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Foreword

More than ten years have passed since the C.D. Howe Institute
published The Great Canadian Disinflation: The Economics and Politics
of Monetary Policy in Canada, 1988-93, David Laidler and William
Robson’s Douglas Purvis Award-winning study of the Bank of
Canada’s efforts to re-establish a stable monetary environment
after some two decades of high and volatile inflation.

In 1993, Canada was slowly emerging from the painful reces-
sion that had accompanied the monetary squeeze at the beginning
of the decade, and inflation targeting was a recent innovation. At
that time, monetary policy was a topic of acrimonious political dis-
cussion. Not only was the new targeting regime untried, but it
was vulnerable to pressures from serious fiscal imbalances, and
political developments seemed to threaten even the limited policy
autonomy the Bank of Canada needed to implement it.

It is hard now to recall the charged atmosphere that surrounded
monetary policy debates at that time. While financial-market par-
ticipants continue to watch central bank actions closely, public
interest in the topic has ebbed, and the third renewal of inflation
targets in 2000 passed almost without comment. This new state of
affairs arises, in large measure, from the success of the same poli-
cies that created so much controversy earlier. Inflation was already
low in 1994, and it has remained there since, to the point that most
Canadians take its continuation for granted; the Bank of Canada
probably commands more public respect than at any time since the
mid-1950s; the fiscal situation has improved; and, remarkably, the
recession of 1991-92 has as yet had no successor.

In their new book, Laidler and Robson explore this remarkable
transition, and document monetary policy’s role in bringing it
about. While inflation targeting does not deserve all the credit for
the Canadian economy’s successes of the past decade, Laidler and
Robson argue that it played a key role in establishing a background
of monetary stability that underlay them. At the same time, they
note serious macroeconomic problems that remain unsolved —
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Canada’s disappointing productivity performance relative to the
U.S., and the sometimes disconcerting instability of the Canada-U.S.
dollar exchange rate, to give two examples. They also warn that the
unobtrusiveness of Canada’s successful monetary policy regime
does not render it politically secure, and they make a strong case
for maintaining and, if possible, strengthening it. Above all, Laidler
and Robson show we can learn as much from policy successes as
from failures. If the economic circumstances in which their new
book appears are less dramatic than those of a decade ago, the les-
sons from this latest transition are every bit as important and inter-
esting as those of its predecessor.

The C.D. Howe Institute’s first study of monetary policy, Thomas
J. Courchene’s Money, Inflation and the Bank of Canada: An Analysis
of Canadian Monetary Policy from 1970 to early 1975, documented the
onset of the great inflation that dominated Canada’s monetary his-
tory in the final quarter of the last century. We can hope that this
latest addition to the series will turn out to document the first
decade of a new era of monetary stability.

While the analysis and opinions in this book are the responsi-
bility of its authors and do not necessarily represent the views of
the Institute’s members or directors, it exemplifies the C.D. Howe
Institute’s mission to promote understanding and debate on mat-
ters of national interest by presenting views soundly based on eco-
nomic theory and careful empirical research.

Jack M. Mintz
President and
Chief Executive Officer




Preface

Monetary policy is both one of the simplest and one of the most
complex fields of economic policy. The daily operations of Canada’s
central bank are, at bottom, straightforward — the Bank of Canada
controls the cost of very short-term funds to Canada’s banking sys-
tem. Yet that activity has important indirect effects on such key
variables as long-term interest rates and the exchange rate, and on
the growth of credit and money in the Canadian economy —
which, in turn, affect volumes of spending and hence real incomes
and employment, as well as the rate of inflation.

These indirect effects matter enormously to Canadians gener-
ally and often inspire controversy. The goals the Bank of Canada
should pursue — the current inflation target, a different inflation
target, or some other objective altogether, such as a fixed value for
the exchange rate or a high level of employment — and the tactics
it should use to achieve those goals generate disagreement among
economists and the public alike. Our purpose in writing this vol-
ume is to explore the nature and conduct of Canadian monetary
policy from the early 1990s to the early 2000s in a manner that
bridges the gap between the simple core of the Bank’s operations
and the complex ways they play out in the economy and hence in
debates about the direction of Canadian society.

Some of this analysis and narrative draws on our earlier work,
including our 1993 book The Great Canadian Disinflation. We have,
however, tried to make this a free-standing volume: we provide
references for readers who wish to follow up specific subjects in
more detail, but such further inquiry is never essential. We hope
our description and analysis of the Bank’s actions and their conse-
quences will be interesting and useful for students of monetary
policy in Canada, both those for whom it is a matter of professional
concern and those for whom it is of more formal academic interest.

We have tried to make our account of Canadian monetary his-
tory over the past dozen years or so reasonably accessible to non-
experts. True, the discussion of the economics of monetary policy
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in Chapter 3 will be easier for readers with some background in
monetary and macroeconomics, and Chapter 6, on the framework
for the Bank of Canada’s conduct of policy, will be of most use to
readers whose interest lies in the high-frequency interaction of the
Bank’s actions and statements with financial markets. In general,
however, the principal prerequisite for useful perusal of this book
should be, not technical expertise, but interest in Canada’s experi-
ence since the early 1990s and the economic and political influ-
ences on monetary policy that helped shape it.

