Monetary Targets and Indicators
in an Open Economy:
Reflections on the Canadian Experience’

1. Introduction

target and indicator of monetary

The choice of the appropriate
1

policy has been the subject of considerable debate in recent years.
This discussion has tended to be theoretical in natuse and confined
to the case of a closed economy. This paper seeks to p-ro-vidc an
additional perspectivc on this debate by examining the targct—indi—
cator issue in the context of the actual experience of an open eco-

nomy. The specific objectives of the paper are twofold: first, to

omplications which arise concerning the choice of

illystrate the ¢

monetary targets and indicators in the case of an open cconomy;
and second, to illustrate — as economic theory would predict -—
that the Bank of Canada’s choice of monetary targets and indicators
is intimately related to its view of the cransmission mechanism.
R

s The authors ate Ass
the University of Toronto.
Michael Datby and the UCLA Monetary Works

carlier version of this papet.
1 For cxample, see K. Prunner (ed)), Targets and Indicators of Monetary Policy

(San Francisco: Chandler Publishing Co., 1969); THE Froeean Ruserve Bang of BostoN,
Controlling Monetary Aggregates {Boston Federal Reserve Bank of Baston, 1gbo) T SAVING,
« Monetary Palicy Targsts and Indicators ?, Journal of Politicul Bconomy, 75, (August 1967‘),
p. 426-456 K. Bnuwwes and A, MELTZER, «The Meaning of Monetary Indicators ” in
G. HBorowich (ed)), Monctary Process and Policy (Homewood, IlEnois: Richard D Trwiny
1967}, PP 187217 T E. Tanner, “ Indicators of Monetary Policy: An

Five ®, Banca Nagionale del Lavoro Quarterly Review, Decembet, 1972, pp. 3-
Vv, Ancr, “ An Fvaluation of Financial Targets in Six Countries

Lavore Quatierly Review, March 1975, pp- 28-50

istant Professor and Professor of Fconomics, respectively, at
The authors would like to thank Thomas Courchene an
hop for their helpful comments on 20

16; an

Evaluation of

Banca Nazionalt del

TaRLE 1

SELECTED FINANCIAL AND ECONCMIC STATISTICS

Monetar T'ay al H
ta ¥y gf.ts d Indmatm‘s In a Opel'l ECODO’mY Reflections et
C. 5 1

=
Ehm e 0
N oF 1D w
50 | 299385991 a3es § 5
128 | 4882 ITEEEeEEEE88 o o
3°g gggggegegges e
3 ze
s b £ 2
gg O YO e O H N0 Doy Mg E 78
SF | BPEEEOESEERGEERE i B3
Om HQ{NHNNNNC’JNNME’J%%‘S "-" '58
3
8 N
oy d 8
gggﬁ o I~ oo O3 el oy E gg
SEEY | ynuagqa LG L 0o F 2
039‘1,5 Chel M M O o ool SR N go bnra
323 2 i
] = i i
gﬁﬁ ~H G " glg;
SH O e e QDI OG MG) G P -
52\&’ et b e 1 v < oh o < 0w © % %
g b 2
1 L} B U%-‘E
4 = &
"g;g'g 03<ch O~ £t O I~ O g Jégg'
ElEnd Dg:j@qQ@@wﬁS%%'% | g 5g
éa h S HOOHH K HAGO M 4 Eal g
H P
Bl ¢ ER Y
o't E“D
ElEEEE 29582009035 55%] =
EERE IR S ShgdFBa 8 g8
S B R R R T G - Y= I SN, | E-E-E
[+] [l K]
1] O o
l ) =] rn-ﬂ-qé?
EHEE e 2 S g
ﬁggg $952259 503205830 7 = ES
FESH | SeNSSIiThadda vvh 8§ LB
[+] [ =
—
-
- o B Oy
PEE.S o ® % gﬁ%@spg
g EXEEEREEEECEC PN BT b o
R ER
P B Sogbay
w0 o
P55% | g9 sqnnynsgannege 18 Fpigks
2 mlﬁl‘-ﬂto. ...... =}
S BIREE SEEEEREE M H e b
3
o0
IFTEE R Rl
. T
........ P 2
SRRRRES ? gofgtE
I =2 Bylad '
A+ 4 N b
........... £ w §>%ﬁ°§ '
T .'1>~"g °3 mﬁ
. 2 S50 E
....... g2 3 EPEEE
8 I S ..o RE odg g%%%ég
‘T RS SRRERER VIR Y RET P
L : v e a s 68 . HaFon
LIl i mE R BRUanE
R ] m ’-d .m 5 oo
........ .. 88 Aﬁgbmﬂ‘#ﬁ*-é
4 [ - N . . oA i mUiUSl’IS
il SO EPRLEy | ELEL
..... R g8 iy H
. . A D o =)
BB E BT LS EBERER ~ o HESG pTINE
HHHHHEE’E‘EQE’S’S’S’EE’HN.%“”“";—EE l:g




