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Economic INSIGHTS

Speed Limits

by Avery Shenfeld

When the economy is in an expansionary
mode, the central bank becomes the
highway patrol, setting and enforcing the
speed limit. Speed kills if it gets to the
point where inflation escalates and the only
course of action is to stall the economy to
rein in prices. But determining how fast
is too fast is no easy task. On that score,
the Bank of Canada, guided by its strict
inflation-only target, looks to us to be a
bit too conservative in terms of its recent
judgments.

The Bank sets its CPI forecast by placing
a heavy weight on a single concept—the
output gap. In practice, its approach fits the
historic data well, because if it sees inflation
escalating, it manually “adjusts” the model-
driven output gap to show the economy
above potential. But that doesn’t give us
comfort that current estimates of the output
gap have much precision. Note, for example,
that the IMF judges Canada’s gap as more
than a half-percent wider than the BoC
estimate. That doesn’t sound like much, but
it would make a material difference in how
hard we need to slam on the brakes through
interest rate hikes in the coming year.

Moreover, is the output gap really the tell-all
story for inflation? While the historical data
fit well due to the fiddling noted above, a
2004 Fed research paper (by Orphanides and
van Norden) casts doubt on the efficacy of
the output gap as a real-time (as opposed
to backward-looking) inflation forecasting
tool. That was a finding similar to earlier
studies testing the predictive power of the
gap between actual unemployment and an
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estimate of the non-accelerating inflation
unemployment rate (NAIRU).

For Canada, as an open, trade-oriented
economy, external conditions could
particularly cloud these linkages. Exchange
rate appreciation in the past year should
eventually create pass-through impacts into
consumer prices for imports, even if not
fully. The output gap looks at only domestic
capacity and labour use, but excess capacity
in the US, China, Europe, and Japan, could
also put downward pressure on Canadian
retail prices.

Finally, there is also room for doubt in the
Bank of Canada’s claim about the economy’s
non-inflationary speed limit, the so-called
“potential” growth rate that it can maintain
once it has a zero output gap without
accelerating inflation. The Bank claims that
we're stuck at no better than a 2% longer
term track, and therefore aims to have
growth at that pace by 2012. Certainly,
earlier data did show that in addition to
slowing population, productivity was also
sagging. But the last couple of quarters
show a resurgence in output per worker,
hinting that we might be able to do better
than a meager 2% real GDP pace in the long
run without missing the 2% CPI target.

Fortunately, the Bank of Canada makes its
rate hike decisions one at a time. If it sees
no evidence of heat in core inflation as we
approach where it thought a zero output
gap lies, it will revise its estimate of non-
inflationary slack to show more room. We
might not be doomed to only 2% long term
growth after all.
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MARKET CALL

e While both Treasuries and Government of Canada Bonds have recently benefited from a flight to quality on
the back of renewed sovereign debt concerns in Greece and other parts of Europe, markets have generally
been moving in line with our long-standing rate forecast. The Bank of Canada’s decision to drop its conditional
language on rate hikes has caused us to push forward our expectations for a tightening cycle by a month.
But, although more than 100 bps of rate hikes are already priced into the market from now until October,
we believe that the Canada curve still has some more room to flatten over the coming quarters.

e |n contrast, despite the recent rally in US government bonds, Treasury yields look well anchored by a patient
Fed and should remain range bound as policy makers hold the line on rates until they see more significant
improvement in the labour market.

e The Canadian dollar is likely to enjoy another burst of strength after the Bank of Canada hikes rates in June,
but additional gains should be short-lived given both the loonie’s rise to date and the prospects for narrower
rate spreads with the US as the Fed begins to hike early next year. Fiscal woes in Greece and other parts
of Europe are giving a boost to the US dollar, but we expect it to start ceding ground to the euro once a
financial rescue package is finally nailed down. Nevertheless, lingering concerns over other problem areas
like Spain and Portugal will keep the eurozone debt issue on the front page for some time to come.