Because monetary policy inspires controversy, we think it fair
to warn at the outset that, while we seek to avoid polemics and to
give fair accounts of points of view that differ from ours, we do
take several positions on which there is no consensus.

To begin with, while Canada was only one among many coun-
tries to experience a lasting reduction in inflation in the 1990s, our
view is that the major common force here was the spread of ideas
about what domestic monetary policy can and should do, rather
than the competitive pressures generated by increasing globaliza-
tion or some other external force. We hope we have paid adequate
attention in what follows to developments in the world economy
as they have affected Canada, but our narrative reflects and also,
we hope, supports the opinion that, in the modern world, domes-
tic monetary policy still matters a great deal. This judgment, rather
than simple parochialism, leads us to believe that the study of
monetary policy in a single country such as Canada is worthwhile.

Our belief that domestic monetary policy’s influence remains
important also informs our judgment that those who make such
policy must be accountable in a meaningful way to the electorate
whose lives their decisions affect. Political control over central
banking is a sensitive subject — to us, respect for democratic prin-
ciples does not imply that elected politicians should set interest
rates, but neither can we defend leaving responsibility for setting
fundamental goals such as the behaviour of the price level solely
to the Bank of Canada. This consideration also strongly shapes our
views on Canada’s international monetary relations. To us, the
choice of whether or not to seek some kind of North American mon-
etary union raises not just technical questions about competing
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exchange rate regimes, but also political questions about the
accountability of policymakers to those they serve.

In some places, too, our views on technical issues in the con-
duct of monetary policy are at odds with those of other observers.
We are convinced, for example, that the interaction between the
supply of and the demand for money plays a key role in the trans-
mission of central bank policy to the economy. We further believe
that this view is supported by abundant empirical evidence of a
close long-run correlation between money growth and inflation,
and of shorter-run relationships in which variations in money
growth precede the output and inflation rate fluctuations associat-
ed with them. These considerations have led us to treat the insta-
bility in the demand for various monetary aggregates that has
been evident at times in Canada and other economies since the
early 1980s as a complication in analyzing money’s role in mone-
tary policy processes, rather than a justification for ignoring it.
Therefore, the stock of money plays a larger role in our story than
is nowadays fashionable.

Other points of controversy — for example, the sources of
movements in the foreign exchange value of the Canadian dollar
and how much attention the Bank of Canada should pay to those
movements — will also become apparent throughout the book. We
do not apologize for having a point of view, but we do hope we have
succeeded in presenting that point of view, and some alternatives
to it, fairly and without rancour. If we have succeeded, we trust our
look at the debates over the tactics and goals of monetary policy in
Canada will illuminate several outstanding issues that will contin-
ue to cause controversy in the years ahead, and perhaps assist
Canadians to confront them successfully.

Last but hardly least, we are delighted to acknowledge the able
assistance and wise counsel of many collaborators and reviewers.
Our colleagues at the C.D. Howe Institute, Payam Pakravan, Yvan
Guillemette, and Jan Moffatt, helped us find source documents
and data. Lloyd Atkinson, John Crow, Charles Freedman, David
Johnson, Leigh MacDonald, Michael Parkin, Andrew Spence, Gordon
Thiessen, and a number of anonymous officials and reviewers
made copious suggestions for improvement. The controversy that
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surrounds many issues related to monetary policy makes it all the
more appropriate for us to emphasize that none of these reviewers
necessarily endorses the positions we have taken — for those posi-
tions, and for any errors that remain, we alone are responsible.

David Laidler
William B.P. Robson




About the Authors

David Laidler is Canadian Bankers Association (CBA) Scholar at
the C.D. Howe Institute. He has been a Fellow of the Royal Society
of Canada since 1981, and is Bank of Montreal Professor at the Uni-
versity of Western Ontario. He was educated at the London School
of Economics, the University of Syracuse, and the University of
Chicago. Prior to becoming Professor of Economics at UWO in
1975, he held full-time academic appointments at the London
School of Economics (1960-61), the University of California at
Berkeley (1963-66), the University of Essex (1966—-69), and the Uni-
versity of Manchester (1969-75). In 1998 and 1999, he was Visiting
Economist and Special Adviser at the Bank of Canada.

Professor Laidler’s fields of interest are monetary economics
and the history of economic thought, and he has written numerous
academic articles and books in these areas. His most recent large-
scale academic publication is Fabricating the Keynesian Revolution:
Studies of the Interwar Literature on Money, the Cycle and Unemploy-
ment (Cambridge University Press, 1999). Professor Laidler has
been responsible, alone and in collaboration with members of the
C.D. Howe Institute staff, for a large number of Institute publica-
tions on monetary policy questions. The Great Canadian Disinflation:
The Economics and Politics of Monetary Policy in Canada, 1988-93
(1993), co-authored with William Robson, was awarded the Cana-
dian Economics Association’s Doug Purvis Memorial Prize for
excellence in writing on Canadian economic policy in 1994.

