CHAPTER ﬂ 7

‘THE STOCK MARKETS AND SECURITIES LEGISLATION

The organized stock exchanges and the over-
the-counter markets in preferred and common
shares perform much the same functions for
equity securities as the bond and money markets
do for debt obligations. They serve as conve-
nient trading centres, as guides to values and as
mechanisms for enhancing the liquidity of shares.
They are not, however, so intimately influenced
by changing credit conditions, although affected
by them, since equity prices are influenced mainly
by current and prospective profit levels and by
investor confidence. The stock brokers also differ
from the investment dealers in that they act
almost entirely as agents in the execution of
orders, serve only rarely as principals, and carry
very small inventories. Moreover, most new
issues of industrial and major mining and oil
companies are handled by investment dealers
despite the increasing activity of stock brokers
in underwriting. A third category of dealer, the
broker-dealers, are however engaged principally
in the business of distributing speculative issues
to the public, often through the facilities of a
stock exchange but also in the over-the-counter
markets. Since it is in connection with these
equity markets that the main issues of securities
legislation and the protection of the investing
public arise, they are dealt with in this chapter
even though some of the discussion relates to the
bond market as well. ‘

Although the average level of skills required
in the stock market industry is somewhat lower
than that of the average I.D.A. member, partly
because of the agency nature of the business and

partly because uninformed investment still seems
as rewarding to some investors as a more intelli-
gent approach, the same basic forces are leading
to the evolution of a more competitive and
professional industry. The growing role of insti-
tutional stock market buying can be seen from the
expanded equity holdings of mutual, pension, and
trust funds cited in earlier chapters. It appears
that purchases by these and other institutionally.
managed accounts have been equivalent to at
least 60% of net new stock issues in recent years.
While the institutional percentage of market trad-
ing is nothing like as high, these buyers do con-
stitute an increasingly important share of the
business. They, and other clients, now expect
more expert security analysis and advice, a factor
which has created a demand for university-trained
people and has led to the gradual abolition of
over-long and under-paid routine apprentice-
ships which failed to attract top-calibre personnel.
As with investment dealers, these large buyers
have demanded, and received, price concessions
on large orders and this too has contributed to
the search for more efficiency and more com-
petent management in stock firms.
Moreover, the ending of rapid economic
growth, which had been accompanied by high
demands for funds, rising profits and commodity
prices, and over-exuberant estimates of future
prospects, has had its effects on the industry.
Stock market activity has subsided considerably
from its levels in the mid-50’s when markets
were rising from the under-valued levels of 1949,
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and this has significantly affected the revenues,
profitability, and business volume of the stock
brokers. Business has thus become more competi-
tive and the penalties of inefficiency more severe.
The combined value of trading on the Toronto
and Montreal exchanges and the performance of
the D.B.S. industrial stock price index (Chart
17-1) show these trends. It will be noted that
trends in Canada closely parallel those in the
New York market, owing as much to the similar
pattern of economic activity and business senti-

ment in the countries as to the close links between
the markets themselves. Stock market prices and
volume naturally will continue to fluctuate with
business activity, investor sentiment, corporate
profit trends, and the level of yields on alter-
native investments. They will probably also con-
tinue to lead business cycle turning points since
they are a sensitive barometer of consumer and
business confidence. Nevertheless, the average
level of activity may well remain at lower levels,
and this, combined with the growing demands of
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more sophisticated: investors, will confront the
industry with more exacting competitive con-
ditions.

There are about 200 brokers and broker-
dealers in Canada, most of whom belong to at
least one stock exchange. The largest exchanges
are Toronto, with 98 members, and the Montreal
and Canadian exchanges with a combined mem-
bership of 103; the Vancouver and Winnipeg
stock exchanges have some 45 and 30 members
respectively. There are in addition 66 members
of the Broker-Dealers’ Association of Ontario,
some of whom are members of the Toronto
Stock Exchange. About three-quarters of the
members of the main exchanges belong to the
ID.A. or are closely affiliated to I.D.A. mem-
bers. Both in number of firms and in capitaliza-
tion the Canadian industry is about one-fifteenth
that of the United States, approximately the same
relationship as that between the gross national
products of the two countries. The number of
stock-broking firms has tended to be fairly stable
in recent years, but broker-dealer membership
has fallen precipitously from 179 firms at the
peak of the resource boom of 1950-51 to 66
firms in March 1963. .
Even more .than the investment dealers, the
brokers are highly concentrated in Toronto and
Montreal, although one-quarter of the T.S.E.
firms have branches elsewhere in Ontario and
10% . have wider branch networks. A few of
these branch systems are quite extensive and
there is a tendency for firms to become more
national in scope; this has, if anything, led to
more business for the Toronto and two Montreal
exchanges which account for 97% of the value
of stock exchange trading in Canada. However,
there is less concentration of business than in the
dealer industry; for example 17% of the reporting
membership in Toronto earned about 38% of
the commissions while about the same proportion
of firms in a Montreal survey earned 50%. It
will be recalled that less than half this proportion-
of LD.A. members had about half of the income
and capital-of that industry. The type of firm
in the brokerage business also varies enormously,
from small two-man operations of an unskilled
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and personal nature, or perhaps trading only for
their own account, to very-large firms, some of
them quite highly specialized and some with
very high standards of competence. There are
also firms of all sizes which specialize in the
underwriting and distribution of speculative
mining and oil company shares.

‘Brokerage commissions accounted in 1961 for
almost 80% of the total revenue of Toronto
Stock Exchange members and 77% of the total
revenue of members of the Montreal exchanges.
Trading and underwriting income, mainly the
latter, made up 13% of revenues, almost twice
the proportion in 1951. This represents an
attempt to diversify, encouraged by sharp fluctu-
ations in net income which in the five years re-
ported in the special T.S.E. survey fluctuated from
1.3% of capital and surplus to 19.8%, averaging
the reasonable figure of 8.5%. These figures
may, if anything, exaggerate true profitability
since salaries and bonuses to partners and share-
holders are under 10% of revenue and have
shown no pronounced tendency to rise.

The stock exchanges establish the minimum
amounts of capital required by member firms and
relate them to the volume of business transacted,
usually insisting that this capital be additional
to that invested in exchange seats, fixed assets,
and office equipment. The balance sheets of
Toronto member firms showed that they had
dssets of $138 million, mainly arising out of
routine customer receivables and margin accounts;
inventories of shares were under $4 million. The
mmain sources of financing, apart from client credit
balances, were call- and other loans, mainly from
the banks, and their own capital, which stood
at over $31 million. As the following tablé shows,
the combined capital of Toronto and Montreal
membérs has doubled in the past decade despite
the decline in earnings rates in the interval.

" The capital requirements of the stock exchanges
seem to protect the public adequately, although
the minimum standards of the Broker-Dealers’
Association appear to be unduly low, calling only
for a minimum of $5,000 of free capital; in our
view, this should be raised and related to business
liabilities. Regular and surprise audits are made
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CAPITAL AND INCOME

1951 ' 1959 | 1960 [ 1961
' ($ millions)
Toronto stock exchange.......... 14.0 , 32.8 ;30.2 | 31.2
Montreal and Canadian
stock exchanges...........ccc....{ 9.6 16.1 14.9 16.0
TOTAL...ccoveireeeeceennnan 23.6 | 48.9 | 45.1 47.2
Net income as %, of capital
(T.S.E. reporting
members only)...................... 19.8%| 11.49%| 1.3%| 71.9%

For additional data, see Submissions of the Exchanges.

to ensure that the standards are being maintained
and the stock exchanges have their own examiners
to ensure that this task is properly carried out,
a matter of particular importance since the pro-
vincial securities administrations are for the most
part satisfied to leave these functions to them.
The stock exchanges also require minimum in-
surance coverage against risks which could
involve loss to the public and relate this to the
size of the business transacted. However, the
B.D.A., which requires a broker’s blanket bond
or securities insurance in a minimum amount
of only $10,000 for members in five major cities
and of only $2,000 elsewhere, ought in our view
to relate the minimum more closely to the size
and nature of the risks. Our comments in the
previous chapter dealing with publication of
regular industry financial statistics, the net worths
of individual firms, and full disclosure of each
firm’s financial position to depositors and those
holding credit balances, apply with equal force
to brokers and broker-dealers.

The stock exchanges have among their aims
the protection of the public, and do encourage
sound financial practice and high ethical
standards. Despite the progress that has been
made, however, these bodies lack the funds and
authority to do the whole job themselves, occa-
sionally find themselves in conflict with their
members, and quite frequently encounter mas-
sive indifference from a public anxious to make
a quick profit on speculative securities.!

1See, for example, evidence of Vancouver Stock Exchange,
Transcript pp. 70-75.

Unfortunately, moreover, the securities admin-
istrators are often all too willing to pass the
difficult regulatory problems on to the self-
regulating associations. The stock exchanges are
public corporations incorporated under provin-
cial legislation and supervised by provin-
cial securities commissions, but their powers of
disciplining and controlling members are not
always clear: where they are, there is frequently
no appeal to an outside agency. In general, the
exchanges control the admission of new members,
set the terms for continuing membership, deter-
mine trading, margin® and delivery regulations,
and establish the conditions to be met by com-
panies whose shares are listed for trading. In
addition to these self-regulatory functions, they
carry on investor education programs through
publications and advertising (this activity being
restricted by limited budgets), provide a compre-
hensive quotation service, and represent the
industry in discussions with public bodies and
others.

The Broker-Dealers Association of Ontario was
created by a public act of the Ontario legislature
in 1947 to provide for a measure of self-govern-
ment and internal self-regulation among that
segment of the securities industry principally
engaged in raising speculative capital for natural
resources exploration and development. The con-
ditions existing in resource financing prior to
this period have been described as “something in
the nature of a jungle.”® While the Association
also represents its members more generally, its
primary function is the enforcement of financial
and ethical standards in the industry. Here again
substantial improvements have been made, al-
though the present situation is still something
less than perfect.

THE STOCK EXCHANGES

The primary function of the stock exchanges is
to provide a well-known centre where close and

#The amount that a customer may borrow against the
collateral of securities.

8 Testimony of Hon. C. P. McTague, former Chairman of
the Ontario Securities Commission before a Select Committee
of the Legislature in 1951; cited in B.D.A. Submission, para-
graph 1,




continuing markets are made and equity securi-
ties trade freely in response to basic investor
preferences. By increasing public awareness of
share prices, reducing the costs of investing, and
increasing the marketability of equities, stock ex-
changes can make a valuable contribution to the
broader ownership of listed shares. These wider
holdings, and the resulting reduction in yields,
also enhance the ability of issuers to raise funds
through equities. However, as we will point out
later, there are certain features of stock exchange
operations in Canada which may operate to
increase investor costs and impair the free work-
ings of the markets: to the extent that they
engender investor distrust of common stocks,
these factors inhibit the growth of Canadian share
ownership.

The range of equities available to the Cana-
dian public is somewhat narrower than that in
the United States because of the different pattern
of our industrial development—for example, there
are no Canadian companies engaged in the pro-
duction of certain types of chemicals, electronics,
and specialized industrial components. It is also
limited by the extent of foreign ownership, by
the smaller size of many Canadian companies
which makes them less suitable for widespread
investor participation, by the extension of govern-
ment ownership over relatively large segments
of the utility industry, and by the mutualization
of insurance companies. On the other hand,
shares in natural resource companies have more
prominence in. Canada, and “penny” mining
shares abound on both the stock exchange and
the informal “over-the-counter” market. We have
already noted that Canadian corporations have
taxation reasons for raising new funds by debt
issues whenever possible, but this factor tends
to limit the supply of common stocks with equal
force in the United States.

However, more of the equities available for
public investment are listed on stock exchanges
in Canada. In the United States, the number of
unlisted issues quoted in daily newspapers is some
three times the 1,600 stocks listed on the New
York Stock Exchanges, while in Canada—exclud-
ing the penny mining shares—the proportions are
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about reversed. This is partly because of the lower
listing standards of Canadian exchanges but partly
also because of the fact that American supervi-
sion of unlisted stocks has been relatively less
stringent than that applying to listed shares. In
Canada, the difference between the two standards
of supervision—while real—is less marked, and
companies in this country have thus not had the
same incentive not to list their shares.

As we noted in Chapter 2, a relatively small
proportion of the population owns common stocks
in both Canada and the United States. In both
countries the proportion of shareowners is rising,
although the rate of increase seems faster in the
United States. As might be expected in view of
the costs and difficulties of managing small hold-
ings of common stocks and of the desirability of
acquiring other more liquid assets first, some 63 %
of aggregate dividend payments to Canadian in-
dividuals filing taxation statements for 1960 were
made to those with incomes of $10,000 and over
and 35% to those with incomes of $25,000 and
more, even though these groups represented only
32% and 0.4% of the number of taxpayers
respectively.

In the United States, a similar high concentra-
tion of stock ownership exists, although in that
country the under $10,000 income group ac-
counted for 64% of the number of shareowners
compared to 56% in Canada. There is never-
theless a striking contrast between the attitudes
of shareowners in the two countries: whereas
62% of the American holders surveyed in 1961
(and 51% of those surveyed in 1963) had bought
shares for long-run investment, only 35% of the
individuals (excluding members of the Exchanges
themselves) who bought stock during a three-
day survey conducted by the Montreal exchanges
in June 1962 did so with the intention of holding
the stock for longer than six months.* While un-

¢« Submission of Montreal Stock Exchange and Eleventh and
Twelfth Public Transaction Studies of the New York Stock
Exchange—September 13, 1961 and October 16, 1963. The
New York results may be somewhat biased by the more
stringent taxation of short-term trading profits in the United
States and the relatively favourable treatment of profits on
stocks held more than six months; the latter are subject to a
reduced capital gains tax rather than ordinary income taxes..
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due reliance should not be placed.on one Cana-
dian survey taken in a time of falling markets,
this evidence does seem to suggest that a high
percentage of Canadians regard equity ownership
as a short-term speculation rather than a longer-
term investment.

' We have no evidence of the extent to which
stock ownership in Canada is affected by the
20% tax credit on dividends from Canadian cor-
porations and the absence of a capital gains tax,
and a review of these arrangements in any case
falls within the terms of reference of the Taxation
Commission. However, we believe it important
to encourage individual Canadian ownership by
providing more information to investors, reducing
the cost of modest share purchases and tightening
up securities legislation. As to institutional buyers,
who accounted for about 20% of purchases in
the Montreal survey already referred to, we noted
in Chapter 13 that relatively small amounts of
equities were held by life insurance companies and
made suggestions which we hope will encourage
them to expand their holdings. Pension funds and
the estate, trust and agency accounts of trust com-
panies are already substantial and increasing
buyers of common shares, while banks and other
deposit-taking institutions cannot ordinarily be
expected to be.

Although it is difficult to make comparisons
of United States and Canadian dividend yields on
companies with similar prospects and risks, such
yields in Canada appear to be lower than in the
United States and do not support the view that
there is a lack of buyers in the Canadian market.5
Rather, these yield data suggest that there may
be some shortage of Canadian equities available
for public ownership, a conclusion which is re-
inforced by the quite high proportion of all equity
holdings in the estate and personal trust accounts
of trust companies, 6% and over 20% respec-

tively, which is invested in foreign equities. More-

over, as members of the Montreal Stock Exchange
told us, a number of American brokerage firms
have found it profitable to establish in Canada to

. l‘The more generous dividend credxt for tax purposes in
Canada affects these yield comparisons.

meet the demand of our investors for American
issues, particularly of the variety not found in
Canada. These firms had about 25% of the com-
mission business of reporting members of the
Montreal and Canadian Stock Exchanges in 1961.
This and other evidence suggests that if wider
Canadian ownership of equities is to be achieved,
measures must be taken at the same time to en-
courage non-resident owned Canadian firms to
make their shares available to the public in Can-
ada. While it is not within our competence to sug-
gest any concrete taxation measures which might
be taken to foster such a development in sound
ways, we welcome the attempts of the stock ex-
changes to promote the issuance of shares in such
companies to the public. We also strongly urge
that those firms whose earnings records and size
justify this course should do so wherever pos-
sible.®

There are a number of ways in which the stock
exchanges themselves could help to encourage
more widespread ownership of listed stock. First,
some amendment might be made to the commis-
sion structure to make it more logical than the
present one, which has evolved in a somewhat
haphazard way. The Toronto Stock Exchange
submitted evidence that rates per share on its
exchange are substantially lower than those in
New York for shares selling below $5.00—in
which trading volume is greater than in New York
—somewhat higher in the $5.00-$30.00 range,
very slightly lower for shares between $30.00
and $80.00, and considerably higher for shares
selling above $150.00. The Toronto Stock
Exchange has recently allowed the commission
scale to be reduced to one and one-half instead of
two commissions on a buying and selling transac-
tion of over $100,000 and to one full commission
on transactions of over $250,000. These conces-
sional rates were devised as part of an attempt to
discourage the large amount of block trading
being done off the exchange.

Without wishing or feeling qualified to make de-
tailed recommendations, we believe there would be
merit in simplifying the commission structure, in

¢ See also the discussion of this subject in Chapter 5.
" 7 Submission, paragraph 55, and Appendix 35.




keeping commissions at a low level, and in provid-
ing a greater reduction in the commission costs of
large transactions. These advantages might be
obtained by commission rates which were a low
fixed percentage of the value of a transaction and
which provided for a discount on transactions
above a certain value. Such a system would also
facilitate stock splits designed to encourage wider
equity ownership. At present, if a company splits
its shares, it almost invariably increases commis-
sion costs for the buyer or seller of a given dollar
‘amount of stock, as shown by Table 17-1. This
irrational cost increase, which acts as a deterrent
to splits designed to attract those with small
amounts to invest, would be eliminated by an
-appropriately revised commission structure.

We received a suggestion that bond-holding by
investors would also be encouraged if these secu-
rities were listed on stock exchanges. Some bonds
are listed on the New York exchange but trading
is insignificant in relation to that in the over-the-
counter market. In fact, bond-trading is not well-
suited to a market where client orders must be
exactly matched, in addition to which the commis-
sion structure would inevitably be higher and the
present highly efficient bond-trading arrange-
ments might well be disrupted. :

" The exchanges should, "however, raise their
listing standards for shares. No distribution of

TABLE 17-1
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share ownership other than that of “adéequate
public distribution”, is officially required in
Canada, and even this has been fairly liberally
interpreted. By contrast, the New York Stock
Exchange believes that close, continuing and
broad markets will only be attained if companies
applying for listing have a public holding of at
least 500,000 shares, exclusive of concentrated or
family holdings, distributed among at least 1,500
shareholders; a relatively low weight is given in
these calculations to holders of fewer than 100
shares. Moreover, a minimum trading volume of
100,000 shares a year is expected. While thesé
standards would be too high even for the biggest
of our exchanges—only a minority of industrial
issues listed in Toronto traded more than 100,000
shares in 1962—some increase in distribution
requirements would be desirable. These standards
have been so low as to permit stocks to be listed
with as few as 8% of the shareholders controlling
over 93% of the common shares outstanding and
to retain listings of some issues which trade fewer
than 500 shares in a year. The resulting wide"
spreads reduce the liquidity of shares and make
their markets susceptible to easy manipulation.
While the exchanges are conscious of this problem
and have raised their requirements somewhat, it
would be helpful if they were to raise them further
to ensure that there is an adequate auction market,

BROKERS’' COMMISSIONS BEFORE AND AFTER STOCK SPLITS

Pre-Split Price Pre-S'pl..it Pre-Split Shares Split 2 for 1 Shares Split 4 for 1 Shares Split 8 for 1
per Share Commission Commission Commission|Commission|Commission|Commission|Commission|Commission
$ %o 3 % 3 % 3 %

$110.00-119.99..... .| 60.00 0.55 - 80.00 0.73 140.00 1.27 200.00 1.82
100.00-104.99. .| 55.00 0.55 80.00 0.80 140.00 1.40 200.00 2.00
75.00- 75.99..... 45.00 0.60 70.00 0.93 120.00 1.60 160.00 2.13
50.00- 52.49..... 40.00 0.80 70.00 1.40 100.00 2.00 120.00 2.40
35.00- 35.99..... 35.00 1.00 60.00 1.71 . 80.00 '2.29 80.00 2.29
25.00- 26.99..... 35.00 1.40 50.00 2.00 60.00 2.40 56.00 2.24
20.00- 20.99...........couu..... 30.00 1.50 . 50.00 2.50 60.00 .3.00 36.00 1.80

Note: The pre-split commission is based on 100 shares. The commission after the stock split is based on a sale of shares with the

e

same total value as the pre-split block. The price used in calculating the percentages is the lowest price per share in each category.
.Source: David F. Wright: Stock Splits from the Company 'Viewpoint. Unpublished paper for the University of . Toronto “School ‘of

Business.
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even if this involves losing some listings. Typical
spreads between the bid and offering prices of
more actively traded industrial stocks of reason-
able quality are as little as one-eighth of a dollar
(for some reason the exchanges have not adopted
the more convenient decimal system).® Buyers
and sellers can thus be brought together with a
minimum concession on one side or the other, a
condition which does not apply on less broadly-
held issues where the spreads between buyer’s
bid and seller’s offer may range up to several
dollars and represent a significant percentage of
the amounts involved.

Other aspects of listing requirements which
could stand improvement are those related to
the size and earnings of listed companies, stand-
ards of disclosure, and the de-listing policy of
the exchanges. In New York, for example, listed
companies are required to demonstate net prof-
its of $1 million annually under competitive
conditions and should have net tangible assets
of at least $10 million. Toronto has no set stand-
ards for industrial listings but considers them
on the basis of earnings records, “proof of con-
sistent earnings being regarded as removing the
security from the highly speculative field”.® More-
over, the absence of consistent earnings does not
necessarily disqualify a company for listing if it
can show net tangible assets of $1 million, work-
ing capital of $250,000 and a “projection of
earnings satisfactory to the Listing Committee”.*?
Present listing policy on exploratory mining com-
panies is of course somewhat different. They may
be listed if sufficient exploratory work has been
carried out to enable them to provide a compe-
tent engineer’s report and if they have cash on
hand or a “plan to raise sufficient funds to carry
out the recommendation”.!! Oil and natural gas
companies may be listed on the basis of adequate
financing and a cash flow sufficient to ensure the
continued life of the company—ie. about
$25,000 to $50,000 annually.*2 While these stand-

8 Very low-priced stocks trade in steps of % a cent, while
stocks under $5 trade in 5¢ steps.

° Submission, paragraph 216.

2 1bid.

1 1bid, para. 217.

1 1bid, para. 218.

ards have been imposed over the years, they
are still so low that they involve the listing of
many speculative issues and lead some investors
to believe that all listed common shares are specu-
lative in nature. In some cases this discourages
equity investment, a difficulty that would be
avoided by significantly raising listing standards
on the main exchanges and transferring other
issues to either a subsidiary exchange or the over-
the-counter market.

Moreover, while the New York exchange re-
quires high annual disclosure standards, regular
periodic reporting, solicitation of proxies, and
publication of all transactions by “insiders”—
officers and controlling shareholders—no such
requirements exist in Canada. The Canadian ex-
changes do, however, insist on certain minimum
disclosure standards to be described later, al-
though they are comparatively reluctant to de-list
dormant companies and those that fail in other
ways to maintain original listing standards. We
were told that de-listings for reasons other than
voluntary choice or outright fraud were very
infrequent, not amounting to half a dozen in re-
cent years. The Toronto exchange, which has
long been conscious of the problem, has recently
adopted a more stringent de-listing policy. How-
ever, because of the undesirable competition for
listings between the Montreal and Toronto ex-
changes, which goes well beyond the point of a
normal healthy rivalry in some instances, it may
prove difficult to pursue this desirable program
with sufficient vigour. It is also claimed that de-
listing for failure to meet exchange standards
would further hurt the shareholders concerned,
although we feel that on balance a lax de-listing
policy can only harm the interests of both the
shareholders concerned and the broader investing
public. A final reason for these difficulties is
that, unlike the situation in the United States,
there is no sanction from securities or companies
legislation to support the exchanges in such
efforts as they have made in this direction. For
example, the Toronto Stock Exchange a few
years ago approached almost 400 listed com-
panies urging them to publish interim reports;
just over 50 agreed to do so and the majority




did not even bother to answer. While Canadian
listing requirements could not as a practical mat-
ter be as high as those in New York, we will
make recommendations designed to raise both
listing and disclosure standards later in this
chapter.

The stock exchanges have a heavy responsi-
bility to ensure that the ethics, trading practices,
and standards of qualification of brokers dealing
through the exchanges are adequate. Significant
progress has been made in many directions but
qualifications for salesmen are still minimal com-
pared to those in New York. Moreover, the min-
imum requirements for membership in an ex-
change are extremely low: in Toronto, for exam-
ple, they are that a candidate be a British subject
of twenty-one with three months experience in
the industry and that he be able to meet the
minimum capital requirements mentioned earlier.
In addition, a seat must be available for pur-
chase by him, he must be acceptable to the
Governors of the Exchange, and his application
must be approved by 80% of the members voting
(in Montreal the figure is now 6634% ). While
the members exercise considerable discretion in
admitting new applicants, we believe that the
basic standards ought to be raised substantially
and that rejected applicants should have the
right of appeal to the relevant securities com-
mission in order to ensure that the exchange’s
decisions have not been biased or prejudiced.
This would still enable the industry to make
judgments based on its intimate knowledge of
the applicants but would guard against the abuses
inherent in unsupervised self-government.

It will probably also be necessary for the main
exchanges to enlarge their membership as the
demand for their services expands, a factor which
they are no doubt taking into account in making
plans to move into new quarters. Certainly the
national exchanges in New York and London
have a very much larger membership than those
in Toronto or Montreal; London has about 3,500
members and almost 500 member firms while
New York has 1,366 members and 681 member

firms compared to the approximately 100 mem- -

bers of Toronto and Montreal. Study might be
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given to the merit of altering the method of ob-
taining membership only by purchase of an exist-
ing seat if this can be done in ways which pro-
tect members who have invested sizable sums in
such assets.!® The rules of both the Toronto
and Montreal exchanges also provide that in the
case of the failure of a member the seat may be
forfeited and sold by the exchange for the benefit
of the creditors, including other member firms,
the exchange, and the public, with any balance
being returned to the defaulting firm. The ex-
changes take pride that, partly as a result of this
system, the public has never suffered as a result
of the failure of a member firm. This advantage
could however, be retained by requiring new
members to pay a fixed entrance fee related to
the present value of memberships. Members
would be entitled to a refund on resignation,
and a supplementary fund could be built up out
of the exchanges’ earnings to meet withdrawals
in excess of new memberships. By removing the
fixed limit on membership and tightening up on
basic membership requirements, public confi-
dence in the exchanges would be strengthened, the
financial soundness and experience of member
firms would be improved, and competitive forces
would be allowed more play.

A number of other steps might be taken to
improve public confidence in the exchanges. First,
the exchanges should continue to expand the size,
skills, and responsibilities of their full-time staff.
This trend, already well under way, has not yet
gone as far as in New York, particularly on
matters relating to listing and de-listing of shares,
the policing of floor transactions, and disciplining
members for infractions. The Boards must have
the final verdict, but by giving increased powers
to permanent officials with intimate knowledge of
the business many of the advantages of self-
discipline can be retained. At the same time,
a number of its disadvantages—particularly the
tendency to be unduly lenient in some instances
and unduly harsh in others—can be reduced or
eliminated. Second, the governing boards of the
exchanges—now elected from the membership—

1 Seats in Toronto sold for as much as $130,000 and
$140,000 in 1955 and 1959.
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might be supplemented by the appointment of a
minority of public governors from outside the
industry. This has worked well on the New York
Stock Exchange where good public governors
have been recruited and given real responsibili-
ties. Both major exchanges have moved in this
direction by appointing full-time presidents from
outside the industry, but there is still a good case
for drawing on the experience of participants
from other industries who can bring fresh per-
spectives to the exchanges’ functions and prob-
lems.

The exchanges should also reinforce the com-
mendable efforts they have made to prevent trad-
ing abuses and the manipulation of markets. Both
the main exchanges have rules which provide that
client orders must be given priority over those of
member firms and professional traders, although
of course they are difficult to police.!* The right
of the customer to such priority is incontestable,
and although professional traders can promote
greater price continuity and minimize market
fluctuations by being willing to take risks and
speculate, they can in certain circumstances also
aggravate price swings. Very little is known about
the effects of such trading in Canada, although
studies in New York indicate that the overwhelm-
ing majority of trading by specialists with particu-
lar responsibilities is stabilizing in nature. This,
however, is apparently not true of activity by
floor traders.!® The Montreal survey in 1962
showed that almost 30% of transactions were by
members for their own account, while an earlier
Toronto survey showed a more modest propor-
tion, 10-12%. While the recent S.E.C. study
recommended prohibition of professional trading
by floor members, we have not carried out the
detailed examination of Canadian trading neces-
sary to make recommendations at this time. In
view of its importance in total trading, however,
we believe that member trading should be closely
supervised, both by the exchanges and securities

W This is particularly true of undisclosed short sales by
floor traders, which we understand is a problem on some
exchanges.

8 S.E.C. Special Study of Securities Markets, Washington:

1963. This study was prepared by the S.E.C. staff and does
not necessarily carry the approval of the S.E.C. itself.

administrators, and that strong action should be
taken if evidence of abuse is uncovered.

The Toronto Stock Exchange has twice experi-
mented with the use of specialists on the trading
floor. These experiments were limited to three
specialists with about 30 stocks and were carried
out over approximately a three-month period. In
the first experiment, the specialists were given the
same powers as those on the New York and
American Stock Exchanges; that is, they traded
for their own account, maintained a “book™ in
which they listed all “limit orders”—orders to
buy or sell at specific prices given them by other
brokers—and handled “odd-lot” orders.!® The
results of the experiment suggested that the mar-
ket was not significantly improved by these opera-
tions and that many members resented the sub-
stantial advantage the specialist had trading in the
securities for which he kept the book. In the
second experiment, officials of the Exchange were
used. They undertook only two functions: to keep
a book on limit orders and to deal in odd lots.
Somewhat more enthusiasm was engendered for
this system but the members were reluctant to
provide funds with which the specialists could
operate and undertake the risks involved. The
latter system might be more efficient than the
present one because fewer floor traders would be
needed to fill limit orders, especially in rapidly
changing markets. It might also improve the
market in odd-lots and reduce the costs of these
transactions, although some floor traders now do
in fact specialize in this field. In any event, the
price at which odd-lot sales can take place should
be regulated, as it is on the New York Stock
Exchange. This would protect and encourage the
small investor in higher-grade securities.

Much more serious possibilities of abuse arise
from the unique practice of some Canadian
exchanges of permitting the primary distribution
of shares through their facilities. In the course of
such a distribution, which normally involves the.
sale of treasury shares but may also entail dis-

- 18'0dd-lots are blocks of fewer than 100 shares for most
industrial securities selling below $25 a share, fewer than
25 shares of securities selling between $25 and $100, and
fewer than 10 shares if the stock sells at $100 or more.
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tribution of existing shares by the controlling
interests, a true’ auction market no longer exists.
The offering price is not established by the inde-
pendent judgment of numerous individual share-
holders but by the offering price of the under-
writer or his agents. Moreover, unrealistic bid
prices may also be maintained by these same
interests in the hope of attracting public buyers
anxious to make a profit on a rising and active
market which by one means or another they are
led to believe may be going higher still. The argu-
ments in favour of allowing such distribution to
take place through the exchanges are that there
would otherwise be a primary over-the-counter
market existing side by side with the exchange’s
true secondary market and that this would
result in two relatively thin and more easily
manipulated markets. Moreover, it is argued that
it is easier to regulate malpractices on the
exchanges than in the unlisted market. For these
reasons the exchanges require the entire author-
ized capital of mining, oil, and other speculative
issues to be listed, whether issued or not, so that
any additional shares can only be issued under
the supervision of the exchanges. This rule does
not apply to seasoned issues where the exchanges
will only list the issued shares.

- The broker-dealers are usually involved in such
speculative underwritings, whether or not carried
out through the exchanges. Although underwriting
for the exploration and preliminary development
of mining and oil and gas properties may take a
variety of forms, it is usually on an option basis.}?
In part because of the high costs of direct mail
and telephone solicitation in relation to the small
amounts of -new funds involved, only about 40%

of- the total funds raised go to corporate treasuries,_

the balance going to dealer costs and profits. When
it is considered that public interest in these shares
usually- becomes most_intense after the market
has risen substantially above the issue price, the

difference between the average price paid by the.

public and the amount actually finding its way into
company treasuries may be even greater. More-
qver, our concern about. the apprppnateness of

17 Submission of Broker-Dealers"A’ssociation of Ontario.

this means of financing is heightened by the con-
clusion of a study prepared for us that of the
approximately $340 million of cash raised for jun-
ior mining treasuries (i.e. after deduction of ex-
penses) by such underwritings in the 1953-60
period, no more than $150-$160 million was
actually spent on exploration by those com-
panies.!® If the $340 million represented 40% of
the amount paid by the public, the public paid
over $750 million to finance this amount of ex-
ploration—odds which are highly unfavourable in
view of the fairly remote chance of such enter-
prises ever getting into production and paying
back more than was put into them in the first
place.1?

As some 86% of prospecting expenses each
year are now in fact made by producing mines, and
as large amounts of capital are now required to
bring a property into production, the role of the
stock exchanges in financing natural resource
development through primary distribution is a
questionable one. This is especially true since the
independent prospectors remaining have sufficient
potential financing sources to safeguard their bar-
gaining power. Some recent mines, particularly
uranium producers, were financed in this way, but
in our view there is a considerable difference be-
tween raising funds from the public for the financ-
ing of large mining units with established ore.
reserves, substantial backing, and long-term con-
tracts on the one hand and raising $25,000-
$50,000 for a purely speculative enterprise which
has no assured ability to finance itself to produc-
tion even if something is found. Moreover, a dis-
turbing feature of such underwriting is that the.
broker-dealer, by owning or controlling a large
block of shares in such companies, in many cases
controls the issuer. The. possibilities of conflict-
ing interests, market manipulation, and other
activities such as treasury-robbing—i.e. selling
claims or other assets to the company at inflated
values, paying 'himself and his associates high

18 See the workmg paper, Finance in the Mmmg Industry.

% Ipid. From 1907 to 1953, over 400,000 claims were
recorded in Ontario and 6,679 metal-mmmg companies were
formed. Of these only 348 got into production—sometimes
after repeated stock exchange promouons—and only 54 paid
any dividends.
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salaries and consulting fees, etc.—are both
obvious and real in such circumstances.

While the stock exchanges are fully aware of
these dangers and have taken many commendable
and useful steps to try and protect the public
from abuses, we do not believe they should lend
themselves to primary distribution. In doing so,
they lead many people to distrust all common
stocks and discourage the provision of true ven-
ture and equity capital by Canadian investors. It
is true that requiring junior exploration companies
to issue a prospectus, file an audited statement, and
comply with the regulations applying to other
issuers would perhaps raise their costs and might
lead to some additional delays, but it would also
achieve the more important aim of protecting the
public and encouraging bona fide equity invest-
ment. New issues would also be more carefully
considered, and if this discourages some financing
which is not seriously aimed at bringing natural
resources into production in any event, there
would scarcely be any loss to the economy.
Clearly, such a proposal would also entail hiring
additional skilled staff in the securities adminis-
trations.

In the meantime, the Toronto Stock Exchange
ought to intensify its efforts to police the activi-
ties of the primary distributors in order to min-
imize their effects on the reputable majority of the
securities industry. At present, junior companies—
in addition to providing an annual report to their
shareholders and the Exchange and to complying
with other requirements relating to the payment
of dividends and rights—must also notify the Ex-
change of any material change in their affairs. This
is defined to include changes in management, direc-
tors and control, acquisition or sale of new prop-
erties or shares in other companies, new manage-
ment contracts, etc. Such companies must also give
notice of any new option or underwriting, and
when primary distribution is contemplated they
must comply with certain conditions and make
full disclosure of all material facts in a “filing
statement”.2® The more important of these re-
quirements relate to the minimum size of under-

# Submission of Toronto Stock Exchange, paras. 179-188.
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writing (normally $30,000), the prohibition of
options without a firm underwriting agreement,
limits on the size, price and term of options, and
provision for the acceleration of options if the
price of the shares rises sharply. They also require
full disclosure of beneficial interests and respon-
sibility on the part of the underwriter for any
sub-underwriter. These features are designed to
minimize the possibility of market manipulation
and ensure that reasonable sums are raised for
the treasuries.

A filing statement committee meets weekly
to review filing statements, and the underwriter
may not proceed if his proposals are not accept-
able or if they fail to disclose material facts
relating to the company’s property, past and pro-
posed development expenditures, vendor’s con-
sideration, controlling interests, etc. Limitations
are now also placed on non-arm’s length trans-
actions to try to curb treasury-robbing. The Ex-
change told us that this system was working
reasonably well, although it takes up some 90%
of the time devoted to self-regulation and led to
complaints that it was being “too strict”. How-
ever, one area where some strengthening is ap-
parently needed is in the follow-up of such under-
writings to ensure that the funds have been put
to proper use. While we commend the Exchange
for these efforts, a serious weakness in the system
is that filing statements need not be delivered to
the buyer of shares undergoing primary distribu-
tion, although the Exchange makes them avail-
able to member firms and the press. The buyer of
such shares does not therefore have the protec-
tion and information provided by the prospectus
which accompanies a new industrial issue—with
the right of rescinding the transaction if a study
of the prospectus reveals something unsatisfac-
tory to the purchaser.?! In view of these considera-
tions, and the value which a listing has for un-
scrupulous promoters, we believe that all new
issues should be sold off the exchanges under the
direct supervision of the securities commission

@ This right exists for seven days after delivery of the
prospectus. See, for instance, Section 49 of The Securities
Act of Ontario for full details.




with whom the final responsibility in any event
lies.

It has been argued that the problem of self-
regulation in Canada has been made more dif-
ficult by the absence of a single national ex-
change such as is found in London or New York.
This may indeed be so, although most of the prob-
lems involved could be eliminated if the two main
exchanges would co-operate more in future in
raising listing and other standards. As can be seen
from the following table, the Toronto exchange
comes closest to being a national exchange, having
over 70% of the value of all trading compared to
the 84% of United States business done by the
New York Stock Exchange. While there are small
amounts of trading in Winnipeg, Calgary and
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Vancouver, the main volume of business has re-
mained concentrated in Montreal and Toronto,
with the latter tending to grow in relative im-
portance in response to the westward shift of
Canadian economic activity and the replacement
of overseas countries by the United States as the
primary source of external capital. The pre-
dominance of Toronto is also illustrated by the
fact that between 60% and 75% of the stocks
listed on the other exchanges are also listed on the
Toronto Stock Exchange.?? Listings which are

2 Montreal 62%, Winnipeg 67%, Calgary 63%), Vancouver
73%. Toronto has further strengthened its position by setting
up special market facilitiecs where American residents may
trade with each other in order to avoid incurring the “in-
terest-equalization tax” proposed by the U.S. administration
in 1963. Volume on this market has, however, remained small
in its first few months of operation.

TABLE 17-2
VALUE OF SHARES TRADED ON CANADIAN EXCHANGES 1952-1961
($ Millions)

—_— Toronto Montreal®* | Vancouver Winnipeg Calgary Total

1,109.7 593.6 40.2 1.1 52.1 1,796.7

1,143.2 509.7 25.4 1.7 17.6 1,697.6

1,349.7 766.0 32.1 3.0 16.5 2,167.3

2,699.0 1,161.7 - 56.1 2.7 14.9 3,934.4

2,510.8 1,164.2 59.9 1.1 24.2 3,760.2

1,864.8 846.6 48.1 1.0 18.8 2,779.3

1,505.9 544.1 43.1 1.0 9.6 2,103.7

1,860.4 663.1 58.8 1.7 6.3 2,590.3

1,223.3 481.3 35.3 1.6 2.8 1,744.3

2,526.3 948.5 101.8 3.7 2.3 3,582.6

VALUE OF SHARES TRADED AS A PERCENTAGE OF TOTAL

_— Toronto Montreal Vancouver Winnipeg Calgary . Total

1952......... 61.8 33.0 2.2 0.06 2.9 100.0
1953....... 67.3 - 30.0 1.5 0.10 1.1 100.0
1954 62.2 35.3 1.6 0.14 0.76 100.0
1955.....coeevvnne 68.6 29.5 1.4 0.07 0.38 100.0
1956....... 66.6 30.9 1.7 0.03 0.64 100.0
1957....... 67.0 30.5 1.7 0.04 0.67 100.0
1958....... 71.5 25.8 2.1 0.05 0.46 100.0
1959....eeeiceeerrennne, 71.8 25.6 2.3 0.07 0.24 100.0
1960..... 70.1 27.6 2.0 0.09 0.16 100.0
1961..... 70.5 26.5 2.8 0.10 0.06 100.0

*The Montreal Stock Exchanges’ figures for 1952-57 are inflated but to an unknown degree.
Sources: Briefs of the Toronto and Vancouver Stock Exchanges. Data for the other exchanges were provided on request.



344  ROYAL COMMISSION ON BANKING AND FINANCE

found only on the western exchanges are usually
local mining, oil, and industrial companies with a
local following that are not widely known across
the country.

While a single national exchange would con-
centrate all trading, cause the markets to be
broader and more resilient, and might reduce
trading costs per unit, it would fail to take account
of the country’s significant regional variety and
of the need for local exchanges to provide a centre
for the shares of smaller and less nationally-known
companies. Some of these exchanges also provide
convenient centres for trading national stocks after
the main eastern markets have closed. It might
thus be constructive if the Toronto exchange
were to do more to encourage associate mem-
bers from other centres to join the exchange and
accept its standards in return for a reasonable
share of the commission business they generated.
We are not, however, in favour of measures such
as the elimination of arbitrage between exchanges,
a rule which Toronto has considered in-
troducing. Arbitrage takes place when prices in
two market centres temporarily diverge and a
member trading for his own account buys in one
market and sells in the other. In doing so he
of course makes a profit but, more important,
his activity equalizes prices in both markets. This
can also occur if the broker places a client’s
order in whichever market the best “fill” or price
can be obtained, normally the most active market
in that issue. He should naturally be required to
do so where possible, but it is not always feasible
to find out which market has the most favourable
price. The arbitrageur thus has a useful role
to play in the interests of investors as a whole,
even though in the trade for which he acts he
prevents a single investor, and that investor’s
broker, from getting the best price possible. While
the New York Stock. Exchange has prohibited
arbitrage between itself and other markets in
the United States, we believe arbitrage can play
a useful function in the Canadian situation,
especially if measures are taken:to ensure :that
brokers execute orders in the best market where
possible. Moreover, its existence need not im-

pede any natural or desirable development for
one or more markets to develop as primary
national centres for the trading of particular
issues.

The main exchanges have greatly strengthened
their trading standards and raised the ethics of
their members in recent years, and have also
showed themselves increasingly aware of their
responsibilities to both the investing public and
the broader national community. Trading facilities
have been modernized and improved and further
progress lies ahead, even though the day when all
trading will be carried out through computers
rather than any personal agreement on a trading
floor is not yet at hand. In a further attempt to
reduce the costs and inconvenience of trading,
the exchanges are exploring with the trust com-
panies the possibility of establishing a central
depositary to hold share certificates and reduce
transfer, delivery and safe-keeping fees. The trust
companies so far have been reluctant to make
the necessary price concessions, and many other
problems remain to be solved, but this service
to the investing public may ultimately prove
worthwhile. -

SECURITIES LEGISLATION AND
REGULATION

We have suggested a number of areas in which
the exchanges might further improve their stand-
ards and encourage informed equity invest-
ment by the public, but because it is a field in
which hanky-panky at the fringes is temptingly
easy there is also a role to be played by the
securities commissions and. laws. If broader
ownership of Canadian equities is desirable and
if larger numbers of people are to be encouraged
to invest in common shares to provide Canadian’
businesses with equity capital at moderate cost,
several conditions must be met. The public must
have the means and the knowledge to make such
investments without undue expense; corporations
must believe in broader ownership, recognize
the importance of individual investors as a source
of growth capital and be willing to provide them




with the irformation necessary to make sound
investment decisions; and the brokerage and
financial community must be competent to serve
the needs of the investing public and command
their full confidence. The role of securities
regulation is to assist and encourage the securities
industry to develop and maintain a deserved
reputation for skill and integrity, to protect
investors from deception by either the financial
community or corporate “insiders” who stand
in a fiduciary relation to them, and to ensure
that adequate "information is made available to
them to allocate their savings rationally. The
provincial securities administrations have, along
with the industry itself, done much to raise indus-
try standards and improve the disclosure require-
ments of prospectuses, but we have discovered

dreas where substantial improvements might still’

be made.
The philosophy of securities regulation in
Canada is based on two principles, full disclo-

sure and the prevention of fraud, although neither:

is fully implemented. The first is supported by
securities and company legislation and the regu-
lations of the stock exchanges, while the second

rests on the preventive and punitive powers of

the securities laws and the federal Criminal Code
as well as those of the by-laws and regulations
of the self-regulating associations. In Canada,
unlike the United States, the full disclosure prin-
ciple is supplemented by giving the securities ad-
ministrators discretion to refuse registration of an
issue even when the disclosure is “full, true and

plain” if it fails to meet other standards. Unlike

the United States also, direct securities regula-
tion in Canada has been implemented exclusively
through provincial acts administered by provincial
securities commissions or, in a few: instances, by
a branch of the Attorney-General’s department.
In addition, of course, both federal and provincial
company legislation impinges indirectly in this
area, as does the Criminal Code of Canada.
Our studies of the securities administrations
across Canada revealed that they are inadequately
staffed both in quantity and quality, that salary

scales have not been attractive enough in .gen-
eral to interest'and retain sufficient able and ex-
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perienced men, and that few securities commis-
sioners have had much practical industry or
regulatory experience prior to their appointments.
The understaffing problem is exemplified in the
Ontario Securities Commission which, with an
effective registry staff of about five, in their 1961.
fiscal year registered some 345 prospectuses,
many of which went through several drafts,
and considered but failed to register others. In
addition, it registered. 387 brokers, dealers and
security issuers—56 of whom were new appli-
cants—and 2,418 salesmen, 529 of whom were
new applicants. Indeed, the 10,800 salesmen
registered across Canada in 1961 received only
a cursory glance by the securities administra-
tions. About one-third of these were mutual fund
salesmen who were not at that time operating
within the framework of a self-regulating associa-
tion. With the exception of Ontario, the securities
administrations were able to provide us with
only the most limited historical data about their
registrations, again reflecting persistent shortages
of staff. Indeed, some of the Commissions have
no one on their staff who is in a position to an-
alyse financial reports. Some of these problems
may be inevitable with the fragmentation of ad-
ministration over ten jurisdictions, some of which
do not have sufficient securities activity to war-
rant trained full-time staffs. In general, however,
securities administration seems to have been a
low priority item for provincial governments, a
fact which is reflected in the particularly low
salaries paid for legal, administrative, and ac-
counting skills: for example, the registrar, the
chief full-time officer, is paid only between $6,000
and $10,000 depending on the jurisdiction.

. One of the principal objectives of some of the
administrators and practically all the brokers,
dealers and corporation lawyers is uniformity of
legislation across Canada. Some faltering prog-
ress is being made; the Alberta, British Colum-
bia and Saskatchewan acts have been modelled
on the Ontario act although in no case has the
Ontario act been adopted without .at -least sev-
eral minor changes. The Quebec act is much
like the Ontario act although it prov1des the com-
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missioners with greater powers. The. securities
issuer seeking a national distribution for a new
issue is thus faced not only with the requirement
of registration under ten securities acts which
are dissimilar in varying degrees but with the
requirements of the relevant companies legisla-
tion, although the administrators of the latter
seem to fulfill only the functions of a registrar,
accepting filings with little regard for their ac-
curacy or completeness. In some instances, these
or other authorities are responsible for prospectus
clearance—for example, utilities issues in British
Columbia are cleared by the Public Utilities Com-
mission, a function we think would be better per-
formed by a securities commission.

This hodgepodge of legislation increases the
legal difficulties of bringing a new issue to market
and leaves the issuer and underwriter open to the
risk of delay caused by the failure to meet the
requirements of a single jurisdiction, although
in fact most administrators will register quickly
prospectuses which have been accepted by the
Ontario Commission; such co-operation, how-
ever, cannot always be counted on. Even where
the legislation is similar, the discretionary pow-
ers allowed the commissions and adequacy with
which they are staffed can result in important
differences in administrative practices. We were
told that, “substantive security law is comparable
to the visible part of the iceberg, while the
procedural law and policy represent the sub-
merged mass. So long as such discretions exist
(our) experience would indicate that true uni-
formity can never be realized”.?

- In 1963, the provincial administrators began to
meet semi-annually rather than annually to discuss
the policies and problems of securities regulation.
Between meectings they exchange information
pertaining to registration and enforcement of the
anti-fraud laws, an arrangement which has worked
fairly well in the past, although more frequent
meetings might well provide for closer personal
relationships and still better co-operation. More-
over, all the securities acts, except that of New
Brunswick, provide for the execution of warrants

 Submission- -of the Broker-Dealers' Association of
Ontario, para. 56.

for arrest issued by another provincial jurisdiction,
a provision designed to prevent offenders avoiding
arrest merely by moving to another province.
There have been occasions, however, when the
experience or warnings of other jurisdictions have
gone unheeded and known racketeers have been
left free to operate. In part this reflected inade-
quate staffs and faulty co-ordination, but this
situation sometimes also arose because some gov-
ernments were apparently unwilling to run the
risk of taking action that they believed might di-
minish natural resource exploration and develop-
ment in their province.

Co-operation between the provincial securities
administrators and the United States national
Securities and Exchange Commission (S.E.C.)
has been irregular but has improved in recent
years. Perhaps the major problem bedevilling re-
lationships was the high-pressure telephone selling
from Canada of speculative mining stocks in the
United States market. In many instances, such
sales were not contrary to Canadian legislation

“although they were in breach of the United

States securities laws. The American authorities
attempted to stem the flood by returning to the
sender any mail addressed to Canadian broker-
dealers, but this proved a costly system of en-
forcement. In March 1961, the Broker-Dealers’
Association of Ontario bowed to pressure from
the provincial Securities Commission and the To-
ronto Stock Exchange (the latter had threatened
to withdraw listing and membership privileges)
and notified its members to make no securities
solicitations or offerings which did not comply
with the appropriate laws of the jurisdiction
where offerings were being made. This prevented
the broker-dealers from selling stock in the United
States unless a prospectus was registered with the
S.E.C.—a long, arduous and expensive process
—and helped to close the market in other prov-
inces. This virtual exclusion from the American
market, where 75% of sales were previously
made, was the principal factor in the recent sharp
decline in broker-dealer activity. ‘
. As already indicated, the securities administra-
tors have quite wide discretionary powers since
the laws of all provinces leave the registration




of dealers in securities to the judgment of the
commissions and also give them the power
to “suspend or cancel any registration if in their
opinion it is in the public interest”. The Ontario
Act and those modelled on it further provide
that the commissions may initiate sweeping inves-
tigations where a statement has been made under

oath making it appear probable that a person

or company has contravened the provisions of
the Act or committed an offence under the Crim-
inal Code in connection with a trade in securi-
ties. Without the receipt of a statement under
oath, these commissions must receive an order
from the Attorney General before an investiga-
tion can be undertaken, although the Quebec
Commission may make an investigation at any
time on its own authority. The commissions
also have the right to freeze the assets of a per-
son or company which they are about to investi-
gate. While the range of discretion is broad, and
must in our view remain so if the investing pub-
lic is to be protected and quick action taken to

safeguard them against a short-lived but virulent

deception or market manipulation, it should also
be accompanied by an adequate appeals proce-
dure to guard against arbitrary and capricious
actions.?t

"~ We have already stressed the important role
played by self-regulation of the securities industry
in Canada, a part made particularly significant by
the inadequacies of the under-staffed securities
administrations. We believe a substantial measure
of self-regulation is vital, both because the indus-
try possesses an intimate knowledge of its own
workings and problems that no outside agency
can hope to equal and because self-discipline
helps to develop a broader sense of public
responsibility. In this connection, we have made
a number of suggestions which we hope will lead
to still further improvement in the industry’s
general ethics, trading practices, and listing and
disclosure standards. With few exceptions, we
found the associations’ audit and capital standards
to be satisfactory, although we believe that other

. # The Ontario Securities Act was amended -in the Spring. of-
1963 to improve and extepd the coverage of the appeals pro-

cedure in the ‘Act.
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requirements for entry into the industry at both
the firm and personal level could be raised. In
this connection, the tightening by the ID.A. of
its control over salesmen and the establishment
of an examination to set minimum educational
requirements for new entrants is particularly to
be welcomed and should be pushed further by all
the self-regulating bodies. We also found-that in
some respects the disciplinary committees of the
associations have adequate powers to reprimand,
fine, suspend, or cancel the membership of a
firm or individual registrant for infractions of
their rules, although in others the position is not
s0 clear. In general, however, a firm or individual
cannot be put out of the securities business alto-
gether unless the Securities Commission cancels
its registration.

We believe the various securities commissions
should take a more active role in these matters
to ensure that the standards of the self-regulating
associations are adequate in all respects and to
ensure that they do not become either too lenient
or too arbitrary with their members. It is for this
reason that we suggest there be appeal provisions
from the disciplinary and membership rulings of
the self-governing bodies, even though we would
not expect to see such rulings set aside unless
there were clear grounds for doing so. This
would in fact be quite similar to the relationship
of the Ontario Securities Commission with the
Broker-Dealers’ Association of Ontario, whose act
authorizes them to make regulations only “sub-
ject to the approval of the Ontario Securities
Commission”. Together, they have established
regulations controlling maximum price spreads on
option underwritings and escrow arrangements for
shares paid for sale of properties or other services
to mining and oil exploration and/or develop-
ment companies. The Toronto Stock Exchange
regulations on these matters, referred to earlier,
were also developed after discussions with the
Ontario Securities Commision. A more active role:
by the securities commissions would, in our view,
put the “final responsibility for governing the
industry more squarely  on' their shoulders’ while
still maintaining the ‘many advantages of intelli~
gent self-regulatiori by the industry itsélf.
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\
THE DESIRABILITY OF UNIFORMITY

The desirability of uniform legislation and
administration for the Canadian securities industry
was stressed by many of our witnesses. Such uni-
formity would facilitate the preparation and dis-
tribution of new issues, the trading of outstanding
securities, and the enforcement of uniformly high
standards of disclosure, competence and ethics.
This might be achieved either by establishing a
national agency under federal legislation which
would take over the major responsibility in this
area from the provinces, or by provincial co-
operation to implement a uniform act and regu-
lations across Canada. Neither proposal would
achieve its aim unless the legislation were soundly
conceived and intelligently enforced by securities
commissioners and officials of undoubted capacity,
while the latter would also entail the various
commissions working very closely together to
attain uniform standards of administration and
enforcement.

" We suggest that the federal government ought
to use its influence to encourage the development
of high and uniform standards of security legisla-
tion and regulation in Canada. Progress by the
provinces themselves has been slow and no formal
committee has been established by these govern-
ments to bring about a uniform securities act.
Moreover, even though such a committee was
established to draft a uniform companies act and
has met intermittently for several years, the two
drafts it has produced are still far from being
accepted by the governments concerned. This
work has been given low priority by many govern-
ments and a committee to draft uniform securi-
ties legislation would undoubtedly receive the
same treatment. We believe that the federal gov-
ernment might provide the needed leadership by
establishing a federal regulatory agency which
might at first require only registration of issues
being distributed interprovincially and interna-
tionally. In' co-operation with the provincial
administrations and the Royal Canadian Mounted
Police, it might also enforce the securities fraud
clauses of the fedéral Criminal Code.

.-In time, the federal agency might open regional
offices to facilitate it§ operations, especially if

some of the provincial governments found it
practical and desirable to delegate at least some
of their responsibilities to the federal body. While
our recommendation therefore requires the es-
tablishment of an eleventh regulatory body in
the first instance, it is our hope that it will even-
tually lead to agreement and co-operation which
will eliminate much of the existing duplication
and lack of uniformity. This might be achieved
quickly, especially if high federal standards lead
provincial governments to clear automatically
issues which have been federally registered. This
would give the provincial administrations more
time to deal with local matters such as the li-
censing of security dealers and their salesmen
and the registration of issues to be offered only
within their own province.

- In addition to the uniform high standards that
a federal agency would establish within its sphere
of operation, it might lead—as did the establish-
ment of the S.E.C. in the United States—to a
raising of standards in other jurisdictions. In-
deed, as we were told on many occasions, the
existence of S.E.C. rules and regulations has
played a significant role in raising Canadian
standards of disclosure, ethics, and securities reg-
ulation generally. Moreover, by establishing
closer control over international securities trans-
actions, a federal securities agency might help to
attract both the sound portfolio investment from
abroad and the expanded capital from domestic
sources which will be needed for our continued
development. Co-operation with the S.E.C. could
also be more readily improved and maintained, a
not unimportant consideration in these days when
fraudulent securities operations are often carried
out on an international scale. Also, for the first
time a single agency would be responsible for and
interested in the growth, development and effi-
ciency of the whole Canadian securities industry.
In this connection, the federal body might be
made responsible for collecting data on the in-
dustry’s general financial and-inventory position
and on the extent of activity in the secondary
market for bonds and 'in the over-the-counter
market for stocks as well as other industry statis-:




tics- useful to the public, monetary authorities and
the industry itself. In brief, we believe establish-
ment of a federal regulatory body working in
co-operation with provincial administrations
could lead to higher standards, both in the in-
dustry and in the securities commissions, to better
enforcement of the laws, to improved investor in-
formation, and to a reduction in duplication.

The principal arguments against a federal reg-
ulatory body are that it might become unduly
bureaucratic and costly and that most security
regulation problems are only of local or regional
significance and best dealt with at the provincial
level. However, the industry itself agreed that a
single federal agency would be preferable to ten
provincial agencies, and there is no inherent
reason for believing that a federal agency would
lead to costly delays, especially if sufficient lat-
itude were given to its regional officials. As to the
second argument, it seems to us that the ex-
perience of the S.E.C. and the fact that the Cana-
dian securities administrators have recently found
it necessary to increase the frequency of their
meetings and tighten their co-operation indicate
that a great many problems are more than local.
Moreover, speculative capital raised in one prov-
ince is often spent in another, and we would not
consider, for example, that the raising of funds
for oil exploration is a matter of interest only
to the oil-producing provinces, nor that securities
abuses in one jurisdiction are of no concern to
the others. We are thus led to the conclusion that,
despite the improvements which have taken place
in provincial co-operation and despite the devo-
tion, reasonableness and unstinting efforts of
some of the securities administrators, the job
which remains to be done is likely to be ac-
complished most effectively if a federal agency
takes the lead in setting high and uniform na-
tional standards.

We recognize the danger that a federal body
might take the image of the S.E.C. which, despite
its undoubted usefulness, exercises a highly de-
tailed and comprehensive control over trading in
securities in the United States. Indeed, its staff

numbers well over 1,000 and it has annual ap-
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propriations of about $11 million, only a little
over 30% of which is covered by fees col-
lected.?s However, the S.E.C. was born in the
midst of a-depression marked by collapsing secur-
ities markets in which there had been widespread
trading abuses and fraudulent practices. The pres-
ent Canadian situation is sufficiently different
that comparisons are not likely to be fruitful.
We hope, therefore, that a Canadian federal
agency, supported by the existing self-regulatory
associations, would be able to avoid some of the
excesses of detail and delay that have been
experienced by the S.E.C., particularly in the
area of prospectus registrations.

IMPROVING INVESTOR PROTECTION

We have already discussed a number of inad-
equacies in the existing securities or companies
legislation and administration, detailed remedies
for which have been discussed by interested par-
ties and outside observers in Canada and other
countries. It is not our intention to review all
these arguments fully here, but we would like to
set out briefly the main areas which seem to us
to call for improvement. :

(i) Disclosure and Related Matters

Standards of disclosure in this country are still
generally inadequate. Even in the case of pros-
pectus requirements, where the greatest improve-
ments have taken place, more information should
be required on the salaries of executives and
material contracts affecting the business, on the
names of beneficial owners of 10% or more of
the voting stock and how much they own, and on
details of executive stock options, bonuses and
pension plans. Most important, the financial state-
ments accompanying the prospectus should be
in the form normally required by good auditing
standards and should contain sales figures. Cana-
dian prospectuses would also be more compre-
hensible if they were prepared in the narrative
style of United States prospectuses rather than in

= Established by the Securities Exchange Act of 1934 to
admuuster that Act and the Securities Act of 1933, it now
administers in whole or part a total of seven acts.
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a legalistic manner in which the statutory in-
formation is presented point by point in a way
which often deters the reader.

The enforcement of “full, true, and plain”
disclosure ends in Canada with the securities acts:
as representatives of the Chamber of Commerce
and the investment industry told us, the provi-
sions of the companies acts are neither so exact-
ing nor so well enforced. In our view, companies
should be required under these acts to provide
annually prompt and comprehensive information
containing sales figures, comparative data going
back several years, and information about long-
term lease payments and contingent liabilities
such as obligations to unfunded pension plans.?®
Accounts of subsidiaries-should be consolidated,
and wherever there are securities of a subsidiary
in the hands of the public, a balance sheet and
profit and loss statement for the subsidiary should
be published. Moreover, corporate financial data
should be available, not necessarily in audited
form, more frequently than once a year. While
we are not prepared to recommend the legal re-
quirement of quarterly reports at this time, such
a step may well be necessary to arrive at stand-
ards of disclosure already practised in the
United States and essential to the development
of an informed investing public. These are mat-
ters in which the proposed federal agency could
play an important and constructive role.

We believe that more stringent disclosure laws
are essential if the stock exchanges are to be
successful in their campaign to achieve more
extensive and frequent corporate reporting in
Canada. While the situation is improving, the
attitude of too many corporations is that the
intelligent and informed investor is a nuisance
rather than a partner in the enterprise and that,
if necessary, listing on the stock exchanges could
be sacrificed rather than provide the full dis-
closure found in the United States. Given this
attitude, and the fears that interim or sales in-
formation will be of benefit and interest only to

2% We also récommend that where capital cost allowances
claimed for tax purposes exceed those recorded in the share-
holders’ accounts, the amount of the difference should be
stated, both annually and cumulatively.

a company’s competitors, some legal sanction is
necessary. That full financial disclosure is not
harmful or misleading is shown by the fact that
virtually all listed companies in New York pro-
vide their shareholders with sales and quarterly
financial statements and that the 25% of Cana-
dian companies which do so have had a favour-
able experience with the practice. Quite inde-
pendently of stricter company laws, we think the
stock exchanges should be more insistent on re-
quiring high standards—we cannot believe that
all companies whose disclosure practices are
inadequate would be prepared calmly to con-
template delisting of their shares. In this connec-
tion, the Toronto Stock Exchange’s provisions
relating to the disclosure of material changes in
a company’s affairs could usefully be broadened
to require more companies to inform their share-
holders of such changes. Nevertheless, the require-

‘ments of company laws should be actively

enforced and their administrators should work
closely with the securities commissions and
investment community to ensure full and contin-
uous disclosure, to protect the rights of share-
holders and to provide shareholders with sufficient
information about their rights to enable them
to protect themselves. Indeed, it may be found
convenient to have the securities agencies act
as the enforcement authority.

Requirements to disclose corporate “insider”
trading are also extremely weak in Canada. The
director or officer of a company is in an advan-
tageous position to use special knowledge of the
company’s affairs for his own benefit, often to the
disadvantage of the shareholders at large, yet
the. Ontario Corporations Act provides for the
disclosure of directors’ trading at an annual meet-
ing only upon the request of a shareholder or
shareholders representing at least one per cent of
the issued capital of the company. This right ap-
pears to be little known, is seldom used, and its
force is much impaired by the restriction that it
can be exercised only once annually. The federal
companies act goes further, requiring every direc-
tor to “furnish annually to the secretary for the
information of the shareholders” details of his
transactions in the company’s shares over the




past twelve months. The phrase “for the informa-
tion of shareholders” has been interpreted to
mean that the information will be available only
if requested. This law also prohibits directors
from speculating in their companies’ shares and
provides a penalty for such speculation, which is
not, however, defined. In the United States, in-
siders 27 are required to report monthly on trans-
actions in their companies’ stock, and these reports
are made public; their trading profits from the sale
of shares held for less than six months are re-
coverable by the company; and they are prohibited
from selling the stock short. Moreover, a recent
S.E.C. report to Congress recommends the exten-
sion of these policies to companies whose shares
trade on the over-the-counter market.?8

The Canadian shareholder is relatively exposed
to insider abuse. We recommend therefore the
adoption of disclosure requirements similar to
those now in effect in the United States but ex-
tended to all public companies. These require-
ments might be included in the securities acts and
administered by the securities commissions, al-
though the stock exchanges should take an inde-
pendent lead in this matter.?® A similar tightening
up in the enforcement of stock exchange and se-
curities act provisions with respect to the dis-
semination of insider tips and rumours could
well be carried out. Finally, the law should pro-
vide for fuller disclosure of how funds raised for
natural resource exploration and development
have actually been spent and should provide for
express shareholder approval of all contracts with
“insiders” or their agents.

% Directors, officers, and beneficial owners of more than
10% of any class of any equity security of companies listed
on an exchange,

= Special Study of Securities Markets, op. cit.

2 The recent report of the Jenkins Committee in the United
‘Kingdom goes further, recommending that directors should
be required to notify the company of any of their transactions
in the company's shares within seven days of the transaction,
the information to be registered and made available to the
public; and that a director who in any transaction relating to
the securities of his company or any other company of the
same group makes use of confidential information that might
be expected materially to affect the value of the securities

should be liable to compensate a person who suffers from his -

action.
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Another and closely related problem on which
we believe some legislation is necessary is that
of take-over bids. New management or amalga-
mation can play an important role in improving the
efficiency of Canadian corporations, but if brought
about by take-overs there can be undesirable side
effects if shareholders are not given the time or
information necessary to judge the proposal on
its merits. The directors of the company receiving
the offer have a duty to protect the rights of all
their shareholders in such circumstances, and par-
ticularly must be responsible to ensure that in-
siders do not take advantage of their special
knowledge. We recommend therefore, that the
companies acts be amended to give statutory
effect to these responsibilities along the following
lines: 80

1. Secrecy should be maintained during the

negotiations.

