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PREFACE 

During the post-World war II period, the Canadian economy operated 

under the stimulus and pressure of heavy inflows of foreign capital. 

In September, 19?0, the Canadian Government freed the exchange rate 

of t.he Canadian dollar leaving the long-run determination of the ex

change rate to market forces. In May, 1962, Canada abandoned the free 

rate and re-established a fixed exchange rate. The pertinent questions 

th~s arise of why, after eleven years, Canada abandoned a flexible 

rate and re-established a fixed exchange rate, what were the effects 

of the heavy inflows of foreign capital during this period, and what 

was the role of monetary and fiscal policy? 

To make this study, it was necessary to collect data on the 

Canadian international accounts and domestic economy in the period, 

1956-1962. The author wishes to express his gratitude to the Oklahoma 

State University Library and staff for their valuable assistance in 

obtaining this data. 

This thesis was written under the supervision of Dr. Rudolph 

Trenton, and the author is indebted to Dr. Trenton for his guidance 

and assistance in writing this thesis. 
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CHAPTER I 

INTRODUCTION 

Hypothesis of the Thesis 

The Canadian economy during the post-World War II period, 1946-

1962, operated under the pressure and stimulus of heavy inflows of 

foreign capital. Prior to 1956, the inflows of foreig1n investment 

capital increased the productive capacity of the Canadian economy, 

and the Canadian economy was able to ~bsorb these inflows with a 

min~mum amount of disturbance to stable domestic and international ·, 

economic conditions. The main hypothesis of this thesis is that in 

the period 1956-1962, these increasing inflows of foreign capital, 

exacerbated by the lack of coordiriation and cooperation that de-

veloped in Canadian monetary and fiscal policies, became a primary 

disturbing influence in the Canadian international accounts and do-

.mestic economy. A secondary hypothesis, supplemental to the main 

hypothesis, is that the increasing inflows of foreign capital and the 

unrealistic separation of monetary and fiscal responsibil:ity led to 

increased distortion in the Canadian international accounts, and were 

instrumental in forcing the decision of the Canadian Government to 

abandon the Canadian market-determined exch~nge rate which was 

established in September, 1950, and in May, 1962, adopt a pegged 

exchange rate. 

1 
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Reason for Writing the Thesis 

The reason for the writing of this thesis was the author's 

initial interest in the operation of the Canadian exchange rate, In-

vestigation of the Canadian international accounts revealed that in 

the p9st-World War II period the Canadian economy operated undep the 

influence and stimulus of increasingly heavy inflows of foreign 

capital. The author was able to find only a small number of articles 

in learned journals concerned with this international capital flow be-

tween Canada and other countries, These articles dealt only with 

specific aspects of this capital flow, and the author was unable to 

find a comprehensive study dealing with the overall influence and 

magnitude of these international capital flows for the period 1956-1962, 

Therefore, this thesis was undertaken with the purpose of attempting 

an investigation of these large flows of capital, their effects on 

the Canadian balance of payments, and the reaction of the Canadian 

Government to these flows. 

Importance of this Thesis and Review of the Literature 

The controversy over the virtues and evils of fixed versus 

market determined exchange rates has been, and sti.11 is; one of the 

most widely debated subjects in the field of international economics, 

In a paper presented at the 1962 annual meeting of the American 

Econom:i,c Association) Professor Richard E. Caves of Harvard Uni-

versity stated: 

Econom:Lsts seem to be moving toward agreement on two propo
sitions: that the balance of payments of the United States 



is in disequilibrium; and that the international monetary 
arrangements of the free world show inadequate structural 
soundness. These twin problems have reopened for dis
cussion the whole gamut.of' possible arrangements for inter
national payments and liquidity. Economists concerned with 
these subjects find themselves once more at an intellectual 
Bretton Woods. In such a sett::tng it is appropriate to 
consider the case for flexible exchange rates as.a method 
of dealing with problems of international liquidity and 
payments equilibrium.l 

The Canadian exchange rate from September 30, 1950, to June 20, 
' ' 1961, was, for all practical purposes, a market determined rate of 

exchange. Although the very existence of the Government exchange 

fund implies that the exchange rate was "flexible 11 rather than freely 

fluctuating, the official Government exchange fund intervened in the 

market for foreign exchange only to smooth out sharp, short-run 

fluctuatiop.s in the market occasionE::d by such events as the placing of 

a large international loan or the delivery date of a large shipment of 

goods. The long-run rate of exchange of the Canadian dollar was left 

to the determinatio.n of the forces of supply and demand for foreign 

currency. Hence, the Canadian experience from 1951-1961 affords a 

unique example of the operation of a large, highly industrialized 

country under a system of flexible exchange rateso The Canadian 

economy is especially well suited for a study of this type in that a 

large sector of canadaHs gross national product is dependent upon 

1Richard E, Caves, ''Flexible Exchange Ratesy" faEer~ ~ Pro-
9eedin&~ 2J the American Economic Assgciation Annual_ Meetingy LIII (1963)) 
p. 120, 



export trade, and the Canadian economy has operated under the pressu.re 

;:tnd stimulus of exceptionally large inflows of foreign capitaL 

The operation of the Canadian international accounts has been an 

area of intensive interest to reseat·chers in the field of international 

trade and finance. Much of the work has been done by Canadian scholars, 

but a number of notable. studies have been made by United States 

economists. The classic study of the Canadian international accounts, 

and the standard work necessary for any understanding of the Canadian 

financial situation and its development, has been Jacob Viner 8s study 

published in 1924 by Harvard University Press ent:i.tled, Canada I s 

Balance of International Indebtedness 1.900-1913, Viner 8 s study J under

taken to test the classical M:Ul-Thornton mechanism of adjustment of the 

international balances of indebtedness, pointed out many trends of 

foreign investment i.n Canada that the author found still pertinent to 

the post-World War II period in Canada, 

Two other more recent studies of the Canadian economy and balance 

of payments that the author found useful were John A, Stovel 1s Canada 

In the World Economy, published in 1959 by Harvard University Press, 

and Richard caves and Richard Holton°s book The Canadian Econo!!)Z~ 

Pro!?pect ~ !_etrospec.~ published in 1959 by Harvard University Press, 

Both of these books contained extensive information about the Canadian 

economy through the post-World war II period. Mr, caves and Mr, Holton 

attempted to use their data to project the nature of the Canadian 

economy in the year 1970, Due to the limit of this thesis, these prc

jections were of little use to the. author, However, these projectionsJ 
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and the method used by caves and Holton in arriving at these projections, 

should prove extremely helpful to further research in this area, 

The writings in the field of exchange rate theory are much too 

numerous to be adequately covered in this review, However, special 

mention must be made 'of Milton Friedman's essay, "The case For Flexible 

Exchange Rates," published in 1953 in Essays in Positive Economics, 

publ.ished by the University of Chicago Press, which represents the best 

statement of the case for completely fle,xible exchange rates. The 

case for fixed .exchange rates, as opposed to fle.xib~e rates, is ably 

presented by Ragnar Nurkse in his essay, Conditions of International 

Monetarx Equilibrium, published in 1945 by Princeton University Press. 2 

Rudolph Rhomberg's article, "The Canadian Foreign Exchange Market, 0 

published in the April, 1960 issue of the International Monetary Fund 

Staff papers, '.was an extremely· valuable theoretical work concerned with 

the effects of the flows of interri.atio.nal capital on the Canadian ex-

change rate. 

Canadian publications that are important in the area covered by 

this thesis are the twelve volume series of studies published by the 

University of Toronto, The most recent study in this series, Paul 

Wonnacott 0s book, The Canadian Dollar 19li8-1958, published in 1960 by 

the University of Toronto Press, was an especially valuable study be-

cause of its analysis of the impact of long and short-term capital 

~For a more complete study of flexible and fixed exchange rates 
s·ee, International Currency Experience; Lessons of the Interwar Period, 
League of Nations Economic and Financial and Transit Department, 1944, 
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movements on the Canadian exchange rate. Also, the Canadian Journal 

of Eco'(lomics ~ Political Science was the best source of scholarly 

articles on specific aspects of the Canadian balance of payments and 

the canadi.an economy. 

'!'he most valuable sources for research in the field of Canadian 

international trade and finance are the official government publications 

of the Bank of Canada and the Dominion Bureau of Statistics. The 

annual reports of the Bank of C~bad~3 were a rich source of information 
~ . . 

concerning the operation of the· Canadian ec,onomy and Canadian balance 

of payments. The annual.and quarterly reports of the Dominion Bureau 

of Statistics4 on Canada's balance of payments and intern~tional in-

vestment position ~re the best sources available specifically con-

cerned with Canada's international financial position. These reports 

contain the most complete breakdown of the direction and magnitude of 

Canada's commodity trade and the movements of capital into and out of 

Canada. 

Definition of Terms 

The official statistics published by the Dominion Bureau of 

' ' Statistics were used by the author in arriving at.estimates of the 

direction and magnitude of the international flows of .capital i~to 

3Annual Reports. of~ Bank££_ Canada!£ the Minister of Finance, 
Bank of Canada, Ottawa, Canad.a, · 

4canada 1s'Balance .£!Payments~ International Investment Position, 
pubU~hed annually by Dominion Bureau of Statisticso 

Quarterlx Estimates.of Canada's Balance of Payments, .. pu?lished 
q'Qarterly·by the Dominion Bureau of Statistics. 
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and out of Canada and their effects on the Canadian international accounts, 

The statistics used in this thesis were based on the most recent re.-

vised estimates of the Dominion Bureau of Statistics. However) the 

data for 1961 and 1962 were still preliminary and subject to revision. 

Since canad;tan statistics were used almost exclusively, all totals de

moninated in dollars refer to Canadian dollar totals 1.m.less specifically 

noted otherwise in the thesis. 

For the purposes of this thesis; the author found it necessary to 

define iong-term, short-term, and direct investment capitaL The de

finitions chosen by the author correspond to those used by the Inter

national Monetary Fund in its balance of payments estimates. Net 

long-term capital movements will be defined as net direct investment 

inflows plus new private Canadian securities issued to foreigners 

minus retirement of foreign held private Canadian securities plus the 

net balance on official capital movements which includes treasury bills, 

net loans extended by the government, plus new securities issued by 

the government minus securities held abroad retired by the government. 

Direct investment by itself will be defined to mean investments in 

foreign controlled· companies by the controlling inter;est only, which; 

. in fact, is limited to long-term components of such investments. 

Direct investment totals do not include reinvested earnings of sub

sidiaries, Private short-term capital movements will be defined to 

include net transactions in outstanding Canadian securities plus net 

transactions by Canadians in outstanding foreign securities and an 

item "other capital movements'u which includes changes in bank balances 

held by Canadians abroad, changes in private loans, commercial accounts 
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p~yable and receivable, changes in intercompany accounts, and after 

1960, changes in foreign exchange liabilities by Canadian banks to 

foreign residents. Changes in official holdings of foreign exchange, 

although short-term in nature, will be omitted in calculating short

term capital movements, While Canada operated under a fixed exchange 

rate, changes in official reserves acted as a balancing item, and 

u~der the fluctuating exchange rate, they were used by the authorities 

only to smooth out short-run fluctuations in the exchange rate, 

Scope of the Thesis 

The scope of this thesis will be limited to the repercussions of 

inflows of foreign capital on the Canadian international accounts, 

The impact of these inflows of foreign investment capital on the 

structure and control of the Canadian economy will be considered only 

insofar as the author feels that they are pertinent to the purposes 

of this thesis, Such important problems as the effect of increased 

foreign ownership and control on the independence and operation of the 

Canadian economy; and the effect these inflows, predominantly from 

the United States, have had on increasing Canada's sensitivity to 

cyclical economic fluctuations originating in the United States will 

be mentioned, but not considered in detailo To the extent that it had 

,a direct effect on the international flows of foreign capital into 

Canada, the role of monetary poli.cy in Canada will be consideredo A 

full examination of the monetary policy, as related to purely domestk 

Canadian economic conditions, will not be undertakeno 
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Chapter II will summariZe the background of the essential features 

of the Canadian economy that are relevant for the purposes of this 

thesis. Cqnada's international transactions, prior to 1946, will be 

considered briefly, and findings by Jacob Viner in his study of the 

period 1900~1913 will be considered. The postw~r period, 1946-1955, 

will be considered in greater detail. Special emphasis will be given 

to the changes in the Canadian international economic situation that 

led to an end to Canadaus triangular balancing of trade with the 

United States and Great Britain. The growing dependence of the 

Canadian economy on the Urri~.ed States, both as an export market and a 

source of investment capital, will be traced, and the effect of this 

grow:(.ng dependence on the Canadian balance of international payments 

will be discussed. 

