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EDITORIAL FOREWORD

Professor F. A. Knox of Queen's University was _
retained by the Royal Commission on Dominion-Provincial Relations
to assist Dr. Mackintosh in his work for the Commission (The.
Economic Background of Dominion-Provincial Reiations) and %o
make a study of Dominion monetary policy from 1929 to 1934. The
purpose of this study is to give a detailed account of the
deve lopment of the monetary policy which Cahada followed in this
period as a background for consideration of the relationship
between federal monetary policy, regional incomes, and provincial
finances. Particular attention is given to the contention that |
ah alternative policy of deliberate depreciation would have
alleviated conditions in the exporting regioné with corresponding
benefit to the public finances of the provinces conecerned,

The method of presentation and any expressions of
opinion are solely the responsibility of the author, and not of
the Commission.

Professor Knox analyzes the Canadian balancé of payments
with particular attention to the features which are significant
iﬁ determining exchange rate movements and to those which may be
affected by Dominion policy. Canada's dependence on exports of
primary commodities, which are subject to wide fluctuations in
demand and price, and on spasmodic borrowing, to meet the
relatively stable amount of interést payment s dﬁe abroad and the
irregular volume of foreign debt maturities is emphasized, This
composition of the balance of payments, in common with that of
other raw material exporting, debtor coﬁntries, contained obvious
elements of instability. Professor Knox notes that the operati on
of the Canadian monetary system added to this instability and
tended to intensify both booms and depressions. Nevertheless
the exchange value of the Canadian dollar recovered from the

weakness it had shown in 1929, and instead of depreciating
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further in company with the currencies of Argentina and Australia,
as thc depression gathered momentum, was brought back to par
in 1930 mainly by unusually large net capital imports. Prior
to England's departure from the gold standard neither official
nor public opinion showed any particular interest in monetary
policy, although the tariff increase of 1930 was noted as a
factor in helping to support the dollar.

In spite of the great fall in imports, and the sale of
gold and liquidation of foreign assets by the banks, the
depreciation of sterling in September 1931 found the Canadian
dollar in a weakened foreign exchange position. Depreciation,
roughly half that of sterling, immediately followed, and made
exchange policy a live issue. Exporters selling in terms of
sterling found the already serious price deflation intensified?
and whole industries and areas were threatened with bankruptey.
Their proposals for further depreciation of the Canadian
dollar to the level of sterling were rejected, however, beeause
public opinion was not pfepared to take the then unprecedented
step of deliberate depreciation, and because of fear that the
credit of the country would be destroyed and foreign obligations
could not be met. In addition it was felt that the inecreased
cost of foreign debt service and essential imports wohld offset
the increased gain of exporting groups. On these grounds the
government expressed its most resolute and emphatic opposition
to putting the dollar on a sterling parity base, and adopted
a policy of exchange independence. The mid;way position of the
Canadian dollar betweén sterling and the United States dollar
was accepted as a "not unsatisfactory compromise" between the
various Canadiam interests ceoncerned.

During 1932 an alternative policy of price raising
crystallized, and was pressed at the Ottawa Imperial Conference,
An increased cash basgis for the banking system and low interest
rates were envisaged as a positive line of attack on deflation,

al though there was -doubt whether it could be carried out to a
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useful extent by even the Empire as a whole, acting without the
co-operation of the United States. However, Canada followed
this policy, the chief manifestations being the $35 million
Finance Act transaction of November, 1932, and the attempts
to secure lower interest rates by putting through conversion
loans,

The depreciation of the United States dollar in ‘1933
was accompanied by further depreciation of the Canadian dollar,
and roughly the former exchange‘;elationships were restored,
Thereafter there was no particular pressure for further
depreciation of the Canadian dollar, and the government felt
more free to proceed with its easy money policy. The latter
culminated (as far as concerns the period under discussion) in
the $52% million note issue in 1934 and the organization of
the Bank of Canada,

Professor Knox then briefly reviews the history of
currency depreciation in Australia and Argentina, finding that
in both cases serious depreciation occurred much earlier than
in Canada because of the virtual cessation of capital imports
and the sharp fall in exports at the beginning of the depression,
and that far from deliberately adopting such a policy,
depreéiation was resisted until banking and other resources for
the maintenance of the currency were exhausted.

