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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, 1lively 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'.

ACKNOWLEDGEMENTS

The Institute for Social and Economic Research wishes to acknowledge
the financial assistance of the following in convening the Conference
"Economic Policies for Canada in the 1980s', October 28 and 29, 1982.

1. Social Science and Humanities Research Council
2. Department of Employment and Immigration

3. Faculty of Arts, University of Manitoba

L. President's Office, University of Manitoba

5. Northland Bank

6. Winnipeg Foundation

The Institute for Social and Economic Research was started in 1981 with
a major operating grant from Health and Welfare Canada.

The Institute for Social and Economic Research is an independent pol-
icy research organization affiliated with the University of Manitoba.
None of the views expressed in the papers contained in this monograph
necessarily reflect the views of any of the sponsors of the Conference
or the Institute.

The Editor would like to thank James Ehnes for assistance in prepar-
ing the glossary, tables and graphs which appear as Appendices, and Don-
na Brown for proofreading. Elke Morrison, Grace Schuster and Vera Will-
son undertook the text editing and Kerry Dangerfield assisted with the
computer processing.

© COPYRIGHT -- 1983 INSTITUTE FOR SOCIAL AND ECONOMIC RESEARCH
ISBN 0715-4577

Monetarism:

Panacea or Perf

Edited by G. Mason

II.

ITI.
IV.

CONTENTS

Introduction andv0verV1ew G. MASON . . . . . . .

Recent Canadian Monetary Policy: 1975-81: Reflections
of a Monetary Gradualist T. J. COURCHENE . . . . .

Comments D, PETERS . « . « = & « s % s & =
A Critical Review of Monetarism in Canada J. McCALLUM
Comments W. R. WHITE . . . .+ « « + « + & =
Appendix A - A Primer on Monetarism N. CAMERON . . .
Appendix B - Glossary « . « « « % s & & =« &

Appendix C - Facts and Figures . . . . . . . . .

37
42
69
75
79
81

?



1
Introduction and Overview

Greg Mason,
Director, Institute For Social and Economic Research,
University of Manitoba

As the title suggests, monetarism has come to mean a wide variety of
things to different people. Some view it in its academic sense as a se-
ries of scientific propositions about the relations between changes in
the money supply and aggregate price levels. Others take a broader pol-
icy perspective and include propositions about the ability of the cen-
tral bank to actively control monetary policy. Finally, others sweep a
broad corpus of propositions about the desirability of government with-
drawal from policy intervention under the term monetarism.

The two essays in this monograph represent quite different approaches
to the policy debate. In fact this debate between Tom Courchene and
John McCallum has become quite familiar and dare one say - a classic?

Courchene begins with <clarification on the various types of moneta-
rism currently under discussion. On the one hand there is the strict
adherence to a monetary rule, such as a target rate of growth for a spe-
cific monetary aggregate such as Ml or M2. On the other hand, he sees
much of the recent policy followed by the Bank of Canada as an exchange
rate policy, where interest rates are adjusted, through open market op-
erations, to maintain a particular desired relationship between the Can-
adian and U.S. currency.

Courchene begins with what he feels was the rationale behind monetary
gradualism and argues that the Bank of Canada had correctly diagnosed
the disease in 1975 as one which involved deep rooted inflationary ex-
pectations in the population, that the rate of growth in the money sup-
ply was excessive and that one cannot simultaneously control interest
rates, money supply and the exchange rate, and finally that the casual
link ran from inflation to interest rates, not the reverse. Their in-
tended impiementation of monetary policy required a number of critical
decisions, including selecting Ml as the target variable, using interest
rates to control the demand side of the market for M1 balances and using
2 publicly announced policy of targeting money supply growth. So where
did the Bank go wrong?

First, Courchene argues that the application of gradualism was mis-
timed. |t was too slow in the initial stages of inflation (1975-78) and
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recently has been far too restrictive. Second, the Bank has shifted
from an interest rate based monetary policy to an objective of stabiliz-
ing exchange rates. Third, ‘the specific definition of money and its
control has been faulty. And finally, government policy in gereral has
not complemented the fight against inflation.

A detailed examination is provided of recent monetary control experi-
ence and Courchene concludes with a number of observations on the future

course of monetary policy in Canada. In particular Courchene argues
that the Canadian economy was ill-prepared to deal with the wild inter-
est rate gyrations of the late seventies and early eighties. Second,

while monetary policy may be necessary and sufficient to defeat infla-
tion, the cost to the real side of the economy (employment and output)
will be very large uniess fiscal policies are implemented to lend credi-
bility to the anti-inflation fight. Third, the exercise will always
lose credibility with the public unless the overall fiscal stance of the
government is consistent with a tight monetary policy designed to fight
inflation. Monetary policy cannot be expected to lower inflationary ex-
pectations in an environment of lavish wage increases in the public sec-
tor, and price increases for government services. Fourth, without some
form of indexation to protect vulnerable sectors from interest rate
fluctuations (i.e. the homeowner and small businesses) the inequities

will continue to cause serious political probiems. Fifth, no matter
what policy is selected, there will be considerable debate; the task of
monetary policy is intrinsically difficult. Finally, with recently an-

nounced changes in overall monetary stance, considerable uncertainty ex-
ists on the appropriate policy rules.

While Courchene finds fault with the mechanics of monetary policy as
implemented by the Bank of Canada and validated by government in gener-
al, John McCallum has more fundamental disagreements. McCallium finds
little disagreement with respect to the basic theory, and argues that
the source of the difference in their approaches lies equally with in-
terpretation of the facts and differing values.

The specific empirical issues which, according to McCallum, separate
him from Courchene, are primarily differences in the factors influencing
the supply and demand for money, especially the non-monetary influences
on demand as well as exogenous shocks such as oil prices. While agree-
ment on the empirical evidence may appear to be possible, it is quite
likely that ultimately the course of disagreement lies with what exactly
constitutes acceptable evidence. According to McCallum, Courchene ap-
pears to rely somewhat on ''beliefs' rather than specific econometric ev-
idence. Some particular estimates are presented of the correlation be-
tween the prime measures of money and their leads and lags, with the
conclusion that M2 is a rather poor indicator of the money supply. Ad-
ditional econometric evidence leads McCallum to the conclusion that '"Ml
is an unsatisfactory target variable, while the relationship between M2
and GNP, apparently stable over the past ten years, seems quite impossi-
ble to predict for the future."

McCallum next addresses the gquestion whether fiscal policy has prop-
erly supported overall anti-inflation objectives. There are two major
distortions which must be corrected before it is possible to accurately
assess the true stance of fiscal policy. First, government deficits
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must be adjusted to reflect what the overall budget balance would have
been during normal activity; this is commonly referred to as the full
employment surplus or deficit. The second adjustment is to convert the
level of the deficit/surplus into constant dollars. Once these two ad-
justments have been made, the average budget balance over the 1970-80
period is actually zero; according to this «calculation, the federal
government has balanced its books on average prior to 1980. When the
1980-81 period is considered, and when Canada was entering into the
worst recession since the Great Depression, the cyclically adjusted real
federal budget was in fact positive. That is, the federal budget was in
surplus. |f the government wished to pursue a long-run balanced budget
consistent with maintaining the economy at its natural rate of unemplioy-
ment, then the 1970-80 period witnessed essentially correct fiscal poli-

cy, while the recent period has been perverse. If the objective is re-
straint, then the 1970-80 period is a failure while recent history has
been more successful. The differences between Courchene and McCal lum,

appear to turn upon this particular value judgment about the goal of
fiscal policy.
On the supply of money, McCallum identifies two main issues - the de-

gree to which an economy can absorb exogenous price shocks, and the
downward rigidity of wages and prices in the face of declining resource
utilization. A number of OECD countries are compared and classified

into three broad groups based upon relative labour market ‘''slack' and
other measures of labour market performance. The results of these clas-
sifications is that those economies with centralized bargaining (where
national groups bargain on behalf of entire industries) had much greater
success in controlling inflation than those with local autonomy in wage
negotiations.

McCallum then considers the problems of credibility effects and the
influence of Canada's resource base upon the inflation experience of the
last decade. The paper concludes with a review of past policies and
some conjectures for future policy. In the last regard, the reimposi-
tion of wage and price controls is suggested. In the final analysis,
McCallum argues for structural and institutional solutions to the com-
bined problem of unemployment and inflation, as opposed to reliance on
monetary and fiscal policies.

Following the main essays are comments provided by Bill White and
Doug Peters which throw additional detail and analysis into the debate.
In addition, there is a short "primer' on Monetarism by Norman Cameron,
essentially designed to provide an overview of the main issues which
have characterized the debate.
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Recent Canadian Monetary
Policy: 1975-81: Reflections
of a Monetary Gradualist*

Thomas J. Courchene,
Chairman, Ontario Economic Council,
Professor of Economics, University of Western Ontario and Queen's

2.1 INTRODUCT I ON

""Monetary policy was the disaster area of the second half of the
1970's."[1] "[The]l ... monetarist experiment of the central bank and the
federal government appears to have been a colossal blunder."[2] This
view finds some support in academic circles and certainly attracts wide-
spread sympathy from the community at large. The purpose of this paper
is to evaluate recent Canadian monetary policy in the light of these as-
sertions.

At the outset, some clarification of terminology is required. | want
to avoid the use of the term "monetarism' in what follows. In the eyes
of many Canadians, monetarism is now a synonym for any and all re-
strictive monetary policy whether this tight money arises from strict
adherence to a monetary rule or whether it arises from an exchange rate
stance. Moreover, in daily conversation monetarism has alsoc come to be
synonymous with the overall range of government policies associated with
the neo-conservative ideology. The imprecision in the public's mind
about just what constitutes "monetarism'" is best handled, in my view, by

not utilizing the term. I will, however, use the term "monetary gradu-
alism" to describe the set of policies initiated by the Bank of Canada
in the fall of 1975. And | will attempt to distinguish this policy

stance from the more recent policy approach of the Bank of Canada which
| shall designate as an exchange rate strategy. No doubt some readers
will find this terminology equally confusing and/or unacceptable. So be
TE. The overall thrust of the paper should nonetheless be clear -- to
evaluate the Bank of Canada's policies over the period since 1975.

The first part of the paper will focus on the conversion, in 1975, to
monetary gradualism and what this entailed. Attention will then be di-
rected to the issue of whether or not this was the appropriate policy
stance. | will argue that it was. Having thus accepted monetary gradu-
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alism as being appropriate | shall then proceed to evaluate the Bank's

policy performance. This will constitute the bulk of the analytical
section of the paper.

With inflatien rates still in the double-digit range and with the un-
employment rate a post-depression high, it is clear that something went

wrong on the policy front. How much blame can be placed on monetary
gradualism? How much on the manner in which the Bank chose to implement
the philosophy? How much of the problem ought to rest with other policy
levers? How much can be attributed to the volatility of the world econ-
omy? These are the sorts of issues that will dominate the analysis.
The paper concludes with some lessons that we have learned, or at least
that | have learned from the monetary policy experience of the last few
years.

2.2 THE ADVENT OF MONETARY GRADUALISM

2.2.1 The Underlying Philosophy

Beginning in the fall of 1975 the Bank of Canada embarked on a new poli-
cy thrust which has come to be referred to as the '"Strategy of Monetary
Gradualism'. The rationale relating both to the adoption of, and the
theoretical foundation for, this new approach can be summarized as fol-

lows[3]:

1. A recognition that inflation was the principal economic problem

and that in order to bring inflation under control it was abso-
lutely essential to control the rate of growth of monetary expan-
sion. More importantly to reduce inflation, it is necessary to

reduce the rate of monetary expansion.

2. A related recognition that over the previous few years the rate
of money growth was excessive and that, as a result, the pace of
wage and price inflation became correspondingly excessive.

3. Because these inflationary expectations were deep-rooted and un-

likely to be unwound immediately, it would be inappropriate to
bring the rate of money growth down in one fell swoop from the
excessively high level in 1975 to the desired longer-run level.

This would be the right medicine, but too strong a dosage, to use
Governor Bouey's analogy. Therefore, it was felt that money sup-
ply growth should be lowered gradually but firmly. Once the pri-
vate sector became convinced of the Bank's determination to fol-
low through with this gradual deceleration of the pace of
monetary expansion, this would serve to unwind expectations and
at the same time allow for reasonabie real income growth. It is
this aspect of the Bank's approach to policy that gives rise to
the name ''monetary gradualism."

L. Economic theory suggests that one cannot exercise control over
the rate of monetary growth and at the same time peg interest
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rates at a given level. Interest rates must be left free to
adjust in order for the money supply growth targets to be met.
This was explicitly recognized by the Bank of Canada in 1975.
"We cannot aim simultaneously at two targets with one gun.'"[4]
And it was clear that the Bank's sights were riveted on the money

supply.

5. Much the same applied to the exchange rate. Pegging the exchange
rate in a small, open economy implies that the policy authorities
must forfeit control over the rate of money growth. Since this
would be completely inconsistent with the overall policy thrust,
the Bank of Canada has to take a rather agnostic approach with
respect to exchange rate movements in order to achieve its inter-
nal money growth target. This, too, was explicitly recognized by
the Bank in 1975,

6. The Bank went much further into the realm of economic theory by
asserting (correctly, in my opinion) that, over the longer term,
high rates of money growth and, therefore, high rates of infla-

tion cause interest rates to be high, and not the reverse. How-
ever, in the process of gaining control over the rate of money
growth, interest rates would have to rise temporarily. Over
time, as the impact of this lower money growth curtailed infla-
tion, interest rates would fall to lower levels because the 'in-
flation premium'" embodied in nominal interest rates would fall

correspondingly.

7. Finally, the philosophy behind monetary gradualism was to provide
not only for a progressive lowering of money growth but also for
more stability in these growth rates. This would serve to create
a better planning framework for private sector decision-makers.

This summary is my interpretation of the salient features of the econom-
ic rationale underpinning the Bank's adoption of monetary gradualism as
an approach to charting policy. The purpose of the policy was to reduce
inflation. In turn, low and stable rates of price increase were deemed
to be a necessary prerequisite for achieving an even more important goal
-- namely, an economy that performs effectively in terms of generating
high employment and rising real income.

2.2.2 Making Gradualism Operational

Adopting an underlying stance for the conduct of monetary policy is only

the first step in an overall design and implementation strategy. The
second step is to make the philosophy operationail, and this embodies a
broad range of rather critical decisions. The purpose of this section

is to detail the manner in which the Bank chose to implement monetary
gradualism. Once again, it is convenient to proceed in summary form:
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The monetary aggregate that the Bank chose to control was M1 -
namely, currency outside banks plus chartered bank demand depos-
its.

M1 was to be controlled via alterations in short-term interest
rates. For this control procedure to function effectively, there
must be a rather tight and negative statistical relationship be-
tween short-term interest rates, on the one hand, and the pub-
lic's demand for M1 balances, on the other hand. Accordingly,
the Bank has devoted a great deal of time and effort to estimat-
ing an empirical relationship 1linking the demand for money to
variables such as GNP and short-term interest rates -- that is,
to estimating a demand-for-money function. |In response to higher
interest rates the public will demand a smaller quantity of Ml
balances. The coefficient relating to interest rates in the de-
mand-for-money equation provides the Bank with a quantitative es-
timate of this negative relationship.

Note that the use of interest rates as a control mechanism im-
plies that the Bank is controlling M1 by attempting to influence
the public's demand for these balances. It is not controlling
money by focusing on the quantity of cash reserves made available
to the banking system. Indeed, it is probably correct to assert
that the Bank is freely accommodating the chartered banks' demand
for reserves. In other words, the Bank is controlling money by
attempting to influence the demand side rather than the supply
side of the market for M1 balances

Target rates of M1 growth are to be enunciated. These target
ranges are to decrease gradually over time. |Initially the target
range was set with 10% growth as the lower bound and 15% growth
as the upper bound. In 1976 the growth bounds were lowered to 8%
and 12%, respectively. Currently they stand at 4% and 8%. The
range is chosen so as to put continued downward pressure on wage
and price expectations while at the same time allowing for accep-
table levels of real growth. To see how this works, let us pres-
ent a simplification of the mechanics that the Bank would go
through. Suppose that the ''acceptable'" level of real growth over
the next year is L% and that the Bank is willing to accommodate
an inflation rate of 6%. If the real income elasticity of the
demand for real Ml balances is .75, this implies a real M1 growth
rate for the year of 3%. To this must be added the 6% inflation
growth, so that the overall nominal M1 growth rate is 9%. (This
assumes that the demand for nominal balances is homogeneous of
degree one with respect to prices. This is a standard assumption
that follows from the postulates of economic rationality, and it
has received considerable empirical support). With M1 and income
-- Y -- plugged into the demand function, the -equation is then
used to solve for the level of the short-term interest rate that
is consistent with the assumptions relating to income and MI.
The Bank then implements this interest rate.
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5. If M1 then exhibits a higher rate of growth than desired, and
particularly if money growth is above the target range, the re-
sponse will be to raise interest rates in order to curtail the
rate of money growth, and vice versa if the existing rate of Ml
growth is falling below the target range.

6. There is one important exception to this operating procedure that
the Bank appears to be observing. If the rate of money growth
overshoots (undershoots) the target range solely because of an
upward (downward) shift in the demand-for-money function, then no
corrective action need to be taken by the Bank of Canada. This
is so because, in the case of a downward shift, for example, a
smaller level of Ml balances will now support a given level of
GNP. If the Bank were then to reduce interest rates in an at-
tempt to nudge M1 back up into the target range, the result would
be an excessive M1 growth rate. The correct Bank response in
this situation would be a reductien in the target range. One ex-
ample of this was the 1975 postal strike which drove M1 balances
well above the upper bound of the target range. The Bank took no
action to prevent this, since experience with previous postal
strikes indicated that they resulted in a temporary increase in
the public's demand for M1 balances.

7. This implies, therefore, that pursuing a monetary growth rule is
not identical to setting the money supply on "automatic pilot",
so to speak. The Bank must be ever-vigilant to ensure that the
underlying parameters in the demand-for-money function have not
altered.

8. Finally, it is important to note that this control procedure is
not necessarily inconsistent with the theoretical proposition
that the Bank of Canada cannot at the same time control both in-
terest rates and the money supply. At each point in time the
Bank is, in effect, setting interest rates. Therefore, at each
point in time the rate of money growth is determined by the pub-
lic's demand for it -- not by the Bank of Canada. However, be-
cause the Bank monitors the money growth rate at frequent inter-
vals and readjusts its interest rate setting accordingly, over
the longer term, interest rates are indeed endogenous and the
money supply is ultimately under Bank of Canada control. None-
theless, as will be noted below, this may result in larger swings
in M1 growth compared with a situation where the Bank acted to
control M1 directly by actively managing the reserve base and al-
lowing interest rates free reign to find market clearing levels
consistent with the desired money growth.

This then is my interpretation of the Bank's policy thrust and its im-
plementation procedures associated with the strategy of monetary gradu-
alism.

Recent Canadian Monetary Policy 9

2.3 HAS MONETARY GRADUALISM FAILED?

Seven years have now passed. The monetary targets have been successive-
ly lowered over the years. M1 is currently running at a level that is
beneath the 4 - 8% target range. Thus it can be argued that this part
of the Bank's policy has been implemented effectively. However, infla-
tion is still in double digits (although it has decelerated markedly in
recent months), nominal interest rates are still high (although they too
have dropped drastically), and unemployment is close to being double the
1975 rate. Something clearly went very wrong or so it would appear. On
the surface the obvious answer is that monetary gradualism has been a
failure both at a theoretical and practical level. The remainder of the
paper is addressed in one way or another to this issue. At the more
general level, the analysis will focus on the adequacy of the Bank's
overall policies and within this framework attention will also be di-
rected toward an evaluation of the Bank's performance with respect to
the announced strategy of monetary gradualism. To anticipate the analy-
sis somewhat, | will single out three areas where the Bank of Canada's
policy fell short of the mark over the post-1975 period and one more
general area where overall Canadian policy worked against the success of
a strategy to unwind inflation:

1. Monetary policy, as implemented by the Bank of Canada, was for
the first several years much too gradual and over the last year
or so much too restrictive.

2. The Bank undermined its own monetary gradualist approach by ele-
vating exchange rate considerations to the level of a policy
goal. An explicit adoption of an exchange rate target for mone-
tary policy can be a rational approach, but efforts in this di-
rection beginning in the 1980's (and perhaps as early as 1978)
were scuttled by the on-going policies on the fiscal side.

3. The Bank's definition of money and its control mechanism have
hampered its performance.

L, The other government policy levers have failed to provide a mean-
ingful support role in the Bank's anti-inflation fight.

It can be argued that the role of government should be taken as exoge-
nous to the conduct of monetary policy and that the Bank of Canada's ac-

tivities should be evaluated within this given framework. In what fol-
lows, | reject this frame of reference. One of the principal
conclusions of the paper is that the government actions on a variety of
fronts were very detrimental to the fight against inflation. Indeed,

any attempt to provide an overall assessment of the Bank's recent per-
formance might better be viewed against the backdrop of what the current
state of inflation and inflationary expectations would be if Bank of
Canada policy were conducted in a manner that had accommodated the on-
going fiscal stance.
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Before embarking in more detail on this evaluation it is necessary to
address a prior challenge by the critics of monetary gradualism, namely
that not only has gradualism failed but (as well) it was inappropriate
in the 1975 environment as well. To this issue | now turn.

