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PREFACE

The aim of this study 1s to conslider the price and
income effects of various types of capltal movements under
a system of freely fluctuating exchange rates. By way of
conclusion, certain implications of the analysis for Can-
adian monetary policy are considered.

I wish to thank my tutor, Professor D.B. Marsh for
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CHAPTER ONE

INTRODUCTION

1. HISTORICAL SURVEY

"The so-called unfavourable balance may mean
glorious tﬁings for a nation."l Since a current account
deficit and a net capital 1nfiow are merely opposite sides
of the same coin, there can be little doubt that the
unfavourable balance, whlch Canada often has with the rest
of the world, has been, in general, a great boon to the
Canadlan economy. The flow of caplital to Canada was and is
important and in some periods almost a dominant feature in
the progress of the Canadlian economy. Canada with a popula-
tion of less than .6 of one per cent of the world's pop-
ulation now ranks seventh among the industrial nations of
the world.2 As a trading nation Canada in 1955 stood fourth
when ranked accordihg to total trade.3, In 1955, Canada
gtood first in the production of nickel and asbestos, second
in zinc and gold, and fourth in lead and copper. In 1955
Canada was also the seventh most important producer of
petroleum; yet ten years before Canadian production was

-1nsignificant.4 These accomplishments probably would not

1. Stephen Leacock, All Right, Mr. Roosevelt, Oxford Pamphlets
on World Affairs No. C.l (Toronto:Oxford University Press,

1939), p. 33.

2. Canada, Dominion Bureau of Statistics, Canada Year Book 1956,
pp. 175-178.

3. Canada, Dominion Bureau of Statistics, Canada 1957, p. 187.

4., Ibid., p. 15,
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have been possible or at least would not have been realized
as qulckly except for the assistance pfovided by foreign
invegtment. Therefore, by way of introduction, it seems
warranted to give a brief historical account of capital
movements to Canada.

Statistics concerning capital flows befofe 1900 are
very meager and unreliabla.5 However, there was little cagp-
ital import in the early years of the nineteenth century. 1In
1855, an important financial connection was established when
Baring Brothers and Company acquired one half of an Upper
Canada &£ 400,000, 5% loan for public works.® Throughout the
1840's, the House of Baring showed increasing interest in
the North American colonies. In 1844, for instance, this
banking house bought £75,000 of an Upper Canada loan
guaranteed by the British Government, the proceeds of which
were to aid in the completion of the Welland Ganal.7 As the
raillway fever was very intense 1ln this-part of the world,
there was a clamour for British financing. The Atlantic and
St. Lawrence Raiiway, the first international rallway in the

world was constructed with British financial assistance.8

LS
5. W.J.Easterbrook and Hugh G.J.Aitken in Canadian Economic
History (Toronto:Maemillan,1956), p.316 state that 1t has
been estimated that total capital imports into Canada betwesen
1827 and 1838 were 325 million, between 1841 and 1849; #35 -
million and in the 1850's, $100 million.

6. Ralph W. Hidy, The Houge of Baring in American Trade and
Finance (Cambridge:Harvard University Press,1949), p. 199.

7. Ibld., p. 371.
8

. Leland Hamilton Jenks, The Migration of Britigh Capital to
1875 (New York:Knopf, 1938), p. 198. A




The aid to raillway construction provided by British capltsal
is well indicated by the activities of just two financial

institutions.

Table 1. Canadian Debentures Marketed by Baring Brothers and
Company and Glyn, Mills. Halifax and Company from

1852-1857.
Company Year Amount
Grant Western 1852 £ 200,000
1854 400,000
' 1855 170,000
Toronto, Simcoe and Huron 1852 100,000
1853 175,000
1854 200,000
Grand Trunk 1853 S 905,800
1854 905,700
1855 900, 000
£ 3,956,500

Source: Ralph W. Hidy, The House of Baring in American Trade
and Finance (Cambridge:Harvard University Press, 1949)

p. 433,

Baring Brothers and Glyn, Mills not only assisted
in railway construction but continued to act as financlal
agents for the Govermnment of Canada and on its behalf pur-
chased orrmarketed considerable quantitlies of bonds. Nova
Scotlia and New Brunswick also were aasisted sporadically by
Baring Brothers. From 1853 to 1857, the city of Quebec was
materially alded by Baring Brothers who markéted almost
£300,000 of its bonds.” |
The Grand Trunk Rallway was the major British

investment in Canada before confederation. In the early -

9.Hidy, op.cit., p. 434.



-

silxties, the amount of British capital invested in the Grand

10 1n 1862, the

Trunk was calculated to be £12 million.
original debentures were converted into preferred shares, but
the i1ill-fated railway never managed to pay a dividend.
Successive reorganizations, extending over almost sixty years,
falled to make the company a profitable enterprise; and in
1920 it became part of the Canadian National Raiiway.ll
Confederation in 1867 and the entry of Manltoba
and British Columbia as provinces in 1870 and 1871 necessi-
tated a major tapping of the British capital market in order
to lay the steel rails which,it was hoped, would weld the
scattered provinces into an economic unit. The Canadian
Pacific Rallway oversghadows all other non-resldent investments
in Canada, neverthelesé, there 18 little information concern-
ing the extent 6f the early non-resident financing of this
company. In 1885, at a meeting of the shareholders the
president, George Stephen, stated that of the $65 million in
stock issued by the company about $40 million was held in
England, about $10 million in the United States and about
$15 million in Ganadail%%)At the end of 1899, in addition
to the $65 million in capital stock, there was outstanding
#26.8 million in 4% preference stock, $54.2 million in mort-
gage bonds and liabilities of other railroéds and $18.3

10. Jenks, op.cit., p. 204,
110 Jenkﬁ, OEQ Cit., p. 204
12. "Report of Proceedings at the Adjourned Annual and Special

Meeting of Shareholders", Saturday, 13 June 1885, C.P.R.
Reports 1881- 1886 Vol. .I. .




million in land grant bonds. Of the bonds and debentures,
all but about $5 million were issued in terms of sterling.l3
Perusal of the annual reports up to 1900 indicated that most
of the 4% preference gstock was placed on the London market

by the Canadian Pacific Railway's financial agent, Baring
Brothers and Company. lMerely because the denominations of
most of the bonds were in terms of sterling and the prefer-
ence stock was sold largely in London does not mean that they
were purchased by British capital. It need not even
represent non-resident capital since Canadlans might have
bought securities in London. However, there can be little
doubt that the monetary capital was predominantly British in
origin. If all gecurity holdings were held in the same pro-
portion as the capital stock, non-resident investment in

the Canadian Pacifilc Railway'would have exceeded $160 million

at the turn of the century.l4

13. "Annual Report", 1899, C.P.R. Reports 1893-1901 Vol.III,
p. 12.

14. The following passage consists of excerpts from an edito-
real in the London Truth, September 1, 1881 entitled
"Phe Canadian Dominion Bubble", (C.P.R.Archives, Serial
36, #17).

The "Canadian Pacific Railroad Company" has begun, I
see, to launch its bonds. A group of idontreal and New
york bankers nas undertaken to float $10 million dollars
worth of the Company's land grant bonds, and the Bank of
Montreal with its usual courage, has taken one-fourth
of the entire loan. This announcement looks as though
the Canadians were golng to raise the necessary capital
on the other side of the water, but I have a shrewd
suspicion that they have no real intention of doing any-
thing of the kind. The New Yorkers are keen enough
gamblers, and reckless enough at times, I admit, and yet
1t 1s impossible to believe that they are such fools as
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Capital from the United States began to flow into
the Canadian lumber trade before 1840, and the copper and
silver mining areas around Lake Superior also had lured
some capital from this source by 1846. However, significant

15 The

capital movements did not coumence until after 1870.
first United States branch plant was established in St.
Catherines in 1870 to make files. During the succeeding
elght years, ten more branches were established.16 As a
result of the National Policy introduced by Sir John A.
Macdonald in 1879, the branch plant movement was accelerated.
Macdonald decided that, since the United States was unwilling
to glve Canada recliproclity in trade, he would give the United

States reciprocity in tariffs; and in this way reserve the’

to put thelr money in this mad project. I would as

goon credit them with a willingness to subscribe hard
cash in support of a scheme for the utilization of ice-
bergs...I doubt if $10 million of ready cash could be
found in all Canada for this or any other work of utility
at a pinch, but the Canadiansg are not such ldiots, to
part with one dollar of their own if they can borrow
fheir neighbours. The Canadians spend money and we pro-
vide it. That has been the arrangement hitherto, and

it has worked splendldly - for the Canadians - too well
for them to try any other plan with a scheme like the
Pacific Railway which they must know is never likely to
yield a single red cent of interest on the money that

may be sunk in it...As for the country as a whole it is
poor, and 1t is crushed with debt. The supreme Government
owes about £26 million to thils country, and about g£35
million altogether and every province has its separate
debt, as also almost every collection of shanties calling
1tself a "city"...Nearly every year it comes for a new
loan or two, and once it is falrly committed to making
this new rallroad, I see nothing before it but bankruptecy.
This "Dominion" is, in short, a "fraud" all through and
it is destined-to burst up like any other fraud. Then,
and not I suppose until then, the British taxpayer will
ask why we "guaranteed" so much of this sham Government's deht.

15. Herbert ilarshall, Frank A. Southard,Jr., and Kenneth W.
Taylor, Canadian-American Industry (New Haven:Yale Univer-
Press,19%6), pp.> - 4.

160 Ibid' F] po 12'




Canadian market for the Canadian manufacturer. This attempt
+0 establish an independent economy, however, fostered the
branch plant movement, since it was a means by which the
tariff could be circumvented. In the following nine years,
thirty-seven more concerns controlled from the United States
were established, as compared to eleven during the preceding
nine years.l7 By the turn of the century, the number of
United States branches and controlled companies was estima-
ted to be 66.18

Viner has estimated that the total amount of
capital invested in Canada at the beginning of the twentieth
century was $1,200 million of which $1,050 million was
British and $150 million was American.’’ In general, British
and United States investment during this early period was
distinctly different in form. The United States investment
was _principally direct while the British was largely port-
follo.

The era from 1900 to 1913 was one of spectacular
expangion. There was a vast amount of rallway construction
which assisted in the settlement of the western prairies.
The population of the Dominion increased by 2.331 million
or by about 44%, largely as a result of the unprecidented
1mmigration.20 There was a large growth in urban communi-

" ties necessitating much municipal borrowing. From 1905 to

17. Ibid., p. 12.
18. Ibid., p. 21.

19. Jacob Viner, Canada's Balance of International Indebtedness
1900-1913 (Cambridge:Harvard University Press,1924), p.99.

20. Canada,Dominion Bureau of Statistics, The Canada Year

Book,193%6, p. 141.
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1913 inclusive municipal flotastions in London amounted to
£34,642,631, The large municipal borrowers were the relatively
new western communities. Flotations by municipalitles in the
Prairie provinces and British Columbia amounted to £21,246,210
a8 compared with#£13,396,421 1or those in the rest of Canada.21
Canadian municipalities depended largely upon British capital
up to world War One. To 1llugtrate this point, total munici-
pal Lorrowing in 1913 amounted to approximately $116 million
of Which 59% was obtained in Britain, 22% in Canada and 19%
in the United States.22

As can be seen from table 2, the capital inflow

from 1900 to 1913 inclusive was on a gigantic scale.

Table 2. Capital Invested in Canada 1900-1913
(in thousands)

Continental
Britain U._S. Europs Total
1. Securities ’
Public issues $1,43%,884  §134,213 )
Private sales by 38,755 ) 100,000 )
igsues ) )
Individual sales 25,000 ) ) $62,715
Treasury bllls 23,000 )
Sub total 1,520,639 234,213 62,715 1,817,567
2. Miscellaneous
Insurance CoO. 32,479 50,251 72,730
Other 200,000 345,330 100, 000 645,330
Sub total 232,479 395,581 100,000 = 728,060
Total $1,753,118  $629,794  $162,715 §2,545,627

Source: Jacob Viner, Canada's Balance of International Indebted-

ness 1%00-191§ (Cambridge:Harvard University Press,1924),
pp. 126-38.

21. Fred W.Field, Capital Investments in Canada (Toronto:Monetary
Times, 1914), p. 110.

22. Ibid., p. 116.
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Non-resgident capital invested in Canada increased from $1,200
million at the end of 1899 to $3,746 million at the end of

1913 or by more than 210%. Over 70% of this huge capital
inflow occurred in the last sgix years of this period. The

last two years alone accounted for 34%?3 As in previous
periods, British investment consisted primarily of the purchase
of Canadian securities, while United States investment in
Canada represented more direct participation. These features
are borne out by table "2, . for almost 90% of the increase in
British investment in Canada resilted from an increase in
their holdings of Canadian securitises. On the other hand,

55% of the increase in United States investment came about
through a rise in other miscellaneous investments. The com-
position of this particular classification is indicated by
table 3.

Table 3. United States Miscellaneous Invegtment at the énd of 1913

(excluding insurance companies)
(in thousands)

Brantch companies (450) 4135,000
British Columbia mills & lumber 71,000
British Columbia mines 62,000
Land deals in British Columbia 60,000
Land deals in the Prairie provinces 41,000
Lumber and mines in the Prairie provinces 10,500
Theatrical enterprises 3,500
Packing plants 6,750
Agricultural implement distributing houses 9,255
Miscellaneous industrial investments 12,200
Purchase of city and town property 20,000
Investment in the Maritime provinces __14,125

§445,330

Source: Fred W. Field, Capital Investments in Canada (Toronto:
Monetary Times, 1914), p. 25.

23, Viner, op. cit., p. 139.
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During the first fourteen years of the twentieth
century, Britain provided approximately 70% and the United
States 25% of the total monetary capital placed at the dis:
posal of Canada by non-residents. However, it would do a
great injustice to the facts to believe that this was the
ratio in which these countries provided Canada directly with
real capltal. An excellent illustration of this, as applied
to a single industry, has been given by C.K.Hobson. Althoﬁgh
Canada borrowed overg75 million in Britain for railway con-
struction from 1901 to 1911 inclusive, Canadian imports of
railway bars and rails Ifrom Britain amounted to only#l.87
million out of a total import of bars and rails of £4.85
million. The difference, almost £ million were imported
mainly from the Unlted States, although comparatively little
capital was borrowed in that country. British exports of
other railrbad equipment to Canada were equally sﬁéll as
COmpared with the amount obtalned in the United States.24

A more conclusive indication that Britain and the ~
United Stateg did not provide Canada directly with real
capital in the same ratio as they provided monetary capital
1s revealed by looking at Canada's current account. In
every calendar year from 1900 to 1913 inclusive, Canada
had an expo:t surplus on commodity trade with Britain which
over the entire period amounted to $670 million. At the same
time,Britain invested an additional $1,753 million in Canada.

It was larzely in the form of imports from the United States

24, C. K. Hobson, The Export of Capital (London:Constable,
" 1914), p. l4.
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that monetary capital raised in the United Kingdom entered
Canada. During the fourteen year period, there was a

deficlit on commodity trade of $1,723 million with the United

2
States and of $302 million with the rest of the world. >

The process by which the United Kingdom indirectly
exported real capital to Canada is well illustrated by the
following quotation:

Canada is borrowing money in London to financs
her farmers, and with the capital borrowed in
London, Canadian farmers are purchasing American
macninery and the capltal actually passes into
Canada in this form. This means we have to re-
mit to the United States the capital we havse
lent to the Canadian farmer. But the United
S8tates do not require to import much English
produce. They need silk, however, and this
they purchase. And we have now to gsettle with
Japan. Japan takes payment for the silk sold
in America in raw cotton from India, and India
recelves payment for her raw cotton in cotton
plece goods from Lancashire. Thus we export
capital to ganada by exporting Manchester goods
to Bombay.2

This excerpt celearly indicates that multilateral trade and
currency convertibility are prerequisites for the type of
capital inflow experienced by Canada in the early years of
the twentieth century. The purpose of stressing thls feature
of the capital inflow from 1900 to 1913 is that it stands in
marked contrast with the caplital movement since World War Two.
'In the eleven years since the end of World War Two, there

has been a net capital inflow of $2,592 million. Of this
42,887 million has come from the United States, while there

25. Viner, op.cit., p. 282. .
26. Viner, op.cit., p. 280, (footnote).
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has been a net capltal outflow to the United Kingdom and other
sterling area countries of $289 million and to the rest of
the world of $6 million. During the same period,Canada had a
cunulative current account deficit of $9,3%21 million with the
United States. Of this amount $6,434 million was settled in
the usual triangular fashion through net foreign exchange
 sarnings from the United Kingdom and the rest of the world.2V
Thus, the United States provided not only real capital, as
she has in the past, but also the monetary capital. :A capital
.inflow similar to that of the early twentieth century is not
possible until a solution is found to the "dollar shortage."
World War One brought about a profound change in
capital movements into Canada. New York replacea‘fhe;London
market as the chief source of outside capital. In 1914,
public offerings of Canadlan securities in the United States
amouﬁted to merely $13.4 million. However, since access to
the British capital market was severed as a resuit of the war,
and since Canada's own capital market was still in a rudi-
mentary state, the New York market was tapped to an lincreasing
extent, largely to assist in financing the Canadian war effort.
Canadian issues publicly oifered in New York in 1915 amounted
to $156 million, an increase of more than 1000% over the
preceding year. The amounts floated in the United States in
1916 and 1917 were $162 million and $212 million respectively.
Most of the borrowlng was on government account, although

28
corporate issues amounted to $38 million in 1917. From 1914

27. Canada,Dominion Buregu of Statistics, The Canadlan Balance
of International Payments 1956, pp. 38-41.

28. William O.Scroggs,"The American Investment in Canada",
Foreign Affairg, Vol. xi (July,1933), p. 717.
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to 1918 inclusive, total United States investment in Canada
increased from $780 million to $1,630 million. There was
also a amall increase in British investment during the
period. In 1916,British investment in Canada reached its
zenith of $2,840 million. The following two years saw a
reduction in British investment and at the end of 1918 it
amounted to $2,729 million.29
From 1919 until 1926, United States investment
rose by $1,834.5 million, an increase of over 100%.30 A
large proportion represents direct investment, for from
1919 to 1926 inclusive, 364 more United States controlled
companies were established in Canada. Direct investment also
Increased ag a result of reinvestment of profits. While
United States caplital was growing, British capital in most
years continued to decline. The year 1922 marked the time
when United States investment first exceeded British. The
total decrease in British investment in Canada in the eight
years following World War One amounted to $374.3 million.31
The initiative in this reductioh did not originate entirely
in Britain, for f?om 1919 to 1924 the pound sterling was at
a discount in tefms of the Canadian dollar, and it was con-
sidered profitable for Canadians to repurchase sterling and

optional payment bonds sold originally in London.32

89. Frank A. Knox, Excursus to Herbert Marshall, Frank A.
Southard,Jr., Kenneth W. Taylor, Canadian-American Industry
(New Haven:Yale University Press, 1936), pp. 309-310.

30. Ibid.

31. 1bid.

32. Canada,Dominion Bureau of Statistics,British and Foreign

Capital Invested in Canada and Canadian Capital Invested
Abroad 1926-1936, p. 2.
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The Dominion Bureau of Statlistics estimatéd that
total non-resident investment in Canada at the end of 1926
was $6,003 million, 44% owned by residents of the United
Kingdom, 53% by residents of the United States and 3% by all
other non-resldents. Of the total non-resident investment
- approximately T0% was portfolio and 30% was direct; IWhile
88% of British investment and 56% of United States investment
was portfolio.33 It is interesting to note that although
direct investment was stlll relatively a more important.com-
ponent of United States investment than of British investment,
it was no longer the largest part of United States investment.
This did not occur as a result of a diminution in the flow
of United States direct investment to Canada, but from the
much accelerated flow of portfolio investment because of the
virtual cessation of the flow of British loans.

During the period from 1927 to 1930 inclusive, non-
resident investment increased by $1,611 million. Over 90%
of the lncrease is accounted for by a rise in United States
investment. Total direct investment increased by $645 million,
portfolio investment by $931 million, and miscellaneous by

34 The early years of this period were character-

$35 million.
1zed by rapid economic growth. As a result, forelgn capital
flowed to Canada to share directly in the profits of the

buoyant economy. In addition, Canadian industries and pro-

33%. Canada, Dominion Bureau of Statistics, Canada's Interna-
tional Invesgtment Pogition 1926-1954, pp.T4-T77.

34, Ibid.
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vinclal and municipal governments called on foreign capital
to assist in financing thelr investment programmes. As
usual, during periods of rapld growth, there was a deficit
on current account. However, it would be misleading to call
a deficit on current account an "unfavourable" balance of
trade; for in Canada a deficit oﬁ current accéunt is a fairly
accurate indication of prosperity. K. W. Taylor constructed
en index of prosperity for the period from 1872 to 1929 and
found s high inverse correlation between a current account
surplus and prosperity.35
From 1930 to 1939, non-resident investment in Canada
was reduced by $701 million. Direct investment decreased by
$131 million of which $112 million was a decrease in United

36 The decrease was not accompanied

States direct investment.
by a cessation in the establishment of branches and plants.
Actually, the tariff policy adopted during the depression was
eminently successful in enticing more American corporations
to establish plants in Canada. In 1931, the Financial Post
printed an article entitled, "Claim Tariff Brings Canada 90
New Plants; Government Points with Pride to Long List". 27
Thus the diminution in United States direct investment must

have occurred as a result of withdrawals and losses substéntially

25, K. W. Taylor and H. liitchell, Statistical Contribution to
Canadian Economic History, Vol II (Toronto:Macmillan,1931)
P. D

36, Canada,Dominion Bureau of Statistics, Canada's International
Investment Position 1926-1954, pp.T4-T7.

37. Marshall, Southard and Taylor, op.cit., p. 275
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in excegs of the net decrease of $112 million. Portfolio
investment declined to a greater extent and at the end of
1939 amounted to $2,629 million, a reduction of $557 million.
Of the total decrease of §701 million in non-resident invest-
ment in Canada during the 'thirties', 3509 million and $290
million represented decreases in United étates and British
investment respectively. The increase in investment owned by
all other non-residents was $98 million. It was mainly
European in origin and was concentrated in the later 'thirties'.38
Thus, it is probable that the primary motive for the capitai.
movement was security.

World War Two had a very pronounced impact upon
Canada's balance of payments. There was a greatly expanded
demand for Canadian production, partlcularly food, raw materials
and munitioné on the part of Britain. At the same time, of
course, Britain had to divért regources from the production
of export commodities to war materials. As a result, the
current account surplus with the sterling area during the war
amounted to a staggering %5,808 million. In the early years
of the war, Britain covered part of this deficlt by official
repatriations of $703 million which consisted of all the Dom-
inion government direct issues and almost all of the Canadian
National Railway issues Owned in Britain.39 Private repatria-
tion during the war amounted to about $300 million, approximitely

one-half arising from redemptions and the remainder from

38, Canada,Dominion Bureau of Statistics, Canada's International
Investment Position 1926-1954, pp.T4-TT.

39, Canada, Dominion Bureau of Statistics, The Canadian Bailance
of International Payments 1926-1945, p. l4.
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repurchases. In 1942, the Canadian parliament extended a
$700 million loan and appropriated $1,000 million as a gift
io Britain. During the succeeding war years Canada extended
a further $2,175 million in juutual Aid to the sterling area.
Britain paild to the Canadian government in gold and United
States dollars an amount totalling 3504 million.40
During the same period United States investment
increased by $839 million. Slightly over half of this increase
was in the form of direct investment, and the largest part of
this arose irom the reinvestment of earnings, rather than
from direct inflows. Portfolio and miscellaneous investmenﬁ
increased by $416 million.41
The development‘of the Canadian bond market 1is
graphically indicated by a comparison of the change in the
external noldings ol govérnment gecurities during World Wars
One and Two. From 1914 to 1918 inclusive, government gecuri-
ties held abroad increased by over 90%, whereas, from 1940 to
1945 inclusive, there was a slight reduction in government
bonds externally ne1d. 423
From 1946 to 1949 inclusive, non-resgident investment

increased by $871 million. This change in the amount of non-

resident investment was. accounted for almost entirely by arm

40. Ibid., p. 10.

41, Canada,Dominion Bureau of Statistics, Canada's International
Investment Posgition 1926-1954, pp. T4-T75.

42, Ibid.

43, Frank A.Knox, Excursus in Canadian-American Industry,
Herbert Marshali, Frank a. Southard,Jr., Kenneth W. Taylor
(New Haven:Yale University Press, 193%6), pp. 309-310.
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increase in direct investment, all but $266 million repre-
sented reinvestment of profit. United States direct
investment increased by §791 million, British by $80 million
and others by 2 million. The increase in United States
portfolio investment was offset by a reduction in thét of
Britain and other countriesg. Although the total amount of
portfolio investment remained stable over the period, there
was some change in its composition. The most significant
change was an increase of almost $250 million in Dominion
government securitles held abroad which was balanced by
decreases 1in foreign holding of vprovinciél and municipal
securities and in those of public utilities.44

In 1950, the rate of increase of foreign invegtment
in Canada was greatly accelerated. From 1950 to 1956 inclu-
give, non-resident long-term investment increased from $7,963%
million to approximétely $15,400 million or by about 93%.
Total United States investment increased by about 97%,
British by 56% and all other non-resident investment by 122%.
Direct investment increased by 143% during the seven year
period and accounted for 72% of total increase in non-resident
long-term investment. Of the increase in direct investment
of approximately $4,900 million about $2,200 million repre-

gented a reinvestment of profit. More than 80% of the increase
in direct investment was made by residents of the United States.

The increasgse in portfolio and mliscellameous lnvestment from

-

44, Canada,Dominion Bureau of Statistics, Canada's International
Investment Position 1926-1954, pp. T4-T79.
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1950 to 1956 was about $2,120 million and represented an

increase of élmost 50%. Over one-third of the increase

occurred in 1956 slone. The ﬁércentage share of the increasge

in portfolio investment attributable to United States resi-

dents was 67% as compared with 80% of the direct 1nvestment.45
In order to summarize the two most significant

changes which have taken place in non-resident investment,

table 4 is presented.

Table 4. Foreign Capital Invegted in Canada at Selected

Year Ends 1900-1955
(millions of dollars)

Year Amounts Owned By
Total
U.K. % U. 8. % Other % non-resgident
Invegtment
1900 1,050 85 168 14 14 1 1,232
1914 2,778 72 881 23 178 5 3,837
1918 2,729 60 1,630 36 177 4 4,536
1926 2,637 44 3,196 53 170 3 6,003
1930 2,766 36 4,660 61 138 3 7,614
1939 2,476 36 4,151 60 286 4 6,913
1945 1,750 &5 4,990 70 352 5 7,092
1950 1,748 20 6,548 76 %65 4 8,661
1955 2,347 17 10,289 77 832 6 13,468
Type of Non-kegident Invegtment
Direct Portfolio liiscellaneous
Investments ¥% Investments % Investments % Total
1926 1,782 30 3,961 66 260 4 6,003
1930 2,427 32 4,892 64 295 4 7,614
1939 2,296 33 4,332 63 285 4 6,913
1945 2,713 38 4,095 58 284 4 7,092
1950 3,975 46 4,336 50 320 4 8,661
1955 7,715 57 5,112 38 641 5 13,468

Source: Canada,Dominion Bureau of Statistics, Canada's
International Investment Pogition 1926-1954, pp.74~77.

Canada,Dominion Bureau of Statistics, The Canadian
Balance of International Paymenta 1956, pp. 48-49.

45, Canada, Dominion Bureau of Statistics, The Canadian Balance
of Internationsl Payments 1956, pp. 38-53.
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In the first half of table 4, the decline in the importance
of United Kingdom investment is clearly indicated. The
gecond half of the table reveals the Increasing importance
of direct investment vis ; vig portfolio investment.

No mention hasg yet been made of Canada's external
assets. Probably the most concise way in which to indicate
the significance of these assets ig to compare Canada's per
capita forelgn investment position with that 6f the United
States. As indicated in table five,Canada's external assets
considered on a per capita basis compare most favourably
with the world's foremost creditor nation. However, the

d&striﬁution of these assets is considerably different.

Table 5. International Invesgtment Pogition of Canada and
- the United States

(Expressed per caplta in domestic dollars at the
end of 1954)

Assets ' Liabilities
Canada U. S. ' Canada U. S.
Direct Investment 107 108 434 24
Portfolio Securi- _
ties 60 31 338 40
Government Credits = 134 95
A1l Other, except
gold - 80 24 111 99
Sub total 381 258 883 163
Gold Holdings - 68 133 _ _
Total 449 391 883 163

Source: Canada, Dominion Bureau of Statistics, Canada's
International Investment Pogition 1926-1954, p. 17.

The Canadian government's participation is relatively greater
and portfolio investment is relatively more important than

in the United States investment. The fact that Canada 1sfa
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debtor nation and the United States a creditor nation is
clearly revealed when the per capita liabilities are con-
sidered. The net international liabilities of Canada amounted
to $434 per capita while the net international assets of the

United States were $228 at the end of 1954.

2. PROSPECTS FOR FUTURE CAPITAL MOVEMENTS

A brief historidal survey of foreign investment in
Canada has been given. But before turning to the central
toplc of this thesis which 1s the consideration of the
domestic price and income effects of the recent capital
inflow into Canada, it would seem warranted to inquire whether
or not the capital inflow is likely to continue. If it is a
transient phenomenon, then although consideration of 1t may
be a reasonably good academic exercise, it will lack all
practical significancs.

In 1934, Canada became a net exporter of capital.
As a result, it was not very long before several economists
had concluded that this was a sign of Canada's economic
maturity and that in the future Canada would depend less and
less on capital imports. Two such statements by reputable
economists will be quoted, by way of example: first, "It is
probable that capital imports are entirely a thing of the

n46

past and second, "It is very unlikely that the Dominions

will ever agaln import capital on the scale which prevailed

in the past."47

46. Marshall, Southard and Taylor, op.cit., p.295.

47. Wynne Plumptre,“The Nature of Political and Economic .
Development in the British Dominions,"” The Canadlan Journal
of Economics and Political Science,Vol.III (November,lg3T)
p. 497.
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The authors of the first quotation above appear
to have based thelir conclusions on the projection of a trend.
Now, with the assistance of hindsight, 1t appears that the
trend was the result of an abnormal situation, world depress-
ion, and th#t the vérdict drawn from the trend was consequently
erroneous. In contrast, Plumptre considered that large
capital movements were a thing of the past because of the
disillusionment which investors experienced during the great
depression. Undoubtedly, the depression did have a very
discouraging effect on international investment and it may
continue to have a great influence on the form ia which
investment 1s made. However, to consider that, because
creditors have been disappointed in the past,théy shall
henceforth be gnwilling to make any significant amount of
investment in the future,seems overly pessimistic.

Plumptre, in the same article, crlticizes Viner for
believing that it was necessary to explain the increasing
value of Canadian exports during the 1900 to 1913 period
which Viner did in a chapter entitled the "Restrictive Effect
of Capital Borrowings on Exports". Plumptre states that:

Surely this movement of export values, together with
new discoverles and innovations was the root of the
whole matter. Capltal imports came in to take ad-
vantage of new opportunities associated directly or
indirectly with the expansion of exports in the
expectation that exports would continue to grow.

Had the value of exports decreased the import of
capital would have disappeared.

