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Canada’s Infl ation-Control Strategy1

Infl ation targeting and the economy
• the Bank’s mandate is to conduct monetary policy to pro-

mote the economic and fi nancial well-being of Canadians . 

• Canada’s experience with infl ation targeting since 1991 
has shown that the best way to foster confi dence in the 
value of money and to contribute to sustained economic 
growth, employment gains and improved living standards 
is by keeping infl ation low, stable and predictable . 

• In 2011, the Government and the Bank of Canada renewed 
Canada’s infl ation-control target for a further fi ve-year 
period, ending 31 december 2016 . the target, as measured 
by the total consumer price index (CPI), remains at the 
2 per cent midpoint of the control range of 1 to 3 per cent .

The monetary policy instrument
• the Bank carries out monetary policy through changes 

in the target overnight rate of interest .2 these changes 
are transmitted to the economy through their infl uence 
on market interest rates, domestic asset prices and the 
exchange rate, which aff ect total demand for Canadian 
goods and services . the balance between this demand 
and the economy’s production capacity is, over time, the 
primary determinant of infl ation pressures in the economy . 

• Monetary policy actions take time—usually from six to 
eight quarters—to work their way through the economy 
and have their full eff ect on infl ation . For this reason, 
monetary policy must be forward looking . 

• Consistent with its commitment to clear, transparent 
communications, the Bank regularly reports its perspec-
tive on the forces at work on the economy and their 

implications for infl ation . the Monetary Policy Report is a 
key element of this approach . Policy decisions are typi-
cally announced on eight pre-set days during the year, 
and full updates of the Bank’s outlook, including risks to 
the projection, are published four times per year in the 
Monetary Policy Report .

Infl ation targeting is symmetric and fl exible
• Canada’s infl ation-targeting approach is symmetric, which 

means that the Bank is equally concerned about infl ation 
rising above or falling below the 2 per cent target . 

• Canada’s infl ation-targeting framework is fl exible . 
typically, the Bank seeks to return infl ation to target over 
a horizon of six to eight quarters . However, the most 
appropriate horizon for returning infl ation to target will 
vary depending on the nature and persistence of the 
shocks buff eting the economy .

Monitoring infl ation
• In the short run, a good deal of movement in the CPI is 

caused by fl uctuations in the prices of certain volatile 
components (e .g ., fruit and gasoline) and by changes in 
indirect taxes . For this reason, the Bank also monitors a 
set of “core” infl ation measures, most importantly the 
CPIX, which strips out eight of the most volatile CPI com-
ponents and the eff ect of indirect taxes on the remaining 
components . these “core” measures allow the Bank to 
“look through” temporary price movements and focus on 
the underlying trend of infl ation . In this sense, core infl a-
tion is monitored as an operational guide to help the Bank 
achieve the total CPI infl ation target . It is not a replace-
ment for it .

1 See Joint Statement of the Government of Canada and the Bank of Canada on the Renewal of the Infl ation-Control Target (8 november 2011) and
Renewal of the Infl ation-Control Target: Background Information—November 2011, which are both available on the Bank’s website .

2 When interest rates are at the zero lower bound, additional monetary easing to achieve the infl ation target can be provided through three unconven-
tional instruments: (i) a conditional statement on the future path of the policy rate; (ii) quantitative easing; and (iii) credit easing . these instruments 
and the principles guiding their use are described in the annex to the april 2009 Monetary Policy Report .
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“In meetings held recently ... the G-20 set out an aspiration 
to collectively boost global GDP by 2 per cent over the 
next five years.... [This] is a reasonable aspiration, and 
Canada certainly shares it. As a small open economy, 
we have the opportunity to garner more growth from 
abroad by building our international businesses.”
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Global Economy
The global economic expansion is expected to strengthen over the next 
three years as headwinds that have been restraining activity dissipate. Fiscal 
consolidation in many advanced economies, which has been a heavy drag 
on global growth, has diminished significantly. Private deleveraging also 
appears well advanced. Uncertainty about future demand is receding and 
monetary policy continues to be highly stimulative. This is creating favour-
able financial conditions for a rebound in household and business spending. 
Economic reforms are also anticipated to support and help rebalance 
growth in a number of economies over time.

Stronger demand should boost global trade, helping to lay the foundation 
for self-sustaining economic growth. Trade has been restrained by a number 
of factors, including modest investment growth in many advanced econ-
omies, and notable increases in trade restrictions.1 Recent trade data show 
tentative signs of improvement, however, and suggest that some of these 
factors have started to unwind (Chart 1).

Global economic growth is expected to increase from 2.9 per cent in 2013 to 
3.3 per cent in 2014 and 3.7 per cent in 2015 and 2016—largely unchanged 
relative to the January Report (Table 1). In this context, a number of com-
modity prices that are important for Canada’s terms of trade appear to be 
well supported. While the risks to the global outlook appear roughly balanced, 
and remain lower than in earlier periods, there is increased concern about 
the sustainability of growth in China and other emerging-market economies 
(EMEs), persistently low inflation in advanced economies, and recent geo-
political events.

1 In its most recent Report on G-20 Trade Measures, the World Trade Organization concluded that 
trade restrictions have been increasing, with restrictions introduced by G-20 countries since late 2008 
affecting almost 4 per cent of world merchandise imports.

Table 1: Projection for global economic growth

Share of real global 
GDPa (per cent)

Projected growthb (per cent)

2013 2014 2015 2016

United States 20 1.9 (1.9) 2.8 (3.0) 3.2 (3.2) 3.0

Euro area 14 -0.4 (-0.4) 1.1 (0.9) 1.3 (1.4) 1.6

Japan 5 1.5 (1.7) 1.2 (1.8) 1.3 (1.1) 1.0

China 15 7.7 (7.7) 7.3 (7.2) 7.3 (7.1) 7.2

Rest of the world 47 2.9 (2.9) 3.2 (3.2) 3.8 (3.8) 3.8

World 100 2.9 (2.9) 3.3 (3.4) 3.7 (3.7) 3.7

a. GDP shares are based on International Monetary Fund (IMF) estimates of the purchasing-power-parity (PPP) 
valuation of country GDPs for 2012. The individual shares may not add up to 100 owing to rounding.

