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In the light of the deepening recession of 1982 the Institute for Social
and Economic Research convened a group of distinguished economists to
consider "Economic Policies for Canada in the 1980s". Over the course
of two days, fourteen papers were presented examining all facets of ma-
croeconomic policy. In addition, lively debate occurred late into the
night between academics, students and government policy planners.

This monograph, one of a set of three, presents a number of papers
and comments provided during the course of the conference. It is hoped
that they provide economists and policy planners in the public private
and academic sectors with a useful and stimulating reference as Canadi-
ans contemplate an ''uncertain future'.
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1
Introduction and Overview

Greg Mason,
Director, Institute for Social & Economic Research,
University of Manitoba

Events of the seventies have profoundly shocked the consumer, inves-
tor, worker and politician. Whether it be the oil price shock or the
apparent inability of government to assure stable and equitable growth,
there is much public discussion and deep uncertainty about the future.
Even in the spring of 1983, when recovery appears about to begin, no one
dares make optimistic predictions.

This "reality check", has left scars on the economics profession,
which in the sixties was characterized by an easy confidence in its
ability to guide government into appropriate policies. No economist now
feels completely comfortable in providing advice on the correct monetary
or fiscal policy and the general public has grown increasingly sceptical
and restive about the profession.

These essays appear, superficially at least, to offer quite disparate
views of . economic policy. Yet there is an underlying concern in all
with the ability of economists to predict and proffer policy advice.
Some, such as Brian Scarfe appear to feel that while a policy adjustment
is warranted, caution against dramatic shifts in monetary or fiscal
stances. Others such as Jack Weldon and Thomas Rymes are more deeply
concerned about the ability of economists to provide objective judgment
on central issues like efficiency. :

Professor Rymes initiates the discussion with an examination of re-
cent developments in neo-classical and Keynesian theories of policy for-
mation. The purpose of his paper is to:

set out ... modern developments in value theories and try to
assess the fundamental policy implications of such theories.

Rymes argues that the economist can adopt one of three possible policy
stances: one can act positively and provide the best estimate of the
objective consequences of any given initiative; one can attempt to cri-
tique policy on the basis of efficiency employing the familiar Pareto
optimal rules; finally, one can provide normative rules based upon a
particular ethical framework. The concern in his paper is with the pos-
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. . ts of
sibility of undertaking the analysis of efficiency using concep
paretian optimality and cost.

i i i bjec-

Rymes considers four basic theories of value - thg R|§ard|22totieo-

tive cost framework, general equilibrium m?dels, sngect|¥E cRicardian
ries of market imperfection and the Keynesian paradigm. e

approach is rejected and according to Rymes:

The assumption that costs can be independent!y mon1tor§:é;:
becomes increasingly strained as value theory is more |
sively examined.

ilibri framework, there is recognition
i respect to the general equilibrium . "
:L:: itspformal elegance is admirable, but theseda1so suffer from inher
i i i licy advice.
efects which preclude their use In po : i
entW?th the development of subjective cost theories b:se? zsogr?zistzizh
i d exemplified by the work © e
ry of imperfect markets, an 3 ke L i
i that a powerful policy
as Harold Demsetz, it may appear . g e
i d that a system in whic e
forged. However , Rymes is concerne : i
i i ts (the essence of imper
ences between private and social cos : f 7
kets) makes it impossible to independently appra%se goyegnmen§.;2tig::2
i i individuals and firms internall >
tion. | f by forming clubs, |nd!vn ‘ ; ,
a;d indeed: if government can be visualized as a sort of club |? w:ézt
costs are subsumed, then it becomes impossib!e to maiT any izr;]?oc;tion
i blic resource allocations. so, a - :
pendent appraisal of pu : . Sl el
the Pareto optimal ¢
matter how perverse may still survive ,
no Having exam?ned and dismissed the three main cont:nier;zleRzﬁzsni?iT
i i i heory. He notes that whi
turns his attention to Keynesian t : e i
i i justing interpretation of Keynes ea : i
AL A v inti ith th uestion of val
ly concerned wit e q
value theory' Keynes was intimate ned W ' : Wl
i liquidity premia and conseq
ue. It is through the role of money, . i ont
i i n theory able to ofrrer
rice formation that Rymes finds Keyne5|a. _ :
zupport to the economist who would make policy advice. A keY stz::ll?%
block to the full development of a Keynesian 'value theoryn;§ 3 L
carries the discussion in terms of aggregate price andqua?tl ie ;th 2
ue theory however must be intimately concerned, by :§f|n|t|on;it: i
i i i i . Rymes concludes his essay
determination of relative prices . Rl
i i i theory has potential to ©
tionary note arguing that Keynesian
eéonom?st a éasis for policy, but it has not yet éeveloped the]:§ces§?;;
foundation to consistently predict micro-level impacts r?su ing
the manipulation of macro aggregates such as t?e mon?y iuzz ;;]icy T
i i kes a closer loo s
The second essay in this volume, .t? apg
its theoretical foundations, by examining the recent trend to::riep;;zgd
tization. Jack Weldon notes that in the pa§t year or so, r 2 Sy
indicators of this trend toward increased reliance Zn p;|¥a§? 2;;1oyment
isi i to have abandone u
cision making have appeared. We seem .
as a direct objective of government pO]ICYE tbe wglfare §taTe 23;v2$i2
attenuated; and the trade union movement IS belvg |ncreaS|ngby Lok
ed In particular the budget statement of ApTI] !982’may. e
ndatum" which chronicles the attack against soc&aldbnstlzzzlizzi o
i i i ization, Weldon no
In considering the nature of privatiza ’ & &N i
sence of the concept is "that the state should be reduced in its econom
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ic and social significance, although privatization sometimes emphasizes
a general limitation of the capacity of the state to govern'. Some in-
teresting observations follow about the ambivalent attitude of Marxists
toward the current dismantling of the state apparatus. Weldon notes
that Marx predicted the collapse of the bourgeois state, and under so-
cialism, government would 'wither' away. According to Weldon, Marxists
view privatization as a natural consequence of capitalism's self de-
structive tendencies, and it is inherent in the actions of a particular
class attempting to remove constraints on profits. As a result, the
current machinations perceived by Weldon surrounding the dismantling of
the state are of no real consequence for Marxists.

He argues that Marx provides us with no insights about the immediate
future of the capitalist state or bourgeois economy. The issue about
privatization lies beyond conscious control since the forces which impel
it tend to be endogenous. In other words, Marxists can really say very
little about privatization, except perhaps to comment on its course.

From the analysis of privatization (in a Marxist light)
sion shifts to a consideration of rational expectations.
particular hypothesis has formed much of the foundation
rist critique of policy intervention, and interestingly aligns itself
with the "mindless state' described by Weldon. David Laidler asks the
question 'did economics need the rational expectations revolution?"

Laidler argues that there are two hypotheses associated with the term
""rational expectations'. The first relates to individual
while the second is concerned with empirical
ously clearing competitive markets.

the discus-
Certainly this
of the moneta-

behaviour
propositions about continu-

To say that agents will use all information that is freely
available; take steps to acquire any other information for
which the benefit outweighs the costs of acquisition; act upon

such information to the extent they are free to do so; and
hence, in the long-run when they are free to act on their in-
formation will not make systematic errors, is not to say that;
the world behaves as if all markets are competitive and con-
tinuously clearing; all agents understand the workings and
interactions of markets to the extent of being able to cor-
rectly forecast the outcome for the economy of any exogenous

shocks of whose nature they are aware; and that real fluctua-

tions are the result of random errors in forecasting exogenous
variables.

Laidler argues that most would find 1little to disagree with when it
comes to propositions concerning how individuals attempt to rationally
use information; the substantive disagreements occur over the state-
ments about the operation of markets.

In assessing the rational expectation revolution, Laidler makes the
case that much of this formal theory appears to have greater difficulty
with phenomena such as ''stagflation'. The neo-Austrian school (Lai-
dler's term for those who advocate the use of rational expectations)

does not apprear to explain the 'stylized facts' of the seventies as well
as Keynesian models.



The most important contribution of the rationa! expectations sibgzl
of thought, according to Laidler, is that.it provaqes a strong ?Zur;bly
ary note against discretionary fiscal poll?y. This moves consi e e
beyond the simple caveats expressed by Friedman in the 'early SItxtion
concerning the timing and magnitude of perceptual and implementa

i in all policy interventions.
]agih;n2i252: to the Zuest?on posed in the title '"did ?conomi?s need t?e
rational expectations revolution' is equivoca!. Certalply Laldlef fe§°:
that this approach offers a more poverful microeconomic fou?détlin il
macro theory than previous neo-classical models, buF the specnf|§ eis]
ble propositions about the exister.\ced z?d o?:;atlon of continuously

i ompetitive markets are a mixe essing. _ .
CIeigéngrgblZm addressed by Brian Scarfe is the very nmportanF ;Tsz?o:f
reflating the economy without inducing Yet another. round of in t? Iin:
For Canada this question is especially !mportant since our domt'asdlct "
flation rate has remained persistently higher than any of our industr

alized counterparts. .
Six “"fundamental propositions' are presented to set the theoretical

stage:

1 There is only one level of resource utilization which is consis-
tent with model equilibrium and the maintenance of a constant

rate of inflation.

2. The equilibrium rate of resource utilization ... does not re§pond
to changes in the overall stance for fiscal and monetary policy.

3. The equilibrium rate of price inflation is entirely determined by
the rate of growth in the money supply.

L, Except insofar as government budget deficits and surplus§s le?d
directly to changes in the nominal stocg of money, theuf on Z
long-run impact is to alter the equilibrium real rate of inter

est.

5. Short run policy-induced deviations from the equilibfigm rate of
resource utilization are optimal only if the authorities have a
sufficiently large rate of time preference.

6. In the longer-run equilibrium only nominal variables will be af-
fected given '"natural rate" assumptions.

The basic model employed by Scarfe is the §tandard Hick-Hénzen ver:
sion of the Keynesian framework on the demapd sud?, coupled wntt ::a:g-
gregate supply composed of the short-run. |pflatlon-unempl$zmenssentia]
off (inflation expectations augmented P@lll!ps cgrv?).” : :he il
prescription favoured in this presentétlon is a twust. (o} : R
monetary policy mix of less fiscal stimulus couplgd wi th gr§:he2he i
tary ease to produce lower overall real fates of |nter?sF wi P
tendant beneficial effects of increased investment activity and ttg =2
labour productivity. The monetary ease should never be permitte
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rise above the upper target band of 8%, but Scarfe argues on the basis
of this simple model, that there is room for greater monetary ease.

The final paper in this monograph by John Helliwell, reviews what has
been learned from the large scale econometric models constructed and em-
ployed over the last decade or so. First a review of the major develop-
ment in macro modelling is presented. Helliwell acknowledges the theo-
retical challenges of the neo-classical school, especially as embodied
by the '"rational expectations' school, but questions whether these have
or ever can be expected to provide much guidance on actual construction.
As he notes, with their assumptions of full employment at trend levels
of aggregate supply, they appear to be at considerable variance with
modern experience. The next question considered is the problem of iden-
tifying the source of recent Canadian recession - is it imported or home
grown? Using results from the MACE model, he argues that while the oil
price shocks were important for determining our inflation, the recession
experienced by Canada in the past two years was primarily due to the
world recession. Another use of the macroeconometric models is the
evaluation of the wage and price controls. Helliwell finds, using the
MACE model once again, that the '"net effect of the AIB was to make real
GNP and employment higher, and to reduce nominal prices and both nominal
and real wages below what they would have been'. The National Energy
Program (NEP) is also assessed and found to have offsetting effects on
GNP growth with the major impact upon the distribution of energy rents.

Helliwell next reports on an evaluation of a number of major econo-
metric models which have been constructed in the past decade. A broad
group of fiscal and monetary policy simulations were attempted on each
of these and their predictions compared on variables such as real expen-
diture multipliers and the ratio of average inflation effects over three
years. There is a considerable variability on the size and timing of
the output and price effects of fiscal policies. The recent generation
of models, especially MACE and the Bank of Canada model tend to have
lower real expenditure multipliers than the previous models constructed
in the early seventies. With respect to monetary policies there is con-
siderably less agreement among the models, and one even demonstrated a
reduction in prices as a result of monetary expansion. A1l models gen-
erally indicate that the real and price effects of monetary policy are
more delayed than for fiscal policy.

Throughout the monograph, the comments provided by the discussants

are also presented. These both complement and qualify the positions
taken by the major authors.
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Keynesian and Neoclassical
Value Theories: S
Some Implications for Policy

Thomas K. Rymes, .
Professor of Economics,
Carleton University

2.1 [NTRODUCT | ON

dis-
per to commemorate the many years of R
i ip i onomics of my former teach
o e instruc;;:ge:nd 582°]:;§:;Zu;2r i:levance to this Confere2§e:
Bre CIarenceb ’ has bee; and is a trenchant critic of Tonetary and IS_
PrOfess?r'Bar'erCanada | do not offer here a criticism of or sug?es_
c?] pO]IC|eslln'es éather | set out what | think are modern deve]?i
tlozz f?; pSa;ﬁé tgeories and try to assess the fundamental policy
men

implications of such theories[1].

It is an honour to present a pa

2.2 ON EFFICIENT POLICIES

j orvi ents:
An economist can offer three major services to governm

1. He can be asked by governments:

i in M etc.?
this tax, that change in fj,
spond po;itively -- he can attempt to say how

policies will enter into changes
the agents of the economy and,

sumption that the changes i? :
tieg to changes in the perceived constraint

es in behaviour of the agents
the information it seeks, namely,
quences of its policies?
comment on the measures pfoposed
of the resultant changes in pr
p's and gq's.
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what would be the consequgnce of
Here, the economist will re-
such government

in the perceived constraints of
arguing on the basis of Fhe as-
the agents' economic behavior are
s, will predict chapg-
and so provide the government with
what are the predicted conse-
The economist as economist mages no
-- he merely provides estlmatgs
ices and quantities. He minds his

o

The economist can be critical of or recommend policies on grounds
of economic efficiency. A Pareto-efficient allocation may, of
course, be ethically indefensible but of two allocations, both
(as far as can be told) of equal ethical defensibility and both
of equivalent distributional considerations, if one allocation is
Pareto-superior vis-a-vis the other then it will be the superior
allocation if considered by the Government which will receive the
economist's approbation and it will be the inferior allocation if
also considered by the government which will receive the econo-
mist's criticism. For the government to be considering policies
which, using the positive economics outlined above, can be said
to represent Pareto-improvements, then | must be assuming that
without that discretionary policy, the existing allocation could
be said to be inefficient in the Paretian sense.

Some examples. Economists were critical of tariffs because of
the resultant distortions (or Paretian-inefficient allocations)
and movements to free or freer trade were commended[2]. Increas-
ing and decreasing cost industries, it was recommended, were to
be taxed and subsidized on grounds of improvements in welfare or
efficiency. Predatory pricing was deplored because such practice
permitted continued discrepancy between price and cost wherein
private costs exceeded social costs. With predatory pricing, an
inefficient allocation is said to exist and policy steps were
commended to try to end such practices.

Involuntary unemployment exists when it is possible for a
static competitive allocation to be such that increases in pres-
ent consumption and increases in investment and thereby increases
in expected future consumption can simultaneously occur so that
monetary and fiscal policies are assessed in terms of their con-
tribution to full employment effective demand Pareto-improve-
ments.

A fully efficient allocation at the theoretical level re-
quires, it is argued, a complete set of Arrow-Debreu contingent
markets and the non-existence or non-completeness of such markets
is evidence that an unfettered free market will not result in an
efficient allocation[3].

| have drawn up examples ranging from the early literature
dealing with the Corn Laws, through Pigou's Economics of Welfare,
through one of the latest manifestations of Canadian anti-com-
bines policy, through Keynesian policies to modern statements of
general equilibrium to show that the consideration of Pareto-im-
proving economic policies has long commanded much of the atten-
tion of economists. Who would not spend much time and effort on
the possibility of making '"everyone better off"?

The third service an economist can render to a government is to
commend or be critical of economic policies which bring about al-
locations which entail uncompensatable changes in the distribu-
tion of income. There is no acceptable test to distinguish among
such commendations or criticisms. Such commendations or criti-
cisms would be normative and would reflect the personal values of
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the economist and cannot be independently appraised. The
recommendation of a beggar-thy-neighbour policy such as the opti-
mum tariff for a small country entails the embrace of a welfare
function in which the inhabitants of the small country are m?rf
deserving in some non-independently assess§ble way than. the in

habitants of its trading 'partners'. The first two.serV|ces are,
however, open to independent assessment. Competing economlst;
can be hired to provide theories or, more ?orrgctly, models o

predictive content. Economists can also arrive I?dependenFly, |E
would seem, at assessments of the gains (losses) unvo!ved in ?9m

mending (criticizing) Pareto-improving (Pareto-reducing) policy
alliocations.

Hence economists debate whether one should follow monetary rulestz;
discretionary monetary policy on positiYe grogn?s. Also, opi or we
other is commended on grounds of economic eff|C|en?y.-- even |t.o: che
limited grounds, for example, of saying thaF efficient d!?c;T |ond "
tails more information than is or could co?cglvably be availa de i s
rules are the better -- i.e., the more effIC|ent.-- way to con uc tezan
nomic policy[h]. | classify the first two §erv1ces Fhe eco$:ml:econd
render to governments as positive and .tﬁe third normative. . e i
might be better defined as quasi-posutlve' up to the Paretu:; ol e
judgement because it is argued that proPosutl?ns advanced in e A
service are independently assessable -- i.e., |ndependenF economis :ds-
is said, can estimate the Harberger triangles or th§ Bailey t:apez:nin:
the quantitative measures cf the efficnepcy !osses in monop9_y ant e
flation and therefore the efficiency gains lnvo!ved_ln anti tr:s i
anti-inflationary policies. It is economic policy in the secon se? :
with which | am concerned in this paper. In all cases, .the ;:OT (:)
policy commendations or criticisms stems from the assuwptlons a.vate
private and social costs are different, and (b) the different pri

and social costs are independently measurable and assessable. °lt |s.:f
if differences between private and social costs can be metered in anllc
dependent way -- like the metre measure in France -- and those policy

steps which reduce the measured discrepancy are to be commep:?d.zzgd
those which increase the measured discrepancy are ?o be crlfICIthi;
Hence, as my colleague Professor Masloye.argues in hlS. p?per for Lo
conference, '"incomes policies'" are criticized by the majority o t§c >
mists today because the gain in efficiencY (the supposed red?c ion ot
inflation taxes) is assumed to be overwhelm!ngly offset by the fosseiion
efficiency (the supposed departure of margsnal rates of tran§ ormahiCh
and substitution through the increased fixity of relative prices w

is a consequence of the incomes policies) .
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2.3 COMPETING VALUE THEORIES

The foregoing discussion on efficient policies is commonplace. Just as
the purely positive service of predictive content is based on received
value theory in economics so is the quasi-positive service of commending
efficient and criticizing inefficient allocations. The question is,
however, which theory of value stands behind the comparison of ineffi-
cient and efficient allocations.

Of the at least four theories of value competing for our attention in
economics today, | distinguish the neo-Ricardian value theory, the ob-
jective value theory, the subjective value theory, and the Keynesian
value theory. These theories compete for economists' attention in terms
not only of their predictive content but as well as for their signifi-

cance for policy. | examine them in ascending order of importance for
this paper.
By the neo-Ricardian value theory | mean those economic theories

(e.g., those of Kalecki, Sraffa, Pasinetti) which are based on objective
costs but which, so far as | am able to tell, conceive at their most
fundamental level the competitive net rate to capital, when it exceeds
the growth rate of the economy, as measuring or monitoring not the re-
ward for 'waiting'" but as being indicative of an essential degree of ex-
ploitation involved in the private ownership of the reproducible means
of production[5]. This theory has positive economic content and cer-
tainly offers government the services of qualitative estimates of the
strictly positive consequences of policies[6]. On the matter of policy,
however, the neo-Ricardian theory, based as it is on a fundamental con-
flict between profits and wages, leads to policy recommendations that
are normative[7]. The concept of Paretian-efficient allocations does
not arise in this theory and for purposes of this paper | set that theo-
ry aside.

The second value theory | consider is the objective value or cost
theory brought to its final formal elegance in the Arrow-Debreu state-
ment of general equilibrium. The essence of this value theory is, given
initial conditions, preferences and technology, there exists a vector of
prices and quantities such that an allocation q* is Paretian-efficient
in the sense that at the set of unique, stable and costless equilibrium
prices, p%*,p%q¥% > p%q%--i.e., any other allocation, gq, is Paretian in-
ferior. The prices are spot and present value contingent prices and the
quantities spot and present contingent contracts (such as the promise to
deliver an umbrella at time T if and only if it is raining at time T).
This value theory assumes, explicitly or implicitly, that the price sys-
tem is a mode of co-ordinating economic activity which is costless to
use[8] and that the prices and quantities to be exchanged are all as-
sessable independently by the observing (general equilibrium) economist.
This value theory has no role for the firm, nor for money nor for the
government and yet its formal structure would seem to permit the second
policy service previously set out. Thus, it would seem to follow that,
if somehow wedges are imagined to be driven between prices and costs --
in the general competitive equilibrium framework entailed in the p*'s
and g*'s =-- it follows that non-Paretian efficient allocations would
seem to result. Clearly, however, in the costless price system world,
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! : : L
such inefficiencies cannot prevail. |f the price system is ?eeme: EZ b
costless then, by assumption, there will be a complete set o marde ;ts
|f costs of the price system are introduced, 'then the supposed co .
of transactions and costs of acquiring informatuo? amongst traders m:i=
be similarly assessable by the independent eio?qmlst so SZaﬁpzbi?zp;an“
ivate managers o irms vers
son of (say) the costs of priva bt s
in determining whether or not the ,
agers'' can be made in g v : . i
i ties resulting in a marke
%'s (the set of prices and quanti : :
gY thé costly absence of certain markets) can be des?rlsggna?na(z:;?t;:g
i f moral hazard and adverse selectl i
optimum[9]. Problems o : ' R oL AL
i f costly information, |
surance arise because of asymmetry o e
t of the relevant character!
because of the costs of measuremen . ] bl
i d in exchange. |t is not clear :
the goods and agents involve : . . il
= i 1ling involve inefficien
es whether self-insurance and signa .
unless the costs of alternative methods (e.g., compu!sory insurance) are
and can also be enumerated by the indep:ndznt econoT;z;ént e o
: - X ; k- 8
The discussion so far implies indeed, ar . i et
ilibri i i ici librium in the Paretian se
an equilibrium is an inefficient equi : i e
EEa?mpliez that the costs of the observed allocation can ?e |nd:pe2:e:ta
ly monitored and assessed to so demonstrate non—opt!m:lltydant]y mzni_
i i ts which can also be indepenaen .
superior allocation can have cos i : ' i
toEed and assessed to make the Paretian ranklng.k Thﬁ'mﬁtZﬁagch:s?;és
i j i The set of prices, p¥%, WwhicC _
ciency must be objective. ' f i
i i tive value theory. e p
nstrained optima | call the obJec' _ )
i:at costs can be independently monitored and assessedgbecomgs ;nc;i:;_
ingly strained as this value theory is more and more intensively
lne?;r constrained optima, that is, for efficien? equi?ibfia charait:q;
ized by costly transactions and costly informat;\on,h n? ;: ZEzug:t ek
i i jective costs. schoo
clear indeed what is meant by objec : ' e B
i i i j the dominant school of thoug
sts and is now, in my judgement, : '
;s developments’in modern value theory 1Is concgrned, which argues ;?2;
costs are inherently subjective. Lionel Robbins argued that econo

as a science applies to:

Every act which involves time and scarce means f?r ht?e
achievement of one end involves the relinguishment of their
use for the achievement of another[10].

So cost is an opportunity cost and is what individua]§ perceivg ortﬁzz
lieve they must give up in any act of choice at the time of making

choice. Robbins argued:

It is really not possible to understand the concept of chouce%
of the relationship of means and ends, the central concepts o
our science, in terms of observation of external datal[11].

It was Robbins' insight that cost was subjective a?d was ;nvolvig
with every act of human choice which led to the 'EXt:ESLOQh:fuZeeoir%he
i The recognition a
ment far beyond the price system. . ; th _
price system as a mode of co-ordinating economic activity involved costs
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suggested the rationale for the existence of other modes such as firms
-- the rationale was, of course, that the firm (within which allocations
are effected by fiat) was less costly[12]. This was, of course, quickly
followed by extensions to non-price system allocations such as the cost-
ly establishment of property rights[13] and to all aspects and institu-
tions of human behavior[14].

The essence of the subjectivist theory of opportunity cost therefore

is that since human behavior is related to the constraints as perceived

by individual agents, then those agents will so coordinate their econom-
ic activity through all modes such as price systems, firms, etc., such
that all differences between private and social costs are eliminated.

In the objective cost tradition, the (mild) causal implication of equi-
librium prices was that no allocation within the price system could be
considered an equilibrium until, within that system, all gains from ex-
change had been captured[15]. That the allocation might be an ineffi-
cient one was because the further gains from exchange latent and objec-
tively identified in that allocation could not somehow be captured
within the confines, it was argued, of the use of the competitive price
system. Yet this entailed the implicit assumption that the price system
was incomplete or costly or both. Yet if the price system is supple-
mented by firms, implicit contracts, etc. because the price system is
more costly as a means of further capturing the gains from exchange and

the costs are subjective and not external -- not capable of complete ap-
praisal by the independent economist -- then the grounds for the inde-

pendent economist to offer policy commendations
lines have been severely weakened.

We cannot eliminate the assumption that agents will seek to capture
all perceived gains from costly exchange. That assumption is merely
that agents maximize subject to perceived constraints or even merely
that human behaviour is linked to perceived constraints. If we elimi-
nate that assumption we eliminate the positive content of both the sub-
Jective (and general equilibrium objective) value theories. Once, how-
ever, we move away from objective independently assessable costs, as in
the light of incomplete, imperfect costly information and knowledge we
are compelled to do, then the distinction between objective and subjec-
tive theories of value becomes blurred and the operative value theory
stands increasingly as the subjective opportunity cost theory. The con-
sequences for the policy recommendations of the economist are, however,
of considerable magnitude. The full implications of the argument have
been, | believe, fully grasped by the latter-day Austrians:

along Pareto-improving

In a purely static framework, all opportunities for potential
gains are efficiently exploited. Whatever is must also be ef-
ficient. Therefore, a static framework is ultimately self=-de-
structive since it degenerates into a crude tautology and is
thus unable to provide for desirable change[16].

It is a cardinal mistake to brush aside the "whatever is must also be
efficient" argument as ideological or Panglossian. The argument emerges
from a rigorous application of the positive aspects of the subjective
opportunity cost theory of value. Support for my argument is drawn from
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the many aspects of economic theory and policy service in my :eiﬁ?i
sense where the consequences would seem to be, for the purposgs :‘ -
paper, policy inaction -- or, as | shall'argue: the endegenlsa io
economic policy and hence elimination of dlscreFlonary policy. b ective
Consider briefly some examples of the PervaSIye?ess of t@e.su Jeg.nce
value theory and its consequence to Paretian efficiency pollcnﬁs. ;mi-
Coase's seminal work on cost, the develo?ment of the theory az cu .
nated in the proposition that the distinctl?n betwegn private and soc o
costs cannot be positively maintained (with obvious conse?$egc5ira .
those policies based on the supposed divergence) . The so-ca f t']izgd
edy of the commons'', wherein such resources are supposedly over : i e
(such as undue depletion of fish stocks in the ?pen sea). vanlslzs yhen
it is realized that the imposition of pro?erty rlghts,”whlch wou erL -
inate the supposed inefficient utilization of the common prz}r::et ¥t
would itself be so costly in the enfor;ement of such rights a o
would be more efficient to permit the mann?ena?ce of the cowmondpr:pine
Lty A relentless application of the subJe?tuve opportgnnty oc[|;7:|
eliminates the supposed divergence between private and social costs .

Two major conclusions emerge: first, that it is noF pos§|g!f
to specify any class of transaction costs that -- g[v?n in |-
vidual wealth-maximizing behaviour under well—speCIfled_c9n
straints that include exchange costs -- generate e§terna1|t|es
that constitute deviations from an attaina?le optimum; sec;
ond, that the concept of externalities - insofar as the yor
is intended to connote, ... the existence' 9f an analytical
proven market failure -- is void of any pos!t|v§ content but,
on the contrary, simply constitutes a normative judgment ab9ut
the role of government and the ability of market to establish
mutually beneficial exchanges[lB].

Based on the position that one is concerned with costs ﬂ; pefcs;v:g
by agents, then, arguments have emerged to Fhe eff?ct that dar;lialled
entry", such as reputation of long-es?a?]zshed firms, an ?f‘cienc
"predatory pricing' are not practices |?|m|cal to economic effi eaz
but rather indeed may be consistent with it[19]. Such arguments apgem_
in many ways but one common theme appears throughout. Profiis:reven
setz, when discussing barriers for entry, for example, argues a

...careful treatments of the subject proceed as Ef the defini:
tion of barriers can be tied quite easi!y to give purely ob
jective measure of the cost of doing business[20].

The burden of Demsetz's argument is that, when rec9gnit!o? of the sz?:
jective nature of costs is paid to the problems of :neffucnent compe L
tors inherent in topics such as 'barriers of entry', it ceases FZ‘ e
clear, indeed becomes impossible to demonstrate, .that su?h competi 102
is inefficient or imperfect. Such arguments now in the literature resd
on the nature of incomplete and costly informatlon._ They are ?xprzfsi
essentially in terms of opportunity costs. as perceived by the |mmet|?nf
participants in a market or economic activity who have the greatest |
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centive to minimize measurement costs, etc. rather than as independently
assessable costs as measured by disinterested independent observers. It
would appear no longer to be possible easily to demonstrate the presence
of inefficiencies in the Paretian sense -- and with such difficulties
the confidence with which economists can commend or criticize policies
appears to be steadily weakened.

Before concluding this section with my final example, | should point
out that supposed demonstration of inefficiencies in existing economic
relationships continue to appear[21]. Yet as soon as they appear count-
ers based on the supposed ambiguities associated with objective costs
can be predicted to emerge. A general problem can now be seen. Based
on what was considered as cost and assuming the economic agents would
also choose the modes of co-ordinating economic activity seen by them to
be open to them, the independent economist could, it was argued, identi-
fy a state of equilibrium as being an inefficient one. The independent
economist, it was argued, could see that there was an alternative way of
conducting economic affairs which would make 'everyone better off'. The
observing economist was then in a difficulty. A1l agents were hypoth-
esized to seek to capture all conceivable gains from exchange. Without
that assumption, objective and subjective value theories would have no

positive content. Yet the self-same agents were somehow in a state,
such as a grand prisoner's dilemma, where they could not, even though it
was profitable to do so, improve upon their allocations. Yet since the

observing economist does not assume more information than the agents
themselves an inconsistency emerged, explicable only by the argument
that the independent economist was somehow misconceiving the perceived
opportunity costs. Once that point was made, the rest followed -- and
the ground for economic policy service in my second sence was fatally
challenged.

