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PREFACE 

The aim of this study is to consider the priee and 

income affects or various types of capital movements under 

a system of treely 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, Professer D.B. Marsh for 

hi$ assistance. I owe special thanks to Professer V.W.Malach 

who discussed some aspects of the thesis with me. I also 

wish to acknowledge the assistance received through interviews 

with individuals in the Balance of Payments Section of the 

Dominion Bureau of Statistics and the Research Department 

of the Bank of Canada. Thanks are also due to Miss T. Sears 

and the staff of the Commerce Library. 
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CHAPTER ONE 

I.m,RODUCTION 

1. HISTORICAL SURVEY 

11 The ao-called unfavourable balance may mean 
- . 1 

glorioua things for a nation. 11 Since a current account 

deficit and a net capital inflow are merely opposite sidas 

of the same coin, there can be little doubt that the 

unfavourable balance, which Canada often has with the rest 

of the world, has been, in general, a great boon to the 

Canadian econo~y. The flow of capital to Canada was and is 

important and in soma periode almost a dominant feature in 

the progress of the Canadian economy. Canada with a popula­

tion of lesa than .6 of one per cent of the world's pop­

ulation now ranke seventh among the industrial nations of 

the world. 2 As a trading nation Canada in 1955 stood fourth 

when ranked according to total trade.3 In 1955, Canada 

stood 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 
4 · insignificant. These accomplishments probably would not 

1. Stephen Leacock, A11 Right, Mr. Roosevelt, Oxford Pamphlets 
on World Affaira 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 quickly except for the assistance provided by foreign 

investment. Therefore, by way of introduction, it seems 

warranted to give a brief historical account or capital 

movements to Canada. 

Statistics concerning capital flows before 1900 are 

very meager and unre~iable.5 However, there was little cap­

ital import in the early years of the nineteenth century. In 

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. 6 Throughout the 

1840's, the House of Baring showed increasing interest in 

the North American colonies. In 1844, for instance, this 

banking houae bought f75,000 of an Upper Canada loan 

guaranteed by the British Government, the proceeds of which 

were to aid in the completion of the Welland Uanal. 7 As the 

railway fever was very intense in this part of the world, 

there was a clamour for British financing. The Atlantic and 

st. Lawrence Railway, the first international railway in the 
. 8 

world was constructed with British financial assistance. 

5. W.J.Eaaterbrook and Hugh G.J.Aitken in Canadian Economie 
History (Toronto~Macmillan,l956), p.316 atate that it has 
been estimated that total capital importa into Canada between 
1827 and 1838 were ~25 million, between 1841 and 1849; $35 ' 
million and in the 1850's, $100 million. 

6. Ralph w. Hidy, The Houae of Baring in American Trade and 
Finance (Cambridge:Harvard University Press,l949), p. 199. 

7. Ibid., p. 371. 
8. Leland Hamilton Jenks, The Migration of British Capital to 

1§12 (New York:Knopf, 1938), p. 198. 
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The aid to railway construction provided by British capital 

is wall indicated by the activities of just two financial 

institutions. 

Table 1. Canadian Debentures Marketed b:.v Barinp: Brothers and 
Com2any and Glyn, Mille, Halifax and Company-from-
1852-1857. 

Com2any 

Grant Western 

Toronto, Simcoe and Huron 

Grand Trunk 

Year 

1852 
1854 
1855 
1852 
1853 
1854 
1853 
1854 
1855 

Amount 

J: 200,000 
400,000 
170,000 
100,000 
175,000 
200,000 
905,800 
905,700 
900,000 

cf3,956,500 

Source: Ralph w. Hidy, The House of Baring in American Trade 
and Finance (Cambridge:Harvard University Press,l949) 
p. 433. 

Baring Brothers and Glyn, Mills not only assisted 

in railway construction but continued to act as financial 

agents for the Government of Canada and on its behalf pur­

chased or marketed considerable quantities of bonds. Nova 

Scotia and New Brunswick also were assisted sporadically by 

Baring Brothers. From 1853 to 1857, the city of Quebec was 

materially aided by Baring Brothers who marketed almost 

i300,000 of its bonds. 9 . 

The Grand Trunk Railway was the major British 

investment in Canada before confederation. In the early ~ 

9-Hidy, op.cit., p. 434. 
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sixties, the amount of British capital invested in the Grand 

Trunk was oaloulated to be ~12 million. 10 In 1862, the 

original debentures were converted into preferred shares, but 

the 111-fated railway never managed to pay a dividend. 

Successive reorganizations, extending over almost sixty years, 

failed to make the company a profitable enterpriae; and in 
. 11 

1920 it became part of the Canadian National Railway. 

Confederation in 1867 and the entry of Manitoba 

and British Columbia as provinces in 1870 and 1871 necessi­

tated a major tapping of the British capital mark_et in order 

to lay the steel rails whioh,it waa hoped, would wald the 

scattered provinces into an economie unit. The Canadian 

Pacifie Railway overshadowa all other non-resident investments 

in Canada, nevertheless, there is little information conoern-

ing the extent of the early non-resident finanoing 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 6apàdai 1~t ,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 railroads and $18.3 

10. Jenks, 
11. Jenks, 
12. 11 Report 

Meeting 
Reports 

op.cit., p. 204. 
op.cit., p. 204. 
of Proceedings at the Adjourned Annual and Special 
of Shareholdersn, Saturday, 13 June 1885, C.P.R. 
1881-1886, Vol •. I. ., 
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million in land grant bonda. Of the bonda and debenturea. 
13 all but about $5 million were issued in terme of sterling. 

Peruaal of the annual reporta up to 1900 indicated that most 

of the 4% preference stock waa placed on the London market 

by the Canadian Pacifie Railway 1 s financial agent, Baring 

Brothers and Company. Merely because the denominations of 

most of the bonds were in terme 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 Canadians might have 

bought securities in London. However, there can be little 

doubt that the monetary capital was predominantly British in 

origin. If all èecur1ty holdings were held in the same pro­

portion as the capital stock, non-resident inveatment in 

the Canadian Pacifie Railway would have exceeded $160 million 

at the turn of the century.l4 

13. 11 Annual Report", 1899, C.P.R. Reports 1893-190ltVol.III, 
p. 12. 

14. The following passage consista of excerpts from an edito­
real in the London Truth, September 1, 1881 ent1tled 
nThe Canadian Dominion Bubble", ( C.P.R. Archives, Seri al 
36, #17). 

The "Canadian Pacifie Railroad Company" has begun, I 
see, to launch ita bonds. A group of Montreal and New 
york bankers naa undertaken to float $10 million dollars 
worth of the Company's land grant bonds, and the Bank of 
Montreal with ita uaual courage, has taken one-fourth 
of the entire loan. This anno~ncement looks as though 
the Canadians were going to raise the necessary capital 
on the other aide 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 
it is impossible to believe that they are auch fools as 
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Capital from the United States bagan to flow into 

the Canadian lumbar trada before 1840, and the copper and 

silver mining araas around Lake Superior also had lured 

soma capital lf!rom this source by 1846. Howevar, significa.nt 

capital movaments did not commence until after 1870. 15 The 

first United States branch plant was establishad in St. 

Catharines in 1870 to maka files. During the succeeding 

eight 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 wa~ unwilling 

to give Canada reciprocity in trade, he would give the United 

States raciprocity in tariffs; and in this way reserve the' 

15. 

16. 

to put their monay in this mad project. I would as 
soon credit them with a willingness to subscribe hard 
cash in support of a schema for the utilization of ice­
bergs ••• ! doubt if ~10 million of ready cash could be 
round in all Canada for this or any othar work of utility 
at a pinch, but the Canadians ara not auch idiots, to 
part with one dollar of thair own if they can borrow 
thair neighbours. The Canadians apend monay and we pro­
vide it. That has been the arrangement hitherto, and 
it has workad splendidly - for the Canadians - too wall 
for them to try any other plan with a schema like the 
Pacifie Railway which they muet know is nevar likaly to 
yield a single red cent of interest on the monay that 
may be sunk in it ••• As for the country as a whole it ia 
poor, and it is crushed with dabt. The suprema Government 
owes about f.. 26 million to thi a country, and about f 35 
million altogethar and avery province has its separate 
debt, as also almost avery collection of shanties calling 
itself a 11 city 11 

••• Nearly avery year it comas for a new 
loan or two, and once it is fairly committad to making 
this new railroad, I see nothing before it but bankruptcy. 
This 11 Dominion11 is, in short, a "fraud11 all through and 
it is destined to burst up like any ether fraud. Than, 
and not I suppose until than, the British taxpayer will 
ask why we 11 guaranteed 11 so much of this sham Government's .de_ht. 
Herbert Marshall, Frank A. southard,Jr., and Kenneth w. 
Taylor, Canadian-American Industry (New Haven:Yale Univer­
Press,l936), PP•3- 4. 
Ibid., p. 12. 
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Canadian market for the Canadian manufacturer. This attempt 

to establish an independant economy, however, fostered the 

branch plant movement, since it waa a means by which the 

tariff could be circumvented. In the following nina yeara, 

thirty-aeven more concerna controlled from the United States 

were establiahed, as compared to eleven during the preceding 

nina years. 17 By the turn of the century, the number of 

United States branches and controlled companies was estima­

ted to be 66.
18 

Viner haa 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. 19 In general, British 

and United States investment during this early period waa 

distinctly different in form. The United States investment 

was _.principally direct while the British was largely port­

folio. 

The ara from 1900 to 1913 was one of spectacular 

expansion. There was a vast amount of railway 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 
20 immigration. 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,l924), p.99. 
20. Canada, Dominion Bureau of Stati stics, The Canada Year 

Book,l936, p. 141. 
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1913 inclusive municipal flotations in London amounted to 

f34,642,631. The large municipal borrowers were the relatively 

new westerp communities. Flotations by municipalities in the 

Prairie provinces and British Columbia amounted to ~21,246,210 

as compared withil3,396,421 tor those in the rest of Canada. 21 

Canadian municipalities depended largely upon ~ritish capital 

up to world War One. To illustrate this point, total munici­

pal borr~wing 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 sean from table 2, the capital inflow 

from 1900 to 1913 inclusive was on a gigantic scala. 

Table 2. CaQital Invested in Canada 1900-191~ 
(in thousands) 

1. Securities 
Public issues 
Private sales by 

issues 
Individual sales 
Treasury bills 

Sub tQtal 
2. Mi sce11aneous 

Insurance co. 
Other 

Sub total 
Total 

~B~r=it=a=i~n~ ___ u. s. 

$1,433,884 $134,213 
38,755 ) 100,000 

) 
25,000 ) 
23,000 

1,520,639 234,213 

32,479 50,251 
200,000 345,330 

__g32,479 395 2·581 
!!,753,118 i629,794 

Continental 
Europe 

) 
) 
) 
) $62,715 
) 

62,715 

100,000 
100 2000 
~162,715 

Total 

1,817,567 

72,730 
645,330 
728 2060 

~2,545,627 

source: Jacob Viner, Canada•s Balance of International Indebted­
ness 1~00-1913 (Cambridge:Harvard University Press,l924T, 
pp. 12 -38. 

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

22. Ibid., p. 116. 
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Non-resident 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 buge capital 

inflow occurred in the last six years of this period. The 

last two years alone accounted for 34~23 As in previous 

periode, Bri ti ah inve stment constat ed 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 inorease in 

British investment in Canada res~lted from an increaae in 

their holdings of Canadian securities. On the other hand, 

55% of the inorease in United States investment came about 

through a rise in other misoellaneous investments. The com­

position of this particular classification is indicated by 

table 3. 

Table 3. United States Miscellaneous Investment at the end of 1913 
(excluding insurance companies) 

(in thousands) 
Branéh companiea ( 450) 
Bri ti ah Columbia mille & lumber 
British Columbia mines 
Land deals in British Columbia 
Land deals in the Prairie provinces 
Lumber and mines in the PnsXrie provinces 
Theatrical enterprises 
Packing plants 
Agricultural implement distributing houses 
Miscellaneous industrial investments 
Purchase of city and town property 
Investment in the Maritime provinces 

$135,000 
71,000 
62,000 
60,000 
41,000 
10,500 
3,500 
6,750 
9,255 

12,200 
20,000 
14,125 

lè~5,330 

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

23. Viner, og. oit., p. 139. 
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During the f'irst 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 wo~J.ld do a 

great injustice to the facts to believe that this was the 

ratio in which these countriea provided Canada directly with 

real capital. An excellent iLLustration of this, as applied 

to a single industry, has bee~ given by C.K.Hobson. Although 

Canada borrowed overt75 million in Britain for railway con­

struction from 1901 to 1911 inèlusive, Canadian i:uports of 

railway bars and rails from Brita.in a"'!ounted to onlyJl.87 

million out of a total import of bars and rails of 14.85 

million. The difference, almost L3 million were imported 

mainly from the United States, although comparatively little 

capital was borrowed in that country. British exporta of 

other railroad equipment to Canada were equally sru.all as 
24 co::1pared wi th the arüount .o bt~ined in the United States. 

A more conclusive indication that Britàih and the 

United States did not provide Canada directly with real 

capital in the same ratio as they provided monetary capital 

1 s rev ealed by loo king at Canada' s curr-ent account. In 

avery culendar year from 1900 to 1913 inclusive, Canada 

had an expo:·t surplus on commodity trade \vith 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 largely in the form of import s from the United States 

24. C. K. Hobson, The Export of Capital (London:Constable, 
1914), p. 14. 
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that monetary capital raised in the United Kingdom entered 

Canada. During the fourteen year period, there was a 

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

States and of $302 million with the rest of the world. 25 

The process by which the United Kingdom indirectly 

exported real capital to Canada is wall illustrated by the 

following quotation: 

Canada is borrowing monay in London to finance 
her farmers, and with the capital borrowed in 
London, Canadian farmers are purchasing American 
macninery and the capital actually passes into 
Canada in this form. This means we have to re­
mit to the United States the capital we have 
lent to the Canadian farmer •. But the United 
States Jo not require to import much English 
produce. They need silk, however, and this 
they purchase. And we have now to settle with 
Japan. Japan takes payment for the silk sold 
in America in raw cotton from India, and India 
receives payment for her raw cotton in cotton 
piace goods from Lancashtre. Thus we export 
capital to

2
ganada by exporting Manchester goods 

to Bombay. 

This excerpt clearly inàicates 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 this feature 

of the capital inflow from 1900 to 1913 is that it stands in 

marked cont~st with the capital movement since World War Two. 

·rn the eleven years since the end of World War Two, there 

has been a net capital inflow of $2,592 million. Of this 

$2,887 million has come from the United States, while thBre 

25. Viner, op.cit., p. 282. 
26. Viner, op.cit., p. 280.(footnote7~ 



has been a net capital outflow to the United Kingdom and other 

sterling area countriea of $289 million and to the rest of 

the world of $6 million. During the same period,Canada had a 

cumulative current account deficit of $9,321 million with the 

United States. Of this amount $6,434 million was settled in 

the usual triangular fashion through net foreign exchange 

aarnings from the United Kingdom and the rest of the world. 27 

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.u 

World War One brought about a profound change in 

capital movements into Canada. New York replace4 ':fhe<.London 

market as the chief source of outside capital. In 1914, 

public offerings of Canadian securities in the United States 

amounted to merely $13.4 million. However, sinoe aocess to 

the British capital market was severed as a result 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 1noreas1ng 

extent, large1y to assist in financing the Canadian war effort. 

Canadian issues publicly oi'fered in New York in 1915 amounted 

to ~156 million, an inorease 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 borrowing was on government aocount, although 
28 

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

27. Canada,Dominion Bureau of Statistics, The Canadian BalaQDe 
of International Payments 1956, pp. 38-41. 

28. William O. Scrogga, 11 The American Investment in Canada", 
Foreign Affaira, Vol. xi (July,l933), p. 717. 
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to 1918 inclusive, total United States investment in Canada 

inoreased from $780 million to $1,630 million. There was 

also a small inorease 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 inorease of over 100%.
30 

A 

large proportion representa direct investment, for from 

1919 to 1926 inclusive, 364 more United States controlled 

companies were established in Canada. Direct investment also 

increased as a result of reinvestment of profits. While 

United States capital 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 reduction did not originate entirely 

in Britain, for from 1919 to 1924 the pound sterling was at .. 
a discount in terme of the Canadian dollar, and it was con­

sidered profitable for Canadians to repurchase sterling and 
. 32 

optional payment bonds sold originally in London. 

~9. 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. Ibid. 
32. Canada,Dominion Bureau of Statistics,~itish and Foreign 

Capital Invested in Canada and Canadian Capital Invested 
Abroad 1926-1936, p. 2. 
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The Dominion Bureau of Statistics estimated 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-residents. Of the total non-resident investment 

approximately 70% was portfolio and 30% was direct; ~ile 

88% of British investment and 56% of United States investment 

was portfolio. 33 It is interesting to note that although 

direct investment was still relatively a more important com­

ponent of United States investment than of British inveatment, 

it was no longer the largeat 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 loana. 

During the period from 1927 to 1930 inclusive, non­

resident inveatment increased by $1,611 million. Over 90% 

of the increase is accounted for by a riss in United States 

investment. Total direct investment increased by $645 million, 

portfolio investment by $931 million, and miscellaneous by 

$35 million.34 The early years of this period were character­

ized by rapid economie growth. As a result, foreign capital 

flowed to 'canada to share directly in the profits of the 

buoyant economy. In addition, Canadian industries a~d pro-

33. Canada, Dominion Bureau of Statistica, Canada 1 s Interna­
tional Investment Position 1926-1954, pp.74-77. 

34. Ibid. 
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vincial and municipal governments called on foreign capital 

to assist in financing their investment programmes. As 

usual, during periode of rapid growth, there was a deficit 

on current account. However, it would be misleading to call 

a deficit on current account an 11 unfavourable" balance of 

trade; for in Canada a deficit on current account is a fairly 

accurate indication of prosperity. K. W. Taylor constructed 

an index of prosperity for the period from 1872 to 1929 and 

found a high inverse correlation between a current account 

su.rplus 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 waa a decrease in United 

States direct investment.36 The decrease was not accompanied 

by a cessation in the establishment of branches and plants. 

Actually, the tariff policy adopted during the depression was 

eminently succeasful in enticing more American corporations 

to establish plants in Canada. In 1931, the Financial Post 

printed an article entitled, "Claim Tariff Bringa Canada 90 

New Plants; Government Points with Pride to Long List". 37 

Thus the diminution in United States direct investment must 

have occurred as a result of withdrawala and lesees substantially 

35· 

36. 

K. w. Taylor and H. Mitchell, Statistical Contribution to 
Canadian Economie History, Vol II (Toronto:Macmillan,l931) 
p. 3· 
Canada,Dominion Bureau of Statistics, Canada's International 
Investment Position 1926-1954, pp.74-77. 
Marshall, Southard and Taylor, op.cit., p. 275 
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in excess 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•, ~509 million and $290 

million represented decreases in United States 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 capital 

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, particularly food, raw materiala 

and munitions on the part of Britain. At the same time, of 

course, Britain had to divert resources from the production 

of export commoditiea 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 deficit 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 rapatria­

tien during the war amounted to about $300 million, approximàtely 

one-half arising from redemptions and the remainder from 

35. Canada,Dominion Bureau of Statistics, Canada's International 
Investment Position 1926-1954, pp.74-77. 

39. Canada, Dominion Bureau of Statistics, The Canadian Balance 
of International Payments 1226-1945, p. 14. 
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repurchases. In 1942, the Canadian parliament extended a 

$700 million loan and appropriated $1,000 million as a gift 

to Britain. During the succeeding war years Canada extended 

a further $2,175 million in ~utual Aid to the sterling area. 

Britain paid to the Canadian government in gold and United 
40 

States dollars an amount totalling ·?504 million. 

During the same period United States investment 

increased by i839 million. Slightly over half of this increase 

waa in the form of direct investment, and the largest part of 

this arose i'rom the reinvestment of earnings, rather than 

from direct inflows. Portfolio and miscellaneous investment 

increased by $416 million.
41 

The development of' the Canadian bond market ia 

graphically indicated by a comparison of the change in the 

external holdings ol' government securities during World Wars 

One and Two. From 1914 to 1918 inclusive, government securi­

tie s held abroad increased by over 90%, whereas, from 1940 to 

1945 

bonds 

inclusive, there was a 
4~-43 externally held. 

From 1946 to 1949 

slight reduction in government 

inclusive, non-resident investment 

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

resident investment was.account~d for almost entirely by ~ 

40. Ibid., p. 10. 
41. Canada, Dominion Bureau of Stati stics, Canada 1 s International 

Investment Position 1926-1954, pp. 74-75. 
42. Ibid. 

43. Frank A.Knox, Excura.~s i~ Canàdia.n-American IndustiT, 
Herbert Marshall, F1·ank a. Southard, Jr., Kenneth W. Taylor 
(New Haven:Yale University Press, 1936), 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 that of 

Britain and other countries. Although the total amount of 

portfolio investment remained stable over the period, there 

was soma change in ita composition. The most significant 

change waa an increase of almost $250 million in Dominion 

government securities held abroad which was balanced by 

decreaaes in foreign holding of ~Provincial and municipal 

securities and in those of public utilitiea. 44 

In 1950, the rate of increase of foreign investment 

in Canada was greatly accelerated. From 1950 to 1956 inclu­

sive, non-resident long-term inveatment increaaed from $7,963 

million to approximately $15,400 million or by about 93%. 

Total United States investment increased by about 97%, 

British by 56% and all other non-resident inveatment 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

sented a reinvestment of profit. More than 80% of the increase 

in direct investment was made by residents of the United States. 

The increase in portfolio and miscellameous investment from 

44. Canada,Dominion Bureau of Btatistioa, Canada's International 
Investment Position 1926-1954, pp. 74-79. 
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1950 to 1956 was about $2,120 million and represented an 

increase of almost 50%. Over one-third of the increaae 
' occurred in 1956 alone. The percentage share of the increase 

in portfolio investment attributable to United states resi­

dents was 67% as compared with 80~ of the direct investment. 45 

In order to summarize the two most aignificant 

changes which have taken place in non-resident investment, 

table 4 is presented. 

Table 4. 

Year 

1900 
1914 
1918 
1926 
1930 
1939 
1945 
1950 
1955 

Foreign 

U.K. 

1,050 
2,778 
2,729 
2,637 
2,766 
2,476 
1,750 
1,748 
2,347 

1':tEe Of 

CaEital Invested in Canada 
Year Ends 1200-1255 

(millions of dollars) 

Amounts Owned By 

% u. s. % Other 

85 168 14 14 
72 881 23 178 
60 1,630 36 177 
44 3,196 53 170 
36 4,660 61 188 
36 4,151 60 286 
25 4,990 70 352 
20 6,548 76 365 
17 10,289 77 832 

Non-Resident Investment 

at Selected 

Total 
% non-resident 

Investment 
1 1,232 
5 3,837 
4 4,536 
3 6,003 
3 7,614 
4 6,913 
5 7,092 
4 8,661 
6 13,468 

Direct Portfolio LU acellaneous 
Investments ~ Inv estments ~ In v e atm ent a ~ 'I'otal 

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 Position 1226-1254, pp.74-77. 
Canada,Dominion Bureau of Statistics, The Canadian 
Balance of International Pa:ïments 1256, pp. 48-49. 

45. Canada, Dominion Bureau of Statistics, The Canadian Balance 
of International Payments 1956, pp. 38-53. 
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In the first half of table 4, the decline in the importance 

of United Kingdom inv estment i s .clearly indicated. The 

second half of the table reveals the increasing importance 
\ 

of direct investment vis a vis portfolio investment. 

No mention has yet been made of Canada's external 

aesets. Probably the most concise way in which to.indicate 

the significance of theae assets is to compare Canada's per 

capita foreign investment position with that of the United 

States. As indicated in tabla five,Canada's external assets 

considered on a per capita basie compare most favourably 

with the world's foremoat creditor nation. However, the 
'); ·_ ~· 

distribution of these assets is considerably different. 

Tabl~. International Investment Position of Canada and 
the United States 

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

Assets 

Canada u. 
Direct Investment 107 
Portfolio Securi-

ti es 60 
Government Credits 134 
All Other, except 

gold 80 -
Sub total 381 

Gold Holdings 68 
Total 449 

s. 
108 

31 
95 

24 -
258 
133 
391 

Liabilities 
Canada 

434 

338 

111 

883 

883 

u. s. 
24 

40 

99 
163 

163 
Source: Canada, Dominion Bureau of Statistics, Canada's 

International Investment Position 1226-~, 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 is -a 
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debtor nation and the United States a crediter 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 ass~ts of the 

United States were $228 at the end of 1954. 

2. PROSPECTS FOR FUTURE CAPITAL MOVEMENTS 

A brief historical survey of foreign investment in 

Canada bas been given. But before turning to the central 

topi c of thi a the si a whi 'ch i a the consideration of the 

domestic priee and income affects 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 it may 

be a reasonably good academie exercise, it will lack all 

practical significance. 

In 1934, Canada became a net exporter of capital. 

As a result, it was not very long before several economiste 

bad aoncluded that this was a sign of Canada's economie 

maturity and that in the future Canada would depend lesa and 

lesa on capital importa. Two auch statements by reputable 

eaonomi at s will be quoted, by way of example: first, u It i s 

probable that capital importa are entirely a thing of the 

pa at "46 and second, urt i a very unlikely that the Dominions 

will ever again import capital on the saale wbich prevailed 

in the pa at. 1147 

46. Marshall, Southard and Taylor, op.cit., p.295. 
47. Wynne Plumptre, ••tfl.JL.~~t~!_Q_!"__l.?_Q.11t_~!_-~Q.4_ __ ~~<;>.n_O_IJ1_1_~ 

Development in the British Dominions. The Oan~d1an Journal 
of Economies and Polit1cal Science,Vol.III {November,l937) 
p. 497· 
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The authors of the first quotation above appear 

to have based their conclusions on the projection of a trend. 

Now, with the assistance of hindsight, it appears that the 

trend was the result of an abnormal situation, world depress­

ion, and thàtthe verdict drawn from the trend was consequently 

erroneoua. In contrast, Plumptre conaidered 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 affect on international investment and it may 

continue to have a great influence on the formmwhich 

investment is made. However, to consider that, because 
. 

creditera have been disappointed in the past,they shall 

henceforth be unwilling to make any significant amount of 

investment in the future, seems overly pessimi stic. 

Plumptre, in the same article, criticizes Viner for 

believing that it was necessary to explain the increasing 

value of Canadian exporta during the 1900 to 1913 period 

which Viner did in a chapter entitled the 11 Restrict1ve Effect 

of Capital Borrowings on Export s 11
• Plumptre states that: 

Surely this movement of export values, together with 
new discoveries and innovations was the root of the 
whole.matter. Capital importa came in to take ad­
vantage of new opportunities associated directly or 
indirectly with the expansion of exporta in the 
expectation that exporta would continue to grow. 
Had the value of exporta decre~sed the import of 
capital would have disappeared. 48 

Since foreign trade is so important to Can~ian 

prosperity, Plumptre'a argument that exporta must go on 

48. Ibid., p. 492. 



increasing if capital importa ara to continue seeme very 

reasonable. It was probably the great depression from 

-23-

1929 to·l933 which, by drastically reducing Can~ exporta, 

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 bad defaulted on 

a great many loans, a pessimistic view concerning future 

investment in Ca?ada might be warranted. Canadian credit, 

however, suffered much lees than that of other borrowing 

countries. For instance, in 1932 the only new rorete;n l.êSl.l~~ 

publicly sold in the United Stateà were Canadian. 49 

The two statemant s, previ ously qtroted, concerning 

capital importa, have been considered in arder to see if 

they were prompted by factors which might be instrumental 

in stemm1ng the flow of capital to Canada in the future. 

~.Jiarahall, Sauthard and Taylor seemed to consider the cess-

ation of net capital import as a sign of economie maturity. 

But in viaw of subsequent events it seems more reaaonabla 

to ascribe the reversal in the capital movement during the 

thirties,to the decline in Canadian exporta which temporarily 

eliminated the opportunities for profit. Since that time 

Canada haa imported an anormous amount of capital, parti­

cularly during the period from 1950 to 1956. Thus, it is 

not unwarranted to consider the question ot 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,l933), 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 economie 

development may reflect itself in a nation's balance of 

international payments. 5° Crowther sets out six stages of 

a nation's development and the corresponding balance of 

payments situations. Although he indicates that there a~e 

only six different balance payments situations, he likens 

national development to Shakespeare' s sevan ages of man. 51 

Shakespeare's last stage of a man's astate, "second child-

ishness, and mere oblivion, sans teeth, sans eyes, sans taste, 

sans everything 11
, Crowther states might correspond to a 

mature crediter nation which might be so overwhelmed by the 

calamities of war that it reverts to the statua of a debtor-

borrower. He says that his account is purely schematic and 

that actual figures to prove that a nation has regularly 

progressed through the various stages are not available. 

