,
and an inflation rate within our target range.

In closing, let me stress how inportant it is to nmake
sure that our econony reaches its full capacity in a gradual and
sust ai nabl e manner. W have | earned over the past 25 years that,
if we allow the econony to overheat and becone inflationary, then
we run the inevitable risk of plunging it into a severe
recession. It is by keeping the econony on a track of non-
inflationary and sustainable growh that we will achieve the
greatest returns in terns of the inconme and enpl oynent that our
econony i s capable of generating.