Moreover, in a reductio ad absurdum, the subjective opportunity cost
position can be carried further. |f agents form clubs, firms, etc. in
lieu of the use of the price system for the reasons that they perceive
such arrangements as being efficient, then the same arguments entail the
emergence and use of governments. Actions of governments -- more pre-
cisely the actions by elected representatives and appointed bureaucrats
of such agents, with all the costs of monitoring and measurements -- en-
tail economic efficiency. Collective economic policy becomes endogenous
and one is left with no more grounds to talk about ''government failure"
than one had grounds to talk about "market failure'. As part of this
argument the policy-adducing economist 1is then merely seen as one of
many inputs hired directly or indirectly in the process of efficient ec-

onomic activity. Discussion of discretionary economic policy becomes
empty by definition.
Many additional examples of this argument could be provided. | shall

introduce one more to explore the Keynesian value theory.

Keynes seemed to deduce the existence of an involuntary unemployment
equilibrium. Earlier | identified this in terms of Keynes' other defi-
nition -- an allocation from which, given tastes, technology and initial
conditions, it was possible to move in the direction of more both of
present and future consumption (in the form of investment). This cen-
tral idea of the General Theory has been under sharp and successful at-
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tack and it is, | think, correct to say that the discipline now regards
Keynes' deduction as unproved if not unprovable. The central problem
was that, in the traditional opportunity cost theory of value, if per-
ceived gains remained in existence, then a situation with involuntary
unemployment could not be described as an equilibrium allocation. It
must be on its way to elimination -- herein is the substance of the so-
called real balance effect even if one takes into account the potential
serious redistributional aspects associated with adjustments in money
wage rates and prices should the agents perceive that flexible prices
are one of the least cost ways of co-ordinating their activity and at-
tempt to capture the gains inherent in the postulated situation of in-
voluntary unemployment by reducing nominal values[22]. One does not
have to postulate instantaneous price clearing or auction markets to ap-
preciate (a) the ad hoc nature of some fixed price quantity adjustment
models, or, more significantly, (b) the arguments to the effect that
agents, given their costly perceptions of their constraints, leave pric-
es relatively unchanged and adopt layoffs, excess capacity adjustments,
etc., because they perceive such non-price modes of attempting to re-
solve inefficiencies as the least cost methods open to them.

An enormous literature has developed using this approach to Keynes'
problem. | need not stress the main types of this argument. Treatments
such as unemployment is voluntary search unemployment, measured prices
fail to reflect the perceived shadow prices (costs) associated with im-
plicit contracts, rational expectations, etc. abound. A1l such treat-
ments are, of course, based on the subjective opportunity cost theory of
value.

Consider the 'equilibrium' business cycle. Agents with rational ex-
pectations will, of course, discount the effects of endogenous monetary

policy. Unexpected changes in the nominal money supply will have 'real!
effects because agents perceive more closely -- i.e., in a less costly
way -- the change in the price of things in which they are specialized

either as demanders or suppliers. An unexpected increase in the nominal
money supply is associated, because of asymmetrical costly information,
with firms perceiving a rise in the price of the goods in which they
specialize as sellers and not a rise in the price of the many things
they buy (labour and capital goods) as purchasers, workers perceive a
rise in money wage rates and not in the prices of wage goods, producers
of capital goods see the price of their goods increasing and increase
output and purchasers of capital goods perceive the relative prices of
capital goods falling and so buy more of the capital goods, banks per-
ceive the nominal price of money services rise (though not relative to
the price of consumer and capital goods) while purchasers of money ser-
vices do not perceive the higher nominal price of money services (i.e.,
interest rates rise but not to the same extent of the prices of consumer
and new capital goods) so that 'real' interest rates are perceived to
fall. The result of this incomplete because costly perception of the
constraints confronting all agents is that there is a temporary increase
in the volume of output of consumer and new capital goads industries and
financial intermediaries and employment which persists in the form of
correlated movements in output and employment because of the 'distor-
tion' built into the capital stock by the original expansion of the out-
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Put of the new capital good industries and the perceived fall in 'real"
|nFerest rates. The rest of the story unfolds as agents optimally per-
ceive their '"true'" constraints -- and to the Hayek story of the busisess
cycle one adds because of the costly perception of constraints the wrin-
kle thgt the Hayek story[23] is an efficient or equilibrium one[24]
The rgle for monetary policy is not discretion which may be confusedl.
pgrcelved as unexpected but a rule which cannot, it is claimed be miz
§|nterpreted. This argument can be criticized -- no wage rate’or price
indexes are published (or no one watches the money stock figures)[25]
For my purposes, however, the story of the efficient business cycle i;
evidence that the subjective opportunity cost theory of value can be em-
g;oyed to_aicountbfo; observations which heretofore would have been said
economists to be drawn from i ici i
i e po]iciesT inefficient universes, open therefore to
I have documented, with just three examples, the ar =
lentless and wuniversalistic application ofpthe subject?czegépgtzin?:
cost theory of wvalue would seem to result in the ever-diminishing ro]Z
of economic policy in the Paretian sense. One could advance the hy-
pothesis that, fully understood, the subjective value theory has co;—
pletely gndermined the idea of efficient discretionary economic policy
If that is too strong, it can, | think, nevertheless be argued that ac:
ceptance of the subjective value theory shifts the burden of proof onto

those who argue that there i . ' K
ey g is a case for efficiency-enhancing economic

2.4 KEYNESIAN VALUE THEORY

Thg fi?a] Part of my paper is highly conjectural. Fix price quantit
adJustlpg interpretations of Keynes leave no room for value theory[26§
-- yet it was the subject with which Keynes was and which a Kéynesian
value theory must be concerned[27]. Yet, it is hard to ascertain just
where Keynes can be said to part from the value theories previouslstet
out.== though Keynes was not an objective value theorist. His concept
?f 1nvo!untary unemployment entailed the feasibiiity of simu]taneous?y
increasing present-consumption and, through increases in investment, in-
creases in expected future consumption. As such, Keynes' propos;tion
wa§ in sharp contrast to Marshall's view that interest was the reward or
price of waiting[28] or to the Fisherian view that the 'real" rate of
Interest metered or measured the marginal rates of substitution and
Fransformation between ''permanent' consumption streams. In the forego-
ing neoclassical value theory, it is not possible, unless deceivedgb
imperfectly understood differences between nominal and real rates of inZ
Ferest, for agents to obtain more present consumption and more net new
investment simultaneously[29]. This was the reason for Keynes needing a
theory of 'the" rate of interest. The liquidity preference theor gof
the raFe of interest entails that the major part of the yield on mZne
(andz in a minor way, on other assets as well) consisted of a liquidit;
ﬁremlum ~T“ ... a potential convenience on security' for which there is
v ngthnng to show for ... in the shape of output"[30]. In subsequent
reconsiderations of Keynes' theory, money, which was supposed to bear a
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liquidity premium par excellence, is deemed to be part of a
deterministic or stochastic transactions technology so that the services
of money are again part of the transformation between consumption

streams. Very briefly, money -- either as a consumers' or producers'
durable -- permits agents to obtain higher valued permanent consumption
stream -- if we include in such valuations the effect of variance in the
consumption streams. In the non-Keynesian analysis, change in money
balances is deemed to involve the agent choosing, along his perceived
budget constraint, amongst consumption streams -- the agent is deemed to

be choosing one outcome against another, deciding one way or another.
In Keynesian analysis, the agent is deemed now to be confronted with an
incompletable knowledge of states, he is deemed to have some ignorance.
In the traditional objective and subjective value theories, if the agent
is postulated to be ignorant in Keynes' sense, then there is nothing
these theories can say about his behaviour[31]. Yet Keynes did try --
he argued that money was a social contrivance through which agents could
postpone the taking of a decision until they knew more. It was this fa-
cility of the holding of money which necessitated that a price be paid
for parting with it, for parting with liquidity, which would be the 1li-
quidity premium. To Hicks, liquidity is a property of related or a se-

guence of choices. "It is concerned with the passage from the known to
the unknown -- with the knowledge that if we wait we can (may) have more
knowledge'[32]. Waiting in Marshall's sense and in Keynes' sense are
related but they are different. In the traditional sense, the rate of
interest is the price which is paid for waiting in the second of forego-
ing consumption in exchange for commitment; in Keynes, interest is the
price paid for "waiting" in the sense of foregoing the commitment -- of

delaying a decision until more is known. The contrivance of money fits
the bill, it appeared to Keynes, because actually to commit in any other
way or to attempt to postpone commitment in other forms could always in-
volve an agent in loss when the time comes that he knows more and may
realize on the earlier commitment or can now make the commitment post-
poned earlier. In our day, of course, the real value of money is eroded
by inflation but, in writing about money rates of interest of assets in
general, Keynes took into account the real yield of assets, their carry-
ing costs and the expected rates of change in their money prices as well

as liquidity premia. Inflation can therefore be fitted into the Keyne-
sian scheme. Though other assets, such as capital goods, have lTiquidity
premia as well, they in general must earn a rate of return not merely

sufficient to compensate their owners for the foregone consumption but
for the commitment made in the decision to acquire such assets, and to
give up money. Thus, the liquidity premia on money (and to a lesser ex-
tent on other assets) must be a factor in the determination of relative
prices in the Keynesian short-run. To summarize, the real rate of in-
terest or rate of profit or price of waiting in the sense of switching
among consumption streams, as a factor of production, enters the deter-
mination of relative prices or value theory in the Marshallian long

run[33]. In Keynesian value theory (if one is said to exist), the
Keynesian concept of waiting -- the ability to postpone the taking of a
decision or the making of a commitment =-- and the price which is paid

for not postponing or for giving up liquidity must be incorporated into
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the determination of relative prices in the short-run. It clearly
enters the determination of the supply prices of all current outputs,
produced partially with reproducible inputs, since the short-run margi-
nal cost will include the short-run marginal user cost, itself a func-
tion of the interest rate, including the liquidity-premium on money[34].
Much remains to be done, however, in the development of a Keynesian val-
ue theory as the following concluding comments will suggest.

Why should "money'" have the highest liquidity premium? Why should

money be a ''social contrivance'"? The liquidity characteristic of money
implies that it is a device in which the non-commitment of purchasing
power is expected to be convertible into anything at the agent's choice
at least cost. Other assets may also perform the role of money but upon
realization may be expected to have fallen in price relatively to the
desired '"upon receipt of more information'" choice of the agent. Then,
clearly, money as such is an aggregator -- it is a means of generalized
purchasing power. Similarly, agents may desire to substitute for owner-
ship of many pieces of capital goods, property in which necessitates the
costly knowledge of the movements in relative prices of capital goods to
consumption goods, the ownership of equity claims. The value of equity
claims, for instance, encompasses the value of many individual pieces of
capital goods standing behind them. Owners of such claims need only
monitor the smaller number of prices of equities and such equities, like
money, are aggregators. Equities imply the existence of firms and firms
are also in my sense aggregators.
- Keynes' analysis was worked out with the concepts of aggregates. It
is common to argue that such aggregates (as are used in standard macroe-
conomics) are mere simplifications, e.g., output is homogeneous, etc. |
believe that Keynes tried to work with aggregates (e.g., money, firms,
balance sheets) which were themselves thrown up or developed by the eco-
nomic system. It is not satisfactory to use aggregate constructs only
when the so-called conditions for consistent aggregation permit their
use[35]. It is essential that economists develop theories as to why in-
dividual agents themselves construct and use aggregators[36]. A satis-
factory theory of money[37] and Keynes' liquidity premium necessitates
such a theory of aggregation. |t cannot be maintained that we have such
a theory today.

Governments, acting as collectivities of individual agents, act (in
general) for policy purposes on aggregates. The Bank of Canada, for in-
stance, has acted on the rate of growth of an aggregator, M , on the be-
lief that a predictable response will be associated with another aggre-
gator, the CPl (or possibly some other price index). Without a theory

of aggregation in my sense, however, | would suggest that such policies
may not yield their predicted responses.

Tg summarize, what | call neo-classical value theory, encompassing
earlier objective and later subjective value theory -- aside from its

traditional positive content which is not my concern in this paper --
was supposed to have the additional positive content of being able to
provide the commendation or criticism of economic policies based on the
independently assessable Paretian criterion. As that value theory has
developed, it has become more progressively subjectivist. | believe the
modern Austrian theory is its most rigorous formulation. As such, cost
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depends upon what agents perceive their constraints to be. To postulate
the existence of an equilibrium allocation where perceived constraints
entail an equilibrium - i.e., no further gains from exchange are per-
ceived as attainable -- and yet at the same time to argue that the con-
strained equilibrium is Pareto inferior is to involve one in contra-
diction. The Austrians see this precisely which is why, for example,
there is in that theory no involuntary equilibria and all business cy-
cles are equilibrium i.e., efficient -- manifestations. So far as poli-
cy commendations or criticisms based on Pareto criterion are concerned
it will be observed that adherence to the subjective opportunity theory
of value prevents the economist from commending or criticizing discre-
tional economic policy. Properly understood, | believe that the epis-
temological foundations of this theory, with its essentials of costly
knowledge and concentration on what agents can profitably be expected to
know in the way of constraints on their activities, entails the elimina-
tion of the concept of discretionary acts of economic policy.

Keynesian value theory may, if it can be constructed, permit us to
consider the implications of policy acts by government. The Keynesian
value theory, given its foundations on the role of money and liquidity
premiums in the determination of relative prices[38], rests upon the
conventional significance of aggregators such as money, firms, etc. We
may call Keynesian equilibria conventional equilibria -- and as such
governments may be able to play a role in determining the allocations
associated with such conventional equilibria. Without the requisite
value theory in hand, however, | do not think the case for Keynesian ec-
onomic policies can be said to be secure.
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pected increase in the nominal money supply because workers are
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Comments on: Keynesian and
Neoclassical Value Theories:
Some Implications for Policy *

Costas Nicolaou,
Associate Professor of Economics,
University of Manitoba

As far as | can make out, one concern of Professor Rymes is with the
implications of the subjective cost theory for the practice of what
Rymes calls ''quasi-positive'" economic policy recommendations offered by
economists; that is, recommendations economists usually make for move-
ment from an inefficient position to a more efficient one (of equal or
higher ethical value).

These Pareto-improving economic policies, argues Rymes, are an endan-
gered species in an environment where subjective cost reigns. This is
because, in such an environment, agents will collect costly information
about alternatives and will take the action that appears to them to be
the best available, i.e., the least costly or most beneficial among all
known alternatives.

In a world without transactions costs it would be possible for agents
to consider all possible alternatives, and in such an environment it
would not be difficult to argue that the positions taken by agents rep-
resent efficient equilibria, since they will have taken these positions
after examination and rejection of all possible alternatives.

In such an environment, then, there would appear to be no place for
discretionary policy on efficiency grounds since the positions taken by
agents would be themselves efficient.

If, however, information is costly to acquire, agents would be ex-
pected to stop short of complete information, i.e., at the point where
the marginal cost of obtaining information equals or does not exceed the
benefit from the information. This leaves some room for policy, |
think, if one is prepared to argue that the policy authority has better
information, i.e., that it is less costly for the authority to collect
information as compared to the individual.

After having established the damaging impact of subjective value
theory on discretionary policy Professor Rymes sets out to investigate
an alternative value theory, one he terms "Keynesian'. And although he
calls that part of his paper '"highly conjectural', he provides us with a
fresh perspective on Keynes, different from the usual view of most ma-
croeconomists.
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For Rymes, Keynes was an objective value theorist, since he insisted
that the system settled in unemployment equilibrium, an obviously Pareto
inefficient position. In such a situation, the rate of interest does
not measure the rates of substitution or transformation between present
and future goods, since it is possible to increase both (i.e., increase
both consumption and investment) .

Again according to Rymes, the use of money balanzes for liquidity
preference in Keynes' scheme is intended to postpone specific action un-
til more information becomes available; thus, agents would not part
with money without payment, the rate of interest. The rate of interest
expresses the perceived benefits of waiting not in the Marshallian sense
but in the Keynesian one of postponing action until more information be-
comes available; and this rate would enter costs and relative prices,
hence the Keynesian theory of value.

My initial impression from Rymes' work is that his attempt to articu-
late a Keynesian theory of value appears to be of great significance not
only for economic policy but also for a satisfactory theory of money.
Moreover, his examination of the implications of the subjective cost
theory for economic policy alerts us to the fact that attempts to pro-
duce gquasi-Keynesian price inflexibility using standard microtheory
(i.e., the subjective theory of value) may not establish any legitimacy
for discretionary policy: this is because the actions taken by agents
under any conditions can be defended as efficient equilibria by relent-
less application of the subjective cost principle (to borrow Rymes'
words) . The full construction of a Keynesian value theory is, there-
fore, much more urgent than it appears prima facie: without it we can-
not easily construct alternative microeconomics that aggregate up to
what the real world appears to be to some of us.

There remains, of course, the difficulty for subjective value theo-
rists, which | pointed out in my comment on Professor Laidler's paper.
Namely, that they postulate an idyllic process of information collec-
tion. |f this is not the case, there might probably be room for policy,
subjective costs notwithstanding. This because it may then be possible
to argue that the information of the policy authority is more complete
than that of the agents, and discretionary policy would therefore entail
social gain.

4
A Critique of Privatization

J.C. Weldon,
Professor of Economics,
McGill University

With few exceptions, privatization advances steadily (Globe
and Mail, May 3, 1982 - a review of the Thatcher programme.)

To be under the power of some one, instead of being as former-
ly the sole condition of safety, is now generally speaking,
the only situation which exposes to grievous wrong ... Modern
nations will have to learn the lesson that the well being of a
people must exist by means of the justice and self-government

of the individual citizens. (John Stuart Mill, Principles of
Political Economy) __

In fact, nearly all the programs that are advocated by econo-
mists to promote equality and combat poverty - "and are often
rationalized in terms of stimulating consumption - in actuali-
ty reduce demand by undermining the production from which all
real demand derives ... ""Give and you will be given unto."
This is the secret not only of riches but also of

growth. (George Gilder, Wealth and Poverty, wittily parodying
Luke 7)

L. A PREAMBLE

In the federal budget of late June there was an open attack upon three
of the principal supports of the society reconstructed from the War and
the Great Depression. The direct pursuit of full employment was aban-
doned. The practices of the welfare state were reduced. The trade un-
ion movement was subverted.

None of the three supports had escaped earlier attacks, of course.
Even by the beginning of the sixties the notion had gained ground that
compensation for unemployment would substitute very well for actual em-
ployment, and during the seventies it became increasingly unfashionable
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to propose any measures by which the State would create missing jobs.
As to the welfare state, while undermining of its practices has been
both more delayed and more theoretical, that undermining now has visible
successes. The principle of universality has been the focus of debate,
with the propositions often being advanced, first, that in this much
wealthier society it has become too expensive to provide what a poorer
society could afford, and second, that by retreating from universality
to selective charity much more can be provided. And third, while the
trade union movement was a principal support of the reconstructed socie-
ty it was granted reciprocal support by that society for only a few
years. At the best it has been approvingly tolerated, and more often
only just tolerated. It now often finds its purposes again placed out-
side the law in some areas, and the spirit of the law in almost all.

Considered item by item the budget of Jlate June did not invent reac-
tions against the interventionist State, reactions that were without
precedent. The crispness and self-confidence, however, with which the
great social programmes were reduced en bloc may make June 28th a day to
remember. On full employment the budget spoke sufficiently in three
sentences. 'The onslaught of recession has triggered demands for a fun-
damental reappraisal of our economic policies ... Any departure from
our broad policy approach has been rejected ... We have rejected mas-
sive fiscal stimulus and the abandonment of monetary restraint because
this would only worsen inflation and aggravate unemployment.'[1] On the
progress of the welfare state, the budget limited ''the indexing factor
applicable to Family Allowances and 0ld Age Security'[2], and then with
respect to 0ld Age Security not only expropriated a substantial sum from
the real incomes of pensioners but moved the system away from universal-
ity and did damage to the all-important factor of trust. The welfare
state functions or fails as those taxed today believe in the continuity
of the rules: the compensatory transfers belong to an often distant fu-
ture. In this same way, as well known, medicare has also been under
siege. Then, on the commitment to trade unionism, the budget declared
""pay restraint in the federal public sector', and set wage increases
well below expected inflation for unionists - and all others - in the
federal service. Other unionists have since been pressed into this un-
predictable programme, recruited under successive improvisations. Where
federal writ now runs unions are free, rather as in Poland, except to
act as unions; and if this troubles workers, they can at least take
comfort that a new experiment in "incomes policy" so long demanded is in
place to substitute for their leaders' stubborn resistance to the higher
wisdom.

This does not hint at admiration for the budget or its inspiration,
but that is not the point. A review of its merits and those of its dis-
tinguished predecessors belongs to a different occasion. In the context
of "privatization'" the budget should be taken as a datum, as a phenom-
enon representative of the times. Thirty years ago, twenty years ago,
such a statement of economic and social policy as that of June 28th
would have been unthinkable. Public policy in Canada has certainly been
"privatized" in its appearance and may have been 'privatized" in its re-
ality. At least three large questions are worth reflection.
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Item, has there in fact been a substantial change in the actualities
of policy? It may be, for example, that the supposedly interventionist
State of the 'fifties was largely illusion, with the rhetoric of the
times being descriptive of a collection of accidental! events. If that
is so, it may also be that in the large "privatization" affects nothing:
the privatized State and the interventionist State are one. [tem, if
there has been a substantial change in the actualities of policy, has it
been the result of calculated "privatization" or merely of novelties in
policy associated with the vocabulary of "privatization'"? It may be,
that for short periods bursts of intervention by the State are possible,
but that effective intervention is impossible in a systematic way.
Item, if there has been a substantial change, and if it has been a
change politically chosen or politically imposed, has it enhanced wel-
fare (in comparison, of course, with the welfare available from the in-
terventionist State, or from some practical alternative)? The question
requires some agreed test of enhanced welfare. It may be, with such a
test accepted, that some clear superiority can be shown for "privatiza-
tion'", or for the interventionist State, or for some other social struc-
ture (of which forms of voluntary association seem to have the most du-

rable credentials). I think we might move on from preamble to
definition.,

L.2 ''PRIVATIZATION'" AS A CONCEPT

Admittedly "privatization'" is an extraordinarily ugly neologism, but it
has become an important slogan, and a summary of an ambitious technoc-
ratic programme.

In the technocratic aspect it proposes that the economic and social
structures of, say, Canada be speedily '"privatized", changed in one di-
rection and prevented from change of an opposite kind. | should define
variables. "Privatization" in Canada would have much the same forms as
it would have in any other economically advanced nation-state in which
businessmen, capitalists and markets have a large place in determining

events., The programme becomes more vague and hypothetical in settings
further from the industrialized "Canadian" model, but seems to me recog-
nizable in the debates about policy of almost any society. As to the

desired direction of change, this consists of transferring authority,
decision and power from the State to private organizations and especial-
]y (but not exclusively) to the apparatus of the marketplace. The State
lsaalways to be reduced in its economic and social influence, although
privatization sometimes emphasizes a general limitation of the capacity
of the State to govern, and sometimes particular transfers of responsi-
bility from public to private jurisdiction. Reduction of State authori-
ty within the programme is to proceed more or less rapidly, more or less
voluntarily, and more or less completely: at the asymptote State au-
thority may have vanished but may also be a basic authority of a subsis-
tence kind, a State authority that supports everything but modifies
nothing.

Those who would privatize, as each sees the others, must live with
strange company (as is no doubt true of those who regard the programme
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as barbaric or empty or both). When Friedrich Engels[3] writes, of a
redeemed future, that ''state interference in social relations becomes in
one domain after another, superfluous, and then withers away of itself',
he sees a society at the end of time only what Peter Kropotkin[4] af-
firmed (in his essay on the historic role of the State) has recently ex-
isted and can soon be reconstructed for an anarchic and by no means dis-
tant future. Milton Friedman[5] describes in Capitalism and Freedom
(and many other writings) the methods and advantages of taking almost
every allocative and distributive function the State may possess and re-
locating them in markets adorned by equal opportunity. George GilderF6]
speaks above in his inimitably Promethean style and does so in associa-
tion with John Stuart Mil11[7]. Even in Canada, and without David Stock-
man to write his reviews, Donald Johnston[8] - as this is being pre-
pared, the president of the Treasury Board - adds an audible voice to
this diversified choir: in his still quoted '"Fiscalimity' he decides
that Canada could be a great country ''were it not for too much taxation,
too strong a bureaucracy, too much government, too much welfare, too
many politicians and too few statesmen'. Probably if those who would
privatize were divided into two groups, according as their State is to
give way to private co-operation or to private self-interest, computed
from within each group, kinship would thereby be much improved.

L.3 SOME CONJECTURES BY MARX ON PRIVATIZATION

Kar1l Marx certainly had no high regard for the economic and social
structures of the capitalism he experienced or the capitalism he fore-
saw. The '"Canadian' model that | have used as the reference for priva-
tization would of course be merely a reasonably well defined stage in
the evolution of his '"bourgeois economy'. Marx's appraisal of that evo-
lution is a useful beginning here, for privatization can be seen as a
test of some basic Marxian conjectures.

I have in mind the arguments concerning crises. ''Bourgeois economy',
claims Marx, develops in a contradictory way, in the fundamental sense
that its development must generate forces that will be fatal to the sys-
tem. Capitalism was not seen as unique in this life history. Self-ter-
minating evolution was built into precursor systems and would character-
ize successor systems (at least until class, like time had ceased).
Still, capitalism has been the system of the here-and-now, so that its
self-termination was the natural focus of Marx's analysis. | do not
think there is any doubt about the general description Marx used for the
death of '"bourgeois economy'. Eventually there would be an economic and
social crisis that could not be contained or resolved within capitalism.
Capitalism would inevitably create crises. They would vary in intensity
but would tend to deepen. Capitalism would recover from all of them
save one.

Against the general description there are the specifics. |t seems to
me there are three logical distinct explanations given for the ultimate
collapse. Although they do not exclude each other, any of the three is
a sufficient cause, and each of the three 1is at one point or other the
single cause that Marx invokes. The obvious question is whether the

=
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three explanations have as a matter of fact a shared origin - not that

clearly stated - in some still more basic feature of ""bourgeois econo-
my''.

The most conventional of the explanations, | suppose, is that which
is a composite of reasons to expect cycles in trade and business. "The

ultimate reason for all real crises always remains the poverty and re-
stricted consumption of the masses as opposed to the drive of capitalist
production to develop the productive forces as though only the absolute
consuming power of society constituted their 1imit."[9] On the face of
it Marx has chosen a simple underconsumptionist theory. That must be a
misreading, though, because he has already complained that it '"is sheer
tautology to say that crises are caused by the scarcity of effective
consumption, or of effective consumers.'"[10] There is not space here to
chase down texts scattered through so lengthy a primary source, but in
rough terms the essential argument seems to be this. Repeatedly Marx
points out (much as Malthus had done[11]) that in the complex circular
flows of 'bourgeois economy' the likelihood of demands matching supplies
is vanishingly small. The system is competitive and so in a fundamental
way uncoordinated and fragmented. At all times those capitalists who
supply commodities are driven to reduce costs so that they may remain
capitalists, and in reducing costs most use the complementary methods of
consolidation and concentration[12]. Accumulation is thereby accelerat-
ed, and fixed capital becomes more durable. Obsolescence is accordingly
always an inescapable threat to the outcome of decisions about produc-
tion: supplies are generated under a notably different regime than are
demands. :

Once some external shock or internal miscalculation has been experi-
enced, there is nothing mysterious about how a cycle can be generated.
Luxury goods will be sacrificed by capitalists who have failed to "real-
ize"[13] well produced products - very often massive and long-lived fix-
ed capital - in prices that have an equilibrium relationship to values.
The lost surplus value erases aggregate demand where it is most easily
erased. Unproductive labourers[14] are dismissed, and like all labour-
ers who lose employment, take with them from the markets their demand
for necessaries. From a sizeable shock or miscalculation there appears
crisis, and from crisis proper there follows collapse and stagnation.
The circular flow is interrupted not only by the immediate mismatching
of demands and supplies but aiso by hoarding in the face of uncertainty,
planned hoarding of money and unplanned hoarding of ordinary invento-
ries. This explains the paradox of underconsumption. In every period
of collapse, consumption ex post will be low just as the reserve army
will be large. A door is opened for recovery because of the exceptional
depreciation of previous accumulations that stagnation produces. In
general demand eventually revives and crisis gives birth to counter cri-
sis.

At a culminating stage, though, there is no recovery. Accumulation
piled upon accumulation, and manifested in a falling rate of profit, al-
lows for a wider amplitude for cycles; and by a mixture of chance and
this widening of dangers a collapse is experienced too shattering to al-
low '""bourgeois economy' to recover.
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The capitalists are unable to organize a State in which collective
action has much effect on ordinary cycles or is able to forestall the
culminating cycle. So recovery owes nothing to economic policy. There
is one open Aquestion that has to be posed, the question of how periodic-
ity is controlled. '""One may assume', says Marx, ''that in the essential
branches of modern industry this life-cycle [of industrial capital] now
averages ten years ... [though] we are not concerned here with the exact
figure ... This much is evident, the cycle [embraces] a number of years
in which capital is held fast by its fixed constituent part.'"[15] Such
then is the first explanation.

The second explanation can be described more briefly although it ben-
efits from some of the most memorable of Marx's dicta. As consolidation
and concentration proceed (for so far things are unchanged) ''that which
is now to be expropriated is ... the capitalist exploiting many labour-
ers ... One capitalist kills many."[16] The enforced competition amongst
capitalists is revealed by success or failure in reducing costs. For
those who fail there is bankruptcy or forced sale, and the transfer of
assets to those who succeed. Capitalism grows as measured by output, by
productivity, by the number of employed workers, by the size of the re-
serve army, but it contains all the same a 'constantly diminishing num-
ber of the magnates of capital' and a working class ''disciplined, wunit-
ed, organized by the very mechanism of the process of capitalist
production itself."[17] In brief, within the boundaries of a capitalis-
tic nation-state the ranks of the capitalists are thinned by virtue of
market forces, and the coherence of workers is steadily -increased.
""Bourgeois economy' becomes a system that is capitalistic only in name,
for competition has virtually disappeared and the organization of a so-
cialist state is already in place.

Under this explanation of collapse, centralization of capital and so-
cialization of labour '"become incompatible with their capitalist integu-
ment. This integument is burst asunder. The knoll of capitalist pri-
vate property sounds. The expropriators are expropriated.''[18] The
capitalists again are unable to organize a State in which collective ac-
tion is able to sustain capitalism.

Finally, as to the third explanation of why its own growth stifles
capitalism, there is Marx's judgement about the ever growing domain in
which capitalists compete. One should keep in mind that for Marx capi-
talism is always a system of production, that the many 'capitals' the
observer will note never coalesce into a single 'capital', and that any
single capital may at one time exist well inside the boundaries of a
State, may sometime later be dominant throughout a State, and may later
still cross State boundaries in a wide varieties of international forms.
There will be international trade, the export of capital, colonial ven-
tures, and overtly political growths in the style of Lenin's "imperial-
ism'[19].

The process is unchanged in its simple, primary cause. Within a sin-
gle '"capital" each single capitalist must compete in the contest for
survival, and perforce must use any method of cutting costs that comes
to hand. Elaborate systems of credit were invented because they may
provide advantages in costs, and then must be used by all who remain
capitalists as the condition for their status. Colonies are wused as
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markets and then as suppliers of cheap labour and cheap materials, for
no better reason but no worse than that in competition each capitalist
must use any device another capitalist may use. Eventually the contest,
the enforced contest in its institutional and political dimensions, in-
tensifies to such an extent that one 'capital" or many ''capitals" are
violently overthrown. Marx did not get much outside the domestic, pri-
vate economic system in Capital, but where he did, was faithful to the
far more ambitious review of capitalism projected in the Grundrisse.
This third explanation of collapse therefore has a less focussed origin
than the other two have, but it seems to me to come directly enough from
Marx without having need of the complete but secondary support of Lenin.

