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» Discussions [or the 2003 Article IV consultation with Canada took place in October-November 2002,
During visits to Ottawa, Edmonton, and Toronto, the mission met with Bank of Canada Governor Dodge
and Deputy Finance Minister Lynch; officials from Finance Canada, the Bank of Canada, the Office of
the Superintendent of Financial Institutions, Health Canada, Human Resources Canada, the provinces of
Alberta and Ontario, and the Ontario Securities Commission; and the major banks, the Toronto Stock
Exchange, and the Canadian Labour Congress.

¢ The team comprised C. Towe (head), P. De Masi, M. Kaufinan, R. Cardarelli, and 1. Ivaschenko.
Mr. Collyns participated in the policy discussions in Ottawa, Mr, Vermaeten {Advisor to the Exccutive
Director) also attended the discussions.

¢ The staff report for the 2002 Article IV consultalion was considered by the Executive Board on
February 4, 2002 and was subsequently released as IMF Country Report No, 02/50.

» At the conclusion of the 2002 consultation, Executive Directors noted that Canada’s strong policy
framework had left the economy well-positioned to weather the global economic slowdown. Directors
strongly endorsed the authoritics’ inflation-targeting framework and suggested that there remained scope
for further monetary easing if economic prospects weakened, They noted that the achievement of fiscal
surpluses had provided room for supporting activity through the working of the automatic stabilizers and
previcusly enacted tax and expenditure measurcs, and they endorsed the continued commitment to
lowering the government debt-to-GDP ratio. Directors continned to stress the need for reforms of the
Employment Insurance system, as well as for further trade liberalization.

Canada subscribes to the Fund’s Special Dala Dissemination Standard and has submitted metadata,
which have been posted on the Fund’s Data Standard Bulletin Board. The quality, coverage, periodicity,
and timelincss of Canadian economic data are considered to be excellent both in the context of the
Article TV consultation process and for the purposes of ongoing survcillance. A Statistics ROSC mission
is scheduled for January 2003,

* A summary of the results of the 2002 Fiscal ROSC and the 2000 FSSA is contained in Appendix L.
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I. INTRODUCTION

l. Canada’s strong policy framework has brought impressive resulfs. Beginning in the
early 1990s, provincial and federal governments undertook major fiscal reforms that moved
the general government balance from a deficit of 9 percent of GDP to a surplus of 3 percent
of GDP in 2000. During the same period, in order to cement the authoritics’ commitment to
price stability and policy transparency, inflation targets were established, providing an
effective framework for responding to cyclical developments, A broad range of structural
reforms was also introduced aimed at boosting productivity growth and ensuring financial
stability, including: reforms of the public pension system; trade liberalization in the context
of the North American Free Trade Agreement; tax reforms; an overhaul of the
unemployment insurance system; and financial sector liberalization. The strength of policy
implementation has been recognized by the Fund in the context of Article IV consultations
since the mid-1990s (Appendix I), and has helped yield the fastest growth among the major
industrial countries over the past five years.

2. Indeed, the Canadian economy has proven exceptionally resilient in the face of the
recent global slowdown. Real GDP growth in 2001 slowed only modestly, and the
subsequent recovery has been more robust than in the United States and other G7 countries.
Notwithstanding weaker activity domestically and abroad, the combined federal and
provincial governments will still register a sizable surplus in 2002, and the external current
account surplus remained large. Looking forward, the prospects are for continued favorable
macroeconomic performance.

3. Nonetheless, a number of policy challenges remain, which were the main focus for
the consultation discussions. These included:

o Uncertainties surrounding the near-term outlook—Monetary policy will need to
continue to carefully balance the downside risks to recovery against signs that
economic slack is being taken up.

e Longer-term demographic pressures—It will be important to sustain public debt
reduction and to reform health care systems, in order to prepare for the fiscal
consequences of population aging.

o Structural and other reforms—NMeasures to improve labor market flexibility, to
further liberalize trade, and to strengthen capital markets would help boost the
economy’s long-term potential and meet the challenge of an aging population.

I1. RECENT ECONOMIC DEVELOPMENTS

4. The Canadian economy slowed relatively modestly in 2001 in the face of the recent
global slowdown, and has recovered strongly in 2002 (Box 1). Real GDP declined in only
one quarter—Tfalling by %: percent (annual rate) in 2001Q3—and growth averaged 4 percent
over the subsequent four quarters (Figure 1, Tables 1 and 2). The economy’s strength



Box 1. Comparing the Canadian and U.S, Business Cycles

Real GDP Growth, Canada and United States
(year-on-year percentage changes)

Canadian and U.S, GDP growth rates have been
closely correlated in recent years, reflecting the

close integration of the U.S. and Canadian —us —Canada
economies. Around 85 percent of Canada’s o0

merchandise trade is with the United States, 60

However, the Canadian cconomy performed 40

surprisingly better than the United States in the f : 7\

most recent downturn, experiencing a shallower s M

downturn and a stronger recovery. Several factors a9

help explain these developments: 40

* Canada exhibited a more modest hi-tech
investment boom and bust, With the lower share of the ICT sector in its economy, Canada has suffered less
from the problem of excess , ,

capacity in ICT sectors than s | Tavestuentn Clg;"} atput Gap Ntk
; ot
the United States, 7 pereent af 6 . | Contribution to Chaine

5 Growth Canads
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2000, the output gap was \ ;
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in the United States,
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* Net foreign demand provided support in the downturn. Net exports from Canada continued to provide a
positive contribution to GDP growth throughout the downturn, reflecting the effects of the weaker Canadian
dollar, recoveries in Asia, and strong household demand from the United States. By contrast, net exports
represented a drag on U.S. growth, partly in response to the strong 1.5, dollar.

To what extent can Canada continue to

. . Canada-U.S. Cross Correlation 1/
outpuce the United States, given the

historical strength of trade and financial Real Real

ties? The tabulation at the right illustrates the GDP Bquity Yield Credit

close cotrelation between both the real and Lags Growth Return Curve Spread

financial sectors of the two economies. Not

only does U.S. GDP growth tend to lead 0 0.65 0.84 0.72 0.51
. ! 0.58 0.32 0.61 0.47

Canadian GDP growth, but the U.S. stock ) 0.32 011 0.46 0.40

market, yield curve, and credit spread also 3 0.27 001 0.33 0.28

tend to lead similar financial variables in

Cal‘lad:d. Gi V.en the 11np01'.tance of these . I/ Carrelations are for quarterly data covering the period 1981:Q1-2002:GQ3.
financial variables as indicators for Canadian | The first column inchudes the correlation between real GDP growth in the
GDP growth, the recent deterioration of U.S. United States and Canada, the second column contains correlations between
financial markets suggests a risk for the Canada-1.5. stock market returns, etc. Real GDP change and real equity

: : I} i -0l sent. The yicld d k
Canadian economy going forward. returns are 1_n qualjter qn quarler percen ¢ yicld eurve and corporate bond
spreads are in basis points.




compared with the United States—Canada’s 14  Figure 1. Real Quiput and 114
. . Domestic Demand
major trading partner—has reflected a number 12 | - ) . 12
L X . (Annualized quarterly growth, in pevcent)
of factors; a relatively modest investment I ,
. 10 r Il Total domestic demand ] 10
boom prior to the downturn and the smaller . : ":

size of the information and communication
technology (1CT) sector; robust consumer
spending in response to sustained growth in
labor income and employment; a depreciated
Canadian dellar, which boosted
competitiveness and spurred net exports; and
timely monetary and fiscal stimulus.

5. As in many other countries, business
investment and inventory adjustments led the
slowdown and subsequent recovery. Business
investment, which had picked up in the latter half of the 1990s, especially in computer and
related equipment, slowed sharply in early 2000 and subsequently declined through to end-
2001. The inventory-sales ratio had also risen above trend by mid-2000, and destocking acted
as a considerable drag on activity in the latter

1692 1594 1996 1998 2000 2002

half of 2000 and in 2001 as a whole (Figure 2). 22 [ Figure 2. Inventory-to-Sales Ratio 122
In the first three quarters of 2002, however, (T percent
inventory adjustments had been largely e 1%
completed and business fixed investment
rchounded strongly in response to lower 20 20
interest rates, improved profits, and relatively
comfortable corporate balance sheets 19 19
(Table 3).!