Part II discusses the merits of the case for depre:
ciation to the sterling level in 1931-33. Professor Knox
briefly considers the theoretical effects of such a policy on
the major exports, on general confidence, on the volﬁme of
investment and thus on the economy and national money income.
His conclusion is that such a policy would have brought benefits
of greatly varying importance, to the major exporting industries
and areas in the country; that investment, then already at a
very low level, would not likely have been further reduced;
that certain price and cost diseguilibria, and regional stresses

and strains would have been corrected, and that the national
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income would have been increased, Professor Knox believes
that such a policy was both mechanically feasible, and, at the
time of England's departure from the gold standard,
psychologically feasible.

This study attempts nothing more than a deseription
of the monetary policy actually followed, and discussion 6f a
selected alternative., It is left to more general studies to
consider the relaticnship of monetary policy, in the light of
all other federal policies, to regional incomes, and to
provincial finances and fiscal policy.

The first draft of this study was completed in
August, 1938, and after having been circulated to the Dominion
and provincial governments for comment, was revised where

necessary and put in its present form in the spring of 1939.
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PART I

The Influence of the Monetary Policy of the
Dominion Governmsnt on the Foreign Exchange
Value of the Canadian Dollar, 1930-1934,

Introduction

The discussion in this, the first part of this memo-
rendum, is an attempt to answer three questions: Why did the
Canadien dollar not depreciate as early or as much as 4id the
Australian pound and the Argentine peso? In what way, if at
all, did the Canadian government actually support the Cenadian
dollar? Why did the govermment reject the suggestion that the
Canadian dollar be depreciated?

The information required to discuss such topiecs is
set down in the tables. Table I gives the average monthly and
yearly price of Wew York funds and the pound sterling in Montreal.
The basic facts as to the supply and demand of foreign exchange,
of which use must be made in explaining these exchange rate move-

ments, are set out in detail in the table, "Can da's Balance of

International Payments, 1900-1937", in the Appendix. The chief

items sre summarized in a somewhat di fferent form, better suited
to the present purpose and for the years under discussion, in

Table II,"Canada's Balance of International Payments,1928-1934".

Because of their particular significance for the analysis of
exchange rate movements, monetary gold movements, defined as ’
changes in the actual stock of monetary gold held by the Depart-
ment of Finance against the Note Issue and by the commercial banks,
have been separated from other gold movements in this table.
Non-monetary gold exports are put in the current account along
with merchandise exports, and the monetary gold movement is in-
cluded with changes in the foreign balances of the commer cial
banks under the title, "Balancing Items".

The exchange rate movements of the years 1929-1934 as

given in Table I show two distinet periods. During the years



MONTHLY AVERAGE PRICE OF NEW YORK FUNDS IN MONTREAL, 1929-1935

-3
TABLE T

(In Dollars)

Month 1929 1930 1931 1932 1933 1934 1935
Januery 1,00 1,01 1,00 Te1? 1.14 1.00 1,00
February 1,00 1. 0L 1.00 1.15 1.20 1,01 1,00
March 1.01 1.00 1.00 1.12 1.20 1.00 1.01
April 3501 1,00 1700 DLl 1.18 1.00 1,00
May 1201 1,00 1.00 1.13 1.14 1.00 1.00
June 1,01 1.00 1,00 1.15 1.1l .99 1.00
July 1,00 1.00 1,00 13- 1206 »99 1.00
Augast 1,01 1.00 1,00 1,14 1,06 .98 1,00
September 3 .01 1,00 1.04 1oil 1,04 097 1,01
October 1,01 1.00 1,12 1Lkl 1.02 .98 1.01
November 1,02 1,00 1 12 1,15 .99 .98 1.01
December 1,01 1,00 1.2% 1515 1,00 +99 1,01
Average 1.008 1.001 1.043 1,136 1.092 « 990 15005
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MONTHLY AVERAGE PRICE OF THE POUND STERLING IN MONTREAL, 1929-1935