2.4 WAS MONETARY GRADUALISM APPROPRIATE IN 19757[5]

As | read the critics[6] of the Bank's gradualism stance their argument
is that the move toward more restrictive monetary policy generated, by
1976 hitherto unprecedented levels of Canadian rates of interest rela-
tive to those south of the border. This had the effect of artificially
maintaining our dollar at an unrealistically high level which in turn a)
delayed the recovery in Canada's competitive position vis-a-vis the
UeSshAa, b) contributed to a worsening of the current account of the
balance of payments and c) contributed in increasing the federal deficit
as revenue growth fell in the face of high unemployment and interest
rates. More fundamentally, the critics challenge the Bank's view that
easy money in the post-float period served to trigger the mid-1970's
double digit inflation. Rather:

the rise in inflation (in the first half of the 1970's) should
be ascribed ... to a series of misfortunes on the supply side
superimposed on a long term trend towards higher prices of ba-
sic resource goods. In the absence of these supply factors,
there is no reason to believe that the expansion of the early
1970's would have led the world into double-digit infla-
tion[7].

Having thus questioned the monetary underpinnings of the inflation the
authors go on to assert that, when it comes to fighting inflation, mone-
tary policy probably does nct have a comparative advantage over fiscal
policy since high interest rates discourage investment thereby curtail-
ing growth and productivity which may over the longer term aggrevate in-
flation[8].

I have a very different interpretation of the first half of the

1970's than do these authors. However, one has to grant that many of
the observations they make are true. For example, the move to monetary
gradualism in 1975 did serve to establish the Canadian dollar at a level
above that which would have prevailed if the on-going policy of monetary
ease had continued. Moreover, the presence of supply shocks in the re-
source and agriculture sectors does pose more difficult problems for
policy makers in an economy which is small, open, and resource based
(such as Canada) than in a large and relatively closed economy (such as
the U.S.). The fact that these external price shocks also redistribute
income between the center and the west of this country complicates fur-
ther the policy response[9]: to aim for zero inflation in this environ-
ment is to argue for declines in prices elsewhere in the system to off-
set the resource price increases. Thus, some monetary accommodation was
probably in order, but not to the extent where the Bank generated rapid-
ly falling and negative real interest rates over 1973 and 1974.

Recent Canadian Monetary Policy 11

Now that | have begun to challenge the critics of monetary
gradualism, it s appropriate to do so in a more structured manner.
First of all, | think that one can make an excellent case that world in-

flation expectations triggered these resource price increases so that
they were not independent of the global inflation. Nonetheless from the
standpoint of a small open economy they probably can be so viewed. But
to argue that double digit inflation was a direct result of these exoge-
nous shocks is to argue that it is those countries which absorbed fully
these price shocks (e.g., the German, Swiss and Japanese) that should be
the high inflation countries and not Canada, where domestic energy pric-
es were only half the world level. Yet the opposite occurred, indicat-
ing that resource shocks need not dominate the picture as far as domes-
tic inflation is concerned.

This does not imply that resource shocks played no role in the early
1970's inflation. They did generate substantial relative price changes
within Canada. But what converted these relative price movements into
generalized inflation was the expansionary monetary stance followed by
the Bank. From the floating of the dollar in the second quarter of 1970
until the imposition of controls in the fall of 1975, rates of M1 and M2
growth were consistently in the 'teens -- indeed M2 growth rates never
fell below 10% for these 22 quarters and for most of the period averaged
above 15%. Corresponding to these high rates of money growth was a dra-
matic fall in real interest rates, measured as the prime rate less the
rate of increase in the CPl -- L4.2% at the end of 1970; 3.1% for 1971;
.1% for 1974 and -.5% for 1975. Were one to wutilize industry selling
prices rather than the CP| to <calculate real interest rates the measure
for 1974 would be close to -10%, since industry selling prices increased
by 20% and the prime rate moved between 9 and 11%.

In such an environment it is not surprising Canada was able to record
some real income growth over 1974 and 1975 while on average the rest of
the industrialized world experienced declines in real output. Corre-
sponding to this monetary expansion was an equally inappropriate set of
signals emanating from the fiscal side. Euphoria might be too strong a
word but there was a prevailing optimism that the rising world price of
energy would place Canada in a privileged economic position vis-a-vis
her trading partners both in terms of access to supply and in terms of a
competitive advantage arising from the Jlow domestic price. Coincident
with all of this was the decision by Ottawa to index the tax and trans-
fer system and to argue for the indexation of wages generally, which
conveyed the notion (mistaken in my opinion) that the energy price-in-
crease was just another price change that ought to be indexed fully.
This was the beginning of the succession of on-going policies on the
fiscal front that encouraged Canadians to harbour an unrealistic set of
expectations relating to what they could extract from the system.
Buoyed by the very substantial real income growth over 1972 and 1973
(due in part to the increase in our terms of trade) and encouraged by
the poor timing of the self-imposed wage hike for MP's, compensation de-
mand spiralled upward -- 7.8% in 1971 to 10.9% in 1973 to 19.2% in early
1975. By mid-1975 there appeared to be a tapering off of private sector
wage settlements but this was more than offset by large non-commercial-
sector demands, including those of many high-profile public sector un-
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ions. It is against this backdrop that one has to evaluate whether or
not a move toward monetary restraint was appropriate in 1975.

Indeed, monetary restraint was called for much earlier than 1975.
Excessive monetary expansicn and negative interest rates were serving to
maintain and heighten these inflationary expectations. Somewhere, some-
how, the inflation spiral had to be broken. This was the central mes-
sage of the Governor's Saskatoon speech in September of 1975. Noting
the wage and salary settlements were running at or near 20% over 1975 he
observed:

It appears that for the most part employers have been passing
these increases on to consumers in the form of sharply higher
prices, and that all concerned act on the assumption that they
will continue to be able to do so.

If one reflects on this situation in the light of the pres-
ent levels of unemployment and unused productive capacity, one
cannot help but wonder what is going on here. |In our economic
system the basic control over the level of prices is and al-
ways has been the willingness of the market to pay them. It
is obvious that improved productivity can offset very little
of the <cost of current wage and salary increases since the
long-term average increase in output per worker in this coun-
try is only 2 1/2 percent per annum. In many cases, in fact,
those involved in both the private and public sectors seem to
be incurring costs at rates that foreshadow an accelerating
increase in inflation. How is that expected to work? Are
fiscal and monetary policies being counted on to be suffi-
ciently expansionary to accommodate an accelerating increase

in costs and prices? Is the central bank expected to create
enough money to finance whatever rate of inflation emerg-
es?'"[10]

The advent of monetary gradualism represents a determined effort by the
Bank to ensure that this situation would not be permitted to continue.
| argued for such an initiative at the time and hindsight has not al-
tered my view.

Yet the <critics of the move to monetary gradualism point out that
monetary policy became too tight too quickly, as evidenced by the rough-
ly four percentage point differential that arose in 1976 between short
term rates in Canada and the U.S. However, it is critically important
to recognize fully the precise implications of what they are saying. It
is true that Canadian short-term rates rose relative to U.S. short
rates over 1975 and 1976. But this was due principally to the fact that
U.S. rates tumbied and not because Canadian rates increased. This is
evident from Table 1. Canadian treasury bill rates did in fact rise by
a percentage point or so compared to their levels at the end of 1974,
but 90-day commercial paper rates in Canada actually fell over the
'74-'76 period. The interest rate differential was, therefore, generat-
ea principally by the substantial decrease in U.S. short-term rates.

To argue against the emergence of the interest rate differential is,
therefore, to argue that Canadian interest rates should have followed

Recent Canadian Monetary Policy 13

TABLE 1

U.S. and Canadian Short-Term Rates
End of Year

Treasury Bill Rates 90-Day Paper Rates
Canada U. S, Canada B S,
1974 7.-12 7.3k 10.25 9.60
1975 8.64 5.34 9.34 5.78
1976 8.14 L. 41 8.16 L4.75

Source: Bank of Canada Review (April, 1977), Table 20.

the downward movement in U.S. rates. In turn this would have required
an even more expansionary monetary policy than that which characterized
the '72-'7L4 period and it would have generated an even larger negative
real interest rate. The two countries were in a very different phase of
the cycle. The American economy had just been put through the recession
wringer and the nightly news stories of lineups at gas pumps brought the
reality of the energy crisis home to the average citizen. Not so in

Canada. Fueled by easy money and rising expectations we were saddled
with wage demands in mid-1975 that exceeded 20% per annum. To gear mon-
etary policy so as to replicate the dramatic fall in U.S. interest rates
would, in my opinion, have been the worst possible monetary scenario.

Moreover, any interest rate comparison between Canada and the U.S.
ought to be carried out in terms of real rates, not nominal ones. Over
1975 and 1976 the U.S. inflation rate was considerably below that in
Canada so that a higher nominal rate in Canada does not imply a tighter
monetary policy.

There is, of course, some truth to the claim that this interest rate
differential led to the temporary appreciation of the Canadian dollar.

Part of this appeared to represent what | can only describe as peculiar
behaviour on the part of foreign investors, i.e., a ''parity" syndrome
that a dollar is a doliar regardless of national origin. Any longer

term perspective would have pointed in the direction of a falling not a
rising Canadian dollar. For example, from a position in 1969 where unit
labour costs in Canada and the U.S. (both expressed in U.S. dollars)
were arbitrarily set equal to 100, by 1975 the Canadian index exceeded
the American one by 25%. On this score the Canadian dollar was clearly
overvalued by 1973, let alone 1§75.

The major factor in the appreciation of the dollar in 1976 was that
net long-term capital inflows mushroomed from roughiy 1 1/4 billion in
1974 to 10.8 billion in 1976. However, it is important to note that
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much of this was issued in foreign pay so that (much to their regret),
Canadian borrowers, not foreign lenders, absorbed any exchange rate

risk. Finally, it is not obvious that anything short of incredibly easy

monetary nolicy could have paved the way for a fall in Canadian rates.
Domestic lenders would simply not be willing to part with an additional
$9 1/2 billion of savings (assuming that these long-term inflows were to

be financed domestically) at rates less than the on-going inflation es-
pecially if it were perceived that monetary policy was accommodating the
underlying inflationary expectations in the economy.

This has been a rather lengthy analysis of the pre-1975 period and
the Bank's decision to opt for monetary gradualism. However, it merits
considerable attention because of the conflicting views of what it was
that exactly ailed the economy over this period and what constituted the
appropriate prescription. | have argued that the Bank's conversion to
monetary gradualism was the appropriate policy stance in 1975. This ar-
gument is essential to the remainder of the paper, because, contrary to
most of the critics of the Bank of Canada, | shall put forth the propo-
sition that the post-1975 problems with monetary gradualism related pri-
marily to the fact that the implementation of the policy at least until
1980 erred more on the side of monetary ease than monetary restraint.

2.5 EVALUATING MONETARY GRADUALISM: 1975 - 80

In my view the Bank's policy of monetary gradualism fell on bad times
largely because the policy stance lost credibility with Canadians. For
those among wus who do not accept the premise that monetary gradualism
was appropriate in the first instance, this is obviously a rather empty
claim. However, as noted above, | endorsed the principles underlying
gradualism so that the issue at hand becomes one of isolating those ele-
ments, endogenous or otherwise, that lead to its partial undoing. The
four areas where policy implementation fell short of the mark have al-
ready been highlighted and | want now to deal briefly with each in turn.

2.6 MONETARY GRADUALISM WAS TOO GRADUAL

Far from being a policy that was too restrictive, monetary gradualism
turned out to be too gradual and the rate of money growth was not re-
duced with anywhere near the discipline required in order to unwind in-
flationary expectations. The episode that stands out most clearly in
this regard is the period mid-1977 to mid-1978. This was the time-frame
in which the Bank of Canada alerted Canadians there may have been a per-
manent downward shift in the demand for M! balances (Estimates of this
downward shift run anywhere from 3 to 6 percent. A recent unofficial
estimate from a central banker appears to put it at the top of this
range) [11]. With M1 running for several months below the lower bound of
the target range, the Bank hinted that the correct response might be a
once-and-for-all lowering of the base level of Ml for anchoring the tar-
get range. Instead, however, the Bank generated a series of interest
rate decreases until M1 not only came back in target but hit the upper
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bound of the target range. Corroborating this policy of monetary ease
was the fact that over this period the real rate of interest became neg-
ative once again. There is precious little hope of unwinding inflation-
ary expectations in an environment where the annual CPl increase exceeds
the prime lending rate! This is questionable policy at best of times
but to generate negative interest rates during a period of controls,
which were specifically devised as a crutch to enable expectations to be
unwound more quickly, surely is the height of folly. On several occa-
sions recently the Bank of Canada has admitted that policy erred on the
side of monetary ease during this period[12].

Between 1978 and 1980 it is somewhat more difficult to make a case
that monetary policy continued to be too gradual. However, one piece of
evidence on this score relates to the fact that, corrected for interest
rate variations, the rate of Ml growth over the five-year period 1975:11
to 1980:11 was consistent with providing monetary stimulus at an annual
rate of 12%. This was the effective midpoint of the original target
range and, thus, can hardly be labeled as restrictive particularly since
one also has to take into account the many technological innovations
that undoubtedly have increased M1 velocity beyond that occasioned by
rising interest rates.

Even though money growth remained within target the variations in
this money growth were anything but conducive to having agents revising
their expectations downward. In each of the four years 1977 to 1980
there was a marked and rather prolonged acceleration in M1 growth. For
example, the 1980 expansion lasted five months and embodied a 26% annual
rate of growth over this period. This is a veritable monetary explosion
and it is bound to have a marked impact on citizens' expectations of fu-
ture inflation. On this issue | obviously disagree with the Bank when
it argues that what is important 1is not the pattern of growth over
shorter time (e.g. a four to six month period) but rather the longer
term monetary trends. Perhaps this might be the case if Canadians have
full confidence in the commitment and the resolve of their policy makers
to wrestle inflation to the ground?[l}] As will be pointed out below,
however, the fiscal arm of overall policy does not even have faith in
the Bank's policy so it is little wonder that private sector agents are
sceptical. This being the case, volatility does matter, even over the
shorter term. A market participant 1living through a five-month period
where money is growing at 26% per annum and not knowing whether or not
the expansion will continue would be unwise not to incorporate this in-
formation in the formation of inflationary expectations.

It might be argued that since M1 has remained essentially in target,
any rapid escalations in money growth must have been offset by equiva-
lent decelerations in monetary growth so that the net effect on expecta-
tions of these movements shouid be nil. | think that the answer here is
'no'. In a period of high and/or rising inflationary expectations it is
much easier to ratchet these expectations upward yet another notch than
it is to unwind them. This is particularly the case since the periods
of declining money growth were typically associated with supporting the
value of the dollar so that the potential impact on inflationary expec-
tations of these decelerations was considerably muted. Overall, then,
the recurring pattern in each of the,four years 1977 to 1980 where the
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economy was put through the interest rate wringer only to be followed by
periods of rapid monetary growth was not, in my opinion, conducive to
unwinding expectations even if, on average, M1 remained in the announced
target ranges.

A further aspect of the argument that monetary policy erred on the
side of ease relates to the behaviour of the broader aggregates. Charts
of the monetary base and for M2 (defined here as currency outside banks
plus all Canadian dollar chartered bank deposits) indicate rising rates
of growth roughly coincident with the upswing of inflation over 1978-80.
This represents a serious problem because in many quarters Ml is be-
lieved to be too narrow an aggregate and, correspondingly, expectations
of future inflation are based on the movements of these broader aggre-
gates. If a large part of the role of monetary gradualism is to influ-
ence expectations and if the general public is split between favouring
narrow aggregates and favouring broader ones then this divergence poses
a very critical obstacle for the success of the policy.

In short, over the peried 1975-80, the Bank did not pursue monetary

gradualism with anything 1like the discipline that was needed to unwind
the entrenched expectations. The reader is asked to note the precise
meaning of this statement. It is not that the Bank was profligate in
printing money. Far from it. It did reduce the targets and M1 growth

with them. But the offsets, whether in the form of downward M1 demand
shifts or external shocks or whatever, were such as to undermine the de-
sired degree of restraint. Yet, sooner or later the policy would begin
to bite, and bite hard. As | noted in my C. D. Howe study it can be ar-
gued that meaningful monetary gradualism over 1975-80 was not really at-
tempted. In its place Canada would, | argued, see monetary abruptness
or the cold turkey approach to policy over 1981 and 1982 if the Bank of
Canada adhered to its targets[14]. The fact that the targets were aban-
doned over 1981 and Ml was forced well below the lower bound served to
make monetary policy even more restrictive, as will be highlighted later
in the paper.

24 ELEVATING EXCHANGE RATES TO THE LEVEL OF A POLICY GOAL

Beginning in 1978 the Bank of Canada began to place more and more empha-
sis on generating an '"acceptable'" level for the exchange rate and,
therefore, for domestic interest rates, and correspondingly less empha-
sis on money growth per se. From the point of view of the underpinnings
of the strategy of monetary gradualism this was a surprising development
since only three years before the Bank explicitly proclaimed that move-
ments in rates of interest and rates of exchange would have to be free
to find their market levels consistent with the pursuit of monetary tar-
getting. From a doctrinal standpoint one can argue that this move ef-
fectively spelled the end of monetary gradualism. |f one is evaluating
the Bank's track record during this period, an emphasis on the exchange
rate is just another policy to throw into the hopper. However, if one
is evaluating the performance of monetary gradualism this switch in em-
phasis is quite significant since, despite what the Bank may now claim
to the contrary, an exchange rate focus is, in my opinion inconsistent
with the strategy of gradualism[15].
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Dealing with this latter point first, the Bank's rationalization of
Bank Rate changes in terms of exchange rate considerations dealt a se-
vere blow to monetary gradualism. Prior to 1978, even if monetary poli-
cy was not as tight as it should have been, the Bank had the confidence
of Canadians in its endeavors. Financial analysts were providing valua-
ble assistance to the Bank by preparing for their clients charts of mon-
ey growth relative to target. There was a genuine belief across large
segments of the Canadian population that the Bank would stick closely to
its money growth commitment and that inflation could be licked. How-
ever, once the Bank began to focus on the exchange rate, this asset was
eroded substantially. Analysts quickly and correctly realized that fix-
ing the exchange rate meant that what was occurring in the U.S. was more
important to predicting the future of Canadian monetary events than what
was happening within Canada. The "made in Canada' concept of monetary
policy, so well established in 1975, was now seriously questioned and it
is a large part of the reason why the policy of monetary gradualism lost
much of its credibility.

Relatedly, gearing interest rate changes to exchange rate considera-
tions tended necessarily to politicize both interest rates and exchange
rates, thereby making the implementation of gradualism more difficult.
This was true both in a practical sense because these variables now be-
came the focus of policy and became much more sensitive politically to
any changes in their levels and in a theoretical sense because the pub-
lic's focus is diverted away from money growth and riveted instead on
interest and exchange rates.

In terms of overall policy, it is easy to make a case for an exchange
rate approach to monetary policy. |If the behaviour of the world economy
is likely to be more stable than one's own economy or if the needed in-
ternal monetary discipline can be more easily exerted from the external
sector via a fixed exchange rate, then an exchange rate focus is proba-
bly desirable. However, 1978 was not a particularly good year for Cana-

dians to tie their fortunes to the American economy. Annual inflation
rates in the U.S. went from 7.7% in 1978 to 11.3% in 1979 to 13.5% in
1980 -- hardly the time frame to be pursuing an exchange rate strategy

and importing U.S. inflation.

It also seems to me that the highly volatile movements in domestic
interest rates and money growth over the 1978-80 period can be laid at
the feet of this increasing exchange rate concern. It is certainly the
case that the three rapid-fire interest rate increases (late 1978 - ear-
ly 1979, late 1979 - early 1980, late 1980 - spring 1981) were rational-
ized largely if not exclusively in terms of propping up the value of the
Canadian dollar. But preceding each of these interest-rate spikes was a
period over which the money supply was allowed to grow very rapidly.
More importantly, each of these episodes of rapid money growth was ini-
tiated when the exchange value of the Canadian dollar was strengthening.
Thus the Bank was operating on both sides of the exchange rate -- rais-
ing interest rates when there was downward pressure on the dollar and
flooding the system with money when the exchange rate was under upward
pressure. These wild swings in Canadian rates of interest and money
growth (which mirrored the patterns south of the border because of the
Bank's exchange rate stance) have quite correctly been singled out by
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the Bank's critics as very inappropriate policy. The point | am making
is that these swings ought to be 1linked more to the Bank's concern over
exchange rates than to anything that would be inherent in a consistent
policy of monetary gradualism.