William B.P. Robson has a B.A. from the University of Toronto and
an M.A. from the Norman Paterson School of International Affairs
at Carleton University. He specializes in Canadian fiscal and mon-
etary policy. He has written extensively on government budgets,
pension, and health-care financing, and on inflation and currency
issues. His 1994 book, The Great Canadian Disinflation, co-authored
with David Laidler, won the Canadian Economics Association’s




212 About the Authors

Doug Purvis Memorial Prize for excellence in writing on Canadi-
an economic policy, and his 2001 C.D. Howe Institute Commentary,
“Will the Baby Boomers Bust the Health Budget? Demographic
Changes and Health-Care Financing Reform,” won the Policy
Research Secretariat’s Outstanding Research Contribution Award.

Mr. Robson is a familiar commentator on economic issues in
the media. He also serves as Canadian Liaison Officer to the British-
North American Committee, and serves on the executive and
boards of several education-related and public affairs organiza-
tions. He lectured on public finance and public policy at the Uni-
versity of Toronto from 2000 to 2003. Before joining the C.D. Howe
Institute in 1988, he held positions as an economist with Wood
Gundy Inc. and the federal Department of Energy, Mines and
Resources.




PART I

Introduction and Overview







Canadian

Monetary Policy and
Its Background since
the Early 1990s

At the beginning of a book on Canadian monetary policy, readers
might like reassurance that the subject merits their attention. Does
monetary policy matter? If it does, how does it matter? A short outline
of Canadian economic experience since the early 1990s can, we think,
easily demonstrate the power of monetary policy to influence not
only the short-term course of spending, output, and employment
in the Canadian economy as a whole, but also the longer-term path
of prices and, indeed, of the country’s overall prosperity.

A Brief Macroeconomic History

For the Canadian economy, the 1990s began badly yet ended well.
Canada, like much of the rest of the developed world, prospered
during the late 1980s. In 1990, however, the country entered a
recession that, by some measures, was the worst since the 1930s.

Output, Employment, and Inflation

After a lengthy period of growing prosperity, spending and output
contracted sharply in 1990, with a peak-to-trough decline in activity
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Figure 1: Growth of Real GDP. Canada, 1976-2003
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as measured by real gross domestic product (GDP) of some 3 per-
cent. The economy began to grow again in 1991, though only tenta-
tively, and the recovery gave way before long to renewed weakness;
only after 1996 did the expansion begin to look and feel secure. (See
Figure 1.)

The unemployment rate — the proportion of Canadians in the
workforce but unable to find work — jumped from less than 8 per-
cent to more than 11 percent between 1990 and 1992 and did not
return to single digits until late 1994; only in 1999 did the un-
employment rate regain the levels of the late 1980s. Rates of labour
force participation and employment — the proportion of Canadi-
ans of labour force age who were, respectively, in the workforce
and actually employed — were even slower to return to their pre-
recession levels. In the wake of impressive job gains from 1997 to
early 2003, however, those rates hit new highs, and the unemploy-
ment rate fell to the 7 percent range, a level not seen for a sustained
period since the early 1970s. Only after early 2003 did new softness
in the economy curb job growth and induce a mild increase in the
unemployment rate. (See Figure 2.)

Inflation, as measured by the year-over-year change in the con-
sumer price index (CPI), moved up in the late 1980s and spiked at
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Figure 2: Rates of Employment, Participation, and
Unemployment, Canada, 1976-2003

70 24
65 21
60 \/ 18
55 15

50

/ 12
45 9

40

share of workforce (%)

share of working-age population (%)

76 77 78 79 80 81 82 83 84 85 86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03
participation rate employment rate —— unemployment rate
(left scale) (left scale) (right scale)
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a rate above 6 percent at the beginning of 1991 with the introduc-
tion of the goods and services tax (GST) (Figure 3). Inflation then
fell precipitously a year later to a little under 2 percent, due mainly
to the recession but also to the impact of the introduction of the
GST on the price level’s dropping out of the 12-month measure of its
rate of change after a year. Year-over-year inflation would remain
low for the balance of the decade, not exceeding 3 percent again,
even in a single month, until late 2000.

Public Finances

The state of Canada’s public finances also changed dramatically in
the 1990s and early 2000s. During the relatively prosperous second
half of the 1980s, federal and provincial budget deficits were so
large (see Figure 4) that even healthy growth in nominal incomes
and expenditures did not reduce the ratio of public debt to GDP
(Figure 5). The fiscal situation worsened sharply under the influ-
ence of the early 1990s” recession, and it was only in the mid-1990s
— with the landmark federal budget of 1995 marking the key turn-
ing point — that retrenchment put fiscal policy on a sustainable




Two Percent Target

Figure 3: Consumer Price Inflation, Canada, 1976-2003
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Figure 4: Federal and Provincial Budget Balances, 1976-2002
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Figure 5: Federal and Provincial
Government Net Assets, 1976-2002
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track. The ratio of public debt to GDP shrank during the second
half of the 1990s almost as rapidly as it had grown ten years earlier,
and it continued to fall in the early 2000s.

