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General Observations
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| want to begin this Report by putting economic
and financial developments in Canada during
1976 into perspective for | believe the economy’s

performance can be properly assessed only within
a longer time-frame than a single year.

In- my opinion the events of 1976 should be
seen as the first part of the story of this country’s
struggle to recover from a severe attack of
Inflation, to rid itself of inflationary attitudes and

behaviour, and to regain the internal economic
balance required for its future prosperity.

Since the epidemic of inflation was interna-
tional in scope, a similar struggle is going on in
many other countries. The virulence of inflation
at its peak differed considerably among coun-
tries, and there has also been much variety in the
Nature and vigour of the steps taken to restore
stability. Some countries, notably Germany, the
United States and Japan among the larger
Industria] countries, have already achieved
Considerab|e ~uccess, and | regard it as by no
Means an accident that economic prospects now
ap{pea‘r a good deal brighter in these countries
:;Z(:::jp:ﬁmnjml' Wilhin these ({}Ul"!lri(?s Fh@rﬂ 1S

4 ;, strong concern to avoid action that
;‘;’:; .::[{:? the movement towards price stabil-

€n within those that have done less

well it now seems to be widely accepted that a
much better cost and price performance is a
prerequisite for their economic and social
well-being. Although the struggle in the outside
world to regain cost and price stability will not
be easily won, Canadians must recognize that it
will continue and that the countries that do best
In this respect will set the pace in international
trade. This is the sort of world in which Canada
will have to live.

In this country a co-ordinated national program
to- wind down inflation was announced in
October 1975. By that time inflationary be-
haviour had taken a firm grip on many aspects of
economic life. Public and private attitudes in
Canada had gone dangerously far towards the
belief that Canadian prosperity was automat-
ically assured and that the economy could be
relied upon to generate enough real income to
permit a continuation of the unusually rapid
Increases of recent years in both private and
public consumption. This was of course an

illusion, but it was commonplace to see people
acting as though they believed it. The situation in
Canada as of October 1975 was serious indeed,
and it was obvious that the road back to
economic balance was going to be a rough one.




The strategy

is the strategy of gradualism. It relies mainly on

the management of fint} r?c.ial policy to ensure an
economic climate 5urfi('rent_|y_ Competmve tg
discourage the inflationary pricing of Iabou(; an |
output. This is the heart (:-'f the program, an it is
intended that it continue mdefm:tgiy. In order to
speed up the required deceleration of money
incomes, a system of direct cgntrols over
increases in the main forms of income was
included in the program. It is intended that this
element of the program be temporary.

The strategy of gradualism in winding down
inflation has much to commend it. Its main

advantage is that it avoids the severe economic
disruption and concentrated social strain that
would be involved in an all-out attack designed
to produce quick results. That advantage is well
worth seeking. But the price of effective
gradualism is patience and persistence, and that
price cannot be escaped. The struggle must go
on, not for months but for years.

That, briefly, is the perspective within which

of the Canadian attack on inflation
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Bank judged that the money supply figures were
no longer being seriously distorted. By the end of
February 1976 the Bank came to the conclusion
that, with due allowance for the effects of the
postal strike, the underlying trend of money
supply growth was too high, and on March 5 it
announced an increase in Bank Rate from 9 to
912 per cent. This action had a pronounced
initial impact on the expectations and behaviour
of financial markets, and for a time the Bank had
to operate vigorously to contain excessive
Interest rate reactions. By early April a calmer
atmosphere had been restored and short-term
market interest rates had fallen back into a more
normal alignment with Bank Rate.

After a temporary dip in the total of currency
and demand deposits early in the second
quarter, the growth rate of this aggregate from
the base period ran around the lower end of the
Bank’s then existing target range during the
summer months.

In late August the Bank of Canada announced

an up-dating of its target range for the growth of
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the economic events of 1976 must be assessed. pat
There is not much point in looking at them
against ideal standards. By the end of 1975 the
Canadian economy was much too far out of joint
to warrant any realistic expectation that it could
perform well by ideal standards in the years
immediately ahead. The important question to
ask about 1976 is - have we made reasonable
progress within the strategy of gradualism? Have
we made yards towards restoring the conditions
essential to our future prosperity?
| believe that the short answer to that question
Is - yes, we have. In this sense 1976 was, despite
its shortcomings, a good year.
I recognize of course that in terms of output and

employment the performance of the Canadian

currency and demand deposits. The new range
was fram 8 per cent to 12 per cent a vear
measured from the three-month average level
centred on March 1976. This base period was
chosen because at that time the growth rate from
the previous base was close to 12 per cent,
roughly the mid-point of the previous range. The
reduction in the upper and lower limits of the
range was in accordance with the Bank’s
strategy of gradually moderating the rate of
monetary expansion in order to encourage and
consolidate the gradual reduction in Canada’s
inflation rate that was by then clearly underway.
By late autumn it was clear that the growth of
the money supply had become unduly sluggish
in relation to the Bank’s targets and required
corrective action. After the termination of the
annual Canada Savings Bond campaign the Bank
announced on November 19 a reduction of Bank
Rate from 9% to 9 per cent. On December 21 it
announced a further reduction to 82 per cent,
and on January 31, 1977 another to 8 per cent.

New. wage and salary settlemens under
collective agreements, though still high h:m
moderated steadily. They have recently:be::
averaging less than 10 per cent a year over f
life of contracts, a great improvement over f
average rate of around 18 per cent in the fix
nine months of 1975. Some welcome slowingo
the high rate of increase of unit labour cossi
Canada has already become apparent. Pl |
margins weakened sharply in 1976 but, whi
this development made some contribution tot ¢
easing of price inflation, it also contributed®}
blunting the ability and willingness to inves!

plant and equipment.