Since foreign trade is so lmportant to Canadian

prosperity, Plumptre's argument that exports must go on

48. Ibid., p. 492.
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'increasing if capital lmports are t0 continue seems very
reasonable. It was probably the great depression from

1929 to0-1933 which, by df;stically reducing Canadieh exports,
eliminated the opportunities for foreign investment in
Canada. However, this does not explain why once Canadian
export trade revives, the profit possibilities accompanying
this revival should be ignored. If Canada had defaulted on
a great many loans, a pessimistic view concerning future
investment in Capada might be warranted. Canadian credit,
however, suffered much leés than that of other borrowing
countries. For instance, 1n 1932 the only new foreign 1ssues
publicly s0ld in the United Stated were Canadian. '

" The two statements, previously qUoted, concerning
capital imports, have been considered in order to see 1f
they were prompted by factors which might be instrumental
in stemming the flow of capital to Canada in the-future.
Marshall, Southard and Taylor seemed to consider the cesgs-
ation of net capital lmport as a sign of economic maturity.
But in view of subsequent events it seems more reagonable
to ascribe the reversal in the caplital movement during the
thirties,to the decline in Canadian exports which temporarily
eliminated the opportunities for profit. Since that time
Canada has lmported an senormous amount Of capital, parti-
cularly during the period from 1950 to 1956. Thus, it is
not unwarranted to consider the question ol whether or not

Canada has reached that stage in her development in which

49. William O. Scroggs, “The American Investment in Canada",
Foreign Affairs,Vol. xi (July,1933), p. 717. .
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she will no longer be a large net importer in capital.

Sir Geoffrey Crowther has recently published a
series of lectures, one of which discusses how economic
development may reflect itself in a nation's balance of
international payments.SO Crowther sets out six stages of
a nation's development and the corresponding balance of
payments situations. Although he indicates that there are
only six different balance payments situations, he likens
national development to Shakespeare's seven ages of man.51
Shakespeare's last stage of a man's estate, "second child-
1shness, and mere oblivion, sans teeth, sans eyes, sans taste,
sans everything", Crowther states mlght correspond to a
mature creditor nation which might be so0 overwhelmed by the
calamities of war that it reverts to the status of a debtor-:
borrower. He says'that his account 1s purely schematic and
that actual figures to prove that a nation has regularly
progressed through the various stages are not avallable.

Nevertheless, consideration of the changes in Canada's balance

50. Geoffrey Crowther, Balances and Inbalances of Payments
(Norwood:Plimpton Press, 1957).

51. Stephen Leacock has also indicated the similarity between
the development of man and that of the state. 1In All Right,
Mr. Roogevelt, Oxford Pamphlets on World Affairs No. C.1l
(Toronto:Oxford University Preass, 1939), p. 34, he states
that: "The infancy of a nation spells an adverse balance,
from the efforts made on its behalf: just as human infancy
means an adverse balance of care and kisses. And if a
nation turns old, so old that its efforts end, and it sits
st1ll and llves on its investments abroad, its feet in
warm water and its gruel at its side, - then that again
leaves the adverse balance, for the gruel. Thus in the
life of trade as in the 1life of man, do youth and age con-
trast, and age presents its sorry parody of second
childhood.
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of payments over the years, iIn the framework suggested by
Crowther, might be useful in coming to some conclusion about
thb behaviour of the capital account in the future. A4 table
~which Crowther presents may be helpful in considering the

probable changes in a nation's balance of international payments.

Table 6. Types of Balanceg of Payments

Balance of Trade Interest and Capital
Visible and Invisible Dividends Movement
4+ = Favourable <4 = Net Recelpt 4 = Borrowing
(or accepting
payment)
- = Unfavourable - = Net Payment - = Lending
(or repaying)
Class
A- Immature Debtore-..
Borrowers - - +
B~ Mature Debtor-
Borrowers + - - -+
C- Debtor-Lenders &
Debtor-Repayers «4 4 S -
D- Immature Creditor-
Lenders + + -
E- Mature Creditor-
Lenders - 4+ <+ -
F- Creditor-Borrowers - =- -4 -+
(Two symbols signify a larger payment
than one)

Source: Geoffrey Crowther, Balances and Imbalances of Payments
(Norwood:Plimpton.Press, 1957), p.O4.

As will be noticed three sets of terms are used to
describe the different stages: debtor or creditor, borrower
or lender and immature and mature. Debtor or creditor status
is determined by whether a nation's balance of international

indebtedness is negative or positlve. A test (although not
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strictly accurate) of debtor or creditor status 1s'whether

or not a country pays more or less interest and dividends to
non-residents than it receives from them. Borrower or

lender status is determined by whether or not the capital
account of a nation's balance or international payments is
positive or negative. Boprrower or lender indicates whether a
country is on balance importing or exporting capital during

a particular interval of time. In contrast, debtor or
creditor indicates vhether a country in the past has on
balance been a borrower or lender. The distinction between
an lmmature and a mature debtor-borrower is that in the first
case the balance of trade visible and invisible (excluding
interest and dividend receipts and payments) i1s negative,and
in the second case it i1s positives. In both cases, the current
account is passive; but in the cage of the mature debtor-
borrower, the net importation of capital is not in excess

of the deficlt of interest and dividends.

It will be noticed by referring to table ¥ that
according to Crowther's classification, Canada during the
twentieth centﬁry has been in class A, an immature debtor-
borrower for twenty-one years; in class B, a mature debtor-
borrower for eleven years; and in class C, a debtor-lender
or debtor-repayer for twenty-five years. There has certainly
not been a regular evolution from class A t0 higher classes
in the way in which Shakespeare described the ages of man.
Canada seems t0 have paésed back and forth indiscriminately

between “the infant mewling and puking in the nurse's arms",
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Table 7. Canada's Balance of Payments 1900-1956 (a)

Balance of Trade Balance of Capital

Visible & Invisible Interest & = Borrowing

(excluding interest Dividends - = Lending

Year and dividends) (Repaying) Class

1900 -5 =32 37 A
1901 12 -34 ‘ 22 B
1902 7 -34 27 B
1903 -4 -36 70 A
1904 =53 -39 g2 A
1905 -4 -42 83 A
1906 -66 -46 112 A
1907 -132 -51 183 A
1908 -60 -7l 131 A
1909 -84 -76 160 A
1910 -168 -83 251 A
1911 -262 -93 355 A
1912 -327 ~-109 436 A
1913 -286 -129 415 A
1914 -119 -161 280 A
1915 134 -162 28 B
1916 291 -170 -121 C
1917 520 -180 340 C
1918 282 -185 =97 C
1919 337 -182 -155 C
1920 -31 -185 216 A
1921 70 -205 135 B
1922 140 -210 70 B
1923 260 -226 =34 C
1924 336 -229 -107 C
1925 480 -231 -249 c
1926 335 -203 -127 c
1927 206 -216 10 B
1928 197 -229 32 B
1929 ~50 =261 311 A
1930 -48 -239 337 A
1931 108 -282 174 B
1932 169 -265 96 B
1933 224 -226 2 B
1934 279 -211 -68 c
1935 331 -206 -125 c
1936 480 -236 244 c
1937 406 -226 -180 c
1938 341 -241 -100 C
1939 375 -249 -126 c
1940 410 -261 ~-149 C
1941 L7 -226 -491 C
1942 302 -203 -99 C
1943 890 -202 -688 C
1944 251 -193 -58 C
1945 855 =177 -678 C



Table 7. (Continued)

Balance of Trade Balance of Capital
Vigible & Invisible Interest & = Borrowing
(excluding interest Dividends = Lending
Year and dividends) (Repaying)  Class
1946 605 -242 : -363 c
1947 322 -273 -49 C
1948 706 -255 -451 C
1949 484 ~307 - =XT7 C
1950 | 50 -384 334 B
1951 -182 =335 517 A
1952 432 -268 -164 C
1953 -204 -239 : 443 A
1954 -156 -276 432 A
1955 =375 =323 698 A
1956 -982 -390 1372 A

Source: Frank A. Knox, Excursus 1o Herbert Marshall, Frank
A. Southard,Jr., and Kenneth W. Taylor, Canadian-
American Indusgtry (New Haven:Yale University Preass,
1936), pp. 314-318.

Canada, Dominion Bureau of Statistics, The Canadian
gg%anca of International Payments 1926-1948, pp. 154-
153.

Canada, Dominion Bureau of Statlstics, The Canadian
Balance of International Payments 1956, p. 38.

(a) From 1900-1925 there are large differences between the
gstimated current account balance and the estimated capitd
account balance. It is assumed since the Dominion Bureau
of Statistics corrects the capital account balance to the
current account balance by including the difference
between direct measurement of current and capital accounts
in other capital movements, that the current account is
more amenable to measurement than the capital account.
Consequently, instead of using the capital account balance
from 1900-1925 the current account balance with the
opposite sign has been used. The difference between the
two estimates was so large on four occasions - 1916,1919,
1923 and 1924 that the current account balance in these
years indicated a net outflow of capital while the capital
account balance revealed a net inflow of capltal

\
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“the whining schoolboy, with his satchel, and shining morning
%ace, creeping like snail unwilling to school," and "the
lover gighing like furnace with a woeful ballad made}tovhis
mistress' eyebrow".

At first, it appears as if the movement from one
clags to another has occurred at random. However, more
careful consgideration reveals that to a large extent Canada's
balance of payments fell into category C when disruptive
forces were prevalent in the world economy. Of the twenty-
five years in which Canada was in G6lass C, nine were during
world wars, five were during difficult transitional years
from war to peace, and six were during the 1930's when commerce
throughout the world was depressed. The only years in which
such an explanation does not appear applicable are those from
1923 to 1926, and 1952.°°

A consgideration of Canada's balance of payments
during the twentieth century indicates that a pattern of
development as outlined by Crowther cannot be distinguished.
This in no way invalidates Crowther's account of the be-
haviour of a nation's balance of payments over time. His

account is. secular, and the Canadian nation has not had a

52. The outflow of capital in 1952 was largely of a short-
term equalizing nature. It resulted from a large lnflow
of long-term capital which continued in spite of the current
account surplus that developed. The current account surplus
probably also stemmed from an unusual occurrance. In 1952,
there was a dramatic change of the terms of trade in
Canada's favour. The price index of both exports and
imports declined but the decline in import price was slig-
nificantly the greater and as a result there was an
improvement of 13% in the terms of trade.



sufficiently long economic history for the progression

to have manifested itself. It also appears from this
brief study of Canada's balance of payments that in normal
times Canada was in class A or B, an immature or mature
debtor-borrower and that generally when Canada was in clasas
C, a debtor-lender, tnis waa an aberration caused by un-
usual circumstances.

It would appear from the cursory study of the
Canadian balance of payments over time that the natural
role for Canada up to 1956 was that of borrower, assuming
that world wars and geveredepression are not normal
phenomena. However, it is Canada's role in the future
whicn is of more interest. There i1s no possibility of
projecting a trend, for no trend in the baslance of payments
has been revealsd. Thus, in order to make some estimate
about the future, probably the best approach is to consider
Canada's factor endowment relative to the rest of the
world and to the United States in particular.

When the abundance or scarcity of various factors
of production is considered relative to those of the United
States and many other countries, it is difficult to con-
ceive of Canada's becoming an important net exporter of
capital for many years to come. Canada has vast mineral
resources yeﬁ untapped and bountiful supplies of energy
yet unharnessed. Capital is very definltely a scarcer
factor dompared with the wealth of natural resources in
Caneda, vis % vis the United States and many other nations.

Consequently, during normal times capital 1s likely to
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flow to Canada to share in a relatively higher rate of
profit.

Another feature which should be mentioned is
that the United States economy has anvenormous appetite
for Canadian raw materials. This demand results in an
inflow of direct investment from the United States; the
main purpose of which 18 to supply the United States
market. The number and quaﬁtity of raw materials required
by the United States economy-may increase as the United
States gradually depletes its own resources. Consequently,
direct investment may increase also. The Mesabi Range,
for instance, no longer contains huge quantities of high
grade iron ore, and as a result, United States steel com-
panies have had to seek alternative sources of supply.
Several United States gteel companies have been instru-
mental in setting up the Iron Ore Company of Canada and
have invegted a large amount of money in the Quebec-
Labrador region.

It, therefore, appears warranted to assume that
Canada 1s not likely to become a net exporter of capital
within the next decade or so. Consequently, a study
emphasizing the effects which different types of capltal
inflow have upon prices and incomes, may have some practi-
cal significance. However, as implied in the argument
above, this is contingent upon the avoidance of disruptive

influences on trade, such as wars and severe depresgsions.



CHAPTER TWO

SOME GENERAL CONSIDERATIONS

THE EFFECT OF A FOREIGN EXCHANGE TRANSACTION ON THE CANADIAN
MONEY SUPPLY _ :

Before considering the various types of capital
movements, it 1s necessary tp‘examine the effect of a foreign
exchange transaction on the Canadian money supply. Mr. Coyne,
the Governor of the Bank of Canada,clalms that there will be
no changq in the money supply as long as the central bank or
government does not enter the foreign exchange market. He .
states that, "Since every import of foreign currency must be
exchanged for Canadlian dollars out of the existing supply in
private banks, it is evident that borrowing abroad does not
expand the total supply of money in Canada." 1

For thls statement to be étrictly accurate the total
gupply of money must be defined as currency outside the banks
and all current and savings deposits. If the chartered banks
have excess reserves, a qualification ls also necessary. Not
only must the central bank and government not enter the foreign

exchange market but the chartered banks must be passive agents

1. Canada, Bank of Canada, Annual Report of the-Governor to the
Minister of Finance 1956, p. 19.
Mr. Coyne, 1n replying to a question by Mr. MacEachen about
the effect of capital inflows on the money supply stated:
"Somebody else, the buyer of the United States funds, had to
give up bank deposits in Canada. If it is all done by the
general public without the central bank or the exchange fund
account having to do with it, it all balances off. For every
person who 1lncreases hig bank deposit in Canada there will be
somebody else who decreases his bank deposit in Canada by
having to pay for those funds."
Canada, Canadlian Parliamentary Committee on Banking and
Commerce Proceedings 1955+56, pp. 385+88. -
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in the market. If the chartered banks are increasing their
holdings of foreign exchange, with no other change taking
place in their assets, there 1s an increase in the Canadlan
money supply. For instance, if a Canadian took foreign ex-
change to a chartered bank, the bank would give him the
Canadlan dollar equlivalent of this sum, elther by crediting
his account or by giving him Canadlan currency. In either
case, at that moment the Canadian money supply has been in-
creased. The Canadian money supply will be diminished if
the chartered pank sells the additional foreign exchange;
for the buyer's account will be debited or the currency in
his hands will be reduced. Hdwever, the chartered banks may
decide to alter their holdings of foreign exchange. If they
increase thelr holdings of foreign exchange, the Canadian
money supply is increased; while a reduction §n their foreign
exchangé holdings means a decrease in the Canadian money
supplye.

The Canadlian money supply can only be inéreased by
an increase in the chartered banks' holdings of foreign ex-
change, if they have excess cash reserves. If a bank has no
excess cash reserves and 1f it increages its holdings of
foreign exchange, it must undertake a compensating transac-
tion. Thls compensating transaction may take the form of a
sale of securities or of calling a }oan. In the case, where
there are no excess cash reserves, the increase in Canadian

bank deposits created to pay for the foreign exchange is
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cancelled by the decrease in bank deposits as a result of the
sale of sgsecurities to the public or the repayment of a loan.
Since, 1n recent years, Canadian chartered banks
have maintained a cash reserve ratio which is only very slight-
ly above the legal minimum, there is little scope for an
increase in the money supply through purchases of forelgn ex-
change. 2 The banks could not sell a significant amount of
foreign exchange, consequently reducing the Canadian money
supply, without reducing thelr earning assets abroad. This
they would be reluctant to do unless they were going to in-
crease their earning assets in Canada. If the banks did buy
gsecurities or make loans, there would be an lncrease in the
Canadlan money supply offsetting the reduction accompanying
the sale of foreign exchange.
In addition, S.A.Shepherd states that:
It is not the policy of the banks deliberately
to sell more foreign exchange than they have
bought or expect to buy, nor to buy more foreign
exchange than they can sell or expect to sell. J
Thus, the activity of the chartered banks in the foreign ex-
change market, probably does not have any significant effect
on the Canadlan money supply.
Even if the central bank, the exchange fund account

and the chartered banks do not take a position in the foreign

exchange market, the money supply could still be altered as a

2. The highest average cash ratio for any month in 1956 was
8.5 and the average for the year was 8.3. Canada, Bank of
Canada, Statistical Summary Financial Supplement 1956, p.1l6.

3. Sidney A. Shepherd, Forelgn Exchange in Canada: An Outline
(Toronto, University of Toronto Press,1953), D.32.
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result of a forelgn exchange transaction. The money supply
will be affected if a depositor of the Bank of Canada, =&
foreign central bank, the International Monetary Fund or the
International Bank for Reconstruction and Development, buys

or sells foreign exchange by decreasing or increasing their
deposits with the Bank of Canada. If a foreign central bank
should decrease its deposits with the Bank of Canada in order
to buy forelgn exchange, the Canadian money supply 1s increased.
If the Canadlan funds are deposited with a chartered bank, the
banking system will have exceés cash reserves upon which it
could undertake a multiple expansion in deposits. If a for-
eign central bank or any other institution which is permitted
+0 hold deposits with the Bank of Canada offered foreign ex-
change for Canadian dollars and deposited them with the

central bank, the Canadian money supply would decrease. If
theiBank of Canada took no offsetting action, a decrease in

the cash reserves of the chartered banks might necessitate a
contraction in thelr deposits. However, any increase (decrease)
in the money supply stemming from a decrease (increase) in the
level of the deposits with the Bank of Canada would only be a
temporary aberation. That 1s unless the Bank of Canada approves
of the initial change and the resulting alteration 1in deposits
following from the change in the cash reserveg of the chartered
banks. 1f the Bank of Canada does not desire any change in

the money supply, it will engage in open-market operations or
will shift government deposits to counteract the change.

The Canadlan dollar deposits of institutions other
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than the government of Canada and chartered banks are not
very large nor do they fluctuate greatly. The largest
monthly change which has ever occurred in these depositis
was a decrease of $56.7 million in Uctober, 1951. 4 There-
fore, the Bank of Canada probably has little difficulty in
taking compensating action to prevent a change in the monsey
supply originating from this source.

Mr. Coyne's statement that the Canadian money
supply will not be affected by capital movements as long as
the central bank or exchange fund account does not enter
the foreign exchange market 1s an over simplification. How=
ever, sSince chartered bank holdings of foreign exchange and
other deposits with the Bank of Canada do not fluctuate
greatly it is a good approximation. Nevertheless, since
changes in the exchange rate caused by capital movements may
induce foreign depositors of the central bank and possibly
chartered banks to alter their holdings of foreign exchange,
a qualification to Mr. Coyne's statement probably is warranted.
A capital movement or any foreign exchange transaction will
not affect the Canadlan money supply 1f the central bank, the
exchange fund account and central bank depositors do not
enter the market and if the chartered banks are passive agents
in the market.

Capital movements subjJect to the preceding qualifi-

cations do not alter the Canadian money supply. However, the

4, Canada, Bank of Canada, Statistical Summary, Financial
Supplement, 1954, pp. 5-9.
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velocity of circulation of money probably is éffected and it
is through this variable that capital movements transmit their
impulses to Canadian incomes and prices. This is in marked
contrast to the gold standard which focused attention on

changes in the money supply as the factor which brought about

a new equilibrium.

2. THE STABILITY OF THE FOREIGN EXCHANGE MARKET

The effect which a forelgn exchange transaction has
on the Canadlan money supply has been studied. It is‘'now
necessary to consider what effect changes in the exchange
rate have on the balance of payments. Essentlally, the
question, for which an answer is required, is whether the
exchange market is stable. The condition for stability in any
market is that a fall in price will reduce excess supply or
a rise in price will reduce éxcess demand. The condition for
atability.in the foreign exchange market 1s the same. There
1s stability in a forelgn exchange market if a depreciation
of currency A reduces the excess demand Of holders of currency
A for foreign exchange or if an appreclation of currency A
reduces the excess supply of foreign exchange which 1s seeking
currency A.

The stability condition probably would be clearer
if consideration were given to a particular market, for in-
stance, the market for Canadian and United States dollars.

The exchange rate like any other price is merely a ratio.

However, there is a difference in that the exchange rate is a
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ratio of two units of account. There is no doubt about the
most convenient way of expressing a domestic price. However,
it 1s malnly a matter of convention which way an exchange
rate 1s stated. In the United Kingdom, the exchange rate is
quoted as the amount of foreign currency required to purchass
a British pound. Whereas, in Canada, the exchange rate is
usually expressed as the amount of Canadian money required

t0 purchase a unit of foreign currency. The exchange rate of
99 for the United States dollar means that a Unlted States
dollar can be purchased for $.99 Canadian. Thus, to show
diagramatically the condition for stability in the exchange
market for Canadian and United States dollars, the United
States dollars will be plotted along the horizontal axis

and the exchange rate, which is the price of United States
dollar in Canadian currency along the vertical axis.

Figure 1 a) indicates a situation in which there is

stability
R s
D s
E.R. A
Excess .
Supply . B
D
S D S ,
Figure 1 a) U.S. § 1 Db) U.s. $

in the foreign exchange market. The depreciation of the
Canadian dollar, which is represented by an upward movement

in the diagram, reduces excegs demand for United States dollars
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or an appreclation of the Canadian dollar reduces the excess
supply of United States dollars demanding Canadian dollars.
In figure 1 b), exchange rates corresponding to A and C are
stable but B 1s unstable.

Classical and neo-classical economists generally
avoided considering that fluctuating exchange'rates and indeed
that price effects in general, might be inherently unstable.
That 1s a depreciating currency, or falling domestic prices
because of a gold outflow, might increase rather than reduce
a current account deficit. During the interwar period, the
possibility that flexible exchange rates might be unstable
was wldely discussed. 5 Interest in this topic was sparked
by empirical studies which revealed that price elasticities
of demand were much smaller than generally assumed and by
the rather unsatisfactory results of depreciation experienced
by certaln countries.

If supply elasticities are assumed to be infinlts,
the‘requirement for stabllity, considering only two countries
is that the sum of the two price elasticities of demand for
imports should exceed unity. 7 If the sum 1s legs than unity,

5. One of the first articles in which the conditions for
stabllity was clearly developed was C.F.Bickerdike, "The _
Instabllity of Foreign Exchange," Economic Journal,Vol. xxx
(March, 1920), pp. 118-122.

6. Lloyd A. Metzler, "The Theory of International Trade",
Survey of Contemporary Economgfa,Vol. I, ed. Howard 8. Ellis
(Philadelphia: Blakiston, 1948), pp. 223-224.

7. This is strictly accurate only when the current account is
initially balanced. If trade is unbalanced, this critical
value becomes greater or less than unity according to

whether the value of imports is greater or less than the
value of exports.
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the durrent account bglance will become more passive in the
country whose currency depreciastes; while,if the sum is equal
to unity,the current account will remain unchanged. These
results are evident when a numerical example is considered.
Let it be assumed that the Canadian price elasticity of
demand for United States imports is greater than unity, while
the United States price elasticity of demand for Canadian
exports 1s zero. Depreciation of the Canadlan dollar by ten
per cent results in the same percentage rise in the price of
imports from the United States. The total outlay for United
States imports will decline as a result of the rise in price,
since the elasticity of demand was assumed t0 be greater than
unity. Therefore, current expenditures of United States
dollars will decline by more than ten per cent. While if the
United States demand elasticity for Canadian exports is zero,
the current receipts of United States dollars wiil fall by
ten pericent. Thus, the Canadlan current account balance will
become more active, if the gum of the two price elasticitiea
of demand fdr imports is greater than unity.

A more gseneral condition for exchange stabllity for
two countries has been developed by Joan Robinson. 8 The
change in the trade balance, assuming initially that the value
of exports equals the value of imports has been calculated to
equal,

k (eg(l & nmp) - np(l - ep) )

( N+ & © X
(8t ¥ Ip R h )

8. Joan Robinson, Esgays in Theory of Employment (Oxforad:
Blackwell, 1947), p. l42.
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In thls expression, k 1s the proportional depreciation of the
home currency; and x, the total value of exports in the home
currency, which is assumed equal to the value of imports.
The price elasticity of demand for imports is represented by
e and the elasticity of supply by n. 9 The subscripts h and
f identify the elasticities of the home and foreign countries.
The condition for stabllity in the forelgn exchange market <(
18 that the expression within the large brackets must be
positive; for exchange stability requires that depreciation
should make the depreclating countpy's’' balance of payments
more active. 1©

Since all the elasticities involved in the more
éeneral condition for exchange stability have not been meas-
ured,it will be necessary to consider the condltion for
stability, when the supply elastlicitles are assumed infinite.
This condition is that the sum of the home and foreign de-
mand elasticities exceed unity. Chang has estimated that
the Canadian price elasticity of demand for imports from
the rest of the world is-l.3%4 and that the foreign price
elagticity of demand for exports ."o0f Canadian.goods ig-.35,
making a sum of-1.69. Of the nineteen countries for which
Chang made estimates Canada ranks second according to the

sum of the two elasticities. 11 Malach instead of measuring

9. The price elasticities of demand in the formula are taken
to be equal to - _Pd

10. For a dlagramatic approach see Donald Bailey Marsh, World
Trade and Investment (New York:Harcourt Brace,1951),
pp. 204-206.

11. Tse Chum Chang,"A Statistical Note on World Demand for
Exports",Review. of Economics and Statistics,Vol.xxx
(May, 1948), p. 107.




.

the price elasticity of demand for aggregate Canadian exports
haa'recently calculated the elasticity for four important
export commodities. The results were wheat -2.49 or -13.56,
newsprint -.65.0r -1.69, woodpulp ~.76 or -2.50 and iron

ore -120.59 or -162.37. The two values result because of
different assumptions concerning the elasticity of supply.12
Thus, it would appear that Chang's estimate of -.35 for the
price elasticity of demand for Canadlan exports might be
rather low.

Since the sum of the two price elasticitles of
demand probably is, at least, -1.69, the exchange market
should be stable. Fluctuations in the exchange rate in re-
sponge to capltal movements will be part of the mechanlism
of adjustment. An appreciation of the Canadlian dollar
stemming from a capltal inflow should increase the import

surplus or reduce an export surplus.
3. TYPES OF CAPITAL MOVEMENTS

As dlfferent types of capital movements are likely
to have varying impacts on incomes and prices, it will be
imperative to make some general division, so that each type
can be studied separately. The general classlificatlon,
which 1s ofﬁen employed divides foreign investment into
direct, portfolio, and miscellaneous. 1In differentiatling
between direct and portfolio investment the primary criter-

ion 1s control. In order to be classifled as direct

12, Vernon W. Malach, "Elasticity of Demand for Canadian Exports",
‘Review of Economics and Statistics,Vol. xxxix (February,1957),
p. 27.
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investment, control does not have t0 be actually exercised;
it is upon potential as well as actual control that the
classification rests. 17 All concerns, in which more than
fifty per cent of the voting stock is held in one country
outside Canada are lncluded in this category. If a firm is
known to be controlled outside Canada, even though less
than fifty per cent of the stock is held in one country
abroad, it i1s also included. 14 Uninccfporated branches of
foreign cowpaniés also belong in this category. 1In general,
there is little doubt concerning the classification because
the largest part of this group of investments is composed
of wholly-owned subsidiaries of foreign concerns. 12

In enterprises which are controlled abroad or which could
be controlled abroad, all security holdings and not just
equity stock is classified as direct investment in statis-
tics of Canadian international indebtedness. However, in
the capital account of the Canadian balance of payments,
only equity stock i1s considered as direct. 1In addition,
direct investment in the balance of payments does not in-
clude earnings which have been retained in the business;
although they are, of course, included in statistics of

international 1ndebtedness.l6

The fundamental characteristic of portfolio

investment is that it 1s considered to be undertaken only

13, Ganada,Dominion Bureau of Statlstics, Canada's Interaa-
tional Investment Position 1926-1954, p.Z21.

14. Ibid., p.24. '

15. Ibid., p.24.

16. Canada, Dominion Bureau of Statistics, The Canadian Balance
of International Payments in the Post-War Years 1946-1952,

p.85. '
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for the returns which it will yleld and not for control as
well. Portfolio investments'are typlcally scattered
minority holdings of securities which do not carry with
them control of the enterprises in which the investment is
made.l7 In 1954 and 1955, several income accumulating in-
vestment trusts were establlished as Canadian companies with
funds predominantly owned 1n the United States. Since
these companies are controlled in the United States, the
investment could have been classified as direct. However,
the Dominion Bureau of Statlstics declided to treat the
investment in these companies as portfolio because of the
underlying nature of their assets, which are portfolio hold-
ings in a large number of Canadian companies.18

Miscellaneous investment is closgely akin to
portfolio investment. It includes private investment com-
panies, other investments held through Canadian nominees,
mortgages, some estates and trusts, and non-corporate real
esgtate holdinga.l9

It is intended to employ the clagslfication of
dirsect 1nﬁestment glven above; but, instead of portfolio and
miscellaneous investment, the finer and,in most instances,
the self explanatory division of the capital aceount of the
" Canadlan balance of payments will be utilized. Consgidsration
will be glven to the various types of foreign investment in

the order in which they appear in the capital account.

17. Canada,Dominion Bureau of Statistics, Canada's Interna-
tional Jnvedimens-Position 1926-195L4, p. 21.

18. Ibid., p.67.

19. Ibid., p.23.




CHAPTER THREE

PRICE AND INCQuE EFFECTS OF

1. DIRECT INVESTMENT IN CANADA

It will only be the short-run effects of the
various types of capital movements which this study will
‘attempt to analyse. The short-run, iarshall has defined as
the period during which, "people take the stock of appli-
ances as practically fixed."l In considering direct
investment, the short-run will be assumed to be the interval
between the initiation and completion of the investment
project. The short-run defined in thls fashion may encom-
pass a considerable period of time. By utilizing this
definition, a serious difficulty 1s evaded in that
consideration doses not have to be gilven to the goods and
services which the new investment will produce. Only the
effects on the exchange raﬁe, on imports and exports and
domestlic spending have to be taken into account.

It i1g recognized that the sghort-run may be of guch
limited duration that a consideration of it is not worth
while. However, if the type of direct investment being
undertaken by residents of the Unlted States 1s contemplated,
it 1s apparent that the gestation period of the investment
is in many cases a rather lengthy interval. Table 8 indi-

cates the industries in which there has been an inflow of

1. Alfred Marshall, Principles of Economics, 5th ed. (London:
ilacmillan, 1907), pp. 373-3T74.




direct investment on the initiative of residentslof the
United States. This net inflow of United States direct
investment

Table 8. Ufhited States Direct Investment in Canada
( in millions of dollars )

Petroleum Mining Pulp & Paper All Total Return Net
Industry Industry Industry Others Gross of Inflow
‘ Inflow Capital
1946 2 - 20 41 63 25 38
1947 12 2 11 41 66 8 58
1948 23 5 14 37 79 18 61
1949 59 10 3 42 114 30 84
1950 116 30 9 88 243 43 200
1951 140 37 21 101 309 29 270
1952 178 98 7 81 364 45 319
1953 172 104 1 106 383 27 346
1954 187 66 23 T4 350 62 288
1955 195 60 35 153 423 117 306
1956 __228 62 33 157 480 71 409
2379

1312 474 187 901 2874 495

Source: Canada, Dominion Bureau of Statistics, The Canadian
Balance of International Payments 1956, p.21.

of $2,379 million accounts for 88% of the total inflow of
direct investment from 1946 to 1956 inclusive.° As can

be seen from table 8,over 60% of United States gross direct
investment from 1946 to 1956 was in the petroleum and
mining industries. From 1951 to 1956,the percentage was 67.
New investment in these fields probably will not result in
any increase 1ln production for a year or possibly longer.
Some of the investment may nevef increase supply because a
certain amount may be devoted to unsuccessful exploration.
Thus,to confine the discussion 10 the short-run may not be

a great limitation since it may, in many cases, be a

2. Canada, Dominion Bureau of Statistics, The Canadian Balance
of International Payments 1956, pp. 38-39. )
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significant period of time.