Interest Rates and the Exchange Rate

Interest rates bear witness to the bad economic times that prevailed
at the beginning of the 1990s and to the substantial improvement
after 1995. A large positive differential between Canadian and U.S.
short-term interest rates in 1990 and 1991, associated with much
tighter Canadian monetary policy, was reversed by the second half
of the 1990s by the combined effects of lower Canadian inflation and
the improving fiscal situation (Figure 6). The return of a small pos-
itive differential after the turn of the millennium had more to do
with relatively stronger real growth in the Canadian economy at
that time than with any revival of fears about inflation in Canada.
Ten-year government bond rates (Figure 7) show a similar, though
less dramatic, narrowing and, for a while, reversal of Canadian-
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Figure 6: One-Month Interest Rates,
Canada and the United States, 1976-2003
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Figure 7: Ten-Year Interest Rates,
Canada and the United States, 1976-2003
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Figure 8: Canadian-U.S. Dollar Exchange Rate, 1976-2003
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U.S. spreads in the late 1990s. Figures 6 and 7 also show the effects
of the Asian and Russian monetary crises in 1997 and 1998 and the
accompanying flight of investors into the safe haven of U.S. gov-
ernment securities, as well as the return to stability by the end of
the decade.

The only widely discussed variable that inspired as much concern
at the end of the 1990s as it did at the beginning was the Canadian-
U.S. dollar exchange rate. In the early 1990s, many commentators
thought the exchange rate too high for comfort; as the decade
ended, many thought it too low. The Canadian dollar appreciated
from a level of around US$0.75 in the mid-1980s (it actually briefly
dipped below US$0.70 in 1985) to a peak of US$0.89 in October
1991 (Figure 8), when the adverse effects of its appreciation on the
competitive position of Canadian producers of tradable goods
became a matter of acute concern. The exchange rate began to decline
in 1992, and hit a new low of just over US$0.63 in late summer 1998,
before stabilizing around US$0.66. In the early 2000s, the dollar
reached another new low of just over US$0.62, prompting debate
about the extent of and reasons for the currency’s undervaluation
that was just as intense as the debate in the early 1990s about its
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overvaluation. The rise in the exchange rate in 2002 and 2003,
which restored it to the levels of the mid-1980s, did little to quell
that debate. Instead, the focus of discussion shifted to general ques-
tions about the effects of exchange rate movements on the economy.

Explaining the Situation in 1990

At the beginning of the 1990s, the Canadian economy was in rough
shape.! There were several reasons for this situation.

The Legacy of the 1980s

First, by 1990, Canada’s fiscal situation had been deteriorating for
15 years or more. The slowdown in productivity growth in the
early 1970s, the long-term nature of which did not become appar-
ent until the 1980s, had rendered hopelessly optimistic the assump-
tions then underlying federal and provincial fiscal planning. These
assumptions were deeply embedded, not only in the thinking of
government officials, but also in what the general public believed
government could provide and at what cost.

Second, after 1990 the implementation of the Canada-U.S. Free
Trade Agreement (FTA) subjected many sectors of the Canadian econ-
omy to adjustment costs that, even without other disruptions, would
have caused dislocations and, in all likelihood, a period of slower
overall growth in output and employment. This adjustment was made
harder by a commodity price boom in the late 1908s that put upward
pressure on the Canadian-U.S. dollar exchange rate (Figure 9).

The single most important influence, however, on the economy,
on the exchange rate, on inflation, and, therefore, on government
budgets in the early 1990s was monetary policy. The 1980s had
begun with a severe recession, as the Bank of Canada, already faced
with double-digit domestic inflation, reacted to the impact of a severe
U.S. monetary contraction on the Canadian-U.S. dollar exchange

1 Laidler and Robson (1993) deal with this period in considerable detail.
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Figure 9: Prices of Canadian Commodity Exports, 1976-2003
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rate with an abrupt increase in short-term interest rates. This
episode brought to a spectacular end the Bank’s previous policy of
gradualism, which had sought, with little success, to bring inflation
down by gradually reducing the target for growth in a narrow
measure of the money stock — net M1.2 Having abandoned money
growth targeting, however, the Bank did not replace it with a new
policy, and in the 1980s the Bank’s policy framework became eclec-
tic and hard to read. With hindsight, a growing emphasis on price
stability as a policy goal is discernable in the Bank’s statements as
the 1980s progressed. Not, however, until Governor John Crow’s
Eric W. Hanson Memorial Lecture in January 1988 — in which he
explicitly declared that the re-establishment and maintenance of

2 Net M1 — cash and chequing accounts, adjusted for payments in transit — is
a narrow measure of money that has proved over time to be a useful leading
indicator of economic activity and appears to play a role in the transmission
of monetary impulses to the economy. We explore its properties in Chapter 3.
Courchene (1981) and Howitt (1986) discuss money growth targeting and its
abandonment in some detail.
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price stability would henceforth be the central goal of monetary
policy (Crow 1988) — did this goal attract widespread attention.