"arrowly-defined money supply than to brogdgr
definitions appears later in this Report. As it is
being practised in Canada this approach throws
useful light on how the level of short-term
interest rates should change from time to time to
be compatible with a gradual return to monetary
stability, and the Bank uses this information in
the daily conduct of its affairs. It is the short-term
interest rates that flow from this approach that
are its cutting edge in influencing economic
decisions, and their influence is in the direction
of stabilizing over time - with a diminishing
margin for price inflation - the trend rate of
growth of total spending in the economy.
WTaZleaft;setntdargett rane for money supply growth
i bmfielfbn;crease of not less than 10
g €ll below 15 per cent measured
C © average level over the three months
entred on May 1975 During the latter m
onths

of 19

Ereat|y7i5nf;he money supply was temporarily
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until some weeks into 1976 that the
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| along these lines. At the same
time we recognize that this approach is based on

relationships that are not as precise as one would
like to see, and that it js therefore by no means
devoid of problems. The relationship between
the growth of money supply narrowly defined,
the growth of total spending in the economy and

changes in interest rates can be affected both by
random influences in the short run and by

gradual shifts in behaviour over longer periods.
It would appear, for example, that the growth of

the money supply from the recent base to the
present has been somewhat less than one would

have forecast on the basis of past relationships.
Partly for reasons of this kind, we do not follow
the money supply indicator blindly but subject
our policy decisions to much broader tests and
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While | believe that these strains will ultimately be
resolved in favour of keeping our country it
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depressing effects on economic activity. |
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because we had priced ourselves out of markets
at home and abroad and were continuing to do
so. The practice of drawing on foreign resources
and increasing our foreign debt may be approp-
riate when we are pressed for resources because
we are adding to our productive facilities at an
unusually rapid rate, but to do it to supplement
final consumption on the scale that we have in
the last two years is to build up problems for the

future. Our own interest requires that we put our
external economic balance into better order.

The unsatisfactor

domestic
, ItS correc-

our domestic prices and costs.

Since the root of our current employment and
trade difficulties lies in the persistence of

inflationary practices, it would be extraordinary
to suppose that they could be cured by financial
policies so expansionary as to encourage in-
flationary behaviour, or for that matter by

protectionist policies. Such policies would sim-
ply make things worse.

A much more promising approach for increas-
ing employment in Canada and correcting our

foreign trade position is to continue the process
begun in 1976 of moderating the rise of
Canadian production costs. This means continu-
Ing to moderate the rate of increase of money
iIncomes. It means following financial policies
consistent with the strategy of gradualism.

| have referred to the fact that | am much
encouraged by the lower rate of escalation of
money incomes that occurred in 1976. Many
factors no doubt contributed to this result,

Anti-inflationary public policy has weakened the
expectations of inflation and has contributed to a
more competitive economic environment, mak-
Ing it more difficult to raise prices and making
employees less inclined to press for, and
employers less willing to accept, inflationary
wage and salary settlements. | believe that the
direct controls on income administered by the
Anti-Inflation Board have been helpful in this
process. The value of these controls is, at the
time this Report is being written, under debate,
with many voices calling for their early termina-
tion. While it will be difficult to judge the right
moment and right method for lifting the controls,
and we should be preparing to live without
them, a major criterion for withdrawing them
earlier than was originally envisaged should be
whether costs and prices in Canada are likely to
be lower without controls than with them. To the
extent that groups in the economy are in fact
looking to the ending of controls as the moment
for a substantial upward push in their money
Incomes and prices the case for terminating the
program early is weakened.




€Xpansion is excessive.

quite some time to make jt clear that the Bank of

Canada fully recognizes this, and that it IS

unreservedly committed to act accordingly. All

Canadians should base their decisions on the

expectation that the longer run trend of mone.
ary expansion in Canada will move over time
towards a rate compatible with inflation-free
growth of the economy. No group in the
community should count on the Bank of Canada
to float off its Inflationary activities with a wave
ot monetary expansion, and it is particularly
important that this point should be borne in
mind when Canada enters the period of dis-
mantling direct controls.

It Canadians continue to respond positively to
the strategy of gradualism, if they act in a way
that takes account of the market environment
they face, the moderating trend in costs and
prices will continue, the economic situation will
improve, and monetary developments will rein-

force the process. Less rapid inflation will reduce
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should thus be - will it help Canada to redue
inflation, to increase its economic efficiency and

to regain its international competitiveness? Th
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tconomic Developments

Economic developments in (?anada during
1976 were shaped by the hesnatn.:m that occur-
ed in recovery abroad and by strains, uncertain-
ties and difficult adjustments - for the most part
elated to inflation - at home. Nonetheless,
significant gains in output and employment
occurred in the early part of the year, and very

substantial headway was made in gearing down
the spiral of wages and prices. Wage increases
came down markedly in the course of the year

despite the initial difficulty of bringing settle-
ments into conformity with the guidelines under
the anti-inflation program. The economy’s price
performance, as measured by the Consumer
Price Index, was actually better than envisaged

year of the program as a consequence
Pectedly favourable evolution of food
us Canadians, on average, obtained
Zeable increase in their real disposable

for the first

another gj

incomes. But as in the previous year this was
accompanied by developments elsewhere in the
economy that do not appear to be sustainable
indefinitely - large budgetary deficits at the
various levels of government, a sharp decline in
farm income, a deterioration in the climate for
private investment, and a heavy net reliance
on imported goods and services financed by
long-term borrowing from foreigners on an
unprecedented scale. Although some cyclical
reduction in the external deficit on current
account did occur in 1976, the evidence on cost
trends suggests that the progress made against
inflation was still not sufficient to keep Canada
from losing further ground in terms of .its
competitive position vis-a-vis its main trading
partner.