52 Banca Nazionale del Lavore

The paper begins with a bricf discussion of monetary targets
and indicators. The analysis then shifts to three impostant episodes
in Canadian monetary policy: (r) the 1958-1960 period, in -which
Canada had a flexible exchange rate and a monetary target; (2) the
1966—1968 period, in which Canada had a fixed exchange rate and
o credit conditions or interest rate target; and (3) the 1970-1972
period, in which Canada had an ostensibly flexible exchange rate
and a credit conditions or interest rate target. To providc a back-
ground to the discussion, the history of several relevant economic
and Financial variables during the 1957-1972 petiod is summarized
in Table 1.

1. Monetary Targets and Indicators

A monetary indicator can be defined as “a variable or combina-
tion of variables that will best describe the effect that current mone-
tary policy is having on economic activity”2 A monetary target is
an intermediate goal variable that the monetary authorities seek to
control in the short run in order (o affect their ultimate goal variables
in the longer run. The need for monetary targets and indicators arises
from uncertainty regarding the economic structure and the time
Jags that exist between a policy action and its impact on the ultimate
goal variables. If the economic structure and response lags were
known with certainty, the need for economic indicators and inter-
mediate targets would disappear. In this environment, the outcome
of every policy action upon the basic goal variables of employment,
economic growth and price stability would be known, although
debate might still exist as to the appropriate goals and policy mix.
However, in a world in which the lags are long and in which both the
economic structure and lags arc uncertain, government policy cannot
be directed cfficiently to the ultimate goal variables. Further, govern-
ment policy cannot be inferred from variations in the ultimate goal
yariables because one cannot distinguish between. yariations in go2
variables arising from the policy action and variations arising enco-
gcnously from within the cconomic system.

In an attempt to overcome these problems, central bankers have

adopted a variety of monetary variables as intermediate targets 10T

st

2 T. Savine, * Monetary Policy Targets and Indicators " op. cit,, D 6.
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[] I. f

very bro .

moj);etar;dbzlssse:r.ldmlcl)netarlyf aggregates (such as the monetary stock
tions (such as, some nizifcézigtemofn?tary stock) and eredit condi
interest tratf:, credit availability an(i) tc:rrllffcf)efstzh::hlenafll'ﬁat)emﬁgzn:cm
aggre ] ) .

t}{igr iieesb:;c:‘ﬁPPoﬂed bﬂ a variety of authors on the groundset;z
moactary inﬂucnge cgfltrol able by' the monetary authorities, that
sions and hence ares P affcct. Fnvestonent and consumption deci-
- and that the minian'lmportam Ilflk in the transmission mechanism,
o ome © ide 1’27 mize the possible maximum deviation thWCCE’l
O o tZr c‘;rue hmd1cator or target and the approximating indi-
cconomy orig ina‘t]: i‘n UﬂaIlthlP-a’ECd sources of instability in the
+rvestment flgm e Ioné ur.lpredmt:al_)le shifts in the savings or
rates i particular s. Credit conditions in general and interest
that variations 1 are supported by other authors on the grounds
monetara IICIJ]JE in these variables .provide the primary way in which
e stroggl ;{;:ctesd %1;: transmitted to the real sector, that they
hort. run an thi : thl not controlled by monetary policy in the
e majm: and ey are the minimax target or indicator when
T nate fri s unantfclpa.ted instability in the economy origi-
kR om unpredictable shifts in the demand for money. y ong