Source: IMF, World Economic Outlook, October 2013
b. Numbers in parentheses are projections used for the January 2014 Monetary Policy Report. 
Source: Bank of Canada
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Financial conditions have diverged in advanced and 
emerging-market economies
Global financial conditions continue to support growth, against the backdrop 
of a gradual tapering of asset purchases by the U.S. Federal Reserve. In 
advanced economies, financial conditions are buoyant. Yields on long-term 
government bonds are broadly unchanged since the last Report and remain 
low by historical standards, while many equity markets are near all-time highs 
(Chart 2 and Chart 3). Credit conditions for firms, especially in the United 
States, continue to be accommodative, with low corporate spreads encour-
aging strong debt issuance.

Meanwhile, in emerging-market economies, financial conditions have tight-
ened, and market volatility has increased, partly in response to political uncer-
tainty. Nevertheless, volatility has remained well below historical averages. 
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Chart 1: Global trade is showing tentative signs of strengthening
Year-over-year percentage change, quarterly data
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Chart 2: Yields on long-term government bonds have remained broadly 
unchanged in advanced economies since the last Report
Yields to maturity on 10-year sovereign bonds, daily data
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Economies with weaker fundamentals have experienced the largest deteriora-
tion in financial conditions (Chart 4), and several central banks in EMEs have 
been forced to boost policy interest rates in an effort to stabilize markets.

Growth in the United States is expected to increase 
following a weather-related slowdown
The U.S. economy is expected to gather momentum, with growth projected 
to increase from around 2 per cent in 2013 to average around 3 per cent 
over the next three years. Based on the past dispersion of private sector 
forecasts, U.S. economic growth in 2014 is expected to fall within ± 0.5 per-
centage points of the Bank’s projection, with a somewhat wider range in 
2015 and 2016.
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Chart 3: Many equity indexes are near all-time highs
Index: 3 January 2012 = 100, daily data

Sources: Bloomberg and Bank of Canada calculations Last observation: 11 April 2014
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Chart 4: Exchange rate depreciations have been largest in EMEs with 
weaker fundamentals
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Following robust growth in the second half of 2013, the pace of the U.S. 
economic expansion in early 2014 has slowed abruptly. Unseasonably cold 
weather and severe snowstorms led to temporary supply-chain disruptions, 
a reduction in construction activity and a delay in some consumer expendi-
tures. Much of this activity is expected to be recovered, as demonstrated by 
the recent rebound in motor vehicle sales, purchasing managers’ indexes 
and employment.

The Bank expects that U.S. output growth will accelerate as the dampening 
effects of household deleveraging, fiscal consolidation and uncertainty dissi-
pate. Although the U.S. Federal Reserve reduced the pace of its monthly asset 
purchases at its meeting in March, from $65 billion to $55 billion, monetary 
policy continues to ease. The recent policy announcement from the Federal 
Open Market Committee moved from quantitative to qualitative guidance and 
also suggested that monetary policy will remain accommodative “even after 
employment and inflation are near mandate-consistent levels.”2

In this context, private domestic demand is expected to strengthen. Rising 
household wealth and improving labour market conditions are projected to 
drive consumer spending. A strong recovery in the housing market is also 
anticipated to continue, albeit at a slightly slower pace than projected in 
January, as tight mortgage-lending standards and difficult labour market 
conditions for younger workers dampen household formation.

This pickup in demand should, in turn, result in greater business investment 
(Chart 5). In light of reduced policy and economic uncertainty, there is an 
upside risk that consumers and businesses (particularly given the healthy 

2 Board of Governors of the Federal Reserve System, Press Release, 19 March 2014.
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Chart 5: U.S. business investment growth is expected to remain robust
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state of corporate balance sheets) could increase spending at a more rapid 
pace than projected. Such a scenario would have broad positive spillover 
effects on the global economy.

Net exports are expected to exert a small drag on U.S. economic growth 
over the projection horizon. Rising foreign demand for exports will be out-
weighed by even faster import growth driven by strong domestic demand. 
Non-energy imports are expected to rise, while increased U.S. production of 
oil and natural gas will continue to push energy imports lower.

Conditions in several other advanced economies remain 
challenging
Persistent and significant excess capacity in many advanced economies 
has pushed inflation well below policy targets. In the euro area, despite a 
strengthening and broadening of growth following progress in deleveraging, 
inflation has continued to decline, and inflation expectations have shifted 
down significantly (Chart 6). While inflation is expected to rise gradually over 
the projection horizon as excess supply is absorbed, there is a risk that disinfla-
tion could continue, and perhaps even develop into deflation. If this were to 
occur, it would threaten the expansion by increasing real debt burdens and 
leading households and businesses to delay expenditures. In addition, the 
Russia-Ukraine situation represents an important downside risk to Europe’s 
fragile recovery.

Meanwhile, in Japan, subdued inflation also remains a risk, despite an 
important pickup in both total and core inflation over the past year following 
the introduction of aggressive monetary easing. Recently, domestic demand 
has been particularly strong, with the pulling forward of consumption ahead 
of the increase in the value-added tax in April. However, progress toward 
Japan’s inflation target will require continued momentum in economic activity.
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Growth in emerging-market economies is expected to be 
solid, but vulnerabilities remain important
In China, economic growth is projected to remain between 7 and 7 1/2 per cent 
over the next three years. The authorities are expected to encourage a 
rotation of demand away from investment and toward consumption, while 
reining in credit growth. There is, however, considerable uncertainty about 
how this rotation will unfold. There is a risk that the property market in China 
could cool faster than anticipated as credit slows. Given the close links 
among banks, property developers and the shadow banking sector, weak-
ness in the housing sector could cause serious financial system stress and 
depress real economic activity.

