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LOONIE TUNES — UNDERSTANDING THE RALLY IN
THE CANADIAN DOLLAR AND ITS CONSEQUENCES

Executive Summary

The roughly 20 per cent rise in the value of the Cana-
dian dollar against the U.S. currency was a dominant eco-
nomic story last year and it will continue to rivet our at-
tention in 2004. The effects of last year’s currency appre-
ciation have not yet fully played out. Further, we can ex-
pect continued volatility in the months ahead. This paper
examines where the Canadian dollar will be heading and
the implications for the economy, the business sector, in-
vestors and monetary and fiscal policy.

The main findings are:

¢ There is nothing remarkable about the current value of
the Canadian dollar, as it is within a range of what could
be considered “fair value”.

¢ Itisthe speed of adjustment from the “undervaluation”
of recent years that is remarkable and unprecedented.

* Economic theory does not permit precise conclusions
on where the Canadian dollar should be. Various ap-
proaches suggest a “fair value” range from 72 to 84
U.S. cents, but actual values can deviate from these
valuations for long periods and the “fair value” meas-
ures change over time.

* TD Economics forecasts the Canadian dollar to end
2004 at 79 U.S. cents, but trade in a volatile fashion
over the year within a band of 74 to 82 U.S. cents.
However, in such volatile markets, companies and in-
vestors should consider various scenarios rather than
relying on any particular forecast. On the basis that
concerns over the U.S. savings imbalance will push the
greenback down further, one scenario should
contemplate a further rise in the Canadian dollar.

* Over time, a stronger value of the Canadian dollar
should be a plus for our economy, encouraging greater
capital accumulation. However, in the near term, it
poses hurdles. Economic models suggest a hit of 1 to 5
percentage points off real output growth in each of the
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TD ECONOMICS FORECAST

Real Gross Domestic Product Growth in 2004

Growth in Potential Real Gross Domestic Product 3.0%
Extra Lift from U.S. Surge 0.8%
Extra Lift from Commodity Price Surge 0.7%
Net Result of Above: 4.5%
Drag from Exchange Rate Appreciation -2.0%
Growth Forecast: 2.5%

Forecast by TD Economics as at February 2004

first 2 years of adjustment to a 20 per cent rise in the
Canadian dollar. The impact on real output and profits
differ sharply by sector, with exporters and those fac-
ing competition from U.S. imports suffering, while
Canadian importers benefit.

Canadian companies have not taken full advantage of
the various mechanisms to insulate their bottom line
from currency fluctuations. Similarly, while Canadian
investors have been moving more of their portfolio into
foreign markets, they have not paid adequate attention
to the impact of currency swings.

The stronger value of the Canadian dollar has facili-
tated lower interest rates in Canada because the appre-
ciation has direct and indirect effects that will push in-
flation below the Bank of Canada’s 2 per cent target.

The stronger Canadian dollar has also added to the chal-
lenges of fiscal authorities by lowering their tax bases
through weaker real output and lower inflation. Lower-
than-otherwise interest rates are only a partial offset.
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Is there a natural or “fair value” anchor for the Canadian
dollar in the long run

The trading range for the Canadian dollar over the past
3 decades, from above parity relative to the U.S. cur-
rency to a low of just above 60 U.S. cents, lends cre-
dence to one school of thought, according to which the
“fair value” of the dollar is wherever markets put it at
any given moment.

Yet, there are some economic benchmarks that can be
used to gauge whether markets may be missing some-
thing. One is the concept of Purchasing Power Parity
(PPP)—the level of the exchange rate that would equal-
ize the price of a representative basket of goods in dif-
ferent countries. Estimates of Canada’s PPP are in a
range of 80 to 85 U.S. cents, suggesting that the dollar
is still “undervalued”.

In a 1995 paper, the C.D. Howe Institute applied the
concept of the Fundamental Equilibrium Exchange Rate
(FEER) to Canada — the level of the exchange rate that
is consistent with full employment and a sustainable
path for the current account. At the time, the FEER
was pegged at 68-72 U.S. cents. Today, that value would
certainly be higher, reflecting the fact that Canada is
running a current account surplus despite the stronger
dollar.

The Bank of Canada has developed an explanatory
equation for the exchange rate, driven principally by
Canada-U.S. short-term interest rate spreads and com-
modity prices. It predicts a Canadian dollar around 72
U.S. cents.

In short, economic principles can narrow the range, but
not a lot. They suggest that the Canadian dollar’s “fair
value” is between 72 and 84 U.S. cents. However, these
tools have not had a great track record as near-term
predictors of the currency’s path.

Where will the Canadian dollar go over the next year?

Recognizing that there are two sides to every exchange
rate, we first look at prospects for the U.S. currency.
Investors’ concerns over the so-called “twin deficits”
in the U.S. will keep the U.S. dollar moving down
against most flexible currencies. However, the pres-
sure may be fairly light in 2004, as the U.S. records
one of the stronger growth rates around the world and
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APPROACHES TO AN ANCHOR FOR THE DOLLAR

Market View No anchor
Productivity Gap: Canada/U.S. 0.80-0.89
Total Labour Compensation Gap: Canada/U.S. 0.84
Purchasing Power Parity (PPP)

Statistics Canada 0.83-0.85

OECD 0.84

IMF 0.845
Fundamental Equilibrium Exchange Rate (FEER)* 0.68-0.72
Bank of Canada Equation 0.72
Big Mac PPP (The Economist) 0.85
Latté PPP (The Economist) 0.82

* As estimated by the C.D. Howe Institute in 1995.
It would undoubtedly be higher now.

attention increasingly turns to the Federal Reserve
Board, which will be raising U.S. interest rates. We
expect the U.S. dollar to fall a further 5 per cent on a
trade-weighted basis over the course of 2004.

With a current account surplus, strong and rising com-
modity prices, fiscal balance, low inflation and sound
domestic economic fundamentals, the Canadian dollar
should benefit from the downward pressure on the U.S.
currency. We expect the Canadian dollar to end 2004
at 79 U.S. cents.

However, the path to that end point will be full of sharp
turns. We expect the trading range over the remaining
11 months of the year to be from 74 to 82 U.S. cents.
The rise above 80 U.S. cents is likely to take place dur-
ing the first half of the year, before the Federal Reserve
Board begins raising interest rates.

The range of publicly-available Canadian dollar fore-
casts is even wider, from 73 to 90 U.S. cents. The mes-
sage is clearly that it is important for businesses to con-
sider a wide range of scenarios and examine opportu-
nities to reduce exposure to exchange rate fluctuations.

Economic impact of the stronger loonie

* Models used by private sector forecasting firms, the

Department of Finance and the Bank of Canada pre-
dict anything from a 1 to 5 percentage point annual
reduction in GDP growth during the first 2 years of the
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adjustment to the loonie’s 20 per cent gain.

Many forecasters are not factoring in the full extent of
the downward hit predicted from their models. Some
argue that many companies built their plans on the ex-
pectation that the dollar would not remain in the low
60 U.S. cent range. As a result, only part of the actual
appreciation is a “shock”. Further, the import content
in Canadian exports has risen greatly since the last large
appreciation in the late 1980s and many more compa-
nies have “financial” and “natural” hedges against cur-
rency movements. A fairly typical result is a 2 percent-
age point hit to real GDP growth both in 2003 and 2004.

TD Economics expects real GDP growth in Canada for
2004 to be 2.8 per cent. In its most reduced form, this
would be consistent with almost 5 per cent growth on
the basis of the strong U.S. economy, low interest rates,
and firm commodity prices, offset by a roughly 2 per-
centage point drag from the strengthening of the Cana-
dian dollar since early 2003.

Exporters who have little import content, such as the
paper and forest products manufacturing sector, will
be hit the hardest. Firms that are in tight competition
with imports will also feel the blow as import prices
fall. The hit will be greater for goods than services,
although tourism-related sectors will feel the pain.
Commodity producers will see their bottom lines
squeezed by the stronger dollar, but most have experi-
enced at least a full offset through stronger commodity
prices.

Ontario and Quebec will be hit the hardest, given the
trade orientation of their large manufacturing sectors
towards the United States. The resource-based prov-
inces of the West and the Atlantic will be partially
shielded by strong commodity prices and their lesser
dependence upon exports to the United States.

Weighing the 20 per cent rise in the dollar by the im-
port share in the CPI would suggest that the apprecia-
tion should reduce consumer prices by 4 per cent. How-
ever, just as we did not witness the full extent of the
pass-through from the currency depreciation of the
1990s to inflation, it is unlikely that we will see the full
impact of the appreciation on the CPI. Nevertheless,
the stronger dollar is an important element in our ex-
pectation that the core rate of inflation will fall as early
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as January 2004 to around 1.5 per cent, and remain
below the Bank of Canada’s target of 2 per cent until
late 2005.

What should corporations be doing about the stronger
dollar?

Some corporations will require aggressive cost cutting
to be competitive with a dollar in its current range.
However, as the dollar is still below estimates of PPP
and what would be implied by the productivity gap be-
tween Canada and the United States, on balance the
adjustments will not need to be dramatic. But profit
margins will be squeezed to the point that little overall
corporate profit growth should be anticipated in 2004.

Companies can shield themselves from some exchange
rate volatility through hedging strategies. By using fi-
nancial contracts, like forwards and options, they can
essentially agree to sell U.S. dollars in the future at a
specified exchange rate. Depending on the amount of
expected revenues protected by the contract, the loss
from future export earnings due to a stronger Canadian
dollar can be offset by the gain on the sale of U.S. dol-
lars.

The use of financial hedging tools is spotty in the Ca-
nadian corporate world, particularly for small and me-
dium-sized enterprises. It may be that few anticipated
such a dramatic rise in the Canadian dollar. It may be a
lack of awareness of the available hedging strategies.
Or, it could be a misinterpretation of hedging as a form
of speculation, rather than as a form of insurance. Nev-
ertheless, the recent and expected future volatility in
the exchange rate is a case study in why hedging should
be considered by any export-oriented business, regard-
less of size. It must be noted, however, that hedged or
not, the company must still ultimately be able to com-
pete at whatever level of the dollar prevails. What hedg-
ing ultimately provides is additional time to adjust to
the exchange rate swings.

What should investors do about the stronger loonie?

As the cap on foreign property in registered savings
plans has been lifted from 20 to 30 per cent, many Ca-
nadians have been increasing the share of their portfo-
lios invested outside of Canada. About 60 per cent of
the foreign allocation is in the U.S. market. Many in-
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vestors probably gave little thought to exchange rate
considerations. To the extent that they did, they may
have considered that the steady decline in the Cana-
dian dollar during much of the 1990s just made invest-
ing in the U.S. that much more attractive.

* The sudden change in the relative values of the Cana-
dian and U.S. dollars has no doubt come as a shock to
many Canadian investors. It has meant that much of
the stellar return in 2003 on U.S. stock markets has
been offset by the loonie’s appreciation.

* The message is that exchange rate movements must be-
come an important consideration in the investment de-
cisions of Canadians. The U.S. economy will outper-
form Canada’s this year, and as a result, U.S. equity
markets may do better than ours. But a 5 per cent de-
cline in the value of the U.S. dollar against the Cana-
dian dollar could wipe out any advantage. Expecta-
tions for a further strengthening in the Canadian dollar
may also make Canadian bonds more attractive than
their U.S. counterparts, limiting the rise in Canadian

point they will gradually start to move interest rates
higher. On the other hand, if growth appears set to fall
below the 3 per cent pace anticipated for the first half
of 2004 and the 3 % per cent clip expected for the sec-
ond half of 2004, and/or disinflation pressures appear
stronger than expected, the Bank will likely cut rates
again after March. The extent of the downside risk is
probably another 50 basis points beyond March, tak-
ing the overnight rate below the low point of 2.0 per
cent recorded in 2001.

The path of the Canadian dollar will continue to influ-
ence the Bank of Canada’s interest-rate decisions, not
because the Bank is targeting any particular level for
the Canadian dollar, but because the exchange rate is
an important determinant of Canada’s inflation rate. If
sustained for any meaningful period of time, a move
above 80 U.S. cents would likely bring further rate cuts
beyond March, as this would represent another impedi-
ment to inflation returning to the Bank’s target.

What are the implications of the stronger loonie for

bond yields in the coming year. fiscal policy?

What are the implications of the stronger loonie for * The federal government finds itself in the tightest fis-

monetary policy?

* Asthe stronger Canadian dollar exerts downward pres-
sure on inflation it is leading to lower interest rates
than would otherwise be the case.

¢ The Bank of Canada, like TD Economics, feels that at
the levels of interest rates prevailing at the beginning
of 2004, there would be a shortfall between actual and
potential output well into 2005. As a result, the core
rate of inflation will be below the 2 per cent target until
late next year. That is why the Bank of Canada cut its
overnight rate by 25 basis points on January 20". We
believe that the Bank will also cut its policy rate on
March 2.

* The Bank of Canada’s interest-rate policy beyond that
point will depend on incoming indicators of economic
growth and inflation. If the data are consistent with the
latest Bank of Canada forecasts — which are uncannily
similar to those of TD Economics — we expect that the
Bank will then be on hold until late 2004, at which
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cal squeeze since 1997-98 and many provinces have
swung back into deficit. The stronger Canadian dollar
bears part of the blame, although we cannot resist the
dig that several governments were warned that if they
let their spending continue to rise rapidly, they would
find themselves vulnerable should the economy sof-
ten.

The tax bases of all governments have been weakened
by the hit from the dollar on both real output and price
levels. Everything else equal, the dollar’s impact on
nominal income would lower both federal and total
provincial revenues by about $10 billion each for 2004-
05. Again, the manufacturing powerhouses of Ontario
and Quebec would be hit particularly hard. Of course
there is a considerable offset from the stronger U.S.
economy, higher commodity prices, lower interest rates,
and particularly for the federal government and On-
tario, high profits in the financial services industry.

