
Main conclusions

ðð The ben e fits of a lower exchange rate for the Cana dian dol lar are likely to be out weighed
by the costs.

ðð Export vol umes have shown lit tle sen si tiv ity to the exchange rate, with growth in for eign
export mar kets their main deter mi nant. Man u fac tur ers ben e fit the least from the lower
dol lar, as they use the most imported inputs. Nat u ral resource indus tries profit the most.

ðð Prices will rise for important sectors of consumer, business, and government spending in 
Canada. Energy is affected the most, where an integrated North American market sets
one price in US dollars.
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Introduction

After hov er ing around par ity with
the US dol lar for three years, Can -
ada’s exchange rate fell sharply in
2013, end ing the year near 90 cents
(US). Ini tially, the lower dol lar was
greeted with relief, espe cially for our 
man u fac tur ing export ers. But as the 
dol lar con tin ued to slide, peo ple
became more con scious of the costs
to the domes tic econ omy of a lower
exchange rate. This com men tary
looks at why the ben e fits of a
weaker loonie are likely to be small
com pared with its costs.

Higher prices for many

Our lower exchange rate auto mat i -
cally raises the Cana dian price for
goods where an inte grated North
Amer i can mar ket sets one price in
US dol lars—mostly gas o line and
some home heat ing fuels. The lower 
Cana dian dol lar already has opened
up a gap between the price for these 
goods in the US and in Can ada. In
Jan u ary 2014, for exam ple, the price 
of gas o line in the US edged up 0.1% 
from Jan u ary 2013, while in Can ada 
it was up 4.6%.

Prices for some other prod ucts are
sen si tive to the exchange rate. The
cost of fresh fruit and veg e ta bles,
mostly imported dur ing our win ter
months, was up an aver age of 4.1%
in Can ada from a year ear lier, com -
pared with a slight decline in the
US. Other con sumer goods where
prices will rise include those that
con sume a sig nif i cant amount of
energy, such as air travel.

Of course, cross-bor der shop pers
face large price increases, since they
auto mat i cally have to pay more to

buy the US dol lars to shop in the
US. The same increase will face
Internet shop pers buy ing prod ucts
priced in US dol lars. These price
increases will not show up in the
Con sumer Price Index, how ever,
which only mea sures prices inside
of Can ada’s bor ders.

It is not only con sum ers who will
pay higher prices. Busi ness firms
import 55% of their machin ery and
equip ment, the type of invest ment
most likely to pro pel pro duc tiv ity
growth. Faced with higher prices,
firms will trim their out lays for
machin ery and equip ment, which
ulti mately will depress productivity
and work ers’ future wages. Mean -
while, gov ern ments not only will have 
to pay more for their machin ery and
equip ment, but will also feel an
increased bur den from that por tion of 
their debt that is denom i nated in US
dol lars. This is par tic u larly the case
for pro vin cial gov ern ments and their
wholly- owned enti ties such as util i -
ties, which issued large amounts of
bonds denom i nated in non-Cana -
dian cur ren cies.

Out side of these par tic u lar prod -
ucts, how ever, many prices are
deter mined by fac tors other than
the exchange rate. A Sta tis tics Can -
ada study, for exam ple, found that
the long-run trend to lower prices
for many dura ble and semi-dura ble
goods is evi dent in North Amer ica
and most major nations in Europe
over the past decade, despite
marked changes in their exchange
rates (Baldwin and Mac don ald,
2013). This sug gests broad global
fac tors, such as tech no log i cal
change that low ered the price of
com puter and elec tronic prod ucts,
and the large shift to China sup ply -
ing low-cost goods such as cloth ing, 
has swamped exchange rate effects.

Lim ited ben e fit for
export ers

The ben e fits of a lower exchange
rate go pri mar ily to export ers.
Firms that earn US dol lars from
exports will profit from a lower
exchange rate, as these US dol lars
buy more Cana dian dol lars when
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Source: Statistics Canada, Cansim Table 176-0064.