As a final comment, it is important to point out that the Bank's ini-
tial move toward placing more emphasis on the exchange rate was probably
related to the measurement problems that were besetting M1 over the
1977-78 period, particularly the downward demand shift highlighted ear-
lier. In a word, the movements in M1 were not providing the Bank with a
reliable policy gauge. If one assumes a) that the Bank recognized, by
1978, that its policy was erring on the side of monetary ease and b)
that the Bank had not regained sufficient confidence in interpreting the
patterns in M1, then the policy of raising interest rates to keep the
dollar from falling can be viewed as an attempt by the Bank to ensure
that its pelicies embodied more restraint than was hitherto the case.
It is hard to fault the Bank for this move given that it made the earli-
er mistake, alluded to above, of not lowering the target range for MI.
Whatever the initial rationale, once the Bank persisted with this stance
it inherited the costs. Now that | have broached the problems associat-
ed with the definition of money, it is convenient to focus on them in
more detail.

2.8 THE CONTROL AND DEFINITION OF MONEY

2.8.1 Defining Money

The third general area where | believe that the Bank's performance has
been less than adequate relates to the definition of money and its meth-

od of control. Dealing first with the former, | think that it is fair
to say that no definition of money is 1likely to hold for all time and
all places. There will always be a margin of substitutability between

those assets that fall within the purview of the definition and those
which fall outside. However, this problem appears to be particularly
severe for MlI. The definition of the narrow aggregate in Canada is con-
siderably smaller (as a proportion of GNP, for example) than that in the
u.s. In addition, several important financial innovations influenced
the degree of confidence one can place in the movement of M1 over this
period: '

1. the move by the chartered banks toward eliminating ''compensating
balances' as payments for services rendered and the resulting
tendency to marginal-price banking services. This reduces the
demand for MI1.

2. the move by chartered banks, following developments in the U.S.,
toward managing the corporate cash of their larger customers.
This could take the form of clearing all non-interest-bearing de-
posits into interest-bearing ones on a nightly basis.
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3. the tendency, as interest rates rise, for corporations to pay
more attention to their cash flew, including the hiring of pro-
fessionals to manage their cash. Once in place, these systems
are not likely to be scrapped as interest rates fall back. What
this implies is that there may well be an asymetrical relation-
ship between the demand for M1 and interest rates, e.g. as in-
terest rates rise corporations will institute cash economizing
procedures which will remain in place when rates fall back.

L4, technical innovations such as the Bank of Montreal provided for
Sun Life whereby the company has the ability to switch deposits
instantaneously among its various accounts.

5. financial innovations such as the T.D.'s new "all-in-one'" account
which allows full chequing privileges if a minimum balance is met
but which is not included in the definition of MI.

6. measurement error associated with the rash of new chartered banks
which was so problematical that the Bank suspended the publishing
of seasonally adjusted M1 for several months earlier this year.

In principle these problems are not insurmountable if the problem arises

from a mis-specification of M1 -- the equation for the demand for M]
could be respecified or re-estimated to take account of the modifica-
tions in Ml1. |In practise, however, the story is quite different. It is

incredibly difficult to isolate, with any degree of precision and within
the required time frame, the many sorts of factors that are influencing
the public's demand for M1 balances. Moreover, if the basic structure
of the relationship has been altered, some time must pass before enough
evidence can accumulate in order to model the structural shifts. In re-
sponse to some of these same concerns the U.S. has redefined its mone-
tary aggregates. One new aggregate that was introduced is MIB, defined
to include currency and demand deposits plus all interest-bearing che-
quable deposits at all deposit-taking institutions, including negotiable
orders of withdraw (NOW) accounts and automatic transfer services (ATS).
The Bank has not as yet followed suit although on many recent occasions
the Governor has alerted Canadians to the many defects that are associ-
ated with the present M1 measure.

As noted earlier this is contributing to the erosion of confidence of
Canadians in the policy of monetary gradualism. It is not uncommon to
find analysts asserting that M1 is a progressively problematic monetary
variable[16]. In early 1981 the Bank reduced the M1 target range to its
current 4 - 8% range. This should have made headlines across the coun-
try because it implied a more restrictive money growth policy than we

have ever had. Even if money grew at the top of the range, the growth
in nominal income that it would permit was not sufficient to accommodate
on-going current inflation rate, Jlet alone any real growth. Yet this

announcement attracted but scant attention from the financial press.
Either they are a woefully-inadequate lot or they simply do not believe
that M1 is the most appropriate definition of money. Or perhaps they do
not believe that the Bank can keep its 4 - 8% targets. Or perhaps they
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perceive monetary policy as being dominated by what happens in the
United States. Whatever the case, the Bank is in difficult straits if
its most significant target range reduction to date is effectively ig-
nored by the financial community. And part of the problem lies with its
definition of money.

| believe that the definition of the preferred monetary aggregate
must be broadened. However, | also believe that the Governor is correct
when he points out that a very broad definition (e.g. including currency
and all Canadian dollar chartered-bank deposits) also suffers from seri-
ous measurement problems. One impact of the current inflation has been
to wipe out much of the longer term debt markets, a good deal of which
now goes through the banks. Thus movements in a very broad measure
could also be misleading because they would incorporate pure intermedia-
tion shifts. Nonetheless, the definition of M1 should be extended to
include chartered bank deposits that are close substitutes for M1, such
as all deposits that are chequable (unless the strict notice provision
is adhered to), deposits that can be transferred automatically into de-
mand deposits and, on the corporate side, deposits that are temporary
interest-bearing repositories for chequing accounts. This should solve
two of the more serious problems currently besetting MI, namely the ten-
dency for financial innovation to undermine the meaning that can be at-
tached to movements in the aggregate and the perception on the part of
the public that the current aggregate is too narrow.

2.8.2 Controlling Money

Turning now to the monetary control mechanism, the Bank of Canada has
opted to control its chosen aggregate indirectly (by manipulating inter-
est rates and operating on the demand side of the market for money)
rather than by a more direct mechanism (by operating on the reserve base
of the banking system). For an interest-rate control mechanism to work
efficiently it is essential that the monetary aggregate be very interest
sensitive. In turn this means that the Bank will prefer the narrow ag-
gregates since it is only these that have a stable, statistically sig-
nificant, and negative relationship to the general level of short-term
interest rates. Indeed, | have long argued that it is the Bank's deter-
mination to pursue an interest-rate control mechanism that leads it to
prefer Ml.

There are. problems associated with this method of control. First of
all, it is going to become more difficult, if it has not already become
so, to pursue interest-rate control. Basically, movements in short-term
interest rates increase the opportunity cost of M1 balances because
these balances bear no interest. But this is changing. Banks are now
competing aggressively for the large blocks of demand deposits, even to
the point of offering interest payments. Although these rates are below
market levels, if they move in lock-step with short rates then increases
in short rates will no longer increase the opportunity cost of holding
demand deposits and the effectiveness of interest-rate control will be
severely circumscribed. | see this as further evidence in favour of
moving toward base control.
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At the philosophical level, interest rate control has impeded the
public's understanding of the thrust of monetary gradualism. Almost by
definition, interest rates tend to be politicized since the Bank's role
is to set these rates periodically. When the Bank goes the next step,
as it did in 1978, and begins to justify interest rate changes in terms
of their impact on the exchange rate this also politicizes the exchange

rate. This focuses the public's attention on precisely the wrong vari-
ables, since it is the money supply and not rates of interest or rates
of exchange that the Bank wants to control. In contrast, reserve con-

trol of the money supply places emphasis on the rate of money growth --
precisely where it belongs if one is following a strategy of monetary
gradualism since interest rates and exchange rates must be the by-prod-
uct of market forces. In a very real sense the medium is the message.
The Bank would have generated far greater public wunderstanding for its
policies had it adopted reserve control.

2.8.3 Overall Government Policy Did Not Join the Inflation Battle

The final problem associated with the strategy of gradualism, and proba-
bly the most critical of the four, is related to the role in the fight
against inflation played by the range of other government policy levers.
In the <course of addressing a recent Ontario Economic Council confer-
ence, U.S. professor Barry Bosworth resurrected a theme that crops up
frequently in the context of dealing with inflation:

Inflation has often been described as anywhere and everywhere
a monetary phenomenon. Furthermore, because the supply of
money is controlled by governments, inflation can also be de-
scribed as anywhere and everywhere a political phenomenon[17].

Bosworth goes on to argue that, in the context of a market economy, a
solution to infliation requires a

long-term commitment by government to refuse to accommodate
inflation through increases in the supply of money. The unem-
ployment costs of such a policy will remain high only until
the participants in the market realize that the government
means it. The problem is seen as making the government's pol-
icy credible, thus reducing expectations of inflation[18].

This support from overall government policy is particularly important
for the strategy of monetary gradualism since by its very nature gradu-
alism does not attack inflation by forcing an immediate and severe con-
traction on the economy. Thus it leaves itself open to influences, ex-
ogenous and otherwise, that may push inflationary expectations upward.
In turn this means that gradualism is likely to be far more successful
if the full array of government policy lends support to the Bank's in-
flation fight. The government in its official pronouncements always
highlights inflation as public enemy number one. But there is precious
little evidence over 1975-80 that Ottawa translated this general concern
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about inflation to the level of meaningful policy action. Indeed the
opposite is the case. Until very recently monetary policy was the only

anti-inflation game in town.

Unfortunately, from the vantage point of combating inflation, the
government has on occasion after occasion undermined the Bank's efforts.
I will offer only two examples here. First, consider Canada's policy
with respect to the price of energy. The roughly tenfold increase in
world energy prices is a relative price shock that really cannot be in-
dexed fully. Canada's decision to attempt to isolate itself from this
price shock and the resulting energy measures that followed in the wake
of this decision must qualify as one of the most serious economic policy
blunders in the post-war era. The implications of this decision are
felt and will continue to be felt cross a broad spectrum of financial
and economic fronts. For present purposes, interest centres only on the
manner in which this domestic pricing policy impinges on the success of
the strategy of monetary gradualism. In this regard three implications
immediately come to mind:

1. the policy of pegging the domestic energy price well below the
world price and allowing it to inch up slowly over time tends to
generate a set of quite inappropriate expectations with respect
to the economic implications of the underlying shock. It tends
to mask the fact that this is a relative price change that of ne-
cessity must reduce real incomes of consumers everywhere particu-
larly since it is one of the major causes for the levelling off

of productivity in the western world. More importantly, the
stepwise increases in the domestic price of energy lend them-
selves to full indexing, especially since no effective statement

out of Ottawa has argued to the contrary.

2. It is extremely difficult to have a major impact on inflationary
expectations when one and all realize that energy prices will be
rising over the foreseeable future. Against this backdrop, mone-
tary policy clearly has an uphill battle.

3. More recently, with the global decline in the real price of ener-
gy those countries which incorporated the world price find them-
selves in a position where they can make a real dent on inflation
and on inflationary expectations. Virtually alone among our
trading partners, Canada is in the opposite situation: domestic
energy prices still have some way to go before they reach the
world levels (or the NEP trigger level) so that they continue to
be a major factor in fueling CPl increases and the expectation of
continued inflation among the citizenry.

There should be no question in anyone's mind that our energy pricing
policies has severely hampered and complicated the Bank's inflation
fight and the success of the strategy of gradualism.

The other area where overall economic policy has been counterproduc-
tive from the standpoint of influencing private sector expectations in a
manner consistent with the ongoing strategy of monetary gradualism re-
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lates to the inconsistent projections for future inflation emanating
from the fiscal and monetary authorities. The Bank's projections of fu-
ture inflation are implicit from its target range. Even if Ml grew at
or near the upper bound of the 4 - 8% target range, nominal income
growth would be constrained to the range of 10% or so. Yet in the back-
ground projections for the medium term, published in connection with the
fall, 1980 federal budget, the Department of Finance incorporated a nom-
inal income growth rate of 14% for 1982 and a continuation of double-
digit inflation. There is simply no way that this projection is consis-
tent with the 4 - 8% target range unless interest rates skyrocket to
increase velocity which will Jlower the boom on the real side of the
economy . The reader will no doubt point out that this is exactly what
has happened so that the government was clearly correct in its projec-
tions! But this misses the key issue at stake here, namely that the
government has wundermined the credibility of the Bank's policy. The
budget represents an economic blueprint for the nation, particularly
since the background papers present economic and financial projections
for a five-year period. As such, it is an important planning document
for private sector agents. Monetary gradualism is in for a rough period
as long as these and similar government publications incorporate expec-
tations with respect to future inflation that undermine what the Bank is
attempting to accomplish. Who should the general public believe? e
the Bank or its Parliamentary master, the Department of Finance? Clear-
ly, if the Department of Finance does not believe the Bank one can hard-

ly expect individual Canadians to do so! And if Canadians persist in
harbouring inflation expectations in double digits then it 1is obvious
that a 4 - 8% target range will wreak havoc with the real side of the

economy . This is part and parcel of the credibility problem with which
the Bank is currently struggling.

Although | am getting ahead of myself a bit in terms of the time pat-
tern of this analysis, it seems appropriate to say a word about the fed-
eral government's 6% and 5% guideline in this context. There can be all
sorts of reasons for supporting or condemning this new federal initia-
tive. However, in terms of the overall inflation fight it seems to me
that the 6 and 5 program represents the first major federal initiative
to come four-squares behind the on-going monetary policy -- it has ini-
tiated a wage and administered price policy that is finally consistent
with the Bank's target range and as a result it will serve to enhance
immeasurably the credibility of Canada's overall struggle against infla-
tion. Such an initiative should have occurred much earlier.

2.8.4 Recapitulation: 1975 - 1980

There are many ways to interpret the above analysis, most of which have
some merit. At one extreme is the argument that the overall economic
policy (of which the strategy of gradualism was an integral part) has
been a dismal failure. This would probably follow from a straightfor-
ward comparison of major economic indicators in 1975 and 1980. One can
put this into a clearer perspective by considering the policy from the
vantage point of 1975. When Canada embarked on monetary gradualism it
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was generally accepted that the Canadian dollar was overvalued. Most
analysts would have put its purchasing-power-parity value in the neigh-
bourhood of 90 cents. And almost everybody would have argued that, giv-
en a) the Bank's conversion to monetary gradualism, including the recog-
nition that the on-going inflation was attributable to past monetary
excess, b) the convenient crutch of controls under which the costs of
disinflating could be minimized and c¢) Canada's advantage in the energy
area relative to its competitors, the outlook was certainly for an ex-
change rate that would rise over time. Yet five years later the ex-
change rate was at or near 80 cents. It is hard to escape the conclu-
sion that monetary policy must bear a substantial portion of the
responsibility for this remarkable turnaround.

At the other end of the spectrum is the argument that monetary policy
was basically on track. Rates of money income growth have come down
since 1975. Sure, there were many areas where the policy was implement-
ed in a less than satisfactory way (and the Bank itself would agree with
this) but overall the data for 1980 reflect the fact that the policy was
overtaken by a series of unexpected and unforeseen forces acting in the
opposite direction. Some of these forces are easily identifiable -- the
fact that at the outset of monetary gradualism the Canadian dollar was
substantially overvalued and even if the depreciation was anticipated it
still represented a major shock on the cost and inflation front that had
to be absorbed; the doubling of U.S. inflation over the 1978-80 peri-
od, made worse by the fact that the dollar was depreciating during this
time frame; the recent very erratic swings in U.S. monetary policy and
particularly interest rates; the doubling of world energy prices in
1979-80; the severity of the world recession; and, as noted above, the
lack of meaningful support in the inflation fight provided by the other
branches of overall government policy. Two implications of this inter-
pretation are:

1. in the light of external influences, the current economic situ-
ation with respect to inflation would be considerably more pessi-
mistic had the Bank continued to act in its pre-1975 accommodat-
ing way towards inflation.

2. these offsets do not mean that the policy will not work or has
not worked. Rather they mean that the series of setbacks have
only delayed the full impact of the policy on the economy .

Throughout the period monetary policy did become progressively
more restrictive and this would become evident in 1981 and 1982,
But even so considerable progress has still been made. "Private
sector inflation" has indeed come down quite drastically whereas
the performance on the front of administered prices (or “"public
sector inflation") has been the main probiem as far as prices are
concerned[19]. This reiterates the earlier concern that the pro-
cess of eradicating inflation will pe very difficult and costly
if the rest of the government remains part of the problem rather
than part of the solution.
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There also is what might be referred to as an intermediate view. It
relates not as much to what the Bank of Canada did or did not do or
whether or not the external forces dominated the internal policy but
rather that those of us who argued for monetary gradualism were overly-
optimistic in terms of its curative powers. We readily acknowledged
that in the time-frame of the 1930's an increase in nominal income would
be reflected principally in an increase in real output with little im-
pact on inflation because of agents' firmly held expectations in that

environment that prices would remain stationary. We did not (or at
least | did not) recognize that the reciprocal relationship would adhere
in today's environment. With expectations of inflation firmly en-

trenched, the impact of a decline in nominal income would in the shorter
run be reflected in a decline in real income with little initial budging
of the rate of inflation. Of course it is still possible within this
framework to argue that the fault lay with other factors (e.g., the lack
of overall policy credibility) but the fact remains that | underestimat-
ed the inertial properties of firmly rooted inflationary expectations.
This point is brought out very clearly in a recent article by my col-
league David Laidler[20]. He notes that the expectations of most ob-
servers in 1975 were that under a policy of monetary gradualism, the
Canadian economy would undergo some real-side slack but that the effect
of a steadily decreasing money supply would be matched by a steady re-
duction in the rate of inflation over time. This did not occur and Laj-
dler notes that one should not have expected it since the 'correct pre-

diction [of the impact of gradualism] is that ... the economy will on
average fall, but 'on average' is not the same as 'persistently' or

'steadily'."[21] These observations derive from a theoretical and empir-
icai modelling exercise the results of which, even for a closed economy,
are that a ‘''gradualist policy ought not to be expected to result in a
steady reduction in the inflation rate, but rather in the inflation rate
following a cyclical path about a slowly declining average rate.''[22]

Once one introduces the reality of an open economy, further complica-
tions arise, especially when one realizes that "there is no reason to
suppose that, while a particular small open economy is experimenting
with gradualism, the rest of the world will obligingly remain in lTong
run equilibrium.'"[23] And, as noted above, it is abundantly clear that
the U.S. -- let alone the OPEC carte] -- has not remained tranquil.

On balance, therefore, it is difficult to come down with full confij-
dence on any particular side of this whole issue of the role of monetary
policy. My own conclusion is that monetary policy over 1975-80 did fall
considerably short of its potential. In particular it exacted much
higher costs from the economy in terms of lost output and unemployment
than needed to be the case. The Bank has to shoulder the responsibility
for much of this because of the manner in which it opted to implement
its chosen policy. But the government, for its failure to come four
square behind the inflation fight, cannot get off scott free. However,
in my view there is nothing in the analysis that suggests that there was
arything inherently inappropriate with the underlying strategy (as dis-
tinct from the implementation!) of monetary gradualism.
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2.9  MONETARY POLICY IN 1981

Monetary policy from early 1981 onward represents a rather critical
break from monetary gradualism. One glance at Figure 1 will confirm
this. From a level of over $26 billion in mid-1981 M1 plummets to $24
billion in the fourth quarter of the year. 0On a seasonally adjusted ba-
sis this represents a decrease of 28% at annual rates over the four
month period[24]. Never before has the money supply registered such a
decline in so short a period. Associated with this abrupt downturn in
money growth was an equally dramatic surge in interest rates -- 90-day
corporate paper pierced 22% and the 90-day treasury bill rate hit 21%.
Even if the money supply had remained in the target range the thrust of
monetary policy would have been very restrictive. As noted in the pre-
vious section this is because the 4 - 8% target range announced in early
1981 would not even accommodate the rate of on-going inflation let alone
any real income growth. But the Bank went way beyond this and ushered
in the tightest period of monetary policy in our history which in turn
sent real interest rates soaring into double digits. Monetary abrupt-
ness not monetary gradualism became the order of the day. Why and with
what consequences? These are the issues | intend to address in this
section.

2510 UTILIZING THE EXCHANGE RATE JO IMPORT EXTERNAL DISCIPLINE

My interpretation of what transpired in this period, particularly over
the last half of 1981 was that the exchange rate became the principal
target of monetary policy. Unlike the 1978-80 era where monetary policy
was geared to exchange rate considerations, within the degree of flexi-
bility allowed by the target range, the 1981 experience reveals that the
Bank disregarded entirely any concerns relating to the rate of money
growth. Corresponding to this was a quite different rationale in the
latter period for focusing on the exchange rate. Specifically, main-
taining the value of the exchange rate became a device for running very
restrictive monetary policy with the purpose of importing into Canada
some badly needed discipline on the wage and price fronts.

