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New Directions for
Intelligent Government in
Canada: An Introduction

Andrew Sharpe
Centre for the Study of Living Standards

THE TRADITIONAL "BIG-GOVERNMENT/SMALL-GOVERNMENT" DEBATES
are ideological rather than content-driven. We do not necessarily need
'more government', but we do need more 'intelligent government', that is a
government that recognizes there is a legitimate role for the state in social
and economic policy and focuses on how to best play that role in a way that is
effective without stifling innovation, creativity and private initiative.
Whether it is government programming (ie. new spending programs versus
targeted tax expenditures) or regulation (ie. how much, affecting who, what
sanctions) there are choices to be made, but in all of these areas the role that

governments play should be informed by solid analysis.

In his work as a public servant Ian Stewart brought this analytical focus to
the role of the state. The editors believe that we need more of this approach as
we move forward to deal with the challenges ahead. On the occasion of Ian's

80th birthday, we have commissioned a number of leading Canadian econo-
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mists and former senior policy makers to contribute to this festschrift by
addressing specific public policy issues and the role of an intelligent govern-
ment in addressing these concerns.

The two editors of this volume have worked closely with Ian during differ-
ent time periods and in different capacities. In both cases Ian has served a men-
tor role. He hired Fred Gorbet right out of graduate school in 1968 and Fred
worked with Ian at the Bank of Canada, Energy, Mines and Resources, the
Privy Council Office and Finance. Andrew Sharpe's association with Ian dates
from the early 1990s. With the demise of the Economic Council of Canada in
1992, a vacuum in the supply of applied economic research in this country was
created. The establishment of the Centre for the Study of Living Standards in
1995 was orchestrated by Andrew, lan, and David Slater. Ian assumed the posi-
tion of Chair, a role he still holds 16 years later.

Structure of the Volume

The papers in the volume are organized into four sections based on subject
areas: macro-economic policy including financial sector policy; tax policy;
social and health care policy; and general public policy. The volume also con-
tains a biographical essay by our honouree Ian Stewart on his extraordinary
professional career. We have also reprinted The Way Abead - likely the most
important document that an crafted during his years as a senior policy maker
in the federal government. The purpose of this introduction is to provide a
synthesis or distillation of the incredible richness of the policy analysis con-
tained in the 12 chapters, produced by a stellar cast of leading academic econ-
omists with an interest in public policy and public policy practitioners at the
highest level. The list of contributors includes four Deputy or Associate Dep-
uty Ministers of Finance (not counting Ian), two Chief or Assistant Chief Stat-

isticians, and four Past Presidents of the Canadian Economics Association.

The Contribution of Ian Stewart to Public Policy
in Canada

Born in 1931, Ian spent his early years on Toronto Island where his father
was superintendant of the water filtration plant. He attended the University of

Toronto Schools (UTS), excelling in both academics and athletics. After grad-
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uation he followed family tradition and enrolled at Queen's University in 1949
where he studied honours economics and politics. Not surprisingly given
Queen's long association with the public service in Ottawa, lan was exposed to
scholars who had been part of the Ottawa economic policy community, such as
Bill Mackintosh. Ian graduated in 1953 with the economics medal and
remained at Queen's to do his M.A. in economics, which he completed in
1954. Based on his outstanding academic record, as well as his athletic prowess
and leadership ability, he was awarded a Rhodes Scholarship to Oxford Uni-
versity.

Ian returned to Canada in 1956 and gained employment teaching economics
at Queen's University. By 1959 he came to the realization that a professional
career in economics required a PhD. He enrolled in the doctoral program at
Cornell University in Ithaca, New York where he specialized in econometric
modeling, then an emerging field advancing with the I'T revolution. In 1962,
he accepted a position in the Department of Economics at Dartmouth Univer-
sity in Hanover, New Hampshire. After obtaining his PhD degree in 1965
with a thesis that built a quarterly model of the Canadian economy, his
thoughts turned to the possibility of returning to Canada. Fortunately, the
Bank of Canada was recruiting, and was particularly interested in Tan's skills
and experience in building econometric models, an art then it its infancy. Ian
accepted the offer.

In 1966, lan started his Ottawa career, assuming responsibility in the
Research Department at the Bank of Canada for the development of the RDX
econometric model of the Canadian economy. There he assembled a stellar
team of economists, including Harold Shapiro, later President of Princeton
University and Michael Spence, later a Nobel laureate in economics, and of
course Fred Gorbet and John Helliwell. The work on the RDX model at the
Bank of Canada represented a pioneering attempt to quantify the macroeco-
nomic effects of various economic policy scenarios and Ian's leadership in this
area was a major contribution to public policy in Canada.

In 1972, Ian joined the Planning Branch of the Treasury Board Secretariat
as a Director. The mandate of the Planning Branch was to apply greater eco-
nomic rationality to the allocation of resources among departments, a chal-

lenging task in a political environment. At that time, energy was beginning to
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emerge as a key policy area and Ian developed an intense interest in this issue.
In 1973, he was seconded to the Department of Energy, Mines and Resources
(EMR). The turbulent oil markets of the 1970s placed many strains on the
economy and the federation, and Ian's highly honed analytical skills were
applied to the preparation of many memoranda to cabinet on energy policy
during this period.

In 1975, Michael Pitfield, Clerk of the Privy Council Office (PCO),
recruited Ian to be Secretary of the Cabinet Committee on Economic Policy.
These were turbulent economic times, with inflation accelerating. To deal
with this situation, the government in October 1975 imposed wage and price
controls for a three year period. The direction for economic policy after con-
trols ended became a key concern. To address this issue, Ian, with the close
assistance of Fred Gorbet, drafted the document The Way Abead, which laid
out new policy directions for intelligent government - focused not on care-
lessly and blindly unwinding government interventions, but on replacing
direct interventions with structural policies that would make the economy
more efficient. One of the key messages of The Way Abead is that failure to
design intelligent and effective policies may lead to social outcomes that may
require more direct intervention by governments - at some risk to personal
liberty. The experience of wage and price controls represented an example of
this and the publication sought to learn from that experience in the future
design of government policies. The Government of Canada officially released
the document in 1976. It represents an excellent example of Ian's analytical
approach to policy development and captures and articulates very well the eco-
nomic choices facing the nation in the late 1970s. It is reprinted in the appen-
dix of this volume, with Prime Minister Trudeau's comments.

In 1978 Prime Minister Trudeau offered Ian the opportunity to choose his
next assignment. Given his keen interest in energy policy, he chose EMR
where he was appointed Deputy Minister. With the quadrupling of oil prices
in 1979 energy policy assumed even more importance. Ian was at the heart of
the intense federal-provincial and international negotiations on energy issues,
dealing directly on a regular basis with the newly elected Prime Minister, Joe
Clark.
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In 1980, with the return of Prime Minister Trudeau to power, Ian was
appointed Deputy Minister of Finance where he was responsible for three
budgets. Certainly the best known, and most controversial, was the November
1981 budget, which curtailed a number of tax expenditure and tax avoidance
schemes to both improve fiscal balance and to incorporate greater equity into
the tax system. Particularly in the context of the rapidly worsening recession,
the tax measures met with substantial resistance and the budget encountered a
hostile reception, forcing the government to rescind some of them. Future
Deputy Ministers of Finance learned greatly from this experience. lan's last
budget in June 1982 introduced the '6 and 5' program to limit wage increases
in the public sector. The program contributed to a moderation in wage
demands and hence wage expectations in both the public and private sectors.

In November 1982, after nearly three stressful years in the most important
economic policy position in the federal public service, Ian decided to leave the
Department of Finance. He assumed advisory roles at the Ministry of State for
Economic and Regional Development and chaired the Board of Directors of
the Canada Mortgage Housing Corporation. In 1985, he returned to his alma
mater Queen's University as Skelton-Clark Chair for two years and in 1990 he
became Chair of Statistics Canada's Advisory Committee on National
Accounts, a position he held until 2000. In the 1990s and 2000s Ian has also
served on the Board of Directors of a number of non-profit organizations,
including chairing the Board of the Centre for the Study of Living Standards.

The above brief chronology of Ian's career is based on Ian's contribution to
this volume. The reader is referred to his paper for the full story, which is
extremely interesting, modest and well written.

By any standards, Ian enjoyed a most distinguished career in the federal
public service. The source of Ian's success is related to a number of factors.
First, very strong educational credentials - a PhD in economics specializing in
econometric modeling from an Ivy League university - gave him the technical
skills to conduct and direct economic research and analysis at a high level. Sec-
ond, his highly developed people and leadership skills allowed him to work
effectively with political leaders and motivate and direct his staff. Third, his
commitment to public service, and to intelligent government, that is govern-

ment not driven by ideological blinkers, allowed him to assess policy options
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from a balanced perspective, and provide sound advice to the Ministers he

served.

Macroeconomic Policy

Christopher Ragan on the Evolution of Canadian Monetary Policy

The first paper in the volume following Ian's biographical overview is by
Christopher Ragan from McGill University. He provides an extremely read-
able overview of the evolution of monetary policy in this country from the late
1970s. Ragan is one of the few, if not the only, academic economist in Canada
who has held senior appointments at both the Bank of Canada and Finance
Canada. This gives him a unique perspective to address his topic. This paper
represents a wonderful introduction to the monetary policy field for under-
graduate students.

The first section of the paper offers an insightful assessment of Ian Stewart's
influential document The Way Abead, which, as noted, is reprinted as an
appendix to this volume. Ragan finds it a balanced and realistic view of govern-
ment in a modern economy. He notes that the document both emphasizes the
importance of using relatively free markets for the organization of economic
activity, but also recognizes the need for government intervention to solve cer-
tain problems that markets are ill-suited to solve, including provision of public
goods, appropriate pricing of externalities, and reduction of severe inequities.

The key message of Ragan's paper is that the process of natural selection of
good and workable ideas in monetary policy formation has led to the creation
and refinement of the current and very successful inflation-targeting system.
At the core of this evolutionary process he sees both a continual drive toward
"better" government and a recognition of the limitations of what government
can accomplish. In reading Ragan's assessment one is struck by how the evo-
lution of monetary policy through the decades of the 1970s and 1980s was
informed by advances in research and analysis, applied to critical economic
problems - a hallmark of what we call 'intelligent government'.

Ragan identifies a number of lessons that led to the establishment of the cur-
rent regime, including the discovery of the importance of the supply side of

the economy for monetary policy and the role played by a flexible exchange
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rate. He identifies the need to ensure "financial system" stability as one of the
most significant challenges now facing central banks in both Canada and other
countries and discusses some of the options that policymakers face in "leaning
against financial excess" and searching for an appropriate approach to "macro-

prudential stability".

David Dodge on the Canadian Financial System

The importance of a well functioning financial system for a sound economy
has been highlighted by the recent economic crisis. Unlike the downturns in
the early 1980s and 1990s, the origins of the current crisis reside in the finan-
cial system. In the second paper in this section, David Dodge provides an
insightful overview of public policy toward the financial system in Canada. He
traces the development of Canadian financial market policy from the Porter
Commission released in 1964 to the present, assesses the successes and short-
comings of these policies in meeting the twin objectives of efficiency and sta-
bility and dealing with inherent conflicts, and examines challenges ahead in
light of the lessons of the financial crisis.

As Deputy Minister of Finance from 1992 to 1997 and Governor of the
Bank of Canada from 2001 to 2008, Dodge became very familiar with the role
public policy has played in shaping the financial system in this country. This
experience makes his observations on developments in the financial system of
particular interest.

Dodge states that, at the broadest level, financial sector policy should facil-
itate the development of financial markets and institutions which enhance effi-
ciency and innovation while at the same time assuring the macro-stability of
the system. But he notes that financial innovation can become a source of
instability if regulation and risk management fall behind the curve. Indeed,
this is what happened in the late 2000s when policy-makers in the United
States, in particular, diminished the regulatory framework in an attempt to
allow greater efficiency and innovation in financial services. The resulting
global financial crisis has demonstrated dramatically the need to achieve an
appropriate balance between efficiency and stability in financial sector policy.

The paper outlines a number of factors that led to the relative resilience and
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robustness of Canadian financial institutions in the face of crises in the United
States and Europe.

Of course, there are many challenges for financial market policy in Canada,
and especially in other countries. Dodge provides a detailed discussion of what
he sees as the reforms needed to buttress financial stability at both the inter-
national and national levels, such as more stringent capital and liquidity
requirements. He recognizes that such reforms may result in slower economic
growth and argues that a focus on preserving, if not enhancing, competition
and market contestability may be the best way to promote efficiency and inno-

vation in such circumstances.

Scott Clark on Credible Fiscal Policy

A sound fiscal situation is a key requirement of successful economic policy,
but how to define and attain "soundness" is a matter of debate. Scott Clark
argues that it is important that fiscal policy be seen by relevant constituencies
as "credible” and sets out, in this paper, the key attributes that he believes are
essential to credibility in fiscal policy. He also discusses his perspective on
how Canadian fiscal policy has measured up to these attributes over the period
from 1983 to 2010. He is particularly well qualified to write on this issue, hav-
ing served as Deputy Minister of Finance from 1997 to 2000, a period when
Canada's fiscal balance was improving greatly.

Clark first identifies the four key groups who decide whether a govern-
ment's fiscal policy is credible. They are financial markets; important stake-
holder groups (including, for example, business, labour, consumers and
educational institutions); the media; and the general public. He then points
out the criteria that these groups use to judge whether a fiscal policy is disci-
plined or credible. First, it must be realistic, that is based on sound analysis.
Second, it must be responsible, that is the government must be committed to
establishing a sustainable fiscal framework. Third, it must be prudent, that is
it must include a reasonable amount of "insurance." Finally, it must be trans-
parent, that is providing full disclosure of information.

Clark provides a detailed discussion of the federal government's fiscal pol-
icy since the 1970s from the perspective of these four criteria. He provides an

inside account of the decisions taken, or not taken, at the Department of
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Finance in the 1980s and early 1990s that resulted in a massive deterioration
of the country's fiscal balance and rise in the debt/GDP ratio, as well as the
policy shift taken in the mid-1990s that turned around this situation.

Clark expresses concern at certain developments that have taken place since
2006. He notes that at that time Canada's fiscal position and fiscal credibility
were excellent, but that both have since deteriorated, not only because of the
economic crisis, but also due to discretionary fiscal policy decisions. He argues
that fiscal prudence has been virtually eliminated in fiscal planning and trans-
parency in budget planning has diminished. While recognizing that Canada's
current fiscal situation compares favourably to that of most OECD countries,
he feels that the federal government nevertheless faces a structural deficit that
will worsen in the coming years with the increased health costs associated with
the ageing baby boom cohorts. He concludes with a call for the adoption of a
fiscal strategy that is realistic, responsible, prudent and transparent.

Lars Osberg on the Role of Unemployment in Public Policy

In the immediate postwar period, full employment, or at least low unem-
ployment, was an important objective of economic policy and featured prom-
inently in official government documents on macroeconomic policy. In the
final paper in this section, Lars Osberg from Dalhousie University argues that
unemployment has largely disappeared from official macro-economic policy
discourse in Canada and provides an explanation for what he sees as an unfor-
tunate development.