Nominal GNP was still rising at an annual rate _(Jf
over 15 per cent in the early part of 1976 but its
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Domestic and External Demand ing of inflatiq

The value and volume of final domestic sales  response o pe":szs well ,
advanced during 1976 at a slower pace than in disposable '”Con? | say;:
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four quarters of 1976 final domestic demand In 1976 activit ;tru(;ti()na
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here is some evidence of an easing in
ol isting housing, possibly reflecting
d exilrnbalance between supply a‘nd
[11 also a lessening of the rilf:latwe
buss o{ real estate as an asset with the
E:i:::r.atifjn of inflation.

derable unutilized capacity
In the fa?ehaffoc};lzidgusiness fixed investment
and sIU88!S hFoUShOUt 1976 and appeared to
was weak tker as the year progressed. Strikes in
: industry were at times an
1t element hampering investment realiz-
i"?portabut do not appear to have been the
e ant influence in determining the over-
P"Edommme Actual dollar outlays increased
allm‘;::fﬁgt in 1976, but this was more than
50

bsorbed by higher costs; the rate of fixed capital

?rmation in real terms was lower at ye:ar-end

tﬁan at the beginning. Energy~[‘elaten:_i invest-

nent. where longer run considerations are

relatively important and where a large shar_'e E

undertaken by government bus:mess enterpﬁnse*s,
continued to register strength in 1976, whlle in
other sectors, where the growth of real invest-
ment had already tapered off in 1975, capital
formation underwent a sizeable decline. Invest-
ment in manufacturing activities, where com-
petitive cost pressures have been particularly
prominent, was especially weak.

Purchases of goods and services by govern-
ments, that part of public spending entering
directly into GNE, rose relatively strongly during
1976 with very large increases at the
provincial-municipal level. However, the rate of
growth of total outlays for all levels of govern-

ment was less rapid in the course of 1976,
reflecting in particular a slower rise in transfers
to Persons, and was only slightly more rapid than
the increase in nominal GNE. For the federal
Government alone the increase was proportion-

attractiven

1976 following a swing
. $2 billion in 1974 to 3
N in 1975. The deficit did

not increase significantly from 1975 to 1976
because in the latter year tax collections grew

more strongly, in part reflecting budgetary
actions.

Stronger external demand, particularly in the
United States, led to a rise in export volumes in
1976 despite a sharp reduction in shipments of
oil. However, this improvement was not accom-
panied by any major upturn in export prices.
Indeed, the increase during 1976 was very small,

reflecting international price developments as
well as the maintenance for most of the year of a

relatively high external value for the Canadian
dollar. Import prices were also stable and the
commodity terms of trade did not change
significantly in 1976, thus holding most of the

strong cumulative gain realized since 1972
Import volumes, which had declined in 1975,

picked up in response to consumer rather than
iInvestment demand.

The current account deficit, after increasing
sharply to $5 billion in 1975, narrowed to about
$4Ya billion in 1976. This reduction was
attributable to a cyclical swing of $13%/1 billion in
the balance on merchandise trade, from a deficit
In 1975 to a surplus of over $1 billion. Close to
three quarters of this improvement, however,
was absorbed by the continued widening of the
deficit on services. Net interest payments rose by
about a half while Canadian payments for
foreign travel, particularly to the United States,

also increased sharply. Indeed, over the period
from 1973, the combined deficit on interest,

dividends and travel has increased by over $2

billion, thus accounting for nearly half the

expansion of about $4 billion in the current
account deficit in this same period. There was a
negative swing of more than $1% billion in the
merchandise balance over this period, with a
particularly weak performance for manufactured
goods. Over the last three years the trade deficit
for finished manufactured goods (including
motor vehicles and parts) has increased by

a further $3% billion to a level of close to
$10 billion.

15
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Production and Employment
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For the service sector, which accounts for ap-
proximately three fifths of total domestu:: out-
out, cyclical factors are much less prominent,
and while the effects of wor!(-related stoppages
were also in evidence in this sector they were
not sufficiently pronounced to disrupt the profile
of steady, if moderate, advance. The volume of
agricultural production rose strongly in 1976,

registering the largest gain for five years. Crops
were generally excellent, in particular a record
wheat crop was harvested, and livestock output
also increased. In both instances, however, the
expansion of supplies, which was a feature of the
U.S. farm scene as well as the Canadian, led to

downward pressure on prices and producer
Incomes.

Notwithstanding the stronger rise in output

than during the two previous years, the growth of
total employment was relatively small in 1976

Employment had been remarkably well sys-
tained in 1974 and 1975, precluding any
advance in dggregate output per person
Eleqyed. Accordingly some cyclical improve-
ment in labour productivity, as did in fact occur
g;rft'llg 1976, seemed overdue. Weakness in
Opoyment was particularly marked among
younger people, and this may also have been a

€ in that age group’s rate of

participation in the labour force after several
years of sharp increases. Labour force growth
over-all was in fact very small in 1976 - 115 per
cent for the four quarters ended with the final

quarter of 1976 or less than the growth of the
population of labour force age - and the total

unemployment rate, which averaged just over 7
per cent, was only fractionally higher than in

1975. By year-end, however, the seasonally
adjusted rate was up to 7% per cent, and on a
regional basis there were pronounced increases
in measured unemployment rates in the Atlantic

Provinces and Quebec, raising them still further
above the national average.

The sharp rise over several years in the
proportion of young persons participating in the
labour force is one aspect of the major shifts in
job market structure that have occurred over the
last decade. Combined with the strong expan-
sion in the share occupied by women, this has
meant that adult males, who have a relatively
stronger attachment to the labour market and
therefore generally lower measured rates of
unemployment, have been constituting a prog-
ressively smaller share of the labour force. Thus
In 1966 men aged 25 years or more accounted
for 55 per cent of the labour force and 43 per
cent of the total reported as unemployed, but by
1976 these proportions had dropped to 48 per
cent and 28 per cent, respectively.