Tighter Monetary Policy

The Hanson lecture became a common reference point during the
years that followed. In one sense, its prominence was not surpris-
ing — widely watched indicators of monetary policy such as short-
term interest rates, as well as less widely watched indicators such
as M1, showed clear evidence of tightening over the course of 1989
(Figure 10). At the same time, however, the Hanson lecture did not
define a new monetary policy regime for Canada. Governor Crow
made clear that the Bank saw the then-current inflation rate as
unacceptably high, but he did not define “price stability” or
describe the means to attain it or establish a timetable for doing so.
For many, though not all, observers, the Hanson lecture appeared
more a statement of determination to prevent further increases in
inflation than a signal to break decisively with the past.

At the beginning of 1990, monetary policy became seriously
contractionary. Paradoxically, the proximate cause of the squeeze
was an attempt by the Bank of Canada to loosen the stance of pol-
icy. To many financial market participants — especially against a
backdrop of rising long-term interest rates abroad — a brief down-
ward move in short-term interest rates in early January 1990 indi-
cated, not that the Bank thought its policy had been tight enough
to put inflation on a downward course, but that its resolve to bring
inflation down was weakening. A run on the currency sent the
Canadian-U.S. dollar exchange rate down more than 2 U.S. cents in
a couple of weeks and close to 4 cents by the end of the month. The
Bank tightened in response, hiking the key Bank Rate — the rate of
interest at which it provides overdraft facilities to the banking sys-
tem — above 13 percent and holding it close to that level through
the summer. As Figure 10 illustrates, narrow money growth — an
indicator that played only a minor role in the Bank’s assessment of
the economy but that was signalling the economic downturn to
come — also turned sharply negative after this episode.
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Figure 10: Short-Term Interest Rates and
the Growth of M1, Canada, 1985-2003
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The Monetary Policy Regime in the 1990s

In 1990, the Canadian economy operated with a flexible exchange
rate — indeed, it still does. The alternative, a fixed exchange rate,
is a policy goal in its own right; monetary policy devoted to main-
taining a specific price for the currency in the foreign exchange
market cannot simultaneously aim at any other target. A flexible
exchange rate, by contrast, is not a policy goal as such; it simply
leaves the monetary authority free to choose among other policy
goals.? In early 1990, therefore, there was no firm goal for monetary
policy. The Bank of Canada had abandoned M1-growth targeting
in 1982 and had been unable to find a suitable aggregate to replace
it; “price stability,” as the term was used in the Hanson lecture, was
no replacement. The firm establishment of a policy goal cast in terms

3 Some goals are, of course, more appropriate for monetary policy than others,
a subject we take up in the next major section.
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of price-level behaviour needed defining in quantitative terms and
required a timetable for its achievement.

Inflation Targets

These deficiencies were addressed at the time of the 1991 budget by
the joint announcement of “inflation reduction targets” by the finance
minister and the Bank of Canada, which made Canada the second
country, after New Zealand, to adopt such measures. The targets
called for inflation, measured by the year-over-year change in the
CP]J, to fall gradually to 2 percent by the end of 1995. A permissible
error band of plus or minus one percentage point around the cen-
tral target acknowledged monetary policy’s less-than-precise control
over short-run fluctuations in inflation. The announcement also
envisioned, albeit with no precise quantitative commitment, a fur-
ther reduction in year-over-year CPI inflation to a rate “clearly
below 2 percent” at some point in the future (see Bank of Canada
1991, 5). By the first quarter of 1992, the year-over-year measure of
CPI inflation, by then no longer influenced by the introduction of the
GST, was already below the bottom of the target range. From then
until the first quarter of 1995, year-over-year inflation — further
influenced for a 12-month period by a sizeable cut in cigarette excise
taxes early in 1994 — averaged 1.2 percent, and for 29 of those
37 months was below the bottom of the target band (Figure 11).

Along with its economically painful consequences, the reces-
sion that caused this sharp disinflation contributed to the routing
of Kim Campbell’s Progressive Conservative government by the
Liberals in the federal election of late 1993. Although the inflation
targets themselves were not an explicit issue in the campaign, the
overall tightness of monetary policy was a matter of contention,
and the election coincided closely with the end the seven-year term
of Bank of Canada Governor John Crow, who was personally iden-
tified in the public’s eye with monetary stringency in pursuit of the
Bank’s “price stability” goal.