18 18
6. Household consumption and
residential investment have remained 17 17
relatively robust. Consumption growth eased
to average 2% percent in 2000 and 2001, and 16 ' ' : ' ‘ = 16

continued at a solid pace during the first three 1990 1992 1994 1996 1998 2000 2002

quarters of 2002, despite decelerating in the

third quarter. Residential construction—which had been stagnant during the mid-1990s—
began to strengthen in 2000 in response to lower interest rates and pent-up demand, and
accelerated further i late 2001 and into 2002. Gains in real estate prices helped mitigate the
impact of stock market declines on household net worth—which remained high at

484 percent of disposable income (Table 3).

! The favorable performance of small and medium-sized firms, and low interest ratcs, have kept corporate
balance sheets relatively healthy. Although corporate debt has increased as a share of GDP, corporate debi-to-
equity ratios trended downward during the 1990s and stood at around 70 percent in early 2002. Moreover, whilc
the dollar value of bankrupicies has increased, the number remains low.



7. Favorable labor market conditions
and productivity growth have helped to
support household and business demand
(Figure 3). Employment rose by 2% percent
during the first 11 months of 2002, after
remaining broadly unchanged during 2001, and
average weekly earnings also registered strong
gains, However, the unemployment rate—
which had fallen to a three-decade low of

6% percent in mid-2000—ro0se to 8 percent by
December 2001 and remained at 7% percent in
November 2002, as a sharp increase in the
participation rate helped offset the rapid
employment growth. With labor productivity
growth outstripping increases in labor
compensation, unit labor costs fell during the
four quarters ending in 2002 Q3 and profits
have rebounded strongly.

8. Net external demand also remained
supportive in 2001, but less so in 2002
(Figure 4). Although export volumes fell
sharply in 2001, the reduction was more than
offset by the decline in imports, particularly for
industrial goods and machinery. Exports began
to recover in early 2002, but the increase was
again more than matched by a rebound in
imports, in this case reflecting imports of

both consumer and investment goods. Thus,
the current account surplus fell to under

2 percent 1n the first three quarters of 2002,
from 2% percent of GDP in 2001, despite an
improvement in the terms of trade as world
commodity prices firmed (Table 3).
Nonetheless, continued surpluses have

brought Canada’s net foreign liability

position to just under 19 percent of GDP by
end—2001, half the level of the mid-1990s.

9, Fiscal policy cushioned the effects of
the slowdown, through the working of the
automatic stabilizers, as well as some

14 Figure 3. Labor Market Indicators
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discretionary measures (Figure 5 and Table 5). The federal fiscal surplus (public accounts
basis) fell from 1% percent of GDP in FY 2000/01 to over % percent of GDP in FY 2001/02



(the budget year begins April 1). A large
component of the decline was attributable to
cyclical effects, but discretionary measures
included cuts in personal and corporate income
tax rates announced in October 2000 and
spending increases (totaling %4 percent of GDP)
introduced in the December 2001 budget.” The
provinces’ fiscal position also shifted from a
surplus of 1 percent of GDP in 2000 to an
estimated deficit of % percent of GDP in 2002,
reflecting the impact of the economic
slowdown. As a result, the general government
surplus declined to an estimated ¥ percent of
GDP (national accounts basis) in 2002, from
over 3 percent in 2000.

10. The rebound in activity is bringing the
economy back toward potential (Figures 6
and 7). Staff estimates—which are consistent
with those of the Bank of Canada—suggest
that the excess supply gap narrowed from
around 1% percent of potential output at the
end of 2001 to about %2 percent in mid-2002.
However, considerable uncertainty surrounds
such estimates. While the capacity utilization
rate has also increased significantly, it remains
well below the levels of late 1999, when
output was considered at potential, and the
unemployment rate remains above most
estimates of the natural rate (Box 2).

11.  Inflation has picked up over the past year
(Figure 8). Headline inflation breached the Bank
of Canada’s 1-3 percent target range, reaching
4V, percent on a 12-month basis in November.
The Bank of Canada’s measure of core CPI
inflation has also increased, rising to just over

3 percent in November from an average of

2 percent in 2001, The pickup has reflected a
number of special factors, including the base

4 r Figure 6. Employment and OQutput Gaps 1 4
2 (In percent, staff estimates) 3
2t Output gap 7 2
LA S\
0 N 0
| \%ZE
2 42
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gg . Fgure 7. Capacity Utilization

- 88
Manufacturing industries
86
84
82 |
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Nonfarm poods
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~ Figure 8. CPI Inflation
(12-month rate)

Inflation

4 | Core CPI target range {
inflation

CPY:*All items

- ] 1 1 1 1 1

1992 1994 1996 1998 2000 2002

2 The budget is normally presented in February, but was advanced owing to the lack of a formal budget
presentation in the previous year. The 2001 Budget covered the remainder of 2001/02 and 2002/03-2003/04.



Box 2. Labor Productivity and the Structural Unemployment Rate

Considerable uncertainty surrounds assessments of recent and prospective Canadian productivity growth
and measures of the structural vate of unemployment. These uncertainties—which have important
imptications for longer- and shorter-term macroeconomic and structural policies—have been heightened by the
marked differences between the recent performance of the U.S. and Canadian economies.

In particular, although Canadian labor productivity accelerated in the late 1990s, the Canada-U.S.
productivity gap widened, largely owing to differences in the rate of capital accumulation.

¢ During the 1988-1995 period, annual labor productivity Productivity Growth

growth in Canada was roughly Y4 percentage point below 55 B MFP Iy
that in the United States. More rapid rates of capital §éf$:a ,
investment and improvements in the quality of labor 454 __ _T - 4 45
A s olal labor productivity
inputs were more than offsct by substantially weaker

X . . . 35 1995-00 135
growth of multi-factor productivity (MFP), which proxies Us.
for technological and other efficicncy gains. 25 1988-95 Canada

Canada U.s.

» Singe the mid-1990s, Canadian productivity growth
accelerated, but lagged that in the United States by an
even greater margin. However, in thig latter period the
difference mostly reflected stronger rates of U.S. capital

il .
%- 0.5

imz.&mﬁ

accumulation, and MFP growth in Canada surged to close 5 | 1 o5
to the U.S. rate.

¢ Perhaps more significanily, sectoral data suggest that MFP growth in Canada has been broad-based, while
recent studies have shown that most of the MFP growth in the United States occurred in ICT industries.

The difference between the U.S. and Canadian structural
rates of unemployment has also remained significant. r NAIRU Estimates 110
Although most estimates suggest that the structural rate in

Canada declined markedly during the 1990s, reaching a level T 1°?
of around 6% percent in 2001, it remained over 1 percentage e | Canada te
point above the U.S. rate.' Possible explanations for the gap

include: 7k 14

¢ Despite the reforms since the mid-1990s, the Canadian
employment insurance system remains relatively more United States
generous than in the United States. s b 4s

» The decline in the U.8. structural unemployment rate has
been argued to reflect the lagged response of wage demands
to the surge in productivity growth. The Canada/U.8.
productivity gap, therefore, may have also contributed to a structural unemployment rate gap.

I T T T TN TR S A NI I T T T T W S I ('Y

1980 1987 1994 2001

e Other structural factors may also have played a role, including the higher participation rate in Canada of
demographic groups that tend to have higher unemployment rates—e.g., younger and female workers—and
the greater role of temporary help agencies in the United States.

These developments leave estimaftes of Canada’s potential growth rate and the output gap highly uncertain.
There would seem considerable room for productivity growth and structural unemployment rates in Canada to
converge to U.S. rates and, if so, the challenge would be to ensure that structural and other policies are
supportive of this process. However, to the extent that this process is protracted, or that recent U.S.
developments cannot be sustained, a more cautious macroeconomic policy stance may be required.

' A. Sharpe and T. Sargent, 2000, “Structural Aspects of Unemployment in Canada,” Canadian Public Policy.




effect of discounting in the wake of the September 11% attacks, the effect of deregulation of
electricity prices, automobile insurance price hikes, and tobacco price increases. Inflation
expectations, nevertheless, appear to remain well anchored—the spread between nominal and
inflation-indexed bonds has narrowed to close to 2 percentage points and private sector
consensus forecasts are for inflation to return to 2 percent by 2004.