To see this it is instructive to resurrect some of the arguments made
by the Bank in connection with its 1978-80 exchange rate focus. A
depreciation in the exchange rate would stimulate the export side and
with it output and employment. I't would, however, also increase the
costs of imports and, through them, increase the CPI which would then be
reflected in wage contracts across the country thereby exacerbating in-
flation. This much is common knowledge. The Bank's rationale for con-

cerning itself with the exchange rate went beyond this, however. In the
1978 Annual Report the argument seemed to center around the possibility
of exchange rates overshooting the downside, [eBiy the depreciation

might go beyond the equilibrium rate and the lasting impact of such an
overshoot would show up more in terms of price and wage increases than
it would in export growth. The argument for this overshooting was
grounded in the existing theoretjca] literature of the era and also in
the more practical reality that a fall in the exchange rate might ini-
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tially exacerbate the current account balance in an economy with much of
its external debt denominated in foreign pay and with its payments under
the oil import compensation program geared to the price of world oijl
(Which would increase proportionally with the exchange rate decline).
In the 1979 Annual Report the rationale for an exchange rate focus was
slightly different. The concern now was that a significant number of
the exporting sectors were already operating close to full capacity
(would that this were true now!) so that the net result of a deprecia-
tion would be an increase in domestic inflation with little to show in
the way of increased exports or employment.

No doubt these considerations were also present in 1981 (with the ex-

ception of the full capacity argument). But in my view there was an-
other factor that played a more significant role. Reaganomics was be-
ginning to take root in the U.S. Price inflation was decelerating. So

was wage inflation. Canada was quickly finding itself offside vis-a-vis
its major trading partner. Unit labour costs were rising at a much
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faster pace in Canada than in the U.S. If this trend continued for any
length of time the Canadian dollar would have to be devalued in order
that we remain competitive. In turn this would only fuel the already

high inflation expectations. Five years of Bank of Canada anti-infla-
tion policy may have kept the rate of inflation from escalating well be-
yond the rate we actually experienced but for various reasons, some of
which were elaborated above, it made precious little progress in unwind-
ing these expectations to acceptabie levels. Now with the apparent suc-
cess of the Americans on the inflation front the situation in Canada be-
came critical.

Canadians had, in some way or another, to get back on side vis-a-vis
the U.S. on the inflation front. The discipline imposed on the Ameri-

cans had to be transferred to Canada. The obvious way to accomplish
this is to import this wage and price discipline by tying ourselves di-
rectly to the U.S. economy. In turn the mechanism for this is to tie
our exchange rate to the U.S. rate. In my opinion this is the appropri-
ate interpretation of monetary policy over 1981. We abandoned monetary

gradual ism! The level and growth of M1 was to be a by-product of the
exchange rate strategy. So were interest rates. The dominating feature
of monetary policy was to peg the exchange rate to ensure that Canadian
rates of wage and price increases fell into line with U.S. rates and
fell into line quickly.

However, the on-going march of economic events was again not very
kind to the Bank's endeavours. First of all, U.S. interest rates once
again ratcheted upward. Under an exchange-rate strategy the Bank had
little choice but to follow suit in order to prevent the dellar from
falling[25]. However, as the year progressed the Bank realized that
maintaining a constant exchange rate required much higher levels of
short term rates in Canada. For example, in December of 1980 the 30-day
corporate paper rate was 18.33% in the U.S. and 18.35% in Canada with
the value of the Canadian exchange rate averaging 83.77 U.S. cents. In
August of 1981 the U.S. 30-day rate was 17.79%, the exchange rate aver-
aged 83.14 U.S. cents but the 30-day rate on Canadian corporate paper
had escalated to 22.50%[26]! And as a result of maintaining this near
five-percentage-point differential, the level of M] plummetted to a val-
ue later in the year roughly equal to its level some 18 months earlier.
The severity of the economic slump in 1982 is a direct consequence of
this overkill on the monetary front.

Why was such an exorbitant premium on Canadian interest rates re-
quired to keep the dollar in the 83 cent range? The answer to this

question is regrettably all too familiar -- monetary and fiscal policy
were once again working at cross purposes, but this time with a venge-
ance. As a result of the National Energy Program, introduced in the
1980 fall budget, both foreign and domestic capital was pulling out of
Canada. Part of this was a result of Canadian takeovers in the energy
sector. Part also was due to the fact that the series of measures ush-

ered in by the NEP was souring the domestic entrepreneurial ciimate. As
a consequence direct investment recorded a net outflow of more than $10
billion of net outflows falling under the category ''net errors and omis-
sions'" (again between two or three times anything in recent history)
which in the view of many analysts also incorporates further significant
capital outflows.
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Given the Bank's commitment to the exchange rate, in the face of such
downward pressure on the Canadian dollar it was necessary to raise Cana-
dian short-term rates to record heights in order to attract sufficient
short-term capital inflows to maintain the value of the exchange rate.
Net short term capital inflows over 1981 soared to $14 billion, some $8
billion higher than the previous high (in 1979) [27].

In a recent study the Bank of Montreal attempted to quantify the im-
pact of the NEP on the exchange rate. Its findings included:

1. takeover-induced flows appear to have weakened the dollar by 1
1/2 U.S. cents from October, 1980 to June, 1981;

2. a further downward adjustment in the exchange rate of up to 1 1/4
U.S. cents[is predicted as a result of] the interest payments re-
quired to service the debt arising from these takeovers;

3. if net capital outflows resulting from takeovers persist at the
rate of $1.6 billion per quarter, the dollar will eventually sta-
bilize about 5 cents U.S. below the level it would attain in the
absence of takeover activity;

L, the increase in short-term interest rates, relative to U.S. in-
terest rates, required to offset the decline of 1 1/2 U.S. cents
in the exchange rate, attributable to the increase in the net
capital outflows of funds at the time the transactions occurred,
is 130 basis points[28].

In my opinion neither the Bank of Canada's exchange rate fixation nor
the NEP was an appropriate policy. But even those with different views
on this would surely agree that to run them simultaneously is and was a
recipe for disaster. Many Canadian individuals and firms simply could
not cope with interest rates in the 20% range. The domestic recession
can be attributed in large measure to the world recession but it has
been made significantly more severe because of the unprecedented mone-
tary squeeze as reflected both in the behaviour of interest rates and
the money supply.

Yet despite this monetary crunch, which was far more severe in Canada
than it was in the United States, it has been the Americans who succeed-
ed initially in shaking up their supply side and generating substantial
gains on the side of both wages and prices. Why? Again, | think the
answer lies in the nature of the overall policy support that was lent to
monetary policy in the two countries. |t seems to me that American cit-
izens recognized fully the nature of the game being played. High inter-
est rates were viewed by the majority of Americans as the cutting edge
in the fight against inflation. Rates of interest would come down only
when inflation rates came down, not before. This policy was enforced by
the ongoing thrust and frequent policy pronouncements of the Reagan Ad-
ministration, including a set of guidelines for federal civil service
wage increases and the harsh treatment of the air-traffic controllers.
In short, the overall policy to overturn inflation was perceived to be
both credible and decisive[29]. As | read the Canadian situation, this
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was simply not the case here. High interest rates tended to be viewed
as a temporary aberration that had to be tolerated until the U.S. set
its house in order. We suffered the same real side costs (even greater
because our credit crunch was more severe) with little to show in the
way of unwinding inflationary expectations because, once again, the Bank
of Canada was left in the unenviable position of being the only player
in the anti-inflationary game.

The situation has changed somewhat in 1982. Perhaps because of the
further decline in investor confidence following the November 1981 budg-
et the Bank finally gave up on its exchange rate fight and the dollar
promptly began its fall to 78 cents. Private sector wages have fallen
quite drastically, largely, however, as a result of (rather than in an-
ticipation of) the depressed economic situation. And, finally, the Fed-
eral government has embarked on its 6 and 5% policy which, as noted
above, represents the first significant move in the direction of lending
credence to the on-going policy of the Bank. Interesting as these more
recent developments may be they will not be subject to detailed investi-
gation since the present analysis terminates with 1981.

2511 CONCLUSION: LESSONS FROM 1975-81

It is probably too early to say that we have broken the back of the in-

flationary spiral. But the cost of the attempt has been excessively '

high. With this in mind what follows are a few generalizations relating
to the conduct of policy over the 1975-81 period. They are personal re-
flections, as it were, and therefore may or may not be shared by the
reader.

First of all, the Bank's policies have left a great deal to be de-
sired. Monetary policy was too easy over the 1975-78 period, too errat-
ic over the 1978-80 period and too restrictive over 1981. Much better
in this latter period for the Bank to have stuck to its target range and
to have taken some of the U.S. interest-rate rise in terms of an ex-
change rate fall. The Canadian economy was simply unprepared and unpro-
tected against the domestic interest rate acceleration that ultimately
ensued as a result of attempting to defend the dollar in the 83 cent
range or thereabouts.

Secondly, while monetary policy may indeed be necessary and suffi-
cient to wrestle inflation to the ground, this process will be extremely
costly to the real side of the economy if the broad range of government
policy levers does not go along and lend credibility to the whole exer-
cise. In other words, a successful fight against inflation is one where
the policy works on agents expectations of future inflation. To fail to
work on the expectations front means that the economy must be put
through a recession wringer in order to get the message of restraint
across to agents.

Thirdly, and relatedly, the fiscal stance of the government was such
that it ran counter to the on-going monetary thrust thereby preventing
any significant impact on peoples' expectations and requiring a much
more severe downturn in order to begin the process of eradicating infla-
tion and acclimatizing the citizenry to lower rates of increase of wages
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and prices. Since monetary restraint 1is geared to influence private
markets it is essential to ensure that the non-commercial sector, wheth-
er it be in the area of administered prices or public sector wage
scales, not be emanating signals that are at cross-purposes with the
stance of monetary policy. As noted earlier, if the federal government
is not seen to be supportive of on-going monetary policy one can hardly
expect private sector agents to modify their expectations in line with
the signals being generated on the monetary front.

Fourth, it is all too easy to forget that whatever the stance of mon-
etary policy would have been over these years the task of our central
bankers would have been challenging indeed. The external shocks to the
system (OPEC, the severity of the world recession) were both unforeseen
and difficult to digest. This is especially the case with respect to
the tremendous volatility exhibited by U.S. interest rate over the re-
cent period. Earlier | argued that it would have been preferable over
1981 to hold to the monetary targets and to take some of the U.S. inter-
est rate spike in the form of an exchange rate depreciation rather than
to resort to rates of interest in the 20% range. Nonetheless, there
would have been some negative fallout associated with this policy as
well.

Fifth, these interest rate movements have convinced me that there is
a pressing need in this country to index the tax system for the infla-
tion component of investment and business income. Without such protec-
tion the costs of the violent interest rate swings are not only exces-
sive but as well destructive of both efficiency and equity. The equity
issue arises because the burden of fighting inflation with high interest
rates falls disproportionately on the shoulders of some sectors -- those
such as homeowners and small business, for whom the tax system provides
little or no shelter against these high interest rates. Former Finance
Minister MacEachen's proposals along these lines in his June, 1981,
budget are, in my opinion, not adequate in their existing form but the
underlying principles are correct and worth implementing in a more gen-
eralized fashion[30].

Two final comments are in order. First, even with the advantage of
hindsight there will be much disagreement about what the stance of mone-
tary policy should have been over this period. This highlights the in-
trinsically difficult task that the Bank is charged with -- to conduct
policy in an environment fraught with uncertainty and open to the shocks
of a volatile world economy.

The last observation is quite different in nature. Not only is it
the case that the government has provided little support to the Bank,
but it also seems to me that the Bank has on many occasions been bailing
out overall government policy. For example, one can view the exchange
rate targetting of 1981 as a valiant attempt by the Bank to prevent the
exchange rate collapse following from the NEP. |In effect the Government
was trying to buy back much of the energy sector without having any mon-
ey to do it with. For its part the Bank responded by sticking stead-
fastly to its position of defending the internal value of the dollar by
offsetting any downward pressure on the external value of the dollar.
Obviously the policies were diametrically opposed. As a result, how-
ever, the public's focus and anger was directed toward the higher inter-
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est rates and not the fiscal stance. In other words the Bank has taken
much of the flack for policy problems that have arisen frem the other
arms of overall policy. This does not excuse various aspects of the
Bank's behaviour but it does serve to highlight the fact that monetary
policy has borne an excessive amount of the recent policy debate in this
country whereas in fact the source of the problem often originated else-
where.

Since this paper was completed, the Governor has announced that the
Bank of Canada is abandoning both M1 and the M1 target range. The prob-
lems associated with interpreting the movements in Ml in terms of the
stance of monetary policy have become so great as to render monetary
targetting quite meaningless. | have several observations on all this.
First, | am not surprised that Ml has turned out to be unreliable. Sec-
ond, in terms of the ongoing policy thrust this announcement does not
usher in a major policy shift since, as outlined above, the Bank has not
been paying much attention recently to the M1 target anyway. Of more
importance is the impact that this announcement will have on citizens'
views of the Bank's commitment to the inflation fight. What is the Bank
going to replace targetting with? How will agents assess the present,
let alone the future, stance of policy? | will delve into these and re-
lated issues in my forthcoming C.D. Howe monetary policy update. No
doubt they will also attract the attention of other analysts.
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tario Economic Council, Policies for Stagflation: Focus on Supply
Vol. 1., Toronto: Ontario Economic Council, 1981, p. 31.

Ibid. pp. 32-33. Emphasis added.

This view has received support from a recently leaked and presum-
ably forthcoming publication from Statistics Canada.

Laidler, D.E.W., "Inflation and Unemployment in an Open Economy:
"A Monetarist View''", Canadian Public Policy/Analyse de Politigues,
Vol. 7, Supplement, April, 1981, pp. 179-88.

Ibid., pp. 184-5.
Ibid., p. 185.
ibid., p. 185.

Some analysts would suggest that a value for M1 well beneath the
target range is appropriate, given the various downward shifts in
the money demand function. This argument has merit if one inter-
prets it as implying that from 1977 onward the path of M1 should
have remained below the actual path (i.e., the target range should
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[25]

[26]

[27]

[28]

[29]

[30]

Thomas J. Courchene

have been lowered vertically in 1977). The fact that the money de-
mand function has shifted downward is not a rationale for the dra-
matic decline in M1 in 1981.

Except for a dip in July the exchange rate remained in the 83-85
cent range through 1981.

The data are from Tables 20 and 65 of the Bank of Canada Review,
August, 1982.

The 1979 figure was, in turn, some $5 billion above any previous
year. Data for these balance of payments flows were taken from Ta-
bles 68 and 71 of Bank of Canada Review, August 1982.

Bank of Montreal, (Canadian Corporate Takeovers: Some Economic Im-
pacts, Montreal, 1981, pp. L4O-41.

This does not imply that the Americans are necessarily satisfied
with their current economic strategy -- only that at its inception
it was perceived by them as a policy backed fully by the commitment
of the Federal Reserve and the Administration.

For an elaboration of this view, see Ontario Economic Council, In-
flation and the Taxation of Personal Investment |ncome: An Ontario
Economic Council Position Paper on the Canadian 1982 Reform Propo-
sals (Toronto: OEC) 1982.

3

Comments on: Recent Canadian
Monetary Policy: 1975-81:
Reflections of a Monetary
Gradualist*

Doug Peters,
Vice-President and Chief Economist,
Toronto-Dominion Bank

My comments will be directed at the Courchene paper. What | like
most about Professor Courchene's paper is that our views on monetary
gradualism between 1975 and 1980 are not very far apart. To paraphrase

Professor Courchene, monetary gradualism was the right policy for this
period but the structure of the Canadian economy was such that gradual-
ism was not allowed to work. My own view on this same period is that
the structure of the economy was such during the period that monetary
gradualism was bound to fail; and therefore, it was the wrong policy

and a ''colossal blunder'. Thus, you can see that from different points
of view we come to the same conclusion: the failure of monetary gradu-
alism was inevitable. Possibly Professor Courchene's perspective is

that of the theoretician and the academic economist. He seems to say
that "yes, the theory should work but it didn't because of the stupid
structure of the economy'. My perspective is that of the more practical
applied economist in business that says '"well there was the structure of
the economy, and it was stupid to put such a policy into practice that
obviously wouldn't work'". As | said we are almost in agreement.

In considering the paper as a whole, it seems to me that Courchene
does not make a case that monetary gradualism was the appropriate policy
to follow given prevailing and expected conditions in the mid-1970's.
His arguments could equally well be read as proving monetary gradualism
could not work and therefore should not have been tried.

He does, however, explain in detail why monetary gradualism failed to
work and, in so doing, raises questions about whether the policy was ap-
propriate in the first place. (His main emphasis is on operational
failures of the Bank of Canada and inconsistency in the overall policy
framework in explaining why monetary gradualism failed).

He never comes to terms with the crucial problems of conducting Cana-
dian monetary policy -- that is, the difficulties of establishing goals,
targets and operational procedures, in an open economy which has highly
developed links with a larger, dominant economy, the United States. The
ability of a small open economy (Canada) to pursue an independent course
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in monetary or other economic policy areas, for that matter, is
constrained much more than for a larger less open economy (the United
States or Japan for example) . Courchene seems not to recognize the de-
gree of difficulty Canada faces in pursuing an independent course from

that of the United States. The problems for Canada get tougher and
tougher as the United States and Canada move along divergent paths in
terms of economic conditions and policies. When the two economies are

out of sync, pursuing a "made in Canada" monetary policy seems to exa-
cerbate problems in Canada.

Courchene does make the case that at no time since 1976 have Canadian
fiscal and other economic policies been consistent with the policy of
monetary gradualism. In all of the years since 1976, there have been
significant conflicts. Indeed, he cites the case of the period from
mid-77 to mid-78. During that period the Bank of Canada acted to lower
interest rates, resulting in negative real rates, in order to bring Ml
growth back up into target range at a time when wage controls were in
effect to lower inflation and inflationary expectations. The demand for
M1 balances had shifted downward calling for a resetting of targets but
instead the Bank eased up on money supply growth - in effect negating
its attack on inflation. Thus, during the AIB period, the Bank of Cana-
da seemed to be out of touch and not supportive of the anti-inflation
program.

The Courchene paper suffers from a curious myopia in its failure to
recognize the rising unemployment and lack of economic growth that has
occurred during the period of monetary gradualism. In ten of the twelve
years prior to 197k, the real GNP growth rate was above 5.2 percent, and
in two years, 1967 and 1971, real GNP growth was 3.3 and 2.5 percent re-
spectively. In the eight years since 1974 there has been only one year,
1976, during which the growth rate of GNP would be considered higher
than the rate normally experienced during a2 recession. From the vantage
point of 1982, it is easy to forget that in 1976 real growth rates of
five to seven percent were expected in years of economic recovery. The
case for unemployment statistics is similar in that Canadian unemploy-
ment in recent periods had never exceeded 6.2 percent and had been at a
low of 5.3 percent in 1974 and only 3.4 percent in 1966. Considering
such rates, the move in the unemployment rate to over seven percent in
1976 and over eight percent in 1977 and 8.4 percent in 1978 must be con-
sidered disastrous. With both slow growth and-high unemployment the
correct central bank move would have been to ease monetary policy. They
did not ease but rather pursued monetary gradualism and thus unemploy-
ment rose. Courchene says the policy was too easy! Would he really
wish higher unemployment and slower growth?

Later in his paper, Courchene does acknowledge that he and others
""over-estimated the inertial properties of firmly rooted inflationary
expectations'. This means that while a policy of gradualism is likely

to have some downward impact on nominal income which will be reflected
in real income, there is likely to be "little initial budge" in the rate
of inflation. The Tikelihood of a steady reduction of inflation over

time is, indeed, diminished in a small open economy, if external factors
are increasing inflationary pressures. The above statement again raises
questions about the appropriateness of monetary gradualism in a country
such as Canada.

Comments 39
What is an appropriate policy stance for Canada? | remember Bank of

Canada Governor Rasimisky saying that the objective for Canada's policy
should be to do a little better than the United States in reaching eco-
nomic policy goals.

Perhaps, exchange rate targetting combined with complementary econom-
ic policies (particularly some form of incomes policy) and some effort
to pursue domestic economic policies complementary to those in the U.S.
(when the U.S. is following rational policies) would be more effective
in attacking inflation, keeping unemployment low and achieving better
economic growth. It would have been interesting if Courchene had exam-
ined such an option for the period 1975 to 1980. For the later period
after 1981, Courchene acknowledges that the Bank of Canada seems to have
already moved to exchange rate targetting. The Governor of the Bank of
Canada in The 1982 Per Jacobsson Lecture during the |.M.F. meetings in
Toronto mentioned the option of exchange rate targetting:

I should perhaps note in passing that for some countries, es-
pecially smaller ones, the option of operating monetary policy
to stabilize the exchange rate, whether a bilateral or trade-
weighted exchange rate, rather than the growth of the money
supply, can be quite attractive. Such a policy guide in ef-
fect transfers much of the responsibility for the basic direc-
tion of monetary policy to a country or group of countries
that are of great economic importance to the country in ques-
tion and whose actions will in any case have to be accommodat-
ed by smaller countries somehow. Such a policy, if adhered
to, ensures pretty much the same inflation performance over
time as the country or countries with which the exchange-rate
link has been established. In principle this could be better
or worse than would have been achieved under some kind of
purely domestic regime; in practice, exchange rate targetting
makes more sense the less scope there is to realize good mone-
tary management by focussing mainly on internal financial de-
velopments[1].