2. There should be no trading by a prospective

bidder or by directors or their associates while

negotiations are taking place.

3. Shareholders should be informed immedi-

ately an agreement has been reached.

4. The directors should satisfy themselves that
the bidder can complete the transaction.

5. The directors should make a recommenda-
~ tion to the shareholders and indicate whether
they propose to accept the offer.

6. Directors should ensure that all the share-
holders are given a reasonable opportunity to
consider the offer and that, if less than all shares
proffered are accepted, shares are purchased pro
rata from all shareholders meeting the offer’s
conditions.

7. The name of the buyer should be disclosed
together with sufficient information about the
future prospects of their own and the combined
companies (if the offer is not for cash) to
enable the shareholder to make a rational
decision. This would include information not

# These recommendations owe much to the voluntary Code
of Procedure on Take-Over Bids, drafted in May 1963 by
the Trust Companies Association of Canada, the I.D.A., and
the Toronto, Montreal, Vancouver and Canadian Stock
Exchanges.
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only about the buyer but about any material
change in the company since the last report to
shareholders. It should also disclose any special
management payments or pensions to be made
to directors or officers of the company receiving
the offer.

8. The conditions on which the offer becomes
binding on the bidder or the conditions on
which the bidder has the option of declaring it
binding should be stated. If the offer is for all
the shares the bidder should also state whether
‘he intends to use Section 128 of the Companies
Act (Canada) or one of the corresponding
provisions of the provincial acts, where possible,
to acquire minority shares.

9. If a commission is being paid in connection
with the solicitation of acceptances, its amount
should be disclosed.?!

Another area where Canadian corporations,
including mutualized insurance companies, are
not required to fulfil their normal obligations to
shareholders is in the solicitation of proxies. It
was pointed out to us that notification of a share-
holders’ meeting in Canada all too often is con-
fined to a brief and very general agenda and a
request for a proxy signed in favour of the man-
agement.3? Generally, no provision is made to
allow the shareholder to direct the voting of his
shares, either for directors or on particular issues,
no space is provided for him to appoint any other
person as his proxy, and no information is
provided to enable him to form judgments about
the matters on the agenda. As a consequence,
investors are discouraged from taking a respon-
sible and intelligent interest in their company.

We strongly urge, therefore, that both the
stock exchanges and the securities commissions
require that proxy material be expanded to include
information on the qualifications and financial
interests in the company of persons standing for
election as directors, including any changes in

™ A discussion and detailed proposals for the regulation of
take-overs can be found also in Notes on Amalgamation of
‘British Business, prepared by the Executive Committee of the
Issuing Houses Association, and the Jenkins Committee Re-
‘port, London, HM.S5.0. Cmnd. 1749.

3 Submission of the Security Analysts’ Association of
Toronto. .

their holdings of the company’s shares in the
previous twelve months. It should also set out
the details of important measures to be proposed
at the meeting in a full and objective manner.
Finally, the proxy form should give the share-
holder an opportunity to direct his votes. These
provisions are all required of stocks listed in
New York and their application in Canada could
help to develop a more active and informed body
of shareholders.

(ii) Other Needed Measures

One of the more glaring deficiencies of securi-
ties legislation which has become evident in
recent years relates to the solicitation of short-
term capital from the public by smaller financial
institutions, usually dealing in mortgages or
instalment receivables but sometimes in business
lending as well. Many provincial securities acts
exempt from registration all negotiable promis-
sory notes or commercial paper maturing not
more than a year from the date of issue. More-
over, some of these institutions solicit deposits,
often offering high rates on these and other short-
term liabilities (hence their sobriquet “the eight
per centers”). While federal companies legisla-
tion prohibits companies chartered under it from
engaging in the business of banking, banking
has not been given a legal definition; similarly, the
comparable Ontario and Quebec laws, as well as
those of four other provinces,’ have nothing to
say about the acceptance of deposits or banking.
The first step towards stemming abuses by these
unregulated companies is obviously to withdraw
securities act exemptions from those companies
soliciting short-term liabilities in the form of
notes from the general public, and at least
four provinces®* have recently taken the neces-
sary action. These commissions, with their broad
discretionary powers, are thus in a position to
demand that such companies seeking registration
maintain a reasonable level of capital to assets
and of liquid assets to total liabilities and that full
disclosure be made to purchasers of their liabili-

3 Prince Edward Island, Nova Scotia, New Brunswick and
Manitoba.

3 Ontario, Manitoba, Saskatchewan and British Columbia.’




ties. Other provinces might well follow this lead.
Ontario has also recently passed legislation pro-
viding for the regulation by the securities com-
mission of companies accepting deposits, other
than those already supervised. The securities com-
mission must approve all advertising for deposits,
receive quarterly reports from those accepting
deposits, and has the right to inspect their books
at any reasonable time. The act sets out high
liquidity requirements related to the size of the
deposit liability. We shall have more to say in
succeeding chapters about the regulation of those
who engage in the business of banking.

While we did not regard it as within our terms
of reference to make a thorough study of the many
facets of possible fraudulent or misleading securi-
ties activity and are thus not prepared to pre-
scribe in detail on this subject, we did find evi-
dence of some weaknesses in the regulatory
framework. One of the principal deficiencies re-
lates to the supervision of securities salesmen
dealing with the public who are, with certain ex-
ceptions, registered with the securities adminis-
trations but who are not closely regulated by
them. Indeed, almost anyone without  a criminal
record has been able to obtain registration and
some fringe opetrators have gained entry to the
business. Many mutual fund salesmen have had
no experience in the securities industry, are work-
ing part time only, and are poorly-trained; more-
over, the high rate of turnover of these sales-
men has provided a chronic problem for the hard
pressed securities administrators. One commis-
sion reported to us that the doubling of sales-
men’s registrations in the two years ending in
1961 was due almost entirely to the heavy influx
of mutual fund salesmen.®® During this period
the sales agencies of mutual funds had no self-
regulating organization. While the self-regulating
associations should be required to establish high
standards for the enlistment, training and super-
vision of their sales forces, and we hope the new
mutual funds association will do so, there will
still be gaps to be filled and overall supervision

to be carried out by the securities commissions. -

% In Quebec registrations grew from 1890 in 1959 to 3757
in 1961. .
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These ‘bodies will require more adequate staffs
to do these jobs properly.
. Some of the provincial securities laws, most
notably that in Ontario, do not require registra-
tion of salesmen selling only exempt securities
(mainly government issues) presumably on' the
principle that the quality of the product ensures
the quality of the salesmen or at least minimizes
the damage he can do. The validity of the prin-
ciple is not obvious, and at least one known case
of fraud has occurred in these circumstances.
While Section 19 (3) of the Ontario legislation
does provide for the removal of the registration
exemption where the person or company has
been guilty of acts or conduct not permitted to
a registrant, this does not alter our view that
the investor would be more adequately protected
if all salesmen were registered. We recognize that
this would necessitate a change in the Ontario
requirement that salesmen must be full-time em-
ployees in the securities industry. Many exempt
issues are in fact now efficiently distributed in rural
areas by the use of part-time, exempt salesmen
but this advantage would not be lost if registra-
tion were specifically provided for such salesmen.

Selling techniques, particularly the exposure of
the public to high-pressure telephone selling by
fringe operators, has in the past given the invest-
ment industry a bad name. Section 53 of the
Ontario Act and similar sections in other provin-
cial laws prohibit salesmen from calling at or
telephoning to a residence except when the per-
son being called is a close personal friend, busi-
ness associate or a customer with whom the
dealer or ‘broker—or more usually the broker-
dealer—has been in the habit of trading. Such
calls are also allowed if a customer has requested
information on that specific security in writing.
We wish to support the continued need for such
legislation, including that aimed at mutual fund
salesmen, to prevent the harassment of the pub-
lic. We would, however, urge the commissions
to publish policy statements setting out how they
would interpret in practice such phrases as “in
the habit of trading”. :

We have already discussed the need for
the stock exchanges to tighten up listing and de-
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listing standards to protect both the public and
the industry’s own reputation. If virtually defunct
companies, described as “company shells”, re-
main listed on an exchange, they provide an op-
portunity for an unlisted speculative company to
obtain a listing by merger or acquisition. The lat-
ter then issue shares without needing to meet the
registration and disclosure requirements of the
securities commissions and, sometimes, despite
the filing statement requirement, the exchange’s
own listing standards. The worst abuses may be
eliminated by our earlier recommendations that
primary distribution through the exchanges be
discontinued and that full registration for all new
issues of shares be required. We strongly urge,
nonetheless, that the stock exchanges require all
listed companies to maintain current listing stand-
ards of the exchange or be de-listed, and that all
listings be reviewed periodically to ensure that
these standards are being maintained. Where an
unlisted company merges with a listed company
the new company should without exception be
required to file a listing statement and meet the
listing requirements of the exchange. If it fails
to do so within a short period of time, it should
be de-listed. Rules for the control of mergers have
been established by the New York Stock Ex-
change and these might well be considered by the
Canadian exchanges.

Little is known about the extent of market
manipulation in Canada and we have not tried
to undertake the sweeping and highly-detailed
enquiry which would be required to establish the
facts, although we have the impression that such
activities are carried out by only a small minority
of securities dealers. The Criminal Code provides
for criminal liability arising from fraud (Section
323), false advertising (Section 306), wash sales
KSection 325), bucket shop operations (Section
326), and sales of shares held for customers
(Section 327).2% The securities acts and the

. 8'Wash sales are orders to buy and sell placed with the
intention of creating a misleading impression of public activity
and interest in a security or to establish misleading market
prices; bucket shop operations are-those in which an agree-
ment to buy or sell shares is entered into without the bona
fide intention of executing the order or of making or receiving
delivery.

by-laws of the Toronto Stock Exchange cover
much the same ground. However, only one con-
viction has been obtained under Section 325 of
the Criminal Code, and in this case the accused
pleaded guilty. One notable case was twice
brought before the courts under this section and
on each occasion the jury failed to reach a deci-
sion. There have been no charges laid under the
relevant by-law of the Toronto Stock Exchange.

The major problems in this area seem to be
inadequate policing, perhaps due to under-staffing
of the securities administrations, and a reluctance
to press charges in view of the difficulty of obtain-
ing convictions under Section 325 of the Criminal
Code which, unlike American legislation, requires
that the “intention to create a false or mislead-
ing appearance of active public trading . . .” be
proven. We believe the relevant provisions of the
Criminal Code ought to be reviewed by the
federal Department of Justice in consultation with
the investment industry and securities administra-
tors with a view to making the legislation stricter
and easier to enforce. As under some provincial
laws, the federal authorities might also be granted
the power, subject to the proper safeguards and
appeal procedures, to freeze the assets of those
suspected of fraudulent oOperations contravening
federal securities legislation when such a step is
necessary to protect the interests of the public.
This provision helped to save some funds for
depositors in a recent case of fraudulent “eight
per-center” activity.

Another area which we commend to the securi-
ties authorities for further consideration is that
of regulations governing escrowed shares. These
shares are paid by a company to a vendor, usually
in exchange for property, although not necessarily
so. Such shares are, in the instance of a new
issue, required to be placed in the custody of a
third party to be released according to the regu-
lations of the securities commission. Their release
is normally scheduled according to the various
stages of the development of the company, in rela-
tion to the sale of treasury shares, or at fixed
time intervals. Since the escrowed shares in most

-cases supplement a cash payment for a property

of unknown value to the company, and since the




vendor might be an “insider” or obtain effective
control through such shares, special care needs
to be taken to prevent abuses.

We have made a number of observations or
recommendations in other chapters which are
relevant to the subject of securities legislation,
particularly in Chapter 10 when we noted the
importance of the trust companies and authori-
ties ensuring that the standards of investor pro-
tection in trust indentures be in no sense lax. We
also made a recommendation in Chapter 16 de-
signed to require disclosure when a chartered
bank is an underwriter—a requirement now apply-
ing to other underwriters. Finally, we noted in
Chapter 13 the possibility of conflicts of interest
in mutual fund investment management and the
problems of “front-end loading”—charging off all
expenses in the early months of a long-term sav-
ings contract entered into with the buyer. Our
view is that the public interest will best be
served by requiring full, true and plain disclosure
of these and other material facts so that the
investor may judge for himself whether each
fund’s practices are sound. At the same time, the
industry should raise its own standards of self-
regulation and the securities administrators should
take steps to ensure that all salesmen are properly
qualified and that improper or fraudulent practices
are prosecuted with vigour and dispatch.

Despite the weaknesses which still exist, we
have been impressed by the improvements which
have taken place in the functioning of the Cana-
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dian stock markets and by the responsible attitude
shown by the great majority of the securities
industry’s members in their attempts to raise
industry standards. We cannot stress enough the
importance of high standards of industry self-
government—relating to skills and competence
as well as to ethics and financial responsibility—
in achieving an informed and increasing body of
Canadian investors willing to supply true venture
capital to finance the nation’s development. We
have made a number of recommendations de-
signed to serve this end and hope that they, and
an expanded industry program of investor educa-
tion, will bear fruit in the years ahead.

At the same time, more stringent disclosure
and securities laws will be needed to support and
encourage these efforts and to ensure that the
broader public interest is protected. We have
suggested establishment of a federal securities
body to work in co-operation with the under-
staffed provincial administrations in bringing
about high and uniform standards of regulation in
a more flexible way than its American counter-
part, and made proposals for improving existing
regulations and standards of enforcement. None
of the weaknesses to which we have pointed will
be new to the industry and the responsible
authorities, but we hope that our attention to
them will speed the process of improving private
and public regulation which is so vital to the
achievement of a satisfactory and soundly allo-
cated fiow of Canadian investment funds.



CHAPTER ﬂ

AN APPROACH TO BANKING LEGISLATION

The changes in banking laws we will now
recommend, like the various legislative and other
recommendations' made in earlier chapters, are
designed to promote continued evolution of the
financial system, to encourage it to be creative
and' competitive, and to ensure that it is sound.
In our view, an appropriate regulatory environ-
ment is one which permits quick and efficient
adaptation of our banking machinery to the
changing needs of borrowers and lenders, while
offering reasonable 'protection against loss or
exploitation to those who deal with the banking
institutions. At the same time, good banking
legislation should also ensure that measures of
monetary policy have an equitable and broadly
predictable effect on the operations of the institu-
tions concerned, and should encourage the
development of effective contacts and consultation
between them and the central bank. Finally, the
framework of banking law should provide for a
fair and acceptable pattern of regulation which
does. mot discriminate among those doing an
essentially similar business.
~ We have explained in earlier. chapters that
no regulatory framework can protect the investor
in financial assets from losses if he is determined
to speculate or if he does not investigate the
financial position or reputation of the institutions
with which he plans to deal. Nor can regulation
guarantee that there will never be incompetent,
negligent, or even dishonest management in the
financial system, unless every transaction were
to be investigated ahead of time and our economic

life brought to a complete halt. Nevertheless, we
believe the case for appropriate regulation of
financial and banking institutions is not now in
dispute: the workings of the financial system .are

“complex and not always understood by its cus-

tomers, and the handling of the public’s funds
for more or less prolonged periods of time opens
possibilities of serious abusé in an unregulated
system. . :

At the same time, we have indicated throughout
the report that an effectively executed and well-
designed system of regulation need not lead to
excessively rigid and detailed procedures which
increase the costs and reduce the efficiency and
flexibility of the financial system. In our view, the
goal of protecting the public against loss can best
be achieved with three basic legislative safe-
guards—adequate disclosure, competent super-
vision, and legal powers giving the authorities
the right to force the correction of unsound or
careless practices and to prosecute those engaged
in fraudulent or criminal activities. Complete
and continuing disclosure of the. affairs of insti-
tutions should enable the public without unreason-
able cost and inconvenience to obtain the
necessary information about the reputation and-
strength of any financial concern, while competent
and frequent self-regulation under the ultimate
supervision and inspection of government is the
best safeguard against an institution becoming
insolvent although-—of course—not a guarantee
that it will not do so. .
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Given these essential features of any regulatory
system, one can take either of two broad
approaches to other features of the legislation.
Under the first, it would in principle be possible to
devise a set of laws defining the markets in which
institutions may operate in such a way that the
needs of the moment are met and there is adequate
competition within and between the various parts
of the capital market. This approach puts limits
on the types of business which may be conducted,
the assets that may be acquired and liabilities that
may be issued by any class of institution, and
may lay down in fairly tight detail the terms
on which even the circumscribed activities may
be carried on. The legislation thus formalizes
a particular pattern of specialization in the finan-
cial system, and involves the risk that in a
changing economic environment the financial sys-
tem will become unduly compartmentalized and
will contain pockets of activity which are
relatively free of vigorous competition. Even if
the legislation is so carefully drawn that such
consequences are avoided for the moment, it is
certain that the community’s needs will change.
Although carefully drawn legislation could be
modified from time to time, change and innova-
tion will be impeded and institutions will be
unable to become more efficient by adding to
their services when they could otherwise do so
at economic rates. In short, the financial system
will not be able to do its job as well as it might.
Moreover, if the terms on which some institutions
are able to compete for funds are restricted by
limits on their borrowing powers or on their
assets and earnings, there is an added danger that
changes in monetary policy will have a differential
impact on their ability to attract funds and to
meet the needs of borrowers who rely particularly
on them.

We have argued earlier that detailed asset
ratios and investment rules do not serve effec-
fively to protect the public which deals with the
institutions. It has also been pointed out that
the Bank Act—the most effective of our regula-
tory laws—is relatively free of such restrictions
and that those in the Quebec Savings Bank Act

have been whittled down over the years. Indeed,
some of the restrictions which remain in the two
acts are contradictory, the one limiting mortgage
investments and permitting business lending and
the other in effect doing the reverse—even though
the liabilities of the two classes of institutions
are in large part identical. This is not to argue
that some guide-lines as to cash, liquidity ar-
rangements and certain types of assets are in-
appropriate—we will have recommendations to
make on this subject later. We are, however,
convinced that excessive use of asset ratios and
investment rules adds little to the protection of
the public and can have serious effects on the
adaptability and competitiveness of the financial
system. We therefore think it unwise to rely
heavily on them.

~ An alternative approach recognizes the spread
of competition and seeks to encourage it. A
broader and less restrictive regulatory framework
which permits each institution to do the sort
of financial business it finds most profitable
does not stand in the way of the system’s com-
petitive evolution. Nor does it replace legislated
specialization with required uniformity. If insti-
tutions find that the flexibility stemming from
smaller size, special skills, and continuous at-
tention to one particular phase of financial ac-
tivity gives them an edge on their more cumber-
some competitors who have elected to follow the
“department store” approach, they are entirely
free to continue to conduct business in this man-
ner. Moreover, if the community’s needs for a
particular type of financial service increase and
it becomes attractive for the institutions to de-
vote more resources to meeting them, they are
all free to do so. Finally, this wider approach
does not mean that the public is less well-pro-
tected. It does mean that much depends on the
sound judgment of management and the gov-
ernment supervisors, particularly in meeting new
developments in financial markets, but if prop-
erly conceived and administered it can provide
sounder and more effective safeguards than a more
detailed and less flexible framework.

Our legislative and other recommendations
might well have been different had we found se-




Tious “gaps” or deficiencies in the financial system
-or major evidence of failure to respond to com-
petitive forces and the changing pressure of
. public demands. Had witnesses argued before us,
for instance, that the facilities for export finance
.or for the provision of credit to consumers or
some types of business were so inadequate that
‘major reform was called for to ensure that the
development of the economy was not hampered
by its financial machinery, our approach might
have been different. Convincing evidence of this
sort, supported by our own studies, might have
led us to recommend sweeping changes in the
structure of the financial system, including the
establishment of new institutions by private inter-
ests or government. We might have been per-
suaded that government should intervene more
directly in financial activities to promote flows
of capital to economic uses being neglected by
the financial system; such intervention might
be carried out by extending government guaran-
tees, introducing subsidy and tax incentive
schemes and by regulating the portfolio poli-
cies of institutions to ensure that particular bor-
rowers had a captive market to which to turn.
The inefficiency and inflexibility of such a system
would impose heavy costs, but if the financial
system were failing to perform its functions ade-
quately, these costs might well be less than those
of failing to take such action.

We have, however, had little evidence of this
sort, and in fact the events of recent years
have shown the Canadian financial system well
able to adapt itself to the changing needs of
the community it serves. We have been impressed
with the extent to which institutions and markets
have responded to new demands within the lim-
its permitted by the laws which govern them,
although no arrangement of the financial system
can solve all our economic problems. The institu-
tions and markets cannot conjure up goods and
services, but can only facilitate their production
and assist in allocating them among the multitude
of competing demands. This being the case, we
cannot expect that all borrowers will obtain the
funds they want at prices they like, and it is there-
fore not surprising that we have heard suggestions
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that the needs of some types of borrower .have

been inadequately met. Well-founded as such

suggestions may be, and they have all received
serious consideration, it is significant that there

were few of them and that they seemed to be

directed not so much at major “gaps” in the
spectrum of financial markets as at adjustments
which might improve existing markets.

We have drawn attention to some of these
problem areas in earlier chapters; for example,
the difficulties which some small and remote mu-
nicipal borrowers appear to encounter in
attracting institutional funds.! However, we attrib-
ute this as much to absence of information on
the borrowers’ status as to biased investment
policies. Similarly, it is undoubtedly true that the
big mortgage institutions invest more freely in
large than in small communities and that mort-
gage borrowers find it easier to obtain conven-
tional mortgage funds in areas in which local

mortgage institutions such as the caisses popu-

laires are well established. This is an instance of
the important role which smaller institutions with
their knowledge of an interest in local situations
can play in a balanced financial system, although
the banks with their highly-developed branch
systems could also play a part if the laws per-
mitted. Despite these shortcomings, the broad
statistical and other evidence supplied to us does
not support the view that the national institutions

follow investment policies which discriminate

between different provinces or regions of the
country, and many of them make conscious efforts
to balance their investments regionally, not least

‘because business considerations dictate that they

do so.

It was also noted that some smaller business
borrowers, in addition to needing somewhat freer
access to medium and long-term finance and
equity funds, would be greatly assisted if lending
institutions were staffed and organized to offer
them business information and management and
financial advice as well as funds. There have

‘been some important recent developments in this

. 11t will be recalled from Chapter 4 that in some regions

these borrowers are able .to attract funds on particularly
favourable terms. - . .
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area of the market, but we hope to see more and
have suggested that the Industrial Development
Bank should put more emphasis on its role of
advising small borrowers and encouraging private
institutions to serve them and rather less on com-
peting actively with private lenders in the field.
" In our discussion of the residential mortgage
market, we made a number of recommendations
designed to free rates in the mortgage market—
or at the very least make them considerably more
flexible—improve the availability of information
to investors and ease the restrictions on institu-
tional lending. This approach should provide a
Jarger and more regular flow of private funds into
mortgages on new properties, permit the federal
government’s gradual withdrawal from direct
mortgage lending to home owners and builders
and bring the financing terms on new and exist-
ing property more closely into line. Taken with
the changes already occurring in this market—
such as the new arrangements under which loans
of up to 80% of the appraised value of existing
houses may be obtained at reasonable rates from
reputable institutions—and our recommenda-
tions about mortgage lending by chartered banks
discussed below, these should result in continu-
ing substantial improvements in mortgage facili-
ties in Canada. )

In Chapter 13, we also put forward a number
of other recommendations affecting the long-term
institutions. These were intended to increase their
investment freedom and flexibility to meet chang-
ing needs, while providing efficient government
supervision. Changes in their valuation procedures
and in the restrictive clauses of the insurance com-
pany legislation, particularly those relating to
equity investment, should contribute to this end.
The present arrangements for supervision of the
insurance industry are satisfactory, but we referred
to the need to ensure that pension funds are in an
actuarially sound condition and that their invest-
ments meet certain broad tests of acceptability.
We also drew attention to inadequacies in the
regulation of mutual funds and welcomed the
recent steps taken by the industry and the secu-
rities administrations in this area.

In some areas of the security markets, the
problem is also to ensure that the freedom en-
joyed in this central part of the financial system
does not invite unsound or unethical practices and
lead to the subsequent imposition of excessively
rigid controls. Thus, we have recommended that
securities regulation be greatly strengthened, that
the federal authorities take the lead in bringing
about inter-governmental co-operation in this im-
portant area and that a greater flow of informa-
tion be provided for the borrowing and investing
public. We drew attention to a number of specific
abuses which should be controlled, but must em-
phasize again that success in combating them and
ensuring the healthy development of stock and
‘bond markets hinges no less on alert self-regula-
tion than on sound supervision by well-staffed
‘government agencies and adequate public informa-
tion and disclosure. These measures, and the
broader investment powers recommended for
financial institutions, should also help to ensure
that inadequacies in the financial system do not
inhibit Canadians from investing in Canadian in-
‘dustry, although the heavy inflows of capital from
abroad in much of the postwar period have
resulted primarily from other causes.

Thus while the financial system has developed
and changed enormously, there are a number of
areas in which it functions imperfectly. In some
instances lack of information or knowledge is
responsible, in some cases institutional or investor
attitudes have been slow to change or insufficiently
venturesome, and in still others legislation and
supervision have been inadequate. However, the
most important source of these defects has been
legislative rigidities such as those which prevent
the institutions from adequately serving the con-
ventional mortgage market or which inhibit the
purchase of equities by life companies.

We turn now to the financial institutions which
deal mainly in short and medium-term claims.
Within the limits allowed by the legislation, the
institutions concerned—the chartered and savings
banks, trust and mortgage loan companies, sales
finance and small loan companies, credit unions
and caisses populaires as well as other institutions




not so easily classified—have diversified their
activities and developed new lines of business. In
the - process, they have come into increasingly
close competition with each other and the long-
term institutions. Thus in the mortgage market,
the chartered banks became an important lender
for five years or so after their legislation was
changed in 1954. Similarly, the savings banks
entered the conventional and N.H.A. mortgage
markets following amendment of their legislation
in 1948 and 1954, the caisses populaires have
become a substantial force in the mortgage
market, and more recently some sales finance
companies have found it profitable to establish
mortgage departments or subsidiaries. These new
lenders have at times offered strong competition
to the life insurance, trust and loan companies
which were formerly the only institutional lenders
in this market.

In another lending market, the chartered banks
have since 1957 so expanded their personal loan
business that they are now the largest participants
in a market which the sales finance companies
had pioneered. At the same time, credit unions
and—to a lesser extent—caisses populaires have
catered increasingly to their members’ personal
financing needs, competing with the finance com-
panies and small loan companies which specialize
in cash lending. Because of the inroads of this
competition, the finance companies have dramat-
ically expanded their business lending, mainly
in medium-term finance where the banks by tra-
dition or as a result of restrictions were not very
active. The banks are still the main source of
short-term business finance but they have felt the
impact of the growing commercial paper market
on their lending to large borrowers, including
loans to the sales finance companies themselves.

The institutions have also moved more aggres-
sively into each other’s borrowing markets. Trust
and loan companies, credit unions and caisses
populaires have all expanded their deposit bor-
rowing, offering services basically no different
from those of the chartered and savings banks.
In addition to providing chequable and demand
deposit facilities, the trust and loan companies
compete for term accounts by offering attractive
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interest rates: the banks in turn have responded
to this pressure and to that coming from .the
availability of finance company and commercial
paper by raising the rates paid on certain of their
notice deposits.

These examples of recent developments reflect
a vigorous state of competition which has im-
proved the efficiency of the financial system and
provided better returns and lower costs of financial
services to the community. At the same time,
it should be recognized that this has given rise
to problems of inadequate regulation and super-
vision of some of the deposit-taking institutions.
Moreover, the banks have not always competed
sharply on a rate basis and they and other insti-
tutions have sometimes not developed new bor-
rowing and lending instruments as rapidly as
might be desired. In part, as, we argued in
Chapter 7, this reflects the legal limitations under
which the banks are placed in competing for
funds because of the existence of the 6% ceiling
and the prohibition on investing in conventional
mortgages with their relatively high yields. In
addition, the market in business term lending,
especially to smaller businesses, has been inhibited
by these factors as well as by the prohibitions on
certain types of business lending applying to other
institutions dealing in short-term claims. More-
over, as already suggested, the mortgage market
has been significantly affected by the banks’
inability to lend.

We would not want to overstate the 1mpact of
the legislation in restricting the services provided
by the financial system or in lessening competition
in some areas of the markets, but it is nevertheless
clear that the legislation has had this effect.
Indeed, the impact would have been more serious
if the banking legislation had been differently
interpreted, with the “near-banks” being prevented
from soliciting deposits and the banks being
prevented both from making personal loans at
effective charges of over 6% and from investing
in enterprises which make business and mortgage
loans at higher rates. The increasing overlapping
of functions between the short-term institutions,
and the extra competition which it has brought,
is a healthy and logical evolution, but it is neces-
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sary to revise the legislation designed for an
earlier stage in the history of the institutions con-
cerned if it is to be in tune with the facts of
market development and the needs of the
country. The banks and the so-called ‘“near-
banks” now carry on essentially similar business.
However, they do so -under a variety of widely
differing federal and provincial laws which in-
hibit desirable competition in some respects and
prevent the institutions from serving the public
as well as they might.

It is worth briefly recapitulating here the pres-
ent legal and regulatory position in Canada.
Section 91 of the British North America Act
gives the federal government exclusive power to
regulate currency and coinage; banking, incorpo-
ration of banks and the issue of paper money;
savings banks; bills of exchange and promissory
notes; interest; and legal tender. However, there
is no definition of banking there or in any other
Act, governments having neatly sidestepped the
issue by “defining” banks as those institutions
listed in Schedule A of the Bank Act and by
naming the two savings banks in their legislation.
The Inspector General of Banks told us of many
legal cases involving the terms “bank” or “bank-
ing”, but they also fail to provide any precise
answer. As far as we have been able to determine,
Canada is not alone, for we have not come across
an exact definition of banking in the statutes of
any country: in view of the difficulties of a nar-
rower definition, some have legislation governing
all “credit institutions”, including banks.

The basic regulatory pattern in Canada can be
traced back almost 100 years to the time when
the provincial governments first enacted legislation
governing the deposit-taking and related activi-
ties of loan and trust companies. The result of
the federal government’s acceptance of such pro-
vincial legislation—partly perhaps from a view
that banking was confined to institutions with
note-issuing powers—has been the emergence of
a mixed and sometimes confused pattern of regu-
lation. The federal government supervises the
banks and savings banks listed in its legislation,
some trust and loan companies, and certain
activities of the small loan companies. Provinces

regulate the other trust and loan companies and
all credit unions and caisses populaires other than
the recently established national central society
(although the caisses tried in the early part of
this century to persuade the federal government
to extend its regulation to them). Moreover, some
financial institutions are only governed by the
general provisions of company law, as for example
the sales finance and miscellaneous deposit com-
panies. As a result of this rather haphazard
approach there are illogical differences in legisla-
tion which prevent some institutions from
contributing as they might to an efficient financial
system and which lead to unevenness and inade-
quacies in the regulation and supervision of
institutions now dealing with a large segment of
the public.

IMPROVING THE FRAMEWORK OF
BANKING LEGISLATION

Banking can be either a broad term or a narrow
one. On some definitions it would embrace virtu-
ally all institutions other than the collectors of
long-term savings, while on others it would be
restricted to those issuing chequable deposit lia-
bilities. However, the essential fact is that the
borrowing and lending activities of those institu-
tions which we in Canada happen by tradition to
call banks and those of other institutions which
we happen to call by other names have become
very similar, and in some respects indistinguish-
able. Any distinction between the different institu-
tions dealing in short-term claims is bound to be
somewhat arbitrary, but the legislation must be
drawn to reflect the basic reality that many of the
activities of these institutions, whatever their
names, overlap as they compete for funds and
lending business. An efficient banking system, alert
to the needs of all classes of borrower and saver
and adjusting rapidly to changes in their require-
ments, will contain a variety of basically similar
institutions, some dealing in a fairly broad range
of markets and others specializing more narrowly.
There must be sufficient competition among these
institutions that borrowers and savers have alter-
natives open to them, but we have argued that




this will best be achievéd under a system which
applies equitably to all and enforces a minimum
of legislated specialization.

The chartered banking legislation is in most
respects soundly conceived, but it now applies to
too narrow a group of institutions and contains
a few restrictions which do not effectively con-
tribute to the protection of the public and hinder
the provision of needed financial services to the
community. With these exceptions, however, we
agree with its underlying philosophy. We therefore
recommend that its system of inspection and
supervision be extended to a broader group of
institutions now doing essentially a banking busi-
ness, some of them without adequate public
safeguards. At the same time, we believe the
legislation should leave the banking institutions
free to borrow and lend as market forces and their
own skills and preferences dictate, subject only
to the requirements necessary to ensure the pro-
tection of the public and the efficient operation of
- financial policy. The following two sections dis-
cuss the extension of basically uniform banking
legislation to a larger group of institutions, and
the consequences of removing some of the main
restrictions on their business, following which a
third section discusses some of the legislative
changes necessary to ensure that the banking sys-
tem remains truly competitive.

(i) More Comprehensive Federal Banking
Regulation

The difficult and technical question of defin-
ing banking, and of drawing the inevitably arbi-
trary dividing line between banking institutions
and others, will be discussed in detail in the
following chapter. However, our view is that it
should be less arbitrary than the present legisla-
tion, which applies only to ten named institutions,
and should encompass all financial institutions
issuing demand liabilities, transferable and short-
term deposits, and other short-term banking
claims (subject to limited exceptions to be speci-
fied later). It would thus include the present
chartered and savings banks, many trust and loan
companies, some other deposit-taking institutions
and such sales finance companies as issue banking
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claims not exempted by the legislation. It would
also include the caisses populaires and credit
unions, but we propose that it apply only to the
central societies for the reasons set forth in
Chapter 9.

We have concluded that federal regulation and
supervision should apply to all institutions deemed
to be banking institutions, and that all institutions
not chartered or licensed by the authorities should
not be permitted to engage in banking activities.
Provincially-incorporated companies  desiring
banking powers would thus have two alternatives
open to them-—to apply to the federal parliament
for a charter or to apply to the federal authorities
for a licence to operate as banks; the latter pro-
cedure is used, for example, by provincially-incor-
porated money-lenders to which the Small Loans
Act now applies. Some initial distinctions might
be made between the powers of the present
chartered and savings banks and other federally-
incorporated banks on the one hand and other
banking institutions on the other hand. These,
however, may well turn out to be transitional, and
for the most part both groups of institution would
be free to carry on the same range of business and
be subject to the same regulation.

An alternative approach would be to make
federal regulation voluntary while offering in-
ducements to institutions to submit themselves.
Unfortunately, however, those few institutions
which are now virtually unregulated are precisely
the ones which are likely to remain outside the
regulatory framework. In fact, the inducements of
coming under good regulation and of using the
name “bank” are probably not strong enough
to lead all banking institutions to accept federal
charters or licences. Many such institutions are
already free to undertake most phases of banking
business, in addition to some business from which
the banks are excluded. They do not feel the need
of central bank borrowing privileges because the
chartered banks have served them effectively as
lenders of last resort; they are unlikely to be
attracted by the offer of a federal deposit insurance
scheme because most of them believe they do not
need it, while those for whom it might in fact
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be desirable are quite likely to have their own
reasons for refusing it and the regulation it would
entail; improved or cheaper clearing arrangements
for their deposit accounts might tempt some insti-
tutions, but most would no doubt continue to be
able to come to terms with chartered banks for
this service. Finally, the federal legislation might
offer trust, loan and other companies a means
of broadening their lending and borrowing powers,
but the provinces could extend any powers not
specifically declared to be subject solely to the
federal authority. Thus while there is some at-
traction in a voluntary approach it is not likely
to improve the present unsatisfactory state of
affairs.

- Another possibility would be to give the federal
authorities standby power to bring the broader
group of short-term institutions under regulation
at a later date. However, we can see no merit in
leaving some banking institutions outside a uni-
form regulatory framework because the public has
thus far suffered only occasional losses. Moreover,
the uncertainty which would be created by such
an approach might have undesirable side effects
and tempt some institutions to disguise their activ-
ities in order to avoid regulation. Thus, we con-
clude that federal regulation should be compulsory
for all private institutions doing a banking business
and that other institutions should be prohibited
unequivocally from operating as banks, that is
from accepting funds from the public in demand
form or short-term accounts.

Federal legislation and supervision need not,
indeed should not, be burdensome. The next chap-
ter will discuss our view of the nature of this legis-
lation, and such matters as the need for capital,
cash and liquid asset ratios and their role in ensur-
ing that the banking institutions are soundly run
and suitably responsive to monetary measures. Our
concern here, however, is with the broader invest-
ment philosophy of the banking legislation. The
imposition of numerous balance sheet ratios
achieves little in the way of protecting the public:
ratios drawn broadly enough to allow investment
flexibility may be almost meaningless, and those
drawn narrowly may impair both competition

and service to the public. The present chartered
banking legislation has functioned well without
them, while those applying to other institutions
like the Quebec Savings Banks and trust and loan
companies have had to be gradually whittled down
as they became burdensome. We therefore see
little advantage in building them into the legisla-
tive framework—indeed there might be serious
disadvantages in doing so.

(ii) Interest Ceilings and Mortgage and Other
Lending Prohibitions

The prohibition on conventional mortgage lend-
ing by chartered banks and the interest rate ceiling
are the most serious barriers to free market forces
in the present chartered banking legislation, while
the restrictions on ordinary commercial and per-
sonal lending by trust and loan companies are the
most significant restrictions imposed on other
deposit-taking institutions: restrictions on business
lending applying to caisses populaires and credit
unions are of less importance in view of the unique
demands of their members for financial services.
We have already pointed out that there is no
reason why the investment of a reasonable share of
a bank’s funds in mortgages should endanger its
position and the safety of depositors’ funds. At the
same time, the entry of the chartered banks into
conventional residential lending would do much
to improve this part of the capital market: access
to mortgage security would enable the banks to
improve their service to business borrowers, par-
ticularly smaller enterprises. These are welghty
arguments for removal of the prohibition.

. The 6% interest rate ceiling introduces unde-
sirable rigidity in the financial system and hampers
and distorts the working of markets. It also has
arbitrary effects on the institutions’ competition for
business and on their ability to serve the com-
munity well which were not contemplated when the
ceiling was originally introduced and subsequently
amended. We recommend that it be removed re-
gardless of other changes in the legislation. The
ceiling stands in the way of flexible lending by the
banks in that it frequently prevents them from
making loans on which higher rates must be
charged to cover administrative costs and risks.




‘QObviously, th1s is to the banks’ disadvantage; more
importantly, however, it discriminates against bor-
rowers such as small businesses which, if they are
to obtain funds at all, must turn to other lenders
which charge rates well above those the banks
would ask if free to do so. As already noted, the
banks have only been able to compete in the per-
sonal instalment loan market—in which they have
substantially improved the facilities and lowered
the average cost of funds—because the authorities
have accepted what some might argue is a breach
of the spirit of the 6% law. This, however, is not
an argument for forcing the banks out of this busi-
ness, but is instead one for amending an outdated
law.

The distorting effects of the 6% ceiling have
been most acute in periods of credit restraint
when the banks have been prevented from raising
‘their’ rates on loans and deposits in line with
market forces. At such times they cannot compete
equally for funds and thus have no choice but
to resort to arbitrary rationing procedures in
their lending. The problem is further complicated
by the fact that borrowers tend to press in on
the banks because their lending rates remain arti-
ficially attractive while others rise. We do not
wish to suggest that interest rate freedom would
remove the need for some non-price rationing of
credit demands—in fact other institutions which
‘are free to adjust their rates also select their
‘investments partly on other grounds—but a free
‘rate structure would contribute to a more rational
response to changing market forces.?

". There are three possible grounds for maintain-
‘ing an interest rate ceiling on banking institutions
—that it enhances control of the system by the
‘monetary authorities, that it shelters other insti-
tutlons from undesirable competition and that it

® Interest rate ceilings on deposits, such as are found in
some jurisdictions outside Canada, would also limit the
ability of the institutions concerned to compete for funds
and allow the unregulated institutions to improve their posi-
tion in the market. They would lead to still further distor-
tions and would play little if any role in ensuring the
soundness of the banks. Interestingly, when the interest
maximum applying to U.S. time deposns was recently raised,
the result was to bring about a fall in mortgage and long-
‘term interest rates because the institutions were able to
_attract more funds and employed t.hem actlvely in those
markets.
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protects small and inexperienced borrowers
against exploitation. As we indicated, the ceiling
will lead to severe bank rationing of credit if
the authorities push market rates above it, but
it is doubtful if it is a very useful aid in curbing
credit flows and spending. Its main effect is to
encourage credit to flow through channels less
directly under the influence of the authorities.

‘Moreover, its impact on those with no sources

of credit but the banks is blunted by official urg-
ing to ration credit to these borrowers less
severely than to those with alternative sources of
funds. We will discuss the techniques of monetary
control more fully in Chapter 22, but it can be
said here that the imposition of interest rate
ceilings is an uncertain and inequitable mecha-
nism for controlling credit conditions and that
there are more suitable ways of curbing bank
lending directly if this should prove necessary.
None of the major competing institutions
opposed the removal of the 6% ceiling on
grounds that it would unduly injure their com-

petitive position; most, in fact, explicitly recom-
‘mended its removal on grounds of equity. Even

if they had argued otherwise, we would not have

been inclined to feel that the public interest would

be served by sheltering higher-cost lenders from
effective competition. Removal of the 6% ceiling
would clearly extend competition and over time
lead to substantial and desirable changes in
banks’ lending policies. However, the changes
are unlikely to be abrupt or startling, although
there would almost certainly be a comparatively
rapid “fanning out” of lending rates, with well-

.secured short-term loans being made at low rates
—perhaps lower than at present to meet the
‘money market competition. On the other hand,
‘riskier loans for longer terms would carry rates
:above 6%, but below those now charged by some

lenders. When market rates are high, banks

“would undoubtedly raise their own lending charges

but the force of competition and the higher

‘deposit rates necessary to attract funds would
“temper the tendency for bank earnings to rise and

thus limit the amount of additional business they

“are able to obtain.
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In our view, there is more merit in the argu-
ment that the uninformed borrower should be
protected against the possibility of exploitation
by being charged rates which are out of line with
the costs and risks involved. At the same time,
the imposition of unduly low ceilings only re-
sults in the discouragement of credit flows and
drives these borrowers to unregulated and often
extremely high-cost lenders. Since the present
legislation on personal loan rates is in some re-
spects inadequate, we believe that all cash lenders,
not just the licensed small loan companies and
money lenders, should be subject to regulations
which. prevent the charging of excessively high
rates but still enable them to earn a reasonable
profit. The banks, like other lenders, should be
subject to such regulation: our recommendations
on this subject are given in more detail in the
following chapter. .

It has been argued before us that if each insti
tution were free to move into markets from which
it has been excluded, the resulting freedom of
the chartered banks to enter the mortgage market
would give them an overwhelming advantage
because of their size and financial strength, their
extensive branch systems and their evident in-
terest in expansion. If the present banks were
in fact to increase significantly their share of
financial business by expansion or by acquisition

of existing companies, the financial system might"

become unduly concentrated and less competi-
tive, thus defeating the main purpose of amend-
ing restrictive legislation.

It must first be recalled that the chartered
banks have not in fact grown as rapidly as their
competitors, partly because of their own com-
petitive attitude and partly because the 6% ceil-
ing, the mortgage prohibition, and—to a much
lesser extent—the earnings foregone on required
cash and liquid asset holdings have placed them
at some disadvantage. The result has been that
bank customers and those who might have bor-
rowed from banks have either gone without the
funds they wanted or have obtained them at
higher rates from other sources. In these cir-
cumstances, other institutions have enjoyed the
advantage of some protection from bank com-

petition and the community has paid the price of
this protection in the form of higher average
borrowing rates and lower rates on deposits than
might otherwise have prevailed in the financial
system as a whole.

We are not persuaded, however, that other in-
stitutions have grown more rapidly than banks
solely because they have been sheltered from the
full force of competition in some areas of their
business. A good measure of their success has
been due to their own willingness and ability to
experiment and innovate, to expand and reor-
ganize their operations, and to enter new markets
as circumstances have changed. In spite of re-
strictions laid on them by law—including for
instance those which prevent trust and loan com-
panies from competing with banks for attractive
personal lending business and those which pre-
vent finance companies from lowering their bor-
rowing costs by accepting deposit funds from the
public—these institutions have found ways of
competing successfully. The same management
skills will help them to adjust to new competition
and take advantage of new opportunities.

Neither they nor the banks would all adjust
rapidly or in the same way to the removal of
these prohibitions. The bankers told us that they
would react in different ways to the removal of
present restrictions and that the nature of their

business would not change overnight. There

would undoubtedly be a desirable increase in
term lending to small business secured by mort-
gages, and the banks would also begin to take
on conventional residential mortgages. How-
ever, it is unlikely that they would shift the di-
rection of their investment so drastically as to
desert their present borrowing customers. More-
over, if they wish to establish a position in the
residential mortgage market, they will have to
be prepared to- continue in it at all-times, al-
though naturally the size of their participation
will vary. Thus, there are unlikely to be large
and disrupting swings in the banks’ mortgage
lending such as have occurred with their N.H.A.
lending when rates have risen above 6%. Quite
apart from reluctance to court ill-will by making
large and sudden shifts in their lending activi-




ties, it would take time to adjust the training and
organization of bank staffs to meet the new op-
portunities. The problems of making these ad-
justments should not be exaggerated for the
banks have already had experience as N.H.A.
lenders and some of them are now moving in-
directly into conventional mortgage lending
through associated companies. Nonetheless, the
present mortgage lending institutions would have
some time to prepare for the new situation and
those that wished to do so could take the steps
necessary to enter fields of business, such as per-
sonal and business lending, which have been
closed to them.

It must be recognized however that no one can
be certain how big or how rapid a readjustment
might result from removal of the mortgage pro-
hibition. The economy is certain to benefit from
the substantial N.H.A. lending by chartered banks
which might follow removal of the 6% ceiling
and from increased term lending, particularly to
smaller business, which is now impeded by the
ceiling and the mortgage prohibition. We have
also put forward the view that bank entry into
conventional residential mortgage lending would
greatly improve the services available in this mar-
ket. If it is demonstrated, however, that bank
lending in this area would have so sudden an
impact on other lenders as to hinder the long-
run objective of developing a larger group of well-
established banking institutions, some temporary
limit might be placed on the annual rate. of con-
ventional residential lending by the present
chartered banks. Any such temporary restriction
would have to take account of the position of
different banks. For instance an annual limit based
on some percentage of assets might restrict small
banks to the point that they could not develop
a large enough business to justify the costs: the

limit might therefore be the larger of some abso- -

lute amount or a specified share of assets. It
would not be easy to devise a formula which

would be flexible enough to allow for changing
conditions and.requirements in the conventional.
residential mortgage market from year to year. .

while still providing some shelter to established
lending institutions during the- transition period.
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However, despite our reservations about both the
principle and the practicability of such measures,
some temporary regulations could be devised if
a strong case were made that the long-run com-
petitiveness of the financial system would other-
wise be prejudiced.

Regardless of whether or not such transitional
devices are used, some banks and other institu-
tions will no doubt find it advantageous to special-
ize in one or another area where their skills and
organization give them particular advantages.
Indeed, the partially restricted areas in the capital
market created by the present laws have not been
without a considerable amount of this sort of
diversification. Within the trust company industry,
some companies have aggressively competed for
deposit balances and short-term funds and devel-
oped their money market activities, while others
have concentrated more exclusively on longer-
term borrowing and mortgage investment. Sales
finance companies have in differing degrees moved

into such new types of business as capital lend-

ing, leasing, commercial financing and factoring
as well as personal lending. Credit unions, as we
have seen, are developing in a variety of ways
according to local circumstances and their own
preferences. It is very probable that this trend
to a diversity of emphasis will continue. In fact,
we would expect it to affect the banks themselves,
which have so far all tended to develop along
rather similar lines. In changed circumstances,
some banks might attempt to offer a “complete”
financial service, but others would probably
choose to concentrate more of their attention on
some lines of business than on others, since a
bank which tried to meet the competition in all
markets might find itself unable to deal as effi-
ciently with customers as the institutions cater-
ing more directly to their individual needs.

It is undoubtedly true that in banking as in
other businesses there are advantages in being
big and in being able to provide specialized serv-
ices in many fields. However there are disad-
vantages as well and we do not subscribe to the
view that size alone will give the banks_a neces-
sary advantage. Among the chartered banks them-
selves this has not been the case, for banks have

¢
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grown at widely differing rates and the biggest
have not always grown most rapidly. Banks, like
other organizations, become increasingly difficult
to manage efficiently as they grow, since it
becomes less easy to reconcile the need for close
co-ordination throughout the organization with
that of keeping it alert to opportunities and able
to capitalize on them quickly. There is undoubt-
edly an advantage for large businesses in dealing
with a bank that is able to handle their credit
needs without difficulty. It is our strong impres-
sion, however, that the big accounts are not
necessarily the most profitable, for they can and
do exert considerable pressure in bargaining with
the banks. In any event, there is no reason why
smaller banks and other institutions cannot com-
pete successfully for all other types of business:
indeed, they may handle large accounts by split-
ting them among a number of smaller institutions.

The revenue and expense positions of the dif-
ferent types of institution give some indication of
their probable ability to stand up to new com-
petitive pressures. After covering administrative
expenses in 1961, the chartered banks had
revenue equal to 2.80% of assets available for
deposit interest, taxes, losses and shareholders’
accounts. This was just about in line with the
position of the caisses populaires, which provide
financial services at the lowest overall cost, but
substantially below those of trust, loan and sales

finance companies. At the same time, the cost of
borrowed funds was substantially lower for banks
than for others. Their after tax earnings in rela-
tion to assets were lower than those of the trust,
loan and sales finance companies, although about
the same as caisse populaire earnings. It would
appear that the trust and loan companies and
the sales finance companies are in a position to
meet stiffer bank competition out of their some-
what higher after-tax earnings. The provision of
new services would of course raise the admin-
istrative costs of the trust and loan companies,
but they would also be able to take on some high-
yielding assets now denied them.

The impression that other institutions could
compete successfully with the banks is strength-
ened by the fact that the latter’s very low interest
cost of borrowed funds—1.69% of assets—is a
composite for current accounts, on which no
explicit interest is paid, personal savings accounts,
with an effective rate of 2.32% in 1961, and
larger time deposits on which the average rate
was close to 4%. For the reasons suggested in
Chapter 7, the banks cannot expect to increase
their cheapest borrowing—current accounts—very
rapidly but will instead have to increase the rates
on interest-bearing deposits and, no doubt, devise
new types of accounts if they are to keep abreast
of the others. It is likely, therefore, that the cost
to banks of new funds will be higher relative to

SELECTED FINANCIAL RATIOS

(1961 fiscal years)

Quebec Mortgage . Sales
- C%f;?(;ed Savings Tc':r(!::t Loan Pc? a&ls:?es Finance

Banks * Cos. P Cos.

As a percent of total assets:

GIOSS TEVENUEC. ....oeveneieieieeenirrrereereemeesresennenrens 5.12 5.16 8.528 6.79 5.08 9.68v
Salaries and other admin. expenses.. 2.32 1.94 3.428 1.20 2.19 2.74v

Nt resiane 2.80 3.21 5.10 5.58 2.81 6.94

Payments on borrowed funds............cco.cocneeeeee 1.69 2.26 3.48 3.58 2.34 3.69

Net profits after taxes and all other charges .45 .39 .87 1.14 .55 1.39
Return 00 €qQUItYe.........ccovevveeereenernerriermreesene i 8.8% 9.0% 10.6% 8.3% n.a. 11.0%,

sRevenues and expenses associated with the management of estates, trusts and agency accounts are included.
bNet of certain acquisition costs amounting to 1%, to 1349, of assets.
°General contingency reserves of the chartered and savings banks are not treated as equity in this calculation.




the average shown in the table than it will be for
others, particularly as the latter have not always
made full use of shorter-term market and deposit
borrowing. Moreover, if other institutions begin
to offer borrowing facilities comparable to those
which now assist the banks in attracting funds,
they may expect to broaden their appeal to
deposit customers. _

After-tax spreads on total assets have been
fairly stable for each of the main groups of institu-
tion, although there has been evidence of some
narrowing recently in the case of trust and loan
-companies. However. the capital structure of some
institutions’ has been changing, with the banks
increasing their capitalization while trust and
loan companies—although increasing the abso-
lute amounts of capital—have reduced their equity
ratios from the much higher levels which used to
be maintained. At present, published shareholders’
equity is equal to over 5% of total chartered
bank funds, about 10% of trust company
“banking” funds and about 15% in the case of
the mortgage loan companies. The published rate
of return on chartered bank equity has declined
from a level of 11%-12% in most of the
1950’s to 8.8% in 1961 and 9.9% in 1962,
while the return on equity of the trust companies
has risen to a level above that of the chartered
banks: in the case of loan companies, however,
the return is slightly less than that on bank equity.
On the assumption that minimum capital ratios
no longer apply to trust and loan companies, as
we recommend in the following chapter, it would
appear that these companies will have no dif-
ficulty either in attracting new capital or operating
profitably.

These comments have not been intended to
suggest that the banks’ competitive position
would be unimproved by the removal of present
restrictions on them and their competitors. Even
if the banks respond to interest rate freedom by
lowering some interest charges while raising
others, and even if they move rather slowly into
conventional mortgage lending, there can be no
doubt that their rate of gross revenues will in-
crease over time. This will allow them to cover
the cost. of higher deposit rates which they must
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offer in order to attract additional funds. In any
case, the banks or any other institutions can only
increase their share of the market under com-
petitive conditions by offering some combination
of better service, lower lending rates and higher
rates on savings than can be obtained elsewhere.
The community as a whole stands to benefit from
more open competition and it is this advantage
rather than the comfort of any group of institu-
tions which should be sought.

(i) Encouraging and Preserving a Competitive
Banking System

The vigorous competition which has improved
efficiency and initiative in the Canadian financial
system has been part of a world-wide phenom-
enon. There is much to suggest that the trend
will continue, not least the growing international
competition in all aspects of the financial business.
Both money and ideas for its use move about the
western world on an unprecedented scale. The
steps which we propose towards freeing our in-
stitutions from legal restrictions are aimed at
sustaining and promoting this competitive atmos-
phere in Canada. S ,

At the same time, it should be remembered

that competition is an uneasy state and that,

however much they may thrive under it, business-
men have an inclination to protect themselves
against it. We must therefore be alert to devel-
opments which would lessen competition or
threaten its vigour. There are two areas to which
we draw attention and in which we have pro-
posals to make, the first that of agreements which
limit competition among financial institutions and
the second that of concentration in the financial
system. ’

The most important agreements among the
financial institutions are those governing interest
rates paid and charged by the chartered banks.
Banking is in many ways a highly competitive
business marked by continuous efforts to improve
the services offered to customers. On the lending
side, this competition centres in the amounts and
length of credits which individual banks will
extend, but it is a fact that here, and in deposit
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business, price competition among the chartered
banks is severely limited. There is no evidence
that they have resulted in excessive charges, but
agreements covering borrowing and lending rates
are undesirable in any circumstances because they
contribute to inflexibility of rates and restrain
innovations. As we have noted, both bank deposit
and bank lending rates have been fairly rigid,
and comparatively unresponsive to changes in
credit conditions. The rigid rate structure has also
inhibited the banks from venturing out in new
directions, as for example in offering a greater
variety of personal savings accounts. While these
agreements are not the only reason why the
banks have lost ground in the competitive race—
the ceiling on interest rates and the restriction on
mortgage lending are more important—they have
probably been a contributory factor. They are
thus bad for the banks and for their customers
and should be prohibited. This being true, such a
prohibition will have an added importance if the
6% interest-rate ceiling is removed.

To the extent that legislation itself can do
so, it should prevent the spread of practices and
arrangements which inhibit competition, and to
this end we believe that certain prohibitions
should be written into the law. First, we recom-
mend that all agreements among banking in-
stitutions affecting the terms and conditions of
borrowing or lending be prohibited unless specifi-
cally approved by the Minister of Finance. While
it would be quite impossible to prevent members
of a close financial community from discussing
matters of common interest, the habit of formal or
informal agreement can and should be broken.
So far as we can determine, rate agreements
serve no useful purpose in the public interest. It
might be claimed that rates would otherwise be
highly variable and uncertain but the evidence in
the United States, where such agreements are not
permitted, does not suggest that this would be a
problem. The main borrowing and lending rates
will tend towards uniformity as a result of com-
petition, but we would expect banking institutions
to establish a broader range of lending rates and
to vary them more frequently in response to

market forces if their decisions are arrived at
independently. The prohibition should also cover
agreements directly affecting competition for lend-
ing business, such as agreements not to take over
accounts, which banks have entered into in pe-
riods of credit restriction, and other agreements
affecting the cost of loans. If these or other agree-
ments were considered to be in the public interest
at certain times, they might be undertaken with

the express approval of the Minister.

We have no strong views about agreements
relating to banking procedures and charges for
routine services. They have contributed to uni-
form standards of service without being used
to enforce unduly high service charges, though it
is not clear whether the result would be very dif-
ferent in the absence of agreements. However,
we would recommend that any such agreements
should be filed with the Inspector General, and
he should bring to the Minister’s attention any
instances where he believes that agreements are
against the public interest. The legislation should
thus grant the Minister power to hold inquiries,
to issue stop orders and to take such other action
as may be necessary to prevent undesirable agree-
ments.

Our interest in concentration of the financial
system relates mainly to its effect on competition.
In some areas there is a good deal of concentra-
tion: among several of the institutional groups we
have considered a few firms do a large proportion
of the business. In addition, there are links—
increasing notably in the last few years—between
institutions in different groups, the most impor-
tant being those between the chartered banks and
the trust companies. We have no evidence to sug-
gest that this concentration has lessened competi-
tion and indeed the broad picture is one of
increasing competition. Nor can we see any practi-
cal objection to the fact that the firms are often
large and getting bigger. Sometimes, though not
always, units need to be large to be efficient and
competitive and to meet the growing forces of
competition emanating from outside our borders:
this is more true in the developing world of
computers and specialists with its high overhead
requirements than it has been in the past.




Nevertheless, in the light of recent tendencies
a problem might develop. It will be recalled that
each of the banks now has a close relationship
involving interlocking directorates or effective
control or both with a particular trust company.
Banks have recently acquired interests in mort-
gage companies, a mortgage insurance company,
an investment trust, and other enterprises making
term loans. These ties have developed in part
because of the restrictions in the Bank Act which
have limited the banks’ ability to operate in the
developing fields of term and mortgage lending
and thus their ability to pay the cost of holding
their former share of deposit business. If our pro-
posals are adopted the banks should be less
inclined to acquire interests in other financial
enterprises. :

In view of this, and of the need to ensure
that competition is not reduced by existing insti-
tutions acquiring control over their competitors
and reducing unnecessarily the number of inde-
pendent companies serving the public, we recom-
mend that the legislation covering stock ownership
and mergers be extended and that the law include
limitations on common directorates.

The chartered banks—that is to say the pres-
ent eight banks and any others acquiring full
bank charters by Act of Parliament—should con-
tinue to be prohibited from owning shares in one
another.® The savings banks ‘and other banking
institutions which will be required to obtain a
federal banking licence, whatever the legislation
under which they are now incorporated or under
which they are regulated, should not be permit-
ted to invest directly or indirectly? in the stock
of another licensed banking institution or char-
tered or saving bank unless Treasury Board
approval has been granted; a similar rule should
apply to chartered bank investments in -savings

8 Section 75(2)(c) states that “a bank shall not, directly
or indirectly . . . acquire, deal in or lend money on . . .
the capital stock of the bank or any other bank.”

¢ All limitations on equity investment should apply to
investments by any subsidiary or affiliated companies (in-
cluding parent holding companies), by groups of directors or
by the institutions’ pension funds: they should also cover
any legal arrangements which give a bank effective owner-
ship or equity in the earnings of other banking institutions.
They should not, however, apply to ET. & A. funds of the
trust companies.

- AN APPROACH TO BANKING LEGISLATION 371

banks or licensed banking institutions. Moréover,

“all mergers or asset acquisitions involving any

bank on either side of the transaction should also
be subject to prior approval by the Treasury
Board, as is now the case with chartered banks.
Finally, all banks should be prohibited' from
acquiring more than 10% of the stock of any
financial institution not subject to the banking
legislation unless Treasury Board has approved
the purchase.

Some qualifications to these rules would be
necessary. The ownership prohibition should not
apply to prevent the incorporation or establish-
ment for reasons of corporate convenience of
wholly-owned subsidiary companies carrying on
business within a banking institution’s own powers.
Nor should it apply to ownership in foreign con-
cerns operating outside Canada, or to companies
now operating- as essentially a single entity which
happen to be set up in dual corporate form. In
another direction, we would not wish to see the
legislation inhibit useful innovations and im-
provements in the financial system by preventing
or unduly restricting the participation of banking
institutions in new joint ventures with other
businesses or with other members of the financial
community. In situations of this kind, of which
there have been a few recently, Treasury Board
approval might be almost automatically forth-
coming provided that the institution concerned has
less than a controlling interest. Another exception
would relate to smaller concerns. We see no
reason why there should be any interference with
the development of corporate ties or amalgama-
tions in terms of the public’s interest in com-
petition in cases where the combined published
equity is less than say $10 million or such higher
figure as may be appropriate. In some parts of the
financial business, the development of larger units
would improve efficiency and competition, and
this process should certainly not be discouraged.

While transactions involving larger institutions
would be subject to review in individual cases by
the Treasury Board, we do not find it possible
to be precise as to the circumstances in which the
Board might exercise its power to waive the -
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prohibition. It was, for instance, suggested to us
that no institution should be permitted to obtain
more than a specified share of its class of financial
business by merger or acquisition of other com-
panies. The arbitrary nature of any such rule
and the implication that at some definite point
size becomes an evil in itself secem to us to
militate strongly against the usefulness of this
approach, although we would expect the size of
the institutions involved to be one of the consider-
ations which the authorities would take into
account. Exceptions might be made when one of
the parties to an amalgamation is weak and its
future doubtful or when it seems likely that an
amalgamation or closer link would increase com-
petition in the area concerned. Another con-
sideration might have to do with a desire to keep
control in Canada. There are a variety of possible

considerations but the prime objective should be

to maintain and increase competition in the
financial system.

. Our chief concern is not in trying to lay down
rules by which future proposals in circumstances
now unknown to us will be decided. Rather it is
to ensure that the Treasury Board, with the advice
of the Inspector General and others, have the
opportunity to consider proposed changes and
extensions in corporate ownership and functions
among banking institutions before they become
accomplished facts.

In order to ensure that the government has
continuing control over developments affecting
competition and concentration, the Treasury Board
—or an officer or board it appoints for the
purpose—should have power to review all situa-
tions where ownership links exist. This authority
would cover situations resulting from prior
decisions to make exceptions to the general rules.
It should also empower the Board or its officials to
enquire into the transactions involving banking
institutions which have occurred in recent years
and which would have required approval under
the rules suggested above. In cases where the
authorities find that the public interest is in
jeopardy, they should have the power to apply
effective remedies.

- We also believe it desirable to clarify Section

75(2) (b) of the Bank Act which prohibits a bank

from directly or indirectly dealing in goods,
wares or merchandise or engaging in any trade
or business. The purpose of this clause is pri-

marily to ensure that banks do not over-extend

themselves in fields in which they are not expert
but it also acts to prevent extensive banking
control of other businesses. We therefore recom-
mend that a banking institution should be pro-
hibited from holding more than 10% of the
stock ‘of any non-financial business, with the
exception of subsidiaries established for its own
corporate purposes such as companies owning
the bank’s real estate. A bank would be free to
hold equity in excess of the limit if it had been
acquired as additional collateral for an unsatis-
factory loan or in the event of a forced takeover
of a firm. As with the present rules regarding ac-
quisitions of real property not needed for the
bank’s own business, banks should be required to
dispose of such equity within seven years. In a
related area we believe it unwise and undesirable
for the executive officers of banking institutions
to serve as directors of other commercial concerns,
with the exception of subsidiaries or affiliates, but
we do not feel that this practice warrants a legis-
lative prohibition.

Close ties among competing institutions may
depend on directorate relationships rather than
ownership. We therefore recommend that the
present accepted practice that chartered bank
directors do not sit on more than one chartered
bank board be embodied in the legislation. In
addition, no banking institution should be per-
mitted to draw more than one-fifth of its directors
from the board, officers, or employees of any
other single banking institution.’ Present directors
would be exempted from this restriction. How-
ever, we would not expect any common directors

5In view of the varying use of advisory committees by
some institutions, consideration should be given to covering
them as well. Exceptions to the general rule would be made
in the case of wholly-owned subsidiaries or other special
cases: for example, one savings bank has an affiliated trust
company which is owned by its shareholders in proportion
to their holdings in the bank itself, and we would see no
reason why it should be obliged to meet the 20% rule
although it is not formally a subsidiary.




to be maintained if two banking institutions came
to compete directly with each other in virtually
all phases of their business. Banking institutions,
like other corporations, benefit substantially from
the advice, judgment and business-getting pow-
ers of experienced directors. However, directors
cannot perform these functions effectively if they
dre serving competing corporations at the same
time, and the net result may be an unnecessary
and undesirable reduction of competition.