The purpose of this paper is noz to comment directly on the

3 See, for «
Banks ®, in K. Cl;;!rr::r?rll?r AN:;A Scuwanrz, “ Short-Term Targets of Three Foreign C
op. 2764 G. Horowom (“CA'.),F Targets and Indicarors of Monetary Polieygop ent;al
. ' * ram. i . ’ , i,
op. ci b, T2getts D’ o amework for Monetary Policy , in K. Brunner (ed)
Monetary Indicator P,robll . TEAF and J. Srepmenson, “A Suggested Solution tlh.’
Pinance, XXIV (Septem::i-- él t; Monetary Full Employment Interest Rate * fourt:al ;
i 1960), pp. 633-641; : °
Money Stk (Homenerd, Tivols: Richaed D. ;r:inp'rgrgg)mmm’ Fhe Nestralisea
. ussion of the pros and cons of di oL .
o, cit., pD. 44b-156s 3 of different indicators can be found i
- Discussion 4;] d‘qs‘g’ ]}3/1 M“““’;‘AN, “'The Role of Money in Nationalur]lico;r:)r::l S;)AV{NG’
i . seussion ® ir’x the Fc;i . IIJLTZER, The Role of Money in National Economic pllc- f)hcy.:
cit,, pp. 510 nd 3 _ra Resem? Bank of Boston, Controlling Monetary Ag : :;Y Di-
Policy * in Frpusay, RZ 30, respectively; ], Dumsewperry, * Tactics and Targets g:ngﬂ' o
in K. Brunner (ed )snl;’: B-;NK 01; Bostow, op. ¢it., p. 87; J. Toby “ Monetary Scmzll:‘tari
discussion of d.}, voets and Indicator of M , " ]
5 th - h onctary Policy, op.
pbropiate. tar ; J.mP.llca'tlons of different sources of unantici:ate;p- m:n"l'P. 70, A
éﬂning of ME ot indicator can he found in K. Prunner and Alns;; ility for the
. onet H » . * . “
roblem * §n K. Brtrgn::%;t(:{ators s 0P eit, pp. 18721y, and the “ Nature Ez;z'!;ﬁ:: PT-hC
licy Instraments in 2 $i ), op. eit., pp. 1-26; W. Poois, “ Optimal Choice of M wrary
imple Stochastic Macro Model ®, Quarierly Journal of E oonet?ry
conomies,

IV, Ma
May 1970), pp. 1g7-216; G. Hi «
< Branner (ed), op. cit.. pp. Iz;ﬂﬁ:ﬂowmﬂ, A Framework for Monetary Policy
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relative desirability of these classes of targets and indicators. Rather,
the purpose is to use the Canadian monetary cxpericncc to indicate
the very substantial complications in the use of these variables
introduced by balance of payments and exchange rate considerations,
and to illustrate how the Bank of Canada’s choice of monetary
targets and indicators reflect its view of the transmission mechanistm.

1. The Canadian Monetaty Experience
1. A Flexible Exchange Rate and a Monetary Target, 1958-1960

During the 1958 to 1960 period, Canzda had a freely floating
exchange rate. Further, the Bank of Canada held a © monetarist ?
view of monetary policy, arguing that « the primary function of a
central bank is to regulate the total quantity of money”3 The Bank
employed the moncy supply (arrowly defined) as both the target
and indicator of monetary policy.?