12.  The Bank of Canada began to withdraw monetary stimulus in early 2002 but has
paused since July. During April-July, the

Bank raised its target overnight rate by a Figure 9. Interest Rate Differentials
cumulative 75 basis points, to 2%, percent, {In basis points. Canada minus the U.S.)

citing tl_m need to act preemptively given the B0 Ten-year 130
narrowing of the output gap. However, at its government bond

three meetings since July, the Bank’s
Governing Council left the target rate
unchanged, stating that, while further
reductions in monetary stimulus would
eventually be required, weaker near-term
prospects for the U.S. and global economy
and the unsettled circumstances in global

Three-month treasury bill

. -150 . . . : -150
financial markets argued for a pause. 1998 1999 2000 2001 2002

13.  Despite a favorable macroeconomic

performance, capital outflows and the 071 Figure 10. Exchange Rates

strength of the U.S. currency have
contributed to continued weakness of the
Canadian dollar (Figures 9 and 10). Large
current account surpluses were mirrored by
net portfolio outflows, reflecting the effects
of an easing of restrictions on investment by
retirement funds in non-Canadian assets, as 0.61
well as the world-wide appetite for U.S.

equities. The dollar reached historical lows Real effective =
against the U.S. currency in January 2002, 0.56 , , , ‘ 8
and has stayed close to these levels despite 1998 1999 2000 2001 2002

the recent widening of interest rate

differentials. In real effective terms, the Canadian dollar remains roughly § percent below its
average of the mid-1990s, and undervalued relative to levels suggested by medium-term
fundamentals.’

{Index 1990=100) { 108
<=UUS8$/Can$

0.66 | og

/

Nominal effective =» | 28

? CGER calculations based on July 2002 exchange rates put the medium-term equilibrium saving-investment
balance at 1.7 percent of GDP, compared with the WEO projection of a current account surplus of nearly
3 percent of GDP, suggesting an undervaluation of 10 percent or more on a multilateral basis.
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. ) Figure 11. Stock Markcet Indices
14. Canadian stock prices also fell (1990-100; Canada=S&P/TSX, US=S&P500)

sharply from their peak in late-2000, but real 470 | 1 470
estate prices have been buoyant (Figure 11).

Following the collapse of the U.S. equity 370 | 1 370
price bubble, Canadian stock prices fell by
over 30 percent between September 2000 to 20 L 270

end-2001. The broad TSX composite index
fell a further 25 percent during the first nine
months of 2002, before recovering somewhat
in October and November. Recent stock S&P/TSX
market declines seemed to have stemmed in 70 ' ' ' ' ' 0

. ) 1950 1992 1994 1996 1998 2000 2002
large part from spillovers from the weakening
of investor sentiment in the United States following Enron’s collapse and subsequent
corporate scandals, and the weaker outlook for the telecom sector. Despite the absence of
major accounting scandals in Canada, the market vahluation of a number of prominent hi-tech
companies was particularly hard hit. However, residential real estatc prices have firmed—the
national average of new home prices rose by nearly 5 percent in September from a year ago,
but still remained below its 1990 peak.

170

15. Bank balance sheets have weakened somewhat with the recent slowdown, In the
face of a deterioration in asset quality, mainly reflecting banks’ exposures to the telecom and
U.S. corporate sectors, loan-loss provisions have been boosted significantly—by 80 percent
1 2002 Q3 (four-quarter rate). Higher

.. 11 r Figure 12. Banking Indicators 1 17
provisions, as well as the poor performance of

(Tn percent)

investment banking and asset management 9 |

business lines, have lowered bank profits 13
. 4 i

(F1gqre 12 and Table 3). _Howew er, lower 7t Return on Equity =} 1 !

funding costs and the solid performance of i9

banks’ retail business have kept profits still well ° | 1>

above the previous cyclical low. Moreover, 5 L <= Net impaired loans/ | 3

despite an increase in the loan-loss rate, this total loans
ratio remains low and the system’s capital 1L \/\ 1°
adequacy ratio rose further to 12% percent by ]!

mid-2002, well above the regulatory -1t J
benchmark of 10 percent. 1988 1990 1992 1994 1996 1998 2000 2002

III. OuTLOOK

16. The staff projects real GDP growth to moderate from 3% percent in 2002 to
3 percent in 2003 (Table 6). Household spending and a continued recovery of business fixed
investment are expected to support final domestic demand, but the completion of inventory

* Banks account for about 70 percent of total domestic assets held by the financial services sector in Canada.
The six major domestic banks account for over 90 percent of banking sector assets.
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adjustments and softer net external demand are projected to weigh on overall GDP growth
through to mid-2003. With external demand expected to recover and an anticipated
acceleration of business investment, GDP growth would then begin to pick up, closing the
excess supply gap by early 2004. As one-off factors dissipate, inflation would settle back to
around 2 percent by 2004. Modest gains in world commodity prices and gradual recoveries
abroad are expected (o leave the current account surplus around 3 percent of GDP. Fiscal
surpluses would be maintained, reflecting existing policy commitments.

17. Officials at the Department of Finance and the Bank of Canada broadly concurred
with the staff’s growth projections, and discussions centered on the potential risks.
Officials viewed domestic vulnerabilities as relatively modest, and emphasized that the key
uncertainties were with regard to the underlying strength of the U.S. recovery and financial
market headwinds:

o [External risks: Staff and officials agreed that the Canadian economy was unlikely to
continue to outpace the United States by such a margin and was vulnerable to a U.S.
slowdown, especially since exports to the United States were roughly 30 percent of
GDP. Moreover, the threat of war in the Middle East, broader geopolitical risks, and
the possibility of a spike in oil prices also weighed on the outlook, although the latter
concern was mitigated by the fact that Canada is a small net exporter of oil and gas
products.”

o Household balance sheet vulnerabilities: Officials and market participants
discounted risks related to household balance sheets. Although the personal saving
rate—at around 5 percent of disposable income—was close to historical lows, it
remained broadly in line with household net worth (Figure 13). Despite strong growth
in household debt, debt service

) 20 - W 13. H hold Net Worth and 4 600
ratios also were comfortable and give guselold et Worth at
\ 18 | Saving Rate 1 530
dehgquency 1“ates were below 6 | (As apercent of disposable income) 1 560
previous cyclical peaks. Although 14 <40
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? Simulations of the Oxford Economic F orecasting Model suggest that a ¥4 percent reduction in U.S. output
would lower Canada’s GDP by Y4 percent, and a 10 percent oil price shock would lower GDP by 0.1 percent,
after six quarters. Interest rate and exchange rate movements could provide an offset: a 10 percent depreciation
would raise GDP by 14 percent, and a 50 basis point interest rate cut would raise GDP by nearly % percent.



-12-

® Business investment and financial headwinds: Officials viewed corporate balance
sheets as relatively sound. With the exception of the ICT sector, which represented a
smaller share of the economy than in the United States, profits had rematned at high
levels and debt levels were manageable. However, prospects for the North American
auto sector were a concern, given signs of overcapacity, and the broader climate for
business investment had been clouded by increased risk aversion in financial markets
and weaker business confidence. This seemed to partly reflect spillovers from U.S,
financial markets; the recent announcement by some major banks of large loan losses
and restructurings involving a reduction in corporate lending; and concern in the oil
and gas sector regarding the costs of implementing the Kyoto Protocol.

18.  Assessments of the longer-term outlook hinge on Canada’s underlying potential
output growth. Bank of Canada estimates suggested that Canada’s potential output growth
was around 2%:-3 percent, and that productivity growth had lagged that in the United States
mainly owing to a more modest investment rate, the smaller size of the ICT sector, and the
greater prevalence of smaller firms in Canada (see Box 2). Indeed, the slower rate of
technology diffusion among small- and medium-sized firms—which were more prevalent in
Canada than the United States—meant there was possible upside risk to both the current level
and the future rate of growth of Canadian productivity, Officials agreed that these estimates
had important implications for both shorter-term monetary policies and assessments of the
longer-term fiscal outlook.