I think the recital of the three explanations is clear enough evi-
dence of what their shared origin in Marx's '"bourgeois economy' must be.
As a mode of production capitalism is inherently and finally competi-
tive. As a consequence of this technological datum, capitalistic socie-
ty is always competitive and fragmented. Workers compete with workers,
and capitalists of one kind compete with capitalists of another, the in-
dustrial capitalist with the money capitalist and the money capitalist

with the landlord. The most familiar form of competition is that be-
tween workers of all kinds and capitalists of all kinds, but "most fa-
miliar" though it is, it is also the focus of - in Marx's usage - con-

tradiction. This central competition creates a class of workers, a
class of capitalists, a class struggle, and so social arrangements that
tend to produce collective activity embodied in unions on the one side
and State apparatus on the other. Marx finds, however, that while
"bourgeois economy' survives, the tendencies to collective behaviour are
insufficient responses to the dissolving powers of competition.

Under any of the explanations of final crisis, competition amongst
capitalists has persisted as both cause of the crisis and as the final,
mortal impediment to cure. Collectivist intervention might repair imba-
lances between the demands and supplies of the system. An effective
State apparatus might forestall the concentration and consolidation by
which capitalists expropriate each other. The "many capitals' of the
international sphere might find it possible to establish modus vivendi
and become a single ''capital''. In no case does Marx think it possible
that the suicidal forces of competition can be overcome. Collective ac-
tion would preserve capitalism but collective action is not possible to
capitalism. Marx conceives of the invisible hand as possessing Midas'
touch. Where Smith saw competition as a feature of his society that
needed to be nurtured, as a regime that called for a policy of natural
liberty, Marx saw competition as inescapable in ‘'bourgeois economy'!,
both as to its influence in increasing productivity now and as to its
inhibition of current welfare and future stability; and of all forms of
competition, ironically that which 1is fatal will be the competition
amongst capitalists.

"Privatization'", in brief, for Marx would no more describe a policy
or goals of '"bourgeois economy' than would "natural liberty" or laissez
faire. I't describes the natural tendencies of capitalism, tendencies
;nextricably bound to a mode of production and its derivative social

istory.
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L.4 PRIVATIZATION AND THE PURPOSELESS STATE

When our Canadian children are first given Marx's Capital to study, as

many of us must vrecall, | think they agree with their school teachers
that it is the mindlessness of the capitalistic State that Marx indicts
rather than its purposes or an overbalance of evil amongst individual

capitalists. Competition creates a rate of exploitation, and then re-
quires industrial capitalists to invest the surplus of society not so
much to improve their situation as to maintain it. There is for Marx
the great paradox that the contemporary mode of production is marvel-
lously capable of supplying commodities but has astonishingly little ca-
pacity to improve the lot of either the exploiters or the exploited. §o
far as there is a State apparatus it is dominated by capitalists, but it
is not thereby converted into a purposeful apparatus, or into a collec-
tive expression of class interests. Since at all times there is.a
struggle amongst the classes (a distributive struggle in the main) it is
reasonable to think of the State as jointly but ineffectually cont-
rolled. Out of the dynamics of '"bourgeois economy', the economic actors
will construct monopolies and cartels, will create trade unions, will
organize colonial enterprise and will take their places in the affaifs
of a capitalistic State; but it is always from the pressure of competi-
tion that these shared activities result, and it is always to renewed
competition that they tend. The capitalistic State might have much to
do were it an integrated entity, but it is in fact mindless[20]. Thus
Marx describes his State.

My own ideological preferences are social democratic, so that | am
well aware that to concur in Marx's judgements on the abilities of the
"bourgeois economy'" to provide itself with a State, is to confess to un-
real expectations about the scope of economic policy. One need not ac-
cept those judgements, however, in order to believe that the questions
Marx has posed are as basic as they are topical. The "privatization"
that so many economists have come to recommend and that so many politi-
cians seek to apply is a prescription Marx would not deny them: for
Marx it would be a prescription they will gain whether they search for
it or not, and that will signify the chronic and desperate ills of their
system. Where the means of production in an industrial society are pri-
vately owned, there 'privatization'" is of the nature of things and hopes
and fears of a rational State will be equally silly. | have no inten-
tion, of course, of speculating about Marx's eschatology, and am ready
to accept decidedly narrower boundaries than Marx uses in assessing the
contest between State policy and privatization. During the period since
the end of the Second World War the contest has in any event been suffi-
ciently intense in Canada to make recent and local evidence well worth
study. The tides have changed more than once since 1945, Possibly the
Canadian State administers but cannot govern, and should not govern if
it could. These are no longer propositions dismissed out of hand in the
political economy of Canada.
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L.5 SOME DISTINCTIONS

Whether the degree of privatization is endogenous, or chosen, | leave
aside for the moment. It may seem, though, that since privatization re-
duces the authority of the State it is a recipe to diminish the extent
of the State, to contrive or at least applaud a smaller State. Certain-
ly the evangelists from our immediate neighbour use language that con-
veys such sentiments, and not least the evangelist-in-chief who speaks
so often about getting government off the backs of the people, of not
looking to the State for help in tasks the industrious should perform
for themselves, and similar formulae for lessening the State. Size,
however, is not purpose, and in itself seems to have very little to do
with privatization. Undoubtedly the size of the State is a very diffi-
cult thing to measure, for its boundaries are vague and its structure is
heterogeneous. Quantification has many and arbitrary dimensions. Even
in simple societies, though, as K. Polanyi[21] has convincingly evi-
denced, a multitude of resources are absorbed merely to keep the State
in being, a first charge more demanding than the claims of the market.
I know of no data to show any solid correlation between the size of the
State (measured perhaps by some count of real costs required for its ex-
istence) and whether it is mature or primitive, purposeful or mindless,
dynamic or immutable, egalitarian or greatly hierarchic. The State that
President Reagan or Prime Minister Thatcher bequeaths may be different
in its functioning than the State over which President Mitterand pre-
sides, but this difference will not be exhibited by changes in size in
the various apparatuses of State. Even in States the mind occupies very
little space. Parenthetically, one might note how confused and impor-
tant the programmes are which seek to decentralize the State and assign
public tasks to colliective bodies as close to local, individual decision
as possible. He or she who seeks purpose and rationality in the demo-
cratic State looks to decentralization as strengthening this kind of
State in all of these dimensions. He or she who wishes privatization
looks to decentralization from an opposite view, as euthanasia of pur-
pose and intervention. From area to area, of course, either may be
right or either may be wrong. Opponents find themselves at times join-
ing in programmes where they really shared only slogans. The farce of
the propaganda for the negative income tax is a fine example. Decen-
tralization does not so much discriminate amongst alternatives as con-
flate them.

Against the abstraction of the purposeless or mindless State a critic
can oppose more than one alternative, for at the least either the adjec-
tive or the noun can be disputed. Still deferring the vital question of
causation (that is, whether privatization is a policy or an event), |
observe that contemporary economists routinely invoke the notion of a
rational and purposeful State whenever they wish to add to the pure
theory of markets the pure theory of welfare. They have found the idea
indispensable in every use of social welfare functions, in all discus-
sions of public choice, and in the construction of many varieties of
collective demand. This totally rational society constitutes as much of
a polar case for society collectively, as does economic man in reasoning
about private markets, and is equally a formal construction to assist
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analysis when behaviour and causation have been discovered. The
economically rational State is collectivized precisely as economic man
is privatized. The critic of privatisation, all the same, must know
there are a myriad of economically rational States - as against the uni-
que, perfectly privatized system - and will have to classify them far-
ther according to other qualities, perhaps along the dimension from the
oligarchic State to the democratic State as the leading variable.

It has often been that the critic objects to the noun rather than the
adjective, and proclaims the society that abjures the State entirely.
Competition is not a force that can safely be exploited within the con-
fines of a State, purposeful or not. Voluntary association, co-opera-
tion, the spontaneous creativity of anarchy, this is an alternative that

must (or should, or will - for causation continues to be undecided) free
humankind from motivations that are ignoble and from coercion that is
unnecessary and oppressive. If an invisible hand mediates our affairs

it is through our social sense it operates rather than our selfishness.
The State is the enemy. In more modest abstractions the State is an un-
happy refuge while co-operation slowly displaces other forms of organi-
zation, or when voluntary association fails or is shattered.

Hear a 1little more from Peter Kropotkin and his bitter indictment.
"The role of the nascent state in the sixteenth and seventeenth centu-
ries in relation to the urban centres was to destroy the independence of
the cities ... to pillage the rich guilds [and] by taking over the local
militias and the whole municipal administration, crushing the weak in
the interest of the strong by taxation, and ruining the country by
wars.'" He closes without ambiguity: “"Either the state forever, crush-
ing individual and local life, taking over in all fields of human activ-
ity ... or, the destruction of the state, and new life starting again in
thousands of centres on the principle of the lively initiative of the
individual and that of free agreement. The choice lies with youl"
(Here there is causation.) Earlier Kropotkin has observed explicitly
the error of ‘''confusing state with society', and the subtler error of
confusing state with '"government', and he has also noted that 'so far as

Europe is concerned, the state is of recent origin - it barely goes back
to the sixteenth century ... [The] most glorious periods in man's histo-
ry are those in which civil liberties and communal life had not yet been

destroyed by the state, and in which large numbers of people lived in
communes and free federations.'[22]

For John Stuart Mill the guidelines to a co-operative future are on
the one side pragmatic and on the other as visionary as anything in En-
gels. In his extensive reflections on the "Probable Future of the La-
bouring Classes''[23] he looks to a European experience he regards as al-
ready promising a new future. “"The civilizing and improving influence
of association, and the efficiency and economy of production on a large
scale may be obtained without dividing the producers into two parties
... The speculations and discussions of the last fifty years, and the
events of the last thirty, are abundantly conclusive ... The relation
of masters and work people will be gradually superseded by partnership
... in some cases, association of the labourers with the capitalist, in
others, perhaps finally in all association of labourers among them-
selves." This is a modest if incorrect projection. Mill has also ven-

A Critigue of Privatization 35

tured the glowing projection on the co-operative world of the stationary
state[24]. "The destiny of population necessary to enable mankind to
obtain, in the greatest degree, all the advantages both of co-operation
and of social intercourse, has, in all the most populous countries been
attained ... Hitherto it is questionable if all the mechanical inven-
tions yet made have Ilightened the day's toil of any human being ...
They have increased the comforts of the middle classes. But they have
not yet begun to effect those great changes in human destiny, which it
is in their nature... to accomplish. Only when, in addition to just in-
stitutions, the increase of mankind shall be under the deliberate gui-
dance of judicious foresight, can the conquests made from the powers of
nature by the intellect and energy of scientific discoverers become the
commcn property of the species."

The vision of Mill overlaps that of the princely anarchist, but it

also sees at the end very much what V. Lenin claims to see. In his
State and Revolution[25] Lenin draws upon Marx and Engels to conceive of
a society where '"it will become possible for the state to wither away

completely... when people have become so accustomed to observing the
fundamental rules of social intercourse and when their labour becomes so
productive that they will voluntarily work according to their ability
...There will then be no need for society to regulate the gquantity of
products to be received by each: each will take freely 'according to

his needs'," This world will be remarkably productive, it will have
learnt voluntary association because of the disappearance of private
property and of classes, and it will be a society without a State. It

will, however, be the sequel not only to the capitalistic economy but to
the society that manages collectively owned property under a transition-

al socialistic State. It will come into existence as history unfolds,
an event which no one has ever promised or even thought to 'introduce'
because it generally cannot be 'introduced'." Something very, very dif-
ferent from the interventionist State will develop from "bourgeois econ-
omy'", but it will develop according to its own historical dynamics.,
Despite the spectacular differences in how such authors and their
works have been perceived, it is not at all artificial, | believe, to

join the authors and to ascribe a strong pattern to their conceptions.
Authors and conceptions alike are agreed that now or ultimately both
State and competition must be expelled from renewed societies. Nor is
it artificial to regard Mill as a leading intermediary in transmitting
and improving on a theme that was continuously prominent from the one
great European revolution to the next. The abstractions that Mill se-
lected from his precursors were visibly influential in most of the medij-
tations still to come. In his famous What Is To Be Done? Nikolai Cher-
nyshevski[26] wrote of his appalling new men and women in language that
might make one swear off reform forever; but if his novel is oppres-
sively didactic it also communicated the abstractions from Mill to many
- including Lenin - who had a certain knack for practical affairs. Here
the pathbreaking husbands and wives set up co-operative workshops on the
best examples from Mill. They are materialists, and as remorselessly
utilitarian in word and honest in deed as Mill himself could hope. The
new men and women lead all to a happy equality under voluntary associa-
tion, and expect this marvel by applying the same faith in education



36 J. C. Weldon

that Mill had. "And so history will begin again in a new phase. And
that will last until men say: 'Now we are good', and then there will be
no longer any special type, for all men will be of this type, and it
will be difficult for anyone to understand that there ever was a time
when it was regarded as special and not as the common nature of all man-
kind."[27] It is true that this progress will be cyclical, and that suc-
cessions of new men and women will be needed before the co-operative
ideal is realized, but as against Marx the cycles create good men in a
good society instead of bringing a flawed society to an end. To build
or hope for a good society containing only men who are not good but or-
dinary, this would have been to defer too far to reality.

From Mill to Chernyshevski to Lenin of the State-that-will=-vanish
seems no great distance, and measured in conceptual units rather than
historical units is perhaps no distance at all. Chernyshevski translat-
ed Mi11[28], wrote the What Is To Be Done that was the favorite work of
Alexander Ulyanov, and that was then read intently by the brother the
Czar overlooked to hang. "It is the kind of book that influences you
for your whole life," says that Lenin who also wrote a prominent What Is
To Be Done. Pace Marx, there is some continuity here!

In all these co-operative societies, so different from '"bourgeois
economy', humankind will have been able by education and instruetion to
change the natures of its members, and will be able to free itself first
of the oppressive and then of the interventionist State. Education -
there must be teachers and those who are taught - is indeed the elixir,
for it transmutes the old materialism without disturbing its essence.
Canadian illustrations can hardly compete in a Canadian university with
these glorious inventions from abroad. 'Still, they exist. The Co-oper-
ative Commonwealth Federation of the depression and post-depression
years is usually thought of as the certain parent of the New Democratic
Party and as parent-like to social democracy throughout Canada. In a
practical way it was of a mind to do much more violence to Canadian
"bourgeois economy' than its softer successors have ever contemplated.
I'ts chosen name and its logical base, however, combine objections to the
mindless State that have been sketched above, and are by no means merely
the interventionist opposite of a privatized society. ''Commonwealth" is
strictly contradictory of private wealth, and envisages social modes of
both production and of distribution. 'Co-operative'" is contradictory of
competitive, and is plainly applied in the style of Mill and according
to the considerable experience with co-operatives gained since Mill's
evidence was compiled. As '"Co-operative Commonwealth Federation' was
being compressed into "CCF" its complete name was forgotten by all but
the most faithful; and although this compression represented distaste
for a cumbersome name, it seems also to have marked decline and failure
in the '""co-operative" principle.

More topical, but perhaps not as much noticed, 1is the invocation by
Canadian governments, in these last dozen years, of voluntary associa-
tion over the whole domain of prices and wages. At the beginning of the
seventies there appeared 'the institutionalized exercise in the co-oper-
ative determination of absolute prices (and the freezing of relative
prices) under the auspices of the Prices and |ncomes Commission. There
have been ad hoc repetitions ever since until the revival of the idea in
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the federal budget of June 28th last''[29]. The Minister of Finance then
announced that he was ''urging Canadians to lower their demands for in-
come increases ... calling on everyone to help Canada make the difficult
transition from the 12 percent world that has mired us in recession to
the 6 percent world that will bring recovery ... Solidarity and sharing
built Canada ... I count on the willingness of all Canadians to bear
their share of the collective effort." Voluntary association is not ad-
mittedly to displace 'bourgeois economy' entirely, for there is to be
that conscript army of federal public servants to stiffen the ranks, and
a general use of genteel blackmail to help the skeptical to believe. If

this lessens the connection with Mill a little, the official contention
that "solidarity and sharing'" were building the Canada of 1867, even as
Mill wrote, more than compensates for that slippage. The immediate

task, too, of affecting prices and wages in every sector could hardly be
more ambitious vis-a-vis privatization: not only is the goal at the cen-
tre of the privatized economy, but to reach it by universal self-denial
needs a route unknown to ''bourgeois economy'". Prices and wages would be
determined twice over.

L.6 PRIVATIZATION AND THE INSTRUMENTS OF PUBLIC CHOICE

Of the alternatives available to the privatized society, therefore, it
is only the purposeful, interventionist, democratic State that | shall
consider in the remainder of this text. The discussion, again despite
Marx, will be kept within the framework of 'bourgeois economy', although
in making this choice | am highly sceptical still of Marx and Mill rath-
er than persuaded beyond recall of their views of future realities.

Within 'bourgeois economy'" privatization is expressed in a political
programme, just as its social democratic antagonist is expressed in a
political programme; and since this is so, it begins with a preferred
myth, the picture of a system never part of human experience but well
known all the same by catch-phrases. For privatization the mottos are
"laissez-faire'", or '"free enterprise', or the "market system', and have
incorporated in them overtones of property rights, of maximum personal
and social welfare, and of a blessed rate of growth. Such matters in-
vite confusion with the works of Adam Smith and his predecessors, those
dynamic and turbulent works so eminently practical in their conception.
They belong much better with the abstractions of a hundred and twenty
years later. Vilfredo Pareto[30] has a far stronger claim to be the pa-
tron saint of the intermediate text-books than any of the classicists:
here is the '"community" that is totally individualistic, that denies so-
cial purpose, that is wholly competitive in its basic logic, and that is
a set of deductions extracted from the presumption of equilibrium for
all demands and supplies[31]. Privatization is there given its ideal-
ized form.

In the political expression of privatization | suppose one strategic
consideration is bound to be an effort to freeze public policy, to make
the democratic State apparatus less able to function creatively, to dis-
mantle instruments of collective choice. There are now quite spectacu-
lar examples in the constitutional domain. The ability to legislate
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day-by-day 1is to be taken from the State and subordinated to the
management of pre-existing law. Constraints upon policy are imbedded
into revised constitutions. The fact of California's "Proposition 13"
was extreme and rare. The prospect of a constitutional requirement in
the United States that Washington's budget be balanced has a different
dimension. "The next amendment to the U.S. Constitution will very like-
ly be the Republican right's perennial dream of forcing Congress to bal-
ance the Federal budget ... Codified as Senate Joint Resolution 58, the
i amendment seems a cinch to be approved by the full Senate" - so
Newsweek reports how matters stood this July 26th. Here in Canada the
months devoted to patriating the British North America Act and adding
warranties about ancient rights were notable for the silence about the
mechanics of maintaining the economic interventions of the welfare
State, let alone about how any further advances could be made. Undoub-
tedly the motivations for decentralizing economic authority were many-
sided, but it is arguable that in part (and even in Ottawa) a diminished
capacity for any authority to be exercised was regarded with equanimity.

A less direct but probably more effective dismantling of instruments
of public choice has been the exclusion of the trade union movement from
the centre of society. In North America the union movement has almost
always been resisted rather than assisted, hardly a favoured institution
even under the protection of social democratic governments. For purpos-
es of the interventionist State, | suggest, the unions have not been too
strong but too weak and fragmented, diverted from their primary purposes
at times to mere exercises in survival, and made vulnerable at other
times to imposed and tainted leadership, of fumbling tactics industrial-
ly and politically. For better or for worse - it 1is not the value
judgement that is being discussed - the trade union movement in Canada
has allied itself with the interventionist, democratic State on almost
every political issue one can think of, from support of the authority of
that State as such, to support of +the attempts of that State to inter-
vene on everything from full employment and medicare to metric conver-
sion and statutory holidays, and to exhortation of that State to pursue
actively goals still left to the visionary corners of political program-
mes (those resolutions on the Third World and the ecology and nuclear
disarmament that might seem daunting even to the hopes of a Chernyshev-
sky) . To weaken such an ally would seem inevitably to weaken the inter-
ventionist State and to speed privatization. Privatizers have had no
doubts about this relationship, but it has been surprisingly obscure to
others. The '"eighty'" come particularly to mind.

It would seem that the purposeful, democratic State would surely re-
alize that the attack upon its ally was an attack upon itself, and would
accordingly have made it impossible to resist unionization wherever in
industry it was wanted and in whatever degree. The reality, of course,
is that in white collar occupations, in occupations where employment is
transient and always at risk, in occupations where the doors to manage-
rial positions are not closed, any individual's wish to join a union may
be lawful but is prudent te suppress. The purposeful State could pro-
test and insist on unionization but it does not; and such a durable
spokesman for privatization as lan Sinclair[32] can express some confi-
dence of '"'the movement from the shop floor, from the working people ov-
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erriding the union Jleadership'", a phenomenon "in Great Britain ...
apparent to everybody. Maybe it's coming here. And it's needed; some
realistic attitudes are needed by everybody, business too." Mr. Sin-
clair is especially worth listening to on the point, for he speaks in
the context of having just been "picked by Prime Minister Pierre Trudeau
and Finance Minister Allan MacEachen to sell the Federal Government's
new 6-and-5 percent wage-and-price constraint programme to the nation's
corporate leaders.'" Even though other advocates of such programmes look
longingly to the assistance they might gain from social contracts, and
so from much strengthened trade unions, they join in the crunch with Mr.
Sinclair and accept the programmes without the social contracts and
without the trade unions.

That the opponents of the purposeful State would act against trade
unions, | re-emphasize, is as certain as the failure of support for
trade unions by the democratic State is surprising. In logic that State
should supply support. In logic so should those who benefit from both
trade unions and that State. In logic those who admire trade unions
should not admire an A.1.B. or a T.1.P. In logic these things are so if
the idea of the purposeful, democratic State has much strength. The
failure of support for trade unions perhaps points not to a victory for
privatization but to unreal expectations about the capacity of the State
to organize any sustained purpose.

A third route to the neutralization of the State is followed from the
opposite direction. The domain of "bourgeois economy" is enlarged so
that its control of economic and social events is taken, ipso facto, to
be correct and complete, in this way denying the political process the
right to function in affairs already satisfactorily decided. Under such
rules the interventions of the State are said to be at the best redun-
dant but more often mischievous or destructive. It will be remembered
that in his classic "Contribution to a New Theory of Just Taxation'[33]
Wicksell had seen the engrafting of the democratic political process as
essential to the tolerable functioning of an industrial society, and
this even after institutional questions had been settled to allow mar-
kets to function efficiently, tc determine original endowments, and to
determine the consequent pattern of distribution. (I might interpolate
that Wicksell made a much greater demand on "bourgeois economy" than
this, for in the indispensable interventions needed to provide monetary
policy and population control the purposeful State had to be a strong
federation of nation-states. He offered as required solutions for the
difficulties of '"bourgeois economy" prescriptions that Marx would pre-
sumably have happily taken as proof positive of the impossibility of so-
lutions.) Countless examples of the doctrine of privatization by exclu-
sion are published every month, and if practice follows that doctrine
with a lag, yet follow that doctrine it does. "But the fact is, the
squandering and laziness routine in government simply would not be tol-
erated in the real world." So says K. Spicer (Montreal Gazette, June
23, 1982) as though reporting an axiom rather than developing an argu-
ment; and as speaks Spicer so does '"commonsense" throughout the land.
There is a "real world" constituted of markets in which the State is on
the whole unnecessary machinery and a burden.
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The part of this thesis (and its day to day applications) that is
concerned with the peculiar delinquency of those outside the ‘'real
world" seems to me improbable and in any case beside the point. Where
the thesis bites is in the privatized nature of this reality, for if the
State has only unreality to add to bourgeois economy, then one or other
of the messages of privatization has been confirmed. Perhaps the inter-
ventions of the State need not be repeated because the political process
has added to the markets few effects that are not illusory (subject to
the usual qualification, that bourgeois economy requires a State-in-be-
ing so that its markets are protected). |f on the other hand the inter-
ventions affect events they can and should be checked. In case of ties
the markets win and the State loses; and there are few ties.

Finally, in this matter of rendering the State ineffectual, there is
the almost automatic attempt in systems on the Canadian style to sepa-
rate large actors in the public economy from the State itself. One
surely does not want politics to colour the behaviour of monopolies
merely because, say, they are monopolies and have been nationalized.
Privatization, as far as | can see, has no stauncher friends than our
mammoth chartered banks and nation-wide railroad companies. |t is taken
for granted, even or especially when a social democratic government has
a turn at office, that whatever is important to the economy and has come
into the possession of the State, that such an asset should be insulated
from State control as much as possible. Hydro-electric companies, hous-
ing corporations, banks, Central banks, railways, caisses des depots,
crown corporations of every other kind, all of these enterprises that
might arm the State in its economic and social purposes are to be sur-
rendered. For once the privatizer can correctly invoke the works of
Adam Smith as well as the name. One thinks back to the struggle within
the New Democratic Party of a dozen years back (of which ripples re-
main), the struggle about whether any danger to Canadian purpose could
be imagined that was as great as the flow of direct investment from the
United States. Experience since has revealed no intense interest by
Canadian governments in controlling enterprises of any kind: the expro-
priating foreigner may have been at the gates, but that hardly seems to
have mattered. For many members of parliament and of the provincial
legislatures, | think it is fair to say that in their perception, eco-
nomic and social policies have become specialized activities that must
be sub-contracted to independent agencies. For them it would be a
nightmarish responsibility to bring the Bank of Canada or Hydro Quebec
under full political direction: let there be states within the State,
perhaps, but that must be the outer limit of public responsibility. For
the privatizer it would be supererogatory (or at least prideful) to at-
tempt to remove from State control enterprises already so safely sepa-
rated from interventionist use.
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L.7 PRIVATIZATION AND THE WELFARE STATE

Let me turn from the effectiveness of the instruments of public choice
(successfully attacked, successfully defended, or whatever) to the pur-
poses of this State we are discussing, the interventionist, democratic
State operating within the boundaries of "bourgeois economy''. Wi thout
investing much thought in categories, | shall comment first on arrange-
ments directed to taxes and transfers, whether in money or kind, then on
arrangements affecting the composition and total product of the society
(devices to affect the level of employment, the rate of growth, the vol-
ume of public goods and so on), and finally and pro forma on residual
arrangements (in which items not so mechanically economic can find a
place) .

Social democracy is probably identified with the 'welfare State' more
closely than with anything else. Privatization would return this con-
struction to the bits and pieces of the market-place.

Take as a first example the facts of hospital and medical care. Few
whose memory carries back to the days before public care in hospitals
and public medical care were imbedded in Canadian life are likely to
dispute what a splendid achievement that use of taxes and transfers rep-
resented. Few who look to the ghetto medicine on which our neighbours
to the South rely are likely to overlook how retrograde a return to such
crudities would be. No-one, however, who reads of privatization by
means of deterrent fees[34], by means of the 'opting-out' of profession-
als, by means of extra billing, can be certain that the achievement is
permanent. [n some measure the advances of the sixties are already cur-
tailed and for all that can confidently be predicted may be reversed en-
tirely.

I't has been especially important that, from the time the reforms were
instituted it was well known that they had been roughed in, and on pure-
ly technocratic grounds, would require successive stages of improvement.
In unfinished form they were.very likely to prove unstable, as has in-
deed been testified to by experience. The State all the same did not -
or was inherently unable to - deal with the danger. It was folly to
leave unsettled how to deal rationally with the claims of the profes-
sionals, as though the programme could be conceived of eternally as only
a defense against selfish privilege; and it was equal folly to do so
little about the archaic institutional constraints on efficient medical
care. |t was "folly" (in these and other instances) to do nothing if it

is accepted that there were required needs unaccomplished. It may be,
though, that the purposeful State was incapable of developing this par-
ticular purpose any further. It may even be - as in this context has
always to be considered - that the '"splendid achievement' was pretty

much of an accident into which we have chosen to see purpose, a splen-
did, transitory happening neither chosen "then'" discarded '"now'".

Medical care gives a first example and a very important one. There
are others of comparable importance, however, each with its differenti-
ated features of fact and theory. From the earliest days of '"bourgeois
economy' there were many aspects of the welfare State that had at least
a shadowy existence-in-the-small, and some aspects (financing the expen-
ses of the sovereign, national defense, the State-in-being) that existed
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in-the-large. It has been well known from physiocratic times to the
present that it is not possible, it is indeed meaningless, to say of
this person or that in an interdependent society (epitomized by ‘''bour-
geois economy') that he or she produced such and such goods. It should
be pointless then, a fortiori, to pose the further question of whether
producing such and such goods would convey property rights in those
goods, and to ask whether under various moral hypotheses those rights
would be well-founded. In any event, distribution cannot take place in
"bourgeois economy' without social decision of some kind about taxes and
transfers. A centrepiece in the debate about taxes and transfers, |
think, has been the obvious arbitrariness of solutions pressed against
the obvious necessity for solutions. Competition is of the nature of
things, but so is the State-in-being and the defense of the State-in-be-
ing, as Carl Menger[35] was careful to emphasize before axiomatizing
pure market behaviour. A social consensus emerges to permit taxes to be
paid and transfers to be collected, but it rests upon individual inter-
ests that are always in conflict. Popular notions on how the consensus
should form have two predictable versions. There is the kind of second-
best privatization borrowed from Adam Smith (the transfers support the
State-in-being, and the taxation is as near as may be neutral vis-a-vis
the market), and there is the more or less complete egalitarianism (an
idea with many variants) taken as the economic corollary of political
democracy.

| have already remarked on the primacy of education in the logic of
the societies-without-a-State. For the welfare State, too, education
has ranked almost as high, but of course as something that would flow
from State purpose rather than substitute for it. Almost every issue
one can think of touching privatization can be illustrated from the im-
mense variety of experience Canadian society has had with primary educa-
tion first, and then with education of all levels more recently. Some
truly basic questions, however, may be more sharply posed in considering
parallel experience with the old rather than the young, that is, Canadi-
an experience with pensions. Here let me take notice of privatization

ex definition, the affection for private schools. Inheritances through
private schooling, | suspect, are nowadays easier to pass on than are

inheritances in land. One sometimes wonders, although it is an unworthy
thought, whether there is any simpler guage of how progressive one's
friends are than how exclusive the schools are to which they send their
children. Privatization directs society to elite schooling because it
takes inherited status as a datum and knows no mechanism for interfering
with the bequest of those kinds of wealth the market can transmit.
Here, the instrument of privatization is not direct suppression in the
budgets of wuniversal schooling, but acceptance of the separatist
schools. Where the separatist schools are of high quality, academically
or as a door to status, then parents indeed face a dilemma however egal-
itarian their views in general may be. They will be reluctant to wait
while schooling in general is constructed or reconstructed to high and
equalized standards. Waiting will pass their children by, and in any
case, however high general standards may be, selective schools - all
those '"difficult" left behind - will have higher standards still. In
education the suspicion becomes harder to dismiss that the disputes
about privatization are in the main disputes about original endowments.
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The principal example | would give, however, is the contest about the
leading basis of pensions in the country. It perhaps deserves a place
because it so clearly illustrates the contending possibilities, that on
the one hand there is a largely empty debate in which privatization is
cheered or deplored, but in which the course of pensions will be largely
independent of calculated, deliberate choices of policy, and that on the
other hand, there is a normative debate under way in which the wish to
privatize or to defeat privatization will have great practical conse-
quences. My view, argued at length elsewhere[36], is that here the wel-
fare state is not so much protected by positive economics - the language
is then inconsistently normative - as it is the necessary consequence of
the system. It was striking that in the wide ranging schemes of priva-
tization in the early days of the Reagan regime an abrupt and unexpected
check was experienced when the privatizers to the South attempted to
tamper with the social security system. Further the positive economics
revealed in this portion of the welfare state seems prima facie to have
some force elsewhere, in logic wherever the population at large benefits

from protection against incalculable contingencies. If this view is
sgpported by events in Canada, the reduction in 0ld Age Security protec-
tion will prove an aberration, within a strongly evolutionary process

towards continuity in living standards throughout retirement.