Nevertheless, consideration of the changes in Canada's balance 

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

51. Stephen Leacock has also indicated the similarity between 
the development of man and that of the state •. In' All Right, 
Mr. Roosevelt, Oxford Pamphlets on World Affaira No. C.l 
(Toronto:Oxford University Press, 1939), p. 34, he states 
that: 11 The infancy of a nation apelle an adverse balance, 
from the efforts made on i ts behalf: just as human infancy 
means an adverse balance of care and kisses. And if a 
nation turne old, so old that its efforts ·end, and it site 
still and lives on its investments abroad, its feet in 
warm water and 1 t s gruel at i ta aide, - then that again 
leaves the adverse balance, for the gruel. Thus in the 
life of trade as in the life of man, do youth and age con­
trast, and age presents its sorry parody of second 
childhood. 
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ot payments over the years, in the tramework auggeated by 

Crowther, might be useful in coming to some conclusion about 
' the behaviour of the capital account in the future. A table 

which Crowther presents may be helpful in considering the 

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

Tab~, Types of Balances of Payments 

A-

B-

0-

D-

E-

Balance of Trade 
Visible and Invisible 

+ • Favourable 

- • Unfavourable 

Cl aas 

Immature Debtor-. 
Borrowers 

Mature Debtor-
Barrow ers + 

Debtor-Lenders & 
Debtor-Repayera + + 
Immature Crediter-

Lenders + 
Mature Creditor-

Lenders 

Interest and Capital 
Dividende Movement 

+ = J.\iet Receipt + = Borrowing 
(or accepting 

payment) 
- • Net Payment - • Lending 

(or repaying) 

+ 

.... + 

+ 
+ 

F- Creditor-Borrowers ~ ~ 

(Two symbole signify a larger payment 
than one) 

Source: Geoffrey Crowther, Balances and Imbalances of Payments 
(Norwood:Plimpton.Press, 1957), p.54. 

As will be noticed three sete of terme are used to 

describe the different stages: debtor or crediter, borrower 

or lender and immature and mature. Debtor or crediter statua 

is determined by whether a nation's balance of international 

indebtedness is negative or positive. A test (although not 



strictly accurate) of debtor or crediter statua is whether 

or not a country pays more or lesa interest and dividende to 

non-residents than it receives from them. Borrower or 

lender statua ia determined by whether or not the capital 

account of a nation's balance or international payments ia 

positive or negative. Be»rower or lender indicates wbether a 

country is on balance importing or exporting capital during 

a particular tnterval of time. In contrast, debtor or 

credi tor indicates vrhether a country in the past has on 

balance been a borrower or lender. The distinction between 

an immature 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) is negative,and 

in the second case it is positive •• In both cases, the current 

account is passive; but in the case of the mature debtor­

borrower, the net importation of capital is not in excess 

of the deficit of interest and dividende. 

It will be noticed by referring to table 1 that 

according to Orowther'a classification, Canada during the 

twentieth century has been in class A, an immature debtor­

borrower for twenty-one years; in claas B, a mature debtor­

borrower for eleven years; and in class C, a debtor-lender 

or debtor-repayer for twenty-five yeara. There bas certainly 

not been a regular evolution from class A to higher classes 

in the way in which ShaKespeare described the ages of man. 

Canada seems to have passed back and forth indiscriminately 

between ,.the infant mewling and puking in the nurse' s arma", 



Table 7. Canada's Balance of Payments 1900-1956 (a) 

Balance of Trade Balance of Capi ta1 
Visible & Invisible Interest & • Borrowing 

(excluding intereat Dividende _: Lending 
Year and di vidends) ( Repaying) Class 

1900 -5 -32 37 A 
1901 12 -34 22 B 
1902 7 -34 27 B 
1903 -34 -36 70 A 
1904 -53 -39 92 A 
1905 -41 -42 83 A 
1906 -66 -46 112 A 
1907 -132 -51 183 A 
1908 -60 -71 131 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 -208 -127 c 
1927 206 -216 10 B 
1928 197 -229 32 B 
1929 -50 -261 311 A 
1930 -48 -289 337 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 -lOO c 
1939 375 -249 -126 c 
1940 410 -261 -149 c 
1941 717 -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) 

Year 

1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 

Balance of Trade 
Visible & Invisible 

(excluding interest 
and di vidends} 

605 
322 
706 
484 
50 

-182 
432 

-204 
-156 
-375 
-982 

Balance of 
Interest & 
Dividende 

-242 
-273 
-255 
-307 
-384 
-335 
-268 
-239 
-276 
-323 
-390 

Capital 
= Borrowing = Lending 

( Repayi ng) · 

-363 
-49 
-451 

. -177 
334 
517 

-164 
443 
432 
698 
1372 

Cl aas 

c 
c 
c 
c 
B 
A 
c 
A 
A 
A 
A 

Source: Frank A. Knox, Excursus to Herbert Marshall, Frank 
A. Southard,Jr., and Kenneth W. Taylor, Canadian­
American Industry (New Haven:Yale University Press, 
1936), pp. 314-318. 
Canada, Dominion Bureau of Statiatics, The Canadian 
Balance of International Paymenta 1926-1948, pp. 154-
158. 
Canada, Dominion Bureau of Statistics, The Canadian 
Balance of International Payments 1956, p. 38. 

(a) From 1900-1925 there are large differences between the 
estimated current account balance and the eatimated capi~ 
acoount balance. It is asaumed 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 uaing 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 iA the se 
years indicated a net out flow of capital while the capital 
account balance revealed a net inflow of capital 
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_.the whinlng schoolboy, wi'th his satchel, and shining morning 

face, creeping llke snail unwilllng to school, 11 and "the 

lover sighing like furnace with a woeful ballad made to his 

mistress' eyebrow". 

At first, it appears as if the movement from one 

class to another has occurred at random. However, more 

careful consideration revéals that to a large extent Canada's 

balance of payments fell lnto category C when disruptive 

forces were prevalent in the world economy. Of the twenty­

five years in which Canada was in dlass C, nina were during 

world wars, five were during difflcult transitional years 

from war to peace, and six were during the 1930's when commerce 

throughout the w.orld was depressed. The only years in whlch 

auch an explanatlon does not appear applicable are those from 

1923 to 1926, and 1952. 52 

A consideration 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 tlme. Hie 

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

52. The outflow of capital ln 1952 waa largely of a short­
term equalizing nature. It resulted from a large inflow 
of long-term capital which continued in spite of the current 
account surplus that developed. The current account surplus 
probably al so stemmed from an unusual occurrance. In 1952, 
there waa a dramatic change of the terme of trade in 
Canada'e favour. The priee index of bath exporta and 
importa declined but the decline in import priee wae sig­
nificantly the greater and as a result there was an 
improvement of 13% in the terme cor trade. 



sufficiently long economie h1story 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 claas A or B, an immature or mature 

debtor-borrower and that generally when Canada was in clasa 

C, a debtor-lender, this was 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 wara and severedepression are not normal 

phenomena. However, it is Canada's role in the future 

which is of more interest. There is no possibility of 

projecting a trend, for no trend in the balance of payments 

has been revealed. Thus, in order to make some estimate 

about the future, probably the beat 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 1 s becoming an important net exporter of 

capital for many years to come. Canada ha a vast mineral 

resources yet untapped and bountiful supplies of energy 

yet unharnessed. Capital is very definitely a scarcer 

factor compared with the wealth of natural resourcea in 
\ Canada, vis a vis the United States and many other nations. 

Consequently, during normal times capital ia 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 an enormous appetite 

for Canadian raw materials. This demand resulta in an 

inflow of direct investment from the United States; the 

main purpose of which is to supply the United States 

market. The number and quanti ty of raw materials required 

by the United States economy may increase as the United 

States gradually depletes its ow~ 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 steel companies have been instru­

mental in setting up the Iron Ore Company of Canada and 

have invested a large amount of money in the Quebec­

Labrador region. 

It, therefore, appears warranted ta assume that 

Canada i s not likely ta be come a net exporter of capital 

within the next decade or sa. Consequently, a study 

emphasizing the affects which different types of capital 

inflow have upon priees and incomes, may have soma practi­

cal significance. However, as implied in the argument 

above, this i s contingent upon the avold ance of di eruptive 

influences on trade, auch as wars and seve.re depressions. 
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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 is necessary t? examine the affect of a foreign 

exchange transaction on the Canadian monay supply. Mr. Ooyne, 

the Governor of the Bank of Oanada,claims that there will be 

no change in the monay supply as long as the central bank or 

government does not enter the foreign exchange market. He 

states that, 11 Since avery import of foreign currency must be 

exchanged for Canadian dollars out of the existing supply in 

private banks, it is evident that borrowing abroad does not 

expand the total supply of monay in Canada. 11 1 

For this statement to be strictly accurate the total 

supply of monay must be defined as currency outside the banks 

and all current and savings deposits. If the chartered banks 

have excess reserves, a qualification is also neceasary. 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. Ooyne, in replying to a question by Mr. MacEachen about 
the affect of capital inflowa on the monay supply stated: 
11 Somebody else, the buyer of the United States funds, ha.d. to 
give up bank deposita 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 avery 
person who increases his bank deposit in Canada there will be 
somebody else who decreasea his bank deposit in Canada by 
having to pay for tho se funda. 11 

Canada, Canadian Parliamentary Oommittee on Bankfng and 
Commerce Proceedinga 1955 ... 56,' PP• 385 .. 8(i. -. 
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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 is an increase in the Canadian 

monay supply. For instance, if a Canadian took foreign ex­

change to a chartered bank, the bank would give him the 

Canadian dollar equivalent of thi a sum, ei ther by credi ting 

his account or by giving him Canadian currency. In either 

case, at that moment the Canadian monay supply has been in­

creased. The Canadian monay supply will be diminished if 

the chartered bank selle the additional foreign exchange; 

for the buyer's account will be debited or the currency in 

his hands will be reduced. However, the chartered banks may 

decide to alter their holdings of foreign exchange. If they 

increase their holdings of foreign exchange, the Canadian 

monay supply is increased; while a reduction in their foreign 

exchange holdings meana a decrease in the Canadian monay 

supply. 

The Canadian monay supply can only be increased 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 if it increases its_holdinge of 

foreign exchange, it muet undertake a compeneating transac­

tion. This compeneating transaction may take the form of a 

sale of securities or of calling a loan. In the case, where 
• 

there are no excess cash reserves, the increase in Canadian 

bank deposite created to pay for the foreign exchange ia 
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cancelled by the decrease in bank deposits as a result of the 

sale of securities to the public or the repayment of a loan. 

Since, in 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 monay supply through purchases of foreign ex­

change. 2 The banks oould not sell a significant amount of 

foreign exchange, consequently reducing the Canadian monay 

supply, without reducing their 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 

securities or make loans, there would be an increase in the 

Canadian monay 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. 3 

Thus, the activity of the chartered banks in the foreign ex­

change market, probably does not have any significant affect 

on the Canadian monay supply. 

Even if the central bank, the exchange fund account 

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

exchange market, the monay 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.l6. 

Out lina 



result of a foreign exchange transaction. The monay supply 

will be affected if a depositor of the Bank of Canada, a 

foreign central bank, the International Monetary Fund or the 

International Bank for Reconstruction and Development, buys 

or sella 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 foreign exchange, the Canadian money supply is increased. 

If the Canadian funds are deposited with a chartered bank, the 

banking system will have excess 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 

to hold deposits with the Bank of Canada offered foreign ex­

change for Canadian dollars and deposited them with the 

central bank, the Canadian monay supply would decrease. If 

the Bank of Canada took no offsetting action, a decrease in 

the cash reserves of the chartered banks might necessitate a 

contraction in their deposits. However, any increase (decrease) 

in the money supply stemming from a decrease (increase) in the 

leval of the deposits with the Bank of Canada would only be a 

temporary aberation. That is unless the Bank of Canada approves 

of the initial change and the resulting alteration in deposits 
/ 

following from the change in the cash reserves of the chartered 

banka. If the Bank of Canada does not desire any change in 

the monay supply, it will engage in open-market operations or 

will shift government deposits to counteract the change. 

The Canadian 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 
4. 

was a decrease of ~56.7 million in uctober, 1951. There-

fore, the Bank of Canada probably has little difficulty in 

taking compensating action to prevent a change in the monay 

supply originating from this source. 

Mr. Coyne' s statement that the Canadian monay 

aupply will not be affected by capital movementa as long as 

the central bank or exchange fund account does not enter 

the foreign exchange market ia an over simplification. How­

ever, since chartered bank holdings of foreign exchange and 

other deposita 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 Canadian money supply if 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 subject to the preceding qualifi­

cations do not alter the Canadian monay supply. HoweveP, the 

4. Canada, Bank of Canada, Statistical Summary, Financial 
SupplementL ~~ PP• 5-9· 



-37-

velocity of circulation of monay probably is affected and it 

is through this variable that capital movements transmit their 

impulses .to Canadian incomes and priees. This is in marked 

contrast to the gold standard which focused attention on 

changes in the monay supply· as the factor which brought about 

a new equilibrium. 

2. THE STABILITY OF THE FOREIGN EXCHANGE MARKET 

The affect whioh a foreign exchange transaction has 

on the Canadian monay supply has been studied. It is·now 

necessary to consider what affect changes in the exchange 

rate have on the balance of payments. Essentially, 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 priee will reduce excess supply or 

a rise in priee will raduoe axcass damand. The condition for 

stability in the foreign exchange market is the same. There 

is stability in a foreign exohange market if a depreciation 

of ourrenoy A reduoes the excess demand of holders of currency 

A for foreign exchange or if an appreciation of currenoy A 

reduces the excess supply of foreign exchange which is seeking 

currency A. 

The stability condition probably would be olearer 

if consideration were given to a particular market, for in­

stance, the market for Canadian and United States dollars. 

The exchange rate like any ether priee is merely a ratio. 

However, there is a difference in that the exohange 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 priee. However, 

it is mainly a matter of convention which way an exchange 

rate is stated. In the United Kingdom, the exchange rate is 

quoted as the amount of foreign currency required to purchase 

a British pound. Whereas, in Canada, the exchange rate is 

usually expressed as the amount of Canadian monay required 

ta purchase a unit of foreign currency. The exchange rate of 

99 for the United States dollar means that a United 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 priee of United States 

dollar in Canadian currency along the vertical axis. 

stability 

D 
E.R. 

s 
Figure 

Figure 1 a) indicates a situation ~n which there is 

s 
8 

E.R. 

D 

D 

1 a) u.s. $ 1 b) u. s. $ 

in the foreign exchange market. The depreciation of the 

Canadian dollar, which is·represented by an upward movement 

in the diagram, reduces excess demand for United States-- dollars 
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or an appreciation of the Canadian dollar reduces the excess 

supply of United States dollars demand1ng Canadian dollars. 

In figure 1 b), exchange rates corresponding to A and C are 

stable but B i s unatable. 

Claaaical and neo-claaaical economiste generally 

avoided considering that fluctuating exchange rates and indeed 

that priee affects in general, might be inherently unatable. 

That ia a depreciating currency, or falling domeatic priees 

because of a gold outflow, might increase rather than reduce 

a current account deficit. During the interwar period, the 

poaaibility that flexible exchange rates might be unstable 

waa widely diacuased. 5 Interest in this topic was apar.ked 

by empirical etudies which revealed that priee elaaticities 

of demand were much smaller than generally asaumed and by 

the rather unaatisfactory resulte of depreciation experianced 
6 

by certain countries. 

If aupply elasticitias are aasumed to be infinite, 

the requirement for stability, conaidaring only two countriea 

is that the sum of the two priee elasticities of demand for 

importa should excaed unity. 7 If the sum ia lees than unit~ 

5. One of the first articles in which the conditions for 
stability was clearly developed was C.F.Bickerdike, "The ..._ 
Instabili ty of Foreign Ex change," Economie Journal, Vol. xxx 
(March, 1920), PP• 118-122. 

6. Lloyd A. Metzler, 11 The Theory of International Trade", 
Survey of Contemporary Economif~,Vol. I, ad. Howard a. Ellis 
(Philadelphia: Blakiaton, 1948 , pp. 223-224. 

7. This is atrictly accurate only when the current account is 
initially balanced. If trade ia unbalanced, this critical 
value becomes greater or lesa than unity according to 
whether the value of importa ia greater or lees than the 
value of exporta. 
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the current account balance will become more passive in the 

country whose currency depreciates; while,if the sum is equal 

to unity,the current account will remain unchanged. These 

resulte are evident when a numerical example is considered. 

Let it be assumed that the Canadian priee elasticity of 

demand for United States importa is greater than unity, while 

the United States pri ce el asti city of demand for Canadian 

exporta is zero. Depreciation of the Canadian dollar by tan 

per cent resulte in the same percentage rise in the priee of 

importa from the United States. The total outlay for United 

States importa will decline as a result of the rise in priee, 

eince the elasticity of demand wae assumed to be greater than 

unity. Therefore, current expenditures of United States 

dollars will decline by more than tan par cent. While if the 

United States demand elasticity for Canadian exporte is zero, 

the current receipts of United States dollars will fall by 

ten petn cent. Thus, the Canadian current account balance will 

become more active, if the sum of the two priee elasticities 

of demand for importa is greater than unity. 

A more general condition for exchange stability for 
8 

two countriee has been developed by Joan Robinson. The 

change in the trade balance, assuming initially that the value 

of exporta equals the value of importe bas been calculated to 

equal, 
k {er( 1 + nh) 
(---­
(er -\ nh 

8. Joan Robinson, Essay a in Theory of Employment (Oxford: 
Blackwell, 1947), p. 142. 
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In this expression, k is the proportional depreciation of the 

home currency; and x, the total value of exporta in the home 

currency, which is assumed equal to the value of importa. 

The priee elasticity of demand for importa 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 stability in the foreign exchange market 

is that the expression within the large brackets must be 

positive; for exchange stability requires that depreciation 

should make the depreciating country•.s 1 balance of payments 

more active. lO 

Since all the elasticities involved in the more 

general condition for exchange stability have not been meas­

ured,it will be necessary to consider the condition for 

stability, when the supply elasticities 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 priee elasticity of demand for importa from 

the rest of the world is-1.34 and that the foreign priee 

elasticity of demand for exporta "·:o:f ... Canadianc.goods is-.35, 

making a sum of-1.69. Of the nineteen countries for which 

Chang made estimates Canada ranke second according to the 

sum of the two elasticities. 11 Malach instead of measuring 

9. The priee elasticities of demand in the formula are taken 
to be equal to -~ 

10. For a diagramatic approach see Donald Bailey ~arsh, World 
Trade and Investment (New York:Harcourt Brace,l951), 
pp. 204-206. 

11. Tse Chua Chang, 11 A Statistical Note on World Demand for 
Exporta" ,Review. of Economies and Statistics,Vol.xxx 
(May, 1948), p. 107. 
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the priee elasticity of demand for aggregate Canadian exporta 

has reoently caloulated the elasticity for four important 

export commodities. The resulta were wheat -2.49 or -13.56, 

newsprint -.65.9~ -1.69, woodpulp -.76 or -2.50 and iron 

ore -120.59 or -162.37. The two values result because of 

different assumptions conoarning the elasticity of supply.l2 

Thus, it would appear that Chang's astimate of -.35 for the 

priee elasticity of demand for Canadian exporta might be 

rather low. 

Since the sum of the two priee elasticities of 

demand probably is, at leaat, -1.69, the exchange market 

should be stable. Fluctuations in the exchange rate in re­

epense to capital movements will be part of the mechanism 

of adjustment. An appreciation of the Canadian dollar 

stemming from a capital inflow should increase the import 

surplus or reduce an export surplus. 

3. TYPES OF CAPITAL MOVE.114ENTS 

As different types of capital movements are likely 

to have varying impacts on incomes and priees, it will be 

imper~tive to make soma general division, so that each type 

can be studied separately. The general classification, 

which is often employed divides foreign investment into 

direct, portfolio, and miscellaneous. In differentiating 

between direct and portfolio investment the primary criter­

ion is control. In arder to be classified as direct 

12. Vernon w. Malach, "Elasticity of Demand for Canadian,-E.xports", 
Rev1ew of Economies and Stat1 stiQ.§.,VOl. xxxix (February, 1957}, 
P• 27 • 
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investment, control does not have to be actually exercised; 

it is upon potential as well as actual control that the 

classification resta. 13 All concerna, in which more than 

fifty per cent of the voting stock is held in one country 

outside Canada are included in this category. If a firm is 

known to be controlled outside Canada, even though lesa 

than fifty per cent of the stock is held in one country 

abroad, it is also included. 14 Unincorporated branches of 

foreign cowpanies also belong in this category. In 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. 15 

In enterprises which are controlled abroad or which could 

be controlled abroad, all security holdings and not just 

equity stock is clasaified as direct investment in statis­

tics of Canadian international indebtedness. However, in 

the capital account of the Canadian balance of payments, 

only equity stock is conaidered as direct. In addition, 

direct investment in the balance of payments does not in­

elude earnings which have been retained in the business; 

although they are, of course, included in statistics of 

international indebtedness. 16 

The fundamental characteristic of portfolio 

investment is that it is considered to be undertaken only 

13. Canada,Dominion Bureau of Statistics, Canada 1 s InterQa-
tional Investment Position 1926-1954, p.21. 

14. Ibid., p.24. 
15. Ibid., p.24. 
16. Canada, Dominion Bureau of Statistics, The Canadian Balance 

of International ~enta in the Post-War Years 1946-1952, 
p.as. 
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for the returns which it will yield and not for control as 

well. Portfolio investments are typically 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 established as Canadian companies with 

funds predominantly owned in the United States. Binee 

these companies are cohtrolled in the United States, the 

investment could have been classified as direct. However, 

the Dominion Bureau of Stat1stics decided 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 closely akin to 

portfolio investment. It includes private investment com­

panies, other investments held through Canadian nominees, 

mortgages, soma astates and trusts, and non-corporate real 

eetate holdings.l9 

It is intended to employ the classification of 

direct investment given above; but, instead of portfolio and 

miscellaneous investment, the finer and,in most instances, 

the self explanatory division of the capital account of the 

Canadian balance of payments will be utilized. Consideration 

will be given to the various types of foreign investment in 

the order in wbich they appear in the capital account. 

17. 

18. Ibid., 
19. Ibid., 

Canada's Interna­
p. 21. 



-45-

CHAPTER THREE 

PRICE AND INC.OlilE EFF'ECTS OF 
DIRECT ÎliV:tî:S'l'llllEÈh' . ' · . 

1. DIRECT .. fN'VEST.MENT IN CANADA 

It will only be the short-run affects of the 

varioua types of capital movements which this atudy will 

attempt to analyse. The short-run, l~arshall has defined as 

the period during which, "people take the stock of appli­

anoes as practically fixed. •• 1 In conaidering direct 

inveatment, the ahort-run will be aasumed to be the interval 

between the initiation and completion of the investment 

project. The short-run defined in this fashion may encom­

pass a considerable period of time. By utilizing this 

definition, a serious difficulty is evaded in that 

consideration doea not have to be given to the goods and 

services which the new investment will produce. Only the 

affecta on the exchange rate, on importa and exporta and 

domestic spending have to be taken into account. 

It is recognized that the short-run may be of auch 

limited duration that a consideration of it is not worth 

while. However, if the type of direct investment being 

undertaken by residents of the United States is contemplated, 

it is 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, Principlea of Economies, 5th ed. {London: 
Macmillan, 1907), pp. 373-374. 
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direct investment on the initiative of residents of the 

United States. This net inflow of United States direct 

investment 

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

Petroleum Mining Pulp & Paper All Total Return 
Industry Industry Industry Others Gross of 

In flow Capital 

1946 2 20 41 63 25 
1947 12 2 11 41 66 8 
1948 23 5 14 37 79 18 
1949 59 10 3 42 114 30 
1950 116 30 9 88 243 43 
1951 140 37 31 101 309 39 
1952 178 98 7 81 364 45 
1953 172 104 1 106 383 37 
1954 187 66 23 74 350 62 
1955 195 60 35 133 423 117 
1956 --~ 62 33 _ill_ 480 71 

1312 474 187 901 2874 495 ---
source: Canada, Dominion Bureau of Statistics, The Canadian 

Balance of International PaYments 1256, p.21. 

of $2,379 million accounts for 88% of the total inflow of 

direct investment from 1946 to 1956 inclusive. 2 As can 

be sean 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 in production for a year or possibly longer. 

some of the investment may never increase supply because a 

certain amount may be devoted to unsuccessful exploration. 

Thus,to confine the discussion to 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 1256, pp. 38-39. 

Net 
In flow 

38 
58 
61 
84 

200 
270 
319 
346 
288 
306 
402 

2379 
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significant period of time. 

The first item in the capital account is direct 

investment in Canada. This is an extremely important com­

ponent of the capital account. From 1946 to 1949 inclusive, 

the average annual inflow amounted to $66.5 million. In 

1950, there was a very significant increase and from 1950 to 

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

by residents of 

united States United Kingdom Other Total 

1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
19!54 
1955 
1956 

38 
58 
61 
84 

200 
270 
319 
346 
288 
306 
409 

2379 

& Sterling Area Countries 

2 
3 

10 
13 
19 
30 
15 
45 
75 
68 

114 
394 

-3 
3 
9 

12 
35 
29 
43 
72 

200 

40 
61 
71 
94 

222 
309 
346 
426 
392 
417 
595 

2973 

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

1956 the average annual inflow has been $377 million. As 

indicated by table 9, direct inveatment by non-residents 

other than thoae of the United States, in recent years, 

has assumed greater importance. In 1956, 31% of the direct 

investment inflow was provided by residents of countries 

outside North America. 

The chief ways in which direct investment is under-

taken are: 

1. By non-residents purchasing controlling interest or-



2. 

the as sets of a Canadian company, or more stock 

previously held by Canadians of a company which 

already controlled abroad. 

By non-residents establi shing in Canada a new 

enterprise,or by extending the operations of an 

old investment. 

(a) by purchasing Canadian dollars and buying 

Canadian machinery, mat erial s, and other 

factors of production. 
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is 

{b) by purchasing machinery and materials abroad 

and shipping them to Canada. 

(c) by a combination of method (a) and (b). 

(i) Type One Direct Inveatment 

As previoualy outlined, this type of direct 

investment takes the form of aecurity purchaaes by non­

residents who obtain, or extend, foreign control of a Cana­

dian company. Inatee.d of' buying the stock of a Canadian 

company, part or all of its assets might be purchased. The 

affects on the Canadian economy are similar whether the 

atock~or the assets are purchased. There will be an increase 

in the demand for Canadian dollars because of this capital 

movement. Conaequently, the Canadian dollar will tend to 

appreciate. This will atimulate importa and discourage 

exporta. Thus there will be a tendency for Canadian incomes 

and priees to decline. This tendency may be partially or 

fully offset by an increaae in spending out of the proceeds 

received by Canadians from the sale of the aecurities or 
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assets to non-residents. Since this type of direct invest­

ment is essentially similar to the purchase of outstanding 

Canadian securities,a more detailed consideration of its 

affects will be deferred until later. What will be said 

subsequently about the purchase of outstanding Canadian 

securi ties will apply to this type of direct inve.stment. 

The fundamental difference ~etween type one and type two, 

with its three subdivisions, is that one does not initially 

result in any new real investment taking place in Canada, 

whereas two does. 

(ii) Type Two (a) Direct Investment 

If direct investment is undertaken in this way, 

the parent firm buys Canadian dollars which are used to 

establish or extend a plant in Canada by purchasing Canadian 

machinery, materials and other factors of production. There 

will be an inareased demand for Canadian dollars equal to 

the amount of type two (a) direct investment which is under­

taken. Since it is austomary for the exchange rate in 

Canada to be quoted as the amount of Canadian ourrency 

required to buy a unit of foreign currency, the inareased 

demand for Canadian dollars will be shown in a foreign 

exchange diagram às a shift in the supply schedule of 

foreign exchange. In the following diagram.the hori.zontal 

axis is shown in terme of United States dollars since 

United States direct investment is dominant. The schedule 

marked DD and SS in figuri 2, are the demand and supply 

schedules for and of United States dollars. 
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These schedules reflect only foreign exchange requirementa 

for importa and exporta of goods and services. It is assumed 

that the initial exchange rate is o a and that exporta of 

good and services are equal to importa. Then there is an 

inflow of direct investment and as a result the supply 

achedule of United States dollars shi~ts to the right by the 

United States dollar equivalent of the Canadian dollars 

required. If there were no movement of ahort-term capital 

induced, the exchange rate would have to fall ta o c. It 

the exchange rate did fall to o c, the real transfer 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, 11 Canada 1 s Capital Inflow 

).946-53 11
, International Monetary Fund Staff Papers, Vol.4,1954-

55, p. 219 states that: The rate of ex change haa tended to move 
in responae to the balance on current and long-term capital 
account; theae movements of the rate have in turn .œed 
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 exohange rate from 1951 to 1956 

inclusive was -t.so. 4 Although this is not a good correlation, 

it is muoh higher tban between the exohange rate and ourrent 

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

rate and long-term capital movements of only -,il9. 