" We have carefully considered the merits of
permitting the present chartered banks to apply
to the provinces for trustee powers. In view of
the fact that there is no evidence of an immediate
need for addditional trustee facilities, and bear-
ing in mind that the banks did not request this
power, we do not recommend that they be
authorized in the coming revision of the legisla-
tion to seek it. The other legislative changes
recommeénded will give all banking institutions a
wide range of common powers and lead ulti-
mately tosubstantial shifts in the competitive
positions of different institutions. We see merit
in a gradual approach to the trustee business in
these circumstances, since there might be some
tendency for the banks ‘to move too abruptly
into the business, not necessarily because they

believed it profitable to do so, but in order to-

match each other’s services in a rapidly changing
financial environment. The other adjustments
which we propose are substantial and in our
view important and fairly urgent. At some time in
the future—probably a Jlater Bank Act revision
—it might be appropriate to give the banks power
to go into the trust business. Since the trust com-
panies will be free to go into the banking busi-
ness without restriction,® there would in time
be a certain competitive inequity in preventing
the banks from entering the trust business but

this should not be a serious problem for a while.

.- We have suggested a legislative framework in
which the banks will be freed of burdensome

®We have argued in Chapter .10 that there is no necessary
incompatibility between banking functions and trustee powers
—indeed, the experience of the trust companies shows the

reverse. We did, however, lay stress on the 1mportance of-

considering the ‘interests of -trust accounts. first .and of
putting all securities transactions through impersonal mar%:ets
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restrictions and rigidities on their ability to com-
pete for business at home and abroad and in
which services provided to the public will not be
restricted by the imperfections resulting from
compartmentalization of the market. The different
banking institutions will still be free to have ordi-
nary business dealings with each other and more-
over will have the freedom to undertake new
lines of business now closed to them. While there
will be no Jegislation against size as such—which:
we believe would be undesirable—the institutions
will not be free to enter these new-fields through
purchases or mergers which reduce the number
of independent competitors—unless they are able
to persuade the Treasury Board that the public
interest is served by their doing so. Nor will they
be free to acquire or retain unrestricted owner-
ship or directorate connections or engage in
uncompetitive practices which could make for too
much comfort and too little challenge in the
financial system.

FbREIGN BANKING IN CANADA

In part allied to the broad question. of the
competitiveness of the Canadian banking system,
and to the more specific matter of one bank
owning another, is the subject of foreign banking
in Canada. Despite the fact that Canadian banks’
do a substantial business in other countries, our
banking legislation has never made formal provi-'
sion for the establishment of agencies by forelgn'
banks. Some representative offices have in fact
been set up under names which do not include
the word “bank”—which is restricted to chartered
and saving banks—and others do substantial
business through their representatives who visit
Canadian customers. One Canadian bank was
established by Dutch banking interests in 1953,
and in 1963 a substantial block.of its share capital
was acquired by an American bank.

We believe that foreign banks should be able
to apply for the right to open agencies which
would be free to conduct all phases of their busi-
ness, other than. the acceptance of deposits in
Canada: this would be comparable to the position
of . agencies of foreign banks in New York. Such
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offices would be confined to the main financial
centres and licences would be required. Such
licences should be granted only if the foreign bank
concerned has demonstrated to the authorities
that the additional facilities are necessary to its
agency business and will be a useful addition to
banking services in Canada. The agencies would
report to the Inspector General of Banks who
would have the right to examine their affairs to
see that they were not engaging in prohibited
business or otherwise harming the public interest.

This change in our banking legislation might
open the way for some improvement in the bank-
ing facilities available to Canadians and ensure
that all foreign banks operating in Canada are
subject to appropriate reporting to the banking
authorities and inspection by them. Finally, and
not unimportantly, it might reduce the pressure
on foreign banks, particularly American banks, to
acquire ownership in Canadian financial institu-
tions in order to promote their business interests
in Canada.

The ownership of Canadian banks by non-
residents raises other considerations. The shares
of all Canadian banks but the one owned by
Dutch and American banking interests trade freely
on stock exchanges. Ownership is widely distrib-
uted and a high proportion is registered in Can-
ada: in 1961, 93% of individual holdings were
under 500 shares and 76% of all bank shares were
registered in Canada. Ownership of bank stock by
individual non-residents does not seem to us
much different in its direct consequences than
ownership by a similar broad group of Canadian
residents. Widespread ownership, whether domes-
tic or foreign, reduces the concentration of share-
holder power in this vital sector of the economy.

Ownership of one bank by another is a some-
what different matter. While this has been pro-
hibited among Canadian chartered banks, and
should continue to be, no such prohibition applies
to the acquisition of part or all of a Canadian
bank’s capital by foreign banks. Of course, if
foreign banking interests want to establish a new
bank in Canada, they—Ilike any other group—are
required to obtain Treasury Board approval.
However, there is no provision for the authorities

to control in any way their buying stock in an
existing bank and thus acquiring an established
position in the Canadian banking system. Having
regard to the large concentrations of economic
and financial power which are sometimes centered
in large foreign banks, we regard this as an anom-
aly which should be corrected.

The infusion of new financial initiative and
management by foreign banking interests might in
some circumstances improve the Canadian bank-
ing system. On the other hand, foreign-owned
banks-—especially those controlled in the United
States—might be in a position to obtain the busi-
ness of firms whose parent companies already
deal with the parent bank, without offering better
or cheaper service in our banking market. Alloca-
tion of business for non-economic reasons might
not occur on a wide scale since large firms can
and do normally deal with a number of banks and
should be well able to resist pressures which are
against their interests. Moreover, the Canadian
banks being large themselves would undoubtedly
resist such a tendency. Nevertheless, some danger
of undesirable practices in competing for accounts
does exist. .

Another disadvantage of foreign bank owner-
ship which has been suggested’ is that these banks
might be less sympathetic than those controlled
in Canada to the wishes and policies of the
Canadian monetary authorities. They would, of
course, be subject to the same regulation and
control as those owned in Canada and would be
affected in the same way by policy actions. Nor
would they in practice have much easier access
to foreign funds in conditions of monetary strin-
gency than the Canadian-owned banks with their
extensive operations in foreign markets.

We think a high degree of Canadian ownership
of financial institutions is in itself healthy and
desirable, and that the balance of advantage is
against foreign control of Canadian banks. Fur-
ther, we have recommended that stock owner-
ship by one Canadian bank in another be subject
to governmental control. For all these reasons,
we recommend that all direct or indirect acquisi-

7 See, for instance, the Report of the Royal Commission on
Canada’s Economic Prospects, page 397. :




tions of shares of Canadian banking institutions
by foreign banking interests require specific appli-
cation to and approval by, the Treasury Board.
The phrase “direct or indirect” should be broadly
interpreted to cover investments by foreign banks
or any associated company, directors or officers.
Any banking shares beneficially acquired directly
or indirectly in knowing contravention of this pro-
vision could be made subject to forfeiture to the
Minister of Finance. The relevant stock certificates
could be cancelled, and stock exchanges and trans-
fer agents notified. New certificates could be
issued to the Minister, who should be required
to dispose of the shares in the market in an
orderly way within a reasonable period of time,
the proceeds less expenses and any penalties speci-
fied in the legislation being returned to the foreign
bank. In cases where this prohibition was un-
wittingly contravened by foreign banking inter-
ests without Treasury Board approval, they should
be required to dispose of the shares on Canadian
stock markets within a reasonable period of time.
In the event that this recommendation is accepted,
the prohibition  should have effect from the
date of publication of this report.

We prefer this direct approach to the question
of bank ownership—foreign or domestic—to other
devices which might be used, such as cancelling
the voting rights of shares in excess of stated
proportions in the hands of non-resident banks or
imposing a general limit on the size of individual
bank stock holdings.

On balance, we do not think this requirement of
Treasury Board approval should apply to existing
foreign bank holders of such shares. However, the
existing holdings of any individual foreign bank
should not be increased, unless permission is
granted by Treasury Board.

CONCLUSION

Our basic view of the changes needed in
Canada’s banking legislation can be summarized
quite simply. First, the safety of the public’s funds
and the responsiveness of the institutions to mone-
tary measures is not promoted by the imposition
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of extensive asset ratios or prohibitions on banks
and their competitors. Provisions of the former
type therefore need not be added to the present
soundly-conceived Bank Act, while some of its
present investment prohibitions should be re-
moved. Secondly, the institutions not presently
regulated by the Bank Act have moved increas-
ingly into the banking field while the banks have
simultaneously moved into theirs. The result is
that the present network of divided regulation
over institutions has become unduly arbitrary, in-
equitable and—in some cases—inadequate. For
these reasons, we recommend that the Bank Act
apply to a wider group of deposit-taking insti-
tutions and that those not covered by the Act be
explicitly prohibited from engaging in banking.
Finally, we believe that a system in which all
similar institutions can compete equally with a
minimum of legislative specialization will best
serve the needs of the public while retaining the
essential ability to adapt to changing needs and
circumstances. We have therefore recommended
the continuance of certain features of the present
Act, and the introduction of others, with a view
to ensuring that competition is not blunted by
price agreements or the uncontrolled acquisition of
competing institutions by their rivals.

In line with this position, we recommend that
the powers of banking institutions be broader
than any of them exercises under present legis-
lation. They should all be free to invest in N.H.A.
or conventional mortgages, subject in their con-
ventional lending to the 75% loan to value limit
recommended in Chapter 14. Similarly, they
should all be free to make commercial and
personal loans without restriction on the security
they choose to take, and should all be entitled to
the classes of security now available to chartered
banks under Section 88 and related parts of the
Bank Act, and to any loan guarantees which are
offered by the government to the present chartered
banks. Other institutions need the same access
to security as chartered banks if they are to
compete effectively in this area, particularly as
the banks’ long experience and established posi-
tion will give them a great working advantage.
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Lastly, the ceiling on bank interest rates should
be removed but these institutions and all others
making small personal loans should be subject
to extended and improved uniform ceilings on
their charges for this sort of business.

Although the banking institutions will be under
uniform legislation, we envisage that the practical
effect of these changes will be to create an in-
creased and desirable diversity of activity among
them. We have already noted that this has
occurred in some areas, and a wider banking
community and increased competition should
stimulate the process among the present chartered
banks and encourage local and specialized insti-

tutions to apply for banking powers. In short,
we believe that a modified and extended frame-
work of legislation which allows competitive
forces to be fully effective under a suitable and
equitable pattern of government regulation will
remove some of the inadequacies and rigidities
which time and changing circumstances have
created in the present basically-sound Bank Act.
Additional changes will no doubt be necessary
with experience, but we have tried to design our
proposals to encourage creative future develop-
ment by the system itself and to stimulate the
provision of improved banking services to the
public.




CHAPTER ﬂ @

THE SUPERVISION AND REGULATION OF

BANKING INSTITUTIONS

We have described the spirit of competitive
freedom which we believe should underlie the
Bank Act and the changes necessary to give it
effect. We turn now to definition of the institu-
tions to which the Act should apply, and to our
recommendations about the provisions which
the legislation should contain to safeguard the
public’s funds and the integrity of the Canadian
banking system, and to ensure adequate response
to monetary measures and appropriate contacts
with the central bank.

As already mentioned, the definition of banking
institutions is bound to be somewhat arbitrary.
Unfortunately, it is unavoidable ‘if one is to legis-
late for them: even the re-enactment of present
laws would continue to set ten institutions coming
under the federal power to regulate. banking apart
from all the others operating under quite different
federal or provincial legislation. We have con-
sidered the various possible approaches and have
concluded that the most meaningful distinction—
and the one best supported by such rather unsatis-
factory precedents as exist—rests on the character
of each institution’s liabilities. Whatever else it
may embrace, the banking function is generally
taken to include the issuing of claims which
serve as means of payment or as close substitutes
for such money claims. It is because banks issue
- such claims, which—as we have seen in Chapter
6—have a particularly strong influence on finan-
cial conditions and economic activity, that national
governments in Canada and elsewhere are granted
jurisdiction over them. :
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It is worth emphasizing that, so far as we are
aware, no legislative distinction exists between
banks and others because they each make par-
ticular kinds of investments. Earlier banking
theory did hold that since a bank’s funds come
predominantly from the issue of short-term
claims, they should be invested principally in
“seif-liquidating” short-term loans. An institution
borrowing heavily on a demand basis must pay
close attention to the liquidity of its asset port-
folio, but the narrow, dogmatic view has been
discarded and our chartered banks have for
decades safely invested in a broad range of assets,
including private and government securities and
longer-term  loans and—more  recently—in
insured mortgages. Although the chartered banks
have a higher proportion of business loans and
securities than most other institutions, they have
been moving into longer-term lending and it
would be difficult to draw a clear distinction
between them and others based on assets alone.

It is true that trust and loan companies may

" not now make ordinary and personal loans, but

their money market, security and mortgage invest-
ments are often close substitutes for such loans
and are similar in any event to a large part
of the assets of chartered and savings banks.
Similarly, the sales finance companies—like the
banks—now hold substantial cash and liquidity
and engage extensively in personal and business
lending. Moreover, there would be no logic in
attempting to create a distinct category of banks by
preventing other institutions from investing funds
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borrowed largely on a term basis in short-term
assets: to do so would be to invert the reasoning
of the old “self-liquidating” theory of bank invest-
ment. In any case, the important point for present
purposes is that distinctions related to the appro-
priate investment of funds by banks or other
institutions must be drawn from the nature of
their liabilities, not the other way around.

Thus in our view the federal banking legisla-
tion must cover all private financial institutions
issuing banking liabilities: that is, claims which
serve as means of payment or close substitutes
for them. With certain exceptions to be noted
below, it should cover those financial intermedi-
aries issuing claims which may be transferred
immediately or on short notice by cheques or on
customers’ orders. It should also include institu-
tions offering other demand liabilities, since these
non-transferable demand claims pose exactly the
same considerations of asset management for the
institutions and thus raise the same problems
with respect to protecting the interests of the
public. The institutions can readily make arrange-
ments so that funds held in demand form may not
only be withdrawn at any time but may be trans-
ferred on customers’ orders in much the same way
as funds in directly transferable accounts: no
meaningful line between the two can therefore
be drawn and administered.

Commercial and savings banks also accept sub-
stantial amounts of funds in other short-term ac-
counts which are for all practical purposes very
similar to the short-term notice accounts included
above. In recognition of the basic unity of all
such demand and short-term institutional borrow-
ing from the public—and to avoid the disruption
which would arise if institutions were tempted
to resort to artificial stratagems—we would in-
clude among the banking liabilities all term de-
posits, whatever their formal name, and other
claims on institutions maturing, or redeemable
at a fixed price, within 100 days of the time of
original issue or of the time at which notice of
withdrawal is given by the customer. We select
this admittedly arbitrary dividing line, which will
embrace three-month claims with a margin to

spare, because to draw it closer to the pure de-
mand claims would be unrealistic in view of the
very close similarity of the various short-term
claims. Although a reasonable definition of bank-
ing and savings banking would equally well allow
the line to be set beyond 100 days, we do not
believe that the definition need be extended in
order to achieve an equitable, sound and uniform
pattern of banking regulation.

Having drawn the definition broadly, a num-
ber of exceptions should be made in order to
exclude financial institutions which need not be
regulated by the federal authorities. (The bank-
ing authorities need not concern themselves with
the incidental deposit borrowing and short-term
lending of non-financial firms such as some retail
stores which hold funds on account for their
customers.) First, we would exclude provincial
government agencies accepting deposits because
their soundness is assured by their parent gov-
ernments; however, major steps to extend the
activities of such agencies or to establish new
ones might raise an issue for the federal author-
ities and lead to subsequent review of this recom-
mendation. Secondly, we would exclude deposit-
taking institutions dealing with less than 50
people. Those who supply funds on a private or
semi-private basis to the very small financial
institutions, whether they specialize in mortgage
investment, sales financing or some other kind of
business, presumably know the circumstances
well, are willing to accept whatever risk there
may be and do not need the sort of protection
which should be provided to people investing in
the liabilities of larger, more impersonal enter-
prises. However, provision should be incorporated
in the legislation to bring such institutions under
control if there is evidence that they are in fact
obtaining funds from a broader public.

The banking legislation should also exempt
institutions which do borrow from a broad
public but whose only short-term liabilities are
in the form of marketable paper not redeemable
on demand or short notice and which sell these
liabilities through independent dealers or other
agencies subject to the prospectus and other re-




quirements of the securities acts. Such liabilities
are similar to those of other companies raising
funds in the central securities markets, and the
public interest can be safeguarded in such
instances by appropriate securities legislation. In
order to ensure that no regulatory gaps arise, the
securities legislation should require such com-
_panies to register all their issues, irrespective of
term. Similarly, investment dealers and stock-
brokers holding customers’ funds or borrowing
from others at short-term should not be made
subject to the banking legislation since they can
be adequately regulated by securities administra-
tions and the self-governing bodies and since their
“banking” activities are only incidental to their
main functions. In order to ensure that others are
not brought unnecessarily under the banking leg-
islation, the Treasury Board should have the
power to make other exceptions. However, it
should be emphasized that where an institution

does come under the banking legislation, all of

its intermediary activities—not simply those relat-
ing to the issue of the “banking liabilities” defined
above—will be subject to regulation by the bank-
ing authorities.

We believe that this definition of banks based
on the essential banking function realistically
reflects the character of our financial system and
can be made the basis of uniform, equitable bank-
ing legislation. In addition to the present char-
tered and savings banks, it embraces many trust
and loan companies, some other deposit-taking
institutions and the caisses populaires and credit
unions. We have already noted the special case
for leaving regulation of the local caisses and
credit unions to the provincial authorities, subject
to certain conditions recommended in Chapter 9,
but we believe that the central societies should
be integrated into the national banking system
in order to bring the movement under the com-
mon monetary regulation, to encourage its con-
tinuing contact with the national authorities and
to ensure that sound liquidity standards will be
maintained throughout the system. Sales finance
companies and others issuing demand liabilities
or those redeemable at short notice would also
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come within the purview of the Act, unless they
chose to confine their short-term liabilities to
marketable paper subject to genuine notice re:
quirements. :

We have emphasized in the previous chapter
that there will continue to be very real differences
in the business done by those institutions
which will have common powers, and indeed that
we expect the legislation to stimulate diversity.
Some institutions will thus continue to do a
substantial current account and commercial loan
business, others may emphasize personal and
business lending although financing these activi-
ties largely through term deposits, while still
others will tend to concentrate on the attraction
of term deposit funds for investment in mortgages
and securities. In order to avoid creating the false
impression that the new legislation had suddenly
removed all differences in the particular types of
banking business done by the different institutions,
we recommend that only the present chartered
banks and others incorporated in the same way
by Act of Parliament should be entitled to use
the name “bank” without qualification. The two
savings banks could continue to use the term
“savings bank” if they wished, while other insti-
tutions licensed under the banking legislation—
some of which would be federal corporations and
some provincial—should be required to qualify
the word bank in their names by the use of other
words indicating the character or background of
their business. The caisse populaire and credit
union centrals would of course be free to retain
their present names although they might add the
word bank if they wished.! Such distinctions
would serve to differentiate, say, a sales finance
company doing a relatively small banking busi-
ness in connection with its main activities from an
institution dealing more widely in banking liabil-
ities.

Whatever distinctions one may wish to draw
within the group of banking institutions, they
must nevertheless all have the same borrowing

! Central societies may wish to re-incorporate federally. If
so, special legislation would have to be drafted so that they
could retain their cooperative structure in matters such as
share capital, voting rights and managerment committees.
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and lending powers. If one tried to set up a
scale of broadening powers to be granted insti-
tutions as they developed, one would first of all
have to grant the “senior” institutions all the
powers possessed by any others: otherwise the
developing institutions would be in the impossible
position of having to drop a substantial part of
their business in order to qualify for “promotion”.
To be specific, if the chartered banks did not
have full mortgage powers and were subject to
a restrictive interest rate ceiling, no trust or loan
company would ever be able to take on chartered
bank status.? Taking the other side of the question
it is difficult to see what powers enjoyed by the
chartered banks can logically be denied to other
banking institutions. While there is some justifi-
cation in the view that institutions which borrow
short should not lend an excessive share of their
funds at long-term, there is no logic in the reverse
proposition. Thus, there is no logic either in
prohibiting trust companies and loan companies
from making business and personal loans not
fully: secured by bonds or stocks or in limiting
the savings banks’ powers in this direction.

. It is entirely possible that some trust and loan
companies will choose not to take up banking
powers and will thus not come under the common
legislation. Provincial companies in this position
would continue to operate under provincial legis-
lation and supervision, suitably modified to take
account of the new federal legislation, and—we
hope—to minimize any restrictive asset ratios
which serve no purpose in protecting the public.
Comparable federal companies not wishing bank-
ing powers might choose to reincorporate provin-
cially, but it would probably prove necessary to
maintain federal legislation as well. Non-banking
trust and loan companies coming under it should
be- supervised by the Inspector General of Banks
rather than the Department of Insurance, since
their functions are closer to those of the banking

2 While we have recommended that the chartered banks
should not be allowed to apply for trustee powers immedi-
ately, we have stressed that this provision should not oblige
the present trust companies to discontinue the trustee business
when a banking license is obtained. If they wished to apply
for a bank .charter, the position of the present chartered
banks should in equity be reconsidered.

institutions under the Inspector General’s regula-
tion. In any event, all companies which wish to
obtain banking powers, including the sales finance
as well as the trust and loan companies, would
be free to apply to Treasury Board. If they met
the requirements, they would be chartered or
licensed as banking institutions, but if they did not
they would have to withdraw from any banking
functions in which they are presently engaged.

Having thus explained the basis of our recom-
mendations, we come to the main provisions which
the banking legislation should contain. In most
essentials it should be based on the present Bank
Act, which has evolved through generations of
banking experience. It will be seen that most of
our recommendations simply carry forward the
careful development of Canada’s banking law in
already established paths and apply its provisions
more generally to the institutions now doing a
banking business.

SUPERVISION AND INSPECTION

The essential feature of banking regulation must
be good and thorough supervision and inspection
such as that which now takes place within the
framework of the Bank Act and contributes so
much to the soundness of our chartered and
savings banks. We have found considerable variety
in the quality of supervision of other institutions
across the country, and think it essential to act
before there is a repetition of the unfortunate
experiences of many chartered banks prior to the
establishment of good supervision in the 1920’s. It
is also essential to make this supervision as flexible
and free of rigid rules and regulations as possible
in order to avoid inducing an unnecessarily con-
servative approach by our financial institutions to
the conduct of their business.

The main job of the government authority must
be to stimulate the financial institutions to create
their own internal regulation. The authorities
should rely heavily on such self-regulation and on
the shareholders’ or members’ audit once satis-
factory standards have been developed; such an
approach is both more effective and more eco-




nomical than building up -a large and costly staff
which would unnecessarily duplicate work already
done. To this end, we recommend that the federal
authority have power to require regular returns
from the institutions under its jurisdiction (as is
now the case for the chartered banks and Quebec
Savings Banks) and to require that all such insti-
tutions maintain adequate internal inspection pro-
cedures and be subject to regular outside audit.
The auditors should be chosen from a panel of
highly qualified auditors approved by the authori-
ties (as in the present Bank and Savings Bank
Acts) to avoid any repetition of the hopelessly
incompetent auditing procedures which led to the
last chartered bank failure in Canada forty years
ago. In addition, the federal authorities should
have power, as they now do under the Bank Act,
to enlarge the outside audit and to require such
additional returns as may be necessary to satisfy
them that the creditors’ and shareholders’ position
is safe and that the institution is in sound financial
condition.

The authorities should have the additional
power, now lacking in the Bank Act, to require
institutions to-take such steps as may be deemed
necessary to achieve these aims. Such power
should be used only with the express consent of
the Minister and should be subject to appeal to
the Treasury Board or some other appropriate
body. It should be used only sparingly and when
attempts to persuade the institution concerned to
modify unsound practices have failed. We do not
believe that any weakness serious enough to justify
the use of such powers should be left for cure
merely to the channels of publicity, particularly
if a number of institutions are involved, since a
prolonged public correspondence might not be
concluded before the institutions concerned had
" become insolvent.

There is no doubt that if the Inspector Gen-
~ eral discovered such a situation it would not be
allowed to go unchecked, despite the lack of
formal power to take action, but we nevertheless
think explicit provision for dealing with such situ-
ations ought to be made in the Act. It is of course
vital to phrase this recommended authority in
such a way as to leave no doubt whatever that it
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relates only to the solvency and soundness of
financial institutions. Its use should be accom-
panied by a formal statement from the super-
vising authority that it was being invoked for
no other purpose, in order to ensure that it does
not become a means for the government to direct
financial institutions as to the types or amounts
of assets that they must hold for reasons unre-
lated to the soundness of the institutions. "

The staff of the Inspector General of Banks
would have to be enlarged to undertake these
new responsibilities. The cost of supervision
should continue to be assessed on the institutions
in proportion to their size, or perhaps on the
basis of some more equitable measure of the
expenses incurred by the supervisor’s office:
We have considered whether it would be advisable
to replace the position of Inspector General by
an inspection board of perhaps three officials to
provide a more balanced approach to regulation
than it might be possible for one man to take.
The enlarged staff which will be necessary would
doubtless include individuals with particular
knowledge and working responsibility for particu=
lar groups of institutions—such as the caisses
populaires and credit union centrals. Moreover,
there are advantages in focussing final authority
under the Minister in one individual. The conse:
quences of appointing one or two inadequately
qualified men to the board and the danger that
institutions would try to play one off against the
others might prove serious. Finally, it might be
difficult to continue attracting men of the high
calibre needed if they were to share responsi-
bility and authority with others. For these rea-
sons we prefer the present arrangement.

The present difficulty mentioned to us by the
Inspector General of training successors to the
office could be met readily in an enlarged staff
by careful selection of personnel. This would
overcome a problem which has led to sugges-
tions that the Inspector should be an official of
the Bank of Canada where arrangements for
training and succession could easily be made. In
any case, the Inspector General can do his job
best as an independent official not having other
interests or responsibilities which may conflict
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with his work. For instance, it is easy to imagine
circumstances in which the central bank and the
Inspector General might have different views
about the need for regulation of bank liquidity.
Moreover, this change in the location of the office
would deprive the Minister of a valued advisor
thoroughly familiar with banking matters.

We believe that the present provisions relating
to the Inspector General’s tenure of office are
appropriate. They provide that he holds office
during good behaviour, but may be removed from
office by the Cabinet for misbehaviour, incapac-
ity or failure to perform his duties properly; he
is also outside the provisions of the Civil Service
Act although an officer of the Department of
Finance. These provisions ensure the independ-
ence and freedom from short-run political pres-

sures so essential in this important job.

Competent supervision can provide the public
with a large measure of protection in its dealings
with financial institutions, although there should,
as now, be no warranty that federal inspection
would protect depositors or shareholders against
losses. Given such regulation, we do not see the
need for imposing a general system of deposit
insurance, especially as none of the institutions
thought it desirable. Responsible elements in the
credit union movement have, however, established
mutual insurance schemes for the locals, and we
have supported this approach by recommending
that all such societies belong to a mutual aid fund
in order to provide insurance against the risks of
their relatively undiversified local business.

THE REGULATION OF
SMALL LOAN CHARGES

At present the small loan companies and
licensed moneylenders are regulated by the
Superintendent of Insurance under the Small
Loans Act, which sets limits on the charges they
may levy for cash loans. As noted in the previous
chapter, we believe that all cash lenders—includ-
ing the banking institutions—should be subject
to uniform regulation, and we think it appropriate
that supervision of the amended legislation be
transferred to the Inspector General of Banks.

This would leave the Superintendent of Insurance
free to concentrate on supervision of the insur-
ance companies and on the presently almost
unregulated area of pension funds, a task which
involves special actuarial skills.

Although we are not familiar enough with all
the details of the small loans business to prescribe
the exact provisions of the law, it would be
desirable to raise the maximum size of regulated
loans from the $1,500 now in the Small Loans
Act to at least $5,000 in view of the substantial
amount of individual borrowing which is now
above the regulated limit. The present maximum
charges of 2% per month on the first $300 and
1% on balances between $300 and $1,000 are
not unreasonable, but the + of 1% per month
allowed on balances over $1,000 is too low and
simply prevents most companies from lending
amounts between $1,000 and $1,500. A maximum
of 1% on all balances from $300 to $5,000 might
be more appropriate.?

There are strong arguments for applying the
law to all credit transactions, whether cash loans
or sales finance credit, but we have not made
a thorough study of all the difficulties of doing so
and are therefore not prepared to make such a
recommendation. However, we do recommend that
it be mandatory to disclose the terms of condi-
tional sales as well as cash loan transactions to
the customer. In addition to indicating the dollar
amount of loan or finance charges, the credit
grantor should be required to express them in
terms of the effective rate of charge per year in
order that customers may compare the terms of
different offers without difficulty.* Different

8 The law should also contain features designed to prevent
extortionate charges by the writing of several small contracts
for under $300 rather than for one larger sum to which
the lower rate would apply. It should also retain the time
feature of the present Small Loans Act which provides for
somewhat lower rates on longer-term contracts which are
cheaper to administer.

¢ On small contracts the administrative costs are high rela-
tive to the amount of credit and inevitably involve high
annual rates. It might be advisable to allow a flat amount
service charge of, say, $1.00 per contract and to exclude
this portion of the charge from the amount required to be
expressed in annual rate form. If this is not feasible, the
main purpose of the legislation could be achieved by exempt-
ing all amounts under $50 from its provisions, while pre-
venting evasion through the writing of numerous small
contracts below the exemption limit.




methods of calculation yield slightly different
results, but there is no reason why disclosure in
terms of the effective rate of charges cannot be
made according to an agreed formula, and some
lenders already do so:5 comparability is more
important than the precise level. While we recog-
nize that there is great difficulty in calculating the
exact charge if use is made of a revolving credit,
there is no reason why the customer cannot be
shown the effective charge if he follows a typical
plan. Borrowers may indeed be more interested
in the dollar amounts of the finance charges and
monthly payments than in the effective interest
rate, but it will certainly not do any harm—and
may well do much good—to let them know the
effective rate as well. The distribution of approved
rate books by the grantors of credit would mini-
mize any difficulties of calculation from their point
of view.

Nor are we impressed with the argument that
requiring disclosure would raise the cash price
of an article, and thus lead to concealment of the
effective interest rate. We believe that, as now,
effective competition will keep the cash price at
realistic levels, but in order to protect against
the possibility of merchants using inflated cash
prices for the purpose of calculating interest, the
Act should contain a provision that the price of
the article must be that at which cash transactions
are normally carried out. Finally, this legislation
should impose stiff penalties for excessive charges
or failure to disclose. At the least, the lender
should forfeit all principal and interest on the
illegal transactions. In addition, fines should be
imposed and, as now, the authorities should have
the power to suspend the licenses of lending
institutions in cases of flagrant violation.

BANK CAPITAL

A number of recommendations relating to bank
capital were made in Chapter 7. It was recom-
mended that the restrictions governing the par
value of bank stock and the price at which new
stock may be issued should be removed. However,

. 8See, for example, 1963 Annual Report of Coronation
Credit Corporation Limited.

.Canadian laws.
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we recommended that the rule requiring that new
stock be issued pro rata to shareholders be
retained.® In addition, we believe that the general
prohibition against lending on the security of
bank stock should be retained since the principle
of a bank lending against its own equity is un-
sound. Moreover, unrestricted lending against the
equity of other banking institutions could lead
to difficulties and to conflicts with the ownership
recommendations made in the previous chapter:
we would not, however, object to exceptions being
made which enable banking institutions to lend
against such collateral to individuals in moderat
amounts. :

We have carefully considered the arguments for
requiring banking institutions to keep a minimum
equity capital base in relation either to the total
of their deposits and other liabilities or to the
total risk assets in the portfolio. Whether or not:
it is required by law, every sound institution must
maintain adequate capital and reserves in order
to protect its creditors against the losses which may
be suffered on investments. Moreover, it is im-
portant that capital be large enough to ensure
that the shareholders have a lively interest in the
sound management of their company. We have,
however, come to the conclusion that there is no
formula which can take into account all the factors
which are relevant to a judgment about capital
adequacy. These include: the age and size of
the institution and the experience of its manage-
ment; the term, riskiness and diversification of its
assets, including the nature of the collateral held
against loans; any indirect or contingent liabilities
it may have incurred, including those arising out
of trustee business; its investment in fixed assets
and its commitments under lease arrangements for
office and other facilities.

Thus, other things being equal, a new, small
institution needs relatively more capital than a
medium sized one, which in turn needs to mainpain

% Subject to limitations on the stock-holdings of foreign
banks or others arising out of the recommendations put
forward in Chapter 18, and to the present exception that
shares need not be offered to residents of countries which
would require disclosure of information not revealed under
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a higher capital ratio than a large long-established
institution. An institution making risky loans to
one industry in one location obviously requires
more capital than one dealing in relatively riskless
assets or with a wider geographical and industrial
spread to its activities. The same type of loan may
be less risky to one institution than to another,
perhaps because the client and his reputation are
well-known to that institution, because the type
of formal security taken differs slightly, because
the institution has special ability to handle such
loans, or because the contract provides for faster
repayment. An institution which can resort to
supplementary pools of capital such as a mutual
aid fund may need less equity on its own balance
sheet than one which has no such privileges.
Institutions with heavy investment in specialized
real estate and premises and other fixed assets
or with burdensome lease commitments require
more capital than those in a different position.
Finally, an appropriate ratio of capital to assets
in one set of economic circumstances may be
quite inappropriate in another, for example if
the national or local economy undergoes some
structural change. A formula which requires
enough capital to meet all possible contingencies
at all times may be unnecessarily burdensome,
but a lower requirement may be inadequate for
some institutions.

In practice, the capital to assets ratio varies
widely among institutions, as can be seen from
Table 19-1. During the post-war period, the capital

positions of savings banks, trust and loan com-
panies have declined as a proportion of their total
and risk assets in consequence of the adjustment
from heavy investment in government securities
during the war and the relaxation of lending
restrictions on the savings banks and the capital
requirement for the trust and loan companies. The
chartered banks began to raise new capital on a
substantial scale following the Bank Act revision
in 1954 which allowed them to do so without of-
fering shares to non-resident shareholders; this
would have subjected them to foreign requirements
regarding disclosure of their inner reserve posi-
tions, executive salaries and other matters not
made public in Canada. Prior to that time, the
banks had allowed their capital to run below the
levels they wished to maintain.

The caisses populaires and credit unions and
the finance companies have also tended to increase
their capital in relation to their assets. These
differing trends have brought the capital posi-
tions of different institutions closer together than
they were, but there are still wide disparities.
A similar pattern is shown by comparisons of the
ratio of capital to riskier assets, no matter
where the line is drawn between “risk” assets and
others such as cash and federal government securi-
ties. Statistics alone do not fully reveal the true
position of an institution: for example, the risk
of credit union lending is substantially reduced
by their special knowledge of their customers
and by the social pressure which a co-operative

TaBLE 19-1

CAPITAL AND RESERVES AS A PERCENT OF TOTAL ASSETS®

Chartered Quebec Trust Mortgage Loan Caisses Credit Sales Finance
Banks Savings Banks | Companies Companies Populaires® Unions? Companies
1946......ciciireieiennn 5% 129, 24% 279 . n.a. n.a. n.a.
1954 6 9 15 17 5 3 13
1961........ovvivcreennne 6 8 10 15 5 4 14

sSpecific reserves are excluded.

bEquity includes rest account but not undistributed earnings. Most of the latter are due to be distributed to shareholders shortly after

the year-end and are not part of the societies’ permanent capital.




-organization can exert on those who fail to repay.
We have not tried to make a detailed comparison
with the position in other countries, but figures
supplied to us by the Canadian Bankers’ As-
sociation confirm that similar variations are ap-
parent in other countries; a table showing the
capital to deposit ratio of the world’s twenty largest
banks indicated there was a range of from just
over 4% in the case of an English bank to as
much as 14% in the case of an American insti-
tution.”

We conclude, therefore, that the legislation
regulating financial institutions should not estab-
lish statutory ratios of capital to assets. It should
set a relatively low statutory minimum for start-
ing up a banking institution so as not to discourage
the entry of smaller specialized companies, but
at the same time it should give the Inspector
-General power—subject to appeal to the Treas-
ury Board—to set such higher requirements as
may be necessary to ensure the soundness of
enterprises with more ambitious plans, and in
particular to absorb the likely expenses of estab-
lishment and early operations. This, we under-
stand, is the actual position under the Bank Act
at the moment. The present Bank Act require-
ment that a new bank have paid up capital of at
least $500,000 as a minimum legal requirement
-seems appropriate. Other qualifications for a char-
ter or incorporation should be kept to a mini-
‘mum, although we feel the Act should require
that applicants be of sound reputation and proven
‘business experience.

Once institutions are operating, the Inspector
‘General should have power to require that ade-
quate unimpaired capital be maintained to ensure
that the business is run on sound lines. While
avoiding rigid rules, the Inspector General would
doubtless develop guide-lines that take into
account the loss experience of the institution con-
cerned, general economic conditions in the area
where business was done, the practices of soundly-
managed institutions and the various factors men-
tioned above when reviewing the ratios of indi-
vidual institutions.

?CBA Submission,. Table VIII, page 148.
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One way in which the capital soundness of an
institution can be seriously compromised is by the
making of excessively large individual loans or
investments. We therefore recommend that all
loans or investments in excess of 5% of capital
and reserves should be reported to the Inspector
General.® The banks should not advance or com-
mit in any form more than a reasonable amount
in relation to capital and reserves to a single
borrower (other than the federal and provincial
governments and similar foreign governments).
The Inspector General should continue to see that
prudent lending practices are followed. The
present provision of the Bank Act which pre-
cludes individual directors from participating in
decisions about credits to them or to enterprises
with which they are associated should be re-
tained, as should the requirement that such

.credits in excess of 5% of the bank’s capital be

approved by two-thirds of the other directors
present. In addition, copies of the relevant state-
ments regarding directors’ interests and details of

‘the individual loans or other credits involved

should be forwarded to the Inspector General;®
similar disclosure arrangements might be made
with respect to the total of salaries and bonuses
paid to officers and directors.

The Inspector General would thus be put in
a position to notice any undesirable trends and
should be given the power to require each institu-

.tion to publish the amounts involved in its an-

nual return to shareholders or more frequently
if deemed necessary. In addition, he would of
course have the overriding power to require any
institution to desist from making any loans to

8 Under the existing rules, which should be retained, the
Minister also receives copies of the auditors’ reports on
loans in excess of 1% of paid-up capital and reserves on
which losses are considered likely to occur. In addition, the
Inspector General—under his general authority to call for
information from the banks—obtains reports on all loans
in excess of a certain limit set for each bank, and should
continue to call for such additional returns if he considers

it necessary.

? At present, banks are required to annex the “aggregate
amount of loans to directors and firms of which they are
members, and loans for which they are guarantors” to their
monthly balance sheet returns under Schedule M.
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directors or others if these seemed likely to im-
peril the soundness of the institution concerned.

INNER RESERVES

The present chartered banks, like other finan-
cial institutions and non-financial companies, may
set up specific reserves out of pre-tax earnings to
write down the value of particular assets to their
-estimated realizable value; as with other tax-
payers, subsequent recoveries in excess of the
written-down value of the accounts concerned
must be taken into taxable income. The banks,
however, may.also set up contingency reserves
out of pre-tax income to meet unforeseen future
losses, the total of these two types of reserve
being subject to a limit set by the Minister of
Finance.’®* Both the specific and contingency
reserves are disclosed to the Inspector General of
Banks but are secret in the sense that they are
not disclosed to the public or the shareholders.
In addition, the chartered banks—and other tax-
payers—are not prevented by tax laws from
setting up undisclosed reserves from their after-
tax income, but the total amount of income tax
paid each year must be disclosed.

From the time when rules for the banks’ inner
reserves were first drawn up in 1944 until 1954,
the Minister of Finance allowed whatever specific
reserves a bank might reasonably claim plus con-
tingency reserves of up to 2% of Government of
Canada, U.S. and U.K. issues issued for a term
of one year or more, 3% of provincial securities

1 All mortgage lenders, including the trust and loan com-
panies, are entitled under Section 85G of the Income Tax
Act to set aside pre-tax income of % of 1% of their conven-
tional mortgage portfolio annually to build up a published
contingency reserve to a limit of 3% of the portfolio. This
provision, and that for the banks, are the only statutory
exceptions to the general rule that taxpayers may not set
up contingency reserves. However, some features of the
regulations respecting the capital cost allowances which can
be deducted from taxable income may provide incentives to
both financial and non-financial businesses to invest in fixed
assets and may thus in some respects be regarded as akin to
the incentives provided by bank contingency reserves; the
analogy, though, is not one which we would be inclined
to push too far.

and 5% of other investments, of loans!! and letters
of credit and of long foreign exchange positions.
The rules were changed in 1955 to apply the
percentage limits to the sum of specific and con-
tingency reserves and in 1957 to disallow reserves
on Government of Canada and provincial securi-
ties which were to be valued on an amortized
basis; annual changes in these values, and trading
profits or losses, must now be taken directly into
income.

In 1960, the fixed percentages were replaced
by a single variable percentage which changes
each year in proportion to changes in all banks’.
average loss experience over the preceding 25
years. The original base for this calculation was
set at 24 times the average 25 year loss experi-
ence, which gave a ratio of 4.944% in 1959
—<close enough to the previous 5% limit to give
continuity. Since then, the ratio has declined be-
cause the loss experience of recent years has
been low relative to that of the earlier years
being dropped from the calculation each year:
the maximum permitted ratio in 1963 was
3.504% of reservable assets. If the ratio of spe-
cific reserves claimed remained unchanged from
1962, the maximum permitted general contin-
gency reserves in 1963 would have been about
2.8%.

There are two major issues to be considered—
the extent, if any, to which the right to accumu-
late untaxed contingency reserves should be
granted to banking institutions and the question
of the secrecy of reserves. The arguments and
precedents in Canada and elsewhere are not
conclusive; we have considered all sides of the
question carefully and have reached a view, but
one which we recognize is a matter of judgment.

There is no question about specific reserve
appropriations for probable losses: it is uni-
versally recognized as prudent business practice
to provide in a reasonable way for such probable
future losses and the tax authorities allow such
provisions to be deducted from taxable income.

1 Other than those to or guaranteed by the Canadian,
U.S., and UK. governments, those secured by Government
of Canada bonds being purchased on instalment plans and
those to or guaranteed by other banks.




It is the question of untaxed contingency reserves
which is contentious: those who argue that they
are necessary point to their existence in the
United States, to the additional inducement which
they give to banks to put aside what amounts to
additional capital in good times when they
might otherwise be less concerned about their
capital ratios, and to the effect which they
may have in encouraging bank managements to be
more venturesome in their lending policy. Those
opposed to untaxed contingency reserves point to
the English banks (which must pay taxes on their
general reserves), claim that good management
and supervision will ensure the adequacy of
capital and argue that the venturesome lending
policies of financial institutions without untaxed
contingency reserves indicate that they are not
required.

We recognize that this is a matter in which no
absolute assertions can be made, but we are
of the opinion that the existence of such reserves
has contributed to the soundness of the Canadian
banking system. We recommend therefore that
the right to accumulate such reserves be contin-
ued and, of course, extended to all banking in-
stitutions. The extent to which they should be
allowed to accumulate free of tax should, of
course, be limited. The advantage to the institu-
tions lies in the use of the funds that would
otherwise have been paid in taxes. Thus, if con-
tingency reserves are taken for illustrative pur-
poses as being $300 million, the banks have the
use of $150 million that would otherwise have
gone to the tax authorities (assuming a 50%
corporation income tax). If they earned some-
thing over 5% on these funds before taxes, their
pre-tax earnings are increased by $8 million and
their after-tax profits are increased by half as
much. These figures may be compared to the
banks’ pre-tax earnings of $189 million, divi-
dends of $60 million, and capital of almost
$1.1 billion in 1962. While some have suggested
that these extra earnings benefit the depositors and
borrowers, the most direct benefit would appear
to be to the shareholders.

The present allowable level of untaxed con-
_ tingency reserves seems adequate to meet extra-
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ordinary losses over a period of years. However,
post-war loss experience has been low and may
well be misleading, and a formula which is based
on it may reduce the maximum ratio to unsat-
isfactory levels. As a result of the changes in
the rules and the recent low levels of bank
losses, the ratio of reserves to bank loans and
municipal and corporate securities has been just
about halved over the past decade. In our judg-
ment it would be wise to bring a halt to this
process and we therefore recommend the estab-
lishment of a fixed ratio for the maximum of tax-
free reserves. The level at which this ratio should
be set admittedly involves an arbitrary decision.
In the United Kingdom where reserves are taxed,
there is no limit, while in the United States the
limitation is based on a bank’s loss ratio over
any 20 consecutive years, starting not earlier
than 1927. The maximum allowed is three times
this annual average, which in practice we under-
stand puts a lower ceiling on large U.S. banks
than that aplying to the Canadian banks. How-
ever, the Saxon Committee, a committee of
bankers appointed by the U.S. Comptroller of the
Currency, recommended that the maximum be
raised to a flat 5% for all banks.1?

The loss experience of the Canadian banks is
naturally relevant in determining the maximum
permitted ratio of reserves. In the favourable years
since 1950, bank losses on loans have averaged
about ¥ of 1%, with the peak year being
under % of 1%. However, this experience
gives no real guide as to what is appropriate for
emergencies: it may be contrasted with a five
year period in the 1930’s when losses averaged
over 14% of loans. While such drastic cir-
cumstances seem unlikely to recur, it should also
be remembered that bank earnings ratios before
losses in those years were much higher than they
are today.!3

12 National Banks and the Future, The Report of the
Advisory Committee on Banking to the Comptroller of the
Currency, 1962.

12 Earnings after taxes in those years exceeded losses by
$72 million, but dividends were cut to 60% of their 1929
level and were only maintained at this level through drawing
on inner reserves. .
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The choice of a ratio depends also on whether
or not specific provisions are included in the re-
stricted amount. The present Canadian practice of
applying a single limit to the combined amount
of specific and contingency reserves blurs the
real distinction between losses foreseen on partic-
ular accounts and the general risks of the bank-
ing business. Moreover, it does not allow for
differences among banks depending on their cur-
rent loss experience. We do not favour the Ameri-
can system of setting each bank’s maximum
independently on the basis of its own earlier loss
experience for this can lead to serious inequities
as the composition of a bank’s business and the
quality of its management change through the
years. On the other hand, some room for adjust-
ment to a bank’s particular circumstances is de-
.sirable and the removal of specific provisions from
the restricted reserve category—as was formerly
the practice in Canada—is the logical way of
achieving this. We therefore recommend that this
practice be restored and that general contingency
reserves be limited to 3% of the assets eligible
for reserves, a modest increase from the present
level of about 2.8%.

The separation of specific from contingency
reserves might pose problems for the tax author-
ities and the Inspector General, who would have
to ensure that excessive specific provisions are
not being taken. At present, some banks tend to
make rather generous allocations to specifics since
it makes little difference how the reserve appro-
priations are allocated within the combined max-
imum. The problem, however, also applies to all
other taxpayers and should not be insurmount-
able. Wide swings in the market values of munic-
ipal and corporate bonds and in the banks’
long foreign exchange positions might also con-
front the banks with the problem of switching
reserves back and forth from the general to the
specific category, but this also is a problem which
can fairly readily be handled, assuming that the
banks will not substantially vary their total reserve
provision, except when business conditions or
actual or potential loss experience change. If it
is decided that these difficulties outweigh the

advantages of treating specific provisions sepa-
rately, the maximum applying to the combined
reserves should be set at not less than 3% % —that
is 3% plus the present ratio of specific reserves—
and perhaps at 4% . We mention the higher figure
because of the desirability of ensuring that banks
with above-average loss expectations have the
flexibility to make adequate reserve provisions.

Like the question of contingency reserves itself,
the issue of their secrecy has been much debated.
In the United Kingdom, the Jenkins Committee
in 1962 recommended by a vote of 9 to 5 that
secrecy be maintained, while in the United States
the Saxon Committee recommended full- dis-
closure, a practice now followed in any event by
many American banks. In Canada, enquiries by
the House of Commons Banking and Commerce
Committee in 1944 and 1954 concluded that pub-
lication of unexpected and exceptionally high
losses in any one year might adversely affect con-
fidence in a bank or even in the banking system
as a whole. Thus, there are precedents and ex-
perience to support those who argue that secret
inner reserves are necessary to reduce fluctuations
in published profits, maintain public confidence,
and encourage banking managers to take risks
which they might be unwilling to assume if they
had to disclose the occasional sharp loss which a
more venturesome policy might entail. In support
of this view, it is also argued that it is more dif-
ficult in any event to determine bank earnings
than those of other companies since the result
of current bad judgments may only become ap-
parent much Iater.

- On the other hand, the views of informed ob-
servers and the experience of other financial
institutions in Canada and abroad could be cited
just as easily to support the opposite viewpoint
that rumours can be more dangerous than facts,
that the public is well enough informed to accept
occasional severe losses as a normal part of any
banking business, that the shareholders are en-
titled to know how their company and its man-
agement are performing and, finally, that the
discipline of public disclosure is good for manage-

‘ment. It is our view that there is no compelling




case against disclosure, and we are satisfied to
leave the matter in the hands of the authorities
and the shareholders concerned. If a substantial
body of shareholders were in favor of such dis-
closure—and to our knowledge none is—we do
not believe it should be opposed by bank manage-
ment. However, we believe that tax-paid reserves
should in any event be incorporated in published
shareholders’ equity since there is no case for
secrecy when inside reserves are in excess of the
ratios deemed appropriate by the authorities.
Good accounting practice calls for the disclosure
of tax-paid reserves on balance sheets and there
is no reason why banks or other financial institu-
tions should be treated differently.

Regardless of how the question of disclosure of
untaxed reserves is resolved, we do recommend
that the loss experience, specific reserves, con-
tingency reserves and tax-paid reserves of all
banks combined should be published each year
together with an accounting of the changes in
reserve accounts. This will give some indication
of trends in the business and may serve the useful
purpose of destroying some myths about the size
of reserves. If publication of individual bank
figures is not undertaken, we also recommend
that the Minister of Finance should work out ap-
propriate rules to ensure that reserve allocations
and drawings are not used to imply an earnings
trend contrary to that which might reasonably be
deduced by a person in possession of all the facts.
If, for example, earnings are down substantially
because of abnormal losses or any other factor,
the banks should not be allowed to show an
increase in published earnings or nominal declines
in profits; the important consideration of depositor
protection does not justify misleading the share-
holder and the public.

Finally, in line with our own view that cor-
porate disclosure generally should be improved,
we recommend that bank profit and loss state-
ments be made more informative: they should be
required by legislation to provide shareholders
with information about the sources of each bank’s
earnings and the nature of its expenses and other
relevant information necessary for the share-
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holders to judge the performance of management:
They might be similar in form to the present
Schedule ‘Q’ to the Bank Act, though modified
if appropriations to inner reserves were not to
be disclosed. Moreover, we consider it anomalous
that statutory auditors should not be called upon
to certify the earnings statement of any financial
institution while they do so for other businesses.
We have not explored the problems involved in
such certification with the accounting profession,
but we suggest that the Inspector General of
Banks and a committee drawn from the panel of
approved bank auditors should study the matter
and reach a conclusion as to the feasibility of
such certification and the form it should take.
This is particularly important in view of the fact
that we have recommended the inclusion under
the federal act of many financial institutions
now subject to differing reporting and disclosur
requirements. ‘
Although the case for untaxed contingency
reserves for banking institutions rests primarily
on considerations of depositor protection, the
authorities may wish to extend similar privileges
to non-banking institutions such as those trust
and loan companies that do no demand or short-
term liability business. These companies, like
the trust and loan companies which will come
under the banking legislation, including its re-
serve provisions, are now entitled to build up
from pre-tax income reserves equal to 3% of
their conventional mortgage portfolios. We see
no reason to alter this rule, although it might be
desirable to adopt the banking regulations for
these institutions as well. The rest funds of the
central societies of credit unions and caisses
populaires should be treated as ‘tax-free con-
tingency reserves subject to the general rules
applicable to other banks: local credit unions and
caisses, although not coming under the federal
legislation, should also receive the same tax
treatment.}4 ' '

- ¥ Those now holding rest funds in excess of the limits
should be taxed on further increases, but not on any excess
they may have carried at the time the legislation comes into
force. '
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CASH RESERVES AND
THE CLEARING SYSTEM

As pointed out earlier, every financial insti-
tution needs to hold some cash to meet the pay-

ment obligations which it may incur in the or-:

dinary course of its business; these may result
from withdrawals of cash or deposits by its
customers, or purchases of assets by the institu-
tion itself. Clearly, any institution which did not
keep sufficient cash—or liquid investments or
lines of credit with other institutions which are
readily convertible into cash—would be unable
to meet its obligations and would sooner or later
go out of business. In addition to these usual
working balances, each institution must keep
on hand, or have immediate access to, enough
cash to meet any unexpectedly large payment
drains. Thus, while only the chartered banks
and Quebec Savings Banks are required by law
to observe specified cash ratios, all other finan-
cial institutions dealing in short-term claims in
fact hold comparable cash reserves to meet the
needs of their particular business. Table 19-2
shows the actual cash ratios of selected groups
of institutions.

Although any banking institution which wishes
to remain in a sound condition must hold ade-
quate cash, it is another question whether the
regulatory authority should specify a minimum.
In the case of capital ratios, we have recom-
mended against the imposition of ratios, and it
might be considered inconsistent to do other-
wise for cash reserves. If sound management
of the institutions and protection of the public
were the only considerations, cash ratios in them-
selves would be of very limited usefulness.
An institution can best meet its liquidity needs,
whether arising from its having demand liabilities
or from the maturing of notice and fixed term
obligations, by carrying an appropriate share of
readily marketable assets in addition to cash in
its portfolio. However, cash requirements also
have a place in the system of monetary control
—not, perhaps, as crucial a place as some dis-
cussion would suggest, but an important one
nonetheless.

All institutions are affected by changes in
monetary policy regardless of the form and lo-
cation of their cash reserves. Their experience
over long periods and through the cycles of credit
policy was described in some detail in earlier
chapters which showed that their position de-
pends on their success in competing for business
and not directly on whether their reserves are
held at the central bank or elsewhere or whether
they are maintained at one level rather than
another. These points were developed in Chapter
6 and in the appendix to it. Thus, the central
bank’s ability to influence institutional behaviour
and credit conditions does not depend on the
imposition of reserve requirements on all bank-
ing institutions since it can always take offsetting
action to compensate for changes in credit flows
arising out of changes in market preferences and
institutional competitive positions. So long as
the central bank has the ability to alter the
terms on which its own liabilities—the ultimate
cash in the system—are available and so long as
the institutions are free to compete for funds
on reasonably equal terms, their reactions to
changes in the available supply of central bank
cash will spread and reinforce the tightening or
easing effect of the central bank’s action discus-
sed in Chapter 6.

However, the simple examples given in the
earlier discussion also illustrated that the sys-
tem’s response is less certain and predictable if
the main banking institutions do not work to
known and stable minimum cash reserve posi-
tions. Otherwise, the institutions which lose cash
may choose to live with lower reserves at least
temporarily (or, in opposite circumstances, to
hold more cash than usual) rather than make
the adjustments in their asset holdings and rate
policies which would immediately transmit the
effects of monetary policy measures to other
parts of the financial system. If the banking insti-
tutions do delay, the central bank would have to
take further action in order to bring about the
change in credit conditions it wishes to achieve.
Markets might then react more violently than
desired, with the result that large central bank
transactions and irregular response by the insti-




tutions could create uncertainty, even confusion,
in financial markets. A system of differing ratios,
such as that discussed by the President of the
Royal Bank of Canada, in which each bank
. would choose its own reserve ratio and notify the
central bank of its decision, might work tolerably
well, but the widely differing ratios and changes
in them would needlessly complicate life for all
concerned. '

Absolute certainty of response can never be
achieved—indeed it is important that the banking
system be able to assist in absorbing temporary
swings in the community’s financial preferences—
but the difficulties can be reduced if the banking
institutions work to known reserve positions. In
our system, as the Bank of Canada indicated, it
would be sufficient if only the present chartered
banks were included, for they bulk very large
in the central securities markets and are a major
factor in the competition among institutions.
Nevertheless, we believe that equity among insti-
tutions having the same powers dictates that
similar requirements should be imposed on all
banking institutions so that all are required to
hold the same amounts of non-earning assets
relative to their different liabilities. Moreover, if
the “outside” banking institutions become bigger
and move more directly into short-term lending
and money market activities, it might become
increasingly difficult to maintain firm control over
the whole financial system without subjecting
them to specific cash ratios.

. The existence of minimum requirements, while
of itself of minor importance in guaranteeing an
institution’s solvency, will nevertheless give statu-
tory effect to the working practices of the sounder
institutions and improve the practices of others;
it will thus contribute to the protection of the
public. Finally, although the required cash can-
not itself be used to meet liquidity needs (except
to the extent that an averaging formula allows
an institution to meet the daily ebb and flow of
payments) the knowledge that a cash minimum
must be observed should lead institutions to
carry adequate liquidity to protect their positions.
The recent report of the President’s Committee
on the financial institutions in the United States

REGULATION OF BANKING INSTITUTIONS 391

laid considerable stress on this role of required
cash reserves and the increased power which
they give to the supervising authority to insure
that sound practices are followed in all aspects
of the institutions’ affairs.1%

The actual choice of reserve ratios is bound to
be somewhat arbitrary, although it would be diffi-
cult to devise a system more arbitrary than the
present one. Ratios should not be set far above the
level which a well managed institution would
maintain in any event, and thus the imposition of
new requirements should disrupt soundly estab-
lished institutions as little as possible. However,
the ratios must be set high enough to induce the
main banking institutions to work as closely as
is practical to them at all times.

There is a significant difference in the amount
of cash which need be held against different types
of liabilities: a ratio appropriate for purposes of
protecting the public in the case of banks doing
a substantial amount of volatile demand business
would be unnecessarily high for those with few
demand accounts and more term liabilities of
various kinds. In order to meet this difference,
we recommend that a higher ratio apply to liabili-
ties which are transferable by cheque or on cus-
tomers’ orders or which are redeemable on’
demand or short notice at a set price, and a lower
one apply to other banking liabilities issued with
an original term of one year or less.!® It will be
recalled that in defining banking institutions we
included all those issuing demand claims or lia-
bilities maturing within 100 days which are not
sold in securities markets through independent
investment dealers or other agents. In setting
reserve ratios, we move out to one year. in order

35 Report of the Committee on Financial Institutions to
the President of the United States, Washington, 1963, esp.
p. 17.

10 “Short notice” might be taken to mean a minimum of
7 days. The distinction between under and over one year
liabilities is made on the basis of terms at the time of
original issue. If one specified remaining term to maturity,
long-term liabilities would automatically be subjected to cash
requirements as they approached maturity. It can be argued
that since all short-term claims are similar, regardless of
their original term, .institutions should be required to hold
reserves against all liabilities with less than one year to run.
However, this would complicate matters, without contributing
usefully either to the protection of institutional liquidity or
to the efficacy of monetary control.
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to avoid distortions which would result from
attempts to avoid reserve requirements applying
only to the shorter-term liabilities. Longer-term
liabilities would not be subject to any specific
reserve requirement, although needless to say an
institution principally doing longer-term business
would need to carry some cash for its normal
business needs.

We believe it would be appropriate to set a
ratio of 8% on demand or transferable liabilities
and those redeemable on short-notice. On the
other short-term deposits or comparable liabili-
ties of the banking institutions, a ratio of 4%
—that now in use in the United States for time
deposits—would be adequate.l” The higher in-
terest which would have to be paid on deposits
subject to genuine notice should eliminate any
incentive to the institutions to bid for such de-
posits merely to minimize their cash ratios. How-
ever, if any institution tried to attract funds into
the low ratio category with promises to waive
the notice requirements, the authorities would
have the power to apply the higher ratio to such
liabilities.'®
- The present and proposed minimum ratios of
cash holdings to reservable liabilities are given in
Table 19-2. Based on these recent averages for
each group of institutions, the chartered and
savings banks and the caisses populaires will be
required to hold less cash than at present, while
the 1962 experience of loan companies was just
about in line with the requirement. On the other
hand, the average cash holdings of trust compa-
nies and credit unions tend to run below the
requirements.

The small reduction in the requirement for
chartered banks results from the fact that their

17 We stress that the reason for applying a higher ratio to
volatile liabilities is not that the authorities need such a
ratio for purposes of monetary control. Thus we see no
purpose in relating cash ratios to the annual turnover of
deposits as has been proposed in some quarters. (The
turnover of current accounts is some 40 times that of
savings accounts).

18 Another possibility would be to relate the low cash
requirements only to deposits which proved retroactively to
have been immobile—presumably by calculations based on
the amount of interest actually paid. This, however, seems
unnecessarily complex and would involve the authorities in
énquiring into the rate structure of each institution for the
purpose of making the calculation.

TABLE 19-2

PRESENT CASH HOLDINGS AND PROPOSED
MINIMUM REQUIREMENTS®

As a percentage of
Demand and
e short-term Total Assets
liabilities
Proposed Proposed
Present b Present My
Holdings R:lgg;e- Holdings R;gglt;e-
Chartered Banksb............ 7.8% | 1.7% | 7.4% | 7.3%
Quebec Savings Banksb...| 9.2 8.0 8.7 7.6
Trust Companies® . 3.4 6.8 1.7 3.5
Loan CompaniesP.. 7.8 8.0 1.3 1.3
Caisses Populairese®.........| 9.0 8.0 8.4 7.5
Credit Unionse.................. 4.3 8.0 3.9 7.2

aCalculations are based on cash holdings and liabilities at the
same dates and thus take no account of the use of a lagged
deposit base: if institutions are growing, the amount of cash
required will be lower than indicated. The proposed require-
ments are based on the current structure of each institutional
category’s liabilities.

bAverage of 1962 quarter end data. In the case of trust and
loan companies December is not included in the calculations
because window dressing produces misleading balance sheet
data. The amount of trust company certificates and term deposits
maturing within a year has been estimated on the basis of the
survey referred to in Chapter 10. It is assumed that all chartered
bank “‘other notice’ deposits had an original term of less than
one year.

©1961 year end data on a consolidated basis for centrals and
locals. Shares are included with deposits in calculating the first
two columns.

corporate notice deposits would call for 4% re-
serves.’® The present savings deposits which are
in practice transferable on demand would require
8% reserves, but banks might reduce their cash
holdings further by offering their customers a
clear choice between chequable and term or notice
accounts. Such reductions in the overall level of
bank reserves are desirable since the present 8%
is undoubtedly higher than the banks need keep.

Moreover, the possibility of holding a lower
cash reserve against genuine term deposits and
the absence of a statutory requirement on liabili-
ties maturing in over one year may encourage
the banks to consider new longer-term borrow-

1 Some of these notice deposits have an original term of
one year or more but the amounts are not known and all
of them are therefore assumed to be for less than a year
in the calculations of Table 19-2. :




ing and lending markets. Although we do not
favour the formal segregation of assets, the lower
ratio will make the banks more aware of the
natural division in their business. which reflects
the differing character of the funds employed.

The situations of individual trust companies
differ widely, some having substantial demand
and short-term liabilities and others raising a high
proportion of their funds through longer-term lia-
bilities against which central bank cash reserve
requirements will not apply. Given the changing
character of this industry’s business and consid-
erations of equity vis-a-vis the chartered banks,
we do not consider the required shifting of under
2% of assets into cash to be excessive.

So far as the credit unions are concerned, we
have already expressed our view that their cash
holdings tend to be undesirably low: an increase
of the magnitude indicated would thus not be
harmful. In any case, the credit unions could
lower the effective requirement substantially by
enforcing notice regulations on withdrawals of
share funds and deposits. The requirements for
credit union and caisse populaire centrals should
be based on the consolidated share and deposit
liabilities of centrals and their affiliated local so-
cieties. However, there may be technical difficul-
ties in applying the rules which would call for the
formulation of special procedures having substan-
tially the same effects as application of the gen-
eral rules.

Our objective in this admittedly arbitrary mat-
ter has been to devise a system which protects the
public and ensures responsiveness to monetary
control but which is also simple, equitable and
does not needlessly disrupt the institutions.20 We
believe that the principle of distinguishing be-
tween demand and short-term liabilities is sound
and realistic. With the object of allowing some
day-to-day flexibility and adjusting to the vary-
ing state of statistical reporting by different insti-
tutions, we also recommend that the requirement

2 The Bank of Canada would have to cooperate with the
banking institutions in facilitating the transition to the new
reserve requirements, but this poses no great difficuilty.
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be based, as at present, on average liabilities in a
recent period. The use of a known deposit base
introduces certainty and—under a system with
three ratios (8%, 4% and 0% )—would over-
come difficulties arising from shifting of funds
from one type of account to another. As we will
argue in Chapter 22, the present lagged base does
not lead to undue delays in the banks’ response
or allow the banks to escape the immediate effect
of central bank action on their reserves. The
question of giving the authorities the power to
vary these ratios for monetary policy reasons will
also be discussed in that chapter.

We believe that all banking institutions should
be required to hold their reserves, other than till
money, at the central bank. We do not make this
recommendation primarily because the present
position poses serious problems of monetary
control—it does not—but because we believe this
will help to foster improved contacts and work-
ing arrangements between the Bank of Canada
and the institutions now holding their cash else-
where. Moreover, we can think of no valid reason
why some banking institutions should be required
to hold reserves in one form and others not.

This will lead naturally to a desirable change
in clearing arrangements. All banking institutions
will be able to settle their clearings at the Bank
of Canada rather than being required to make
arrangements with one of the present chartered
banks, although they could continue to do so if
they wished. The Bank would thus have to equip
itself to act as clearing agent for institutions at the
centres where they are not represented, but there
would be no need for it to take over the rest of
the normal work of routing cheques and other
payment items within the private financial system.
The clauses of the Canadian Bankers’ Association
Act which give the Association the right of oper-
ating the clearing system should be repealed, and
an association of all clearing institutions formed
to manage the system and allocate costs equitably
among all members in relation to the work done
by each. The Bank of Canada as a member of the
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association would be paid a fair price for clearing
work it undertook for any institution.?!