In Chapter III, the hypothesis posed by this thesis will be sub

jected· to examination. The inflows of foreign capital will be 

measured, and their effects on the Canadian economy in the period, 

1956-1960, will be examined, In Chapter IV, the reaction of the 

Canadian authorities in the period, 1961-1962, to these flows of 

international capital will be examined, and the results of these re

actions studied, In Chapter V, the findings of this thesis will be 

briefly summarized and the author will present some observations on 

the Canadian experience in the period.~ 1956-196:2, 



CHAPTER II 

HISTORICAL PERSPECTIVE OF THE CANADIAN ECONOMY 

Introduction 

The Canadian economy is essentially an open economy, "The nation 

that today is Canada has never been master of its own destiny; as a 

satellitic staple-producing economy 1 it reflected, and still reflects 1 

1 in its rate of development the imperatives of the more advanced areas," 

The Canadian economy leans heavily on the external supports of her 

foreign traqe, as is illustrated by the fact that exports traditionally 

account for 20 to 30 percent of Canada's gross national product, Canada 1 

however, is not primarily a 11hewer of wood and a drawer of water," 

but is a highly industrialized country with a skilled labor force and 

a highly developed financial system, Durtng the period, 1949-1959, 

the Canadian population increased by 2,8 percent a year, civilian em-

ployment increased by 19 percent, and productivity of labor" appears 

2 to have increased by 25 percent, In the decade ending in 1961, nearly 

1,300!'000 people were added to the work force which in 1961 averaged 

1augh G, Aitken, "The Changing Structure of the Canadian Economy, 11 

The American Economic Impact on Canada .(_Duke University Commonwealth 
Studies Center, Number 12 _LDurham, 1952/), p, 3, 

2 ' 1 d. 0 i ' " d C lt 1-Economl!.c Deve opment ~ Its .F1.nanc ng 1.n ._,ana ?, 'ommonwea 11 

Etonom:i.c Com+nittee (London, 1961), p,, 8, 

10 
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6,500,000, Twenty-five percent of this labor force was in manufacturing, 

25 percent in the service industries, 16 percent in trade, and only 12 

percent in agri~ulture. 3 Over the period, 1949-1962, Canadian gross 

national product rpse from approximately 14 billion do.llar~ in 1949 to 30 

billion in 1956 and reached the 40' billion dollar mark by 1962. 

International Aspects of the Canadian Economy 1900-1946 

During the twentieth century, Canadian economic policy was in-

fluenced by two main external forces. The first of these was Great 

Britain, ,and the other was the United States. During each period of 

Canadian expansion, there was a heavy capital inflow from both of these 

countries supplementing domestic savings. In the period, 1900-1913, 

although there were large United States capital flows, the flow was 

predominantly British. As the century has progressed, the percentages 

changed with the United States becoming the predominant source of 

cap.ital for Canadian domestic economic expansion. 

Another characteristic of the Canadian international accounts, 

which was noted as early as the 1900-1913 period by Jacob Viner in 

his study, Canada's ~lance of International Indebtedness 1900-1913, 4 

was Canada's ,triangular balancing of international accounts. Accord-

ing to Viner 1s theory, Canadian capital borrowing from Great Britain 

3canada 1262, Dominion Bureau of Statistics ( Ottawa, 1960 L 
P• 64 •. 

4Jacob Viner, canada 9s Balance of International Indebtedness 
1900-191~ (Harvard Economics Studies~umber 26 LCambridge, 192~/). 
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entereg Cqnada by the way of increased purchases of United States goods, 

"The British loans to Canada, by furthering the growth of manufacturing 

in Canada, operated indirectly to strengthen instead of weaken the 

predom;i.nance of the United States as a source of Canadian. imports, 115 

Britain and the Commonwealth nations were the chief market for 

Canadian exports, while the United States was the chief source of 

Canadian imports. British investments in Canada in the period, 

1900-1913, mainly took the form of purchases of government securities 

and industrial and financial bonds and stocks without voting rights. 

Viner found that American investors commonly retained direct control 

of their Canadian investments. The majority of the United States 

investments consisted of investment in branch plants of United States 

industries and in mining and lumbering enterprises controlled by the 

investors, The American investors generally made their Canadian 

investments in enterprises closely resembling those with which they 

were familiar at home, and operated them under similar financial, 

sales, lind technological methodso 6 "The greater degree of control 

over their Canadian investments by United States investors tended to 

increa~e imports from the United States. Plant manager 1s familiarity 

with American styles} standards} specifications} machinery and pro

duction techniques led to purchases in the United States,"7 Despite 

heavy borrowing from Britain throughout the period prior to World 

5 Ibid , } p, 291. 

6 
Ibll,d., p, 286. 

? Ibid. 
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War II, Canada was able to maintain a favorable balance of commodity 

trade with Britain. However, in the case of the United States, the 

current account deficit exceeded the capital imported from the United 

States. Therefore, prior to 1946, Canada was able to settle her 

current account deficits with the United States, which arose from her 

high propensity to import United States goods, by converting sterling 

revenue gained from a current account surplus with the rest of the 

world into· dollars. 

The Canadian Economy 1946-1955 

The predominant feature of the Canadian international accounts in 

the post-World war II period was the marked tendency for the !Canadian 

export and import market to become increasingly centered in the 

United States) and for the triangular balancing which had existed in 

the Canadian accounts to disappear. The heart of the balance of 
I 

payments problem of the Canadian economy in the postwar years was the 

difficulty of maintaining important overseas markets on which a num-

ber of basic Canadian industries depended heavily, but whose ability 

to settle in convertible currencies was severely 'limited. The 

Canadian aµthorities attacked this problem in two ways. First) 

Canada engaged in an ambitious program of lending to the United Kingdom 

and other overseas countries; and secondy Canada became one of the 

lead,ing countries in the postwar world in the attempt to restore 

international convertibility and free trade. In 1952, Canada became 

one of the first countries in the postwar period to accept the obli-

gations of convertibility and nondiscrimination as set forth in 



Article VIII of the Bretton Woods Articles of Agreement, Canada's 

original quota to the Internati.onal Monetary Fund was 300 million 

dollars u. S,, and in 1959, was raised to 550 million dollars U. S, 

This amounts to 3.7 percent of the Fund's total resources. In 

January, 1962, Canada was one of the ten major industrial countries 

who reached an agreement to lend their currencies to the Inter-

national Monetary Fund when additional resources are needed by the 

Fund to cope with international instability. 8 

This program of foreign lending, however, led to serious bi-

lateral disequiltbrium in Canadaus international accounts. ncanadian 

aid extended for grants or loans and similar investment purposes, 

a13 i;neast1red for balance of payment purposes, amounted to 3.2 billion 

dollars gross or 2. 5 billion dollars net in the postwar period to the 

end of 1954. 119 The Canadian economy was expanding rapidly and private 

domestic and foreign investment in Canada was proceeding at a rapid 

pace. There was a heavy demand for both consumer and investment 

goods produced in the United States, and throughout the postwar period, 

Can,ada continued to run a current account deficit with the United 

States. Although she had a large favorable current account balance 

with the rest of the world, the part of this balance that was created 

811The Role of the Bank of Canada in Foreign Exchange)" Submissions 
.!?_y Ehe ~ of Canada to the R:oy_al Conm1ission 01! Banking_ and Fi~ 
(Ottawa, 1962), p. 60, 

9Canada 1s International Investmen!: Position 1926-192~) Dom'inion 
Bureau of Statistics ( Internat:i.onal Payments Section) ( Ottaway 1956); 
P• 49. 
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by extending foreign loans and credits gave rise to no inflow of con-

vertible foreign exchange. Adding to her balancing problems, foreign 

exchange gained from sterling countries at this time was inconvertible 

into dollars to settle Canada's deficit with the United States, 

By 194 7, pboceieds ~:f;r;011L the lb.ans,. Canada had extended to overseas 

countries were being used up much faster than had been expected, there 

was a rising demand for goods, the only source of which was in the 

United States, and domestic investment in plant, equipment, and 

housing reached record levels adding to the inflationary pressure, 

During 1947, imports from the United States rose1 from 1,400 million 

dollars to 2,000 million dollars. Current receipts from the United 

States rose only nine percent while current expenditures rose 30 

percent. 1° Canada had a current account deficit of 1.1 billion dollars 

with the United States and had to make capital payments of 240 

milliori. dollars to the United States. Of her surplus of 1.2 billion 

dollars with the rest of the world, 600 million was financed by 

Canadian grants and loans which gave rise to no inflow of convertible 

exchange, Under these conditions, the deficit with the United States 

had to be met by the use of 740 million dollars of Canada 0s gold and 

11 dollar reserves. As a result of this serious loss of reserves,~ 

10 Foreign Exchange Control Board Annual Report~, Foreign 
Exch1:1,nge Control_ Board ( Ottawa, 1948), p, 21. . 

11tnternational Monetary Fund Annual Report 12.iI, International 
Monetary Fund (Washington, 1948 L P• 7, 
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Canada I s official exchange reserves declined from 1,600 million 

dollars in mid-1946 to 500 million dollars in November, 1947, 

By the end of 1947, some drastic steps were called for to halt 

' the drain on the Canadian reserves. Since the problem was not one of 

an overall unfavorable current account balance, but rather an un-

favorable balance with one currency area: the Government followed 

a policy, not of devaluation, but of direct controls. While these 

controls were officially declared to be nondiscriminatory in nature 7 

they were,. in effect: directly aimed at reducing imports from the 

United States and stimulating imports from Europe. As added in--

surance, the Canadian Government obtained a line of credit of 300 

million dollars from the Export-Import Bank, alt.hough not more than 

h lf f . d 12 a o it was rawn upon, 

Th~ "Conservation of Currency Program" of the Canadian Govern-

ment was a success, and in the next three years, changes occurred in 

the Canadian balance of payments that did much to eliminate the bi-

lateral disequilibrium in Canada's international accounts, In 1948, 

the current account deftcit with the United States decreased from 

1,135 million dollars in 1947 to 401 million dollars. On capital 

account, there was a significant reduction in the amount of credit 

extended by Canada to foreign countries. In 1949, in the face of 

world-wide devaluations, Canada devalued her dollar to 90.9 cents 

U, s. This was a modest defensive devaluation in the face of the 30 

12 
J, Douglas Gibson, "Postwar Economic Development and Policy in 

Can<?-da., II Canadian Journal of Economics and Political Sciencey . xx 
(1954), p. 447. 
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percent devaluation of sterling. This devaluation made Canadian ex-

ports cheaper in the United States market and more expensive in 

European markets. Also, the advent of the Marshall Plan led to an in-

flow of United States dollars into Canada as European countries made 

offshore purchases of Canadian goods, especially wheat. 

ln 1950, the rest of the world became a net supplier of funds to 

the Canadia~ economy, and in 1950, the annual surplus on current 

account turned into a deficit, However, in the early summer of 1950, 

specu.lators came to believe that the Canadian dollar was undervalued 

at 90.9 cents u. s. United States' speculative capital began moving 

into Canada in the early summer of 1950, and between July and Sep-

temb(;!r, Canadian reserves rose from 1.,2.55 million dollars u. s. to 

1,790 million dollars u. s., or an increase of 43 percent. At a 

time when domestic economic conditions called for a policy of monetary 

restraint, it became increasingly difficult for the Canadian mane-

tary authority to offset the expansionary effects of this flood of 

foreign capita:l. The Canadian authorit1..es placed considerable em-

phasis on the financing problem. In 1950, in its Annual Report, the 

Bank of Canada officially stated: 

Other means of providing necessary Canadian dollar financing 
such as the use of existing Government cash balances, issue 
of securities to banks or to the public, or the acquisition 

.· of foreign exchange by the Bank of Canada, all involved an 
increase in the aggregate liquid assets held by the general 
public, 13 

13 Bank of Canada Anl!lua~ Repo.!,_t 1950, Bank of Canada (Ottawa, 
1951), P• 8.-
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By the end of September, the monetary a.uthority was no lori.ge..,r willing 

to a.b$o:rb further excessive c:apita,l inflows. Iher-1:Jqr,ej , on Se.Pt<rmber 3Q,_ 

1950, the Canadian Government took a bold step, and by order-in-

coundl under the authority of the Foreign Exchange Act, cancelled the 

Canadian official exchange rate. The rate of exchange would hence-

forth be determined by conditions of supply and demand for foreign 

currencies in Canada, and the Exchange Control Board would only in-

tervene in the market to smooth out large adverse movements of the 

rate. The move was made more palatable to the International Monetary 

Fund by the statement that the free rate was only temporary and Canada 

would return to a fixed rate as soon as conditions allowed. In 

justification of this policy, the Foreign Exchange Board stated in 

its Annual Report:: 

In considering action appropriate to check the inflow, the 
Government reviewed the possibility of moving the par value 
of the Canadian dollar to a new and higher fixed level but 
concluded that under the conditions thep existing it was 
impossible to determine in advance with any reasonable 
assurance what new level would be appropriate. It there
fore decided that the rate .of exfhange should be left to 
be determined by market forces.l~ 

Whereas the 1946 appreciation had been motivated mainly by do-

mestic economic considerations, aind the 1949 depreciation had been in 

the main a defensive policy, in 1950) the short-term capital movements had 

deficit. of t89 million dollat:s :int.o <g; surpll;IS, of 561 million dollars.· 

14 4 Foreign Exchange Control Bo'ard Annual Report 1222, pp. l .:.15. 