INTEREST & FOREIGN EXCHANGE RATES

2010 2011

END OF PERIOD: 28-Apr Jun Sep Dec Mar Jun Sep Dec
CDA Overnight target rate 0.25 0.50 1.00 1.25 1.25 1.75 2.25 2.50
98-Day Treasury Bills 0.40 0.65 1.15 1.05 1.15 1.75 2.35 2.55
2-Year Gov't Bond 1.96 2.10 2.35 2.15 2.40 2.85 3.00 3.25
10-Year Gov't Bond 3.66 3.75 3.80 3.75 4.00 4.05 4.00 4.05
30-Year Gov't Bond 4.04 4.20 4.40 4.30 4.35 4.40 4.35 4.45

U.S. Federal Funds Rate 0.21 0.15 0.15 0.25 0.75 1.50 2.00 2.25
91-Day Treasury Bills 0.17 0.15 0.15 0.20 1.00 1.50 1.80 2.05
2-Year Gov't Note 1.04 1.10 1.20 1.35 2.20 2.45 2.80 3.00
10-Year Gov't Note 3.76 3.96 4.05 4.10 4.45 4.45 4.35 4.50
30-Year Gov't Bond 4.62 4.80 4.95 4.85 5.05 5.05 5.00 5.10
Canada - US T-Bill Spread 0.23 0.50 1.00 0.85 0.15 0.25 0.55 0.50
Canada - US 10-Year Bond Spread -0.11 -0.21 -0.25 -0.35 -0.45 -0.40 -0.35 -0.45
Canada Yield Curve (30-Year — 2-Year) 2.08 2.10 2.05 2.15 1.95 1.55 1.35 1.20
US Yield Curve (30-Year — 2-Year) 3.59 3.70 3.75 3.50 2.85 2.60 2.20 2.10
EXCHANGE RATES CADUSD 0.99 1.02 1.02 1.01 0.96 1.00 1.01 1.02
USDCAD 1.01 0.98 0.98 0.99 1.04 1.00 0.99 0.98

USDJPY 94 93 90 87 86 86 85 85

EURUSD 1.32 1.34 1.36 1.39 1.42 1.44 1.45 1.46

GBPUSD 1.52 1.51 1.56 1.60 1.62 1.64 1.65 1.65

AUDUSD 0.925 0.940 0.960 1.000 0.990 0.995 1.000 1.020

USDCHF 1.09 1.09 1.09 1.07 1.06 1.06 1.06 1.05

USDBRL 1.75 1.80 1.75 1.72 1.70 1.69 1.67 1.65

USDMXN 12.4 125 12.4 12.3 12.3 12.2 12.0 12.0
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COMMODITIES OUTLOOK

*  Crude prices set a new post recession high in early April on firmer signals from the US and key Asian
economies. Aided by booming new car sales, oil demand in China surged by 18% in the Jan-Mar period
from weak year-earlier levels. Inventories remain on the high side, however, running almost 10% above
normal seasonal levels in the US. OPEC’s 5-6 million bbls of excess capacity gives it considerable room to
raise output. Moreover, the cartel’s recent decision to dust off $65 billion of projects frozen during the
recession could add to capacity in the longer term, as well. Our forecasting model points to a 1.7% rise
in world demand this year assuming the global economy expands by 4%. Notwithstanding China’s thirst
for oil, that's slightly softer than the IEA's recent estimate. Based on all this, we see WTI averaging $80/bbl
and $85/bbl this year and next.

e Somewhat more constructive injection numbers, and the first decline in the US rig count in four months,
have lifted Henry Hub spot prices by about 10% from their recent lows. Industrial and power sector use
account for over 60% of US natural gas consumption. Recovery in those sectors should consequently
lift demand, potentially more than the market currently expects. A covering of near-record speculative
shorts should also help prices top $5/MnBtu in coming months. Many shale gas leases require producers
to drill within a certain time period to maintain their acreage. We believe that may be delaying the normal
negative response of supply to low prices, adding to downward price pressures in the near term.

e Eurozone fiscal woes, rising investment and jewellery demand and the expectation that US interest
rates will remain low for a while have breathed life back into the gold rally. The focus on fiscal issues
has served to weaken the yellow metal’s ordinarily strong inverse correlation with the US dollar. Other
Eurozone countries are starting to look a bit like Greece, in investors eyes. While such concerns could
create additional near-term upside, we expect Fed retightening to weigh in 2011.

e Base metals prices have rebounded from early 2010’s soft spot, setting new cyclical highs in a number of
cases. An inventory rebound in the major industrial countries and emerging market growth spearheaded
by highly metal-intensive capital infrastructure outlays should continue to contribute to a supportive
backdrop. On the demand side, “Big Three” auto production (ie. US, Japan, and China) is now effectively
back to pre-crisis levels. Copper remains a preferred area for exposure, based on supply and demand
prospects. Consumption in China, the world’s top user of the metal, is expected to expand by as much
as 14% this year.