Heightened uncertainty and tightening financial conditions are expected 
to restrain growth in other EMEs in the first half of this year. Activity is then 
anticipated to strengthen as external demand picks up, and as further 
progress is made on economic reforms. Nevertheless, as global financial 
conditions normalize, investors will continue to reassess the prospects for 
EMEs. This could lead to increased volatility, capital outflows and severe 
financial market turbulence. Such a scenario would dampen global demand, 
commodity prices and Canada’s terms of trade.

A number of commodity prices are supported by supply 
developments
Recent supply developments have supported energy and agricultural prices. 
West Texas Intermediate (WTI) prices have increased by 10 per cent since 
the January Report, as easing transportation constraints have substan-
tially lowered inventories at Cushing compared with last year (Chart 7). 
Agricultural prices have surged since January (Chart 8). Prices for grain 
products have risen, reflecting droughts in South America and parts of the 
United States, and the turmoil in Ukraine. Cattle and hog prices have also 
moved sharply higher, owing to concerns about depleted herd sizes and a 
deadly virus attacking piglets. At the same time, there has been downward 
pressure on base metals prices, particularly copper, reflecting concerns 
about slowing demand in China.

It is important to note that the Bank has changed its working assumption for 
the profile of energy prices in its base-case projection. Whereas in the past 
the Bank had assumed that energy prices would follow the futures curves, it 
now assumes that energy prices will remain near their current levels. Recent 
empirical work has shown that this approach provides a more accurate 
forecast, on average, than the futures curve and is also consistent with the 
technical assumption the Bank uses for the exchange rate.3 Prices for Brent, 
West Texas Intermediate and Western Canada Select have recently averaged 
approximately US$107, US$101 and US$80, respectively.

3 See, for example, R. Alquist, L. Kilian and R. J. Vigfusson, “Forecasting the Price of Oil,” in Handbook 
of Economic Forecasting, 2A, edited by G. Elliott and A. Timmermann (Amsterdam: North-Holland, 
2013): 427–507.
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Historical experience suggests that there is a wide band of uncertainty 
around any forecast of energy prices, and that the risks around it need not 
be symmetrically distributed. The Bank’s latest analysis of demand and 
supply factors suggests that the risks are likely tilted to the downside. In 
particular, if U.S. shale oil production were to exceed current estimates, and 
some members of OPEC were to bring production back on line more rapidly 
than anticipated, prices would likely fall below the level assumed in the base 
case (Box 1).

Prices for many non-energy commodities are expected to rise with the 
pickup in global activity. Consistent with the expected high level of oil 
prices, Canada’s terms of trade should remain elevated.
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Chart 7: North American oil prices have risen since January
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Chart 8: Prices of agricultural products have increased sharply since January
Index: 1 January 2013 = 100, daily data
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Box 1

The Shale Oil Revolution and Its Implications for Canada
after declining for nearly three decades, U .S . domestic 
oil production has surged in the past fi ve years, owing to 
technological innovations that have enabled the extraction 
of light oil from shale formations (Chart 1-A) . Production 
of shale oil (also known as tight light oil) has jumped from 
almost nothing in 2005 to more than 3 million barrels per 
day, continually surpassing estimates by a wide margin, and 
with robust growth expected through the end of this decade . 
there is also an abundance of shale oil resources globally: 
an estimated 345 billion barrels of technically recoverable 
shale oil resources are available for extraction, including 
some in Canada (Chart 1-B) .

the shale oil revolution could aff ect Canadian producers 
through two main channels: (i) reduced demand for imports 
from Canada and (ii) weaker prices owing to increases in supply . 
Bank analysis suggests, however, that the impact on oil produc-
tion from either of these channels should be fairly limited .1

Crude oil extracted from shale formations is light, sweet 
crude oil (including ultra-light) and is not in direct com-
petition with Canadian oil exports, which are increasingly 
dominated by heavy crude oil (oil sands bitumen) .2 a large 
proportion of the existing refi ning capacity in the United 
States is currently confi gured for heavy oil, thus supporting 
demand for Canadian crude .3 nevertheless, there is a risk 
that, as a result of export restrictions and inadequate infra-
structure, a potential glut in the supply of light crude oil in 
the United States could provide price incentives for refi neries 
to idle their heavy oil processing units .

While the shale revolution will exert downward pressure on 
global oil prices, the impact, on its own, should not be large 
enough to cause a signifi cant delay in the development of 

1 the United States has also experienced a boom in the production of shale natural 
gas . the volume of Canada’s net exports of natural gas to the United States has 
fallen by about 40 per cent since 2005, while the total value has dropped by 
80 per cent .

2 Refi neries require diff erent processing units to process light crude oil and heavy 
crude oil .

3 there is a risk that rising shale production could aff ect Canadian light oil exports . 
However, a sizable share of the expected growth in U .S . shale oil production con-
sists of ultra-light-grade “condensate,” which cannot be used directly to replace 
Canadian light oil exports . Furthermore, growth in the supply of condensate could 
benefi t oil sands and heavy oil production in Canada, where it is used to dilute the 
viscosity of crude oil so that it can be readily moved through pipelines or by rail .

the oil sector in Canada . Since shale oil is often as expensive 
to produce as oil from the Canadian oil sands, only the most 
marginal and costly Canadian projects would be aff ected . 
However, the shale oil revolution represents a downside risk 
to prices .
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Summary
The anticipated improvement in global economic growth, particularly in U.S. 
business and residential investment, is expected to lift Canadian exports 
over the projection horizon. Rising global demand for non-energy commod-
ities, combined with the assumed high level of oil prices, should support 
Canadian investment.