Osberg traces the origins of this development to the change in the under-
standing of unemployment within the economics profession. In the immediate
postwar period, with the experience of the Great Depression still fresh, econ-
omists emphasized the large economic and social costs of unemployment, and
the key role of aggregate demand in determining the level of unemployment.
With the rise of inflation in the 1970s the issue of inflation control became a
much greater priority for economists. Economic policy, especially monetary
policy, focused much more closely on this issue, with concerns over unemploy-
ment diminishing, even though the unemployment rate had risen significantly.
A desire to minimize the risk of inflation, and a strong view that in the long-

run there was no trade-off between unemployment and inflation, dominated
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macroeconomic policy discourse. The emergence of persistent public sector
deficits at about the same time constrained countercyclical fiscal policies, and
attempts to deal with unemployment became increasingly focused on micro-
economic, labour market oriented policies.

Osberg notes that one exception to the focus of monetary policy on inflation
to the exclusion of unemployment occurred during the second half of the
1990s in the United States, when the Federal Reserve Board, under its chair-
man Alan Greenspan, rejected the standard NAIRU framework and probed
the limits on the non-inflationary unemployment rate, driving the unemploy-
ment rate down to 4 per cent.

Osberg believes this lack of policy interest in unemployment on the part of
government policy makers is having a negative effect on the well-being of
Canadians. He points to recent research that finds unemployment especially
bad for subjective well-being or happiness, not only for the unemployed, but
also through a spillover effect for those with jobs. Osberg notes that Canada is
one of the few industrial countries that does not collect data on job vacancies,
which can be useful for analysis of how tight labour markets actually are at any
given time. In line with the desire to inform government policy with more

solid and sophisticated analysis, he makes a strong case that such information

should be collected.

Tax Policy

Robin Boadway on Rethinking Tax-Transfer Policy

In this paper Queen's University Economics Professor Robin Boadway, one
of the country's most distinguished tax scholars, argues that a major rethink-
ing of Canada tax-transfer system is warranted, and outlines the key elements
of the design of a new tax-transfer system. The paper is a tour de force, cov-
ering a very wide range of tax issues in a rigorous manner informed by the lat-
est research. It represents a major contribution to the field.

Boadway believes a rethinking of the tax-transfer system is needed for two
reasons. First, the views of what constitutes an effective tax-transfer system
have changed considerably in recent decades, an evolution well captured by
the Mirrlees Review in the United Kingdom. Second, the world has changed,
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and a key aspect of this change has been the trend toward greater inequality.
Unfortunately, the ability of the current tax-transfer system to cope with these
changes is limited.

In contemplating his rethinking of the tax-transfer system Boadway eschews
political constraints. Although he recognizes that political considerations are
critically important in implementing tax reform, he believes that to constrain
the analysis by what might be politically feasible will lead to inferior choices.
His paper sets out what he believes the most appropriate reforms would be,
recognizing that political realities will result in tradeofTs.

Boadway identifies many concerns about the existing tax-transfer system.
For example, he finds the treatment of natural resources, particularly non-
renewable resources, especially problematic and the pricing of environmental
damage, whether due to global warming or congestion, very uneven. The per-
sonal tax system in his view does a mediocre job in achieving equity. He con-
siders it a national disgrace that welfare incomes remain below the poverty line
and have been falling in real terms, and argues that the current treatment of
intergenerational transfers represents a failure to address the issue of equality
of opportunity.

Boadway's proposals for reform are based upon the Mirrlees Report, but are
modified to reflect the realities of the Canadian context - in particular, shared
jurisdiction over taxes and transfers, the particular role that natural resources
play, and the lack of inheritance or wealth taxes. The key organizing principles
for this reform are that the tax system should be as efficient as possible, and

that the tax-transfer system should be highly targeted to those most in need.

Stanley Winer on Tax Policy Design

Stanley Winer's paper complements Robin Boadway's analysis by taking a
different starting point to the process of tax reform. Rather than adopting a
strictly normative approach, as Boadway does, Winer views tax policy formu-
lation as an equilibrium outcome of competition between political and interest
groups, conditional on and evolving with technical knowledge on tax issues.

Winer prefers an approach that tries to incorporate feasibility into the anal-
ysis, even though it may entail making 'political judgments' and results in 'a

second-best' world. In Winer's view, this is because the real choice is not
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between an optimal design and the world as it is, but between alternative con-
ceptions of what is both possible and desirable. As an example Winer's analysis
reviews some of Boadway’s proposals through this prism and adds an addi-

tional, valuable dimension, to Boadway’s analysis.

Social and Health Care Policy

Pierre Fortin on Income Support

Income support programs are largely under provincial jurisdiction in Can-
ada. In this paper Pierre Fortin from the University of Quebec at Montreal
highlights some important differences in income support in the Canadian fed-
eration and puts forward some lessons for social policy gleaned from the Que-
bec experience.

Fortin begins by noting that Canada is a relative laggard in spending on
income support among OECD countries. In 2007, this country devoted 9.3
per cent of GDP to income support, ranking 20th out of 22 OECD countries
(only the United States and Korea were lower). He then points out that Que-
bec devotes a much larger share of GDP to social assistance, workers' compen-
sation and other social services than the other provinces. As a consequence,
Quebec has a considerably lower poverty rate than the other provinces (except
Alberta), and the bottom quintile has a higher level of income than is enjoyed
in other provinces.

Fortin identifies two areas where intelligent government could find new
directions for income support in Canada. First, with the rapid growth in the
elderly population in coming decades, the demand for residential care and
home help services in this country is set to explode. He sees an urgent need to
recognize this challenge and to initiate a discussion of intelligent policy alter-
natives to address it.

Second, based on the robust finding that early childhood plays a fundamen-
tal role in the building of human capital, he suggests that other provinces learn
from Quebec’s family policies. In particular, he recommends that the other
provinces consider universal educational childcare programs similar to Que-
bec's $7 a-day program, which covers half of pre-school children in the prov-

ince. He argues that this program increased female labour force participation
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significantly, generating additional tax revenues that more than covered the
costs of the program. The program also fosters greater interaction between
children from different social backgrounds, contributing to class rapproche-
ment, and giving middle-income families a tangible benefit for their tax dol-

lars, thus stabilizing support for social programs in general.

John Richards on Policy Linkages

Two of the most important challenges facing Canada are the future financ-
ing of the increased health care costs associated with the ageing of the baby
boomer cohorts and the reduction in greenhouse gas emissions. In an innova-
tive paper John Richards from Simon Fraser University proposes a linkage
between these two seemingly unrelated issues, arguing for a carbon tax to
reduce greenhouse emissions being used to prefund the boomers' 'frail eld-
erly' care.

Richards provides evidence that the social program costs, under middle-of-
the-road assumptions, will increase by 4 percentage points of GDP by 2031
and by 7 percentage points by 2051. Just as the future payouts for the Canada
Pension Plan were prefunded by a hefty rate hike in the late 1990s and early
2000s, Richards argues that it makes sense to develop a comparable pre-fund-
ing mechanism for future health costs.

Canada must reduce greenhouse emissions. Most economists agree that car-
bon taxes are the most effective means to reduce energy use, as both consum-
ers and businesses, particularly in the medium-to-long run, respond to price
signals. Higher energy prices will lower consumption. Richards is well aware
of the political unpopularity of carbon taxes, but notes that such a tax was suc-
cessfully implemented in British Columbia in 2008.

Richards recognizes that his linkage idea in the current political environ-
ment of public skepticism to increased taxes represents "idle speculation”. But
he argues that such speculation has its place as it invites advocates of particular
agendas to address the politics of taxation, and to assess the need for alliances

to achieve goals they are unlikely to realize alone.
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Michael Wolfson on Health Care as a Knowledge Industry

An increasing share of GDP is being devoted to health care. Yet because of
inadequate knowledge within and about the health care system, Canadians
have little idea if they are receiving value for money for these expenditures. In
this paper Michael Wolfson from the University of Ottawa, and a former
Assistant Chief Statistician at Statistics Canada responsible for health data,
addresses the weaknesses of this country's knowledge infrastructure for health
care.

Wolfson paints a dismal picture of the state of information in the health care
system in Canada, finding that it is decades behind the best practices in other
sectors in this country and health care systems in other countries. He reports
that the health care system is blind to patients' care trajectories, paying no
attention to the sequence of health care encounters, how they interact, and
their cumulative impact on health. Instead of a sophisticated system of elec-
tronic health care records, health professionals maintain paper filing systems
that in effect constitute a "wall of ignorance."

Wolfson sees the roots of the lack of priority given to the systematic accu-
mulation of knowledge in the nature of the health care system, a system driven
by specialists "who treat body parts rather than whole people, and by organi-
zations which typically lose track of their clients once they go out the door
(both vertical and horizontal)." He also notes that modern health information
systems have the capacity to monitor physician performance in unprecedented
ways, a situation that may not necessarily be considered desirable by indepen-
dently-minded doctors who largely control the heath care system.

Wolfson puts forward a vision for a coherent health information framework
based on a hierarchical structure. At the base is a combination of basic admin-
istrative and survey data, which are then rolled up into local or facility infor-
mation, regional indicators, health accounts, and summary indicators such as
the health-adjusted life expectancy.

The federal government transfers significant monies to the provinces for
health care. But in the 2004 Health Accord, demands made on the provinces
in terms of accountability were minimal and hence did not provide an impetus
for the development of better health information systems. The upcoming

2014 Accord represents an opportunity to move much more aggressively to
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improve health information. Wolfson makes a case that the federal govern-
ment should use its financial clout to encourage the provinces to make much
better use of the potential of health information systems to improve the effi-

ciency and effectiveness of the health care system.

General Public Policy

John Helliwell on Improving Subjective Well-being

Information on subjective well-being, often referred to as happiness and
best measured as life satisfaction, is increasingly being used to supplement, or
even supplant, more conventional indicators of individual and social progress
such as GDP. In this paper John Helliwell addresses the topic of how the
recent research on the determinants of happiness can be used by policy makers
to improve the subjective well being of the overall population.

A robust finding of the happiness literature is a strong correlation between
the existence and strength of social ties and subjective well-being. When con-
ditions are experimentally controlled, a causal relationship emerges, running
from increased social interaction to greater happiness. Trust has also been
found to be positively associated with happiness, independent of its relation-
ship to social connections. The most important support for life satisfaction in
Canada has been found to be a sense of belonging to the local community,
which has a stronger effect than sense of belonging at the provincial and
national levels.

Helliwell identifies a number of ways in which these findings related to hap-
piness can be incorporated into a policy making framework that increases sub-
jective well-being. Information on happiness can be factored into
conventional cost-benefit analysis, so that the impact of specific changes in
policies and programs on subjective well-being can be quantified. Public ser-
vices can be designed and delivered in a manner that elicits the maximum sat-
isfaction from the persons being served. Local governments can build on the
efficacy of face-to-face contact, the subjective well-being advantages of a local
sense of belonging, and the psychological benefits of working together to
develop new models of operation. Macroeconomic policy makers can inte-

grate into their tradeoffs the insights that the welfare weight associated with
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the unemployment rate is significantly higher than that associated with the
inflation rate, and that the overall effect of unemployment on subjective well-
being is much larger than that explained by the effect of unemployment on

income.

Munir Sheikh on Good Data and Intelligent Government

Intelligent government is critically dependent on good data. In this paper
Munir Sheikh, Chief Statistician of Canada from 2008 to 2010, provides a
primer on Canada's statistical system. He begins by explaining why we need
good data, outlines the attributes of good data (access, relevance, quality and
organizational efficiency), and then evaluates the effectiveness of Statistics
Canada in the provision of good data.

Perhaps not surprisingly, he rates Statistics Canada's performance quite
good in all areas. He explains this performance by many factors including: the
agency's history of political neutrality and independence; the centralized and
comprehensive nature of the statistical system; the concern for the privacy and
confidentiality of the data; the transparency of operations; a high-quality
methodology group; the client-orientation of data dissemination; sophisti-
cated internal systems for risk management and program evaluation; and a
strong analytical and research program.

The federal government's decision to discontinue the mandatory long-form
census and, more particularly, the way in which the position of Statistics Can-
ada was publicly communicated by the responsible Minister led to Sheikh's
resignation as Chief Statistician in July of 2010, - the first time a Deputy Min-
ister of the Crown had resigned in so public a manner over a point of principle.
Sheikh's contribution to this volume provides the historical context for the
mandatory long-form census, as well as a detailed account of, the issues sur-
rounding the decision to discontinue it, and the reasons for his resignation.
The paper also explores some of the broader implications of this decision for
the ongoing role of Statistics Canada and the possible ways in which it might

affect the continued provision of good data.
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Don Drummond on the State of Public Policy Analysis in Canada

The essence of intelligent government is high-quality policy analysis. The
last paper in the volume by Don Drummond surveys the state of public policy
analysis in this country. With extensive experience at Finance Canada in a
number of senior management positions, including Associate Deputy Minister
of Finance, and with experience as Chief Economist of TD Bank, there are few
individuals in the country better qualified to address this topic.

Drummond discusses all potential suppliers of public policy analysis, pro-
viding many insights. Perhaps not surprisingly he finds little policy analysis
done by local governments and the media. Because of conflicts of interest he
finds the private sector is hampered in the degree to which it can conduct dis-
interested public policy analysis. He considers the number of think tanks and
research institutes in Canada inadequate for the task of providing comprehen-
sive policy analysis across a full range of issues and views some think tanks with
skepticism, because of their predictability arising from their ideological orien-
tation. Drummond in general finds the level of public policy analysis done by
provincial governments to be fairly weak. In terms of academia, he finds very
few researchers in the public policy fields as the incentive structures of the
institutions do not encourage non-tenured faculty to undertake this type of
research.

The most important player in the public policy field is the federal govern-
ment. Drummond characterizes the quality of public policy analysis from this
source, based on what is in the public domain, as dismal. He cites the analytical
void in the climate change field as an example of government neglect to pro-
duce and release high quality, analytical documents to support intelligent pub-
lic debate on the issue. He identifies a number of factors responsible for this
decline in public policy analysis in the federal government. Program Review in
the 1990s led to departmental downsizing, and policy research is often the first
program area to be cut. Increased tensions between the political leadership
and the bureaucracy marginalized policy units, making them expendable.

Drummond concludes that the state of public policy analysis in Canada is
bleak. But there is hope. Drummond does not believe that the federal govern-
ment's policy capacity function is beyond the point of no return. A revival will

require action on the demand side through greater interest by the political
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leadership in high quality policy analysis and on the supply side by the alloca-

tion of greater resources to establish and build up policy analysis units.