IV. MONETARY POLICY AND THE EXCHANGE RATE

19.  Discussions with the Bank of Canada centered on the factors that led to the recent
pause in interest rate hikes and the risks to the outlook for inflation and growth. Bank
officials noted that the decision to raise the target for the overnight rate three times between
April and July—by a cumulative 75 basis points—had reflected signs that the output gap was
closing rapidly, a recognition that monetary conditions were highly accommaodative, and the
need to act preemptively to avoid a buildup of inflation pressures given the usual
transmission lags. However, by mid-year, there was growing concern that the weaker U.S.
and global economies, geopolitical risks, and financial market developments would soon
dampen aggregate demand. As a result, the Bank held off further tightening at its subsequent
fixed announcement dates, while also announcing a downward revision to its growth
projection.”

20.  Bank of Canada officials acknowledged that policies were seeking to maintain a
delicate balance between the threat of inflation and the potential risks to the recovery. The
mission observed, in particular, that with the Bank’s estimate of the output gap close to zero,
core inflation rising above the mid-point of the -3 percent target range, and real interest

5 The October Monetary Policy Report suggested that growth would average slightly less than 3 percent
through to the middle of 2003, and that the output gap would close only in the second half of 2003.
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rates still very accommodative, further increases in interest rates would normally have been
warranted. Officials acknowledged this concern but responded that the more uncertain global
outlook and several other factors had argued for a more cautious approach to withdrawing
stimulus. For example, several indicators—including the unemployment rate and wage
pressures—suggested that economic slack was larger than indicated by the Bank’s standard
measure of potential output. The apparent emergence of financial market headwinds also
meant that the current setting of interest rates was likely to be less stimulative than otherwise.
Moreover, the recent pickup in inflation also appeared to have largely reflected temporary
factors, which were expected to dissipate saon, and inflation expectations still seemed well
anchored. Officials saw little sign of pass through of the Canadian dollar’s weakness to
consumer prices, possibly reflecting the offsetting effects of restructuring in the retail sector
on productivity and margins.

21.  Nonetheless, the team and authovrities agreed that further interest rate hikes would
eventually be necessary. Indeed, the Bank officials emphasized that they were ready to act
decisively if needed to avoid price pressures becoming embedded in expectations. They also
did not view the recent cut in U.S. interest rates as hmiting their room to maneuver, given the
flexible exchange rate system and the overarching commitment to domestic price stability.

22, Bank of Canada officials expressed broad satisfaction with the monetary policy
framework. Although they acknowledged that the new index of core inflation that had been
introduced last year had suffered unexpectedly {rom the volatility of electricity prices, they
felt that 1t would be premature to amend the series so soon after its introduction. Officials
noted that the increased emphasis that had been placed on achieving the mid-point of the
inflation target band upon its renewal in May 2001 had improved transparency, while still
leaving sufficient flexibility to respond to the cycle. The establishment of a fixed schedule
for interest rate policy announcements in 2001 had also been effective in improving market
stability and policy transparency. In response to the mission’s query whether there was scope
to provide further information on the analysis underlying monetary policy decisions, officials
noted that considerable information was already provided in the Monetary Policy Report and,
in their view, including detailed macroeconomic forecasts could lead to an undue emphasis
by markets on the projections, including for interest rates. However, they noted that the Bank
had decided to publish a semi-annual review of financial system developments beginning in
December 2002.

23. Bank of Canada officials agreed that the continued weakness of the Canadian
dollar was difficult to explain, given Canada’s strong fundamentals (Box 3). However,
they suggested that the downward trend in non-energy commodity prices, as well as the
global appetite for investing in U.S. assets, appeared to have played an important role. The
team and Bank officials agreed that the Canadian dollar was likely to strengthen over the
medium term, especially given Canada’s large current account surplus and the continued
decline in Canada’s net intemational liability position that thus implied.

24. The popular debate over a possible monetary union with the United States seems to
have waned recently. The authorities and staff agreed that the flexible exchange rate system
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Box 3. The Canadian Dollar
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Productivity differentials: The relative strength of U.8. versus Canadian productivity growth has also
been cited in explaining the Canadian dollar’s trend decline. However, this view is not easily supported
by econometric analysis, possibly reflecting the statistical problems inhercnt in estimating productivity
gaps, or that the causality may work at least partly in the opposite direction. For example, some research
suggcsts that a weaker exchange rate may bave contributed to lower productivity growth, by increasing
the cost of imported capital goods and new technologies, and by shielding producers from foreign
competition.’

Net foreign indebtedness: An alternative explanation may center on the large buildup of net foreign
liabilities (NFL) by Canada in the early 1990s. Although the dollar’s short-term movements do not
appear linked to the NFL position, regression analysis has shown a long-term relationship.*

! The Bank of Canada relies on this equation for its internal forecasting exercise.

2 K. Rogoff, and Y. Chen, 2002, “Commodity Currencies and Empirical Exchange Rate Puzzles,” IMF Working
Paper No. 02/07.

3 R. Harris 2000, “Ts there a Case for Exchange Rate Induced Productivity Changes?” Bank of Canada.

* M. Cerisola, P. Swagel, and A. Keenan, 1999, “The Behavior of the Canadian Dollar,” in IMF Country Report
No. 99/14.
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continued to serve Canada well, and Bank of Canada officials observed that the recent
experience had underlined the helpful role that exchange rate flexibility had played in
offsetting the effects of the recent slowdown and weakness in commodity prices. The Bank’s
view remained that considerably greater integration of North American labor markets, as
well as deeper integration of the markets for goods and services, would be necessary for the
economic benefits of monetary union to outweigh the costs.

V. FiscAL PoLICY

25.  Fiscal policies in Canada have effectively balanced the long-standing commitment
to debt reduction against the need to support economic activity (Box 4). The surpluses
achieved during the 1990s had created room for comprehensive personal and corporate tax
reforms in 2000, which significantly lowered personal and business taxes and provided a
fortuitously timed boost to demand. As the economy slowed, the December 2001 budget
introduced modest additional stimulus—including increases in security-related outlays in the
aftermath of the September 11* attacks. Nonetheless, a budget surplus of over % percent of
GDP was still achieved in 2001/02.

26. The government’s October fiscal update re-affirmed the commitment to fiscal
prudence and continued debt reduction. Accordingly, the $3 billion annual Contingency
Reserve—which had been reduced last December in the face of the weaker economic
outlook—was restored for 2002/03.® This implied a surplus of at least that amount for the
current fiscal year, notwithstanding post-budget measures (including assistance for the
agricultural and softwood lumber sectors). Fiscal projections presented at the same time
pointed to modest planning surpluses—i.e., surpluses after taking into account the economic
prudence and contingency factors—of just over $3 billion (¥ percent of GDP) in the
following two fiscal years. Thereafter, planning surpluses were projected to rise to just over
1 percent of GDP by 2007/08, as the effects of the recent slowdown and tax cuts had worked
their way through, existing programs expired, and debt was paid down.

27. The team commended the authorities’ sound fiscal management, but noted that
important challenges remained,

e In the near term, the team noted that the September 2002 Throne Speech had signaled
a number of new priorities—including in the area of health care reform, social
assistance, ratification of the Kyoto Protocol, as well as defense and infrastructure
spending—all of which could have significant budgetary costs. However, the October
fiscal projections had illustrated there was limited room to accommodate new

7 The better-than-expected fiscal outcome stemmed mainly from lower-than-budgeted direct program spending
and debt charges, as well as higher-than-projected personal income revenues,

¥ Sce Box 4 for a description of the Contingency Reserve. Appendix I1I illustrates the robustness of the fiscal
projections to macroeconomic shocks.
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Box 4. Recent Fiscal Policy and the Fiscal Framework in Canada

The federal government’s budget framework is aimed at facilitating achievement of several key goals,
which are embodied in the Department of Finance’s Sustainable Development Strategy and include
commitments to maintaining the debt-to-GDP ratio on a permanent downward track and to ensuting
intergenerational equity. In order to achieve these goals, the following framework applies to government
budgets:

s A balanced-budget rule: Budget projections are predicated on achieving a balanced budget.
However, projections typically include a $3 billion contingency reserve and an economic prudence
factor that increases from 81! to $4 billion over the five-year planning hotizon. These reserves are
intended to guard against unforeseen economic or other budgetary shocks, and the unused portion of
the contingency reserve is intended to be applied to debt reduction.