If privatization is sometimes a sham battle, in which our wishes in-
terfere with our reason, it certainly does not follow that it is always
so. In touching on the welfare state, | should report fascination with
a favoured example by Friedman of why some touch of the welfare state
must be retained: there are indeed madmen abroad even in the most pri-
vatized of societies, and for these exceptional people the market is not
well equipped to provide remedy. One might almost say, those lucky mad-
men for whom a society will still exist, and for whom the State will
have a human face. Where privatization may well not be a sham battle is
where it touches the scope of the welfare state and the principle of
universality: distribution and redistribution are normative surely in
their ultimate origins and ultimate results.

4L.8 A WORD ON PROPERTY RIGHTS

Privatization would give new force to property rights, and would make
legal ownership and rights over what is owned more nearly co-extensive.
I cannot think of a classical economist from Turgot to Marx for whom the
mechanics of the alienation of property, the relation of the state appa-
ratus to property, the technical and moral rationale of property rights,
are not seen as fundamental to the scope of economic science, perhaps
able to be described without hyperbole as the economic question of all
economic questions. Friedman's justification, incidentally, for
strengthened property rights, runs in terms of economic efficiency. I
doubt there is much belief in any society that one's individual fortunes
are more affected in any degree by efficiency that by where one begins
with original endowments. A few thousand acres amply compensates for
the marginal equalities.
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L,9 A WORD ON EMPLOYMENT

Privatization would also inhibit the State from intervening to correct
the ills of the laissez faire economy, at least in any degree that might
impair the structure of power in the economy. in April, 1945, the Min-
ister of Reconstruction published the sparkling assurance that the ''cen-
tral act of reconstruction was to maintain a high and stable level of
employment and income ... a primary object of policy ...[not thereby se-
lectingl] a lower target than full employment." The assurance has
failed, for reasons that certainly go beyond a retreat to (or the fact
of) privatization. Few would dispute that the complexity of what was
promised was underestimated, and the growing, accelerating interdepen-
dence of this promise with competing promises was only partly under-
stood.

| believe all the same that the heart of the matter is that the as-
surance was repudiated as a retreat to (or as an aspect of inescapable)
privatization. The critical event was the election (chosen or forced)
of tolerated, compensated unemployment as a satisfactory substitute for
direct employment. The substitution belonged to the family of '"cures"
of which, say, negative income taxes are a prime example.

L.,10 A WORD ON WAGE CONTROLS

Since | have only recently written at length[37] on the use of wage con-
trols in this past dozen years | shall be brief here. The union move-
ment in Canada was certainly greatly nurtured by evolution in the late
'"thirties in the United States, and then again by the non-privatized
economy of the war years at home. Whatever else wage-controls may be,
their compulsory enactment by the State seems logically to be the cre-
ation of an anti-union, designed to do what unions intend to do, only
replacing positive numbers with negative.

L. SOME CONCLUSIONS

Examples on all sides of these questions are abundant, and in any par-
ticular case should certainly be investigated as to their particulars as
something much more detailed than mere chapter headings. All the same,
it is time to come to some conclusions, even though in the context of
the limitations of a sketch of so wide a domain conclusions cannot pre-
tend to be more than tentative and explanatory. | return to the ques-
tions that Marx raised, for ex post they seem to me to point to funda-
mentals.

Item, on the great question of the ultimate fate of bourgeois econo-
my, | see nothing in local experience that tells us much. One would gu-
ess the answer lies in two sequences, one of which was largely foreseen
in Marx and the other of which, | fear, neither Marx foresaw nor none of
us here can foresee. There is the matter of third-world economies, and
the connections amongst bourgeois economics, the floating States of mul-
ti-national corporations, and the social tensions in the hinterlands of
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bourgeois economy: on that evolution as a cause of instability Marx has
much to say, though from within Canadian experience | find the effects
wholly unpredictable. There is the matter - the second of the sequences
- of nuclear armaments. Bourgeois economy might explain catastrophe if
it comes, and were there explainers left alive for the needed analysis;
but | judge ex ante explanation via Marx or any other economist to be of
negligible value.

ltem, on the lesser questions that suppose the economic and social
system as we see now is for better or worse all that we shall see, the
questions that appraise what may happen or be made to happen within
bourgeois economy, | conclude first that some substantial matters debat-
ed in the name of such language as privatization are in fact endogenous,
part of the positive properties of the system. This does not require
that the form or degree of these matters become fixed points in the sys-
tem, but only that they are reasonably predictable consequences of the
system. In terms of the world that we can examine and deal with | sup-
pose that in relation to Marx's questions they constitute a stabilizing
factor that mindlessness of the State does not negate public pensions,
perhaps, are a consequence of the system from the simple fact of its ex-
istence, and are not much affected by political choice.

Item, if this is accepted, it leaves over the matter of privatization
in a practical form. The residual question is whether governments can
govern, whether a democratic, purposeful State 1is an actor for whom a
role has been written, and so whether the privatizers in fact have an
opponent. |t seems to me this is so. Governments can choose universal-
ity or selectivity in their social programmes, for example. Governments
can intervene or reject intervention in the allocation of investment.
Governments can foster trade unions or impede trade unions - and so on,
and so on. Governments, alas, in the jargon of the trade have always
two social welfare functions before them, that of the society and that
of the government: that government must face elections, must deal with
durable problems in short intervals of time, and must create an appara-
tus commensurable with the problems. The requirements are not necessar-
ily compatible. Even in the residual areas of policy Marx's questions
therefore carry a certain sting.
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Op. cit., p.175. Since this was written | have had the message of
the Prime Minister of Canada from three talks in a similar vein.
We are to become new men and women. In the nineteenth century it
was perhaps not pure romanticism to imagine that example and educa-
tion could create new men and women. Experience has made plain
that it is with men and women as they are that society must fashion
its programmes, and that new men and women are elitist phantasies.

"The question of morality seemed to him to have been solved once
for all by the English Utilitarians, known to him principally
through John Stuart Mill, whom he translated." Chernyshevsky, op.
cit., Carr's "Introduction"'", p. xii. | think Carr understates.
The programme of Mill is borrowed (the Mill of second thoughts),
and not simply the calculus of motive. On the transmission of this
influence to V.l. Lenin, | have in mind such strong, direct evi-
dence as that cited by L.H. Haimson, '"The Russian Marxists and the
Origins of Bolshevism'", Beason Paperback, Harvard University Press,
circa p. 98.

See the beginning of this piece again, and recall the content of
the addresses by the Prime Minister looking to voluntarism
strengthened by conscripts. This does double duty, as an introduc-
tory citation and as part of the text proper. The notion that a
spontaneous outburst of goodness can direct economic affairs as a
substitute government seems to lie somewhere between the comic and
the tragic.

See the text and the mathematical appendix of V. Pareto's Manual of
Political Economy, (originally 1903-06) in the translation by A.S.
Schwier and A.N. Page (1971). For this reader the translation at
times seemed inconsistent with the flow of the argument. In any
case the device of reasoning back from assumed equilibrium to pro-
cess rather than from process to possible equilibrium is Paretian,
not Walrasian.

Op. cit., the Appendix. The sequence of argument is perfectly
plain when the structure is formalized.

The quotation comes from a variously reported interview on Mr.
Sinclair's new tasks. | confess to a certain regret. Can it be
that only social democrats are left to defend some part of the mar-
ket-place for the Canadian Pacific Railway?

It dates from 1896, and is found, e.g., in Classics in the Theory
of Public Finance, R. Musgrave and A. Peacock, 1958.

For an interesting account of this aspect of medicare, and of other
aspects discussed in the next few sentences - particularly the mat-
ter of leaving the programme half-finished and of pointing to the
physician as scape-goat - see L. Soderstrom, Health Policy At A
Crossroad, forthcoming from the Canadian Centre For Policy Alterna-
tives, and initiated by the Douglas-Coldwell Foundation.
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[35] Perhaps it is widely known, but it was news to me that the second

[36]

[37]

version of Menger's Principles appeared in 1923 posthumously and
was not translated. As with the information of footnote 21 the ad-
vice comes to me from M. Mendell's Polanyi-inspired researches. In
1933 when an edition was republished in English it was the first
version accompanied by very unkind suggestions from F. Hayek about
the inexplicable addition to the second version. The principal od-
dity seems to me an excellent and far reaching point thesis, name-
ly, that economies widely conceived have a technocratic problem but
not necessarily a scarcity problem: a State is always needed.
Economies that experience scarcity (in relation to things that are
known to exist!) constitute a narrower set, but necessarily also
rely on a State-in-being.

In the Jamieson lecture at the University of British Columbia, dat-
ed September 30, 1982.

In the Jamieson lecture dated October 1, 1982.
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Did Macroeconomics Need the
Rational Expectations
Revolution?

David Laidler,
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5.1 INTRODUCT I ON

If any development in economic theory has attracted more attention in
the last decade than the rational expectations hypothesis, it seems safe
to say that macroeconomists at least have not heard about it. Some au-
thors (e.g., Begg, 1982) are now referring to a "rational expectations
revolution'" in the discipline and claims are being made on behalf of
that revolution not unlike those which, once upon a time, were made on
behalf of the Keynesian Revolution.

As its title suggests, this essay is devoted to assessing such claims
from the standpoint of macroeconomics. This particular focus is impor-
tant for two reasons. First, as Begg's readers are well aware, the ra-
tional expectations hypothesis has found, and continues to find, appli-
cations well beyond the conventional boundaries of macroeconomics per se
and | shall not be concerned, for example, with judging the significance
of the hypothesis for the theory of asset market behaviour in this es-
say. Second, and as Begg's readers are also well aware, many of the
more striking results associated with the '"rational expectations revolu-
tion'" in macroeconomics have involved not one hypothesis but two: the
rational expectations hypothesis per se, and the proposition that the
economy may usefully be modelled as if it were made up of a series of

continuously clearing competitive markets. It is these two hypotheses
which together form the core of what is often, somewhat misleadingly,
called '"New Classical" macroeconomics. | prefer the label "“neo-Austri-

an" and shall use it in this essay[1].

The two above-mentioned hypotheses are logically independent of one
another, as the following examples ought to convince the reader. In a
deterministic worlid, the proposition that agents hold rational expecta-
tions about the future time path of prices reduces to the assumption of
perfect foresight about prices, and that assumption is present, albeit
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more often implicitly than explicitly, in virtually all the fixed price
level 1S-LM analysis which permeated the last generation of macroeconom-
ics textbooks. At the same time, some of Robert E. Lucas' pioneering
work on inflation-unemployment interaction in a world of clearing mar-
kets (e.g., Lucas and Rapping, 1969) utilized a mechanical error learn-
ing mechanism to model expectations in experiments which rendered expec-
tations formed in that way systematically erroneous. Nevertheless, it
is the combination of these two hypotheses which gives neo-Austrian ma-
croeconomics its particular flavour. When | pose the question: '"Did ma-
croeconomics need the rational expectations revolution?", | am really
asking whether or not this branch of our subject needs to be recon-
structed root and branch on the basis of these two hypotheses. Since
such neo-Austrians as Barro (1979), Lucas and Sargent (1981) seem to be
arguing unequivocally that just such a reconstruction is necessary, | do
not believe that | am erecting a straw man in posing the issue in this
way .

There are many ways of stating the rational expectations hypothesis.
At one extreme, the phrase may signify nothing more than what Friedman
and Schwartz (1982, p. 630) have called the "ancient idea" that, in mak-
ing their decisions, agents will use all relevant and available informa-
tion. Put in this way, the hypothesis is at best innocuous and at worst
vacuous. A1l its content 1lies in the meaning one might attach to the
words ''relevant" and "available." The neo-Austrians attach very specif-
ic meanings to these words. To begin with, they attribute to agents
correct knowledge of the structure of the economy in which they operate.
If such knowledge is complete and there is no inherently stochastic ele-
ment to the economy's structure, then this amounts to assuming perfect
foresight, but if it is incomplete or if there is an inherently stochas-
tic element to behaviour whose distribution is known, then it involves
agents in making unbiased econometric forecasts cf relevant variables.
Furthermore, in arguing that, even though agents do not literally engage
in sophisticated econometric forecasting exercises, they nevertheless
behave ''as if'" they did so, the neo-Austrians gloss over the distinction
(of which they are nevertheless aware) between expectations and antici-
pations, and postulate that the information which they attribute to
agents will be acted upon. Furthermore, for neo-Austrians, the world of
whose structure agents in question have so much knowledge is made up of
clearing competitive markets.

As the reader will surely agree, when fleshed out in this way, the
""ancient idea' of rational expectations is anything but vacuous, but it
is also far from innocuous. Even if, for some people, the idea might
lose much of its a priori plausibility and appeal, this is not a reason
to criticize it. Quite the contrary: to specify the hypothesis in this
way is to deny the empirical relevance of an enormous variety of a
priori plausible and possible patterns of behaviour, and that makes the
hypothesis a powerful scientific proposition. Whether it makes it a
correct proposition in the sense that the empirical predictions which it
yields are not refuted by available empirical evidence, however, is a
different matter, and it is this issue of correctness that | shall main-
ly be discussing in the body of this paper.
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5:2 MICRO FOUNDATIONS

Proponents of the 'rational expectations revolution' argue that their
appreach to macroeconomics is not only superior to the '"Keynesian' al-
ternative on theoretical and empirical grounds, but also that it pro-
vides a sounder guide to the analysis of macroeconomic policy. On the
theoretical plane, the claim is one of superior microeconomic founda-
tions, and | shall now briefly discuss this claim. Though | have grave
doubts about it, they stem only partially from disagreement concerning
the criteria that one might apply in forming judgements here. Economics
seeks to explain a wide variety of phenomena, some of them micro and
others macro in nature, and | would not deny that the fewer basic hy-
potheses the subject needs to cope with these phenomena the better. The
argument that the hypothesis of the rational maximizing agent, be it a
firm, a household, or a biological individual, is a basic element in ec-
onomic analysis does not bother me either. |f a body of theory dealing
with issues which we usually classify as macroeconomic - the determina-
tion of the level of employment, prices, etc. - can be shown to be com-
patible with this basic hypothesis, then so much the better, and if it
cannot, then so much the worse.

Now it is certainly true that the behaviour relationships proposed by
Keynes in the General Theory (1936) - notably the consumption function -
were presented by him more as ''laws'" describing observable empirical
regularities, than as consequences of individual maximizing behaviour.
In its beginnings, macroeconomics did, particularly if judged by the
standards of the 1980s, seem to lack firm micro-foundations. However,
long before anyone had heard the phrase ''rational expectations', work
was underway to counteract this defect. Whether or not we nowadays
would approve of the details of particular studies, there can still be
no denying that Friedman (1956, 1957), Modigliani and his associates
Brumberg and Ando (1954) (1963), Jorgenson (1967), Eisner and Strotz
(1963) , Baumol (1952) and Tobin (1958), to name a few important contrib-
utors, were all attempting to provide a basis in maximizing behaviour
for relationships which, taken together, make up what we would usually
recognize as a standard "Keynesian'' 1S-LM macro model; nor can there be
any reasonable doubt that they largely succeeded in doing so. There is,
that is to say, no fundamental incompatibility between the component
parts of the standard IS-LM model and the maximizing postulate. To this
extent, it does not lack micro-foundations.

There is, however, more to macroeconomics than isolated behaviour re-
lationships. Any body of theory which deals with the economy as a whole
must be concerned with the way in which individual agents, and groups

thereof, interact with one another. It must have a foundation not just
in the theory of individual maximizing behaviour, but also in the theory
of markets. It is here that the microeconomic foundations of the two

approaches to macroeconomics under discussion differ, and it is not hard
to make the case that each one of them is, in its own way, unsatisfacto-
ry in this respect. The body of analysis pioneered by Patinkin (1965,
Chapter 13), and Clower (1965) and brought to fruition, in various
forms, by Leijonhufvud (1968), Barro and Grossman (1976) and Malinvaud
(1977) was directed to showing that, if prices are slow, relative to
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quantities, to respond to shifts in demand, then quantity changes,
rather than price changes will play the role of equilibrating factors in
markets generating Keynesian multiplier processes, which lead the econo-
my towards 'income constrained" positions of rest. |In their turn, these
positions of rest can be shown to be equilibrium positions of an IS-LM
model[2].

Thus there s a clearly specified market theoretic foundation for
standard 'Keynesian' macroeconomics. We did not need a '"rational expec-
tations revolution" because this was lacking. Rather, the proponents of
its neo-Austrian form ask us to embrace their revolution because they
regard that foundation as unsatisfactory, resting as it does on a postu-
late which directly contradicts the market theory to be found in most
microeconomics textbooks. There it is price changes, rather than quan-
tity changes, which are the equilibrating factors in markets. If the
flexible price general equilibrium model is the norm against which all
other constructions are to be judged, then the sticky price postulate
which underpins Keynesian macroeconomics certainly appears to be ad
hoc[3].

On the other hand, | doubt if it would be difficult to find people to
agree to the proposition that the assumption of complete price flexibil-
ity is also ad hoc. Certainly, if one is to make it, he must ignore the
factors to which such economists as Keynes (1936), Hicks (1974), Tobin
(1972) or Lipsey (1981) have pointed as providing a basis for price
stickiness notably in the labour market, a basis, be it explicitly said,
which treats such stickiness as the outcome of the rational maximizing
behaviour of the agents operating in that market. According to this
just mentioned body of work, the labour market does not conform to the
competitive norm. Monopoly elements may be present, or, more fundamen-
tally, externalities which stem from relative wages as well as their ab-
solute level being an argument in individuals' wutility functions. I f
factors such as these are admitted into the analysis, one cannot then
develop a macro-theory by simple aggregation of individual experiments:
instead interaction effects among agents become important. If the aim
is to deduce macroeconomic predictions solely from propositions about
individual behaviour, and that is, according to Lucas (1981), a key aim
of his work, the competitive assumption must be maintained. His ignor-
ing the micro-foundations of price stickiness is not therefore capri-
cious, but is a necessary component of his research strategy, as it is
of those other aspects of contemporary economic theory discussed by
Rymes (1982) which treat the notion of externalities as vacuous.

Some theorists find a difficulty here, though. Frank Hahn (1982), in
particular, has argued that a model of competitive equilibrium with all
markets always clearing is not the easiest in which to Jjustify a role
for money. This might make a fastidious economist uneasy about using
such a model as the basis for the analysis of the macroeconomic conse-
quences of monetary disturbances. Of course it can be done, because
money can always be introduced into such a model by assumption. Such a
procedure however is yet again open to the charge of being ad hoc. Al-
though attempts by such workers as Karekan and Wallace (1981) and Bryant
and Wallace (1980) to find a foundation for monetary theory in the over-
lapping generations model of Samuelson (1958) represent an attempt to
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avoid this particular pitfall, whether these attempts will prove
successful or not must be a moot point at the moment, though the argu-
ments of Hahn (1982) and McCallum (1982) to the effect that the model in
guestion does not capture money's essential role as a means of exchange,
and hence cannot be used as a foundation for a theory of money, seem to
me to be very powerful.

That well-known term of disapproval "ad hoc'" has turned up three
times in the last page or so. The lesson here is surely straightfor-
ward: the market-theoretic foundations of macro theories of all vari-
eties are, in the current state of knowledge, shaky. We did not need
the rational expectations revolution because the micro-foundations of
existing macro-theory were non-existent or widely perceived to be hope-
lessly flawed, though they were, and remain, incomplete. However, al-
though the micro-foundations of the new macro-theory are certainly dif-
ferent from those of its older rival, and are more appealing to anyone
whose training in micro-theory has stressed the competitive Walrasian
model, they too can fairly be termed incomplete. The question of wheth-
er or not they are 'better' is not to be settled on a priori grounds.
It seems to me to be an empirical matter.

Before | turn to empirical issues, a word should be said about the
arguments that Lucas and his associates have advanced for the superiori-
ty on theoretical grounds of the ''rational expectations' notion per se
over the mechanical extrapolation schemes that have so often been used
to generate expectations variables in Keynesian models. Here | find
little to argue about. It is of the very essence of macroeconomics that
we need to understand the behaviour of the economy over time, and any
macroeconomic model therefore needs a theory of expectations. Also,
there is something very wrong with attempts to construct such a theory
which arbitrarily assumes that agents ignore information which is avail-
able to them, whose relevance they can perceive, and upon which they are
able to act. To the extent that macroeconomists had to be reminded of
these simple truths, and we did, we certainly needed the 'rational ex-
pectations" revolution[4]. The question, however, is whether, if we ac-
cept this part of the new doctrine, we also need to adopt what it offers
us in the way of market theoretic foundations for macro-theory. It is
to this, as | have already argued, empirical question that | now turn.

5.3 MODELS VS. "THE REAL WORLD"

As we have seen, the micro-foundations of the macroeconomics propounded
by exponents of the rational expectations revolution are certainly dif-
ferent from those underpinning any '"Keynesian'' alternative. Though that
gives us no reason in and of itself to prefer the newer doctrine, it
does require us to take it seriously. Surely no one would argue with
the proposition that it 1is healthy for macroeconomics that there be
available alternative approaches to explaining the key variables with
which it deals. If there do exist such alternatives, then their expla-
natory power ought to be compared wherever that is possible. From such
comparisons we might expect to learn something both about our theories
and about the world we live in.
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It has been a frequent claim of the exponents of neo-Austrian
macroeconomics that the experience of the 1970s - particularly in the
United States, though experience has been sufficiently similar elsewhere
to suggest that the claim might be more brnadly based -- has constituted
a crucial experiment in which Keynesian economics has been decisively
refuted[5]. The particular facts to which they have pointed are the
co-existence of high, and indeed, on average, rising inflation with ris-
ing unemployment and slow and declining rates of economic growth. These
facts, we are told, are not what would have been or were predicted by
the macroeconomic orthodoxy prevailing at the beginning of the decade.
Rather, high and rising inflation was expected to coincide with low and
falling unemployment, and with more vigorous real growth.

The first thing to be said about this claim is that whether it seems
true or not depends upon one's perception of just what constitutes pre-
vailing macroeconomic orthodoxy in the 1960s. To be fair to Lucas and
his associates, they are explicit about this, and always refer to a
style of macroeconomics, based on what Samuelson referred to as the
"neo-classical synthesis'", which is exemplified by virtually all large
scale U.S. macroeconometric models. Nevertheless, this particular style
of analysis does not exhaust the Keynesian legacy. Those who, in the
1960s, believed that inflation was a cost-push phenomenon caused by real
income growth failing to keep up with the rising aspirations of the la-
bour force would undoubtedly have predicted that a slow-down of real
growth, such as the seventies witnessed, should be accompanied by high
and rising inflation; and they would have predicted that attempts to
control that inflation by demand side policies would have led to rising
unemployment[6] .

I do not refer to this particular brand of "Keynesian' economics be-
cause | am a sudden convert to it. I am not: | believe that certain
other facts generated by the 1970s make it hard to accept. Even so, |
draw attention to it in order to make the point that the evidence cited
by Lucas and his associates refute only one, albeit once widely accept-
ed, version of Keynesian macroeconomics, namely that in which price lev-
el and output behaviour are linked through a Phillips curve whose struc-
ture is such as to permit a permanent inverse inflation-unemployment
trade-off. Such a relationship was certainly believed to exist by many
during the 1960s and 1970s. However, it was not an essential feature of
Keynesian macroeconomics; nor, crucially, is it a necessary implication
of the price adjustment mechanisms postulated by the neo-classical
synthesis.

As Lucas (1981) has explicitly noted, perhaps the most careful expo-
sition of that particular brand of macroeconomics is Patinkin's (1956)
(1965) Money, Interest and Prices. One of that book's numerous virtues
was the care which Patinkin took to remind his readers that many of the
results he generated were conditional upon expected prices being equal
to current prices. Given his purposes, there was no need for Patinkin
to modify this assumption, but anyone seeking to use his work as a basis
for analyzing the macroeconomics of inflation should have seen the need
to do so. To put the same point in another way, when Lipsey (1960) set
out the underlying micro-theory of the Phillips curve, using the same
Samuelsonian price dynamics as did Patinkin, he should have recognized




56 David Laidler

that the relevant price for his labour market analysis was not the money
wage but the real wage. However, he did not.

The upshot of this elementary but pervasive error was that, for a
while, many economists anzlyzed the endogenous dynamics of inflation on
the basis of an implicit assumption that all agents believe inflation to
be an exogenous constant! However, and the point is not sufficiently
appreciated, this error was revealed and corrected by Phelps (1967) and
Friedman (1968) before the 1970s generated any experiments, crucial or
otherwise. No one who had read and accepted the basic thrust of those
articles found anything in the 1970s to un-nerve him, nor did he need
feel any uneasiness about adopting as the market theoretic basis of his
macroeconomics the kind of analysis advanced, say, by Leijonhufvud
(1967) . What the 1970s experience did refute was the particular assump-
tion implicit in far too much of the macroeconomics of the 1960s that
money illusion can be a permanent phenomenon. That assumption should
never have been a central characteristic of Keynesian economics, or of
any other kind of economics for that matter.

Phelps and Friedman both made the basic point that inflation expecta-
tions would not remain constant during an inflationary episode, and in
suggesting that those expectations would tend in fact to respond to ex-
perience, they also rendered existing orthodox models capable of gener-
ating that set of stylized facts known as 'stagflation'. However, in
modelling expectations, the only nod that Phelps and Friedman made in
the direction of any kind of rational behaviour was in imposing the re-
quirement that an ongoing constant inflation rate would eventually be-
come fully anticipated. In terms of the error learning scheme which
they adopted, they insisted that the weights accorded to past inflation
in forming expectations about the future sum to unity. Even this a
priori requirement was too much for some exponents of the neo-classical
synthesis, who subjected it to empirical test, found it apparently re-
futed, and so concluded that the long-run Phillips curve, though steeper
than the short-run curve, still permitted an inverse inflation-unemploy-
ment trade-off[7].

Be that as it may, the claim of Lucas and his associates that early
attempts at modelling expectations were mechanical, and their claim that
maximizing principles can usefully be applied in this area are amply
justified, although, one should note that much of the work in which
adaptive expectations were used abounds in informal warnings about tak-
ing that particular hypothesis too literally or seriously. It was often
presented as no more than a convenient first approximation to the mod-
elling of endogenous expectations, not suitable for use in all circum-
stances, and probably inadequate at times when policies were chang-
ing[8]. But, and this is the crucial point, such warnings and
qualifications did not impinge upon formal modelling exercises, and
those who gave them showed no signs of appreciating that they were deal-
ing with special cases of a general phenomenon which lent itself to for-
mal modelling. To say, therefore, that those who used adaptive expecta-
tions did not take the hypothesis very seriously and recognized that
there were many cases in which it was inadequate, 1is not to say that
they understood the notion of rational expectations or appreciated its
implications for macro modelling: they patently did not. Here we have
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a clear instance in which economics undoubtedly needed one of the key
ingredients of the rational expectations revolution.

5.4  MARKET CLEARING

To say that agents will: use all information that is freely available
to them; take steps to acquire any other information for which the ben-
efit outweighs the cost of acquisition; act upon such information to the
extent that they are free to do so: and hence will not, in a long run
when they are free to act on all their information, make systematic er-
rors, is not also to say that: the world behaves as if all markets are
competitive and continuously clearing; all agents understand the work-
ings and interaction of markets to the extent of being able correctly to
forecast the outcome for the economy of any new exogenous shocks of
whose nature they are aware; and that all real fluctuations are the re-
sult of random errors in forecasting exogenous variables. The former
set of propositions is a very general statement of the notion of ration-
al expectations to which any reasonable person might assent, and the
latter is a very specific application of that general notion, hedged
around with particular assumptions both about the nature of the economy,
and about agents' knowledge of it, at which that same reasonable person
might balk.

Nevertheless, as | have already noted above, it is the latter set of
propositions which forms the basis of neo-Austrian macroeconomics, and
it should require more than the observation that one particular alterna-
tively grounded macroeconomic model has failed to cope with a particular
set of stylized facts to persuade us of the desirability of embracing
rational expectations revolution which it embodies. We need to know
that there is no third or fourth option available among macro-theories
which can explain those same facts as well as the 'revolutionary" model,
or that, if there is, there exist other facts which enable us to reject
those other options, before we can reasonably be expected to embrace
that revolution.

We have already seen that, if explaining the stylized facts of the
stagflation of the 1970s is all that is required, third and fourth op-
tions are readily available, though, of course, the '"revolutionary" mod-
el also can explain both stagflation and its cyclical character. Never-
theless we need to look at other facts if we are to make further
progress in selecting the most satisfactory model from the menu now
available. | have already referred to that particular offshoot of
Keynesian economics in which money wage, and therefore price level be-
haviour is treated as a sociological cost push phenomenon, and noted
that such a model has no difficulty coping with the broad outlines of
the stagflation of the 1970s. Though this branch of macroeconomics is
not central to the topic of this paper, it is worth pointing out that my
reasons for rejecting it are not - | hope - ideological, but empirical.
Space will not permit me to do more than assert those reasons: namely
the silence of this approach in the face of the clearly cyclical nature
of the time path of both inflation and output, and its apparent contra-
diction by the outcome of policy experiments such as that embodied in
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Mr. Anthony Barber's 1972 budget for the United Kingdom. Then an
attempt to use fiscal and monetary stimuli to break through into_sus-
tained growth accompanied by lower inflation resulted instead in a
short-lived real boom and a dramatic increase in the inflation rate.
The Mitterand government in France seems recently to have provided us
with a little more evidence of a similar character, this time uncontami-
nated by an oil price shock. _
Be that as it may, let me now turn to the empirical evidence with
which it is sufficiently difficult to reconcile the macroeconomics asso-
ciated with the 'rational expectations revolution' as to persuade me to
reject that doctrine. As | have argued in considerable detail elsewhere
(Laidler 1982, Chs. 2-3) certain stylized facts generated by the volumi-
nous literature on the demand for money function create difficulties for
the rational expectations revolution, particularly those aspects of it
whose crucial basis is the clearing competitive markets hypothesis. As
we all _know, the empirical work on the aggregate demand for money func-
tion which wuses annual and quarterly data systematically demonstrates
the need to postulate some kind of lag effect in the adjustment of actu-
al cash balances to their long-run equilibrium Jlevel if conventionally
acceptable criteria of goodness-of-fit and so forth are to be satisfied.