Don Drummond 416-982-2556
Marc Lévesque 416-982-2557
Craig Alexander 416-982-8064
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LOONIE TUNES — UNDERSTANDING THE RALLY IN
THE CANADIAN DOLLAR AND ITS CONSEQUENCES

The unprecedented rally in the Canadian dollar was
arguably the economic event of 2003, and its consequences
for the Canadian economy will be a dominant theme in
2004. From roughly 63 U.S. cents at the end of 2002, the
currency rocketed to more than 78 U.S. cents before pull-
ing back to slightly above the 75 U.S. cent mark. And, not
surprisingly, that dramatic appreciation generated concerns
about the impact of the higher value of the currency on the
overall economy, on specific industry sectors, on inves-
tors’ portfolio returns, and on monetary and fiscal policy.

The problem with the loonie’s flight is not the level to
which it has risen per se. It has been in 75-80 cent terri-
tory before. In fact, for the better part of the 1980s and a
good part of the 1990s, the loonie was close to, or above,
the current level. And, with the exception of the early 1990s
when the loonie surged to almost 90 U.S. cents, the ex-
change rate did not appear to be much of a roadblock for
Canadian companies.

Moreover, the real appreciation in the value of the dol-
lar is less than it may first appear. The nominal exchange
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CANADIAN DOLLAR
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rate tells only part of the story, because it does not ac-
count for differences in relative price levels across coun-
tries — which is just as important for competitiveness. That
is captured by the real exchange rate — that is, the ex-
change rate adjusted for relative cross-border price lev-
els. By this measure, the Canadian dollar is still lower
than it was at any time during the 1980s, and is lower than
at any time during the first seven years of the 1990s as
well. In other words, the currency today is only high rela-
tive to the exceptionally low levels of the past few years.

So, it is not the level of the exchange rate that is the
challenge, but rather the speed at which the currency has
appreciated. Never before have we witnessed a 20 per
cent appreciation in the currency’s nominal value over such
a short time span. Granted, the loonie has seen upward
movements of more than 20 per cent before. During the
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period from 1986 to 1991, the Canadian dollar went from
less than 70 U.S. cents to almost 90 U.S. cents — a gain of
almost 30 per cent. However, that occurred over a five-
year period. This time, the bulk of the adjustment oc-
curred within six months, with the currency building gradu-
ally on its gains in the following six months. And, be-
cause of the short time span — just 6 to 12 months, which
is too brief a period in which to see any meaningful change
in relative price levels — virtually all of the movement in
the nominal exchange rate has translated into an equiva-
lent rise in the real exchange rate. Without doubt, this has
created a whole new reality for Canadian consumers, busi-
nesses and investors — one with which they will be grap-
pling for some time to come.

Some may object that this is not really a story of Cana-
dian dollar strength, but rather one of U.S. dollar weak-
ness. To some extent, that is true. Most other major cur-
rencies also appreciated against the U.S. dollar last year —
and some by more than the Canadian dollar. For example,
the Australian dollar appreciated by 34 per cent in 2003,
the New Zealand dollar was up by more than 25 per cent,
and, although the euro’s gain fell short of the loonie’s in
2003, the European common currency has rebounded by
52 per cent from its low in October 2000. Consequently,
the loonie is actually weaker now relative to the euro than
it was in early 2002. So, while there are some home-grown
factors that helped propel the loonie higher in 2003, by
and large, it is against the U.S. dollar that the currency has
taken flight.

All in all, however, it is the Canada-U.S. dollar ex-

G-7 CURRENCIES VERSUS U.S. DOLLAR
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Source: Federal Reserve Bank of New York
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CANADIAN DOLLAR VS. U.S. DOLLAR
Nominal and Real Exchange Rates
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Source: Statistics Canada

change rate that matters, because Canada’s trade is over-
whelmingly with the United States. Regardless of what
happened to the exchange rates with the other currencies,
the Canadian dollar’s gains against its U.S. counterpart
will require significant adjustments — which raises a host
of other questions. Foremost, what will be the fallout from
a stronger dollar on the economy and various industries?
What are the implications for monetary and fiscal policy?
And, how will investors be affected by a higher exchange
rate? Those are the questions that we will attempt to an-
swer in this report. But first, we need to address where
the Canadian dollar is headed from here, and the best start-
ing point is to anchor the analysis with an assessment of
the long-term fair value of the loonie.

I. Long-term value of the Canadian dollar

Dramatic swings in the Canadian dollar over the last
several decades have created considerable debate about
the Canadian dollar’s “fair value”. From parity with the
U.S. dollar in the early 1970s, the Canadian dollar gradu-
ally lost about 20 per cent of its value by the time the
1980s rolled around. After temporarily dipping below the
70 U.S. cent threshold in the mid-1980s, it surged to al-
most 90 U.S. cents only a few years later, as the Bank of
Canada aggressively tightened monetary policy. The Asian
financial crisis in 1997-98 sent the loonie tumbling back
below the 70-cent threshold. More recently — in October
2002 — it reached an all-time low close of 61.90 U.S. cents.
Then, in early 2003, the currency snapped back with a
vengeance, climbing by more than 15 per cent in less than
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6 months. Building on these gains, it reached a recent
peak of 78.80 U.S. cents in early January 2004. Through-
out these gyrations, financial market pundits and econo-
mists have debated what represents a sustainable long-run
exchange rate. And, while there was a consensus that the
loonie was “undervalued” below 63 U.S. cents, there was
no agreement on the currency’s fair value. And, that is not
surprising because in economic theory there is no univer-
sally accepted measure of long-term equilibrium for the
exchange rate.

Approach 1: There is no long-run equilibrium

The simplest view — and one that does have its propo-
nents — is that a currency is worth whatever foreign ex-
change markets say it is worth. After all, the function of
any price set in free markets is to equilibrate supply and
demand, and since the exchange rate is nothing more than
another price, it is always at its fair value as long as for-
eign-exchange markets are free to function without im-
pediments. In the case of fixed-exchange-rate regimes, it
is obvious that currencies can be misaligned with their
fundamentals, and that this misalignment will be reflected
in an excess supply of, or excess demand for, a currency,
which must be dealt with by the central bank. But, in the
case of flexible exchange rates, relative currency values
are supposed to move in response to economic shocks,
and in so doing, prevent those shocks from spilling over
to other economic factors, such as real wages or employ-
ment. For example, during the Asian financial crisis, the
Canadian dollar fell in response to plummeting commod-
ity prices. That helped cushion the fallout on Canada’s
commodity exporters. Had the loonie not declined —
through direct central bank intervention to prop up the
currency, for example — the consequences for the Cana-
dian economy would have been more severe. So, the Ca-
nadian dollar did exactly what it should have done under
the circumstances. The main point is that since the Cana-
dian economy is always being buffeted by various shocks,
there is no long-term fair value for the currency and any
attempt to intervene to correct a perceived “disequilibria”
only creates more problems.

But, economic fundamentals do provide a anchor

Although the bulk of the view presented above is valid,
it is important to realize that the exchange rate is not just
any other price. For one, the currency is supplied by cen-
tral banks, and therefore, its value is directly tied to the
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course of monetary policy. Moreover, demand for the
currency is in large part a derived demand — people do not
purchase Canadian dollars for the sake of holding loonies,
but because they need the currency to purchase exports
and imports of goods, services and financial instruments.
And, the currency will adjust to equilibrate imbalances in
the external balance of payments. These imbalances may
not be sustainable in the long term, requiring — possibly
among other things — exchange-rate adjustments to help
correct them. Even if it is true that the currency is at its
unimpeded market price, its current level may not be sus-
tainable. It is in that sense that one can talk about a cur-
rency being “over” or “under” valued at any given point
in time.

One good example is the steady widening in the U.S.
current account deficit during the 1990s — a situation that
has still not been resolved. It was fairly obvious that the
current account shortfall could not continue to build in-
definitely and that, eventually, a currency realignment
would need to occur. Yet, the dollar did not begin to de-
cline until 2002. In that sense, one can say that during this
period the U.S. dollar became “overvalued” and the Ca-
nadian dollar, euro, and most other major currencies “un-
dervalued”, even though they were freely market-deter-
mined.

A similar argument could be applied to the sustainability
of monetary and fiscal policies. Ifa given course of policy
has led to a movement in the currency, but those policies
cannot continue in the long run, then a “fair value” for the
currency would be one that takes into account a shift in
the policy settings. For example, the sharp tightening in
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monetary policy and the resulting massive positive inter-
est-rate spreads of the early 1990s in Canada, which pushed
the exchange rate towards the 90 U.S. cent threshold, were
not sustainable. In this sense, the Canadian dollar became
“overvalued”. Similarly, the fiscal policy framework that
spooked international investors and sent the Canadian
dollar tumbling in the mid-1990s was not sustainable —
accordingly, one could argue that the loonie became “un-
dervalued”.

Another take on valuation refers to situations where
there is a clear and systematic link between a set of eco-
nomic variables and the exchange rate. In cases where the
value of the currency diverges too far from the levels im-
plied by the underlying variables, one can also speak of
currency misalignment. With respect to the Canadian dol-
lar, there is known to be a strong correlation between com-
modity prices and the exchange rate. One could argue
that too large a divergence between the values implied by
the underlying variable and the level of the exchange rate
could also be seen as implying over or under valuation.
In a sense, this is not truly different from the issue of
sustainability — the issue is really whether the exchange
rate can systematically diverge from its implied path or
not.

Approach 2: Purchasing Power Parity (PPP)

The most common and popular measure of a curren-
cy’s fair value is known as Purchasing Power Parity (PPP).
The idea behind PPP is that a currency’s value relative to
another currency should reflect relative price levels in the

RELATIVE PRICE LEVELS CANADA-U.S.*
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CANADIAN DOLLAR VS. U.S. DOLLAR
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two countries involved. More specifically, the “strong”
version of PPP suggests that the “fair value” of an exchange
rate is one that equates the price of a basket of goods and
services between two countries, when expressed in a com-
mon currency.

The reasoning is straightforward. If international trade
is unimpeded, the prices of individual goods should be
equal when expressed in a common currency — otherwise,
the price difference would be arbitraged away. Conse-
quently, the exchange rate should be equal to the ratio of
domestic to foreign price levels. As an aside, there is also
a “monetary” interpretation of PPP which holds that, since
the exchange rate is by definition the relative price of two
currencies, and since the price of any one currency is just
the inverse of the general price level, the exchange rate
must equal the ratio of domestic to foreign prices. On the
surface, this does have an intuitive appeal. For example,
if the exchange rate is at its “fair value”, it should cost the
same to purchase a good in Canada, or to convert the
amount into U.S dollars and purchase the same good in
the United States.

Unfortunately, PPP has a very weak record. Curren-
cies often deviate from their PPP values for extended pe-
riods of time. Only over very long time spans is there
anything even remotely resembling a tendency for the ex-
change rate to revert to the level implied by PPP. In the
case of Canada, for example, the exchange rate has been
systematically below its PPP level for the past 10 years,
and often significantly so. And, the nominal exchange
rate and the PPP level often head in opposite directions.
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For example, while the Canadian dollar was depreciating
during the better part of the 1990s, the PPP level was ap-
preciating, because Canadian inflation was below that of
in the United States. The recent rally in the Canadian dol-
lar has dramatically narrowed the gap between the nomi-
nal exchange rate and the estimate of PPP. However, few
would suggest that the Canadian dollar is bound to appre-
ciate solely because current estimates of PPP generally
imply a “fair value” exchange rate that is above its current
level.

That begs the question — what do estimates of PPP look
like? Interestingly, they tend to be rather tightly bunched
at about 82-85 U.S. cents. The OECD estimate is 84 U.S.
cents. One Statistics Canada estimate has it at about 83
U.S. cents, while the other puts it at 85 U.S. cents. The
IMF puts the dollar’s PPP value at 84.5 U.S. cents. Even
off-the-wall stabs at PPP-type relationships put the cur-
rency’s “fair value” in the same ballpark. The Economist
magazine’s Big Mac Index compares the price of a Big
Mac across countries, suggesting that since it is a homo-
geneous product, it should cost the same from one coun-
try to the next. The Canadian dollar’s PPP value accord-
ing to the Big-Mac index is 84.8 U.S. cents. A similar
approach, applied to the price of a Starbucks Latte — also
initiated by The Economist magazine — sets it at 82 U.S.
cents.

Surprisingly, even relative levels of productivity and
labour costs —which some see as providing a peek into the
fundamentals that drive relative price levels over the long
haul —tell a similar story. For example, data compiled by
the Centre for the Study of Living Standards establish that
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IS THERE AN ANCHOR FOR THE DOLLAR?
Market View No anchor
Productivity Gap: Canada/U.S. 0.80-0.89
Total Labour Compensation Gap: Canada/U.S. 0.84
Purchasing Power Parity (PPP)
Statistics Canada 0.83-0.85
OECD 0.84
IMF 0.845
Fundamental Equilibrium Exchange Rate (FEER)*
Bank of Canada Equation 0.68-0.72
Big Mac PPP (The Economist) 0.72
Latté PPP (The Economist) 0.82
* As estimated by the C.D. Howe Institute in 1995.
It would undoubtedly be higher now.

Canada’s level of labour productivity — real GDP per hour
worked — is between 80 and 89 per cent of that of the
U.S., depending on the measures used. Similarly, U.S.
total labour compensation costs as estimated by the U.S.
Bureau of Labour Statistics in U.S. dollars are 84 per cent
of comparable Canadian compensation costs expressed in
Canadian dollars. In other words, compensation costs
would be equal at an exchange rate of about 84 U.S cents.