Accordingly, while recent measured rates of
unemployment are very high by historical
standards, it should be noted that any single
measure of unemployment that does not'make
allowance for changing demographic and in-
stitutional  factors will not be an accurate
indicator over time of the degree of slack in
labour markets. In particular, it is clear that
largely because of the shift in the demographic
composition of the work force and the liberaliz-
ation of unemployment insurance benefits in the
early 1970s, the rate of measured unemployment
associated with a given degree of labour market

tightness is certainly considerably higher now
than some years ago
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year, both export
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production sensitive to

Monetary and Financial Developments

it Bl bbbt dbion s $ 00
excluding food the rise in the CPl was about 81/2

Per cent compared with 93/, per cent in the
course of 1975. The cost 10 ¢

onsumers of goods
other than food or energy products was only 5%/

per cent higher at the end of 1976 than a year
earlier but the prices of services, where labour
COsts are a comparatively large component of
total costs and where direct pressures from
International competition are relatively weak,

were still running about 11 per cent higher than
twelve months before.

Monetary Policy and Money Growth Targgts

For some time now Canadian monetary policy
has been directed towards maintaining a rate of
monetary growth sufficient to accommodate a
reasonable rate of economic expansion accom-
panied by declining inflation. In practice the
pursuit of this objective has been regarded as
involving a gradual but continuing decline in the
trend rate of growth of currency and chartered
bank demand deposits or M1 - a definition of the
money stock essentially limited to the basic
forms of money used for making payments in
Canada,

In the autumn of 1975 the Bank of Canada for
the first time announced publicl

for monetary expansion. The Bank Initially
undertook to try to keep the
of M1 well below 15 per cent

a year but not lower
than 10 per cent a year,

This target range
void too sudden or
In the rate of monetary
€rate nature of this initial

target is illustrated by the fact that an annual rate

of money expansion no higher than 4 to 5 per
cent would probably be adequate to accommo-

date the long-term average rate of growth of
output in Canada if there were no inflation.

On the basis of past relationships, monetary
growth at about the mid-point of the target

range - say 12 per cent a year - was judged to
be sufficient to accommodate a continuing rate

of growth in the dollar value of national income
of roughly 13 to 14 per cent at unchanged
interest rates. Whether or not a flow of aggregate
spending of this magnitude would in fact
generate a satisfactory rate of growth of output
and employment would depend essentially on
the behaviour of wages and prices. If increases in
wage costs and prices continued at undi-
minished rates, the level of aggregate spending
would tend to be higher than could be accom-
modated by the growth of money at the target
rate and interest rates would have to rise. In
these circumstances higher interest rates would
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adjusted and Target Growth Rates

Currency and

Billions of doflars, //—-
of GNE and short-term interest
er the course of the year, t.he
component of th*e M1 series
ing tendency durmg'l‘})?ﬁ to
f the levels that might have
basis of our knowledge of
hips. A similar tendency he?s b@enf
me time in the behaviour 0

o e United States. There is
1son to suspect that the average
d deposits per c;lollar of mcoTe

he publiC finds it convenient 1O hnlq for
- tions purposes may have been u:':leclmmg
P It - recently than it was in earlier years.
al?;;:;i;a;hethe reasons for this are not entirely
A

lear at this time, the inference is that the recent
cle '

shortfall of M1 below target may be :::l}f |~es,sf
~onomic significance than a literal rea mhg Od
tehe figures would suggest. In the-manths ahea
the Bank of Canada will be watching carefully to
ee whether this tendency appears to be a
continuing phenomenon or merely a traps:erjt
Jberration. If this faster than usual degllne in
desired money balances per dollar of income
reflects a lasting change in the public’s money-
holding habits, the changed relationship t'o
income will have to be taken into account in
setting future targets for monetary expansion.
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Shortly after the announ F
target range it be
Qath of M1 growth was running be!ow
limit of the ra nge and this trend persisted through

the balance of the year. Although the slowing "'_
the growth of mj during the latter part of 197

was somewhat more pronounced than could i
attributed solely to the weakening economic
situation, there was no doubt that some corec- |
tive action was needed. This action took the
form of three successive downward adjustments |
of short-term interest rates in November an
December 1976 and in February 1977. Asoflat

February it was still much too early for these

=
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g rates of wage and price
, however, interest rates
, If progress in
sufficiently rapid, they
uction and employment
grow more rapidly.

ed over the period from

975 to the first quarter of
1976 was that the dollar value of GNE rose at an

annual rate of more than 17%2 per cent. Under
these conditions the public’s desired holdings of
currency and demand deposits also rose very
strongly and throughout the period there was a
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What actually happen

The Trend of Broader Monetary Aggregates
the second quarter of 1

The behaviour of the broader measures of the
money supply that include savings and time
deposits at chartered banks in addition to
currency and demand deposits was in marked
contrast to that of M1 during 1976. The growth
rates of these more broadly-defined monetary

ahggregates were not only a great deal higher than
persistent tendency for the growth rate of the interest rate reductions to have had their . :j:ctegra:?;nbut the-yiil also showed little if any
money supply to exceed the upper limit of the impact in raising the trend of monéy > growth of th over the. course of the yeas The
R h , .+ line with the Bank’ ! Ot three more inclusive monetary aggre-
ank's target range. The action taken by the growth more closely into line e fombe Bates is compared with that of M1 duri
Bank to counteract this tendency consisted of economic objectives. The growth af:;,y 1977 Years in the accompanyinga «::?1:;«1;‘;n Itu”‘r;‘lg I:l:,zc'1ent
two successive upward adjustments of the level March 1976 base period to Jgn [ centid | Mediately apparent that the addition o:vl h Il:?-
of short-term interest rates in Canada - the first amounted to an annual rate ‘;‘f,,elpf;f Mi for | '2vings deposits at chartered banlfs e?s a M?
early in September 1975 and the second early in  preliminary estimate of the l1evé cange | alances (in 4 Monetary aggregate labell
March 1976. February is Somewhatdogertotheta-rs& ggregate labelled m1B)
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Currency Outside Banks and Chartered Bank
Deposits Held by the Public'”