The 1958 to 1960 monetary experience was dominated by a
massive debt management operation known as the Conversion Loan
of July 15, 1958 tO September 15, 1938, Between thesc dates, the
Rank of Canada refinanced 54 per cent of all outstanding direct and
guaranteed Government of Canada securitics and almost doubled

the average maturity of this debt? In order to facilitate the Conves-

sion Loan, the Bank pursued a highly expansionary policy during
the first three quarters of 1958, with the result that the moncy supply
grew at an annual rate of 14 per cent. Although this expansionary

monetary policy was clearly appropriate in 1958 in view of the high
level of unemployment and the need to facilitate fiscal policy, the

Bank itself felt that:
The degree of monetary expansion experienced.. Was. substantially
greater than would have been pecessacy Of desirable for monetary
snd economic reasons alone.. (but was).. justified and unavoidable
in order that a strenuous and successful effort might be made to
deal with serious problems affecting the financing of the Goverti-
ment’s cash deficit and the condition of the public debt8 ‘
[
5 Bang op Canapa, Annual Report 1959, P- 3
6 Sce Bang OF CANADA, Annual Repotis 1956-1960 for repeated references to .thﬂ
money supply targct, and ARNNa SCHWARTZ, « Shost-Term ‘Targets of Three Forelgh
Central Banks” in K. Brunner {ed.), Targets and Indicators of Monetary Policy, of. ¢ih;

pp. 27-65.

7 RovaL CoMMISSION ON Baxxing awD FINANCE Report (Ouawa: Queen’s Pr'mtef,_'

1964), B 454
8 Bawnk or Cavapa, Annual Report 1958, p. 4
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In view of its concern that th i
v s co _ e expansion of the mon
?Ic:cil itce}é;csswc * during the first three quarters of zeﬂgg? :‘123
remgved itsarsluggiﬁpflfymelﬁt rgtc (iin excess of 7 per cent, the Bank
. : om the bond market in the £ , .
began. a period of extreme m in the fall of %958 and
onetary restraint. Th
of the money suppl 4 i © rafc of growh
y was sharply reduced in the fourth .

1958 and the money supply actually declined by 1.8 per cen(%:uiggtgsgf

This chan i
| This ¢ Caﬁjdl'n monetary policy was followed by a substantial
ian interest rates, and the long-term government

EI)ond zlllfjd 11;056 from an average premium of 64 basis points in both
n??zm the ﬁrsF three quarters of 1958 to an 8x basis point pre-
mium (();f:rtihc §£1cld é}n rifmg—term .S, Government bonds inPthe
r of 1958. This premium rose to an
: uarte - average
:isliz points in 1959 and 117 basis points in 1960. The géa?lfadza?z
quartl;: rczf;s;:;};lgenﬂ;é aﬁprc;;iatcd by 2.6 per cent between the third
_ and the third quarter of 1 i i
hlgh’?"hlcvcl @til the second quarter of Igzg, end semained at (s
. e ;Iels(;ncuve monetary policy pursued by the Bank of Canada
OSit?gg = hmo‘st of‘ 1960, c.ombined with the extremely illiquid
fo ttion of n:tt rfeb(ltar(;ad}ar;ﬁ public after the Conversion Loan, appears
ibuted significantly to the fact that the , ‘

. : e 1058 to
e:;io&mc dexpanslon was the weakest in. Canada in tg}?c [;stlx?viz
Eewve az:o illehonly one which fell short of the corrcspondigg U.s
recow ngd - though the Bank’s policies during this period can bf;
crticized many counts,! Ehe Bank’s decision to pursue restrictive
i :igiz;\t,ol be due in large part to its interpretation of its

cly expansionary during the fi

P — ‘ onary g the first three tt
Con’.tcigi. v':;ltll:;s 1}r11terpretat10n, in turn, reflected the Bank’s g:(l:zllus‘iiitsz
oncemn lit e money _supply as an indicator of the thrust of
e Iy goaiiy. The evidence from the non-monetary indicators
N %} 095 . id not suggest excessive ease. The interest rate on long-
- o velln}r:mnt securities, for cxample, rose steadily throu hoft

year (although the Canadian-U.S. long-term govcrnmeﬂtgyicld

9 1bid., p. 4

10 Rovar Comnossio KING NAN P
0 See b 1SSTON O BaN. aNp Fnance Report, o }] 2
b port, op, ., D- 412,
5 Prsanpo and L. B, Surrs, ® Monctary Policy in Can'ada * in K. Holbik