 Fig ure 1: Canadian exchange rate
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they are repa tri ated. But even here,
the ben e fits are likely to be lim ited,
since the vol ume of exports shows
lit tle sen si tiv ity to the exchange
rate. As shown in fig ure 2, the vol -
ume of Can ada’s exports is largely
deter mined by the trend and com -
po si tion of demand in our major
export mar kets, as sum ma rized by
the Bank of Can ada’s For eign Activ -
ity Mea sure. The course of exports
in the 1990s was largely what would 
have been pre dicted based on
demand in export mar kets, receiv -
ing lit tle obvi ous boost from the
lower loonie. Sim i larly, exports after 
2002 were almost exactly what the
Bank of Can ada’s For eign Activ ity
Mea sure would have predicted,
despite the rising loonie.

Mean while, the stim u lus of a lower
dol lar to exports is likely to be
great est for nat u ral resources, which 
need it the least, and low est for
man u fac tur ing, which needs it the
most. This reflects how man u fac tur -
ers adapted to the higher dol lar over 
the past decade. When the dol lar
was near par ity with the US green -
back, firms hedged their expo sure
to the high dol lar by reduc ing their
reli ance on exports and increas ing
their use of imported inputs. This
“nat u ral hedge” reduced the net
expo sure of man u fac tur ing firms to
exchange rate fluc tu a tions by
almost ten per cent age points in the
past decade. Before the dol lar began 
to rise, man u fac tur ers had a max i -
mum net expo sure of 27 points to
exchange rate fluc tu a tions, as mea -
sured by the dif fer ence between
their exports as a share of out put
and their imported inputs as a share 
of out put. By 2008, this net expo -
sure had fallen to 18 points. This
was the result of firms shift ing their
focus from export mar kets to the

boom ing domes tic econ omy, espe -
cially for invest ment goods where
resource pro jects pro lif er ated, while 
simul ta neously increas ing their use
of imported inputs (Cross, 2013: 8).
It is unlikely that firms will reverse
these strat e gies unless they are con -
vinced the exchange rate will stay
low for an extended period of time.

Mean while, resource indus tries
stand to ben e fit the most from the
lower exchange rate. Oil and gas has 
the larg est net expo sure to exchange 
rate fluc tu a tions, with a gap of 65
points between its share of exports
in out put and imported inputs. This 
indus try will wel come the boost to
prof its from the lower dol lar, but
hardly needs it in the cur rent envi -
ron ment of ris ing prices for its out -
put. Prices for nat u ral gas hit a
5-year high of over $6 per mil lion
Brit ish ther mal units in Feb ru ary
2014 thanks to the series of cold
snaps in the East ern US. The price
of Cana dian crude oil, as mea sured
by West ern Cana dian Select, has

soared from $50 a bar rel in early
Novem ber 2013 to almost $80,
reflect ing the start-up of BP PLC’s
repurposed heavy oil refin ery in
Whit ing, Indi ana, and higher
demand for home heat ing oil
(Cattaneo, Feb ru ary 14, 2014).
Prices for for estry prod ucts have
recov ered as US hous ing starts
regained the mil lion unit mark,
while prices for agri cul tural prod -
ucts remain attrac tive. Met als pro -
duc ers are most in need of a lower
exchange rate to boost depleted
earn ings.

Besides small pock ets of export ers,
the other major ben e fi ciary of a
lower exchange rate is Cana di ans
who are invested abroad and who
pocket more Cana dian dol lars when 
they repa tri ate these invest ments.
This is a dubi ous ben e fit for the
Cana dian econ omy. It rewards peo -
ple for not invest ing in Can ada, at
the cost of low er ing the value of all
assets in Can ada. The losses for eign -
ers will feel on these invest ments will 
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Source: Statistics Canada, Cansim Table 380-0004 and the Bank of Canada.

Fig ure 2: Volume of exports and the foreign activity
measure
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make Can ada a less attrac tive place
to invest in the future, while
encour ag ing Cana di ans to invest
more abroad. 