The first item in the capital account is direct
investment in Canada. This 1s an extremely important com-
ponent of the capital account. From 1946 to 1949 inclusive,
the average annual inflow amounted to $66.5 million. 1In
1950, there was a very significant increase and from 1950 to

Table 9. Direct Investment in Canada
(in millions of dollars)

by residents of

United States United Kingdom  Other Total
& Sterling Area Countries

1946 38 2 40
1947 58 3 61
1948 61 10 71
1949 84 13 . =3 94
1950 200 19 ) 222
1951 270 30 9 309
1952 319 15 12 346
1953 346 45 35 426
1984 288 75 29 392
1955 306 - 68 43 417
1956 409 114 72 595
2379 394 200 2973

gsource: Canada, Dominion Bureau of Statistics, The Canadian
Balance of International Payments 1956, pp. 38-41.

1956 the average annual inflow has been $377 million. As
indlcated by table 9, direct investment by non-residents
other than those of the United States, in recent years,
has assumed greater importance. In 1956, 31% of the difect
investment inflow was provided by residents of countries
out side North America.

The chlief ways in which direct investment is under-
taken are:

l. By non-residents purchasing controlling interest or+
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the assets Of a Canadian company, or more stock
previously held by Canadians of a company which is
already controlled abroad.

2. By non-residents establishing in Canada a new
enterprise,or by extending the operations of an
old investment.

(a) by purchasing Canadian dollars and buying
Canadian machinery, materials, and other
factors of production.

(b) by purchasing machinery and materials abroad
and shlpping them to Canada.

(¢) by a combination of method (é) and (b).

(1) Type One Direct Investment

As previously outlined, this type of direct
investment takes the form of security purchases by non-
residents who obtain, or extend, foreign control of a Cana-
dian company. Instead of buying the stock of a Canadian
company, part or all of its assets might be purchased. Thse
effaeacts on the Canadian economy are similar whether the
gstock.or the assets are purchased. There will be an increase
in the demand for Canadian doilars because of this caplital
movement. Consgequently, the Canadian dollar will tend to
appreciate. This will stimulate imports and discourage
exports. Thus there will be a tendency for Canadlan incomes
and prices to decline. Thls tendency may be partially or
fully offset by an increase in spending out of the proceeds

received by Canadlians from the gale of the gecurities or
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assets to non-residents. Since thls type of direct invesgt-
ment i1s essentlially similar to the purchase of outstanding
Canadian securitles,a more detailed consideration of its
effects will be deferred until later. What will be said
subsequently about the purchase of outstanding Canadian
gsecurities will apply to this‘type of direct investment.
The fundamental difference between type one and type two,
with its three subdivisions, is that one does not initially
result in any new real lnvestment taking place in Canada,

whereas two does.

(11) Type Two (a) Direct Invesgtment

If direct investment is undertaksm in this way,
the parent firm buys Canadian dollars which are used to
establish or extend a plant in Canada by purchasing Cénadian
machinery, materials and other factors of production. There
will be an increased demand for Canadlan dollars equal to
the amount of type two (a) direct investment whiéh is under-
taken. Since 1t 1s customary for the exchange rate in
Canada to be quoted as the amount of Canadian currency
required to buy a unit of foreign currency, the increased
demand for Canadian dollars will be shown in a foreign
exchange diagram as a shift in the supply schedule of
foreign exchange. 1In the following diagram,the horizontal
axis is shown in terms of United States dollars since
United States direct investment is dominant. The schedule
marked DD and SS in figur#é 2, are the demand and supply

schedules for and of United States dollars.
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These schedules reflect only foreign exchange requirements
for 1mports and exports of goods and services. It i1s assumed
that the initial exchange rate is o0 & and that exports of
good and services are equal to impbrts. Then there is an
Inflow of direct investment and as a result the supply
schedule of United States dollars shifts to the right by ihe
United States dollar equivalent of the Canadian dollars
‘required. If there were no movement of short-term capital
induced, the exchange rate would have to fall to o c. If
the exchange rate did fall to o ¢, the real transfsr would be
accomplished by the exchange rate movement alone. However,

short-term capital movements have been very important and have

acted in an equilibrating fashion.3 The coefficient of

3. R.A.Radford in an article entitled, Canada's Capital Inflow
1946-53", International Monetary Fund Staff Papers,Vol.4,1954-
55,p.219 states that: The rate of exchange has tended to move
in response to the balance on current and long-term capltal
account; these movements of the rate have in turn wswvked
short-term capital movements in the opposite direction,which
have worked, in the absence of official intervention in the
market, to stabilize the rate within a relatively narrow -
range. :
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correlation between quarterly short-term capital movements
and the average quarterly exchange rate from 1951 to 1956

4 Although this 1s not a good correlation,

inclusive was +.50.
it is much higher than between the exchange rate and current

account balance which was only -.32 and between the exchange

rate and long-term caplital movements of only =-,19.

Since short-term capital movements have been so
important, more elastic short-run schedules have been drawn
in figure 2 in order to reflect thelr cushioning effect.
Thus, the new exchange rate will be o b and it is determined
by the intersection of the schedules marked dd and s's’ . As
a result imports will increase and exports decrease, as shown
in the figure:. However, all of the real transfer is not
consummated by the exchange rate movement. The remaining
ad justment probably results largely from the income effect
which will'shift the demand schedule DD for United States
dollars to import good and services to the right. In addi-
tion, there may be other price effects beside the change in
exchange rate. The price of Canadian goods may rise in
terms of Canadlian currency as well éa foreign currency and

assist in bringing about the real transfer. The classical

4, The short-term capital movements have been consgidered to
be trade in outstanding issues of Canadian and foreign
securities, change in Canadlan dollar holding of foreigners,
change in official holdings of gold and forelgn exchange and

other capital movements. The equation of the line of regress-

ion between the exchange rate and short-term capltal move-
ments 1s E.R.=.0042 x + 98.2 where x is the short-term
capital movement in millions of dollars. Thus, a fall in
the exchange rate by one Canadian cent will tend on the
average to produce an outflow of $238 million.
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theory of the mechaniam of adjustment stressed the rise in
the borrowing countries prices in terms of its own currency.
The‘iprice effect of the excnange rate movement under the
gold standard was lnsignificant since the exchange rate
could only fluctuate within the narrow gold points which
were determined by the cdst of transporting gold.

It is now necessary to indicate why there should
be an increase in income and in domestlc prices. The classi-
cal theory of the mechanism of adjustment stressed gold
movements; and, because of adherence to‘the quantity theory,
this meant increased prices in the country which received
the caplital inflow. It has already been indicated that with
a flexible exchange rate there probably will be no change in
the money supply. Thus any increase in domestic prices
probably will stem from income effects.

There wlll be an increase in domestic spending
equal to the inflow of type two (a) direct investment assum-
ing that it does not displace domestic investment, However,
a8 a result of the appreciation of the Canadian dollar,
caused by the capital inflow, imports will be encouraged and
exports discouraged. If thefe is no change 1n the marglnal
propensity to save, the increase in imports will be at the
expenge of an equal amount of domestlc spending. It would
appear that the net income generating force is equal to the
amount of the direct investment minus the increase in imports
and decfease in exports. However, this does not take into

account any possible influence which the short-term capital



outflow has on domestic spending.

Therefore, it is necessary to consider who under-
takes the short-term capital movements. The sghort-term
capital movements whiéh have been most responsive to movement
in the exchange rate are other capital movements. This is
indicated in graph 1. When the Canadlan dollar appreciates
there tends to be an outflow of capital. The increased
demand for forelgn exchange caused by the outfiow of capitd
tends to prevent the Canadian dollar from appreciating
further. Conversely when the Canadian dollar depreciates there
tends to be an inflow of short-term capital. The two major |
components of other capital movements are changes in loans and
accounts receivable and payable and bank balances and other
short-term funds abroad. It would appear that the equili-
briating movements of short-term capital are inltiated mainly
by corporations engaged in international trade. When the
Canadian dollar appreciates, Canadlan corporations which are
large lmporters probably accelerate their payments to non-
residents. Other Canadian corporations which sell in forelgn
markets probably will permit thelr holdings of foreign
exchange to increase in the hope that they will be able to
convert on more favourable terms in the future. Foréign
corporations conducting business in Canada probably will
regspond in the opposite fashion. They will lag thelr payments
to Canadians and draw down thelr Canadlan dollar balances.

Such activities tend to minimize the exchange rate fluctuations
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which occur in response to a change in demand. >

The question which must be answered is whether
the Canadlian companlies which reduce their Canadlan dollar
holdings in response to the appreciation of the Canadlan
dollar will as a result decrease their domestic expenditures.
It would appear that corporations that speculate on the
exchange rate by reducing their liabilities to non-residents
and by increasing forelgn exchange holdings in respohse to
the appreclation of the Canadlian dollar probably have
gsufficient Canadian dollar balances 80 that such actlon does
not impinge on their domestic gspending. However, the spec-
ulation is not necessarily initiated by Canadian corporations.
The short-term capltal outflow may occur as a result of |
~ forelgn corporations lagging their payments to Canadian
corporations. The Canadlan companies that find thelr accounts
recelvable due from non-residents increasing may not be in
a strong cash position. They may have to restrict their
domestic expenditures. Uniess the Canadian businesses
whose accounts recelvable have increased at the expense of
their cash position are operated on a“hand-to-mouth’basis,
the reduction in séending induced by the short-term capital
outflow is probably small compared with the amouﬁt of the
outflow. There is good reagon to presume that a Canadian
corporation will speculate on the exchange rate only if it

is in s strong cash position. Therefore, it appears that

5. Sidney A. Shepherd, Foreign Exchange in Canada (Toronto:
University of Toronto Press, 1953), pp. 31-32.




the reduction in domegtic spending in response to the short-
term capltal outflow may vary lnvergely wlith the proportion
of the outflow undertaken by Canadian companies. For the
years 1950-1952 inclusive, the international accounts
receilvable and payable were publisghed separately.ThE»changes(mill-
tongof§) in accounts receivable were -21, -6 and -38 and in
accounts payable +207, +103 and -231 for 1950 to 1952
respectively.6 A minus sign indicates an outflow of capital
which is a decrease in account s payable or an increase in
accounts receivable. In 1952, when the Canadian dollar was
at a premium, Canadian corporations accelerated thelr pay-
ments to non-residents to a much greater aextent than non-
residents decelerated thelr payments to Canadlans. Therefore,
since Canadlian companies provide a large part of the short-
term capital movements the effect on Canadlan spending is
probably smaller than 1f this were not the case.

Only short-term caplital movements undertaken by
busineéses have been conéidered. It is possible that an
appreciation of the Canadian dollar may induce individual
Canadians to increase their holdings of foreign assets and
for non-residents to reduce thelr Canadian assets. There
are also cogent reasons to expect that these short-term
capltal movements will not affect domestic spending signifi-

cantly. However, since the short-term capltal movements

6. Canada, Dominion Bureau of Statistics, The Canadian
Balance of International Payments in the Posgi-War Years
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initiated by the non-business sectors of the economy are
probably small vis 3 vis those initiated by the business
gsector, they will be dealt with only cursorily. It is
qulte concelvable that the increzsed holding of foreign
asgsets does not affect domestic spending at all. The foreign
assets may be purchased with a bank balance which otherwise
might not be used. Similarly, the non-resident who reduces
his holdings of Canadian assets may sell them to a Canadian
who also may reduce a bank balance which might have remained
inactive. It is also possible that an increase in Canadian
holdings of foreign assets and a decrease in Canadian liabil-
ities to non=residents may be At the expense of a purchase of
a new Canadian security. This does not mean the Canadian
expenditure will be reduced by the amount of the short-term
capital outflow for another buyer for the new Canadlan
éecurity can doubtlesgsly be found. However, the preference
for forelgn assets vis a vis domestic, caused by the appre-
ciation of the Canadian dollar will tend to cause the price
of Canadian securities to fall. This will raise the rate
of interest and thus have a deflationary effect. This
effect ig not likely to be very signifilcant. Therefore, it
geems justifiable to conclude that as a result of a short-
term équilibrating outflow of capital the reduction in
domestic spending will be only a small proportion of that
outflow.

Having cbnsidered some of the possible effects of
the short-term capital outflow, which 1s induced by the inflow

of type two (a) direct investment, it is now possible to
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return to the consideration of the net income generating
force engendered by the direct investment inflow. Let the
direct investment inflow and the increase in lmports and
the decreage in exports caused by the regulting exchange rate
aovement be represeatsd by 4I, dii, and 4dX regpectively and
thie short term capital ovtflow will ecual 4T - (dM+dX). Let
the fractional reduction in domestic expenditure as a result
of the short-term capital outflow be k. The net income
genserating iorce will be:
dI - (dM+dX) -k EdI - (dM+dX)§=,(1-k)~ a1 - %(l-k)dx-r(l-k)dM;
= (1-k) ng- ax + dm);
Obviously, if there is no short-term capital out-
flow stimulated or if the short-term capital outflow results
in an equal decrease in domestic expenditures, there will be
no net effect on income. Hence, there is probably no change
in the general price level. The price of capital goods will
probably rise but a compensating fall in other prices will
occur. Since (1-k) édI-(dX+ am) ; is probably greater than
zero,national income will rise initially by that asount., In
gsubgequent income periods, the level of gpending will tend
to be higher than it otherwise would.be by a constantly
diminishing amount as dascribed by multiplier~analysis.
Part of the increase in income over time will drain away
in the form of imports which will assist in complet-
ing the real transfer. Mstzler states that, "While some

difterences of opinion still exsist concerning the role of

induced investment, the conclusion of most economlsts seems



to be that, except under unusual conditions, the ad justment
of a country's balance of payments by means of income move-
ments is likely to be incompletes"’ Uﬁder a system of fixed
exchange rates the net increase iﬁ income may be equal to
that part of the direct investment inflow which doesvnot
initially enter tne country in the form of goods and ser-
vicese The exchange fund account will provide the additional
Canadian dollars if the exchange rate reeches the pegged
buylng rate for forelgn exchange. With a freely fluctuating
exchange rate, the initial income effeet probably will be
less than the amount of the real transfer not yet completed.
The difference is the decrease in spendiqg caugsed by the
short-term capital outflow induced by the direet investment
inflow. Exchange rate expectations may be disappointed if‘
there is not a significant asount of induced investment to
reinforce the income effect stimulated by the initial net
increage in spending.

If the gestation period of the investment were
known and if the income period had been determined as a
certain value 1n calendar time, 1t would be possible to
obtain some idea about the extent of the inflationary effect
ag a result of the multiplier process. The former is an
objective fact, the latter is more difficult to quantify.
Therefore, the various estimates of the income period will

be congldered. Munzer concluded that a change in national

7. Lloyd A. Metzler, "The Theory of International Trade,"
A Survey of Contemporary Economics, Vol.I, ed. Howard S.
Ellis (Homewood: Irwin, 1956), pp. 219-220.




‘income 1in year n of one dollar will bring about a change in
national income in year n+l of %3.82.8 In a note which Chang
wrote concerning .unzer's article he states that, "It is
difficult to conceive of any "type" of country in which the
multiplier will take such a long time to work out."9 Follow-

’ ing a statistical method first used by Kalecki, Chéng decides
that, "On the average it appears that the time lag is aboﬁt
one quarter."lo There have been a number of estimates made
for the income propagation period in the United States.

The earliest was that by J.M. Clark who considered that the
pertinent time périod was two months.’l Machlup estimated
the.interval as about three mont.hs.12 Villard concluded that
the income period was three and a half months in duration,
and Angell arrived at the conclusion that the relevant period

was between 3.15 and 3.33 months.l4' Marsh states that, "It is

8. E.Munzer, "Exports and National Income in Canada", Canadian
Journal of Economicg and Political Science, Vol. xi (February
1945), p. 35.

9. Tsge-Chun Chang, "A Note on Exports and National Income in
Canada”,Canadian Journal of Economicg and Political Science,
Vol. xiil (May,1947), p. 279.

10. Ibid., p. 279-280

11. John Maurice Clark, Economics of Planning Public Works
(Washington:1935), p. 87.

12. Fritz Machlup, "Period Analysis and Multiplier Theory",
Quarterly Journal of Economicsg, Vol.LIV (November,1939) p.1lO0.

13. Henry H. Villard, Deficit Spending and the National Income
(New York: Farrar,194l), p. 256.

14, James W. Angell, Investment and Business Cycles (New York:
McGraw-Hill, 1941), p. 145.
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hard to say Jjust how long an income period i1s, but the most
popular estimate 1s three months."l?

Let 1t be assumed that an $8 million project re-
quires a year to complete and that $2 million in Canadian
funds are purchased quarterly in the foreign exchangé market
and immediately spent to purchase domegtic factors. Also let
it be assumed that as a result of the gquarterly foreign
exchange transaction, the increase in imports and decrease in
exports and the outflow of short-term capital result in a
decrease in domestic spending of $1 million quarterly. The
net income-generating spending in each period will be §1
million. In order to illustrate the effect of this net
increase in spending, the marginal propensity to consume

domegtic goods will be assumed to be one half.

Figure 3. Multiplier Effects of Type 2a Direct Investment

_ Increase
Period Income Reciplent in Demand
I I1 III Iv \' VI

1 1 1 g

2 1 .5 1.5

3 1 .5 .25 1,75 )6:125

4 1 5 .25 .125 1.875 )

5. «5 .25 125 .,0625 « 9375

Even if the real transfer were completed within
a year with the assistance of income and domestic price.

effects, there would be 6n1y an additional increase in imports

-

15. Donald Bailey Marsh, World Trade and Investment (New York:
Harcourt, Brace,1951), pp. 240-241.
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of $4 million while the increase in demand generated during
the year would be $6.125 million, as shown in figure 3.
After the first year there would still be an eventual
increase in demand of $1.875 million. However, the output
of the new 1nvéstment must be considered, and if 1t 1s
guccessful the increased supply of goods and services will
affset this increment in deménd. In the short-run, the net
increase in gpending with its multipllier effects will be
inflationary and will temporarily raise national income.
The extent of the inflationary pressures given the multi-
plicand will be proportional to the marginal propensity to
consume domestic goods and the gestation period of the
invesgtment.

The increase in income generated by the direct
investment probably will result in an increase in accelerator
investment. The extent of the increase will depend on the
capital to output ratio of the businesses experiencing the
increase in demand. It will also depend upon the business-
.men's expectations. If the increase in demand is expected
to be only temporary,there may be no increage in lnvegtment.
Instead,the existing caplital may Jjust be used more inten-
gively. However, in general, large captial movements occur
when an ecohomy is booming becéuse this 1s the kind of
economy which by offering favourable profit opportunitiles
attracts foreign capital. The Canadian economy has been very
buoyant and expectations so rosy that,in general, the problem

facing the government and central bank has been how to check
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investment expendltures. Therefore, the net increase'in
spending produced by the direct investment probably has
stimulated a large increase in accelerator investment.
Consequently, the inerease in income over time probably has
been far larger than indicated by multiplier analysis.
Assuming that there was full employment initially, there will
be an upward pressure on Canadlan prices.

Multiplier and accelerator analysis undoubtedly
portray the economy in a far too mechanistic fashion. Such
anglysels does not take into account qualitative differences
in spending which may be as lmportant if not more important
than the quantitative differences. 1In effect, the multiplier
and accelerator consider only business men who are managers
of circular flow businesses. However, since much direct
invegtment qualifies 2g an lnnovation under Schumpeter's
fourth category, "The conquest of a new source of supply of
raw materials or ﬁalf manufactured goods", it will probably
have repercussions of a conslderable magnitude even in the
limiting case where there is no initial net increase in
spending}é There are numerous examples of this type of direct
investment, for instance, the Quebec-Labredow iron ore develop-

7

ment and the western oil industry.l Now the appearance of

entreprensurial activity on such a scale results in the swérm-

16. Joseph A. Schumpeter, The Theory of Economic Development
(Cambridge:Harvard University Press,. 1951), p. 66.

17. R.A.Radford,in an article entitled’ Canada's Capltal Inflow
1946-53,International Monetary Fund Staff Papers, Vol.IV.
(1954-55), p.230 states that: The contribution of foreign
private capital to the Canadian economy has been augtiented
by its concentration in risk-bearing ventures. Such in-
vestments are typlcally associated with the introduction
of new products and techniques.
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like appearance of new enterprisse. The}reaaon for this is,
"Exclusively because the appearance of one or a few entre-
preneurs facllitates the appearance of more, in ever-increas-
ing nuabers. "18

In‘addition, to stimulating more entreprenurial
activity direct investment which is dynamic in nature will
produce a secondary wave of investment. For exampls, diréct
investment which exploits an iron ore or uranium deposit
probably wlill mean that a new town will spring up which will
call forth a large investment in houses and municipal projects.
If the development takes place 1ln an isolated part of the -
country,it 1s necessary to construct roads and railways link-
ing 1t with the outside world. Therefore, multiplier and
accelerator analysis does not reveal the extent of the rige
in money income and the inflatlonary pressures engendered.
Such analysis is strictly appropriate only for an economy
which is growing in the senge that present operations are
being expanded. When the direct investment represents a
significant shift in the activitles of the econopmy,the
inflationary pressure propagated will be much greater than
indicated by mechanical relationships.A

The limiting cage in Which no short-term capital
outflow is induced as a resgult of the affect of the direct
investment inflow on the exchange rate will be considered.
Thusg the increase in imports and decrease in exports caused

by the appreciation of the Canadian dollar will equal the

18. Bchumpeter;-op. cit., p.228. -
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direct investment inflow. If the-increased spending on
imports is entirely at the expenge of domestic spending,
there will be no multiplier efiects on income. However, if
a state of full employment exists,how does the new direct
investment obtain the aduitional factors and the materials
which it requires? As a result of the decrease in exports
and increase in importsg, some factorsg will be freed. There
is, however, no reason to expsct that the factors freed will
be the exact ones désired. BEven if by some amazing coinei-
dence this happened to 6ccur,the factors might not be situated
in the appropriate geographical location. Therefore, there
can be little doubt that the new direct investment will have
to bid some factors away fromvtheir present employment and
to provide some incentive to encourage liberated factors
to move. The most important factor required is probably
labour. By bidding up wage rates, the new direct investment
will increase incomes and'may get off a wage-price spiral.
Galbraith has introdﬁcedAa concept called counter-
vdi&ing power. He claims that this power complements and
in some parts of the economy replaces the restraints on
power to set prices exercised by competition. Of these
regstraints he gays:

They were nurtured by the same process of concen-
tration which lmpaired or destroyed competition. But
they appeared not on the same gide of the market but
on the opposite side, not with competitors but with

customers or suppliers.lg

-

19. John Kenneth Galbraith, Amerlcan Capitalism, the Concept
of Counterwvalling Power (Boston:Houghton Mifflin,1952),
p. 118.
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This power 1s consldered to exercise effective restraint
on prices in normal conditions but when inflationary forces
ére strong it may be inoperative. When management 1s able
to pass on additional cost to thelr customers in the form
of higher prices with little decrease invtheir volume of
sales, there 1g little lncentive to resist union demandé.
Profits.may suffer but little,if management surrenders to
union demands;whlile a strike means a complete loss during
its dt,lraﬁc.ion.gQ The concept of countervalling power 1s
mentioned because,if it 18 applicable to our economy, the
wage-price spiral 1s probably a serious threat. Therefofe,
in a state of full employment,an inflow of type two (a)
direct investment may be very inflationary;for it may stim-
ulate a wage-price spiral. |

A deflationary factor which has not been taken
into account is that the appreciation of the Canadian dollar
increases the real income of Canaﬁians corresponding to any
given level of money income. It 1s generally thought that
the proportion of income saved tends to rise with a rise in
real 1ﬁcome. Therefore, as the‘Canadian dollar appreciates,

the amount spent on goods and services out of a given money

1

income will fall.2 The Canadian price elasticity of demand

20. _I_M‘., po 1380

21. Svend Laursen and Lloyd A. Metzler, "Flexible Exchange
Rates and the Theory of Employment", The Review of
Economicg and Statistics, Vol. xxxii (November, 1950),
p. 286.
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for imports Chang estimatéd to be -1.34.22 Therefore, when
the Canadian dollar appreciates, the prices of United States
goods decline in terms of Canadlan dollars and since the
demand 1s slightly elastic more income will be spent on
United States goods. If a larger proportion of any given
level of money income 1s saved,the prOportionAspent on
domestic goods must decline. It is difficult to assess the
importance of thig factor. However, since the movement of
the exchange rate hasg not been great and the price elasticity
of demand for imports ig not large, the decrease in the pro-
portion spent in Canada is probably insignificant.23 This
factor will not be mentioned subgequently but will be agssumed
to be a tacit qualification of the analysis.

If direct investment ig considered from a total
ingtead of a marginal outlook, the income generating and
inflatiohary effects may appear to be greater. It has already
been suggested that the direct investment inflow probably
raises the marginal efficlency of capital schedule for firms
engaged in complementary activities. However, 1t is possible

that direct investment of a dynamic nature may pervade the

22, Tse Chun Chang, "A statistical Note on World Demand for
Exports", Review. of Economics and Statistics, Vol. xxx
(May, 1948), p. 107.

23. Murray Kemp in a privately circulated paper entitled
"Ig the Importation of Capital Inflationary?" states
that: "The resulting temporary improvement in the terms
of trade implies a temporary increase of real income
and if current versions of the consumption function are
accepted a decrease in consumption expenditure out of g
given money income. Too much importance should not be
attached to this consideration but, for what it is
worth, it reinforces our conclusion that the temporary
deflatlon will be greater than the ultimate deflation.




whole economy by stimulating a rise in expectations. The
buoyancy of the Canadian econcay from 1946 to 1949 certainly
cannot be attributed to the iaflow of direct investment for
it was unimportant during this periods In other words, direct
investment may have becn an induced réther than an auto-
nomous factor in the domestic expansion in the immediate post-
war years. In 1950, there was a sharp increase in direct
investment; moreover, the unusual forces promoting growth
from 1946 to 1949, the deferred demand and the high liquidity
bred by the war, may have been subsiding by 1950. The marked
acceleration in the direct investment inrlow might have
provided an important stimulant for the economy. In addition
to the increase in the inflow, there was a gignificant ghift
of direct investment into the extractive industries. From
1946 to 1949, 35% of the United States dircct investment was
in the extractive industries while from 1950 to 1956 the
percentage was 66.24 Much of this increased inflow was in
response fo the needs of the United States economy. Therefore,
direct invéstment might, have been a very important factor

in stimulating Canadian growth, rather than being a camp

follower of that growthe.

(111) Type Two (b) Direct Investment

Type two (b) direct investment comes about by non-
regidents establishing in Canada a new plant, or by extend-

ing the operations of an old investment through purchasing

24, This 1s revealed in Table 8, p.46.
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machlinery and materials abroad and shipping them to Canada.
Such a transgaction will not have any initial influence on
the exchange rate, on Canadian income or prices. In the
current agccount of the balance of payments, the machinery
and materials will be recorded as imports and this will be
offset by an entry of the same amount in the capifal aceount
_ és direct investment in Canada. When it is sald that this
type of investment is initially neutral with respect to
Cansadian income and prices, the assumption that i1s made is
that it has not displaced domestic¢ investment. If domestic
invesgtment is displaced the inflow of real capital would
be deflationary. It will be assumed that the direct invest-
ment doeg not interfere initlially with domegtic investment.
It is difficult to concelive how an invegtment can
be established without employing some domestlc factors, but
brief consideration will be given to thls extreme case.
There 1g no initial incfease in gpending but this is not a
sufficient reason for concluding that there will be no
effect‘on incomes and prices. Although there is no quanti-
tative impillse transmitted to the Canadian economy,there may
be an impact through its quaiitative characteristics. If
the direct investment 1s of a pathe=breaking nature, it may
gstimulate more investment to which the multiplier and
accelerator analyslis can be applied. For this type of
direct investment to have no influence on incomes and prices
it must take place in a circular flow business.

Probably no investment project can be establighed |
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without utilizing some Canadian factors. 8Since it has been
aggumed that this type of direct investment consists entire-
ly of an inflow of real capital, the additional financing
required to purchase Canadian factors will be assumed to be
obtained in Canada. Thus with the equity entirely provided
by the shipment of machinery and materials to Canada and
the additional capital borrowed in Canada there will be no
foreign exchange transaction accompanying the investment.
The additional financing may be obtained from Canadian banks,
or through flotation of an issue of bonds in the Canadian
market. The required funds might even be raised by selling
up to 49% of the stock of the new corporation in Canada.

The financing raised in Canada may come from new voluntary
savings or through inflationary credit creation.

There will be an increase in the Canadian money
supply 1f a chartered bank creates credit in favour of the
company undertaking the direct investment without caliing
any outstanding loans or reducing other assets. In 1955,
the chartered banks did permit theilr holdings of treasury
bills to diminish.25 As a result of an agreemsent wlth the
Bank of Canada,the chartered banks will maintain thelr
liquid assets (cash, treasury bills, day-to-day loans) at
15% of their total deposit liabllities. Therefore, the
banks now ﬁave little scope for increasing their loans by

reducing their liquid assets. During the latter half of

25. Canada, Bank of Canada, Statistical Summary Financial
Supplement 1956, p. 24. N
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1955 énd during 1956, the major way in which the demand for
commercial loans were met was through the chartered bank
sales of government securities. 1In 1956, for instance,
the chartered bank holdings of government bonds decreased
by $1,240 million while general loans increased by $1,235
million.26 The sale of bonds to the public regults in a
liguidation of deposits and when the bank makes loans to
its customers the deposits are recreated. The deposits
destroyed are probably inactive deposits. The depdsits
created are very defintely active. Consequently, although
the total deposits remain the same, the proportion 1in active
circulation ig increased. This means that the veloclty of
circulation of money has increased or the money supply has
increased depending upon the definition of the money supply.
If the funds put at the disposal of the direct
invegtor represent voluntary new saving, there will 56 no
inerease in income and no upward pressure on prices.27
However, 1if the invegtment had not been made,there might
have been a deflationary effect. If, on the other hand,
the funds obtained by the direct lnvestor are not offset
by new voluntary savings,there will be an increase in incomes

and a rise in prices. Out of this increase in income a part

will be spent on imports. As this type of direct investment

26, Canada, Bank of Canada, Annual Report of the Governor
to Minister of Finance 1956, p. 55.