Sinoe short-term capital movements have been so 

important, more elastic short-run sohedules have been drawn 

in figure 2 in order to reflect their cushioning effect. 

Thue, the new exohange rate will be o b and it is determined 

by the intersection of the sohedules marked dd and s' s' • As 

a result importa will inorease and exporta decrease, as shown 

in the figure; • Howev er, all of the real transfer i s not 

oonsummated by the exohange rate movement. The remaining 

adjustment probably resulta largely from the inoome effeot 

whioh will shift the demand sohedule DD for United States 

dollars to import good and services to the right. In addi­

tion, there may be other priee affects baside the change in 

exohange rate. The priee of Canadian goods may rise in 

terme of Canadian ourrency as well as foreign currenoy and 

assist in bringing about the real transfer. The classioal 

4. The short-term capital movements have been oonsidered to 
be trade in outstanding issues of Canadian and foreign 
seourities,ohange in Canadian dollar holding of foreigners, 
change in official holdings of gold and foreign exohange and 
other capital movements. The equation of the lina of regress­
ion between the ex change rate and short-t erm oapi tal move­
ments is E.R.•.0042 x+ 98.2 where x is the short-term 
capital movement in millions of dollars. Thus, a fall in 
the exohange rate by one Canadian cent will tend on the 
average to produce an outflow of $238 million. 
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theory of the mechanism of adjustment stressed the rise in 

the borrowing countries priees in terms of its own currency. 

The, priee affect of the exchange rate movement under the 

gold standard was insignificant since the exchange rate 

could only fluctu.ate within the narrow gold points which 

were determined by the oost of transporting gold. 

It is now necessary to indicate why there should 

be an increase in income and in domestic priees. The classi­

cal theory of the mechanism of adjustment stressed gold 

mov amants; and, bec au se of adherence to the quanti ty the ory, 

this meant increased priees in the country which reoeived 

the capital inflow. It bas already been indicated that with 

a flexible exchange rate there probably will be no ebange in 

the monay supply. Thus any inorease in domestic priees 

probably will stem from inoome affects. 

There will be an inorease in domastio spending 

equal to the inflow of type two (a) direct investment assum­

ing that it does not displaoe domestic investment, However, 

as a result of the appreciation of the Canadian dollar, 

oaused by the capital inflow, importa will be encouraged and 

exporta discouraged. If there is no change in the marginal 

propensity to save, the inorease in importa will be at the 

expanse of an equal amount of domestic spending. It would 

appear that the net inoome generating force is equal to the 

amount of the direct investment minus the inorease in importe 

and decrease in exporta. However, this does not take into 

account any possible influence which the short-term capital 
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outflow has on domestic spending. 

Therefore, it is neceasary to conaider who under­

takes the short-term capital movements. The ahort-term 

capital movements which have been most reaponsive to movement 

in the exchange rate are other capital movements. This is 

indicated in graph 1. When the Canadian dollar apprèciates 

there tends to be an outflow of capital. The increaaed 

demand for foreign exchange cauaed by the outflow of capità. 

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 changea 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 initiated mainly 

by corporations engaged in international trade. When the 

Canadian dollar appreciates, Canadian corporations which are 

large importera probably accelerate their payments to non­

residents. Other Canadian corporations which sell in foreign 

markets probably will permit their holdings or foreign 

exchange to increase in the hope that they will be able to 

convert on more favourable terme in the future. Foreign 

corporations conducting business in Canada probably will 

respond in the opposite fashion. They will lag their payments 

to Canadians and draw down their Canadian dollar balances. 

such activities tend to minimize the exchange rate fluctuations 
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which occur in response to a change in demand.5 

The question which must be answered is whether 

the Canadian companies which reduce their Canadian dollar 

holdings in response to the appreciation of the Canadian 

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 foreign exchange holdings in response to 

the appreciation of the Canadian dollar probably have 

sufficient Canadian dollar balances so that auch action does 

not impinge on their domestic spending. However, the spec­

ulation is not necessarily initiated by Canadian corporations. 

The short-term capital outflow may occur as a result of 

foreign corporations lagging their payments to Canadian 

corporations. The Canadian companies that find their accounts 

receivable due from non-residents increasing may not be in 

a strong cash position. They may have to restrict their 

domestic expendi ture s. Unless the Canadian bu sine ases 

whose accounts receivable have increased at the expanse of 
" . q their cash position are operated on a hand-to-mouth basie, 

the reduction in spending induced by the short-term capital 

out flow i s probably small compared wi th the amount of the 

outflow. There is good reason to presume that a Canadian 

corporation will speculate on the exchange rate only.if it 

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

5. Sidney A. Shepherd, Foreign Exchange in Canada (Toronto: 
University of Toronto Press, 1953}, pp. 31-32. 
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the reduction in domestic apending in response to the short­

term capital outflow may vary inversely with the proportion 

of the outflow undertaken by Canadian companiea. For the 

years 1950-1952 inclusive, the international accounts 

receivable and payable were published separately.Tl:ra changes(mill­

·i'onaof$) in accounts receivable were -21, -6 and -38 and in 

accounts payable 't 207, 1"103 and -231 for 1950 to 1952 
6 respectively. A minus sign indicates an outflow of capital 

which is a decrease in accounts payable or an increase in 

accounts receivable. In 1952, when the Canadian dollar was 

at a premium, Canadian corporations accelerated their pay­

ments to non-residents to a much greater extent than non­

residents decalerated their payments to Canadians. Therefora, 

since Canadian companiea provide a large part of the short­

term capital movements the affect on Canadian spending is 

probably smaller than if this were not the case. 

Only short-term capital movements undertaken by 

businesses have been considered. 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 their Canadian assets. There 

are also cogent reasons to expect that these ahort-term 

capital movements will not affect domestic spending signifi­

cantly. However, since the short-term capital movements 

§. Canada, Dominion Bureau of Statistics, The Canadian 
Balance of International Payments in the Post-War Years 
1946-1952, p. 49. -
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initiated by the non-business seotors of the eoonomy are 

' probably small vis a vis those initiated by the business 

seotor, they will be dealt with only ouraori)..y. It is 

quite oonoeivable that the inoreased holding of foreign 

assets does not affect domestio spending at all. The foreign 

assets may be purohased with a bank balance which otherwise 

mmght not be used. Similarly, the non-resident who reduoes 

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 expanse of a purohase of 

a new Canadian security. This does not mean the Canadian 

expenditure will be reduoed by the amount of the short-term 

capital outflow for another buyer for the new Canadian 

seourity oan doubtlessly be found. However, the preference 

' for foreign assets vis a vis domestio, oaused by the appre-

ciation of the Canadian dollar will tend to cause the priee 

of Canadian securities to fall. This will raise the rate 

of intereat and thus have a deflationary affect. This 

effect is not likely to be very significant. Therefore, it 

seems justifiable to oonclude that as a result of a short­

term equilibrating outflow of capital the reduction in 

domestio spending will be only a small proportion of that 

out flow. 

Having oonsidered some of the possible affects of 

the short-term capital outflow, whioh is induced by the inflow 

of type two (a) direct investment, it ie now possible to 



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 importa and 
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the decrease in exporta caused by the resulting exchange rate 

.üovement be represe~1teJ by di, dllli., and dX respectively and 

tlle short terra ca_)itel o 0\1' T'ill er:ual di- (dM-+dX). Let 

the fracti:::mal reduction in domestic expenditure as a result 

of the short-term capital outflow be k. The net income 

gener·ating torce will be: 

di - { dM+dX) -k {di - ( dM-tdX) )) == ( 1-k) · df - Ç ( 1-k)dX)+ ( 1-k)dMJ 
= ( 1-k) ~di- ~ dX i- dM)) 

Obviously, if there is no short-term capital out­

flow stimulated or if the short-terrn capital outflow resulta 

in an equal decrease in domestic expenditures, there will be 

no net eff'ect on income. Renee, there i s pro bably no change 

in the general priee level. The 9rice of capital goods will 

probably rise but a compensating fall in other priees will 

occur. Since (1-k) tdi-(dX+ dM) ~- is probably greater than 

zero,national income will rise initially by that &nount. In 

subsequent income periode, the level of spending will tend 

to be higher than 1 t otherwi se would be by a constantly 

diminishing amount as dsscribed by multiplier analyais. 

Part of the increase in income over time will drain away 

in the f~rm of importa which will assist in complet-

ing the real transfer. Metzler states that, 11 While sorne 

differences of opinion still exsist concerning the role of 

induced investment, the concl~sion of most economiste seems 
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to be that, except under unusual conditions, the adjustment 

of a country' a balance of payments by means of income move­

ment s i s likely to be incO<üplete."7 Und er a system of fixed 

exchange rates the net increase in income may be equal to 

that part of the direct investment inflow which does not 

initially enter the country in the form of goods and ser­

vices.· The exchange fund account will provide the additional 

Canadian dollars if the exchange rate reaches the pegged 

buying rate for foreign exchange. With a freely fluctuating 

exchange rate, the initial income affect probably will be 

less than the &~ount of the real transfer not yet completed. 

The difference is the decrease in spending caused by the 

short~term capital outflow induced by the direct investment 

inflow. Exchange rate expectations may be di sappointed if 

there is not a significant ano~nt of induced inveatment to 

rein force the income ef:t'ect stimulated by the initial net 

increase in spending. 

If the gestation period of the investment were 

known and if the income period had been determined as a 

certain value in calendar time, it would be possible to 

obtain soma idea about the extent of the inflationary affect 

as 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 considered. Munzer concluded that a ch~nge in national 

7. Lloyd A. M.etzler, 11 The 'fheory of International Trade, 11 

A Survey of Contemporary Economies, Vol.I, ed. Howard s. 
Ellis (Homewood: Irwin, 1956), PP• 219-220. 
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1ncome in 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 ~ilunzer' s article he states that, nit i s 

difficult to conceive of any 11 typeu 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, Chang decides 

th at, non the average i t appears that the time lag i s about 
10 one quarter. tt 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 period was two 'months. 11 Machlup estlmated 
12 

the:.,interval as about three months. Villard concluded that 
13 

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. 14 . Marsh states that, 11 It· i s 

8. E.Munzer, "Export s and National In come in Canada11
, Canadian 

Journal of Economies and Political Science, Vol. xi (February 
1945), p. 35· 

9. Tse-Chun Chang, "A Nota on Exporta and National Income in 
Canada11 ,Canadian Journal of Economies and Political Science, 
Vol. xiii (May,l947), p. 279. 

10. Ibid., p. 279-280 
11. John Maurice Clark, Economies of Planning Public Works 

(Washington:l935), p. 87. 
12. Fritz Machlup, 11Per1od Analysis and Multiplier Theory", 

~arterly Journal of Economies, Vol.LIV (November,l939) p.lO. 
13. Henry H. Villard, Deficit Spending and the National Income 

(New York: Farrar,l941), p. 256. 
14. James w. Angell, Investment and Business Cycles (New York: 

McGraw-Hill, 1941), p. 145. 
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hard to say just how long an income period i s, but the most 

popular eatimate is three months." 15 
. 

Let it be assumed that a.n $8 million project re-

quires a year to complete and that $2 million in Canadian 

funds are purchased quarterly in the foreign exchange market 

and immediately spent to purchase domestic factors. Also let 

it be assumed that as a result of the quarterly foreign 

exchange transaction, the increase in importa and decrease in 

exporta 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 affect of this net 

increase in spending, the marginal propensity to consume 

domestic goods will be assumed to be one half. 

·Figurü. Multiplier Effects of Type 2a Direct Investment 

Period 

I 
1 1 
2 1 
3 1 
4 1 
5· 
6 

II 

.5 
·5 
·5 
·5 

III 

.25 

.25 

.25 
·.25 

;rncome Recipient 

IV 

.125 

.125 

.125 

v 

.0625 

.0625 

VI 

Increase 
in Demand 

1 ) 

l.5 )) 6.125 
1.75 
1.875 ) 

·9375 
• 03125 • 46875 

Even if the real transfer were completed within 

a year with the assistance of income and domestic priee. 

affects, there would be only an additional increase in importa 

15. Donald Bailey Marsh, World Trade and Investment (New York: 
Harcourt, Brace,l951), pp. 240-241. 
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of $4 million while the inarease in demand generated during 

the year would be $6.125 million, as shawn 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 investment must be considered, and if it is 

successful the increased supply 0f goods and services will 

offset this increment in demand. In the short-run, the net 

increase in spending with its multiplier affects 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 

inve stment. 

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 busine·sses experiencing the 

increase in demand. It will also depend upon the business­

man's expectations. If the increase in demand is expected 

ta be only temporary,there may be no increase in investment. 

Instead,the existing capital may just be used more inten­

sively. However, in general, large captial movements coeur 

when an economy is booming because this is the kind of 

economy which by offering favourable profit opportunities 

attracts foreign capital. The Canadian economy has been very 

buoyant and axpectations ao rosy that ,1.n general, the problem 

facing the government and central bank has been how to check 



investment expenditures. Therefore, tne net increase in 

spending produced by the direct investment probably has 

stimulated a large increase in accelerator investment. 

Consequently, the increase in income over time probably has 

been f~ larger than indicated by multiplier analysis. 

Assuming that there was full employment initially,there will 

be an upward pressure on Canadian priees. 

Multiplier and accelerator analysis undoubtedly 

portray the economy in a far too mechanistic fashion. Such 

analysis does not take into account qualitative differences 

in spending which may be as important if not more important 

than the quantitative differences. In affect, the multiplier 

and accelerator consider only business men who are managers 

of circular flow businesses. However, since much direct 

investment qualifies as an innovation under Schumpeter's 

fourth category, tt The conquest of a new source of supply of 

raw materials or half manufactured goods11
, i t will probably 

have repercussions of a considerable magnitude ayen in the 

limiting case where there is no initial net inoresae in 
16 

spending. There are numeroua examplea of this type of direct 

investment, for instance, the Quebec-Labrado• iron ore develop­

ment and the western oil industry. 17 Now the appearance of 

e:atrepreneurial ac.tivi ty on auch a scala re sul ts in the swarm-

16. 

17. 

Joseph •· Schumpeter, The Theory of Economie Development 
(Cambridge:Harvard University Press,. 1951), p. 66. 

Il t R.A.Rad&ord,in an article entitled Canada s Capital Inflow 
l946-53,Internat1onal Monetary Funâ Staff Papers, Vol.IV. 
ll954-55); p.230 states that: The contribution of foreign 
private capital to the Canadian economy has been augŒanted 
by its concentration in risk-bearing ventures. Such in­
vestments are typically associated with the introduction 
of new products and techniques. 
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like appearance of new enterprise. The reason for this is, 

11Exclusively 'because the appearance of one or a few entre-

preneurs facilitates the appearance of more, in ever-increas­

ing num'bers." 18 

In addition, to stimulating more entreprenurial 

activity direct investment which is dynamic in nature will 

produce a secondary wave of investment. For example, direct 

investment which exploits an iron ore or uranium deposit 

pro'ba'bly will 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 in an isolated part of the 

country,it is necessary to construct roads and railways link­

ing it with the outside world. Therefore, multiplier and 

accelerator analysis does not reveal the extent of the rise 

in money income and the inflationary pressures engendered. 

Such analysis is strictly appropriate only for an economy 

which is growing in the sense that present operations are 

'being expanded. When the direct investment representa a 

significant shift in the activities of the econo~y,~he 

inflationary pressure propagated will 'be much greater than 

indicated 'by mechanical relationships. 

The limiting case in which no short-term capital 

outflow is induced as a result of the affect of the direct 

investment inflow on the exchange rate will 'be considered. 

Thus the increase in importa and decrease in exporta caused 

'by the appreciation o1' the Canadian dollar will equal the 

18. Sehumpe:tiiu:·-~~, op. ci t., p. 228. 
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direct investment inflow. If the increased spending on 

importa is entirely at the expanse of domestic spending, 

there will be no multiplier affects on income. However, if 

a state of full employment exists,how doea the new direct 

investment obtain the adaitional factors and the materiala 

which it requirea? As a result of the decrease in exporta 

and increase in importa, some factors will be freed. There 

ia, however, no reason to expect that the factors freed will 

be the exact ones desired. Even if by soma amazing coinèi­

dence this happened to occur,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 from their present employment and 

to provide some incentive to encourage liberated factors 

to moYe. The most important factor required is probably 

labour. By bidding up wage rates, the new direct investment 

will increase incomes and may set off a wage-price spiral. 

Galbraith has introduced a concept called counter-

•ai11ng power. He claims that this power complements and 

in some parts of the aconomy replaces the restraints on 

power to set priees exercised by competition. Of these 

restraints he says: 

They were nurtured by the same process of concen-

tration which impaired or destroyed competition. But 

they appeared not on the same aide of the market but 

on the opposite aide, not with competitors but with 

customers or suppliera. 19 

19. John Kenneth Galbraith, American Capitalism, the Concept 
of Countervailing Power (Boston:Houghton M1fflin,l952), 
p. 118. 
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This power 1s considered to exercise effective restraint 

on priees in normal conditions but when inflationary forces 

are strong it may be inoperative. When management 1s able 

to pass on additional oost to their customers in the form 

of higher priees with li tt le de crea se in their volume of 

sales, there is little incentive to resist union demanda. 

Profits may suffer but little,if management surrenders to 

union demands;while a strike means a complete loss during 

its duration. 20 The concept of countervailing power is 

mentioned because,if it is applicable to our economy,the 

wage-price spiral is probably a serious threat. Therefore, 

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 Canadians correaponding to any 

given leval of monay income. It is generally thought that 

the proportion of income saved tends to rise with a rise in 

real income. Therefore, as the Canadian dollar appreciates, 

the amount spent on gooœand services out of a given monay 

income will fall. 21 The Canadian priee elasticity of demànd 

20. Ibid~, p. 138. 
21. Svend Laursen and Lloyd A. Metzler, 11 Flexible Exchange 

Rates and the Theory of Er.aployment "., The Review of 
Economies and Statistics, Vol. xxxii (November, 1950), 
p. 286. 
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for importa Chang estimated to be -1.34. 22 Therefore, when 

the Canadian dollar appreciates, the priees of United States 

goods decline in terme of Canadian dollars and since·the 

demand is slightly elastic more income will be spent on 

United States goods. If a larger proportion of any given 

level of money income is saved,the proportion spent on 

domestic goods must decline. !t is difficult to assess the 

importance of this factor. However, since the movement of 

the exchange rate bas not been great and the priee elasticity 

of demand for importa is not large, the deorease in the pro­

portion spent in Canada is probably insignificant. 23 This 

factor will not be mentioned subsequently but will be assumed 

to be a tacit qualification of the analysis. 

If direct investment is considered from a total 

instead of a marginal outlook, the inoome generating and 

inflationary affects may appear to be greater. It has already 

been suggested that the direct investment inflow probably 

raises the marginal efficienoy of capital sohedule for firms 

engaged in complementary activitiea. However, it is possible 

that direct investment of a dynamic nature may pervade the 

22. Tse Chu.n Chang, "A Statistical Note on World Demand for 
Exportst1

, Review of Economies and Stati stics, Vol. xxx 
(May, 1948), p •. 107. 
Murray Kemp in a privately oirculated paper entitled, 
••ra the Importation of Capital Inflationary?" states 
that: 11The resulting temporary improvement in the terme 
of trade implies a temporary increase of real income 
and if current versions of the consu;nption function are 
accepted a decrease in consumption expenditure out of a 
given monay income. Too much importance should not be 
attached to this consideration but, for what it is 
worth, it reinforces our conclusion that the temporary 
deflation will be greater than the ultimate deflatio~. 11 
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whole economy by stimulating a rise in expectations. The 

buoyancy of the Canadian econo.:ny from 1946 to 1949 certainly 

cannet be attributed to the inflJw of direct investment for 

it was unimportant during this perioâ+ In ether words, direct 

inv.estment may have be:.m an induced rather than an auto-

nomous factor in the domestic ex9an8ion 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 191}9, the deferred demand and the high liquidity 

bred by the wa:r., may have be6n subsiding by 1950. The marked 

acceleration in the direct investment inf'low might have 

provided an important stimulant for the economy. In addition 

to the increase in the inflow, there was a significant shift 

of direct irivestment into the extractive industries. From 

1946 to 1949, 35% of the United States direct investment was 

in the extractive industries while from 1950 to 1956 the 
24 

percentage was 66. Much of this increased inflow was in 

· response to the needs of the United States economy. Therefore, 

direct investment might. have been a very important factor 

in stimulating Canadian e:royrth, rather than bein3 a camp 

follower of that growth. 

(iii) Type Two (b) Direct Investment 

Type two (b) direct investment cornes about by non­

residents establishing in Canada a new plant, or by extend-

ing the operations of an old investment through purchasing 

24. This is revealed in Table 8, p.46. 
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machinery and materials abroad and shipping them to Canada. 

Such a transaction will not have any initial influence on 

the exchange rate, on Canadian inoome or priees. In the 

current account of the balance of paymenta, the machinery 

and materials will be recorded as importa and this will be 

offset by an entry of the same amount in the capital account 

as direct investment in Canada. When it is said that this 

type of investment is initially neutral with respect to 

Canadian income and priees, the assumption that is made is 

that it has not displaced domestic investment. If domestic 

investment is displaced the 1nflow of real capital would 

be deflationary. It will be aasumed that the direct invest­

ment does not interfere initially with domeatic investment. 

It is difficult to conceive how an investment can 

be established without employing sorne domestic factors, but 

brief consideration will be given to thi a extrema case. 

There is no initial increaae in apending but this ia not a 

suff1c1ent reaaon for concluding that there will be no 

affect on incomes and priees. Although there is no quanti­

tative impâlae transmitted to the Canadian economy,there may 

be an impact through its qualitative characteristica. If 

the direct inv eatrnent i s of a path-breaking nature, i t may 

stimulate more investment to which the multiplier and 

accelerator analysis can be applied. For this type of 

direct investment to have no influence on incomes and priees 

it must take place in a circular flow business. 

Probably no investment project can be established 
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without utilizing some Canadian factors. Since it bas been 

assumed that this type of direct investment consi st s 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 ahipment of machinery and materiala 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 aelling 

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 increaae in the Canadian monay 

supply if a chartered bank creates credit in favour of the 
. 

company undertaking the direct investment without calling 

any outstanding loans or reducing other asaets. In 1955, 

the chartered banks did permit their holdings of treaaury 

bills to dimin1sh. 25 As a result of an agreement with the 

Bank of Canada,the chartered banks will maintain their 

liquid assets (cash, treasury bills, day-to-day loans) at 

15% of their total deposit liabilities. Therefore, the 

banks now have little ecope for increasing their loans by 

reducing thei,r liquid assets. During the latter half of 

25. Canada, Bank of Canada, Statistical Summar~ Financial 
Supplement 1956, p. 24. 
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1955 and during 1956, the major way in which the demand for 

commercial loans were met was through the chartered bank 

sales of government securities. In 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 resulta in a 

liquidation of deposits and when the bank makes loans to 

its customers the depoaits are recreated. The deposits 

destroyed àre probably inactive depoaits. The deposits 

created are very defintely active. Conaequently, although 

the total deposits remain the same, the proportion in active 

circulation is increased. This means that the velocity of 

circulation of monay has increased or the monay supply has 

increased depending upon the definition of the monay supply. 

If the funds put at the disposal of the direct 

investor represent voluntary new saving, there will be no 

increase in income and no upward pressure on pricea. 27 

However, if the investment had not been made,there might 

have been a deflationary affect. If, on the other hand, 

the funds obtained by the direct investor are not offset 

by new voluntary savings,there will be an increaee in incomes 

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

will be spent on importa. 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 
statement 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 pPessure. 
There is 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, 
28 a transfer problem in reverse is created. 

The portion of the Canadian financing which i s not 

offset by new voluntary saving will increase income over 

time in the multiplier fashion. Assuming that the capital 

to output ratios are the same in the industries experiencing 

the decrease in demand, as a result of the voluntary saving, 

as those experiencing the increase, .it will only be the net 

increase in spending which will produoe accelerator 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 long as the capital to out­

put ratio is higher in the industries where demand has 

increased as opposed to those in which it has fallen,there 

probably will be soma investment induced. If the investment 

can be classified as a Schumpeterian innovation, other 

investmant expenditures may be stimulated. Consequently, 

monay incomes and priees may still be given an upward thrust 

even in the case where all the Canadian financing is offset 

by new voluntary saving. · 

There can be little doubt that most direct invest-

ment , ;project s, even when a large amount of the investment 

representa 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, International Economies 
(Homewood:Irwin, 1953), P• 354. 
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undertaking had been borne by Canadians. In order to import 

the capital equipment from abroad, it would be necessary to 

bid up the priee of foreign exchange. This would tend to 

increase exporta and decrease importa and thus.increase 

domestic income and add to inflationary pressures. The only 

way in which a Canadian controlled company could carry out 

the investment without it being any more inflationary than 

if undertaken by a non-resident as direct investment, would 

be for the Canadian company to float an issue of bonds in 

_New York. These funds could then be used to import real 

capital. The inflationary affect on exporte and importe of 

an increase in the demand for foreign exchange would be 

avoided. 

This can be shown in a foreign exchange diagram 

which will ignore short-term capital movements. The Canadian 
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corporation which does not obtain foreign financing-will 

cause the demand schedule to ahift by the value of the capital 

equipment required. This is ahown in figure 4 (a) where the 
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initial demand schedule shifts from DD to nlnland the ex-

9hange rate rises from OA to OD. The volume of normal 

import s from the ·.;ait ed Stnte s V1i 11 fall and export s will 

increase in response to the depreciation of the Canadian 

dollar, as shown in Figur·e 4a .. The difference between 

exporta and imports will be equal to the capital equipment • 
.. 

Although·no foreign exchange transaction takes place if the 

Canadian corporat~~ borrows the funds abroad to pay for 

the capital equip~ent, it can be thought of in terme of a 

foreign ex change diagra.m. It i s as though the ·aupply and 

demand schedules shift simultaneoualy by the value of the 

capital equipment, as shown in figure 4 (b). · Consequently, 

there will be no change in the exchange rate or exporta or 

importa other than capital equipment. This is merely a 

diagramatic illustration of how much more inflationary 

domestic financing is,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 

case no increa·sa in ince>me and exert no pressure on domestic 

priees. 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 priees may rise even though the 

direct investment itself does not have any multiplier and 

acoelerator affects. The more dynamic the investment and 

the greater the amount of Canadian finanoing which is not 

oounterbalanced by new voluntary saving the greater 
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the inoreaae in inaomea and priees in Canada. 

(iv) Type Two (a) Direct Investment 

Direct investment of type two (a) i s a combina­

ti on of types two (a) and (b} and is probably more nearly 

representative of actual non-resident direct investment in 

Canada. Soma funds provided from abroad, some machinery 

and materials shipped to Canada from abroad, and soma funds 

obtained in danada are the components of this type of 

direct investment. The impact on the Canadian economy of 

each of the ways in which direct investment is undertaken 

has already been considered. Consequently, only a brief 

summary will be made at this time. 

The smaller the proportion of the direct invest­

ment that entera Canada initially in the form of machinery 

and materials, the larger will be the rise in Canadian 

incomes and priees, other things being equal. The larger 

the amount of Canadian :tinancial participation obtained by 

the direct investor, the greater will be the impact on the 

Canadian eoonomy. The sm aller 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 s~ending caused by the short­

tarrn capital outflow, induced by the appreciation of the 

Canadian dollar, the greater the net increase in spending. 

Finally, the more dynamic the investment is, the greater 

the upward push on Canadian inoomes and priees. 

There can be little doubt that the income and 
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domestic priee affecta of most direct 1nvestment 1nflows 

are suff'ic1ent to complete the real transfer. Further 

appreciation of the Canadian dollar is probably not 

necesaary to convert any part of the direct investment 

inflow which initially is balanced by an outflow of short­

tarrn capital into any inflow of real goods and services. 

The income affect of the direct investment will cause the 

demand schedule for foreign exchange to shift positively. 

This will tend to cause the short-tarm capital outflow 

to be drawn down. The higher Canadian priees also will 

produce an increasa in the demand for foreign exchange 

because cheaper foreign gooda will be substituted for more 

expansive domestic gooda. 

2. DIRECT INVESTMENT ABROAD 

Canadian direct investment abroad is the next item 

in the capital account of the Canadian balance of payments. 