Seasonally adjusted

Billions of dollars, monthly - Ratio scale |
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1970 1974 | 276 77

‘' Excludes deposits held by the Government of Canada
“ Includes foreign currency deposits held by Canadian residents
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and demand deposits byt whi

to Gross Nationa]

Expenditure js Contrasted with a similar ratio for

chequable deposits over the past seven years in
the chart on Page 25. There are two striking
features of the comparison. The first js the
strongly rising trend over time of the public’s
holdings per dollar of GNE of savings and term
deposits, the interest rates on which have been
set at levels designed to keep them more or less
competitive with the rates available on alterna-
tive money market instruments. This is in marked
contrast with the downward trend, per dollar of

GNE, of the public’s holdings of chequable
deposits, on which the interest return has been
typically either zero or relatively low and seldom
changed. The inference is that as incomes have
risen over this period most people wished to
hold a larger proportion of their income in the
form of interest-earning deposits.

The second feature is the marked divergence
during the period in the way holdings of'the-se
two categories of monetary claims have varied in
the short-run around their longer run trends, a
divergence that clearly has been related to their
very different responses to movements in the
general level of short-term interest rates. \{V_hen
the general level of interest rates has been rising,
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needs for effecting payments.
The outcome of these conflicting short-un

influences on deposit growth has been reﬂei!ed
in the behaviour of the broader r;ﬁﬂﬁ:g
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grown at somewhat higher rates thastter e
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periods of generally rising :ntereslue

of the rate at which the money Vv o

income was increasmgd -
weakening economy, and g

o
-+\|
———
L =%
e
| Y
—
S =
LT TRt i e i ————

(1)
« Deposits and Monetary Aggregates
Ban
ere | Rl
C::rlgati ﬂ‘l:_l?ufiww averages except for interest fak
a Iy adjuﬁl{‘ g W
Hﬂiﬂﬁﬂ
" hequable notice
Non-C |
fnd term deposits™®
28

20 A

Chartered bank non-chequable
savings deposits rate
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""Excludes deposits held by the Government of Canada
* Includes foreign currency deposits held by Canadian residents

on bank deposits that occurred In
September 1975 and March 1976, it should not
be too surprising  that the broadly-defined
monetary aggregates continued to grow at rates

Well in excess of 15 '
of 197¢ PEr cent a year during most

The fact that the more broadly-defined aggre-

gates are composites of several distinct kinds of
monetary claims that respond in substantially

different ways to changes in income and interest
rate levels means that their behaviour is relatively
complicated both to interpret and to predict.
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Interest Rate Developments fjlrecmd ‘owarde

During the winter and early spring of 1976,
Interest rates were affected by two Opposing
forces: a declining trend in Interest rates in the

United States and the restraining pressure of with other ¢
Bank of Canada actions to moderate the strong

demand for money and credit. An initjal decline rates in the
in short-term interest ratec was reversed by early halt a down
February and rates began to

Increase under which by |
pressure from Bank of Canada operations. This Percentage point fror oo er

move to higher rates was reinforced in early Increase in the Bank |
March by an increase in the Bank Rate from 9 to By

F&bruarjﬁ Voo TR
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further inCreases
adjustment in .ln!.;’_ﬁ_ T
an those eéxpectations B
Ipward adjustment in the lending and borrowing  and in April were only «I: el
ates of financial institutions. The chartered levels. B

banks’ prime lending rates were Increased by /s Once the fluct :
of a percentage point to 104 per cent while the  rates during March and
rates paid on non-chequable savings accounts remained relatively stable throop
were raised, eventually by %, of a percentage  and into the early autumn.
point, to 8 per cent. As a result there was some howeve-r, the pattern f '

narrowing of the interest rate margins on which

o Prior to November 1974, rates prevailing under the

|."--!".i:.':"|'1"r By
v . - |._.'.T|: g

DT INterest rate movementc Winnipeg agreement.
during this period was uite different. Monegy
the banks operate. Mortgage rates and the rates policy in that country wast-ighiéif__'ihg |
paid on personal term deposits, including trust  in response to a more rapid growth i_n.mmaq
company guaranteed investment certificates,

aggregates and short-term market interest rates

also increased but not as much as other rose sharply during May and June. By the end of

institutional interest rates. June, however, the growth rates of the aggregate

The demand for bank loans was rather strong in had moved back inside the target ran es st by

this period; businesses in particular needed to  the Federal Reserve Board and interest rates

finance the large first quarter accumulation of  began a decline that continued to Hw
inventories. The chartered banks responded to  year. This decline in U.S. rates wide
the strong loan demand and to their rapidly tially the spread between _”-..-_;:.-
diminishing liquidity by bidding vigorously for rates in Canada and the
large non-personal term deposits. The rates on  exerted downward pressure on
these deposits increased by almost a full Central bank operations in Canada @uftfi
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percentage point to as high as 10% per centand  summer were designed tﬁo mﬂse% |
in the process pushed short-term market interest  sure. At the same time, d:ﬁar
rates sharply higher. The reduced attractiveness  discount on the Canadian tliel J

of commercial paper rates caused borrowers in exchange market offset the MO <
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short-term Interest
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ates in Canada and as a result