27. The same criticism can be made of this statement as the
gtatement that if an import surplus is created by the
exchange rate movement resulting from the inflow of type
two (a) direct investment, there is no inflationary pressure.
There 1s no assurance that the factors freed by voluntary
saving will be the ones required by the new direct investment.
Factors may still have to be bid away from their present

employment ; consequently it may be inflationary.
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does not provide any foreign exchange, the domestic currency
will tend to depreciate. If there is a fixed exchange rate,
a transfer problem in reverse is created.28

The portion of the Canadian financing which is not
offset by new voluntary saving will increuse income over
time in the multipller fashion. Assuming that the capital
to output ratios are the same in the industries experlencing
the decrease in demand, as a reault of the ;oluntary saving,
as those experiencing the increase, it will only be the net
incfease in spending which will produce accelerstor invest-
ment. If the capital to output ratios are different, there
can be net accelerator investment induced even if there is
no net increase in spending. As 1ong'aé the capital to out-
put ratio 1s higher ih the industries where demand has
increased as opposed to those in whieh it has fallen,there
probably will be some investment induced. If the investment
can be classified as a Schumpeterian innovation, other
investment expenditures may be stimulated. Consequently,
money incomes and priceg may still be given an upward thrust
even 1in the case where all the Canadian financing is offset
by new voluntary saving.

There can be little doubt that most direct invest-
men£ . projects, evén when a large amount of the investment
represents an importation of capital equipment, are

inflationary in the short-run. However, they are certainly

not as inflationary as if the burden of financing the whole

28, Charles P. Kindleberger, Internstional Economics
(Homewood : Irwin, 1953), p. 354.
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undertaking had been borne by Canadians. In order to import
the cépital equipment from abroad, it would be necessary to
bid up the price of foreign exchange. This would tend to
increase exports and decreasé imports and thus increase
domesgtic income and add to inflationary pressures. The only
way in which a Canadian controlled company could carry out
the investment without it baing‘any more inflationary than
if undertaken by a non-resildent as direct investment, would
be for the Canadian company to float an issue of bonds in
‘New York. Thesge fundg could then be used to import real
capital. The inflationary effect On_exports and 1mports>of
an increase in the demand fér foreign exchange would be
avoided.

This can be shown in a foreign exchange diagram

which will ignore short-term capital movements. The Canadian

p DI s sl
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corporation which does not obtain foreign financing will
caugse the demand schedule t0 shift by the value of the capltal

equipment required. This 1s shown in figure>4 (a) where the
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initlal demand schedule shifts from DD to DIDland the ex-
change rate rises from OA to OD. The volume of normal
imports from the TUnited States will fall and exports will
increase in response to the depreciation of the Canadian
dollar, as shown 1in Figure 4a . The difference between
exports and imports will be equal to the capital equipment
Although tio foreign exchange transaction takes place 1f the
Canadian corporatimf borrows the funds abroad to pay for
the capital equipment, it can be thought of in terms of a
foreign exchénge diagram. It is as though the supply and
demand schedules shift simultaneously by thé value of the
capital equipment, as shown in figure 4 (b). Consequently,
there will be no change in the exchange rate or exports or
imports other than capital equipment. This is merely a
diagramatic illustration of how much more inflationary
domestic financing ig,as compared with foreign financing.
In summary, direct investment of type two (b)
(machinery and materials shipped from abroad and additional
financing obtained in Canada) may generate in the limiting
vcase no increase in income and exert no pressure on domestic
prices. For this to occur the investment must be made in
a circular flow business and additional Canadian financing
must be offset by new voluntary saving. If it is dynamic
investment, incomes and prices may rise even though the
direct investment itself does not have any multipllier and
accelerator effects. The more dynamic the investment and
the greater the amount of Canadian financing which 1is not

counterbalanced by new voluntary saving the greater
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the increase in incomes and prices in Canada.

(1v) Type Two (c¢) Direct Investment

Direct investment of type two (¢) is a combina-
tion of types two (a) and (b) and is probably more nearly
repregentative of actual non-resident direct investment in
Canada. Some funds provided from abroad, some machinery
and materials shipped to Canada from abroad, and some funds
obtained in Canada are the components of this type of
direct investment. The impact on the Canadian economy of
each of the ways in which direct investmeﬁt is undertaken
has already been considered. Consequently, only a brief
gsummary will be made at this time.

The smaller the proportion of the direct ihvest-
ment that enters Canada initially in the form of machinery
and materials, the larger will be the rise in Canadian
incomes and prices, other things being equal. The larger
the amount of Canadian iinancial participation obtained by
the direct investor, the greater will be the impact on the
Canadian economy. The smaller the ratio of the import
surplus to the increased demand for Canadian dollars the
greater will be the inflationary _pressures. The smaller
'the proportional reduction in spending caused by the short-
term capital outflow, induced by the appreciation of the
Canadian dollar, the greatef the net increase in gpending.
Finally, the more dynamic the investment 1s, the greaﬂer
the upward push on Canadian incomes and prices.

There can be 1little doubt that the income and



domestic price effects of most direct investment inflows
are sufficlent to complete the real transfer. Further
appreciation of the Canadian dollar is probably not
nec¢essary to convert any part of the direct investment
inflow which initially is balanced by an outflow of short-
ﬁerm capital into any inflow of real goods and services.
The income effect of the direct investment will cause the
demand schedule for foreigh exchange to shift positlively.
This will tend to cause the short-term capital outflow

to be drawn down. The higher Canadian prices also will
produce an increase in the demand for foreign exchange
because cheaper foreign goods will be substituted for more

expensive domestic goods.

2. DIRECT INVESTMENT ABROAD

Canadian direct investment abroad is the next item
in the capital account of the Canadian balance of payments.
As indicated in table 10, from 1947 to 1950 inclusive,
Canadlans on balance were reducing their direct investment
in the Unlted States. Canadian direct investment in the
Sterling area increased slightly during this period, but
the decreage in Canadian direct investment in the United
States more than counterbalanced the increase. The largest
decrease in Canadian direct investment in the United States
occurred in 1950. Of the total decrease of %41 million,

$37 million occurred in the second and third quarters of
that year.-) This would appear to indicate that it was to

~—

29. Canada, Dominion Bureau of Statistics,The Canadian Balance
of International Payments in the Posgt-War Years 1946-1952,

p. 104
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Table 10. (Canadian Direct Investment Abroad
‘ (in millions of dollars, minus indicates an outflow)

United States United Kingdom Other Total

_ & Sterling
Year Area
1946 -7 -10 3 -14
1947 6 -3 3 6
1948 15 -2 2 15
1949 16 ) 0 13
1950 41 -4 -1 36
1951 -4 -6 -10 -20
1952 -42 -19 -16 =77
1953 =33 -22 -8 -63
1954 -46 =23 -12 -81
1955 -56 -9 -9 -T4
1956 =77 -27 -6 -110
-187 -128 -S54 -369

Source: Canada, Dominion Bureau of Statistics, The Canadian
Balance of Payments 1956, pp. 38-41.

a large extent a speculative withdrawal. From Septeﬁber
20, 1949 until September 30, 1950, the Canadian dollar was
at a ten\percent discount in terms of the United States
dollan:‘.z)o As 1t was thought that the Canadian dollar was
under-valued, there was an incentive to exchange foreign
currency for Canadian. From 1951 to 1956 inclusive, the
capital outflow in this account amounted to 3425 million.
Initially, it will be ascsumed that direct invest-
ment abroad is not made at the expense of domestic investment.
If the investment is made by buying foreign exchange and
purchasing foreign factors, the Canadian dollar will tend

to depreciate. Since exports will be encouraged and lmports

30. Canada, Bank of Canada, Statistical Summary Financial
Supplement 1954, p. 59.
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discouraged, domest;c incomes and prices will tend to risge.
As a result of the cushioning effect of private traders, the
initial exchange rate movement probably will not be suffi-
cient to gstimulate the real transfer of goodsand services
to the foreign country. The direct investment may raise
incomes abroéd which will amssist in completing the real
transfer.' In addition, there may be a small increase in
doméstic spending as a result of any short-term capital
inflow induced by the depreciation of the Canadlan dollar.
Canadian corporations probably will be inclined to lag
their payment to non-regidents and to reduce their holdings
of foreign exchange, if the Canadlan dollar 1s considered
abnofmally cheap. Foreign corporations may lead their
payments t0 Canadians and allow their Canadian dollar hold-
ings to increase. Since Canadian businesses will be more
liquid, they may increase thelr expenditures. This effect
1s probably insignificant.

If instead the direct investment consists of the
shipment of Canadian machinery and equipment abroad, the
full impact on incomes and prices will be felt ilmmediately.
Whereas, in the case where the funds are spent abroad, the
total effect will be experienced at once only if there ig
no equilibrating inflow of short-term capital. If there
were a short-term inflow and domestic incomes tended to
rise, the completion of the real transfer would be opposed.
If incomes rose abroad as a result of the direct investment,

the real transfer would be assisted. Howevsr, the rise in
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incomes abroad which assists the real transfer might only
neutralize the rige in domestic incomes which oppose the
real transfer. In this situation the exchange rate expect-
ationg of private traders probably would be disappointed;
for the Canadian dollar would have to depreciate further to
bring aocout the real transfer. Therefore, dollar for dollar,
direct investment made by shipping Canadian equipment abroad
will be more inflationary at least in the short-tun than if
foreign exchange is purchased and the equipment bought
abroad.

It was assumed that direct investment abroad was
not made at the expense of domestlc lnvestment. However,
there might be some additional repercussions on the Canadian
economy. For instance, if the funds had not been used for
direct investment,they might have been utilized to buy bonds.
Consequently, the interest rate might be higher than it
* otherwise would be. 1In the absence of the direct investment
outflow, there nmight be more domestic investment because of
a lower rate of interest. If the Canadian dollar depreciated
and if a snort-term capital inflow was induced, this effect
might be partially ofirset. The fall 1in the exchange value
of the Canadian dollar,if it was considered temporary,would
increase the attractiveness of Canadlan securities vis & vis
foreign securities. The price of Canadian securities would
tend to be higher and the interest rate lower.

It has only been assumed that the direct investment

abroad has not been made at the expense of domestic invesgtment.
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However, 1f the funds have been obtained through corporate
saving it 1s necessary to consider the fact that if the
corporation had not wished to undertake direct investment,
the dividend declared might have been correspondingly
higher. If this were the case,the resulting decrease in
gpending would be equal to the marginal propensity to con-
sume multipled by the reduction in the dividend payment.

If the direct investment took the form of an export of
Canadian machinery, domestic spending would be lncreased
initially by that amount. If d D was equal to the amount

of the direct investment and also the reduction in dividend
payments, the increase in income over time would be equal to.
'7I%&?c as a result of the export of Canadian machinery and
the decrease in income over time would be .equal to —M§%ﬁ%%—
as a result ofvthe reduction in dividend payments. The net

ap - URGAD = ap)

increase in income over time would equalE
the amount of the direct investment.

If the direct investment initially did not take
the form of an export of real capital, there might be a net J
decrease in domesgtic income. This would be go if the margi- ‘
nal propensity to consume 0of those who would have recéived ‘
the dividend i1s greater than the' proportion of direct ‘
investment which initlally results in an increase in exports

51

and decrease in imports. Therefore, under these assump-

tions, it is possible that the real transfer may be assisted

31. This assumes that the decrease in lmports results 1n an
equivalent increase in domestic spending.



=80~

by a décline in domestlc incomes and prices. The larger the
inflow of short-term capital in response to the depreciation
of the Canadian dollar, the greater is the probability that
this type of capital outflow will be deflationary. If incomes
are increased abroad, part of the increase will sceep back to
the Canadlan economy in the form of increased exports. Thils
will tend to offset the possible deflationary effecte.

Finally, it will be assumed that direct investment
abrdoad is at the expense of an equal amount of domectic in-
vestment. If the direct investment abroad takes the form of an
export of Canadlan capital equipment, the decrease 1n domestic
spending will be‘entirely counterbalanced by an increase in
domestic spendinge. Therefore, direct iavestment will be neutral
with respect to Canadian incomes and prices. If the direct in-
vestment i1s undertaken by obtaining ioreign exchange and pur-
chasing foreign equipment, there will be a deflationary effect
on the Canadian economy. The larger the equilibrating inflow
of short-term capital which occurs in response to the depre-
ciation of the Canadian dollar, the greater will be the decline
in Canadian incomes and pricese The deflationary efiect may be
of fset to some extent by the increase in sxports caused by
higher incomes in the country in which the direct investment
is made.

Direct investment abroad may be deflationary, neutral,
or inrlationary, depending orn the assumnptions made. The greater the
export content of the investment, the grcater the probability that -
it will be inflationary. Yhe greater the proportion of the direct
investment outflow which results in a short-term capital inflow,

the greater the probability that it will be deflationary.



CHAPTER FOUR
PRICE AxD_INCOWE EFFECTS OF TRADE IK
CANADIAN AND FOREIGN SECURITIES

1. CANADIAN SECURITIES

(1) Trade in Outstanding Issues

Following direct invegtment in the capital account
of the Canadlan balance of payments is portfollo 1nvestm§nt
and miscellaneous investment. 'These capital movements are
classified into several categories; the first is trade in
out standing Canadian securities. Between 1946 and 1956
inclusive there has been a net capltal inflow of $677 million.
Almost half of the increase occurred in 1950 alone, and

Table 11. Trade in Outstanding Canadian Securities
- (in millions of dollars)

with residents of

United States United Kingdom Other Total
. and the

Year Sterling Area
1946 241 -48 1 194
1947 - 3 -11 1 - 13
1948 5 -4 2 3
1949 25 -16 -1 8
1950 362 -35 2 329
10951 20 -16 34 38
1952 -104 -3 : 13 - 94
1953 - 80 27 22 - 31
1954 21 42 63
1955 -.67 26 14 - 27
1956 41 83 83 207
440 _gﬁ 213 __§Zz

———

Source: Canada, Dominion Bureau of Statistics, The Canadian
Balance of International Payments 1956, pp. 38-41

undoubtedly it waé primarily the result of speculation on

the part of residents of the United States. Over 80% of the
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capltal inflow from the United States took place in the
third quarter of 1950 when sgeculation concerning the
appreclation of the Canadian dollar reached its height.l
From 1951 to 1956,there has been a net capital
inflow of $156 million. Unlike most other capital move-
mentg, it has been non-residents other than Americans that
have provided the inflow of capital. There has been a net
purchase of Canadian securities by residents of the sterling
area amounting to $138 million and by non-residents other
than those‘of the United States and the sterling area of
$208 million. in contrast, residents of the United‘States
from 1951 to 1956 were net sellers of outstanding Canadian
securities to the extent of $190 million. In 1952 alone,
residents of the United States reduced thelr holdings of
Canadian securities by $104 million. In the third quarter
of that year,the average noon exchange rate was 96.33
(Canadian cents for a United States dollar) and the outflow
of capital amounted to $51 million.2 It would thus appear
that this represented a speculative outflow which moderated
the appreclstion of the Canadian dollar in response to the
long-term capital inflow and the current account surplus.

Capital movements of this nature are often classi-

fied as short-term because of their regponsiveness to changes

4

1. Canada, Dominion Bureau of Statistics, The Canadian Balance
of International Payments in the Post-War Years,1946-1952,

p. 104.
2. Ibid.

ool
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in the exchange rate and interest rates in Canada and the
United States.3 The trading in Canadian bonds and deben-~
tures has moved,in general,in a slightly equilibrating
fashion in responsge to exchange rate movements. The
coefficient of correlation between the monthly average
noon exchange rate (Canadian cents for a United States
dollar) and the net monthly sales or purchases of out-
standing Canadian bonds and debentures from 1951 to 1956
was ¥ .19. Although the coefficient of correlation is very
low,it is higher than that between the net monthly saleé or
purchases of outstanding Canadlan donds and debenturesg and
the interest differential'on long term Canadian and American
government bonds of comparable maturity. Tne later co-
efficient of correlation is only 4 .l4.

As has been indicated,trading in outstanding
Canadian securities may be induced as a result of exchange
rate movements howeﬁer, there is probably some that is
autonomous in nature. It is an inflow of capital which has
not been induced as a result of expectation concerning the
exchange rate which will be considered here. The increased
demand for outstanding Canadian securities by non-residents
will mean fhat the price of the Canadian dollar will be bid
up. The appreciation of the Canadian dollar will encourage
imports and discourage exports. However, it is most im-

probable that the exchange rate will move sufficliently for

3, R.A.Radford, "Canada's Capital Inflow, 1946-53", Inter-
national Monetary Fund,Staff Paperg Vol.4, 1954-55, p.218.
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the real transfer to be accomplished by this type of price
effect. If there is no change in the marginal propensity
to save, the increase in imports will be at the expense

of spending on domestic goods. Thus the sum of the increase
in imports and decrease in exports will represent the de-
crease in gpending regulting from the transaction. Thié
agsumes that the short-term outflow of capital which part-
1ally offsets the increased demand for Canadian dollars does
not éause a decresase in domestic spending. This aasumption
may be realistic in that it is probably the 1argé corpora-
tions which cushion the exchange rate by leading their
payments and increasing their United States dollar balances
in response to an appreciation of the Canadian dollar.

The reduction in their Canadian dollar balaﬁces probably
consists of a reduction in their precautionary and specu-
lative balances and may not alter their domestlic spending

to any slignificant extent.

The seller of the Canadian security has an eqﬁiva-
lent amount of Canadian dollars. Thus, it is now necessary
to know what he 1is likeiy to do with his increased holdings
of Canadlan dollars. If he buys a new security,all of the
funds may be spent. If he buys an outstanding Canadian
secﬁrity, then 1t 1s necessary to determine what the geller
of the second security will do with the proceeds. Bloomfield
concluded’that net foreign purchases of American securities

from 1934 until 1939 did not lead to income disbursements
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'in United States to any significant extent..4 However, the

conditions prevaillng in Canada since the war are very

different from those in the United States during the

'thirties'. mherefofe, it 18 quite conceivable that a

slzable proportion of the proceeds may have entered the in-

come stream through consumption expenditure or new investment.
If 8l is the increase in lmports and dX is the

decrease in exports induced by the change in the exchange

rate caused by the purchase of the Canadian gsecurity for

al Canadiaﬁ dollars, then there will be a deflationary

effect 1f dM+dX 44 greater thaﬁ the proportion of the

proceeds of tié sale of the security which enters the

income stream. Thls assumes that the marginal propensity

t0 save remains unchanged and the equilibrating outflow of

short-term capital does not fesult in a reduction in domes-

tic spending. The short-term capltal outflow is equal to

dl - (dM+ dX). Therefore, if as a result of this outflow,

spending on domestic goods is reduced by k ( dI - (dM+ dX)),

there will be a decrease in income if SM+dX+ k ( 4T - (dM+dX) )

al
is greater than the proportion of the proceeds from the sale

bf the security which enters the lncome stream.
There doeg not appear to bé any compelling reason
for concluding that the decrease in spending resulting from

the purchase of an outsgtanding Canadian security by a non-

4, Arthur Vining Bloomfield, Capital Imports and the American
‘Balance of Payments 1934-39 (Chicago:University of Chicago
Press, 1950), p. 272.
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redident must be less than the increase in spending out of
proceeds of the security sale. If this were not the case,
then there would be an initial increase in income which in
the multiplier fasiiion would create a multiple increass in
income over time. It might also increase income by stim-
ulating some accelerator investment. Part of the increase
in income would drain away in the form of 1hcreased imports.
The completion of the real transfer would also be assisted
by the increase in domestic prices caused by the increase
in income, assuming full employment. Therefore, without
any further change iﬁ the exchange rate, it ié pogsible for
the outflow of short-term capital to be drawn down to pay
for an inflow of real goods and services.

. However, it is possible and perhaps probable
that there will be a net decrease in spending. The multi-
plier will operate to reduce income over time and possibly
cause a decrease in accelerator investment. The real
transfer may be completed by internal expansgive forces which
more than oupweigh the net deflationary effect of the pur-
chase of outstanding Canadian securities by non-residents.
The domestic economy probably is buoyant and generating a
demand for imports since the foreign capital was attracted
by~hiéh ylelds and good prospebts for capitai appreciation.
rherefofe, thé purchase of outstanding Uaﬁadian securities
by non-residents may have a deflationary effect in that the
increased demand for imports stimulated internsglly may be

. satisfied by a much smaller depreciation in the Canadian
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dollar. This 1s a result of the short-term capital outflow
produced by the foreign demand for Canadian securities.
When the Canadian dollaf ﬂended to depreciate,the short-term
capital outflow probably would be reduced. By minimizing
the depreciation of the Canadian dollar,imports would not
be discouraged and exports encouraged to the‘same extent.

Considering only the most direct effects of the
capltal inflow, there is probably some justification for
believing that it 1s deflationary. However, if a large
part of the proceeds of the sale of the security enter the‘
income stream through new real investment or consumption
~expenditures, the capital inflow might raise incomes and
prices. There are probably_soméf1ndirect”e£§éctsthichﬂmerit
attention. The.outstgpding Canadian securities fall into
two main cléssifications, bonds and stocks. As the indirect
effects are slightly different in nature, bonds will be
consgsidered first.

“An increase in the demand for fixed interest
securities will tend to increase their price and depress
“the rate of interest. The effect of this on prices in general

cén be indicated by employing Keynes' sechd fundamental

5 A
=5 4 I-58 , A lower rate of interest will

0 o .
encourage investment, and in addition, 1s likely to have

equation, 77

gome small effect on the volume of gavings, using the terms

as they are defined in A Treatige on Money. The classical

5. John Maynard Keynes, A Treatise on Money, Vol. I (New York:
Harcourt,Brace, 1930), p. 137.
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position, and the one which Keynes accepts in that book, is
that séving will decline as the reward for saving has
declined. Thus, the second term on the right hand side of
the equation will increase and cause ¥ , the general
price level of output, to rise if theée has not been a

decreage in the efficiency wage, —%— . However, a lower

rate of interest may have another effect on velocity which
Keynes implicitly suggested wheﬁ he stated that, "there is g
continuous curve relating to changes in the demand for
money to satisfy the speculative motive and changes in the
prices of bonds and debts of various maturities."6 If the
liquidity function L,, or the propensity t§ hoard is in-
versely related to the rate of interest, then a fall in the
rate of interest will increase the amount of money hoarded,
and,consequently, there will be a tendency for the velocity
of circulation to decline. This unusual résult, of a lower
rate of interest reducing inflation, 1ghores its effect on
investment, or assumes that the marginal efficiency of
capital has zero elasticity. When the maréinal efficiency
of capltal schedule has some elasticity, more investment
gspending will be stimulated by a lower rate of interest and
will probably more than counteract the deflationary effect
of an increase in hoarding.

If the purchage of outstanding Canadian securities

6. John Maynard Keynes, The General Theory of Employment,
Interest and Money (London:Macmillan,1942), p. 197.
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ig in the form of eduity stock, thére is no direct effect
on the rate of interest. Howeber, a more active stock market
is likely to encourage corporations requiring funds to obtain
- them through the sale of common or preferred shares in pre-
ference to floating an issue of bonds. The residt is that
fhe supply schedule of bonds may not shift positively, as
much as it ﬁould ha;e otherwise. This results in a higher
price and a lower rate of interesgt than if forelgn purchases
on the Canadian stock market had not taken place. The same
conclusion can be reached in a slightly different way by
congldering the price-earnings ratio of common stocks. An
increased demand for stocks will cause the _.price and the
price-earnings ratio to rise. The increase in this ratio
will make bondg relatively more attractive, 1n6reasing W
the demand for bondsg and depressing the rate of interest.
Thus the interest rate will tend to decline directly in the
case of additional»foreign purchases of Canadian bonds, and
indirectly in the case of additional foreign purchasesg of
Canadian stock.

Not only may foreign purchase of equity stock
affect the distribution of planned financing as between
stocks and bonds, and also the demand for bonds; but 1t may.
stimulate new issues. Machlup states that: |

There 1s a certain probabllity that the stock markets
react favourably to the increaged foreign purchases
and that higher stock prices call forth new lssues

for new real investment and through the stim%lus
of ¢capital gains also increased consumption.

T. Fritz Machlup, International Trade and the National Inédme
Multiplier (Philadelphia:Blakiston, 1943), pp.l52-153.
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Keynes, when referring to people who take an active interest

in the stock exchange, stressed the buoyunt effect of capital
appreciation stating:

These veople are, perhaps, even more influenced

in their readiness to spend by riges and fall

in the value of their investments than by the

state of their income. With a "stock-minded"

public, as in the United States today, a rising

stock market may be an almost essential condl-

tion of a satisfactory propensity to consume;
This factor may be even more important in Canada where capital
gains are not taxed. In the high income brackets a dollar of
capital galn 1is equivalent to far more than a dollar of usual
income.

It is impossible to arrive at a2 definite conclusion
about the effect of a net sale of outstanding Canadian
securities to non-residents. It might tend to raise domestic
incomes and prices or it might tend to lower them. Thus,
the only verdict which seems possible 1s that a capital in-
flow of this nature probably will not be strongly inflationary
or deflationary. This indefinite conclusion also applies to
direct investment of type one, the purchase of outstanding

Canadian securities by non-residents to obtaln or to extend

control.of a Canadian corporation.

8. John Maynard Keynes, The General Theory of Employment,
Interest and Money (London:Macmillan, 1942), p. 319.
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(11i) New Issues

The next type of capital movement is the gale of
new issues of Canadian securities to non-residents. From
1946 to 1956, $3,018 million in new securities were sold to
non-residents. As indicated by table 12, over 90% of this
amount was s0ld to residents of the United States. Most
of these new issues are payable solely or optionally in
United States funds.

Table 12.' Sale of New Issues 0of Canadian Securities to
Non-Residents

(in millions of dollars)

Year United States United Kingdom Other Total
1946 218 - - 218
1947 95 - - 95
1948 150 - - 150
1949 105 - - 105
1950 210 - - 210
1951 404 T - 411
1952 315 1 - 316
1953 322 7 6 325
1954 299 20 12 331
1955 127 15 14 166
1956 616 29 36 681

2861 19 68 3018

Source: Canada, Dominion Buréau of Statistics, The Canadian
Balance of International Payments 1956, pp. 38-41.

It is the resident rather than the non-resident
that takes the initiative in a capital movement of this
nature. The gecuritles are sold largely for United States
- dollars and it is then at the discretion of the borrower
what proportion he converts into Canadian dollars. Obviously,

the import content of the investment project will be the
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major determinant of the proportion which is éxchaﬁged for
Canadian dollars. During 1956, a total of 3604 million in
new bonds and debentures were sold to non-residents, and
of this almost sixty per cent was in the form of provincial
and municipal govermment bonds.9
The provincial governments borrow to finsnce such
projects as;highways; bridges, public buildings and power
plants. Tne extension of teleghone services in the Pralrie
provinces, and the congtruction of wome railroads in Ontario
and British Columbia élso require provincigl” borrowing.
Municipal governments borrow to finance the congtruction of
schools, nosplitals, roads, water-works and sewage disgposal
plants. They borrow in the United States because it is
cheaper and not because they are to any large extent importers
of capital equipment from the United States. Since the
import content of their investment prdjects is probably low,
‘they would enter the foreign exchange market with almost all
the United States dollars borrowed. As the borrowerg wish
to minimize the appreciation of the Cznadian dollar and thus
 imgximize the Canadian dollar equivalent of the funds borrowed,
they will‘dribblé‘the United States dollars onto the foreign
exchange market. However, this i1s only a matter of technique

and the Canadian dollar is bound to be quoted at a higher

price in terms of foreign exchange than it otherwise would:

9. Canada, Dominion Bureau of Statistics, Sales and Purchasesg
of Securities between Canada and Other Countries, December
1056 and Review of Security Trading during 1956, p. 2.
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have been. Although all the funds may not be 1mmed1ately
required, they wili,in all probability,be converted as
quickly as possible; for the funds were borrowed abroad
because Of a lower rate of interest, and therefore, they
probably will earn more interest in Canada for any period
during which they may lie idle.

The appreciation of the Canadian dollar will
encourage imports and discourage exports. Thus, spendingl
on domestic goods will be reduced as a result of the exchange
rate movement. However, there will be additional domestis
spending equal to the amount borrowed legs the capital
equipment imported. When short-term capital movements re-
gpond to0 a change in the exchange rate in an equilibrating
faghion, there 1s almost certaln to be a net ihcrease in
spending. This is because the short-term capital outflow
stimulated by the appreciation of the Canadian dollar prevents
or reduces further appreciation which would compléte.the resl
transfer. Since there is little or no reason to believe
that the corporations which speculate on the exchange rate
movement (by leading or lagging payments and increasing or
reducing their holdings of foreign exchange) will, as a
regult, alter their domestic expenditures, there will be a
net increase in spending. This increase in gpending will
increase spending in future income periods by a smaller and
smaller amount. A part of the increase in income generated
will drain away in the form of imports and thus help to

complete the real transfer. -
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The net increase in spending probably will result
_1n some accelerator investment, in gddition to stimulating
additional spending in the multiplier fashion.. Therefore,
thls type of capltal inflow probably is inflationary in the
short-ran. In addition, the investment may induce further
investment which is not linked in any mechanical way to the
level of investment or income. For instance, a province
may build a new road or railway into a previousgly inaccess-
ible area. Such a programme might make exploitation of
mineral and forest resources in the area profitable and
thus stimulate a large amount of investment. Some investment
undertaken by a government may be very dynamlc spending and
as a result may be very inflationary in nature.

In addition to bonds and debentures floated by the
provincial and municipal governments, c¢orporations in 1956
borrowed $246 mlllion through sales of new issues to non-
residents.lo Consideration of the typse of investment which
the provinces and municipalities are undertaking leads to
the conclusion that the import content will be low, and,
consequently,most of the funds borrowed would be exchanged
for Canadian dollars. In’contrast, it is probable that a
sizable proportion of corporate investment will be in machinery
much of which may be imported from the United States. There-
fore, initially the provinces and»municipalities will exert
the greater. upward pressure on the exchange value of the

Canadian dollar, per dollar of borrowing in the United States.

-



This takes into account only the initial effect. Further

consideration must be given to the repercussions that follow.
In order to determine the other effects, multiplier

analysis similar to that used by Polak will be employed.ll

It will be assumed that the marginal propensity to consume,

¢, includes the marginal propensity to import, m. An

increase in investment}of wnich dI is spent domestically

will increase national income in the first period by (dI - K4I).

The amount KAI is the reduction in spending caused by the

exchange transgaction. For reasoﬁs previously discussed, K .

probably is considerably less than oane. Thus, in the second

income period, total spending will increase by c¢ (dI - K4I)

of which me (dI - KdI) will be spent abroad and the difference

¢ (1 - m) (dI - X4I) will be spent domestically. To obtain

Figure 5. Induced Spending on Imports and Domestic Goods

Period . Total Spending Spending Abroad Domestic Spending
1 (dI - K4I) (4T - KdI)
C (ar - Xar) mec (a1 - K4I) c(1-mgd1 -~ KA41)
3 @ (1-m) (dI - KdI) me2(1-m) (dI - KAI B(l-m)2(4I-K4I)
i ‘
mec (dI - KA4I) aT-XKd4I
l-¢ (1-m) l~c (l-m)

the total increase in imports resulting from the Investment,
the column entitled gpending abroad in figure 5 can be
sunmed. Since it is a'geometric progression, the sum is equal

to the first term divided by one minus the common ratios.

