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This text is a commentary of the Governing Council of the Bank of Canada.
It includes information received up to the fixed announcement date on

15 January 2002 and updates the November 2001 Monetary Policy Report.

Highlights
• The Bank has lowered its key policy

rate by 75 basis points since the
November Report, bringing the total
reduction over the past 12 months to
375 basis points.

• Relative to last November, the amount
of economic slack in 2002 is now
expected to be somewhat greater.

• However, the likelihood that the
economy will gain significant
momentum as the year progresses
has increased.

• With economic slack starting to
diminish in the second half of 2002
and expected to disappear by late
2003, core and total CPI inflation
should be back close to 2 per cent in
about two years.

• The major uncertainty for the outlook
is the timing and strength of the
recovery in global business
investment.
In the November Monetary Policy Report,
the timing and extent of the recovery in eco-

nomic activity in Canada this year was seen

as depending crucially on geopolitical devel-

opments and on how quickly consumer and

business confidence would return to normal.

Two polar scenarios were envisaged. In one,

consumer and business confidence stayed

fragile through 2002, contributing to slug-

gish growth. In the other, confidence was re-

stored quickly, leading to robust growth

early this year.

While robust growth is not yet under-

way, geopolitical developments have

evolved positively, and consumer confi-

dence has improved. Thus, the likelihood

that economic growth this year will be be-

tween these two scenarios, and broadly in

line with the Bank’s “working assumptions”

of last November, has increased.1 This im-

plies that the economy should gain signifi-

cant momentum as the year progresses.

However, business confidence remains weak

in many countries, with the recovery in glo-

bal business investment being the major area

of uncertainty for the outlook. Relative to its

assumptions of last November, the Bank

now expects the amount of economic slack in

2002 to be somewhat greater.

1. As a result of developments over the past two months, the

Bank is reverting to its customary practice of presenting a range

of 1 percentage point around the midpoint of its projection for

Canadian GDP growth.
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Recent Economic and Financial
Developments

After declining by 0.8 per cent at an annu-

al rate in the third quarter of 2001, Canada’s

real GDP (Chart 1) is estimated to have re-

mained largely unchanged in the fourth quar-

ter. This would result in annual average

growth for 2001 of about 1.5 per cent.

Some sectors of the economy have recov-

ered quickly from the disruptions associated

with the terrorist attacks on the United States

last September. But in other areas, the adverse

effects have persisted. In particular, activity in

air travel, tourism, and certain manufacturing

operations has remained well below that prior

to the attacks. Automobile sales were at record

levels in December, but some of these sales ap-

pear to have been brought forward from the

first quarter of this year.

On balance, these sectoral developments

suggest that, on average over the fourth and

first quarters, the economy will have expand-

ed by slightly less than was expected in the

November Report, creating a correspondingly

larger output gap.

The 12-month rate of increase in the core

CPI was 1.7 per cent in November, down from

2.3 per cent in September (Chart 2). This de-

cline in core inflation, while consistent with

an economy that has moved into a position of

excess supply, occurred sooner than expected

in the last Report. This lower-than-expected

level of core inflation mainly reflected in-

creased price discounting by motor vehicle
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manufacturers and dealers, as well as by

operators of travel accommodation, to

stimulate sales following the sharp fall-off

in September.

The 12-month rate of increase in the total

CPI was 0.7 per cent in November, down

sharply from 2.6 per cent in September. This

marked decrease relative to the core rate

stems mainly from the significant decline in

the world prices of energy commodities over

the past year.

In response to weaker domestic activity,

rising levels of economic slack, and attendant

downward pressures on inflation, the Bank

lowered its target for the overnight rate by

50 basis points on 27 November 2001 and by

25 basis points on 15 January, bringing the

level down to 2 per cent. Since the beginning

of 2001, the Bank’s key policy rate has been

reduced by a total of 375 basis points. More

than half of this reduction has occurred since

late August (Chart 3).

Over the two months up to 15 January

(the last fixed announcement date), the Cana-

dian dollar fluctuated around a relatively low

level against its U.S. counterpart. This situa-

tion reflected the general cyclical weakness of

the world economy and commodity prices, as

well as the uncertain international economic

and political situation. The Canadian dollar

strengthened somewhat against other major

currencies over this period.

Because of the weakness in economic

growth and the uncertainty surrounding
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the outlook, certain sectors of the Canadian

economy have experienced somewhat tighter

credit conditions. There has recently been

some easing in these conditions, however. As

well, equity markets have recovered from the

lows that followed the terrorist attacks.

Prospects for Growth
Recent geopolitical and economic devel-

opments increasingly point to the likelihood

that economic growth in North America will

gather significant momentum over the course

of the year. The geopolitical situation has im-

proved, and there are indications of a recov-

ery in consumer confidence in both the

United States and Canada from the low

points reached after the terrorist attacks.