Concluding Remarks

The theme of this festschrift has been that Canada needs more 'intelligent
government', defined as a government that recognizes there is a legitimate
role for the state in social and economic policy and focuses on how to best play
that role in a way that is effective without stifling innovation, creativity and
private initiative. The papers contained in the volume, written to honour Ian
Stewart for his distinguished career as a public servant on the occasion of his
80th birthday, represent high-quality analytical contributions to public policy
analysis in a number of areas. They do an excellent job at pointing to new

directions for more intelligent government in this country.
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Ian Stewart in
his Own Words

Tan Stewart
Preface by Fred Gorbet

WHEN ANDREW AND I SET OUT TO MARK lan’s 80 birthday, and extraor-
dinary professional career, with this festschrift, I volunteered to draft a brief
biography of Ian - focusing on the years we worked together, which encom-
passed most of the time from 1968 through 1982. This turned out to be
much more difficult than anticipated. Ian was a fantastic mentor to me. He
hired me directly out of graduate school to join him at the Bank of Canada in
1968. Through long evenings working on the econometric model RDX2, he
taught me more about economics and particularly the nature of the economic
adjustment process than I had ever learned in university. As time went on and
Ian’s focus shifted from research to the practical application of public policy,
he never ceased to challenge me with his keen appreciation of the role of
analysis in effective policy design and implementation and his enduring sense
of fairness and compassion. Yet, when it came to write about this career, I

realized that time had erased many memories and notwithstanding our long
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association, there were many gaps in the story as I knew it.

I turned to Ian and asked for a brief synopsis of his professional life — one
that would bullet-point highlights, achievements, challenges, colleagues, etc.
I felt that with this raw material I could fashion a tapestry that would illumi-
nate the character and achievements of one of Canada’s best economic
researchers and policy advisers.

The result was “pure Ian”. No bullet points from him. But rather a well-
woven, stream-of-consciousness review of his professional life — beginning at
the beginning and transitioning through the many different passages that
marked an illustrious career. I have concluded that to alter his text in any fun-
damental way would detract from the story that Andrew, I and Ian wish to tell.
I have added some footnotes, where I believe my memory is accurate and my
recollection of events would assist the reader. But what follows is — essentially

—Tan Stewart in his own words.

Overview

THIS IS AN ATTEMPT, IN RESPONSE TO Fred Gorbet’s request, to provide a
somewhat cursory record of my career. I began by attempting to report
major family milestones but in the end have decided that any balanced treat-
ment of family and other aspects of my personal life would demand a docu-
ment at least twice as long. At least half of the important and supportive
structures in my life, therefore, do not appear here! I do from time to time,
however, make reference to my sporting life because it seems related to the
career story.

I should say at the outset that I tend to think of my life as a series of inter-
ludes in which accident and fortune — almost exclusively good fortune — pro-
vide new directions: not as dramatic as right-angles, but more or less abrupt
shifts that, taken together, define a career. I cannot claim that I set out in life
with a well-structured set of goals and what I am about to reveal, it will be
clear, does not represent a steadfast and well-ordered march! I have inserted
headings to distinguish transitions into new interludes to assist a little in mak-

ing the story coherent.

20 New Directions for Intelligent Government in Canada



The Early Years: From Toronto Island
to Queen’s University

I begin the story on Toronto Island. It may be that my youth had relatively
more importance than I frequently detect in others who reflect upon their
beginnings. Indeed it will be a feature of this essay that I reflect upon each of
the ‘segments’ in my life with very substantial pleasure. I frequently detect in
others memories of less happy intervals but I record no such periods in my life.
In any case my father’s appointment in 1933 to the post of superintendent of
the water filtration plant on the Island carried with it a city-owned house
which was my home uninterruptedly until 1949 (when I departed for Queen’s),
my summer residence until 1953 (and my father’s home until 1955 when it was
destroyed as part of the clearance of housing from much of the Island.!) . The
essential features of the larger islands? - Hanlan’s Point, Centre, and Ward’s -
were that they were substantially parklands, without motor cars; with a winter
population that numbered in the hundreds and a summer population of sea-
sonal renters numbering well into the thousands (until the Second World War
when emergency conversion of Island housing to year-round occupancy car-
ried the winter population also into the thousands). Toronto Island was an
extensive playground without traffic or other conventional urban threats, sur-
rounded by beaches and with facilities to cater to extensive recreational activ-
ities. Interwoven with lagoons the Island was also a water-sport mecca in the
summer and a skating and holiday paradise in the winter. Indeed, it was its
resort character that led the Island to be populated, prior to the motor car, by
the Toronto aristocracy. After they departed for Muskoka their gracious
homes were converted to apartments to accommodate summer visitors.

I attended a two-room school on the Island for grades one to eight. My
mother who had been a school teacher in her early years, was very concerned
that my limited Island education would dim my chances of going to the Uni-
versity of Toronto Schools (UTS). She therefore secured the grade eight syl-

1 Well before that time the Island filtration plant had been replaced by the
Victoria Park plant featured in its construction by Ondaatje’s The Heart of the
Lion.

2 The Toronto Islands are a group of islands: The largest of these is Center
Island, which is often referred to as Toronto Island, in the singular.
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labus and through the winter and spring of 1943-4 I benefitted from her very
effective tutoring. At the end of grade eight I had the good fortune to pass the
entry exam to UTS, and commuted from the Island to high-school by ferry
and ice-breaking tug. I'll return to UTS but a little more about life on the
Island. Baseball (softball and hardball) were my earlier interests. For eighteen
cents one could attend Toronto Maple Leaf double-headers on Saturday after-
noons by walking along the Toronto waterfront, stopping along the way to
watch corvettes being built during the war, and return home richer for having
accepted a five-dollar war savings certificate for returning a baseball - in very
limited production during the war — fouled into the stands. But most athleti-
cally inclined youth on the Island were ultimately attracted to the Island
Canoe Club and my summer evenings and weekends from 1944 through 1952
were dedicated to canoe racing. I paddled in Ottawa in 1947 at the opening of
the Mooney’s Bay regatta course and in a later year at Mooney’s Bay in a trial
for the 1952 Olympics — though I was never of that calibre! In 1947 and 1948
the Island Canoe Club won the national championships. This has perhaps lit-
tle to do with my subsequent adventures other than to note that hours, days
and weeks of my youth were athletically engaged, diverted neither to bookish-
ness (or in modern terms geekishness) or the perils of urban youth culture, and

I entered my twenties in superb physical condition never to be achieved again!

High School

Itis worth spending a little more time on UTS. I meet many (indeed to some
degree my own children) for whom high school was a boring or burdensome
or downright unpleasant passage in their lives. UTS had been created as a
model high school, and apart from its role in teacher training, established a
tradition of first-class teaching supported by a very active athletic tradition. It
suited me superbly. Through obviously clouded historical lenses, my memo-
ries of UTS are almost undiluted with reservations. Its athletic programs
accorded with my disposition (hockey, football — even a little boxing), and
though somewhat disadvantaged by my ‘rural’ Island school, I ascended aca-
demically through all of the five years to a high standing. Though very close
to the top of my fifth form class academically, I took great pleasure in being

elected as class athletic representative. In my interlude terms this was, for me,
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a very good passage through what was generally acknowledged to be an out-
standing high school.

Queen’s University

Though it was common for UTS students to proceed to the University of
Toronto (of which UTS was a creature) the family Stewart, including my par-
ents, swore allegiance to Queen’s and to Queen’s I proceeded in the fall of
1949. Veterans were departing the campus when I arrived and though the
number may not be precise Queen’s comprised about 1720 students in the fall
of 1949, including all faculties and the graduate school - in today’s terms the
size of an urban high school. At that time there were women’s but no male res-
idences, but students clustered in rooming houses close to the campus and
one’s acquaintances were wide and beyond one’s own year. Among extra-cur-
ricular activities student government occupied some time (as did a variety of
intra-mural sports to continue an athletic theme!) but I will return to this in
another context. After a general first year which included an idiosyncratic eco-
nomic geography course created and taught by Frank Knox, then head of the
Economics Department I decided on honours economics and politics as the
course to pursue. The choice arose from no strong predisposition but as a half-
way house between a civilizing social science and the possibility that it might
lead to employment prospects. At that time the faculty in economics com-
prised Frank Knox, Clifford Curtis and Mac Urquhart. David Slater arrived in
the fall of 1952. William Mackintosh, the principal of Queen’s at the time,
taught an equally idiosyncratic economic history course and supplemental
reading course to fourth year students. Alex Corry, Ted Hodgetts and John
Meisel comprised the politics faculty.

It must be said that at that time John Maynard Keynes had not fully arrived
at Queen’s. Curtis and Urquhart covered micro while Knox led a fourth year
seminar in macro territory. Samuelson’s first edition was available but not pre-
scribed. With the arrival of David Slater® and the introduction of a senior

trade course framed around Kindleberger’s international economics textbook

3 David Slater served as Secretary/Treasurer of the Centre for the Study of Living
Standards from 1995 to 2005. A festschrift in his honour was presented to him
in 2001 (see Grady and Sharpe, 2001).
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instruction took a contemporary turn. But a word about Bill Mackintosh. I will
describe later an oral history task that I undertook with Bob Bryce to canvas
his years in government. In the process, which involved our reading cabinet
documents and other materials from the 1937-1968 era, I came to recognize
the very large but, I think, largely unsung role played by Bill Mackintosh
through the war and post-war period. He stood in for Clifford Clark as dep-
uty-minister of Finance when Clark was ill. He had a large role in preparing
the Federal/Provincial conference of 1945-6 and in fact prepared or had a
hand in preparing the ‘Green’ books for which the conference became famous.
His particular contribution was to prepare a ‘shelf’ of public works under the
presumption that the post-war world would subside into the depressed condi-
tions of the 1930s. In the event, of course, the ‘shelf’ was not needed. Mackin-
tosh then became C.D. Howe’s first deputy in the Department of
Reconstruction and Development. His reading and seminar course at Queen’s
dealt largely with Canadian development and particularly the financing of the
railroads but my principal memory was that it was taught from a tattered set of
yellowed notes through a haze of cigarette smoke ingested in chain fashion
through a lengthy cigarette holder. He unfortunately did not deal with his war
and post-war experiences in which, I came later to realize, he had played such
a large part.

Just a parenthetic word about the ‘Green Books’ conference of 1945-6. It
was planned under the assumption of a return to 1930s conditions. Further,
federal officials including then Bank of Canada officials such as Sandy Skelton
(the son of O.D. Skelton) and John Deutsch saw an opportunity to convert the
wartime tax-rental agreements into a centralizing consolidation of taxing
authority within the federation. They were thought to have the political sup-
port of Premier Hepburn in Ontario and Premier Godbout in Quebec. Wary
of such an effort, however, Mackenzie King appointed Louis St. Laurent to
oversee preparations and this centralizing ambition with its required constitu-
tional amendments had been somewhat blunted by the time the conference
was convened. Further George Drew in Ontario and Maurice Duplessis in
Quebec had replaced Hepburn and Godbout and presented a formidable
opposition to any such proposals. If one thinks today’s rhetoric frequently out

of bounds one ought to read the then speeches of Drew and Duplessis.
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Back to Queen’s. Honours economics in 1953 and 1954 each involved four
students. Seminars were necessarily quite intimate. I remember particularly
David Slater and his seminar in international economics where members of
both years joined. I graduated with the medal in economics and a University
Fellowship which encouraged me to return to Queen’s for an MLA. in the fall
of 1953.

My M.A. year comprised essentially working through J.R Hicks’ Value and
Capital (including its appendix) with Mac Urquhart and writing a thesis on
Canada’s Declining Agricultural Labour Force. Employment on farms had
comprised 35 per cent of the Canadian labour force at the height of the
depression in 1935, a number that had decreased to less than 10 per cent by
1954 and has essentially continued to fall to less than 2 per cent today. The
story was one of both the push of a profound technological revolution in farm-
ing together with the pull of urban employment in a fully employed economy
for an increasingly skilled post-war generation. The thesis sought to tell that
story. At Queen’s Gideon Rosenbluth and Clarence Barber had joined the eco-
nomics faculty in 1954 and Clarence Barber, along with Knox and Urquhart
sat on the M.A. board.

Around Christmas time of 1953 I was awarded a Rhodes scholarship, and in
the fall of 1954 I sailed for Britain on the Empress of Scotland.

Oxford Interlude, and back to Queen’s

At Oxford, after some time, I enrolled in the Bachelor of Philosophy pro-
gram in economics. I sat in on two seminars under the direction of J.R. Hicks,
one in macro cum business cycle theory and the other in the history of eco-
nomic thought. I'also attended an international trade seminar at Nuffield Col-
lege led by Roy Harrod. The attractions of the wider world, frequent trips to
London, the theatre, several extensive trips to the continent (one of which
involved touring Switzerland and Austria with the Oxford Ice Hockey team,
with which Lester Pearson, Clarence Campbell and many other illustrious
Canadians had played over the years), the need to return to Canada for a
period in the fall of 1955 with the sudden serious illness of my mother, and a
certain lack of application meant that after two years I did not complete the

B. Phil. Program. Penniless, I sailed for Canada in early August 1956 on the
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newly commissioned Empress of Britain. This short summary does not do
Oxford and the benefits of that experience sufficiently proud but is perhaps
enough for the purposes of this account.

Early in September of 1956 I married — this is an appallingly cursory way of
introducing a turn of good fortune in my life which has shaped an interlude
now approaching sixty years! I also took up employment at Queen’s. My prin-
cipal task was Director of Banking Courses for the Canadian Bankers Associ-
ation. In addition I taught the introductory economics course in the
Engineering faculty and, with David Slater and Mac Urquhart, introductory
economics for the Queen’s extension department. The latter involved rather
hair-raising weekend trips to Peterborough and Belleville through the winter
months.

The period to the fall of 1959 might be regarded as a consolidating segment,
immersion in marriage, the beginnings of a family, the beginnings of an affair
with golf, and a time to reflect on what next. By mid-1959 it was evident that
a professional career in economics increasingly demanded a Ph.D. and after
considering a range of possibilities I chose Cornell University in Ithaca, New
York, in part because it offered the largest inducement, in part because as an
older graduate student with a family it seemed a manageable transition from

Queen’s.

Living in the United States: Cornell and Dartmouth

Cornell University

In terms of my notion of discrete segments Cornell and Ithaca, N.Y. turned
out to be singularly happy choices. Though not particularly relevant for the
purposes of this story it is perhaps important to record that physical amenity
again was an important contributor to a sense of well-being. Ithaca is situated
at the end of Lake Cayuga, the most easterly of the Finger Lakes. The country
in that area is riven with deep gorges. The Cornell campus itself is surrounded
by two of them. The gorges and their associated swimming holes were made
accessible with extensive parks surrounding them by WPA workers in the
1930s. They were prime examples of the creation of social capital when labour

was available and cheap. One begins to hear calls for the recreation of the
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WPA to confront the deep and prolonged US experience with unemployment
today. Ithaca itself is a small and accessible town with a communitarian atmo-
sphere reflecting Cornell and Ithaca College as its principal employers. We
were further situated for our time there on a dead-end street surrounded by
neighbours who became close friends. Aspiring graduate students in econom-
ics were also of similar dispositions and the group shared a supportive social
environment.