As indicatad in tabla lO,from 1947 to 1950 inclusive, 

Canadians on balance wera reducing their direct inveatment 

in the United States. Canadian direct inveatment in the 

Sterling area increased slightly during this period, but 

the decrease in Canadian direct investment in the United 

States more than counterbalanced the increaae. The largest 

decreasa in Canadian direct inveatment in the United States 

occurred in 1950. Of the total decrease of $41 million, 

$37 million occurred in the second and third quartera of 

that year. 29 Thi a would appear to indicate that i t waa to 

29. Canada, Dominion Bureau of Statiatics,The Canadian Balance 
of International Payments in the Post-War Years 1246·1952. 
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 Are a 

1946 -7 -10 3 -14 
1947 6 -3 3 6 
1948 15 -2 
1949 16 -3 
1950 41 -4 

2 15 
0 13 

-1 36 
1951 -4 -6 -10 -20 
1952 -42 -19 -16 -77 
1953 -33 -22 
1954 -46 -23 

-8 -63 
-12 -81 

1955 -56 -9 -9 -74 
1956 -77 -27 -6 -llO 

---
-187 -128 -.54 -369 

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

a large extent a speculative withdrawal. From September 

20, 1949 until September 30, 1950, the Canadian dollar was 

at a ten percent discount in terme of the United States 

dollar. 30 As it 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 $425 million. 

Init1ally, it will be assumed that direct invest-

ment abroad is not made at the expanse of domest1c investment. 

If the investment is made by buying foreign exchange and 

purchasing foreign factors, the Canadian dollar will tend 

to depreciate. Since exporta will be encouraged and importa 

30. Canada, Bank of Canada, Statistical Summary Financial 
Supplement 1954, p. 59· 
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discouraged, domestic incomes and priees will tend to rise. 

As a result of the cushioning affect of private traders, the 

initial exchange rate movement probably will not be suffi­

oient to stimulate the real transfar of goodsand services 

to the foreign country. The direct investment may raiae 

incomes abroad which will assist in completing the real 

transfer. In àddition, there may be a small increase in 

domestic spending as a result of any short-term capital 

inflow induced by the depreciation of the Canadian dollar. 

Canadian corporations probably will be inclined to lag 

their payment to non-residents and to reduce their holdings 

of foreign exchange, if the Canadian dollar is considered 

abnormally cheap. Foreign corporations may lead their 

payments to Canadians and allow their Canadian dollar hold­

ings to increase. Since Canadian businesses will be more 

liquid, they may increase their expenditurea. This affect 

is probably insignificant. 

If instead the direct investment consista of the 

shipment of Canadian machinery and equipment abroad, the 

full impact on incomes and priees will be felt immediately. 

Whereas, in the case where the funds are spent abroad, the 

total affect will be experienced at once only if there is 

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 oppoaed. 

If incomes rose abroad as a result of the direct investment, 

the real transfer would be assisted. However, the rise in 
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1ncomes abroad wh1ch ass1sùthe real transfer m1ght only 

neutral1ze the r1se in domest1c incomes wh1ch oppose the 

real transfer. In this situation the exchange rate expect­

ationa of private traders probably would be disappointed; 

for the Canadian dollar would have to depreciate further to 

bring aoout the real transfer. Therefore, dollar for dollar, 

direct investment made by shipping Canadian equipment abroad 

will be more inflationary at least in the short-mn than if 

foreign exchange is purchased and the equipment bought 

abroad. 

It was assumed that direct investment abroad was 

not made at the expanse of domestic investment. Howaver, 

there m1ght be soma addi tional 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 h1gher than it 

' otherwise would be. In the absence of the direct investment 

outflow, there might be more domestic investment because of 

a lower rate of interest. If the Canadian dollar depreciated 

and if a short-term capital inflow was induced, this affect 

might be .c:Jartially of'rset. The fall in the exchange value 

of the Canadian dollar,if it was considered temporary,would 

' ' increase the attractiveness of Canadian securities vis a vis 

foreign securities. The priee 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 expanse of domestic investment. 
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However, if the fund s have been obtained through corporate 

saving it is 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 

spen4ing would be equal to the marginal propensity to con­

sume multip]ad by the reduction in the dividend payment. 

If the direct investment took the form of an export of 

Oanadian machinery, domestic spending would be increased 

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. 

~0 as a result of the export of Oanadian machinery and 
NŒO dD the decrease in income over time would be equal to 1-MPC 

as a result of the reduction in dividend payments. The net 

increase in income over time would equal~r~~C- ~~~~g • dD~ 
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 

decreaae in domestic income. This would be so if the margi-

nal propensity to consume of those who would have received 

the dividend is greater than the proportion of direct 

investment which initially resulta in an increase in exporta 

and decrease in importa. 31 Therefore, under theae assump­

tions, it is possible that the real tranafer may be aas1sted 

31. This assumes that the decrease in importa resulta in an 
equivalent increase in domestic spending. 
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by a decline in domestic incomes and priees. 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 seep back to 

the Canadian economy in the form of increased export s. This 

will tend to offset the possible deflationary effect. 

Finally, it will be assumed that direct investment 

abrbad is at the expense of an equal amount of dome2tic in­

vestment. If the direct investment abroad takes the form of an 

export of Canadien capital equipment, the decrease in domestic 

spending will be entirely counterbalanced by an increase in 

domestic spending. Therefore, direct investment will be neutral 

with respect to Canadian incomes and priees. If the direct in­

vestment is undertalcen by obtaininc~ roreie;n exchange and pur­

chasing foreign equipment, there will be a deflationary affect 

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 incomea and priees. The deflationary ef ·act may be 

offset to sorne extent by the increase in exporta caused by 

higher incomes in the country in which the direct investment 

is made. 

Direct inveAtment abroad may be deflationary, neutral, 

or inr'latio;;.ary, depcnding or. the aasïl:lptions m.a.de. The greater the 

export content of the investment, the gr(.;ater the probability that 

it will be inflationary. 'J.'he grec.ter tpe proportion of the di:ï."'ect 

inve~tment o~tflow which resulta in a short-term capital inflow, 

the greater the probability that it will be deflationary. 



QHAPTER FOUR 

PHICE ~;n INCOU:E EF.FEG'i.'S OF TRADE IN 
CANADIAN AND FOREIGN SECURITIES 

1. CANADIAN SECURITIES 

(i) Trade in Outstanding Issues 
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Following direct investment in the capital account 

of the Canadian balance of payments is portfolio investment 

and mi scellaneous inve straent. The se capital movement a are 

classified into several categories; the first is trade in 

outstanding Canadian securities. Between 1946 and 1956 

inclusive there has been a net capital 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 
1951 20 -16 34 38 
1952 -104 - 3 13 - 94 
1953 - 80 27 22 - 31 
1954 21 42 63 
1955 -,f$7 26 14 - 27 
1956 41 83 83 207 ---

440 24 213 677 -- ---
Source: Canada, Dominion Bureau of Statistics, The Canadian 

Balance of International Payments 1956a PP• 38-41 

undoubtedly it was primarily the result of specu.lation on 

the part of residents of the United states. Over 80% of the 
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capital inflow from the United States took place in the 

third quarter of 1950 when st-'eculation concerning the 

appreciation of the Canadian dollar reached its height. 1 

From 1951 to 1956,there haa been a net capital 

inflow of $156 million. Unlike most other capital move-

mente, 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 ~o ~138 million and by non-residents other 

than those of the Jnited States and the sterling area of 

~G08 million. In contrast, residents of the United States 

from 1951 to 1956 were net sellera of outstanding Canadian 

securities to the extent of $190 million. In 1952 alone, 

residents of the United States reduced their holdings of 

Canadian securities by iil04 million. In th.e third quarter 

of that year,the average noon exchange rate was 96.33 

(Canadian cents for a United States dollar) and the outflow 

" 2 
of capital amounted to ~51 million. It would thus appear 

that this represented a speculative outflow which moderated 

the appreciation of the Canadian dollar in response to the 

long-term capital inflow and the current account surplus. 

Capital movements of this nature are often class1-

fied as short-term because of their responaiveness to changes 

------------------------------------------------------------~---' 
1~ Canada, Dominion Bureau of Statistics, The Canadian Balance 

of International Payments...1n.._the Fost-War Years,l946+1952, 
p. 104. 

2. Ibid. 
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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 response 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 Canadlan 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 sales or 

purchases of outstanding Canadian ôonds and debentures and 

the. interest differentiai on long term Canadian and American 

government bonds of comparable maturity. The later co­

efficient of correlation is only + .14. 

As has been indicated,trading in outstanding 

Canadian securities may be induced as a result of exchange 

rate movement; however, there is probably some that is 

autonomous in nature. It is an inflow of capital which has 

not been induced as a reault of expectation concerning the 

exchange rate which will be considered here. The increased 

demand for outstanding Canadian securities by non-residents 

will mean that the priee of the Canadian dollar will be bid 

up. The appreciation of the Canadian dollar will encourage 

importa and discourage exporta. However, it is most im-

probable that the exchange rate will move sufficiently for 

3. R. A. Rad ford, 11 Canada 1 s Capital In flow, 1946-53", Inter­
national Monetary Fund,Staff Papers Vol.4, 1954-55, p.218. 
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the real transfer to be accomplished by this type of priee 

affect. If there is no change in the marginal propensity 

to save, the increase in importa will be at the expense 

of spending on domestic goods. Thus the sum of the increase 

in importe and decrease in exporta will represent the de­

crease in spending resulting from the transaction. This 

assumas that the short-term outflow of capital which part­

ially offsets the increased demand for Canadian dollars doas 

not cause a decrease in domestic spanding. This aasumption 

may be realistic in that it is probably the large corpora­

tions which cushion the axchange rate by leading tha~r 

payments and increasing their United States dollar balances 

in response to an appreciation of the Canadian dollar. 

The reduction in their Canadian dollar balances probably 

consista of a reduction in their precautionary and specu­

lative balances and may not alter their domestic spending 

to any significant extent. 

The seller of the Canadian security has an equiva­

lent amount of Canadian dollars. Tnus, it is now neoessary 

to know what he is likely to do with his increased holdings 

of Canadian dollars. If he buys a new security,all of the 

funds may be spent. If he buys an outstanding Canadian 

security, then it is necessary to determina what the seller 

of the second security will do with the proceeds. Bloomfield 

concluded that nat foreign purchases of American securities 

from 1934 until 1939 did not lead to income disbursements 



in United States to any significant extent. 4 However, the 

conditions prevailing in Canada since the war are very 

different from thoee in the United States during the 

'thirties'. IDherefore, it is quite conceivable that a 

sizable proportion of the proceeds may have entered the in-

come stream through consumption expenditure or new investment. 

If dM is the increase in importa and dX is the 

decrease in exporte induced by the change in the exchange 

rate caused by the purchase of the Canadian security for 

di Canadian dollars, then there will be a deflationary 

affect if dM~dX is greater than the proportion of the 
di 

proceeds of the sale of the security which entera the 

income stream.· This assumes that the marginal propensity 

to save remains unchanged and the equilibrating outflow of 

short-term capital does not result in a reduction in dornes-

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

di - (dM~ dX). Therefore, if as a result of this outflow, 

spending on domestic goods is reduced by k ( di - (dM-t dX)), 

there will be a decrease in income if dM+ dX-t k { di - (dM-t-dX) ) 
di 

is greater than the proportion of the proceeds from the sale 

of the security which entera the income stream. 

There doea not appear to be any compelling reason 

for concluding that the decrease in spending resulting from 

the purchase of an outstanding Canadian security by a non-

4. Arthur Vining Bloomfield, Capital Importa and the American 
Balance of Payments~~ (Chicago:University of Chicago 
Press, 1950), p. 272. 



resident 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 fasnion would create a multiple increase in 

incarne over time. It might also increase income by stim­

ulating soma accelerator investment. Part of the increase 

in income would drain away in the form of increased importa. 

The completion of the real transfer would also be assisted 

by the increase in domestic priees caused by the increase 

in income, assuming full employment. Therefore, without 

any further change in the exchange rate, it is possible 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 

that there will be a net decrease in spending. 

probable 

The mul ti-

plier will operate to reduce income over time and possibly 

cause a decrease in accelerator investment. The real 

transfer may be completed by internal expansive forces which 

more than outweigh the net deflationa.ry affect of the pur­

chase of outstanding Canadia.n securities by non-residents. 

The domestic economy probably is buoyant and generating a 

demand for importa si nee the foreign capital was attracted 

by· high yields and good prospects for capital appreciation. 

rherefore, the purchase of out standing ca.nadian securi ti es 

by non-residents may have a deflationary· affect in that the 

increased demand for importe stimulated internally may be 

satisfied by a mucb smaller depreciation in the Canadian 
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dollar. This i s a re sul t of the short-term capital out flow 

produced by the foreign demand for Canadian securities. 

When the Canadian dollar tended 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 exporta encouraged to the same extent. 

Considering only the most direct affects of the 

capital inflow, there is probably sorne justification for 

believing that it is 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 

attention. The outstanding Canadian securities fall into 

two main classifications, bonds and stocks. As the indirect 

affects are sli5htly different in nature, bonds will be 

considered first. 

An increase in the demand for ftxed interest 

securities will tend to increase their priee and depress 

the rate of interest. The effect of this on priees in general 

can be indicated by employing Keynes' second fundamental 
5 

equation, 11 =~-+ I - S A lower rate of interest will 
0 0 

encourage investment, and in addition, is likely to have 

some small effect on the volume of savings, using the terms 

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

5. John Maynard Keynes, A Treatise on Monex, Vol. I (New York: 
Harcourt,Brace, 1930), p. 137. 
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position, and the one which Keynes accepta in that book, is 

that saving will decline as the reward for saving has 

declined. Thus, the second term on the right hand aide of 

the equation will increase and cause 1( J the general 

priee leval of output, to rise .if thepe has not been a 

decrease in the efficiency wage, ~ • However, a lower 
0 

rate of interest may have another affect on velocity which 

Keynes implicitly suggested when he stated that, "there is a. 

continùous curve relating to changes in the demand for 

monay to sati sfy the· speculative motive am:l changes in the 

priees of bonds and debts of various maturitiea. 116 If the 

liquidity function ~' or the propensity to hoard is in­

versely related to the rate of interest, then a fall in the 

rate of interest will increase the amount of monay hoarded, 

and,consequently,there will be a tendency f.or the velocity 

of circulation to decline. This unusual result, of a lower 

rate of interest reducing inflation, ignore-s its affect on 

investment, or assumes that the marginal efficiency of 

capital has zero elasticity. When the marginal effio1ency 

of capital schedule has some elast1c1ty, more investment 

spending will be stimulated by a lower rate of interest and 

will probably more than counteract the deflationary effeot 

of an increase in hoarding. 

If the purchase of outstanding Canadian securities 

6. John Maynard Keynes, The General Theory of Employment, 
I.nterest and Monay (London:Macmillan, 1942), p. 197. 

1 
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is in the form of equity stock, there is no direct affect 

on the rate of interest. However, a more active stock market 

is likely to encourage corporations requiring funds to obtain 

them through the sale of oommon or preferred shares in pne­

ferenoe to floating an issue of bonds. The res~mt is that 

the supply sohedule of bonds may not shift positively, as 
/ 

muoh as it would have otherwise. This resulta in a higher 

priee and a lower rate of interest than if foreign purchases 

on the Canadian stock market had not taken place. The same 

conclusion can be reaohed in a slightly different way by 

oonsidering the pric.e~earnings ratio of oommon stocks. An 

increased dema.nd tor stocks will cause the "priee a.nd the 

prioe-earnings ratio to rise. The inorease in this ratio 

will make bonds relatively more attractive, 1nèreàsing 

the demand for bonds and depressing the rate of interest. 

Thua the inter est rate will tend to decline directly in the 

case of additional foreign purchaœs of Canadian bonds, and 

indirectly in the case of additional foreign purchases 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 bonda; but it m{lJ": 

stimulate new issues. Machlup states that: 

There is a certain probability that the stock markets 
react favourably to the increased foreign purchases 
and that higher stock priees call forth new issues 
tor new real investment and through the stimylus 
of èapital gains also increased conaumption.·r 

7. F'ri tz Machlup, International 'l'rade and the National InëOme 
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, streased the buoyant affect of capital 

appreciation stating: 

These people are, perhaps, even more influenced 
in their readineas to spend by riaes and fall 
in the value of their inveatments than by the 
atate of their income. With a 11 stock-minded" 
public, as in the United States today, a rising 
atoc~ market may be an almost essential condi­
tion of a satisfactory propensity to consume; 8 

This factor may be even more important in Canada where capital 

gains are not taxed. In the high income brackets a dollar of 

capital gain is equivalent to far more than a dollar of usual 

in come. 

It is impossible to arrive at a definite conclusion 

about the affect of a net sale of outstanding Canadian 

securities to non-residents. It might tend to raise domestic 

incomes and priees or it might tend to lower them. Thus, 

the only verdict which seems possible is 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 

Oanadian securities by non-residents to obtain or to extend 

control.of a Canadian corporation. 

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

The next type of capital movement ià the sale 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 

arnount was sold to residents of the United States. Most 

of these new issues are payable solely or optionally in 

United State·s funds. 

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

(in millions of dollars) 

Year United States United Kingdom Other Total 
1946 218 
1947 95 
1948 150 
1949 105 
1950 210 
1951 404 
1952 315 
1953 322 
1954 299 
1955 127 
1956 616 

7 
1 
7 

20 
15 
29 

6 
12 
14 
36 

218 
95 

150 
105 
210 
411 
316 
335 
331 
166 
681 

2861 79 68 3018 

Source: Canada, Dominion Bureau 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 securities 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 exchanged for 

Canadian dollars. During 1956, a total of $604 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 government bonds.9 

The provincial e;overnment s barrow to fine nee auch 

projects as;highways;t bridges, public buildings and po.wer 

plants. The extension of telephone services in the Prairie 

provinces, and the construction of wome railroads in Ontario 

and British Columbia also require provinc1a'1'' borrowing. 

Municipal governments barrow to finance the construction of 

schools, nospitals, roads, water-works and sewage disposal 

plants. They barrow in the United States because it is 

cheaper and not because they are to any large extent importera 

of capital equipment from the United States. Since the 

import content of their investment projects i s probably low, 

they would enter the foreign exchange market with almost all 

the United States dollars borrowed. As the borrowers wisb 

to minimize the appreciation of the Canadian dollar and thus 

maximize the Canadian dollar equivalent of the funds borrowed, . ,. 
they will dribble the United States dollars onto the foreign 

exchange market. However, this is only a matter of technique 

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

priee in terms of foreign exchange than it otherwise woul~ 

9. Canada, Dominion Bureau of Statistics, Sales and Purchases 
of Securities between Canada and Other Countries, December 
1§~6 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 will,1n all probab111ty 9 be converted as 

qu1ckly as possible; for the funds were borrowed abroad 

because of a lower rate of 1nterest, and therefore, they 

probably will earn more interest in Canada for any period 

during which they may lie 1dle. 

The appreciation of the Canadian dollar will 

encourage importa and discourage exporta. Thus, spending 

on domestic goods will be reduced as a result of the exchange 

rate movement. However, there will be additional domest1ë 

spending equal to the amount borrowed lees the capital 

equipment imported. When short-tarm capital movemants re­

spond to a change in the axchange rata in an aquilibrating 

fashion, there is almost certain to be a net increase 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 complete the real 

transfer. Since there is little or no reason to believe 

that the corporations which speculate on the exchange rate 

movement (by leading or lagging paymants and increas1ng or 

reducing the1r holdings of foreign exchanga) will, as a 

result, alter their domestic expenditures, there will ba a 

net increase in spend1ng. This increase in apending will 

increase spending in future incoma periode by a smaller and 

smaller amount. A part of the increase in income generated 

will drain away in the form of importa and thus help to 

complete the real transfer. 



-94-

The net increase in spending probably will result 

in some accelerator investment, in addition to stimulating 

additional spending in the multiplier fashion. Therefore, 

this type of capital 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 

leval of investment or income. For instance, a province 

may build a new road or railway into a previously 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 dynamic spending and 

as a result may be very inflationary in nature. 

In addition to bonds and debentures floated by the 

provincial and municipal governments, corporations in 1956 

borrowed $246 million through sales of new issues to non-
lü residents. Considerat~on of the type 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 cor~orate 1nvestment 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. 
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This takes into account only the initial affect. Further 

consideration must be given to the repercussions that follow. 

In order to determine the other affects, multiplier 

analysis similar to that uaed by Polak will be employed. 11 

It will be assumed that the marginal propensity to consume, 

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

increase in investment of which di is spent domestically 

will increase nati.onal in come in the fi rat period by (di - Kdi). 

The amount Kdi is the reduction in spending caused by the 

exchange transaction. For reasons previously discussed, K . 

probably is considerably less than o~e. Thus, in the second 

income period, total spending will increase by c (di - Kdi) 

of which mc {di - Kdi) will be spent abroad and the difference 

c (1 - m) (di - Kdi) will be spent domestically. To obtain 

Figure 5. Induced Spending on Importa and Domestic Goods 

LP~e~r=i~o.=d~-- Total Spending 

1 
2 
3 
4 

(di - Kdi) 
C (di - Kdi) 

c2(1-m) (di- Kdi) 

Spending Abroad Domestic Spending 

{di - Kdi) 
mc (di - Kdi) C(l-~(di - Kdi) 
mc2(1-m)(di Kdi 6?(1-m)2(di-Kdi) 

mc (di - Kdi) 
1-c tl-m) 

di-Kdi 
l-e (l-m) 

the total increase in importa resulting from the investment, 

the column entitled spending abroad in figure 5 can be 

summed. Sin ce i t i s a geometrie pro gre sa ton, the sum is equal 

to the first term divided by one minus the common ratio;; .. 

11. J. J .Polak, aBalance, of .Payment Problems of Countri es · 
Reconstruoting wi th the Help of Foreign Loans", Qldart erl:x: 
Journal or Economies Vol. LVII(February,l943),pp.232-233· 
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The sum is ~di- Kdi2· The limiting values of mc 
1 - o. (1-m) · :l-o(l-D.iY 

are zero and one providing that c 1 s les s than one. Thus, 

the increased demand for foreign exchange will be sorne fraction 

of the initial increase in spending. 

Let it be assumed that a municipali ty and a corpor­

ation each sell an issue of b::mds in New York for $10 million; 

that the municipality couverts the entire amount into Canadian 

funds; and that the corporation uses $3 million to purchase 

macbinery in the United States and exchanges the remainder. 

Municipal borrowing initially will cause the supply schedule 

of United States dollars to sbift to a greater extent tban 

will the same amount of corporate borrowing in New York. 

Since the municipality will spend more within Canada than 

the corporation does, di will be larger as a result of 

municipal borrowing as compared with corporate borrowing. 

'l'he increased demand ·for foreie;n ex change over time, 

mc (di-Kdi), will also be larger for the lower import 
1-c(l-m) 
content investment. In addition, the corporation's purchase 

of machinery will initially increaae United States national 

income apd 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 iml)ort content investment 
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will naturally propagate more income and infl~tionary pressure 

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

ment spending ia qualitatively equal. If the high import 

content investment is more dynamic, thén dollar for dollar 

it may be more inflationary than low import content investment. 

There can be little doubt that inveatment financed 

by the sale of new issues of Canadian securities abroad will 

result in some net domestic spending. It is certainly not 

as inflationary as if the investment were financed in Canada. 

However, it would be still lesa inflationary if the project 

oould be oancelled or postponed entirely. 
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(iii) Retirements 

The next item in the capital account ia 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 !2· Retirements of Canadian Securities 

(in millions of dollars) 

Yea.r Uni tai States United Kingdom & 
Sterling Area 

1946 460 77 
1947 313 42 
1948 96 14 
1949 136 10 
1950 263 19 
1951 159 24 
1952 75 9 
1953 132 11 
1954 184 17 
1955 169 11 
1956 133 1 

2120 235 

Other Total 

2 539 
9 364 
4 114 
1 147 
2 284 
1 184 
5 89 
3 146 
2 203 
4: 184 
6' 140 --

39 2394 

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

The emallest amount in the post-war period occurred in 1952, 

and this waa one of the important factors contributing to the 

strength of the Canadian dollar in that year. Again in 1956, 

retirements of Canadian securities were low relative to other 

years. Therefore, there was less downward 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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itias and corporations ware $3,638 million. or this total, 

58% was payable solely in foreign currency, 28% was payable 

solaly ;l.n Oanadian currency and 14% vras payable at the 
12 

holders option. An averaGe of 58% of the bonds matur-

ing each year will have to be paid in forei3n currency 

when t·he. exchange value of the Canadian dollar is higher 

than at the date of i s::,ue of the aecuri ty. If the ex change 

value of the Canadian dollar is lower,an average of 72% 

of the bonds matUring annually will be paid in foreign 

exchange. On the average from 58 to 72% of the retirements 

will necessitate a foreign exchange transaction or a 

drawing down of existine holdings of foreign exchange. 

Now the ~1on-resident who i s patd in Canadian dollars al so 

will enter the foreign exchange market unless he v;ishe8 

to continue to hold Oanadian dollar .. assat s. Retirements 

probably result in a larsa demand for foreign exchange which 

will tend to cause the Canadian dollar to depreciate. This 

will have the inflationary effsct of encouraging export s 

and di scourag1 ng irnp ort s. 

It is probable t:1at exchange rate :novement will 

oe moderated by Oanadian corporations lagsing their payments 

to non-residents and reJuci their United States dollar 

holdings. In c0ntrast, United States corporations probably 

12. Canada, Dominion Bureau of Statistics, Sales and Purchases 
of Securities between Canada and other ~ountries December, 
!"956 anaRevfewOf'-securrcy·'rrading during 1956, p. a---
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will accelerate their psyments to Canadians and increase 

their Canadian dollar holdings in response to the deprecia­

tion of the Canadian dollar. Such activities will minimize 

the exchange rate movement and also the initial change in 

exporta and importa. Therefore the increase in domestic 

spending stemming from the change in the exchange rate will 

not pe equal to the amount of the retirement. If there is 

a reduction in spending by a Canadian government, municipality, 

or corporation of an amount equal to the redemption,there will 

be a net decrease in spending. 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 affect in the multiplier 

fashion. There may also be soma decrease in accelerator 

investment in response to the fall in incom:e, causing a 

further decline. The real transfer might, to soma éxtent, 
in 

be accomplished by the declineAimports caused by the fall in 

domestic income. Any fall in domestic priceswould also 

as si at in making the transfer be cause the relatively cheaper 

domestic goods would be substituŒd for importa. If the 

retirement increased income abroad, the transfer might be 

asaisted by an increase in exporta. This would set up a 

positive multiplier affect on income in Canada and thus 

partially neutralize the negative income affect. 

The retirement might have been made ,by increasing 

taxes,if it is a government or municipality which is retiring 

bonda. If it ia a corporation, the dividend payment may be 
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lower by the aJil!Ount of the retirement. Thus.the decrease 

in spending as a result of the retirement is equal 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 i·ncrease exporta and decrease 

importa. If the proportion of the retirement which resulta 

in a short-term capital inflow is greater than the marginal 

propensity to import plus the marginal propensity to save, 

there will be a net decrease in domestic spending. This 

will tend to lower income and by reducing importa help to 

bring about the real transfer. If there is an increase in 

income abroad,there will be an increase in Canadian exporta 

which will tend to offset the de'0rease in domèstic income. 

It is possible that the increase in spending as a result of 

an ex change transaction i s great er than the de crea se in spend­

ing as a result of making the retirement. Canadian income 

would rise and consequently oppose the completion of the 

real transfer. A further depreciation of the c·anadian dollar 

might then be required. The resulting increaae in exporta 

and decrease in importa would cause Ce.nadian incomes and 

priees 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 dawn 

inactive bank deposits or through creating credit. This 
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might tend to discourage soma investment by raising the rate 

of interest. However, i t se ems probable, und er the se condi­

tions, that the increase in exporta and decrease in importa 

in response to the exchange rate movement would increase 

domestic spending more than the sale of bonds would reduce 

it. If there were a short-term capital inflow stiaulated 

by the increased demand for foreign exchange as a result of 

the retirement, the affect 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 to depreciate further to produce a sufficiently large 

export surplus. If this became evident, the short-term 

capital inflow would be reversed. This would generate more 

domestic income and exert an upward pressure on priees. 

Under certain conditions, it appears that a retire­

ment might tend to rai se incomes and priees. Thi a se ems to 

be contrary to general expectations for the time when foreign 

obliga~ions ma~ure has alwaya been dreaded as a day of 

:l"'eckOning. To a certain extent thi 8 fear i 8 a vestige of 

the automatic gold standard. Under the gold standard, gold 

would have to be shipped to the foreign country at the date 

of retirement, since the increased demand for foreign ex­

change would quickly push the exchange rate to the gold 

export point. This meant a primary decrease in the monay 

supply; ... b-q.:t.·~ ·as gold was the basi s on which the credit 

structure was built, a multiple contraction in the money 
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supply might be precipitated. This deflationary proceaa 

naturally reaultàd in apprehension. The gold standard fell 

into disfavour because it decreed that the economy ahould 

fluctuate to maintain a fixed gold equivalence of the unit 

of account. Wi th a free ex change . r:a't:e ... , the adjustment take s 

place to aome extent through a fluctuat1~n in the exchange 

value of the unit of account. 

