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1. The staff report for the previous Article IV consultation discussions was considered 
by the Executive Board on January 22, 1999 (@3W99/9).2 Executive Directors welcomed 
the continued improvement of the budget positions at all levels of government, which offered 
promising prospects for a significant fall in the ratio of government debt to GDP over the 
next several years. The Bank of Canada’s inflation targeting approach to monetary policy 
continued to be successfirl, maintaining inflation at one of the lowest levels among the major 
industrial countries. Directors noted, however, the relatively high ratio of personal income 
taxes to GDP in Canada, and recommended that, in addition to using prospective fiscal 
surpluses for debt reduction, priority be given to reforming income taxation to improve 
incentives to work and save. 

IL ECONOMICDEVELOPMENTSANDOUTLOOK 

2. M&roeconomic policy measures implemented &ring the 1990s have established 
a soundfoundation for the Canadian economy and underpinned the current economic 
expansion. The successful implementation of an inflation targeting framework since 199 1 
has held inflation at low levels. Sharp fiscal consolidation at all levels of government has 
arrested what had been a marked increase in the ratio of government debt to GDP, and put 
the debt ratio on a steady downward path. Structural reforms in key areas, including changes 
in the employment insurance system and improvements in the financing of the public old-age 
support system, also have enhanced the economy’s growth prospects. 

3. The Canadian economy has bounced back strong@fiom the e#fects of the Asian 
fmancial crisis and the turmoil in worldfinancial markets in 199& The sharp pickup in 
output growth over the year to the third quarter of I999 has reflected a rebound in 
commodity prices, continued robust U.S. growth, and strengthening domestic &ma& 
particularly investment spend@. Output growth slowed significantly in late 1997 and in the 
fust three quarters of 1998 owing to the fallout from the Asian crisis and a few major 
domestic work stoppages (Table 1 and Figure 1). Growth accelerated in the final quarter of 
1998, with the recovery from the effects of the domestic labor strikes, and has risen at an 

’ The discussions were held November 8-15 and were concluded at a meeting on 
November 16 with Finance Minister Martin and Governor Thiessen. The staff team com- 
prised D. Goldsbrough, S. Dunaway, M. Leidy, M. Cerisola, P. De Masi, and A Matzen 
(all WHD). Mr. Fischer and Mr. Loser participated in the meeting with the Minister and the 
Governor. Mr. Ingves and Mr. Johnston (MAE) participated in a meeting to discuss the main 
conclusions of the Financial System Stability Assessment (FSSA) for Canada. The Executive 
Director for Canada, Mr. Bemes, and his Advisor, Mr. Fenton, attended the meetings. 

2 W/98/280, 12/22/98, and the selected issues paper, SMI99/3, l/8/99. 
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annual rate of 4 percent during 
the first three quarters of 1999, 
with growth rising to 
4% percent (annual rate) in the 
third quarter. 

4. Am hovering around 
9% percent during 1994-97 
the unemployment rate 
declined markedly to 
8 % percent in 1998, as 
employmentgrowth at 
2%percent was the best of the 
decade (Figure 2). The gains 
in employment were broadly 
based, especially in full-time 
private sector jobs and the self- 
employed. The strength in the 
labor market carried into early 
1999, and the unemployment 
rate declined to 7.8 percent by 
January. Employment growth 
slowed markedly in the middle 
of the year, but has since 
strengthened considerably, 
pushing the unemployment rate 
down to 6.9 percent by 
November 1999. 

5. Ovd, the strength of 
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productivity gmwth in Canada has broadly matched that in the UnitedStates. During the 
199Os, labor productivity has risen at an annual average rate of 1% percent, roughly in line 
with the growth experienced in the previous decade in Canada and with labor productivity 
growth in the United States. Multifactor productivity growth in the Canadian business sector 
appears to have outperformed that in the United States since the mid-1980s; although on a 
sectoral basis, productivity growth in manufiicturing in Canada, particularly in the electrical 
and machinery industries, has lagged markedly behind that of the United States.3 

3 Statistics Canada has recently revised figures for multifactor productivity to incorporate 
revisions to the national accounts and the capital stock, which have increased the annual 
growth rate of multifactor productivity to roughly % percent during the 199Os, compared 
with % percent during the 1980s. The forthcoming selected issues paper will examine the 
issue of productivity in Canada, including comparisons of Canada’s performance to that in 
the United States. 



6. Slack in the economy 
has declined significantly since 
the second hulf of 1998, but 
there is considerable 
uncertainty as to how close the 
economy is tofill capacity 
(Figure 3). Staff estimates 
suggest that output in the third 
quarter of 1999 was about 
1 percent below potential 
(Box 1). Based on alternative 
empirical methodologies, the 
staff estimates of the NAIRU 
range from 6% percent to 
8 percent.4 A NAIRU of 
6% percent is roughly consistent, 
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according to Okun’s Law, with the staffs estimated output gap. It also would be consistent 
with expected effects of recent reforms in the Employment Insurance (El) system and 
provincial social assistance programs which introduced important structural changes in the 
labor markets. In view of the gradual effects of these reforms, the staff estimates that the 
NAIRU will decline Tom around 8 percent in 1998 to 6% percent over the medium term. 

4 See Cmrada: Selected Issues, (M/99/3), Chapter 2 and Canada: Selected Ismess, 
(W/98/17), Chapter 1, An analysis of why structural unemployment in Canada has been 
higher than in the United States will be included in the forthcoming selected issues paper. 
Empirical evidence suggests that Canada’s more generous Employment Insurance system 
contributed to a rise in structural unemployment in the 1980s. Recent EI reforms are 
expected to reduce structural unemployment over the medium term. 



Box 1. The Output Gap, Potential Output, and Potential Growth 

Thewtpot~(actualminuspotentialoutput)traditionallyhasbetnanimpartantindicatordaggregate 
~~Iltiti7nti~foreshadowingthtpossiblebuild-upafinflationarypressures.whiletheconceptis 
tami- its empirical mcawaementissubjecttoconsiderableuncerW@.+thoughestimaWofthemte 
ofgrowthofpotcntial~utinCanadatendtofallinarelativclynarrowrange,cstunrrtesdthclevelof 
potential output dzfer more signi6calltly. 

Usingavariety of statistical detrendingtechniquesand some struct@ approaches (such asthosebased ona 
productian6unction~thestaffestimatesthat~growthinthe199o8hasbeenabout2.4percenfcloscto 
theBankofCaoada’sestimateafabaut2~pcrccntBoththestaffandthcBankd~estimatessnggest 
~potcntialgrowthbasslawedsignificantlyinthc199osfromthe3ptrcent~~estimatedf~the 
1980s.Thisslowdownisabtributedtoafihan,~inthclaborforceparticipationrattatthestartofthe 
199os, which was accounted for by reduced labor force imrolvement by individuals in the 15-24 and 55-64 year 
age~Thefallinthe~~~rateforthtlattcagroupisprobablylargtlysErucaaalinnature, 
rcnbctingalongcr-tamtrcnd~~~y~Inthefonmrgrollp,t~~both~fadors, 
mon:individualsintbisgrauphaveoptedtopursuesdditionateducationand~ineligibilityrequirements 
for employment klrana? have disanmgedcntry, andcyclical fhctors, assc&tedwithlessf&rablejob 
plWpectsforyounger,lessskilledworkers. MorereceIttly,s&tanWinvestmentinequipmentembodying 
lEWtfXhUOlOgieSIMJJhttXtiSOdthe~OfpOtCIltiSlgrowth. 

BSiSidOIlaU -0fcyclical 
peaksill-~I.lOIDiC 
activity, it appeam that the economy 
wasopmiIlgnearpotentialinthe 
Grstorsecondquarterof199O.The 
BankofCanadausesastmctuA 
modeltoesdmatetherateofgrowtll 
OfpotentialandtheleveJof 
potentialoutputsinlultaneously. 
ThiSlIlO&ltssGntiallyUSCS 
estkWesofNAlRUtohelppin 
&wntbeleVeldpote&llolltput 
andsugge&thattheeconomywas 
l3pcxalingatfilucapachyinthe 
tbirdquarterof199O.Thereis 
considerableunccrkntyastothe 
exactpoiutintinu3whwlthe 
ecOtlOlUyIWhCdlilllcapracity.ThC 
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Gwe in@ztions has Fipnru4.caSCPIIofl&m 

jLu*dwithinaninrow 5J (pomratobr~~~~ 
range around the lower end 
of the l-3peEent oflcial 
targetrangesinceearly1997 ,. 
(Figure 4). Core inflation ’ 
picked up in March-April ” 
1999, and has fluctuated 3.0 . 

around 1% percent (annual 15 . 
rate) through November. The ‘O . 
overall CPI, however, has I.5 . 
risen more rapidly, increasing 1.0 - 
at roughly a 2 percent annual 03 

rateduringthe fist 11 months * k9 h % b ka h 1% h % Ir % 
of 1999, largely reflecting 
movements in energy and food prices. Surveys indicate that inflation expectations are 
centered on 2 percent, the midpoint of the l-3 percent official target range, suggesting a high 
degree of credibility underlying the authorities’ inflation targets. The differential between the 
yields on ten-year fixed rate and inflation-indexed bonds has widened in recent months from 
about 150 basis points in mid-June to about 200 basis points in October-December. Although 
wage growth picked up somewhat during 1999, averaging about 2% percent through 
September, it remains consistent with significant gains in productivity and continuing low 
inflation. 

8. Following the Bank of 
Canada’s 100 basis point Fii5.Bildda1dRdRft&ive~gc~ 

increase in short-term interest 
Usslcs 

an 
rates in August 1998 and 0.75 

reduced turmoil in world 
financialmarkets, the an 
Gznahn dollar began to 0.71 

recoverfiom its sharp 0.69 
depreciation in thejktpart of 
the year (Figure 5). 0.67 

Subsequently, the Bank 0.63 

followed the U.S. Federal 0.63 

Reserve and reduced interest ~~1IISlpDaNah~Dw~Jm9rpDa~h~~LlnJ~9rp 

rates in September-November 1995 1996 1997 1991 1999 

1998 by a cumulative 75 basis 
points. The recovery in commodity prices during 1999 has further strengthened market 
confidence in the Canadian dollar, which recovered from its all-time low of less than 

’ The CPI excluding food, energy, and the effects of changes in indirect taxes. 
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63 U.S. cents in early August 1998 and traded in late December 1999 at around 68% U.S. 
cents. The Canadian dollar has appreciated in real effective terms by about 4% percent in 
1999 through November.6 

9. Ajkr reducing Filpvc6.MmetmyconditioarIadex 

interest rates by 25 basis (lg@Q 
-4.0 -4.0 

points in both March and 
May 1999 in o&r to 

4s - . 4.5 

support continued - -5.0 
economic expansion and - -5.5 
maintain injl&ion 
comjYor&bly within the 4.3 - 
target range, the Banh of -7.0 - 

Gum& held rates 
unchanged as US: interest 

-7.5 - . -7.5 

rates were increased in -a0 - - 4.0 
June and August by a *, . . . . . . . . . . . . * . . . . . . . . . . * &, 
cumulative 50 basispoints. 

JnFebYr&rblqlmn&d SqQciHavhhnQ~bApYqJmugJdAqSqOct 

The decision not to follow 
the Federal Reserve’s rate hikes at that time reflected the Bank’s assessment that monetary 
conditions in Canada were consistent with the inflation target (Figure 6). Subsequently, the 
Bank of Canada raised rates by 25 basis points in November, matching an increase by the 
Federal Reserve. The differential between Canadian and U.S. interest rates has generally 
fallen since the last quarter 
of 1998, turning negative in Filpe 7. Iataut R&c DiEamtU 

May 1999 at both the short (Impoma~cpoinb,Ca~adamieprthoU~itedSMm) 
3.0 r , 3.0 

and long end of the term 2.5 2.5 

structure (Figure 7), and 2.0 10 

spreads remained negative 1.I I.5 
in late December. I.0 1.0 

0.5 0.5 
The current account 

&Zcitmfirn 
0.0 LO 

4.5 0.5 
ISpercent of GDPin 1998 -1.0 -1.0 

to %percent in thefirst -1.5 -13 
three qumters of 1999 -1.0 -2.0 

(Table 2). Export growth -2s a.1 

rebounded sharply, owing to b Mu Jm Iq Dms Ur Jmt? Da YE Jun.%.% Dm YE JmnE& h MP ,hmg Iq 1995 
buoyant growth in U.S. 

6 Reflecting the high degree of integration with the U.S. economy, the U.S. dollar has a 
weight of 82% percent in the IMF’s real effective exchange rate calculation (based on unit 
labor costs) for Canada. 
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markets and to the recovery in commodity prices. At the same time, growth in the value of 
imports slowed from its relatively rapid pace in 1998, despite the pickup in domestic 
demand, as the streng&ening Canadian dollar helped to hold down import prices (J-curve 
effect). 

- 

11. Overthepastsixyears, 
decisive effmts by the 
Government haveprodked a 
dkamatk turnaround in the 
feaenJfisccrJposition, which 
shipdfirn a dkjkit of 
astound S%percent of GDPin 
1993/94 to a sruplus of 
gpercent in 1998/99 (Table 3 
and Figure 8)’ Over this 
period, the estimated structural 
balance shified from a deficit 
of 4% percent of GDP to a 
surplus of about 1 percent. The 
improvement in the federal 

Figum 8. Fedad Fid Polioy kdidora 
(InwrmdofC3DPl 

fiscal position has largely reflected cuts in program spending and reductions in transfers to 
the provinces. In the 1998 Budget, the Government introduced some measures with a 
relatively low fiscal cost to address its priorities in the areas of health care, education, and tax 
relief and the February 1999 Budget introduced some additional measures in these areas.* 

12. Fiscal consolidatkm has &o occurred at theprovkialleveI, helpikg to improve 
the general government balancejkom a &jZcit of more than 5 @percent of GDP in 1994 to 
a surplus of about I percent of GDP in 1998 (kational accounts basis).’ Largely as a result 
of restraint in public consumption and controls on capital spending, the aggregate budgetary 

’ Fiscal years end March 3 1. 

* Tax relief measures in the February 1999 Budget include a fbrther rise in the tax-free 
income threshold for low-income Canadians, the elimination of the 3 percent surtax on 
individuals with income exceeding $50,000, and a modest increase in the National Child Tax 
Benefit for low- and middleincome fkmilies. Spending initiatives extend measures in the 
1998 Budget, including increased transfers to the provinces through the Canada Health and 
Social Transfer (CHST), increased equalization payments to lower-income provinces, and 
outlays to support and strengthen research and development. 

’ The general government includes the federal government, the provincial governments 
(including the territories), hospitals, local governments, and the Canada and the Quebec 
Pension Plans (CPP and QPP, respectively). 
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balance of the provinces moved into a small surplus in 1997. However, it slipped back into a 
small deficit in 1998, as the Asian crisis and lower commodity prices reduced revenues in 
some provinces (notably Alberta and British Columbia) and other provinces used a portion of 
their “fiscal dividends” to cut income taxes. The rising budget deficit in British Columbia 
and a sharp decline in Alberta’s 
budget &plus were, however, 
nearly off& by a rapid decline 
in Ontario’s deficit and by the 
first balanced budget in Quebec 
in 40 years. Although the ratio 
of general government net debt 
to GDP has declined from a 
peak of 70 percent of GDP in 
1995 to 62 percent in 1998 
(Table 4 and Figure 9), it 
remains above the G-7 average 
(Table 5). 
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13. The shrrrp I~l~l~llarl~I~1~lInl~l~pc~llowl9971~l~~~Ym~~ 

iqmvement ingovemment 
@anceshashelpedtoincmwe national saving as a share of GDP despite a t&line in 
personalsaving. After rising by almost 5 percentage points between 1993 and 1997, gross 
national saving declined in relation to GDP by % percentage point to 17% percent of GDP in 
1998 amid lower corporate profits and a further decline in personal saving. The personal 
saving rate has declined steadily to 2% percent of disposable income in 1998, primarily 
reflecting the effects of lower inflation, fiscal consolidation, and rising household net worth, 
owing in part to the rise in Canadian stock prices in recent years.” At the same time, gross 
investment has rebounded sharply since 1993 in nominal and real terms. In 1998, gross 
investment stood at about 20 percent of GDP in real terms, slightly below its 1997 level, but 
well above its historical average. 

14. The bmad indicators und#ying household and corporate balance she& do not 
appear to suggest any major vulnerabilities, although these aggregates could mask 
weaknesses in pavricular sectors that would only become apparent in the event of a sharp 
rtowntuta Household net worth has risen from 400 percent of disposable income to almost 
500 percent over the period 1990-98, while liabilities have increased by less than 25 percent 

lo Recent empirical work suggests that about 40 percent of the decline in the trend private 
saving rate since 1990 is explained by fiscal consolidation, 30 percent by lower inflationary 
expectations, and about 20 percent by rising household net worth. See Gilles B&uM and 
Denise C&e (forthcoming), ‘Long-Term Determinants of the Personal Savings Rate: 
Literature Review and Some Empirical Results for Canada,” Bank of Canada Working Paper. 
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of disposable income 
(94 percent to 114 percent) 
over this period (Figure 10). 
Although the personal debt- 
service ratio edged up in 
1998 to about 9 percent of 
personal disposable income, 
it remains well below its 
peak in the early 1990s 
(almost 13 percent) and 
below the average of the 
last two decades. At the 
same time, the debt of 
nonfinancial corporations 
as a percent of corporate 
net worth has remained 
relatively stable (around 
170 percent) since 1992 
and the ratio of nonfinancial 
corporate debt to GDP has 
declined f?om 65 percent to 
61 percent (Rgure 11). 

15. The st@projects 
that real GDPgmwth will 
slow in theperbd ahe& in 
line with an anticipated 
deceleration in demand 
growth in the UnitedStatks 
to a more sustainable level 
Macroeconomic 

Fii 10. Ham&old Nd Waib 
(A6 pcroult ofdi6ponble iaoome) 

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 19% 1997 1998 

F@ell.-ialGnpmtcDcb( 
66 Wpaea*~oDp) 
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developments in the United States are central to the near-term outlook for economic activity 
in Canada in view of the high degree of economic integration between the two economies 
(Box 2). Canada’s real GDP growth is expected to decline fkom 3% percent in 1999 to around 
3% percent in 2000 (slightly above the consensus forecast). output growth is projected to 
slow further to around its potential rate by 2002 as the output gap is eliminated (Table 6). 
Domestic demand growth in Canada would ease somewhat over most of the forecast horizon, 
as consumer spending would slow reflecting more moderate growth in household net worth 
and higher interest rates, while the pace of fixed investment spending also would decline, 
owing to an end to Y2K-related spending, higher interest rates, and slower consumption and 
export growth. The external current account is expected to improve steadily from a deficit of 
*A percent of GDP in 1999 to a surplus of % percent by 2004, primarily reflecting improved 
macroeconomic conditions in Europe and Asia, sustained but decelerating growth in the 
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Box 2. Canadr-U.S. Economic Integmtion: An International Comparison 

?hsaogoingdi8au8ionofmandmymwgom&a invuiounprta oftheworld, Mwl.ingthemovetownds ooolmoncurralcyinEuropt, 
hurdCindlodintaosthltbeimuoof ~oiatsgntionwithingrouprofoaunbisr.In~~~~boxwmnarizeafhs~~of 
CUlUkvi~vkth@UtitEd~ill oomprriroawithintsOntioa~~U~oococlllt i iCaIngmaa,~degreedido~on 
bawWllC!UlA~thOLJIlitGd~iSmUChhi*thrninprpopaHowsVer, tkeapp6la8tohmJabamagredauymmdzyinthc 
nmneof~QLpaisllosdby~mdtboUnited~tbrnithc~vpitbinEurope.This~fidor,toectberwiththspolitial . . t inEuropstomowtowrrdr~lcomm~mrPlrd,probrMys3tplrinrthe~a~choicsofatchrngentongimca 

Tile- ownomy ia vmy open by intmutiond dmdards. In 1998, the dew ofopemwm (measured by the mtio of extarul tmdc in 
goo&~~csrtoODP)m~drwy8lpa~wmswMhi~a~intheEurop~Ultioll~as~thehigh~~ongths0-7 
oconomim (ma figure). 