Perhaps, with the U.S. inflation rate at half that of Canada's and

unemployment also lower, the option seems superficially attractive.
Courchene disagrees saying Canada has maintained too strict a monetary
discipline with M1 well below target. If, as most monetarists do be-
lieve that greater M1 growth will encourage higher inflation, then he
seems to wish more inflation on Canada at a time when inflation is at
historic highs. IT he is saying that the very slow Ml growth has af-

fected real economic activity, that is causing the decline in GNP and
high unemployment then he is denying the basic tenet of his monetarist
tradition! His advocacy of wage and price controls or an incomes policy
is the next logical step.

Now | would like to comment a little more critically on particular
aspects of Professor Courchene's paper. In the early part of the paper
Professor Courchene describes the underlying philosophy of the Bank of
Canada and states that he agrees with that philosophy. In that philoso-
phy there is a peculiar belief in the symmetry of monetary policy. By
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that | mean that monetary policy that is excessively easy can certainly
cause inflation, and monetary policy that is excessively tight can cure
inflation. It is in the second part of that statement where | would
part company with the Central Bank and Professor Courchene. The problem
of curing inflation cannot be merely putting the cause of inflation into
reverse gear. Excessive money supply growth can certainly cause infla-
tion but tight money in and of itself was not the correct measure for
the entrenched inflation that Canada experienced in the Jlatter half of
the 1970's and early 1980's. Indeed some 20 pages later Professor Cour-
chene does make some marginal recognition of this point. For example,
he states that "in a period of high and/or rising inflationary expecta-
tions it is much easier to ratchet these expectations upward yet another
notch than it is to unwind them". In his conclusions, Professor Cour-
chene also seems to waffle a bit in that he concedes that almost all
other areas of Federal government economic policy were non-supportive to
the task of monetary policy of curing inflation. |If other policies were
needed to support anti-inflation measures (and they were certainly there
during the Anti-Inflation Board era) then the policy of monetary gradu-
alism was bound to fail without their help. Here is further evidence
that monetary gradualism was not the correct policy for Canada.

A second point relates to the Bank of Canada's and Professor Cour-
chene's philosophy that inflation is the cause of high interest rates
and not the reverse. He says that "in the process of gaining control
over the rate of money growth interest rates would have to rise tempo-
rarily". Once the impact of lower money growth had curtailed inflation
"interest rates would fall to lower levels because the "inflation premi-
um'  embodied in nominal interest rates would fall correspondingly".
What has happened in Canada over this period of particularly high and
volatile interest rates is that the inflation premium has, to some ex-
tent, been either augmented or replaced by a risk premium. That risk
premium is a function of two factors. The first is the volatility of
the rate of return on any financial asset and certainly anybody trading
bonds over the past few years has felt that volatility. And second, the
risk of default on bonds from private corporations rose during this
period of severe recession. Thus, when money supply is restricted and
high interest rates result, the following period will not have as low
interest rates as the previous period because the period of high inter-
est rates will have increased that risk premium, increased the volatili-
ty of the return on financial assets and increased the risk of default.
Thus, when tight monetary policy is used to fight inflation future peri-
ods will see higher interest rates. These high rates will form part of
business costs, raising the total cost of capital and thus resulting in
further cost push inflation. The magnitude of such cost push may not be
large when compared to the push from wages but could indeed be signifi-
cant.

My third point relates to the control mechanism and operating proce-
dures for monetary policy. Courchene is critical of the operating pro-
cedures of the Central Bank and has suggested the Central Bank should
control monetary aggregates through reserve control rather than by in-
fluencing interest rates. As part of this section, Courchene is also
critical of the money supply definition and suggests a somewhat broader
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definition. These two items are not separate problems. If the
definition of money supply were to be expanded significantly to include
all chequable deposits at all deposit taking institutions, then all
those institutions should also be required to carry reserve balances.
But the reservable balances should only be those that are within the
definition of money supply or else any reserve controlling system would
not necessarily operate effectively. To move to a reserve controlling
system the actual operations of the Central Bank would have to change

dramatically. Included in those changes would be, as | said earlier,
reserve requirements for all money supply defined balances and only
those balances. Secondly, elimination of the lagged reserves and re-

placement by a reserve that would be required to be held within that
particular period i.e. coincident reserve averaging. And thirdly, some
method of getting at reserve balances daily which would mean a market
for reserve funds in Canada similar to the market for Fed Funds in the

United States. Without considering the politics of these changes (e.g.
the requirement for reserves from provincially chartered institutions),
would they indeed be worth it? | think not.

There would seem to me to be very little improvement in monetary con-
trol from such changes. Further, the Bank of Canada at the present time
is quite capable to running a monetary policy that affects the levels of
economic activity in this country. Given the present severe recession,
and a recession only a year or so ago, one certainly should not doubt
the effectiveness of the Bank of Canada's policy in restricting the real

growth of the economy. I would question, whether the policies have as
much impact on inflation, which is another point -- and a matter which
would not be improved by any operating procedure | know.

Finally, | would like to repeat two quotes from Professor Courchene's
paper. The first concerns monetary policy in the late 1970's is, 'some-
thing clearly went wrong' and with that | thoroughly agree. And the

second is the final sentence in his paper which states 'monetary policy
has borne an excessive amount of the recent policy debate in this coun-
try whereas in fact the source of the problem often originated else-
where'', And with that | also agree. The pages between these quotes
seem to me to cast more doubt on the effectiveness of monetary gradual-
ism than to support that policy as the appropriate one for Canada in the
post 1975 period.

[1] Gerald Bouey '"Monetary Policy - Finding a Place to Stand". The 1982
Per Jacobsson Lecture delivered during the |.M.F. annual meeting,
Toronto, Canada, September 5, 1982.
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L. INTRODUCT I ON

In this paper, | take advantage of the fact that | am speaking opposite
Tom Courchene, who has sometimes been portrayed as sitting at the oppo-
site end of the Keynesian-Monetarist spectrum from Clarence Barber and
myself (hereafter BM). In particular, | will try to find thg reasons
why our conclusions and policy recommendations seem to be so d:fferen?:
what are these differences, and how much are they due to differences in
theory, how much to differences in empirical estimates, and how much to
differences in philosophy, values, or ideology. If it is possible to
dissect our points of view in this fashion, it may also become possible
to devise tests of empirical differences and to leave the reader to com-
bine the evidence with his or her own tastes and preferences. Strange
as it may seem, | do not think there is any significant difference be-
tween us in terms of basic theory: rather the sources of our disagree-
ments seem to be an approximately equal blend of differences in inter-
pretation of the evidence and differences in value judgement, where the
latter no doubt have some influence on the former.

The first part of the paper provides a brief sketch of a theoretical
framework which appears broad enough to include both Courchene and BM.
Not unusually, the framework includes a demand curve and supply curve,
and the issues that appear to divide us are considered under these two
headings. Demand issues include the choice of the appropriate m?netary
aggregate (Ml versus M2) and fiscal policy, while supply issues |nc]9de
institutional factors, the role of '"credibility,'" and Canada-U.S. dif £=
ferences in recent inflation performance. In the light of this analy-
sis, the last part of the paper provides a very quick review of the past
and a discussion of policy for the future.
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L.2 A COMMON ANALYTICAL FRAMEWORK

The following framework would, | think, be acceptable to a spectrum of
macroeconomists sufficiently broad to include both Courchene and myself.
Figure 1 depicts aggregate supply and demand curves in a diagram that
measures the inflation rate on the vertical axis and the level of output
or real GNP on the horizontal axis. The position of the demand curve
will depend on a number of variables, including the rate of growth of
the money supply, changes in the expected inflation rate, and changes in
fiscal and foreign variables. The position of the supply curve depends
on the expected inflation rate, the rates of increase of wages and pric-
es fixed by contracts in earlier periods, and price shock terms such as
changes in real energy prices. Also the imposition of wage and price
controls could initially result in a downward shift in the supply curve.
Changes in any of these variables will result in shifts in supply and
demand curves in the short run, and the amount of the shifts may depend
on expectations regarding the policy regime. However, in the long run,
and abstracting from economic growth, the demand and supply curves will
intersect at the full employment or "natural" level of output (Y) and at
an inflation rate that is equal to the rate of growth of the money sup-
ply.

Within this common framework, it is possible to attribute differences
between Courchene and BM to: (i) differences in estimates of the rela-
tive importance or reliability of the various factors affecting the sup-
ply and demand curves; and (ii) differences in tastes, methodology, or
ideology. On the first point, Courchene believes that a steady reduc-
tion in the growth of an appropriately defined monetary aggregate will
produce a steady downward movement of the demand curve. Expected infla-
tion will adjust downwards simultaneously, especially as people become
convinced that the authorities will adhere to their announced monetary
policy. Thus, the supply curve will lag only slightly behind the demand
curve as both move vertically downwards. BM, on the other hand, would
question these judgments and attach a greater importance to non-monetary
factors influencing the demand curve, as well as to price shocks and in-
flation inertia. Consequently, they would favour more direct means of
shifting the supply curve in conjunction with measures to shift down the
demand curve. They believe that the Courchene policy would result in
very high unemployment during a long process of adjustment. On the
question of tastes, as compared with BM, Courchene is inclined to attach
greater weight to the costs of inflation as compared with the costs of
unemployment, he dislikes interventionist policies and has more faith in
the market mechanism, he focuses more on demand than supply and more on
the money market than the labour market, and he distrusts evidence based
on econometrics.

Without concerning ourselves too much with the differences in taste,
it should be possible to reach some conclusions regarding the first set
of issues on the basis of empirical evidence. However, this may not be
possible if we cannot agree on what constitutes acceptable evidence.
Courchene distrusts econometric evidence because, as argued by Robert
Lucas, parameters estimated over a period of "permissive' monetary poli-
Ccy are bound to be different from the parameters during a period of
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""non-permissive' monetary policy. While this is certainly a valid
point, it raises the question of just what event Courchene would accept

as inconsistent with his point of view. Having discounted econometric
evidence, he seems to turn frequently to unsubstantiated '"beliefs." For
example, in 1975, he 'believed'" that short run adjustments are completed
within a year, so that the authorities are ''well advised" to treat the
Phillips curve as vertical "for any planning horizon that is longer than
one year" (p. 28). It seems, however, that the one year has now become
three to five, for in 1981, he thinks that it is "unrealistic... if more
than three to five years - say the duration of a business cycle - were
needed to establish the credibility of a truly consistent policy." (p.
291) . In neither case was there any kind of evidence advanced in sup-
port of the beliefs. In the following pages | try to steer a middle
path between 2 blind adherence to econometric evidence that may change
with the policy environment and a retreat from any kind of evidence to
assertion and beliefs.
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L.3 DEMAND 1SSUES

k.3, Monetary Policy

If monetary policy is measured by the rate of growth of narrowly defined
money, then it is clear that the Bank of Canada has delivered on its
promise of declining rates of growth of the money supply. The target
growth rates for M1 have been reduced from 10 to 15 percent to 5 to9
percent, and Ml has never exceeded its upper limit except during postal
strikes. On the other hand, Ml has been substantially below its lower
limit in 1976 and again in 1981-82. Further, as compared with the pre-
monetarist days the growth rate of M1 has been very stable (Fortin
(1979) ), although certainly not stable enough to please the moneta-
rists. Nevertheless, the growth rate of nominal GNP has not declined in
line with the growth rate of MlI, and since 1978 the rate of inflation
has increased. Key issues, then, are whether or not Ml is the appropri-
ate definition of money and, if so, why the growth of nominal GNP has
moved upwards at the same time as Ml growth has been moving downwards.

According to Courchene (1981, p. 169), the "ultimate policy goal is
to exert some control over the rate of growth of nominal income and,
hence, inflation," and to this end "the preferred definition of money
should be the one that best predicts the time path of future levels or
rates of growth of nominal GNP..." (emphasis in the original). He ar-
gues, however, that the available evidence on this issue (to which no
reference is given) 'does not provide a clear-cut case for favouring MI
over a broader monetary aggregate." Yet back-of-the-envelope calcula-
tions for the past decade provide a rather strong case for Ml over M2.
This can be seen from the following coefficients of variation (R2) be-
tween the annual growth rates of nominal GNP over the period 1971-80 and
the annual growth rates of Ml and M2 (data are from Department of Fi-
nance, Economic Review, April 1982, Reference Tables 3 and 87):

Definition Money lagged Contemporaneous Money leading

of money one year one year
M1 .62 .00 .03
M2 .00 23 .35

This simple exercise would seem to provide rather strong grounds for re-
jecting M2 according to Courchene's own criterion. Furthermore, as sev-
eral authors have noted, M2 may give misleading signals because changes
in the savings rate or the share of savings that pass through the banks
may result in large changes in M2. Nowhere has this problem been more
evident than in the United Kingdom, where, according to Buiter and Mill-
er (1981), M3 has been "perversely endogenous.'[1]

The ability of Ml to predict nominal GNP growth improves rather dra-
matically if one allows for the influence of interest rates on velocity
(i.e. on the ratio of nominal GNP to the money supply) . One would ex-
pect people to economize on their holdings of Ml relative to their in-
comes when nominal interest rates rise. This implies that for given
money supply growth, nominal GNP growth will depend positively on the
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change in interest rates. Regressions for the ten year period 1972-81, would be 6.2 percent rather than -1.0 percent[2]. While it is unlikely
using annual data, give the following results: that either of these polar cases would turn out to be true, it seems im-
possible toc know where within this large range the truth would lie.
5
= R® = .53 DW = 0.96
1 Ay =»4m _, +2.9
(4.1) TABLE 1
:
(2) A X & A m gt 1.15 + 1.65 Ai R® = .96 DW = 2.12 Sources of Growth of Nominal GNP, 1972-198]

(3:9) (9.0) Growth of nominal GNP due to:

;
L Lagged Money Change In M1 Growth Change In
Plus Constant Interest Rate Error Total Rate Interest Rate
) (1.2 +Amtﬁl) (1.65 A i) (Am) (AV)
where Y is the growth rate of nominal GNP, Am is the growth rate of M1, |
Ai is the average change in the treasury bill rate over the past two ?
years [i.e. Ai = 1/2 [it - ig-1)+ (g3~ §4-3] = 172 (ip - 1_»)], and 1 1972 13.9 =240 - .5 1.4 14.3 =i ;2
the figures in brackets are t-statistics. The data and results are giv- | 1973 155 1.6 3 17.4 4.5 1.0
en in Table 1. Using equation (2) to predict one year ahead to 1982, 1974 15.7 3.4 .3 19.4 9.3 2.1
the predicted growth rate of nominal GNP is 6.6 percent, which may turn 1975 10.5 1.6 0 12.1 13.8 1.0
out to be quite close. 0On the other hand, the relationship falls apart 1976 15.0 9 ~ b 15.5 8.0 .6
if it is used to "backcast" for years prior to 1972. , 1977 9.2 -l 3 9.3 8.4 - .
It is clear from the table that the high degree of slippage between 1978 9.6 ~ i .9 10.3 10.0 -
lagged money growth and GNP growth over the past four years has been due 1979 11.2 3.6 =11 13.7 6.9 2.2
to: (i) very large increases in nominal interest rates:; and (ij) the 1980 8.1 3.2 = o 10.6 6.3 2.0
strong response of velocity to these increases. On average, for given 1981 7.5 k.9 .9 13.3 3.0 3.0
money growth, rising interest rates added an estimated 3.5 percentage
points to GNP growth in each of the four years 1979-82. The sources of Qut-of-sample
this slippage have been all the factors contributing to rising interest
rates for a given money supply growth. Such factors include the food 1982 L.2 2.4 .. 6.6 .. 1.5
and energy price shocks of the period, the failure of wage and price in- :
flation to decline in step with declining money growth, and, at least in
1979, the increase in aggregate demand arising from a mini-resource boom Note: Data on Money supply rates relate to averages for the year.
and the current and lagged effects of a relatively strong U.S. economy.
Interest rates would also have increased less if fiscal policy had been Sources: Department of Finance, Economic Review, April 1982
more restrictive, a point which will be taken up shortly. OECD, Historical Statistics 1960-1980, 1982
Furthermore, despite the fact that R? = .96, equation (2) would seem
to be of dubious value in terms of future forecasting ability. A key
question is whether the very large reduction in the demand for M! and In summary, then, our evidence suggests that M1 is an unsatisfactory
resulting increase in velocity, which was apparently caused by rising target variable, while the relation between M2 and GNP, while apparently
nominal interest rates, will reverse itself as interest rates fall. I f stable over the past ten years, seems quite impossible to predict for
this is the case, then falling interest rates will be accompanied by the future. Under these circumstances, it seems that narrow bands for
nominal GNP growth substantially below money growth, just as the oppo- money supply targets make little sense however money is defined, and the
site has been the case during the period of rising interest rates. |If only alternative is an eclectic and flexible approach based on all
this were the case but the authorities nevertheless persisted with low available information and indicators, including money supplies, real and
rates of monetary expansion, the GNP growth rate consistent with lower nominal interest rates, the exchange rate, and information regarding in-
interest rates could easily be a negative number. For example, if the stitutional developments in the financial sector and conditions in in-
equation continued to hold, the 1983 GNP growth consistent with a 9 per- terest sensitive sectors of the economy. Under these conditions, the
cent interest rate in 1983 and 5 percent money growth in 1982 would be most important choice is probably between relatively stable real inter-
-1.0 percent. On the other hand, if the reduction in demand for Ml est rates and a less stable exchange rate, or vice-versa[3].
turned out to be completely non-reversible, the consistent GNP growth
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1 632 Fiscal Policy

Turning now to fiscal policy, it has been seen that a tighter fiscal
policy accompanied by the rates of money growth that actually prevailed
would have resulted in lower interest rates and lower rates of growth of

nominal GNP. Alternatively, the same rates of growth of nominal GNP
could have been achieved by a different fiscal monetary mix. In asking
whether or not a different mix would have been better, a prior question
is to ask what in fact has been the stance of fiscal policy. On this
point, it is important to adjust recorded values of government deficits
for two kinds of distortions. First, we wish to obtain an estimate of
the deficit that would prevail at ''normal' levels of economic activity,

eliminating the effects of the business cycle on tax revenues and pay-
ments of unemployment insurance. Second, we wish to eliminate the dis-
tortions arising from the inclusion of the inflation premium component
of interest payments in recorded government deficits. The rationales
for both of these adjustments are well known and generally accepted, al-
though Courchene erroneously questions the principle of the second ad-
justment[4]. Estimates of both of these adjustments have been made by
the Department of Finance for the period 1970-80 and published in the
Economic Review of April 1981 (pp. 87, 175). The results of these ad-

justments, which are discussed in more detail in Kennedy and McCallum
(1982), are set out in Table 2[5].
If we look first at the position of the federal government alone, it

can be seen after correcting for both inflation and the business cycle
the average federal government deficit was zero over the period 1970-80.
Furthermore, federal fiscal policy up to 1980 has been counter-cyclical:

on average the adjusted budget surplus (B3) increased by one percentage
point of GNP in response to a one percentage point increase in employ-
ment growth. In particular, the adjusted federal budget balance in-

creased substantially during the resource boom years 1973-74 and 1979,
while it moved sharply into deficit in the weak years 1975 and 1977-78.
A final point to note is that the adjusted federal budget was balanced
in 1980. Thus, over the decade to 1980, the adjusted deficit was bal-
anced on average and at the end of the decade, and it was strongly
counter-cyclical. |If we include all levels of government, including the
Canada/Quebec Pension Plans, the average adjusted budget balance was a
surplus of 1.7 percent of GNP over the period 1970-80. It can be seen
from the table that fiscal policy by the non-federal government sector
was on average slightly counter-cyclical, but much less so than federal

fiscal policy. The era of counter-cyclical policy came to an end in
1981 when the «cyclically adjusted federal balance shifted into surplus
by an amount equal to some $5 billion or 1.4 percent of GNP. This shift

occurred as the Canadian economy entered its worst recession since the
thirties, and since it seems that the projected increase in the unad-
justed federal deficit in 1982 is the result of the recession and lower
oil prices, there appears to have been no relaxation of federal fiscal
policy in 1982. Indeed, as suggested in Kennedy and McCallum (1982),
Canada's fiscal policy at the present time is probably tighter than that
of any other major country, with the possible exception of the United
Kingdom.
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TABLE 2

Fiscal Policy Indicators

Federal Government All Levels of Government
Budget Balance as
Percent of GNP,
Average 1970-80%
(i) B1 =1 % -0.9
(ii) B2 -1.5 -0.5
(iii) B3 0.0 +1.7
Relation Between
Employment and Change
In Budget Balance
1971-80%%
(i) B2 3] .53 (2.2) .63 (2.0)
R? .38 .34
(ii) B3 B .98 (3.L4) 1.36 (3.6)
R2 .59 .61

Notes: * B1 is actual budget balance, B2 is cyclically adusted budget
balance, and B3 is budget balance adjusted for cycle and in-
flation.

*% Based on equation AB =a+BAN, where AB is the change from
the previous year in the budget balance as a percent of GNP
and AN is the percentage change in total employment. Figures
in brackets are t-statistics.

