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Cénaﬁa's_current econonic and financial environment is not likely to creats
a feeling'of euphoria among Canadian economists, bond traders, securitiea ana-
lysts and éther practitioners of the mystic arts, At the risk of driving you‘
immediately into a pést-lunchecn sfate of méntal depression andvphysical Indi~
. gestion, permit me to sketch in briefly the main lines of our‘present ECOnomie
'scenery; | i

We look around and whkat do we see? For one thing we see rapidly rising
rpridas Eiﬁh.hi“h unemploymenf.‘ We also see iricredibly nigh intersst rates,'
tight credit conditions generally, with no relief in sight, and an econoay
that has for some months besn growing at much less than its ﬁotential. Looking
further we see wage rate incraases‘that arerwilﬁly in excess of éroductivitj
increases, and price increases foliowing wage increases with almost indecgnj h;sfe;
And dé if this were not encugh thsre emerges‘f“om Ohtawa pefiodic evidence that
the high priesta of economic prognosis are'quarrglling amongsi fheﬁselves.

Nor does the scenary iaprove if you shift your gaze from the;fcrest to
the trees. Let us examine a few of the treés. So far fhis year the cénsumar
. price index has bezn rising at an annual rate of AYf—~the highest rate sincze
1951; and the increases for 19656, 1947, and 1955 were also larger than those
for any-year since 1951. So not only is it a high rate ﬁf inflation, but also
a very persistent one. 7 B B 7 - .

If we examiﬁe current trends in wage ratés and ﬁage rate seitlements we
are also forced to conclude that in the absence of strong and persistent anti-
inflétionary action, qurrentrinflationapy treads will con£inue for atleast
several more years. I recently-examined the rate of increase of average hqurly
earnings over the'périgd 1952 o 1968, and the rate of increase of real ocutput
pef manhour, and founi that the.difference batween the two —-%hat is, between

increazea ir mensy 2irnings and real outpui-—vas about ejual $o tke annual in-
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crease in the consumer price index. This suggassis that on the averége the in-

crease in wagzaes in excess of productivity increzses will e acsompanied by
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about an equivalent rate of inflation, I am not now suggesting any particula

ing a relationsnip that night give
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line of causatisn here, but ze

s
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us a roﬁgh indication of the rate of infﬁation that is in store for us over
next several years.'ﬂveréga houfl&,earnings in:manufécturing are now running
at about T34 ahead of a year ago ——— which is brobably ahout é%.or more in
'excess pf the trend rats of naiional average productivity increase. Even
more-revaaling and worrying is the size of wage zate Increases in current set-
tlementﬁ, since ﬁﬁey relate torﬁige »ate inc:easés over the ne t several yehrs,
in the third Qua ter of 13693 new bBtblPJPntb involved ® ;sn rate insreasss.of
7.9% coampared with 7.7% in the second guar er 7T.2% in the first quarter, and
7. %fin the fourth gquarter of 1368, However if we break down the thivd jquar- 7
fhr settlements ianto one year, two yearsg and three year agreements, it suggestis
that so far there has been very little slow-down in the rate of increase_cf
wage setilementa, Tor example, one year agregments scswe* a 9 &p invreaﬁ&

two year agresments showed a T.5% increase, and three year agreements showed

an 8,5% annual increass in base rates, Theée vage rate 1rure§ses relate to

new SBttlBJEﬂab covering targaining units of'500 eaployees or more bﬁj'excluding
the construction industry. If we take onlv the third yewr-wave ingrease of

all three yeoar contracts, this shows & per centage increase of 7.9%. Tae
.géuivalent fipure for aettlmeﬁﬁs arrived at'in the seconl guarter was 5,9%,

in the first quarter ét was 5;?%, and in the fourth guarier of 1958 it was 7.5%.

