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exchange pe~. The problem here discussed is whether or not 

the crawl of the exchange rate has destabilizing effects on 

expectations. Two aspects of the crawling peg are explored: 

the effects of capital movements induced by an appreciation 

or depreciation on the balance of payments, where perhaps 

short-term capital movements woulù offset net surpluses or 

deficits in the rest of a country's balance of payments~ ~nd 

the effects of capital movements induced by a cra,~l on domestic 

monetary management. The ability to follow an independent 

monetary policy will be affected by capital movements under 
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is based on the accepted theory of the forward foreign 

exchange market, and examines the Canadian experience under 

a fixed exchange rate system, 1962 to 1970, for answers to 

the problem raised. 
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CHAPl'ER 1 

INTRODUCTION 

In this study we have atternpted to explore sorne of the theorRtical 

and empirical issues associated with a cra'vrlin~ exchanee peg. 1 'J'he 

principal problern here discussed is whether or not the cra",l of the 

exchange rate has destabilizing effects on expectations. T,.,ro related views 

can be distineuished in the literature regarding th0. possible disequilibra-

ting effects of capital rnovements: a) J. Herbert Furth's view that during 

any upward crawl capital infloHS will he accelerated ilS long as the market 

helieve8 the rise in the exchllnge rllie will continue;2 b) Samuel Kat?' 

qualification that a self-reinforcing Up\.,rfP'd crawl ,·,oulc1 be lim:5ted only 

to a country Hi th a protracted surplus, and Il dm·rmmrd crawl only to a 

country in Il continuing deficit. 3 

1. In recent years interest in limited exchanee flexibility has 
increased and there has been a V'o\.1Îng booy of literature on a crawline 
peg: John H. Williamson, The Crawlin~ Peg, Essays in International Finance, 
No. 50 (Princet:m, New Jersey: Princeton University International Finance 
Section, January, 1970); George lI. Halrn, Tmrard LiMi't.eo Exchange Rate 
Flexibili ty, Essays in International Finance, No. 73 (Princeton, Ne\.f 
Jersey: Princeton TTnivp.rsi ty Intern8.tional Finance Section, March, 1969); 
George H. NcKen7.Ïe, "International Honetllry Reforrn and the 'Cra",ling Peg' ," 
Federal Reserve Dank of St. Louis RevieH, (February, 1969), pp. 15-23, 
and "International ~4onetary Reform and the 'Crawling Pep;' - Reply," ibid., 
(July, 1969), pp. 26-31; J. Herbert Furth, "Jnternational Monetary Reform 
and the 'Cra\.,rling Peg' - Comment," ibid., (July, 1969), pp. 21-25; Thomas 
D. Willet, S.I. Katz and W.H. Branson, Exchange-Rate Systems, Interest 
Rates and Capital Flows, Essays in International FinFtnce, No. 78 
(Princeton, New Jersey: Princeton University International Finance Section, 
J anuary, 1970). 

2. J.H. F'urth, "International ~onetary Reform anrl the 'Crawling Peg' 
- Comment," Federal RRserve BRnk of St. Louis Revie"r, (July, 1969), p. 2. 

3. S.1. Katz, "The Interest Rate Constraint ano the CTR,.,rling PefY" in 
T.D. v/il let , S.T. Katz and \.f.H. Branson, F..xchange-R.'1te Systems. Interest 
Rates. ano Capital Fl0\.1s, Essays in International Finance, No. 78 
(Princeton, New .. Tersey: Princeton University International Finance Section, 
January, 1970), p. 18. 

1 
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Two aspects of the crawling peg need to be explored: the effects of 

capital movements inrluced by an appreciation or depreciation on the balance 

of payments, where perhaps short-term capital movements would offset net 

surpluses or deficits in the rest of a country's balance of payments; and 

the effect of capital movements induced by a crawl on domestic monetary 

management. The ability to follow an inHependent monetary policy will be 

affected by capital movements under the crawling peg. 

Recent Literature 

Discussion of capital movements has traditionally emphasized interest-

rate arbitrage. In the past several years there has been a growing body 

of empirical research on the "sensitivity" of short-term capital movements 

to interest rate differentials.4 This paper, however, looks at speculative 

periods anH the behaviour of the premium or discount, Le., the for,.,rard 

rat.e expressed as a per cent of the spot rate, during these periods. 

An examination of the effects of capital flmlS induced by a crm.,rl on 

monetary policy is made from the point of view of: a) the height and 

variability of short-term interest rates needed to neutralize a crawl; 

4. Philip \-1. Bell, "Pri vate Capital Hovements and the U. S. Balance
of-Payments Position," in U.S. Congress, Joint Economie Committee, 
Factors Affectin~ the United States Balance of Pavments, Part 6, 87th 
Congress, 2nd Sess. (Washington D.C.: U.S. Government Printing Office, 1962), 
pp. 395-482; Peter B. Kenen, "Short-term Capital Movements and the U.S. 
Bl1lance of Payments," in U.S. Conf.ress, Joint Economie Committee, The 
United States Balance of Pavrnents Hearin_s, Part 1, 88th Congress, 1st 
Sess., Washington, D.C.: U.S. Government Printing Office, 1963), 
pp. 153-191, and B.J. Cohen, "A Survey of Capital Hovements and Findings 
Regardine their Interest Sensitivity," ibid., pp. 192-208; Jerome L. 
Stein, "International Short-Term Capital Hovements," American Economic 
Review, Vol. LVII (Hllrch, 1965), pp. 40-66. 



b) the impact of the central bank foreip,n exchan?e operations on the 

money supply when i t is necessary to keep the currency cra'"rling in an 

orderly way. (Strong central bank support would be inevitnble if flows 

under the c-rawling pe? '·.'ere as large anrl as volatile l'IS the analyses of 

Furth and Katz suggest). This study contributes tm-,ards the l'lnalysis of 

disequilibria in balance of payments within the fr~\mework Robert A. 

Mundell's work on capital mobility and stahjlization policies under fixed 

and flexible exchange rates. 5 Detniled explanations of the mechanism of 

balance of payments adjustment have not been completely worken out. This 

study shnuld provide sorne innication of such arljustment mechanisms. 

The method for testing the stated problem is within the accepterl 

theory of short-term capital movements hased on short-t.erm interest 

differenthls and speculation. on ehan~es in the excha.nge rate. 

5. The analysis is based extensively on R.A. Mundell's article, 
"Capital Mobility and Stabilization Policy und el' Fixed and Flexible 
Exehange Rates," Canadian .Tournal of Economics and Political Science, 
Vol. XXIX (Novemher, 1963), pp. 475-485. Other related articles by the 
sarne author are: "The l'Ionetary Dynamics of International Ad5ustment 

3 

under Fixed and Flexible Exchange Rates," Quarterly Journal of Economies, 
Vol. LXXIV (May, 1960), pp. 227-57; "Flexible Exchanp:e Rates and 
'Employment Policy'," Can."l.dian Journal of Economies and Poli tical Science, 
Vol. XXVII (1961), pp. 509-17; "Capital Mobilit~! and Size," ibid., Vol. 
XXX (August, 1964), pp. 421-31; "The Appropriate Use of Monetary and 
Fiscal Policy for InternaI and External Stability," Internntional Monet::J.ry 
Fund Staff Papers, Vol. IX (Hareh, 1962), pp. 70-77; "Problems of 
Monetary and Exchange-Rate Ivlanagernent in Canada," National B::.nkinp; 
Review, Vol. II (September, 1964), pp. 77-86. 



The analysis builds to a large extent on the works of Keynes, Einzig, 

Spraos, Ja!';ay ann Reaning ann on the more recent würks of Stein, Grubel 

and Branson. 6 

Hethodology 

4 

The empirical Rnalysis stems from the hypothesis that 1Iduring normal 

times for"Tard rates should be such that interest arbitrape is not profi t-

able and that during times of srec1llation si?:able profit opportunities 

from arbitr'lge shoulrl eXist.,,7 Normal times are definen jn the paper to 

6. J.M. Keynes, 1:lonetnry Reform, (New York: H~reourt, Prace and Co., 
1930); P. Eim:ig, A D,ynamic 'T'heory of FO'l'ward Exchange, (London: Hacmi.l1~n 
and C:o., 1961) and "Sorne Recent Chrmres in Foreif,n Exchanr;e Pract.ices," 
Economic Journal, '101. LXX (Sept.ember, 1960), pp. 485-495; J. Spraos, 
"The Theory of the Forward ~xchange and P,ecent Prnctice," Manchester 
School of ~~conomics ann Social 8tudies, Vo1. XXI (Hay, 1953), pp. 87-
117, and "Speculation, Arbitrnge ancl Sterlinp,," Economic Journal, 
'Jol. LXIX (r·1Rrch, 1959), pp. 1-21; A.E. Jasay, IIBrlOk Rate or ForHard 
Exehanr;e Policy," Banca Nazionale dei Lavoro Quarterly Review, No. 44 
(Harch, 1958), pp. %-73. B. Reading, "The Forward Pound 1951-59," 
Economie Journal, Vol. LXX (June, 1960), pp. 304-19; J.L. Stein, 
"Intermüional Short-Term Capital Hovements," Ameriean Economie Review, 
Vol. LV (l.hrch, 1965), pp. 40-66; H.G. Grubel, nA Multicountry Hoclel of 
Forward Exehange: Theory, Poliey, and ~mpirical Evidence," Yale Eeonomic 
Essays, Vol. VIn jS;Ting, 1963), pp. 105-169; vl.H. Branson, "The 
Hinimum Covered Interest DifferentiaI ~Jeeded for International Arbit'l'Ilge 
Aetivity," Journal of Politieal Economy, Vol. LXXVII (November, 1969),
pp. 1023-1035. 

7. H.G._Grubel t.ests this hypothesis in "A Multieountry Model of 
Forward Exehan,cre: Theory, Polie], nnd Empirical Evidence," Yale Economie 
ERSayS, Vol. VIII (Sprine, 1963), pp. 105-169; he finds the hypothesis 
essentinlly correct, p. 104 and p. 142. 
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include pcriods when the covered incentive is within ± 0.18~ per annum 

of interest parity. The ± 0.18~ p.a. separation of arbitrage from 

speculation represents the minimum critical covered intrrest diff0rential 

needed for international interest arbitraee, Le., the elaRtic range of 

.. the spot a.rbi trl1ge supply c'lrve. 8 In Cases where the net incenU.ve 

exceeds the arbitrage limitR so that sizeable f)rofit opport;mitips exist, 

.. speculation is said to existe "Ihen cUffcrences between the unhedr:ed short-

term inter est differential and the prer.1ium, i. e., the for'v!Urd rate 

exprH:3sed as a per cent of the spot rate, become tempo""arily abnOTnnl 

bec~l1Jse of spccul/:tion the differences beb/eon the unhedr,ed interest 

differ0ntial ~nd the premium will exceed ! O.1Sr per annum and lie outside 

the arbitrage limits. \:e call such differences "speculative values." 

The argument is thnt the ~iffcrences, i.e., speculative vaDlcs, rive a 

rensonnhle reflection of spcC111at.ivc pressure for OT' a[ainst the U.S. 

dollar in the Cnnndia~ fOT'cign exchanre market. These values aT'R then 

compnred to t.he:: rehnviour of the spot rate to see whether specnlntion i8 

stabilizirg or destabiliz1ng. 

Empirical P.esearch 

The cT'a\oJling pep: hnfl never been :tested as a p08si ble 8~rstem in 0pcra-

tion. The aim here if' to examine the C'lnac1ian experience ',]Oder a fixed 

rate system, 1962 to 1970, ':Incl delve into the if'~lleS surroundinp; the 

8. l would like to thank Professor Alex Vicns for sup:gestinp; this 
technique of separating arbitraGe from speculation and usine HilliR.m H. 
Branson's 0.18~ fi~lre for the arbitrnge limits. W.H. Pranson calculnted 
thi~ differentinl foT' professional arbitrage ta be 0.18% per annum in 
"The Hirimu.m Covered lnterest Differentinl ;"eeded for International 
Arbitrnge Activi ty, Il Journal of Poli tical Economy, Vol. LXXVII (Novemher, 
1969), pp. 1028-1035. 
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operation of this peg fo~ answe~s to the prohlem raised. A fixed rather 

than a floating exchange rate pcriod ~.fas chosen because the variation of 

the crm..rling pep; as discussed in this thGsis is a mutation of the present 

I.M.F. system and resembles more closely a fixed rate rather than a 

floatine r::tte system, and the Cro.nadian money market institutions Here 

mo~e develope~ in the nineteen-sixties thon in earlier pnriods, re~lcine 

the importance of market imperfections as El factor explaininp; international 

Cl 
flOWfl of' fllnds.· 

The computation of the speculf~tjve v.'lluC's involves chta on 90-day 

premiurns or ôiscount~ on the U.S. dollar ami on 90-day C~nndian minus D.S. 

Tren;:ury hill diff"?r(~nces. Previous invostÜl'ations about the eqllili hrt:lt ing 

or di~e~lilihratine na~lre of exchanpe rates anô short-term capital f10ws 

employen C'~l13rterly bnlance of payments statistics. 10 In this thesis, the 

effects of fo~warrl trnnsncti0ns ~re included and weekly data are used. 

9. For fi mo~e rletailed di~cussion on the development of the 
Canncij an money market see the follm.finr: H.M. MacIntosh, "Broadenine the 
short-term Honey Harket," The C"nadiEln B<:lnker, Vol. LXI (Autumn, 1954), 
pp. 63-73; Bruce K. HacLaury, The Canadian Honev Market: rts Development 
and its Imaact (Cambridee, Massachusetts: Harvard University, 1961); 
J HT. DO\Jsley and B. Hart, "The Short-Term Boney Market and Instruments," 
The Canadinn Banker, Vol. LXXIII (Autumn, 1966), pp. 79-90; G.E. Kine 
ana P. Campbell, "The P~nk Act and the Money ~farket," ibid.,.Vol. LXXIV 
(Summer, 1967), pp. 90-99. 

10. Samuel Katz, Two Appronches to the Exchang-e Rat.e Problem: The 
United Kinp-dom ann Canada, ERsays in International Finnnce, No. 26 
(Princeton, Ne\.f Jersey: Princeton Univ"'rsi ty International Finance Section 
Aupust, 1956), p. 9. Paul ~jannacott, The Cnnadian Dol laT: 1948-1962, 
(Toronto: University of Toronto Press, 1965) , pp. 67-75 nnd 170-79. 
Bath authors look at quarterly short-term flO\.fs \"hether they supplement 
or offset surpluses or deficits on the combined current nnd capital 
accounts. 



Outline of the '.~ork 

Chapter II presents the main advantafes of the crawling pee. The 

variation of the crmlling pee is basically Professar ivleade 1 s ",hich allm.,s 

for parity chrmees of 1/6 of 1% per month or about 2% per yenr. The 

present one per cent margin arounn par is retained. 

In Chapter III, 1.Je examine tr.e possible disequilibrating effects of 

a crawl, as su[':'p;ested by the analyses of Samuel Katz and J. Herbert Fllrth. 

This examination considers the effects of short-term capital flows induced 

by a crawl on the balance of payments ann domestic monetary management. 

Chapter IV derives from the theory of the forward exchange, the 

method of teflting the probelm staten. Speculative vr11~les as well as 

stabilizing and destabilizinB speculation are nefined. 

7 

In Chapter V the empirical r-tnalY9Îfl iP presenten. 'l'hR speculaUve 

values f're cnlc111aten ~nd compnren to t.b.e behaviour of the "pot rr-lte. 

Speciel attenUon i1" paid to the for'.-:nrd exchanp;e oppra:ions by the Cronadian 

Exchange Funn l;ccount 'v,hich Sh01·' that the speclllativE' values clid not 

result fra~ th" operations (since official srIes or purch~ses cannot be 

separaten from those of speculat.ors). In order ta S':'8 whether or not 

short-term cnpital flovs arr. equiUhratinp; or nü;equilibratine during 

speculative periods, the analysis i8 supplenenterl by lookinr. at Canadian 

quarterly balance of payments statistics. 

Charter V summari",es the empirical and theoretical l,.TOrk. 



CHAPTER II 

THE ADJUSTABLE AND CRAWLING PIDS 

The Adjustable Peg 

The international monetary system presently in operation will be re-

ferred to as the adjustable peg. The term is used to define a system 

where changes in the peg are "carried out infrequently, suddenly and in 

a sizeable discrete step."l The provisions of its operation are outlined 

in the Articles of Agreement of the International Monetary Fund. Some of 

the main provisions of these articles are as fo1lows. In the case of spot 

exchange transactions a member nation's currency cannot differ from parity 

by more than one per cent. The only limitation on forward exchange trans-

actions is that the deviation must not exceed those margins for spot 

transactions by' more than what the Fund considers reasonable. The par 

value of a currency can be changed but only to correct a fundamenta1 dis-

equilibrium. For a change exceeding ten per cent of the initial par in-

cluding aIl previous changes, whether there be increases or decreases in par, 

the concurrence of the fund is necessary; for lesser changes it is not. 2 

Although under the adjustable peg a country can m8ke suitable ~djust-

ments in the rate in cases of fundamental disequilibrium, the present sys-

tem has evo1ved into a fairly rigid one. !WO aspects of this system stand 

1. J.H. Williamson, The Craw1ing Peg, Essays in International Finance, 
No.50 (Princeton, New Jersey: Princeton University International Finance 
Section, December, 1965), p.2. 

2. L.B. Yeager, International Monetarr Relations (New York: Harper 
and Row, 1962) pp. 348-49. 

8 



out: adjustments in the par value are rare, and they are made in large 

steps. The idea of periodic adjustments hp.s been neglected. People 

holding a currency threatened by devaluation - entrepreneurs and traders -

will tend to move out of that currency because of the risk of subst~ntiRI 

capital losses, while to specula tors the likelihood of such a devaluation 

will signify a possibility for substantial profit. If the peg is not 

changed the cost to the speculator will have been relatively small. In 

order to discourage speculation against a country's currency the im-

probability of a change is stressed and a change will appear improbable if 

it is infrequent. 3 The next point is that the peg tends to be changed in 

sizeable discrete steps. Usually a great deal of disequilibrium must be 

built up before devaluation is admitted to be inevitable. Since a new 

fixed parity must be chosen a sufficiently large change in parity is made 

rendering a second alteration unnecessary. 

A fundamental disequilibrium can be corrected by an alteration in the 

exchange rate but because the fixity of the rates is stressed adjustment 

is in domestic priees and costs. Deficit countries should have restrictive 

monetary and fiscal polieies, the aim of which is to reduee expenditures 

9 

and thereby slow down the rise in priees, making the country internationally 

more competitive. Surplus countries should adopt expansionary nolieies, the 

exeess demand adjusting priees and costs upward. 

There is, however, a tendeney for the mechanism to malfunction. A country . 

with a balance .of payments surplus can aecumulate reserves almost indefinitely 

3. James E. Meade, "Exchange Rate F1exibi1ity", The Three Banks Review, 
No. 70 (June, 1966), p. 11. 
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without adjusting; the deficit countr,r only so long as it has reserves or 

can borrow, and is more likely to be forced to adjust. Too, priees and 

wage rates are often inflexible and may not be readily adjustable; priees 

and wages in the modern economy in particular are generally flexible up-

ward in response to excess demand, but they tend to be rigid downward. 

This makes it more difficult for the deficit country to adjust. Further-

more, an upward creep in priees can take place despite growing over

capacity, slack in the labour market and slow real growth.4 The great 

dilemma comes to deficit countries who have slack in the domestic economy 

and at the same time a deficit in the balance of payments. Domestic con-

ditions require that demand be expanded to encourage growth and employ-

ment; balance of payments equilibrium may, in turn, require that demand 

be restricted further, and prolonged deflation May then be in order to put 

sufficient downward pressure on priees and costs. 

The Crawling Peg 

The crawling peg is a mutation of the present system. The term will 

be used to Mean a "system under which par changes as occur are implemented 

slowly over time, in such a large number of small steps as to make the pro

cess of exchange rate adjustment continuous for aIl practical purposes.,,5 

The object of the crawling peg is to introduce more flexibility in the parity 

exchange rate, the assumption being that the system should allow for the peg 

to reflect basic changes in supply and demand for foreign exchange. 

4. Charles L. Schultze, "Recent Inflation in the United States: A 
Summary", in W. Smith and R. Teigen, Readi s in Mone National Income and 
Stabilization Policy (Homewood, Illinois: Irwin Inc., 1965 , p.128. 

5. J.H. Williamson, The Crawling Peg, Essays in International Finance, 
No. 50 (Princeton, New Jersey: Princeton University International Finance 
Section, December, 1965), p.2. 



Long-run adjustments in the balance of payments can be facilitated 

Qy allowing the exchange rate, at which the domestic currency is traded 

for that of the foreign, to vary, i.e., by raising the peg when there is 
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a balance of payments surplus and lowering the peg when there is a deficit. 

This is perhaps a more appropriate way of altering relative costs and 

priees between countries. For example, if foreign currencies are allowed 

to appreciate in terms of the currency under pressure, the priees and costs 

of the deficit country will be reduced internationally, the foreign demand 

for its goods and services increased and, eventually, the deficit eliminated. 

The above holds true, however, only under the Marshall-Lerner con

ditions where the" 'sum of the elasticities of (home) demand for imports 

plus the elastieity of (foreign) demand for imports' should be greater than 

unity.,,6 If this sum is equal to one, the accepted corrective measures, 

i.e., an appreciation for a surplus and a depreciation for a deficit, will 

leave the balance of payments unchanged; if it is less than one, these 

measures will increase any surplus or defieit. But thepreceding case is 

not likely to occur in advanced indus trial countries whose products are 

competitive. Where products are not competitive substitution to buy from 

cheaper producers will not take place, nor will variable exchange rates 

function. 

The second aspect of the crawling peg is the spreading of the exchange 

rate adjustment over long periods of time, the aim being to avoid the 

6. G. Haberler, "The Market for Foreign Exchange and the Stability of 
the Balance of Payments", KYklos, Vol. III (1949), p.203. 
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periodio exohange orises and uncertainty of the present system of distur-

bing exchange rate alterations. The fear of such considerable changes in 

parity - ten to twenty per cent - gives the foreign exchange market the 

one wy option. If the change in the peg ocours gradually, the prospeot 

of devaluation presumably provides no great incentive for huge positions 

to be built up, since after devaluation the currency will differ but 

slightly from its previous value. 

Operation of the Crawling Peg 

There are two possible alternatives for ohanging the peg: (a) have 

the timing of such changes subject to official disoretion; (b) make the 

peg's crawl automatio. Today's rate may be oonsidered as a mean (e.g., 

geometric mean) of the daily observations over part of a year, and oould 

be announoed as the registered par exchange rate between the currencies 

ooncerned. 7 National monetary authorities would then be required to keep 

aotual market rates within a price range of, say, ! one per cent of the 

registered par. Thus, any ourrency under persistent pressure would decrease 

in a value relative to the stronger ourrenoy. 

James Meade suggests that the peg be allowed to orawl at a maximum of 

one-sixth per cent per month, the timing of such ohanges being subject to 

official discretion; 

"Further, within this narrow limit they would undertake to de
preciate their ourrencies if, but only if, they were faced with 
what appeared to be a oontinuing balance of payments defioit and 

7. J. Black, nA ProposaI for the Reform of Exchange Ra tes", Economie 
Journal, Vol. LXXVI (June, 1966), pp. 2SS-95. 



to appreciate if, but only if, they were faced with what appeared 
to be a continuing balance of payments surplus. If the right to 
change the parity were exercised every month, the exchange value 
of the currency would be changed at a maximum rate of 2 per cent 
per annum ... 8 

Any proposaI, however, is subject to numerous variations. The 

variation of the crawling peg discussed in this p9per is basically that 

of Professor Meade's. 
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An essential corrollary of the crawl is that the monetary authorities 

must maintain short-term interest rates at levels to keep creeping changes 

in par values from giving rise to capital flows. Supposing that Canada's 

currency were confidently expected to depreciate (assuming that the U.S. 

dollar stayed unchanged) then, in order to prevent a wholesale movement 

of short-term funds from Canada to the U.S. to take advantage of the ex-

pected 2 per cent change in the rate Canada's interest rates would event-

ually have to rise 2% above those of the U.S., in step with the depreciation 

of the exchange rate. This procedure would enable Canada to alter its 

prices and costs internationally up to 2% per annum. Assuming at the same 

time that the U.S. were in a surplus, appreciating its rate anywhere up to 

2% per annum, relative prices and costs through movements of both exchange 

rates could be adjusted anywhere up to a maximum of 4% a year.9 

8. J. E. Meade, "The International Money Mechanism", The Three Banks 
Review, No. 63 (September, 1964), p.16. J.H. Williams advocates even shorter 
intervals, i.e., weekly changes of parity at a maximum 1/26%. If the changes 
were to occur in discreté steps of any size,there would be difficulty in 
avoiding occasions just before a peg changed, when it would be worth switching 
out of a currency (J.H. Williamson, loc. cit., p.2). 

9. J.E. Meade, "Exchange Rate Flexibility", !he Three Banks Review, 
No.70 (June, 1966), pp. 22-23. 



CHAPTER III 

PATTERN OF PRIVA TE CAPITAL FLOWS 

A principal prob1em in examining the craw1ing peg arises whether or 

not the crawl of the exchange rate bas destabi1izing effects on expecta-

tions. It is possible that investors and entrepreneurs may have greater 

incentives to place funds abroad under the craw1ing peg than under the 

adjustab1e page Two aspects of this prob1em need to be exp1ored: first1y, 

the effects of such capital movements on the balance of payments, where 

perhaps such capital movements wou1d offset net surp1uses or deficits in 

the rest of a country's balance of payments; second1y, the effect of these 

capital movements during a crawl on domestic monetary management. This 

second aspéct is re1ated to whether or not the abi1ity to fo11ow an in-

dependent monetary po1iey as imp1ied by capital movements under the craw1ing 

peg is reduced. Whi1e the same capital movements affect both the balance of 

payments and monetary management, it is usefu1 to keep the two aspects con-

ceptua11y distinct. 

Two views can be deduced from the 1iterature regarding the possible 

disequi1ibrating effects of capital f10ws on the balance of payments; 

(a) J. Herbert Furth's view that during any upward crawl capital inf10ws 

will be acce1erated as long as the market be1ieves that the rise in the 
1 

exchange rate will continue; (b) Samuel Katz' qualification that "the 

critica1 ro1e of the expectation of a further upward crawl in the exchange 

rate wou1d 1imit the 1ike1ihood of a se1f-reinforcing upward crawl on1y to 

1. J.H. Furth, "International Monetary Reform and the 'Craw1ing Peg' -
Comment", Federal Reserve Bank of St. Louis Review, (Ju1y, 1969), p.2. 

14 



15 

a country with a protracted surplus, and a downward crawl only to a country 

in continuing deficit.,,2 The disequilibrium crawl under Furth's view is 

a function of the exchange rate; under Katz' of the balance of peyments. 

Under the Furth assumption a built in mechanism of disequilibrium exists 

where there is any tendency of the spot rate to move in the same direction. 

Even if, for example, the exchange rate structure were in balance when the 

crawling peg 1s adopted disequi1ibrium could easily result. The mechanism 

cou1d be set in motion wh en a currency begins to depreciate because of 

sorne new strain on the balance of payments •. Here, specula tors may expect 

a further fall as they observe the present decline. By driving forward 

dornestic exchange to a discount, i.e., driving forward foreign exchange to 

a premiurn, a crawl incentive for reinforcing capital outflows would be set 

up. A forward discount on dornestic currency, i.e.,a premium on foreign 

currency, tends to turn the arbitrage marg1n against the domestic economy. 

When sales of speculators and arbitrageurs are added to the other pressures 

on the balance of payrnents an additional drain on reserves is created. 

A second aspect consists of the effect of capital movements induced 

by a crawl on dornestic monetary management. The following is based ex-

tenslvely on Robert A. Mundell's article "Capital Mobi1ity and Stabiliza

tien Policy ~der Fixed and Flexible Exchange Rates."3 Munde1l's main 

assumptiens are: 

2. S.I. Katz,"The Interest-Rate Constraint and the Crawling peg" in 
T.D. Willet, S.I. Katz and W.H. Branson, Exchange-Rate Systems. Interest 
Rates, and Capital Flows, Essays in International Finance, No. 78 (Princeton, 
New Jersey: Princeton University International Finance Section, January, 
1970), p.18. 

3. R.A. MundéU, Capital Mebility and Stabilization Policy underFtxed and 
Flexible Exchange Rates", Canadian Journal of Economies and PoliticAl Science, 
Vol. XXIX (November, 1963), pp. 475-485. 
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1. Perfect capital mobility (meaning that aIl securities in the 

system are perfect substitutes). 

2. Existing exchange rates expected to persist indefinitely, even when 

the exchange rate is not pegged and spot and forward rates are identical. 