Caruda’r oapitd ascount b dosely integmted with the United St&s. In 1998, the United Statea contributed 86 paccot ofthe dir& 
inMstmeotinnowr~~udtookin77~of~ditodiavsrtmart~IL~in~portfolioinnompnd 
aNlowtwert85paesnt~97psrccmt,~v~y.Whiletbe~mayputtylrfLdthird~~’investmsntrin~through 
the United St&es, they m sig&kxotly hi&a tlun uwng EU countriat, wham in recent yeua intra-European direct investment ud equity 
apitdaowa&vcJ~ fa 50-55 percent and 50 percent oftowl flow& fenpectivdy. 

‘Ibe bigb dc~ec of i&gr&o betweenthe C!wndk ti U.S. ecooomi~hwbuito~dosecar&tionofmusoeomomiotrenda 
RsrlODP~~and~~in~hvebecnvayolorclyomacltcdwithlgowth~hrflrtioaintheUnitsdStrtsrZ/Ths 
carralrdim~een~mdU.S.rsrlQDP~hr~hiphathnrmongmodEuropcarroooaDmi~lad~y~errmsrs 
mmngthc moat dordy rdated European economies (Aunt& BeI* Fmmm, Oammy. wul the Netherlands). The car&ion b&veen 
~~u.s.inflrtiMbyhi~allybeenhigha~~~~~sr. 

Howeva,thsnrturaofrhockrtotho~~u.s.economiosduringtbeprrtfewdeaderhr~~chmorrdiuimikr~~~g 
Europcul coullhier.3/ In particular, unlike Mlong sevad EuropeM oconomiqthasdoesndnwmtobemyrignikmntpositive 
corrsLtimbetweenrupplyrhodcrin~mdLeUnitedStrtcrThenmehddrfgdemradrhody~gb~~rremors 

Extwndtiwithinmgionq 1998 
(in pofcent) 

Regional Regiond 
TrubTotalTradc TnddaDP 

Ihlmpc (aA?cted coudrie#) With dha EU cou&iea 
Bdgilml-L.uxambourg 52 71 
IJranlm 62 25 
Q-=Y 55 26 
Irdmd 62 79 
IMY 62 23 
NdhWlMdl 63 52 
united~ 51 21 

Euwdgbdwmgu 59 29 
WithUIlitCdSt&~ 

85 61 

Bad on egpgde maduuxtiae trade (expata plus imports). 

l/ Sea Stephen Tokuidc, 1999, “‘Bmin Drain From Can& to the Unitsd St&s,” in lntcmatioxul Monetary Fund, “&uda-Sel&ed 
lssws,” SMt99t3, iwmd Jmwy 8.1999. 
2l See Tmnim Bayou& md Bany Eichengrccn, 1994, “One Money a h4u@ Anrlyzing the Proape& for Monetq Urdfication in Various 
Puts of the Wald,” “r&don Esqa in Iassrnrtionrl FinuKlc, No.76. 
3/ See Bayoumi and Ekhmgrcm (op tit). Vkek Arars 1999, “Exduge Rste ati in Sokited We&m Hemimpko Coun’kw,” 
mimeo.. htermtid Mondary Fund, pmvides mat recent edimdca fa Cku& mdtha United States. 
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United States, and a wntinued recovery in wmmodity prices.” This shift in the external 
position would primarily reflect a steady rise over the forecast period in the merchandise 
trade surplus and some reduction in net investment income payments, owing to a decline in 
external debt and generally lower rates of interest paid on it. Inflation is projected to rise 
gradually to the midpoint of the official target range as the output gap is eliminated. 

16. Risks to the outlook for the Canadian economy center on whether activity will settle 
down smoothly to a more sustainable pace of growth While many of the risks to the 
forecast stem from the external environment, there are also uncertainties associated with 
domestic economic developments. With the announcement of a multiyear personal income 
tax cut in the 2000 budget, consumption spending may not slow as much as envisaged. Ifthe 
pace of consumption does not ease, the recent buoyant growth in investment spending might 
also not slow as expected. Moreover, it is difficult to determine the extent to which 
temporary factors, such as spending to address potential Y2K problems, have boosted 
investment. The net result could be that domestic demand growth would be significantly 
faster than expected, posing some important challenges, particularly for monetary policy. 

17. Respective risks revolving aroundpossible unanticipated developments in the 
external environment~pecial& in the United States-are particularly imptint (Bar 3). 
The continued buoyancy of the US. economy, prospects for stronger growth in Europe and 
Japan, and the recent strengthening of commodity prices have significantly improved the 
external environment from a year ago. However, a good deal ofuncertainty surrounds the 
outlook for the United States. Continued rapid U.S. growth would provide further stimulus 
to net exports and domestic demand in Canada. But such an outcome might also trigger a 
substantial tightening of U.S. monetary policy that could ultimately lead to a sharp deceler- 
ation in U.S. economic activity. While near-term prospects would be for stronger-than- 
projected Canadian growth, the economy’s medium-term outlook wuld worsen significantly. 
This would be especially likely if economic activity outside North America were also to be 
weaker than expected, which, in combination with a sharp slowdown in the U.S. economy, 
could reverse the recent upturn in world commodity prices. Moreover, a slowdown in 
economic activity in the United States might also feed back to the Canadian economy 
through the financial sector, as the exposure of Canada’s financial sector to the United States 
has increased in recent years. 

l1 This forecast is based on the standard assumption in the World Economic Outlook (WEO) 
exercise of a constant real effective exchange rate. 
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Box 3: Key Implications of the World Economic Outlook 
for Canada’s Bilateral Surveillance 

Intheviewofthestaff,themsinriskstocaaada’sptospectiveeconomic@- stemmkgfkomthe 
global eamomic outlook revolve around poWtial developments in the United States. 

