A Common Sense Vision for Canada
Policies affecting Inflation, the Exchange Rate and the Banking Industry

The Bank of Canada has the responsibility of “Promoting the economic and financial welfare of Canadians” through a “focus on goals of low and stable inflation, a safe and secure currency, financial stability and the efficient management of government funds and the public debt”.
  The Office of the Superintendent of Financial Institutions operates as an independent agent of government separate from the Bank of Canada and reports to the Department of Finance.  It is responsible for the regulation of banking in Canada.  In particular it determines policies on bank mergers and the activities of foreign banks.

The Bank of Canada for a long time has performed very well in providing the country with all of the functions outlined above except that of achieving the goal of low and stable inflation.  Its record on this account has been good since the late 1980s, but this good record is marred by some policy initiatives that resulted in significant costs.  The regulation of banks regarding mergers and the functions of foreign banks by the Superintendent of Financial Institutions has been flawed in several ways.  A common sense vision presented below suggests how the costs of Bank of Canada policies and the costs of bad regulatory decisions can be prevented in the future. 

Low and Stable Inflation

Monetary policy is forever evolving as new financial institutions and practices interact with new economic theories about macro-economic processes, real and political shocks and other unexpected developments.  For example, the Bank of Canada’s main responsibility became the pursuit of full employment and high real economic growth after the Second World War, when Keynesian economic theory became the dominant paradigm and memories of the Great Depression of the 1930s were still most vivid.  But during these years price stability was still a serious concern and constrained the pursuit of full employment policies.

However, during the 1960s an important set of new ideas took hold.  Economists had discovered an historic relationship between inflation and unemployment – the Phillips curve.  It suggested that policy makers could lower permanently the level of unemployment in return for accepting a somewhat higher rate of inflation.  The gains in output and welfare from the lower unemployment were considered to be far more important than the costs of inflation, especially if indexing was used to protect those on fixed incomes.  Following a worldwide trend, the Bank of Canada cast aside concerns about inflation and at the end of the 1960s engaged in strongly expansionary monetary policies.  This policy was supported by the existence of flexible exchange rates, which had removed all balance of payments constraints.

The end of the postwar fixed exchange rate system in the early 1970s allowed other industrial countries to pursue similar inflationary policies without balance payments constraints.  The result initially was some increase in inflation and some reduction in unemployment.  However, eventually the increased demand for natural resources, fed further by the needs of fighting the Vietnam War, caused their prices to rise.  Labor responded to the inflation by demands for indexed wages.  Indexing became widespread and further fed the inflation.  The distortions of the economy caused by the inflation eventually resulted in higher unemployment and slow economic growth.  High inflation, high unemployment and slow growth became known as stagflation.   Keynesian economics and the Phillips curve theory could not explain it.

Stagflation and the crisis in the dominant economic paradigm eventually led to a new goal for monetary policy by the Bank of Canada.  Research on the determinants of inflation rejected theories that blamed it on cost-push through powerful monopolies and unions.  Instead, the research had established clearly that inflation and its effects on employment and growth were always caused by excessive increases in the money supply.  This concept became known as monetarism.  Other research showed that workers holding rational expectations were unwilling to work for wages that were reduced by inflation.  This concept put an end to the Phillips curve as a guide to monetary policy.  

In the wake of these developments in economics, in the early 1980s Canada, along with the United States and Britain tightened and raised interest rates to record-high levels.  The high interest rates created great economic turmoil and very high unemployment rates.  As theory had predicted, after some time inflationary expectations came to an end.  Interest rates were lowered and economic prosperity reigned during the rest of the decade.

However, by the end of the 1980s inflation had begun to rise again.  Fears developed that the hard medicine of the early 1980s would have to be imposed on the economy again.  Partly driven by this concern, a strong movement among economists suggested that even low levels of inflation are dangerous and carry the possible seed of acceleration.  This movement concluded that only zero inflation as a monetary policy target could eliminate this problem.