(Complications, associated with speculation as weIl as with the forward 

market and exchange rate margins, are thereby assurned away). 

3. Unemployed resources, constant returns to scale, and fixed money 

wage rates, implying that the supply of dornestic output is elastic and its 

priee level constant. 

4. Savings and taxes increasing with incorne, the balance of trade 

depending on incorne and the exchange rate, investment on the rate of in-

terest, and the demand for money on incorne and the rate of interest. 

5. A country being in itself too small to affect either the world 

level of interest rates or foreign incorne. Thus, under this assumption a 

country cannot maintain an interest rate different for any length of tirne 

frorn the general level prevailing abroad, the interest rate being deter

rnined externally through international arbitrage.4 

Monetary policy is here defined as open market purchases or sales; 

fiscal policy as an increase in government spending, on home goods, financed 

by an increase in the public debt. 5 

4. Ioid., pp. 475-477. Even if we assumed that the country was large 
and able to affect the world level of interest rates, it could not under 
perfect capital rnobility maintain a spread in the rates. 

5. Ibid., p. 476. 
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Supposing the domestic economy to be under inflationary pressures 

vith its balance of payments in equilibrium, restrictive monetary policy -

the sale of securities by the central bank - tends, then, to lover bond 

prices and raise interest rates, making these assets attractive to the 

foreign investor. This capital inflow, hovever, under a pegged rate 

creates a balance of payments surplus. Since the central bank must pur

chase the excess supply of foreign exchange to maintain the peg, there 

results an increase in the money supply tending to offset the effect of the 

original restrictive credit policy, the foreign exchange operation for the 

maintaining of the peg thwarting the goal tovards sloving the priee rise 

through monetar,y policy. The process vould continue until the accumulation 

of reserves, i.e., official purchases of foreign exchange, is equal to the 

open market purchase, and the money supply returns to its original level. 

Monetar,y policy under a fixed rate of exchange, therefore, has no sus

tainable effect on the level of income; under the adjustable peg, however, 

the effects vould be somewhat stronger. 

An object of introducing the crawling peg is to increase the flexibility 

of the exchange rate. Looking once again at the case of inflationary 

pressure, if the exchange rate is allowed to vary and the government sells 

securities to restrict the money supply, as interest rates rise domestic 

assets become more attractive to foreign investors; the resulting capital 

inflow causes the exchange rate to appreciate over the duration of the 

restraint, increase the priee of exports and reduces that of imports. 

As exports fall and domestic residents substitute foreign for domestic 

goods, demand slackens and inflationary pressures are dampened. 
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There is no offsetting monetary effect through the foreign exchange opera-

tion for the maintaining of the page This holds for flexible exchange 

rates, as for the crawling peg, if the exchange rate is variable enough 

to he allowed to adjust. However, if the peg is allowed to crawl too 

slowly monetary policy mey scarcely be more effective than under the 

present I.M.F. system. 

Added exchange flexibility implies that monetary policy be focused 

on achieving internaI balance.6 Though this be true, the crawling peg 

does not categorically increase the effective use of monetary policy as 

that would imply possibly disequilibrating capital flows. Furth points 

out, "The institution of the 'crawling peg' would not eliminate such 

countervailing flows - on the contrary it would tend to magnify them.,,7 
'f: 

Much of the analysis depends on the behaviour of the forward rate. In 

practice spot and forward rates are not identical; complications associated 

with speculation and forward exchange rates, therefore, do arise. 

According to Furth: 

6. This suggestion is made by several writers on the crawling peg: 
George W. McKenzie , "International Monetary Reform and the 'Crawling Peg'," 
Federal Reserve Bank of St. Louis Review, (Februar,r, 1969), p.21, and 
W.H. Branson and T.D. Willet, "Policies Regarding Short-Tern Capital 
Movements" in T.D. Willet, S.l. Katz and W.H. Branson, Exchange-Rate 
S stems lnterest Rates and Ca ital Flows, Essays in International Finance, 
No. 78 Princeton, New Jersey': Princeton University International Finance 
Section, January, 1970), p.3l. 

7. J. Herbert Furth, "International Monetary Reform and the 'Crawling 
Peg' - Comment," Federal Reserve Bank of St. Louis Review, (July, 1969), 
p. 22. 
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"Under the 'crawling peg' system, too, tight monetary policies will 
result in a capital inflow; with the difference, hovever, that the 
flov will result in an appreciation of that country's exchange rate. 
This 'crawling' appreciation will indeed tend to increase imports 
and reduce exports; but at the same time, it viII accelerate the 
capital inflow as long as the market believes that the rise in the 
rates will continue: the effect of the gross interest rate differen
tial resulting fram the action of the central bank viII be magnified 
by the effect of the rise in the forward exchange rate, resulting 
from the expectation of continued appreciation •••• Actually, it 
seems more likely that the effect of the appreciation on exports and 
imports will be small, while a forvard exchange premium equivalent 
to 2 per cent per year, added to an interest rate difference of, say 
t of l per cent, May weIl attract large amounts of money - market 
funds - in any case, much larger amounts than vould be by the gross 
interest rat~ difference vithout the addition of a forward exchange 
premiuml Hence, anti-inflationary monetary policy would probably be 
less effective, not more effective, than under the present system."S 

There seems to be no problem where the capital inflov is not sufficient 

to offset the contractive effects of the deterioration of the trade balance 

on the level of domestic economic activity so that there is a decrease in 

aggregate spending. This seems, however, to be the case as long as there 

is no balance of payments surplus or deficit. The currency, under the 

crawling peg, however, is not completely free to fluctuate and a national 

currency under considerable pressure might still have to be strongly 

supported by purchases of foreign exchange to prevent it from cravling up 

more than the maximum permis sable amount, say 1/6% per month. Such would 

be the case'if short-term capital flows vere as large and volatile as 

Furth suggests and strong central bank support to keep it cravling in an 

orderly vay would then be inevitable. To prevent an excessive depreciation, 

domestic currency would have to be supported by sales of foreign exchange 

s. Ibid., p. 22-23. 
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during a downward crawl, i.e., an upward crawl in terme of foreign ex-

change, and by purchases of foreign exchange during an upward crawl, i.e., 

a downward foreign exchange crawl, to prevent an excessive appreciation 

of the domestic currency. The flows as weIl as supportive operations 

could be great as the exchange rate changes from one equilibrium to an-

other. 

Katz remarks that a self-reinforcing upward crawl would be limited 

only to cases where a protracted surplus caused an upward crawl and a 

continuing deficit a downward crawl. 

"Because adjustments through the trade accounts could necessarily 
proceed only slowly, however, a temporary self-reinforcing pro
cess of disorderly capital flows could develop. During the tran
sition in these circumstances, in fact, the monetary autborities 
might weIl find that these unwanted capital flows would continue 
over a longer period of time and be as difficult to bring under 
control as they had been during the temporary speculative crises 
under the adjustable peg."9 

Such flows might greatly reduce the flexibility of monetary policy 

under various conditions. For example, a country with a balance of payments 

surplus and an upward crawl would tend to have its surplus increased by the 

self-reinforcing capital inflow. If at the same time it tries to reduce 

the money supply to fight inflation, its attempt could be complicated by 

the capital inflow, or the foreign exchange surplus resulting from the 

crawl. The operation by the foreign exchange authorities tends to replace 

funds which the central bank has withdrawn through open market operations. 

9. S.I. Katz, "The Interest-Rate Constraint and the Crawling Peg," 
in T.D. Willet, S.I. Katz and W.H. Branson, Exchange Rate Systems.lnterest 
Rates and Capital Flows, Essays in International Finance, No. 78 (Princeton 
New Jersey: Princeton University International Finance Section, January, 
1970), p.20. 
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A country threatened with a deficit and a downward crawl, on the 

other band, would tend to have its deficit increased. If at the same time 

it has an unemployment problem, the increased capital outflow could frus-

trate its efforts to esse the money supply at home. The purchase of 

foreign bonds takes the newly created domestic money out of the hands of 

the public and places it with the foreign exchange authorities, who must 

draw on their foreign exchange reserves to provide the foreign currency 

which buyers of securities need to pay the sellers abroad. Thus the 

government may find it more difficult to control the amount of money in 

the economy. 

The flows need not be perfectly offsetting, i.e., equal the purchases 

or sales of securities with which the central bank has undertaken to 

change the money supply. This case ls only true under Mundell's assump

tion of a fixed rate. Flows may be partially offsetting (less), off

setting (equal), or more than offsetting (greater), depending on the 

magnitude of the flows and the support necessary through the foreign 

exchange authorities, though the flows are likely to be greater where 

speculation is destabilizing. When the central bank buys or sells 

foreign exchange the money supply inereases or decreases. To offset these 

effects, the central bank would have to sell securities at the same rate 

it is buying foreign exchange, and to buy securities at the sarne rate it 

is selling foreign exchange. lO In this latter instance to obtain a given 

effect on interest rates and expenditures, the central bank would have to 

10. R.A. Mundell, Capital Mobility and Stabilization Poliey under 
Fixed and Flexible Exchange Rates," Canadian Journal of Economies and 
Political Science, Vol. XXIX (November, 1963), p. 493. 



increase the volume of its operations. Whether the short-term flows up

set domestic monetary management depends on the magnitude and volatility 

of these flows. 
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An alternative or supplementary policy to reduce capital flowswould 

be that of raising interest rates to a level sufficient to reduce the out

flow. Here, however, difficulties arise. Raising interest rates would 

neutralize those funds shifted on arbitrage considerations mIt not 

necessarily those shifted for speculative grounds, i.e., shifts of un

covered funds. Furthermore, the height and variability of interest rates 

necessary to neutralize the shift of arbitrage funds may be unsettling 

for the domestic economy, particularly if the forward rate moves in a de

stabilizing way. 

As pointed out, in Chapter II, a country with a downward crawling 

domestic parity, i.e., an upward crawling foreign exchange parity, would 

have to increase its interest rate by the amount of the downward crawl; 

alternatively, a country with an upward crawling domestic parity, i.e., 

a downward crawling foreign exchange parity, would have to lower its 

interest rates below those abroad br the amount of the upward crawl. 

If the forward rate moves in a destabilizing way, the level of interest 

rates necessary to neutralize the incentive for the transfer of funds 

abroad during the downward crawl would have to be raised more by the 

amount of the premium and kept further below those abroad during the 

downward crawl by the amount of the discount. Thus, if a premium or 

diacount of 1%, lt%, or 2% p.a. has to be added to a spread of 2% p.a. 

in order to neutralize the spot crawl, the spread could become large and 

the constraint substantial. 
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Considering the spot crawl alone, the need to raise interest rates 

above those prevailing in non-depreciating countries need not imply that 

these rates are being raised above those required for internaI reasons, 

if there is a tendency for those countries whose rates are depreciating 

also to have above average inflation. Where, for example, an expected 

downward crawl were due to an inflation of an equivalent amount, then the 

real crawl rate of interest would remain the same, while nominal rates 

would rise by an amount equal to the expected crawl. To the extent that 

this is the case, high nominal rates need not be high real rates such as 

to have deterrent effects on domestic investment and growth. ll 

If during the downward crawl the forward rate moves to a premium, 

and during an upward crawl to a discount, this would tend to reduce the 

amount to which interest rates have to rise for a downward crawl or have 

to fal1 for an upward crawl. This type of support ive speculation wou1d 

reduce the restraint of having an abnormally high or low level of interest 

rates and mitigate the interest rate constraint induced by limited f1exi-

bility of the exchange rate. 

The crucial variable in aIl the above analysis is the spot rate and 

associated with it is the signal-effect of a decline or rise. The question 

stands: will speculators f~ced with the prospect of A slowly declining par 

value sell forward, driving the forward rate to a discount, or buy forward, 

Il. T.D. Willet, IIInterest Rates and Capital Flows under Limited 
Flexibility of Exchange Rates," in T.D. Willet, S.I. Katz and W.H. Branson, 
Exchan e-Rate S stems Interest Rates and Ca ital F10ws, Essays in Inter
national Finance No. 78 Princeton, New Jersey: Princeton University 
International Finance Section, January, 1970), p. 6-7. 



driving the forward rate to a premium, when the spot rate is rising1 

An exchange crawl may or may not induce flows additional to those under 

the adjustable peg. Were Furth's and Katz' analyses correct, the system 

of the crawling peg would ~ one of substantial disequilibrium. 
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CHAPTER IV 

METHOD OF INVESTIGATION 

Thif> chapter will attempt to lay ont the theoretical groundwork for 

testing the analysif> of the previous chapter. 

Covered Interest Arbitrare 

Under ideal conditionR, the premium or discount in pel' cent pel' year 

on forward exchange equah approximately the interest differentinl, as 

arglled by Keynes in 1924: 

"If by lendine dollars in Nev! York for one month, the lenrler could 
earn interest at the rate of 5~ pel' annum, whereas by lendinr 
sterling in London for one month he could only earn interest at 
the rate of l.of, then the preference observed above for holdinff funds 
in New York, rather than in London is wholly explAined. That is to 
say, forward quotations for the pu'!"chnse of the currency of the 
dearer money market tend to he cheaper than spot qllotations by a 
percentage pel' month eq'lal ta the exceSR of the interest v/hich can 
be earned in a month in the dearer market over 1..Jhat can be earned 
in the chea}ler." 1 

This statemcmt supports the int.erest parity theory. The pl'emium or 

discount, hov/ever, tends to equal the interest differential only under 

"ideal ll conditions. S..1ch condition~ a:re seldom relllilled in t.he real 

v10rld. Among the mnin conditions for intel'est parity arC: 

1. political stability at home and abroad; 

2. no probability of devalllation or revaluation; 

3. the absence of any exchange restrictions; 

4. zero transactions costs; 

1. J.H. Keynes, f~onetary Reforn (New York: Harcourt, Brace, and 
Company, 1924), p. 135 
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5. the supply of arbitrage funds suffieient to aehieve int_erest rate 

parity; 

6. domestie and foreien assets as perfeet S11bstitutes. 

By putting the interest differential, the Cllnadian minus the U.S. 

rate, re-la, on the vertienl axis and the premium or diflC0unt, p, on the 

horizontal one, we can show the interest parity relationship with a 450 

line throu~h ~he origine 

(le. - [0..) 

The. /l.fel ! m.l! ... ~,~e. 

FQ.\Jol.\. ... " Ca' ... .:..dQ, 

-p 

The N~f Inc.t!,d, .. e 

Fa.vou.rs Ihe. U. S, 

Figure 1 - The interest parity relationship 
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The premium (or discolmt) tends to equal the interest differentiRl aIl 

along this line. When p( le-la (aIl points above the dividin~ line) 
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the net interest incentive favours Canada. When p > le-la the incentive 

favours the U.S. If P < le-la arbitraeeurs will sell U .S. dol1l'lrs spot 

and purchase U.S. dollars forward; if it is p:reater they will purchase 

U.S. dollars spot and se11 U.S. forward. The demand for U.S. spot 

dollars i8 a decreasinr function of the net interest incentive in favour 

of Canada; the supply is an increasinu, function. (The demand for U.S. 

fOJ'ward, on the other hand, is an increasinr:; function of the differential 

in favour of the domestic economy; here the supply is a decreasing function). 

The greRter the net profit ineentive, the grE~ater the gain and the larger 

the volume of arbitrage funds coming forth. 

The ahove analysis deals with interest or professional arbitrRge, 

enga~ed in primarjly by fjnancial institutions with spRre liquid funds 

availahle for investmcnt abroad in short-term money market instruments. 

Arbitr~ge in this paper is loosely defined to include trader or borrower 

arhHrage and commercial demand and supply. 

In t.heory trader or borrm.Jer arbitrare orif,inates froM the filet 

that trade can be financed by borrm.ring in either the importers or the 

ex?orters country. This is borrowing to meet specifie trade payments. 

If the import.er covers forward, he is paying the inter est of the exporting 

country; if he eovers spot he is paying the interest of the importing 

country. Traders would borrow in whatever center the net cost were less; 

for p> lc-Ia they would borrow in Canada, for p <. le-la they would borrow 

in the U.S. 



28 

In diRcussions with officiaIs belonginr. to a Canadian subsidiary of 

a ma,jor international company, it was revealed that internat.ional 

short-term borrowing in practice, however, depends not only on trade but 

on blsiness needs as weIl. Businesses have particular cash needs durinr 

certain parts of the yenr dependinp: on tllX payments and t.he nature of 

their business; and i t is to meet thp.se needs thnt borrm.,rinp' is under-

taken. This type of bOT'rowing, i t ' . .,ras revealen, cornes not. from forcign 

banks, i.e., American, but is caT'ried out thr0ugh brokers in the money 

market. Alt.ernatively, durin€," periods of c~f1h surplus companies engage 

in interest arbitrage lendinp: out funds either at home or abroad depending 

on the returns availar~le. 

These borro,.,ring activities have the same effects on exchanf,e rates, 

intereRt rates and the flow of funds as hlls the decision of inteT'est 

arbitrageurs. The shift in finance takes place until aIl advantaf,es of 

shifting are eliminFl.ted, Le., ,.,rhen t.he relationship indicated by the 

equation Ic-Ia-p=o is reached. The difference between professionnl and 

trader or borrower Fl.rbitrage is, therefore, only one of dep:ree and not of 

substance. 2 Financial institutions can also borrow for arbitrage 

purposes, borrowing funds where the interest T'ate is low and moving them 

where rates are high. This analysis is analogons to that of the 

borro",ers, .. !ith the exception that the flO1" probably takes place at a 

smaJ.ler margine 

2. For empirical purposes, one point should, however, be noted; 
while for pure arbitrage t.he treasury bill is likely to be more relevant, 
for t~nder arbitrage it is probably the commercial differential. 
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Commercial Jemand and supply can also be included in a loosely 

defined arbitrage fllnction. Comnercial demand and supply arise fror.! 

receirts and payments in foreign currencies originating in international 

trade. Exports and imports are defined to include goods and non-financial 

services. iù;sulainf, t.hat the domestic importer pays in foreign currency, 

i.e., U.S. dolJnrs, the import contract leads to a demann of foreign 

exchange. The export contract, on the other hnnd, gives rise to a 

supply of U. S. dollars. i~e are assuming throughout 90-day contracts. 3 

Direct investment and foreign direct investment in plant and equip-

ment, bond and stock purchases and long-term banking loans are exclllderl 

from the arbitrage definition. Such long-term transnctions do not 

involve the for ... rard exchange market. There is no purpose in covering, 

for exnmple, a 10-year bond. Ile can srl.fely assume that the cOmr.lerci.al 

demancl for and supply of forward exchange results completely fror.! 

contracts of exports and imports. 

The Canadian importer has the choice of covering himself by either 

purchasing U .S. dollars spot o"!'" purchasinp; t.hem forward. A spot pm"chase 

of U.S. dollars costs the importer either the interest he could have 

received lending out his funds in Canada, or the inter est he has to pay 

te borrow the Canadian dollars less the interest in the U.S. It this 

cost is less, p.> le-la, (or pr0fi t grerüer) th an buying n. S. dollars 

3. It is not entirely realistic to assume that commercial traders 
deal only in the 90-day fm"ward market. Traders will normally use the 
forward market of the maturity date closest ta the time their payments 
or receipts fall due. This also applies ta borro.ler and professional 
arbitrageurs. They may find it. convenient to use forward markets of 2, 
6, 9 or 12 months or any other maturity for which they can get contracts. 
Nevertheless, 3-month contracts have traditionally been the most widely 
used. 



30 

forward, the importer will cover in the spot market; if, on the other 

hand, p< le-la, he will buy U.S. dollars forl .. mrd. The reasoning for 

the U.S. importer, who has to make payments in Canadian dollars, or that 

of the Canadian exporter with a contract to receive payment in U.S. 

dollars and who always covers himself is analogous. In each case the 

demand for U.S. spot dollars is a decreasinp. function of the net interest 

differential in favour of the domestic economy - the excess costs of a 

spot purchase or the excess of p over le-la; the supply is an increasing 

function. 

There nre sorne goon rea::lons for inclllding commercial demand and 

supply in our analysis. Since we are dealing with the balance of 

payments, we should consider the total possible flow in response to a 

differential induced by speculation. For example, if the Canadian dollar 

were expected to depreciate, Cnnadian exporters could delay repatriation 

of their earnings and importers accelerate their payments. This I,JOuld 

reduce the fla", of foreign exchange accruals and accelerate drm-rings for 

import payment. Including just short-term portfolio flows would give an 

erroneous underestimation of a total outflow. The inclusion of both 

commercial demand and supply and trader arbitrage funds tends ta lenp;then 

the elastic portion of the supply curve. It is assumed, ho\orever, that 

this inclusion does not change the shape of the supply curve. 4 

4. B. Reading, "The Forward Pound 1951-59," Economic Journal, 
Vol. LXX (June, 1960), p. 308. 
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The Minimum Covered Interest DifferentiaI 
for International Arbitrage 

A further assumption is made, nnmely, that sorne minimum covered 

differential exists before covered arbitrageurs will move funns from one 

currency to another. William H. Branson has calculaten this differential 

for professional arbitrB.ge to be O.1g<t, per annum. 5 Therefore, at least 

0.18% p.a. must be grossed before arbitr'1geurs Hill move funns between 

the U.S. and thp. Cananian dollar, the reasoning beinv thqt sorne minimum 

costs of transfer must be covered. 6 

The preceding arguments imply the follo'",ing individual ::;pot supply 

curve of profeRsiomll arbitrageurs, with the supply of foreign exchange, 
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fx, on the horizontal axis and the net incentive, Tc-Ia-p, on the vertical. 

5. W.H. Branson, "The Minimum Covered Interest Differential Needed 
for Internation13.1 Arbitrap;e Activity," Journal of Political Economy, 
Vol. LXXVn (November, 1969), p. 1028. The traditionl1.l fieure suggested 
by Keynes was ~ of 1 per cent. Branson's figure lies somewhere in between 
this figure and t.he one suggested by Eimüg - 1/10 of 1 per cent - in 
lISome Recent Changes in For,.,rard Exchange Practices," Economie Journal, 
Vol. LXX (September, 1960), p. 487. Branson examined bath U.S. - U.K. 
and U.S. - G!.lnadian arbitrage indepennently to arrive at the O.1~ p.a. 
minjmum. 

6. This is a simplifying assumption, though it could be arf,Ued t.hat 
traders are probably less re~ponsive to int.erest. disparities and enter 
et larger differentinls, according to .Tohn Spraos, "The Theory of the 
Forward Exchnnge and Recent Practice," Manchester School of Economies 
and Social Studies, Vol. XXI (May, 1953), pp. 95-96. Nevertheless, as 
a minimum for arbitraee nctivit.y the 0.18% p.a. assumption for traders 
is reasonable; nt least the differential will not be less though it may 
be sc.ffim.,hat greater. 



to.,' 
________ f 

-fil. --------+-------- fx 

J------- -0./1 

Figure 2 - Individual professiomü arbitrllp;e supply eurve fo:r 
spot exchange. 

At :rates above :!: 0.18% p.a. aIl spare liquid funds are invested ab:rolld 

for international arbitrage. 

Each trnnsaction re~uires the payment of a broker's fee. Costs 
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are, however, unlikely to be identical for aIl pa:rticipants. Paul Einzig 

has surrgested costs for professional arbitrap;e as low as 1/10 of 1% p.a. 7 

7. P. Einzig, "Sorne Recent Changes in Forward Exchange P:ractiees, 
Economie Journal, Vol. LXX (September, 1960), p. 487. 
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For professional arbitrage banks rnay not only require that costs be 

covered but that their foreign exehanp;e departments earn a larger yield 

th an domestic departments8, and this as weIl i8 not likely to be identical 

for aIl banks. Similarly, the eritical differentials are likely to differ 

among traders, though on the whole, eosts are probably hieher for tr~ders 

than for banks. Traders are required to pay other charges, such as bank 

ch~rges and acceptance commissions, of which professional arbitrageurs 

ere free. 9 Rates at which companies are prepared to borrow abroad may 

differ. 

IncU vidual investors, as \olell as different groups, therefore, vary 

in their critical rates. In actual practice, since different groups as 

weIl as individuals do not have the same critical differentials, the supply 

curve only approxirnates that of Fifure 2. Applying this faet to Fivure 2 

we obtain the fol~owinf' ageregate arbitrage supply curve. 

400.11 , 
1 
1 

,-_._--- - ~ 

lA , , 
, 

-(1' --------1------- f. 
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1 
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1 
1 ,i _______ .,. -o.l~ 

Figure 3 - Agp;regate arbitrafe supply curve. 

8. Ibid., p. 487. 
9. J. Spraos, "The Theory of the Fort-lard F...xchange and Recent 

Practiee," Manchester School of Economies and Social" Studies, Vol. XXI 
(l~y, 1953), p. 96. 
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The supply of spot foreign exchange tends to rise SlO\olly as the net 

incentive rises from 0 to approximately 0.18% p.a. But as the net 

incentive reaches nbove 0.18% p.a., ho101ever, the supplyof spot dollars 

increases rapi<ily as most of the funds available to interest arbitrageurs 

are used. 10 

It fo1101o1s from the above annlysis that as long as Ic-Ia - p <:. 0.18% 

p.a., arbit"'age will be inactive anel the premium is free to "mnder through 

a 0.36~ 101ide band around Ic-Ia. - p == 0 101i~!1out exciting any signHicant 

movE'ment of funds. 11 Applyine this fact to Fif'llre 1 \-le rench the follo1,.Ting 

modification. 

(1(. - Ir..) 
1 

-p ~-----+---#----:~-----

Figure 4 - Minimum critical interest differentials an<i speculation. 

10. This is the classical supply curve of the type suggested in the 
literature by Keynes, Jasay, Reading and Ein7.ig and has the shape as 
shmm. The dingram \-las adapted from ~J .H. Branson. 

11. Branson, IIThe Minimum Covered Interest DifferentiaI Needed for 
International .\rbitrage Activity, Il Journal of Political Econom'r, 
Vol. LXXi/II (November, 1969), p. 1031. 



• Empirically, in the ahsence of speculative activity, the elastic portion 

of the supply curve is expected ta be relevant ~nd the premium or discount 

will be kept from movine outsirle the UU and LL limits by arbitrage. In 

such a case the flm.! of funds is sufficient to equate the premium with 

the simple interest differential at the ±. 0.18% margins. 

As the net incentive rises above 0.18% p.a., however, the supply 

of dollars becomes inelastic again and the profit from interest arbitrage 

will have to rise significantly before the arbitrar;eurs can procure new 

funds or operators, who do not normally deal in interest ~rbitr8ge, start 

entering the market. This explains the steeply upward sloping portion 

of the spot arbitrage schedule. 12 vlhen differencES between the fOTl..rard 

rate and the spot rate become tem!1orarily abnormal, the combinations of 

lc-Ia and p will be outside the arhitrage limits HU and LL and this, it 

wH] be argued, is due to speculation. 

Speculation 

Speculation now necessitrl.tes sorne elucidating. A professional 

speculator expecting a currency to depreciate will sell it fm·'.,rard with 

the intention of buying it spot (Or renewing it for'tlard again) when his 

contract has matured. The spernllator in this case makes a profit if the 

spot rate at r.1at.·lrity is belo"l the forward rate at which he commited 

himself. If he expects a cUY'reney to I1ppreeiate he will buy it forward 

with the purpose of selling it spot (or forwa'Y'd). Here a profit is 

obtained when the speculat.or finds the spot rate at mat'.rrity above the 

12. B. Reading, "The FOl'ward Pound 1951-59," Economie Journal, 
Vol. LY~ (June, 1960), p. 307. 
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forward rate. In both cnses the strategie variable constitutes the 

di fference bet..leen the eXÎflting forward rate for a gi ven maturi ty and 

the expected ~pot rate on the sllne date. Presumably, the lB.rger this 

dHference, the grèater the sUj)ply or demand of spec1l1ative conmHments. 13 

Speculators have no sinp:le value of the exchnnge rate they expect; 

they have instead, to form individllal judgernents about the "l"ate~ expected 

on future dates, appropriate to the length of the expectations they 

operrrte on, and these judgements may differ widely.14 In the agrregate, 

the supply of ~peculative commitments can be token to represent a decreas-

in!?: function of the excess of the expected flpot rate, ri~, over the forward 

rate, r f : 

Supply = f, (ri~-rf) where -.-_df_1_-.-_ 
c1r u -rf) 

\ 

~ O. 

Speculative fOJ"1..Ja"l"d demand, on the other hand, is an increasinp: function 

of this differential: 

Demand == f 1 (r*-rf) where -...._df_1~~_ 
d(r*-rf) 

"7 o. 