11. J.J.Polak, “Balance of Payment Problems of Countries
Reconstructing with the Help of Foreign.Loansg", Quarterly
Journal of Zconomics Vol. LVII(February,l943),pp.232-233,
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The sum is mc (AT - KdT). The limiting values of _ mc _
1 - ¢ (1l-m) ' 1=c(l-m
are zero and one providing that ¢ is less than one. Thus,
the increased demand for foreign exchange will be gome fraction
of the initial increase in spendinge
Let it be assumed that a municipality and a corpor-
ation each sell an issue of ponds in New York for $10 million;
~that the munidipality converts the entire ambunt into Canadian
funds; and that the corporation usges $3 million to purchase
machinery in the United States and exchanges the reméinder.
Municipal borrowing initially will cause the supply schedule
of United States dollarg to shift to a greater extent than
will the same amount of corporate vorrowing in New York.
Since the municipality will spend more within Canada than
the corporation does, dI will be larger as a result 6f
municipal borrowing as compared with corporate borrowing.
ihe increased demand for foreign exchange over timse,
me (dI-Kd4I), will also be larger for the lower import
1-¢(1-m)
content investment. In addition, the corporation's purchase
of machinery will initially increase United States national
income and so lead to an increase in the supply of foreign
exchange seeking Canadian dollars. Hence, the borrower who
undertakes low import content investment will cause a
greater initial appreciation of the Canadian dollar, but
as time goes on the low import content investment will
exert more pressure tending to cause the Canadian dollar to

depreciate than will the higher import content investment.

Borrowers undertaking low import content investment
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will naturally propagate more income and inflationary pressure

per dollar of new bonds issued. This assumes that the invest-

ment spending 1s qualitatively equal. If the high import

content investment is more dynamic, then dollar for dollar

it may ba more inflationéry than 16w import content investment.
There can be little doubt.that investment financed

by the sale of new issues of Canadian securities abroad will

regult in some net domestic spending. It is certainly not

as inflationary as 1f the investment were financed in Canada.

However, it would be still less inflationary if thse project

could be cancelled or postponed entirely.
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(11i1) Betiréments

The next item in the capital account is retirements
of Canadian securities. From 1946 to 1956,as shown by table
13, there was an outflow of capital in this account of 2,394

million,about 90% representing an outflow to the United States.

Table 13. Retirements of Canadian Securities

(in millions of dollars)

Year United States United Kingdom & Other Total
: Sterling Ares
1946 ‘ 460 17 2 539
1947 313 42 9 364
1948 96 14 4 114
1949 136 10 1 147
1950 263 19 2 284
1951 159 : 24 1 184
1952 75 9 5 89
1953 132 11 3 146
1954 184 17 2 203
1955 169 11 4. 184
1956 133 1 6 140
2120 ’ 235 39 2394

Source: Canada, Dominion Bureau of Statlistics, The Canadian
Balange of International Payments 1956, pp. 38-41.

The smallest amount in the post-war period occurred in 1952,
and this was one of the important factors contributing to the
strength of theVCanadian dollar in that yeaf. Again in 1956,
retirements of Canadian securities were low relative to other
years. Therefore, there was less dbwnward~pressure than usual
on the exchange value of the Canadian dollar as result of
retirement S.

At the end of 1955, the total non-resident holdings

of long-term funded debt of Canadian governments, municipal-
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ities and corporations were $3,638 million. Of this total,
‘58% was payable solely in foreign currency, 28% was payable
- golely in Canadian currency and 14% was payable at the
holders option;12 An'aVerage of 58% of th; b;hds matur-
ing each year will have to be paid in foreign currency
‘when the exchange value of the Canadian dollar is higher
than at the date of issue of the securitye If the exchange
value of the Canadian dollar is lower, an average 6f 72%
of the bonds maturing annuvally will be paid in foréign
exchange. On the average from 58 to 72% of tﬁe retirements
will necessitate a foreign exchange transaction or s
drawing down of existing holdiangs of foreign exchange.
Now the aon-resident who is paid in Canadian dollars also
will enter the foreign exchange market unless he wishes
ta continue to hold Canadian dollar.assets. Retirements
probably result in a large demand for foreign exchange which
will tend to cause the Canadian dollar to depreciate. This
will have the inflétionary effect of encouréging exports.
and discouraging imports.

It 1s probable tnat exchange rate movement will
he moderated by Canadian corporations lagging thelr payments
t0 non-residents and reducing their United States dollar

holdings. In contrast, United States corporations probably

12. Canada, Dominlon Bureau of Statistics, Saleg and Purchases
of Securlties between Canada and other @ountries December,
T956 and Reéeview of Security Trading during 1956, p.8
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. will accelerate their payments to Canadians and increase
their Canadlan dollar holdings in response to the deprecia-
tion of the Canadian dollar. Such adtivities will minimize
the exchange rate movement and also the initial change in
exports and imports. Therefore the increase 1h domestic
spending stemming from the change in the exchange rate will
not be equal to the amount of the retiremenf. If there 1s
a reduction in spending by a Canadian government, nmuniclpality,
or corporation of an amount equal to the redemption,there will
" be a net decrease in gpending. The amount of the net decrease
will depend on the size of the short-term capital inflow and
whether it tends to increase spending. The net decrease in
spending will have a negative income effect in the multiplier
fashion. There may also be gome decrease in accelerator
investment in response to the fall in income, causing a
further decline. The real transfer might; to some extent,
be acecomplished by the decliné?imports caused by the fall in
domestic income. Any fall in domestlc pricéswould also
agsist i1n maklng the transfer because the relatively cheaper
domestic goods would be substituted for imports. If the
retirement increased income abroad, the transfer might be
agsslisted by an increase in exports. This would set up a
positive multiplier effect on income in Canada and thus
partially neutralize the negative 1ncome affect.

The retirement might have been made .by increasing

taxes,if it 1s a government or municipality which 1s retiring

ponds. If it is a corporation, the dividend payment may be
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lower by the amount of the retirement. Thus the decrease

in spending as a result of the retirement 1is éQual to the
marginal propensity to consume multiplied by the amount of
the retirement. There will be an increase in spending as a
result of the foreign exchange transaction. The depreciation
of the Canadian dollar will increase éxports and decrease
imports. If the proportion of the retirement which results
in a short-term capital inflow 1s greater than the marginal
propensgity to import plus the marginal probensity to saﬁe,
there will be a net decrease in domestic spending. This

will tend to lower income and by reducing imports help to
bring about the real transfer. If there is an increase in
income abroad,there will be an increase in Canadian exports
which will tend to offset the decrease in doméstic incomse.

It is possible that the increase in spending as a result of
an exchange transaction 1s greater than the decrease in sgpend-
ing as a result of making the fetirement. Canadian income
would rise and consequently oppose the completion of the

real transfer. A further depreciation of the Canadian dollar
ﬁight then be required. The resulting increase in exports
and decrease in imports would cause Canadian incomes and
prices to rise further.

The retirement might be made by floating a new
issue of bonds in Canada for the sole purpose of making the
redemption. This might have little influence on Canadian
spending for the bonds might be purchased by drawing down

inactive bank deposits or through creating credit. This
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might tend to discourage some investment by raising the rate
of j.nterest. However, it seems probable, under these condi-
tions, that the increase in exports and decrease in imports
in response tO0 the exchange rate movement would increase
domestic spending more than the sale of bonds would reduce
it. If there were a sghort-term capital inflow stimulated

by the increased demand for foreign exchange as a result of
the retlirement, the effect on domestic income might oppose
the completion of the real transfer. However, there might
be an increase in income abroad which would assist in the
real transfer. It is probable that the Canadian dollar would
have t0 depreciate further to-produce a sufficiently large
export surplus. If this became evident, the short-term
capital inflow would be reversed. This wéuld generate more
domestic income and exert an upward pressure on prices.

Under certain conditions, 1t appears that a retire-
ment might tend to railse incomes and prices. This seems to
be contrary to general expectafions for the time when foreign
obligations mature has always been dreaded as a day of
:eckoning. To a certain extent this fear is a vestige of
the automatlic gold standard. Under the gold standard, gold
would have to be shipped to the foreign country at the date
of retirement, since the 1ncreased demand for foreign ex-
change would quickly push the exchange rate to the gold
export point. This meant a primary decrease in the money
supply;..buti ‘as gold was the basis on which the credit

structure was built, a multiple contraction in the money
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supply might be precipitated. This deflationary process
naturally resultad  in apprehension. The gold standard fell
into digfavour because it decreed that the economy should
fluctuaﬁe to malntain a fixed gold equivalence of the unit

of account. With a free exchange . faie;, the adjustment takes
place to some extent through a fluctuation in the exchange
value of the unit of account.

The fundamental reason for the differing reper-
cussions 1s price flexibility. In a free exchange market,
the exchahge rate is sensitive to demand, whereas, in the
regt of the economy, many prices are rather rigid. If all
prices were very flexible, there would be little differencs
between the ad justment under the gold standard and that which
occurs with a fluctuating exchange rate. The decrease in the
money supply, resudlting when a retirement is made under the
gold standard with very flexible prides, would have little
influence on real relationships. Instead prices would fall.
Unfortunately, because of price rigidities which prevail in
the economy, real relationsghips are significantly affected.
To a large extent unemploymentvof resources results instead
of merely lower prices. The free exchange rate 1s a mode
of circumventing the price rigidities and thus of minimizing
the difficulties of repayment. This is not to say that
retirements may not cause domestic incomes to decline because
even the exchange rate is not perfectly flexible. Equilibrat-
ing short-term movements introduce some rigidity. There is

probably little doubt that domestic income does not have to
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fluctuate as greatly since the exchange rate 1s relatively

more flexible than most domestic prices.

2. FOREIGN SECURITIES

(1) Trade in Outstanding Issues

The item which appears next in the Canadian balance
of international payments is trade in outstanding issues of
foreign securities. There was a net capital of inflow of
$219 million in this account from 1946 to 1956 inclusive, as
a result of the decrease in Canadian holdingsvof out standing
foreign securities. In only one year, 1948, was there an
outflow of capital, but this amounted to only $7 million,L?

The largest inflow occured in 1950 when Canadian
regsidents reduced thelr holdings of foreign securitlies by
$70 million. The distribution of this inflow in millions of
dollars during the four quartem of 1950 was 11, 12, 37 and
1O.14 Since the net sales of outstanding foreign securities
t0 non-residents were to a large extent, concentrated in the
third quarter of 1950, it indicates that exchange rate ex-
pectations probably were the principal determlnant of this
capital movement. For every United States dollar Canadians
could obtain 31.10 Canadian. Since this rate of exchange

was not expected to prevall in the future, many Canadians

obviously sold their foreign securities and seized the oppor-

13. Canada, Dominion Bureau of Statistics, The Canadian Balance
of International Payments 1956, p. 38.

14, Canada, Dominion Bureau of Statistics, The Canadian Balance
of International Payments in the Post-War Years 1946-1952,

p. 104,
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tunity of converting foreign exchange into Canadian dollars
on thege favourable termsgs. In subsequent periods, the
exchange rate has not had'as much influence on the trading
of outstanding foreign securities. However, there does
appear to be a tendency for the capital.inflow in this account
to decelerate in response to an appreciation of the Canadian
dollar. Conversely when the Csnadian dollar depreciates, it
tends to accelerate the rate at which Canadian held foreign
securities are being sold to non-regidents.

The inflow of capital of $108 million from 1951 to
1956 inclusive, was probably, to a large extent, the natural
result of Canada's rapid econOmic growth.15 Canada's economic
development has proceeded more quickly in general than that
of the United States and most of the rest of the world.
Consequently, in Canada, interest rates have been higher and
the prospects for the appreciation of equity stock relatively
brighter than abroad. Thﬁs, Canadiané probably have tended
to reduce thelr holdings of foreign securitles in order to
take advantage of the relatively more attractive prospects

in Ganada.l6

15. Canada,Dominion Bureau of Statistics, The Canadien Balance
of International Payments 1956, p. 3%8.

16. This, in effect, is an example of Malach's relative cyclical
hypothesis. Since Canada's economic development was generally
more rapid than that of the United States and most of the
regt of the world, Canada possegsed more favourable oppor-
tunity for investment vis & vis the rest of the world. In
addition, since Canada was growing more rapidly, imports
tended to expand more quickly than exports. Vernon W.Malach
in International Cycles and Canada's Balance of Payments
1921-33 (Toronto:University of Toronto Press,1954), p. 63,
states: "that the negative correlation of the movements of
the current and long-term capital accounts, in response
p rimarily to the relative speeds of business expansion at
home and abroad, was the most important mechanism tending
to keep the balance of payments in ad justment."
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When Canadians are on balance decreasging their
holdings of foreign securities, the supply schedule of for-
elgn exchange probably will shift further to the right than
i1f there was no capital inflow of this kind.l! This tends
to cause the Canadian dollar to appreciate. The increase
in imports and decreése in exports will tend to lower Canadian
income and to depress prices. To determine all thé effects
of a particular type of capital flow, it is usuzlly essential
t0 determine what the motive is that prompts the movement.

If Canadians are reducing tﬂeir holdings of foreign securities
in order to amass the funds required to undertake real invest-
ment in Canada, it will have an inflationary effect in the
short-run that is likely to outweigh the deflationary effect
of the more passive current balance resulting from the appre-

ciation of the Canadian dollar.l8 On the other hand, if they

17. If the proceeds from the sale of foreign securities are
spent abroad to increase Canadlan direct investment, the
demand for foreign exchange will not shift to the right,
other things being equal, since the capital inflow will
offset the capital outflow. Thus the exchange rate will
tend to be lower than if the capital inflow had not
occurred to match the outflow. It is also possible that
the holdings of foreign securities have been reduced to
inerease imports directly. In this case the inflow of
capital is almost simultaneously matched by an lncrease
in imports which has a deflationary influence in Canada.

18. In considering the American experience from 1934 until
19%9, Arthur Irving Bloomfield in Capital Imports and
the American Balance of Payments 1934-39 (Chlcago:University
of Chicago Press,1950), p. 273, states: "So far as foreign
net purchases of foreign securities were concerned it 1s
gimilarly impossible to determine the disposition of the
funds that come into the hands of Americans in this way.
To some extent these funds may have been directed by the
recipients to the purchase of American goodg and gervices
and thereby have had an income-generating effect. Thers
ig reason to believe,however,that the bulk remained in
the so-called "financial circulation.” "
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merely decided to hold Canadian securities in preference

t0 foreign, the indirect effects will be similar to the
purchase of outstanding Canadian securities by non-residents.
The increased demand for Canadian securities will tend to
depress the rate of interest and cause capital appreciation.
The tendency for the interest rate to be lower may stimulate
more investment. The upward pregsure on stock and bond
prices may stlmulate more consumption expenditures and may
encourage the floation of new lgsues for new real investment.
The indirect effects may br may not outweigh the deflation-
ary effect of the exchange transaction on lnternational
trade. The only conclusion that can be reached 1s the.one
previously stated for foreign purchases of outstanding
Canadian gsecurities and that i1s that this type of capital
.inflow is unlikely to be strongly inflationary or strongly

deflationary.

(11) New Issues

New Issueg of foreign securities in Canada have
resulted in an outflow of $158 million from 1946 to 1956

19. However, the new issues have been concentra-

inclusive.
ted in the period from 1952 to 1956 inclusgive. The most
obvious reason for this fact is that it was not until
December, 1951 that foreign exchange controls were abolished
completely. Of the $139 million in new issues of foreign

gecurties that were sold in Canada from 1952 to 1956 inclusive,

19. Canada, Dominion Bureau of Statistics, The Canadian
Balance of International Payments 1956, p. 38. .-
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40% have been bonds of the International Bank Hr Recon-
struction and Development. The World Bank's first issue

in Canada consisted of $15 million 4% Ten Year Bonds. The
second issue in 1954 consisted of $25 million 33% Fifteen
Year Bonds, and the third in 1955, 15 million 3% Ten Year
Bonds. As at December 31, 1956,the outstanding Canadian
dollar issues of the World Bank amounted to %40 million,
gince the 1952 issue was redeemed in 1955 in advance of
-maturity.zo Some of the purchases of new issues resulted
from Canadlan sharenholders of foreign companies taking up
subscription privileges offered to them. In 1955,the
Commonwealth of Australia floated an issue of bonds in Canada.2l
Other new issues reflect the financing of foreign corpora-
tions, some having invegtment in Canada and some not.

If the funds raised in Canada are converted into
foreign exchange, the exchange value of the Canadian dollar
will not be as high as it would be in the absence of this
transaction. Thus, other things being equal, exports will
be encouvraged and imports discouraged to a greater exteht
than 1f the capital outflow had not occurred. If the pro-
ceeds of the new issues are gpent in Canada,thls probably

will be even more inflationary. However, the fact that the

20, International Bank for Reconstruction and Development,
The World Bank, Policies and Operations (Washington:
International Bank for Reconstruction and Development,

1957), p. 101.

21, Canada, Dominion Bureau of Statistics, The Canadian
Balance of International Payments 1955, p. 24.
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interest rate will tend to e higher as a result of the
flotation of bonds in Canada by non-regidents may have
a 'slight deflationary influence. Hence, it would appear
that new issues of foreign securities will increase

Canadian income and exert an upward pressure on prices.

(111) Retirements

Retirements of foreign securities is generally
the mogt insignificant item in the capital écé;;nt and for
that reason will be dealt with very peremptorily. From
1946 to 1956 inclusive, there has been an infloﬁ of capital
in this account amounting to $55 million°® The largest
amount of retirements, totallihg $17 million, oceurred in
1955. The International Bank for Reconstruction and
Developﬁent 1s mainly responsible for the exceptionally
large entry 1in this sccount; Ior it was in 1955 that they
called in $15 million in bonds.2? In 1950, retirements
were also in excess of the average over the period. This
might have been the result of historical accident or ex-
change rate expectations might have influenced non-residents
to retire bonds before maturity if this were possible,

The Canadlian funds required to redeem the bonds

may be obtained in a number of ways. The most important

probably being by entering the exchange market and supplying

22. Canada, Dominion Bureau of Statistics, The Canadian
Balance of International Payments 1956, p. 38.

23. Canada, Dominion Bureau of Statistics, The Canadian
Balance of International Payments 1955, p. 24.
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additional foreign exchange. If a foreign corporation
that exports to Canada 1s retiring bonds, it may obtain
Canadian dollars merely by accepting payment in Canadian
dollars for exports to Canada and by not entering the
exchange market with them. 1In either‘case,the exchange
value of the Canadian dollar is higher than if the retire-
ments had not occurred. Thus, the currehi account balance
will tend to become mOre passive as a result of retirements.
This is obviousgsly a deflationary efiect. However, as in
the case of a reduction in the Canadian holdings of foreign
securities, it 1s impossible t0 determine for what purpose
the funds will be used. There would appear to be even less
reasgson to believe that funds received from retirements will
be uged for new real investment or even to increase con-
gsumption as compared to funds received from net saies o
of{ forelgn securities to non-residents; The reason for
this is that retirements occur as the result of historical
accident or at the initiative of a non-resident, while the
resident takes the initiative if the holdings of foreign
gecurities are reduced. Aan individual planning to engage
in new real investment is likely to take the lnitiative
unless the redemption date of the sécurities coincides with
the beginning of the investment project. Therefors, pro-
bably even a larger proportion of retirements as compared
to a reduction in the holdings of foreign securities will
result in a transfer of savings from one form into another
"and will not give rise to signiricantly large income dis-f‘

bursements. Thus, it would appear that retirements are
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likely to be more deflationary or less inflationary

than net sales of foreign securitlies to non-residents.
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CHAPTER FIVE

PRICE AND INCOME EFFECTS OF ALL OTHER CAPITAL LOVEMENTS

1. LOANS BY THE GOVERNMENT OF CANADA

(1) Drawings
The next account in the capltal account of the
Canadlan balance of international payments is drawings
on loang by the Governmenﬂ of Canada. There was an out-
flow of capital of $1,627 million in thig account from
1946 to 1950 inclusive. However, since 1951,thers has been
no further caplital outflow.l Loans were extended in the
early post-war years in order to agsist in the rehabili-
tation of the overseas nations and to stimulate Canada's
export trade. There can be little doubt that such a
capltal outflow would be inflationary. In fact, the amount
of credit extended to European countries might have been
influenced by‘the widely held opinion that there might be
a business recession folldwing the war. Thus, in addltion
to altruistic motives, the policy of granting large loans
might have been pursued to stimulate the Canadian economy.
The extent of the rise in incomes and prices,
engendered by such an outflow, depends largely on the way
in which the funds are provided. The most potentially

inflationary source for the funds would be the central bank.

1. Canada, Dominion Bureau of Statistics, The Cansdian
Balance of International Payments 1956, p. 38.
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If the central bank provided the government with cash in
return for government securities, the money supply would

be increased initially by that amount. If the cash

regerve ratio was 8%, the chartered banks would have their
excess reserves increased by 92% of the initial increase

in the money supply,provided it was all deposited in a
bank. Then if there was no cash drain and if the central
bank did not engage in open market sales of gecurities,

the chartered banks could increase their deposits by 12%
times the excess reserves. A much less inflationary means
of financing the loan would be to sell an issue of»bonds

to the general public. This would not increase the cash
regerves of the chartered banks. However, there would be,
in all probsbility, an increase in the velocity of circulation.
The bonds might be bought by drawing down inactive deposits.
The government to whom the loan was made would not be apt
to desire all the Canadian dollars merely to increage its
official reserveé but instead would probably increase its
imports from Canada.

If the government has &- surplus on deposit with
the chartered banks, this can be placed at the disposal of
the foreign government. However, an account which might
have remained dormant as a result of a budget surplus is
activated. If there i1s no budget surplus, taxes may be
raised in order to increase government revenue sufficiently
to provide the reguired funds. This is also inflationary

1f the foreign government spends a fraction of the loan in
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excess of the average marginal propensity to consume of the
individuals on whom the taxes were levied. Assuming that

the marginal propensity to consume diminishes with 1ncreasiné
Income, the more regressive the tax, the smaller will be

the inflationary pressures engendered, other things being
equal. ,

It is likely that the proceeds of this type of
loan will be spent in Canada. If the proceeds are not spent
in Canada, and there is a free exchange . rate , the increased
demand for‘foreign exchange will cause the Canadian dollar
~to have a lower exchange value than it Otherwise would. This
will discourage imports and encourage exports and the-
loan will still have an inIlationary effect. Now, 1t
appears that unless current government expenditwres were cut
in order to maks the 1oah, this kind of capital outflow will
probably have'én inflationary effect. Even if current
governmeﬁt expenditures were reduced by the amount of the loan
extended there Qrobably will not be any deflationary effect
since, if all the proceeds of the loan were spent, there
may be no effect on total spending, other things being equal.
Therefore, a capital outflow in this account probably stim-

ulatesg a rise in domestic incomes and prices.

(ii) Repayments

The next two accounts are repayment of post-war
loans, and repayment of war loans. When a loagn is repaid,
it 1s of no consequence whether a state of war or peace

existed at the time the loan was made. As. a result,these



-115~

two accounts will be considered together. From 1946 to
1956 inclusive, there was an inflow of capital amounting
to $798 million as a result of repayment of ﬁar and post-
war loans. From 1951 to 1956 inclusive, the inflow in
these accounts amounted to $421 million.2 |

When é foreign government repays a lban to the
government of Canada, there is an increase in the demand
for Canadian dollars. Consgequently, the exchangé value of
the Canadian dollar will be higher than in the absence of
the repayment of a loan. Therefore, the repayment.will
have a deflationary influence since imports will be stimu-
lated and exports discouraged.

If the government of Canada, because 1t anticipates
this reéeipt, increéses its expenditures by the same amount,
this will have an inflationary influence. There may be
somé net lncrease in spending since the‘real trangfer pro-
bably will not be accomplished as a resuvlt of the initial
exchange rate movement. If the government does not alter
expenditures but reduces taxes by the amount of the repay-
ment,the inflationary force engendered may still exceed the
deflationary influence of an increase in imports and a
decrease 1n exports, 1f the appreciation of the Canadian
dollar stimuiates an outflow of short-term capital. However,

it will not be asg net inflationary as increasing expenditures

2. Canada, Dominion Bureau of Statistics, The Canadiaﬁ
Balance of International Payments 1956, p. 38.
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by the amount of the repayment, since all the reduction in
taxes will not be spent. In contrast, if the governmental
taxation and expenditure programmes are totally uninfluenced
by the repayment of a loan, then there will be only the
deflationary efiect through international trade. Between
these extremes, there will be some polnt at which the net
effect on domestic incomes and prices will be zero.

The response which the government makes to the
repayment of a loan probably will depend on the economic
conditions prevailing at the time of the repayment. If
inflationary forces are~strong, the government may not alter
taxation and expendlture plans; but, utilize the funds re-
ceived from the repayment to retire government securities
held by the central bank. If the economy is not very
buoyant, they may either increase expenditures or reduce
taxes. Therefore, 1t is impossible to reach a conclusiqn
of deflatioh or inflation with respect to a repayment of a

loan.

2. CHANGES IN CANsDIAN DOLLAR HOLDINGS OF FOREIGNERS

The next item appearing in the capital account is
the change in Canadian dollar holdings of foreigners. Thig
item reflects the variation in Canadian dollar bank deposits
and short-term investments of non-regidents other than the
International hkonetary Fund and the International Bank for
Reconstruction and Development.

It was in the year 1950 that the largest inflow
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of capital occurred in this account. United States residents
increased their Canadian dollar holdings by $89 million

Table 14. Change in Canadian Dollar Holdings of Foreigners (a)
Change in Canadian

Change in Short-term Dollar Bank Deposits
Canadlan dollar investments Foreign Banks-Other Non-
Year (in millions 9§_Q911§£§ ) ‘Residents Total

( a minus represents an outflow of capital )
1946 \ 18 30 70
1947 -20 .3 -9 -26
1948 o 8 -1 -28 -21
1949 ‘ 54 -10 -4 40
1950 126 62 45 233
1951 -144 -37 -11 ~-192
1952 -15 -20 -31 - 66
1953 - =22 - 6 20 - - 18
1954 3 31 -- 34
1955 29 25 25 89
1956 *-- ' -29 3 - 26

Source: Canada, Bank of Canada, Statistical Summary Financial
Supplement 1956, p. 17, p. 35.

Canada, Dominion Bureau of Statistlics, The Canadian
Balance of International Payments 1956, p. 38.

Canada, Department of Finance, Statement of the Assets
and Liagbilities of the Chartered Banks of Canada,
Supplement to the Canada Gazetts.

during the year. . Since $71 million of this increase took
place in the third quarter of 1950, it is evident that
this was largely another manifestation of the speculation

for which the third quarter of 1950 is so noted.3

3. Canada,Dominion Bureau of Statistics, The Canadian Balance
of International Payments in the Pogt-War Yearsg 1946-1956,p.104

(a) The change in Canadian dollar holdings of foreigners,
obtailned from the capital account of the balance paymentg,
has been separated into changes in short-term Canadian
dollar investments and into changes in Canadian dollar
bank deposgits on the basls of the Bank of Canada's
estimate of "Non-resident holdings of Charterd&d Bank
deposits”. The changes in the Canadian dollar deposits
of foreign banks from 1946 to 1954 were obtained from
the Canadian dollar deposits of "other banks" as ghown
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Surprisingly enough it was the increase in the Canadian
dollar holdings of residents of the United Kingdom and
other sterling area couhtries which accounted for 3116
million of the total increase of $233 million. This
growth in Canadian dollar holdings cannot be attributed to
gpeculation since this was prevented by exchange control.
In addition, the distribution of the increase was unlike
that of the increase in the Canadian dollar'holdings of
Unlted States residents. The change in the Canadian dollar
holdings of residents of the sterling area in millions of
dollars during the four quarters of 1950 was +57, +53, +40,
-34 as compared with +3, +3, +71, +12 for residents of the
United States.” The increase in the sterling areas' hold-
‘ings of Canadian dollars might have resulted from an
increase in the Canadian dollars held by the British Exchange

Equalization Account.6 This seems posgsible since the current

by the Bank of Canada's monthly series of chartered bank
liabilities. However, this ltem includes a very small
amount of deposits of Canadian banks with other Canadian
banks. Since the revigion of the Bank Act in 1954 it has
been possible to eliminate this amount by subtracting
assets column five from liability column three of the
Statement of the Assets and Liabilitieg of the Chartered
Banks in Canada.

4, Canada,Dominion Bureau of Statistics, The Canadian Balance
of International Paymentg in the Pogt-War Years 1946-

1952, p. 105.

5. Ibid., pp. 104-105.

6. The British Balance of International Payments does not
differentiate between Canadian and United States dollars in
changes in the holdings of the Exchange Equilizagtion

Account. However, the Dominion Bureau of Statlstlcs states
in The Canadian Baglance of International Payments in the

Pogt-War Years 1946-1952, p.49, that: United States holdings

were practically all in private hands...On the other hagnd
holdings in countries where exchange control was in force
represented for the mosgt part official reserves and
authorized working balances.
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account deficit of the United Kingdom with Canada was
reduced from $446 million iﬁ 1949 to $24 million in 1950.
In addition, during 1950 the United Kingdom drew $50 million
on a loan made by the government of Cz-mada.‘7
The Britlish commercial banks are allowed consid-

erable liberty to hold dollar bahances for forward
commltments in dollars in order to accommodate legitimate
trade.8 If the Canadian dollar was sexpected to appreciate,
British traders who had to meet Canadian dollar obligations
in the future would try to buy Canadian dollars forward.
The British banks would séll Canadian dollars forward and
engage in an opposite spot transaction to guard against
exchange risk. ©Since the pressure was probably all in one
direction,there might have been little chance for swaps.
Consequently, there might have been an increase in short-
term Canadian dollar investments of the British banks.

" In 1951, there was an outflow of $192 million
a8 a result of reductiong in the Canadian dollar holdings
of non-residents. Resldents of the United States reduced
thelr Canadian dollar balances by 353 million.’ This, in
part, probably represented the realization of a specula-
tive profit. The Canadian dollar balanceg of the sterling

area were reduced by $128 million. The entire reduction

7- Ibido ’ ppc 92-93.
8. M.N. Trued, "Interest Arbitrage,Exchange Rates, and
Dollar Reserves", The Journal of the Political Economy,

Vol. LXV.(October, 1957), p. 405.

9. Canada, Domfnion Bureau of Statistics, The Canadian
Balance of International Payments in the Post-War
Years 1946-1952, p.9l.
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occurred in the last half of the year.lo

This coincided
with the period during which the United Kingdom's current’
account balance with Canada became more passive. The
United Kingdom had a current account deficit of only $12
millionvduring the first half of 1951 but in the second
half it amounted to $211 million.ll Thus, it would appear
probable that the decrease of $128 million in Canadian
dollar holdings of the sterling area during the latter
half of 1951 might have reéulted largely from a decrease
in the Canadian dollars held by the United Kingdom's
Exchange Equalization.account.