Given its intuitive appeal, why does PPP not hold?
Perhaps the most obvious reason is that it implies that the
real exchange rate is constant. That may be a fair assump-
tion when the only adjustments required in the economy
are to shocks that are purely monetary in nature — for ex-
ample, differences in monetary policy that produce diver-
gences in inflation rates across countries. But often, the
real exchange rate needs to adjust in response to real
shocks. The sharp depreciation in the Canadian dollar
during the 1990s was also a real depreciation, with the
bulk of it coming through the nominal exchange rate. In
fact, of the more than 34 per cent depreciation in Cana-
da’s real exchange rate between late 1991 — when it hit its
peak — and late 2002, less than 8 percentage points came
from Canada’s lower rate of inflation.

There are also other reasons why one would not expect
PPP to hold. First, many goods and services that are in-
cluded in broad price indices are not traded, or even trad-
able, and therefore, are not subjected to cross-border price
equalization. Second, the composition of the price indi-
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ces may differ across countries, so that even if the prices
of individual goods were equalized in common currency
terms, the broad indices would not be. And, finally, there
may be tariffs, taxes and transportation costs that prevent
prices from equalizing across borders.

One attempt to get around some of these problems has
been to use relative unit labour costs rather than domestic
price indices as a gauge of competitiveness, on the as-
sumption that exchange rates adjust to help maintain a
country’s competitive stance. In other words, a country
that experiences sharply rising unit labour costs will see
its currency depreciate to maintain its competitive posi-
tion. Unfortunately, relative unit labour costs have not
been much better in explaining movements in the Cana-
dian dollar, even over the longer term. Indeed, for the
better part of the 1990s, Canadian unit labour costs, like
the CPI, were rising more slowly than in the U.S., and the
loonie was depreciating nonetheless.

Some have even gone as far as to use relative unit la-
bour costs in the manufacturing sector alone to establish a
"fair value" for the Canadian dollar. However, there are
huge problems with this approach. For one, manufactur-
ing covers only part of Canada's tradable goods sector.
Limiting the focus to manufacturing ignores the bulk of
the resource sector, which accounts for a large share of
Canada's exports. In addition, aggregate measures of rela-
tive unit labour costs in manufacturing are heavily skewed
by a few high-productivity sectors in the U.S. — high-tech
comes to mind — that are weighted more heavily south of
the border. In fact, aside from those sectors, Canada's pro-
ductivity performance in manufacturing is not meaning-
fully out of line with that of the United States.

Finally, even the “weak” version of PPP — which im-
plies that changes in the exchange rate should follow rela-
tive inflation rates — does not tend to hold except across
very long time spans. Again, Canada is a case in point.
As mentioned above, Canada’s inflation rate has been
lower, on average, than that of the United States over the
ten years to 2002 — 2.5 per cent for the U.S. and 1.6 per
cent for Canada. However, the currency, instead of appre-
ciating, actually went the wrong way.

All told, while PPP may have considerable intuitive
appeal, it is of little practical use in predicting where ex-
change rates are headed.

Canadian Dollar and Its Consequences
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Approach 3: Fundamental Equilibrium Exchange Rate

Another attempt to come to grips with the idea of a
currency’s “fair value” is the concept of a Fundamental
Equilibrium Exchange Rate (FEER). In a 1995 paper by
the C.D. Howe Institute!, the equilibrium value of the Ca-
nadian dollar was assessed at between 68 and 72 U.S. cents
— a level that certainly appears more reasonable than the
PPP rate of 82-85 U.S. cents, given the loonie’s perform-
ance over the past several years.

The idea behind the FEER is close to the one of
sustainability described above. More specifically, it de-
scribes a level for the exchange rate that achieves both
internal and external balance for the economy. In practi-
cal terms, that implies an exchange rate that is compatible
with an economy operating at full employment and that
puts the current account on a path that is sustainable over
the long haul.

It should be stressed that the concept of a FEER is not
constant, and current economic conditions would almost
certainly yield a level of the exchange rate that is higher
than the 68-72 U.S. cents estimated by the C.D. Howe
authors. In 1995, when the C.D. Howe paper was pub-
lished, Canada was still running an external deficit and
appeared far away from full employment. Today, Canada
is running a sizeable current account surplus, and contin-
ues to do so even in the face of the sharp appreciation of
the Canadian dollar. In all likelihood, an even stronger
currency would still be compatible with a sustainable ex-
ternal position in a context of full employment. The im-
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plication is that the “fair value” of the Canadian dollar
implied by FEER is likely above 75 U.S. cents, though
probably not as high as the level implied by PPP.

Approach 4: Bank of Canada equation

Another interesting benchmark is an equation estimated
by the Bank of Canada, which found that two variables —
non-energy commodity prices and Canada-U.S. short term
interest rate spreads — have done a remarkable job in ex-
plaining the Canadian dollar’s trend over the past three
decades®. Interestingly, the implied value for the Cana-
dian dollar today according to the Bank’s equation is ac-
tually below current levels, at close to 72 U.S. cents. In
other words, the sharp appreciation in the currency since
the beginning of last year cannot be fully explained by
commodity prices and interest-rate spreads alone.

Overall assessment

In sum, there does not appear to be any kind of consen-
sus generated by the various approaches to gauging the
Canadian dollar’s fair value. And, in any event, no matter
what measure one wishes to use, it would not be constant
through time. While PPP would imply a much stronger
currency, it is not of much use in forecasting the direction
of exchange rates. Although we have not calculated a
current FEER for Canada, in all likelihood, it would be
above 75 U.S. cents, but probably not as high as the value
implied by PPP. Finally, the Bank of Canada equation
points to a slightly weaker predicted value for the cur-
rency. As a result, the best assessment might be that the
fair value of the Canadian dollar lies somewhere in a range

CANADIAN INTERNATIONAL CURRENT ACCOUNT BALANCE

Per cent of nominal gross domestic product
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of 72 to 84 U.S. cents. But, since history tells us that
exchange rates can deviate from their “fair values™ for a
considerable period of time, these estimates do not pro-
vide much guidance about the short-term direction of the
exchange rate from current levels. Still, the fact that the
currency is now within that range goes a long way towards
explaining why there is no longer a near-unanimous view
as to the likely direction of the currency’s moves. So,
where is the Canadian dollar headed from here?

Il. Short-term outlook for the Canadian dollar

When the Canadian dollar was at 63 U.S. cents, there
was a clear consensus that the prevailing exchange rate
did not reflect the currency’s underlying positive funda-
mentals and, accordingly, virtually all forecasts predicted
that the currency would eventually strengthen. However,
the extent of the rally in 2003 exceeded all forecasts, leav-
ing economists and market pundits deeply divided on the
future direction of the loonie. Indeed, the current foreign
exchange predictions from Bay Street span a low of 73
U.S. cents to a high of 90 U.S. cents at the end of this year
— an extremely wide band that provides virtually no guid-
ance to corporate planners and currency traders. Oddly
enough, most of the underlying macroeconomic forecasts
are broadly similar, making it unclear as to why there are
such competing views.

The explanation is that contradictory forces will buffet
the currency in the coming year and there is no agreement
over which will have the dominant effect. Several factors
are likely to exert upward pressure on the exchange rate.
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First, the U.S. dollar is likely to weaken further. Second,
a strengthening global economy is likely to keep non-en-
ergy commodity prices on an upward trend. Third, Cana-
da’s healthy domestic economic fundamentals, including
a current account surplus, total government sector finances
that are roughly in balance, low inflation and rising cor-
porate profits are supportive. Despite these positive forces,
the currency will face a major hurdle from narrowing
Canada-U.S. interest rate spreads, which make the Cana-
dian dollar less attractive to investors. Let us discuss each
in turn.

U.S. dollar to weaken, but only modestly

The key driver behind the 20 per cent decline in the
trade-weighted U.S. dollar has been the massive U.S. in-
ternational trade deficit. This has helped to produce an
unsustainably large current account deficit, which currently
stands at more than 5 per cent of GDP. And, although the
depreciation in the greenback will help to boost the com-
petitiveness of U.S. exports, while simultaneously damp-
ening U.S. imports, the decline in the currency to date will
not be sufficient to turn the current account imbalance
around. Specifically, the U.S. is poised to lead the rest of
the major industrialized countries in terms of economic
growth this year. Accordingly, rising U.S. demand for
imports, albeit more expensive imports, will significantly
limit any improvement in the U.S. current account deficit.
Meanwhile, a gradual improvement in economic condi-
tions abroad will provide only a moderate lift to U.S. ex-
ports.

And, the weakness in the U.S. dollar will not solve the
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root of the current account problem. The imbalance is the
product of insufficient saving by America. In the late
1990s, the current account deficit ballooned in response
to private sector dissaving, related to an investment bub-
ble that saw U.S. corporations and U.S. households live
beyond their means. As a result, in order to fund the ex-
cessive investment, America had to sell financial and real
assets to the rest of the world, resulting in a dramatic in-
crease in net foreign indebtedness. The 2001 recession
and subsequent slow recovery have seen an improvement
in private sector saving, but at a huge fiscal cost. In order
to help get the economy back on its feet, the U.S. federal
and state governments have run up a record fiscal deficit.
So, today the fiscal deficit lies at the core of the current
account deficit and there is little chance of much improve-
ment on this front in 2004 and 2005. (For a more in-depth
discussion of the relationship between the current account
and the fiscal balance refer to the TD Economics Topic
Paper, U.S. Dollar Correction, December 9, 2003).

Given that the current account and fiscal deficits will
both average close to 5 per cent of GDP this year and next,
financial market sentiment towards the U.S. dollar will
likely remain negative. However, in our opinion, the scope
of the future depreciation in the U.S. currency is likely to
be much more limited than in 2003. Given the already
strong gains made by many foreign currencies vis-a-vis
the greenback, a further similar appreciation from current
levels would create significant negative economic effects
abroad, which, in turn, would likely prompt a response by
non-U.S. monetary authorities to dampen the movements
in their currencies’ exchange rates. Moreover, the eco-
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nomic drag created by the appreciation would likely cur-
tail corporate profit growth and lead to lower interest rates
in the countries with currencies appreciating against the
U.S. dollar, eventually reversing the direction of capital
flows and exchange rates. And, given the expected
outperformance by the U.S. economy this year, America
should not run into significant difficulty financing its cur-
rent account and fiscal deficits. Indeed, strong corporate
profit growth, combined with rising interest rates, should
attract inflows of foreign capital. (For a more in-depth
discussion, refer to TD Economics Topic Paper U.S. Dol-
lar Correction: part I, Global Currency Outlook, Decem-
ber 19, 2003).

The implication is that while the U.S. dollar will
weaken, it is likely to depreciate by only 5 per cent or so
on a trade-weighted basis in the coming year, with a simi-
lar moderate loss expected to occur in 2005 as well. All of
this suggests that the Canadian dollar will continue to re-
ceive a lift from further weakness in the U.S. dollar, but
the impact will be relatively modest.

Rising commodity prices supportive to loonie

The Canadian dollar should also receive a boost from
rising non-energy commodity prices. Although Canada is
not a commodity-based economy, international investors
do tend to view the loonie as a commodity play. This is
not entirely surprising given that one thing that differenti-
ates Canada from many other countries is its abundance
of natural resources. Accordingly, the Canadian dollar does
tend to track trends in commodity prices quite closely.
Energy prices are usually excluded from this discussion
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because they are more volatile and more affected by geo-
politics than other commodities. Moreover, the impact of
higher energy prices on the Canadian economy is mixed,
as they are boon to the oil and gas sector, but a negative
for consumers and industry. Consequently, statistical mod-
els show a tighter relationship between the Canadian dol-
lar and non-energy commodity prices. To illustrate this
close correlation, the Canadian dollar rallied by 18.8 per
cent from its average value in December 2001 to its aver-
age in December 2003, while over the same time frame
the TD Commodity Price Index, excluding energy prod-
ucts, rose by 18.7 per cent.

Looking ahead, the outlook is positive for non-energy
commodity prices. Generally tight supply conditions and

CANADIAN DOLLAR AND COMMODITY PRICES
110 US$ TDCI Index: 1992=100 C$in US cents 82
- 80
- 78
100 TD Commodity 76
Price Index* i
excluding energy - 74
90 (left scale) L 72
70
- 68
80
Canadian Dollar - 66
(right scale) L 64
70 + T T T T T T T T T T 62
93 94 95 96 97 98 99 00 01 02 O3
* Index of Canadian resource commodity prices
Most recent data: January 20034Source: Bank of Canada, TD
Economics

TDCI SUB-INDEXES (IN U.S. DOLLARS) & CANADIAN DOLLAR

50 Per cent change: Jan. 2004 vs. Dec. 2002

41.2
40 4

27.1
30 4 25.8 24.0
20.2
20 1
10
0
1

10 -3.4

Base Forest  Precious Oil & Gas Agri. Can. $

Metals  Products  Metals Products (u.s.

cents/C$)
Source: Bank of Canada, TD Economics

Canadian Dollar and Its Consequences

February 10, 2004



www.td.com/economics

rising demand should push prices higher. Specifically, base
metals, forest products and precious metals are all expected
to record solid price gains this year. However, the pace of
the increase will be far more moderate than last year.
Overall, the non-energy commodity price index is expected
to advance by roughly 6 per cent in 2004.

Healthy domestic economy is also favourable to C$

The domestic economic fundamentals behind the Ca-
nadian dollar are also broadly supportive. Canada will
continue to run a significant current account surplus and a
balanced all-government fiscal position, contrasting with
the massive deficits south of the border. Canadian infla-
tion will remain below 2 per cent until well into 2005.
And, while exporters will struggle with the stronger ex-
change rate, corporate profits are still expected to grow by
5 per cent in the coming year. Although these fundamen-
tals are unlikely to fuel a further rally in the currency, they
are likely to help the loonie retain its recent gains.