13. 'J'heoretically, the speculator does not need capital, si nce the 
day the contract matures the specl1lator has off'Rettin~ obligations. The 
pure specub.+.or buys or sells forward exchange and never Rct1lally V3.kes 
possession of 8.ny currency; should he have p:uessed erroneoUflly, he pays 
his market partners the difference r·ehreen the spot and the for''''ard rate 
when his contrnct falls nue. Therefore, his cash reqllirement. i13 limited 
ta the 108s he milSht incur on his commitments shou1d the spot "l"ate be 
found unfavourable. There may be the implicit cORto that the speculator 
is known by the bank, meaning that he noes his business with the bank and 
h'ls sorne bah.nces as compensntion t.here. There is no exp1icit investment 
or margin which the pure speculator incllrs. vle can probably assume aHay 
the costs of pure speculation withmlt sacrificing accuracy ta a signifi
cant degree. 

14. These judgements would rrababl.y differ more under the crm.fli!1g 
peg than the ad.iuntable pef. Under a cral-lling per, system llnceT'tainty 
about the future spot rate wou1d be grt"ater since there would be no single 
peg to hack or oppose; un der the anjustable peg, on the other hand, there 
is often the presumption that the spot rate ca~ only rise or fa11, 
derending on whether the rate is basicnlly under or overvallled. On the 
whole, specl11ative demand ann supply elasticities are probably higher un der 
the an,lustable peg, than they would be under a cra\-1line peg. (Speculators 
may also have a "normal" rate. In t.his case expectations may not differ 
widely even under a flexible rate system, since the exchange rate i8 



vfuen speculators expect a fall in the U.S. spot rate, they will sell 

U.S. dollars forward, and. drive the for1..rard rate, expressed as a per 

cent of the spot rate ta a discount, outside the 0.18% p.a. arbitraee 

margin, (p ~ lc-Ta - 0.18%). 

Traders too can speculate. Those who al1,.1ays cover fOT't.rard or 

spot were considered as arbit!'ageurs; traders, on the other hand, who 

sometimes caver forwa!'d, and at other times do not, depending on 1,.,rhat is 

cheaper will be cC'n8ic1el'ed as speclllators. 15 COl"Ul1ercial traners like 

professional speculrrtors hrrve expectrrtions as tn the future movements 

of exchrmge rates. \·lhen merchant.s deliberately leave part of their 

cOI!lll1itments uncovered, they are in essence making the same t~rpe of 

deciAinn as professional speculators. 
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For the Canadian importer, who has to make payments in U.S. dollars, 

the cost of purchasi nf': for',rard depends on l' (1 4- p), where p i8 the 

c1iscount. or premiuln on the 11 .S. oollar, and 1" iA the spot rate for t.he 

u.s. dollar in terms of the Canadian dollar. The cost of leavinr his 

oblifations to pay U.S. dollars uneovered depends on the expected spot 

priee of U.S. dollars, l".}. If the eost of eoverinr, 1'(1 + p), in pUl'chas-

inr.: U.S. dollars forward, exeeeds the spot price of the U.S. dollar he 

expects, '1'(1 + p» ri~, the Cnnadian importer will leave his oblie~~tions 

15. There is a third possible case: that of traders who have 
contracts rerJ.1lÏ ring immediate payrnent. Such contracts, hm,1ever, should 
orninarily be such a small fraction of international trade that they can 
for/ practical purposes be excluded from the A.nalyds. Egon Sohmen, 
The Theory of the FO'r'waro Exchanee, Princeton 8tudies in Jn1ernational 
Finance, No. 17 (Princeton, New Jersey: Princeton University Internrltional 
Finance Seetion,Au~st, 1966), p. 4. 



uncovered. If t.he cast of covering forward is less than what he expects 

the spot rate ta be, l' (1 + p) <: 1'*, he will cover, the gain beine the 

dHference between r(1 + p) and 1'* or the excess cost of the expected 

spot purchase. The greBter the difference, the greater the speculative 

flow. The c~se for thp. C3nadian exporter with a contract to receive 

payment in U.S. dollars or the U.S. importer, if he happens to have 

obligations to pay in C~nadian or U.S. dollars is analogous. 

Like professional speculators, individual traders differ in their 
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judgements about the s~ot rates expected in the future. In the agrregate, 

the supply or sale of fO""\OTard dollnrs by the Canadian i:nporter \oTith U.S. 

Gollar receipts to convert (or the U .S. importer "Tith Canadian dollar 

payments) is a decrensinrr function of the excess of the expected spot 

rate, r*, over, 1'(1 ~ p), i.e., the exce~s costs of a spot plITchnse: 

Supply = f2 (1""-1' (1 +p) ) where df 2 
d (ri} - l' ( 1 +p) 

o. 

Forwa.,..d demand or purchases by the Canadian importer 'üth, 11.S. dollar 

payments (or the U.S. exporter Hith Canadian dollar receipts to convert) 

is an increasine function of thiR differential: 

df 
Dernand = f2 (r* - l' (1+p) ) where 2 7 o. 

d(r* - r (1+p) ) 

Sa far the attention has been on profits per dollar. The above 

analysis holds only if the speculator has completely inelastic expecta-

tians; the trader-speculator in this case leaves aIl of his payments or 

sales uncovered or covers them aIl. 
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Risk, hm..rever, is att'lched to the speculative commitment since r* 

is never Il definite rate; a [loor f.nIes!'l can produce a 108s for the trader. 16 

The trader specultltor may then be Ilssumed to have FI ranf"e of possible 

outcomes. The mean of a probability function of possible outcomes 

associated 'v!ith Ip.tlving his purcha.ses or sales uncovered is l''iven hy the 

expected rate of return.u.. The risk att.llched to leavinp: obligations 

tillco'Tered may be measured by the standard devin.tion of l":} , trI' *. This 

deviation is a measure of the dispersion of possible returns ~round the 

mean value ,(.( 1'*. 

Turning to the upper half of FifUre 5, the vertical axis represen'~s 

the expected return, .u ri} and the horizontal axifl risk. 

! ~------------r---~------~~' ~* 
A:t 

A, 

r 
Figure 5 - Risk and speculative behaviour. 

16. The treatment of risk depends on J. Tobin's article Il Liquidit y 
Preference as Behaviour Towards Risk," The Review of Economic Studies, 
Vol. LXV (October, 1957), pp. 65-86. 



Aline such as OC1 (opportunity locus) represents the terms on which the 

trader-speculator can obtain greater expected return at the expense of 

assuming more risk. The higher the proportion of his payments \-1hich the 

speculator-trader leaves llncovered, the ereater the risk that he aSRumes. 

In the 10wer half of the dil3.ffram the vertical axis gives the proportion 

the trader-speculator leaves uncovt;red. 'l'he line OB r,ho'..rs ri~k as 

proportional to the shqre of the total paymentR left uncovered. Total 

payments consiflt. of A1 + A2 = 1 where A, is the portion covered and A-2. 

the part left uncovered. 

The expected return on the uncovered l?O"!"tion is A2JA r* (O!-. A2~ 1), 

when .u. r~~ is the expected return per dolldr on A2 • The risk undertaken 

per doll .. 1."1" dependR on the standard devintion of r*, cl r", and on the ;unount 

left uncovered, and equals A21Jr* (O~ A2f: 1). 

The trader-speculator has preferences behleen expected return .ur~~ 

and risk G"" r{(. These preferences can be represented by the field of 

indifferencecurv8s 11 , 12 • Assuming that traders are risk averters, 

the curves are conca"(e up'.Jards as shown. EquiHhrium is reached at point 

T1 , when indifference curve 11 is tangent to the opportunity locus OC1. 

Here the individual keeps OA'2 of his payrnents uncovered and covers the 

rest 1 - A'2. It is unlikely that the highest indifference Cllrve will go 

through 0 or C 1, the end points of the opport11ni ty locus, i. e., thnt the 

tr~der will either coyer comp1etely or leave aIl of his funds uncovered. 

Hence the trader-speculaior '.Jill generally cover a part and leA.ve a part 

uncovered. 
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The expected return from speculating'~r*' is an increasing function 

of the differential (r*-r{1 + p) J. Rewritten the speculative supply 

curve function is: 

Supply = t2 Cr* (n,01 - r{1+p) ) where df2 ~ O. 
d(r* (u,o-)-r(1+p) ) 

Supposin~ the p""ofi t differenti<ll .. Iidens the expected return from 

speculation, Ml' *, increasefl and we hn.ve n. ne'", opportuni ty locus, say OC2' 

tangent at T2 to the higher indifference curve 12• The trader-speculator 

now leaves OA~ of his obligations uncovered and covers 1-0A~. Therefore 

an increase in~r* increases the flupply of speculative funds. 

'T'he analysis for the pure speculator is analQgous - ri~ is uncertain. 

In this Crise the supply function is: 

Supply = o. 

The choice here stands l.]hether or not to Gpecubte. Like the trader-

speculator, the pure-specula tor comr1:ines his ,.,isk and ret.uT'n in a ~o/fly 

best suited to his personal preference. 17 

Trader-speculation is, however, not likely to be as influential as 
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pure specuh.tion. This is due to the fact tha~, traders are genera Uy risk 

averters ta a greater degree than are pure speculators and are less likely 

to take a chance leaving their obligations uncovered. Foreign exchange 

opera+ions are ancillary to thair main operation which i5 trade and they 

a""e likely to speculate only \olhen expectations of an over or under vRlua-

tian i8 general ann the eXJ.)ected change in the spot rate large. Trader 

17. The a,.,bitrage supply curve for spot or forward exchange can also 
be derive(l from Tobin 1 s work on the behaviour t01tIards ri::;k ann the smooth 
curve thus derived proyides an alternative to the classical type curve 
discussed in the preceding section. H.G. Grubel derives the supply Cllrve 
for forward exchange based on Tobin in Fo!'ward Exchange. Speculation and 
the International Flo\.l of Cnpital (Stanford: Stanford University Press, 
1966). 
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speculators probably enter the market only after p~ofe~~ion~l specul~tors. 

Their act.ions are, ho",ever, li kely to accentuate existing speculative 

pressures on the premium or diflcount. There is, h01.,rever, one import~nt 

difference: while pure or profeflsional flpeculation does not invohre an 

actual fIm ... of funds, trader speculation does and, thus, can either 

miti~ate or accentuate any existing dr~in on reservef, or, alternatively, 

increase a surplus. 

Exposition of the Speculative Values 

To summarize,the empirical test stems from the hypothesis that 

"durine normal times forward rl1tes should be f3uch thlJt interest arbitrage 

is not profitable and that during times of speculation sizeable profit 

opportunities from arbitrarre should exist.,,18 Normal timefl have been 

defj ned to include periods ,.hen t.he c'overed incentive is "ri thin !. 0.18'1: 

per annum of interest parity. In cases where the net incentive exceeds 

the arbitrafe limi ts so that sizenbJ.e profit opportunHies exist, 

speculation is said to existe 

18. H.G. Grubel tests this hypothesis in "A Hulticountry l·1odel of 
Forward Exchange: Theory, Policy, and Empirical Evidence," Yale Economie 
Essays, Vol. vnI (Spring, 1963), pp. 105-167; he finds the hypothesis 
essentially correct, p. 104 and p. 142. 



AlI points above UU have positive values, p being leRs that le-la -

0.18, and can be taken to represent speculation against the TT.S. dollar. 

T/,e. A/e.l Im:''''t&J'~4 
fu.Jo ... ",s ~nadA 

e 

-p--------------~~~~--------------

1 
·e 

The. Ne.f Inc..t:"I,~c. 

Fauo...... fJ,e U.s. 

Figure 6 - Exposition of the speculative values. 

ef in such Q measure of speculation. Given the interest differential 

the p;reat.er the supply of forward dollars, the r,reate"C' the discount 

compared to the interest differential, and the f"reater the speculative 

value as repre"ented by the vertical distance ef. Tt is assumed that 

variations jn these distances from week to ,..reek rive a reasona1:1e o"'dinal 

"~ .~ 
" 
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measure of the pressure on the U.S. dollar. Ali that our methnd claims 

to say is that if the premillm diverges from the unhedred interest 

differential, spec1llators sales are increasing, the vertical distance ef 

increases and Hith it the pressure on the U.S. dollar also increases; 

if the vertical distance ef decreases, sa th nt the premium cornes closer 

in line with the interest differential forward sales are easing and with 

it the intensity of speculative rressure on the U.S. dollar. Should the 

interest differential be large and the premium small, the demnnd for 

fO!'VTard dollars is lm". The p1"eceding· can also be tnken ta indicate 
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nressure on the n.s. dollar as demand is insufficient to move the nremium '" .-

up ta the interest differential. There is no effort ta link specifie nllmbers 

ta increases or decreases in the speculative values: when th8 distance ef 

increases by one-quarter, speculative pressure, though it h~s increased, 

is not assumed ta have risen proporfionately. lüternatively, any point 

belm.l LL, ~üven by such distances as e 1f1, can represent speculative 

pressure in fllvour of the U.S. dolhl.r or IIp;ainst the Canadinn dollar. AlI 

points belO1tl LL hrwe nep;at.ive values, th8 premium beinr greater than lc-Ia 

-'- O.18~ p.a. 

The introduction of these speculative 'Talues is an attempt to 

sepnrate the influence of speculation on capital movements from those 

induced by interest rntes. The argument maintains thnt the values Ilre 

a rellsonable reflection of speculative pressure for or against the U.S. 

dollar in the Cllnadian foreign exchange m~rket. 

Can the speculative values vary for reasons other than specu1ation? 

Jerome L. 8tein'::; use of ft similar technique is criticized by Arthur B. 
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Laffer who claims that a separation between arbitrage and speculation is 

impossible, that Stein's index can vary si::Jply on t.he basis of a change 

in exports. 19 AS::luming that internat.ional traders hedge in the forei~n 

exchanee Market., an inerease in U.S. exports, for exnmple, couIn. increase 

the demand for forward dollars relative to the volume supplied. A 

::lufficicnt premium on the D.S. onllar is possible, p~Ic-Ia + 0.181" 

even in the absence of speculative p~essure. 

The argument, however, seems to be based on the assumption that 

traders always cover for",'ard; but as '..ras ::lgen eurlier, traders are 

generally expected to have the choice of covcrin~ spot or forvrard 

ciepending on ""hich is cheaper. And an incrense in U.S. exports does not 

me an a unilateral increase in the forward rate: an increase in exports 

tends to increase both the spot nnd the for",rard rate. 

Given the formula for the rremium, rf-r, a ri se in t.he U.S. spot rate, 
-yr-

r, tends to reduce the cast of thp. fonrnrd caver ""hile a rise in rf 

increases it. That an increase in U.S. exports turn the net incentive 

in favour of coverinp.; spot or fOr'v1ard depends on ""hnt proportion the 

forward rate riBes relative to the Rrot. Startin[ from a ~ero net 

incentive position a proportional rise in rf and r wouln. tend to ~lrn 

the differential in favour of the domestic cconomy, encouraging C'lnadian 

trnderB to cover thcir import payments forward, at lenst until the 

increased forward demand eliminates the incentive. Dut the cost of the 

19. J.L. Stein, "International Short-Term Capital Hovements," 
Junerican Economie Review, Vol. LV (Harch, 19(5), pp. 53-59 and A.B. 
Laffer, "International Short-Tarrn Capital HoveMents: Corn:1Emt III", 
American Economie Review, Vol. LVII (June, 1967), p. 557. 
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cover also depends on T'elntive intel'est rates, and on h01.J speculato1"s 

l'eact ta an upl.mrd movement in the spot foreign exchange rate. 20 The 

anS"Ter that an increase in U. S. experts aue;ments the demand fo!' for"Tard 

dollars mo"'e than the demand fa!' spot is by no maans definite. The 

evinence afforded tends to dispreve the variability of onr spec1l1éltive 

vnlues due to a tempoT'ury change in exports. 

Stabili t;{ of SpeculP.t5..on 

Spec1l13tion is sain to sto.bilizir:.g on the; one hand "Ihen the spot 

forei [::n exchflnee rate is ris1ng O'le!' a period of time (due ta clefici ts 

on the com:-::'r,ed Cl1rrent and lonr,-term cnpi tnl nccounts) and speculato!'s 

sell B.S. dollars fOY".lard, thus resif;ting the upHurd movr;' ent in the 

exchange rate; on the other hand, it 12 stabilizinr when the spot 1"nte 

is falline anrl speclJlp:to~s demnnd noll"rs fonmrd. 

Looking at Fig'.lre 7, spcclllBticn "IOuld be stabilillinf' for a r1::e 

in the spot rate if the speculRtive va~les were positive, (locnted 

above UU) and stabiliz:i ne for a r1cclir.e if for the sm:w per::od OUI' 

vaInes were negative (heloi-! the LL boundary) • 

20. The empirical work ShOHCd that on occasions ,.,hen the U.S. spot 
rate was risine; ano the:: values r8vcaled speculative activity, the premium 
tended ta he at a substantüü discount; fo::" spot rate declines it "TaS 
at a prernium. l-foreover, on many occasions laree rnaverr,f:nts in the 
exchanee rate occurrp.d Hi thont cli'iving the pl'er.'lium OT' discount outside 
the al'bitrnee limits we had set. 
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Fif:ure 7 - Location of ob"erv'!tions for stahilizin[" ::tnn 
nestabilj~ine speculntion. 

In the first case fo!' A. rise, speculation c1erivPfi the fOr'-rnrn rate to a 

discount, turning the net incentive in fn.vou!' of the r:omestic econor.ly, 

and set ting in rooUon eql1ilHratinf short-term cr::pital flm"s. In cafie 

t1.ro, for a necline, speculntion nrives the fo!' ... mrd rnte to a premium, 

nga.ir. set i.ing eq1JiUtratine; short-term capi tnl olltfloHfi in motion. 
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The economic exph.nation fo!' the speculator~ action" is the follmoling. 

It \-TaS pointed out in Chapter II ,,,hen a countr.y' s currency depreciates 

(through deficits in :its combinen current rlus lone;-term capital account 
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balances), its products become cheaper in the international market. It 

was arcued thf.lt the growth of exports and the decline of imports for a 

country wi th a balance of payments oefici t ,.,rould eventually correct the 

disequilibrium. There is, hO'Never, a lag in the process from the point 

nt ,.,rhieh the domestic exchl1np;e rl1te deprcciates, i.e., nt ,.,rhich the 

fo?"eirn exehfln~e ,...~te a[lpreciates, and exports exprmo and imports contract 

sufficiently to elhninate the disequilihrium. In thr. mertntjrr.e thpre may 

be 11 henvy àepreci~tUcn (appreciation of foreie;n exchnnfe) b(~fore 

priees can arl,just the bab,nce of ;xlyments. If spec111ators rClllized that 

the diffimllties are only t0mpo~nTy and that the currency will recover, 

there \·10111d 'oe a profit incentive to support the currency \o/hile it is 

extraordinarily cheap, for,' once the nepreciation hlls i ts stirmllative 

effects on exports, the exehange ra te ,.Jill he pn,·tinlly or comr-letely 

reversed. 21 In such a Case (for an excessive depreciation, i.e., excessive 

apprecintion of foreign exchange), the professionnl spec1l1ator has the 

profit incentive to support the dompstic rllte by sel1ing foreif'n exchange 

fo,..."rard I1no purch~t sing i t spot when th(., rate has recovered. 

The e'luilibr~ tinf! Ilrbi tr~lE':e flm.!R occur in the manner in(licated 

earlier. If due to for~·rard sales the [lrerüum is less thnn the interest 

differential in fnvour of the nom'?stic economy, l'rrhitraeeurs \oJill find 

21. James E. Heade, "l'he Fut.ure of Internntional payments," in U.S. 
Conrress <Toint Economic Commi ttee, F'1cto!'s ;\ffectinr.- the United Stl'l. tes 
H'llance of Pavrnents, Part 3, 87th Conrress, 2nd Sess., (Hashinr,ton, D.C.: 
U.S. GovernI:1ent Printing Office, 1962), p. 246 and lISxchA.nee Rate Flexib
ility," Three }'!anks Revie\.J, Ho. 70 (June, 1966), p. 11 •• 



it profitable to move fund8 into Canada. Domestic importers, because 

the cost of the fO!",Tard premium has rallen, Hill be induced to lag 

their payrnents; exporters \.Jill profit b~r leanj nf.:' domestic receipts. 
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At th~ same time borroHer arhitrnp:eurs '·JOuld find i t flrofitable ta 81.ri tch 

financinr: abroad in crder 1.0 cake advrrnta.go of lQ1..!or net intornntional 

borrowinr rate. For a raIl in the spot rate, the rea80ning is analcgous. 

In tr-is manner short-term capital floHs offset tCr.1po"'n.ry rate fluctuations. 

This type of specllhtion woulè tend to rl.isprovr. Fu:rth anc1 Katz' hypothesis. 

Destabilizjnp; Speculation 

Destabilbing speculation, on the other hand, occu:rs when the 

fo"'eign exchrmfe EpOt T'ate i s ri5inr (due to defici tf, on the Cll1"':rent 

plus 10ng-terr.1 capital occounts) ann speclllntors anti.cipating a further 

rise den~~,nd U. S. do11 nrs forward. This type of speclJl~tion i~ inclined 

1.0 rnagn:ify the fh;.ci,11ation of t.h~ exchange rate. '.'Ie:re thi~ the case, 

looldng at Figure 7, thE'! poir,-l~s Houlè hE'! loc~jted in the arp!.l reIo\-! LL. 

Alternatively, \·rhen the spot foreign exchange is falling (due ta surpluses 

on the cambined current plus long-terrn capital accounts) speculation is 

c1estabili:üng if specuIat.oTS seJ.l fOr\.Jard. The forv:ar<1 rnte is thus 

driven ta a discount, p ~ Ic- Ta - 0.18, sa thnt the points are positive, 

i.e., locatcd above HU. 

Summari?:j ne;, for a rise in the foreign exchnnf,e rate spec1.l1flt.ion is 

dest1J.bili:;,ine; if the poids r!.re belO\,] LL (the specubt.jve values having 

a neeativc value), and for a fall is destabi lizing if the points are 

above mr (the speculf:.tive vnlues being positive). In hoth cases f;pecula

tion t '1rns the nrbit"'age ma1"'ein in a wny Sr) that equilibrating cllpi tal 
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flOl.,rs will be thwarted , ... hen the foreign exchanee rate is either rising 

or falling. 

We may question why speculators , ... otllo sen f0r'...rnrd and drive the 

exchnn~e rate bel01:! Hs lonr;-run value since they wilJ be involved with 

considernl::le financir-l.l J.ossos once the excessi"e deprecip..tion cornes to 

an end and the exchange rate reco"ers. Se"eral possible answers present 

themselves. Speculators may have li tt.le m·mreness of ",hen R. currency is 

temporarily excei"'shrely appreci8ted or depreciated. If speculators 

expect a CUrrE-!Dcy to faIl further ",hen j t has already derrecinted 

considernbl.y, they may sell a currf!ncy long aftar i t has fallen sufficiently 

to put the balance of p~l~rmelits into eqllili briur.1 in the long-rune Tao, 

sorne spaculators may sell Il currency e"en thou~h aHare that it. is alr~ady 

belov i ts long-run value beca1J::;e they think: thnt others are going to 

continue ta speculate against it ",hile they thenselves viII he able to 

repurchr:'se the domestic cllrrency befoT'e the rJecTine ends. 22 Thus not 

aU srecu18+ors \orill lMe, but only thoRe sti l1 holr:ing foreign exchnnge 

1.-!hen the depreci ,~.tion of the riomestic c'.lrrency has ended. 

The mechrmism for di::-e'luilit-ratinf, capital flmJS proceeds Rf, follOlvs. 

Let it be slJpposen that the spot fOT'pjgn exchange rate ri;.es h~callse of 

deficits in the combjned current and long-term capitnl account hr'llances. 

22. James E. Heade, "The F'l-+.ure of International Payments," in U.S. 
Cone:ress, Joint Economic Commit tf·e, F'l.ctors .\ffectinp; the United States 
Br,lf:.nce of Pa,vment:=;, Part 3, 87th Con!'ress, 2nd 3e:=;s., (Hashineton, D.C.: 
U.S. G01;ernmpnt Printin[! Office, 1962), pp. 247-1,.8, and "Ex change Rp.te 
Flexibility," Three Banks Review, ~Jo. 70 (June, 1966), pp. 14-16. 



Speculators demancUng foreign exchange forward (or supplying for~·!ard 

clomestic currency) win drive the U.S. dollar to a premium out~ide the 

0.18% rnnrgin. Pure speculation itself i8 not n sufficient condition 

for an outflO1,r of funds or a loss of reserV8S. A pure speculator when 

selling Canadian dollars forward must inevitahly cnncel his position by 

buyinp: dollars on or berore the maturity of his cleal since he does not 

possess any actu8.1 currency. Trader-speculation docs, hO\,rever, involve 

an actual flow of funcls as does arbitrn~e, ancl a premium on the U.S. 

forward dollar tends to turn the net incentive a~ainst the domestic 

econor.1y - p <: lc-Ia - 0.18.2 3 

Under these circumst~.nces interest arbi trareurs will tenri to invest 

their short-term flmds in the U .S. to take advantnfe of the hieher 

relative yield~ induced by the discOlmt. Borrm,rer arbitrageurs Hill 

borr01"r in whatover center the net cost \ms less, Le., they will s",itch 

their borroHing to Crwl-lda and move their funds to the U.S. for payment. 

Leads ancl Ings can Rlso hecome pRrticularly troublesome vrhen there i8 a 

specubtive atta.ck on the currc·mcy. For the Canadian importer the U.S. 
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dollar debt Hould be settled irmnedüttely without risk on the spot exchanfe 

market (avo~.dine: the costly forward cover). Alternl-lti vely the Crm8dian 

ex IJorter will cover his U. S. clollar receipts forward (lag~ine his payments 

on similar considerations) and delayirw the accruing of receipts. 

23. John Spraos stetes in "Speculation, Arbitrage, anrl S~erling," 

Economie Journal, Vol. LXIX (Harch, 1959), p. 9: "In fact it can be 
frtirly srlÎd, that I-lrbi trap;e, not speculation, in the source of drain on 
reserves." 'T'hiR vie\-1 i8 suppo,..ted hy A.E. Jasay in "Forward F.xchanp-e: 
'l'he Case for JntervAntion," Llo'Td';:, Bank Revim", (October, 195~), p~ 41. 
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These opeY'ations reduce the fla", of foreip,n exchanee accY'uines and hasten 

drawines for import paj~ent. 

AlI these various transactions cor~bine ta accelerate the 1088 of 

reserves, addine the loss on the short-terrn account ta the deficits on 

the rest of the balance of payrnents. This is the type of speculntion 

envisaged by Furth and Katz under the cravllin[" peg. 



CHAPTEl{ V 

Ell;PIRICAL INVES'J'IGA'l'IOH 

Data and Sources 

'The <1uestion nOl·! '3.ri~efl ,,,rhich intcrcAt rate or rates are ta be used. 1 

'l'here is 11 wide variety of short-term assets, aIl with diff~rent ~Rtes of 

interest. 'J'hese incl'lde Trensury hi l1s, fovernnent bonds nearin[" maturi ty, 

com!TIercial paper, provincial and !TIunicipnl securitie:~, tr'.lst and mortr-Rf'e 

lORn cO:'lp:my deposi t "!"eceipts or in"estment certificntes, vR"!"ious chRrtered 

bank bearer deposits, deposit receipts, certific~tes of depaait, day to 

day and cnll 1 oans b~T banks, corrorRtionfi and other institutions ,,.,i th 

investnent denlers nnd chartered bank foreign currency swap dero~its. 

'J'here is no sinFrle :int~rest "!"ate on 1"hich arbi trageurs b1l.se their 

decisions ~dven the ,.Jidc assortment of inter est !'ates and instruments 

available. 

As the Cnnndi'ln minus U.S. short-t.erm inter est differential, ,Te, 

hm'lever, ,.Jill use the ninety-r1.RY 'TreRr-:ury bill di fference. First i.t. may 

be useful to ;loint out. some of the limitations of the 1're8.sury bill 

differentiRl as Rn indi~ator of short-term rates. The possibility lies 

in thnt the flo1.)' of funds may be responflive to different rates at. dHferent 

1. 'J'errence ThOMas c0mpares various n1.tes in liA Survey of the 
For',rard F..xehanp'e l'brkct" (ünpublished 11aster 1 s Thesis, Dept. of Economies, 
MeGill UniverRit~. 
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times. Occ~sionally Inn.rket imperfections could give rifle to n.rbitrage 

profit in one direction bet1..reen TreRsury bills, nnd in the opposite 

direction to bnnk deposit accounts. 2 Tt mny be that the differential 

betweon Canadian and U.S. Bill rates are Iesa relevant than the differen-

tial bet1..reen some other rate. The fJm.r of private short-term capital 

may be responsive to differentials on finnnce company paper or commercial 

bank tiT!\e depodts rat'1er than to the 7rea::;ur.y bill differential. Other 

factors, apart from interest rliffûri:ntials, infl'lence the instruments 

which \..rill be negotiated in the money TnR.rket. Sorne of these factor::; nre 

term, credit, risk, character, and th~~ require!:lents of lenciers nnn 

borrm.lers. It i8, t:,erefore, extremely dif'ficult to knml ' .... hich int.erest 
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rate differentinl i8 re~ponsible for any riven capital flow. Nevertheless, 

the use of the 1'ren8ury hill comparison o+'fers sorne i:nportant ndvantages. 