In the early 1990s the Bank of Canada went along with the US Federal Reserve and adopted a very tight monetary policy to deal with rising inflationary expectations once more.  The costs of this anti-inflation policy again were high in terms of bankruptcies, unemployment, slow growth and government budget deficits.  As inflationary expectations receded and the economy returned to normal, the Bank of Canada decided on a new strategy that reflected its concern over inflation but accommodated political arguments that a zero inflation target would unduly hamstring the government’s ability to deal with economic problems.  The Bank committed itself to maintain inflation within a target range of .5 and 2.5 percent.  A few years later, under pressures from the Finance Minister Paul Martin, the target range was raised changed to 1.0 and 3.0 percent.  Since the adoption the targets, inflation has been within the proscribed range except for one quarter during 2003.  The Bank of Canada deserves a good grade for this achievement.

The moral of the preceding analysis is that in recent decades real world developments and the evolution of economic theory caused major changes in the mandate of the Bank of Canada and the policies it put into effect.  There is increasing belief that as a result of these evolutionary changes monetary policy and practices now are near perfect and need to be changed only marginally to adapt to new and unexpected developments.  However, some also doubt that such perfection has been attained or, in fact, ever can be attained.  After all, all major changes in the economic paradigm affecting monetary policy and the actual policies based on them, at the time of adoption were considered to make monetary policy more perfect.  In the light of this record, there should be some concern that present policies will again fail in some way and need to be changed in the future.

There are already two problems with present monetary policy that have been identified and suggest changes based on a commons sense vision for the future. 

Common Sense Visions of Changes in Monetary Policy

The Target Range

The existing target range offers no guarantee that the purchasing power of the Canadian dollar will be maintained and that the costly distortions caused by inflation will be avoided.  The main reason for this lack of certainty is the way in which the target range operates.  It permits the Bank of Canada to claim that it met its targets every year even though cumulatively inflation severely reduces the value of money.  If, for example, inflation were at 2.9 percent annually for 5 years, at the end of this period, money would have lost nearly 20 percent of its value.  Even with inflation at one percent annually, over a prolonged period losses of purchasing power of money would be significant.  Investors in fixed interest securities demand compensation for such expected losses and the resultant higher structure of interest rates has a negative impact on real investment and economic growth.

Two commons sense policy changes would deal with these problems.  First, the top and bottom of the target range should be lowered to 0 and 2 percent.  The reduced upper limit would increase confidence in the future value of money and bring corresponding gains in efficiency.  The idea that a positive rate of inflation is needed to facilitate labor market adjustments when nominal wages are rigid is an obsolete leftover of Keynesian doctrine for the following two reasons.  Labor market rigidities, including the power of unions, are endogenous to actual and expected inflation while increases in labor productivity in expanding industries allow increases in nominal wages needed to attract workers from declining or stagnating industries.

Second, the Bank of Canada should be required to achieve a target level of inflation as an average moving through time, with annual values within the range just discussed.  Thus, if the target for the moving average rate of inflation over four years is one percent, then if the rate is 1.5 percent for two years, it has to be .5 percent for the other two years over that four-year period.  Such a policy would prevent any cumulatively serious devaluation of money possible under the present system.

Monetary Sovereignty and Flexible Exchange Rates

Canada has a flexible exchange rate system.  Its advantage is that monetary policy can be pursued to deal with any economic disequilibria caused by business cycles or random shocks without constraints from the balance of payments.  But the system also has costs.  Canadian interest rates carry a premium over US rates to compensate investors for the uncertainty surrounding the exchange rate and possible future decreases expected on the basis of secular trends.  Trade and capital flows with the United States are reduced by transactions costs in the foreign exchange market.  Prolonged and strong downward trends in the value of the Canadian against the US dollar have produced dynamic effects that have slowed the rate of economic growth.
 

In the views of the Bank of Canada and many economists, the costs of the flexible exchange rate system are real, but are less than the benefits from the freedom to exercise national monetary sovereignty in dealing with economic disturbances.  However, there is strong evidence that the actual exercise of national monetary sovereignty has not brought substantial benefits and instead has resulted in large fluctuations in the exchange rate against the dollar and depressed the rate of economic growth.