g~etrgMd~PdiCY~in~toa~~~~aincrcaoeinU.S:~~~:Thc 
unitedstatesandcanadadiffcr- intheirtzyckalpositi~tiththeunitedstatescRtimntrAtobe 
operatingcl~to~~aadcaoadaprobablystill~~somcslack,~~afanancertain 
~o~~~rapidgrowthindomcsticdrmandinthtUnitedStatcsraisestbcpatMltialridrthat 
inflationary prmures in the United States could build more rapidly than auticipated so that the Federal Reseme 
would eventually have to move aggre&vely to tighten monetary policy, the&y slowing U.S. growth shaqly. 
Thcpossibilityofsucha”boom-bust”sctnariointbeUnitcdStatessuggtststbat~couldbtEdccd 
initially with inflatiomuy pressures stemming f?om the United States followed by sharply rising U.S. inkrest 
ratesanda~~~U.S.~.DCpwldingonhowevtntsintheUnitbdSEBteswcreto~ldaver 
time,thisconldportscntchallcngtsformanetarypolicyinCanadaAlthaughmovcmentsintht~&~ 
wouldhelp~oonthecconomy~suchedvcrseshocks,theraquircdsbiff~thecompositiond 
~~~dcmandisnotlilrclytobcseamless~~wouldp~~~~~c~~ 

l TkereaM&rconeqm ofa8hapecmndc~ intheUk&edAWexDuringthisdecade,the 
Caaadianeconomyhasbccomcincrtasinglyintegrabadwiththetestdtheworld,andparticulartywiththe 
UnitcdSEates.Staffestimateswrggcstthafothathingsbeingequal,aslowQwnintherattdU.S.realGLlP 
growth would produce a roughly equivalent deceleration in economic a&vi@ in Canada, rcfkting the direct 
cffcctstbatsuchaslowdownwoutdhweannet~~~indirccteffectson ccnsumptiouandimrcstment 
Whilecontinucdgrowthinthercstaftheworldcwldhclpto~offsctthe~~inCanada,any 
mi@atingcfkctswouldbelimikdowingtothehighdegcecofe COMlll iC~~bctwtcncanada&ttlC 

united states. 

III. POLICY DBCUSSIONS 

18. There was general agreement between the authorities and the staff on the course of 
macroeconomic policies in the period ahead. On structural issues, the stti pushed for further 
reforms in key areas, such as the employment insurance system and accelerating the pace of 
trade liberalization in agriculture and textiles and clothing. The discussions centered on the 
following issues, which are key to charting a sound macroeconomic policy course: 
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l with fnu signs of in@tionary pressures, monetary policy should aim to permit the 
economy to reach its pto&ctive po&ntia& but the challenge will be to gauge the 
point at which policy will need to shii &ward tightening; 

0 the appropriate mix of debt reduction, tax cuts, and higher spending on priority 
areas in light of prospective fiscal surpluses. 

A. Monetary Policy and the Exchange Rate 

19. The Bank of Canada targets inflation with the aim of infruencing the rate over the 
succeeding siw to ejghf quarters Its assessment of future inflation generally has relied on an 
evaluation of current and projected output gaps, unit labor costs, inflation expectations, 
changes in indirect taxes, and the current and expected Wure exchange rate. A broad range 
of other economic and financial indicators, including monetary and oredit aggregates and the 
outcome of collective wage settlements, is also considered. 

20. The authorities and the staflagreed that there was considerable uncertainty over 
how much slack remained in the C&t&n economy, as estimates of the output and 
ewbyment gaps ranged widely. Because of this, the Bank of Canada representatives 
considered that these indicators were not very useful as guides to formulating policy. The 
staff and the authorities agreed that substantial investment in machinery and equipment in 
recent years, which embodies new technologies, probably had raised the 1eveI of capacity. 
The Bank representatives indicated that their point estimates of the output gap for the third 
quarter of 1999 were close to zero, or slightly positive, but a very wide confidence interval 
surrounded these estimates. Although the stafl’s point estimate (a negative gap of a little over 
1 percent) shows a somewhat higher degree of slack in the economy, it falls within the 
Bank’s confidence interval. In the labor market, substantial reforms to the employment 
insurance system were seen as having improved flexibility and contributed to reducing the 
NAIRU. The authorities suggested that, once the effects of these reforms were lily realized, 
the NAIRU might decline from its current estimate of around 8 percent to as low as 
6 percent. Based on the discussions and its own alternative estimates (discussed in 
paragraph 6), the staff has revised its estimate of the NAIRU to decline to 6% percent by end- 
2002. 

21. Given the uncertainties regarding estimates of capacity, the authoritie.s took the 
view, and the strrjrconeutred, that the near-term aim of monetary policy should be to allow 
the economy to seek its productive potential without compromising the oficial target for 
in@tion. The key challenge for monetary policy was to gauge the point at which monetary 
conditions would have to be tightened as slack in the economy appeared to diminish and 
indications of inflationary pressures began to emerge. To aid in reaching this decision, the 
Bank of Canada officials indicated that they would place more emphasis on a broader range 
of inflation indicators in their effort to carefully monitor the degree of underlying inflationary 
pressures. These indicators included movements in core and trend inflation; data on wage 
settlements and surveys of expected compensation increases; indirect evidence of rising 
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inflation expectations corn certain asset data (such as the yield differential between 
conventional and real return government bonds, and real estate prices); and the monetary and 
credit aggregates. In using the information provided by these indicators to set monetary 
policy, Bank officials noted that there was no fixed formula, and that this information had to 
be carefully interpreted. 

22. Given the high degree of openness of the Canadian economy, current and 
prwpective movementk in the exchange rateplrry an impo&ntrole in the Bank of 
Canada’s assessment of monetary conditions. In this context, the officials from the Bank 
noted that the monetary conditions index (MCI) remained an important tool in assessing the 
near-term stance of monetary policy, but that the index had been daemphasized somewhat in 
the Bank’s more recent monetary policy reports.12 The decision to de-emphasize the MCI 
was largely a result of a tendency of financial market participants to misinterpret movements 
in the index and to respond at times as if there were a fixed target path for the index. 

23. The authorities noted that theirpast successes in maintaining in@ztion within the 
target range had improved the c4ibility of monetary policy, solidly anchoring inflation 
expectations. Survey data consistently showed that inflation expectations had remained at 
about 2 percent, the midpoint of the official target range. Policy credibility had also benefited 
from the improvements in the medium-term fiscal outlook and the commitment to fbrther 
public debt reduction, highlighting the need for continued sound fiscal policy. The staff 
suggested that enhanced credibility would likely provide the Bank with some additional room 
to maneuver in testing the economy’s productive limits. The representatives and the staff 
agreed, however, that there were inevitably questions about how much maneuvering room 
existed in view of the uncertainty over the extent of slack in the economy and the fact that 
inflation already was near the midpoint of the target range. 

24. Tk authorities said that the rapidpace of output growth over thefirsr three 
quariers of 1999 suggested that some ad&tional caution might be wawanted in the con&et 
of monetmy policy. In testing the limits of capacity, they believed that it would be prudent to 
ensure that these limits were not approached at a very rapid pace of economic growth. This 
would help ensure that, once it became evident that capacity had been reached, tighter 
monetary conditions would have a chance to slow demand growth before inflationary 
pressures could take hold-a position that the staff strongly supported. In their forecasts, the 
authorities expected that the economy would continue to expand, but at a slower rate than at 
present, and that inflation would be contained around the midpoint of the target range. The 
recovery in commodity prices since early 1999, the depreciation of the Canadian dollar in 

I2 The MCI is a weighted sum of changes in the short-term interest rate (typically the 90&y 
commercial paper rate) and the effective exchange rate, with weights of 3 to 1, respectively. 
These weights are based on the Bank of Canada’s empirical work that suggests a 
1 percentage point change in interest rates affects aggregate demand over time by about the 
same amount as a 3 percent change in the exchange rate. 
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1998, and the large gains in employment throughout 1998 and 1999 were seen as imparting 
considerable momentum to domestic demand in Canada, which was expected to carry 
forward. The authorities projected that GDP growth in 2000 would be in the range of 
23/4-3% percent, and that it would slow gradually toward the authorities’ estimate of 
potential growth (around 2%-2% percent) over the medium term. The stimulus from net 
exports was envisaged to wane in the period ahead (as it was assumed that the Canadian 
dollar would appreciate)13 and a reduction in Y2K-related investment spending would hold 
down domestic demand in the period immediately ahead. However, the likely announcement 
of a multiyear cut in taxes would sustain consumer spending, and private consumption was 
seen as the most important source of growth going forward. 

25. The authorities emphasized that their forecast& largely hinged on the expectation 
of a gra&al slowdown in U.S. growth to a more sustrrinablepac~ Continued rapid growth 
could pose considerable risks of overheating in the United States and would likely prompt the 
U.S. Federal Reserve to raise interest rates further. A more difficult scenario for Canadian 
monetary policy would emerge if U.S. monetary policy action were delayed, and there was 
an actual outbreak of inflation in the United States and a subsequent sharp tightening of 
monetary policy. Although the authorities thought that this kind of “boom-bust” scenario was 
unlikely given the past success of the US. monetary authorities, they were prepared for all 
contingencies. 

26. In judging how Can&an monetary policy should respond to U.S &velopments, 
the authorities took the view, and the staflagrea that the key consideration would be the 
extent to which continued rapid US! growth could add to already strong demand growth in 
Canada and contribute to a spillover of infrationary pmssures If the Federal Reserve raised 
interest rates, the Bank of Canada had no automatic rule on how it should respond. A U.S. 
rate increase would be viewed in terms of its implications for the Canadian economy and 
financial markets, and thus for price pressures in Canada. If developments in the United 
States were judged to have a significant effect on Canada, potentially jeopardizing achieve- 
ment of the target for inflation, the Bank would not hesitate to act. This was reflected in its 
decision subsequent to the mission to raise interest rates, matching the U.S. increase in mid- 
November. 

27. In the event of a sliarp dawnward correction in the US stock mark& the 
authorities considered that this would initially &mpen aggregate demand in Canada 
through its e#&t on net exports and through its likely effecr on Canadian equi@ markets. 
Canadian equities, however, appeared less exposed to a sharp correction since, after having 
experienced a more pronounced downturn in 1998, they had not appreciated as strongly as 
U.S. equities. The authorities also noted that the success of Canadian monetary and fiscal 
policies provided scope for a timely countercyclical policy response should that be 

I3 Based on the May 1999 WE0 projections, the latest CGER estimates suggest that the 
Canadian dollar would appreciate in real effective terms by 8 percent over the medium term. 
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warranted. Despite the increased exposure of Canadian banks to nonfinancial corporate and 
financial firms in the United States, the authorities did not envisage that a U.S. stock market 
correction would have major consequences for the Canadian banking system, although 
profitability would obviously suffer in the event of a generalized economic downtum.‘4 In 
this regard, the staff noted that the Financial System Stability Assessment (FSSA) had 
highlighted the rapid growth of life insurance companies’ segregated fbnds and the potential 
liabilities associated with the explicit capital guarantees embedded in many of these funds, 
which could pose difIiculties should stocks fall sharply and subsequently fail to recover their 
pre-shock levels for a number of years. I5 

28. Bank of Canada om considered that the credWity ofmonet~~policy had 
diminished thepmspects for a loss of conj3knce in the Canadian dollat. They noted that, 
in past years-and most recently in 1998-developments in the foreign exchange market had 
on occasion acted as a constraint on monetary policy actions. On these occasions, a loss of 
confidence in the currency could contribute to undesired upward pressures on long-term 
interest rates, which, in turn, required tactical monetary policy actions aimed at restoring 
confidence. This complicating factor in the conduct of monetary policy had largely receded, 
and the Bank felt that it could now focus its monetary policy actions more on the underlying 
economic fundamentals in Canada, although they were prepared to respond should such 
pressures arise again. Moreover, in the event that a boom-bust scenario played out in the 
United States, the exchange rate was seen by the authorities as potentially cushioning the 
real-side impact on Canada, as the Canadian dollar would tend to depreciate visd-vis the 
U.S. dollar in the near term in response to falling demand for Canadian exports and higher 
U.S. interest rates. As a result of the credibility of the inflation target, if U.S. inflation were 
to rise above that in Canada, the Canadian dollar would be likely to appreciate over the 
medium term, insulating Canada &om price pressures in the United States. 

29. The authorities noted that they had not intervened in the foreign exchange ma&et 
since Canada’s policy on intervention was revised in September 1998. At that time, it was 
decided that the practice of intervening frequently in a symmetrical fashion to ensure that 
there was sufficient liquidity in the market would be discontinued. Instead, intervention 
would be restricted to those rare instances when it was judged that the exchange rate had 
significantly overshot its fundamental equilibrium value and a substantial government 
presence in the market could significantly influence market perceptions about the currency’s 

l4 Stress and scenario tests also suggest that interest rate and exchange rate changes could 
have significant effects on the average operating incomes of some of the large banks, but 
would not be significant in terms of their capital. These issues are discussed in the 
forthcoming report on Canada’s Financial System Stability Assessment. 

l5 This issue is discussed in more detail in the forthcoming paper on Canada’s Financial 
System Stability Assessment. 
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underlying value. The authorities indicated that in such cases intervention would be 
announced and all transactions would be fully transparent. 

B. Fiscal Policy 

30. Thefederalgo vemment’sfiscalposition remains very sound. In the recent 
Economic and Fiscal Update, the Government presented five-year budget projections derived 
as the average of forecasts prepared by four major private forecasting firms. After allowing 
for a $3 billion contingency reserve and an explicit economic prudence factor to offset the 
effects of potentially less favorable economic conditions, the budget surplus is estimated to 
rise Tom $5.5 billion (0.6 percent of GDP) in 2000/01 to $23 billion (2 percent of GDP) in 
2004/05 (Table 7). These so-called “planning surpluses” effectively established the para- 
meters for the public debate on feasible fiscal policy options, but the Government’s yearly 
Budget presentation would continue to Came new measures based on the fiscal and economic 
outlook over the next two years. The staff’s fiscal outlook, assuming current tax and spend- 
ing policies, is broadly in line with that contained in the Update, with differences reflecting 
the stafFs somewhat higher assumptions for GDP growth and interest rates. In the discus- 
sions, the staff noted that the five-year projections illustrated that available surpluses were 
limited; moreover, a significant part of these projected surpluses stemmed from an automatic 
rise in the real burden of personal income taxes owing to the lack of 111 indexation to 
inflation. l6 Therefore, difficult choices would have to be made among the many competing 
uses for the prospective surpluses. The statT argued that debt reduction and income tax 
reform were likely to produce the most significant long-term benefits for the economy and 
should be the top priorities. 

31. Tke authorities reiterated their intention to target a bakkncedbu&et (including the 
contingency reserve and the akwance for economic pm&me) on an er ante basi& and to 
use any unspent portion of the contingency reserve to pay down debt. In the absence of 
significant adverse economic shocks, the Government’s approach would tend to produce 
annual ex post budget surpluses equal to the $3 billion contingency reserve (about ‘/ percent 
of GDP). The staff suggested that a somewhat faster pace of debt reduction would be 
prudent, especially given the opportunity afforded by the present relatively favorable 
economic conditions. For example, the extra margin for economic prudence incorporated in 
the projections, as well as any additional unanticipated favorable budget outcomes, could be 
used, along with the unspent contingency reserve, to accelerate the pace of debt reduction. 
The stafT acknowledged that there might not be a great deal of difference between the ratio of 

l6 For example, assuming a 1 ‘/z percent rate of inflation, full indexation of the personal 
income tax system would lower the projected fiscal surplus in 2004/05 by almost % percent 
of GDP. 
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debt to GDP under the authorities’ and the staffs proposed approaches,” and recognized that 
the economic literature provided limited guidance on what would be an optimal path for 
public debt. However, the staffs approach afforded the opporh&y to reduce the debt ratio 
more quickly, especially if unanticipated favorable budget developments, lie those that have 
occurred over the past three fiscal years, were used to reduce the debt instead of finding one- 
off measures. Bringing down public debt more quickly to levels comparable to most other 
major industrial countries would finther reinforce the credibility of the Government’s 
macroeconomic strategy. Moreover, in view of the current strength of aggregate demand, 
using larger surpluses in the near term for debt reduction would also reduce the burden on 
monetary policy. The authorities agreed that more rapid debt reduction might be desirable, 
but indicated that they were likely to continue with their current budget approach. There was 
an ongoing debate within the Government over the ex post use of the contingency reserve for 
debt reduction, but the authorities indicated that they had been successll in retaining this 
approach largely because of the importance attached by financial markets to the 
Government’s objective of bringing down the debt-to-GDP ratio. 

32. Wtih respect to taxes, reducing tkc high burden ofpersonal and corporate income 
tares was seen by both the author&s and the sta#as provid5tg substantialgains in 
economic q@ciency.” The authorities were committed to presenting a multiyear tax reform 
package in the next budget, and they were grappling with how to structure this reform, given 
the constraints outlined by the five-year planning surpluses and a desire to provide some 
scope for new spending. In any event, measures would be implemented in the context of the 
Government’s rolling two-year budget horizon, with later steps being adopted only if 
projected fiscal resources continued to be available. At the same time, the authorities stressed 
that tax reform actions taken at the federal level would have to be coordinated with the 
provinces to ensure that the provinces did not offset the intended effects of these reforms. 

33. Wtih respect to personal income taxes, there was agreement between the authorities 
and the staff that red&ions should be focusedprimarily on middk-income taxpayers, who 
as a group faced very high effective marginal rafes I9 Of the available options discussed 

” If economic developments were to unfold as envisaged, the allowance for economic 
prudence, along with the contingency reserve, could be used to pay down debt. On this basis, 
the debt-to-GDP ratio would be 46 percent in 2004/05, compared with 47% percent in the 
authorities’ estimates. 

l8 The forthcoming selected issues paper will provide a review of personal and corporate 
income tax reform options and their prospective fiscal costs. 

lg The Federal income tax structure has three rates of 17,26, and 29 percent. Provincial 
income taxes vary, but the top combined average provincial and federal marginal tax rates 
peak at 50 percent for incomes of Can$60,000 or more, with comparable U.S. federal and 
state marginal rates rising gradually from 32 percent at Can%60,000 to 45 percent for 
incomes over CanS420,OOO. Moreover, the effective marginal tax rates facing middle-income 

(continued.. .) 
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with the authorities, the staff favored steps to Mly index the tax system to inflation; increase 
income thresholds at which progressive marginal tax rates apply; lower the 26 percent 
statutory marginal tax rate; and reduce the rate of clawback of the National Child Benefit. 

34. l%e authorities stressed., and the sta#agreed, that there were also substantialgains 
to be mude for the economy from using at least a small amount of resources to mahe the 
coqora& income tax system more competitivtz Corporate tax rates in Canada, when 
provincial taxes were factored in, are high by international standards (particularly in key 
growth sectors such as services). By lowering the basic federal corporate income tax rate, the 
system could be made less distortionary, since the relatively higher taxation of income 
outside the small business and manufacturing and processing sectors would be reduced.20 
Distortions could be further diminished, while offsetting some of the costs of the reform, by 
broadening the tax base along the lines of the measures recommended in the 1998 Report of 
the Technical Committee on Business Taxation.2’ The report also recommended steps to 
reduce compliance costs and improve tax enforcement, 

35. The authorities noted the consi&rablepressures they faced to increase spending, 
but that they would continue to try to limit the size of new spen&g initiativm, with priority 
continuing to be given to education and health cam The authorities explained that, in the 
medium-term projections, direct program spending was assumed to remain constant in real 

taxpayers in Canada exceed the combined federal and provincial statutory rates as a result of 
the clawback of certain tax credits, including the National Child Benefit, as incomes rise. For 
example, for incomes around Can$30,000 the marginal effective income tax rate for a single 
taxpayer residing in Ontario with two children is estimated to rise to about 60 percent 
(federal and provincial combined, including the Employment Insurance premium, Canada 
Pension Plan premium, and all refundable tax credits), before falling back to about 40 percent 
as incomes reach Car&IO,OOO. 

2o Corporate income tax rates vary by firm size, activity, and provincial location. The 