In 1954 and 1955,there was an increage in the
Canadian dollar holdings of foreigners. Since the flow of
direct investment was greatly augmented in both 1955 and
1956, the motive brompting the increase in Canadian dollar
holdings of non-residents might have been the Keyneslan
"finance" motive. Keynes stated that, "ex-ante investment
1s an important, genuine phenoménon, inasmuch as decisions
have to be taken and credit or "finance" provided well 1ﬁ

"1l2 geynes

advance of the actual ,pro¢ess of investment.
explained that, when the flow of ex-ante investment was
egqual to the flow of ex-post investment, the desgire to hold

money to satisfy the "finance" motive called forth by the

10. Ibid., p. 105.
11. Ibid., p. 103.

12. John Maynard Keynes, "The"Ex-Ante" Theory of the Rate of
Interest", Economic¢ Journal, Vol. xrvii (December,1937)
p. 663.
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ex-ante investment would be satisfied by the money released
by current ex-post investment. As direct investment in-
creased from 1954 to 1955 and again from 1955 to 1956 the
“finance" motive might‘be one of the reasong explaining
the increase in Canadian dollar holdings of non-residents
in 1954 and 1955. Another factor accounting for the
increased balances might have been the “transactiong"
motive. From 1946 to 1956 inclusive, there was a net
increage in Canadian dollar holdings of non-residents of
$117 million. 12 During this period, Canadian exports
increased by over 100% and thus the increase in Canadian
dollar holdings might have beenvrequired to finance the
increased trade.

- Exchange rate expectations do not appear to have
played an important role in determining change in Canadién
dollar nholdings of non-residents. This can be seen by
referring to graph 2. Prarticularly in 1954, 1955 and 1956,
Canadian dollars have been purchased when the Canadian déllar
appreciates and have been sold when the Canadian dollar
depreciates. Thus, if there has been any speculation, it
does not appear to have had an equilibrating effect on the
exchange rate, nor does it appear to have produced a profit.
In graph 3,change 1n Canadian dollar holdings of foreigners
has been divided into three components,.change in short-

term Canadian dollar investments by foreigners, change in

13. Canada, Dominion Bureau of Statistics, The Canadlan
Balance of International Payments 1956, p. 38.
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Canadian dollar deposits of foreign banks and change in
Canadian dollar dsposits of other non-residents. Change

in the Canadian dollar deposits of non-residents other

than foreign banks appears to behave in a more equilibrating
fashion toward the exchange rate than the other two com-v
ponents.

Non~residents may 1n¢rease their Canédian dollar
balances in two main ways - by entering the foréign exchange
market and demanding more Canadian dollars by supplyiné
a greater amount of foreign exchange, or by refraining
from entering the exchange market with some of the Canadian
dollars earned in tradé. In the first case, the supply
schedule of foreign exchange 1s further to right, and,
in the second, the demand schedule for foreign exchange 1is
further to left than if non-residents were not accumulat-
ing Canadian dollars. The exchange value of the Canadian
dollar is higher than it otherwise would be; conseguently,
in Canada the resulting effect through international-
trade ig for incomes and prices to fall. An increased
demand for Canadian dollars will tend to cause the
intéresﬁ rate in Canada t0 be higher than it would be in
‘the abgence of this kind of capital inflow. Thﬁs, an
increase in Canadlan dollars held by non—residents may
have an additional deflationary aspect through its effect
on thé interest rate. If the increase in Canadian dollar
balances is in anticipation of increased 1nvestmenf in
Canada,this capital inflow may only be a deflationary

link in én inflationary chain.
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3. CHANGE IN OFFICIAL HOLDINGS OF GOLD AND FOREIGN EXCHANGE

The change 1in the official holdings of gold and
foreign exchange appears next in the capital account.
Table 15 indicates the changing role which this account
lms performed in the post-war years. It will be noticed
that from 1946 to 1950 the annual fluctuations in this
account were exceedingly large while since then,the

annual change has been much smaller,l% Ignoring sign,

Table 15. Change in Official Holdings of Gold and Foreign

Exchange
" (millions of dollars)
(An increase in officlal reserves is denoted
by a minus sign)

1946 267
1947 T42
1943 -492
1949 -128
1950 -722
1951 - 56
1952 - 37
1953 38
1954 =124
1955 44
1956 - 33

Source: Canada, Dominlion Bureau of Statlstics, The Canadian
Balance of International Payments 1956, p. 38.

the average annual change during the first five post-war

years was $470 million while during the succeeding six

14. In order to avoid possible confusion it should probably
be emphasized that a minus entry in the balance of
payments in this particular account means an increase
in official holdings. In the balance of payments a
capltal outflow is repregsented by a minus entry. An
increase in official holdings i1s a type of capital
outflow for it represents an increase in Canadian
foreign investment in the form of foreign exchange -or
gold and is thus entered as a negative quantity.
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years it was only $55 million.

Until 1951,thlis aeccount bore much of the brunt
of effecting a balance in the Canadian balance of payments.
Although Canada had an overall current account surplus in
1946 and 1947 of $363 million and 349 million respectively,
balance of payments difficulties developed with the United
States.12 This situation arose because expofts to Europe
to a considerable extent were being sold on credit extended
by the Canadian government. Drawings on loans to European
countries made by the govefnment amounted to 3750 million
ana$565 million in 1946 and 1947.16 Thus, a significant
proportion of exports produced no foreign exchange with
which to meet the perennial current account deficit with
the United States. In addition, during 1946 and 1947
capital .movement between Canada and the Unlited States
aggravated the problem., Excluding changes in official
regerves, there was a net outfloﬁ of United Stzates capital

17 Since

of $158 million in the first two post-war years.
Canada had a fixed exchange rate the excess demand for
United States dollars had to be met by drawing down the
official holdings of gold and United States dollars. This
logs of reserves of more than one billion during 1946 and
1947 reducéd official holdings to a low point of just
under$46l million in December 1947; and precipitated emer-

gency exchange conservation measures.l® Certain imports

15. Canada, Dominion Bureau of Statistics, The Canadian
Balance of Payments in the Posgt-War Years 1946-1952, p.o9.

16. Ibidc 1] p' 90
17. Ibid.

18, Ibid., p. 10.
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were prohiblted and.many others were placed under a quota.
Official holdings of gold and foreign exchange were
replenished to the extent of $620 million during 1948 and
1949. In Sepﬁember 1949, following the thirty per cent
gterling devaluation, the Canadian dollar was also devalued.
The spot ratés established for the United States dollar
were buying $1.10 and selling 31.10%.19 During the last
quarter of 1949 and the first two quarters of 1950, there
was little or no speculation; thus, indicating that the
exchange rate had been accepted for the moment as appro-
priate. However, in the third quarter of 1950 a deluge of
speculation was unleashed which toppled the fixed exchange
rate. Once an important group of speculators becomesg
coﬁvinced that an exchange rate is inappropriately pegged,
their gpeculation encourages less venturesome individuals
t0 enter the market. 4s a result an initiszsl ripple becomes
a tidal wave sweeping everythning before it. For instance,
net sale of outstanding Canadian securities to non-residents
increased from $11 million in the second gquarter of 1950
to $295 million in the third quarter of that year and other
capital movements increased from $19 million to $153 million
during the same periods.eo

With a fixed exchange rate,it was necessary for
the central bank to purchase the excess supply of United

Statesg dollars in ths foreign exchange market. In the

19.Canada,Foreign Exchange Control Board,Annual Report to the
Minister of Finance 1949, p. 20.

20.Canada,Dominion Bureau of Statistics, The Canadian Balance
of International Payments in the Post-War Years,1946-1952,p.104
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‘third quarter of 1950, the inflow of capital resulted in

a 43 per cent increase in offiéial reserves from $1,255.4
million (U.S.) to #1,798.6 npillion (U.S.).°! The Canadian
dollars were provided initially by drawing down'goeernment
deposits with the chartered banks; thus, there was no
change in the banks' cash reserves. However, when official
holdings of foreign'exchange are increased to the extent
that they were increased in the third quarter of 1950,
government deposgits are soon depleted. In order to increase
government depogits with the chartered banks, the Bank of
Canada sold $200 million in Treasury Depogit Certificates
to the chartered banks. This opseration increased the
deposits of the chartered banks but feduced their cash
regerve ratio. In addition, $293 million had to be pro;
vided directly by the central bank.c If no offsetting
action were taken, the Canadian money supply would be
inéreased not merely by this amount, but because chartered
bank cash reserves'and deposite would rise correspondingly,
excegg cash resgserves would develop, and thus enable the
chartered banks to undertake a multiple expansion of
deposits. However, the Bank of Canada engaged in open- *
market sales and were able to resgtrict the quarterly rise

in chartered bank.reserves to $36 million.22 Thisg situation'

21. Peter H. Cornell, "Exchange Flexibility in Canada: Some
Underlying Factors'%(Unpublished paper).

22, Ibid.
23. Ibid.
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was untenable;for asg Mr. Graham Towers, the Governor of
the Bank of Canada,said, '"the problem of that tremendous
influx of capital had to be tackled because that really
put us out of control of the money market."2%*

There were three alternatives: méintain the
exchange rate and impose direct contfols on capital move-
ments; set an appropriate new exchange rate; or free the
Canadian dollar. The first possibility was probably not
geriously considered, for it would be generally regarded
with distaste. The major stumbling block to the adoption
of a new exchange rate was the difficulty in determining
the appropriate rate. 1In addition, appreciating the
Canadian dollar would have entailed the government handing
a pfafit to the speculators. On October 1, 1950, the
Canadian dollar ﬁas freed and thus the Canadian government
incurred the digpleasure of thelInternational Monetary
Fund by breaking one of its rules.

Since the abolition of the fixed exchange rate,
the account change in official holdings of gold and
foreign exchange has occupied a much smaller role in the
balance of payments. Variations in this account have
occurred in order to attempt to damp temporary fluctuations
in the exchange rate and not in order to establish a rate
at variance with the market trend. This line of action was

af firmed by the Honorable Walter Harrls, former Ministgr

24, Canade, Parliament, Committee on Banking and Commerce,
Proceedings 1954, Vol. II, p. T49.




-128-

of Finance when he stated that:

There has been no change in the policy of the

government to allow the rate of exchange to be

determined by the sum total of the forces

operating 1in the exchange market, including

of course the influence of fiscal and monetary

conditions. The resources of the exchange fund

are not used to reverse persistent trends but

only to contribute to orderly conditions by

limiting excessive short-run movements in

elther direction which might otherwise occur. 5

Graph 4 substantiates the view that the exchange

fund account does not attempt to reverse trends becguse
the monthly changes in the official holdings have not been
large. Whether or not the exchange fund account has con-
tributed to more orderly conditions in the market is
another matter. In this connection, it is not just the
net change in officlal holdings which i1is significant but
the gross transactions engaged in by the exchange fund
account. It has been advocated that profit arising from
the day-to-day operations of the exchange fund account is
a measure of its success.26 If there 1s zero trend in the
exchange rate, the fund will show a profit i1f it purchases
foreign exchange when the Canadian dollar temporarily

appreclates above the normal rate and sells foreign exchange

25. Canada, Parliament, House of Commons, Debate, Tuesday,
April 5, 1955, p. 2729.

26. Harry C. Eastman and Stefan Stykolt, "Exchange Stabili-
zation in Canada,1950-4", The Canadian Journal of
Economics and Political Science, Vol. xxii (May, 1956),
pp. 221-231. ,
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when the Canadian dollar temporarily depreciates. How-
~ever, 1t has been indicated that if.there were no trend
in the rate maximum stabilization would imply zero
profits; therefore, its succéss must be measured by the
stability of the rate around the trend and not by its

: profits.27 |

Because of ‘the increase in the offiéiél resérves
in the last three quarters of 1956,the demand schedule
for United States dollars was displaced further to the
right, resulting in a lower average exchange value for
the Canadianvdollar over that period. Thus, exports were
gtimulated and imports were discéuraged to a greater ex-
tent than would have been the case in the absence of any -
interﬁention in the exchange market.

An increagse in official holdings of foreign
exchange(denoted by a minug entry in the balance of paymentg)
will tend to increase domestic incomes and prices by en-
couraging ekports'and discouraging imports. As the United
States funds must be paild for there may also be an infla-
tionary effect through an 1ncre§se in the money supply.

If the increase in orficial holdings of United States dollars
is finénced by drawing down government deposits with the |

chartered banks, there 1s increase in the money Supply‘but'

no inecresse in the cash reserves of the chartered banks.

27. C. P. Kindleberger, "Exchange Stabilization Further
Considered:A Comment"™, The Cangdian Journal of Econo-

mie and Political Science, Vol. xxiii (August, 1957),

p. 408.

~
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If the central bank directly finances the increase in
official holdings, without counteracting operations being
undertaken, it is potentially very inflationary; for the
chartered banks could engage in a multiple expansion in
their deposits on the basis of the excess cash reserves
created. If the central bank did absorb all the excess

cash reserves through open market sales, the inflationary

effect of the primary increase in the money supply might

be counterbalanced by the deflationary effect of the

higher rate of interest because of the positive displace-
ment of the supply schedule of bonds. -Although there may

be considerable, little,or no inflationary effects through

an increase in the money supply, the exchange value of the
Canadian dollar will be lower as a result of the increase.
This will tend to increase Canadian incomes and prices
through its effect on forelgn trade. Therefore, it can be
concluded that an increase in official reserveg, which in
the capltal account of the balance of payments is repre-
gented by a negative entry, is definitely inflationary and
..depending on the source of Canadian dollars, is potentially
an extremely inflationary factor. Conversely, a decrease

in official reserveg, which will be repregented by a plus
sign>1n the capital account, will have a deflationary

effect in Canada through international>tréde ag a regult

of the tendency for the Canadian dollar to appreclate. There
will be also the potentially deflationary effect of a decrease

in the money supply. .
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4., OTHER CAPITAL MOVEMENTS

The final item in the capital account of the
Canadian balance of international payments is other capital
movements, as indicated by graph 1 on page 53a, this account
ig very responsgive to exchange rate movements. The two
most important elements in this account are changes in loans

accounts receivable and payable and changes in bank balances

Table 16. Other Capital Movements

(in millions of dollars)

Changes in Loans Changes in Bank

account recelvable - Balancesg & Other

and payable (includ- short term funds Miscella-
Year ing balancing item) abroad neous Total
1950 209 11 -10 210
1951 118 -14 24 128
1952 =275 -168 32 -511
1953 -117 -79 11 -185
1954 20 =75 27 -28
1955 10 - 131 63 204
1956 247 -216 86 117

Source: Canada, Dominion Bureau of Statistics, The Canadian
Balance of International Payments 1956, p. 26.

and other short-term funds abroad. In table 16,the column
headed miscellaneous includes the net change in short-term
holdings of Canadian funds by the International Bank for
Reconstruction and Development and the International Monsetary
Fund, borrowings by Danadian finance companies and other

long-term capital transactions.28 Congideration will only

28.Canada, Dominion Bureau of Statistics,The Canadian Balance
of International Payments, 1956, p. 26.
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be given to changes in loans, accounts receivable and
payable and changes in bank balances and other short-term
funds abroad.

(1) Changes in Loans, Accounts Receivable and Payable

This account, as has been previously mentioned,
is probably very responsive to changes in the exchange
rate. During 1951,there was an inflow of capital of $118
million through changes in loans, accounts receivzble and
payable. Therefore, accounts payable mus£ have increased
relative to accounts receivable., If thlgs situation were
stimulated by exchange rate expectations, the expectations
must have been that the Canadian dollar would appreciate
further asgs the Canadlan dollar appreciated fairly steadily
throughout the latter half of 1951. If such were the ex-
pectations, Canadian corporations would lag thelr payments
to foreign corporations and Iforeign corporations would
lead thelr payments to Canadian corporations. This would
produce an inflow of short-term capital. In general, the
appreciation of the Canadian dollar has aroused expecta-
tions that it would cdepreclate rather than appreclate
further. Howsver, there may be some ratio of exchange
between the Canadian aﬁd United States dollars which is in
some sensé generally regarded as a normal price. Apprecia-
tion of the Canadian dollar until this ratio 18 achieved
may stimulate expectations of further appreciation.
Appreciation of the Canadian dollar above this ratio may

fogter expectations that the Canadian dollar will depreciate.
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In 1952,an outflow of %375 million occurred as

a result of changes in loans, accountsreceivable and

payable. Exchange rate expectations probably played a

significant role in stimulating this outflow. The

average spot exchange rate for the United States dollar

in December, 1952 was 97.06 (Canadian cents for a United

States dollar).2? Thus, it is probable that Canadian

corporations were encouraged to reduce thelr accounts

payable to foreign corporations. While foreign corpora-

tions might have been encouraged to let their debt to

Cangdian corporations lncrease. This would have occurred

if the Canadian dollar was considered gbnormally expensive

and

likely to depreciate in the future. Agsain in 1953,

there was an outflow of short-term capital; and during the

last quarter of 1953, the Canadian dollar was at a premium.

In 1954, there was an inflow of capital as a result of

changes in loans, accounts receivable and payable in gpite

of the appreciation of the Canadian dollar. In 1955, when

the
the
but
the

the

Canadian dollar depreciated fairly steadily throughout
yéar,an inflow of capital in this account was stimulated
it amounted to only $10 million. In 1956, although
Canadian dollar appreciated fairly steadily throughout

year, there was a net inflow of short-term capital

rather than an equilibrating outflow. However, 1f figures

29.

Canada, Bank of Canada, Statistical Bummary, Financisl
Supplement 1954, p. 59.
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were avallable for this item on a quarterly basis, they
might indicate that there was an outflow of capital during
the last quarter of 1956,but that it was not nearly
sufficient to counterbalance the inflow during the early
part of the year when the United States and Canadian dollaré
approached par.

In addition to being resgponsive to exchange rate
movements, changes in loans, accounts receivable and payable
will be greatly influenced by the changes in the balance of
merchandise trade or the current account balance. When the
balance of merc:andise trade becomes more passive, accounts
payable will be expected to increasge relative to accounts
receivable; An increase in Canadian accounts payable or
a reduction in accounts recelvable 1g an increase in short-
term credit extended to Canada. Thus, in the capital
account it 1s represented by a positive entry.

It is difficult to determine whether accounts
receivable and ﬁayable are more responsive to changes'in
the current account balance or the merchandise trade
balance. The paymenté lag is also an important factor.

Will changes in the level of accounts receivable and payable
from year td year reflect only changes in the current
account balance or merchandise trade balance occurring in
the last month; last two months, last quarter, last half

or during the whole year as compared with the corresponding
period of the preceding year? It is evident from table 17

that changes in the merchandise trade balance during the
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last month from one year to the next is insufficient by itself
to cause such 1arge changes in loans, accounts receivable and
payable.

Table 17. Some Factors Affecting Changes in Accounts Recelivable

and Payable
(in millions of dollars)

Change in Change in Change in Current
Loans, Merchandise Account Balance
Accounts Trade Balance from Similar
Recelvable & from the Simi- period in pre-
Payable & -lar period in ceding year
other transac- preceding year
tions
Year
last last 2 last last year 1last 1last year
Konth Months % % i S
1950 209 -48 =137 =176 =248 -283 -202 412 4511
1951 118 82 171 279 241 -157 31Q 255 183
1952 -375 -62 - g2 =145, 5 636 -119 21 681
1953  -117 -26 - 50 -68 -156 -54T7 - 65 -155 =607
1954 20 30 23 28 65 71 -~ 32 3 11
1955 10 -58 -109 -197 -294 -224 .185 ~290 -266
1956 247 11 - 37 - 42 -110 -523 =105 ~224 <674

Source: Canada, Dominion Bureau of Statistics, The Canadian
Balance of International Payments,1946-1952, 1953,
1954, 1955, 1956.

Canada, Dominion Bureau of Statistics, Trade of Canada,
Imports, November and December, 1950 to 1956.

Canada, Dominion Bureau of Statistics, Trade of Banada,
Exportg, November and December, 1950 to 1956.

In addition,the sign of the change in the merchandise
trade and current account bsalance from year to year would be
expected to be opposite to that of accounts receivable and
payable. When accounts payable are increasing relative to
accounts receivable, there 1s a pogitive entry in the second
column of table 17. At the same time;it is to be expected that
the merchandise trade and current account balance would become

more passive, which would be indlcated by a negative entry in-
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the columns marked change in merchandlise trade and current
account balance. However, the change in the merchandise
trade balance in the last month from one year to the next
is opposite in sign to change in loans, accounts receivable
and payable and other transéctions in only two out of the
geven years. Surprisingly enough in the matter of sign
the longer the period selected the more appropriate the
signs appear t0 be. However, even when the change in the
merchandise trade and current account balance are taken
from one year to the next, the signs are only opposite to
column two of table 17 in five of the seven years.

Exchange rate expectationg are a good explana-
tion of changes in loans, accounts receivable and payable
in 1951, 1952, 1953 and possibly 1955. Changes in the
cufrent account balance during the last quarter”éxpiain
the inflow of capital in this account in 1954 and 1955.-
The current account balance became so0 much more passive in
the last quarter of 1955 vis B vis 1954 that a larger
inflow of capital &g a result of changes 1n loans, accounts

- expected.

receivable and payable might have beena In 1956, the current
account during the last quarter was more passive than in the
same period in 1955 but probably not sufficlently to account
for the inflow of 3247 million.

It is posgssible that restrictive bank lending
policies may exert some influence on the level of interna-
tional éccounts recelvable and payable. The Dominion

Bureau of Statistics considers this to be one of the most
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important causes of the inflow in 1951.30 Similarly, in
1956, this factor might have contributed to the gize of
the capital inflow through changes in loans, accounts
receivable and payable. However, since the balancing item
between estimates of the current account and capital
account balance agre included with loans, accounts receiva-
ble and payable, it 1s not surprising that it does not
always behave as might be expected. The balsncing item is
often large; for instance, in 1950, 1951 and 1952, it
amounted to+;$ll9‘million,q—$56 million and.-$226 million.31
The reason the balancing itex is including under the
heading of changes in loans, accounts receivable and payable,
is that, "A study of the behaviour of this residual over a
nunmber of years suggests that it represents principally
changes in recelvables and payables not directly recorded.">?
In the last quarter of 1956, since both merchan-
dise exports and merchandise imporis increased relative to
the same period in the preceding year, both accounts
recelivable and payable probably would incresse. Since
imports increased to a greater extent than exports, accounts
payable probably increased relative to accounts receivable.
Therefore, there would be a short-term capital inflow. The

effect of accounts payable and receivable increasing on the

20. Canada, Dominion Bureau of Statistics, The Canadian
Balance of International Payments in the Post-War Years

1946"12 52, po 50.
31. Ibid. ‘
32. Lbid.




-138-

foreign exchange market is that the demand and supply
schedules for and of Uaited States dollars would not
shift as far to the'right7as would be the case in the
'ébsence of any change in payables and receivables. To
indicate thlis in a diagram,the curves marked DD and 8S
in figureb are the demand and supply schedules which
would have prevailed in the market if there had not been

any change in payables and receivables. As a result of

(D D s ,S
v Ec Rn /
(Frice | \ /
of U.s.g \ ‘ y
in Can.$)
\ | y
\ /,
sb/4§ \
s N o
- D Uo SO$
o

Figure 6. The Bffect of Change in Accounts Receivable and
Payable on the Exchange Rate.

Canadians allowing the amount of outstanding accounts
payable to non-residents t0 increase,there is the new de~
mand schedule, DlDl, and ag a result of non-residents
increasing their debt to Canadians there 18 a new supply
schedule, Slsl Since accounts payable 1ncreased relative
to accounts. receivable,the shift in the demand schedule

has been shown, in the diagram, to be greater than the shift
in the supply schedule. Thus, the Canadian dollar will have
a higher exchange value as a result of this shorteterm

capital inflow than it would have 1in its absence. This type

of capital inflow has a deflationary effect on the Canadfan
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economy since lmports tend to increase and exports to
decline, as indicated in the diagram. However, the Canadian
corporations that are able to increase their accounts payable
do not need to reduce their cash balancs. 'Thus, a ghort-
térm capital inflow of thls nature miéht have a minor |
inflationary aspect; for by avoiding a reduction in their
cash the Canadian corporations mlght be gble tb undertake
increased expenditures in Canada. Since credit of this

type 1s usually expensive, 1t would be used to finance only
very short-term Oparations.33 Thus, there is probably |
little doubt that an inflow of capltal as g result of
changes in loans, accounts receivable and payable and other

fransactions tends to decrease Canadian incomes and prices.

(11) Changes in Bank Balances and Other Short-Term
Funds Abroad

Changas in bank balances and other short-term
funds abroad is the other very important componeht of "Other
Gapitai Investments." This type of capital movement may
result from a change in bank balances and other short-term
funds abroad of the chartered banks and of all other
Canadians. Table 18 gives a rough diviéion of the change
in holdings of bank balances and other short-term funds
abroad of Canadian banks and of other €anadlans. Consider-

ation will be given initially to change in the holdings of

33. The Dominion Bureau of Statistics states in the Canadian
Balance of Internationgl Payments in the Post-War Yearg
1046-1952, p.50 that: "Other corporate requirements may
be met through an increase in accountsg payable...For
limited periods financing of this character has contri-
buted to expansion and development projects."
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Canadians other than the banks.

Table 18. CHange in Bank Balances and Other Short-Term
. Funds Abroad (2a)
(in Millions of dollars)
(A minus sign indicates an outflow of capital
which 18 an increzse in bank balances abroad)

Yaar Chartered Banks Other.Canadiang Total
1950 33 - 22 11
1951 -19 5 - 14
1952 -84 - 84 : -1€8
1953 . -26 - 53 - 79
1954 -11 - 64 - 75
1955 41 90 131
1956 -11 : -205 -216

Source: Canada, Domiunion Buresu of Statistics, The Canadian
Balance of International Payments 1956; p. 38.
Canada, Bank of Canada, Statisticsl Summary
Financial Supgplement 1956, pp. 17-19.

(a) The change in bank balances aind other short-term funds
abroad as shown by the balance of payments has been divided
into two components, change caused by the chartered banks
and change caused by other Canadians. The capital movementg
caused by the chartered banks has been obtalned by comparing
their net foreign asset position (excluding fixed assets)
from one year 1o the next. The net foreilgn asset position
ig determined by subtracting foreign currency deposits from
foreign cash items, forelgn securities and loans outside
Canada. This 1s not an exact wmeasure but a good approxi-
mation to capital movements caused by the chartered banks.
One exception is that if a Canadian bank built a new
foreign branch by reducing its foreign cash items, the net
foreign asset position (excluding fixed assets) of the bank
would be less even though there was no capital inflow.

(a) Change in Short-Term Funds Abroad of Canadians
: Other than the Chartered Banks

Bank btalances and othecr ghort-term funds abroad
of Canadians other than the chartered banks may change for

four main reasons: first, as a result of exchange rate
expectations; second, as a result of a change in the valume

of gecurities floated abroad; third, as a result of a
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change in the volume of bonds retired abroad; fourth, as a
result of =z change in the short-term interest rate differ-
ential.

The changes in short-term funds held abroad
appear to be very responsive to exchange rate movements.
In 1952, 1953, 1954 and 1956,when the Canadian dollar was
gt a substantial premium, there was an increase in short-
term funds abroad. Canadian corporations with an income
of foreign exchange might delay the transfer of funds to
Canada in the hope of being able to0 convert on more
favourable terms in the future. Canadian corporations which
required foreign exchange in the future might tend to
purchage it early. In 1955, when the premium on the
Canadian dollar was almost eliminated, the Canadian corpora-
tions might have been induced to reduce theilr holdings of
foreign exchange.

Since there is a lag between the sale of new
gsecurities abroad and the transfer of the proceeds to
Canada, a change in the volume of securities floated abroad
will affect the level of funds waiting to be transferred.
Similarly, when there is a change in the volume of bonds
coming due for redemption, there is likely to be a change
in bank balances and other short-term funds abroad. Thie
ig because the government Or corporation having to make
the retirement will gradually build up its short-term funds
abroad in order to discharge the obligation.

In 1952, there was a large capital outflow a% a
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result of Canadlans increasing their short-term funds
abroad. This may be partially explained by the fact that
retirements during the first two quarters of 1952 and 1953
amounted to $53 million and $118 million.34 Consequently,
the level of bank balances might have been higher at the
end of 1952 as compared with 1951, in anticipation of the
larger amount of retirements that had to be made. However,
since new ilssues of Canadian securities floated abroad
during the last half of the year declined from $230 million
in 1951 to $69 million in 1952, one would have expected
that there would be less funds walting to be trahsferred

at the end of 1952.35

On the other hand, exchange rate ex-
pectations probably tended to decelerate the rate at which
funds obtained abroad were converted into Canadian dollars.
In 1955, there was a large inflow of short-term
capital as a result of decreases in bank balances and other
ghort-term funds abroad. It appears as though this could
be partially explained by a reduction in new securities
floated abroad during the latter half of the year compared
with the preceding year. Since the average spot exchange
rate for the United States dollar was 99.95 in December,
1955, this probably accelerated the rate at which foreign

funds were exchanged for Canadian dollar9}36 In a2ddition,

34, Canada,Dominion Bureau of Statistics, The Canadian
Balance of Payments 1954, p.32.

35. Canada,Dominion Bureau of Statistics, The Canadian
Balance of International Payments 1953, p. 28.

36, Canada,Bank of Canada, Statistical Summary,Financial
Supplement 1956, p. 65.
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a reduction in the amount of retirements made during the
first half of 1956 as compared with the same period in

1955 provides another reason for the decline in bank balances
abroad petween 1954 and 1955.

In 1956, there was an outflow of capital in éxcess
of $200 million as a result of an increase in bank balances
and other short-term funds abroad. This was, in part, the
result of the enormous increase in the flotation of new
lssues abroad in the later half of 1956 as compared with
the same period in 1955. New issues increased from $30
million in the last half of 1955 to $389 million in 1956.°¢
Thug, there was likely to be an incresse in the funds waiting
to be exchanged for Canadian dollars. The high exchange
value of the Canadian dollar in becember, 1956 probably
tended to delay the transfer of funds and thus increase the
outflow of short-term capital.

Changes in the short-term interest rate differ-
ential between Canada and other countrieg and between the
forward and spot exchange rate may alter the amount of
‘short-term funds abroad. During the latter part of 1954,
yields on Canadian treasury bills declined while those of
the United Kingdom increased. At the same time there was
a premium on forward sterling with respect to spot sterling.
Thus, in December of 1954, Canadians could buy sterling

spot and sell it forward at a premium and during the interval

37. Canada, Dominion Bureau of Statistics, The Cenadian
Balance of international Paymentg 1956, p. 42.
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obtain a higher yield on the funds in London. Thege factors
combined to yleld a return of beiter than 23% per annum
as compared witn sligntly over 1% on Canadian treasury bills.
This was one of the factors wnich contricuted to the out-
flow o1 short-tsrm capital in 1954. in 1955,as forward sterling
fell to a discount with respect to spot sterling the cost
of exchaage protsctlion increasged. ine ylreid on Canadlan
treasury bills alsgo rose sgharply toward the end of 1955,
Consequently, the London market became less attractive
and Canadian holdings of British treasury bills were
reduced.38
When_there'is an inflow of capitalvresulting from
a decrease in bank balances and other short-term ifunds
abroad, the Canadian dollar will tend to appreciate. The
exchange transaction will tend to decrease Canadian incomes
and prices by 1n¢reasing imports and decreasing exportse.
The reductipon in short-term funds abroad may not represent
a net capital inflow but merely a change in the composition
of Canadian external assets. If this is the case, there may
be no efrect on domestic incomes and prices, exbept'as;
resulting changes in foreign incomes influence Canadian
exports of goods énd gservices. There may be a net

capital inflow, without a foreign exchange transaction, if

%8. Canada, Dominiou Bureau of Statistics, Sales and Purchases
of Securities between Canada znd other Countrieg,December
1955 and Review of Security Trading during 1955, pp.6-T7.
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the shdirt-term funds were reduced in order to increase

. imports. The increase in imports will tend to lower prices.
However, 1f the short-term funds are reduced only tempor-
arily, the exchange transaction which restores the fdrmer
level will tend to offset the deflationary effect.