{ed.), Monetar .
’ y Policy in Twelve Industri .
Boston, 1973), pp. 74-80. ve Industrial Countries, (Boston: Federal Reserve Bank of
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spread was steady until the end of the year) in spite of the rapid
expansion of the moncy supply.
During this pcriod, the flexibility inherent in a floating exchange

pcrmitted the Bank to opt for a monetary target. This

rate system
choice was consistent with the Bank’s view of the transmission

mechanism that it is the quantity of money controlled through open
market operations that affects the volume of bank loans and eco-
nomic activity? However, by relying exclusively on a Dparrow
definition of money as the sole indicator of policy during the Con-
version Loan period, the Bank misinterpreted its policies as being
excesstvely expansionary during the first three quarters of 1958.
The Bank responded by aggressively pursuing a restrictive monetary
policy, whose impact on the domestic employment situation was
cxacerbated by the appreciation of the Canadian dollar in response
to the widening Canadian-U.S. toterest differential. 'We must em-

hasize that we arc not simply criticizing the Bank regarding ifs

choice of objectives in the context of the presurned existence of a

short-run tradeoff between unemployment and inflation. Rather,
the Bank clearly misintcrprcted the thrust of its earlier policies by
focusing exclusively on a narrew definition of money, when the

ded by alternate indicators — such as broader monetary

signals provi
aggregates of nominal interest rates — did not suggest excessive ease.

4 Fived Exchange Rate and 4 Credit Conditions Target,
1966-1968

Beginning in 1961, the Bank of Canada abandoned its  mone-
tarist ” approach to monetary policy and also its exclusive emphasis
on the money supply as the target and indicator of policy. The
Bank adopted a « eyedit conditions” view of the transmission mecha-

nism, arguing that the jmpact of monetar olicy was reflected in
gung P y poicy

vatiations in the cost and availability of credit. In a consistent
nd other meas

fashion, the Bank adopted nominal interest rates a

2.

12 The real, and not just the nominal, interest rate on long-term bonds was rising.

See J. Camm and L. B. Surra, “ Money Supply, Interest Rates and the Yield Curve *
Journal of Moncy, Credit and Banking, 4, (August 1972}, b. 592 .

Note also that the Bank might not have been mislead if it had monitored 3
broader monetary aggregate which included the public’s holding of more liquid Govesn-
ment securities. “This result highlights an important difficulty with the choice of the
money supply as a target of policy; that is, the appropriate definition of money.

15 Bang or Canapa, Annual Repori 1959, pp. 46

: Gredft and Banking, 3,
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ures of “ o eandit
e gjlcilcl;t lion%i:1ons ” as the appropriate targets and indi-
(ehould be b al{ " atc dBﬁan.k argued .that the “money supply
it makes a contgribution io ﬁ::}lée‘f;l;es c111 d('ﬁﬁereﬁt perlods 0 th;£
. : \ redit conditi .
dPPrg)J;?I'fl; t?thh? ﬂ6g61ng ccono-mic gircumstan(c):];ls ’itll? ns which are
supply in Canada 9wa-1968 penod., the expansion of the money
The sate of growth Ofs t}\iery volatile and occasionally quite rapid
16:2 per cent in 196 € money sElpply was 0.4 per cent in 1966.
first quélj'tcr and 9Ig: I3.1 per cent in 1968 (but 1.8 per cent in thé
annual rates), and 7 per cent <.ilur1ng the last three quarters, at
can, in part be cx %az le'bccnt in 19691 This erratic behaviour
coupled Witi’l an c}f)fecgﬁ ’ t.he dictates of a fixed exchange rate
Foreign exchange 1‘]2 ceiling on. official international reserves
adopt nominal 51 ter‘:’?ﬂ erations, 1n effect, forced the Bank to
ing the money su 1s ratc; as an mfermediate policy target, leav-
the fOllOWingYe is(il; y 1;0 e determ}ned residually. However, as
o dieator s rclftivele shows, the choice of a monetary target ,and
tated by forei y unimportant when policy is effectively dic-
Thzor(}tl:clgln exchange considerations. ¥ ae
e i :
poley will be severly someemtine i o ol open ey
a fixed exc . na smatl, open econom i
o official r?;?g; Ii‘:ti.e If,l_m_ addition, the permissable ﬂuczu:tvilctg
dictated by foreign ex }I;Y imited, montary policy will be virtually
to June 1970 cri%d thc ange cons1dcrz}t10ns. During the June 1962
more. duen Pmo t, ff: egichan.ge rate in Canada was fixed. Further-
tive c’eiling c%n itsS of this period Canada operated under an effec-
g cxemption frggmﬁtted f9r61gn exchange reserves. In order to
Canada agueed in 296 the United ..States .Intcrcst Equalization Tax
from rising above t 191 3 tclw1 prevent its official foreign reserve holdings’
It Deconper wut ;ﬂr t ;n current }cvel of $2,700 million (U.S. 17
new set of U 9 ?1, n order to obtain a partial exemption from a
nited States balance of payments guidelines, Canada