Narrowing interest rate spreads will be a major hurdle

Having said all of that, the Canadian dollar is now start-
ing to encounter some serious headwinds from narrowing
short-term interest rate spreads. The Bank of Canada cut
its benchmark overnight target rate by 25 basis points on
January 20", and is expected to deliver a further quarter
point cut on March 2™, Meanwhile, the powerful accel-
eration in U.S. economic growth is likely to lead the U.S.
Federal Reserve to start tightening monetary policy be-
fore the Bank of Canada in the second half of 2004. As a
result, short-term interest rate spreads are expected to nar-
row by a further 75 basis points this year. The question is
how much of an impact this will have on the Canadian
dollar.

The work conducted at the Bank of Canada can help to
shed some light on this. According to the Bank's afore-
mentioned equation for the Canadian dollar, a sustained
100 basis-point increase in short-term interest-rate spreads
would increase the value of the Canadian dollar by 2.5 per
cent over a one-year period, all else being equal. That
amounts to almost 2 U.S. cents, given the currency's cur-
rent level. If the increase in the spread is sustained over a
much longer period of time, the currency would converge
to a level 6 to 7 per cent higher after about 10 years. Ap-
plying this relationship implies that the expected 75 basis-
point narrowing in spreads this year would shave approxi-
mately 1’2 U.S. cents off the value of the Canadian dollar
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over a one-year period, relative to where it otherwise would
have been.

Canadian dollar to float in a range of 74 to 82 U.S. cents

So, there will be several conflicting forces impacting
the Canadian dollar in the months ahead. And, correspond-
ingly, predicting the short-term path of the currency is al-
most impossible. This is best illustrated by the recent per-
formance of the loonie, which has seen it whipsaw from
below 75 U.S. cents in mid-December to almost 79 U.S.
cents in early January, only to give up those gains in the
subsequent weeks. At some point this year, the currency
could easily rally to above 80 U.S. cents on U.S. dollar
weakness and strength in commodity prices. But, the gains
are vulnerable to the fallout from narrowing interest rate
spreads. For our base case forecast, we have a year-end
target of 79 U.S. cents, with a higher than normal degree
of uncertainty over the path taken to reaching that point.

Forecasts predicting a larger and more sustained up-
ward move are primarily based upon the view that the U.S.
dollar will weaken by more than 5 per cent and that the
depreciation in the U.S. dollar will be just as much a boon
to the Canadian dollar in 2004 as in 2003. Meanwhile,
forecasts predicting a drop towards 73 U.S. cents are based
upon the view that the Canadian dollar has already over-
shot its fundamentals and assume that the narrowing in-
terest rate spreads will lead to a pullback in the exchange
rate. Overall, we are comfortable talking about the Cana-
dian dollar trading in a range of 74 to 82 U.S. cents over
the next two years — which certainly builds a case for busi-
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nesses to consider hedging against the volatility of ex-
change rate movements. Regardless, one key main mes-
sage is that a stronger Canadian dollar is here to stay. The
next issue is the economic fallout from the past and future
trends in the loonie.

lll. Economic fallout from the stronger Canadian dollar

So, how is the impact of the Canadian dollar’s appre-
ciation on the economy likely to play out? Not only is the
extent to which the loonie will continue to gain ground
highly uncertain, but there is also a high degree of uncer-
tainty surrounding the ultimate economic impact of the
currency’s flight. It is obvious that the loonie’s gains have
already been a significant drag on Canadian economic
growth. The real issue is how much is left to come. And,
in that regard, there is a wide range of views, from the
relatively optimistic take that the Bank of Canada had until
recently, to others who have been definitely less sanguine.

Given that Canada has had a floating currency for dec-
ades, it is reasonable to ask why the fallout from the cur-
rency appreciation is uncertain. First, the loonie has never
gained ground at this speed, and therefore, historical prec-
edents are of limited value in assessing the economic out-
look. Second, the structure of the Canadian economy has
evolved enough over the past fifteen years, with the rapid
pace of expansion in two-way trade, to change traditional
relationships between the exchange rate and economic
growth. Finally, with the Canadian dollar massively un-
dervalued by just about any criterion over the past few
years, businesses were keenly aware that the loonie would
eventually take flight, and many did plan for a stronger
dollar, at least to some extent. That is not to say that they
have been shielded from the currency’s gains. However,
the fallout will not be the same as if the stronger dollar
had come as a complete and utter surprise.

In addition, it is important to distinguish between short-
term effects — which are clearly negative — and the longer-
term impact, which will most likely prove to be a positive
one for the Canadian economy.

What are the models saying?

The key issue is what the full impact of the Canadian
dollar’s appreciation will ultimately be. Unfortunately, as
mentioned above, economists are flying in a fair amount
of fog this time around. Nonetheless, traditional economic
models can provide a good benchmark. And, not surpris-
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ingly, the effects are large. In fact, if taken at face value,
they are large enough to be rather alarming.

According to the Federal Department of Finance, a |
per cent increase in the Canada-U.S. exchange rate reduces
Canadian real GDP growth by 0.1 percentage points over
five quarters. Therefore, a 20 per cent gain in the loonie’s
value would shave 2 full percentage points off economic
growth over a S-quarter period. Or, alternatively, it would
reduce the annualized pace of GDP growth by 1.6 per-
centage points — hardly a trivial amount.

The “traditional” reading of the Bank of Canada’s
models is even more severe. According to the central bank,
a 1 per cent appreciation in the exchange rate reduces real
GDP growth by 0.3 percentage points over a 2-year pe-
riod. Given the extent of the Canadian dollar’s recent gains,
that would amount to a 6 percentage point bite out of GDP
growth over a 2-year period, or 3 percentage points per
year. More recently, however — and probably because of
some of the offsetting factors mentioned below — the Bank
has trimmed back its estimate. For example, there has
been talk of a 0.2-0.3 percentage point hit over a 2-3 year
period, which would put the annual impact anywhere be-
tween 1.3 and 3.0 per cent. Bank of Canada Governor
Dodge is also on record as saying that the impact would
be 0.1-0.2 percentage points over a two-year period, which
amounts to a 1-2 percentage point annual hit to GDP. But
at the same time, the January Update to the Bank’s Mon-
etary Policy Report did indicate that the fallout from the
loonie’s rise has been somewhat larger than it had been
anticipating — which suggests that the bottom end of those
estimates may be too low.

Finally, the impact estimated by the University of To-
ronto’s Institute for Policy Analysis is more severe than
that of either the Department of Finance or the Bank of
Canada. Accordingto its model, a 1 per cent appreciation
in the Canadian dollar that is sustained over a four-year
period reduces GDP growth by 0.27 percentage points in
each of the first two years, and 0.08 percentage points in
the third, before adding to growth in the fourth year. The
implication is that the near-20 per cent appreciation of the
currency would cut real GDP growth by 5 percentage points
in each of the first two years, and 1.6 percentage points in
the third. Granted, the Institute for Policy Analysis does
consider these estimates to be on the high side. However,
they do show how much of a hit standard economic mod-
els would predict from a currency that has risen this far,
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but more importantly, this fast.

It is important to note, however, that forecasters have
generally not been taking their raw model output at face
value. That is fairly evident with the Bank of Canada,
which has been openly downplaying its traditional model
estimates. However, most other forecasters have also been
trimming back the estimated impact of the stronger dollar
that their models have been suggesting. One obvious rea-
son is that the economy is not doing nearly as badly as the
models would predict — as they say, the proof is in the
pudding. However, there are other good reasons to pare
back the output generated by standard models.

Perhaps the most important is that the pattern of Cana-
dian trade has changed noticeably over the past few years,
and therefore, the economy’s export exposure is not as
heavy as gross export data would suggest. While the
stronger Canadian dollar hurts exporters, it also lowers
the prices of imported goods. And, increasingly, there is a
large amount of import content in Canadian exports — in
other words, exporters import a significant share of the
goods that are used as inputs in the production process.
When the Canadian dollar appreciates, the price of the
imported inputs declines, putting downward pressure on
production costs — and that positive impact will offset part
of the negative hit from the stronger loonie (although lower
import prices will also reduce the value of goods already
in inventory, causing importers to suffer an inventory valu-
ation loss). It is not the gross export exposure that mat-
ters, but the net export exposure, once the positive spillover
on the import side of the ledger is subtracted from the
gross export content.

A recent article by Statistics Canada did precisely that
calculation, and showed that the import content of Cana-
dian exports has risen dramatically since the late 1980s.
In 1988, the import share of exports was just under 26 per
cent. In 1999, this had risen to more than 33 per cent. As
aresult, while the share of exports in GDP was 43 per cent
in 1999, the net (or value-added) export share — that is
when the import content of exports is accounted for — is a
much less daunting 28.8 per cent. While that is still enough
for the appreciating loonie to weigh heavily on economic
growth, it also suggests that the net impact of the loonie’s
gains may be less severe than one would initially think.

And, there are factors specific to the current macroeco-
nomic environment that may also temper the fallout from
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a stronger currency. For example, the corporate sector is
on a very solid footing, in sharp contrast to the strong dol-
lar episode of the early 1990s. Notably, corporate profits
are running at close to an all-time peak as a percent of
GDP, and corporate balance sheets are in very good shape
—in fact, they were barely dented when the U.S. economy
went into recession in 2001. That provides Canadian com-
panies with more of a buffer to absorb the transitional
impact of the stronger loonie than would otherwise have
been the case — and certainly more than in the early 1990s.

Finally, based on anecdotal reports, many companies
were already positioned for a stronger Canadian dollar —
perhaps not a 79 cent loonie, but still, they were not ex-
pecting the dollar to remain at 62 U.S. cents. Many were
betting on a loonie in the 67-68 cent range. Therefore, the
true shock faced by those firms was the move from a 67-
68 cent loonie, not 62 cents. In addition, many corpora-
tions had been actively hedging their foreign exchange
exposure, aware of the odds that the loonie would eventu-
ally turn the corner. While that does not eliminate the
need to eventually face up to the reality of reduced export
competitiveness, it does buy them some time to start to
make the required adjustments. This will be discussed at
greater length in section IV.

All in all, taking the results of the traditional models, a
reasonable ballpark figure is that the stronger loonie will
probably shave something close to 2 percentage points off
real GDP growth in 2004. Had it not been for the loonie’s
flight, the combination of super-strong U.S. growth, mega-
low interest rates, and rising commodity prices would have
propelled Canadian economic growth to close to 5 per cent.
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Instead, average growth this year is likely to come in at
slightly less than a 3 per cent clip — not a disaster, but well
below what would have been achieved, all other things
being equal.

The inflation channel

Another area where the appreciating currency can have
a direct impact on the economy is through its effect on
inflation. Not only should the rising loonie keep a lid on
inflation by dragging down growth and, therefore, increas-
ing the slack in the Canadian economy, but there is a more
direct impact as well — namely, the extent of the direct
pass-through from the exchange rate to lower import prices,
and eventually to retail prices as a whole. This occurs
through two channels. The first is virtually immediate —
the stronger currency pushes down import prices, and since
the Consumer Price Index (CPI) does include some im-
ported goods, it directly lowers the CPI as well. However,
evaluating its magnitude is not a simple exercise, since
companies often mark-to-market prices based on a variety
of considerations, rather than mechanically translating
foreign-currency prices into their Canadian dollar equiva-
lents. The second channel is more indirect, as lower-priced
imports create price competition for similar domestically-
produced goods, and consequently, also puts downward
pressure on their prices.

How big is the likely impact of the loonie’s gains on
consumer prices?

Unfortunately, it is not evident exactly how much in-
flation will be lowered by the stronger dollar. One rule of
thumb that has often been used in the past is that the im-
pact is roughly equal to the import content of the Con-
sumer Price Index (CPI). Based on Statistics Canada’s
input-output tables and the weights in the Consumer Price
Index, about 20 per cent of the CPI is made up of imported
goods. That would imply that a one-percent appreciation
in the value of the Canadian dollar reduces the CPI — all
other things equal — by 0.2 per cent. Given the extent of
the loonie’s rise last year, that relationship would trans-
late into an almost 4 per cent decline in consumer prices,
which is absolutely huge — too huge to be believable.

The true pass-through effect is unlikely to be anywhere
close to that. In just about every industrialized country,
the pass-through from currency movements to consumer
prices has been observed to be much lower than in the
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past. A case in point — during the whole period during the
1990s when the Canadian dollar was losing ground, it was
very difficult to discern any upward pull at all on con-
sumer prices, suggesting that the pass-through effect was
virtually nil. One explanation for that unexpected turn of
events is that competitive pressures are much stronger, and
therefore, retailers have much more difficulty passing on
price increases. The consensus now is that pass-through
effects are much less pronounced than they once were, in
either direction. Unfortunately, there is no longer any
benchmark as to their magnitude. One possibility worth
considering, however, is that if competitive pressures pre-
vented pass-through from occurring when the currency was
falling, the same competitive pressures may in fact allow
price declines when the currency is rising.

Regardless, it is clear that in light of the extent of the
appreciation in the dollar’s value, even a small pass-
through coefficient will generate a significant impact on
consumer prices. For example, even ata 0.5 per cent pass-
through, a 20 per cent appreciation would shave a full per-
centage point off the CPI — enough to push the rate of
inflation well into the bottom half of the Bank of Cana-
da’s target range.

Moreover, the CPI is not the only price measure that
would be affected. The impact on the GDP deflator is likely
to be considerable, and goes well beyond the effect on
consumer prices. Notably, lower export prices, import
prices, and prices of machinery and equipment — of which
the bulk is imported — could weigh significantly on the
deflator. According to the University of Toronto's model,
a 10 per cent appreciation in the value of the currency
reduces the GDP deflator by 0.3 per cent in the first year,
1.0 per cent in the second, and as much as 2.3 per cent in
the fourth, relative to the levels that would have been ob-
served in the absence of the currency's gains.

What is the evidence?