The Canadian dollar has averaged approximately 91 cents U.S. since the 
March fixed announcement date, in line with the assumption in January 
(Chart 9). By convention, the Canadian dollar is assumed to remain at its 
recent level of 91 cents U.S. over the projection horizon.
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Canadian Economy
The fundamental determinants of growth and inflation in Canada continue to 
strengthen gradually, as anticipated in the January Report. Although recent 
data for inflation were slightly higher than expected, excess supply in the 
economy and heightened competition in the retail sector will likely keep core 
inflation well below 2 per cent this year. Total CPI inflation is now forecast 
to be higher than core inflation over the coming quarters and closer to the 
2 per cent target. This principally reflects observed and expected increases 
in consumer energy prices, which have a temporary effect on the inflation 
rate. Underlying forces therefore need to be in place to close the output gap 
and cause core inflation to rise; otherwise, total inflation would drift back 
down below the target. The Bank expects that, as excess capacity is grad-
ually absorbed and the effects of competition wane, core inflation will return 
to 2 per cent by early 2016. Given this projected dynamic, the Bank expects 
that total inflation will reach 2 per cent by early next year and will remain 
there for the rest of the projection period.

Economic growth in Canada is projected to average about 2 1/2 per cent 
in 2014 and 2015. The Bank continues to expect that the gradual strength-
ening of the global economy and the recent depreciation of the Canadian 
dollar will lead to a broadening of the composition of growth in Canada. 
Meanwhile, recent developments are in line with the Bank’s expectation of a 
soft landing in the housing market and stabilizing debt-to-income ratios for 
households. This outlook is broadly unchanged from the January Report. 
The effects of the higher profile for oil prices on the terms of trade and, in 
turn, consumption are largely offset by recent information suggesting some 
further delay in the pickup in exports and business investment.

By 2016, real GDP growth in Canada is anticipated to slow to closer to 
2 per cent, which corresponds to the Bank’s estimate for the growth rate 
of potential output. However, there is the usual degree of uncertainty as to 
what the precise path of potential output growth will be over the coming 
years. In part, this is because potential output responds to stronger aggre-
gate demand through increased business investment, firm creation and 
greater labour force participation.

Excess supply and heightened competition continue to 
weigh on inflation
The Bank’s core measure of inflation has remained subdued, fluctuating 
within a narrow range and averaging about 1.2 per cent since the latter part 
of 2012. Weak inflation has been observed across a broad range of core 
goods and services, and the effects are therefore evident in all measures 
of core inflation that the Bank monitors (Chart 10 and Chart 11). While the 
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Bank’s target is based on total CPI inflation, these core measures allow the 
Bank to focus on the underlying trend of inflation by excluding price move-
ments that can temporarily affect total CPI inflation.4

The fundamental factor behind the weak core inflation numbers is the per-
sistent slack in the Canadian economy (Chart 12). The estimated impact of 
excess supply on inflation is even stronger once the effects of sector-specific 
price movements are removed (Box 2). Taking into account the various 
indicators of capacity pressures and the uncertainty surrounding any point 

4 The prices of certain particularly volatile components of the CPI, such as gasoline, fruit and vegetables, 
are excluded from core CPI. Along with changes in indirect taxes, volatility in these components often 
causes total CPI inflation to fluctuate much more than core inflation.
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Box 2

 Assessing the Impact of Excess Supply on Infl ation
The Bank’s January Monetary Policy Report highlighted the 
possibility that excess supply is having a larger eff ect on 
infl ation than had previously been anticipated. This is 
because the previous measurements of the relationship 
between core infl ation and excess supply were obscured 
by sector-specifi c price movements.1 In recent years, 
prices for motor vehicles and regulated services have been 
notable for displaying such idiosyncratic movements.

As can be seen in Chart 2-A, the infl ation rates in the prices 
of motor vehicles and regulated services have been at odds 
with the business cycle.2 For example, as the Can$/US$ 
exchange rate reached parity in 2007, the Canadian auto 
sector experienced a pronounced price-level adjustment. 
As a result, the infl ation rate of this component was at an 
all-time low at the onset of the recession, and only began 
to increase as broader infl ation pressures were easing. 
Similarly, the spike in regulated-services infl ation in the 
early 2000s was the result of an unusually large increase 
in insurance premiums for passenger vehicles, which at 
its peak was contributing almost a full percentage point to 
core infl ation.

Abstracting from such price movements is informative for 
analyzing the cyclical properties of infl ation. To illustrate, 
Chart 2-B shows the output gap together with core infl ation 
(as measured by CPIX) and a modifi ed version of core infl a-
tion that excludes the prices for motor vehicles and regu-
lated services. This modifi ed measure shows a much higher 
correlation with the output gap than does core infl ation, 
as evidenced by the signifi cant disinfl ation it exhibits fol-
lowing the most recent recession. Thus, by removing those 
components that have behaved countercyclically over time, 
a stronger relationship between underlying infl ation and 
the output gap is revealed.

Excluding from the CPIX basket those components that 
have been particularly aff ected by idiosyncratic shocks is 
informative ex post for examining the cyclical properties 
of infl ation. It is diffi  cult, however, to know in advance 
where such shocks will show up in the CPIX, and there is 
little reason to suspect that the components discussed 
here warrant future exclusion. Importantly, prices for 
motor vehicles and regulated services are not presently 
moving countercyclically and are therefore not obscuring 

1 Bank research fi nds that common price movements tend to be more representative 
of fl uctuations in aggregate demand in the Canadian economy . See M . khan, l . Morel 
and P . Sabourin, “the Common Component of CPI: an alternative Measure of 
Underlying Infl ation for Canada,” Working Paper no . 2013-35, Bank of Canada, 2013 .