Source: Department of Finance, Economic Review, April, 1981, and

Kennedy and McCallum (1982).

An assessment of this record depends entirely on what one treats as
the objectives of fiscal policy. |If the purpose is to help to stabilize
the economy at its full or natural unemployment rate while maintaining a

balanced budget in the longer run, then fiscal policy between 1971 and
1980 should be awarded high marks, while fiscal policy in 1981-82 should
be judged a failure. If, on the other hand, the purpose after 1975 was
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to exercise fiscal restraint, then 1977-78 should be regarded as a
failure and 1979-81 as a period of success. The choice between these

two sets of criteria depends essentially on whether one is in favour of
a policy of reducing inflation by shifting down the demand curve in ad-
vance of the supply curve, or at least without any assurance that the
supply curve will shift down in line with the demand curve. In other
words, the assessment depends on whether one is in favour of a policy of
reducing inflation through the deliberate creation of high unemployment,
or at least through the acceptance of a high probability that the policy
will result in high unemployment. The differences between evaluations
of fiscal policy by Courchene and BM seem to depend entirely on this
point. Thus, given the stance of monetary policy, BM (1980, Ch. 2) com-
mented favourably on federal fiscal policy in the years up to 1980,
while Courchene's assessment was negative, at least up to 1978. It
seems probable that both sides would favour a change in the fiscal-mone-
tary mix in the direction of tighter fiscal policy and easier monetary
policy, but they differ on the appropriate degree of tightness of fis-
cal/monetary policy as a whole. This latter difference itself depends
on differences on the supply side, a topic to which we now turn.

1.4 SUPPLY ISSUES[6]

Two of the central issues in macroeconomics today are: (i) the degree to
which unavoidable price shocks result in upward pressures on domestic
money wages and prices, and hence upward shifts in the aggregate supply
curve of Figure 1; and (ii) the extent of downward inflexibility of
wages and prices and hence of the supply curve in the face of restric-
tive demand policies. On both of these issues, one group would empha-
size the central importance of a credible policy of monetary non-accom-
modation, while a second group would attach an important weight to
institutional or structural factors. In Tlarge measure the differences
between the two groups are a question of degree, but there are neverthe-
less important differences in degree and important differences in the
implications for policy. The first two parts of this section deal with
the issues of institutions and '"credibility", while the third part ad-
dresses the question of why the United States appears to have had more
downwardly mobile wage and price inflation than Canada.

1.4.1  The Role of Wage Bargaining Institutions and "Social Consensus"

When the Bank of Canada announces that it will accommodate wage increas-
es of only x percent, no one in the private sector is in a position to
give an effective response. Every union and company knows that its own
acquiescence to wage and price restraint will have no significant effect
on aggregate inflation and that if others do not also acquiesce then the
workers will suffer a reduction in their real and relative wages. Fur-
thermore, since everyone knows that many of the wages that will prevail
in the next year or two have already been set by contract, it is clear
that a substantial fraction of the population will not respond to cen-
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tral bank announcements even if all those setting new contracts do
respond. Therefore, under North American style wage bargaining, no one

will want to be the first to accede to 'restraint'. The situation is
quite different under a system of centralized or synchronized wage con-
tracts. If all wage contracts are settled at the same time of year,

then it may be possible to achieve a simultaneous de-escalation of wage
and price inflation without distortions of real and relative wages.
This is not to say that such a simultaneous de-escalation is easily
achieved, but it is at least within the realm of possibility.

Eighteen countries are classified according to their wage bargaining
arrangements in Table 3. The first four columns, taken from Crouch

(1981) , may be explained briefly. Centralized unions are said to exist
where ''either union confederations dominate collective bargaining or in
which there is evidence of tight national coordination". The second

column indicates the level of development of autonomous shop-floor bar-
gaining, while employer coordination (column 3) exists when "employers
are prepared to hand over many of their bargaining rights to a central
confederation or a small number of industry-level associations, and when
confederations have some sanctions to ensure that individual firms do
not 'break rank'". The fourth column relates to effective works coun-
cils or "institutions of concertation', and the ambiguous cases under
this heading are ‘''countries which have elaborate formal provisions for
works councils, but in which observers seem to agree that the institu-
tions are hollow and meaningless'. The fifth column indicates each
country's composite position, where two points are given for each 'yes',
one point for each question mark, and no points for each '"no". Finally,
for reasons that will be discussed shortly, the final column gives each
country's long run strike rate, defined as the average number of working
days lost per thousand employees outside agriculture over the post-war
period (1950-1978) .

Essentially, then, we have five centralized/corporatist countries
(Group 1) and eight decentralized/non-corporatist countries (Group 11).
The three countries in Group |Il are semi-centralized/semi-corporatist,
lying somewhere between Groups | and |I1I. It is important to emphasize
that this «classification relates to the extent of private sector cen-
tralization, or the extent to which individual unions and companies have
delegated power to their central representatives. Thus, Australia and
France, for example, are classified as decentralized despite the fact
that the government of Australia operates a highly centralized system of
wage arbitration while the government of France is certainly centralized
and may also be regarded as dirigiste. Japan and Switzerland are both
highly corporatist in the sense of corporate paternalism, although not
in the sense of centralization. These two countries have been listed
separately on the grounds that corporate paternalism may be viewed as a
logically distinct form of organization.

If centralized or synchronized bargaining plays an important role, we
would expect Group | countries to perform better than Group Il countries
when faced with either a major price shock or the need to reduce an on-
going inflation rate. Group IV might also be expected to perform rela-
tively well, partly because Japan has synchronized (but not centralized)
wage bargaining, partly because the Swiss system is fairly centralized,
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TABLE 3 and partly because workers might be expected to be particularly
responsive to corporate wishes under the paternalistic/lifetime employ-
Strike Rates and Industrial Relations Characteristics ment systems prevailing in these two countries. "Performance' must in-
in Eighteen Countries. clude at least two dimensions: inflation and unemployment. More spe-
‘ cifically, one may advance the hypothesis that following the major
Low Shop Employer Strike shocks of 1973-1974, Group | countries would face ejither a relatively
Centralized Floor Coordin- Works Compo- Rate* | small increase in inflation or a relatively small amount of ]abour mar-
Unions Autonomy ation Councils site 1950-78 | ket "slack" or some combination of the two.
Group I A major difficulty is to construct an indicator of labour market
slack that is comparable across countries. For lack of a better alter-
Norway HHE Yes yas ves 8 e native, the average labour market slack in 1974-80 was defined as the
Sweden Yes Yes Yes Yes 8 39 difference between the average unemployment rate in 1974-80 and the av-
: erage unemployment rate in 1967-73. The latter measure is used as a
Germany b ves e waim - e proxy for the base or '"natural' unemployment rate. For fourteen coun-
Austria Yes Yes Yes Yes 8 30 tries it was possible to use standardized unemployment rates, while the
unemployment data for two countries (Denmark and Ireland) are based on
Hertherdanss = tes b b ? 3? national definitions. Two countries, Switzerland and New Zealand, were
8 44 excluded because no unemployment series could be found (also Switzerland
is a difficult case because of the very large reduction in the number of
s guest workers) . On the basis of the limited evidence available, it
Italy No No No ” 1 873 would appear that demographic and unemployment insurance factors have
not been such as to bias this measure in the direction of either Group |
Canada NG ND N e ° =66 or Group || (see McCallum (1982) ).
United States No No No No o 499 The results of this test are illustrated in Figure 2, which plots
each country's labour slack variable on the horjzontal axis and each
lreland E NS NS Wg L 494 country's increase in inflation between a base period (1971-73) and the
United Kingdom 2 No No No ’ 244 post-OPEC period (197L4-80) on the vertical axis[7]. A glance at the
chart makes clear that Groups | and |V have out-performed Groups || and
AUSErE] 18 Ne Gy Ne Ne S 11 by a very large and statistically significant margin. Within each
France No ” No 2 2 226 of the two major groups there is evidence of an inflation-unemployment
trade-off; but in comparing the two groups as a whole, on average
New Zezland ? Ne W s 2 Groups Il and IIl had five points of extra inflation or some four extra
0. 4 points on their unemployment rates or some combination of the two. No-
e - tably poor performers, even by Group I1/11| standards, were Britain and
Group III Italy, while a notably good performer even by Group I/1V standards was
FY ATERa " No Yes ” 4 627 Austria. A1l other countries, including Canada, were close to the re-
gression lines drawn in the diagram. As discussed in McCallum (1982),
Belgium ? ? No ? 3 295 these results appear to be robust in the face of change in the exact
Denmark — No Vas Yes 6 158 time periods used in the definitions. Also, it was found that: (i)
——— o productivity growth in 1974-80 was higher for Group | than for Group |1;
a:2 340 and (ii) the reduction in the average share of profits in manufacturing
Group TV value added between 1967-73 and 1974-80 was less for Group | than for
Group I1. It cannot be argued, therefore, that the good inflation per-
Japan No ? No Yes 3 181 formance of Group | in relation to Group || has generally been at the
Switzerland " " Yes Yes 6 3 expense of a larger squeeze in profits. Finally, while it is still too
, early to come to any strong conclusions on this point, it appears that
) ) ) ) ¢ the relative performance levels of the different groups in the aftermath
* Strike rate is defined as working days lost per thousand employed " St s .
outside agriculture. of OPEC || are following a similar pattern to experience in the after-
math of OPEC |. ’
Sources: Columns 1 to 4, Crouch (1981) Two further points may be ruised about these results. The first has
Column 5, See text. . . s g . .
Column 6, Yearbooks of International Labour Organization to do with whether the relationship depicted in Figure 2 would be stable
§
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in the face of a change in policy regime. This issue relates to
credibility effects which are discussed in the next section. The second
point relates to the exportability of the institutions that seem to have
worked so well for Groups | and |V, and this raises the additional gues-
tion of why, if these institutions produce such good results, they have
not already been established in the Anglo/Latin countries of Group 11.
Without trying to delve too deeply into complex social and historical

comparisons, it should nevertheless be emphasized that strong con-
straints on local autonomy over wage setting are an absolutely necessary
condition for the viability of centralized bargaining systems. If, for

example, a nation-wide wage agreement were negotiated in Canada but
without any constraints on local bargaining, there seems no reason to
suppose that such an agreement would have any effect on final outcomes.
In one way or another, local wage bargaining autonomy has been 1imited
significantly in all Group | countries. Also to be noted is that the
existence of centralized or synchronized wage bargaining is closely cor-
related with low strike levels and effective institutions of labour-man-
agement cooperation. While one can debate endlessly on which of these
items is cause and which is effect, it seems more accurate to say that
all of them are due to factors that may, for lack of a better term, be
called the degree of social consensus. Thus, the results just presented
reinforce the treatment given in BM(1982).

Since Canada is not about to abandon local wage bargaining autonomy
or move to a system of corporate paternalism, the prospects for direct
importation of such systems are remote. It may be that stagflation is
the price we will have to pay for our preference for decentralized in-
dustrial version of Group |/IV systems that may be workable in a Canadi-
an setting. It is argued in McCallum (1982) that this last possibility
is not as utopian as it might at first appear.

L.4,2 Credibility Effects

There is no disagreement on the point that a very large recession will
result in lower wage and price inflation. Rather the point at issue is
whether wages and prices will become much more downwardly flexible once
people come to believe that the monetary authorities will stick to their
policy of restraint even in the face of very large increases in unem-
ployment. This question may be examined both at a theoretical level and
on the basis of empirical evidence. Let us suppose first that everyone

is fully convinced that the authorities will follow through with their
announced policy of monetary restraint. This knowledge may induce a
greater downward wage flexikility if: (i) people become convinced that
others will also accept lower wage and price increases, and therefore

the expected inflation rate declines; or (ii) to the extent that others
are not expected to exercise restraint, people may believe that there
will be a recession and for that reason they may accept lower wage in-
creases. I'f everyone behaved according to (ii) and accepted lower wage
increases in the belief that there would be a recession, then the extent
of the recession would thereby be reduced, and the employment costs of
reducing inflation would also be less as a result of credibility.
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While there seems little doubt that these considerations will have
some effect, their importance may be rather limited for a number of rea-
sons. First, to the extent that many wages and prices are pre-set by
contract, there will remain an element of inertia and the effect of pol-
icy credibility on expected inflation will be correspondingly reduced.
Second, firms and workers may believe that the tight monetary policy
will not induce a major recéssion because substitutes will be found for
the monetary aggregate subject to control, and therefore that much of
the effect of tight money will be offset by an increase in velocity.
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Third, firms and workers may not pay a great deal of attention to
monetary policy announcements in forming their inflation expectations
and settling their wage contracts. Fourth, even if a recession is ex-
pected, some industries may not be very sensitive to moderate reces-
sions. Fifth, even if people are convinced that the loss of jobs re-
sulting from non-compliance with wage restraint will be significant,
they may nevertheless opt for that increase. Much of the loss of jobs
may be offset by retirements, many workers may be protected by seniority
provisions, and perhaps people may expect government assistance in the
form of subsidies or tariffs if conditions became too bad. Firms may
also be willing to concede a large wage increase in the interests of la-
bour peace and morale, especially if the degree of competition is rela-
tively low.

Thus, while credibility might be expected to play some role, the im-
portance of the effect would seem to be an empirical question. Further-
more, since the amount of credibility is not something that can be meas-
ured directly, it 1is difficult to conduct empirical tests of its
importance. Nevertheless, some evidence on the question may be obtained
by comparing the current recession (1981-82) with the recession of the
mid-seventies. It is generally agreed that monetary policy in most
countries has been much less accommodating at the time of OPEC |l than
it was at the time of OPEC |. Far more governments today base their
monetary policy on growth rates of monetary aggregates than was the case
in the early seventies, and certainly governments in recent years have
shown a much greater tolerance for high real and nominal interest rates
and high unemployment rates than was the case in the early and middle
seventies. If credibility effects play an important role, one might
therefore expect to find that the 1981-82 recession was more "efficient"
than the 1974-75 recession, where a recession may be defined as effi-
cient if it achieves a large reduction in inflation for a given degree
of unemployment or '"slack'. While it is too early to answer this ques-
tion with certainty, the evidence available as of the fall of 1982 is
not very encouraging.

. In terms of OECD countries as a whole, it can be seen from Table
L that the inflation rate fell from a peak of 11.7 percent in
1974 to 7.9 percent in 1976. The corresponding figures for 1980
and 1982 (estimated) are 11.5 percent and 8.0 percent. In return
for approximately equal reductions in inflation, the table indi-
cates that both the level and increase in unemployment were sub-
stantially larger in the early eighties than in the mid-seven-
ties. On the other hand, it can be seen that wage inflation was
better contained in the more recent period, and is expected to be
less than 10 percent in 1982.

2. The most extreme case of determined monetarism is probably the
United Kingdom. The OECD expects the British inflation rate (as
measured by the GNP deflator) to be 8 1/2 percent in 1982, while
hourly wage rates in manufacturing are expected to rise by 10
percent in the same year. This seems to be interpreted as a suc-
cess for the government's policies. Yet even the most unrecon-
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TABLE &4
Inflation and Unemployment in OECD Countries,
1970-1982
Unemployment Wage
Inflation Ratex* Rate¥:x Inflationsds
1970 5.8 3.3 .o
1971 6.0 3.8 o
1972 5.6 3.9 @
1973 7.7 3.6 13.1
1974 11.7 3.9 16.2
1975 17.1 8.5 16.8
1976 7.9 5.6 130
1977 8.0 5.6 11.4
1978 8.2 5.6 11.5
1979 9.4 5.5 1.3
1980 11.5 6.2 . 12.6
1981 8.9 1s2 10.1
1982e 8.0 8.5 8.8

* GNP deflator
*% National definitions
*%¥% Hourly earnings in manufacturing

Source: OECD, Historical Statistics 1960-1980, Paris, 1982.
OECD, Economic Qutliook, Paris, July, 1982.

structed of British Keynesians would probably have readily
conceded in 1979 that three years of double digit unemployment
rates would have a substantial depressing effect on inflation.
Furthermore, British wage inflation has been very volatile in the
past, falling from 30% in 1975 to 5% in 1977 and then increasing
to 18 percent in the following year. There remains considerable
doubt as to whether or not inflation will reaccelerate as and
when the economy eventually recovers.
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3. Probably the United States is the country where the strongest
case can be made for the importance of credibility effects. How-
ever, in terms of price inflation, the evidence to date seems to
point to a worse performance in the early eighties than in the
mid-seventies, as the peak-to-trough reduction in inflation was
slightly greater in the mid-seventies than in the early eighties.
As measured by the GNP deflator, the U.S. inflation rate fell
from 9.3 percent in 1975 to 5.2 percent in 1976, as compared with
an expected reduction from 9.2 percent in 1981 to 6 percent in
1982. This was so despite the fact that the unemployment rate in
the more recent period has been higher than in the earlier peri-
od. These figures must be treated as tentative since the 1982
data are estimates only, but they certainly do not indicate any
significant improvement in terms of the inflation reduction asso-
ciated with any given unemployment situation. On the other hand,
there has been a greater reduction in wage inflation in the early
eighties than was the case in the earljer period. As measured by
hourly earnings in manufacturing, wage inflation in the United
States is expected to fall from 9.2 percent in 1981 to 6.5 per-
cent in 1982, as compared with a decline of just under one per-
centage point in the mid-seventies.

To conclude, as of the fall of 1982, there seems to be little evi-
dence that credibility effects have yet provided any additional downward
flexibility to inflation rates. Indeed, inflation appears to have been
less responsible to economic slack in 1981-82 than it was in 1975-76.
However, there is some evidence pointing to greater downward flexibility
of wage inflation in the United States, although it is difficult to dis-
tinguish the effects coming from macro-policy credibility as opposed to
effects coming from the greater severity of the current recession and
very weak conditions in certain industries such as automobiles and

trucking. It is true that these weak conditions in particular indus-
tries are in part the result of government policies, such as the deregu-
lation of trucking and perhaps a reduced willingness on the part of the

U.S. government to protect particular industries from foreign competi-
tion. However, policies of this kind, while they may have played an im-
portant role, are not related to macro-credibility, but rather come un-
der the heading of "policies to increase competition', and it is nothing
new to say that such policies may increase wage-price flexibility in the
affected industries.

L.4.3 Canada's Resource-Based Economy

It could be argued that the much lower inflation rate in the United
States than in Canada has been partly the result of a greater degree of
policy credibility in the U.S. Before discussing this issue further, it
is important to set out a few facts. Wage inflation in the United
States has been much more stable than wage inflation in Canada. Between
1972 and 1975 Canadian wage inflation (as measured by hourly earnings in
manufacturing) rose from 7.9 percent to 15.8 percent, and between 1978
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and 1981 it rose from 7.2 percent to 12.1 percent. In contrast U.S.
wage inflation between 1972 and 1981 was never below 7.0 percent and
never above 9.2 percent. As compared with Canadian increases over the
periods just mentioned of 7.9 and L.9 percentage points, the correspond-
ing U.S. figures were 2.0 and 0.6 percentage points[8]. Essentially,
then, the price shocks of the seventies were incorporated only very par-
tially into U.S. wage inflation as compared with Canadian wage infla-
tion. This meant that one-time upward shocks to the price level were
incorporated more permanently into inflation in Canada than in the Unjt-
ed States. Consequently, in the years immediately following such shocks
price inflation returned quite quickly to close to its pre-shock level
in the United States but not in Canada. These statements receive strong
confirmation in similar price equations that were estimated for the two
countries (McCallum (1982a)): the results indicate that some three-
quarters of the effects of food and energy price shocks were permanently
incorporated into the Canadian inflation rate, as compared with only
one-third for the United States.

Thus, when comparing Canadian and American inflation experience, the
key question to ask is why Canadian wage inflation rose by so much more
in response to the shocks of 1973-74 and 1979-81 than did U.S. wage in-
flation. When the issue is posed in this fashion, it becomes clear that
the differences between the inflation process in the two countries pre-
dates Reaganomics and is therefore not likely to depend on credibility
effects coming from such sources as the firing of air traffic control-
lers. If it comes to pass that U.S. wage inflation declines by a great
deal more than Canadian wage inflation in 1982, then a Reagan-based ex-
planation may be in order, but at the time of writing it is not clear
whether or not this will be the case. I't is still possible that one
source of the difference between the two countries was a more credible
non-accommodating monetary policy in the Unjted States throughout the
seventies, but while this may well have been a factor in the first half
of the decade, it appears that Canadian monetary policy was tighter than
that of the U.S. in the latter part of the seventies (e.g. Fortin
(1982a)) .

A major difference between Canada and the United States is that we
are a resource-based economy, and it is possible that this factor ac-
counts for much of the difference in inflation performance. Manufac-
tured goods make up some two-thirds of our imports but only one-third of
our exports, whereas Americans are large net exporters of manufactured
goods. Consequently, when world prices of basic commodities rose dra-
matically in the early seventies, Canada was a net gainer while the U.S.
was a net loser. Between 1972 and 1974 Canada's terms of trade (the ra-
tio of export prices to import prices) increased by 15 percent while the
U.S. terms of trade declined by 13 percent over the same period.