"The 1950 Canadian experience gives an example to support Iverso11. 1s 

statement that short-term capital movements may provide the initial 

disturbances originating in the other accounts, 111 ·5 

19 

The postwar period was a period of rapid growth in the Canadian 

economy. The demand for goods and services pressed heavily against 

the available supply and reflecting this, the demand for loanable 

fund$ pressed heavily against the supply. In the postwar period to 

the end of 1956, Canada passed through three waves of inflationary 

pressure, When the Second World War ended, the Canadian public had 

cont:rol over very large liquid assets with which they could make their 

pent-up demand for consumer goods, industrial goods, and social 

goods effective. As a result, Canada experienced her first wave of 

inflationary pressure which lasted from 1946-1948. Canada experienced 

the second wave of inflationary pressure in the period, 1949-1951. 

Wholesale prices rose 40 percent in this period and consumer prices 

rose 20 percent. The period, 1952-1954, was characterized by growth 

wtth fairly stable prices, but in 1955, inflationary pressures 

again beg~n to appear. 

The first postwar inUation was centered mainly in the goods 

market; the second, 1949-1951, was in both the capital and goods mar-

kets; and the third period, 1955-1956, was centered :in the capital 

l5Paul Wonnacott, The _Canadian P._ollar 19-48-1958 (University o±: 
Toronto Studies in Economics Number 13 J.,Toronto, 196.Q./), p, 57. 
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16 market. Between June, 1955 and December, 1956, the tender rate on 

treasury bills rose 250 percent and the yield on fifteen year govern

ment bonds rose 28.5 percent. 17 

In Canada the chief cause of inflationary pressures was a 
great increase in capital expenditures, a boom in investment, 
particularly business investment in resource development 
and in fixed assets, construction, and expansion of equip
ment. A significant part of the total, including many of 
the largest projects, arose from large foreign enterprises 
taking the lead in developing Canadian resources with a 
view to export of raw magerials to the country of origin of 
the foreign enterprise.l 

During the postwar period, no sector of the Canadian economy was 

forced to reduce its demands for goods and services. There wei::'e 

government surpluses resulting from heavy taxes that tended to re-

duce the buying power of consumers, but the disposition of these sur-

pluses by the government tended to transfer funds back to the public 

via financial institutions. As a result, there were increases in 

expenditures by every sector of the economy. Consumer expenditures 

rose steadily, the stock of capital increased, and expenditures for 

social capital accounted for 39 percent of all expenditures on new 

construction and machinery in the period, 1946-1956. l9 However, 

16wuliam c. ijood, Financing of Economic ActiviJ:x in Canada;, 
Royal Commission on Canada's Economic Prospects (Ottawa, 1958), 
P• 104° 

18 Bank of Canada Annual Report 122.§., Bank of Canada (Ottawa, 
1957), P• 4.-

19 Hood, p. 119. 
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by the end of 1956, wholesale prices were 70 percent higher than in 

June, 1946 and consumer prices were 60 percent higher. 20 

On Canada's international accounts, Canadian exports more than 

doubled, increasing from 2,393 million dollars in 1946 to 4,837 million 

dollars in 1956. However, Canada 0s balance on current account went 

from a plus 460 million dollars in 1946 to a minus 272 million dollars 

in 1950, to a minus 452 million dollars in 1955 and reached a de

ficit of l,i1'{9 mil.].io:n dollars .at the. er,d 0£.-1936. 21 : Ccenada. Q s 

balance on current account with the United States went from a minus 

607 million dollars in 1946, to a minus 400 million dollars in 1950, 

then increased to a deficit of lJ 6,~.Q million. doll1e:.rsLby the:_~nd 1:. 

of 1956, 

Foreign Investment in Canada 

This growing current account deficit, predominantly with the 

United States, was balanced by a steadily growing inflow of foreign 

capital into Canada. During the postwar period, heavy flows of 

United States capital, both of the direct and portfolio type, began 

to move across the border into Canada.. Canada} since the beginning 

of the twentieth century, had been a prime center of United States 

foreign investments. In the boom period, 1900-1913, .Jacob Viner 

had found large amounts of United States funds flowing into Canada 

along with the predominantly British :inflow. 

~Oibi.d: 

21 
John A, Stove], Canada in .!:,E!;. World Economx ( Harvard Economics 

Studies N4~h1fr 108 _Lcambridge.? 19.5.2/L pp. 344=3ll·5, · 
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Dur.ing the f:i,rst part of the interwar period the United States 
became the principal source of external capital, and by 1926 
the Uni.ted States owned portion of Canada 0s international debt 
exceeded that owned in the United Kingdom, which had not in
creased since 1914. Growth·in United States' investment in 
Canada was interrupted in the 1930 1s but began again in the 
1940's. By the end of World War II, United States invest
ments of 4,990 million dollars compared with British invest
ments of 1,750 million dollars.22 

"In the postwar years to 1954, one-third of United States long-

term foreign investment was in Canada, United States' investments in 

Canada were greater than United States 0 investments in any other 

country, and were greater than in all Latin America. 112 3 British 

investments in Canada totaled 3,250 million dollars at the end of 

i959. Although this total was much larger than the total at the end 

of 1945, it accounted for only 16 percent of the total nonresident 

investment in Canada compared with 36, percent at the end of 1939. 

Investments of countries other than the United States and the United 

Kingdom made µp eight percent of the total in 1959. Nearly 90 per-

cent of these investments came from countries in Western Eruope, 

mainly ~elgium, Germany, France, and Switzerland. The remaining 76 

percent, or 15,725 million dollars in 1959, were direct investment 

funds controlled in the United States. 24 

The value of United States direct investment in Canada rose one-

third in the period, 1946-1948, while it rose 80 percent in the 

22canada ~ ~ 1960, Dominion Bureau of Statistics (Ottawa, 
1960), p. 1121. . 

23The Canadian International Investment Position, p. 13. 

24 Canada Year Book 1960, p. 1121. 



period, 1949-1954. Much of this rise occurred in the petroleum and 

mining industries. The petroleum industry alon.~ accounted for almost 
- -

one billion dollars of the$2.9 billion rise in United States invest-

ments between 1945 and 1953. Miningj apart from petroleum, accounted 

for 362 million dollars of the 1945-1953 increase. ,.The increase· in 

manufacturing, other than petroleum, was 1,238 million dollars or 

more than the total United States' investment in that area in 1945. 25 

A survey for the year 1953 showed that 771 establishments of 
315 enterprises controlled in the United States accounted 
for 30 percent of the selling value of all Canadian factory 
shipments. These establishments, 2 percent of all manufactur
ing establishments, employed 21 percent of all employees in 
manufact~ring industries, accounted for 25 percent of the 
earnings in the industry, 31 percent of the cost at plant 
of materials used and 29 percent of the value added by manu
facturing.26 

"In 1946, only twenty-seven percent of Canada's exports were di-

rected to the Uniteq Kingdom compared to thirty-eight percent to the 

23 

United States. By 1950, these proportions had been altered further to 

15 percent and 65 percent. In 1956, these proportions were 16.8 per

cent and 58 percent, respectively. ,[2.7 In a longer prospective, ad-

justed for price inflation, Cana'da O .s imports from the United States 

rose in the period, 1937-1957, by 388 percent while United States :, 

25The Canadian International Investment Position, p. 25. 

27 6 Stovel, P• 30 • 
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28 imports from Canada rose by 348 percent. In 1957, the United States 

was the principal customer for 10 out of 11 of Canada's export items 

worth more than 100 million dollars. The United States took 86 per-

cent of Canadian newsprint, 80 percent of her woodpulp, 74 percent of 

her wood planks and boards, 62 percent of her nickel, and 40 percent 

of her aluminum and copper. Likewise, the United States was the 

principal supplier of 8 out of 9 of Canada's import items worth over 

100 million dollars. 29 

The Canadian balance of international indebtedness rose rapidly 

since the end of World War n. 30 At the end of 194.8, net Canadian inter-

national indebtedness amounted to 3.9 billion dollars, by the end of 

1955, it had reached 7.9 billion dollars and by the end of 1960, it 

had reached 17 billion dollars, over a four fold increase since 1948. 31 

However, the relatively slow growth in Canadian indebtedness during 

the period, 1948-1954, does not fully reflect the true growth of 

28 Constant Southworth and w. w. Buchanan, Changes in Trade~-
strictions Between the J!.:. .2.:,. ~ Canada (Canadian-American Committee of 
the National Planning Association_and the Private Planning Association 
of canada._Lwashingtori..D. c., 1952/), p. 12. 

29Economic Development~,!!! Financing in CanadaJ p. 11. 

3°canada 1s balance of international indebtedness or net indebted
ness to other countries is the amount by which the claims of non
residents against the Canadian economy exceed the claims of Canadians 
against other countries. Included in gross assets and liabilities used 
in arriving at the balance are all long=tern investments along with 
short-term assets and liabilities except those of a commercial nature. 

3lBank ,2! Canada Annual Report 1960, P• 47. 
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Canadian indebtedness to the United States. Although net Canadian in-

debtedness to all countries increased from 3.8 billion dollars to 6.8 

billion dollars, net indebtedness to the United States alone rose by 

2.9 billion dollars in the period, 1948 to 1954.32 

The primary effect of this increase in Canadian dependence upon 

the United States has been to perpetuate Canada's traditional role as 

a staple-producing country. United States investments, although large, 

have been selective. Since the United States was already a highly 

industrialized country, with a productive ihdust!-"ial:. sector,-

the market demand that the United States exerted on Canada was pri-

marily a de~and for industrial raw materials. The influence of the 

United States was to encourage the development of the Canadian economy 

along lines complementary to the economy of the United States; and 

thi,s made the rate of economic development in Canada depend largely 

upon exploiting this United States 0 demand. 33 According to Professor 

R, J. Wonnacott, "The paramount relationships binding Canada to the 

United States are the dependence of the Canadian metal mining and re-

fining sector on United States' demand for base metals and their pro-

ducts) and the dependency of the Canadian forestry and paper products 

sectors on United States demand for paper products. 1134 

"'.? 
..:J-The Canadia,n International Investment Position 1926-1954, p. 15. 

34·Ronald J, Wonnacott.., Canadian-American ~pendence (Amsterdam, 
1961), P• 95° 
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Although the heavy inflow of United States capital into Canada 

made possible greater and more rapid expansion of the Canadian economy 

than would.have been possible if Canada had relied solely on domestic 

savings, the inflow was viewed with mixed feelings by Canadianso To 

many Canadians, this trend of United States ownership and control of 

basic Canadian industries was undesirable both from an economic and a 

political viewpoint~ They preferred a situation where there was more 

diversification in the economy and where more of the control of the 

futtire direction of Canadian growth rested in the hands of Canadians 

and less in the hands of foreignerso35 Canadians feared the dominant 

position of the United States controlled firms in the Canadian economy 

and the increased cyclical sensitivity of .the Canadian economy to 

United States' economic conditions. Canadian national pride was aroused 

by the seeming unconcern of the United States for economic conditions 

in Canada .and the personnel policies of United States firms operating 

in Canada. Anotn.er fear in the mid-1950 1s was that "a sudden cessation 

of the capital inflow or a large•scale withdrawal of capital would have 
. 36 

serious consequences for Canadian income and employment levels." 

However, this view was usually discounted on the grounds that United 

States' investments were of a long-term type geared to Canadian 

developmento 

35Aitken, P• 12. 

361rving M. Brecher, "The Flow of u. s. Investment Funds Into Canada 
Since World War II, 111 The American Econ.omic Impact .2!! Canada (Duke Common
wealth Studies Center, Number 12 LDurham, 195.2./), P• 115. 



CHAPTER III 

INFLOWS OF FOREIGN CAPITAL 1956-1960 

Direct Investment Inflows Into Canada 1956-1960 

During 1955, 1956, and the first half of 1957, Canada experienced 

a boom period of investment. The dynamic driving force of this boom was 

the inflow of forei,gn capital :f.nto the development of Canadian resources 

for export. The intlow of direct investment funds, predominantly from 

the United States, rose from 392 million dollars in 1954 to 417 million 

dollars in 1955, then reached record levels of 583 million dollars in 

1956 an/::514 m:i,llion dollars in 1957. "Investment: outlays on pro-

jects associated with resource development rose by two-thirds in 1956 
. 1 

a:o.d continued to rise well into~:1~57: 11 

By the end of 1957, it became clear that, relative to the world 9s 

supply and demand for natural .resources, there was overcapacity in the 

Cana~ian economy. As a result, expansion of new capacity in the re-

source industry came to a halt, and borrowing by resource industries 

showed a sharp contraction. In 1957, borrowing from chartered banks 

and securities markets by resource industries amounted to 512 million 

dollars and in 1958, it amounted to only 194 million dollars. In 1959 

l Bank£?! Canada Annual Repor~ .!221, p. 6. 