(In Dollars)

Month 1929 1950 1931 1932 1955 1954 1935
January 4,86 4,92 4,86 4,03 3,85 5.07 4,89
February 4,87 4,89 4,86 3,96 4,10 5,08 4,88
March 4,88 4,87 4,86 4,06 4,15 Dl 4,82
April 4,89 4,86 4,86 4.17 4,2% 5,15 4,86
May 4,88 4 .87 4,86 4.16 4250 5] i 0] 4,90
June 4,88 4,86 4,88 4,21 4,61 5,01 4.94
July 4,87 4,85 4,87 4,08 4,93 4,99 4,97
August 4,87 4,86 4,87 3,97 4,79 4.95 4,99
September 4?88 4,85 4,69 3,85 4,84 4,86 4,97
October 4,92 4,85 4,38 3,72 4,79 4,84 4,98
Novenber 4,95 4,85 4,19 3,76 5.08 4,87 4,98
Decenber 4,92 4,86 4,09 3,79 5,10 4.89 4,98
Average 4,888 4,866 4,689 3,979 4,586 4,993 4,929
Source:

Dominion Bureau of Statistics, Internal Trade Branch,
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1920 and 1931 the prices of the pound sterling and the United
States dollar in Montreal varied little from par: this was

a period of stable exchange rates.' In 1932 and 1933 following
the abandonment of the gold standard by Great Britain, the
prices of these two currencies on Canadian exchange markets
fluctuated greatly. Only in late 1933 was the former relation-
ship between the Canadian dollar, the pound sterling and the
United States dollar restored. The year 1934, the last of

the years here under review, was again one of currency stability.



Chapter I. The Foreign Exchange Value of the Canadian
Dollar prior to Britain's abandonment of the
Gold Standard in September 1931

(a) Canada's Balance of Imternational Payments - high
variability of money income from exports and from met capital
imports contrasted with relative stability of the large interest
and dividend payments due abroad. '

The situation from which Canada was launched in 1929
into the greatest depression of modern times was, when viewed
from the present, an ominous one. The high annual variability
of most of the main items in Canada's balance of international
payments will strike anyone who glances at the detailed table of
our balance of payments since 1900 given in the Appendix. Dgring
upward swings of the world business cycle, Canada has shared,
with other econcmically new countries, periods of heavy capital
imports and expanding mcrchandisc trade; during depressions
she has béen subject to all the readjustments which must be made
when drastic declines occur in the income-derived from the sale
of goods abroad and the import of capital. In recent years this
variability has been accentuated by a growing but irregular
burden of foreign debt maturitics. So continuous and heavy has
been the import of capital since 1900 that the annual debits in
our balance of international payments becauge of interest payments
and the meeting of maturities are now largc, The annual amount
of interest and dividend payments due on balamce to other
countries does not vary much from ycar to yecar. This stcadincss
accentuates the pressurec on the balancc of peyments in years of
deprcssion. A given and but slightly diminished liability has
to be mct at such timcs out of a rapidly declining income from,_
the sale of goods and services abroad and the import of capital.

Since maturities of prcviously-issucd sccuritics
became a considorablc factor in Canada's balancec of payments

gbout 1924, their annual amount has varicd between a high of



$270 million and a low of $104.7 million; in four years since
1924 the variation from the year before has been almost $100
millionfl) This bunching of maturities in'pafticular years is
due to the issuing of larger numbers of sccurities in good bond-
merket yearss: to the fact that the market often fevours bonds.
of a particular term; and to the custom of issuing bonds for
periods of ten, twenty or some other round number of years. IT
a year of heavy maturities happens to coincide with business
depression, the country may suffer seriously from the lack of
attention to such possibilities when the securities werec being
issued.