However, business confidence in both coun-

tries remains weak, primarily reflecting the

fact that the adjustment in inventories and

fixed investment has not yet fully run its

course and that corporate profits are low. The

timing and strength of the recovery in global

business investment represents the major un-

certainty for the outlook.

Growth in the U.S. economy is projected

to be modest in the first half of 2002. Business

investment is expected to remain sluggish

through the period, while the phasing out of

generous price incentives on motor vehicles,

a high level of consumer indebtedness, and

rising unemployment are likely to slow the

rate of increase in household spending. Lower
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energy prices will, however, be a positive fac-

tor for households.

In the second half of the year, business

confidence is assumed to recover as the

inventory correction ends and the significant

amount of fiscal and monetary stimulus con-

tinues to support household spending. In-

vestment spending should begin to pick up as

corporate earnings start to recover. These de-

velopments should lead to a strong rebound

in the U.S. economy in the second half of the

year—to growth rates above that of potential

output.

On an annual average basis, this would

imply a growth rate for U.S. real GDP of

around 3/4 per cent in 2002, slightly below

the rate expected in the Bank’s last Report.
Nevertheless, with the pace of activity firm-

ing over the course of the year, U.S. growth is

expected to be close to 2 1/4 per cent on a

fourth-quarter-over-fourth-quarter basis.

Prospects for economic growth in other

industrialized countries have weakened since

the release of the November Report. In Eu-

rope, the spillover effects to domestic de-

mand from geopolitical uncertainties and the

U.S. slowdown have apparently dampened

economic growth by more than had been an-

ticipated. Nevertheless, economic activity is

expected to strengthen somewhat during the

second half of the year in response to the ear-

lier easing in monetary policy, lower energy

prices, and the projected U.S. recovery. The

economic outlook in Japan has also wors-

ened, owing to ongoing structural difficulties

and deteriorating business and household

confidence.

Activity in emerging-market economies

is generally expected to recover through 2002

as global demand picks up. The Argentine

default has had little impact on other emerg-

ing-market borrowers.

The projected recovery in world econom-

ic growth should gradually boost the U.S.-

dollar prices of non-energy commodities

through 2002 from their current low levels.

Prices for both crude oil and natural gas are

also likely to recover somewhat over this

period.
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In Canada, economic growth in the first

half of 2002 is also projected to be modest and

slightly lower than was previously projected

on the basis of the Bank’s working assump-

tions. Although household spending is

expected to increase moderately, business

investment and export growth are likely to

remain weak. Cash-flow effects from lower

energy prices will be one factor constraining

capital spending in Canada. Growth of real

GDP, on an annualized basis, is now expected

to average between 1 and 2 per cent in the

first half of this year.

Demand for Canadian exports should in-

crease significantly in the second half of the

year as a result of the strengthening of the

U.S. economy. As well, the substantial

amount of monetary stimulus that has been

provided, together with the impact of recent

government measures to improve national

security and further reduce tax rates, will

continue to support growth in domestic

spending. These conditions should lead to a

restoration of business confidence and to the

start of a recovery in business investment.

Thus, the pace of economic activity in

Canada is still expected to be above potential

growth in the second half of the year—in the

range of 3 to 4 per cent. On an annual aver-

age basis, GDP growth for 2002 would be in a

range around a midpoint of slightly above

1 per cent—broadly in line with the latest av-

erage private sector forecast. This growth

profile means that the amount of economic

slack through 2002 would be somewhat

greater than was anticipated at the time of the

last Report.
Since last autumn, financial markets have

remained volatile, reflecting uncertainty

regarding the international economic and
4
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geopolitical outlook. Nevertheless, expecta-

tions for future economic prospects have

become more optimistic. In equity markets,

the recovery from the effects of 11 September

points to expectations of an economic recov-

ery and of higher earnings. The more positive

economic outlook among financial market

participants is also reflected in the current

steepness of the yield curve in bond markets.

The Outlook for Inflation
Although the November level of core in-

flation was somewhat lower than expected

as a result of increased price discounting,

most of this discounting is expected to dimin-

ish appreciably in coming months, in line

with the recovery in consumer confidence.

Nonetheless, core inflation will likely remain

around its current level in the first half of the

year, given the increased excess supply in the

economy.

With slightly greater economic slack

through 2002, core inflation is now expected

to average just under 1 1/2 per cent in the sec-

ond half. Total CPI inflation should remain be-

low the core rate until late 2002, on the

assumption that world energy prices increase

only moderately from current levels.

By lowering its target for the overnight

interest rate by 375 basis points since the be-

ginning of 2001, the Bank has taken vigorous

action to support growth in domestic de-

mand. As a result, economic slack should

start to diminish in the second half of 2002

and would be expected to disappear by late

2003. Consequently, both core and total CPI

inflation should be back close to 2 per cent in

about two years.
te may be obtained by contacting the Bank at:

ankofcanada.ca
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