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ECONOMIC ENVIRONMENT  

Optimism that the fallout from the turmoil in 

the U.S. housing market had been contained 

dissipated during the fourth quarter. Write -

offs associated with U.S. sub-prime mortgages 

accelerated and global liquidity contracted 

sharply once again. The liquidity contraction 

is best illustrated by the spread between 

LIBOR [the interest rate that banks charge to 

lend each other money] and U.S. Treasury 

bills. A wide spread is ind icative of solvency 

concerns. 
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The U.S. housing market is not likely to 

improve for some time. Inventories of both 

new and resale homes are near record levels 

while  sales and prices continue to slide. In 

addition, the Wall Street Journal estimates 

that adjustable rate mortgage resets will total 

$156 billion in the 2008-2012 period and that 

as much as $90 billion of those resets may be 

in a negative equity position.  

 

The soft U.S. residential real estate market 

has, of course, negative implications for  

 

 

consumer sentiment and spending.  

 

The outlook is further worsened by the impact 

of rising food and energy prices. 

 
Consumer Spending as a % of Personal Income  

Food, Energy, Medical, Interest and Taxes 
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The consumer has become increasingly 

important to U.S. economy now accounting 

for more than 70% of GDP compared to 62% 

in 1965. While weakness in this sector will 

undoubtedly lead to slower overall growth, 

strength in other sectors should mitigate the 

damage. 

 

In particular, the manufacturing and export 

sectors are poised to show significant 

improvement. On a real trade -weighted basis, 

the U.S dollar peaked in 2002. It has since 

declined by close to 25%. The sub-prime crisis 

added to the pressure on the dollar in 2007 as 

fears about recession and interest rate declines 

rose. Nonetheless, the depreciated dollar has 

led to a three decade low in relative labour 

costs in the manufacturing sector and led to a 

decline in the current account balance from 

7% of GDP to close to 5%.  

 
 



Relative U.S. Manufacturing Unit Labour Costs  
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U.S. export volumes will also benefit from 

continued strength in non -North American 

economies.  While the U.S. remains the largest 

single economy, its relative importance has 

declined this decade. In terms of GDP, the 

U.S. now accounts for 28.5% of world GDP 

compared to a peak close to 34%.  

 

As the developing economies have increased 

in relative importance, the dependence on the 

U.S. for growth has declined. No doubt global 

growth will slow as a result of U.S. weakness 

but not the extent that might have been 

expected in prior periods.  
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The U.S. economy is likely to slow in the first 

half of 2008 as the consumer retrenches. 

However, improvements in the 

manufacturing and export sectors should 

allow growth to rem ain positive.  

The Canadian dollar rocketed higher in the 

fourth quarter and briefly touched $1.10 U.S. 

before retreating sharply back to below par. 

The dollar closed the year slightly above par 

and recorded a 25% increase versus the U.S. 

dollar for the yea r.  

 

Much of the most recent move seems to reflect 

speculation rather than fundamentals. On a 

purchasing-power parity basis some estimate 

that the Canadian dollar should trade as low 

as $.81 U.S. 

 

Regardless of the reason for the dollars ascent, 

the impact on the economy will be 

meaningful. The following chart shows the 

expected impact on manufacturing 

employment from changes in value of the 

Canadian dollar.  

 
CANADIAN DOLLAR EMPLOYMENT IMPACT  
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Despite our best efforts, the Canadian 

economy remains quite dependent on the U.S. 

economy. The U.S. still accounts for 75% of 

our exports and close to a quarter of our GDP. 

Weakness there, combined with the lagged 

currency effects, should slow Canadian 

economic activity in  2008. Growth could slow 

appreciably if commodity prices, particularly 

oil and gas price, registered sustained 

declines. 