2 this means that the coeffi  cient on the output gap in an estimated Phillips curve 
will be smaller if these components are included in the defi nition of infl ation .

the relationship between the output gap and infl ation. This 
explains why CPIX infl ation has become more sensitive to a 
given level of excess supply than it was, for example, during 
the 2008–09 recession. It also highlights the importance 
of considering a wide range of information in assessing 
underlying infl ation pressures, including regular analysis of 
disaggregated infl ation dynamics.
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estimates, the Bank judges that the amount of excess supply in the first 
quarter of 2014 was still material, at between 1/2 per cent and 1 1/2 per cent. 
This is slightly less than estimated in the January Report.5 Labour market 
indicators, including subdued wage increases, are consistent with the persis-
tence of material excess supply in the economy. Heightened competition in 
the retail sector, especially for core food items and non-durable goods, also 
remains a key contributor to subdued core inflation (Chart 13).6

The depreciation of the Canadian dollar over the past year has put some 
temporary upward pressure on inflation, partially offsetting the impact 
of excess supply and retail competition. The lower Canadian dollar also 
appears to have reduced the gap between Canadian and U.S. consumer 
prices, suggesting less scope for downward price pressure in some price 
components. The Bank’s spring Business Outlook Survey indicates that 
firms are already noticing an increase in the prices of non-labour inputs, 
although many note that intense competition may limit the extent to which 
these costs will be passed on to consumer prices (Box 3).

While total CPI inflation has lately averaged about the same rate as core 
inflation, recent indicators suggest that several of the volatile components 
will push up total CPI inflation close to the target in the coming quarters. In 
particular, energy prices are expected to increase noticeably, owing not only 
to higher gasoline prices but also to a sharp rise in natural gas prices.7 The 
depreciation of the Canadian dollar is also contributing to the divergence 

5 Economic growth in the fourth quarter of 2013 was slightly stronger than the Bank anticipated, and 
upward revisions earlier in 2013 raised the level of GDP further.

6 The Bank’s best estimate is that competition is currently subtracting about 0.3 percentage points from 
the annual rate of core inflation, the same estimate as in the January Report. For further details on the 
effects of competition on inflation, see remarks by T. Macklem, “Flexible Inflation Targeting and ‘Good’ 
and ‘Bad’ Disinflation” (http://www.bankofcanada.ca/wp-content/uploads/2014/02/remarks-070214.pdf).

7 Higher natural gas prices mainly reflect recent price hikes approved by the Ontario Energy Board, 
effective 1 April 2014.
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Chart 12: Material excess capacity remains in the Canadian economy
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Box 3

The Depreciation of the Canadian Dollar: The Potential Impact on Canadian Businesses
In an open economy such as Canada’s, exchange rate move-
ments infl uence business conditions through a number of 
channels, including foreign and domestic sales, costs, prof-
itability, and investment costs and decisions . When asked 
about how the recent depreciation of the Canadian dollar is 
infl uencing business expectations, nearly 80 per cent of fi rms 
responding to the Bank of Canada’s latest Business Outlook 
Survey reported at least one type of impact (Chart 3-A) . not 
surprisingly, the most common eff ects were related to higher 
input costs and output prices and expected increases in 
foreign sales . Overall, fi rms do not expect the sensitivity of 
their businesses to movements in the exchange rate to have 
changed over time .1

On balance, manufacturers were the most likely to expect 
higher foreign sales from the dollar’s recent depreciation . 
Respondents also anticipated positive domestic sales 
eff ects, stemming mainly from indirect benefi ts related to 
a stronger overall Canadian economy, reduced competition 
from imports and the fact that many clients are exporters . 
In the past, roughly half of Canadian non-energy exports—
such as industrial, electronic and electrical machinery 
and equipment; motor vehicle parts; aerospace products; 
building and packaging materials; fabricated metal, plastic 
and rubber; and pharmaceutical products—appear to 
have been highly sensitive to persistent movements in the 
Canadian dollar . accordingly, many non-energy sectors can 
be expected to benefi t from the recent depreciation . that 
said, many fi rms reported that maintaining or increasing 
U .S . market share continues to be challenging because of 
other factors, including ongoing intense competition from 
U .S . and other foreign fi rms . this response supports the 
Bank’s assumption that growth in non-commodity exports 
will be somewhat more muted than the pickup in foreign 
demand . In addition, recent indications that more manu-
facturers are planning increases in spending on machinery 
and equipment (from the Business Outlook Survey and 
Statistics Canada’s survey of Private and Public Investment, 
2014 (Intentions)) bode well for sustained improvements in 
competitiveness and the outlook for Canadian exports, but 
it could be some time before the gains are realized .

While the current lower value of the Canadian dollar is 
expected to provide some support for sales over the next 
12 months, the more immediate and widespread impact, 
according to fi rms, is on the rate of increase in their non-
labour input costs, mainly through the higher cost of 

1 the analysis discussed in this box is also based on ongoing Bank research .

imported intermediate inputs . Many fi rms had already seen 
increases in input prices as a result of the dollar’s depreci-
ation at the time of the spring Business Outlook Survey . to 
date, the impact on output prices is subdued, but some 
fi rms, particularly those in the trade sector, hope to be able 
to pass through some of these higher input costs . For many 
fi rms, however, intense competition continues to exert 
downward pressure on output prices .