So, what is the data actually telling us? How has the
currency’s rise affected growth and inflation thus far?
While it affects the economy with a lag, sufficient time
has elapsed since the loonie took off for the evidence to
have started to accumulate. Unfortunately, while the fall-
out cannot be measured with precision, it is obvious that
the soaring loonie has already taken a substantial bite out
of Canadian economic growth.

While the overall economy is still holding up well,
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thanks to the resilience of domestic demand, the export
sector has really taken it on the chin. Real export volumes
declined for four straight quarters between the final quar-
ter of 2002 and the third quarter of 2003 — which is quite
simply unprecedented (at least since the beginning of the
data series in 1961). Granted, this was not all loonie-re-
lated. The U.S. economy ended 2002 and started 2003 on
avery weak note, thereby contributing to exporters’ woes.
Nonetheless, the fact that export volumes dropped by al-
most 5 per cent during that period, though by no means a
disaster for Canadian exporters, does suggest that the dol-
lar’s appreciation is digging into Canada’s trade perform-
ance. Import growth has also been quite strong as of late,
suggesting the stronger dollar may be stimulating some
import competition for Canadian industries as well. In fact,
during the year to the third quarter of 2003, net trade took
2.5 percentage points out of Canadian GDP growth — a
significant drag considering that the economy expanded
at a mere 1.0 per cent pace over that period.

Another revealing indication of the impact of the
stronger loonie is in the divergence between Canada’s re-
cent export performance and the growth in final domestic
demand in the U.S. Not surprisingly, there is a strong
correlation between U.S. domestic demand growth and
Canada’s exports. However, that relationship has broken
down as of late — obviously reflecting the currency’s drag
on shipments abroad. In fact, given the growth spurt in the
U.S. economy in the second half of 2003, exports should
be powering ahead at close to a double-digit pace, not lan-
guishing as they are.

CANADA -- REAL EXPORTS OF GOODS AND SERVICES
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The impact of the loonie’s flight is also visible in the
composition of growth by industry sector. Notably, in the
first ten months of 2003, the manufacturing sector — which
is heavily export-oriented — contracted by more than 1.0
per cent, while the service-sector industries, which tend
to be more domestically-focussed, expanded by 1.6 per
cent. The same is true of the employment picture. Al-
though the Canadian economy as a whole created a net
271,000 jobs in 2003, the manufacturing sector lost 57,000
positions, or 2.4 per cent of its workforce, which amounts
to a rather substantial decline.

What about the impact on inflation? Here too there
is compelling evidence of some spillover from the loonie’s
flight. In early 2003, the Bank of Canada’s measure of
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core inflation was running at 3.3 per cent — above the top
end of its 1-3 per cent target range. By August, it had slid
below the mid-point of the range to a mere 1.5 per cent,
before recovering some lost ground in the final months of
the year. More notably, during the period between Febru-
ary and August — which roughly coincides with the period
during which the bulk of the currency’s appreciation was
occurring, the core CPI was essentially flat. Moreover, core
goods prices — that is, goods excluding the food and en-
ergy components — were falling outright during that whole
period, and as a result, the year-over-year rate of core goods
inflation is now in negative territory. And, that is exactly
where one would expect the appreciation of the Canadian
dollar to hit the hardest, since there is a much higher pro-
portion of goods that are tradable than services. There
may have been other things going on, but it is fairly obvi-
ous that the loonie’s gains are a big part of the equation.

The sectoral impact

The macroeconomic impact is not the only facet to be
considered. Export-dependence varies greatly across Ca-
nadian industries, and therefore, some sectors will be more
adversely affected than others. It is simply not enough to
say that all exporters are on the losing end of the Cana-
dian dollar’s surge.

Clearly, in terms of raw export exposure, manufactur-
ing is at the top of the rankings, followed by wholesale
trade. In both cases, exports account for just less than 50
per cent of total output. And, in the case of manufactur-
ing, five industries rely on exports for at least half of their
production — and these industries account for nearly 65
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per cent of all manufacturing production. Transportation
equipment — i.e. autos — tops the chart, with an export ex-
posure at an eye-popping 73 per cent. Forest-products
and electronics are also very heavily export-oriented.

However, there is more to the story than the raw export
exposure of various industries. As already mentioned, many
of those Canadian exporters are also importers of produc-
tion inputs, and as the currency appreciates, the cost of
those inputs falls. As a result, the more import-intensive
an exporting industry is, the less its true exposure to the
appreciating Canadian dollar. Hence, any evaluation of
the true export exposure of an industry must — at the very
least — net out the import content of those exports.

Once we take into account imported inputs, the picture
changes, and significantly so. Notably, the transportation
sector is not nearly as heavily exposed to the appreciating
currency as it appears at first glance — hardly a surprise
given the huge amount of two-way trade within the auto
sector. In fact, of all Canada’s manufacturing industries,
transportation also has the largest ratio of imported inputs
to gross production. Consequently, when this is taken into
account, its net export reliance falls to 30 per cent — still
among the leaders, but nowhere near the level suggested
by its gross export exposure. Similarly, the electronics
industry is noticeably less heavily exposed that it initially
appears.

In contrast, given its low import content, the paper and
forest products industry is the most vulnerable among
Canada’s manufacturing industries, on a net basis. Furni-
ture, transportation equipment, machinery, electrical prod-
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ucts and primary metals also have relatively high expo-
sure levels.

A study by Richard Dion of the Bank of Canada comes
to similar conclusions®. However, there is an additional
twist to his methodology. In addition to net export expo-
sure, Dion also considers the impact of import competi-
tion on Canadian industries — the idea being that an appre-
ciation in the currency lowers not only the price of im-
ported inputs, but also of imported goods that compete
directly with domestically-produced products. As a re-
sult, his measure of trade exposure adds to net export ex-
posure the value of imports of the core products of a given
industry as a share of total domestic consumption of that
product. The study finds that total trade exposure is high
in primary sectors such as forest products, mining, and
crude oil and natural gas. It is also high in machinery and
electrical and electronic products. Interestingly, it is
slightly negative in construction — which means that the
industry benefits on a net basis from the appreciating
loonie. While the construction industry does import some
of its inputs, it is not exposed on the export side at all.

Moreover, goods are not the only part of the story.
While services as a whole are more domestically-oriented,
and therefore less vulnerable than industries that produce
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tradable goods, some service sector industries will feel a
bit of a pinch. Tourism-related sectors such as accommo-
dation and food services, and airline travel, for example,
will feel the squeeze from lower tourism revenues. Over-
all, however, service-sector industries will still be much
less affected than their counterparts on the goods side.

The regional impact

Finally, the impact of the currency’s ascent will also
differ across regions. Given that the regional economies
vary widely in terms of industrial makeup, it is clear that
not all provinces will feel the same pinch from the Cana-
dian dollar’s revival.

The first question is the extent to which raw export
exposure varies across regions, taking into account both
exports of goods and services. And, clearly, Ontario stands
out as the most export-dependent regional market, with
exports of goods and services comprising a hefty 50 per
cent of GDP. At 40 per cent of GDP, New Brunswick and
Saskatchewan follow next on the list. PEI, Nova Scotia,
British Columbia, and Manitoba are all clustered at the
other end of the spectrum, with smaller — albeit still im-
portant — ratios of 29-30 per cent.

However, those shares include exports to all countries.
More important is how the provinces stack up in terms of
their export reliance on the United States. Since the Pro-
vincial Economic Accounts do not break down exports of
goods and services into country of destination, we turned
to statistics from Canadian customs offices on trade in
goods to answer the question. Interestingly, with 95 per

VALUE-ADDED EXPORTS BY PROVINCE IN 1999*

Per cent of gross domestic product

35

Sask. Ont. Alta. N.&L. Que. B.C. N.B. P.E.l. Man. N.S.

* Real exports less import content of exports
Source: Statistics Canada

Canadian Dollar and Its Consequences

17

SHARE OF PROVINCIAL EXPORTS TO THE U.S.

Per cent

100
90
80
70 4
60
50
40 4
30 4
20 4
10 4

0 4

Alta. Ont. P.E.L

N.B. Que.

N.S. Man. N.&L. B.C. Sask.

Source: Statistics Canada

cent of their total exports destined for the U.S. market,
Alberta surpassed Ontario as the most reliant on the United
States last year — albeit by only 1 percentage point. In
contrast, Saskatchewan (61 per cent) and British Colum-
bia (67 per cent) recorded the lowest shares, while most
other provinces were between 80-90 per cent (see chart).
The 87-per-cent tally for Canada as a whole in 2002 was
the highest level on record, as most provinces continued
to see their ratios climb.

Combining these U.S.-export shares with the GDP
shares of total all-country exports of goods and services
provides a better glimpse of how vulnerable provincial
economic performances are to U.S. export demand. As
the accompanying chart shows, Ontario and New Bruns-
wick still top the list, but Alberta vaults into third place,
while neighboring Saskatchewan slips from third position
to eighth.

But net trade reliance is what matters

So far, Ontario and New Brunswick appear to stand
out as the most exposed to the strengthening of the Cana-
dian dollar against the U.S. dollar. But, this ignores the
import side of the ledger — an important consideration be-
cause, as we pointed out in the earlier section on the
sectoral impact, there is significant import content in Cana-
da’s exports. And, prices of U.S. imports decline as the
Canadian dollar rallies.

Unfortunately, the export analysis above cannot be rep-
licated on the import side, since customs figures on pro-
vincial imports from the U.S. alone are rife with measure-
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ment problems. Still, using the all-country trade figures,
and deducting imports from exports, can provide a good
gauge of net trade reliance on the U.S. by province. As
the chart shows, Saskatchewan jumps ahead of Ontario
into first place in term of net trade reliance, largely given
the low import content of its resource-based agricultural,
potash and crude oil exports. On the flip side, Ontario has
the highest import content of exports partly as a result of
significant two-way trade in its automotive sector. Al-
berta and Quebec fall next on the list, while the Atlantic
provinces, which are less dependent on trade in general,
occupy the low end of the spectrum.

But, there is another saving grace as well for some other
provinces. Although Saskatchewan, Alberta and New-
foundland rank in the top five in terms of net trade reli-
ance, and hence among the most exposed to the curren-
cy’s jump, they are highly reliant on resources. And, world
commodity prices have moved in lockstep with the Cana-
dian dollar over the past 12 months, which offsets part of
the impact. Alberta, Saskatchewan, and Newfoundland &
Labrador are home to the most commodity-reliant econo-
mies among the provinces — about one-quarter of real GDP
is attributable to direct and indirect resource activities —
with much of that total production attributable to oil and
gas. Moreover, New Brunswick, Quebec and British Co-
lumbia have notable resource shares, especially in forestry
and mining.

Admittedly, this matters very little over the long haul —
ultimately, it is the total export exposure that really counts.
Commodity prices will not continue to rally forever. While
one must recognize that a near-term offset does exist, re-
source producers will also have to face the music down
the road.

Finally, provincial economies across the country will
also feel the impact of increased competition from foreign
imports. This is particularly the case in Ontario and Que-
bec, where the bulk of activity in the largest import com-
peting sectors of machinery and equipment, electrical and
electronic products, and primary metals takes place. Al-
ready, these sectors are showing visible pain from U.S.
competitors, who are allowing prices to drop in Canadian-
dollar terms in order to gain market share, rather than leav-
ing prices intact and enjoying a profit windfall.

Put it all together, and the provinces that are likely to
face the greatest challenge from the Canadian dollar’s
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RESOURCE ORIENTATION OF PROVINCIAL
ECONOMIES IN 2002
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strength are Ontario and Quebec. In contrast, the resource-
based provinces of the west and Atlantic will be partially
shielded by either offsetting increases in world commod-
ity prices in the near term, or their lower overall net reli-
ance on trade to the U.S. —such as B.C. and Saskatchewan
— over the longer haul.

What about the long run?

Finally, there is more than the short-term transitional
impact of the currency’s gains that comes into play — there
are longer-term considerations as well. There was much
concern when the loonie was falling to all-time depths that
the weak dollar was hampering Canada’s productivity per-
formance. The main rationale for that complaint was that
Canadian manufacturers, blessed with ultra-competitive
exports, would presumably sit on their laurels instead of
investing to increase productivity.

There was precious little evidence at the time to sup-
port that assertion, to say nothing of its weak foundations
in theory (for a more complete discussion, see The Penny
Drops, TD Economics, April 24, 2001). In addition, in
spite of the weak Canadian dollar, business investment
did pick up in the second half of the 1990s. Unfortunately,
the productivity boom that the U.S. was experiencing did
not spill over to this side of the border — but then, no other
major industrialized country followed the U.S. down that
path either.

Nonetheless, there is good reason to expect the Cana-
dian dollar’s appreciation to provide a fair degree of sup-
port to business investment. According to Statistics Cana-
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da’s import coefficients, as much as 86 per cent of Cana-
da’s machinery and equipment is imported. As a result,
there is a tight correlation between prices of machinery
and equipment and the exchange rate. One of the key driv-
ers of business investment is the price of capital goods
relative to wages. If the cost of capital — which involves
both the price of capital goods and interest rates — declines
relative to wage rates, companies will substitue capital for
labour. And, insofar as a higher ratio of capital to labour
is one of the key drivers of productivity growth, stronger
productivity gains should result over the longer haul. And,
that can only be good for the Canadian economy down the
road.

The bottom line is that the short-term negative effects
may be the most visible aspect of the Canadian dollar’s
impact on the economy for now. But ultimately, the
loonie’s rise will procure some longer-term benefits.