The myth that
deval u a tion leads to
pros per ity

The myth that a low exchange rate
encour ages eco nomic growth took
hold in Can ada in the after math of
the 1990-1991 reces sion. Over the
rest of that decade, Can ada’s man u -
fac tur ing growth was led by
low-wage indus tries such as cloth -
ing, tex tiles, and fur ni ture, where
employ ment rose 29.7% from 1992
to 2000. The flimsy basis for this
allo ca tion of resources was fully
revealed after 2002, when a ris ing
dol lar and China’s entry into the
WTO dev as tated out put and
employ ment in these indus tries. In
ret ro spect, one can only look back
with won der and aston ish ment that
gov ern ments and firms in Can ada
thought our future lay in invest ing
in low-wage indus tries pred i cated
on a chron i cally low exchange rate.
Even the surge in out put dur ing the
1990s in autos and high tech firms,
nota bly at Nortel and JDS
Uniphase, was partly a fig ment of a
low exchange rate, which enabled
these export ers to reap export earn -
ings in US dol lars while pay ing their 
Cana dian work ers the equiv a lent of
63-cent US dol lars. It was a busi ness 
model doomed to fail when the
exchange rate started to soar late in
2002.

One of the rea sons for the myth in
Can ada that deval u a tion leads to
pros per ity is a flaw in the mod els of
the macroeconomy. Large

econo met ric mod els such as that
from the Uni ver sity of Toronto
invari ably inter pret deval u a tion as
stim u lat ing the econ omy, and
appre ci a tion as a men ace to growth. 
The U of T model, for exam ple, reg -
u larly warned that the ris ing loonie
in 2003 and 2004 could trig ger a
reces sion. Instead, Can ada’s GDP
growth clocked in at a steady 3%.
The fun da men tal prob lem is that
these mod els pre dict an adverse
impact from a ris ing exchange rate
on exports, but strug gle to iden tify
the sub tle and indi rect ben e fits of
lower prices and inter est rates. The
reverse is now hap pen ing; the mod -
els pre dict that a lower dol lar will
give a boost to exports earn ings, but 
they largely miss the costs of higher
domes tic prices and financing costs
of debt denominated in US dollars.

Conclusion

The ben e fits of the lower exchange
rate for the Cana dian dol lar are
likely to be out weighed by the costs. 
The ben e fit to man u fac tur ers will be 
lim ited, since they have suc cess fully
adopted strat e gies to cope with the
higher dol lar over the past decade.
Nat u ral resources are posi tioned to
profit more from the lower dol lar
than man u fac tur ing, when most
resource indus tries already are
enjoy ing buoy ant con di tions.
Mean while, the lower dol lar will
boost some prices for con sum ers
and busi nesses, and raise the financ -
ing costs of bor row ers abroad. 

It is not clear if the dol lar will con -
tinue to depre ci ate, hav ing dipped
below 90 cents (US) late in Feb ru -
ary. Like most exchange rate move -
ments, the rea sons behind the slide

of the Cana dian dol lar in 2013 are
not well under stood  (Steve Poloz,
then with the EDC, fore cast late in
2006 that the dol lar would fall to
near 80 cents in a year; instead it
shot past par ity). One of the few
ben e fits of the lower loonie is to dis -
credit the idea that our exchange
rate had become a “petro-cur rency,” 
since oil prices on world mar kets
were steady for most of the year as
the dol lar slid, while the price for
West ern Cana dian Select actu ally
rose sharply at year end when the
glut of bitu men in the mid-West ern 
US shrank. With out a link between
energy prices and the exchange rate, 
the acri mo ni ous and mis lead ing
debate about Can ada’s man u fac tur -
ing sec tor suf fer ing from “Dutch
Dis ease” becomes moot.

Notes
1  By com par i son, total man u fac tur ing

employ ment rose 23.8% between
1992 and 2000. Source: Sta tis tics
Can ada Cansim Table 281-0005, Sur -
vey of Employ ment, Pay roll and
Hours.
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