27 
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and 1960, there were net retirements by resource industries of 42 

million dollars and 60 million dollars. 2 ln 1960, the Annual R.eport 

of the Bank of Canada stated: 

It·is now apparent that the assumptions on which the huge 
canad:i.an.investment prograi;nme 'rested will be realized much 
~ore slowly than was then expected. Total world demand for 
the raw materials produced by Canada's primary industries 
is growing at a moderate rate, but non-Canadian sources of 
supply have also been expanding. The capacity developed 
in Canada's major resource industries during the 1955-1957 
boom is not being fully utilized.3 

However, when the boom of 1955-1957 came to a halt in Canada, in-

flows of foreign capital did not moderate, but increased. In the 

period, 1951-1955, the inflows of foreign direct investment capital 

into Canada accounted for 1,890 million dollars of the total net 

capital inflow of 1,926 million dollars. In the period, 1956-1960, 

the inflows of direct investment capital were much larger amounting 

to 2,662 million dollars. However, this was only about 40 percent of 

the total net capital inflow of 6,624 million dollars. As in the 

e~rlier postwar years, the greatest part of the inflow of foreign 

direct investmEmt capital, "technical know-how, 1' and entrepreneur 

skill originated in the United States. The United States alone 

accqunted for 1,933 million dollars of the total inflow of 2,662 million 

dollars in the period, 1959-1960. 

Prior to 1956, the inflows of foreign direct investment capital 

supplemented Canadian savings and made possible a more rapid rate of 

2 
Bank .21. Canada Annual Report 1960, p. 79. 
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growth for Canada than would have been possible if Canada had relied 

solely on internal sources of financing. The item "direct investment," 

however, covers a variety of transactions. It includes not only in

vestment in new plant facilities, but also, ac:qui:sitfon of existing 

Canadian assets by foreigners. In many cases, flows of direct invest

ment funds may represent parent companies providing capital for branch 

plants in Canada who are acquiring or disposing of existing assets or 

are shifting the nature of their financial liabilities. Although this 

is extremely difficult to determine, it appears that after 1957, the 

inflows of direct investment capital were too large for the Canadian 

economy to absorb. Instead of leading to the development of new capital 

facilities in Canada, the inflows of capital added to the already ex

cessive demand in Canada. This led to an increasing deficit on current 

account as the ... .proc.,eeds. of these inflows of cap:i.tal were transferred 

from Canada . in the form of i.ncr,ea,ee,.d impc,rts of goods ,and services. 

One way of measuring the rate of capital formation occurring in 

the· Canadian economy during this period is to look 2t capital spending 

as a percent of gross natiqnal expenditure. In 1957, capital spending 

as a percent of gross national expend:i.ture reached a peak of 23.1 per

cent; in 1958, it declined to 21.4 percent; in 1959, to 20.l percent 

and in 1960, acco4nted for only 18.6 perce~t of gross national ex

penditure. This conclusion is further substantiated by the Dominion 

Bureau.of Statistics, which in its annual report for 1959 stated, 

"Despite di1:ficulties of measurement, there is evidence that most, if 

not all, of the increased net movement into Canada in 1959 of foreign 



direct investment capital was related to the acquisition of existing 

assets r~ther than to new capital formation. 114 

1955 

1956 

1957 

1958 

1959 

1960 

TABLE I 

PRIVATE CAPITAL EXPENDITURE AS A PERCENT 
OF GROSS NATIONAL EXPENDITURE 

Percent of 
J,>rivate Capital 

Expenditure a 
Gross National Gross National 
Expenditure Expenditure 

-Millions of Canadian Dollars-

5,,2io 27,132 19.2 

6,774 30,585 22.2 

7,335 31,773 23.1 

6,975 32, 6o6 21,.4 

6,961 34,593 20.1 

6.,692 35,928 18.6 

30 

aPrivate capital expenditure is composed of new residential con
struction, new nonresidential constructiQn and new machinery and equip
ment expendi~ures. 

Soµrce:: canadiap. Statistical !eviewy. Dominion Bureau. of Statistics 
(Ottawa), various years. 

The rising level of direct investment in Canada led to an in-

creasing deficit on current account in the Canadian balance of payments. 

Income in the ~orm of dividends, interest, and payments for business 

4The Cana!'.lian Balance of Pawents .!2,22. and International Invest
ment Position, Dominion Bureau of Statistics, Publicati<!l1ll Numbers 
67-201 (Ottawa, 1960), P• 31. 
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· se:i:-vices was transferred from Canada to foreign residents aggra0vating 

Canada's cul;'rent account def:ldt. In the period, 1956-1960, Canada made 

net payments of 2,162 million dollars in interest and dividends to 

all countries, of which 2,012 million dollars went to residents of the 

United States. These remittances going to United States' residents were 

predominantly on direct investments. In 1959, 84 percent of the 

dividend remittances, or 347 million dollars, paid United States' 

residents were based on direct investment. Seventy percent of these 

payments llfere from United States' direct investment in manufacturing 

and mining and smelting.5 

Poi-tfolio and Other Shor.t-Term Capital Movements 
1956-1960 

Whereas before 1956, direct investment capital was the predominant 

type of capital inflow, in the period, 1956-1960, the inflow of port-

folio capital became Canada's largest source of foreign capital. A 

very high level of international portfolio security transactions be-

tween Canada and other countries was characteristic of the period, 

1956-1960. In 1956, gross security transactions approached 3.0 billion 

dollars, in 1957, 3.2 billion dollars, in 1958, 2.5 billion dollars, 

and in 1959, 3.1 billion dollars. 6 This inflow of portfolio capital 

for the ~ost part represented the sale of Canadian issues payable in 

United States' dollars. The largest part of these portfolio transactions 

5Ibid., P• 22. 

6;cb:i.d., P• 35. 
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were "initiated by Canadian borrowers who actively sought out foreign 

sources of financing."7 The net inflow of capital resulting from the 

issue of new issues in foreign money markets increased three fold in 

the period, 1956-1960 compared to the previous five year period (Table II) 0 

The net· inflowcof·capitaiLresulting .from the saJLe .of new securitll.es was 

2,363 million dollars in the period, 1956-1960, comp~red to an inflow 

of 733 million dollars during 1951-1955. One thousand one hundred 

ten million of this increased total was accounted for by the heavy 

borrowing of provincial and municipal governments and Canadian cor-

porate bodies in foreign money markets. The peak years of provincial 

and municipal government foreign borrowing were 1956, 1958, and 1959, 

when they accounted for net inflows of 275 million dollars, 259 million 

dollars, and 352 million dollars, respectively. 8 The sale of new 

Canadian securities was predominantly in the United States. In both 

1958 and 1959, residents of the United States bought 90 percent of 

the new Canadian securities sold to nonresidents.9 

Inflows of capital resulting from short-term capital movements--

purchase and sale of outstanding securities plus "other capital move-

ment 11--were at a much higher level in the period, 1956-1960;, than in 

the preceeding five years. Thie total mo,rement of this type of capital 

7 Ibid., p. 34. 

9The Canadian Balance of Payments 122.2 and International Invest
~ Poe it ion, p~ 37. 
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1958 
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TABLE II 

GROSS NEW BOND ISSUES PAYABLE IN FOREIGN CURRENCIES 
OF CANADIAN PROVINCES, MUNICIPALITIES, 

AND CORPORATIONS 

Bond Issues 
payable in 

Foreign Currency 

118 
132 
164 
136 

225 
245 
131 
69 

142 
241 
81 
53 

144 
72 

172 
142 

149 
110 
21 
19 

Interest Rate Differ
ential Between u.s. 

and Canada 
( In Base Points) 

45 
54 
65 
66 

82 
85 
83 
31 

51 
68 
75 
90 

89 
74 
74 

. 80 

96 
104 
99 

113 

Source:: Robert F. Geffir/lill,"New Bond Issues in the u. s. Market," 
Federal Reserve Bulletin, voiume 49 (1963), p. 589. 
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led to a net outflow of several million dollars over the period, 1951-

1955. In 1956~1960, there was a net inflow of 1,563 million dollars 

resulting from short-term capital movements. Six hundred and thirty-

four million dollars of this inflow in the latter period being accounted 

for py purchases of outstanding Canadian stocks by foreign residents. 

One of the primary reasons for the increased level of Canada's 

foreign borrowing was the "restrictive" monetary policy followed by 

the monetary authority and the heavy pressure on the supply of loan

able funds in Canada during this period.lo The Conservative Govern-

ment of Prime Min~ster John Diefenbaker, w~ich came to power in Canada 

in 1958, was con:nnitted to a progr~m of deficit financing and ex-

pansion in the Canadian economy. While the Canadian municipal govern-

ments were running annual deficits of over 300 million dollars a year, 

the Government of Canada ran an annual deficit of 775 million dollars 

in 1958, 362 million dollars in 1959 and a deficit of 411 million 

do.llars in 1960. 11 The monetary authority, represented by 

lOAlthough the money supply in Canada increased more rapidly than 
the money ~upply in the u. s., the degree of liquiditi_in the Canadian 
economy was less than in the u. s. In 1960, the average American held 
about twice as much in ct1rrency and demand deposd.ts as the average 
Canadian. The ratio of money supply to gross national product in 1960 
was 28 percent in.the u. s. compared to 19 percent in Canada. In both 
countries, this ratio declined from 1949-1960. In Canada, the ratio of 
money supply to gross national product declined from 24 percent to 19 
per~ent, Although the decline of'the u. s. ratio from 42 percent to 28 
percent was greater, the Canadian contraction starting from a lower base 
probably had a more pronot1nced contractionary influence. 

Clarence L. Barber, "Canada's Unemployment Problem," Canadian 
Joµrnal .£!Economics~ Political Science, ~III (1962), p. 88. 

11:sank of·canada Annual Report 1961, p. 39. 
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Mr. James E. Coyne, Governor of the Bank of Canada, was, however, com-

mitted to a restrictive monetary policy. Mr. Coyne's hostility to the 

Government's expansionary programs of deficit financing and Canada's in-

cr~asing current account deficit grew through 1958, and reached a climax 

in his 1959 Annual Report:. In his 1959 report, Mr. Coyne stated: 

It must·be recognized that in a ~apital~hungry world we cannot 
in fact count on having ready access to foreign capital year 
after year on a large scale. The longer the process of attempted 
overexpansion goes on; the more maladjustments will be built 
into our economy, and the more difficult and painful will be 
the readjustments which will in time be forced upon us. We 
must in the end learn as a nation to live within our means and 
exhibit the strength and will to do so.12 

This disagreement between the Bank of Canada and the Government on 

basic issues of economic policy led to an increasing deterioration of 

coordination and cooperation in the management of monetary and fi$cal 

policies in Canada. MI:'. Coyne refused to cooperate with the Govern-

ment's policies, and the Diefenbaker Government refused to accept the 

responsibility for monetary policy and remove Mr. Coyne. As a result, 

both the canad~an long-term and short-term interest rate continued to 

rise, and the interest rate differential between the United States and ..... '"" . ,, 

Canada widened. The Canadian short-term rate of interest which had 

reached a high point of 1.69 in 1953 (as a yearly average) in the 

period, 1951-1955, averaged 2.90 in 1956, 3.78 in 1957, fell to 2.29 

in 1958, then rose to 4.80 in 1959 and 3.J2 in 1960. The Canadian 

long-term yearly average rate in the period, 1951-1955, reached a high 

point of 3.68 in 1953. The long-term rate rose to 4.10 in 1957, 4.86 

12Bank -2.E Canada Annual Reeort 122.2, PP• 8-9. 



·in 1959, and 5.04 in 1960. The interest rate differential between 

Canada and the United States on short-term borrowing rose from a yearly 

average Qf .265 percent in 1956 to a high of 1.38 percent in 1959. 

' 
The lQng-term differential rose from .58 percent as a yearly average 

in 1956 to a high of 1.03 percent in 1960. In the third ·and fourth 

quarters of 1959, the short-term differential reached peaks of 1.88 

percent and 2.03 percent. The long-term interest rate differential 

reached a peak of 1.30 percent in the first quarter of 1960 (Table III). 