(b) The working of Canada's monetary éystem accentuated
the boom and lcd to the abandonment of the gold standard carly in
1929, At the omset of the deprcssion it appcarcd that the
foreign exchange value of the Canadian dollar would decclinec.

Since dcbtor countries are pcculiarly dependent upon
international transactions which have this high variability
throughout the several phases of the business cycle, their national
money incomes sth much wider variations than do those of morc
mature countries, Unfortunately this variability may bec accentuat—
cd by the inflationary and deflationary tendencies of a competitive
commercial banking system wncontrolled by a central bank, In
times of business prosperity the commcrcial banks of capital-
importing countries acquire inercascd cash rescrves rcadilye. This
cash from a2broad bececomes the basis for a considerablec addition to
the volume of bank deposits; the national moncy income grows
repidly. When good times turn into bad, the inflow of cash may
turn into an outflow, The consequent reduction in bank cash
rescrves may, if it be severe, forco the banks to rcfusc their
customers some of the accommodation they desire, If this ocecurs

the banks become active agents of monctary contraction. The

reduction of money income, inevitable in depression, is incrcased,

(1) Sce table in the Appendix, Column XTX.
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Central banks attempt to prevent this sort of contraction by
providing thc commercial banks with adequate cash rescrves. But
in 1929 Canada had no central bank, Borrowing undér the tcrﬁs

of the Financc Act was, it is true, a possiblec way of increcasing
cesh rescrves. But cxpcricncc has shown that banks are rcluctant
to borrow during deprcssions. It was probablc thercforc that
‘the national moncy incomc in Cnanada would bc shorply reduccd upon
the onset of depression by thc incvitable drop in the valuc of
exports, by the rcduction or cossation of a nct capital inflow
and also by'a~shrinkage in bank lending because of a fall in bank
cash reservese.

The severity of this reduction in money income was
likely, in the ecircumstances of 1929, to be partioularly serious
because of the unusually high level to which the boom in Canada
had attained. In 1928 the level of business and the national
money income were already so high that a large adverse balance of
international payments héd led to an outflow of monetary gold
(Table IT). Normally such a loss of cash reserves by the banks
would have forccd a reduction_of bank lending and moderatcd the
current expansion of business, But the banks replaced thei;
lost reserves by borrowing under the Finance Act (Chart I)e.

They thus shifted the drain of gold to the government 's reserves
and wore able to financc further busincss expansion. The buying
of forcign goods and the investing of moncy ebroad by Canadians
went to such lengths that the Dominion goverrment's gold reserve
against the Dominion note issuc was brought to a low level by the
godd drain, The govgrnmont therefore ceased to provide gold for
export carly in 1929, Thus Canada aban@oned the gold standard
well before the onset of the decpression, If such action was
necessary before the boom brbke, the prospecis of & resumppion of
gold peyments after the crisis had set in were poor indecd,

Apparently tneh, in 1929 Canada was headed for currcney

geprecciation as surely as was Australia, Argentina or any other
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primary-commodi ty-producing, capital-importing country. The
pressurc on her foreign exchanges had already'sadly depleted the
Dominion governmentts stock of gold. The balance of payments

wag sure to suffer further deterioration from the fall in export
prices already under way. Unless net capital imports rose to
unprecedented heights the large intcrest and dividend payments on
foreign investments in Canada would bcaf hcevily upon a diminishing
amount of foreign exchangc available from net exports of goods
and services. Sincc the recsumption of monetary gold exports was
improbable, a rapiq rise in the valuc of forcign exchange scemod
the likely outcomce.