® Potash prices appear to have bottomed, both at home and abroad. Although demand is picking up, it
remains below year ago levels and a supply surplus will limit the upside for prices.

Spot Commodity Prices

Average
27-Apr 2007 2008 2009 2010 (f) 2011 (f)

Oil (WTI) $/bbl 82 72 100 62 80 85
RBOB gasoline $/gal 2.26 2.09 2.49 1.69 2.05 2.25
Heating Oil (NYH) $/gal 2.21 2.03 2.86 1.65 2.10 2.20
Natural Gas (Henry) $/Mn Btu 4.18 6.97 8.89 3.82 5.25 6.00
Gold $/troy oz 1150 695 872 1088* 1250* 1150*
Copper $/1b 3.38 3.24 3.16 2.35 3.60 3.50
Aluminum $/Ib 0.96 1.20 1.17 0.76 1.00 0.85
Nickel $/1b 11.73 16.86 9.57 6.69 11.00 9.00
Zinc $/1b 1.06 1.48 0.85 0.76 1.15 1.05
* end of period




CIBC WoRrLD MARKETS INC.

Economic Insights - April 29, 2010

Corporate Canada—Less Pain From Rate Hikes

But Still Vulnerable to Loonie
Peter Buchanan

Sometimes it's what's left unsaid that matters. The Bank
of Canada’s decision to omit its steady policy pledge
from its latest statement clearly heightens the probability
that rates will begin to rise at the June 15 setting, well in
advance of the US and other G-7 countries (Chart 1).

Higher rates are all the more likely to have a widely varying
impact on the general economic landscape this time, due
to divergent saving and spending patterns among key
players. Consumers have been borrowing heavily in the
face of weak income growth. A record 146% household
debt-to-income ratio (Chart 2) limits their ability to provide
steady, significant fuel to the recovery. Governments and
corporations have in comparison made debt reduction a
virtue bordering on saintliness, better positioning them
for the Bank’s looming policy turn.

Corporate debt service payments are equal to about
30% of total operating earnings today against 100% or
more at the time of Canada’s last full-blown recession in
1990-91 (Chart 3). (Canada narrowly missed following
the US into recession in 2001.) While that's obviously
simply a function in part of the lower absolute level of
yields, it also reflects impressive deleveraging by many
enterprises. In contrast to the household sector, corporate
debt-to-equity ratios have declined more or less steadily
in the last decade-and-a half. At the present record low
of 54%, the average is not only little more than half the

Chart 1
BOC Expected to Lead G-7 Re-tightening Cycle

Chart 2
While Households Are Leveraging Up,
Corporations Have Cut Debt
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level at the time of the economy’s last full recession but
about 15%-pts below US levels.

Early 1990s Recession Attuned Companies to High
Debt Perils

In retrospect, the 1990-91 recession seems to have been
a transformational one in terms of Corporate Canada’s
attitude towards debt. Companies who levered to the
hilt during the late 1980s to capitalize on NAFTA and

Chart 3
Debt Servicing Costs Have Fallen Steeply in
Recent Years
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other developments paid a high price, when the Bank
subsequently drove yields to double digit levels to
wrestle inflation to the ground. Operating profits on
an economy-wide basis fell by over 60% in that painful
episode, nearly twice the recent decline. Burned in that
earlier episode by the one-two punch from rising rates
and a stronger currency, corporations availed themselves
of a subsequent strong earnings recovery, which saw
the profit share double to 10% of GDP over a four year
period, to repair their distressed balance sheets.

The saying that cash is king never rings truer when rates
are poised to rise. Current high corporate cash levels bear
witness to Corporate Canada’s conservative approach to
balance sheet management in recent years, an approach
likely to produce benefits as yields inch back up. Cash
levels in a number of key sectors like retailing are several
times their average historical levels, normalized by sales
(Chart 4).

Canada’s Corporate Sector Has Become A Net Lender
Rather than Borrower in Recent Years

Also of note is the corporate sector’s evolution from a net
borrower to a net lender. The so-called ‘financing gap’
is the difference between a company’s internal funding
sources—including profits and depreciation allowances—
and its non-financial investments. Gauged by this metric,
corporations in the aggregate were net borrowers to
the tune of as much as $20 billion per year in the early
and late 1990’s, but have lent roughly the same amount
recently. The ability to fund a large part of corporations’
investment needs internally has helped reduce interest
payments to external lenders in the last decade.