IV. Corporate responses to the stronger Canadian
dollar

In the prior section, several references were made to
corporate actions that will affect the fallout from a stronger
Canadian on businesses that are adversely affected by a
higher exchange rate. For example, some firms will have
made allowances for the possibility of a modest apprecia-
tion in the Canadian dollar in their business plans. As a
result, it will be the extent to which the loonie has strength-
ened beyond the level expected in their plans that will have
the greatest impact on their financial performance. Moreo-
ver, many companies that have significant U.S. dollar rev-
enues will have entered into financial contracts, a practice
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known as hedging, that at least partially protect their cash
flows from a strengthening in the Canadian dollar. Some
businesses also have natural offsets, such as U.S. dollar
denominated expenses, that will limit the negative conse-
quences from the surge in the Canadian dollar. The im-
mediate impact on production may also be delayed if firms
opt to compress their profit margins. And, the negative
impact on competitiveness could be limited if firms have
U.S.-based operations and are plugged into the U.S. sup-
ply chain. Although these corporate responses will not
solve the underlying challenge from a stronger Canadian
dollar, they are terribly important because in many cases
they will help to facilitate the adjustment process to a
higher exchange rate.

Many businesses anticipated a modestly stronger
dollar

Although the Canadian dollar trended significantly
lower over the last decade, many businesses correctly
viewed the decline to below 63 U.S. cents as being unsus-
tainable. Based on anecdotal evidence, it appears that
numerous firms assumed in their corporate plans that the
currency would bounce back to around the 67 U.S. cent
mark in 2003. This is somewhat surprising, as our fore-
casts in early 2002 for an appreciation in the currency to
around 67-68 U.S. cents often sparked laughter. Never-
theless, it seems that while businesses were skeptical about
the ability of the currency to strengthen, they were still
willing to be conservative in their financial planning.
Accordingly, this higher exchange rate was used in inter-

February 10, 2004



www.td.com/economics

nal forecasts of revenues and costs and factored into deci-
sions related to pricing, investment and wages. For these
firms, it is the speed of the move from 67 U.S. cents that
represents the real shock to the performance of the com-
pany and that will require a response in corporate plans
for the coming year.

Hedging will limit the immediate fallout

In addition to conservative corporate planning, many
firms have been active in managing their foreign exchange
risk. By entering into foreign exchange hedging strategies
(such as forwards, options and swaps), many companies
with significant U.S. dollar revenues have reduced at least
some of the immediate impact from the stronger Canadian
dollar. An illustration might be useful at this point.

Example: Firm A is expected to have U.S. dollar sales
amounting to US$5 million in the coming year. The com-
pany is worried about the possibility that the Canadian
dollar might appreciate by 10 per cent over the next twelve
months, reducing the value of its foreign currency denomi-
nated revenues by a similar amount. The firm buys a for-
ward contract agreeing to sell US$2.5 million in 12-months
time at the exchange rate prevailing at the time of booking
the contract. By doing so, the company effectively elimi-
nates the foreign exchange risk on half of its expected for-
eign currency revenues, but also gives up half of the gains
that would be made if the Canadian dollar depreciates in
the coming year.

It is difficult to assess the extent to which companies
have been hedging. There are no comprehensive surveys
done on hedging practices, and as a result, most of the
information currently available is anecdotal. For exam-
ple, we believe that about two-thirds of Canadian compa-
nies with more than 20 per cent of their revenues in U.S.
dollars engaged in hedging to some extent. But, it is not
clear what percentage of revenues is protected. And, at
the aggregate national level, it is not known what repre-
sents the average exchange rate used in past hedging con-
tracts, thereby limiting the ability of economists to assess
how the contracts will delay the economic consequences
of the rally in the Canadian dollar.

Complicating matters, there is considerable diversity
across and within industries with respect to hedging strat-
egies. Indeed, the decision of whether, or how much, to
hedge appears to be heavily influenced by the opinions of
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a firm’s board of directors, CEO or CFO towards the prac-
tice of hedging. Although the intention of hedging is clearly
to manage foreign exchange risk, some still mistakenly
view hedging to be a form of financial speculation.

The implication is that it is impossible to reach an as-
sessment of the degree to which hedging will limit the
economic fallout at the national level from the stronger
Canadian dollar. Having said that, there are a few general
observations that are worth making.

First, to the extent that hedging tactics have been used,
it will moderate the impact from the stronger Canadian
dollar, but if the Canadian dollar retains its recent gains,
businesses will have to cope with the higher exchange rate
once the hedging contracts expire. The point is that hedg-
ing does not alter the fundamental truth that a company
that hedges must still be profitable at the higher value of
the Canadian dollar — hedging just helps to provide time
to adjust to the new reality. However, this increased flex-
ibility can be terribly important, particularly during peri-
ods of extreme foreign exchange movements.

Second, many firms implement a tiered or layering
approach to their hedging strategies. In other words, rather
than having a single contract, there are many contracts,
which expire at different times. The implication is that
over the course of a year, businesses will be forced to re-
place hedging contracts that have concluded. This tiered
approach can be thought of as almost a version of dollar
cost averaging, but for foreign exchange risk.

Third, although the size of a firm should not have an
impact on hedging behaviour, small and medium size busi-
nesses (SMEs) appear to have been less likely to hedge.
This may reflect limited in-house treasury expertise and
the complex nature of some hedging strategies. It may
also reflect less exposure to U.S. dollar revenues, as larger
firms are often more export oriented. Nevertheless, the
recent dramatic rise in the Canadian dollar may have in-
creased the awareness of the need to engage in some hedg-
ing strategies. And, the limited familiarity with options,
forwards and swaps need not be an obstacle, as firms can
leverage off the expertise of the major Canadian financial
institutions. Accordingly, there is no reason for SMEs to
expose themselves needlessly to more foreign exchange
risk than their larger counterparts.

Fourth, the impact of hedging in reducing the overall
economic fallout may prove limited if firms did not ad-

February 10, 2004



www.td.com/economics

equately protect their revenues. Indeed, with the Cana-
dian dollar having been on a declining trend over much of
the last decade, exporters may have been under-hedged
when the currency rebounded. And, as the currency soared,
there was likely a natural inclination to wait for a pullback
in the exchange rate before putting in place hedging con-
tracts, but the dip never happened. As aresult, businesses
may not have been appropriately protected from an up-
ward move in the currency. Indeed, the recent experience
of the Canadian dollar is a case study in why firms should
hedge against foreign exchange volatility — but for many
firms the lesson will have been learned too late.

Fifth, there is a counterparty to all hedging contracts.
So if a firm has entered a forward contract to sell U.S.
dollars in 12 months’ time at the current exchange rate,
there must be a counterparty that has agreed to buy the
U.S. dollars. Although a company will deal through a fi-
nancial services firm, the latter will likely either be acting
as an intermediary or will ensure that it enters into an off-
setting position with another firm to eliminate its expo-
sure to the contract. Nevertheless, for every contract there
is a counter position. If the ultimate counterparty is a
Canadian company, then the net national economic im-
pact from the hedging contract will be zero. But, if the
counterparty is a foreign firm, then the hedging will re-
duce the domestic economic fallout from the rise in the
Canadian dollar. Regrettably, there are no available data
to assess to what extent foreign companies are taking the
offsetting positions.

The bottom line is that it is difficult to predict how
much of an effect the hedging contracts will have on tem-
pering the impact of the rally in the Canadian dollar on
the overall economy. Businesses that were well hedged
may not feel the brunt of the stronger dollar for some time.
Meanwhile, others that were under-hedged or unhedged
will have to adjust to the reality of the higher exchange
rate immediately. Regardless, we do know that the hedg-
ing contracts will gradually expire, implying that any
shielding effect is only temporary. Nevertheless, compa-
nies that were well hedged will have a greater opportunity
to adjust to the new reality of a strong currency.

Natural hedges also important

Some companies also have natural offsets to an appre-
ciation in the Canadian dollar. For example, selected busi-
nesses have made an effort to match the currency of their
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revenues to the currency of some of their costs. This can
be illustrated by the issuance of debt denominated in U.S.
dollars by many Canadian companies. Indeed, over the
past ten years, non-residents have been net purchasers of
$132 billion of debt denominated in U.S. dollars by Cana-
dian governments and corporations. However, it is im-
possible to assess how much of this debt was issued by
exporters. For example, since Canada does not have a
low credit grade bond market, many domestic firms with
modest credit ratings borrow in the United States. Moreo-
ver, the limited size of the Canadian bond market also en-
courages some companies to choose to issue debt in the
United States. Indeed, for some firms it is cheaper to sell
debt in the States and then use financial contracts, such as
swaps, to offset the resulting foreign exchange risk. Re-
gardless, to the extent that exporters are issuing U.S. debt,
the advantage is that when the Canadian dollar rises, rev-
enue earned in U.S. dollars will decline, but so too will
the interest paid on U.S. dollar debt.

Furthermore, firms that export heavily to the United
States may purchase their inputs from south of the border,
which again matches the currency of their revenues to
costs. And, the inputs can be either materials or capital
goods, with the latter including machinery and equipment.

However, similar to hedging, the impact of natural off-
sets is hard to quantify. And, in at least one major respect,
costs are not being lined up with revenues. A survey by
the Bank of Canada found that out of 293 firms investi-
gated none quoted its salaries and wages in U.S. dollars
alone and only one quoted them in both Canadian and U.S.
dollars. So, it is evident that labour costs, which are often
the single biggest business expense, are being paid in Ca-
nadian dollars, regardless of the foreign exchange expo-
sure of a company’s revenues.

Firms may choose to compress profit margins

The pricing behaviour of firms may also limit the im-
pact of the stronger Canadian dollar on economic growth.
Consider the following example. When the Canadian dol-
lar appreciates, an exporter can choose to cut the prices
for its goods and services to prevent becoming less com-
petitive in foreign markets. By doing so, the company
may be able to preserve market share, implying that it will
continue to produce value-added output at the same pace
as with a weaker currency. However, the firm will have
compressed its profit margins. Hence, the volume of out-
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put is not affected, but corporate profits are reduced. In
order to restore profit margins, the firm will have to cut
costs, including labour. Unless there is an increase in pro-
ductivity, the reduction in employment will eventually lead
to lower real GDP growth. And, there are limits to how
far profit margins can be cut before the firm is posting
losses that are unsustainable. The fact that firms now live
and die by quarterly results may also limit the application
of this strategy. Nevertheless, it is another way that firms
may respond to the stronger Canadian dollar, which may
explain why there is less of an impact on real GDP than
predicted by some models.

U.S. based operations will not be made less
competitive

Finally, if firms have U.S. based operations and/or sub-
sidiaries, their operations abroad will not be made less
competitive by the stronger Canadian dollar. Profits will
be reduced if they are booked in Canadian dollars, but
sales and production should not be affected. There is clear
evidence that Canadian firms have become more integrated
along north-south lines and have increasingly established
a presence in the United States. This is evident from Ca-
nadian net direct investment to the United States, which
has increased four fold since 1987. However, there are
limits to the extent to which Canadian businesses will be
able to rely on their U.S. operations. And, if companies
find that their domestic operations cannot cope with the
stronger Canadian dollar, the shift in the exchange rate
could make moving the entire operation Stateside more
appealing. As a result, the implication is that businesses
with U.S. divisions or subsidiaries may have more flex-
ibility in terms of adjusting their production and costs to
reflect the appreciation in the Canadian dollar, but the re-
prieve will be only limited.

V. Implications for monetary policy

Obviously, by dampening the growth and inflation pic-
ture, the loonie’s flight has noticeably altered the back-
drop for monetary policy. Rewind to the first few months
0f 2003, and the Bank of Canada was actually in tighten-
ing mode, faced with an economy that was operating close
to full capacity — or so it seemed — and inflation that was
uncomfortably high. Notably, headline inflation was run-
ning above 4 per cent, while the Bank of Canada’s core
measure was above 3 per cent — outside its 1-3 per cent
target band. While some one-off factors were clearly at
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play (rising auto insurance premiums and electricity prices,
for example) the underlying inflation landscape was still
too hot for the Bank’s comfort. Consequently, it increased
its policy interest rate on two occasions, for a total of 50
basis points. And the Bank could not have been any clearer
as to its intentions. In the press release following its deci-
sion to raise rates in March 2003, the Bank stated that
“further reductions in monetary stimulus will be required
to return inflation to the target over the medium term”.
Coming from a central bank, it does not get much clearer
than that.

However, much has changed since then. As discussed
earlier, the appreciating currency has already taken a bite
out of economic growth. A host of temporary shocks —
including SARS, a ban on beef and live cattle exports, the
power blackout in Ontario and the B.C. forest fires — were
also at play. As aresult, economic growth in the first three
quarters of the year came in at a mere 0.8 per cent
annualized rate, with the economy actually contracting in
the second quarter. By the third quarter of 2003, the Ca-
nadian economy was operating with a fair amount of ex-
cess capacity, as measured by the Bank’s estimate of the
output gap — and in its book, that makes all the difference
in the world. Add to that the downward pressure on infla-
tion, and all the ingredients were there for the Bank to
reverse course, which it did in July and September, when
it took back the rate hikes put into place early in the year.

Still, the Bank of Canada was far from convinced that
further easing beyond those two cuts was in order. By the
time the October 15" fixed-announcement date rolled
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around, and the autumn installment of its semi-annual
Monetary Policy Report was released, the Bank had come
to the view that the negative impact of the currency’s ap-
preciation would be entirely offset by the positive effect
of rising commodity prices and strong U.S. growth. That
is why it held the line on interest rates both in October and
December.

The Bank of Canada is now back in easing mode. It cut
rates on January 20™, and another cut is in store for March
2", Recent economic data have been falling short of its
expectations, and it has correspondingly lowered its fore-
cast for 2004 economic growth, to the extent that it no
longer expects the output gap to narrow in any meaning-
ful manner in 2004. And, in what can only be described as
an implicit admission that it is behind the curve, it only
sees inflation moving back to its 2-per-cent target near the
end of 2005 — almost 2 years from now.