How what does that T.S% increase for the third year of gll.aettlements
nzde in th# third quarter of this year implyf ﬁell,_if the wage-price-

produ"t1v1tJ relaticonship I have just referred %o holds in futurs, and if

futurn gettlements were like thege of the very vrecent past, then 1t suggsests



an_iﬁflation rate of about 4% or more in 1971 and 1972. Thié leads me to say'

to those in charge of fighting inflation} if you wish to reduce the Tate of

infiation below the 4% level by 1971 you hai bet er soon create coniitions in

which wage rate settlements are distinctly less generous than they were in

the third quarter of 1969. - . . o U

I do not wish to imply that inflatioﬁ'is accelerafing, for that would.

not be correct, Year-to-year combarisons of both the consumer and wnolesale

- b

price indezes and manufacturing wages suggest that the rate of ingpmags of

wages and prices has been stabilized, and even #%at it has declined Trac-

tionally, The task we facéd now is.the one Qf reducing signifizantly the rate
éf incraaée of costs and prices,

8o far I h¢v~ aot even mentloned ooni prices and interest rates. The Go-
varnnent of Janada 4.% bond issue was selling at about 74,00 in Julf to Jleld

ebout T34, while now it is sellding-at about 3569.00 to yield 8.30%, As the

optimiét said, "that's quite 2 rally in bond yields", Yields of that magnitule

sgre without precedent in recent history. I attempted to determine when

Canade last experienczed such market rates of interest and found an article

back to the 1860's. It sﬁggestei that the convenfional mortg;ge rate droppe
to & range of 97%-10% in 1874, prior to whick 4% had for five-years EEaﬁEt
40%. -Not until this year did the coﬁvantiamal mortgage rate agéin excegd'
the 10% level. So itvseéms.sa§e to~ﬁay that éurrent marked rates are higher
than they hava been fgf,about avcentufy.

I suppcse the questlon that we aﬁouid now ask ourselves is: should we be
ﬁorriei? ime these rapidly rising prices and high interest rates, both of
unusuaitdimeﬁsibg§ in histpr{cal terms, ta)

- - e & > Ky Fiy o, b 1. R IR -2,
211 waBt to £o? IY is of course True lnel undnowasr antamlilar terrain
;



always mékéé one Bogewhat apprehensite; strangs watérs do frequently appear a _
ehade-darker.' But I am nmggingly remindeﬁ of the unsuspecting.boatman, drif—
ting along-in leisurely ecstacy, who gaid.iust before the falls of Niagara

came into sight,"Look hoﬁ ﬁonderfully swift the water rﬁnsa. Or as 'Adam
Smith' said, rewriting Rudyard Kipling,—that‘is, the new ﬂdam_smith of the
Mioney Gaame", not the old Adem Saith of the'Wealth Game’—--——he said, and I
quote, "If you can keep your head when 2117 those about you:%re losing tueirs,
you haven't resd the news," )

.Posaibly, therzfore, I am iustified in asking whether we should bte wor—
ried, It is 3 complex question becwuse it contains within it a seriez of =d-
ditional qusstions, Will present trends lead %o balance of payments difficul-
ties? Will they lsad t9 ssrious soéial unrest; will they lead to capital
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maylket chaossy will they aboyt economis growth; will mornetarry and

ot

significantly the dimensicrna of the problem

2

policies e successful in reducin

flation? While I will not pretend to deal com-
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of high interest rate
prehensively witﬁ each_one of these questions, I do believe that some comment
is appropriate.