Another important effect of the increasing interest rate differ-

ential that; e~isted between Tor·onlto and New York was the added incentive 

tha~ it gave for short-term stabilizing exchange speculation to take 

place. Many economists, such as Ragnar Nurkse, have found that in 

many cases under a system of freely fluctuating exchange rates, 

there may be nothing to limit people's elasticity of expectations in 

the short•run. Any change in the rate is likely to create antici-

pations oi a further change in the same direction causing a flight of 

capital and further changes in the exchange rate. 13 However, in his 

study of the effect of short-term capital movements on the Canadian 

balance of payments in the period, 1952-1957, Rudolph R. Rhomberg 

found that short-term capital movements in the form of exchange rate 

speculation µave been much more instrumental in keeping the fluctua-

tions of the Canadian dollar within narrow limits than either 

l3Ragnar Nurkse, Conditions .2! International Monetary Equilibrium 
(jrinceton Unive£Sity Essays in International Finance, Number 4 
LPrinceton, 194,2./), P• 2. 
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TABLE III 

CANADIAN AND UNITED STATES INTEREST RATES AND CANA.DIAN ... UNITED STATES 
INT!REST RATE DIFFERENTIAL ON A 

QUARTERLY BASIS 

Long~Term Interest Rates 
Average Yearly 
Interest Rate 

guarters I II III IV Differential 

1956 
United States 2.86 2.96 3. 10 3.30 
Canada 3.31 3.50 3.75 3.96 
Interest Rate 

Differential .45 .54 .65 .66 (.575) 

1957 
United States 3.26 3.43 3.63 3.56 
Canada 4.08 4.28 4.46 3.87 
Interest Rate 

Differential .82 0 85 .83 0 31 (. 70) 

1958 
United States 3.75 3.15 3.57 3.75 
Canada 3.99 4.08 4. 32 4.65 
Interest Rate 

DU'ferential .24 .93 0 75 .90 (. 705) 

1959 
United States 3.91 4.o6· 4.16 4.17 
Canada 4.76 4.80 4.90 4.97 
Interest Rate 

Differential .85 • 74 .74 .80 (. 78) 

1960 
United States 4.22 4.11 3.82 3.91 
Canada 5.18 5.15 1 4.81 5.04 
Interest Rate 

Differential .96 1.04 .99 1.13 (1.03) 

1961 
United State:;i ·3.83 3.80 3.97 4.oo 
Canada 5.13 5.07 4.96 4.95 
Interest Rate 

Differential 1. 30 1.27 .99 .95 ( 1.13) 
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TABLE III (Continued) 

Long-Term Interest Rates 
Average Yearly 
Interest Rate 

Qt.1.arters I II III IV Differential 

1962 
United Statei;i 4.06 3.89 3.98 3.88 
Canada 4.95 4.91 5.40 5.11 
Interest Rate 

Differential .89 1.02 1.42 1.23 ( 1.14) 

Short-Term Interest Rates b 

1956 
United States 2. 38 2.60 2.60 3.06 
Canada 2.58 2.71, 2.90 3.51 
Interest Rate 

Oif ferenti,al .20 .11 . 30 .45 (.265) 

1957 
United States 3.17 3.16 3.38 3.34 
Canada 3.72 3.77 3.88 3.67 
Interest Rate 

Differential .55 ,6l • 50 .33 (, 50) 

1958 
Un;i.ted States 1.84 1.02 1. 71 2.79 
Canada 2.29 1.61 1.54 3.07 
Interest Rate. 

Differential .45 .59 - .17 .28 ( • 37) 

1959 
United States 2.80 3.02 3.55 4.30 
Canada 3.73 4.90 5.58 4.98 
Inte)rest Rate 

Differential .93 1.88 2.03 .68 (L38) 

1960 
United States 3.94 3.09 2. 39 2.36 
Canada 4.45 3.05 2.53 3.23 
Interest Rate 

Differential .51 -.04 - .14 .87 ( • 39) 
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TA~LE III (Continued) 

Short•Term Interest Rates 

Quarters ·I II III IV 

Average Yearly 
Interest Rate 
Differential 

1961 
United States 2.38 2.32 e.32 2.48 
Canada 3,15 ;3.06 2.50 2.59 
Interest Rate 

Di.fferent:tal .77 .74 .22 • ll ( .46) 

1962 
United States 2.74 2. 72 2.86 2.80 
Canada 3.10 3,64 5.22 4.05 
Inte;rest Rat!! 

Differential • 36 .92 2, 36 1.25 ( 1.22) 

a · Average tender rate for three month Treasury bills. 

bAverage yield to maturity Qf central government bonds with at 
least 12 years life. 

Sour~e:: InternatioT;l.al Financial Statistics, International Monetary 
Fund (Washington o. c.), various issues. 



40 

official intervention in the exchange market or the price effects of 

· 14 the exchange variations an imparts and exports. Rhomberg found that 

a depreciation in the exchange rate led to expectations on the part of 

speculators of a future increase in the rate which led to a speculative 

short-ter~ inflow of capital which buoyed up the rate. Since the amount 

of funds which speculators were willing to commit to speculation de-

pended upon the expected rate of profit on these speculative activities, 

there had to exist a large enough margin of profit ta make such specu-

latiQn wort~hile. Rhomberg found that exchange profits of four to 

eight percent per annum could be realized frequently. "Such potential 

profit margins appear large enough to produce the necessary incentives 

on which the mechanism relies."15 The interest rat~ differential 

existing between the United States and Canada was another factor adding 

to the profitability of e:icchange speculation. Frequently, over the 

period, l958 .. 1961, a differential of .75 percent; existed on 90 day 

investmentsr This added factor made the cost of holding Canadian 

dollar$ less than it would have been had the interest rates in the 

Uuited St,ates and.Canada moved more clo$ely together. 

The Main Effects of the Inflows of Foreign Capital 
on the Canadian Economy 1956-1960 

The excessively large inflows of foreign capital into the Canadian 

economy in the period, 1956-1960, had three main effects. First, they 

14audolph R. Rhomberg, "The Canadian Foreign Exchange Market," Inter
national Monet_ary Fund Staff Papers, VII (1960), p. 447. 

15 Ibid., P• 443. 
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acted to bouy up the exchange value of the Canadian dollar. Second, 

they led to distortion in the Canadian economy and the Canadian inter

national accounts. And third, they acted to exacerbate Canada's in

creas;ng unemployment problem. In the years prior to 1956, the heavy 

inflows of foreign capital and the fluctuations in the current account 

balance which the Canadian economy experienced tended to act in a 

stabilizing ~nner. When the Canadian econolllY was experiencing a 

rapid period of economic activity, there were large flows of foreign 

capital into the economy. These inflows of capital made possible a 

more rapid growth and rate of capital formation than would have been 

possible if Canada had relied solely.on domestic savings. In a time of 

heavy inflows of capital and heavy domestic capital formation, the 

increasing current account deficit operated to relieve the pressure 

of demand ~gainst the available supply of goods and services. The in

creased imports acted as a safety valve preventing uncontrolled in

flation in the Canadian economy. In periods when domestic expansion 

slowed down, there was a decrease in inflow of foreign capital, and 

the · .. trade.i; account deficit improved, leading to improvement in the 

domestic economy via the foreign trade multiplier and price effects. 

However, after the investment boom of 1956-1957 passed, the in

flow of foreign capital did not decline and the deficit on current 

account averaged over a billion dollars a year for the next four years. 

Under a freely fluctuating exchange rate, it would be expected that, 

with a country running a current account deficit the size of Canada's 

vis-a-vis the United States, Canada's currency would depreciate 

vis-a-vis the United States' currency. Nevertheless, despite the 



large current;: account deficit that Canada continued·to. run with the 

United States, the Canadian dollar remained at a premium of up to 

four percent to the United States' dollar. The inflow of United 

States' funds into Canada met and exceeded ;the United St.!ittes' funds 
. . 

dema.nde_d by Canada. to settle her current account deficit with the. 

ijnited States. (fnited States' citizens wishing to invest in Canada 

had to.obtain canadian'dollars from Canadian citizens, and the 
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United States' demand for Can~dian dollars was great enough, relative 

to the Cana.dian demanc;l for United States' dollars to keep the Canadian 

dollar at a rate above a one~to-one parity with the United States' 

doll~t.' ('!able IV). 

The c:ontinued premium on the Canadian dollar vi,s ... a-vis the United 

States' dollar acted t9 exacerbate Canada's deficit on current account. 

With the Canadian dollar at a premium, Canadian exporters were placed 

at a disadvantage when competing in the world market. Canadian ex-

ports were more expensive to foreign consumers, especially in the 

United S"tates where the greatest part of Canada's export market existed. 

~lso, the exchange premium on the Canadian dollar led to indirect 

repercussions in other sectors of the Canadian cu~rent accounts. 

Travel in the United States was cheaper for Canadian residents and 

Canada's deficit on travel account with the United States was a large, 

per1:1i,stent item adding to c_anada 's overall deficit on current account. 

Canadian producers, especially in secondary industries, were 

caught in a two-way dilemma. Foreign controlled companies had access 

to funds flowing from their parent companies, and hence were not 

usually affected by the shortage of ·loanable funds and the high 



Year 

1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 

TABLE IV 

CANADA'S BALANCE ON TRANSACTIONS WITH THE UNITED STATES 
AND ALL COUNTRIES 

Balance on Balance on Balance on Balance on 
Current Current Capital Capital 
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Total 
Account 

S. a All 
Account Account b Account Balance 

with u. Countries with U, S, All Countries with u.s. 
-Milliop.s of Canadian Dollars-

-703 +357 ""88 +366 -615 
.-1,233 -50 -164 -49 -1, 397 

-512 +332 +111 =451 -401 
... 740 +38 +64 -177 -676 
-56,3 -497 +961 +334 +398 

-1, 101 -667 +554 +417 -547 
-999 +14 -78 -164 -1,077 

-1,048 -693 +202 +443 -846 
-962 -576 +398 +432 -564 

-1,190 -853 +383 +698 -807 
-1,789 -1,516 +894 +1}366 -895 
-1, 726 -l,60;? +964 +l,424 -762 
-1,336 -1,291 +1,060 +1,131 -276 
-1,378 -1,642 +1,341 +l,504 -37 
-1, 523 -1,432 +990 +1,243 -533 
-1,548 -1,144 +1,366 +982 -182 

ain regional statements of the Canadian balance of payments pub
lished by the Dominion Bureau of Statistics, gold production avail
able for export is treated as a receipt in the current account with 
the United States. In this table, gold production i~ treated as a 
means of ~ettlement of international payments and is not included in 
the cur~ent account gold production for export. 

b+ represents a net inflow of capital into Canada; - represents 
a net flow of capital out of Canada. 

Source: 1. ~ of Canada Annual Report 1962) Bank of Canada ( Ottawa, 
1963), PP• 40-41. 

2. B<:1lance of Paz"Illents Yearbook, International Monetary Fund 
(Washington D, c.); var:i,ous issues. 



44 

interest rate prevailing in Canada during this period. Also, the large 

inflows of foreign capital enabled the foreign controlled companies to 

bid scarce factors of production away from Canadian producers. This 

led to rising costs of production in the Canadian economy and severely 

hampered the competitive positi,on of Canadian industries. By keeping 

the Canadian dollar at a~ exchange premium, the inflows of foreign 

capital operated to make imports of goods and services cheaper than 

they would have been had the exchange rate depreciated in line with 

Canada's growing deficit on current account. 

The foreign capital flowing into Canada operated to channel Canadian 

re$ources into those industries to which these foreign capital flows 

were directed. As the following table illustrates, foreign investment, 

especially United States' direct investment, was predominantly in the 

resource produ~ipg sector of the economy, and a$ a result, this sector 

TABLE V 

NONRESIDENT OWNERSHIP AS A PERCENT OF CANADIAN INDUSTRY, 1957 

Percentage of :Percentage of 
To.tal. Owned Total owned 

Industry Cla1:1s by Nonresidents by u. s. Residents 
, .; I 

Mant.Jfacturing 50 39 
Petroleum and ,atural 

Gi:!S 64 58 
?4ining and Smelting 56 46 
aailways 30 11 

Other Utilities 15 12 

Source: Canadian Balance 2£. fayments 1.2.22 ~ International Invest
ment Position, Dominion Bureau of Statistics, Publication 
~ers 67-201 (Ottawa, 1960), p. 70. 
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grew rapidly. As the following table shows, there was a marked differ-

ence between the rate of growth of the Canadian index of industrial pro-

ductio? in the mining industries, which are over 50 percent owned by 

nonresidents, and the iron and steel products and food and beverage 

indu~tries which are over 85 percent Canadian owned. Another important 

sector of the economy that received inflows of foreign capital was the 

Year 
' ' 

1954 
1955 
195(5 
1957 
1958 
1959 
1960 
1961 

TABLE VI 

CQMPAR.ISON OF THE CANADIAN INDEX OF INDUSTRIAL PRODUCTION 
FOR SELECTED INDUSTRIES 

Petroleum Iron and 
and Natural Other Steel Food and 

.Ga!J Mining Products Beverages 
-1949 100-= 

429.8 124.8 106.2 120.6 
576.6 136.1 123.8 126.8 
756.5 144.1 145.3 133.1 
804.6 155.5 139.6 135.6 
745.5 161.8 128. 3 141.9 
837.8 177.3 147.2 147.6 
878.7 174.7 137.3 150.2 

1,005.6 173.3 139.4 154.2 

Source: Bank ,of Canada Statistical ~ummarz, _Bank.of Ca,nada · ( Ottawa, 
~h~l963), P• 185° 

provincial and municipal government sector. A net inflow of 1,110 

million dollars went into this sector in the period, 1956-1960. There-

fore, primary producing sectors of the Canadian economy, in which there 

were heavy foreign direct investments, and the municipal and provincial 
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government sector of the Canadian economy were able to bid resources 

away from Canadian financed secondary industry. 