The fundamental reason for the differing reper­

cussions is priee flexibility. In a free exchange market, 

the exchange rate is sensitive to demand, whereaa, in the 

rest of the economy, many priees are rather rigid.· If all 

priees were very flexible, there would be little difference 

between the adjuatment under the gold standard and that which 

occurs with a fluctuating exchange rate. The decrease in the 

monay supply, resû~ting when a retirement is made under the 

gold standard with very flexible priees, would have little 

influence on real relationships. Instead priees would fall. 

Unfortunately, because of priee rigidities which prevail in 

the economy, real relationships are significantly affected. 

To a large extent unemployment of resources resulta instead 

of merely lower priees. The free exchange rate is a mode 

of circumventing the priee rigidities and thus of minimizing 

the diffieulties of repayment. This is not to say that 

retirements may not cause domestie incomes to decline because 

even the exehange rate is not perfeetly flexible. Equi~ibrat­

ing ahort-term movements introduee soma rigidity. There is 

probably little doubt that domestic income does not have to ~ 
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fluctuate as greatly since the exchang~ rate is relatively 

more flexible than most domestic priees. 

2. FOREIGN SECURITIES 

(i) Trade in Outstanding Issues 

The item which appears next in the Canadian balance 

of international pa.yments is trade in outstanding issues of 

foreign securities. There was a net capital~ inflow of 

$219 million in this account from 1946 tc 1956 inclusive, as 

a result Of the decrease in Canadian holdings of outstanding 

foreign eecurities. In only one year, 1948, was there an 

outflow of capital, but this am~unted to only $7 million.l3 

The largest inflow occured in 1950 when Canadian 

residents reduced their holdings of foreign securities by 

$70 million. The distribution of this inflow in millions of 

dollars during the four quarte~ of 1950 was 11, 12, 37 and 

10. 14 Since the net sales of outstanding foreign securities 

to 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 determinant of this 

capital movement. For every United States dollar Canadians 

could obtain ~1.10 Canadi an. Sin ce this rate of ex change 

was not expected to prevail in the future, many Canadians 

obviously sold their foreign se auri ti es and seized the oppor-

13. Canada, Dominion Bureau of Statistics, The Canadian Balance 
of International Payments 122,6, 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 these favourable terms. In subsequent periode, 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. Conver sely when the Cpnadian dollar deprecia tes, i t 

tends to accelerate the rate at which Canadian held foreign 

securities are being sold to non-residents. 

The inflow of capital of $108 million from 1951 to 

1956 inclusive, was probably, to a large extent, the natural 
15 

result of Canada's rapid economie growth. Canada's economie 

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. Thus, Canadians probably have tended 

to reduce their holdings of foreign aecurities in order to 

take advantage of the relatively more attractive prospects 

in Canada. 16 

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

16. This, in affect, is an example of MGlach's relative cyclical 
hypothesis. Since Canada'a economie development was generally 
more ra~id than that of the United States and most of the 
rest of the world, Canada po sseaaed more favourable oppor­
tunity for 1nveatment vis à vis the rest of the world. In 
addition, since Canada was growing more rapidly, importa 
tended to expand rnore quickly than exporta. Vernon W.Malach 
in International C cles and Canada's Balance of Payments 
1921-33 Toronto:University of Toronto Press,l954), p. 63, 
states: 'that the negative correlation of the movements of 
the current and long-term capital accounts, in respon~e 
p rimarily to the relative speeds of business expansion at 
home and abroad, was the most important mechanism tending 
t o keep the balane e of paym ent s in ad justm ent. u 
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When Canadians are on balance decreasing their 

holdings of foreign securities, the supply schedule of for­

eign exchange probably will shift further to the right than 

if there was no capital inflow of this kind. 17 This tends 

to cause the Canadian dollar to appreciate. The increase 

in importa and decrease in exporta will tend to lower Canadian 

income and to depress priees. To determine all the affects 

of a particular type of capital flow, it is usually essential 

to determine what the motive is that prompts the movement. 

If Canadians are reducing their holdings of foreign securities 

in order to amass the funds required to undertake real invest-

ment in Canada, it will have an inflationary affect in the 

short-run that is likely to outweigh the deflationary affect 

of the more passive current balance resulting from the appre­

ciation of the Canadian dollar. 18 On the other band, if they 

17. If the proceeds from the sale of foreign securities are 
spent abroad to in crea se Canadian direct inv e stment, 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 
increase importa directly. In this case the inflow of 
capital is almost simultaneously mQtched by an increase 
in importa whicb has a deflationary influence in Canada. 

18. In considering the American experience from 1934 until 
1939, Arthur Irving Bloomfield in Capital Importa and 
tn~erican Balance of Payments 1934-3~ (Chicago:University 
of Chicago Press, 1950), p. 273, states: "so far as foreign 
net purchases of foreign securities were concerned it is 
similarly impossible to determine the disposition of the 
funds that come into the hands of Americans in this way. 
To sorne extent these funds may have been directed by the 
recipients to the purchase of American goods and services 
and thereby have had an income-generating affect. There 
is reason to believe,however,that the bulk remained in 
the so-called "financial circulation." 11 
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merely decided to hold Canadian securities in preference 

to foreign, the indirect affects will be similar to the 

purchase of outstanding Canadian eecurities by non-residents. 

The increased demand for Canadian securities will tend to 

depress the rate of interest and cause capital appreciatnon. 

The tendency for the intereat rate to be lower may stimulate 

more investment. The upward pressure on stock and bond 

priees may stimulate more consumption expenditures and may 

encourage the floation of new issues for new real investment. 

The indirect affects may or may not outweigh the deflation-

ary effect of the exchange transaction on international 

trade. The only conclusion that can be reached ia the: one 

previouely stated for foreign purchases of outstanding 

Canadian securities and that is that this type of capital 

. inflow is unlikely to be strongly inflationary or strongly 

deflationary. 

(11) New Issues 

New Issues of foreign securities in Canada have 

resulted in an outflow of $158 million from 1946 to 1956 

inclusive. 19· However, the new issues have been concentra-

ted in the period from 1952 to 1956 inclusive. The most 

obvious reason for this fact is that it was not until 

December, 1951 that foreign exchange controle were abali shed 

completely. Of the $139 million in new issues of foreign 

securties 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 br 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 3i% Fifteen 

Year Bonds, and the third in 1955, $15 million 3i% Ten Year 

Bonds. As at December 3lt 1956,the outstanding Canadian 

dollar issues of the World Bank amounted to $40. million, 

since the 1952 issue was redeemed in 1955 in advance of 
20 maturity. Soma of the purchases of new issues resulted 

from Canadian shareholders of foreign companies taking up 

subscription privileges offered to them. In 1955,the 

Commonwealth of Australia floated an issue of bonds in Canada.21 

Other new issues reflect the financing of foreign corpora-

tions,eome having investment in Canada and aome not. 

If the funds raised in Canada are converted into 

foreign exchange, thé 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, exporta will 

be encouraged and 1mport s di scouraged to a grea ter extent 

than if the capital outflow had not occurred. If the pro-

ceeds of the new issues are spent in Can&da,this 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 DevGlopment, 
1957)' p. 101. 

21. Canada, Dominion Bureau. of Statistics, The Canadia:q 
Balance of International Payments 1955, p. 24. 



-109-

interest rate will tend to be higher as a result of the 

flotation of bonds in Canada by non-residents may have 

a ·slight deflationary influence. Henc~, it would appear 

that new issues of foreign securitiea will increase 

Canadian income and exert an upward pressure on priees. 

(iii) Retirements 

Retirements of foreign securities is generally 

the most insignificant item in the capital account and for 

that reason will be dealt with very peremptorily. From 

1946 to 1956 inclusive, there haa been an inflow of capital 

in this account amounting to $55 million~2 The largest 

am:Junt of retirements, totalling $17 million, occurred in 

1955· The International Bank for Reconstruction and 

Development is mainly responsible for the exceptionally 

large entry in this account; for it was in 1955 that they 

called in $15 million in bonds. 23 In 1950,retirements 

were also in excess of the average ovar the period. This 

might have been the result of historical accident or ex­

change rate expectationa might have influenced non-residents 

to retire bonds before maturity if this were possible •. 

The Canadian f'unds 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 1~, p. 24. 
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additional foreign exchange. If a foreign corporation 

that exporta to Canada is retiring bonds, it may obtain 

Canadian dollars merely by accepting payment in Canadian 

dollars for exporte to Canada and by not entering the 

exchange market with them. In either case,the exchange 

value of the Canadian dollar is higher than if the retire­

ments had not occurred. Thus, the current account balance 

will tend to become more passive as a result of retirements. 

This i a obviously a deflationary ef !'act. However, as in 

the case of a reduction in the Canadian holdings of foreign 

aecurities, it is impossible to determine for what purpose 

the f'unds will be used. There would appear to be evàp. less 

reason to believe that funds received from retirements will 

be used for new real investment or even to increase con­

sumption as compared to funds received from net sales 

of foreign 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 

securities àre reduced. An individual planning to engage 

in new real investment is likely to take the initiative 

unless the redemption date of the securities coincides with 

the beginning of the investment project. Therefore, pro­

bably even a larger proportion of retirements as compared 

to a reduction in the holdings of foreign securitiee will 

reault in a transfer of savings from one form into another 

and will not give rise to significantly large income die­

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

than net sales of foreign securities to non~residents. 
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CHAPTER FIVE 

1.. LOANS BY THE GOVERNMENT OF CANADA 

( 1) Drawingj! 

The next account in the capital account of the 

Canadian balance of international payments is drawings 

on loans by the Government of Canada. There was an out­

flow of capital of $1,627 million in this account from 

1946 to 1950 inclusive. However, since 195l,there has been 
1 no further capital outflow. Loans were extended in the 

earl y po st-war years in order to assi at in the rehabili-

tation of the overseas nations and to atimulate Canada's 

export trade. There can be little doubt that auch a 

capital outflow would .be inflationary. In fact, the amount 

of credit extended to European countriea might have been 

influenced by the widely held opinion that there might be 

a business recession following the war. Thua, in addition 

to altruistic motives, the p~licy of granting large loans 

might have been pursued to stimulate the Canadian economy. 

The extent of the rise in incomes and priees, 

engendered by auch an outflow, depends largely on the v-ray 

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 Canadian 
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 

reserve 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 securities, 

the chartered banks could increase their deposits by 12t 

times the excess reserves. A much lees inflationary means 

of financing the loan would be to sell an issue of bonds 

to the general public. This would not increase the cash 

reserves of the chartered llanks. However, there would be, 

in all probability, an increase in the velocity of :eircy.lation. 

The bonds might be bou8ht by drawing down inactive deposits. 

The government to whom t~e loan was made would not be apt 

to desire all the Canadian dollars merely to increase its 

official reserves but instead would probably increase its 

importa from Canada. 

If the government has a· surplus on deposit with 

the chartered,banks, this can be plaoed at the disposal of 

the foreign government. However, an account which might 

have remained dormant as a result of a budget surplus is 

aotlrated. If there is no budget surplus, taxes may be 

raised in arder to increase government revenue sufficiently 

to provr·ae the required funds. This is also inflationary 

if the ~oreign government spends a fraction of the loan in 
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excess of the average marginal propensity tb consume of the 

individuals on whom the taxes were levied. Assuming that 

the marginal propensity to consume diminishes with increass.ns 

income, the more regressive the tax, the smaller will be 

the inflationary pressures engender.ed, ether 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 i s a free exchange rat.e , the increased 

demand for f·oreign exchange will cause the Canadian dollar 

to have a·lower exchange value than 1 t otherwi se would. Thi 8 

will di8courage importa and encourage exporta and the 

loan will still have an inflationary affect. Now. it 

appears that unless current e;ov ernment expenditlill'es were eut 

in arder to mak<S the lean, thi 8 ki nd of capital out flow will 

probably have ·an inflationary affect. Even if c~rrent 

government expenditures were reduced by the amount of theloan 

extended there probably will not be any deflationary affect 

since, if all the proceeds of the loan were spent, there 

may be no affect on total apending, other thinga being equal. 

Therefore, a capital outflow in this account probably stim­

ulates a rise in domeatic incomea and pric·ea. 

(ii) Repaymen't§ 

The next two accounts are repayment of post-war 

loans, and repayment of war loans. When a loan is repaid, 

it is of no consequence whether a state of war or peace 

exi st ea at the time the loan was made. As a. result, the se 
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two accounts will be considared togather. From 19116 to 

1956 inclusive, tbere was an inflow of capital amounting 

to $798 million as a result of repayment of war and post­

war loans. From 1951 to 1956 inclusive, the inflow in 

these accounts amounted to ~421 million. 2 

When a foreign government repaya a loan to the 

gov ernment of Canada, the re i s an in crea se in the demand 

for Canadian dollars. Consequently, the exchange 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 importa will be stimu­

lated and exporta discouraged. 

If the government of Canada, because it anticipates 

this receipt, increases its expenditures by the same amount, 

this will have an inflationary influence. There may be 

soma net increase in spending since the real transfer pro-

bably will not be accomplished as a result 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 angendered may still exceed the 

deflationary influence of an in crea se in import s and a 

decrease in exporta, if the appreciation of the Canadian· 

dollar stimulates an outflow of short-term capital. However, 

it will not be as net inflationary as increasing expenditures 

2. Canada, Dominion Bureau of Stati stics, The Canadian 
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 affect through international trade. Between 

these extremes, there will be sorne point at which the net 

affect on domestic incomes and priees will be zero. 

The response which the government makes to the 

repayment of a loan probably will depend on the economie 

conditions prevailing at the time of the repayment. If 

inflationary forces are strong, the government may not alter 

taxation and expenditure 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, it is impossible to reach a conclusion 

of deflation or inflation with respect to a repayment of a 

loan. 

2. CHANGES IN C&1ADIAN DOLLAR HOLDINGS OF FOREIGNERS 

The next item appearing in the capital account is 

the change in Canadian dollar holdings of foreigners. This 

item reflects the variation in Canadian dollar bank deposits 

and short-tarrn investments of non-residents other than the 

International Monetary 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 
Change in Canadian 

Change in Short-term Dollar Bank Deposits 
Canadian dollar investments Foreign .Banks-Other Non-

(a) 

Year ____ ~--~----~(~iwn~m~i~l~l~i~o~n~s~~G.~!~· ~s~B•'•~aar~~--~~~~R~e~s~i~d~e~n~t~s~--~T~ot~a~l 
{ a minus representa an outflow of capital ) 

1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 

\ 22 18 30 
-20 3 - 9 

8 - 1 -28 
54 -10 - 4 

126 62 45 
-144 -37 -11 
-15 -20 -31 
-32 - 6 20 

3 31 
29 35 

-29 
25 
3 

Source: Canada, Bank of Canada, Statistical Summar~lnancial 
Supplement 1956, p. 17, p. 35. 

Canada, Dominion Bureau of Statistics, The Canadian 
Balance of International Payments 12.5§., p. 38. 

70 
-26 
-21 

40 
233 

-192 
- 66 
- 18 

34 
89 
26 

Canada, Department of Finance, Statement of the Assets 
and Liabilities of the Chartered Banks of Canada, 
Supplement to the Canada Gazette. 

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 whioh the third quarter of 1950 is so noted. 3 . 

3· Canada,Dominion Bureau of Statistics, The Canadian Balance 
of International Payments in the Post-War Years 1946-1956, p.l04 

(a) The change in Canadian dollar holdings of foreigners, 
obtained from the capital account of the balance payments, 
has been separated into changes in short-te:rm Canadian 
dollar investments and into changes in Canadian dollar 
bank deposits on the basie of the Bank of Canada'a 
estimate of "Non-resident holdings of Charterèd Bank 
deposi ta". The changes in the Canadian dollar deposits 
of foreign banks from 1946 to 1954 were obtained from 
the Canadian dollar deposits of 11 other banks" as ~own 
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Surprisingly enough it was the increase in the Canadian 

dollar holdings of residents of the United Kingdom and 

ether sterling area countr1es which accounted for $116 
.;;. 4 million of the total increase of *233 million. This 

growth in Canadian dollar holdings cannet be a~ibuted to 

speculation 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 

United States residents. The change in the Canadian dollar 

holdings of residents of the sterling area in millions of 

dollars during the four quartera of 1950 was 1-57, +53, +40, 

-34 as compared with +3, -T3, +71, +12 for residents of the 

united Statea.5 The incre~se in the sterling areas' hold-

inga of Canadian dollars might have resulted from an 

increase in the Canadian dollars held by the British Exchange 
6 Equalization Account. This seems possible since the current 

by the Bank of Canada' s monthly series of chartered bank 
liabilities. However, this item includes a very amall 
amount of deposits of Canadian banks with ether Canadian 
banks. Since the revision of the Bank Act in 1954 it has 
been possible to eliminate this amount by subtracting 
assete column five from liability column three of the 
Statement of the Assets and Liabilities of the Chartered 
Banlo in Canada. 

4. Canada,Domi·nion Bureau of Stati stics, The Canadian Balance 
of International Payments in the Post-War Years 1946-
1_2.2,g, 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 Equilization 
Account •. However, the Dominion Bureau of Statistics states 
in The Canadian Balance of International P§Imente in the 
Post-War Years 1946-1952, p.4g, that: United States holdings 
were practically all in privute hands •.. On the other hand 
holdings in countries where exchange control was in force 
represented for the most part official reserves and 
authorized working balances. 
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account deficit of the United Kingdom with Canada was 

reduced from $446 million in 1949 to ~24 million in 1950. 

In addition, during 1950 the United Kingdom drew $50 million 

on a loan made by the government of Canada.7 

The British commercial banks are allowed consid-

erable liberty to hold dollar balances for forward 

commitments in dollars in arder to accommodate legitimate 

trade. 8 If the Canadian dollar was expected to appreciate, 

British traders who had to meet Canadian dollar obligations 

in the future·would try to buy Cana.dian dollars forward. 

The British banks would sell 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. 

Con sequently ,· there might have been an increase in short­

tarrn Canadian dollar investments of the British banks. 

In 1951, there waa an outflow of $192 million 

as a result of reductions in the Canadian dollar holdings 

of non-residents. Residents of the United States reduced 

their Canadian dollar ~elances by $53 million. 9 This, in 

part, probably represented the realization of a specula­

tive profit. The Canadian dollar balancee of the sterling 

area were reduced by $128 million. The entire reduction 

7. Ibid., PP• 92-93· 
8. M.N. Trued, 11Interest ArbitragetExchange Rates, and 

Dollar Reservesu, The Journal of the Political Economy, 
Vol. LXV. {October, 1957), p. 405. 

9 · .âanada, Dorntnion Bureau of Statistics, The Canad.ian 
Balance of International Payments in the Post-War 
Years 1946-1952, p.91.-
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occurred in the 1ast half of the year. 10 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 on1y $12 

million during the first ha1f of 1951 but in the second 

half it amounted to $211 million.
11 

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 resulted largely from a decrease 

in the Canadian dollars held by the United Kingdom's 

Exchange Equalization aocount. 

In 1954 and l955,there was an increase in the 

Canadian dollar holdings of foreigners. Since the flow of 

direct investment was greatly augmented in both 1955 and 

1956, the motive prompting the increase in Canadian dollar 

holdings of non-residents might have been the Keynesian 

11 finance 11 motive. Keynes stated that, uex-ante investment 

is an important, genuine phenomènon, inasmuch as decisions 

have to be taken and credit or 11 finance" provided wall in 

advance of the actual .process of investment. 11 12 Keynes 

explained that, when the flow of ex-ante investment was 

equal to the flow of ex-post inveatment, the desire to hold 

monay to sati sfy the "finance'' motive called forth by the 

10. Ibid., p. 105. 
11. Ibid., p. 103. 
12. John .Maynard Keynes, "The 11 Ex-Ante 11 Theory of the Rate of 

Interest", Economie Journal, Vol. x:x;vii (December,l937) 
p. 663. 
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ex-ante investment would be satisfied by the monay released 

by current ex-post investment. As direct investment in-

creased from 1954 to 1955 and again from 1955 to 1956 the 
11 finance 11 motive might be one of the rea sons 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 11 tranaactions'' 

motive. From 1946 to 1956 inclusive, there was a net 

increase in Canadian dollar holdings of non-residents of 

fll7 million. 13 During this period, Canadian exporta 

increased by over lOO% and thus the increase in Canadian 

dollar holdings might have been required to finance the 

increased trade. 

Exchange rate expectations do not appear to have 

played an impo.rtant role in determining change in Canadian 

dollar holdings of non-residents. This can be sean by 

referring to graph 2. ~articularly in 1954, 1955 and 1956, 

Canadian dollars have been purchased when the Canadian dollar 

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 in Canadian dollar holdings of foreigners 

has been divided into three components, change in short-

term Canadian dollar inveatments by foreigners, change in 

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



1 

~ EXCHANGE l1ATE 
ru GMPH 2 

1 -t ~-tl t t + : - - - t- 1 r : dH-fu~~rt. 1 ~~ Hr.Jr"~lN::- ror.Lui aom.n:G~ortEo}JH ~ ~ ~ ~rut<:H: 1 

~ t . i f- L: r r-r- . r tt- _ + H t H _r-tf 
---l ~' ~ . . ... ~ 1 l AND '1'-FŒ !EXCH#lllh.-ftfi -R~'IEl BY , Gi !t:JttR.:t.l;~~ç;. Q~ -J::~, -±9~ .~ 

l OO - ,- - - L - Il" f-:_ i - "- ' 1 _r ::_r:; __ --r 1 t ! _1 t ' ;-, ' c-r-12! 
T t - -f ~J 1-, --1- f-R ~ m ~ L -r-: Ti ~ ' 1 1 ·r-n f} " ' 1 1 1 1 1 1 1 1 1 1 1 1 _..._ 

-t .,.. _ \ :_ 1 i l. . 1 --+ .... . [___:___t 1 L 1 1 1 1 1 1 i :Y-J. 
.... • . 1 i 1 '11 1 . . 1--r-T 1 : 1 1 ' 1 1 1 1 1 1 J/1 
. .1 

1 1Utltmflllllg-~~~~~~~~~~ ~ ~~~~~~ lfllllllllllllll l\ . 111 11 1 1111111 .. ,,111111111 1 

rlt 1 1 1 1 1 1 1 1 1 1-+4--1-J 1 1 1 1 1 
--+ 1- U-+-+--i--1-l--+--+-t--+-J.....J--l---+ ~ ~-~ .. 

99 ft - '~t 1 ,. ~mtm - . L ~ 
, li' +- ""' r t 

vr-L l + r- -J - - ~---+-+-~~ 

!
-. -+- 1 ·t - lll -H++I 1 1 1 1 1 1 111---+--t 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 Ill 1 1 1 1 1 \ 1 1 1 1 1 1 1 1 lW IJ-l"r 1 1 1 1 
~~+-t--l . ·+1111111111 t: tt ~ -~· 1 +- :t r- + -1++-++ ~~~ 1 1 1 1 1 11--1-+-1 1 1 1 1 1 1 1 1 l 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1\1 1 1 1 1 1 !~ 1 1 1 1 1 1 1 1 

! : ~;-~t·!t -lj_ ~t - 1-- ~ ~J +- 1 I ï [ ..-+--' t: i·_-.- :._: : l 1 ' ---~--< H--+-+-1 r-+-t-l I -.-- ~- ~Kt-Tt#" 
-+ ' . -+- 1 1 +-- +- t- ,_. ... 

. -:- 1 . - ..... !--~ H ' f--: r- ~ ~ _1 • 
... Î- 1- -+- - +- - ·- - ! """ 98 [h rP l~\f t~ ~H~ ·--H- Il _;_a .. +- +1- ~ r " ,l ..,l ' 

1 ' H-1 1 -+-1 H-+-t-t- l-:: t - , ,1 Ffl-t- Ir ~~ ~ \ • ~, Il ' Il ' Il Il ~w. l--l -1-+< t +-++j ~ tt lt:.'-+h-l~ >-"< ~\ -, 
1 

1--- l .• \ ~ 1 1 1 1 1 1 1 1 

,_ri" 

- r n=+ll±. . r : -1':=--=t r;l'l' +-- + ~+++-l -· , . , . , , , , , , " , , , , cf F ~ + /f-Î t+N 11111 f mlll1, 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 ~-~--
' - ' T tllli 1 1 1 1 Il 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 

- . ' . - r-'-i , X 1 --+-.-~-+-+-' 1 1 1 1 1 1 ~.+-1--+--w 1 1 1 1 1 

illl-. 

r-r ..,.} t-;VJ IIIIII iti' _{~,_ ~-~Tt -, m w=Pl 1 1 1 1 1 1 1 1 ~~ 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1++-1 

. . - 50 
i1 1 L . ~ ~- tl"J ~ +' ~~~.1Efi - f-- f-- f-- 11 l 1 ·Mf.~t.~itttti +-+-+-+-. 1 H _, '--' n ., ~-c-!- .1,....., , _ r- 1 

i i_,J~'- j . if~ , H+ t f L c- c-- ::: ,_ ::: t:-:: ,.,_l _t ~ +tcf#li$.:11Jpymml 1 1 1 1 1 1 97 ~- 1 t t-· H - T--t, t- -+--f--t--Ii i r-- '" - j_ ~ f H != - Lu f--1- - 1 
t'=" -t- 1. l±f--, , +-~'~ +-. 1--f--. ~ 1-- - !-- !-- + [ 1 _[ _[_[ 1-1 1 1 1 1 1 ~ -+ +- -r- H ~ ... t-f-- ~:j . - 1 ~ -p:_ +- : . f-- _•-:._t, -· 1- + u+-. . .. 1 1 1 H ~ 1 ; , , 1, \ . r , 

e e e 
' Y s·n JIIJa'tR 

.,,~"! a•n Ol 01 X 01 
'O:J 1:13SS3 lU ,3.J.d OJ>t Sï·Siii€ e e 

-

1 - 60 

1 - 70 

·t 
t 



:b 
ru EICJ:JWGE RATE . GRAP!-i 3 · Capital Lavements . 

(Ave~3.~,q~ua-t~et'P-!Yi: ~c:f~ + [ j 1Ll_1 '-l--H w T_. L 1 8 1--+-- i _ ~ t 1 1 H 1 1 1 '. ~' i ~ H,, . 'Y 'f:. ~ ) . 
u . s~ J)ollar =1-n ~~n<4lai+ t--r r-- 1- CHAN&E -IN -C:ANrADÎÀN IBbl~HOLDlt<!G-53-- OF 00-t GN:~B~t-CQt;~~+f~ffi ~ijflr-~ 
Cen!l's-} . _.----r=- 1

1 
·· r-r 1-- -·,.~.Ill -,_U .f--.H..J-4--1--Illli-, r 4T - -!-1---1~-L ··· 

l OO ~ 1 
_, - ~ ,..... i- t '~EXtHANOO~A'Iifl BT QDIAR.'.n ~RQ ~m r-r il-1 ;:J::Tfr'il ;j - ' ,.-- Il 1 

h.: ~ ~ : ~ ·1-- t=:::" I T , -1-- r-- _ • _ 1 1 __, :---t ~ ""' 
~-+-r-->-t+ + t r-!. t r-r- ~.__ ,_ ·1-t- 1 i +-+ · 1\ 1 1 ~ 1 1 1 1 1 1 1 1 1 !-1 +40 

R ~ t · · 1 '""'t 1111111 N 1111111111 U 
h T_: -

+--+--l---l-~+-- 1 1 1 1 1 l l 1 1 1 1 1 1 1-l 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 Ill 1 1 1 1 1 1 1 1 1 1 1 ~ r:~+- --H+-1 f 111 m++,r-~-

[!' --1 ~ I"J..J.. btJJ Ï 
1 

- f L1-f=t- 1- 1- Wf11 1 ~ TT111 • j--f---f--1-

99 IL fij - 1 III l IJ ~ :J 1 w 
1-H H-+- -lL ~L 11 1\l l'lTT ' fi 1 1 Il\ '-T '/'-~~o. '1 r-N ,_ ~' t i'l,J...L-l.--LJ 1 1 J!! 1-LJ,--~ 1- (... , 1- f-"ki; ' ' 1 ~ ~~ Il ' 

_1 ,.. '.LJ ' +-/ ~ 1\~ t-·t-- l t--, _.. ,...," l" ~ .. ' t ~ r 1 K 
,, r L-r ~ r--t-' 1 " II 1\ t--~ ~ T'Iii J'IIi 1\: . -· , .,. t , :g_,- . ,.'1 ,. ~1.1.-- ,.~>~ 1 ,.. , 1 ,_ v ..-rr--11;fn 1 1 1 1 ,..,.~ 

~ ,. ~~ ~ -~ 1-- • · ,... 1-- , .1"" ·" r , -, "" M~î\1 

\ 
~

' 1\o. -.. ~i' '" f ,__ , 
~ t .--1-r-- - 1-- '""~ , ~'"'F-r1 · · r-~1~1 , 

r .. 1 ['\,. T à'"!.. f-1:1 , ""- ~- -= ~ 1 -/, 1'1...1 r l\T l ~ 1 1a 1 ! ""' 1-.. ~ , _ [ ~~'---1--- 1--- ·J · ' ....:.--....:: N -v l T 1 ~- : . , ~ j 1- " T ~~~ , _ ~ ~.w t::hJ~ 1 , ~""- Y' l ~ 
Ëf ~ ·-'~ -""~ 8= tc-~- ..:i ! 1 " __g,. + ~--- f-~~~ 11 ' i 1111111 1111111 r/1Tr 1 1 1 1 1 1 1 1 1 1 1 1 ~-~ 98 1... ~ 1 ! >-i-- --- ~ t _j... 1, -l-e • · · 
P f-+ rrt+='t- --; 1

-- \- • "j ~, . ,,,-+, H , , , r11- , , 1. ï 11111111111\1 111:1 _
20 f +- ;\ " / ' Il' • 1 L , . • '/. t" ::r J 

~ r H- : _ ·I=G-,j~~~ ~-- ~---1 I \t L ~r .Lt ·- 1--- . r- , :.L ~t-c+rar-~~-l.tila~ 
- · ' '-1-- -........ , - H t '!- t' '"N + [1 f-+ , ....._. : · u1 •- 1 à:r JTh ldiÎriP"~ f~ 

1--.....l . · r IJ · \-r- r · :J 1 1 !' ~-' r 1 ~-..: 
1 ' , t-- t- ·~ ,. Il ,' -t- 1-- , ' \ . 1- 't' fV i .!tr · f'~r - >::; . t-- IH---~ - + - 1- f---,t- !-- , jl_ ~~ +- - • 0: .aki' u;;: li 01 l~l ' ~~ t-t ·1-- - 1--- tt ti 1 ~· ri_, _, ' H-± 1--- - ,, · ~-, 1 rv--~-+::~ " +H CD ~fli~D'_on- :• tt T _ , r - 1 1 t ' T , • 1" i \ - 40 

!~! ' 1 1 ~ r 1-- 't)'f 1- . f-ti wi t i ~~- ·J f---t 1 Il • :r '.' -~~ .. ~~ E1G~ ~ft~~~+-t l: 
-~ t . + -- 1 r-- t-- ·l r- ~ -- ~ 

4 
f .~; L\ 

97 ~· .1-- t ~ ..._ f-- - 1 1--- \! , ~ - h i i , 
,. ' ,. f.-. . t' -~ t-- 1 ._._1~ H 1- - . 