We also recommend that there be a statutory
prohibition on charges for the negotiation of out-
of-town cheques, the actual handling of which
does not involve any significant extra cost to the
institutions concerned. This change would reduce
the disabilities of those institutions not having an
extensive network of branches across the country.
It is possible, of course, that over the years the
payments system may evolve more towards one of
credit transfers similar to those in use in many
European countries. Under this system, those with
bills to pay go to their financial institution and
instruct it to debit their account forthwith and to
transfer credit to those individuals to whom they
owe money. This system, under which every
account in the country has a specified number,
greatly reduces the paperwork of the financial
system, cuts down on float and clearing charges,
and ensures that the recipient gets the full amount
owing to him. On the other hand, the present
cheque system is extremely convenient for the
payer and is so well and efficiently established in
Canada that it is unlikely to be altered soon.

Regardless of whether these changes are made,
it seems to us unreasonable that the chartered
banks should have to negotiate all federal govern-
ment cheques without charge to the authorities.
It is true that the banks gain some advantage from
government balances maintained with them in the
ordinary course of events, although there is no
guarantee of this and balances over $100 million
are paid interest at a rate very close to that on
treasury bills. The banks calculate that the net
cost to them of handling government cheques is
about $7 million a year, but the government
argues that this is fair compensation for the

A Even if the central bank were gradually to assume a
larger role in the mechanical job of clearing, and we see
no advantage in its doing so, we find it hard to believe that
this would enable it to pry into the affairs of individual
banks and their customers, as suggested to us at our hear-
ings. (Transcript, page 8256.) Even if the Bank actually
wished to do so, the sheer physical job of vetting the
millions of items passing through the clearings would pre-
clude it, just as it presumably precludes chartered banks
from detailed study of the business of other institutions
which now clear through them.

privilege of extending charters to the banks.
Nevertheless, we see no more reason for financial
institutions to subsidize government than we see
for the government to subsidize the institutions.

LIQUID ASSET REQUIREMENTS

The cash which institutions are required to hold
will enable them to meet moderate daily swings
in settlements within the averaging period, but
will not contribute beyond this to the liquidity
of their assets. For their own protection and that
of the public, the institutions must all have ade-
quate liquid assets to meet more substantial day to
day claims against them or to cover persisting
withdrawals of funds. In addition to this crucial
need for protective liquidity, a well managed insti-
tution will want a cushion of liquid assets to give
it flexibility to take advantage of attractive lending
opportunities when they arise. However, while all
institutions must pay close attention to their
liquidity positions, their needs differ substantially.

The most important factor influencing liquidity
needs is the character of an institution’s liabilities.
Since demand deposits and similar claims may
be withdrawn unexpectedly at any time, they call
for greater liquidity in the structure of assets than
true notice deposits, which in turn may be more
subject to unexpected calls than fixed-term liabil-
ities. Where there are formal notice provisions
much depends on the actual practice adopted. If
notice is in fact never required, an institution
cannot suddenly impose it without exposing itself
at the least to considerable ill-will and at worst
to a collapse of confidence in its ability to meet
its obligations which could set off a crisis in its
affairs. (The credit unions, with their special
relationships to their members and their tradition
of self-help, have more room to manceuvre in this
respect than the other institutions. )

On the other hand, an institution need not keep
itself prepared to redeem all its demand liabilities
at any time—indeed cannot do so if it is to fulfil
a useful function as a financial intermediary. If a
major run on a banking institution were to de-
velop, the authorities and/or the other institutions
have the means to supply the liquidity needed. If




the institution were also in danger of becoming

insolvent because of poor investments, the authori-
ties would, of course, also need to intervene to
put its affairs on a sounder footing or to wind it
up in an orderly manner. In the absence of some
major crisis of this sort, however, an institution
can normally count on the fact that a relatively
small share of its demand obligations will be with-
drawn regularly, the rate of withdrawal depending
principally on the business habits of its customers
and its own willingness to meet the competition
from alternative investments. Large institutions
operating over a wide area can usually count on a
more regular pattern of settlements than smaller
ones whose business can be more affected by indi-
vidual transactions, while an institution with few
large accounts relative to its total size is less
exposed to sudden withdrawals than one having
relatively more such accounts. Thus the need for
liquidity in the structure of an institution’s assets
varies greatly with its particular circumstances.
Moreover, a given need for liquidity can be
met in many different ways, for example by the
regular flow of repayments from loans and invest-
ments which are not themselves marketable. Thus,
if most loans are short-term, even if not callable,
the institution can count on a more substantial
cash flow from repayments than if the bulk of its
funds is tied up in long-term loans and invest-
ments. Again, however, much depends on actual

practice: loans which are nominally short-term -

may in practice remain on the books for long
periods and provide less liquidity than long-term
commitments on which .there is a regular and
dependable flow of repayments. Moreover, short-
term investments which lack marketability are in
fact less liquid than longer-term securities for
which a continuing and reliable market exists.22
Because so many different factors must be taken
into account, it is as difficult to prescribe how
much of an institution’s funds should be invested

in specific liquid assets such as callable loans and °

marketable short-term securities as it is to pre-

# The holders may of course consider such readﬂy market-
able long-term assets as less liquid if their pnce has fallen
and sale would involve capital losses: the same is indeed true
of marketable short-term investments.
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scribe common capital ratios. Indeed, circum-
stances change over time with the development
of markets: if secondary markets grow up in assets
such as municipal securities and mortgages, or if
new discounting facilities are introduced, the effec-
tive liquidity of whole classes of assets improves
and there is less need to hold other marketable
assets.

Taking account of all these considerations, and
of the fact that liquid assets which must be held
are not in fact a source of usable liquidity, we do
not believe that statutory liquidity ratios should
be imposed for purposes of public protection
by the banking legislation.?® The public interest
will be adequately safeguarded if the authorities
keep themselves informed of the circumstances
of each institution and have the power to inter-
vene if a particular institution is extending its
asset position dangerously or not making ade-
quate provision to meet maturing liabilities. In
order to protect the institutions against unneces-
sary use of this power, any regulations laid down
should be subject to appeal to the Treasury Board
or some other appropriate body.

We would expect the institutions concerned to
support wise supervision in a matter which bears
so directly on their own best interests. Indeed, they
might well co-operate with the Inspector General
of Banks in working out appropriate guide-lines:
some institutions have already taken such steps
privately within their own associations. We find it

" difficult to offer any specific advice as to these

guidelines or as to the classes of assets which
would be included. However, the chartered banks
have operated soundly with between 20% and
25% of their assets invested in cash, day and call
loans and short-dated federal government obliga-
tions. These assets are held against liabilities which
are virtually all chequable, a fact which suggests
that somewhat similar ratios would be appropriate
against demand and chequable liabilities—with
somewhat higher ratios being held against current
accounts and perhaps somewhat lower ones ap-
plying to liabilities redeemable at short notice.

=The question of giving the central bank the power to
impose or alter liquidity requirements for reasons of
monetary policy is discussed in Chapter 22.
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The experience of institutions dealing more in
genuine term deposits suggests that liquidity
ratios against such liabilities might vary from
as little as 10% to 20%, depending on the vari-
ous factors affecting their liability and asset struc-
ture mentioned earlier. Nevertheless, the super-
visory authorities and institutions are in a better
position than we to work out appropriate and
more precise guide-lines.

CONCLUSION

We have now completed our recommendations
for amendments to the Bank Act and the related
Small Loans Act. In recommending a broadening
of the former’s coverage to include all institutions
undertaking a banking function and in proposing
an increase in the powers of the Inspector General
to ensure that sound practices are followed, we
have been guided by the desire to establish a more
flexible and equitable framework within which the
main purpose of the Act—ensuring the continued
soundness of the Canadian banking system—can
be carried forward along proven paths and adapted
to changing conditions. Our recommendation that
minimum cash reserve ratios be imposed on all
banking institutions, that they vary with the nature
of liabilities and that they be held at the Bank
of Canada should also serve to encourage sound
practices and promote equity among institutions.
Moreover, it will foster more contacts and con-
sultation between the authorities and the insti-
tutions concerned—on both financial develop-

ments and policy matters—as well as adding some-
what to the predictability of institutional response
to monetary measures.

As with the recommendations on the broader
investment spirit and provisions of the Act set
out in Chapter 18, this regulatory framework
has been designed to encourage the financial sys-
tem to be adaptable and creative within a com-
petitive and non-discriminatory environment in
which there will be fewer arbitrary legislative
distinctions and prohibitions than are now to be
found. In some cases we have suggested putting
on a statutory basis effective controls which al-
ready exist, while in others our proposals are de-
signed to fill gaps or loopholes in the regulatory
framework or to make provision for future
developments.

We have also tried to reconcile a broad and
equitable national approach with a pattern which
allows for the decentralized operation of the
financial system, which encourages smaller insti-
tutions, and which enables co-operative move-
ments like the credit unions and caisses populaires
to be regulated only through their central insti-
tutions. The provisions which we have sug-
gested may need to be altered with experience,
but we would hope that any modifications would,
like the proposals we have just put forward, be
viewed in the perspective of the whole financial
system. In the ordinary course of events the usual
parliamentary review at ten year intervals would
probably be often enough to keep the regulatory
framework attuned to the needs of the country.




THE OBJECTIVES OF POLICY

We have thus far been primarily concerned
with the financial system’s role in channelling
funds from lenders to borrowers. Yet the freest
and most highly competitive of financial markets
and the soundest of regulatory frameworks are
not enough to guarantee attainment of broader
economic objectives such as full employment and
price stability. Measurable success in reaching
these goals depends upon governments making
carefully and consistently co-ordinated efforts to
achieve them. We therefore turn to examine the
working and effectiveness of various financial
policies—with particular stress on ‘measures
designed to influence credit conditions. But
monetary and debt policies—which are dealt
with in Chapters 21 and 22—are only part of
a wider policy structure, each component of
which has important effects on the others. We
have thus found it necessary to examine inter-
national financial policy and fiscal policy before
we draw together our conclusions as to the factors
governing the choice and combination of policies
in Chapter 25. It is in this wider context that we
deal with the status and organization of the Bank
of Canada in Chapter 26.

THE CHARACTERISTICS OF ECONOMIC
OBJECTIVES

Any analysis of broad economic objectives and
financial policy quickly leads to a fundamental
dilemma: society’s major goals do not lend them-
selves to sharp definition, yet policy is likely to

CHAPTER 2 @

be blurred and aimless if it is not sighted on a
clear target. Any extended discussion of economic
objectives must therefore avoid the danger of
becoming either a carefully contrived model of
arithmetic unreality or an eloquent exercise in
generalized vagueness. Each segment of the com-
munity has its own special interests and sense of
what is important and finds it difficult to agree
with others on any precise policy goals for society
as a whole. The list of economic objectives which
emerged from our extensive exploration of the
subject with domestic and foreign witnesses was
consequently a long one and while there was
general agreement that rising efficiency, high and
stable levels of employment, price stability and
a sound external position could be classed as
pre-eminent objectives, there was much less
agreement on their specific content or, in some
cases, on their priority. Moreover, even such
broad economic goals as these do not always
receive continuous public support and are sub-
servient to the constantly shifting political phi-
losophy of society. The community may readily
enough agree that all Canadians should enjoy

-the maximum freedom consistent with reasonable

equality of opportunity and a fair sharing of
national burdens and benefits, but there is no
formula for translating such imprecise views into
a set of workable economic objectives.

All policy must therefore be an exercise in

choice, but the choices are never absolute and

the circumstances in which they must be made
are continually changing. Goals which may be
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easily attained when the world economic environ-
ment is buoyant may be impossible to reach when
the international climate is less favourable. Simi-
larly, if the country has just gone through a pro-
longed period of high investment and is suffering
from excess capacity, or if attitudes towards work
and enterprise have become unfavourable, our
economic objectives may become at least tempo-
rarily very difficult to achieve. Many factors
which influence our economic performance are
outside the reach of the policy-makers, particu-
larly those responsible for financial policy—
clearly, no amount of monetary ease will cure
unemployment owing to a crop failure or to the
existence of uncompetitive industries. One would
like to have economic objectives precisely stated
in order to have a yardstick against which to
measure the performance of financial policy. Yet
we are convinced that an attempt to establish the
appropriate balance of objectives by an unchang-
ing set of rules would lead to unreality and error,
particularly in an open and constantly changing
society with its many conflicting aspirations.
Having said this, we still believe it vital that
the public and the authorities have their objec-
tives clearly in mind and agreed at any point in
time. These objectives may not be exactly the
same from one period to another, but a consistent
policy program cannot be worked out to deal with
a particular situation unless it aims at some speci-
fic target and its costs and benefits are as carefully
calculated as circumstance will allow. If society
cannot agree to support a common objective, even
temporarily, or if the policies of the authorities
are inconsistent and taken with only the vaguest
regard to the consequences, the results are bound
to be unsatisfactory. The number of people with-
out jobs and looking for work will obviously
be higher than it otherwise might have been if
the community cannot agree either on the need
to combat unemployment or on well-defined
measures to remedy it. Our economic performance
thus depends on the public giving informed and
enlightened support to the objectives of the time,
on the political authorities exercising leadership
to bring about agreement on major economic

goals, and on the policy-makers having a con-
sistent and carefully-calculated program to
achieve these aims.

A REVIEW OF OBJECTIVES

We believe that Canadians would now agree
that the following four very broad economic
objectives should be pursued by the authorities
and the nation generally:

(a) Rising productivity;

(b) A high and stable level of employment;

(c) Stable prices;

(d) A sound external financial position.

Rising productivity is not, of course, an end
in itself but a means of improving the economic
welfare of the nation. If -t is coupled with high
employment, national output will grow, and the
country may devote this gain in well-being to a
higher standard of consumption, to increased
leisure, or to expanded investment at home and
more assistance to the undeveloped nations.
Whether consumed or invested, enjoyed at home
or given away, the rising incomes of a nation
becoming steadily richer mean that its citizens
have more choices open to them than one which
is poor, stagnant, or declining. How wisely the
fruits of this progress will be used is another
question. We were urged by different witnesses
to stress that increases in particular kinds of
expenditures should be regarded as prime objec-
tives of policy: some urged that more resources
be devoted to schools, roads, or housing; others
emphasized consumption or welfare payments;
and still others private investment or the develop-
ment of export and import-competing industries.
Society will wish to resolve these many conflict-
ing claims to scarce resources—for social capital,
private investment, or consumption—in different
ways at different times, and this will lead to
policies designed to stimulate one kind of output
rather than another. However, too much inter-
ference with the normal incentives which cause
free markets to change their output in response
to changing tastes and technology, or too much
attention to highly specific subsidiary goals, is




likely to impede growth. In general, the more
successful we are in achieving our broad objec-
tives for the economy as a whole, the greater will
be the opportunity to meet the special needs of
individual segments of it. In particular, a satis-
factory rate of overall growth stemming from
rising productivity and high employment will
make it easier for industries which are declining
relatively or absolutely to adjust their positions,
for labour and capital to find new and profitable
employment, and for the nation to extend any
desired support to those left behind by the forces
of progress.

Growth stemming from nsmg efficiency must be
distinguished from. the once-for-all gains that can
occur from drawing more people into the labour

force, from reducing unemployment, or from

lengthening working times. Some would add that
it is a national objective to encourage national
expansion through immigration, but however
measured, growth, if it is to be strong and sustain-
able and not liable to come to an early end, cannot
be based on wasteful expenditures. Rather, it
must be primarily dependent on continuing ade-
quate levels of investment—in human and social
capital as well as in business and consumer assets
—on advances in productive techniques which
combine labour, management and capital more
effectively, and on improving the quality and
enterprise of the working population generally.
Such increased productivity and competitiveness

enable an increased output of goods and services

to be realized from each unit of input.! If
productivity is rising rapidly and if the level of
employment is kept high and stable, total national
output will show satisfactory gains. Since 1957,
- both productivity increases and the level of em-
ployment have been unsatisfactory.

Unemployment is universally recognized as an

economic problem. Success in meeting the ob-
jective of promoting desirable levels of employ-
ment can therefore best be measured not by total

1 Perhaps the best indicator of the real output of the econ-
omy (the value of production corrected for price changes) is
the series “gross domestic product at factor cost”, while the
most suitable measure of input appears to be manhours of
labour, although statistics on hours worked outsnde the manu-
facturing sector are not yet adequate.
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employment (which may -vary with immigration,
population trends, and the number of people
wanting to work) but by the proportion of the
labour force which is unemployed and genuinely
seeking work.? As with the productivity objective,
high and steady levels of employment are not
ends in themselves but means of enhancing
economic, social, and individual well-being and
of offering reasonable opportunities to all who
wish to take advantage of them. There is no
intrinsic merit in drudgery and even less in
employing half the population to dig holes and
the other half to fill them in. What we seek in
espousing the objective of high employment is, of
course, the removal of the material and psycho-
logical distress of the unemployed and avoidance
of the loss of production which unemployment
involves. If sufficient productive employment
opportunities are available, the country as a whole
will enjoy higher real incomes per person, a larger
national output and a climate more favourable
to efficiency and growth.

The objective of stable prices too, while
desirable for its own sake, is also important as a
means to a wider end. A cumulative and' pro-
nounced rising or falling trend in the general
level of prices can be socially and economically

‘disrupting, although prices of individual goods

and services, and financial assets should move
freely because it is through such relative price
movements that most of our resources and ex-
penditures are allocated. While studies carried
out for us confirm that the hardship wrought by
inflation falls mainly on older people, those living
on fixed incomes and some categories of lower
income wage earners, it is clearly an important
objective of policy to protect these groups against
a discriminatory erosion of their living standards
from which they have no adequate means of
protecting themselves. Unemployment and infla-

2The D.B.S. series “unemployment as a per cent of the
labour force” appears to be a broadly accurate gauge of the
unemployed, despite the fact that it may include a few people
who have no intention of looking for jobs. Nor is there any
reason to suspect that it distorts the trend of unemployment.
This is especially true if the lndex is corrected for seasonal

»vanauons
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tion may each affect only a small part of our
society—but both can destroy savings and morale
in ways which the country as a whole cannot
ignore. Moreover, rising prices can weaken real
economic growth by undermining the system of
fixed value contracts on which efficient business
is founded, by generating a fear of long-term
saving and lending commitments, and by diverting
real resources into unproductive and inefficient
channels as individuals and businesses seek to
escape inflation’s harmful effects. Inflation may
also proceed more rapidly at home than abroad,
thus discouraging both Canadians and foreigners
‘from buying our output and frustrating efforts to
maintain desirable levels of productive employ-
ment. A climate of continuous deflation is even
more unlikely to lead to the realization of the
goals of employment, efficiency, and a sound in-
ternational economic environment.

We received a suggestion that the best measure
for judging the stability of prices is the wholesale
price index of commodities. Yet if prices of the
goods-producing industries never fall because
productivity gains are fully absorbed by increased
‘wages and profits, the resulting pressure on wages
in the service industries where productivity gains
are smaller would be almost certain to lead to
higher prices in this sector. The result would be
a steadily rising consumer price index. Moreover,
our international competitive position would be
undermined if other countries kept final prices
stable and allowed productivity gains to be shared
between labour, management, and the community
generally. Nor is the wholesale price index a
particularly accurate measure of price trends in
the economy as a whole. We believe that the
consumer price index is a reasonably reliable
indicator of final prices, although a study carried
out for us showed that it had a slight tendency
to overstate price increases because of the difficul-
ties of measuring quality changes, improvements
in services, and related matters. These biases are
not thought to be significant for the index as a
whole, but we believe D.B.S. should continue to
devote more resources to improving the accuracy
of this index. Although it does not measure

changes in living costs which stem from changes
in tastes and patterns of consumption, the con-
sumer price index appears to be more reliable
than the price deflator for total national output
which, despite improvements, still has serious
upward biases, particularly in the area of invest-
ment and service prices.

The goals of stable prices, efficiency and full
employment are purely internal although their
achievement can also make a worthwhile contri-
bution to a better world economic climate. Yet
we are unlikely to reach these objectives if our
external financial position is unsound and our
relationship with the outside world unhealthy.
Canada has always been an open economy and
our progress and prosperity are still inseparably
linked to international economic developments,
particularly those in the United States. Our ex-
tensive financial, trading, and other ties abroad,
the world’s increasing interdependence, and closer
economic co-operation between nations all make
it virtually impossible for us to insulate ourselves
from events elsewhere. Indeed, it would be
disastrous even to attempt to do so. Paradoxical
as it may seem, the more successful we are in
achieving strong and balanced external finances,
the more independence we have to pursue domes-
tic goals: full employment gets no priority in an
exchange crisis, and prices cannot remain stable
if the foreign exchange value of the Canadian
dollar undergoes continuous deterioration.

Just as there are those who favour a partic-

ular composition of domestic output, so there

are people who believe the nation’s international
objectives should be defined in highly specific
terms. There is a view, for example that Cana-

‘dian external economic policy can best serve

our long-run interests by increasing foreign aid
and bringing about a stronger world monetary,
trade and economic system. Another strand of
thought puts emphasis on replacing the current
account deficit in our balance of payments by a
surplus, partly to make us a net contributor to—
rather than user of—the world’s scarce supplies

- 8See The Reliability of Selected Price Indexes as Measures
of Price Trends, prepared for us by A. Asimakopulos.




of physical capital and other resources, and partly

because it is felt that our economic independence
would be enhanced. A related view is that imports
of equity capital should be discouraged and that
increased domestic ownership would give us
more control of our economic and political
destinies. Most of the witnesses before us favoured
a fixed exchange rate or a relatively stable rate,
but others put forward the extreme view that no
concern at all should be expressed about the
exchange rate and that it should be left to find
any level consistent with the achievement of
domestic objectives. However, these differing and
sometimes conflicting viewpoints seem to us to
be dealing with essentially intermediate goals.
The wider objective must be an external financial
position which enables us to pursue national goals
—including the broad political aim of promoting
a stronger world economy—with as much inde-

pendence as our obligations to an interdependent

world will allow.
Because it is in fact a complex of goals there

is no single measure which summarizes this

objective. Stability of the spot or forward foreign
exchange value of the Canadian dollar is not by
itself an adequate measure of performance, par-
ticularly if it is achieved by sacrificing domestic
price stability and employment or by imposing
trade and exchange barriers. Wide swings in the

external value of the currency are disruptive at

home and abroad under any system of rates,
but past experience suggests that there may be

times when changes will be necessary. Nor can

the only guide be the size of the nation’s reserves
of acceptable means of international settlement
in the form of gold, U.S. dollars and other con-
vertible currencies. Continuous and pronounced
changes in the reserves (excluding borrowed re-
serves) may indicate unsound developments, but
difficulties are not always immediately reflected
in this way nor are all reserve changes necessarily
symptomatic of basic problems.

"~ The current account balance with other coun-
tries can also be a useful indicator of the external
position. Yet deficits in our international ac-
counts may reflect nothing more than vigorous
growth and full utilization of domestic resources
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accompanied by profitable opportunities to em-
ploy foreign funds. At other times, such deficits
may indeed be an indication of fundamental
competitive weakness, of unjustified foreign bor-
rowing or of increasing vulnerability to external
events.* Nor do current account surpluses neces-
sarily reflect a healthy economy, especially -if
they result from trade restrictions, inflation:
abroad, or unemployment and stagnation at
home.

Yet another indicator of the soundness of
Canada’s external position is the composition and
size of capital flows. Like those of an individual
enterprise, however, a nation’s outside borrow-
ings should be viewed not in absolute terms but
in relation to its income, capital program and
the returns on investment. For example, inflows
of a fixed-interest nature are only a potential
source of trouble if repayment commitments are
large in relation to domestic incomes or exports
while equity flows can be considered undesirable
in non-economic terms only when they represent
a sizable proportion of such financing in Canada.?
On economic grounds, the value -of direct in-
vestment must be judged by the contribution it
makes to economic growth through providing
Canada with real resources, extra incomes and
new markets, skills and industrial techniques.
~ Perhaps enough has been said to indicate the
complex and elusive nature of the nation’s ex-
ternal economic objective. Like a business or in-
dividual, an economy cannot long mismanage
its affairs without incurring external difficulties.
If the country tries to do more than available
real resources—domestic and foreign—will al-
low, serious consequences are bound to follow.
Similarly, if - inappropriately restrictive policies
are pursued when there are unemployed resources
in Canada, excessive inflows of capital may be
attracted. Nor would the world economy benefit
from such an enforced reduction in Canadian in-'
comes and employment. Just as individual units
within Canada must be vitally concerned with

¢+ Much depends on whether such deficits are the result of
temporary or more permanent forces affecting the costs and’
markets of our export or import-competing industries. )
6 Such equity inflows can occur even with- a current account
surplus if there are offsetting capital items or reserve changes.
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the health of the economy as a whole, so must
Canada be concerned with the well-being of the
world economy and base its policies accordingly.
Short-sighted steps which yield near-term gains
at the expense of weakening international trade
and financial arrangements are no way to
achieve continuing domestic prosperity or a sound
international environment. Essentially then, the
external goal must be to manage Canada’s inter-
national dealings with enough foresight to promote
rather than sacrifice her broad, domestic political
and economic aims in the long run.

The more numerous and specific these goals
of the Canadian people become, the more com-
plex becomes the task of obtaining general sup-
port for them and the greater is the possibility
that they will conflict with each other. We have
tried to focus attention on the major goals which
. we believe command the broad backing of the
community, but even these few objectives are
not easy to attain and have on occasion proved
impossible to reconcile. Before turning to look
briefly at the post-war record and the question of
conflicts among objectives, however, it should
be stressed again that all failures or successes
are not to be laid at the door of the policy-
makers, especially the monetary managers. Much
depends on the world environment and other
fundamental factors affecting the behaviour of
the Canadian economy.

THE POST-WAR RECORD

Although short-run economic developments in
Canada have to some extent a life of their
own, the economy’s performance can only be
fully understood when viewed against the longer-
term trends which influence its underlying tone
and atmosphere. Some economists have disputed
the existence of well-defined “long cycles” having
a common cause, but whatever the merits of their
case there clearly seem to be periods when a con-
juncture of domestic and world events like popu-
lation growth, innovations and technological prog-
ress, and the “bunching” of consumer and in-
vestment spending combine to create long waves

of vigorous growth. Conversely, there appear to
be extended periods when for one reason or
another resources are relatively abundant and the
economy lacks the driving forces of demand
which alone can spur it to top performance.®
Thus, although the short-run business cycle re-
mains in many ways the most convenient method
of chronicling economic events, its course must
be related to the longer-run climate. These short
cycles normally consist of expansions in a number
of activities at about the same time, followed by
comparable generalized contractions which in turn
give way to the expansionary phase of the next
cycle. While cycles in other countries have been
as long as twelve years, the following table shows
that Canadian cycles have typically averaged
closer to four years in the post-war period.

TABLE 20-1

BUSINESS CYCLE REFERENCE DATES—
CANADA, POST-WAR PERIOD

Turning [Type and Number

Year Quarter | Month Point of Phase Begun

Expansion 1
Contraction 1
Expansion 2

I February | Trough
IV | October | Peak
III | September| Trough

1I May Peak Contraction 2
11 June Trough Expansion 3
11 April Peak Contraction 3
II April Trough Expansion 4
I January | Peak Contraction 4
I March Trough Expansion §

NotE: Periods of contraction are indicated by shading in all
charts in this chapter.

Canadian experience since 1946 can conven-
iently be divided into four periods. The first, from
the completion of post-war reconversion and de-
mobilization until 1949, was a time of strong
demand resulting from the aftermath of war. The
second, which lasted until 1953, was also one
of strong demand, but was based on peacetime
expansion and development as well as the special
stimulus from the Korean War which broke out

9See the appendix volume for a further discussion of
long cycles and their history.




in June 1950. The third, which followed an in-
ventory adjustment and curtailment of U.S. de-
fence expenditures in late 1953 and early 1954
—paralleled by a recession in Canada—was
marked by a vigorous investment boom triggered
in part by world-wide fears of raw material short-
ages. Following 1957, however, the whole climate
facing Canada changed. During this fourth
period, domestic spending became less vigorous
as accumulated consumer demands were satisfied
and spare capacity emerged in many industries,
particularly in basic raw mtaerials. This was the
result both of earlier heavy investment programs
and the weakened competitive position of North
American producers. Reflecting the need for
fundamental adjustments to these deep-seated
changes in demand, the recovery phases of the
business cycle tended to become shorter and less
complete, although contractions did not become
longer or more severe. '

Chart 20-1, which shows the trends in real
gross national expenditure? and its year-to-year
changes, illustrates the vigour with which Cana-
dian output was growing before 1957 and the
flattening out in subsequent years. Immediately
after the war, the backlog of domestic demand
for consumer and investment goods supported by
heavy war-time accumulation of liquid assets, the
need to provide assistance to the war-torn Eu-
ropean nations and the absence of international
competition combined to put heavy demands on
our resources. Indeed, the expansion of Canadian
output barely slackened during the mild Amer-
ican recession of 1949 and the demands of
recovery and of the Korean War again taxed our
capacity fully in the years which followed. Small
absolute declines occurred in 1951 and in the
1953-54 recession, but there was vigorous expan-
sion in the ensuing investment boom until the
sharp drop in the growth rate two years later. As
can also be seen from the chart, these develop-
ments closely paralleled those in the United

7 Gross domestic product at factor cost would be a prefer-
able measure, but for the sake of making comparisons with
the United States it is not used here.
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States, although Canadian recessions were milder
and expansions more pronounced—except for the
1958-60 recovery. These developments in our
growth rate are brought out even more sharply
by Chart 20-2 which shows real gross national
expenditure per person and year-to-year changes
in this figure. If G.N.E. in constant .-dollars per
person employed were used as an approximate
measure of productivity, it would show that out-
put per employee in all sectors (including agri-
culture) rose by approximately 2.7% annually
from 1946 to 1956, compared to just over 1%

~ from 1956 to 1962.

Unemployment rates reflected these develop-
ments, being very low in the early post-war
period when resources were under strain, but
moving up quite sharply even in the mildest
recessions. However, apart from one quarter
in 1950, deseasonalized unemployment did not
exceed 4% of the labour force until the 1954
recession and even then did not remain long at
the higher level. As chart 20-3 shows, however,
the unemployment figure has not been under
5% since 1957 in either Canada or the United
States. Moreover, our unemployment rates were
above American rates from 1958 to 1962, partly
because our higher rate of increase in the labour
force had not been matched by a correspondingly
higher rate of economic growth. While some
of this unemployment is structural in the sense
that there are job openings for which the avail-
able unemployed lack skills or training, it is
worth noting that by far the largest part of the
jobless total stems. from generalized weakness
of demand. Thus we find that all areas of the
country and virtually every occupational group
experienced higher unemployment rates after
1957 than they did before, although the burden
continues to be heavier in some -regions, occu-
pations, and age groups than in others.®

While it has only been in recent years that we

" have failed to achieve our productivity and em-

8See Report of the Special Committee of the Senate on
Manpower and Employment, Queen’s Printer, 1961, which
gives the detailed structure of Canadian unemployment and
which brings out the heavier concentration of unemployment
among men, the younger worker, the unskilled, etc.
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Chart 20-3
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ployment objectives, the most pronounced short-
fall from the target of stable prices occurred in
the early post-war years. Strong demand—made
effective by large public holdings of money and
government bonds accumulated during the war—
and wide-spread shortages led to the sharp infla-
tion of prices shown in Chart 20-4. As can be
seen from the shaded bars at the bottom of the
chart, such increases reached a peak annual rate
of almost 15% in 1947. By late 1948, however,
these forces had spent themselves and prices be-
came virtually stable until the Korean War trig-
gered off world-wide fears of inflation and strong
demand for goods of all kinds which led to another

52.53 54 55 56 57 58 59 60 61 62

Recession phases of Canadian cycles are shaded

sharp upsurge in prices in late 1950 and 1951.
From that time until early 1956, prices were once
again relatively stable because of falling agricul-
tural prices, large productivity increases, and more
competitive conditions generally. However, the
pressure of the investment boom on labour rates
and other costs then began to make itself felt and
consumer prices rose at over 2% a year, continu-
ing to do so even after the peak in economic ac-
tivity had passed. Since 1959, however, price
changes have been smaller, with increases, partic-
ularly in basic commodities, being less than normal
for expansions. These trends have broadly paral-
leled those in the United States, providing yet
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Chart 20-5
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1. Proceeds of drawings from International Monetary Fund and Central Bank currency arrangements

another illustration of our close economic links
with that country.

Turning now to the international objective,
Chart 20-5 shows the foreign exchange value of
the Canadian dollar and the size of official reserves
and Chart 20-6 shows the current account balance
and the gross amounts of direct investment by
non residents and net new securities issues abroad.
The Canadian dollar was revalued from a 10%
discount to parity with the American dollar in
1946, partly in the belief that our competitive
position had strengthened and partly to soften
inflationary pressures originating abroad. How-
ever, from mid-1946 our exchange reserves de-
clined drastically to under $500 million by Nov-
ember 1947, largely because the continuing, but
reduced, surplus on current account was more than
offset by the large reconstruction loans being ex-

tended to the United Kingdom and European
countries. Import controls, special excise taxes
and restrictions on consumer credit were then
imposed by the government; together with the
proceeds of government borrowing abroad and
continued heavy inflation in other countries, these
measures brought about a significant improvement
in our current account and reserve position. When
in 1949 the overseas countries underwent major
devaluations to reflect the fundamental changes
that had taken place in their competitive position,
our dollar was devalued by 10%.

By late 1950 this rate proved untenable, despite
the emergence of a current account deficit stem-
ming from the improved position of the European
economies and the strain on our domestic resour-
ces. Foreign direct investment in Canadian enter-
prises more than doubled as the United States
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Chort 20-6
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became concerned about shortages of strategic
materials. Growing conviction that our exchange
rate could not be held led also to massive specula-
tive inflows which—despite the attempts of the
monetary authorities—could not be handled with-
out a dangerous expansion of the money supply.
Accordingly, in late 1950 the Canadian dollar was
set free to find its own level and worked its way
to a premium in 1952. From then until 1960, the
authorities restricted their interventions to evening
out erratic short-term fluctuations in the exchange
rate, and official reserves remained broadly un-
changed. The dollar remained at a premium
throughout this .whole period, despite the emer-
gence of very large current account deficits in
every year but 1952, when agricultural exports
were unusually strong. In all these years direct
investment remained high, with the result that even

15319—27
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a policy of very active monetary ease in the re-
cession of 1954 did not bring about any absolute
decline in the dollar’s value. In 1955, however,
the persistence of monetary ease in Can-
ada brought about a narrower interest differential
with the United States and the rate declined by
about 3% in that year. As the investment boom
gathered force and monetary policy shifted to re-
straint, the dollar strengthened sharply, partly
because of heavy Canadian security issues in the
New York market. Since Canadian interest rates
were maintained at relatively high lévels after
1957 despite the emerging weaknesses in demand,
such security issues remained large and reinforced
the support our dollar was receiving from direct
investment inflows. ,
In December 1960, the government an-
nounced it believed the premium rate inappropri-
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ate to the slacker conditions which had by then "

prevailed for some time and imposed higher with-
holding taxes on interest and dividends going
abroad in an attempt to force the rate to a “sig-
nificant discount”. Also, for the first time in al-
most a decade the authorities began to intervene
directly in the exchange market to bring down
the rate; a discount of over 4% was actually
reached by the end of 1961 as a result of this
policy, which was announced in the 1961 bud-
get, and of a sharp drop in foreign borrowing
by Canadian residents. By early 1962, however,
uncertainties over government policy and the out-
come of the pending election had started a mas-
sive run on the Canadian dollar, and despite the
return to a fixed rate at a value equal to 92.5¢
U.S. in May, the reserves had fallen to $1,100
million by June. Special measures were taken to
stem the tide, including the imposition of tariff
surcharges, sizable borrowings from the Interna-
tional Monetary Fund and others, a curtailment
of government expenditures, and sharp increases
in interest rates. The reserves responded quickly
and by early 1964 all these special measures, with

the exception of reduced tourist exemptions, had -

been removed or relaxed and all temporary for-
eign borrowing—other than part of the IL.M.F.
credit—had been repaid.

Despite the strength of the Canadian dollar
between 1950 and 1960, the international com-
petitive position of Canadian industry deterio-
rated. Chart 20-7 shows Canadian labour costs
per unit of output compared to those in the
United States: these labour costs rise whenever
productivity gains fall short of the increase in
average hourly earnings. In the years when the
demand for Canadian resources exceeded the
available supply, this weakening competitive posi-
tion did not result in serious general problems,
but following 1957 it contributed to the difficul-
ties experienced in bringing our current account
into a more satisfactory position. These difficul-
ties were made more intense by the active compe-
tition from the reconstructed and modernized
economies of Europe and Japan whose position
underwent dramatic improvements. However,
rising inflationary pressures and the recent slow-

- ing of the growth rates of those economies have

eased this problem somewhat. In addition, Cana-
dian management and labour—long accustomed
to passing on higher costs to the consumer—have
become more realistic and competitive in their
attitudes in recent years, while the recent decline
in the value of the Canadian dollar has helped
their position further. There has thus been a
marked improvement in our current account bal-
ance, the deficit of over $1.4 billion in 1957 and
1959 having been reduced in 1963 to approxi-
mately $500 million.-The improvement in the
merchandise account has been even more strik-
ing, from a deficit of over $700 million in 1956
to a sizable surplus in 1963.°

Domestic financial policies in the post-war pe-
riod have also showed marked changes. In the
early years after the war, monetary policy was
virtually unused as a restraining influence, bank
rate was set at a low level and the rate on long-
term government bonds was kept between 2.60%
and 3%. This reflected world-wide scepticism
about ‘the short-run effectiveness of monetary
policy, a belief that a slump was not far away
and that easy credit conditions would soon be
appropriate in any event, and concern about the
problem of managing the huge debt incurred by
the government to finance the war. Thus, mone-
tary policy played no part in combatting the post-
war inflation or the exchange difficulties in 1947
and, indeed, the policy of supporting government
bonds above or close to par meant that the cen-
tral bank and government accounts were making
it particularly easy for the public to cash in its
holdings of these instruments to finance its post-
war spending spree. The stock of money—al-
ready at record levels in relation to G.N.P.—was
allowed to expand further from 1946 to 1948
when inflationary pressure was at its height. The
resulting extra liquidity could only be worked off
through additional price increases, and it was
these price increases—illustrated in Chart 20-4—
which brought about the decline in the ratio of
money supply to G.N.P. shown in Chart 20-8.

With the outbreak of the Korean War and the
limits which heavy defence expenditures put on

®See also Chart 4 in Chapter §.
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Chart 20-7
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the possibility of using fiscal surpluses to combat
inflationary pressures, monetary policy began to
be used more actively around the world. In Can-
ada, monetary restraint was applied from late
1950 onwards, bank rate was raised, and the
banks were asked to curb their lending activities.
Rates on 15-year Canada bonds reached a peak of
33% in late 1953, but with the onset of the first
real post-war decline in production, a very easy
policy was pursued. While this recession turned
out to be neither particularly severe nor espe-
c1a11y prolonged, it raised considerable concern
in the minds of the public and the monetary
authorities. The latter persisted in a policy of
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ease well into 1955 when the investment boom
was already well under way. The money supply
was increased substantially, bank rate was actu-
ally lowered in February of 1955, and rates on
many short-term Canadian bonds were below

- those in the United States, Credit conditions were

subsequently tightened to try to restrain the de-
veloping pressure on resources and bank rate was
raised a number of times until in November 1956
it was set at a rate ¥ of 1% above the weekly
average tender price of 91 day treasury bills. It
was in this interval also that the 15% liquid
asset ratio arrangement was entered into with
the banks, attempts were made to curb sales
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“Chart 2
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finance company activities, and the banks were
urged to curtail term and other specified types of
lending.

Conditions were subsequently eased in the
latter part of 1957 and the money supply
expanded significantly into the following year,
in large part because of debt management opera-
tions to be referred to later. Mindful that they
had been too easy and too late in restraining the
1955-57 boom, aware of the difficulties stemming
from the high liquidity created in 1954, and
influenced by continuing price increases and fears
of inflation, the monetary authorities in late 1958
virtually froze the money supply despite the fact
that the recovery then underway was only in its
early stages and had shown few signs of strength.
The resulting credit tightness, widespread fears
of inflation in financial markets, and apprehension
about the size of the government’s deficit com-
bined to drive interest rates to record levels. No
doubt rates would have been higher than they

were in the early post-war period under virtually
any policy in view of inflationary expectations
and the relatively more intense world demand for
capital. However, this policy of vigorous restraint
contributed to the fact that the 1958-60 expansion
was the weakest since the end of the war and
the only one which fell short of the corresponding
American recovery. The widening interest dif-
ferential between Canada and the United States
in 1959-60 attracted additional external capital,
kept the premium on our dollar higher than it
otherwise would have been, and thus contributed
to the deterioration in our international current
account position. Yet the authorities, apparently
influenced by the failure of easier conditions to
bring down the exchange rate quickly in the 1954
recession, seemed to believe at this time that their
credit policy was not a significant factor in keep-
ing the exchange rate too high.

Following rejection by the Minister of Finance
of some of the tenders for treasury bills in August




1959 conditions eased, although the money supply
did not begin expanding again until well into
1960, after the next recession had started. This
easier trend was continued, because of the weak
nature of the following recovery, until the restraint
dictated by our weakening international position
was imposed in the middle of 1962. As mentioned
earlier, this need proved short-lived and bank
rate, which had been raised to 6% in June and
restored to a fixed basis, was lowered in successive
stages in late 1962 and early 1963 to 334% and
subsequently raised to 4% . Meanwhile the money
supply was allowed to expand further so that
relatively easy credit conditions would stimulate
domestic activity and avoid attracting excessive
amounts of international capital and reserves.
Debt management policy is closely related to
monetary policy in that both influence credit
conditions and thus the level of spending in the
economy. If debt management policy is being used
as a contra-cyclical weapon, in conjunction with
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other policies, one might expect a reduction in the
maturity of the debt in the hands of non-govern-
ment holders when an easing in credit conditions
is desired and a lengthening in opposite circum-
stances.!® The proportion of debt in the hands
of the non-banking public—and in certain cir-
cumstances even its absolute amount—may also
need to be reduced to ease credit conditions and
encourage spending on real goods and services,
while the reverse may be true when restraint is
sought. Chart 20-9, which shows the relevant
data, indicates that such a pattern has not been
very closely followed in the post-war period. In
the early years, the support given to government
bonds encouraged their liquidation by the public,
contributed to maintaining excessively easy credit
conditions, and stimulated spending at a time
when restraint would have been more appropriate.

1 The various principles on which the debt may be man-
aged are discussed in Chapter 22.
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This episode illustrates how pursuit of an inappro-
priate subsidiary goal, in those circumstances the
maintenance of unduly low interest rates, can in
fact undermine the achievement of major goals:
for the sake of stabilizing the price of capital the
entire economy suffered additional inflation and
a further weakening in its competitive position
which contributed to subsequent high levels of
unemployment.

When this policy was abandoned in 1950 in
order to free monetary policy to combat the re-
newed inflationary pressure then threatening, no
real efforts were made to lengthen the term of the
debt or to encourage the non-bank public even
to maintain its share of the total outstanding.
However, in the recession year 1954 the term was
lengthened by the issue of several long maturities
even though the monetary authorities were pur-
suing a policy of ease, while in 1955 and 1956,
despite the restrictive measures being used to
combat the investment boom, the term of the
debt held outside the government sector shortened.
This process continued well into 1957 but was
reversed in the following recession by the issue
of several long-term maturities. These efforts
were, however, dwarfed by the huge Conversion
Loan of July-September 1958 which at one step
lengthened the maturity date of over 40% of
the outstanding marketable debt and extended the

average maturity of the public’s holdings by al- -

most 7 years to 14 years 9 months. Despite the
variations in the level of economic activity since
that time, the only exceptions to a process of con-
tinuous shortening of the debt in the public’s
hands have been 1960 (a recession year) and late
1962 and early 1963 when international considera-
tions predominated. The amount of bonds held
by the non-banking public was allowed to run
down in the 1960 recession and the early part of
the recovery which began in 1961 but rose
sharply because of the measures taken in 1962.
In general, then, debt management policy has
been more oriented to the narrower, but still im-
portant, objectives of minimizing the government’s
costs and—to some extent—keeping security
markets orderly than to broader national goals.

- Fiscal policy has been used only infrequently
during the post-war period as a deliberate stabi-
lizing instrument, although a powerful stabilizing
force has been provided by automatic changes
in the federal surplus or deficit as underlying
economic conditions have altered. We have shown
federal expenditures on a national account basis
on Chart 20-10, both absolutely and as a pro-
portion of total national expenditures, while the
bars at the bottom of the chart show the gov-
ernment’s net cash requirements including those
needed for loans and investments. Government
expenditures were sharply reduced from their
war-time level during 1946 and the proportion of
national resources claimed by government fell
sharply in 1947 and 1948 as was desirable during
an inflationary period. Moderate cash surpluses
emerged, (the large figure in 1947 was in sub-
stantial measure due to the decline in exchange
reserves) although these appear to have been
to some degree an accidental result of more buoy-
ant prices and activity than had been forecast.
In any event, their usefulness in drawing funds
from the income stream at a time of strain on
resources was undermined by monetary policies
and by debt management techniques which made
it particularly easy for the public to exchange
its bond holdings for cash. Taxes were cut in
the 1949 recession, but the government’s surplus
fell only moderately. However, as in all the
post-war recessions, its share of national expendi-
tures rose somewhat, thereby giving support to the
level of economic activity. In late 1950 and early
1951, substantial additional taxes were imposed
to finance the higher defence expenditures made
necessary by the Korean War, although these
expenditures did not reach a peak until 1952. A
substantial surplus consequently developed in
1951 and made some contribution—along with
monetary policy—to restraining demand. Other
measures introduced in this period included con-
sumer credit controls, accelerated depreciation for
defence and defence-supporting investment, and
the withdrawal of depreciation privileges on cer-
tain non-essential building. Price controls were
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considered following their temporary imposition
in the United States but were rejected in favour
of the more general instruments which were
easier to administer and less damaging to effici-
ency. -Foreign exchange controls were not needed
and in any event were not favoured in view of
the shelter that the earlier measures had provided
to high-cost industries.

i I N N B R

In 1953, personal income taxes were reduced
to approximately their 1950 levels, but no signifi-
cant deliberate measures were taken in the 1954
budget to combat the recession, and government
expenditures in fact showed their smallest post-
war increase. However, changes in the budgetary
and cash position occurred and this, together with
the introduction of the National Housing Act,
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provided some support to the economy; most of
the burden of stimulating the economy, never-
theless, was carried by the monetary authorities.
Further modest tax reductions were made in 1955
and in spite of the fact that capital investment
reached a peak of over 27% of national produc-
tion two years later, no deliberate fiscal measures
were taken to damp down demand in this period.
Indeed, federal policy added to the strain on
resources coming from the investment boom in
metals, oil and gas, and manufacturing by pro-
ceeding at unreduced speed with such projects
as the St. Lawrence Seaway and by financing part
of the cost of a privately-owned pipeline. The
automatic effect of buoyant revenues, however,
turned the modest government deficit of 1954 into
a surplus of about $500 million in 1956. Mone-
tary restraint was virtually the only discretionary
policy weapon used—debt management, as we
have seen, was easing credit conditions in this
period. Although the next recession began in
April of 1957, only minor adjustments were made
to taxes, and expenditures as a proportion
of national production remained well below that
of 1954.

The new government took substantial steps to

stimulate the economy in the latter part of 1957.
Payments to pensioners and to the provinces were
increased, taxes were cut, the winter works pro-
gram instituted, and substantial direct mortgage
lending begun. Government expenditures conse-
quently rose sharply in the next year, both abso-
lutely and as a percentage of national production,
while the approximate cash balance of the latter

part of 1957 was replaced by a.net requirement:

of almost $1.5 billion. On a national accounts
basis, the deficit was about half as much, in part
because the cash requirements included loans
of over $300 million to CMHC for mortgage
lending: excluding these transactions the cash
requirement was equal to a little over 3% of
G.N.P. Apparently in the belief that the 1958-59
recovery was going to be vigorous and out of con-
cern about prevailing inflationary fears, taxes were
raised somewhat in 1959—a measure which, with
monetary restraint, contributed to the weakness
of that expansion. In 1960, some tax incentives

were given for production of new products but no
major changes were made to counteract weaker
economic conditions. In December, however,
CMHC direct lending (which had been drasti-
cally curtailed) was expanded, the maximum
mortgage loan was raised, the winter works pro-
gram expanded, and measures taken to encourage
small business. As a result of these expanded
outlays and higher expenditures on vocational
training, sewerage, and other projects, govern-
ment outlays rose more sharply in 1961. This
increase was curtailed somewhat in 1962 by the
measures necessary to deal with the exchange
crisis.

On balance, it is difficult to avoid the conclu-
sion that financial policies in the post-war period
have not made the contribution that they might
to the attainment of our major economic goals.
Quite apart from the inherent limitations of such
policies and the difficulties of accurately predict-
ing economic developments, there have been
occasions when the instruments of policy seemed
to be working against each other or when bolder
measures could have been taken in the light of the
evidence then in hand. Recessions in the post-
war period in Canada as elsewhere have indeed
been shorter and milder than those of earlier days,
in part because of a lesser dependence on
agricultural production but mainly because of the
powerful role played by the automatic stabilizers
and of more deliberate government policies. Nev-
ertheless, as the following table shows, the per-
formance of our economy since 1957, measured
by unemployment and output gains, has been
below- that of most of the leading industrial coun-
tries outside North America even though prices
have been more stable. _

While Canada’s close economic and geographic
links with the United States will continue to make
it difficult to outperform that economy in a
significant way, and while world developments will
always have a profound influence on domestic
activity, there is no inherent reason why our
relative economic performance cannot be im-
proved. A decline in the relative importance of
imports normally acts as a built-in cushion against
recessions in the same way as their expansion




"TABLE 20-2
Growth of
. gnfnn;;lt Industrial Price
P RZtmﬂ Pro- Increases®
duction®

1960 195762 -| 1957-62

Canada..........c..oooooveereneionnn. 7.0% 21.89%, 7.1%
United States. 5.6 18.7 7.1
Italy............. 4.3 24.7 13.0
Great Britain 2.4 10.9 11.2
France........ 1.9 " 30.2 30.4
Sweden 1.5 23.5 16.5
Japan...... 1.1 96.14 21.6
Germany.............cceonvenenennnn. 1.0 41.2 10.1

aAdjusted to United States definitions.
b1957 Average to December 1962—I.M.F. Statistics.
SDecember to December—I.M.F. Statistics. -

" ¢Manufacturing production.

provides a safety valve when resources are
strained. If policies are sensible and close attention
is paid to competitive factors, the record indi-
cates that it is by no means impossible to come
closer to attaining major economic objectives. To
the extent that world concern over growth rates
leads to improved international co-operation and
co-ordination in this field, the possibilities of
achieving these goals will be even- greater.

CONFLICTS AMONG OBJECTIVES

If there are inherent and irreconcilable conflicts
among the economic objectives of society, one or
more of them must be sacrificed or modified. In-
deed, even if there were only one objective of
economic policy, say to bring unemployment
levels below 2%, it would not necessarily follow
that it could be reconciled with the facts of our
economic life. While all policy measures would be
directed solely to achieving this one aim, there
would still be difficulties in forecasting both
economic events and the effects of policy on
them. Moreover, these measures. might prove
to be self-defeating if they led to rising prices
or -balance of payments difficulties which im-
paired domestic and international confidence and
curtailed activity. The aims and administration
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of policy become even more complex when more
than a single goal is involved. It is a rare occur-
rence when the structure of our economy and
the nature of policies are such that the pursuit
of one objective leads automatically to the
achievement of another: one policy instrument
is unlikely to prove enough to ensure that we
reach all our objectives, while numerous instru-
ments are virtually never so independent in their
effects that each can be operated in isolation and
all can be aimed at separate objectives.
Nevertheless, there appears to be nothing in
the record of Canada or other countries to sup-
port the view that the objective of rising pro-
ductivity is incompatible with high levels of em-
ployment, price stability, and a sound external
financial position. Although short-run gains in
productivity and employment are normally great-
est when the economy is recovering from a
recession and its resources are being used more
fully and efficiently, this is a once-for-all phenom-
enon and does not alter the fact that rapid and
lasting long-run productivity gains have occurred
at times of both low and high unemployment.

While relatively slow expansions in output per

worker are often accompanied by satisfactory
employment levels, we see no reason why full
employment and long-run productivity increases
should be incompatible as long as conditions
remain competitive and the ‘general economic
climate is kept favourable to work, enterprise
and investment. The record also indicates that
productivity and growth in Canada or elsewhere
are not closely related to specific price trends:
vigorous growth, measured in total as well as per
employee, has occurred in times of falling, stable,
and rising prices while stagnation has also been
experienced in comparable circumstances. Finally,
satisfactory increases in Canadian productivity do
not seem to be in fundamental conflict with the
objective of maintaining a healthy economic rela-
tionship to the rest of the world, provided that
overall activity does not become so excessive as
to strain our resources unduly, that prices and
costs do not get out of line and that foreign
capital is not attracted into unsound projects;
external difficulties indeed seem to have occurred
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at least as often in times of slow productivity gains
in Canada. There may well be times in the future,
as there have in the past, when long-run measures
to improve the economy’s productivity must give
way temporarily to considerations connected with
the price, employment, or international objectives,
but our main point is that there need be no lasting
clash between satisfactory productivity increases
and these other goals.

The evidence we have studied indicates that
the likelihood of conflict between the goals of full
employment and absolute price stability is much
greater than that between productivity and the
other goals, at least in the short run. The conflict
is not necessarily severe, but wages and prices
do tend to rise at a more rapid rate when demand
is strong and unemployment low than when
bidding for labour is less intense and competitive
conditions make it more difficult to pass higher
prices on to the consumer. There is, of course,
always a tendency for management, labour, and
other factors of production to try collectively to

ROYAL COMMISSION ON BANKING AND FINANCE

take more than 100% out of the available pro-
ceeds of production: the attempt to do so, indeed,
imparts much of the drive to expand production
and increase efficiency. However, our staff studies
did not find that this process was particularly
pronounced in highly-unionized sectors of the
economy or in industries where prices are dom-
inated by relatively few companies. In fact, we
are not particularly impressed with the usefulness
of drawing a distinction between ‘“cost-push”
and “demand-pull” inflation: if management or
labour were in reality free to push up prices and
costs without regard to- demand and competitive
considerations, price increases in Canada would
not long have remained as moderate as they have
in recent years.

Chart 20-11, which compares unemployment
rates with price increases in the post-war period,
shows that—apart from the inflationary years
immediately after the war and the abnormal in-
creases associated with the Korean War—the con-
flict between the price and employment objectives

Chart 20-1
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has been’ moderate in the sense that there have
been only three other years in which price in-
creases have exceeded 2% annually. These were
the boom year of 1956, when investment demand
was extraordinarily high, and the two years fol-
lowing it: the evidence suggests that the price
increases in 1957 and 1958, in addition to being
influenced by fortuitous advances in food prices,
were the delayed reaction at the retail level and
in the service industries to earlier pressures else-
where in the economy. Because consumer prices
tend to lag behind employment and other economic
trends, the absence of upward movements in the
early stages of a boom does not necessarily mean
that inflationary pressures are absent: conversely,
increases during a recession may be nothing more
than a reflection of past events and thus not a
reliable guide to current policy. Nevertheless, it
is quite likely to require ingenuity to reconcile
the price and employment goals as unemployment
falls below the range of 4% to 5%, although the
record—and our staff studies—suggest that prices
are not noticeably affected by unemployment rates
above this range. In any event, much depends
on government policies, the restraint and wisdom
of labour and management, and the disciplines
imposed by international competition. Although
it is difficult to reconcile high employment and
price stability, there is certainly no rigid and un-
changing relationship between the two and no
inevitability about price increases at satisfactory
levels of employment. The social and economic
gains to be realized from reducing unemployment
justify putting heavy emphasis on this goal and on
the search for solutions to the related problem
of reconciling it with price stability.

We have already indicated that continuing and
pronounced price increases may lead to higher
unemployment, instability and an impaired rate
. of productivity increase by undermining business
confidence, the willingness to save, and our inter-
national financial position. Although it is some-
times argued that rising prices are necessary to
stimulate business enterprise and induce labour
to move into more productive occupations, we
see no reason why stable prices should impair
incentives—particularly since rising productivity
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makes such stability compatible with annual aver-
age wage increases in excess of 2%. In any event,
if significant price increases come to be antic-
ipated—and they soon would be if they con-
tinued year after year—inflation would have no
stimulating effect: it would divert resources from
productive uses, raise interest rates, encourage
inefficiency, and might lead to severe international
complications. While inflation is unlikely to ac-
celerate markedly unless the monetary authorities
permit it to do so, it is like a drug whose dose
must be continually increased to get the same
effect: if the authorities permitted the economy
to become addicted, the inevitable return to reality
would bring about very painful withdrawal adjust-
ments.

Assuming that our domestic price, employment,
and productivity objectives are being reasonably
well met, there need be no continuing or com-
plex conflicts with the international goal as long
as developments in the rest of the world are not
basically unfavourable. There will, however,
probably be shorter-term conflicts arising from
developments at home or abroad, in which do-
mestic considerations must give way temporarily
to the requirements of the international situ-
ation: the 1962 episode is a relevant example.
Such conflicts are unlikely to prove lasting if
the domestic economy is soundly-managed and
competitive. Nevertheless, the problems of the
policy-makers are likely to be proportional to
the emphasis put upon more specific international
aims; for example, if it is considered desirable
on political grounds to take action to discourage
such foreign capital as contributes to national
growth and development, Canadians must be pre-
pared not only to accept a lower rate of ex-
pansion, but also to encounter other problems
with our international financial position.

The major domestic goals are most likely to
come into deep-seated and more persistent conflict
with the international objective if world demand
or prices for Canadian exports change funda-
mentally, if there are continuing inflationary or
deflationary developments in the main trading
countries, particularly the United States, or
if weaknesses in international currency arrange-
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ments restrict trade and limit the scope of do-
mestic financial policy. In extreme circumstances
of this sort, it might well be necessary to alter the
foreign exchange value of the currency, but this
would probably shield Canada only imperfectly
from unfavourable events elsewhere.!' If the
exchange rate were not altered in such basically-
changed conditions, Canada would be unneces-
sarily sacrificing domestic objectives merely for
the sake of stabilizing an unrealistic external
value. Even with such changes in the currency,
the international limitations on maintaining a
satisfactory level of activity and growth when
the rest of the world was failing to do so would
be real and pronounced. It is therefore very much
in the country’s long-run interest to see that co-
operative efforts are made to avoid both world
stagnation and international inflation.

While we believe that the four major objec-
tives are not fundamentally incompatible, it is
only realistic to recognize that the policy-makers
may be confronted with some awkward choices
in the day-to-day environment in which decisions
must actually be made. This is particularly the
case when the goal of low levels of unemployment
must be set against price stability or when
shorter-term international considerations conflict
with domestic goals. In such circumstances, two
broad avenues are open to the authorities: to
scale down or temporarily abandon one or more
of the objectives—for example, by being pre-
pared to accept higher unemployment levels or
forego price stability for a limited period—or to
improve or extend the policy instruments at their
disposal. In the very short run, only the first
course may be open, in which case the priorities
assigned to the different objectives should re-
flect a careful consideration of the costs and bene-
fits of abandoning or modifying each goal. These
in turn will vary with what the public believes
to be acceptable and desirable, with the particu-
lar circumstances of the time, and with the record
of the recent past. Thus, if Canada has experi-
enced a prolonged period of inflation more weight
should be given to this objective than if prices

1 See Chapter 23 for a fuller discussion of this and related
subjects.

have been stable or falling, while if unemploy-
ment has been unduly high it should receive
greater priority. The longer is the period in which
results have fallen short of an objective, the
greater is the failure and the more likely it is
to inflict lasting damage on the structure of the
economy: prolonged unemployment tends to make
a worker’s skills obsolete and undermine his
confidence—quite apart from the hardship it in-
flicts—continuous price increases damage the
prospects of maintaining full employment on a
sustainable basis, and long periods of slow growth
in productivity impair the country’s international
competitive position. '
Since policy combinations always involve
choice, virtually never are without their drawbacks
and usually must be applied to a changing en-
vironment, we can offer no immutable formula
by which the authorities should be guided. We
do, however, wish to stress the importance of
making as careful a calculation as possible of
the costs and benefits of following one course
rather than another, having in mind their longer-
term effects. We have shown, for example, that
good and freely-functioning capital markets, al-
though not ends in themselves, can make a
worthwhile contribution to efficiency and
growth: it would clearly make little sense to
inflict lasting damage on these markets only to
achieve a short-run gain in terms of, say, ex-
change reserves or reduced foreign investment
in Canada. The “trade-offs” between objectives
—the costs and benefits of pursuing one goal
at the expense of another—can never be meas-
ured only in economic terms because they in-
volve political and social considerations as well.
Studies on the economic trade-offs were carried
out by our staff based on certain relationships
found to exist in the 1949-61 period, but—
quite apart from the difficulty of measuring un-
derlying relationships in this way—the trade-
offs are not unchanging, being affected both by
the structure of the economy and by the nature
of policy. The cost of maintaining a sound ex-
ternal position depends in large part on foreign
confidence in our domestic policies and on price,
employment, and productivity trends abroad in




relation to those in Canada. Similarly, the price
paid for full employment in terms of inflationary
pressures is related to the attitudes of labour
and management, the competitive environment
generally, the speed of reaction of those involved,
the tax structure, the mix of financial and other
policies being followed, and a host of other con-
tinually shifting factors. The benefits or costs of
inflation in terms of productivity and growth can
likewise be estimated only after taking into ac-
count an extremely wide range of considerations.

In urging the authorities to take careful ac-
- count of both the immediate and more lasting
consequences of their actions, we want to stress
that this cannot be done wholly or even largely
in quantitative terms. Some of the variables in-
volved cannot indeed be measured in such terms
and none of them can be properly understood if
viewed only as rigid mathematical relationships.
Yet it is worth noting that if unemployment
had averaged 44% in 1962 instead of its actual
figure of 5.9%, the nation’s output would have
been at least $600 million higher than it was,
on the conservative assumption that the produc-
tion of the additional employed would have been
the same as that of those already at work; a
similar calculation for 1961 yields a result of
over $1 billion. These calculations are rough and
mechanical and make no allowance for the addi-
tional productivity of those already at work which
would have been brought about by fuller use
of capacity. Nor do they allow for any extra
output that might have been realized through
more buoyant- conditions attracting additional
-immigrants and inducing those not in the labour
force to become employed. It is worth noting
that a 1.4% reduction in unemployment from
late 1961 to early 1963, by no means a period
of extreme expansion, was accompanied by a
gain of about $2 billion in real national output.
Magnitudes such as this help to illustrate the
gains which higher employment levels-can bring,
especially if they can be attained without im-
perilling the other objectives. ,

The second alternative open to the authorities
when faced with conflicts between objectives is
to make policy more useful by improving the
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timing and effectiveness of existing instruments,
by co-ordinating and balancing differing policies
better, and—if necessary—by adding to the
range of measures used. While we will deal with
these matters in succeeding chapters, we believe
that this approach offers considerable scope for
improving the nation’s economic performance
and for reducing or eliminating the incompatibil-
ities among our major goals. As already noted,
the record indicates both that existing measures
have not always been fully or wisely used and
that the meshing together of fiscal, monetary
and other policies in the post-war period has
by no means been consistent or complete. More-
over, as many of our foreign witnesses pointed
out, some of the apparent conflicts among ob-
jectives and policy failures arise from trying to
solve by monetary measures problems which can-
not be solved by such means. Thus, heavy re-
sponsibility for reconciling the employment and
price objectives has been put on central bank
policies which, while essential to help bring
about the right climate of demand, are too gen-
eral to attack some of the specific imperfections
which give rise to much of the problem. In such
cases, conflicts between objectives or failure
to attain our goals, can only be remedied by
using measures which go to the root of the
difficulties—for example, by up-grading the skills
and increasing the mobility of the labour force
so that it is more responsive to changed condi-
tions, by ironing out imperfections and compet-
itive weaknesses in the markets for goods and
services, by encouraging management to be more
aggressive and efficient in export and domestic
markets, and, if necessary, by ensuring that the
public interest is protected in the collective bar-
gaining process. Nevertheless, little can be ac-
complished by such measures if the general set
of financial policy—including both monetary and
fiscal policy—is not properly geared to create
the right general climate and- an appropriate
aggregate level of demand in the economy. .

The number of such policy instruments which
may have to be used will depend on the nature
and complexity of the problem in hand and on
the influence of each instrument on the economy
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at that time. Although a wide variety of measures
may be required, we believe that if a co-ordinated
approach is followed there is a good possibility
of reconciling relatively low levels of unemploy-
ment with price stability. Similarly, the full
growth potential of the economy will only be
realized if appropriate monetary and fiscal policies
are combined with measures to develop the
economy’s skills and levels of education, to
encourage saving, investment and risk-taking, and
to ensure that production is organized efficiently.

The entire range of society’s economic goals
is an elaborate and extensive one, is never static
and cannot be precisely spelled out. It involves
continuing compromise to blend the many special

and conflicting political, social and economic
concerns of various segments of the community
into a program which is generally acceptable to
the nation as a whole. Unbalanced attention to
one objective, or to subsidiary aims, is bound
to impair performance, and we have, therefore,
concentrated our attention on the possibility of
attaining the four major economic objectives
which we believe command general support.
While luck and the world economic climate will
of course continue to exercise a major influence
on how successful the nation is in attaining its
goals, we believe that skill, imagination and lead-
ership will play an important role in determining
the outcome.