It is also apparent that it is very difficult indeed to explain such

lagged adjustment solely in terms of expectations formation, though this
may well be part of the story. )

The difficulty is that the kind of portfolio adjustment costs, which
are usually used to justify such 1lagged adjustment effects, would have
no observable consequences in a model in which the supply and demand for
money can be brought into equilibrium by the variation of a flexible
price level. Price level changes cause real balances to vary for the
individual agent without him encountering any adjustment costs. I f the
world really was made up of continuously clearing competitive markets,
we would never observe anything but a long-run demand for money function
(except for the consequences of expectation effects and distributiog ef-
fects too). On the other hand, if the price level is slow to adjust,
then it is easy to show that the long-run short-run distinction will be
important as far as the observed behaviour of the demand for money func-
tion is concerned[9]. The facts | am citing are not quite fatal to the
clearing markets rational expectations model, because sufficient ingenu-
ity in manipulating distribution effects and expectations effects could
reconcile it with the evidence (see Laidler 1982, Ch. 3). It is in dif-
ficulty however, in the face of stylized facts which are very easy to
explain once price stickiness is postulated.

The basic facts of money-output-price interaction over the course of

the business cycle also present problems. Neo-Austrian economics pre-
dicts that "anticipated" changes in the time path of the money supply,
will affect only prices. "Unanticipated'" changes on the other hand,

though they too will cause prices to vary, will have output and employ-
ment effects as well as a result of individual agents misreading the
signals being conveyed to them by prices. Thus, over the course of the
cycle we might expect the consequences of changes in the monetary growth
rate to manifest themselves predominantly in price level behaviour and
only to a lesser extent in the time paths of real variables. Moreover
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because all quantity changes in a neo-Austrian model are responses to
signals given by prices, we should also expect quantity changes to be
contemporaneous with or perhaps even to lag a little behind, price
changes.

There is surely no better established stylized fact than that, over
the course of the cycle, the first effects of changes in monetary growth
rates are concentrated upon quantities with their effects on prices com-
ing through only later. Despite this, attempts have been made to show
that the neo-Austrian model is consistent with observed price-output be-
haviour. Thus the results generated by Barro (1978) are widely cited in
this context. However, for him, "anticipated' money is the forecast of
a regression equation heavily weighted with lagged values of the money
supply, and it therefore varies very little when the actual money supply
changes. Current fluctuations in the money-growth rate are thus mod-
elled as being mainly unanticipated. Boschen and Grossman (1980) have
argued that, because agents can read newspapers, contemporaneously pub-
lished data on the money supply ought to form the basis of the antici-
pated money concept used to test neo-Austrian predictions. Anyone who
finds this argument persuasive must regard Barro's anticipated money se-
ries as inappropriately constructed, and hence his evidence as suspect.
Moreover, he must also agree that Boschen and Grossman's results, which
show that money supply fluctuations that are reflected in contemporane-
ously published data nevertheless seem to cause changes in output and
employment, while those that are not do not do so, weigh heavily against
the neo-Austrian view of things.

Now with sufficient ingenuity in distinguishing between money supply
changes which are observed but expected to be temporary and those which
are observed and expected to be permanent, and in distinguishing between
prices which are posted and those which are '"really'" charged, and so on,
it would surely be possible to defend the neo-Austrian model against not
only Boschen and Grossman's particular tests, but also against the gen-
eral charge that it is incompatible with the stylized facts to which |
have drawn attention. However, there s another problem arising from
the nature of the demand for money function which ought to be raised at
this point[10]. It is commonly accepted that the expected inflation
rate is an important component of the opportunity cost of holding real
balances, and it has been well known, at least since the seminal work of
Cagan (1956), that ignoring real growth, when, in an inflationary envi-
ronment, the rate of growth of the nominal money supply is cut, two con-
sequences must follow if equilibrium is to be restored in the long run.
First, the rate of inflation must fall, and second, the quantity of real
balances must rise, which is the same thing as saying that the ratio of
the price level to the nominal money supply must fall. |t follows that,
on average, between the initial situation and the new long-run equilib-
rium, the inflation rate must be below the rate of monetary expansion.
The question arises whether we can say anything more definite than this
about the time path of prices, and the answer is that we can. However,
what we predict here is very different depending upon whether or not we
postulate continuously clearing markets and rational expectations.

If agents' expectations are rational, in the sense that they under-
stand the relationships between the money supply and the price level
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which | have just outlined; if they are aware of the change in the
monetary expansion rate and expect it to persist; if all markets are to
clear continuously; and if we insist on the economy ending up in equi-
librium with a positive but finite stock of real balances; then the
outcome of the experiment we are considering is well known. The price
level will fall at once to a value compatible with the long-run equilib-
rium quantity of real balances determined by the new lower expected in-
flation rate and will thereafter rise at that rate, which is, of course,
equal to the rate of monetary expansion.

Now | am not suggesting that anyone should take the above, very spe-
cial, conceptual experiment literally, but it is nevertheless instruc-
tive. In particular, it reminds us that any anticipated change in the
rate of monetary growth will have consequences not just for the ongoing
inflation rate but also, if markets clear, should cause a step change in
the price level. For a number of reasons, this is awkward for the advo-
cates of the rational expectations hypothesis. To begin with, if the
step change in the price level was itself anticipated, that variable
would be taken, by market forces, instantaneously to zero in the case of
a cut in the monetary expansion rate or to infinity in the case of an
increase. To insist, as they do, on confining the outcome of such ex-
periments to situations in which a finite positive equilibrium demand
for real balances exists, rules out the anticipation of step changes in
the price level. However it does not also obviate the necessity for the
step change in question to take place. |If a new inflation rate is fully
anticipated, the stock of real balances must change[11]. |t goes almost
without saying that, in the real world, we do not observe anything which
remotely resembles such step changes in the price level, even in situ-
ations in which it can be asserted beyond any reasonable doubt that the
rate of monetary expansion has been cut, is widely known to have been
cut, and is widely expected to remain at its new lower level. The cur-
rent situation in Canada 1is a clear case in point, as is that in both
the United States and Britain. In this respect, the outcome of the
real-world experiments bears absolutely no resemblance to the pre-
dictions of the model advanced by advocates of the rational expectations
revolution.

Sadly, the outcome of those experiments bears a great resemblance to
the predictions of a model in which prices are sticky relative to expec-
tations, and expectations respond slowly to experience. In such a mod-
el, the first consequence of tight money is lower output and the infla-
tion rate falls only slowly. Once again, with sufficient ingenuity and
sufficient hedging around of the basic model with special assumptions,
one would probably be able to rescue the neo-Austrian approach. |ndeed,
the Liverpool econometric model of the United Kingdom in which monetary
contraction leads to large increases in voluntary unemployment (see,
e.g., Minford 1980) represents among other things, an attempt to mount
just such a rescue. Nevertheless, we find that once again it is exceed-
ingly awkward to defend the desirability of the rational expectations
revolution in the face of evidence which gives the alternative theoreti-
cal framework no trouble at all.
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the context of a simple but powerful model of the macroeconomic system
which has now gained wide acceptance. This model results from the
coupling of the Hicks-Hansen version of the Keynesian system, as the ag-
gregate demand side of the model, with an aggregate supply side consist-
ing of a short-run inflation- unemployment trade-off relationship, or
Phillips curve, augmented by the inclusion of inflationary expectations
with a coefficient of unity. However inflationary expectations are ac-
tually formed, as long as they are consistently based either on past in-
flationary experience or upon this experience coupled with "learning the
behaviour' of the modelled economy (that is, adaptively or rationally),
the model embodies the ''mnatural rate of unemployment' hypothesis that
there is no long-run or permanent trade-off between higher levels of re-
source utilization and higher but steady rates of inflation.

Although many variations of this model exist in the literature, it is
useful for analytical purposes to have one clear-cut version in mind.
Our particular version is presented in the technical appendix to this
paper. It should not, however, be concluded that | necessarily share
the view that this model represents the best, let alone the only, way of
conceptualising the inflationary process in the context of the Canadian
economy, for reasons that will emerge in a later section of this paper.

7.2 SIX FUNDAMENTAL PROPOSITIONS

Certain fundamental propositions emerge from the model. These proposi-
tions may be summarized in the following way.
Proposition 1. There is only one level of resource utilization (as-

sociated with the '"natural rate of unemployment') which is consistent
with model equilibrium and the maintenance of a constant rate of infla-
tion. Short-run deviations from this level of resource utilization are
generally associated with the falsification of inflationary expecta-
tions, and therefore with ensuing economic adjustments. These adjust-
ments imply that inflation tends to accelerate whenever high demand
pressure generates an unemployment rate which is less than the so-called
natural rate, and to decelerate (with perhaps less strength) whenever
lower demand pressure generates an unemployment rate which is higher
than the natural rate. Given any monetary and fiscal policy setting,
accelerations in inflation feed back in a demand-reducing way on the em-
ployment situation whereas decelerations feed back in a demand-increas-
ing way. In consequence, cyclical behaviour of both the inflation rate
and the unemployment rate is likely to be observed. One phase in an in-
flation cycle has the uncomfortable conjunction of rising unemployment
in the face of rising (or at least not falling) inflation. This awkward
phase is loosely referred to as a phase of inflationary recession, or
stagflation. On the assumption that this cyclical behaviour is stable,
the model economy eventually converges on the ''natural rate of unemploy-
ment''.

Proposition 2. The equilibrium rate of resource utilization may be
influenced by changing conditions in individual labour and product mar-
kets, but it does not respond to changes in the overall stance of fiscal
and monetary policy. |If the "natural rate of unemployment'" is to be re-
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duced, supply side policies to increase the efficiency with which our
labour and commodity markets operate are essential. _ .
Proposition 3. The equilibrium rate of price inflation is entirely

determined by the rate of growth of the domestic money supply. Tbe
state of conditions in the labour market has no influence on the equi-
librium inflation rate. Thus, control of the rate of expansion of the

money supply by the central bank is an absolutely essential ingredient
in the fight to contain the rate of inflation within manageable bounds,
and a permanent reduction in money supply growth is essential to any at-
tempt to reduce the rate of inflation[2].

Proposition 4. Except insofar as government budget deficits and sur-
pluses (or fiscal policy) lead directly to changes in the nominal stock
of money, their only long-run impact is to alter the equilibrium real
rate of interest, which is the difference between the nominal or market
rate of interest and the expected (and, in equilibrium, actual) rate of

price inflation. In so doing, government deficits and surpluses have
important and often crucial longer-run effects on the structure of the
economy . But as far as changes in the overall level of employment are

concerned, over the longer-term fiscal policy is rendered ineffective by
the complete 'crowding out' of its impact[3].

Proposition 5. Short-run policy-induced deviations from the equiljb—
rium rate of resource utilization are optimal only if the authorities
have a "sufficiently large" rate of time-preference (that is, they are
myopic or short-sighted) . Otherwise, optimal policy consists in steer-
ing the economy to the '"natural rate of unemployment', and staying
there, preferably with as low an inflation rate as deemed desirable in
terms of the short-run employment costs that may be associated with get-
ting there. This dictates a '"discretionary' monetary policy or 'strat-
egy cf gradualism' only in the transition to equilibrium; thereafter, a
fixed monetary growth rule should be applied.

Proposition 6. Although nominal or monetary shocks have real reper-
cussions in the short-run transitional period of adjustment to these
shocks, in longer=-run equilibrium only nominal variables (like the rate
of .inflation or the exchange rate) will be affected given ''natural rate"
assumptions. Real shocks, such as rising world energy prices, are a
different matter. In an open economy, the most important form of real
shock is a change in the terms of trade (that is, a change in the ratio
of the world price of the economy's exportable goods to the world price
of the economy's imports). Since these shocks cannot be offset by ex-
change rate changes, there is no easy way of insulating the domestic
economy from their impact[4].
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7.3 COMMENTARY ON THE SIX PROPOSITIONS

These six fundamental propositions embody a strong dose of "monetarist"

policy prescriptions. Yet they are derivable from any macroeconomic
model which simply integrates the Hicks-Hansen version of the Keynesian
system with an expectations-augmented "Phillips curve'" trade-off rela-
tionship embodying the ''natural rate of unemployment'" hypothesis. In

one sense, therefore, what separates monetarists from Keynesians is sim-
ply whether the emphasis is placed upon the longer-run consequences of
macroeconomic policies, or the consequences for the day after tommorow,
as opposed to only the short-run consequences for today and tomorrow.
Clearly, on this reading, monetarists take a longer view than Keyne-
sians. However, it should be noted that there are many Keynesians, par-
ticularly those in the disequilibrium camp, who would dispute this read-
ing of the difference in viewpoint because it is based upon an
inappropriately simplified model of the economic system.

These six propositions also underlie the progressive change in mood
concerning the effectiveness of governmental fiscal policy (and to some
degree monetary policy) as a means for altering the level of unemploy-
ment in the economy, or more generally as a device for '"fine-tuning'" the
level of real aggregate demand. Indeed, with increasing regularity over
the past few years it has been argued that attempts to '"fine-tune' the
economy will simply be destabilising, given the incomplete informational
base from which policy-makers operate and the inherent lags involved in
the policy-response mechanism. Even if a temporary abandonment of the
""fight against inflation" could lower the unemployment rate by a small
amount in the short-run, this would only be at the expense of a higher
unemployment rate in the future if the inflation rate is once again to
be stabilised. Thus, there is no long-run or permanent trade-off be-
tween higher levels of resource utilization and higher but steady rates
of inflation. Long-run stability in the inflation rate implies that the
only true trade-off is between unemployment today and unemployment to-
morrow[5] .

Two very perplexing questions can be raised about these policy pre-
scriptions. First of all, if the "natural rate of unemployment' hy-
pothesis has any empirical support at all (and in fact it does)[6], why
does the natural rate of unemployment in Canada appear to be so high?
Put differently, why is the rate of unemployment that appears to be nec-
essary to prevent inflation from accelerating around 6.5 percent of the
labour force? Part of the answer lies in the shifting relationship be-
tween the actual pressure of demand in the economy as implied by job va-
cancy rates, capacity-utilization rates and other labour and product
market statistics, and the measured unemployment rate, due in part to
substantial demographic shifts in the composition of the labour force
and to the generosity of our unemployment insurance system which reduces
the private costs of being unemployed and thereby increases the measured
unemployment rate. But part of the answer must also lie elsewhere.
Secondly, why does it appear to be so difficult to unwind an inflation-
ary situation once it has gotten underway, despite lengthy periods of
inflationary recession, or stagflation[7]?
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The main reasons why the overall increase in the level of prices is
so firmly entrenched in the Canadian economy despite our apparently nu-
merous attempts to bring it under control are the persistence of long-
standing expectations that inflation is likely to continue with us for
some time to come, and the power of market institutions to influence the
determination of prices and incomes. The momentum generated by our past
inflationary experience is maintained by the powerful hold that infla-
tionary expectations have on all economic agents, and the reluctance of
any one group in society to settle for an income increase which is less
than the expected inflation rate without any guarantee that the next
groups to settle will do likewise. Entrenched inflationary expectations
are difficult to eradicate from the system, especially when prices and
incomes are determined by the free collective bargaining of a large va-
riety of economic agents at discrete and overlapping time intervals. In
consequence, it takes long periods of deficient demand, and associated
high unemployment rates, to have much of a sustained impact on the over-
all rate of price inflation in the economy.

If the basic model and its powerful policy conclusions are to be
challenged, it is essential that this challenge be aimed in one of two
directions. The first is to challenge the statistical stability of the
money demand function. Given the recent econometric literature on this
topic, this route appears to be somewhat more promising than it once
might have seemed; nevertheless, | would maintain that it remains a
rather doubtful line of approach. The second is to challenge the mi-
croeconomic foundations and underlying assumptions of the expectations-
augmented Phillips curve, and the associated '"natural rate'" hypothesis.
In other words, our attention must be directed towards the underlying
assumptions about labour-market behaviour and the determination of ag-
gregate supply. To argue simply that there are adjustment lags here is,
however, insufficient[8]. Although the adjustment to a '"monetarist"
equilibrium may be painfully long, and imply large-scale unemployment
costs, this does not undermine the fundamental equilibrium propositions
unless model equilibria are all rendered unstable in the process. This
is, of course, an important qualification, since instability may well
force the monetary authorities to intervene with a discretionary rather
than rule-orientated policy. It is the stability question, and more
specifically the question how monetary policy can be used to reflate the
economy without rekindling inflation, that we examine in the following
section of this paper.

7.4  THE REFLATION PROBLEM

In an earlier paper[9], it was demonstrated that the rules appropriate
to an optimal monetary policy for a cyclical economy in transition are
much more complicated than is ordinarily supposed. When one is trying
to unwind an inflationary recession, although one may begin by gradually
reducing the rate of growth of the money supply (m) so that it is below
the inflation rate (p), thereby temporarily worsening the recessionary
component, one may eventually expand the nominal stock of money at a
rate larger than but close enough to the (hopefully falling) actual rate
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of inflation to permit real output (y) and resource utilization to
re-expand gradually through time as inflationary expectations are re-
duced. But it is by no means clear that a target equilibrium solution
can actually be approached along a trajectory with a falling inflation
rate and rising real output using monetary policy as the main economic
instrument. Additional instruments may have to be introduced if refla-
tion is to be possible without rekindling inflationary expectations and
beginning the cycle all over again from an ever-worsening core inflation
base.

The main problem appears to be one of stability. |In the first place,
it is well-known that models of the type we have been describing exhibit
an inherent overshooting proposition which results from the fact that,
because of asset substitution effects, high inflation equilibria are as-
sociated with lower real money balances than Jlow inflation equilibria.
Thus, if the new equilibrium resulting from an expanded growth rate m of
the nominal stock of money is to be approached, along the path to equi-

librium the actual inflation rate (p) must exceed m and therefore its
own equilibrium level over some part of the response trajectory. In a
similar manner, if the new equilibrium resulting from a reduced growth

rate of the nominal stock of money is to be approached, along the path
to equilibrium p must fall short of m (and therefore its own equilibrium
level) over some part of the response trajectory. The inflation rate
must, therefore, overshoot its equilibrium level before this level can
finally be approached. In addition to this, it may well be that the ap-
proach to equilibrium is inherently cyclical rather than direct, but
even in the case of a direct approach one will generally have to follow
a trajectory with both p and y falling, or both of them rising.

All of this, however, assumes that the economic system is inherently
stable. Although this may be true under the assumption of a constant
monetary growth rule, if this growth rule were to be set at a low level
relative to the current inflation rate, as would be the case in a '"cold
shower'' approach to inflation control, the short-run unemployment conse-
quences could well be severe. For this reason, the monetary authorities
may prefer instead to introduce a policy of gradual reductions in the
growth rate of the nominal stock of money, or a ""'strategy of gradual-
ism', I't turns out to be the case, however, that for a wide range of
parameter values for the underlying response coefficients of a "strategy
of gradualism'" the model may become less stable and inherently more
cyclical than it would under the '"cold shower' approach to inflation
control. On the one hand, the gradual decrease in the money growth rate
that a "strategy of gradualism" implies may render any eventual refla-
tion of real output impossible to achieve, with perpetual recession be-
ing the outcome. On the other hand, if one begins to re-expand the nom-
inal stock of money at a rate larger than the actual inflation rate, as
is required in order to reflate the level of real output in the economy,
this may well lead to the rekindling of inflationary expectations, and/
or the overshooting of the natural rate of utilization or real output
target, and therefore to the generation of a new inflation cycle, in all
probability from a higher core inflation base than its predecessor.

One may get a better intuitive handie on these remarks by considering
a simple monetary growth reaction function which ignores lags in policy



82 Brian L. Scarfe

response, namely (A) m-pl=2081(y-yD +82(p-pr), where yT is
the target level of real output (or resource utilization), which_for
consistency should be eguated to the 'natural utilization rate", p~ is
the target inflation rate, andB1< 0, 0 <B2< 1 are the reaction coeffi-
cients attached to deviations in wutilization from target,and deviations
in the inflation rate from target, respectively. A constant money

growth rule is obtained if By = By =0, so that m = pT at all points of
time, whereas a ''strategy of gradualism'" results whenever B3] and B2
take on other permissible values. Although the case B; = 0, By >0
certainly implies a '"strategy of gradualism", this case is always less

stable than the Bl= 82 = 0, or constant money growth, case. However,
since one would be unlikely to choose a ''strategy of gradualism'" unless
unemployment, as represented by negative deviations of utilization from
target, were costly, the choice of a non-zero B} reaction coefficient is
implied. Nevertheless, unless Sl is chosen to be of appropriate size
relative to B2, the '"strategy of gradualism”T‘may turn out to be less
stable than the ''cold shower' case where m=p . When policy reaction
lags are introduced, this is even more likely to be so unless the form
of the reaction function is changed to add derivative stabilisation pol-
icy to the proportional policy that equation (A) implies.

Another danger with a reaction function of this form is that the real
output target, yT', may be inconsistently chosen. Over-estimation or
under-estimation of the ''matural rate of utilization'" may easily gener-
ate target inconsistency, especially when economic disturbances which
affect the real side of the model economy are occurring. Indeed, real
shocks not only tend to increase the amplitude of cyclical fluctuations,
but also, in general, they render previously consistent target levels of
y Tand pT inconsistent. In addition, it is possible that the failure to
maintain the economy on a path consistent with the eventual achievement
of targets which appear to be compatible from the vantage point of the
current time period may well set in motion expectational, behavioural,
and institutional shifts that render these same targets imcompatible in
future time periods. ;

The existence of inconsistent targets may also lead policy-makers to
introduce cyclical variations in the coefficient weights contained in
the monetary policy reaction function, and, therefore, to policies which
are built on shifting sands. More fundamentally, it may not be possible
to determine the appropriate weights to use in a reaction function with-
out taking into account the possibly shifting shape of the constraint
functions (and particularly the short-run inflation-unemployment trade-
off function or Phillips curve). Since in reality accurate information
on the underlying parameter values may not be available, this interde-
pendence of targets and constraints implies that the appropriate speci-
fication of the reaction function must inevitably depend upon an itera-
tive procedure of trial and error (or one's '"experience'). But the
expectations of market agents may well be continuously disturbed as the
authorities experiment with alternative coefficient weights. Hence, at
least from this perspective, to strive to attain a constant money growth
rate may well be preferable to a 'strategy of gradualism'. At least it
is clear where one is aiming.
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7.5 INTEREST RATES AND THE REFLATION PROBLEM

In the previous section, we stressed the notion that to reflate the lev-
el of real output in the economy requires expansion of the level of real
money balances. To achieve this, the nominal money supply must be per-
mitted to grow at a rate faster than the actual inflation rate for some
period of time. Thus, to continuously grind down the rate of monetary
growth may well prevent reflation from being possible. However, to stop
doing so and increase this growth rate instead may give a clear market
signal that rekindles inflationary expectations and begins yet another
inflation cycle. In this section, we consider the implications for in-
terest rates that these conundrums present. Certain background comments
on actual interest rate movements are first required.

At any point of time, inflationary expectations tend to be reflected
in nominal or market interest rates. In a general sense, and ignoring
important distortions in the tax system as well as the problem of dif-
ferences in inflation rates across microeconomic markets, interest rates
of 15 percent when inflationary expectations average 12 percent are no
more or less burdensome than interest rates of 3 percent when there is a
zero rate of expected inflation. The difference between a given nominal
interest rate and the expected inflation rate may be called the real in-
terest rate. This real interest rate is likely to be reasonably con-
stant from a long-run perspective. Nevertheless, it may be influenced
quite substantially in the short-run by the policies pursued by our mon-
etary authorities and by the pressure of government sector borrowing
from the money markets to finance on-going fiscal deficits.

The main reason for high market interest rates is the on-going core
inflation rate in the economy. However, the real component of market
interest rates will be pushed to a higher level whenever tight monetary
policies are used to combat an on-going inflation (especially unantici-
pated monetary tightness or tightness which is '"not believed" because
the authorities have not yet made their stance ''credible'), or whenever
the pressure of financing an on-going government sector deficit forces
real interest rates to rise. Thus, the main reasons for our recent ex-
perience of high market interest rates have been, first, inflation it~
self, secondly the use of tight monetary policies to combat the high
level of inflation, and thirdly the need to finance the substantial gov-
ernment sector deficit which arises from a recent history of looseness
in our fiscal policies[10].

Over the past three years, North American interest rates have had two
massive run-ups, peaking in the spring of 1980 and then again in the
early fall of 1981. They dropped precipitously in the summer of 1980,
and again over the last few months of 1981, with a continuation of this
downwards movement in the fall of 1982. Short-term interest rates have
been even more volatile than long-term rates, with the relative stabili-
ty of long-term rates being explained by the much closer tie between
these rates and firmly-entrenched inflationary expectations. Although
the interest rate swings in Canada have been kept somewhat smaller than
in the United States by using the exchange rate as a partial shock-ab-
sorber, the perceived need to prevent substantial swings in the interna-
tional value of the Canadian dollar has meant that we have had to import
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the larger portion of the substantial interest rate swings occurring in
the U.S. economy[11].

The main reason for the violence in the swings in North American in-
terest rates is the switch in U.S. moretary policy to an attempt to con-
trol the growth in the money supply within fairly close target bands
over short periods of time. With very tight monetary conditions over-
all, this has implied that small scale changes in the demand for money
have had large scale effects on the price of money, that is, on interest
rates. The resulting instability in U.S. interest rates has made life
quite difficult for Canadian monetary authorities. Less volatility
would clearly have been beneficial to the Canadian economy. It is, how-
ever, possible to argue that the Governors of the Federal Reserve System
have now learned something from their recent experience with their at-
tempt to control the growth rate of the supply of money within a narrow
target band over short periods of time, and will be able to manage
things in future with somewhat more care for interest-rate side-effects.
In addition, North American money markets may now have adapted their ex-
pectation formation processes to reflect the new U.S. monetary control
mechanism.

There can be no doubt that the high real interest rates of early 1980
led to the mini-recession later that year; their substantial fall in
the summer of 1980 may also have generated the surprising but short-
lived strength in the economy that we experienced in the first half of
1981. This strength, however, sustained a relatively high demand for
money in the early part of 1981, and therefore helped to explain the re-
cord run-up in interest rates over the spring and summer of 1981. There
can be no doubt that these record high interest rates killed the previ-
ous business expansion and pushed the North American economy into a full
year of substantial economic recession. We therefore see that interest
rates and the overall level of economic activity are inter-related in
both directions. Economic expansions tend to lead to increasing real
interest rates which themselves carry the seed which eventually turns
the period of expansion over into an economic recession. Because there
was such a substantial run-up in real interest rates in the latter part
of 1980 and first part of 1981, the resulting recession has been much
deeper than many we have recently experienced[12].

Given the downwards recessionary momentum in the economy, the normal
corrective forces will not begin to generate a new economic recovery un-
til lower levels of real interest rates are clearly established. Even
with some easing of real interest rates, on-going inflationary expecta-
tions put a clear-cut floor on the extent to which nominal interest
rates can drop in the current economic recession. Indeed, it is unlike-
ly that we shall see substantial further reductions in nominal interest
rates unless inflationary expectations can be broken.

This brings us back, inevitably, to the main conundrum of this paper.
How can the growth path for the mnominal stock of money be controlled so
as to unwind inflationary expectations while at the same time permitting
levels of real and nominal interest rates that eventually lead to the
recovery of the levels of overall output and resource utilization? It
should now be clear that my preliminary answer to this question is that
in practice it cannot easily be done without the help of other ancilli-
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ary policy instruments, and that, failing these, the best bet for
achieving recovery without higher inflation is to follow, with reason-
ably close approximation, a constant monetary growth rule.

What should this rule be? In the current Canadian context, the ap-
propriate M1 growth rate is 8 percent per annum, which is at the upper
end of the Bank of Canada's current (L% to 8%) target range. To further
ratchet down the target band would simply worsen the deep recession we
are already experiencing; to allow the target band to re-expand would
give a clearly perverse signal which would likely be incorporated into
inflationary expectations. Since we have such severe unemployment, how-
ever, it is essential to be as expansionary as possible within the ex-
isting target band. Thus, to move M1 growth into the upper range of the
target band (and to maintain it approximately in this position) seems to
me to be the most appropriate stance for monetary policy to take at this
(fall 1982) juncture. Given some small-scale but continuous downward
drift in the demand for M1 balances, and a real income elasticity of
money demand in the order of 0.75, an 8 percent growth rate for M1 bal-
ances would, at least, be consistent with the achievement of a 6 percent
target inflation rate coupled with 3 - L percent real output growth.
(Better still would be base control coupled with current or unlagged re-
serve accounting to achieve roughly this performance for M1, or perhaps
M1B, growth.)

Interest rates and the exchange rate should be allowed to move en-
dogenously as required by this over-riding medium-term policy rule.
This suggests that slavishly following U.S. interest rates in order to
maintain a roughly constant U.S. dollar exchange rate should ordinarily
be avoided, particularly when the U.S. dollar is moving strongly upwards
or downwards relative to third currency countries (who are also our
trading partners). Canadian dollar depreciation as the U.S. moves into
recession, and appreciation as the U.S. moves into an inflationary ex-
pansion, would then be the likely stabilizing result. It also suggests
that some considerable interest rate flexibility (both real and nominal)
must be permitted, but not quite the kind of extreme motions that we
have recently imported from the United States.

Anchoring to a constant monetary growth rule would, however, perhaps
be of less importance if we knew more about the actual magnitudes of the
underlying structural parameters (and especially the lag coefficients)
of the economy, or if the economy were not so subject to significant and
unforeseen shocks. Optimal policy for a non-stochastic economy in slow
transition because of substantial (but known) lag effects does not imply
a constant monetary growth rule. However, informational uncertainties
may well render the second-best max-min strategy of following a constant
monetary growth rule (currently, say, at the 8 percent rate) to be pre-
ferred, since it generates results which are not too terrible regardless
of the (possibly changing) magnitudes of the underlying structural pa-
rameters of the system.

Anchoring to a constant monetary growth rule would also be of less
importance if we were able to get some other policies (including fiscal
policy) moving in the right direction. The following section considers
this matter in more detail.
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7.6 ANCILLIARY POLICIES AND FUTURE PROSPECTS

The purpose of this final section is to examine briefly what refinements
in economic policy might be helpful if we are at least to reduce the
discomfort resulting from the simultaneous occurrence of continuing high
levels of unemployment and high rates of price inflation. In the first
place, one should note that inflationary expectations will gradually
ease downwards as Jlower demand pressure and higher unemployment begin,
albeit slowly, to work on the actual inflation rate. In addition, the
world market situation gives one some reason for optimism that commodity
prices, including world energy prices, should not present us with severe
‘cost-increasing inflationary shocks in the next year or two; indeed,
even with our slow internal adjustment of energy prices gradually to-
wards a level of world energy prices which will probably be falling in
real terms over the next couple of years, it is quite conceivable that
shock inflation will impart a negative thrust to the overall inflation
rate.