The idea that a small country benefits from an unconstrained freedom to set interest rates to stabilize its economy is based on the false notion that monetary policymaking is a straightforward technical matter.  In fact, forecasts of economic developments and the effects of interest rate policies are highly uncertain and forecasting can easily cause active monetary policy to destabilize rather than stabilize the economy.  As discussed above, changes in economic knowledge can and in the postwar years have led to policies that in retrospect were less than perfect.

Furthermore, Canadian monetary policy is far from being completely sovereign in spite of the existence of a flexible exchange rate and the absence of balance of payments constraints.  This lack of complete sovereignty is due to the close integration of the Canada and US capital markets, which allows Canada to have interest rate levels different from those in the United States only at the cost of having to accept changes in the exchange rate.  Such exchange rate changes are disruptive and the Bank of Canada has historically set its interest rates so that the interest rates in the two countries have been very highly correlated and the differences in the rates have been very small.
 

In spite of costly effects on the exchange rate, the Bank of Canada occasionally has exercised its monetary sovereignty and created significant differences between Canadian and US interest rates.   An examination of these episodes suggests that the Bank of Canada policies harmed rather than benefited the economy.

For example, the attack on inflationary expectations in the early nineties was more intense and longer lasting than that in the United States.
  The resultant currency appreciation caused high unemployment, slow growth and very disruptive budgetary imbalances, all without a significantly better inflation record than that of the United States.  Another episode of diverging interest rates occurred during much of the 1990s when the Canadian were below US rates to combat the alleged deflationary effects of shrinking government deficits in Canada.  During that period the Canadian dollar dropped from 89 cents to 62.4 cents and led to a range of serious problems for the economy.
  Finally, in 2003 the Bank of Canada raised interest rates in order to combat price increases above the target range.  This policy added to the rise in the exchange rate already under way because of higher world commodity prices and brought an unprecedented 20 percent appreciation of the exchange rate in 18 months, which in turn depressed the economy and slowed economic growth.

A common sense approach to the avoidance of the costs of flexible exchange rates and independent interest rate policies may seem quite drastic to some.  It would require the creation of a permanent link between the Canadian and US exchange rate, which can be made credible and effective only if the Bank of Canada’s surrenders its right to set interest rates.

The institutional changes needed to achieve these goals involve the following policies.

· The creation of a New Canadian dollar equal to one US dollar, which would be achieved by the printing of a new currency given to the holders of the old currency at the market rate of exchange, say 2 new for 3 old dollars.  The rate of conversion from the old to the new Canadian dollar would be chosen such as to preserve Canada’s current level of competitiveness.  

· The Government of Canada would guarantee that the New Canadian dollar would be convertible into one US dollar upon demand.  To make this guarantee credible the government would oblige itself to keep enough US dollar reserves to make good on this promise. 

· The design of the new currency would make it different from US dollar notes and coins and thus preserve the symbolic value attached to the issuance of a national currency.  

· Profits from the printing of the new dollars would accrue to Canada.  

The benefits of such policies are as follows:

· The guarantee of convertibility of the new Canadian dollar at par into a US dollar would eventually lead to the circulation of notes of the two countries side by side, much like notes issued by Scottish banks circulate alongside British pound notes.   

· Transactions cost for trade, capital flows and tourism would be reduced and raise productivity.

· Canadian interest rates would be equal to US rates and therefore lower on average, leading to more investment and higher productivity.  

· US monetary policy would occasionally be faulty and destabilizing for the Canadian economy.  But the 80 percent of Canada’s trade would never again be subject to the costs caused by exchange rate fluctuations with the US dollar.

· The proposed institutional changes could be put into place without negotiations with the US government.  

The idea of a common currency has the support of slightly less than one half of the population of Canada.
  It is strongly opposed by the Bank of Canada, the majority of Canadian academics and the left-wing public and politicians fearful of closer economic ties to the United States.  Politicians have a tendency to avoid debating the issue of a common currency in the fear of creating a possibly very divisive election issue.

However, not all politicians share this view.  The Finance Committees of both the Canadian Senate and House of Commons have held public hearings on the merit of a common currency.  They both requested that the government launch an official study of the issue but these requests were denied by the Liberal Government.