CHAPTER 2 ﬂ

THE EFFECT OF CREDIT CONDIfIONS ON EXPENDITURE

Even if Canadians were to achieve unanimity
on the ends which financial policies should serve,
it would be difficult for them to agree on the
means of promoting these objectives. A part of
this disagreement stems from uncertainty about
the effectiveness or equity of various financial
measures, and we accordingly deal in this chapter
with the results of the studies and surveys by
which we attempted to measure the response
of spending on real goods and services in the
economy to changes in monetary and debt poli-
cies. Our concern is with expenditures in real
terms—on consumption and physical investment
—not financial transactions, since it is these
expenditures that the authorities seek to influence
with the aim of helping to achieve a level of
economic activity compatible with our national
goals. :

There are a host of relationships between
monetary and debt policies and spending deci-
sions, and there are several different viewpoints
from which these relationships can be examined.
‘One such view tends to put considerable emphasis
on the supply of money and stresses the broad
‘parallelism between the stock of money and such

variables as consumer spending and economic -

activity generally, price levels, and interest rates.
A second approach lays stress on the supply of
a broader range of financial assets than those
which qualify as “money”, on the grounds that
no sharp distinction can be drawn between
chartered bank deposits and their close substi-
tutes—the deposits of competing institutions,

savings bonds and (for large investors) money
market paper. Proponents of this view thus see
a powerful connection between spending decisions
and the supplies of a broad range of liquid assets.

We have, however, found it more useful to
think in terms of how operations on the part of
the authorities influence spending decisions rather
than in terms of a mechanical relationship between
economic activity and some specified quantity of
financial assets. We have therefore taken a more
comprehensive approach, which seeks to explain
the influence of the authorities over real expen-
diture in the economy in terms of “credit condi-
tions”—i.e. the cost, terms and general avail-
ability of credit to borrowers and, consequently,
the terms and yields on which savers may invest
their funds. We emphasize that this is not a
radical departure from the position taken in much
current discussion of monetary policy and is
indeed the framework developed in the Bank of
Canada’s submission to us.

If credit markets were perfect, the state of credit
conditions would be indicated by the level of
interest rates alone. In fact, of course, there are
legal, institutional and other rigidities in the sys-
tem, and interest rates by themselves sometimes
fail to reflect fully the ease or difficulty of obtaining
credit; for example, they do not always mirror
changes in the speed with which credit applica-
tions are processed, alterations in the amounts
that will be lent to a given borrower, or variations
in the terms and conditions demanded by lenders.
Nor is. there a single rate to which one can look
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for indications of general credit conditions: there
are many types of lender—each having slightly
different investment objectives—and many classes
of borrower, varying as to credit-worthiness, as to
the collateral they offer and as to the amount,
term and other features of their loan requirements.
Thus when we talk about credit conditions gener-
ally, we are talking about the state of a variety
of borrowing and lending markets rather than
about a single central market in credit.

However, we have emphasized that—despite
their imperfections and differences—financial
markets are closely inter-related. Thus, there is
a tendency for changes at the centre of the sys-
tem to spread fairly quickly to the rest of it;
the speed and completeness of this transmission
process has indeed become greater in recent years
with the development of improved markets, the
increased overlapping of functions between institu-
tions, and the heightened sophistication of partici-
pants in the capital markets generally. Changes
in market rates and yields thus usually give a
broadly accurate picture of the state of credit
conditions, particularly in the interest-sensitive
money and bond markets, although these rates
may not all move together when the change in
conditions is not a decisive one; short rates,
for example, may lead long rates, and corporate
yields may respond faster than those on govern-
ment obligations. Some rates which are more
rigid for legal or institutional reasons, including
those on bank loans, on mortgages made by some
lenders and on government lending programs, give
a less accurate reflection of underlying availability
since a greater or lesser degree of rationing may
be occurring. Thus, one has to look at other data
as well—the banks’ liquid position, their lending
policy and other indications—to obtain a better
picture of changes in credit conditions. Although
it is therefore only rarely that one can identify
the exact point in time at which general credit
conditions can be said to have altered, the broad
changes are nevertheless clearly. written on the
record.

We have used the credit conditions approach
in attempting to analyse the impact of monetary

and debt policies on spending because it allows
one to take a comprehensive view of the financial
considerations influencing spending. The links
between financial conditions and spending can
only be understood by looking directly at the
situation facing spenders. Governments, businesses
and individuals who wish to increase their spend-
ing can only do so (assuming their incomes do
not rise) by reducing their rate of current saving
in the form of financial assets, by borrowing, or by
disposing of real or financial assets accumulated
out of past income. As the Bank of Canada puts
it: “Each of these methods of financing involves
an impairment of the spender’s position compared
with what it might otherwise have been. Every
spender must continually weigh the attractions
and advantages of an increase in spending against
the risks, difficulties and disadvantages involved in
financing it ...”* When credit conditions become
less restrictive, funds become easier and cheaper
to obtain—either by borrowing or by selling
existing holdings of financial assets—and those
considering new expenditures will feel less inhib-
ited by the financial consequences of proceeding
with their plans. Thus, some spending projects
which were not profitable at higher levels of
interest rates, or for which funds were not
previously available, will be proceeded with.
At the same time, those who might formerly have
abstained from real spending because of the high
yields obtainable on financial assets will have
less incentive to do so and will tend to increase
their expenditure on real goods and services.
Moreover, both potential borrowers and savers
may be encouraged to increase their spending by
changes in their expectations about the future
cost and availability of funds and in the climate
of opinion generally. Incomes will rise and these
higher incomes will in turn enable those receiving
them to increase their spending and generate
additional incomes and expenditures elsewhere
in the economy. In short, it is the whole range
of credit conditions—i.e. the difficulties, costs and
risks of borrowing and the attractions of
acquiring and holding financial assets—which

1 Submission II, paragraph 12.
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is the link between financial markets and real
expenditure.

Obviously, the supply of money, and of other
liquid assets, is an important factor in explaining
the state of credit conditions since this will
influence the terms on which the means of pay-
ment are available to spenders. However, changes
in the money supply are only one of the influences
bearing on credit conditions and thus on spending.
They may indeed be the dominant influence at
any point in time, as is true for example when
massive changes in the money supply take place.
Large changes in the quantity of other categories
of financial assets can also influence credit condi-
tions significantly: the huge increase in the out-
standing long-term government debt at the time
of the 1958 Conversion Loan for example, con-
tributed to the subsequent sharp rise in interest
rates by lowering the public’s holdings of more
liquid assets (short-term Victory Bonds) and
causing them to require high returns for parting
with investible funds. However, other influences
are also important, including changes in under-
lying public attitudes towards spending and sav-
ing, alterations in the profitability of physical
investment—whether stemming from technological
changé or changes in the economic climate at
home and abroad—shifts in fundamental investor
preferences and expectations, and many other
factors.

Nevertheless, as we indicated in Chapter 6, the
main technique by which the authorities have
influenced credit conditions since the unpegging
of the bond markets in 1950 has been through
altering the cash reserves of the banking system,
and hence the “money supply”. Yet, as the Bank
of Canada has told us, it does not conduct these
operations because it has a precise view about
the appropriate quantity of money at any point
in time; they are carried out as a means of influ-
encing credit conditions.?

If the authorities wish to stimulate the
economy, they will induce the deposit-taking
institutions to expand their assets. The initial
effect will be to change the form, but not neces-
sarily the. total, of the public’s financial assets;

* Submission II, paragraph 48.

t

instead of holding corporate securities or govern-
ment bonds, they now hold deposits while the
deposit institutions have added to their loans and
bond holdings. The public’s holdings are now
more liquid and less risky, and this enhanced
liquidity will be associated with lower interest
rates, easier conditions in financial markets
generally and greater inducements to spend on
real goods and services.®

While we will discuss the various ways in
which the authorities may influence credit condi-
tions in the next chapter, it is worth noting here
that it is difficult to draw a clear dis-
tinction between the monetary and debt
authorities when discussing policies designed
to influence credit conditions. Institutional arrange-
ments vary from country to country, but the
operating responsibility for Canadian monetary
policy rests with the Bank of Canada, while debt
management decisions are in the hands of the
government and the Bank’s position is that of a
market agent and advisor. It is clear, however,
that purchases and offsetting sales of securities
by the Bank from its own portfolio without net
cash reserve consequences have in themselves
effects essentially similar to comparable purchases
and sales by the government in the management of
its debt. The distinction between monetary and
debt policies is thus somewhat arbitrary, and when
we speak of the authorities we shall be referring
to those responsible for monetary and debt policy.
This subject, and the related matter of ensuring
that the two strands of policy are effectively co-
ordinated to produce the desired effect on credit
conditions, will be more fully dealt with later
in the report. .

The effect of monetary and debt policies on real
economic activity of course depends on the ability
of the authorities to influence credit conditions as
well as on the influence of credit conditions on
expenditure. While it is the latter relationship

3This assumes that the public’s preferences have not
changed. If there had been a precisely equal increase in the
public’s desire to hold deposits and other liquid assets rather
than the direct debt or other less liquid financial assets now
being acquired by the institutions, credit conditions and real
spending will not have been affected even though the “money
supply” has altered. ’
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that we will examine in this chapter, we wish to
stress that the authorities must accept a major
responsibility for the credit conditions prevailing
at any point in time. As the late Sir Dennis Robert-
son put it:
“I do not think that the duty of the Central
Bank in respect of interest rates, short or even
long, can be properly expressed by saying that
as far as possible it must leave them to be
determined in a free market—it is itself inevit-
ably too much a part of the market for that to
make sense; it is its duty to influence the rates
in a direction and a degree consistent with the
long-term forces operating in the economy”.4

This view is also accepted by the Bank of Can-
ada, as the following quotation from their sub-
mission to us clearly points up:

“In summary, the job of monetary policy is to
assess the nature and impact of all the factors
bearing on credit conditions and to decide
whether in the circumstances it should allow
them to be fully reflected in credit conditions,
or whether and to what extent it should try to
reinforce or mitigate their effects. In any set of
circumstances there are limits to the range
within which it is practical for monetary policy
to allow or encourage credit conditions to vary,
but within the range it can influence credit con-
ditions in the direction appropriate in the
circumstances”.%

This amounts to saying that the central bank
must always have a view about the whole state of
credit conditions. Moreover, it by implication says
that conditions prevailing in financial markets at
all times must either have been acquiesced in or
encouraged by the authorities and therefore reflect
its policy. As the quotation however makes clear,
there are limits to the authorities’ ability to influ-
ence credit conditions. These limits are imposed
by the need for public acceptability of credit poli-
cies, by international considerations, by the under-
lying tone of domestic economic activity and by
the public’s attitudes to saving and investment, as

" ¢ Submission, page 29.
5 Submission II, paragraph 75.

well as by the need to keep financial markets func-
tioning effectively and many other factors. Never-
theless, there is a range—sometimes broad, some-
times narrow—over which the authorities can set
the tone of financial markets in order to influence
expenditure.

THE COMMISSION’S RESEARCH ON
CREDIT CONDITIONS AND EXPENDITURE

From the beginning of our inquiry, we have
felt that an understanding of the extent and tim-
ing of the response of the economy to changes
in credit conditions was of crucial importance. In
the absence of such an understanding it would be
impossible to judge either the effectiveness of
monetary and debt policies by themselves or the
need for supporting them by other instruments of
policy. We therefore made a special point of
raising this issue with those testifying before us
and instructed our staff to carry out a program
of empirical research on the question. The facts
which are available for study include statistical
information on changes in economic magnitudes
and the direct experience of participants. The
methods which are available for studying these
facts can be classified in three categories—eco-
nomic arithmetic, econometrics, and surveys.

Economic arithmetic—the compilation of sta-
tistical information and its analysis by graphical
and other elementary techniques—points the way
for other methods. If it were not possible to array
quantitative information on the level of expendi-
tures for various purposes by various groups in
the economy, it would be difficult to begin to
assess the effects of policy changes. In general,
however, this method has not proved particularly
useful in the study of the extent and timing of
expenditure changes induced by changing credit
conditions. It is easy to see why this is so. If,
for example, interest rates and corporate invest-
ment are charted, it is found that they often
move together. Corporate investment is rising or
high when the expected yields on real assets are
high, but high investment in turn tends to raise
incomes and interest rates, particularly if the
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authorities seek to promote economic stability by
further tightening credit conditions. This will
reduce investment below what it would have been
in the absence of a change in credit conditions.
But since the expected yields on real productive
assets are relatively high in relation to the cost
of borrowing at such times, investment will still
be higher than it was when profits and business
activity were less buoyant. Moreover, other factors
will be influencing investment decisions at the
same time—changes in technology and markets
are constantly occurring and attitudes and confi-
dence frequently shift. Thus the effect of a change
in credit conditions by itself will be impossible
to detect by a direct study of the data. Although
there may be exceptions in the case of some
components of expenditure which are at times
drastically affected—for example, housing—the
use of nothing more than the methods of economic
arithmetic often make it quite possible to argue
that the effect of a change in credit conditions is
zZero.

The econometric method of handling the statis-
tical data uses a quantitative analysis for discover-
ing relationships that may be missed by merely
looking at tables or charts. There are some who
feel that the use of advanced statistical techniques
and electronic computers to explore the relation-
ship between one economic variable and others
constitutes a “black art” likely to produce mis-
leading results. However, the increasing use of
such techniques by business firms and others
has made for a wider understanding of the fact
that there is no clear dividing line between ele-
mentary and advanced statistical techniques. Any-
one who is prepared to draw inferences from a
relationship revealed by graphical techniques or
tabular presentation has no basis for rejecting
a relationship revealed by an equation fitted to
the same data. In many respects indeed, the econo-
metric technique shares common difficulties with
graphical analysis. If, for example, the effects
of profits, credit conditions and “capacity utiliza-
tion” on investment decisions are being separately
evaluated, these variables must not move too
closely together during the period being examined.

If they do, there may not be enough variety

in the experience to permit the separate effect

of credit conditions to be detected.

The econometric work of this Commission was
exploratory and incomplete. We did not attempt
to construct an econometric model of the Cana-
dian economy although we did have econometric
work carried out on the effects of interest rates
and the money supply on the demand for con-
sumer goods and services, for new residential
buildings, new capital equipment, new non-resi-
dential structures, non-farm business inventories,
exports and imports. In many cases econometric
analysis failed to reveal effects of credit conditions
which our other work suggested should be present
in the data. But while the direct results were
limited, the precision required for carrying out
econometric analysis contributed in an indirect but

important way to the improvement of the other

empirical work carried out for us.

A third way of attacking the problem is
through the direct questioning of decision-makers
on the way in which they have responded to
changes in credit conditions. There are several
problems encountered in the use of this method.
First, it may not be -possible to question a suf-
ficiently large or representative group of those
making decisions. Second, those who make the
decisions may not be able to disentangle the
effect of credit conditions from other influences
affecting their behaviour. Third, some of the in-
direct effects of changes in credit conditions are
not recognized and therefore cannot be measured
directly by this method.

The problem of adequate coverage is less seri-
ous than it might appear to be. It is true that de-
cisions on consumption are made by literally mil-
lions of individuals, and that heavy reliance must
be placed on sampling methods. Qur consumer
survey described in Chapter 2 attempted to shed
light on the effect of credit conditions on con-
sumers’ decisions. In the case of some other cate-
gories of expenditure, however, the decisions are
highly concentrated. For example, our analysis
of the effects of credit conditions on the capital
expenditures of business and -government enter-
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prises was aided by the fact that around 80 enter-
prises carried out over $2 billion of the $4 bil-
lion of corporate capital expenditures in 1959.
Our staff interviewed virtually all of these firms.
Of the remaining 32 billion, capital expenditures
totalling $1.2 billion were made by 750 firms each
having assets over $5 million, 600 of whom com-
pleted mail questionnaires and many of whom
were interviewed. To cover the remaining $800
million, a mail survey was made of a sample of
firms, and interviews were also carried out on
a sample basis to determine how the expenditures
of smaller corporations, unincorporated business,
farmers, fishermen, financial and real estate cor-
porations, builders and private institutions were
affected by credit conditions. Members of our
staff also interviewed officials of the provincial
governments and many of the municipal govern-
ments, a number of bank managers, security
underwriters and officers of other financial insti-
tutions. While the coverage was not complete,
the program of interviews was large enough to
provide some information on the behaviour of
firms and governments in all parts of the country.

THE NATURE OF OUR FINDINGS

There has been no lack of recent experience
on which to base findings on the effects of credit
conditions on expenditures. In the last decade,
there have been three distinct periods of credit
ease (1954-55, 1957-58 and 1961-62) and three
periods of credit restraint (1956-57, 1958-60 and
mid-1962). There have also been other short
periods when some components of credit condi-
tions, such as short and long-term interest rates
or the availability of mortgage funds, have been
subject to temporary fluctuations.

The changes in credit conditions which have
occurred during this period have not been small
by historical standards. For example, the yields
on federal treasury bills have increased from
under 1% to over 6% in a period of credit re-
straint and declined again to just over 14% in
the ensuing period of ease, while the yields on
long-term government securities have risen from
under 4% to over 54% in a period of restraint

(a swing of over 15 points in price) and declined
by .8% in the subsequent period of ease. Other
borrowing and lending rates have also shown
significant increases and reductions, and there
have been major changes in the availability of
National Housing Act mortgage funds, bank loans
and other forms of credit.

In addition to these short-term variations in
credit conditions, there has also been a significant
upward movement in interest rates over the course
of the last fourteen years. During the first half
of 1950, yields on long-term Government of Can-
ada securities were below 3% and yields on pro-
vincial, municipal and corporate bonds were on
the average between 3% and 34%. In the period
1959-63, yields on long-term Government of
Canada bonds were generally between 5%
and 53% and yields on provincial, municipal and
corporate bonds were generally between 531%
and 6%. Other borrowing and lending rates
shifted upward in a similar way. There was,
in short, a major long-term change in credit
conditions.

The evidence which we have examined on the
effects of a change in credit conditions on expend-
iture derives primarily from short-term rather
than long-term changes in credit conditions. Even
in the case of short-term changes in credit condi-
tions, the variety of techniques which we have
used and the help we have had from all quarters
do not give us certain and precise knowledge of
the response of the Canadian economy. We have
come to the conclusion, however, that in most
instances a close study of all the circumstances
can establish within useful limits the range of
possible effects brought about by such short-run
changes. If plans have been altered as a result
of a change in credit conditions, it is possible to
make a meaningful comparison between what it
was intended should be done and what was in
fact done. Attempts to measure the impact of a
major change in the “gear” of interest rates
occurring over an extended period are far less
reliable. Consumers, businessmen and those
responsible for provincial and municipal spending
decisions are necessarily creatures of their envi-
ronment. While they can indicate how a recent
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change in credit conditions has altered their
plans, they cannot be at all sure how their plans
would have evolved had they been living in a
financial climate in which the whole decision-
making atmosphere had been different. Thus, for
example, a policy of restraint persisted in for
some years may dampen demand in ways not
directly measurable because projects which might
have gone forward in a different set of circum-
stances are not even considered. Moreover, so
many other changes in basic economic forces
occur over long periods that no method of analy-
sis can distinguish the particular effects which
altered conditions in financial markets might have
had on expenditures.

It is true of course that Canada is in no
position to pursue monetary and debt policies
without regard for what is happening in the rest
of the world, so that our latitude to alter the
domestic financial environment is limited. Never-
theless, there have been times when the set of
our policies might have been significantly dif-
ferent, as in the period 1958-61 when less
restraint would have been appropriate.

In view of the range over which monetary and
debt policies have been used in the last decade,
it would be surprising if there had not been some
effects on domestic expenditure. When interest
rates have risen and the availability of credit has
been curtailed, there has been no lack of public
complaint. This suggests that these changes have
been widely recognized and, given the vigour of
some of the criticism, that in at least some cases
credit restraint has had considerable impact. Our
findings confirm this view, although the effect of
restrictive policies on expenditure has been very
much less than the public outcry would lead one
to believe.

The relative insensitivity of much of expend-
iture to changes in credit conditions has not
generally arisen from an unawareness of changes
in credit conditions among those making de-
cisions. For example, virtually all large non-
financial corporations, and a significant propor-
tion of smaller companies, are either borrowers
or lenders in the short-term money market and

follow market trends closely, while other firms
frequently have a portfolio of short-term securi-
ties to be managed. Holdings of government and
other securities among manufacturing corporations
in 1959 were larger than or equal to holdings of
cash in all size classes above $250,000 of assets
and any change in credit conditions is immedi-
ately reflected in the market value of these hold-
ings. Corporations without major holdings of
financial assets have connections with banks and
other financial institutions and are quickly made
aware of any changes in lending policies. More-
over, even though a significant proportion of the
funds required for capital expenditure is intern-
ally generated, firms frequently turn to outside
sources of funds. Of the firms with assets over
$90 million, over 80% undertook fresh bor-
rowing of short or long-term funds in the period
1955-62 and among the smaller firms many re-
sorted to bank borrowing. .

Our inquiries have also indicated that firms
have made rapid and sometimes extensive finan-
cial adjustments because of changes in credit
conditions. For example, more than 10% of the
firms responding to the corporate survey indi-
cated that their accounts receivable became
noticeably slower in payment when credit con-
ditions tightened. Similarly, during each of the
periods of restraint about 5-10% of the firms sur-
veyed were led to change their sources of finance
by finding new lenders, making sale and lease-
back arrangements or borrowing abroad. Some
were also moved by unfavourable bond market
conditions and buoyant stock markets to raise
funds through equity issues. The switch to foreign
sources of funds was most obvious among the
largest 80 firms, 10% of whom borrowed out-
side Canada in 1959-60—in part because of
the rise in interest rates in Canada. Less than
5% of the smaller firms borrowed abroad but
these firms were rather more willing to change
their sources of finance within the country. How-
ever, many small firms made increasing use of
foreign trade credit.®

¢ See, for example, Transcript page 5315.
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Despite these extensive financial adjustments,
some businesses—and consumers and govern-
ments as well— reduced their planned expendi-
tures because it was more expensive or more dif-
ficult to borrow. Similarly, there were cases in
which the higher rate of return available on
financial assets led to marginal reductions in ex-
penditure through the increased incentives to
saving; even in the corporate field some of our
respondents indicated that dividend policy was
watched carefully in tight conditions in case the
funds involved might be needed in future.” In
short, our findings suggest that most of the effects
of credit restraint predicted by theoretical reason-
ing can be found in the operations of the eco-
nomic system8. It is less easy to find reliable
evidence of corresponding effects from an easing
of credit conditions in recent Canadian experi-
ence, but it may well be that an equally wide
assortment of such effects could be uncovered
in periods of pronounced credit ease.

Thus, the issue is not whether real expendi-
ture is affected by changes in credit conditions,
especially extreme changes. The real question is
how large and how rapid are the effects which
result from changes in credit conditions of the
kinds experienced in recent years. Our conclusion
is that, aside from the substantial effects which
have on occasion resulted from sharp alterations
in the availability of National Housing Act
mortgage funds, the domestic effects have been
quite limited in the short run. Moreover, while
the time taken to implement changes in policy,
and for the effects of such changes to affect
employment and output, does not necessarily rule
out the use of monetary and debt policies to
exercise a stabilizing influence over the short run,
there are significant lags of this kind which mean
that actions taken late in one phase of a short-

7 See also, Transcript pp. 4564-5, Canadian Metal Mining
Association.

8It has been suggested that an increase in interest rates
might lead to a perverse reaction, namely an increase in
expenditure. We have found evidence that tightening credit
conditions affects the timing of financing and leads to larger-
scale borrowing in anticipation of even higher rates. However,
we have not found evidence that tightening credit conditions
by themselves induce a rise in real expenditure, although such
cases might exist. :

run fluctuation can easily spill over into the next
phase of the cycle when the requirements of
stability may call for pressure in the other direc-
tion.

Before turning to a more detailed examination
of the orders of magnitude of these limited effects
and the lags in them, it may be useful to consider
the reasons why results of this kind have been
found. Corporate investment in plant and equip-
ment is often considered to be an item of
expenditure which may be sensitive to changes in
credit conditions since it fluctuates over a wide
range and those making the decisions are expected
to be more sensitive to costs and returns than
consumers and governments. At any point of
time, business firms have a number of projects
involving the construction of plant or purchase
of equipment for which there are various antici-
pated rates of return. Some projects which
promise a high rate of return will have priority
in the plans for investment, but there must be
some projects which are regarded as marginal,
and which will no longer be regarded as worth-
while investments if interest costs rise.

In some cases, investment decisions are in
fact altered, but there are several reasons why
increases in interest rates of the kind we have
experienced affect only a strictly limited amount
of business investment.? First, a high proportion
of business investment is financed through
retained earnings and depreciation allowances.
Although firms might be expected to take
increased interest rates into account, and perhaps
curtail some projects which fail to provide a
rate of return comparable to the improved yield
on financial assets, after allowing for the different
risks involved, our enquiries indicate that this is
very rare. The higher opportunity cost of internal
funds is only taken into account in a very informal
way, if at all, and the effect on expenditure
through this particular channel appears to be
small indeed. Perhaps more surprising is that many
firms relying on external sources for some of their
investment funds do not raise the gross or net
rate of return which they require from particular

°The results of our corporate survey are set out in detail
in the appendix volume,
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projects when borrowing rates rise. Even in
cases where changes in rates of interest are
explicitly conmsidered, the cost of only a quite
limited number of projects is sufficiently affected
by an increase in interest rates to lead to a deci-
sion not to proceed. '

The insensitivity of many business firms to
changes in interest rates thus stems in part from
an unwillingness to calculate the costs and bene-
fits of investment projects sufficiently closely.
However, the widespread adoption of better
techniques for the evaluation of capital expendi-
tures has had some effect in increasing their
responsiveness compared to earlier periods. Yet
while the improved methods of evaluating capital
projects can array existing information in a more
useful form, they cannot provide certain knowl-
edge about the future costs and benefits of these
projects. Experience has taught executives that
most, and sometimes all, of the quantitative data
pertaining to a capital project are subject to wide
margins of error. It is therefore felt that the
relatively minor cost associated with an increase
in the costs of internal or external funds falls
well within the margin of error which must be
allowed for in any project. On the other hand,
if the change in credit conditions is sufficiently
dramatic to alter businessmen’s expectations of
the economic outlook, the effect can be larger.
We found very few individual instances of this
effect in our examination.

Moreover, much business capital expenditure
is on a “must” basis in that the firm has either
to improve the quality of the product and reduce
production costs or lose its position in the
industry. Some of this investment is described as
having no measurable rate of return and there-
fore as being insensitive to any change in interest
rates. Even if purely “defensive”, such investment
is frequently judged to be of such importance to
the long-run profitability of the firm that it is
unaffected by the small changes in costs arising
from higher borrowing rates.

It should be noted also that bond and mortgage
interest paid by all non-financial corporations
amounts to only about 4 of 1% of sales and—
at $300 million in 1960—was under 10% of

pre-tax corporate profits.’? Although the figure
is increased by -about half if bank interest is
also included, interest rates remain a relatively
minor item for corporations in general. Even
in the case of some of the highly capital-intensive
utilities where it might have been anticipated that
the effects of changing interest costs would be
particularly significant, great stress was put on
the need to meet the demand for services; this
demand itself was only marginally affected by
changes in credit conditions. In cases where the
utilities had greater freedom of action to alter
capital expenditures, the fact that the regulatory
authoritiecs were prepared to take the cost of
funds into account in setting rates tended to
reduce the degree of sensitivity.

Another factor contributing to unresponsive-
ness is the existence of a substantial corporate
income tax. Corporate executives frequently
point out that the cost of an increase in interest
rates is cut in half by the existence of the corpo-
rate income tax and its effects are therefore cor-
respondingly reduced. This view has some
influence on corporate decisions, although it is
sometimes suggested that 'if corporate after-tax
profits are reduced by the full amount of the
tax, the relationship between after-tax interest
costs and returns is not altered. Such evidence
as we have, however, indicates that a significant
proportion of the corporate income tax has been
passed on by corporations and that the effect of
an increase in interest rates is therefore dampened
by the existence of a high corporate income tax,
although this effect is considerably reduced in the
case of smaller firms subject to a lower rate.

These generalizations will probably come as no
surprise, since virtually all the research work
which has been done on the subject has tended
to point in the same direction. Nevertheless, some
who accept the view that the cost effect of changes
in interest rates is small have held that there is
a strong incentive to postpone investment if it
is anticipated that interest rates will be lower
in the near future. They argue that while a change
in the long-term borrowing rate from 5% to 6%

10 Taxation Statistics.
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cannot be expected to have a major effect if this
higher rate is expected to continue, such a change
will have an effect if it is confidently expected
that the rate a year hence will again be 5%.
The decision to proceed with a 20-year issue
with regular repayments of principal and interest
at 6% as compared with one a year later at 5%
will, for example, increase annual carrying costs
by almost 9%; stated another way, it implies
a short-term interest cost of close to 15% for
the year. We have reproduced in Chapter 24 an
analysis by Professor Lundberg of a Swedish
investment tax which had an effect of this order,
and there seems little question that it exercised
a major influence over capital expenditure.

In fact, however, an increase from 5% to
6% in long-term interest rates is most unlikely to
occur if it is generally expected that a decline
to 5% will take place within a year. Moreover,
those investors who do firmly hold the view that
the increase is temporary need not postpone
their investment, they must merely find accom-
modation to tide them over until long-term inter-
est rates have declined. If the rate they must pay
for short-term accommodation is a reasonable
one, then there is no reason to postpone the proj-
ect, and we have found that many firms do in-
deed respond in this way by altering the timing
of their financing in the light of their expectations
of future movements in interest rates. Other
firms do not attempt to forecast the market and
thus implicitly treat each change in their borrow-
ing rate as though it were a permanent change.
In either case, the timing of investment spending
will be largely unaffected by expectations about
the future short-run changes in long-term in-
terest rates. Nevertheless, there are some com-
panies which are aware that they may well be
borrowing at the peak of a cycle of long-term in-
terest rates, but either do not have access to short-
term finance on a sufficiently large scale or elect
not to make use of it, preferring instead to cut
back their spending; we found that such cases
were, however, relatively rare.

If financial markets were perfect, there would
be no need to go beyond an analysis of the effects
of interest rates on spending. But in periods

of credit restraint, business firms with adequate
access to credit in normal times cannot always
obtain the funds they require at prevailing market
rates. In short, limitations are imposed on the
availability of credit, and the increased difficulty
of obtaining funds is not fully reflected in interest
rates. For a firm with alternative sources of
finance at reasonable rates, limitations on the
availability of credit from its usual sources may
merely imply a moderate increase in the effec-
tive rate they must pay on borrowed funds. For
firms without such ready access to reasonable
alternatives, the effective increase in interest rates
is much sharper since they must resort to lenders
with significantly higher charges. For some firms,
therefore, the potential effects of changes in the
availability of credit from their normal sources
are much greater than anything they are likely
to encounter from general interest rate changes.
In fact, however, changes in the availability of
credit have had much the same effects as changes
in interest rates. During recent periods of credit
restraint, some firms have postponed or aban-
doned particular projects because they were un-
able to obtain credit or were reluctant to turn
to higher-cost alternative sources. In general,
however, limits on the availability of credit have
not been sufficiently stringent to exercise more
than a limited influence over investment in plant
and equipment.

Business investment in inventories has some-
times been regarded as particularly likely to re-
spond to credit restraint. However, we found
little evidence of such responsiveness, and there
appears to be little relation between non-farm in-
ventory target levels and rates of interest. It is
widely accepted by firms that desirable inventory
levels are determined by technological factors,
changes being largely independent of changes
in the financial costs of carrying inventory. In
some cases, firms reduced inventories because of
suggestions made by their bankers or other
lenders or because of changes in the availability
of credit, but the total of such shifts appears to
be small. Such evidence as we have also suggests -
that farm inventories and grain in commercial
channels are largely unaffected by credit restraint.
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Government expenditure on goods and services
also tends to be relatively. insensitive. In the
course of our hearings, some of the provinces and
municipalities drew attention to reductions in
their capital expenditures in response to credit
restraint. When all the evidence had been assem-
bled and compared with total expenditures during
the relevant periods, however, it became clear
that provincial and municipal expenditure had
been curtailed very moderately. The benefit to be
derived from capital expenditure by governments
can rarely be assessed in the same terms as busi-
ness investment and the resulting rate of return
compared with the cost of funds. Instead, govern-
ments must be influenced by their judgment of
the need for particular expenditures and of the
political consequences of failing to meet the con-
tinuing demand for expanded services. If these
judgments suggest that expenditures be continued,
governments are rarely dissuaded by an increase
in interest rates of the kind we have experienced.
Moreover, expecting rising prices, they may feel
that the higher cost of carrying out these projects
later will more than offset the extra interest pay-
ments involved. Nevertheless, interest payments
constitute a tax burden, and in some cases high

interest rates acted as a deterrent to capital ex-

penditure. Similarly, limitations on the availability
of credit to municipalities have had some effect on
expenditure, although in other cases a decision
was taken to go to the market earlier than had
been planned and capital projects were not
postponed.

It ought to be relatively easy to determine the
effect of credit restraint on personal consumption
expenditure. We are all consumers and, while we
may not be fully aware of all the reasons for our
decisions, ought to be able to recognize the extent
to which we have altered any of our plans in
response to increases in interest rates and limita-
tions on the availability of credit. However,
despite evidence that consumers are sensitive to
interest rates in the sense that they alter the form
of their savings, aggregate data and surveys are
inconclusive as to the effects on saving in total.
Despite the growth of contractual saving, in pen-
sion and other forms as well as in repayment of

outstanding debt, it is apparent that personal sav-
ing does fluctuate from year to year, but there is
no available evidence showing that a firm relation-
ship between personal saving and interest rates
does, or does not, exist.11 -

It has generally been thought that consumers
who are borrowers are ordinarily quite insensitive
to increases in interest rates, although they will
respond in a fairly marked way to significant
changes in the amount of down payment or in
monthly payments resulting from a shortening. in
the terms of the loan. Since there is an important
element of service costs in most consumer loans,
the effective rates of interest are often very high
and an increase of 1% or 2% in the general level
of interest rates—even if reflected in a change in
the rates charged on consumer loans—will have
a relatively small effect on the total cost of bor-
rowing. On the other hand, many consumers
encounter difficulty in providing a larger down
payment or managing the higher monthly pay-
ments which result from a shortening of the
period of the loan. Thus, Canadian experience
and that of other countries suggests that changes
of this kind do have substantial effects on con-
sumer expenditure financed by instalment loans. -

In the case of housing, the consumer’s com-
mitment is for a larger amount outstanding over
a long period and a significant increase in the
mortgage rate thus leads to an increase in debt
servicing costs which is substantial in relation to
the consumer’s income. However, the most sub-
stantial changes in expenditures on new residential
construction have come in periods when there was
a lack of availability of N.H.A. mortgage funds.
As explained -in Chapter 14, when credit con-
ditions are relatively easy, institutional investors
have found N.H.A. mortgage lending a profitable
outlet for funds. If, however, long-term interest
rates rise and no change is made in the N.H.A.
rate, the yield differential between N.H.A. mort-
gages and other investments becomes unattractive
and institutional investors tend to withdraw from
N.H.A. lending. If the Central Mortgage and

1 A rise in interest rates has opposing effects on saving—it
increases the reward for saving but reduces the amount
needed to achieve a given target.
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Housing Corporation does not provide direct
loans to overcome the resulting shortage of
N.H.A. funds, builders and purchasers have the
choice of financing through conventional mort-
gages—with their combination of higher interest
rates, higher down payments and shorter term
—or postponing construction.!? This change in
the terms of available mortgage funds has
significantly affected the level of expenditure on
housing.

Some of the domestic effects of credit ease
are merely the opposite side of the coin to credit
restraint. For example, the greater availability
of N.H.A. loans in 1957-58 led to a significant
increase in housing expenditure in 1958 because
demand had been effectively restrained largely
by the lack of availability of mortgage funds on
favourable terms. Moreover, during this period
the demand for housing remained high, and after
being curtailed by credit restraint during a boom
it could be encouraged by credit ease during a
recession. In the case of other types of domestic
expenditure neither of these conditions held.
Credit restraint had had limited effects on ex-
penditure and it could therefore be anticipated
that credit ease would have limited effects. In
addition, there have frequently been sharp
changes in the demand for other goods and serv-
ices arising from actual or anticipated changes in
the level of economic activity, with demand and
expenditure falling at the same time as credit
conditions have eased. Thus a shift from restraint
to ease could not have been expected to lead
to major and observable changes in domestic
expenditure.

Such evidence as we have gathered suggests
that the increase in domestic expenditure, other
than on housing, which has been brought forth
by a decline in interest rates and an increase in
the availability of credit has been very small.
This is in line with the frequently expressed view
that monetary policy can be effective in restraining
a boom but is less effective in stimulating a recov-

1 Since an N.H.A. mortgage must be taken out as the house
is being built, it is not possible for borrowers to obtain short-
term finance from other sources and subsequently take out
an N.H.A. mortgage when they are freely available again.

ery, and reflected in statements such as “You
can lead a horse to water, but you can’t make
him drink” or “You can’t push on a string”.
During periods of economic weakness, attempts
to stimulate investment by easing credit conditions
are usually thought likely to be frustrated by a
lack of incentives to invest. Indeed, if there is
much excess capacity and the economic outlook
is poor, the expected profitability of much invest-
ment may be negative. This is not unlike the
state of affairs during the 1930’s when general
credit ease had less effect than many had antici-
pated and the notion tended to develop that
monetary and debt policies were relatively
ineffective in providing a stimulus to demand.

Anyone who is sceptical of the effects of credit
restraint must qualify his remarks by setting a
limit to the vigour with which restraint is applied.
There have been many financial panics in the past
when interest rates have risen to abnormal levels
and lack of availability of credit has led to wide-
spread bankruptcies. There is clearly no room
for doubt that extreme financial conditions do
have important effects on economic activity even
if business conditions are buoyant and infla-
tionary sentiment strong. Thus, if the normal level
of short-term interest rates is 3%-4% and if in-
ternational or other complications could be
ignored, there will be some rate which is effective
in restraining demand, even though it might be
well over 6% . While theoretically there is no limit
to the extent of the increase in interest rates, there
is such a limit on the extent to which a decrease
can be brought about by conventional monetary
and debt policies. The short-term rate on treasury
bills can be reduced from its norm to almost zero
but cannot be made negative. There is therefore
more possibility of effectiveness on the side of
restraint if action is restricted to the use of con-
ventional policies.

These differences between the effectiveness of
credit restraint and credit ease were only partially
significant in recent years. During recessions, there
was excess capacity in many industries and the
economic outlook was not favourable, but there
was not any major collapse of expectations. Sim-




THE EFFECT OF CREDIT CONDITIONS ON EXPENDITURE 435

ilarly, although the over-expansion of some types
of plant and equipment during the investment
boom of 1955-57 removed the incentive for fur-
ther investment, this was not true of all industries
and firms and capital formation continued to go
forward in both good years and bad. Over a wide
range of investment, therefore, it was possible for
credit ease to exert some influence. That such an
influence is very difficult to find results in part
from the nature of the changes in credit condi-
tions during the 1950’s. Throughout the decade,
there was an upward trend in interest rates, each
period of ease being merely a valley on the side
of a hill. In most cases, changes in the direction
of ease were less pronounced than changes in the
direction of restraint, and thus less likely to lead
to a positive response.

There are other reasons why the response to
credit ease might be expected to be small as com-
pared with that to credit restraint. We: have al-
ready noted the insensitivity of firms which rely
heavily on internal funds; other firms of course
have less need for outside funds during a period
of low investment. Moreover, firms which attempt
to time their borrowing in relation to conditions in
financial markets may borrow heavily during a
period of credit ease, but this may have little or no
effect on the timing of their capital expenditure.
Finally, there can be delays in planning which
impede the response to credit ease. Under condi-
tions of credit restraint, some firms with plans all
ready to proceed may decide to postpone or aban-
don one or more projects. While this is not an easy
decision, it can readily be implemented if a start
has not been made on construction or an order has
not been placed for equipment. On the other
hand, the framing of plans is necessarily time-
consuming and if a decline in interest rates or an
increase in the availability of credit leads to a
decision to undertake a larger program of invest-
ment, there may be considerable delays before
expenditures are actually increased. This prob-
lem will not be encountered if long-range plan-
ning is undertaken and if expenditure which has
been curtailed by credit restraint is permitted to
go forward in a period of ease. Despite the growth
of such planning, however, conditions have fre-

quently been found to have changed enough so
that a project is no longer attractive in its ori-
ginal form. _

The identification of such response to credit
ease as does exist is made more difficult because
when credit is readily available and interest rates
are lower than they have been in the past, credit
conditions may not be accorded a great deal of
importance. A decision to proceed with a particu-
lar expenditure might not have been taken if
conditions had been tighter, but it is particularly
difficult to separate this effect from the many
other factors influencing the decision. Thus, the
very limited reaction to credit ease revealed by
questionnaires and interviews probably under-
states the effect on domestic expenditure. For
example, the proportion of respondents to our
consumer survey who indicated that they would
step up their purchases of houses and cars under
significantly easier credit conditions was only a
fraction that of those who indicated they would
curb their purchases under comparable conditions
of restraint. Yet we have no doubt that the
greater availability and more favourable terms of
consumer credit in the post-war period has had a
considerable impact on the buying of consumer
goods.

THE INTERNATIONAL EFFECTS OF
CHANGES IN CREDIT CONDITIONS

The discussion above has been limited to the
direct response of domestic expenditure to varia-
tions in credit conditions. This is the relationship
which is important for countries operating under a
fixed exchange rate system. If capital flows freely
in response to interest differentials under such a
system, a change in capital movements will have
its major effect on the exchange reserves rather
than on the exchange rate. However, under a
flexible exchange rate system with large-scale
capital flows—the system under which Canada
operated during the 1950°s—changes in credit
conditions can also have an important indirect
effect on expenditure through the exchange rate.

Under the flexible rate system, a change in
credit conditions in Canada which raised interest
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rates relative to those in other capital markets
tended to reduce domestic expenditure directly
and thus reduce imports to some extent.!> The
initial improvement in our international current
account—which under a fixed rate system leads
to gains in exchange reserves—tended under a
flexible system to increase the international value
of the Canadian dollar. If there were no capital
movements or changes in official reserves, this
change in the exchange rate would have had to
be such as to lead to other changes in interna-
tional trade to restore the original current account
position—i.e. other imports would have had to
increase or exports decline, a process which would
further curtail spending in Canada. Since the
original domestic effects of credit restraint are
not large, the adjustment in the exchange rate
under these conditions would not normally need
to be very large either. However, during this
period capital was flowing freely into Canada and
credit restraint which widened the differential
between our interest rates and those elsewhere
encouraged greater capital inflows and pushed the
international value of the Canadian dollar still
higher. The resulting additional encouragement
to imports and discouragement to exports thus
exercised a significant dampening effect on eco-
nomic activity not found under a fixed exchange
rate system.

The importance of this effect on domestic
expenditure turns, among other things, on the
extent to which capital movements respond to
interest rate differentials and to which trade re-
sponds to changes in the exchange rate. Qur evi-
dence suggests that while some capital flows are
immediately responsive to changes in credit con-
ditions, small and temporary fluctuations in the
exchange rate are unlikely to have a major effect
on trade. As we shall indicate below, there are
other sources of balance over the short run,
including stabilizing speculative capital move-
ments. However, exchange rate movements which
are larger and expected to persist will exercise
a major effect over trade. Thus, under a flexible

13 The supply of exports might also be increased in con-
ditions such that high levels of domestic demand had pre-
viously diverted production to the home market.

exchange rate system, the international effects of
changes in credit conditions which alter the
interest differential between Canada and other
countries have important - repercussions on our
foreign trade and therefore on domestic economic
activity, provided they extend beyond a short
period.

THE LAGS IN THE RESPONSE OF
EXPENDITURE TO CREDIT CONDITIONS

In any assessment of the potential usefulness
of monetary and debt policies, it is important to
know the timing as well as the size of their
effects on expenditure and output, particularly
when credit conditions are varied frequently. It
has long been recognized that the tardy response
of the economy to policy changes poses a prob-
lem, but for the two decades prior to 1950 this
was not a major issue. Many leading countries
maintained easy credit conditions throughout the
1930’s and 1940’s and with the policy instru-
ments set in one direction the timing of their
effects did not greatly matter. Thus, the high
unemployment existing in the Canadian economy
in the late 1930’s could hardly be imputed to
lags in monetary policy’s effectiveness. Indeed, it
was not until a flexible monetary policy was re-
stored in the 1950’s, and reversals of policy began
taking place every two or three years, that timing
became a matter of major importance. We are
concerned here with the time between a change
in credit conditions and the resulting changes
in output and employment, because without some
knowledge of the delays involved one cannot be
sure whether even the promptest action by the
authorities will have an effect soon enough to
stabilize, rather than de-stabilize, the economy.

There appears to be little delay in the recog-
nition of a significant change in credit conditions
by the financial officers of governments and cor-
porations. They may not all dissect the weekly
report of the Bank of Canada, but they do deal
in financial markets on a regular basis. They are
thus quickly made aware of any major change in
market rates of interest and the availability of
funds. This is not to say that there is much re-




sponse of expenditures to the early stages of a
policy of restraint or ease. In some past periods,
short and long rates of interest have risen for
many months before there has been any signifi-
cant response from those making capital ex-
penditure decisions. Indeed, our enquiries have
pointed up the fact that the first few months of a
gradual change in credit conditions have usually
been taken up in bringing the financial system
to the point where it begins to exert a restrain-
ing influence over expenditure. An exception
to this general tendency occurred in 1962, when
the change in credit conditions was dramatic. The
fact that there were other uncertainties present—
including a foreign exchange crisis—and that
the change came after a long period of bank
loan expansion makes this rather a special case.
It does nonetheless indicate that a decisive
change in interest rates and bank lending policies
can have a rapid impact on capital expenditure
decisions.

A change in the decision to undertake or not
to undertake a capital project will naturally not
have an immediate effect on employment and
output. Most capital expenditures in the current
period are for projects started in previous periods,
while most decisions made currently involve ex-
penditures in subsequent periods. The extent of
the lag depends upon the nature of the project.
This can be illustrated by a series of examples
drawn from the period of credit restraint in mid-
1962. An oil company which decided to reduce
its service station program for 1962 would have
carried the program to completion in the sum-
mer and fall of that year. The construction
of a ship which was postponed in 1962 was
scheduled for completion in the spring of 1963
so that any direct employment effects would have
been felt during the period mid-1962 to early
1963. Some warehouse construction which was
postponed because of the unavailability of bank
credit would have been undertaken in the summer
and fall. Replacement expenditure of $600,000
" which was planned by an engineering contractor
would have been made by the fall. A construc-
tion materials firm which postponed the pur-
chase of cars and trucks reduced the sales of
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motor vehicles in 1962. A small building prod-
ucts firm which was negotiating with a lending
institution when credit was tightened was unable
to obtain funds for expansion and postponed ex-
penditures which would have been mainly made
the same year. A small, but rapidly growing,
industrial products firm was planning to mod-
ernize equipment but was discouraged by “tight
money talk” and did not make its purchase in
1962. A medium-sized oil company postponed a
pipe line project from the 1962 construction
season to the next construction season.

Some of the direct and indirect effects of the
postponements or abandonments listed above—
which, though numerous, did not involve a high
proportion of business capital expenditures—
would have spilled over into 1963 and beyond,
but it is evident that much of the effect would have
been felt fairly quickly. We found other cases
where the lags were much longer. A paper manu-
facturer who did not purchase a paper machine
estimated that the employment effects of this
would extend over a period of two and a half
years. Part of the work on the new buildings
required to house the machine would have been
carried out in 1962, but the construction of the
machine itself would have been spread over a
much longer period and might well have taken
place in another country. An oil company which
responded to the 1962 change in credit condi-
tions reported that it was planning to restrict ex-
penditure in the next year as well. A power com-
pany which postponed the start of a project was
able to provide fairly precise information indicat-
ing that the result would be a fall in expenditure
in 1962 and 1963 and a subsequent rise in 1964
and 1965, with the bulk of the restraining effect
coming in 1963.

The lags in residential construction are much
less complex than those found in government ex-
penditure and corporate investment. It has some-
times taken a considerable interval for the yield
differential between N.H.A. mortgage loans ‘and
other investments to alter and therefore for
institutional lending to be affected significantly,
but once this has occurred—or a decision has
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been taken to alter CMHC direct lending—
housing starts can be affected very quickly. Our
econometric work suggests an average lag of
about three months, with the lag on occasion being
as short as a few weeks. The submission of the
Central Mortgage and Housing Corporation sug-
gests that peaks in residential construction activity
are likely to lag peaks in starts by as much as
four months, reflecting the length of the construc-
tion period and the timing of work done within
that period.

We have already indicated that the major
effects of changes in credit conditions which
have come through changes in the exchange rate
are felt with a considerable lag. Some international
capital flows respond quickly, but there may be
compensating movements which reduce the im-
mediate effect on the exchange rate; moreover,
long-term capital flows respond more slowly.
However, even if the rate responds in a matter
of months, it takes time for adjustments to be
made by producers, and these will be limited if
the change is in any event expected to be tempo-
rary.

In summary, there is considerable variation in
the lags between the time when credit conditions
are brought to the point where they exert an in-
fluence over different categories of expenditure
and the time when those effects are felt in the
economy. For some categories of expenditure
such as residential construction, the lags are vari-
able but fairly short and fairly easy to predict.
In other sectors of the economy, the lags depend
upon the nature of the expenditure, but a major
proportion of the direct effects on employment
and output may come within a period ranging from
a few weeks to 6-9 months, although other effects
—both direct and indirect—will extend into later
periods. Our evidence suggests, moreover, that
these lags can be shortened considerably by fairly
dramatic changes in credit conditions, especially
if the climate of business opinion and expectations
is significantly affected by the policy measures
themselves or by other events in the economy.
Finally, the evidence seems to indicate that for
all but the very shortest of cyclical fluctuations,

the actions of the authorities can play a useful
stabilizing role, although the variable nature of
some of the lags means that there is a risk that
the effects of previous policies may exert some
restraining influence after conditions have changed
and ease is called for. These effects are most
likely to be seriously harmful when inappropri-
ately restrictive policies are persisted in.

A CASE STUDY OF CREDIT RESTRAINT
IN 1958-60

The complex nature of the problem of esti-
mating the extent and timing of the short-run
response of the economy to changes in credit
conditions can be illustrated by considering the
period of credit restraint 1958-60. The seasonally
adjusted annual rates of gross national expendi-
ture in the fourth quarter of 1959 and the first
and second quarters of 1960 (the peak of the
expansion) were $35.4 billion, $36.0 billion and
£35.6 billion respectively. As things turned out,
the level of economic activity during these three
quarters was well below the capacity of the econ-
omy, but the appropriateness of policy is not the
issue here. We can observe what in fact happened,
but we must infer what would have happened
under alternative credit conditions if we are to
assess the effects of the changes in credit con-
ditions which took place during this period.

It would be misleading to suggest that the
techniques of measurement used permit precise
definition of the alternative credit conditions
assumed. We have, however, used as a benchmark
the credit conditions which might have resulted
from a decision to operate as far in the direction
of ease as was consistent with the avoidance of
a large-scale depreciation of the exchange rate.
We assume this would have entailed credit condi-
tions characterized by a very moderate rise in
interest rates and little restraint on bank lending.
Using this set of credit conditions as a reference
point, estimates have been made of the effect on
expenditure of the variation of credit conditions
which actually occurred, i.e. an increase in
treasury bill rates from around 1% in mid-1958
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to over 6% in August, 1959, a rise in yields on
long-term government securities from around 4%
to 5.6% and significant restraint on bank lending.

We have not been able to make an estimate of
the direct effect on consumption of the change
in credit conditions which occurred in 1958-60.
Consumption is a very large component of ex-
penditure and even a moderate response to in-
creased interest rates or limitations on the availa-
bility of credit would be quantitatively significant.
Consumer credit outstanding increased from
around $3.2 billion at the end of 1958 to $3.6
billion at the end of 1959, although personal
loans by the chartered banks against marketable
securities fell from $287 million in 1958 to $282
million in 1959—presumably because of the curb
on lending for speculative purposes. Other bank
personal loans stopped rising for some months
during 1959. Some individuals were refused loans
during the period and some of them in fact
curtailed their expenditure on durable goods, but
our impression—supported by the results of our
consumer survey—is that this was not a common
occurrence.!4

In an attempt to obtain added information on
consumer responsiveness to changes in credit con-
ditions, some hypothetical questions were asked
in our consumer survey. The results suggested a
much higher responsiveness than previous evi-
dence and the data on aggregate consumption
expenditure would support, but there is reason to
believe that the information obtained is mislead-
ing. For example, of the 388 respondents who had
purchased automobiles on credit in the period
1957-62 and who were asked what they would

have done if higher finance charges had required .

them to pay 5% more per month—i.e. $3 to $4
more per month on a new automobile contract—
no less than 48% replied that they would have
deferred or downgraded purchases. Moreover,

41% replied in a similar vein when asked for

their probable response to a shorter-term loan

1% 4% of households reported being refused a bank loan in
the period 1957-62, but only one-quarter of the respondents
were given tight credit conditions as the reason and not all of
these occurred in 1959-60.

with monthly ~payments 10% higher.’® For
housing, the responses of 543 households were
just as extreme, 46% indicating that they would
have postponed or made cheaper purchases if
monthly mortgage payments had been 10%
higher owing to higher interest rates and 37%
making the same comment about a similar in-
crease ' stemming from a shorter-term loan.
Interestingly, however, only 2% to 8% of
respondents replied that they would make a more
expensive purchase in the reverse circumstances,1®
We are sceptical about these results for a num-
ber of reasons. First, hypothetical questions are
always hazardous and the responses’ are much
less reliable than those based on decisions which
have actually been taken; this is especially the
case when it is not possible to follow up subse-
quently and verify the answers against actual
behaviour. Secondly, the questions were difficult
and it is evident from the comments of respond-
ents and of the interviewers that they were not
always fully understood. Thirdly, there were nu-
merous replies which indicated that respondents
objected strongly to the level of interest charges
that they had in fact paid and as a matter of
principle felt bound to indicate that they would
postpone purchases if they were any higher.
Our scepticism is supported by the evidence
which the survey obtained on actual spending
decisions. All respondents were asked if they had
deferred purchases of houses or cars in the five
years 1957-1962 after seriously considering them
(to the point of checking prices, credit terms and
other details). For houses and cars, 10% and 8%
of respondents respectively reported deferrals,
but the dominant reason was that they were too
expensive. Only one-tenth of these deferrals were
attributed to financing difficulties of any kind; of
these a part stemmed from apparent unwillingness
to pay any rate of interest within the range

1 A 5% increase in monthly payments involves an increase
in effective interest rates of from 18% to 24% over a two-
year contract: if monthly payments are 10% higher, all other
factors unchanged, the term of the loan is shortened by 2%
months. . .

18 The questions and the replies are tabulated in the appen-
dix volume. '
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charged in recent years.!” Respondents who had
not deferred purchases commonly commented
that changes in interest rates or financing terms
were not a factor in their decisions or—when
they were—that other considerations of a special
kind over-rode them.

The modest response of actual spending deci-
sions on housing and cars to changes in credit
conditions in the period is broadly consistent
with aggregate data and other evidence. At the
same time, the hypothetical results are not com-
pletely irrelevant for assessing consumer behav-
iour in the case of more drastic changes in credit
conditions. For example, the changes suggested in
the questions on housing were equivalent to a rise
of 13% in the interest rate on a 20-year 61%
mortgage or to a shortening in term of about
3% years. The proportion of respondents—about
25%'8—who stated that they would postpone
purchase of a house in such conditions, can be
compared to the 20%-25% reduction in planned
housing outlays that occurred in 1956-57 when
N.H.A. funds were less freely available. (Allow-
ance must be made for the fact that some of these
reductions in consumer spending on houses would
have fallen on existing houses and thus not have
directly affected gross national expenditure and
that the results of the survey apply only to those
who used credit to finance their purchases.)

The hypothetical response for automobiles
seems to have less relevance for the future, al-
though it may be indicative of the effect of direct
controls. While the stringent consumer controls
in the Korean War period did not appear to have
effects as dramatic as those indicated by the sur-
vey, it may be the case that the disappearance of
demand backlogs, the spreading use of consumer
credit, the importance of debt repayment in many
budgets, and the lack of inflationary fears have
increased consumer sensitivity to such controls.
In short, while we have every reason to be-

" However, a significant number of house buyers indicated
that they found the term of mortgage loans too long, or the
loans too large, for their needs.

9% of survey respondents indicated that they would post-
pone housing purchases if the down payment were 10%

higher.

lieve that the answers to the hypothetical ques-
tions in the consumer survey overstate the
responsiveness of consumers to even dramatic
changes in credit conditions, we believe that they
are not entirely irrelevant. Further research into
consumer behaviour might yield fruitful results
on the effectiveness of monetary and debt poli-
cies.

Returning to the actual response of consumer
spending to the changes in credit conditions which
took place in 1959-60, it appears unlikely that
the direct effect on consumption of the increase in
interest rates or reductions in the availability of
credit was of major importance during the period,
particularly since only a small proportion of total
consumption (excluding housing) is financed on
credit. As noted earlier, we have no direct in-
formation on the response of personal saving to
changes in credit conditions. Net personal saving
declined in 1959, but this is a residual item in
the national accounts and it is dangerous to infer
anything from it. However, it is important to note
that even if the short-run direct effect on con-
sumption of a change in credit conditions is small,
any decline in income arising from a fall in ex-
penditure elsewhere in the economy will lead
indirectly to some decline in consumption.

Government expenditures on goods and serv-
ices (excluding expenditures of publicly owned
enterprises whose principal sources of revenues
are derived from the provision of goods and serv-
ices to the public) amounted to $6.5 billion in
1959. Of this, $2.85 billion was spent directly
by the federal government on goods and serv-
ices, while expenditures by provinces and munic-
ipalities—and the school boards and hospital
districts within their jurisdiction—totalled $3.65
billion. We have already referred to the testi-
mony received from the provinces and the munic-
ipalities and the general conclusion we reached
after examining all the evidence. In the case
of the provinces, this finding was further tested
by correspondence relating particularly to capi-
tal expenditures during the period 1958-60. It
was found that to the extent that any reliable
judgment could be made there had been little
response to credit restraint in provincial capital
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expenditure. It was almost as- difficult to find
much evidence of significant responsiveness on
the part of municipalities, school districts and
hospital boards. Some municipalities which found
bank financing difficult in the latter half of 1959
went to the market rather earlier than planned but
did not postpone capital projects. Putting to-
gether the evidence derived from interviews with
representatives of the provinces and municipali-
ties with a direct analysis of provincial and
municipal expenditure during the period, we
would conclude that the amount of expenditure
postponed was in the range of $10-25 million.
A portion of this expenditure would have been
carried out during the peak quarters, but it is
not possible to date the impact on expenditure
with any accuracy. :

Despite the sensitivity of new residential con-
struction to changing credit conditions, outlays
on new housing were not greatly affected in this
particular period. Loans by approved lenders fell
off sharply during the latter half of 1959, and for
the year as a whole were down to $280 million
from $510 million in 1958. However, Central
Mortgage and Housing Corporation acted as the
residual lender for home owner applicants through
most of the year!® Over $340 million was
committed in the first ten months of 1959, and
by November the Corporation had exhausted its
available funds. However, the decline in lending
came too late to reduce the level of economic
activity until the second quarter of 1960. In short,
the substantial effect of credit conditions on pri-
vate N.H.A. lending, and thus on housing con-
struction, was almost entirely offset by direct
public lending. The net effect on residential con-
struction was therefore minor in the first two
peak quarters, almost certainly not exceeding $50
million at annual rates, compared to recorded
housing expenditures of about $1,675 million
annually in the same period.

Expenditures on new non-residential construc-
tion and new machinery and equipment ran at
levels of from $5 billion to $5.4 billion in the
three peak quarters. In 1959 as a whole, the capi-

* 1 0ans to builders were not available for part of the year.
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tal expenditure of private and public non-financial
corporations totalled $4 billion, while those of
the 80 largest private and public corporations
totalled $2 billion. It has been estimated from the-
results of the corporate survey that the capital
expenditures of the latter firms in the last quarter
of 1959 and the first two quarters of 1960 would
have been $20-25 million higher if credit condi-
tions had been significantly easier.2? For the
firms of smaller size, the estimate is based on less:
adequate information but it appears that the effects
of changes in credit conditions were of the order
of $30-40 million in the three peak quarters. The
latter estimate includes an allowance for changes
in the expenditure of proprietorships and partner-
ships operating in the fields of manufacturing,
commercial services and trade.

The effects estimated above, while surprisingly
small, were distributed through all the size classes
of firms. When large firms postponed expenditure,
they generally did so because they were unwilling
to borrow at current rates. A few large firms post-
poned expenditures because of doubts about the
advisability of expansion during a period of credit
restriction, while an occasional large firm encoun-
tered difficulty in obtaining the funds it needed.
Almost without exception, however, their adjust-
ments to planned capital expenditures were mar-
ginal in nature. Among the smaller firms, there
was generally little reaction to the change in inter-
est rates; it was rather the case that they found
themselves unable to obtain increased credit from
their usual sources. In some instances, these limi-
tations were sufficient to cause expenditures to
be postponed but in others the firms found alter-
native sources, frequently at higher cost. The
proportion of smaller firms which did change
their capital expenditure was no greater than that
of larger firms, but they did so to a greater degree;
the differential effects were not large. _

The small number of firms which indicated a
response to credit conditions makes it difficult to
say much that is meaningful about regional or

® This, like our other estimates, is the estimated direct effect
of easier credit conditions. There is no reliable way of meas-
uring--the indirect effects on individual expenditure com-
ponents. S
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industrial distribution. It can be said, however,
that the effects have not been concentrated in par-
ticular regions or particular industries, a finding
which confirms that of other studies.*

There are other components of gross business
fixed capital formation which were not covered
by the corporate survey. These included agricul-
ture and fishing with capital expenditures in 1959
of over $500 million; finance, insurance and real
estate with capital expenditures of over $250
million; and hospitals, private schools, churches
and universities with capital expenditures of $200
million. Staff studies and interviews have thrown
some light on the degree of responsiveness to
credit conditions of these sectors of expenditure.

Capital expenditures in agriculture and fishing
appear to be, if anything, less affected by changes
in credit conditions than are non-farm corporate
capital expenditures. Capital expenditures in
finance, insurance and real estate include the
building and equipping of offices for financial
institutions and the construction of non-residential
buildings by firms whose object is to lease or
sell the premises rather than use them for their
own operations. Expenditures of the latter type
are the major part of these expenditures and are
affected considerably both by the availability
of mortgage funds and of interim construction
credit from the chartered banks. Expenditures in
this category might have altered by up to 5%
in late 1959 and early 1960, although most of
the expenditure consequences of decisions made
at that time would appear in a later period. The
evidence on the third category, including hos-
pitals, private schools, churches and universities,
is very limited. While some financing difficulties
were encountered as a consequence of credit
restraint, there is little indication that any sig-
nificant amount of construction was postponed.

Non-farm inventories increased by $300 mil-
lion, $700 million and $400 million in the three
peak quarters. Interest rates are only one element
in the total carrying cost of inventories and even
those firms which have recently introduced new

1 See, for example, Report of Professor A. K. Cairncross
to the Atlantic Provinces, Atlantic Provinces Research Board,
1961.

techniques for controlling inventories do not
generally take into account changes in market
rates of interest in establishing inventory levels.
There were, however, some firms which
responded to credit restraint in 1959 by reducing
their inventories below the level which would have
existed under easier credit conditions. In some
cases this was the result of limited availability of
funds, and in one important case it was a response
to the anticipated effect of credit restraint on sales.
It is estimated that expenditure in the three peak
quarters may have fallen by something of the
order of $10-25 million.

As indicated in our earlier discussion, the
effect of credit conditions on the exports and
imports of goods and services under the flexible
exchange rate system is a very complex one.
During this period, the interest rate differential
between Canada and the United States widened
significantly and exercised an influence over
capital flows which added to the exchange rate
effects resulting from the reduction in import
expenditures. The average value of the Canadian
dollar rose by approximately 2% cents from U.S.
$1.025 to U.S. $1.05 from February to November
1959. Under the alternative credit conditions we
have assumed, we visualize that the Canadian
dollar by the fall of 1959 might have been worth
only U.S. $1.00. If this is a plausible guess, and
it is little more than a guess, all the evidence
which we have available—derived from economic
arithmetic, econometric analysis and the surveys
—seems to suggest that this rate change would
have had limited effects on the flow of trade;
these effects might have been of the order of
$150-$250 million in the three quarters. At the
same time, the volume of imports would have
tended to increase because of the direct effects of
higher levels of domestic expenditure resulting
from easier credit conditions. This estimate of
the overall effect of credit restraint on our trade
balance is necessarily a very broad one, and since
the possibilities of error are compounded by the
several steps in the process of estimation the
results should be regarded as of limited reliability.

The total of all these effects of changed credit
conditions on expenditures will be greater than the
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sum of the component parts. Any decline in public
and private investment, in consumption or pro-
duction for export, or in domestic production
because of replacement by imports, tends to
reduce incomes and hence to have further effects
on consumption and investment. Some people who
would have been at work in the fall of 1959 and
the early months of 1960 did not have jobs as
a result of the direct and indirect effects of
credit restraint. Unemployment insurance and
dissaving could provide some support for their
expenditure but some decline in consumption
would result. Similarly, capital expenditures that
might have been made in the period if demand
had been stronger never took place. To put all
these effects together in a satisfactory manner
would require more information than we have
available, or indeed is ever likely to be available.