¢ Use of private forecasts: In order to enhance the transparency and credibility of the budget process,
macroecenomic and fiscal projections are based on an average of private sector forecasts, rather than
official projections.

s Short-term budget horizon: Two-year rolling forecasts are used to make budgetary decisions,
although five-year fiscal projections are also presented.

Consistent with these objectives and the fiscal framework, the February 2000 Budget and the October
2000 Economic Statement and Budget Update introduced a five-year tax reduction plan, which
significantly lowered personal and corporate tax burdens. Measures included:

* Personal tax cuts: Marginal tax rates were lowered from 17 percent to 16 percent on lower incomes,
and from 26 to 22 percent for middle incomes. The top 29 percent rate was reduced to 26 percent for
incomes between $60,000 and $100,000. In addition, the deficit-reduction surtax on middle incomes
was eliminated, tax thresholds were increased and re-indexed to inflation, and the Canada Child Tax
Benefit was enriched.

e Corporate tax cuts: These included the phased reduction of the corporate income tax rate from
28 percent to 21 percent over five years and a cut in the effective tax rate on capital gains by
lowering the inclusion rate from three-quarters to one-half. The lower inclusion rate applied to capital
gains for both corporate and personal income taxes.

A September 2000 agreement between the provinces and the federal government also resulted in a federal
commitment to significantly boost block payments to the provinces under the Canada Health and Social
Transfer, as well as targeted assistance to provincial health care spending in the area of medical equipment,
health information, and primary care.

The December 2001 Budget upheld the previously-announced tax reduction plan and new measures were
principally geared toward addressing economic and security concerns. These included:

e Spending increases: Additional outlays were provided for security, health, education, infrastructure,
and international assistance.

* Limited tax measures: The principal measure was to provide a one-time six-month deferral of tax
payments for small businesses.

s Lower reserves: Although the budget continued to aim for a balanced budget, in view of the difficult
cyclical situation it signaled a willingness to see a lower fiscal balance by eliminating the prudence
factor and reducing the contingency reserve in 2001/02 through 2003/04.
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initiatives in the coming two years without eroding the fiscal surplus, especially if
growth was somewhat less robust than expected (Table 7).°

s As for the longer term, although net federal debt had already been reduced from a
peak of 71 percent in the mid-1990s to 50 percent in 2002, further declines would
need to be sustained in order to
prepare for the fiscal pressures arising 75 Figure 14. Federal Government Net Debt, 75
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cautioned against relaxing the fiscal

stance in the 2003/04 budget and encouraged the introduction of reforms to ensure the
longer-term sustainability of the health care system (Section VI below contains a
discussion of health care reform issues).

28. The authorities underscored their firm commitment to continued debt reduction
and stressed that budgetary demands would be contained to fit within available resources.
They acknowledged that the planning surpluses that were projected to arise in future years, as
well as recent proposals for health care reform, had helped fuel expectations of new spending
nitiatives. However, the authorities were especially mindful of the uncertainties surrounding
longer-term budget projections and would not take policy actions that were assumed to be
funded by future surpluses. Moreover, the existing budget framework—and the broad-based
social consensus on which it was built—precluded the introduction of revenue or spending
measures that resulted in deficits within a two-year horizon. Therefore, in the period leading
up to the February 2003 budget, emphasis had been laid on requiring departments to
carefully prioritize their existing programs in order to free up as much resources as possible.

29.  Budgetary constraints also meant that only modest tax reform measures could be
considered at present. Although the overall tax burden remained relatively high in Canada—
especially in light of recent U.S. tax cuts—under the February 2000 tax reform, corporate tax
rates were already scheduled to fall by an additicnal 4 percentage points in the coming two
years—to below U.S. levels—and considerable tax relief had also been introduced for

® Staff fiscal projections also show a somewhat smaller level of available fiscal resources at the end of the
medium term, owing to the assumption of slower growth and less rapid decline in program spending,.
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households last year.'® Thus, the emphasis would likely be on more narrowly targeted
measures that had the potential for improving the overall efficiency of the system and for
promoting saving and incentives to work

30. While recognizing the success of the present budget framework, the mission
suggested that consideration be given to also adopting a more explicit long-term anchor."
Further substantial reductions in the debt-to-GDP ratio—even beyond that envisaged in the
October 2002 update—seemed warranted in order to avoid the burden of demographic trends
falling unduly on future generations.'” A clearer statement of the amount of debt reduction
being sought over the next decade could prove useful in ensuring the achievement of this
objective in the face of competing tax and expenditure priorities, including health care
proposals, that might have significant long-term implications, while also facilitating a more
transparent fiscal response to cyclical developments. "

31. Canadian officials saw no advantage to amending the fiscal framework at this
stage. There already existed a strong and credible social consensus for maintaining the
debt/GDP ratio on a clear, downward track. This consensus was not likely to be strengthened
by opening a debate on a specific longer-term target for the ratio, especially in the absence of
a well-established analytical basis for defining that objective. Moreover, the experience in
Canada and elsewhere illustrated that longer-term fiscal targets were too often used to
postpone, rather than strengthen, fiscal adjustment. They also argued that the existing

' Although combined federal and provincial personal income tax revenues in Canada are only about

1 percentage point of GDP higher than in the United States, top marginal tax rates are in the range of

46-48 percent and apply at much lower levels of income in Canada, with the gap expected to widen with the
further cuts in U.S. income tax rates that are scheduled.

" International examples of fiscal debt objectives include: the Maastricht Treaty, which requires member states
to maintain gross debt below 60 pereent of GDP; the UK. government is committed to maintaining net debt at
stable and prudent levels, presently defined as below 40 percent of GDP; New Zealand’s Fiscal Responsibility
Act requires the achievement of “prudent” levels of debt, which the authorities define as gross debt below

30 percent of GDP; Australia’s Charter of Budget Honesty also requires the maintenance of debt at prudent
levels—net debt is presently expected to be erased in four years. The 2001 Fiscal ROSC concluded that Canada
met or excecded fiscal standards, but also suggested the need for more timely data on general government fiscal
operations and a more comprehensive fiscal strategy that took into account longer-term developments. Sec
Appendix I for details.

" The Selected Issues paper addresses the question of long-term fiscal pressures in a generational accounting
framework and presents simulations that suggest that fiscal solvency and intergenerational equity would require
applying most of the projected planning surpluses to debt reduction in coming years.

1 Rather than explicitly easing the fiscal stance in the face of the 2001 cyclical slowdown, the December 2001
budget continued to project budget balances to 2003/04, and reduced the “contingency reserve” by $1.5 billion
in 2001/02 and eliminated the “economic prudence” factor. In addition, measures were introduced that also
seemed aimed at smoothing the budget outturn, including the provision of a nine-month tax deferral to small
businesses and the commitment to place the 2001/02 surplus in two new arms-length funds for infrastructure
projects and aid in Africa.
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framework had been applied in a wholly transparent fashion last year—the system had
enabled a modest fiscal response to economic weakness while maximizing the room for
monetary policy to respond to the cycle.

32, The provinces have substantially improved their finances since the mid-1990s. Most
provinces operate under some form of balanced budget legislation and, although earlier
surpluses and flexibility embodied in the legislative constraints left some room to maneuver
in the face of the economic slowdown, some provinces have opted to delay previously
announced tax cuts.'* Officials acknowledged that British Columbia, in particular, was
suffering budgetary stresses, partly related to the effects of the Canada-U.S. softwood lumber
dispute on the provincial economy. There were also questions about the possible fiscal
impact of Ontario’s decision to roll back the deregulation of electricity prices. Looking
ahead, consultations were underway for the 2004 renewal of the formulas for equalization
payments to the provinces, which presently were based on the extent that a province’s tax
capacity fell below a benchmark level. Although some provinces were pressing for more
fundamental changes—including by shifting the emphasis from tax capacity to expenditure
needs—a key goal would be to simplify the system.