]

——

14 See Bawg
; or Canapa, A
credit s , Annual Report
lcgli;iltlons target, and Awna S‘fﬂwmfz c;pafct?: 1961 for repeated references to the
ANE OF CANADA, Annual Report rgbr .P 7' o |
r . (]

16 A
purely monetari e
feund ¥ arist and primarily domestic analysis of these fluctuation b
s can be

in T, J- COURCHE ﬂlla(h QU Df y
NE Recent C i ¥
Aan Monetaty Polic 5 f wrnl Mone i}

17 Banz or CANAD(FﬁbYUary X971), pP. 35-56.

s, Anngal Repors 1963, p. 5.
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million (U.S) and to achieve this reduction by the end of 1966.%°
This ceiling on Canada’s foreign exchange holdings remained intact
until December 1968 when the United States agreed to its removal,
During the 1966 t0 1968 period, the Bank of Canada was thus se-
verely onstrained in its operations by the combination of a fixed
exchange rate and relativey fixed official reserve targel- Due to
. the fact that Canada’s foreign exchange reserves were at or very
close to the resexve ceiling, the Bank could not pursue policies that
would lead to an accumulation of reserves. On the other hand,
because Canada’s reserve holdings were not unusually large by Ca-
nadian standards of in relation to Canada’s trade volume and inter-
national capital flows, the Bank could not pursue policies which
would generate 2 significant Joss of reserves. ‘Thus nominal jnterest
rates in Canada were constrained to move in harmony with those
in the United States in order to prevent excessive fluctuations in
international capital flows and corresponding fluctuations in Canada’s
forcign exchange reserves, 220
he constraining impact of balance of payments considerations

on the Bank’s policies is quite cvident in the 1966 to 1968 period.
In mid-1g66, in response to prcliminary evidence that the rate of
growth of aggregate demand was moderating, the Bank of Canada
announced an easing in monetary policics. Despite this announce-
ment, the rate of growth of the money supply declined from 120

er cent in 1965 to 6.4 per cent in 1966, and interest rates rosc
slightly, although the Canadian-U.S. long-term government yield
spread rernained relatively stable. During this period Canada’s

P

18 Since this new ceiling was inclusive of Canada's net creditor position at the
ling was considerable.

IMF while the old ceiling was not, the ceduction in the reserve cel
Bank oF Canapa, Aunugl Report 1960, 7. 5%

19 'To some extent, the Bank of Canada bad 2 little Toom to fMANOCUVIE since it
could engage in forward market tansactions, selling foreign cxchange resexves spot and
repurchasing forward, to tempotarily adhete to the official reserve ceiling, FHlowcvers
quch actions would definitely have violated the spitit of the agreement and could be
considered as only a temporary expedient,