The Department was chaired by Alfred Kahn, who was of course later to
become well-known for his encouragement of competition in the airline
industry. Morris Copeland, an institutionalist with nonetheless a strong inter-
est in theory and who had developed the flow-of-funds accounts, taught both
national accounting and an idiosyncratic course in Robinson and Chamberlain
and monopolistic competition. But it was Ta Chung Liu who arrived as a Pro-
fessor at Cornell from the IMF, where he had conducted econometric
research, who approached me in the early days of my arrival to urge me to
become his student and to pursue an econometric focus. There were as yet no
focused econometric text books so along with the standard graduate require-
ments, I took matrix algebra and probability theory in the mathematics
department and blackboards full of theory from Ta Chung. I did well enough
to become a Phi Beta Kappa and to pass the general comprehensive exams in
the fall of 1961. It is to be noted that the Canada Council, Cornell and the Fels
Foundation provided graduate fellowships which sustained us.

Since major aspects of my professional career march with the advancing
steps in the I'T revolution it is important to record that my first multiple
regression was performed on a rented Frieden (it may have been a Marchand)
using the Doolittle method - a short-hand recipe published by the US Depart-
ment of Agriculture for computing sums of squares and cross-products.
Though Cornell had acquired a mainframe in the early 1960s it was not yet
generally available.

While engaged in professional accreditation (and coaching a little youth
hockey at the newly constructed Cornell arena) and with only 4 dissertation to
write it was time to move on. At the AEA meetings at Christmas 1961 I

accepted interviews, among others with Dartmouth College, and in the deep
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winter of 1962 drove to Hanover, New Hampshire, was interviewed, and

accepted an Assistant Professorship at Dartmouth to begin in the fall of 1962.

Dartmouth College

If Ithaca was essentially a college town, Hanover, NH, was the epitome of
both a college town and a New England community. What one thinks of as
Cape Cod cottages surround a campus in which a central grass square is in turn

surrounded by classic 19

century college buildings. A small-town main street
and a classic New England Inn complete the essential picture. In some sense
Hanover and Norwich, Vermont (its neighbour across the Connecticut river)
offered an ambience not unlike Toronto Island — far from the complexities of
urban agglomerations. It was in many respects the ideal ambiance for raising a
young family. Nor was the teaching load particularly burdensome. The stu-
dents were serious and bright and over the four years of our stay at Dartmouth
I taught principles, macro, and linear programming and learned a good deal in
the process.

When not teaching (and again not coaching and refereeing youth hockey!) I
continued work begun at Cornell to assemble a quarterly model of the Cana-
dian economy. At that time the Dominion Bureau (DBS, now Statistics Can-
ada) provided almost any amount of data freely upon request. Though major
developments were about to happen at Dartmouth with the creation of the
Basic language and the establishment of remote computing to a central main
frame, the time was not yet. Rather an IBM 1620 in the basement of the Tuck
Business School offered the best local facility. Hours of work on the 026 card
punch machine prepared stacks of punched cards assembled to test various
hypotheses for equations within the model and the decks were entered into the
1620’s card reader. Such was the pace of the 1620 that one closed the computer
room door, left a message notifying that the machine was in operation and
indicating that one would be back in some hours (not minutes). Fortunately
the demand at Dartmouth at that time for computer power was light and the
inconvenience to others minimal. Slowly but surely the structure of the model
emerged and by that time the remote dumb terminal to the Dartmouth system
was installed in the economics department. With limitations of available scale

I'set out on that system to invert by parts the matrix structure of the model to
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follow Henri Theil in addressing optimal policy. In retrospect, I doubt the
accuracy of that whole operation would now bear scrutiny, but it took weeks to
complete.

Thanks to a Ford Foundation dissertation fellowship I was freed up in the
spring and summer of 1965 to do the final writing on ‘4 Quarterly Model of the
Canadian Economy’. In the fall of 1965 I travelled to Cornell for the final Ph.D.
defense and was involved in a car accident the next day, while returning to
Dartmouth, as euphoria interfered with road management.

The next development in this saga took place at the meetings of the AEA in
Boston in Christmas week of 1965. Dartmouth is a kind of Shangri La with
winter and summer amenity, easy living and a crowd of like-minded people. It
was very common in those days for Canadians to seek their graduate degrees
in the United States, remain in the United States for research and/or teaching
and later to confront the decision on whether or when to return to Canada. It
was evident to us that the lure of Dartmouth amenity had trapped many of our
friends. Tenure was probably in prospect but we had decided that it was time
to consider alternatives. At the AEA meetings I was on the qui vive for alter-
natives, particularly Canadian alternatives. By chance I met George Post who
had succeeded me at Queen’s and in the mid-1960s had moved to the Bank of
Canada. I met with George and George Freeman, then head of the Research
Department at the Bank. They described their efforts to put together a team
to launch econometric research at the Bank and their need for a resident
employee who, while part of the team, would anchor its activities at the Bank.
Several visits to the Bank via the Washingtonian, a train which passed through
White River Junction, Vermont on its way across Vermont to Montreal and on
to Ottawa consummated a deal and a decision to take leave of absence from

Dartmouth for at least a year.

Returning Home: The Bank of Canada

This decision launched another segment of my career — a passage that at the
time and in retrospect was critically important in terms of professional devel-
opment, as well as intensely enjoyable and convivial. The constitution of the
team involving John Helliwell, Harold Shapiro, Lawrence Officer (later to be
replaced by Gordon Sparks) and I seemed by a magic chemistry to create an
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astonishingly collaborative effort. Though only I was permanently resident at
the Bank, in the early years the commitment by the others to visits within the
academic year and the entire devotion of summers was sufficient to maintain
continuous communication and brain storming. As important, was the but-
tressing of the team by the gradual accumulation of research capacity within
the Research Department and the availability of summer research assistants
from graduate economics programs. Fred Gorbet, about whom much more as
this story proceeds, Don Stevenson and Tom Maxwell, among others, were
examples of the former while Michael Spence and Robert Evans were out-
standing representatives of the latter. It is astonishing in retrospect to consider
the incredible array of accomplishment which the RDX teams represented as
they pursued their later professional careers.

As resident coordinator my tasks involved the organization of computing
resources, the computer operation and simulation of the model as it developed
and the organization of resources within the Bank to provide programming
and computer support. It further involved providing assurance to the Gover-
nors of the Bank that there was little threat to the influence and integrity of the
Bank in the publication of RDX research results. The origin of the RDX for-
mulation was to provide assurance that the work was the product of the
Research Department, a division of the Bank and not of the Bank as a whole,
was experimental and not to be taken seriously, and the suffixes one and two
were to indicate that the work was ongoing and not complete. The gradual
evolution from the Control Data main frame at the University of Montreal, to
the conversion of an IBM card sort machine to act as a dumb terminal commu-
nicating with a Univac 1108 at the University of Utah at Salt Lake City (on
400 baud telephone lines) to the start-up of a Univac 1108 at Computel in
Ottawa and the government’s own IBM 360 in the basement of the Confeder-
ation Building mirrored the progress of the IT revolution. Though the work
of establishing RDX1 and RDX2 and examining their characteristics by simu-
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lation used astonishingly long nights and weekends,* recreation was not
neglected. Shared cottages along the Ottawa River provided frequent gather-
ings of the Posts, Helliwells and other members of the enterprise. Crewing for
John Helliwell in International 14’s while not exactly recreational was at least
diverting.

The bibliography lists the principal products of the RDX1 and RDX2 series.
By 1972, though John Helliwell sustained a relationship with the Bank and
Fred Gorbet played an increasing role as a principal, the original crew had dis-
persed to pursue further ambitions. It was time for fresh resources with up-to-
date training in model design and statistical estimation techniques to further
the research at the Bank. A chance late-night meeting with Doug Hartle on
the streets of Ottawa began a conversation which was to provoke yet another

change in direction and the arrival of a new ‘segment’.

From Econometric Research to Policy Advisor

Treasury Board Secretariat

Doug Hartle had been research director of the Carter taxation commission.
He had become considerably disillusioned by its reception in the country and
by the Liberal government. A Commission which received accolades abroad
but was never formally printed in hard-covers by the government turned out
to be too rational to be easily digested and accepted by tax professionals. (It did
launch a process of tax reform within the government that culminated in 1972
but it was a pale reflection of the Carter principles).

But Hartle was a rational idealist, and in the early 1970s, he accepted an
appointment as Assistant Deputy Minister in the Treasury Board Secretariat

under Al Johnson. His mandate was to establish a Planning Branch, which

4 It was during those long nights and weekends - when I was fond of comment-
ing that we were on a voyage to demonstrate empirically that there was some
combination of alcohol, nicotine and caffeine that was a perfect substitute for
protein - that Ian taught me about economics and the application of theory
and econometric methods to real economic circumstances. We never did dis-
cover the protein-substitute, but we did find a combination of hard work,
companionship and accomplishment that was professionally fulfilling (Fred
Gorbet).
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might apply more planning rationality to the annual allocation of resources
among Departments and the preparation of Main Estimates. Hartle recruited
Mark Daniels, Russ Robinson and me to be his Directors. Later Rod Dobell
joined the Branch and later still, after Hartle’s departure, assumed the leader-
ship. It must be said that from the outset relations were uneasy between the
Program and Planning Branches and indeed between Al Johnston and Doug
Hartle. My Assistant Directors on arrival were Barry Carin and Rick Bower.
Both were interested in the field of energy policy (and particularly in nuclear
policy) and persuaded me to pay close attention to a process being led by the
Department of Energy, Mines and Resources and its Deputy, Jack Austin, to
prepare an energy policy for Canada. Over the late summer and fall of 1972,
EMR convened government-wide gatherings at the Emergency Measures
Facilities at the Arnprior airport to seek to forge some community-wide sup-
port. (My recollections are not perfect here but the meetings were, I believe,
bi-weekly and included, again in retrospect, remarkably high-level represen-
tation — frequently Deputy-level — from across all interested departments).
About the same time, Atomic Energy Canada Limited (AECL) had run into
difficulties with an underpriced sale of heavy water for a Candu reactor being
constructed in Argentina. (For the first time questions began to be raised
about the high cost of Canadian nuclear developments). In both of these
developments, as a relatively junior ‘critic’, I became heavily involved and my
interest in energy matters deepened.

The Energy Policy for Canada, Phase I, as it turned out, encountered heavy
weather in Cabinet. Led by Simon Reisman and the Finance Department the
economic reasoning underlying the analysis was thought to be deficient’ and
EMR was asked to conduct further and more sophisticated analysis before
proceeding to Phase II. I had written briefing notes for Gordon Osbaldeston

5 I recall well the economic analysis in Phase I. It consisted of a chapter in
which the demands for oil, coal, gas, uranium and electricity were added (with
minimal allowance for double-counting of fuels used to produce electricity) to
derive the total demand for energy. The paper then went on to explain that the
“one great historical constant” was the energy/GDP ratio, and proceeded to
forecast GDP on that basis. When criticized by Ian, Jack Austin’s reply was
“Well, Ian it clearly says it's Phase I. Why don’t you come to EMR and help us
get Phase II right?” (Fred Gorbet)
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(who had succeeded Al Johnston as Treasury Board Secretary — Johnston hav-
ing gone to Health and Welfare as Marc Lalonde’s Deputy and to head up a
task force which ultimately produced the Orange Paper). Osbaldeston asked
whether I would accept being seconded to EMR to assist in the required anal-
ysis and so in the summer of 1973 I arrived at EMR. (It is perhaps relevant to
note that this appointment gave birth to the notion of the Temporary Assign-
ment Program, TAP, situated in the Treasury Board Secretariat, and I was
effectively its first candidate!).

In late August 1973 Osbaldeston had been asked by the Prime Minister to
convene a group of officials to consider what prices might be frozen as part of
an anti-inflation initiative. At that time the price of Canadian crude oil
reflected the price of exports posted in Chicago by Imperial Oil. Imperial had
just given notice of a pending several cent increase (7 cents, as I recall) and this
seemed to the group to be an appropriate price increase to zap. Two weeks
later the National Energy Board (whose legislation demanded that they
approve both exports and their price as being fair, reasonable and in the
national interest) approached the Minister, Donald Macdonald, to say that
they could not licence exports at the frozen Canadian price. After some delib-
eration the export tax was born and it became the first step in the tortuous
energy struggles of the 1970s. Two months later OPEC quadrupled the price
of crude. What had begun as an assignment to do an intensive piece of eco-
nomic analysis to support a broad structure of energy policy in Canada was
almost instantly transformed into participation in a prolonged period of fed-
eral/provincial/industrial struggle, First Minister’s conferences and ongoing
Departmental, inter-departmental and Cabinet deliberation on the evolution
of federal policy.

It was said that EMR had written three memoranda to cabinet in the 1960s
and something over thirty over the next two years and I was the pen behind
many of them, with the notable assistance of the intelligence and knowledge of
Bill Hopper, the ADM Energy who was later to become the President of
Petro-Canada. It would be helpful to presume that all who read this will have
been aware of the issues which dominated the debates of the 1970s. It would
occupy too much of this cursory rendition of my career to deal adequately with

the imbalances which the oil-price revolution invoked for Canada, particularly
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between the importing East and the producing West, the rents accruing to the
producing industries, and the U.S. reaction to the imposition of export taxes.
It is fair to say, I believe, that had a way been easily found to share producing-
province wealth with the need to support import exposure in the East, adopt-
ing a world-price oil policy would have been the preferred policy (preferred at
least by most economists!) and the inflation consequences accepted in a trou-
bled inflation era. But such a solution remained intractable in the context of
the Canadian federation.

Aside from my direct involvement in the continuing meetings and negotia-
tions on the larger issues, two principal contributions marked this period. One
was the recruiting of Fred Gorbet to essentially take on the task for which I
had been originally detailed. The other was to offer support for the creation
within EMR of the Office of Energy Conservation under David Brooks.
Petro-Canada was born in this period, a development with which I was less
directly involved but strongly supported. Tommy Shoyama replaced Jack Aus-
tin for a period as Deputy before returning to Finance as Deputy Minister in
1975.

The Privy Council Office
In the summer of 1975 I was recruited by Michael Pitfield to join the Privy

Council Office as Secretary of the Cabinet Committee on Economic Policy.
The next three years were to be an intensive period of policy issues and devel-
opments. Once again, as at the Bank, I had the great good fortune to be asso-
ciated with a group of colleagues whose capacities and good humour made the
intensive swirl of events of this period both tolerable and indeed enjoyable.
Ghiselin Fortin and Derek Whyte were my assistants on arrival. With their
departure the team grew to include Fred Gorbet whom I lured from EMR,
Alan Nymark who had been in Washington as the assistant to our Executive
Director at the IMF, Bernie Drabble, and Ray Protti from the Bank of Canada.
The distinguished careers they all subsequently enjoyed testifies to their con-
siderable capacities. With Fred Gorbet’s arrival I became a Senior Economic
Advisor as I had been at EMR and Fred took over the Secretary post to the

Economic Policy Committee.
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While energy policy issues continued in the forefront, the accelerating pace
of price increases and the appearance of escalating wage demands forced
attention to inflation. Through the fall of 1975 the Cabinet debated the pos-
sibility of wage and price controls before deciding to announce their imposi-
tion in early October. There ensued an intensive period of institution-
building as the Anti-Inflation Board was formed, and extensive consultations
on the precise nature of the policies to be followed. In all of this it should be
noted that relations between the Privy Council Office (and to some degree
Ministers including the Prime Minister) and the Department of Finance had
endured some ‘system’ strain through the 1970s. The imposition of controls
over the substantial opposition of Finance officials demanded some manage-
ment. Fortunately I enjoyed the personal friendship of the Deputy, Tommy
Shoyama, and we decided to institute a weekly meeting to deal with emerging
issues. These meetings took on the form of martinis late on Friday afternoons
in his office and this practice continued through my time at the PCO.