VI. HEALTH CARE REFORM AND THE PUBLIC PENSION SYSTEM

33. The mission and authorities agreed that the longer-term fiscal outlook hinged
critically on the health care system (Box 5). The system has come under strains in recent
years—public dissatisfaction over the quality of service had grown, despite rapid spending
mncreases that left the health care outlays at around 9% percent of GDP in 2000, one of the
highest ratios among the industrial countries. There was growing concern that cost pressures
would intensify with population aging and technological advances. With the public sector
responsible for funding roughly 70 percent of total health care outlays, and a political
consensus building toward extending the range of services covered by the system, the fiscal
consequences could be substantial. Reflecting concerns about the sustainability of the public
system, the government announced that measures would be introduced in the February 2003
budget, following the report of a Royal Commission and consultations with the provinces.

34.  Against this background, the mission encouraged consideration of a broad range of
reform options. In particular, although there seemed to be a political consensus in favor of
expanding the public system to cover pharmaceuticals and long-term care, the possibility of
introducing fees or other mechanisms to encourage efficient use of the system by consumers
seemed to be receiving little attention. Experience in other countries suggested that cost-
sharing mechanisms could be designed in a way that protected the poor, while allowing a

" provincial fiscal rules typically require balanced annual budgets, although in two cases, the rule is defined
over a four-year period, and in a number of other cases, deficits can be offSet by surpluses in previous years. A
number of provinces maintain debt reduction/elimination objectives, require referenda to raise taxes, and
impose penalties on legislators if targets are unmet, For details see 8. Kennedy and J. Robbins, 2001, *The Role
of Fiscal Rules in Determining Fiscal Performance,” Department of Finance Working Paper No. 2001-16.
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Box 5. The Canadian Health Care System: Key Features

The Canadian health care system—known as Medicare—provides universal, comprehensive coverage for
“medically necessary” services—itypically hospital in-patient and ouf-patient physician services. Although the
system is largely funded through general tax revenues, services are primarily delivered by non-government
providers that are paid on a fee-for-service basis. The key elements of the system include:

v Shared federal/provincial responsibilities. The provincial and territorial governments are responsible for
health care under Canada’s constitution, and each maintains separate “health insurance” plans that are
operated on a non-profit basis. The federal government also plays a significant role, funding roughly
70 percent of provincial health care spending through fiscal transfers; setting national health care policies
and standards; and delivering health services to specific groups such as veterans, native Canadians, and
military personnel. The federal government’s role is guided by the Canada Health Act of 1984, which sets
out minimum standards of health care that the provinces and territories must meet in order io receive full
cash contributions.

o Universality. All persons in a province or territory are covered by public health insurance. Provincial plans
are required to provide comparable levels of service and coverage, which is portable across Canada.

e Tax financing/absence of co-payments and deductibles. Provincial health care programs are funded by tax
revenues and federal transfers. Users do not pay premiums based on age or other factors related to potential
usage. Typically, health-related services are 100 percent covered and no deductibles or co-payments are
required.

o Public versus private administration. Physicians are typically self-employed or employed by hospitals.
Health insurance plans are administered and operated on a non-profit basis by a public authority, and
hospitals are generally also run on a not-for-profit basis.

s Public price setting. Provincial insurance plans establish the fees that medical practitioners and hospitals
charge to provincial plans. Additional or separate user fees are prohibited, and under the Canada Health Act
provinces permitting “extra-billing” face a reduction in transfers from the federal government.

Relative to other industrialized countries, OECD daia indicate that the Canadian system scores well in terms
of life expectancy, but scores less fuvorably in a number of other areas, For cxample, health expenditures
reached 9% percent of GDP in 2000, the fifth highest in the OECD. Out-of-pocket expenses are also relatively
high (since only “medically necessary” services are covered), and in-patient beds and physicians per capita are
relatively low.

Is Canada spending too much on health care relative to health outcomes? Simple cross-country regressions
illustrate the relationship between health expenditures as a share of GDP and key determinants including the
old-age dependency ratio, life expectancy, and the share of total health expenditures by the private sector.'
These estimates, as well as other recent studies, suggest that spending levels in Canada are considerably higher
than what would be predicted by these variables.

' See the Selected Issues paper for details and further discussion.
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greater role for private purchases of health care services could relieve some of the pressure
on the publicly funded system.

35. The officials responded that there was a strong public consensus in favor of
preserving the current system, and reforms were likely to be incremental. User fees and
other incentives were viewed as unlikely to have a significant impact on demand and, more
importantly, were seen as antithetical to the principle of universal access. Similarly, easing
entry restrictions on for-profit hospitals and clinics would not yield significant efficiency
gains, and would cause an undesirable drift toward a two-tier system that enabled wealthier
individuals to obtain faster/higher-quality service. Although agreement on specific measures
was still pending, they argued instead for an emphasis on other types of supply-side reforms
to encourage efficient delivery of services. For example, expanding the scope of the public
system to cover pharmaceuticals would help ensure cost containment, and they viewed as
promising proposals that would encourage providers to give a greater emphasis on
preventative primary care.

36. The officials noted that health care reform had significant implications for the
fiscal position of the provinces and the Canadian system of fiscal federalism. The provinces
had called for significant increases in the Canada Health and Social Transfer—which was a
block, per capita grant intended to support provincial health, post-secondary education, and
social programs—and had also called for greater predictability regarding the future size of
this transfer. Department of Finance officials acknowledged that there seemed to be a
political consensus for increasing the amount of government spending on health care, and for
a larger amount to be provided by the federal government. A key issue, however, was the
manner in which these federal funds would be provided, especially given the important role
they played in enforcing national health care standards. The provinces tended to prefer
unconditional transfers, and the federal authorities also agreed that the shift to a block grant
had worked well to encourage the provinces toward efficiencies in the delivery of services,
especially compared to previous systems of shared-cost financing. At the same time,
however, they also saw a role for targeting a portion of transfers to specific provincial
programs that promoted efficient service delivery, and there were pressures on the federal
government for a more careful accounting of how these transfers were ultimately used.

37. The Royal Commission on health care reform released its report in late November,
subsequent to the discussions. The report called for a permanent increase in annual transfers
to the provinces of $6.5 billion (around ¥4 percent of GDP), and one-time targeted outlays on
health care programs of $8.5 billion over 2003-06. The report ruled out a role for enhanced
role for private sector participation in delivering health care services, and it called for
extending the coverage of the public insurance system to include home care and prescription
drugs; establishing a separate health care transfer to the provinces; targeted programs to
improve access, reorganize primary care delivery, and reduce wait times for diagnostic
services. The federal government has pledged to act quickly to reach an agreement with the
provinces on how reforms should proceed, keeping in mind fiscal constraints.
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38.  Department of Finance officials confirmed that the Canada Pension Plan (CPP)
was well-positioned to meet the challenges of population aging. Reforms in 1997 had
introduced gradual increases in contribution rates, which would reach $9.90 per $100 of
insurable earnings in 2003, a level consistent with the system’s longer-term solvency.
Although recent stock market declines had reduced the value of CPP assets, losses were
mitigated by the fact that only one-third of CPP investments were in equities. Moreover, the
system was running large cash-flow surpluses and maintained conservative assumptions
regarding the return on assets, so its longer-term position remained comfortable. The officials
responded that they saw no need for further significant programmatic changes to the system,
such as raising the normal retirement age to 65. However, they saw some scope for minor
adjustments to the pension formula to ensure that the system did not unduly discourage
continued labor force attachment by the elderly.

VII. FINANCIAL SECTOR ISSUES

39.  Regulatory officials and private sector analysts expressed confidence in the
soundness of the banking system. The officials acknowledged that Canadian banks have
suffered from an erosion of asset quality during the past year—and some further worsening
might still be expected—mainly reflecting exposures to the U.S. corporate sector and the
weakness of the power generation, automobile, ICT, and aircraft sectors in both Canada and
the United States. However, they noted that capital is high and the banks’ core retail business
remains profitable (Table 8). Risk management systems also involved internal controls and
measures to mitigate potential future risks related to interest rate and housing price volatility
and remaining exposures to Latin America. Nonetheless, officials agreed that the recent
losses suffered by banks on their U.S. exposures offered lessons to both supervisors and
banks on the importance of diversified loan portfolios.