(¢) The sharp inerease in the net inflow of capital,
partly the result of fortuitous circumstamces, prcvented the
depreciation of the Canadian dollar in 1930, Dominion government
borrowings in New York and higher tariffs were contributory
factors. .

But the Canadian dollar did not depreciate. In the early
months of 1930 koth New York funds and sterling funds returned %o
per and even went to a slight discount. Not until mid-1931 d4id
that risc in the price of foreigh exchange to which all signs
pointed in 1930, at Yast appear. The Canadian dollar fell little
in valuc until after the United Kingdom abagdoncd the'gold
standard and the pound had declined sharply. In the writer's
opinion this behaviour of the Canadian dollaer is the chief rcason
Pox Cenadafts choice of a "sound money" policy. Had the Canadian
dollar gone the way of the Argentine peso end the Australian_pounﬁ
the Dominion government would have accecpted its dopreci;tion, No
government would have dared to subjeet the country to the deflat;on ’
that would then have been necessayy to restore the dollar %o paTe

The explane_ation of the Canadian dollar's failure to
depreciate is simple. Canadat's net import of capital in 1930
rose to $315.7 million, the highest net capital import of any A _
year since 1914 by over $100 million and, what is more significant,
$249.6 miilion larger then the net import of capital for the yeax

1929, The éummary of the balance of payments position shown in



Table II revcals the¢ fact that this additional credit of $249.6
million in 1930 enabled us to pay the highest currcnt account
deficit of the whole period 1928-1935 and yet have a surplus

of credits by which our banks were enabled to import just upder
420 million of gold without reducing their foreign balences, The
Canadian dollar retumed to par because, through a rise in net
capital imports, Canadians got possession of a volume of fo;eign
.~ exchange in excess of the demand for it at any higher price.

The effcet of this very large net capital import in
1930 on thc foreign cxchange value of the Canadian dollar was
cnhanced by the fact that the current account deficit was only
slightly larger in 1930 than in 1929 (Tablc II, itcm 9), One
would have cxpceted a sharp incrcase in the current account
deficit bocausc thc prices of exports of foods and raw materials
tend to fall more rapidly in the carly stages of a deprcssion
than those of imported manufactured commodities. But the fall
in valuc o? imports actually cxceedcd thc declinc in the value
of cxports, Although cxport prices fell morc than import
prices, the fall in the latter was an important causc of the
shrinkage in the value of importsEZ) A reduction in the number of
new construct?on projects probably reduced the import of industrial
rew materials. The decline in the physical volume of production
and the reduction in the money income of cxporters both tended
to a reduction of importse.

The large net capital import of 1930 is to be attributed
not only to borrowing by the Dominion govermment but also to two
fortuitous developments., That the volume of new issues of
securi ties by govermments and private borrowers reached a peak
of $426.3 million in 1930, as shown in Table III, was the natural
result of uncompleted projects, unimpéired credit and easier
conditions in the New York bond merket. Even apart from the $100
million Dominion government loan of 1930, the total net borrowings
‘would have excccded those of 1929 by over $50 million (Table ITI).
(2] In 1929 the indcx numbcr of the wholcscle prices of imported
commoditics stood at 94,2 (1926 = 100); in 1930 it had fallen to
83.,7. The change in thé index of the wholcsale prices of exported