The large inflow of foreign capital led to several marked dis-

tortions in Canada's international accounts. As was discussed earlier, 

these inflows of foreign capital became too large to be absorbed by 

the Canadian economy. As a result, a part of these capital inflows 

were transferred to Canada in the form of increased imports of goods 

and services. Use of foreign resources as a percent of gross capital 

formation in Canada rose from 17 percent from 1950-1955 to 27 percent 

in the period, 1956-1959. Use of foreign resources as a percent af 

net capital formation increased even more markedly, going from 19 

percent in the period, 1950-1955, to 35 percent in the period, 1956-

1959. Direct foreign financing of gross capital formation in Canada 

rose from 25 percent to 33 percent over the same periods, and direct 

foreign financing of net capital formation increased from 33 percent 

16 to 45 percent. 

Canada ran a deficit on merchandise account in only three years 

in the period, 1946-1955. In 1951, Canada had a deficit of 147 million 

on m~rchandise account, in 1953, a deficit of 58 ~illion, and in 1955, 

a deficit of 211 million. In 1956, Canada'~ deficit on merchandise 

account rose to 728 million, in 1957, imports exceeded exports by 594 

million, in 1958, a year of slack economic activity in Canada, Canada 

16 
~ Canadian Balance 2f Payments 12.22 ~ International Invest-

ment Poi;tion, p.·9. 



had a deficit of only 174 million, then in 1959, imports exceeded ex

ports by 423 million and, in 1960, the deficit declined to 148 million. 

Another marked feature of the Canadian balance of payments was the 

abnormally large current account deficit that the inflows of foreign 

capital permitted Canada to financep In the five year period, 1956-

1960, Canada ran an annual deficit on current account of over a billion 

dollars a year. In 1956, Canada's deficit on current account jumped 

from 698 million dollars in 1955 to 1,366 million dollars. In 1957, 

it reached a record level of 1,455 million dollars, and in 1959, set 

anot;her record with a deficit of 1,494 million dollars. The largest 

part of this deficit on current account was due to nonmerchandise items. 

Deficits on travel account, interest and dividends, and "other mer-

chandise" items were the main causes of the deficit. The deficit on 

travel account led to a total net outflow of 390 million dollars over 

the period, 1956-1960, the deficit on "other merchandise" items was 

1,868 million dollars, 17and the deficit on interest and dividend pay-

ments was 2,214 million dollars. 

The surplus of payments of interest and dividends to foreigners by 

Canadians over receipts of interest and dividends by Canadians from for-

eign investments was the most persistent and steadily rising deficit 

item in the Canadian current account. In the period, 1956-1960, Canada 

l7Income transfers associated with direct investment companies have 
been an important factor operating to increase this deficit item. Pay
ments for "business services" led to a deficit of 186 million dollars in 
1958 and 196 million dollars in 1959. 

canada~s Balance of payments 1222. !E.!'! International Investment 
Position, p. g7. · · 
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made net payments of 2,214 million dollars in the form in interests and 

dividends~ These figures do not include unremitted profits on foreign 

investments in Canada. Total unremitted profits over the period, 1956-

1960, were estimated to be about 1,855 million dollars. Thus, balance 

of payment figures revealed only a little over one-half of Canada's 

liabilities arising from interest and dividends paid on foreign in-

vestment in, Canada, (Table VII). 

Canada was able to finance these large current account deficits by 

the transfer of foreign capital to Canada. The inflow of capital from 

the United States aione was large enough to cover over 50 percent of 

Canada's deficit with the United States in 1956 and 1957, and covered 

over 80 pei;cent of Canada's United States deficit in 1958, and 98 per

cent of Canada's deficit with the U~ited States in 1959. The remaining 

part of Canada's deficit with the United State.s., was cqvered by conver

~ibie currency gained from a current account surplus with the rest of 

the world, and a rising capital inflow from overseas countries, 

espec:;ially the United Kingdom and countries in the Eur.opean Common 

Market:. 18 
,, 

On the domestic level, the Canadian economy faced the paradoxical 

problem of a rising rate of unemployment during a period of excessive 

181nvestments of countries in Canada other than the United States and 
the United Kingdom reached a record level of 1,700 million dollars in 
1959. This was four times the level recorded in 1951. Nearly 90 percent 
of the direct investments came from Western European countries. One
fourth was of Belgian origin w.ith France, SWitzerland and West Germany 
making up the next largest group. 

Canada Year Book 1960, P• 1121. 
., ------ ...,..,.__ 



TABLE VII 

CANADIAN CURRENT AtCOUNT 

Gold Pro- Interest Other Total Estimated .Annual 
Balance d-uction Freight and Merchan- Non- Unremitted Profits 
on Mer- Available and Divi-· dise Mer- Current -on Foreign 
chandise for Shipping Travel dends Items chan- Account Direct Investment 

Year Trade ExEort (Net) (Net) {Net) (Net} dise Balance in Canada 
-Millions of Canadian Dollars-

1948 432 119 57 145 -255 .. -J.1-7 19 451 16o 
1949 293 139 50 92 -307 -90 -116 177 155 
1950 10 163 -17 49 -384 -155 -344 -334 155 
1951 -147 150 -3 -6 -335 -176 -370 -517 200 
1952 489 150 8 -66 -268 -149 -328 164 290_ 
1953 -58 144 -56 -63 -239 -171 -385 -443 340 
1954 13 155 -43 -84 -276 -197 -445 -432 300 
1955 -211 155 -17 -121 -323 -181 -487 -698 370 
1956 -728 150 -45 -161 -381 -201 -638 -1,366 480 
1957 -594 147 -70 -162 -435 -341 -861 -1,455 475 
1958 -179 160 -59 -193 -444 -416 -952 -1,131 260 
1959 -423 148 -105 -207 -474 -433 -1,071 -1,494 370 
1960 -148 161 -111 -215 -480 -477 -1, 122 -1,270 270 
1961 173 162 -82 -160 -561 -514 -1,155 -982 220 
1962 155 165 -90 -50 -570 -458 -1,003 -848 

Source:: l. Bank .2! Canada Annual ReEort 1960, Bank of Canada (Ottawa, 1961), p. -44. 
2. Balance of Payments Yearbook, International Monetary Fund (Washington D. c.), 

various issues. 

+=" 
\0 
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aggregate demand. The inflow of foreign capital added to the aggregate 

demand for goods and services within Canada1 causing aggregate demand to 

exceed the productive capacity of the domestic economy. This led to an 

increased transfer of goods and services to CanGidl8!. from the United. States 

in the form of an increased deficit on merchantl:l.se account with the 

United States (Table VIII). A large portion of C,B',nada I s increased im-

ports was in the form of capital good.so Import::il of machinery, other than 

farm machinery, and imports of electrical equipment were two of the most 

important import items in the Canad.Van. balance of payments. Much of this 

machinery was researched, developed and imported from the United States. 

In this sense, industries did not develop in Canada to provide employ= 

ment for workers displaced by automation, This trend is partially re-

fleeted in the manufacturing industries. Employment in manufacturing» 

which includes industries producing for export and import-competing in-

dustries, rose to 1,500 million workers in 19.5'7 from 1J320 million 

19 workers in 1949, then fell to l,~-80 mil.Hom workers by the end of 1960. · 

The unemployment ratio among men,9 who we:re heavily employed in the mano.JI= 

facturing industry, was consistently higher :ln the period.; 1956-1960, 

than unemployment among womenJJ who were heav:Uy employed in the service 

industries. In 1960, unemployment in the male le.bor force was 9,9 per-

c_ent of the total male labor force, while unemployment among women wa,s 

?Q 
only 3,7 percent of the total female labor force.~ 

l9Bank of Canada Annual Report 1960? p, 7. 

20Ibid., p, 34. 



Year 

1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 

TABLE VIII 

MONTlll..Y AVERAGES OF CANADIAN MERCHANDISE IMPORTS 
SELECTED COMM:ODITIES 

Commodity 
Other Electrical Prima:ry Iron a Engines and 

Machinery Apparatus and Steel Boilers 
-Millions of Canadian Dollars-

18.9 6.9 9.0 4.6 
27.4 10.1 16.9 7.4 
30.1 11.6 14.4 11. 3 
33.5 16.5 11.9 9.7 
31.7 17.3 9.9 7.6 
37.2 18.9 12.4 9.1 
52.4 21.4 21.6 11.0 
52.6 20.8 20.6 11.5 
44,4 20.0 14.o 11.2 
48.8 22.5 13.4 1L3 
4$.3 21.7 13.1 1L8 
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ainc~udes pigs, ingots, blooms, billets, castings, torgings, ferro 
alloys and rolling mill products. 

Source: 1. Canadian Statistical Review, 1222. Supplement, Dominion 
Bureau of Statistics (Ottawa, 1960), p, 131. 

2. Canadian Statistical Review, XXXVII (1962), p. 61. 

Qve~ the period, 1956=1960, ,as the size and participation rate of 

the Canadian labor force grew rapidly, the Canadian economy failed to 

provide adequate employment opportunities; and the level of unemploy-

ment rose markedly. Before 1954, unemployment averaged 2.5 percent. 

Since seasonal unemployment was estimated to account for about two 

percent of the labor force, unemployment, prior to 1954, was almost 

21 nqnexistent. For the years, 1954-1957, unemployment averaged 4.2 

percent on a yearly basis. In 1957, unemployment passed the five 

21 Barber, p, 88. 
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22 percent ~r~, and for th~ period, 1958.1960, it averaged 6.7 percent. 

In 1960, unemployment rose to over 7.2 percent of the labor force. 

TABLE IX 

CHARACTERISTICS OF THE CANADIAN LABOR FORCE 

Civilian Labor ParticiEation Rates 
Year Force Male Female Unemployed 

. Thousands Percent Percent 

1955 5,610 82.0 23.9 4.4 
t956 5,782 82.2 24.9 3.4 
i957 6,003 82,;3 25.8 4.6 
1958 6,127 81.7 26,3 7.1 
1959 6,~28 81.1 26.7 6.o 
1960 6,403. 80.9 28.0 7~0 
1961 6,518 80.0 28.8 7.2 
1962 6,608 79,3 29.1 5.9 

S01,1rce: Bank of Canada Statistical Sul!Uilari Bank of Canada ( Ottawa, 
March-;-1963), P• 19L 

Therefore, it appears that the inflows of foreign capital did not 

lead to a corre~ponding proportional increase in Canadian production 

and emplo,ment. The inflows of foreign capital only led to an increased 

use of capital equipment in Canadian industries which tended to dis~ 

place Canadian workers. Since this machinery was largely imported from 

foreign countries, no new Canadian industry developed to provide em-

ployment for the rising Canadian labor force. Also, Canadian owned 

ind~stries found their costs of production rising as they were forced 
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to bid for factors of production along with foreign financed companies. 

This decreased the Canadian firms competitive position and correspond

ingly their ability to increase employment. 



CHAPTER IV 

EXCHANGE CRISIS AND GOVERNMENT REACTION 

Development of the Crisis 

In December of 1960, the Canadian Government took the first official 

steps that marked the beginning of their departure from their market 

dE3t;erm,i,:ied exchange rate. On December 21, 1960, Finance Minister Fleming 

presented a supplemental budget to the Canadian Parliament, Although 

the measures announced by the Government in this budget for encouraging 

Canadian investment in Canadian industries·and discouraging foreign 

investment were relatively mild, they marked a definite reaction on the 

part of the Government against the continued high inflows of foreign 

capital. Qne of the measures announced by the Diefenbaker Government 

was directly aimed at reducing the foreign borrowing of Canadian pro

vincial and municipal governments. Where before there was no with

holding tax on interest paid on bonda payable in foreign cui-rency, the 

regular 15 percent Canadiap. withholding tax would now apply. 1 Since 

foreign lenders could not be expected to pay thi~ increased tax, it had 

to be borne by Canadian borrowers in the form of higher interest 

rates. Mr. Fleming repeatedly asserted that Canada was not specifically 

111canada 's unseasonable ]Budget," Economist, 197 ( 1960) J p. 1323. 
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adopting measures to halt the inflow of foreign capital. 2 However, in 

the opinion of the Economist, "It is difficult to escape the conclusion 

that Mr. Fleming's real aim is to reduce the exchange value of the 

Canadian dollar and thus give some assistance to Canadian industries. 113 

On June 20~ 1961, Mr, Fleming presented the official Government 

budget for the fiscal year, 1961" Although, in his budget address of 

1960, Mr. Fleming stated that he believed the use of exchange funds to 

drive down the value of the Canadian dollar on the international market 

was a speculation with no chance of success, 4 the 1961 budget relied 

almost solely on its success in driving down the value of the Canadian 

dollar. 