I wish first of all to de3l with the matter of social unresi, Some of
you may rezall that way dack in 1358 ?roféssor A.W. Phillips rsported on
research that sezemed to show that periods of high wage rate ihcreases {and
high price increasesz) were usually periods of low ﬁnemployment, and vice wversa,

'?his finding was a God-send io economists who wished ie display their social

conscience in public. They could simply argues in favour of high employment,

Y

and express indifference over the inflation that would accompany it., Followirg
the Phillips ™ finding one would now expect that high inflation would be scoow-
P (= - =

panied by low unemployment, Alas, that is"not ths cass. TUnemploymant 30

BT
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far this year has been rumning at 4.7% of the labour force, and most recently
at 5.3%., In1964 when we =lso had 4.7% unexployment, the consumer price index

was rising at only 1.85 per annum; and in 1957 unemployment was 4.6% and prices

P * - Y, :
were rising at 3.2% per amnum, So you see the trend has been towaxd 2 deteriori-

tion of the price-unemployment trade~off position, Is this the price we have

to .pay for having avoided =z recession for allohger pericd than ever bafore,

L

excluding psriods of war? It is a price that invites social unrest; soonsr or

“later the bill for such unrest will be presented unless we find ways of

#chieving susiained economic expansion without a high rate of dzeply imbelied -

-0

inflation,

You are all familizr with the standard text description of who g=ts hurt
in inflation ——— widows, orphans,. pennlone_o, prolessors, #to., and I nesd
not discuss that aspect of 1t. However therse are ssveral devzlopments within

: that _ . :
this general arealfhould perhaps be notsd, So far in 1949, the share of totsal

income taking the form of wage:,-qala_rles and snpp1emnrtﬂ_J lahont incoma

has amounted to 54.9%, which was well above the 1952-13%8 ayerage_of.SO,Sﬁ and
also above the 1988 figure of 53. 9% ; the proportioﬁ of income taking the form
of corporation profits wefore taxeg was 10.3%, which was Lelow the 19 8952~ 1956 |
average of 11.,0%, and fractionally below thei{1968 figure of 10.4.. The share

going to farmers and unincorporsted businessss has declined., So the current

provlem seems indeed to be an overly rapid upward thrust in wages and

.salariea, not in corporation profits; and since %his has been accompanied by
¥ & - c

an incr=ase in uneaployment - it might even be that fthe shift in income has

partly been from the poor warkers to the rich workers, and nol from the poor
workers to profits, Thers is then the possidility that thke real conflict of
infterest is now botwesn the elite labour unions such as the United Stezl

Workers of Amzrica and the Tnited Automabile Vorikers and the unenpleoyed and

, znd a0 at all hetwsen such :nions and managsmant.



I would 11 e tc cite an exampln to 1llustraue thls poasibilitiy. Hecently
there vas a wage settlement in the sieel 1ndu3tr; which, like an nunber of
others, was BO higﬁ that it Gonld only be rationalized on the'assump ien that
there would be a high rate of inf flation over the life of the contract. It

was followed very rapidly by an increase in stesl prices. BSo where is the

[

conflict betwesn the sisel workers snd maragement? Presumsdly the people thati

will be hurt will be the ones that feel the impact of tight monetarj and Tiscsl

-

ut

O

restraint mecesssry to check the inflationary forces tuai will fan Tomn

4]

that setilemsnt and thet round of price increases, We ﬁust»éﬁteftain tﬁ
possibility $hat ﬁhere is very 1little harmony of inferest retwaan the wealfhy
workers anl the poor Werkers anu, indeed, that th51r'~n;erests in the shorh-
run atleast may be in conflict with =sach other., This ia a diuens
03121 consequances of inflation tha# should not be.ignored,

‘We live ia a period of acute concern overrminoli groups of one kind anl
another, and for the wmest part pat is a desirabls developns en,. However it
doss mean taat we can ro loagér a2ssume that minority groups who are caught in
the inflationary vqu'ez will indefinitely remain gquiet. I dbrnot-wish to

over-dramatize tae point, but I am wonlering whether the Montreal 3Jirike of

of inf ldthﬂ. And what is hagp

A

under tue Raticnal Pension Plan, which has only a3 partial price escalator

arrangemeat within 147 Howwueh political enersy vwill be experdied whan this
[=) F P -