Within the inherent limitations of any attempt
to measure the impact of credit conditions on
expenditure, however, we can attempt to sum-
marize our findings of the combined effect of
changed credit conditions in 1958-60. Our survey
of firms identified effects on capital investment
of from $50 to $65 million in the three peak
quarters, a figure which is probably an under-
statement because of the impossibility of identify-
ing the subconscious effects which tight credit
conditions may have had on spending decisions;
the original replies indicated a higher responsive-
ness, but follow-up interviews enabled us to
determine that some of the reasons for postpone-
ments were not primarily connected to changes
in credit conditions. Institutional, financial and
real estate enterprises combined, principally the
latter, appear to have curtailed investment by
from $10 million to $20 million in the three
peak quarters, while the impact on the spending
of agricultural and fishing enterprises, which we
surveyed less completely than the other
categories mentioned, clearly did not exceed $10
million and may well have been virtually nil.
We estimate that housing expenditures fell by
$30 million to $50 million in the period, with
much of the effect falling in the latter part of it;
the effects would, of course, have been bigger but
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for the direct lending of CMHC. If we add to
these figures our survey and other results for the
change in non-farm inventories resulting from
changed credit conditions, we obtain measurable
effects in the range of $110 million to $195
million. Converting these three-quarter data into
annual rates, we obtain a range of $150 million
to $250 million, figures which may be compared
with an average annual rate of G.N.P. of
$35% billion in the period.

To these figures must be added some allowance
for the effects of changed credit conditions on
consumption, on which our data are admittedly
sketchy. However, the behaviour of the aggregate
figures suggests that consumer expenditures on
new automobiles and other durables, which
averaged under $2.7 billion at annual rates in the
period, could scarcely have been affected by more
than 2% to 3%.

Finally, there would have been secondary
repercussions on incomes from this deferred
spending. While we have no evidence as to their
magnitude, the behaviour of the economy and
other indications do not suggest that they are
likely to be so large as to alter the totals dramati-
cally. Within the period mentioned, for example,
it would not be possible to conceive of these
effects trebling—or even doubling—the direct
impact of credit conditions on expenditures. If
we take a figure of under 50% as being more
representative of the order of magnitude likely to
be involved, the total direct and indirect effects
would range from $275 million to $450 million.
To measure the results on Canadian economic
activity, a deduction must be made for the
proportion of this expenditure which would have
fallen on imports. Thus corrected, the indicated’
direct and indirect effects of credit restraint on
domestic expenditures would be of the order of
$200 million to something over $300 million at
annual rates, i.e. from just over 4 of 1% to just
under 1% of G.N.P. Under a floating exchange
rate system, $150 to $250 million would be
added to these totals.

We wish to emphasize again the difficulty of
measuring the economy’s responsiveness to
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changed credit conditions—especially in the con-
sumer sector—and draw attention to the hazards
involved in estimating its indirect effects. Neverthe-
less, we believe that our estimates give a reliable
indication of the orders of magnitude and confirm
that the effects are significant enough to be worth
striving to achieve at the right time. This was
especially the case under a flexible exchange
system, since the effectiveness of credit policy
was much greater under such a system. Although
attempts were made to assess the significance of
the subtle and elusive influence of changes in
credit conditions on the general business climate,
this proved more difficult to evaluate. For
example, certain new projects—especially of a
promotional kind—may never have been seri-
ously considered because of the tightness of
credit conditions. To the extent that we have
failed to take this effect fully into account, our
results err on the low side and underestimate
the short-run contribution which monetary and
debt policies can make to stabilizing the economy.

THE IMPLICATIONS OF THE 1958-60
EXPERIENCE AND OTHER EVIDENCE

The experience of 1958-60 can be compared
with that of other recent periods of credit tight-
ness. In 1956-57—the first occasion in the post-
war period when major use was made of interest
rates to impose restraint—there was an under-
standable reluctance to push the use of conven-
tional monetary and debt policies too far. Partly
because of this, partly because business con-
ditions and expectations were unusually buoyant,
and partly perhaps because the period is well in
the past, the effects we were able to discover in
the corporate sector were smaller than in 1958-60
and in mid-1962. On the other hand, the effects
of credit conditions on residential construction
were much higher, perhaps of the order of $200-
$300 million, because the Central Mortgage and
Housing Corporation did not offset them with
direct lending.2? The international effects were

2 The Corporation did not become a majc;r direct lender
until September, 1957.

also significant, although it is not easy to estimate
what would have happened to the exchange rate
in the absence of credit restraint; in fact the
Canadian dollar appreciated by over four cents
from March 1956 to March 1957. Given that
the effect of credit restraint on residential con-
struction in 1956-57 was about equal to all
domestic effects on the rest of the economy
found for 1958-60 and that the international
effects were probably no less, the total impact of
credit restraint in 1956-57 exceeded that of
1958-60.

The sharp increase in interest rates brought
about by the authorities in mid-1962 was
designed to deal with a loss of exchange reserves
rather than to contain an excessive boom. The
action taken was, however, very vigorous, and
the effects on corporate investment which we
have been able to identify are of the same order
of magnitude as in 1958-60. The effects on resi-
dential construction were small since the Central
Mortgage and Housing Corporation continued
acting as a residual lender for home owner appli-
cants and conventional lending rates hardly
changed. The measures of 1962 were effective
in influencing the flow of capital, but we were
by then operating under a fixed exchange rate and
the large scale capital inflow was felt primarily
on official reserves; the effect on the exchange
rate, and thus on the flow of goods and services,
was minor. The absence of any significant inter-
national effects on expenditure, and the modest
impact on residential construction, reduced the
total impact of the mid-1962 credit restraint
substantially below that of the two preceding
periods.

The results of our inquiry may also be com-
pared with those of our counterparts in the
United States and the United Kingdom. The
Commission on Money and Credit (C.M.C.) did
not attempt any aggregate estimates, although
they did discuss the quantitative consequences of
changes in credit conditions in a few selected
areas. They pointed out that “estimates of the
percentage of state and local expenditures shifted
from the late phases of a boom to the following




THE EFFECT OF CREDIT CONDITIONS ON EXPENDITURE 445

recession range from 2 to 5 per cent”.8 Our
estimates are at the lower end of that range.
They also found effects on residential construc-
tion in both 1955-57 and 1959, which they sug-
gested ran to declines of roughly 15% to 20%;
this is comparable to the case in Canada when
residential construction bore the full brunt of
the decline in N.H.A. lending in 1956-57. For
the rest, their analysis was cast in very general
terms. It was pointed out that high-leverage
speculative investments such as real estate would
be sensitive to monetary policy—of which we,
too, found evidence—and that investment in
long-lived assets and investment for mechaniza-
tion and cost reduction would also be affected.
They also argued that in the absence of antici-
pated price increases, investment in inventories
“seems likely to be somewhat sensitive to in-
terest rates and credit terms”.?* Their evidence
indicated that changes in credit terms had “some,
but only a slight, direct effect on consumer ex-
penditures for other than residential construc-
tion”.2* The general impression we derive from
reading their report as a whole is that they ex-
pected larger domestic effects from changes in
credit conditions, except for housing, than our
evidence suggests are likely to occur in Canada.

The Committee on the Working of the Mone-
tary System in the United Kingdom (the Rad-
cliffe Committee) did not attempt any total quan-
titative assessment of the effect of monetary
policy, although their report brought together a
considerable amount of evidence on the subject.
They thought it unlikely that the “quick” effects
of interest rates on personal savings would be
sufficient to “justify consideration when a rapid
adjustment of the level of demand is needed”.
They also concluded that there “was no sign
that consumer spending was forced down” by
restraint on bank lending and that “stocks of
commodities are extremely insensitive to interest
rates”. In general, their evidence on the lack of
responsiveness of corporate investment was

2 Money and Credit—The Report of the Commission on
Money and Credit, 1961, Prentice-Hall Inc., page 51.

® Ibid, page 52.

broadly similar to ours. In assessing the effec-
tiveness of particular monetary measures, they
took the view that a minimum effect of £100
million in a year provided a rough test of whether
a measure altered expenditure in a significant
way and remarked:

“. ... we find it difficult, on such evidence as
we have received, to believe that any of the
changes in interest rates have by themselves had
an impact of this order of magnitude. The
squeeze on bank advances in 1955-56 perhaps
would, if the impact could be measured, qualify
by this criterion. Almost certainly the change in
hire purchase control, when at all substantial,
did have effects of this order.”25

Given the size of the Canadian gross national
product in recent years, an effect of $150-$200
million in a year is the rough equivalent of an
effect of £ 100 million in the British economy in
the nineteen-fifties. Thus, while the C.M.C. con-
cluded that monetary policy was ‘“a valuable and
effective instrument of economic policy”, the
Radcliffe Committee concluded that monetary
measures “are incapable by themselves of having
an effect sufficiently prompt and far-reaching for
their purposes, unless applied with a vigour that
itself creates a major emergency”.

Both groups, however, had doubts about the
effectiveness of credit ease in stimulating ex-
penditure. The C.M.C. argued that “while the
processes and channels through which monetary
measures operate are the same for a policy of
ease as for a policy of restraint, an expansionary
policy may be less effective than a restrictive
policy.”?® The Radcliffe Committee had little to
say about the effects of credit ease during periods
of mild recession, but in their discussion of a
catastrophic slump it was suggested that “it fol-
lows from what has already been said of the
effects of monetary measures that they cannot
be expected to act quickly enough or alone to
bring about even a slow complete recovery.”?”

= Report of the Committee on the Working of the
Monetary System, HM.S.0. Cmnd. 827, paragraph 471.

= Op. cit., page 54. .
% Op. cit.,, paragraph 521, ’
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The estimates summarized above and com-
pared with the findings of similar bodies in other
countries apply primarily to the effects of short-
term variations in credit conditions over the
range experienced in Canada. As suggested
earlier, these are the most relevant magnitudes for
most purposes, given the close relationship be-
tween Canada’s capital market and that of the
United States. A vastly different set of credit con-
ditions could only exist if somewhat similar
changes were occurring in the United States, al-
though this does not necessarily mean that
Canada will have no freedom of action to vary
credit conditions in the future. Be that as it may,
a persistently different state of credit conditions
from mid-1958 onwards would probably have
had substantial effects on employment and out-
put. A lower international value of the Canadian
dollar might have been expected to emerge from
easier credit conditions. If maintained over an
extended period, it would have had a significant
effect on the flow of international trade in goods
and services and thus significant direct and in-
direct effects on economic activity. Moreover,
the existence of lower short and long-term inter-
est rates over an extended period would have
created a more certain climate which would have
encouraged new projects to go forward and would
have given individuals, corporations and govern-
ments time to adjust their other plans to a dif-
ferent set of credit conditions. There would of
course have been domestic and international

reasons for not allowing the exchange rate to

depreciate drastically, and thus there would have
been limits to the extent to which credit condi-
tions in Canada could have been allowed to
diverge from those existing abroad. Even within
these limitations, however, the domestic effects
would have been significant.

Our analysis so far has looked to the past, but
our results are primarily of interest because of
the light they may throw on the future effec-
tiveness of changes in monetary and debt policies.
The effects of changes in credit conditions on
housing expenditure are likely to be reduced by
the relative weakening in the demand for housing

.and by the improvements in the conventional

mortgage market: the impact of reduced avail-
ability of mortgage funds on residential con-
struction will be still further softened if our pro-
posals on N.H.A. and conventional lending are
adopted. On the other hand, the effects could
still be larger than those of 1958-60 and 1962
if the government does not offset them by in-
creased direct lending. Borrowing costs will re-
main an important consideration for provincial
and municipal governments, but there is little
reason to suppose that these governments will
respond to changed credit conditions in a signifi-
cantly different way in the future as long as their
financial position remains strong.

There is similarly little indication that those
making business capital and inventory decisions
will become more responsive to variations in
credit conditions over the range we have ex-
perienced in recent years, although more modest
profit margins and the growing importance of
capital in their total costs may have slight effects
in this direction. Their insensitivity in the past
has not arisen from an unawareness of changes
in credit conditions, firms often adjusting their
financial arrangements to them. However, the
effects on their decisions to purchase goods and
services can probably be expected to remain
limited in view of the substantial use made of
internal funds, the need for firms to make in-
vestments to protect their competitive position
and the relatively unimportant role of interest
costs in affecting their return from new projects.
Wider changes in credit conditions might be ex-
pected to have significantly greater effects, but
in the absence of such changes it seems unlikely
that there will be any significantly greater re-
sponse from consumers, governments or corpora-
tions than we have already experienced. Finally,
the effects of changing credit conditions on ex-
penditure through exchange rate variations are
not likely to be present.

CONCLUSION

No one seriously engaged in trying to deter-
mine the effectiveness of monetary and debt poli-
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‘cies can expect to obtain a simple “yes” or “no”
answer. We have found that monetary and debt
policies are indeed effective in influencing expen-
diture, but we have also found that if variations
in credit conditions do not exceed those expe-
rienced in recent years—when changes have been
by no means insignificant—these effects are
limited. In the absence of the special factors
‘causing changing credit conditions to have a
particular impact on housing outlays and on inter-
national trade, the potential effect of monetary
and debt policies on expenditure will be reduced.
This is as true for the longer term as it is for
the short: with the exchange rate fixed, a long-
term change in credit conditions can have
-neither as helpful—nor as harmful—an effect on
spending as was the case in the past.

It does not follow, however, that monetary and
debt policies are worthless or dispensable. The
effects which we have found, while perhaps smal-
ler than many people would expect, are still
significant ‘'when compared with the fluctuations
of expenditure which public policy attempts to
mitigate. It should also be recognized that the
impact of changed credit conditions on spending
is not independent of the prevailing environment
or the wisdom of the policies being pursued: a
movement of short-term rates from 2% to 6%,
for example, will have a greater effect on spend-
ing in conditions of relatively modest expansion
than in boom periods, especially if persisted in.
In such circumstances, many of the decisions to
expand plant which might otherwise have been
taken may simply not be considered at all because
of the unfavourable financial environment. Simi-
larly, the maintenance of conditions of extreme
credit ease in boom periods is very likely to
lead to excesses which will have serious effects
on real economic activity, even though such a
policy would have very much more limited effects
in stimulating economic activity in contractionary
periods.

Whatever doubts there may be about the size
of the effects of significant changes in credit con-
ditions on domestic spending in differing cir-
cumstances, there is no doubt that the prompt
and immediate reactions in financial markets

!

have a strong influence over flows of interna-
tional financial capital. Under a flexible ex-
change rate system, this influence will lead to
-exchange rate effects which have an additional
impact on domestic expenditure, but even
though this effect is missing under a fixed-
rate system, monetary and debt policies still
play an important part in dealing with prob-
lems arising out of international capital move-
ments which affect our exchange reserves. The
prompt effect of such policies on international cap-
ital flows—while sometimes limiting the use of
credit policies for purely domestic aims—at least
gives the authorities an instrument which allows
them reasonable freedom to use other policy
weapons for domestic purposes. In short, mone-
tary and debt policies can play a useful role in
maintaining a balanced international financial
position and averting crises which might otherwise
arise because of undesirable developments in the
flow of capital between Canada and other coun-
tries.

Finally, monetary and debt policies have an
important part to play in stabilizing the economy
because money will not manage itself: not the
least contribution which sensible monetary and
debt policies make to the attainment of economic
goals is in preventing extreme variations in
credit conditions with all their accompanying dis-
turbances and crises. The absence of such mone-
tary disturbances, which used to be a prominent
feature of financial events and an important cause
of “booms and busts” in the economy, is now so
much a part of the background of expectations
and the business climate that it tends to be taken
for granted. But in any assessment of the im-
portance of monetary and debt policies, it is well
to recognize that the avoidance of major catas-
trophes—and their attendant excesses of optimism
and pessimism which so dramatically affected
spending decisions—and the creation of a stable
underlying environment are extremely helpful in
promoting national economic objectives.

Thus we are convinced that “money does mat-
ter”, although the direct domestic effects of
changes in credit conditions—especially minor
changes—are not as great as some recent discus-
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sion would suggest. Moreover, failure to. ensure
that monetary and debt policies are at least
broadly appropriate to the circumstances can
have harmful effects on the economy’s perform-
ance. While we wish we had been able to find
greater stabilizing effects from the variation of
credit conditions, we believe that our findings do
suggest that monetary and debt policies have a
constructive role to play in stabilizing the econ-
omy. We hope that these findings will encourage
others to search for further evidence on the size
and timing of expenditure changes induced by
changing credit conditions, for we are the first
to recognize that our own results should not be
accepted uncritically and that future conditions
will in any event lead to differing degrees of
responsiveness.

Assuming that we can count on the authorities
to aid in avoiding any major financial crises and
to prevent the economy from being affected un-
necessarily by other disturbances, we are still
left with the problem of how monetary and debt
policy can exert enough influence over spending
to mitigate significantly the fluctuations in expend-
iture which are bound to occur from time to
time. While there is scope for widening the range
of variation of general credit conditions beyond
the boundaries of the recent past without unduly
disrupting either financial markets or domestic
business activity, international considerations are

likely to rule out this alternative if similar changes

are not taking place in other countries, particu-
larly the United States. The consequences on our
official reserves would then be serious and the
policy would sooner or later have to be modified.
There may be occasions when selective credit
measures and the creation or retention of imper-
fections in the financial markets will help to mini-
mize these international complications or other-
wise enhance the effectiveness of policy—as we
shall indicate in the next chapter—but in normal
circumstances we are opposed to such measures
because of their adverse effects on efficiency and
on the development of competitive and adaptable
financial markets. Yet even if future circumstances
allow more variation in domestic credit condi-
tions, monetary and debt policies will have
weaker effects on domestic expenditure under a
fixed exchange rate.

Our findings thus lead us to the conclusion
that monetary and debt policies must be teamed
up with others if the economy is to achieve its
full potential. Seriously-wrong monetary and debt
policies can have disastrous effects, but the posi-
tive contribution which appropriate credit condi-
tions can make to economic goals is such that
monetary and debt policies cannot be expected
to play an unsupported role in stabilizing the
economy: they must be strongly supported by
fiscal and other policies.




CHAPTER 2 2

THE TECHNIQUES OF MONETARY POLICY

AND DEBT MANAGEMENT

* We have concluded that the influence of short-

run changes in credit conditions on real spending
is likely to be relatively small and in some cases
considerably delayed. We now turn to examine
the techniques employed by the monetary and
debt authorities to alter credit conditions; the
limitations on the range of variation of credit
conditions in the long run as well as the short
(bearing in mind the view that a more persistent
change in such conditions may have a significant
influence on expenditure); and finally the meas-
ures which may be taken to overcome these limi-
tations.

We discuss the techniques of monetary policy
and debt management in a single chapter because
these instruments work together to bring about
changes in economic activity through their com-
bined influence on the terms and conditions pre-
vailing in financial markets. While in Canada
there is a formal division of authority within gov-
ernment as to the responsibility for monetary and
debt management operations, with the Bank of
Canada having immediate responsibility for con-
ducting monetary operations and the Minister
of Finance exercising responsibility for the gov-
ernment in matters of debt management and for-
eign exchange policy, it nevertheless remains true
that attempts to draw clear distinctions between
monetary and debt policies are of limited useful-
ness.! The authorities cannot view policies af-
fecting the supply of money and the structure of
the federal debt as being unrelated: they each

1The position of the Bank of Canada within government
is fully discussed in Chapter 26.
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have influences on credit conditions and spending
and must be harmoniously combined.

Indeed, all instruments of financial policy and
their combined effect on financial conditions and
spending must be viewed as a coherent whole.
For example, if it has been decided that economic
conditions call for expansionary measures which
result in a government deficit, this will need to
be financed. The way in which it is financed will
have an influence on credit conditions and the
need for these operations must be taken into ac-
count when decisions are being made on the steps
required to influence credit conditions in the di-
rection and to the extent that the circumstances
appear to justify. The other steps required may
be limited to operations on the cash reserves of the
banking system, but they may also include opera-
tions in the market by the Bank of Canada or
the government’s own accounts which alter the
maturity structure of the debt in the hands of
the public without any net influence over cash
reserves. These techniques are all serving a com-
mon end. The more they are viewed as a co-
ordinated whole the more likely it is that the use
of different techniques can be varied to suit the
particular circumstances of the time; the greater
also will be the possibility that the authorities will
be able to influence credit conditions with a min-
imum of difficulty and disruption.

The essential unity of monetary and debt man-
agement operations was strongly emphasized in
the Report of the Committee on the Working of
the Monetary System submitted in the United
Kingdom in 1959. The Radcliffe Committee
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defined the public debt as the net liability of the
government sector as a whole; this includes the
note and deposit liabilities of the central bank
as well as interest-bearing government debt but
excludes securities and cash held in government
accounts or the central bank. This approach
emphasizes that all government actions which
influence the size and structure of public holdings
of cash and interest-bearing government debt
are similar in their effects. Although agreeing with
the point made by the Radcliffe Committee, we
have found it convenient in the somewhat dif-
ferent Canadian institutional circumstances to
follow the usual practice of defining the federal
debt as including all outstanding securities,
wherever held, in order to simplify the exposition.
We therefore will deal separately with the tech-
niques of debt management within the context of
all financial policy. However, changes in the
state of the debt held by the public may result
. from sales and purchases of securities by the
Bank of Canada as well as debt issue, retirement
or market transactions carried out for the govern-
ment: such central bank operations are treated as
an integral part of debt management and dis-
cussed in the following section.

A great variety of operating procedures may
be used by both the monetary and the debt
authorities to influence financial markets and
spending decisions. The use of one technique
rather than another is of secondary importance
compared to the adoption of a correct balance
of policy, but the particular choice may still have
important implications for the economy or
financial markets. Some of the measures discussed
in this chapter, such as alterations in the supply
of cash reserves or in the structure of the public
debt, operate in a general way by affecting the
cost and availability of credit. Although some
sectors of the economy will be affected more
severely than others as a result of market imper-
fections, differing reliance on borrowed funds or
their own sensitivity to financial considerations,
these measures operate indirectly through their
effects on financial markets generally. They thus
differ in principle from measures which are
designed to strike directly at the amounts and

terms of particular types of credit by using or
creating market imperfections.

Extensive use of the direct measures may
create distortions in the financial system, lower
its efficiency, and indeed lead to widespread
practices designed to evade their impact. The
immediate usefulness of such techniques must be
carefully weighed against the inequities and last-
ing harm they may cause. The general instru-
ments do not present these problems, but they
also must be used skillfully if government action
is to be effective. Ill-chosen and badly-managed
operations will disrupt financial markets unneces-
sarily and the resulting uncertainty may limit the
authorities’ freedom of action and the effective-
ness of their attempts to influence economic
activity. Moreover, if conflicting actions are
taken the impact of all government measures on
credit conditions and expenditure may be reduced.

THE MANAGEMENT OF THE FEDERAL DEBT

(i) Principles of debt management

Because of its size, the important role it plays
in portfolios and the central position of the
markets where it is traded, the federal govern-
ment’s debt is a major factor affecting financial
conditions. Despite the much more rapid growth
of other forms of debt since the war, the federal
debt was still the largest category of primary debt
outstanding in 1962, representing almost 27%
of the total. Trends in the total, maturity struc-
ture, and composition of the federal debt are
shown in Table 22-1. Changes in the amount,
type and distribution of the federal debt interact
with other forces at work in financial markets to
affect flows of funds and the state of credit con-
ditions. The principles on which the debt is man-
aged over the cycles of economic activity therefore
have important implications for monetary and
financial policies generally.

Those who take a doctrinaire view on this ques-
tion divide into two main camps—those favour-
ing counter-cyclical management of the debt and
those favouring a policy of minimizing at all
times the interest and other costs of government
borrowing. Given the type of marketable debt
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TABLE 22-1

DIRECT AND GUARANTEED FEDERAL DEBT OUTSTANDING
(as at December 31)

- Average Maturity
Treasury Other Market Securities .
__ [bills, notes Total Non of market debt
and deposit, Market Market Total s
certifi- 2 years 2t05 5t0 10 Over Debt Debtd Total Public®
b
cates® & under’ years years 10 years® years mos. | years mos.
(millions of dollars)
1940 785 484 642 468 2,834 5,213 26 5,239 10 5 — —
1945 1,796 1,049 1,676 2,200 10,071 16,792 692 17,484 10 6 — —
1950 1,500 1,300 1,498 4,983 5,393 14,674 1,218 15,892 8 1 —_ —
1952 1,400 2,109 2,548 3,894 3,985 13,936 1,250 15,186 6 9 — —
1954 1,530 1,749 2,302 4,292 3,503 13,376 2,090 15,466 7 2 9 6
1956 1,575 2,197 2,150 4,800 1,971 12,693 2,541 15,234 6 7 7 6
1958 1,495 2,334 2,006 1,947 5,739 13,521 2,895 16,416 10 4 13 4
1960 1,985 2,251 2,806 1,160 5,950 14,153 3,594 17,747 9 5 11 6
1962 2,165 2,545 2,443 2,472 5,103 14,729 4,719 19,448 8 5 10 9
(Percent)

1940 15.0 9.2 12.3 8.9 54.1 99.5 0.5 100.0 — — — —_
1945 10.3 6.0 9.6 12.6 57.6 96.0 4.0 100.0 — — —_ —
1950 9.4 8.2 9.4 31.4 33.9 92.3 7.7 100.0 — — — —
1952 9.2 13.9 16.8 25.6 26.2 91.8 8.2 100.0 — — — —
1954 9.9 11.3 14.9 27.8 22.7 86.5 13.5 100.0 — — — —
1956 10.3 14.4 14.1 31.5 12.9 83.3 16.7 100.0 —_ — —_ —
1958 9.1 14.2 12.2 11.9 35.0 82.4 17.6 100.0 — — —-— —
1960 11.2 12.7 15.8 6.5 33.5 79.7 20.3 100.0 — — — —
1962 11.1 13.1 12.6 12.7 26.2 75.7 24.3 100.0 — — — —

8 The Government retired the final $200 million of deposit certificates in 1952 and the final $500 million of treasury notes in 1956.

b Includes matured issues still outstanding.
¢ Includes undated issues (‘perpetuals’).

d Includes Refundable Tax and War Savings Certificates in earlier years: since 1954 Canada Savings Bonds only, except in 1962
when $100 million of non-marketable debt held by the Unemployment Insurance Fund is included.

e The “Public” is defined as all holders other than government accounts, the Bank of Canada and the chartered banks.

issued by the government, its average term to
maturity declines continuously and steps must be
taken from time to time to issue new longer-
term securities. The proponents of a counter-
cyclical debt policy argue that the public’s debt
holdings should be lengthened in periods of credit
restraint by the issue of new long-term securities
and sales of existing long-term debt from official
accounts—including the central bank’s—in ex-
change for shorter maturities. These operations
will tend to raise the whole level of interest rates
and put particular upward pressure on long-term
rates, to which expenditures are thought to be
especially sensitive. Debt operations would thus
reinforce the effects of monetary policy working
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through cash management and the banking insti-
tutions. During periods of credit ease, on the other
hand, proponents of this view argue that the
government’s requirements should be more than
met by new issues of short-term debt while longer
issues are bought in by the authorities. These
operations would shorten the public’s debt hold-
ings and thus assist in easing credit conditions.

Opponents of counter-cyclical debt management
have argued that the cyclical timing of long-term
issues should be precisely the opposite of this.
They argue that the issuance of long-term securi-
ties during periods of credit restraint is unneces-
sary. Cash reserve management is adequate to
raise or lower interest rates over as wide a range
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as overriding limitations on the freedom of policy
will permit and major changes in the average
maturity of the debt in the hands of the public
are not required. Moreover, by forcing the govern-
ment to borrow long-term funds at high interest
rates, counter-cyclical debt management will sig-
nificantly raise the cost of servicing the debt. Thus
it is held that the debt manager should seek
to minimize the cost of the debt by issuing long-
term securities during the recession periods when
long-term interest rates are near their cyclical
lows, and refrain from offering long-term securi-
ties when rates are near their cyclical peaks. The
principles of portfolio management which this ap-
proach would suggest for the Bank of Canada
and the government accounts is to seek to maxi-
mize profits by selling long bonds when prices
are high and buying them in again when prices
are low.?

These are not the only rules according to which
the debt might be managed. Some would argue
that since government debt operations are neces-
sarily very large relative to the size of our financial
markets they can cause serious disturbances
whose harmful consequences more than offset
any advantage. Since they also argue that debt
management cannot itself have important effects
on the level and structure of rates, they recom-
mend that the authorities should follow a regular
pattern of debt issue and management, placing
and refunding issues at regular intervals in order
to maintain a uniform maturity structure of
the debt. This policy would serve to -average the
cost of the debt over cycles in interest rates, but
its proponents have also argued that since in-
vestors could take account of future government
issues—whether to raise new funds or refund
maturing debt—certainty and stability in markets

#The view that government should pay no interest on its
debt, financing its needs solely by the issue of currency, is
the reductio ad absurdum of a cost minimization approach.
Such a policy in conjunction with deficits in the government’s
accounts would lead inevitably to extreme credit ease through-
out the system, an exchange crisis and finally uncontrollable
inflation. Many of those who propose this view ignore the
physical limitations on economic output, assuming that what
can be paid for can be produced at current market prices.

might well serve to lower the government’s average
borrowing costs.?

The policies followed in Canada since the war
do not fall clearly into any one of these cate-
gories. However, they come closer to the interest
minimization pattern than the counter-cyclical
techniques for most of the period. During the
early post-war years, the practice of maintaining
fixed bond prices and repaying debt from cash
surpluses implied an unwillingness to use debt
operations (or, for that matter, cash management
operations) as a stabilizing technique. When this
policy was abandoned, only limited efforts were
made to offset the shortening of the debt until
the recession year 1954.4 The debt in the hands
of the public was allowed to shorten again in
1955 and 1956, with purchases of long-term se-
curities by the Bank of Canada and government
accounts doing much to moderate the rise in their
yields at a time when a restrictive monetary pol-
icy was being followed. One long issue, the 3%’s
of 1996-98, was offered in September 1956 but
this was the only attempt during the period of re-
straint 1955-57 to lengthen the publicly-held
debt. The issue was priced too high for successful
distribution and the authorities were obliged to
take up a substantial part of it. During this period,
an apparent unwillingness to allow long rates to
rise above 4% nullified the attempt to lengthen
the debt, and the net effect was that the restric-
tive monetary policy being followed was less
effective than it might have been.

The debt continued to shorten during most
of 1957. However, in early 1958, when an ex-
pansionary monetary policy was being followed
to combat a recession, this process was reversed.
The limited efforts to lengthen the debt in early
1958 were dwarfed by the huge Conversion
Loan in the period July-September which at one
step increased the average term to maturity of the
publicly held debt from 96 months on June 30,
1958 to 178 months on September 30, 1958. In
the years since the Conversion Loan, which in-

8 A forceful presentation of this approach may be found in
Techniques of Treasury Debt Management by Tilford C.
Gaines, Free Press of Glencoe, 1962.

¢ See Chart 9 in Chapter 20 showing changes in the average
maturity of the debt.
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clude two periods of credit restraint and two
periods of relative credit ease, the publicly held
debt has shortened continuously, the only ex-
ception being the fourth quarter of 1962. Thus
there is little in the record to suggest that dur-
ing much of the post-war period monetary and
debt policies were harnessed for the achievement
of common objectives—or indeed that any con-
sistent debt policy was being followed. In the
past few years, however, considerable experimen-
tation with new techniques and more careful co-
ordination of monetary and debt policies have
reduced the disruptions resulting from debt man-
agement and increased its usefulness as an in-
strument of policy.

The choice among the various principles on
which the debt may be managed depends on the
balance of advantage and disadvantage of each
when viewed in the full context of government
economic policy. Taking first the cost minimiza-
tion policy, the advantage sought is a reduction
in the charge on the government to meet inter-
est on the debt, matched either by reduced tax-
ation or increased government expenditure in
more useful directions. Despite a recent revival
in a subtle form of the “burden of the debt”
controversy,5 it is generally accepted that domes-
tic interest payments are best thought of as part

of a transfer process which has effects on the dis-.

tribution of incomes and wealth and involves
some administrative costs but does not impose
other real burdens on the community as a whole.
Since virtually all of the federal government’s
debt is held within Canada, the transfer argu-
ment applies in our case. Thus the real effects
of any reduction in the present level of net in-
terest payments on the federal debt—which
amount to some $750 million—would depend on
the differing spending and saving habits of tax-
payers and investors in government securities (if
taxes are reduced by the full amount) or upon
the differing spending patterns of investors and
governments (if other government expenditures
are raised). Whatever the outcome, it is safe to
assume that the effect on the economy would be

- 5See, for example, “Is the National Debt a Burden?”, by
E. J. Mishan, The Banker, September, 1963.

much less than the change in the government’s
interest payments.

It must also be recognized that there is no
precise indicator of the best time to issue longer-
term debt. The authorities can never be sure when
rates are low that they will not go even lower.
Nor can they be certain that it will in fact be
more advantageous to issue a one-year bond which
must be refunded each year for five years at
unknown rates than to issue a five-year maturity
at prevailing rates. Moreover, if repeated attempts
are made to sell long bonds at the low point in the
interest cycle, investors will become disillusioned
and demand higher returns on such bonds, thereby
offsetting much of the interest-cost benefits of
attempting to pursue the cost minimization objec-
tive to an extreme point.

However, the principal objection to following
this policy at all times is not that its real effects
are small or that it is difficult to know what
measures will in fact minimize costs, but that such
a rigid rule would complicate the authorities’
task of establishing suitable credit conditions by
precluding the use of the debt as an aid to other
arms of stabilization policy.®

We discussed the strengths and weaknesses of
counter-cyclical management of the debt with
many of the witnesses who appeared before us.
Some argued that alterations of the debt structure
can have powerful effects on the level and struc-
ture of interest rates and should be vigorously
used to achieve them.” A more common view was
that debt management can have only limited inde-
pendent effects on interest rates. With some varia-
tions of empbhasis, this judgment was expressed by
Sir Dennis Robertson from his study of develop-
ments in the United Kingdom,® by Mr. Bernstein
on the basis of U. S. experience® and by other

¢ Sales of long-term securities at the low. point in the interest
rate cycle (the peak in bond prices) may aid the authorities
during a succeeding period of higher rates by *“locking in”
investors—i.e. making them unwilling to sell their bonds at
less than they paid for them—and thus perhaps reducing their
spending from what it might otherwise have been. The same
effect can be achieved—perhaps more appropriately—by
selling long debt in the early part of a restrictive period.

7 See, for instance, Submission of Professor Clarence Barber
and his evidence, Transcript, pages 880 to 896.

8 Transcript, page 5132.

° Transcript, page 4487.
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witnesses. The consensus appeared to be that
although management of the debt can nudge the
rate structure usefully, powerful effects are not
to be expected.

Differences in the views expressed reflect both
experience in the countries concerned and the
magnitude of debt operations envisaged. Thus,
comments on the United States must reflect the
rather limited changes in the debt structure asso-
ciated with the recent Treasury and Federal
Reserve policy known as ‘“operation nudge”.
Beginning in 1961 the U.S. authorities took steps
to alter the maturity structure of the debt in public
hands in order to maintain short-term interest
rates at a higher than normal level relative to
long-term rates for international reasons.'® This
was done by raising new funds with increases in
the treasury bill issue and by the practice adopted
by the Federal Reserve System of adding to bank
reserves by purchasing longer-term securities. So
far as the United Kingdom is concerned, Lord
Cobbold in his evidence before us stressed the
pressing need during his tenure as Governor of
the Bank of England to lengthen the debt when-
ever possible and laid correspondingly less
emphasis on counter-cyclical policies.!!

Judgments about Canadian experience are to a
degree dominated by the dramatic lengthening
of the debt in 1958 through the Conversion Loan.
In the first half of 1958, considerable uncertainty
had developed in securities markets following
extensive speculation in an apparently successful
long-term CNR issue early in the year. This
culminated in the failure of two long issues deliv-
ered on May 1.12 It was decided that in order to

1 The absolute level of long-term rates was nevertheless
higher than that which would have obtained had international
considerations allowed the U.S. authorities to pursue a policy
of ease throughout the yield structure.

1 Transcript, pages 4045-49.

31t might be noted that some of the speculative pressures
which contributed to the disruption of markets in early 1958
could have been avoided if government financial policy had
been clearer and if the Bank of Canada had been following
the technique of more recent years of making additional
amounts of new issues available to markets when strong
demand develops. This technique tends to curb any sharp
rise in prices and to dampen excesses of speculative enthu-
siasm by dealers and their customers. However, it should be
pointed out that speculative pressures were widespread in
North American bond markets at that time, as the collapse
of the U.S. bond market in mid-1958 showed very clearly.

clear away the substantial blocks of Victory Bonds
which were approaching maturity ($947 million
were to mature in January 1959, and a further
$1,165 million in June 1960, with the remaining
three Victory issues totalling $4,304 million
maturing in 1962, 1963 and 1966) and to restore
confidence in Government bonds, all the Victory
issues should be converted into longer-term securi-
ties. During a two-month campaign from mid-
July to mid-September reminiscent of the war bond
drives, $5,806 million of the four Conversion
issues, representing 45% of the outstanding mar-
ket debt, were issued in exchange for the Victory
Bonds. There can be little doubt that the substitu-
tion of long for short bonds to an extent that raised
the average maturity of public holdings from 8
years to almost 15 years contributed significantly
to the upward adjustment in rates at that time
and to the maintenance of relatively high rates
thereafter.

However, it is now generally accepted that this
massive operation created considerable difficulty
and complicated the authorities’ task subse-
quently. The major difficulty was that the
liquidity of the economy was substantially
reduced at a time when, despite some evidence
of an economic upturn, the underlying economic
situation was weak. Moreover, a debt manage-
ment exercise of this magnitude was almost
certain to cause some disruption of markets. The
declared objective was conversion of all Victory
Bonds, including the issue with final maturity in
1966 which was not callable before 1961, and
to achieve this end the terms were made extremely
attractive and the operation was presented as a
patriotic endeavour which deserved unanimous
support. Moreover, the prices of the Victory Bond
issues were raised and fixed at very attractive
levels!® so that throughout the operation and for
some weeks thereafter the Bank of Canada had
to support bond prices in the face of a rapid
upward adjustment of interest rates in the United
States. Thus partly for technical reasons that
might have been avoided, debt management inter-

13 Because there was a set structure of margins between the
Victory Bonds and the new conversion issues, prices of the
latter were also effectively fixed.
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fered with monetary policy at a crucial time.
When market support was withdrawn and market
prices fell away, investors felt themselves
deceived.

Even without these complications, a funding
operation of this size was bound to create condi-
tions in which it would be difficult to reduce
interest rates if that should prove desirable.
Having been severely shaken, the market would
not soon have been prepared to carry government
securities at much lower rates, even if a major
attempt had been made to reverse the exercise
by substituting short for long bonds in private
portfolios. In effect the authorities committed
themselves to relatively high rates for a consider-
able time, a step which was to prove unfortunate
in the light of subsequent events. A smaller oper-
ation, more flexibly managed and offered as an
option rather than a duty would not have brought
all these difficulties in its train.

It should be noted that the Conversion Loan
in 1958 revealed fundamental conflicts in policy.
The budget brought down on June 17 empha-
sized the need for expansionary measures and
forecast a record peacetime cash deficit of $1.4
billion. Sales of long-term securities could not be
regarded as an expansionary move, although it
was claimed that the Conversion would make it
easier for other borrowers to obtain long-term
finance. In the event, credit conditions tightened
markedly despite the considerable monetary ex-
pansion which took place, and corporations, prov-
inces and municipalities turned to the U.S.
capital market for their funds. This led to upward
pressure on the value of the Canadian dollar that
was to say the least no positive stimulus to
domestic expansion. If rapid adjustments of rates
are desirable for domestic or international reasons
they can be achieved through monetary policy
acting on the system’s cash reserves. Massive
support from debt management is not essential.
In view of this fact and of the disturbances which
can result from overly ambitious debt operations,
such extreme ventures in debt management
should be avoided.

This, however, leaves open the question of
whether more limited counter-cyclical debt poli-

cies should be followed. The Conversion Loan
may not have been undertaken for counter-
cyclical purposes, but it had major effects on
interest rates. It is reasonable to conclude that
more limited operations would have smaller but
nonetheless significant effects and there is some
supporting evidence in Canadian experience. For
instance, the official purchases of long-term debt
in 1956 undoubtedly served to lessen the increase
in long-term rates, misguided though the policy
may have been. A happier instance came with
the steps taken following the June 1961 budget
when establishment of the Purchase Fund to
support long-term issues, switching operations by
the Bank of Canada and the announced tem-
porary suspension of new long issues all served
to take pressure off prices in that part of the
market. The cancellation of all market securities
held by the Unemployment Insurance Fund, a
high proportion of them long-term issues, also
assisted in reassuring the market by removing
the threat of sizable sales. These debt operations
—or announcements of operations which would
not be undertaken—provided useful support in
promoting easier conditions in financial markets.

Again in 1962, imaginative public debt transac-
tions assisted in bringing about the rapid market
changes necessitated by the foreign exchange
crisis. The instrument chiefly relied on was
monetary policy: because of rapid loan increases
and pressure on their cash positions, the banks
made heavy sales of securities in June, July and
August which resulted in the sharp upward adjust-
ment of rates needed to check the losses of
foreign exchange. However, in the course of
reducing cash reserves the Bank of Canada
operated in all maturity classes, selling first
treasury bills in order to drive short rates up
particularly quickly but soon shifting the weight
to the long end of the market. In August, a
$120 million loan maturing in 1980 was issued,
increasing the pressure on long rates, and in
August and September the Bank sold $140
million of long-term issues. The cash effect of
Bank transactions was reduced by temporary
transfers of government cash balances and
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transactions with the government’s Securities
Investment Account.'* The entire operation, which
also involved sizable switches from the Bank’s
portfolio, demonstrated the manner in which
co-ordinated monetary and debt operations can
bring about rapid, smooth adjustments of credit
conditions. It can be argued nevertheless that a
greater reliance on debt management might have
been useful. More substantial official sales of
medium and long-term debt (matched by offsetting
purchases of short bonds in the case of Bank of
Canada sales) might have driven rates up with
less need for the banks to sell bonds. Thus, the
banks’ ability to follow the relatively free lend-
ing policies which were appropriate domestically
throughout the external crisis would have been
less impaired by pressure on their liquidity. How-
ever, this is a gloss on a successful operation car-
ried out in circumstances that left no room for
delay.

These few incidents have exemplified both the
harm and the help that debt management can
bring to government financial policy. If they
demonstrate anything, it is that flexibility is of
the essence. It is our view that an attempt to fol-
low any rigid program of debt management would
be undesirable. Strict adherence to cost minimiza-
tion objectives or to the “neutral” objective of
maintaining a uniform debt structure through
a regular pattern of issue and retirement would
sacrifice the help in adjusting credit conditions
which careful management of the debt can pro-
vide for the sake of achieving subsidiary goals.
Moreover, the neutral procedure could not easily
be adjusted to the government’s changing needs
for finance and might lead to positively undesir-
able interest rate consequences as investor pref-
erences shift for cyclical or other reasons. On
the other hand, a counter-cyclical policy pressed
in season and out might also involve the au-

W See Bank of Canada Report for 1962, pp. 52-53. It is
not possible to trace the official transactions in published
figures for the details of the portfolios of the Bank and
government accounts are not revealed: changes in the
maturity classes published reflect the passage of time as well
as actual transactions. We think detailed publication with a
reasonable delay, as in the United States, would contribute
much to informed discussion without endangering the author-
ities’ position in any way.

thorities in operations which would disrupt
markets. For instance, it is difficult to sell long-
term issues when bond prices are falling and
failure to price an issue sufficiently attractively
may lead to highly disorderly market conditions.
In any case, investors must be paid returns at-
tractive enough to persuade them to hold gov-
ernment bonds in the long run—and over a period
of years these costs might not be widely different
under either policy. Similarly, even if a policy
of cost-minimization is not being followed, the
government must offer issues designed to minimize
interest costs within the context of the policy be-
ing followed—an under-priced issue which leads to
subsequent speculation can be as disrupting to
markets and the government credit in the long
run as one which fails to attract buyers because
it is over-priced.

The monetary and debt authorities are respon-
sible for financing the government. Given the
other policies being pursued, they are at the
same time responsible for attempting to achieve a
state of credit conditions which will be conducive
to the achievement of the broad objectives of
economic policy. If they succeed in influencing
credit conditions in the direction and to the extent
required, they will have achieved their major
objectives. At some times, as in the summer of
1962, it might be desirable to make considerable
use of debt operations to raise interest rates in
order to lessen the need for bank sales of secu-
rities to drive rates up: such sales may lead
to an undesirable restriction of bank lending. In
another conjuncture of domestic and international
circumstances a different mix of policy measures
might be used to achieve a somewhat different
pattern of credit conditions.

An additional device which has been proposed
as part of counter-cyclical debt policy and to aid
in varying the pattern of credit conditions is
variation in the size of government cash balances
held in the chartered banks. It has been suggested
to us that during periods of economic buoyancy
when the government is running a cash surplus,
the funds should not be used to repay debt but
rather be held in the form of cash balances in
the chartered banks. These cash balances could
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then be called upon during an ensuing reces-
sion to finance cash deficits. The objection to the
cyclical use of cash balances on a large scale is
essentially political. In periods of excess demand,
the Minister of Finance might find it extremely
difficult’ to persuade his cabinet colleagues and
Parliament that the funds sitting in his accounts
should not be used for increased expenditures.
However, if there were good reason for supposing
that the authorities were unable to vary credit
conditions over a sufficiently wide range without
the support of this technique, the merits of the
proposal would justify the Minister in accepting
that risk.’®.On occasion in the past, the gingerly
way in which the authorities have exercised their
influence over credit conditions has suggested
that a supplement of this kind would have been
valuable. It is not clear that this is the case today.
If a combination of cash surpluses, debt repay-
ment and credit restraint is required, this com-
bination can be achieved through the use of exist-
ing techniques without reliance on major changes
in government cash balances.1® While there is no
reason to rule out use of this technique, we do
not believe it need be a necessary or frequent
instrument of policy.

While following a flexible approach to their job,
the authorities cannot afford to neglect the con-
tinual shortening of the debt as time passes. To
do so would be to invite situations in which the
immediate needs of debt management seriously
limit their freedom of action. There are no precise
guide lines to the extent to which the debt can be
allowed to shorten before remedial action is

% 1n the exchange crisis of 1962, for example, the Minister
announced that the Canadian dollar proceeds of sales of
official reserves would be earmarked and not used for
domestic expenditures. In late 1963 and early 1964, the gov-
ernment again accumulated substantial cash balances, per-
haps in anticipation of future accumulation of exchange
reserves.

1o Jf the accumulation of government balances were used to
achieve a given state of credit conditions, the initial effect
would be to leave bonds rather than bank deposits in the
hands of the public. Interest rates would thus be higher than
if securities were retired. Less pressure would thus have to
be applied directly to the banks, which would therefore be
somewhat freer to lend than if the desired level of interest
rates were achieved by restricting the cash reserves of the
system and obliging the banks and other institutions to sell
securities.

taken, but an excessive reliance on short financing
will lead finally to problems of continuous refi-
nancing. This will inevitably give rise to almost
continuous disruptions in financial markets associ-
ated with the sale and delivery of new issues and
may seriously inhibit efforts to influence credit
conditions. The problem would become even more
severe if government should show itself unwilling
to pay the price needed to place the issues satis-
factorily—that is, if it disagreed with the mone-
tary policy being pursued. If, therefore, oppor-
tunities present themselves for debt lengthening
which do not interfere with the achievement of
the desired state of credit conditions, there is good
reason for taking advantage of these possibilities
in order to avoid future conflicts of objectives. If
the authorities find themselves unable to sell long-
term debt over an extended period, this is an in-
dication that the average level of long-term rates
is too low.

The practice developed in recent years of grad-
ually retiring parts of approaching issues in ex-
change for longer-term securities—either at the
time of new issues or through gradual “advance
refunding” operations by the Bank of Canada or
government accounts—has enabled the authorities
to look after this problem in an orderly way. This
technique, a variant of the “tap” system of con-
tinuous issue used in the United Kingdom, permits
the authorities to feed long-term issues out without
running the risk of unsettling markets with sizable
blocks of new long debt. However, there are
times, as in 1962, when sale of a new long issue
can influence markets usefully and occasions also
arise when announcement of a larger issue will
serve to attract more buyers.

The merits of different debt issue techniques
were discussed in Chapter 16 where we concluded
that the methods which have evolved appear to
be working well. In this matter, as with the under-
lying principles of debt management, we believe
that the authorities should not be bound by any
rigid rules or conventions. They have evolved new
techniques, and no doubt as markets develop fur-
ther and circumstances change will continue to
adapt their methods in order to achieve smooth
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and efficient delivery of new issues. In doing so,
they should avoid the temptation to experiment
needlessly: there is considerable advantage in
maintaining continuity in the government’s method
of approaching the market. If the merchandise is
properly priced and designed for the intended
buyers, it will sell: if not, the most imaginative
technical innovations will not bring in the
customers.

This is not to deny that issues may be designed
specifically to attract certain types of buyer, as
with discount bonds, or to meet particular market
situations, as in 1959 and 1960 when five short-
term issues convertible into long-term securities
were sold in order to tempt long-term funds out of
a reluctant market.l” Features designed to suit
market preferences—of which no-call provisions
are’ another example—result in increasing the
availability of funds though their ultimate effects
on the gross interest costs of the government’s
debt are more difficult to assess.'® Sales of issues
abroad can also be useful, particularly as a means
of obtaining foreign exchange when the rate or
reserves are under pressure.

There are, however, limits to our eclecticism.
Although the thought has perhaps not been se-
riously entertained in this country, we think it
worthwhile recording our opposition to the sale
of securities whose value is linked in some way
to changes in the prices of goods and services—
so-called ‘index’ bonds. Such bonds are in reality
an admission of the government’s failure to
achieve one of its main economic goals, and their
sale can only complicate the task of achieving it.
In inflationary circumstances they are likely to
provoke other major adjustments in the system

1 Any future convertible issues might, however, have some
reasonable call feature at the government’s option. Outstand-
ing issues are not normally converted before the last available
date even when it would be advantageous to the holder to do
so: the premium on the long-term issue into which it is con-
vertible will be reflected in its price in any event. If subse-
quently the conversion becomes unattractive, however, all the
bonds will be presented for redemption at the end of their
life as short-term maturities.

18At the end of 1962, $1,631 million of Canadian
National Railway debt guaranteed by the federal government
was outstanding. These securities have normally sold and
traded at slightly higher yields than comparable direct gov-
ernment issues. The government should weigh the advantages
of separate financing for this Crown Corporation.

and impair the position of other borrowers who
are unable to offer similar terms to obtain needed
funds. In addition, this may reduce the public’s
willingness to accept restrictive measures and
merely shift more of the burden of inflation onto
other groups in the economy. A lesser disad-
vantage is that such bonds would compete un-
necessarily with equities and reduce the flow of
needed risk capital.

As we noted in Chapter 4, the federal govern-
ment has relied heavily on the sale of Canada
Savings Bonds to meet its need for funds. They
now represent 37% of the federal debt held out-
side official accounts and the chartered banks and
50% of the holdings of individuals and non-
financial companies. Although in some years they
have been made available for much of the year,
it has been the practice to concentrate the sales
effort during a relatively short period in the fall,
and a high proportion of sales occur during this
annual campaign. The bonds, which may be re-
deemed at face value plus accrued interest at any
time, have carried attractive interest rates® and
have competed very successfully with institutional
liabilities and other instruments for a place in
personal portfolios. As shown in Table 2 of
Chapter 7, the $4,620 million of C.S.B.’s out-
standing at the end of 1962 accounted for more
than one quarter of the main types of fixed-value
liquid claims held by individuals, and the share
continues to rise.

Although these bonds compete with the federal
government’s other debt as well as with other
savings instruments, it is undoubtedly true that
they enable the government to draw funds from
a market which could not be tapped on the same
scale with conventional market securities. Infor-
mation prepared for us by the Department of
Finance indicates that the average cost of funds,
including the administrative and other costs of
managing the annual campaign as well as interest
payments, has been somewhat higher than for

19 Since 1956, the coupon yield of each issue has risen over
the life of the bonds, encouraging purchasers to hold them
until final maturity. C.S.B."s may be cashed on demand, but
the redemption experience between the annual campaigns has
been moderate although large amounts may be exchanged for
new bonds if the new rate is substantially higher.
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other government borrowings. However, costs
bhave not been excessive, and it is in any case
impossible to estimate how much higher the yields
on other debt would have been if the authorities
had attempted to raise larger amounts in the
securities markets without making other adjust-
ments in credit policy. It is argued, moreover,
that it is desirable for the government to en-
courage individual thrift by making C.S.B.’s avail-
able through payroll deduction or by instalment
purchase.

It is our view nevertheless that the government
has placed exaggerated emphasis on Canada Sav-
ings Bonds. So long as sales are vigorously
pressed and attractive yields are offered, substan-
tial amounts will be raised. Once this cycle is
established, it is deceptively easy to argue that the
government would have great difficulty in meeting
its requirements in any other way. It must be
remembered, however, that reduced competition
from C.S.B.’s would increase the flows of funds
into other investments, including not only other
federal securities but also the deposits and other
liabilities of private financial institutions. The
institutions would no doubt invest a part of their
increased funds in government debt: more im-
portantly, perhaps, they would be in a position
to increase the flow of private funds into mort-
gage and other private debt instruments. As we
noted in Chapter 14, an increased supply of
private mortgage funds would enable the govern-
ment to withdraw gradually from the direct
CMHC lending to home-owners which has in
recent years been a sizable charge on its re-
sources. These two important offsets to reduced
sales of C.S.B.’s—increased purchases of other
federal debt and a substantial net reduction in the
government’s need for funds to finance N.H.A.
mortgages—must be taken into account in con-
sidering the possible advantages of some with-
drawal from the savings bond market. '

A move in this direction would also check the
tendency for an increasing share of private hold-
ings of government debt to be in fixed-value form
and hence immune to the market consequences of
changes in security prices and yields. (We would
not press this argument far because it is unlikely

that changes in the value of their securities con-
tribute much to the impact of financial policy on
individuals’ spending decisions. Moreover, in the
absence of C.S.B.’s, a part of the public would un-
doubtedly choose to hold equally-liquid deposits
in financial institutions.) Finally, there are now
a great many savings alternatives open to in-
dividuals, and it is increasingly difficult to argue
that the somewhat higher costs to the govern-
ment of C.S.B. borrowing are justified by the
social desirability of encouraging thrift in this
particular form. We recommend, therefore, that
the government consider the possibility of press-
ing the sales of C.S.B.’s less vigorously. It might
be desirable to reduce the maximum permitted
purchase below the present $10,000 in order to
lessen the element of competition with other
government debt.?® In addition, the rates might
be made somewhat less attractive.

(ii) Organization for Debt Management

Given the close connection between monetary
and debt policy, it is vital that a close working
relationship be maintained between the Bank of
Canada and the Department of Finance. Infor-
mation and opinion must flow freely between
them for in the absence of frank dealings between
the two, neither can do its job well.

Since we take the view that debt management
should be an integral part of a co-ordinated
program of government policy, we see no ad-
vantage in setting up a separate debt manage-
ment commission within the government organ-
ization. In fact it might be a dangerous move,
raising the possibility of quite unnecessary con-
flicts in the government sector’s operations in
financial markets. Nor do we think it would be
desirable to establish a formal committee of in-
vestment dealers or others in financial markets
to advise the government on the timing and
pricing of its new issues.?! Officials in the Bank
of Canada and the Department of Finance must

® It will be recalled from Chapter 2 that our consumer
survey showed that 56% of C.S.B.’s were concentrated in
relatively- few households with holdings of $10,000 or more.

2 Arrangements of this sort exist in the United States: see
the Transcript, page 3811 ff; for Mr. Thomas’ description of
the manner in which these committeés operate.
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of course keep in close touch with the markets
in the course of their daily work. There is nothing
to prevent dealers and others from giving opinions
and suggestions, whether or not their views are
specifically solicited, and formal committees
would not in our view significantly improve the
information relevant to new issue decisions.

TECHNIQUES OF MONETARY POLICY

Debt management has a place—sometimes an
important place—as a supplementary instrument
to vary credit conditions. However, the credit in-
strument on which reliance must mainly rest is
monetary policy—the operations of the central
bank affecting the amount of its liabilities out-
standing, in particular the cash reserves of the
banking system.

The techniques used by the Bank of Canada
to control the amount of ultimate cash in the
system are described in some detail in the Bank’s
submission to us. Chartered bank reserves con-
sist of Bank of Canada deposits and part of the
outstanding note issue. Changes in these reserves
result from changes in any other Bank of Canada
asset or liability, and can only come about as a
result of such changes. Thus if the Bank of
Canada alters its total assets, reserves will be
affected if there is no offsetting change in some
other liability. Taking account of fluctuations in
items over which it does not have daily control,
such as the note circulation®? and the ebb and
flow of payments through the government’s ac-
count, the Bank acts on the items which it does
control from day to day in order to set the level
of bank reserves. By varying its buying and selling
prices for government securities, the central bank
can increase or reduce its portfolio with conse-

= The amount of notes in active circulation is determined
by the preferences of the public. Under the present cash
reserve formula the amount of till money included in legal
reserves each month is fixed on the basis of average recent
holdings. For this reason, changes in public holdings of
notes do not alter legal reserves during a month except to
the extent that the banks draw down their deposits to meet
the drain of notes or redeposit excess notes with the Bank
of Canada for credit to their deposit accounts. The Bank of
Canada does not normally allow changes in the note circu-
lation. to affect credit conditions, and accordingly takes the
necessary offsetting actions.

BANK OF CANADA BALANCE SHEET
Dec. 31, 1962—millions of dollars

ASSETS LIABILITIES
Treasury bills............ 455 Held by chartered
banks:
Other Govt. Notes.....cooovrecrreene 417
securities.......o........ 2,427 Deposits............... 746
Bankers’ Held by others:
acceptances............ 3 Notes......cooeevevrveennens 1,817
Govt. of Canada
Investment in I.D.B. 158 deposits........c...... 43
Other Canadian
deposits.......ccoue. 38

Foreign currency

Items......eeveeeceenannes 73 Foreign currency
Items.....ccovvvvevrrerrenne 61
All other
All other assets*....... 114 liabilities®................ 110
3,231 3,231

*The principal variable components of these categories are
items in the process of settlement—including the float in the
government’s account—and the Bank of Canada’s profit
liability to the Minister of Finance.

quent effects on cash reserves. These open market
operations, and changes in treasury bill holdings
at the weekly auction, are the principal techniques
of cash management.2

Cash may also be affected by moving govern-
ment balances between the government’s accounts
at the central bank and at the chartered banks—
a reduction in the Bank of Canada account in-
creases the banks’ cash reserves and vice versa—
and such transfers are used each day as the final
balancing item to set the desired level of cash
for the following day. The central bank makes
recommendations about the amounts to be drawn
down or re-deposited as part of its cash manage-
ment function, but transfers are carried out under
the Minister of Finance’s responsibility and with
his concurrence. In practice, the government
account is normally used only to smooth out day

=t has been suggested that the Bank should be ‘neutral’
at the bill auctions, simply replacing its maturing bills with
new ones at the average price and altering its bill holdings
exclusively by market transactions before or after the auction.
In view of the convenience for cash management of changes
at the auction and the market disturbance which can some-
times be avoided in this way, we see no advantage in adopting
such a rule.
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to day cash fluctuations and most transfers are
made to prevent the deposit at the Bank of
Canada from altering substantially; thus they serve
to offset the disturbing effect which swings in the
government’s receipts and payments would other-
wise have on bank reserves. Operations carried
out for the government, whether for domestic
securities accounts or for the Exchange Fund
Account, do not affect cash reserves so long as
the government’s deposit account at the central
bank is held steady by appropriate transfers of
funds to or from its accounts with the chartered
banks. Similarly, the Bank of Canada normally
maintains a steady net position in foreign currency
assets and liabilities and thus its transactions in
foreign items seldom affect reserves.

The Bank of Canada acts as agent for the Min-
ister of Finance in all transactions for the gov-
ernment’s securities accounts or the Exchange
Fund. It also has the power to act as fiscal agent
for any provincial government and is permitted
to invest in provincial government securities, but
these powers have not been exercised. In practice
the Bank would find it extremely difficult to act
for provincial governments and deal in their securi-
ties because of the virtually insoluble problems of
equity among different governments that would
inevitably arise. (In view of the relatively small
annual increase in the Bank’s security portfolio,
it could make only a limited contribution to pro-
vincial financing in any case.) We do not see the
same political objection to including provincial
securities among those eligible for discount at the
Bank of Canada but there would be little advan-
tage in doing so: as a practical matter this would
reduce the borrowing costs of provincial govern-
ments little if at all.

There are two ways in which the system can.
obtain cash temporarily from the Bank of Canada..

Each chartered bank has a line of credit against
which it may borrow for a minimum of one week
if it finds itself short of the cash necessary to meet
its requirement. The first loan to a bank is made
at Bank Rate but at the discretion of the Bank
of Canada a higher rate may be charged on an
extension or a second loan in the same month.

Banks borrow relatively infrequently since neither
they nor the central bank regard this as an accept-
able means of obtaining cash except in emergen-
cies. Banks more frequently draw extra cash into
the system by calling their loans to money market
dealers and obliging them to turn to the central
bank. As noted in Chapter 16, the recognized
money market dealers are entitled to obtain funds
(which enter bank cash reserves) by selling securi-
ties to the Bank of Canada under an agreement
to re-purchase them within 30 days.2* Transactions
are carried out at prices which result in the dealer
paying about % of 1% more than the rate on
treasury bills?* for the accommodation, and since
this is a relatively costly source of funds they have
a strong inducement to find financing elsewhere or
to reduce their inventories. Thus the system is not
encouraged to borrow continuously from the
Bank of Canada. Dealer lines of credit are re-
viewed from time to time to ensure that they
are adequate, but it appears that bank lines are
deliberately kept low to discourage direct bank
borrowing.?8

It is important that the central bank be able
to bring about rapid and smooth changes in the
financial system, and it is frequently argued that
delays in response to central bank action result
partly from weaknesses in the apparatus of con-
trol. Two of these supposed weaknesses are the
fact that cash reserve ratios have applied only
to the chartered banks and that the requirement
relates to their liabilities in a previous period.
The first point has been fully discussed in earlier
chapters: we agree with the Bank of Canada that
the absence of specified reserve requirements
applying to other banking institutions has had
little effect on the pattern of their response to
central bank action. The recommendation made.
in Chapter 19 for the application of common re-
serve requirements was based primarily on other
considerations.

At the end of 1963, 15 dealers were entitled to use this
facility.

® The present ‘dual Bank Rate system is discussed below.

® See Bank of Canada Submission III, paragraph 54; see
also Transcript, pp. 7615-23, in which the Bank of Canada
made it clear that any bank's access to central bank credit’
in unusual circumstances would not be dependent on the size
of these lines. ’
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The Bank Act now fixes the base for calcula-
tion of reserve requirements each month as the
average of each bank’s deposit liabilities on the
four Wednesdays ending with the second last
Wednesday of the preceding month, and the hold-
ings of till money which may be included in
required reserves for the current month are fixed
in the same way. Thus, the banks know at the
beginning of each month the amount of Bank
of Canada deposits they must hold on average
during the month. Changes in their liabilities do
not alter the required amount of reserves until
they enter the formula in the following month.
Moreover, the fact that they are only required
to observe the minimum on the average of busi-
ness days means that they may allow their
cash to run low on some days and recoup by
holding higher reserves on other days during the
month. To quote from the central bank’s sub-
mission: “The present view of the Bank of Can-
ada is that the existing formula permits unduly
slow responses and results in unduly large dis-
continuities in reserve requirements”.??

Taking first the principle of a lagged calcula-
tion, it is in general true that no matter how one
arrives at the figure for minimum required re-
serves the central bank is able to vary actual
reserves in relation to the requirement at any
time. If banks’ assets and liabilities rise during a
month, the requirement does not rise in step,
but the Bank of Canada is nevertheless able to
lower reserves relative to the requirement if it
wishes to restrain or reverse the expansion. Whe-
ther the requirements rise automatically and re-
serves are held constant or the minimum is con-
stant while actual cash is reduced, the reserve
ratio falls at once and banks are brought under
reserve pressure. They cannot delay their re-
sponse because they must meet the requirement in
the current month, and it is not obvious that they
would respond more quickly under one system
than the other.

Provided that it has up to date information on
the banks’ activities, the central bank can in-
fluence them in the direction it considers ap-

7 Bank of Canada Submission III, paragraph 46.

propriate.2? If chartered banks acquire bonds
more rapidly than is considered desirable and
the Bank of Canada hesitates to restrain the in-
crease or reverse it, this really reflects a problem
of conflict between the Bank’s possible short-run
objectives of stabilizing market yields or stabi-
lizing particular quantities in the system: no cash
reserve system can overcome such a conflict.
Under a lagged or a current cash requirement,
the crucial factors are the view of the banking
institutions as to how difficult or easy the cen-
tral bank will make it for them to meet the
cash requirement currently and in the future and
the central bank’s willingness to accept the in-
terest rate consequences of bringing quantitative
pressure to bear on the system.

Thus we would argue that the use of a lagged
requirement does not itself allow banks to escape
the central bank’s control. In view of the great
difficulty banking institutions would have in com-
piling current deposit figures and the advantages
of certainty about the requirement (since changes
in cash occur in relation to a known minimum at
all times), we believe that a lagged requirement
should be maintained. As mentioned in Chapter
19, the minimum should be set above the level
dictated by the banking institutions’ business
needs in order to ensure that they have a strong
incentive to work close to the minimum and thus
respond quickly to changes in the availability of
reserves. At the same time it should not exceed
this prudent minimum by too much for there is
no point in calling for unnecessary amounts of
non-earning assets.? We believe that the require-
ments recommended in Chapter 19 strike an ap-
propriate balance.