Other episodes of depreciation of the Canadian dollar 
support the view that only a partial pass-through of higher 
costs to output prices is likely . the Bank’s 2002–03 Survey 
of Price-Setting Behaviour of Canadian Companies showed that 
while most fi rms were able to raise prices in response to the 
late 1990s to 2002 depreciation of the Canadian dollar, their 
ability to fully recoup lost margins was fairly limited . Firms 
engaged in wholesale and retail trade were more likely to 
report this type of negative impact on their margins . Bank 
research suggests that Canadian fi rms in manufacturing 
industries with higher shares of imported inputs are more 
likely to adjust their Canadian-dollar prices to movements in 
the Canada-U .S . bilateral exchange rate .2 this suggests that 
the benefi ts of the depreciation in terms of profi ts and sales 
volumes will vary across fi rms .

2 See S . Cao, W . dong and B . tomlin, “the Sensitivity of Producer Prices to 
Exchange Rates: Insights from Micro data,” Working Paper no . 2012-20, Bank of 
Canada, 2012 .
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between core and total inflation, since some of the key volatile components 
excluded from the core measure are particularly sensitive to exchange rate 
movements.

While core inflation is projected to increase as the impact of retail competi-
tion gradually fades, the economy will need to have reached its full capacity 
for inflation to be maintained at the 2 per cent target. Above-potential 
growth is therefore needed to close the output gap; this is expected to be 
achieved with a larger contribution to growth from exports and investment.

Exports are expected to gather momentum along with 
foreign demand
While energy exports were stronger in 2013 than previously anticipated, 
non-energy export categories have continued to underperform relative to 
foreign activity. Competitiveness challenges have weighed on exports, as 
evidenced by the further losses in Canada’s market share (Chart 14). In 
addition, supply constraints in some export sectors, or an increased reliance 
on the foreign affiliates of Canadian firms to fulfill foreign demand, might 
have played a role. Weakness in Canadian non-energy exports is broadly in 
line with the sharp slowing in global trade since 2011. Some of the weakness 
in recent months may also be due to weather-related factors.

Given the continued strengthening in global growth, particularly the firmer 
and more broadly based growth in the United States, Canada’s non-energy 
exports are expected to gather momentum in coming quarters. A wide 
range of export sectors are expected to benefit, including those linked to 
U.S. construction activity, such as logging and building materials. As U.S. 
investment in machinery and equipment strengthens, export sectors, such 
as industrial, electrical and electronic machinery and equipment, com-
puters, and aircraft, should strengthen. The contribution of other sectors 
that have performed well over the past decade relative to foreign activity, 
such as commercial services and pharmaceutical products, should con-
tinue. The recent depreciation of the Canadian dollar, which has reversed a 
small part of the earlier deterioration in Canada’s competitiveness, should 
help to promote stronger growth in exports (Chart 15 and Box 3).
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Chart 13: Heightened competition in the retail sector is contributing to the unusual 
weakness in price infl ation for core food items and non-durable goods
Year-over-year percentage change, monthly data
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Although there are some encouraging signs, it is likely that the long lags 
involved in re-establishing supply chains and sales networks, as well as 
continued competitiveness challenges, will weigh on the ability of Canadian 
firms to benefit from stronger growth abroad. The Bank’s base-case projec-
tion therefore continues to assume that non-commodity exports will grow at 
a somewhat slower pace than foreign demand (Chart 16).8

Energy exports, which were hampered in 2013 by temporary production 
shutdowns and transportation bottlenecks, are expected to strengthen 
in 2014 and to grow at a faster pace than foreign demand. This reflects 

8 The latest available data show that the rate of increase in the number of exporting firms picked up in 2012 
to over 3 per cent, including in many manufacturing subsectors where the volume of exports has been 
underperforming.
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Chart 14: Canada’s market share of U.S. imports has declined, except for energy
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Chart 15: The recent depreciation of the Canadian dollar has reversed a small 
portion of the earlier deterioration in competitiveness
Contribution of various factors to the change in Canada’s relative unit labour costs vis-à-vis 
those in the United States, quarterly data
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announced plans by major producers to increase output, the growing use of 
Canadian heavy oil in U.S. refineries and further growth in rail transportation 
capacity. The higher level of energy prices should also increase revenues 
and profits in the resource sector. Indeed, recent data suggest a noticeable 
rise in the terms of trade in the first quarter.

As exports strengthen and uncertainty about future demand diminishes, 
growth in business investment is expected to rise gradually. The most 
recent survey by Statistics Canada reports only a modest increase in 
business investment intentions for 2014, with the notable exception of the 
manufacturing sector, where a significant pickup is expected.9 Nonetheless, 
healthy corporate balance sheets and the low cost of capital are providing 
solid support. Business credit growth remains above its historical average, 
and the Bank’s most recent Business Outlook and Senior Loan Officer 
surveys suggest that credit conditions have eased slightly in recent months. 
In addition, some indicators of business sentiment have improved in recent 
quarters (Chart 17). According to the latest results from the Bank’s spring 
Business Outlook Survey, intentions regarding investment in machinery and 
equipment have turned positive for export-oriented manufacturing firms, 
notably those related to capital goods and transportation equipment.

Overall, total exports are expected to pick up, but their profile is lower than 
in the January Report. This is mainly due to weaker-than-expected exports 
in early 2014 and a somewhat more subdued profile for foreign activity, 
particularly for U.S. residential investment. With a slightly more modest 
outlook for exports, the profile for business investment in the Bank’s base-
case scenario is lower than in January.

Excess supply is expected to be gradually absorbed
The economy will also continue to be supported by moderate growth in con-
sumer spending over the projection horizon, broadly in line with the growth 
of household disposable income and the savings rate near its current level. 