W

becomzs a political issue of importance——as it likely will., 4t present I

unrest 1 they do not achiisvae greatsr price stablilty ani thereby svoid the

+

inequitatls and un "1)t'f13b1e Iistrioution of ithe direct ani indirect costs of

inother pact ¢f persisisni Inflation ihsi shouli be notsd iz its impac?
the capitael maziet. I} would sesm that thars has in geaeral benn a shift



| toward sﬁoft—térm f;naﬁcial investments, and away fromnlong—ferm fiied inferest
investments. This is not entirely a bvad thing.- To the extent thst pg?éent-inm
terest rates are higher than they will be in futiure, jhiardemand for ghort-term
investnents reduces the extent to which borrowers are able to lock themselvea
1nto 2 hl"h cost Ciplt&1 structure over future Fyears, I shudder to think what
would hdppen to & company that is highly leverare with long—te;m debt at to#

days interest coststhould we return to more normal interest rates. But an

-
1
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overly large amount of shori-term debt crsates its own hpvards ginz

makea borrowers vulnerable to. short-term market disruptions—--zs was so clearly

the Atlantic Acceptance Corporatien dhankrupitcy when

v

illustrateu at the time o

even gool finance companies faced a ciosed short-tasrm money market., I only

tor

21}
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nope tkat if the volume of short-term debi vontinus ge that ths Bank of
Canada will plan in advance to have a¥&ifwble arrangements for making available,

substantial amounts of lender-of-last resort fuads to non-ean¥ bhorrowars———

v
1

eitner directly, of indirectly through ths danking system. In ihe absfnce of
arrangeﬁants of that kind it is not ut all qutside.the realm of possibilities
that inflation could gensrate for us a financial warket crisis of the old
fashioned troe.

Wlll preaent inf latlouwry t*enib lead us 1nto 2 balance of paymer.

crisis? Here it would seam we ars in luck, mainly because the Tnited Staiss

o

has for égeral years been misgmanaging ita affairs with avout the same degres

g
o” ef sncy as we have, For that let us e truly thankful, We take our

mercies where we find- them, Wage cost performance seems to have been worse

in Canala until' about March of tais year, as suggested by trends in average

hourly earning in sarafacturing, but since then wage increages have bhaan avaul

the ssms in the 5wo countries., Tholesale prices have >igen at aboudl the same
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recently GTeen rising less in Canadathan in the United States. However hefore
we congratulate ourselves with too much self-satisfaction, let us remsmber

_that we have roughly eqdalled the U.3. prices and cost performance only afier
generating a distindy higher rate of unemplgyment tﬁan the U@ited States has
" done, ut ignoring that uncomfortable aspesct of tﬁa problem, it'would'seem
that serioué halance of puyments difficulties would arise oniy_if the U.3.
suddeniy sub 3u4ut111 improved its price perfo&mance and we did not ~~ a2 poﬁ-
éibility, of courss, that we should not discard without thought. Sone

Buropean c¢ouniriss too are experiencing serious inflsiion, although not all

countries are, as take the case of Germany. It is also txrue that when there

is inflation in other coun®ries, purticulary the United Staies, Canada
inev itahly imports some of it. QCanada alsa feels the impact of anti-inflationary

measuras taken by the United 3tates., The Interaztional dimen i cns of
inflation and its control havs beﬁome so important that Canada should rnow per—
haps té&ﬁ the 1n1t1a ive to deve‘ap 1nue_hatloﬁal co—operation to deal With
it. If only to highlight the nature of the prcblem and its importance, it
might now be wvary useful %o org anize an cpen internationzl conference on
inflation with participanﬁs'including governmént and central bank officials -
and outgiiers.