federal corporate statutory income tax rate is set at 28 percent for general business income, 
21 percent for manufacturing and processing operations, and 12 percent for small businesses. 
Canada’s combined federal-provincial corporate tax rate for general business income 
averages 43 percent, compared to a combined federal-state average of around 39 percent in 
the United States. 

21 The base-broadening measures recommended by the Committee include the elimination or 
reduction of certain preferences (e.g., research and development tax incentives which are 
among the most generous in the world), credits (e.g., recommended replacing the Atlantic 
Investment Tax Credit with a more cost-effective and broad-based nontax program), and 
deductions (e.g., proposed a general review of capital cost allowances to ensure that rates are 
closer to economic depreciation, along with a reduction in some accelerated classes). 
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per capita terms, which would provide some limited room to accommodate additional 
spending initiatives. 

36. Signijicantprogress has been ma& by provincirrl and tenitorialgovertunents in 
balancing their budgets, and the authorities expected these governments to continrre lo 
follow sound bud&&y policies in theperkd ahecrrlj with all of them achieving balance or 
maintaining surpluses in 2000. The favorable performance of the economy, accompanied by 
rebounding commodity prices and increased federal transfers, has significantly improved the 
aggregate fiscal position of the provinces. Consequently, a few of them have moved to lower 
taxes, some ahead of previously announced schedules. The authorities suggested that these 
actions would not significantly affect the strong overall budget position of the provinces over 
the medium term. The staff, however, stressed that the provinces needed to be cautious and to 
sustain their fiscal efforts. In particular, all levels of government needed to f-actor in the 
potential fiscal costs associated with an aging population, especially in the area of health 
care, in forming their longer-term fiscal objectives. 

C. Other Issues 

37. Although the unemployment rate in Cana& has come down significantly, it 
remains high by historical standk& and relative to the United States. Reforms to the 
employment insurance @I) system enacted during the past few years, which included tying 
benefit levels to the frequency of use and sharper clawback provisions for higher-income 
participants, have contributed to improving the efficiency and flexibility of the labor market 
and to reducing structural unemployment. The authorities noted that, as these reforms have 
become binding, significant pressures have emerged to roll them back, and that they were 
working hard to resist such pressures. The staff expressed concern about the Government’s 
recent proposal to increase maternity and parental leave benefits under the EI system and to 
relax the eligibility requirements for these benefits. This action appeared to be a move away 
from the idea that the EI system should be primarily an insurance scheme. Moreover, it 
carried the risk of creating new incentives for casual labor force participation and heightened 
pressures for additional benefits. The authorities acknowledged these concerns and reiterated 
their commitment to resist additional demands. They explained that the change in maternity 
and parental leave benefits was part of the Government’s overall strategy to provide more 
support for children, particularly in their early formative years. 

38. In current circumstances, the authorities said that it would be di#icult to &end 
reforms to the EI system in the areas that the staff continued to stress, specifrcrrlity the 
introdkction of experience rating in setting individkal company’s EIpremiums and the 
elimination of regional extended benefits. W&in the Government, there was no consensus 
on whether experience rating would yield significant net benefits. While it was rewgnized by 
some that experience rating could yield significant improvements in the functioning of the 
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labor market,22 the magnitude of these benefits was questioned by others, who also suggested 
that such benefits could be outweighed by the higher costs of administering a more complex. 
system. The staff noted that experience-rated unemployment insurance schemes had been 
administered successfully in every state of the United States for many year~,~~ and that the 
adoption of a similar system in Canada should not pose major difficulties. Moreover, the staff 
pointed out that the provincial workers’ compensation programs already incorporated experi- 
ence rating in setting premiums. The staff also emphasized, and the authorities rewgnized, 
that an important opportunity was being lost to introduce experience rating by implementing 
differential reductions in EI premiums-instead of across-the-board cuts-in a manner which 
tied premiums for individual firms to the use of the system by their workers. On the practice 
of granting regional extended benefits, the staff maintained that such a policy tended to 
impede labor market mobility by discouraging inter-provincial job searches. The authorities 
emphasized the useful role of regional extended benefits in automatically marshalling addi- 
tional EI resources to meet the greater need in high-unemployment regions. 

39. Labor rnurketjltxibility has also been improved in recent years by reforms that 
most provinces have introduced in their social assistance programs. These reforms were 
motivated in part by the need for fiscal consolidation at both the federal and provincial level 
and by concerns that the indefinite availability of benefits and high benefit withdrawal rates 
after re-employment may have created ” 

f 
overty traps,” making it more attractive to remain 

on social assistance rather than to work. 4 Together with the National Child Benefit enacted 
in 1997,2s these reforms have reduced the marginal effective tax rates associated with moving 
from social assistance to work. The authorities noted that social assistance caseloads had 

22 A Department of Finance working paper estimated that the introduction of an “ideal” 
experienced-rated EI premium would lower the natural rate of unemployment by 2 percent- 
age points, compared with the current unweighted system. Introduction of a less-than-ideal 
system (such as those used in the United States) was estimated to lower the natural rate in 
Canada by 1 percentage point. See Beausejour, Louis, Munir Sheikh, and Baxter Williams, 
“Potential Economic Effects of Experience-Rating the Employment Insurance System Using 
a Multi-Sector General Equilibrium Model of Canada,” Working Paper 95-12, Canadian 
Department of Finance. 

~3 The forthcoming selected issues paper will examine the effectiveness of using experience- 
rated unemployment insurance premiums, with reference to general practice and experience 
in the United States. 

24 The issue of “poverty traps” and social assistance reform is analyzed in Canada Selected 
Issues (1999), IMF Staff Country Report No. 99/14. 

25 The NCB provides financial support to all low-income families with children, whether they 
are in the workforce or on social assistance. The benefit is gradually withdrawn as family 
incomes rise above about $2 1,000. 



-24- 

been falling steadily since 1994, and the staff and the authorities agreed that much of this 
decline was likely attributable to the changing incentives facing social assistance recipients. 
Nevertheless, it was still too early to draw firm conclusions about the full effects of these 
measures on incentives. Such an assessment would require observations over a 111 economic 
cycle in order to separate policy-induced effects from those coming from changing 
macroeconomic conditions. 

40. Reforms introduced in i&e 1997placed the Canadka Pension Plan (CPP) on a 
sound longer-termjinana’ai f&kg. These reforms included an accelerated schedule for 
premium increases and are expected to result in surpluses in the CPP rising to about 1 percent 
of GDP during the next two decades, eventually producing a stock of assets equivalent to 
about five years of projected benefits. To increase the return on plan assets, and thereby 
contribute to the plan’s financial soundness, CPP assets are being invested in private 
securities. Under the terms of its interim equity strategy, the CPP Investment Board will 
invest the plan’s new net cash flow (current receipts less current benefits payments) in 
equities, following a passive investment strategy over the next three years that aims to 
replicate the performance of one or more broad stock market indices.26 While the CPP 
Investment Board is responsible for managing the plan’s new net cash flow, and not the 
plan’s stock of existing assets (which are invested in federal and provincial government debt 
securities), the investment of all of the net cash flow in equities, beginning with the first 
purchases in March 1999, reflects the Board’s decision to try to balance the CPP’s overall 
portfolio between fixed-income assets and equity holdings. In doing so, the share of equities 
in total CPP assets is expected to rise to between 20 and 35 percent (1% to 1% percent of 
GDP) by end-200 1. 

41. In conjunction with the Article IV&scussions, a Financial @stem Stability 
Assessment was condw&d as part of the pilot project on extending financial sector 
surveiUanc~ The FSSA mission found that the Canadian financial system was very sound 
and stable. In the context of the FSSA, an assessment of international standards and codes 
applicable to the financial sector found that these standards are observed to a high degree in 
Canada.27 The primary challenge was to keep the system stable in the face of changes in 

26 The Investment Board has retained an external fbnd manager to invest 80 percent of the 
CPP’s net cash flow in a Toronto Stock Exchange (TSE) 300 composite index find, with the 
remainder being put into a non-Canadian equity portfolio consisting of a Standard and Poor’s 
500 index tind and an index tind replicating the performance of about 1,000 companies in 
Europe, Australia, New Zealand, and the Far East. 

27 The assessment of principles and standards covered the following areas: (i) Base1 Core 
Principles for Effective Banking Supervision; (ii) the International Organization of Securities 
Commissions’ (IOSCO) Objectives and Principles of Securities Regulation; (iii) the Intema- 
tional Association of Insurance Supervisors’ (IAIS) Supervisory Principles; (iv) the IMF’s 
Code of Good Practices on Transparency in Monetary and Financial Policies; and (v) the 

(wntinued.. .) 
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institutional structures and financial products being driven by the evolution of financial 
markets worldwide. Distinctions between the traditional pillars of the Canadian system 
(banking, insurance, securities firms, and trust companies) had become increasingly blurred, 
reflecting regulatory changes driven in part by increased domestic and global competition. 
Canadian firms also had become more active internationally, seeking in particular new 
business opportunities in the United States. While such moves may yield benefits from 
portfolio diversification, they also increased the exposure of the Canadian system to 
economic shocks in the United States. New financial products (such as insurance company 
segregated fimds, securitization, and off-balance sheet transactions) may provide new profit 
opportunities for financial firms, but their risk characteristics may not yet be Mly under- 
stood, and they could pose considerable supervisory challenges. In this environment, it was 
especially important that good risk management tools be maintained and fi.uther developed. 
The Canadian supervisory framework with its emphasis on a consolidated, risk-centered 
approach was seen as being well-positioned to address the challenges that it would face. 
However, the complex division of tasks among federal and provincial regulators required 
close coordination and harmonization of regulation and supervision at all levels of 
government in dealing with the changing nature of the system, especially with respect to 
securities regulation where provincial authorities had considerable authority. 

42. The Government recently set out apmposedJirunew0 rk for rejYom*ng fed&rally 
regulatedfinanciai institutions, which foliows most of the recommend&ions in the 1998 
report of the Task Fame on the Future of the Financial Services Sector. The proposed 
fiamework aims at enhancing efficiency and competition in financial services, strengthening 
arrangements for consumer protection, and improving the regulatory framework. The 
Government is also proposing to modify ownership rules, increase the structural flexibility 
for companies, and introduce a more transparent process for reviewing bank mergers. 

43. Regress toward reducing inteqmvinciai barriers to the free flow of goods, 
services, workers, and capital under the Agreement on Internal Trade (AIlJ continued in 
1999. The Canadian representatives indicated that there had been some progress toward 
harmonizing intq rovincial environmental standards and some finther extensions of procure- 
ment obligations. In February 1999, an agreement was reached in the context of the Social 

Committee on Payment and Settlement Systems’ Core Principles for Systemically Important 
Payment Systems. 

28 Procurement activities of municipalities, municipal organizations, school boards and 
publicly funded academic, social service, and health entities (the MASH sector) were initially 
excluded from AIT obligations. An agreement was reached in February 1998 (except for 
British Columbia and the Yukon) to include the MASH sector, with these provisions entering 
into force in mid-1999. 
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Union Framework Agreeme# to ensure that by July 1,200l full compliance with the labor 
mobility provisions of the AIT would be achieved, including mutual recognition of occupa- 
tional qualifications across provinces and the elimination of residency requirements for 
employment. The authorities noted that although the AIT had achieved significant results, 
there were a number of major pieces of unfinished business, including in government 
procurement (where certain sectors remained excluded), energy (where an agreement was 
nearing completion), dispute settlement (where provisions may be too weak), and in achiev- 
ing a code of conduct on provincial investment incentives. 

44. lYhe authorities indicaakdthat Cana& remaineductivein trade liber&ation 
initiatives at the multilateral, regional, and bilateral levels, enphasizing the importance of 
trade to the Cmadian economy (which has by fru the highest ratio of tmde to GDP of the 
G-7 counti) and its significant s&e in the multi&ml &a&g system The rules-based 
system governing members of the World Trade Organization (WTO) established the founda- 
tion for Canada’s bilateral and regional trade agreements, and the authorities viewed their 
activities in these fora as complementary to the goals of the multilateral trading system. The 
authorities felt that the time was right for a new round of multilateral trade negotiations under 
the auspices of the WTO. Areas of particular interest to Canada included improving market 
access; pursuing trade facilitation measures (such as the streamlining of customs procedures); 
clarifying multilateral disciplines governing antidumping and subsidies; developing a f?ame- 
work agreement on competition policies; improving intellectual property rights protection; 
continuing liberalization of trade-in services; and establishing clear ground rules enabling 
countries to maintain policies that promote their cultural heritage. The staff noted that 
although Canada was generally a strong advocate of open trade and maintained a highly open 
trade regime, exceptions remained in some traditionally sensitive sectors including agricul- 
ture and textiles and clothing.3o The authorities emphasized that Canada was in fill wmpli- 
ante with its Uruguay Round commitments and expected that these areas would be revisited 
in the next trade round. The staff, however, encouraged the authorities to move more quickly 
to reduce tariffs in these areas to improve the allocation of resources in Canada and provide a 
welcome boost to the economies of many developing countries. 

B A Framework to Improve the Social tionfor Canadim: An Agreement between 
the Government of Cana& and the Cmvements of the Provinces and Territories, 
February 4, 1999. 

3o For example, out-of-quota tariff rates on certain food products (particularly dairy and 
poultry products) can exceed 250 percent. In textiles and clothing, high levels of protection 
appear principally in the form of quantitative restrictions, which are being phased out by end- 
2004 under the Uruguay Round Agreement. Of those products that have been “integrated” 
(i.e., are not subject to quotas), tariffs remain as high as 15 percent on some textiles and 
25 percent on some items of clothing. 
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45. Guwhz’s o@ial development assistance (ODA) declined as a share of GNPj+om 
0.46pement in 1992 to 0.29percent in 1998 The Prime Minister had recently announced 
that the Government intended to increase foreign aid in the next budget, and remained 
committed to improving the effectiveness of ODA and to moving toward an ODA target of 
0.7 percent of GNP, as Canada’s fiscal situation allows. 

w. STAFF h’PRAISAL 

46. As the Cana&n economy marks its eighth consecutive year of expansion, its 
strong pe@ormance has been underpinned by the sound macroeconomic and structural 
policies implemented and sustained &ring the 1990s. Inflation has been maintained at very 
low levels as a result of the Bank of Canada’s successful inflation targeting. Sharp improve 
ments in federal and provincial fiscal balances have resulted in a decline in the ratio of gov- 
ernment debt to GDP in recent years, and the prospects are good for further reductions over 
the medium term. Important structural reforms have been adopted, including improvements 
in the employment insurance system, the more complete financing of the public old-age 
support system, the continuing removal of barriers to interprovincial trade, and a restruc- 
turing of provincial social assistance programs. These policy efforts have been reflected in 
low and stable inflation expectations, significant reductions in real and nominal interest rates, 
a stable external position-with the external current account shifting rapidly toward surplus 
as commodity prices recover-and a drop in the unemployment rate to its lowest level in two 
decades. The authorities are to be highly commended for these achievements. 

47. Although aggregate resource utilization has risen signi@ntly in the last year, 
there is considerable uncertainty as to how much slack remains in the economy. Estimates 
of the output and employment gaps range widely, and do not provide firm guidance on 
exactly how far the economy might be from full capacity. The high level of investments 
in new technologies and machinery and equipment during recent years may have raised 
the level of capacity. The EI reforms and changes in provincial social assistance programs 
also are likely to have contributed to ongoing reductions in structural unemployment. 
Nevertheless, the economy has been growing at a rapid pace, raising the prospect that any 
remaining slack might be exhausted quite quickly, although core inflation has so far 
remained well-contained. Prospects for growth, however, are highly dependent on changes in 
the external environment that Canada faces-particularly developments in the United States. 

48. The st@agrees with the authorities that the near-term aim of monetary policy 
should be to allow the economy to seek iis productive potential without compromising the 
official target for infkrtion. The authorities’ success in maintaining low inflation has 
established the credibility of the targeting regime and provides the Bank with some room to 
maneuver in testing the economy’s productive limits. Nevertheless, it will be important to 
ensure that the limits of potential output are not approached with undue speed in order to 
minirnize the risk of hitting capacity constraints before monetary policy has sufficient time to 
work to rein in excess demand pressures. In judging how Canadian monetary policy should 
respond to developments in the United States, the main consideration will be the extent to 
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which continued rapid U.S. growth could add to demand growth in Canada and contribute to 
a spillover of inflationary pressures. In this context, the Bank of Canada’s decision to match 
the U.S. interest rate increase in November was fully warranted. Looking forward, the 
Bank’s careful monitoring of a range of early warning indicators, and its commitment to a 
prompt and firm response should signs of price and cost pressures emerge, is appropriate. 

49. Fiscalpolicy needs to maintain a medium-term focus to bring down the ratio of 
government debt to GDP, which remains among the highest of the major industrial 
countries. The Government’s presentation of five-year planning surpluses in its recent 
Economic and Fiscal Update is a welcome step that should help to enhance the quality of the 
public debate on feasible fiscal policy options. While these estimates indicate that the federal 
government’s budgetary position is sound, it is important to bear in mind that the surpluses 
available are limited. Moreover, part of the projected surpluses reflect the automatic rise in 
the real burden of personal income taxes owing to the lack of till inflation indexation. 
Therefore, careful choices will have to be made in deciding the mix of policy actions to be 
adopted. 

50. The -believes tti &bt reduction and income tax reform should be the fop 
priorities in alibwting theprospective @Cal surpluses. While some additional moderate 
spending initiatives in the areas of education and health care would be useful, debt reduction 
and reform of income taxation are likely to produce significant long-term benefits for the 
economy. Looming uncertainties regarding the longer-term fiscal cost of an aging population 
(especially in the area of health care) suggest that it would be prudent to target somewhat 
larger government savings now in order to better prepare for these future costs. Therefore, 
the Government should seize the opportunity afforded by relatively Eavorable economic 
conditions to accelerate the reduction in the debt-to-GDP ratio by running somewhat larger 
annual surpluses than the $3 billion that would occur if the contingency reserve is not spent 
each year. This could be achieved, for example, by devoting to debt reduction, in addition to 
the unspent contingency reserve, the surplus tinding available each year as a result of a 
stronger-than-expected economy (the “economic prudence” margin in the fiscal estimates, 
as well as any additional unanticipated Gvorable budget outcomes). 

51. On the tax side, reducing the high burden of personal and wrporate income tares 
offers considerable scope for economic @iency gains The staff strongly supports the 
Government’s intention to introduce a multiyear plan to lower taxes, although the plan will 
need to be carefully proportioned and phased so as to ensure that it is consistent with debt- 
reduction goals. Federal efforts toward reforming the income tax system should he coordi- 
nated with provincial governments to ensure that tax reductions are not offiet by actions in 
the provinces. 

gti High average and marginal personal incow tax ra&s (with some of the highest 
ec ve marginal rates fazIing on middle-income taxpayers) have contributed to &sin- 

ce&m fo work andsava Although there is an extensive menu of possible measures from 
which to assemble a multiyear tax-cut package, the stafPs view is that the priorities for 