n i
periad  for 0 f(lZOHImUOUS Incentive duriﬂg thi what MOore Order|
| INTIows of short-ter 2 a4 second r Y mark * ,
abroad that were covered f m funds from cent eductjq in SIS €re - itutions 1974 level despite lower private sector borrow-
Long—term Interest rates (_)r eéchange rate risk. At mas ann{)Unced eff:e Bank R‘r:teslablish ElowS and Financlal Inirtiln: indertaken ing. This past year, however, the increase in the
EE ; 0 = |
stable through the spring and s anada were also Impacte ;end of JanUa:tlve Def—e::bt””: | (jred’[t | amount of new :;:I oo Ut e dollar volume of borrowing undertaken by the
long-term rates began to fal ummer. However, Ngve of the rEdUC“OY 197 6 ey ™ & The 2j0 non-fina 2l bout the same major non-financial borrowers was largely ac-
with a decli =gkl lin late August in line : fnber nd D NS | int h““Eh by i creased 19 tional Expendi- counted for by the private sector and in
eciine in U.S. rates th sufficient t; =Cembe IRt por onomY h of Gross Nationc< s icular b te business borrowers. The
December. Whil S that lasted until ublic* 'Mme to exert had No ratEgl e he growl | of new borrowing as a particular by corporate bt * , :
. : lle there were some fluctuati Public’s desired holdin. . ONg | ST B apaheileve O high by past ~ moderate increase in business fixed investment
- the differential bet Canada m Money |, Ec’"lhe " tion of GNE ncrease IN 1974. combined with a substantial swing In inventories
Canadian and U.S. | ; ween furthe : ade the alan ropO’ .ng a sharp N ,. : : £ th i tha §
: 9 ->. long-term interest rates. th r decline in 3 € Judgen, Ces, the P ~dards follow!nNg he increase in the ratio of  in the first quarter of the year In the face of a
&I;r;?g that had developed by the first quart:er i St bring th ‘o v:“ ha tﬁe main reason for iijnai expenditure in 1974  small accumulation of internally-generated
' i O . e oy ing to Na _ . : : : :
was In general maintained until late in the supply back Inside the tgrOWth f the Id ofal borrow!ng -rease in the borrowing require- fundz} contributed to Ipcrea?/tr:g the bor_rowar_;g
year. The attraction of low : Rate was reduced 3rgtfnge Mong, 4 the 1ar8€ Inct evels of government and requirements of non-financial corporations in
abroad, gi €r Interest rates €d a third ¢ - The g ¢ the various 1€V — ' 1976 by $1.6 billion. While these corporations
road, given the size of ' percentage point Hrd UmeRpaEs ents OV *™ 25 government financing y $1. :
- of credit demands of bringing ;  effective Y ko * rprises. In 1972 : lso i d their holdings of financial assets
Canadian borrowers l | ringing it down t ebruary : their enterpre d significantly 1n absolute  also increased thelr g _
* , resulted in a greatly i 0 8 per ¢ 1, 19 . increased SIgNY : ¢ th
creased reliance on foreion i greatly in- The borrowin ent, ; needs agaln = o 1 ihe ratio of total borrow-  and undertook some restructuring of Ineir
oreign investors as a source  financial institutg and lending e orms and -ma”;tameenditure close to the high outstanding debt, this was not sufficient to
lons w Sy g to nationd eXp restore liquidity ratios to pre-1974 levels.
The most striking development with respect to

of fu::ancing iIn 1976. This inflow of funds
Fontrlbuted to the downward movement of
Interest rates here and to the upward pressure on
the exchange rate for much of the year.

In the final months of 1976, the sluggish growth
of the economy and the related slow growth of
M1 caused the Bank to withdraw some of its
resistance to the tendency of interest rates to

degling. With the Canada Savings Bond cam-
paign in progress, however, further action to

lower interest rates would have been difficult. By
November 22, the desired quantity of funds had
been raised and the bonds were withdrawn from
sale. At the same time, the Bank Rate was
reduced from 9% to 9 per cent. The decline in
short-term market rates as indicated by rates on
90-day finance company paper was about %4 of a
percentage point from the beginning of October
to the final week of November. This sharp fall in
interest rates, in conjunction with the uncer-
tainty that followed the Quebec election In
mid-November, contributed to a major read-
justment In the Canadian dollar exchange rate in
an environment in which the Canadian dollar
had been widely regarded as being overvalfje::d
. view of the size of the current account deficit.
For a time both foreign exchange and domestic

financial markets were unsettled. Once some-
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and personal term deposit rates offered by the .

banks were lowered by the same amount The
, 20 Total

banks thereby widened once again the interes

rate margins which had been narrowed the |
previous March. Residential mortgage ries |
declined by 11 percentage points in this period, k 6

bringing the typical rate on convention
mortgages to 10% per cent and on NHA{

mortgages to 10 per cent.

the flows of credit in 1976 was a marked change
in the relative importance of major sources of
financing. The proportion of total financing
obtained from abroad by major non-financial
borrowers, which had increased from 9 per cent
of total financing in 1974 to 16 per cent in 1975,
rose to 22 per cent in 1976. At the same time,
borrowing involving intermediation by domestic
financial institutions increased from 61 to 68 per
cent. Increases in these two sources of financing
were accompanied by a decline in the direct
security purchases of domestic investors.
The widening of long-term interest rate diffe-
-entials between Canada and abroad, which
occurred in 1975 and was maintained for most

Private sector
Short-term market interest rates also genqr&”?’
declined in line with the Bank Rate reductions. |

ke ________’-—'\
Measured from the point In October wheln t
<hort-term market rates began fall tfse:;; :
February, the drop in most of these rates %o ¢

| ints.
approximately 1%z percentage point
bggd yields dropped cather sharply I Decembe!

: % rates.
in response to mMOVE s in shortets

More recently, however, ;
ot followed the further reductio

rates but have instea_d tencledtt;m -
in a climate of rising long-

| nited States.