It is the Government 0s intention that our import surplus of 
goods and services, which has been running in recent years 
well over a billion dollars annually, should be reduced sub
stantially, and that this be brought about through an appro
priate adjustment of the exchange rate rather than by direct 
government controls or subsidies,. quotas or tariffs" 

No one can say today what the appropriate level of our ex
change rate would be when our balance of payments is in a 
position better suited to our present economic circumstances. 
But the rate will certainly be lower than it has been of 
late, and it may well be appropriate for it to move at a 
significant discount. It will be Government policy to 
faciiitate such a movement. 

2rhere was a sharp decline in the rate of foreign borrowing in the 
fourth quarter of 1960 and first quarter of 1961. Net new issue of 
securities in foreign markets. fell to minus 53 million dollars in the 
fourth quarter of 1960, and minus 39 million dollars in the first 
quarter of 1961. This is compared to net inflows of 130 million dollars 
in the fourth quarter of 1959, and 159 million dollars in the first 
quarter of 1960. 

411canada's Floating Dollar," Economist, 199 (1961)., p/1375" 



· Accordingly the exchange fund will be prepared as and when 
necessary, to add substantial amounts to its holdings of 
United States dollars through purchases in the exchange 
market, Once an exchange rate posit.ion is achieved, the 
Government will use the resources of the exchange fund to 
ensure that the rate is kept within a range appropriate 
to Canada's changing economic situation.5 

The Canadian Government decided to determine the rate of exchange 

of the Canadian dollar, not by market force, or by setting a fixed 

pegged rate, but according to the needs of the Canadian economy as de-

tel;'mined by the Canadian Government. From July, 1961, through October, 

1961, the Canadian authorities were able to hold the dollar at a dis-

count relative to the United States dollar of .97 cents U, s. without 

large changes in reserves, In October, there was a heavy demand for 

Canadian dollars and reserves rose by 186 million dollars u. s. The 

exchange rate rose slightly in November and December and reserves fell 

by 55 million dollars u. S, At the end of 1961, the exchange rate of 

the Canadian dollar was .97 cents u. s. and official reserves stood at 

2,056 mUU.on dollars U, s. 6 In February, 1962, the Government forced 

the exchange value of the Canadian dollar down to .95 cents u. s. where 

it remained for the first quarter of 1962. 

Because investor's confidence in the Canadian economy remained 

high, and there were doubts that the Canadian Government could maintain 

5Donald M· Fleming, "Statement by the Governor for Canada," 
Summary Proceedings£! the Seventeenth Annual Meeting of the Board 
of Governors, International Monetary Fund (Washington D. C,, 1962), 
PP• 85-86. 

6Bank of Canada Annual Report 1961J P• 31, 
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the lower exchange rate, prior to the first quarter of 1962, the Canadian 

authorities were able to force the rate of exchange of the Canadian 

dollar down without large commitments of reserves. However, the 

Canadian authorities were walking a narrow line. If speculators came 

to believe that the authorities were unable to maintain the lower ex-

change rate, the Government would be faced with the problem of 

financing another speculative inflow of foreign capital such as the 

one that developed in 1950. If, on the other hand, speculators came 

to believe that the Canadian dollar was due to depreciate more, Canada 

would suffer serious strains on her reserves and experience capital 

fl.ights, 

By the middle of March, 1962, the Canadian dollar had gotten the 

fatal connotation of a depreciating currency, and it became clear that 

the Government was no longer only smoothing out short-run fluctuations, 

but had begun a full-scale offensive ta protect the rate of .95 cents 

u. s.7 Heavy speculative selling and flights of capital began,8 but 

the Goveiinment still refused to peg the value of the Canadian doUar. 

Uncertainty about the future direction of movement of the Canadian 

dollar added to the speculative pressures on the Canadian dollar. As 

the Economi$t pointed out, "A floating rate that fluctuates sufficiently 

to bring in stabilizing purchases by speculators has clear technical 

7In the first quarter of 1962, official Canadian holdings of 
gold and dollar reserves decreased by 366 million dollars. 

8xn the second quarter of 1962, there was an outflow .of 245 million 
dollars of Canadian owned bank balances, and a net outflow of 13 million 
dollars in long-term forms of capital. 
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virtues. A floating rate that is held rigid by an exchange authority 

that has previously engineered a slow depreciation h,as none."9 
·~ 

On May 2, 1962, the Canadian Government announced a new fixed par 

value for the Canadian dollar of .925 cents in terms of United States 

cu~rency. "On May 2, 1962, the International Monetary Fund concurred 

in the proposal by Canada of a new par value of .925 cents u. s. per 

Canadia~ dollar. The step thus taken represented the return to a 

10 fixed par value system by Canada, and this was warmly welcomed by the 

F d ltll un. 

A .short period of relative stability followed the announcement of 

a fixed exchange rate by the Government. However, by June, 1962, 

there was again heavy speculation against the.Canadian dollar. This 

instability in the exchange market was not eased by the seeming in-

decision of the Diefenbaker Government. In the general election of 

1962, Mr. Hamilton, Minister of Agriculture, among others in the 

Diefenbaker Government, let slip that he personally thought the ex

change rate should be .90 instead of .925. 12 This added to the 

9"Must Canada Stabilize?," Economist, 202 (1962), p. 1045. 

10Mr. Coyne, Governor of the Bank of Canada, charged in hearings 
before the Canadian Senate that the Government policyi announced in the 
June 20 budget of forcing the value of the Canadian dollar down, had 
gone into effect secretly six months earlier without the Canadian 
authorities notifying the International Monetary Fund. 
~ ~ Times, July 12, 1961, p. 6. 

11thirteenth Annual Report~ Exchange Restrictions, International 
Monetary Fund (Washington n. c., 1962), p. 3. 

1211The Oiefendollar, 11 Economist, 203 ( 1962), p. 1236. 



belief of many speculators that there was a distinct possibility of 

a further depreciation of the Canadian dollar, and this led to re .. 

newed speculative pressures against the dollar. 

Emergency Exchange Measures of the Canadian Government 

59 

By June 24, the exchange reserves of the Canadian Government had 

fallen to 1,100 million dollars, a decline of 50 percent from the 

first of the year, The Government was forced to take a definite 

position and attempt to halt the dangerous drain on the exchange re· 

servEH:I· The reaction of the ·oiefenbaker Government was to establish 

a series of emergency controls, aimed primarily at reducing Canada's 

current account deficit, and to draw heavily on international finan-

cial assistance to support the value of the Canadian dollar. 

Within a few days after Canada's need for assistance became known, 

Canada received substantial aid from the International Monetary Fund, 

the Un:lted States, the United Kingdom, and offers of aid from other 

centr~l banks. The Government drew 300 million dollars from the Inter-

pational Monetary fund, and arranged a line of credit of 400 million 

dollars with the United States Export•Impor~ Bank. The Bank of 

Canada entered into reciprocal currency arrangements of 250 million 

dollars with the Federal Reserve and 100 million dollars with the 

Bank of England. 13 The total aid extended to Canada in a short period 

of time was approximately 1,050 million dollars. In the third quarter 

13 Fleming, p. 49. 
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of 1962, ~ance made accelerated repayments of 67.6 million dollars 

on loans from Canada. The Netherlands made an accelerated repayment 

o~ 32.1 million dollars in the final quarter of 1962. Total loan re-

payments to Canada by national governments aggregated 119 million 

dollars in the second half of 1962, when the net effect of accelerated 

repayments was 91 million dollars. 14 

Th~ most import~nt part of the emergency program of the Canadian 

Government was the attempt by the Government to reduce Canada's large 

deficit on current account. To reduce the inflow of imports, the 

Governm,ent placed a graduated scale of temporary surcharges on certain 

classes of imports. These temporary surcharges affected about one-half 

of Canada's imports; imports that were exempted were mainly raw mater-

ials, vital industrial components, and certain foodstuffs, such as 

fresh fruits and vegetables, tea and coffee. 

A second measure was aimed at reducing Canada's excessive deficit 

on nonmerchandise current account items. This measure was a reduction 

in the privilege of duty-free purchases by Canadians in the United 

States. This restriction, combined with the lower exchange value of 

the Canadian dollar, led to a sharp drop in the Canadian deficit on 

travel account with the United States. 

A third measure adopted by the Canadian Government was a re-

duction of Government expenditures by 250 million dollars. This, 

14quarterly Estimates of the Canadian Balance of International 
Pa~ents, Fourth quarter 1962, and Preliminary Estimates for the ~ 
191i, Dominion Bureau of Statistics, Publication Numbers 67"="201 (Ottawa, 
1963), PP• 14~16. 
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compined with an estimated sµrcharge revenue of 200 million dollars, it 

was hoped, would reduce the budget deficit by 450 million dollars in a 

ful1 year. 15 

On the domestic level, the Bank of Canada under its new Governor, 

16 Mr. Louis Rasminsky, took immediate steps to aid the Government in 

maintaining tq.e value of the Canadian dollar. The Bank of Canada fixed 

the Bank R~te, the minimu~ rate at which the Bank of Canada makes ad

vances to chartered banks, at six percent. 17 

Further withdrawals of funds from Canada had to be discouraged 
and a renewed inflow of capital on a substantial scale had 
to be encouraged. Central bank operations were accordingly 
directed toward promoting and maintaining a level of interest 
rates in Canadian financial markets which would help in 

15 Fleming, p. 50. 

16rhe conflict over basic economic issues between Mr. Coyne and 
the Dhfe,mbaker Government reached a climax; in June, 1961.P Mr. Coyne 
believed that the Government was about to embark on a program of deficit 
spending with which he could not agree. He asked for an opportunity 
to appear before the Conservative dominated House of Commons to state 
his views. The Diefenbaker Government then connnitted a serious political 
blunder. It refused to allow Mr. Coyne to testify, and attempted to 
remove him from office. The Liberal dominated Senate allowed Mr. Coyne 
to testify, and he was able to clear himself of all charges of the 
piefenbaker Government. In a series of hearings before the Senate 
Conimittee on Banking and Commerce, Mr. Coyne delivered testimony that 
reflected very badly on the Government's economic policies. 

l-tr. Coyne remained in office until July 13, 1961, when he resigned 
and Mr. Louis R,.asminsky was appointed the new Governor. Mr. Coyne had 
the satisfaction of telling the Diefenbaker Government he quit, but 
his actions and those of the Government did very little to reflect 
credit on monetary management in Canada. 

l7Bank of Canada Annual Report 1962, P• 3. 



establ:(shing a net inf1ow of capital large enough fo cover 
the·current account deficit in the balance of international 18 
payments and rebuild the depleted fore~gn exchange reserves. 
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In effecting this policy, "The Bank of Canada was unusually active 

in the government securities market in 1962 and at times the scale of 

transactions exerted a Gonsiderably stronger direct influence on the 

level and structure 9£ market yields than the Bank would normally con

sider necessat"y ot d~sirable in its day-to-day cash management. 1119 

Results of the Emergency Me~sures Taken by 
the Canadian Government 

In the third quarter of 1962, the long-term interest rate in Canada 

averaged 5.40 percent, then declined to an average of 5~11 percent in 

the fourth quarter. The long-term interest rate prevailing in the 

United States, duting the third quarter of 1962, was 3.98 percent, 

and in the fourth quirter, declined slightly to 3.88 percent. This led 

to an intere§t rate differential betwee~ the United States and Canada 

of 142 base points in;· the third quarter of 1962, and 123 base points 

in the fourth quarter of 1962, The short-term interest rate in Canada 

rol/Je from an average of 3.10 percent in the first quarter of 1962 to 

5.22 percent ;tn the third quarter, and 4.05 percent in the fourth 

. quarter. This led to an interest rate differential on short-term 

fund$ 1:>etween the United States and Canada of '236 base points iri the 

third quarter of 1962~ and 125 base points in the fourth quarter of 

18tbid., P•. 4. 



1962. Althoµgh it is very difficult to measure exactly the effect of 

t;:his unusually large interest rate differential,.it.undoubtedly was an 

important factor in encouraging the large re-inflows of capital into 

Canada which tQok place in the third and fourth quarters of 1962. 