In the cases where there i1s a foreign exchange
transaction;i; is necessary to consider what is likely to
be done with the Canadian funds obtained. If the short-
term funds had been held for the pﬁrpOse of interest
arbitrage,there may be little incfease in gpending.
Similarly a Canadian corporation which has delayed exchang-
ing its earnings of foreign exchange so that it can convert
on more favourable terms may not increasge its domestic
spending significantly. If the short-term funds that were
drawn down were obtaihed through a flotation of new securi-
ties, domestic spending will probably increase by the
amount of the Canadian dollars purchased. However, this
type of capital inflow wag discussed when new issueg of
Canadian securities were considered but at that time the
transfer lag was not stressed. The actual drawing down
of short-term funds abroad is deflationary if it involves
a foreign exchange transaction. However, it may be only.

a deflationary component of an inflationary process.

(b) Change in Short-Term Funds Abroad of the
Chartered Banks.

Changes in the net foreign asset position of

the chartered banks i1s at times a significant item in

other capital movements. Annual figures tend to under-
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estimate the ilmportance of this component. For instance,
in 1956, there was a net outflow of $11 million but in
November of that year there was an inflow of $74 million.>9
Graphi:b ihdicates that changes in the net foreign asset
position of the chartered banks has exercised at times a
stabilizing influence on the exchange rate. When the
Canadian dollar depreclates there appears to be, in general,
an inflow of capital, while when the Canadian dollar
appraciates there 1s an outflow.

| It seems doubtful that the chartered banks
attempt to stabilize the exchange rate on their own initia-
tive. When the Canadlan dollar appreciates and is not
expected to remain at such a high value, Canadian companies
which require foreign exchange in the future may be en-
couraged to obtain 1t early. A Canadian company may go to
a chartered bank and purchase foreign exchange at the
spot rate or enter into a forward contract. If spot
foreign exchange is purchased, there probably will be no
significant change in chartered bank holdings of foreign
exchangé. This 1s because the banks attempt to match

gsales and purchases. If it 1s not pogsible to match gales
and purchases in the spot market at a particular exchange
rate, the exchange rate will change until equality is
established. If a Canadian company purchases foreign

exchange forward and the bank is not able to match the sale

39, Canada, Bank of Canada, Statistical Summary Financial
Supplement 1956, pp. 17-19.
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with a corresponding purchase, the net foreign asset
position of the bank will change. When the premium on the
Canadian déllar is high and is not expected to persist, the
demand for forward foreign exchange probably will be greater
than supply. This does not mean that the forwgrdrate will
" change to bring about equilibrium as in the case of the
spot rate. Theoretically, the forwerd rate is derived from
gpot rate_and the difference between the two is accounted
for by the short-term interest dlfferential.*® For instance,
" the ninety day forward exchange rate for the United States
dollar will be less than the spot rate if the short-term
interest rate is‘higher in the United States than in Canada.
In 1955 from March to September, forward United States
dollars were at a discount relative to spot United States
dollars because during that period the yield on United
States treasury bills was considerably nigher than on
Canadian.41
The response of the chartered banks to an excess
demahd for forward foreign exchange will be considered.
The banks will sell forward the foreign exchange demanded.
Wishing to avoid the exchange risk, the banks will buy

épot forelgn exchange of an amount equal to the excegs of

40, Donald Bailey Marsh, World Trade and Investment (New York:
Harcourt Brace,1951); p. 181 and Sidney A. Shepherd,
Foreign Exchange in Canada:An Outline (Toronto:University
of Toronto Press,1953), pp. 34-38.

41. Canada, Bank of Canada, Statistical Summary Financial
Supplement 1956, p. 48, and p. 65.
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sales over purchases of forward foreign exchange. The
foreign exchange will be invested in short-term securities
abroad. The significant factor is that if Canadian corp- .
orations consider the exchange value of the Canadian dollar
as abnormally high and as a result are prompted to secure
their future requirements of foreign exchange, thére i1s an
outflow of short-term capital whether they buy spot foreign
exchange or purchase it forward from a bank.

Similarly,vif the Canadian dollar is below the
normal rate and is expected to appreciate,Canadian companies
will be inclined to draw down their foreign exchange holdings.
If they are to0 receive a large amount of foreign exchange in
the future,they will be inélined to enter into a forward
contract. {f the exchange rate expectation 1s shared by a
large number of businesses,the banks will undertake more
forward purchases of foreign exchange than saies. In order
to hedge against the exchange risk, the banks probably will
sell foreign exchangé gspot to the extent of the excess of
forward purchases to sales. Therefore, any stablllizing
effect atemming from changes in the net forelgn asset position
of the chartered banks may be explained by exchange rate
expectationg of businesses. If exchange rate expectations
of businesses haﬁe a stabilizing effect on the exchange rate,
the changes in the het forelgn asset position of the
chartered bank also should be and will be stabilizing 1if the
banks do not assume any exchange risk themselves.

It will be assumed -that the inflow of capital_
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resulting from a decrease in the net foreign asset position
of the chartered banks 1s caused by é Canadian business
gelling foreign exchange forward. The bank, making theA
forward purchase, will réduce its holdings of short-term
‘funds abroad. The increased supply of foreign exchange in
the spot market will cause the Canadian dollar to appfeciate.
This will tend to increase imports and decrease exports.
As a result, Canadlan incomes and prices will tend to fall.
Since in this case, the chartered banks are not
passive agents in the market, the money supply will be
affected. At the instant when the forelgn exchange is
purchased, the Canadian money supply 1is reduced by the
Canadian dollar equivalent of the foreign exchange sold by
the bank. If each chartered bank initially had no excess
regerves, bank A, the bank that reduced its net foreign
assets, will have excegss cash reserves of the casﬁ regerve
ratio times the Canadian dollar equivalent of the foreign
exchangeksold, if it 1s.purehased by one of their own
depositors. If the foreign exchange is purchased by
customers of bank B, bank A will have excegs reserves equal
to the Canadian dollars received for the foreign exchange.
BRank B will have a deficiency of cash regerves cequal to
one minus the cash resérve ratio timeg the decrease in its
deposits used to purchase the foreign exchange. If there
is no change in the propensity of the public to hold
currency and the chartered banks do not wish to hold excess

cash, the money supply will return to its initlal level.
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However, a single chartered banxz can only increase its
earning assets by the amount of its excess reserves. Con-
sequently, there may be a lag between the initial decrease
and the compensating increase in the money supply. This
additional deflationary aépect 0of such a capital inflow is
probably insigniricant.

Since the bank purchasing the foreign exchange
forward will require Canadian dollars at the date when
they are to recelve the foreign exchange, the Canadian
dollarsprobably will be used to buy short-term securities.

ty

The short-term interest rate will tend to be lower as a i -
result of the capital movement but this probably will not“
have a significant inflationary effect. Therefore, it
appears that a capital inflow resulting from a forward

purchase of foreign exchange by a bank will tend to decrease

Canadian incomes and prices.
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CHAPTER SIX
SUMMARY OF PRICE AND INCOME EFFECTS OF CAPITAL MOVEMENTS

The analysis of the various types of capltal move-
ments has now been completed and it is proposed at this
point to set out a brief summary of what is considered to
be the most probable effects of these capital movements
upon domestic incomes and prices. It is very difficult to
draw any conclusion without making numerous qualifications.
However, since the qualificaﬁions have begn made previously,
they will be omitted in the interest of simplicity.

In general, table 19 indicates the effect of various

types of capital inflows. However, since it is im-

Table 19. Summary of Price and Income Effects

Average flows

in millions

Name of Capital Sign in balance of dollars
Account of Payments Effect from 1951-56

Direct Investment

Direct Investment + Inflationary + 414
in Canadsa

Direct Investment - ? - T1
abroad - .

Canadlian Securitlies

Trade in outstand- Slightly Deflationary
ing issues + or Inflationary + 26

New Issues + Inflationary + 373
Retirements - | ? - 158
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Average Flows
in millions

of dollars
Name of Capital Sign in Balance ‘ from 1951 -
Account of Payment Effect 1956
Forelign Securities
Trade in outstand- Slightly Deflationary
ing issues + or Inflationary + 18
New Issues - Inflationary - 24
Retirements + BSlightly Deflationary
or Inflationary + 4
Loans by Government of Canada
Drawings - Inflationary 0
Repayments o + ? + T0O
Changes in Canadian
dollar holdings of + Deflationary - 30
forelgness
Change in official _
holdings of gold and + Deflationary - 28
Forelgn exchange
(decrease +)
- 46

Other Capital Movements + Deflationary

possible to have a capital inflow in some accounts (retire-

ment of Canadian securities, new issues of forelgn securities

and drawings on loans made by the government of Canada) and

1t 1s unlikely that an inflow of capital will occur in the

account direct investment abroad, the effect of an outflow

in these accounts has been considered.
By referring to column four of table 19, it

seen that direct investment in Canada and new issues

can be

of

Canadlan securitlies were the most domlinant types of capital

movements from 1951 to 1956 inclusive. Since it has

been

concluded that under-most circumstances direct investment
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in Canada and the sale of new issues of Canadian securities
are inflationary in the short-run,the caplital inflow appears
to have raised incomes and prices. This 1s reinforced by
the fact that on balance capital outflows have developed in
accounts in which capltal inflows were considered to be de-
flationary;

Therefore, it appears that even with a fluctuating
exchange rate the price effects which the classical econom-
ists stressed may play a significant role in the mechanism
of adjustment. A change in the exchange rate is obviously a
price effect but 1t 1s not the kind of price effect with

'which the classical economists were primarily concerned

since the gold points were so close together. The classical
price effects were changes in the price of domestic goods in
terms of the domestic currency and not Jjust in terms of a
foreign currency. The price effects described by the
classicists resulted from a change 1n the quantity of money
with veloclity rémaining relatively stable., 1In contrast, with
a freely fluctuating exchange rate the doméstic price effects
result from a change in velocity with a relatively stable
money supply. Undoubtedly, most classical economists did
place undue emphasis'upon the role of domestlc price effects
in convérting a monetary transfer into a real transfer.
However, even with a freely fluctuating exchange rate this
type of price effect probably still assists the lncome effects
and changes in the exchange rate to consummate the real trans-

fer.
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The real transfer might be accomplished by a fluct-
uating exchange rate without any assistance from income
and domestic price effects. But when there are short-term
equilibrating caplital movements, there undoubtedly will be
income and domestic price effects which play an important
role in the mechanism of adjustment. If there are short-term
capital movements which moderate changes in the exchange
rate, the difference between a pegged and a fluctuating
exchange rate is a matter of degree rather than kind.

With a pegged exchange,the government stands ready
to buy or sell foreign exchange if the domestic currency
tends to appreclate or depreciate beyond certain limits.
When there is a fluctuating exchange rate private traders
may place a flexible ceiling and floor to the foreign ex-
change value of the domestic currency. If the upward or
downward pressure is not too great,speculation of private
traders may maintain the exchange rate within narrow-limits.
If there 1s considerable pressure on the exchange rate,
private traders probably will revise thelr opinion about
the appropriate exchange rate. It has been stated that:

It may plausibly be inferred that during most of

1951 market sentiment as to the appropriate ex-

change rate centred around U.S. $0.95, but it was

revised upward durlng 1952 after the sharp rise in
the balance or current and long-term capltal accounts

which took.place at the end of 1951. During 1953

this confidence was apparently malntalned, as spec-

ulative transactions were relatively light while the

rate moved narrowly between about U.S. $1.005 and
Uu.s. $1.028.1

1. R.A. Radford, "Canada's Capital Inflow 1946-53", Inter-
national Monetary Fund Staff Papers, Vol. IV (1954-55),

pp. 254-55.
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When the govepnment buys foreign exchange to keep
the canﬁdian dollar from appreciating, there will be a
primary increase in money supply. If/the forelgn exchange
is purchased by drawing down a deposit with a chartered
bank, there will be no secondary effects on the money supply.
But,1f the funds are provided by the central bank, excess
cash reserves wlill be created which could support a multiple
expansion in bank deposité, if no offsetting action were
~ taken. In contrast, with a flucuating exchange rate, if
companies, engaging in international trade, purchase foreign
exchange because they believe that the fdreign exchange value
of the Canadian dollar 1s abnormally high, there 1s no increase
in the money supply.

The company probably purchases the forelgn exchange by
drawling down a current account balance; so that it appears as
though there may be no change in the veloclity of circulstion.
However, a portion of most current aécounts 1s probably as
inactive as the most lnactive savings account. Almost all
corporations maintain a certain minimum bgnk balance which
they rarely if ever reduce, To include all demand deposits
aé part of the active mbney supply is misleading for only the
amount in excess of the habltual minimum is really active.
Therefore,‘a corporaﬁion that decides to hold a larger part
of this minimum balance in forelgn exchange as opposed to
domestic currency may have the same effect as if the govern-~

ment reduced its deposit with a chartered bank to buy forelgn
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exchange. Technically, there is no 1ncrease-in the money
supply when a private trader buys forelgn exchange. Since
the forelgn exchange may be purchased as a result of g dec-
ision.to hold a larger part of the habitual precautionary or
speculative balance in foreign exchange rather than domestic
currency, the ppertion of the bank balance used to pay for
the foreign exchange may have a velocity of circulation of
zero., It 1s only as a result of an arbitrary‘definition

of the money supply that permits one to say that when the
exchange fund account stabilizes the exchange rate by pur-
chasing foreign exchange there l1ls an lncrease in the money
supply but when the speculation of a private trader stabll-
izes the exchange rate the money supply is not affected.
Setting aslide the arbitrary definition of the money supply,
there may be 1in reélity little difference between the
stabilization provided by the exchange fund account and

that provided by the speculation of private traders,

Having stressed the possible similarities between the
effects of private versus governmental maintainance of the
exchange rate stablility, 1t is necessary to indicate the
very real differences that can arise., If the government pegs
the exchange rate and if the oplnion that the domestic curr-
éncy is undervalued becomes prevalent, the money supply
may be greatly lncreased. Government deposits with the
chartered banks may be reduced and additional funds may have

to be provided by the central bank to buy the excess foreign
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exchange which is offered at the fixed rate. The increase in
cash reserves of the chartered banks may be so large that
open market security sales may not be capable of coping
with the situation. In contrast, the equilibrating oper-
ations undertaken by private traders will only oppose the
appreciation of the Canadian dollar if it is considered to
be an aberration. If 1t is a fundamental rather a transient
change, private traders will revise their opinlion quickly
about the appropriate exchange rate and will only take a
gpeculative position 1f the rate deviates from this new
level. | |

The speculation of private traders moderates exchange
rate movement about a rate that is considered appropriate,
bﬁt the appropriate rate may change over time. If the
exchange rate which the market regards as suitable remains
the same over time, there may not be a great deal of 4iff-
erence between a pegged and fluctuating exchange rate. But
even when the exchange rate regarded as appropriate does not
change,the similarity between the fluctuating and fixed
exchange rate depends on the strength of’exchange rate
expectations. With a pegged exchange rate,the demand and
supply schedules for and ofvforeign exchange become infin-
itely elastic at the pegs. With a fluctuating exchange rate,
the elasticity of the demand and supply schedules for and of
foreign exchange on the part of speculators depends on the
confldence with which they view their ablllty to estimate

the appropriate exchange rate. The schedules would only be
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infinitely elastic if the traders are absolutely certain

that a certgin exchange rate is appropriate. Therefore, even
when short-term caplital movements are equilibrating the
exchange rate movement probably will be, in general, greater
than if the rate were pegged within one per cent of the
officiel parity as required by the International Monetary
Fund. Table 20 indicates that the percentage flucuation

has not been great. In 1954, the percentage fluctuation was

Table 20. Exchange Rate of the United States Dollar in Canada
(in Canadian cents)

Percentage
High Low Spread Mid-Point Fluctuation
1951 107-5/16 101-3/16 6-1/8 105,28 5.8
1952 101-1/8 95-7/8 5-1/4 97.89 5.4
1953 99-25/32 96-3/4 3-1/3%2 98.34 3.1
1954 98-3/4 96-11/32 2-13/32 97.32 2.5
1955 100-1/16 96-15/32  3-19/32 98.63 3.6
1956 99-31/32 95-21/32 4-10/32 98.41 4.4

Source: Canadsas, Bank of Canada, Statistical Summary Financial
Supplement 1956, p. 65.

only slightly greater than the amount permitted by the
International Monetary Fund.

When there are no exceptional changes taking place in
the long-term capital account or in the current account, the
speculation of traders may be in effect similar to the oper-
atlon of the exchange fund account. To the extent that the
traders utilize the portion of their bank balances whose
velocity of circulation is zero, it is as i1f there were an g
ihcrease or decrease in the money supply as would result from
the exchange fund account reducing or increasing its deposits

with the chartered banks to buy or sell forelign exchange.
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The primary purpose of indlcating some of the simil-
arities that may exist between equilibrating short-term
capital movements under a fluctuating exchange rate and the
operations of the exchange fund account under a flixed ex-
change rate is not to detract from the importance of the
éxchange rate as a part of the mechanism of adjustment.
Instead the purpose is to counter the opinlion that the in-
come and domestic price effects have no part to play with a
fluctuating exchange rate. It 1s stated thats

A capital inflow serves to permit a higher rate

of over-all investment than would otherwlise have

been possible without lntensifying inflation or

payments difficulties...This result is most clearly

visible in the case of lmports of capital goods
assoclated with a specific investment project under-
taken by a foreign concern; the same effect obtains,
however, if the capital receipts are spent locally

and the foreign exchange equivalent 1s used to finance

increased imports of goods and services of all kinds

resulting, from a generalized expansion of domestic
activity.2

It has been indicated previously that Just because a
foreign investment does not increase domestic spending
initlially does not mean that it cannot intensify inflation-
ary pressure. The establishment:of an enterprise,even 1if
if consists entirely of the import of capital equipment,
may raise the marginal efficiency of capital schedule of
complementary industries. But this 1s not the point of
primary concern, it is rather the statement that the same

effect pertains whether the forelgn investment takes the

2. Ibid., p. 250.
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form of an import of capital equipment or the form of dom-
estic spending offsét by an equal import of goods and ser-
vices. This implies that since'a capital inflow is balanced
by a current account deficit there will be no effect on dom-
estic incomes and prices.3 The foreign investment spent
domestically will tend to inerease income but the import
surplus will have Jjust the opposite effect. This assumes
that the increased spending abroad has been at the expense of
an equal amount of domestic spending and rules out the poss-
ibility that part of the increase in imports may represent
Just a draining away of some of the increased income gen-
erated.

An analogy might be that since savings and investment
~ are always equal there can be no lncrease in income. If
planned saving and investment are unequal,the necessary ex-
post equality will exist at a different level of lncome.
Similarly the equallty of a net capital inflow and a current
accouﬁt deficit 1s an ex-post equality. The ex-ante current
account deficit and net capital import may be different and
the equality which must prevail may occur at a different
level as a result of an lncrease in income and a rise in
domestic prices.

If the Canadian dollar appreciates sufficiently so
that it alone induces an increase in imports and a decrease

in exports the sum of which 18 equal to the amount of the

3. For another example of this position see S.C. Tsiang,
"Balance of Payments and Domestic Flow of Income and
Expenditures", International Monetary Fund Staff Papers,
Vol 1 (1950-51), pp. 277-78.
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foreign investment which results in domestic expenditures,
there may be ho intensification of inflationary pressure.
However, it is insufficient to say that becausé a foreign
investment 1s offset by a current account deficit the
multiplier effects on income will cancel each other. The
process by which the equality is established must be con-
sidered. If the exchange rate doés not move sufficlently
t0o consummate the real transfer‘alone, there probably will
be a net increase in domestic spending. When there are
short-term capilal flows which moderate exchange rate
movements, income and domestic price effects supplement
the fluctuating exchange rate in transforming a monetary

flow into a flow of réal goods and services,
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CHAPTER SEVEN

SOUE IMPLICATIVUNS FOR .ONETARY POLICY

1. THE INCREAS:ED EFTFECTIVENESS OF CANADIAN MONETARY POLICY

It is now proposed to indicate some of the
lmplications which a capital inflow has for monetary policy.
There seems to te a feeling that, seince the freeing of the
Canadian dollar on September 30th, 1950, the scope for an
effective, independent Cagnadian monetary policy has been
greatly extended. Tne exchange market now provides a
certain amount of insulatlon, wnlch does not exlst under
the -conventlonal gold standard, or under any system where
the spread between oificlal buylag and selling rates 1ls
narrow, It was the lack of such insulation that prompted
the Canadian Bankers' Assoclation in their brief to the
Royal Commission on Banking and Currency to conclude that
a central bank would be lmpotent. The brief states:

With both the United States and Canada on a gold
standard the gituation would remain the same as it
was under similar conditions in the past. The
Canadian market would be over-shadowed by that of
the United States, and a central bank's powers in
the direction of contraction or expansion would be of
the most limited character unless the action taken in
tals country pfralleled gsimilar development in thse
United States.

The Commission, declding that it was a distinct

advantage for the ncw central bank that Canada was not on

1. Canada, Royal Comilssion on Banking and Currency in
Canada, 1933, evidence presented by the Canadian Bankers'
Association.
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the gold standard, probably had considered the insulating
effect of a free exchange market. The Commission stated
that:

So far from the time being inopportune we are of

the opinion that there are cogent reasons for its

early establishment. The fact that the Canadian

dollar is, for the time being, an inconvertible

currency may, from one point of view, be regarded

rather as an advantage than 3 disadvantage for the

early operation of the bank.
However, the fact that a currency is inconvertible does not
prevent impulses being conducted to the Cgnadian money supply
through capltal movements. It 18 the fact that a currency
is freely flﬁctuating, or that the gpread between the pegs
or the gold points is sufficiently grest so that the exchange
rate does not reach those limits, which 1s the insulating
medlium. The Commigsion, in referring to an inconvertible
currency, probably considered that this was tantamount to a
freecly fluctuating one, because exchange equalizatlion accounts
had not assumed the prominence which they have subsequently
achleved.

In order to indlcate the way in which a fluctuating
exchange rate Eontributes to a more independent monetary policy,
a fluctuating rate will be contrasted with one which is pegged
within a narrow range. From 1939 until 1950, the gpread
between officlal buying and selling rates for the United States
dollar was small. From September 16th, 1939, until October
15th, 1945, it was one cent and from then until September 30th,

1950, it was only one half cent.3 The effect of imposing a

2. Canada, Royal Commission on Banking and Currency in Canada,
Rggort, 1933’ p‘ 68.

B Canada, Bank of Canada, Statistical Summary Financial
Supplement 1954, p. 59.
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tighter monetary policy than that being pursued in the United
States will be contemplated in a situation where the spread
between the pegs 1ls as narrow asg that noted above.

The initlal effeet of gsuch a policy would be that
the interegt differential between Canada and the United States
would inecreasag. This would eause an inereass in the demahd
for Canadian dollars because of the stimulatlion which the
lncreased interest differential would give to the flotation of
new bond lgsuss in the United States. There would also be a
ghift in the demand for Canadlan dollars becausge non-residents
would be encouraged to buy relatively cheaper Csnadian bonds.
In addition, Cgnadian regidents might reduce thelr holdings of
putstanding foreign securities for thes game reasgon. This
would tend to cause the Cgnadiagn dollar to apprecliate; but,
the Forelgn Exchange Board, which was charged with the operation

of the Exchange Fund Acecount, would not Pérmit appreciation of

the Canadian dollar above the pegged buying rate for United

[ 4)

Statas dollars. As g result, the demand schedule for Unlted

States dollars becomes infinitely elastle at that rate.

As 1llustrated in Figure 6, there will be a change

E.R.
(Price of
U8 '§ in
Can. lf; )

Selllng peg
Buying peg

UeB8. §
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in exports and imports as long as the initial rate of exchange
ig not at the buying peg. The increase in imports and
decrease in exporis will be ilasgigallicaat 1f the spread

betwaen the pezgs i1s oaly one or one half of one pef cent

unlegs the demand and supply schedules for and of foreign
exchange are extremely elastic. There will a2lso be an

initial increase in the money supply, indicated in Figure 6

a8 the shaded area. which 1s equal to the amount of Unlted States
dollars purchased by the Lxchange Fund Account multiplied by the -
rate set as the buying price. If the government's deposits
with the chartered banks are in excesgs of the amount required
for its current operations, it will probably draw down these
deposits in order to purchase the foreign exchange. Since
there wlll be no increase in the cash regerves of the chartered
banksg, no expansion in theilr deposits is possible. If ths
more stringent monetary policy is adhered to, the govaerument's
deposits will De depletéd evantually and the funds wlll have to
be provided by the central bank. Funds provided in this
fashion are potentisally more inflationary for they create
excess cash reserves upon wilcn thc chartered banks can under-
take a multiple expansion in thelr deposits, unless the central
bank takes offsetting action.

During the period in winlch Cgnada had fixed exchange
rates, the main wegpon used by the Bank of Canada to counteract
an increase in the regerves of the chartered banks was the sale
of securities in the open market. The increased supply of
gecurities would depress the securlty prices and raise the rate

of interest. But, in our assumed case, the increase in cash



~166-

reserves 1s caused initially by the flow of cgpital in

response to the interest differential, and as a result open
market operations will be unagble to cope with the situation.
Moreover, increasing the interest differential may encourage

a larger caplital inflow which can only compound the difficulties
involved in controlling the money supply.

In the revision of the Bank of Cagnada Act in 1954,
another weapon was added to the central bank's armoury. The
Bank of Cgnada can now alter the reservé ratio between eight
and twelve per cent, in steps of not more than one per cent
after a notice of at least one month. This newest Canadian
monetary wegpon probably would permit the central bank to
restrain an increase in the money supply resulting from an
inflow of capital without the complicationg involved in the
case of open-market operations.

Even 1f the money supply can be effectively controlled,
the fixed‘GXChange rate still falls short of the brotection
afforded by the fluctuating rate. Thié is becauss, with a
freely fluctuating rate the additional Canadian dollars can
only be obtainea by offering United States dollars on such
favourable terms that private citizens and enterprises are
encouraged to buy United States dollars. The United States
dollars are purchased in order to lmport goods and services,
to undertake foreign investment or to retire securities held
by non-residents. Imports are by far the most important
regson for desiring United States dollars; consequently, an
increased demand for Canadian dollars will encourage imports

through the exchange rate movement. Some importers of Canadian
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goods will withdraw from the market as a result of the
appreciation of the Cgnadian dollar. The cagital inflow
will be balanced by an increase in imports, a decrease in
exports and any capltal outflow that may be induced. In
contrast, when the Unlted States dollars are purbhased by
the Exchange Fund Account, they will not return for imports
nor will there be a tendency for exports to diminish.
Instead, the capital inflow, once the exchange rate reachses
the buying peg for famign exchange, will be matched ex-
clusively by a capital outflow: the increase in officisl
reserves.

The insulation provided by the fluctuating exchange
rate has been considered and there can be little doubt that
the freeing of the Canadian dollar has extended the power of
the central bank to pursue an independent monetary policy.
The insulation stems not only from the more effective control
over the mowey supply but also from the iNTIWence on imports
and exports of changes in the exchange’rate.

The quegtion to be examined this time is: "How
effectively can the central bank cope with the inflationary
pressureg which are more intense 1in Canéda relative to the
United States, under the new conditions?" It might also be
asked how far the central bank's power to combat a relatively
more severe depression has been extended.  However, monetary
policy is often compared to a string. If inflationary forces
are puiling on one end of the string, monetary policy, by
exerting pressure in the opposlte dlrection on the other end

of the string, can hope to control inflation. In contrast,
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if there is little activity on one end, monetary policy, by
pushing on the other end, may not stimulate exéansion because

of the lack of tension in the stringe. Therefore, in the
following dlscusslion only the effectiveness of a more deflationary
Canadian monetary policy relative to that of the United States

will be considered.

2. THE LIMITATIONS IMPOSED ON CANADIAN MONETARY POLICY BY

CAPITAL MOVEMENTS

In the previousg chapter, it was indlcated that,
though there was no change in the money supply, some types
of capital inflow might increasse the velocity of circulation
and, in gpite of the increase in the quantity‘of goods in
Canada, might exert a net inflatlonary effect. Since
velocity can be affected by capltal movements, the effective-
ness of Cgnadian monetary policy may be limited by them.

The extent of the limitation is the question which wlll be
examined in this section.

A more stringent monetary pollicy relative to that
being adopted in the United States wlll have 1ts greatest
impact on new issues of Canadian securities, through the
resulting increage in thie interest differentlal vetween Canada
and the United 3tatec. It will olso stimulate net purchases
of oﬁtstanding Cgaadian securitlies b, non-resldents and nset
sales of outstanding forelgn securities by residents. The
tighter monetary policy wlll dlscourage the flotation of
new issues of foreign securities in Canada. Other capital

movements may be affected by changes in international accounts
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payable and receivable. Canadian companies may try to obtain
a larger amount of cash by increasing their accounts payable
and reducing theilr accounts receivable. Since the appreciation
of the Canadian dollar will stimulszste imports and discourage
exports, this will also tend to increase accounts payable
relative to accounts receivable. The apprecliation of the
Canadian dollor ig likely to alter exchange rate expectations.
Canadian holdings of bank balances and other short term‘funds
abroad may increase as a result of expectationsg that the
Canadian dollar will depreciate in the future. Conversely,
foreign holdings of Canadian dollars may decrease for the same
regsgson. If there 1s any dlscretion permitted concerning the
date of redemption, even .retirements may be affected by the
more stringent monetary policy. It is apparent that a
tighter Canadian monetary policy relative to that of the United
States will affect almost every item in the capital account.
In general, the more stringent monetary policy, will
tend to stimulate the inflow of capital. But, if the
resulting appreciation of the Canadian dollar 1eads to
sxpectations that the Canadian dollar wlll depreclate in the
future, an equllibrating outflow of sghort term cepital will
develop. The various types of capital movements induced by
the change in monetary policy will have diverse influences
upon the Canadian price level. The most important capital
movement 1s probably the sale of new issues of Cangdlian
gsecurities to non«residents. Tnis type of capital inflow
was branded previously as inflationary. ‘Thus the effective-

ness of Canadian monetary policy in dealing with inflation
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1s reduced by the fact that resort can be had to tne United
States capital market.