9 Statistics Canada, Private and Public Investment, 2014 (Intentions), 26 February 2014
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Chart 16: Growth in non-commodity exports is expected to increase as foreign 
activity rises
Year-over-year percentage change, quarterly data
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Residential investment is expected to remain relatively unchanged as its 
share of the overall economy declines to a more sustainable level. Over the 
past several years, Canadian homeowners have been saving on their pay-
ments when renewing their fixed-rate mortgages. However, since interest 
rates have been low for a long time, this effect will soon level off. The profile 
for household spending is consistent with credit growth remaining well 
below the historical average and a stabilization of household debt-to-income 
ratios over the projection horizon.10

Overall, real GDP growth is projected to average around 2 1/2 per cent in 
2014 and 2015, before easing close to the growth rate in the economy’s 
potential output of 2 per cent in 2016 (Table 2 and Table 3). Given the 
degree of uncertainty inherent in projections, the Bank judges that GDP 
growth will likely be within ± 0.5 percentage points of the base-case projec-
tion in 2014, with a somewhat wider range in 2015 and 2016.11

With the projected profile for real GDP growth exceeding the growth of 
potential output, the Bank expects that the economy will gradually return 
to its full production capacity over the next two years.12 The growth rate of 
potential output is expected to remain fairly stable, at around 2 per cent, 
with a rise in the growth rate of trend labour productivity being offset by a 
further decline in the growth of trend labour input, associated with demo-
graphic forces.13

10  While the ratio of household debt to disposable income edged down in the fourth quarter of 2013, it 
remains at a high level. However, the household debt-service ratio stands at its lowest level on record.

11 See Box 1 in the October 2013 Monetary Policy Report.

12 The base-case projection is built around the midpoint of the range for the output gap in 2014Q1 
(i.e., about 1 per cent).

13 See Appendix A in the October 2013 Monetary Policy Report.
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The projected rise in trend labour productivity assumes benefits from the 
growth in business investment that will contribute to further capital deep-
ening. However, the future path for potential output could deviate from 
that projected in the base-case scenario. In particular, the contribution 
of trend labour productivity growth will depend on many factors, notably, 
the strength of the demand for Canadian goods and services, the amount 
invested by existing firms in research and development and technology, and 
the number of new firms created. For example, greater-than-anticipated for-
eign demand for Canadian exports could translate into increased business 
investment and net firm creation, which could result in higher productivity 
and potential output.

Table 2:  Contributions to average annual real GDP growth
Percentage pointsa,b

2013 2014 2015 2016

Consumption 1.2 (1.2) 1.4 (1.3) 1.4 (1.3) 1.1

Housing 0.0 (0.0) 0.0 (0.0) -0.1 (-0.1) 0.0

Government 0.1 (0.2) 0.1 (0.2) 0.2 (0.1) 0.3

Business fi xed investment 0.1 (0.1) 0.2 (0.4) 0.7 (0.9) 0.8

Subtotal: Final domestic demand 1.4 (1.5) 1.7 (1.9) 2.2 (2.2) 2.2

Exports 0.6 (0.3) 0.5 (1.2) 1.7 (1.8) 1.5

Imports -0.4 (-0.3) 0.1 (-0.6) -1.4 (-1.4) -1.4

Subtotal: Net exports 0.3 (0.0) 0.6 (0.6) 0.3 (0.4) 0.1

Inventories 0.3 (0.3) 0.0 (0.0) 0.0 (0.0) 0.0

GDP 2.0 (1.8) 2.3 (2.5) 2.5 (2.5) 2.2

Memo items:

Potential output 1.9 (1.9) 1.9 (1.9) 2.0 (2.0) 1.9

Real gross domestic income (GDI) 2.0 (1.8) 2.6 (2.5) 3.0 (2.6) 2.6

a.  Numbers in parentheses are from the projection in the January 2014 Monetary Policy Report. Those for 
potential output are from Appendix A in the October 2013 Monetary Policy Report.

b.  Numbers may not add to total because of rounding.

Table 3: Summary of the projection for Canadaa

2013 2014 2015 2016

Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

Real GDP (quarter-over-quarter 
percentage change at annual rates)

2.9 
(2.5)

1.5 
(2.5)

2.5 
(2.5)

2.6 
(2.5)

2.5 
(2.6)

2.5 
(2.5)

2.4 
(2.5)

2.4 
(2.3)

2.3 
(2.2)

2.2 2.1 2.0 2.0

Real GDP (year-over-year percentage 
change)

2.7 
(2.3)

2.3 
(2.3)

2.4 
(2.5)

2.4 
(2.5)

2.3 
(2.5)

2.5 
(2.5)

2.5 
(2.5)

2.4 
(2.5)

2.4 
(2.4)

2.3 2.2 2.1 2.1

Core infl ation (year-over-year 
percentage change)

1.2 
(1.2)

1.2 
(1.0)

1.2 
(1.2)

1.4 
(1.3)

1.6 
(1.5)

1.6 
(1.6)

1.7 
(1.7)

1.8 
(1.8)

1.9 
(1.9)

2.0 2.0 2.0 2.0

Total CPI (year-over-year percentage 
change)

0.9 
(0.9)

1.3 
(0.9)

1.6 
(1.2)

1.8 
(1.4)

1.9 
(1.5)

2.0 
(1.7)

2.0 
(1.9)

2.0 
(1.9)

2.0 
(2.0)

2.0 2.0 2.0 2.0

Total CPI excluding the effect of the HST 
and changes in other indirect taxes
(year-over-year percentage change)

1.0 
(1.0)

1.4 
(1.0)

1.5 
(1.2)

1.8 
(1.4)

1.9 
(1.5)

2.0 
(1.7)

2.0 
(1.9)

2.0 
(1.9)

2.0 
(2.0)

2.0 2.0 2.0 2.0

a. Numbers in parentheses are from the projection in the January 2014 Monetary Policy Report. Assumptions for the price of West Texas Intermediate and Brent crude 
oil (US$ per barrel) are based on an average of spot prices over the recent period.
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Core CPI inflation is expected to return slowly to 2 per cent
Core inflation is projected to remain just above 1 per cent in the first half of 
2014 and to return gradually to 2 per cent by early 2016, as excess capacity 
is absorbed and the impact of increased competition dissipates (Chart 18). 
Anecdotal evidence suggests that competition effects could last longer than 
previously assumed. The lower Canadian dollar, in contrast, is expected 
to continue to exert some upward pressure on inflation over the next few 
quarters. This upward pressure comes from direct effects on the prices 
of imported goods and services, as well as indirect effects through higher 
demand.