40. The broader financial system has also fared well. The life insurance industry has
weathered the slowdown, and has remained profitable and well capitalized; property and
casualty insurers have experienced significant profitability pressures—Ilike their peers
worldwide—but this seems unlikely to pose systemic risks. The officials acknowledged that
recent stock market declines have likely affected adversely the fundedness of defined-benefit
pension plans in the corporate sector, but also noted that supervision of these plans fell under
provincial jurisdiction and data were not available to allow a comprehensive assessment of
the magnitude of possible shortfalls."

41. The mission observed that the financial sector reforms of 2001 appear to have been
implemented effectively. The new consumer protection agency is up and running, a
framework for bank mergers has been established, and measures had been taken to encourage
entry in the payments and banking systems, including by branches of foreign banks. The

15 Although some analysts have put cumulative losses of Canadian plans at 28 percent since end-1999, much
larger losses are estimated for plans in other G7 countries.
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officials noted that, while some applications by new banks were close to approval, there had
been relatively modest interest by potential entrants, possibly reflecting the dominant role of
the existing major banks and the fact that reforms were relatively new. The officials also
acknowledged that the “public interest” criterion for approval of bank mergers still needed to
be clarified, and that a process had been launched to analyze this issue.'®

42,  The team welcomed the proactive steps taken by the Canadian authorities to
strengthen corporate governance and accounting standards (Box 6)."" In explaining these
measures, the officials commented that there had been no evidence that Canadian firms had
engaged in the level of malfeasance recently uncovered in the United States. Nonetheless, the
close integration of North American capital markets and the spillover to investor sentiment in
Canada following the U.S. scandals had required steps to strengthen confidence and avoid
major inconsistencies between the two regulatory systems. Accordingly, measures had been
introduced to improve investor protection, auditor oversight, accounting standards, and
corporate governance. At the same time, however, officials noted that the recent U.S.
imtiatives in this area (e.g., the Sarbanes-Oxley Act) were not wholly consistent with
Canada’s more principles-based governance and accounting frameworks. Consultations were
ongoing with market participants, therefore, to explore how these new requirements would be
implemented, including with a view to minimizing the regulatory burden, especially for
smaller and closely held firms, which represented a relatively large proportion of companies
listed on the Canadian exchanges.'®

43, The mission noted the concerns that had been raised regarding the existing system
of separate provincial securities regularors. Although the system had functioned well, some
analysts had argued that it imposed an excessive regulatory burden on firms, and that a
fragmented system would eventually reduce the ability of Canadian markets to attract and
intermediate capital.'” The officials responded that considerable progress had already been
made toward harmonizing and coordinating provincial regulations, and the current system
helped accommodate the regional heterogeneity of the Canadian business sector.
Nonetheless, they acknowledged the potential advantages of a more unified and streamlined
system, and a report to analyze this issue had been commissioned by the Minister of Finance.
They also noted that creating a single securities market regulator would best be achieved
through a consensus with the provinces.

' Subsequent to the discussions, a December 2002 Senate Committee report was issued that called for easing
constraints on bank mergers, including by limiting the scope for rejecting bank mergers on public interest
grounds and by further reducing barriers to entry for both domestic and foreign entities.

' See the forthcoming Selected Issues paper for details.

'® A significant number of large Canadian corporations are cross-listed on the U.S. stock exchanges and would
be required to comply with U.S. accounting and corporate governance requirements.

' For a survey, see A. Harris, 2002, 4 Symposium on Canadian Securities Regulation: Harmonization or
Nationalization, Capital Markets Institute, University of Toronto, October.
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Box 6. Measures to Improve Corporate Responsibility in Canada

Recent corporate scandals in the United States have adversely affected global investor confidence, with
significant spillovers to Canadian equity markets. Although no significant revelations of corporate
malfeasance have occurred in Canada during the past year, regulators have taken steps to strengthen confidence
in capital markets and improve the credibility of financial statements.

Audit Oversight. The new independent Canadian Public Accountability Beard (CPAB), whose creation was
announced in July 2002, will administer and enforce a new system of auditor oversight. The main elements of
the new systern include:’

»  More rigorous inspection of auditors of public companies, including annual review of major audit
firms with a report issued to the public. The cost of inspection will be borne by the industry.

»  Tougher auditor independence rules, including limits on the types of consulting services provided by
auditors, restrictions on financial interest on the part of auditors, and requirements for audit partner
rotation.

s Strengthened quality control for firms auditing public companies, including a second partner review
on every audit and consultations on sensitive and difficuli issues,

s Audit and assurance standards will be overseen by a newly established independent public body, the
Auditing and Assurance Standards Oversight Council (AASOC).

Accounting Standards and Disclosure. New draft guidelines by the Accounting Standards Board (AcSB) and
securities regulators aim at improving the transparency of financial statements. The new guidelines require
greater disclosure of significant business acquisitions, new equity compensation plans for staff, special purpose
entities (SPE), and loan guarantees, prohibit selective disclosure; and shorten deadlines for annual and interim
financial statements. The AcSB also has announced plans to requite the expensing of stock-based compensation
granted to company employees,

Corporate Governance. The Toronto Stock Exchange (TSX) has announced changes to its corporate
governance guidelines. The principal changes include: measures to strengthen the boards of directors, especially
the role of outside directors; enhance the “financial literacy™ of audit and compensation committees; and expand
the requirements for disclosure of corporate governance practices to non-corporate issuers, such as trusts and
limited partnerships. The TSX's listing requirements will be amended to strengthen the independence of boards
of directors and audit committees. Banking sector regulators have also strengthened corporate governance and
disclosure requirements that apply specifically to financial institutions, especially in the areas of risk
management oversight and the relationship between the audit committee and auditors and actuaries.

Enforcement. The Ontario government has passed new legislation that toughens penalties for corporate
wrongdoing; broadens investor rights; and grants greater powers to the securities regulator, including to hold
management responsible for the accuracy of financial statements. The Quebec government has amended
existing legislation to toughen penalties and expand powers of the securities regulator. Other provinces are
considering similar rules.

Analyst Conflict of Interest. The Investment Dealers Association of Canada has announced new conflict of
interest rules for securities analysts, focusing on the full disclosure of the relationship between analysts and
their employers and the firms they are making recommendation on or issuing a research report about; best
practices for research; analyst compensation; and corporate governance practices ensuring analyst
independence. Provincial securities commissions are currently reviewing these rules.

! Canada’s major chartered accounting firms valuntatily agreed to implement the new requirements in October 2002, The requirements will
apply to all other firms auditing public companies within threc ycars.
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44, The team commended the authorities for the significant progress in strengthening
anti-money laundering (AML) and counter-terrorist financing (CTF) requirements.”’ The
implementation of the new AML legislation of 2001 is almost complete, which the Financial
Action Task Force on Money Laundering (FATF) judges will bring Canada to full
compliance with 27 out of 28 of its recommendations requiring action.”! In addition, a
number of new measures are planned for implementation in early 2003, including the
reporting of large cross-border movements of currency and monetary instruments, non
SWIFT international electronic fund transfers, and large cash transactions. The extension of
the new AML requirements to nonfinancial institutions has progressed smoothly, although
challenges have been raised by the legal profession and aboriginal businesses. The new
legislation governing counter-terrorism financing has also been largely implemented, and
improved cooperation and information sharing between different domestic government
agencies and financial institutions has been achieved.

VIII. STRUCTURAL POLICIES AND OTHER ISSUES

45. The structural reforms of the past decade have been an important contributor to
Canada’s strong macroeconomic performance. Notable achievements included tax reforms
adopted in 2000 that substantially lowered the tax burden on households and firms; reforms
of the Employment Insurance (EI) system in 1996 that significantly reduced the disincentives
to work and lowered structural unemployment; continued progress toward eliminating
barriers to interprovincial trade in the context of the 1995 Agreement on Internal Trade
(AIT); and the phased elimination of tariffs between Canada, the United States, and Mexico
under the North American Free Trade Agreement of 1994.

46. The Canadian officials noted that the government continued to place an emphasis
on policies to boost productivity, especially education and labor market policies. Despite
one of the highest post-secondary education participation rates among industrial countries,
enrollment in university-level science and engineering courses and adult training programs
was low.”* The resultant skills shortage—particularly in knowledge-based occupations—was
expected to worsen as the baby-boom generation retired. In order to address these concerns,

*% Canada has also ratified and implemented the OECD Convention on Combating Bribery of Foreign Public

Officials in International Business Transactions, and an OECD review confirmed that Canadian legislation met
the requirements under the Convention.