In the second place, one should note that one of the major reasons
for high inflation rates ‘over the past six or seven years has been unex-
pectedly slower rates of labour productivity growth than were prevalent
in the 1950s and 1960s. There are many reasons for this, including de-
mographic changes in the structure of the labour force, a shortened work
week, high marginal tax rates, insufficient volumes of new capital in-
vestment, rising prices of complementary inputs such as energy, and sim-
ple mismeasurement, with an upwards bias, in the overall inflation rate,
which has consequently induced us, almost as a byproduct, to understate
real output and productivity growth rates. The resulting frustration of
the attempt by all workers to improve their living standards simultane-
ously has led to rising wage claims on an economy whose overall produc-
tivity performance has not been able to justify them in real terms. In
other words, low productivity growth has led to unexpectedly high infla-
tion rates and to unexpectedly high wage-demands to catch-up with price
inflation, thereby perpetuating the high inflation rate itself, since

wages are the predominant component in business costs. In the current
situation, however, there are good grounds for supposing that productiv-
ity growth will re-expand to some extent whenever the recovery in eco-

nomic activity begins, and this in itself will reduce the inflationary
effects that otherwise might accompany a business recovery.

On the policy side, the Government of Canada needs to support poli-
cies which expand both the productivity of the economy and the level of
real investment activity. Manpower retraining and the facilitation of
inter-regional mobility often have positive effects on productivity
growth. De-regulation of industry, especially including the energy sec-

tor, would also be highly desirable. Indeed, the Economic Council of
Canada has recently recommended that the 75 percent of world price cap
on domestic well-head prices for conventional crude oil be 1lifted in

light of the current flatness in world oil prices. This would not only
generate more revenues for the federal government which should definite-
ly be plowed back immediately by tax reductions in other areas to gener-
ate employment, but also it would help to ease further the continuing
damage done to the energy sector by the massive sectoral tax increase
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imposed in 1981 through the impact of the federal government's National
Energy Program, one of most singularly perverse policy initiatives of
our time. Such a substantial tax increase was clearly inappropriate in
a time of inflationary recession, especially one which both undermined
the strength of the leading growth pole of the Canadian economy and se-
riously weakened the Canadian dollar at a time when it was difficult
enough to manage our monetary policy in the face of record high U.S.
interest rates.

Also important is the imposition of reasonably firm public sector
wage guidelines with at least some co-ordination across provinces,
largely because the market discipline imposed on most labour-using firms
in the private sector is clearly not so evident in the public sector of
the economy. Although it would be inappropriate to introduce a full-
scale prices and incomes restraint policy at this time, such a policy
may well be inevitable if wage guidelines prove to be a failure. But it
should not be expected that by itself a second medium-term controls pro-
gram would have much longer-term effect on inflationary expectations.

Our tax system needs substantial re-adjustment to accommodate high
inflation rates, in large part because inflationary expectations get re-
flected in nominal interest rates. Depending upon one's tax status, and
particularly the degree to which interest costs are deductible before
tax and one's marginal tax rate, high nominal interest rates have dif-
ferential real impacts. They can, therefore, affect the structure of
investment activity in the economy. The problem lies with a tax system
which does not recognize the difference between nominal and real inter-
est rates; equitable treatment would suggest that only real interest be
tax-deductible, or for that matter taxable since bondholders are also
excessively taxed on their nominal interest income, thereby reducing
structural distortions that arise from a tax system which has not yet
caught up with the existence of on-going inflation at substantial rates.
High real interest rates hurt, but, coupled with tax distortions, hurt
some groups more than others.

Finally, from an overall fiscal-monetary management perspective, we
have little choice but to persevere with a policy of constrained money
supply growth rates in order to contain the overall inflation rate.
Perseverence with this strategy, given good luck on the productivity and
supply-side shock inflation front, will eventually lower the inflation
rate. To give up the fight now would clearly be wrong-headed. Never-
theless, we have over the last few years been relying much too heavily
on one policy tool, monetary policy; federal expenditure policies have
been overly loose and at best useless in our anti-inflationary fight.

Although we cannot afford to loosen the monetary screws past the 8
percent upper target band, if the federal government were able to cut
back some of its discretionary expenditures as the recession eases, the
resulting twist in our monetary-fiscal mix towards tighter fiscal and
somewhat looser monetary policy could permit a lowering of real interest
rates, with beneficial side effects on the overall volume of real in-
vestment activity and the labour-productivity growth rate. Although the

exchange rate might depreciate to a small extent if such a policy twist
were clearly implemented, any inflationary side effects would be kept in
check by expanded productivity and improved business confidence. In
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consequence, one should be able to couple higher levels of
capacity-utilization and a lower unemployment rate with any given infla-
tion rate. It requires, however, a long overdue recognition in Ottawa
that both the growth in our federal expenditures and the size of the re-
sulting bureaucracy have been and continue to be part of our problem.
Although the resulting deficit is in fact overstated if appropriate in-
flation-accounting were done for the interest paid on the national debt,
and is not out of line when considered in relation to the depth of the
current economic recession (although it is still perceived to be, and
perceptions are important to the behaviour of capital markets), the
fight against inflation would be so much more convincing if our federal
authorities were actually to practice the belt-tightening they so often
exhort others to practice. It would also end our almost total reliance
on monetary policy and high real interest rates in our anti-inflationary
fight.
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Appendix A
Technical Appendix

A.

a)

b)

1

THE

BASIC MODEL

The determination of real aggregate demand

The level of real aggregate demand, 2z,

mined

1.

The
rate

So
(3) .

may be taken to be deter-
by the relationship

z=2z2(y, r, p%, f), with 0 <2z, <1, 2. <0, 2z« >0,
> 0, where y is real output, T is the nominal interest rate,
p* is the expected rate of price inflation, and f is an ex-
ogenous variable which may be taken to represent the stance
of fiscal policy, as measured by the real government sector
deficit. The nominal rate of interest may be assumed to be
determined by inverting a money market equilibrium condition
of the form :

M=P-2 (y, r, p%), with &, > 0, 2,< 0 and Lp*< 0, where M
is the nominal stock of money, P is the price level, and
2(y,r, P¥X) is the demand for real balances[13]. Differenti-

ating (1) and (2) with respect to time and eliminating Dr
across them (where D = d_/dt is the differential operator)
yields the fundamental demand side relationship

(m - p) & = aDy + bDz + cDp* + dDf, where m = M‘llnm is the
growth rate of the nominal stock of money, p = P ~DP is the
rate of inflation, M/P is the level of real balances, a = ly-
zy /2, %0, b =24,/2 0, ¢ L« —gp*lr/zr <0, andd
-2¢f, /2y < 0. Note that a + b > 0 since <z < 1s
determination of price-change expectations and the inflation
far, our model consists of the basic reduced form equation,
We now explain the formation of price-change expectations, p%*,

and the determination of the actual inflation rate, p. Let

L,

5.

(D +wp=wl{ ¢y, g +06px} withdy >0,¢5 >0, w> 0, and
0<6 <1, and

Dp* = y(p = p*) + n(m - p*) =
with

Y>>0, n >0,
the influence

(Y+n ) (p - p*) + n(m - p),

where g is a shift parameter which represents
of supply-side disturbances on the short-run

and z¢

11
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Phillips-curve relationship, ¢ (y, g), and whereY, n and w
are ''speed of response' parameters. For simplicity, it is
assumed that the natural rate of economic growth of the econ-
omy is zero, so that resource wutilization and the degree of
employment are directly dependent upon the level of real out-
put, y, in a one-for-one manner., Thus, we have a standard
expectations-augmented Phillips-curve relationship in which
institutional lags associated with long contracts are proxied
by an exponential lag distribution with speed of response w,
and in which the natural rate of utilization or unemployment
hypothesis emerges when 6= 1, which we shall assume through-
out the remainder of this appendix, coupled with an expecta-
tions-determination mechanism in which the normal adaptive
expectations process is generalised to allow observations on
the growth rate of the money supply also to influence infla-
tionary expectations. Equations (3), (4) and (5) together
constitute a system of three equations in five basic un-
knowns, namely y, 2, p, p* and m. It remains to specify the
relationship between real output, Yy, and real aggregate de-
mand, z, and the determinants of the money supply growth pro-
cess.

A simple stock-adjustment process relating y to z

Our model so far is incomplete because it does not specify the
way in which real output, vy, relates to real aggregate demand, z.
Let s be the stock of final goods inventories that have been pro-
duced in the past but have not yet been sold. Then the change in
this inventory stock, Ds, must be equal to y - z. This total change
in inventories may be separated into desired (or planned) changes
equal to y - z*, where z% is the expected level of demand, plus pas-
sive (or unplanned) changes equal to z* - z. For simplicity, y - z%
may be taken to be some proportion, U > 0, of the difference between
desired inventories, s*, and actual inventories, s, while the change
in the expected level of demand, Dz%, may be taken to be equal to
some proportion, A > 0, of the gap between actual and expected de-
mand. Finally, one may assume that desired stocks are proportional
to expected demand (or sales), so that s* = hz*, where h > 0 is the
desired (or target) inventory-sales ratio. 0f course, this is
clearly an over-simplification, since s* should also have been taken
to depend upon the rate of interest and expected price changes.
This would, however, have complicated the analysis unnecessarily
without much gain; and in any case it should be noted that, in a
previous sub-section, z (and, hence, indirectly z* and s%*) has al-
ready been taken to depend upon these variables. On these assump-
tions, it follows that one has a system of four equations in five
unknowns, y, z, z%, s and s¥*, namely

6. Ds =y -2, y - 2z% =y (s%x - s), Dz*t =X (2 - z%) and s* = hz%,
or Ds =y -2zand Dy = (XA +u)(z -y) + Au(hz - s) after
elimination of the unobservable variables, 2% and s¥*. The
system may easily be solved into a single relationship be-
tween output, y, and demand z, of the form
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7. {D% + (A+u)D +au} y = { (A+y + Auh)D + Ay} z.
This equation explains how output responds to the level of
real aggregate demand, given the simple inventory adjustment
process at work. Clearly, if the system has settled down to
a stationary equilibrium in which there is neither planned
nor unplanned accumulation (or decumulation) occurring, vy
must be equal to z, and z* as well.

The monetary growth reaction function

The general monetary growth reaction function we shal] specify
has the following form

8. (+a)(m=-p') =afB; (y -y ) +8y (p-p')

+ B3f§ {p(t) - pT} at],
where fr is the target level of real output (or resource uti-
lization), PT is the target inflation rate,B1 ,82 and 83 are
reaction coefficients attached to deviations in utilization
from target, to deviations in the inflation rate from target
and to accumulated deviations in the inflation rate from tar-
get, respectively, o > 0 is an underlying "'speed of response'
parameter, and D = d_/dt is the differential operator as be-
fore. Targets are specified to be consistent with the under-
lying equilibrium structure of the model. More particularly,
pT and yT obey the relationship pT (1 -6 ) =¢(yT', g), which
when 6 = 1 implies that yT must be set equal to the natural
rate of utilization given by ¢ (yI', g) = 0.

The rationale for this general reaction function comes
from my earlier paper[1L4], in which an optimal reaction func-
tion is explicitly derived for a version of the current model
in which the inventory-adjustment mechanism is ignored by the
assumptions U= 0 and A - ® so that y = z, and the institu-
tional contract lag in the Phillips curve is ignored by the
assumption w—> © An optimal policy, of course, has the
characteristic thata , B; ,Byand B3 all take on very special
values which are derived as complicated functions of the oth-
er underlying parameters of the model. Here we are not con-
cerned with optimal policy per se, but it is at least com-
forting to specify the functional form of our policy reaction
function in a way which at least has the potential of being
consistent with optimal policy for some versions of the mod-
el. Finally, the reason why the accumulated deviation in the
inflation rate from target appears as a term in this reaction
function is a direct consequence of the inclusion of infla-
tionary expectations which adapt to actual observations on m
and p in the underlying model.

One particular simplification of the reaction function may
be obtained by assuming that 8; = B3 =0 and o + » In
this case, the reaction function may be written as

9. (m'PT)=82(P"'PT),
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where (consistently with a 'strategy of gradualism")B8, may be
assumed to lie between O and 1. The money supply growth rate
would then be a convex linear combination of the actual and
target inflation rates. Thus, after a period of excessive
inflation rates, a ''strategy of gradualism' designed to re-
duce p toward pT would require a negative growth rate for
real balances (m - p < 0), but with m then declining in step
with p until such time as the implied recession gradually led
p down to pT . Whether or not such a process would converge
on target equilibrium, with or without overshooting, is a
question we shall consider later in this appendix.

Some preliminary comments on the model
Our complete model now consists of the seventh-order differential
equation system iny, 2z, p, p* and m, encompasing equations (3),
L), ((B), (7)) and now (8). This system embodies two well-known
sources of potential cyclical instability, namely (a) stock-adjust-
ment processes, and (b) the formation of price-change expectations.
Many versions of our complete model, of course, ignore the possibil-
ity of disequilibrium in the product market and its consequential
inventory repercussions. This is tantamount to the assumption that
neither planned nor unplanned inventory accumulation occur. More
explicitly, it is equivalent to the twin assumptions that 4y = 0 and
A»oo, implying y = z at all points of time. Output and real aggregate
demand are then simply taken to be equivalent. This assumption
clearly restricts the generality of the cyclical movements that the
model may exhibit. It also affects the stability properties of the
model, since two characteristic roots are thereby eliminated.
As will be seen in the following section of this appendix, our
incorporation of the possibility of disequilibrium in the product
market does not affect the equilibrium properties of the model.

However, it may render unstable the equilibrium position associated
with a given sustained rate of expansion in the nominal supply of
money (the situation resulting from takingf, = 0 in the special

case equation (9) above). In this case, a variable rate of monetary
expansion based upon some appropriate feedback rule must be used if
there is to be any possibility of economic stability. 0f course,
even this is problematical, since it also requires continual decep-
tion of market agents in order to be successful; put differently,
it requires that agents do not learn the feedback rule and adapt
their expectation formation processes to it.
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A.2

a)

b)

FORMAL ANALYSIS OF THE MODEL

Model Equilibrium
The purpose of this complete section is to provide a reasonably
formal analysis of the complete model, as given by equations (3),
B, (), (7) and (8). To begin with, it is not difficult to see
that, given f, g and p* (and, hence, equilibrium m), the model poss-
esses a unique equilibrium solution, ¥y, Z, P, Pp* and m, with the
properties that
— —_— — T s e — T
100.p=pt=m=p , (1-0)p=¢ (y, g andz=y =y |,
given that yT is a consistent target at which to aim. No-
tice that this solution is independent of f, whether or not
6 = 1. Hence, exogenous elements entering the equation for
real aggregate demand, including fiscal policy, do not affect
the equilibrium solutions for y, z, p, p* and m. 0f course,
they will affect the equilibrium real interest rate (r - p%),
but complete crowding out of their effects on equilibrium
real output occurs. However, it is important to notice that
our analysis ignores the longer-run stock-balance considera-
tions that would emanate from the existence of a governmental
budget constraint. For example, if f refers to the real fis-
cal deficit, and if this deficit is wholly monetarily fi-
nanced, then (ignoring primary-secondary considerations in
the money market) Pf =DM, or f = m-M/P, and one may thus
work either with f or with m as the basic policy variable.
Putting this possibility on one side, it is clear that the
fundamental driving variables include m, the growth rate of
the nominal stock of money, and those supply side disturbanc-
es which affect the Phillips-curve relationship through the g
- variable. Notice, however, that in equilibrium the whole
thrust of g - considerations is to affect y and z, but not p
and p*. Moreover, in the natural rate case where 8 = 1, in
equilibrium the whole thrust of m - considerations is to af-
fect p and p*, but not y and 2z, although with8< 1, this is
not so. Hence, in the natural rate case, the equilibrium
state of the complete model is decomposable.

Dynamic Behaviour with a Constant Money Growth Rule

The dynamic behaviour of the model in the neighbourhood of its
equilibrium position, as well as the question of the local stability
of this solution, may be explored by linearising the system of equa-
tions (3), (4, (5), (7) and (8) around the equilibrium solution to
obtain the fundamental matrix equation:

" r_Dz+(}\+u)p_+>\u - (A+u+Auh) p-Au 0 0 0 _r;(o)-y ] .R;
ap bp M/P cp  -M/P[lz(0)-Z | O

—w¢y 0 p+w -w 0 p(0)-p |= 0

0 0 =Y ptytn -n [[p*(0)-p*| [ O

-aByp 0 - (By0+B3) 0 p(pt+a) [[m(0)-m 0

L i e 4
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since p=p* =m = ﬁr , $(y, 9 =0 when® =1, and z =7y = fT

, With ﬁr , f and g being given and exogenous. All partial
derivatives as well as the level of real balances, M/P, are
taken to be evaluated in the neighbourhood of the equilibrium
position. Evaluating the determinant of the 5 x 5 matrix on
the left-hand side of equation (11) and setting it equal to
zero, one obtains the seventh-order characteristic equation
of the system.

To keep matters somewhat simple, however, we first consid-
er the fourth-order system obtainable by letting w=> © and
by using the simplified reaction function (9) rather than (8)
in the case where B5 =0 and the growth rate of the money
supply (m) is held constant (and equal to p& ). In this
case, the quartic characteristic equation of the system is

bp? + [ (A1) (a+b) +Apha+bn]p3
+ [ (A1) (at+b) n+Auhant (at+b) A+ (cy+M/P) (A++ALR) dyle?
+ [ (a+b) Aunt (cy+4/P) Audy+ (v+1) (AH1+AUN) 9yM/P]p

+ (y+n) AuoyM/P = 0.

The dynamic behaviour of the system in the neighbourhood of
equilibrium depends upon the four characteristic roots (p)
of this rather complicated equation. A necessary, but not
sufficient, condition for local stability is that the basic
coefficients of this polynomial all be positive. Since the
only potentially negative elements within these coefficients
are terms containing Auha and cy + M/P, the first of which
relates to the positive feedback 1loop within the inventory
adjustment mechanism and the second of which relates to the
positive feedback loop within the price-expectations adjust-
ment mechanism, all of the basic coefficients of the polyno-
mial are likely to be positive provided that these two ele-
ments, if negative, are not large in absolute terms. |If this
is so, then there can be no real positive roots to the poly-
nomial, and, hence, if the system is unstable it must be
cyclically unstables; that is to say, any divergence from
equilibrium must be associated with explosive oscillations,
and not with a monotonic divergence.

The necessary and sufficient conditions for local stabili-
ty (the Routh-Hurwitz conditions) are exceedingly complicat-
ed, and not much can be learned by exploring them qualita-
tively. However, large negative values for the Auha
combination and large negative values for the cy+ M/P combi-
nation, relative to the other terms, tend to generate insta-
bility. This is particularly true the closer one is to the
assumption of "perfect foresight" (A - « and/ory - « ) when

puha < 0 and ¢ < 0. On the other hand, the faster is the di-
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rect response of inflationary expectations to the monetary
growth rate (through n > 0), the more likely in general is
§tability, given a simple monetary growth rule for m. This
is particularly true if the inventory-adjustment mechanism is
felatively slow. Nevertheless, the stability of equilibrium
is essential to the validity (and the power) of the six fun-
damental propositions which we examined in the text; and
this explains why we focus upon the stability question at
some length, and in a version of the model which permits in-
ventory fluctuations to occur.

If, however, the inventory adjustment mechanism is ignored
by the assumptions ¥ = 0 and A = © so that y = 2z, the quartic

equation collapses into the following quadratic equation,
namely

(atb) p® + [(atb)n + (cy + M/P)Oy]p + (Yo M/P = 0.

In this case, the equilibrium solution pertaining to a con-
stant monetary growth rule will be stable, provided that the
term cy +M/P, if negative, does not dominate the second basic
coefficient. Dynamic behaviour in the neighbourhood of equi-
librium may well be cyclical, however. A complete phase-dia-
grammatic treatment of this simplified system has been pre=-
sented by the author in an earlier article[15].

Dynamic Behaviour with a Monetary Growth Reaction Function

para

When a monetary growth reaction function with B3=0 and am

is added back to this simplified system, the fundamental matrix
equation becomes:

4.

15.

’» - - = ~
(a+b)p M/P cp -M/P F y(0)-y 0
-0y 1 -1 0 p(0)-p 0

0 =Y  (ptytn)  -n p* (0) -p* o
-B1 -By 0 1 m (0) -m 0 |

thereby generating another quadratic characteristic eguation
of the form

(a+b)p? + [(a+b)n(1—82)+(cy+M/P)d>y+(cn—M/P) (81+62¢y)]o

+(y+n) (1-By) ¢ M/P = O,
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which is equivalent to equation (13) if By =0 and By =0
(and, thus, m = p- once again). Comparing this equation with
(13), it is clear that negative values for B; enhance the
stability of the system as well as serving to reduce the am-
plitude of oscillations should they occur. Indeed, if B; is
sufficiently negative, non-oscillatory convergence to the
equilibrium solution can be assured. A similar situation
would also arise if Bowere negative. However, a ''strategy of
gradualism" implies a choice of §, which is between 0 and
+1; by itself, such a choice for B, is clearly less likely to
generate stability and strong dampening of oscillations than
the application of a constant monetary growth rule. Thus,
unless one takes the view that lower wutilization levels and
higher unemployment are seriously costly, a constant monetary
growth rule is preferable to a 'strategy of gradualism'. of
course, it 'is precisely because of the unemployment costs
that one would impose a B1 which is sufficiently negative to
re-establish the stability and direct convergence property
that a '"strategy of gradualism" (0 < 8, < 1) tends to under-
mine in comparison to the constant monetary growth rate case
(62=0)»

Adding back a policy reaction lag to this simplified sys-
tem generates a cubic characteristic equation of the form

(a+b)p3 + [ (atb) (@+n) + (cY+M/P)¢y]O2
+ [0 (atb) n(1-By) +a (cY+M/P) d,+a (cnN-M/P) (B1+B70y)

+ (y+n) o M/Plp + 0(y+n) (1-B2)¢yM/P = 0.

Notice in this case that Bl and B, do not affect the sec-
ond coefficient; unless the speed of response coefficient
is large, this second coefficient could be negative. In this
case, the system is definitely unstable. Even if the second
coefficient is positive, it may be difficult to choose B and
so as to satisfy the Routh-Hurwitz stability conditions[16],
or to ensure that the solution path is either non-oscillatory
or at least strongly damped. Most especially, large negative
values for B. may be required; but this may well slow down
the process “of unwinding a serious inflationary situation.
Thus, lags in policy responses make stabilisation policy more
difficult to implement, and perhaps even perverse in its ul-
timate effect. As Phillips observed long ago, we may need to
add a derivative stabilisation policy, which can affect the
second coefficient, to the proportional policy already incor-
porated if stability and/or reduced cyclical fluctuations are
to be achieved. Alternatively, it may be more useful to re-
vert to a constant monetary growth rule. As additional com-
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plications (such as inventory adjustments and labour contract
lags) are added back into the model, this is likely to remain
true. But for the time being we shall spare the reader this
further analysis.
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Notes

*®

1]

[2]

[3]

| am indebted to my colleagues, Richard Hyndman, Brad Reid an@ _
Bruce Wilkinson for useful comments on an earlier v?rsion.of this
paper, and to David Slater for his most valuable d{scussnon com-
ments on the version presented at the "Economic Policies for Canada
in the 1980s" Conference on October 28th, 1982. Most especially, I
would like to express my sincere gratitude to my good friend and
colleague Clarence Barber, whose sound advice and encouragement has
always stimulated my published work. None of these persons should
be held responsible for the views expressed herein.

In its nineteenth annual review, the Economic Council of Canada puts
the same question in the following way: 'The key question thaF mgst
be faced is the extent to which an easing of the current restrnctvye
stance of monetary and fiscal policy would facilitate a recovery In
output and employment without bringing in its train a resurgence of
inflation. There can be no doubt that labour markets are soft
enough to exert considerable downward pressure on wages and Fhat
enough idle capacity exists to encourage restraint in price se?tlng.
The big question mark here, however, concerns the degree to which an
easing of policy would worsen inflationary expectattovs and tend to
cancel out any resulting benefits.'" Economic Council of. Canada,
Lean Times, Policies and Constraints, Nineteenth Annual Review, ot-
tawa, Minister of Supply and Services Canada, September 1982, p.
xiii. At an earlier stage of the current inflation cycle, Tom Cour-
chene put this same question the other way around: "The key ques-
tion for the present is how to limit the real-side slack that is a
by-product of the confrontation [between slower money growth rates
and the on-going rate of inflation]." See T.J. Courchene, Money,
Inflation, and the Bank of Canada, Volume 11, Montreal, C.D. Howe
Institute, 1981, p. 313.

In an open economy with a managed flexible exchange rate in which
the monetary authorities '"lean against the wind' to reduce the am-
plitude of day-to-day movements in the foreign exchange rate, the
growth rate of the money supply may be influenced by the sFate of
the balance-of-payments in such a way as to keep the dome§t|c r?te
of inflation in some appropriate relationship to foreign inflation
rates and associated rates of monetary expansion. Even with a man-
aged flexible exchange rate, there will be impor tant ti?-in§ between
domestic and foreign interest rate movements which will influence
domestic monetary policies. We shall return to this point later,
but it does not vitiate the conclusion that the growth rate of the
money supply is the fundamental variable which governs the general
trend rate of inflation in the economy.

An expansion in government expenditure relative to téxation tends to
generate changes in the real rate of interest which imply both.lower
exports relative to imports and lower real investment relative to
domestic saving. Fiscal policy therefore has an important effect on

Monetary Policy and the Reflation Problem 99

[4]

[5]

the equilibrium composition of the balance of payments, with higher

government sector deficits (or smaller surpluses) always implying
larger current account deficits (or smaller surpluses). Since pri-
vate domestic investment and private savings will be affected by the

stance of fiscal policy, particularly through its effect on the real
rate of interest, this correlation between deficits and surpluses is
a positive one, but should not be thought to be a ''dollar for dol-
lar" relationship. The ‘'crowding out' effects of fiscal deficits
are simply spread between the investment-savings balance and the
current account of the balance of payments.

Indeed, for an adverse terms of trade shock the temporary conse-

quences will be to raise both the inflation rate and the unemploy-
ment rate. Any attempt at monetary accommodation to ease temporari-
ly the burden on the unemployment rate will worsen the inflationary

situation and, in the process, only postpone the inevitable unem-
ployment consequences to a future period. Nevertheless, depending
upon the policy choices made by the authorities in the face of this
inter-temporal trade-off, adverse shocks to the real side of the
economy may still in part be accommodated by variations in monetary
policy. However, as we have suggested, monetary expansion to ease
the output deflationary effects of these shocks, and thereby tempo-
rarily maintain employment, inevitably leads to a worsening of the
price inflationary effects. There is, therefore, no escape from the
stagflation consequences that such adverse terms of trade or rela-

tive price shocks generate. The distributional problem of sharing
the real burden of adjustment to these shocks cannot be avoided by
the use of monetary policy; indeed, this real burden of adjustment

provides additional fuel to the inflationary fires which can only be
kept in check if the rate of resource utilization is allowed to fall
and the unemployment rate to rise, at least temporarily. By exacer-
bating the price inflationary consequences of adverse real shocks,
monetary accommodation simply postpones the inevitable real adjust-
ment problem; but on the political as opposed to the economic
front, there may always be something to be gained in the short-run
by postponing the agony. Finally, indexation of money wage rates to
the consumer price index is clearly also an undesirable policy op-
tion in the face of an adverse terms of trade shock, although index-
ation to an index of domestic output prices need not have the same
destabilising (and inflation-accelerating) effects in this context.
Real shocks and indexation of money wage rates to the consumer price

index are incompatible; in this sense, real shocks cannot be index-
ed.

The viewpoint that unemployment is '"inevitable" in the sense that
there is little that macro-economic policy can do to prevent it from
continuing clearly implies a conservative and characteristically
anti-Keynesian evolution of economic ideology. Although it will be
for students of the history of economic thought to explain how this
evolution has come about, fundamentally it is related to the power
of the simple model of the macro-economic system we have been dis-
cussing.
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(7]
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Recent research by Craig Riddell and others clearly demonstrates not
only that the Phillips curve is still with us but also that the
""natural rate' hypothesis cannot be rejected. See, for examp1§,
W.C. Riddell and P.M. Smith, "Expected Inflation and Wage Changes in
Canada, 1967-81", Canadian Journal of Economics, Vol. XY, AuQQSI,
1982, pp. 377-394. amd David M. Lilien, "Sectoral Shifts in Cyclical
Unemployment", Journal of Political Economy, Volume 90, August 1982,
pp. 777-793. Further investigation of the role of catchjup effects,
wage spillovers and inflation uncertainty in the whole inflationary
process should prove interesting. '

These two questions are clearly inter-related. On the one hand, one
might have come to the conclusion that the natural raFe of unemploy—
ment is very high simply because of the difficulties experienced
with unwinding an inflationary situation via the unemployment route
(with or without wage and price controls). On the other hénd, these
difficulties might only reflect previous tendencies by policy-makers
to under-estimate the natural rate of unemployment. Nevertheless,
there are two important issues to separate, namely, to what extent
is our current unemployment and inflation dilemma caused by an up-
wards drift in the natural rate of unemployment, and to what exFent
is it caused by the '"long and variable lags' associated with unwind-
ing the inflationary expectations of the community?

What is fundamentally essential is to explain how adjustment pro-
cesses in individual labour markets, which are largely C9ncerned
with relative wages, «can give rise to absolute wage and price phe-
nomena, thus explaining Canada's unemployment problem (and the size
of the so-called ''natural rate of unemployment") by unaccomm?dated
and endogenous cost-push inflationary forces. This clgarly is not
easy to do. Recent research casts serious doubt upon thxs.route for
the rehabilitation of Keynesian economics. Nevertheless, if any'se;
rious challenge is to be made to the robustness of Fhe ”m?netarlst
model, whose stylised version has now apparently gained wide accep-

tance, including within the glass towers of the ?ank of Canada
building in Ottawa, it is along these lines that it will have to de-
velop.

See Scarfe, '"Optimal Monetary Policy with a Trade-O0ff Function', 0x-
ford Economic Papers, Vol. 31, March 1979, pp. 20-35.

[10] Although this last statement is true of both the United States and

the Canadian economies, there are important influences on Canadian
money markets and interest rates that emanate ffom the U.S. econo-
my. - These influences operate through the foreign ex?hénge.market.
Whenever tight money in the United States leads to rising interest
rates on the New York money market, the Governor of the Bank of
Canada must choose whether or not to permit the value of the Cana-
dian dollar (the exchange rate) to fall on the foreign e*change
market as capital flows from Canada towards New York chasing tbe
higher interest rates, a response which can only be prev§nted if
the monetary screws are also tightened in Canada, thereby increas-
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[11]

[12]

ing our interest rates to match the increase in New York. General-
ly speaking, in these circumstances, the Governor permits only a
small impact to occur on the exchange rate. To do otherwise would
tend to increase the cost in Canadian dollars of all those commodi-
ties that we must buy from foreign countries, and especially the
United States, and this would add to our on-going inflation rate.
I't therefore follows that Canadian money market conditions will
normally be permitted to tighten when U.S. conditions tighten, and
hence that our interest rates tend to move in close parallel fa-
shion with those in the New York money market. The reason for this
is the strength and substantiality of the capital movements that
would occur if we did not follow the U.S. lead in these matters.