The doubts these circumstances cast on the future of Canadian
monetary policy were, however, swiftly resolved. Although Crow
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Figure 11: Consumer Price Inflation and the
Target Band, Canada, 1990-2003
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was not reappointed to a second term, his successor — the Bank’s
senior deputy governor, Gordon Thiessen — had participated in
crafting the inflation targets and was known as a strong supporter.
A joint statement from the new finance minister, Paul Martin, and
newly appointed Governor Thiessen affirmed that much of the
existing monetary policy regime would remain in place, the important
amendment being the replacement of the tentative goal of a further
reduction to “clearly below 2 percent” after 1995 with a commit-
ment to maintain the 2 percent target, with its 1-to-3 percent band,
until 1998. In the event, the 2 percent target, with its plus or minus
one percentage point band, was extended for a further three years
in 1998. Its further extension for five years in 2001 occasioned very
little debate, although a further modification laid more stress on
keeping inflation in the centre of the target range at 2 percent than
had been the case earlier.? At about this time, too, the term “low

4 See Bank of Canada (1993-94). For the announcement of the renewal of targets
in 1998, see Bank of Canada (1998b). A detailed discussion of the modifica-
tions made to the regime in 2001 is given in Bank of Canada (2001).
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inflation” began to replace “price stability” to describe the funda-
mental goal of monetary policy.

How much the 1993 changes to the inflation-targeting regime
and the absence of further major changes in 1998 and 2001 matter
is something we discuss below. For this introductory history, the
important facts are, first, that the political underpinnings of a
regime that targeted low inflation became bipartisan in 1993 and,
second, that by 1998 inflation targets seemed to have become not
merely uncontroversial but almost routine, and hence highly cred-
ible among the public.

The Role of the Exchange Rate

The introduction of inflation targets, however, did not herald an
abrupt change in Bank of Canada procedures. The Bank kept at
least one wary eye on the exchange rate for the rest of the decade.
More than once, a downward move in the Canadian-U.S. dollar
exchange rate that the Bank thought incompatible with either the
fact or the credibility of continued low inflation provoked a tight-
ening beyond what indicators of the domestic economy would jus-
tify. As we discuss later, persistent softness in the economy and
undershooting of the inflation targets in the early to mid-1990s
seem attributable to the Bank’s concerns about the exchange rate.

From 1991 onwards, however, the fact that inflation targets
were in place promoted a shift of policy focus toward the inflation
rate and away from the exchange rate. Concern about the Canadian
dollar’s external value in policymaking circles and measures
prompted by exchange-rate movements seem to have become less
frequent as the decade progressed.

The Evolution of Monetary Policy Debates

Inflation targets provided the Bank of Canada with a clear mone-
tary policy goal for the first time in a decade. Even so, although
most people dislike inflation and many economists make a cogent
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case that it is harmful, initial support for the targets was not wide-
spread, and many who favoured them did so with reservations.’

Questioning the Feasibility of Low Inflation

There were doubts about the feasibility of the goal of low inflation
itself. Inflation had run consistently higher than 3 percent for more
than 20 years when the targets were announced, and only a minority
of Canadians had actually experienced inflation within the newly
set limits during their adult lives. Since the early 1970s, low — let
alone falling — inflation had been associated with a depressed real
economy, an association to which the early 1990s added another
painful example. Furthermore, Canadian inflation had tended to
outrun US inflation since the 1960s, yet the new regime heralded a
domestically determined inflation rate that would likely often be
less than the rate prevailing south of the border.

By 1990, academic economists were beginning to reject older
ideas that there was a tradeoff between inflation and unemploy-
ment that policymakers could exploit and that inflation arose from
domestic “cost-push” factors or seeped in from abroad.® These
ideas nevertheless lingered among the public at large and contin-
ued to motivate doubts about the feasibility of a low inflation tar-
get, especially one to be achieved over anything less than a very
long period of time. Only experience that contradicted the misgiv-
ings these theories caused could put them to rest, and they played
a role in policy debates until well into the 1990s.

5 See, for example, Robson (1991) and Laidler (1991). The discussions of the
pros and cons of aiming for low inflation in Lipsey (1990) and York (1990)
show how contentious this issue was at the turn of the decade.

6 Though mainly of historical interest now, Bosworth and Lawrence (1982)
illustrates the incorporation of “cost-push” ideas into what was then a main-
stream framework. Nelson (2004) documents the dominant role played by
these ideas in Canadian policy in the 1970s and early 1980s. He suggests that
the severe recession, associated with tight money, that occurred in the early
1980s caused their influence on the actual conduct of policy to wane faster in
Canada than it did in Australia and New Zealand.




18 Two Percent Target

The Monetary-Fiscal Mix

In its early years, opponents of the inflation control regime point-
ed to its inconsistency with the need to promote economic expan-
sion to help fiscal policy get onto a sustainable course. Not only
had chronic deficits pushed up the combined debt of the federal
and provincial governments to close to 100 percent of GDP by 1990,
but the maturity structure of Ottawa’s debt was tilted heavily
toward the short end, making a monetary policy induced slow-
down especially troublesome to the fiscal balance.

Supporters of inflation targets met this case with two argu-
ments. First, they suggested that success in controlling inflation
would reduce inflation expectations, so that Bank of Canada policy
ought to be characterized as seeking low inflation and low nominal
interest rates, not low inflation and high nominal interest rates.
Second, they argued that inflation had helped mask fiscal problems
and that a low inflation environment would bolster governments’
evidently weak resolve to address them.”