Among the issues we dealt with was the need to transform, by federal/pro-
vincial agreement, the mechanisms by which the federal government sup-
ported the health and education expenditures of the provinces. Fifty/fifty cost-
sharing under the rates of expenditure increase being experienced by the prov-
inces was putting increasing strain on the Federal fiscal situation. Negotia-
tions began with the provinces to move to a scheme called Established
Program Financing. In return for giving up federal tax room to the provinces,
they would accept the transformation of the federal contribution to a block
grant. The grant would be indexed to inflation, with contributions to particu-
lar provinces equalized so as not to disadvantage the equalization receiving
provinces. The entire deal was consummated at a Federal/Provincial First
Ministers Conference in late 1977. It can be said that without the exquisite
diplomatic and negotiation skills of Tommy Shoyama, buttressed by his easy
relationship with the provinces, it is difficult to believe that such a fundamen-
tal change in federal/provincial fiscal relationships could have been achieved.
My role was to be of what assistance I could through briefing the Prime Min-
ister, and assuring that other actors in the PCO and the government at large

were on side.
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In the late summer of 1978 the Prime Minister returned from a meeting
with Helmut Schmidt the German Chancellor. Apparently persuaded by
Schmidt that government restraint was necessary in the stagflation atmo-
sphere of the late 1970s the PM without consulting his cabinet (or his Minister
of Finance!) announced $2 billion of program cutbacks, $500 million of which
would be returned to each of the Social and Economic committees to support
new initiatives. An interdepartmental task force on tax-transfer integration,
led by Finance, had recently cast up interesting candidates for such treatment
including the possibility of replacing the children’s allowance with a refund-
able child tax-credit. With little disagreement it was agreed that the $500 mil-
lion dedicated to social policy would finance such an innovation under
Monique Begin, the Health and Welfare Minister. It turned out to be extraor-
dinarily difficult for economic development ministers to reach agreement on
the disposition of their $500 million. In an attempt to break the impasse the
PM appointed Robert Andras as the chair of a newly constituted Board of Eco-
nomic Development Ministers (BEDM) who promptly headed off to Monte-
bello to confer. In the end, the funds were largely dedicated to reinvestment in
the forestry and pulp and paper industries.®

The success of BEDM gave birth to the formation of Ministries of State in
the economic, social and foreign affairs areas. Much thought went into this
reform of government policy-making. Equipped with public servant staffs the
Ministries of State were intended to consider planning documents from the
departments under their purview (including, of course, the elimination of

unproductive programs), congeal these documents into a consensus of cuts

6 The introduction of the refundable child-tax credit was of signal importance to
the future development of public policy, and my recollection is that Ian played
a much more forceful role in articulating the rationale and arguing for it then
the text above suggests. By making tax credits refundable, we moved the Per-
sonal Income Tax (PIT) system, which is based on voluntary filing, to a system
with greater than 97 per cent participation. Because virtually all Canadians
file a return, the PIT has become an effective and efficient tool in income dis-
tribution policies in Canada. The introduction of the GST in 1991 could not
have been accomplished without the refundable GST tax credits that reduced
the inherent regressivity of the sales tax. And those credits could not have
been introduced and administered effectively without the path-breaking work
in the late 1970s that led to the introduction of the refundable child-tax
credit. (Fred Gorbet)
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and new initiatives and forward the requisite need for additional funding to
Cabinet meetings in September — Priorities and Planning in early September
and full Cabinet in late September. This hyper-rational design for rational and
coordinated government policy-making had a critical flaw. There was never
sufficient money to fund Ministry requests or seed the Ministries with funds
under their control which might reinforce the process. Having played a mod-
est role in its evolution I think it remains underappreciated as a serious
attempt to imbue the public policy system with rationality and, in fact, to
decentralize the process, contrary to the allegation of the greater centraliza-
tion of decision-making in the Trudeau years. Unfortunately, slow economic
growth in the 1970s, the escalating debt burdens of the government, and the
tendency of the system to produce claims over resources far in excess of the fis-
cal capacity to deliver forced degeneration in the system. As the system
became increasingly ineffective, it left a vacuum that was increasingly filled by
the Department of Finance.

One last development during this period deserves comment. There was a
series of formal and informal meetings of a range of federal officials through
the middle and late 1970s, seeking both to generate better understanding of
the forces underlying stagflation, and to consider the various prescriptions
being offered around the world for its treatment and cure. The preponderance
of prescriptions were to move governments to the right, to fiscal prudence
generally, to constraints upon if not reductions in the insurance programs of
the welfare state, and to the unwinding of government interventions in the
economy thought by some to be the source of a collapse in innovation and pro-
ductivity growth. It was in this context that I took some time to begin to write
what I thought of as a middle road through this intellectual territory. I was
joined early on by Fred Gorbet, whose skilful pen shared in the production of
what we called The Way Abead. Various drafts were read by Prime Minister
Trudeau who offered continuous encouragement. The Way Abead was pub-
lished in October 1976 as a government publication and, much like a Cabinet

document, has no place in one’s list of publications. It could be said, however,
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that for its time it attempted to identify ‘new directions for intelligent govern-
ment’ the theme to which this festschrift is dedicated .”

In a genuine biography there would be much more to record and reflect
upon in the PCO years but if I am to finish this shorter essay, I must move on.
I have left out of account the issues surrounding the competing applications to
build pipelines to carry natural gas from the Arctic and Prudhoe Bay and the
negotiations with the United States led by Alan MacEachen. I was closely
associated with all of that but since none of it came to fruition it can be safely
neglected. In mid-1978 the Prime Minister offered me the opportunity to
choose my next assignment. Since the energy crisis still persisted, though
apparently diminishing (the Iranian revolution of January 1979 was still in the
future), and since issues such as the pipelines and the negotiations with the
provinces continued, and since the Energy Policy for Canada, Phase II had
never emerged I elected to return to Energy Mines and Resources as Deputy

Minister.

Back to Energy Mines and Resources

I was responsible for no great innovations upon my return. Ed Clark had
taken over Fred Gorbet’s direction of energy research; the Office of Energy
Conservation continued to flourish, and I hoped to turn my attention to the
review of the extensive resources in the earth sciences within my purview. I led
a delegation of EMR, Finance and External officials to a series of meetings
with our counterparts in Washington seeking to diminish frictions arising
from the export tax and the Canadian management of oil and gas exports.
Indeed, friction with the Americans and the provinces were in the process of
diminishing as the Federal/Provincial agreement on the Canadian oil price
was within one jump of carrying the Canadian price to world levels and hence
to the elimination of the export tax (and the end of the sagas of the 1970s!).

But in 1979, after the Iranian revolution, OPEC quadrupled the price of oil
again. The fat, it might be said, was returned to the fire! I was representing
Alistair Gillespie, my EMR Minister, at a meeting of the International Energy
Agency in Paris (where Fred Gorbet was about to become the Director of Pol-

7 The Way Ahead is reproduced as an Appendix to this volume.
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icy) when the Conservatives under Joe Clark won the Canadian election and I
returned home to the deep briefing of Ray Hnatyshyn as my new Minister. Joe
Clark devoted the summer to getting his Cabinet up to speed, culminating in
aretreat to Jasper where energy issues (particularly Petro-Canada) were much
on the agenda. That was followed by a G-7 summit in Tokyo, the ‘energy sum-
mit’, where a collective response to the crisis provoked by the quadrupling of
the price of oil was the dominating issue. I was in and out of the meeting room
rehearsing the Prime Minister, John Crosby and Flora MacDonald on the
Canadian import and export numbers as the debate pushed towards a summit
commitment to constrain the level of imports and oil consumption. As oil sup-
ply eased in the early 1980s commitments to the numbers agreed in Tokyo also
eased.

Back in Ottawa I briefed the new Cabinet on the history of the 1970s and the
emerging issues. With Prime Minister Clark’s agreement I visited the western
provinces meeting officials and seeking a way out of the differences of view
between the producing provinces and the federal government. With Minister
Hnatyshyn we met with Alberta ministers and officials without much evidence
of the narrowing of differences. Indeed in a way the tensions between Prime
Minister Clark’s government and the government of Alberta seemed even
more intractable and coloured by underlying political differences. (These dif-
ferences were to play some part in the shaping of a federal budget that later
became fatal for the Clark government). By late fall, perhaps as the stress
resulting from ill-defined negotiations began to affect my health, I found it
necessary to seek leave from the Prime Minister to take some time to knit up
the ravelled sleeve. While reclining on a beach in the Bahamas I was aston-
ished to hear over beach radio that the Conservative government of Joe Clark
had been defeated on a Budget vote. I returned to Canada and EMR to find the

country preparing for another election.

The Department of Finance

In February of 1980 I moved to Finance from EMR to serve as Deputy
under A.J. MacEachen as Minister. Bill Hood had succeeded Tom Shoyama as
Deputy Minister of Finance only to be dismissed within a few months by the

incoming Conservative government. I, in turn, replaced Grant Reuber, his
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successor, as the administration changed again. As with my time at EMR I will
not attempt to list my new-found colleagues. They were too numerous and
one risks serious omissions in a hurried assembly of a biography. As in all my
professional life, however, I again found myself associated with people who
were as much friends as professional associates and from whom much of my
career satisfaction emerges.

The story of my time at Finance can largely be told in the context of three
Budgets. It is of course the case that issues large and small are more or less the
constant diet of the Department of Finance but the three major initiatives that
mark my time there were associated with Budgets. For the government at large
the central preoccupation was Prime Minister Trudeau’s determination to
repatriate the Constitution with its associated Charter of Rights. The Liberal
government had committed in the election campaign to continue the control
of crude oil prices and there remained a very substantial gulf between domestic
and world prices. The prospect of any negotiated sharing of the rents from
ascending to world prices had, unfortunately, long since vanished. One last
informal attempt to seek compromise took place at 24 Sussex, where Premier
Lougheed and Prime Minister Trudeau deliberated on the banks of the Ottawa
River and agreed to disagree. Under the leadership of Ed Clark at EMR,
therefore, a working group with very substantial interdepartmental oversight
and collaboration set to work to essentially derive a federal share through the
design of taxes that did not do violence to the division of federal/provincial
taxing authorities.

The product of that intensive working program was published along with
the fall Budget of 1980 as the National Energy Program (NEP). Beside the
storm created by the NEP, the Budget received little attention and indeed con-
tained little that was controversial. A dissection of the NEP itself can await
another occasion! With this ‘concluding’ salvo in the ‘energy’ wars, however,
it is difficult not to reflect upon the entire episode. Had some means been
found to share unanticipated oil and gas rents (federally/provincially and/or
inter/provincially) and had the country ascended immediately to international
oil prices the country would have assumed a more rational and efficient pricing
policy, there would have been no struggle with the United States over export

taxes, and there would almost certainly have been no NEP. There might have
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remained, undoubtedly, some contention with the oil and gas industries on the
dimension of those rents but the country would have been much better off.

Itis fair to say that through my time at Finance the growing deficits and debt
had become an increasing preoccupation. When Priority and Planning Minis-
ters convened at Ingonish, on Cape Breton Island, in early September 1981
the cumulative wish list of Ministers for new expenditures exceeded $10 bil-
lion. Among these claims were the recognition of a critical need to invest in
the expansion of the CPR/CNR system west of the Prairies to relieve critical
bottlenecks in the transport of grain to the west coast. For many, the historic
Crow Rate Agreement which compelled the railroads to transport grain at
heavily subsidizes rates was thought responsible. At the end of a lengthy day of
debate and discussion, a deal was struck in which the Minister of Finance
would agree to some $2 billion of additional expenditure but would endeavour
to raise that amount through the tax system — especially by a reduction in tax
expenditures. In return, it was at that meeting that Jean Luc Pepin, then Min-
ister of Transport, agreed to tackle the increasingly onerous Crow Rate agree-
ment — a commitment which, by his efforts and those of his Deputy, Arthur
Kroeger, had, by the end of the decade of the 1980s, resulted in its absolute, by
stages, abolition.

The central focus on tax expenditures and leakages in the tax system gener-
ally had arisen primarily as rising interest rates and continuing high inflation
through 1981 had begun to spawn schemes for tax avoidance. Of particular
concern was the growth of Income Averaging Annuity Contracts (IAACs) to
distribute current earnings into the future and the use of “wrap-around
TAACs”, in which money was borrowed, and the interest expensed, to finance
such contracts. Under the direction of the Tax Division of Finance a search
was launched to seek a menu of tax expenditure and avoidance schemes whose
curtailment might contribute to the 1981 budget.

In retrospect, several errors contributed to the hostility with which the 1981
budget was received (a hostility in some important respects that was not with-
out justification). Perhaps most important was the pace at which economic
activity was declining under the influence of the Volker-inspired Federal
Reserve System dramatic rise in interest rates. The decline was severely

underestimated by the Department and the structure of the budget was there-
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fore cyclically inappropriate. (I have often wondered in retrospect whether it
would have been possible at the eleventh hour to abort; but I confess that the
possibility never occurred to me at the time, even though the process of eco-
nomic decline was ever more visible). Secondly, private sector accommodation
to high interest rates and the avoidance of taxation on inflation-enhanced
earnings had become more deeply embedded among actors in the economy
than we had judged. Thirdly, the selection of tax expenditure candidates for
the budget had been too hurriedly addressed and designed through the rushed
preparations of the autumn of 1981. (Never casually attack the personal insur-
ance industry with their thousands of agents to be summoned to the barri-
cades!). Critically, devices designed by Deputies who succeeded me to design
continuing tax reforms for application, not immediately, but with delay; to
shelter under consensus forecasts, and to pay central attention to the manage-
ment of public relations, greatly diminished budget alarms.