Chart 4
High Cash Levels Reflect Balance Sheet
Conservatism

Chart 5
Ample Internal Funds Reduce External
Borrowing Needs
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On the borrowing cost side, a glance at spreads suggests
that more prudent borrowing practices have not gone
unrewarded. While Canadian companies did not fully
escape the credit crunch, high quality 10-year corporates
today trade much tighter to comparable US issues than
was the case 10-20 years ago (Chart 6).

Major Corporate Risk Is On the Currency Side

If there's a key concern for corporations in the Bank’s
prospective course change, it’s likely less on the debt
service cost side than the potential unwelcome lift to an
already high-flying loonie. While the Canadian dollar’s
rags to riches story has to some degree simply mirrored
the resource sectors turnaround, the currency’s runup

Chart 6
CDN Corporations Have Been Rewarded on
the Borrowing Cost Side for their Prudence
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has by some measures run further than warranted by
developments in that sector. The last time the C$ was
at parity against the greenback in mid-2008, oil was
worth $130/barrel, natural gas was trading at over $10
Mn Btu and copper was also appreciably higher than
today, hovering near $4/Ib. While impressive productivity
growth relative to Canada major trading partners like the
US might justify a higher level for the currency, quite the
opposite has been true recently. The currency’s correlation
with Canada-US profit differentials further highlights
the loonie’s important financial and competitive effects
(Chart 7).

Non-resource manufacturers, who are vulnerable at
home and abroad to competitors with significant non-
C$ costs, arguably face the greatest adjustment burden
when the dollar rises. A stronger currency is not, however,
an unmitigated negative. Industries which use imported
components, but face little direct import competition, like
construction, typically see some benefit. Ditto for retailers
selling now cheaper foreign products and firms catering
to Canadian’s appetite for suddenly more affordable
foreign travel.

To get a better handle on the industry-level effects of
changes in the C$, we’'ve ranked industries based on the
potential impact on both their foreign and domestic sales
(Table 1). The former is measured by the percentage of
sales abroad, less imported inputs, since a high dollar
reduces the input costs of industries such as autos
that use a high percentage of imported components.
Vulnerability to foreign competition at home is measured
by the proportion of a firm’s sales to the domestic market,
times the percentage of the market that is currently

Chart 7
Exch. Rate Affects Cda-US Profit Differential
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supplied by imports. Taking into account both import and
export effects, our analysis suggests that transportation
equipment, clothing and machinery makers are among
the largest potential losers from a higher C$. The largest
potential winners include construction, trade and various
other service providers. A rise in the currency due to
higher rates, though, is unlikely to be a clear cut positive
for construction.

Everything depends critically of course on how aggressively
the Bank moves to reverse itself. The Bank has cited both
a lofty Canadian dollar and heavy consumer debt loads as
presenting potential obstacles to a normal, healthy paced
recovery in its recent pronouncements. That suggests, if
anything, the Bank will err on the side of caution, which is
good news given the recovery’s continuing vulnerabilities
on a number of fronts.

Table 1

Industry ISX GICS Export Import Combined Ranked by
C$ at Pa rlty: WhO Sector Vulnerability Vulnerability Exp_or_Lhnp.Qr_t ]'_o.tal”
. (% of shpts. (% of shpts. to Can. Vulnerability |Vulnerability|
WlnS, Who LOSES? exported less Mkt.) x (import penetration | (col. 3 + col. 4)
imported inputs) of Can. Mkts.)

H |Transport Equip Cons Disc, Industrial 30.1 38.9 69.0 1
I |Clothing Consumer Discretionary 247 40.6 65.3 2
G |Machinery & Equip Industrials 32.6 31.2 63.8 3
H |Chemicals & Plastics Materials 18.0 43.9 61.9 4
Computer/Electronics Info Tech 47.7 10.6 58.3 5
Wood & Paper Materials 36.1 17.7 53.8 6
M |Business Svcs Industrial, Info Tech 5.0 48.3 53.3 7
E |Agriculture Consumer Staples 16.9 36.0 52.9 8
D |Forestry Materials -3.0 53.5 50.5 9
I |Metal Manufacturing Industrials 221 18.5 40.6 10
U |Food & Bev Consumer Staples 9.7 255 35.2 1
M JAccom & Food Consumer 6.5 244 30.9 12
Transport Industrials 18.3 10.5 28.8 13
Finance Financials 0.1 18.3 18.4 14
Oil Refining Materials -15.0 28.7 13.7 15
L |Utilities Utilities 0.0 6.1 6.1 16
O |Trade * Consumer 4.9 0.0 4.9 17
. P W JRecreation Consumer Discretionary 1.3 0.0 1.3 18
Source: Statistics Canada’ Education & Health Consumer Discretionary -4.3 54 1.1 19
/NdUSffy Canada/ aBC Construction Industrials -10.8 0.0 -10.8 20




CIBC WoRLD MARKETS INC.