Covernment sector

1974

of 1976, provided a large incentive for Canadian
borrowers to issue securities outside Canada and
for non-residents to invest in domestically-issued
securities. In addition, the continued high level

1975

of total borrowing requirements encouraged
Canadian borrowers to turn to foreign markets in
order to place new security issues in the desired
size and quantity. Although the net amount of
marketable securities issued in Canadian mar-
kets in 1976, taking account of financing by both
financial institutions and other borrowers, sur-
976 passed the record levels of 1975, the total
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mstltt:}ti()ni-: Increased their net purchases of imecentmternatloﬂa from 9 per cent to 9%/2 per cent effective March 8,
securities last year, with the chartered banks tary Policy Operations 1976. Short-term market rates immediately
accounting for most of the increase. About one Monetary

# The Bank of Canada carries out its daily moved sharply higher and strong expectations of
half of the banks’ security acquisitions was made 0 reations in the light of its views from time to  further increases 'developed. The Bank react'ed
up of corporate bonds and short-term paper tiiee .bout the levels of short-term interest rates by purchasing a sizeable amount of treasury bills
Although the remaining security purchases b»; that will be most helpful to the achievement of  in the market in an attempt.to stabilize short-
the banks were Government of Ca da bond: . its policy objectives. During 1976 cash reserve  term market yields at the higher level. At the
and treasury bills, this additi g e w : management on a daily basis was conducted ina  same time the amount of excess cash reserves
B e A tion to the banks icorous way than often in the pastin order  provided to the banking system was increased
liquid assets was not sufficient to pr tafall i e o * ionifi
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smbradenre dur{ng' ] 9"_”6' 'Secur:tv purchases by of open market operations were also instrumen-  intensified its resistance to further upward
non-ban.k financial institutions in 1976 remained ' tal in providing direct resistance, when approp- pressure on money market rates by purchasing a
at th{e high level registered in 1975: it appears | riate, to movements in interest rates and in  large amount of bankers’ acceptances from the
that for some institutions at least the somewhat facilitating orderly adjustments in financial market. The level of excess cash reserves
slower growth of their mortgage disbursements markets to changes in the Bank Rate. A record of  provided was also substantially increased for the
during the last two years may have encouraged cash management by reserve periods is provided  second half of March and was kept very high in
them to direct more of their funds to enlarging n Appendix Table Il and the monthly record of  the subsequent averaging period, particularly at
their security portfolios gaﬂk tt)deanada transactions in securities is  the beginning. Despite this high level of excess
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was related at least in part to a sharp decline in
the liquid assets of the chartered banks during
March and to a continued strong demand for
loans. Moreover, expectations of another round
of increases in the Bank Rate and in chartered
bank prime loan rates became quite prevalent in
the financial community. By the second week of
April, however, the steps taken by the Bank of
Canada were having their desired impact:
upward pressure on interest rates abated and,
with the banks bidding less aggressively for large
deposits, most money market rates dropped
back and then stabilized. As chartered banks
began to rebuild their liquid asset positions and
bought treasury bills, yields on bills began
to decline. The Bank of Canada resisted this
decline and became a seller of bills to the market
in April.

In contrast to the upward movement of near-
term money market rates during the spring,
downward pressure on short-term Government of
Canada bond yields had developed after mid-
March, primarily as a result of sizeable purchases
by non-resident investors in the market. As a result,
during April, May and early June the Bank of
Canada became a net seller of short to medium-
term Government of Canada bonds.

From June through October the Bank’s opera-
tions were designed to maintain the prevailing
level of money market interest rates. This
required restraint in the management of cash
reserves throughout most of the summer as a
decline in U.S. interest rates heightened antici-
pation by the market of lower rates in Canada.
However, in late July and early August the Bank

purchased short-term treasury bills from the
market to temper a rise in treasury bill yields. In

the latter part of August, when bill yields started
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lower short-term interest rates, it wanted to pace
the decline, and its management of excess cash
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remainder of December. In addition, as the
downward pressure on short-term interest ra
intensified, the Bank sold a very large volumf{ol
short and medium-term bonds and treasury bills

to the market.
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1t includes changes resulting from

et operations as well as those asso-
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ew issues of treasury bills and
honds at the time of issue and net trangactions
with Government accounts andﬁ other clients. A
total of $172 million of Indus'trlal Development
Bank debentures, NOW obligations of the F_ederal
Business Development Bank, matured during the
year, reducing the Bank of Canada’s holdings to
$858 million.

Holdings of foreign currency assets by the Bank
of Canada as a result of temporary swap
transactions with the Exchange Fund Account
increased by $288 million over the year. These
swap transactions, which are initiated by the
Bank of Canada with the concurrence of the

ciated with purc
acquisitions of 1

Department of Finance, are used to assist in the
management of cash reserves and to provide
flexibility in the timing of the Bank’s transactions

In Government of Canada securities. These are

reverf,ed as the opportunity arises to add to the
Bank’s portfolio of securities, such as at the time
of new bond issues or treasury bill auctions or in

the course of?Een market operations.

Debt Management _ | |
in 1976, Government of Canada financing

esulted in an increase of $3,473 million init’he
par value of outstanding marketable SE-CL.IHII(‘ES
payable in Canadian dollars and $755 I’TII”IOT'\ in
the outstanding amount of Canada Savings
Bonds. The Government’s Canadian dollar cash

balances declined by $585 million.
A net total of $1,645 million was raised through

.dditions to the outstanding amount of treasury
bills, of which $1,420 million was raised
through additions to the weekly auctions of
3-month and 6-month treasury bills. The remain-
ing $225 million was raised through additions to
the quarterly auctions of one-year bills. A
notable development was the increase in the
holdings of treasury bills outside the banking
system from $559 million to $1,429 million.
The outstanding par value amount of direct and
guaranteed marketable bonds of the Govern-
ment of Canada payable in Canadian dollars
increased by $1,828 million. (Details are given
in Appendix Table 1V.) Of the total amount of
new marketable bond issues sold in 1976, 44 per
cent were medium-term and 40 per cent were
long-term bonds. The marked shift towards the
longer end of the maturity structure lengthened
the average term to maturity of outstanding
unmatured marketable direct and guaranteed
bonds by thirteen months to six years, five
months; this was the first lengthening in over ten
vears. The six new Government of Canada
offerings during 1976 were virtually identical in
structure, each comprising three tranches: short,
medium and long-term bonds.
The terms of the 1976/77 Series of Canada
Savings Bonds were announced on September 9.
The average yield to maturity in 1985 was 9.13

per cent - 82 per cent for the first year and 9%/4

*As defined i ini i imi
in the Bank Act, per cent for the remaining eight years. The limit

for purchases by individuals was reduced from
$25,000 to $15,000. The bonds were well

to move downward again, the Bank provided
resistance to this trend by selling bills. Short-
erm interest rates began to decline towards the
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amounted to $2,171 million. After allowing for the current
redemptions the amount Ol Canada Savings exchange r