The Budget was not well received. Some retreat in the design of various ele-
ments became necessary at some substantial political cost to Mr. MacEachen
and the Government. As the recession deepened, and the automatic stabilizers
swung into action, the planned deficit in fiscal 1983-4 swelled from $5 billion
to close to $20 billion. And at least for the moment inflation continued apace.
There was considerable pressure from Her Majesties’ advisors in the PCO to
rush a Keynesian assault on the deepening recession but attention in Finance
focussed on seeking relief from severely contractionary monetary policy and
extraordinarily high interest rates through addressing inflation. In late June of
1982 the third Budget had two main purposes. The first was to explicitly reject
additional expenditure increases on the grounds that automatic stabilizers
were doing their job and the Government had recently launched a program to
offer investment support to industries of particularly distressed communities.
The second, and greater purpose of that Budget was to introduce the ‘6 and 5’
program — a program run out of Finance (and with significant political partic-
ipation from politicos like Keith Davey) - intended to limit wage increases
over two years in the public sector nationally and to exhort the private sector
to follow the same guidelines. In part, it must be said, because the steam was
coming out of wage increases by mid-1982 the ‘6 and 5’ program was well

received and seemed to command general support.
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At the fall-1982 meetings of the World Bank and IMF in Toronto, the crisis
for the economic world had become the debt distress of the Latin American
countries. Paul Volker met with A.] MacEachen and me to see whether Prime
Minister Trudeau, as a friend of the Mexican president, might be persuaded to
intervene in support of the Mexican finance minister. The economic context
was late recession from which the world was about to rapidly recover. At those
meetings A.J. MacEachen informed me that in a discussion with the PM he
had proposed to leave the Finance portfolio later that year. I decided to hang
on for the briefing of Marc Lalonde who moved from EMR to succeed him. It
became clear in discussions with Lalonde, that were otherwise productive, that
he intended to revisit some of the elements of the 1981 budget. Less clear, but
probably his preference, was the possibility of bringing Mickey Cohen, his
Deputy at EMR to Finance. I decided to move on in November 1982 with the
possibility of becoming a Commissioner with the Macdonald Commission
which was about to be announced and which Prime Minister Trudeau had
urged me to consider.® In the end for a variety of reasons, the possibility of
such an appointment being seen as merely a political reward amongst them, I
conferred with Donald Macdonald and decided to decline. I also declined Mr.
Trudeau’s offer of appointment as the Canadian Executive Director at the
World Bank. A need to step off the bus, and a feeling that Stewart family life
had too long adjusted to the needs and demands of its patron were among my

thoughts at the time.

(There i1s) Life after Finance

The Ministry of State for Economic and Regional Development
and Central Mortgage and Housing Corporation

One of the constant preoccupations of senior officials in the Department of

Finance is “Is there life after Finance”? The pace and intensity of the Depart-

8 I accepted to return from Paris to join Ian at Finance in January of 1982,
though my return was delayed until July. I worked with Ian closely through
the fall of 1982 and would want to record that his advice to the Prime Minister
was instrumental in the decision to establish the Macdonald Commission. I
recall working through several drafts of the Terms of Reference with Ian during
that period. (Fred Gorbet)

New Directions for Intelligent Government in Canada 43



ment sometimes make it difficult to envisage any other reality. I can report
that there is indeed, “life after...”.

In early 1983 I ‘retreated’ to my old role as ‘Senior Economic Advisor’ at
MSERD, first to Bill Teschke and later to Arthur Kroeger. For two years I
offered advice on issues appearing before MSERD and, in particular, tried to
address regional issues which had become the responsibility of Federal Eco-
nomic Development Officers (FEDC’) and who met frequently at headquar-
ters to talk policy. I pushed no dramatic insights into development policy and
sponsored no dramatic research initiatives but became more deeply schooled
in the structure of the Canadian economy and its problems.

At the same time I was asked to Chair the Board of CMHC. During my time
as Chair, CMHC was largely engaged in picking up the pieces that flowed
from the 1981-3 recession, and that had particularly affected an array of inven-
tive programs that Bill Teron had begun through his earlier reign as President.
Further, encroaching expenditure restraint within the federal government had
begun to affect CMHC and the Corporation’s support for provincial housing
programs. As the provinces in turn devolved social housing responsibility to
their municipalities the Corporation’s historic role at the pinnacle of social
and native housing in Canada was in the process of eroding. Nonetheless it was
another occasion for education and reflection among a diverse Board and a
staff with long experience, expertise and deep social commitment. In 1985 I

stepped down at the request of the Government.

Skelton Clark and Queen’s once again

In 1985 I was oftered the Skelton-Clark chair at Queen’s. It was a one year
appointment but mid-way I resigned from the federal public service and
accepted the appointment for an additional year. It was an opportunity to teach
again in the Masters of Public Administration program and to do some writing,
noted in the list of publications appended. The facilities at Queen’s, the oppor-
tunity to attend seminars in the economics and politics departments and, indeed,
the ambiance of fairly continuous discussion of policy and public affairs suited
me well. Two other pieces noted in the Appendix in my years beyond my time at
Queen’s were begun there — the contribution to Joe Pechman’s volume on the

Role of Economists in Government (Stewart, 1989) and the contribution to the

44 New Directions for Intelligent Government in Canada



Economic Council’s conference in 1988 (Stewart, 1988). Between 1987 and
1990 my life was involved with an array of small consulting adventures and addi-

tional writing.

Statistics Canada

In 1990 Statistics Canada offered me a post of Research Fellow and I spent
the year 1990-1991 trying to design a current statistics compendium which
might serve as a vade mecum which could increase the broad knowledge of the
sweep of economic affairs available to general audiences. The Canada Year
Book had always seemed to me more of a coffee-table tome than a ready refer-
ence volume. Unfortunately, I never did come to a design which adequately
served my purpose (and protected the sensitivities of the Bureau). I did how-
ever volunteer my services to do some writing which supported Statistic Can-
ada’s appeals against the threat of severe budget cuts (all the while
campaigning to restore the former practice of offering the Agency’s publica-
tions as a free good!). I also came to serve, for more than a decade, as the first
chair of the National Accounts Advisory Committee. This was accompanied
by a short stint as Chair of a committee supporting the research efforts of Sta-
tistics Canada, and ultimately a decade or so on the National Statistics Advi-
sory Committee. To revert to the IT revolution for a moment, the Bank of
Canada in the late 1960s financed a group of Washington, DC consultants to
assist the Bureau (as it then was) to plan the transition to computerized data
systems. Bill Hood and I acted as intermediaries from the Bank in consulta-
tions with Walter Duffet and Simon Goldberg to support this process. It was
further a group including Mike McCracken from the Economic Council, Bob
Horwood from the National Energy Board and I from the Bank who chivvied
the Bureau to move to support the provision of machine-readable data, the
precursor of the creation of Cansim. Since it does not appear elsewhere this is
perhaps the place to note that Mike McCracken created Massager, which sup-
ported the early regression analysis underlying the RDX models, and Bob
Horwood left the National Energy Board to found Computel, which made
Univac 1108 power available in Ottawa.
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Consultancies and Board Volunteering

Through the 1990s I agreed to serve on a number of Boards (none of them
carrying the emoluments of private sector boards but all of them involving peo-
ple committed to public purposes or professional associations). In 1993 I agreed
to chair the Board of the Public Interest Advocacy Centre, an organization
which had succeeded the regulated industry group associated with the Con-
sumer’s Association of Canada. The activities of this quasi-legal enterprise were
increasingly directed to representing the consumer interest before the hearings
of the CRTC as, again, the I'T revolution began to dominate its proceedings. In
1995 Laccepted the chair of a newly created enterprise called the Centre for The
Study of Living Standards whose Executive Director, Andrew Sharpe, revealed
himself to be an enormously inventive, tireless and infinitely cheerful generator
of sustaining research. The chairing of a largely academic Board of professional
economists continues to this day, the duties far from onerous and the company
of Executive Director and Board alike a continuing pleasure.

In 1998 I 'joined the Board of VSO (Voluntary Service Overseas) Canada. It
had begun in the early 1990s as an organization associated with (but not a
branch of) VSO(UK). It flourished in Canada, recruiting volunteers from
across the country to dedicate years abroad in the developing countries of the
world. I left the Board in 2004. The next year it amalgamated with CUSO to
become VSO CUSO Canada.

Over the period 1995 to 2000 I joined with Marc Lalonde, Andre Saumier,
and Peter Barnes to offer consulting services to Vietnam on government orga-
nization and policies to support economic development. Twice yearly we gath-
ered with Vietnamese officials. Though my memory is clouded my files
indicate an extensive series of papers I prepared on various topics of interest to
our Vietnamese hosts.

Finally in 2005 I joined the Board of SRDC (Social Research and Demon-
stration Corporation), an organization whose staff specialize in controlled
experiments of potential social policy initiatives.

It is also worth noting that in the late 1980s I undertook, under a program
entitled ‘Ottawa Decides’ an oral history project with Bob Bryce — the messen-
ger who brought Keynes to North America and a long-time senior Canadian

public servant. An assistant (a Ph.D. student) combed the archives for docu-
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ments on assigned topics covering the period from Bryce’s arrival in Ottawa
until his service as Clerk under PM Diefenbaker. We each received identical
books of documents to review and when Bryce felt ready to proceed we would
meet, talk and record. The records and transcripts of them were then depos-
ited with the National Archives. In the process I learned an enormous amount
about contemporary Canadian economic history and policy-making.

I also participated, for a couple of years, in an interdepartmental seminar,
focussed on Governing in an Information Society, managed and chaired by
Stephen Rosell. It resulted in a several volumes which reported on the delib-
erations of a group of senior public servants and their guest speakers (see
Rosell et al., 1992, Rosell, 1995, and Rosell, 1999).

Afterlife

Enough!! Cottaging, boats and boathouses (including the restoration of
cedar/canvas canoes), golf, the internet, following the blogs (including deep

contentions in economic theory and policy) etc. etc fill my life.
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The Evolution of Canadian
Monetary Policy: Successful
Ideas Through Natural
Selection

Christopher Ragan
McGill University

“Better” Government and The Way Ahead
THE THEME OF THIS FESTSCHRIFT is that economists and policymakers
should debate less about whether it is desirable to have “more” or “less” gov-
ernment and instead focus on how to get “better” government. Some ideo-
logues will always identify more with better while others will always identify
less with better, but such dogmatic positions rarely contribute to our under-
standing or to improved public policy. More balanced observers like Ian
Stewart will admit that in some situations a new government program is
likely to add to overall welfare while in other situations it is the elimination
of an existing program that will deliver the welfare benefits. Context matters.
In my view—and I readily admit to having no credentials regarding the
detailed functioning of government—better government can be viewed at two
different levels of decision making, the “micro” and “macro” levels. At the
micro level, the pursuit of better government requires that we design each of

our public programs and policies to deliver the intended outcome in the most
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efficient or effective manner. We will naturally have some disagreements
about how best to achieve such efficiency, but there should be little disagree-
ment about the basic principle; who could justify using more resources rather
than fewer to achieve a given policy outcome? At the macro level, having bet-
ter government means improving our determination about which activities we
choose to locate in the public sphere and which ones we choose to leave to pri-
vate agents. Though these decisions are bound to be both more complex and
more controversial than the micro ones, a useful guiding principle is some-
thing like “government should only do what only government can do.” I have
been unable to establish the pedigree of this principle, but I first recall hearing
itinvoked by Paul Martin in the early 1990s. It seemed correct to me then, and
the passage of time has not changed its basic appeal.

This principle recognizes that many things cannot successfully be done by
the private sector and are thus best left to governments. These include both
explicit “market failures,” situations in which the free market fails to produce
an efficient outcome, and those more nebulous and controversial situations in
which the market is deemed to produce undesirable, though perhaps still effi-
cient, outcomes worthy of government attention. Examples include policies
aimed at altering the distribution of income and preventing individuals from
specific actions which may harm themselves.!

The principle equally recognizes, however, that many and perhaps most
activities in the economic sphere are best left to the private sector, and thus
clear limits should be placed on the government’s role in the economy. It is
therefore consistent with what has been called the “informal defence” of free
markets (Lipsey, 1984). This defence argues that relatively free markets, in
contrast to those characterized by significant government intervention, more
quickly adapt to changing circumstances, provide greater incentives for inno-
vation and thus for rising living standards, and lead to a greater decentraliza-
tion of decision-making power with implications for an increase in personal

freedom.

1 My “macro” concept includes all three of Richard Musgrave’s (1959) well-
known objectives for government interventions: efficiency, distribution, and
stability.
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In recognizing the benefits derived from relatively free markets as well as
the situations in which government actions can improve overall welfare, the
principle suggests a balanced and pragmatic approach to determining the
appropriate role of government in a modern economy. It is crucial to recog-
nize that markets very often allocate resources in ways far better for society
than can governments, not least because of the practical limitations on what
government actions are able to achieve; but it is equally important to note
those circumstances where governments can play a useful role in improving
resource allocation and thus overall welfare. The costs and benefits of any spe-
cific government intervention should therefore be examined within the con-
text of the specific market setting. Analysis should play a larger role than
ideology.

The idea that having a better underlying framework for government policy
within a market system can result in fewer undesirable intrusions on personal
freedoms is an important theme in The Way Abead, a document published by
the Canadian government in the fall of 1976 and motivated by the perceived
need to restructure government policies at a time of growing macroeconomic
challenges. From his senior position within the Privy Council Office at the
time, lan Stewart played a key role in drafting this document, and his fine
sense of balance regarding the appropriate role of government in a modern
economy is everywhere on display.? As Stewart describes a few years later in a
collection of articles written about the Trudeau era, The Way Abead was seen
as offering a middle ground between alternative, extreme views of the govern-
ment-economy nexus:

... While rejecting both minimalist and excessively inter-
ventionist government, it sought to define a “new mid-
dle”—an updating of the Keynesian consensus more in
accord with leaner times.

By this middle road the Trudeau administration sought to
combine the principles of the Just Society with an eco-
nomic policy based on a commitment to fiscal and mone-

2 Ian claims that Fred Gorbet was a key contributor to The Way Ahead; Fred
claims that it was mostly Ian. Perhaps we will never know for sure. As often
happens with good people, modesty can get in the way of the truth.
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tary responsibility and less direct government
intervention. (Stewart, 1990, p. 117)

The Way Ahead is a fascinating paper. Actually, it reads more like two papers,
one laid atop the other. The first is an analysis of the causes and consequences
of inflation, and also some discussion about its cures. This paper is very much
a “period piece” in that it describes inflation—especially its causes—in more
complex terms than would be found in either an academic or government doc-
ument written today. Most macroeconomists today would make a crucial dis-
tinction between temporary or transitional inflation on the one hand, and
sustained or long-run inflation on the other. And they would agree that many
different kinds of economic shocks can affect a country’s temporary rate of
inflation. For better or worse, however, contemporary macroeconomists
would also argue that a country’s long-run rate of inflation is almost exclu-
sively determined by that country’s monetary policy; other things being equal,
a sustained change in monetary policy is now seen to be the cause of a sustained
change in the rate of inflation.

Despite the view of inflation in The Way Ahead being quite dated, the paper
contains a key point about an important but subtle cost generated by inflation.
High inflation creates problems in society—primarily related to income redis-
tributions—that invite government intervention as a partial policy solution,
and such interventions inevitably lead to reductions in personal freedoms. So
a policy justification for maintaining low and stable inflation is to prevent the
need for an undesirable expansion of the role of government in society.