1 1ls now appropriate to inquire whether there is
any automatic device which will stem the flow of new issues
offered in the United States and so minimize the limitations
on an effective, independent monetary policy imposed by an
increase in the velocity of circulation., The first
possibility of this nature which comes to mind is that interest
" rates may be ralsed abroad as a result of the increased demand
for 1oahable funds, and the interegst differential which made
such flotation attractive will be eliminated. The United
States capital market 1s so large that a great many Cgnadian
boﬁds would have to be offered before the 1ntereét rate in the
United States was raised appreciably. In contrast, if it
were the United States that introduced the relatively tighter
monetary policy and as a result new issues of United States
bonds were being offered in Cagnada, it would not be long
before Cgnadian intereét rates would be raised. The impact
of a given demand for funds will be much grester in Canada
than in the United States becguse of the relatively small
Canadian caplital market. Consequently, the Bank of Canada,
unlike the Federal Regerve System, can expect no assistance
from any effective automatlc device, operating through change
in the interest rate, to discourage foreign borrowing.

The exchange rate l1s another possible mechanigm
through which the additlonal. flotation of new issues might be
halted. When new issues of Canadlan securities are sold in

the United States there 1s a positive displacement of the
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supply schedule of Uﬁited States dollars, and the Canadian
dollar tends to appreclate. The smaller the import content
of the investment project which is belng financed in this way,
the greater will be the appreciatlion of the Canadian dollar
per dollar of bonds floated. For each additional dollar
rgised in the United States, other things belng equal, the
Canadian dollar equivalent will decline. This may reduce
the incentive to borrow in the United States, but as long as
any particular exchange rate 1s .expected to orevall for the
life of a bond issue, the cost of borrowing abroad is not
increased by the ' appreciation of Canadian dollars. Ag the
Canadian dollar appreciates, a foreign exchange rate will be
reached at which the foreign exchange value of the Canadian
dollar is consildered to be too high to be maintained in the
future. If the Canadlan dollar appreciates beyond this rate,
the cost of borrowing abroad will increase and the incentive
td borrow outside Canada will be reduced and posslibly
eliminated. Just what exchange rate will stop borrowing in
the United States depends on the Canadian and United States
interest rates and exchange rate expectations.

In order to illustrate the gstrength of this mechanism
for stemming the flotation of Canadian bonds in the United States
an arbltrary assumption will be made aboﬁt the exchange rate
expectations of the borrowers. This assumption is that, in
gspite of the initlal exchange rate, there igs one exchange rate
which is expected to exist before the flrst interest «payment
is made and to prevail for the life of the bond. Let the

interest rates in Canada and the United States be denoted by
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1c and i& regpectively, the exchange rate at the date of
issue by R; and the expected exchange rate by R, and the
amount of the loan required in Canadian dollars by L. The
exchange rate considered will always be the amount of
Canadian currency required to buy one unit of foreign currency.
The simplest example is the sale of a perpsetulty
such as a British consol. If the bonds were floagted in the’
United States El United States dollars would have to be
borrowed to obtain L Canadian dollars. The interest cost
each year on the fund borrowed in Canada would be Li, and
those borrowed in the United States would be % 1, in United
States dollars which 1s expected to require;%%;ia Canadian

dollars. There will be an incentive to sell perpetual

bonds in the United States provided that:

18.
1 > i, Ro

Thus if the expected exchange rate R2 were 100.00
(number of Canadlian calts per United States dollar) and the
interest rate in Canada were 4% and in the United States 31%,
it would still be profitable to gell a perpetual bond in the
United States until the present exchange rate Rl fell to 87.50.

Therefore, a large volume of borrowing might be carried out

in the United States bhefore the incentive to borrow in the form
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of perpsetual bonds would be destroyed through a consgequent
appreciation of tihe¢ Canadian dollar{,

liost bonds do have a maturity date and so re-
payment of the principal must be consgidered. When the bond
1s redeemed, 1f 1t was originally {loated in the United
- States, ; United States dollars will be reguired, whlch will
be expected to necessitate an outlay of Rgﬁ Cansdian dollars.
Repayment of the principal will require RER - L more Canadian
dollars 1f the bonds were sold in the United States instead of
in Canada.4 In order to be able to compare the cost qf
borrowing in the United States versus borrowing in Canada,
the additional funds required to redeem the bonds floated in
the United States must be distributed over the lifebof the
bonds and adaed to the'annual interest payment. The problem
18, "Wnat annual payment, P, invested at the Canadian interest

rate will accumulate to R.= = L dollars at the date of

2R

1
redemption n years hence?" The first annual payment, P,
made at the end of the fifst year will earn interest for n-l
years while the payment at the end of n years will earn no
interest.

N - m-1 v n-2
Therefore R =« =L = P(l+ 1)) + P(1+1) cese P(141.)+P.
2Rl c ] c c

The right hand side 0f the equation is a geometric series of n

terms, in reverse order, in wnich P is the first term and (1*10)

is the common ratio.

4, This assumes that the expected exchange rate is higher
' than the present exchange rate.
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Therefore, there will be an incentive to borrow in the

United States provided that:
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If the interest rate in Canada were 4% and in the
United States 33%, 1t would still be profitable to gell a

twenty year bond, interest payable annually, until the
present exchange rate rell to .932 of the expected exchange
rate.6 If instead a perpetual bond had been sold under the
same .conditions, the preéent; rate would have had to fall to

.875 of the expeeked rate until the incentive would be
eliminated.

5 il;til'l“ 18 the amount of an annuity of one per period and
1g denoted by 8 = s+ I+ can be determined by referring to
detalled interest tables. See J.M. Simpson, Z.l. Pirenian
and B.H. Crenshaw, Mathematics of Finance (New York: Prentice

c Hall, 1955), Table 5, pp. 60-79.

Calculated from Simpson, Pirenian and Crenshaw, op. cit.,
Table 7, Pe 114.
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The .preceding analysis was based on the assumption
that borrowers have a single expectation about the exchange
rate iggethat they consider this exchange rate will become the
market,before the first interest payment. If it 1s thought
that the expected exchange rate will not become the market rate

for several years, the pregent exchange rate can fall to a

lower fraction of the expected exchange rate than that

1 ,
indicated by 1 &+ before the incentive to borrow in
a M
_ niti.
. L
c S
ai,

the Unlted States 1s eliminated. <
The preceding analysis has been ﬂaseagon a very
limited assumpition about the exchange rate exmp ectations.
Nevertheless, it suggests that the present exchange rate must
deviate from the expected exchange rate by a considerable
amount beforéethe incentive to float lpnguterm bonds in the
United States is eliminated, even when the interest differential
1s only one half of one per cent. The appreciation of the
Canadian dollar in response to a fighter monetary policy will
only be an effective automatic mechanism for.@halting the
flotation of Canadian bonds in the United States if the Canadian
dollar is expected to depreclate markedly in the’ future. | During
the last quarter of 1956, the average noon exchange rate for the |
United States dollar was 96.62. However, the sales of new

1 ssues of Canadian bonds and debentures  -to non-residents

7
reached a near record guarterly high of $180 million. It

Te Canada, Dominion Buregu of Statistics, Sales and Purchage
between Cgnada and Other Countries December, 1956, am
Review of Security Trading during 1956, p. 2.
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would geem that expectations agbout the exchange rate are not

such that an appreciation of the Canadian dollar will operate

qulckly to eliminate the incentive to borrow in the United
8 _ . '

Statese.

In reviewing this period of Cgnadian borrowing,

Mr. Coyne, the Governor of the Bgnk of Canada, states:

Those who borrow U.S. dollars now, at the present
rate of exchange, put ‘themselves at the hazard of
future movements of the rate in the other direction.
Foreign currency converted now into Canadian dollars
at a discount may have to be pald back, and annual
interegst for many years may have to be pald, when
there i1s a premium on foreign currency. This 1isg

a risk which borrowers should welgh against the
apparen§ saving in interest rates through borrowing
abro ad.

9.

The average yield duriag the last quarter of 1956
(average of Wednesdays during the period) on long-

term Canadian and United States bonds of comparable
maturity (3%%, Oct. 1/79 and 33%, June 15/78-83)

was %85 and 3.31 per cent respectively. The average
noon exchange rate for the quarter was 96.62. There-
fore, if a Twenty Year bond interest payable annually
had been offered there would have been an incentive

to sell it in the United States 1f the expected exchange

"rate was not higher than 104.38. For there to be an

incentive to sell a Fifteen and a Ten Year bond in the
United States, the expected exchange rate could not be
more than 102.86 and 101.08 respectively. This assumes
that the expected exchange rate will prevail throughout
the 1life of the bondse. The calculations have been made
from Eimpson, Pirenian and Crenshaw, op. cit., Table 7,
p. 114.

Canada, Bank of Canada, Annual Report of the Governor

to the Minister of Finance, 1956. p. 20,
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The use of the words "should weigh" might be interpreted to
mean that in the opinion of the Go;érnor not enough con-
sideration was being glven to the posgibility of future
depreciation of the Canadlan dollar. In any case, it seems
probgble that the Bank of Canada was disappointed that the
appreciation of the Canadian dollar in 1956 appeared to move
only slowly, 1f at all, to stem the flotation of Cznadian
bonds in the United States.

The scope for independent Canadian monetary policy
has been greatly extended by the freeing of the Cgnadian
dollar, However, the velocity of clrculation can be
affeﬁted by capltal movementg. As indicated agbove, a large
guantity of Canadlian bonds would have to be offered in New
York before the interest rate would be appreciably affected.
In addition, the appreciation of the Canad;an dollar, in response
to the interest differential, may act only slowly to terminate
the sale of new Canadlan bonds in the United States. The
effectiveness of an independent monetary.policy 1s limited then
by capital inflows; and there seems to be no effective guto=-
matic device for halting them.

Investment financed agbroad is less inflationary
than that internally fl nanced, since additional goods and
gervicses ére provided, nevertheless, foreign-financed invest-
ment may still be inflationary. The analysis of severagl of
the most lmportant types of capital inflows in previous
chapters indic=ted that a largs proportion'of foreign invest-

ment is probably inflationary.
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For a relatively tighter monetary policy to be
effective, it 1s not merely sufficient that the total money
supply be not affected by capital movements becausé‘the
success of the policy can still be undermined by changes in
the velocity of circulation. Therefore,_if Inflationary
pressures are stronger in Canada than in the United States,

a pighter monetary policy relative to that of the United States
may not be able to cope with the situation alone in spite of

the increased effectiveness of Canadian monetary policy stemming
from the introduction of the fluctuating exchange rate. It is
not suggested that monetary policy will not help to control
inflation but merely that a small open economy whose bonds

enjoy the confidence of non-resident investors may not be able
to rely solely ﬁpon monetary policy to combat inflation.

#

e THE DIFFICULTIES OF IMPOSING A CANADIAN MONETARY POLICY

THAT IS MORE STRINGENT THAN THAT OF TEE UNITED STATES

Imposing a Canadian monetary policy that is more
stringent than that of the United States 1s subject to three
main difficulties: first, the increasgsed interest differential
will stimulate the flotation of new issues of bonds, thus
increasing Canada's fixed liabilities to non-residents; second,
the resulting appreciation of Canadian dollars makes it more
difficult for Canadian exports to compete in world markets;
and, third, the credit rating necessary to float loans abroad
restricts the operation to large Canadian corporations, thereby

tending to increase the concentration of industry in Cgnada.
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Since the Canadian economy is largely dependent on
a few staple exports, the volume and price of Cgnadian exports
are subject to marked fluctuations in response to an inter-
national business cycle, For this reason heavy fixed interest
okligations to non-residents generally have been regarded with
considerable gnxiety in Canada. For instance, it is stated
that, "Heavy fixed charges payable abrosd thus create acute
probleﬁs of banking policy and monetary control whenever a
gslump strikes the export industries."lo

A tighter monetary policy rélative to that of the
United States encourages an increase in Canada's fixed
ligbilities to noneresidents, and therefore might be regarded
as a weakness of Cgnadian monetary policy. The reasdn is
that such a policy introduces an inflexible element into
Canada's balance of international payments which might create
difficulties should there be a large fall in exports. If
monetary policy primarily stimulated dlrect investment or
portfolio investment in equity form, there probably would be
far less concern, at least from a balance-of-payments point
of view. This 1s because lower profits realized by Canadlan
corporations will induce a reduction in dividend payments
when world depression reduvces Canadlan exgorts. It 1s posgible
that the tenefit accruing from the flexibility of dividend

payments has been exaggerated.

10. Herbert iiarshall, Frank A. Southard, Jr., Kenneth H.
Taylor, Cagnadian-American Industry (iWew Haven: Yale
University Press, 1936), p. 279.
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Initially, it wlll be assumed that the average
rate of di§idend payment to non-residents over the"cycle is
equal to the rate of interest on foreign debt capital. Under
this assumption the burden of servicing an equel amount of
equlty or debt capital is the same over the'cyclé. However,
because of the different distribution of dlvidend and interest
gayments over the cycle, the strain on the balance of payments
wlll varye. If current gross international receipts and
dividend payménts moved simultaneously in a sine ,wave fashion,
dividenq,payments would impose a lesser strain than fixed
interest payments when current recelpts are below theif
cyclical average. If dividend payments lagged currént
receipts by one quarter cycle, they would impose more strain
on the balance of payments than flxed interest payments when
current receipts were below thelr cyclical average and were
falling to a minimum and less after current receipts began to
rise. Thus any advantage of dividend over interest paymentsgs
when current balance-of-payments recelpts are below their
cyclical average derives not from a resvonsiveness of dividends
to movements in current recelpts but from a responsiveness
without a significant lag.

In order to investigate whether there is any
significant lag, the Canadian  experience will be considered.
The only period during which there was g major contraction in
world trade and for which there 1s adequate data 1s from 1928
to 1937. Graph 6 indicates the behaviour of dividend payments

to non-residents and current gross internationsl receipts from
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GRAPH 6
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1926 to 1939. In order to facilitate the plotting of the
two serles on the gsame graph, the 1926 figures of each are
given a value of 100 and the figures for subsquent years
are expressed 1n percentage terms. From graph 6, it can
be seen that current receipts reached a maximum in 1928,
However, the maximum for dividend payments was not reached
until two years later, In 1932, current receipté reached
their depression minimum of $808 million, about 49% of the
1926 value, while dividend payments did not fall to their
minimum until the following year.ll

If it is assumed that the interest rate on debt
capitzl 1s equal to the average rate of dividend payment over
the cycle, it is possible to obtain a rough measure of the
relative balance-of-payments gtrain of interest and dividend
payments in the various years. Ag Canadian current receipts
reached a max.mum in 1928 and a pre-Vorld War Two maximum in
1937, this ten yeer period will be considered to be the
duration of the cycle. Total dividends paid to non~residents
amounted to $1,355 million.12 Thus the average is 143% of the
1926 dividend payment of $95 million. Total current receipts
over the ten year period amounted to $12,528 million for an
average of slightly more than 75% of the 1926 1evel.13 It can

be geen from graph 6 that from 1931 to 1935 current receipts

11. Cznada, Dominion Bureau of Statistics,THe Canadian Balance
of International Payments, 1926-1948, p. 153.

12, Ibid., p. 177.
13, Ibid., p. 153.




-182-

were below the cyclical average. In 1930, current receipts
were 8o close to the c¢yclical average that inclusion of this
year with the preceding period seems justifiled. Again, by
referring to the graph, it is possible to determine in what
years from 1930 to 1935 dividend payments imposed a greater
strain on the balance of payments than interegt payments.
When dividend payments are in excess of the average dividend
payments over the cycle, as they were in 1930 and 1931, there
is more strain imposea. In 1932, 1933, 1934, and 1935, when
dividend payments were below the 143% level, dividend payments
imposed less strain on the balance of payments than an interest
payment edqual to the average of dividendes pald over the cycle,
The preceding conclusion is based on the agsumption
that *he aver-pe reote of dividend payment to nonuresidents
over the cycle is equal to the interest rate paid on non-
regident debt capltal. If the average dividend rate Wwas less
(more) than the interecst rete, the strsin of dividend payment
"has been exaggerated (minimized). It is very difficult to
determine whether the assumption is a close approximation to
reality. The gmount of foreign capital 1s avallable only
for selected year endse. As a result, the average amount of
debt and equity capital outstanding from 1928 to 1937 cannot
be established with any accuracy. The selected year ends for
walch figures are avallable for the period are 1930 and 1933.
Since 1933 is closer to the middle‘of the period, the amount of
capltal outstanding at this time will be considered representa-

14
tive of the whole period. The total bonds and debentures

14, This is not a particularly good approximation since direct
investment lncreased toward the end of the period while
portfolio investment declined.
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held b, non-residents was $3,983 million. Capital stocks of
Cancdian companles and other corporate asrcets held abroad at
book value amounted to $3,113 million.15 The total interest
payments from 1928 to 1937 inclusive, amounted to $1,637
million while dividend payments amounted to 31,355 million.16
The average rate of interest on bonds and debenturss was
4,10% and the rate of dividend paymemt on equity capital was
" 4.,35% over the ten year period.

Therefore, the assumption that the rate of interest
equals the averagge dividend rate over the cycle appears to be
a good approximation. It 1s.possible to confirm the previous
conclusion that dlvidend payments, when current recelpts
initially fell belbw their cyclical average, did tend, to
aggravate balance of payments problems to a greater extent
than fixed charges. In 1932, when current receipts had fallen
to their lowest level, dividend payments wers still 37%’higher
than in 1926 and only slightly below the average dividend
payment over the cycle. Dividend payments imposed, even in
‘1932, alnost as great a strain on the'balance of payments as
a contractual interest payment. It was only in 1933, 1934 and
19%5 that the flexibility of dividend payments provided much
relief. Dividend‘payments, on balance, probably did impose

a lescser strain on the balance of payments than interest pay-

ments, when current recelpts were below thelr cyclical average.

15. Cgnada, Dominion Buyreau of Statistics, Canada's International
Investment Position 1926-1954, p. T4.

16. Canada, Dominion Bureau of Statistics, Canadian Balance of
International Payments 1926 to 1948, p. 177.
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However, recognition of the substantial lag in the movement

of dividend payments with respect to current recelpts certainly
calls into question eulogles of direct investment. For
instance, in a standard text of international economlcs, it is
stated that:

" The mgjor advantage of direct investment over borrowing
in the form of debt is that the country in whlich the
investment 1s made lncurs no fixed charges. In a world
Rence, there 1o no pressure on the balance of paymentssL7

’ 8 yments.

It has been accepted uncritically that flexibility
of dividend payments is a good thing and the only cfiticism
w ich has been made 1s that the lag in the resﬁgnsiveness of
dividend payments reduces the benefit accrulng from the
flexibility. But does dividend flexibility, even if it is
instantaneous, mean that there will be less gtrain on the
balance of payments at the time when 1t 1s most desired?
It has been tacltly assumed that it i1s when current receipts
are below their cycllical average that thé strain on the balance
of payments 1s greatest because only then is instantaneous
flexibility of dividenid payments necessarily an édvantage,
if the average rate of dividend payment to non-residents
over the cycle equals the rate of interest on foreign debt
capital.

When there 1s a serious downturn in a major trading

nation, it is usually transmitted to the rest of the trading

nations with little delay. It 18 evident that not all nations

17. C.P. Kindleberger, International Economics (Homewood:
Irwin, 1953), pe. 353.
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can have balance of payment difflculties at the same time.
Congequently it 1s necessary to establish why Canada should
be g nation which encounters balance of payments difficulties
when current receipts are below their cyclical average.

If the decline in Canadian exports were greater
than the decline in imports, the strain on the balance of
payments would be great in the depths of the depression.
ﬁowever; the presumption would appear to‘be-just the opposite.
Since Canada is more dependent on foreign trade than most other
trading nations, it would be natural to expect that Canadian
income would fall relstive to world income, if the contréction
in world trade were large. Imports might be expected to
decline more than exports ami produce sufficient foreign ex-
change so that interest and dividend payments could be met
without difiiculty. Since a large part of Canadian imports
during a prosperous period are investment goods, this is another
reascn to expect that imports will decline greatly in a
depression.18

Table 21 shows that, although the decline in imports
was relatively greater, it lagged the decline 1n exports.
This is a logical sequence if the depresgsion originates'abroad
gsince it will teke some time for the decline in income of the
export sector to have its full impact on the economy. The
period of greatest balance of payments difficulties would

appear to be the early years of the depression and not

18. In 1956, the breakdown of Canadian imports by end use was,
investment goods 337, consumer goods 28%, industrial
materials 27%, fuels and lubricants 105 and special items
2% Caneada, Bank of Canada, Statistical Summary Finsncial.
Supplement 1956, pp. 100-101.
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Table 21. Canada's Exports, Imports and Current Account
Balance 1928 -~ 1937

Canadian Cgnadian Current Account
Exports Imports Balance

(Expressed as percentages of 1928 values) (millions of dollars

1928 100 : 100 =32
1929 ‘ 88 105 -311
1930 66 81 -337
1931 45 48 ~174
1932 37 33 «06
1933 40 30 -2
1934 48 40 +68
1935 55 44 +125
193%6 T1 51 +244
1937 78 64 +180

Source: Canada, Dominion Bureau of Statistics, The
Canadian Balance of Internstional Payments

1926-1948, pp. 153-58.

necessarily the period when exports were below their cyclical
averagey as previously considered.

The greater decline in imports and the more active
current asccount balance, as shown iIn the table 21, should not
be acceépted as a definite indication of no balance of payments
difficulties. The current account surplus might have been
induced by a withdrawal of capltal. The resulting depreclation
of the Canadian dollar might discourage imports, and encourage
exports so that the capital could be withdrawn. The Canadian
doilar did fall to a substantial diliscount with respect to the
United States dollar, when the United Kingdom went off the gold
standard on September 2lst, 1931. In December of that yeazr,

1
the Canadian dollar broke to a discount of more than 20%. 7

19. A.B. Jamieson, Chartered Banking in Canada (Toronto:
Ryerson, 1957), p. T6.
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The Canadian dollar continued at a discount during most of
1932 and 1933. However, during most of 1934, the Canadian
dollar was at a premium indicating that the current account
gurplus was not primarily induced by a withdrawal of capital.
Instead the export of capital must have been mainly equildber-
Ing=¢n netwmee rather than disturbing.2o This may -also have
been the case for the rest of the thirtiés.

It appears that the strain on the balance of payments
. may be greater durlng the early phase of a worlkd -depression.
But, since the dividend payments lag current recelpts sub-
stantially, it 1s possible that these payments may still be
rising or may not have fallen significantly during the period
in which there i1s the greatest strain on the balance of payments,
Hence, flexibillity of dividend payments, rather than being an
asset, may be a liabilitye.

Simce it seems possible thet an interest payment
may impose less strain tha§ a dividend payment on the same
amount of capltal, wnen pressure on the balance of payments is
greatest, an incresse in flxed liabilities to non~residents
may not be too high a price to pay to help to control inflation
in Cgnada. Table 22 shows that in spite of the tremeﬁdous
inflow of capital since Viorld War Two, the deficit on interest
and dividend account as a percentagevof current receipts ex-
cluding receipts of interest and dividends was only 6.2% in
1956 compared with 17.8% in 1939.

20. Vernon W.. Malach, International Cycle and Canada's Balance
of Pgyments 1921=33 (Toronto: University of Toronto Press,
1954). P. 63 concludes: "thst Canada's position as a
primary Producing country was fortunate in that a sgharp
diminution of merchandise exports led through the resulting
cyclical downswing and sharply decregsed imports to g
foreign exchange position of relative ease".
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Table 22. The Servicing of Foreilgn Capital in Scslected
Year 1926-1956.

Year Deficit on interest Current receipts Deficit on
agnd dividend account excluding 1nter?st interest =2nd
and dividends'é dividend accoun’
as a % of
current recelpt:
g excluding inter
(in millions of dollars) est and divi-

dends.
1526 208 1633 12.7
1930 289 1238 23.3
1932 265 771 34,4
1939 249 1400 17.8
1945 177 3516 5.0
1950 384 4149 9.3
1953 239 : 2325 4,5
1956 . 390 97 6.2

Source: Cagnada, Dominion Bureau of Statistics, The Canadian
Balance of International Payments 1926-1948, pp.
154-58, Canada, Dominion Bureau of Statistics,
The ganadian Balance of International Pgyments 1956,
Pe 38,

(a) Wnen ald is extended the resulting exports are
included in current recelpts and to balance these
exports mutual ald is included in current payments.
Since no foreign exchange is earned from such exports
they have been excluded from current receipts.

A tighter monetary policy in Canada relative to that of the
United States will induce an inflow of capital. If this
1hcrease were in the form of uwonds ylelding 5% interest, over
$2,500 million in bonds could be sold before the déficit on
interest and dividend account rose from 6.2 to 8.2% of the

1956 level of current receipts excluding recelpts of interest
and dividends. Such an enormous inflow of capital would
probably not represent an insupportable burden, for even at 8.2%
it would- be less than nhalf the 1939 figure. Ag the
effectivencss of monetary and fiscal weapons are now better

understood in most of the major trading nations, it may be
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possible to avoid large fluctuationsg in wSrld trade.

It caanot be denled that one of the difficulties
of imposing a tighter monetary pollicy in Canada relative to
the United States is that fixed liabilitles to non-residents
are increased. The preceding analysis has merely attempted
to indicate that debt capltal may aggravate the balance of
payments less than an equal amount of equity capital at the
time when the strain of the balance of payments is greatest
and that a very large increase in bonds nheld abroad would be
poésible before the burden of servicing the deblt becomes even
half as onerous ag before World War Two. Although the
increase in liagbilities to foreigners is a difficulty inherent
in a Canadian monetary policy that is deflationary relative
to 1ts United Sﬁates counterpart, this thfeat to the
independence of Canadlian monetary policy is probably not,
under present conditions, a very serious one.

The second difficulty besetting a relatively
deflationary Canadian monetary policy, i1s that the resulting
appreciation of the éanadian dollar makes i1t more difficult
for Cgnadian exports to compete in the world markets. By
exerting a restrictive effect on exports, inflationary pressures
are reduced but in so doing a cost 1s inflicted upon sgome
gectors of the Canadlan economy through a redistribution of
income. Those producers of export goods, the price of which
18 fixed in terms of United States dollars, suffer from a rise

in the exchange value of the Cgnadian dollar.
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It was in this connection that Mr. Coyne, the
Governor of the Bank of Canada was questioned zgbout the
effect of monetary policy on the exchange rate.

Qe - ... Now, I su.gest that the result of that
movement (inflow of portfolio investment)
has been to accentuate the gituation whereby
the primary producers are sustaining a
tremendous drop in their purchasing power.

A. - Oh, Mr. Tucker, I could not say that it was by
virtue of monetary action. It may be that the
differential in the spread between the two
markets has been a contributing factor, but
what difference there would have been in the
exchange rate if it had not been g cogiributing
factor it is quite impossible to say.

On the other hand, since Cgnadians are large
consumers of imported gobds, real incomnse oorresponding to
a given level of money income rises as the Canadian dollar
appreelates. As people are inclined to think as producers
first and consumers second, the advantages stemming from the
appreciation of the Canadian dollar are often considerably
underestimated.

The appreciation of the Canadian dollar may retard
the introduction of some Cgnadian manufactured goods to world
markets. Tanls helps to control inflationary pressure but it
probably involves a cost. If buyers and sellers were pailred
at random, in international markets, then whether a product

iag offered now or later is of 1little or no consequence, Purse

competition . does not prevail in international markets for

manufactured goods. Custom plays a very siganificent rocle.

2l Canada, Parliament, Committee on Banking and Commerce
Proceedings 1954, vol. II, p. 738.
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a Canadian product of comparable quality and price will
Lack thé prestige of products of foreign firms which have
long engaged 1n vorld markets. Individuals receiving
good service from a manufactured product which they have
long patronlized will ngturally be reluctant to substitute
a new good for it. Every year that Canadian manufgctured
goods are withheld from the world markets means that entry
into those markets becomes more difficult.

If the appreciation of the Canadian dollar prevents
the export‘of a manufactured product which otherwise could
have been profitably marketed abroad, the Cgnadian economy
may as a result have to bear a consldergble cost. It has
been estimated that the performance of Canadian manufacturing
industry as a whole 1s perhaps 35 to 40 per cent below that
of the United States in terms of resl output per man-hour.
The Royal Commission on Canada's Economic Prospects states
thgt this lower output per manéhour in Cgnadian manufacturing

stems overwhelmingly from the smallneass of the Canadian markst.

Often as a result of the small market, Canadlan manufacturers
cannot utilize the most efficient machinery which may be
economlcaglly feasible only for large outputs.22 The
appreciation of the Canadlan dollar by restricting exports
also may retard the introduction of the most efficient

technology. As a result, a rise in real wages in Canada may

also be retarded.

22, Canada, Royal Commlssion on Canada's Economlc Prospects,
Preliminary Report, 1956, p. 63.
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The indirect effects are probably not very
significant, However, the redistribution of income caused
by the appreciation of the Canadian dollar is unfortunate
for some. The producers wnose 0xX 1s gored have a legitimate
complaint, but in the long run they may also benefit from the
coatrol of inflation.

The third and final difficulty in the way of a
relatively deflationary Canadian monetary policy is that such
a policy might tend to increase the concentration of Canadlan
Industry. As a result of a tighter monetary policy, the
chartered banks cannot satisfy as large a proportion of the
demands for credit. Only to a small degree does the interest
rate function as a device for gllocating the limited amount
of credit. Instead the rationing of credit is accomplished,
to a considerable extent, through necessarily arbltrary
decisions of the chartered banks. Even if the Canadian banks
do consider the financial requirements of small and large
businesses impartially, the forelgn capitel markets, by their
very nature dlscriminate against the small businesses. A
large Cgnadlian corporatlon if it does not have sufficient
reservesg for internal financing and if 1t cannot find financial
gaccommodation in Cgnads, probably can obtaln funds in g foreign
capltel markete While the small corporation, if 1t cannot
find funds in Cgnada, wilill have to do without,. A tighter
monetary pollecy may effectively restrain the small enterprise,
but the large corporation that is capable of borrowing abroad
is not subject to the same restraint. In addition, ths

invesgstment programme of Canadian subsldiaries of United States
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corpOrations cannot be easily influenced by Canadian monetary
policy, since funds may be obtained from the parent firm.

The importance of these factors cannot be easily
determined. The large enterprise probably always has an
advantage in obtaining funds. If it 414 not borrow abroad
1t could probgbly obtain the funds in Cgnada, although not
on such favourable terms. A large firm can probably expand
whether or not it borrows gbroad and if the large firm does
borr&w abroad it may even leave funds avallable to smaller
enterprises. This difficulty is not peculliar to Canadian
monetary policy, but reduces to one of the usual criticisms
of monetary policy: it does not have the same lmpact on zll
gectorg of the economy. v

In conclﬁsion, it can certainly be stated that a
flexible exchange rate, by insulating the Canadian money
supply from capital movements, has extended the power of the
central bank to pursue an independent monetary policy.
Capltal movements exert thelr influence by changing the
velocity of circulation. There can be no doubt that foreign
capital permits the Canadian economy to cut a much larger coat
with a smaller rise in price than would»be possible by
uﬁilizing only domestic resources. But, 1f resort to an
outside capltal market were not posslible, the monetary
authorities might be able to reduce the dimensiong of the
coat so that there was an even smaller rise in price.

Foreign investment, the factor which has provided so much

assistance to the growth of the Canadian economy, does impose
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limitatlons on monetary policy. These limlitatlons would
seem to be exceedingly small price to pay for the benefits
which Canadians derive from the willingness of non-residents

to invest in Canada.
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