The effect of these emergency measures was to lead ~oan improve

ment in Canada's current account deficit of about 13 percent, and to a 

re-inflow of capital in the latter part of the third quarter and in 

the fourth quarter of 1962. Canada's deficit on current account de-
·'l'! 

cteijsed from minus 982 in 1961 to minus-848 at the end of 1962. Almost 

all of this improvement was in the current account deficit with the 

United Stat1:1s. Canada's deficit on current account with the United 

States fell by 270 million dollars for the year, 1962~ Although there 

was a su;rplus on merchandise account of 155 million dollars;·this was 

lower than the export balance of 173 million dollars in 1961. More 

than two-thirds of the improvement in the current account was on travel 

account. Canada's deficit on travel account with all countries de-

creased from a deficit of 160 million dollars in 1961 to a deficit of 

50 million dollars in 1962. 20 The 130 million dollar cut in the 

deficit on current account with the United States was seven-eighths 

due tQ the improvement on travel account. A deficit of 24 million 

20quarterly Estimates of the Canadian Balance of International 
Pa~ents,' Fourth Quarter 1962, and Preliminary Esd~ates for the~ 
~, P• 2° . 
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doU_ars. in 1961 with the United States was changed into a surplus of 

90 millio~ dollars in 1962 (Table x). 21 

in the third and fourth quarters of 1962, there was a sharp re-

versal of the outflow of capital that occurred in the second quarter. 

In the third quarter, there was an inflow of 257 million dollars of 

Canadian bank balances, compared to an outflow of 245 million dollars 
.. 22 

in the secotid quarter. In the fourth quarter, there were very large 

capital inflows for direct investment purposes. These included large 

foreign purchases of existing enterprises, and a large volume of new 

issues of Canadian securities placed in foreign markets. The net 

lon,s•term capital inflow in the fourth quarter amounted ta 447 million 

dollars which ~epresented 62 percent of the total for the year 

(Table XI). 23 About 90 percent of the movements of capital for direct 

investment, portfolio stocks and bonds, official loans, and other 

long-term capital movements originated in the United States. 24 

With the return of confidence in the Canadian dollar and the 

re-inflow of capital, the Canadian exchange reserves improved rapidly. 

From their low point of 1,100 million dollars on June 24, the official 

holdings of gold and dollar reserves rose to 1,159 million at the end 

of June, and omitting special international financial assistance, they 

21;cbid., P• 6. 

22tbid., P• 17. 

. 23:r;bid., P• 9. 

24tbid. 



TABLE X 

' ' 
CANADIAN CURRENT ACCOUNT FOR THE; YEARS 1961 AND 1962 

1961 
-M;Ulions of Canadian Dollars-

1962 

Cqrren,t Receipts 
Merchandise Exports {adjusted) 5,889 6,364 
Gold Pt'oduction Available for Export 162 165 
Travel Expenditures 482 560 
Interest and Dividends 209 211 
freight and Sh:1.pping 486 498 
Inheritance and Innnigrants Funds 103 124 
~11 Other Current Items 403 426 

Total Current Receipts 7,734 8,348 

Current payments 
Merchandise Imports {adjusted) 5,716 6,209 
Travel Expenditures 642 610 
Interest and Dividends 770 781 
FJ;eight and Shipping 568 588 
Inheritance and Immigrants Funds 174 163 
Official Contributions 56 32 
All Other Current Payments 790 813 

Total Current Payments 8,716 9,196 

Balance on Merchandise Trade +173 +155 
Balance on Nonmerchandise 

Transactions -1,099 -971 

Current Account Balance -982 -848 

source: Quarterlx Estimates of the Canadian Balance of International 
Payments Fourth Quarter 1962, and PreliminarxEstimates for 
the Year 1962, Dominion Bureau of Statistics {Ottawa, March, 
1963), pp.' 10-21. 



TABLE XI 

COMPARISON OF SIGNIFICANT -CATEGORIES OF CAPITAL MOVEMENTS ON CANADIAN 
INTERNATIONAL ACCOUNTS FOR THE YEARS 1961 AND 1962 

1961 -12e2 
I 11· III IV I ii III 

Direct Investment in Canada 140 158 117 100 no_ 80 145 

Canadian Securities 
Trade in Outstanding Bonds and Debentures :31 34 -11 9 -.3 4 39 
Trade in Outstanding Common and 

Preference Stocks 13 32 -- -5 -14 -44 -26 
New Issues 101 190 125 117 52 200 87 
Retirements -73 -92 -29 -103 -70 -68 -48 

Net Trade in Foreign Securities -32 -- -16 -e -15 -29 -36 

Loans by Government of Canada 
Drawings -- -- -- -- -- -- -7 
Repayments 3 7 -- 27 3 7 68 

Other Capital Movements 337 311 62 272 333 362 3li. 
Bank Balances and Other Short-Term 

Funds Abroad 127 54 -140 72 49 -245 257 
Other Long-Term Capital Transactions ·-- -22 12 22 6 -127 26 

Changes in Official Holdings of Gold and 
Foreign Exchange (increase, minus) -105 -51 62 -135 364 -114 -686 

IV 

190 

24 

-32 
369 

--109 

-5 

51 

119 

17 
-15 

-101 

Source:. lo Quarterly Estimates 2.£ the Canadian Balance of International Payments Fourth Quarter 1962, 
and Preliminary Estimates !2E. ~ ~ 1962, Dominion Bureau of Statistics (Ottawa, March, 
1963), pp. 10-210 

2o Quarterly Estimates of the Canadian Balance of International Payments Third Quarter 1962, 
Dominion Bureau of Statistics (Ottawa, December, 1962), p. 9. 

O'\ 
O'\ 



rose t;? l, 795 millio:r;i. d~llars at the end of the third quarter and 

-~,239 million dollars by the end of the year. 25 Along with the im-

prQvement in reserves, there was a steady retirement of the short-term 

international credits that were extended to Canada. The 400 million 

dollar stand-by credit with the Export-Import Bank was reduced by 

250 million dollars in September, 1962 and terminated on January 3, 

l 6 26 9 3. The currency arrangements with the Federal Reserve and the 

Bank of Ep.gland were reduced by 175 million dollars in October, by 

75 million dollars in November, and the balance of 100 million dollars 

27 was retired in December, 

Again, as in 1947, the Canadian Government was able to success-

fully impose direct controls. The Government clearly expressed that 

the import surcharges were only temporary, and that they would be re-

moved SE! soQn as the Ca:q.adian balance of payments and reserve position 

permitted. -l'he :i:-est of the world accepted these statements of the 

Government at face value and did not retaliate by imposing restric-

tions against Canadian exports. The Canadian Government kept to its 

wol;"d, and removed the emergency restrictions as rapidly as possible, 

(m April 1, 1963, the Canadian Government announced the removal of the 

la.st of the remaining import surcharges, 28 

25 Ibid., P• 15, 

26 Bank ,2! Canada Annual Report 1962, p. 6. 

2811succesl;l Without Retaliation," Economist, 207 (1963), p, 78. 



CHAPTER V 

SUMMARY AND CONCLUSIONS 

This thesis showed that the Canadian economy in the post-World· 

War II period operated under the stimulus and pressure of increasing 

inflows of fqreign investment capital. These inflows of capital, which 

were predominantly of United States origin, had the effect of in

creasing Canada's dependence on the United States, both as an export 

market and a source of foreign investment capital. In the period 

prio~ to 1956, the Canadian economy was able to absorb these inflows 

of foreign investment capitai, and they made possible a faster rate 

of growth in the Can,;idian economy than would have been possible had 

the e~ono~y relied solely on domestic sources of savings. Because 

the inflows ot foreign capital increased the productive capacity at a 

rapid rate, the interest and.divident payments associated with these 

capital investments did not prove to be a net burden for the 

canaqian economy. 

:ffe'gtn:ning.·:i.rt.'.tl'ie:YeaJ:tl956, the inflows of foreign capital increased 

very rapidly, and became too large to be absorbed by the Canadian 

economy. In the period, 1956-1960, foreign borrowings of Canadian 

provincial and municipal governments increased markedly, the rate of 

capital formation as a percent of gross national expenditure declined, 

68 



the Canadian unemployment rate rose sh&rply, and Canada's balance on 

current account deteriorated to the danger point. 

The interest rate policy pursued by the monetary authorities in 

the period, 1956-1960, led to ap increasing interest rate differential 

between the United States and Canada. This increased the incentive 

for capital to move into Canada, and increased the incentive for 

short-term exchange rate speculation to take place. The increasing 

inflows of :foreign capital ceased to act as a stabilizing· force on 

the Canadian economy. Despite an oyer~ll current account deficit of 

over a billiop'dollars a year, the exchange rate of the Canadian 

doHar remained at a premium vis .. a-v.is the United States dollar. This 

increased the cost of Canadian exports to foreign consumers and de

creased the cost of imported goods for Canadians. 

The Canadiap,exper:iience, 1956,..196z, illustrates two important 

poiµts. Th{a first is the danger of an .economy, even a highly developed 

economy such as Canada, attempting by inflows of foreign capital to 

Unance a rate of economic growth that is too rapid to be absorbed by 

the domestic economy. The inflow of foreign investment capital added 

to the level of aggregate demand within the Canadian economy in the 

period, 1956-1962, and throughout this period, the level of aggregate 

demand was adequate or excessive. However, much of the increased de

mand created by the inflows of foreign capital was a demand for capital 

goods, specifically, industrial components, machinery and parts. The 

Canadian production of these goods was far from adequate to meet the 

increased demand, and new Canadian industry failed to develop rapidly 

enough to meet the increased demand. While the Canadian dollar 
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remained at a premium, both Canadian export and import competing 

industries' competitive position was lessened. Also, Canadian pro

ducers were placed at a disadvantage in financing expansion and develop

mep.t of new iridustries by the monetary pol.icy pursued by the Bank of 

Canada. Fo1;eign controlled firms had access to capital from parent 

companies aborad, but Canadian companies were forced to borrow mainly 

in Canadian money markets where the monetary authority maintained a 

high rate of interest. 

As a result, much of the increased level of demand financed by the 

increasing inflows of foreign capital was directed to purchases of 

goods and fervices abroad, predominantly in the United States. Canada's 

current accot.mt balance deteriorated rapidly as the deficit on interest 

and dividend payments to foreigners rose to close to one~half billion 

dollars a year in 1959 and 1960, merchandise imports exceeded exports, 

the net payment for business services, mainly associated with direct 

inve~tment in Canada, increased to over 150 million dollars a year in 

1959 and 1960, and net purchases of goods and services abroad by 

Canadians, in the form of increased travel expenditures abroad, rose 

to over ~00 milliop. dollars in 1959 and 1960. 

The second important point illustrated by the Canadian exper

ience, 1956-1962, is the danger that exists in indecision and lack of 

coordination in fiscal and monetary policy. Monetary policy in the 

period, 1956-1960, ran directly counter to the Gover11,Illent's fiscal 

policies. The Bank of Canada, operating under the premise that in

flation was "just around the corner," pursued a high interest rate 

policy designed to dampen inflationary forces within the Canadian 
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eco_nomy, This policy, however, had the effect of forcing an increasing 
~-· ... -

number of Canadian borrowers into foreign money markets, increased the 

incentive for ~apital to move into Canada, discriminated against 

Canadian borrowers, and indirectly incJ;"eased Canada's t.Jnemployment 

problem. 

the ~onetary authority was not solely to blame, and the Diefenbaker 

Gover,:iment must share the blame for the lack of cooperation and coordin-

ation that developed. The Government refused to accept responsibility 

for monetary management, and failed to make any constructive efforts 

towards gr,ater cooperation with the monetary authority. Instead of 

pyrsuing a fiscal policy designed to restrain the inflow of foreign 

investment £\Inds, the Goverp.ment made no attempt, prior to December, 

1960, to moderate the inflow of foreign capital. If some appropriate 

tax policy had been pursued, the inflow of foreign capital would pro-

bably have moderated and the monetary authority would have been free 

to purtue a policy designed to control inflation within Canada without 

exacerbating Canada's international financial position. As the situa

tion developed, Canada had the worst of both possible worlds, and as a 

result;, conditione deteriorated until they reached the crisis point 

in 1961, 

The Canadian Govertiment's handling of the Canadian exchange rate 

from the end of 1960 to June, 1962 was pool;'lyman~ged. From June, 

1961 to May, 1962, the Canadian Government attempted to operate a hybrid 

rate th~t was neither fixed nor market determined. Until the first 

qua~ter of 1962, the Canadian Government was able to manipulate the 

e~change tate of the Canadian dollar without large commitments of 
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~eserves~ However, in 1962, when speculati,ve pressures against the 

dollar began to gain force, the Governnient refuseq to take a firm 
' ··-· 

stand. The indecision and uncertainty engendered by the Government's 

action~ led to peavy speculative pressures against the Canadian dollar. 

This led the Government to peg the rate of the Canadian dollar in May, 

196a, Still the Gqverrunent refused to inake a positive statemep.t con-

aerning the excha~e rate, and actually led speculators to expect a 

further devaluation, This led to a true exchange crisis in June, 1962, 

and the .Goverl'l,l'ijent was forced to take a definite stand. The emergency 

miui.sures adopted by the Government were extensive and determined, and 

appear to have been effective. The sad questions, however, remained 

of why monetary and fiscal policy coordination was allowed to deter

~orate· to the point t4at it reached in 1961, and why, even in 1961 and 

t962, the GQvernment did not take a firm stand on the exchange value 

of the Canadian dolla;, 
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