In spite of the large number of private instruments available, the bill 

rate is for internationnl cornpnri8on probably the best indicator of money 

market T''ltefl in the t1t10 financial centers. 3 This is sn even though 

intern'1tion~ü flm.Js n.re not chiefly in 1'rensury bills. In fact, foreign 

holdines outfltnnning of C'lDarlian Treasury bills have d\ündled subst':lntially 

durinr the nineteen-sixties. 4 Nevertheless, domesti8ally Treasury bills 

2. ~T. Sp-aos, "Speculntion,Arbitrage, ann Sterling,1I Economic 
.Tournal, Vol. LXJX (Hnrch, 1959), p. 5. 

3. Samuel 1. Kntz, "Yielà. Differenti;:üs in Treasury Bills, 1959-
1Q6L..," Fec1ernl R,:serve Bulletin, (October, 1Q64), p. 1242. 

4. This serves DS an inciicr:lti n n that Can~l(Han Treasury bU ls have 
nnt offerp-n cOr.1tJetitive yields, the vobune of tran8actir)DS hy U.S. 
residents in Cannciinn Tre~sury bj Ils droppi'1f: from a m"nt}~ly nverflp:e of 
about ~O-~illion in 1962 to nbout 20-million in the mi~-sixties and 1n
milJ.ion in 1969. For more det.ail see Dominion Bureau of St.·ltistics, 
Sales nnn Purchases of beb..reen C'1nadn anr1 other Countries, 1960-1°70. 
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are traded 8.ctively in substantial volume each day am'! their rate is 

probably the most ... Tidely quoted of all rates. They are a~sets of minimum 

risk, T)oth in Canada and the United States. Horeover, ratel' on short-term 

private instruments ten(1 ta move ,üth chanpes in the Treasury bill rates. 5 

The main data for the sIJeculative values h:we been taken from various 

issues of the United States Federal Reserve Bulletin. U.S. Treasury bill 

rates represent market offer rates in New York for 91-day bills. Hates 

are those for 11 a.m. Thursday, January 1962-December 27, 1962, and there-

after 11 a. m. Friday. Canadian Treasury bill rat,es nre those quoted 

for the 91-day bills; avernp,e Thursda:r tender January 1q62 - December 27, 

1962, and Friday 11 a.m. market offer rates JamH1ry IL, 1963 t.o the present.. 

Yields on Canadian and U.S. Treal'ury bills a~e not strictly cOr.1p8.rable 

as quoted in ench country. Ca:1adian rates a .... e quoted on a true yield 

b~lsis and for Il 365-day year, whUe U.S. BiJ.1s are quoted on a 360-day 

basis. In the dl1ta used, Canadian BillR are adjllsted to the U.S. 

quot.ation tasis, thus m3king a better cOr.lparison of the yields pos:'lible. 

The three month premium or dif;c'"lunt is also t,I;ken frl'"1m the Federal 

Heserve Bulletin, but in the Bulletin each is p;iven as a !lremi'lm or 

discount on the Camdil1n dolb.r, in !ler cent per annllm in the Ne\-! York 

foreign exchl1nge m~rket. The formull1 for the diRcount or premillm in per 

cent per Ilnnum is(rf-r) x 4. 'l'houfh rf :lOn r may differ somewhat in the 
r 

U. S. and Ca.nadÎl'm markets, they are kept app-roximA.tely eqnal b:r exchanf"e 

5. Samuel 1. Katz, lIYield DifferentiaIs in 'T'ren.sury Bills, 1C:59-
1964," Fedel";:l Hese-rve Bulletin, (October, 1964), p. 1243; Jerome L. 
Stein, lIInterna.tional Short-'l'erm C'iIJital Movements," American Economie 
RevieH, Vol. LV (Harch, 1965), p. 58. 
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arbitrage. The pTemiurn or discount on t.he forward Canadian dollar (or 

fo:r'..Jard U.S. dolhl.r) in New York, therefore, approximately equals the 

premium or di.scount on the fo:rwll!'d Canndi'ln dollar (01" for'·la:'"d U. S. dollar) 

in Canana. P:remiums OT' niscounts arc those rlt noon on ThuT'sdn..:' for the 

pp.rion January 2, 1962-December 27, 1962, at noon on Friday for the pcriod 

Jllnuary 4, 196J-December 27, 1963, and nt 11 a.m. on Friday thereafter. 

The data for U.S. spot rates (in terms of the Crlnarlian dollnr) WIlS 

kindly supplied by thp. Foreirn F..xehanee Depllrtment of the Hoyal Bnnk of 

C~n~da and represent clo~in~ rates on FridllYs, 

Procedure 

Applyinp" the technique describ8n in the previons chapter, the 

combination of le-la Iln~ r WIlS calculntec1. For somewhat le~~ than half 

,.·!ithin ±. 0.18 per cent innicatinl! thr-lt supply ',P1S snffiéient to eqllate 

demanr1 at t.he :. n.1:-1q' Der annum mfl'!"€!ins. Out of Il total of 3°9 weekly 

observ~tions, on 159 wecks, or about 40 per cent of the time, the pojnts 

' ..... ere \.Jithing t.he margins. The calclllations revenled speclllrltive Ilctivity 

for the remaining 240 weekly observations or for approximately 60 per cent 

of the time. 6 

6. Possibly, the market may not rcspond instnntnneously ta changes 
in the net incentive so that the speculative va~lAR contain e~fects of 
temporary r1isequilibrium. The continuity and length of most speculative 
perions, hmrever, makes i t unlikely that the values represent for the 
most pllrt tempora .... y diseqllilibrium rather than speculation. 



Fourteen periods when the speculative values were olltside the 

arbitrage ml1rf,ins will now be discussed. These are: 

Hay 11,1962 - August 10, 1962 (14 weeks) 

August 24, 1962 - July 5, 1963 (?5 " ) 

February 23, 1964 - July 31, 1964 

December 31, 1964 - February 26, 1965 

Hay 28, 1965 - July 23,1965 
h 

Sentcmber 10, 1965 - Hm"ch 11, 196~ 

Harch 25, 1966 - .JuJ.y 8, 1966 

HO'lemher 25: 1966 - February 24, 1967 

Nay 12, 1967 - June 23, 1967 

.Tuly 7, 1967 - lJov!.,rnber ':>./,' 1967 

Decemb0r 1, 1967 - March 15, 1968 

April 19, 1968 - June 21, 1068 

(22 

( ~ 

( 9 

(27 

( 12 

(13 

( 7 

(21 

( ° 
( 8 

(?6 

" 

" 

" 

" 
" 

" 

" 
" 

" 

" 
" 

Fe bruary 21, 1969 - ~!overn ber 21, 1969 (30 " 

) 

) 

) 

) 

) 

) 
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The s1!ecula ti ve vr>J_ues for thp Ge ,!Jcrion s D.:r-e plotted in FigLIre 22 (page 1;:>0) 

r-lS w(~ll Hf\ the corresponding spot rA.te8. 

~':e ",i.ll rUvine the A.r:Qve cr-tses into b.ro parts: rt) those occasions 

" .. hen [] chnn["e in parity \-ms anticipnten; r..~d b) other Cllses 1,rhen the v::ülles 

',-rere oub~ide the a:r-bi trafe m~trp:ins but no chan,!?,e in f'l1ri ty was expected. 

~,Je will bei"'in bv lookinr: nt the first nnrt ",hich embrace;.: t,JO crh;is 
:..;,,~. .. 

periods, NH.y 11, 1962 - :'l.urust 10, 1962, m1d December 1, 1967 - Harch 15, 1968. 
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l1ay11; J 962 - August 10, 1962. 

This period includes a serious speculative attack on t.he Canadian 

dollar. Deficits had exceeded the capit.al infl01.J on lone-term forms 

each year follo 1 . .Jing 1956 and there prevailed a general feeling that the 

Canadian dollar was overvalued.7 Carital movement.s in long--term forms 

continued ta contrnct during 1961 from $443-million in the first quarter 

of 1961 to ~24-million in the first quarter of 1962, ",hereas in the second 

qua.,..ter they turned ouh.raT'ds. 8 'rhere was also an enlargement of the current 

account deficit from $62-million in the third q1larter of 1961 to ~272-

mi llion in the faurth C:1Ul.rter ann $33J-million ann $362-mi llion in the 

first and second quarter of 1962 respectively. Accordinp: to Canadian 

Gov-ernment aut.horities the im!Tlediate difficultics in the second quarter 

of 1962 1,!ere precipltated by the drying up of the net capital inflow. 

On H:=ty 2, the government announced that the international vRlue 

of the Canndi:l.n dollar wouln he st·ahUj zed at 92.5 cents in terms of 

TT.S. cllrrency, Le., 1n3.1()8 in terms of the Canadian dol1ar. ltlith the 

stabili.zation of the exchange rate the decline in reserves abated 

ter.Jpornrily. In Table 1, the values revealp.d speculqtive activity 

soon after the inception of the fixed exchange rate system. 

7. Dominion Bureau of 8tatistics, Quarterly Estimates of the 
Canndian B,Üance of International Pa,ments, Second Quarter of 1962, p. 6. 

B. AlI qu~rterly data on the Cnnanian balance of payments have been 
tnken from the Dominion Bu:re~'..l of Stntistics, Quarterly Estimntcs of the 
C'!nG.djan Ba1p,nce of Jn~,ernationa.l Pavments, 1962-1970. 
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'l'ABLE 1 

SPECULATIVE PERlOD: MAY 11, 1962 - AUGUST ~o, 1962 

Dates Specu- Chanp;e in U.S.Do11ar Chanee in Trensury Premium Net incentive 
lative Specu- Spot Rnte Tl. S. Dollnr Bill or dis- in favour of 
Values lative Spot Rate Differen- count on Canada 

Values tial in the U.S. 
favour of Dollar 
Canada 

Hay 11 0.05 +0.05 10B.J1 +0.31 0.53 0.30 0.2.3 
18 0.23 -0.13 1()3.·O,1 +0.50 0.61 0.20 0.41 
25 0.22 -0.01 108.97 +0.16 0.74 0.34 ("l. L,O 

June 1 0.33 +0.11 109.00 +0.03 0.78 0.27 0.51 
S 0.13 -0.15 109.00 0.00 0.90 0.54 ("l.36 

15 0 • .37 +0.19 109.00 0.00 1 .15 0.61 0.54 
22 0.01 -0.36 108.97 -0.03 2.09 1.90 0.19 
29 0.57 +0.56 108.19 -0.78 2.50 1.75 0.75 

July 6 0.26 -0.31 107.97 -0.22 2.39 1.95 0.44 
13 0.19 -0.07 187.88 -0.09 2.39 2.02 0.37 
20 0.21 +0.02 1~>7 • SL.. -0.04 2 .L~ 1 2.02 0.39 
27 0.11 -0.10 107.88 +0.04 2.44 2.15 0.29 

Aup;. 3 0.37 +0.26 11)7.73 -0.10 2.L. 3 1.S8 n.55 
10 0.34 -0.0/ ... 107.S1 -+0.03 2.30 1.78 0.52 

-0.3i. -0.06 

For the durntion of the crisis, the speculative values are positive, 

p< lc-In - 0.18, indicntine t.hnt speculation '.rI3.S stn.bilizinp;. Durinf': a 

pcriod ",hen the 1J. S. spot. rate 1:''1R stre~e1ing speculn t.ors 1·1ere resist.ing 

a further ',.,reakeninf, in expectation of a recovery in the rate. This is, 

at first glnnce l,.,rhat reslllts show. 

In Hay, speculators m3.'y still hlwe expected the rate to recover. 

Artel'" the stabilization of the exchange rate, the dp.cline in reserves did 

abate ternporarily. In .Tune, however, \-Then the si tuati on def,C'riorated, 

pa::nticula'l"ly dnrin[" the scconil and third week, the central hanJ.: i ntervened 

in the market in a forceful ltTny. In this case our speculative values 
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prohably ceRRe to he goon innicn:tors of \.,rhnt the ::mrket expects. As the 

scatter dia~rmn phm.rs, (Fit:.ure 8) the v~llles remüted from changes in 

bath the interest Oiffercntinl Ronn the p"'emium. On June 1, the Canadian 

~rensllry bi 11 rd,A \Jas rLlised subsbntinlly from a 0.78 per cent differ-

ential in favour of C<i.TIn.nn., to 1.15 per cent on June 15, 2.09 per cent on 

June 22, and 2.50 per cent on June ~9. This 1,T'18 clone consciously to 

exceed the premium on the U. S. dollar 1,1hich had become very large, nnd 

helpen to keep the values :,osit.ive. Furtherrno"'e, thp. P'mk of Cnnada, 

entered the for:mrn foreip,n exchanp;e market Hi th "ales. Its commi tmrmts 

ta deliver fo"""arrl LI.S. dCîllnr" 1'l.rA riven in 'T'al,IA 2. 

TM3LE 2 

EXCHMJGE FiJIlD AccnlJ~}T FOiF.'ARD CGl·1HIT~lENT8TO D:<.;LIVEfi 
lJ • S. DOLLAltS: HALeR - SEPT El·mTJ-t, 1962 

Hnrch 
.. ~pril 
Hay 
June 
July 
A1lgust 
8~ptember 

Sou::",ce: B'lnl: of Canndn, Stntistical Supolement, 1967. 

(in millions) 

1 .. 5 
50.9 

103.4 
255.3 
213.9 
114.6 
11.8 

Hi th the eX]1ectntion of a devaluatian thpre 1·1118 11 for1.rard demand 

for U.S. dollnrs. DurinP' June, a subst::mtial premium appenred on the U.S. 

S90t 0011111" l,!hich T'cachen 109.09, close to Hs upper spot limit of 1()Q.11. 

It \.,raR hoped that fOJ"'...rard Rn 1 es \.,rould exert a fnvour'ihle influence on 

speculators expectntions 'lnG insert sorne confidence into the market. 



Following June 15, the spot rate bef"an ta recaver and rose ta 1;18.97 on 

June 22, and drar:l1'l.ticnlly ta 10'~.19 on Jlme 29. By J'lly 6, the U.S. 

dollar had slipped beI01" j ts pnr value. 

Through thifl eombj n.rltion of int''èrest rate po licy :md the 8~le of 

fO:!"I,H1rd U. S. dolbrs the i nterest di!'ferential orl J-month Treasury bills 

"ms Hidened so ar; to ey.ceed the pre;niur:1 on the fOT'unrd do Ibr. hy ar; 17111ch 

as 0.751 pel" annum in .Tune. 'T'hus n continuinf" ir.centive Wl.S offered ta 

U.S. residents to move funds to C:lnada, nt least on '1'reas11ry bills. In 

spite of the: specuhU ve out flo.!, sorne Cnnadinn dollar holdinf,s by non

..... esidents nctllally rose, r8flectinp;, IJ sub~,tantial increl1se in purchnses 

of Canadian Trensury bills and in sorne deposits. 

Hi thout the lar!!!'.! ri8e in int.erest rates rlna far· .. Jard sllles, the 

p1"emillm on the IJ.S. dall~lr '·TOuld pro hably hr:ve exceeded the int.erest 

diffcrenti~l, indicating destabilizing speculation. Accordinf,ly, the 
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Bank of Canada provided 1'l. suppl:v of fOTVmrd forp.ign exchange 1.,rhich Hould 

not hr-Jve becn o+,hcnJif(> fort.hcor:1inr frc)I1 the T'i:~rket. Here thp. spectlbti ve 

val11(,;s p1"O 1:\'1 b2.y do nat. [:i ve ail 8CC1J'Y'ate readinf" of th~ mrcrkets 1 

expedntion". They inc1icnte that :::peculntion '\-JaS sbb~li7.inr during the 

sp.concl C;llnrts1"; ir. fact, ri grent speculrd,ive outflo1.! occurred. 

81Jt our speclll~,tive vnlw's '·!ore destarilizinrr after the n.s. dollar 

fell beloH its ;)"11" vaIlle early in .July. Government support for the 

Canrtrli6.n dolJ.r:r on the fonmrd r.13r]{et continued 'Jp to August ",!hile 

int0rest rate:s remained abno:!"mally hif,h till FO'lernber 9. The values 

rer.1t'-Îrled positive in f~pite of thp. procressive 1·reakening oi' the U.S. dollar. 

Bett,.!p.en July 1 J Rlld AUf"ust 10, there was a general decline in the flpot 

rate ' .... i tll t,,·o troughs ir: this decline. Durinc: each trouf-h t.he speculative 

values tended to increase and moved in a '.ray ta accentuate t.he decline in 

the ex change rate. 
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The net incentive continued to favour Cannda by as mueh as 0.55% 

per annum in Au["ust. Durinp; July, AUfust a~d September the flows 

revcrsed thernselves and a lnrge inflow of npp~oximately one-half 

billion dollars, primarily i~ the forrn of bank b~lances, took place. 

80mpnring the changes in the speculative values 1"i th those of the 

spot rate is ceain of limited use ~le to the preponderant inf~lp.nce of 

central tank policy on U-:e hro variables involved: the unhedged 

TrH3sury bill rliffcrential ~nd the ~remium. Nevertheless, considerine 

the period ar; ~ '.o1hole, out of 15 observcd chnnges behlp.('m l·hy 11 Rnd 

Au['"ust 10, the cl-Jrmg9s coincided for 6 weev.ly observ~tionfl, o.n(1 Here 

oPJJosi te durinG r. other!~. The speculative wÜ~.:.es chf.lnged in 8. staH lir.ing 

. 9 way only about 40~ of the tlme. 

9. Tt is difficlllt to intcrpret exactly '...rhen thore is R ch~mgc in 
the s;.;eculd,ive v,iluc!:' but the spot "rate doer, not change for the s':r:le 
period. In tU.s C:lf'e hoth rntcf' BT'P' ïJl)t clearJ.y of the sarne or opposite 
[':;jEn. Ta solve this dif'ficnlty, when chnnges jn the spec'üéltive values 
rU) cO!TIlv;'T'ed to previ011~1 chances in th", spot rntp. or thosc immedintely 
foI101.Jing, secl1ecl tu rnpresent (1 contirminp: treno, i hey '·,ere considered 
m~ beinf.'" of the same sien or st'; biliz.ine;. Othen.,rise, i hey 1:lere c(m!~idered 
as havin!? the opposite sign or heing destab:i.J.i:d ne. P,;:rhaps this can 
hefJ"t l'e r,ho'.;n b:,r the follo,·ril'}F. nmnerical eX."l.rnple. 

SOr.18 siens (or stabilizjne; chanfes) Opposite sign (or destabili ?ir.e changes) 
-f)."11 -0.03 +0."11 +0.1; 
-0.05 0.00 -0."15 0.00 

or or 
-0.05 0.00 -0.05 0.00 
-0.11 -0.03 +0.11 "'-0.03 
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Due to sorne of the uncertninties rni~ed hy centrnl bnnk irltervention 

on the speculative values, the analysis will be supplemented by lookinr nt 

the nctual flO'."s f):fj fllnds. To nid us in our investig.<l tion '~'e \-lill use a 

technique employed by Paul v.'onnacott ann ,snmuel Kfltz. 1 0 The halance of 

paynents a~ reported is an account1.r.r identity. Tt consists of the 

current account balance, here callen C, the long-terrn capitr-tl aCC0'lmt 

ba.lnnce, L, the short-term capi tnl ac(!ount balance, Y, nnn thc nct chanpe 

in official reserves, R. 

y + C + L + R ~ 0 

'T'he difference 1-·,ct'v.'een the short-term capitnl ha.lance, Y, and the sum of 

the current plus lonr-term C~]rütal account ralllnce, C+Y, if; the c:''lnf.:e in 

reserves. If C-+L anc1 Y hnve opponite si~ns, the chanp;e in official 

reserves is "'eciuced, 8.nil short~term cnp~.t al movc:ments are eqllili brating. 

If C+L nnn Y have the snme sign, the chnnr;e il; official reserver- 1.s jncreased 

nnn short-ter:1 cnpitnl flm.fs are d1.seqllilib"'ating. 11 (Under flexible exchange 

rll-:'es the focrü point of the' nnfi.lysis of crplilibratinr: or nü"en..uili hratinf 

mover.~ents in the baJ.rmce of pnymr.nts ':'oulo shi ft f:rOM ch!Jnrres in the 

exchange rp.serves to movemcnts of the p.y.chanfe rnte). 12 

10. Paul Honnacott, 'J'hp. Canadian Dollar: 1948-1962 ('T'oronto: 
University of Toronto Press, 1965), pp. 62-81 ann 170-179; Samuel 1. Katz, 
T'HO Apnronches to the Exchnnre R~' te Problem: The United Kine-dom nnd C'mnda, 
Essays in Internationnl Finance, No. 26 (Princeton, New JArsey: Princeton 
Univ(~rsH'y Ini·ernntionnJ Pinar.ce Section, Aurust, 1956), p. 9. 

11. A dis~ldvantap;e of the technique i8 thnt i t employs qi~R.rterly data. 
~le· do not knO\J hm·] the flm·]s brenk nown vi thin the quarter. Flows occurinr, 
nt the enr'] of a ~llnrter r.iay "l"'p.vprse the preceding flO'.-18 And thllS obscure 
th", rc:suHs of the elldier perion. J.1o!'eover, the technic1ue does not pcrmi t 
a detn"iled exa.r,"lination of the effActs of short-tm"'rn cnpital flows on the 
exchange rate. Forward transactions are not included and there is no 
specific '.·IIlY of exanininr.r the eff~cts of speculation on the exchanrc rate 
rmd thp. flOi.! of funds. 

12. Paul Honnacott, The CanadiHn ])01] .... ""': 1948-1962 (Toronto: 
Univer~ity of Tor0nto Press, 1965), pp. 170-171. 
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If one considers the ~ehaviour of Rhort-term caritai fI01,Ts ouring 

both the secono and third quarters, the fIOi"s are destnbilizinf':. There 

",as a s hort-term outfiow of $:2L.9-mi Ilion added to a co:nbined cU""rent and 

Ione:-terrn capitnl nccount dE'ficit of $3i)5-rn:illion in the flecond quarter. 

In the thi rd quarter thAre 1,Ias a m~rked irr.pr'wpment on both the c1'1ri tai 

ano current aCCOllnt b'll:1.nce ·..,rith n surpllls of 212-mil1ion. J\.dded to this 

"JaS Pl s1/.Iin~ back of close ta one-hnlf bil] ion do11 "rs, as C':n';rlüms 

rep.'ltria'led funds mO'Jeo fi broad dllrinrr th.., previous quarter ta mllke 1'1 total 

surplus ap;>roaching *:700-ni llion. C~!nadians themselvns were Inrgely 

"y'es}Jonsible for th~ ppeculative flO\.!R of short-term capital in both 

c;,uarters. "It seem~ clenr from the anlüy8i~ of the cbtl'1 avaiIRhle that a 

major part of th8 rnovement both from C~lnada in the second qunrter, and to 

i t in the third quarter representerl the rnovement of Cannrlian cp..pital." 13 

The lar(!p.st p'1rt of thir-: flm" consi sted of shifts in 'bank balances. 

December 1, 196'7-î·hrch 15, 196R. 

J\. serious foreign exchanp;e cri~is occurred also in 1968. Poth 

internation~1 ano èOr.1estic rievelopments contrihuted to the strains on the 

c"marlinn dollar early in the yeaY'. Thf'se included: 

1. uneasj ness in international fj nnnci.nl cirr.le" over c1Jrrencies 

genp"'olly fo:1.10'."inr: the ctev~,luation of sterlinp; in l':ovemher of 1967; 

2. concern ~hout the internntional finHnc~al system fiving ri se to 

extrp.mely large sr'eculative pu"'chnses of fold in free mnrkets of the world; 

3. uncertainty from defeat in the Rouse of Conmonf' of a tnx measure; 

13. DOMinion I3urBau of StnUstics, ~rterly Estimntes of the 
Canadinn Balance of International Favrnents. Third Quarter of 1962, p. 7 • 
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4. di~cussion of foreign ownership of Canadian industry prompted by 

the release of the \o,'rl.tkins Task Force; 

5. of more i'ilmediate and p;reater significnnce still, the announce-

ment on January 1, 1968 by the President of the United Sk,tes of controls 

over crrpi tal flm!s desip,'nB.ted to improve the country' s balance of 

payments pORition. 14 

'l'he values revealecl spec111ative activity from Decemher 1, 1967 to 

January 19, 1968 and for the week of Harch 14. 

TABLE :3 

SPECULATIVE PErDOD: DF,CEHPER 1, 1967 - j'LûWH 15, 1968 

Dl1tes Specu- ChRnee in U. s. Dol] al' Change in Treasury Premi1lr.l Net Incentive 
lnt.ive Specu- Snot Rate 1). S. Dollar Bill or dis- in fllvour of 
V':lues lative Spot Fi.:lte Differen- count on Canacla 

Vrllues tial in the D.S. 
favour of dollar 
Cannda 

Dec. 1 0.05 +o.os 108.06 +0.12 0.40 0.17 0.23 
8 0.06 +0.01 108.03 -0.03 0.56 00 32 O.2L. 

15 0.03 -0.03 108.09 +0.06 0.71 0.50 0.21 
22 0.26 +0.23 108.09 0.00 0.92 0.L..8 0.L..4 
29 0.17 -0.09 108.06 -0.03 0.84 0.L..9 0.35 

Jan. 5 0 • .34 .0.17 103.22 +0.16 0.84 0.32 0.52 
12 -0.03 -0.37 108.1.7 +0.25 0.64 0.85 -0.21 
19 -0.92 -0.89 109.00 +0.53 0.64 1.74 -1.10 
26 +0.92 108.62 -0.38 1.21 1.30 -0.09 

Feb. 2 108.75 +0.13 1.34 1.20 0.14 
9 108.72 -0.03 1.39 1.46 -9.07 

16 108.75 +0.03 1.47 1.28 0.19 
23 108.75 0.00 1.58 1 .1..1 0.17 

Hal'. 1 10P.?5 0.00 1.60 1.50 0.10 
8 108.63 -0.12 1.55 1.62 -('l.07 

15 -0.89 -0.89 108.63 0.00 1.32 2.39 -1.07 
+0.29 -0.L..1 

1L... Dominion Bureau of St<ltistics, Qua'l"terly 8stirnl1tes of the C~madian 
Balance of International P'1'.rments, First ~~arter of 1968, p. 13; Bank of 
Canada, Annual Re20rt of the Governor ta the l'l:i.nister of Finance! 1968, pp. 35-37. 
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Following the we9.kening of the Canndian dollar, speculation showed up 11S 

stabilizing, the positive vl'l.lues, p< Tc-la - 0.18, incliCl'l.tinf" that until 

January 12, 196R specubtors were resist,inf" the upward movement of the 

D.S. dollar by farward s"tles. During the succeeding hm ,,,reeks, J:'lnuary 12 

and 19, s:)eculation praved ta he destabil.i zinp; as indicated by the negative 

values. This caincided with a large rise in the D.S. spot rate from 

10R.22 cents in Jl'l.nllary 5, ta 108.4? cents on January 12, a chanfe oC 

0.25 cents; ta 109.00 cents on January 19, a change of 0.53 cents. There 

iF a corres!J0ndinf. change in the speculative value from 0.34 in favour 

of the Canadian dollar te 0.03 against it on January 12, a chanfe of-O.;'?; 

to-O.92 aET,ainst in on January 19, a chanp;e of -O.89-indic11t.inf': a sHing 

frorn supportive speculative Corward purchases of Crmadian dollars, 1. e., 

s,'3,10 s of U. S. f or\-!ard, to a heav;r de st.1'! bi li z ine- sa le 0 f Cllmldian for1.rard, 

i.e., purchases of n.s. Cor"lard, durinf, this tHO "leek periode This is 

corroberated by Ilvailable inf0rmation. Accorning ta the :))rninion B'lreau 

of Statistics, "abnormally InrR8 sales of C'mncHan dollars occul'red in 

the foreip;n exchllnge rnarketsin thp second and third veek8 of January."15 

These ahnormal SRles occurred despite the faet thllt under t.he n.s. 

fuidèIin<:!s announeed on Janllary 1, Canada '·muld rema:i.n in a preCerred 

pas i U.on and spee"Lal reco§':ni tion "muId be ei ven to the close Economie 

relationship thllt existcd with the U.S. The situation Has indeen ::;erious 

and on January 21, fallowinf diRcusRion witt Canadinn officiaIs, the D.S. 