Economic Insights - April 29, 2010

Governments Plot Strategic Withdrawal
Warren Lovely

After engineering a massive fiscal offensive in 2009,
and keeping up the fight against recession in 2010,
governments will soon be eying a strategic fiscal
withdrawal. More than simply letting stimulus measures
run their course, governments will swing to outright
restraint. Fiscal retrenchment will take varied forms at
the federal and provincial levels, but the outcome is the
same; come 2011, governments will exert a major drag
on growth, setting the stage for a below-consensus
GDP tally and arguing for a more restrained monetary
tightening response than the market currently fears.

The International Context

With the lightest net debt burden in the G7, Canada has
greater flexibility to go slow on deficit reduction. But the
country’s fiscal discipline is surpassed by few, and Canada
looks to be one of the most aggressive countries when
it comes to tackling a structural deficit. Heavily debt-
laden, the US could see a larger one-year improvement
in its structural deficit (Chart 1), but that would still leave
it with a structural deficit nearly five times as large as
Canada. Notably, Canada is the only G7 nation on track
to eliminate its deficit by 2015.

Path Back to Balance

Just how much restraint lies ahead? Fiscal 2009 saw a
record one-year deterioration in the combined federal-

Chart 1
Canada Moves Aggressively on Deficit
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Chart 2
Restraint Follows 2009 Deficit Explosion

4 Chg in Fed-Prov Budget Balance, % of GDP
3 Fcst
—_

2

(0]

-1 1
-2
-3 1
-4
-5 FYo9 —
-6 -

FY87 90 93 96 99 02 05 08 11 14

provincial budget balance, equivalent to more than 5%-
pts of GDP (Chart 2). Having seen the combined deficit
explode to $88 billion, most governments are now setting
their sights on a return to balance within 3-5 years (Table
1). Given a commitment to stimulus, official projections
suggest little progress on deficits in 2010/11, with more
meaningful steps projected thereafter. At $30 billion, the
reduction in the combined deficitin 2011/12 is equivalent
to 1.8%-pts of GDP—the biggest one-year improvement
since the mid-1990s era of ultra-restraint.

Table 1
Timeline of Deficit Elimination

2010/11 Balance Deficit Eliminated

C$bn % of GDP| Fiscal Yr #Yrs
BC -1.7 -0.9 2013/14 4
Alta -4.7 -1.8 2012/13 3
Sask* -0.6 -1.1 NA NA
Man -0.5 -1.0 2014/15 5
Oont -19.7 -3.3 2017/18 8
Qué -4.5 -1.4 2013/14 4
NB -0.7 -2.6 2014/15 5
NS -0.2 -0.6 2013/14 4
PEI -0.1 -1.1 2013/14 4
N&L? -0.2 -0.8 NA NA
Federal® -49.2 -3.1 2014/15 5

Based on 2010 Budgets

1. Budget projects General Revenue Fund surplus of $20mn
2. Budget plan shows deficits thru 2012/13

3. Residual deficit in 2014/15 (0.1% of GDP)
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Economic Recovery Buoys 2010/11 Outlook

But changes in official budget balances don't tell the
whole story. A recovering economy is a big part of the
fiscal improvement governments now anticipate. To the
extent more robust growth buoys revenue and reduces
unemployment and social program payments, a smaller
deficit needn’t be viewed as a drag on growth.

After 2009's acute weakness, 2010 is ushering in a
welcome return to growth. After languishing in the 2-
2%2% range for much of last year, the consensus forecast
for 2010 real GDP growth has moved up smartly in recent
months (Chart 3). CIBC currently anticipates 3.1% real
growth for Canada this year, and the Bank of Canada is
even more bullish, at 3.7%.