personal income tax reform should include till inflation indexation of the system; increases 
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in the income thresholds at which progressive marginal tax rates apply; a cut in the 
26 percent statutory marginal tax rate; and a reduction in the clawback of the National Child 
Benefit. 

53. The corporate income tax system imposes ux mtes that are high by international 
stanti, especicrly outsi& the small business and manufacturing andprocessing 
sectors An appropriate first step would be to lower the basic federal corporate income tax 
rate, which would serve to make the system more neutral and less distortionary. 
Consideration also needs to be given to some of the recommendations in the 1998 Report of 
the Technical Committee on Business Taxation with respect to broadening the tax base, 
reducing compliance costs, and improving tax enforcement. 

54. SignijZcantpqress has been made toward improving the budgetary position of the 
provincialgovernments since 1993, and the aggregatejiscalposition of the provinces 
appecus poised to be at Ieast in balance in the period ahead This level of fiscal effort may 
well need to be strengthened in coming years in order to prepare for the longer-term fiscal 
costs associated with an aging population. 

55. l%e unemployment rate has fallen significantly; however, it remains high both by 
historical standards and in re&ion to the United Stat= Reforms in the employment 
insurance system have contributed to improving the efficiency and flexibility of the labor 
market and to reducing structural unemployment. As the reforms have become binding, 
pressures have mounted to roll back these changes. It will be important to preserve the EI 
reforms to help the economy to operate at lower average levels of unemployment without 
sparking inflation. Additional steps could be taken to address the employment disincentives 
that remain. In particular, further reductions in EI premiums could be implemented in a 
manner that ties premiums for individual fums to the use of the system by their workers. 
Moreover, phasing out the system of regional extended unemployment benefits would help 
reduce disincentives to labor mobility. The recent announcement of increased maternity and 
parental leave benefits to be funded through the EI system, together with a relaxation of the 
eligibility requirements, appears to be a step away from the idea that the EI system should be 
primarily an insurance scheme and could create new incentives for casual labor force partici- 
pation and increased demands for additional benefits. 

56. Cd has &monstrated on numerous occasions its commitment to liberal &a& 
through unilateral, regional, and multilateral initiatives, and continues to work for trade 
liberaliza~%on. While great strides have been made in reducing trade barriers, Canada retains 
high rates of protection in certain sensitive sectors, such as agriculture and textiles and 
clothing. The staff encourages the authorities to exceed current WTO obligations on liberal- 
izing trade in agriculture and textiles and clothing, which would enhance the efficiency of the 
Canadian economy as well as improve economic prospects for many developing countries. 

57. The pilot Financial Sys&m Stabili(y Assessment for Canada finds a very sound and 
stable financial system, underpinned by strengthened balance sheets of banks and 
nonbanks: Peer review by experts f?om other countries on banking, insurance, and securities 
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regulation and supervision, and on the.payments system, found that there is a high degree of 
compliance with the major international principals and standards; indeed, Canada’s experi- 
ence is a source of best international practice in a number of areas. However, as in other 
major industrial countries with advanced banking systems, ongoing developments in finan- 
cial markets will pose a number of challenges. The structure of the Canadian financial system 
is likely to wntinue to undergo rapid change, spurred by global competitive pressures, the 
demutuahzation of the life insurance industry, and the proposals for fostering domestic 
competition contained in the Government’s Policy Paper on reforming Canada’s financial 
services sector. The changing nature of financial instruments-including the growing reliance 
on derivative and other off-balance sheet transactions, the securitization of assets in order to 
reduce the need for regulatory capital, and the rapid growth of life insurance segregated 
funds-heightens the importance of maintaining and further developing good risk manage- 
ment tools. Increased integration with financial markets in the United States is a natural 
development and offers the benefits of portfolio diversification. However, it does make the 
Canadian financial system more susceptible to shocks originating in U. S . goods and financial 
markets and could entail some cross-border liquidity risks. The Canadian authorities are 
already substantially addressing these challenges through their well-developed supervisory 
framework--with its emphasis on a consolidated, risk-centered approach. In addition, the 
growing importance of the securities industry at both the federal and provincial levels 
suggests tbat coordinating and harmonizing the regulatory framework for the industry will 
require increasing attention. 

58. The latestfigures show that Gzna& Z @cial devekgment a&stance (ODA) as a 
sham of GNP hasfden to 0.29pement in 1998. Therefore, the staffwelwmes the Prime 
Minister’s recent statement that the Government intends to increase foreign aid in the next 
budget, and encourages the authorities to move toward achieving their long-standing 
wmmitment to reach a development-assistance target of 0.7 percent of GNP. 

59. Canadian economic data are excellent in terms of their quality, wverage, periodicity, 
and timeliness, both in the context of the Article IV consultation and for purposes of ongoing 
surveillance. Canada has subscribed to the Special Data Dissemination Standard and its 
metadata are posted on the Dissemination Standard Bulletin Board. 

60. It is expected that Canada will remain on the standard 12-month Article IV wnsulta- 
tion cycle. 
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Table 1. Canada: Selected Ekmmic Indicators 
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Table 2. Canada: Balance of Payments 

(In billions of Canadian dollars) 
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10.2 6.8 8.0 7.5 5.0 5.3 

0.5 -3.8 -7.5 3.4 -7.5 -6.0 

statistical discrepancy 0.0 4.8 7.3 -3.8 1.9 18.9 

Memorandum item: 
Net external debt 

In percent of GDP 
-335.6 -332.3 -324.8 -325.0 -323.6 

-43.7 “41.2 -39.2 -37.5 -36.4 
. . . 
.a. 

source-: statistics Canada. 

I/ First three quarters of the year at annual rates. Current account flows have been seasoually adjusted. 
2/ Includes bank, nonbank, and nonofficial reserves transactions. 
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Table 3. Canada: Federal Government Budget, Public Accounts l/ 

(In billions of Canadian dollars; unless otherwise indicated) 

Fiscal Years 1994195 1995/96 1996197 1997198 1998199 

Total revenues 123.3 130.3 140.9 153.2 155.7 
In percent of GDP 16.1 16.1 16.9 17.5 17.4 

Total spending 160.8 159.0 149.8 149.7 lS2.8 
In percent of GDP 20.9 19.7 18.0 17.1 17.1 

Programspe~g 118.7 112.0 104.8 108.8 111.4 
In percent of GDP 15.5 13.9 12.6 12.4 12.4 

Interest payments 42.0 46.9 45.0 40.9 41.4 
In percent of GDP 5.5 5.8 5.4 4.7 4.6 

Budget balance -37.5 -28.6 -8.9 3.5 2.9 
In percent of GDP -4.9 -3.5 -1.1 0.4 0.3 

Net public debt 545.7 574.3 583.2 579.7 576.8 
In percent of GDP 71.1 71.2 69.9 66.3 64.4 

Memorandum items: 
Structural budget balance 

In percent of GDP 

Primary balance 4.6 18.3 36.1 44.4 
In percent of GDP 0.6 2.3 4.3 5.1 

structural primary balance 10.5 24.4 43.6 50.4 
In percent of GDP 1.4 3.0 5.2 5.8 

-31.5 -22.5 -1.4 9.5 7.6 
-4.1 -2.8 -0.2 1.1 0.9 

44.3 
5.0 

49.0 
5.5 

Sources: Department of Finance; and Fund staE estimates. 

l/ On a fiscal year basis, which ends on March 3 1. 
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Table 4. Canada: Net Government Debt 

(In percent of GDP) 

1980 1992 1993 1994 1995 1996 1997 1998 

National accounts basis 11 14.4 59.6 66.2 68.7 70.2 69.8 65.5 62.3 
Federal 15.7 52.0 54.6 55.3 56.5 55.0 51.5 48.4 
Provincial 2/ 6.8 15.8 19.5 20.6 20.5 21.1 19.8 19.4 
CPP and QPP 31 -8.0 -8.2 -7.8 -7.2 -6.8 -6.4 -5.8 -5.4 

Public accounts basis 41 37.4 90.7 96.3 97.9 98.6 96.5 94.5 92.6 
Federal 29.2 66.7 70.1 71.1 71.2 69.9 66.3 64.4 
Provincial 8.3 24.0 26.2 26.8 27.4 26.6 28.2 28.2 

Memorandum item: 
Government of Canada 

marketable securities 
held by nonresidents 5/ 9.5 27.9 27.6 25.8 25.9 25.4 24.7 23.5 

Sources: Statistics Canada, National Balance Sheet Accounts (13-214) and Canada’s International 
Investment Position (67-202); Department of Finance, Canada; and Fund staff estimates. 

l/ Calendar year, 1998 figures are estimates, The national accounts measure of net debt does not 
include government indebtedness to the public service pension plans and the Canada Pension Plan 
(CPP)/Quebec Pension Plan (QPP) as a government liability. 

2/ Also includes local government and hospital sectors. 
3/ Canadian Pension Plan and Quebec Pension Plan. 
4/ Fiscal year, beginning April 1; 1998 figures are estimates. The public accounts measure of net debt 

includes government indebtedness to the public service pension plans, the CPP, and the QPP as a 
government liability. Note that data on intergovernmental holdings of net debt are not available on a 
public accounts basis so that the totals may be biased upward. 

5/ As a percent of total marketable debt. 1998 total government of Canada debt based on data 
from Bank of Canada Review. 
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Table 5. Canada: Indicators of Economic PeSnmance 

Avaagc Projection 
1985-94 1995 1996 1997 1998 1999 2000 

Real GDP 

i?iz%tates 
Japan 
*MY 
G-7 countrim 

Real fixed private invcstmmt 

United States 
Japan 
*my 
G-7 countries 

conbumerprices 

i?izzwm 
Jw= 
-Y 
G-7 countrim 

unit labor cost in manufacturing 
Cd 
united states 
Japan 
*my 
G-7 camtrim 

Unanploymmt rate 

estates 
Japan 
-Y 
G-7 countries 

General govanmm t revenues 

tziz%tm 
Japan 
izfEti&es 

General government expmditurm 

tiZt%WS 
Japan 
-Y 
67 auntrim 

General govemmmt Goal balance 

i?tszwm 
Japan 
-Y 
G-7 countries 

General government net debt 

United States 
Jspm 
Gelmany 11 
G-7 oountrim 

Current account balance 

unitedstates 
Japan 
G*manY 
G-7 countries 

Ki 
3:3 

2 

i-38 

1:5 

3.4 1.7 

5.0 

::; 0.8 3.0 

4.0 3.1 3.7 
3.9 3.9 3.7 
1.4 -2.8 1.0 

::f ;:; ::t 

3.3 
2.6 
1.5 
2.5 
2.4 

3.6 

::: 

i:: 

-1.7 8.2 
5.5 8.8 
2.2 11.8 

-0.2 -0.4 
3.9 7.3 

16.9 
8.3 

K 
5:7 

1::: 
-11.8 

2.1 
5.0 

i.4 
-4:8 

:f 

7.0 
5.4 

;.i 
4:7 

:2 
1:6 

::t 

-0:1 ii 

1.6 

2.9 0.1 
::: 2.2 1.5 

1.4 1.0 
2.3 1.6 
1.7 0.6 
1.8 0.9 
2.0 1.3 

1.5 

2-i 
0:4 
1.4 

2.0 

i:: 
0.8 
1.7 

::; 

:iY 
1:5 

1.2 2.6 
-1.5 .1.8 
-2.2 .I.9 

-0.1 -0.8 2: 

(h percent) 

0.9 
-0.7 
-1.6 
-5.4 
-1.0 

E 
5.5 

-3.0 
0.7 

-3.5 
-0.4 
-0.3 

i:: 

0.8 
1.5 

-0.2 
1.0 
1.1 

it: 

:.: 
6:8 

9.5 9.7 
::: 5.4 

9.4 1i: 
6.7 617 

(As percent of GDP) 

9.2 8.3 

E 
11:4 

:: 
11:2 

6.5 6.2 

7.6 

Z 
10:9 

6.2 

7.2 
4.5 
5.8 

10.4 
6.4 

45.1 
30.0 
32.4 
45.6 
35.8 

46.9 46.9 
30.6 30.9 
32.1 32.0 

Z 46.3 36.3 

47.4 48.1 48.3 47.6 
31.5 31.9 32.3 32.5 
31.7 31.7 31.8 30.8 
45.9 45.6 45.4 45.8 
36.6 37.1 37.3 37.2 

50.9 
33.0 
31.7 
47.5 
38.7 

52.5 51.2 
32.8 32.8 
34.4 35.6 
49.0 49.5 
39.8 39.7 

49.2 47.3 47.4 45.4 
32.4 31.6 31.1 30.8 
35.9 35.0 37.0 38.2 
49.2 48.2 47.3 47.7 
39.3 38.3 38.1 38.1 

-5.7 -4.3 -1.8 0.8 
-2.9 -1.9 -0.9 0.4 
0.6 -3.6 -4.2 -3.4 

-2.0 -3.2 -3.4 -2.6 
-2.9 -3.4 -2.7 -1.2 

0.9 

.;: 
-2:o 
-0.8 

2.2 

.g 
-1:9 
-0.9 

:d 
-7:1 
-1.1 
-0.5 

48.1 70.2 b9.8 65.5 62.3 57.3 52.6 
46.2 54.5 54.1 51.4 48.4 45.0 41.5 
13.7 13.0 16.4 19.5 30.5 37.6 44.3 
25.6 49.4 52.1 52.8 52.4 51.9 50.9 
39.3 49.7 50.5 49.9 50.4 49.6 48.3 

-3.2 
-1.9 

-0.8 0.5 
-1.6 -1.7 
2.2 

-0.8 .CY: 
-0.3 -0.2 

-1.6 
-1.8 

i:: 
0.0 

-1.8 
-2.6 
3.2 

-0.2 
-0.4 

-0.4 
-3.5 
3.1 
0.2 

-0.9 

Source: Fund sta!T&imates. Projections for other G-7 countries are from the World Economic Outlook (O&ober 1999). 

l/ Gcmxqh net debt starts in 1986. 
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Table 6. Canada: StafFProjections 

1998 1999 2000 2001 2002 2003 2004 

(In percent change from previous period, unless otherwise indicated) 

NIPA in constant prices 
Real GDP 
Net exports 11 
Total domestic demand 

Private consumption 
Private domestic investment 

Change in business inventories l/ 
Fiial domestic demand 

3.1 3.7 3.3 2.8 2.5 2.5 2.4 
1.0 0.3 -0.4 0.2 0.2 0.1 0.2 
2.2 3.7 3.6 2.7 2.4 2.5 2.3 
2.8 3.3 3.4 2.7 2.5 2.6 2.4 
3.4 8.3 4.1 2.7 1.8 2.0 2.0 

-0.4 -0.1 -0.1 -0.2 0.0 0.0 0.0 
2.7 3.8 3.7 2.8 2.4 2.5 2.3 

GDP (current prices) 2.5 5.3 5.3 4.8 4.4 4.4 4.3 

Employment 8nd innntion 
Unemployment rate (period average) 
Consumer price index 
GDP deflator 

8.3 7.6 7.2 6.9 6.7 6.5 6.5 
1.0 1.5 2.0 2.0 2.0 2.0 2.0 

-0.6 1.5 1.9 1.9 1.9 1.9 1.9 

Indlc8ton of thnci81 jKmcs 2/ 
Federal fiscal balance 

(public accounts) 3141 
(as a share of GDP) 

Federal fiscal balance (NIA) 3/ 
(as a sham of GDP) 

Provincial fiscal balance (NIA) 3/ 51 
(as a share of GDP) 

General goverment fiscal 
balanca (NIli) 31 
(as a share of GDP) 

General govcrrnent net debt 
(as a share of GDP) 

2.9 3.0 3.0 3.0 3.0 3.0 3.0 
0.3 0.3 0.3 0.3 0.3 0.3 0.3 
9.7 6.7 7.0 6.9 7.4 7.9 8.7 
1.1 0.7 0.7 0.7 0.7 0.7 0.7 

-0.6 13.5 9.6 8.2 5.8 3.3 1.8 
-0.1 1.4 1.0 0.8 0.5 0.3 0.1 

8.0 20.4 18.2 19.4 19.7 18.3 18.5 
0.9 2.2 1.8 1.9 1.8 1.6 1.6 

62.3 57.3 52.6 48.4 44.5 41.0 37.8 

Three-month treasury bill rates (percent) 4.7 4.7 5.2 5.3 5.3 5.3 5.3 
Ten-year government bond rates (percent) 5.3 5.5 6.3 6.3 6.3 6.3 6.3 

Bmlance of paymenta 
Current account balance 3/ 

(as a share of GDP) 
h4erchandisc trade balance 31 

(as a share of GDP) 
Export volume 
Import volume 

Invisibles, net 31 
(as a share of GDP) 

-16.4 -4.3 -4.2 0.3 3.9 5.8 9.2 
-1.8 -0.5 -0.4 0.0 0.4 0.5 0.8 
18.9 31.0 31.6 38.2 42.7 45.8 50.7 
2.1 3.3 32 3.7 3.9 4.0 4.3 
8.3 9.7 5.3 7.7 6.6 6.3 6.3 

-7.3 -9.6 -7.1 -7.0 -6.0 -6.3 -6.3 
-35.2 -35.3 -35.8 -38.0 -38.9 -40.1 41.5 

-3.9 -3.7 -3.6 -3.7 -3.6 -3.5 -3.5 

Source: Fund staffestimates. 

I/ Contribution to growth. 
21 A&r FY 1998/99, it is assumed that there will be budget surpluses of $3 billion (equivalent to the contingency reserve). 
31 In billions of dollars. 
4/Fiscal year (April-March). 
5/ Includes local governments and hospitals. 
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Table 7: Canada Medium-Term Projections 8x Federal Government Budget 

Projections 
1998.99 1999-00 2000-01 2001-02 2002-03 2003-04 2004-05 

(in billions of Canadian dollars) 

The 1999 Ecoxmic and Fiscal Update 

Total revenues 155.7 158.0 164.5 172.5 180.0 188.0 197.0 

Total spending 152.8 153.0 155.0 159.0 161.5 164.0 167.0 
Program spending 111.4 111.5 113.5 118.0 121.0 124.0 127.5 
Interest payments 41.4 41.5 41.5 41.0 40.5 40.0 39.5 

Underlying budgetary balance 2.9 5.0 9.5 13.5 18.5 24.0 30.0 

Contingency reserve 
Economic prudence 

. . . 

. . . 
3.0 3.0 

1.0 
3.0 
2.0 

3.0 
3.0 

3.0 
3.5 

3.0 
4.0 

Fiscal surplus for planning 2.9 2.0 5.5 8.5 12.5 17.5 23.0 
Percent of GDP 0.3 0.2 0.6 0.8 1.2 1.6 2.0 

Memorandum items: 
Net public debt (percent of GDP) I/ 

Three-month Treasury bill rate 2/ 
Ten-year government bond rate 2/ 
Nominal GDP growth 2/ 

64.4 61.0 58.0 55.2 52.6 50.0 47.6 
4.8 5.1 5.1 4.9 4.9 4.9 4.9 
5.6 5.8 5.8 5.6 5.6 5.6 5.6 
5.1 4.6 4.6 4.5 4.5 4.5 4.5 

Staff projections 

Total revenues 155.7 159.2 165.3 172.8 180.9 190.0 199.5 

Total spending 152.8 152.8 154.3 158.6 161.8 164.4 167.6 
Program spending 111.4 111.3 112.8 117.1 120.1 123.0 126.4 
Interest payments 41.4 41.5 41.5 41.6 41.7 41.4 41.2 

Underlying budgetary balance 2.9 6.4 11.0 14.2 19.1 25.6 31.9 

Contingency reserve 
Economic prudence 

. 

. . . 

2.9 
0.3 

64.4 
4.7 
5.5 
5.3 

3.0 3.0 
1.0 

3.0 
2.0 

3.0 
3.0 

3.0 
3.5 

3.0 
4.0 

Fiscal surplus for planning 
Percent of GDP 

3.4 7.0 9.2 13.1 19.1 24.9 
0.4 0.7 0.9 1.2 1.7 2.1 

Memorandum items: 
Net public debt (percent of GDP) l! 

Three-month Treasury bill rate 21 
Ten-year govekment bond rate 21 
Nominal GDP growth 2/ 

60.8 57.5 54.6 52.0 49.5 47.2 
5.2 5.3 5.3 5.3 5.3 5.3 
6.3 6.3 6.3 6.3 6.3 6.3 
5.3 4.8 4.4 4.4 4.3 4.3 

Sources: Department of Finance, The Economic and Fiscal Update 1999; and Fund staff estimates. 

11 Based on the assumption that the contingency reserve is applied to debt reduction. 
2/ Annua& in percent. 
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Canada - Fund Relations 
(As of November 30,1999) 

I. Membership Status: Joined 12/27/45; Article VIII 

II. General Resources Account: 
Quota 
Fund holdings of currency 
Reserve position in Fund 
Operational budget Wers (net) 

SDR Million 
6,369.20 
4,054.92 
2,314.3 1 

67.00 

Percent 
of Quota 

100.0 
63.7 
36.3 

Percent of 
III. SDR Department: SDR Million Allocation 

Net cumulative allocation 779.29 100.0 
Holdings 372.54 47.8 

IV. Outstanding Purchases and Loans: None 

V. Financial Arrangements: None 

VI. Projected Obligations to Fund: None 

VII. Exchange Rate Arrangements 

The Canadian authorities do not maintain margins with respect to exchange transac- 
tions, and exchange rates are determined on the basis of demand and supply conditions 
in the exchange market. However, the authorities intervene to maintain orderly 
conditions in the exchange market, There are no taxes or subsidies on purchases or 
sales of foreign exchange. On December 13, 1999 the exchange rate of the Canadian 
dollar was US$O.68 per Canadian dollar. 

Canada has notified the Fund, pursuant to Decision No. 144, of restrictions imposed 
vis-a-vis Iraq (EBD/90/279) and the Federal Republic of Yugoslavia (Serbia and 
Montenegro) (EDB/92/162). 

VIII. Last Article IV Consultation 

The staff report for the 1999 consultation with Canada was considered by the 
Executive Board on January 22, 1999 (EBM/99/9). Canada is on a 1Zmonth consul- 
tation cycle. 



Canada: Core Statistical Indicators 
(as of end-November 1999) 

Dateoflatest 
Observation 

Datemeived 
I 

F-Y 
of data 

FrecruencY 
ofreportkg 

source 
of* 

I 
t 

Mode of 
reporting 

t 
contidcn- 
tiality 

Frequency of 
publication 

Central External 
lntema- Bank Re5lXVd C- current overall Dew 

Exchange tiOnal Broad merest Price Exports/ Account GClVenunent GDP/ Debt 
Reserves Sh& Money Money index Imports Balance Bahcel/ GNP semice21 

Same day Novexnlxr Novemba November November 
1999 

Sameday October October 1999 1999 1999 md- 
1999 1999 1999 1999 1999 43 43 Q3 1998 

ssme day 12Joll99 12ro1/99 12/01/9!J 12/01/!8 Same day 11/19/w 1 l/W99 11/30/99 1 l/30/99 1 l/30/99 May1999 

MY Manthly weekly Manthly Monthly MY MAY Monthly Quarterly WlY QuaaerlY Annual 

MY MAY WdY W&Y W&Y MY Monthly Monthly QuaaerlY QuaaerlY Quarterly Annual 

FiIUJIUX 
Various Cauada fhaucial Fhaucial hand Various Statistics statistics statistics statistics Statistics Statistics 

newsreleJw -t statemen statemd cauada canadfi cauada Canada Canada Canada 

ElectrotliC Electronic E?ll?CbkC Electronic ElectroniC Electronic EleCtlUniC Electronic ElectroniC Electrouic Ell?CtKmiC ElkClXdC 

unreshicted unreshicted umeshicted Unr~ti unrestricted unrestlicted unrestricted unreshicted unreshicted unrestricted unrestricted nlce!Aid 

MY MOXltM~ W&Y W&Y weekly MY MAY Monthly QuaaerlY QuaaerlY QuaaerlY hdY 

11 National accounts. 
2/Net international invm position. 
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Public Information Notice (PIN) No. OO/- 
FORIMMEDIATERELEASE 

APPENDIXIII 

International Monetary Fund 
700 19* street, NW 
Washington, D. C. 20431 USA 

IMF Concludes Article IV Consultation with Canada 

On January 26,2OOO, the Executive Board concluded the 2000 Article IV consultation with 
Canada. ’ 

Background 

The Canadian economy bounced back strongly from the effects of the Asian financial crisis 
and the turmoil in world financial markets last year, reflecting a rebound in commodity 
prices, continued strong U.S. growth, and strengthening domestic demand, particularly 
investment spending. After slowing significantly in late 1997 and in the first three quarters 
of 1998, output growth accelerated in the final quarter of 1998, with the recovery from the 
effects of some domestic labor strikes, and it rose at an annual rate of 4 percent during the 
first three quarters of 1999. The unemployment rate declined by a whole percentage point to 
an average of 8% percent in 1998, as employment growth picked up sharply. Subsequently, it 
has declined further, reaching 6.9 percent in November 1999, its lowest level in two decades. 
Core inflation (the CPI excluding food, energy, and the ef%cts of changes in indirect taxes) 
has fluctuated within a narrow range around the lower end of the 1-3 percent official target 
range since early 1997. It picked up a bit in March-April 1999 and has fhztuated in a narrow 
range around 1% percent (annual rate) through November. The overall CPI, however, has 
risen more rapidly, increasing by 2 percent annual rate during the first 11 months of 1999, 
largely reflecting movements in energy and food prices. 

The current account deficit rose slightly to 1% percent of GDP in 1998, but it declined to 
*A percent in the first three quarters of 1999. Export growth rebounded sharply during 1999, 
owing to buoyant growth in U.S. markets and to the recovery in commodity prices. At the 
same time, growth in the value of imports slowed from its relatively rapid pace in 1998, 

’ Under Article IV of the IMF’s Articles of Agreement, the IMF holds bilateral discussions 
with members, usually every year. A staffteam visits the country, collects economic and 
financial information, and discusses with officials the country’s economic developments and 
policies. On return to headquarters, the staffprepares a report, which forms the basis for 
discussion by the Executive Board. At the conclusion of the discussion, the Managing 
Director, as Chaiian of the Board, summarizes the views of Executive Directors, and this 
summary is transmitted to the country’s authorities. In this PIN, the main features of the 
Board’s discussion are described. 
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despite the pickup in domestic demand, as the strengthening Canadian dollar helped to hold 
down import prices. 

Following a 100 basis point increase in short-term interest rates in August 1998, the Bank 
of Canada matched the moves by the U.S. Federal Reserve and reduced interest rates in 
September-November 1998 by a cumulative 75 basis points. The Bank reduced short-term 
interest rates by 25 basis points in both March and May 1999 in order to support continued 
economic expansion and maintain inflation comfortably within the target range. 
Subsequently, Canadian interest rates were left unchanged, as U.S. interest rates were 
increased in June and August by a cumulative 50 basis points. The decision not to follow 
the Federal Reserve’s rate hikes at that time reflected the Bank’s assessment that monetary 
conditions in Canada were consistent with the inflation target. In November, the Bank of 
Canada raised rates by 25 basis points, in line with an increase by the U.S. Federal Reserve. 

Over the past six years, decisive efforts by the Government produced a dramatic turnaround 
in the federal fiscal position, which shifted from a deficit of $42 billion (5% percent of 
GDP) in 1993194 to a surplus of nearly $3 billion (l/4 percent of GDP) in 1998/99 (fiscal year 
ending March 3 1). Substantial fiscal consolidation also occurred at the provincial level 
during this period, helping to shift the general government balance from a deficit of more 
than 5% percent of GDP in 1994 to a surplus of about 1 percent of GDP in 1998 (national 
accounts basis). Largely as a result of restraint in public consumption and controls on capital 