Secretary of the 'i'rensury, Henry H. Fowler, attempted to allay fears by 

15. Dominion B'_lreau of Statistics, Quarterly Estimates of the Canadian 
Balance of Int,ernational Payments, Fi'!"st Qua.rter of 1968, p. 13. 
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announcing that the new 1!nited States prorram Has not intenoed to 

produce abnormRl trl'tn:"fers from Cnneoa ta the fT.S. by CanRdian 

subsidiaries of Amel.'ican corporations and that it left raom for large 

flows of cfipi tnl to C'lnacla. 

As in 1962, the central brmk intervened forcefully by orarnl1tically 

increasing the interest rRte on lr,,"~asury bills I1nd forward F;ales of 

foreign exchnnge. In spite of the faet thnt the observations vere within 

the arbitrage limitA nfter January 19 (Harch 15 excerJted), market 

speculation probably persisted. Ar.. the p""emiumfl on the U.S. dolbr beccnne 

laree, the central bank rnised interest rates sufficiently ta offset 

the premillm on most occ1'lsions. On J anuary 26, the Treasury hi 1.1 rate 

was rnised ta create an unhedgerl differential of 1.21% in fgVrnlr of CnnAda; 

tlüs reached 1.60n; on j·hrch 1. Exeh;mge fund fonrard sales '''ere also large. 

TABLE 4 

EXCHANGE FlTHlJ ACCOUHT FOH1:JARD COnjvUTl'-ŒJJ'!'S '1'0 
DEL JV.ElL U. S. f)nLLAHS: J ûEJi,FtY - J:JLY, 1968 

(in 

January 

February 

~1A.rch 

April 

May 

June 

.Tul;! 

millions) 

46.4 

274.3 

45i, .5 

328.0 

222.6 

76.3 

33.2 

Source: Bank of Canl1cb, Annual H"nort of the Exchanfe Flmd Account, 1968. 
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These sales reached as high as $4~4.5-million in March and $32R.O-million 

in April. They supplemented thp. raisinv, of short-term rRtes bep;inning 

the week of January 26, and helped maintain our observRtions within the 

±.0.18'lb limits. 

The crisis lasted until the middle of lbrch. On Harch 7, after 

further discussions with U.S. officiaIs, the U.S. undertook to exempt 

Canada complp.tely from an U.S. balance of ps.yments measures affectinf 

capital flows ndministered by thp. Dep~rtment of Commerce and the Federal 

Heserve System. Fol1o'vline this date, the drRin on Canada's foreign 

exchRnee re,sp.rves slm.Ted dO\om. Nevertheless, durinp; the week endinp; 

Harch 14, our speclJlative values revealed nbnorrnally larp;e destabilizing 

purchases of U.S. forward exehange. In spite of an unhedf"ed <iifferential 

of 1.32~ in favaur of Canada, thp. premium on the U.S. dollar rose sharply 

from 1.62% on r-Tarch 8 t.o its penk level for the entire period-2.39% 

I1nct dropped back to 1.670{. thp. fol10\0lins 1-leek. The flpOt ratp. rp.rnained 

unchang:ed at 108.(J'3 beb,reen t.he 8th and the 1~t.h of lvlnrch. On M'1reh 1'7, 

the Eank of Canada's reciprocal credit facility with the Federal ReRerve 

System "lafl raÏfled by U.S. $250-mi11ion to U.S. $1000-million. The bank 

rate was likewise raised Again from 7 to 7.5 per cent. Confidence in 
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the whole interr.ational monetary system wns bolstered when on Horeh 17 a 

two tier system of pdcinf F,old was introduced to haIt the tlrain on gold 

reserves caused by sales in free mftT'kets. After l'-!nTch 17, the U .S. spot 

rate droppen markedly by 0.41 cent.s ta 103.22 or. Hareh 22, and by April 11, 

it fell belo"T its par value. The drain on reserves stopped and began to 

increase aeain durine t.he second half of Harch. Comparing t.he changes in 

the speculative values with the mover:Jent.s in the spot rate for the period 
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December 1,1967 ta Harch 15, 1968~ the vnlues did not change in a 

stabilizing way. In on1y 2 out of the 10 weeks which rep;i.stered speculative 

activity or 20 per cent of the time did the changes coincide in a 

st~biliz:i nr: '·IRy. This too can 11e seen from Figure 23 (page 1 :<3) where 

the cr.rmges in the two rates have been p1otted. Looking at acbJal flows, 

destabilizinE ouh'ard movemel'!ts of short-term capit.nl took place in a 

large scale during the first quarter of the year. A short-term capitRl 

outfJm.r of $706-million agfT':wl1ted fi rlefici t of :B5g-million on the 

combined current plus c::JTJital account balance. 'J'he 108;::e;:: in reserves 

in th if; qunrter ','ere very heavy-~t765-million. 

The composition of the c~ritHl outflow in the first ~larter of 196R 

contrasted sharply with thnt of the second and third quarters of 1962. 

The Qutflow in bank babnces in 1968 conf1Ïsted on1y of ~1(lO-million out 

of 1706-million while t.hRse balances predomjnated in the ffiltf10w of $2L9-

million in the second qU.'1rter of 1Q6? Rnn in the reverse inflow of 

$L..7L..-milJion in the third quarter. Host ir.l!l0rtnnt in 196~ ',ms a short-

t erm account 10lhich included chanFes in loans and accounts recei'mble and 

payable, and also ri balancin~ item representinf. the difference between 

direct meAsurements of cl1rrent. ann capital acr.mmts. 16 'J'he rmtf10w on 

this account was $509-million. Borro"rer arbitra~e, and 1eA.os A.no IrlfS in 

payments ',lere thllS probRbly very important in the outfJ.O"T, much morA so 

th'1n durin[! the 1962 crises ",hen this acconnt remained small. 

16. Dominion Bureau of Statistics, Quarterl! Estimf:ltes of the C'lnl1oian 
PalQnce of International Pl1yments, First Quarter of 196R: p. 12. 
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The first portion exnminen perions when ft chnnee in pRrity was 

anticipRted. This section enconpa:=;se:=; pe:riods when our values revealed 

speculative activi ty but no change in pari ty \.ra:=; anticipaten; i t includes 

an examin~',tion of 12 esses. 

August ;Y4-, 1962 

February 28, 1964 

July 5, 1963 

J'..üy .31, 1964 

December 31, 1Q64 - }<'ebruary 26,1965 

Hay 28, 1965 

September 10, 1965 

t·1nrch 25, 1966 

November 25, 1966 

Hay 12, 1967 

July 7, 1967 

Apr il 19, 1968 

July 12, 1963 

February 21, 1969 

AUfl1st 21" 1962 

July 23, 1965 

Harch 11, 1965 

July 8, 1966 

Fe bruA l'y '2l, 1967 

June 23, 1967 

Novemher 24, 1967 

.Tune 21, 196R 

Janurlry 3, 1969 

Novcmbor 21, 1969 

J111y 5, 1963 

(25 weeks) 

(22 " 
8 " ) 

9 " ) 

(27 " 
( 12 " ) 

(13 " ) 

( 7 " ) 

(21 " ) 

( R " ) 

(26 " ) 

(39 " ) 

For this pe-rjod the s:,p.cuhtive values nre positive, p( Ic-Ia-O.18, 

in spi te of thp. fact thnt the U. S. spot T'nte WRS continuously belm·, i t.s 

par value for t:rle whoJe periode Though speculation wns intermittent, 

it lasted fer thp. en~i:re pe:rjod durinff which the spot ratc remained below 

its pnr v'llèle ann i t ce~.sed as soon as the :=;pot l'Rte T'ose again i ts par 

&lring the Middle of July, 1q63. 
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As the scatter diagram, (Fip;ure 10), shows the v~üues resulted from 

bath chllnges in the prend.ura and the interest differential. The specula-

tive vnlues for ihe mo~t part '.lere dest.qb:i 1i7.inf; and lasted weIl beyond 

the period of centrnl bank intervention connected with thE'! foreign 

exchrmee cri sis in t.he fi"rst and second qllnrter of 19(J2. Suhstantial 

fon1arc1 salps of Il .S. dollars ce~~ed in AUf"ll1:;t thoup;h interest rntes '''ere 

allQ\..rec1 to re:n:ün !'Ibnorrnally hip:h untH t!overnber q ancl then dropped back 

shnrr,ly. The speclJlative vnlu(~s r0.T:1rdned positive, in spi te of Exchrmge 

Fund fn1"'·mrd purchases of ~103.6-mi11i.on in Octoher, 1962, and pllrch[\~es 

of $43.5, a30.5 Ilnn $1S.0 millions in ,·.pril, J18.y anc1 June, 1963, 

respectively. These pur'chases \..lere offsetting and prohably redllced the 

speculativf~ values SOr.H~",hat 118 weIl ns trlP. net incentive in favour of 

Canar1o. 

TABLE 5 

SPECULATIVS Pl:!:l-'.IOD: AUGUST 2L., 1962 - .TULY 5, 1963 

Dates Specu- Change in U.S. Dollar Chanfe in 'J'reasury Premium Net incentive 
Intive Specu- Spot Rnte n.s. 9011nr Bill or dis- in fnvour of 
Values Intive Spot Rnte Differen- count on Cr-mada 

Values tial in the D.S. 
favour of Dol]ar 
CrlTInda 

Aug. 24 0.06 +0.06 107.75 0.00 2.19 1.95 0.24 ,1 -0.06 107.72 -O;Q3 2.04 2.2~ -0.18 
Sept. 7 0.21 +0./1 107.69 -0.03 2.14 1.75 0.39 

14 0.31 ... 0.10 107.69 0.00 2.10 1.61 o .L.9 
21 -0.31 107.66 -0.03 2.18 ~.01 0.17 
28 107.66 0.00 2.P 1.95 0.17 

Oct. 5 o .1L~ -+0.14 107.66 0.00 2.07 1.7'i 0.32 
12 -0.14 107.59 -0.07 1.86 1.68 0.18 
19 107.63 ... 0.04 1.40 1.54 -0.14 
26 0.13 "'0.13 107.'i6 -0.07 1.45 1.14 0.31 
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TABLE 5 cont'd 

Dates Specu- Chan[':e in D.S. Dollar Chanr;e in '!'reasury p • .reMlum Net incen-
lative Specu- Spot Rate U.S. Dollar Bill OT' dis- tive in 
Values lative Spot Rate Diffe:ren- count on favour of 

Values tial in the U .5. Can~r1a 

favour of Dollar 
Cnnar'la 

Hov. 2 0.05 -n.OS 107.56 0.00 ' 1.37 1.11. 0.::>'3 
9 0.07 +0.02 107.69 +0.13 1.19 0.94 0.~5 

16 -0.07 107.81 +0.13 0.74 0.,'37 -n.13 
23 0.01 +0.01 107.72 -0.09 0.93 0.74 '1.19 
30 -0.01 107.69 -0.03 0.79 0.67 0.12 

Dec. 7 0.05 +0.05 107.53 -0.16 0.90 0.67 0.::>'3 
14 0.22 +0.17 107.56 -0.03 0.93 8.53 0.40 
21 0.22 0.')0 107.56 o. ("ln' 1 .00 0.60 8.40 
2~ 0.::>'0 -0.02 1n7.72 +0.16 0.98 0.60 0.38 

,Tan. 4 0.19 -0.01 107.75 +0.03 0.97 0.60 0.37 
11 -0.19 107.91 +0.16 0.86 0.80 0.06 
18 107.66 -0.:1.5 0.89 0.87 0.02 
25 10'1.66 0.00 0.77 0.87 -0.10 

Feb. 1 107.78 +0.13 0.67 0.60 0.07 
8 107.78 0.00 n.67 0.60 0.07 

15 0.01 +0.01 107.84 +0.06 0.66 ':1.47 0.19 
22 0.11 +0.10 107.75 -0.09 0.69 0.40 0.29 

HflT'. 1 -0.11 107.72 -0.03 0.70 0.80 -0.10 
8 107.81 +0.09 o. (,6 0.74 -0.08 

15 107.84 +0.03 0.69 0.80 -0.11 
22 107.81 -0.03 0.64 0.53 0.11 
29 107.81 0.00 . 0.65 0.67 -0.n2 

Apl'. 5 0.18 +0.18 107.81 0.00 0.62 0.26 0.36 
12 -0.18 107.66 -0.15 0.50 0.37 0.13 
19 0.19 +0.19 107.63 -0.03 0.63 0.:26 0.37 
26 0.~9 +0.10 107.59 -0.04 0.73 0.26 0./ .. 7 

Hay 3 0.05 -0.24 107.59 o.no 0.66 0.43 0.23 
10 -0.05 107.72 +0.1.3 0.37 0.20 0.17 
17 0.15 +n.15 107.81 +0.09 0.33 0.00 0.33 
24 0.04 -0.11 107.78 -0.03 0.22 0.00 0.22 
31 -0.04 107.81 +0.03 0.16 o.no 0.16 

June 7 0.13 +0.13 107.~4 +f1.03 0.25 -0.n6 0.31 
H. -0.13 107.91 +0.07 0.16 -n.no 0.16 
21 0.12 +0.12 '107.81 -0.10 0.17 -0.13 0.30 
28 0.05 -0.07 107.81 0.00 0.17 -0.06 0.23 

July 5 0.20 +0.15 107.81. +0.03 0.18 - 0.20 0.38 
-0.:20 +0.03 
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Specul~tion is not necessarily destahilizin~ becquse the D.S. dollar 

was belm'I i ts I1ar value ~md the s?ecllh.ti ve vn 1.'les turned out ta he 

posi tive. Spec1l1ators may feel that a cU1"'rency if; over or undervallJed 

anywhere within the officbl li:nits and may either reflist or nceentunte 
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the fluctuations of the spot exchanee rrite. For specul1.tion ta be 

st~hi]izinf the criterion ls thnt spemllators resist flucblations in the 

exchange rate. This, hmlever, wns not the case for most of the 25 ',Ieeks 

observed. As can be seen from Fi~:re 22, (page120), on most occasions 

du!'inr wecks 'Ilhan the spot rate rose nbove some previous level, the 

speculative 111."1..11es ce~~ed or were very ::;mall. During decli!'1es or trollp;hs, 

on the other hrtnd, t.he values tended to bec orne larfie and positive, 

particularly sa for the follmling spot declines: August 31 - SeI'tem"\>er 21, 

1962; Sel'ternber 2q - October 12, 1962; February 11) - February 22, 19b3; 

Hnrch 29 - !'~~y 3, 1963; June 1/. - ,Tune 28, 1963; and for U!e fanCi.lb!: 

trol.lgh: rJovcmber 30, F'62 - Janllary 4, 1963. In aIl of thesecases the 

values moved in a desVlbili Z-i'1fi manner. 

This is alsa 1"'eflected when changes in the spemllative values ~re 

cOffil'ared ,.,ri th the chanF,es in the spot rate. Out of a total of 37 observed 

chanees, specul'üive values coincided on bllt 15 occu!';ions .<jnd vIere oppo::;ite 

on 22 or 3pproximntely 60 l'cr cent of thp. time. 

Lookinp- 'lt the act-la] flO1,' of ::;hort-term funds durinf the fou:rth 

quarter of 196~, a c0rrlbined current plus lone-tprm Cf>_llital nccnunt s11rrlus 

of ~)'222-mn lion VlGS suprlernenten by a short-term capital inflo'" of $156-

million. The fist quarter of 1963 reveals very li ttle speculative activitJr • 
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In this quarter, floHS .... Jere ::>tabilizine, a comhined cur'rent and long-term 

capitl'l.l nccmmt s1.lrr>lus of $135-million being off::>et by a net short-term 

outflovT of $69-'.1illion. April, l~ay and June shm.T more iT'rep,ular, destabil-

izing Ilctivity. Here too, floHs '.·Jere destabilizing, a comhined C1JT'rent 

plus c'l.pi tal account balance of ::t5-rrd llion beinE' slJpplernented by a short-

term inflow of $106-million. For this period, the values are fllirly 

represent'l.tive of the direction of the flows. 

February 28, .1964 - July 31, 196/~. 

The speculH.tive v'nlues are positive, p< Tc-la - 0.18, for the 22 weeks 

involved, though the -"a lues are relat.i vely smQll. 

TABLE 6 

SPECULATIVE PEEIOD: FEBRUAPY 23, 196L, - • ..11JLY 31, 1964 

Dates Specll- Change in U.S. DollA.r Chanfe in ~'rensury Prernium Net incen-
lative Specll- Spot Rlte tT.S. 1)011ar Bill or dis- tive jn 
Values laUve Spot r~ate Differen- cnunt on fl'l.vour of 

V~ilues tinl in the U. S. C,'1nada 
fav()Ur of Dollar 
~anada 

Feb. 28 0.03 +0.03 108.03 +0.06 0.25 0.0/, 0.21 
lft,ar. 6 0.05 +0.02 108.03 0.00 0.27 0.04 0.23 

13 0.01 -0.0L. 108.03 0.00 0.23 O.OL. 0.19 
20 0.09 -+0.08 108.0.1 0.00 0.27 0.00 0.27 
27 0.16 +0.07 108.09 +0.06 Cl.27 -0.07 0.34 

April 3 O.P -1).0/, 108Jl6 -0.03 O.~6 -o.r)!. 0.30 
10 0.21 +0.09 108.06 0.00 n ?O 

~ ... ~ / -0.10 0.39 
17 0.fJ2 -0.19 108.09 +0. en 0.13 -0.07 0.20 
21.;. 0.10 +0.08 10Sj.13 +O.OL, 0.18 -1).1 [) 0.28 

Hay 1 0.06 -1).04 10Sj.13 O.'"VI 0.17 -o.n7 0. ?L~ 
8 -0.06 108.13 0.')0 0.12 -0.04 0.16 

15 0.11 ~0.11 108.13 0.00 0.15 -0.1/+ 0.29 
22 0.08 "0.03 108.03 -0.09 0.12 -O.M 0.26 
29 0.01. -O.OL. 108.09 +0.06 Cl. 08 -0.11.,. 0.22 
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'J'ABLE 6 contIe'! 

Dates Specu- Ch!mge in U.8. Doll!)r Chanfl'e in 'J'reasury Premi'.1TTl Net incen-
Intive Specu- Spot Fhte n.s. T)oll~r Rill or dil:;- tive in 
Val'les lative Spot RRte Differen- cOllnt on fnvour of 

V'11'.1es tial in the U.S. Cflnada 
fnvoll:-' of Dollar 
Cllnada 

June 5 0.01 -0.03 108.03 -0.06 -0.01 -0.20 0.19 
12 0.08 -0.07 108.09 +0.06 -(l.!)1 -0.27 0.26 
19 0.12 +0.04 108.1:'l9 0.00 0.03 -0.27 0.30 
26 0.20 +0.08 108.16 +0.07 ' '0.05 -0.3.3 0.38 

.hly 3 0.12 -0.08 108.16 0.00 0.03 -0.27 0.30 
10 0.11 -0.01 10:-L22 +0.06 0.02 _n.?7 ').29 
17 0.09 -0.02 108.13 -0.09 ' 0.13 -0.11... 0.?7 
24 0.08 -0.01 108.06 -0.G7 0.09 -0.17 0.26 
31 0.11 +').03 108.06 OJlO 0.15 0.14 0.29 

-0.11 -0.13 

The di sper"ion of points alonff the upper 0.1S~, maTf>;in on Fimre 11 

differential 2nd in the di sc ':l1Jnt • Th" unhp.rl.e:0d differenti'il vnried from 

O.01r.: in f:wou; of the n.s. to Q.':!.7V: in f~vollr of Canada; the range of 

variation for the prem:i1J!TI uns "imilnr: froT'1 a rnodest [lremi~lm of O.OL/t. ta 

a discount of 0.?7';" Except for 3 fel.J '..reeks in Fp.hruanr n.nn ~,1nrch, there 

Wt.s n dj.scount for the '"hole period. 

The discount '.·ras sufficient t.e:' kee!) the sl lecllb.tive va::"'Jes positive, 

in spi te of sucstanti.!ü offsetting for' .. rarct purchnses by thp. Bank of Crmllda, 

pl1rtic1l1arly in l-hrcl, U~10/,.5-mjllion), rmd to n Ip.sser extent in ~'\.pril 

(838 .O-million), rJnd Hay ($31. "-million) • In .June nnn July the pllrchQses 

",·Jere very snall, ~t2.5 and $·,').7-miJ.lions, respectively. 
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Exruni ning the chllnf!e~ in our speculative v::>l-jes compared 1.-li th thoAe 

of the spot rate, the llltter coincide on 11.. Heekly chanr,es and differ on 

10, rneaning th8t the chrmges ther.:~el'.'es l-Tere stabili,ünr- appro::dl'1~tel.:r 58 

pel' cent of the time. 

The positive specullltive v~l~es obtained in~icDte on the whole Il 

resistnnce to the strene-theni. ng of the TT. S. dollar behleen Februnry 28 

and July 31, 1961... The covered differential on Trc~sury hills ~oderately 

f~vê:11jrpCl C:mllda in this period, r0Tilaini.nr, for the 1'i1ost part ,·rithin 0.20 

to 0./,,0 pel' cent in favour of C'; wlda. 

The :1.ctual floH~~ of cari tfl~_ in sho.,.,t-term forr:lS in the i'0cond I"j1Jnrtor 

of 1961.. ',Tere st."JhiU7,ine, an inflo'·! of ~~108-r:li:'li()n offsettine; G. ~eficit 

of $1..0-miUion on the combineri cllrrent pbs Ionp'-term capital aCCOllnt 

balance. 

December 31, 1961, - Febrll~ry 26, 1965. 

In the f irst quarter of 1965 C:mada' s current acc'Junt def:i c it ,.,:i.dened 

to $397-m:i Ilion or ;;;:n6-mHlion over the Ë.161-rüllion deficit in the third 

1uarter of 1961.. 'l'he Canadian dolhr t-Ieakened a:oprecinbIy during this 

quarter ~s COn he BRen from Fif:U_re 22 (page 120) • The speclJlative values 

caver, hmTever, only ahout tuo-thirds of this qllfr·-ter or 3 "Teeks in aIl. 
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TABLE 7 

SPECULATIVE Pr~H.I0D: DECEJI1FER 31, 196/. - FEBRUARY 26, 1965 

Dn te s Specu- Change in U .,13. Dollnr Change in ':rrea ffi.lry Prernium Net incen-
lat ive Specu- Spot Rat.e D.S. Dollar Bill or DiS"- tive in 
V!:lues lative Spot Rrite Differen- count on favonr of 

'f III u e s tial in the TT. S. c~. n'ioa 
favour of Dol19.r 
Cann.da 

Dec. 31 -0.('2 -0.02 107.3L 0.00 -0.06 0.14 -(\.20 
Jan. ~~ -0.02 0.00 107./.4 +0.10 -0.06 o .1/.. -Cl.20 

15 -0.0.3 -').01 107.3/, -0.10 -().O1 0.'20 -0.21 
22 -0.<7 -0.2/ ... :07.3/ ... n.no -0.18 0.27 -°.45 
29 -0.30 -().03 107.50 +0.16 -0.'21 ~.'?7 -'). L,8 

Feb. 5 -0.31 -0.01 107.50 n.oo -().26 n.23 -().49 
12 -'1.17 +0.14 107.50 0.00 -0.2~ 0.07 -0,.35 
19 +0.17 107.(16 +0.16 _0 '<'"> 

... ~ . .", '- -0.14 -0.13 
26 -0.12 -0.12 107.33 +0.22 -0.30 o.()(\ -0.30 

·'0.12 +0.16 

The speculative vnlues re~ulted from hath chnnges in the unhedged 

di fferential and changps in thp I)remium, the unhedged dj fferentin.l varying 

from 0.01 to 0.32 l'p.r cent in fnvou~ of the TI.S. The premium rRnf!ed fr0m 

-'1.14 to 0.27 per cent. in favQur of the lJ. S. J1~xchange F'md Accollnt 

purchases durinr; .Tn:-111ary ano ?ehrunry \>Jere ;~:7L).O-milbon per month. 

These pu~chAses prohahly helped to increase the premi~m and with it the 

spec1l1ative values to sorne dep-ree. 

Nevertheless, the va~Jes are negntive inoicntinrr resistance to the 

10\1 1evl';} of the U. S. dollar, pnT'ticularly behreen .Tanuary 22 Rnd 

FebruaT'Y 12. As the U.S. oo1111r rleclineo shnrply rluring the follOi.finp; 

vreel<, F'ebT'uary 19, the v31ues likewise oT'o!,ped off ta zero. Looking at 
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Fip;ure 22 (page120), the speculntive vnlues no follm·I (excepting the 

week of February 26) t.he movements of the spot rnte in a generAl .. my. 

The values are, theT'efore, llsually stabiliûng. It i8, hm.,rever, difficult 

ta compare the changes in the speculative values with those of the spot 

rate in a precise w~y ~eC3use of the many weeks when the spot rate or the 

speculative values remained unchanp-ed. 

'l'he actllal flo\-! of funds for the first 0;u'1r+'0.r of 19h5 '.Jere sta bilizinp;, 

a nhort-term cnpital inflow of $192-million offsettin~ a deficit of 

~.26L..-rr1Ïllion on the cOT:1bined current ana lonrr-term cnpit'11 acc':lUnt bnlance. 

The floHs \-Tere, hm,rever, contrary to th nt inr1icnted hy the cov8rer~ diffe r -

ential on Treasury nills, which favollren the TJ.S. ta a maximum of 0.L8 

per cent on Fehruary 5. This pain: s out sorne of the l'lrobler:1s of usinR' 

the hill rtifferential as an indicator of short-term flows. 

Hay .,0 
~u, 1965 - J1.11y 23, 1965 • 

In the second quartpr of 1()65, thp:re vas a larp;e current. nccount 

defi ci t of $360-million and a further wcakeninf'" of the C·mnrU.an dollar, 

i.e., strengthenin~ cf the 11.S. dollar, occurred. In the second hnlf 

of the Sfime quarter stnb:i.li:dnrr ~"pecuJ.at:i()n set in, Y'esisting the arpre-

ci!-ltian of the U.S. nollar. The val'.1es (8(.;en on Figure 22, pflge 1::'.0 ) 

reverrled ~pnculative activity for almost the entire time the ~.S. spot rate 

.. ms n'hove its raI' vl,lue. The vrJl'les shO\.,red 11)) fiS positive, p" Tc-In -

0.1.3, indicatinf thnt the Canfloian dollar W'l.S sllpported by s~:l.les of F. S. 

dollars over this temporary period of \-Teakness. 



TABLE 8 

SPECULATIVE PERlOD: HAY 28, 1965 - JULY ~3, 1965 

Dates Specu- Chan~!e in Tl. S. Dolh.T Chanr,e in 'T're~lfmry Premium Net incen-
lat ive Specu- Spot R'lte U.S. Dr:lllar Bill OT Di:=;- tive tn 
Values lative Sr,:d:, Rate Differen- c("llmt on favour of 

Values tial in the U. s. C <Jnr-l da 
fnvoll1' of Dollar 
Canada 

May 28 0.08 +0.08 108.00 tr).03 -0.01 -0.?7 0:26 
June !. 0.~3 +0.15 108.13 +0.13 0.07 -f).31. 0.L..1 

11 0.32 +0.C\9 108.25 +r). 12 0.09 -0.L..1 0.'50 
13 0.39 -t n .07 108.28 +0.03 0.10 -0./..7 0.57 
2'5 0.3/, -0.05 108.31 +0.03 0.11 -0.1,1 0.52 

.July 2 0.12 -0.22 108.38 +0.07 0.03 -0.27 0.30 
9 Cl.12 0.00 108./,7 +0.09 0.03 -0.?7 0.30 

16 0.01 -0.1: 10Q.4L, -0.03 0.05 -0.1!. 0.19 
23 f).09 "0.08 108.3/, -0.10 0.13 -0.1/+ 0.?7 

-0.09 -0.13 

The spcc1l1ntive values carne almost entirely f1'om t.he chnnp,'e in t.he discount. 

The largest ones \·r~re recorded b8hmen June 4 :md July 9, du1'inrr vThich time 

the unhedfed clifferentinl Wr1.S vt?r? sm~ül rrme:ing froJ'T! 0.03 to 0.11 per cent 

in frrvour of Cannela. The eliscount v:-.ried considerably more. The fRct that. 

the speculative vrJlues 1'esulter1 frr)m the discount can he seen froJ'T! the 

hOY'j '~(mb~l nis!)e1'sion of f'f)ints on Firure 13. The cli.<;count itsl"üf \.,ras not 

app1'eciabl.v inrlllenced by the ccntY'al br-lnk's forHR1'n exchnnge opp'Y'ations. 

The B~j nk of Crmnna nid not enter t.he rnaT'ket in JU:1e Hhen most spec11:J.ation 

""'iS 1'e~isteT'ed. It. djd, hO"!e'le1', enter jn ,1u1y ~rit.h fO"!"1:Tarn rllrchl1~es of 

U.n.n million. ':f'hese [Jl.l:"ch8ses ':!e1'e offsp.ttin[" I1nn rrohnhly renllf!ed the 

discount ancl "Ti th i t the speculntive values some\.,rhat. 