If all of the discussion related to inflation is removed from The Way Ahead, a
very different but still fascinating second paper remains. After thirty years of
post-war development and expansion of the welfare state in Canada, and also
the macroeconomic confusion and disruption caused by the first OPEC oil
shock, the paper offers a nuanced view of the appropriate role of government
in a modern economy. The paper emphasizes the importance of using rela-
tively free markets for the organization of activity—for encouraging innova-
tion and also for maintaining crucial individual freedoms. It also recognizes
the clear need for government intervention to solve certain problems that pri-
vate markets are ill-suited to solve—including the provision of public goods,

the appropriate pricing of externalities, and the reduction of severe inequities.
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While advocating active use of government, however, it acknowledges the lim-
its of government action and also the danger that a creeping scope of govern-
ment may threaten fundamental liberties. The Way Ahead offers both a
balanced and realistic view of government in a modern economy.

This same growing recognition of the limitations of government action
played a leading role in the development of monetary policy in many countries
over the past forty years. This paper examines the evolution of Canadian mon-
etary policy from the late 1970s and argues that a process of “natural selec-
tion” led to the creation and refinement of our current and very successful
inflation-targeting system. At the core of this evolutionary process was both a
continual drive toward “better” government and a recognition of the real lim-
itations to what government can accomplish.

Section 2 of this paper reviews some of the key lessons that economists and
policymakers learned over the years, and how these lessons led to the adoption
of our current regime. These lessons range from the “discovery” of the supply
side of the economy and the recognition of the costs of high inflation to the
limitations of monetary policy and the role played by a flexible exchange rate.
Section 3 briefly examines what may be the largest current and future chal-
lenge faced by the Bank of Canada and other central banks around the world:
the need to ensure financial stability. Two aspects of this issue are addressed:
the case for monetary policy to “lean” more aggressively against measurable
financial excess; and the need for governments to establish better “macro pru-
dential” regulation and oversight. Research on both aspects of financial stabil-
ity is still young, and so our thinking will hopefully improve considerably over
time.

In Section 4, however, I argue that the current Canadian government does
not appear to be spending much time thinking about the issue of improved
macro prudential regulation and oversight, possibly because the current sys-
tem is viewed as adequate and the government would rather focus its attention
on something more politically appealing. I close with the idea—perhaps chan-
nelling lan Stewart in The Way Ahead—that better regulation and oversight
does not necessarily mean an undesirable increase in the scope of government.
Designing better regulation now, while financial markets are relatively quiet,

may prevent the need for the large and dramatic government interventions
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that would surely be the response to a future financial crisis in which one or

more major institutions fail.

Forty Years of Evolution in Canadian Monetary Policy
Canadian monetary policy, like that in many other developed countries, has
changed significantly over the past four decades, and most of this change
reflects our learning about various aspects of the functioning of the economy,
the behaviour of individuals, and the limitations of central-bank actions. This
evolution of monetary policy embodies the “natural selection” of good and

workable ideas.

The Missing Half of the Aggregate Economy

The predominant view among academic and policy-minded macroecono-
mists until the mid-1970s was that a focus on the demand side of the economy
was appropriate for understanding aggregate fluctuations and changes in
inflation. Changes in the various components of aggregate demand were the
primary drivers of changes in the level of economic activity, and the “manage-
ment” of these components with fiscal and monetary policy was believed to be
an effective means of dampening swings in the business cycle. Moreover, infla-
tion was mostly seen as the consequence of excessive demand.

As an indication of the extent of such “demand dominance” in our thinking,
one need only flip through the introductory textbooks of the day. The content
of a good principles textbook lags well behind the developments occurring on
the frontiers of the discipline, as is probably appropriate given the time
required to learn which of the new ideas are truly good ones. A good introduc-
tory textbook tends to present the things that the profession is pretty sure
about, the things that we as economists think we know with a high degree of
confidence. A quick scan of the leading textbooks of the era reveals the main
macroeconomic model to be the Keynesian Cross, in which the price level is
assumed to be constant, and anything resembling the supply side of the econ-
omy is absent. The management of aggregate demand figures prominently. A
Phillips Curve sometimes makes an appearance, but is often treated as a “menu
of choice” between the desired level of output (or unemployment) and the

desired level of inflation, rather than as the adjustment process stemming from
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factor markets in disequilibrium. There is certainly no AD/AS model deter-
mining the equilibrium level of real GDP and the price level, for the simple
reason that the AS curve had yet to be conceived, and without an AS curve it
makes little sense to draw an AD curve.?

There was naturally a bit more focus on the supply side of the economy
within the Bank of Canada, but events would soon prove the need to do much
more. The Bank’s earliest large-scale macro models, RDX1 and RDX2, were
completed by the early 1970s but had quite incomplete coverage of the supply
side of the economy (Helliwell, 2005). In particular, there was insufficient
scope for fluctuations in the price of oil to impact the economy and, perhaps
more important, the mechanism governing inflationary expectations was quite
undeveloped. This was an unfortunate combination.

With the arrival of the OPEC oil shocks in 1973 and 1979, the supply side
made a dramatic appearance—into macroeconomic outcomes and also into the
minds of macroeconomists. These shocks led to reductions in real GDP
growth and increases in inflation, previously thought to be two things that did
not occur together. The events were so unusual as to require a new label;
“stagflation” was the appropriate term coined by Paul Samuelson.

The stagflationary episodes of the 1970s, once they came to be understood,
clarified three issues for macro policy. First, supply shocks needed to be built
into our macro models in order to provide a better understanding of the nature
of fluctuations; the AD/AS apparatus soon became the workhorse model in
policy thinking and macro teaching. Second, large negative supply shocks pre-
sented policymakers with a dilemma: a policy response that validated the sup-
ply shock had the benefit of dampening the effect on output and employment,
but only at the risk of starting a wage-price spiral that would reflect the
entrenchment of agents’ rising inflationary expectations. The 1970s were the

beginning of our collective education regarding the importance of anchoring

3 For example, the third Canadian edition of Economics by Lipsey, Sparks and
Steiner (Lipsey et al., 1979) contains no systematic discussion of the role of
the supply side in determining aggregate fluctuations. Its fourth edition, pub-
lished in 1982, contains the full AD/AS framework, although even then the
role of supply shocks is far smaller than what appeared in subsequent editions
of the text.
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inflation expectations, and how difficult the control of inflation becomes when
no such anchoring exists.

The third issue was more fundamental, and represented an intellectual sea
change among macroeconomists. The rise of the “rational expectations revo-
lution” embodied an emphasis on micro-based modelling, forward-looking
and optimizing agents, model-consistent expectations, and eventually the
appreciation of the Lucas Critique (Lucas, 1976)—the idea that policy actions
needed to be explicitly built into the constraints faced by optimizing agents if
we are to draw legitimate conclusions regarding the likely effect of policy
changes on individual actions and aggregate economic outcomes. It took only
a few more years before Real Business Cycles made their appearance (Kydland
and Prescott, 1982), significantly altering the course of macroeconomic
research; with the assumption of market-clearing and leading roles for techno-
logical shocks, the “demand dominance” of the post-war period had been

largely eliminated.

The Costs of High Inflation

It has long been understood that one of the serious consequences of infla-
tion is that it generates unintended and probably undesirable redistributions
of income—between workers and firms, borrowers and lenders, and govern-
ments and taxpayers. Such redistributions depend on the incompleteness of
institutional arrangements that could in principle, but likely at considerable
cost, be modified to provide full indexation.*

The difference between anticipated and unanticipated inflation also mat-
ters. Even in the absence of complete indexation, agents who expect future
inflation could incorporate that expectation into their wage or interest-rate
agreements, thereby preventing such income redistributions. Indeed, aca-
demic economists usually rely on this distinction to argue that it is only unan-
ticipated inflation that presents a serious policy problem, as the costs

associated with a fully anticipated (and moderate) inflation are quite small.

4 Full indexation (to the CPI, for example) would only ever prevent such income
redistributions if movements in the CPI were fully independent of changes in
relative prices. Such independence is unlikely to ever occur. I thank Michael
Parkin for this observation.
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Central bankers, however, tend to reject the practical utility of this distinc-
tion. While accepting the academic point that a perfectly anticipated high
inflation rate may not be that costly, they reject that one has ever occurred.
Based largely on their experience from high-inflation episodes, they note the
high correlation between a country’s average rate of inflation and the volatility
of that country’s inflation rate. Such volatility is seen as generating two types
of uncertainty, both of which are damaging to the functioning of a modern
market-based economy. First, the volatility of the inflation rate suggests
uncertainty about inflation itself; in the absence of complete indexation, this
implies swings in unanticipated inflation that lead to changes in ex post real
wages, real interest rates, and real tax revenues. Second, and perhaps more
important, high and uncertain inflation undermines the functioning of the
price system and diverts resources away from the production of inherently
valuable goods and services and toward dealing with the problems caused by
inflation. In an economy in which movements in relative prices send signals
about scarcity and plenty and lead consumers and producers to respond
through changes in quantities, high and volatile inflation introduces a great
deal of noise into the system. A world with no inflation is complicated enough
as there are many real reasons for changes in relative prices; adding volatile
inflation to the mix simply results in workers and firms and governments mak-

ing more mistakes than they would otherwise make.’

The High Cost of Disinflation

If lessons regarding the economic cost of high inflation were sobering, the
cost of reducing inflation eventually came to be seen as so large that it pro-
vided one of the key motivations for ensuring that inflation, once reduced to
low levels, was maintained there.

Inflationary expectations, and the speed with which they adjusted to an
announced policy of reducing inflation, played a central role in determining
the costs in terms of reduced output and employment. The “sacrifice ratio,”

the output loss (expressed as a percentage of potential output) per percentage-

5 See Ragan (1998) and the many references there for a detailed discussion of
the costs of inflation and inflation volatility, including the effects of inflation
on relative-price variability.
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point reduction in the inflation rate, was seen to be an important function of
the credibility possessed by the central bank (Ball, 1994). Prior to the U.S. and
Canadian disinflations of 1980-82, one set of observers argued that rational
and forward-looking expectations implied that the credible and visible
announcement of intended disinflation would lead to a rapid reduction in
actual and expected inflation, with the result that output and employment
losses would be small and brief. Others argued that expected inflation would
be slow to adjust to the policy change and that the output and employment
losses would be large and enduring. As it turned out, the reality was some-
where in the middle; inflation fell sharply, the contraction in activity was deep,
but a healthy economic recovery began very quickly.

In retrospect, it is easier to conclude that credibility is indeed important in
reducing the costs of disinflation but that, for good reasons, the Bank of Can-
ada and the U.S. Federal Reserve probably did not have much credibility at the
time. After all, the previous decade had not revealed these central banks capa-
ble of keeping a lid on inflation, no matter how much they claimed to dislike
it. Today, after almost twenty years of inflation targeting, the Bank of Canada
has established a great deal of credibility with regard to its commitment to
maintaining low and stable inflation, and it is understandably reluctant to take
any actions that would diminish it.5

Another part of the lesson regarding the high cost of disinflation involves
what other policies, in addition to a conventional tightening of monetary pol-
icy, might be applied as part of an overall disinflation policy package. In his
evaluation of the success of the Anti-Inflation Board (AIB), which operated
from 1975 through 1978, McCallum (1986) argues that the AIB successfully
reduced the rate of growth of nominal (and real) wages below what would oth-
erwise have occurred, and thus was instrumental in helping Canada avoid a
deep recession in the late 1970s. In contrast, with the disappearance of the AIB
in 1978, there was no such force preventing the rise of wages in the early

1980s, with the result that Canada experienced a much deeper recession.

6 It is worth emphasizing that central-bank credibility is something that must
continually be earned through action. Even when current inflation is low, it is
only the willingness to act to prevent inflation from rising in the near future
that will keep inflation expectations well-anchored.
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McCallum is essentially arguing that in a world with solidly entrenched infla-
tion expectations, the AIB reduced the sacrifice ratio by helping to dampen the
upward drift of Canada’s Aggregate Supply curve. Another, and complemen-
tary, perspective is to see the AIB as a Keynesian coordinating device, one that
makes workers more willing to accept a decline in nominal wage growth so as
to generate a better macro response to the inflation and supply shocks of the
early 1970s.

With the benefit of hindsight, we might say that if the central bank lacks suf-
ficient credibility to convince private agents that it is serious about disinfla-
tion—credibility which would presumably act directly on inflation
expectations—an institutional arrangement like the AIB can be a reasonable
substitute. Laidler (1976) agrees that AIB-style wage-and-price controls can,
in principle, be a useful part of an overall policy package designed for disinfla-
tion, but he argues that it would rarely if ever be sufficient; still necessary to a
sustained disinflation is a sustained tightening in monetary policy.

Another point made by McCallum (1986) relates directly to one of the cen-
tral themes from The Way Ahead: a major cost of high inflation is that it forces
governments to intervene to address some of the problems that inflation cre-
ates, but such interventions invariably restrict individual freedoms. He talks of
the undesirable choice that confronts policymakers when considering disinfla-
tion and the use of AIB-style controls:

... Unless one believes that the inflationary upsurges of
the past decade are a never-to-be-repeated thing of the
past, it is likely that at some time in the future Canada
will again be forced to choose either a major recession
without controls (as in 1982) or a much less major reces-
sion with controls (as in the mid-1970s). ... [T]his is a
most unpalatable choice to have to make, since the bene-
fits of controls in terms of lower unemployment must be
set against the unquantifiable but nevertheless very major
costs in terms of a general distaste for large-scale govern-
ment intervention. (McCallum, 1986, p. 142)

The Instability of Money Demand
Throughout the 1960s and early 1970s there was growing support for the

idea that controlling inflation in a sustained manner required controlling the
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rate of growth of the money supply. A coherent policy package was provided
by Milton Friedman (1960) and a decade later its appeal had only increased. In
Friedman’s Presidential Address to the American Economic Association of
December 1967, roughly half of the speech is devoted to the idea that, to avoid
the kinds of mistakes that central bankers with too much discretion and too lit-
tle information are bound to make, monetary policy should be put on “auto
pilot” to ensure a constant rate of growth of the money supply (Friedman,
1968).

By the mid-1970s, with inflation higher and more volatile and apparently
not under obvious control by policymakers, the appeal of monetary targeting
had continued to grow. It was well recognized that the success of such a policy
relied on the existence of a stable relationship between the volume of transac-
tions in the economy and the quantity of money demanded; only with such a
stable and predictable money-demand relationship could changes in the sup-
ply of money lead to predictable changes in interest rates, with then predict-
able changes in aggregate demand, output, and inflation.” And during the
1960s and early 1970s, this relationship appeared to be stable. As late as 1976,
David Laidler argued the benefits of monetary targeting as an effective substi-
tute for wage-and-price controls and made the following claim:...