The book is not yet closed on the Bank of Canada.
Depending on how the situation evolves, further rate cuts
beyond March 2™ cannot be ruled out — although that is
still not the most likely outcome. So, it may be useful to
ponder the factors that will drive the Bank of Canada’s
policy choices in the months ahead.

Don’t bother with the MCI

During the early months of the loonie’s upward trek,
much was made of the implicit tightening in overall “mon-
etary conditions” that presumably resulted from the dol-
lar’s gains. At that time, many were referring to the Bank’s
ill-fated Monetary Conditions Index (MCI) as a gauge of
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its implied policy stance, and consequently, of the neces-
sary interest-rate offset. Unfortunately that is not the right
way to look at the impact of the loonie’s flight on mon-
etary conditions. If it were, there would have been ample
justification for a massive round of rate cuts from the cen-
tral bank. But it is not. While there may be good reasons
for the Bank to cut rates, the MCI is not one of them.

Nonetheless, since the Canadian dollar may be on track
to gain further ground in the months ahead, it is worth
taking a look at why the central bank will not be examin-
ing the Canadian dollar’s gains under the MCI looking
glass.

The relationship implied by the MCl is simple — a three
per cent appreciation in the trade-weighted value of the
Canadian dollar (the bulk of which is the Canada-U.S. dol-
lar exchange rate in any event) is the equivalent of a 100
basis-point increase in short-term interest rates, in terms
of its ultimate impact on the economy. Evidently, fitting
last year’s exchange-rate increase into the MCI box pro-
duces rather alarming results, amounting to the equivalent
of about 6 full percentage points of interest-rate hikes. If
the relationship held, the currency appreciation would have
had the same impact as if the Bank of Canada had raised
its overnight rate from 2.75 per cent to 8.75 per cent in the
first six months of the year, with the Canadian dollar still
atabout 63 U.S. cents. In other words, the Bank of Canada
would need to reduce its overnight rate by 6 percentage
points — which it obviously could not do — in order to fully
offset the exchange-rate appreciation.

Unfortunately, the MCI is a very imperfect gauge of
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the stance of monetary policy. For one, it does matter
whether the move in the currency was generated by eco-
nomic fundamentals that increase its “fair” or “equilib-
rium” value, or whether the gains were due to factors that
have little to do with the economy’s true underlying
strength — short-term portfolio flows for example. Only in
the latter case would the full appreciation of the currency
be construed as being equivalent to a tightening of mon-
etary policy. At the very least, a move from 63 to 72 or 73
U.S. cents could have been justified on the basis of Cana-
da’s stronger underlying fundamentals. In other words, the
rise in the loonie was not entirely an exogenously-driven
event, where all else remained equal.

To take a simple example, the currency’s gains in 2003
were accompanied — and certainly supported — by a sub-
stantial increase in non-energy commodity prices, which
historically, have been one of the Canadian dollar’s fun-
damental drivers. As a result, the impact of the Canadian
dollar’s gains on the resource-oriented sectors of the
economy is nowhere near as severe as the full apprecia-
tion would suggest. That, alone, is reason enough to take
the MCI relationship with a grain of salt — or at the very
least, to subject it to a fair amount of scrutiny based on the
prevailing circumstances.

And, finally —and this is perhaps the most convincing
argument against the use of an MCl-type relationship in
the current context — a 6 percentage-point increase in the
Bank’s overnight rate would have had a devastating im-
pact on the Canadian economy by now.

The bottom line — while it is clear that overall mon-
etary conditions have tightened as a result of the loonie’s
rise, the impact on the economy will likely be much less
severe than would be implied by the MCl relationship. As
a result, the Bank of Canada will not be putting much
weight on the MCI as a driver of its policy decisions this
time around. Nor should anyone else.

Look at the output gap and inflation

So, what will the Bank of Canada be looking at? Ulti-
mately, everything boils down to its 2 per cent inflation
target, and whether the loonie’s appreciation affects its
ability to meet that target. And, that depends on the size
of the output gap and the Bank’s growth outlook. In fact,
it can be argued that the Bank, if anything, is now taking
an overly mechanical approach to the use of projections
of the output gap to meet its inflation target.
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What should we keep our eyes on for clues as to the
Bank’s next moves? First, indicators of economic activ-
ity. At this stage, the Bank of Canada’s forecast is very
similar to ours — the impact of the currency’s rise is sig-
nificant, but it does not devastate the economy. However,
there is still a lot of uncertainty as to how this will unfold
over the next few quarters. If growth comes in below the
Bank’s expectations of about 3-per-cent (annualized) in
the first half of 2004, the Canadian economy is likely to
be operating below full capacity for a longer period of
time. This will keep inflation below the Bank’s target, and
thereby, leave it with room to nudge interest rates even
lower.

The second factor is inflation trends. The Bank is fully
expecting core inflation to fall back well below its target
as of January 2004, and to remain there for almost two
years. Obviously, if inflation comes in higher than the
Bank is expecting, it will have less wiggle room. How-
ever, if the Canadian dollar continues to rise as we expect
it to, the more likely outcome is that lower import prices
will continue to weigh on the CPI, as discussed in the pre-
vious section, leaving the Bank with even more breathing
room. Moreover, even in the absence of additional gains
in the currency, further pass-through from last year’s cur-
rency gains to consumer prices cannot be ruled out.

Finally, it is important to realize that the Bank of Canada
is not targeting any level for the Canadian dollar. While
there has been talk of the Bank trying to push down the
currency, it is doing nothing of the sort. By cutting inter-
est rates, its only focus is to boost domestic demand in
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order to send inflation back to its 2-per-cent target. Obvi-
ously, that may drive the currency lower as a side effect —
or it may not — but the dollar’s value is not what the Bank
is targeting.

Put it all together, and the Canadian dollar’s impact on
monetary policy has been significant, and will most likely
continue to be. Without the currency’s gains, the Bank of
Canada might well have taken a completely different path,
which would have left it tightening monetary policy in
early 2004, rather than cutting interest rates.

At this stage, it appears as if at least one more offset-
ting rate cut is in the bag. Whether the bank will continue
further down the easing path will depend on the growth
and inflation picture over the next few months.

Whatever happened to dollarization?

Strangely enough, the key monetary policy debate that
was running at full tilt when the currency was moving
down, has been nowhere to be seen with the currency
moving up — namely dollarization. This confirms what we
were saying at that time. The debate was not so much about
the inherent costs and benefits of adopting the U.S. dollar,
but about the Canadian dollar’s weakness. With the cur-
rency moving up, the debate has died. Interestingly, while
the “volatility” in the dollar was used as an argument on
the way down, the currency has been even more “volatile”
on the way up. And, more importantly, it is inflicting near-
term damage on the economy — visible damage. But about
adopting the U.S. dollar — not a peep.

This remains a good time to reiterate that the
dollarization debate should not be couched in frustrations
about the currency’s value, one way or another. There are
arguments for and against flexible exchange rates, and they
should be considered based on rational cost-benefit con-
siderations, not emotional reactions to the weakness in the
“national” currency. The rational arguments are the same
as those that we expressed almost three years ago (see The
Penny Drops). We continue to believe that in spite of the
loonie’s trials and tribulations, an inflation-targeting flex-
ible exchange rate regime remains the best choice for
Canada.

VI. Fiscal impacts from a stronger dollar

As the stronger Canadian dollar takes a big bite out of
nominal economic growth — through lowering real output
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and prices — it is dampening revenues of Canada’s federal
and provincial governments and contributing to a general
fiscal squeeze. And, for these governments, the loonie’s
strength hardly comes at an opportune time, given the fact
that all — that is, with the sole exception of Alberta — are
either struggling to remain out of deficit or are already
facing structural shortfalls.

As we pointed out in the section on regional impacts,
the currency’s rise is expected to exert the most notable
drag on real economic growth and inflation in Ontario and
Quebec over the next year. In contrast, the more resource-
dependent economies of the east and west should be some-
what more insulated, given the accompanying increase in
prices for their key commodity exports. At face value,
this suggests that central Canada’s economic heavyweights
—and to a lesser extent, the federal government — will be
faced with the largest negative net effects from the loonie’s
strengthening. However, there are other considerations:

* For equalization-receiving provinces, a weaker eco-
nomic and fiscal performance by Ontario will result in
lower equalization payments from the federal govern-
ment. This is because Ontario has the largest weight-
ing in the formula that determines respective funding
levels. Further, the net gain from royalties due to strong
commodity prices will be slight because of the “claw
back™ through equalization.

e On the plus side, with the weaker output performance
likely to hold domestic interest rates at lower levels
than would otherwise be the case, governments will
enjoy savings on the debt-service side — and particu-
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larly for those provinces that have hefty debt-loads such
as Quebec and the Atlantic region.

* Furthermore, provinces that have a greater exposure to
U.S.-dollar debt — that is, amounts unhedged or not
matched by corresponding U.S.-dollar revenue sources
will enjoy an added kick in terms of lower interest pay-
ments expressed in Canadian dollars. These provinces
include Quebec, Nova Scotia, and Newfoundland &
Labrador.

Measuring the effects

Measuring more precisely the impacts of the changes
in the Canadian dollar on government fiscal positions is
no easy task. Only two governments — Alberta and British
Columbia — provide estimates of the fiscal effects of a
change in the loonie (see table). For example, as the table
shows, the 13-U.S.-cent jump in the Canadian dollar over
the past year would deduct roughly $950 million from
British Columbia’s “status-quo” revenue forecast and $1.3
billion from that of Alberta. With the Canadian dollar ex-
pected to strengthen slightly further in 2004, the “status-
quo” impact in the next fiscal year would be even higher.
Keep in mind, however, that this back-of-the-envelope
analysis merely isolates the effect of the Canadian dollar.
Other factors, such as an unexpected surge in world com-
modity prices and lower-than-expected interest rates, are
providing offsetting fiscal benefits to the governments of
the west in the form of higher revenues and lower debt-
service costs. In fact, in energy-heavy Alberta, the rev-
enue boon from higher energy prices is dwarfing the nega-
tive fiscal impact arising from the strong Canadian dollar,
leaving the government with a surplus of roughly $3 bil-
lion.

SENSITIVITY OF FISCAL OUTLOOK
TO ECONOMIC SHOCKS
Millions of Dollars

Federal Ontario
Government Government
1% drop in real GDP -2,500 -610
1% drop in GDP inflation -1,400 n/a
1% drop in interest rates 800 80

Negative means deterioration in budget balance
Positive means improvement in budget balance
Source: Federal Department of Finance,
Ontario Ministry of Finance, TD Economics
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SENSITIVITY OF FISCAL OUTLOOK
TO THE CANADIAN DOLLAR
Millions of Dollars

B.C.
Government

Alberta
Government

1 U.S. centrise -75 -100

Negative means deterioration in budget balance
Positive means improvement in budget balance
Source: Government budgets

While most other jurisdictions do not provide any esti-
mates of fiscal impacts from changes in economic assump-
tions, the federal and Ontario governments do predict those
on GDP and interest rates (see table). In those cases, the
fiscal impact of the recent change in the Canadian dollar
can still be deduced, albeit more indirectly by first “guess-
ing” the effect of the Canadian dollar on GDP and interest
rates, and then translating that change into a bottom-line
impact.

A middle-of-the-road estimate of the impact of the 20-
per-cent jump in the loonie on real output growth is a hit
of 2 percentage points in each of 2003 and 2004. That
means that for 2004, the level of real GDP would be down
4 per cent from what might have prevailed in the absence
of the appreciation. On the same basis, the loonie’s jump
might be depressing the rate of inflation, as measured by
the broad deflator for GDP, by 1 percentage point in each
0f'2003 and 2004. That would leave the price level down
2 per cent. Putting the real output and price effects to-
gether, the level of nominal output is down 6 per cent in
2004 from what it would have been if the dollar had re-
mained around where it closed 2002. With nominal GDP
in the Canadian economy exceeding $1 trillion, that’s more
than a $60 billion loss in nominal output or income.

The federal government takes out roughly one dollar
for every six dollars of nominal economic activity across
the country. Collectively, the provinces do about the same.
So a $60 billion income loss would translate into a $10
billion revenue hit for the federal government in 2004-05.
The hit for all the provinces together would be about the
same. The hit on Ontario alone could exceed $4 billion.

The results from the above simple calculations can be
compared to the reduced-form estimates provided by the
Federal and Ontario governments. At $2.5 billion for each
1 per cent loss in real output, the 4 per cent hit for 2004
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would lower the federal budgetary balance by $10 billion.
At $1.4 billion for each 1 per cent hit to the GDP deflator,
the 2 per cent estimated impact for 2004 would cause a
deterioration in the federal balance of $2.8 billion. To-
gether, the hits on real output and prices would lower the
federal balance in 2004-05 $12.8 billion. The 4 per cent
hit to national output could well translate into a 5 per cent
output loss for Ontario, given its large export-oriented
manufacturing sector and the net, negative hit on its
economy of higher commodity prices. At $610 million
for each 1 per cent of output loss, that would lower On-
tario's budget balance $3.1 billion. Ontario does not pro-
vide an estimate for the hit to the GDP deflator.

The impacts from these simple calculations and the
reduced-form results are clearly huge. They must, how-
ever, be taken with more than a few grains of salt. They
only capture the partial impact of the dollar’s rise. Fur-
ther, they ignore the links between the various shocks that
are affecting fiscal positions. Interest rates would not be
so low if it were not for the dollar’s rise and it would have
been unusual for the dollar not to have risen given the
commodity price surge. So it can give a distorted picture
to try to estimate the impact of each development in isola-
tion from the overall economic scenario.

That being said, we would not want to leave an exag-
gerated impression of some of the offsets to the fiscal hit.
For example, it is unlikely that interest rates today would
be more than 200 basis points higher had the rise in the
Canadian dollar not occurred. At $800 million per 100
basis points, that suggests that the maximum savings to
the federal government from lower payments on the pub-
lic debt is $1.6 billion. This pales relative to the hit on
revenues.