85 

, .. ~ 
1:-:-: . -~ : ... 1'4 0 .- ~ .. ...- .. , 

.. ; ... j ~ j • 

i-' . 

-,- ~. ··f . '" 
::::, .. ::: 

:.I~::::K:·:·~< 

::::1":". .... .... ... . .. 1 ... · . . , .. :,. . .. , .... . 
I~:'~~~--~-··~·r.-.,-.r.-.. -.r-~~~~--~~~~~~~ 

,,: "'.: ":: .::'\ l'\. 1::Ii,. ,. 

I,\:: ::1\.:: ::·N:: ::::1<11::: ~::: 
1:'\ 1:, l' ':::,..;.;:: 

.;:)\ ::::N ::::~< :::::Z:: .... 

. '.' .: :,"",:::: :.::.:.'~.:.::::. .:::ICI:. 
: ." 1 :,\ 1 :, : : : ' I.i!: : 

.• 1 •• 

• :: ,:;,,: ::iX,: :.:K.;:; 
: : : .. ;':": ::'\ . :.::, .::: 1 : , 



86 

vIhen the chanees in the spot rate are cOP1pared \.Jith thMe of the 

speculative vaInes, they coincide on 6 and differ on 4 occadons. These 

chanres, were, therefore, stabilizin~ 60 per cen~ of the time. 

The covered incentive favoured C'lnan'1 for the pe1"'ion and reached a 

maximum of 0.57 per cent jn f~wol1r of Cr-mlloa on .. Tune 18, encouraf?:ine an 

inflow of capital in short-term f01"'ms. 

In lookinf: '1.t the movements of shor"t-tern c1.!l:!.tal, '.Je finn that f10',lS 

are stabiUzing. 9uring the second ql'arter of 10 65 there occurred A. cu ..... rent 

account oefici t of Ë360-million, fl 10nF.:-term Cll.0itn1 surplus of ~,1 ::V~-million, 

le~ving fi cOMbined deficit of Ë2?6-million. The offsettinp short-term 

... t l . fl T t -l t ~')')7 • 11 . r'llJl ,n. ln .01·, rlmoun ·eu 0 .,.." .. r.. -ml J.on. 

Septemher 10, 19(,l) - }·~nrch 11, 1966. 

This perion i8 one of relative strenp:th for the C:->.n1'ldinn nollar nnd 

relative weakness for the ,~merican one. The D.S. dollar slipped below its 

pnr value on 01PUSt 13, 1965 and remained helow for well over a ~eRr. 

Spec11ü1tive activity as rev8rüp.d b;.r ou ..... vnlues set in on Septeml)or 10, l,rl-Jen 

the spot rate h~ri nropped ta 107.72 cents. 

The specnlntive val'1'3s for this perLod a1"'f, ne[':'1tive, p> Ic-In L 0.13. 

~s seen from lh~ dispersion of points Rlon~ the horizontal axis on Fipu~e 14, 

the values resulted pdr.1f-lri ly frtlffi the level of the rre"iu!:l, !:lel.1ninp. forward 

pllT'chaseG. The interent dHf8rémtial it~elf on three-mon-t.h CanncUan Ilnd 

TI.S. 'T'reasur:r bLll~ din not ""T'y grenU.y. It vr-trien from 0.16 per cent in 

fav011r' of C,!lnad" on Septcmber 10, 1965 ta 0.10 in rn.vour of the TT.S. on 

Jnnuary 1/., 1966, mont of the rliff0.1"'entials heing Hell 'iithin thi:=: 1"'ange. 

Thp. prerni11ffi on the other h:md varied a preRt del11 !:lore-from 0.:<1 per cent 

on ,hly 7 ta 1.1.4 per cent dur inV i-he thirrl ana fOllrt.h i·me]\ of Oct.oner. 
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TABLE 9 

SPECULATIVE PERIOD: SEPTEHEER 10, 1965 - l·~HCH 11, 1966 

.. 

Dates Specu- Chnn[':8 i.n U. S. Dollar Change in ':':reasury PremiUJ:1 !Jpt Incentive 
1 +' _a~lve Specu- Spot Rate D.S. Dollar Bill or Dis- in favour of 
VrJ.lues lr:tive Spot TI3te DHferen- c01mt on Cannda 

11:I111e8 tial in the U.S. 
fnvour of Dolhr 
Cnnarla 

Sept. :c -0.20 -0.20 1C7.72 0.00 0.16 0.5/+ -0.38 
17 -o. OS, +0.11 1C7.69 -(;.03 () .n O.L~O -0.27 
24 -0.39 -G.30 1C7.66 -0.03 0.0/1 0.61 -0.57 

Oct. 1 -0.29 +0.1C 'iC7.59 -0.07 0.07 0.5~ -0.47 
3 -0.1.0 -0.11 1C7.53 -0.06 ['.02 0.60 -8.58 

15 -o. /, 5 -0.05 107.53 o.on 0.04 0.67 -0.63 
22 -0.L,9 -0.01 .. 107.38 -o. ; 5 0.07 'J.74 -0.67 
'JO -. / -0.1.5 +0.04 1 C7 ./,./, +0.06 O. Cl; 0.Cl7 -O.()] 

::0'1. 5 -8.38 +0.07 107.4/+ 0.00 0.04 OJlO -0.56 
12 -0.1.3 -0.05 1C7.(;6 +O.:?/. O.OC Oot)7 -0.61 
19 -0.C2 -o. '19 1':'.7./'7 1') 10 

-l.J. 1 / 0.01 0.81 -0.80 
26 1') r:~ 

-1.. ..... )~~ +0.10 1C7.53 +0.06 -0.03 0.67 -n.70 
Dec. 3 -0.65 -0.1:3 1 C:7 • 59 +0.06 -0.02 O.S1 -0.83 

10 -0.50 +C.:5 107.69 +C.1C 0.07 0.61 -0.51. 
17 -0.45 +0.05 107.56 -0.13 0.04 0.67 -0.63 
24 -0.5'3 -Q.13 1C;7.~0 -0.0(; -0.02 0.71. -0.76 
31 -G. ~/3 -+C.05 1 C7 .50 0.00 -0.04 0.67 -0.71 

J-m. 7 -0.63 1') 1t: 
-..-. I.J 107.38 -0.12 -0.C'5 0.31 -0.86 

1/+ -0.59 +C.09 107.50 +0. '12 -0.1C 0.()7 -0.77 
21 -0.:;8 +C.01 1Q7.L,7 -0.0:; -0.02 0.74 -0.76 
28 -0.38 +0.20 107.41 -0.06 -0.02 0.5L1 -0.56 

FeL 1 .. -0.39 -0.01 107.59 +0.12 -0.08 0.1.9 -0.57 
11 -0.36 +8.03 107.63 +0.04 -0.09 0.1 .. 5 -0.54 
18 -0.29 +0.07 107.69 -+0.06 -0.10 0.;,7 -0.47 
25 -O./'2 -O. '13 107.69 0.00 -().10 0.50 -0.60 

l'hr. 4 -C.24 +C .18 107.(/3 -0.06 -0.02 o.l.e' -0.42 
11 -n.OL .. +0.20 107.6J 0.00 -0.07 0.15 -O.?:? 

-0.01 .. -0.03 
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'T'he premium on the U.S. dallA'" did not rcsult from central banv. 

purch'lses, tho'1f':h the centy'al bllnk inter-'lT(~ned in 8eptember \o!ith purchrises 

f dto7'" 0 . 11 . dt- 36" . ] l . . 0 i b "2 () '11 . .., h 0_ il> c. -ml_ .. l.on,.", .\-,-ml .. Ton Jn c ',0 el', .~ ..• ,-ml .. lon ln ;'ov2m, el'; 

sales of ~'1n.O-mjlljon in December; rind flu"'chase:=; ~Gain of ::t39. Q-mil1ion, 

$9.7-million rtnd ;'~/H9-million jn January, Febr-llary, 'lml. H:wch 1966, respectively. 

There ls no rclntionship between the mDeni~lde of the forwarrl purch3ses and 

t,he level of the speclllative values. For- eXRl'1ple, j.n Scptember when 

ou:!" vaInes indic3tcd th" ] cast speculative act.i vi ty t,he cen trlJl hnnk 

intervention H~lS nt its f"renter:t. The speculativ~ v::tl'les increasen de?:lite 

'1 nec line in pur-chasf>G in Octoher, ~rovember nnn s<1,les in December; nltholll!h 

purchnscR vere larf"pr n~ain in J::tn~ary 1966, the valllAs did not increase in 

m'l.[":ni tude. Ï'1oreover, durirw 4 months - Fovcmber, Dp.cember, Fehrullry flnd 

Harch - intervention '.·ms ve"'y s:.Jnll. Hjth the exce!ltion of the A.rove L. 

months Hnd the of~Rettinf t10-~illion snles in necemher the central hank 

rtction din p"!"ohllhly incre~lse the r,"'emillm on the TT.S. dollflr ann \.Jith it the 

spec111ativ!: values ns \.,ell ns thp net incentive in fr,v01H' of the TT. S. 

J1cve1"thelef>s, jt i8 nr~leci t.hat thr.S8 op~r.'1tions rHo. nnt cr-P',~te the v'l1'les 

','8 obtained. 

Comp ... ,rinf': the mOVf~ment8 of th0. 8!'Ot. "'nte ,,·,ith the chnnr,es in the 

specnl:::tive v'lllles, ' .. 'C find that 011t of 11. total of 2:-3 obse""vod chnmres, the 

chnnf0.S coincided O!1 16 and "rer-e 0P!)OS ine: on 12 occ~;. ions. Thus 0'.11" 

speculative v'üues chanp,'eo. in n stn'bilizinrr :nnnner 57 pel' cent of the Ux.e 

or slip,-htly more thnn h31f of the time. 



If we consièer the Ilctua1 :710Vfment of funds in short-1.erm forms 

for the t' . .Jo qllnrt~rs invo1ved, these f101.s are stabi1i'ljnf,. In the 

fourth quarter of 1965 n c0!1h:ner~ nc"ficit cf ~1?9-T1illi')n cn thp. 

current p1'ls 10nC-tlJ.rm c'tpito1 élCCOèlnt bt:lrmce 'ms offset 1)~r an inflow 
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of f.131-million in shO.,..t-tNtl fo:,:ns, ~mc1 ~ ccm'r:5.n8c1 surpllls of S66-m:illion 

in th!; first quartnr of 19UJ 'vms offset b~r n short-term cmtflO1.. of 

~20/.j.-mnlion. For thp. fourth q1larter of 1<j()5 UH' Treru:mry ·hill differ

ontia1 did no~ servp as R [oari in~icator for thn direction of the flow. 

There ' .• :lS 3n i)'lf1O\J if: s;ütc of thr Înct th'.it the èlf~clf('(: differpntj~l 

on '7reasury hill~) rnvo~rred the lT.S. 'l'hi;: . .,,,..:1În 'l"[J.,,~~f)S thp ~":""obl('r1s 

of lJSÏ!'"(" thn ~'l"e~~~'Jry hi.ll diff-"'rentinl D.P an irdic:Jtor of nctual floHs. 

::cvcrthelcss, p,iven the dee2j ne of Hip. s;")(:~, ""3tE~ t'J leve1p pell 1) (Üo'.·! 

thp. par va11:e, dllrinr Udf' qunrter, th'" p""r:r.:i um th ,'li: rlevc-lopcù "as 

Hardi 25, 1c;:)t) - July S, 1966. 

involved, nes;::lite the hct thrlt thr, H.G. dolbr was Hell be~"O\. its par 

'-'1111le for the ~;cric~. ':l'hR vn11lGs 1·Tere intermittent r:llt <;tflti.li~'inf:'." for 

the [renter part of the perjod. 
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TABLE 10 

SPSCllLATIVE PERIOD: HARCH 25, 1966 - JULY 8, 1966 

Drltes Specu- Chnnce in TT. S. Dollar Chnn[fe in Trens1Jry Pr~'r1ium npt incen-
lative Specu- Spot Ente U.S. Dollar Rjll or Dis- tive jn 
V'11ues lntive Spot Rnte Differen- cOlmt on f8.vour of 

Values tinl in the U.8. C'n<1C1<1. 
favour of Dollar 
Canada 

~·hr. 25 0.21 +0.21 107.69 +0.09 O.L, 3 0.04 0.39 
f1.~r. 1 0.23 +0.03 107.72 -+O.C.3 0.1.,1 0.00 0.1.1 1 

7 0.22 -0.01 107.72 O.GO O./.O 0.00 0./<0 
15 0.03 -o. ~4 107.69 -Q.OJ 0.]2 0.06 0.26 
22 0.02 -0.06 107.66 -0.03 0.)5 0.15 0.20 
')0 -0.02 107.63 -0.03 0.33 0.15 o. i F\ '- / 

l';ay 6 1Q7.f9 +0.06 0.33 0.17 o. ié 
13 0.03 +0.03 107.69 0.00 0.38 O. '17 0.21 
20 -0.03 107.6.3 -0.06 (). J/~ O.! 7 0.17 
27 107.69 +0.06 0.37 O.! 9 0.18 

June .3 0.03 +0.03 107.72 ·~0.O3 0 •. 0 0.22 0.?1 
10 0.05 +0.02 107.72 0.(1) O.lO 0.17 0.23 
17 o .O{-) "').01 107.66 -0.06 o .L.6 O.2~ 0.'?4 
2l O.Y:? +0.33 107.56 -0. 1 0 0.57 0.00 0.57 
30 0.15 -0.21 107.53 -0.03 Q.L.4 O. : 1 0.33 

Jul:T 3 r. '1 J -0.02 1C7.5~) +0.03 0.31 ri nn " .. '- " O.:~1 

-0.13 -1).06 

The ir.tp ..... er:t. dHfi'renti nI did not. alter r::reflt.ly over the l'eriod, 

0.57%; the rrcpdum as \-.fPP vnriec1 1ittle from 0.0') t.a ~ premium of 

O.22c' per nnnuJ:!. The s~pc1J18tive v:o..lues cnm0. from both chrmges in t.he 

ir:t,C'rest di fferentinl rmd the 18vel of' the fO""" .. lp.rn I)rRmillf1. Thif is 

rl'lflccted ty t.hp. rlifperslon of most. points nlonr the u?pcr O.1so,~, bonndnry. 

The va" ws ::ts we11 af> thE': net incentive in fnvour of Cn.TI'lda rf:mained 

posi tive, ho~!ever, reen1"dless of offsettinp for'mrd pll1"crnse~ by the 

central bank, possibly in an effort. to increRse the r8te nnd're~lce the 

net incentive in fnvour of Canada. 
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Purchrrses in April, l' .. lay and June arnolln:'en ta $3.3, $',57.2 and $63.0-

millions, respcctively. 

~he speculative values ,,,ere particulnrly str:;bilizing behreen 

Harch 25 ann l\'tay 13. The v111'.:.es chnnged in a wny ta offset the l1p',mrd 

flucbwtions thr~t occurred in the exchnngp. rate bchrcen t·1arch 13 -

A~j~j] :'>S', and Ap~il 2° - .::r'1re 3. \'!hen comprrred ,.Jith t.he movements 
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of tte 8I10"~ rr..-se for these fJ('ven ,,,.cp.k::: I3.l1 the chnnr,es in ()Ur sreclJl~tive 

vaIlles coincirJ.e. P':'tween .Tune 1 n nnn July 15, hOHever, some l~rge 'lnc:1 

po"iUve vnlues Gre ind:icnter., ir, S!Jitc of certrdn f,ubstantial declines 

in H~A GIot eYChnnCE rate ann in these cases the values are not offsp.ttine. 

The period R.S rl Hhole fared rl-üatively '.rel1, the chan[;p::: coinciriine foT' 

12 Heeks anrl rlifferinc: for only J. The move!7lents '..!!;rA, the"'üfore, 

stabilizinf' nbollt 80 pf~r cent of the t.i;1e. 

The hedred d:i.fferenti:ü on 'l'ren sury r~i 11,, fnv n 'lred Cnnac'ln, 

rant;:inr, up to 0./ ... 1 pcr cent for the periode ThA flo"1 of funds for thc 

secann quarte'" of 19()C HilS str:ü,:ilizinc. There Has 11. moderate short

term capital i~f)ow of C3~-mil)ion, offsetting sornewhat fi deficit of 

8151-million in the com1lined CllY'rent plufl long-term c!J.p:i.trü 3ccount 

brrlance. 

Novemher 2~, 196~; - Fr.brunry 3, 1967. 

The spec'llo.tive wl.l,;es are positive from Novemher 2'1 t.a 

Decenbi,r 30 am"l ne['rrUve tH] Fp.hru'lry 24 .• 
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TABLE 11 

SPECULilTlVE PEHIOD: NOVEl,mER 25, 1966 - FEBHUARY 24, 1967 

Dates Specu- Change in U.S. Doll~r Change in Trensury Prer:lÎum Het incen-
btive Specu- Spot HRte U .S. !)Ollar Rill or Dis- tive in 
\[;>.lues lative Spo"':, Hllte Diff~ren- count on faveur of 

Values tinl in the U .S. Canada 
favour of Dollar 
C1::.nHda 

No'!. 25 0.02 +0.02 108.22 0.00 -0.21 -0.41 0.20 
Dec. 2 G.07 +0.05 108.38 +0. :6 -1).12 -0.37 0.25 

9 0.09 +0.02 108.31 -0.07 -0.14 -0.1..1 0.27 
16 0.21 +0.12 108.25 -0.06 0.06 -0.33 0.39 
23 0.13 -0.08 108.28 +0.03 0.05 -0.26 0.31 
30 0.01 -0.12 108.75 +0.1..7 0.0/"- -0.15 0.19 

Jan. 6 -0.01 10B.06 -0.69 0.07 0.05 -0.01 
13 -0.02 -0.02 103.00 -0.06 ..;.0.01 0.19 -0.20 
20 -0.16 -o. 1 L~ 107.8L. -0.16 -0.02 n.32 -0.31~ 
2'1 -O.~8 -0.12 107.81 -0.03 -0.05 0.41 -0.1..6 

Feb. 3 -0.18 +n.10 108.00 +0.19 G.O? 0.1:3 -0.36 
10 -0.18 o.on 108.03 "'0.03 -0.01 0.35 -0.36 
1'1 -0.11 +0.07 108.06 +0.03 -0.10 0.19 -1"\.29 
2/~ -0.12 -0.01 108.25 40.19 -0.15 0.:5 -0.30 

-0.12 -0.06 

The velues as pointed rnlt in Fir~re 22 (page120) followed the general 

movement of the exchange rate and chanped frorn positive te nerntive as 

the rnte passp.d belm, pnrity en January 6. 

The dispersion of points nlong the upper nnd lO1..,rer boundarie::; on 

Fjgllre 16, indicntes the values rcs'llted f"'om chane-es both in the int.erest 

differenti:-ll and the ~remill::1. The unhedged interest differential varied 

from 0.21 per cent in favour of U:e U.S. to O.(Y; per cent in favour of 

Canndo for the first. perion and for the second, fror.1 'J. n7 per cent in 

favnur of Gnnndn 1.,0 0.15 per cent in f8.vour of the U.S. 'l'he premium in 
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turn varied from-O./.1 to-O.15 pe"!" cent beh.reen rJovember 1>3 ann Decemher 

30; ann for January 13 ta thrch 3 there ',ra" r: premium thnt varied from 

0.0S ta 0.43 per cent. 

'T'he vrüues ror Novernber and Decerneer were positive in spite of 

l~rl!e cent T'al hank purch'1ses of for' . .,ra",d exch8nre- ~:165-miJJ ion both in 

November and ;)ec8J11her. These fOT'\-mrrl pllrch~ses ~.rere offsettinr anrl 

(: probrlhly he11'ed reduce the discount T'e~ult.in[" fr01'1 8.,J.e" by the ot.her 

market [lnrticipnnts flnd ,rit" it 0111' speculative vaJ.ues. Fonmrd 

purchases by the !<:xch'mfre Funci continl.led for Janu!lry U~9n-mi1Hon), nnd 

February (~;L(l-mil1ion). These Intter llurchflses no noubt increaserl our 

specnlative vnlues SOID81.Jhat. 

Exar:d ni'1E!, the ch~i.n&"cs in t.he vullles l,Ii th the-: mO\r~lOen:'s of the 

eYf:hnnp.:e rate be+,t.·,er:n novernber 1966 anrl Februo.ry 1,?67, the changes 

coi.ndn8 for 10 observations and dif'fer fo"!" 5. These movernents ",ere, 

therefore, stabi1izin~ 8~Out 66 pel" cent of the time. 

':'he hedlred i:lCentiv(~ renched a mnxj'!lum of 0.1..1 per cent i'1 fr-lvour 

of r:~mn(h in Decp.:'ber 1.nd a maXimlJm of O.L3 :-:-'-;1' cent in favonr of the 

U .S. e::1."'1y in Fnbruary, thus encou:rul3inf on j :'lflo'.·' on Tr(~a[mry bills in 

the first peT'iod And an outflow in the second. 

'T'he speculative vaI1Jes cover only one-h1.1f of the fourth q1l8:'ter 

of 19:)6 ano ~ ont of 3 months of +,hp. fiT'st \]111lrter of ";0(.-.7. 

nevert.hel.0.SR, j n cxmni:rlinET the f]ovlS in these hl" rl.'Jartcrs '.,IA finrl 

toP.y are stnbiliz·i nf?'. In the fouT't,h ql13rt(:~rR of 19(16 Ft deficit of 

~2g8-~il1jon on 1.h0 cornhinerl Clrrrent pblP Inng-terffi capital account 

hab.nce ',1.')." offset by an inflov' of ::f.269-rnillion. Dlrin8' the first 

qllR.Y'+,cr the deficit feD to ~f)57-mi.lJ.jon ",hich WG.S off~et by an inflO1J 

of ~'/,!,-ffiiJ.lion i.n short-ter.'m forms. Altnnueh the flowfl in this quarter 

96 



97 

were con"trllry to those innicnted hy the net incentive on 'T'rp.~isury bi Ils, 

there WH, Il sharp reduction in the inflo\J from the pr(~ViOllS qum'ter wher. 

the incentive han favoured.Canada. 

Hay 12, 1967 - .Tune 23, 1967. 

During this period the U. S. donar uas ar,ove i"tf" l'ar v'll'Je. The 

speculative vRIues for thiE seven w8ek perio~ are ?ositive, pc le-la - 0.18. 

SP~CULA'f'IVE ::-'EfGOD: HAY 12, 1<167 - J1HlE 73, 1967 

-- ::c::=:::a 

Dqt,es Spp.cu- Ch~mr,e in U.S. Dolbr Chnnges in Treasury p , _ Y'ernlUm Net Incen-
lative Specu- Spot Rate U.S. Dollar Bill or Dis- tive in 
V~Üues lntivp. Spot R~1te DHferen- count on favour of 

Values tial in the Tl. S. Canada 
fnvour of Dollar 
Cannoa 

Hlly 12 O.OL. +0.01, 10R.22 0.00 0.39 0.17 0.22 
19 0.27 +0.23 10~.22 0.00 0.54 0.09 0.1.5 
26 0.33 +0.06 10~.19 -0.03 0.66 Q .15 0.51 

June 2 0.3: -0.02 108.19 -G.OO 0.77 0.28 0.49 
0 0.L,3 +0.12 10~.(I6 -0.13 0.83 O.2~ 0.61 , 

17 0.2S -0.05 108.13 +0.07 0.76 0.30 0.46 
23 0.,1,': +0.21 107.':4 -0.19 O.~9 0.22 0.67 

-0./+9 +0.03 

In this example spec1l1ation '.J'IlS ::;tahi'!-izinr ns the values uere positive 

uhile the U.S. dollar "laS still relatively stron[" and nbove its par 

value (thoueh it 'ms declinhe). According ta t.he scn.tter diaeram 

(Fir:ure 17), the vrtlues re"ulted from hotl-t changes in thp premjum and 

ch~lnres in thf' interest di f'ferenti:ü, vri th the lJnhenf!pr] interest rl.i fferen-

tial prohably more important as sho"ln by the verticnl rl.ispersion of the 
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point.s. The unheor=;ed differential ran~ed from 0.28 per cent in 

favour of Cnmld~ on Nay 5 to 0.89 per cent on June ::>3. The premillm 

rnnged from 0.09 per cent on t·hy 19 to a TTlaximum of n.Jo pel" cent on 

.Tune 16. The Val'lef' for this pedon do not provide a p;ood indication 
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of speculnt.ors expcctnt.ions as rcflected by fonrard SA.lp.i", since changes 

in the intcrpst differentinl were more irnport~nt in èletermi~ing the specu

lati ve values. The premium i8 j nfluenced by arbi traee on '1 '.ride vnriety 

of short-terrn instMlments. Althmlgh short-term l"ates tend ta rnove 

tOffether, when chnnres in the Trensury bill differentinls are IRr~e, 1t 

is unlikely that the r.:remiuffi \-fill move in Cl. ',.my to '.Jipe o,ü· the net 

incentive. 

The central bank djd entel" the fnl"\-f8l"d exchanfc mnrket in this perioo 

"lith purch~ses of for"Jard exchnnfJ'e: ~70.(l-mill ion in May and ;!;,;:>O.O

milJion in June. This possibly helped ta incrensB the prem~lm And bring 

it. closer in line "litb the interest. clifferenti"ll. The specul'1tive vflJues 

may hr,ve haen some,.!hat redllced hy these purchqsp's (ns '·re11 riS the 

intorest difforp.ntinl in f1l.vour of Cam\d1l.). 

Chane;es in the speculative values COl'l['or(O(l uiir. chrnp'es in the spot 

rate indicatc moveTTlents ",hich l.;ere not stnbili?.ing. These chrmp;es 

coincide on 3 occasions while diffcrin~ on 5. Thus the movements in the 

2 rates were stnhilizin~ in only 3 rnlt of 8 observ~tions or About J~ per 

cent of the time. '!'he fflct thnt the values res'Jlted from chantes in the 

interest differentifll rather than in the premium probably helps t0 explain 

t.he 101.-T number of concurrences between the chanp;es in the speculative 

values '1nd those of the :=;pot rate. 



The net incentive favoured Cnnada up te 0.61 per cent on June 9. 

Flo\o1S of funos which occurred in the second qunrter ~·!ere rnilrlly 

destabilizing. A c1Jrrent plu1' capit:ü account nefici t of $2L.-mHlion 
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\·TaS supplemented by fi short-terIT. cfipi h.] outflo\o! of $ 3D-million 

incre0Ring the loss of rBserves to 3S4-miIJion. An outflow bp~Bn in this 

rJ.uarter \.Jhich Bccelernterl nramaticR.IJ.y durinf. thp. next hlo quarters Ml 

the C'1nadjan dollar strenp-thened R.nd the net incentive tlJrnerl fl.[TAinst 

Cnnnna. 

July 7, 1967 - Eove:-nbeY' 2/., 1967. 

The demancl for spot Cnnnclian clnllflrs st.ennjen dvrinf" the thirn Rnd 

fourth gunter of 1967 nnd remainecl ~rove t!îe officia1 par value in terms 

of t.he U.S. dcllnr from .June 23 to Novel!lher 2/ .... The U.S. dolJnr in 

ter,ns of the C'nadi:m. on the other hnnd, as seRn in Firu1"8 ?2 (pRge120) 

maintained itself bc:lO'-! ik l'l1r vn1ue. ':'he speculntive activity indicnted 

by the values ('lItte:=: fT'om July 7 or l'loon after the spot rnte pa:-;sed he10',.J 

its pnr value nt 11 spot level of 107.94. 