Budget projections imply a 2%2% national growth pace
in 2010, which is increasingly conservative relative to the
new and improved outlook for real GDP. There's even
more upside on nominal GDP (Table 2). Should Canada’s
economy performmorein-linewith ourthinking, sensitivity
analysis suggests federal-provincial governments could
see roughly $7-10 billion in fiscal upside relative to plan.
That would allow for swifter progress on deficits but still
leave a cyclically-adjusted shortfall to be corrected.

Extraordinary Programs: From Stimulus to Drag

The expiration of temporary stimulus programs will go a
long way towards correcting imbalances, accounting for
40% of Ottawa’s back-to-balance strategy. Extraordinary
federal stimulus, and related provincial programs,
provided a $62 billion boost to the economy, the majority

Table 2
Conservative Growth Forecasts for 2010

Real GDP Nominal GDP

Y/Y % Chg O9E 10F 11F O9E 10F 11F
Provincial Forecasts

BC -2.7 2.2 2.3 -5.0 4.5 4.7
Alta -2.5 2.6 2.9 -17.5 7.9 7.6
Sask -1.6 2.6 3.3 -12.5 3.8 10.0
Man -0.9 2.5 3.0 -0.2 4.0 4.6
ont -3.4 2.7 3.2 -3.5 4.4 5.0
Qué -1.4 2.3 2.6 -0.4 4.0 4.5
NB -0.5 1.7 NA 1.0 3.9 NA
NS 0.2 1.9 1.2 -1.0 4.4 2.7
PEI 0.5 1.9 NA 0.6 2.8 NA
N&L -8.9 4.0 3.1 -26.7 10.9 8.9
Canada Forecasts

Provincial® -2.6 2.5 2.8 -6.2 4.9 5.4
Federal -2.5 2.6 3.2 -4.6 4.9 5.4
CIBC? -2.6 3.1 2.5 -4.5 6.6 5.4

1. Weighted average of individual provincial forecasts
2. CIBC's current national forecast
Source: Provincial budgets, CIBC

of which was accounted for in fiscal 2009/10. Gauging
the contribution to growth requires converting stimulus
to a calendar year basis, and also controlling for when
the money is actually spent.

We estimate that, on a calendar year basis, a little less
than $20 billion of the stimulus was spent in 2009,
providing a roughly 1% contribution to GDP growth.
With outlays ramping up in 2010, there looks to be
an even larger contribution to growth in 2010 (1.3%).
Turning the stimulus taps off will take roughly 2%-pts
out of GDP growth in 2011 (Chart 4), removing the fuel
that has seen today’s economic fire burn so brightly.

Chart 4
Stimulus Withdrawal A Major Drag
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Era of Belt-Tightening Looms

Stronger growth and stimulus withdrawal aren’t enough,
forcing governments to do more to close the budget
gap. A host of revenue measures have been unveiled,
including increases in sales, tobacco, alcohol and fuel
taxes, new or increased health premiums and user fees,
and delayed corporate and personal tax cuts. But the real
focus of restraint is on the expenditure side.

After a decade of growing program outlays at a 7%
average rate, Ottawa’s five-year fiscal plan hinges on a
slowdown in spending growth to less than 2% (Chart 5).
With provincial transfers slated for 4% growth, the plan
banks on reduced employment insurance outlays and
a roughly flat profile for “other” programs—national
defence and other discretionary spending which currently
comprise one-half of all program outlays.

Provincial governments aim to limit total spending growth
to less than 2% over the three-year period starting in
2011/12 (Chart 6). That's barely a third of 5%-plus pace
averaged during the pre-recession period, when provinces
were flush with cash.

Substantial spending restraint could be tough to achieve,
given provincial responsibility for health and education.
Expenditure reviews, efficiencies and the consolidation
of organizations will achieve savings. But in most cases,
serious progress requires taking a tough line on wages—
little to no growth for upcoming collective agreements—
and sizeable reductions in public sector headcount—as
much as 10%. Public sector workers will be asked to do
more for a declining real wage rate, raising the prospect
of union backlash and potential service disruptions.

Chart 5
Ottawa Puts Spending on Slower Track

Chart 6
Provincial Spending Growth To Be Tamed
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What a Drag

During the 2000s, government spending contributed
an average 0.8%-pts to annualized GDP growth,
accounting for fully 40% of the country’s growth. That
direct contribution soared to 1.5%-pts in the past year,
the biggest public sector push since the 1970s when
Canada’s social fabric was being built. The public sector
share of employment has also been marching steadily
higher (Chart 7).