I do not want to leave the impression that our manétgry and fiscal
anthorities are standing idie in the fsce of currant inflationary developments,
First consider the dilemws they face, Théy face cosb-pull inflation, not

‘demand-pull inflation {atleast not Yet), and yet threir anti—inflationafy

tachnigques —— mcnetary and fiscal -- are designed essentially for demand-pull
. Such tecioniques can,of course, ultlwduel condrel cost inflation too. 2%

» or

'inflation.iié~w must this happen? P“asuﬁably it works this way. Through
tlgﬁt noney zud fissal resiraint the sales of companies and then their produc-
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tion , slow down. This squeezes profits and creates conditions tha 5

Y3

L5 ]
[« N
)

)

=

dlleCdlt for comgznies o improve

0
(WS

argins by wic

H

ng prices—-— waich in

e
u



turn will make it impossible for them to grant the wage increases that thay
would otherwise have granted. Finzlly lower price and co3t increases emerge,

§gﬁ_this hus happenedronly after tight honey has réduced sales, reduced
output and therefore égg;eased unempleyment. There is in thés anti-inflationary
apﬁroach a constant tempiation to relax restraint becauss of the unemploymént
it creates. Yet in the absence of any serious -indication that the voluntary
restraint programmed of the Prices and Incomes Commission'will-be consiﬁered
-éeriou aly by'unlo ~and posaibly even by managemend, there is no alternative.
The nature of this process hslps clarify whe the real combatants are in
this battle with inflation, and who the uasuﬂlt*eé are. It is ;éally the
Bénk of Canadé and the Department cf Fiﬁance in ong corner and the lahour
uﬁions and managsment in the other Gorner. The larger aze the wage demands aﬁd
the fea&ar is business to grant them, the more must ke Bank of Jarada and
governrent reatrain spen ding, create unz mplowupnt and in th& way eventually
cool off wage demands and price lncreases,
You might well ask: is ths Bank of Canada going to win that battle?
Some people v . ould argue that monetary pidliey hés not béen effective and will
not be effeotivé, Others are concerned about how long it will take %o become
effective. Thers is alsc much discusaion about the chancés of M"over-kill"
. =—3 phrase used to descfibe a depression induced Ey a policy misjulgment,
I have no doubt at all that if monetary policy remains restriciive long
enough it will slow down inflation., The 1ifficulty with monetsty policy has

&

been that it has only resently really become restriciiva. Lebt me explain,

Until last Anril the Bank of JéAnada paraitied a relatively high rete of me gtaTy
A .

expanbioq-—~¢m 1ht1“ to a seasonzlly adjusted annnal rats of alout 13.6% in

the first quariter of 1969 After that, increaseS-mere‘very smzll ———with

r

recent increases accounted for largely %y hig er Government of uﬂﬂnia 1epos t
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balances and not geaneral public deposits. So using "woney supply" 25 the

criterion of tla&t monay, we can say it began in April — wkich is net all
that long age., If we use the criterion of btank louns, the appearance of

tight money iz even more recent., For a period affar April the banks, by

reducing their net foreign and ol hew liquid asssts were able to continue

ct
(]

exnand their loans st 2 rapid rate. This process ended in July -- which
je I ] b

p
a1}

only four menths ago. What if you use the cost o® cresdit as the criterion

"
o

of tizht money? It is here where the most serious misconcepbtion exisis
my view., It is true of course that market intereat r-ates have been rising

L ]

-with 1ittle interruptiosn since the late sunxer of 1958, But that was alszo
2 period of inflation, and 1t is highly likely that the increass in interest
rates to some sxtent stleast rsflscted not tizht monsy dui rather inflation.