Dates 

J'J.ly 7 
14 
21 
28 

Auf,. 4 
11 
13 
25 

Sept. 1 
8 

15 
22 
29 

Oct. 6 
13 
20 
27 

Nov. 3 
10 
17 
2/., 

TABLE 13 

SPECULATIVE FEInOD: JULY 7, 1967 - NOVEl'lDER 24, 1967 

Specu
lative 
Vrilues 

-0.05 
-0.16 
-0.38 
-0.38 
-0.36 
-0.47 
-0.73 
-0.91 
_n.9n 
-0.% 
-0.96 
-1.16 
-Ori7L~ 
-n.54 
-0.77 
-n.95 
-0.91 
-0.57 
-0.52 
-O./"4 
-0.12 

Chanpe in U.S. Dollar 
Sp0CU- Spot Rate 
l"'ltive 
Vnlues 

-n.05 
-0.11 
-0.22 
o.no 

+0.02 
-0.11 
-0.26 
-0.18 
+0.01 
+ (). OL,. 
-0.10 . 
-0.20 
+0.58 
+0.::>0 
-0.23 
-0.13 
+().04 
+0.3/ ... 
+0.05 
+0.08 
+0.32 
+0.19 

107.q4 
107.84 
107.7'] 
107.59 
107.66 
107.56 
107.50 
107.69 
1'17.69 
107.59 
107.53 
107.41. 
107.41 
107.41 
107.2'5 
1n7.25 
107.28 
107./"4 
107.69 
107.25 
107 .~->'8 

r:hange in 
~J. S.Dollar 
Spot Eate 

-0.03 
-0.10 
-0.12 
_n.1 J 
+0.07 
-0.10 
-0.06 
+0.19 
n.oO 

-n. 10 
-0.06 
-0.09 
-0.03 

0.00 
-0.16 
0.00 

+n.OJ 
+0.16 
+0.25 
-O.L,L .. 
+0.63 
+0.19 

Trensury 
Bill 
Differen
tiRl in 
favour of 
CFinada 

-n.02 
n.n3 
o.no 
0.13 
O.oq 
0.10 
0.06 

-n.12 
-0.11 
-0.01 

n.00 
-0.16 
n.30 
0.18 
n.21 
0.31 
0.35 
0.26 
0.20 
0.28 
0.51 

Premil.lTIl 
or Dis
c0unt on 
the U. S. 
Dollar 

0.21 
0.37 
0.58 
n.71 
0.65 
0.75 
0.97 
0.97 
0.97 
1.03 
1 .1L, 
1 .18 
1.22 
O.qo 
1.16 
1.44 
1.41. 
1.01 
0.90 
0.90 
0.81 
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Net incentive 
in favour of 

C'1nada 

-n.23 
-0.3L. 
-0.')? 
-0.5R 
-0.56 
-0.65 
-0.91 
-1.09 
-;.08 
-: .OL .. 
-1.14 
-1.34 
-O.Q2 
-0.72 
_n.95 
-1.13 
-1.09 
-0.75 
-0.70 
-0.62 
_n. 30 

For virtually the whole period ",hen the U. s. no1lllr '-'laS be101,T its 

par v~:ùue, specul~ition "is indicated. All the vlllues are ne~ative, p> le-la + 

0.18. The hori.7.ontl31 rlispersion of poink on the scatter diaE"ram (FiE"ure 18) 

shoHs that the values for the most. m"Tt resu1 ted from chnnFp.s in the 

premium, Le., forw:!.rd pUT'chr:ses. The int<'re::;t rnte r1ifferential lm::; 

fairly stnb1e during this period, rHne:inf t'rom 0.16 pel' cent in f1wour of 
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the U.S. on September 2~, to n maximum of n.51 pel" cent in favour of 

Canarla on November 21... Between November 17 and 2/", the last date ta 

refieter speculative nctivity, there was a larEs increase in the intere~t 

differential. If this l'lst date i3 omHted, the previous maximur.l stnnds as 

0.35 pel" cent in fnvour of Canr-.da on October 27. Host of the rUffRrent:iJtls 

'·!ere well within t.his 1atter -ran~e and (Uc: not change noV:bly from week 

ta week. The prernium on the lJ.S. dollar, hm.Jever, varied sifnificnntly 

from 0.21 pel" cent on Jul::r7 ta 1.4L. pel" cent for October 20 and '?7. The 

Im:'ee ncgative values re8u1 ted, therefore, mostly from a rise in the 

prer:üum cR'lsed b:r s'lbstan+.i.nl for'·J~ird purchnses. 

Too, fonmrd ;:)l]rchr, ses were r:Inde b:r the B-..:change Fllnd hccnunt for this 

perion: ~90.0-mUHon in .luly-, ~f~1..n.O-:nn1ion in August, :;;:1?O-r.Jillion in 

Septernber, ~t,3'5.0-rnillion in October and t::'52.0-rnillion in Novcnber. Tt h~ 

imrossible to se}1fJr::J.tc thf~ influence of thef'e ~)'l-rch:tsef1 f-rol'1 those of the 

otheT' nrlT'ket partie ipants. Altholl~h thesp. .!'urchl"l~ws unquestionably affected 

the level of the :-remium nnd t.hus mIr spec'üative vriLleS, t!10re i8 no 

rclationship heb.Jeen thesp. mon1.hly Durchnses rlnd the ~eneral l!1vpl of our 

values. Fer ex~rnI'le, jn .1uly ',rhen the Bxch;o.nre Fund .'i.cc-·llnt plJrch:,ses 1.Tere 

at their Fre~1.te8t (t90.'J-:-million), our speclüative values Here nt. thei:r 

lowest levels, whiJe in Septel'1her when Accmlnt ru~chR~cs were least 

U'17. (1 mj Hion), our vnlues nttained their ;;eaks. Central hrlnk purchnses 

;1robably incrensen the values I.JC octained, ~ret they nid net create the 

variations of the combination of the premiulll and the interest djrferent.ial 

from the -0.18 pel" cent marpin. 
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When provision for the forward exch~nge cover is made, the differen

tinl in f8.vo"!lr of U .S. Tren:mry hi 11s becor:1es subRtant j ~l rrlnr,inr fr(lT'1 

0.23 (ln July 7 to 1.3~ per cent on September 22. Thus, durine this prriod 

of relative strenfjth of the CanaClbn dollar, the premi1lm nnd ',Tith it. the 

hedeed differentia1 moved in a mnnner to encourn[e a stabilizing rnltflow 

of funns. 

The resnl ts of thp. ch~mr,~s in the RpeCllÜl.'i:,ive values, nnn thosa in 

the exch8.n~e rata, are vP~y encou~~gine. ~lt of a total of 2~ weck1y 

observ~~ions, the chonpes coinciderl on 16 and differed only on 6 occ~sions. 

This merms thnt thpse rnove:Olen"::s Here st1.bilizj ne llpp-r·l')xi.m:-ltely 73 per 

cent of the time. 

~~en considerinf the ~c~lal move~ent of ~ln~s in shor~-term fo~ms 

fo'!" the t,.-1O qunrters involved, there \riS an out fl OH of $/J,7-million 

during the third Cjll:1~ter and !ln outfJ0'·T of f·31,5-!!lillion d'.lrinfJ' the 

fourth qum-i:er. In each c~se. "thesp-' fJmrs '·Tore st.nbili;ün[', offsetting a 

surplus of ~~503-mil1ion and $374-million respeetively on the cornbined 

enrrent and lon?'-term cR:->it.'11 account ba1nnce in ench of the quarter~. 

April 19, 196B - Ju~e 21, 19~8. 

ItS seen from Fivure 22 (par:e 120) the Canndian no1 br strenethened 

m;q'l"kedly after the exchnnge crisir-; of 1968 ended sometime in mid-Harch. 

The :J. S. dollar [I!lssed helo", it s pO.r v~lue early on April 11. Stabiliz

in~ speellbtion resü,tinô' a fllrt.her fnIl set in at t.he S2.me time. 



105 

TABLE 14 

SPECULl\.TrJE ltHIOD: APRIL 19, 19fJ8 - JUnE 21, 196~ 

DR.tes Specu- Chnnee in n.S.1)ollar Chanv,e in Treasury - Premium Net Tncen-
lat ive Specu- Spot H:lte U.S. Dollar Bill or Dis- tive in 
Val'les lntive Spot Hnte Differen- count on favour of 

ValueR Unl in the U.8. C:lIl'Hia 
favour of Dollar 
C~nada. 

Apr. 19 -0.07 -0.07 107.94 -0.13 1.22 1.4.7 -0.25 
26 -0.05 +0.02 107.88 -0.06 1.30 1.53 -0.2) 

Hay .3 -0.09 -0.04 107.'31 -0.07 1.35 1.l12 -0.27 
10 +0.09 107.81 0.00 1 .19 1.:<5 -0.06 
17 -0.06 -0.06 107.78 -0.03 0.97 1 • :<1 -0.24 
24 -0.16 -0.1(\ 107.75 -0.0.3 1.06 1.38 -0.32 
31 -0.08 +0.08 107.% +0.09 1.08 1.36 -0.28 

June 7 -0.1l1 -0.153 107.69 -0.15 1 .11 1.90 -0.79 
1/+ +0.61 107.75 .a.0.n6 0.93 0.91 0.02 
21 0.12 +0.12 107.6.3 -0.12 1 • 1~ 0.·0,4 0.30 

-0.12 -0.03 

The disrersion of points on the ~c'1tte1" rl.ia~rHm (Fi ~re 19), aJonP.' the 

both chnnr-es in thr J 'l+J,1"est rH fferenti'11 nnd from th0 level of the 

9remi'un. The unhedr:en nifforeni irl.l v~lT'ied frr)!'1 G.q) per cent. in f:wour of 

Cnnnrla on .Tune 1/ .. to '1 maxJmum 0: 1.40 pel" cent on Ap!'il 5, tho11l"h t.he bulk 

\ 

of the ni fferenti.'1ls '.'8re '..Jell '.·lithin t~i" r3.nec. ':'he !")1'emillm 0'1 the other 

hnnd, rnnred froM 0.91 pel" cent on June 14 ta B mnximum of 1.6~ Der cent on 

Hny ), exceeriinp: th~~ int,erest rli ffe1"fmtinl for most of the perion. This 

occurred J n s:)i te cf the fnct thAt. the Pnnk of Can:vin '.Tas still selling 

for,.,nrd exchnnge in 1aree amounts-~,J2R-million in April, 2n.0-milHon in 

Hay, ancl 76. ]-",illion in .June, an~ U:at the abnormA.lly high ~hort-term 
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interest differentials connected with the exchanRe cri Ris in the first 

qU'lrter of 1969 ',lere ollm.fed to contbue until the eno of June. Tt is 

beclluse of this centrnl bank intervention connecten wi th the 1968 crisis 

thQt '·'e Ilr8 kec!ling this perion concept1w.lly sl??::lrot,e frorn the follovine 
9 

period, July S, 10 E)3 - .Jn.nu'lry 3, 196~. 

107 

The s['ecll1'ltive V~Ü'lr-:S a"e stllbili 2',1n[': except for one ohserv"tion ,.rhen 

the vaInes for June 2 1 , fnlddenJ.y reversed themsRlves ta hecor:Je ~o<,itive, 

jndic'1.tjne ::l s'.fitch on bnlnnce from fO .... I·J;!~d purchn~es to for"Jard sales 

nudnf; rr drop in the exchnnee rate. Feverthole"s, the vnl11es for the ?erion 

as 11. ~"h()lp '1re ref::aUve, denotint~ thnt Rpec1l1~üors ' .. 'ere purch'lsine U .S. 

l'ltive values, th~ move~ents coinciderl for 9 observations and differed 

for 2. Hoverncnts in the SpP.C11l<iti ve values '.·!ere, therefore, stnhilizinp: 

q? per cent of the time. 

The net arbitr<Jp;e incentive on 9r-rlay ~reasury bills beFan to c'wnp-e 

moner~_tely in f<iVour of the 1J. s. rlllrin~ this period thus hep;inning a trend 

which accelerllted i.n th~ rern'1injnf two qllarters of 106'3. A sl1rvey of the 

actual flows of fun~s in short-term fa"~s, shows them ~s moder'ltely 

stabilizinr;. 1\ moderate short-terrn ontflow hel:Jed ta offset sO!!le~.Jh'lt a 

comhined cllrrent pl'lS lon.!"-term capital acconnt surplus of ~t70L,-million • 

• Tuly 12, 196'3 - Janu3ry 3, 1969. 

'T'he specul'ltive values revp.31 constant specuhtivc Activit.y for 26-

'..Teeks heginninr.: J111;, '5. In 'lll thp.se cases the WlllJCS Here negnt.ive, 

p ') Jc-Ja + 0.1,3. Figure 20 s]-!01,.,rs n d:i.sp8rsion of points nlonp; the lo','er 
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0.18 ppr cent Tnl1rgin; these l'oints res'üted from a cmnbinl1tion of changes 

in the interest di fferentinls nnd chanf:"es in the prernj'lffi. Unhedged 

inter est. differentinls vr!T'ieri sllbstantially for this period, the b1"'l:est 

differentials ooc'lrring in JllJ y, Au~ust and ,September and ranging from 

O.1/~ peI' cent in fevaur of Cannon on .\l1rllst )0 ta 0.96 per cent on J'lly 5 

and August 9. The prcrni'lm on the U. S. c1011<lr, hm:8ver, ',l8.S sl1fficient to 

exceed the rUfferentinls hy ~l. s1.l8stnntinl mflrgin. During October, NOV8r:1ber, 

and Dece 1nher, "the di fferenti'11s nnrro\H~d from n :nOr1erflte 0.21 peI' cent in 

f~vour of Cnnl1rin on Octah~r 11, ta ~ Mo~ernte n.23 peI' cent in fl1Vmlr of 

the P.S. on Dece'1ber 13. ':'he r:reni'.nn als0 dropp(~d snhstantirüly !?no the 

spec1ünt ive V"ll'leS showed u:, 10ss stronrï y dur:in~ these months. 

Exchrmge Fund ;,ccnllnt int p.rvention W1S 11180 si~nificant ourin'" this 

period nnd must bfè c"nsj noren.. In ,T'lly, the values rO'1chen. their hip'hest 

nep'ntiv(~ levds in spi te of offset tin~ sales of S·,?-J. 2-P.li Ilion of for',mrd 

exch~lnr;e. In Jmp1.1Gt the centrnl h'mk s"li tched to rU1"'Ch<lPeR of for'·rnrd 

exchrtnrrc~: t:1.7-m:illion in AUt~Jst, $:27.C'-million in September; purchr,ses 

incre'-tsed drnma+,ically to ::;134.5-T'lillion in Octobp.r, anri 8117.0-m:illion in 

!bvember, and then rell trtck ta G27.8-m511jon in DecR~ber. There i8, 

ho'~'ever, no direct relrJ.tj.nn0hjp 1~etHp.en the speclJ1ative vrJJ.ues and the level 

of forHard purch',ses 1\;' th0. Bank. During Octoher Ilnd ?~ovemher, ',·!hen official 

purchases "rere createst the V'lJ 1J(-~S t'Jrned out 1 0 bf~ le~lst. These l!'!.rge 

f01"'wnrd ~l~chnses p~obgbly nid influence the premblffi and helpen. ta ksep 

the incentive in fnvOll1'" of t,he n.s., rmd no dOllbt incre71sen the speculative 

values. r:evo1"'1.heless, al t.hnugh the Exchnng-e Fund influenced thesp 'ln lue s, 

the vnl11es the~selves ~8pl11tp.n primarily frOID thp '1ctivities, Le., for'Jard 

pUT'ChrlSes, of the o-l:her l,articipant s in the forei[1'n exchnnf"e m-:rket. 
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TABLE 15 

SPECULATIVE PEitrOD: JULY 12, 1968 - JANDAHY 3, 1969 

Dates Specu- Chlmee in D.S. Dollar Change in Treasury Premium Net Incen-
lative Specu- Spot lb.te U. S. Dollar Bill or Di:=;- tive in 
Values Intive Spot P.ate DHferen- count on favour of 

Values tial in !the lI.S. Cr:.nada 
f'lVOll~ of Dollar 
C~Jnacia 

July 12 -0.12 -0.12 107.50 +0.12 O. >3/+ 1 .1/+ -0.30 
19 -0.67 -0.55 107.28 -0.?2 0.66 1 • 51 -0.'35 
26 -0.77 -0.10 107.25 -0.03 0.66 1.61 -0.9'> 

A11g. :2 -0.38 +0.39 107.25 0.00 0.96 1.52 -0.56 
Cl -0.59 -0.?1 107 • .31 +0.06 0.77 1.54 -0.77 

16 -0.41 +0.13 107.25 -0.06 0.60 1.19 -0.59 
23 -0.50 -0.09 107.25 0.00 0./.7 1 • 15 -0.68 
JO -0.70 -0.20 107.25 0.00 0.1/4- 1.02 -0.88 

Sept. 6 -0.1.7 "'0.23 107.28 +o.n.3 0.2/. 0.89 -0.65 
1.3 -0.44 +0.03 107 • .38 +0.10 0.17 0.79 -0.62 
20 -(l.L.9 -0.05 107.?8 -0.10 0.30 n.97 -0.67 
27 -0.20 +0.29 :'17.25 -0.03 0.L.8 0.86 -0.38 

Oct. 4 -0.17 +0.03 107.23 +0.0: 0.30 0.65 -0.35 
11 -0.'12 +0.15 107.31 +0.03 0.21 0./.1 -0.'<0 
13 -0.10 -o.ng Fl7.28 -('1.03 ().17 0.45 -0.28 
2'> -0.35 -0.25 n7.25 -0.03 0.13 0.63 -').50 

Nov. 1 -0.46 -0.11 1n7.25 (J.f)('1 -O. ():~ 0.62 -0.64 
>3 -0.41 +0.0.5 1')7.:1 +O.O() O. C)/. 0.63 -0.5Cl 

15 -0.1·3 +0.23 107. ;l!. +0.03 0.1~ OelS -n.36 
22 -0.27 _G.ry) 107.25 -0.09 O.oq 0.5L. -0.45 
29 -0.12 +0.15 107.28 +0.03 0.02 0.32 -0.30 

Dec. 6 -0.20 -0.08 107.34 +0.06 -0.08 0.30 -0.38 
13 -0.46 -0.26 107.31 -0.03 -0.23 0.L,1 -0.64 
20 -0.37 +0.09 107.23 -0.03 -0.12 0./ ... 3 -0.55 
27 -0 • .36 +0.01 107.28 0.00 -0.09 0.L .. 5 -o. 5L~ 

JAn. 3 ').02 +0.34 107.25 -0.03 0.0L. 0.24 -0.20 
+O.O~ +0.03 
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\tlhen , . .,e compare the ch~nges in the speculntivp. v91ues \.rith the weekly 

movements of the r;pot exch:mge rate, these ch<1nges are stabili7.ing. 

They coincine for 13 ,,.,reeks and di rfer fo"" 9, makinr: the changf3s stabiliz ine 

67 per cent of t.he t.ime. 

The hedged differentiaJ. fflvollTed an olltflow of funds durinr: this 

period of relative weakness of thp A~ericRn dollar. The riifferential 

reached as hif!,h a::: 0.95 per cent in favour of' the TT.S. on J1l1~r 26 but this 

dropped to a moder~t e level +,hrou~h()1Jt t.he '"eTTlf}j ni nr: mon+;h~. 

J'here OCCll'T'ren ,l, 1arr:a olltflm.! of short-term ca~itrü on c~5)2-mjlljon 

in the thj,.·(j qlw,rtp.r of 1968. This m01"e thrm of'fr-ot the halnnce of pa:nnents 

sur!üus of S27-rnillj on on the combjned C'l1"rent plus lonf"-term cnpi t.al 

acconnt br11nnce. The fIol.TS ourinr: the fou'!'th q1wrter, hOHPver, proved 

destnbilizin~ anrl counter to thn.t inc1icn"teo by the hedgcd difff'rentinl on 

Canadian rmd U.S. Trec:sury bills. In the fou-Y'th q'Jnrtr;r, an inflm., of 

2·17'3-million of f'mds j n short-term forms '·ms arlden to fi surpl'.ls of 159-

mi llion on the combined cUY'rent plus c'lpi tn.l ~.ccount balance. 1 t is, 

hm.rever, likely thn.t this rl.estabilizjnr inflow rePected the flight of 

speculnUve c9.!'ital abrOrld from Brit3j n in!1.nticipntion of the oevrlluation 

thnt taak rInce in '10vel"lber. 

r'ebrllary 21, 196Q - Eovember 21, 1969. 

Fif!'ure 22 (paf,e ~~1) sh01,.rs specuJ.ntive rlctivH~r stfirtinrr frol"l 

February ?, 1.1hen the F.S. nol'nr h0P'an movinr, ah0ve the 101·1 it hlln main

taj necl dll'1"inf"" +.he p'1"evbus 2~ Hecks. '!'his pr~~P'1t redan ü, the lonp'pst 

period of specn1 ntion indicr!ted hy the values rlnc1 encompasses 3° \"eekly 

observntions. ~s c~n be ser.n by the ho~j7,0nt~1 c1ir.persjon of points on 



112 

the scatter diaf,ram (Fipure 21), t.he speculative val'.18S res'llted prirnarily 

frorn the discount. on thn D.S. forward dollAr. The unhedged differential 

cn Canadjan ana TI.S. t:re~sury bills varied from 0.05 per cent in f.'lvour 

of the U.8. on Febru~lry 21 ta 0.>-31 per cent in favour of C~mada on June 27. 

1-1ost of the differentials, hOvTever, were "Te11 w:) thin tris ranre and clid not 

change rnuch from w8ek to I.Teek. 17 The TT.S. for',Taro ratA expressed as a 

discount or prerriurn varied T'1Uch m01"e. It rsn""Rd from a prernillm of 0.13 

per cent on :Jovernber 14 ta a discount of 1.64 per cent on June 20 ana 

J')1,;r 11. The vftlues r(~s,llteo, therefore, prirnarily frorn the discount, 

rnpanin,"" forward sales. 

Exchanee i<"mo f01"pnrd oper'1Uons (Hd not contribute t,0 the positive 

nature of the v~luef,. F'o1"',rard lI.S. cloll!1r opcrntions for -t.he liJcchanp:e 

Fund .;.ccount in 1969 \.re1"e large: ~J1Jrchases of $60Jl-rnillion per month 

in February ,md NR1"ch, $11Cl.Cl-rniHion in liay, ~~160.C'-million in June, 

J1l1y rlnn A'lrust, $152.5-m:i.llion in Sept.emher, ~t1J2.5-rnillion in October, 

and ~,95 .IJ-rnj llion in "lovember. llevertheless, the specllbtive vnJ.ues 

reached their hip:hest levals in June and July ('-'8 bjEh as 2.0L. on June 24) 

\-.Then the pl1rcha2es \.,rere nt their p-reatest. Th(~ pU'Y'chnses Here offsstting, 

tenninf; to red'lce the level of the rij scount, 'lnct t!wreby, the speculative 

17. The1"e ',ras a shrlT'p "'i::;e of short-terrn i nterest rqte2 hath jn the 
Il.S. nnd in Cnnarla. The Canadian increases coincided with increHses in 
the bank rate \-Jhich ",as r,üs(>o ta 70,' on March 3, to 7-~ on June 1, and ta 
8q' on July 16. ~!overtheless, the llnhedgerl differentials remained quite 
small. 
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TABLE 16 

SPECULATIVE PEhIOD: FEPHUARY 21, 1969 - nOiJ"ill-1l3ER 21, 1969 

, 

Dates Specu- Ch.'1nee in lI.S.Dollar Chanre in Trensury Premium t!et Incen-
lntive Specu- Spot Rate U.S. Spot 'Rjll or Dis- tive in 
V:llues latjve 

1 H..'1te Differen- C01mt fQvour of on 
1Jnlues tjJll in the U.S. C'lnana 

favour of Dollar 
Canada 

Feb. 21 0.05 +0.05 107.56 +0.15 -0.05 -0.28 0.23 
28 0.39 +0. 3L~ 107.59 +0.03 (J.07 -0.50 0.57 

Mnr. 7 0.65 +0.26 107.69 +0.10 0./.0 -O.LfJ 0.83 
14 0.7/+ +0.09 107 J)9 0.00 O.U~ -0.48 0.92 
21 C.91 +0.17 1C'''.75 .. 0.06 o. L:'~ -Cl.61 1.09 
28 1.01 +0.10 107.69 -Cl.o6 O.~ 5 -0.74 1.19 

Apr. 3 0.95 -0.06 107.72 +0.03 0.31 -0.82 1.13 
11 0.7/, -Cl.21 107.66 -O.Cl6 0.31 -0.61 0.92 
13 0.79 +1).05 107.59 -0.07 0.32 -0.65 0.97 
25 0.38 +0.09 107.53 -0.06 0.32 -0.74 1.06 

Eny :? 1.39 +0.51 107.59 +0.06 0.71 -0.86 1.57 
0 1.5~ +0.19 lCl7.7? +0.03 0.68 -1.08 1.76 / 

16 1.39 -0.1<: 107.63 -Cl. 09 0.45 -1.12 1.57 
23 1.53 +Cl. 1/1 10? 7:~ +0.15 0.50 -1.21 1.71 
X, 1.62 ~0.O9 107. T~ 0.00 [). I,~~ -1.38 1.80 

June 6 1.63 +n.1J6 ~O?73 0.00 0.26 -1.60 1.'36 
13 1.27 -0.1 ... 1 107.91 +0.13 0.15 -1.30 1 .1.5 
20 1.82 +0.55 10S.n9 +0.13 0.36 -1.U, 2.0(1 
27 2.1)/. +0.;:>2 108.n9 0.00 0.31 -1./.1 2.22 

Ju1y 1+ 1.53 -0.51 10~.09 0..1)0 0.11 -1.60 1.71 
11 1.66 +0.1.3 103.2r, +0.16 O.:?O -1.6/, 1.84 
13 1 • .33 -0.33 103.(16 -0.19 0.39 -1. -;? 1.51 
25 1.26 -0.07 10~.O3 -0.03 0.32 -1.12 1.M. 

Aug. 1 0.Q9 -0.27 1n7.9/, -0.00, 0.35 -0.82 1.17 
8 1.02 +0.03 107.°1 -0.03 0.42 -0.7~ 1./0 

15 1.03 "'0.01 107.8~ -0.03 0.52 -0.69 1.21 
22 1.07 +0.0/, 1'J7.72 -0.16 0.56 -0.()7 1.25 
29 0.7) -0.34 107.7? 0.00 0.43 -(\.4B Q.91 

Sept. 5 0.90 +0.17 107.8/. +0.13 0.l7 -0.61 1.08 
12 0.33 -0.02 107.8/+ 0.00 0.L,.5 -0.61 1.06 
19 C.62 -0.26 1C!7.73 -0.06 0.41 -0.39 0.30 
26 0.71 +0.09 107.8/, +0.06 0.50 -0.39 0.39 

Oct. 3 0.90 +0.19 107.9/ ... +0.10 0.56 -0.52 1.08 
10 0.90 0.00 1'J7.91 -0.03 0.47 -0.61 1.08 
17 0.79 -:0.11 107.7'2, -0.13 0.41 -0.56 0.97 
24 0.44 -0.35 107.63 -0.15 0.43 -0.19 0.62 
31 0.24 -0.20 107.63 0.00 0./ ... 0 -0.02 0.42 

fJOV. 7 0.12 -c).12 107.59 -0.0/. 0.3/. 0.0i.. 0.38 
1/+ -0.12 107.56 -0.03 0.29 0.13 0.16 
21 0.09 +0.09 1Cl7.59 "'0.Cl3 0.17 -0.09 0.26 

-0.09 -0.19 



Host of the speculative Ilctivity took place ",hile the U.S. dollar 

in C~n~da wos still t010w its par vaIlle. The s~eculRtion, nevertheless, 

occurred while the U. S. rlollnr vas strenp'theninr: ovcr a period of time 

relntive to the .n:reviolls perion. The S~)ot r~1te of the U.S. oollar in 

the C~madinn fm".;ign exchnnr,e ;:1''lr~\et rose bet,1.J8cn Fehr11ary [l nd ,Tnne, 

moved aboya it:-; ofrici.aJ. [ln:r vnllle of 103.108 cents for ~i "reek in July. 
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A substantial ~u:rplus Ilppnored again in the t,hird and fourth qu~rter in 

the com1~ined cw':rent and CnlJitlll Ilccount blllances and the :"'~:te on the TT. 8. 

dollar wnnkened once morc. hll the spe~11ative values are positive, 

p<Ic-l9. - '1.1~, denotinf" t.hat as ihe TI.S. r1olb:r- "n~ strenp;theninf", 

spccula-::'or" Here sclling F.S. forHllrd or rp.::istinr; the uvmrn 'trend jn 

the f'!.)o+' eych.'1nfE' r',te. This r8sistnncc bagan '"hjle t.he TI.S. dollar ' .. ms 

still reJ.'ltivel;l ',.Tenk flno 'helo1-! i;he off'icinl p3r value-nt 107./.1 

Can[-'.,('lian cents. The h.·1":i,, for the ::,iJ8culntors n.ct.ions, t.hus, need not. 

be the ~nr vnble. Speculator~ c~n expect the spot rate to be over or 

unde:r vnlued at any lavel nr;ove or baloH the official limits. 