But all that is about to change. With stimulus expiring,
real program spending flat to falling, and public sector
jobs being cut, the Canadian economy will be loosing
an important driver of growth. The fiscal restraint won't
be as severe as that witnessed in the mid-1990s, but
nonetheless signals downside risk to growth in 20711
and reduced prospects thereafter. Fiscal tightening also
means Carney et al will be going slower on rate hikes in
2011 than the market currently expects.

Chart 7
Government Contribution to Jobs, Growth
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Yuan Revaluation: Not Necessarily Bad for China
Krishen Rangasamy

It's difficult, these days, arguing that the yuan is not
undervalued. The widely publicized large current account
surpluses and bulging foreign exchange reserves in China
suggest otherwise and continue to provide fodder to
critics of Beijing’s exchange rate policy. While a revaluation
of the yuan seems inevitable, given the necessity to
rebalance the global economy, a change in Beijing'’s
currency policy need not be detrimental to China.

Why Rebalancing Growth is Important

In fact, a revaluation of the yuan could get China to a more
sustainable growth model faster. While China’s rise to
export prominence was made possible by relatively cheap
labour, the latter won't last forever, given the rising domestic
wages and the ascent of other low-cost centres (such as
Bangladesh and Vietnam). Note also that consumers are
still a small part of the economy relative to traditional
powerhouses like the US, Japan and Germany (Chart 1).
Strengthening its economic base by stimulating domestic
consumption further, while not relying too much on exports,
is a plus for sustainability of growth. An appreciation of the
yuan goes in that direction, with resources being shifted
from exporters to consumers who will be benefiting from
lower import prices and more choice.

Implications for Trade

The potential harm to exporters, wouldn't be as dramatic
as feared. Any appreciation of the yuan will result in a
less-than-proportionate increase in the dollar price of
a Chinese product in the US. That's because only the

Chart 1
China's Consumption Base Well Below OECD

domestic component of the product will be impacted
(e.g. the value-added by the producer, reflecting factors of
production in China). The foreign component of the price,
namely the input prices (such as imports from suppliers),
and US costs (like shipping, retailing, and advertising) will
be unaffected. Of course, that's assuming that supplier
countries like Japan and other Asian nations do not let
their currencies appreciate as steeply as the yuan against
the US$, a reasonable assumption given policies during
the last yuan revaluation.

Numerous studies' have noted that the domestic content
of Chinese exports is between 35-55%. Even assuming
the upper-bound of that range, a yuan revaluation of
similar magnitude to the one seen from July 2005 to
July 2008 (i.e. 17% appreciation) would, at worst, raise
the price of imports from China by 9%, not significant
enough to cripple China’s overall exports, especially
considering that any appreciation will be spread out over
several years.

That might explain why China coped well the last time
the yuan was revalued. Trade remained relatively healthy
during the 2005-2008 unpegged period, with exports to
Asia nearly doubling and sales to North America soaring
70%, while exports to other regions were even more
impressive, helped by the yuan’s competitiveness (Chart
2). If history is any guide, a small appreciation is unlikely
to have major detrimental impacts on China’s export
market share.

Chart 2
Chinese Exports Performed Well the Last Time
the Yuan Appreciated
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FX Reserves Accumulation and Asset Price Bubbles

Maintaining the peg has meant that the People’s Bank
of China has had to buy US$ and sell the yuan, not
only contributing to the impressive accumulation of
foreign exchange reserves, but also causing domestic
money supply to soar (Chart 3). That liquidity, together
with speculative capital inflows, is fueling inflationary
pressures, particularly in the bubbly housing market.

The PBoC has already raised reserve requirements and
imposed restrictions on loans for home purchases and
the next step is naturally to raise interest rates. But
higher rates would encourage even more capital inflows,
which would complicate efforts to rein in asset prices.
Allowing the yuan to appreciate, after strengthening
capital controls, would help limit speculative flows
and reduce the need for abrupt rate hikes to contain
inflation. Keeping rates low, while controlling bubbles
using alternative measures, will continue to support
consumption and investment in productive projects, an
important element in rebalancing global growth towards
stronger Chinese domestic demand.

Moreover, a stronger yuan, over the longer term, will help
reduce the rate of foreign exchange reserve accumulation
as China runs smaller current account surpluses, lessening
the need to invest in US Treasuries. The latter are not
expected to provide stellar returns in coming years, given
the amount of supply that will come on the market as the
US attempts to finance its massive budget deficits.