In the light of the politics surround the common currency issue, an obvious and cautious common sense proposal would be the promise to have the government sponsor an official study of the subject.  If the study concludes that reform is undesirable, no further political initiatives are needed.  If it concludes that reform is desirable, the final decision should be left to parliament in a free vote.  

Banking Policies
Canada’s large five banks and a set of credit unions and smaller institutions have served Canadians well for a long time.  However, the world’s financial markets have been changing along with new technology and globalization of all economic activity.  Canadian banks, the large institutions in particular, have to change in order to prosper in this new competitive environment.  Regulations that may once have served a useful purpose in protecting consumers are no longer needed in the new global financial environment.

In this spirit, the commons sense vision involves several major policies:

· Banks should be allowed to merge without interference by the regulators of financial markets and competition.  

· Canadian financial markets should be opened completely to foreign competition.

· Foreigners should be allowed to acquire banks owned by Canadians.  

· Foreign-owned banks should be allowed to operate in Canada without restrictions as long as they meet domestic standards for financial reporting and prudential balance sheet ratios.  

· All limits on the integration in one institution of the services now offered by commercial banks, investment banks, brokerage houses and insurance companies should be removed.

These policies would reflect new economic thinking.

· International competition unfettered by regulation will protect consumers from exploitation by large domestic banks formed through mergers and and provide the public with the best services at the lowest price.  

· The ability of multi-service financial institutions to tie banking, insurance and other services in bundles and exploit consumers is also strictly limited by international competition among such multi-service institutions and by the likely development of new firms that offer specialized services.  

· International treaties under which foreign financial institutions enter Canada would, as a matter of reciprocity, open foreign markets to Canadian firms.  The resultant economies of scale and greater diversification of investment portfolios and customer base would result in greater profits for Canadian-owned financial institutions.  

· Foreign-owned financial institutions would provide at least the same quality of services to the public, as do domestically owned institutions.  Failure to do so would lead to the loss of sales, profits and the eventual closure of the foreign-owned institutions.

· The broader public interest would be protected by subjecting these foreign-owned firms to Canadian laws, regulations and taxation.

The policy recommendations based on the new economic thinking and common sense vision will have to be fleshed out and their introduction to be designed to minimize adjustment costs.  But these problems can readily be overcome and do not diminish the merit of the proposals as an essential compass setting for the road ahead.
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* Do you think it would be a very good, somewhat good, not very good, or not at all a good idea for Canada
and the United States to have a common currency - that is the same dollar?
* Do you think it would be a very good, somewhat good, not very good, or not at all a good idea for Canada to

use the U.S. dollar as its currency?

* Source: Environics Focus Canada

** Not asked in 2002.





� This list of responsibilities can be found on the Bank of Canada official website.


� See Courchene and Harris (1999) and Grubel (1999)


� See Grubel (2003) for more precise information.  Over the last 30 years the correlation coefficient for the Bank of Canada and US Federal Funds rates has been .8 and the Canadian exceeded the US rate by an average of 1.4 percentage points.


� The maximum gap reached 5.3 points in 1990.


� In 1997 the Canadian rate was 2.7 points below that of the United States.


� This episode illustrates both problems with monetary sovereignty.  The inflation involved unique increases in the cost of energy and insurance, which cannot and should not be fought by tight monetary policy.  The energy prices promptly fell after the high interest rates had been adopted.  The higher cost of insurance was a once-and-for-all event due to lower yields in the insurance companies’ investment portfolios.  Ironically, it turns out that the jump in insurance prices was based on faulty accounting procedures at Statistics Canada, which bunched into one quarter price increases that had taken place previously for a prolonged period at a more moderate rate.  For more details see Mullins (2004).  It is surprising that the Bank’s research division did not recognize the misleading inflation signals for what they were.  


� The Appendix shows the results of surveys taken over the last 12 years by Environics Focus Canada.  The data show that in 2001 and 2002, 55 percent and 53 percent of respondents thought a common currency was a good idea.  In 1992, 1999 and 2003 the support was in the middle forties.  It is clear that the public endorsement of a common currency was strongly influenced by the low value of the Canadian dollar in 2001 and 2002.  The graph also shows a much lower support for the use of US dollars in place of Canadian dollars. 
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