Fiscal Updates in fiscal 2003-04 provide glimpse of C$
impact

Regardless of any estimates derived through rough cal-
culations, recent fiscal updates have left little doubt that
the Canadian dollar — in combination with other unantici-
pated shocks this year — is indeed squeezing federal and
provincial government fiscal positions. In Ontario, for
example, the government’s mid-year update showed that
weaker-than-expected economic activity shaved revenues
by $1 billion in fiscal 2003-04, while in Quebec, the com-
parable figure was $400 million. In its Fall Economic and
Fiscal Update, the federal government revealed its rev-
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enue forecast had been cut by $4 billion this year, and
almost $7 billion next year, compared to the correspond-
ing projections released at the time of the February 2003
budget. At the same time, however, debt-service costs were
marked down by $1.5 billion and $2.2 billion in fiscal 2003-
04 and fiscal 2004-05, respectively, which helped to cush-
ion the blow. In any event, the federal government now
has very little room to maneuver. After coming in at a
higher-than-expected $7 billion last year, the federal sur-
plus is expected to dwindle to about $1 billion this year —
after taking into account the government’s promise to hand
over to the provinces $2 billion in health care funding at
fiscal year-end. Next year, the federal surplus is projected
to rise only slightly, to $3.0 billion, or zero after deduct-
ing the government’s customary $3-billion contingency
reserve.

Fiscal Conclusions

The federal and most provincial governments are likely
to experience at least some net negative impact from this
year’s strengthening of the Canadian dollar, both directly
through the channel of lower output and prices, and indi-
rectly, through weaker equalization revenues. These nega-
tive impacts will be offset to some extent by lower inter-
est payments on debt, and particularly in those provinces
that have large debt-loads or high exposure to U.S.-dollar
borrowing.

VIl. High-flying loonie will impact investors

The rapid appreciation in the Canadian dollar has had,
and will continue to have, significant implications for in-
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vestors. The most obvious and immediate impact of the
stronger currency has been to reduce the financial returns
received by Canadians from their foreign investments,
particularly U.S. dollar denominated assets. Moreover,
the higher exchange rate has dampened Canadian corpo-
rate profit growth, constraining the upside on equities. The
stronger currency has also tempered the pace of inflation,
which has several financial market implications. Specifi-
cally, the low inflation environment has allowed the cen-
tral bank to keep monetary policy at a highly stimulative
setting, which has depressed the rate of return on money
market investments. At the same time, it has limited the
rise in bond yields by restraining the inflation premium
demanded on fixed-income assets. Lastly, the tame infla-
tion backdrop has been supportive to the real return deliv-
ered by investments. All of these trends will remain in
place, but will be less pronounced, in the coming year.

Rising Canadian dollar reduces returns on foreign
assets

As part of a well diversified portfolio, Canadians have
been encouraged to hold foreign assets. This makes per-
fect sense, as Canada represents only roughly 3 per cent
of the world’s capital markets. And, increases to the for-
eign content limits in Registered Savings Plans (RSPs),
which rose from 20 per cent in the late 1990s to 30 per
cent in March 2002, likely increased the attraction of in-
vesting abroad. Overall, it would appear that the message
has been well received, as illustrated by the 350 per cent
increase in Canadian holdings of foreign bonds and stocks
since 1992. With the United States representing the larg-
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RATES OF RETURN BY ASSET CLASS

Cdn. u.s. Int’l Canadian
Cash | Bonds | Equities | Equities | Equities | Dollar
3-mth SCM
T-bills Bond | S&P/TSX| S&P500 | EAFE | USD per
Index CAD
2000| 5.45 10.24 7.41 -9.10 -13.96 -3.10

2001| 1.93 8.08 -12.57 -11.89 -21.21 -5.84
2002| 2.52 8.73 -12.44 -22.10 -15.66 0.79
2003| 2.86 6.69 26.72 28.68 39.17 22.26

Returns are the annual per cent change from Dec. to Dec. except
for Cash which is the average annual yield.

Source: DRI-Wefa Canada, TD Economics

est capital market in the world, it is also not surprising
that Canadians have been purchasing large quantities of
U.S. dollar denominated financial assets. Canadian hold-
ings of U.S. stocks and bonds amounted to $148 billion in
2002, up 220 per cent from a decade earlier. It should be
noted that the bulk of these investments were held by in-
stitutional investors (such as pension funds and mutual
funds) on behalf of individual Canadians.

These foreign financial assets provide Canadians with
a return on investment, whether through interest and divi-
dend payments, or capital gains. However, movements in
exchange rates also affect the returns received by Canadi-
ans when translated into the domestic currency. Indeed,
during the last decade, the downward trend in the Cana-
dian dollar provided a major lift to the returns earned by
Canadians on U.S. dollar denominated assets. For exam-
ple, in addition to the regular coupon payments, a Cana-
dian investor who bought a 10-year U.S. federal govern-
ment bond in December 1991 earned an additional 27 per
cent return on the principal payment at maturity because
of the depreciation in the Canadian dollar over the life of
the bond. However, the tide has now turned, with the
result that the rapid increase in the Canadian dollar has
significantly reduced the returns on U.S. dollar assets. A
U.S. equity mutual fund that replicated the performance
of the S&P500 in 2003 delivered a total return of 28 per
cent, but a Canadian investors received only 6 per cent
after removing the impact of the increase in the Canada-
U.S. dollar exchange rate.

However, it is important to note that the foreign ex-
change impact is largely felt when the securities are sold.
For example, a Canadian buying U.S. dollar denominated
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shares on December 31,2002 and selling them on Decem-
ber 31,2003 would have lost 22 percentage points on the
exchange rate. On the other hand, if the securities had
been bought on December 31, 1999 and sold on Decem-
ber 31, 2003, the currency appreciation would have re-
duced the return by only 12 percentage points, while a
purchase in January 1993 and sale in December 2003 faced
virtually no impact from the movement in the exchange
rate.

That said, any income derived from the investments
will be affected by foreign exchange movements between
the time of purchase and the time of sale. For example,
income received through coupon payments from bonds or
dividends from shares will be affected by the exchange
rate when the investor translates the funds into the domes-
tic currency.

Mutual funds are no different. Investments held by the
fund only incur a foreign exchange gain/loss when sold.
However, when reporting the performance of Canadian
mutual funds with foreign investments, it is industry prac-
tice to value those investments in Canadian dollars. Ac-
cordingly, the performance of the fund over any stipulated
timeframe will show the return including currency effects,
even though the foreign exchange impact has not be real-
ized. So, the only difference between mutual funds and
direct holdings of stocks and bonds is that the former are
reported on the basis of the current market value in Cana-
dian dollars, while for the latter it is left to investors to
determine the current value of their foreign holdings of
stocks and bonds when translated into the domestic cur-
rency.

Up to this point, the discussion has focused on the im-
pact of the stronger Canadian dollar relative to the U.S.
dollar. However, investors also have holdings of non-U.S.
foreign financial assets. For these investments, it is not
the Canada-U.S. dollar exchange rate that matters, but the
cross rate against the local foreign currency. And, in most
cases, the strengthening in the Canadian dollar on this front
has been much less severe. To illustrate, over the course
of 2003, the Canadian dollar appreciated by close to 10
per cent vis-a-vis the Japanese yen and the U.K. pound,
but only 2 per cent relative to the euro. So, the negative
foreign exchange effects on Japanese yen or U.K. pound
denominated assets was roughly half that on U.S. dollar
investments, while the negative impact on euro investments
was quite modest. However, the actual impact on invest-
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ments will depend upon the timing of the purchase and
sale. To illustrate, while euro investments lost 2 per cent
of'their value when expressed in Canadian dollars last year,
the story changes dramatically over a two-year horizon,
as the Canadian dollar has weakened by more than 20 per
cent compared to the euro — significantly lifting the re-
turns provided by euro denominated investments over that
time horizon.

Given the diverse performance of the Canadian dollar
relative to various world currencies, one might ask how
big an impact the strengthening in the loonie likely had on
the portfolios of Canadians as a whole in 2003. Accord-
ing to Canada’s International Investment Position data from
Statistics Canada, Canadians held $259 billion in foreign
stocks and bonds in 2002. Ofthese, 57 per cent were U.S.
assets, with the remaining 43 per cent from numerous coun-
tries around the globe. It is important to note that large
institutional investors held the vast majority of the for-
eign securities. Nevertheless, to the extent that these in-
stitutional investors represent pension funds, life insur-
ance companies and segregated funds, they can be consid-
ered to be holding the investments indirectly for individual
Canadians. Applying the percentage change in the Cana-
dian dollar to the percentage holdings by geographic re-
gion suggests that while U.S. dollar investments lost 22
per cent on the exchange rate move in 2003, the weighted
average of overall foreign investment holdings experienced
a more moderate, but still significant, 16 per cent decline.

However, the impact on personal finances was consid-
erably more modest. For the vast majority of Canadians,
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holdings of foreign assets are likely less than 30 per cent
of their portfolios. Indeed, pension funds are restricted to
30 per cent foreign content, and individuals do not maxi-
mize their 30 per cent foreign allowance in their RSPs.
Accordingly, the strengthening in the Canadian dollar is
likely to have reduced the returns on portfolios by less
than 5 percentage points in 2003. Given that domestic
and foreign equities, excluding foreign exchange effects,
delivered a strong double digit gain last year and bonds
provided a high single digit return, it is evident that the
strengthening in the Canadian dollar only modestly dented
the overall performance of personal balance sheets last
year.

Looking ahead, we expect the Canadian dollar to con-
tinue to strengthen relative to the U.S dollar, but the bulk
of the rally is already past. Indeed, the loonie is expected
to end this year at close to 79 U.S. cents, which represents
a close to 5 per cent appreciation. This will dampen re-
turns on U.S. investments when translated back into Ca-
nadian dollars. This foreign exchange movement is likely
to offset any outperformance by U.S. equities in the com-
ing year and suggests that Canadian fixed income prod-
ucts will deliver a better rate of return than their U.S. coun-
terparts, when expressed in terms of the domestic currency.
Relative to overseas currencies, however, the Canadian
dollar is unlikely to strengthen significantly, as the other
currencies will also benefit from further U.S. dollar weak-
ness. And, if Canadian portfolios were, in aggregate, only
moderately affected by the strong rally in 2003, then the
foreign exchange impact on Canadian portfolios in 2004
should prove quite limited.

Canadian dollar will affect domestic asset returns

The performance of the Canadian dollar will also im-

CANADIAN DOLLAR OUTLOOK
2001 | 2002 | 2003 | 2004f | 2005f

U.S. dollar USD/CAD| 0.628 | 0.633| 0.774| 0.790 | 0.790
Japanese yen JPYICAD 82 75 83 83 79
Euro CAD/EUR| 1.417| 1.657 | 1.628| 1.671 | 1.709
U.K. pound CAD/GBP| 232 | 254 | 2.31 | 2.40 | 2.39
Swiss franc CHF/CAD| 1.042| 0.876 | 0.958| 0.941 | 0.925
Australian dollar| AUD/CAD| 1.227| 1.125| 1.029 | 1.000 | 0.969
Mexican peso MXN/CAD| 5.75 | 6.60 | 8.70 | 8.41 | 8.30
Korean won KRW/CAD| 825 | 751 | 923 | 904 | 845
f: Forecast by TD Economics as at January 2004

All exchange rates are year-end values

Source: Federal Reserve of New York, TD Economics
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pact the returns on domestic financial investments in the
coming year. The stronger Canadian dollar will dampen
corporate profit growth, constraining the upside to Cana-
dian equities. As already mentioned, not all industries will
be equally affected. For example, export-oriented manu-
facturers are likely to underperform services and domes-
tic-oriented businesses that do not face direct competition
from U.S. imports.

The higher exchange rate will also impact fixed income
markets through several channels. Specifically, the
stronger Canadian dollar is contributing to falling import
prices. To the extent that the lower import prices are passed
along to consumers, the result will be a slower pace of
inflation than would have been present without the appre-
ciation in the currency. Overall, we expect core inflation
to dip slightly in the coming months and only creep slowly
back up to a 2 per cent pace in 2005. By helping to keep
inflation well contained, the Canadian dollar will provide
the Bank of Canada with the flexibility to lower its over-
night rate by a quarter point to 2.25 per cent on March 2nd
and then keep monetary policy on hold until the fourth
quarter of this year, when a gradual tightening cycle will
begin. As a result, the return on money market invest-
ments will remain meagre. Overall, the yield on 3-month
T-bills is expected to average 2.35 per cent over the course
0f2004, well below the long-term average of 4.60 per cent.

The stronger Canadian dollar will also impact bond
yields. Canadian bond yields will still grind higher in the
coming year, in response to rising yields in the United
States — Canadian bonds are traded as spread products vis-
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a-vis U.S. Treasuries — and in reaction to a gradual accel-
eration in Canadian economic growth that will trigger de-
mand for a higher inflation premium on Canadian fixed
income products. However, by helping to keep inflation
in check, the higher exchange rate will limit the increase
in the inflation premium demanded on Canadian bonds.
Moreover, by allowing the Bank of Canada to maintain
monetary policy at a highly accomodative stance, the
stronger Canadian dollar will also constrain the rise in bond
yields, particularly on shorter-dated instruments. Lastly,

the Canadian dollar may also benefit domestic bonds by
making them more attractive to U.S. investors. After all,
if the Canadian dollar strengthens by a further 5 per cent
relative to the U.S. dollar, then U.S. investors in Canadian
fixed-income products will receive a higher return when
translated back into their domestic currency.

Don Drummond 416-982-2556
Marc Lévesque 416-982-2557
Craig Alexander 416-982-8064
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