'T'he Feneral mOVC::1ent of t.he ~~peclllativc val1les (F'if1'ure 22, pap:e 121 ) 

mi rrors clonely the T'iOVer.1en-ss of th~ spot 1"r1 tr-, bab,men F'Rhrunry 'md 

:Jovemher of 1969. This i8 reflected in the hip;h concurrence when move

ments in the exchanGe rate are compared 1,..ritl~ ch'me:es in the ~~pcc1l1!Jtive 

V~tl'l(,;[;. 'l'hesE: mov,~r:lent" coincirle foT' 31-ueekly ohSerV7!tions nnd rliffe:r 

for lmt 1C; the :noV8Tr.Cnts 1,'e1'e thlls sü .. bilizinr 3rproximr~te:lj- 75 per cent 

of the time. The: closencss of the dirp.ction of ch'\I11,.es Cr1l1 l)e seen in 

Ficnre 23 (paee 1 ~3) \olhere the chrmges in the b.;o rates hnve been plotted. 
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The yenr 19()9 1-TaS I!l'1rked hy surplnses on the com~ined c1n'rent [-lus 

lone-term capital acco~mt hDlélnce: ~~235-million in the firr;t qU!l.rter, 

e172-million in the second, t657-million in the thir~, and SJ26-million 

in the fourth quarter. In eo.ch C:lr;e the sllTpllJSeS Herr·~ offset by short-

tcrm capitDI olltflo'tTS of $323-million, ~;'226-miJ.lion, ~~662-r1i11ion rtnd 

~1Uf-million ir: the first, second, thiTC:, nnd fourth q~JnTters r(~spectively. 

These ontfloHS occurrpcl in spite of the fact th'lt the hedfed 

differenti"l DS cnlcul&teè on TreD.sury bills frlvonrcrl. Cnnnrla, and 

except for n fHT occ~;;;ions cet1,-lcen ~lrl"r(!h and Oct ohc'" the differentÜJ ls 

ren:ined .'1 bo're 1. OC, pCT cent [-er annum in faveur of C'J.nflcla; they rpached 

an exce1;tionnlr:12.xi!T1'.lm of 2.2;:> peI' cent in f~:èVOllr of COmiJ1n on June 27. 

l;]hen dÜ::clls,-dr:r.: the '?r(~!J.::nry b:'lls merit cs 11.n indicf,tor of short-

terr'l int'~-rest r!,te~, it \·Jrlf. pointerl out th::t ihn fIc',! of fllnns mny he 

cnn five ri;'.f~ to nrbitrngc in one direction hehTPen ?r(;~lé'1Jr'y bills 'nld 

i~ the opposite rlir~ction }ptwecn hank deposit ~ccounts. This if 

co.pi tel fro·, Cnrwda. i 2 One of the Iwin ch',nnels for the interrl'1 t:ionnl 

floH of ::hort-terrn cnl)i inl ',ms the foreign currency oper~ltion8 of the 

Co.nndinn chnrtered banks. The banks net fo~eign mJrrency li~tjlities to 

Cr:.nndian rp.sir:ents jncreased hv over t100Cl-million in 19·')<) mainly th"'otlgh 

13. 'Th\-:; expccted revalnntion of' t.he deutsch:-rlitrk c01Jld nlso hnve 
contributed ta the outflo1.] of funrls, HIOUf:h th0 bn1k of the flm.Js 
prohrJ::ly re2ponned to i.ntc-rest 3.-rbitr:tp;e induced by hi["h interest 
difff~r(mtif.is r~;ther +.h'ln on spec1Jl[)1.ive con!dderréUons. 
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a sharp build Ul' of Awapped deposits in rA3ron~c to the shn~p rise in 

intere~t ~ntes ~broad.19 

A prcrnium on the D.S. fo~ward dolln~ tAn~s ta inc~en~e the yield 

obtninahJe on swnppe~ deposits by the exchange profit rAPultinF from the 

prer.1iurn, nncl enC(),lrnG~f: the acquisition of S\·!aj)pec1 depMi te. li. dücount, 

on the othp.r hnncl, t0ncl~ to ir..cre[~se i:,l'10 cast of the fo~',·mrd cover, and 

:"educes the ~eturn 11.vai 17'1'hle to thp. ]-'nnks on s'.rapped c1eposj ts. Al th01Jeh 

1969, h0l-1GVer, it W1S immfficient ta offset the profltfl.bility of forp.ien 

deposits. For example, &lrodo11nr rates on 3-month deposjts rose ta 

exceptionnJly hj,Ch leve~_f: dllrine: the second, thirr\ anr:1 f'ourth r:uarter of 

1969. Var three months money the r~te in Lon~on stnrtad the ye~~ 1t 

7 per cent, tOllehed n T'1:J.xi:rnun of 1 J per cent on LTmlP. -: 0, ,'lnrî droppeo hnck 

ta flllcblntc: nrollnrl 'lO nml 11 cent faT' the rpst of the YS8,::-.20 

The ri8e in s'.lap.?er. dcposits i.rlCr(~0.;;e(j so J'3pidly r111rin~ the second 

haIt the huild up of swnpped c1cposits. The Hank ~p~lested that these 

Ibbilities be lirnited ta the then C1l'rrfmt level of ~'1,72L"-m:illion.:?1 

Fo110\.,rj,ne thi" 'Y'f?li1Jest resident holdinrs of thAse deposits dpcJ.jn0.r:1.2~ 

19. Bank of C:m~da, Annllal Herort of the Governor ta t.he J'~:i_ni ster of 
Fimmce, 1969, p. '70. 

~Q. The Sconomift, 10 69. 
21. Dominion PU1"f;[1U of St~~tistjcs, ()J.a~t.erlv Estimotes of the C~mRr1inn 

B:ürrnce of Int8T'nation:ü Fp..''11ents, Fourth Qnn'Y'ter of 196(l, p. 15. 
22. Thin., p. 15. 



There '.Jere, hO"/ ever, larf,8 countervailinr; moverients of f'mrls. 

Yields on heogeo short-term cOï.!pany pnrm' nnd Trp.'1 sury bilJ.~ vere 

consider3.bly hif"h0.r thnn tho,e on comparable investments in the U.S. 

r:lnd non-resideDt~ incrensed their hoY:i.n(s of thi~ type of rJ[lper ourine 

1969. Foreien hol~jngf of C~n~~jan Tr8n~ury bills nnd sho~t-t8rm pnpcr 

ir.crensed ~:?!,8-mi.lJjo!1 in thf> yenr. 

Even thourh the henf:po "'r<=:n:::ury bill diffcrentbl in this case i.." 

Dot indic,'Jtive of thlO èir(~ction of the bulk cf the floHs, the 90-day 

Our s~ecub.tive vnh"ns T'cs1l1ted pdmnr:il~r from the Ipvel of the premium 

Of; did the net incent:ive j n f:-,vo'lr ')f C,~rl~lf~n on short-t.erTr paper. The 

prer\h;.~1 tcnrlen to cHseournge O1Jtflo"!:è in sHappcà cieposits n.nà nt the 

nnmc tirnc cncournred inflows in ~hort-term p'Jrer. 
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TABLE 17 

1962 .1.2U 
l II III IV l TI III IV 

CU!'T'p.nt Account -333 -362 -3i. -119 -238 -201,. +16 -121 
Lon~-ter.n Capital Account +24 -23 +i246 + Lt/. 1 +373 +209 +33 -L, 

Short-tcrm CaI'i t11.1 Account -65 -2/~9 +47L~ +156 -69 +106 -108 +153 
Pcef'erves -374 -t;3/+ +686 +L.78 66 +111 -59 +28 

1964 1965 
l II lIT IV l II III IV 

. Cm"rent Account -3L,3 -156 +214 -161 -397 -360 +36 +364 
Lonr;-term Capital J\ccount -37 +116 +223 +493 +133 +134 +216 +235 

Short-term C[\')jtal .Iccount +338 +108 -281 -151 +192 +227 -26 +131 
Eef'erves -42 +68 +156 +1i)1 -72 +1 +226 +2 

1966 1967 
l II nI IV l II III IV 

Current Account -396 -375 + L,. 1 -1.07 -334 -280 +202 -131 
Lone-term C!lpi tal Account +462 +22L, +219 +119 +277 +256 +301 +505 

Short-term Cr-tpitaJ. ,lccount -201, +3/+ -345 +269 +"-4 -30 -1/"7 -31~ 5 
HGSerVf~S -1J~ -117 -85 -19 -13 -51, +56 +29 

1968 1969 
l II 111 IV l Il III IV 

Current Account -228 -19 +333 -187 -258 -311 +33 -186 
Long-t.erm Copit nI Account +16g +723 +360 +356 +543 +1.83 +62/ .. +512 

Short-t8rm C~ipitr:tl Account -706 -8i. -532 +159 -323 -/.26 -662 -164 
Heserves -756 +620 +161 +337 -38 -54 -5 +162 

Smlrce: Dominion Bureau of Statistics, Quarterly Estimntes of the 
Crmarlian Palance of InterTh'l tional Pal!!!p.nts, 1962-1970. 
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SUMMARY AND CONCLUSION 

Empirical Summary 

In 1962 and 1968 a change in parity was expected. In aIl of the 

three quarters invo1ved short-terrn capital f10ys were destabilizing. 

During the crisis May 11, 1962 - August 10, 1962, the speculative 

values were kept positive by forcefu1 central bank intervention - by 

raising the treasury bill rate dramatical1y and by large forward sales 

of U.S. dollars to offset some of the purchases made by speculators. 

In 1962, though there was a net inflow on treasury bills and finance 

paper, a large speculative shift of funds occurred, particular1y bank 

balances to the U.S. During the third quarter of that same year when 

the crisis had passed a large speculative flow ensued as Canadians re

patriated funds they had moved abroad the previous quarter. 

During the crisis of 1968, speculative values presented a better re

flection of actua1 f10ws. For the week of January 19, there appeared a 

large discount. This arose before the Bank of Canada had raised the 

treasury bill rates drastically attempting to offset the increase of the 

premium, and began large forward sales to 1imit the rise of the premium. 

In spite of this supportive intervention, an exceptional forward premium 

on March 14 also took place. These movements were destabilizing and a 

better indication of what was really happening though government policies 

were sufficient MoSt of the time to keep the combination of intereat 

differential and premium within the! 0.18% limita. 
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Summarizing the changes in our specul~tive values compared to changes 

in the spot rate for both speculative periods, out of a total of 25 ob

served changes, the changes were destabilizing (i.e., of opposite sign) 

on 17 occasions, or 68% of the time, and stabilizing on 8 occasions, or 

32% of the time. 

The speculative values should represent a better indicator or the 

flows when no change in parity is anticipated. Twelve such periods were 

examined when the combination of the unhedged differentials and premium or 

discount were outside the ~ 0.18% margins. Out of the 12 periods, specu-

lative activity, as indicated by our values, proved destabilizing for only 

one of these periods, August 10, 1962 - July 5, 1963, though this period 

was a long one, encompassing 25 weeks of speculative activity. Our specu-

lat ive values were destabilizing for a period covering about 10% of our 

observations or stabilizing about 90% of the time. 

Though the government had intervened through forward purchases and 

sales for aIl 12 periods, it is unlikely as was shown earlier that the 

values actually resulted from these operations; yet unquestionably they 

were influenced by them. Forward operations by the Exchange Fund cannot 

be separated from the purchases or sales by professional specula tors. 

ln either case, a forward contract has to be renewed or offset by a spot 

purchase on or berore the maturity of the contract. The transaction is 

identical for both market participants. This does not detract from the 

stabilizing nature of the results. Ir the central bank has contributed 

to this in sorne measure in the present system, it can contribute by the 

same operations under a crawling peg and help specula tors smooth fluc-

tuations in the exchange rate through forward operations. 
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TABLE 18 

SUMMARY OF EMPIRICAL RESULTS 

Specula ti ve 
No. of Values From No. of Changes in Quarterly 
",eeks of Pre- Interest Speculative Changes Speculative short-term 

Specu- Specu- mium Differ- Values in Spec- Values Capital Flo",s 
lative lative Dis- ential Sta- Desta- ulative Sta- Desta- Quarters Sta- Desta-
Periods Activity count bilizing bilizing Values bilizinp. bilizing Involved bilizing bilizing 

P Id S D S % D % Quarters Quarters 

May 11/62-
Aug.10/62 14 P Id S 15 6 40 960 II, III Il, III 

Dec. 1/67-
Mar. 15/68 9 P Id S D 10 2 20 8B.Q l l 

TOTALS 23 2 1 25 8 32 17 68 3 3 

Aug.24/62-
Jul. 5/63 25 P Id D 37 15 40 22 60 IV, 62 l IV 

I, II, 63 II 

Feb.28/64-
Jul.31/64 22 P Id S 24 14 58 10 42 II II 

Dec.3l/64- Unab1e to tell 
Feb.26/65 8 P Id S 10 adequately l l 

May 28/65-
Ju1.23/65 9 P S 10 6 60 4 40 II II 

Sep.10/65-
Mar.ll/65 27 P S 28 16 57 12 43 IV, 65 IV 

l, 66 l 
~ 

Mar.25/66- ~.) 
....,J 

Jul. 8/66 12 P Id S 15 12 80 3 20 II II 

/continued 
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TABLE lA (continued) 

SUMNARY OF EMPIRICAL RESULTS 

Specula ti ve 
No. of Values From No. of Changes in Quarterly 
weeks of Pre- Interest Specula ti ve Changes Speculative short-term 

Specu- Specu- miurn Differ- Values in Spec- Values Capital Flows 
lative lative Dis- ential Sta- Desta- ulative Sta- Desta- Quarters Sta- Desta-
Periods Activity count bilizing bilizing Values bilizing bilizing [nvolved bilizing bilizing 

P Id S D S % D % Quarters Quarters 

Nov. 25/66-
Feb.24/67 13 P Id S 15 10 66 5 33 IV, 66 IV 

l, 67 l 

May 12/67-
Jun.23/67 7 Id S 8 3 35 5 65 II II 

Jul. 7/67-
Nov. 24/67 21 P S 22 16 73 6 27 III III 

IV IV 

. Apr.19/68-
Jun.21/68 8 P Id S Il 9 A2 2 18 II II 

Jul.12/68-
Jan. 3/69 26 P Id S 27 18 67 9 33 III III IV 

IV 

Feb.21/69-
Nov.21/69 39 P S 41 31 75 10 25 II II 

III, IV III, l 

248 150 63 88 37 20 16 4 
I\J TOTALS 217 Il 1 00 
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Furthermore as shown previously, the speculative values can result 

from both changes in the interest differential and changes in the premium 

or discount. In the cases where changes in the premium or discount were 

predominant our values probably offer a better reflection of whether the 

market thinks the rate to be over or undervalued, and a better reflection 

of their reaction as measured by the premium or discount caused by forward 

purchases or sales. 

There was only one case, May 12, 1967 - June 23, 1967, where the 

values were primarily due to changes in the interest differential. The 

values themselves were stabilizing, but the changes in the values compered 

with those in the spot rate coincided only in 3 out of 8 cases or only 

approximately 35% of the time. The premium is influenced by commercial 

transactions and interest arbitrage on a wide range of short-term money 

market instruments. The treasury bill differential is a selected differen

tial and although money market rates tend to move together, it is unlikely 

that the premium will move correspondingly to eliminate the covered in

centive on treasury bill differentials, when weekly changes in these 

differentials are large. 

In 7 cases the changes in the premium and the interest differential 

were equally important, these being: 

August 24, 1962 - July 5, 1963 

February 28, 1964 - July 31, 1964 

December 31, 1964 - February 26, 1965 

March 25, 1966 - July 8, 1966 

November 25, 1966 - February 24, 1967 

April 19, 1968 - June 21, 1968 

July 12, 1968 - June 3, 1969 

(25 weeks) 

(22 weeks) 

( 8 weeks) 

(12 weeks) 

(13 weeks) 

( 8 weeks) 

(26 weeks) 
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Only for the first case were our speculative values destabilizing. 

Speculation occurred intermittently while the U.S. dollar was be10w its 

par value, and accentuated the fluctuations of the exchange rate. On 

most occasions during weeks when the spot rate rose above some previous 

level, the speculative values ceased or were very small; during declines 

or troughs, on the other band, the values tended to be large and positive. 

The changes in the speculative values when compared to those in the spot 

rate were likewise destabi1izing and coincided but 40% of the time. In 

the other 6 cases the speculative values were stabilizing, as were the 

changes in these values themselves, 58% for the second case 1isted, 80% 

for the fourth, 66% for the fifth, 82% for the sixth and 67% for the 

seventh. (The third case, however, offered insufficient comparisons for 

adequate results). 

In the fol1owing 4 cases the values were primarily due to the leve1s 

in the premium or discount: 

May 28, 1965 - July 23, 1965 

September 10, 1965 - March Il, 1965 

July 7, 1967 - November 24, 1967 

February 21, 1969 - November 21, 1969 

( 9 weeks) 

(27 weeks) 

(21 weeks) 

(39 weeks) 

In each of these periods our speculative values were stabilizing. Since 

the values carne prirnarily from the premium or discount, they resulted 

primari1y from forward purchases or sales in the foreign exchange market. 

This fact probab1y makes these periods a better ref1ection of whether the 

market partic'ipants considered the U.S. spot rate either over or under

va1ued, since their expectations are expressed either through forward pur

chases or sales. In the above cases, the forward rate moved in a stabi1izing 
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way resisting appreciation or depreciation of the exchange rate. The 

changes in the values were moderately stabilizing for the first two cases, 

60% and 57% respectively, and highly stabilizing for the third and fourth 

ones, 73% and 75% respectively. The last case constitutes the longest 

period during which values registered speculative activity, or 39 weeks. 

If we use the coinciding of changes in the spot rate with those of 

the speculative values as a measure of the foresight with which speculators 

were able to predict changes in the spot rate, it appears that for sorne 

periods this foresight is reasonably good. Supposing now the spot rate 

is falling (or has fallen) over a period of time and speculators resist 

this fall by forward purchases; this tends to produce a premium on the 

forward rate. If in any one week during which the spot rate falls more, 

speculators increase their forward purchases, the premium increases; if, 

on the other hand, as the spot rate fluctuates upward a subsequent week, 

speculators reduce their forward purchases, this tends to reduce the 

premium. (Speculators may also sell sorne forward exchange with the in

tention of purchasing spot on sorne future date when the spot rate has 

fluctuated down again). The preceding operations help to smooth out 

weekly fluctuations of the exchange rate and are profitable for specu

lators. This type of forward purchases and sales would tend to produce 

a general coinciding of the changes in the speculative values with those 

of the spot rate similar to those we often obtained. It would also tend 

to make speculation profitable, the profit being the difference between 

the forward rate and the expected spot rate. 
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Exchange Fund operations may have contributed to the concurrence of 

changes in speculative values and the spot rate. This, hovever, does not 

detract from the validity of our findings but indicates that the forward 

rate can be helped to move in this stabilizing vay, even on a daily or 

veekly basis; and the stabilizing nature of our speculative values is no 

less relevant to the cravling peg for it. 

Looking at the actua1 flovs during vhich the values indicated specu

lative activity, but no change in parity being anticipated, out of a total 

of 20 quarters involved, short-term capital f10vs offset surp1uses or 

deficits on the current plus long-term capital account balances for 16 

quarters, i.e., 80% of the time. The figure is on the low side because 

it probab1y includes one quarter where the destabilizing effects of an 

exchange crisis spi11ed over into other quarters. The situation applies 

for the fourth quarter of 1962. If ve omit this destabilizing quarter, 

the flows are stabilizing in 17 out of 20 quarters or 85% of the time. 

Using weekly data our test rendered somewhat higher results, being de

stabilizing only for one long period encompassing nearly 10% of our 

observations. 

Theoretical Summary 

As was pointed out earlier, wh en a countryls currency depreciates, 

i.e., foreign exchange appreciates, its products be~ome cheaper on the 

international market. It was argued that the growth of exports and the 

decline of imports of a country vith a balance of payments deficit vou1d 

correct the disequilibrium. There is, however, a lag in this process 
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from the point vhere the domestic exchange rate depreciates and exports 

expand, and imports contract sufficiently to eliminate the disequilibrium. 

In the meantime, there may be a heavy depreciation before priees can adjust 

to the balance of payments. If speculators realize that the difficulties 

are only temporary and that the currency will recover, there is a profit 

incentive to buy the currency while it is cheap. Once the depreciation 

has its stimulative effects on exports and contractive effect on imports, 

the exchange rate will in sorne rneasure be reversed. This support by private 

speculative funds to a currency which has excessively depreciated would 

serve to finance ternporary deficits in the balance of payments. Alter

natively there vould be an outflow of funds frorn a country whose currency 

has excessively &ppreciated. 

This type of beh~viour is rational and is profitable for the specu

lator. For both an excessive depreciation or excessive appreciation, the 

speculator if he anticipa tes correctly rnakes a profit. Our speculative 

values seern to indicate such a type of speculation. As the analysis has 

shown, speculators do not operate as though they expected rises or falls 

in the exchange rate to continue. Looking at the foreign exchange rate, 

for an appreciation of the U.S. dollar, the forward rate tended to be at 

a discount; for a depreciation at a premium. Correspondingly, for an 

appreciation, the speculative values were positive, for a depreciation 

negative. The quarterly flows thernselves vere extremely stabilizing, 

except when a change in parity was anticipated. Furtherrnore, the con

currence betveen the weekly changes in the speculative values and the 

changes in the U.S. spot rate were quite high for several cases, thus 
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indicating that speculators were able to anticipate even these very short

run, i.e., weekly, fluctuations in the exchange rate with sorne accuracy. 

Speculation is less likely to be profitable if a currency falls in 

value and speculators base their actions on the expectation of a further 

fall, because of a present or past decline. Such actions are likely to 

intensif y the fluctuation in the exchange rate and drive it below its 

long-run value. Here the spot rate would be more unstable than even in 

the absence of speculation. Once, the stimulative effect of the de

preciation begins to have effect, however, the decline in the exchange 

rate will be totally or partially reversed. If speculators actions drive 

the spot rate below its long-run value by destabilizing forward sales, 

specula tors would find thernselves involved in large financi~l losses. 

The majority would be selling cheap and buying dear once the rate had begun 

to recover. 

The analysis tends to support the stabilizing rather than the de

stabilizing form of speculation. It is unlikely that a change in the spot 

rate will produce the destabilizing effects suggested by J. Herbert Furth 

and Samuel Katz. The spot rate does not seern to have this signal effect. 

Both the speculative values obtained as weIl as the examination of the 

actual flows of funds support the fact that speculation tends to smooth 

out temporary fluctuations in the exchange rate. 

One of Furth's contentions i9 that even if the exchange structure is 

in balance when the crawling peg is adopted, the system could easily be

come unbalanced from any new strain on the balance of payments because of 

a destabilizing forward rate. There is a built in mechanism of dis-



135 

equilibrium where there is a tendency of the spot rate to move in the same 

direction. This is unlikely, according to our analysis. 

Samuel Katz, on the other hand, feels that a self-reinforcing upward 

crawl would be limited to a country with a protracted surplus, and a down

ward crawl to one with a protracted deficit. The analysis, however, seems 

to indicate that specula tors are likely to finance a more fundamental dis

equilibrium in the balance of payments (where a more permanent ad just me nt 

is necessary), if no discreet change in parity is expected. 

Turning to monetary policy it might be useful to briefly restate the 

argument. 

A country with a balance of payments surplus and a downward crawling 

foreign exchange rate, i.e., upward crawling domestic rate, would tend to 

have its surplus increased if the forward foreign exchanee rate moved to 

a discount, (as Samuel Katz and J. Herbert Furth thought likely due to a 

signal-effect of a spot dp.cli~e~If at the same time, the country was ex

periencing internaI inflation, its effort to reduce the money supply might 

be cornplicated by the surplus resulting from the crawl. Under Robert A. 

Mundell's assumption of a fixed rate and perfect capital mobility, the 

surplus is perfectly offsetting, the foreign exchange authorities replacing 

aIl the funds the central bank has withdrawn through open market sales of 

securities. For a country with a deficit, on the other hand, and an up

ward crawling foreign exchange rate, i.e., downward crawling domestic rate, 

a forward forcign excbange prernium induced by the expectation of a further 

rise would tend to increase the deficit by additional flows. If at the 

sarne time the country were experiencing a deflation, the bank might hAve 
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difficulty in easing the money supply, vhere it has to support the rate 

vith a supply of foreign exchange. In such an instance the foreign ex

change authorities vould be vithdraving the funds the central bank had 

injected by purchases of securities. Under R.A. Mundell's assurnptions, 

the flovs vould be completely offsetting - exchange rate flexibility vould 

be gained at the expense of monetary policy. 

Under the cravling peg, as discussed in this paper exchange rates 

vould not be fixed but vould be able to vary vithin a 1% margin of par ~s 

in the present system. The countervailing flovs need not equal the pur

chases or sales the central bank has undertaken in order to change the 

money supply, (these flows may be greater, equal or less). Here to ob

tain a given effect on interest rates and eventually expenditures, the 

central bank vould have to change the money supply in a greater proportion 

than if there vere no countervailing flows depending on the magnitude of 

the flovs produced by the forward premium or discount during the cravl. 

If the forward rate moved in the destabilizing rnRnner suggested by 

Katz and Furth, strong central bank support to keep a currency vithin the 

official limits and to keep it cravling in an orderly vay vould be in

evitable. To prevent an excessive depreciation of domestic currency, the 

latter vould have to be supported by sales of foreign exchange while pur

chases of foreign exchange would prevent an excessive appreciation. The 

flov could be considerable vhen the exchange rate changes from one equili

brium to another before adjustments in priees and costs have had time te 

take effect. During the transition large short-term flows could supplement 

either surpluses or deficits on the rest of the balance of payments, thus 

requiring substantial supportive purchases or sales. 
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As seen, speculation, however, was found to be stabilizinp.. Our 

speculative values tended to resist appreciation or depreciation of the 

foreign exchange rate. Actual short-terrn capital flows proved to be 

extremely stabilizing 50 long as no change in parity was expected. They 

offset surplus es or deficits on the combined current and long-terrn 

capital account 80% of the time. Even in the 4 quarters flows were de-

stabilizing, but only moderately 50, and in no case were they 5ufficient 

to make the currency suspect to devaluation. As long as speculation is 

stabilizing a currency can fluctuate within the parity band without ab-

normal supportive purchases or sales. Even during periods of weakness when 

a currency i5 near the support level, speculators and traders are likely to 

continue to buy this currency as long as they are satisfied that the 

authorities can defend the spot rate. l 

The other aspect of monetary policy concerns the interest rate con-

straint. It vas pointed out in Chapter II, that a country with a downward 

crawling currency, i.e., an upward crawling foreign exchange parity, would 

have to keep its interest rate above those abroad by the amount of the 

downward crawl; a country with an upward crawling currency, i.e., a down-

ward crawling foreign exchange parity, would have to keep its rates below 

those abroad by the amount of the upward crawl. If the forward rate moved 

in a destabilizing way, interest rates during a downward crawl would have 

to rise further by the amount of the discount to neutralize the interest 

1. S. Katz, Two Approaches to the Exchange Rate Problem: the United 
Kingdom and Canada, Essays in International Finance, No. 26 (Princeton, 
New Jersey: Princeton University International Finp.nce Section, August, 
1956), p.ll. 



incentive to transfer funds abroad; in an upward crawl, they would have 

to fall further by the amount of the premium. Supportive speculation 

would tend to reduce the amount that interest rates have to rise for a 

downward crawl, or have to fall for an upward crawl. Stabilizing specu-

lation would, therefore, reduce the constraint from having an abnormally 

high or low level of interest rates and mitigate the interest rate con-

straints induced by limited flexibility of the exchange rate. To the 

extent the interest rate constraint is less, a faster maximum rate of 

2 crawl may become feasible. 
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Limited exchange rate flexibility is unlikely to complicate domestic 

monetar,y management by large unwanted inflows or outflows of short-term 

capital, however, provided that no change in parity i9 anticipated. Under 

the adjustable peg the emphasis has been placed on maintaining the initial 

parity, but once substantiel disequilibrium has been built up a discreet 

change in parity becomes likely. Under the crawling peg emphasis should 

be laid on allowing the parity to change in a prompt though orderly manner 

so as to eliminate disequilibrium. Were such the case, greater exchange 

flexibility should reduce considerably the type of volatile capital move-

ments that have occurred under the adjustable peg when the parity has 

come under suspicion. If, however, corrective exchange rate action is 

postponed, or the exchange rate is not allowed to crawl sufficiently so 

that, for example, a 10 or 15% devaluation to restore equilibrium becomes 

2. T.D. Willet, "Inte:est Rates and Capital Flows under Limited 
Flexibility of Exchange Rates" in T.D. Wi11et, S.I. Katz and W.H. Branson, 
Exchange-Rate Systems. Interest-Rates. and Capital Flows, Essays in Inter
national Finance, No. 78 (Princeton, New Jersey: Princeton University 
International Finance Section, January, 1970), p.l). 



credible, one would still obtain the type of destabilizing short-term 

capital outflows as has occurred in Canada during the exchange crises in 

1962 and 1968. Unless a discrete. change in parity is still considered 

likely, there is no reason for tpe forward rate to move in a disequili

brating way or for massive shifts of speculative funds to take place. 

The system will probably function with greater success the closer the 

level of the exchange rate corresponds to equilibrium; if substantial 

disequilibrium were permitted to develop the crawling peg would pro~ahly 

not be more effective than the present system. 
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