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Summary
Highlights

• The Bank has revised up its projec-
tion of output growth for this year
to 5 per cent and anticipates output
growth between 3 and 4 per cent for
2001.

• At these rates of expansion, pressures
on production capacity will intensify,
and, as a result, core inflation is
expected to rise to 2 per cent in the
second half of next year.

• If oil prices were to stabilize at levels
just below US$30 a barrel, the rate of
increase in the total CPI would be
expected to move down to about
2 per cent by the end of 2001.

• The three main areas of uncertainty
for this outlook are: the path of
demand growth in the United States,
the current level and prospective
growth of Canada’s production capac-
ity, and world energy prices.
ontinuing strong demand

worldwide, together with

robust domestic demand, has

bolstered Canada’s output growth this

year. Although growth has exceeded

expectations, the trend of inflation has

continued to be lower than projected.

While growth in the U.S. economy

has been robust, the pace of activity

moderated in the third quarter.

Growth in the euro area has been sol-

id, and recoveries have taken hold in

many emerging-market economies.

The combination of strong global

demand, the rapid ascent of oil prices,

and the increased likelihood that oil

prices will remain above previously

expected levels has heightened the risk

of higher inflation rates in the major

industrial countries.

In this environment, there are

three main areas of uncertainty for

Canada’s economic outlook. These are:

the path of demand growth in the

United States, the current level and the

prospective growth of Canada’s pro-

duction capacity, and world energy

prices.

Recent Developments
While Canada’s real GDP growth

eased slightly in the first half of 2000,

at 4.9 per cent, it was still well above

C
 the estimated growth of potential out-

put. Current information points to

continued solid growth in a range of

3.5 to 4.5 per cent for the third quarter.
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90-Day Commercial Paper Rate and the Bank Rate
Daily

* The Bank Rate is the upper limit of the 50-basis-point operating band for the
overnight rate.
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the path of
Over the same period, core CPI

inflation (the CPI excluding food,

energy, and the effect of changes in in-

direct taxes) remained in the lower

half of the Bank’s inflation-control tar-

get range, below the level projected in

the May Report.
While surging energy prices have

pushed up the total CPI, there has

been, as yet, little effect on core infla-

tion and inflation expectations.

Wages appear to have risen by

close to 3 per cent in the first half of

2000. However, considerable gains in

labour productivity held down unit la-

bour costs.

The latest information provides a

more optimistic assessment of the cur-

rent level and prospective growth of

potential output than at the time of the

May Report.
The conventional measure now sug-

gests that the economy may have moved

into a position of excess demand by mid-

2000, instead of in the second half of

1999, as previously estimated. (See Tech-

nical Box 3 of the full Report.) However,

because of the uncertainty surrounding

estimates of the output gap, the Bank
continues to examine a broad range of

indicators of pressure on capacity before

coming to a view on the level of poten-

tial output relative to actual GDP.

Overall, it is the Bank’s judgment

that the weight of evidence, including

the fact that core inflation has been

lower than expected, does not confirm

that the economy had moved into

excess demand by mid-year, but it does

point to a level of activity close to

capacity  limits.

Concern about future pressure on

capacity limits arising from strong in-

ternational and domestic demand

prompted the Bank to raise the Bank

Rate by 50 basis points on 17 May to

keep the trend of inflation within the

Bank’s target range. This action

Starting in December 2000, the B
moving to a fixed schedule for setting th
This should help focus attention on th
economic situation and will also provi
with more opportunities to comment on
monetary policy.
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followed a similar move by the U.S.

Federal Reserve in response to the rap-

id growth in that economy. The Fed’s

action served to underscore the contin-

ued risk that strong U.S. demand pres-

sures could spill over into Canada.

After these actions, bond yields

declined as markets perceived a lower

inflation risk.

A dominant feature in foreign ex-

change markets over the past six

months has been the strength of the

U.S. dollar. Against this background,

the Canadian dollar has fluctuated

between 65.3 and 68.3 cents (US) and

has risen strongly against most other

major currencies.

For most of the past six months,

the Bank’s monetary conditions index

fluctuated in a range of -5.5 and -5.0.

More recently, it has been in the -5.5 to

-6.0 range, reflecting the movement of

the Canadian dollar against the U.S.

dollar.

The Outlook for Inflation
In the United States, the recent in-

terest rate increases by the Federal Re-

serve appear to have dampened

activity in interest-sensitive areas of

the economy to more sustainable lev-

els. Nevertheless, real GDP is expected

to grow by about 5 per cent in 2000 and

slow to a range of 3.0 to 3.5 per cent in

2001, and the labour market remains

very tight.

In the euro area, real GDP growth is

expected to remain solid in coming

quarters. Many emerging-market

economies have continued to recover

from the 1997–98 financial crisis, and

the Japanese economy, although still

fragile, is improving.

While high and volatile world oil

prices could dampen these growth
prospects, the underlying strength of

the global economy, together with the

potential inflation consequences of

higher energy prices, continues to tilt

the balance of risks towards increased

inflation pressures.

Over the next 18 months, Canadi-

an export growth should ease in re-

sponse to the projected slowing of the

U.S. expansion. Household spending

in Canada should remain relatively ro-

bust, while business investment is ex-

pected to moderate from its recent

intense pace.

Thus, the Bank is currently project-

ing output growth for this year at

close to 5 per cent. At this robust rate,

pressures on production capacity will

intensify. If, as assumed, growth of

potential output is 3 per cent, this will

also lead to conditions of excess de-

mand by early 2001. As a result, core

inflation is still projected to rise to

2 per cent, but not until the second half

of next year.

Output growth in 2001 is projected

to slow to a range of 3 to 4 per cent (on

an annual average basis), primarily

reflecting the expected slowdown in

the U.S. economy. This is expected to
3
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lead to conditions that will keep core

inflation steady at 2 per cent as the

pace of growth decelerates through

the year. Were this slowdown not to

materialize, a situation of excess

demand in the economy would persist,

resulting in further upward pressure

on inflation.

If oil prices were to stabilize at lev-

els just below US$30 a barrel, the rate

of increase in the total CPI would be ex-

pected to move down to about

2 per cent by the end of 2001.

The principal risks surrounding

this outlook revolve around demand,

supply, and expectations for inflation.

Continued robust growth in U.S.

demand for Canada’s exports could in-

crease inflation pressures here. On the

supply side, there is a possibility that

brisk spending on machinery and

equipment, combined with recent

productivity gains, could raise capacity

limits beyond currently projected
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levels. However, until further

evidence accumulates, the Bank will

continue to take a cautious view

regarding the growth potential of the

Canadian economy. In addition, there

is the risk that if current high energy

prices are maintained, they will feed

through to the prices of other goods

and services and, possibly, into

expectations of future inflation.

In this climate of strong economic

expansion, high levels of activity rela-

tive to potential, and increased energy

prices, the challenge for monetary pol-

icy will be to judge the balance be-

tween aggregate demand and supply

and to guard against the risk that high-

er energy prices could affect core infla-

tion and expectations of future

inflation. To preserve the low trend of

inflation that has been benefiting the

Canadian economy, the Bank must be

prepared to adjust monetary condi-

tions in a timely manner.
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