... It turns out that ... there exists a stable relationship in
the economy as a whole between total national spending
and the amount of money that the economy requires to
carry on its business. The existence of such a relationship
for an enormous variety of times and places, including the
contemporary Canadian economy, is one of the best
established facts of applied economics. (Laidler, 1976, p.
183)

The relationship may have been stable and predictable during the decades
preceding 1976, but it took only a few short years for the financial innovations
of the late 1970s to put an end to the Bank of Canada’s monetary targeting.
Having commenced the formal targeting of M1 in 1975, a policy seen as a use-

7 One could also argue the opposite causality: that only with a stable money-
demand relationship would policy-induced changes in the interest rate lead to
predictable changes in money, and then to predictable changes in aggregate
demand and inflation.
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ful complement to the Anti-Inflation Board, the approach never worked as
well as the Bank’s economists hoped (Crow, 2009a; Freedman, 2002). With the
ongoing financial-market innovations and the resulting swapping of funds
between bank accounts of various kinds, the measure of M1 was rarely con-
fined to the Bank’s proscribed target ranges for growth; in response, the Bank
formally terminated the policy in 1982. As Governor Gerald Bouey famously
said in 1983: “We didn’t abandon M1; M1 abandoned us!”

The Limitations of Monetary Policy

By the mid-1980s, a growing consensus was emerging among macroecono-
mists and central bankers regarding the genuine and significant limits to what
monetary policy could accomplish. It presumably follows that real limits
should be placed on what we ask central bankers to achieve. Consider two
aspects of these limitations. The first is the number of policy instruments
available to central bankers. Monetary policy has at its base a single instru-
ment: the central bank’s balance sheet. This balance sheet reveals the funda-
mental truth that central banks create money and inject it into the financial
system by using it to purchase government securities (or perhaps foreign
exchange). We can view policy actions as altering short-term interest rates (as
is now the norm for central banks) or as altering the quantity of money (as is
now deemed to be “unconventional”), but these two perspectives of monetary
policy are just different sides of the same coin.®

The second aspect of the limitations involves the distinctions between real
and nominal variables and between the short-run and long-run effects of mon-
etary policy. While monetary policy can have a profound influence on a large
range of real and nominal variables over a period of a few years, there emerged
a growing understanding that these short-run effects eventually get unwound
in the long run, leaving an enduring change only on the level or growth path
of nominal wages and prices. Since the central bank’s instrument is fundamen-

tally about a nominal object—money—it should not be surprising in a market

8 In the last few years of financial crisis and recession, we have seen central
banks in many countries take extraordinary policy actions, mostly involving
changes in the terms and conditions of loans to financial institutions, but
these actions are just creative ways of using the central banks’ balance sheets.
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economy that the ultimate influence of monetary policy will apply to nominal
variables only.

Implicit in this view of the limitations of monetary policy is the absence of a
stable long-run trade-off between the rate of inflation and the level of real
GDP or the unemployment rate; the long-run Phillips Curve is vertical. In
convincing the academic profession and community of policymakers that
these limitations for monetary policy were real and needed to be taken very
seriously, there was perhaps no more influential work than Friedman (1968).
His specific arguments in favour of maintaining a constant rate of money
growth, presented in the same paper, have long since fallen by the wayside; but
his arguments regarding the limitations of monetary policy have had an enor-
mous and enduring influence on the economics profession. Friedman’s ideas
regarding the absence of a long-run trade-off, together with those of Edmund
Phelps (1972) as well as widespread empirical evidence from the 1970s and
1980s, have become such a standard part of the economists’ intellectual toolkit
that in our principles textbooks we often no longer attach their names to the
ideas—almost as if such labelling would be an admission that the ideas are still

unsettled and open to debate.

The Role of a Flexible Exchange Rate

As a small and open economy, it is natural that Canadian economists and
policymakers tend to place more emphasis on the role of the exchange rate
than do our counterparts in larger economies in which trade is relatively less
important. In addition, Canada has had more experience in operating with and
learning about a flexible exchange rate, since we spent many of the post-war
years outside the Bretton Woods system (Powell, 1999). This has given us a
great opportunity to learn about how a flexible exchange rate can play a useful
role within a coherent framework for monetary policy. Central to this learning
has been the distinction between the real and nominal exchange rate, and the
different causes of their changes over time.

The nominal exchange rate is, of course, nothing more than the Canadian-
dollar price of a unit of foreign currency. If domestic monetary shocks have an
enduring effect only on the domestic price level, as would be the case if money

is neutral in the long run, then the external manifestation of this neutrality is
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that the nominal exchange rate will adjust in the same direction and by the
same percentage, thus leaving the real exchange rate unaffected. The same is
true for foreign monetary shocks, although in this case the movements will be
in the foreign price level and the exchange rate. So in the face of monetary
shocks, ceteris paribus, price levels and the nominal exchange rate will adjust
over time, but real exchange rates will eventually return to their initial levels.”

The real exchange rate, in contrast, is the relative price of (baskets of) goods
across international boundaries. While monetary shocks should have no sus-
tained influence on the real exchange rate, there are many shocks that will.
First, since non-traded goods play a large and increasing role in national con-
sumption baskets, deviations in their prices across countries will lead to
changes in real exchange rates. The Balassa-Samuelson effect shows how, with
integrated labour markets within countries, differential productivity growth
in the traded-goods sector across countries leads to wage changes that drive up
the relative prices of non-traded goods in those countries with the highest
productivity growth, thus creating a real appreciation (Dornbusch, 1988).
Changes in the relative prices of commodities, driven either by technological
changes or by changes in demand, lead to real appreciations in commodity-
exporting countries (Amano and Van Norden, 1995, 1998). Finally, though it
is much less visible in the data, changes in investors’ perception of risk premia
lead to capital flows that cause real appreciations in the capital-importing
countries and real depreciations in the capital-exporting countries.

The slow adjustment of national price levels is probably the key argument in
favour of a flexible nominal exchange rate. As Friedman (1953) famously
argued, if nominal price levels were fully and instantly flexible in response to
shocks, a flexible exchange rate would be unnecessary because all of the
needed adjustment in the real exchange rate would naturally and quickly occur
through movements in price levels. The rigidity of wage and price adjustment

is the fundamental reason that a flexible exchange rate can act as an aggregate

9 As Dornbusch (1976) made clear in his classic paper, forward-looking expecta-
tions and short-run price rigidities ensure that monetary shocks will cause real
exchange rates to respond to monetary shocks much more in the short run
than in the long run.
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“shock absorber” (Murray, 2000). Canada has seen many episodes in which
flexibility of the nominal exchange rate facilitated adjustments in the real
exchange rate which then dampened the swings in aggregate output and
employment caused by external shocks. Following the Asian crisis and subse-
quent plunge in commodity prices in the late 1990s, for example, the large
depreciation of the Canadian dollar stimulated the central Canadian manufac-
turing and exporting sector, thus reducing the overall negative impact of the
shock. Similarly, in the mid-2000s, rising world commodity prices led to a
strong appreciation of the Canadian dollar; the booming commodity-export
sectors in Western and Fastern Canada were offset to some extent by slower
growth in the manufacturing heartland of Central Canada.

The view that nominal exchange rates should be left free to adjust to what-
ever shocks come along still leaves open one crucial question: should changes
in the exchange rate influence the central bank’s policy actions and, if so, how?
On this issue, the Bank of Canada has also learned considerably over time. The
Bank knows well that different sources of exchange-rate movements require
different policy responses, although identifying the precise cause of any
observed change is always difficult. For example, a sustained increase in world
commodity prices is itself a positive shock to Canadian aggregate demand and
thus is likely to be met with a tighter monetary policy. Even though the shock
will cause an appreciation of the Canadian dollar which tends to dampen the
expansion, the overall effect is still positive for aggregate demand. In contrast,
the adjustment of global portfolios away from foreign assets and toward Cana-
dian assets will also cause an appreciation of the Canadian dollar, but such a
shock, if significant and sustained, is likely to be met with a looser monetary
policy. Having its origins in financial markets and not product markets, this
shock has no direct effect on Canadian aggregate demand, although the sub-
sequent currency appreciation still reduces Canadian net exports and thus the
overall effect is negative. So, there can be no simple rule of thumb connecting
a change in the exchange rate to a change in monetary policy; understanding
the cause of the exchange-rate change is crucial.

This general argument that different exchange-rate movements require dif-
ferent policy responses is difficult to communicate with the public and with

financial markets. In the mid-1990s, the Bank tried to explain these ideas by
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creating and publishing the Monetary Conditions Index (MCI), a weighted
average of the exchange rate and an interest rate (Freedman, 1995). It soon
appeared, however, that financial markets viewed some MCI movements as a
clear indication of a policy change and thus an opportunity for a profitable
trade. As a result, the Bank soon abandoned the MCI. In the mid-2000s, with
rising commodity prices and a strengthening Canadian dollar, the Bank tried
again, but this time by making an explicit distinction between “Type 1” (eg.
commodity prices) and “Type 2” (eg. portfolio adjustments) sources of
exchange-rate movements (Bank of Canada, 2005; Dodge, 2005; Ragan,
2005). This explicit distinction, together with the cumbersome labels, seems
now to be rarely made in speeches by the governor or deputy governors,
although the logic of the basic argument is sometimes clear in context. The
appropriate role of a flexible exchange rate in the conduct of Canadian mone-

tary policy remains a communications challenge for the Bank of Canada.

The Current State of Canadian Monetary Policy

After many years, many shocks, and many lessons learned, central banks in
most developed countries, including Canada, seem to have converged on some
solid guiding principles for monetary policy. These can be boiled down to two
key observations regarding how economies function and how monetary policy
operates. First, there is a clear recognition that high and variable inflation is
costly. Not all of these costs are easy to measure or even to simulate in simple
macro models, but they are nonetheless real (Ragan, 1998). Second, there is an
equally clear acknowledgement that the rate of inflation is the single macro
variable that monetary policy is able to influence in a sustained and systematic
manner. With these two underlying principles, it is perhaps not surprising that
monetary policy has evolved in many countries to the point where central
banks explicitly target a low rate of inflation. Canada was the second country
to formally adopt inflation targeting, in 1991, and many countries followed
suit over the next twenty years. In retrospect, this evolution of monetary pol-
icy toward inflation targeting may seem obvious or inevitable, but it required
the shocks and policy mistakes and learning that occurred over the previous

thirty years; it really has been a “natural selection” of good and workable ideas.
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How can we judge the Bank of Canada’s actions since the adoption of infla-
tion targeting? Others have provided an excellent review of Canadian mone-
tary policy (Crow, 2009a; Laidler and Robson, 1994, 2004), and so a detailed
treatment here is unnecessary. In terms of the economic impact of monetary
policy, Longworth (2002) provides a comprehensive review of the relationship
between inflation and many macroeconomic variables, including relative-
price dispersion, inflation expectations, and output volatility. The reduction
of inflation and adoption of inflation targeting appear to coincide with a gen-
eral reduction in economic volatility and an improvement in broad measures
of performance.'? As for the achievement of its stated objective, the Bank cer-
tainly delivered on its commitments. The formal inflation target has been two
per cent since 1995, and from then to 2007 the average rate of inflation was
remarkably close to the target, though there were brief periods when inflation
strayed noticeably (Melino, 2011).

In terms of the policy process, the 1990s witnessed a notable evolution, with
focus on both implementation and communication. The emphasis on the
Bank’s target for the overnight interest rate as its primary instrument, the
establishment of eight fixed announcement dates per year, the regular publica-
tion of the Monetary Policy Report, and the increase in the number and clarity
of public speeches are perhaps the most visible changes that took place during
this period. The Bank’s communications were aimed not just at explaining
what it was doing and why, but also at the need to keep inflationary expecta-
tions anchored at the inflation target.

If the experience of 1991-2007 suggests the evolution toward a fully mature
and well-functioning policy regime, the events since then reveal that regime’s
resilience. When the global financial system began to show its strains in the
summer of 2007, and these strains eventually revealed deep and systemic prob-
lems, the Bank of Canada was able to respond effectively—to increase the
liquidity available to financial institutions, reduce the fears of counterparty

risk, and maintain the flow of credit.

10 There remains some debate regarding the appropriate stance of monetary pol-
icy during the mid-1990s; for a sample of the view that monetary policy was
systematically too tight, see Fortin (1996).
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By the fall of 2008, global financial markets were in full crisis. Even though
the epicentre of the crisis was not in Canada, the globalization of financial
markets assured that Canada would experience significant tremors. Canada’s
well-anchored inflation expectations, together with the Bank’s long-estab-
lished credibility in returning inflation to target, permitted the Bank to
respond aggressively by sharply cutting its target for the overnight interest
rate. By the spring of 2009, with its policy rate at its effective lower bound, the
Bank was on the verge of implementing quantitative easing and perhaps even
credit easing. The U.S. Federal Reserve and the Bank of England had already
taken these steps, but the economic situation in Canada was then less dire.
Though the Bank explained these policies in its April 2009 Monetary Policy
Report, they were never implemented. Instead, the Bank tried something less
dramatic but no less innovative: it issued a commitment to hold its policy rate
at its effective lower bound until the summer of 2010, conditional on the out-
look for inflation. The payoff appeared almost immediately in the form of a
reduction in long-term interest rates (He, 2010).

Looking back on the period since 1991, and especially the last few years, it
is difficult not to be impressed with Canadian monetary policy and the people
charged with making it work. For almost twenty years, in the face of shocks
from various sources, the Bank of Canada has upheld its commitment to keep
inflation low and stable. Even the very dramatic events of the past few years
have not revealed the Bank to be lacking in any substantive way, either with an
insufficient ability to analyze and respond to unfolding events, or with insuffi-
cient command over institutional arrangements to make its policy actions
effective.

Laidler (1999) emphasizes four elements of any “coherent monetary order.”
The monetary-policy regime must: (a) have a well-defined goal; (b) the rele-
vant authorities must have the power and abilities needed to achieve the goal;
(c) private-sector agents must understand the goal and expect it to be achieved;
and (d) the relevant authorities must be accountable to the electorate both for
the choice of the goal and for their performance in achieving it. By this stan-
dard, Canada clearly has a coherent monetary order. The Bank of Canada and
the Government of Canada have agreed upon a well-defined target for the CPI
inflation rate. The Bank has the power and tools needed to keep inflation close
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to that target rate. The Bank’s inflation target is well known and constantly
repeated in the Bank’s communications, and private-sector inflation expecta-
tions are well anchored at the two-per cent target. Finally, the Bank of Canada
is accountable for its actions and for the resulting rate of inflation, through the
Minister of Finance and Parliament, to the Canadian people.

The successful evolution of Canada’s monetary policy over the past forty
years is entirely consistent with this festschrift’s theme of emphasizing the
need for “better” government as opposed to either “more” or “less” govern-
ment. By controlling the amount of money in circulation, central banks have
tremendous power at their disposal. But it is the intelligent and prudent use of
this power that constitutes a successful monetary policy. By recognizing the
limits of what this power can accomplish, together with learning some impor-
tant lessons about how it can best be used in various situations, the Bank of
Canada has been able to make a very substantial contribution to the economic

welfare of Canadians.

Future Challenges for Canadian Monetary Policy

Despite this success, we should not be blind to the possibility of making 