Low inflation did indeed bring low interest rates in its wake,
and, importantly, the budgets of the mid-1990s eventually put fiscal
policy on a more sustainable path. By the time the inflation targets
came up for renewal and reassessment in 1998, the empirical basis
for many earlier objections to the new regime had disappeared.
The focus of debate during the run-up to this decision was not
whether to renew the targets, but at what level to set them.®

7 In the early 1990s, Pierre Fortin (for example, 1991, 1996) was a strong advo-
cate of combining a tighter fiscal stance with more accommodative monetary
policy. We argued (Laidler and Robson 1993), however, that tight monetary
policy was likely to be helpful in persuading those responsible to pay more
attention to the problems imbalanced budgets created.

8 See particularly the contributions of Fortin (1997); Howitt (1997); and Parkin
(1997) to this debate.
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Adjustment to Free Trade

A second focus of discontent with inflation targets was the coinci-
dence of disinflation with the implementation of the FTA. For pro-
ducers of tradable goods, especially in sectors where the FTA had
reduced tariff protection, the currency appreciation that accompa-
nied the tightening came at a most inopportune time, intensifying
adjustment pressure they would have faced in any case. Many
observers feared that even a temporary loss of competitiveness
resulting from the higher dollar, along with general economic and
fiscal distress, might shift investment south of the border and launch
Canada into the free trade area with a long-lasting handicap.

With the passage of time, however, these concerns abated. The
high dollar, though unhelpful for the competitive position of Cana-
dian businesses as far as operating costs were concerned, had the
salutary effect of making imported capital equipment less expensive.
Businesses that re-tooled during this period enhanced the compet-
itiveness of their products when the dollar subsided again. More
fundamentally, the resumption of growth later in the decade and
the development of new and sometimes unexpected areas of com-
parative advantage for Canadian exporters made the discomfort of
the high dollar look more like a temporary setback than a perma-
nent liability for Canadian industry.

Low Inflation, the Labour Market,
and the Exchange Rate Regime

There was also debate about the nature of the inflation targets
themselves. At one extreme, some economists, such as Parkin (1997),
argued for restating the targets in terms of the price level, rather
than the inflation rate, to prevent “base drift.” Others, such as
Fortin (1997), who worried that labour market frictions dictated a
permanently higher level of unemployment at a 2 percent inflation
rate than at, say, 4 percent, accepted targets specified in terms of the
inflation rate, but wanted a higher range. Exchanges about these




20 Two Percent Target

issues generated some academic heat, but the general public found
little excitement in them, and the joint announcement in 1998 by
the Bank of Canada and the finance minister of the renewal of exist-
ing arrangements for a further three years went almost unnoticed.

By 1998, then, seven years after a rough launch into a skeptical
environment, inflation targeting was evidently working. And with
government debt no longer rising relative to the level of output and
threatening future “monetization,” the targets were also becoming
increasingly credible.

In the late 1990s, however, further developments prompted
new doubts about the monetary regime. First, the Asian crisis of
1997 triggered a wave of international financial instability that cul-
minated in Russia’s default in August 1998 and the near-collapse of
the New York-based Long-Term Capital Management “hedge fund”
in September 1998. The resulting flight to quality in international
capital markets drove up the U.S. dollar against other currencies,
pushing the Canadian dollar to a then-record low just above
US$0.63. With the Canadian dollar’s temporary surge in value in
the late 1980s and 1990s well in the past, this drop appeared to
many as the latest stage in a long-term decline that seemed to indi-
cate fundamental problems with the Canadian economy. A partic-
ular focus of concern was an apparently widening gap between
U.S. and Canadian productivity levels and the possibility that the
exchange rate not only was reflecting, but also contributing to, that
gap. Then, in January 1999 came the launch of the euro, the new
currency of a European Monetary Union. As the launch date
approached, the currencies of the Union’s future members, notwith-
standing the effects of the Russian crisis, remained strong against
those of North America. It was natural to wonder whether North
America might have something to learn from Europe about mone-
tary arrangements.

These two influences lent impetus to vigorously stated and
widely publicized arguments that Canada should abandon its flex-
ible exchange rate for some sort of fixed rate arrangement against
the U.S. dollar. Advocates of a fixed rated suggested such ideas as a
pegged Canadian-U.S. dollar exchange rate, the creation of a currency
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board based on the U.S. dollar, adoption of the U.S. dollar as Canada’s
national currency, or even a full North American Monetary Union
on the European model. Most advocates of a fixed rate seemed to
agree that exchange rate flexibility in general, and the Canadian
dollar's long-term depreciation more particularly, were undermin-
ing Canadian productivity and living standards.” And, since infla-
tion targets are not compatible with a fixed exchange rate of any
kind, these arguments explicitly or implicitly rejected inflation tar-
gets as an inferior regime.