1 ~ .. + .... ~ ,1.... ~ - ' 1; 
~ ... ... , i·· H-\ t r.4 .... ,,, ,__ 1- . 1\1 
r--\ -+ .;. h T t-H -1-- :/r- ' ' -·- 1-- 1 . =R - 60 

;~ ~d ~ Lt i. 19521~~ -t --1--r ~--~.:-cJ5s ' !-=t., 1-- l-t-ts_J_· t--1- ~-~~tl i'. r t-- l -;1-r::;-t:; 1- 11 .1 !_ -~. ,.., 1---
-~ 1 1 . .] 1 ' t:--r-- ~- 1 -t 1 1_ l.l 1 1 . f - -:-+- 1- .....,_ tf~-- !---"-< 1-- 'i-"'1-' 

1 

• I [ I T r !--~- ~~-D - 1-j--~-1-+-- I 1 
' I-IJ! --=: _P ' r+~~- . ' ! r-:~:±-f- - 1 1 ~=t:.-- I t + II ~~ 1 - f ·. 1---

f, ~~- • T , .-l1T .ti--
1
_T_ ia·-' t-'""j _ , • 1 t J ' _ ·_jl _. FFI Hl~ 1- -x.7f; r------ ~-*· 1 _J r 1 ~~ 1 r-1 f 11 • _ 1 Jt1w= .__ -~ ri ' t t u t ~ ~ t J . ~ 1 + . . ·m -+-·-+ f;k 1 

- - . - r-f--r"IT+i - + t rî~ !-- : f t ~i 1 1- T 1 • 1 H · ~ ~ ~ ,. ~ .. - . -t - .... - • .-tt-tt - -H tt n t- i ._. lt - ~ t h t t "t 1 rn f--

H ~ tt l' ; ~ t t t-T- ' . . t- . 1 .l.ll.ll~l .11 .11 . ] I 1lJ.11 1 1 1 .11.1 .1-~ -

e e e 
YS ftNIJQ-_11 

'ttJU! aljl Ol 01 A 0\ 
·o;:, H 3&S3 ~ , 3 .:1 ..:1n3>1 s;-&Si&: e e 



-122-

Canadian dollar deposits of foreign banks and change in 

Canadian dollar deposi ts of other non-re.sidents. 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

ponents. 

Non-residents may increaae their Canadian dollar 

balanCfJB in two main ways - by entering the foreign exchange 

Inarket and demanding more Canadian dollars by supplyitig 

a greater amount of foreign exchange, or by refraining 

from entering the exchange market with some of the Canadian 

dollars earned in trade. In the first case, the aupply 

schedule of foreign exchange is further to right, and, 

in th.e second, the demand schedule for foreign exchange i s 

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; consequently, 

in Canada the resulting affect through international· 

trade ia for incomes and priees to fall. An increased 

demand for Canadian dollars will tend to cause the 

interest rate in Canada to be higher than i t would be in 

the absence of this kind of capital inflow. Thus, an 

increase in Canadian dollars held by non-residente may 

have an additional deflationary aspect through its affect 

on the intere st rate. If the increase in Canadian dollar 

balances is in anticipation of increased investment in 

Canada • thi a capital in flow may only be a deflatîonary 

link in an inflationary chain. 
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3. CHANGE IN OFFICIAL HOLDINGS OF GOLD AND FOREIGN EXCI!AJ.'"mE 

The change in the official holdings of gold and 

foreign exchange appears next in the capital account. 

Table 15 indicates the changing role which this account 

bas perfor.med 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. 14 Ignoring aign, 

Table 15. Change in Official Holdings of Gold and Foreign 
Ex change 

(millions of dollars) 
(An in crea se in official reserves i s denot ed 

by a minus sign) 

1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 

267 
742 

-492 
-128 
-722 
- 56 
- 37 

38 
~124 

44 
- 33 

source: Canada, Dominion Bureau of Statistics, 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 
capital outflow is represented by a minus entry. An 
increaae in official holdings is a type of capital 
outflow for it representa an increase in Canadian 
foreign investment in the for.m of foreign exchange,or 
gold and is thus entered as a negative quantity. 
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years it was only $55 million. 

Until 195l,this aocount bore much of the brunt 

of effeoting a balance in the Canadian balance of payments. 

Although Canada had an overall current account surplus in 

1946 and 1947 of $363 million and ~49 million respectively, 

balance of payments diffioulties developed with the United 

Statea.l5 This situation aroae because exporta 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 government amounted to ~750 million 

ano$565 million in 1946 and 1947. 16 Thus, a aignificant 

proportion or exporta produced no foreign exchange vrith 

which to meet the perennial current account deficit with 

the United States. In addition, during 1946 and 1947 

capitàl-m~vement between Canada snd the United States 

aggravated the problem. Excluding changes in official 

re serves,· the re was a net out flow of United States capital 

of $158 million in the first two post-war years. 17 Since 

Canada had a fixed exchange rate the excesa demand for 

United States dollars had to be met by drawing down the 

official holdings of gold and United States dollars. This 

losa of reserves of more than one billion during 1946 and 

1947 reduced official holdings to a low point of just 

under.461 million in December 1947; and precipitated amer­

geney exchange conservation measures.l8 Certain importa 

15. 

16. 
17. 

Canada, Dominion Bureau of Statistics, The Canadian 
Balance of Payments in the Post-War Years 1946-1952, P·9· 
Ibid., p. 90 
Ibid. 

18. Ibid., p. 10. 
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were prohibited and many others were placed und'er a quota. 

Official holdings of gold and foreign exchange were 

replenished to the extent of $620 million during 1948 and 

1949. In September 1949, following the thirty per cent 

sterling devaluation, the Canadian dollar was also devalued. 

The spot rates establi shed for the United States dollar 

were buying $1.10 and selling $1.10~. 19 During the last 

quarter of 1949 and the firat two quartera of 1950, there 

was little or no speculation; thua, indicating that the 

exchange rata 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 exchanga 

rate. Once an important group of speculators becomes 

convinced that an exchange rate is inappropriately pegged, 

their speculation encourages less venturasome individuals 

to enter the market. As a result an initial ripple becomes 

a tidal wave sweeping everything before it. For instance, 

net sale of outstanding Canadian aecurities to non-residents 

increased from $11 million in the second quarter of 1950 

to $295 million in the third quarter of that year and other 

capital movements increased from $19 million to $153 million 
20 

during the same periode. 

With a fixed exchange rate,it was necessary for 

the central bank to purchase the exceas supply of United 

States dollars in the foreign exchange market. In the 

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

20.Canada,Dominion Bureau of Statistics, The Canadian Balance 
of International Payments in the Post-War Years, 1946-1952,p.l04 
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third quarter of 1950, the inflow of capital resulted in 

a 43 par cent increase in official reserves from el,255.4 

million (U.S.) to $1,798.6 million (U.S.) •21 The Canadian 

dollars were provided initially by drawing down go~ernment 

deposlts with the chartered banks; thus, there was no 

change ln the banks' cash reserves. However, when official 

holdings of foreign exchange are increased to the extent 

that they were lncreased in the third quarter of 1950, 

government deposits are soon depleted. In order to increase 

government deposits with the chartered banks, the Bank of 

Canada sold $200 million in Treasury Deposit Certiflcates 

to the chartered banks. This operation increased the 

deposits of the chartered banks but reduced their cash 

reserve ratio. In addition, $293 million had to be pro-
22 vided directly by the central bank. If no offsetting 

action were taken, the Canadian monay supply would be 

increased not merely by this amount, but because chartered 

bank cash reserves and deposits would rlse correspondingly, 

excess cash reserves would develop, and thus enable the 

chartered banks to undertake a multiple expansion of 

deposits. However, the Bank of Canada engaged ln open- ~ 

market sales and were able to restrict the quarterly rise 

in chartered bank reserves to ~36 million. 23 Thi a situation 

21. Peter H. Cornall, 11 Exchanga Flexibility in Canada: Soma 
Underlying Factors'~(Unpublished papar). 

22. Ibid. 
23. Ibid. 
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was untenable;for as 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." 24 

There were three alternatives: maintain the 

exchange rate and impose direct controle on capital move-

ment s; set an appropriate new ex change rate; or free the 

Canadian dollar. The first possibility was probably not 

seriously 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. In addition, o.ppreciating the 

Canadian dollar would have entailed the government handing 

a prli1flit to the speculatora. On Oct.ober 1, 1950, the 

Canadian dollar was freed and thus the Canadian government 

incurred the displeasure of the International 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 arder to attempt to damp temporary fluctuations 

in the exchange rate and not in arder ta establiah a rate 

at variance with the market trend. This lina of action was 

af fi rmed by the Honorable Walter Harris, former Mini star 

24. Canada, Parliament, Committee on Banking and Commerce, 
Proceedings 1954, Vol. II, p. 749. 



of Finance when he atated 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 in 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 ~n 
either direction which might otherwise occur. 25 
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Graph 4 substantiates the view that the exchange 

fund account doea not attempt to reverse trends because 

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 official holdings which is significant but 

the gross transactions engaged in by the exchange fund 

account. It has been advocateâ that profit arising from 

the day-to-day operations of the exchange fund account is 
26 a measure of its success. If there is zero trend in the 

exchange rate, the fund will show a profit if it purchases 

foreign exchange when the Canadian dollar temporarily 

appreciates abova the normal rate and sella foreign exchange 

25. Canada, Parliament, House of Commana, Debate, Tuesday, 
April 5, 1955, P• 2729. 

26. Harry C. Eastman and Stefan Stykolt, "Exchange Stabili­
zation in Canada, 1950-4 11

, The Canadian Journal of 
Economies and Political Science, Vol. xxii (May, 1956), 
pp. 221-231. 
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when the Canadian dollar temporarily depreciates. How-

ever, it has been indieated that if.there were no trend 

in the rate maximum atabilization would imply zero 

profits; therefore, its success must be measured by the 

stability of the rate around the trend and not by its 

profits. 27 

Be cause of ~thil inerease in the officiEtl re serves 

in the last three quartera of 1956,the demand achedule 

for United States dollars was displaced further to the 

right, resulting in a lower average exchange value for 

the Canadian dollar over that period. Thus, exports ~ere 

stimulated and importa were diacouraged to a greater ex­

tant than would have been the case in the absence of any 

intervention in the exehange market. 

An increaae in official holdings of foreign 

exchange(denoted by a minus entry in the balance of payments) 

will tend to increase domestic incomes and priees by en-

eouraging exporta and discouraging importa. As the United 

States funds must be paid for there may also be an infla-

tionary affect through an incre,ase in the money supply. 

If the increase in oi'ficial holdings of United States dollars 

is financed by drawing down government deposits with the 

chartered banks, there is increase in the money supply but 

no increase in the cash reserves of the chartered banks. 

27. c. :P. Kindleberger, 11Exch-ange Stabilization Further 
Considered:A Comment", The Canadian Journal of Econo-
m~ and Political Scienëe, Vol. xxiii (August, 1957), 
p. 408. 



-130-

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 de9osits on the basie of the excess cash reserves 

created. If the central bank did absorb all the excess 

cash reserves throubh open market sales, the inflationary 

affect of the primary increase in the money supply might 

be counterbalanced by the deflationary affect of the 

higher rate of interest because of the positive displace­

ment of the su.pply schedule of bond s. ·Al thou.gh the re may 

ba considerable, little,or no inflationary affects through 

an increase in the monay supply, the exchange value of the 

Canadian dollar will be lower as a rasu.lt of the increase. 

This will tend to increase Canadian 1ncomes and pri.ces 

throu.gh 1 t s ef fe ct on fo1·eign trade. Therefore, 1 t can be 

concluded that an increase in official reserves, which in 

the capital account of the balance of payments is repre­

sented by a negative entry, is definitely inflationary and 

.. èl~pending on the source of Canadian dollars, 1 s potentially 

an extremely inflationary factor. Conversely, a decreaae 

in official reserves, which will be represented by a plus 

sign in the capital account, wili have a deflationary 

affect in Canada through international trade as a result 

of the tendency for the Canadian dollar to appreciate. There 

will be also the potentially deflationary affect of a decrease 

in the monay supply. ... 
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4. OTHER CAPITAL MOVEMENTS 

The final item in the capital account of the 

Canadian balance of international paymenta ia other capital 

movements, as indicated by graph 1 on page 53a, this account 

ia very responaive to exchange rate movementa. 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 
account receivable 
and payable (includ-

Changes in Bank 
Balances & Other 
short term funda M.iscella-

Year ing balancing item) abroad neous Total 

1950 
1951 
1952 
1953 
1954 
1955 
1956 

209 
118 

-375 
-117 

20 
10 

247 

11 
-14 

-168 
-79 
-75 
131 

-216 

-10 
24 
32 
11 
27 
63 
86 

Source: Canada, Dominion Bureau of Statistica, The Canadian 
Balance of International Payments ~' p. 26. 

and other short-term funds abroad. In table 16,the column 

210 
128 

-511 
-185 
-28 
204 
117 

headed miscellaneous includes the net change in short-term 

holdings of Canadian funds by the International Bank for 

Reconstruction and Development and the International Monetary 

Fund, borrowings by Danadian finance companies and other 
28 long-term capital transactions. Consideration will only 

28. Canada, Dominion Bureau of Stati stics, The Canadian Balance 
of International Payments, 1956, p. 26. 
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be given to changes in loans, accounts receivable and 

payable and changea in bank balances and other short-term 

funds abroad. 

(i) Qhanges 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, the re was an in:now of capital of $118 

million through changes in loans, accounts receivàble and 

payable. Therefore, accounts payable must have incre.ased 

relative to accounts receivable. If this situation were 

stimulated by exchange rate expectations, the expectations 

must have been that the Canadian dollar would appreciate 

further as the Canadian dollar appreciated fairly steadily 

throughout the làtter half of 1951. If such were the ex­

pectations, Canadian corporations would lag their payments 

to foreign corpor~tions and foreign corporations would 

lead their 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 1 t would (;d~preciate rather than appreciate 

further. However, there may be soma ratio of exchange 

between the Canadian and United States dollars which is in 

soma sense generally regarded as a normal priee. Apprecia­

tion of the Canadian dollar until this ratio iS achieved 

may stimulate expectations of further appreciation. 

Appreciation of the Canadian dollar above this ratio may 

foster expectations that the Canadian dollar will deprec:i.,ate. 
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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 ~robably played a 

signi ficant role in stimulating this out flow. The 

average spot exchange rate for the United States d~llar 

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

States dollar). 29 Thus, it is probable that Canadian 

corporations were encouraged to reduce their accounts 

payable to foreign corporations. While foreign corpora­

tions might have been encouraged to let their debt to 

Canadian corporations in crea se. This would have occurred 

if the Canadian dollar was considered abnormally expansive 

and likely to depreciate in the future. Again in 1953, 

the re was an out flow of short-t erm capital; and during the 

laat 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 spite 

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

the Canadian dollar depreciated fairly steadily throughout 

the year,an inflow of capital in this account was stimulated 

but it amounted to only $10 million. In 1956, although 

the Canadian dollar appreciated fairly steadily throughout 

the year, there was a net inflow of ahort-term capital 

rather than an equilibrating outflow. However, if figures 

29. Canada, Bank of Canada, Statistical Summary, Financial 
Supplemen~ 1954, p. 59· 
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were available for this item on a quarterly ba sis, they 

might inàicate that there was an outflow of capital during 

the last quarter of l956,but that it was not nearly 

sufficient to counterbalance the inflow during the early 

part of the year when the United States and Canadian dollars 

approached par. 

In addition to bltng responsive to exchange rate 

movements, changes in loans, accounts receivable and paJ.able 

will be greatly influenced by the changes in the balance of 

marchandise trade or the current account balance. When the 

balo.nce of merc::;andi se trade becomes more passive, ac count s 

payable will be expeoted to increase relative 'to accounts 

receivable. An increase in Canadian accounts payable or 

a reduction in accounts receivable ia an increase in short­

tarrn credit extended to Canada. Thus, in the capi t·al 

account it is repres~nted by a positive entry. 

It is difficult to determine whether accounts 

receivable and payable are more responsive to changes in 

the current account balance or the merchandi se trade 

balance. The payments lag is also àn important factor. 

Will changes in the leval of accounts receivable and payable 

from year to year reflect only changes in the current 

account balance or marchandise trade balance occurring in 

the last month, last two months, last quarter, last half 

or during the whole year as compared with the corresponding 

perlod of the precedins year? It is evident from table 17 

that changes in the marchandise trade balance during the 
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last month from one year to the next is insufficient by itself 

to cause auch large changes in loans, accounts receivable and 

payable. 

Table 17. Some Factors Affecting Changes 
and Payable 

in Accounts Receivable 

Year 

1950 
1951 
1952 
1953 
1954 
1955 
1956 

(in millions of 
Oàange in 
Merchandi se 

dollars) 
Change in 
Loans, 
Accounts 
Receivable & 
Payable & 
other transac­
tions 

last 

T rade Bala-nce 
from the_Simi­
lar period in 
preceding year 

last 2 last last year 
Month Months .l.. i 16 

209 -48 -137 -176 -248 -283 
118 82 171 279 241 -157 

-375 -62 - 92 -145~ 5 636 
-117 -26 - 50 -68 -156 -547 

20 30 23 28 65 71 
10 -58 -109 -197 -294 -224 

247 11 - 37 - 42 -110 -523 

Change in Current 
Account Balance 
from Similar 
period in pre .. 
oeding year 

last last year 
i i 

-292 -412 -511 
310 255 -183 

-119 21 681 
- 65 -155 -607 
- 32 3 11 
-185 -290 -266 
-105 -224 -674 

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

1953, 

Canada, Dominion Bureau of Statistics,. Trade of_ Canada, 
Importa, November and December, 1950 to 1956. 
Canada, Dominion Bureau of Statistics, Trade of Banada, 
~ports, November and December, 1950 to 1956. 

In addition,the sign of the change in the marchandise 

trade and current account balance from year to year wou.ld be 

expected to be opposite to that of accounts receivable and 

payable. When accounts payable are increasing relative to 

accounts receivable, there is a positive entry in the second 

column of table 17. At the same time,it is to be expected that 

the marchandise trade and current account balance would become 

more passive, which would be indicated by a negative entry in-
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the columns marked change in marchandise trade and current 

account balance. However, the ~bange in the marchandise 

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 ether transactions in only two out of the 

sevan years. Surprisingly enougb in the matter of sign 

the longer the period selected the more appropriate the 

signa appear to be. However, even when the change in the 

merchandi se trs.de and current account balance are taken 

from one year ta the next, the aigns are only opposite to 

column two of table 17 in five of the seven years. 

Exchange rate expectations are a good explana-

tian of changes in loans, accounts receivable and payable 

in 1951, 1952, 1953 and possibly 1955· Changes in the 

current account balance during the last quarter explain 

the inflow of capital in this account in 1954 and 1955. 

The current account balance became so rouch more passive in 

the last quarter of 1955 vis à vis 1954 that a larger 

inflow of capital B.S a result of changes in loans, accounts 
expect ed. 

receivable and payable might have been~ In 1956, the current 

account during the last quarter was more passive than in the 

same period in 1955 but probably not suff:fci ently to account 

ror the inflow of 3247 million. 

It is possible that restrictive bank lending 

policies may exert sorne influence on the leval o1' interna­

tional accounts receivable and payable. The Dominion 

Bureau of Statistics considera this to be one of the most 
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important causes of the in flow in 1951.30 Similarly, in 

1956, tbis factor might have contributsd to the aize 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 are included with loans, accounts receiva-

ble and payable, it is not surprising that it does not 

always behave as might be expected. The balancing item is 

often large; for instance, in 1950, 1951 and 1952, it 

amounted to.: $119 million,+ $56 million and -$226 million. 3l 

The reason the balancing ite~ is including under the 

heading of changes in loans, accounts receivable and payable, 

is that, 11 A study of the behaviour of this residual over a 

number of years sugge st s that i t representa principally 

changes in receivablœ and payables not directly recorded."32 

In the last quarter of 1956, since both rnercl1an-

dise exporta and mercnandise importa increased relative to 

the same period in the preceding year, both accounts 

receivable and payable probably would increase. Since 

importa increased to a greater extent than exporta, 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 th~. 

30. Canada, Dominion Büreau of Statistics, The Canadian 
Balance of International Payments in the Post-War Years 
1946-195~, P• 50. 

31. Ibid .. 
32. Ibid. 
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foreign exchange market is that the demand and supply 

schedules for and of United States dollars would not 

shift as far to the right as would be the case in the 

absence of any change in payables and receivables. To 

indicate this in a diagram,the curves marked DD and 55 

in figure6 are the demand and supply schedules which 

would have prevailed in the market if there had not been 

any change in payables and 
JJ ]) 

E.R. \ 
( r ri ce \ 

of U. s.$ \ 
in Can.$) 

\ 

receivables. 
s' s 
A 

!. 
h 

,..~ 

As a result of 

u.s.$ 

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

and 

Canadians allowing the amount of outstanding accounts 

payable to non-residents to increase)there is the new de­

mand achedule, o1o1, and as a result of non-residents 

increasing their debt to Canadians there 1 s a new supply 
• •<' "'H;:~ 

schedule, s1s1 • Since accounts payable increased 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 short .. term 

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

of capital inflow has a deflationary affect on the Canadran 
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economy since importa tend to increase and exporta 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 balance. Thus, a short­

term capital inflow of this nature might have a minor 

inflationary aspect; for by avoiding a reduction in their 

cash the Canadian corporations might be able to undertake 

increased expenditures in Canada. Since credit of this 

type is usually expansive, it would be used to finance only 

very ahort-term operation s. 33 Thus, there ia probably 

little doubt that an inflow of capital as a result of 

changes in loans, accounts receivable and payable and other 

transactions tends to decrease Canadian incomes and priees. 

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

Chang~s in bank balances and other short-term 

funds abroad i s the other very impo-rtant component of "Other 

6apital Inv'9stments. 11 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 division of the change 

in holdings of bank balances and other short-term funds 

abroad of Canadiai1 banks and of. othe-r 9anad-1aris •. Consider-

ation will be given initially to change in the holdings of 

33. The Dominion Bureau of Statistics states in the Canadian 
Balance of International Payments in the Post-:War Years 
1946-1952, p.50 that: 11 0ther corporate requirements may 
be met through an increase in accounts payable ••• For 
limited periode financing of this character has contri­
buted to expansion and development projects. 11 
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Canadians other than the banks. 

Table 18. Cliange in Bank Balances and Other Short-Term 
Funds Abroad (a) 

xear 
1950 
1951 
1952 
1953 
1954 
1955 
1956 

(in Millions of dollars) 
(A minus sign indicates an outflow of capital 

which is an increase in bank balances abroad) 

Chartered Banks 

33 
-19 
-84 
-26 
-11 

41 
-11 

Oth.er.:.Carm.diang 
- 22 

5 
- 84 
- 53 
- 64 

90 
-205 

Total 
11 

- 14 
-168 
- 79 
- 75 

131 
-216 

Source: Canada, Dominion Bureau of Statistics, The Canadian 
Balance of International .Payments 1956, p. 38. 
Canada, Bank of Canada, Statistical Summary 
Fiuancial Supplement 1956, ~P· 17-19. 

(a) The change in banlr. bala."lces and ether short-term funds 
abroad as shown by the balance of pa3~ents has been divided 
into two components, change caused by thr:; ohartered banks 
and change caused by ether Canadians. The capital movements 
caused by the chartered banks has been obtained by comparing 
their net foreign assat position (excluding fixed assets) 
from one year to the next. The net foreign assat po si ti on 
is determined by subtracting foreign currency deposits from 
foreign cash items, foreign securities and loans outside 
Canada. This is not an exact measure 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 1 ts foreign cash items, the net 
foreign assat position (exoluding 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 balances and othcr short-term funds abroad 
of Canadiana ether 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 securities 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 a change in the short-terra interest rate differ­

entiai. 

The changes in short-term funds held abroad 

appear to be very responaive to exchange rate movements. 

In 1952, 1953, 1954 and 1956,when the Canadian dollar was 

at a substantial premium, there was an incre'lse in short­

tarrn funds abroad. Canadian corporations with an income 

of foreign exchange might delay the transfer of funds to 

Canada in the hope of being able to convert on more 

favourable terme in the future. Canadian corporations which 

required foreign exchange in the future might tend to 

purchase it early. In 1955, when the premium on the 

Canadian dollar was almost eliminated, the Canadian corpora­

tions might have been induced to reduce their holdings of 

foreign exchange. 

Binee there is a lag between the sal~ of new 

securities abroad and the transfer of the proceeds to 

Canada, a change in the volume of securities floated abroad 

will affect the leval 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. This 

ia because the government or corporation having to make 

the retirement will gradually build up its short-term funds 

abroad in arder to discharge the obligation. 

In 1952, there was a large capital outflow a~ a 
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result of Canadians increasing their short-term funds 

abroad. This may be partially explained by the fact that 

retirements during the first two quartera of 1952 and 1953 

amounted to $53 million and $118 million.34 Consequently, 

the leval of bank balances mieht have been higher at the 

end of 1952 as compared with 1951, in anticipation of the 

larger amount of retirements that had to be mad~. However, 

since new issues 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 waiting to be transferred 

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 Oanadian dollars. 

In 1955, there was a large inflow of short-term 

capital as a result of decreases in bank balances and other 

short-term funds abroad. It apvears 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 preoeding year. Since the average spot exchange 

rate for the United States dollar was 99.95 in Deoember, 

1955, this probably accelerated the rate at which foreign 

funds were exchanged for Oanadian dollars·. 36 In addition, 

34. Canada,Dominion Bureau of Statistics, The Canadian 
Balance of Pgyments ~' p.32. 

35. Canada,Dominion Bureau of Statistics, The Canadian 
Balance of International Pa;y:ments 195,2, 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 pank balances 

abroad between 1954 and 1955. 

In 1956, there was an outflow of capital in excess 

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 

issues abroad in the later half of 1956 as compared with 

the sa.me period in 1955. New issues increased from $30 

million in the last half of 1955 to $389 million in 1956.37 

Thus, there was likely to be an increese in the funds waiting 

to be exchanged for Canadian dollars. The high exchange 

value of the Canadian dollar in December, 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 diff'er-

ential between Canada and ether countries 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 Canadien 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 i t forward at a premium and during the intervàl 

37. Canada, Dominion Bureau of Statistics, The Canadian 
Balance of lnternational Payments 1956, p. 42. 
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obtain a higher yield on the funà.s in London. These factors 

combined to yield a return of be;ter than 2i% per annum 

as compared wi th sligntly over lJ& on Canadian treasury bills. 