spending, the aggregate budgetary balance of the provinces moved into a small surplus in 
1997, before slipping back into a small deficit in 1998, as the Asian crisis and lower commo- 
dity prices reduced revenues in some provinces and other provinces used a portion of their 
“fiscal dividends” to cut income taxes. The ratio of general government net debt to GDP has 
declined from a peak of 70 percent of GDP in 1995 to about 62 percent in 1998, but at that 
level, it still remains above the average of all G-7 countries. 

Executive Board Assessment 

Plrblk Informafion Notices (PINS) are issued, (i) at the request of a member country, following the 
conclusion of the Article IV amsultation for countries seeking to make hewn the views of the IMF to the 
public. This action is intended to strengthen IMF smveillance over the economic policies of member 
countries by increasing the transparency of the IMF’s assessment of these policies; and (ii) following policy 
discussions in the Executive Board at the decision of the Board. 
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Table 1. Canada: Selected Emnomic Indkdxa 
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196th 197ol l%o# 1994 199s 1996 1997 1998 
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y7!ffzz, 
FL 

t 

Pd 
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ommdomwio’ . t 
Prime 
Puldic 

5.6 
0.3 
5.2 
4.8 
4.0 

4.4 29 
0.0 4.3 
4.6 3.4 
4.5 29 
5.8 1.4 

4.7 
1.5 

t: 
a.9 

28 1.7 4.0 3.1 
1.0 0.1 -1.7 1.0 
0.8 24 4.9 27 
21 2.5 4.2 28 
0.6 49 14.0 0.1 

. . . 2.0 1.1 0.7 1.5 1.3 1.8 

. . . 20 2.1 1.6 1.2 1.9 28 

. . . 9.4 10.4 9.5 9.7 9.2 a.3 
20 0.8 1.6 1.2 -0.4 28 0.8 

4.6 4.3 3.7 1.9 1.9 21 27 27 

. . . . . 6.0 1.3 24 
3.5 8.0 5.8 1.1 23 
. . . . . . . . . 1.6 23 
. . . 7.8 6.0 -1.3 1.3 

1.5 1.0 0.0 
1.6 0.8 -0.6 
1.5 I.5 1.2 
1.3 1.3 26 

94.4 96.4 79.5 73.0 73.1 
-1.2 .o.a -0.1 -5.6 0.2 
-1.1 -1.4 -0.1 6.2 -20 

. . . . . 1.5 -7.6 0.7 

73.3 72.0 67.1 
0.3 -1.8 4.8 
1.7 0.2 -6.0 
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I. ~ODUCI’IOd ._ 

1. The staff report for the previous Article IV consultation discussions was considered 
by the Executive Board on January 22, 1999 (EBM/99/9).* Executive Directors welcomed 
the continued improvement of the budget positions at all levels of government, which offered 
promising prospects for a significant fall in the ratio of government debt to GDP over the 
next several years. The Bank of Canada’s inflation targeting approach to monetary policy 
continued to be successful, maintaining inflation at one of the lowest levels among the major 
industrial countries. Directors noted, however, the relatively high ratio of personal income 
taxes to GDP in Canada, and recommended that, in addition to using prospective fiscal 
surpluses for debt reduction, priority be given to reforming income taxation to improve 
incentives to work and save. 

II. ECONOMIC DEVELOPMENTS AND OUI-LOOK 

2. Mitcroeconomicpolicy measures implemented during the 1990s have established 
a soundfoundation for the Canadian economy and underpinned the current economic 
expansion. The successful implementation of an inflation targeting framework since 1991 
has held inflation at low levels. Sharp fiscal consolidation at all levels of government has 
arrested what had been a marked increase in the ratio of government debt to GDP, and put 
the debt ratio on a steady downward path. Structural reforms in key areas, including changes 
in the employment insurance system and improvements in the financing of the public old-age 
support system, also have enhanced the economy’s growth prospects. 

3. The tinadian economy has bounced back strong& from the effect& of the Asian 
financial crisis and the turmoil in worldfanancial markets in 1998. The sharp pickup in 
output growth over the year to the third quarter of 1999 has rejlected a rebound in 
comma&y prices, continued robust U.S. growth, and strengthening &maestic demund, 
particularly investment spending. Output growth slowed significantly in late 1997 and in the 
frost three quarters of 1998 owing to the fallout from the Asian crisis and a few major work 
stoppages (Table 1 and Figure 1). Growth accelerated in the final quarter of 1998, with the 
recovery from the effects of the domestic labor strikes, and has risen at an annual rate of 

’ The discussions were held November 8-15 and were concluded at a meeting on 
November 16 with Finance Minister Martin and Governor Thiessen. The staff team com- 
prised D. Goldsbrough, S. Dunaway, M. Leidy, M. Cerisola, P. De Masi, and A. Matzen 
(all W’HD). Mr. Fischer and Mr. Loser participated in the meeting with the Minister and the 
Governor. Mr. Ingves and Mr. Johnston (MAE) participated in a meeting to discuss the main 
conclusions of the Financial System Stability Assessment (FSSA) for Canada. The Executive 
Director for Canada, Mr. Bemes, and his Advisor, Mr. Fenton, attended the meetings. 

2 SIW98/280, U/22/98, and the selected issues paper, SM/99/3, l/8/99. 
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quarters of 1999, with growth 
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rate) in the third quarter. 
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5. 

productivity gmwth in Canada 
has broadly m&hed that in the UnitedStates During the 199Os, labor productivity has 
risen at an annual average rate of 1% percent, roughly in line with the growth experienced in 
the previous decade in Canada and with labor productivity growth in the United States. 
Multifactor productivity growth in the Canadian business sector appears to have 
outperformed that in the United States since the mid- 1980s; although on a sectoral basis, 
productivity growth in manufacturing in Canada, particularly in the electrical and machinery 
industries, has lagged markedly behind that of the United States.3 

3 Statistics Canada has recently revised figures for multifactor productivity to incorporate 
revisions to the national accounts and the capital stock, which have increased the annual 
growth rate of multifactor productivity to roughly % percent during the 199Os, compared 
with I% percent during the 1980s. The forthcoming selected issues paper will examine the 
issue of productivity in Canada, including comparisons of Canada’s performance to that in 
the United States. 



6. Slack in the economy 
has declined s.igniJcantly since 
the second half of 1998, but 
there is considerable 
uncertainty as to how close the 
economy is to full capacity 
(Figure 3). Staff estimates 
suggest that output in the third 
quarter of 1999 was about 
1 percent below potential 
(Box 1). Based on alternative 
empirical methodologies, the 
staff estimates of the NAIRU 
range from 6% percent to 
8 percent.4 A NAIRU of 
6% percent is roughly consistent, 

Figme 3. Employmatt and Output Gap 
QpaocaWpoin+‘) 
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according to Okun’s Law, with the sta.Fs estimated output gap. It also would be consistent 
with expected effects of recent reforms in the Employment Insurance (IX) system and 
provincial social assistance programs which introduced important structural changes in the 
labor markets. In view of the gradual effects of these reforms, the staff estimates that the 
NAIRU will decline from around 8 percent in 1998 to 6% percent over the medium term, 

4 See Canada: Selected Issues, (SMf99/3), Chapter 2 and Canaa?~: Selected Issues, 
(SM/98/17), Chapter 1. An analysis of why structural unemployment in Canada has been 
higher than in the United States will be included in the forthcoming selected issues paper. 
Empirical evidence suggests that Canada’s more generous Employment Insurance system 
contributed to a rise in structural unemployment in the 1980s. Recent EI reforms are 
expected to reduce structuraI unemployment over the medium term. 
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Box 1. The Output Gap, Potential Output, and Potential Growth 

The output gap (actual mums potential output) traditionally has been an important indicator of aggregate 
resource utibzation, foreshadowing the possible build-up of inflationary pressures. While the concept is 
straightforward, its empirical measmeme ut is subject to considerable uncertainty. Although e&mates of the rate 
of growth of potential output in Canada tend to fall in a relatively narrow range, e&rates dthe level of 
potential output cliB2.r more significantly. 

Using a variety of statistical &trending techniques and some structural approaches (such as those based on a 
production function), the staEestimates that potential growth in the 1990s has been about 2.4 percent, close to 
theBankofCanada’sestimateofabout2L/4perccnt.BoththestaffaradtheBankofCanadaestimatesrmggtst 
that poteutial growth has slowed significantly in the 1990s fkom the 3 percent average rate estimated for the 
1980s. This slowdown is attriiuted to a sharp decline in the labor force participation rate at the start of the 
199Os, which was accounted for by reduced labor force involvement by individuals in the 15-24 and 55-64 year 
age groups. The fall in the participation rate fix the latter group is probably largely structuml in nature, 
re&ding a longer-term trend toward early retiremem In the former group, it reflects both stm&ral factors, as 
more individuals in this group have opted to pursue additional education and changes in eligibility requirements 
for employment hsumce have dismuraged eutry, and cyclical factors, associated with less favorable job 
prospects for younger, less skilled workers. More recently, substantial investment in equipment embodying 
new technologies may have raised the rate ofpotential growth. 

The stafi’s estimate of the level of potential output is extmpolated by identifying a period when the economy 
was judged to be near full employment and then applying the growth rate for potential in s&sequent periods. 
Based on an assessment of cyclical 
peaks in Canadian economic c8m&: Albm8tivs Estimbs of oulpt Gaps 

activity, it appears that the economy 3.0 . 
was operating near potential in the 
first or second quarter of 1990. The 
BankofCanadausesastrucu& 
model and filters to estimate the 
level of potential output. This 
procedure uses information on the 
behavior of inflation and inflation 
expec&tions to help pm down the 
level of potential output and 
suggests that the economy was 
operatillgatfullcapacityinthe 
third quarter of 1990. There is -7.0 . ‘.._ 
considerable uncerknty as to the . . . _..- _... I. 

exactpointintimewhenthe ~O,........................................r 
1999 1992 199s 1999 

economyreachedf%llcapacity.The 04 a4 w 04 
chart illustmtcs altemative estimates of the output gap based on the stafTs methodology and difkrent 
assumptions about when the economy was last at full employment The estimaW output gaps for the third 
quarterofl999mngefkom-2percenttozero. 
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of disposable income 
(94 percent to 114 percent) 
over this period (Figure 10). 
Although the personal debt- 
service ratio edged up in 
1998 to about 9 percent of 
personal disposable income, 
it remains well below its 
peak in the early 1990s 
(almost 13 percent) and 
below the average of the 
last two decades. At the 
same time, the debt of 
nonfinancial corporations 
(including crown 

Figure 10. How&old Net WC& 
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corporations) as a percent of corporate net worth has remained relatively stable (around 
170 percent) since 1992 and the ratio of nonfinancial corporate debt to GDP has declined 
from 65 percent to 
61 percent (Figure 11). Fiic 11. Nmfwncirl Ccqxrate Debt 
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6o growth in the United States 
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Macroeconomic 
developments in the United s - 
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near-term outlook for u-l,, ., , ., ., 
economic activity in Canada 
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in view of the high degree of economic integration between the two economies (Box 2). 
Canada’s real GDP growth is expected to decline from 3% percent in 1999 to around 
3% percent in 2000 (slightly above the consensus forecast). Output growth is projected to 
slow further to around its potential rate by 2002 as the output gap is eliminated (Table 6). 
Domestic demand growth in Canada would ease somewhat over most of the forecast horizon, 
as consumer spending would slow reflecting more moderate growth in household net worth 
and higher interest rates, while the pace of fixed investment spending also would decline, 
owing to an end to Y2K-related spending, higher interest rates, and slower consumption and 
export growth. The external current account is expected to improve steadily from a deficit of 
*% percent of GDP in 1999 to a surplus of % percent by 2004, primarily reflecting improved 
macroeconomic conditions in Europe and Asia, sustained but decelerating growth in the 



Box 2. Canada-U.& Economic Integration: An International Comparison 

The ongoing discussion of monetary w in vatioua pats of the worl4 including the move toward a common amuncy in Europe, 
lmn rokiadled i&rod in the isaw of economic ink&on within mps of countries. Jn this context, this box sunrmakes the ailluiion of 
C!muda via&via the United States in compasison with inte@ion among European Union countries. In general. the de(prs of integration 
between Cada end tbe United States is much higba tbsn in Em’ope. However, there appears to hve been a greater l symmee in tbs 
oaturrof~oxperiencedbyClrnrdallndthoU~StatcsthaoirtheclsowithinEuropc.This~futa,,togsthgwiththepolitical 
commitment in Europe to movo toward a full common market, probably explains tho differed choice of exchange rate regimes. 

The Canadian ecawmy is very open by international standards. In 1998, the degec of openness (measured by the ratio of oxtemaJ tmdo in 
goods and services to GDP) in Canada was 81 percent, somewhat higher than in the Europan Union and usily the highest among the G-7 
ecmomioa (see fig@. 

Aprinoiprl measure of inte&on between groups of ccuntries is tbo extent of in&a- trade. According to this measure, tho 
iuteption of Cenada with the United States is greater than inkgmtion anmg most countries in Europe. In w the &are of U.S. trade 
in total trade (85 pacat) and in GDP (61 percent) are much larger than the cotresponding ahares in Europan countrioa (except for a few of 
tho rmdla occnomies; see tile below). 

An additional diiion of integntion is the degree of labor mobility. War mobility between Canada and tho United States, while small as 
a aham of the t&l labor force, has increased in recent yam, especially among skilled wc&etxl/ As a share of the labor force, gross annual 
Canada-U.S. migration ia roughly the anme aa *h&n-ElJ migration This is, however, in the context of smaller wage difBrentials than among 
Europeancountliea. 

Canada’s capitpl account is closely integrated with the United States. Jn 1998, the United States contributed 86 percent ofthe direct 
kmatmmt inflows into Canada and toolc in 77 percent of C!a&ian direct invostmat abroad. Its shares in Canadian portfolio inflows and 
outflows were 85 perked and 97 percent, respectively. While the numbers may psrtly toSect third countties’ investments in Canada throuc 
the United States, they are significantly higher than among EU countries, where in recent years in&a-European direct investment and equity 
capital flows have accourhd for SO-55 percent md 50 percent oft&J flows, respectively. 

The high degree of integration between tbo Canadian and U.S. ocatomies hss contriiuted to a dose correlation of macroeconomic trends. 
Red GDP growth and inflation in Canada have been very closely corrolsted with growth end intlation in the United StatesPI Tho 
comhtia~ b&won Cmudim and U.S. real GDP growth hss bocn higha than among most European ecxmomics, and roughly the same as 
amongthe most closely related European economies (Austriq Belgium, France, Germany, and the Netbalauds). The correlation betwocn 
Canadian and U.S. inflstion has historicaily been higher than among European eccnomies. 

However, the nature of sbochs to tho Canadian and U.S. economies during the past fsw &odes has been much more dimimilu than among 
Europan anmtriea.3l In paticular, unlike among roved Europan wmxnks, there does not roem to be any significant positive 
umdtion between suool~ shocks ia Canada and the United States. The same holds for demand shochs. althouuh suunlv shocks are more 
hfwmatiw about m&l&g regional p&ems than dcmattd shocks, which include the impact of moncky snd%scai &cies. 
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EU weigtrted average 59 29 
With United States 

as 61 

Baaed on rggregate merchandise trade (exports plus imports). 

11 See Stephen Toharidc, 1999, “Brain Drain From Canada to the United States,” in Mcrnati& Monetary Fun4 Ykn&a-Solected 
Issws,” SM199t3, issued Jtuuury 8,1999. 
2/ See Tamim Bayoumi and Bury Eiohengreen, 1994. Wne Money or Many7 Myzing the Respects fat Monetaty Unitication in Various 
Puts ofthe World,” Princeton Days in Intumtio~I Finance, No.76. 
3/ See Bayoumi and Eichengraa (op tit). Vivdc Arora, 1999, tiExchango Retc Amngemmts in Selected Westan Hemisphere Counbiy” 
mimeo.. Intanational Monetary Fun4 provides moro rccsat cd-hates for Canada aodthe United States. 
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0 moth few signs of inflationary pressures, monetary policy should aim to permit the’- 
economy to reach its productive potent but the challenge will be to gauge the 
point at which policy will need to shift toward tightening; 

l the appropriate mix of debt reduction, tax cuts, and higher spending on priority areas 
in light of prospective fiscal surpluses. 

A. Monetary Policy and the Exchange Rate 

19. The Bank of Canada targets inflation w’th the aim of infiencing the rate over the 
succeeding sir to eight quartem Its assessment of future inflation generally has relied on an 
evaluation of current and projected output gaps, unit labor costs, inflation expectations, 
changes in indirect taxes, and the current and expected future exchange rate. A broad range 
of other economic and financial indicators, including monetary and credit aggregates and the 
outcome of collective wage settlements, is also considered. 

20. The authorities and the stagagreed that there was consi&rable uncertainty over 
how much slack remained in the Canadian economy, as estimates of the output and 
employment gaps ranged widely. Because of this, these indicators were not very useful at 
present as guides to formulating policy. The Bank of Canada representatives noted that they 
use output gap estimates, not employment gap estimates, in their policy deliberations; 
however, in current circumstances, the output gap estimates had to be supplemented by a 
wide range of other indicators of pressures on capacity and inflation. The staff and the 
authorities agreed that substantial investment in machinery and equipment in recent years, 
which embodies new technologies, probably had raised the level of capacity. The Bank 
representatives indicated that their point estimates of the output gap for the third quarter of 
1999 were close to zero, or slightly positive, but a very wide confidence interval surrounded 
these estimates. Although the staffs point estimate (a negative gap of a little over 1 percent) 
shows a somewhat higher degree of slack in the economy, it falls within the Bank’s 
confidence interval. In the labor market, substantial reforms to the employment insurance 
system were seen as having improved flexibility and contributed to reducing the NAIRU. 
The authorities suggested that, once the effects of these reforms were fully realized, the 
NAIRU might decline significantly from its late 1980s estimate of around 8 percent. Based 
on the discussions and its own alternative estimates (discussed in paragraph 6), the staff has 
revised its estimate of the NAIRU to decline to 6% percent by end-2002. 

21. Given the unmrtainti~ regarding estimuies of capacity, the authorities took the 
view, and the smconcutrerl, that the near-term aim of monetary policy should be to allow 
the economy to seek its productive potential without compromising the oficial target for 
inflat& The key challenge for monetary policy was to gauge the point at which monetary 
conditions would have to be tightened as slack in the economy appeared to diminish and 
indications of inflationary pressures began to emerge. To aid in reaching this decision, the 
Bank of Canada officials indicated that they would place more emphasis on a broader range 
of inflation indicators in their effort to carefully monitor the degree of underlying inflationary 
pressures. These indicators included movements in core and trend inflation; data on wage 
settlements and surveys of expected compensation increases; indirect evidence of rising 



- 16- 

inflation expectations from certain asset data (such as the yield differential between - 

conventional and real return government bonds, and real estate prices); and the monetary and 
credit aggregates. In using the information provided by these indicators to set monetary 
policy, Bank officials noted that there was no fixed formula, and that this information had to 
be carefully interpreted. 

22. Given the high degree of openness of the GznadLzn economy, current and 
prospective uwvements in the exchange rate play an important role in the Bank of 
C&z&s assessment of monetary conditions In this context, the officials from the Bank 
noted that the monetary conditions index (MCI) remained an important tool in assessing the 
near-term stance of monetary policy, but that the index had been de-emphasized somewhat in 
the Bank’s more recent monetary policy reports.‘* The decision to de-emphasize the MCI 
was largely a result of a tendency of financial market participants to misinterpret movements 
in the index and to respond at times as if there were a fixed target path for the index. 

23. The authorities noted thut their past successes in maintaining inflation witliin the 
targd range had improved the credibility of monetary policy, solidly anchoring injlaiion 
expectations. Survey data consistently showed that inflation expectations had remained at 
about 2 percent, the midpoint of the offtcial target range. Policy credibility had also benefited 
from the improvements in the medium-term fiscal outlook and the commitment to further 
public debt reduction, highlighting the need for continued sound fiscal policy. The staff 
suggested that enhanced credibility would likely provide the Bank with some additional room 
to maneuver in testing the economy’s productive limits. The representatives and the stti 
agreed, however, that there were inevitably questions about how much maneuvering room 
existed in view of the uncertainty over the extent of slack in the economy and the fact that 
inflation already was near the midpoint of the target range. 

24. The authorities said that Ihe rapidpace of output growth over thefirst three 
quarters of 1999 suggested thai some &tional caution might be warranted in the conduct 
of monetary policy. In testing the limits of capacity, they believed that it would be prudent to 
ensure that these limits were not approached at a very rapid pace of economic growth. This 
would help ensure that, once it became evident that capacity had been reached, tighter 
monetary conditions would have a chance to slow demand growth before inflationary 
pressures could take hold-a position that the staff strongly supported. In their forecasts, the 
authorities expected that the economy would continue to expand, but at a slower rate than at 
present, and that inflation would be contained around the midpoint of the target range. The 
recovery in commodity prices since early 1999, the depreciation of the Canadian dollar in 

‘* The MCI is a weighted sum of changes in the short-term interest rate (typically the go-day 
commercial paper rate) and the effective exchange rate, with weights of 3 to 1, respectively. 