commoditics was from 92,2 in 1929 to 77.4 in 1930,
(canada Year Book, 1936, p. 821}
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That mgturities of securitics formerly issued should have fallen
to $99.2 million (Table III), the lowest amount for any of ﬁhe
years 1927-1936, was the first of the accidents of the year. The
small volume of maturities abroad was the result of the naturity
dates given securitics issued in former yoars and the proportion
estinated to have becn taken outside Canada at the time of issuc.
As a consequence the netcapital import through new issucs of
securi tics, lcss maturities and redemptions, rcachcd a total
cxcccded only twice since lQOOES)The other importent change to
bc noted here, though hardly an.accident, is not the product of
the forecsight of any governnent, The rising inconmes of Cénadi&ns
dur ing the boom years 1926-1929 led them to participate heavi}y
in the international trade in Canadien and foreign sccurities.
The Dorminion Burcau of Statistics estimates the net moverent of
scecuri ties to have been heavily inwgrd in each of these years
ﬁSeo table in Appondix, Column XXI)e The eriounts werc large
enough to makg Canada a net capital exporiter in the years 1925,
1927 end 1928, In the latter year the net purchase of securities
rose to $188 million (Table II, item 11); in 1929 the net purchase
stood at $105 million; in 1930 it fell to almost nothing. The
significance of this new item in our balancc of paymenfs is two=
fold. During the boon years tﬁe stimulating effect on the national
moncy income of capital imporis arising fron the continued heavy
jssues of securitiecs abroad, was partly offset by this capital
export. As a conscgucnce the adverse balance on current account
did not risc to the heights it might have attained. 1In tho sccond
place, whon the dopression begen this outflow of funds ceased with
the fall of the sccurity markots, thus greatly reducing the denand
for foreign cxchange and easing the strain on the rate. Not only

did this new net capital export nitigate the boom and so lessen

(3] Tho difforences petwecn the totals shown in Table I11 and
those of Table II arc due to minor revisions which have been
incorporated in the latter table.
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the readjustments to bc made later but also, its cessation
relieved the foreign exchange markets of a considerable prcssurce
Thus the lapse of maturities to their low, the cessation of net
purchas¢s of previously-issued securities from residents of other
countries and the rise of new issues to their peak, combined to
produce that extraordinary net import of capitel which brought

the Canadian dollar back tq par in 1930 in opposition to the trend
common to debtor countries.

The actions of the Dominion government bear directly on
these changes in Canada's balamce of international payments for
1930 at twe points. 1In the first place the higher tariff duties
imposed at the special session of Parliament in September 1930
operated during the last quarter of the ycar as an additional
restriction upon the volume of imports. The sccond point is
probably of more importancc howover. Without the $100 million
loan floated by the Dominion government in New York late in 1930,
the net capital import for the yecar might have been insufficient
to meet th@ deficit in the balance of payments on current account
(Teble TI). In that case the lessened supply of foreign exchange
would probably hgve caused a rise in its price; the QOllar would
have depreciateds

The Dominion government'!s need for funds during the
fiscal year ending March 31, 1931 arose from a current account
deficit of $74 million, requirements of the pational railways
of $70 million, and public works $22 million. In the Budget
speech on June 1, 1931 the Minister of Finonce in di scussing
the loan, mentioned the needs of the railways, a $45 million
domestic maturity on December 1, 1930, and $25 million falling
due in New York on April 1, 193§%) In view of the pronounced
.ensing of the New York bond market during the year, it is probable
that the government was induced 10 borrow there rather than in
Canada by favourable terms. Such action, morcover, would oase the

strain on the domestic bond market leaving.its resources available

(4) House of Commons Decbates, Session 1931, Vol. II, pp. 2149ff.



to0 other borrowers whose credit did not stand so high in New York.
Though the support given the Canadian dollar by borrowing abroad
rather than in Canada is obvious, there is no evidence that this
aspect of the transaction was an important motive in induc;ng the
Dominion government to borrow abroad rather than in Canada. Through-
out the year the supply of foreign exchange was soO abundant that its
price fell; the Canadian dollar returned %o par after having gone to
a discount in New York in'1929. The government would have. been
surprised had anyone suggested that the Canadian dollar needed
support. Yet it is clear that the added supply of foreign exchange
provided by Dominion government borrowing in Wew York was an
important factor in maintaining the value of the Canadian dollar on