This was one of the factors wnich contriGuted to the out-

fl:Jw -.1.1. sh;>rt-ter1ll. capital ln 1954. J:.n l9S5.as forwarei sterling 

fell to a di sc::mnt wi th re odet to Sfot st er11:1g the co st 

of e:xcl1.aüge .,Yl'O"tectL:m inc.ceC:i.seà.. ·:~.:ne ylelci on Ga.naalan 

treasury bills also rose sharply toward the end of 1955. 

Consequently~ the London market became lesa attractive 

and Canadian holdings of British treasury bills were 
38 

reduced. 

When there is an inflow of capital resulting l'rom 

a decrease in ban1;: balances and other sbort-term funds 

abroad, the Canadian dollar will tend to appreciate. The 

exchange transaction will tend'to decrease Canadian incomes 

and priees by increasing importa and decreasing exporta. 

The reduction in short-term funds abroad may no.t 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 effect on domestic incomes and priees, exèept asL 

resulting changes in foreign incomes influence Canadian 

exporta of goods and services. There may be a net 

capital inflow, without a foreign exchange transaci;.ion, if 

38. Canada, Dorninior. Bureau of Statistics, Sales and Purchases 
of Securi ti es between Canada and other Countr~§..ê...J!ecember 
J::~and-J:1~v i ew _Q. t_S e g_ur:i,_t_y_1_~ ad il:!fU!JJ_~i ng 195 5, pp • 6-7 • 
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the shàrt-term funds were reduced in arder to increase 

importa. The increase in importa will tend to lower priees. 

However, if the short-term funds are reduced only tempor­

arily,the exchange transaction which restores the former 

level will tend to offset the deflationary effect. 

In the cases where there is a foreign axchange 

transaction,i.t is necessary to co·naider what is likely to 

be dona with the Canadian funds obtained. If the short-

term funds had been held for the purpose of interest 

arbitrage, the re may be li tt le incre.ase in spending. 

Similarly a Canad~an corporation which has delayed exchang­

ing its earnings of foreign exchange so that it can convert 

on more favourable terme may not increase its domeatic 

spending signi ficantly. If the sbort-term funds that were 

drawn down were obtained 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.was discussed when new issues of 

Canadian securities were considered but at that time the 

transfer lag was not stressed. The actual drawing dawn 

of short-term funds abroad is deflationary if it involves 

a foreign exchange transaction. However, it may be only 

a deflatiJnary component of an inflationary proceas. 

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

Changea in the net foreign assat position of 

the chartered banka ia at times a aignificant item in 

other capital movementa. Annual figures tend to under-
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estimate the importance 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.39 

Graphr:S indicates that changes in the net foreign assat 

poBition of the chartered banks has exercised at times a 

stabilizing influence on the exchange rate. When the 

Canadian dollar depreciates there appears to be, in general, 

an inflow of capital, while when the Canadian dollar 

appreciates there is an outflow. 

It seems doubtful that the chartered banks 

attempt to stabilize the exchange rate on their own initia­

tive. When the Canadian dollar appreciates and is not 

expected to remain at auch a high value, Canadian companies 

which require foreign exchange in the future may be en­

couraged to obtain it early. A Canadian company may go to 

a chartered bank and purchase foreign exchange at the 

spot rate on enter into a forward contract. If spot 

foreign exchange is purchased, there probably will be no 

significant change in chartered bank holdings of foreign 

exchange. This la because the banks attempt to match 

sales and purchases. If it is not possible to match sales 

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 dollar is high and is not expected to persist, the 

demand for forward foreign exchange probably will be greater 

than supply. This do es not mean that the forwani rate will 

change to bring about equilibrium as in the case of the 

spot rate. Theoretically, the fonr&r.a rate i s derived from 

spot rate and the difference between the two is accounted 

for by the short-term interest differentiai. 40 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 

C d . 41 r::tna. 1.an. 

The res~onse of the chartered banks to an excess 

demand for forward foreign exchange will be considered. 

The banka will sell forward the foreign exchange demanded. 

Wiahing to avoid the exchange risk, the banks will buy 
-

spot foreign exchange of an amount equal to the excess of 

40. Donald Bailey Marsh, World Trade and Investment (New York: 
Harcourt Br ace, 1951); p. 181 and Sidney A. Shepherd, 
Foreign Exchange in Canada:An Outline (Toronto:University 
of Toronto Press,l953), pp. 34-38. 

41. Canada, Bank of Canada, Statistical Summary Financial 
Supplement ~' 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 i s th~t if Canadian corp- . 

orations conslder the exchange value of the Canadian dollar 

as abnormally high and as a result are prompted to secure 

their future requirements of foreign exchange, there ia an 

outflow of short-term capital whether they buy spot foreign 

exchange or purchase it forward from a bank. 

Similarly, if the Canadian dollar is below the 

normal rate and is expected to appreciate ,Canadian companies 

will be inclined to draw dawn their foreign exchange holdings. 

If they are to receive a large amount of foreign exchange in 

the future,they will be inclined to enter into a forward 

contract. If the exchange rate expectation is shared by a 

large number of businesses,the banks will undertake more 

forward purchases of foreign exchange than sales. In arder 

to hedge againat the exchange riak, the banks probably will 

aell foreign exchange spot to the extent of the excess of 

forward purchases to sales. Therefore, any stabilizing 

affect atemming from changes in the net foreign asset position 

of the chartered banka may be explained by exchange rate 

expectations of businesaea. If exchange rate expectations 

of businesses have a atabilizing affect on the exchange rate, 

the changes in the net foreign asset position of the 

chartered bank also should be and will be stabilizing if 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 i s caused by a Canadian business ,. 

aelling foreign exchange forward. The bank, making the 

forward purchase, will reduce 1 t s holdings of short-te:rm 

funds abroad. The increased supply of foreign exchange in 

the spot marl~et will cause the Canadian dollar to appreciate. 

This will tend to increase importa and decrease exporta. 

As a result, Canadian incomes and priees will tend to fall. 

Sin ce ln this case, the charte red banks are not 

passive agents in the marKet, the money supply will be 

affected. At the instant when the foreign exchange is 

purchaaed, the Canadian monay supply is reduced by the 

Canadian dollar equivalent of the foreign exchange aold by 

the bank. If each chartered bank initially had no excess 

reserves, bank A, the bank that reduced its net foreign 

assets, will have excess cash reserves ôf the cash reserve 

ratio timea the Canadian dollar equivalent of the foreign 

exchange sold, if it ~s,purchased by one of their own 

depositors. If the fqreign exchange is purchased by 

customers o:t' bank B, bank A will have excess reserves equal 

to the Canadian dollars received for the foreign exchange. 

Bank B will have a deficiency of cash reserves equal to 

one minus the cash reserve ratio times the decrease in its 

deposits used to purchase the foreign excbange. 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 initial leval. 
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Howevar, a single chartered banx can only increase its 

earning assets by the amount of its excess reserves. Con­

sequently, there may ba a lag between the initial decrease 

and the compensating increase in the monay aupply. This 

addi tional deflationary aspect of auch a capital inflow is 

probably insigniticant. 

Since the bank purchasing the foreign exchange 

forward will require Canadian dollars at the date when 

they are to receive the foreign exchange, the Canadian 

dollars probably will be used to buy short-term securi ti es. 

The short-term interest rate will tend to be lower as a 

re ault of the capital movement but this probably will not 

huve a significant inf'lationary effect. Therefore, i t 

appears that a capital inflow resulting fr::>m a forward 

purchese of foreign exchange by a bank will tend to decrease 

Canadian incomes and priees. 
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CHAPTER SIX 

SUMMARY OF PRICE AND INCOME EFFECTS OF CAPITAL KOVEMENTS 

The analysis of the various types of capital move­

ments has now been completed and it is proposed at this 

point to set out a brief summary of what is cons1dered to 

be the most probable affects of these capital movements 

upon domestic incomes and priees. It is very difficult to 

draw any conclusion without making numerous qualifications. 

However, since the qualifications have be_en made previously, 

they will be omitted in the interest of s1mplicity. 

In general, table 19 indicates the effect of various 

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

Table 19. Bummary of Priee and Income Effects 

Name of Capital 
Account 

Direct Investment 

Direct Investment 
in Canada 

Direct Investment 
abroad 

Canadian Securities 

Trade in outstand­
ing issues 

New Issues 

Retirements 

Bign in balance 
of Payments 

+ 

Effect 

Inflationary 

? 

Average flows 
in millions 
of dollars 
from 1951-56 

+ 414 

- 71 

Sl1ghtly Deflationary 
+ or Inflationary + 26 

+ Inflationary + 373 

? - 158 



Name of Capital 
Account 

Foreign Securities 

Trade in outstand­
ing issues 

New Issues 

Retirements 

Loans by Government 

Drawings 

Repa.yments 

Changes in Cana.dian 
dollar holdings of 
foreigness 

Change in official 
holdings of gold and 
Foreign exchange 
(decrease +) 

of 

Sign in Balance 
of Payment Eftect 

Slightly Deflationa.ry 
+ or Inflationary 

Infla.tionary 

+ Slightly Deflationa.ry 
or Inflationa.ry 

Canada 

Inflationary 

+ ? 

+ Deflationa.ry 

+ Deflationary 

Other Capital Movements + Deflationa.ry 

- 152 

Average Flows 
in millions 
of dollars 
from 1951 -
1956 

+ 18 

24 

+ 4 

0 

+ 70 

30 

28 

- 46 

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

ment of Canadian securities, new issues of foreign securities 

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

it is 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 can be 

seen tha.t direct investment in Canada and new issues of 

Canadian securities were the most dominant types of capital 

movements from 1951 to 1956 inclusive. Since it has been 

concluded that under most circumsta.nces direct investment 
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in Canada and the sale of new issues of Canadian securities 

are inflationary in the short-run,the capital inflow appears 

to have raised incomes and priees. This is reinforced by 

the fact that on balance capital outflows have developed in 

accounts in which capital inflows were considered to be de­

flationary. 

Therefore, it appears that even with a fluctuating 

exchange rate the priee affects which the classical econom­

iste stressed may play a significant role in the mechanism 

of adjustment. A change in the exchange rate is obviously a 

priee affect but it is not the kind of priee effect with 

which the classical economiste were primarily concerned 

since the gold points were so close together. The classical 

priee effects were changes in the priee of domestic goods in 

terme of the domestic currency and not just in terme of a 

foreign currency. The priee ef'fects described by the. 

classi~ resulted from a change in the quantity of' money 

with velocity rémaining relatively stable. In contrast, with 

a freely fluctuating exchange rate the domestic priee ef'fects 

result from a change in velocity with a relatively stable 

money supply. Undoubtedly, most classical economiste did 

place undue emphasis upon the role of' domestic priee eff'ects 

in converting a monetary transf'er into a real transf'er. 

However, even with a f'reely fluctuating exchange rate this 

type of' priee ef'fect probably still assista the income ef'f'ects 

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 priee effects. But when there are short-term 

equilibrating capital movements, there undoubtedly will be 

income and domestic priee effects which play an important 

role in the mechan1sm 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 appreciate or depreciate beyond certain limita. 

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 na.rrow-limits. 

If there is considerable pressure. on the exchange rate, 

private traders probably will revise their opinion about 

thé appropriate exchange rate. It bas 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. 10.95, but it was 
revised upward dur1ng 1952 after the sharp r1se in 
the balance or current and long-term capital accounts 
which took_:place at the end of 1951. During 1953 
this cmnfidence was apparently maintainedt as spec­
ulative transactions were relatively light while the 
rate moved narrowly between about u.s. $1.005 and 
u. s. 11 • 028. 1 

1. R.A. Radford, 11 Canada's Capital Inflow 1946-53", Inter­
national Monetary Fund Staff Papers, Vol. IV (1954-55), 
pp. 254-55. 



- 155 

When the gove~nment buys foreign exchange to keep 

the Canadian dollar from appreciating, there will be a 

primary increa~e in money supply. If the foreign exchange 

is purchased by drawing down a deposit with a chartered 

bank, there will be no secondary affects on the monay supply. 

But,if the funds are providèd by the central bank, excess 

cash~:reserves will be created which eould support a multiple 

expansion in bank deposits, if no offsetting action were 

taken. In contrast, with a fluc~ating exchange rate~if 

companies, engaging in international trade, purchase foreign 

exch&nge because they believe that the foreign exchange value 

of the Canadian dollar is abnormally high, there is no increase 

in the money supply. 

The company probably purchases the foreign exchange by 

drawing down a current account balance; so that it appears as 

though there may be no change in the velocity of circulation. 

However, a portion of most current accounts is probably as 

inactive as the most inactive savings account. Almost all 

corporations maintain a certain minimum b§nk balance which 

they rarely if ever reduce. To include all demand deposits 

as part of the active monay supply is misleading for only the 

amount in excess of the habitual minimum is really active. 

Therefore, a corporation that decides to hold a larger part 

of this minimum balance in foreign exchange as opposed to 

domestic currency may have the same affect as if the govern­

ment reduced its deposit with a chartered bank to buy foreign 
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exchange. Technically, there is no increase in the money 

supply when a private trader buys foreign exchange. Since 

the foreign exchange may be purchased as a result of a 4ec• 

ision .to hold a larger part of the habitua! precautionary or 

speculative balance in foreign exchange rather than domestic 

currency, the "JJJ.Qrtion of the bank balance used to pay for 

the foreign exchange may ~e a velocity of circulation of 

zero. It is 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 exchang~ there is an increase in the money 

supply but when the speculation of a private trader stabil­

izes the exchange rate the money supply is not atfected. 

Setting aside the arbitrary definition of the money supply, 

there may be in reality 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 stabil1ty, it is necessary to ind1cate the 

very real differences that can arise. If the government pegs 

the exchange r~te and if the opinion that the domestic curr­

ency is •Ufidarvalued becomes prevalent, the money supply 

may be greatly increased. Government deposits with the 

chartered banks may be reduced and add1tional 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 it is a fundamental rather a transient 

change, private traders will revise their opinion quickly 

about the appropriate exchange rate and will only take a 

speculative position if the rate deviates from this new 

leve!. 

The speculation of private traders moderates exchange 

rate movement about a rate that is considered appropriate, 

but 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 diff­

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 of foreign 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 

confidence wit~ which they view their ability to estimate 

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

that a certain exchange rate is appropriate. Therefore, even 

when short-term capital 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 

offici~l 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. Exchanse Rate of the United States Dollar in Canada 
{in Canadian cents) 

Percentage 
High Low S:f2read 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 99-2%32 96-3/4 3-1/32 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: Canada, Bank of Canada, Statistical Summar1 Financial 
SU:f2:f2lement 1926, p. 65. 

only slightly great. er than the amount permi tted 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

ation 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 if there WBre an 

increase or decreaae in the money supply as would result from 

the exchange fund account reducing or increaaing its deposits 

with the chartered banks to buy or sell foreign exchange. 

') . 
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The prlmary purpose of 1nd1cat1ng some of the s1m11-

ar1t1es that may exist between equ111brat1ng short-term 

capital movements under a fluctuating exchange rate and the 

operations of the exchange fund account under a flxed ex­

change rate is not to detract from the importance of the 

exchange rate as a part of.the mechanism of adjustment. 

Instead the purpose is to counter the opinion that the in­

come and domestic priee effects have no part to play with· a 

fluctuating exchange rate. It is stated that: 

A capital inflow serves to permit a higher rate 
of over-all investment than would otherwise have 
been possible without intensifying inflation or 
payments difficulties ••• This result is most clearly 
visible in the case of importa of capital goods 
associated with a specifie 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 is used to finance 
increased.imports of goods and services of all kinds 
resulting2from a generalized expansion of domestic 
activity. 

It has been indicated previously that just because a 

foreign investment does not increase domestic spending 

initially does not mean that it cannot intensify inflation­

ary pressure. The establishmenttof an enterprise,even if 

it consista entirely of the import of capital equipment, 

may raise the marginal efficiency of capital schedule of 

~lementary industries. But this is not the point or 

primary concern, it is rather the statement that the same 

affect pertains whether the foreign 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 offset by an equal import of goods and ser­

vices. This implies that since a capital inflow is balanced 

by a current account deficit ther.e will be no effect on dom­

estic incomes and prices.3 The foreign investment spent 

domestically will tend to increase income but the import 

surplus will have just 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 importa 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 increase in income. If 

planned saving and investment are unequal,the necessary ex-

post equality will exist at a different level of income. 

Similarly the equality of a net capital inflow and a current 

account deficit is an ex-post equality. The ex-ante current 

account deficit and net capital import may be different and 

the equality whioh must prevail may occur at a different 

level as a result of an increase in income and a rise in 

domestic priees. 

If the Canadian dollar appreciates sufficiently so 

that it alone induces an increase in importa and a decrease 

in exporta the sum of which is equal to the amount of the 

3. For another example of this position see s.e. Tsiang, 
"Balance of Payments and Domestic Flow of Income and 
Expendituresu, International Monetary Fund Staff Papers, 
Vol I (1950-51), pp •. 277-7B. 
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foreign investment which resulta in domestic expenditures, 

there may be bo intensification of inflationary pressure. 

However, it is insufficient to say that becaus~ a foreign 

investment is offset by a current account deficit the 

multiplier affects on income will cancel each other. The 

process by which the equality is established must be con­

sidered. If the exchange rate doês not move sufficiently 

to consummate the real transfer .~lone, there probably will 

bé a net increase in domestic spending. When there are 

short-term .capital flows which moderate exchange rate 

movements, income and domestic priee affecta supplement 

the fluctuating exchange rate in transforming a monetary 

flow into a flow of real goods and services. 
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CHAPTER SZVEN 

S'JME IM.PLI CATIJî.{S FJR .ùONETARY P JLI GY 

1. THE INCREASZD EFI-ECTIVEi:ŒSS OF CANADIAN MO~"ETARY POLICY 

It is now proposed to indicate sorne of the 

implications which a capital inflow has for monetary policy. 

There seems to be a feeling th&t, since the freeing of the 

Canadian dollar on September 30th, 1950, the scope for an 

effective, independant Canadian monetary policy bas been 

greatly extended. The exchange market now :;>rovides a 

certain amount of insulation, wnich does not exist under 

the ·conventional gold stGndard, or under any system where 

the spread between official buying and selling rates is 

narrow. It was the 1ack of auch insulation that prompted 

the Canadian Bankers• Association in their brief to the 

Royal Commission on Banking and Currency to conclude that 

a central bank would be impotent. The brief states: 

With both the United States and Canada on a gold 
standard the situation would remain the same as it 
waà 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 
tüi s country Pfra11eled similar development in the 
United States. 

The Commission, deciding that it was a distinct 

advantage for the now central bank that Canada was not on 

1. Canada, Royal Commission 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 

affect 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 ~ disadvantage for the 
early operation of the bank •. 

However, the fact that a currency is inconvertible does not 

prevent impulses being conducted to the Canadian money supply 

through capital movements. It is the fact that a currency 

is freely fluotuating, or that the spread between the pegs 

or the gold points is sufficiently great so that the exonange 

rate does not reach those limits, which is the insulating 

medium. The Commission, in referring to an inconvertible 

currency, probably considered that this was tantamount to a 

freely fluctuating one, beoause exohange equalization accounts 

had not assumed the prominenoe which they have subsequently 

aohieved. 

In order to indioate the way in whioh a fluctuating 

exchange rate contributes to a more independant monetary policy, 

a fluctuating rate will be contrasted with one which is pegged 

w1 thin a narrow range. From 1939 until 1950, the epread 

between official 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 affect of imposing a 

2. Canada, Royal Commission on Banking and Currency in Canada, 
Report, 1933, p. 68. 

3. Canada, Bank of Canada, Statistioal Summary Financial 
Supplement 1954, P• 59· 
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tighter rnonetary 90licy th .• r. tha t being pursued i n the United 

St tes ryill be contem~ lated in a situa tion ~here the spread 

b etw aen t he pegs is as narror' a s t na t noted a bove . 

Tne initial e :·f e ct of such a p0li cy woul d be that 

the interest d i ff erent i a l bet ween Canad3. and the United States 

wo J. l d i nc re ~- se . Tc~. i s '.'fOUl d c au se an inc rease in t he demand 

for Canadi an do lla Y' s bec ause 0 f the stimulation 1hich t he 

incre a sed inter est dtffere1tial would g ive to the flot a tion of 

new bond issues i n t h e Unit&d St a te s . Tnere would a lso be a 

sh i ft in t h e demand f o r Canadiat1 do llars uec au se non-re si dents 

TIO~ld be encouras8d to buy rel~tively cheaper C3.n~di an bonds . 

I n addi tion , Can3.dian residents .nl~ht reduce their ho l din2:s 0 f 

out standi: :_:. fo r eiGn sec J.ri ti e s fol· th~ s · !!le reas ::m . This 

·.v.:>J.l d tend to cause t11e c .... n~di a.l do ll.s.r t.:> ap_ç.reci ... te ; but , 

the Forei5n Zx chane;e Eop_rd , wt.icll ':'l':i S charc ed '"i th t he 0peration 

of the Zxc:.ance Fund cco v.nt, wo J. l d not permit appre ci ation ) f 

t he Canadian do llar ab.:>v e t h e pe, __ L_ed buyi ng r"te for ..:n i ted 

St a 7 e s de.. 11 ars . 11.S a res'.J.l t , the demand s ched·J.le :'or United 

St ates do ll&rs be co ces infin itely e l ctst ic at th~t r~te . 

l s illustr~ted ln Fi gure 6 , there will 
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in exporta and importa as long as the initial rate of exchange 

is not at the buying peg. The increaae in imports and 

decrease in ex._J:Jrt s vTill !Je in slg :li:~i cs.:1t if the spread 

between tha ;.Jegs is only one ::>r Jne '!:lalf of one per cent 

w1less the demand and supply schedules for and of foreign 

exchange are extremely elastic. There will also be an 

initial increase in the monay supply, indicated in Figure 6 

as the shaded area · which is equal to the amount of United States 

dollars purchased by the Exchange Fund Account multiplied by the 

rate set as the buying priee. If the government's deposits 

'.'li th the chartered banks are in excess of the amount required 

for i ta current operati oru:0, i t will probably draw d:nm the se 

deposits in order to purchase the foreign exchange. Sin ce 

there will be no increase in the cash reserves of the chartered 

banka, no expansion in their depoaits is p:ossible. If the 

more stringent monetary policy is :J.dhered to, the g::>vEn·nment' a 
~ 

de)osits will be dapleted evar1tually and the funds will have to 

be provided by the central bank. Funds provided in this 

fashion are potentially more inflationary for they create 

excess cash reserves upon wi:ich the> c:t.artered banks can under-

take a multiple expansion in their deposits, unless the central 

bank takes offsetting action. 

During the p.eriod in which Can.;;tda had fixed exchange 

rates, the main weapon used by the Bank of Canada to counteract 

an increase in the reserves of the chartered ba..!ks was the sale 

of securities in the open market. The increased supply of 

securities would depress the security priees and raise the rate 

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



-166-

reserves is caused initially by the flow of capital in 

response to the interest differentiai, and as a result open 

market operations will be unable to cape with the situation. 

Moreover, increasing the interest differential may encourage 

a larger capital inflow which can only compound the difficulties 

involved in controlling the monay supply. 

In the revision of the Bank of Canada Act in 1954, 

another weapon was added to the central bank 1 s armoury. The 

Bank of Canada can now alter the reserve ratio betwaen 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 weapon probably would permit the central bank to 

restrain an increase in the monay supply resulting from an 

inflow of capital without the complications involved in the 

case of open-market operations. 

Even if the monay supply can be effectively controlled, 

the fixed ex·change rate still falls short of the protection 

afforded by the fluctuating rate. This is because, with a 

freely fluctuating rate the additional Canadian dollars can 

only be obtained by offering United States dollars on auch 

favourable terme that private citizens and enterprises are 

encouraged to buy United States dollars. The United· States 

dollars are purchased in arder to import goods and services, 

tc undertake foreign investment or to retire securities held 

by non-residents. Importa are by far the most important 

reason for desiring United States dollars; consequently,an 

increased demand for Canadian dollars will encourage importa 

through the exchange rate movement. Seme importera of Canadian 
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goods will withdraw from the market as a result of the 

appreciation of the Canadian dollar. The Cafital iaflow 

will be balanced by an increase in importa, a decrease in 

exporta and any capital outflow that may be induced. In 

contrast, when the United States dollars are purchased by 

the Exchange Fund Account, they will not return for importa 

nor will there be a tendency for exporta to diminish. 

Instead, the ca~ital inflow, once the exchange rate reaches 

the buying peg for fae1gn exchange, will be matched ex­

clusively by a capital outflow: the increase in official 

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 h&s extended the power of 

the central bank to pursue an independant monetary policy. 

The insulation stems not only from the more effective control 

ov er the""l1'.1:C"ll"e"Y supply but al so from the it1!i'ttence on importa 
•f". 

and exporta of changes in the exchange rate. 

The question to be examined this time is: "How 

effectively can the central bank cope with the inflationary 

pressures which are more int~nse in Canada relative to the 

United States, under the new coüditions?" 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 pulling on one end of the string, monetary policy, by 

exerting pressure in the opposite direction on the ether 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 expansion because 

of the lack of tension in the string. Therefore, in the 

following discussion only the affectivenass of a mora deflationary 

Canadian monetary policy relative to that of the United states 

will ba considered. 

2. THE LIMITATIONS IMPOSED ON CANADIAN MONETARY POLICY BY 

CAPITAL MOVEMENTS 

In tbe previous chapter, it was indicated that, 

though there was no change in the monay supply, soma types 

of capital inflow might increase the velocity of circulation 

and, in spi te of the increase in the quanti ty of goods in 

Canada, might exert a net inflationary affect. Sin ce 

velocity can be affected by capital movements, the effective­

ness of Canadian monetary policy may be limited by them. 

The extent of the limitation is the question which will be 

examined in this section. 

A more stringent monetary policy relative to that 

being adopted in the United States will have its greatest 

impact on new issues of Canadian securities, through the 

resulting increase in the interest differential betwaen Canada 

and the United States. It will olso stimulate net purchases 

of outstanding Canadian securitiE:ls b~ non-residents and net 

sales of outstanding foreign securities by residents. The 

tighter monetary policy will discourage 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 b;y increasing their accounts payable 

and reducing their accounts receivable. Since the appreciation 

of the Canadian dollar will stimula.te importa and di a courage 

exporta, this will also tend to increase accounts payable 

relative to accovnts receivable. The appreciation of the 

Canadian dollar is likely to alter exohange rate expectations. 

Canadian holdinss of bank balances and other short term funds 

abroad may increase as a result of expectations that the 

Canadian dollar will depreciate in the future. Conversely, 

foreign holdings of Canadian dollars may decrease for the same 

rea son. If there is any discretion permitted concerning the 

date of redemption, even .reûirements 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 leads to 

axpectations that the Canadian dollar will depreciate in the 

future, an equilibrating outflow of short term capital will 

develop. The various types of capital move~ents induced by 

the change in monetary policy will have diverse influences 

upon the Canadian priee level. The most important capital 

movement is probably the sale of new issues of Canadian 

securities to non•residents. Tùis type of capital inflow 

was branded previously as inflàtionary. Thus the effective-

ness of Canadian monetary policy in dealing with inflation 
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is reduced by the fact that resort can be had to the United 

States capital market. 

It is now appropriate to inquire whether there is 

any automatic deviee which will stem the flow of new issues 

offered in the United States and so minimize the limitations 

on an effective, independant monetary policy imposed by an 

increase in the velocity of circulation. The first 

possibility of this nature which cornes to mind is that interest 

rates may be raised abroad as a result of the increased demand 

for loanable funds, and the interest differentiai which made 

such flotation attractive will be eliminated. The United 

States capital market is so large that a great many Canadiart 

bonds would have to be offered before the interest rate in the 

United States was raised appreciably. In contrast, if it 

were the United States that introduced the relatively tighter 

monetary ~olicy and as a result new issues of United States 

bonds were being offered in Canada, it would not be long 

before Canadian interest rates would be raised. The impact 

of a given demand for funds will be rouch greater in Canada 

than in the United States because of the relatively small 

Canadian capital market. Consequently, the Bank of Canada, 

unlike the Federal Reserve System, can expect no assistance 

from any effective automatic deviee, operating through change 

in the interest rate, to discourage foreign borrowing. 