The Bank of Canada has argued that response
would be more precise if the averaging period
were shorter because the banks would have less
opportunity to offset low cash on some days with
higher levels on others. They would therefore
tend to work more closely to the requirement on

2 The fact that the Bank of Canada does not have current
information on banks’ participation in new issues does create
problems, but it is the delay in receiving information rather
than a lagged cash base that is at the root of the difficulty.
See Transcript, page 7604.

® The power to vary the ratio is discussed later in this
chapter.
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each day than they do at present.®® On the other
hand, the chartered banks expressed the view
that if the averaging period were shorter they
would in practice have to work further above
it than at present because they would have less
time to achieve the required average level. The
result might be that their responses would be
less predictable than at present. It is also rele-
vant that there is a monthly payments cycle for a
great many transactions so that each bank has a
pattern of cash flows which is completed within
each month. If the reserve period were shorter,
the discontinuities between one reserve period
and another might well be greater.?!

Changes from month to month in the deposits
required at the central bank have ranged from
$1 million to $45 million in recent years, with
the largest ones normally occurring in February
and March as a result of the regular seasonal
movement in the note circulation over the Christ-
mas shopping period. The Bank has entered into
one month sale and repurchase agreements with
the government in order to handle these predict-
able large changes in requirements. This tech-
nique, temporary shifts of government deposits
between the chartered banks and the Bank of
Canada, and changes in treasury bill holdings at
the regular weekly auctions can all be used to
. alter the level of cash so that any necessary mar-
ket transactions can be carried out over a num-
ber of days. Thus the central bank has the means
of ensuring that even quite large changes in the
monthly requirement are accommodated without
disrupting securities markets. Since the Bank of
Canada agrees that any problems with the time
period of the present formula are not serious,32
and since shortening the reserve period might lead
to additional complications, we are not inclined
to recommend any change in it.

The cash reserve requirements we recom-
mended earlier should apply as at present to com-
bined holdings of till money and deposits at the
Bank of Canada. The chartered banks tend to
hold about two-thirds of their reserves in deposits

® Transcript pages 7597-7599.
3 Transcript, page 8065.
32 Transcript, page 7958.

and one-third in currency, but we do not have
comparable information for the other institutions,
If the requirement applied only to central bank
deposits, the change in the cash requirement each
month would be somewhat less than under the
present system. However, in the absence of infor-
mation on which to base rough estimates of an
equitable level of requirements excluding till
money, and in view of the fact that the monthly
changes under the present system are not so large
as to be a nuisance, we have preferred to recom-
mend inclusion of both till money and deposits
in the minimum reserves. Moreover, inability to
include till money in eligible reserves might dis-
criminate against smaller or more remote insti-
tutions by forcing them to hold larger amounts of
non-earning assets than larger institutions or
those in major centres.3?

We conclude, therefore, that the Bank of Can-
ada’s ability to bring about prompt and pervasive
changes in financial conditions has not been weak-
ened to any significant degree by inadequacies in
the apparatus of cash control. Our view of the
matter might be different if we felt it vitally im-
portant for the central bank to have precise day-
to-day control over such quantities as the amounts
of liquid assets held by banking institutions or the
total of their deposit liabilities. However, we are
persuaded that in working day by day to influence
credit conditions the central bank should be more
concerned to influence the movement of interest
rates in the appropriate direction and prevent sud-
den random gyrations in the rate structure than
to impose a particular short-run pattern of change
in the amounts of particular assets and liabilities
outstanding.

Needless to say, prices and quantities go hand
in hand and the distinction between one immediate
target of policy and the other cannot be rigidly
drawn. Nonetheless, important consequences
can follow from the choice between the two ap-
proaches. The financial system must be able to
absorb sudden changes in market expectations,
and if the adjustment were invariably taken up

It might also have the effect of encouraging institutions to
economize excessively on till money, with possible adverse
results, although this is rather unlikely.
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by swings in interest rates, this would lead to
confusion and uncertainty in domestic financial
markets and to serious disturbance of international
financial flows. For instance, in October 1960, the
central bank reacted to the apparent failure of a
long-term issue by putting sharp pressure on the
system in an attempt to restrict the expansion
of bank assets. As a result, interest rates rose
very sharply at an inappropriate time and did not
return to September 1960 levels for about a year.
Even then, the apparent object of the policy
adopted in October 1960 was not achieved for
bank assets continued to rise. In October 1962,
different circumstances faced the authorities with
a similar choice between immediate price and
quantity objectives. On this occasion the central
bank supported the market with security purchases
of some $111 million during three days and this
action prevented the sudden eruption of the
Cuban crisis from precipitating a similar distor-
tion of credit conditions. Substantial excess cash
reserves flowed into the banks temporarily but
the central bank was able to reverse this gyration
of the most crucial quantity in the system by
reselling securities almost immediately. A week or
two after the crisis hardly a trace of its passing
remained.

These were both dramatic occurrences, but it is
equally true that in more normal circumstances
the central bank can facilitate its daily task and
avoid creating unnecessary confusion by focusing
its attention mainly on market prices. This in-
volves watching to see what quantities emerge as a
result of its own action impinging on all the
other forces at work rather than attempting to
lay emphasis on quantities and see what interest
rates develop in consequence.

The management of the rates at which the cen-
tral bank is prepared to act as lender of last
resort to banks and money market dealers can
assist in the task of maintaining stable market
conditions or moving them smoothly and decisively
as the occasion demands. Since June of 1962, the
Bank of Canada has operated a dual Bank Rate
system. The “official” Bank Rate at which it lends
to banks is fixed by the Bank from time to time,

while money market dealers may obtain funds
under repurchase agreements at the lower of this
rate and the “Money Market Rate” which is set
} of 1% above the average successful bid at the
most recent treasury bill auction. Prior to 1956
there was only an administered Bank Rate, while
from 1956 to 1962 the single Bank Rate “floated”
% of 1% above the treasury bill rate. The practi-
cal differences between these various techniques
should not be exaggerated because the central
bank has very close control over treasury bill
rates: they do not move significantly unless the
authorities initiate or acquiesce in the change.
Changes in a floating Bank Rate thus provide an
indication of the central bank’s policy just as do
adjustments of a fixed rate.®* On the other hand,
neither one can invariably be taken as an unam-
biguous signal of coming monetary policy.

In describing its use of the fixed rate during the
past eighteen months, the Bank of Canada made a
distinction between the occasions when a change
in Bank Rate can be taken as a clear signal of
intent—as when the rate was originally set at
6% during the 1962 exchange crisis—and the
more normal circumstances in which Bank Rate
changes reflect “gradual and tentative adjustments
in the emphasis of policy rather than any major
turning points in policy with unambiguous im-
plications for the future”.3® Such gradual adjust-
ments may be little more powerful as a signal
than the changes in treasury bill and other short
term rates which will already have occurred as a
result of central bank action. However, the Bank
went on to argue that the use of a fixed rate can
assist in stabilizing and controlling market de-
velopments by setting a “tentative ceiling” on
short-term rates.3® Taken with its occasional use
as a dramatic signal of changed policy, this seems
to us a useful way of viewing the role of Bank
Rate. It recognizes the useful function which oc-
casional dramatic alterations can have in jolting

% In the extreme circumstances of August 1959, the control
of the authorities over the bill rate was dramatically demon-
strated by the decision not to accept tenders for all the bills
offered. The result was an immediate adjustment of market
expectations and interest rates.

& Transcript, pages 7475-76.

3 Transcript, page 7656.
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market psychology. At the same time, ‘it recog-
nizes that too frequent changes in Bank Rate can
weaken its effectiveness and lead to confusion, or
indifference, in financial markets.

However they are made, changes in the Bank
Rate should be accompanied by as clear a state-
ment as possible of the reasoning behind them.
As several of our witnesses, including the Gov-
ernor, pointed out, there is no virtue in the
central bank confining its communications to a
“curious system of flashes”®? when more direct
and understandable means are available. This is
particularly the case because there are not the
same formalized or conventional public reactions
to Bank Rate changes in Canada as are found
in the United Kingdom.38

In emphasizing the importance of focusing
attention on interest rate developments, we are
not suggesting that quantities can be disregarded:
the two interact and combine to influence credit
conditions and spending. Nor are we arguing that
the maintenance of orderly markets calls for
the central bank to set the entire pattern of rates
by its operations in the market, although there is
no reason to preclude the Bank from operating
in any part of the market from time to time in
order to help along the adjustments it wishes to
achieve. This point has been sufficiently discussed
in relation to debt management to make clear
the reasons for our opposition to a “bills only”
approach to open market operations. However,
excessive central bank intervention throughout
the market can be harmful. The markets in
medium and longer-term issues are not as active
as the short market: this can be an advantage
when the authorities wish to move the entire
structure of interest rates rapidly, but it also
means that continual dealings in these thinner

5" We are indebted to the late Sir Dennis Robertson for this
phrase. He went on to say “this system does not work unless
there is somebody to tell you what the flashes mean”. Tran-
script, pages 5164-65.

% Many institutional lending and borrowing rates are linked
to Bank Rate in that country. Conventions of this sort can be
useful but they can also create undesirable rigidities in the
rate structure and lead to inappropriate rate adjustments if
the authorities wish to limit the impact of temporary meas-
ures to the short end of the market. On balance we think
them undesirable.

markets would be more disturbing than similar
transactions in bills or short bonds.?® '

If the central bank were buying and selling
longer issues every day, dealers would be less
likely to make effective markets themselves and
more likely to spend their time trying to antici-
pate the Bank’s next move. In these circum-
stances, the market’s usefulness in channelling
funds efficiently from lenders to borrowers
would be impaired and the authorities would to
a degree be deprived of the reflection of under-
lying pressures and of information drawn from

" reaction to their own moves which a good securi-

ties market can provide. The point should not be
over-emphasized, because however it operates the
central bank is the main participant in the market
and others are bound to be influenced by their
view of the direction of its policy. Nevertheless,
we believe that the central bank can normally
carry out its function effectively by operating in
the short market, and that it should enter the
long market forcefully only when there are strong
reasons for doing so.

We conclude that technical considerations such
as the details of cash reserve arrangements or
the manner of setting Bank Rate have not stood
in the way of carrying out an effective monetary
policy.

THE POLICY PROBLEM

There are more basic difficulties facing the
authorities. Their first task, on which all else
depends, is of course to determine what action
is appropriate for the circumstances. To do this,
they must analyse the current economic situation,
understand the nature and strength of the forces
at work and forecast with reasonable accuracy
the strength and duration of future changes in
the level of economic activity. Even the analysis
of current events is difficult enough because-the
essential statistical information is available only
after some delay. Thus, the results of labour
force surveys are not available to the authorities
until almost a month after the event, and there

® See for instance Mr. Thomas' remarks, Transcript, page
3786.
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is a similar delay in preparation of the Consumer
Price Index. Approximately twice this period
elapses before information is available on such
important elements in the emerging situation as
industrial production, new orders and inventories
and foreign trade, despite the fact that the author-
ities have access to some of these data shortly
before they are published. We do not wish these
comments to reflect on the excellent work of the
Dominion Bureau of Statistics staff, who are well
aware that the rapid production of less accurate
statistics would serve no good purpose. Although
any shortening of the time taken to prepare reli-
able data would be helpful, the fact remains that
today’s decisions must always be taken on the
basis of information about the past behaviour of
the economy.

If known changes in past economic conditions
were an infallible guide to the duration and
strength of an expansion or contraction, the
authorities’ job would still be comparatively
simple in spite of the delays in obtaining cur-
rent information. Unfortunately, the world is
less certain than this and the authorities may
fail to take action not because they are un-
aware of the current change in economic con-
ditions, nor because of any administrative delays
such as those typified by the widely spaced budg-
ets of the fiscal authority, but rather because it
is difficult to forecast economic conditions with
sufficient accuracy to permit clear-cut judgments
on the actions needed. Indeed, this is the only
reason for delay because a change in the direc-
tion of market operations can be initiated im-
mediately a decision has been taken. Whether
one should describe such delays in establishing
policy as lags in the response of the authorities
or as an inevitable result of uncertainty about
unfolding events, it is clear that they will always
exist in some degree. Despite great improvements
in statistical information and methods of analysis,
forecasting is still an art in which informed judg-
ment plays a major part. Forecasts need not be
precise but they must give a correct view of the
direction and underlying strength of economic
developments if the authorities are to succeed

in their main job of establishing the correct
general set of policy.

In the absence of certainty, the authorities must
decide in which direction they are prepared to
err, given the general background against which
they are operating. Thus, if the climate is
generally buoyant and inflationary, they may
decide it best to err on the side of restraint for
a few months even though it may subsequently
become clear that conditions are weaker than
had been thought. Conversely, if there is a
general climate of demand weakness and excess
capacity, they may lean on the side of ease until
events become clearer, but with the full knowledge
that there is a fairly substantial risk of being
wrong. These are not situations in which the
choice is between extremes of policy, but rather
between shades of emphasis designed to establish
the appropriate policy climate.

Given the best economic analysis available
to them, the authorities can only meet events with
an appropriate policy if they have an informed
view of the effects their action can be expected
to have. This means that the central bank must
have some notion of the magnitude and timing
of the effects which changed credit conditions
and the set of other policy instruments will have
on real economic activity, a subject we discussed
in the previous chapter. They must also know
the effects which their own actions will have
on credit conditions.

The authorities can of course observe directly
many of the key components of credit conditions.
Firstly, they have virtually complete current in-
formation on the level and structure of interest
rates. In addition, each Thursday the Bank has
up to date reports on the chartered bank’s hold-
ings of government securities and other liquid
assets and full information on their assets and
liabilities a week after the event. These main
items of statistical information, which are
published immediately, are supplemented by
others, equally current, such as reports on “coun-
try bank” loans to the dealer market.i® At the

© As mentioned in chapter 16, the “country bank” figures
should be published each week.
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same time, its continuing contacts with invest-
ment dealers bring the Bank of Canada a good
deal of additional information on the behaviour
of the central markets and the views of partici-
pants. All of this allows the Bank to see and to
sense the response of the money market, the bond
markets and the chartered banks to its own
actions in the context of the other forces
influencing them. Responses are quick and the
immediate feed-back of information enables the
authorities to take further action promptly in
order to achieve their aims.

The description of central banking technique
as a matter of “successive approximation”™! or
—as officials of the Federal Reserve phrase it—
as a process of “probing” financial markets,*?
applies best to the behaviour of these central
markets. This is the part of the system which
is most immediately sensitive to official opera-
tions and for which the most complete informa-
tion is currently available. Trials can be taken
without delay and errors recognized while time
remains to try again.

However, the links between central bank ac-
tion and developments in other parts of the finan-
cial system are a good deal more tenuous, both
because information on changes in other impor-
tant components of credit conditions is much less
complete and because the response to central
bank action is slower and more diffuse. Despite
excellent statistical reporting, the authorities’
knowledge of chartered bank lending cannot be
complete and up to date because so much de-
pends on the policies adopted by head offices and
the manner in which local managers and credit
officers execute them. In view of the continuing
close contact between the central bank and char-
tered banks, the problem is much less serious here
than in other areas, although we were told for
instance that the Bank of Canada sometimes finds
that even the short delays before it has reports
of chartered bank purchases of new issues com-
plicate its task of assessing financial develop-

4 See for instance Bank of Canada Submission II, para-
graph 49, Submission III, paragraph 36 and Transcript page
7564 fI.

42 Submission of Mr. Allan Sproul, page 4 and Transcript
page 5633 ff.

ments. Current statistical information on the
activities of other financial institutions is much
less adequate: monthly data on the receivables of
sales finance and small loan companies and on
the investment activity of large life insurance
companies have for some years been compiled
reasonably quickly, but it is only recently that
quarterly balance sheets of the trust and loan
companies have been available, while it is still the
case that only annual data is available for the
caisses populaires and credit unions, and that
with a considerable delay.

In the securities markets, coverage of new
bond and stock issues is generally good, but there
has been no complete information on the impor-
tant and rapidly growing commercial paper
market. Our own survey makes a contribution
to filling this gap and should be kept up to date
and made more useful by collecting current in-
formation on a monthly basis. Similarly, the work
now underway at the Dominion Bureau of Sta-
tistics towards preparation of quarterly balance
sheet coverage of financial and non-financial com-
panies will greatly improve the knowledge of
developments in financial markets.

In the absence of adequate statistics and close
contacts beyond the chartered banks and main
investment dealers, the central bank is not as
fully informed on developments throughout the
financial system as it ideally needs to be. Even
with much fuller information, it would still face
problems in deciding what its own action should
be. Quite apart from the delays and uncertainty
of real responses to changed credit conditions,
the response of the financial system itself to
central bank action is really a complex of reac-
tions working itself out over time. For some cru-

‘cial components of credit conditions, the delays

are uncertain and can be quite long. “Successive
approximation” thus has a quite different meaning
when applied to the entire set of domestic credit
conditions than it does in the close and sensitive

4 The preparation of statistical reports for government is
already a costly burden on all the financial and non-financial
enterprises which must provide the essential raw material for
analysis, Every effort should be made to avoid unnecessary
requests and duplication of reporting to different parts of
government. '
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money and bond markets for which information is
good and where responses are relatively quick. In
the narrower context, the authorities can observe
the response to their actions and, taking account
of it, can press or relax their action in order to
achieve the results they have in mind. This
process is far from precise in a mechanical sense,
but the authorities’ influence is even less precise
when it comes to the “set” of bank lending poli-
cies, the availability and cost of mortgage funds,
the state of markets for provincial, municipal
and corporate securities, the ease and terms on
which consumers may finance expenditures and
the many other channels through which financial
conditions can influence economic activity. Cur-
rent conditions are largely the result of past ac-
tions and in many respects cannot be altered
rapidly, let alone set with any precision. The fol-
lowing review of recent changes in monetary
policy and credit conditions illustrates the com-
plex and variable patterns that unfold.

THE PATTERN OF CHANGE
IN CREDIT CONDITIONS

One can go back and identify the intervals
which have elapsed from the beginning of periods
of restraint to the time when different com-
ponents of credit conditions altered. If one takes
the 1955-57 period as an example, the rate on
treasury bills began to rise in February 1955,
although it did not exceed 2% until the latter
part of the year despite the rapidly-accelerating
pace of business activity. Medium and long-term
rates began to rise during the second quarter, the
rate of increase of the seasonally adjusted money
supply declined in August and the Bank of Can-
ada report appearing some months later dated
the adoption of a restrictive monetary policy at
about that time. The Bank of Canada discussed
the situation with the chartered banks in Novem-
ber 1955 and the banks then took serious steps
towards a more restrictive loan policy. Despite
continued pressure on the banks (including impo-
sition of the 15% liquid asset ratio) and the
adoption of more restrictive lending policies dur-
ing the spring, seasonally adjusted bank loans

continued to rise rapidly until mid-1956 and did
not stop rising until 1957 when the economy
reached its peak.

Meanwhile the N.H.A. rate, which had been
reduced from 54% to 54% in February 1955,
was raised to 54% in March 1956 and finally to
6% almost a year later, and rates on prime con-
ventional mortgage loans edged up gradually
from about 5% in the summer of 1955 to a
high of 7% at the end of 1957. The relatively
unattractive N.H.A. rate and cessation of bank
mortgage lending led to a sharp reduction in the
private flow of funds for new housing during
1956. In other parts of the capital market, similar
changes were going forward throughout this rather
extended period during which a restrictive policy
was gradually imposed.

In the next period of restriction, increasing
demands for funds began to move interest rates
upward in May and June 1958. The rate of in-
crease of the seasonally adjusted money supply
dropped in October at the end of the Conversion
Loan support period. Chartered banks began to
run off their bond and other liquid asset holdings
rapidly when the increase in their resources was
brought to an end, and in the spring and summer
of 1959 they adopted restrictive loan policies
which contributed much to bringing the increase
in their loans to an end in September. Once again
the shifts to higher levels of interest rates and
more restrictive credit policies elsewhere in the
financial system occurred throughout this period
of some 15 months.

Despite the fact that bond rates moved steadily
upward from mid-1958 until October 1959, the
prime rate on conventional mortgages held steady
at about 63% until mid-1959 and then moved
quickly up to 74 % or slightly more by September:
the N.-H.A. rate was unchanged at 6% until De-
cember 1959 when it was raised to 63%. The
private supply of new housing funds fell sharply in
1959 and again in 1960, although CMHC
continued to lend generously until towards the
end of 1959: its approvals remained low for
about a year, despite the hesitant shift back to an
easier monetary policy in 1960.
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In the special circumstances of 1962, action
was more decisive and events followed more
quickly upon each other. The chartered banks’
liquid assets did not rise after the end of 1961, in
March they began liquidating treasury bills, and
in early May 1962 interest rates began to rise.
After the beginning of June, the banks sold. very
substantial amounts of bonds in addition to fur-
ther liquidation of treasury bills, driving the
entire structure of rates rapidly upwards. In late
June, a fixed Bank Rate of 6% was announced.
The external difficulties which led to this dramatic
shift in policy eased quickly with the re-estab-
lishment of capital inflows, and the authorities
were able—beginning in August—to move inter-
est rates downward and ease the pressure on
chartered bank resources. Because cash restraint
and high interest rates lasted only for a short
time, some of the components of credit conditions
which are relatively slow to adjust were not sig-
nificantly affected by events in 1962 as they had
been in the protracted, although more gradual,
earlier periods of restriction. Thus, a number of
types of bank lending were little affected and
there was no significant change in the cost or sup-
ply of mortgage funds. In the opposite circum-
stances of a short period of credit ease, one would
also find that some components of credit condi-
tions would be affected little if at all.

The pattern of change towards easier credit
was not uniform on the two earlier occasions
when restriction had lasted longer and pervaded
the financial system. In late 1957 and early 1958,
interest rates declined rapidly from the August
1957 peak, CMHC made loans of over $160
million in the last quarter of 1957 and the relaxa-
tion of restraint on bank lending appears to
have begun early in 1958 under the stimulus
of rising bank liquidity. A rapid change in
credit conditions thus occurred in the last four
months of 1957 as a result of a lowering in
demands for funds and expansionary action by
the authorities. In 1959 and 1960, the move-
ment towards credit ease was much slower
and less clear cut. Treasury bill yields declined
from the peak of over 6% in August 1959 but

were still over 5% at year-end and did not decline .
sharply until March 1960. Long-term yields-lev-

elled off in the latter part of 1959 but did not

decline until early 1960. Meanwhile, the banks’

liquidity ratios, which had reached their post-

war low in the preceding period of loan growth,

built up less rapidly than they had two years

earlier and total assets did not begin to rise mark-

edly until after the middle of the year. In these
circumstances, the - shift to an easier lending

policy was more cautious than in 1958.

The. authorities’ hesitant monetary action con-
tributed to uncertainty in securities markets
which culminated with the failure of a long-term
CNR issue delivered in October, 1960. Some
speculative rise in bond prices preceded the
unfortunate attempt to sell this issue, and sub-
sequent lack of official support when the market
weakened contributed to the sharp upward adjust-
ment of rates in the securities markets referred to
earlier. Conventional mortgage rates declined
moderately from April to October, but the N.-H.A.,
rate was held firm at 63% until late in 1961.
Finally, as already noted, the supply of new
residential funds actually fell in 1960 as a result
of the cut in direct government lending at the end
of the previous boom. Thus in this period, the
change towards easier credit conditions came
slowly and indistinctly, reflecting the mixed char-
acter of the actions taken by the authorities.

It is clear from this summary of recent develop-
ments that the speed and extent of changes in
credit conditions depend in part on the decisive-
ness with which the authorities are prepared to act
and the nature of the situation facing them. The
decisiveness of policy changes in turn is strongly
influenced by the authorities’ view. of the
economic prospects. When all other considerations
are overwhelmed by the pressing need for action
to meet a serious problem, such as the exchange
crisis in 1962, firm action can be taken. Expe-
rience in that episode has demonstrated that the
necessary changes in interest rates and financial
flows can be brought about very quickly indeed,
especially if the banking system is fairly taut when
vigorous restraint is first applied. On the other
hand, if crisis does not stalk the land and policy
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is directed more to affecting domestic rates of
spending, and if the strength and probable dura-
tion of the expansion or contraction is not clear
to the authorities, they may choose to act more
gradually, following the situation as it develops
and pressing their policy more vigorously or relax-
ing it as the prospects become clearer. This is
the approach normally adopted by central banks:
“if one knew in advance . . . what the situation
was going to be six months from now, then some
other method might be possible, but one doesn’t
know that: one has to be influenced by the
development of the situation”.#*

However, the uncertainty of economic forecasts
does not mean that the authorities should have no
view of the underlying economic climate and of
the appropriate direction of policy. They must
make a choice as to the side on which it is better
for them to be subsequently proved wrong, mak-
ing gradual adjustments to this policy as events
unfold. The response of the financial system will

be correspondingly gradual, posing the danger’

that the full effects on spending will be felt only
after the economic situation has altered. The
authorities thus have the exceedingly difficult task
of choosing between firm action based on fore-
casts that may well prove incorrect and gradual
action whose cumulative effects may be strongest
too late to assist in meeting the economic situation
originally in prospect. Some have argued that
the difficulties are such that discretionary mone-
tary policy is more likely to contribute to short-
run instability than to lessen it. While recognizing
the problem and accepting the proposition that
the monetary authorities cannot succeed in timing
their policy to counteract every minor fluctuation
in demand and output, we believe that discretion-
ary policy can be helpful in preventing such cycles
from becoming excessive.

The discussion of lags in this and the previous
chapter can be summed up in the following terms.
With some exceptions, the major sectors of the
economy are sufficiently insensitive to minor
changes in credit conditions that few changes in
the decisions to spend occur before credit con-

.4 Transcript, page 7569—evidence of the Governor of the
Bank of Canada.

ditions have altered significantly. If—as in 1955-
57 and in 1958-60—the authorities follow a
policy of gradually imposing increasing restraint,
they can probably expect six to nine months to
elapse before the change in credit conditions has
important effects on the decisions to spend of
governments and corporations. The effects on
economic activity in turn will be distributed
through time; some being felt within a few weeks
and others extending over a period of years. Our
knowledge of the distribution of these effects is
limited, but at least a further six to nine months
is probably required to encompass a major pro-
portion of the effects on employment and output.
This means that if the authorities take the view
that credit conditions ought not to be changed
quickly in the direction of restraint, they must
probably be prepared to wait for a period of a
year to eighteen months before a major propor-
tion of the effects on employment and output aris-
ing from changes in the decisions of governments
and corporations have been realized. Some of the
direct and indirect effects will be felt much Ilater.

A period of a year to eighteen months, which it
should be emphasized is a very rough estimate, is
long relative to some of the periods of expansion
we have experienced in recent years. But periods
of expansion which are short and weak do not in
any event call for significant restraint. The boom
of 1954-57, with a duration of just under three
years, is perhaps more typical of the type of
expansion which will call for policies of restraint
in the future. The lags in the system are not so
long as to rule out a useful though limited contri-
bution from a change in monetary and debt
policies if the nature of this type of expansion is
recognized in time.

While response to the 1955-57 and 1958-60
experiences of domestic credit restraint and ease
was neither rapid nor decisive, the delays in ad-
justing financial conditions are not irreducible.
The events of 1962 were admittedly unusual but
they have shown that adjustments in interest rates
and the structure of bank assets can be brought
about very rapidly—perhaps more rapidly than
was earlier thought possible. If circumstances had
called for continued restraint, other components
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of credit conditions would undoubtedly have been
affected by central bank pressure on the system
with considerably less delay than during the
previous restrictive periods. It is reasonable, there-
fore, to expect well-executed financial policy to
assist in stabilizing the economy. However its
potential effectiveness may be reduced not only
by the delays before spending responds to policy
measures but also by limitations on the range
through which credit conditions can in fact be
varied.

LIMITATIONS ON THE AUTHORITIES’
FREEDOM TO VARY CREDIT CONDITIONS

Only part of the difficulty confronting the mon-
etary and debt authorities in exercising a sta-
bilizing influence over the economy derives from
lags in the flow of information, inability to fore-
cast accurately and lags in the response of the
financial system and the economy to changes in
policy. Even if information were available earlier
and if sufficiently accurate forecasts could be
made of the strength and duration of fluctuations,
it appears that the effects of monetary and debt
instruments will be limited in the short run if
confined to the range over which they varied in
recent years. One obvious answer to this problem
is that the short-run variation of credit conditions
should take place over a wider range. Similarly,
if longer-term developments can be foreseen ac-
curately, significant changes should take place in
the whole level of interest rates and the avail-
ability of credit to meet the new circumstances.

It bears repeating that an important part of the
central bank’s job is to prevent the development
of financial crises: it must try to keep credit con-
ditions within the range where markets can
operate effectively if the economy is not to suffer
the disruptions of financial panic. This is best
seen not as a limitation on its freedom but as a
positive objective of policy. Bearing this point in
mind, what are the limitations which prevent the

use of the instruments of policy over a wider

range than we have experienced?
One limitation is the difficulty of altering mar-
ket expectations in the absence of a major change

in economic circumstances. Borrowers’ and lend-
ers’ views about the level and structure of rates
are based on their assessment of the basic forces
at work in the economy as well as their judgment
of the authorities’ probable course of action. It is
by no means easy to shift credit conditions in a
direction or to a degree which markets do not
feel to be in accordance with their view of the
economic outlook. In most circumstances this
does not pose an insuperable problem because
the authorities will in fact not be trying to lower
interest rates when the economy is under pres-
sure or vice versa. Thus most of the time it is
appropriate for the authorities to “reinforce or
mitigate” the impact of underlying forces on in-
terest rates (the Bank of Canada’s phrase already
cited).

In another passage cited in Chapter 21, Sir
Dennis Robertson went somewhat further in
saying that the central bank should “influence
the rates . .-. in a direction and a degree consist-
ent with the long-term forces operating in the
economy”. If the long-term forces call for a policy
not obviously in line with immediate economic
circumstances, problems can arise. Efforts by
the authorities to take account of lags in the
impact of their measures and to move credit
conditions in anticipation of the future economic
situation are likely to have quite limited success.
If all the current indicators of economic activity
are still rising, it may be difficult to persuade
markets that the time has come to shift to an
easier policy to meet a coming recessionary phase.
Even when the changed economic situation is
generally evident, resistance to attempts to lower
rates may persist.

The conventional instruments of policy have
traditionally been capable of bringing about sharp
reductions in short-term rates of interest, but
major downward shifts in long-term rates over
a short period are virtually unknown in most
countries in the absence of a basic change in un-
derlying conditions such as the great depression
of the nineteen thirties. For instance, holders of
long-term securities will not normally assume that
long-term interest rates can or will change from
over 5% to under 3% and remain at the new
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low level. If rates begin to move downwards to-
wards 4%, holders of long-term securities will
begin to realize on their assets on the assumption
that such securities will likely be available in the
near future at yields close to 5%. If the au-
thorities wish to achieve a major downward move-
ment of interest rates, they will ordinarily have
to follow a policy of persistent ease over a con-
siderable period. The extent of a reduction of
long-term interest rates which can be quickly
achieved is thus fairly limited unless the authorities
are prepared to take the risks of wholesale liquida-
tion which might be associated with an attempt to
peg bond prices at a level regarded as completely
inappropriate by the market.

The Bank of Canada drew attention to one of
the dangers of such a policy: “The central bank
will be very conscious of the limitations which it
will face in attempting to keep the more liquid
sitvation under control later on. This may be
particularly true if it feels that the possibility of
the reappearance of inflationary pressures is not
too remote, and if it is not confident that adequate
support from other public policies will be forth-
coming at a later stage”.?® On the first point, it
must of course be said that if the recession is
expected to give way shortly to renewed excess
pressure on the economy, a policy of extreme ease
would in any case be inappropriate. While recog-
nizing the practical difficulties of bringing all
government policies to bear quickly on the ensu-
ing inflationary situation, we can only urge that
as far as possible they be continuously co-
ordinated in support of each other.

Attempts to bring about wide fluctuations in’

interest rates and credit conditions may run into
other domestic limitations. There may be hesita-
tion to alter security prices so drastically that
dealers and financial institutions are disrupted. An
excessive concern for the stability of asset values
need not stand in the way of vigorous policy: ex-
perience has shown that institutions and markets
are well able to withstand very substantial shocks,
although this is not to say that policy should ever
deliberately court the danger of provoking crises.

4 Bank of Canada Submission II, paragraph 73.

Lack of public acceptability of tight money is
more likely to inhibit the government, and even
the central bank itself. The problem is a real
one, particularly since some borrowers are af-
fected more severely than others. Much can
nonetheless be done to obtain support for policy,
and to overcome the resistance to changes in in-
terest rate levels caused by market expectations,
if the authorities take pains to inform the public
of their view of the economic situation and the
reasons for the policy being followed. We do not
envisage the central bank or others in govern-
ment always being in a position to give clear and
unambiguous ‘signals’ of each change in policy—
or always finding it desirable to do so. However,
a continuous effort should be made to keep the
country informed of their assessment of the un-
derlying economic situation so that adjustments
in the set of monetary policy will be more readily
accepted.

Despite the authorities’ best efforts, these do-
mestic limitations on changes in interest rates and
in other components of credit conditions will
persist to some degree. However, they are less
important than the constraint of our international
position which, under present arrangements, is
very likely to impose even narrower limitations
on interest rate changes than the other factors
would allow.

Canada is more than most countries closely
integrated into capital markets abroad. There
can be, and have been, short periods in which the
short and long-term yield differentials between
Canada and the United States have increased or
decreased without consequential short-term effects
on the exchange rate and on exchange reserves.
However, attempts to widen the range of variation
of interest rates far outside the range of variation
prevailing in other capital markets, particularly
in the United States, are likely to promote large-
scale movements of capital. The authorities in this
country can attempt to raise the interest rates to be
paid by provinces, large municipalities and large
corporations, but if rates in the United States and
other external capital markets are significantly
lower, they cannot succeed in making most major
borrowers pay the Canadian rates. In the absence
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of other measures, very high rates will likely lead
to a massive resort to external borrowing and, de-
pending upon the exchange rate system in use,
either to an appreciation of the exchange rate
or the large-scale accumulation of exchange
reserves.*® Any attempt to achieve very low rates
will tend to lead to the opposite result—exchange
rate depreciation or loss of reserves. On occasion,
these may be precisely the results which are
desired; but it is clear that domestic changes in
credit conditions can never be considered in isola-
tion from their likely effects on international capi-
tal movements. It follows that if there are limits
to the changes in the exchange rate or to the gains
or losses of international reserves which are

regarded as acceptable, then these limits also.

apply to the range of variation of domestic credit
conditions.

WIDENING THE RANGE OF VARIATION
OF CREDIT CONDITIONS

Our analysis in this and the previous chapter
points up the difficulties in using conventional
monetary and debt policies to make a major
contribution to the domestic stabilization of the
economy, particularly over short periods. The
conventional instruments of policy, even if appro-
priately used, have limited effects on expenditure
within the range experienced in the post-war
period. If used over a much wider range, either
in the short or longer run, they would have larger
effects. However, there are limits to the possibility
of extending the range of variation of credit con-
ditions, particularly because of international con-
siderations. Thus, if interest rates are raised or
lowered substantially within Canada in relation
to the rates prevailing in external capital markets,
the effect will be largely to redirect borrowing
rather than to curtail or increase it. If a change
in reserves or an alteration of the exchange rate
is desired, then clearly this redirection is a desir-

“The existence of such measures as the proposed U.S.
mterest-equahzatxon tax may moderate Canadian external
borrowing in such circumstances, although this would not be
true if the interest -differential exceeded the tax by a wide
margin. Moral suasion by the Canadian authorities may also
check such borrowing.

75319—31

able by-product of the action. If, however, a
substantial change in domestic credit conditions
is urgently required, devices which widen the
range of variation without at the same time lead-
ing to excessively large swings in interest rates
and the exchange rate or reserves m1ght be
brought into play.

If the availability or cost of some types of
credit can be directly influenced, and markets
are somewhat imperfect so that the borrowers
affected are in practice not able to find funds
elsewhere by bidding up interest rates, direct
action on some credit channels can strike quickly
at vulnerable sectors of the economy. To take
an example, a variety of measures discussed
below may be used to induce the banks to restrict
their lending. If the rates charged on bank loans
rise rapidly in response to the use of devices of
this kind, the customers who decide to forego
bank borrowing may be largely those with other
alternatives. Their demand will merely be redi-
rected and interest rates will rise throughout the
system. Under these circumstances, the results
are essentially similar to those which would have
occurred if the banks had been left free to adjust
the structure of their assets as they wished. If the
rates charged on bank loans do not respond to
direct controls because of legal or other con-
straints, the rationing of bank loans will be done
by non-price measures, and again if the bank
customers who are refused loans can turn to other
parts of the capital market and obtain finance by
bidding up interest rates elsewhere their spending
will not be curbed by much more than would
have been the case if the direct measures had not
been applied. If, however, some bank customers
who are refused loans in either instance do not
seek, or cannot find, accommodation elsewhere
at acceptable rates, credit flows and expenditures
will both be reduced without the full effect of the
restraint being reflected in interest rates.

To the extent, therefore, that these direct de-
vices reduce availability of credit with a damp-
ened effect on interest rates, they permit a
widening of the range of credit conditions while
imposing a burden on particular institutions and
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particular borrowers.#” The more perfectly the
financial system functions, that is the more
changes in the availability of credit anywhere are
reflected in interest rates everywhere, the less op-
portunity there is for reducing credit availability
to some borrowers without this being fully re-
flected in interest rates. In short, devices of the
kind discussed below can be viewed as techniques
which use or create market imperfections for
the purpose of achieving significant effects on
expenditure through reduced availability of funds
rather than higher interest rates.*®

Before discussing a few of the direct measures,
we should state our view that they should not
become a regular part of the apparatus of con-
trol but be reserved for extreme situations. The
general credit instruments used intelligently can
contribute usefully to stabilizing the economy and
at most times they and other general policies
can bring us as close to achieving our economic
objectives as it seems reasonable to expect. Di-
rect intervention in financial markets can disrupt
them unnecessarily and may in the long run in-
hibit the best development of the financial sys-
tem. Moreover, such measures can be very diffi-
cult to administer and, if used regularly, are
likely to become less and less effective as bor-
rowers find ways to circumvent them. As the
Governor of the Bank of Canada said to us
“Markets will not accept the imperfections”.*?
The financial system will adapt, ways will be
found to make funds available when the normal
channels are stopped and the authorities will
then be endlessly building new dams where the
new flows have appeared. As an example, the
large sales finance companies were little affected
by restriction of their bank loans for they were

1 The main impact is likely to fall on medium-sized and
small borrowers with few alternative sources of finance. We
noted in the previous chapter that the effect of such measures
will be blunted to the extent that the authorities urge the
banks to discriminate less severely against these borrowers:
those with ready access to alternative sources of finance, such
as the money and securities markets, will not be seriously
affected by curbs on bank loans to them.

4 professor Erik Lundberg discussed general and direct
monetary measures in these terms in his article “Economic
Stability and Monetary Policy”, Skandinaviska Banken
Quarterly Review, No. 1, 1962.

« Transcript, page 7553.

able to turn increasingly to the money market for
funds.

However, occasions will doubtless arise when
as a result of errors of forecasting, inadequate
use of the general instruments or sudden, un-
predictable occurrences the authorities are faced
with a pressing need to restrain credit flows
decisively. Since a general increase in the cost
of credit does not have a sufficiently strong and
rapid effect on spending, the authorities will be
faced with a dilemma: either they must inter-
fere with free markets which allocate resources
equitably and efficiently or they must sacrifice in
part the objective of stabilizing the economy.
It may then be better to accept the costs and
inequities of direct measures than to allow ex-
cess demand pressures to run unchecked.

(i) Administrative Control of Institutional
Lending

The devices which lie closest to our own
experience are controls over the banking system.
These may be written into the legislation to give
the central bank standby powers to be used only
with government approval. Alternatively, effective
control over the institutions may be based on
agreements with them when need arises, rather
than on any formal powers. Provision is already
made in existing legislation for variation of the
banks’ cash reserves from 8% to 12%, subject
to a month’s notice for each change and a limit
of 1% a month on increases in the ratio. In other
words, the Bank of Canada can raise the require-
ment from 8% to 12% over a period of four
months.

This technique may be used to freeze increases
in reserves when the authorities cannot accept the
interest rate consequences of putting selling pres-
sure on the securities markets, for instance when
the problem at hand is one of financing excessive
inflows of capital from abroad. Whether used in
these circumstances, or as a device for controlling
loans by reducing bank liquidity, the effect is to
impound a higher share of assets in a particular
form. We do not believe it a particularly useful
instrument for either purpose. If speculative
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capital inflows must be financed and ultimately
checked, the power to force banks to raise their
lending to government by some $600 million
gradually over four months may not prove prompt
or decisive enough to meet the situation. If the
object is to check bank lending in extreme
circumstances, the instrument—although sizable
in relation to the banks’ cyclical portfolio adjust-
ments—is unnecessarily cumbersome.

Essentially similar results could be achieved
by variations in bank liquid asset ratios with the
difference that the banks would earn a return
on the assets impounded. Since 1956, the char-
tered banks have agreed to maintain a minimum
liquid- asset ratio of 15% of deposit liabilities
on a monthly average basis. This is made up
of at least 8% in notes of and deposits at the
Bank of Canada and the remainder in additional
cash and in day-to-day loans and treasury bills.
As with the cash ratio, there has been no
variation in this ratio since it was first introduced.
In the chapter on chartered banks we expressed
the view that this agreement with the Bank of
Canada is of limited use as an instrument to

_control bank lending and does not contribute
significantly to a more orderly adjustment to cash
reserve pressure. ‘

If the authorities do urgently need to restrict
bank lending through direct control of bank
liquidity, they must reach further into the port-
folios of liquid assets. The Bank of Canada has
indeed suggested that a variable liquid asset ratio
would be a useful supplement to its ordinary
techniques of control.®® If it were to be useful,
however, the authorities would also have to be
given the power to vary it more widely than the
present cash- ratio, although presumably within
specified limits, and to impose the changes more
quickly.

The system of “special deposits” used in some
countries is essentially the same as the use of
a variable cash reserve requirement. The banks
can be required to deposit funds with the central
bank over and above normal requirements and
these special deposits can be released to them

% Transcript, pages 7608-7615.

75319—313 |

when economic conditions alter. If a similar
control is exercised by requiring the banking
institutions to invest in non-marketable govern-
ment securities, the special issue is similar in
effect to raising the liquid asset ratio of the banks.

These devices are designed to limit the adjust-
ment of bank portfolios by increasing the mini-
mum amounts of particular assets which must
be held. Another device for limiting this adjust-
ment is the imposition of a ceiling on the increase
of other assets, in particular bank loans and
non-government securities. A step of this kind
was taken in Canada in February 1951 when the
banks agreed that “further expansion in total
bank credit was undesirable”. There was no net
increase in bank loans and investments other than
Government of Canada securities in the last nine
months of 1951. Considerable use is made of
direct bank loan restrictions in Holland, where
the central bank is unable to engage in extensive
open market operations.5!

These last practices are examples of the use
of “moral suasion”, to which all central banks
resort from time to time. In circumstances when
the national interest is clearly involved, the
authorities can request financial institutions or
other private interests to adopt particular policies.
Their success depends on the clarity and force
of the case presented by the authorities: with
rare exceptions Canadian experience has been
that the banks and others will co-operate in the
national  interest if reasonable arguments are
advanced. However, knowledge that the author-

‘ities have the power to enforce their wishes

doubtless strengthens the appeal, and it can be

.argued that the main purpose of legislating the
. power to impose a liquid asset ratio would be

to provide a sanction behind the authorities’ less

- formal attempts to elicit co-operation.

There is a danger, however, that the power
itself or persuasion by the authorities will be
used unnecessarily to impose a particular pattern
of investment on .private institutions or as a

_means of providing a captive source of finance

for the government at the expense of other bor-

5 Submission of Dr. Marius W. Holtrop, President of De
Nederlandsche Bank N.V., and Transcript, page 4137 .ff.
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rowers. Quite apart from this sort of abuse, there
is likely to be less meaningful discussion with the
private institutions and less pressure on the
authorities to formulate and defend sound policies
if they have the power to impose their will with-
-out the private debate which must accompany
-less formal moral suasion. Moreover, emergency
devices such as a variable liquid asset ratio may
become a permanent part of the machinery, with
‘the authorities relying increasingly on their
ability to control what may not be the crucial
credit flows in the system and being the less
careful and adept in using the general instruments.
Moral suasion may be directed to purposes other
than the restriction of bank lending, although
this has been its most common use in Canada.
For instance, the Bank of Canada has held dis-
‘cussions with insurance companies, sales finance
companies, department stores, stockbrokers and
investment dealers with a view to obtaining
agreement on policies to be followed. Agreement
has not always been achieved, sometimes because
the need was not evident to the institutions con-
cerned, sometimes because the channels of dis-
cussion had not been well established.
Agreements are more likely to be reached if
the central bank keeps in regular contact with
the institutions concerned: those who hear from
the central bank only when it wants them to do
something against their own interests are unlikely
to understand the authorities’ problems or to feel
that their own are appreciated. Even if there is
-close contact, moral suasion cannot be relied on
to carry much of the weight of policy in normal
situations because market participants cannot be
"expected to act against their own interests ex-
cept temporarily and in exceptional circumstan-
- ces. As Mr. Towers put it: “In the final analysis,
over-all monetary and fiscal policy must do the
job. But I believe there can usefully be some
rare, temporary and prudent exceptions to this
rule”.52 When exceptions are made, they should
_carry the approval of the Minister and the terms
of agreement reached should be made public
“unless there are overwhelming arguments in the

2 Submission, p. 9.

“public interest for keeping them secret, as might,
‘for example, be the case during an exchange

crisis.
We are not persuaded by the evidence before

‘us that any legislative power to direct the alloca-

tion of the institutions’ funds is necessary. These
are in the main emergency measures, and if the
authorities’ case is well founded, co-operation
will be forthcoming. If the authorities, however,
find themselves handicapped in operating by the
lack of specific legal powers, we would have no
particular preference between a variable liquid
asset ratio and some statutory authority to con-
trol loan increases. However, we do recom-
mend that if any such power is written into law
its use should require the specific approval of
government. The Bank of Canada might impose
a restriction but it should lapse in perhaps a
month unless endorsed by government and tabled
in Parliament.

(ii) Selective Credit Controls

Another set of devices which can be used to
widen the range of variation of credit conditions
with dampened effects on interest rates are selec~
tive credit controls. These controls are directed
to types of lending rather than to the lending
of particular institutions. For example, our exist-
ing arrangements for housing finance have fre-

“quently had effects essentially similar to those

resulting from selective credit controls. The gov-
emmment provides relatively favourable terms for
purchasers and builders of new housing by guar-
anteeing mortgages. If this N.H.A. lending is
curbed—either in the automatic way described
in the previous chapter or more consciously by
raising down payments and shortening the term
of the loan—it imposes a sharp change in the
terms and conditions of borrowing facing builders
and purchasers of new housing. A major in-
crease in the down payment requirement and a
shortening of the term of repayment are precisely
the changes which are thought to be of particu-
lar use in affecting the expenditure of consumers
on housing and durable goods. In this sense the
existing arrangements for financing housing ex-
penditure, which lead to sharp reductions in pri-
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vate N.-H.A. lending in ‘periods of restraint if-

the N.-H.A. rate is not raised, and which thus
force borrowers into the less favourable conven-
tional market, have a built-in tendency to operate
in the same way as consumer credit controls.
While believing that there are compelling grounds
for allowing the N.-H.A. rate to be set free to
vary with market rates, we have also suggested
that the down payment requirements and maxi-
mum term of loans could be altered from time
to time in line with the needs of stabilization
policy. In extreme circumstances the authorities
may also wish to fix the rate for short periods in
order to reinforce their policy: thus the possibil-

ity of using selective controls on housing will

not be lost to the authorities, but they will be
required to use them as a matter of conscious
policy rather than relying on the fortuitous effects
of present institutional arrangements.

Consumer credit controls also depend for
their effectiveness on the inability or unwilling-
ness of consumers to find alternative sources of
finance to provide the higher down payments and
the shorter terms of repayment which would be
required under such controls. If alternative
sources can be readily found by consumers, the
attempt to block up one channel of lending will
merely encourage the widening of another chan-
nel and the effect will be felt quite fully on
interest rates. Similarly, to the extent that con-
trols over instalment finance lead to the develop-
ment of organizations which purchase and lease
durable goods, demand has not been curtailed
but merely re-directed. There is also a danger
that lenders will evade the restrictions by writ-
ing inflated cash values for trade-ins into their
contracts and employing other stratagems with
the collusion of their customers. As we have
mentioned earlier, this is a problem likely to
arise from repetitive use of the instrument.
Whether used periodically or infrequently, con-
trol over consumer instalment finance poses se-
vere problems of adequate administration. In this
country there is also some doubt as to the federal
government’s authority to impose them. In any
event the imposition of special excise taxes on
consumer durables (which strike at all consumers,

not_just those who borrow) may be ‘just as ef-
fective in curbing consumer spending, especially
if they are thought likely to be withdrawn in the
fairly near future.

Direct credit measures can also be used to
exert a stronger influence on business spending,.
and it can be argued that they are more appropri-
ate than attempts to control consumer spending
because of the wider cyclical swings in business
investment. Going beyond control of bank loans,
the authorities may ration the flow of funds from
securities markets by imposing control over new
capital issues. This is a drastic measure and ex-
perience in other countries has shown that it can-
not be administered easily. Priorities must be
established, account must be taken of alternative
sources of funds, including. foreign markets, of
flows among associated companies and of the
fact that a great many companies draw most of
the funds they need for capital expenditure from
internal sources rather than from the capital
markets. In view of all the difficulties and dis-
advantages of the direct intervention by govern-
ment in the process of allocating funds among
individual companies, we find it difficult to imag-
ine circumstances which would justify capital
issues control. o

Techniques of varying the effective cost of
funds to firms by the use of various fiscal
measures will be described in a later chapter.
Less dramatic effects may be achieved by alter-
ing the taxation rules regarding the deductibility
of interest on borrowed funds, but this has not
proved either equitable or workable in countries
such as Australia where the technique has been
used: many companies were not affected at all,
while others were so seriously harmed that wide-
scale exemptions had to be made.

CONCLUSION

These direct measures should be called into
play only when all else has failed and an emer-
gency justifies the disruption and costs of drastic.
action. Even the general instruments are bound
to affect some people more than others, but the
authorities must not be restrained by excessive
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tenderness; if any type of stabilization policy is
to be effective, someone must be affected. So long
as markets are reasonably good, it is probable
that the marginal, less credit-worthy, less produc-
tive types of expenditure will be affected more
severely than others by a restrictive policy ap-
plied to the system as a whole. In any case, there
is no assurance that those administering direct
measures would be better able to select the ex-
penditures which should go forward and reject
those to be deferred or cancelled. Yet it should be
recognized that there is a conflict between the
long-run objective of developing sensitive and
flexible financial markets that will allocate re-
sources well among competing uses and the need
to stabilize economic activity with measures that
work fairly quickly. The more adept the markets
become at moving funds with comparatively little
change in interest rates to those wishing to use
them, the less one can count on imperfections
and the additional cost and inconvenience of
borrowing standing in the way of real expen-
ditures.

Whatever techniques are used, there is no way
of making the job of the monetary and debt
managers an easy one. They must always operate
with limited information against a continually

changing series of financial and economic events, -

and it will remain a matter of judgment as to
how far they can or should try to moderate or
reinforce these unfolding trends with their own
actions. The underlying realities and public at-
titudes shaping credit conditions will impose
limitations on their freedom, and the interna-
tional environment may further inhibit their
ability to vary policy over a wide range. Even

with prompt information and excellent fore-
casting, the delays in making their actions effec-
tive on credit conditions and the lag between this
point and the impact on real spending will limit
the contribution which any policies—conven-
tional or unconventional—can make to stabiliza-
tion in the short run. This contribution will be
greater if the authorities take account of the
longer-run forces influencing the economy in the
broad set of their policy approach to more im-
mediate events.

Despite the limitations of monetary policies,
the emergencies justifying direct intervention in
market flows should be rare, if the other arms of
policy are properly used, and debt management is
well co-ordinated with monetary measures. The
limits of what can be expected from the general
instruments of credit policy alone must never-
theless be recognized. Their impact can be
hastened by concerted official action, and the
range of variation can be widened somewhat by
appropriate combined use of monetary and debt
measures, but it remains true that at the best
one cannot expect credit policy alone to stabilize
the economy. This is not primarily a matter of
the techniques used. Rather it results from the
comparatively limited effect of any reasonable
or feasible change in credit conditions on real
expenditure. While such changes in credit condi-
tions can make a worthwhile contribution to
stabilization, it is clear that even the most imag-
inative and appropriately executed monetary and
debt policies will not allow the country to achieve,
or even approach, its economic goals unless other
instruments of government policy are also brought
into play.




CHAPTER 2 3

INTERNATIONAL FINANCIAL POLICY

There are few countries of the world today
in which international considerations do not
play an important part in domestic economic
policy decisions. Over the post-war period many
of the barriers to the flow of trade and capital
have been removed or lowered and the interna-
tional connections among domestic financial sys-
tems have been strengthened. Changes in financial
policies can now have rapid effects on inter-
national flows of funds and recognition of this
exercises an influence over the policies of coun-
tries large and small.

Moreover, all countries which buy and sell
in markets abroad must ensure that policy is
aimed at keeping their costs competitive if they
are to earn the internationally-acceptable money
needed to pay for imports. In this respect, coun-
tries are like individuals, being able to spend
only what they earn or are able to borrow from
others; (both can, of course, in the short runm,
also run down their external financial assets. to

the extent that they have them). Similarly, a na- -

tion’s capacity to earn income or to borrow, like
those of an individual, depend upon its skills,
willingness to work and the efficiency with which
it uses its resources. International lending and
borrowing can be just as productive and useful
as domestic lending and borrowing, but if car-
ried on over a long period on a major scale rela-
tive to income can also create concern about the
difficulties which may be associated with serv-
icing a large external debt.

The fewer and lower the barriers and restric-
tions to the free flow of trade, capital and labour,
and the more closely a nation is integrated into
the international economy, the more necessary it
is that international considerations play a part
in all policy decisions. While membership in the
international community sets some limits to the
policies which can be pursued by individual coun-
tries, the net advantages derived from interna-

_ tional specialization are very great. As with

individuals, reductions in the degree of economic
interdependence could lead only to higher pro-
duction costs and a drastic reduction in the at-
tainable standard of living,

Canada is par excellence an example of a
country which is closely tied in a variety of ways
to the rest of the world, and its financial, trade
and other links with the United States in par-
ticular. make for a uniquely close relationship
between the two countries. This close relation-
ship is on balance of great advantage to Canada,

"but it does mean that changes in U.S. policies

or investment attitudes which may not be of
major importance in the huge framework of the
U.S. economy can on occasion have very big
effects on Canada and pose substantial difficul-
ties for Canadian economic policy.

Given this high degree of economic inter-
dependence, there is a sense in which all financial
policy in Canada is to a greater or lesser extent
international financial policy. There are, however,
a narrower range of international issues including
exchange rate policy, other policies to influence
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the balance of payments and policies connected
with world payments arrangements, on which we
shall focus our attention in the present chapter.

In the course of our discussion we shall be
comparing the present exchange rate system with
the flexible exchange rate which Canada has had
in the past. The purpose of this analysis is to
isolate fundamental factors influencing Canada’s
international financial policy and to assess the
implications for general economic policy of the
adoption of a fixed exchange rate. We wish to
make it clear at the outset that we do not advocate
any change in the existing exchange rate system:
the fixed rate is at a level that seems appropriate
_and the system is working well.

THE CANADIAN EXCHANGE RATE
BEFORE 1950

Over the decades, Canada has had considerable
experience with both a fixed and fluctuating
exchange rate. Prior to 1914, the Canadian dollar
was fixed in terms of gold and, therefore, fixed in
terms of all other major currencies. The inter-

- national gold standard, which because of the then
dominant position of Britain might more
accurately be called the international sterling
standard, was a workable arrangement, and the
Canadian economy adapted to some very sub-
stantial changes in capital flows and trade within
its framework. While in some respects it was like
present exchange rate arrangements, the problems

we confront and the means of dealing with them -
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have changed, not least because of the increased
responsibility for economic management which
has been assumed by national governments. It was
easier for governments to accept a fixed relation
between gold and national currencies as the prin-
cipal (and sometimes the only) objective of
monetary policy when they were not expected to
assume a major responsibility for national
employment, productivity and prices.

For most of the period 1914-39, Canada had
a fluctuating exchange rate. Canada went off the
gold standard in 1914 and did not return to it
until July, 1926: even then we remained on it
only until January, 1929. As indicated in Chart
23-1, the fluctuation of the Canadian dollar was
kept within narrow limits throughout most of the
inter-war years, except during the periods 1919-
20 and 1930-33. The fact that Canada was only
on a fixed rate for two and a half out of twenty-
five years could be taken as strong evidence of
the difficulty of maintaining such a system in this
country, but although this experience is by no
means irrelevant, it is noteworthy that most other
major currencies were also flexible for much of
the period. Severe economic fluctuations and the
inadequacies of the international payments
system made the maintenance of fixed rates a
world rather than simply a Canadian problem.

During the war years the value of the Canadian
dollar was fixed at a 10% discount relative to the
United States dollar and there was a compre-
hensive system of exchange control. In July, 1946
the Canadian dollar was revalued to parity with

Chart 23-1
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the American dollar, in part to insulate the Cana-
dian economy from ‘the rapid price “increases
following the removal of controls in the United
States. This exchange rate was maintained for
over three years in spite of serious balance of pay-

ments-difficulties in 1947-and early 1948. Though

the rate was appropriate in terms of price and cost
relationships, the unexpectedly heavy drawings
of the United Kingdom and European countries
on Canadian reconstruction loans and other
demands put upon an overburdened Canadian
economy led to a decline in the Exchange Fund’s
holdings of gold and U.S. dollars from $1,667
million at the end of May, 1946 to $480 million
at the end of November, 1947.! Emergency

assistance was obtained from the United States

Export-Import Bank and import - controls and
special excise taxes imposed. The reserves
recovered .fairly quickly and by the end of 1948
totalled just under $1 billion. In September, 1949
theré was a 30.5% devaluation of sterling in
terms of the United States dollar accompanied by
devaluations on the part of many other countries.
‘A decision was taken to devalue the Canadian
dollar by 9% in order to protect Canada’s’ com-
petitive position and balance of payments. Follow-
ing thls devaluation, little change took place in the
reserves for some months, but in the middle of
1950 a substantial speculative inflow of capital
developed which added just under $500 million
to the reserves in August and September. With
two attempts at setting the exchange rate having
yielded' little_ success, the decision to free the
exchange rate was announced on September 30,
1950. .

THE-E FLEXIBLE EXCHANGE RATE 1950-1960

Irﬁmediately after. the withdrawal of the of-
ficial buying and selling rates, the Canadian dollar

apprec1ated sharply. Following some weakness in .

the first half of 1951 it resumed this movement
in thelatter half of 1951 and broke through parity
with the U.S. dollar in March, 1952 to a premium

of 4% in August. The total appreciation from Sep- .

R

1Had the exchange rate been ﬂe)uble, it would undoubtedly .

have fallen sharply in 1947 and recovered in 1948. ..
75319—32
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tember, 1950 was 14 cents but from mid-1952
to the end of 1960 the exchange rate stayed within®
fairly narrow limits—the total range of fluctuation
amounting to about five and a half cents. Although
the ‘rate was ﬂex1ble 1t could not be descnbed‘
as unstable.

“If there had been no major changes in the
Canadian balance of payments during this period,
the simplest explanation of this stability would
be found in the economic condltlons of the period.
There were recessions in a number of miajor
countries during these years, but they were much
less severe than the pre-war contractions, and not

_ completely in phase. Thus, when cyclical declines

occurred in the United States, the continued ad-

. vance .of the Western European economies, our

second major market, provided a partial cushion
for Canadian exports. The maintenance of favour-
able world economic conditions, and some for-
tuitously anti-cyclical movements in agricultural
exports, is reflected in the basic stability of all
exports shown in Chart 23-2. During these years
also, as in others, the Canadian and American
economies tended to move together and there was
a similar parallellism in the economic policies
followed by the governments of the two countries.

Under these conditions it could be argued that
there: were. unlikely to be major stresses and

. strains on Canada’s balance of international pay-
¢ ments and that stability of the exchange rate was
* precisely what might have been expected.. This

reasoning, however, assumes that no major shifts
occurred in the Canadian balance of payments,

' and this was clearly not the case. Betwéen

1953 and 1957, the Canadian current account
deficit increased by over a billion dollars from

. $440 million to $1,455 million, declined by over

$300 million i 111 1958, increased by $370 mllhon-

1 in 1959 and fell again by $260 million in 1960

These are large changes, and broad economlc
stability. obviously is not the full explanation for
the exchange rate stability of this period. To
understand the .forces at. work some refererice
is required to the mechanism of adjustment under
a'flexible exchange rate. :
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" Under balance of payments accounting, deficits
on current account are necessarily matched by
surpluses on capital account and vice versa. The
question then arises as to how, with such limited
adjustments in the international value of the
Canadian dollar, the current and capital accounts
were kept in balance. There are three possible
explanations—first, that this was achieved through
changes in the official reserves; second, that the
factors determining the size of the current deficit
and the capital surplus were such as to induce
offsetting changes in these accounts without ex-
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change rate movements; and third, that limited
changes in the exchange rate affected the current
or capital accounts or both in ways that quickly
brought them into balance.

The official reserves were not used during the
period 1953-60 to prevent persistent move-
ments in the exchange rate. The policy of the
Exchange Fund was one of correcting or pre-
venting disorderly conditions rather than inter-
fering with basic trends, and it intervened in
the market only to prevent substantial move-
ments in the exchange rate within any given

Chart 23-2
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trading day or from one day to another. There
were, of course, occasions when this policy re-
quired the Exchange Fund to be a net buyer
or seller continuously for several months, When
a movement in the exchange rate became pro-
nounced, however, there is no evidence that the
Fund attempted to stop it. The limited part
played by the Exchange Fund in the period
1953-60 is indicated by the fact that changes in the
official reserves from month to month from De-
cember 1952 to 1960 were below $20 million
in 59 of the 96 months, from $20 million to
$50 million in 31, from $50 million to $100 mil-
lion in five, and only exceeded $100 million in
one of the months during the period. Over the
period as a whole, the highest month-end re-
serve figure was only $233 million above the
lowest holding recorded.

If official reserve operations did not play a
major part, the second possibility is that changes
in the capital account and the current account
were related in such a way that a balance was
achieved without the necessity of major move-
ments in the exchange rate. Changes in these
accounts do not just happen; they arise out of
a set of economic conditions, and if these con-
ditions were to produce capital account surpluses
and current account deficits simultaneously they
clearly provide part of the explanation.

An economy is ordinarily not the recipient
of substantial foreign direct and equity invest-
ment unless economic prospects are favourable
and long-term profit expectations high in rela-
tion to alternatives in other parts of the world.
Similarly, the flow of long-term debt capital will
be towards the country in which interest rates
are high in relation to those offered elsewhere for
securities of comparable quality. Profit expecta-
tions and interest rates are likely to move to-
gether since the rise in economic activity re-
sulting from favourable economic prospects
brings pressure to bear on financial markets and
influences interest rates in an upward direction.
An economy in which investment is particularly
attractive in relation to other economies, there-
fore, will tend to have domestic interest rates
higher than comparable rates abroad. Of course,

75319—32}
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the level of interest rates or, more generally, the
state of credit conditions, will be influenced by
the actions taken by the monetary and debt
authorities, but it may be assumed that the au-
thorities will broadly acquiesce in the tightening
of credit conditions which occurs in a buoyant
economy. Yet this very buoyancy is also likely
to lead to a current account deficit. If the Cana-
dian economy is expanding at a rapid. rate, es-
pecially if it is growing faster than the economies
of the United States and other countries and is
at or approaching full employment, there will be
a tendency for imports of goods and services to
rise relative to exports and for a current account
deficit to develop to balance the capital inflow,
even without exchange rate changes.

The experience of the years 1953-60. tends
to support these generalizations. This is a short
period and as always there were random occur-
rences which tended to blur the outline. Never-
theless, it is clear that with the exception of
1960—when there were large capital inflows
connected with take-over bids—direct investment
tended to be higher during periods of expan-
sion and lower during recessions.? Portfolio
investment also responded significantly to eco-
nomic and credit conditions in Canada. Simulta-
neously, the current account was affected in
the opposite direction, with imports rising rap-
idly during periods of expansion and declining
in periods of recession. Three main categories
of imports show a strong cyclical movement;
machinery and equipment, industrial materials
and consumer durables. Fluctuations in the
imports of machinery and equipment tended
to reflect changes in domestic capital expenditure
on these items, which have a high average
import content. Imports of industrial materials
reflected, with a slightly greater amplitude,
corresponding swings in industrial production,
while consumer durables imports appeared to
be largely determined by cyclical movements
in domestic expenditure on durable goods. Thus,
over the period, capital account surpluses and

9 Retained earnings of foreign-owned enterprises in Canada
also tend to grow in periods of economic expansion, with
higher dividend payout ratios occurring in recession years.
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current account deficits tended to be  higher
during periods of prosperity and lower during
periods of recession.

If there were a perfect oﬁ‘settmg of long-term
capital flows and the current account balance,
one would expect a virtually stable exchange rate
over the course of the economic fluctuations
experienced in the period. In years of prosperity
and restrictive monetary policy in Canada, how-
ever, the interaction of heavy capital inflows and
the current account deficit produced an apprecia-
tion of the Canadian dollar, while in periods of
lower levels of activity our dollar tended to
weaken. It is natural, therefore, to look to the
exchange rate itself for part of the explanation
of the balancing process. Indeed, this is precisely
what a flexible exchange rate is supposed to do.
If there is a tendency for the capital inflow to run
ahead of the current account deficit, then pres-
‘sure on the exchange market will lead to an appre-
ciation of the Canadian dollar. An appreciation
of the Canadian dollar will discourage exports and
‘encourage imports of goods and thus increase the
current account deficit. The opposite will occur
if the capital inflow shows a tendency to fall short
of the current account deficit.