20 In point of fact, capital flows between Canada and the United States appeat
to respond to nominal yield differentials, Economic theory predicts that to the extent
that international differences in nominal interest rates reflect differences sofely in anticipated
rates of inflation, and to the extent ¢hat internarional transactors form their expectations of the
equitibrium value of exchange rates according to the purchasing power parity dactrine, exp_ﬂc'i'

ed exchange rate adjustments would offset the incentives to international capital flows provide
context, however, the expected 1atet

by nominal yield spreads. In the Canadian-United States q
of inflation ate likely to be so similar in the two countries that nominal yield spreads Wil

teflect, in fact, ew anfe real yield spreads.
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exchange reserves
were ne il

neverthodess. felt concernedal;w tilt1§1r Ceﬂn}jg’dbult' the Bank of Canada
and sold Gow vith a small decline in 'official
£ bond yieldsrg];nvsm b(():nds in order to “ ensure that the difflc;f:ier:t‘?;i
to attract the inﬂoceIl famadi2 and the United States was adequate”
~ecount deficic T }\17:718 othcapltal mi:clessary to finance the current
L : e potential loss of
inhibited the £ ¢ P §8 Of rescrves appears (
policy and Bapk of. Canada’s pursuit of an indcpenggnt o have

y restricted its desired monetary expansion monetary

The Bank’s desire to i
il > to pursue an expansionar oli i
Poﬁcyngfd :_3(6)171,‘3 tz;tr which time the Bank rcturnec{ tIc)) Erclya;(;not;izgg
Porey of restrainty _i-lestralnt. However, in spite of this supposed
g Pl Cét ?i money supply grew at an average zgnual
expansion of I;]':1‘4: mﬁ;eyu:ﬁ;)gplgh ;inSZCOIld_ ];alf eneed marey
: eri
fﬁltil(':aﬁr:t rzj’;lfcts ; combinatior.l of faI::tor(;,22 Otfhz1 ﬂ;(;zflciﬁ mrctm;tar}é
holdjngspli, - fi, ;:i e the constraint imposed by the ceiling orf)0 Caiatd;
hodings of fo Vg:l_-erf:l:crvvs:s: In the second half of 1966, Canada’:
offcial xeseeves were umping against the reserve ceiling and th
ank of Canada felt that the alternative to a rapig

expansion of th :
p ¢ money supply was to permit a more rapid escala-

tion of interest rat i
I es at a time when :
excessive capital inflow” 2 a strong need existed to “avoid

~ In spite of the rapid expansion in
i}itit:f;sz cl:l;le; Ir;l)sc sqbstantialll)y in the IiltZrn;)(:;fi};; u(%plf ,6d0m65t11<1
i e t})} aelilets in the United States. However, in ]angila7r, PlargS-
by Statw SCL of balan?e of payments guidelines intrzdugccri
e T 1 cis, the Canadian dollar came under heavy sellin
Fre imldin ; SUL (; was a sha.rp- decline in Canadian forcign cx%
change hol ou%ﬂ ;m ;m immediate attempt by the Bank of ganada
was virtually f]fOZ‘ZI:l aidthgofgzztg:u?;tter Of e tacoomaet
t ly frozen erest rates i i
n(iearll t34i£)fd81i1 .};fomts increase in the Canadian-[.{?. iﬁ:e—iﬁ; e
b ifferential over the previous quarter, Bygcarly sﬁggg

—_————

21
" (];:{T;- ;u' CAN.:\DA, Annual Report 1966, p. 43
the ¢ ter factors inctuded firancing th ] '
. 1oy ton : g the needs of the G i i
Bankinz Actss]-on:, 1.lm Etche Bas}k, Act. See D.W. Starme « Tl?: imﬁr;e?{t on o e Cana o
onomist’s View *, and R, M. MACINTOSHQ“ Th:w:;g; ?{fcvql'e Cﬂf}adi;n
1slons 1h the

Canadian Banki

nking Acts: A B P

1668 : anker’s View ®, C ;

58}, Pp. y9-91 and g1-g6 respectively, » Canadign Journal of Economics, 1, (February

23
Bawg or Cawana, Annual Report 1967, p. 10
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the Bank had succeeded in its defense of the Canadian dollar and
Canada’s exchange holdings were once again pressing against the
ceiling. At this point the foreign exchange constraint was patticu-
larly binding, since the ceiling restricted upward movement in official
reserves and even slight declines from the ceiling caused the Bank
to worry about insuficient foreign cxchange holdings.