The exchange rate is another possible mechan1am 

through which the additional. flotation of new issues might be 

halted. When new issues of Canadian securities are sold in 

the United States there is a positive displacement of the 
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supply schedule of United States dollars, and the Canadian 

dollar tends to appreciate. The smaller the import content 

of the investment project which is bel.ng f.inanced in this way, 

the greater will be the appreciation of the Canadian dollar 

per dollar of bonds floated. For each additional dollar 

rtà.i sed in the United States, other things being equal, the 

Canadian dollar equivalent will decline. Thi s may reduoe 

the incentive to borrow in the United States, but as long as 

any particular exchange rate is . e;xpected to 0revail for the 

life of a bond issue, the oost of borrowing abroad is not 

increased by the · appreciation of Canadian dollars. As the 

Canadian dollar appreoiate s, a foreign ex change rate v.ri 11 be 

reached at which the foreign exchange value of the Canadian 

dollar is considered to be too high to be maintained in the 

future. If the Canadian dollar appreoiates beyond this rate, 

the oost of borrowing abroad will increase and the incentive 

to borrow outside Canada will be reduced ~nd possibly 

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 st.rength of this mechanism 

for stemming the flotation of Canadian bonds in the United State~ 

an arbitrary assumption will be made about the exchange rate 

expeotations of the borrowers. This assumption is that, in 

spite of the initial exchange rate, there is one exchange rate 

whioh is expected to exist before the first interest !->payment 

is made and to prevail for thé life of the bond. Let the 

interest rates in Canada and the United States be denoted by 
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1
0 

and ia respectiv ely, the ex change rate at the date of 

issue by R1 and the expected exchange rate by R2 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 perpetuity 

auch as a British consol. If the bonds were floated in the 

United States ~l United States dollars would have to be 

borrowed to obtain L Canadian dollars. The interest oost 

each year on the fund bor~wed in Canada would be Li
0 

and 
L 

those borrowed in the United States would be - 1a in United 
Rl 

States dollars wllich is expected to require L~ia Canadian 
-nl 

dollars. There will be an incentive to sell perpetua! 

bonds in the United States provided th at: 

Li 0 
) ~2 i 1 a 

Rlic ) R21a 

ia 
Rl } ÇR2 

Thus if the ex~ected exchange rate R2 were 100.00 

{number of Canadian c~ts par United States dollar} and the 

intere st rate in Canada were 4% and in the United States 3~, 

it would still be profitable to sell a perpetual bond in the 

United States until the present exchange rate R1 fell to 87.50. 

Therefore, a large volume of borrowing might be carried out 

in t!le United.:States before the incentive to borrow in the form 
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of perpetual bonds would be destroyed through a consequent 

a:Jpreciation of t1:!.s Canadian dollar. 

Most bonds do have a maturity date and so re~ 

payment of the principal must be considered. When the bond 

1s redeemed, if it was originally floated in the United 
L 

States, R United States dollars will be 

be expected to necessitate an outlay of 

Repayment of the principal will require 

required, wh1ch will 
L 

~ftl Canadian dollars. 

B2~ - L more Canadian 
l 

dollars if the bonds were sold in the United States instead of 
4 

in Canada. In order to be able to compare the coat of 

borrowiog in th-e United States versus borrowing in Canada, 

the additional.funds required to redeem the bonds floated in 

the United States must be distributed over the life of the 

bonds and adàed to the annual interest payment. The problem 

1s, 11 W'nat annual payment, l?, invested at the Canadian interest 
L 

rate will accumulate to R2R ~ L dollars at the date of 
1 

redemption n years hence?" The firat annual payment, P, 

made at the end of the first year will earn interest for n-1 

yeara while the payrnent at the end of n years will earn no 

1nterest. 

The right hand aide of the equation ia a geometrie series of n 

terme, in reverse arder, in wnich P is the first term and (1Ti
0

) 

is the common ratio. 

4. This assumes that the expected exchange rate 1s higher 
than the present exchange rate. 
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United states provided that: 

L Le. ) 'Rz. b La '~" "P 
"R, 

L ..i. c. > "Rt.. ..b. La + ( 'R~ 1:. - L) _L 
"'R, ~, .Q.i\\ Le 

.Le. ) ~~ J.a -t !z. ' _!_ 
"R ' "'R.. ... Till c:. .é-1\\ .i.. c. 

Le + 
4 

' . ) ~ t.. ( ..i.a. T ~ 1\1 ) 
T\l..c.. c. "" ' "' i. c 

ta. ..... _,_ 
4nll.c;. 

Le 1" --'­
.,_'f\lÂ. e 

If the interest rate in Canada were 4% and in the 

United States 3~, it would still be profitable to sell a 

twenty year bond, interest payable annually, until the 

present exchange rate fell to .932 of the expected exchange 
6 

rate. If instead a perpetual bond had been sold under the 

same .conditions, the present~ rate would have had to fall to 

.• 875 of the expee-eà rate until the incentive would be 

eliminated. 

5. 

6. 

{l+i)-1 
i is the amount of an annuity of one per period and 

i s denoted by s rn . . I-t can be determined by referring to 
detailed interes~ tables. See J.M. Simpson, Z.M. Pirenian 
and B.H. Crenshaw, Mathematics of Finance {New York: Prantica 
Hall, 1955), Table 5, PP• 60-79• 
Calculated from Simpson, Pirenian and Crenshaw, op. oit., 
Table 7, p. 114. 
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The ,preceding analysis was based on the assumpt1on 

that borrowers have a single e~pectation about the exchange 

rate and that they consider this exchange rate will bacome the 
rate 

marketAbefore the first interest payment. If i t i s thcught 

that the expected exchange rate will not become the market rate 

for several years, the present exchange rate can f'all to a 

lower fraction of the expected exchange rate than that 
1 

indicated by i + before the incentive to borrow in 
a siil i 

l c 

the United States is eliminated. 1 
'.&· 

The preceding analysia has been based.;?on a very 

limited assumption about the exchange rate e~ ectations. 

Nevertheless, it suggests that the present exchange rate must 

deviate from the expected exchange rate by a considerable 

amount before the incentive to float long-term bonds in the 

United States i s eliminated, even wh en the interest di fferential 

is only one half of one par cent. The appreciation of the 

Canadian dollar in response to a tighter monetary policy will 

only be an effective automatic mechani sm for .,hal ting the 

flotation of Canadian bonds in the United States if the Canadian 

dollar is expected to depreciate markedly in the'future. Du ring 

the last quarter of 1956, the average noon exchange rate for the 

United States dollar was 96.62. However, the sales of new 

issues of Canadian bonds and debentures to non-residents 
7 

reached a near record quarterly high of $180 million. It 

7. Canada, Dominion Bureau of Stati stics, Sales and Purchase 
between Canada and Other Countries December, 1956, &d 
Review of Security Trading during 1956, p. 2. 
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would seem that expectations about the exchange rate are not 

auch that an appreciation of the C&~adian dollar will operate 

quickly to eliminate the incentive to borrow in the United 
8 

States. 

In reviewing this period of Canadian borrowing, 

Mr. Goyne, the Governor of the Bank of Canada., states: 

8. 

Those who borrow u.s. dollars now, at the present 
rate of exchange, put themselvea at the hazard of 
future movements of the rate ~n the other direction. 
Foreign currency converted now into Cqnadian dollars 
a.t a discount may have to be paid back, and annual 
interest for many years may have to be paid, when 
there is a premium on foreign currency. This is 
a risk which borrowers ahould weigh against the 
apparent saving in interest rates throu~h borrowing 
abroad.9 

The average yield duri c1g the la.st quarler of 1956 
(average of Wednesdays during the period) on long­
term Canadian and United States bonds of comparable 
maturity (3t%, Oct. 1/79 and 3t%, June 15/78-83) 
was 3.85 and 3.31 per cent respectively. The average 
noon excha.nge rate for the quarter was 96.62. There­
fore, if a Twenty Year bond interest payable a.nnually 
had been offered.there wo~ld have been an incentive 
to sell it in the United States if the expected e~change 
rate wa.s 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 ba 
more than 102.86 and 101.08 respectively. This assumes 
that the expected exchange rate will prevail throughout 
the life of the bonds. The calculations have been made 
from Simpson, 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. 



The use of the words 11 should weighu might be interpreted to 

mean that in the opinion of the Governor not enough con­

sideration was being given to the possibility of future 

depreciation of the Canadian dollar. In any case, it seems 

probable that the Bank of Canada was disappointcd that the 

appreciation of the Canadian dollar in 1956 appeared to move 

only alowly, if at all, to stem the flota.tion of Cc.na.dian 

bonds in the United States. 

The scope for independant Canadian monetary policy 

has been greatly extended by the freeing of the Canadian 

dollar. However, the velocity of circulation can be 

affected by capital movements. As indicated above, a large 

quantity of Canadian bonds would have to be offered in New 

York before the intereat rate would be appreoiably affeoted. 

In addition, the appreciation of the Canadian dollar, in response 

to the intere st differenti al, may act only slowly to terminate 

the sale of new Canadian bonds in the United States. The 

effeotiveness of an independant monetary policy is limited then 

by capital inflowa; and there seems to be no effective autow 

matie deviee for halting them. 

Investment financed abroad is lesa inflationary 

than that internally ftnanced, since additional goods and 

services are provided, nevertheless, foreign-financed invest­

ment may still be inflationary. The analysis of several of 

the mo at important types of capital inflows in previous 

chapters indico-,ted that a large proportion· of foreign invest­

ment is probably inflatione~y. 
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For a relatively tighter monetary policy to be 

effective, it is not merely sufficient that the total monay 

supply be not affeQted by capital movements because 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 tighter monetary policy relative to that of the Unit·ed 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 i s 

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 upon monetary policy to combat inflation. 

3. THE DIFFICULTIES OF IMPOSING A C~~ADiru~ MONETARY POLICY 

THAT IS MORE STRINGENT THk~ THAT OF THE UNITED STATES 

Imposing a Canadian monetary policy that is more 

stringent than that of the United States is subJect to three 

main difficulties: first, the increased interest differentia! 

will stimulate the flotation of new issues of bonds, thus 

increasing Canada 1 s fixed liabilities to non-residents; second, 

the res~lting appreciation of Canadian dollars makes it more 

difficult for Canadian exporta to compete in world markets; 

and, third, the credit rating necessary to float loans abroad 

re stricts the operation to large Cunadian corporations, thereby 

tending to increase the concentration of industry in Canada. 
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Since the Canadian economy is largely dependent on 

a few staple exporta, the volume and priee of Canadian exporta 

~re subject to marked fiuctuations in response to an inter-

national business cycle. For this reason heavy fixed interest 

obligations to non~residents generally have been regarded with 

considerable anxiety in Canada. For instance, it is stated 

that, "Heavy fixed charges payable abroad thus create acute 

problems of banking polioy and monetary control whenever a 
10 

slump strike a the export industries. u 

A tighter monetary policy relative to that of the 

United States encourages an.inoreaae in Canada's fixed 

liabilities to non-resid~nts, and therafore might be regarded 

as a weakness of Canadian monetary policy. The reason is 

that auch a policy introduces an inflexible element into 

Canada 1 s balance of international payments which might create 

difficulties ahould there be a large fall in exporta. If 

monetary policy primarily stimulated direct investment or 

portfolio investment in equi ty form, there probably would be 

far lesa concern, at least from a balance-of-payments point 

of view. This 1S because lower profits realized by Canadian 

corporations will induce a reduction in dividend payments 

when world depression reduces Canadian exporta. It is possible 

that the tenefit accruing from the flexibility of dividend 

payments has been exaggerated. 

10. Herbert Marshall, Frank A. Southard, Jr., Kenneth H. 
Taylor, Canadian-Arnerican Industry (Hew Haven: Yale 
University Press, 1936), p. 279. 
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Initially, it will be assumed that the average 

rate of di vidend payment to non-re si dents ov er tl1e cycle i s 

equal to the rate of interest on foreign debt capital. Und er 

this assumption the burden of servicing an equal amount of 

equity or debt capital is the same over the 'cycle. However, 

because of the different distribution of dividend and interest 
' 
payments over the cycle, the strain on the balance of pa.yments 

will vary. If current gross inte~national receipts and 

dividend payments moved simultaneously in a sine ,wave fa shi on, 

dividend payments would impose a lasser strain than fixed 
·~·, 

interest payments wh en current receipts are below their 

C''Clical .; average • If dividend payments lagged current 

receipts by one quarter cycle, they would impose more strain 

on the balance of payments than fixed interest payments when 

current receipts were below their cyclical average and were 

falling to a minimum and lesa after current receipts began to 

ri se. Thus any advantage of dividend over interest payments 

when current balance~of-payments receipts are below their 

cyclical average derives.not from a res~onsiveness of dividende 

to movements in current rece1pts but from a responsiveness 

without a s1gnificant lag. 

In order to 1nvestigate whether there is any 

s1gnificaat lag, the Canadian experience will be considered. 

The ~nly period during which there was a major contraction in 

world trade and for which there is adequate datais from 1928 

to 1937. Graph Q indicates the behaviour of dividend payments 

to non-residents and current gross international receipts from 
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1926 to 1939· In order to facilitate the p1otting of the 

two series on the same graph, the 1926 figures of each are 

given a value of 100 and the figures for subsequent years 

are expressed in percentage terms. From graph 6, it can 

be sean that current receipts reached a maximum in 1928. 

However, the maximum for dividend payments was not reached 

unt11 two years later. In 1932, current receipts reached 

their depression minimum of $808 million, about 49% of the 

1926 value, while dividend payments did not fall to their 
11 

minimum until the following year. 

If it is assumed that the interest rate on debt 

capital is equa1 to the average rate of dividend payment over 

the cycle, it is possible to obtain a rough measure of the 

relative balance-of-payments strain of interest and dividend 

payments in the various years. Al Oanadi an curra nt receipt s 

reached a max~mum in 1928 and a pre-World War Two maximum in 

1937, this tan yee.r period will be conaidered to be the 

dur~tion of the cycle. Total dividende paid to n~n-residents 
12 

amounted to $1,355 million. Thus the average is 143% of the 

1926 dividend payment of $95 million. Total current receipta 

over the tan year period amauntad to $12,528 million for an 
13 

average of s1ightly more than 75% of the 1926 leval. It can 

be seen from graph 6 that from 1931 to 1935 current receipta 

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

12. Ibid., p. 177• 
13. Ibid., p. 153· 
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were below the cyclical average. In 1930, current receipts 

were so close to the oyclical average that inclusion of this 

year with the preceding period seems justified. 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 interest paymenta. 

V1hen dividend payments are in excess of the average dividend 

payments over the cycle, as they were in 1930 and 1931, there 

is more strain imposed. In 1932, 1933, 1934, and 1935, when 

dividend payments were below the 143% leval, dividend payments 

imposed lesa strain on the balance of paymenta than an interest 

payment equal to the average of dividende paid over the cycle. 

The preceding conclusion is based on the assumption 

th'lt the aver!>re rcte of dividend pay~'l'3nt to non ... residents 

over the cycle is equal to the interest rate paid on non-

resident debt capital. If the average dividend rate ~as~ lees 

(more) than the intereet rete, the strsin of dividend payment 

has been exaggerated (minimized). It is very difficult to 

determine whether the assumption is a close approximation to 

re ali ty. The amount of foreign capital is available only 

for selected year enda. As a result, the average amount of 

debt and eqJ.ity capital outstanding from 1928 to 1937 cannot 

be established with any accuracy. The selected year ends for 

w~üoh figures are avai-lable for the period are 1930 and 1933. 

Since 1933 is closer to the middle of the period, the amount of 

capital out standing at this time vrill 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 increased toward the end of the period while 
portfolio investment declined. 
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held by non~residents was $3,983 million. Capital stocks o.f 

Can~dian companies and other corporate asrets held abroad at 
15 

book value amounted to $3,113 million. The total interest 

payments from 1928 to 1937 inclusive, amounted to $1,637 
16 

million while dividend payments amounted to ~1,355 million. 

The average rate of interest on bonds and debentures was 

4.10% and the rate of dividend paymerrt on equity capital was 

· 4. 35% ov er the ten year period. 

Therefore, the assumption that the rate of interest 

equals the average dividend re.te over the cycle appears to be 

a good approximation. It i s posai ble to confirm the previous 

conclusion that dividend payments, whan current receipts 

ini tially fell below 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 

paJ~ent over the cycle. Dividend payments imposed, even in 
• 

1932, al:nost as great a strain on the balance of payments as 

a contractual intereat payment. It was only in 1933, 1934 and 

1935 that the flexibility of dividend payments provided much 

relief. Dividend payments, on balance, probably did impose 

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

mente, ~hen current receipts were below their cyclical average. 

15. Canada, Dominion Bureau of Statistics, Canada 1 s International 
Investment Position 1926·1954, p. 74. 

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 receipts certainly 

calls into question eulogies of direct investment. For 

instance, in a standard text of internati~nal economies, it is 

stated that: 

The major advantage of direct investment over borrowing 
in the form of debt is that the country in which the 
investment is made incurs no fixed charges. In a world 
depression no profits will be made on direct investment17 Hence, there is no pressure on the balance of payments. 

It has been accepted uncritically that flexibility 

of dividend payments is a good thing and the only criticism 

w .ich has been made is that the lag in the responsiveness of 

dividend payments reduces the benefit accruing from the 

flexibility. But does dividend flexibility, even if it is 

instantaneous, mean that there will be less strain on the 

balance of p~yments at the time when it is most desired? 

It has been tacitly assumed that it is when current receipta 

are below their cyclical average that the strain on the balance 

of payments is greatest because only then is instantaneous 

flexibility of dividend payments necessarily an advantage, 

if the average rate of di vidend payment to non-residents 

ovcr the cycle equals the rate of interest on foreign debt 

capital. 

When the re i a a seri oua downturn in a major trading 

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

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

17. C.P. Kindleberger, International Economies (Homewood: 
Irwin, 1953), P• 353· 
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can have balance of payment difficulties at the same time. 

Consequently it is necessary to establish why Canada should 

be a nation which encounters balance of payments difficulties 

when current receipts are below their cyclical average. 

If the decline in Canadian exporta were grea.ter 

than the decline. in imports, the strain on the balance of 

payments would be great in the depths of the depression. 

However, 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 relative to world income, if the contraction 

in world trade were large. Importa might be expeoted to 

decline more than exporta ani produce sufficient foreign ex­

change ao that interest and dividend paymenta could be met 

without dif~iculty. Since a large part of Canadian importa 

during a prosperous period are investment goods, this is another 

reascn tc expect that importa will decline greatly in a 
18 

depre a sion. 

Table 21 shows that, altho~h the decline in importa 

waa relatively greater, it lagged the decline in exgorts. 

This is a logical sequence if the depression originates abroad 

sin ce i t will take rome ti me for the decline in in come of the 

export aector to have its full impact on the economy. The 

period of greatest balance of payments difficultiea would 

appear to be the e<::crly years of the depression and not 

18. In 1956, the breakdovm of Canadian importa b.J' end use waa, 
investment gooda 33;0, consumer goods 28%, industrial 
materials 27%, fuels and lubricants 10;~ and special items 
2%. Canada, Bank of Canada, Statistical Su:mmary Fin?.ncial· 
Supplement 1952, pp. 100-101. 
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Table 21. Canada 1 s Exporta, Importa and Current Account 
Balance 1928 - 1937 

1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 

Canadian Canadian Current Account 
EEQ_orts Importa Balance 

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

100 100 -32 
88 105 -311 
66 81 -337 
45 48 -174 
37 33 ... 96 
40 30 -2 
48 40 ·68 
55 44 +125 
71 51 +244 
78 64 +180 

---
Source: Canada, Dominion Bureau of Statistics, The 

Ca.nadian Balance of Intern::: ti onaJ, Payment s 
1926-1948, pp. 153-58. 

necessarily the period when exporta were below their cyclical 

av er age, as previously con aide red. 

The greater decline in importa and the mora activa 

current account balance, as shown in the table 21, should not 

be acc,.pted as a defini te indication of no balance of payments 

difficulties. The current account surplus might hava been 

induced by a withdrawal of capital. The resulting depreciatton 

of the Canadian dollar might discourage importa, and encourage 

exporta so that the capital could be withdrawn. The Canadian 

dollar did fall to a substantial discount with respect to the 

United States dollar, when the United Kingdom went off the gold 

standard on September 21st, 1931. In December of that year, 
19 

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

A.B. Jamieson, Chartered Bankins in Canada (Toronto: 
Ryerson, 1957), P• 76. 
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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 

surplus was not primarily induced by a withdrawal of capital. 

Instead the export of capital must have been mainly equutber-
20 

t~~':Jtat_. 'rather than disturbing. This may also have 

been the case for the rest of the thirties. 

It ap9ears that the strain on the balance of payments 

. may be greater during the early phase of a wor1ti-·depression. 

But, since the dividend payments lag current receipts sub-

stantially, it is possible that these payments may still be 

rising or may not have fallen significantly during the period 

in which there is the greatest strain on the balance of payments. 

Renee, flexibility of dividend payments, rather than being an 

assat, may be a liability. 

Since it seems possible that an interest payment 

~ay impose less strain that a dividend payment on the same 

amount of capital, wnen pressure on the balance of payments is 

greatest, an increase in fixed liabilities to non-residents 

may not be too high a priee to pay to help to control inflation 

in Canada. Table 22 shows that in spite of the tremGndous 

inflow of capital since \Vorld War Two, the deficit on interest 

and dividend account as a percen e of current receipts ex-

cluding receipts of interest and dividende was only 6.2% in 

1956 compared with 17.8% in 1939. 

20. Vernon w. Malach, International Cycle and Canada' a Balance 
Of Payments 1921•33 (Toronto: University of Toronto Press, 
1954). P. 63 concludes: 11 thr~t Canada' s position as a 
primary _ Producing country was fortunate in thet a sharp 
diminutio!l of marchandise exporta led through the resulting 
cyclical downswine and sharply decreased importa to a 
foreign exchange position of relative ease". 
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Table 22. The Servicing of Forei~n Capital in Selected 
Year 1926-1956. 

1926 
1930 
1932 
1939 
1945 
1950 
1953 
1956 

Deficit on interest 
and dividend account 

Current receipts 
excluding int~rrst 
and dividende a 

(in millions of dollars} 

208 
289 
265 
249 
177 
384 
239 
390 

1633 
1238 
771 

1400 
3516 
4149 

6~§9 

Deficit on 
1nterest :md 
dividend accoun' 
as a % of 
current receipt: 
excluding inter· 
est and divi­
dende. 

12.7 
23.3 
34.4 
17.8 
5.0 
9·3 
4.5 
6.2 

Source: Canada, Dominion Bureau of Statistica, The Canadian 
Balance ~f International Paymenta 1926-1948, pp. 
154-58. Canada, .Dominion Bureau of Stati stics, 
The Canadian Balance of International Payments 1956, 
P• .38. 

{a) Wb.en aid i a extemded the re sul ting exporta are 
included in current receipts and to balance these 
exporta mutual aid i s included in current payments. 
Since no foreign exchange ia earned from such experts 
they have be en excluded fro:n current receipta. 

A tighter monetary policy in Canada relative to tbat of the 

United States will indu ce an inflow of capital •. If this 

increase were in the form of ~onds yielding 5% intereat, over 

$2,500 million in bonds could be sold before the deficit on 

interest and dividend account rose from 6.2 to 8.2% of the 

1956 leval of current receipts excluding receipts of interest 

and di vidends. Such an enormous inflow of capital would 

probably not represent an insupportable burden, for even at 8.2% 

tt wouJ.d .b.Et less than half the 1939 figure. A9 the 

effectiveness of monetary and fiscal weapons are now better 

'.lnderstood in most of the major trading nations, 1 t may ba 



pas si ble to avoid large fluctuations in world trade. 

It cannat be denied that one of the difficulties 

of imposing a tighter monetary policy in Canada relative to 

the United States is that fixed liabilities to non-residents 

are increased. The preceding analysis has merely attempted 

to indicate that debt capital may aggravate the balance of 

payments lesa than an equal amount of equity capital at the 

time when the strain of the balance of payment s i s great est 

and that a very large increase in bonda held abroad would be 

possible bef ore the burden of servi cing the debt be cornes even 

half as onerous as before World War Two. Although the 

increase in liabilities to foreigners is a difficulty inherent 

in a canadian monetary policy that is deflationary relative 

to its United States counterpart, this threat to the 

independance of Can~dian monetary pol1cy 1s probably not, 

under present conditions, a very serious one. 

The second difficulty besetting a relatively 

deflationary Canadian monetary policy, is that the resulting 

appreciation of the Canadian dollar makes it more difficult 

for Canadian exporta to compete in the world markets. By 

exerting a restrictive affect on exporta, inflationary pressures 

are reduced but in so doing a co st i s infli cted upon sorne 

aectors of the Canadian economy through a redistribution of 

income. Those producers of export goods, the priee of which 

is fixed in terms of United States dollars, suffer from a rise 

in the exchange value of the Canadian dollar. 
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It was in this connection that Mr. Coyne, the 

Gov ernor of the Banlt of Canada v1as questioned about the 

affect of monetary policy on the exchange rata. 

Q.- •.. Now, I su~geat that the result of that 
movement (in flow of portfolio inv estment) 
has been to accentuate the situation whereby 
the primary producers are sustaining a 
tremendous drop in their purchasing power. 

A. - Oh, Mr. Tucker, I could not say that i t 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 a co~Ïributing 
factor it is quite impossible to say. 

On the other hand, since Canadians are large 

consumera of imported goods, real income correaponding to 

a given leval of monay income risee as the Canadian dollar 

aPP reei at es • As people are inclined to think as producers 

first and consumera 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 Canadian manu:f'actured goods to world 

markets. Tuis helps to control inflationary pressure but it 

probably involves a oost. If buyers and sellera were paired 

at random, in international markets, then whether a product 

is offered now or later is of little or no consequence. Pure 

competition. does not prevail in international markets for 

manufactured 0oods. Custom play s a very si 

-------------- ----
21. Canada, Parliament, Commi ttee on Banking and Commerce 

Proceedings 1954, vol. II, p. 738. 

• 
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~ Canadian produ.ct of COïüparable qua411 ty ar1d pl-"~i ce rrill 

::.ack the prestige of products of foreign firme which have 

long engaged in vrorld. markets. Individuals receiving 

good service from a manJ.factured product which they have 

long patronized will naturally be reluctant to substituts 

a new good for it. Every year that Canadian manufactured 

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 Canadian economy 

may as a result have to bear a considerable coat. It bas 

been estimated that the performance of Canadian manufacturing 

industry as a whole is perhaps 35 to 40 per cent below that 

of the United States in terms of real output per man-hour. 

The Royal Commission on Canada's Economie Prospects states 

that this lower output per man-hour in Canadian manufacturing 

stems overwhelmingly from the smallness of the Canadian market. 

Often as a result of the small market, Canadian manufacturera 

cannot utilize the most efficient machinery which may be 
22 

economically feasible only for large outputs. The 

appreciation of the Canadi~~ dollar by restricting exporta 

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 Commission on Canada' s Economie Prospects, 
Preliminary Report, 1956, p. 63. 



-192-

The indirect affects are probably not very 

significant. However, the redistribution of income caused 

by the appreciation of the Canadian dollar is unfortunate 

for some. The producers whose ox is gored have a legitimate 

complaint, but in the long run they may also benefit from the 

control of inflation. 

The third and final di ffi cul ty in, the way of a 

relatively deflationary Canadian monetary policy is that such 

a policy might tend to increase the concentration of Canadiah 

industry. As a result of a tighter monetary policy, the 

chartered banks cannot sa ti sfy as large a proportion of the 

demanda for credit. Ouly to a small degree does the interest 

rate function as a deviee for allocating the limited amount 

of credit. Instead the rationine of credit is accomplished, 

to a considerable extènt, through necessarily arbitrary 

decisions of the chartered banks. Even if the Canadian banks 

do consider the financial reqJ.irements of small and large 

businesses impartially, the foreign capital markets, by their 

very nature di scriminate against the small businesses. A 

large Canadian corporatio~ if it does not have sufficient 

reserves for internal financing and if it cannet find financial 

accommodation in Canada, probably can obtain funds in a foreign 

capital market. While the small corporation, if it cannet 

find funds in Canada, will have to do without. A tighter 

monetary poli cy may effe cti v ely re strain the small enterpri se, 

but the large corporation that is capable of borrowing abroad 

1s not subject to the same restraint. In addition, the 

investment programme of Canadian subsidiaries 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 theae factors cannot be easily 

determined. The large enterpriae probably always has an 

advantage in obtaining funda. If it did not borrow abroad 

it could probably obtain the funds in Canada, although not 

on auch favourable terms. A large firm can probably expand 

whether or not it borrows abroad and if the large firm does 

barrow abroad it may even leave funds available to smaller 

enterprises. This difficulty is not peculiar to Canadian 

monetary policy, but reduces to one of the uaual criticisme 

of monetary policy: it does not have the same impact on all 

sectors of the economy. 

In conclusion, 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 independant monetary policy. 

Capital movements exert their influence by changing the 

velocity of circulation. There can be no doubt that foreign 

capital permits the Canadian economy to eut a much larger coat 

with a smaller rise in priee than would be possible by 

ut111zing only domestic resources. But, if resort to an 

outside capital market were not possible, the monetary 

authorities might be able to reduce the dimensions of the 

coat so that there was an even smaller rise in priee. 

Foreign investment, the factor which has provided so much 

assistance to the growth of the Canadian economy, does impose 
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limitations on monatarj policy. These limitations would 

seem to be exceedingly small priee to pay for the benefits 

which Canadians derive from the willingness of non-residents 

to invest in Canada. 
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