An immediate impact of large increases in world commodity prices is
to raise resource sector profits dramatically. Firms in forestry, min-
ing, and other primary industries immediately receive the benefits of

the higher prices while their costs are not affected right away. How-
ever, workers in those industries will naturally want their share of the
good times, and they will be in a strong bargaining position since the
companies will be able to afford large wage increases and they will want
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to avoid 3 strike at g time of high prices, Thus, resource sector
workers may be €Xpected to receive large wage increases which may then
Spread to other Sectors of the e€conomy . Furthermore, boom periods in
agriculture, mining, oj] and forestry have multiplier effects on demand
conditions ijn the rest of the €conomy, leading to falling unemployment
and further inflationary Pressures, This is especially trye of western
Canada, pyt Ontario and Quebec also have substantija] resource sectors,
and much of the additiona] demand from western Canada js met by firms
located ip central Canada.

Figure 3 provides evidence that is consistent wjth this view. The
top part of the chart Plots the Percentage change in the relatjve price
of Canadian €Xports (the Percent change jn éXport prices minus the per-
cent change of the price deflator for tota] GNP) . Both worid commod i ty
Prices and Canadian eéxport prices were eXtremely stable for the two dec-
ades following the end of the Korean War in the early fifties, Both se-
ries then increased very sharply in 1973-74 ang again, but less dramatj-
cally, in 1979. I't can be Seen  from the chart that these were also
Periods when the share of Corporate profits in national income increased
very substantially. Furthermore, in both 1973 and 1979 average weekly
wages and salaries rose by substantially more for the Primary sector
(forestry and mining) than for the industriaj CoOmposite as g5 whole,
While this evidence does not  in jtself tell us how much of an impact
came from thig Source, jt js certainly highly suggestive, as well as
consistent wjth econometrjc estimates Pointing to @ positive relation
between wage inflatijon and changes in the terms of trade (e.g. Helliwel]
(1982) ).

I't might also be noted that the highest growth rates of total employ-
ment were recorded in the three years of rapidily rising €Xport prices:
1973, 5.0 percent; 1974, 4.0 percent; and 1979, 4.p percent (see
chart) . This s consistent wijth earlier results (BM (1980) ) showing a

rate. Another 1jnk between resource booms and inflation relates to the
construction industry. I't was widely believed, for example, that the
very large wage settlement reached wijth the St, Lawrence Seaway con-
Struction workers in 1966 set the tone for the subsequent increase jn
wage settlements in the rest of the €conomy. Wage increases in con-
Struction have in genera] been e€Xtremely volatile, ang this has been
Partly the result of the boom-and-bust characteristics of g3 resource-
based economy . Finally, ang more generally, it is possible that the
real income éXxpectations of Canadians have been higher (ang less down-
wardly mobile) than those of Americans Partly because of a belief that
OUr resources will become increasingly valuable in a world that js like-
ly to confront increasing shortages of natura) resources gas growing pop-
ulation ang demand continue to Press against the worid's finite Stocks
of naturaj resources. In brief, then, Canada's Position as 3 resource-
based €conomy may pe a major factor eéxplaining why the Price shocks of
the Seventies had stronger ang more persistent effects on Canadian jn-
flation than or American inflation,

The fundamenta] source of increaseq instability of Canadijan export
Prices has been increased instability of worid commodi ty Prices, and as
such, the problem js largely beyond Canada's control, However, the fol-
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lowing kinds of policies may help to reduce thijs source of instability:
less resistance by the Bank of Canada to exchange rate changes at times
of major changes in worig commod ity prices, Policies to make resource-
related taxes and royaltjes more sensitive to world prices so as to re-
duce profijt instability, and Possibly the eéncouragement of profitrshar—
ing arrangements in resource-pased industries., These Possibilities we
discussed in more detail in McCallum (1982) .
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4.5 POLICY CONSIDERATIONS

L.5.1 Policies of the Past

Two issues of the past will be considered briefly: the role of monetary
policy in the two major accelerations of inflation that Canada and the
world have experienced over the past decade and the role of Canada's
wage and price controls of 1975-78. There is no disagreement on the
point that the inflation increases of 1972-74 and 1978-81 could only be
sustained if monetary policy accommodated them (hence the irrelevance of
the point made by Wirick (1980) that in comparing his conveniently cho-
sen periods 1961-70 and 1971-75, the fact that money growth was higher
in the latter period meant that inflation was bound to be higher).
Rather the more interesting question is whether the events that initiat-
ed these jumps in inflation were mainly demand shifts or supply shifts.
The view that monetary discipline will be sufficient to prevent out-
breaks of inflation in the future would be strengthened if it could be
shown that the outbreaks of the past resulted from a lack of monetary
discipline rather than from unavoidable supply shocks that may well hap-
pen again.

In the case of the early seventies it does not seem possible to re-
ject either a money-dominated hypothesis or a view that the crop fail-
ures and energy shock of the time played a major role. True, economet-
ric models tend to assign a large weight to supply factors, but it could
be argued that this result is built into such models in advance, and it
is often argued as well that much of the commodity price explosion of
the early seventies was due to the prior monetary explosion. On the
other hand, it does seem possible to reject a demand-dominated explana-
tion of the rise in world inflation in 1979-80. The OECD Economic Out-
look of July 1982 contains a striking chart showing a steady, albeit
very gradual, decline in money supply growth (M2) from mid-1976 onwards.
The chart applies to the seven major OECD countries taken as a whole.
Thus, for this group of countries, monetary non-accommodation was unable
to prevent a five point jump in the consumer price inflation rate over
two years. This fact may also provide indirect evidence regarding the
early seventies, for if inflation rose in 1979-80 despite gently declin-
ing rates of monetary expansion, why would it not also have increased in
the face of the greater shocks of 1973-74 even if monetary policy in
that period had been correspondingly non-accommodating? In a Canadian
context the increase .in Ml growth in 1978 may be blamed for a part of
the increase in the growth rate of nominal GNP (see Table 1), but the
impact from this source would have been less than two percentage points
out of a total of more than four, and possibly much less if one allows
for the offsetting effect coming from the higher interest rates that
would have accompanied a tighter monetary policy in the short run.

Turning now to Canada's Anti-Inflation Board, it is possible that
there is little substantive disagreement between Courchene (1981, pp.
115-17) and BM. Many studies have shown that the AIB resulted in a sub-
stantial downward shift of the short run supply curve or Phillips curve,
and several studies (e.g. Riddell (1982) ) have also reported the ab-
sence of any bubble effect following the removal of controls. No one,
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to my knowledge, has found a positive bubble effect. Furthermore, it
seems possible to reject the hypothesis that the downward supply curve
shift of 1975-78 resulted from changing expectations arising from the
new monetary policy: this unexplained shift ended with the AIB in 1978,
while it is generally agreed that monetary policy was tighter in 1979-81
than in 1976-78. With regard to controls, Courchene (1981, p. 282) ar-
gues that ''to have continued with the pre-1975 rates of monetary expan-
sion during the controls period would have led to an incredible explo-
sion of wages after controls were removed'. Certainly it is difficult
to imagine anyone who would disagree with that statement. 0f course, it
is necessary to engineer a downward shift in the demand curve consistent
with that of the supply curve. The criticism made by BM (1980) of mone-
tary policy in 1976 is that this downward shift was overdone, resulting
in unnecessarily high levels of unemployment in 1977 and 1978 (8.1 and
8.L percent respectively). In terms of Figure 1, if point A is the
pre-controls position BM criticized the Bank of Canada for taking us to
point B rather than C, while Courchene seems to imagine that we were in
favour of point D.

1.5.2 Policies for the Future

In terms of immediate policy, BM (1982, Ch. 6) have set out a detailed
proposal based on a three year program of wage and price controls, lower
interest rates, and moderate fiscal stimulus. This proposal is certain-
ly consistent with our ''common framework', given that the Canadian econ-
omy is starting with an unemployment rate of some 12 percent. The ob-
ject would be to shift down the supply curve by means of the controls
program, while conducting monetary-fiscal policy in such a way as to
help bring down the unemployment rate. More expansionary monetary-fis-
cal policy is in no way inconsistent with the inflation objective, given
that controls are in place and given that the probability of an over-

heated economy in the next two or three years would seem to be extremely
remote.

In order both to generate support for a controls program and to avoid

unnecessary unemployment, the government could introduce the controls
program and announce a substantial reduction in the Bank of Canada's in-
terest rate at the same time. With a Canada-U.S. short term interest

rate differential of more than five percent, with M1 well below its tar-
get range, and with the current dismal economic outlook, there would be
"room'" for a large reduction in interest rates. While there would cer-
tainly be some negative effect on the exchange rate in the short run,
this would be: (a) good for exports and employment; (b) partly or
wholly offset in terms of the short run effect on inflation by the lower
interest rates (see Cameron (1982) ); (c) not permitted to feed into do-
mestic costs because of the controls program; and (d) reversed in the
longer run as the controls.program gained credibility in financial mar-
kets. Taken as a package, this would seem to be both politically popu-
lar and economically sensible. According to a recent Gallup poll, a
substantial majority of Canadians, and even a majority of union house-
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holds, favours the extension of the present controls to the private
sector[9]. :
Apart from the fiscal stimulus, this proposal may even be consistent
with Courchene's analysis, since he has acknowledged that controls may
play a useful role and one would think that a 'monetary gradualist"
would be prepared to allow some relaxation of monetary policy at the

present time. Perhaps he will argue that a relaxation of monetary poli-
cy would have a negative credibility effect: but, as Taylor (1982)
points out, it would be a pity if good policies had to be abandoned for

this reason, and in any case the amount of credibility gained from
adopting a policy that worked in the past (i.e. controls) may well ogt-
weigh the «credibility lost from an apparent down-grading of a policy
that has so obviously failed to achieve its objectives (i.e. the Bank of
Canada's post-1975 monetarism) . :
Where, then, do the main differences between Courchene and BM lie?
Apart from the issue of the appropriate monetary instrument, | think the
main differences boil down to questions of faith and ideology. .Tﬁo§e
who emphasize the evils of government and the central role of credibili-
ty seem to imagine that once the government withdraws from the mérgeF-
place and once we have achieved this magical substance callgd credibili-
ty, then we may look forward to a new golden age of economlc.groth and
price stability. Yet there would seem to be no precedent in time or
space for such a belief. The post-war age of the mixed economy and
Keynesian policies, even including the 1970's, has been one of unprece-
dented growth and stability compared with all pre-war decades of the
twentieth century. Across countries, it has been seen that the bgst ec-
onomic performers of the past decade have been Japan and the social de-

mocracies of Europe. As | read the evidence, longer run policies to
deal with inflation and unemployment will have to involve structural and
institutional changes within the context of a mixed economy. Attempts

to roll back the clock to an imaginary age of unfettered markets are un-
likely to do the job.
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Notes

(1]

[2]

[3]
[4]

[5]

[6]

[7]

(8]

According to the Bank of England, as cited by Buiter and Miller
(1981, p. 349), the rapid growth of sterling M3 during a period of
monetary restraint was due partly to an increase in the personal
savings rate and partly to the fact that companies continued to be
almost exclusively dependent for external finance on the banks. As
the authors conclude, '"The chosen broad money target, whose attain-
ment was meant to lead inflation expectations downward and to rein-
force the credibility of the government's policy, was perversely en-
dogenous tending to rise as companies borrowed to stay in business."

The average interest rate in 1981 was 17.7 percent. Thus, the fig-
ure of -1.0 percent is given by the formula 1.2 + 5 + 1.65 x .5 x (9
= 17:7) The figure of 6.2 percent is given by the first two terms
of this expression.

A case for stable real interest rates is advanced by Fortin (1982).

Courchene (1981, p. 273), having accepted the point regarding the
inflation adjustment, goes on to withdraw this acceptance when he
writes: '"After all, the observation that the 'true' value of the
deficit is lower than the actual deficit does not diminish the fact
that the actual deficit must in the final analysis be financed, with
the resulting impact on interest rates and crowding out...'" (empha-

sis in the original). As discussed in Kennedy and McCallum (1982),
the latter part of this statement is incorrect unless one assumes
that people are subject to money illusion.

The inflation adjustments given in the April 1982 Economic Review
were considerably lower than those of the April 1981 Economic Re=
view. The more recent numbers could not be used because the series
begins only in 1977. The rationale for the earlier figures is pro-

vided in the Economic Review of 1981, but no explanation is given
for the more recent estimates.

Much of the material in this section is discussed in greater detail
in McCallum (1982).

Inflation rates are based on consumer prices. The data are from
OECD, Historical Statistics 1960-80, Paris, 1982.

These figures are from 0ECD, ibid., and OECD, Economic Outlook, July
1982.
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[9] According to a Gallup Poll reported in the Montreal Gazette of Sep;
tember 7, 1982, 63 percent of respondents favogred Fhe extens$on‘o
contro]s,to the private sector. The corresponding figure for '"union

households' was 57 percent.
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Comments on: A Critical
Review of Monetarism in
Canada

W.R.White,
Chief of Research,
Bank of Canada

As agreed with Doug Peters, | will focus on John McCallum's paper
while he (Doug) concentrates on Tom Courchene's. John McCallum does not
in fact provide a critical review of monetarism in Canada - at least not
in any systematic way. What he does do is discuss a veritable pot-pour-
ri of issues which have to do with the application of macro-policy in
general. This makes for interesting reading as one skips along, but it
also exposes the author to accusations of a certain superficiality in
his attempt to cover all the bases. While it might be judged ungallant,
| hope that Professor McCallum will not mind my dwelling on the weaker
aspects of his paper rather than its stronger points.

I would, however, 1like to begin on an entirely positive note by wel-
coming his stress on the desirability of certain structural reforms in
the Canadian economy. We know that prices and wages in this country do
not adjust as quickly as they might to shocks of various kinds. The up-
shot of this deficiency is a higher level of unemployment than would
otherwise occur in the face of such shocks. Structural reforms encom-
passing regulated industries, marketing boards, wage bargaining proce-
dures and a host of other areas would in this perspective seem most wel-
come. However, | am not inclined to underestimate the practical
difficulties of effecting such reforms in a federal system such as our
own.

5.1 A COMMON ANALYTICAL FRAMEWORK

In the first part of his paper Professor McCallum reminds us, using a
diagram like the one made famous by Dornbusch and Fischer[1], that the
economy has both a demand side and a supply side. While not strikingly
original now, it should be noted that this fact was not given much em-
phasis in the academic literature of the late 1960s and early 1970s
which recommended increased emphasis by policy makers on the control of
monetary aggregates. At that time, the intellectual heritage was almost
wholly orientated towards the problem of demand-side shocks and how pol-
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i cy-makers should respond to them. The well-known article by Pool.§£2:e|".1
foZ example, argued that control over the money supply WﬁU]: p;oZ; o
9 i .
i - i t of interest rates in the Tac
automatic contra-cyclical movemen _ e o o)
ifi i i tending to push unemploymen
dentified shifts in the IS curve _ e
i i the policy relevance or FoO
and inflation up (down). However, . L o
i imini t the economy is normally
i s clearly diminished to the exten : . . p
§;ziégnt; supply-side shocks as well, whose her:tage'ls boF: lng;eﬁi:e
1nf1ation and unemployment over relatively long. periods (Id t?ons Lo
long run'). In such a more complex world, “policy recommenda Lo e
clegrly rather harder to make and strict rules rather more open q
=7 i -side
tloaaving welcomed Professor McCallum's remnndgr that thehSUPE:ZtZLce
matters, | must also welcome his acceptance in his text of E'e ﬁnatural”
of a léng-run non-accelerationist rate of unemployment (his

level of output). Clearly if NAIRU did not exi§t, thgn tZetlo:g;Lzz
Phillips curve would be alive and well, and PO]ICV dengne Rl -
inflation by squeezing cdemand would be questionable. c ,

-run
could be noted by way of counterargument to us bothhthaﬁaiu:heiolzgzt:iC
tradeoff does seem to exist in virtually all of the | wgu]d i
models of the Canadian economy. The only conclusion B e
this observation is that these models need to ?e respeci s
attention being paid to their long-run properties.

5.2 DEMAND ISSUES

5.2.1 Monetary Policy
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rates rise high enough. I would rather have thought that the higher
interest rates would have the direct effect of slowing demand and nomi-
nal expenditures. There is something very wrong in this analysis, and |
think it has te do with a confusion between reduced forms and structural
equations. Certainly, the estimated equation (#2 on p.4L4) which pur-
ports to support Professor McCallum's proposition seems to me to be
highly questionable since it is clearly neither a reduced form nor a
structural equation. If it were a reduced form, | would expect to see
either Y=f (i) or Y=f (M) but not both: thinking back to IS/LM, one of
these financial variables must be endogenous and not exogenous. As for
the good possibility that the estimated equation is really just a demand
for money equation in disguise, then of course it cannot really tell us
anything about the question at issue: and this is true even if the
equation appears to have reasonably good statistical properties, in

spite of having been estimated with the exogenous variable on the left-
hand side.

5.2.2 Fiscal Policy

Professor McCallum tells us in this part of the paper that his estimate
of the government deficit, measured on a Full-Employment-Surplus (FES)
and inflation-adjusted basis, moved into surplus in 1981 and that this
policy was '"atypical" of the contra-cyclical policies followed through
the 1970s. | would not wish to dispute his numbers, though | suggest it
would be unwise (as Professor McCallum recognizes) to conclude that fis-
cal policy was therefore inappropriate in 1981.

First, the shift into surplus in 1981 was largely the
higher energy prices and the taxes imposed in consequence.
be classified as '"restrictive" unless one is also willing to classify
the subsequent move of the FES into deficit (as oil prices have fallen)
in 1982 as being "expansionary'". Second, aside from the well-known
measurement problems, there seem to me to be important conceptual diffi-
culties with the use of numbers calculated on an FES basis. Suppose,
for example, that the economy was expected (as the Economic Council and
the Conference Board suggest) to take many Yyears to get back to levels
of potential output. During all those years the real stock of debt
would be accumulating at a rapid rate, and particularly so if the real
rate of interest were to be maintained at a high level throughout the
period[4]. The implications of this needs to be thought out. The FES
concept implicitly assumes there is nothing to worry about, yet | am not
so sure. Third, there remains the question of the short-run response of
the financial markets to large deficits and to stimulative fiscal poli-
cies. Should interest rates rise because of a fear that stimulus now
will imply structural deficits later (which could conceivably be mone-

tized) then fiscal multipliers might in fact be much smaller than is
commonly thought.

product of
This can not
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5.3  SUPPLY ISSUES

In this section Professor McCallum tells us three things with which |
am broadly if not entirely in agreement:

1. Countries with some form of centralized bargaining appear to be
able to adjust better to supply shocks than countries where au-

tonomous bargaining is the rule.

While | have some sympathy for this view, two counterpoints could be
made. First, centralized bargaining provides scope for ill as well as
good. There are a number of European countries (for example Belgium,
the Netherlands, and Germany) where a plausible case could be made (see
Sachs) [56]. that real wages are 'too high' for full employment, and that
this too is a by-product of highly centralized bargaining. This point
can be made in another way by noting that a number of the countries
which McCallum classifies as ''bad performers' also happen to have cen-
tralized and/or synchronized methods of wage determination; Ireland,
Finland and Denmark are cases in point. The second point is related but
empirical. McCallum's group 1 countries look from his data (averages,
1974 to 1980) to have had relatively satisfactory performance, yet in
some cases things have deteriorated rather substantially since then.
The inflation rate in Sweden, for example, was 11.4 percent in 1977,
fell and then bounced back up to 12 percent in 1981 (above the OECD av-
erage). In Norway inflation was 13.6 percent in 1981 and both countries
have just devalued substantially. Gerard Caprio[6] goes so far as to
argue that an important cause of Sweden's difficulties has been that
"the interaction of this (solidaric) wage policy with stimulative aggre-
gate demand policies led to an explosion of wages'" which got the country
into difficulties in 197L4/75 and has recently done so again. As | said
earlier, centralized power can be used for good or ill.

2. The short-run Phillips curve does not appear to be ''steeper' in
light of the authorities' stated determination to control money.
""Credibility" has not been obtained.

It is hard to deny that the world is a long-way from ''rational expec-
tations'. Yet | think there is currently more price adjustment taking
place than meets the eye. In the U.S., for example, the unemployment
rate began to rise sharply only in September of last year (1 year ago).
Since then, the inflation rate (CPI) and the rate of growth of wages
have fallen by more than half. In Canada the lag has been a little
longer, but here too progress should not be underestimated. Average
weekly earnings (AWE, large establishments) were still rising at over a
13 percent rate in 1982Q1 but in 1982Q2 this fell to 6.9 percent. The
reduction in average hourly earnings, while smaller, is still substan-
tial. The message seems to be that credibility is not gained simply by
talking about monetary restraint but unfortunately only by actually im-
plementing such a policy. If this is the case, we should see even more
substantial effects on inflation in the near future than many now ex-
pect. Moreover, | would remind you that these gains will be permanent,
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Appendix A
A Primer on Monetarism

Professor N.E. Cameron
Department of Economics
University of Manitoba

A.l DEFINITIONS

Monetarism can be defined on three levels of increasing breadth: as a
theory of the effects of monetary changes on the rest of the economy, as
a set of policy prescriptions based on that theory, and as an ideology.
Not all monetarists agree on the definition of monetarism at any of
these three levels, but there is some consensus.