Total CPI inflation is projected to remain above core inflation until around 
the end of next year, mainly reflecting higher energy prices. While total CPI 
inflation is projected to remain above core inflation and close to the target, 
there is much uncertainty about its profile, given that the total CPI incorpor-
ates movements in very volatile components such as gasoline and natural 
gas prices. As an example, if the base-case scenario were to assume that 
oil prices were 10 per cent lower (higher), total CPI inflation would be lower 
(higher) by 0.3 percentage points over the coming year. Moreover, there is 
uncertainty about the extent to which the impact of recent depreciation in 
the Canadian dollar on inflation will be offset by the effects of competition.

The Bank uses core inflation as an operational guide to look through infla-
tion movements that are likely to be temporary. Excess supply must be 
absorbed to prevent total CPI inflation from falling back below the 2 per cent 
target once the effects of volatile components unwind.

The higher profile for total CPI inflation should reinforce the anchoring of 
inflation expectations at the 2 per cent target. Indicators of short-term infla-
tion expectations are somewhat below the Bank’s projection. The March 
Consensus Economics forecast for total CPI inflation was 1.5 per cent 
for 2014 and 1.9 per cent for 2015. Similarly, over 90 per cent of the firms 
surveyed in the Bank’s spring Business Outlook Survey expect inflation to 
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Chart 18: Core infl ation is subdued and expected to return gradually to 2 per cent
Year-over-year percentage change, quarterly data
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be within the 1 to 3 per cent inflation-control range, with the majority in the 
bottom half of the range. Market-based measures of longer-term inflation 
expectations also remain consistent with the 2 per cent target.

Based on the past dispersion of private sector forecasts, a reasonable 
range around the base-case projection for total inflation in 2014 is 
± 0.3 percentage points.14 This range is intended to measure ex ante forecast 
uncertainty. Fan charts, which are derived using statistical analysis of ex 
post errors from the Bank’s projection models, provide a complementary 
perspective. Chart 19 and Chart 20 show the 50 per cent and 90 per cent 
confidence bands for year-over-year core inflation and total CPI inflation 
from the second quarter of 2014 to the end of 2016. The degree of uncer-
tainty around the inflation forecast, and the range of weaker-than-projected 
outcomes in particular, are important considerations for policy in light of the 
low level of core inflation.

14 See Box 1 in the October 2013 Monetary Policy Report for details on how this range was calculated.
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Chart 19: Projection for core CPI infl ation
Year-over-year percentage change, quarterly data
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Chart 20: Projection for total CPI infl ation
Year-over-year percentage change, quarterly data
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Risks to the inflation outlook
The outlook for inflation is subject to several risks emanating from both the 
external environment and the domestic economy. The Bank judges that the 
risks to the projected inflation path are roughly balanced.

The most important risks to inflation are:

(i) Stronger U.S. domestic demand
Stronger-than-expected private demand in the United States is the 
most important upside risk to inflation in Canada. With strong cor-
porate balance sheets and reduced uncertainty, businesses could 
boost investment by more than expected as they take advantage 
of firming demand. Similarly, as deleveraging dissipates, consumer 
spending could accelerate at a stronger pace. Each of these scen-
arios would boost economic activity and confidence more generally, 
leading to positive spillover effects throughout the U.S. economy. 
Stronger U.S. activity would in turn translate into higher exports for 
Canada and firmer commodity prices. In addition, private domestic 
demand in Canada would benefit from positive effects on confidence.

(ii)  Continued underperformance of Canadian exports
A wide range of export sectors are expected to benefit from the 
continued strengthening of the U.S. economy. This realignment of 
export growth with foreign activity will also be aided by the recent 
depreciation of the Canadian dollar. To date, however, the anticipated 
rebound in non-energy exports has proven to be elusive. The precise 
timing of the realignment in growth is highly uncertain and could take 
longer than currently anticipated by the Bank. A slower recovery in 
non-energy exports would also translate into slower growth in busi-
ness investment, particularly investment in machinery and equipment. 
Together, weaker exports and business investment would pose a 
downside risk to inflation.

(iii)   A severe tightening of credit conditions in China and other emerging-
market economies
Efforts by the Chinese authorities to address vulnerabilities in the 
shadow banking sector and engineer a soft landing in the real estate 
sector could result in a greater-than-anticipated slowdown in credit 
growth and an extended period of deleveraging that would weigh 
on growth. There is also a risk that increased political uncertainty in 
other EMEs, lack of progress on economic reforms and/or uncertainty 
surrounding the impact of the normalization of U.S. monetary policy 
could trigger larger capital outflows and tighter credit conditions. 

 Risks to thE inflation outlook 23 
 Bank OF Canada  •  MOnEtaRy POlICy REPORt  •  aPRIl 2014



These shocks could have negative spillover effects on the global 
economy and would be transmitted to the Canadian economy 
through weaker exports, lower commodity prices and a deterioration 
in the terms of trade.

(iv)  Imbalances in the household sector
Recent housing data continue to support the Bank’s base-case 
scenario of a soft landing. Housing starts have generally been 
below the Bank’s estimate of demographic demand for over a year, 
and resale activity has also been below its 10-year average since 
November 2013. However, high levels of debt and near-record house 
prices relative to income continue to leave households vulnerable 
to adverse shocks. The risk of a disorderly unwinding of household 
sector imbalances, should it materialize, could have sizable spillover 
effects on other parts of the economy and on inflation.
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