By autumn, the Bank desired a policy of monetary restraint

for domestic stabilization. Flowevet, pursuit of this policy was

severely impeded by the official reserve ceiling. As Canada’s official

reserves threatened to exceed their ceiling level, the Bank expressed
concern that the « flexibility of Canadian monetary policy was in
danger of being severely limited ” by the reserve ceiling, ? and the
money supply grew at an incredible 18 per cent annual rate during
the last three quarters of 1968. The extent to which the reserve
ceiling grustrated Canadian monctary policy can be seen by the
Bank’s actions after the ceiling was removed in December 1968,
After growing by 16.2 per cent and T3.T per cent in 1967 and 1968,
respectively, the money supply grew by only 3.7 per cent in 1969,
and actually declined in the last threc quasters of the year.

During most of this period, the Bank relied extensively on both
nominal interest rates and the more liquid assct ratio of the charter-
ed banks as indicators of policy® The choice of the appropriate
indicator of policy, however, is not an especially intercsting issue in
5 situation in which the monetary authorities are forced to opt for
an interest rate target. Had the Bank of Canada, for example, chosen
the money supply as an indicator of policy during this period, the
Bank still would have been forced to pursuc policies designed to
keep domestic interest rates at the levels dictated by foreign €x-
change considerations, The only difference that a money supply indi-

cator might have made would have been a more rapid decision by
dian dollar

the Bank to abandon its commitment to peg the Cana
e

24 Bawk o Cavapa, Annual Kepors 1968, p. 4.

25 The more tquid assct (MLA) ratio is defined in the footnotes to
indicator or target of palicy the MLA ratio has severe limitations W
“ free rescrve ” measure in the United States. In particular, the MLA ratio is endogenous to
the banking system since the banks may alter theit desired holding of mote liguid assets, a0
there is no reason to expect the desired MLA ratio o be constant over time. Neverthelesss
the Bank of Canada attached special importance to this ratio believing it « is probably the
best single indicator of monetaty policy and conditions ».  J.R. BraTTIE, Deputy Governat ©
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(exclusive of the additional $118 million (U.8) of Special Drawing
Rights and the jmpact of the devaluation of the US. dollar on
Canada’s gold base reserves) in 1971 ander a nominally floating
exchange rate!

The erratic behaviour of the money supply in the 1966-1968
period, as noted p-revlously, can be cxplained in large part by the
dictates of the fixed exchange rate. With a flexible exchange rate,
however, the rapid expansion of the money supply in the 1970
(June) - 1972 period must be interpreted as an uncompromised act
of discretionary monetary policy. In view of the relatively easy
credit market conditions a3 viewed by the Bank (ie. as indicated
by the more liquid asset ratio), the only explanation for the very
rapid expansion of the money supply in the 1970772 period sects
to be the Bank’s choice of short-term objectives. In p-articular, the
Bank opted for less unemployment in the context of the eraditional
chort-run tradeoff between unemployment and inflation. ‘This
choice, in turn, caused the Bank to seek to prevent any further
appreciation of the Canadian dollar. The Bank of Canada was
fully aware of the fact that its monetary expansion was inconsistent
with the goal of Jomestic price stability, but the Bank felt that a
lower rate of expansion “ might involve the risk of encouraging
unduly high. intercst rates, EXCEssive capital inflows and upward

ressure on the exchange rate »2% Tn effect, the Bank’s preoccupa-
tion with the exchange rate caused it to forfeit the ability to pursue
a discretionary monetary policy and forced the Pank to opt for
an interest rate target.

Whether or not the Bank’s policy objectives were correct, this
episode clearly indicates the potential Jifficulties an open economy
creates for the selection of monetary targets, cven with a flexible
exchange rate system. Tf, for example, the Bank of Canada were
to adopt a money supply target and if interest rates were {0 fall in
the United States at 2 fime when the Bank placed top priority of
reducing unemployment, the Bank would bave to either increase
the money supply and thus presumably depart from. its moncy
supply target or accept the consequences of an appreciation of the
Canadian dollar.

]

26 Pank oF Canapa, Annual Report 1970, P. 9 Tor further evidence, se€ Bawk OF
Canapa, Annual Report 1977, P 8.
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V. Conclusions
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