Bonds outstanding increased hy $1,629 million dry turnarnu”d i
G o ” - ] ! Dt
» million  again throyg

Cdn § in U.S. tunds

in the fourth quarter of 1976 and by $75. : ‘?;nd .,
over the whole year. of Februar o Feby € da ate (daily)
Holders of an issue of 9% per cent marketable AS agentb;(;':ir::'éhéﬂge rate W:Sa'y* At u]?zeﬂ fﬂ”:ﬁd.‘?ﬂge r
bonds due February 1, 1977 had the option on or  Minister of Fiﬁanc:L dNge Fund C3'$'9563,,nd ”
before November 1, 1976 of exchanging their  ated in the foreign *ethe Bank of C:ﬁum“flhe B
holdings into an equal par value of 9Ya per cent  short-run fluctuatianxchange "kEtntada Ope,
bonds maturing February 1, 1982. In total, $593  Canada’s official ress N the excha: "Moo &
million of the bonds were exchanged, leaving $7  million in 1976 and E"Ves rose b, UE fa 99
million of the original issue to mature in  million at year-end. Themct;unt‘d to U_Sl*$5$51?g 00
' February 1977. Holders of an issue of 7 per cent  million during the first t Y declineg by U,5§B434 5
| bonds maturing July 1, 1977 had the option in - m':;‘”thscuf19?‘?’5?26 2
the six month period from July 1 to December Internationa] Monetar C | £
31, 1976 to exchange their holdings into an In the context of inte'?:}at?-ﬁ ratiop i
equal par value of 7'2 per cent bonds maturing  operation the Bank of CanagzaL m%taﬂ’c e
July 1, 1982. Only $1.2 million of these bonds e participated in two fin.ar*nc:ialas " the pag =
were exchanged. Involving the United Kingdom Arangemep 106
In March 1976 the Government cancelled $5.4 The first such arrangement was - I in official reserves during the month
million of 5% per cent bonds due August 1, 1980  June 7, 1976. It consisted of 3 sh;::emd Sidg oot S, dollrs
and $5.3 million of 9%/2 per cent bonds due June  credit facility for a total amount eé?ﬂ:l;ib; s
799, 600

15, 1994. In December 1976 the CNR cancelled  billion made available to the Bank of Engl; db
$9.1 million of government guaranteed bonds. = monetary authorities of the Groupgofnhx

All of the bonds had been acquired under countries, Switzerland and the Bank for Interp-
tional Settlements. The Bank of Canada’s par.

ticipation in this arrangement amounted t -;

purchase fund provisions.

Foreign Exchange Operations U.5.$300 million, of which a total of us$y 400
In 1976 the Canadian dollar was on average  million was drawn down. These drawingswere | 600

some three per cent higher than in 1975 and the  repaid and the arrangement terminated on | v

exchange rate was considerably more volatile  December 9, 1976. | Al FER. - MAR, . APR L NAY J“”EIB?QUL* AUG R

The second arrangement, which came into
effect on February 8, 1977, consists of a US$3.
billion medium-term financing facility to ded |

with the possibility of future declines n |
officially-held sterling assets. The arrangement U.$$100 million. The Managing Director of the  in the international financial system. The ar-

the financing, in certain .C_”i IMFhas agreed to assist in the implementation of  rangement provides a shield against such distur-
offic the arrangement. bances and is additional to the program underta-

than has been typical of recent years. The
exchange rate for the Canadian dollar reached a
high of US$1.0389 in June and a low of
U.5.$.9588 in November, closing at U.5.$.9913 at
year-end compared with U.5.$.9843 at the end of
1975. Both the strength of the Canadian dollar  provides for

and its greater volatility in 1 cumstances, of reductions in outstanding Of

were agreﬂection of t;e hehaev(}i?%rjf ;);rtnheii}rﬁea; sterling balances by the Bank for Interr?:iggﬂ o;:\ja?iise of fthﬁ‘ arrangement Is to protect ken by the Uﬁi'feﬁ Kingdom in C?”.”ECtion with

uneven, inflow of long-term capital. In late  Settlements backed Upifnecessarybyfaonetm | ey I;:*sto ?efmted_ Kingdom from the the SDR3.36 bl‘”IOI'l (U.5.$3.9 billion) standby

November a narrowing of interest rate differen-  short-term credit facilities frqm the s, The b liheae HOlZEE e_t.fmﬁsﬁ In ofﬁcnal sterling  credit agreed with the IMF on ]anuary e 1?77. AS

tials between Canada and the United St d  authorities of 11 major industrial O fie & have at times d poo R Seiiy SR part of the arrangiESEHEN T -
S DeaES, AN behalf © | | es declined sharply and this has had  intends to offer securities in the form of foreign

- Canada, Aactingsen g 10 disruptive ind this e
(Bjir:fl;rniient of Canada, has undertake f etfects on the economic policiesofthe  currency bonds to present official holders of

t 0 UnitEd Kin i . o ’
o tacility tO the exten 8dom and been a source of instability  sterling balances.
participate In |

the uncertainties arising from the Quebec
election led to expectations that borrowing

abroad by Canadians would be reduced while
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