Current Debates

At the time of writing, there is still a good deal of life in some of
these debates. There are, for example, questions related to the virtues
of current inflation targets. Some observers wonder whether infla-
tion targets, or any other price-level objectives, are practical for a
central bank in an era when technological innovations threaten to
undermine traditional elements of monetary control. Others do not
question the ability of the central bank to control inflation, but
would prefer that inflation targets were set at some other level or
expressed over a different timeframe — perhaps long enough that
they resemble targets for the price level itself.

In a second category are disputes over the desirability of some
alternative regime, in which the external value of the currency
would be the policy goal. Key subjects of disagreement here are the
nature and direction of the links between exchange rate behaviour
and domestic productivity performance, and the extent to which
the prices of Canada’s commodity exports do, and should be
allowed to, affect the exchange rate. The critical questions here bear
on how the Canadian economy would adjust to economic swings

9 See Courchene and Harris (1999) and Grubel (1999), whose contributions
launched a debate on the topic of a North American Monetary Union. Both
papers canvassed the idea that Canada’s floating exchange rate regime ham-
pered domestic productivity.
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and commodity price movements if the Canadian dollar were not
free to float.

Finally, the political processes that underlie monetary policy
are at issue. Are inflation targets set in terms of the CPI’s annual
rate of change a reasonable compromise between an indicator for
monetary policy that citizens can readily interpret and one that
economists and central bankers would see as a sensible way to
monitor the effects of central bank actions? Does the assertion that
Canada requires a flexible exchange rate to maintain political con-
trol of its own monetary policy reflect an outmoded desire to main-
tain national sovereignty in an increasingly globalized economy?
Or does it simply respect the principle that those who make policy
should be accountable to those on whose behalf they act?

Outline of the Rest of the Book

In this brief history, we hope we have demonstrated, not just that
monetary policy matters, but that Canadian monetary policy
evolved over the past decade in ways that affect Canadians in their
day-to-day lives. In the pages that follow, we take a closer look at
the role of the Bank of Canada in the economy, the changes in both
the goals and tactics of Canadian monetary policy since the early
1990s, and the outstanding controversies that Canadians will likely
address in the years to come.

Part II of this book begins, in Chapter 2, with a discussion of
central banking in general, and its development in Canada in par-
ticular. Chapter 3 then looks at the economics of monetary policy:
what it can and cannot do, and how changes in the stance of the
central bank work their way through the economy. Chapter 4 dis-
cusses some key political economy questions: how monetary policy
interacts with fiscal policy, and the nature of democratic control
over the central bank.

Part III then takes a detailed look at the experience of the past
decade. Chapter 5 describes the conduct of monetary policy in the
context of key developments in the international and domestic
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economies. Chapter 6 details the framework for monetary policy in
Canada as well as the major changes in the Bank of Canada’s oper-
ating procedures that have been implemented since the early 1990s.

Part IV draws some conclusions from recent Canadian experi-
ence and then looks ahead. Chapter 7 summarizes the lessons from
Canada’s experience with low inflation, and documents the uncer-
tainties surrounding the behaviour of the exchange rate and its
impact on the economy. Chapter 8 elaborates the arguments for
and against alternatives to current monetary policy arrangements,
canvassing such radical options as the disappearance of the Cana-
dian dollar as an independent currency, and less dramatic adjust-
ments to the inflation-targeting regime itself. Chapter 9 brings the
study to an end with a brief discussion of the some general lessons
of recent experience and some speculation about directions for
Canada’s monetary arrangements in the years ahead.
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This book deserves the attention of everyone who is concerned about stable prices in Canada and
elsewhere. It tells the story of Canada’s hard-won battle for price stability and the institutions and
policy mechanisms that achieved it. Its compelling analysis leads relentlessly to the conclusion
that Canadians have much to praise in the way monetary policy has worked, but plenty to fear
about how it will go wrong if we lose sight of its limit and proper goals. Canadian central
banking has provided a lesson of immense value for Canadians and others about the ingredients
of a successful monetary policy and this book makes that experience highly accessible.
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In their earlier work on Canadian monetary policy, The Great Canadian Disinflation, Laidler and
Robson articulate the task of stabilizing the purchasing power of money, against tumult and
turmoil in Canadian financial markets. Taking up where they left off, Laidler and Robson
demonstrate just how much smoother the execution of Canadian monetary policy became in the
second half of the 1990s. The premise that shaped the overall design of Canadian monetary policy
has not changed, but the practices that transmit monetary policy to the real economy have altered
dramatically. For a financial-markets practitioner, the great contribution of this book is how it
brings together seemingly disparate fragments of our monetary policy which, with the return of
relative tranquility to Canadian financial markets, delivered a much improved economic
petformance in the second half of the 1990s and likely beyond.
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Canada’s monetary policy is sometimes heavy lifting and always a work in progress. Laidler and
Robson have once again produced a comprehensive study of the work done — this time over the
past decade — and Tiwo Percent Target should increase understanding of the important issues.
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