These weights are based on the Bank of Canada’s empirical work that suggests a 
1 percentage point change in interest rates a&&s aggregate demand over time by about the 
same amount as a 3 percent change in the exchange rate. 
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with the authorities, the staf’ffavored steps to fully index the tax system to inflation; increase 
income thresholds at which progressive marginal tax rates apply; lower the 26 percent 
statutory marginal tax rate; and reduce the rate of clawback of the National Child Benefit. 

34. The authorities stressedj and the staflagreed, that there were aXso substantial gains 
to be ma& for the econowJiom using 41 least a small amount of resources to make the 
coporate income tax system more conlpetitive. Corporate tax rates in Canada, when 
provincial taxes were factored in, are high by international standards (partic~&~ly in key 
growth sectors such as services). By lowering the basic federal corporate income tax rate, the 
system could be made less distortionary, since the relatively higher taxation of income 
outside the small business and manufacturing and processing sectors would be reduced.*’ 
Distortions could be further diminished, while offsetting some of the costs of the reform, by 
broadening the tax base along the lines of the measures recommended in the 1998 Report of 
the Technical Committee on Business Taxation.” The report also recommended steps to 
reduce compliance costs and improve tax enforcement. 

35. The authorities noted the considerable pressures they faCea to increase spending, 
but that they would continue to try io limit the size of new spending initiatives, with priority 
continuing to be given to education and health care The authorities explained that, in the 
medium-term projections, direct program spending was assumed to remain constant in real 

taxpayers in Canada exceed the combined federal and provincial statutory rates as a result of 
the clawback of certain tax credits, including the National Child Benefit, as incomes rise. For 
example, for incomes around Can$30,000 the marginal effective income tax rate for a single 
taxpayer residing in Ontario with two children is estimated to rise to about 60 percent 
(federal and provincial combined, including the Employment Insurance premium, Canada 
Pension Plan premium, and all refundable tax credits), before falling back to about 40 percent 
as incomes reach Ca&O,OOO. 

*’ Corporate income tax rates vary by firm size, activity, and provincial location. The 
federal corporate statutory income tax rate is set at 28 percent for general business income, 
21 percent for manufacturing and processing operations, and 12 percent for small businesses. 
Canada’s combined federal-provincial corporate tax rate for general business income 
averages 43 percent, compared to a combined federal-state average of around 39 percent in 
the United States. 

21 The base-broadening measures recommended by the Committee include the elimination or 
reduction of certain preferences (e.g., research and development tax incentives which are 
among the most generous in the world), credits (e.g., recommended replacing the Atlantic 
Investment Tax Credit with a more cost-effective and broad-based nontax program), and 
deductions (e.g., proposed a general review of capital cost allowances to ensure that rates are 
closer to economic depreciation, along with a reduction in some accelerated classes). 
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per capita terms, which would provide some limited room to accommodate additional 
spending initiatives. 

36. Significantprogress has been madk by provincial and territorial governments in 
balancing their budgets, and the authorities expected these governments to continue to 
follow sound budgetary policies in the period ahead, with all of them achieving balance or 
maintaining surpluses in 2000. The favorable performance of the economy, accompanied by 
rebounding commodity prices and increased federal transfers, has significantly improved the 
aggregate fiscal position of the provinces. Consequently, all of them have moved to lower 
taxes, some ahead of previously announced schedules. The authorities suggested that these 
actions would not significantly affect tbe strong overall budget position of the provinces over 
the medium term. The staff, however, stressed that the provinces needed to be cautious and to 
sustain their fiscal efforts. In particular, all levels of government needed to factor in the 
potential fiscal costs associated with an aging population, especially in the area of health 
care, in forming their longer-term fiscal objectives. 

C. Other Issues 

37. Although the unemployment rate in Canada has come down si~nifcantly, it 
remains high by historical standards and reikfive to the United States. Reforms to the 
employment insurance (EI) system enacted during the past few years, which included tying 
benefit levels to the frequency of use and sharper clawback provisions for higher-income 
participants, have contributed to improving the efficiency and flexibility of the labor market 
and to reducing structural unemployment. The authorities noted that, as these reforms have 
become binding, significant pressures have emerged to roll them back, and that they were 
working hard to resist such pressures. The staf3’ expressed concern about the Government’s 
recent proposal to increase maternity and parental leave benefits under the EI system and to 
relax the eligibility requirements for these benefits. This action appeared to be a move away 
from the idea that the EI system should be primarily an insurance scheme. Moreover, it 
carried the risk of creating new incentives for casual labor force participation and heightened 
pressures for additional benefits. The authorities acknowledged these concerns and reiterated 
their commitment to resist additional demands. They explained that the change in maternity 
and parental leave benefits was part of the Government’s overall strategy to provide more 
support for children, particularly in their early formative years. 

38. In current circumstances, the authorities said that it would be di$‘jicult to &end 
reforms to the EI system in the ureas that the staff continued to stress, specifhzlly the 
introduction of experience rating in s&kg in&i&al company’s EIpremiums and the 
elimination of regional extended benefits. W ithin the Government, there was no consensus 
on whether experience rating would yield significant net benefits. While it was recognizecl by 
some that experience rating could yield significant improvements in the functioning of the 
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Table 3. Canada: Federal Government Budget, Public Accounts l/ 

(In billions of Caudian doIIars; unless otherwise indicated) 

Fiscal Years 1994/95 1995/96 19%/97 1997198 1998199 

Total revenues 123.3 130.3 140.9 153.2 155.7 
In percent of GDP 16.1 16.1 16.9 17.5 17.4 

Total spending 160.8 159.0 149.8 149.7 152.8 
In percent of GDP 20.9 19.7 18.0 17.1 17.1 

~ogramspending 118.7 112.0 104.8 108.8 111.4 
In percent of GDP 15.5 13.9 12.6 12.4 12.4 

Interest payments 42.0 46.9 45.0 40.9 41.4 
In percent of GDP 5.5 5.8 5.4 4.7 4.6 

Budget balance -37.5 -28.6 -8.9 3.5 2.9 
In percent of GDP -4.9 -3.5 -1.1 0.4 0.3 

Net public debt 545.7 574.3 583.2 579.7 576.8 
In percent of GDP 71.1 71.2 69.9 66.3 64.4 

Memorandum items: 
Structural budget balance 

In percent of GDP 

Plimarybalanaz 4.6 18.3 36.1 44.4 
In percent of GDP 0.6 2.3 4.3 5.1 

stnlchualprimarybalance 10.5 24.4 43.6 50.4 
In percent of GDP 1.4 3.0 5.2 5.8 

-31.5 -22.5 -1.4 9.5 7.6 
-4.1 -2.8 -0.2 1.1 0.9 

44.3 
5.0 

49.0 
5.5 

Sources: Department of Finance; and Fund staB estimates. 

I/ On a fiscal year basis, which ends on March 3 1. 
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Table 4. Canada: Net Government Debt 

(In percent of GDP) 

1980 1992 1993 1994 1995 1996 1997 1998 

National accounts basis II 14.4 59.6 66.2 68.7 70.2 69.8 65.5 62.3 
Federal 15.7 52.0 54.6 55.3 56.5 55.0 51.5 48.4 
Pmvincial2l 6.8 15.8 19.5 20.6 20.5 21.1 19.8 19.4 
CPP and QPP 31 -8.0 -8.2 -7.8 -7.2 -6.8 -6.4 -5.8 -5.4 

Public account8 basis 4/ 37.4 90.7 96.3 97.9 98.6 96.5 94.5 92.6 
Federal 29.2 66.7 70.1 71.1 71.2 69.9 66.3 64.4 
Provincial 8.3 24.0 26.2 26.8 27.4 26.6 28.2 28.0 

Memorandum item: 
Government ofcanada 

marketable securities 
held by nonresidents 51 9.5 27.9 27.6 25.8 25.9 25.4 24.7 23.5 

Sources: Statistics Canada, National Balance Sheet Accounts (13-214) and Canada’s International 
Investment Position (67-202); Department of Finance, Canada; and Fund staff estimates. 

li Calendar year, 1998 figures are estimates. The national accounts measure of net debt does not 
include government indebtedness to the public service pension plans and the Canada Pension Plan 
(CPP)/Quebec Pension Plan (QPP) as a government liability. 

2/ Ah includes local government and hospital sectors. 
3/ Canadian Pension Plan and Quebec Pension Plan. 
4/Fiscal year, beginning April 1; 1998 figures are estimates. The public accounts measure of net debt 

iucludes government indebtedness to the public service pension plans, the CPP, and the QPP as .a 
government liability. Note that data on intergwxnmental holdings of net debt are not available on a 
public accounts basis so that the totals may be biased upward. 

5/ As a percent of total marketable debt. 1998 total government of Canada debt based on data 
from Bank of Canada Review. 
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Table 5. Canada: Indicators of Economic Perhmmce 

Avenge Projedm 
1985-94 1995 1996 1997 1998 1999 2OOi 

Red GDP 
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!!itzth., 
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i2iZLkS 
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G--Y 
G-7 L?olmtk 

2.6 2.8 1.7 
2.6 2.3 3.4 
3.3 1.5 

i:t ::; 
2i 
3:o 

4.0 
39 

:+: 
2:9 

3.6 
2.0 
4.6 
3.3 
2.5 

-1.7 8.2 
5.5 8.8 

:f 11.8 -0.4 
3.9 7.3 

169 
8.3 
1.6 

::: 

3.5 2.2 1.6 
3.6 2.8 2.9 
1.6 -0.1 0.1 
2.4 1.8 
3.4 2.4 2: 

:;” 
1.7 

:3 

1.2 
1.2 
1.8 
1.1 
1.5 

1.2 2.6 
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i:: 9.7 5.4 2; 
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6:7 

10.3 3.3 314 
11.4 
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42.7 
29.3 
30.2 
46.5 
35.2 

46.9 30.9 z: 
32.0 31:7 
46.3 45.9 
36.4 36.7 

48.1 48.3 47.6 
31.9 32.3 32.5 
31.7 31.8 30.8 
45.6 45.4 45.8 
37.1 37.3 37.2 

49.1 
32.3 
32.3 
48.5 
38.8 

51.2 49.2 

32.8 35.6 ::.t 
49.5 49:2 
39.8 39.4 

47.3 47.4 45.4 
31.6 31.1 30.8 
35.0 37.0 38.2 
48.2 47.3 47.7 
38.3 38.1 38.1 

-5.7 
-2.9 
0.6 

-2.0 
-2.9 

4.3 -1.8 

-1.9 -3.6 z 
-3.2 -314 
-3.4 -2.7 

0.8 
0.4 

-3.4 
-2.6 
-1.2 

48.1 70.2 69.8 65.5 
46.2 54.5 54.1 51.4 
13.7 13.0 16.4 19.5 
25.6 49.4 52.1 52.8 
39.3 49.7 50.5 49.9 

-3.2 
-1.9 
2.9 
2.1 

-0.5 

0.8 0.5 
-1.6 -1.7 
2.2 1.4 

-0.8 0.3 2: 
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i.2 
1:5 

f :: 

2 
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2.1 
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:: 
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5.5 

4.0 
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:.z 
0:6 
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1.3 

1.5 

x 
014 
1.4 

1.7 

E 
0:s 
1.7 

E! 
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-3.0 
0.7 

-1.5 

2:: 

k:8 

2.0 

;:: 

::‘: 

:: 
4.1 

11.2 
6.2 

::i 

1;; 
6:2 

:: 
518 

10.4 
6.4 

2: 
31:1 
45.6 
37.1 

44.5 
30.3 
38.2 

::: 

0.9 

3.: 
-2:o 
-0.8 

2.2 
1.6 

-7.3 
-1.9 
-0.9 

1.9 

j-; 
-1:1 
-0.5 

62.3 

z 
52:s 
50.4 

57.8 54.3 
45.0 41.5 
37.6 44.3 
51.9 50.9 
49.6 48.3 

-1.8 -1.0 -0.9 
-2.6 -3.5 -3.5 
3.2 3.4 3.1 

::: -8 4:: 

w: Fund stpffcstimak ejections for other G-7 countries arc &nn the World ECOIIO& G&ok (October 1999). 

11 Gamaqh net debt statis in 1986. 
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Table 6. Canada: StaffProjections 

1998 1999 2ooo 2001 2002 

(lo ptxccnt change fkom previous period, unless otherwise indicated) 

2003 2004 

NIPA in constant prices 
Real GDP 
Net exports I/ 
Total domestic demand 

Private consumption 
Private domestic invesbnent 

Chsage in business inventories l! 
Final domestic demand 

3.1 3.7 3.3 2.8 2.5 2.5 2.4 
1.0 0.3 -0.4 0.2 0.2 0.1 0.2 
2.2 3.7 3.6 2.7 2.4 2.5 2.3 
2.8 3.3 3.4 2.7 2.5 2.6 2.4 
3.4 8.3 4.1 2.7 1.8 2.0 2.0 

-0.4 -0.1 -0.1 -0.2 0.0 0.0 0.0 
2.7 3.8 3.7 2.8 2.4 2.5 2.3 

GDP (currunt prices) 2.5 5.3 5.3 4.8 4.4 4.4 4.3 

Emplnyment 8nd innation 
Unemployment rate (period average) 
Ccmsumer price index 
GDP detlator 

8.3 7.6 7.2 6.9 6.7 6.5 6.5 
1.0 1.5 2.0 2.0 2.0 2.0 2.0 

-0.6 1.5 1.9 1.9 1.9 1.9 1.9 

Indicatora of iinmdal polidcs Z 
Federal fiscal balance 

(public accounts) 3141 
(as a share of GDP) 

Federal fiscal balance @IA) 3/ 
(as a share of GDP) 

PrQvincial fiscal balance (NIA) 3/Y 
(as a share of GDP) 

Goncral governlent &Cal 
balfmoa (NW) 31 
(as a share of GDP) 

General govermant net debt 
(as a share of GDP) 

2.9 3.0 3.0 3.0 3.0 3.0 3.0 
0.3 0.3 0.3 0.3 0.3 0.3 0.3 
9.7 6.7 7.0 6.9 7.4 7.9 8.7 
1.1 0.7 0.7 0.7 0.7 0.7 0.7 

-0.6 13.5 9.6 8.2 5.8 3.3 1.8 
-0.1 1.4 1.0 0.8 0.5 0.3 0.1 

8.0 20.4 18.2 19.4 19.7 18.3 18.5 
0.9 2.2 1.8 1.9 1.8 1.6 1.6 

62.3 57.3 52.6 48.4 44.5 41.0 37.8 

Threc-montb trauury bill rates (percent) 4.7 4.7 5.2 5.3 5.3 5.3 5.3 
Ton-m government bond rates (percent) 5.3 5.5 6.3 6.3 6.3 6.3 6.3 

Bdance of pqlnellb 
cwmlt 8ccount halance 3/ 

(as a share of GDP) 
Merchandise trade balance 31 

(as a share of GDP) 
Export volume 
Impolt vohnlle 

lnvisibl~ ret 3/ 
(as a share of GDP) 

-16.4 a.3 4.2 0.3 3.9 5.8 9.2 
-1.8 -0.5 -0.4 0.0 0.4 0.5 0.8 
18.9 31.0 31.6 38.2 42.7 45.8 50.7 
2.1 3.3 3.2 3.7 3.9 4.0 4.3 
8.3 9.7 5.3 7.7 6.6 6.3 6.3 

-7.3 -9.6 -7.1 -7.0 -6.0 -6.3 -6.3 
-35.2 -35.3 -35.8 -38.0 -38.9 40.1 41.5 

-3.9 -3.7 -3.6 -3.7 -3.6 -3.5 -3.5 

Source: Fund tie&mates. 

I/ Contribution to growth. 
2 After FY 1998I99, it is assumed that there will be budget surpluses of S3 biion (equivalent tu the contingency rwrvo). 
31 In billions of dollars. 
41 Fiscal year (April-March). 
5/ Includes local governments and hospitals. 
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Core inflation’ has 
&uated within a narrow 
range around the lower end 
of the l-3 percent ofFcial 
target range since early 199 7 
(Figure 4). Core inflation 
picked up in March-April 
1999, and has fluctuated 
around 1 l/z percent (annual 
rate) through November. The 
overall CPI, however, has 
risen more rapidly, increasing 
at roughly a 2 percent annual 
rate during the first 11 months 
of 1999, largely reflecting 

Figun 4. Cam CF’I IntMon 
(Paoat ~=w Y- w) 

5.5 - 

In~on 
Tqet Range 

-.- 
hn h hn k Jm Jam lal ho h Im ha h 

1989 1991 1993 1995 1997 1999 

movements in energy and food prices. Surveys indicate that inflation expectations are 
centered on 2 percent, the midpoint of the l-3 percent official target range, suggesting a high 
degree of credibility underlying the authorities’ inflation targets. The differential between the 
yields on ten-year fixed rate and inflation-indexed bonds has widened in recent months from 
about 150 basis points in mid-June to about 200 basis points in October-December. Although 
wage growth picked up somewhat during 1999, averaging about 2% percent through 
September, it remains consistent with significant gains in productivity and continuing low 
inflation. 

8. Following the Bank of 
Canada’s 100 basis point Figure 5. Bilateral and Real E%ctivc Exohangc Rate 

increase in short-term interest 
USSICS 

0.77 

rates in August 1998 and 0.75 

reduced turmoil in world 
financial markets, the 0.73 

Canadian dollar began to 0.71 

recover from its sharp 0.69 

depreciation in thefirstpti of 
the year (Figure 5). 0.67 

Subsequently, the Bank 0.65 

followed the U. S . Federal 0.63 

Reserve and reduced interest Dr Ma h Scp Dee Mu la Sop Dr Msr Jm Scp Dot Mar Ja Sop Dr Mu Jrm Sq 

rates in September-November 1995 1996 1997 1998 1999 

1998 by a cumulative 75 basis 
points. The recovery in commodity prices during 1999 has further strengthened market 
confidence in the Canadian dollar, which recovered from its all-time low of around 

5 The CPI excluding food, energy, and the effects of changes in indirect taxes. 
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63 U.S. cents in late August 1998 and traded in late December 1999 at around 68% U.S. 
cents. The Canadian dollar has appreciated in real effective terms by about 4% percent in 
1999 through November.6 

9. Am reducing 
interest rates by 25 basis 
points in both March and 
May 1999 in order to 
support continued 
economic -at&on and 
maintain inflation 
comfortably within the 
target range, the Bank of 
Canada held rates 
unchanged as US: interest 
rates were increased in 
June and August by a 
cumulative SO basis points 
The decision not to follow 

Fiprc 6. Man&my Conditiau Index 
(1987=0) 
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the Federal Reserve’s rate hikes at that time reflected the Bank’s assessment that monetary 
conditions in Canada were consistent with the inflation target (Figure 6). Subsequently, the 
Bank of Canada raised rates by 25 basis points in November, matching an increase by the 
Federal Reserve. The differential between Canadian and U.S. interest rates has generally 
fallen since the last quarter 
of 1998, turning negative in 
May 1999 at both the short 
and long end of the term 
structure (Figure 7), and 
spreads remained negative 
in late December. 

3.0 

2.5 

2.0 

1.5 

1.0 

0.5 

0.0 

4.5 

-1.0 

Figure 7. Interest Rate Difkmti& 
(In porcdagc poinb$ chada minlu the united stat@ 

I I -.- 
2.5 

20 

1.5 

1.0 

0.J 

0.0 

03 

-1.0 

-13 

t . . * . . . .i 

-20 

-2.5 

10. The current account 
deficit narrowed from 
l%percent of GDPin 1998 
to $5 percent in thefirst 
three quarters of 1999 
(Table 2). Export growth 
rebounded sharply, owing to 
buoyant growth in U.S. 

-1.5 

-2.0 

-2.5 
n ..vc Mr Jm SW Dee MP Jnn Srp Dc Mr Jm Sq Dr Mr Jrm Sq Des Mm Jun Sq 

1995 1996 1997 199s 1999 

6 Reflecting the high degree of integration with the U.S. economy, the U.S. dollar has a 
weight of 82% percent in the IMF’s real effective exchange rate calculation (based on unit 
labor costs) for Canada. 
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markets and to the recovery in commodity prices. At the same time, growth in the value of 
imports slowed from its relatively rapid pace in 1998, despite the pickup in domestic 
demand, as the strengthening Canadian dollar helped to hold down import prices (J-curve 
effect). 

11. Over the past six years, 
decisive eflortb by the 
Government have produced a 
tihnatic tirnaround in the 
federalfiscal position, which 
shifi‘edfrom a deficit of 
around S%percent of GDP in 
1993/94 to a surplus of 
tipercent in 1998199 (Table 3 
and Figure 8).’ Over this 
period, the estimated structural 
balance shifted from a deficit 
of 4% percent of GDP to a 
surplus of about 1 percent. The 
improvement in the federal 

Figure 8. Fcdcrd Fiiod Policy ltuhtom 
wrouit of GDP) 

1993 1994 1995 196 1997 1998 1999 moo 2001 zoo2 2lm3 zoo4 

fiscal position has largely reflected cuts in program spending and reductions in transfers to 
the provinces. In the 1998 Budget, the Government introduced some measures with a 
relatively low fiscal cost to address its priorities in the areas of health care, education, and tax 
relief, and the February 1999 Budget introduced some additional measures in these area~.~ 

12. Fiscal consolidktion has also occurred at the provincial level, helping to improve 
the general government balance from a deficit of more than 5 55 percent of GDP in 1994 to 
a surplus of about 1 percent of GDP in 1998 (national accounts basis) .9 Largely as a result 
of restraint in public consumption and controls on capital spending, the aggregate budgetary 

’ Fiscal years end March 3 1. 

* Tax relief measures in the February 1999 Budget include a further rise in the tax-free 
income threshold for low-income Canadians, the elimination of the 3 percent surtax on 
individuals with income exceeding $50,000, and a modest increase in the National Child Tax 
Benefit for low- and middle-income families. Spending initiatives extend measures in the 
1998 Budget, including increased transfers to the provinces through the Canada Health and 
Social Transfer (CHST), increased equalization payments to lower-income provinces, and 
outlays to support and strengthen research and development. 

9 The general government includes the federal government, the provincial governments 
(including the territories), local governments, and the Canada and the Quebec Pension Plans 
(CPP and QPP, respectively). 
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balance of the provinces moved into a small surplus in 1997. However, it slipped back into a 
small deficit in 1998, as the Asian crisis and lower commodity prices reduced revenues in 
some provinces (notably Alberta and British Columbia) and the provinces used a portion of 
their “fiscal dividends” to cut income taxes. The rising budget deficit in British Columbia 
and a sharp decline in Alberta’s 
budget surplus were, however, Figure 9. Gmd GcwmlmoIltNotDcbt 

nearly offset by a rapid decline 
(j’J&md oooounb bmi6; in parent of-) 

in Ontario’s deficit and by the ” 
first balanced budget in Quebec 6o 
in 40 years. Although the ratio 
of general government net debt m 
to GDP has declined from a 40 
peak of 70 percent of GDP in 
1995 to 62 percent in 1998 30 
(Table 4 and Figure 9), it 2o 
remains above the G-7 average 
(Table 5). IO 

13. The sharp 
improvement in government 
jkances has helped to increase national saving as a share of GDP despite a decline in 
personalsaving. After rising by almost 5 percentage points between 1993 and 1997, gross 
national saving declined in relation to GDP by 3/4 percentage point to 17% percent of GDP in 
1998 amid lower corporate profits and a further decline in personal saving. The personal 
saving rate has declined steadily to 2*/4 percent of disposable income in 1998, primarily 
reflecting the effects of lower inflation, fiscal consolidation, and rising household net worth, 
owing in part to the rise in Canadian stock prices in recent years.” At the same time, gross 
investment has rebounded sharply since 1993 in nominal and real terms. In 1998, gross 
investment stood at about 20 percent of GDP in real terms, slightly below its 1997 level, but 
well above its historical average. 

14. The broad indicators unkrlying household and corporate balance sheets do not 
appear to suggest any major vulnerabilities, although these aggregates could mask 
weaknesses in particular seetom that would only become apparent in the event of a shaq 
dkmmturn Personal sector” net worth has risen from 400 percent of disposable income to 

lo Recent empirical work suggests that about 40 percent of the decline in the trend private 
saving rate since 1990 is explained by fiscal consolidation, 30 percent by lower inflationary 
expectations, and about 20 percent by rising household net worth. See Gilles BeruM and 
Denise C&e (forthcoming), “Long-Term Determinants of the Personal Savings Rate: 
Literature Review and Some Empirical Results for Canada,” Bank of Canada Working Paper. 

l1 Includes households and unincorporated businesses. 
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almost 500 percent over the 
period 1990-98, while 
liabilities have increased by 
less than 25 percent of 
disposable income 

Figure 10. Pmmd Smtor Net Worth 
(As poroult of diilc incamc) 

5oo 1 

(94 percent to 114 percent) 450 - 
over this period (Figure 10). 
Although the personal sector 
debt-service ratio edged up 
in 1998 to about 9 percent 400- 
of personal disposable 
income, it remains well 
below its peak in the early 350 G I I I 
1990s (almost 13 percent) 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 19% 1997 1998 

and below the average of the 
last two decades. At the same time, the debt of nonfinancial corporations (including crown 
corporations) as a percent of corporate net worth has remained relatively stable (around 