We have already referred to this effect in our
discussion of credit conditions and expenditure.
Our inquiries suggest that the short-term effects
‘of small changes in the exchange rate are likely
to be fairly limited. Major changes in the exchange
rate which are not quickly reversed are another
matter. Canadian experience with such changes is
not extensive, the most relevant experience being
that resulting from the depreciation of the
exchange rate in 1961 and 1962. The effects of
this depreciation have been obscured by the impo-
sition and removal of the import surcharges, the
reduction in the tourist allowance-and other
factors which were already at work to improve
oour international competitive position. Early indi-
cations suggest that the effects are significant but
that changes in the exchange rate take a consider-
able time to work their way through the economic
system. During the period 1953-60 the exchange
‘rate moved within fairly narrow limits and

changes in one direction were reversed before
the effects were fully realized. Moreover, changes
were often regarded as temporary and therefore
as not justifying new production arrangements in
Canada. We conclude, therefore, that the limited
fluctuations of the flexible rate in the period
1953-60 did not have effects on the current
account which were large enough to provide more
than part of the explanation of the short-term
balancing process. On the other hand, there is little
doubt that the average level of the rate did have
significant effects on the current account balance
in the longer term.

The final possibility is that changes in the
exchange rate had effects on the capital account
and particularly on short-term capital movements.
As we have pointed out elsewhere, small changes
in the exchange rate may not have major effects
on long-term capital movements. If the interest
rate advantage which has been obtained by a
Canadian borrower is sufficiently great to offset a
change in the exchange rate of 10-15% over the
term of the borrowing, short-term fluctuations in
the value of the Canadian dollar will be of limited
importance. On the other hand, small -changes
in the exchange rate can have a very considerable
effect on the profitability of short-term capital
transactions. For example, if under a flexible
rate an investor anticipates correctly that the
value of the Canadian dollar will decline by 1%
in the course of the next thirty days, a purchase
and resale of an American dollar asset would
yield a normal interest return plus a profit at
an annual rate of 12% on the investment. Such
speculative flows serve to check the movement
of the exchange rate.

As we indicated in Chapter 15, a speculator

‘need not go through these steps, but can instead

enter into a forward contract with a bank to buy
U.S. dollars. This does not involve a credit-worthy
customer in putting up any capital, but allows
him to sell the U.S. currency at a profit if the
price rise materializes.® The transaction will

nonetheless have effects on the balance of pay-
-ments. If the bank cannot find a seller of forward

3]t may, of course, involve hun in a loss 1f the dollar

'moves the other way.




U.S. dollars, it will cover its forward commitment
by an -equivalent purchase of spot U.S. dollars.
As explained earlier, this is only an intermediate
step; the bank will then seek someone in the
market who is prepared to swap spot Canadian
dollars and a contract to buy forward Canadian
dollars for the bank’s offering of spot U.S. dollars
and a contract to buy forward U.S. dollars. In
short, the bank must find someone who is pre-
pared to hold U.S. dollars for the life of the con-
tract—that is, someone who is prepared to move
short-term capital to the. United States. If the
spot-forward differential is not sufficiently at-

tractive to bring forth investors of this kind, then’

outright purchasers of forward U.S. dollars will
have to be charged a price which will make short-
term capital movements to the United States
profitable. In either case, the upward movement
in the exchange rate will be moderated by the
consequences of the speculator s action.*

An outright purchase of forward U.S. dollars
or forward Sterling is only one of the ways in
which participants in the exchange market may
react to a developing expectation that the
Canadian dollar is likely to ‘depreciate. Exporters
receiving payments of U.S. dollars currently or
in the future may decide to delay conversion
in the spot or forward markets.in expectation
of receiving a higher price in the future. Similarly,
those who have payments to make in the United
States may choose to make these payments while
the Canadian‘dollar is at a high level. Borrowers
of long-term forelgn capital may hkew1se decide
to postpone their issues. for the time being .or
defer bringing the proceeds back to Canada. If,
therefore, under the influence of large-scale long-
term. capital movements the Canadian dollar
appreciates for a period, the expectation may
develop that the appreciation will be reversed.
There will then be a tendency; for .an outward
flow of short-term capital to develop and this
will -tend to inhibit further apprematmn of the
Canadian dollar.

r ~
¢ The process described is reversed if speculation favours
the Canadian dollar. . . . .4
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This-is not to suggest that all short-term capital
flows in the period tended to moderate swings
in the exchange rate. Tightening credit conditions
in Canada were often associated with increased
flows of unhedged short capital, particularly in
the form of trade credit or other inter-
corporate indebtedness, which tended to lead to
further strengthening of the rate in such circum-
stances.

Nevertheless, stabilizing speculation of the
kind described above appears to have contributed
to the moderation of exchange rate movements
during the period 1953-60. We found little
evidence of what might be called “pure”
speculation, that is, speculation which' was un=
connected with any other trade or -capital
transactions. We did find, however, that someé
of those who were participants in the exchange
market in the ordinary course of business tended
to take a view of the future movement of the
exchange rate and act accordingly. It probably
puts the point too crudely to say that many of
these speculators were characterized by a “parity
psychology” but the evidence suggests that when
the Canadian dollar went to a significant pre-
mium in relation to the U.S. dollar, some par-
ticipants in the market did not expect this rate to
persist.

. The explanation of the relative stability of
the exchange rate during the period 1953-60
can therefore be summarized in the- following
terms. There were no .depressions during the
period in either Canada or the rest of the world.
The major shifts which occurred in the Canadian
balance of payments derived ‘from  favourable
economic prospects in Canada which encouraged
a flow of capital- and at the same time led-to
a period of economic expansion which encouraged
a sharp rise in imports. To a considerable extent,
then, there were forces at work promoting: a
balance without the need for exchange rate
changes. The average level of the exchange rate
throughout the period exercised a s1gmﬁcant
influence on the current account, but the -tem-
porary fluctuations which occurred around thls
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level appear to have had a limited short-term
effect on trade in goods and services. Changes in
the exchange rate did, however, bring forth
stabilizing capital movements.

THE FIXED EXCHANGE RATE

While the foreign exchange rate was not for-
mally fixed until May 2, 1962, there were funda-
mental changes in the flexible rate system a good
deal earlier. In the budget of December 20, 1960,
the Minister of Finance expressed concern over
the impact which the inflow of foreign capital was
having on the foreign exchange rate and an-
nounced a generalization of the 15% withholding
tax on interest and dividend payments to non-
residents. This was generally considered to be a
measure to restrict the inflow of capital and to
reduce the price of the Canadian dollar in the
foreign exchange market. It is also worthy of note
that in each of the following six months official
holdings of gold and foreign exchange showed
successive increases; the additions from Decem-
ber 31, 1960 to June 30, 1961, totalled $256
million. In the budget speech of June 20, 1961 the
Minister of Finance noted that the Government
considered the existing international value of the
Canadian dollar (monthly average in May just
over U.S. $1.01) to be “unduly high” in the light
of general economic conditions in Canada and ex-
pressed the following view on the appropriate
level of the exchange rate:

“No one can say today what the appropriate
level of our exchange 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 to a significant discount. It will be
government policy to facilitate such a move-
ment”.

In addition to the use of debt policies, this was
to be done through direct intervention of the
Exchange Fund in the foreign exchange market.
The immediate effect of this announcement was a
sharp depreciation of the Canadian dollar to just

below 97¢ U.S. or a drop of about 3 cents. Dur-
ing the autumn the Canadian dollar showed
renewed strength but in November and Decem-
ber it weakened again and from the end of Octo-
ber 1961 to June 22, 1962 the resources of the
Exchange Fund were used to resist the decline in
the value of the Canadian dollar.

In the early stages of the reserve drain, the
authorities made concessions to the speculative
pressure by allowing the value of the Canadian
dollar to decline. As the loss of reserves accel-
erated in January and February a further adjust-
ment of the rate was permitted, followed by an
attempt to hold the Canadian dollar at around
95¢ U.S.

The behaviour of the rate in late February
and March, and the decline in the reserve loss in
March, suggest that this measure did lead to some
abatement of the speculative pressures. In April,
however, pressures were renewed and in addition
to losses of $114.6 million from official holdings,
the Exchange Fund entered into commitments to
sell U.S. dollars forward amounting to $13
million. On May 2nd the Government announced
a devaluation to 92.5¢ U.S., formal abandonment
of the flexible exchange rate system and adher-
ence to the International Monetary Fund system
of maintaining the external value of the Canadian
dollar within 1 per cent on either side of the newly
established par value of $1.081 Canadian for the
United States dollar, with ultimate support points
at $1.070 and $1.092.

The devaluation and adoption of a fixed rate
was supported by a moderate upward adjust-
ment of the yield on treasury bills. These meas-
ures were not sufficient to allay the speculative
pressures. During May official holdings declined
by a further $102 million and forward sale com-
mitments rose by $72.6 million. The same pattern
continued through the first three weeks of June.
If we disregard the addition of $650 million of
special international financial assistance, official
holdings fell by an additional $334.1 million dur-
ing June and through June 22 additional com-
mitments were made to supply forward U.S. dol-
lars to the extent of $154.4 million.




The measures announced on June 24, 1962,
which successfully overcame the crisis, fell into
two parts; a- domestic “austerity” program and
massive international support for the Canadian
dollar. Import surcharges and a reduction in the
duty-free allowance to returning tourists presented
tangible evidence of direct action to reduce the
current account deficit. A restriction on govern-
ment spending, including a civil service wage
freeze, gave evidence of direct action to limit the
government deficit. A sharp increase in both short
and long-term interest rates imposed additional
restraint on the domestic economy and served to

.attract an inflow of capital. This was later sup-

plemented by a long-term government issue of
U.S. $250 million sold in the New York market.
The international assistance took the form of
drawings on the International Monetary Fund
equivalent to U.S. $300 million and reciprocal
currency swaps with the Federal Reserve System
and the Bank of England totalling U.S. $350
million. In addition, a stand-by credit was
arranged with the United States Export-Import
Bank of U.S. $400 million. In the annual report
of the Bank of Canada for 1962, the Governor
pointed out that certain central banks in Western
Europe had intimated that they were ready, if this
were desired, to place additional funds at the dis-
posal of the Bank of Canada. The magnitude of
the international support provided and the rapid-
ity with which it was arranged contributed to the
restoration of confidence in the Canadian dollar
and played an important part in reducing the
burden of adjustment on Canada.

The measures initiated on June 24th had a
rapid effect on the official reserve position. As
pointed out in the budget papers of 1962, on
June 24, 1962 the “spot” position of the official
reserves had fallen to about $1,100 million and
there were in addition substantial forward sales
commitments outstanding. At the end of the year,
the official holdings, excluding the remaining
special international financial assistance of $300
million, had reached $2,239 ‘million. As the re-
serve position improved through late 1962 and
early 1963, most of the steps taken in June were
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reversed. The. import surcharges were removed,
and long-term interest rates—which had begun
to decline in the late summer of 1962—were in
the latter part of the year kept at levels only
marginally higher than in the early months
of 1962.

The Budget Speech of June 13, 1963 contained
a number of tax and other proposals which could
be expected to have an effect on the balance of
payments. These included a 30% tax on the sale
to non-residents of corporations listed on Cana-
dian stock exchanges and a similar tax on the sale
of stock in such companies in amounts exceeding
$50,000 a day by a single seller. In addition,
special incentives were offered to the non-resident
shareholders of companies beneficially owned by
Canadians to the extent of 25% or more. These
shareholders were given a reduction of withhold-
ing tax from 15% to 10% while non-resident
shareholders in companies with less than 25% Ca-
nadian ownership were to have their withholding

‘taxes increased from 15% to 20%. Manufactur-

ing and processing companies with a minimum of
25% Canadian ownership were given the oppor-
tunity of writing off new machinery and equip-
ment for tax purposes in two years, while
companies with a lesser degree of Canédia_n
ownership were not given this privilege. Subse-
quently, the 30% “takeover” tax was withdrawn,
and the proposed changes in the withholding tax

‘on dividends modified to entitle non-resident

shareholders to a 10% rate if at least 25% of the
outstanding voting stock was available for pur-
chase by Canadians.5 In addition, reference was
made to proposed tariff changes—since imple-
mented—with the objective of reducing “very
greatly” net imports of automobiles and parts.
On July 18th, just over a month after the
Budget, the United States Administration pro-
posed an “interest equalization tax” designed
to raise the cost to foreigners of borrowing or
selling equities in the United States without the
necessity of a general increase in long-term

5 These changes may lead to higher U.S. and other with-
holding taxes on Canada’s growing equity investments abroad,
although this will depend on the outcome of negotiations on
internationally-agreed tax conventions. - :
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interest rates in the United States.® Representa-
tions by the Canadian Government led to an
exemption for new issues of Canadian securities
apparently on the understanding that such issues
would not be used to build up Canada’s foreign
exchange reserves.” Canadian official holdings of
.gold and foreign exchange, which had remained
at a high level during the first six months of
1963, fell in July by U.S. $110.9 millions (exclud-
-ing a repayment of I.M.F. borrowings of $79.7
.million) and declined by a further $31 million in
August. On August 12 bank rate was increased
to 4% from 34% but the reserves increased
again thereafter and interest rates declined.

THE IMPLICATIONS FOR POLICY OF A
FIXED EXCHANGE RATE

In thinking about Canadian economic policy
for the future it is important to be clear on the
way in which the adoption of a fixed exchange
-rate affects the choice of policies. There are some
who feel that the system we had in the 1950’s
permitted the pursuit of domestic objectives with-
out the need for serious concern over the move-
ments of the exchange rate: they thus expect the
fixed rate to lead to a fundamental change in the
orientation of economic policy, with international
considerations receiving greater emphasis than
domestic needs. There are others who feel that
our room for manoeuvre under the flexible rate
was not significantly greater than it is under a
fixed rate and who therefore tend to argue that
the two systems are in effect very similar. In
fact, the truth of the matter seems to be some-

¢ The proposed tax, when enacted into law, is to apply until
thé end of 1965 and date retroactively to the summer of
1963. It will not apply to foreign direct investment by U.S.
_residents or. to' the purchase by them of listed shares in
foreign companies in which a majority interest is held in the
U.S. and which trade mainly in the U.S. Nor will it apply

to bank loans or borrowings of under 3-year terms. On bor- -

rowings longer than this, the tax scales up from 2.75% for
‘under 34-year issues to 15% on issues with.a term longer than
284 years. A number of technical exemptions are also pro-
posed which relate to dealer inventories of foreign bonds
resold to foreigners in 90 days, labour union investments, and

.insurance company foreign investments in connection with‘

policy reserves in foreign countries.
"See, p. 14, House Ways and Means Committee Report,
No. 1036, December 1963, U.S. Govt. Printing Office.

where in between: under no system is Canada
free to ignore international considerations, but
under a fixed rate system there is a more immedi-
ate and direct link with the international financial
environment, a fact which is by no means always
a disadvantage to Canada.

It is easy to see how even well-informed people
can differ on these issues. There are many appar-
ent paradoxes in the history of the Canadian flex-
ible exchange rate. It was a flexible rate without
explicit outer limits on its fluctuations, yet it was
very stable after the initial adjustments of 1950-
52. In part, this reflected the economic policies
followed in Canada. This was also an apparent
paradox since a flexible rate is supposed to tempt
national financial authorities into policies which
are excessively expansionist, but in Canada dur-
ing 1958-60 restraining credit policies were main-
tained during a period in which unemployment
averaged 6.7%. There was a third apparent para-
dox in the last phase of the flexible exchange
rate experiment. When a decision was taken to
use the resources of the government to force

‘down the international value of the Canadian

dollar it might have been expected that the gov-
ernment would be a large seller of Canadian
dollars. Within a matter of months after this deci-
sion, however, the government in fact had to sup-
port the Canadian dollar by being a large seller
.of American dollars—indeed a seller on such a
scale that the rate had to be fixed and emergency
measures later implemented to maintain it.
Enough has been said earlier to indicate that
these paradoxes are more apparent than real. The
Canadian exchange rate did not need to be flexible
over a wide range in order to perform its func-
tions. Indeed, it is unlikely that a flexible rate
which had fluctuated over a wide range would

‘have achieved the degree of international accept-

ability which was accorded the Canadian rate
and is vital to the workability of any exchange
rate: system. Moreover, wide swings in a fluc-
tuating rate might have been difficult to contain.
If the policies followed in Canada had led to the
view that there was no reasonable limit to the
likely moves in the exchange rate, speculative




capital movements might have become violently
destabilizing. If, for example, during a period
‘when the United States authorities were imposing
monetary and fiscal restraint, Canada had adopted
a policy of extreme credit ease and very large
government deficits, this might have set off a spec-
{ulative - outflow which would have carried the
exchange rate below any level experienced in
recent years. This might not have happened on
the first occasion. A long record of prudent eco-
nomic management is not dissipated overnight and
a set of policies which diverged from this pattern
might well have been regarded as a temporary
aberration. If, however, it had become clear
from repeated examples that prudence was not
to be expected.in the future, the reactions might
well have become more violent—just as they
would under a fixed rate system when the conse-
quences fall on the reserves. The widespread and
often vigorous opposition to flexible exchange
tates voiced .by experts outside this country is

based on the disruptive effects of exchange rate -

changes of this kind. This, however, was not the

kind of flexible exchange rate system we had in

thls country.-

Indeed, the charge whlch reasonably can be
brought against the flexible exchange rate is that
the international value of the Canadian dollar
was too stable in the face of a major change in

the economic environment. A substantial premium _

on the Canadian dollar and large capital inflows
were appropriate during the investment boom of
1955-57 but when economic conditions changed
it was desirable that economic policy should be
50 ordered that there would be a fall in the inter-
‘mational value of the Cz_madlan dollar, the current
‘account deficit and' the capital inflow. Had credit
conditions been easier, some of the capital inflow
would not have occurred and the value of the

Canadian dollar would have been lower: while

the consequences would not have been immediate,
the lower exchange rate would have stimulated
employment, incomes and domestic savings. The
-policies. in fact pursued were thus very -different

from those which might have been expected-to -

result- from the freedom sometimes thought
implicit in a flexible exchange rate. Far from beg-
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-garing her. neighbours Canada followed policies
-which in time led to such dissatisfaction with the
level of the rate that an escape was sought through

direct intervention in the exchange market.
The consequences of direct intervention were

-also less paradoxical than appears on the surface.

If the government is known to be operating in
the market with the express purpose of lowering
the value of the Canadian-dollar, this is likely
to lead to considerable uncertainty among other
participants in the market. Once expectations
developed that a fall in the value of the Canadian
dollar was likely to occur then, in the circum-
stances of the time, these expectations were very
difficult to reverse and in fact were not reversed

.until emergency measures had been introduced.

The difference between the flexible and fixed
rate systems is a matter of degree and not of

kind. Under a flexible exchange rate, any country

which is a responsible member of the international

‘community and which is concerned with domestic

price stability will find that there are implicit, if
not explicit, limits to the variation of the exchange

rate which is acceptable; movements in the

exchange ‘rate which result from policy changes

‘therefore cannot be ignored. Under a fixed rate,
-attention first focusses on the reserves rather than
-the rate, but in both cases international hmxtatlons
.on domestic policy are effectively present.

‘Under a fixed exchange rate, monetary and

debt policies have effects on domestic expend-

iture and on international capital flows, but since
the exchange rate is. fixed they do not at the

same time have an influence over international

trade through the channel provided by the ex-

change rate. The influence of monetary and debt

policies on expenditure is corfespox_ldingly re-
duced. This has led to suggestions that under a

fixed rate system the primary role of monetary
.and debt policies: should be to influence the

balance of payments, leaving to fiscal and other
policies the primary responsibility. for domestic
stabilization. We have already had two exam-
ples, in the summers of 1962 and 1963, of-in- .
creases in interest rates which were inappropriate
from the point of view of the domestic economy
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‘but which were regarded as necessary in the
light of the international payments position. This
suggests that the choice of exchange rate systems
may influence the “mix” of policies, although it
does not mean that monetary policy must always
be geared only to international considerations or
that when it is, it is necessarily inappropriate from
a purely domestic point of view.

The effects of a given mix of policies will also
be different under a fixed-rate system, with fiscal
policy having stronger effects. Fiscal deficits and
surpluses affect the financing requirements of the
government and thus influence credit conditions.
Other things equal, fiscal deficits tend to raise
interest rates and fiscal surpluses to lower them,
and it is the task of the monetary and debt
authorities to take these effects into consideration

in achieving the credit conditions required in the -

circumstances. If this kind of accommodating
action is not taken under a flexible exchange
rate system, fiscal policy changes will encounter
dampening effects. Thus the expansionary effects
of a federal deficit will be reduced since if the
federal deficit increases interest rates will rise,
international capital inflows will increase and the
resulting upward pressure on the Canadian dol-
lar® will lead to adverse effects on our inter-
national trade in goods and services. A fiscal
surplus, on the other hand, tends to lower in-
terest rates, discourage the inward flows of
capital and encourage a depreciation of the
Canadian dollar; as a result, the contractionary
‘impact of a Government surplus will be partly
offset by effects on the current account of the
balance of payments. Under a fixed rate system,
effects of this kind influence the level of reserves
rather than the exchange rate, and fiscal policy
does not encounter offsetting effects working
through the exchange rate and the current ac-
count of the balance of payments.

" 8There will also be some effects working in the opposite
direction. Expansionary fiscal policy increases the demand for
imports, thus increasing the demand for foreign currency.
Moreover, the existence of a deficit may weaken confidence
in the future value of the Canadian dollar with effects on the
exchange market.

One would normally expect fiscal and other
policies to be pulling in the same direction unless
international or other considerations dictated
otherwise. However, the example given above is
not too far removed from what actually happened
in some of the years following 1957, and helps
to explain why the relatively large federal deficits
in this period, without the support of appropriate
monetary and debt policies, did not produce the
desired effect on domestic economic conditions.
In any event, the reduced effectiveness of
monetary policy under a fixed rate system and
the enhanced power of fiscal policy under such
a system means that the latter must be used
more actively to achieve domestic objectives.

While the existence of a fixed exchange rate
does have effects on the relative strength of the
various instruments of Canadian policy, and
can well influence the decisions on the “mix” of
policies, it would be wrong to exaggerate the
differences. As we have already pointed out, our
enquiries indicate that the short-run effects on
the flow of goods and services of moderate and
temporary fluctuations in the exchange rate are
quite limited, i.e. if policy changes are moderate
and generally reversed within the period of a
short-run cyclical fluctuation, the effects on trade
will be relatively small. This in turn means that
for policy changes of this kind, the difference
between the relative capacity of the various
instruments of policy is not greatly different
under a fixed than under a flexible exchange
rate system.

The issue, however, is not the relative effective-
ness of the individual instruments of policy but
the general question of the freedom of action of
the financial authorities. The central question is
not usually whether fiscal ease and monetary
tightness is to be preferred to fiscal tightness and
monetary ease, but rather whether a policy of
general expansion combining fiscal deficits and
monetary ease is consistent with the maintenance
of a sound external financial position. If the
exchange rate is fixed and if changes in exchange
and import restrictions are ruled out, the author-
ities’ freedom of action depends on holdings of



official exchange reserves and the acceptable size
of changes in them. If the exchange rate is at
a level which leads to a continuous addition to
the reserves and this is acceptable both domes-
tically and internationally, the authorities will
not feel unduly inhibited by balance of payments
considerations. Similarly, if reserves are very high
the authorities may be prepared to accept con-
siderable losses before permitting balance of pay-
ments factors to weigh heavily in the determina-
tion of domestic policies.

Normally, the reserves will not be undergoing
changes of a disruptive kind, and the authorities
should have considerable freedom to pursue do-
mestic economic objectives. If the domestic econ-
omy is soundly managed, it should be possible
to handle even quite large swings in the reserve
position, although such swings are not without
their difficulties. If massive additions to reserves
occur during a period of buoyancy, it is inappro-
priate to finance them through the banking sys-
tem since this will add to the banks’ liquidity,
bring about an inappropriate easing of credit
conditions and intensify inflationary pressure.® On
the other hand, while an increase in interest rates
might be appropriate domestically in such cir-
cumstances, it might merely add to the capital
inflows. If these flows are expected to be tempo-
rary, there are a variety of devices—such as
temporary liquid asset agreements with the banks,
or sales of non-market securities to them—which
can be employed to handle the domestic financing
of the reserve changes.

If it becomes evident that the inflow reflects
longer-term forces, the authorities will find it
necessary to alter the “mix” of economic policies.
Larger fiscal surpluses would be needed to pro-
vide the necessary domestic financing of reserves
and to dampen business activity, since interest
rates would have to be maintained at relatively
lower levels to avoid adding to the capital in-

?Such inflows do not present a comparable problem in
periods of economic slack because an easing of credit con-
ditions is then appropriate to both the domestic and inter-

. national situation.
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flow.2® This assumes that the Canadian authorities
are able to convince other governments that the
reserve accumulations are not harming their inter-
national position and to persuade the Canadian
public of the need to add to holdings of gold and
U.S. dollars with a low rate of return.

Appropriate fiscal policies take on added
importance under a fixed rate system, since if
they are not used additional pressure will be put
on domestic prices. Because price and cost
increases are not readily reversible, increases
will limit the authorities’ ability to combat a
subsequent recession because of a weakened
international competitive position. Under a flexible
rate system these adjustments can come about
through upward movements in the rate which
are subsequently reversed, although under either
system the authorities must be concerned with
containing domestic prices and costs to ensure
that they do not necessitate continuous and
cumulative depreciation of the currency, both
internally and externally.

In the different circumstances of major reserve
drains in periods of slack activity in Canada, the
authorities may need to call on international
assistance and bring about some increase in
domestic interest rates. If the drain persists and
interest rates must be maintained at higher levels
than purely domestic considerations would call
for, increased reliance must be put on fiscal
measures to stimulate the economy and on other
policies designed to bring about fundamental
improvements in our relative costs of production.

It is sometimes argued that the difficulties with
which a fixed rate system may occasionally con-
front the authorities can be overcome by making
it an “adjustable peg” which alters fairly fre-
quently. Both economic logic and the existing
international payments arrangements clearly
indicate that a change in a fixed rate should be

®If the present proposal to remove Canada's exemption
from the U.S. interest-equalization tax if our reserves become
excessive i3 enacted into law, it might reduce foreign borrow-
ing by Canadians in times of buoyant domestic conditions. It
would thus reduce the capital inflows with which the Canadian
authorities would normally have to cope when domestic credit
conditions are restrictive. This temporary measure, however,
is objectionable on other grounds, not least in that it may
prevent Canada from accumulating sufficient reserves in such
periods to defend the fixed rate in less favourable times.
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made if. the disequilibrium is fundamental in
nature. For example, a rate adjustment would be
permissible and necessary if basic demand condi-
tions for exports or imports were to alter in a
major way, if the structure of Canadian relative
costs and prices were to change substantially or if
the character and amount of capital flows were
to undergo massive and lasting shifts of a
destabilizing nature. However, frequent changes
in the fixed value of a major currency such as
that of Canada cannot be made without creating
serious uncertainties in domestic production,
trade and capital flows. If it came to be believed
that changes were likely to occur, then at the
first hint of difficulties in either direction there
would be widespread speculation on the Canadian
dollar similar to that which took place in 1962.

If frequent changes in the exchange rate are
ruled out, then there will be times when the rate
is undervalued relative to existing conditions and
other times when it is overvalued. Substantial
changes in reserves will often provide the adjust-
ment mechanism in such circumstances, but
there is no denying that persistent gains or losses
in reserves will limit the extent to which the
authorities can follow policies to achieve their
domestic objectives. Given the sensitivity of
international capital flows, it may be possible to
minimize these limitations by gearing monetary
and debt policies to international considerations
and by placing more reliance on fiscal and other
policies to achieve purely domestic aims. Never-

theless, there are limits to this process and it is’

only realistic to recognize that international con-

siderations will at times in the future, as they have'

in the past, exercise a decisive influence on the
choice of policy at home. .

While a flexible rate would appear to have some
advantages in Canada’s circumstances in that it
provides for somewhat greater freedom and effec-
tiveness of domestic monetary policy, its

advantages should not be overstressed. The.

flexible exchange rate was too high after 1957, in
part because of domestic credit policies, but there
is no certainty that more appropriate measures

would have resulted in an exchange rate wholly-
suited to the structure of our relative costs _an_d.

prices. If the view had been that the flexible
exchange rate had not declined sufficiently, it
might have been desirable to fix a lower rate, at.
least by 1960 when the disequilibrium in our
international competitive position was generally
evident. This would have made for greater cer-
tainty and facilitated the production adjustments
in the export and import-competing industries
that are necessary if the economy is to come closer
to full employment levels.

The authorities cannot escape the consequen-
ces of their domestic policy actions on the inter-
national financial position under either exchange
rate system, although a fixed rate system may
bring the consequences of ill-advised steps more
quickly and dramatically to public attention.
However, when a low value is established under
a fixed rate system so that the international con-
sequences of domestic inflation are not immedi-
ately felt, poor performance at home will not
immediately be reflected in exchange reserves;
moreover, a fortuitous change in the current or
capital accounts may temporarily mask the inter-
national consequences of domestic policy ac-
tions. What does remain beyond dispute is that
under either exchange system the authorities can
mismanage our affairs. Similarly, good economic
results can be achieved under either system, al-
though Canada’s special position is likely to limit
the domestic freedom of the authorities and may
necessitate more exchange rate changes in the long
run than would be needed by some other industrial
countries. In the final analysis, it is not the ex-
change rate system in use but domestic policy
designed to keep the economy efficient and adapt-
able which is the essential condition of achieving
a sound and viable external financial position.

THE EXCHANGE FUND AND
SHORT-TERM CAPITAL MOVEMENTS

The role of the Exchange Fund under the flex-
ible exchange rate system was a strictly limited
one, but when the decision was taken to inter-
vene in the exchange market in late 1960 the
tactics to be followed became a matter of con-
siderable importance. The Exchange Fund oper-




ated’ extensively in' both ‘the spot and forward
markets, but-in the situation which then existed

‘other steps were required to restore confidence.

The - question is still open, however, whether
under more favourable conditions with more limi-
ted speculative pressure, a combination of do-
mestic credit policies and forward operations of
the Exchange Fund could be used as a device
for overcoming temporary difficulties ‘which
otherwise might prove to be too large to be con-
veniently handled by changes in the official re-
serves. of foreign exchange.

- In earlier chapters we have shown how mter-
national capital movements respond to interest
rate and availability differentials and noted that
much of the capital flow has been on an un-
hedged basis. When, for example, a Canadian
issuer sells long-term securities .to investors in
the United States in American currercy, he must
assumeé the risk that the exchange rate over the
period up to the maturity of the issue will not
change ‘sufficiently. to offset the gain in lower
interest costs from borrowing abroad. If forward
contracts were available so that he could ensure

in advance that U.S. dollars five, ten or fifteen

years hence could be purchased at a given price,
such transactions - could be carried out on a
hedged basis. Forward contracts of this kind,
however; are not normally available and either
the borrower—or the lender if the issue is in
Canadian currency—must assume an exchange
risk. There are also shorter-term - capital - flows
responsive to interest and availability differen-
tials which are’ frequently not hedged. From the
evidence we have examined, and from an analy-
sis of movements in the components of the capi-
tal account of the balance of payments, it would
appear that an important part of this type-of flow
can be ascribed to changes in accounts payable
and receivable. For example, when credit tight-
ens in Canada, Canadian subsidiaries of foreign
firms appear to rely somewhat more heavily on
advances from their parent firms through the
medium of inter-company accounts while import-
ers generally rely more on foreign trade credit.
Even- though some short-term capital move-
ments are unhedged this i$ not the general rule,
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since the profit to be- gdined by the movement

-of short-term' capital in response to. interest

differentials’ can easily be converted -into-a loss

‘by a minor movement in the exchange rate. Such

capital movements therefore tend to be made on
a covered basis, i.e. they involve a spot purchase
and forward sale of the relevant.currency. There
is: clearly -a significant difference in the effect on

the- reserves if short-term capital movements are

made on a hedged rather than an unhedged basis.
If unhedged movements were the rule; a relative
increase in short-term -interest rates in Canada
would lead to a large inward flow of capital which
would persist as long as the relevant interest
differentials ‘were kept- sufficiently large. If the
movements are on a covered basis, however,
things are very different. Relatively high short-
term interest rates in Canada will attract foreign
investors but they will wish to sell Canadian-dol=

lars forward to insure against the exchange risk.

As a-result, the price' of forward Canadian dol-
lars will quickly fall to the point- where net in-
ward movements are no - longer attractive. To
the extent that the premium on forward U.S.
dollars leads; for example, to an increase in sales
of -forward foreign currency by exporters and a

-decrease in- purchases of such currency by im-

porters, there will be a current addition to ex-

change reserves at the: expense of- addmons to

reserves in the future.
“While the net movement of short-term capital

‘may terminate quickly, there may continue to.be

Targe flows in both directions. As pomted out

in Chapter 15, covered short-term capital move-

ménts in one direction make possible and fre-
quently lead to short-term’ capital movements in
the other direction. If a private purchase ‘of spot
and a sale of forward Canadian dollars are
matched by oﬁsettmg pnvate transactions the
other way, there will be no effect on official

holdings of gold and U.S. dollars. A corporate

treasurer in Canada may find that the rate on
“swap” deposits offered by a Canadian chartered

bank is attractive and invest surplus funds in a
U.S. dollar deposit- with the U.S. dollars sold
forward: These funds ‘might. well “be invested in
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loans to investment dealers in New York and sold
forward. The offsetting spot and forward transac-
tion in the other direction may arise from an
American investor buying Canadian finance paper
and selling forward the Canadian dollar proceeds
at maturity. Clearly, if the Canadian corporate
treasurer had invested in the Canadian finance
paper directly and the American investor had
made a direct loan to an investment dealer in
New York, the flows in both directions would
have been eliminated. There would have been
no difference in the flow of funds between final
borrowers and lenders and no transactions in the
exchange market. The financial intermediaries
have provided services to clients with particular
preferences as to the kind of assets they want and
the kind of liabilities they wish to assume, and
as long as such transactions are offsetting they
have no net effect on the reserve position. ‘

If, however, a covered short-term capital move-
ment into Canada occurs in circumstances which
lead to an increase in the price of forward U.S.
dollars, and this in turn leads to an increase in
outright sales of forward U.S. dollars, there will
be an addition to the reserves. What in effect
happens—through the intermediation of a bank
—is that the Exchange Fund obtains the spot
U.S. dollars supplied by the foreign investor, and
the exporter who has been brought into the market
by the favourable forward rate supplies the for-
ward U.S. dollars. Thus current reserves are in-
creased at the expense of future additions to the
reserves. Similarly, if the Exchange Fund is pre-
pared to carry out “swaps” by selling forward
U.S. dollars directly and purchasing spot U.S.
dollars, then again the reserves will increase as a
result of a covered short-term capital movement
into Canada. ‘

The use of the forward market by the exchange
authorities has often been suggested as a major
means of preventing a reduction in exchange
reserves. For example, if concern over the fu-
ture value of the Canadian dollar leads to large
scale purchases by the public of forward U.S.
dollars, the price of the latter will rise. Other
things equal, this will make the movements of
short-term capital to the United States more prof-

itable and bring pressure to bear on official
exchange reserves. If, however, the exchange
authorities are prepared to undertake commit-
ments to supply forward U.S. dollars, they can
prevent their price from rising and so prevent
the movement of short-term capital. If the loss
of confidence in the future value of the Canadian
dollar is a temporary one, those who have pur-
chased forward U.S. dollars beyond their needs
will reverse their transactions and a difficult situ-
ation will have been averted.

Some have gone so far as to argue that if the
exchange authorities are sufficiently bold in their
use of the forward market, the use of this tech-
nique alone will be enough to stem a major run
on a currency. Their contention is that if the
authorities are confident that the disequilibrium
is not fundamental and that no change is re-
quired in the value of the currency, they can
safely undertake virtually unlimited commitments
to supply foreign currency. This process can be
made painful for the speculator: official opera-
tions can be conducted in such a way that, even
though he establishes his original forward posi-
tion at less cost than he could have done without
the Fund’s intervention, he must pay an even
higher price to close out his position. One con-
clusive limit on the use of this technique is the
willingness of speculators to accept without ques-
tion a commitment to supply foreign currency
in the future. Moreover, if the underlying situa-
tion calls for a devaluation, the authorities will

‘be involved in substantial losses if they have

heavy commitments to deliver forward foreign
exchange.

In 1950, when the Exchange Fund bought
forward U.S. dollars on a large scale, it could

'well be argued that there was a fundamental dis-

equilibrium and that such action could therefore
not succeed. In 1962, the Exchange Fund under-
took to supply forward U.S. dollars to the extent
of $239 million. It is difficult to know how large
these commitments might have become if the
authorities had been willing to continue this
policy, although in one week between June 15
and June 22 they increased by no less than
$119 million. There is evidence, moveover, that




market participants were concerned over the
dangers posed by the possible introduction of
exchange controls, and as Exchange Fund com-
mitments became larger and larger these fears
might well have been magnified.

This is not to say that official operations in the
forward market cannot fulfill a useful function.
In our view, there is considerable scope for such
operations, . either on a .unilateral basis or in
co-operation with other governments and central
banks.!! Such co-operation is now especially vital
in view of the widespread convertibility of cur-
rencies and the ease with which international

speculative pressures can be triggered off. We

would hope that in the development of supple-
mentary defences against such speculative attacks
on currencies, Canada will play a useful part.
This is particularly important under a fixed rate
system since—as already indicated—such a sys-
tem will occasionally involve major changes,
often within brief time periods, in the size of
official holdings of foreign exchange.

It is not possible to specify what level of
reserves should be held to enable Canada to
adjust smoothly and with a maximum of inde-
pendence to changing domestic and international
conditions. Obviously, however, the reserves must
be larger than under a flexible system, and the
public should learn not to read undue significance
into changes which, while large in absolute

amount, are not symptomatic of major difficulties.

Nor will the desirable level of reserves be an
unchanging one: it will depend on such factors as
the size and trend of our imports, exports and
current account position and on the type and
amount of our international indebtedness and
capital flows. It will also depend on the speed
and completeness with which deficits in our over-
all balance of payments correct themselves and—
very importantly—on the accessibility of tem-
porary international financial assistance.
‘Similarly, it would be impossible and unde-
sirable to specify any rigid or mechanical rules
for official intervention in the spot or forward ex-
change markets. These must depend on the cir-

1 We believe that official forward commitments should
normally be disclosed, but not without a reasonable delay.
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cumstances of the time, but will certainly involve
the authorities in active and continuous market
operations under a fixed-rate system. We have
heard favourable comments about the decisive-
ness and skill with which the authorities have
operated in the exchange market, and have no
reason to propose any changes in the arrange-
ments under which the Bank of Canada manages
the Exchange Fund as agent for the Minister of
Finance. To return the exchange reserves to the
Bank of Canada, where they were located until
the war, would serve little purpose, might cause
some confusion of responsibility and would
involve the central bank in additional open market
or other operations to offset the cash reserve
effects of changes in exchange holdings.

OTHER POLICIES TO INFLUENCE
THE BALANCE OF PAYMENTS

Our primary concern above has been with the
way in which the general instruments of policy '
influence the balance of payments. Most of our
illustrations have been drawn from the period’
1953-63, a period during which the current ac-
count of the Canadian balance of payments was
in continual deficit. There have been sharp dif-
ferences of view on both the deficit itself and
equally on some of the policies which have been
proposed for reducing it. Some have held the
view almost from the beginning that the deficit
was undesirable, that it reflected the unwilling-
ness of Canadians to provide. for their own
economic development, and .that it contributed
to the increase in foreign ownership discussed in
Chapter 5. Those taking this view were critical
of the deficit even in years such as 1955-57 when
foreign resources were required to satisfy the
demands of the investment boom of that period.
When economic slack developed after 1957,
they were able to point to the depressing effect
of the current account deficit, but the essence
of their position was that a sizable deficit was
undesirable under any set of economic condi-
tions.
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« A more balanced  view has beén put forward

by others who have ‘not been greatly concerned
about foreign ownership and control and have
felt that in periods of rapid growth there is. no
reason why foreign capital should not be used to

supplemént domestic savings. In their view, the"

crucial question concerns the state of economic

conditions in Canada. If there is excess demand’

for output then foreign resources are required.
If there is economic slack, no net foreign re-
sources in the physical sense are required; never-
theless, gross flows in both directions may still
be needed to realize our full potential, especially
since foreign direct investment in new plant and
equipment is frequently an addition to total in-
vestment rather than a substitute for part of it.
The same cannot always be said of takeovers of
existing Canadian companies, although there
were often benefits in the accompanying flow of
technical knowledge, skilled management and
established market connections. This body of
opinion, therefore, was not critical of the deficit

in the years of economic buoyancy and only

became concerned when it appeared that some of
the capital flow under the flexible exchange rate

system was having a depressing effect on the

Canadian' economy.
- There was a similar diversity of views on the
steps which should be taken to reduce the deficit

in the years after 1957. Some favoured striking.

directly at the flow of capital or the flow of com-
modities or both. Many, however, were unpre-
pared to advocate policies which discriminated
apainst foreign investors or foreign trade and

argued that much of the excess capital flow after

1957 was a symptom of inappropriate monetary
and debt policies.

" The direct measures which have been proposed
fall into two groups—those designed to affect
the current account directly and those aimed at

capital transactions. These two types of measures
have different effects under a fixed than under a

flexible exchange rate. Under a flexible exchange
rate- system, direct action to- restrict the entry
of goods "and -services ‘on. current account will
tend to lead to an appreciation of the exchange

rate. This in turn will reduce exports and in-
crease imports of other goods and services and
thus lead to offsetting changes elsewhere in the
current account. On the other hand, direct restric-
tions on capital imports will reduce the demand
for Canadian dollars, lead to a depreciation of
the exchange rate and set in motion forces which
in time will lead to a decline in the current ac-
count deficit. In the latter case there could be
some offsetting effects within the capital account
as a result of the reduction in capital flows tight-
ening domestic credit conditions. In the first case
also there may be indirect effects, particularly if
resulting higher costs or adverse reaction to the
measures at home or abroad impair our economic
growth and reduce investment.

Under a fixed exchange rate, in contrast, re-
strictions on current account transactions will not
be offset by exchange rate movements. Similarly,
the application of direct restrictions to capital
movements will not trip off a mechanism for ad-
justing the current account through the exchange
rate. Instead, the main impact will fall on the
official reserves, reducing them if capital imports
are limited and raising them if imports of goods
are restricted.

. Many supporters of direct measures, however,
have advocated measures. on both sides of the
accounts simultaneously. Under a flexible ex-
change rate, capital account restrictions alone
would lead to a depreciation of the international
value of the Canadian.dollar, but this will not
occur if at the same time offsetting direct restric-
tions on the movement of goods and services are
introduced. Under a fixed rate  with anything
less than high and growing reserves, action taken
to discourage capital flows can lead to balance of
payments difficulties unless matched by direct
restrictions on current account transactions. Alter-
natively, restriction on current account transac-
tions might so improve the potential reserve posi-
tion that action would need to be taken to curb
the capital flow. -

.~ As our earlier discussion makes clear, there has
been no lack of examples of direct balance of
pa)fl_nents. -measures affecting Canada in recent.




-years. However, we have not felt it desirable to

analyse these measures in any detailed way,
although it is evident that there is almost no limit
to the variety of devices which can be and have
been used to discourage the flow of commodities

"and capital. Yet the central question is not how

this might be done but whether it should be
done. It should be remembered first that all eco-
nomic policies are interrelated. Thus, for example,
the discouragement of non-resident investment
which contributes to our economic growth in-
volves paying a price in terms of slower national
development, a change in credit policies relative
to those in other countries will have inevitable
effects on international capital flows, and higher
tariffs or other policies which raise Canadian
production costs are bound to affect our industry’s
ability to export.!?

Second, many international economic policies
once established tend to have lasting conse-
quences; it is always dangerous in dealing with a
temporary problem to initiate measures the effects

“of which will be experienced over many years,

even when basic conditions have changed. In

-Canada’s circumstances one cannot, for example,

sensibly contemplate the imposition of exchange
controls to meet short-run peace-time emergen-
cies. Quite apart from the likelihood that their

-use will be a substitute for the more fundamental

measures . which would probably be needed in
such circumstances, they would have lasting
effects on the long-term flow of capital and in-
crease speculative pressures against the Canadian
dollar at any sign of the slightest weakness in our
external position. Much the same is true of short-
run changes in withholding taxes. It is true, none-

- theless, that a number of industrial countries have
. permanently established controls on certain types

of capital movements, some of which are now
being relaxed, and some also have rules relating to
the incorporation or acquisition of domestic com-

* 13 Many" branch” plants were- sét up in Canada - to ‘take
advantage of the tariff, which thus contributed both to- higher

" non-resident ownershlp and the competmve mabmty of some

- firms to serve export markets:- ° R
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panies. by non-residents;. these rules usually relate
to domestic participation in the equity, subject to
certain conditions. These, however, are not sub-
ject to short-run variation and are not used to dis-

-criminate against existing investments. This serves

to emphasize that countries adopting such policies
must be prepared to accept their consequences on

"a long-run basis.

A third point to remember in attempting “to
influence international arrangements is that the
nationals of one country are not the only par-
ticipants in the process. Actions which damage
the interests of other countries invite retaliation.
The ultimate consequences, both economic and
political, of a particular action are therefore

“always uncertain. Since our international eco-

nomic actions can lead to serious damage to our

“own interests they must be carefully considered

in the light of their probable impact on our
domestic goals of efficiency, employment and
price stability.

A fourth consideration which is important in

‘Canada is the division of powers between the

federal and provincial governments. Since nat-
ural resources are under the control of the prov-
inces, there are both legal and political limits to
the extent to which the federal government can
expect to exercise an influence over forelgn
investment. '

Finally it must be remembered that in interna-
tional, as in domestic, financial policy an array of
minor measures aimed at subsidiary objectives -is

- 00 substitute for getting the broad, general posture
- of policy set’in the right direction. If we wish
- to attain a sound and viable international financial

- position and not be excessively dependent on

* foreign capital at times when we have available
- resources in Canada; the real solution lies in

‘having an efficient, competitive and adaptable

- economy. Similarly, if we wish to achievé greater
- Canadian-ownership of industry, the solution miist

lie primarily in increasing Canadidn incomes,

: enhancing the incentives to equity investment. and

I

ensuring that our financial institutions and. frame-

+ work do not impede such ownership.
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INTERNATIONAL CO-OPERATION AND
THE WORLD PAYMENTS SYSTEM

With an economy particularly oriented towards
world trade and closely connected to other capital
markets, Canada has a special interest in ensuring
that the international financial system works
smoothly and that there is a maximum of co-
operation between countries to achieve the objec-
tives of high employment, rising productivity and
stability of prices. Constructive international ar-
rangements enhance Canada’s ability to pursue
appropriate domestic policies in the long run by
reducing the chances that other countries will
pursue inappropriately restrictive trade or credit
policies. Moreover, they can greatly reduce the
need to undergo excessively painful domestic ad-
justments to meet short-run international crises;
the massive international financial aid received in
June of 1962 is a striking example of the useful-
ness of such arrangements.

Despite the importance of the international
payments system for Canada, the subject did not
attract much attention in this country during the
period of the flexible exchange system. For a
decade we had not found it necessary to pay any
serious attention to the level of official reserves
since adjustments were carried out through ex-
change rate changes. Moreover, because the re-
serves changed little, other countries had no
direct concern about the effects of our actions on
their reserves. Although the Canadian experiment
with a flexible exchange rate attracted a good deal
of attention abroad, there is little evidence that
this experience had much impact on the discus-
sion of possible alternative world payments ar-
rangements. In part this was because our closest
associates, the United Kingdom and the United
States, are the two reserve countries of the inter-
national community, and the Canadian experience
was not directly relevant for countries which acted
as bankers to the world.

In- the last year or two, however, there has
been a sharp rise in the attention paid to the
international payments system in Canada. The

exchange crisis, and the assistance from abroad
which helped to combat it, drew attention to the
institutions and arrangements designed to deal
with such problems. Moreover, the adoption of a
fixed rate system meant that changes in Canada’s
exchange reserves were watched more closely.
It is natural therefore that concern for our own
reserve position quickly led to an interest in this
country in the question of the adequacy of re-
serves for the system as a whole.

As already indicated, there has been a major
change since the days of the gold standard in the
economic and political environment within which
the international payments system must work.
Governments have accepted responsibility for the
maintenance of high employment and this implies
a willingness to use the general instruments of
economic policy to influence expenditure. Unless
all major countries are following such policies,
the efforts of any one of them to follow ex-
pansionary policies can have effects on its balance
of payments. Even if all are striving to minimize
unemployment, there can be significant differences
—for policy, structural, or technological rea-
sons—in the extent to which prices in some coun-
tries increase relative to prices in others. Thus,
if one country’s costs and prices increase more
rapidly than those of its trading partners, it will
only be a matter of time until its weakened com-
petitive position leads to balance of payments
difficulties. In addition, changes in world demand
and technology can affect different countries in
different ways and may force them to choose
between altering their exchange rate or national
employment and productivity goals.

The most obvious way of reconciling domestic
objectives and international balance is through
unilateral decisions to change the international
value of the country’s currency or the level of
exchange controls and other barriers to trade.
These techniques were used extensively in the
inter-war period, but devaluation on the part of
one country usually led quickly to devaluation
by other countries; the original depreciation was
thus offset, or more than offset, but trade and



capital movements suffered in the meantime from
the uncertainties created. In short, it became
apparent that one country could only succeed
in changing the international value of its cur-
rency if other countries did not resort to com-

petitive  exchange depreciation. A  similar
conclusion emerged from the experience with
the use of exchange, tariff and other restrictions
on trade and capital movements. Any one coun-
try acting alone can alter its balance of pay-
ments in this way, but if other countries are not
prepared to accept the balance of payments
consequences, they can offset these effects by
imposing similar restrictions. An increase in
exchange controls and barriers to trade by all
countries may leave the original disequilibrium
problem unsolved but will reduce the flow of
goods and capital and impose losses on all
countries.

The arrangements for the post-war payments
system made when the International Monetary
Fund (I.LM.F.) was established at Bretton Woods
in 1944 were a natural response to the inter-war
difficulties. Since devaluations, at least by impor-
tant countries, could not in fact be effective un-
less other countries were prepared to tolerate
them, an agreement was reached on the conditions
under which a change in a par value was accept-
able. Any proposed change in par value, which
together with all previous changes exceeded 10%
of the initial par value, required Fund approval.
Similarly, restrictions on current payments, other
than those used during the post-war transitional
period under Article XIV of the LM.F. Agree-
ment, required the approval of the Fund. Thus
two of the most obvious ways of avoiding the
restraints imposed by the world economy were
made subject to international approval.

Although a number of countries took advan-
tage of Article XIV, on February 15, 1961 all of
the major continental European countries and
the United Kingdom agreed to accept the obliga-
tions of convertibility of their currencies as set
forth in Article VIII. Under this Article, they
agreed to avoid exchange restrictions, multiple
currency practices and discriminatory currency
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arrangements. If in future any of these countries
wish to make use of such measures, they will
have to obtain the prior approval of the Fund.
Thus, in general, it can be said that any resort
to exchange controls by a major country must
be accepted internationally if it is not to carry
the sanction of denial of access to the resources
of the Fund.

While many countries have shown a lingering
attachment for exchange restrictions, the same
cannot be said for currency depreciation. In part,
this may result from special circumstances. The |
major devaluations of 1949 brought most cur-
rencies into a favourable competitive relationship
with the U.S. dollar. In recent years, the countries
which have faced some continuing difficulties,
the United Kingdom and the United States, have
been influenced in their thinking by their special
position as international bankers. It may be that
if the payments position of industrial countries
other than the United States worsened, there
would be more willingness than in the past for
devaluation to be looked upon as a remedy. There
has, however, been a considerable reluctance to
alter par values—except for a number of less
developed countries—and this may well con-
tinue into the future.

This places a considerable strain on the inter-
national payments system and reserves. If changes
in exchange restrictions are virtually ruled out
and there is a great reluctance to alter par values,
the conflict between domestic objectives and in-
ternational balance ‘can become very sharp. This
conflict lies at the heart of the controversy over
international liquidity. Under fixed exchange rates,
any divergence from an existing equilibrium can
only persist if countries are prepared and able
to permit major changes in their international
reserves. This, of course, does not mean that
countries may keep their economy out of step
with their major trading partners; under any
arrangements they must sooner or later adjust
to the world around them.

Those who think that domestic adjustments
should come. sooner rather than later feel that
international reserves (or access to such reserves)
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need only be adequate to tide over temporary
situations, i.e. short-run crises in which a limited
period is necessary for emergency domestic pol-
icies to be introduced and take effect. These
people would argue that business, labour and
government would in time recognize that inter-
national considerations -severely restrict their
freedom of action and would adjust their attitudes
and policies towards prices, wages and other
factors affecting the country’s international com-
petitive position. Others feel that reserves should
- be adequate to cope with the large and persistent
one-way movements of exchange reserves which
may be entailed if countries attempt to deal with
a problem of international imbalance by adopting
fundamental measures involving a minimum sacri-
fice of domestic policy objectives.

The extent to which countries should have
time and freedom to adjust their domestic
policies thus underlies the argument about
international liquidity. It is recognized that
there can be no ultimate escape from the limi-
tations imposed by membership in the inter-
national economy and that international credit,
like its domestic counterpart, should be used
only for constructive purposes and not to permit
irresponsible borrowers to escape the con-
sequences of their actions. Nevertheless, there
is an important difference between a system
which requires an almost immediate adjustment
of domestic policies to international require-
ments and one which permits greater freedom
in the time taken and measures chosen to
reconcile the two.

Major developments have occurred in inter-
national payment arrangements in recent years
and further changes are now under considera-
tion. Indeed, some years hence those with an
interest in international finance may describe
the current period as one in which fundamental
alterations were made to the system.  The re-
sources available to the International Monetary
Fund have been substantially increased, first by
a 50% increase in quotas to a total of about $15.3

billion,®* and second, by the General Arrange-
ments to Borrow under which ten countries
including Canada, the United States, the United
Kingdom, Japan and the major continental
European countries agreed conditionally to lend
to the Fund amounts which total $6 billion.
Together with world gold reserves of some
$39.2 billion and foreign exchange holdings of
$23.3 billion—mainly in the form of U.S. dollars
and sterling—these international reserves are
equivalent to about 60% of annual world imports
of $140 billion. The ratio of reserves to trade is,
however, lower than it was in 1953, when it
stood at about 80%, and, of course, below that
in 1937 when world reserves were equal to 100%
of the then much lower value of trade.

There is no simple relationship between the
appropriate level of international reserves and
world trade. The size of reserves needed depends
on their distribution between countries, the
severity and length of international imbalances,
access to other forms of international assistance,
and the willingness of countries to avoid
measures which impair world prosperity. Never-
theless, there is a widespread belief that inter-
national reserves must be increased if future
problems are to be avoided. In particular, there
is a danger that the leading countries may
pursue inappropriately restrictive trade and
credit policies in an unsuccessful attempt to
compete with each other for the same limited
stock of reserves, and that they will be forced to
sacrifice domestic employment and productivity
objectives in doing so.

There are many who feel that the IM.F. or
some other broadly-based international institu-
tion should be the main channel through which
changes in the system are brought about. This

. 18 Canada’s quota is $550 million (U.S.). Details of drawing
rights from the fund are complex (see p. 7, International
Financial Statistics, Sept. 1963, published by the ILM.F.);
but in general a country may more or less automatically
borrow up to one quarter of its quota and may borrow up
to 100% of its quota subject to conditions about pursuing
appropriate policies. It must obtain a waiver from the Fund
if it wishes to borrow more than this. The fund is now also
prepared to enter into standby agreements; this assures the
borrowing country of automatic access to assistance within
the agreed limits. .



‘'may be the way in which developments finally
-go, but there are several reasons why much of
-the initiative is likely to come from other
‘sources. At present the staff- of the Fund con-
tains a limited number of international central
bankers, while national central banks and
-treasuries have a good deal of strength in this
-area. This itself reflects the unwillingness of
governments to act to a greater extent through
the Fund framework, partly because of the large
size and heterogenous nature of the Fund’s
.membership. A high proportion of the routine
lending and day-to-day activity of the Fund
arises from its relationships with under-devel-
oped countries whose problems are very different
‘from those of the industrial countries. There is
‘thus an understandable tendency for the in-
“dustrial countries to prefer to discuss their
_problems bilaterally, or in a forum such as the
Organization for Economic Cooperation and
Development or the Bank for International
Settlements where the membership is almost
exclusively drawn from countries with similar
interests and problems. Thus, many of the
recent developments in international financial
-arrangements - have taken place outside the
IM.F., particularly through bilateral arrange-
ments negotiated by the United States.

" The widespread international banking respon-
_sibilities of the United States provide a favour-
able setting for such arrangements, which have
received added impetus from the payments dif-
“ficulties which the Americans have encountered.
Deficit countries are usually more inventive in
developing techniques for meeting payments
‘problems than surplus countries. The United
_States has been running a substantial current
account surplus and-is a large creditor on inter-
national account, but her long-term investments
abroad and her foreign aid programs have in-
volved an increase in her short-term liabilities.
Moreover, her gold stock—which reached a peak
of over $24.5 billion in 1949—had declined to
~ $15.6 billion at the end of 1963. Losses of gold
“were regarded as desirable in much of the post-
"war period since the U.S. had too large-a

|
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proportion of the world’s mbnetary gold until the '
latter part of the 1950’s. However, U.S. gold
holdings have now reached the point at which

-the Americans have felt. it essential to prevent

the conversion of short claims from leading to
further excessive declines. They have therefore
developed techniques for economizing gold and
forestalling the conversion of dollar holdings of
foreign governments and central banks into gold.

In some cases, this problem has been a tem-

-porary one and has been met by the use of cur-

rency “swaps”. If a foreign central bank acquires

.dollars on a temporary basis which it ordinarily
‘would convert into gold, the Federal Reserve

System initiates a drawing against a previously
arranged credit with that bank and buys the
dollars for the period of the swap. The process

can be reversed at the end of the period and a

temporary gold movement avoided, the transac-

-tion in effect having provided an exchange
-guarantee to the foreign central bank and thereby
_ having dissuaded it from making a gold pur-

chase. If the additions to dollar holdings of
foreign governments or central banks are not

-expected to be temporary, -another technique ‘is
-used. The United States Treasury sells special

bonds denominated- in the currency of various

-European countries—including Italy, Germany,

Switzerland, ‘Belgium, and Austria—to foreign
central banks and treasuries, and uses the pro-
ceeds to purchase holdings of dollars. This

"again provides an exchange guarantee to foreign

governments and central banks on part of their
dollar holdings4 .

These swaps have also been used, together
with credits obtained by the U.S. Treasury, for

“extensive operations in forward and spot ex-
change markets when temporary, but strong,
-destabilizing speculation has occurred; these
-transactions are subsequently liquidated when

4 Total swap lines with 10 central banks and the Bank

" for International Settlements amounted to $1,550 million at

the end of August 1963, while U.S. Treasury foreign cur-

“rency bonds outstanding at the same date amounted to the

equivalent of $705 million U.S.; five central banks and one

- government were involved. The actual ‘net debtor position of

the Federal Reserve under the swap lmes was $73 mllhon

. in .early September.
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conditions become more favourable, or are
funded into foreign currency bond issues. For
example, operations in forward German marks
reached a peak outstanding of some $340 mil-
lion U.S. equivalent in June 1961; similarly, a
total swing of some $175 million in the Belgian
payments position in the year ending October
1963 was financed through the swap facility and
Treasury issues with that country, thus economiz-
ing on the use of gold reserves.l® In effect, ad-
ditional international reserves are created by
these techniques, which the authorities can use
to prevent runs on existing reserves. In addition,
countries in need of temporary extra reserves
have drawn on these swap facilities or on ad hoc
credits from the world’s central banks—for ex-
ample, Canada in 1962 and the United King-
dom to the extent of $900 million in early 1961.
Finally co-operative operations by central banks
have been undertaken in the London gold mar-
ket to prevent speculative disturbances from
leading to currency flights.

These are now temporary expedients, but if
the “temporary” period is long enough, and if
the facilities are put on a regular basis and the
amounts involved are large enough, a consider-
able step has been taken to provide time for more
fundamental adjustments to take place. The
announced willingness of the United States to
acquire foreign currencies might well involve
large amounts over an extended period. If this
were to occur during years in which the United
States payments position was again strong, coun-
tries which have acquired reserves of U.S. dollars
and gold in recent years will not have to draw
down their holdings; instead, their currencies will
be used to add to the reserves being accumulated
by the United States against future eventualities.

The recent experience has been a useful one
and has contributed to a realistic appraisal of
the problem and of the possible solutions to it by
governments, central banks and international
institutions. At the same time, the various pro-

1B For a full discussion, see the excellent and informative
articles in the Monthly Review of the Federal Reserve Bank
of New York, October 1962, March 1963, and October 1963.

posals which have been made for major reforms
of the international financial system have at-
tracted a good deal of attention and alerted legis-
latures and financial communities to the need
for serious thinking about these issues. At the
1963 meeting of the International Monetary Fund,
it was decided that two studies should be made
of the problem of international liquidity, one by
the I.M.F. and the other by representatives of
the ten countries which had participated in the
General Arrangements to Borrow.

It is our view that it is in the interests of
this country that, with appropriate safeguards
against irresponsible borrowing, international re-
serves should be gradually increased so that time
will be available to national financial authorities
to make adjustments to their international posi-
tions while at the same time retaining some free-
dom of action to pursue domestic objectives of
policy.

One possible answer to this problem, but one
which we do not support, would be an increase in
the price of gold. This would require action by
the United States, and Canadian governments in
the past have wisely refrained from making pro-
nouncements on this subject. A writing-up of the
gold price would naturally benefit Canada as a
gold-producing country—particularly in a period
when we had unemployed labour—and would
make a contribution to increasing international
liquidity. However, except for relatively minor
effects on the annual production of gold it would
be a once-over, large and abrupt change which
would not deal with the problem in a continuing
way. (We rule out small changes since they would
merely trigger speculation on further changes).
Quite apart from the inequity of the relief it
would provide (the main beneficiaries would be
gold-producing countries and those which held
large gold reserves, while those which had played
a constructive part in improving international
liquidity by minimizing gold holdings would be
penalized), the solution lacks the elements of
discretion and gradualness which are essential if
a lasting answer to the international liquidity



problem is to be found.l® As with the domestic
financial system, which we no longer leave to
the uncertainties of gold production, the answer
to the international financial system’s problems
lies in the intelligent management of an expanded
stock of credit rather than in adjusting the price
of gold.

Wherever the ultimate solution to the world’s
future liquidity needs is found, however, it is
worth noting that Canada found its own answer
to this problem in the 1950’s through the use of
a flexible exchange rate which moved within nar-
row limits. This may be a solution which has
some application for other non-reserve countries
since to the extent that it is used the need of
such countries for additional reserves would be
strictly limited and pressure on the existing stock
of international liquidity correspondingly reduced.
The solution more likely to emerge, however, is
a system in which countries are able to avoid
conflicts between the domestic and international
objectives of policy through access to additional
international reserves. In any event, there is no
doubt that recent thinking and market experience
will lead to constructive proposals which will
contribute to the further development of the inter-
national payments system.

We would like to stress in conclusion that the
soundest of international payments arrangements,
while essential if the world economy is to perform
satisfactorily, is no guarantee that national objec-
tives will in fact be achieved. Much depends upon
how wisely individual countries, particularly the
major trading nations, manage their affairs. Yet
the higher the degree of co-operation among
national governments and the greater their willing-
ness to co-ordinate their efforts to achieve sus-
tainable economic progress and high employment,
the more likely we are to establish the sound
international environment necessary to accom-
plish our aims.

18 Any inflationary potential stemming from the monetary
consequences of a rise in the gold price could presumably
be neutralized by the world’s central banks, although such
an increase might induce some countries to adopt unsound
policies.
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CONCLUSION

In our view the existing parity of 924¢ U.S. is
a good exchange rate for Canada and one which
we hope can be maintained for a long time to
come. Whether or not changes in the exchange
value of the currency will be necessary in the
more distant future will depend upon future de-
velopments, including changes which may be
made in the world payments system. Under any
financial arrangements, however, the Canadian
economy will be subject to pressures arising from
world trade and investment trends which will
limit our independence of action. Our financial
policies, particularly our monetary and debt poli-
cies, should never be carried out without regard to
their international consequences and a fixed ex-
change rate will help to ensure that this is the
case. Operation of the present system will involve
substantial swings in our international reserves,
and from time to time will require active foreign
exchange market operations to counter speculative
pressures. At the same time, it will mean that
monetary and debt policies designed to achieve
domestic objectives will have to be reasonably
consistent with our short-run international eco-
nomic position.

The best way for us to maintain a sound
external financial position will still be to have a
soundly-managed economy at home. While we
indicated in Chapter 5 that the burden of our
external indebtedness is not excessive, we have
pointed out that inappropriate financial policies
can lead to the attraction of more foreign capital
than is necessary or desirable in periods of slack
in the economy. No doubt there will continue to
be gross flows of capital in both directions and
net drawings on foreign resources to supplement
Canadian savings in boom periods, but we do
not believe that the country needs to be heavily
dependent on foreign financing at all times,
especially when there are unused resources
available in Canada. As in other aspects of policy,
we are more likely to be successful in this aim
if we take fundamental measures designed to
improve the competitiveness and adaptability of
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the economy than if we deal only with the symp-
toms of the problem. In this task, constructive
international co-operation to achieve high employ-
ment and price stability can play an important

role, and Canada should take an active part in
bringing about needed improvements to world
payments and other facilities designed to achieve
these goals.