I will be more specifis. I somputed the annual average yield on a long=tera

< o

Governnent of Canala hond for the period 1352 to 19L,, and subiractel from

j4 the-annual average increassz in the consumer price index so as to oYtain

sort of "real" interest rats., I found thls r2al rste to be 3.075% For the

period 19521258, 3. 04%% for the periga 1952-19560, and 3.1C% for the pariod
.1950*1?68. ifow remarkably encugh, for the 11rur tan months of 1969 it
a#eraged 3.05%, BSo, incredible as it may seem, using the rate af 1ﬂtarenu
ajjusted for inflation as 2 ariterion of tigut nonev(gnd I sm aware of thé
limitations of =y p:ocedu:e) we 4id not réally have persistent tight money
this. year, Loéked at in another way, zny borrower who felt that current rit
of inflation would coatinue on into the future would not logically regard
narket interest rates as beaing high. He would not argue thati we had-"tight

- 1. - = A - s
Ymat about risht now? The 43% Goveranmeut of Jandda issue is yeﬂdln

0

sbout 8.33%, while consumer prices are running ahout 134 ahead of a pear
2o ——-thus indizating for the first time in many wonihs a very high "raal"

yield. Also, %the consumer price irdex was no higher in Oataober than 1t vas

€3

ju August, If by any chance this iz the signel for a Jistinctlyr lower rate

30m=2

e



o
gﬁbsténtially aboveﬁphe levél that could be explained by infiationarg forces)-
and that could be sustained for long.
The implication of this is that in November we really ha¥e seen the
emeréence of tight money defined in tgrmé_of the level of interest rates
. adjusted for inflation, Fufthermaré, borrowers now facé the very real
‘poﬁaibility that future inflation will not offset fuliy the adiitional cosats
invdlved in current high rates for long-term money, ZIven a 43p inflaiion
rate in 19?1‘and 1972 would nat seem to jusiify the A0 issue selling at its
éurrent yeild level on grounds of inflation alone,. | |
Hpnetary pélicy in other words, sesma finally to have created interést

rate levels trhat are more than sufficient to offseet current snd prospective

inflatien, That, surely, is sométhing that every long-term berrower should

poade? most carefully., I think that if the Banx of Jarada meiatzins its

pressnt desrse of tightness thers will soon e soms braak ir inflation
vfpg%chblogj.

This is just as well for I see looming ahead the possibility of a4 retur

apital speniing, I think

of 0ld fashioned demsnd pull inflation, DBusiness c )
will have to accelerate before long to meet medium term capacity requirzments
E ’

which, by the way, constitutes a strong btulwark against the dangsrs of "over-

~killv.. There is urgent need for the Bank and the Department of Finanse to
- break the cost-push ggcle bsfore thatd occurs; S
Will the Pank of Ganada persist with restraint even if this . means
mo?e‘dnemplogment in the short—fun? I of course, 4o not know, - I am cerizin
. fhat we will =1l be sorutiﬁizing the Bank's weekly.statistics_most cafefully.
But in the mean tiﬁa we should e aware,5% the strong possibility thai restric

policy, by redusing the rate of expected i~flntion would aztuslly lead to

{
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In this craﬁy verld of péraioxes the Dossibilif? should not be discarded

that tight money ledds to lcwar inierest rates and easy morsy tn higher
ones,
"Young pecple us2 the expression-—-"Ta2ll 1t ihe way it is". I only

wish tha®t our official and semi-official authoritiss wculd do the asme,

80 as to infcrm rather than confuss the people, I wish, for exampls,

that the Hinister of Labour would 8top congratulating himself on schisvi

wage settlements that have a stroag inflationary content; and ti he would

raise publicly the possibility that some aetilements, by recessitatir

7]

monetah" reatraint, might actually huri other workers, I hope the Linis

(=0
I

of Finance will spare us trk

G

1z public pride in the huge sals of Canzla

Savings Fonds; and worry instead about the flighi into demwnd money that
it represenis, and about the slow dsath of the long-tera bond marked. I

fal

nope the Econcmic Jouncil of Cansda can Jdo what has tc be done to permis 1t

to stop woitdng "weasel wordy" generalizatioas when dealing with inflatior,

=

tight wmoney, excessive waze increases and ‘monopoly price bshawiour

Cits
in |annuzl reports,
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stabilization problems,

Just poss=ibly, if the public understands the way it is, the couniry

will become more nsarly the way we want it to be.,
choy
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