*! Tn the case of entities not regulated as financial institutions, Canada has adopted an approach that tailors AML
regulations to the size of AML risk. With respect to money service businesses, Canada is in partial compliance
with the FATF recommendation that calls on countries to take necessary measures to guard against the control
or acquisition of a significant participation by criminals. Although currency exchanges are subject to the full
range of AML/CTF regulations, currency exchanges are not required to be registered. Since registration is not
required for money transter businesses, Canada is also in partial compliance with one of the FATF CTF
recommendations.

% Canada ranks 14™ out of the 47 countries surveyed by the 2002 World Competitivencss Ycarbook in terms of
the availability of skilled labor. OECI data also suggest that 4 much smaller proportion of Canadian employees
reccive job-related skills training than in the United States or the United Kingdom.
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the 2001 budget had increased financial assistance for post-secondary students and adult
learners, and measures had been taken to increase the proportion of immigrants with post-
secondary education to 65 percent by 2010.%

47. The mission suggested that there remained scope for further improving the
efficiency of the Employment Insurance (EI) system. The larger benefits paid in high-
unemployment regions seemed likely to discourage labor mobility, the fact that EI premiums
were not experience-rated implied a subsidy to seasonal and other industries where
employment was more unstable, and the use of EI premiums to fund training and other
programs also boosted the overall level of payroll taxes and discouraged employment.**
Some of these concerns had been compounded by the decision in 2000 to eliminate penalties
for frequent users and extend EI benefits for new parents to up to 50 weeks.

48. The officials did not agree that the EI system imposed significant economic costs.
They emphasized that the extended benefits that applied to high unemployment regions
reflected a social consensus for supporting areas that were highly dependent on seasonal,
resource-based employment. In their view, with the benefit cuts and the shift to an hours-
based system in 1996, the E] system no longer acted as a significant impediment to labor
mobility or labor market flexibility. Therefore, only modest further amendments were being
considered at the present ime—the emphasis continues to be on establishing a framework for
setting the premium rate at a level that would balance the system’s finances over the business
cycle, which studies suggested would be achieved by reducing the premium rate from $2.10
in 2003 to around $1.90 per $100 of earnings.

49.  Remaining barriers to interprovincial trade are minor. Efforts are underway to
extend the AIT to public entities that had not been covered in the original agreement—1i.e.,
municipalities, the academic community, schocl boards, health and social services.
Agreements covering energy also still had to be negotiated, and there was scope to
harmonize provincial transportation standards.

50. The Canadian trade officials reiterated their strong commitment to trade
liberalization. As of January 2003 all products from the least developed countries became
eligible for duty and quota-free entry, with the exception of over-quota dairy, pouitry, and
egg products. Progress had also been made in eliminating quotas on textiles and apparel
ahead of the 2005 deadline under the Agreement on Textiles and Clothing. Regarding
priorities for the Doha Round, Canada 1s seeking the complete elimination of all forms of
agricultural subsidies and has proposed reductions in production and trade distorting
domestic support to accepted minimum levels. Negotiators have also called for tighter

2 Government discussion papers released in February 2002 established a range of goals and policy measures
aimed at: improving the quality of education; increasing opportunities to acquire and upgrade skills; raising the
participation rates of older workers; and attracting skilled immigrants.

*% The Selected Issues paper illustrates the impact of the EI system on regional income disparities.
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disciplines on exemptions in the WTO Agriculture Agreement. As for anti-dumping
remedies, officials noted that Canada’s actions had been concentrated in a small number of
sectors {e.g., footwear, agriculture, and steel), and they looked forward to seeing improved
discipline over the use of these types of remedies being introduced as part of the Doha
Round.

51. The officials expressed satisfaction with recent regional trade initiatives. The North
American Free Trade Agreement had been highly successful, and while recent U.S.
complaints in the areas of softwood lumber and grain were unfortunate, they did not detract
from the broader benefits of the agreement. Officials looked forward to continued progress
on the Free Trade Agreement of the Americas, which they thought had been lent further
impetus by the agreement reached at the November 2002 ministerial in Quito to
accommodate differences in levels of development and size of participants.

52. The mission raised concern with the decline in Canada’s overseas development
assistance (ODA) to just 0.2 percent of GNP in 2001 (Table 9). The officials responded that
the authorities had recently committed to doubling the Canadian dollar amount of ODA by
2010, although this would still leave ODA short of the U.N. target. Funding for Africa
remained a priority, and the December 2001 budget had established a vehicle—the Africa
Fund—to finance projects in the region over the next five years, with an emphasis on health
and education. Funds would be increasingly directed to countries according to performance-
based criteria—including those based on governance—but the details were not yet developed

53, The government’s recent commitment to ratifying the Kyoto Climate Accord has
raised difficult implementation issues. For example, officials in the province of Alberta
expressed concern that meeting the Accord’s emissions targets would impose a significant
burden on the oil and gas sector and, given the U.S. refusal to ratify, would also place
Canada at a significant competitive disadvantage. Federal government officials indicated that
the draft implementation plan sought to balance these concerns through the use of a broad
range of instruments, including tradable emissions permits, regulations, and incentives to
invest in new technology. They acknowledged that ruling out emissions-related taxes limited
the scope to minimize output losses and the fiscal cost. Nevertheless, their estimates
suggested that the approach being taken would achieve significant emissions reductions by
2010, while keeping possible output losses manageable.

IX. STAFF APPRAISAL

54. The Canadian economy has shown remarkable resilience in the face of the global
downturn, reflecting the sound policy framework and its skillful implementation. Inflation
targets have helped to anchor expectations and permitted a forceful injection of monetary
stimulus. Fiscal consolidation and debt reduction since the mid-1990s had provided room to
ease tax burdens, to allow the automatic stabilizers to work, and to introduce modest
discretionary stimulus measures. The structural reforms and sound macroeconomic policies
since the early 1990s have helped foster productivity gains and have laid the foundation for
strong and sustained economic growth.
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55.  Despite Canada’s favorable macroeconomic prospects important policy challenges
remain. The global macroeconomic environment remains highly uncertain, and the
authorities will need to continue to be mindful of these shorter-term risks. At the same time,
policies should remain firmly geared toward boosting Canada’s long-run productive potential
and preparing for the fiscal consequences of population aging.

56.  In the face of these uncertainties, the Bank of Canada’s measured approach to
withdrawing monetary stimulus has been appropriate. Against the background of the
uncertain global recovery and financial headwinds, the gradual and pragmatic approach to
raising interest rates toward a more neutral level has been consistent with the forward-
looking, inflation-targeting framework. Although the recent pickup in core inflation appears
largely to reflect temporary factors and inflation expectations seem well anchored, monetary
stimulus will need to be withdrawn further in the period ahead as economic slack is taken up.
The authorities’ commitment to act decisively if needed to ensure that price pressures do not
become embedded into inflation expectations is welcome.

57. Canada’s flexible exchange rate regime has been effective in cushioning the
economy from external shocks. The depreciation has played a helpful role in offsetting the
effects of world commodity price movements and in mitigating the impact of the global
cyclical decline. Canada’s fundamental strengths continue to favor an appreciation of its
currency over the medium term.

58. The authorities’ re-affirmation of their commitment to budget surpluses and debt
reduction is commendable, especially in the face of looming demographic pressures, This
policy approach has paid important dividends in recent years. Lower debt and debt service
costs have provided room for tax cuts and enhancements to spending programs, while at the
same time providing scope for a measured fiscal response to the recent downturn. Looking
ahead, with the retirement of the baby-boom generation starting later this decade, rising
health care costs, and the debt/GDP ratio still high, it will be important to maintain the
debt/GDP ratio on a steady downward trajectory. Given the limited budgetary resources that
appear to be available in the coming two years, the room for new initiatives will need to be
found largely through a reprioritization of existing programs.

59.  Reforms of the health care system will need to be consistent with longer-term fiscal
constraints. The system has come under increasing financial strain i