The linkage between U.S. and Canadian interest rates, while
close, is not perfect, largely because the Governor of the Bank of
Canada normally tends to "lean against the wind'", taking a small
portion of any increase in U.S. interest rates in the form of a
fall or depreciation in the international value of the Canadian
dollar. In a similar manner, he also tends to permit a small por-
tion of any fall in U.S. interest rates to appreciate or increase
the value of the Canadian dollar. This "leaning against the wind"
in an upwards direction is also not permitted to be too large since
any substantial increase in the exchange rate would undermine the
export-competitiveness of the Canadijan economy, and therefore its
ability to maintain a given volume of output and employment. Thus,
under our current regime of managed floating exchange rates, with
its implicit trade-off between permitting interest rates or the ex-
change rate to adjust in response to foreign monetary events, lies
the age-old trade-off between inflation and unemployment. For this
reason, a reaction function like equation (A) above is not jncon-
sistent with the open economy framework.

Average interest rates in Canada have remained above those in the
United States reflecting Canada's higher on-going inflation rate
and its continuing need for longer-term capital inflows to finance
its investment programme and overall government sector deficit. In
1981, this differential was enlarged somewhat by the need to fi-
nance the Canadianization objectives and associated takeovers stim-
ulated by the discriminatory tax and incentives system put in place
under the National Energy Program; nevertheless, the financing of
corporate takeovers also added to the softness of the Canadian dol-
lar exchange rate over 1981 as a whole.

Some of the symptoms of this recession have been rising levels of
unsold inventories of durable goods, which have been made more djf-
ficult for business firms to carry given high interest rates, some
commercial bankruptcies, increasing numbers of layoffs and rising
unemployment rates. In addition to these, some commodity prices
determined in competitive markets have weakened significantly.
Planned investment expenditures by the corporate sector have been
pared downwards in response to weakening levels of capacity utili-
zation and reduced levels of corporate profits. These symptoms
pervade most sectors of the North American economy . The reduction
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[13]

[14]
[15]
[16]
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in real domestic product, or aggregate output, and in overal: gg
ployment will likely continue into the fourth guarter of .9 té
though the recent easing of real interest rates will soon begin
push the economy towards at least a weak recovery.

For a formal discussion of the rationale behind these specif{ca:
tions, see Scarfe, Cycles, Growth and Inflation, New York, McGraw

Hill, 1977, pp. 22L4-226.

See Scarfe, OEP, 1979.

See Scarfe, OEP, 1979.

The Routh-Hurwitz conditions state that the characteristic roots.of
the cubic equation k3p3 + kop? + kip + kQ =0 all bave negiﬁuvz
real parts (as required for.stability) if and only if the re
principal minors of the matrix

k1 ko 0
k3 ko k1

0 0 k3
iti i iti be assumed) k, >
all positive, provided (as may legltlmaFe!y ume 0
gre Tha: is to say, the necessary and sufficient condltrons.are tl
. ich, ven
>0, ky kg > kg k3 a?d ki ky kg > ko k3 k3 which gi 0
>0, imply k., >0, all i =0, ..., 3.‘ " e -
In the présent context, even if ko is positive, on!y parti r
choices of B1 and B2 may be able to satisfy the requirement k1 ko
> ko k3 N
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Comments on: Monetary Policy
and the Reflation Problem

David Slater,
Chairman,
Economic Council of Canada

The difficulties of the analysis and policies of analyzing stagfla-
tion implies it is really important we try to find insights from a num-
ber of approaches. Brian's paper is mainly a non-stochastic model anal-
ysis of the dynamics of macroeconomics systems and shocks and policies.
It's an abstraction, it's a rough model of the relation of an equilibri-
um, of a deep disequilibrium system and of adjustments systems. Its ba-
sic message is that there is a high likelihood of overshooting and un-
dershooting in the process of macroeconomic adjustment. There is a high
likelihood, indeed almost a certainty that adverse conjunctures of in-
flation and unemployment will appear from time to time. In the sense in
which the term is wused in dynamic analysis there is a good possibility
of potential instability of the system at least over some ranges of ad-
justments. Perhaps the policy implication is that a steady monetary
growth rule is best - not a very good policy but maybe the best of a bad
lot, but with the need for supplementation.

While there are empirical and substantive issues to raise about the
model, there remain important insights. Even if we do not have econo-
mies which are subject to random and uneven shocks, the path toward
equilibrium from disequilibrium will not be smooth. According to a wide
range of forecasts, including those prepared by the Council, whatever
paths of growth we have in an economy such as ours are not going to be
steady.

If one is to attempt fine tuning of monetary policy at all, there may
be very difficult transition problems when high unemployment and infla-
tion occur together. Many are aware that in the context of simple mone-
tary policy and discussion of the velocity of money, there has been much
attention to the transition problem as one moves from higher to lower
inflation. The recent meetings of the Canadian Economics Association in
Ottawa (June 1982) had a number of impressive papers on the transition
problem. These papers all pointed to the counterintuitive notion that
the transition required both an acceleration in the rate of money supply
growth and the deflationary track. What Professor Scarfe's paper does
is to raise this rather counterintuitive issue from a more fundamental
perspective of the dynamics of a macroeconomic model.
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First a few comments on the model itself. The model and results do
depend upon the acceptance of some version of a Hick-Hansen aggregate
demand approach along with an expectations augmented Phillips curve on
the supply side. The natural rate of unemployment is also central. It
is important however to emphasize not the equilibrium properties of the
model, but its dynamics. All of us who fiddle around with this type of
analysis know that the time path and stability of adjustment depends
critically upon the parameter values chosen and shocks which are mod-
eled. | am reminded about the basic Keynesian models, and Pigou's con-
tribution, and a number of people alleged there is no such thing as an
underemployment equilibrium; eventually these Pigou effects will catch
up with the system and there will be a return to full "employment equi-
librium". The answer is maybe, but does it take 15 years and do we get
close in 57 Do these mechanisms of adjustment introduce unstability or
not? The same kind of questions must be addressed here. This is not a
criticism of the model proposed by Scarfe, but rather an indication that
we need a lot more careful and explicit work on the empirical side and
the analysis of the dynamics of these models.

Professor Scarfe does outline further directions for research. He
does note that '"if the basic model and its powerful policy conclusions
are to be challenged, it is essential that this challenge be aimed in
one of two directions. The first is the challenge of the statistical

stability of the money demand function. Given the econometric litera-
ture on this subject, however, this route appears to be a non-starter.
The second is to challenge the micro economic foundations and underlying
assumptions of the expectations augmented Phillips curve and the associ-
ated natural rate hypothesis." My understanding of a fair bit of the
more recent econometric work on demand for money function is, that it is
far from a fixed conclusion that it is a highly stable function.

In speaking about the model Professor Scarfe makes the point if you
really want to get the real interest rate down, it is necessary to have
an expansion of the money supply. One must keep in mind that for the
purposes of this model a number of simplifications have been necessary.
When things like the tax system and the structure of fiscal instruments
and so on are included, it may very well be that some of these other
things do have some side effects on interest rates apart from changes in
the money supply. While this is a minor point it is something which
must be kept in mind when contemplating reality. |In particular, for the
purposes of this model the tax system is set aside and the wedges that
are driven between income before and after tax and the bearing this had
upon real rates of interest, inflation rates and so forth. This is a
very large assumption and indeed if one is going to apply these models,
it is necessary to incorporate the tax system in the analysis. | do ac-
cept the view that initially, to develop the main lines of analysis the
abstraction made by Professor Scarfe is a good one.

The fundamental question of course, is whether the natural rate of
unemployment model is correct. | note two very unsatisfactory observa-
tions floating around this country at the moment. One is the prospect
mentioned in the Council's 19th Annual Review that there still be a sta-
ble unemployment rate of 10 percent coupled with an inflation rate of 7
percent over the next four or five years. Similar statements have
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emerged from the Conference Board. Is it really true that the natural
rate of unemployment is 10 percent, rather than 6 1/2 percent that is

mentioned in this paper.

Now for a few empirical observations on the paper. One point made b
Profe§sor Scarfe is that the fiscal stance in Canada has been too Ioosey
What is the evidence on that? Quite apart from inflation adjusted meas:
ures of government deficits, if you did nothing more than compute cycli-=-
cally adjusted measures of fiscal positions, you'd find for all govern-
mepts together there would be a net surplus with the Federal deficit
being remarkably small. There has been no significant increase in real
government expenditure for some time, as measured by a percentage of
GNP. Increases in expenditures have been dominated by automatic respon-
ses t9 the weak economy and the vagaries of debt service. | would argue
that |f.you take the cumulative effects of changes in energy policy, the
discretionary change in Federal-Provincial fiscal stances, and expéndi-
ture management, the general direction with respect to fiscal policy has
beeT de;éPefately toward tightness and restraint for some time.

n adaition, a good deal of the discussion in the
movements from a disequilibrium toward an equiIibrium?ape;h;elzzzzo;o
seems t? be always in a transitional position and the problem is rea]ly
one'oflldentifying where we are in relation to that transition process,y

also note the massive effects i
exchange and interest rates in 1981. ey Rl oustion s S

Finally with respect to the policy approach, Profes i
between the notion maybe the best courzz for’monetarjogo??:;f?sIsfi:rg
sFeady growth rule, and the notion of some form of tailored interven-
tion. The upshot is what you think you really know. If you belijeve you
gnow what the dynamics are, what the responses to the various policies
in the real and expectations sense, and you think it is possible to im-
prove upon an unattended recovery, then intervention is desireable
Professor Scarfe is pessimistic, in that he feels we should do some;

thing, but we do not know enough to i
i pursue a better policy th &
alist supply growth rule. Portey TR
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9.1 INTRODUCTION
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deﬁce, from several Canadian macroeconomic models, a?ou? the eife::zsof
government spending and of policy-determined changes in interest r "
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9.2 RECENT DEVELOPMENTS IN MACROECONOMETRIC MODELLING

The past decade has posed important challenges to macroeconomic mod-
ellers. One set of challenges has come from the world of events, and
the other from the world of economic theory. The most challenging
events of the world have been the 1973-74 and 1979-80 world oijl price
shocks, world-wide stagflation, and the highest real interest rates, the
most excess capacity, and the highest unemployment rates since the
1930s. Accompanying these events was an inflation rate that followed a
generally increasing trend over the decade. Most macroeconometric mod-
ellers of the 1960s lavished more attention on demand equations than on
the production structures of their models. Even those relatively few
models that had output and prices determined by production functions and
utilization rates did not give special treatment to energy as a separate

factor of production. The models were therefore ill-prepared to show
the stagflationary effects of a very large increase in the relative
price of an important factor of production. The large changes in rela-

tive prices, coupled with some short-run rigidity of energy use, forced
macroeconomists to rethink their notions of capacity utilization, and to
distinguish variations in the costs and profitability of different vin-
tages of capital equipment.

At several stages over the past decade, substantial amounts of excess
capacity have appeared, and yet the rates of increase of prices and wag-
es have apparently been slower to fall than they were to rise. Mod-
ellers have had to disentangle the various explanations, including en-
trenched and possibly asymmetric price expectations, the existence of
outmoded capital, and changes in previously established rates of im-
provement in technology and factor productivity.

From the theoretical side, conventional macroeconometric models have
been attacked for their failure to embody so-called "rational expecta-
tions'", whereby private agents are assumed to have knowledge of the
structure of the economy, and of the processes disturbing it. If pri=-
vate agents are also operating under conditions of perfect competition,
then rational expectations combine with competition to give the results
of the '"new classical macroeconomics'', wherein the economy is always
fully employed except for temporary deviations due to unforeseeable ran-
dom events. Although '"'new classical macroeconomics" downplays demand
factors as determinants of the level of output, the treatment of supply
in these models has been almost trivially simple, with output being at
last period's level adjusted by any unforeseen changes in the price of
output.

The paradoxical feature of the recent theoretical challenges is that
they have generally been at variance with the pattern of events, and
have tended, to the extent that they have been influential, to make mod-
els less able rather than more able to deal with the major economic
events and circumstances of the 1970s and 1980s. Thus the applied mod-
els of the 'new classical macroeconomics" have assumed full employment
(apart from surprises) at trend levels of aggregate supply, while the
major economic upheavals of the past decade require models that can em-
ploy factor-based vintage models of supply to redefine potential output,
and that can explain large and sustained departures from full employ-
ment.
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0f the elements of the new classical macroeconomics, the _only one
that is supported by events of the last decade is its emphasis on the
careful modelling of expectations. It is clear that the current reces-
sion has been so sharp and deep as to shatter the confidence of hous§-
holds, firms, and governments, and to lead to importantachanges in th§|r
spending behaviour. It will be surprising if conventnona! con§umptlon
and investment equations do not over-predict actual spending in ]982I.|
It is even more likely that models based on “rationa]. exPectatlons
would over-predict spending in 1982. The current recession is prQbably
changing the way in which expectations are being formed, but n?t in the
"rational' way implied by the well-oiled functioning of a clas;ncal ful=
ly employed economy. It is wunderstandable thét expectations h?ve
changed, and inevitable that the households and flrm§ are even less in-
clined than before to act as though they were assuming fu]! employment
as the basis for their current planning. Thus, although it is neFessary
for model builders to pay more explicit attention to ways in which ex-
pectations are formed, the recipes provided by '"rational" or even m?dgl—
consistent expectations are not likely to be of much help in explaining
the widespread lack of confidence among spenders in 1982.

9.3 WAS THE 1982 RECESSION IMPORTED OR MADE AT HOME?

How much of the 1982 Canadian recession, and how much of Canadian infla-
tion, are due to the world oil price shock of 1979-80 and.the c]o;ely
foliowing recession in the major worlid economies? To obtain some idea
of the importance of these external factors, we have done tvo alterna-
tive runs of the MACE model, one using actual 1979-81 and estlmate§ 1982
values for world oil prices, and for real GNP and price leve?s in the
United States and other OECD countries, and the second setting those
variables to follow steady growth rates. In the '"no oil sho;k“ case, we
have the world oil price growing at 10 percent per annum in and after
1979, all other foreign prices growing at 8 percent per annum, and real
GNP growing at 3 percent in the United States and the rest of the OECD.
It is also necessary to make some assumptions about what w9uld héve hap-
pened to Canadian energy prices and taxes if the world o!l pflces.had
not increased so rapidly in 1979 and 1980. Since Canadian oil prices
had been increasing at $1 per barrel each six months towafds the world
price, and had exceeded 80 percent of the world price bY mld-1?79, the
simplest and most natural assumption is that the Canadian price would
have reached the world price and stayed there, without there being any
subsequent changes to the tax and royalty structure.

Without the world oil price shock, and the subsequent world reces-
sion, the MACE results suggest that Canadian GNP in 1982 would have been
more than 7 percent higher and consumer prices L percent lower. In the
absence of the external influences, 1982 employment would have been 2.6
percent higher, the labour force .7 percent higher, and the unemployment
rate 1.7 percentage points lower. These overall results reflect the net
effects of an interplay of forces. Since Canada is a net energy e§p0ft°
er, the 1982 balance of trade in energy would have been about ?2 billion
smaller in the absence of the 1979-80 increases in world oil prices.
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However, this would have been more than offset by larger non-energy
exports and smaller interest and dividend payments to foreigners. Non-
energy investment in 1982 would have been more than 18 percent higher,
partly because of greater real demand with resulting pressures on capac-
ity, and partly because of the lower nominal and real interest rates.
Energy investment would have been slightly lower in real terms in the
boom year of 1980, but slightly higher in subsequent years. The 1982
price of imported oil would have been $17 per barrel less, and the net
wellhead price (after all taxes and royalties) about $2 per barrel less,
but the general cost level would also have been lower, leading to a
slightly higher level of investment in conventional oil and natural gas.
In the absence of the 1979-80 worlid oil price increases and the subse-
quent increases in energy prices paid by Canadians, the average 1982
user price of energy would have been about 12 percent lower. Since the
general price level would have been 4 percent lower, the relative price
of energy would have been 8 percent lower. This combination of a lower
relative price and higher real income would have increased 1982 energy
demand by about 8 percent.

A1l of the above results must be treated as rough estimates, for they
depend rather heavily on assumptions about how the world economy would
have developed in the absence of the main features of the world reces-
sion. Nevertheless, they indicate a major role for external causes of
the 1982 recession. Actual average annual real growth of Canadian GNP
was less than 1 percent from 1978 to 1982. Without the external shocks,
the MACE results suggest an average annual growth rate of 3 percent;
three times as high as the actual rates and quite close to most esti-
mates of Canadian potential output growth for the rest of the century.

To help separate the direct effects of the oil price shock from those
of the resulting stagflation in industrial countries, we did another run
in which the world oil prices rose (with the resulting conflicts and
changes in Canadian energy prices and taxes) but industrial growth, gen-
eral inflation rates, and interest rates in other countries followed
their "no oil shock! paths. Avoiding the world stagflation would have
made Canadian real GNP in 1982 5 percent higher, and consumer prices
about 1 percent lower than they actually are. Thus, of the total Cana-
dian stagflation caused by the world oil price shock and external reces-
sion, about two-thirds of the GNP loss was due to the induced world re-
cession, while most of the extra inflation came directly from the oil
price shock. The results indicate that although the oil price shock and
the world stagflation both contributed to the Canadian stagflation, the
world recession was the main cause of the Canadian recession and the ojl
price shock the main cause of the induced inflation.
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9.4 THE EFFECTS OF WAGE AND PRICE CONTROLS

There have been several studies of the effects of Fhe AIB on §ontracf
settlements, but there has been much less study of its impacts In ? ga)
croeconomic setting. The recent study by Barber énd McCal lum (.9.2
provides a step in this direction by estimatipg guasi-reduced-form pr:c:
equations, thus attempting to combine the direct effects o? wages an_
prices with the indirect effects flowing between wages and prices. s
ing the MACE model, we have taken a more struFtural appro§ch. First, we
looked for direct AIB and post-AIB effects in thg equations for wagef
(which in MACE are measured as average annual earnings per emp]oyed pert
son), for output prices, and for labour force Partncnpatlon. Like TzTB
others who have estimated wage equations using the AIB an? post ;
data, we found substantial direct effects on wages, and no evidence of a
post-controls wage surge. Perhaps because our data'are based on average
earnings rather than wage settlements, we found direct effects on;y Ln
the second and third years of the AIB program. Thes? dlrect.ef ects
were about .03 in 1977 and .029 in 1978 in our equation (He1]|well et
al., 1982, equation 3.1) for the proportionate annual change in wages.
Given the .49 coefficient on the lagged change in wages, and the a?:enie
of any apparent post-controls catch-up effect, thes? direct AIB effec i
on wages cumulated to 7.4 percent of the w?ge l?vgl in 1979 and 9.5 pi;_
cent in 1980. These effects, which are quite similar to those from o ‘
er studies of the direct effects of the AIB on wage.settlements[l], ?
not take account of the induced effects on prices, interest rates, eX

i , and so on.
pen#ét:gzzure the macroeconomic effects of the AIB, we compared tyo runs
of MACE, one with the AIB effects as estimated, and the other with the
direct AIB effects removed. Comparison of these two runs suggest that
without the AIB the average annual rate of growth of nominal wages from
1977 through 1980 would have been 5 percent greater, and the av§rag:
rate of increase in consumer prices 3 percent greatgr.. .The associate
effects on real GNP and the exchange rate depen? 5|gn|f|cant1yg on how
monetary policy would have reacted to the much higher rates of |n§reaze
in wages and prices. In our no-AIB run, we have the Bank of anabf
""leaning against the wind" and permitting some de?arture from the est? i
lished monetary growth targets to dampen changes in the real r?te og in
terest. Under this rule, the supply of high-powered money |n.19 0 in
the no-AIB case is 5 percent above the actual awount.. Evgn with Fhl?
slightly accommodating policy, the additional |nflat|?n drives nomina
and real interest rates well above their control solution va!ues, thus
leading to reductions in real GNP and temporary §trengthen|ng of E:e
foreign exchange value of the Canadian dollar. Without the AIB, e
MACE results suggest that in 1980 real GNP would have been 3 p?rcent
lower and nominal GNP 12 percent higher than they.a?tual!y were, imply-
ing a 15 percent cumulative increase in the implicit price deflator for
GNP. The unemployment rate would have been from 55. to }.] percentage
points higher over the 1977 to 1980 period, and.nomxnal lntere?t rates
would have been from 3 to 8 percentage points higher. Real |ntefest
rates would have been lower in 1977 and much higher thereafter, given
our supposition that the Bank of Canada would have accommodated only a
fraction of the increase in nominal incomes.
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These results, which are rough in nature, and depend importantly on
assumptions about the stance of monetary policy in the absence of the
AlB, indicate that the net effect of the AIB was to make real GNP and
employment higher, and to reduce nominal prices and both nominal and
real wages below what they otherwise would have been. The impact on

real wages reflects primarily the fact that the direct impacts of the
AIB were on wages rather than prices.

9.5 THE MACROECONOMIC EFFECTS OF THE NATIONAL ENERGY PROGRAM

In section 2, it was noted that if world oil prices had not jumped up in
1979 and 1980 Canadian oil prices would probably have completed their
convergence to the world levels and there would probably not have been a
National Energy Program. Thus if we want to assess the macroeconomic
effects of the National Energy Program itself, we need to conduct our
experiments in the actual context of world oil prices and stagflation in
the industrial countries. The tricky part of the assessment is to de-
sign some alternative non-NEP path for Canadian energy prices and taxes.
There is also the issue of how to define the NEP. Does it involve just
the NEP measures themselves, on the counterfactual assumption that these
measures were acceptable to the producing provinces? O0Or should the mac-
ro assessment of the NEP include the retaliatory cutbacks in convention-
al oil production announced by Alberta two days after the NEP was intro-
duced, the compensating additional import levy imposed by the federal
government, the federal-provincial agreements of September-October 1981,
the Alberta royalty adjustments of April 1982, and the federal NEP Up-
date in June 19827 Our conclusion is that the NEP and following se-
quence of federal and provincial adjustments should be treated as col-
lectively embodying the NEP, with this actual history being compared to
a hypothetical policy path.

The next trick is to find a hypothetical policy path. We have chosen
a fairly simple alternative to the NEP, based rather loosely on the
pricing proposals made by the province of Alberta in the summer of 1980.
The alternative policy involves annual wellhead price increases of §7
per barrel, in and after 1981, wuntil the domestic price reaches 85 per-
cent of the world price. The federal government is assumed to continue
to finance the import subsidy out of general revenues.

One interesting point of comparison between the NEP and no-NEP cases
is that energy prices paid by energy users are slightly higher with the
NEP than without it. The NEP, as originally introduced, involved the
maintenance of domestic prices substantially below world levels. Most
of the subsequent revisions and compromises involved higher prices for
energy users, thus increasing the size of the revenue pie to be shared
by governments and the producing firms.

Because the energy prices paid by users are almost the same in the
NEP and no-NEP cases, the macroeconomic effects of the NEP flow chiefly
from the effect that revenue redistribution has on the spending and in-
vestment decisions of governments and of foreign and domestic energy
companies. One potentially important line of macroeconomic influence
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flows from the "Canadianization' aspects of.the NEP. By converting thf
tax-based depletion allowance to an expendltur?- ?ased system of ?etro—
leum |ncentive Payments (PIP grants), and by !lnknng the rate of |2ce?]
tive payment to the degree of Canadian ownersb|p, the NEP encourgge d?;n
industry investment by new firms, and by flrms with .greater aga !th
ownership. This general incentive to Canadian ownership, com_Jplet Wl]e
the sharp increases in federal taxes under'the NEP, and the direc ;9 :
of PetroCanada, the federal government's oil company , led to substan laf
outflows of direct investment as foreign-owngd firms sold all or part o
i ian oil and gas interests to Canadians.
the%?ecazgg model incluges an accounting for all 9f the pr?-NEP pgrcha:-
es from foreign oil companies, which were responsible for nncr?asung tte
Canadian-owned share of production revenues from 25 percent in 1972 8
35 percent at the time the NEP was introduced. We have a project unher_
way to model the size, timing, and consequences of the post—NE? purihase
es by Canadians of foreign-owned oil and gas as§ets. In aqdltlon, er
was also an increase in the extent of the foreign operatnonﬁ of_zne;gz
companies operating in Canada. Many of the takeovers or buy. acks
were financed by issuance of debt in foreign mafkets. The substltutlgz
of foreign-held debt for foreign-held direct investment causes a su .
stantial worsening of the measured current account of Fhe balénced?—
payments, for two reasons. First, the "cost" of servicing foreign _l_
rect investment is measured in the Canadian balance of paymenFs statlst
ties as the flow of dividends, rather than as a flow of profn?sf?fz§e
by a capital inflow of re-invested earnings. §econd, when 12 aflgz
rates are high, interest rates on nominal debts rise also, and therefo e
include a substantial element of capital repayment. Both of these mea;
urement errors cause an apparent worsening of the current ac§ount of_th:
balance of payments even if the price paid for the assets is the Elgnd
one, in the sense of equalizing the present values of the untefis.ta.
dividend streams. This measurement error may have real effec?s i fl is
taken as a signal of the direction anj ]Txtent of the required future
in the value of the Canadian dollar. ]
mOVT:GZEZ ;bsence of measurement errors and resu]ting false signals, th?
Canadianization" of the oil and gas industrY w111.affect the value o
the Canadian dollar adversely only if thenprnce paid for the sharez_ls
too high, or if the drop in desired holdings ?y forelgners of C:na.lag
oil and gas assets is not offset by corresponding .|ncreases in oesnr:_
holdings of other direct or portfolio investments In Canada. .u; ;he
search currently underway is designed to assess.the extent_to whic o
prices paid were too high or too low, in the light of various expe;AgE
tions about the future paths of oil prices and taxes. 'The current :
modelling assumes separability of equity a?d debt capn?al_ flﬁwsé' azt
separability between energy and non-energy investment within t_e nlre i
investment category. Under these assumptions, putchase of forelgn ogne_
energy firms by means of increased foreign dethWI]l require h!gner anf
adian interest rates, although the estima?ed interest e1a?t|C|tLes o)
portfolio capital flows are sufficiently high that the required ¢ aniss
in interest rates are not likely to be very large. .In any event, f
macroeconomic experiments done for this paper do not include any explic
it allowance for capital flows directly attributable to the NEP.

e ————————————————————————————
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Aside from the energy price, energy demand, and revenue
redistribution features of the NEP, we might expect to find macroeconom-
ic effects flowing from changes in the pace of capital spending in the
petroleum industry. There is little doubt that the post-NEP tax envi-
ronment was disappointing to many oil and gas exploration firms. The
energy agreements of September-October 1981 changed this situation ma-
terially in terms of incentives for new oil discoveries, by making a
distinction between new and old oil and offering the world oil price for
new discoveries. However, the fiscal regime remained fairly tight for
old oil and gas, and there may have been some resulting cash-flow ef-
fects on investment spending, especially for those firms facing rising
interest rates on new debt issued to finance previous acquisitions and
investment. The MACE equations for oil and gas investment, which depend
on after-tax netbacks on new discoveries, show higher netbacks without
the NEP (by about $2 per barrel for oil, and 50c/mcf for gas, in 1983),
and show 1983 energy investment higher by about 3 percent as a conse-
guence. This estimate could be either high or low. Since the equations
do not embody cash flow effects, they may understate the effect of the
NEP on oil and gas investment. On the other hand, the gas investment
equation does not take proper account of the growing inventory of dis-
covered but unsold gas, and the NEP had its biggest negative impact on
the return from natural gas. Thus the indicated no-NEP increase in in-
vestment is mainly directed towards natural gas, while the build-up of
unsold gas would probably have held that investment down in any case.

In the light of the offsetting nature of the modelled macroeconomic
effects of the NEP, it will not be surprising that the combined effects
are not large. Real GNP is slightly larger in the no-NEP case, and the
aggregate price level slightly lower, both by well under 1 percent. The
price level is slightly lower without the NEP primarily because prices
to energy users are slightly higher with the NEP than without it. Real
GNP is higher in the no-NEP case partly for this reason and partly be-
cause of the higher energy investment. The results from the energy sec-
tors of MACE show that the major effects of the NEP are on the distribu-
tion of energy rents vrather than on the total size of either energy
rents or of GNP.

With or without the NEP, the 1982 flow of economic rents from crude
oil and natural gas is estimated to be about $27 billion. What the NEP
does, relative to the no-NEP case reported here, is to increase the fed-
eral government's share by $6.9 billion, offset by reductions of $1.4
billion for energy users, $3.2 billion for the producing firms, and $2.2
billion for the governments of the producing provinces. We have made no
attempt to model any consequences that the decline in federal revenues
in the no-NEP case might have had for federal spending and tax rates.
The behaviour implied by the model's current structure is that the fed-
eral government would have borrowed to finance the higher deficit and
the governments of the producing provinces would have saved their addi-
tional revenues. If the federal government would have reduced its
spending or increased other taxes in the no-NEP case, then this could

have substantial macroeconomic implications that do not show wup in our
modelling.
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9.6 EFFECTS OF FISCAL POLICIES

Much of the interest in macroeconomic models lies not in their use in
forecasting, in which model structure is in any event often overridden
by add factors, but in their evidence about the effect of alternative
policy choices. Interest is especially great in times like the present,
when the economy is so far from full employment as to raise demands for
active policies, but when fiscal deficits and inflation rates are al-
ready high enough to make governments chary of expansionary policies
with uncertain and possibly counterproductive effects.

Over the past six years, there have been three Canadian comparative
modelling exercises designed to reveal the major dynamic properties of
Canadian macro models. The first project, whose preliminary results
were presented at the June 1976 C.E.A. meetings (and the final results
published three years later, De Bever et al. 1979) was primarily con-
cerned with explaining why each model behaved as it did. The subsequent
seminars, one in 1979 sponsored by the federal Department of Finance and
one in 1982 sponsored jointly by the Department of Finance and the Bank
of Canada, have drawn on a larger number of models and have been more
narrowly focussed on what each model has to say about the effects of a
fairly wide range of taxation, government spending, and monetary poli-
cies. A fourth source of information s provided by the Canadian seg-
ments of the various international linkage models.

Table 1 shows the first and third year government non-wage expendi-
ture multipliers for the four models included in the 1976 project.

Table 2 shows the multipliers for the first three years for the nine
models included in the 1979 seminar, while Table 3 shows the same in-
formation for the nine models used in the 1982 seminar. in all three
tables, with the exception noted, the supply of money is held fixed.

For the experiments reported in Table 1 the exchange rate is held
fixed, while for the 1979 and 1982 seminars the exper imental assumptions
involved flexible exchange rates. The right hand columns of the tables
indicate the average inflationary effectis (measured by the GNP deflator)
as a fraction of the average GNP effects over a three year simulation
period.

Table 4 shows the fiscal multipliers from the Canadian models in two
versions of Project LINK, the OECD Interlink model, the Japanese Econom-
ic Planning Agency (EPA) world econometric model, and the Multicountry
model of the U.S. Federal Reserve Board. These results involve a vari-
ety of exchange rate and monetary assumptions. Money supplies are held
fixed in the Project LINK and MCM experiments, while interest rates are
held fixed in the OECD and EPA results. Exchange rates are flexible in
the MCM model, and fixed in the other experiments. Separate experiments
with the EPA model (reported in Tables 3.3 and 3.k of Helliwell and Pad-
more 1983) show that endogenizing the exchange rate raises the fiscal
multiplier for Canada by gradually increasing amounts, from 3 percent in
the first year to over 30 percent in the third year.

whether exchange rate flexibility increases or decreases fiscal mul-
tipliers depends on whether the price of foreign exchange rises or
falls, and on whether devaluation raises or lowers real GNP. For most
of the models, induced interest rate increases initially draw in almost
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TABLE 1

Effects of Fiscal Polizy: 1976 Experiments

Ratio of Average
Inflation Effects to

Real Expenditure Multipliers Average Real GNP
Year Year3 Effects Over 3 Years
Candide 1.2 M 1470 1.65 20
QFM 1.37 2:73 .29
RDX2 0.96 1.41 70
TRACE 1.87 1.24 1.07
Mean 1.47 1.76 56
Standard
Deviation Lo .67 Lo

Simulation Period, 1961-1963.