170 percent) since 1992 
and the ratio of nonfinancial 
corporate debt to GDP has 
declined from 65 percent to 
61 percent (Figure 11). 

15. The staff projecti 
that real GDPgrowth will 
slow in the period ahead, in 
line with an anticipated 
deceleration in demand 
growth in the UnitedStates 
to a more sustainable level 
Macroeconomic 
developments in the United 
States are central to the 
near-term outlook for 

Figure 11. Nmfwncial Ckpmte Debt 
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economic activity in Canada in view of the high degree of economic integration between the 
two economies (Box 2). Canada’s real GDP growth is expected to decline from 3% percent in 
1999 to around 3% percent in 2000 (slightly above the consensus forecast). Output growth is 
projected to slow further to around its potential rate by 2002 as the output gap is eliminated 
(Table 6). Domestic demand growth in Canada would ease somewhat over most of the 
forecast horizon, as consumer spending would slow reflecting more moderate growth in 
household net worth and higher interest rates, while the pace of fixed investment spending 
also would decline, owing to an end to Y2K-related spending, higher interest rates, and 
slower consumption and export growth. The external current account is expected to improve 
steadily from a deficit of % percent of GDP in 1999 to a surplus of 3/4 percent by 2004, 
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Box 2. Canada-US. Economic Megration: An International Comparison 

l&o augoing diswsuion of moaedpy arrangema& in vwi~ua puts ofthe world, i~chdhg the UKWC toward a common anrancy~Europe. 
brr~ediDtasstintbei~ofecoaomicintegrrsionwithinlprmprOf~~a.Inthirc~~abox stnmwbathOsitudiaaof 
CaMda vi&via the uoited states in ComplriEon with integration among JI3llmpao uoion countia. In getlad, the degee of integation 
betwsca~~dtboUnited~irmuchhigherthnkrEurope.However,thae~to~vebeen~grrcrta~intbe 
Prtursofrbodrrexpaimcedby~~dtheUnited~thonirtbeasowitbiaEurope.Thirllttafada,~awithtbepoliticrl 
oomodmad in Ettrapc to move toward a ii111 000uno0 msrket. probably oxplain the different choice of oxchango rata regimtr. 

The Cuudiao ocooomy is very opon by intor&ioad standards. II1 1998, the dogtoe of opomtw (meuurod by tbo ratio of oxtemal trade in 
goodrmd~~toGDP)inCIIvdrwrsSl~MmrewhthigbathrninthoEurapeurUnioomdasilythc~~~~~gtheG-7 
oamomios (see figure). 

A principal measure of into+oo botwoat grouPs of countries is the extant of intra-rcgiond trade. According to this manure, the 
integntioaof~withtbeUnitedS~isgrrptgfhUlintegrPtiollunongm~countri~inEurope.InCanaQ,thtrhareofU.S.trde 
h totd bask (85 paant) and in GDP (61 pacent) are much largor than the co@ing dues in European countries (except for a fow of 
tho Bmaller ocooomietq see table below). 

An additional dimonsioo of i&gratiaa is tbo dogroo of labor mobility. L&x mcbility bctwca~ Chada and tho Utitod &tos, white sonIl as 
rrhneoftho~~face,hs~inrecentyufs,~iallyamong~odwalcm.l/~r3hreofthe~face,grorr~ 
Cam&-US. migration is rarghly the same as intra-EU tni@on This is. however, in the co&xt of smallor wag0 diff&ontials than among 
Ewupancumtria. 

Canada’s capital aocumt is dosoly intogmtod with the United StJes. In 1998. tbc Unii St&s contributed 86 porcat oftbo direct 
invartmedintlo~ido~~todcin~percedofcuudi~dired~v~~~I~~in~portfolioinn~~ 
outflowa were 85 percent and 97 paemt, respodivoly. While the uumba may pattiy rcflod third countks* invostmonts in Canada througb 
he United States, tboy are significantly hi&? than among EU camtrics. where in rocont yars intr&uropan dired inveamont ad o#ty 
apital flown have afzwubd for SO-55 m and 50 pen?att oftotal flows, rospcdivoly. 

The hi& degree of intogratiaa betwocn the Canadian and U.S. economics has aMributedto a dolo correlation of B omit trends. 
Rod GDP m and intlation in Canada have boon vuy closoly correlatai witb pwth and iaflation in the United Statoa.Z/ ‘I&o 
ccwrelrtimbshwoenCuvdiln~U.S.rcPlGDP~~hs~hi~tbrn~ongmocltEuropsrnsconomies,md~ytho~or9 
among the mod doady rdatod Ihropan ccontia (Au&& Belgium, Frpace. Gwmatty, and tbc Noth&nds). Tho wrrol&n bdwoen 
Cardian and U.S. inflation has bistaically boat higher than among Europun ocanomies. 

Howeva,thonaturtof~totho~udU.S.economicscturingthoputfewdeadeshs~rmchmorrdi~thnunong 
Europan counbics.3/ In partiadar, unlike among scverd Europao oconomios, thae dooa not socm to bo auy significant positive 
~lrtim~~~lyrbocloinCIIlrdr~theunited~Ibc-obol&fardmvndrhocks.~gb~y~odommore 
infamdivc about mddying rcgiond pattans than domand aho- which inch& the impad of monetary and fiscal policiis. 

Extanaltndewithinregiaac.1998 
(ii pacent) yru--~l9sa 

Rcgid Regional *redcap) 
Tmdo%tal Trade Trade/GDP 

Eurooe (selected countries) With other EU countries 
Bdgiu;a-Luxsmbourg . 52 71 
FIXrICe 62 25 
-Y 55 26 
IrdMd 62 79 
IdY 62 23 
NdiK?lM&S 63 52 
UnitedKingdom 51 21 

EU woigkd avaago 59 29 
withuoitcdstata 

85 61 

Based on agpogate mcrchandiro ttado (oxpods plus imports). 
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I! Sa Stephen Takxriok. 1999, “Brain Drain From Canada to the United States,” in Mornational Monetary Fund, ‘Canada-Selected 
Isma,” SM/99/3. issued kmuary 8,1999. 
2J Sco Tamim Bayoumi and Ban-y Eichongrcen, 1994, “Gne Monoy or Many? Analyzing the Roapccts for Monetary Uniiiation in Various 
Pats oftbo Worki,” Princeton Essays in Manational Fiie, No.76. 
3/ Soo Bayoumi sod Eichagrca~ (op dt). Viiok Arora, 1999, %whaqo R&c Arn~gema~ts io Selected Wostan Homisphoro Countries,” 
mimeo.. Iotcmational Monetary Fund, provides mare rocont estimates for Cauada and the United St&s. 
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primarily reflecting improved macroeconomic conditions in Europe and Asia, sustained but 
decelerating growth in the United States, and a continued recovery in commodity prices.12 
This shift in the external position would primarily reflect a steady rise over the forecast 
period in the merchandise trade surplus and some reduction in net investment income 
payments, owing to a decline in external debt and generally lower rates of interest paid on it. 
Inflation is projected to rise gradually to the midpoint of the official target range as the output 
gap is eliminated. 

16. Risks to the outlook for the Canadian economy center on whether activity will settle 
down smoothly to a more sustainablepace of growth. While many of the risks to the 
forecast stem from the external environment, there are also uncertainties associated with 
domestic economic developments. W ith the expected announcement of a multiyear personal 
income tax cut in the 2000 budget, consumption spending may not slow as much as 
envisaged. If the pace of consumption does not ease, the recent buoyant growth in investment 
spending might also not slow as expected. Moreover, it is difficult to determine the extent to 
which temporary factors, such as spending to address potential Y2K problems, have boosted 
investment, The net result could be that domestic demand growth would be significantly 
faster than expected, posing some important challenges, particularly for monetary policy. 

17. Prospective risks revolving aroundpossible unanticipated developments in the 
&ernal environment-especially in the United States-areparticularly important (Bax 3). 
The continued buoyancy of the U.S. economy, prospects for stronger growth in Europe and 
Japan, and the recent strengthening of commodity prices have significantly improved the 
external environment from a year ago. However, a good deal of uncertainty surrounds the 
outlook for the United States. Continued rapid U.S. growth would provide further stimulus 
to net exports and domestic demand in Canada. But such an outcome might also trigger a 
substantial tightening of U.S. monetary policy that could ultimately lead to a sharp deceler- 
ation in U.S. economic activity. While near-term prospects would be for stronger-than- 
projected Canadian growth, the economy’s medium-term outlook could worsen significantly. 
This would be especially likely if economic activity outside North America were also to be 
weaker than expected, which, in combination with a sharp slowdown in the U.S. economy, 
could reverse the recent upturn in world commodity prices. Moreover, a slowdown in 
economic activity in the United States might also feed back to the Canadian economy 
through the financial sector, as the exposure of Canada’s financial sector to the United States 
has increased in recent years. 

i2 This forecast is based on the standard assumption in the World Economic Outlook (WEO) 
exercise of a constant real effective exchange rate. 
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Box 3: Key Implications of the World Economic Outlook 
For Canada’s Bilaterat Surveillance 

Intheviewoftbestaff~themainriskstoCanada’sprospeaiveeconomicperfonnancestemming~mthe 
global economic outlook revolve around potential developments in the United States. 

l The inpad andpolky response in Can& to a SigniFcMtfvrtker increase in U.S inten& ratesz The 
United States and Canada differ somewhat in their cyclical positions, with the United States estimaW to be 
operathg close to capacity and Canada probably still experiencing some slack, although of an muMain 
amount. Continued rapid growth in domestic demand in the United States raises the potential risk that 
inflationary pressures in the United States could build more rapidly than anticipated so that the Federal Resent 
would evemna.lly have to move aggressively to tighten monetary policy, thereby slowing U.S. growth sharply. 
The possibility of such a “boom-bust” scenario in the United States suggests that Canada could be faced 
iniiiallywithin.tlationalypressums stemming from the United States followed by sharply rising U.S. interest 
rates and a steep decline in U.S. demand. Depending on how events in the United States were to unfold over 
time, this could present challenges for monetary policy in Canada. Although movements in the Canadian dollar 
would help to cushion the economy from such adverse shocks, the requimd shift in the composition of 
aggregate demand is not likely to be seamless and thus would present downside risks to economic activity in 

l The md!-si& consequences of a sharp eamomic sihdumintheUnitedJYotes:Dmingthisdecade,the 

caaadian economy has become increasin glyintegratedwitbtherestoftheworld,aadparticularlywithtbe 
United States. Staff estimates suggest thag other things beiig equal, a slowdown in the rate 0fU.S. real GDP 
growth would produce a roughly equivalent deceleration in economic activity in Canada, tefiecting the direct 
effects that such a slowdown would have on net exports aud indimct effects on consumption and investment 
While continued grow& in the rest of the world could help to partially of&et the adverse effects in Canada, any 
mitigating e&cts would be limited owing to the high degree of economic integration between Canada and the 
united states. 

l Thefincurciolconseqne?lces ofasluupeqnitypricecorre4mandeconomicslowhwn in the UnitedStatec 
canadianbankshavebecomemore~~withtbeno~~corporateand~~sectorsinthe 
United States. Canada’s charWed banks have increased their on-balance sheet exposure to the United States, 
especdly in 1998 when U.S. assets rose 3 percentage points to over 17 percent of total assets, while their off- 
balance sheet exposure with U.S. financial institutions also appears to have increased. At the same time, the 
distiuctions iu products across financial institutions in Canada (chartered banks, insurance, and brokerage) have 
been blurred by mergers and acquisitions and the introduction of new products. There is also the possibility that 
a sharp correction in the U.S. stock market would carry over to &radian equity markets 

III. POLICY DIXU~WONS 

18. There was general agreement between the authorities and the staff on the course of 
macroeconomic policies in the period ahead. On structural issues, the staff pushed for further 
reforms in key areas, such as the employment insurance system and accelerating the pace of 
trade liberalization in agriculture and textiles and clothing. The discussions centered on the 
following issues, which are key to charting a sound macroeconomic policy course: 
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1998, and the large gains in employment throughout 1998 and 1999 were seen as imparting 
considerable momentum to domestic demand in Canada, which was expected to carry 
forward. The authorities projected that GDP growth in 2000 would be in the range of 
2%-3% percent, and that it would slow gradually toward the authorities’ estimate of 
potential growth (around 2%2% percent) over the medium term. The stimulus from net 
exports was envisaged to wane in the period ahead (as it was assumed that the Canadian 
dollar would appreciate)14 and a reduction in Y2K-related investment spending would hold 
down domestic demand in the period immediately ahead. However, the likely announcement 
of a multiyear cut in taxes would sustain consumer spending, and private consumption was 
seen as the most important source of growth going forward. 

25. The authorities emphasized that their forecasts largely hinged on the expectation 
of a gradual slowdown in U.S growth to a more sustainable pace Continued rapid growth 
could pose considerable risks of overheating in the United States and would likely prompt the 
U.S. Federal Reserve to raise interest rates further. A more difficult scenario for Canadian 
monetary policy would emerge if U.S. monetary policy action were delayed, and there was 
an actual outbreak of inflation in the United States and a subsequent sharp tightening of 
monetary policy. Although the authorities thought that this kind of “boom-bust” scenario was 
unlikely given the past success of the U.S. monetary authorities, they were prepared for all 
contingencies. 

26. In judging how Canadian monetary policy should respond to US developments, 
the authorities took the view, and the staff agreed, that the key consideration would be the 
extent to which continued rapid US growth could add to already strong demand growth in 
Canada and contribute to a spillover of in$ztionary pressure If the Federal Reserve raised 
interest rates, the Bank of Canada had no automatic rule on how it should respond. A U.S. 
rate increase would be viewed in terms of its implications for the Canadian economy and 
financial markets, and thus for price pressures in Canada. If developments in the United 
States were judged to have a significant effect on Canada, potentially jeopardiing achieve- 
ment of the target for inflation, the Bank would not hesitate to act. This was reflected in its 
decision subsequent to the mission to raise interest rates, matching the U.S. increase in mid- 
November. 

27. In the event of a sharp downward correction in the U.S stock market, the 
authorities considered that this would initially dampen aggregate demand in Canada 
through its eflect on net exports and through its likely effect on Can&an equity markets. 
Canadian equities, however, appeared less exposed to a sharp correction since, after having 
experienced a more pronounced downturn in 1998, they had not appreciated as strongly as 
U.S. equities. The authorities also noted that the success of Canadian monetary and fiscal 
policies provided scope for a timely countercyclical policy response should that be 

l4 Based on the May 1999 WE0 projections, the latest CGER estimates suggest that the 
Canadian dollar would appreciate in real effective terms by 8 percent over the medium term. 
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warranted. Despite the increased exposure of Canadian banks to nonfinancial corporate and 
financial firms in the United States, the authorities did not envisage that a U.S. stock market 
correction would have major consequences for the Canadian banking system, although 
profitability would obviously suffer in the event of a generalized economic downtum.15 

28. Bank of Can& officials considered that the credibility of monetary policy had 
&ninished the prospects for a loss of confidence in the Canadian ddlar. They noted that, 
in past years-and most recently in 1998-developments in the foreign exchange market had 
on occasion acted as a constraint on monetary policy actions. On these occasions, a loss of 
confidence in the currency could contribute to undesired upward pressures on long-term 
interest rates, which, in turn, required tactical monetary policy actions aimed at restoring 
confidence. This complicating factor in the conduct of monetary policy had largely receded, 
and the Bank felt that it could now focus its monetary policy actions more on the underlying 
economic fundamentals in Canada, although they were prepared to respond should such 
pressures arise again. Moreover, in the event that a boom-bust scenario played out in the 
United States, the exchange rate was seen by the authorities as potentially cushioning the 
real-side impact on Canada, as the Canadian dollar would tend to depreciate visd-vis the 
U.S. dollar in the near term in response to falling demand for Canadian exports and higher 
U.S. interest rates. As a result of the credibility of the inflation target, if U.S. inflation were 
to rise above that in Canada, the Canadian dollar would be likely to appreciate over the 
medium term, insulating Canada from price pressures in the United States. 

29. The authorities noted that they had not intervened in the foreign exchange market 
since GznaMspolicy on intervention W(LS revised in September 1998. At that time, it was 
decided that intervention would be conducted on a discretionary basis, for example, in those 
rare instances when it was judged that the exchange rate had moved significantly to the point 
of potentially undermining market confidence and a substantial official presence in the 
market could significantly influence perceptions about the underlying value of Canadian 
dollar assets. The authorities indicated that in such cases intervention would be announced. 

l5 Stress and scenario tests also suggest that interest rate and exchange rate changes could 
have significant effects on the average operating incomes of some of the large banks, but 
would not be significant in terms of their capital. 
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with the authorities, the statf favored steps to fully index the tax system to inflation; increase 
income thresholds at which progressive marginal tax rates apply; lower the 26 percent 
statutory marginal tax rate; and reduce the rate of clawback of the National Child Benefit. 

34. The authorities stressed, and the staff agreed, that there were also substantial gains 
to be ma& for the economy from using at least a small amount of resources to mahe the 
corporate income tax system nwre competin’ve. Corporate tax rates in Canada, when 
provincial taxes were factored in, are high by international standards (particularly in key 
growth sectors such as services). By lowering the basic federal corporate income tax rate, the 
system could be made less distortionary, since the relatively higher taxation of income 
outside the small business and manufacturing and processing sectors would be reduced2’ 
Distortions could be further diminished, while offsetting some of the costs of the reform, by 
broadening the tax base along the lines of the measures recommended in the 1998 Report of 
the Technical Committee on Business Taxation.2’ The report also recommended steps to 
reduce compliance costs and improve tax enforcement. 

35. The authorities noted the considerable pressures they faced to increase spending, 
but that they would continue to try to limit the size of new spending initiatives, with priority 
continuing to be given to education and health C(LT~ The authorities explained that, in the 
medium-term projections, direct program spending was assumed to remain constant in real 
per capita terms, which would provide some limited room to accommodate additional 
spending initiatives. 

2o Corporate income tax rates vary by firm size, activity, and provincial location. The 
federal corporate statutory income tax rate is set at 28 percent for general business income, 
21 percent for manufacturing and processing operations, and 12 percent for small businesses. 
Canada’s combined federal-provincial corporate tax rate for general business income 
averages 43 percent, compared to a combined federal-state average of around 39 percent in 
the United States. 

21 The base-broadening measures recommended by the Committee include the elimination or 
reduction of certain preferences (e.g., research and development tax incentives which are 
among the most generous in the world), credits (e.g., recommended replacing the Atlantic 
Investment Tax Credit with a more cost-effective and broad-based nontax program), and 
deductions (e.g., proposed a general review of capital cost allowances to ensure that rates are 
closer to economic depreciation, along with a reduction in some accelerated classes), and a 
review of international tax provisions as they relate to both inbound and outbound 
investments. 
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36. Significantprogress has been ma& by provincial and territonGzlgovernments in 
balancing their budgets, and the authorities expected these governments to continue to 
folks sound budgetary policies in the period ahead The favorable performance of the 
economy, accompanied by rebounding commodity prices and increased federal transfers, has 
significantly improved the aggregate fiscal position of the provinces. Consequently, all of 
them have moved to lower taxes, some ahead of previously announced schedules. The 
authorities suggested that these actions would not significantly affect the strong overall 
budget position of the provinces over the medium term. The staff, however, stressed that the 
provinces needed to be cautious and to sustain their fiscal efforts. In particular, all levels of 
government needed to factor in the potential fiscal costs associated with an aging population, 
especially in the area of health care, in forming their longer-term fiscal objectives. 

C. Other Issues 

37. Although the unemployment rate in Gznada has come down significantly, it 
remains high by historical standkrdk and relative io the United States. Reforms to the 
employment insurance (EI) system enacted during the past few years, which included tying 
benefit levels to the frequency of use and sharper clawback provisions for higher-income 
participants, have contributed to improving the efficiency and flexibility of the labor market 
and to reducing structural unemployment. The authorities noted that, as these reforms have 
become binding, significant pressures have emerged to roll them back, and that they were 
working hard to resist such pressures. The staff expressed concern about the Government’s 
recent proposal to increase maternity and parental leave benefits under the EI system and to 
relax the eligibility requirements for these benefits. This action appeared to be a move away 
f+om the idea that the EI system should be primarily an insurance scheme. Moreover, it 
carried the risk of creating new incentives for casual labor force participation and heightened 
pressures for additional benefits. The authorities acknowledged these concerns and reiterated 
their commitment to resist additional demands. They explained that the change in maternity 
and parental leave benefits was part of the Government’s overall strategy to provide more 
support for children, particularly in their early formative years. 

38. In current circumstances, the authorities said that it would be di@cult to &end 
reforms to the EI system in the areas that the staflcontinued to stress, spec@kzlly the 
introduction of experience rating in setting individual company’s EIpremiums and the 
elimination of regional eaiended benefiti W ithin the Government, there was no consensus 
on whether experience rating would yield significant net benefits. While it was recognized by 
some that experience rating could yield significant improvements in the functioning of the 