Ripple Effects Beyond China

The appreciation of the yuan will invariably impact foreign
markets, with varying consequences. America, widely
viewed as the main beneficiary of a stronger yuan, may in

Chart 3
Reserve Accumulation Contributes to Inflation

fact not immediately see the benefits. In addition to the
expected increase in Treasury yields as Chinese demand
for US debt wanes, the long-awaited improvement
in the US trade balance with China might take some
time to materialize. America may substitute the more
expensive Chinese imports with products from other low
cost centres. Moreover, a yuan appreciation may cause
commodity prices to take off, as was the case the last
time China let its currency appreciate, raising America’s
bills for commodities over the near to medium term.

Rebalancing the global economy evidently entails a
reduction in the US current account deficit. The declining
trade weighted US$ since 2002 has helped in that
endeavor, but it was mostly the euro, yen, C$ and A$
doing the heavy lifting (Chart 4). A revaluation of the
yuan will diminish the pressure on those other currencies
to appreciate, giving the export sector in their respective
economies a well-needed shot in the arm.

All told, the inevitability of a stronger yuan does not
necessarily suggest a sudden marked slowdown in
Chinese and global growth. We suspect that revaluation,
as in the 2005-2008 period, will only happen gradually,
with a 3-5% yuan appreciation per year, which would
have minimal negative impacts on Chinese trade and
hence employment. Chinese authorities could facilitate
the rebalancing of the global economy even further,
by accompanying the yuan revaluation with continued
expansionary fiscal and monetary policies, giving a nudge
to the world'’s greatest hope, Chinese consumers.

1: "How Much of Chinese Exports Is Really Made in China?” by Koopman et al.
(March 2008); “Estimates of U.S.-China Trade Balances in Terms of Domestic
Value-Added” by Lau et al. (October 2006); “US Direct Investment in China” by
Fung et al. (2004), “The Estimation of Domestic Value-Added and Employment
Induced by Exports” by Chen et al. (June 2001)
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ECONOMIC UPDATE

CANADA 090Q4A 10Q1F 10Q2F 10Q3F 10Q4F 2009A 2010F 2011F
Real GDP Growth (AR) 5.0 5.7 2.5 2.3 1.7 -2.6 3.1 2.5
Real Final Domestic Demand (AR) 4.6 4.3 3.0 2.7 2.4 -1.7 3.7 2.1
All Items CPI Inflation (Y/Y) 0.8 1.6 1.8 2.3 1.9 0.3 1.9 2.1
Core CPI Ex Indirect Taxes (Y/Y) 1.6 1.9 1.8 1.9 1.9 1.8 1.9 2.0
Unemployment Rate (%6) 8.4 8.2 8.1 8.2 8.2 8.3 8.2 8.1
U.S.

Real GDP Growth (AR) 5.6 3.0 4.2 1.6 0.5 -2.4 3.0 2.5
Real Final Sales (AR) 1.7 1.7 3.5 1.5 0.7 -1.7 1.9 2.4
All Items CPI Inflation (Y/Y) 1.4 2.4 1.8 15 1.2 -0.4 1.7 2.0
Core CPI Inflation (Y/Y) 1.7 1.4 1.0 1.0 0.9 1.7 1.1 1.6
Unemployment Rate (%) 10.0 9.7 9.8 9.9 9.8 9.3 9.8 9.4

CANADA

We've upgraded our GDP growth forecast for the first quarter to 5.7% based on stronger than expected
economic data, which raises marginally our forecast for 2010 as a whole to 3.1%. However, we're maintaining
our call for below-trend growth over the second half of the year, as a US-led slowdown, fading fiscal stimulus
and monetary tightening by the Bank of Canada, all bite into output, resulting in a sticky unemployment rate
near current levels. Core and headline inflation will remain close to the BoC's 2% target, as the still-large amount
of economic slack and pass through from a strong C$, cap prices this year and next.

UNITED STATES

While there is no doubt that the US recovery is progressing, we continue to expect that the pace of economic
growth will begin to slow significantly as we head into the second half of the year. Nonfarm payrolls are finally
climbing again, but monthly job gains are not expected to be large enough to bring the unemployment rate
down materially until later in 201 1. Year-over-year headline inflation is still above 2%, but core inflation is likely
to drop below 1% by the end of the year due to outright deflation in the housing component of the consumer
price index. Growth concerns continue to trump inflation worries in the US, giving the Fed all the room it needs
to keep rates on hold until early next year.
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