Source: Hel!iwe!l, Maxwell and Waslander (1979, Tables 1, 2 and 3) The
raF;os in the right hand column are obtained by dividing the
third year percentage shock minus control results for the GNP

deflator by the average, over the th
r s ree years, of the
shock minus control results for real GNP. Ee e

e?ough foreign capital to finance the induced imports, so that there i

little ?hange in reserves in the fixed exchange rate case and litt;s
change in Fhe exchange rate when the exchange rate is flexiéle[Z] F ;
examp]e, 1? the eight flexible exchange rate models used for tée 19;;
seminar, five exchange rates depreciated by 0.1 percent in the first
year, one depreciated by 0.3 percent, one was unchanged and one
streng?hened by 0.1 percent. By the third year, the exchanée rate had
depreciated by 1 percent or more in several of the cases. In almost all
of the modgls exchange rate depreciation has an expansionary impact on
both re§] income and prices. In general the proportionate increase in
effe§t.|§ greater for prices than for real GNP, so that exchange rat

flexibility worsens the trade-off between output growth and inf?atione
For example: in the Canadian block of the Japanese EPA World Econometrié
moqel,. during the first three years of sustained government expenditur

anect|9n equal to 1 nercent of real GNP, the average real multi liee
under fixed exchange rates is 1.8 compared to 2.1 under flexible rgtesr
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TABLE 2

Effects of Fiscal Pol.cy: 1979 Experiments

Real Multipliers With Fixed Ml Ratio of Average

And Flexible Exchange Rates Inflation Effects to
Average Real GNP
Year 1 Year?2 Year 3 Effects Over 3 Years
RDX2-Bank 1.08 1.89 1.63 b6
RDX2-Finance .99 1.31 1.54 .29
TRACE 1.56 1.49 1.50 .19
FOCUS .92 .67 .55 b
DRI 1.46 1.63 1:27 .29
SCQUEM 107 1.21 1.33 13
CANDIDE 1.85 2.38 2.41 .05
(Informetrica)
AERIC* 1.45 1.68 1.42 .06
CANDIDE-2.0 ECC 1.99 2.30 2+ 3] .05
Mean 1.38 1.62 1.55 .22
Standard
Deviation .38 .5k .55 .16

% |nterest Rates and Exchange Rates Exogenous
Simulation Period, 1979-1981.

Source: Canada, Department of Finance, 1979.

In the third year, the expenditure price is 1.8 percent higher under
fixed exchange rates and 2.8 percent higher under flexible exchange
rates[3].

One piece of additional evidence available only from the multilateral
models is how much the Canadian expenditure multipliers should be ad-
justed to take accouii of the fact that Canadian policies influence oth-
er countries, leading to subsequent repercussions for the Canadian econ-
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TABLE 3

Eff?cis of Fiscal Policy: 1982 Experiments
Policy Change: A $1 Billion Increase in Non-wage Government Spending

Real Multipliers With Fixed Ml Ration of Average
And Flexible Exchange Rates Inflation Effects to
Average Real GNP
Year 1 Year 2 Year 3 Effects QOver 3 Years
RDXF 1.09 0.79 0.58 0.31
QFS 1.0 1+2 1.3 0.08
FOCUS=* 1.37 1.70 Va7h 0.22
DRI 1.44 1.56 1.23 0.49
TIM 1.67 1w ]2 - -0.01
CANDIDE 1.98 2.26 2.24 0.08
CHASE s 0.9 0.5 0.47
SAM 0.37 0.30 0.32 1.88
MACE 0.75 0.55 0.22 1.01
Mean 120 1.22 1.02 0.50
Standard
Deviation 0.48 0.6L 0.73 0.60

% With a mark-up price rule in effect
Simulation Period 1982-84

Source: Bank of Canada and Department of Finance: Seminar on Responses of

Various Models to Selected Policy Shocks, July, 1982, Ottawa.

omy . These repercussions are likely to be greatest for countries that
are open apd large, and are linked to trading partners with large inter-
n§1 expenditure multipliers. For countries like Germany and the United
Kingdom, the linked own-country fiscal multipliers (which take account
of the repercussions) can be from 10 to 20 percent higher than the un-
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TABLE L

Effects of Fiscal Policy: Linkage Model Experiments

Ratio of Average
Inflation Effects to
Average Real GNP

Year 1 Year 2 Year 3 Effects Over 3 Years

LINK (a) 1.15 1.15 .79 42
LINK (b) 1.38 1.36 ¥+«37
INTERLINK 1.27 1.49
EPA 1.5 1.97 1.84 .36
MCM 1.0L 1.00 1.00 .30

Mean 1:27 1.39

Standard

Deviation .18 .37

: i 1 and Padmore (1982). Some of orignal rgsults for LINB
PR gfllln?lkman (197L4); for LINK (b), Filatov, Hickman and Kle;n
(1982); for INTERLINK, OECD (1980) ; fpr EPA, Amano ?t ? :
(1982) ; and for MCM, Helliwell and Padmore (1983) . The S|mtlzK
tion periods vary across the models, and are 1973- 1975 forLINK
(a) , 1979“1981 for LINK (b), 1980—1982 .for -INTER— ]t,
1974-1976 for EPA, and 1975-1977 for MCM (with similar results
being obtained from 1979-1981) .

linked multipliers. For Canada, however, the OECD and EP¢ TOd?]i
suggest that the induced repercussions are smal? enough to be si erylégs
nored, since they increasg the fisc;lz)mu1t|p1|ers by 1 percent o
i dmore, 1 , Table 3.2). ey

(He;;éwﬁélu?gg P?n Tablesglsand 3 show a substantial varfab:ley among
models in both the size and the timing of the output and mflat!ontcogf
sequences of changes in government spending. The average :s§|m§ iion
the real expenditure multiplier is about 1.5, with a standar iv;?es)
of .45 (taking the weighted average of the results in all Fhe ha ! ¥
without much change, on average, over the three year snmulatuon. OFIZOD:

The evidence in Table 3 from the 1982 model ?ompar|s9n seminar sugd
gests that average real expenditure multipliers in the first and secon
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years are about 1.2. The multipliers in the Economic Council's CANDIDE
model and the Informetrica TIM model average 1.8 in the first year and
almost 2.0 in the second year. At the other extreme, the two newer ag-
gregate annual models with an explicit treatment of energy in their pro-
duction functions (MACE and the Bank of Canada's SAM model) have multi-
pliers that are below 1.0 in the first year and do not rise thereafter.

The estimates of the inflationary effects are even more widely var-
ied, ranging from next to nothing (with CANDIDE) to as much inflation as
additional GNP (with the EPA model), with the average being less than
half as much inflation as additional GNP.

In the current environment of deep recession and substantial current
government deficits, there is some concern, both inside and outside gov-
ernments, that the positive employment and output effects of additional
fiscal stimulus would be partially, and perhaps completely, offset by
the impact of a larger deficit on the already fragile state of business
confidence. While some models provide for a role for the size of the
government's debt as a determinant of interest rates, none provide any
channel whereby current fiscal deficits trigger private sector expecta-
tions of changes in the long-run size and distribution of national in-
come. It is not clear how such channels should be modelled, or even
whether they are important to those actually making household and busi-
ness spending decisions.

9.7 THE EFFECTS OF MONETARY POLICY

The recent coexistence of high interest rates, both nominal and real,
and sharp recession has once more focussed attention on the timing and

nature of the impacts of interest rates on output and inflation. To
what extent has tight money contributed to the current recession? What
are the links between monetary policy and inflation? Most modern ma-

croeconometric models involve something approaching proportionality be-
tween nominal GNP and some measure of the money supply, especially over
the medium to longer term. Over the short and medium term the models
differ substantially in their split between real and price effects of
changes in the money supply. In the short term, most models show that
changes in the money supply give rise to substantial changes in real and
nominal interest rates, and hence to changes in the ratio of the money
supply to nominal GNP.

Table 5 summarizes the evidence on monetary policy in Canada. The
policy change in each case, except where noted, is a 1 percent reduction
in short term interest rates. The results reported in Table 5 are from
the 1979 model comparison seminar and from the Japanese EPA World Econo-
metric Model, while the results in Table 6 are from the 1982 seminar.
The first three columns show the resulting effects on real GNP during
each of the first three years. The fourth column shows, as in Tables 1
to 4, the inflation/output trade off by reporting the average inflation
effects as a ratio to the average real GNP effects over the three years
of the policy. The fifth column shows the third year change in nominal
GNP as a ratio to the third year change in Ml or a similar narrowly de-
fined measure of the money supply. The sixth column, at the right hand
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side of the table, shows the cumulative effect, in Fhe'third year, on
the price of foreign exchange. The induced depreciation is shown in

terms of Canadian cents per U.S. dollar. ' i
The results show that, for most models, monetary policy has more ef

fect on inflation than on real output, relative to the government :§pen- e §g°’°gm
) : . L+
diture policies analyzed in the previous section. The real expenditure By 5 ; 3vs. 82
and price effects of monetary policy appear to build up more slowly than 0.8 3 SculxE
those of fiscal policy, and to lead to larger changes ln.the excha;ge g0 - =3 - S
rate, as well as in the price of GNP, for any given change in real GN.. ;&tg S g 3 9 o E , o S ° 2 fa%mg
- e = : 4 ! | : .

By the third year, a 1 percent reduction in interest rates has !nh 9050 8w - - - ng;ég »
creased real GNP by about .5 percent, averaging over the medels Wit g+ ? 2 haif 1 "
comparable results in Tables 5 and 6. In the 1979 seminar, there.was £cso =% o8
less unanimity among the models about the effects of monet?ry policy, 0oL o _
than about the effects of fiscal policy. This is shown by higher Sti:- %g § 5, gf 5
dard deviations in the distribution of estimates in Tab]es 1 and 5. N: 09 s .0 9
coefficient of variation (the standard deviation divided by the mean g T L _gcoo
effect in the third year) is about one-third for the GNP effects of fis .50 o 0 R
cal policy and one-half for the GNP effects of monetary policy. > :5;5 LN = @ E K . N -Eggggg

2 o o H o + -
in the 1982 seminar there was more cross-model dlvers!ty in the Wo‘? ot T = & S 9 © - @ : ® ® v UE‘”@?
estimates of the results of both monetary and fiscal pollQ’, aspectally oce~ N Coroos
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Many models have a cost channel whereby Jlower interest rates lead'to g Eu_ T3
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9.8 CONCLUSION
The main purpose of this paper has been to see what can be learned, from §g§v
recent econometric models, about the causes of the current inflationary 0ol
recession in Canada, and about the 1likely effects of the main economic g225
policies. The MACE model was used to measure the role of external fac- ;fi:;‘f N ~ ® - 0 o0 - o P E
tors in the current Canadian stagflation, to analyze the macroeconomic 8227 & & = ® 0 - & & - o o 0
effects of the Anti-Inflation Board (the AIB, in force from October gree =
1975-1978) and the National Energy Program (the NEP, introduced October G @
1980 and revised on several occasions since). The evidence indicated N =
that the world oil price shock of 1979-80 and the world economic reces- S 0
sion have together had the effect of reducing Canadian real 1982 GNP by E
] percent and increasing the consumer price level by 5 percent. The ev- C 0> 2
idence in section 3 suggested that without the AIB the wage level in 558 o
1980 would have been 22 percent higher, consumer prices 13 percent high- 6§§ 3
er, the unemployment rate .6 percentage points higher, and real GNP 3 fwe <
percent lower. The macroeconomic effects of the NEP, by comparison, 2 g9 >
were found to be rather small, at least on the basis of the evidence as- = uéflég; ® & o i _ 3
sembled so far. If there are larger effects to be found, they may flow g o 8E & ; o ; ® 0 o o o o0 o »
from the effects of the NEP on capital flows, and hence on the exchange i3 G B © 6 0 o w o o §
rate and monetary policy, or from the impact of the NEP tax changes on a e88 = g
the revenue positions of the federal and provincial governments. S0 % o
Sections 5 and 6 presented a review of what recent macroeconomic mod- o ;«3 a £
els have to say about the real GNP and price effects of fiscal and mone- D a o 5
tary policies. Real government expenditure multipliers were found in % e @ <
the 1979 experiments to average about 1.5, over the first three years, _g o sbe? £
with the proportionate effects on prices being substantially less than % :C: ggfg N © o~ © 8 O < 1 o s
on real GNP. The set of models evaluated in 1982 gives more diverse es- o ;wg:, - z AR ST e = =~ 1 ¥
timates of fiscal multipliers, ranging widely about averages of 1.2 in 5 6 .- B N e - i =
the first two years and 1.0 in the third year. The price effects of o T e ae Q
fiscal policy, relative to the real GNP effects, in the 1982 experiments s g e o B
are almost twice as high as in the 1979 experiments. This reflects pri- £ ;‘;ES‘E wo
marily the priorities of the new models added rather than changes in the o 2 o« S
results from one version to the next of the same model. 3 hr f;“;’
For monetary policy, there is somewhat less evidence, and it is div- < E g b & ¥ 2=z 8 5 o £o
erse in nature. In general, the models indicate that the real and price o fml © & 0 6 06 6 6 o o : Eo
effects of monetary policy tend to build up more slowly than for fiscal L .5 < gg
policy. Three years after a sustained 1 percent reduction in short-term ° & x.9 © o ® 2.
interest rates, real GNP is higher by about .5 percent and prices lower | R § © e - 606 - ¢ 229 -l g g2
by about .25 percent, with substantial variation among models. § : 4‘3(:' © 0o - o 0o 0o 6 o 6 o ® 2 2
| 5 g5 } %4
5 o ke b s < = 5 o
( = B “el 5 0 o a9« c & 52
. & © o 0 0o 6 o v ve
‘ o & L C - o «
© o 3w S ox
| s § @ i o 8 S 5T | 5 sEc.
2 ¢ = X v 3 5 & w 258 5 Ysoc
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Notes

% An earlier version of this paper was presented at the Conference
"Economic Policies for the 1980s", Winnipeg, October 28-29, 1982. |
am grateful for the assistance of Mary MacGregor in prepar!ng both
the original and revised versions. In revising and updating Sec-
tions 5 and 6, | have been assisted greatly by comments and data
from several modellers, especially Joan Head, Mike McCracken, and
Ross Preston.

[1] Auld, Christofides, Swidinsky, and Wilton (1979) in their analysis
of the effect of the AIB on wage settlements between 1975Q4 and
1977Q3 find statistically significant effects of 2.5 pefcent to 3:5
percent per annum, or .025 to .035 in terms of proportions. “ Reid
(1979) shows somewhat larger effects, averaging .O45 proportionate
reduction in wage settlements during the AIB period. The more re-
cent study by Riddell and Smith (1982) estimated the Al? effe§t to
be .02 per year over the three-year control period. Their esFlmate
of the cumulative direct effect is thus about 6 percent, slightly
lower than that implied by MACE and most of the other studies. Both
MACE and the Riddell/Smith study include two years of post-controls
data, and neither finds any evidence of a post-controls wage bubble.

[2] This implies, in terms of the textbook diagram used to explain in-
ternal and external equilibrium, that the LM and BP curves have
quite similar slopes, at least for the first year or two.

[3] Derived from Tables 3.2, 3.3 and 3.4 of Helliwell and Padmore
(1983). Original results from Amano et al. (1982).
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Comments on: Recent Evidence
from Macroeconomic Models of
the Canadian Economy *

David Slater,
Chairman,
Economic Council of Canada

This paper is typical of the splendid work we have come to associate

with Professor Helliwell. In the first part of the paper, he refers to
a number of things we must keep in mind when attempting to construct ma-
croeconometric models. To his list | would add that we must pay more

attention to the relationships between financial and real sectors. Much
work remains in this regard. Also, we should try to graft onto these
econometric models some of the capabilities which are emerging from the
general equilibrium models of tax and allocation. Third, there are some
very serious gaps in the handling of the dynamics of macro models. We
are not quite so crude as we once were in the handling of lagged rela-
tionships, however we still have a long way to go in developing the ap-
propriate methods for modelling dynamic adjustment.

The partitioning that was done by John with his base model among the
various kinds of factors, external and internal, such as the NEP and
AIB, broadly speaking, did not give us surprising results. As is noted
in the paper, the latest experiments with a number of the recentiy de-
veloped models does indicate some divergence in the treatment of guanti-
ty price-splits. These typically give less output and more price reac-
tion as compared to models of a decade ago. As is noted by Professor
Helliwell, in the analysis of the NEP, the effects on capital flows is
not factored into the simulations, although this work is in progress.

The single thing which emerges from this paper, is that as long as we
expect to get orders of magnitude and general indication of directions
of change, then we are on the right track. If we expect precise fore-
casts of major indicators three or four years out we are going to be
very badly off the mark.



Appendix A
Glossary

i i i odel
Add Factor- Used in the context of tuning sumu:atl?n m0d$;?; siiuztion
i = dict actual values.
may consistently over- or underpfe . on
isyoften rectified by introducing a consta?t term in Fhe E:g:ﬁlas
which simulates poorly in a consistent fashion. 2 Otherwise
technical adjustment coefficient or 'fudge factor'.

P
Bourgeois Economy- A vaguely derogatory 'terw gsed by by politica
economists (left wing) to describe a capitalistic economy.

Capacity Utilization Rate- Ratio of «capital (plant and equipment)
employed to the total capital stock.

Crowding Out Effect- Any hypothesis which §tates that nncreii?z h;:
government spending lead to a rise in the |?terest- r::iQent Al e

i " ding out'" private inv
the effect of reducing or ‘'crow i S i

i i may be less than
the net effect on national income XL
increase in government spending. In the extrem: zzse;ha%oz:;nmnEt

i i ivate investmen
spendin completely displaces priv : .
e?fect gn national income of this increased spending is zero.

Fiscal Policy- Tax and government expenditure policies designed to
change the equilibrium level of income.

High Powered Money- The monetary base, currency in the hands of the
public and bank reserves.

Induced Effects- A change in one variable which is caused (or induced)
by changes in another variable.

M1- Currency plus demand deposits.

M1B- Currency plus all chequable deposits.

Glossary "

Macroeconometric Model- An econometric representation of a macroeconomic
mode |l .

Monetary Gradualism- A monetary policy which enacts incremental changes
in money supply growth towards a target rate.

Monetary Policy- Control . of monetary aggregates to achieve either
stability in prices, exchange rates or interest rates. This is
normally accomplished through open market operations.

Multiplier- The numerical coefficient showing how much above unity is

the increase in income resulting from an increase in investment
{(public and private).

Natural Rate of Unemployment- The rate of unemployment associated with
the equilibrium real wage. In this model, all unemployment s
voluntary. Also termed the non-accelerating rate of unemployment.

Neo-Austrian Economics- Also called New Classical Economics. This
school of economic thought assumes no wage or price rigidities and
clearing markets. Economic agents fully understand the structure of

the economy so that they know that demand shifts only change the
price level.

Pareto Optimality- An organization of trades such that any change which
makes some people better off makes some others worse off. That is,
an organization is Pareto optimal if, and only if, there is no change

that will make one or more better off without making anyone else
worse off.

Phillips Curve- Depicts the tradeoff between unemployment and price-wage
inflation.

Positive Economics- Economic analysis which proceeds by empirical

testing. No normative or value judgements are made in policy
prescriptions.

Quantity Theory of Money- A definitional statement which equates nominal

GNP to the flow of money . MV = PQ where M=supply of money,
V=velocity of money, P=price level and Q=output. By rearranging
terms we obtain P = kM which is the statement that inflation is a

monetary phenomenon.

Rational Expectations- A class of models in which individuals understand
the structure of the economy and fully anticipate the effects of

changes in macroeconomic policy. In effect they are able to
correctly guess the impact of announced changes in monetary and
fiscal policy. Monetarists use this assumption to argue that the

central bank cannot run an independent monetary policy.
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Reaction Function- A mathematical function which depicts how observed
behaviour varies (or reacts) with changes in policy in the
environment.

Real Interest Rate- Observed interest rate minus the rate of change in
the price level.

Reduced Form Equation- Structural econometric models are composed of
behavioural equations (eg. the consumption function) and identities(Y

=C +1 +G6 + (X - M). Behavioural equations are composed of
endogeneous variables (effects) and exogenous variables(causes) on
both sides of the equations. A reduced form equation is the result

of a mathematical manipulation in which the endogeneous variable is
made a function of only a set of exogenous variables and a random
error term.

Stagflation- Concomitant high rates of unemployment and inflation.

Stylized Facts- The reduction of complex reality to a smoothed set of
facts. For example, inflation rates actually are different for every
consumer simply by virtue of their varying consumption behaviour (none
of us buys exactly the same set of goods) . Thus, the inflation rate
as measured by the consumer price index is a "stylized fact".
Aggregation of diverse economic indicators into a single leading
economic indicator of the business cycle is also a stylized fact.

Appendix B

Facts and Figures on Economic
Performance of Canada
since 1970
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TABLE 1
OUTPUT AND PRICE INDICATORS ‘ TABLE |
PERCENT PERCENT  PERCENT OUTPUT OUTPUT AND PRICE [ND!CATORS
REAL CHANGE CHANGE CHANGE PERCENT CHANGE PER PERSON |
MONTH GNP GNP REAL GNP GNP DEF  IN CPI IMPORT PRICES  EMPLOYED 5 PERCENT PERCENT — PERCENT T
REAL CHANGE CHANGE CHANGE PERCENT CH
MARTO 19679 20526 2.61 MONTH GNP ANGE  PER PERSON
ik e e | GNP REAL GNP GNP DEF  IN CP| IMPORT PRICES  EMPLOYED
SEP70 22748 23582 2.96 | DEC77 54038 31164 7.
DECTO0 22037 22407 2.82 ! 4 i 3.5 16.5 3420
.~ MAR78 52017 29398 .2
MAR71 20892 21428 L.k 2.9 1.9 -0.4 2.68 | JUN78 56016 31030 §.3 2:? g-g }g.e 2.98
JUNT1 23176 23178 6.0 3.5 2.4 0.7 2.87 SEP78 62764 3345k bk 6.1, 86 ]2-? 3:02
SEP71 25563 25376 7.6 2.7 3.5 3.9 3,11 DEC78 59693 32269 e e 5 2 3.33
DECT1 24819  2LL468 9.2 3.5 5.0 3.0 2.96 ) : 14. 3.17
MAR79 58375 30597 b1 8.
MAR72 23470 22946 7.1 4.8 b.7 h.2 2.76 JUNT79 6379k 31975 2.9 10,8 2'3 }?'é Lo
JUN72 25965 24907 7.5 4.2 L, 1 2.9 2.99 SEP79 70902 34085 - L o 05 3.10
SEP72 27999 26323 3.7 5.4 5.2 2.2 3.15 ‘ DEC79 68505 33193 2.9 oy iy h-9 3.26
DEC72 27800 26072 6.6 5.6 5.1 3.4 3.07 ‘ : y 14.5 3.14
MAR80 66L6L 30977 1.2 12.1
MAR73 27070 24917 8.6 6.5 6.0 3.8 2.87 JUN8O 7019k 31823 e ]]:3 ]g.? }g.; 2.93
JUN73 29898 26581 6.7 8.6 8.1 7.1 3.01 SEP80 78705 34030 =02 10.6 10'7 b1 3.00
SEP73 33371 28170 7.0 9.8 8.6 9.8 3.1 DEC80 76506 33637 a3 e 10.7 2 3.17
DECT3 33221  281kkL 7.9 11.6 9.1 10.7 3.15 : . 1. 3.1
- MAR8] 74869 31695 2.3 10
MAR7A 32433 26430 6.1 13.6 10.3 15.5 2.93 ~ JUNBI 79896 33452 5] 9:? ey };-g 2.90
JUN7L 35698 27831 L.7 15.6 11.4 18.3 3.06 SEP81 90735 35485 k.3 9.9 ]2'5 i 3.04
SEP74 40799 28926 2.7 16.9 10.8 22.5 3.15 DEC81 85838 33908 0.8 1.1 12.1 8 L 3.24
DECT7L 38598  28L9] 1.2 15.0 12.5 25.8 3,08 : " 3.13
MAR82 80771 30654 -3. 11
MAR75 36359 26298 -0.5 13.0 11.3 22.6 2.86 JUN82 84072 31629 —5.2 lo:g ::'g = s
JUN75 39496 27913 0.3 10.3 10.3 18.1 3,00 SEP82 94543 33794 -4.8 10.3 10.4 = 2.99
SEP75 45975 29760 2.9 9.7 10.6 12.5 3.18 DEC82 89539 31980 5.7 il E 3-3 3.23
DEC75 43513 29034 1.9 10.2 9.5 6.4 3.08 ) 3. 3.07
HART6 L2439 27783 5.6 9.8 9.0 2.7 2.93 PERCENT CHANGES ARE FROM ONE QUARTER TO SAME QUA
JUN76 46762 29743 6.6 10.7 7.8 0.8 3.14 GNP IS EXPRESSED IN MILLIONS 8F DOLLARS s B el G
SEP76 52367 31449 5.7 9.0 6.5 -0.2 3.30
DEC76 L9463 3027k L.3 8.7 5.8 1.2 3.19 SOURCE:STATISTICS CANADA, CANSIM-UNIVERSITY BASE
MAR77 47308 28475 2.5 8.1 7.4 7.6 2.98
JUN77 50793 30079 1:1 7.1 7.8 10.7 3,12
SEP77 56729  320Lk 1.9 7.1 8.4 14.3 3.30
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TABLE 2
TABLE 2

GENERAL ECONOMIC INDICATORS
GENERAL ECONOMIC INDICATORS

PERCENT | UNEM PERCENT Eﬁ§CENT
UNEM- PERCENT  CHANGE PERCENT  CAPACITY REAL | - NGE PERCENT ~ CAPACITY REAL
PLOYMENT EXCHANGE CHANGE IN PRICE PRIME CHANGE  UTILIZATION RETAIL | :k?EMENT ;ﬁggANGE fHANGE ol sarte o UTILTERTIGRE e I
RATE RATE IN M1 PER UNIT RATE IN WAGES RATE TRADE N i PER UNIT RATE IN WAGES RATE TRADE
RAR CAET | LABOR COST
. JUNTT 7-5 1.06 9.2 0.1 7.5 3.3 86
MAR70 5.9 1.07 . -0.2 8.0 90.6 o & . -3 9405964
JUNTO 6.0 1.0k : -0.3 7.0 88.1 o B oees 1.4 1.07 9.1 0.2 7.5 2.6 85.9 9455039
SEP70 k.9 1.02 : ~0.k 6.5 87.2 o : R U:2 7.5 ~0.1 85.6 9528161
DEC70 6.1 1.02 i -0.6 6.0 86.0 0o
MAR7S 9.7 1.13 8.8 0.2 8.0 =i 85.4 9592
) . ; ) 301
JUN78 8.0 1.12 9.1 0.4 8.5 3,3 86
MAR71 .0 1.01 8. -0.6 : .8 86. 0 . . -5 9723145
i e M 1 % b g 0 ggz;g 7.7 117 106 0.6 9.5 1.9 86.3 986701k
SEP71 5.2 1.01 16.5 0.1 5.3 6.8 88.7 0 7.9 1.1 8.3 0.7 10.8 1,1 88.8 9803218
DECT1 5.8 1.00 17.h 0.5 L.8 k.1 89.1 0
MAR79 8.9 1.17 6.6 0.8 11.3 -0.6 90.0 9953748
 JUNT9 7.0 1.17 9.1 0.8 11.3 0.0 8
MAR72 6.8 1.00 4.2 0.5 4.8 2.6 88.5 7733892 . 9.7 10007018
JUNT2 6.1 0.98  12.3 0.k 4.8 1.6 90.0 8210992 peerg ?'g 5 1+3 0 12.3 -0.2 90.2 10062658
SEP72 5.5 0.98 13.6 0.2 4.8 2.8 90. 4 8025027 : » 3.5 0. 14.0 -1.4 88.L4 9934646
DEC72 6.3 1.00 4.3 0.1 4.8 k.1 93.3 8292330
MARS0 8.6 1.17 8.4 0.3 14.8 0.9 87.7 984
: : , : 7769
MAR73 6.2 1.00 14.8 0.3 4.8 3.8 95.8 8334071 ggggg 2-2 :-}2 g-? 0.2 10.7 0.2 84.2 9622656
JUN73 5.2 1.00 15.5 0.6 6.3 3.4 95.9 8438802  prcgo 70  sn oy g 1140 0,2 83.6 9904386
SEP73 4.9 1.01 k.1 1.0 7.3 1.6 95.9 8306721 ' ' ‘ G’ 17-3 1.3 84.8 9978388
DECT3 5.2 1.00 11.2 1.0 7.3 .5 96.7 862308L
MARS 1 8.5 1.19 7k 0.0 16.6 ~143 84.5 10111374
JUNS1 7.0 1.20 7T 0.1 19.1 0.6 86.1 646
MAR74 5.8 0.97 11.8 0.9 +.3 0.4 97.9 8790600 i . . . . 99276k
JUNTh L.8 0.97 10.8 0.9 8.8 0.8 95.9 8853185 EEES} g'g b 2'6 e 13,6 0.2 83.0 9738560
SEP7L 4.8 0.99 7.0 0.8 9.3 k.0 93.8 8997780 : -13 -3 o 14.7 0.5 78.8 9646740
DECT7L 5.8 0.99 6.2 0.3 8.8 3.9 91.1 8717851
MARS8?2 10.5 1..22 -0.3 -0.7 15.1 1.7 76.] 9327538
MAR75 7.6 1.00 122 -0.3 8.3 5.9 86.3 8998867 ggﬁgg }?'; }‘%8 Aok =4y 16.6 -0.2 73.5 9154679
JUNT5 6.6 1.03  11.5 -0.7 8.3 7.0 8k.7 9028520  prca» 5 L o SE 15,2 -0.2 71.2 9143156
SEP75 6.2 1.03 16.2 -0.8 9.0 6.0 8L4.7 9177630 g . . . -3 . 68.3 g
DECT5 6.8 1.01 22.2 -0.6 9.0 5.8 8L.7 9493710
) PERCENT CHANGES ARE FROM ONE QUARTER TO SAME QUARTER LAST YEAR
gﬁz;g Z.g g.gg g.z _g.g g.g g.g | g;-z g;;ggg? CHANGE IN WAGES IS AN UNWEIGHTED AVERAGE OF THE CHANGE IN HOURLY WAGES IN MINING,
el - o ol “0-3 b - i s MANUFACTURING AND CONSTRUCTION
DEC76 7.3 1.02 o -0.2 8.5 6.6 86.2 9616158 SQURCE:STATISTICS CANADA, CANSIM-UNIVERSITY BASE

MAR77 9.2 1.05 7.5 = 8.0 3.5 86.9 9560525



139

Facts and Figures

Appendix B

138

MONEY SUPPLY AND PRICES

INTEREST RATES AND PRICES

Wage and Price Controls
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CHANGE IN CPI

Appendix B

PHILLIPS CURVE RELATIONSHIP
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PERCENT CHANGE IN PRICES
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