Monetarists believe unanimously that changes in the money supply have
important effects on both real output and inflation in the short run;
and on prices in the long run. (So do almost all other economists, for
that matter). Higher monetary growth rates cause higher growth rates of
nominal income. In the short run both output and price levels grow to
increase nominal income, but in the long run only prices increase; real
output actually falls. Some monetarists also believe that changes in
government taxes and spending have only small effects on output and
prices, and even that only in the short run, so that fiscal policy does
not matter; this view is less widespread, however.

Monetarist policy prescriptions are almost invariably for steady
growth of the money supply, however defined. Monetary policy should not
be used actively to counter cyclical forces in the economy, but instead
should be kept on a simple and stable course which is both obvious to

other sectors of the economy, and also not easy for the central bank to
vary undetected.

Monetarist ideology is generally anti-interventionist, relying upon

market forces and the private sector. Monetarists generally believe
that the private sector left to itself would be relatively stable, and
that attempts by policymakers to be anticyclical will in fact aggravate

cyclical fluctuations most of the time.
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i A.L COSTS AND BENEFITS 0o POLICY
A.2  ATTITUDES TO STABILIZATION POLICY | BENEF|Ts
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j i in the cycle a
economy just at the time in

. v In additien, the frequent shifte bank to make do with smaiier mbney baiances.(beeause it's epbortunity
needs restraint rather than stimu uT: e e kieps tha public con- cost, the rate of-interest, I's higher when priee ieyeis are risnng), and
of policy which countercycilcai policy Ink it more difficult for the the extra nncertainty attached to iong term financial pianning_when the
fused about future poilcy stances, and ma ?5 I Nt policy changes (un- future buying Power of eurrent saVIngs cannot be assureq. Policy which
public to plan its own financial ke, rquealsg reduces the cred- | causes substantia] variations in jnterest rates or in exchange rates
less according to a known = fal;]Zh:;ZE;eun;e:mines its effectiveness. ; also increases future uncertainty ang makes financial Planning difficult
ibility of each policy stance, an

| for the members of society.

Other policies to influence inflation and unemployment (besides mone-
tary policy) include fiscal policy and incomes policies (such as wage

|
|
A.3 MONETARY POLICY IMPACTS / and price control Schemes) ., The chojce between them depends on assess-
|
i
)

ment of the relative costs which woulg be incurred by each in achieving

. : te
Changes in the money SUPPly cause increases in the fevel of aggrega a satisfactory jeve] of inflation ang unemployment.

demand for goods and services - both because of lower interest rates on

inancial assets, and possibly because of direct use of excess mo:ey
e buy consumer goods.  Higher aggregate demang causes higher A-5  IMPLEMENTATION 0F MoNETARY POLICY
ba]angefejzlsuy with an accompanying increase in inflation which js ae— ( — ——L—212T7 FOLICY
:::g?ned in tée short run by the & lope o;h??].eEOZSTz;Ss;?:;: ;:ni:?;;- ) Monetary boiicy can.be implemented in severa] ways, each wijth differ-
lips curve.  Over time, the short r“”h ;, ;:r aggregate demand comas ! ent "automatic! Stabilizing propertjes., _ The choice between them is of-
tionary expectations are revised, and the 'g tg In the long run, | ten a matter of dispute between monetarists ang non-monetarists.. The
to cause more inflation and‘iess extra output gqowtié legacy of faster | choices are 3 money Supply Strategy, a reserve base strategy, an Inter-
the Phillips curve s VerF'??]E,O:nd the only lasting i €St rate strategy, and an exchange rate strategy.
rowth is faster inflatij .

e . . : it owill ‘ 1s Money Suggix Strategies. Through open market operations the Bank

While faster _money supply grEWth ;s rggs::;gt:z ;;ZJ::'g?’higner ex- ( of Canada can adjust the levei of cash reserves of the bank ing
also push up nominal lnterest ra is, tZs mag e, inigrinl oy expans ionary i System, and thereby influence Interest rates in the money market,
PSR Rt T, Real !ntTre§ traest raies will soon start to rise ! such thatndenand for some monetary aggregate such as Mj grows at
monetary policy,  but nomlnah ;nr:i h currency price of domestic e | a rate within Some  target bang. Deviations of actual growth
again. The exchange rate' L : 2 gonetary growth, since some of the above the bang wuii then be met, automaticaiiy, by higher inter-
rency) will also SUTFEr With faster for foreign assets; the sale wil] | eSt rates; the higher Interest rates i) reduce the demand for
extra domestic money will just be sold or foreig ’ ‘ M; b?iances at each ;eveiTEf income, ang aisobdepre:s inﬁoms ]ev;

he exchange rate. ‘ els (sooner or jater . is Strategy works est when the deman

depT:s?stnot cieargjust how 10?9 it ttigezotot:?x: ;;OThFQe :Qoggpgzgi;g fer M1 balances is tied firmly to the growtn of nominal income,
the Tong run, though monetarlsts Th? s %08 S ' the |caat articulated | Since then a.steady growth of M1 demang Will also mean steady
sooner than do non-monetarists. b of great confusion in the | growth of nominaj income . Disturbances of money demand growth
facets of the monetarist debate, a source g ! for other reasons will ajso trigger changes in Interest rates,
past.

j however, so the policy strategy can on occasion be destabilizing.

/ 2. Reserve Base Strate . The centra) bank coulg simply fix the
—_— e .

l growth of chartered bank cash reserves, anpg DOt concern itself

With what growth of monetary aggregates thijg allowed. With this

) Strategy, the central bank woulg also give Up control of the in-

terest rate, Disturbances to growth of aggregate demand would

‘ therefore automaticaiiy trigger stabiiizing interest rate changes

to counter the disturbance, as with the money supply rule, How-
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ever, disturbances to either money demand or to the money supply
multiplier relationship (e.g. changes in the public's desired
currency:deposit ratio, or changes in desired deposit propor-
tions) would also cause changes in interest rates with this
strategy, which would cause extra disturbances in aggregate de-
mand .

3. Interest Rate Strategy. The central bank can set the level of
the interest rate to a desired level, and then adjust the level
of chartered bank cash reserves as needed to keep that interest
rate in money markets. With this strategy, disturbances in money
supply and demand are not allowed to cause disturbances to aggre-
gate demand by changing the interest rate. On the other hand,
the interest rate is not allowed to adjust automatically to
counter disturbances in aggregate demand.

L, Exchange Rate Strategy. This is the same as an interest rate
strategy, except that the interest rate is adjusted as necessary
to keep the exchange rate constant. Neither disturbances in mon-
ey demand and supply, nor disturbances in the foreign exchange
market are allowed to affect the exchange rate. On the other
hand, neither the exchange rate nor the interest rate are allowed
to offset demand disturbances automatically.

Which strategy is best depends on the relative frequency of the dif-
ferent kinds of disturbances, and on policymakers' aversion to different
kinds of uncertainty. |In theory, it is fairly easy to show that the op-
timal policy strategy is a complex combination of several of the 'pure"
strategies above, rather than any one of them. |In practice, such a com-
bination runs the risk of appearing hopelessly confusing to the public,
and would thereby earn the condemnation of many monetarists.

Appendix B

‘Glossary

Adjusted Budget Balance- Adjusting of the deficit to account for
cyclical fluctuations producing values for the deficit along trend of
potential output. This calculation, an analagous one to inflation
adjusting, attempts to produce a view of the budget, undisturbed by
variations in the business cycle.

Backcasting- The simulation of a model backward in time beginning at the
start of the period for which the model was estimated. This
procedure is used to verify the parameters of the forecast model.

Fiscal Multiplier- The numerical coefficient showing how much is the
change in income resulting from a change in government or tax
expenditures.

Inflation Premium Component of Interest Rates- An observed interest rate
contains three general components: the real rate of interest, the
risk premium, and the inflation premium. The inflation premium
compensates lenders for the expected effects of inflation on the real
value of their financial assets.

Long Run Non-Accelerating Rate of Unemployment- The lowest unemployment
rate which will not result in accelerating inflation, also referred
to as the natural rate of unemployment.

M1- Currency outside banks plus demand deposits.

M2- Currency plus all chequable, notice and personal term deposits.

Monetary Gradualism- A monetary policy which enacts incremental changes
in money supply growth towards a target rate.
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Natural Rate of Unemployment- The rate of wunemployment associated with
the equilibrium real wage. In this model, all unemployment is
voluntary. Also referred to as the non-accelerating inflation rate
of unemployment.

Nominal Interest Rate- The observed interest rate (without adjusting for
inflation) .

Potential Output- The level of output associated with a positive level
of unemployment computed to reflect only frictional and structural
unemployment.

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.

Real Interest Rate- Observed interest rate minus the rate of increase of
the price level (usually the gross national expenditure price deflator
or the consumer price index).

Reduced Form Equation- Structural econometric models are composed of
behavioural equations(eg. the consumption function) and identities (Y
= C+ |+ G+(X =-M). Behavioural equations are composed of
endogenous variables (effects) and exogenous variables (causes) on both
sides of the equation. A reduced form equation is the result of a
mathematical manipulation in which the endogenous variable is made a
function of only a set of exogenous variables and a random error
term.

Reserve Balances- The portion of demand deposit liabilities which
chartered banks are required to hold on deposit with the central
bank.

Structural Equation- An equation in an economic model which explains
behaviour in terms of a set of exogenous variables (causes) and other
endogenous variables. In the small system

Ct=a+bYt+ Clt iak

le=d + eYe 1+ fG S

Ye= Cc+ g+ Gt sie (13
there are two structural equations (1 and 2) and one identity(3). The
variables C and | are endogenous, while Y, Y =17 and G are
exogenous or predetermined variables.

Terms of Trade- Ratio of export prices to import prices.

Velocity of Money- The rate at which the stock of money is turning over
per year to consummate income transactions.

Appendix C
Facts and Figures on the

Monetary Experience of Canada
since 1970
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TABLE 1

OUTPUT AND PRICE INDICATORS

PERCENT PERCENT  PERCENT OUTPUT I TABLE 1
REAL CHANGE CHANGE CHANGE PERCENT CHANGE PER PERSON {
MONTH GNP GNP REAL GNP GNP DEF  IN CPI IMPORT PRICES  EMPLOYED { OUTPUT AND PRICE INDICATORS
MAR70 19679 20526 2.61 PERCENT PERCENT  PERCENT OUTPUT
JUN70 21221 21875 2.76 ! REAL CHANGE CHANGE CHANGE PERCENT CHANGE PER PERSON
SEP70 22748 23582 2.96 MONTH GNP GNP REAL GNP GNP DEF _ IN CPI IMPORT PRICES  EMPLOYED
DEC70 22037 22407 2.82 f
5 DEC77 54038 31164 2.9 6.0 9.5 16.5 3.20
MAR71 20892 21428 L.k 2.9 1.9 -0. k4 2.68 j
JUNT71 23176 23178 6.0 3.5 2.k 0.7 2.87 j MAR78 52017 29398 3.2 6.5 8.8 13.6 2.98
SEP71 25563 25376 7.6 2.7 3.5 3.9 3.11 / JUN78 56016 31070 3.3 6.1 9.2 12.3 3.12
DEC71 24819 24468 9.2 3.5 5.0 3.0 2.96 ‘ SEP78 62764 33454 L.y 6.4 8.6 12.1 3.33
) DEC78 59693 32269 3.5 6.9 8.4 14.6 3.17
MAR72 23470 22946 7.1 4.8 4.7 4.2 2.76 ‘
JUN72 25965 24907 7.5 4.2 L. 2.9 2.99 ‘ MAR79 58375 30597 L. 8.0 9.3 4.1 2.98
SEP72 27999 26323 3.7 5.4 5.2 2.2 3.15 JUNT79 63794 31975 2.9 10.0 8.9 11.8 3.10
DEC72 27800 26072 6.6 5.6 5.1 3.4 3.07 ; SEP79 70902 34085 1.9 11.2 9.6 4.9 3.26
| DEC79 68505 33193 2.9 11.8 9.8 4.5 3.14
MAR73 27070 24917 8.6 6.5 6.0 3.8 2.87 r
JUN73 29898 26581 6.7 8.6 8.1 7.1 3.01 MAR8O 66464 30977 12 12.1 9.3 16.1 2.93
SEP73 33371 28170 7.0 9.8 8.6 9.8 3,21 ; JUNBO 70194 31823 -0.5 11.3 10.1 18.4 3.00
DEC73 33221 2814k 7.9 11.6 9.1 10.7 3.15 l SEP80 78705 34030 ~0si2 10.6 10.7 4.1 3.17
DEC8O 76506 33637 1.3 10.3 11.2 11.8 3.11
MAR7 k4 32433 26430 6.1 13.6 10.3 15.5 2.93
JUN7L 35698 27831 4.7 15.6 1.4 18.3 3.06 MARS81 74869 31695 2.3 10.3 12.5 11.8 2.90
SEP7L 40799 28926 2.7 16.9 10.8 22.5 3.15 JUNB1 79896 33452 5.1 9.1 12.8 12.2 3.04
DEC7L 38598 28491 1.2 15.0 12.5 25.8 3.08 SEP81 90735 35485 4.3 9.9 12.5 12.0 3.24
‘ DEC81 85838 33908 0.8 13,1 12.1 8.4 3.13
MAR75 36359 26298 -0.5 13.0 11.3 22.6 2.86
JUN75 39496 27913 0.3 10.3 10.3 18.1 3.00 MAR82 80771 3065k =33 11.2 11.6 5.0 2.86
SEP75 L5975 29760 2.9 9.7 10.6 12.5 3.18 , JUN82 84072 31629 -5.4 10.8 182 3.5 2.99
DEC75 43513 29034 1.9 10.2 9.5 6.4 3.08 SEP82 94543 33794 -4.8 10.3 10. 4 3.9 3.23
! DEC82 89539 31980 -5.7 10.4 . 3.8 3.07
MAR76 L2439 27783 5.6 9.8 9.0 2.7 2.93
JUN76 L6762 29743 6.6 10.7 7.8 0.8 3.14
SEP76 52367 31449 5.7 9.0 6.5 -0.2 3.30 PERCENT CHANGES ARE FROM ONE QUARTER TO SAME QUARTER LAST YEAR
DEC76 LoL63 3027k 4.3 8.7 5.8 1.2 3.19 GNP IS EXPRESSED IN MILLIONS OF DOLLARS
SOURCE:STATISTICS CANADA, CANSIM-UNIVERSITY BASE
MAR77 L7308 28475 2.5 8.1 7. 7.6 2.98
JUN77 50793 30079 1.1 7.1 7.8 10.7 3.12
SEP77 56729  320L4L 1.9 7.1 8.4 14.3 3.30
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TABLE 2
GENERAL ECONOMIC INDICATORS

PERCENT

UNEM- PERCENT CHANGE PERCENT  CAPACITY REAL

PLOYMENT EXCHANGE CHANGE IN PRICE PRIME CHANGE UTILIZATION RETAIL

RATE RATE IN M1 PER UNIT RATE IN WAGES RATE TRADE

LABOR COST

MAR70 5.9 1.07 -0.2 8.0 90.6 0
JUN70 6.0 1.0k -0.3 7.0 88.1 0
SEP70 k.9 1.02 -0.4 6.5 87.2 0
DEC70 6.1 1.02 -0.6 6.0 86.0 0
MAR71 7.0 1.01 8.9 -0.6 5.3 7.8 86.5 0
JUN71 6.0 1.02 13.9 -0.3 5.3 8.8 87.0 0
SEP71 5.2 1.01 16.5 0.1 5.3 6.8 88.7 0
DEC71 5.8 1.00 17.4 0.5 L.8 L1 89.1 0
MAR72 6.8 1.00 4.2 0.5 L.8 2.6 88.5 7733892
JUN72 6.1 0.98 12.3 0.4 L,8 1.6 90.0 8210992
SEP72 5.5 0.98 13.6 0.2 4.8 2.8 90.4 8025027
DEC72 6.3 1.00 4.3 0.1 L.8 L. 93.3 8292330
MAR73 6.2 1.00 4.8 0.3 4.8 3.8 95.8 8334071
JUN73 5.2 1.00 15.5 0.6 6.3 3.4 95.9 8438802
SEP73 L.9 1.01 4.1 1.0 7.3 1.6 95.9 8306721
DEC73 5.2 1.00 11.2 1.0 7.3 -0.6 96.7 8623084
MAR7k 5.8 0.97 11.8 0.9 7.3 0.4 97.9 8790600
JUN7L L.8 0.97 10.8 0.9 8.8 0.8 95.9 8853185
SEP74 L.8 0.99 7.0 0.8 9.3 4.0 93.8 8997780
DEC7L 5.8 0.99 6.2 0.3 8.8 3.9 91.1 8717851
MAR75 7.6 1.00 12.2 -0.3 8.3 5.9 86.3 8998867
JUN75 6.6 1.03 11.5 -0.7 8.3 7.0 84.7 9028520
SEP75 6.2 1.03 16.2 -0.8 9.0 6.0 84.7 9177630
DEC75 6.8 1.01 22.2 -0.6 9.0 5.8 84.7 9493710
MAR76 7.6 0.99 9.7 -0.4 9.5 6.5 85.7 9244995
JUN76 6.6 0.97 9.1 -0.3 9.5 6.8 87.6 9570091
SEP76 6.4 0.97 6.2 -0.2 9.5 5.3 87.2 9492543
DEC76 7.3 1.02 12 -0.2 8.5 6.6 86.2 9616158
MAR77 9,2 1.05 7.5 -0.1 8.0 3.5 86.9 9560525
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TABLE 2
GENERAL ECONOMIC INDICATORS
PERCENT

UNEM- PERCENT CHANGE PERCENT CAPACITY REAL

PLOYMENT EXCHANGE CHANGE IN PRICE PRIME CHANGE UTILIZATION RETAIL

RATE RATE IN M1 PER UNIT RATE IN WAGES RATE TRADE

LABOR COST

JUN77 7.5 1.06 9.2 0.1 7.5 3.3 86.3 9405964
SEP77 7.4 1.07 9.1 0.2 7.5 2.6 85.9 9455039
DEC77 8.3 1:10 12.0 0.2 7.5 -0.1 85.6 9528161
MAR78 9.7 1.13 8.8 0.2 8.0 =143 85.4 9592301
JUN78 8.0 1.12 9.1 0.4 8.5 -3.3 86.5 9723145
SEP78 7.7 1.17 10.6 0.6 9.5 -1.9 86.3 9867014
DEC78 7.9 1.18 8.3 0.7 10.8 -1.1 88.8 9803228
MAR79 8.9 117 6.6 0.8 11.3 -0.6 90.0 9953748
JUN79 7.0 Yoy 9.1 0.8 113 0.0 89.7 10007018
SEP79 6.4 1.17 7.5 0.6 123 -0.2 90.2 10062658
DEC79 7.0 1.17 3.5 0.4 14.0 -1.4 88.4 9934646
MAR80 8.6 1.17 8.4 0.3 14.8 0.9 87.7 9847769
JUNBO 7.5 1.15 1.5 0.2 10.7 0.2 8L4.2 9622656
SEP8O 6.6 1.16 6.1 -0.0 11.0 0.2 83.6 9904386
DEC80 7.1 1.20 10.4 -0.1 17.3 158 84.8 9978388
MARS81 8.5 1.19 7.4 -0.0 16.6 =1.3 84.5 10111374
JUN81 7.0 1.20 7.7 01 19.1 0.6 86.1 9927646
SEP81 7.5 1.20 -0.6 0.1 19.6 0.2 83.0 9738560
DEC81 8.5 1.19 2.3 -0.1 14.7 0.5 78.8 9646740
MAR82 10.5 1.22 -0.3 -0.7 15.1 1.7 76.1 9327538
JUNS82 10.7 1.28 2.4 -1.0 16.6 -0.2 73.5 9154679
SEP82 11.3 1.23 3.5 -0.6 13:2 -0.2 71.2 9143156
DECS82 12.7 1.24 3.8 =01 10.3 : 68.3 .
PERCENT CHANGES ARE FROM ONE QUARTER TO SAME QUARTER LAST YEAR
CHANGE IN WAGES 1S AN UNWEIGHTED AVERAGE OF THE CHANGE IN HOURLY WAGES IN MINING,

MANUFACTURING AND CONSTRUCTION

SOURCE:STATISTICS CANADA, CANSIM-UNIVERSITY BASE
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MONEY SUPPLY AND PRICES

INTEREST RATES AND PRICES
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CHANGE IN CPI

Appendix C

PHILLIPS CURVE RELATIONSHIP
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PERCENT
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REAL GNP
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PERCENT CHANGE IN PRICES
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