(5)

foreign exchange markets in late 1930 and early_l%lo

(5] The very intimete relation between the- capital markets in
canada and the United States has led some to regard the North
American capital market as in effect one, from which eny particular
North American region might draw up to the limits set by the opinion
of investors. They believe it possible thcrefore that had the
Dominion government not borrowed $100 million in New York in 193
other borrowers might have been able %o borrow more in the United
States than they in fact did. If this be true then the borrowing
by the Dominion government cannot be regarded as supplying addition-
al foreign exchange to the emount of $100 million and this act of
the Dominion govermment had in fact much less significance il
supporting the foreign exchange value of the Canadian dollar than
is commonly supposcd. ' -
But even if this possibility be ignored, there are
important offsets to the deflationary pressure undoubtedly exercised
by the continued high value of the Canadien dollar to which Dominion
government contributed. The national moncy income was raised
dircetly by the procceds of the loan as these were spent by the
Dominion government. A yet more important result of the favourable
balence of payments position of 1930 to which this loan contributed
wes the improvement in thc cash reserve position of the Canadian
commercial banks. A refercnce to Chart I will show that the banks
were able to pay off practically all thelr borrowings undcr the
Finance Act and at the same time to raisc nChertercd Bank Cash"
almost to the levels of the boom yecars. Part of this improvcment
wes due to the return of cash from circulation in Cananda. But an
important part of it was provided from thc net crcdits shown in the
balance of payments for 1930. From the foreign cxchange thus
obtained, the banks werc able to mecct all demends for foreign
exchange at current rates, to maintain their net forcign balances
(Teble II, item 15) and to import on balance $19.6 million of
monctary gold (Tableg II, item 16). Such a remarkable improvement
in bank cash rcservces is unusual in the first year of depressione
It sufficed to postpone eny "scramble for cash" amongst the banks
and thc monectary contraction which might otherwise have ariscn
from & fall in bank cash reserves, Whether or not the banks
voluntarily rcstricted their lending in an cffort to improvc
their cash rescrve ratio is quite a differcent maticr not herc =+
under discussion; the point is that so far as their cash rescrve
positiom was concerncd there was 1little exocuse for restriction.
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(d) Canada's foreign exchange position weakenéd steadily
during 1931, Depreciation of the dollar was prevented until Britain's
abandonment of gold by the fall in imports and the sale of gold and
foreign assets by the banks., The restrictive effects of higher tariffs
were important but the Dominion government*s borrowing abroag was less
than its own maturities abroad.

That so favourable a position in Canada's dealings with other
countries as that of 1930 would not continue was to be expected,but the
change for the worse in 1931 was very severe, Total income from exports,
other current items, and capital imports fell to 58.9% of its 1930 level,
a loss of almost $550 million in one year (Table IV). This is accounted
for by the virtual disappearance of net capital imports and a great fall
in merchandise exports. Non-monetary gold exports increased and net
tourist income was well maintained. That the excess of outward payments
was not greater is due to a further drastic curtailment of the value of
: merchgndise imports. So great was this fall indeed that the balance of
trade, including non-monetary gold, became favourable for the first time
since 1928 (Table II). The fall in the Canadian national money income
resul ting from the cessation of net capital imports and the drastic
decline in the value of exports was probably the chief reason for this
startling decrease in imports, though higher tariffs undoubtedly played
an important part,

TABLE IV

(a)
Canada's Balance of Payments 1930 and 1931

(in millions of dollars)

{Income: 1930 1931 Change
From merchandise exports in- 896,¢9 637.1 -259.8
cluding non-monetary gold

From tourists and other current iténu;ggg 121.5 128.8 t 7.3
From net long-term capital imports - 315.7 19.4 ~296.3
el e e e e i 1,334,1 785.3 -548,8
Qutgo:

Net interest and dividend payments '

to other countries 288.,6 279.8 - 8.8
Payments for merchandise imports 996.7 61l.1 =385, 6
Total outgo croscectnsesssesseennse 1,285:3 890,9 -394 .4
EX0€838 Of INCOME segeconcnsacocsosse 48,8 =

Excess Oof OUTZO evvevenesvooncnnnns = 105.6

() For details see Table IT and the table in the appendix.
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The Canadian commercial banks made up roughly threc~
gquarters of thc deficit in the 1931 balance of payments by the
export of $46.7 million of monctary gold and the sale of foreign
assets to a not amount of $27.7 million (Table ITI, itcms 15 and
lG)fa) As a rosult of the export of monctary gold, the cash
reserve position of thg commercial banks dotoriorated steadily
through 1931 (Chart 1), By the last quarter of the year some of
thc banks had rccommcnced borrowing under the Finance Act. It
is clear then that there was bressu;e on the foreign exchanges
which increascd as the year wore om. Actual depreciation of the
Canadian dollar in New York did not occur however until Septembex
when Britain abandoned the gold standard, By December, the
premium on New York funds in Montreal stood at an average of
21%, the high point for any month during the depression. The
additional foreign exchange provided by the banks from their
forcign balances and the export of monetary gold was thus showm
to have becn insufficient to meet fully the demand for oxchange
ot or near par; the prices of foreign currcncics thercfore rose.

The dircct ceffect of the actions of thc Dominion
government on the exchange rate in 1931 is to bc scen most
clearly in the influence of higher_tariffs in restricting imports
thus tonding to support the dollar. Dominion borrowing abroad,
however, was less than its own maturities 2broad by $46.1 million
(Table IIT). New issues of sccurities abroad by the provinces
and other authorities were so much reduced in 1931 that the total
of new issues tokon abroed was smaller by almost $200 million.

At the same time maturities abrogd were unusually high, over
$100 million higher than in 1930, The loss of roughly $300 million
of income from capital imports in 1931 (Teble IV) in comparison

with 1930 is thus accounted for. The unusual feature of the

(6) The remainder of the deficit is a discrepancy unaccounted
for. It indicates the prescnce of errors and omissions in the
cstimatos themselves.
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balance of payments for these twa years is not, however, the
low level of net eapital imports in 1931, the second year of
depres31on, but rather its partlcularly high level in 1930,
The hlgh level in 1930 is, to repeat due to the sale abroad of
the largest volume of Canadian securities of any year since 1914
(ef. table in.Appéndix, Column XVIII) combined with an unusually
low volume of maturities{} In 1931 new issues were sharply down
and maturities higher thaﬁ ever before with the single exception
of the year 1919.

The fall of the Canadian dollar to a discount in New
York in the last quarter of 1931 brought the period of exchange
rate stability to an end, Canada's more favourable balance of
payments position explains the failure of the dollar to--depreciate
as early in the depregsion as did the currencies of our chief
competitors in the wﬁeat export trade, Australia and Argsntin;?)
_ This more favourable position was due primarily to a very large
net capital import in 1930 the like of which had not been seen
since the early 1920f's. The net capital import for the two
years 1930 and 1931 of $336.1 million is to be contrasted with
a net capital export for the years 1928-1929 of $102,5 million
(Table II). Even had the Dominion government not borrowed abroad
in 1930 and 1931 the net capital raised abroad by the sale of
securities in 1930-1931 ($213.2 million) would still have
exceeded the net capital import througb such security sales in
- 1928-1929 ($210.6 million) (Table III). It is true that other
items in Canada's income from abroad were well maintained,
particularly the tourist trade; the sharj reduetion in the value
of merchandise import also eased the strain on the available
supply of foreign exchange., But that supply would have been
quite inadequate to meet the demand foar foreign exchange at the
prices which actually prevailed in 1930 and 1931 apart frem the
heavy import of capital.

(7) The reasons for the deeline in these currencies are discussed
briefly in Chapter IV, :
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(e) The government's "sound-money" policy, based on
opinion widely held in Canada, encouraged the stream of capital
imports which did more than anything else to hold up the dollar
during 1930-31. The alternative policy of deliberate depre-
ciation urged by a group of western members got little support
either in Parliament or in the country.
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